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INTRODUCTION

A. Summary

On December 3, 1996, Governor Ridge signed into law the Electricity Generation
Customer Choice and Competition Act, 66 Pa.C.S. 88 2801 et. seq. (the“Act”). The Act
fundamentally restructures the provision of retail electric service in Pennsylvania by mandating
the phase-in of customer choice of electric generation supplier (“EGS’) beginning January 1,
1999.

The Act establishes four critical components for afair and balanced transition to
competition:

1 The establishment of reasonable terms and conditions for open
access retaill competition;

2. The calculation and recovery of reasonable stranded costs,

3. The establishment of unbundled rates for the generation,
transmission and distribution of electricity; and

4 The provision of continued customer protections, particularly the
continuation of safe and reliable service and programs for the
assistance of low-income customers.

PP&L inits Restructuring Plan filing, as revised during this proceeding:

() proposed the unbundling of its rates and establishment
of competitive transition charges (*CTCs”) and specific tariff
provisions to ensure customers direct accessto all licensed EGSs,
(b) projected its transition costs under the Act at $4.5 hillion; (¢)
proposed a plan to meet its universal service obligations, including
amechanism to recover the costs of those obligations; (d)
described the implementati on of a consumer education program;



and (e) proposed procedures for implementing PP&L’s
responsibilities as provider of last resort under 66 Pa.C.S. §
2807(e)(3).

See PP&L M.B. pp. 1-9.

By and large we found the petition to be just, reasonable, balanced and in compliance
with the intent of the Act. Our major exception is the stranded costs. We find the adjustments of
OTSto stranded oosts, as modified, to most nearly reflect our own position. Additionally we felt
the need for atrue up reconciliaion procedure. Our uppermost concern throughou were those
ratepayers whose marginal positions leaves them without an ability to “compete.”

The task before us in managing the case, marshalling the evidence, assessing the briefs
and preparing this recommended decision was at best daunting. We have tried to keepit simple
in recognition that to be ableto cross all the“t’s” and dot all the“i’s’ in a procedure that changes
the history of the past seventy (75) yearsisvirtually if not completely impossible. We expect
that we are looking at surmounting one barrier after another for the next servera years.

However, that should not deter us from moving forward one step at atime; if that step canbein
the same direction. Problems are only opportunities dressed in work clothes.

We have tried not to break new ground where it was not necessary. We found the
differences between PP& L and PECO to be significant. Therefore we found the PECO decision,
its reconsideration order and various compliance orders to be not directly on point.

We viewed those decisions as stand done decisions and not controlling precedent.

Because of the volume of material involved in this proceeding not all issues raised by the
thirty-nine(39) parties are discussed below. If anissueis not presented it was considered and
rejected without discussion.

B. History of the Proceedings

In accord with the PUC Order entered January 24, 1997, at. M-00960890.F05, PP&L
filed its Restructuring Plan on April 1, 1997.

Copies of the filing were served on al active participantsin PP&L’ s last general base rate
investigation at Docket No. R-00943271 and provided to any person who requested a copy.
PP& L provided notice of its Restructuring Plan filing to all customers by bill insert beginning
with the April 1997 billing cycle. The Company further provided a one-page notice of itsfiling
to all individuals on the Commission’s Executive Director’ s Stakeholder list. In addition, notice
of the filing was published in newspapers of general circulation throughout PP&L’s service
territory.

PP& L’ s Restructuring Plan filing was assigned to this administrative law judge, and afirst
prehearing conference was convened in Harrisburg on April 18, 1997. We permitted Thirty nine



(39) parties to intervene in this proceedng. Of that group, seventeen (17) intervenors have
maintained active party status. Inaddition, formal complaintsagainst the Company’ sRestructuring
Plan were filed by the OCA, PPLICA and the Environmentdists.

Thefollowing are adive partiesin Docket No R-009739%4: Office of Consumer Advocate
(OCA), Officeof Smdl Business Advocae (OSBA), Officeof Trial Staff (OTS), Allegheny Power,
American Association of Retired Persons (AARP), Commission on Economic Opportunity (CEO),
Delmarva Power & Light, Enron Power Marketing Inc.(Enron), Environmentalists, Local 1600,
International Brotherhood of Electric Workers (IBEW), Eric Epstein, Gilberton Power, Mid-Atlantic
Power Supply Association (MAPSA), New Energy Ventures (NEV), Pennsylvania Petroleum
Association (PPA), PP&L Industrial Customer Alliance (PPLICA), Schuylkill Energy Resources
(SER), and United States Department of Defense.

The following are inactive parties in Docket No R-00973954: Allegheny Electric
Cooperative, American Energy Solutions, Anthracite Regional Power Produces (ARIPPA),
Bethlehem Steel, Center for Energy and Economic Development (CEED), Duke Energy Trading
Marketing, Dupont Power Marketing, Electric Clearinghouse Inc., ERI ServicesInc., GPU Energy,
Kraft Foods, Noram Energy Management, PECO Energy Company, Pennsylvania Association of
Plumbing Heating & Cooling Contractors (PAPHCC), PennsylvaniaElectric Consumers Council,
PP& L Rate Payers Association, and PennsylvaniaRetailers Association, Vastar Power Marketing.*

PP& L submitted with its filing extensive supporting information, including the direct
testimony and supporting exhibits of seventeen (17) witnesses and responses to the
Commission’sfiling requirements. PP& L also responded to numerous interrogatories and data
requests. In addition, an informal technical conference was held in Harrisburg on May 2, 1997,
at which PP& L made available several of its witnesses to answer questions and further explain
their testimony.

On July 2, 1997, the intervenors submitted extensive direct testimony addressing almost
every aspect of PP&L’s Restructuring Plan. On August 5, 1997, PP&L responded to the
intervenors' direct testimony by filing rebuttal testimony and exhibitssponsored by twenty
witnesses. A number of the intervenors submitted surrebuttal statements on August 15, 1997.

Evidentiary hearings were held in Harrisburg on August 18-22 and August 25-29, 1997
and on September 9, 1997. During those hearings 284 exhibits and the testimony of 57 witnesses
were admitted into evidence. The transcribed record, which includes the cross examination of
the direct testimony at evidentiary hearing, consists of 2,337 pages. The evidentiary record was
closed on September 9, 1997.

! See Table A to PP&L M ain Brief which contains a list of the parties.



Thirteen (13) public input hearings were held during the weeks of May 30, 1997 and
September 2, 1997. Public input hearings were held in Allentown (June 2), Bethlehem (June 2
and September 3), Harrisburg (May 30 and September 3), Hazelton (June 4), Lancaster (May 30
and September 2), Pottsville (June 4), Scranton (June 3 and September 4), Williamsport (June 5),
and Wilkes-Barre (June 3). A total of 75 persons testified at the public input hearings.

Following the evidentiary hearings, we directed the parties to enter into settlement
discussions and ordered the intervenors to present PP& L with a unified proposal for settlement.
Tr. 1593 (8/26/97). To accommodate those discussions the post-hearing briefing and decision
schedule was extended several times. Orders extending the briefing schedule and the dete for
Commission decision in the case were issued on September 12, 1997, October 17, 1997,
November 25, 1997 and December 24, 1997.

Main Briefs and supplements were filed on February 13, 1998. Reply Briefs were filed
on February 27, 1998. Our Recommended Decision is now duée.

FINDINGS OF FACT

PROCEDURAL HISTORY

1. On December 3, 1996, Governor Ridge signed into law the Electricity Generation Customer Choice and
Competition Act, 66 Pa.C.S. §8 2801 et. seq. (the “Act”). The Act fundamentally restructures the provision
of retail electric service in Pennsylvania by mandating the phase-in of customer choice of electric
generation supplier (“EGS”) beginning January 1, 1999.

2. Section 2806 of the Act requires Pennsylvania jurisdictional utilities to file Restructuring Plansfor
Commission approval. By Order entered January 24, 1997 at Docket No. M-00960890.F05, the
Commission directed PP&L to file its Restructuring Plan on April 1, 1997. In accordance with the
Commission’s January 24, 1997 Order, PP&L filed its Restructuring Plan on April 1, 1997.

3. PP&L inits Restructuring Plan filing, as revised during this proceeding: (a) proposed the unbundling of its
rates and establishment of competitive transition charges(“CTCs") and specific tariff provisions to ensure
customers direct access to all licensed EGSs; (b) projected its transition costs under the Act at $4.5 billion;
(c) proposed a plan to meet its universal service obligations, including a mechanism to recover the costs of
those obligations; (d) described the implementation of a consumer education program; and (e) proposed
procedures for implementing PP& L’ s responsibilities as provider of last resort under 66 Pa.C.S. §
2807(e)(3) (“Last Resort Service”).

4. Copies of the filing

2 Please note: Indrafting this decision, we have taken the positions of the parties nearly verbatim from the briefs

filedin this case and other documents due to the voluminous briefs and record and exigencies of time. While w e could
have produced a much lengthier document, we went with an alternative that placesmore of the burden on the reader
unfamiliar with therecord. We have tried not to misstate the positions of parties. Given these alternatives, the better
course appears auccinctnessand brevity. As we stated in our first briefinging order “shorth is better than length”.

As stated earlier we do not include the position of every party on every issuein this decision. We do
not include aposition if itisacursory handling of an issue, ad optsthe position of another party without adding argument,
or doesnotadhere to the common brief outline which wedirected the partiesto follow. Given thevoluminousbriefsand
record, we could not always take the time to huntfor a party's position if it did not appear in the appropriate place in the
commonlist of issues outline produced August 5,1997. Where possible, and to keep the decision at amanageabl e length,
at times we shorten a position and indicate that it issimilar to aposition already stated. Ininstancesw here a party fails
to properly identify staementsor exhibitsas markedfor therecord, we have eliminated those dtations and we refer the
reader to the party's brief on the subject.
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were served on dl active participants in PP& L’ s last general base rate investigation at Docket No. R-
00943271. PP&L provided notice of its Restructuring Plan filing toall customers by bill insert beginning
with the April 1997 billing cycle and all persons who requested a copy. The Company further provided a
one-page notice of its filing to all individuals on the Executive Director’s Stakeholder list. In addition,
notice of the filing w as published in newspaper s of general circulation in PP& L’s service territory.

Thirty-nine parties were permitted to intervene in this proceeding. Of that group, seventeen intervenors
have maintained active party status. In addition, formal complaints against the Company’s Restructuring
Plan were filed by the OCA, PPLICA and the Environmentalists.

Evidentiary hearings were held in Harrisburg on August 18-22 and August 25-29, 1997 and on September 9,
1997. During those hearings 284 exhibits and the tegimony of 57 witnesses were admitted into evidence.
The transcribed record of the evidentiary hearing consists of 2,337 pages. The evidentiary record was
closed on September 9, 1997.

Thirteen public input hearings w ere held during the week s of May 30, 1997 and September 2, 1997. Public
input hearings were held in Allentown (June 2), Bethlehem (June 2 and September 3), Harrisburg (May 30
and September 3), Hazleton (June 4), Lancaster (May 30 and September 2), Pottsville (June 4), Scranton
(June 3 and September 4), Williamsport (June 5), and Wilkes-B arre (June 3).

CONTEXT OF RESTRUCTURING

Electric companies have been viewed as natural monopolies in Pennsylvania since the adoption of the
Public Service Company Law of July 26, 1913, P.L. 1374 (repealed), as amended by section 4 of the Act of
June 3, 1933, P.L. 1526, 66 P.S. §201-2 (repeal ed).

The Public Service Law and its successors recognize that in exchange for amonopoly to provide service in
an exclusive service territory, public utilities were both exempted from competition and obligated to provide
service within that service territory. Regulation of rates and service was determined to be necessary to
replace the lack of competition

An overriding theme of traditional monopoly regulation of electric utilitieshas been described as the
regulatory bargain or regulatory compact. PP&L St. 1, pp. 11-12.

Pursuant to this system of regulation,Utilities have invested billions of dollars to construct generating
stations to meet the reasonably projected needs of customersin its service territory. These investments
previously have been reviewed by the Commission and adjudged to be prudent expenditures. Accordingly,
under a continuation of regulated monopoly service, PP&L and its investors would have had an opportunity
to recover both areturn of, and a reasonable return on, such investments to provide service to customers.

Economic circumstances have changed, how ever, leading the General Assembly to
conclude that the generation of electricity, asdistinguished from its transmission and
distribution, is no longer a natural monopoly. PP&L St. 18-R, pp. 21-22.

In 1992 Congress passed the Energy Policy Act which specifically empowered the Federal Energy
Regulatory Commission (“FERC") to order public and privately owned utilities to grant access to their
transmission systems for qualified entities engaging in wholesal e power transactions. 16 U.S.C. §824(j),(k).

The FERC dramatically expanded the availability of transmission by issuing, in 1996, Order No. 888
requiring the public utilities to unbundle wholesal e contracts and offer open access non-discriminatory
transmission to all eligible customers — including retail customers in states implementing retail competition
— while providing for the recovery of stranded costsincurred as a result of opening up the transmission
system.

The significant metamorphosis in the economics of producing electric power has led the General Assembly
to conclude that generation of electricity can be provided more efficiently (at lower costs) under a
competitive system. Asthe General Assembly concluded:

Because of advancesin electric generation technology and federal initiatives to
encourage greater competition in the wholesale electric market, it is now in the
public interest to permit retail customers to obtain direct access to a competitive
generation market as long as safe and aff ordable transmission and distribution
service is available at levels of reliability that are currently enjoyed by the
citizens and businesses of this Commonwealth. 66 Pa.C.S §2802(3).
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The Act substitutes a competitive system for determination of the generation prices for the previously
employedregul ated system.

The Act containsdeclarations of policy which set forth the reasons that the General Assembly has directed
the restructuring of the electric industry in Pennsylvania. 66 Pa.C.S.82802. The Act also contains specific
standards for restructuring of the electricindustry. 66 Pa.C.S. §2804. These declarations and gandards set
the bounds within which the restructuring of the electric industry is to be conducted and within which the
issues in thisproceeding must be resolved.

In adopting the Act, the General Assembly recognized the need for afair transition from regulation to
competition. 66 Pa. C.S. §2802(9).

In section 2802 (12), the General Assembly declares that:

The purpose of this chapter isto modify existing legislation and regulations and
to establish standards and procedures in order to create direct access by retail
customers to the competitive market for the generation of electricity while
maintaining the safety and reliability of the electric sy stem for all parties.
Reliable electric service is of the utmost importance to the health, safety and
welfare of the citizens of the Commonwealth. Electric industry restructuring
should ensure the reliability of the interconnected electric system by maintaining
the efficiency of the transmission and distribution system. 66 Pa.C.S. §2802(12).

In order to protect customers while transitioning to a competitive market for generation of electricity,
Section 2804(4) of the Act provides for rate caps. These rate caps are designed to protect customers from
increases in rates over the levels in effect at the time of adoption of the Act, that might result from the
transition to a competitive mark et.

The Act also recognizes the fact that electric utilities and their investors have invested billions of dollarsin
generating facilities, that some of these costs may not be recovered under a competitive system and that
electric utilities should be permitted to recover such costs during the transition period to the extent possible
within the rate cap. 66 Pa.C.S. §2802(15).



The Act establishes the manner in which competition will be conducted. In thisregard the Act provides
that:

This chapter requires electric utilities to unbundle their rates and services and to
provide open access over their trangmission and distribution systems to allow
competitive suppliers to generate and sell electricity directly to consumersin this
Commonwealth. The generation of electricity will no longer be regulated as a
public utility function except as otherwise provided for in this chapter. Electric
generation suppliers will be required to obtain licenses, demonstrate financial
responsibility and comply with such other requirements concerning service as the
commission deems necessary for the protection of the public. 66 Pa.C.S.
§2802(14).

To implement open access, the Act sets forth certain standards to which the Commission must adhere:

The commission may permit, but shall not require, an electric utility to divest
itself of facilities or to reorganize its corporate structure. 66 Pa.C.S. §2804(5).

Consistent with the provision of section 2806, the commission shall require that a
public utility that owns or operates jurisdictional transmission and distribution
facilities shall provide transmission and distribution service to all retail electric
customers in their service territory and to electric cooperative corporations and
electric generation suppliers, affiliated or nonaffiliated, on rates, terms of access
and conditions that are comparable to the utility’s own use of its system. 66
Pa.C.S. §2804(6).

The commission shall require that regructuring of the electric utility industry be
implemented in a manner that does not unreasonably discriminate against one
customer class to the benefit of another. 66 Pa.C.S. §82804(7).

In addition to providing for aretail access pilot (66 Pa.C.S. § 2806(G)), the General Assembly also
obligated each electric distribution company to implement, in conjunction with the Commission, a consumer
education program that “shall provide consumers with the information necessary to help them make
appropriate choices as to their electric service” 66 Pa.C.S. § 2807(d)(3).

The Act further seeks to protect customers who, for any number of reasons, do not or cannot obtain service
from a competitive electric supplier. In thisregard, the Act contains specific policy determinations
concerning continuation of programs that currently assist|ow-income customers (66 Pa.C.S. §2802(10) and
other public purpose programs. 66 Pa.C.S. §2802(17).

The Act also contains requirements applicable to electric companies that are intended to provide all
customers with reliable transmisdon and distribution service and to provide all customers with a supplier of
last resort. 66 Pa.C.S. §2802(16).

I1. LEGAL AND POLICY FOUNDATIONS OF STRANDED COST RECOVERY

The Act addresses stranded costs in three different ways. First, the “Declaration of Policy,” Section
2802(15), establishes the general need for and appropriateness of recovery by electric distribution
companies of their stranded costs as follows:

In establishing the standards for the transition to and creation of a competitive
electric market, heretofore, public utilities generally have had an obligation to
serve customerswithin their defined service territories; consistent with that
obligation, have undertaken long-term investments in generation, transmission
and distribution facilities in order to meet the needs of their customers; and have
entered into long-term power supply agreements as required by Federal law. In
many instances, these invegments and agreements have created costs which may
not be recoverable in a competitive market. The commission isempowered
under thischapter to determine the level of transition or stranded costs for each



electric utility and to provide a mechanism, the competitive transition charge, for
recovery of an appropriate amount of such costs in accordance with the standards
established in this chapter.

Second, the Act provides a general definition of "stranded costs." Section 2803 defines "stranded costs" to
be:

An electric utility’s known and measurabl e 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 a
regulated environment but which may not be recoverable in a competitive
electric generation mark et and which the commission determines will remain
following mitigation by the electric utility.

Third, Section 2804(14) of the Act mandates an “orderly” transition to competition designed to:

protect electric sygem reliability, be fair to ratepayers and provide the investors
in Pennsylvania electric utilities with a fair opportunity to fully recover the
amount of transition or stranded costs that the Commission determines to be just
and reasonable.

Sections 2802(15), 2803 and 2804(14) of the Act mandate that the Commission allow recovery of alevel of
stranded costs determined to be just and reasonable. In adopting these provisions, the General Assembly
has balanced the interests of electric utilities and ratepayersin an appropriate manner. The A ct seeks to
attain, on one hand, the benefitsfor customers of low-cost electric generation that is becoming available, as
explained above, from technological advances and reduced fuel prices. On the other hand, the Act permits
electric utilities to recover their prudently-incurred costs that would be recoverable under the prior system
of regulation, but which may not be recoverable under a competitive regime.

Regulated utilities in Pennsylvania operated under a requirement of mutual obligations, regardless of
whether those obligations are referred to as a “regulatory compact,” “ regulatory bargain,” “understanding,”
or something else. The essence of that initial obligation was that utilitieshad a fair opportunity to recover
their prudently-incurred invesments in facilities used to meet their obligationto srveall customers PP&L
St. 1, pp. 11-12; PP&L St. 18-R, p. 10.

The General Assembly expressly recognizes the general principles of this bargain or underganding in the
Declaration of Policy at Section 2802(15) of the Act. There, the General Assembly acknowledges the
historic obligation of utilities to make substantial investments in facilities or contracts to provide safe and
reliable service. The General Assembly recognizes al its obligation to allow recovery of costs stranded by
the change theelectric generation portion of electric utilities businessfrom aregulated monopoly to an
unregulated competitive service.

Claims that this bargain or understanding does not exist deny the facts. Clearly, utility investors relied on
prior rules concerning the prudent investment standard and fair rates of return in forming their expectation
concerning risks and returns. PP&L St. 1-R, pp. 5-7.

The transition to a competitive market for electric generation is a fundamental change in the basic rules by
which electric generation services have been provided. Electric utilities must be allowed a fair opportunity
to recover investments in facilities made uneconomic by the change in regulatory policy. Any contrary
breach of the Commonwealth’s obligation to utility investors would be poor public policy, would be
contrary to sound economic principles and would be inconsisent with prior law.

Under Section 2808(c)(4), in determining the level of stranded costs to be recovered, the Commission is to
consider the extent towhich the electric utility has mitigated generdion-related stranded costs. The Act
identifies examples of mitigation steps, and further directs the Commission to consider both mitigation in
conjunction with restructuring and pre-restructuring efforts.

PP& L’ s mitigation efforts have reduced its stranded costs. The proof of the effectivenessof PP&L’s pre-
restructuring mitigation, however, is PP&L’s success in controlling its rates, which the Act declares to be of
“equal importance” with future efforts to mitigate stranded costs. See 66 Pa.C.S. §2808(c)(5).
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PP& L ’'stotal rates are low er than those of other electric utilities. A sshown at pages 16-19 of PP&L St. 9
and in Exhibit SFT 2, PECO’s average rate is 9.91¢ per kWh; D uquesne Light Company’s average rate is
8.92¢ per kWh. The Pennsylvania statewide average rate is 7.93¢ per kWh. PP&L’s average rate of 7.21¢
per kWh is significantly lower than these other rates. In fact, PP&L’s rates are now almost as low as the
national average of 6.89¢ per kWh, while the goread between Pennsylvania’s average rate and the national
average rate has stayed relatively constant. PP&L Exhibit SFT 4.

PP& L’ s rates for residential service have dropped below the national average, while Pennsylvania's average
residential rate has been well above the national average. PP&L Exhibit SFT 5.

In recent years, PP& L has taken advantage of reductions in the cost of capital to refinance higher cost
securities. During the 10% y ears between its last two rate cases, PP& L reduced its long term debt cost rate
by almost 30 percent.

PP& L was also able to reduce substantially its cost rate of preferred gock. These capital cost reductions
reduced PP& L’ s revenue requirement in its 1994 base-rate case by $100 million. PP&L St. 2, pp. 6-7.

After PP&L’s 1985 rate case, PP& L undertook cost containment efforts which resulted in PP&L’s operation
and maintenance production costs only increasing by 16 percent over 10 years and, adjusted for inflation,
have actually declined by 15 percent.

From 1985 through 1996, PP& L has reduced its enployee complement by 2,005 regular full-time
employees, almost 24 percent of its 1985 work force. M ost reductions occur through normal attrition, early
retirement programs and voluntary severance programs. PP&L St. 2, p. 8.

In 1991, PP& L modified its accounting for spare parts at power plants resulting in a pass back of $94
million to customers over 5 years through arate credit mechanism. PP&L St. 2, pp. 8-9.

PP& L also reviewed its spare parts inventories to identify obsolete or excessive items and was able write of f
off $35 million of inventory, further mitigating PP& L’ s stranded costs. PP&L St. 2, p. 9.

Approximately 62 percent of PP&L’s stranded costs relate to the Susquehanna Steam Electric Station,
which includes two nuclear generating units PP&L St. 2, pp. 9-11.

PP&L was able to complete construction of two large nuclear units at a total cost of approximately $3.6
billion for 1,890 megawatts of capacity or approximately $1,900 per kilowatt. Other plantsin Pennsylvania
and in the United States, which were constructed contemporaneously with the Susquehanna Units, were
completed at significantly higher costs per kilowatt. PP&L St. 2, p. 10.

Following completion of Susquehanna, PP& L pursued claims against the containment supplier, General
Electric. PP& L settled its claim against General Electric in 1991, and obtained Commission approval to
refund the jurisdictional amount of the net settlement proceeds --$55 million-- to customers through a
special rate credit mechanism. PP& L St. 2, p. 10.

PP& L has operated Susquehanna at a high capacity factor, reducing energy costs and customers’ rates.
PP&L St. 2, pp. 10-11. More recently, between 1991 and 1995, PP& L spent $45 million to upgrade
Susquehanna’ s capacity by 90 megawatts, or $500 per kilowatt, producing additional energy cost savings
for customers.

PP&L has operated its fossil fuel generating plants efficiently and has made substantial expenditures to
assure the continued viability of low cost, coal-fired generating stations. These generating stations benefit
customers through low fuel costs and increased interchange sales, w hich both lower retail rates. PP&L St.
2, p. 11

PP& L has converted its Martins Creek Units 3 and 4 to gas/oil dual fuel capability. PP&L now can burn
gas or oil, whichever costs less, at these Units 3 and 4, which makes them more cost effective. PP&L St. 2,
p. 11.

Under the Public Utility Regulatory Policies Act of 1978 ("PURPA"), PP&L was compelled to enter into
long-term supply contracts with Non-utility Generators (“NUGS"). Rates inthese agreementswere based
upon future market prices of fuels, which were projected when contracts were executed. Then, the price of
oil was expected by now to be nearing $100 a barrel. PP&L St. 18-R, p. 22. NUG contract prices have
turned out to be greater than PP&L’s avoided costs of replacement generation or purchased power.



23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

PP&L has calculated its stranded costs to be $4.5 billion. PP& L St. 2, p. 18. PP& L has proposed in this
proceeding, however, a competitive transition charge ("CTC") that will produce only $4.001 billion,
resulting in a shortfall of $500 million. PP&L St. 10-R, p. 3. Under PP&L’s proposal, PP&L’s shareholders
will bear an estimated $500 million of stranded costs.

Pursuant to Section 2808(c)(4)(iii), one of the mitigation steps that electric utilities are to consider is
reallocating depreciation reserves from transmission and distribution plant accounts to generation accounts.
Initsfiling, PP&L has proposed to transfer $205 million of its depreciation reserve related to transmission
and distribution plant to the accumulated reserve for depreciation associated with its Susquehan na Units.
The transfer of the depreciation reserve, together with the changes in the reserve for deferred income taxes,
would reduce PP& L’ s stranded costs by $317 million. PP&L St. 2, p. 17.

There is no cog shifting between rate classes at the retail jurisdictional level because PP& L’ s unbundled
rates were derived from its cost of service study approved in its1995 base-rate case, which was not
modified to reflect the swap of the depreciation reserve. PP&L St. 3-R, pp. 12-13.

PP& L 's proposal will not result in cost shifting between federal and state jurisdictions. Any such possible
cost shifting will be avoided by PP&L’s creation of aregulatory asset applicable to the trangmission and
distribution functions which equals the allocated depreciation reserve to be transferred. Under this proposal,
the net decreased to the depreciation reserve for the Pennsylvania jurisdictional portion of the transmission
and distribution function will equal the Pennsylvania jurisdictional portion of the increase to the
depreciation reserve for the nuclear generation function.

The small change in rates that could result from the depreciation svap will not affect customers’ usage
patterns. PP&L St. 8-R, p. 53. Further, one purpose of the Act is to achieve lower rates to improve the
economy of Pennsylvania. 66 Pa.C.S. § 2802. The Act encourages mitigation of stranded costs for the

purpose of reducing electric utilities' CTCs, thereby lowering rates.

Customers are protected from overrecovery by electric digtribution companies of trangmission and
distribution cods through the applicable rate cap. The "depreciation swap" is one of the mitigation
procedures expressly contemplated in Section 2808(c)(4)(iii) of the Act.

In computing stranded costs, PP&L has projected approximately $513 million of unspecified reductions to
future operation and maintenance and administrative and general costs. These projections reflect a
continued commitment to cost cutting and an egimate of the reductions that PP& L expects to achieve. If
PP&L for any reason is unable to achieve the projected $513 million of future cost reductions, PP& L and its
investors will bear the costs that PP&L is unable to avoid.

In PP&L’s most recent base rate case, the Commission approved PP&L’s proposal to modify the method by
which it accrues depreciation on its Susquehanna U nits. PP&L had used a modified sinking fund method in
order to moderate rate increases associated with placing these units into rate base. PP&L proposed,
commencing January 1, 1999, to switch to a straight line method of depr eciation, under which it would
experience areduction in its annual depreciation accrual of an estimated $71 million. In conjunction with
its proposal to change the depreciation method, PP& L proposed also to reduce base rates effective January
1, 1999, to reflect the effects of this switch in depreciation method. The Commission approved PP&L’s
proposal. Pa. P.U.C. v. PP&L, Docket No. R-00943271, pp. 106-113 (September 27, 1995).

In late 1995, PP&L announced plans to reduce capital expenditures over a 5-year period by $67 1 million.
Of this total, $486 million represented reductions in plant expenditures for fossil generating units.
Reductions in capital investment in generating facilities mitigates PP& L’ s stranded costs. PP&L St. 2, p. 9.

Several parties have suggested that stranded costs should be shared between PP& L and its ratepayers by
various means. See, e.g., OCA St. 1, pp 29-32; OTS St. 1, pp. 20-21; PPLICA St. 1, pp. 15-22. The parties’
proposals that the Commission disallow recovery of a portion of PP&L’s stranded costs are based on an
incorrect interpretation of Section 2804(13) of the A ct which provides:

Consistent with Section 2808 (relating to competitive transition charges), the
commission has the power and duty to approve a competitive transition charge
for the recovery of transition or stranded costs it determines to be just and
reasonable to recover from ratepayers.

The parties “sharing” proposals also are at odds with prior regulatory practice. In previousyears, partiesin
prior utility base-rate proceedings have contended that certain otherwise “just and reasonable” expenses of
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public utilities should be "shared" between ratepayers and the utility on policy grounds similar to
contentions raised by various parties in this proceeding. These contentionshave been uniformly rejected by
Pennsylvania appellate courts. See, e.g., Butler Township Water Co. v. Pa. P.U.C., 81 Pa. Cmwlth. 40, 473
A.2d 219, 221-22 (1984); T.W. Phillips Gas & Oil Co. v. Pa. P.U.C., 81 Pa. Cmwlth. 205, 474 A.2d 355,
366-67 (1984).

The General Assembly has mandated "sharing” mechanisms elsewhere in the Public Utility Code. When
considering electric generation units with excess capacity that is not used or useful in the public service or
electric generating units which experience excessive outages, the General Assembly has set forth specific
procedures for such deter minations and specified the specific sharing mechanisms that the Commission is
authorized to employ. See 66 Pa.C.S. 8§ 1322 (as to excessive outages) and § 1323 (as to excess capacity).
In contrast, the Act does not containany provision requiring a “sharing mechanism.”

The parties’ sharing proposals ignore the fact that virtually all of PP&L’s plant investments have been
reviewed by the Commission in prior base-rate cases and included in rate base as being prudently-incurred
and used or useful in the public service. PP& L’s most recent base-rate case w as based upon a future test
year ended September 30, 1995. Pa. P.U.C. v. PP&L, Docket N 0. R-00943271, p. 1 (September 27, 1995).
No generation units have been placed in service since this base-rate case. Only the relatively minor plant
additions placed into service since September 30, 1995, could even be the subject of prudence contentionsin
this proceeding, and no such contentions have been raised. Therefore, all of PP& L’ s rate base and PP&L’s
expenses, as of September 30, 1995, have been determined to be "just and reasonable" as that term is used in
Section 1301 of the Public Utility Code, 66 Pa.C.S. A. § 1301, to establish a utility’s rates.

In the PECO Restructuring case, the Commission ruled that in determining ajoint and reasonable level of
stranded cost recovery under Section 2808(c)(3), the Commission must consider whether “the utility’s
efforts to mitigate granded investment have been “reasonable under all of the circumstances,” PECO at 67
(citing Section 2808(c)(4). The Commission noted that Section 2808(c)(4) requires “equal consideration” of
the utility’s “efforts undertaken over time. . . to reduce or moderate rate levels.”

OCA 's proposal of a 32% rate reduction would produce sharply different results. Under OCA s proposal,
PP&L’s 1999 pro forma return on equity would be anegative 9.65%. PP&L would experience an operating
loss each and every year of the transition period. PP&L St. 8-R, pp. 24-27.

OCA’s proposed level of stranded costs is unjustified and does not represent a reasonable even-handed
sharing of risks associated with stranded costs.

II1. STRANDED COST CALCULATION METHODOLOGY

The Act generally identifies three categories of granded costs: (1) regulatory assets and other deferred
charges, the unfunded portion of nuclear plant decommissioning costs, and cost obligations under contracts
with non-utility generators (“NUGS"); (2) costs related to the cancellation, buyout, buydown or
renegotiation of NUG power supply contracts; and (3) generation-related expenses. 66 Pa.C.S. §2803.

PP& L 's Restructuring Plan filing includes expenses from each of the categories identified by the Act.
Specifically, the Company’s filing includes: (1) regulatory assets and other deferred charges typically
recoverable under traditional cost-of-service regulation, and cost obligations under Commission-approved
contracts with NUGs; (2) prudently-incurred costsrelated to the cancellation, buyout, buydown or
renegotiation of NUG contracts; and (3) net invegments and operating expenses associated with existing
generation facilities, disposal of spent nuclear fuel, decommissioning costsassociated with existing
generation facilities, and other stranded costs including severance, early retirement, outplacement and
related costs for employees who are affected by changes anticipated as a result of the transition to full
competition under the Act. PP&L St. 8, p. 3.

For stranded cost cal culation purposes, PP& L divided its claimed expenses into four categories: (1) nuclear
generation; (2) fossil generation; (3) NUGs; and (4) generation-related regulatory assets. Utilizing a
regulatory or revenue requirement methodol ogy (the “regulatory method”), PP& L determined thatit has
approximately $4.5 billion in stranded costs after mitigation.

The OCA and PPL ICA oppose the Company’s method of calculating stranded costs related to generating
plant, and recommend that the Commission adopt the asset value method proposed by PECO Energy
Company in its current Restructuring Plan proceeding (Docket No. R-00973953). OCA St. 1, p. 14;
PPLICA St. 2, p. 10. The OCA and PPLICA , however, propose to calculate stranded costs associated with
regulatory assets using the regulatory method.
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The regulatory method of calculating nuclear and fossil generating plant stranded costs compares the annual
revenue requirements for each generating plant to the projected annual revenues each plant would receive
from the sale of its output using market-based prices for each year beginning January 1, 1999, to the end of
itsremaining service life. PP& L St. 8, p. 4. The Company then applied a PUC-jurisdictional percentage to
the annual excess or deficiency, and discounted the resulting stream of annual excesses or deficiencies to
present value at January 1, 1999 using a discount rate of 7.92%, whichis PP&L’s after-tax weighted
average cost of capital. PP& L St. 8, p. 4; PP& L Exh. JRS 1, p. 1.

The asset value method compares the present value of revenues, less cash expenses, that could be earned
from generating facilities in a competitive market, with the sum of the current book value of generation and
regulatory assets. Cash expenses indude any above-market costs that will be incurred under power
purchased agreements with NUGs. PP&L St. 8-R, p. 7.

Several considerations fav or the regulatory method (PP&L St. 8-R, pp. 5-7; PP&L St. 19-R, pp. 15-16):

a. Theregulatory method is smple to understand and to apply because it essentially uses aseries
of future test years, a concept familiar to the Commission. All revenues and expenses are reflected
in the time period in which they occur.

b. A variety of conceptual issuesarising under the regulatory method -- e.g., the treatment of
income taxes -- previously have been resolved by the Commission under traditional cog-of-service
regulation. Thus, the regulatory method allows the Commission to apply exiging rules and
accepted assumptions in calculating stranded costs.

c. Theregulatory method is fully consistent withthe Act. Specifically, Section 2803 of the Act defines
stranded costs as the “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 in a competitive generation market and which the commission determines
will remain following mitigation by the electric utility.” 66 Pa.C.S. §2803. U nder traditional rate
regulation, utilities are allowed a fair opportunity to recover revenue requirement. Consequently, revenue
requirement is the proper starting point for the determination of stranded costs of generating plants. Thus,
the Act defines stranded costs based on a comparison of revenue requirements under traditional regulation
with revenues projected in a competitive market. The regulatory method properly implements this statutory
approach.

d. Theregulatory method prevents an electric utility from deriving an unfair benefit from the
transition to competition. The regulatory method is designed to ensurethat, at most, a utility may
only receivethe level of revenues that it would have received unde current Commission-approved
rates.

e. Theregulatory method takes into account the effects of book value on revenue requirements
year by year. Therefore, the specific complexities and effects of book value, e.g., changing
jurisdictional allocation factors and deferred taxes, can be considered fully under the regulatory
method. PP&L St. 19-R, p. 15.

Application of the asset value approach presents numerous problems and complexities. For example, the
asset valuemethod simply cannot be used to calculate the regulatory assets. OCA and PPLICA recognize
this shortcoming and purport to use the revenue requirement method for regulatory assets, while retaining
the asset value method for plant assets. The result is a mixed, hybrid approach which introduces substantial
(and needless) complexities and causes serious errors in the OCA and PPLI CA presentations.
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The Commission’s recent Order in the PECO Restructuring proceeding (Docket No. R-00973953) includes
a footnote which states as follows (PECO Order, p. 80, note 71):

We agree with PAIEUG witness Falkenberg that a “lost revenues’
approach to stranded cost recovery is inappropriate. He notes tha even under
traditional regulations, a utility never had the expectation of guaranteed future
revenues. Instead, traditional regulation sought to provide a reasonable
opportunity to earn ajug and reasonable return on investment. While future
revenues are an important component of the future value of utility generation
assets, they do not directly determine the amount of recoverable stranded utility
plant.

The PECO Order does not require the use of the asset value method in this case. The regulatory method
was not at issue in the PECO Restructuring case. The Commission’s brief mention of the regulatory method
in the PECO Order isdicta. The OCA and PPLICA stranded cost models are not in the record in this case.
Thus, the record evidence simply does not include the information necessary to cal culate stranded costsor
to make any adjustments to such calculations. In contrast, PP&L’s com plete regulatory methodology isin
the record and is readily available to all parties and the Commission.

Application of the asset value model is problematic here because it is not in the record.
PP&L’'s stranded costs should be calculated using the revenue requirements method.

Tables B to D to PP&L’s M.B. provide a summary of PP&L s $4.5 billion stranded cost claim under the
regulatory method. Table B provides the same calculation using therevenue requirements method. Table C
provides a summary of OCA’s proposal under the asset value method. Finally, Table D provides a
reconciliation of the differences between the PP&L and OCA proposals using the asset value method. If the
PUC elects to use the asset value method, Table D should be used to derive the value of any adjustments.
Changing one item may have secondary effects on other figures which would have to be reconciled in the
Company’s compliance filing.

IV. MARKET PRICE OF ELECTRICITY

The forecast of prospective market prices of electricity isthe critical first step in determining the
competitive market value of PP&L’s generating assets. These electricity prices are used to develop
revenues for each plant on an annual basis The revenues are then used to determine the sranded costs of
the generating plants.

The prospective market prices for electricity are comprised of two components: The price of capacity and
the price of energy. Customerswill pay for the right to draw upon PP& L's generating assets when needed.
These are payments for capacity. Customers also will pay for electric energy as they usit. These are
payments for energy. While both energy and capacity prices are important in evaluating the competitive
market value of PP& L's generating assets, energy prices are far more significant because they will represent
approximately 90% of revenues received for electricity.

Three witnesses in this proceeding have estimated prospective market prices for electricity (S. Jones for
PP&L, D. Smith for OCA and R. Falkenberg for PPLICA). Each witness has provided an estimate of future
capacity and energy prices.

The supply side of the mark et is the generation sources in PJM and those available to serve customersin
PJM. This definition includes both power sources in PIM as well as energy and capacity that can be
delivered to PIM. PP& L St. No. 7, p. 9. The demand side of the market for generation includes all
customers in PIM as well as those with access to electricity that can be delivered over lines within and
connected to PIM. PP&L St. No. 7, p. 9.

PP& L estimated future capacity prices by beginning with current contracts for sale of capacity held by
PP&L . PP&L currently makes short-term or spot capacity sales and makes sales in the f orward market.
PP&L St. No. 7, p. 45.

In forecasting future capacity prices Dr. Jones projected that capacity prices would rise sharply as PIM
moved from the current state of capacity excess to a balance of demand for, and supply of, capacity. Thisis
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one of the many effects of a competitive market which must be anticipated in accurately reflecting future
market prices. PP&L St. No. 7, p. 45-46.

OCA’s witness Mr. Smith, projects continually increasing capacity prices from 1999 to 2015. OCA St. No.
2, Ex. No. DCS-7; OCA St. No. 2-S, Ex. No. DCS-10. Mr. Falkenberg, PPLICA’ s witness, projects
generally rising capacity prices with atwo year reduction in prices following tightening of the capacity
market in 2001. PPLICA St. No. 2-S, Ex. No. RJF-9-b.

OCA, PPLICA and OSBA challenged PP& L 's forecast of market capacity pricesas insufficient to support
addition of new capacity. OCA St. No. 2, pp. 12-17; PPLICA St. No. 2, pp. 35-40; OSBA St. No. 1, pp. 32-
34.

Parties have raised several factors to be considered in evaluating whether capacity prices and energy prices
are sufficient to support construction of new capacity. These factors are the cost of the new unit, costs of
other facilities such as land and pipelines to serve the unit, and the heat rate (amount of BTUs needed to
produce a kWh of electric energy) at which the unit can be expected to operate.

PP& L Ex. STJ-28R demonstrates that Dr. Jones projected market prices are sufficient to support the
installation of new capacity.

The contentions of various parties that Dr. Jones’ market capacity prices are “insufficient’ to support
additions of new capacity are unsupported by the record. PP&L’s forecasted prices are sufficient to support
such additions at even today’s costs and heat rates. As unit costs decrease and/or heat rates improve (less
fuel to produce each kWh) the rates of returnproduced by new units will be even higher. The market
capacity prices forecasted by Dr. Jones are demonstrated to be reasonable

The higher capacity and energy prices projected by M essrs. Smith and Falkenberg indicate that investorsin
new generation will achieve rates of retum well in excess of the 13.14% to 13.87% shown in PP& L Ex.
STJ-32. Neither witness has provided an explanation why investors will demand capacity prices that will
produce retumns in excessof 14%. It isnot credible to believe that investors will demand capacity prices
that will produce returnsin excess of 14% in an environment where there are com peting projects.

Each of the witnesses testifying as to energy prices used a different model to project such prices. Dr. Jones,
testifying for PP&L, used the EGEAS (Economic Generation Expansion Analysis System) model. Dr.
Jones explained how the EG EAS model operates:

EGEAS is an economic dispatch model designed primarily for long-term system
planning. Asits name implies, the primary purpose of the model is to find the
best possible combination of generation resources for meeting system load in the
short run and in the long run. In the short run, EGEA S is a production cost
model, dispatching units to meet demand levels in each hour of the year. Over
the long run, the model adds capacity to the existing sy stem to meet reliability
constraints. Depending upon the economics at that point in time a new unit will
be added, either peaking or combined-cycle technology isadded to minimize
cost. PP&L St. No. 7, p. 25.

The EGEAS model has been used to dispatch units on the PIM sysem. It isnot, therefore, a theoretical
model but one which has been tested in the real world environment (Tr 1685-1686). Furthermore, the
EGEAS model is publicly available. PP&L St. No. 20-R, pp. 19-21.

The model employed by PPLICA’s witness, Mr. Falkenberg, is atheoretical model and is proprietary to his
firm. (Tr 1676).

Mr. Falk identified five areas in which Mr. Falkenberg’s model did not optimize costs. They are: 1)
maintenance scheduling; 2) scheduling of capacity additions; 3) scheduling of repowering of existing units;
4) calculation of unserved energy, and 5) size of units.

These deficiencies cause Mr. Falkenberg’'s model to overstate market prices and understate stranded costs.
Mr. Falkenberg’ smodel has not beentested inthe real world of energy digpatch and isa proprietary model
that was not made avalable to even the parties in this proceeding until ater the filing of rebuttal. The over

simplifications and the lack of independent real world application of the model make it unreliable for the
purposes of forecasting market prices.
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OCA s witness, D. Smith, used the ENPR O model to forecast energy prices. This model is less problematic
than the Falkenberg model for two reasons. First, it is an operational dispatch model like EGEAS, not a
theoretical model like the Falkenberg model. Second, ENPRO is commercially available, and, therefore can
be obtained and run by any participantin this proceeding.

The primary deficiency of the ENPRO model is that it can model only 200 units (Tr 1398). In order to
provide room for the addition of new units, M r. Smith could model less than 200 of the 350 existing unitsin
PJM (Tr 1398, 1511). To accomplish this, Mr. Smith had to aggregate existing unitsor treat them as one
unit (Tr 1511). The problem with aggregating unitsis that it raises energy prices by using the average cost
of the aggregate group rather than the low est cost at all times.

A second deficiency isin M r. Smith’s application of ENPRO. A sexplained by Dr. Jones, M r. Smith simply
assumes that units which can be fired with either oil or gas will use oil onehalf of thetime and gas the other
half of the time, regardless of competing fuel prices. Thisisaproblem, particularly where oil prices, asin
Mr. Smith’s fuel price forecad, risefaster than gas prices. This assumption is unrealistic and biases
electricity prices upward since dual fuel units can be presumed to use the lower price fuel (Tr 1397-1398).

Finally, Mr. Smith reduces the availability of imports from outside PIM after 2005, without explanation or
justification. (Tr. 1398). Because imports from the west generally are at low er costs (Tr 1510) this
increases the price of electricity in PIM just as the 7-year rate cap under the Act expires.

The EGEAS model, in contrast, does not contain the methodological problemsidentified by PP&L with
regard to the Falkenberg model and ENPRO. Specifically, EGEAS is a dispatch model which has been used
for many yearsin dispatching units on the PIM system.

The EGEAS model can model all of the units in PIM as well as necessary additions, it schedules
maintenance rather than spreading it arbitrarily throughout the non-summer months it optimizes new
capacity additions to produce the lowest energy costs by choosing between combustion turbine and
combined cycle units, it uses appropriate prices for unserved energy and it properly reflects different
summer and winter cgpacity raiings PP&L St. No.20-R, p. 18 Itreflects actual conditions on PJM.

The main criticism which other parties have directed at the use of the EGEAS model concerns the treatment
of start up or no load costs.

Either the EGEAS model or the ENPRO model, with certain corrections, can be used to forecast energy
prices. The correct inputsto the model are, by far, the most critical issuesin forecasting energy pricesand
differences in the inputs selected by each witness account for the majority of the differences between the
forecasts of the witnesses.

Perhaps the most critical and significant input to the models is the cost of fuel to operate each unit that
generates electricity. Since the energy price for all units running in a given hour equals the cost of operating
the marginal cost unit operating in that hour, the variable cost of operating the marginal cost unit is critical.
Fuel priceisthe primary com ponent of variable cost.

A forecast of fuel prices must reflect the fundamentals of fuel markets. In particular, two concepts are
extremely important. The first conceptis that increases in fud prices should be sparated into two
components: increases in real fuel prices (exclusive of inflation) and increases in fuel prices due to
inflation. The combination of the increase in thereal fuel price and the effect of inflation onthe fuel price
produces the nominal fuel price at any point in time.

The second concept is that projected increases in one fuel price, such as natural gas, must be reviewed in the
context of competing fuelssuch as oil and coal. Both common sense and experience demonstratethat prices
of competing fuels move in tandem and forecasts which project different rates of increase for competing
fuels are highly suspect.

1996 real fuel prices would remain flat until 1999. Dr. Jones then forecasted that real fuel prices would
remain flat and would increase by the increase in inflation from 1999 forward. PP&L St. No. 7-R, p. 41.

Dr. Jones projected that real fuel prices would remain flat after 1999 because history demonstrates that real
fuel prices riseand fall butrevert to a mean price of about $15.50 in 1996 dollars over the long term. PP& L
St. No. 7-R, p. 47. Asshownin Dr. Jones’ Ex. No. ST J-16, oil prices averaged about $15.50 a barrel (in

1996 dollars) over the period 1900 to 1996 excluding the unusual period of 1979 to 1985 represented by the
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Iranian Revolution. Nevertheless, Dr. Jones adopted areal oil price of $18.00 per barrel (Ex. No. STJ-16),
which corresponds to the average price of $17.90/Bbl over the last 10 years. PP&L St. No. 7-R, p. 54.

Only Mr. Knecht, on behdf of OSBA, attempted to refute Dr. Jones’ explanation that real prices ae mean
reverting, by calculating a .8% rate of increase in the price of oil from 1939 to 1996. OSBA St. No. 51, pp.
17-22, Ex. No. RDK-S-2. However, Dr. Jones explained in rejoinder that the choice of a particular starting
year substantially effects this type of calculation. If Mr. Knecht had chosen any of 24 differing starting
points since 1900 there would have been real declinesin oil prices and, if many other starting years were
used, real ol priceswould simply be flat (Tr 1404-1405). As aresult, choosing a starting point year near
the end of a depression when oil prices were low fails to provide any useful information about the long term
trend of real oil prices.

Projections of rising real fuel prices are contrary to both the weight of historic evidence and the progress of
technological developments in exploration for fuels (Tr. 1405-1406).

Messrs. Falkenberg (PPLICA) and Smith (OCA) rely on the forecasts prepared by DRI and EIA
respectively. By increasing nominal fuel prices more than their projected increases in inflation, these
forecasts effectively project both increases in real fuel prices and increases in fuel prices due to inflation.
PP&L St. No. 7-R, p. 55; Tr 1404.

Neither witness has presented any substantive basis for concluding that real fuel prices will rise. Inthis
regard, it is to be noted that the real oil price of $18.00/Bbl isessentially equal to the $17.90/Bbl average
price over the last 10 years and is significantly above the $15.50/Bbl average long-term price of oil in 1996
dollars excluding years affected by the Iranian Revolution. PP&L St. No. 7-R, p. 54.

As shown on PP& L Ex. STJ-18, one standard deviation around this average price establishes a range of
$12/Bbl to $19/Bbl. While oil prices may rise and fall above the averageit is reasonable to conclude that
they only rarely will move outside one standard deviation. As also shown on PP& L Exhibit STJ-18, in
contrast to Dr. Jones’ real oil price of $18/Bbl, Mr. Falkenberg’s(EIA’s) real oil prices beginsat about
$19/Bbl and continually rises throughout the forecast period to prices of about $24/Bbl, well outside one
standard deviation from the average price. The DRI forecast used by OCA produces similar results (Ex. No.
STJ-19). Accordingly, the expectation of these forecasts -- that real oil prices will rise -- is not supportable
given historic trends.

The witnesses' use of the DRI and EIA fuel pricesisinappropriate given that both entities hav e continually
over-estimated fuel prices. Asshown on PP&L Ex. STJ-14a and 14b, each of EIA’s 1986, 1987, 1989 and
1992 long term fuel price forecasts has consistently overstated fuel prices. DRI’ s fuel price for ecasts
closely matches EIA’s over-estimates (Ex. STJ-19). As shown on PP&L Exhibit STJ-35, DRI's 1994 and
1995 forecasts also overstated inflation and, thereby fuel prices.

As shown in PP&L Ex. STJ-21, the DRI 96 forecast begins with average inflation ratesof 2.3 for 1997-
2000, but then increases inflation rates to a level of 3.5%, on average, for the period 2005-2015. OCA’s Mr.
Smith revised his forecast to reflect the updated DRI Spring 1997 Outlook (Tr. 1516-1517) and to correct a
“starting point” problem Dr. Jones noted in his testimony (Ex. STJ-12). Even so, the updated Spring 1997
Outlook continues to use the much higher 3.5% average annual inflation rate for the period 2005-2010.

Mr. Falkenberg used the EIA forecast for 1997. Asalso show n in PP&L Exhibit STJ-21, the EIA forecast
starts with inflation at 2.5% and raises itto 3.4 % on average for 2005-2010 and 3.6% on average for the
period 2010-2015. Asshown on PP&L Exhibit STJ-35, DRI has consistently over-estimated inflation in
past forecasts. EIA forecasts match DRI’s forecasts closely (Ex. STJ-19).

Neither Mr. Smith nor Mr. Falkenberg has offered any explanaionwhy theinflation rates built into the DRI
and EIA fuel forecasts escalate over time (Tr 1403). These inflation forecasts are from the DRI and EIA
fuel price forecasts. Despite reliance on these forecasts neither witnesseven obtained the full source
documents for these forecasts or analyzed the bases used in these forecaststo estimate inflation (Tr 1517-
1518, Tr 1750). Accordingly, they have not examined the bases for these forecasts. Forecasts of inflation
which rise over time are simply inconsstentwith federal reserve policies observed over the last decade (Tr
1400). Thereisno basis, on thisrecord, to justify the use of the EIA and DRI inflation estimates and the
record demonstrates that their forecasts have consistently overstated inflation.

The rising rates of inflation combined with rising real oil prices projected by these parties create what Dr.
Jones referred to as the “dog leg” problem. The DRI and EIA forecastsinitidly project gradual risesin fuel
prices but as the higher inflation rates and increases in real fuel prices “kick in,” nominal fuel pricesrise
sharply. Asshown graphically in PP&L Ex. Nos. STJ 14a and b, the fuel price curve slopes upward in the
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shape of adog leg. Thereisno precedent in history for such an effect (PP& L St. No. 7-R, p. 42) and, in
past forecads, this phenomenon accounts, in part, for DRI's and EIA’s confirmed over-forecast of fuel
prices (PP&L Ex. No. STJ-14a and b).

In additionto the errors of improperly rising real fuel prices andincreasinginflation rates, the EIA and DRI
forecasts project a divergence between the real prices of oil and gas versus the real price of coal.

The divergence of gas and oil prices from coal and uranium prices is both illogical and unprecedented for
competing fuels. Asdemonstrated by Dr. Jonesin Ex. ST J-16a, real prices of competing fuels are highly
correlated over the 15 year period of 1981-1995. In other words, the pricesof these fuels move up and
down together. If the price of one competing fuel rose sharply and others did not move upward, there would
be fuel switching in many applications(PP&L St. No. 7-R, pp. 47-49). Thisis particularly the case for gas
and oil veraus coal. Asalso shown in PP&L Ex. No. STJ-16a, Dr. Jones's forecasts of the prices of each
type of fuel are highly correlated. On the other hand, thefuel price projectionsof DRI and ElA show a
significant, and historically unprecedented, divergence of oil and gas prices from the price of coal.

The “divergence” problem is particularly critical to the issues of stranded costs in this proceeding. The
marginal cost units operating on PIM will normally be gas and oil fuel units, and these units will set the
price for all unitsoperating in the same hour. OCA and PPLICA understate the costs of operating PP&L’s
coal generating units by assuming coal prices that are inconsistent with oil and gas prices used in their
models. The result is an understatement of stranded costs associated with these units.

Even if the DRI gas and oil prices were accepted, the Commission must, at a minimum, adjust upward the
coal prices assumed by DRI. To do otherwise is not only contrary to the record but would punish PP&L for
owning and operating coal plants that have produced low cost electricity for many years.

PP&L has submitted a recal culation of its granded costs which, among other things, uses pricesfor coal that
escalate in amanner that is consistent with DR1’s escalation of oil and gas prices. Correction of this
divergence problem alone would create an increase in stranded costs of approximately $230.157 million.

The evidence shows that the DRI and EIA fuel price forecads are overgated. These overstated fuel prices
result in a significant overstatement of energy prices forecasted in Mr. Smith’s (OCA) ENPRO model and
Mr. Falkenberg’s (PPLICA) model.

The forecast of inflation is significant because it affects fuel prices and because inflation is used to escalate
other costs that are used in each of the models to derive market prices of electricity. In particular, variable
O&M costs must be projected for each of the units that will be operated. Each of the witnhesses appliesan
expected inflation rate to current levels of variable O& M costs to derive future O& M costs.

There are tw o issues with regard to the projection of inflation. The first is what measure of inflation should
be used. The second is the year by year amount of inflation.

With regard to the proper measure of inflation, Dr. Jones explained that the Consumer Price Index (CPI) is
clearly overstated as to costs faced by PP& L because it relates to consumer products and not to items that
affect PP&L’ s generating costs. While the Gross Domestic Product (GDP) deflator is a better indicator of
the effect of inflation on such cods, this measure includes long-lived assetsas if they were purchased
monthly. Dr. Jones, therefore, concluded that the Producer Price Index (PPI), which measures prices
received by industrial firmsfor goods they produce is the best indicator of coststo be incurred by PP&L .
PP&L St. No. 7-R, pp. 60-61. Dr. Jones estimated average future inflation at 2.5%. PP&L St. No. 7, p. 40,
PP&L St. No. 7-R, p. 61.

OCA s and PPL ICA’switnesses did not ev aluate the proper measure of inflation or attempt to estimate
inflation. OCA and PPLICA simply adopted the rising inflation rates contained in the DRI and EIA
forecasts (Tr 1401-1402). OCA and PPLICA can not explain the basis for these increasng inflation
estimates because they merely accepted the numbersin the fuel price forecasts.

The OCA's and PPLICA's continually rigng inflaion assumption is completely inconsistent with federal
monetary policy and the projectionsof other professional forecasters (Tr. 1400-1401).

PP& L's proposed steady 2.5% inflation rate is consistent with current experience and modern monetary
policy, and provides a reasonable inflation projection for use in thisproceeding.

PP& L forecasted electricity demand for PIM by adopting the most recent forecast of demand compiled by
PJM. Updates for demand on PP&L’s system through December 1996 w ere reflected. PP&L St. No. 7, p.
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44. PP&L estimated demand growth of about 1.5% annually. No party hasraised any issue with regard to
forecasted demand.

The efficiency of new units also effectsenergy prices. Inthe EGEAS model, Dr. Jones made a very
consrvaive estimate of the fuel consumption of new combined cycleand combugion turbine units He
assumed that a combined cycle unit would require 7000 BTU s of energy to produce a kW h and that a
combustion turbine would require 10,200 BTUs to produce a kWh (Ex. No. STJ-5). These assumptions are
conservative. For example, many existing combined cycle units already can produce one kWh at lower
BTU levels (i.e. lower heat rates) (STJ-28R). Reflection of these low er actual heat ratesin EGEAS would
have resulted in lower energy prices and higher stranded costs because it would take less fuel to produce
each kWh of energy from new units. No party haschallenged the reasonableness of the efficiency
assumptions used in EGEAS to project energy prices (Tr 1392).

Nuclear capacity factor refers to the per centage of the time that base load nuclear units will be operating.
The use of anuclear capacity factor thatis too low in the models raises marginal energy prices by requiring
other units with higher variable cods to operae. If actual nuclear cgpacity factors turn out to be higher than
reflected in the models, actual energy costs will be lower than projected by the models.

Dr. Jones employed a forecasted 78% nuclear capacity factor in the EGEAS model based upon a study of
actual unit availability factorsin PIM and other systems. PP&L St. No. 7, p. 30. The data used to calculate
availability is provided in Ex. STJ-6.

Mr. Smith used a 75% annual capacity factor. OCA St. No. 2, p. 21.

The availability of nudear units has been steadily increasing and is projected to increase further. PP& L
Exhibit STJ-30 shows historical availability factors for nuclear unitsin the United States from 1982 to 1995.
In that period, the availability factor has improved steadily from about 65 percent to nearly 80 percent.
Mounting experience in operating nuclear units has led to better management practices and fewer forced
outages. Moreover, NERC forecasts show that this trend is expected to continue. PP&L Exhibit STJ-30
plots forecasted capacity factors to 2006 (actual capacity data are shown from 1991 to 1996). NERC
forecasts suggest availability factors of at least 85 percent should be expected for the next decade. Thus, 78
percent is a somewhat conservative estimate of future nuclear availability. . PP&L St. No. 7-R, pp. 106-107.

The record fully supports a 78% nuclear capacity factor recommended by Dr. Jones.

Another elementin projecting generating costs isthevariable Operation and Ma ntenance expenses (O& M)
of each unit. V ariable O& M expenses are those associated with the production of energy as contrasted with
fixed O&M which are costs associated with maintaining plants ready to operate.

Dr. Jones forecasted variable O& M expenses by escalating current variable O& M costs for each plant. Dr.
Jones explained that the experience in industries that have moved from regulation to competition is that
O&M expenses increase, for a period of time, at rates that are less than the rate of inflation. For this reason,
Dr. Jones selected escal ation rates for variable O& M expenses of 2% for 1997-2000, 1.5% for 2001-2005
and 2.5% for 2006-2016 (Ex. STJ-4).

Dr. Jones explaned that his projection is based on an examination of the trends in O&M costs in capital
intensive industries beginning with the 1980's, a review of the recent restructuring that has taken place in the
natural gas pipeline industry, and evidence and opinion from various industry and academic publications.
All of thisevidence suggeds that variable O& M costs in parts of the industry may by rising slower than
inflation for some time. PP&L St. No. 7, pp. 41-42.

OCA’s and PPLICA’s witnesses simply applied the inflation forecasts contained in the DRI and EIA fuel
price forecasts to current levels of variable O& M costs.

There are tw o problems with the OCA’s and PPLICA’s approach. First, DRI and EIA hav e consistently
overestimated inflation. OCA's and PPLICA 's witnesses provide no explanation or justification for these
groups continual, and never realized, projections of rising inflation. Second, neither witness has reflected
the probableeffects of competition onvariable O&M costs. As explained by Dr. Jones and further
illustrated in his rebuttal testimony (PP&L St. 7-R, pp. 22-25; Ex. No. STJ-9), competition in the rail,
trucking, airline and natural gas industries has produced “. . . double digit decreases in prices and cogs of
production . ..” St.No. 7-R, p. 24.

Dr. Jones' projections of variable O& M costs are both reasonable and conservative in that they likely
overstate costs given the proven effects of introducing com petition in other industries.
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Reserve requirements refer to the amount of capacity which isrequired above expected demand to serve
unexpected contingencies such as an unplanned outage of a generating station.

PJM currently plans for a 20% reserve requirement. PP& L St. No. 7, p. 23. However, Dr. Jones concluded
that competitive pressures will lower reserve requirements to 18%. PP&L St. No. 7, p. 24. Mr. Smith also
assumed a going forward reserve requirement of 18% although he indicated that this might not be achieved
by 2000. OCA St. No. 2, p. 18. PPLICA’switness did not address reserve requirements.

Reserve requirements affect energy prices by determining the timing of additionsof new capacity. As new
capacity is added marginal energy prices will generally decline because the new capacity ismore efficient
(less fuel or BTUs to produce each kWh). Thus, higher reserve requirements mean lower energy prices.
Therefore, Dr. Jones’ adoption of an 18% reserve requirement, ascompared to the current 20%, increases
energy prices and lower s stranded costs. If Dr. Jones had continued to employ a 20% requirement, it would
have forced themodel to add new efficient additions at an earlier dateand energy prices would have been
lowered. A ccordingly, the 18% reserve requirement is conservative and properly and consistently reflects
the future effects of competition.

In projecting energy prices it also is necessary to include certain environmental costs which will affect the
cost of operating the marginal cost generating unit. As explained by Dr. Jones, the EGEAS model permits
the input of costs of emission allowances as an adjustment to fuel price escalators.

Dr. Jonesexplained how EGEAS models SO, emission allowance as follows:

The first step is to identify which units will be running when the regionisnot in
compliance. EGEA S accomplishes this by checking the emission production rate
against the annual emission limit input for each facility. Once the units are
identified, then those unitsthat are subject to emissions limits are assigned
allowances sufficient to bring them into compliance. The cost of bringing those
units into compliance is built into the fuel escalation rates for PIM. PP&L St.
No. 7, p. 42.

To determine the emission dlowancesDr. Jonesreviewed the history of SO, allowance prices, which have
steadily declined, and he reviewed forecasts of allowance prices. Dr. Jones adopted the ICF Kaiser low
case estimatesof allowance prices through 2000 and escal ated those allowances by the 2.5% expected
inflation rate which he applied to escalate other costs PP&L St. No. 7, pp. 41-42.

Dr. Jonesdid notindude NO, allowances as a cost in developing energy prices because of the great
uncertaintiesin the development of technology to reduce NO, emissions, uncertainties as to the levels of
controls required for NO, , the fact that NO, controls are applied only in the ozone period of May through
September and the lack of a developed market for NO, allowances. PP&L St. No. 7, pp. 43-44; PP&L St.
No. 7-R, pp. 97-104.

OCA’s witness, D. Smith, contended that NO, emission allowances will increase energy prices by
something less than $1/Mwh. He dsoargued that NO, allowances would have a significant effect on
PP&L s net revenues (OCA St. No. 2, p. 24) but he did not quantify such effect.

In rebuttal, Dr. Jones explained the higory of declining SO, allowance prices and that the competitive
market would Smilarly drive down NO, compliance costs. Dr. Jonesconcluded that el ectricity prices
would rise from about $.05/Mwhto $.30/Mwh as a result of NO, emissions with the higher end of the range
being experienced late in the transition period when NO, standards tighten. Therefore, the combination of
aminor price effect occurring late in the transition period has a very small effect due to the present value
impact. PP&L St. No. 7-R, p. 102.

No party respondedto Dr. Jones’ rebuttd on NO, emission cods. The evidence demonstrates that NO,
emission costs are not a relevant factor.

An additional input to energy price models is the output of Non Utility Generators (NUGs). Thereisa
dispute among the parties concerning the capacity factor at which these units will operate. Dr. Jones used a
90% capacity factor based upon actual historic experience provided by Mr. Krall within PP&L’s service
territory. PP&L St. No. 7-R, p. 105.
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OCA witness La Capra argues that PP& L has overstated NUG output by 10-15%. OCA St. No. 1, p. 10.
However, as explained in Mr. Krall’s rebuttal testimony, the NU G capacity factors used w ere those actually
experienced for the 3-years 1994-1996 on PP&L’s system. As Mr. Krall also explained, most NUGs have
now been on line for some time and early operation and start up issues have been resolved. Because there
are strong incentives for high output created by payments on the basis of kWh output, these units are, and
will remain, well maintained.

Based on the record evidence, it is reasonable to conclude that future output levels will equal or exceed
recent historic levels. PP&L St. No. 10-R, p. 40. OCA has provided no reasonable basis to reject use of
these actual capacity factors for NU Gs.

Another element which was considered by Dr. Jones in forecasting the market price of energy is ancillary
services. As Dr. Jones ex plained, the only ancillary service that affects the market price of energy is
spinning reserves.

Dr. Jones explained that spinning reserveswere reflected in the EGEAS model. . PP&L S. 7-R, p. 9. By
including the spinning reserve units as units dispatched, EGEAS includes the effects of a spinning reserve
requirement in its determination of hourly energy prices.

The revenues received from spinning reserve operators are likely to cover only the variable costs (start up
and no load costs). Accordingly, such revenues will not reduce PP& L’ s stranded costs of generation
because they will recover only variable costs and can contribute nothing toward recovery of fixed costs.
PP&L St. No. 7-R, p. 89.

Although there are potentially other sources of revenues from ancillary services, these revenues will not
affect market clearing prices for energy. Furthermore, the amounts of these rev enues are not significant.
As noted by Dr. Jones, rev enues derived from pay ments for non-spinning reserves should be very small
given the large amount of capacity on PIM and the relatively small non-spinning reserve requirement.
PP&L St. No. 7-R, p. 91. Similarly, frequency and voltage regulation will be provided at cost and would
produce no contribution to fixed or stranded costs. PP&L St. No. 7-R, p. 92.

Dr. Jones demonstrated in rebuttal that the effectsof ancillary serviceson market clearing energy prices
have been properly reflectedin the EGEAS model. OCA provided no response in surrebuttal. Therefore,
there is noremaining issue.

One other issue raised by other parties concerns the effects on market clearing energy prices that would be
created if there were an earlier than expected retirement of a generating plant.

Dr. Jones used projected retirement datesprovided by Mr. Krall in PP&L St. No. 3-R. These dates reflect
the retirement dates reflected in PP& L’ s last base-rate proceeding and are the dates reflected in PP&L’s
current depreciation rates. PP&L St. No. 7-R, p. 87.

OSBA’s witness Mr. Knecht (OSBA St. No. 1, p. 30-31) and OCA’s witness D. Smith (OCA St. No. 2, p.
19) argued that economic conditions could cause earlier retirements and that early retirements would raise
energy prices.

Dr. Jones explained that Messrs. Knecht and Smith are incorrect because new, efficient CC units will tend
to displace existing less efficient fossil units. This transition will low er rather than raise energy prices.
PP&L St. 7-R, pp. 86-87.

PP&L also notes that Mr. Smith s application of ENPRO assumes that all plants will remain in service
throughout the projection period. This neither reflects PP&L’s projected retirements nor the proposal of
OCA witness La Capra that the Commission should use PECO’ s projection of revised retirement dates of
the Keystone and Conemaugh stations.

Dr. Jones’ use of PP& L’s current projected retirement dates as used in PP&L s last rate case is ap propriate
and conservative. Retirements dates of other PIM units is similarly supported. However, if theseolder
plants are retired earlier than expected, the record supports the conclusion that Dr. Jones' energy prices are
overstated with a resulting understatement of PP& L’ s stranded costs.

Dr. Jones’ forecasted energy and capacity pricesprovide a consistent and reasonable basis to determine

PP& L 's stranded costs of generation. The record in this proceeding demonstrates that the EGEAS model is
the most realistic and reliable model for projecting energy prices. While numerous issues have been rai sed
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by various parties concerning the appropriate inputs to the model, the record demonstrates that inputs
selected by Dr. Jones are consistent and properly reflect expectations in a com petitive mark et.

V. REVENUE UNDER REGULATION

In developing its PUC-jurisdictional allocation ratics, PP& L began with the cost allocation study presented
in PP&L Exhibit IMK 1. That study complies fully with the Commission’s Final Order in PP&L’s most
recent base rate case at D ocket No. R-00943271, and forms the basis for existing retail customer tariff rates.
PP&L St 3-R, p.13. The gpplicableratiosshown in PP& L Exhibit MK 1 werethen adjusted for known
and measurable changes to PP& L’ s existing w holesale bulk power contracts, its contract with U GI Utilities,
Inc. - Electric Division (a partial requirements w holesale customer), and its full requirements contracts with
wholesale municipal customers, including Citizens’ Electric Company and Allegheny Electric Cooperative,
Inc. The adjusted PUC-jurisdictional allocation ratios used to determine PP&L’s overall level of stranded
costs are shown in PP& L Exhibit JRS 1.

OCA witness LaCapra recomm ends that the Commission reject these changesand utilize instead, without
modification, the PUC jurisdictional allocation factors approved by the Commission in PP&L’s most recent
base rate proceeding. OCA St. 1, p. 9. Mr. LaCapra argues: (1) it isinconsistent with prior Commission
practice; (2) the changes are “speculative”; and (3) the projected costs could be allocated to wholesale, not
retail, customers. 1d.°

As explained by Mr. Krall, all Pennsylvania electric utilities, including PP&L , are required to demonstrate
on an annual basis that they have adequate generating resources to meet the needs of their customers over a
ten-year planning horizon. PP&L St. 10-R, p. 29. If PP&L failed to meet this requirement, it would have
had to obtain the necessary resources either through a new generating facility or a pow er purchase
agreement. Id.

In PP&L’s case, the evidence plainly demonstrates that the Company will need additional capacity to meet
future load growth. PP&L St. 10-R, pp. 30-31.

The capacity returning as aresult of PP& L's expiring pow er supply contracts is needed to address its
projected capacity deficiency and to maintain adequate reserves f or reliability.

Even with this returning capacity, the evidence demonstrates that the Company’s reserve levels will fall
toward the low end of the Commisson’s acceptable rangeat the end of the 10-year planning period. PP& L
St. 10-R, p. 32.

The parties’ proposed adjustments to PP&L’s jurisdictional allocators are inappropriate. The subject
capacity is needed to adequately meet the needs of the Company’s customer s in the future.

Under traditional cost-of-service rate regulation, PP&L is entitled to an opportunity to earn afair rate of
return on itsinvestment in facilities and assets dedicated to the service of the general public. Thus, in
calculating the overall level of its stranded costs, PP&L appro priaIer included areturn of and return on its
unrecover ed investments. The cost of equity is also relevant in determining the appropriate discount rate to
be used in this proceeding. (1) x(2)

Weighted After
The table below summ

calculate stranded stsslrélz‘%f]ége %2258?2; S Qé Iéla?o?tgle%taggé?tg%? 6@: :r]:dritgsrtn @E%r?;}c'zle"r% bdeegtl Ia:rfef%p

preferred stock are f Decemb 91996, the en historic bai@éi—%bd in this cas&
Long-term debt $2,744,256 47.0% 7.89% 3.71% 2.17%
Preferred stock 454,911 7.8% 7.10% 0.55% 0.55%
Common equity 2,637,839 45.2% 11.50%* 5.20% 5.20%
$5,837,006 100.0% 9.46% 7.92%

Mr. La Capra’'s adjustment impacts each element of stranded costs. Asshown on Table D, the net effect is
to reduce stranded costs by $388.415 million. Environmentalist witness Schoengold argues that the
proposed increasing retail allocation factor “ has the effect of causing retail customers to subsidize PP&L’s
wholesale business.” Environmentalists St. 1, p. 18. To address this alleged problem, Mr. Schoengold
recommends that the Commission utilizea sing e, fixed dlocation favor of 80% to determine the PUC-
jurisdictional portion of each com ponent of stranded costs. 7d.
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* Rate of retum on common equity granted by the Commission in its Final Order at Dodket
No. R-00943271.

PP& L has reflected an 11.5% rate of return on common equity in its Restructuring Plan filing. PP&L St. 6,
p. 2. The 11.5% rate of return is equal to the rate of return adopted by the Commission in its Final Order in
PP&L’s mog recent baserate case at Docke No. R-00943271 (Order entered September 27, 1995). PP& L
argues that an 11.5% rate of return oncommon equity is both reasonable and very conservaive, as shown
by the independent analysis performed by Mr. Paul R. Moul. PP&L’s proposed 11.5% rate of return is 125
basis points /ess than the 12.75% rate of return recommended by Mr. Moul. PP&L St. 6, p. 2.

The cost of common equity does not lend itself to precise mathematical calculation. The computation
necessarily requires the use of overly restrictive and, in certain respects unrealistic assumptions. Thus, the
use of more than one approach provides a range of results which adds reliability to Mr. Moul’ s analysis and
better reflectsthe range of factors that motivae investors tocommit capital to an enterprise. PP&L St. 6-R,
p. 2.

As a check on the reasonableness of his primary results, Mr. Moul also analyzed the cost of equity for a
Barometer Group. The Barometer Group consists of eight electric companies with risk characteristics
similar to those of PP&L. PP&L St. 6, pp. 2-3.

Based on these results, M r. Moul deter mined that the appropriate cost of common equity is at least 12.75%.
PP&L St. 6, p. 3. On thisbasis, Mr. Moul concluded that the 11.5% rate of return on common equity
reflected in PP&L’s Restructuring Plan filing “is below that indicated by the market models.” PP&L St. 6,
p. 3. Moreover, thisrate of return likely will underestimate the cost of equity over the next thirty years
because it is based on a 1996 base period, during which interest raes were relatively low by historical
standards. PP&L St. 6, p. 4. Mr. Moul subsequently updated his analysis to reflect market data through
May 1997. PP&L St. 6-R, p. 3. Thisanalysis confirmed Mr. M oul’s 12.75% cost of equity
recommendation. PP&L St. 6-R, p. 3.

OTS witness Mr. D eardorff recommends an alternative cost of equity allowance of 10.25% in this
proceeding.* OTS St. SR-3, p. 2. Mr. Deardorff’s recommendation is solely based on hisapplication of the
DCF model to PP&L and to a barometer group of thirteen electric companies. OTS St. 3, pp. 8-10.

Mr. Deardorff’s proposed rate of return on common equity would produce earnings per share of only $1.77.
PP&L St. 6-R, p. 6. Thisearnings level is lower than PP&L’s earnings per share in any year since 1988
(with the exception of 1994 when several unusual occurrences artificially depressed earnings), and is
significantly below the earnings per share of $2.00 to $2.10 forecasted for PP& L by ValueLine. PP& L St.
6-R, p. 6.

Similarly, M r. Deardor ff’s recommendation would fail to produce the necessary pre-tax interest cover age.
Specifically, Mr. Deardorff’s proposal will only result in 3.44 times pre-tax interes coverage. The
Company’s pre-tax interest coverage must be above the 3.5 times threshold for the A rating for an electric
utility with an average business postion. The Company’s proposed 9.46% overall rate of returm will meet
this requirement because it will provide 3.65 times pre-tax interest coverage and thus will provide PP& L
with reasonable credit quality to attract capital investment. PP& L St. 6-R, p. 8.

Mr. Deardorff’s proposed 10.25% cost of equity allowance is inappropriate as it understates PP& L’ s cost of
capital.

Mr. Gruber recommends that the Commission adopt a 6.6% return on common equity in calculating the
WACC. In Mr. Gruber’s view, the return on common equity should be reduced to reflect his belief that “the
risk faced by the Company in recovering its granded cost isnear zero . . ..” OTS St. 1, p. 10. The OTS
proposed adjustment would result in a 7.25% pre-tax WACC and a 5.71% after-tax WACC, and would
reduce PP&L’s stranded cost claim to $3,671,499,000. OTS St. 1, p. 11.

Mr. Deardorff originally recommended a cost of equity of 10.50%. OTS St. 3, p. 6. Mr. Deardorff revised
hisinitial recommendation on surrebuttal “to account for changes that have occurred in both analysts’
growth forecasts and market data and to correct a computer programming error.” OTS St. SR-3, p. 2.
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Mr. Gruber’s recommendation confuses the cost of common equity relevant to a calculation of PP&L’s
stranded costs on the one hand, with the carrying charge applicableto the CTC and the recovery of such
stranded costs on the other. The Act defines stranded costs as cods that would have been recovered in a
traditional regulatory environment prior to the existence of a CTC. 66 Pa.C.S. §2804. Under traditional
rate regulation, an accurate determination of a PP&L’s revenue requirement requires that, at a minimum, the
WACC reflect the Company’s cost of common equity.

The record evidence shows that PP& L in fact faces significant risk in recovering its full stranded costs.
Thisrisk is attributable to: (1) the rate cap that will limit the Company’s total charges to customers during
the CTC collection period; (2) the many assumptions that necessarily were used to calculate the granded
costs upon which the CTC is based; (3) the lack of any true-up under the Act of actual costs against the
estimated costs used to calculate stranded costs; (4) PP& L’ s estimated cost of capital at December 31, 1996,
which may not reflect actual capital costs during the period 1999 to 2005; and (5) the Company’s use of a
lower rate of return on common equity than that required by investors. PP& L St. 6-R, p. 24. Each of these
factors increases the risk that PP&L will not fully recover its stranded costs.

The effect of Mr. Gruber’s proposal is shown in PP&L Exhibit LAG 6. As noted in that exhibit, Mr.
Gruber’s risk-adjusted cost of equity results in an after-tax WACC of 5.71%, which is 72.1% of PP&L’s
proposed 7.92% after-tax WA CC. Similarly, Mr. Gruber’s risk-adjusted after-tax W ACC effectively
reduces PP& L’ s relevant book valueby 26.3%, which isroughly the same percent reduction recommended
by Mr. Gruber for the Company’s proposed after-tax WACC. PP&L St. 19-R, p.26. Mr. Gruber’s proposal
fails to accurately determine the full measure of PP&L’s stranded costs.

OCA witness La Capra recommends that the Commission utilize a 10% rate of return on common equity in
lieu of the PP& L’ s cost of equity of 11.5% in calculating the appropriate discount rate to be applied in this
case. Mr. La Capra’s recommendation is based on the 10% return on common equity approved by the
Commission in PECO Energy Company’s Qualified Rate Order proceeding at Docket N 0. R-00973877.
OCA St. 1, p. 8. The effect of Mr. La Capra’s proposal is to reduce the overall level of PP&L’s stranded
costs by approximately $135 million. PP&L St. 19-R, p. 30-31.

There is no support for Mr. La Capra’s proposal to use alower cost of common equity in calculating the
overall level of PP&L’s stranded costs. Indeed, Mr. La Capra conceded in cross-examination that thereis
no evidentiary support for his proposal since he had not conduced a cost of equity analysis to support his
recommendation. Tr. 1778-1779.

The Company’ s proposed costrates for long-term debt and preferred sock are 7.89% and 7.10%,
respectively. PP&L St. 2, Exh. PRM 2, Schedule 1. These figures are based on PP& L’ s actual cost of debt
and preferred gock at December 31, 1996, the end of the base year in thisproceeding. These embedded
cost ratesare not in dispute.

PP& L included in its calculation of stranded costs the present value (as of January 1, 1999) of its
generation-related net regulatory assets. The Company initially claimed $383,911,000 for such assetsin its
Restructuring Plan filing. PP& L Exh. JRS 1, Tab B, p. 1 of 117. PP& L subsequently revised its claim
during the course of this proceeding to $354,326,000, a reduction of $29,585,000. PP& L Exh. JRS 1A, p. 1
of 121.

On December 13, 1996, the Company filed an Application with the Commission requesting per mission to
roll its Energy Cost Rate (“ECR”) and State Tax A djustment Surcharge (“STAS") into base ratesin
response to Section 2804(4) of theAct, 66 Pa.C.S. § 2804(4), which establishesprice caps on the
Company’srates. The Company’s Application requested Commission permission to defer as a regulatory
asset: (1) unrecovered energy costsas of December 31, 1996; and (2) anormalized level of estimated future
on-going energy costs. On December 19, 1996, the Commissionissued a Tentative Order & Docket Nos P-
00961131 and R-00963842 approving PP&L’s Application (“ Tentative Order”). PP&L St. 3, pp. 9-11.

The Tentative Order created two regulatory assets, both of which are reflected in the Company’s
Restructuring Plan filing. First, PP&L is claiming the actual undercollection of $17.2 million in energy
costs as of December 31, 1996. Second, the Company seeks to include in its stranded cost cal culation
approximately $31.2 million of normalized, on-going future energy costson an annual basis. PP&L St. 3, p.
11; PP&L St. 3-R, p. 19.

OCA witnesses La Capraand Catlin, and PPLICA witness Kollen oppose the Company’s claim of $31.2

million on an annual basis for future on-going energy costs. OCA St. 1, pp. 6-8; OCA St. 3, pp. 5-7;
PPLICA St. 3, pp. 17-21.
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PP& L Exhibit IMK 5 provides a calculation of the five-year average of actual energy costs incurred by the
Company during the period 1992 through 1996. This five-year average amount demonstrates that PP&L’s
estimated future on-going energy costs will exceed the level of energy costs rolled into base rates on
January 1, 1997 as aresult of the Tentative Order by approximatdy $31.2 millionannually. PP&L St. 3-R,
Exh. IMK 5.

Based on actual energy costs for the period January 1, 1997 through June 30, 1997, the Company already
has under-recovered $22.5 million of the energy costsincluded in its base rates. PP&L St. 3-R, pp. 19-20.
The Company expects to underrecover its energy costs by approximately $36 million in 1997 and $67
million in 1998. PP&L St. 3-R, p. 19, Exh. IMK 6.

The Company’s caimed sranded costs reflect estimated additional severance and penson costs that PP& L
expects to incur between 1997 and 2001 as a result of itsprojected decline in the number of employees &
the Company prepares for a competitive market. PP&L St. 8, pp. 25-26; PP&L Exh. JRS 1, Tab F, p. 40 of
117. The Company calculated a five-year amortization of the costs incurred in each year, and included in its
calculation of stranded costs $17.106 million, the net present value of the recovery of these def erred costs
that are allocable to the generation function. PP&L St. 8, pp. 25-26.

The OCA argues tha the claimed employee transition costs for 1997 and 1998 should be excluded. OCA
St. 3, p. 10. Thisadjustment would reduce the balance of regulatory asset for employee transition costs by
$10.793 million. The OCA also contends that incremental pension benefits should be excluded because
such benefits will not result in added out-of-pocket costs due to the ov erfunded position of the pension plan.
Thisadjustment would further reducetheregulatory asset by $8.003 million. As a result of these two
adjustments, the OCA recommends that the Commission allow only $3.483 million of future on-going
employee transition costs as aregulatory asset. OCA St. 3, p. 11.

PPLICA asserts that PP&L’s claimed future on-going employee transition cods are speculative, and that the
Company failed to reflect normal employee attrition in its calculations. PPLICA St. 3, pp. 22-23. Even if
the Commission “conceptually” adopts thisregulatory asset, PPLICA argues that such asset should be
valued at $5.502 million, the net present value of future cash outlays. PPLICA St. 3, p. 23.

The evidence shows that the additional severance and incremental pension costs that the Company is
claiming and expects to incur are the result of PP&L’s transition to a competitive market. These costs are
explicitly identified in the definition of “transition or stranded costs” in Section 2802 of the Act. The cost
savings attributabl e to the anticipated employee reductions are reflected in A& G expenses related to the
generation function which are included in operation and mantenance expenses. PP& L projected that A& G
expenses will decline between 1997 and 2001 as the Com pany prepares for com petition, rather than increase
at an annual inflationrate of 2.5 percent. PP&L St. 8-R, p. 50.

PP&L also fully reflected normal employee attrition for the period 1997 through 2001 in its calculations.
The Company used a conservative estimate of employee attrition even though the actual historical rate of
attrition has averaged approximately 2.5 percent. Indeed, PP& L expects the rate of “normal” attrition to be
even lower than the historic rate because a large number of employees already have left PP&L as aresult of
its restructuring initiatives Despite this anticipated downward trend, the Company elected to utilize a more
conservative forecast in calculating employee transition costs, and assumed that as many as 5 percent of the
projected 381 departing employees would leave as a result of “normal” attrition. PP&L St. 8-R, pp. 51-52.

The OCA’s recommendation to exclude incremental pension benefit costs also is not supported by the
record evidence. The OCA’s argument rests on the fact that the Company’s pension plan is currently
“overfunded.”

The value of future pension benefits earned by all participants during the current year isapproximately $32
million per year for 1997. However, the stock market’ sperformance has produced a substantial amortized,
unrecognized net gain that reduces the amount included in expenses and used to project future costs to only
$5.7 million for 1997. Any additional offset to reflect “excess” plan assets as a regulatory liability,
including OCA’ s recommended disallowance would “double count” the unrecognized net gains unless the
full $32 million of theannual value of benefitsearned is used asthe basis for chargesto customers PP& L
St. 8-R, pp. 31-32.

Mr. Kollen recommends that the Commission recognize aregulatory liability of $253.832 million at
December 31, 1998 associated with the Company’s alleged “excess” pension fund assets PPLICA St. 3,
pp. 14-16. In Mr. Kollen’s view, the purported overfunding may be “utilized by the Company either to
offset future pension expense or to withdraw in some manner, albeit with certain limitationsand penalties.”
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59. Mr. Kollen's proposed adjustment in inappropriate. As Mr. Schadt explained. PP&L St. 8-R, p. 33):

Mr. Kollen’s pension fund adjustment amounts to trying to pay two bills with
one check. Mr. Kollen would not change the pension expense reflected in the
filing, the amount of whichis reduced substantially by actuarial calculations that
take into account, on an ongoing bass, the total value of current plan assetsand
projected earnings on those assts. He then, having taken advantage of the
projected long-term value of those assets to reduce pension costs already
reflected in the filing, recommends that the sam e assets be used over again to
reduce regulatory assets.

1. The evidence establishes that “the full amount of the plan’ sassets and obligations are already and
appropriately being used tolower the amounts currently charged to ratepayersand to offset future pension
expense, which lowers the Company’s estimate of stranded costs.” PP&L St. 8-R, p. 32.

2. Inits Restructuring Plan filing, PP&L reflected $189 million for taxes recoverable in its calculation of
stranded costs. The Company’s claim was cal culated using the regulatory method which reflects the
recovery of these costs over a 30-year period. Asexplained by Mr. Schadt, that method permits a simple
straightforward cal culation of taxesrecoverable:

A comparison of future book depreciation with future tax depreciationidentifies
exactly the future period in which the taxes will become payable. This also is the
period in which taxes recoverable should be collected from ratepayers under
traditional ratemaking. Note that thisis true because the proper link age exists
between rate base, deferred taxes and taxes recoverable. Asrate baseis
depreciated over time, deferred taxes become payable to the government and
taxes recoverable becom e due from ratepayers. PP&L St. 8-R, p. 14.

1. The OCA and PPL ICA recommend that the Commission adopt the asset value method to calculate PP&L’s
stranded costs. A s all parties acknowledge, however, the asset value method cannot be used to calculate
taxes recoverable. To address this problem, Mr. La Capra uses the regulatory method to calculate these
costs. How ever, it is only appropriate to utilize the regulatory method to calculate stranded costs related to
taxes recoverable if suchmethod is used consistently with the regulatory model, i.e., the difference between
book depreciation and tax depreciation “drives” taxes recoverable. PP&L St. 8-R, p. 16. As Mr. Schadt
explained, “[i]f book depreciation is eliminated from the calculation of stranded caosts, as it is in the asset
value model, there is absolutely no theoretical judification for amortizing taxes recoverable on the basis of
book depreciation, and alternative amortization logic must be developed . . ..” PP&L St. 8-R, p. 16.

2. Existing accounting rules will require PP& L to recognize that stranded generation costs will be recovered
through the CTC over a seven-year period. Consequently, related unfunded deferred taxes also will reverse
over thesame seven-year period, whichin turn requiresthereversd of taxes recoverable over the same
seven-year interval. Thus, when properly calculated under the asset value method, stranded cods for taxes
recoverable equal the present value of the Company’s $548 million of taxes recoverable discounted over a
seven-year period, or $419 million. PP& L St. 8-R, pp. 16-17. Mr. La Capra’s hy brid approach fails to
reach this result.

3. PP& L included Taxes Other Than Income in its calculation of stranded costs. The Company’s claim
incudes two components: (1) capital stock taxes and (2) Public Utility Realty Tax (“PURTA”). PP&L
calculated the actual amount of capital stock and PURTA taxes in 1996 applicable to fosd! and nuclear
generation facilities. The Company then escalated the 1996 taxes at the rate of inflation (2.5 percent) over
the life of each generating facility. PP&L St. 8-R, p. 35; PP& L Exh. JRS 1, pp. 4-5.

4. OTS, OCA and PPLICA each oppose the Company’s claim. OTS and PPLICA argue that capital stock
taxes should remain constant over the life of each generating facility, but that PURTA taxes should decline
in relation to the decline over time in net plant balance resulting from depreciation. OTS St. 2, pp. 16-23;
PPLICA St. 2, pp. 50-51. Adoption of OTS’ adjustment would reduce PP&L’s nuclear generation-rel ated
stranded costs by $280.7 million, and its fossil gener ation-related stranded costs by $66.1 million. OTS St.
2, pp. 22-23. OCA recalculated PP&L’s stranded costs assuming that Taxes Other Than Income would
remain constant over the life of the Company’s nuclear and fossil generating facilities reducing PP&L’s
stranded costs by $182 million. OCA S$t. 1, p. 16.
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Section 2810 of the Act states that the transition to retail competition shall be revenue neutral as to the
Commonwealth. 66 Pa.C.S. §2810. To achieve revenue neutrality, PP& L’s claim reflects two assumptions.
First, PP&L assumed that, similar to the Company’s costs, the cost of servicesprovided by the
Commonwealth would increase with inflation. Second, PP& L assumed that the various tax revenues
collected by the Commonwealth would increase proportionally to fund the higher cost of goods and
services.

PP&L’s claim is fully consistent with the requirements of Section 2810 because it assures that the transition
to competition will be revenue neutral with respect to the Commonw ealth. The opposing parties’
recommendation would freeze capital stock and PURTA tax revenues to the Commonw ealth at 1996 levels.
This recommendation is inconsistent with the revenue neutrality goal of the Act.

PP&L’s calculation of stranded costs includes $315.867 million attributable to the costs of decommissioning
its various fossil generating units. PP& L escalated each fossil plant’s decommissioning costs at a 2.5
percent annual rate of inflation to the end of itsbook life. The Company assumed that it would incur
decommissioning costs over athree-year period-- 40 percent in the year each plantisretired, 40 percentthe
following year, and 20 percent the nextyear. PP&L Exh. JRS 1, p. 8.

The OCA and PPLICA recommend that the Commission exclude the Company’s claimed costsin their
entirety. Generally, the parties offer four arguments. First, the OCA asserts that fossil decommissioning
costs “simply do not fit the definition of stranded cods.” OCA St. 1, p. 18. Second, PPLICA contends that
the Company’s daimed costsare speculative and unsupported. PPLICA St. 3, pp. 30-35. Third, PPLICA
argues that recovery of such future cods consistently has been denied. Fourth, OCA and PPLICA contend
that allowance of PP& L’s claim would provide it with a competitive advantage over non-Pennsylvania
utility fosd! generation suppliers who must incur decommissioning costs without the prospect of recovering
such expenses from customers through aCTC. OCA St. 1, p. 18; PPLICA St. 3-S, p. 31.

Section 2803 of the Act defines “transition or stranded costs” as including “retirement costs attributable to
the utility’s existing generating plants other than the cogs defined in Paragraph (1),” which refersto the
recovery of nuclear generating plant decommissioning costs. 66 Pa.C.S. § 2803. Thus, fossil
decommissioningwhich are incurred to retire existing fossil generating facilities are defined by the Act as
allowable “transition or stranded costs.”

PPLICA argues that the Company’s claimed fossil decommissioning costs are speculative and unsupported.
Specifically, Mr. Kollen asserts that PP& L’ s claim derivesfrom a fossil decommissioning study performed
by TLG Services which is based on three erroneous and speculative assumptions: (1) PP& L’sfossil
generating facilities will be decommissoned while owned and controlled by the Company; (2) the facilities
will beretired on the datesindicated in the study; and (3) the facility sites will be regored to “greenfield”
conditions. PPLICA St. 3, pp. 31-32.

PP&L in fact has submitted substantial evidence in this proceeding which fully supports itsestimated future
fossil decommissioning costs. Indeed, past industry experience suggests that PP&L’s claim may be
understated, as decommissioning estimates generally have proven to be much low er than the actual costs
incurred. PP&L St. 3-R, p. 34. The TLG study is very similar to other studies relied upon by the
Commission to establish allowable levels of nuclear decommissioning expense. Tr. 1486. The nuclear
decommissioning study performed by TLG and relied upon by the Commission in PP&L’s last base rate
proceeding contained the same types of assumptions that Mr. Kollen now attacksin the TLG fossil
decommissioning study in thisproceeding. Tr. 1486-1488.

PP& L’'s estimate of stranded generation-related capital and operating expenses was cal culated utilizing the
revenue requirements methodology contemplated by the Act. PP&L St. 3-R, pp. 31-32. Using this
methodology, the Company included in its calculation the costs of decom missioning existing fossil
generating facilities that would be recoverable under traditional rate regulation at the end of the livesof
those faciliies Thus, PP&L’s claim reflects its projected fossil decommiss oning costs at the point in time
when they actually would be incurred. PP&L St. 3-R, p. 32.

The OCA’s and PPLICA s competitive advantage argument is inconsistent with the Act and, in fact, would
place PP& L at a competitive disadvantage. The ow ners/operator s of non-Pennsylvania utility fossil
generation facilities can provide for the cost of decommissioning over the lives of their facilities.
Pennsylvania utilities, however, must defer the recovery of fossil decommissioning costs until the costs are
actually incurred. Pennsylvania electric utilities are required to seek and obtain stranded cost recovery of
those costs or be placed at a Sgnificant competitive disadvantage. PP&L St. 3-R, pp. 32-33.
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While OTS does not oppose PP&L’s proposed stranded cost recovery of fossil decommissioning cods, Mr.
Gruber recommends that the Commission require the Company to place all amountsrecovered in a sparate,
non-qualified trust fund that would be accessible only as fossil decommissioning costs are actually incurred.
OTS St. 1, p. 15.

Mr. Gruber’s recommendation is inappropriate and inconsistent with Section 2806(A) of the Act that
provided that “the generation of electricity shall no longer be regulated as a public utility service or function

Under the Act, PP& L isrequired to bear all of the risk associated with the estimate of its fossil
decommissioning costs. Specifically, the Act permits the stranded cost recovery of the net present value of
PP& L 's projected fossil decommissioning costs. Thus, PP&L must bear the risk that its estimate
understates such costs.

In recognition of this substantial risk, PP& L should not be required to place the amounts collected in a
separate trust fund. PP&L St. 3-R, pp. 34-35.

In calculating the annual revenue requirement for nuclear generation, the Company included the amount it is
recovering in annual nuclear decommissioning expense through existing retail and wholesal e rates, adjusted
to the appropriate PUC-jurisdictional amount. PP&L St. 8, p. 11. Currently, PP&L is recovering
approximately $9.5 million per year in jurisdictional rates for nuclear decommissioning costs PP&L St. 3,
p. 15. PP&L’s stranded cost claim reflectsthe net present value of ater-tax future annual nuclear
decommissioning expense accruals ov er the remaining life of the Company’s nuclear facilities.

PP& L also proposes, as its preferred alternative, to recover its nuclear decommissioning costs over the
remaining life of itsnuclear generating facilities. PP&L St. 3, p. 14. Such costs would be recovered as part
of distribution charges on a per kWh basis. PP&L St. 3-R, p. 28.

The Company'’s proposal is reasonable because it will ensure that it fully recovers its nuclear
decommissioning costs over the remaining life of its facilities, and that it retains itsexemption from
burdensome N RC financial assurance requirements.

Two concerns under lie PP& L’ s proposal for recovery of nuclear decommissioning costs. First, thereis
some question asto whether thetransition to full competition will ensure the adequate recovery of nuclear
decommissioning costs. Section 2808 of the Act, 66 Pa.C.S. 8 2808, provides electric utilities “an
opportunity” to recover granded costs through the CTC, including nuclear decommissioning coststhat may
not be recoverable in a competitive generation market. Thus, PP&L will have to fund a substantial amount
of its nuclear decommissioning costs using revenue from market rates. There is no assurance, however, that
such market rates will be sufficient to satisfy PP&L’s nuclear decommissioning funding obligations. PP& L
St. 3, p. 12.

Second, there is a risk that the transitionto full competition could subject PP& L to substantial financial
qualification requirements under Nudear Regulatory Commission (“NRC”") regulations. Specifically, NRC
regulations exempt “electric utilities” to provide additional financial assurance for nuclear decommissioning
(e.g., insurance or surety bond) beyond establishment of an external sinking fund. “Electric utilities’ are
defined as “any entity that generates or distributes electricity and which recovers the cost of electricity,
either directly or indirectly, through rates established by the entity itself or by a separate regulatory
authority.” 10 C.F.R. §50.2

Under traditional cost-of-service rate regulation, PP& L satisfies the NRC’s definition of “electric utility”
because its rates are set by the Commission. PP&L currently is authorized to recover its estimated future
nuclear decommissioning costs in rates ov er the remaining life of its nuclear generating facilities, and all
recovered amounts are placed in an external trug fund. However, the Act requires that all generation-
related costs, including those related to PP& L’ s nuclear generating facilities, be removed from traditional
rate regulation. PP&L’s proposal to recover its claimed costs through a distribution charge is designed to
address both of these concems. PP& L St. 3, pp. 13-14. PP&L’s proposal will ensure adequate nuclear
decommissioning funding and will provide for the recovery of such costs through rates established by the
Commission. PP&L St. 3, pp. 14-15.

PPLICA and the Environmentalists oppose the Company’s proposal. PPLICA contends that PP&L’s

proposal to recover nuclear decommissioning costs on a per kWh basis is inconsistent with its treatment of
such costs in itslast base rate case. PPLICA St. 1, pp. 55-56.
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Mr. Baron isin error. The Company unbundled costsin thiscase using the same demand allocators utilized
inits last base rate proceeding. Thus, PP&L’s proposed unbundled tariff rates reflect nuclear
decommissioning costs allocated among customer classes on ademand basis. The Company proposes to
recover these demand-allocated costs on a per kW h basis, which is the same method currently used to
recover such costs through fully regulated rates. PP&L St. 3-R, pp. 28.

The Environmentalists oppose PP& L’ s proposal to extend the CTC, and recommend that the Commission
consider “the benefits of an incentive framework for nuclear decommissioning costs, inwhich risks are
shared between the Company and its customers.” EnvironmentalistsSt. 2, p. 28.

PP& L’ s proposal is consistent with the Act, which clearly states that the PUC “shall” provide for recovery
of nuclear decommissioning costs. 66 Pa.C.S. § 2808(c)(1). Moreover, adoption of this proposal would
clearly jeopardize PP&L’'s NRC status as an “electric utility” and could resultin a pre-funding requirement
that would impose an additional burden on cusomers. See also PP&L St. 3-R, pp. 29-30.

PPLICA initially opposed the Company’s proposal to recover nuclear decommissioning expenses as a
distribution-related component of its delivery charges, claiming tha PP& L would recover such expenses
twice. PPLICA St. 3, p. 39. Inrebuttal, PP&L explained that it would exclude nuclear decommissioning
costs from those recovered through the CTC if the Commission adopts the Company’s proposal. PP&L St.
3-R, p. 29. Based on this clarification, PPLICA agreed that PP&L ’s proposal would not result in the double
recovery of nuclear decommissioning costs. PPLICA St. 3-S, p. 33.

The Energy Policy Act of 1992 (“Energy Act”) establishes an assessment on utilities, including PP& L, with
nuclear power operations to provide funds for the decontamination and decommissioning of the Department
of Energy’s (“DOE") uranium enrichment facilities. Under the Energy Act, this charge is assessed over a
15-year period, and is deemed a necessary and reasonable current cost of fuel that is fully recoverablein
rates in the same manner as other fuel costs PP&L St. 8, p. 24.

PP& L determined the amount of DOE assessment costs that would be recovered annually through existing
rates, and included the present value of the PUC-jurisdictional portion of this amount in its cal culation of
stranded cost. PP&L St. 8, p. 24.

The OCA and PPL ICA recommend that the Commission disallow the Company’s claim in its entirety,
noting that PP& L already reflected thisassessment in its Restructuring Plan filing as a component of fuel
expense. OCA St. 3, p. 7; PPLICA St. 3, pp. 24-25.

In response, the Company eliminated all DOE assessment amounts from the fuel ex pense com ponent of its
generation-related costs which reduced PP& L’ s stranded costs by approximately $17 million. PP&L St. 8-
R, pp. 56-57. This correction fully addresses the OCA’s and PPLICA’s concerns.

PP& L 's stranded cost calculation includes a claimed regulatory asset for incremental maintenance costs
incurred during refueling and inspection outages PP& L' s Susquehanna Steam Electric Station (“SSES”).
These costs are deferred and amortized from the end of the outage until the next scheduled refueling and
inspection outage is completed. The Company determined the annual recovery that would occur through
existing rates and included in its stranded cost calculation $7.996 millionon a present value basisat
December 31, 1998 for the PUC-jurisdictional portion of these costs. PP&L St. 8, p. 25.

OTS, OCA and PPLICA each oppose the Company’s claim for deferred SSES refueling expenses, asserting
that refueling expenses are typical, ongoing costs that properly should be normalized, not deferred and
amortized for future recovery. OTS St. 2, p. 15.

The Company’s claim is fully consistent with the manner in which PP&L historically has accounted for and
recovered SSES refueling costs. PP&L did not claim costs associated with the first refueling outage of
SSES Unit 1 inits 1983 SSES Unit 1 rate filing with the Commission (Docket No. R-822169). Instead, the
Company requested and received permission to defer and amortize itsincremental refueling costs over the
period of time from the date of restart following the outage until the date of restart after the next outage.
PP&L St. 8-R, p. 46.

PPLICA and OCA contend that PP&L’s claimed costs are premised on a change in accounting caused by
the Company’s change to a 24-month refueling cy cle for SSES Unit 1in 1997 and for SSES Unit 2 in 1998.
PPLICA St. 3, p. 36; OCA St. 3, p. 9. Asaresult of thischange, PPLICA notes that SSES Units 1 and 2
will undergo refueling outages in alternate years, which will cause the Company to expense actual outage
costs each year. PPLICA and OCA argue that, despite these changes, PP&L has failed to modify its
accounting practices to eliminate deferrals and amortizations in 1997 and 1998, and ingead “ has assumed
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that it can defer the accounting recognition of those changes into the subsequent to 1999’ period, although it
had no accounting order from the Com mission that authorized such a deferral.” PPLICA St. 3, p. 37.
PPLICA and OCA, therefore, recommend that the Commission disallow the Company’s request.

PPLICA’s and OCA’'srecommendation isin error. PP&L was authorized to accumulate and defer the first
refueling outage costs for SSES Unit 1 over the subsequent fuel cycle. Thus, PP&L always has been one
cycle behind in recovering refueling outage costs. The parties’ recommendation would result in an
improper matching of outage costs and revenues. PP&L St. 8-R, pp. 48-49.

Inits Find Order at Docket No. R-00943271, the Commisson authorized PP&L to recover thefull PUC-
jurisdictional portion of expenses attributable to the adoption of Statement of Financial Accounting
Standards 106 (“SFA S 106"). SFAS 106 requires PP& L to record the liability associated with post-
retirement benefits on an accrual basis (i.e., at present value), rather than on a pay-as-you-go or cash basis.
The Company’s current rates recover the full SFA S 106 costs applicable to PUC-jurisdictional customers,
including approximately $11 million in excess of PP& L’s current cash payment obligation for post-
retirement benefit claims to recover the transition obligation or accrued liability that exiged as of January 1,
1993, the date PP& L adopted SFAS 106. The transtion obligation is being amortized over 20 years. PP& L
St. 8, p. 22; PP&L St. 8-R, pp. 41-42.

The Company determined the annual recovery of SFAS 106 costs that would occur under existing ratesand
included the present value of the PUC-jurisdictional portion of the generation-related amount in its
calculation of stranded cogds. PP&L St. 8, p. 22.

PPLICA generally accepts the Company’s claim, but recommends that the Commission recognize a
regulatory liability for the interest earned by trust funds egablished by PP&L to fund post-retirement
benefits other than pensions. PPLICA St. 3, pp. 26-29. In PPLICA’ sview, thisregulatory liability should
be used to offset PP&L’ s claimed regulatory asset.

PPLICA s proposed adjustment is inappropriate because the interest identified by Mr. Kollen already is
utilized to offset or reduce the projected cost of post-retirement benefits other than pensons. PP&L St. 8-R,
p. 40. PPLICA’s proposal, if adopted, would increase PP&L’ s estimated generation-related stranded costs.
PP&L St. 8-R, pp. 42-43.

With the change in Federal tax laws that allowed PP&L to tak e advantage of investment tax credits
(“1TCs"), the Company elected to defer recognition of these credits as income by recording a liability for
accumulated deferred ITCs. The amortization of accumulated ITC’s, along with the rdated income tax
effect, reduces the cost-of-service (and thus customer rates) over the lives of the assets that produced the
ITCs. Asaresult of the adoption of Statement of Financial Accounting Standard No. 109 (“SFAS 109"),
PP& L recorded a deferred tax asset to reflect the income tax effect of the accumulated deferred ITCs, and a
regulatory liability (i.e., an amount owed to customers) to ref lect the ratemaking treatment of the tax effect.
Thisregulatory liability is equal to the reduction in income tax expense that will need to be recovered from
customers as the balance of accumulated deferred 1 TCs is amortized to reduce the cost-of-service over the
remaining lives of the underlying assets. PP&L St. 8, pp. 28-29.

Inits Restructuring Plan filing, PP&L utilized the present value of the ITC regulatory liability toreduce or
offset the present value of regulatory assets in calculating the level of its stranded costs. The methodology
used by the Company to reflect the effect of the ITC regulatory liability is not opposed by any party in this
proceeding.

In calculating its granded cost claim, PP& L utilized the same deactivation daes for its generating facilities
that were approved by the Commission in the Company’' s most recent base rate case at Docket No. R-
00943271. Specifically, the Keystone and Conemaugh generating gations are scheduled to be deactivated
in 2007 and 2010, respectively. These deactivation dates als are fully consistent with the depreciation
schedules reflected in PP& L’ s retail customer rates as of January 1, 1997. PP&L St. 10-R, pp. 33-36.

The OCA and PPL ICA recommend that the Commission extend the deactivation dates for both the
Keystone and Conemaugh generating stations to match the dates utilized by PECO Energy Company
(“PECO") for its share of these plantsin its Restructuring Plan proceeding at Docket N 0. R-00973953.
OCA St. 1, p. 16; PPLICA St. 3, pp. 31-32.

PP& L’ s proposed deactivation dates are consistent with the expected operating life for this type of
generating unit. Specifically, the Keystone unitsbegan service in 1967 and 1968. Based on the deactivation
date approved by the Commission in PP& L’ s |last baserate case, i.e., 2007, these units have projected
service lives of 40 and 39 years, respectively. Similarly, the Conemaugh generating units began operation
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in 1971 and 1972. Based on the deactivation date approved by the Commission in PP&L’s last base rate
case, i.e., 2010, these units have an expected operating life of 39 and 38 years. PP&L St. 10-R, pp. 35-36.
As Mr. Krall explained, the Company’s proposed deactivation dates properly reflect the design and
operating limitations for these units. PP&L St. 10-R, p. 36.

The parties’ reliance on PECO’s proposed deactivation dates is misplaced. In fact, the various owners of
Keystone and Conemaugh frequently have utilized different deactivation dates in establishing their
respective rates. The Commission has reviewed and approv ed each of these dates.

Mr. Kollen is incorrect in asserting that PECQO’ s deactivation dates should be utilized because PECO
operates the K eystone and C onemaugh units. The record evidence demonstrates that these generating units
are operaed by GPU subject to oversight by the Keystone-Conemaugh Projects Office. PECO, like PP&L,
isajoint owner, and no ow ner may unilaterally cause investments at these stations that w ould extend their
lives. Such investment decisions require approval by 75% of all ownership shares. Because the
Commission lacks jurisdiction over five of the owning companies whose ownership shares exceed 25%, the
Commission is unable to require investments to extend the lives of these stations. PP&L St. 10-R, p. 37.

PP& L’ s proposed deactivation daes are appropriate. The proposed datesare identical to the dates approved
by the Commission in the Company’s lag base rate case, and are fully consistent with the expected
operating lives of the facilities.

The Company included in its calculation of stranded costs the present value of the generation-related portion
the total annual recovery of rate case expenses that would occur through exiging rates. The Commission
authorized PP& L to recover rate case expenses assocdiated with its base rate proceeding & Docket No. R-
0094371 over afour-year period. PP&L St. 8, p. 26.

Raising the same argument used in oppositionto PP&L’s claim for deferred SSES refueling expenses, the
OTS and OCA recommend that the Commission disallow the Company’sclaim. Specifically, Messrs. Reed
and Catlin argue that the Commission previously approved normalization of PP&L’s rate case expenses, not
deferral and amortization of such costs. OTS St. 2, pp. 13-16; OCA St. 3, p. 12. Disallowance of the
unamortized expenses would reduce the nominal balance of the Company’s regulatory assets by $184,000.
OCA Sst. 3, p. 12.

PP&L properly included the balance of its unamortized rate case expenses as a regulatory asset in its
Restructuring Plan filing. SFAS 71 allows aregulated entity to matchincurred coss with ther associated
revenues for accounting purposes using regulatory assets. Under SFAS 71, the recorded regulatory assets
are charged, concurrently with the recovery of such amountsin rates, to the same account that would have
been charged if included in income when incurred. Based on the Commission’s Final Order in PP&L s last
base rate proceeding, the Company appropriately created a regulatory asset in September 1995 for the 1994
Rate Case Expenses to be amortized over a four-year period. Consigent with the Act, PP&L reflected the
present value of the post-1998 recovery of the generation-related costs in its calculation of stranded costs.
PP&L St. 8-R, pp. 39-40.

On rebuttal, the Company corrected an error in its original stranded cost calculation related to the Safe
Harbor facility. Specifically, PP&L’s initial calculation did not include the energy revenues and the
operating and maintenance expenses associated with this facility. The revenues related to Safe Harbor’s
capacity inadvertently were included with the Holtwood Dam hydroelectric project’s revenues for capacity.
The effect of properly including the remaining revenues for energy from Safe Harbor and all of itsoperating
and maintenance costs increases PP& L’ s stranded costs by $38 million. PP&L St. 8-R, pp. 55-56. These
corrections are shown in PP&L Exhibit JRS 8.

PP& L’ s stranded claim included the generation-related portion of its Administrative and General (“*A&G”)
expenses between generation and T&D using the same allocation factors approved by the PUC in PP&L’s
1995 rate case. OCA witness La Capra recommends that the Commission exclude certain A& G expenses
from the Company’s going-forward generation-related costs. OCA St. 1, p. 16.

By excluding these costs from generation-related expenses and failing to reallocate them to the trangmission
and distribution function, Mr. La Capra effectively eliminatesthe claimed A& G expenses and precludes
their recovery. Mr. LaCapra's proposal isin error. The claimed A &G costs are necessary for PP& L to
continue to provide safe and reliable service to its customers. These costs will not disappear following the
transition to competition. |If these costs are not recovered as generation-related stranded costs, they must be
reallocated and recovered through regulated transmission and distribution rates.
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OCA proposed a productivity factor of 0.2% to reduce projected future operation and maintenance expenses
and alleges that PP& L failed to reflect possible future productivity gains. OCA St. 1, pp. 24-25.

Contrary to O CA’s assertions, PP& L did use a productivity factor in its calculations of stranded costs.
Instead of increasing administrative and general costs, a component of operation and maintenance expenses,
by 2.5% annually, the inflaion rate used in other portionsof PP&L’s calculation, PP&L reduced
administration and general costs by an average of 2% annually for each year after 1997 through 2001.

PP& L’s method of reflecting increased productivity reduces PP& L’ s stranded costs even more than OCA’s
method. PP&L St. 8-R, pp. 54-55; Ex.JRS 7. The additional adjustment proposed by OCA is unjustified
because it would "double count" PP&L’s projected reductionsin operation and maintenance and
administrative and general expenses of $513 million. PP&L St. 2, p. 16. A portion of these expense
reductions undoubtedly will come from increased efficiency of employees. Thereisno basisfor the OCA’s
adjustment.

The OCA asserts that PP& L has failed to recognize the value of the real estate on which its generation units
are located asa factor mitigatingitsoverall level of stranded costs OCA St. 1, pp.28-29. In OCA’sview,
the minimum value of such real estate is $66 million. OCA Exh. RLC-6. The OCA 'sanalysisis flawed and
its adjustment is sgnificantly overstated, and it should be rejected.

The OCA recommends that the Commission adopt the asset value methodology to determine the Company’s
stranded costs. OCA St. 1, pp. 14-15. Inits calculations, the OCA treats capital additions as expensesin
the year in which they are incurred. Similarly, the OCA reflects the full associated tax deductions inthe
year in which the underlying capital expenditure is incurred.

The OCA'’streatment of capital additionsisin error. The proper treatment of capital ex pendituresisto
record depreciation expense ratably over the life of the investment and to provide for areturn onthe
undepreciated balance, i.e., rate base. OCA’s asset value method cannot handle this complexity so Mr.La
Capra makes the simplifying assumption that the entire expense was incurred in the year it was made. From
an expense standpoint thisis acceptable, as long as the discount rate is the same as the return which would
have been allowed if the investment w ere depreciated under normal ratem aking practice.

The problem with OCA’s analysis liesin its treatment of taxes. OCA assumes that the tax deduction for the
entire capital expenditure can be takenin the year it wasmade. This, of course, isnottrue. The tax laws
require that a deduction equal to the nominal value of the expenditure be spread over the life of the
investment utilizing IRS tax depreciation guidelines. As areault of this error, OCA significantly understates
the actual cost of capital additions and overgates net market revenue by overstating the tax reducing effect
of the expenditure. This error caused the OCA to understate PP& L’ s stranded costs by $165.318 million.

VI. DETERMINATION OF PRESENT VALUE

PP& L used the regulatory method to calculate itsstranded costs. Under thismethod, the Company
compared the revenue stream it could have received under traditional cost-of-service regulation with the
stream of revenue it could receive in a competitive market. PP& L discounted the difference betw een these
two amounts to January 1, 1999 using a discount rate of 7.92%, which is PP&L’s after-tax weighted average
cost of capital (“WACC”). PP&L St. 8-R, p. 5; PP&L Exh. JRS 1, p. 1.

OSBA witness Knecht argues that PP&L’s proposal to use a 7.92% after-tax WACC “would provide a
higher [net present value] return to equity holders under deregulation plus CTC than under continued
regulation.” OSBA St. 1, p. 21. To address this alleged problem, Mr. Knecht asserts that the Commission
should adopt PP& L’ s proposed 11.5% after-tax cost of equity as the appropriate discount rate. OSBA St. 1,
p. 16. Under Mr. Knecht s proposal, PP& L would underrecover less than $100 million of its total stranded
costs. OSBA St. 1,p. 24. Mr. Knecht purports to support his adjustment both algebracally and with an
example. OSBA St. 1, pp. 18-21; OSBA Exh. RDK-2, Schedules 1-3.

Mr. Knecht’s proposal to use the after-tax cost of equity ignores the fact that PP& L has both equity and debt
investors. Indeed, Mr. Knecht conceded thispoint during cross-examination. Tr. 804. As explained by Mr.
Guth. PP&L St. 19-R, p. 23):

a utility’s earnings on capital invested condst of both earnings on equity and

earnings on debt. Using the after-tax WA CC takes into account the balance of
earnings betw een equity and debt.
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Under M r. Knecht's proposal, how ever, a com ponent of PP&L’s total returns, i.e., interest paid to debt-
holders, will be discounted at equity rates. PP&L St. 19-R, p. 24. This mismatch isinappropriate.

The OCA asserts that PP& L improperly applied an after-tax discount rate the cal culate the present value of
pre-tax revenue requirements and market prices. OCA St. 1, p. 13. Asaresult, the OCA claims that the
Company overstates its stranded costs by $880 million. Id.

OCA’sargument isin error. Stranded costs are analogous to economic dam ages becau se they represent a
decrease in value caused by some act or event, in this case, the transition from regulated to market-based
rates. PP&L St. 19-R, p. 20. As auch, taxable stranded cogs properly should be measured utilizing pre-tax
cash flows and after-tax discount rates. PP&L St. 19-R, p. 21.

Messrs. La Capra and Falkenberg reflect income taxes in calculating the value of PP&L ’s generating assets,
but fail to adjust stranded costs upward to account for the taxability of CTC revenues. PP&L St. 19-R, p.
21. As Mr. Guth explained, Messrs. La Capra and Falkenberg. PP&L St. 19-R, pp. 21-22:

computed what they assert is the market value of PP&L’s generating assets after
taking into account income taxes. That procedure is all right, so long as
measured stranded costs are then adjusted upward to take into account the
taxability of CT C revenues that are based on stranded costs. Thus therereally
are two alter natives where the present value amount of future cash flowsis
taxable income:

1. use pre-tax cash flows, and after-tax discount rates to compute the present
value of taxable income; or

2. use after-tax cash flows, and after-tax discount rates to compute the present
value of after-tax income, then gross up the result for tax coverage.

The OCA 's proposal isincorrect because it fails to adopt either of these approaches.
VII. RECOVERY OF STRANDED COSTS

Under Section 2808(a) of the Act, 66 Pa.C.S. § 2808(a), electric distribution companies will recover their
stranded costs through "Competitive Transition Charges ("CTCs"). These charges will be applied to every
customer of electric distribution companies.

Three statutory provisions influence the rate design of PP&L’s CTCs. First, the CTCs are constrained by
the rate caps. Under Section 2804(4)(ii) of the Act, there may be no increase in the generation component
of rates, which includes the CTCs, for nine years from the Act’s effective date, or through December 31,
2005. That is, throughout this period, the sum of each CTC and PP&L ’s charge for Basic Utility Supply
("BUS") Service may not exceed the generation component of rates charged to customers as of January 1,
1997. Second, Section 2808 of the Act mandates that the CTCs be designed "in a manner that does not shift
interclass or intraclass costs and maintains consistency with the allocation methodology for utility
production plant accepted by the Commission inthe electric utility’s most recent base rate proceeding."”
Third, PP& L’s CTCs are designed in a manner to promote the overall purpose of the A ct, which isto
establish an active and viable retail market for electric generation.

In addition to these statutory considerations, PP& L has applied sound ratemaking principlesin designing its
CTCs. PP&L has sought to provide a more efficient marginal price signal to customers. PP&L St. 9, p. 20.
Further, PP&L has simplified its delivery service rate design.

PP&L used a "bottom-up" approach to design its CTCs. PP& L St. 9, pp. 23-26. The starting point for this
approach is presently-effective rates. The first gep is to determine for each rate in each rate schedule, the
portion of the rate that is related to delivery of electric energy. This was determined by application of
allocation percentages based upon a test year ended December 30, 1995. These allocation percentages were
accepted in the Commisson’sOrder enteredin PP& L’s most recent base-rate case (Docket No. R-
00943271, order entered on September 27, 1995, at 197).

PP&L's next step in determining the CTCs is to subtract from the generation portion of each rate the

projected retail market price of electric energy. The remainder after this substraction is the portion of the
rate that is available for use as the CTC under the rate cap.
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PP& L has determined that, under the rate cap, the maximum CTC revenue that can be attained over the
transition period through 2005 is only $4.0 billion. St. 10-R, p. 3. Thus, due to the rate caps, PP&L’s
projected CTC revenues will fall $500 million short of recovering all of PP&L’s estimated $4.5 billion of
stranded costs. Therefore, PP&L set its proposed CT Cs at the maximum amounts available under the rate
cap after allowing for the projected retail mark et price of electric energy and the portion of each rate that is
for delivery services.

Although the rate cap does not change throughout the transition period, the projected retail market price of
electric energy increases each year of the transition period. Therefore, for each rate, there is a different
CTC for each year of the transition period through 2005. See, e.g., Exhibit OGK 2, Tariff Electric-Pa.
P.U.C. No. 201, pp. 20-21.

PP&L s rate design for its CTC meets each of the statutory and ratemaking principles identified above.
First, it succesfully meets the Act’s rate cap requirements. There will be no increase in PP&L’s rates for
generation service at least through 2005. The applicable rate cap under the Act is the presently-effective
generation portion of thetotal rate. By calculating the CTC as the residual remaining after subtracting the
delivery portion of the rate and the projected retail market cost of electric generation during the transition
period (which is the maximum chargefor PP&L’s BUS Service) meansthat PP& L’ s proposed CTCs
arithmetically cannot exceed the rate cap.

The evidence shows that PP& L’ s proposals will not cause shifting of costs between rate classes or within
rate classes. The generation portion and the delivery portion of PP&L’s present rates were determined by
application of allocation percentages from the cost of service study used to design PP& L’s present rates. St.
No. 3, pp. 6-7; Exhibit IMK 1.

PP&L's CTCs have been designed to achieve simplicity in the delivery service rate design. The CTCs have
declining blocks that follow PP&L’s presently-effective rate design. The delivery charge includes the
presently-effective customer charge and flat usage charges per kW h. Therefore, whenthe CTC is
eliminated at the end of the transition period, the remaining charges of PP&L under rate schedules for most
customers will be a customer charge combined with aflat energy charge for usage. Customers will
understand this pricing structure and be able to work with it to obtain electric energy at the most favorable
terms and conditions (St. 9,p. 21) .

Several intervenors suggest that, contrary to PP& L’ s proposal, the level of the CTC should bere-established
periodically throughout the transition period based upon actual market prices. NEV St. No. 1, pp. 3-4,7, 9;
MAPSA St. 1, p. 2; Environmentalists St. 1, pp. 2, 8.

Recalculating CTCs periodically based upon ever changing market conditions would make effective
competition extremely difficult. Without a known CTC, customers would not be able to compare the
applicablerate cap for PP&L’s BUS Service with proposals from alternaive suppliers to determine whether
using services of an alternative supplier would be more advantageous. PP&L St. 9-R, p. 11.

A CTC that isrecalculated periodically could substantially defeat the benefits of competition for customers.
If competition is effective and retail electric generation prices are lower than projected, PP& L’ s proposed
CTCs would not provide for full recovery of its stranded costs. Thus, the result of alower market price
would be a higher CTC, not savings for customers. St. 9-R, pp. 18-19.

OCA, inits St. 4, pp. 9-14, and OSBA,inits &. 1, p. 12, recommend, based on an assumptiontha PP& L
will be allowed to recover a much lower level of stranded costs than it has proposed, that recovery of
stranded costs be spread over the transition period.

The OCA’sand OSBA'’s proposal would delay recovery of the allowed level of stranded costs and would
impose on PP& L an increased risk tha it will be unable to recover all of its allowed stranded costs if market
conditions change in the future. Moreover, the CTC should be set at the maximum level consistent withthe
rate cap until the allowed level of stranded costs is recovered because this approach will eliminate the
distortions on the electric energy market prices caused by the CTCs at the earliest possible date. PP&L St.
9-R, pp. 22-25.

Various parties in this proceeding have proposed alternative methods for PP&L to recover its stranded costs.
The proposals by other partiesconsist of “levelizing” or otherwise unnecessarily spreading recovery of
stranded costs over time. These proposals are inappropriate. First, they are calculated on the unfounded
assumption that a substantial portion of PP& L’s stranded costs will be disallow ed by the Commission.
Second, levelizing recovery of stranded costs has the effect of shifting that recovery from the early years of
the transition period to the later years. The result is a significantly adverse impact on PP&L’s financial
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indicators in those early years, compounding the financial impact of any disallowance of stranded cost
recovery.

AARP contends that costs should be reallocated so that a larger share of CTC revenuesis derived from non-
residential customers. AARP St. 1, pp. 28-29. In asimilar vein, the Environmentalists contend that the
Commission should take a fresh view of allocating stranded costs among the rate classes. Environmentalist
St. 1, p. 26.

The AA RP and Environmentalist proposals directly contravene the mandate of Section 2808(a) of the Act,
which requiresthat the CTC be established in a manner that does not shift cost recovery either between
classes of customers or within a customer class. The A ct also specifies the manner in w hich this result is to
be accomplished by requiring that stranded costs be allocated in the manner accepted by the Commission in
each electric utility’s most recent base-rate case. AARP and the Environmentalists ignore these statutory
provisions.

The Act provides specific guidance concerning the reconciliation of CTC revenues and stranded costs.
Section 2808(a) of the Act provides that annual CTC revenues shall be reconciled with the amortization of
stranded costs authorized by the Commission for the same period.

PP& L proposes to implement this statutory mandate by following procedures, subject to one exception,
similar to the annual Energy Cost Rate (“ECR”) reconciliation procedures that had been in place in
Pennsylvaniafor many years prior to the Act (St. 3, p. 17). PP&L proposes to track, on a system basis, its
annual CTC revenues and compare those revenues with the annual amortization authorized by the
Commission. PP&L would submit quarterly filings to the Commission reporting the results of the tracking
process. However, in a departure from ECR practice, PP& L would not change its CTC annually to reflect
overcollections or undercollections.

Because PP& L’ s rates will be at the rate caps throughout the transition period, PP& L would be precluded by
the rate caps from recouping from customers any prior period undercollection. A ccordingly, PP&L is
proposing that the collection period be extended or contracted to permit reconciliation of overcollections or
undercollections. That is, if CTC revenues exceed the authorized amortization, the CTC would be
terminated at the appropriate time prior to December 31, 2005. Conversely, if CTC revenues were less than
the amount authorized by the Commission, the CTC period would be extended beyond D ecember 31, 2005.

Section 2808 (b) of the Act provides that the CTC may be included in bills to customers for a period not to
exceed nine years from the effective date of the Act, or December 31, 2005. The A ct further provides,
however, that the Commission "for good cause shown" may order an alternative payment period. This
alternative period may be longer or shorter than the nine-year period. PP&L has shown good cause why the
period for application of the CTC should be extended if CTC revenues during the period ending December
31, 2005, fall short of the level of stranded costs that PP&L is authorized by the Commission in this
proceeding to recover from customers. St. 3, pp. 18-19.

PP& L’ s proposal to extend the period for reconciliation of stranded costs also protects the interests of
customers. First, if the Commission approves PP&L’s proposal to extend the period for recovery of
stranded costs beyond December 31, 2005, PP& L will voluntarily extend the generation-related rate cap to
coincide with the extension of the period for application of the CTC. St. 3-R, p. 26. Second, the CTC wiill
be known and predictable throughout the transition period facilitating comparisons by customers of PP&L’s
BUS Service with offerings by alternative electric energy suppliers Third, PP&L has kept the CTC
mechanism as simple as possible, and has proposed that the reconciliation process not reflect any
calculations of interest on overcollectionsor undercollections of the annual CTC amortization.. PP&L St. 3-
R, p. 25.

OCA has recommended that the CTC be reconciled by rate class. OCA St. 4, pp. 17-18.

There is no support for OCA's proposal in the Act. Section 2808(f) issilent on the subject. Of greater
importance, however, are the facts that OCA’s proposal would not solve the perceived problem that it is
intended to address and that OCA’s proposal would create additional problems. Theproblem that OCA
apparently seeks to address is that stranded cosg recovery will be usage dependent, and different rate classes
will pay more or less than allocated amounts depending on future levels of usage. However, under OCA’s
proposed reconciliation by rate class, this “problem” will remain unresolved for customers within arate
class. Inevitably, customers using more energy in the transition period will pay more than they would under
allocations based on historical usage. Similar problems arise from additions and losses of customers. These
“problems” are unavoidable unless the CTC isto be an entirely fixed charge and based on historical levels
of usage. No party has made such a proposal.
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OCA’s proposal also would have the potential to cause hardship. In rate schedules withfew, large
customers, hardships could be caused to remaining customers if one member of the rate class went out of
business early in the transition period. Problems would be caused also by having the CTC terminate at
different times for different rate schedules. U nder these circumstances, some customers may be able to
switch their service to a rate schedule without a CTC, thereby harming other customers or the Company.

A proper net present val ue determination must recognize al that PP& L’ s stranded costswill be recovered
over seven yearsending December 31, 2005. For the reasons that stranded cogs are discounted to net
present value, PP&L’ s recovery of stranded costs should be inflated to net present value.

Based on the Commission’s Order in PECO, p. 108, the applicable rate to inflate PP&L’s stranded costs to
reflect the fact that recovery will take place over a seven-year period is PP&L’s long term debt cost rate.
See also PP& L St. 19-R, pp. 28-29. Thisrate, which is provided a PP& L ExhibitJRS 1, TabA,
Attachment 1, is 7.89%.

Regardless of the cost rate, however, a substantial portion of PP&L’s assets, including stranded assets are
financed with securities on which PP& L pays dividends that are subject to income taxes. For this reason,
the portions of theamount tobe inflated must be“grossed up” forincome taxes Exhibit RS 1, Tab A,
Attachment 1, provides PP&L’s capital structure and cost rates. Exhibit JRS 1, Tab A, p. 4, provides its
composite income tax rate of 41.4935%. Using these data, that have not been controversial in this
proceeding, produces the appropriate rate to be applied to amounts to be recovered through the CTC over 7
years. Thus, the appropriate overall, pretax rate that should be used to inflate PP&L’s CTC revenues that
will be received over a seven-year period, is10.86%.

PP&L provides interruptible service under three rates schedules (1S-1, IS-Pand IS-T). PP& L proposes to
continue service under these rate schedules following transition to a competitive retail market for electric
generation. Service, however, would be limited to premises presently receiving interruptible service and to
customers who choose to purchase PP&L’ s BUS Service (See, e.g., Exhibit OGK 2, Tariff Electric — Pa.
P.U.C. No. 201, p. 30C).

The CTC for the interruptible rate schedules is calculated in the same manner as for all other rate schedules,
i.e., the remainder after the projected retail price of electric generation and the delivery component of the
rate are subtracted from the fully-bundled rate. Asaresult, the CTCs applicable to the interruptible rate
schedules are extremely small. For example, in 1999, the tailblock CT C under Rate Schedule IS-T is
0.257¢ per kWh, and this amount is reduced every year through 2005 when the tailblock CTC is a negative
0.006¢ per kWh.

These low CTC’s result because the interruptible rates are deeply discounted. These discounts are
generation-related.

Another benefit to PP& L’s system of providing interruptible service is that PP&L can interrupt sales to
interruptible customers when the cost to PP& L of generation serviceis exceptionally high. PP&L St. 11-R,
pp. 3-4.

The benefits of providing interruptible service are available to any alternative supplier of electric energy.
Interruptible service enables an alternative supplier to sell energy, during its non-peak periods, without the
need to construct or purchase generating capacity that would be necessary to meet the additional load.
Moreover, alternative suppliersthat purchase electric energy to resell to their retail customers can interrupt
sales to interruptible customers to avoid costs whenever the price for electric energy ishigh. However, if an
interruptible customer of PP& L purchases electric energy from competing suppliers, the interruptible nature
of the service will benefitthe competing supplier and possibly its customers, not PP& L and not PP&L’s
other delivery service customers.

Certain customers propose to continue to utilize interruptible rate schedulesof PP&L while shopping for
competing generation suppliers. This proposal isillogical. Under these circumstances, the interruptible
customers would continue to receive from PP& L the benefit of a deeply discounted rate for interruptible
delivery service while providing no reciprocal benefitsto PP&L or its customers.

To date, PP&L has never interrupted service under the interruptible rate schedules due to load peaks on
transmission or distribution facilities. To the contrary, all interruptions requested by PP& L have been the
result of generation emergencies on the PIM interconnection, for emergency tests of interruptible service
customers or for economic reasons. St. 11-R, p. 8. Thereis no basis for discounting any such service, and
therefore, no reason for offering such a service.
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The interruptible customers also object to the provisions of PP& L’ sproposed tariff, Exhibit OGK 2, p. 30E,
which give PP&L more discretion in interrupting service for economic load control.

PP& L 's proposed economic load control provision is appropriate to protect PP& L’ s other customers.
Interruptible customers and all other customers using PP& L’ s residual BUS Service will receive bills for
service that are based upon an annualized, average cost of such service, subject to the rate cap. Therefore, if
interruptibl e customersuse el ectric energy when prices are high, the costtha such customerscause PP& L
to incur are shared with other customers if the price does not exceed the rate cap. PP&L’s present tariff
rule, which limits interruptions to 200 hours per year or 2.3 percent of the time (200 + (24 x 365)) is not
sufficient to protect the interest of other customers of PP& L receiving BUS Service.

Interruptible customers' concerns are misplaced because, during interruptions for economic load control,
interruptible customers are not required to terminate use of electric energy. To the contrary, they are only
required to make an economic choice. If an interruptible customer uses electricity during interruptions for
economic load control, its only predicament is that it must play the charges under the interruptible rate
schedule plus PP&L’s estimated cost of replacement capacity and energy (Exhibit OGK 2, p. 30F).

VIII. RATE DESIGN

PP& L has proposed an innovative rate design for its CTC. PP&L’s proposed CTC will be calculated for
customers individually, that is, “customized,” based upon their 1996 usage of electric energy. PP&L’s
customized rate design (“ CRD” ) shifts one half of each customer’s total CTCs from usage-based charges to
fixed monthly CTC customer charges. PP&L St. 9, p. 5.

The effect of the CRD, in comparison with a more traditional usage-based (cents-per-kWh) charge are
several. First, if each customer were to use during any year of the transition period ending December 31,
2005, the same amount of electric energy as it used during 1996, the customer would pay the same total
amount of CTCs under both the CRD and the traditional, usage-based rate design. If, however, a cusomer
were to use more electric energy per year during the transition period than in 1996, the customer would pay
less under the CRD than under the traditional rate design. Conversely, if a customer were to use less
electric energy annually during the transition period than in 1996, the customer would pay more under the
CRD than under the traditional rate design.

PP& L’ s proposed CRD promotes a principal objective of the Act, which isto stimulate growth in the
Pennsylvania economy. The CRD would produce rate reductions for incremental usage over 1996 levels
which will likely be the case f or most customers. For example, GS-1 customers will see a 16% reduction in
their marginal rate; GS-3 will see a 5% reduction; LP-4 customers will experience a 6% reduction; LP-5
customers will experience a 8.5% reduction; GH-1 customers will experience an 11% reduction; and GH-2
customers will experience a 13.5% reduction on incremental usage. PP& L St. 9, p. 33.

The CRD will be calculated individually for each customer. First, each customer’s usage during 1996 will
be priced at rates established in this proceeding using a CTC calculated under traditional, usage based rates.
This amount will then be divided by 12 to determine a monthly amount. One half of the monthly amount
will be added to the customer charge. The remainder will be priced based on 1996 energy usage so that the
annual cost of electric srvice will be unchanged from the annual cost for 1996. PP&L St. 10, pp. 11-12;
PP&L St. 9, p. 33; PP&L Exhibit DAK 1.

The CRD, in addition to providing beneficial rate reductions for incremental usage, has other advantages.
The CRD represents a movement toward marginal cost pricing, enabling cusomers to make better informed
energy usage decisions. The CRD also reduces the distortive effects of stranded cost collection on energy
use while maintaining some continuity with present rates by moving only half of transition charges into
fixed customer charges. PP&L St. 9, p. 6.

OCA has opposed the CRD as causing a shift of costs from customers with increasing usage to customers
with decreasing usage and as being a less efficient rate design. OCA’s basis for this contention is that the
marginal cost of transmission and distribution costs can exceed embedded costs. OCA St. 4, pp. 15-16.

Although PP&L’s proposed CRD would recover less stranded cost from customers that increase energy
usage, there is no prohibition against such arate design in the Act.

OCA’s contention, that the CRD shifts costs, is circular. It is correct only if one assumes that OCA’s
preferred traditional rate design is the only CTC rate design permitted under the Act; OCA's comparison of
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the CRD with the traditional rate design demonstratesthe point that the traditional rate design and the CRD
are different; it does not demonstrate that the traditional rate design is correct.

OCA’s concern is substantially ameliorated by PP& L’ s third option under which all customers may choose
the CTC rate design applicable to them. OCA’s proposal would not promote the economy of PP&L’s
service territory.

OCA 's second concern related to relative levels of incremental transmission costs and embedded costsis
irrelevant. PP&L explained that it has no plans for substantial investments to expand its transmission
system (Tr. 825-26).

PP& L presently offers a series of incentive rates that are designed, by various means, to promote economic
growth in PP&L’s service territory or to improve PP&L’s load factor or both. These rates include riders and
rate schedules and billing options. Riders include the economic development incentive ("EDI") rider, the
industrial development incentive ("I1DI") rider and the Competitive Rate Rider (“CRR"). Billing options
available under certain rate schedules include demand free days and time of day ("TOD") billing options.
Rate schedules include the Price Response Service, Rate Schedules PR-1 for firm service and PR-2 for
interruptible service and Residential Thermal Storage ("RTS") service.

Many of the incentive ratesin PP&L’s presently-ef fective tariff are scheduled to ter minate in the relatively
near future. PP&L St. 11, pp. 8-13. Despite the fact that these incentive rates, as a result of prior
proceedings before the Commission, are scheduled presently to terminate in the near future, PP&L has
proposed to continue these rate schedules, under which certain customers receive substantial benefits.

PP&L St. 11, p. 14. PP&L's proposal to continue these incentive rates isbased upon its interpretation of the
rate cap in Section 2804(4) of the Act. The practical effect of phasing out these incentive rates would be
that affected customers would pay more for service than they would pay if the incentive rateswere
continued.

PP& L proposes to limit incentive rates to customers presently served under them and to limit the availability
of incentive rates to customers who use PP&L’s BU S Service for energy supplies because all of these
incentive rates were designed to increase utilization of PP&L’s generation resources or improve the
efficiency in use of PP&L’s generation resources or both. St. 11-R, pp. 3-4, 8-9. The benefits of the
incentive rates are not related to PP& L’ s delivery srvice. Ingead, they are designed to benefit the provider
of generation services. Any incentives or discounted rates should be offered by the energy suppliers, not the
delivery service supplier. Discounting delivery service ratesto improve utilization of generation facilitiesis
arelic of vertically integrated utility service and bundled rates that makes no sense once a competitive retail
electric energy marketis established. PP& L proposestha the incentive rates beretained only for PP& L
BUS Service customers. In thisway, to the extent that customers improve the load profile and utilization of
BUS Service, thereby creating benefits that can be shared with other BUS customers of PP&L , PP&L will
continue to make incentive rates available. Otherwise, incentive rates are not proper and should not be
included in delivery service rates.

The Act provides that any customer returning to BUS Serviceisto be treated as a new customer. Because
new customers are not eligible for incentive rates, returning customers similarly are not eligible for these
incentive rates under Section 2807(4) of the Act.

PP& L proposes the following changes to existing tariff rules:

Rule 4 is changed to indicate that the Company may upon request supply
services over and above those which the Company would normally provide, if
the customer agrees to pay the Company afair and non-discriminatory price for
those related services.

Rule 9E was changed to indicate tha the Budget Billing interest rate is changed
from the number 1% per month to 1-12 of the average of 1-year Treasury Bills
for the months of September, October, and November of the previous year.

Tariff Rule 9E was changed to conform to the amendments to the Commission’s regulation at 52 Pa. Code
§ 56.57.

Rule 6A has been amended to exclude fuel supply disruption from qualifying for
backup power supply.
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E(5)has been added to the tariff to indicate tha a customer-9ecific, fixed, per
month CTC developed by the Company, which will equal 100 percent of the
customer’ s estimated CTC revenue, will be applied if the customer elects to
install on-site generation on or after January 1, 1999.

Provision E(5) was based on Section 2808(a) of the A ct, which permits recovery through a non-bypassable
CTC of stranded costs from customers with new on-site generation facilities. Under Section 2808(a), the
CTC for such customer should be fixed and recover the customer’s fully allocated share of stranded costs.

None of the tariff changes have been controversial.
Section 2804 (9) of the Act requires that:

The commission shall ensure that universal service and energy conservation
policies, activities and services are appropriately funded and available in each
electric distribution territory. Policies, activities and services under this
paragraph shall be funded in each electric distribution territory by
nonbypassable, competitively neutral cost-recovery mechanisms that fully
recover the costs of universal service and energy conservation services.

PP&L has allocated its universal service costs on a cusomer basis. PP&L St. 3R, p. 36. Thisis the manner
in which such costs have been allocated in cost of service studies accepted previously by the Commission in
PP& L 's most recent base-rate proceeding at D ocket No. R-00943271.

OCA, inits St. 6-S, pp. 15-23 and OTS, inits St. 2, pp. 2-8, have raised issues concerning the manner in
which rates are to be designed to recover PP& L’ s costs of providing universal service activities and
services. OTS and OCA have recommended the universal service charges be allocated on an energy, or per
kWh, basis.

The Act expresses strong support for continuity of rates based on each electric distribution company’s most
recent base-rate proceeding. See 66 Pa.C.S. § 2808(a).

PP& L 's stranded costs exceed maximum CTC rev enues under the rate cap during the transition period.
Therefore, it is not possible to reallocate universal service costs without violating the rate cap applicable to
customers that would receive a greater portion of universal service costs than would be allocated to them
under PP& L’s proposal.

OCA also provides an alternative allocator usng non-production revenue as the basis for allocating
universal service charges. OCA St. 6-R, pp. 20-22.

The OCA's alternative proposal suffers from the same deficiencies asits original proposal to allocate
universal service costsbhased upon energy or KWh usage.

Under FERC Order No. 888, PP&L has proposed, subject to approval of the Commission and FERC, that its
facilities operating at voltage is of 69 kV and above are trangmission facilitiesand that facilitiesoperating at
less than 69 kV are local distribution facilities. No party produced evidence contesting PP&L’s analysis.

PP& L 's proposed unbundling of delivery chargesis summarized at pp. 5-7 of PP&L St. 9-R. PP& L is
proposing to unbundle its delivery chargesinto two principal categories, transmission and distribution. Itis
appropriatefor the delivery charge to be divided in this manner s that retail customers can perceive correct
price signals resulting from taking power at dif ferent transmission voltages under alternative supply
arrangements. Further, the unbundling of delivery charges into distribution and transmission chargesis
required under Section 2804(3) of the A ct.

Transmission service, however, must be further unbundled. Retail access customers of PP&L will be
required to utilize transmission services from PIJM under the PIM O pen Access Transmission Tariff.
Customers will pay unbundled char ges for transmission service and related ancillary services as specified in
the PIM Open Access Transmisson Tariff. The services will be identified and chargestherefor esablished
by FERC. St. 12-R, pp. 8-9.
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OCA and OT S have contended that charges for universal service should be unbundled from distribution
service charges as a separate line item on bills to customers. OCA St. 6, p. 45; OTS St. 3, p. 7.

The OTS and OCA proposal would cause customer confusion. Charges for universal service are “non-
bypassable.” Section 2804(9). Unbundling services ona customer’s bill is appropriate only if the customer
has some choice with regard to the unbundled expense. Customers cannot decline to pay charges for
universal service; customers cannot obtain universal services from any other provider, at least through the
end of the transition period. Consequently, there is no point to having charges for universal srvice
unbundled into a separate billing line item. Thisis particularly true given thesmall amount of the per
customer size of the universal service charge. Itisfar more appropriate to bring the universal srvice
charges to cusomers’ attention by means of a billing message rather than as an unbundled lineitem on each
customer’s bill. PP&L St. 10-R, p. 6.

IX. PHASE-IN ISSUES
The Act mandates the following phase-in schedule for retail access:

[T]he following schedule for phased implementation of retail access shall be
adhered to unless a determination is made by the commission under subsection
(c) [which allows for an additional six month transition period under certain
circumstances]:

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

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

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

66 Pa.C.S. § 2806(b). The Act gives the Commission specific instructions: “The time line for the
transition to and phase-in of direct access to competitive electric generation shall be inaccordance
with section 2806.” 66 Pa.C.S. § 2804(11).

PP& L 's proposed phase-in schedule tracks that mandated by the Act. PP& L St. 14-R, p. 4.

Enron, OSBA and PPLICA witnesses believe that thismethodology should not apply to the selection
commercial and industrial customers, based on the possibility that non-participating customers may suffer a
competitive disadvantage over participating customers. Enron St. 5.0, pp. 19-20; OSBA St. 1, pp. 51-52;.
PPLICA St. 1, pp. 58-59.

PPLICA witness Stephen Baron asserts that the most appropriate methodology for slecting industrial
customers is on a first-come, first-served basis, withthe customer designating a desired level of load for
participation. PPLICA St. 1, pp. 58-59. If there is an over-subscription of load, Mr. Baron proposes a pro-
rata reduction to each subscriber’s nominated load. To alleviate any remaining com petitive disadvantages,
Mr. Baron proposes that PP& L begin selection for the second phase and implement such a selection process
by permitting retail access for up to 66% of peak load beginning January 2, 1999. PPLICA St. 1, p. 59.

Enron witness Mr. Bowen advocates a similar approach. Under Enron’s proposal, Enron would be willing
to accept the “first through the meter” approach, where Enron would supply the first portion of the
customer’ s electricity received in a given hour and the EDC w ould supply the remainder. Enron would also
be willing to “follow the customer’s load” and provide a fixed percentage of its customers’ load throughout
the day. Enron St. 5.0, p. 20.

OSBA witness Robert Knecht suggests a variation on PPL ICA’s and Enron’s approach to apply to
commercial customers. He suggests that minimum levels of customer participation be set for the GS rate
classes for each of two phase-in years. Under Mr. Knecht’s proposal, if arate class is over-subscribed and
the random drawing produces too few customers, those few customers selected should be limited in the
amount of their load that is subject to competition. OSBA St. 1, p. 53.

The phase-in schedul e established under the Act is mandatory. The Act requires the Commission to
establish regulations specifying that, within each customer class, the customers that are eligible for direct
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access during the phase-in period shall be determined by the Commission on afirst-come, first-serve basis
“unless otherwise determined by the commission . . . to prevent competitive disadvantages among
similarly situated customers within a customer class.” 66 Pa.C.S. § 2806(4). Neither Enron, OSBA nor
PPLICA has made a showing of specific competitive disadvantage sufficient to justify a departure from the
statutory presumption that the phase-in period will occur in the three stages established in Section 2806 on a
first-come, first-served basis. PP& L St. 14, p. 5.

Customers who are participating in the PP&L’s pilot program can enroll in and will be selected for retail
access as dexcribed above, with oneexception. Customerswho are particpaing in PP&L’s pilot program,
but which are not selected f or the first or second phase of retail access can elect to be “grandfathered” into
retail access. However, customers in the Primary and Transmission/Subtranamission groups who have load
limitsin the pilot program will be limited to that level of load when “grandfathered” into retail access.

PP& L St. 14, pp. 4-5. No party has opposed these procedures. They are reasonable and should be
approved.

X. CODE OF CONDUCT

The Commission is in the processof developing regulations concerning Customer Supplier Interaction at
Docket No. M-00960890.F0011 and has opened a rulemaking to receive comments on the recommendations
contained in the Final Report of the Competitive Safeguards Working Group (“CSWG”).

PP& L proposes that the Code of Conduct set forth in the tesimony of Robert M. Geneczko, PP& L St. 13-R,
Exh. RMG-4, should govem the relationship between its EDC and EGS until regulationsof general
applicability are adopted.

The FERC required utilities in Order N o. 889 to adopt standards of conduct designed to functionally
separate transmission and generation functions and to prevent transmission providers from giving
themselves an undue preference over their cugomers though the exchange of “insider” information between
the company’s system operators and employees of the public utility, or any affiliate, engaged in wholesale
marketing functions. See 18 C.F.R. § 37.4. PP& L plansto extend its Order N o. 889 Code of Conduct to its
retail transmission operations. PP&L St. 13, p. 5.

PP& L’ s proposed Code of Conduct will govern the relationship between PP& L’ s Generation Supply Group
and its the Electric Delivery Group.

PP&L’s proposd Code of Conductis st forth in PP&L Exhs. RMG 2 and RMG 4; it is discussed in PP& L
St. 13-R. PP&L’s proposed Code of Conduct tracks the principlesadopted by the Competitive Safeguards
Working Group. Specifically, the Retail Access Code of Conduct provides for:

* Open, Non-Discriminatory Access to and Pricing of Regulated Monopoly Services. PP&L Exh.
RMG 2, pp. 4-5; PP&L Exh. RM G 4, pp. 1-2.

* Prohibitions on Conditioning (Tying) of Accessto Monopoly Services on Purchase from
Generation Supply. PP&L Exh. RMG 2, pp. 4-5; PP&L Exh. RM G 4, p. 2.

* Non-Discriminatory Dissemination of Disclosed Mark et and Competitively Sensitive Information.
PP&L Exh. RMG 2, pp. 3-5.

* Confidentiality of Customer and Supplier Information. PP&L Exh. RMG 2, p. 4; PP&L Exh.
RMG 4, p. 1.

* Segregation of Personnd and Information by Group. PP&L Exh.RMG 2,p. 1, PP&L Exh. RMG
4, p. 1.

* Restriction of Information Trander Via Personnel Assignment. PP&L Exh. RMG 2, pp. 2-3;
PP&L Exh. RMG 4, p. 1.

* Separate Cost Allocation, Books, and Records. PP&L Exh. RMG 2, p.5; PP&L Exh. RMG 3, p. 2.
* Enforcement of Employee Education in the Codes of Conduct. PP&L Exh.RMG 2, pp. 5-6; PP&L
Exh. RMG 3, p. 2.

* Compliance Reporting, Auditing and Dispute Resolution. PP&L Exh. RMG 2, p. 6; PP&L Exh.
RMG 3, p. 2.
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Enron witness Mr. Dirmeier asserts that PP& L’ s proposed Code of Conduct would lead to customer
confusion because it does not go far enough to prevent PP& L’ s non-regulated operations from using the
name of the EDC in a manner in w hich customers could reasonably imply that the electric generation supply
is being provided by PP&L as the EDC rather than PP& L as the electric generation supplier. Enron St. 6.0,
p. 31-33; see also Enron St. 6.1, pp. 1-2.

There will be no customer confusion under PP& L’s proposal by the use of the name “PP&L Energy Plus’
because as described by Mr. Geneczko, PP& L will clearly and explicitly distinguish delivery service and
generation supply service as sparate operations. Tr. 553.

The evidence shows that prohibiting PP&L’s Generation Supply Group from using the PP& L name wiill
lead to customer confusion and may deceive customers. Tr. 459 (8/18/97). Mandating the use of a different
name would deprive consumers of the added assurance of quality and price derived from putting the
parent’s reputation at stake.

Enron witness Mr. Dirmeier asserts that if there is value in PP&L’s name, then the name should not be
conferred without compensation. Enron St. 6.0, pp. 28-29, Enron St. 6.1, pp. 10-11.

The payment of aroyalty is ingppropriatefor several reasons. First the utility’s name is not a ratepayer
asset. The imposition of a royalty would constitute a requirement that a regulated company dedicate its
intangible assets, for which ratepayers have never paid and do not own, to the ratepaying public. Second, a
percentage roydty, which is one type of royalty tha has been proposed in other jurisdictions, does not bear
any relationship to cods or benefits from the association of the affiliate with the utility and would be
difficult if not impossible tovalue.

PP& L's proposed Code of Conduct provides that the Electric Delivery Group will not favor the Generation

Supply group in any marketing of energy supply products. In addition, PP&L witness Mr. Geneczko agreed
during the hearing that PP& L’s Generation Supply Group will have access to bill inserts on the same terms

and conditions as other electric generation suppliers. Tr. 586.

As clarified by Mr. Geneczko at the hearing, PP&L’s Electric Delivery group may engage in joint
marketing of energy supply products with PP&L’s Generation Supply group, but will only do soas long as
comparable opportunities are available to other suppliers and the purpose of the joint effort is economic
development. The Electric Delivery group still has an interest and community responsibility to facilitate
economic development, but is indifferent, however, as to which alternate suppliers provide the energy part
of the package. It will inform alternative suppliers of any such arrangements on a “rather immediate” basis,
which may include posting such arrangements on OASIS. Tr. 583

Several intervenors suggested that PP& L should be required to offer any surplus pow er to Alternate
Suppliers.

Such a requirement would be an intrusion into the competitive process that the Act has determined “will no
longer be regulated...” 66 Pa. C.S. § 2802(14). Moreover, such a requirement would be beyond the
Commission’s jurisdiction. The sale of surplus power to Alternate Suppliers is a wholesal e transaction that
falls squarely within the FERC’ s exclusive jurisdiction under the Federal Power Act (“FPA™). Section 201
of the FPA givesthe FERC plenary, exclusive and non-delegable jurisdiction over such sales. 16 U.S.C. §
824(b)(1).

Enron witness Mr. Dirmeier suggests the need for an internet bulletin board to document «a// information
shared between the Electric Delivery Group and the Generation Supply Group.

This recommendation is far too broad and is not supported by any provision in the Act.

Enron has proposed that in the time before direct access begins to be phased in, PP& L should not be
permitted to enter into“market priced” contracts unless PP& L first offers to competitive suppliers the
opportunity to bid to provide service to the customer and that custo mers who entered into such contracts
subsequent to the date on which the Act was passed to cancel such contract. Mr. Dirmeier admits that he
has no information that would lead him to believe that PP& L is engaging in the behavior he would prohibit.

Enron's request that the Commission “open up” pre-existing market-based contract is a transparent attempt

to gain Commission intervention in competitive market to favor PP&L’s competitors. PP&L St. 1-R, pp.
51-52.
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Until Commission gandards for uniform, state-wide standards of conduct are adopted, PP& L’ s proposed
Code of Conduct should govern the relationship betw een its Electric D elivery Group and Generation Supply
Group.

Several intervenors have argued in this proceeding that customer metering and billing services should be
unbundled from other EDC customer services in order to create an additional opportunity to provide value-
added services to consumers. See Enron St. 4.0, p. 3.

The Commission concluded in the PECO Order that Section 2807 of the Act, which sets forth the duties of
electric distribution companies, does not assume that any additional unbundling is required and that “EDC’s
continue to have the duty to provideall distribution services, including metering and billing, in compliance
with existing Commission requirements.” PECO Order at 138-39. Therecord established in this
proceeding mandates the same conclusion.

Several intervenors have argued in this proceeding that customer metering and billing services should be
unbundled from other EDC customer services in order to create an additional opportunity to provide value-
added services to consumers. See Enron St. 4.0, p. 3. The Commission has addressed these issues through
various working groups, rulemakings and Orders. Although section 2804(3) of the Act provides that “the
Commission may require the unbundling of other services” in addition to basic unbundling of transmission,
distribution, and generation services, the Commission concluded in the PECO Order that Section 2807 of
the Act, which sets forth the duties of electric distribution companies does not assume that any additional
unbundling is required and that “EDC’s continue to have the duty to provide all distribution services,
including metering and billing, in compliance with existing Commission requirements.” PECO Order at
138-39.

Asindicated the Commission’s rulemaking at Docket No. L-00970120, the Commission has decided that it
is unnecessary to unbundle metering as a competitive service at this time. In that rulemaking, the
Commission outlined the standards and proceduresto ensure that customers have real options for
competitive metering while retaining all physical work related to metering as a regulated EDC function.

The Commission decided in the PECO Order that all customers may, in conjunction with their EGS, request
use of a“qualified meter” that hasbeen approved by the Commission based on the recommendations of a
working committee composed of interested parties. The Commission will ensure that the list of qualified
meters includes all meters necessary to support market services such as two-way communication, remote
readings, time-of-use capability, and net metering.

PP&L witness A nthony M. O smanski indicated PP& L’s support for open system architecture for all
metering services hardware and software. PP&L St. 21-R, p. 3. PP&L advocates the use of the standards
currently being developed by the IEEE SCC-31 Standards Coordinating Committee. PP&L St. 21-R, p. 12.

Enron witness Raymond W. Bowen, Jr. suggests that payments received from customers by PP&L should be
applied to services provided by PP&L and services provided by the supplier on a pro rata basis. Enron St.
5.0, pp. 16-1.

As Mr. Bowen acknowledged at the hearing, however, if payments are provided to the supplier on a pro rata
basis, the amount of the EDC’ s non-recovery will increase. Tr. 1339-40 (8/22/97). Despite this fact, Mr.
Bowen asserts that an increase in the amount of the EDC’ s non-recovery would not increase the EDC’ s cost
of providing service. Id.

The Commission has already considered and rejected the pro rata payment approach advocated by Enron.
See Final Order Re: Guidelines for Maintaining Customer Services at the Same Level of Quality Pursuant
to 66 Pa.C.S. § 2807(D), and Assuring Conformance with 52 Pa. Code Chapter 56 Pursuant to 66 Pa.C.S. §
2809(E) and (F) (entered July 11, 1997). Instead, the Commission decided that the “priority” method of
applying partial payments ispreferable to the “prorata” method, particularly in terms of administering the
process and complying with applicable Chapter 56 provisions at 52 Pa. Code 8§ 56.23 and 56.24. Order at
32-33.

Enron witness Richard D. Tabors urges the Commission to require PP&L to make its PIM -allocated intertie
benefits available to either its former retail customers who choose an alternative generation supplier or to
that customer’s supplier. Enron St. 8.0, p. 3.

It is well-established that the rates, terms and conditions of wholesales sales of pow er by public utilities fall
squarely within the FERC’ s exclusive jurisdiction under the Federal Power Act (“FPA™). Section 201 of the
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FPA givesthe FERC plenary, exclusive and non-delegable jurisdiction over such sales. 16 U.S.C. §
824(b)(1). Therelief sought by Enron is beyond the scope of the PUC’s jurisdiction, pow er and authority.

The Commission issued a Proposed Rulemaking Order Establishing the Standards for Changing A
Customer’s Electric Supplier at Docket No. L-00970121 in April 1997, which provides that a change of a
customer’ s supplier may be initiated once the EDC has received direct oral confirmation from the customer
or written evidence of the customer’s consent. Under the proposed rules, “written evidence of the
customer’ s consent” islimited to a document signed by the customer, the sole purpose of which isto initiate
a change of electric suppliers.

Enron witness Mr. Bowen believ es that the “written evidence” requirement should not require “direct”
written communications from the customer through a letter of authorization or an agency agreement, nor
should itrequire tha the customer execute the document submitted to the EDC. Rather, Enron believes that
“written evidence of the cugomer’s request’ should indude any document which evidences to the EDC that
customer consent was received by the supplier.

PP& L 's proposal accomplishes the same goal as the Commission’s proposed regulations—to ensure that a
customer consents to the switching of its generation supplier. Under PP&L’s proposal, an alternative
supplier may provide written notification to PP&L of a customer’s decision to purchase electricity from that
alternative supplier. The Company will then send the supplier’ swritten notification to the customer and
request that the customer inform the Company if any of the information isincorrect or inaccurate. If the
customer does not respond, the Company will assume the supplier’s notification information is correct.
PP&L St. 14, p.6.
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XI. Customer Education

As explained by PP&L’s witness, Dawn G. Lennon, the key principles of PP&L’s CCEP are:

* PP& L will provide clear, balanced and practical explanations of w hat customer choice is, how it
works, what the risks and trade offs are, and how to select an electricity supplier.
* PP&L will be recognized as a consistent, reliable and trustworthy source of information on

customer choice.
* PP&L will separate customer choice education efforts from sales and marketing initiatives.

* PP&L will produce customer choice educational materials which are easy to read and undersand
and which meet high standards of objectivity.

* PP&L will pursue partnerships with the Commission and with educational, service, and consumer
organizations in the development, implementation, dissemination, and evaluation of educational materials
and programs on customer choice.

* PP&L will continue its customer choice education efforts to address new needs and changes,
ensure understanding, and provide ongoing support for customers.

PP& L St. 17, pp. 4-5. PP&L’s CCEP includes reliance on community based organizations (“CBOs") and
other shareholder groups to assist PP&L in its education efforts.

PP& L’ s Customer Choice Handbook is the centerpiece of its CCEP. It will include an overview of
restructuring of theelectric utility industry, an explanation of customer choice and how it works, consumer
protection tips, worksheets for determining the customer’s choice of suppliers and answers to important
questionsabout the retail access market place.

In addition to the Handbook, PP&L will offer interactive telephone technology and presentations by
customer choice educators. PP&L will sponsor a Cugomer Choice Education Advisory Committee
composed of leaders from consumer, education and community organizations to oversee the development of
customer choice educational workshops for target groups. The group will develop the details of the
consumer education plan, commission the development of materials design the methods of dissemination,
analyze evaluation research on the program and ensure that PP& L’s consumer education program provides
balanced and unbiased know ledge to customers.

PP&L’'s CCEP is designed to be implemented on alocal level by PP& L and various community based
organizations. Nevertheless, PP&L will support and actively participate in a statewide effort if the
Commission ultimately determines that such an effort is appropriate. As Ms. Lennon emphasized, however,
a statewide effort alone cannot effectively educate customers. PP&L St. 9-R, p. 48.

PP& L disagrees with Enron witness Mr. Bowen’s recommendation that the Commission or an independent
third party under the Commission’s supervision prepare and distribute educational information on a
centralized basis. Enron St. 5, p. 28-29. While a Commission-led customer education program can be part
of asuccessful education campaign, it cannot substitute for local customer education programs, which are
best developed and implemented on a service territory by service territory basis.

PP&L has an obligation under the Act to provide balanced unbiased information from which customerscan
make an informed decison to exercise choice. Spedfically, Section 2807(d)(2) of the Act requireseach
EDC to provide adequate and accurate customer information to enable customers to make informed choices.
Section 2807 (d)(3) of the A ct further directs the Commission and each electric distribution company at to
implement a consumer education program informing customers of the changes in the electric utility industry
prior to the implementation of any restructuring plan.

The Commission recently initiated a proceeding regarding the Creation and I mplementation of a Statewide
Consumer Education Program for Electric Restructuring in the Commonwealth of Pennsylvania, Docket No.
M-00981036 (entered Jan. 16, 1998). Asthe Commission recognized, “[p]articipation in a statew ide media
campaign or the use of CBOs on a local level does not eliminate the requirement that the EDCs actively
participate in the comprehensive consumer education program at the local level” Order at 7.
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The most useful tools to educate are reference materials (print, audio and website) that customers can access
and revisit. While the use of mass media can be an effective tool to create customer awareness, it must be
followed by information such as brochures, pamphlets, direct mail and other forms of communication to
reinforce the “soundbite” messages of amedia campaign. The best way to educate is to mobilize and equip
people in the community using community-based organizations Tr. 2009 (8/29/97).

PP&L provided the OCA with afive year preliminary budget for its CCEP. PP&L St. 17-R, Exh. DGL-2.
This budget will allow PP& L to meet the gated objectives of its CCEP.

PP&L 's CCEPis based on extensive cusomer research. PP&L St 17-R, p. 5-6. Based upon inputfrom a
variety of stakeholders, including the results of an independent customer research project, PP&L is revising
its Customer Choice Handbook to provide education to consumers as the phase-in of full retail competition
begins. Tr. 1974.

Evaluation of PP&L’s overall education efforts will be ongoing throughout the transition to retail
competition. PP&L St. 17, p. 7. PP&L’s research will continue to focus on what customers know and
understand about choice, the best vehicles for obtainingthis information, the most credible sources of
information, the usage profile and related demographics. Customers already surveyed will continue to be
surveyed and compared to new customers. PP&L will share this information with the Commission.

Separation of PP&L’s CCEP and its communications and marketing efforts is one of the key principles of
PP& L’ s proposal. PP&L will not use its CCEP to market competitive business products. PP&L St. 15-R, p.
22. Its education efforts will not favor one supplier of energy or capacity over another. PP&L St. 17-R, p.
22-23. Customer choice education initiatives will be managed by the Company’s Services department and
customer information will be managed by Corporate Communications department. PP&L’s marketing
activities will seek to promote products and services through either its Delivery Services & Economic
Development department or through its Generation Supply Group.

Enron witness Mr. Bowen suggests that PP& L’ s name should not appear on customer education
communications. Enron St. 5, p. 31.

This proposal should be rejected. As staed by Ms. Lennon: “To develop and disseminate consumer
education materials and not to put the Company name on them would be deceptive. Consumers are entitled
to know where any materials come from so they can ascertain for themselves whether or not to accept the
messages in them.” PP&L St. 17-R, p. 23.

XII. Universal Service

PP& L has been among the industry leaders in implementing programs to address customer and com munity
needs, especially those of low-income customers. In 1996, the Company’s annual funding level for
universal service programs and energy conservation programs was over $7 million. The Company has
reviewed its exiging programsand concluded tha it must continue its leadership role inthis area. As
outlined in the testimony, of Timothy R. Dahl, PP&L plans toincrease its annual funding for universal
service programs and energy conservation programs from a current level of $7 million to approximately
$14.3 million by the year 2002. PP&L St. 16, p. 4.

Section 2802(10) of the Act provides that “the commonw ealth must at a minimum, continue the protections,
policies and services that now assist customers who are low-income to afford electric service.” Section
2802(17) specifies that the public purpose of the programsis to be “promoted by continuing universal
service and energy conservation policies, protection and services and full recovery of such costsisto be
permitted through a non-by passable rate mechanism.”

PP& L operates five programs that provide energy assistance to low-income customers. PP&L St. 16, pp. 8-
13. These programs and their current level of funding are as follows:

Customer Assistance and Referral Evaluation $ 260,000
Sercive (“CARES")

Operation HELP $ 795,000
Winter Relief Assigance Program (WRAP) $3,023,300
Keep Warm Plan $1,000,000
On Track Payment Program Pilot $2,000,000

Total $7,078 300
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The Company is proposing to move OnTrack from its pilot phase to a full-time program. The level of
enrollment would be increased from 1,040 customers to about 10,000 customers by the year 2001. This
“ramping up” of OnTrack articipates an increase of 3,000 new participantsannually. The expanded
OnTrack program will target customers who have annual household income at or below 150 percent of
poverty; are payment troubled; and hav e an overdue electric bill.

There are approximately 58,000 customers who may be eligible for OnTrack based on the above
characteristics. PP&L St 16, p.19. As aresult, PP&L plans to concentrate the program on low-income
customers who have a demonstrated inability to pay and may be subject to service termination.

PP&L plans to increase its expenditures by over $7 million dollars above current funding levels. The annud
level of funding for OnTrack will be expanded from $2 million to $9 million over a three-year period
beginning January 1, 1999. Because PP&L will continue to solicit donations from its customers and
employees, donations to Operation HEL P are expected to increase annually. PP&L proposes to maintain the
current level of annual funding for CARES, WRAP, and the Keep Warm Plan. PP&L St. 16, pp. 17-18.

In general, intervenor witnesses propose increases in funding levels for universal service and energy
conservation programs, in some cases to over three times current levels, and expansion of the programs’
eligibility criteria. See, e.g., testimony of OCA witness Ms. Nancy Brockway; CEO witnesses Mr. Michael
Karp, Mr. Craig K uennen, and Mr. Geoffrey Crandall; and AA RP witness Mr. M ark Cooper. These
proposals are not supported by the Act or the evidentiary record inthis case.

The primary intent of the universal service provisions of the Act is to ensure that current protections for
low-income consumers are maintained in a competitive generation market. 66 Pa.C.S. § 2802(10).

The funding levels proposed by CEO, OCA and AARP simply were not envisioned by the Act. The intent
of the Act is to restructure the electric utility industry to ref lect competitive forces in the marketplace, not to
implement a broad ex pansion of customer assistance programs.

As abasis for establishing the level of need for universal service and energy conservation programs, CEO’s
Mr. Kuennen presents information derived from the U. S. Census about poverty rates and the number of
low-income households in PP&L’s service area.

The 1990 U. S. Censusdata for the Company’ sservice area show that approxi mately 177,000 PP& L
customers are at or below 150 percent of the federal poverty guidelines. This guideline is the proposed
eligibility standards for programs such as OnTrack and WRAP. How ever, most of these customers
(approximately 70 percent) pay their electric bills and are not in arrears with PP&L . PP&L St. 16-R, p. 7.

It would be counterintuitive for the Company to encourage customers who have been paying the full amount
of their electric bills to join OnTrack and begin paying only a portion of their bills.

48% of the capital expenditures necessary to operate PP&L’s facilities for the period 1997 through 2001
will be incurred to ensure environmental compliance. Projected capital costs after 2001 include individual
environmental compliance projects that likely will be required at each facility. PP&L St. 10-R, pp. 37-38.
As Mr. Krall explained. PP&L St. 10-R, p. 38):

A significant portion of thesecosts are to comply with provisons of the CAAA
[Clean Air Act Amendments]. These costs include Selective Catalytic Reduction
and Selective Non-Catalytic Reduction systems for NO x reductions beyond those
already achieved with the installation of Reasonably Available Control
Technology in order to comply with the likely requirements of Title | of the
CCAAA [sic]. Other costs include scrubbers to remove air toxicsand fine
particulates to comply with Title 111 of CAAA. For the years 2003, 2004, and
2005, 54% of the $429 million of capital identified, or $230 million, will be for
compliance with the CAAA, alone.

Mr. Schoengold offers no evidence to support his claim that existing plants enjoy a competitive advantage
under the current environmental regulatory scheme. PP&L St. 10-R, pp. 39-40.

OCA witness Ms. Brockw ay recommends that PP& L’ s annual funding for OnTrack and weatherization
(WRA P, Keep W arm Plan) should be $11.7 million and $4.7 million, respectively. OCA St. 6, pp. 23, 34.
Ms. Brockway’s proposal represents an increase in the funding levels suggested by PP& L of 30 percent
(OnTrack) and 17.5 percent (WRAP and Keep Warm Plan). AARP witness Mr. Cooper has gated that deep
discounts should be made available to all low-income households. AARP St. 1, pp. 25-26. The cost of
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extending OnTrack credits to all of PP&L’s low-income customers would be prohibitive. The average
OnTrack credit is $50 per month, or $600 annually. PP&L St. 16-R, p. 9. The cost of extending the credits,
as Mr. Cooper suggests, would exceed $106 million annually (177,000 x $600).

CEO witness Mr. Kuennen recommends that PP& L target 40 percent of low-income households
(specifically, 71,000 customers) for participation in OnTrack. CEO St. 1, p. 22. OCA witness Ms.
Brockway suggests that PP& L should serve 18,500 customersin OnTrack. OCA St. 6, p. 30.

These proposals present three significant problems: 1) it would be impractical to effectively identify,
interview, and enroll tensof thousands of customers; 2) the costs would be prohibitive; and 3) good-paying
customers would be encouraged not to pay under the CEO’ s proposal.

Mr. Kuennan and Ms. Brockway also advocate increased funding levels for the basel oad program under
WRA P. Asacknowledged by Ms. Brockway, each utility should tailor its energy conservation programs to
address the conditions in its own service area. Tr. 2042.

Given that PP&L has the highest electric heat saturation rate of the eight major Pennsy lvania electric
utilities PP&L Cr. Exam. Exh. 12, PP& L has properly chosen to focus its weatherization activities on
electric heat customers.

CEO witness Mr. Kuennan and OCA witness Ms. Brockway suggest that PP& L’ s current level of write-offs
and credit and collection expenses associated with non-OnTrack low-income customers could be
“transferred” to fund an expanded OnTrack Program rather than booking write-offsand credit and
collection expenses asociated with these amounts in essence reducing its billingsto these customers. CEO
St. 1, p, 26; OCA St. 6, p. 26.

Ms. Brockway’ sproposal is inappropriate becauseit is based onthefalse assumption that low-income
customers do not pay any portion of their bills. PP&L’s experience shows that |ow-income customers, even
those that are payment-troubled, do often pay some amount towardtheir bills. For example, PP& L
evaluated ap proximately 1,000 very low -income customers (at or below 110% of the federal poverty
guidelines) and determined that even those customers pay PP&L six or seven times per year. Tr. 1948.

PP& L supports the OCA’s recommendation to allow OnTrack customers to choose Alternative Suppliers
subject to three important conditions. First, OnTrack participants w ho select an A Iternative Supplier would
be required to receive a single bill from PP& L. Second, as a condition of serving OnTrack customers,
Alternative Suppliers would agree to discount the energy portion of the supply bill by a percentage equal to
the overall percentage reduction established pursuant to the OnTrack program. Third, the Alternative
Suppliers would agree to absorb the supply portion of the revenue shortfall that is written off monthly for
OnTrack customers.

A key objective of OnTrack is to encourage and deve op good pay ment habits anong customers PP& L
proposes to off er one bill to OnTrack customers who choose an Alternative Supplier. A combined bill
would streamline administrative procedures for the OnTrack agencies and reduce confusion for customers.

PP& L’ s average monthly electric bill for low-income, payment-troubled customers is about $88, and the
average monthly electric bill for OnT rack customersis $47. In other words, the Company provides a
monthly bill reduction of $41, or 53 percent. This revenueshortfall is written off monthly. PP&L St. 16-R,
p. 22. PP&L recommends that Alternative Suppliers provide a pro rata reduction in energy supply charges
to those OnTrack customers who choose an Alternative Supplier. Without such a pro rata reduction, the
evidence shows that the amount of the monthly bill reduction could reduce the transmission and distribution
portion of the customer’s bill to less than zero.

PP&L also believesthat Alternative Suppliers should share in the costs of the revenue shortfall associated
with OnTrack customers. Generation accounts for approximately 25 percent of the bill, and using the above
example of the $41 revenue shortfall for the average OnTrack customer, an Alternative Supplier would be
responsible for $10.25 of the write-off. The remaining $30.75 would be assigned to PP& L. Because the
revenue shortfall includes some generaion charges itis fair for Alternative Suppliers to assume
responsibility for the portion of their the revenue shortfall. PP&L’s proposal would treat both PP& L and the
Alternative Supplier on the same basis w hile satisfying the A ct’s objective of providing choice to all
customers in Pennsylvania. It isreasonable and should be approved.

Environmentalists witness B ruce E. Biew ald proposes that the Commission require all retail electricity

suppliers selling in Pennsylvania to disclose their fuel mix and key air and other w aste emissions to
consumers in the form of alabel and that the tracking of transactions to support disclosure and labeling
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should be done by the PIM Independent System Operator (“1SO”). Environmentalists St.2, p.5. OCA
witness Barbara Alexander also advocates fuel mix disclosure. OCA St. 5, pp. 29-30.

Mr. Biewald's proposal goes beyond the Commission’s recently-proposed rules on Customer Information
Disclosure for Electridty Providers (52 Pa. Code, Chapter 54, Subpat A), Docket No. L-00970126. Under
those rulesthe source of supply mix must be provided to customers upon request, upon entering into a sales
agreement and whenever a significant change occurs in the terms of service. The proposed rules do not
require the disclosure of environmental attributesother than fuel mix. These parties’ proposals should be
rejected.

XIII. Environmental Issues

Environmentalists witness D avid Schoengold proposes that the Commission adopt a plan under w hich all
power purchased in Pennsylvania would have to come from plants meeting the latest environmental
standards, Environmentalists’ St. 1, p. 37, and notes tha other states have enacted similar regulationsbased
on their right to protect the health and welfare of their citizens.

Although the Commission retains broad authority to regulate utility service, facility and rate issues, it is the
Pennsylvania Department of Environmental Protection and the U.S. Environmental Protection Agency that
have the broad authority to implement and administer programs for the protection of the environment,
including rules relating to air emissions. It iswell established that the Commission does not possess
jurisdiction over environmental issues simply because a public utility may be involved.

The Environmentalists’ proposal is well beyond the scope of this proceeding.

OCA witness Ms. Brockw ay’ s suggests that PP& L provide funding of $700,000 for photovoltaic and active
solar water heating pilots.

Neither the Act nor the Commission’s Final Guidelines for U niversal Service mandate such pilot programs.®
Because the annual cost savings would be very low, in light of PP&L’srelatively low electric rates, the
payback periodswould be significant. Most consumers would not be induced to buy a system that required
well over a decade to provide benefits.

Developing, implementing, and evaluating the OCA's proposed pilots would be time consuming and
expensive for the level of benefits received., and therefore should be rejected.

DISCUSSION

CONTEXT OF RESTRUCTURING

This proceeding raises issues of extreme significance not only to customers and investors

of utilities, as ratepayers and investors, but as citizens of the Commonwealth. The decisions
made here will affect the manner in which a service essantial to modern life, electricity, will be
provided within a significant portion of the Commonwealth for many years into the future. In

reaching these decisions, the Commission must not only balance the interests of customers and

5

The Commission’s Final Guidelines for Universal Service expressly provide that: “ Although we believe that resea

we will not direct that universal service and energy conservation funds be spend for research and development. Unlike the
provided funds for research and development, the Commonwealth’s Act gives no direction for such expenditures.” Final (
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investors, but must also balance the short and long term interests of current and future customers
and investors.

Fortunately, the Commission is guided in this proceeding by the Generd Assembly as it
has spoken through the Act. Aswill be explained in this Brief, the Act embodies a balance
between interests of customers and investors that mirrors the balance drawn by many years of
utility law and regulation. Therefore, it isimportant for the Commission to consider and
interpret the Act in the context of the economic and legal background which led to its adoption.

Economic and Competitive Background
A.

For most of this century, the provision of electric service in Pennsylvania has been
extensively regulated by the PUC because the provision of that service has been considered a
natural monopoly. A natural monopoly is a business which, by reasons of scale or scope, is
provided more eficiently by onecompany than by competing companies.

There can be nodispute that eledric utilities have been viewed as natural monopoliesin
Pennsylvania since the adoption of the Public Service Company Law of July 26, 1913, P.L. 1374
(repealed), as amended by section 4 of the Act of June 3, 1933, P.L. 1526, 66 P.S. §201-2
(repealed). The Public Service Law and its successors recognizethat in exchange for a
monopoly to provide service in an exclusive service territory, public utilities were both exempted
from competition and obligated to provide service within that service territory. Regulation of
rates and service was determined to be necessary to replace thelack of competition.

While there are many aspects to this regulation, an overriding theme has been desaribed
as the regulatory bargain or regulatory compact. The regulatory compact was described by
Professor Kalt, as follows:

In the pre-reform regulatory setting, utilities and the investors who
provide utility capital accepted an obligation to serve all electric
demandintheir serviceterritory. Pursuant to thisobligationto serve,
utilities accepted the obligation to incur the costs of sufficient
generation and related capacity to ensure that expected demand could
be satisfied, with these investment plans being subject to review and
oversight by regulators and with their decisions reflected in just and
reasonable rates regulators have allowed utilities to charge their
customers. Investors in utility companies agreed to provide the

6 Professor Kalt isthe FordFoundation Professor of International Political Economyand the Chairman
of the Economics and Quantitative methods section at the JohnF. Kennedy School of Government, Harvard
University. He specializes in natural resources and energy policy and has published widely on matters
relating to the regulation of natural gas, electricity, oil and coal markets. He has testified in numerous
administrative, judicial and congressonal proceedings concerning performance of the nation’s energy
markets.
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capital necessary to make these investments under regulatory rules
that subjected cost recovery to cost-of-service regulatory principles
rather than market forces. PP&L St. 1, pp. 11-12.
Pursuant to this system of regulation, PP& L invested billions of dollars to construct

generating stations to meet the reasonably projected needs of customersin its service territory.
These investments have been reviewed by the Commission and have been determined to be
prudent expenditures. Accordingly, under a continuation of regulated monopoly service, PP&L
and its investors would have recovered both areturn of, and a reasonable return on, such
investments to provide service to customers. See 66 Pa.C.S. § 1301.

As explained by Professor Alfred Kahn,” the regulated monopoly system has served
customers well for along period of time. See PP&L St. 18-R, p. 21. However, changesin
economic circumstances prompted a re-examination of this regulatory system:

What has changed since then? Manifestly, the relationship between
priceand marginal cost, both short- and long-run: what other answer
would you expect from an academic economist?

Thereasonsfor that dramatic changearefamiliar: First, theentryinto
service of long-lead-time base-load plants constructed over aperiod
of double-digit inflation of interest rates and construction costs and
in anticipation of a continued expansion of demand at 6 to 7 percent
annual rates. These developments and the abrupt deceleration of
demand left utilities, particularly on the East and West coasts, with
average generating costs in the range of perhgps 6 to 10 cents akwh
and, because of their excess capacity, short-runmarginal costsof 1to
2 cents. Second thecollapse of fossil fuel pricesinthemiddie 1980s,
in combination with, third, the development of combined cycle gas
turbine technology, which have made it possible to build 100-
megawatt or smaller new plants with average costs on the order of 4
cents akwh.

Fourth, the nuclear fiasco. And, fifth, PURPA, with its legacy of
multi-billion dollar contractual obligations of the electric companies
to buy independently generated power & rates set at avoided costs
estimated by regulators on the basis (among other consideration) of
expectations that the price of oil would by now be nearing $100 a
barrel.

All these devel opments have combined to produce regulated ratesin
some regions of the country, far above both short- and long-run
marginal costs. And that in turn has created irresistible temptations
for sellers - including utility companies, outside their own franchise

7 Professor Kahn has been Chairman of the New Y ork State Public Service Commission and the U.S
Civil Aeronautics Board. He isthe author of the two-volume, The Economics of Regulation, reprinted, in
1988 by MIT Press and has written and testified extensvely in the area of direct economic regulation and
particularly of the public utilities.
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territories - to offer eager buyersan escape fromthose inflated rates.
PP&L St. 18-R, pp. 21-22.
This significant metamorphosis in the economics of producing electric power led the Genera

Assembly to conclude that generation of electricity can beprovided moreefficiently (atlower costs)
under a competitive system.

Legal and Legislative Background
B.

In adopting the Act, the General Assembly observed that “[o]ver the past 20 years, the
Federal Government and State government have introduced competition in several industries that
previously had been regulated as natural monopolies.” 66 Pa.C.S. § 2802(1). The dectric power
industry did not escape thistrend. In 1992, Congress passed the Energy Policy Act which
specifically empowered the Federal Energy Regulatory Commission (“FERC”) to order public
and privately owned utilities to grant access to their transmission systems for qualified entities
engaging in wholesale power transactions. 16 U.S.C. 88 824(j),(k). The FERC drametically
expanded the avalability of transmission in 1996 by issuing Order No. 888, requiring public
utilities to unbundle wholesal e contracts and offer open access non-discriminatory transmission
serviceto al eligible customers— including retail austomers in states implementing retail
competition — while providing for the recovery of stranded costs incurred as a result of such
open access. See Promoting Wholesale Competition Through Open Access Non-discriminatory
Transmission Services by Public Utilities; Recovery of Stranded Costs by Public Utilities and
Transmitting Utilities, Order No. 888, 61 Fed. Reg. 21,540 (1996), FERC Stats. & Regs. 1
31,036 (1996), order on reh’g, Order No. 888-A, 78 FERC 1 61,220 (1997), order on reh’g,
Order No. 888-B, 62 Fed. Reg. 64,688 (1997), 81 FERC 1 61,248 (1997) (“Order No. 888").

The Electricity Generation Customer Choice and Competition Act
C.

The Act contains declarations of policy which set forth the reasons why the General
Assembly directed the restructuring of the electric industry in Pennsylvania. 66 Pa.C.S. § 2802.
The Act also contains specific standards for restructuring of the electric industry. 66 Pa.C.S §
2804. These declarations and standards set the bounds within which the restructuring of the
electric industry is to be conducted and within which the issuesin this proceeding must be
resolved.

Concerns Addressed by the Act
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The purpose of the Act is to mandate competition and create a transition to a competitive
market for thegeneration of electricity. 66 PaC.S. § 2802(12). Within this genera purpose
there are several other critical concerns expressed by the General Assembly which are relevant to
this proceeding.? The most important of these concerns are summarized here and will be
referenced as applicable to specific issues later in this Brief. First and foremost, the General
Assembly recognized the need for afair transition to a competitive retail electric generation
market:

In moving toward greater competition in the electricity generation
market, the Commonwealth must resolve certain transitional issues
in a manner that isfair to customers, electric utilities, investors, the
employees of electric utilites, local communities, non utility
generators of electricity and other affected parties. 66 Pa.C.S 8§
2802(1).
The Act also recognizes that electric utilities and their investors have invested billions of

dollarsin generating facilities, that some of these costs may not be recovered under a competitive
system and that electric utilities should be permitted to recover such costs during the transition
period to the extent possible within the rate cap.

In establishing the standards for the transition to and creation of a
competitiveelectric market, heretofore, public utilitiesgenerally have
had an obligation to serve customers within their defined service
territories, consistent with that obligation, have undertaken long-term
investmentsin generation, transmission and distribution facilitiesin
order to meet the needs of their customers and have entered into
long-term power supply agreements as required by Federal law. In
many instances, theseinvestments and agreements havecreated costs
which may not be recoverable in a competitive market. The
commission is empowered under this chapter to determine the level
of transition or stranded costs for each electric utility and to provide
a mechanism, the competitive transition charge, for recovery of an
appropriate amount of such costs in accordance with the standards
established in this chapter. 66 Pa.C.S. § 2802(15).
These principles and standards must guide our resolution and recommendation to the

Commission regarding the issues in this proceeding.
Another significant concern of the General Assembly as expressed in the Act isthe
manner in which competition will be conducted. In thisregard the Ad provides that:

This chapter requires electric utilities to unbundle their rates and
services and to provide open access over their transmission and
distribution systems to allow competitive suppliers to generate and
sell eectricity directly to consumers in this Commonwealth. The

8 Provisions of the Act which are not directly relevant to this proceeding, such as licensing
requirements for suppliers to protect reliability, are not summarized here.
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generation of electricitywill no longer be regulated as a public utility
function except as otherwise provided for in this chapter. Electric
generation supplierswill be required to obtain licenses demonstrate
financial responsibility and comply with such other requirements
concerning service as the commission deems necessary for the
protection of the public. 66 Pa.C.S. § 2802(14) (emphasis added).
To implement this open access requirement, the Act sets forth certain standards to which

the Commission must adhere:

The commission may permit, but shall not require, an electric utility
todivestitself of facilitiesor to reorganizeits corporate structure. 66
Pa.C.S. § 2804(5).

Consistent with the provision of section 2806, the commission shall
require that a public utility that owns or operates jurisdictional
transmission and distributionfacilitiesshall providetransmissionand
distribution service to all retail electric customers in their service
territory and to electric cooperative corporations and electric
generation suppliers, affiliated or nonaffiliated, on rates, terms of
access and conditions that are comparable to the utility’ s own use of
its system. 66 Pa.C.S. § 2804(6).

The commission shall require that restructuring of the electric utility
industry be implemented in a manner that does not unreasonably
discriminateagainst one customer class to the benefit of another. 66
Pa.C.S. § 2804(7).
These standards are clear. Utilities are not prohibited from continuing to provide, or

compete for, electric generating customers either through affiliates or divisions but “raes and
terms’ of access to the transmission and distribution systems by other suppliers must be
“comparable to the utility’s own use.” Accordingly, the implementation of such standardsin a
manner that provides open access to other suppliers without handicapping PP& L’ s efforts to sell
electricity from its generating stations to retail customersis another critical issuein this
proceeding.

The General Assembly al so was concerned that Pennsylvania s consumers of el ectric power
be prepared to take advantage of the benefits of competition. In addition to providing for aretail
access pilot, 66 Pa.C.S. 8§ 2806(G), the General Assembly obligated each electric distribution
company to implement, in conjunction with the Commission, a consumer education program that
“shall provide consumers with information necessary to help them make appropriate choices as to
their electric service.” 66 Pa.C.S. § 2807(d)(3).

The final major concern expressed in the Act that is relevant to this proceeding concerns
the protection of customers who do not or cannot obtan service from a competitive dectric
supplier. Inthisregard, the Act contains specific policy determinations requiring continuation of
programs that currently assist low-income customers, 66 Pa.C.S § 2802(10), and ather public
purpose programs. 66 Pa.C.S. 8 2802(17). Finally, the Act also contains requirements applicable
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to electric companies that are intended to provide all customers with reliable transmission and
distribution servi ce and to provide al customers with a supplier of | ast resort. 66 Pa.C.S.
§ 2802(16).

These obligations are important safeguards for the transition to competitive generation
service and cortinue the special obligations currently held by public utilities generally. These
provisions require the Commission to resolve specific issues concerning universal service and
supplier of last resort service. However, the special obligations of providing continued, regul ated
transmission and distribution service, as well as the requirement to provide supplier of last resort
service, also must be considered as they relate to other issues in this proceeding. Specifically, the
interests of ratepayers must always be balanced against the requirement that the Commission
foster the development of a competitive supply market while maintaining the long-term viability
of the electric distribution company so that it can continue to provide regulated transmission and
distribution service throughout its service territory and provide supplier of last resort servicesin
the future.

Post-Restructuring Electricity Market Under the Act

The Act envisions atransition from the provision of electric generation service by a
single monopoly supplier to a system under which numerous suppliers compete to sell generation
to customers. Open access transmission and distribution systems will provide non-
discriminatory accessto all qualified suppliers. The Act also recognizes that the generation
currently owned by electric utilities is the backboneof electric service in Pennsylvaniaand is
necessary for the continued service of customersin Pennsylvania. Accordingly, the Ad
specifically authorizes electric utilities to maintain these facilities and use them to provide
competitive service as well as supplier of last resort service to cusomers.

The Act recognizes that the transition to competition will require recovery of generating
costs that have become stranded as a result of tha transition. The recovery of stranded costsis
designed to enable electric utilities to participate on reasonable terms in a competitive marke
while maintaining a viable company to provide transmission and distribution services and
supplier of last resort service. The Act aso envisions a competitive market in which programs
for low-income customers are maintained and the associated costs are recovered through a
universal service fund.

Finally, the Act envisions the coordination of suppliers and the electric distribution
company through an Independent System Operator (“1SO”) in a manner that maintains the highly
reliable service presently provided by PP& L and other electric utilities. 66 Pa.C.S § 2802(19);
66 Pa.C.S. § 2804(1).



LEGAL AND POLICY FOUNDATIONS OF STRANDED COST RECOVERY
II.

Legal Standards
A.

Statutory Provisions

The Act addresses stranded costs in three different ways. First, the “ Declaration of
Policy,” Section 2802(15), establishes the general need for and appropriateness of recovery by
electric utility companies of their stranded costs.

Second, the Act provides ageneral definition of “stranded costs.” Section 2803 defines
“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 berecoverabl e under aregul ated environment but
which may not be recoverable in a competitive electric generation
market and which the commission determines will remain following
mitigation by the electric utility.
The definition also provides a list of categories of potentidly stranded costs. Third, Section

2804(14) of the Act mandates an “orderly” transition to competition designed to “provide the
investors in Pennsylvania electric utilities with a fair opportunity to fully recover the amount of
transition or stranded costs that the commission determines to be just and reasonable.”

These provisions mandate that the Commission allow recovery of an appropriate level of
stranded costs. 1n adopting these provisions, the General Assembly has balanced the interests of
electric utilities and ratepayers in a proper manner. The Act seeks to attain, on one hand, the
benefits for cugomers of low-cost electric generation. On the other hand, the Ad permits
electric utilities to collect their prudently-incurred costs which would be recoverable under the
prior system of regulation but which may not be recoverable under a compeitive regime.® This
recovery of prudently-incurred stranded costs is fully consistent with general principles
applicable to regulated utilities.

Regulatory Compact
2.

9 There is one exception to the principle that prudently-incurred stranded costs are recoverable.

Recovery may be precluded by operation of the rate caps of Section 2804(4) of the Act.
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There can be no doubt that the Commonwealth and its regulated utilities have operated
for decades under a requirement of mutual obligations regardless of whether those obligations are
referred to as a “regulatory compact,” “regulatory bargain,” “understanding,” or something else.
The essence of that mutuality of obligation was that utilities had afair opportunity to recover
their prudently-incurred investments in facilities used to meet their obligation to serveall
customers. SeePP&L St. 1, pp. 11-12
These conclusions were reinforced by the testimony of Professor Alfred Kahn, who stated:

| emphatically assert that there has indeed been a genera
understanding, over many decades, under original cost or prudent
investment regulation such as hasbeen practiced inthe great majority
of our jurisdictions, that the utility companies, in exchange for
thoroughgoing regulation and theundertaking of costly publicservice
responsibilities, were entitled to areasonabl e opportunity to recover
their prudently incurred costs. ... PP&L St. 18-R, p. 10.
The General Assembly has expressly recognized the general principles of this bargan or

understanding in the Declaration of Policy at Section 2802(15) of the Act. There, the General
Assembly acknowl edged the historic obligation of utilities to make substantial investmentsin
facilities or contracts to provide safe and reliable service. The General Assembly also recognized
its obligation to allow recovery of costs stranded by the change the electric generation portion of
electric utilities’ business from a regulated monopoly to an unregulated competitive service.

Contentions that these obligations do not exist deny the obvious. Clearly, utility
investors relied on prior rules concerning the prudent investment standard and fair rates of retum
in forming their expectation concerning risks and returns. This conclusion is confirmed by the
fact that the General Assembly believed it was necessary to adopt the Act in order to changethe
manner in which electric generation isregulated. Further, in the Act, the Generd Assembly
mandated substantial proceedings, such as this one, in which amajor issue is the amount of
stranded costs to be recovered. PP&L St 1-R, p. 57.1°

Federal Constitutional Doctrines
3.

The fundamental principles of the Commonwealth’s obligations to its regulated utilities
are consistent with federal constitutional “due process’ principles applicable to takings of utility
property. PP&L’s stranded costs were incurred to meet its obligation to serve customers, but

10 The Act, in this respect, is consistent with prior law. The Commonwealth Court has ruled that
denying the recovery of costs caused by achangein regulatory requirementswould be fundamentally unfair
under the Public Utility Code. In Columbia Gas of Pa., Inc. v. Pa. P.U.C, 149 Pa. Comwlth. 247, 613 A.2d
74, 80 (1992), the Commonwealth Court reversed the Commission’ sdenial of recovery of costs of customer
arrearages (uncollectible accounts) that were created by the Commission’s requiring utilities to continue to
serve non-paying customers.
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these costs may not be recoverable in the competitive market for electric generation which is
being created by the Act. If the Act did not provide for recovery of stranded costs, or if the Aa
were applied in amanner that denied recovery of stranded costs, the changein regulatory policy
would violate the Fifth and Fourteenth Amendments to the United States Constitution.

The United States Supreme Court has stated that fundamental changes in regulatory rules
that prevent recovery of previously approved cost would violate the fundamental due process and
“takings’ clauses of the Fifth and Fourteenth Amendments to the United States Constitution:**

The risks a utility faces are in large part defined by the rae
methodol ogy because utilitiesarevirtually alwayspublic monopolies
dealing in an essential service, and so relatively immuneto the usual
market risks. Consequently, a State’' s decision to arbitrarily switch
back and forth between methodologies in a way which required
investors to bear the risk of bad investments & some times while
denying them the benefit of good investment at others would rase
serious constitutional questions. Duquesne Light Co. v. Barasch, 488
U.S. 299, 315 (1989).
See also United States v. Winstar Corp., __U.S. __, 116 S. Ct. 2432 (1996) (Uncompensated

taking caused by changes in regulaory accounting rules that reduced the book value of assets
that the savings and loan company had relied upon to meet capital reserve requirements). Inthe
Act, the General Assembly avoided these potential constitutional issues by providing for
compensation to uility companies for investments stranded by the introduction of competition to
the electric generation market.

There exist a constitutional right to fair compensation to PP&L for its reasonable and
prudent investmentsin facilities that were used and useful in providing public service. That right
to fair compensation cannot be discharged or avoided by a change in fundamental regulatory
policy that destroys the value of such investments.

Effect on Regulated Activities
B.

The Act will have four important effects on the reguated activities of electric
utilitiesin Pennsylvania. Firgt, utilitieswill unbundle their rates to show separately the charges
for transmission, distribution and generation services, including recovery of stranded costs
through the CTC. 66 Pa. C.S. 8§ 2806(e). Second, utilities will offer open and non-
discriminatory access to their transmission and distribution facilities for all qualified applicants.
66 Pa.C.S. § 2802(14). Third, utilitieswill continue their public purpose programs, including
assistance to low-income customers. 66 Pa.C.S. § 2807(d). Fourth, utilitieswill offer “provider

1 Such an improper taking also would violate the Pennsylvania Constitution, Art. I, § 10.
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of last resort” savice to any customer who electsnot to choose an alternative supplie or who did
not receive service from such a supplier. 66 Pa.C.S. § 2807(e).

Effect on Investors
C.

The change in regulatory policy to a competitive market for electric generation
reflects a fundamental change in the basic rules by which electric generation services have been
provided and must alow electric utilities afair opportunity to recover investmentsin facilities
made uneconomic by the change in regulatory policy. Any breach of the Commonwealth’s clear
obligation to utility investors would be poor public policy, and would be contrary to sound
economic principles, and therefore, contrary to the public’s economic interest. Asexplained by
Professor Kalt:

Government is the promulgator and enforcer of the rules of
the game. If it usesits powe to alter those rues after other parties
have sunk investments into the game, such action imposes costs on
al of the citizens under its jurisdiction. As underdeveloped and
unstabl e countries around the world have taught us, ingability in the
rules of the game by which investors must play is the recipe for
failure. In aworld of intense international competition and capital
that can flee from policy instability, regulatory change in
Pennsylvania's electric power sector that would have the effect of
stranding utilities' previously incurred costs would be decidedy
contrary to the public’ sinterest in a healthy Pennsylvania economy.
One immediate consequence of policy instability would be a higher
cost of capital for firms investing in Pennsylvania, particularly
transmission and distribution utilities. PP&L St. 1, pp. 13-14; see
also PP&L St. 18-R, p. 11.

Mitigation

Under Section 2808(c)(4) of the Act, in determining thelevel of stranded coststo be
recovered, the Commission is to consider the extent to which the electric utility has mitigated
generation-related stranded costs. The ultimate proof of the effectiveness of PP&L’s pre
restructuring mitigation is PP& L’ s successin controlling its rates, which the Act declares to be of
“equal importance” with future effortsto mitigate stranded costs. See 66 Pa.C.S. § 2808(c)(5). The
interplay between past efforts in controlling rates and stranded cost recover is clearly illustrated in
thiscase. Because of PP&L’s past efforts to keep rates low, the ratecap limits PP&L’ s ability to
recover all of its stranded costs. It would, of course, be unjust and contrary to the Act to require
PP& L toforego recovery of itsstranded costs beyond that already deniedit by application of therate

cap.
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Pre-Restructuring Mitigation

PP&L’s Pre-Restructuring Rates
a)

Stranded costs related to electric generation facilities are driven by the difference
between revenue requirements associated with these assets and the projected market price of
electric generation. See Section 2803 of the Act (definition of “transition or stranded costs’) and
PP&L St. 2, p. 5. Consequently, amajor determinant of an eledric utility’ s stranded costs related
to electric generation facilitiesisits level of rates for recovery of revenue requrements
associated with its generation facilities.

PP& L, asaresult of substantial efforts, has successfully maintained its rates at alow
level. PP&L’ssuccessin keeping itsrates at alow level is demonstrated from three different
observations. First, as explained more fully below, PP&L’srates are low compared to rates of
other electric utilities. Second, PP& L hasfiledrelatively few base rate casesbefore this
Commission in recent years, and those rate cases have been substantially separated in time.

PP& L’ s two most recent base rate cases were filed on July 27, 1984 (Docket No. R-842651) and
on December 30, 1994 (Docket No. R-00943271), more than a decade apart. Third, PP&L’s
actual, historical rates have been flat in terms of nominal dollarsfor the last ten years. PP&L
Exh. SFT 3. Intems of real purchasing power, maintaining flat nominal rates for ten yearsis
equivalent to a 25 percent rate reduction. PP&L Exh. SFT 4. By the end of the transition period,
PP& L’ s total rates will have been flat, in nominal dollars, for 20 years. Flat nomind rates over
20 yearsis equivaent to a50% reduction in ratesin rea terms. PP&L St. 9, p. 19, n.4.

Comparisons between PP& L’ s total rates and those of other electric utilities are provided
at pages 16-19 of PP&L St. 9 and in PP&L Exh. SFT 2. As shown there, PECO’s 1995 average
rateis 9.91¢ per kWh and Duqguesne Light Company’s average rate is 8.92¢ per kWh. The
Pennsylvania statewide average rate is 7.93¢ per kWh. PP&L’s 1995 average rate of 7.21¢ per
kWh is significantly lower than these other rates. Infact, PP&L’s rates are now ailmost as low as
the national average of 6.89¢ per kWh, while the spread between Pennsylvania s average rate and
the national average rate has stayed relatively constant. PP&L Exh. SFT 4.

PP& L’ s efforts to control costs and rates have been beneficial to residential customers.
PP& L’ sratesfor residential service have dropped below the naional average, while
Pennsylvania' s average residential rate has been well above the national average. PP&L Exh.
SFT 5. These low rates have resulted from cost control efforts by PP&L. PP&L St. 2, p. 6.

Refinancings
b)
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PP& L has taken advantage of reductionsin the cost of capital to refinance higher cost
securities. These efforts are demonstrated by reference to itstwo most recent base rate case
orders. In PP&L’s 1984 rate case, Pa. P.U.C. v. PP&L, 59 Pa. PUC 332, 390 (1985), the
Commission approved a long-term debt cost rateof 11.27 percent. In PP&L’s 199 rate case, in
contrast, the Commission approved a long-term debt cost rate of 7.97 percent. Pa. P.U.C. v.
PP&L, Docket No. R-00943271, p. 183 (September 27, 1995). During the 10%2 years between
rate cases, PP& L reduced itslong-term debt cost rate by almost 30 percent.

PP& L was also able to reduce its cost rate of preferred stock. Inits 1985 baserate case,
the Commission approved a preferred stock cost rate of 9.89 percent. Pa. P.U.C. v. PP&L, 59 Pa.
PUC at 390. By the 1994 base rate case, PP& L had reduced its preferred stock cost rate to 7.31
percent, a reduction of approximately 26 percent. Pa. P.U.C. v. PP&L, Docket No. R-00943271,
p. 183 (September 27, 1995). These capital cost reductions reduced PP&L’ s revenue
requirement in its 1994 base rate case by $100 million. PP&L St. 2, pp. 6-7.

Operation and Maintenance Cost Reductions

c)

After its 1985 rate case, PP& L did not file another base rate case for over ten years.
PP&L St. 2, pp. 7-8. The success of PP& L’ s efforts is shown by a comparison of PP&L’s
operation and maintenance production costs (excluding fuel) over time, both in terms of nhominal
dollars and as adjusted for inflation. PP&L M.B at 29, PP&L St. 2, p. 7.
Ason that chart, PP&L’s operation and maintenance production costs have increased by only 16
percent over 10 years and, adjusted for inflation, have actually declined by 15 percent.

Employee Reductions
d)

PP& L continuously has reduced costs through effici ent utilization of empl oyees. PP&L
St. 2, p. 8. A total of 604 employees accepted the offer of PP&L’s early retirement in 1994 who
would reach age 55 by December 31, 1994.

From 1985 through 1996, PP& L reduced its employee complement by 2,005 regular full-
time employees, almost 24 percent of its 1985 work force. Most reductions have occured
through normal attrition, early retirement programs and voluntary severance programs.

Inventory Reductions

e)

In 1991, PP& L modified its accounting for spare parts at power plants.
Contemporaneously, with the Commission’s approval, PP& L changed its ratemaking treatment
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of spare parts. Consequently, PP& L was able to pass back $94 million to customers ove 5 years
through arate credit mechanism PP&L St. 2, pp. 8-9. PP&L a0 reviewed its spare parts
inventories to identify obsolete or excessive items and was able to write off $35 million of
inventory, further mitigating PP& L’ s stranded costs. PP&L St. 2, p. 9.

Cost Effective Nuclear and Fossil Plant Operations

f)

Containment of Nuclear Generation Facility Costs

)

Approximately 63 percent'? of PP&L’s stranded costs relate to the Susquehanna Steam
Electric Station (* Susquehanna’). PP&L has undertaken significant measures that have reduced
stranded costs associated with thisfacility. See generally PP&L St. 2, pp. 9-11.

PP& L completed Susquehanna as quickly as possible in order to minimize associated
capital costs. Such efforts were particularly important because while Susquehanna was under
construction, inflation, short-term interest rates, and consequently, rates for the allowance for
funds used during construction, were relatively high.®* Asaresult of these and other measures,
PP& L was able to complete construction of two large nuclear units at atotal cost of
approximately $3.6 billion for 1,890 megawatts of capacity or approximately $1,900 per
kilowatt. Other plantsin Pennsylvaniaand in the United States, which were constructed
contemporaneously with Susquehanna, were completed at significantly higher costs per kilowatt.
PP&L St. 2, p. 10.

Following completion of Susquehanna, PP& L pursued claims against the containment
supplier, General Electric. PP&L settled its clams against Genegal Electricin 1991. Because
Susquehanna already was recognized in rate base and because PP& L was in the decade-long
hiatus between rate cases, PP& L obtained Commission approval to refund the jurisdictional
amount of the net settlement proceeds to customers through a special rate credit mechanism that
returned $55 million to customers. PP&L St. 2, p. 10.

In addition, PP& L has operated Susquehanna at high a capacity factor. Because nuclear
power plants have high capital costs, but low fuel costs, their efficiency depends upon a high
capacity factor — the more a nuclear generating plant operates, the more fuel savingsit can
provide. Susguehanna’ s excellent operating record has reduced PP& L’ s energy costs and
customers' rates. Further, because this historical operating record has been projected to continue

12 $2,852 million + $4,499 million. See PP&L Exh. JRS 1A.

13 Susquehanna Unit 1 commenced commercia operation on June 8, 1983, and Susquehanna Unit 2
commenced commercial operation on February 12, 1985. Pa. P.U.C. v. PP&L, 59 Pa. PUC 332, 337, n.1
(1985). For measuresof inflation and short term interest rates, see, e.g., OTS Exh. SR-3, Schedu e 4.
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in the future, it reduces PP& L’ s stranded costs in this proceeding. PP&L St. 2, pp. 10-11. More

recently, between 1991 and 1995, PP& L spent $45 million to upgrade Susquehanna' s cgpacity by

90 megawatts, or $500 per kilowatt, producing additional energy cost savings for customers.
Savings in Fossil Plant Operations

2)

PP& L has operated itsfossil fuel generating plants efficiently and has made substantial
expenditures to assure the continued viability of low cost, coal-fired generating stations. These
generating stations benefit customers through low fuel costs and increased interchange sales,
which both lower retail rates. PP&L St. 2, p. 11.

PP& L aso hasinvested to improve the efficiency of other fossil fuel plants. For example,
PP&L converted its Martins Creek Units 3 and 4 to gas/oil dual fuel capability. PP&L now can
burn gas or oil, whichever costs less, at these units, which makes them more cost effedive.
PP&L St. 2, p. 11.

Non-Utility Generator Contract Cost Reductions
)

Under the Public Utility Regulatory Policies Act of 1978 (*PURPA”), PP&L was
compelled to enter into long-term supply contracts with NUGs. Rates in these agreements were
based upon future market prices of fuels, which were projected at the timethe contracts were
executed. At that time, the price of oil was expected by now to be nearing $100 abarrel. PP&L
St. 18-R, p. 22. NUG contract prices have turned out to be greater than PP&L’ s avoided costs of
replacement generation or purchased power. In order to reduce the level of stranded costs
resulting from uneconomic NUG contracts, PP& L has undertaken several actions which have
reduced stranded costs by $100 million.

Economic Development Initiatives
h)

As explained previoudly, the essence of pre-restructuring mitigation is keeping pre-
restructuring raeslow. There are two sides to keeping rates low. Onesideis cost containment,
which has been explained above. The other side isincreasing sales and revenues so that fixed
costs can be recovered over a greater number of billing units, thereby decreasing the average cost
per unit.

On the sales side of the equation, PP& L has promated economic development in order to
retain existing and to attract new industrial load. PP&L has been “ prospecting” nationally to
attract businessesto its service territory. PP&L has worked with regional economical
devel opment organizations and has provided economic development loans in order to attract
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industrial load and jobs to its service territory. PP&L has adopted specific tariff provisions and
rates, subject to the Commission’s approval, to promote economic development, including the
interruptible service rates, Economic Development Initiative (“EDI”) credits, Industrial
Development Intiative (“1DI1”) credits and Demand Free Days. PP&L St. 2, p. 13. These
initiatives have hd ped PP& L avoid rate increases and have generated thousands of new jobsin
PP&L’s service territory. PP&L St. 2, p. 13-14.

Post-Restructuring Mitigation
2.

Foregone Recovery Under the Rate Cap
a)

PP& L has demonstrated, in this proceeding, stranded costs of $4.5 billion. PP&L St. 2,

p. 18. PP&L has proposed in this proceeding, however, a CTC that will recover only $4.0
billion, resulting ina shortfall of $500 million. PP&L St. 10-R, p. 3. Under PP& L’ s proposdl, its
shareholders will bear an estimated $500 million of stranded costs.

Moreover, the CTC revenue shortfall is based upon projected future electric generation
market prices. However, PP&L’sfiling assumes that most of its fixed costs will be recovered as
aresult of futureelectricity market price and sdesincreases. If PP&L’s projections overstate
actual future market prices, PP& L’ stotal revenues will decrease and its unrecovered stranded
costs will increase commensurately.

Depreciation Swap
b)

Pursuant to Section 2808(c)(4)(iii) of the Act, oneof the mitigation geps that electric
utilities are to consider is reallocating depreciation reserves from transmission and distribution
plant accounts to generation accounts. Initsfiling, PP&L has proposed to transfer $205 million
of its depreciation reserve related to transmission and distribution plant to the accumul ated
reserve for depreciation associated with Susquehanna. The transfer of the depreciation reserve,
together with the changesin the reserve for deferred income taxes, would reduce PP&L’s
stranded costs by $317 million. PP&L St. 2, p. 17.

This proposal arises from PP&L’s 1994 base rate filing in which the Commission granted
PP& L’ s request to extend the regulatory service lives of its transmission and distribution plant.
If PP&L had used these longer lives commencing at the time that present transmission and
distribution facilities originally were placed into service, the accumulated depreciation reserve
for these facilities would have been $205 million less than the level currently recorded on
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PP& L’ s books and records. It was this change in depreciation lives that made the $205 million
of depreciationreserve available to be transferred to generation plant accounts

Despite the fact that the “ depreciation swap” would decrease stranded costs, OCA, the
Department of Defense and the Environmentalists have opposed the proposed transfe of the
depreciation reserves. They have raised four purported grounds for rejeding PP& L’ s proposal.
None of these grounds have validity.

First, there is no cost shifting between rate classesat the retail juridictional level because
PP& L’ s unbundled rates were derived from its cost of service study approved in the 1995 base
rate case, which was not modi fied to reflect the swap of the depreciation reserve. PP&L St. 3-R,
pp. 12-13. PP&L’s proposal will not result in cost shifting between federal and state
jurisdictions. Any possible cost shifting will be avoided by PP& L’ s creation of aregulatory asset
applicable to the transmission and distribution functions which equals the allocated depreciation
reserve to be transferred. Under this proposal, the net decrease to the depreciation reserve for the
Pennsylvaniajurisdictional portion of the transmission and distribution function will equal the
Pennsylvaniajurisdictional portion of the increase to the depreciation reserve for the nuclear
generation function.

Second, it is difficult to imagine that the small change in rates resulting from the
depreciation swap would affect customers’ usage patterns. PP&L St. 8-R, p. 53. Further, one
purpose of the Act isto achieve lower rates to improve the economy of Pennsylvania See
generally, Section 2802. The Act encourages mitigation of stranded costs for the purpose of
reducing electric utilities CTCs, thereby lowering rates. Arguments against reducing raes are
contrary to the express purpose of the Act.

Third, customers are protected from overrecovery by electric distribution companies of
transmission and distribution costs through the applicable rate cap. Consequently, customers
cannot be harmed by areductionin PP&L’s stranded costs. Further, the “depreciation swap” is
one of the mitigation procedures expressly contemplated in Section 2808(c)(4)(iii) of the Act.
PP&L St. 8-R, p. 53.

PP& L’ s proposal to transfer a portion of the depreciation reserve applicable to its
transmission and distribution facilities to nuclear generation facilities, in order to reduce stranded
costs, should be recognized as appropriate mitigation.**

14 PP&L notes that the PUC rejected a proposed depreciation swap in PECO’s Restructuring
Proceeding. PECO Order, p. 97. That adjustmentisnot the same adjustment proposed by PP& L in thiscase.
PP& L’ s excess transmission and distribution depreciation reserve resulted from a new study extending the
lives of those assets which was reviewed and approved by the PUC in PP&L’s 1995 base rate case. The
reduced depreciation expense resulting from this study therefore has already been flowed through to
customers through lower rates.
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Operation and Maintenance and Administrative and General
c)

Cost Reductions

In computing stranded costs, PP&L has projected goproximately $513 million in
reductions to future operation and maintenance and administrativeand general cods. PP&L St.
2, p. 16 These projections refledt a continued commitment to cost containment and an estimate
of the reductions that PP& L expectsto achieve. However, if PP&L isunable to achieve the
projected $513 million of future cost reductions, PP& L and its investors will bear the costs that
PP&L isunable to avoid.

Treatment of the 1999 Depreciation Change
d)

In its most recent base rate case PP& L proposed to modify the method by which it
accrues depreciation on Susquehanna. PP& L had used a modified sinking fund method to
moderate rate increases associated with placing these unitsinto rate base. PP&L proposed,
commencing January 1, 1999, to switch to a straight line method of depreciation, under which it
would experience areduction in its annual depreciation accrual of an estimated $70 million. In
conjunction with its proposal to change the depreciation method, PP& L proposed also to reduce
base rates effective January 1, 1999, to reflect the effects of this switch in depredation method.
The Commission approved PP&L’s proposal. Pa. P.U.C. v. PP&L, Docket No. R-00943271, pp.
112-13 (September 27, 1995).

As aresult of the fundamental changesin regulatory policy under the Act which imposes
rate caps on PP& L from January 1, 1997 through 2005, such arate reduction is no longer
appropriate. PP&L St. 10, pp. 9-10. Under prior rate regulation, PP& L could have filed base
rate casesin 1997, 1998 or anytime thereafter in order to recover increased costs of providing
electric service. Therefore, it was reasonable to flow through to ratepayers the effects of the
change in depreciation method. Under the Act, however, PP&L cannot increase base rates
commencing January 1, 1997 and for nine years thereafter. Under these circumstances, it would
be far more appropriate for the Commission to permit PP& L to use the reduction in annual
Susquehanna depreciation expense to accel erate amortization of regulatory assets and post-
transition NUG costs. PP&L St. 2, pp. 18-19. Pursuant to the Act’s policy to mitigate stranded
costs, the reduction in the annual depreciation acaual for Susquehanna should be usad to
mitigate stranded costs, as proposed by PP&L.

Reduction in Planned Capital Expenditures
e)
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In late 1995, PP& L announced plans to reduce capital expenditures over a 5-year period
by $671 million. Of thistotal, $486 million represented reductions in plant expenditures for
fossil generating units. Reductionsin capital investment in generating facilities mitigates
PP&L’s stranded costs. PP&L St. 2, p. 9.

OCA’s Criticisms of PP&L’s Mitigation Efforts Are Meritless
f)

Although OCA makes severa vague criticisms of PP& L’ s mitigation of stranded costs,
only two items arespecific. OCA oontends that PP&L has not recognized productivity gansin
calculating stranded costs and that PP& L has not recognized the full value of its own assets.
These specific adjustments are addressed in detail in Section V. D. As explained therein, these
adjustments arewithout merit.

Allocation of Stranded Costs between PP&L and Ratepayers
E.

Several partiesin this proceeding have suggested that stranded costs should be “ shared”
between PP& L and its ratepayers by various artificial and arbitrary means. See, e.g., OCA St. 1,
pp. 29-32; OTS St 1, pp. 20-21; PPLICA St. 1, pp. 15-22. In making these contentions, these
parties misapply Section 2804(13) of the Act, which provides as follows

Consistent with Section 2808 (relating to competitive transition
charges), the commission has the power and duty to approve a
competitive transition charge for the recovery of transition or
stranded costsit determinesto bejust and reasonall e to recover from

ratepayers.
It is clear that parties misconstrue and misapply the term “just and reasonable.”

Virtualy all of PP&L’ s plant investments have been reviewed by the Commission in
prior base rate cases and included in rate base as prudently-incurred and used or useful in the
public service. PP&L’s most recent base rate case was based upon afuture test year ended
September 30, 1995. Pa. P.U.C. v. PP&L, Docket No. R-00943271, p. 1 (September 27, 1995).
No generation units have been placed in service since thistest year. Only the relatively minor
plant additions placed into service since September 30, 1995, could have been the subject of
prudence contentions in this proceeding, and no such contentions have been raised. Therefore,
all of PP& L’ srate base and operating expenses ae “just and ressonable” asthat termisused in
Section 1301 of the Public Utility Code, 66 Pa.C.S. 8§ 1301, to establish a utility’srates. It
follows that PP& L’ s stranded costs arise from PP&L’s present “just and reasonable” rates. The
Act should be interpreted to allow recovery of such stranded costs arising from investments and
expenses that were determined to be proper in setting present rates.

66



In the PECO Order, the Commission ruled that in determining ajust and reasonéble level
of stranded cost recovery under Section 2808(c)(3), the Commission must consider whether “the
utility’ s efforts to mitigate stranded investment have been “reasonable under all of the
circumstances].]” PECO Order, p. 67 (citing Section 2808(c)(4)). The Commission noted that
Section 2808(c)(4) requires “equal consideration” of the utility’ s * efforts undertaken over
time. . toreduce or moderate rate levels.” As noted above, with some of the lowest ratesin the
state, PP& L has satisfied this standard. Indeed, it is application of the rate cap at these low rates
that prevents PP& L from recovering up to $500 million in stranded costs.

Partiesin prior utility base rate proceedings have contended that certain otherwise*just
and reasonable’ expenses of pubic utilities should be* shared” between ratepayers and the utility
on policy grounds similar to contentions raised by various partiesin this proceeding. Such
contentions have been uniformly rejected by Pennsylvania appellate courts. See, e.g., Butler
Township Water Co. v. Pa. P.U.C., 81 Pa. Comwlth. 40, 473 A.2d 219, 221-22 (1984); T. W.
Phillips Gas & Oil Co. v. Pa. P.U.C., 81 Pa. Comwlth. 205, 474 A.2d 355, 366-67 (1984).
Similarly, the sharing proposals should be rgjected in this proceeding.

Significantly, when the General Assembly wishes to mandate “sharing” mechaniams, it
knows how to do so. When considering el ectric generation units with excess capacity that is not
used or useful in the public service or electric generating units which experience excessive
outages, the General Assembly has set forth procedures for such determinaions and specified the
sharing mechanisms that the Commission is authorized to employ. See 66 Pa.C.S. § 1322 (asto
excessive outages) and 66 Pa.C.S. § 1323 (as to excess capacity). The Ad, in contrast, contains
no such provisions.

Moreover, the OCA’s proposed stranded cost proposal would have a devastating impact
on PP&L. Thisanalysisisprovided in PP&L St. 8-R, pp. 18-29.%°

OCA’s proposed level of stranded costsis unjustified. Similarily that proposed by OTS
initsMain Brief at pages 7-14 is unfounded

PP& L has proposed to recover 100% of its sranded costs through a CTC per Kwh
from each customer. OTS witness Mr. Gruber testified that PP& L should not be allowed
to recover 100% of itsstranded costs and has recommended that the Commission order
the Company to share stranded costs associated with net generating plant between the

ratepayer and the stock holder on a 90%/10% split.

1 Initssurrebuttal testimony, OCA increased itsstranded cost allowanceto approximately $1.0billion.
OCA st. 1-S, p. 7. This small increase has no material effect on the financial results outlined below. Tr.
1543-45 (8/26/97).
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OTS believes that there should be a sharing of the stranded costs between the
ratepayers and the stockholders of the Company because of the “intent” of stranded
costs. OT S contends that the Commission should provide some incentive for the utility to
mitigate stranded cods through the use of a sharing mechanism. OT Sargues, but we
disagree that it is clear that the inclusion of a company’s total stranded costs would
reward those utilities who in the past have made less cost efficient judgments in their
choices and construction of generation capacity. Thisis a separate issue.

We disagree with OTS witness Mr. Gruber’s proposal that the Commission should
order a sharing of stranded costs, “because if you do not share the costs, the Commission
will be penalizing the efficient utility by allowing the inefficient utility to recover all of
its inefficiencies in the Competitive Trangtion Charge (CTC).” The Act is not about
mi cro-managing the competition.

For purposes of this restructuring filing, the OTS has proposed a 10% sharing for
the stockholder of the Company to absorb.

OTS argues that the precedence for this 90%/10% (Ratepay er/Stockholder) Split
from the instance when the natural gas local distribution companies (LDCs) were faced
with having to pay “take or pay” buyout costsof long term gas supply contracts, and the
Commission approved a 90%/10% sharing between ratepayer and stockholder as a
reasonable solution. The “take or pay” issue is not a “ stranded cost” issue. As stated
above had the legislature wanted sharing it would have been provided.

We rgject OTS' request that the Commission employ a 90%/10%
(Ratepayer/Stockholder) Sharing of stranded costs. (See OTS Exhibit No. 1, Schedule 4)

STRANDED COST CALCULATION METHODOLOGY
I11.

INTRODUCTION

The Act generally identifies three categories of stranded costs. (1) regulatory assets and
other deferred charges, the unfunded portion of nuclear plant decommissioning costs, and cost
obligations under contracts with NUGs; (2) costs related to the cancellation, buyout, buydown or
renegotiation of NUG power supply contracts; and (3) other generation-rel ated expenses,
principally plant and fossil decommissioning costs. 66 Pa.C.S. § 2803. Asdefined in the Ad,
stranded costs are the present value of net generdion-related costs that would be recoverable
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under traditional cost-of-service regulation, but which may not be recoverable in a competitive
market and which remain after mitigation efforts. 66 Pa.C.S 8§ 2803

PP&L’s Calculation Of Stranded Costs
A.

PP& L’ s Restructuring Plan filing includes expenses from each of the categories identified
by the Act. PP&L St. 8, p. 3. For stranded cost cal culation purposes, PP&L divided its clamed
expenses into four categories. (1) nuclear generation; (2) fossil generation; (3) NUGs; and (4)
generation-related regulatory assets. Utilizing aregulatory or revenue requirement methodol ogy
(the “regulatory method”), PP& L determined that it has approximately $4.5 billion in stranded
costs after mitigation.'® Table B to PP&L’s M.B. provides a summary of PP&L’s $4.5 hillion
stranded cost claim under the regulatory method

The OCA and PPLICA oppose the Company’ s method of calculating stranded costs
related to generating plant, and recommend that the Commission adopt the asse value method
proposed by PECO in its Restructuring Plan proceeding (Docket No. R-00973953). OCA $t. 1,
p. 14; PPLICA 3. 2, p. 10 (Table Cto PP&L’s M.B. provides a calcu ation of stranded costs
using the asset value method) We find PP& L’ s regulatory method isappropriate and fully
consistent with the Act and recommmend its adoption.

The Regulatory Method vs. The Asset Value Method
B.

The regulatory method of calculaing nuclear and fossil generating plant stranded cods,
proposed by PP& L, compares the annual cost-of-service revenue regquirements for each
generating plant to the projected annual revenues each plant would receive from thesale of its
output using market-based prices for each year beginning January 1, 1999, to the end of its
remaining service life. PP&L St. 8, p. 4. The Company applied aPUC-jurisdictional percentage
to the annual excess or deficiency, and discounted the resulting stream of annual excesses or
deficienciesto present value at January 1, 1999 using a discount rate of 7.92%, which is PP&L’s
after-tax weighted average cost of capital PP&L St. 8, p. 4; PP&L Exh. JRS 1, p. 1.

In contrast, the asset value method compares the present val ue of revenues, less cash
expenses, that could be earned from generating facilities in a competitive market, with the sum of
the current book value of generation and regulatory assets. PP&L St. 8-R, p. 7. Under the asset

16 Initsinitial filing, PP&L estimated that it had approximately $4.6 billion in stranded costs. PP&L
Exh. JRS 1, p. 1. The Company subsequently revised its claim to reflect an error in its original calculation.
The Company’s final stranded cost claimis $4,499,922,000. See PP&L M.B., Tables B and C.
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value method, the difference between this net market value and current book value equals
stranded cost.
We favored theregulatory method for the following reasons:

First, the regulatory method is simple to understand and to
apply because it essentially uses a saries of future test years; al
revenues and expenses are reflected in the time period in which
they occur.

Second, avariety of conceptual issues arising under the
regulatory method, previously have been resolved by the
Commission under traditional cost-of-service regulation. Thus,
allowing the Commission to apply existing rules and accepted
assumptions in cdculating stranded costs.

Third, the regulatory method is fully consistent with the
Act. Specifically, Section 2803 of the defines stranded costs as the
“known and measurable net eledric generationrelated 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 recoverablein a competitive generation market and which the
commission determines will remain following mitigation by the
electric utility.” 66 Pa.C.S. 8 2803 (emphasis added). Under
traditional rateregulation, utilities are allowed afair opportunity to
recover their revenue requirement. Consequently, revenue
requirement is the proper starting point for the determination of
stranded costs of generating plants. The Act defines stranded costs
based on a comparison of revenue requirements under traditional
regulation with revenues projected in a competitivemarket.

Fourth, the regulatory method prevents an electric utility
from deriving an unfair benefit from the transition to competition..
At most, a utility may only receivethe level of revenuesthat it
would have received under current Commission-approved rates.

Fifth, the regulatory method takes into account the effeds
of book value on revenue requirements year by year.

PP&L St. 8-R, pp. 5-7; PP&L St. 19-R, pp. 15-16. See, PP&L M.B. at 44.
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Application of the asset value approach presents numerous problems and complexities.
The result is a mixed, hybrid approach which introduces substantial (and needless) complexity
and causes serious errors in the OCA and PPLICA presentations.’

OCA and PPLICA rely on the Commission’s recent Order in the PECO Restructuring
proceeding to support their recommendation to use the asset value methodology in this case.
PP& L respectfully submits and we agree that the PECO Orde does not support the use of the
asset value method in this case. First, it isimportant to note that, when properly applied, both
the regulatory and asset value methods should produce comparable results because they
theoretically measure the same costs. PP&L St. 19-R, pp. 9-14. Asexplained by Mr. Guth, the
two methods use the same inputs, with one exception. The asset value method utilizes book
value, while the regulatory method utilizes the sum of revenue related to annual return on cepital
and revenue requirements for income taxes.

Second, in our view, the PECO Order should not be interpreted as supporting the use of
the asset value method over PP& L’ s proposed regulatory method. In fact, because none of the
partiesin the PECO Restructuring proceeding proposed the regulatory method to calaulate
stranded costs, the regulatory method simply was not at issue in the PECO Restructuring case.

Third, the OCA and PPLICA stranded cost models are not in the record in this case.

MARKET PRICE OF ELECTRICITY
Iv.

PP& L used the forecast of prospective market electriaty pricesto develop market
revenues for each plant on an annual basis. The market revenues were then subtracted from
revenue under regulation to determine the stranded costs associated with PP& L’s generating
plants. See PP& L Main Brief pp. 48-87 ,pp. 87-129.

The prospective market prices for electricity are comprised of the price of capacity and
the price of energy. Customerswill pay for capacity (i.e. the right to draw upon PP&L’s
generating assets when needed) and for electric energy asthey usit. Both energy and capacity
prices are important in evaluating the competitive market value of PP& L’ s generating assets.
However, energy prices are far more significant because they will represent approximately 90%
of revenues received for electricity. PP&L Main Brief at 49.

v Examples of such errors include the calculation of Taxes Recoverable. See PP&L M.B.Section
V.D.6.
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In this proceeding there are three (3) estimatesof prospective market prices far electricity
(PP&L witness S. Jones, OCA witness D. Smith and PPLICA witness R. Falkenberg).’® Each
witness has provided an estimate of future capacity and energy prices. We find that PP&L’s
estimates reflect reasonable and consistent assumptions concerning future fuel prices and
inflation as well as atightening of the available capacity early in the next century.*®

In general, witnesses for OCA and PPLICA estimate that market prices for dectricity will
rise sharply in the future. Their forecasts of increasing prices appear to be contrary to the actual
results of deregulation in other areas. Simply stated, deregulation and competition produce lower
prices. Thisiswha was intended by the General Assenbly. 66 Pa.C.S. 88 2804(4) and (5). This
iswhat has been experienced in deregulation of other industries such as airlines and trucking.
PP&L St. 7-R, pp. 23-24; PP&L Exh. STJ9. Overstated market prices ignore thefundamentals
of competition, grossly overstate the future market prices for electricity and understate PP& L’ s
stranded costs of generation.

Relevant Market for Energy
A.

In determining the capacity and energy prices that will be paid to PP&L, it is necessary to
first determine the relevant market for sale of electricity and the likely sources of competition.
PP& L witness Dr. Jones defined the supply side of themarket as the generation sourcesin PIM
and those availale to serve customersin PIM. This ddfinition includes bath power sourcesin
PIM as well as energy and capacity that can be delivered to PIM. PP&L St. 7, p. 9. The demand
side of the market for generation includes all cusomersin PIM as well as those with access to
electricity that can be delivered over lines within and connected to PIM. PP&L St. No. 7, p. 9.

Price of Capacity
B.

18 Mr. Smith and Mr. Falkenberg presented market price projections in the PECO Restructuring
proceeding, along with threewitnesses on behalf of PECO. Dr. Jones did nottestify in that proceeding. The
Commissionconcluded that Mr. Smith’ sanalysiswas” . . . themost reasonabl e determinaion of future market
value in the record . . ..” It did note that it found no single proposal in tha proceeding “completely
convincing.” PECO Order, p. 88. The Commission must make a determination of the market price
projections based on the record inthis case. As explained hereinafter, PP& L has raised numerous issues
concerning Mr. Smith’s presentation which were not presented, and, therefore, not resolved in the PECO
Restructuring praceeding.

19 PP& L’ s estimates were prepared by Dr. Scott T. Jones, CEO of the Economics Resources Group.
Unlike the other witnesseson thisissue, Dr. Jones has extensive experience in the energy industry and in
projecting energy and fossil fuel prices. Hewas Director of Energy Studiesfar Atlantic Richfield Company
from 1980-1985 and has provided consulting servicesto the oil and gasindustry for more than 10 years. He
has studied projections of fuel prices and the relationship of various fossil fuel prices, published articleson
such issues and testified in numerous proceedings on fuel prices. PP&L Exh. STJ 1.
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Methodology

Dr. Jones estimated future capacity prices by beginning with current contracts for sale of
capacity held by PP&L. PP&L currently makes short-term or spot capacity sales and makes sales
in the forward market. PP&L St. 7, p. 45.

In forecasting future capacity prices Dr. Jones projected that cgpacity prices would rise
sharply as PIM moved from the current state of capacity excess to a bdance of demand for, and
supply of, capacity which corresponds to an expected elimination of the capacity excessin PIM..
See, PP& L Exhibit STJ8, PP&L St. No. 7, pp. 45-46.

In contrast, OCA witness Mr. Smith projects continually increasing capacity prices from
1999 to 2015 based upon the carrying cost of new “peaking” capacity in 2001. OCA St. 2, p. 18,
OCA Exhs. DCS7, DCS 10. PPLICA witness Mr. Fdkenberg projeds generally rising capacity
prices with atwo year reduction in prices following tightening of the capacity market in 2001.
PPLICA St. No. 2, p. 63, PPLICA Exh. RJF 9b.

The main criticizism of Dr. Jones' estimates of market capecity prices are that they are
insufficient to encourage investars to install new cgpacity when needed. PP&L argues that these
allegations have been demonstrated to be based upon errors of analysis and incorrect
assumptions. PP&L Main Brief pp. 51-55.

Sufficiency of Market Capacity Prices to Support Additions of New
2.

Capacity

OCA, PPLICA and OSBA challenged Dr. Jones forecast of market capacity prices as
insufficient to support addition of new capacity. OCA St. 2, pp. 12-17; PPLICA St. 2, pp. 35-40;
OSBA St 1, pp. 32-34.. Dr. Jones refuted such analysi sin hisrebuttal testimony. PP&L St. 7-R,
pp. 68-85; PP&L Exhs. STJ 28 and 28a. OCA and PPLICA responded to Dr. Jones in their
surrebuttal testimony. OCA St. 2-S, pp. 10-20; PPLICA St. 2-S, pp. 13-33. Dr. Jones responded
inrgioinder. Tr. 1385-86, 1391-96 (8/25/97); PP&L Exhs. STJ 28R, STJ28aR and STJ 28bR.

PP&L argues and we agree that this“issue” isa“tempest in ateapot”.See, PP& L revised
Exh. Nos. STJ28 R, STJ 28aR and STJ 28bR wherein Dr. Jones addresses the cost of the new
unit, costs of other facilities such as land and pipelines to serve the unit, and the heat rate
(amount of BTUs needed to produce a Kwh of electric energy) at which the unit can be expected
to operate. PP&L Main Brief pp. 52-54.

We find that the contentions of various parties that Dr. Jones market capacity prices are
“insufficient” to support additions of new capacity are unsupported by the record. PP&L’s
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analysis demonstrates that its forecasted prices are sufficient to support such additions at even
today’s costs and heat rates. As unit costs decreaseand/or heat ratesimprove (less fuel to
produce each Kwh) the rates of return produced by new units will be even higher® Accordingly
we find that the market capacity prices forecasted by Dr. Jones are demonstrated to be
reasonable.

OCA’sand PPLICA’switnesses ignore the effects of competition in lowering prices and
provide no real-world basis to support their projected capacity prices. In contrast, PP&L’s prices
are based upon current contracts and have been demonstrated to producereturns that are
sufficient to instdl new generation. For these reasons, PP& L’ s capacity prices ae the only
capacity prices that are justified by the record inthis proceeding, and are accepted. Asshownin
Table D to PP&L’s Main Brief, the use of OCA’ s higher capacity prices would increase
projected market value by $38.446 million and reduce PP& L’ s stranded costs by an equal
amount.

Price of Energy
C.

Three witnesses have projected energy pricesin this proceeding. Each witness has used a
model to estimate future energy prices. The principal inputs of these models are fuel prices,
operation and maintenance expenses for each generating unit, inflation, efficiency of each
generating unit, customer demands for energy and imports of energy from outside the PIM pool.
Accordingly, one of the primary controversies in this proceeding is the appropriateness and
reasonabl eness of the inputs to the models. Before addressing those inputs, issues concerning the
appropriate model to employ must be resolved.

Choice and Use of Models
1.

Each of the witnesses agrees that the model should be designed to determine the marginad
cost of the last generating unit dispatched to PIM each hour. PP&L witness Dr. Jones explained
the theory of hismodel asfollows:

Suppliers, like PP& L, seeking to supply load in the PIM-1SO region
will bid pricesinto the regional capacity and hourly energy markets.
These bids represent the prices at which generators are willing to
supply electric generation services. If they are called upon in any

2 Thecalculationsin PP&L Exhibit STJ32 are based upon a heat rate of 7000 Btu/Kwh, whichisvery
conservative. Mr. Smith estimated afuture heat rate of 6700 Btu/Kwh which, if used in PP& L Exh. STJ 32,
would increase rates of return even further because the unit would consume less fuel per Kwh produced. Tr.
1395 (8/25/97).
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hour, generators will behave as “price-takers’, receiving a market
price for electricity they generate. In competitive markets, where
suppliersreceivethe market clearing price, producerswill tend to bid
their generation at its marginal cost. The variable costs of the last
generation facility dispatched will determine price, rather than sunk
investment costs. In such a system, competition is fostered through
the activities of each generator, acting in its own self-interest, which
together produce electricity at the lowest possible cost. PP&L St. 7,
pp. 5-6.
It isto be noted that every generating unit operating in a given hour will receive the price

paid for energy from the marginal or highest cost unit dispatched. In thisway, all unitswhich
run in agiven hour and have costs less than the marginal cost unit will receive a price which
exceeds the variable costs of running such units. Accordingly, these units will recover a portion
of their fixed costs.

The price of energy on an hourly basisis converted to hourly and annual revenues for
each generating unit. The excess, if any, of revenues over variable costsis available to cove the
fixed costs, including return, of such generation stations. To the extent that market prices are not
sufficient to produce revenues to cover all fixed costs, there are granded investments in
generation.

While the theoretical approach to the models used by each witness is essentially the same,
there are differences in the way that each model operates which create differences in the resulting
market prices that are not accounted for by differing input assumptions. See PP&L Main Brief
pp. 55-87.

PP&L’s EGEAS Model Produces the Most Realistic
a)
and Reliable Results

Each of the witnesses testifying as to energy prices used a different model to project such
prices. Dr. Jones, testifying for PP&L, used the EGEAS (Economic Generation Expansion
Analysis System) model. Dr. Jones explained how the EGEAS model operates:

EGEAS s an economic dispatch model designed primarily for long-
term system planning. Asits name implies, the primary purpose of
the model is to find the best possible combination of generation
resourcesfor meeting system load in the short run and in thelong run.
Intheshort run, EGEA Sisaproduction cost model, dispatching units
to meet demand levels in each hour of the year. Over the long run,
the model adds capecity to the existing system to meet reliability
constraints. Depending upon the economics at that point in time a
new unit will be added, either peaking or comhined-cycletechnology
is added to minimize cost. PP&L St. 7, p. 25.
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As noted in the above testimony, EGEAS determines the optimum mix of generdion for
each hourly load and, thereby, identifies the margnal cost unit. The cost of operating this unit
determines the hourly market energy price.

It is noted that the EGEA S model has been used to dispatch units on the PIM system. It
isnot, therefore, atheoretical model but one which has been tested in the real world environment.
Tr. 1685-86 (8/26/97). Furthermore, the EGEAS model is a publicly available model which can
be acquired, used and tested by any party. PP&L St. 20-R, pp. 19-21.

The model employed by PPLICA witness Mr. Falkenberg is atheordical model and is
proprietary to hisfirm. PP&L’switness Mr. Falk identified defidenciesin the model. PP&L St.
20-R. The problem that is common to all of the defects was explained by Mr. Falk as fdlows:

The entire raison d'etre for compditive markets is their ability to
minimize costs to meet a given level of demand. . . Whenever a
production costs simulation produces costs higher then those which
are optimal, the result is to overstate what an efficient competitive
market could have produced. PP&L St. No. 20-R, p. 7.

* k%

Mr. Falkenberg hascut many corne'sin hismodel. Thesecut corners
generally produce results, as | shall demonstrate, which do not
minimizecoststo meet agivenload. Asaresult, they produce higher
aggregate prices than a competitive market would. PP&L St. 20-R,

Mr. Fa E'ig'entified five areasinwhich Mr. Falkenberg’'s model did not optimize costs.
See Tr. 1683-84 (8/26/97).

The fact that Mr. Falkenberg’s model is not tested in the real world of energy dispatch
and is aproprietary model isimportant. The above-referenced over simplifications and the lack
of independent real world application of the model make it unreliable for the purposes for which
it was submitted in this proceeding. Indeed, if the Commission were to direct use of different
inputs then those which, as explained later, were erroneously employed by Mr. Falkenberg, no
party other than FPLICA could run the model. Accordingly, the model is simply not useful in
examining the issue of forecasted market prices and the model, and wereject the resulting
conclusions fromit.

OCA witness D. Smith used the ENPRO model to forecast energy prices. Thismodel is
less problematic than the Falkenberg model for two reasons. First, it isan operational dispatch
model like EGEAS not atheoreticd model like the Falkenberg modd. Second, ENPRO is
commercially available, and, therefore can be obtained and run by any participant in this
proceeding.

PP& L witness Dr. Jones obtained and ran the ENPRO model to determine whether the
results obtained by Mr. Smith were the result of differencesin the model or differences between
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Mr. Smith’sinputs to ENPRO and Dr. Jones' inputsto EGEAS. Dr. Jones determined that there
were differences in the ENPRO model and Mr. Smith'’s goplication of the model which are
unrelated to differencesin inputs

The primary deficiency of the ENPRO model isthat it can model only 200 units. Tr.
1398 (8/25/97). In order to provide room for the addition of new units, Mr. Smith could model
less than 200 of the 350 existing unitsin PIM. Tr. 1398, 1511 (8/25/97).* To accomplish this,
Mr. Smith had to aggregate existing units or treat them asone unit. Tr. 1511 (8/25/97). The
problem with aggregating units, in this fashion, isthat it raises energy prices by using the average
cost of the aggregate group rather than the lowest cost at all times.

Mr. Smith’s application of ENPRO., as explained by Dr. Jones, assumes that units which
can be fired with either oil or gaswill use oil one half of the time and gas the other half of the
time, regardless of competing fuel prices. Of course, such assumption is unrealistic and biases
electricity prices upward since duel fuel units can be presumed to use the lower price fuel. Tr.
1397-98 (8/25/97). Asshown in Table D to PP&L’s Main Brief, the effect of thisisto overstate
market value by $159.298 million.

Mr. Smith also reduces the availability of imports from outside PIM after 2005, without
explanation or justification. Tr. 1398 (8/25/97). Because imports from the west generally are a
lower costs, Tr. 1510 (8/25/97), thisincreases the price of eectricity in PIM just as the 7-year
rate cap under the Act expires. The effect of thisisto overstate market value be $226.296
million.

Dr. Jones presented Exh. STJ 33 to graphically illustrate the effects of the ENPRO modd.
Accordingly, the errors in the ENPRO model, and Mr. Smith’s application of the model, are
significant. Nevertheless, these errors are mostly correctable and, if those corrections are made,
the model can provide the basis for a reasonable forecast of energy prices?? As shown on PP& L
Exh. STJ 33, the remaining differences between the energy prices forecasted by Mr. Smith and
those forecasted by Dr. Jones are the result of differencesin inputsto the models. When Dr.
Jones’ inputs were put into the ENPRO model and ENPRO errors were corrected, ENPRO yields
essentially the same prices as EGEAS. For thisreason it is critically important that the ALJ
address the appropriate inputs to the ENPRO and EGEAS models.

A Mr. Smith did nat indicate in hisdirect testimony that ENPRO requires aggregation of units. This
isthe type of information, however, that can be discovered by other parties when a model is commercialy
available. Thereisalso no indication in that the Commission was aware of this deficiency in the ENPRO
model in the PECO Restructuring proceed ng.

2 The inability of the ENPRO model toreflect more than 200 units, however, camot be corrected.
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The EGEAS modd, in contrast, does not contain the methodological problems that have
been explained above with regard to the Falkenberg model and ENPRO.? Specifically, EGEAS
isadispatch model which has been used for many years in dispatching units on the PIM system.
Asnoted by Mr. Falk:

I’ ve sold dispatch models commercialy, and differencesin dispatch
and the price and the commitment of unitsthat would be glossed over
in two seconds inaregulatory proceeding lead to weeks of meetings
[and] rewriteq,] your model against my model in the real world . . .
| just don’t think, withall due respect to the regulatory process, that
it matches the crucible of competition ... Tr. 1685-86 (8/26/97).
The EGEAS modd can model all of the unitsin PIM as well as necessary additions, it

schedules maintenance rather than spreading it arbitrarily throughout the non-summer months, it
optimizes new capacity additions to produce the lowest energy costs by choosing between
combustion turbine and combined cycle units, it uses appropriate prices for unserved energy and
it properly reflects different summer and winter capacity ratings. PP&L St. 20-R, p. 18.

Treatment at Start-Up and No Load Costs
b)

The only criticism which other parties have directed at the use of the EGEAS model
concerns the treetment of start up or no load costs. Thisisreally not a ariticism of the robustness
of the model but, instead, its application to determine market clearing prices in this proceeding.
Nevertheless, this criticism has been demonstrated by Dr. Jones ashaving a minimd effect on his
forecasted energy prices and the resulting stranded costs of generation.

OCA witness Mr. Smith and PPLICA witness Mr. Falkenberg state tha generators would
not bid their incremental cost of generation because there are extra costs attributableto start-up
that would not be recovered if they happen to be the unit that supplied the last kWh of energy at
that point intime. In thisway, intervenors argue that PP& L has understated the market clearing
price of energy. OCA St. 2, p. 5. Thelr reasoning is that the incremental cost of some blocks of
aunit is below the actual cost of operation at certain loads. Intervenors argue that the only way
to account for this reluctance would be to assume that generators adjust upward their initial bids
to the average cost of generation (supposing that the average costs of generation always exceeds
the incremental cost of generation), because no generator would knowingly bid his incremental
cost into the market for fear of losing money on an on-going basis. In the view of at least one of

= It also is noted that no witness employed the EGEA S model in the PECO Restructuring proceeding.
Since the results of such model were not available for the Commission’s consideration in the PECO
Restructuring proceeding, the Commission relied upon Mr. Smith’ suse of ENPRO. Here, the EGEASmodel,
which is more robust, is the best available model.
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the intervenors, PPLICA St 2, p. 18, the average full load heat rate would be bid by the generator
assuming that the single heat rate for each unit was equal to the average full load heat rate.

There are two major flaws in intervenors contention about this “heat rate” issue. First, as
Dr. Jones points out, PP&L St. 7-R, pp. 62-63, intervenors do not have a clear grasp of the
incentives facing generators in a competitive market. Intervenorsideathat no raiona generator
would knowingly bid hisincremental cost for fear of having to forego some start-up cods
incorrectly assumes that any individual generator subject to competition would somehow know,
in advance and for any hour of the year, exactly when the market for energy would clear at the
incremental cost of their unit. Only in thisway would the potential cost of not offering capacity
to the market offset the financial 1oss of foregoing the opportunity to earn a profit on that
capacity because as long as the supply curve for energy has the usud upward slope, all
generators but the last unit dispatched at any point in time will receive aprice for that hour that is
in excess of theirincremental cost.

Second, Dr. Jones correctly notes that whether or not intervenors' alegations are valid
(a) isan empirical question requiring proof and, (b) has to recognize that EGEAS does not
dispatch an entire unit on the basis of asingle heat rate. Rather, in amanner like the way PIM
actually dispatches the system, EGEAS divides a generator’ s capacity into several blocks, each
with adifferent heat rate. At some pointsin time, the incremental cost of energy based on heat
ratesis greater than and less than the average cost of generation as shown in PP&L Exh. STJ 22.
Dr. Jones summarized his analysis of the issue raised by other parties and his empirical test of the
significance of the issue as follows.

... | have tested Mr. Falkenberg's hypothess for him. Additiona

runs of EGEAS using Mr. Falkenberg' s suggested average heat rate
approach result in higher and lower market clearing pricesduring the
year. On balance, PP&L’s estimated stranded costs fell by 0.8% or
$37 million. | concludethat Mr. Falkenberg’ s contention that PP& L

systematically understated market-clearing pricesby disregarding the
effect of no-load costs and average hest-rates is without merit,
apparently designed to alarm the Commission rather than raise a
substantive concern. PP&L St. 7-R, pp. 14-15.

As noted in the above testimony, even if generators could know in advance that their bids

to supply energy would represent the market clearing price and, therefore, adjusted such bids to
cover so caled “no load” costs, theeffect on PP&L’ s generation revenues would besufficient to
reduce PP& L’ s stranded costs by only $37 million out of $4.5 hillion?* or about eight tenths of a

2 Theissue of failureto cover so called “noload” costswas one of the bases used by the Commission
to reject the testimony of PECO witness Heironymus. PECO Order, pp. 85-86. However, Mr. Heironymus
did not recal culate the effect on market clearing pricesif generatorsincreased their bidsto include such costs,
as Dr. Jones did, but instead simply assumed there would be uplift payments to generators which would not
affect the market clearing price. PECO Order, pp. 85-86.
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percent. Itisnot at al clear that generators will act, as Mr. Falkenberg surmises in a competitive
market wherethey are seeking to under bid othersto sell energy, and are uncertain whether their
bidswill set the market clearing price. However, even if al generators were to include such
costs, which is unlikely, the effect will be to reduce PP& L’ s $4.5 billion of stranded costs by no
more than $37 million and leave such costs still well above the $4 billion recoverable under the
rate cap.

For all the foregoing reasons, PP& L has demonstrated that the EGEAS model is the maost
realistic and robust model for determining energy prices and should be used to determine such
prices, if any model is used, in this proceeding.

Inputs to Models
2.

Asexplained in the PP&L M.B., the selection of an appropriate model is an important
first step in forecasting energy prices. However, either the EGEAS model or the ENPRO model,
with certain corrections, can be used to forecast energy prices. The correct inputs to the model
are, by far, themost critical issuesin forecasting energy pricesand differences in the inputs
selected by each witness account for the majority of the differences between the forecasts of the
witnesses. Thisisillustrated by Dr. Jones' rejoinder Exh. STJ 33, which compares the results of
OCA'’ sinputs to the ENPRO model with PP&L’ s inputsto the EGEAS model.

Itis, therefore, very important that the Commission carefully review the inputs that have
been selected by the witnesses. OCA’s and PPLICA’ s witnesses have used forecasts of fuel
prices and inflation -- the two most critical inputs -- which are prepared by entities that have
consistently overstated such variablesin the past. For the reasons explained below, PP&L’s
inputs to the EGEAS model are reasonable.

Fuel Prices

a)

Projected Oil and Gas Prices
1)

Perhaps the mast critical and significant input to themodels is the cost of fuel to operate
each unit that generates electricity. Since the energy price for al units running in a given hour
equals the cost of operating the marginal cost unit operating in that hour, the variable cost of
operating the marginal cost unit is critical. Fuel priceis the primary component of vaiable cost.

As explained by Dr. Jones, aforecast of fuel prices must reflect the fundamental s of fuel
markets. In particular, two concepts are extremely important. Thefirst concept is that increases
in fuel prices should be separated into two components: increasesinreal fuel prices (exclusive
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of inflation) and increases in fuel prices due to inflation. The combination of the increase in the
real fuel price and the effect of inflation on the fuel price produces the nomind fuel price at any
point in time.

The second concept is that projected increases in one fuel price, such as natural gas must
be reviewed in the context of competing fuels such as oil and coal. Both common senseand
experience demonstrate that prices of competing fuels move in tandem and forecasts which
project different rates of increase for competing fuels are highly suspect. Application of these
fundamental concepts to the fuel price forecasts of each of the witnesses demonstrates that Dr.
Jones’ forecad is, by far, the most reliable and most reasonabl e forecast.

Dr. Jones forecasted that 1996 real fuel prices would remain flat until 1999. Dr. Jones
then forecasted that real fuel prices wouldremain flat and that nominal fud prices would increase
with inflation from 1999 forward. PP&L St. 7-R, p. 41

Dr. Jones projected that real fuel prices would remain flat after 1999 because history
demonstrates that real fuel pricesrise and fall but revert to a mean priceof about $15.50 in 1996
dollars over the long term. PP&L St. 7-R, p. 47. Asshownin Dr. Jones Exh. No. STJ 16, all
prices averaged about $15.50 abarrel (in 1996 dollars) over the period 1900 to 1996 excluding
the unusual period of 1979 to 1985 represented by the Iranian Revolution. It isnoted, however,
that other disturbances like the Gulf War are included in the experience period. Nevertheless,
Dr. Jones adopted areal oil price of $18.00 per barrel, Exh. No. STJ 16, which corresponds to the
average price of $17.90/Bbl over the last 10 years. PP&L St. 7-R, p. 54.

Only Mr. Knecht, on behalf of OSBA ,* attempted to refute Dr. Jones explanation that
real prices are mean reverting, by calculating a .8% rate of increase in the price of oil from 1939
t0 1996. OSBA St 51, pp. 17-22; OBA Exh. RDK-S-2. However, Dr. Jones explainedin
rejoinder that the choice of a particular starting year substantially effects this type of calculation.
If Mr. Knecht had chosen any of 24 differing starting points since 1900 there would have been
real declinesinoil prices and, if many other starting years wereused, real oil prices would
simply beflat. Tr. 1404-05 (8/25/97). Asaresult, simply choosing a starting point year near the
end of adepresson when oil prices were low proves nothing about the long term trend of real oil
prices.

Finally, Dr. Jones explained that projections of risingreal fuel prices are contrary to both
the weight of historic evidence and the progress of technological developmentsin exploration for
fuels. PP&L M.B. 66.

% Fuel prices peaked in 1996 and began to decline in 1997. PP&L St. 7-R, p. 43. Therefore, the
subsequent experience tendsto confirm that Dr. Jones’ use of the 1996 nominal prices as the starting point
for 1999 is appropriate.

% Mr. Knecht did not forecast energy pricesin this proceeding
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AreMr. Knecht’ sconclusionsthenin error in concluding that

real fuel priceswill increase?

Real fuel prices, there's absolutely no evidence that real fuel
A.
priceswill increase over thelong term. Infact, it’ sthe very progress
that energy companies have made with regard to technology
innovation when it comes to locating and producing energy that
suggests that technical progress will continue to overcome the
apparent assumption that seems to drive forecasts like those used by
Mr. Smith and Mr. Falkenberg.

Their forecasts rely on the assumption that technology is losing
ground to the ideathat energy isafinite resource and thereisonly so
much oil and gas and uranium in the ground, so prices must rise.

Professor Morris Adelman, MIT’s best known natural resource
economist, addressed that i ssue head on in hisbook, “ The Economics
of Petroleum Supply.”

Professor Adelman states in Chapter 13 under a heading called,
“Prices Should Rise and Do Not,” he says, “ The assumption of an
initial fixed mineral 2ock isnot only wrong but superfluous. All else
being equal, the replacement cost of any mineral should constartly
increase over time and the price with it, yet prices of minerals have
not risen.

Practically all have been flat or actually declining in the long run.
Theargument now among econometriciansiswhether we must reject
or accept along-term downwardtrend for mineralsprices. Long-term
increases is not even in question. All else has not been equal.

Mineral depletionisinfact an endlesstug of war, diminishing returns
versusincreasing knowledge, and so far the human race haswon big.
Tr. 1405-06 (8/25/97).

The evidence, therefore, suppoarts only a conclusion of flat real fuel prices.

Messrs. Falkenberg (PPLICA) and Smith (OCA) rely on the forecasts prepared by DRI
and EIA respedively. By increasing nominal fud prices more than their projected increases in
inflation, these forecasts effectively project both increasesin real fuel prices and increasesin fuel
prices dueto inflation. PP&L St. 7-R, p. 55; Tr. 1404 (8/25/97). Y et neither witness has
presented any substantive basis for concluding that real fuel priceswill rise. Inthisregard, itis
to be noted that Dr. Jones real oil price of $18.00/Bbl is essentially equal to the $17.90/Bbl
average price over the last 10 years and is significantly above the $15.50/Bbl average long-term
price of il in 1996 dollars excluding years affected by the Iranian Revolution. PP&L . No. 7-
R, p. 54. Accordingly, Dr. Jones projection of real oil pricesison the high side of average
historical prices. Furthermore, as shown on PP&L Exh. STJ 18, one standard deviation around
this average price establishes arange of $12/Bhl to $19/Bbl. While ail prices may rise and fall
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above the average it is reasonable to conclude that they only rarely will move outside one
standard deviation. Asalso shown on Exh. STJ 18, in contrast to Dr. Jones' real oil price of
$18/Bbl, Mr. Falkenberg's (EIA’s) real oil prices begins at about $19/Bbl and continually rises
throughout the forecast period to prices of about $24/Bbl, well outside one standard deviation
from the average price. The DRI forecast used by OCA produces similar results. PP&L Exh.
STJ19. Accordingly, the expectaion of these forecasts -- that red oil prices will rise-- issimply
not supportable given historic trends. Equally important, neither OCA’s nor PPLICA’ s witnesses
has presented any evidence to support such real price rises, they have ssmply accepted the DRI
and EIA forecasts.

The witnesses' use of the DRI and EIA fuel pricesis difficult to explain given that both
entities have continually over-estimated fuel prices. Asshown on PP&L Exhs. STJ 14aand 14b,
each of EIA’s 1986, 1987, 1989 and 1992 long term fud price forecasts has consistently
overstated fuel prices. DRI’sfuel price forecasts closely matches EIA’s over-estimates.

PP&L Exh. STJ19. Asshown on PP&L Exh. STJ 35, DRI's 1994 and 1995 forecasts al so
overstated inflation and, thereby fuel prices. Dr. Jones explained that the EIA and DRI fuel price
forecasts are based upon macro economic models which forecast ever increasing growth without
recession. This aeates an upward bias to both real fuel prices and inflation. Further, these
forecasts assume increased energy demand without technological innovation. PRP&L St. 7-R, pp.
57-58. Regardless of the reason, the record demonstrates that these forecasts have consistently
overstated fuel prices and are proven to be unreliable to forecast fuel prices and, ultimately,
energy pricesin this proceeding.

As noted above, the projection of fuel pricesis affected by both the projection of real fuel
price change, if any, and changesin fuel prices dueto inflation.

As explained more completely in the inflation section of this brief, Dr. Jones projected a
constant inflation rate of 2.5% and applied that inflation rate to fuel prices commencing in 1999.
OCA witness Mr. Smith did not separately project real fuel prices and the effed of inflation on
such prices. Instead, Mr. Smith smply adopted the DRI 1996 forecast of fuel prices.

Asshown in PP&L Exh. STJ 21, the DRI 96 forecast begins with average inflation rates
of 2.3% for 1997-2000, but then increases inflation rates to alevel of 3.5%, on average, for the
period 2005-2015. OCA’s Mr. Smith revised his forecast to reflect the updated DRI Spring 1997
Outlook, Tr. 1516-17 (8/25/97), and to correct a“ starting point” problem Dr. Jones notedin his
testimony. PP&L Exh. STJ12. Even so, the updated Spring 1997 Outlook continues to use the
much higher 3.5% average annual inflation rate for the period 2005-2010.

Mr. Falkenberg used the EIA forecast for 1997. Asalso shown in Exhibit STJ 21, the
ElA forecast starts with inflation at 2.5% and raisesit to 3.4 % on average for 2005-2010 and
3.6% on average for the period 2010-2015. Asshown on PP&L Exh. STJ 35, DRI has
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consistently over-estimated inflation in past forecasts. EIA forecasts match DRI’ s forecasts
closely. PP&L Exh. STJ19.

Neither Mr. Smith nor Mr. Falkenberg has offered any explanation why the inflation raes
built into the DRI and EIA fuel forecasts escalate over time. Tr. 1403 (8/25/97). These inflation
forecasts arefrom the DRI and EIA fuel priceforecasts. Desite reliance onthese forecasts
neither witness even obtained the full source documents for these forecasts or analyzed the bases
used in these forecasts to estimate inflation. Tr. 1517-18, 1750 (8/25/97). Accordingly, they
have not examined the bases for these forecasts and have blindly accepted them as reasonable.
As explained by Dr. Jones, forecasts of inflation which rise over time are simply inconsistent
with federal reserve policies observed over the last decade. Tr. 1400 (8/25/97). These witnesses
have provided no bases to justify the use of the EIA and DRI inflation estimates and the record
demonstrates that their forecasts have consistently overstated inflation.

Therising rates of inflation combined with rising real oil prices projected by these parties
create what Dr. Jones referred to as the “dog leg’ problem. The DRI and EIA forecastsinitially
project gradual risesin fuel prices but as the higher inflation rates and increasesin real fuel prices
“kick in,” nominal fuel pricesrise sharply. Asshown graphicaly in PP&L Exhs. STJ 14aand
14b, the fuel price curve slopes upward in the shape of adog leg. Asexplained by Dr. Jones
there is no precedent in history for such an effect, PP& L St. No. 7-R, p. 42, and, in past forecasts,
this phenomenon accounts, in part, for DRI’s and EIA’s confirmed over-forecast of fuel prices.
PP&L Exhs. STJ 14aand 14b.

In PECO’ s Restructuring proceeding, OCA witness Smith as well as the three PECO
witnesses relied in their final testimony on the Spring 1997 DRI forecast (Revised DRI)® and
witness Falkenberg relied, as he did here, on the EIA forecast. Asaresult, the reasonableness of
the Revised DRI forecast and the EIA forecast were not at issue in the PECO Restructuring
proceeding. As explained above, the weight of the evidence in this proceeding is tha these
forecasts are unreliable. Accordingly, the record in this proceeding compels rejection of such
forecasts.

Relationship of Fossil Fuel Prices - The Divergence Issue

2

z Although EIA reduced its short term fuel forecast downward, Mr. Falkenberg made no adjustment
to reflect lower fuel prices. Tr. 1751-52 (8/25/97).

2 PECO witnesses Heironymusand Bustard used the 1996 DRI forecast initially and updated to the
Spring 1997 DRI forecast. PECO witness Venkateshivara initially used his firm's ICF forecast but was
replaced by witness Rose who used the Spring 1997 DRI forecast PECO Order, p. 87. The Commission
found troublesome these forecast changes. PECO Order, p. 87. Dr. Jones did not change hisfuel price
forecast in this proceeding. OCA witness Mr. Smith changed fromthe Fall 1996 DRI forecast to the Spring
1997 DRI forecast. OCA St. 2-S, p. 2.



There isyet another significant problem with use of DRI and EIA fud price forecastsin
this proceeding. In addition to the errors of improperly rising real fuel prices and increasing
inflation rates, these forecasts project a divergence between the real prices of oil and gas versus
thereal price of coal. Thisisillustrated graphically on Dr. Jones PP&L Exh. STJ 10, which
shows the difference in rates of escalation in gas and oil pricesrelative to escalation in coa
pricesin the DRI forecast.

The divergence of gas and ail prices from coal and uranium pricesis bothillogical and
unprecedented for competing fuels. As demonstrated by Dr. Jonesin PP&L Exh. STJ 164, redl
prices of competing fuels are highly correlated over the 15 year period of 1981-1995. In other
words, the prices of these fuels move up and down together. This history also makes sense. |If
the price of one competing fuel rose sharply and others did not move upward, there would be fuel
switching in many applications. PP&L St. 7-R, pp. 47-49. Thisis particularly the case for gas
and oil versus coal. Asalso shownin PP&L Exh. STJ16a, Dr. Jones s forecasts of the prices of
each type of fuel are highly correlated. On the other hand, the fuel price projedions of DRI and
EIA show asignificant, and historically unprecedented, divergence of oil and gas prices from the
price of coal.

The “divergence” problem is paticularly critical to the issues of stranded costs in this
proceeding. Themarginal cost units operating on PIM will normally begas and oil fuel units,
and these units will set the price for al units operating in the same hour. OCA and PPLICA
understate the costs of operating PP&L’ s coal generating units by assuming coal prices that are
inconsistent with oil and gas prices used in their models. The result is an understatement of
stranded costs associated with these units.

The divergence of coa prices and oil and gas prices was not an issue in the PECO
Restructuring proceeding for several reasons. First, as noted previously, all partiesin that
proceeding employed either the Spring 1997 DRI forecast or the EIA forecast. Accordingly, no
party in the PECO proceeding challenged the divergence of oil and gas prices versus coal prices.
Second, PECO’s coal fired generating plants account for arelaively small portion of PECO’s
generation. See PECO Exh. 2, Sched. G-7, App. A-25, at R-00973953. In stark contrast,

PP& L’ s coal fired generating plants account for 38% of its generation. See PP&L Hrg. Exh. 2,
Filing Requirement RP-G.6, Attach. 2. Accordingly, the historically unprecedented divergence
of coal pricesfrom oil and gas prices predicted by DRI and EIA has a disparate effect on the
calculation of PP& L’ s stranded costs as compared to PECO.
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Asillustrated by PP&L’stable, a& page 72 of its M.B., the coal prices paid to operate
PP& L’ s coal-fired generating plants, would be significantly higher if coal prices areescalated at
the same rates assumed by DRI for gas prices. Therefore, even if the DRI gas and oil prices were
accepted, despite al of the evidence in this proceeding that they are overstated, the Commission
must, at a minimum, adjust upward the coal prices assumed by DRI. To do otherwise is not only
contrary to the record but would punish PP&L for owning and operating coal plants that have
produced low cog electricity for many years.

In order to further illustrate the effect of correcting the divergence of oil and gas prices
from coal priceson PP&L in light of the PECO Order, PP& L hassubmitted arecalculation of its
stranded costs which, among other things, uses prices for coal that escalate in a manmner that is
consistent with DRI’ s escalation of oil and gas prices. Correction of this divergence problem
alone would create an increase in stranded costs of $230.157 million. See Table D to PP&L
M.B..

For all the reasons noted above, the DRI and EIA fuel price forecasts are overstated.
These overstated fuel prices result in a significant overstatement of energy prices forecasted in
Mr. Smith’s (OCA) ENPRO model and Mr. Falkenberg’'s (PPLICA) model. We reject these fuel
price forecasts as unreliable inputs to any model and direct use of fuel price forecasts devel oped
by Dr. Jones. The dfect of the different fuel price forecasts pervades the market price analysis
and is difficult to isolate. The parties differ in both their forecast of real price changes and
inflation. The total effect of the different inflation assumptions is $198.563 million as shown on
Table D. Thisincludes both effects of inflation on fuel and non-fuel costs and the effect on
inflation on market prices.

Inflation
b)

The forecast of inflation is significant both as it affects fuel prices, as explained in the
previous section of this Brief, but also because inflation is used to escalate other costs that are
used in each of the models to derive market prices of electricity. In particular, variable O& M
costs must be projected for each of the unitsthat will be operated. Each of the witnesses applies
an expected inflation rate to current levels of variable O& M coststo derive future O& M costs.

There are two issues with regard to the projection of inflation. Thefirst iswhat measure
of inflation should be used. The second is the year by year amount of inflation.

With regard to the proper measure of inflation, Dr. Jones explained that the Consumer
Price Index (CPl) is clearly overstated as to costs faced by PP& L because it relates to consumer
products and not toitems that affect PP& L’ s generating costs. While the Gross Domestic
Product (GDP) deflator is a better indicator of the effect of inflation on such costs, this measure
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includes long-lived assets as if they were purchased monthly. Dr. Jones, therefore, concluded
that the Producer Price Index (PPI), which measures prices received by industrial firms for goods
they produce is the best indicator of costs to be incurred by PP&L. PP&L St. 7-R, pp. 60-61.
Noting that long-term forecasts of the PPI, even by DRI, averaged less than 2.5% per year, Dr.
Jones estimated average future inflation at 2.5%. PP&L St. 7, p. 40; PP&L St 7-R, p. 61.
OCA’sand PPLICA’switnesses did not eval uate the proper measure of
inflation or attempt to estimate inflation. As explained previously in conjunction
with fuel price projections, OCA and PPLICA simply adopted the rising inflation
rates contained in the DRI and EIA forecasts. Tr. 1401-02 (8/25/97). OCA and
PPLICA cannat explain the basisfor these increasing inflation estimates because
they blindly accepted the numbersin the fuel price forecasts. Dr. Jones explained
the unreasonableness of the continually rising inflaion scenario as follows:

[F]or inflation to be sustained at an increasing rate over time, which is the assumption
embedded in the intervenors’ forecasts, it hasto be the federal government with the
cooperation of the Federal Reserve Board that has embarked on an expansionary
policy supported by increases in the money supply.

This is absolutely opposite from the policies and the Fed activity that has been going on
since the Reagan yeas. My estimate for inflation reflects a continuation of that
current policy. Hence, | set inflation at its long-term trend of 2.5 percent and held
it there. | have no evidence that anything to the contrary will prevail.

Have other forecasters made smilar projections?

The Federal Reserve Bank of Philadelphia released its survey of professional

forecasters just earlier this month, showing that the expected change in the GNP
deflator, which isameasure of overall inflation in the economy that was adopted by
Mr. Falkenberg and Mr. Smith for this proceeding, wouldgrow at 2.3 to 2.5 percent
over the next two years.

Thissame group of forecasters expects the Consumer Price Index, which asl’m sureyou're
familiar with isameasure of inflation based on consumer goods, they expect the CPI
to grow 2.7 percent over the next ten years.

Now, I'd like to point out that historically the difference between the CPI and the GNP
deflator has been about minus 4/10th percent, suggeding that the forecasters would
set aten year outlook for the GNP deflator below my 2.5 percent inflation rate.

Ontop of that, | would add that what isimportant iswhat people think or expect inflation to
do over the long term.

As you can see from Exhibit STJ34 which | passed out earlier this morning, and that |
actually have had blown up for purposes of this proceeding today, that the inflation
fears of Americans have been fading rapidly since the start of this decade and are
now well below 3 percent.
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And Alan Blinder, who [was] vice chairman of the Fed duringthe period when alot of this
activity to reduceinflation was going on, has been quoted as saying, “When | wason
the Fed, we said our goal was to cap inflation at 3 percent and then bring it down.
Now, that view is being taken as much too pessimistic.” Tr. 1400-01 (8/25/97).

PP&L M.B. pp.75-77.

For al of the foregoing reasons, including those explained in the fuel price section of this
decision, OCA’sand PPLICA’s “adoption” of DRI’sand EIA’s unexplained rising inflation
scenario isregjected. A steady 2.5% inflation rate is consistent with current experience and
modern monetary policy.

Load Growth and Electricity Demand
c)

PP& L forecasted electricity demand for PIM by adopting the most recent forecast of
demand compiled by PIM. Updates for demand on PP&L’s system through December 1996
were reflected. PP&L St. 7, p. 44. PP& L estimated demand growth of about 1.5% annually. No
party has raised any issue with regard to forecasted demand.

Efficiency of New Capacity
d)

Efficiency of new capacity is principally an issue with regard to the development of
capacity prices and whether cgpacity prices, in combination with energy prices, ae sufficient to
provide areturn that will support the addition of new units when they are needed. Asexplained
previously with regard to capacity prices, Dr. Jones' projected market prices for capacity and
energy are sufficient to support installation of new units.

The efficiency of new units also effects energy prices. Inthe EGEAS model, Dr. Jones
made a very conservative estimate of the fuel consumption of new combined cycle and
combustion turbine units. He assumed that a combined cycle unit would require 7000 BTUs of
energy to produce a kWh and that a combustion turbine would require 10,200 BTUs to produce a
kWh. PP&L Exh. STJ5. These assumptions are conservative. For exanple, many existing
combined cycleunits already can produce one kWh at lower BTU levels (i.e. lower heat rates).
PP&L Exh. STJ28R. Reflection of these lower actual heat raesin EGEAS would have resulted
in lower energy prices and higher stranded costs because it would take less fuel to produce each
kWh of energy from new units. For thisreason, no party has challenged the reasonabl eness of
the efficiency assumptions used in EGEAS to project energy prices. Tr. 1392 (8/25/97).

Other Inputs
e)
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There are several other inputs to the energy price models which, while less critical than
the inputs explained above, have arelatively significant effect on the resulting energy prices
produced by the models. These inputs are explained briefly.

Nuclear Capacity Factor

)

Nuclear capadty factor refers to the percentage of the time that base load nudear units
will be operating. The use of anuclear capacity factor that istoo low in the models raises
marginal energy prices by requiring other units with higher variable costs to operate. If actual
nuclear capaaty factors turn out to be higher than reflected in the models, actual energy costs
will be lower than projected by the models.

Dr. Jones employed a forecasted 78% nuclear capacity factor in the EGEAS model based
upon a study of actual unit availability factorsin PIM and other systems. PP&L St. 7, p. 30. The
data used to calculate availability is provided in PP&L Exh. STJ6. Mr. Smith, without any
support or explanation, “assumed . . . a 75% annual capacity factor...” OCA K. 2, p. 21.%

Dr. Jones explained in rebuttal testimony that the availability of nuclear units has been
steadily increasing and is projected to increase further:

Nuclear unit availability of 78 percent is conservative. Nuclear unit
availability hasimproved considerably inthe United Statesinthelast
10-15 years and is expected to continue toimprove. Exhibit STJ-30
shows historical availability factors for nuclear units in the United
States from 1982 to 1995. In that period, availability factor has
improved steadily from about 65 percent to nearly 80 percent.
Mounting experience in operating nuclear units has led to better
management practices and fewer forced outages. For example, units
experienced nearly 900 hours of forced outagein 1991. Thisnumber
dropped to below 700 hoursin 1995.

Moreover, NERC forecasts show that this trend is expected to
continue. Exhibit STJ-30 plots forecasted capacity factors to 2006
(actual capacity dataare shown from 1991 to 1996). Becausenuclear
units are typically run at full load whenever they are available,
anticipated capacity factors should closely mirror, though by slightly
lower than, anticipated availability. NERC forecasts suggest
availability factors of at least 85 percent should be expected for the
next decade. Thus, 78 percent is a somewhat conservaive estimate
of future nuclear availability. PP&L St. 7-R, pp. 106-107.

» In the PECO Restructuring proceeding, both PECO and OCA used a 75% nuclear capacity factor.
As aresult, use of ahigher factor wasnot an issue in that proceeding. However, the Commission observed
that PECO'’ s actual nuclear capacity factor wasbelow thislevel and, as aresult, use of 75% was favorable
to PECO. PECO Order, p. 89. In contrast, use of the industry average here would penalize PP&L and
deprive PP& L of the benefit of its higher nuclear capacity factor.
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Mr. Smith did not respond, in surrebuttal testimony, to Dr. Jones above quoted
explanation. Mr. Smith has not provided any basis to employ a 75% nuclear capacity factor for
PP&L. Accordingly, the record supports only the 78% nuclear capacity factor recommended and
employed by Dr. Jones.

Variable O&M Costs
2

Another element in projecting generating costs is the variable Operation and Maintenance
expenses (O& M) of each unit. Variable O& M expenses are those associated with the production
of energy as contrasted with fixed O&M which are costs associated with maintaining plants
ready to operate.

Dr. Jones forecasted variable O& M expenses by escalating current variable O& M oosts
for each plant. Dr. Jones explained that the experience in industries that have moved from
regulation to competition is that O& M expenses increase, for aperiod of time, at rates that are
less than the rate of inflation. For this reason, Dr. Jones selected escal ation rates for variable
O&M expenses of 2% for 1997-2000, 1.5% for 2001-2005 and 2.5% for 2006-2016. PP&L
Exh. STJ4.

Dr. Jones explained his projection as follows:

My view of future changesin variable O&M costs, as shown in
Exhibit STJ 4, stems from three sources of data. First, an
examination of thetrendsin O& M costsin capital intensiveindustries
beginning with the 1980's suggests that periods of competitive
change often cause internal cost escalation ratesin variable O& M to
decline, at least in real terms. For example, a recent article on the
highly-competitive (and partially regulated) oil refining industry,
cited data showing O& M costs declining as much as 10-15 percent
per year over the last several years®.

Second, therecent restructuring that hastaken placeinthe natural gas
pipeline industry caused variable O&M costs to trail inflation.
Following FERC Order No. 636, pipeline company restructuring
produced firms that were encouraged to respond to competitive
pressures, and firms that encouraged the introduction of cost-saving
technology. Third, evidence and opinion from variousindustry and
academicpublicationssuggest that variable O& M costsin partsof the
industry may by rising slower than inflation forsometime. PP&L St.
7, p. 41-42.
PP&L M.B. pp. 79-80.

OCA’sand PPLICA’switnesses smply applied the inflation forecasts contained in the
DRI and EIA fuel price forecasts to current levels of variable O&M costs.. Asexplained by Dr.

%0 Anne Rhodes, “Hostile Operating Climate Augurs Further Closures for U.S. Refiners,” Journal,
March 10, 1997, 21-23.
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Jones, and as further il lustrated in hisrebuttal testimony, PP&L St. 7-R, pp. 22-25 and PP& L
Exh. STJ 9, competition in the rail, trucking, airline and natural gasindustries has produced “. . .
double digit decreasesin prices and costs of production...” PP&L St. 7-R, p. 24.

For these reasons, Dr. Jones' projections of variable O& M costs are both reasonable and
conservative in that they likely overstate costs given the proven effects of introducing
competition in other industries.

Reserve Requirements

€)

Reserve requirements refer to the amount of capacity which is required above expected
demand to serve unexpected contingencies such as an unplanned outage of a generating station.
PIM currently plans for a 20% reserve requirement. PP&L St. 7, p. 23. However, Dr. Jones
concluded that competitive pressures will lower reserve requirements to 18%. PP&L St. 7, p. 24.
Mr. Smith also assumed a going forward reserve requirement of 18% although he indicated that
this might not be achieved by 2000. OCA St. 2, p. 18. PPLICA’switness did not address
reserve requirements.

It is noted that reserve requirements affect energy prices by determining the timing of
additions of new capacity. Asnew capacity is added marginal energy prices will generally
decline because the new capacity is more efficient (less fuel or BTUsto produce each kWh).
Thus, perhaps counterintuitively, higher reserve requirements mean lower energy prices.
Therefore, Dr. Jones adoption of an 18% reserve requirement, as compared to the current 20%,
Increases energy prices and lowers stranded costs. If Dr. Jones had continued to employ a20%
requirement, it would have forced the model to add new efficient additions at an earlier date and
energy prices would have been lowered. Accordingly, the 18% reserve requiremert is
conservative and again properly and consistently reflects the future effects of competition.

Environmental Costs

“

In projecting energy prices it also is necessary to indude certain environmental costs
which will affect the cost of operating the marginal cost generating unit. As explained by Dr.
Jones, the EGEAS model permits input costs of emission allowances as an adjustment to fuel
price escalators. Dr. Jones explained how EGEAS model s SO, emission allowance as follows:

The first step is to identify which units will be running when the
region isnot in compliance. EGEAS accomplishesthis by checking
the emission production rate against the annual emission limit input
for each facility. Once the units are identified, then those units that
are subject to emissions limits are assigned allowances sufficient to
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bring them into compliance. The cost of bringing those units into
complianceis built into the fuel escalation rates for PIM. PP&L St.
7, p. 42.

To determine the emission a lowances Dr. Jones reviewed the history of SO, alowance

prices, which have steadily declined, and he reviewed forecasts of allowance prices. Dr. Jones
adopted the ICF Kaiser low case estimates of allowance prices through 2000 and escal ated those
allowances by the 2.5% expected inflation rate whi ch he applied to escalate other costs. PP&L
St. 7, pp. 41-42.

Dr. Jones did not include NO, allowances as acost in devel oping energy prices because
of the great uncertainties in the development of technology to reduce NO, emissions,
uncertainties asto the levels of controls required for NO, , the fact that NO, controls are applied
only in the ozone period of May through September and the lack of a developed market for NO,
allowances. PP&L St. 7, pp. 43-44; PP&L St. 7-R, pp. 97-104.

OCA witness D. Smith contended that NO, emission allowances will increase energy
prices by something less than $1/Mwh. He aso argued that NO, allowances would have a
significant effect on PP&L’s net revenues, but he did not quantify such effect. OCA St. 2, p. 24.

In rebuttal, Dr. Jones explained the history of declining SO, allowance prices and that the
competitive market would similarly drive down NO, compliance costs. Dr. Jones concluded that
electricity prices would rise from about $.05/Mwh to $.30/Mwh as aresult of NO, emissions
with the higher end of the range being experienced late in the transition period when NO,
standards tighten. Therefore, the combination of a minor price effect occurring late in the
transition period has a very small effect due to the present value impact. PP&L St. 7-R, p. 102.

No party responded to Dr. Jones rebuttal on NO, emission costs. The evidence
demonstrates that NO, emission costs are not a relevant factor.

NUG Output
(6))

An additional input to energy price modelsisthe output of NUGs. While thereis no
dispute that the output of energy from these sourcesmust be included in modeling energy prices,
there is a dispute concerning the capacity factor at which these units will operate. Dr. Jones used
a90% capacity factor based upon actual historic experience provided by PP& L witness Mr. Krall
within PP&L’s service territory. PP&L St. 7-R, p. 1053

OCA witness Mr. La Capra argues that PP& L has overstated NUG output by 10-15%.
OCA St. 1, p. 10. However, as explaned in Mr. Krall’s rebuttal testimony, the NUG capecity
factors used by PP& L were those actually experienced for the 3 years 1994-1996 on PP&L’s

8 The capacity factor is relevant because, all other things being equal, higher levels of output by the
NUGs will reduce energy prices by displacing the dispatch of a higher cost marginal unit.
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system. AsMr. Krall also explained, most NUGs havenow been on line far some time and early
operation and start up issues have been resolved. Because there are strong incentives for high
output created by payments on the basis of kWh output, these units are, and will remain, well
maintained. It is, therefore, reasonable to conclude that future output levels will equal or exceed
recent historic levels. PP&L St. 10-R, p. 40.

OCA has provided no reasonable basis to reject use of these actual capacity factors for
NUGs. Asshownin Table D, OCA’s use of alower capacity factor for NUGSs understates
stranded costs by $56.911 million.

Revenues from Ancillary Services

()

Another element which was considered in forecasting the market price of energy is
ancillary services. Asexplained, the only ancillary service that affects the market price of energy
is spinning reserves. How spinning reserves were reflected in the EGEAS model was explained
asfollows:

| specified in EGEAS a spinning reserve requirement. As aresult,
EGEA Sensuresthat sufficient spinning reservesexist for every hour.
In order to meet thisrequirement, EGEA S adjustsits energy dispatch
so that sufficient units capable of providing spinning reserves are on
line. PP&L St 7-R, p. 90.

PP&L M.B. 83-84.

By including the spinning reserve units as units dispatched, EGEAS includes the effects of a
spinning reserverequirement inits determination of hourly energy prices.*

It is also noted that the revenues received from spinning reserve operators are likdy to
cover only the variable costs (start up and no load costs). Accordingly, such revenues will not
reduce PP& L’ s stranded costs of generation because they will recover only variable costs and can
contribute nothing toward the recovery of fixed costs. PP&L St. 7-R, p. 89.

Although there are potentially other sources of revenues from andllary services, these
revenues will not afect market clearing prices for energy. Furthermore, theamounts of these
revenues are not significant. Asnoted by Dr. Jones, revenues derived from payments for non-
spinning reserves should be very small given the large amount of capacity in PIM and the
relatively small non-spinning reserve requirement. PP&L St. 7-R, p. 91. Similarly, frequency

32 To further demonstrate that the effects of including a spinning reserve requirement are reflected in
the EGEAS market energy prices, Dr. Jones reran EGEAS without a spinning reserve requirement and
showed that his projected energy priceswould be $.20/Mwh lower without the spinning reserve requirement.
PP&L St. 7-R, p. 90.
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and voltage regulation will be provided at cost and would produce no contribution to fixed or
stranded costs. PP&L St. 7-R, p. 92.

While other parties raised questions about ancillary services, OCA St. 2, pp. 8 and 30,
rebuttal has demonstrated that the effects of ancillary services on market clearing energy prices
have been properly reflected in the EGEAS model. OCA provided no response in surrebuttal.
Therefore, there is no remaining issue.

94



Other Inputs and Factors Affecting Energy Prices
(M

One other issue raised by other parties concerns the effects on market clearing energy
prices that would be created if there were an earlier than expeded retirement of a generating
plant.

Dr. Jones used prgected retirement dates provided by Mr. Krall in PR&L St. 10-R. These
dates reflect the retirement dates reflected in PP& L’s last base-rate proceeding and are the dates
reflected in PP& L’ s current depreciation rates. PP&L St. 7-R, p. 87.

OSBA’switness Mr. Knecht, OSBA St. 1, pp. 30-31, and OCA’s witness D. Smith, OCA
St. 2, p. 19, argued that economic conditions could cause earlier retirements and tha early
retirements would raise energy prices. Dr. Jones, however, explained the error of such
unsupported contentions as follows:

Asnoted earlier when demonstrating the results of OCA’ srequested
rerun of EGEAS, new CC units will tend to displace existing fossil
units. Adding efficient CC capacity in place of less efficient
generation lowers, rather than raises energy prices as intervenors
seem to suggest. PP&L St. 7-R, pp. 86-87.
PP& L also notes that Mr. Smith’s application of ENPRO assumes that all plants will

remain in service throughout the projection period. It neither reflects PP& L’ s projected
retirements nor the proposal of OCA witness La Caprawho accepted PP& L’ s book retirement
dates, with the exception of the Keystone and Conemaugh stations. OCA $t.1, p. 16.

Dr. Jones' use of PP&L’s current projected retirement dates as used in PP&L’s last rate
case is appropriate and conservative. Retirements dates of othea PIM unitsis similaly
supported. PP&L St. 7-R, p. 87. The effect of using PP& L’s retirement livesin Mr. Smith’s
market price analysis and replacing the retired units with combined cycle units decresses market
prices as aresult of installation of more efficient units and increases stranded costs by $144.181
million as shown in Table D attached to PP&L’s M.B.

Conclusion
D.

Dr. Jones' forecasted energy and capacity prices provide a congstent and reasonable basis
to determine PP& L’ s stranded costs of generation. The record in this proceeding demonstrates
that the EGEAS model is, the most realistic and reliable model for projecting energy prices.
While numerous issues have been raised by various parties concerning the appropriate inputs to
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the model, the record demonstraes that inputs selected by Dr. Jones are consistent and properly
reflect expedations in a compsditive market.

If the Commission concludes that a change to one or more of these inputs is supported by
the weight of evidence, it must seeto it that the remaining inputs are consistent® and reflect
competitive conditions to be faced by PP&L.

REVENUE UNDER REGULATION
V.

A. Jurisdictional allocation

Asexplained in Section Il supra, we set forth PP& L’ s determination of its total
stranded costs which was cal culated using the applicable revenue requirements over theterm or
life of its generation-related assets or liabilities, and then compared those amounts to the
estimated annual generation-related revenues that PP& L would receive in a competitive
environment. The Company’s stranded cost claim reflects the applicable PUC-jurisdictional
revenue requirements associated with those generation-related assets and liabilities that would be
recoverable from customers under traditional rate regulation.

PP& L submitted extensive evi dence in this proceeding regarding its proposed PUC-
jurisdictional allocation and its generation-related revenue requirement under treditional rate
regulation. The parties raised numerous objections to different aspects of the Company’sfiling.

B. Cost Of Capital

Thecalculation of the appropriaterate of return, particularly the determination of the
common equity element, was amajor issuein this proceeding. Although the quantification of rate
of return is subject to various methodol ogies and interpretations of financial data, the definition of
rateof returnisnot disputed. AsexplainedinP. Garfieldand W. Lovejoy, Public Utility Economics
116 (1964),

[t]he rate of return is the amount of money a utility earns, over and
above operating expenses, depreciation expense and taxes, expressed
as a percentage of the legally esteblished net valuation of utility
property, the rate base. Included in the ‘return’ are interes on
long-term debt, dividends on preferred stock, and earnings on
common stock equity. Inother words, thereturnisthat money earned
from operationswhich isavailablefor distribution among the capital .

% For example, the inflation rates embedded in fuel cost escalations should match the inflation rates
assigned to other inputs.
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In the case of common stockholders, part of their share may be

retained as surplus. The rate-of-return concept merely converts the

dollars earned on the rate base into a percentage figure, thus making

the item more easily comparable with that in other companies or

industries.

(Emphasisin original).

A public utility, whose faalities and assets have been dedicated to public service, is
entitled to an opportunity to earn afair rate of return onitsinvestment. The standardsto be used by
the Commission in determining what is afair rate of return are well established and were set forth
more than seven decades ago by the United States Supreme Court in Bluefield Water Works and

Improvement Co. v. Public Service Commission of West Virginia(Bluefield), 262 U.S. 679, 690-93
(1923):

Rates which are not sufficient to yield a reasonable return on the
value of the property used at the time it isbeing used to render the
service are unjust, unreasonable and confiscatory, and thdr
enforcement deprives the public utility of its property in violation of
the Fourteenth Amendment. . . .

. . . The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility and should be
adequate, under efficient and economical management, to maintain
and support its credit and enable it to raise the money necessary for
the proper discharge of its public duties.

These principles have been adopted and applied by Pennsylvania s appellate courts in numerous
circumstances. See, e.q., Lower Paxton Township v. Pennsylvania Public Utility Commission, 13
Pa. Commonwealth Ct. 135, 317 A.2d 917 (1974); Riverton Consolidated Water Co. v. Pennsylvania
Public Utility Commission, 186 Pa. Superior Ct. 1, 140 A.2d 114 (1958).

As the United States Supreme Court stated in three landmark opinions, the return
allowed to investors must be commensurate with the risk assumed. The Bluefield decision requires
that the rate of return reflect “areturn on thevalue of the [utility’s] property which it employs for
the convenience of the public equal to that generally being made at the same time on investments
in other business undertakings which are attended by corresponding risk and uncertainties’ (1d. at
692). The decision in Federal Power Commission v. Hope Natural Gas Co. (Hope), 320 U.S. 591
(1944) states:

Fromtheinvestor or company point of view it isimportant that there
be enough revenue not only for operating expenses but also for the
capital costs of the business. These include service on the debt and
dividends on the stock. By tha standard the return to the equity
owner should be commensurate with returns on investmentsin other
enterprises having corresponding risks. That return, moreover,
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should be sufficient to assure confidence in the financia integrity of
the enterprise, so as to maintain its credit and attract capital.

(Id. at 603). In reaffirming its Hope analysis, the United States Supreme Court observed in
DuquesneL ight Co. v. Barasch (DuguesneL.ight Co. I1), 488 U.S. 299, 314 (1989) that “[ o] ne of the
elementsalways relevant to setting the rate under Hope is the return investors expect given therisk
of the enterprise.”

The determination of afair rate of return thus requires thereview of many factors,
including: (1) the earningswhich are necessary to assure confidence in thefinancial integrity of the
utility and to maintain its credit standing; (2) the need to pay dividends and interest; and (3) the
amount of the investment, the size and nature of the utility, its businessand financial risks, and the
circumstancesattendingitsorigin, development and operation. L ower Paxton Township. Moreover,
the Commission’s findings must be based upon substantial and competent evidence on the record
before it, not upon speculation or hypotheses. Ohio Bell Telephone Co. v. Public Utilities
Commission of Ohio, 301 U.S. 292 (1937); Octoraro Water Co. v. Pennsylvania Public Utility
Commisson, 38 Pa. Commorwealth Ct. 83, 391 A.2d 1129 (1978); United States Steel Corp. v.
Pennsylvania Public Utility Commission, 37 Pa. Commonwealth Ct. 195, 390 A.2d 849 (1978).

Twoparties, PP& L and OTS, activdy contested therate of return question. The OCA
and AARP stated cost of common equity positions and/or cost of capital positions without activedy
addressing the subyect.

Thefollowing table summarizes PP& L’ s capital structure, cost of debt and preferred
stock cost rate position (PP&L Ex. PRM 2, Sch. 1):

Capita Structure Rate Cost Rate
% %
Long-Term Debt 47.01 7.89
Preferred Stock 7.79 7.10
Common Equity _45.20
100.00

TheOTSand OCA statethat they accept PP& L’sproposed capitd structure, debtcost
and preferred stock cost rates (OTS St. 3 p. 6; OCA M.B. p. 60).

AARP contendsthat PP& L’ s proposal that the utility be made wholerobsratepayers
of the benefits of the Act (AARP . 1 pp. 63-64). Futher, AARP states that PP&L’s proposal
absolves its management and stockholders of responsibility for above market costs (AARP S. 1
p. 64). AARP contends that PP& L wants to get full return of and on capital (AARP St. 1 p. 65).
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AARP does not set forth a clear picture of its position on PP&L’ s proposed capital structure, debt
cost and preferred stock cost rates. AARP does, however, state that the common equity cost rate
granted to PP&L initslastrate caseis excessive (AARP M.B. p. 5). Primarily, AARP s position
Isto permit PP&L to get its capital out, without any return, and then al parties would be on equal
footing (AARP St. 1 p. 76).

ThisrecommendationfindsPP& L’ sproposed capital structureand debt and preferred
stock cost ratesto be reasonableand are accepted by thisrecommendation. AARP doesnot set forth
specific recommendations for PP& L’ s capital gructure and delt and preferred stock cost rates

1. Common Equity
Thefollowing table summarizesthe common equity methodol ogiesand claims of the
parties:
M ethodology PP&L! OCA? OTS AARP
% % % %

Discounted Cash Flow (DCF) 11.09 10.25
Risk Premium 12.50
Capital Asset Pricing Model (CAPM) 12.44
Comparable Earnings (CE) 15.05

Claim 1275 1000 1025 00.00

1. PP&L M.B.p.92. PP&L used its barometer group as a reasonableness check
on PP&L Witness Maul’s primary results based on PP&L Resources (PP&L
M.B. p. 92).

OCA St. 1p. 8.

OTS St. 3 pp. 6-10; OTS M.B. p. 25.

AARP M.B. pp. 5-7. AARP does not recommend a specific cost of common
equity but rather states that the 11.5% proposed by PP&L’s last case is
excessive.

AWN

This Commission hasin numerous recent decisions determined the cost of common
equity primarily upon the DCF method and informed judgment. In countless proceedings, this
Commission has upheld the validity of the DCF model as a primary tool for determining a fixed
utility’ scost of equity. See, e.q., Pennsylvania Public Utility Commission v. Western Pennsylvania
Water Company, 68 Pa. PUC 343, 95 PUR4th 470 (1988); PennsylvaniaPublic Utility Commission
v. Equitable Gas Company, 73 Pa. PUC 301 (1990); Pennsylvania Public Utility Commission V.
West Penn Power Company, 73 Pa. PUC 454, 119 PUR4th 110 (1990); Pennsylvania Public Utility
Commission v. Philadelphia Suburban Water Company, 75 Pa. PUC 391 (1991); Pennsylvania
Public Utility Commission v. Y ork Water Company, 75 Pa. PUC 134 (1991); Pennsylvania Public
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Utility Commission v. Metropolitan Edison Company, 78 Pa. PUC 128 (1993). Most recently, the
Commission provided additional insight into its opinion regarding relying primarily onthe DCF in
its Qualified Rate Order for PECO Energy (Docke No. R-00973877), in pertinent part as follows:

Regarding PECO’s argument that the OTS cost of equity
determination is deficient because it relies solely upon the DCF
method, the OTS contends that the AL J appropriatdy found that, in
numerous cases since 1988, the Commission has utilized the DCF
method and informed judgment, citing Pennsylvania Public Utility
Commission v. Philadel phia Suburban Water Company, 71 Pa. PUC
593, 623-632 (1989) and Pennsylvania Public Utility Commissionv.
Western Pennsylvania Water Company, 67 Pa. PUC 529, 559-570
(1988).

In considering this matter, we note that, in numerous recent
proceedings, we have determined a utility’s cost of common equity
using primarily the DCF (Discounted Cash Flow) method and
informed judgment. Pennsylvania Public Utility Commission v.
Roaring Creek Water Company, Docket No. R-00943177 (Order
entered on May 31, 1995); PennsylvaniaPublic Utility Commission
v. Philadelphia Suburban Water Company, supra. Regardless of the
procedureemployed in determining thefair rate of returnfor autility,
we exercise informed judgment. Pennsylvania Public Utility
Commission v. West Penn Power Company, supra. Therefore, we
reject PECO'’s argument that the OTS' reliance solely on the DCF
methodology is improper in this proceeding (emphasis added).

Pennsylvania Public Utility Commission v. PECO Energy Company, R-00973877, slip op. at 56
(May 22, 1997).

OTS submits and we agree that the Pennsylvania Public Utility Commission
precedent clearly supportsa return on equity allowance based upon the DCF methodology. Most
notably, on May 22, 1997, the Commission approved a DCF-determined common equity cost rate
of 10 percent for PECO Energy Company, an electric utility. Pennsylvania Public Utility
Commission v. PECO Energy Company, supra. (N.T. 1921-1922, August 28, 1997).

Pennsylvania Public Utility Commission, et al. v. Pennsylvania Power and Light
Company, (Order entered September 27, 1995), the Commission quoted from Administrative Law
Judge Christianson’s Recommended Decision in rejecting Risk Premium and CAPM analyses as
follows:

[F[irst, we [i.e., the Commission] cannot accept that higoric
experienced earnings reflect the cost of capital. We know of no
reputable analyst who would seriously argue that experienced
earnings represent the cost of equity, except by pure happenstance.
But, such is the inherent assumption of each methodology [Risk
Premiumand CAPM]. Second, we cannot accept, even assuming that
historic experience earnings represented the cost of capital that the
average premium of an equity investment over a fixed income
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investment over a period as long as 50 years, represents the investor
required premium in today’ s and tomorrow’ s market.

Accordingly, we conclude that we can place little credence in the

results of these methodologies.

Further, Administrative L aw Judge Christianson noted in hisRecommended Decision
in Pennsylvania Public Utility Commission v. Duguesne Light Company, 66 Pa. PUC 518 (1988),
that the Commission declared “that the economic environment over lengthy time frames are not
representative of current economic conditions and therefore does not producerealisticrisk premium
results.” See, Pennsylvania Public Utility Commission v. Pennsylvania Power & Light Company,
R-00943271 (Recommended Decision) at 163. Based upon therecord evidencein PP& L’ slast base
rate case, the Administrative Law Judge based his equity return recommendation in that proceeding
primarily upon the DCF mehod and judgment (Id., at 163). In that proceeding, PP&L filed
Exceptionsto Administrative Law Judge Christianson’ sequity recommendation. The Commission
ruled upon PP&L’ s Exceptions to the equity recommendation, in pertinent part, as follows:

In its Exceptions, PP& L notes that the Commission in recent years
based itsrate of return allowances on the DCF Method. PP&L urges
the Commission to “keep an open mind” on the various methods of
calculating an equity return allowance. (PP&L Exceptions at 29).

On the basis of the record before us herein, we concludethat thereis
no reason for us to divert from our practice of considering the DCF
method exclusively for equity rate of return determination.
Accordingly, PP&L Exceptions regarding this issue are denied
(emphasis added).

(Mimeo at 184).

The Commission has rejected RP and CAPM resultsin general. we seenothing in
this record that causes us to find differently. The comparable earnings method is rejected. The
Commission uses the DCF method solely and we see nothing in PP&L’s comparable earnings
evidence to persuade usto find differently.

In Pennsylvania Public Utility Commission v. Pennsylvania Power & Light
Company, 85 Pa. PUC 387 (1995), the Commission stated that PP& L marke rel ated data should not
be used on a stand alone basis. This recommendation recognizes the need to review PP&L
Resource' s market data and the market data of similar risk barometer groups. We believe that
deregulation and its pressure on PP& L’ s common stock prices indicates that PP&L’ s market data
should be considered in this proceeding.
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No two utilities are ever complete replications of each other with the result that no
barometer group of companiesisever universally comparable to the subject utility. Understanding
thistruth, we will congder datafor PP&L and all proposed utility groups. Since no one barometer
groupistotally comparableto PP& L, we have not given primary weight to any one barometer group.
Each of the barometer groups consists of utilities which the sponsoring party argues are as similar
to PP&L intermsof risk asit is possible to be.

The OCA’s 10% common equity cost rate is based upon the Commission’sinitially
adopted position in itsMay 22, 1997 Qualified Rate Order at Pa. PUC v. PECO Energy Company,
R-00973877 (May 22, 1997), Slip. Op. at 59. OCA further contends that the Commission used 10%
equity returninitsdiscount rate of 7.6% for the purpose of cal cul ating stranded costs (PECO Energy
Restructuring Order p. 90; OCA M.B. p. 60). OCA Witness LaCapra states that there is no
evidentiary support for his proposal sincehe had not conducted a cost of equity analysis to support
his recommendations (N.T. 1778-1779).

AARP contended that PP& L’ s 11.5% common equity recommendation is excessive
(AARPM.B. p. 5). Based upon our review of the record, AARP did not do acost of common equity
analysis.

This recommendation’s cost of common equity is based upon the DCF method. In
this proceeding only PP&L and OTS provided on-the-record DCF evidence. The OCA did not do
an analysis and did not prove that a cost rate from a PECO Energy proceeding had any validation
in this proceeding. Therefore, OCA’s 10% common equity cost rate is dismissed. The AARP
positionissimply that the 11.5% common equity cost rateisexcessive. AARP doesnot makeacost
of common equity recommendation. Therefore, AARP adds nothing positiveto thecost of common
equity question.

Thefollowing tablesummarizesthedividend yield and growth rate recommendations

of the parties:
DCF PP&L* OTS
% %
Dividend Yield 6.97 - 7.59 6.86 - 8.35
Preferred Stock 3.50 2.50 - 3.50

1. PP&L Ex. PRM 1 pp. 2-4.
2. OTSEX. 3, Sch.5p. 1and2; OTSEx. SR-3, Sch. 5pp. 1 & 2.

The DCF methodol ogieswill not be detailed in the body of thisrecommendation, but
those interested can find PP& L’ s DCF methodology at PP& L Exhibit PRM 1 pages2-4, and OTS
at OTS Statement 3 pages 17-23.
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PP&L considers OTS common equity cost rate to be inadequate for two reasons
(PP&L M.B. pp. 93-94):

1. OTS 10.25% cost of common equity rate sgnificantly undestatesPP&L’s cost
of capital.
2.  OTS recommendationfailsto producean appropriate pre-tax interest coverage.

OTS considers PP&L’s common equity cost rate to be inadequate for four reasons
(OTSM.B. pp. 40-47):

1. PP&L employed three cost of common equity methods which are RP, CAPM
and CE that this Commission has historically rejected.

2. PP&L’s DCF result was inflated by making ex-dividend adjustments to
dividend yields.

3.  PP&L’sDCF result was inflated by an 0.5 upward adjustment to the growth
rate to reflect “ market factors”.

4. PP&L solereliance upon PP& L’ sdataduring thistime peiod isinappropriate.

It is obvious that no cost of common equity is without flaws. The DCF method
generally accepted by this Commission is not perfect and is, in fact, flawed. Therefore, we will
employ the DCF method analysis in thisrecommendation with full knowledge of itsvarious flaws
but adjusted to mitigate the effeds of those flaws.

This recommendation finds an unadjusted dividend yield of 8.24%. The 8.24%
unadjusted dividend yield is premised primarily upon OTS' spot dividend yields for PP&L.

PP&L Witness Moul states the following concerning his ex-dividend yield
recommendation:

Althoughthe DCF model containsavariety of restrictiveassumptions
which severely limit its usefulness in the ratesetting context, the
model has been employed with data for PP&L Resources and the
Barometer Group using a dividend yield of 7.40% and 6.80%,
respectively, based upon consideration of the 12-month average(i.e.,
7.24% for PP&L Resources and 6.74% for the Barometer Group),
6-month average (7.44% for PP&L Resources and 6.81% for the
Barometer Group), and 3-month average (7.31%for PP& L Resources
and 6.75% for the Barometer Group) dividend yields shown on
Schedule 5 pages 1 and 2. The dividend yields shown on the
schedule reflect an ex-dividend adjustment. While the 7.40% and
6.80% dividend yields are not intended to represent a specific
historical average, they are similar to the six-monthaverages. Using
three different but generally acceptable formulas, the 7.40% and
6.80% dividend yields have been positioned in a forward-looking
manner to arrive at the 7.59% adjusted dividend yield for PP&L
Resources and 6.97% adjusted dividend yield for the Barometer
Group.
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We have not used PP& L’ s ex-dividend yield recommendation for the OT Sreasons
set forth at OTS Main Brief pages 45-46 and OTS Statement 3 pages 34 and 35. OTS contendsthe
following:

1. No academic support for an ex-dividend adjustment to the dividend yield.
2. No financia publication provide ex-dividend adjusted dividend yields to
investors.

Historically, we have averaged spot market data with market data of longer periods.
The longer periods have usualy been of 12 months and 6 months. We did this to offset any spot
aberrations that may have occurred and to give some weight to the current market trends indicated
by the spot price.

In this proceeding the OTS contends that PP&L’s spot price is being overly
influenced by the uncertainty surrounding the current filings (OTS St. 3 p. 20). PP& L’ s spot price
dividend yield is 8.35% adjusted and 8.24% unadjusted (OTS Ex. 3, Sch. 5p. 1).

Historic data and regulaory thinking are not relevant in the context of this
proceeding’ s cost of capital. The future risks faced by PP&L in a deregulated market must, in my
opinion, be greater than higoric risk levels. Therefore, in this proceeding, webelieve spot datais
thebest indication of PP& L’ sfuturecapital costs. Further, thelargedifference between the spot data
of PP&L and the barometer groups indicatesthat investors are requiring a higher cost of capital for
PP& L because of the increased risk of deregulation.

We have considered the OTS spot adjusted dividend yields of 8.35% and 8.15% and
webelievetheMay 30, 1997 spot dividend ismore representative of the capital coststhat PP& L may
experience. Weaccept PP& L’ sargument that capital costs have moved upward during 1997 (PP& L
St. 6-R pp. 3-5). Although OTS' August 1, 1997 spot dividend yield data is lower at 8.15%, we
believe that the upward trend in 1997 indicates that the August 1, 1997 data may be an aberration.
We recommend the use of 8.24% (8.35% spot dividend yields less half the growth adjustment).

The 8.24% unadjusted dividend yield adjusted for next period growth is 8.37%
(unadjusted dividend yield of 8.24% times half the growth adjustment or 1.01565% equals 8.37%).

Thisrecommendation finds a growth rate of 3.13%. Wedo not find the growth rate
evidence of any party to be persuasive.

PP&L Witness Moul states the following concerning his adjusted growth rate
recommendation:

The growth component for PP&L Resources and the Barometer
Group consists of 3.00% growth attributed to company-specific
factorsand 0.50% attributed to market-wide factors. Thesupport for
the company-spedfic growth rates may be found on Schedules 6 and
7. The elements considered were growth in earnings per share,
dividend per share, book value per share, cash flow per share, and
internal growth for PP& L Resourcesand the Barometer Group using
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historical and projected daatypically considered by investors While
some DCF devotees would advocate that mathematical precision
should be followed when selecting a growth rate (i.e., precise input
variables often considered within the confines of retention growth),
the fact is that investors, when establishing the market prices for a
firm, do not behave in the same manner assumed by the constant
growth rate models using accounting values. Rather, investors
consider both company-specific variables and overall market
sentiment (i.e., level of inflation rates, interest rates, economic
conditions, etc.) when balancing their capital gains expectationswith
their current dividend yield requirements.

To the company-spedfic growth rateof 3.00%, market-wide factors
add 0.50% to the growth rate. Market-wide factors would include
overall business conditions, monetary policy, fiscal and tax policy,
the value of the dollar in foreign exchange, the balance of trade, al
of which would comprise qualitative influences on investors' total
return expectations. Qualitative factors must be considered because
thefundamental analysisemployed in reaching agrowth rate forecast
-- see Schedules 6and 7 -- will not fully account for all market-wide
factorsbecause the quantitative growth analysisiscompany-specific.
It is also not known to what extent securities’ analysts incorporate
market-wide factors into their estimates, or tha analysts do this
uniformly. In addition, as the electric industry adjusts to the new
business environment, additional opportunities and risk will surely
develop beyond the five-year horizon typically considered by the
analysts’ forecasts. the combination of both quantitative factors, as
shown by company-specific variables, and qualitative factors, as
shown by general investor sentiment, together form thefoundation for
the capital appreciation (i.e., capital gainsyield) that investors expect
from owning a common stock..

As noted above, there are a wide variety of factors that influence
investor expected returns which are not linked to company-specific
performance. In an article in Standard & Poor’s The Outlook
(February 21, 1996), the relative valuation of common stocks was
explained in part by qualitative factors (i.e., favorable psychology).
Recognition of market-wide factors is needed to synchronize the
growth rate in the DCF with the stock price which includes both
company-spedfic factors and general market sentiment which
includes relative P/Es, dividend yields, interest rates, the supply of
stocks, etc. Therefore, for the purpose of this case, a modest 0.5%
growthratefor market-widefactors has been added to the growth rate
shown by company-specific variables By considering both
company-spedfic and market-wide factors, a 350% growth rate is
warranted for PP&L Resources and the Barometer Group.
Recognition of market-wide qualitative factors represents a
reasonable adjustment to the DCF growth rate. It has been
demonstrated by the Goldman Sachs study that 38% of the rise in
stock pricesin the 1980s occurred due to unknown factors. Asto the
proposition that such qualitative factorsare already reflectedin stock
prices under the efficient market hypothesis, it is the need to
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synchronize the growth rate employed in the DCF with the growth
rate reflected in stock prices that necessitates recognition of
qualitative factors. That isto say, while stock pricesmay reflect dl
information concerning both market-specific growth. To make the
DCF model at dl useful, the growth rate component combined with
the dividend yield mug provide aresult that conforms with the mix
of current returns from dividends and long-term returnsfrom capital
gans.

(PP&L Ex. PRM 1 pp. 3-4).

Concerning PP& L WitnessM aul’ supward adjugment of 0.50% to his3.00% growth
ratio, OTS contends that Witness Moul’s growth rate estimate of 3.00% accounts for “market
factors” (OTS St. 3 p. 35). OTS states that an examination of the Company’s exhibits in this
proceeding demonstrates that Witness Moul has relied upon “analysts projections’ as they appear
on Schedule 7 of PP& L Exhibit PRM 2. Most important is the fact that “analysts projections’ are
based upon “market factors’ listed on page 3 of PP& L Exhibit PRM 1 (1d., at 35). Consequently,
any additional and independent recognition of “market factors” by Mr. Moul in addition to the
“analysts projections’ is a double count. Further, OTS Witness Deardorff notes that PP&L
WitnessMoul failed to provide evidence that market factorsresult in positive impact on the growth
rate for the electric companies (OTS St. p. 35). OTS contends that Witness Moul concedes that
market factors could possibly result in negative growth (PP&L St. 6-R pp. 17-18). OTS states that
Witness Moul, without any support, suggests that such negative growth “only adds to investor
expectation of higher stock pricesin an exuberant “bull” market (PP&L St. 6-R p. 18). We agree
with OT Sthat the growth rates do consider market factors and that no adjustment for market factors
isrequired.

We havejudgmentally decided upon the midpoint of the proposed growthraterange
or 3.13%. Thegrowthraterangeof 2.75% to 3.50% isbased on OTS' proposed growth rates (OTS
Ex. 3, Sch.5pp. 1& 2; OTSEx. SR-3, Sch. pp. 1 & 2).

The growth rate rangeisbased upon OTS' datafor the period ending May 30, 1997.
Asindicated in my dividend yield discussion, we believe the May 30, 1997 dataisthe best indicator
of the capital cost PP& L will facein the future. Therangeincludes PP& L’ s growth rate claim with
and without PP&L’s “market factor” adjustment. The use of the midpoint of the range should
mitigate the market aberrations and bias of the witnesses.

Therefore, this recommendation finds a DCF common equity cost rate based on our
previousdiscussion of 11.50% (adjusted dividend yield of 8.37% plusagrowthrate of 3.13% which
equals a DCF cost rate of 11.50%).

Summary of Recommendation
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Tax After Tax
Savings Weighted Avg.
Capital Structure Ratio Cost Rate Weight Cost On Debt Cost of Capital

% % % % %
Long-Term Debt 47.01 7.89 3.71 1.54 2.17
Preferred Stock 7.79 7.10 .55 .55
Common Equity 45.20 11.50 5.20 5.20
100.00 9.46 7.92

Under this recommendation’ s 9.46% oveall rate of return, interest coverage levels,
arate of return testing technique, on an after incometax basisis 2.5 times. PP&L’s proposed after
income tax interest coverage level is 2.5 times.

Regulatory Assets And Liabilities
C.

PP&L included in its calculation of stranded costs the present value (as of January 1,
1999) of its generation-related net regulatory assets. The Company initially clamed
$383,911,000 for such assetsin its Restructuring Plan filing. PP&L Exh. JRS 1, Tab B, p. 1 of
117. PP&L subsequently revised its claim during the course of this proceeding to $354,326,000,
areduction of $29,585,000. PP&L Exh. JRS 1A, p. 1. Asexplained in detail below, PP&L’'s
claim is supported by extensive record evidence. Several parties, however, propose adjustments
to various elements of the Company’s claim. The parties’ recommendations have been
considered and are substaintially rejected. See PP&L M.B. pp. 98-122, OTSM.B. pp. 49-63.

Unrecovered Energy Costs
1.

On December 13, 1996, the Company filed an Application with the Commission to roll
its Energy Cost Rate (“ECR”) and State Tax Adustment Surcharge (“STAS”") into base rates, in
response to Section 2804(4) of the Act, 66 Pa.C.S. § 2804(4), which establishes price cgps on the
Company’ srates. The Company’s Application requested Commission permission todefer asa
regulatory asset: (1) unrecovered energy costs as of December 31, 1996; and (2) a normalized
level of estimated future on-going energy costs. On December 19, 1996, the Commission issued
a Tentative Order at Docket Nos. P-00961131 and R-00963842 approving PP&L’s Application
(“Tentative Order”). PP&L St. 3, pp. 9-11.

The Tentative Order created two regulatory assets, both of which are refleded in the
Company’ s Restructuring Plan filing. First, PP&L is claiming the actud undercollection of
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$17.2 million in energy costs as of December 31, 1996. Second, the Company seeks to include
in its stranded cost cal culation approximately $31.2 million of normalized, on-going future
energy costson an annual basis. PP&L St. 3, p. 11; PP&L St. 3-R, p. 193

OCA witnesses La Capraand Catlin, and PPLICA witness Kollen argue that PP& L has
failed to support its claim of $31.2 million on an annual basis for future on-going energy costs.
OCA St 1, pp. 6-8; OCA St. 3, pp. 5-7; PPLICA St. 3, pp. 17-21. In fact, PR& L Exhibit IMK 5
provides a calculation of the five-year average of actual energy costsincurred by the Company
during the period 1992 through 1996. Thisfive-year average amount demonstrates that PP&L’s
estimated future on-going energy costs will exceed the level of energy costs rolled into base rates
on January 1, 1997 as aresult of the Commission’s December 19, 1996 Order by approximately
$31.2 million annually. PP&L Exh. IMK 5.

Based on actual energy costs for the period January 1, 1997, through June 30, 1997, the
Company aready has under-recovered $22.5 million of the energy costs included in its base
rates. PP&L St. 3-R, pp. 19-20.* The Company expects to underrecover its energy costs by
approximately $36 million in 1997 and $67 million in 1998. PP&L St 3-R, p. 19, PP&L Exh.
JMK 6.

Mr. La Capra contends that PP& L overstates its under-recovery of future on-going energy
costs for the years 1997 and 1998 because the Company’s claim is not based on amills per-
kilowatt-hour basis. OCA St. 1, p. 7. Mr. LaCaprais completely in error. Asexplained by Mr.
Kleha, the calaulations supporting the Company’ s daim (Exhibits IMK 5 and 6) in fact reflect a
mills per-kilowatt-hour energy cost determination. PP&L St. 3-R, pp. 20-21.

Mr. Catlin also suggests that PP& L’ s claimed underrecovery of on-going energy costsis
overstated because PP& L is earning more than its required retum on common equity. OCA St. 3,
pp. 6-7. Mr. Catlinisincorrect. PP&L’s pro formarate of return on common equity was 11.42%
for the year ended December 31, 1996, below the 11.50% allowed by the Commission in PP&L’s
most recent base rate casein 1995. PP&L St 3-R, p. 223

PP&L notes tha PECO’s claimfor future understated projected energy costsin its
Restructuring Plan proceeding was denied by the Commission. PECO Order, p. 71; Order on

a PP&L originally estimated that its normalized, future on-going energy costs would equal
approximately $31.5milliononan annual basis. PP&L St. 3, p. 11. The Company subsequently reduced this
estimate to $31.2 million based on updated information. PP&L St. 3-R, p. 19.

% In its Restructuring Plan proceeding, PECO claimed $22 million for annual deferred fuel expense
through December 31, 1998, and $22.7 million annually through December 31, 2005, to recover the amount
by which its average energy costs rolledinto base rates understate its estimated going-forward energy costs.
% The calculation and data submitted by the Company in support of its claim are similar to the
information PP& L consistently provided to the Commission to support its energy cost ratefilings. Tr. 1108
(8/20/97). Thus, Messrs. Kollen and Catlin areincorrect in stating that theCompany failed to reflect revenues
in its calculation of future underrecovered energy costs. PPLICA St. 3-S, p. 21; OCA St. 3-S,p. 4.
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Reconsideration, p. 11. Nonetheless, PP& L respectfully submits and we agreethat the
Commission’s resolution of thisissue in the PECO proceeding should not be dispositive of its
claminthiscase. These costs are“known and measurable” under traditional PUC practice, were
deferred and properly recorded as aregulatory asset pursuant to PUC Order. We find them to be
properly recoverable under the Act.

Employee Transition Costs And Pension Plan
2.

The Company’s claimed stranded costs reflect estimated additional severance and pension
costs that PP& L expects to incur between 1997 and 2001 as aresult of its projected declinein the
number of employees as the Company prepares for acompetitive market. PP&L St. 8, pp. 25-26.
PP& L’ s estimated severance and pension expenses areas follows. 1997: $5,014,000 1998:
$6,782,000; 1999: $4,157,000; 2000: $3,118,000; 2001: $4,211,000. PP&L Exh. JRS1, Tab F,
p. 40. The Company calculated afive-year amortization of the costs incurred in each year, and
included in its calaulation of stranded costs, the net present value of the recovery of these
deferred costs that are allocable to the generation function ($17.106 million). PP&L . 8, pp.
25-26.

The OCA argues that the claimed employee transition costs for 1997 and 1998 should be
excluded. OCA St. 3, p. 10. Thisadjustment would reduce the balance of regulatory asset for
employee transition costs by $10.793 million. The OCA also contends that incremental pension
benefits should beexcluded because such benefits will not result in added out-of-pocket costs
due to the overfunded position of PP&L’s pension plan. This adjustment would further reduce
the regulatory asset by $8.003 million. Asaresult of these two adjustments, the OCA
recommends that the Commission allow only $3.483 million of future on-going employee
transition costs as aregulatory asset. OCA St. 3, p. 11.

Similarly, PPLICA asserts that PP& L’ s claimed future on-going employee transition
costs are speculative, and that the Company failed to reflect normal employee attrition in its
calculations. PRLICA St. 3, pp. 22-23. Even if the Commission “conceptually” adopts this
regulatory asset, PPLICA argues that such asset should be valued at $5.502 million, the net
present value of future cash outlays. PPLICA St. 3, p. 23.

The OCA and PPLICA adjustments are inappropriate and are rgjected. See PP&L M.B.,
pp 102-104.

Taxes Other Than Income
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PP&L included Taxes Other Than Incomein its calculation of stranded costs. The
Company’s clam includes two components. (1) cagpital stock taxes; and (2) Public Utility Realty
Tax (“PURTA").3” PP&L calculaed the actual amount of capital stock and PURTA taxesin
1996 applicableto fossil and nuclear generation facilities. The Company then escalated the 1996
taxes at the rate of inflation (2.5 percent) over the life of each generating facility. PP&L St. 8-R,
p. 35; PP&L Exh. JRS 1, pp. 4-5.

OTS, OCA and PPLICA each oppose the Company’sclaim. OTS and PPLICA argue that
capital stock taxes should remain constant over the life of each generating facility, but that
PURTA taxes should decline in relation to the decline over time in net plant balance resulting
from depreciation. OTS St. 2, pp. 16-23; PPLICA St. 2, pp. 50-51. We adopt the OTS
adjustment which reduces PP& L’ s nuclear generation-rdated stranded costs by $280.7 million,
and itsfossil generation-related stranded costs by $66.1 million. OTS St. 2, pp. 22-23, OTS
M.B. 49-54.

Fossil Plant Decommissioning

PP&L’s calcuation of stranded costs includes $315.867 million attributable to the costs
of decommissioning its various fossil generating units.*® PP& L escalated each fossil plant’s
decommissioning costs at a 2.5 percent annual rate of inflation to the end of its book life. The
Company assumed that it would incur decommissioning costs over athree-year period -- 40
percent in the year each plant is retired, 40 percent the following year, and 20 percent the next
year. PP&L Exh. JRS 1, p. 8.

The OCA and PPLICA recommend that the Commission exclude the Company’s claimed
costsin their entirety (OCA St. 1, p. 18, PPLICA St. 3, pp. 30-35, PPLICA K. 3-S, p. 31).

Initsrecent Order in the PECO Restructuring Plan proceeding, the Commission denied a
similar claim by PECO for $126.6 million for costsassociated with the decommissioning of its
fossil generating facilities. The Commission concluded that PECO’ s claimed expenses were
unsupported and speculative and are prohibited by Pennsylvanialaw. PECO Order, pp. 49-50.
We turn to the Act for guidance

First, Section 2803 of the Act clearly defines “transition or stranded costs’ as including
“retirement costs attributabl e to the utility’ s existing generating plants other than the costs
defined in Paragraph (1),” which refers to the recovery of nudear generating plant

3 Thisitem is not aregulatory asset. It isacost of operation included in the calculation of revenue
under regulation in PP&L’s regulatory model and as an offset to market revenue in the asset value model.
3 Thisitem is not aregulatory asset. It is an operating cost included in revenue order regulation in

PP& L’ s regulatory model and as an offset to market revenue in the asset value model.
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decommissioning costs. 66 Pa.C.S. § 2803. Thus, fossil decommissioning costs which are
incurred to retire existing fossil generating facilities are defined by the Act as allowable
“transition or stranded costs’ and must be included.

Second, PPLICA argues that the Company’s claimed costs are speculative and
unsupported. Specifically, Mr. Kdlen assertsthat FP& L’ s claim derives from afossi
decommissioning study performed by TLG Services which is based on three erroneous and
speculative assumptions: (1) PP& L’ sfossil generating facilitieswill be decommissioned while
owned and contrdled by the Company; (2) the facilities will be retired on the datesindicated in
the study; and (3) the facility siteswill be restored to “greenfield” conditions. PPLICA St. 3, pp.
31-32. Similarly, in denying PECO’s claim for fossil decommissioning costs, the Commission
concluded that there was no evidence “that any particular fossil plant will in fact have to be
decommissioned at al, when such decommissioning might occur, the extent of decommissioning
that will be required, the future use of the plant and its site, or the cost of the decommissioning
found to be needed.” See also PECO Order, p. 92.

The concerns held by PPLICA and the Commission with respect to thisissue are
misplaced in this case. PP&L in fact has submitted substantial evidence in this proceeding which
fully supportsits estimated future fossil decommissioning costs. Indeed, past industry
experience suggests that PP& L’ s claim may be understated, as decommissioning estimates
generally have proven to be much lower than the actual costsincurred. PP&L St. 3-R, p. 34. Mr.
Kollen conceded on cross-examination that the TLG study is very similar to other studiesrelied
upon by the Commission to establish allowable levels of nuclear decommissioning expense. Tr.
1486 (8/25/97). Moreover, Mr. Kollen agreed on cross-examination that the nuclear
decommissioning study performed by TLG and relied upon by the Commission in PP&L’slast
base rate proceeding contained the same types of assumptions that Mr. Kollen now attacks in the
TLG fossil decommissioning study in this proceeding. Tr. 1486-88 (8/25/97). PP&L submits
that the record evidence fully supportsits claimed level of fossil decommissioning expenses.

Finally we believe that the Superior Court’s decision in Penn Sheraton Hotel v. Pa.
P.U.C., 198 Pa. Super. 618, 184 A.2d 324 (1962), does not prohibit recovery of projected fossil
decommissioning costs. PPLICA St. 3, pp. 33-34; PECO Order, pp. 91-92. Penn Sheraton fully
supports the recovery of fossil decommissioning costs; the only point at issue was the timing of
that recovery.

Penn Sheraton prohibited advance recovery of retirement costs but permitted recovery of
actual retirement costs.* As explained by Mr. Kleha, PP& L’ s estimate of stranded generation-

% Moreover, to the extent Penn Sheraton isread to prevent stranded cost recovery of retirement costs
it is patently inconsistent with the Act, which clearly permits recovery of these retirement costs.
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related capitd and operating expenses was calaulated utilizing the revenue requirements
methodology contemplated by the Act. PP&L St. 3-R, pp. 31-32. Using this methodology, the
Company included in its calculation the costs of decommissioning existing fossil generating
facilities that would be recoverable under traditional rate regulation at the end of the lives of
those facilities. Thus, consistent with Penn Sheraton, PP&L’ s claimreflects its projected fossil
decommissioning costs at the point in time when they actually would be incurred. PP&L St. 3-R,
p. 32.

Finally, while OTS does not oppose PP& L’ s proposed stranded cost recovery of fossil
decommissioning costs, Mr. Grube recommends that the Commission require the Company to
place all amounts recovered in aseparate, non-qualified trust fund that would be accessible only
asfossil decommissioning costs are actually incurred. OTS &t. 1, p. 15.

As set forth by PP&L in this matter, they are claiming a net present value of
decommissioning expenses for fossil fuel generation plant of $1,074,961,000. This number isthe
sum of the Company’sfossil decommissioning found on Pages 20-23 of Schedule 117 in PP&L
Exhibit JRS - 1.

The Company has included the cost of decommissioning each of its fossil fuel power
stations in the stranded cost analysis as a necessary future revenue stream. These dollars have
been valued to 1999 dollars and their recovery has been included in the Competitive Transition
Charge (CTC).

OTS has made no adjustment to the level of the Company’sfossil fuel decommissioning
clam. OTS does have a position concerning the treatment of the decommissioning claim after
the money has been collected.

With regard to the Company’s claim for fossil fuel decommissioning, OTS witness Mr.
Gruber hastestified that if the Commission allows the Company to include the fossil fuel
decommissioning claim in its stranded cost analysis, then OTS recommends that the Company be
ordered to segregate the money collected for fossil fuel decommissioning in a separate non-
qualified trust fund. This fund would not be accessibleto the Company wntil it actually
decommissions afossil fueled power plant. (See OTS M.B. pp. 49-54, OTS Satement No. 1,
Pages 15-16)

Mr. Gruber further testified that if the Company sold afossil fuel power station in the
future, the fund would remain in the custody of the Company. When the power station that has
been sold is decommissioned, the Company would disburse the appropriate amount of funds
from its decommissioning fund to the entity responsible for the decommissioning. Mr. Gruber
also testified that the Company would only be responsible for the amount of decommissioning
expense it had cdlected while asociated with that power plant, to theextent that the cost is
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greater than theamount in the fund, the Company who owns the station would be responsibleto
make up the difference.
Mr. Gruber’s recommendationis appropriate and we will recommend the adjustment.

Nuclear Plant Decommissioning
5.

In calculating the annual revenue requirement for nuclear generation, the Company
included the amount it is recovering in annual nuclear decommissioning expense through
existing retail and wholesale rates, adjusted to the appropriate PUC-juri sdictional amount. PP&L
St. 8, p. 11.%° Currently, PP&L is recovering approximately $9.5 million per year in
jurisdictional rates for nuclear decommissioning costs. PP&L . 3, p. 15. PP&L’s stranded cost
claim reflects the net present value of after-tax future annud nuclear decommissioning expense
accruals over the remaining life of the Company’s nuclear facilities. Asapreferred aternative,
however, PP& L proposes to recover its nuclear decommissioning costs over the remaining life of
its nuclear generating facilities, through distribution charges on a per kWh basis. PP&L St. 3, p.
14; PP&L St 3-R, p. 28.

Two concerns underlie PP& L’ s proposal. First, there is some question as to whether the
transition to full competition will ensure the adequate recovery of nuclear decommissioning
costs. Section 2808 of the Act, 66 Pa.C.S. 8 2808, provides electric utilities “an opportunity” to
recover stranded costs through the CTC, including nuclear decommissioning costs that may not
be recoverable in a competitive generation market. Thus, PP&L will have to fund a substantial
amount of its nuclear decommissioning costs using revenue from market raes. Thereisno
assurance, however, that such market rates will be sufficient to satisfy PP&L’s nuclear
decommissioning funding obligations. PP&L St. 3, p. 12.

Second, thereis arisk that the transition to full competition could subject PP&L to
substantial financial qualification requirements under Nuclear Regulatory Commission (“NRC”)
regulations. Specificaly, NRC regulations exempt “electric utilities” from the requirement to
provide additiond financial assurance for nuclear decommissioning (e.g., insurance or surety
bond) beyond establishment of an external sinking fund. “electric utilities” are defined as “any
entity that generates or distributes electricity and which recovers the cost of electricity, either
directly or indirectly, through rates established by the entity itself or by a separate regulatory
authority.” 10 C.F.R. 8§ 50.2

Under traditional cost-of-service rate regulation, PP&L plainly satisfiesthe NCR's
definition of “electric utility” because its rates are set by the Commission. PP&L currently is

40 Thisitemisnotaregulatory asset. It isan operatingcost included in the cal cul ation of revenue under
regulation in PP& L’ s regulatory model and as an offset to market revenue in the asset value model.
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authorized to recover its estimated future nuclear decommissioning costs in rates over the
remaining life of its nuclear generating facilities, and all recovered amounts are placed in an
external trust fund. However, the Act requires tha all generation-related costs, including those
related to PP& L’ s nuclear generating facilities, be removed from traditional rate regulation. The
Company’s prgposal to recover its claimed coststhrough a distribution charge is designed to
address both of these concerns. PP&L’s proposal will ensure adequate nuclear decommissioning
funding and will provide for the recovery of such costs through rates established by the
Commission. PP&L St. 3, pp. 14-15.4

PPLICA and the Environmentali sts oppose the Company’s proposal. First, PPLICA
contends that PP& L’ s proposal to recover nuclear decommissioning costs on a per KWh basisis
inconsistent with its treatment of such costsin itslast base rate case. PPLICA St. 1, pp. 55-56.
The record evidence plainly shows that the Company unbundled costs in this case using the same
demand allocators utilized in its last base rate proceeding. Thus, PP&L’s proposed unbundled
tariff rates reflect nuclear decommissioning costs allocated among customer classes on a demand
basis. The Company proposes to recover these demand-allocated costs on a per kWh basis,
which is the same method currently used to recover such costs through fully regulated rates.
PP&L St. 3-R, pp. 28.

The Environmentalists oppose PP& L’ s proposal to extend the CTC, and recommend that
the Commission consider “the benefits of an incentive framework for nuclear decommissioning
costs, in which risks are shared beween the Company and its customers.” Environmentalists St.
2, p. 28. Thisproposal isinconsistent with the Act, which dearly states tha the PUC “ shall”
provide for recovery of nucl ear decommissioning costs. 66 Pa.C.S. 8 2808(c)(1). Seealso PP&L
St 3-R, pp. 29-30.

Finally, it should benoted that PPLICA initially opposed the Company’s proposal to
recover nuclear decommissioning expenses as a distribution-related component of its delivery
charges, claiming that PP& L would recover such expensestwice. PPLICA St. 3, p. 39. In
rebuttal, PP&L explained that it would exclude nudear decommissioning costs fromthose
recovered through the CTC if the Commission adopts the Company’s proposal. PP&L St. 3-R, p.
29. Based on this clarification, PPLICA agreed that PP&L’s proposal would not result in the
double recovery of nuclear decommissioning costs. PPLICA St. 3-S, p. 33.

4 The charge that would resut from PP& L’ sproposal would be extremely small and wauld have a
minimal impact on customers. For example, the Company currently collectsapproximately $9.5million per
year in rates for nuclear decommissioning costs. For the average residential customer using 500 kWh per
month, this equal s approximately $0.03/kWh, which is approximately $0.15 per month and less than $2.00
per year.
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The Commission already has approved asimilar proposal for the recovery of nuclear
decommissioning costs in the PECO case. PECO’ s post-1998 decommissioning costs were
reflected in its calculation of stranded costs as a future operating expense affecting the mearket
value of itsfacilities. With respect to its claimed underrecovered costs, PECO proposed two
collection methods. PECO first suggested recovering its costs through the CTC as a stranded
cost. Inthe aternative, PECO proposed to recover its claimed costs as an annuity through
regul ated transmission and distribution rates. The Commission adopted PECO’ s second
proposal, finding that it would ensure that the amounts recovered would continue to qualify for
favorable IRS and NRC treatment. PECO Order, p. 78-80.

In the instant case, PP& L’ s proposed distribution charge for the recovery of its estimaed
nuclear decommissioning costs is similar to the mechanism approved by the Commission in the
PECO proceedng. Asexplained ebove, the Company’s proposal will ensure that it fully
recovers its nudear decommissioning costs over the remaining life of itsfacilities and that it
retains its exemption from burdensome NRC financia assurancerequirements. PP&L’s proposal
is consistent with the Commission’s decision in the PECO case and we recommend that it be
adopted.

Department Of Energy Assessments

The Energy Policy Act of 1992 (“Energy Act”) esteblishes an assessment on utilities,
including PP& L, owning nuclear power operations to provide funds for the decontamination and
decommissioning of the Department of Energy’s (“DOE”) uranium enrichment facilities. Under
the Energy Act, this charge is assessed over a 15-year period, and is deemed anecessary and
reasonable current cost of fuel that isfully recoverable in rates in the same manner as other fuel
costs. PP&L St. 8, p. 24.

PP& L determined the amount of DOE assessment costs that would berecovered annually
through existing raes, and included the present value of the PUC-jurisdictional portion of this
amount in its calculati on of stranded cost. PP&L St. 8, p. 24. The OCA and PPLICA
recommend that the Commission disallow the Company’s claim in its entirety, noting that PP& L
already reflected this assessment in its Restructuring Plan filing as a component of fuel expense.
OCA St. 3, p. 7; PPLICA St. 3, pp. 24-25. Inresponse, the Company eliminated all DOE
assessment amounts from the fuel expense component of its generation-related costs, which
reduced PP&L’ s stranded cods by approximatdy $17 million. PP&L St. 8-R, pp. 56-57. This
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correction fully addresses the OCA’s and PPLICA’ s concerns.*? PP& L’ s proposed recovery of
DOE assessment costs as a regulatory asset, therefore, is appropriate and we recommend it be
approved.

Susquehanna Deferred Refueling Expenses

PP& L’ s stranded cost calculation includes a claimed regulatory asset for inccemental
maintenance costs incurred during refueling and inspection outage at PP& L’s Susquehanna
Steam Electric Station (“SSES’). These costs aredeferred and amortized from the end of the
outage until the next scheduled refueling and inspection outage is completed. The Company
determined theannual recovery that would occur through existing raes and included inits
stranded cost calculation $7.996 million on a present value basis at December 31, 1998 for the
PUC-jurisdictional portion of these costs. PP&L St. 8, p. 25.

Initsfiling, the Company has claimed SSES Deferred Refueling Costs as an individual
item inits claim for regulatory assets. By way of further discussion, the deferred refueling costs
represents incremental maintenance costs incurred during refuding and inspection outages which
are deferred and subsequently amortized from the end of the outage until the next scheduled
refueling and inspection outage is complete. PP&L Exh. JRS-1, at 12-13; OTS K. 2 at 13-14.

The basis for the Company’s claim isits annual PaPUC jurisdictional amortizaion for
both costs for 1999; however, OTS witness Reed has recommended that the Company’s claim for
stranded costs relating to Regulatory Assets exclude the amounts associated with deferred
refueling costs. OTS St. 2 at 14. As Mr. Reed explained, deferred refuding costs are not
regulatory assets that are recoverable through a traditional amortization, but are typical ongoing
expenses that, in aregulatory environment, are recoverable in base raes at normalized levels. Id.,
at 14.

In rebuttal, PP& L suggests that since the Company did propose to recover deferred
refueling outage costs in a period after they were incurred, it was necessary to accumulate and
defer the actud costs of the first refueling outage on the Company’s books and amortize this
amount over the period it was to be recovered inrates. PP&L St. 8-Rat 46. The Company
supportsits argument by claiming that an Administraive Law Judge approved PP&L’s request to
defer itsrefueling costs on the Company’ s book and amortize them for book purpose.
Additionally, according to PP& L witness Schadt, the Commission at Docket No. R-822169,

42 On surrebuttal, Mr. Kollen argued that PP& L failed to correct the double-counting error. PPLICA
St. 3-S, p. 26. Asexplained by Mr. Schadt, the DOE assessment was removed from the generation-rel ated
stranded cost calculation, and was retained as a regulatory asset. Tr. 1545-46 (8/26/97). The error clearly
was corrected; Mr. Kollen is mistaken.
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agreed with the Administrative Law Judge and approved the Company’ s request to defer refueling
outages on the Company’ s books of account. Id., at 46. Consequently, according to the Company
on rebuttal, PP& L has been utilizing this deferral method for both SESS units since 1983.

Since the Company, in its rebuttal, has relied upon a Commission’s Opinion and Order at
Docket No. R-822169, which is Pennsylvania Public Utility Commission v. Pennsylvania Power
& Light Company, 55 PURA4th 185, 228-229 (1983), thereis acritical need to review thiscase
carefully and initsentirety. Upon reviewing this case in question, OTS submits and we agree that
the Commission in its Order approved PP& L’ s request to accrue and defer first refueling costs of
Unit 1. However, that approval wasspecifically addressed to the cods of thefirst Unit 1 outagein
1984 and was for book purposesonly. OTS St. SR-2 at 7. Accordingly, no alowance was made
for their recovery in rates. The Commission’s Opinion and Order ssmply presaved the
Company’sright to claim the first Unit 1 outage costs in afuture rate proceeding. 1d., at 7.

PP& L’ s argument suggesting that the case at Docket No. R-822169, supporting the recovery of
Susquehanna deferred refueling costs, in thisinstant proceeding isincorrect. Moreover, the
Commission’s Opinion and Order in PP&L’s most recent base rate case at Docket No. R-
00943271, clearly did not institute an annual amortization for which the Company would be
entitled to full recovery, but establish a normalized annual level of expense applicable to the
deferred refueling costs that would be included in rates. Simply put, there is not support in
Commission Opinions and Orders for the position articulated by PP& L regarding claiming
deferred refueling costs as regulatory assets for stranded costs purposes.

On cross-examination, PP& L witness Schadt acknowledged that he, as the Company’s
expert witnessin this area, did not understand for ratemaking purposes, the difference between
amortization and normalization. (Tr. 1588-August 26, 1997). This admission is key asto why the
Company has made a mistake in claiming deferred refueling costs as aregulatory asset. OTS
submits that in orde to fully comprehend the issue of whether it is prope for the Company to
claim SESS Deferred Refuding Costs as stranded regulatory assets, the expert witness must
understand the difference between normalization and amortization for ratemaking purposes.
Obvioudly, by Mr. Schadt’s own admission, he did not understand the difference between
normalization and amortization. Interestingly, after OTS witness Reed had provided definitions
of amortization and normalization in his direct testimony, Mr. Schadt continued not to understand
the difference between the two, yet he appeared as the Company’ s expert witness on whether
PP& L should recover SESS Deferred Refuding Costs as stranded regulatory assets.*®

3 Mr. Schadt al so appeared on behalf of the Company asto whether PP& L should recover its 1994 Rate Case
Expense as a stranded regulatory asset.
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As Mr. Reed explained, normalization is a ratemaking concept that describes the
transformation of an operating expense that recurs at irregular intervals and in irregular amounts
into a“normal” annual test year expense allowance. OTS St. 2 at 15. Amortization is an
accounting concept that extinguishes an atypical, nonrecurring expense over a pre-determined
number of years by charging to operations a pro rata share based on the seleced amortization
period. Id., at 15. OTS submitsthat it iscritical to understand that recovery of normalization
expenses do not extend over aperiod of years and therefore claims for unrecovered normalized
expenses in subsequent proceedings cannot exist and must be disallowed. Id ., at 15. In contrast,
an amortization allowance could be claimed in succeeding proceadings aslong astheeisa
remaining unamortized balance. 1d., at 15. In applying the definition of normalization and
amortization to the issue of deferred refueling costs, OTS submits, and the Commission’s Order
supports, the conclusion that the Commission did not allow PP& L to amortize the full amount of
deferred refueling costsin the Company’s last base rate proceeding. The Commission allowed
PP& L toreflect aclaim for deferred refueling expensesin anual O & M at anomalized level,
therefore PP& L’ s attempt to claim deferred refueling costs as a regulatory asset in this proceeding
violates the definition of normalization and should not be allowed.

Accordingly, theeffect of disallowing deferredfuel, along with the associated rate case
expense reduces the net present value relative to regulatory assetsfrom $383,911,000 to
$375,384,000, which results in areduction of $8,527,000.

Earnings On Recovered SFAS 106 Costs
8.

Inits Final Order at Docket No. R-00943271, the Commission authorized PP&L to
recover the full PUC-jurisdictional portion of expenses attributable to the adoption of Statement
of Financial Accounting Standards 106 (“SFAS 106"). SFAS 106 requires PP& L to record the
liability associated with post-retirement benefits on an accrual basis (i.e., at present value), rather
than on a pay-as-you-go or cash basis. The Company’s current rates recover the full SFAS 106
costs applicableto PUC-jurisdidional customers, including appraximately $11 million in excess
of PP&L’s current cash payment obligation for post-retirement benefit claimsto recover the
transition obligation or accrued liability that existed as of January 1, 1993, the date PP& L adopted
SFAS 106. Thetransition obligation is being amortized over 20 years. PP&L St. 8, p. 22; PP& L
St. 8-R, pp. 41-42.

The Company determined the annual recovery of SFAS 106 costs that would occur under
existing rates and included the present value of the PUC-jurisdictional portion of the generation-
related amount in its calculation of stranded costs. PP&L St. 8, p. 22. PPLICA generally accepts
the Company’s claim, but recommends that the Commission recognize aregulatory liability for
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the interest earned by trust funds established by PP& L to fund post-retirement benefits other than
pensions. PPLICA St. 3, pp. 26-29. In PPLICA’sview, thisregulatory liability should beused to
offset PP&L’s claimed regul atory asset.

PPLICA’s proposed adjustment should be rejected. The
interestidentified by Mr. Kollen already isutilized tooffset or reduce
the projected cost of post-retirement benefits other than pensions.
PP&L St. 8-R, p. 40.

PPLICA relies on the Commission’ s recent Order in the PECO Restructuring proceeding
to support its recommendation in this case. In that proceeding, the Commission adopted PAIEUG
witness Kollen's proposed regulatory liability for SFAS 106 trust fund earnings. The
Commission stated:

Under traditional ratemaking, consumers would receive [a]
credit against future expenses for these earnings. As such, they
should be treated as a regulatory liability at this time. Since
generation will no longer be under traditional cost-based regulation,
customers would lose these credits if we did not allow them in this
proceeding. PECO Order, p. 77.

Asaresult of this adjustment, the Commission reduced PECO’ s total stranded costs by
$150.861 million. Id. See Order on Reconsideration, pp. 13-14.

The Commission’ s decision in the PECO proceeding is not dispositivein thiscase. In
calculating its claimed SFAS 106 costs, PECO apparently did not credit customers with the
earnings on its SFAS 106 trust fund. Instead, PECO argued that “it should be permitted to retain
trust fund earnings in order to account for future inflation and cost escalation . . ..” Order on
Restructuring, p. 13. Inthiscase PP&L hasfully reflected its SFAS 106 trust fund earningsin its
calculation of stranded costs. As explained above, those earnings were utilized to reduce PP&L’s
claimed SFAS 106 expenses. The Company’s claim, therefore, is clearly distinguishable from
that addressed by the Commission in the PECO proceeding.

SFAS 109 (Investment Tax Credit)
9.

With the change in Federal tax laws that allowed PP& L to take advantage of investment
tax credits (“ITCs"), the Company e ected to defer recognition of these credits as income by
recording aliahility for accumuated deferred ITCs. The amaortization of accumulated ITC's,
along with the related income tax effect, reduces the cost-of-service (and thus customer rates) over
the lives of the assets that produced the ITCs. Asaresult of the adoption of Statement of
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Financial Accounting Standard No. 109 (* SFAS 109"), PP& L recorded a deferred tax asset to
reflect the income tax effect of the accumulated deferred ITCs, and aregulatory liability (i.e., an
amount owed to customers) to reflect the ratemaking treatment of the tax effect. Thisregulatory
liability is equal to the reduction in income tax expense that will need to be recovered from
customers as the balance of accumulated deferred ITCs is amortized to reduce the cost-of-service
over the remaining lives of the underlying assets. PP&L St. 8, pp. 28-29.

Inits Restructuring Plan filing, PP& L utilized the present value of the ITC regulatory
liability to reduceor offset the present value of regulatory assets in calculating the level of its
stranded costs. The methodology used by the Company to reflect the effect of the ITC regulatory
liability is not opposed by any party in this proceeding.*

Retirement Of Generating Plant
10.

In calculating itsstranded cost clam, PP&L utilized the same dezectivation dates for its
generating fadlities that were goproved by the Commission in the Company’ s most recent base
rate case at Docket No. R-00943271.%* Specifically, the Keystone and Conemaugh generating
stations are scheduled to be deactivated in 2007 and 2010, respectively. These deactivation dates
also are fully consistent with the depreciation schedules reflected in PP& L’ s retail customer rates
as of January 1, 1997. PP&L St. 10-R, pp. 33-36.

The OCA and PPLICA recommend that the Commission extend the deactivation dates for
both the Keystone and Conemaugh generating stations to match the dates utilized by PECOfor its
share of these plants in its Restructuring Plan proceeding at Docket No. R-00973953. OCA K. 1,
p. 16; PPLICA K. 3, pp. 31-32. In support of hisargument, Mr. Kollen asserts that these
generating stations are operated by PECO, and concludes that PECO’ s deactivation dates
therefore are correct. PPLICA St. 3, p. 31. The opposing parties recommendation is rejected for
several reasors.

First, PP& L’ s proposed deactivation dates are consistent with the expected operating life
for this type of generating unit. Specifically, the Keystone units began service in 1967 and 1968.
Based on the deactivation date approved by the Commission in PP& L’ s last base rate case, i.e.,
2007, these units have projected service lives of 40 and 39 years, respectively. Similarly, the
Conemaugh generating units began operation in 1971 and 1972. Based on the deactivation date
approved by the Commission in PP&L’s last base rate caseg, i.e., 2010, theseunits have an
expected operating life of 39 and 38 years. PP&L St. 10-R, pp. 35-36. As Mr. Krall explained,

4 In fact, PPLICA took the somewhat unusual step of submitting detailed testimony in support of
PP&L’sclaim. PPLICA St. 3, pp. 9-13
s Thisitem is not aregulatory asset.
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the Company’ s proposed deactivation dates properly reflect the design and operating limitations
for these units:

Livesof 35 to 40 years are appropriate for 1970-vintage 800
MW-classonce-through super-critical pressuregeneratingunits. This
classof units“ stretched the envelope” on certain mechanical designs
and materialsselections and have, in fact, seen certain stress-rel ated
problems occurring at 15 to 20 years of age which would normally
not occur in lower temperature and pressure unitsuntil 30to 40 years
of age. The current lives assigned by PP& L, and approved by the
Commission, reflect these issues and also are consistent with
commitments made to comply with the requirements of the 1990
Clean Air Act Amendments. Any extension of these lives is
speculation. PP&L St. 10-R, p. 36.

Second, the parties' reliance on PECO’ s proposed deactivation dates is misplaced. In fact,

the various owners of Keystone and Conemaugh frequently have utilized different deactivation
dates in establishing their respective rates. The Commission has reviewed and approved each of
these dates.

Third, Mr. Kollen isincorrect in asserting that PECO’ s deactivation dates should be
utilized because PECO operates the Keystone and Conemaugh units. The record evidence
demonstrates that these generating units are operated by GPU subject to oversight by the
Keystone-Conemaugh Projects Office. PECO, like PP&L, isajoint owner, and no owner may
unilaterally cause investments at these stations that would extend their lives. Such investment
decisions require approval by 75% of all ownership shares. Because the Commission lacks
jurisdiction over five of the owning companies whose ownership shares exceed 25%, the
Commission is unable to require investments to extend the lives of these stations. PP&L St. 10-R,
p. 37.
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In sum, PP& L’ s proposed deactivation dates are appropriate and should be goproved. The
proposed dates are identical to thedates approved by the Commission in the Company’ s last base
rate case, and are fully consistent with the expected operating lives of the facilities.

Rate Case Expenses
11.

The Company included in its calculation of stranded costs the present value of the
generation-related portion the total annual recovery of rate case expenses that would occur
through existing rates. The Commission authorized PP& L to recover rate case expenses
associated with its base rate proceeding at Docket No. R-0094371 over afour-year period. PP&L
St. 8, p. 26.

Raising the same argument used in opposition to PP& L’ s claim for deferred SSES
refueling expenses, the OTS and OCA recommend that the Commission disallow the Company’s
clam. Like SESS Deferred Refueling Costs, PP& L is attempting to claim its 1994 Rate Case
Expense as a stranded regulatory asset. The Company’s clam for Rate Case Expense represants
the cost incurred relative to generation as a result of the Company’s most recent base rate case.
OTS St. 2 at 13. Like SESS Deferred Refueling Costs, OT Sdisagrees with PP& L’ s recovery of
1994 Rate Case Expense as stranded regulatory assets. The reasonsfor OTS recommendation are
in many aspects amilar to the reasons set forth above regarding SSES Deferred Refueling Costs

In rebuttal, PP& L witness Schadt defended the Company’ s clam for Rate Case expense as
a stranded regulatory asset, based on the Company’ s belief that for accounting purposes, PP& L
properly established a regulatory asset in accordance with SFAS71 . Furthermore, itisthis
regulatory asset which the Company is recognizing as a stranded cost in this proceeding. PP&L
St. 8-Rat 39. OTS argues and we agree that while Mr. Schadt’ s arguments may be proper for
accounting purposes, they are not proper for ratemaking purposes, where catain expenses are
normalized. From aratemaking viewpoint, PP&L isonly entitled to include in rates an amount
that representswhat would normdly be incurred inayear for litigating abase rate case. OTS St.
SR-2 at 6. Aspreviously discussed, contrary to Mr. Schadt’s argument, for ratemaking purposes,
the total rate case expenses has no significance beyond the determination of a normal year's
expense. 1d., at 6. Simply put, as Mr. Reed explained, PP&L is not entitled to recovery of its
unamortized rate case expense in this proceeding than it would be in a base rate proceeding in a
regulated environment. 1d., at 6.

The Act, at 66 Pa. C.S. Section 2803, defines stranded costs in pertinent part as that
“which traditionally would be recoverable under a regulated environment but which may not be
recoverable in acompetitive electric generation market.” Consequently, there is no basis for the
Company’ s position to recover its 1994 Rate Case Expense as stranded regulatory assets. Since
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the manner in which PP&L is seeking to recover these costs, the same costs could not be
recovered in that manner in aregulated environment. The effect of Mr. Reed’ s disallowance of
the rate case expense and the deferred fuel results in reduction of $8,527,000 to the Company’s
net present valuerelative to reguatory assets.

Specifically, Messrs. Reed and Catlin argue that the Commission previously approved
normalization of PP& L’ s rate case expenses, not deferral and amortization of such costs. OTS
St. 2, pp. 13-16; OCA St. 3, p. 12. Disallowance of the unamortized expenses would reduce the
nominal balance of the Company’s regulatory assets by $184,000. OCA St. 3, p. 12. The
parties recommendation iswell taken.

Safe Harbor
12.

On rebuttal, the Company corrected an error in its original stranded cost calculation
related to the Safe Harbor facility. Specifically, PP&L’sinitial calculation did not include the
energy revenues and the operating and maintenance expenses associaed with thisfacility. The
revenues related to Safe Harbor’ s capacity inadvertently wereincluded with the Holtwood Dam
hydroelectric project’ s revenues for capacity. The effect of properly including the remaining
revenues for energy from Safe Harbor and all of its operaing and maintenance costs increases
PP& L’ s stranded costs by $38 million. PP&L St. 8-R, pp. 55-56. These corrections are shown
in PP& L Exhibit JRS 8.

Other Regulatory Assets
13.

PP& L notesthat it has not presented a claim for stranded costs associated with its Pilot
Retail Competition Program because the amounts are not known. PP&L reservestheright to
claim these costs in its Compliance Filing or other appropriate point in the process. See Opinion
and Order on Pilot Program Initiatives, Docket No. P-00971183, p. 26. Also, PP&L has
proposed to offset this pilot program regulatory asset with aregulatory liability reflecting the
refund to customers arising out of the Commonwealth Court’ s decision in Popowsky v. Pa.
P.U.C., 695 A.2d 448 (Pa Comwlth. 1997), dealing with gross receipts tax on uncollectible
accounts.

VI. DETERMINATION OF PRESENT VALUE

A. Appropriate Discount Rate
Asexplained in Section 111, above PP& L used theregulatory method to calculate its
stranded costs. Under this method, the Company compared the revenue stream it could have
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received under traditional cost-of-service regulation with the stream of revenueit could receive
in acompetitive market. PP& L discounted the difference beween these two amounts to January
1, 1999 using adiscount rate of 7.92%, which is PP&L’s after-tax weighted average cost of
capital (“WACC”). PP&L St. 8-R, p. 5: PP&L Exh. JRS 1, p. 1. The OTS, OCA and OSBA
oppose both the Company’ s proposed discount rate and the application of such rate. As
explained in PP&L’s M.B. at pp. 131-134, each of the arguments raised by the paties is without
merit and we reject them.

We adopt PP& L’s discount rate of 7.92 percent.

Application of Discount Rate

Income Taxes
1.

The OCA asserts that PP& L improperly applied an after-tax discount rate to calcul ate the
present value of pre-tax revenue requirements and market prices. OCA St. 1, p. 13. Asaresult,
the OCA claims that the Company overstates its stranded costs by $880 million.

As explained by Mr. Guth, stranded costs are analogous to economic damages because
they represent a decrease in value caused by some act or event, in this case, the transition from
regulated rates to market-based rates. PP&L St. 19-R, p. 20. Assuch, taxable granded costs
properly should bemeasured utilizing pre-tax cash flows and after-tax discount rates:

In computing economic damages, we want to compensate the owner
of damaged assets just enough to restore her to her prior position.
Sincefuture cash flows -- aswell as the subsequent return earned on
those cash flows -- are taxable, we must discount to present value
taking into account tax effects by using an after-tax disocount rate.
But, since damage awards are ordinarily taxable, we must adjust the
cash flows to pre-tax levels so that the owner is made whole after
taxes on damages are paid. PP&L St. 19-R, p. 21.
Although Mr. La Cgpraand Mr. Falkenberg utilize an after-tax disocount rate to calculate

stranded costs, they err by computing PP& L’ s stranded costs based on after-tax revenue
requirements and market prices. Specifically, these witnesses reflect income taxes in calculating
the value of PP& L’ s generating assets, but fail to adjust stranded costs upward to account for the
taxability of CTC revenues. PP&L St. 19-R, p. 21. As Mr. Guth explained, Messrs. LaCapra
and Falkenberg:

computed what they assert is the market value of PP& L’ s generdaing assets
after taking into accourt incometaxes. That procedureisall right, so
long as measured stranded costs are then adjusted upward to take into
account the taxability of CTC revenues that are based on stranded
costs. Thustherereally are two alternatives wherethe present value
amount of future cash flows is taxable income:
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1 use pre-tax cash flows, and after-tax discount raes to
compute the present value of taxable income; or

2. use after-tax cash flows, and after-tax discount rates to
compute the present value of after-tax income then gross
up the result for tax coverage. PP&L St. 19-R, pp. 21-22.

The OCA’s proposal isincorrect because it failsto adopt either of these approaches and
effectively disallows the recovery of incometaxes. The OCA’s recommendation regarding
application of the discount rate therefore is rejected.
Discount Rate Method
2.

PP& L discounted its revenue requirements on a monthly basis. The OCA discounted on
asemi-annual basis. A monthly cdculation is moreaccurate, is consistent with PUC, practicein
calculating ECRs and was approved in the PECO Restructuring proceeding (Order on
Compliance Filing, p. 6). Asshownin Table D of PP&L’s M.B., the OCA’s method
understates stranded costs by $48.374 million ($71.072 for Market Value, less $5.815 million for
Regulatory Assets, less $8.982 million for NUG Contracts and $7.899 million for Nuclear
Decommissioning).

RECOVERY OF STRANDED COSTS
VIIL.

Design of the Competitive Transition Charge
A.

Under Section 2808(a) of the Ad, electric distribution companies will recover thar
stranded costs through CTCs. Thesecharges will be goplied to every customer of eledric
distribution companies. Therate design for PP&L’s CTC is based upon principles derived from
two different sources. First, the Act contains a sa of principlestha are to be followed in
designing CTCs. Second, PP&L has followed fundamental principles of rate design that are
widely accepted and applied in utility ratemaking.

Three statutory provisions influence the rate design of PP&L’s CTC. First, the CTCsare
constrained by therate caps. Undea Section 2804(4)(ii) of the Act, there may be noincreasein
the generation component of rates, which includes the CTC, for nine years from the Act’s
effective date, January 1, 1997, through December 31, 2005. Second, Section 2808(a) of the Act
mandates that the CTC be designed “in a manner that does not shift interclass or intraclass costs
and maintains consistency with the allocation methodology for utility production plant accepted
by the Commission in the electric utility’s most recent base rate proceeding.” Third, PP&L’s
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CTCs are designed in amanner to promote the overall purpose of the Act, which isto establish
an active and viable retail market for electric generation.

In addition to these statutory considerations, PP& L has applied sound ratemaking
principlesin designing its CTC. PP&L has sought to provide a more efficient marginal price
signal to customeas. PP&L St. 9, p. 20. Further, PP& L has simplified its delivery savice rate
design.

PP& L used a“bottom-up” approach to design its CTC, PP&L St. 9, pp. 23-26; starting
with its present rates. Thefirst step was to determine for each rate in each rate schedule, the
portion of the rate related to delivery of electricenergy. The portion of revenues under each rate
schedul e attributable to distribution service was determined by application of allocation
percentages based upon atest year ended December 30, 19954  Since customer costs are not
generation-related, 100% of customer charges were determined to be for delivery service. The
remaining amount of delivery costs under each rate schedule is to be recovered under a uniform
amount per kWh for each rate schedule. The delivery portion of each rate was then subtracted
from the total rate; the remainder is the generation portion of the rate.

The next step isto subtract from the generation portion of each ratethe projected retail
market price of electric enegy. The remainder after this subtraction is the portion of the rate
under the rate cap that is available for use asthe CTC.

As explained above, PP& L’ s total stranded costs are approximately $4.5 billion.*” PP& L
has determined that, under the rate cap, the maximum CTC revenue that can be attained over the
transition period through 2005 isonly $4.0 billion. PP&L . 10-R, p. 3. Thus, due to the rate
caps, PP& L’ s projected CTC revenues will fall $500 million short of recoveing al of PP&L’s
stranded costs. Therefore, PP& L set its proposed CTCs at the maximum amounts available
under the rate cap after allowing for the projected retail market price of electric energy and the
portion of each rate for delivery services.

Although the rate cap does not change throughout the transition period, the projected
retail market price of electric energy increases each year of the transition period. Therefore, for
each rate, there is a different energy and capacity credit and adifferent CTC for each year of the
transition period through 2005. See, e.g., Exh. OGK 2, pp. 20-21.

PP& L’ s rate design for its CTC meets each of the statutory and ratemaking principles
identified above. Firgt, it successfully meetsthe Act’ s rate cap requirements. By calculating the
CTC astheresidual remaining after subtracting the delivery portion of the rate and the projected

4 These allocation percentages were accepted in the Commission’s Order entered in PP&L’s most
recent base-rate case (Docket No. R-00943271, order entered on September 27, 1995, at 197).
a7 This figure includes, of course, GRT and is subject to income tax. PP&L’s actual recovery of

stranded cost will be less than $2.25 billion after taxes. See Table E.
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cost of electric generation during the transition period (which is the maximum charge for PP&L’s
Basic Utility Service (“BUS")) to last resort customers means that PP& L’ s proposed CTCs
cannot exceed the rate cap.

Second, PP&L’s rate design will not cause shifting of costs between rate classes or within
rate classes. The generation portion and the delivery portion of PP&L’s present raes were
determined by application of allocation percentages from the cost of service study used to design
PP&L’s present rates. PP&L St. No. 3, pp. 6-7; Exh. IMK 1. Use of the cost of savice
allocation percentages from the el ectric distribution company’s most recent base-rate case to
unbundle rates has been approved by the Commission. PECO Order, pp. 109-10.

Third, CTCs have been designed to achieve simplicity in the delivery service rate design.
The CTCs have declining block rate designs that follow PP& L’ s presently-effective rate design.
The delivery charge includes the presently-effective customer charge and flat usage charges per
kWh.”® Therefore, when the CTC is eliminated at the end of the transition period, the remaining
charges of PP& L under PP& L’ s rate schedules for most customers will be a customer charge
combined with aflat energy charge for usage. Customers can understand this pricing structure
and will be able to work with it to obtain electric energy under the most favorable terms and
conditions. PP&L St. 9, p. 21.

OCA and OSBA recommend, based on an assumption that PP& L will be allowed to
recover a much lower level of stranded costs thanit has proposed, tha recovery of stranded costs
be spread over the full transition period even if a substantial portion of stranded costs are
disalowed. OCA St. 4, pp. 9-14; OSBA St. 1, p. 12. These recommendations should be
rejected. Such an unnecessary delay in recovery of stranded costs would impose on PP&L an
increased risk that it will be unable to recover al of its allowed stranded costs if market
conditions change in the future. Moreover, the CTC should be set at the maximum levd
consistent with the rate cap until theallowed level of dranded costs is recovered because this
approach will eliminate the distortions in electric energy market prices caused by the CTCs at the
earliest possible date. PP&L St. 9-R, pp. 22-25.

Various parties in this proceeding have proposed alternative methods for PP&L to
recover its stranded costs. The proposals by other parties consist of “levelizing” or otherwise
unnecessarily spreading recovery of stranded costs over time. For a summary of various
aternatives, see, e.g., OCA St 4-S, pp. 2-3, OCA Exh. LS-10. These proposds should be
rejected. First, they are based on the assumption that a substantial portion of PP&L’s stranded
costs will be disallowed by the Commission. For the reasons explained previously such
assumption is unfounded. Second, levelizing recovery of stranded costs has the effect of shifting

48 There will aso bedemand charges for rate schedules presently containing demand charges.
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that recovery from the early years of the transition period to the laer years. Theresultisa
significantly adverse impact on PP& L’ s financia indicators in those early years, compounding
the financial impact of any disallowance of stranded cost recovery.

Prohibition on Inter and Intra Class Cost Shifting
B.

Certain intervenors contend that FP& L’ s methodd ogy for establishing its CTCsis
inappropriate. Specifically, AARP contends that costs should be reallocated so that alarger
share of CTC revenuesis derived from non-residential customas. AARP St. 1, pp. 28-29. The
Environmentalists contend that the Commission should take afresh view of allocating stranded
costs among the rate classes. Environmentalist St. 1, p. 26. These proposals should be rejected
because they directly contravene the mandates of Section 2808(a) of the Act, which requires that
the CTC be established in a manner that does not shift cost recovery either between dasses of
customers or within a customer class, and in a manner that maintains consistency with the
allocation methodology accepted by the Commission in the utility’ s most recent base rate case

CTC Reconciliation and Tracking
C.

Section 2808(f) of the Act provides that annual CTC revenues shall bereconciled with
the amortization of stranded costs authorized by the Commission for the same period. PP&L
proposes to implement this statutory mandate by following procedures, subject to one exception,
similar to the annual Energy Cost Rate (“ECR”) reconciliation procedures that had been in place
in Pennsylvania for many years prior to passage of the Act. PP&L . 3, p. 17. PP&L proposes
to track, on a system basis, its annual CTC revenues and compare those revenues with the annual
amortization authorized by the Commission. PP&L would submit quarterly filings to the
Commission reporting the results of the tracking process. However, in adeparture from ECR
practice, PP&L would not changeits CTC annually to reflect overcollections or undercollections.

PP& L argues that because its rates will be set at the rate caps throughout the transition
period, PP& L would be precluded by the rate caps from recouping from customers any prior
period undercollection. Accordingly, PP&L is proposing that the CTC application period be
extended or contracted to permit a net reconciliation of overcollections or undercollections. That
is, if CTC revenues were more than the amount authorized by the PUC, the CTC would be
terminated at the appropriate time prior to December 31, 2005. Convesely, if CTC revenues
were less than the amount authorized by the PUC, the CTC period would be extended beyond
December 31, 2005.
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Section 2808(b) of the Act permits the Commission, “for good cause shown,” to orde an
aternative CTC payment period which may be longer or shorter than thenine-year period.

PP& L statesthat it has shown good cause why the period for application of the CTC should be
extended if CTC revenues during the period ending December 31, 2005, fdl short of the level of
stranded costs that PP& L is authorized by the Commission to recover from customers. PP&L St.
3, pp. 18-19.

PP& L’ s asserts that its proposal to adjust the CTC application period for reconciliation of
stranded costs also protects the interests of customers. First, if the Commission approves
PP& L’ s proposal to extend the period for recovery of stranded costs beyond December 31, 2005,
PP& L voluntarily will extend the generation-related rate cap to coincide with the extension of the
period for application of the CTC. PP&L St. 3-R, p. 26. Seocond, the CTC will be known and
predictable throughout the transition period enhancing the ability of customersto compare
offerings by alternativ e electric energy suppliers and calculate potenti al savings. Third, PP&L
has kept the CTC mechanism as 9mple as possible by not reflecting any calculationsof interest
on overcollections or undercollections of the annual CTC amortization in the reconciliation
process. PP&L St. 3-R, p. 25.

In the PECO case, the Commission rejected asmilar CTC reconciliation proposal,
concluding that Section 1307(e) of the Code, 66 Pa.C.S. 8 1307(e), requires adollar adjustment
over an appropriate 12-month period. PECO, p. 113. However, Section 1307(e) begins with the
phase “[a]bsent good reason being shown to the contrary,” which grants broad discretion to the
Commission inthisarea. Inits PECO order, the Commission appea’s to conclude tha this
discretion can be exercised only after hearings on the reconciliation adjustments. /d. Unlike
PECO, however, PP& L has not proposed extending the CTC application period to recover
allowed stranded costs, rather the only extension proposed would be for the collection of
reconciliation anounts. PP&L argues that the Commission should beable to exerciseits
discretion at any time; the hearing requirement only limits the time when it can enter a
reconciliation order. PP&L submitsthat it has provided good reason for modifying the
requirements of Section 1307(e) and that the Commission should approve its proposed CTC
reconciliation mechanism.

Certain parties contend that PP& L should not be permitted to extend the period for
application of theCTC to customers' bills unless PP& L applies to the Commission for specific
permission for such an extension near the end of the transition period. PPLICA St. 1, p. 6;
OSBA St. 1, p. 36. Apparently, such an application would allow the Commission to determinein
afuture proceeding whether stranded costs in fact had turned out to be equal to or less than the
amount projected in this proceeding or whether further recovery should be denied for any number
of unspecified reasons. PP& L contendes that although other parties' testimony on thissubject is
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vague, their proposals suggest an unfair, one-sided review in which granded cost recovery could
only be decreased, even if stranded costs turned out to be greater than the level authorized by the
Commission.

PP& L asserts that under Section 2808(f) of the Act, the recondliation process consists
solely of comparing CTC revenues with levels of stranded costs authorized by the Commission
to berecovered. No provision of the Act indicates that the reconciliation process should provide
an opportunity for all partiesto relitigate the stranded costs issues being decided in this
proceeding. Moreover, such relitigation for reconciliation purposes would impose unnecessary
administrative burdens on the Commission and all paties.

PP& L argues that for these reasons, other parties' proposals that an extension of the CTC
application period beyond December 31, 2005, be made conditional upon future Commission
approval should be rejected. We disagree.

OCA has recommended that the CTC be recondled by rate class. OCA St. 4, pp. 17-18.%°
This proposal should be rejected for several reasons. First, thereis no support for theproposal in
the Act. Section 2808(f) is silent on the subject. Second, and of greater importance, OCA’s
proposal would not slve the perceived problem that it isintended to address. Instead, it would
create additional problems. Under OCA'’s proposed reconciliation by rate class, this* problem”
will remain unresolved for customers within arate class. Inevitably, customers using more
energy in the transition period will pay more stranded costs than they would pay under
allocations based on historical usage.

OCA’s proposal for CTC reconciliation by rate classis rejected.

CTC and Rate Cap Extension
D.

For the purpose of this proceeding, the Competitive Trangtion Charge
(“CTC")
isdefined in 66 Pa. C.S. Section 2808 as follows:

“A nonbypassable charge applied to the bill of every customer
accessing the transmission or distribution network which
(charge) is desgned to recover an dectric utility’s transition
or stranded costs as determined by the Commission under
Section 2804 (relating to standards) and 2808 (relating to
competitive transition charge).”

49 Itisnoted that the Commission required PECO to reconcile CTC revenues and costsby class. PECO
Order, p. 112. In that Order, however, the Commission did not address PP&L’s explanations, provided
above, that class reconciliation is not reguired by the Act or customers' interests. Therefore, this issues
should be given fresh consideration by the Commission in thisproceeding.
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Consequently, the amount recovered as a CTC is subject to an annual reconciliation. The
reconciliation occurs after the Commission has determined the appropriate amount of
stranded costs and the total Kwh sales over which it isto be recovered. The electric
utilities will reconcile the actual annual Kwh sales to Kwh sales projected in the final
order. OTS St. 2 at 8. Any over/underrecovery of stranded costs based on avariation in
annual saleswill be reflected as an adjustment to the subsequent years CTC. Id., at 9.

In the instant proceeding, PP&L s filing does not include an annual adjustment to
its CTC. Asexplained by OTS witness Reed, it is the position of PP&L that the rate cap
imposed by the Act prohibits the Company from fully recovering itsfull level of stranded
costs. OTS St 2 at 9. Consequently, any annual reconciliation that resulted in an increase
to the CTC would be prohibited by the rate cap. Id., at 9. Asan alternative to
reconciliation, the Company has proposed to track the annual collections pursuant to the
CTC and compare them to the level authorized by the Commission, however, the actual
CTC will not be adjusted to reflect any resulting differences. PP&L St. 3 at 17-19.
Additionally, PP&L is proposing that near the end of the stranded cost recovery period,
the CTC would be adjusted to reflect the net amount of over/undercollections that
occurred throughout the stranded cost recovery period. 1d., at 9. Based upon PP&L’s
alternative proposal, depending on whether the amount is net over or underrecovery, the
CTC will either be terminated early or extended beyond the maximum nine years specified
inthe Act. OTS St. 2 at 9-10.

OTS submits that PP&L’s alternative to the reconciliation provision of the Actis
inappropriate. First of all, PP& L’ s alternative ispremised on the “unlikely” fact tha the
Commission will allow the Company to recover the full requested amount of its stranded
costs. Consequently, if the Commission disallows a portion of PP&L’s stranded costs,
PP&L’'s CTC will be below the cap, which will allow PP& L to make annual adjustments
toits CTC. OTS St. 2 at 10. Moreover, Section 2808 of the Act requires annual
reconciliation of CTC revenuesin order to ensure that CTC revenues are no less than, nor
greater than, the authorized amount.

In the event that PP&L’s CTC allowance does not permit an upward adjustment on
an annual basis, OTS is recommending that the CTC should be tracked and the CTC be
extended beyond nine years, if necessary. 1d., at 10. The difference between the
recommendations of OTS and PP&L isthat OTS isrecommending that any reconciliation
of CTC overrecovery revenues that does not violate the rate cap imposed by the Act be
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made in the subsequent recovery year. Id., at 10. OTS s concerned that under the
Company’s proposal, a miscalculation or change in Kwh demand could result in
overrecov ered revenues that would be denied the customers/ratepayers without the benefit
of receiving any accrued interest on the overrecovery. 1d., at 10. An additional benefit of
OTS' recommendation is that recognizing overrecoveries when they occur will provide
rate cap relief sothat the CTC can be adjusted to recoup any future underrecov eries.
Accordingly, the recommendation of OTS should be adopted by the Commission as
being in the public interest.

Return on Unamortized CTC Balances
E.

Pursuant to the Act, electric generation-related stranded costs are to be “determined on a
net present value basis over the life of the asset or liability as part of itsrestructuring plan . . . .”
See Section 2803, definition of “transition or stranded costs.” In Section V1 of the PP&L M.B.
Brief, PP& L explained the proper rate for discounting the valueof future stranded costs to
January 1, 1999.

Similarly, a proper net present value determination also must recognize that PP&L’s
stranded costs will be recovered over a seven-year period ending December 31, 2005. For the
reasons that stranded costs are discounted to net present value, PP&L’ s recovery of stranded costs
must reflect an appropriate return on uncollected CTC bal ances.

In the PECO Order, the Commission set the applicable rate of return on unamortized CTC
balances at PECO’ slong term debt cost rate. PECO Order, p. 108; see also PP&L St. 19-R, pp.
28-29. PP&L’slong-term debt cost is 7.89%. PP&L Exh. JRS 1, Tab A, Attach. 1.

Regardless of the cost rate, however, a substantial portion of PP&L’s assets, including
stranded assets, are financed with securities on which PP& L paysdividends that are subject to
income taxes. For this reason, the portions of the amount to be inflated must be “ grossed up” for
incometaxes. Exhibit JRS 1, Tab A, Attachment 1, provides PP&L’s capital structure and cost
rates. Exhibit JRS 1, Tab A, p. 4, provides its composite income tax rate of 41.4935%. Using
these data, that have not been controversial in this proceeding, produces the appropriate rate to be
applied to amounts to be recovered through the CTC over seven years. See Table F PP&L M.B.

Thus, the appropriate overall, pretax rate of return allowed on PP&L’s unamortized CTC
revenues, during the seven-year period, is 10.86% using PP& L’ s average long-term debt cost as
the return to all classes of PP& L securities. If PP&L’sactud cost of capital were used, the figure
would be 13.54%. PP&L M.B. TableF.
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Failure to allow any return on unamortized CTC bdances, as suggested by several paties,
would amount to an unlawful taking of PP&L property without just compensation. Unamortized
CTC balances represent the very same costs upon which the Commission was required to allow a
reasonable return. See 66 Pa.C.S. 8§ 1301; Duquesne Light Co. v. Barasch, 488 U.S. 299, 315
(1989). Converting the manner in which those costs are recovered fromtraditional ratesto aCTC
charge does nothing to change PP& L entitlement to a reasonable return on its investment.

RATE DESIGN AND TARIFFS
VIII.

A. Customized Rate Design

As an aternativeto collecting its CTC on a strict usage (kWh) basis, PP&L has also
proposed what it refers to as a cusomized rate design (CRD). According to this design, one half
of acustomer’s CTC will be recovered through usage-based charges, while the remainder will be
recovered through afixed customer charge. PP&L M.B., p. 147. PP&L describes the calculation
of the CRD asfdlows:

The CRD will be calculated individually for each customer. First,
each customer’ s usage during 1996 will be priced at rates
established in this proceeding using a CTC calculated under
traditional, usage based rates. This amount will then be divided by
12 to determine amonthly amount. One half of the monthly
amount will be added to the customer charge. The remainder will
be priced on the basis of 1996 energy usage so that theannual cost
of electric service will be unchanged from the annual cost for 1996.
PP&L St. 10, pp. 11-12; PP&L St 9, p, 33; PP&L Exh. DAK 1.

PP&L M.B, pp. 148-149.

PP& L states that the CRD will result in rate reductions for customers with incremental
usage over 1996 levels:

The effect of the CRD, in comparison with a more traditional
usage-based (cents-per-kWh) charge are severd. Firdt, if each
customer were to use during any year of the transition period, the
same amount of electric energy asit used during 1996, the
customer would pay the same total amount of CTC under both the
CRD and the traditional, usage-based rate design. If, however, a
customer were to use more electric energy per year during the
transition period than in 1996, the customer would pay less under
the CRD than under the traditional rate design. Conversely, if a
customer were to use less e ectricity during the transition period
than in 1996, the customer would pay more under the CRD than
under the traditional rate design.
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PP&L M.B, pp. 148-149.

PP& L asserts that the CRD will stimulate growth in the Pennsylvania economy by
providing rate reductions for incremental usage, and will effect amovement toward marginal cos
pricing. 1d., pp. 148-149.

PP& L originally proposed that the CRD method of recovering CTC revenues be
optional for residential customers, but mandatory for non-residential customers served on mgjor
rate schedules. However, PP& L now proposes that the CRD be optional for all customer classes.
Id., p. 148.

A number of parties have opposed PP& L’ s proposed CRD. The OCA arguesthat itis
inefficient because the marginal cost of transmission and distribution is higher than the
embedded revenue requirement. Thus, aflat transmission and distribution charge and a fixed
CTC may not send the proper pri ce signals to customers with regard to marginal usage. OCA
M.B., pp. 83-85. The OCA also contends that the CRD is a promotional rate design which
inappropriately encourages energy use by shifting CTC responsibility from customers who
increase usage to customers who conserve energy. 1d., p. 85-86.

PPLICA argues that the CRD violates the rate cap and cost shifting prohibitions
contained in Chapter 28, and amounts to a take-or-pay charge for 50% of PP& L’ srecoverable
stranded costs. Large Customers M.B., pp. 77-80. However, PPLICA iswilling to accept the
proposed CRD if it isto be optional to all customer classes. Large Customers M.B., p. 80; R.B.,
p. 48.

The Public Interest Parties and PPA/PAPHCC also objed to the proposed CRD for
reasons similar to those of the OCA and PPLICA. Public Interest Paties M.B., p. 45;
PPA/PAPHCCM.B., 8-9. The OBA opposes the CRD as being detrimental to small business
customers, but iswilling to accept it if it isoptional for al classes. OSBA M.B., pp. 35-37.

PP& L’ s proposed CRD appears to be an attempt by the Company to shield itself from
some of the uncertainty involved in having the recovery of the CTC totally dependent on
customer usage, which cannot be predicted with 100% accuracy. We find this ratedesign to be
guestionable for the reasons set forth by the OCA. Therefore, we recommend that it be rejected,
and that the Company be required to design its CTC according to its original $/kWh formeat.

B. Small Business Customer Rates

The OSBA raised concerns regarding two aspects of PP&L’ s rate unbundling proposal
which it believes will adversely affect small business customers. The first of these relates to the
demand chargein Rate Schedue GS-1. Asthe OBA explains:

When PP& L backed out the transmission and distribution costs for
the GS classes, it opted to assign customer charge and unblocked
energy chargerevenues to the transmission/distribution costs,
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which left a blocked energy charge and a demand charge. Further,
in backing out the market price, PP& L deducted market energy
rates from the residual energy charges and deducted market
capacity charges from the demand charge, which left ablocked
energy structure and demand charge for the CTC tariff. OSBA
Stmt. No. 1 at 44.

OSBA M.B., pp. 37-38.

The OSBA asserts that since the demand charge under this rate schedule only appliesto
billing demand above 5 kW, customers with billing demands less than this amount will see no
reduction in their transmission/distribution servicebill relating to themarket rate demand credit
because they pay no demand charge. Also, the OSBA argues that smaller GS-1 customers will
face rates that are below PP& L’ s forecast market rates. 1d., p. 38. To resolve this problem, the
OSBA proposes that the existing demand charge remain in the component of the rates designated
for transmission and distribution, and that market demand charge revenues be badcked out of the
first and possibly second block energy rates. 1d.

PP& L, through its witness Mr. Kasper, indicated tha the OSBA proposal would
adequately recover delivery sarvice revenuerequirements goproved in the Company’s last base
rate case. Thus, PP&L iswilling to accept this proposal. Tr. 1051-1052; 1099. We therefore
recommend that it be approved.

The second of the OSBA’ s concerns relates to PP& L’ s proposal to recover all
transmission and distribution costs through a flat energy charge and a fixed customer charge in
Rate Schedules GS-1 and GS-3. The OSBA contends that PP& L’ s elimination of the declining
block rate designfor the recovery of these cost components may result in larger customers with
higher load factors subsidizing very small customers because smdl customers will provide lessin
revenue than their allocated costs. The OSBA recommends tha PP& L’ s current declining block
rate design be maintained for these rate schedules until further examination of thisissue can be
conducted in afuture rate proceeding. 1d., pp. 38-39.

As PP&L notes, the elimination of the declining block structure from its delivery service
rates results in ahighly simplified rate structure. The declining block structure remains only in
the design of the CTC, which is atemporary rate that will disappear at the end of the transition
period. PP&L M.B., p. 137; PP&L St. No. 11-R, p. 12. With respect to the OSBA’ s concerns
regarding large customers subsidizing small ones, these concerns appear to be unfounded since,
theoretically, all customers would be supplying the same amount of revenues under the proposed
rate structure as they would under the current one. The only difference is that the declining block
structure under the proposed rate design will be confined solely to the CTC component of the
unbundled rates. Tr. 1102. We find no evidence to suggest that delivery charges are such a
significant component of the current blocked rate structure for the GS-1 and GS 3 rates that the
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shifting of this structure from delivery service rates to the CTC will have the detrimental afect
which the OSBA aleges. For these reasons, | find it inappropriate to discard the Company’s
simplified rate design in favor of the OSBA’s proposal, and We therefore recommend the
OSBA' s proposal be rejected.
C. Provider of Last Resort Service

A number of partiesin this proceeding debate the issue of the proper generation rate for
PP&L to chargeits provider of last resort (PLR) customers—those customers who either are
unable to find an alternative supplier to serve them, return to PP& L after choosing an alternative
supplier, or simply choose to reman with PP& L as their energy supplier. PP&L proposes to
serveits PLR customers under its Basic Utility Supply Service (BUSS), which would consist of a
generation charge, adelivery charge, and the CTC as discussed above The generation charge
would be the projected market price of energy. After the completion of the phase-in period,
PP& L intends to recover the cost of providing generation service to its PLR custome's through a
mechanism cdled the Purchased Generation Cost Rate (PGCR). The PGCR, which would apply
to customers without hourly meters,* is explained by the Company as follows:

... [The PGCR] would be patterned after the ECR; would be
established on an annual basis; would be collected on a KWH
basis; and would be reconciled for overcollections and
undercollections. PP&L St. 3-R, pp. 39-41; PP&L Exh. IMK 7.
The PGCR would include the market price of electricity purchasd
for last resort service customers and the costs of administering the
Company’s electricity procuranent program. PP&L’s proposal is
fully consistent with Section 2807 (€)(3), which provides that the
provider of last resort service shall acquire energy at “prevailing
market prices’ and recover “all reasonable costs.”

The PGCR would not become effective until the end of the
phase-in period. Unil [sic] that time, PP&L would continue to
charge non-shopping customers its Commission-approved, tariffed
rates. This approach is consistent with the Commission’s ordersin
the PECO case. PECO Order, pp. 132-134; Order on
Reconsideration, pp. 20-21.

PP&L M.B., pp. 158-159.

The OCA opines that the generation rates charged to PLR customers should not exceed
prevailing market rates, including all reasonable costs. In thisregard, the OCA submits that
PP& L’ s market price should be adjusted to account for line losses, differencesin class load
shapes, and differences between residential and average retail market prices. OCA M.B., p. 80.

%0 PP& L witness Kleha stated that the Company has not yet developed a proposal for recovering
generation service costs from customers with hourly meters, but is continuing to study the issues involved
and will submit aproposed mechanism as soon asit has been developed. PP&L St. No. 3-R, p. 39.
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In addition, the OCA contends that thismarket price must be further adusted to include “certain
administrative and general costs that will be required to market, aggregate load, reconcile load
and supply, deal with PIM, write contracts, etc.” 1d., p. 78. With these adjustments, the OCA
appears to support the use of PP& L’ s proposed market price as the generation component of the
Company’ s BUSS rates for PLR customers.

It isthe OCA'’s position that whatever difference exists between the rate cap and the sum
of the unbundled rate elements (delivery charge adjusted market price, CTC) should represent a
rate reduction for the Company' s PLR custome's. The OCA argues that under thisproposal, “all
customers will receive rate savings, and alternae suppliers will have to compete based upon their
ability to provide favorably priced electric generation when compared to the market-based retail
generation price reflected in the Company’srates.” Id., p. 81. The OCA believesthat PLR
customers should have the same opportunity to receive electric energy at market-based prices as
those customers who choose to shop for and receive energy from alternaive suppliers. 1d., pp.
81-83.

The Competitive Intervenors object to PP& L’ s proposals with regard to the generation
rates for PLR customers. They note that these raes as proposed by the Company will basically
be wholesale prices which will be passed through to customers without a markup. Competitive
Intervenors M.B., p. 17. They contend that PP& L’ s proposals are not consistent with Section
2807(e) of the Ad. The Competitive Intervenors explain their position in thisregard asfollows:

PP& L’ s proposed scheme in its restructuring plan is
completely inconsistent with the Commission’s stated
interpretation of Section 2807(e) and is noncompliant with the Act
for awhole array of reasons. First, PP&L isimproperly attempting
to implement Section 2807(€)(3) through this restructuring
proceeding. Subsection (€)(2) expressly mandates that the
provisions of Subsection (€)(3) pertaining to the connection,
delivery and acquisition of electricity for default customers be
implemented through the promulgation of regulations. No other
authority is provided to the Commission as to implementation of
this portion of the statute. Furthermore, Subsection (€)(2) dictates
that the mandatory rulemaking to implement Subsection (e)(3)
establish the ECD’ s “ obligations that will exist at the end of the
phase-in period” as ordered by the Commission in this proceeding.
Subsection (€)(3) sets the standard governing the Commission’s
promulgation of regulations and staes that, under theregulations,
the PLR isrequired to “acquire electric energy at prevailing market
prices to that customer and shall recover fully all reasonable costs.”
Read together, the two subsections require the Commission to
promulgate rules following restructuring which define the EDC’s
obligation to serve including the terms and conditions under which
it will acquire and sell power to default customers. Until such
regulations are finalized, the EDC must charge default customers
current unbundled tariff rates unless the Commission finds that rate
reductions are warranted under Chapter 13 procedures.
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1d., pp. 19-20, footnotes omitted.

The Competitive Intervenors al 90 assert that Section 2807(e)(3) requires an EDC to
acquire, not sell, energy at prevailing market prices, and requires full recovery of al reasonalde
costs. They state that “[p]resently, EDCs recover all reasonable costs associated with providing
generation supply to customers through regulated rates and should continue to do so in the rates
they charge default customers until such time as the Commission finds justification for reducing
those rates through ratemaking activity or until the Commission promulgates regulations which
establish an alternative methodology for computing market based rates for default customers.”
Id., p. 20. The Competitive Intervenors further contend that “[e]ven if the Commisson could
implement a market based pricing scheme without a rulemeking, PP& L has not met its burden of
demonstrating that its proposed default prices for 1999 and 2000 recover all reasonable costs.”
Id.

In addition to the Competitive Intervenors position as set forth in its briefs, MAPSA, a
member of the Competitive Intervenors, also contendsin its own supplemental brief that
PP& L’ s wholesale market price projections are too low to foster competition. MAPSA Sup. B.,
pp. 2-3. MAPSA asserts that PP& L’ s generation rates should be based on the long run cost of
energy added to the long run cost of capacity, plus a credit for the additional services which
suppliers are required to provide. 1d., pp. 4, 9.

Finally, SER/Gilberton provide arguments similar to The Competitive Intervenors and
MAPSA. SER/Gilberton M.B., pp. 6-11. They contend that, “[s]hould PP&L fal to add to the
wholesale acquisition cost of each unit of electriaty all expenses reasonably incurred in
performing the supplier-of-last-resort service (including, for example, a ‘buying group’ service
charge or commission), it would be guilty of predatory pricing that would impede fair
competition.” 1d. p. 10. SER/Gilbeton conclude asfollows:

To avoid the anomaly of rewarding the least adventurous
consumers (i.e., those for whom PP& L isthe default service
provider) with arguably the lowest priced electridty available in
the marketplace, the commissi on should require that at no time
may the BUSSenergy price beset below the standard offer price
for the same class of service marketed by PP& L’ s unregul ated
Generation Supply Group. Thiswill ensure that the BUSS rateisa
representative surrogate for retail energy prices set by free market
forces rather than an unfairly subsidized artifact of cost of service
rate making. Inthe alternative, the commission should specifically
define which operating costs (in addition to direct bulk energy
acquisition cost) must be factored into the BUSS energy price to
achieve parity with prices set through competition. Thiswould
allow the legitimacy of the rate to be confirmed by audit.

Id, p. 11.
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We agree with the OCA that in a competitive market, PLR customers should be afforded
the same opportunity to receive market-based generation rates as those customers who choose to
go elsewhere for their electric energy. However, we aso agree generally with all the parties who
contend that the Company’ s generation rates for these customers should not be priced so low &
to undercut the market and thwart competition in the first place. Such rates should be genuine
market-based retail rates that include al reasonable costs incurred to obtain the energy.
Therefore, we recommend that during the phase-in period, PP& L’ s generation rates for its PLR
customers be based on its projected market price of generation asadjusted in the manner set forth
by OCA. However, we aso recommend adoption of the SER/Gilberton position that these rates
should at no time be set below the standard offer price for the same class of service marketed by
PP& L’ s unregulated Generation Supply Group. In thisway, the devd opment of reasonably
competitive generation rates for PLR customers should be ensured.

With regard to the proper generation rates to be charged after the phase-in period, it
appears that the Company must await the promulgation of regulations by the Commission, as
required under Section 2807(e)(2) of the Act, before the provisions of Section 2807(€)(3) can be
fully implemented. Thus, we find PP&L’ s proposed PGCR mechanism to be premature, and we
recommend that it be rejected at thistime.

D. Availability of Tariff Rates

PPLICA objedsto PP&L propasals to make its interruptible and price response rate
schedules, as well as Rate Schedules RTD and RTS, available only to those customers who
currently take service under these schedules and elect to remain bundled sales customers of
PP&L. SER/Gilberton objects tothese proposals as well. Both of these parties objedt mainly to
the fact that under these proposals, customers of the affected rate schedules who choose to buy
energy from acompetitive provider would be charged a CTC based on the firm rae schedule
applicable to their level of load, rather than on their current rate schedule. Large Customers
M.B., pp. 71-77, SER/Gilberton M.B., pp. 3-4.

PPLICA asserts that an interruptible customer’s CTC liability is based on embedded
stranded costs, and is naturally smaller than that of afirm customer. PPLICA argues that such
liability for an interruptible customer should not change simply because that customer chooses to
access the competitive market. Large Customers M.B., pp. 72-74. PPLICA contends that
PP& L’ s proposals are in violation of the cost shifting prohibitions of Chapter 28 because they
cause interruptible customers who exercise their right of access to pay higher rates. Also,
PPLICA asserts that they will reault in the collection of greater CTC revenues from interruptible
customers than would otherwise occur, leading to an earlier termination of the CTC which
would, inturn, result in al other customers on the PP& L system paying alower CTC than they
otherwise would. 1d, p. 74. PPLICA also contends that PP&L’s proposals with regard to the
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rate schedules in question violate the pro-competition and pro-business growth goals of Chapter
28 of the Act by producing higher prices for electric service, and restricting access to the
competitive market for those customers affected. 1d., pp. 75-77, 82-83.

In response, PP& L argues that the benefits of interruptible service provided to the
Company and its customers are related totally to generation service. PP& L asserts that thereis
never aneed for interruptions of delivery service on its system because the Company never
experiences any local transmission or distribution emergencies that would require such
interruptions. Theref ore, PP& L concludes that customers who purchase energy from a
competitive provider and receive only delivery service from PP&L should not receive the
discounts offered under interruptible service rates, but should be served under rate schedules for
firm service. PP&L M.B., pp. 144-146; R.B., p. 56-58. PP&L makes a similar agument with
regard to its Residential Thermal Storage (RTS) rates. PP&L R.B., p. 59.

We find PP&L’s arguments to be persuasive with regard to thisissue Interruptible
service customers who choose to purchase energy from competitive providers will no longer
provide the benefits to the Company and its remaining ratepayers that they did as fully bundled
service customers of PP&L. For all practical purposes they will no longer be interruptible
service customers since they will no longer face the prospect of being interrupted by PP&L for
generation relaed emergendes. This applies dso to customers of other rate schedules who, in
changing generation service providers, would no longer supply the benefits to the Company that
they would as full service customers. Under circumstances such as these, we do not find that the
shifting of customers from one rate schedule to another violates the rate cap since no tariffed
rates are actually being changed. Customers who wish to enjoy the benefits of a competitive
market for electric energy must be willing to forfeit some of the benefits they received as bundled
service customers of a monopoly provider, when such benefits are no longer applicable. For
these reasons, we recommend that PP& L’ s proposals with regard to these rate schedules be
approved, and that the positions of the opposing parties be rejected.

E. Economic Incentive Rates

PP& L offersa number of incentive rates in the form of riders, rate schedules and billing
options which are designed to promote economic growth and/or improve the Company’ s load
factor. PP&L M.B., p. 150. Although many of theseincentive ratesare scheduled toterminate
in the relatively near future, PP& L is proposing to extend their availability through the end of the
CTC application period so as not to violate the rate cap required by Section 2804(4) of the Act.
However, PP&L is proposing to limit the availability of incentive rates to customers presently
being served under them, and using PP&L’s BUSS servicefor their energy supplies. Also,
customers who temporarily use alternative competitive energy suppliers and return to PP&L’s
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BUSS servicewill not be eligible to receive service under the incentive rates®  According to
PP& L, the reason for these proposalsis that the incentive rates were designed to bendfit the
Company and its customers from a generation standpoint, and have no relation to delivery
service. Thus, austomers who do nat utilize PP& L for their generaion supply services would
provide no benefit to the Company under the terms and conditions of the incentive rates.
Therefore, PP& L argues, the rates should not be made avalable to these customers. 1d., pp. 151-
153.

The OCA objectsto PP& L’ s proposals as they relae specifically to the Competitive Rate
Rider (CRR). Since the discounts offered under the CRR would apply to the CTC (as well asthe
delivery charges), the OCA contends that such discounts could result in cost shifting through the
CTC reconciliation process, in violation of the Act. The OCA argues that the Act requires the
CTC to be nonbypassable, and therefore, prohibits the discounting of the CTC on behalf of any
customer. OCA M.B. pp. 86-87.

The Competitive Intervenors also appear to object to PP& L’ s proposal's, and advocate the
necessity for the Company to eliminate its incentive rates as originally scheduled. The
Competitive Intervenors cite the Commission’s rulings in the PECO Restructuring Proceeding in
support of their claim. Competitive Intervenors M.B., pp. 56-58.

SER/Gilberton also oppose PP& L’ s proposa with regard to the economic incentive rates.
SER/Gilberton argue that such a proposal is anti-competitive because it discourages custome's
from choosing an alternative power supplier, and because such incentive rates would allow
PP& L’ sregulated Electricity Delivery Group to undercut the future retail market. SER/Gilberton
M.B., pp. 4-5. SER/Gilberton also argue, as does the OCA, that PP&L’s proposal with regard to
the CRR violates the requirement that the CTC be nonbypassable. Id., pp. 5-6.

PPLICA supports PP&L’s proposal to extend the availability of incentive rates, and
objects to the OCA’ s opposition to this proposal. PPLICA arguesthat it isthe OCA’s proposa
to eliminate the incentive rates as originally planned that is contrary the Act. Thisis so,
according to PPLICA, because the elimination of these rates would violate the rae cap, and
would cause cost shifting since PP& L would then have extra resources available which must
necessarily benefit either other rate classes or the Company’ s shareholders. Large Customers
M.B., pp. 80-82. PPLICA aso rejects the argument of The Competitive Intervenors that the
Commission’s PECO decision requires the elimination of the economic incentive rates. PPLICA
contends that the PECO decision requires that all competitively priced services such as

51 PP& L notes that there is one exception to the requirement to use BUS service. Unlike theother
incentiverates, the Competitive Rate Rider (CRR) does not requirethe use of BUS service. However, PP& L
states that discounts under the CRR are limited to delivery charges and the CTC. PP&L M.B., p. 152,
Footnote 75.
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interruptible service, economic development rates and special contracts must be continued
throughout the transition period. PPLICA R.B., p. 50.

As discussed above we agree with the proposition that customers who switch to
aternative energy providers and thus, no longer provide any benefits to the Company or its other
ratepayers under the terms and conditions of certain rate schedules, should no longer be
considered eligible to receive service under those rate schedules. Thus, we agreewith the
Company that any customer who chooses an energy provider other than PP& L should not be
eligible for the benefits provided under the incentive rates in question. However, we find no
reason to recommend that the termination dates of these incentive rates be extended as the
Company proposes. PP&L’s only reason in support of its proposal appearsto beits fear that to
terminate the incentive rates before the end of the transition period would violate the rate cap.
However, as discussed above, we do not believe that the shifting of customers from onerate
schedule to another for eligibility reasons represents a violation of the rate cap since no actua
rates are being changed. Therefore, although we would advocate limiting the applicability of the
various incentive rates to only BUSS customers of PP& L, we do not support the Company’s
proposal to extend the applicability of these rates beyond their origind termination dates. Thus,
we recommend that this proposal be rejected.

F. Interruptible Service Tariff Provisions

PPLICA objectsto two PP&L proposals relating to interruptible service. The first of
these concerns the Company’ s proposal to remove the limitations on the frequency and duration
of economic interruptions that exist in its currently effective tariff. PPLICA contends that such a
change diminishes the value of interruptible service without providing any compensatory
decrease inrates. PPLICA arguesthat this effectively raises the cost for interruptible customers
over and above the level of rates as of January 1, 1997, in violation of the Act’ srate cap. Large
Customers M .B., pp. 84-85.

In response to PPLICA’ s complaint, PP& L asserts that the limitations existing under the
current tariff are not sufficient to protect other BUSS customers from the increasing average cost
of service resulting from interruptible customers using energy when prices are high. PP&L M.B.,
pp. 146-147.

We agree with PPLICA that PP&L is attemptingto decrease thevalue of its interruptible
service in this proceeding without areduction in rates. We do not find sufficient evidence to
justify this change. Therefore, we recommend that PP&L’s proposal to remove the limitations
regarding the frequency and duration of economic interruptions be rejected.

The second proposal to which PPLICA objects relaes to a change in the price charged to
a customer who chooses to “buy through” an interruption. The current charge is the sum of the
charges normally incurred under the rate plus the PIM billing rate for the buy-through period.
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The proposed charge is the otherwise applicable charge plus the estimated spot price of
replacement capacity and energy. PPLICA contends that this proposed change should be rejected
because 1) it was unsupported in Company testimony; 2) it provides cusomers with no certainty
as to what the actual buy-through charge will be, nor does it provide a procedure to reconcile
actual spot prices with the Company’s estimates; and 3) it violates the Act’ s rate cap because if
the Company’s estimate is incorrect, the customer may pay more to buy through an interruption
than it would under ratesin effect on January 1, 1997. Id., pp. 86-87.

With regard to this objection, PP& L contends that its proposed estimated spot price more
accurately reflects actual circumstances than a pre-established rate. It a0 states that the PIM
tariff is currently being reviewed by FERC, and final provisions regarding sales and purchases
relating to usage by interruptible customers during economic interruptions have not been
determined. PP&L R.B., pp. 60-61. PP&L argues that its proposal cannot be said to violate the
rate cap since it is not known whether or not a presently unknown spot price exceeds a presently
unknown PIM billing rate. Furthermore, PP& L asserts that there is no reason to condude that
any errorsit may make in estimating the spot price would be substantial, or would be detrimental
to the interruptible service customer. Id., p. 61. PP&L statesthat the only aternative to its
proposal “would be to wait until actual spot prices are known which may be long after the
transaction has taken place, thereby defeating the ability of large customers to weigh the *buy
through’ option against an interruption.” 1d.

Once again, we find the arguments of PPLICA to be persuasive. The Company is
attempting to make changes to theterms and conditions of itsinterruptible servicein this
proceeding without providing sufficient evidence for such changes. Moreover, these changes do
not appear to have any direct relationship to the man purpose of this proceeding, whichisto
restructure the Company’s rates and services to promote a more competitive market for the
provision of electric energy. Therefore,we recommend that PP& L’ s proposed change in its buy-
through charge for interruptible service be rejected.

G. Transmission and Distribution Unbundling

In its proposed tariff, PP&L unbundled its rates into three components, namely, the
delivery charge, the market price of energy, and the CTC. However, both PP&L and PPLICA
agree that the delivery charge must be further unbundled into transmission and distribution
components. Thisis so because customers who arrange to receive transmission service from
PIM under its Open Access Transmission Tariff should not have to pay PP&L aratethat
includes charges for transmission service that it isnot providing. These customers shoud only
be required to pay a distribution chargeto PP& L. Thus, the unbundling of the delivery chargeis
necessary. PP&L M.B., pp. 157-158; Large Customers M.B., pp. 92-93. PPLICA’switness
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Baron provided worksheets detailing such an unbundling. PPLICA St. No. 1, Exhs. SIB-7-13.
PP& L appearsto accept PPLICA’s proposed unbundling method. PP&L St. No. 12-R, p. 8.
Because this proposed unbundling of delivery service appears to be necessary and
reasonable, and because there is no objection to it, we recommend that it be adopted.
H. Federal/State Jurisdictional Determination
FERC has determined that it hasjurisdiction over the transmission of electric enagy in
interstate commerce by a public utility. Thus, there is aneed to distinguish between facilities
used for transmission and those used for distribution. PP&L further explains this need as
follows:

In Order No. 888, FERC found that once retail service was
unbundled, there would be a need to draw a distinction between
facilities that are used for transmission and those used for local
distribution because, in determining the extend and scope of its
exclusive jurisdiction, FERC has concluded that it has jurisdiction
of retail transmission in interstate commerce to the point of local
distribution. Orde No. 888, 61 Fed. Reg. at 21,627. FERC also
stated that it would defer to state recommendations on where to
draw thejurisdictional line, provided that state regulators
specifically evaluate seven specific indicators and any other
relevant facts and make recommendations consistent with the
essential elements of Order No. 888.

PP&L M.B. p. 156.
The seven indicaors to which PP&L refers are as follows:

1. Local distributionfacilities are normally in close proximity
to retail customers.

2 Local distribution facilities are primarily radial in character.

3 Power flowsinto local distribution systems; it rarely, if
ever, flows out.

4, When power enters alocal distribution system, it is not
recognized or transported to someother market.

5 Power entering alocal distribution system is consumed in a
comparatively restricted geographical area.

6 Meters are based at the transmission/local distribution
interface to measure flows into the local distribution
system.

7. Local distribution systems will be reduced voltage.

PP&L St. 12, pp. 17-18.1d,, pp. 156-157

PP& L states that in applyi ng these tests, it has concluded, subject to Commission and FERC
approval, that itsfacilities operating at voltages of 69 kV and above are transmission fecilities,
and facilities operating at lessthan 69 kV arelocal distribution facilities. 1d., p. 157.

No party has opposed the Company’ s analysis and proposal with regard to thisissue. We
also find the proposal to be reasonable and recommend that it be adopted.
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I. Modifications to Terms and Conditions of Existing Tariffs
PP& L has proposed various modifications to existing tariff rules, which it explains as
follows:

Rule 4 is changed to indicate that the Company
may upon request supply services over and
above those which the Company woud

normally provide, if the customer agreesto pay
the Company afair and non-discriminatory price
for those related services.

Rule 9E was changed to indicate that the Budget
Billing interest rate is changed from the number
1% per month to one-twelfth of the average of
1-year Treasury Billsfor the months of
September, October, and November of the
previous year.

In Tariff 210, changes include the following:

Rule A has been amended to exclude fuel supply
disruption from qualifying for backup power

supply.

Paragraph E(5) has been addedto Rule 6A to
indicate that a customer-specific, fixed, per
month CTC developed by the Company, which
will equal 100 percent of the customer’s
estimated CTC revenue, will be applied if the
customer electsto install on-site generation on
or after January 1, 1999.

Paragraph E(5) was based on Section 2808(a) of the Act,
which permits recovery through a non-bypassable CTC of stranded
costs from customers that install new on-site generation facilities.
Under Section 2808(a), the CTC for such customer should be fixed
and recover thecustomer’s fully allocated share of stranded caosts.

PP&L M.B., pp. 153-154.

Because these proposed changes to the Company’ s tariff provisions appear to be
reasonable, and have not be opposed by any party in this proceeding, we recommend that they be
adopted.

IX.  PHASE-IN ISSUES

The Act mandates the following phase-in schedule for retail access:
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[T]he following schedule for phased implementation of retail access shall
be adhered to unless a determination is made by the commission under subsection
(c) [which allows for an additiond six month transition period under certain
circumstances):

(1) Asof January 1, 1999, a maximum of 33% of the peak load of each
customer classshall have the opportunity for diredt access.

(2) Asof January 1, 2000, a maximum of 66% of the peak load of each
customer classshall have the opportunity for dired access.

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

66 Pa.C.S. § 2806(b).

The Act gives the Commission specific instructions:

Thetime line for the transition to and phase-in of direct access to competitive
electric generation shall be in accordance with section 2806. 66 Pa.C.S. § 2804(11).
A. Phase-in Selection Method

PP& L’ s proposed phase-in schedule tracks that mandated by the Act. As
described in the testimony of Mr. Henry W. Baumann, PP&L Ss. 14 and 14-R, PP& L proposes
an initial sign-up period for each phase-in period during which all customers interested in
participating in competition can notify the Company. If any rate classes are over-subscribed,
PP&L will conduct a random selection among customers seeki ng to participate. PP&L St. 14-R,
p. 4. Enron, OSBA and PPLICA witnesses believe that this methodol ogy should not apply to the
selection of commercial and industrial customers, based on the possibility that non-participating
customers may suffer a competitive disadvantage over participating customers. See Enron St.
5.0, pp. 19-20; OSBA St. 1, pp. 51-52;. PPLICA St. 1, pp. 58-59.

PPLICA witness Stephen Baron asserts that the most appropriate methodology for
selecting industrial customersis on afirst-come, first-served basis, with the customer designating
adesired level of load for participation. PPLICA St. 1, pp. 58-59. If thereisan over-
subscription of load, Mr. Baron proposes a pro-rata reduction to each subscriber’ s nominated
load. To alleviate any remai ning competitive disadvantages, Mr. Baron proposes that PP& L
begin selection for the second phase and implement such a selection process by permitting retail
access for up to 66% of peak load beginning January 2, 1999. PPLICA St. 1, p. 59.

Enron witness Mr. Bowen advocatesa similar approach. Under Enron’ s proposal,
Enron would be willing to accept the “first through the meter” approach, where Enron would
supply thefirst portion of the customer’ s electricity received in agven hour and the EDC would
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supply the remainder. Enron would also be willing to “follow the customer’sload” and provide
afixed percentage of its customers’ load throughout the day. Enron St. 5.0, p. 20.

OSBA witness Robert Knecht suggests avariation on PPLICA’s and Enron’s
approach to apply to commercial customers. He suggests that minimum levels of customer
participation be set for the GS rate classes for each of two phase-in years. Unda Mr. Knecht's
proposal, if arate classis over-saubscribed and therandom drawing produces too few customers,
those few customers selected should be limited in theamount of their load that is subject to
competition. OSBA St 1, p. 53.

We reject these arguments. As discussed above, the phase-in schedule established
under the Act ismandatory. The Act requires the Commission to establish regulations specifying
that, within each customer class, the customers that are eligible for direct access during the
phase-in period shall be determined by the Commission on a first-come, first-serve basis “unless
otherwise determined by the commission. . . to prevent competitive disadvantages among
similarly situated customers within a customer class.” 66 Pa.C.S. § 2806(4). Neither Enron,
OSBA nor PPLICA has made a showing of specific competitive disadvantage sufficient to justify
a departure from the statutory presumption that the phase-in period will occur in the three stages
established in Section 2806 on a firg-come, first-served basis> We reject the eforts of these
intervenors to disrupt the “orderly” transition to a competitive generation market envisioned
under Section 2806(14) of the Act, particularly in light of PP&L’s express commitment to
address any competitive problems on a case-by-case basis. PP&L St. 14, p. 5.

We aso regject the various complex proposals for
phasing in choicethat would require customers to receive part of thar service fromtheir
Alternative Supplier and part from their EDC. In the words of PP&L witness Dr. Tieney: “Asa
former regulator, | cannot imagine a phase-in proposal that would create more confusion among
the public and more administrative difficulty for PP& L and the suppliers.” PP&L St. 9-R, p. 50.

B. Grandfathering of Pilot Customers

Customers who are participating in the PP& L’ s pilot program can enroll in and
will be selected for retail access as described above, with one exception. Customes who are
participating in PP&L’ s pilot program, but which are not selected for the first or second phase of
retail access can elect to be “grandfathered” into retail access. However, customersin the

52 Although the Commission found otherwise in PECO, PECO had already agreed to an accelerated
phase-in schedule in its Partial Settlement. Thereis no settlement proposal in thiscase, nor does the record
support a finding of competitive disadvantage, paticularly for residential customers, who do not compete
with each other.
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Primary and Transmission/Subtransmission groupswho have load limitsin the pilot program will
be limited to that level of load when “grandfathered” into retail access. PP&L St. 14, pp. 4-5.
As discussed above, the intervenors have failed to provide record support that would justify a
departure fromthis proposal.

X. CobpE oF CoNDUCT AND COMPETITION ISSUES

Inits Restructuring Plan filing, PP& L announced a voluntary restructuring
of itsretail electric business and a Retail Access Code of Conduct. See PP&L St. 13-R, Exh.
RMG-4. PP&L implemented it Retail Access Code of Conduct contemporaneously with the
filing of its Restructuring Plan, as another manifestation of PP&L’s strong support for the
development of a healthy competitive market for retail electricity. However, several intervenors
have submitted separate proposals. We view these proposals as being designed to micromanage
the competitive marketplace, handicap PP&L’ s efforts to compete in retail markets, and shield
the new entrantsfrom the very market pressures the General Assembly sought to invoke in
adopting the Act. Such handicaps have no function in atruly competitive retail electric power
market, and we reject them.

A. Purpose and Goal of Codes of Conduct and Competitive Access Rules

The Commission is charged under the Act with overseeing the
development of a competitive retail electric generation market in a manner that treats both
shareholders and customers fairly. Establishing standards of condud to govern the relationship
between electric distribution companies and their affiliated electric generation suppliersisan
important part of ensuring that the competitive retail electric generation market will funcionin a
way that fulfills the Act’s directive to allow “€electric generation suppliers and end-use customers
to utilize and interconnect with the transmission and distribution system on a non-discriminatory
basis at rates, terms, and conditions of service comparable to the transmission and distribution
company’s own use of the system to transport electricity from any generator of electricity to any
end-use customer.” 66 Pa.C.S.§ 2803.

The Commission isin the process of developing regulations concerning Customer
Supplier Interaction at Docket No. M-00960890.F0011 and has opened a rulemaking to receive
comments on the recommendations contained in the Final Report of the Competitive Safeguards
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Working Group (“CSWG”).5® PP&L proposes that the Code of Conduct set forth in the
testimony of Robert M. Geneczko, PP& L St. 13-R, Exh. RMG-4, shoud govern the relaionship
between its EDC and EGS until regulations of general applicability are adopted.

AsDr. Kalt explained at the hearing, in addressing competitive safeguards the
Commission has at |least three options: (1) prevent extension of remaining monopoly power; (2)
handicap utility affiliates; or (3) affirmatively support or subsidizerivals. PP&L St. 1-R, pp. 9-
12. Only the first option, however, truly promotes and protects competition. AsDr. Kalt
confirmed, “actions and advantages of the unregulated affiliates of an incumbent utility that
should be regulated or eliminated are solely those that derive from leveraging of continued
ownership and control of monopoly functions (i.e., transmission and distribution). Actions and
advantages not so derived represent the tools of competition that the unregulated affiliates bring
to non-monopoly marketplaces, and the consumer will be harmed if denied access to these.”
PP&L St. 1-R, pp. 9-10.

The second option, handicapping utility affiliates, will benefit competitors, but
will harm consumer interests. Such handicaps would subject utility affiliates to complex and
cumbersome reporting, operational, and compliance specifications not shared by their rivals and
would result in the Commission promoting the interests of certain competitors, rather than
competition itself. See, PP& L witness Dr. Kahn at PP& L St. 18-R, p. 6; also PP&L M.B. at pp.
162-165.

The third alternative, supporting or subsidizing PP& L affiliate rivalsis, again, not
in the best interests of consumers. For example, “ marketing restrictions that raise the costs of the
incumbent or deny the incumbent the use of assets that consumers value (such as brand name) are
the functional equivalent of a subsidy to rivals, who do not have to bear such costs or build up
such assets to remain competitive in the marketplace. This policy strategy is consistent with the
interests of PP& L’ srivals, but not the interests of consumers.” PP&L St. 1-R, pp. 11-12.

Enron witness Mr. Dirmeier isincorrect when he argues that: “My position does
not handicap anyone; rather it isintended to place all competitors on the same initial footing,
recognizing that, in reality, PP&L has adecided initial advantage that it seeks to prolong.”

Enron St. 6.1, p. 8. To make all competitors equal at the outset, the Commission would haveto
take into account the numerous inherent advantages and disadvantages of competitors, some
based on efficiency and some based on basic cost differences. Such solutions would deprive
customers of the benefits of more efficient producers. Instead, the Commission should adopt

53 . . .
restructulo 1A e SR o AR RS RS S0 8 FoRP opor R e Sl a
October 6, 1997, which contains ten principles adopted by the working group. PP&L was amember of the
CSWG and indicated its support for the ten principles by signing the Final Report.
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standards of conduct narrowly tailored to fulfill the purposes of the Act. If PP&L provides non-
discriminatory access to regulated facilities, and does not engage in cross-subsidization or
improper exchange of customer data, then any advantages it has in the marketplace derive from
its ability to give consumers something they want.>*

B. Existing Prohibitions on Anticompetitive or Discriminatory Behavior

Any additional pratections required by the Commisdon should be considered in
light of the pervasive safety net of competition protection that already exists. EXxisting antitrust
laws, the Federal Power Act and the FERC’ s Order Nos. 888 and 889 contain numerous
prohibitions on and protections against anticompetitive or discriminatory behavior. Moreover,
Section 2811 of the Act gives the Commission the authority to monitor competitive conditions
and conduct investigations.

1. Antitrust Laws

The Commission need not rewritethe antitrust laws in order to fulfill its mandate
under the Act. The sole objective of the federal antitrust laws is to ensure a competitive
economy. United States v. South-Eastern Underwriters Ass’n, 322 U.S. 533 (1944). The federal
antitrust laws have, for over a century, focused on protecting fair competition in open markes.

The antitrust lawscover awide variety of competitive injuries normally
associated with the transition to competitive markets. These include among others, prohibitions
against tying, monopolizations, denial of reasonable access, monopoly leveraging and price
fixing. Most importantly, however, antitrust enforcement agencies and the courts have extensive
experience in balancing the procompetitive benefits of efficient operation against potential harm
to competitors. See Tenneco Gas v. F.E.R.C., 969 F.2d 1187, 1204 (D.C. Cir. 1992) (“[T]he
Commission ‘must also consider the extent to which various remedies would interfere with any
efficiencies that may stem from pipeline integration into marketing.’ . . . ‘ The sdection of a
remedy . . . isthus adelicate balancing process involving the degree of competitive harm, the
effectiveness of the remedy, and the competitive and administrative costs of the proposed
remedy’”).>®

4 Neithertheantitrust laws nor aworkably competitivemarket requiresucharadical approach designed
to handicap incumbentsand subsidize new entrants. See, e.g., Brown Shoe v. United States, 370 U.S. 294,
320 (1962).

= The Court quoted approvingly from the comments of the United States Department of Justice and
the Federal Trade Commission submitted inResponseto the Noticeof Inquiry into Anticompetitive Practices
Relatedto Marketing Affiliatesof Interstate Pipelines, F.E.R.C. Stats. and Regs, Regul ationsPreambl es 1986-
1990 1 35,520 (1986).
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2. Federal Power Act

The Supreme Court has held that the FERC'’ s regulatory mandate “clearly carries
with it the responsibility to consider, in appropriate circumstances, the anticompetitive effects of
regulated aspects of interstate utility operations.” Gulf States Utilities Co. v. F.P.C., 411 U.S.
747, 758-60 (1973) (“Gulf States); see also F.P.C. v. Conway Corp., 426 U.S. 271, 279 (1976).
This mandate has been held to include advancing the “ fundamental national economic policy” of
competition and economic efficiency expressed in the antitrust laws. Gulf States, 411 U.S. at
759.%¢

In a case frequently cited by the courts and the FERC for this proposition, Northern
Natural Gas Company v. F.P.C., the Court of Appeals held that “the basic goal of direct
governmental regulation through administrative bodies and the goal of the indirect governmental
regulation in the form of antitrust law is the same — to achieve the most efficient allocation of
resources possible.” 399 F.2d 953, 959 (D.C. Cir. 1968). Indeed, the Supreme Court has
observed:

Consideration of antitrust and anticompetitive issues by the Commission,

moreover, serves the important function of establishing afirst lineof defense

against those competitive practices that might later be the subject of antitrust
proceedings.
3. FERC Order Nos. 888 and 889

In Order No. 888, the FERC required all public utilities that own, control or
operate transmission facilities to file open access transmission tariffs, to take transmission service
for their own new wholesale sales and purchases under those tariffs, to develop and maintain a
same-time information system to give all transmission users the same acoess to transmission
information that the public utility enjoys and to separate transmission from wholesale merchant
functions and communication. The FERC required utilitiesin Order No. 889 to adopt standards
of conduct designed to functionally separate transmission and wholesale merchant functions and
to prevent transmission providers from giving their wholesale merchant counterparts within the

%6 Under the Federal Power Act, the obligation of utilities not to discriminate exceeds the burdens
imposed by the antitrust laws on firms acting unilaterally. Thus, under Section 205 of the FPA, public
utilities have an affirmative obligation not to “make or grant any undue preference or advantage” or to
“maintain any unreasonabledifference” inrates, practices, or facilities. 16 U.S.C. § 824c(b). Similarly, under
Section 212, rates, charges, terms, and conditions for transmission ordered under Section 211 shall not be
“unduly discriminatory or preferential.” 16 U.S.C. § 824k(a) (Supp. 1995).
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public utility an undue preference over their customers though the exchange of “insider”
information between the company’ s system operators and employees of the public utility, or any
affiliate, engaged in wholesale merchant functions. See 18 C.F.R. 8 37.4. PP&L plansto extend
its Order No. 889 Code of Conduct to its retail transmission operations. PP&L St. 13, p. 5.

C. Basis and Extent of PP&L’s Proposed Code of Conduct

PP& L’ s proposed Code of Conduct will govern the relationship between PP&L’s
Generation Supply Group and its the Electric Delivery Group.>” The Code of Conduct is
intended to contrd dissemination of confidential cusomer information; restrict access to
competitive information; prevent cross-subsidies between regulaed and unregul aed operations;
and prevent discriminatory prectices. It is designed to ensure that employees of the Electric
Delivery Group engaged in transmission system operations function independently of the
Generation Supply Group employees who are engaged in the purchase and sale of electric
energy, in order to ensure that the Electric Delivery Group does not use its access to information
about transmission to benefit unfairly its own or the Electric Generation Group’s sales.
PP& L’ s proposed Code of Conduct is set forth in PP& L Exhs. RMG 2 and RMG

4; itisdiscussed in FP&L St. 13-R. PP&L envisionsthat this Code of Conduct will reman in
effect until such time as the Commission adopts regul ations establishing permanent standards of
conduct. PP&L’s proposed Code of Conduct tracks the principles adopted by the Competitive
Safeguards Working Group. Specifically, the Retail Access Codeof Conduct providesfor:

Open, Non-Discriminatory Accessto and Pricing of Regulated Monopoly Services

(PP&L Exh. RMG 2, pp. 4-5; PP&L Exh. RMG 4, pp. 1-2).

Prohibitions on Conditioning (Tying) of Accessto Monopdy Services on Purchase

from Generation Supply (PP&L Exh. RMG 2, pp. 4-5; PP&L Exh. RMG 4, p. 2).

Non-Discriminatory Dissemination of Disclosed Market and Competitively Sensitive

Information (PP&L Exh. RMG 2, pp. 3-5).

Confidentiality of Customer and Supplier Information (PP&L Exh. RMG 2, p. 4;

PP&L Exh. RMG 4, p. 1).

Segregation of Personnel and Information by Group (PP&L Exh. RMG 2, p. 1; PP&L

Exh. RMG 4, p. 1).

> At thetimeof the hearing, PP& L had not yet determined the names under whichitsElectric Delivery
Group and Generation Supply Group will do business. PP&L’s Electric Delivery Group is now doing
business as “PP&L Access,” and PP&L’s Generation Supply Group is marketing energy to wholesale and
retail customers under the name “PP& L Energy Plus.”
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Restriction of Information Transfer Via Personnel Assignment (PP& L Exh. RMG 2,
pp. 2-3; PP&L Exh. RMG 4, p. 1).
Separate Cost Allocation, Books, and Records (PP& L Exh. RMG 2, p.5; PP&L Exh.
RMG 3, p. 2).
Enforcement of Employee Education in the Codes of Conduct (PP&L Exh. RMG 2,
pp. 5-6; PP& L Exh. RMG 3, p. 2).
Compliance Reporting, Auditing and Dispute Resolution (PP&L Exh. RMG 2, p. 6;
PP&L Exh. RMG 3, p. 2).

These rules and protections will assure afair and open market without unfairly

handicapping PP& L as a competitor.®
D. Additional Competitive Restrictions Proposed

1. Prohibit Use of “PP&L” Name

Mr. Dirmeier would have the Commission believe that Enron faces a Harculean
task overcoming the single brand of PP&L. Enron St. 6.1, p. 2. Similarly, Mr. Dirmeier claims
that although it is possible that some entrants will find advantages of their own, overcoming the
name and goodwill advantages of the incumbent EDCs will be daunting at best. Enron St. 6.1, p.
0.

This argument simply is not correct. Enron and many other potential competitors
have a strong market presence and have the resources to overcome the single brand name of
PP&L.*° To date, [more than thirty] firms are licensed to be alternate retail suppliers under the
Act.® Thelist of licensed generation suppliers includes companies with considerable experience
and success in unregulated markets or in markets with partial deregulation. PP&L’s potential
competitors indude numerous other vertically integrated utilitiesbased in other jurisdictions,

%8 PP& L has chosen not to include Subsections (1) - (6) as listed inthe “ Code of Conduct” section of
the common briefing outline adopted in this case. The rdevant provisions of PP&L’s Code of Conduct are
referenced in the bullet points above and throughout the remainder of this section.

59 Enron has a significant, national market presence. Enron advertised during the Super Bowl telecast
in January 1997 and has been advertising its brand name heavily throughout the country. Enron witness Mr.
Shapiro stated that one of Enron express corporate objectives is to become the premier seller of electric
energy at retail in the United States. Tr. 1605 (8/26/97). Mr. Shapiro agreed at the hearing that Enron is
taking steps that any competitor would in trying to break into new market. Tr. 1605-06 (8/26/97). For
example, Mr. Shapiro admitted that “ It isvery likely that one of the products that we will try to bring into the
marketplace is alower priced product than our other competitors.” Tr. 1607 (8/26/97).

60 Inaddition, 89 firms haveregistered as members of PIM, with the reasonablepresumption being that
most of them have intentions of participating in the marketplace in which PP&L will operate.
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independent power producers and marketers, energy service firms such as Enron, and retailing
companies such as American Express that have expressed interest in entering eledricity
markets®™.

a) The use of the name “PP&L” by the Generation Supply

Group will not lead to customer confusion.

Enron witness Mr. Dirmeier asserts that PP& L’ s proposed Code of Condud
would lead to customer confusion because it does not go far enough to prevent PP&L’s non-
regul ated operations from using the name of the EDC in a manner inwhich customers could
reasonably imply that the electric generation supply is being provided by PP&L asthe EDC
rather than PP& L as the electric generation supplier. Enron St. 6.0, p. 31-33; see also Enron St.
6.1, pp. 1-4.

Mr. Dirmeier isincorrect. Therewill be no customer confusion under PRP&L’s
proposal by the use of the name “PP&L Energy Plus’ because as described above, by Mr.
Geneczko, PP& L will clearly and explicitly distinguish delivery service and generaion supply
service as separate operations. Tr. 553 (8/18/97).

Moreover, prohibiting PP&L’s Generation Supply Group from using the PP& L
name will lead to customer confusion and may deceive customers. Dr. Kalt put this succinctly at
the hearing:

It isinappropriate to in any way deceive consumers and imply that they
are not getting service from some company. Taking information out of a market
is not plausibly a sound public policy. Thereason for that, as| have said, is that
information to consumers is valuable because they value such things as peace of
mind, assurance, et cetera, reputation.

Tr. 459 (8/18/97). EnronwitnessMr. Dirmeier acknowledgedthat it would bewrong
to mislead customers asto whois providing their power. Tr. 687 (8/19/97). Asrecognized by Mr.
Dirmeier, a name benefits consumers by providing information and assurance. Tr. 439 (8/18/97).
Mandating the use of a different name would deprive consumers of the added assuranceof quality
and price derived from putting the parent’ s reputation at stake.

b) PP&L’s Name is a Shareholder Asset.

The name PP& L and the good reputation associated with the name are sharehol der
assets, and, as such, are not included in the ratebase. The name and reputation of a utility

o1 The Commission in the PECO Order did not prohibit PECO’s competitive affiliates from using
PECO’sname. PECO at 131.
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therefore are not assets to which ratepayers have aclaim. Raepayers have never had to pay
through rates a return on the value of goodwill or for enhancement of the utility’ s name, and
name and reputation are cost free to PP& L’ s austomers. Thus, thereis no ratepayer harmin
allowing PP&L to continue to use its name, or in allowing its affiliate to use the name.

PP&L’s name and reputation do not, as Mr. Dirmeier daims, “result [from] its
providing regulated monopoly service under the qudity service guiddines established, in this
jurisdiction, by the Pennsylvania Public Utility Commission[.]” Enron St. 6.1, p. 10. Indeed,
whether a utility’ s brand name is a good one or abad oneis not a function of utility assets. If
that were true, dl regulated utilitiesin the United States would have good reputations®* AsDr.
Kalt stated:

We're all aware that some utilities around the country have good brand

names, some of them have real bad brand names. And that fact suggests, of
course, that it’s not a function of their ownership of essential facilities, T & D, the
natural monopoly function that’ s generating the brand name. Otherwise they’d all
have great brand names. . . . | think you cannot conclude that the good brand
name’' s a function of the natural monopoly attributes or just a fact of regulation
over thelast 75 years. Tr. 518 (8/18/97).
) Prohibiting the Use of the PP&L Name is Anti-

Competitive and Will Harm Consumers.

The various ways in which firms distinguish themsel ves and the advantages that
certain firms have over othersin a competitive market benefit consumers because they allow the
firm which possesses them to deliver something that consumers want, or to deliver what
consumers want on better terms. These advantages and distinctions may arise through luck,
savvy, or history. Firms' distinguishing characteristics may includebrand names tha are well-
respected, convenient locations that reduce transportation costs or a base of potential customers
encountered in related markets. The process of rivals each trying to find their own advantages
and overcome the advantages of their competitors is what allows consumersto “win.” PP&L St.
1-R, p. 14. The Act, like the antitrust laws, does not mandate that all such advantages and
disadvantages be leveled. It was not designed to be an assistance program for disadvantaged
competitors. See, e.g., United States v. Syufy, 903 F.2d 659, 668 (9th Cir. 1990); Olympia Equip.
Leasing Co. v. Western Union Tel. Co., 797 F.2d 370, 374 (7th Cir. 1986).

62 Mr. Dirmeier agreed that some utilities do not have good reputations with their customers. Tr. 688
(8/19/97).
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d) It is Not Appropriate For the Electric Generation Supply

Group to Have to Pay a Royalty or Fee to Use Its Name.

Enron witness Mr. Dirmeier asserts that if there isvalue in PP&L’s name, then the
name should not be conferred without compensation. Enron St. 6.0, pp. 28-29, Enron St. 6.1, pp.
10-11. The payment of aroyalty isinappropriate for several reasons. First the utility’s nameis
not aratepayer asset, as discussed above. Requiring PP& L’ s Generation Supply Group to pay a
royalty for the use of the PP& L name would constitute a taking without just compensation. The
imposition of aroyalty would constitute a requirement that a regulated company dedicate its
intangible assets, for which ratepayers have never paid and do not own, to the ratepaying public.
Second, a percentage royalty, which is one type of royalty that has been proposed in other
jurisdictions, does not bear any relationship to costs or benefits from the association of the
affiliate with theutility and would be dfficult if not impossible to value. It isalso questionabde
whether the Commission has the authority to require an unregulated, private businessto pay a
royalty to affiliated utilities’ ratepayers. Such an order may be an improper extension of
ratemaking authority. Absent a showing that ratepayers will be charged an unreasonable cost for
service as aresult of atransaction between aregulated company and its affiliate, the Commission
does not have the authority to order aregulated company to chargeits dfiliate for benefits
allegedly conferred on the affiliate as a result of its relationship with the regulated company.

2. Ancillary Services

Several parties, including Enron, See Enron St. 3.0,contend that in addition
to revenue cycle services, ancillary services also should be unbundled. These proposals are not
only beyond the intent of the Act, they are beyond the Commission’s jurisdiction as well.
Ancillary services are services offered in connection with the transmission of electric power.
They are clearly transmission-related not distribution-related services. As such, they are within
the exclusive jurisdiction of the FERC. See Section X.D.4. Indeed, the FERC unbundled
ancialary servicesin Order No. 888.

3. Prohibit Joint Marketing

PP& L’ s proposed Code of Conduct provides that the Electric Delivery Group will
not favor the Generation Supply group in any marketing of energy supply products. In addition,
PP& L witness Mr. Geneczko agreed during the hearing that PP&L’ s Generation Supply Group
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will have access to bill inserts on the same terms and conditions as other electric generation
suppliers. Tr. 586 (8/18/97).

Asclarified by Mr. Geneczko at the hearing, PP& L’ s Electric Ddivery group may
engage in joint marketing of energy supply products with PP&L’s Generation Supply group, but
will only do so as long as comparable opportunities are available to other suppliers and the
purpose of the joint effort is economic development. Tr. 554 (8/18/97). The Electric Delivery
group still has an interest and community responsibility to facilitate economic development, but
isindifferent, however, as to which aternate suppliers provide the energy part of the package
PP&L St. 13-R, p. 24. It will inform alternative suppliers of any such arrangements on a “rather
iImmediate” basis, which may include posting such arrangements on OASIS. Tr. 583 (8/18/97).

4. Require that Surplus Power Be Offered to Alternate Suppliers

Several intervenors suggested that PP& L should be required to offer any surplus
power to Alternate Suppliers. Enron St. 6.0, p. 37. Such arequirement would be a drastic
intrusion into the competitive process that the Act has determined “will no longer be regulated . .
" 66 Pa.C.S. § 2802(14). Moreover, such arequirement would clealy be beyond the
Commission’sjurisdiction. The sde of surplus powe to Alternate Suppliersisawholesle
transaction that falls squarely within the FERC'’ s exclusive jurisdiction under the Federal Power
Act ("FPA”). Section 201 of theFPA givesthe FERC plenary, exclusive and non-delegable
jurisdiction over such sales. 16 U.S.C. § 824(b)(1). Federal Power Comm 'n. v. Southemn
California Edison Co., 376 U.S. 205, 216 (1964) (FERC jurisdiction is plenary and extends to all
wholesale sales in interstate commerce except those which Congress has made explicitly subject
to regulation by the States). See also Nantahala Power & Light Co. v. Thornburg, 476 U.S. 53
(1986); Mississippi Power & Light Co. v. Mississippi, 487 U.S. 354, 374 (1988). The fact that
power will ultimately be used to serve retail customers does not change the wholesale nature of
the transaction. Pacific Gas and Elec. Co., 77 FERC 61,265 at 62,088 n.43 (1996).

5. Require the Delivery Group to Make Non-Delivery System

Information Available to All Alternate Suppliers

Enron witness Mr. Dirmeier suggeds the need for aninternet bulletin board to
document a// information shared between the Electric Delivery Group and the Generation Supply
Group. Thisrecommendation is far too broad and is not supported by any provision in the Act.
Asexplained in Mr. Geneczko’ s rebuttal testimony, Company personnel necessarily will mest
from time to time to discuss matters of a corporate nature, such as personnel, or matters relating
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to joint work outside of the Electric Delivery group’s service territory. Much of the information
discussed in these meetings is confidential in nature the sharing of which is not necessary to
achieve a competitive retail electric generation market. PP&L St. 13-R, p. 15. Thusthereisno
reason or authority for the Commission to address such non-delivery information in this
proceeding.

6. Prohibit Market-Driven Contracts Before Choiceis Implemented

Enron has proposed that in the time before direct access begins to be phased in,
PP& L should not be permitted to enter into “market priced” contracts unless PP&L first offersto
competitive suppliers the opportunity to bid to provide service to the customer and that
customers who entered into such contracts subsequent to the date on which the Act was passed to
cancel such contract. Enron St. 6.0, p. 46. Mr. Dirmeier admits that he has no information that
would lead him to believe that PP&L is engaging in the behavior he would prohibit.

Asdiscussed by Mr. Kalt in hisrebuttd testimony, requesting the Commission to
“open up” pre-existing market-based contracts is a transparent attempt to gain Commission
intervention in a competitive market to favor PP& L’ s competitors. Asexplaned by Dr. Kalt,

long term contracting is a mechanism by which customers -- particularly
the relatively large and sophisticated kinds of customers commonly seeking long
term contracts -- can visit the force of impending competition on a utility’s
electricity sales even before the commencement of choice. The reason is obvious:
the pending opening of choice can enhance the bargaining position of a utility’s
customers regarding price, length of contract, and other terms and conditions. The
presence of choice on the near horizon enables customers to credibly threaten to
take only standard tariffed service and/or insist on near-term termination rights
that would enable them to depart for other suppliers upon the start of choice.

In short, customers are better off having the option of signing long term
purchase contracts with a utility in the face of pending open access than they
would beif their only option were to stay with a utility’ s standard tariffed service
and exercise choice upon afuture date. It is understandable that rivals would like
to expand the number of customers they can chase upon the opening of access, but
itisnot in customers’ interests nor does competition require that customers be
required to wait for accessin order to realize some of its benefits. PP&L St. 1-R,
pp. 51-52.

7. Require a Uniform State-Wide Code of Conduct

The Commission intendes to adopt uniform, state-wide standards of conduct.
Until those standards are adopted, however, we agree with PP&L that its proposed Code of
Conduct should govern the relationship between its Electric Delivery Group and Generation
Supply Group.
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8. Require PP&L to Permit Alternate Suppliers to Bill for

Distribution Services and Be the Sole Contact for Customer Service

The Commission currently permits two billing options. (1) the EDC will provide
ahill for al basic services to customers who have not chosen a generation supplier and those
who have chosen ageneration supplier but asked to receive asingle bill; and (2) the EDC will
provide abill for all basic services except generation to customers who have chosen a generation
supplier but asked to receive separate bills from the supplier. Asexplained below, consideration
of a“third” billing option, permitting alternate suppliers to bill for distribution services should
await the forthcoming Commission rulemaking.

9. Limitations on the Provision of Non-Utility Services

Several intervenors have raisad concerns over the plan of PP&L’s Electric
Delivery Group to continue marketing products such as electronic thermostats, Power Watch™
devices and Heat Comfort™ controls. See Enron St. 6.0, p. 18, Tr. 570 (8/18/97). These
concerns are misplaced. Prohibiting the EDC from providing these servicesis not required under
the Act, and is by no means a prerequisite to carrying out the primary purpose of the Ad —*“to
permit retail customers to have access to a competitive generation market aslong as safe and
affordable transmission and distribution serviceis available” at current levels of reliability. 66
Pa.C.S. § 2802(3). Thereisno indcation that the General Assembly had a concern with utility
involvement in non-generation products and services, as long as customers have fair and non-
discriminatory access to a competitive generation market and competitive suppliers of electricity.

E. Further Unbundling of Distribution Rates or Services

1. Metering, Billing and Collection Services

Severa intervenors have argued in this proceeding that customer metering and
billing services should be unbundled from other EDC customer servicesin order to createan
additional opportunity to provide value-added servicesto consumers. See Enron St. 4.0, p. 3. As
noted by the Commission in the PECO Order, the Commission has addressad these issues
through various working groups, rulemakings and Orders. Although section 2804(3) of the Act
provides that “the Commission may require the unbundling of other services’ in addition to basic
unbundling of transmission, distribution, and generation services, the Commission concluded in
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the PECO Order that Section 2807 of the Act, which sets forth the duties of electric distribution
companies, does not assume that any additional unbundling is required and that “EDC’ s continue
to have the duty to provide al distribution services, induding metering and billing, in
compliance with existing Commission requirements.” PECO Order at 138-39. The record
established in this proceeding mandates the same conclusion.

a) Customer Billing

Severa of the intervenors have argued that a customer should be able to receive a
single bill from its EGS that includes EDC charges. See Enron St. 5.0, pp. 6-7. Section 2807(c)
of the Act provides that the EDC may be responsible for billing customers for all electric services
but grants the customer the right to choose to receive a separate bill from its generation supplier.
The Act itself explicitly specifies a presumption that the EDC shall have the duty to provide a
single bill, including competitive generation services, to all customers unless the customer
chooses to receive a separate bill directly from its EGS. The Commission hasinitiated a
rulemaking to address the manner and details of the interaction between customers, suppliers,
and EDCs at Docket No. M-00960890.F0011.

The Commission recognized in the PECO Order that there may be potential
benefits of such proposals but concluded that it is inappropriate to unbundle billing based on the
record presented in that proceeding. The Commission directed PECO to provide all billing
services, includng billing for generation services unless a customer indicates a preference to
receive a separate bill directly from the supplier for generation services. PECO Order at 139.
The record in this proceeding mandates the same conclusion.

b) Metering

Asindicated in the Commission’s rulemaking at Docket No. L-00970120, the
Commission has decided that it is unnecessary to unbundle metering as a competitive serviceat
thistime. In that rulemaking, the Commission outlined the standards and procedures to ensure
that customers have real options for competitive metering while retaining al physical work
related to metering as aregulated EDC function.

The Commission decided in the PECO Order that dl customers may, in
conjunction with their EGS, request use of a“qualified meter” that has been approved by the
Commission based on the recommendations of a working committee composed of interested
parties. The Commission will ensure that the list of qualified metersincludes all meters
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necessary to support market services such as two-way communicaion, remote readings, time-of-
use capability, and net metering.
2. Require Delivery Group to Supply Customers Not Eligible to

Choose Alternate Suppliers During the Phase-In.

Various parties asserted that PP& L had decided that customers not yet
eligilble to choosewould be served by its competitive generation supplier during the phasein
period. However, as PP&L explained, customers not yet eligible to choose would be served
under traditional regulated rates. Tr. 743 (8/19/97). Thistreatment i s consistent wiht the PECO
Order, pp. 132-134; Order on Reconsideration, pp. 20-21.

F. “Open Architecture” Standards for Metering and Other Distribution

Services

PP& L witness Anthony M. Osmanski indicated PP& L’ s support for open system
architecture for all metering services hardware and software. PP&L St. 21-R, p. 3. PP&L
advocates the use of the standards currently being developed by the IEEE SCC-31 Sandards
Coordinating Committee. /d. PP&L believesthat the installation of the actual metering
hardware should remain part of the regulated distribution services. The energy information
exchange would be provided as a*“ Standardized and Open Architecture’ data stream to a
customer interface. Thisinterface gateway should be the marketable product open to
competition, providing areceptacle for data and a gateway to communication and information
services. The market may be driven to provide this information service with no initial cost to the
customer. PP&L St 21-R, p. 12.

G. Treatment of Partial Payments by Customers

Enron witness Raymond W. Bowen, Jr. suggests that payments received from
customers by PP& L should be applied to services provided by PP& L and services provided by
the supplier on apro rata basis. Enron St. 5.0, pp. 16-17.

As Mr. Bowen acknowledged at the hearing, however, if payments are provided to
the supplier on a pro rata basis, the amount of the EDC’ s non-recovery will increase. Tr. 1339-
40 (8/22/97). Despitethisfact, Mr. Bowen asserts, without foundation, that an increase in the
amount of the EDC’ s non-recovery would not increase the EDC’ s cost of providing service. 1d.

The Commission has already considered and rejected the pro rata payment
approach advocated by Enron. See Final Order Re: Guidelines for Maintaining Customer
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Services at the Same Level of Quality Pursuant to 66 Pa. C.S § 2807(D), and Assuring
Conformance with 52 Pa. Code Chapter 56 Pursuant to 66 Pa C.S. § 2809(E) and (F) (entered
July 11, 1997). Instead, the Commission decided that the “priority” method of applying partial
paymentsis preferable to the “prorata’ method, particularly in terms of administering the process
and complying with applicable Chapter 56 provisions at 52 Pa. Code 88 56.23 and 56.24. Order
at 32-33.

H. Allocation of PJM Intertie Capacity

Enron witness Richard D. Tabors urges the Commission to require PP&L to make
its PIM-allocated intertie benefits available to either its former retail customers who choose an
alternative generation supplier or to that customer’s supplier. Enron St. 8.0, p. 3. Therelief
requested by Enron, however, is beyond the scope of the Commission’ s jurisdiction, power and
authority.

It iswell-established that the rates, terms and conditions of wholesale sales of
power by public utilities fall squarely within the FERC’ s exclusive jurisdiction under the Federal
Power Act (“FPA™). Section 201 of the FPA gives the FERC plenary, exclusive and non-
delegable jurisdiction over such sales. 16 U.S.C. 8§ 824(b)(1). See, e.g., Mississippi Power &
Light Co. v. Mississippi, 487 U.S. at 374. Indeed the FERC considered the very issuein its
recent order on the restructuring of the PIM Interconnection. See Pennsylvania-New Jersey-
Maryland Interconnection, 81 FERC { 61,257 (1997).

I. Customer “Slamming”

Section 2807(d) of the Act requires the Commisson to promulgateregulations to
ensure that customer consent is obtained prior to a change of electric suppliers. The Act allows
an authorized change to beinitiated once an EDC has received direct oral confirmation from the
customer or written evidence of the customer’s consent. The Commission issued a Proposed
Rulemaking Order Establishing the Standards for Changing A Customer’s Eledric Supplier at
Docket No. L-00970121 in April 1997, which provides that a change of a customer’s supplier
may be initiated once the EDC has received direct oral confirmation from the customer or written
evidence of the customer’s consent. Under the proposed rules, “written evidenceof the
customer’s consent” is limited to a document signed by the customer, the sole purpose of which
isto initiate a change of electric suppliers.

Enron witness Mr. Bowen believes tha the “written evidence” requirement should
not require “direct” written communications from the customer through aletter of authorization
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or an agency agreement, nor should it require that the customer execute the document submitted
to the EDC. Rather, Enron believes that “written evidence of the customer’ s request” should
include any document which evidences to the EDC that customer consent was received by the
supplier. Enron St. 5.0, p.24.

PP& L disagrees with this approach and argues tha incidences of slamming will
be minimized if the customer is directly involved in the process. Tr. 1236 (8/21/97). PP&L’s
proposal accomplishes the same goa as the Commission’s proposed regul ations—to ensure tha
acustomer consents to the switching of its generation supplier. Under PP&L’ s proposal, an
alternative supplier may providewritten notification to PP& L of acustomer’s dedsion to
purchase electricity from that aternative supplier. The Company will then send the supplier’s
written notification to the customer and request that the customer inform the Company if any of
the informationisincorrect or inaccurate. If the customer does not respond, the Company will
assume the supplier’ s notification information is correct. PP&L St. 14, p.6.

XI. CUSTOMER EDUCATION

PP& L’ s Customer Choice Education Program (“CCEP”) is clearly focused on
carefully developing and providing customers with educational information that will give them
the information they need to make informed choices. As explained by PP&L’switness, Dawn G.
Lennon, the key principles of PP&L’s CCEP are:

PP& L will provide clear, balanced and practical explanations of what customer choice
is, how it works, what the risks and trade offs are, and how to select an dectricity
supplier.
PP&L will be recognized as a consistent, reliable and trustworthy source of
information on customer choice.
PP& L will separate customer choice education efforts from sales and marketing
initiatives.
PP& L will produce customer choice educational materials which are easy to read and
understand and which meet high standards of objectivity.
PP& L will pursue partnerships with the Commission and with educational, service,
and consumer organizations in the development, implementation, dissemination, and
evaluation of educational materials and programs on customer choice.
PP&L will continue its customer choice education efforts to address new needs and
changes, ensure understanding, and provide ongoing support for customers.
PP&L St. 17, pp. 4-5. PP&L’s CCEP includes reliance on community based organizations
(“CBOs") and other stakeholder groups to assist PP& L in its educaion efforts.
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PP& L’ s Customer Choice Handbook is the centerpiece of its CCEP. It will include an
overview of the restructuring of the electric utility industry, an explanation of customer choice
and how it works, consumer protection tips, worksheets for determining the customer’ s choice of
suppliers and answers to important questions about the retail access market place.

In addition to the Handbook, PP&L will offer interactive telephone technology and
presentations by customer choice educators. PP&L will sponsor a Customer Choice Education
Advisory Committee composed of leaders from consumer, education and community
organizations to oversee the development of customer choice educational workshops for target
groups. The group will develop the details of the consumer education plan, commission the
development of materials, design the methods of dissemination, analyze evaluation research on
the program and ensure that PP& L’ s consumer educaion program provides balanced and
unbiased knowledge to customers.

Statewide Customer Education Program
A.

PP&L’s CCEP is designed to be implemented on alocal levd by PP&L and various
community based organizations. Nevertheless, PP& L will support and actively participatein a
statewide effort if the Commission ultimately determines that such an effort is appropriate. As
Ms. Lennon emphasized, however, a statewide effort alone cannot effectively educate customers.
PP&L St. 9-R, p. 48.

As suggested by OCA witness Barbara Alexander, individual marke participants shoud
supplement any statewide effort with their own customer education activities. OCA St. 5, p. 17.
It is not only appropriate to allow and encourage the various market participants to play arolein
informing consumers, but it is aso not realistic to bar PP& L — or others — from distributing
information to their existing and potential customers. PP&L strongly disagrees with Enron
witness Mr. Bowen’ s recommendation that the Commission or an independent third party under
the Commission’ s supervision prepare and distribute educational information on a centralized
basis. Enron St. 5, p. 28-29. While a Commission-led customer education program can be part
of a successful education campagn, it cannot substitute for local customer education programs,
which are best devel oped and implemented on a service territory by serviceterritory basis.

Moreover, PP& L has an obligation under the Act to provide balanced unbiased
information from which customers can make an informed decision to exercise choice.
Specifically, Section 2807(d)(2) of the Act requires each EDC to provide adequéae and accurate
customer information to enable customers to make informed choices. Section 2807(d)(3) of the
Act further directs the Commisson and each electric distribution company to implement a
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consumer education program informing customers of the changesin the electric utility industry
prior to the implementation of any restructuring plan.

The Commission recently initiated a proceeding regarding the Creation and
Implementation of a Statewide Consumer Education Program for Electric Restructuring in the
Commonwealth of Pennsylvania, Docket No. M-00981036 (entered Jan. 16, 1998). Inits Orde,
the Commission solicited comments on a comprehensive consumer education program which
will include a statewide media campaign and alocal community initiative. Asthe Commission
recognized, “[p]articipation in a statewide media campaign or the use of CBOs on alocal level
does not eliminate the requirement that the EDCs actively participate in the comprehensive
consumer education program at the local level.” Order at 7.

PP& L continuesto believe that themost useful tools to educate are reference materials
(print, audio and website) that customers can access and revisit. While the use of mass media
can be an effective tool to create customer awareness, it must be followed by information such as
brochures, pamphlets, direct mail and other forms of communication to expand the “soundbite”
messages of a media campaign. The best way to educate is to mobilizeand equip people in the
community using community-based organizations. Tr. 2009 (8/29/97).

Specific Milestones and Budgets
B.

PP& L provided the OCA with afive year preliminary budget for its CCEP. PP&L St. 17-
R, Exh. DGL-2. Thisbudget will allow PP&L to meet the stated objectives of its CCEP. Any
statewide consumer education program should be developed in an orderly and logical manner.
Specifically, the program details and components should be designed before the budget for
statewide activities is established, not vice versa. It simply does not make sense to set a budget
and then develop programs to utilize the allocated funds.

Customer Research
C.

PP&L ‘s CCEP is based on extensive customer reseach. PP&L St. 17-R, p. 5-6. Based
upon input from avariety of stakeholders, including the results of an independent customer
research project, PP&L isrevising its Customer Choice Handbodk to provide education to
consumers as the phase-in of full retail competition begins. Tr. 1974 (8/29/97).

Evaluation of Customer Education Efforts
D.

PP& L is committed to conducting afull evaluation of its CCEP. Evauation of PP&L’s
overall education efforts will be ongoing throughout the transition to retail competition. PP&L
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St. 17, p. 7. PP&L’ sresearch will continue to focus on what customers know and understand
about choice, the best vehicles for obtaining this information, the most credible sources of
information, theusage profile and related demographics. Customers already surveyed will
continue to be surveyed and compared to new customers. PP&L will share this information with
the Commission.

Separation of Education from Marketing Activities
E.

Separation of PP&L’s CCEP and its communications and marketing effortsis one
of the key principles of PP&L’s proposal. PP&L will not use its CCEP to market competitive
business products. PP&L St. 15-R, p. 22. Its education efforts will not favor one supplier of
energy or capacity over another. PP&L St. 17-R, p. 22-23. Customer choice education
initiatives will be managed by the Company’ s Customer Services department and customer
information will be managed by its Corporate Communications department. PP&L’s marketing
activitieswill seek to promote products and services through either itsDelivery Services &
Economic Development department or through its Generation Supply Group.

Enron witness Mr. Bowen suggests that PP& L’ s name should not appear on customer
education communications. Enron St. 5, p. 31. Asstated by Ms. Lennon: “To develop and
disseminate consumer education materials and not to put the Company name on them would be
deceptive. Consumers are entitled to know whereany materials come from so they can ascertain
for themselves whether or not to accept the messagesin them.” PP&L St. 17-R, p. 23.%2

Universal Service and Customer Assistance Programs
XII.

PP& L has been among the industry leaders in implementing programs to address
customer and community needs, especially those of low-income customers. 1n 1996, the
Company’ s annual funding level for universal service programs and energy conservation
programs was over $7 million. The Company has reviewed its existing programs and concluded
that it must continue its leadership rolein thisarea. Asoutlined in the testimony, of Ti mothy R.
Dahl, PP&L plansto increase its annual funding for universal service programs and energy
conservation programs from a current level of $7 million to approximately $14.3 million by the
year 2002. PP&L St. 16, p. 4.

Section 2802(10) of the Act provides that “the commonwealth must at a minimum,
continue the protections, policies and services that now assist customers who are low-income to

83 See Section X.D of PP&L M.B., which responds in detail to intervenors arguments that PP&L’s
Generation Supply Group should not be permitted to use the “PP&L" name.
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afford electric service.” Section 2802(17) ecifies that the public purpose of the programsisto
be “promoted by continuing universal service and energy conservation policies, protection and
services and full recovery of such costsisto be permitted through a non-bypassable rate
mechanism.”

PP& L witness Dahl explained that PP& L plansto build upon its existing universal service
and energy conservation programs. PP& L operates five programs that provide energy assistance
to low-income customers®* These programs and their current level of
funding are asfdlows:

Customer Assistance and Referral Evaluation Service (“CARES’) $260,000
Operation HELP $795,000
Winter Relief Assistance Program (WRAP) $3,023,300
Keep Warm Plan $1,000,000
On Track Payment Program Pilot $2,000,000

Total $7.078,300

The Company is proposing to move OnTrack from its pilot phase to afull-time program. The
level of enrollment would be increased from 1,040 customers to about 10,000 customers by the
year 2001. This“ramping up” of OnTrack anticipates an increase of 3,000 new partidpants
annually. The expanded OnTrack program will target customers who have annual household
income at or below 150 percent of poverty; are payment troubled?®; and have an overdue electric
bill.

There are approximately 58,000 customers who may be eligible for OnTrack based on the
above characteristics. PP&L St. 16, p. 19. Asaresult, PP&L plans to concentrate the program
on low-income austomers who have a demonstrated inability to pay and may be subject to
service termination. However, PP& L desires the flexibility to enroll customers who have
mitigating circumstances as long as their annua household incomes do not exceed 175 percent of
the federal poverty level.

Increased Funding
A.

o4 Mr. Dahl describes each of these programs in his direct testimony. PP&L St. 16, pp. 8-13.
& A payment troubled customer is a customer who has missed a payment, who has contacted PP& L
to negotiate a payment plan and with whom PP& L has negotiated a payment plan. Tr. 1942 (8/29/97).
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As the Commission has recognized, the challenge for the EDCs, the parties and the
Commission isto set appropriate spending levels for universal service and energy conservation,
in light of other spending priorities and the rate cap provisions of the Act, while maintaining
funding for other aspects of safe and reliable local distribution services at least at current levels.
Final Order Re: Guidelines for Universal Service and Energy Consavation Programs Made
Pursuant to 66 Pa C.S. 8 2803, § 2807(17), 2804(8) and 2804(9) (entered July 11, 1997) & 3
(“Final Guidelines for Universal Service”).

Although neither the Act nor the Commission’s Final Guidelines for Universal Service
specify a particular funding level or mandate an increase in total expenditures for universal
service and energy conservation programs,®® PP& L plans to increase its expenditures by over $7
million dollars above current funding levels. The annual level of funding for OnTrack will be
expanded from $2 million to $9 million over athree-year period beginning January 1, 1999.
Because PP&L will continue to solicit donations fromits customers and employees, donations to
Operation HEL P are expected to increase annually. PP& L proposes to maintain the current level
of annual funding for CARES, WRAP, and the Keep Warm Plan. PP&L St. 16, pp. 17-18.

In general, we believe the intervenor witnesses propose an unreasonable and unwarranted
increase in funding levels for universal service and energy conservation programs, in some cases
to over three times current levels, and expansion of the programs’ eligibility criteria. See, e.g.,
testimony of OCA witness Ms. Nancy Brockway; CEO witnesses Mr. Michael Karp, Mr. Crag
Kuennen, and Mr. Geoffrey Crandall; and AARP witness Mr. Mark Coopea. These proposals are
not supported by the Act or the evidentiary record in this case.

The Act has afocused purpose; that is, promoting effective competition in the area of
generation. Section 2802(3) of the Act providestha “ .. . itisnow in the public interest to
permit retail customers to obtain direct access to a competitive generation market . . .” Providing
cost-effective programs for low-income customers is an important component of the Act, but
certainly it is not the raison d’étre of the legislation. The primary intent of the universal service
provisions of the Act is to ensure that current protections for low-income consumers are
maintained in a competiti ve generation market: “The Commonw ealth must, at a minimum,
continue protections, policies and services that now assist customerswho are low-income to
afford electric service.” 66 Pa. C.S. § 2802(10). The funding levels proposad by CEO, OCA and
AARP simply were not envisioned by the Act. The intent of the Act isto restructure the electric

8 See Final Guidelines for Universal Service at 14 (“[W]e must emphasize that nothing in these
guidelines mandates an increase in total expenditures directed to meet universal service and energy
conservationgoals. To the contrary, these guidelines emphad ze improving thecost effectiveness of existing
efforts by shifting expenditures from less productive efforts to more effective programs.”)
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utility industry to reflect competitive forces in the marketplace, not to implement a broad
expansion of customer assistance programs.

Asabasisfor establishing the level of need for universal service and energy conservation
programs, CEO’s Mr. Kuennen presents information derived from theU. S. Census about
poverty rates and the number of low-income householdsin PP&L’s servicearea. However, Mr.
Kuennan has erred in his conclusion about the need for utility-sponsored customer assistance
programs.

The 1990 U. S. Census data for the Company’ s service area show that approximately
177,000 PP& L customers are & or below 150 percent of the federal poverty guidelines. This
guideline is the proposed eligibility standards for programs such as OnTrack and WRAP.
However, most of these customers (approximately 70 percent) pay thar electric bills and are not
inarrearswith PP&L. PP&L . 16-R, p. 7. It would be counterintutive for the Company to
encourage customers who have been paying the full amount of their electricbillsto join OnTrack
and begin paying only a portion of their bills.

The Commission urged regulated utilities to impl ement Customer Assistance Programs
(“CAPs’) such as OnTrack as an adjunct to collection activities for low-income customers.
OnTrack has been an effective alternative for some low-income, payment-troubled customers
who are confronted with termination of service. The program has improved customers’ payment
patterns and has helped PP& L to avoid the costs associated with collections and regul atory
intervention. It was never intended, however, to be a broad social welfare program.

OCA witness Ms. Brockway recommends that PP& L’ s annual funding for OnTrack and
weatherization (WRAP, Keep Warm Plan) should be $11.7 million and $4.7 million,
respectively. OCA St. 6, pp. 23, 34. Ms. Brockway’s proposal represents an increasein the
funding levels suggested by PP& L of 30 percent (OnTrack) and 17.5 percent (WRAP and Keep
Warm Plan). AARP witness Mr. Cooper has stated that deep discounts should be made available
to al low-incomehouseholds. AARPSt. 1, pp. 25-26. The cost of extending OnTrack credtsto
all of PP&L’slow-income customers would be prohibitive. The averageOnTrack credit is $50
per month, or $600 annually. PP&L St. 16-R, p. 9. The cost of extending the credits, as Mr.
Cooper suggests, would exceed $106 million annually (177,000 x $600). For the reasons
described above, the increased funding levels recommended by these parties should be rejected.

Availability of Universal Service and Customer Assistance Programs
B.

CEO witness Mr. Kuennen recommends that PP& L target 40 percent of low-income
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households (specifically, 71,000 customers) for participation in OnTrack.t” CEO $t. 1, p. 22.
OCA witness Ms. Brockway suggests that PP& L should serve 18,500 customersin OnTrack.
OCA $t. 6, p. 30. These proposals present three significant problems: 1) it would be impractical
to effectively identify, interview, and enroll tens of thousands of customers; 2) the cogs would
be prohibitive; and 3) good-paying customers would be encouraged not to pay under the CEO’s
proposal.

Mr. Kuennan and Ms. Brockway also advocate increased funding levels for the basd oad
program under WRAP. As acknowledged by Ms. Brockway, each utility should tailor its energy
conservation programs to address the conditions in its own service area. Tr. 2042 (8/29/97).
Given that PP&L has the highest dectric heat saturation rate of the eight major Pennsylvania
electric utilities, PP&L Cr. Exam. Exh. 12, PP&L has properly chosen to focus its weatherization
activities on eledric heat customers.®

Allocation of Universal Service Program Costs
C.

A number of intervenors recommend a kWh assessment of universal service
program costs on all customer classes. As explained more fully in Section IX.D of FP&L’s
M.B., PP&L instead proposes to allocate its universal service charges on a per customer basis.
PP& L’ s approach is consistent with the Commission’s Final Guidelinesfor Universd Service, in
which the Commission found that a kWh assessment would place a disproportionate
responsibility for funding universal service and energy conservation programs on high volume
users and isinconsistent with rate treatments for these programs in recent base rate cases. Finad
Guidelines at 20.

Other Universal Service and Customer Assistance Program

D.
Recommendations
“Transfer” of Uncollectible Accounts
1.
o7 Mr. Kuennen projectsthat 71,000 customers could be enrolled in OnTrack at an annual cost of about

$23 million. Thisisagross underestimation of the annual cost, which the Company estimates would be at
least $53 million annually. The cost may even be higher because some of these customers would enter the
program with overdue balancesthat would be forgiven if they made their monthly payments. The average
revenue shortfall (i.e., the difference between the actual bill and the required OnTrack payment) for an
OnTrack customer is$600. If 71,000 customerswere enrolled in OnTrack, the annual revenue shortfall cost
alone would be approximately $42.6 million (71,000 x $600).

68 Thisfocusisalso consistent with the Commisson’ slow income usage reduction regul ations, 69 Pa.
Code §58.10, which require utilities to place the highest priority on those eligible customers with the largest
usage and greatest opportunities for bill reductions relative to the cost of providing program services.
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CEO witness Mr. Kuennan and OCA witness Ms. Brockway suggest that PP& L’ s current
level of write-offs and credit and collection expenses associated with non-OnTrack low-income
customers could be “transferred” to fund an expanded OnTrack Program rather than booking
write-offs and credit and collection expenses associated with these amounts, in essence reduang
its billings to these customers. CEO St. 1, p, 26; OCA St. 6, p. 26. Ms. Brockway acknowledges
that this approach would not improve PP& L’ s bottom line, yet she asserts that even if no
associated benefits of lowered collection costs or improved dollar payment amounts were
realized by PP& L, the customer would benefit from this transfer from a delinquent debt posture
to one of areasonable opportunity to make complee payments.

As Mr. Dahl pointed out, Ms. Brockway’s proposal should be rejected because it is based
on the key false assumption that low-income customers do not pay any portion of their bills. To
the contrary, however, PP&L’s experience shows that |ow-income customers, even those that are
payment-troubled, do often pay some amount toward their bills. For example, PP& L evaluated
approximately 1,000 very low-income customers(at or below 110% of the federal poverty
guidelines) and determined that even those customers pay PP&L six or seven times per year. Tr.
1948 (8/29/97).

Customer Choice for OnTrack Customers
2.

PP& L supports the OCA’ s recommendation to allow OnTrack customers to choose
Alternative Suppliers; however, this participation must be subject to three important conditions.
First, OnTrack participants who select an Alternative Supplier would be required to recave a
single bill from PP&L. Second, as a condition of serving OnTrack customers, Alternative
Suppliers would agree to discount the energy portion of the supply bill by apercentage equal to
the overall percentage reduction established pursuant to the OnTrack program. Third, the
Alternative Suppliers would agree to absorb the supply portion of the revenue shortfdl that is
written off monthly for OnTrack customers.

A key objective of OnTrack isto encourage and develop good payment habits among
customers. This objective could be best accomplished by offering one bill to OnTrack customers
who choose an Alternative Supplier. PP&L believes so strongly in this concept that it grealy
simplified the OnTrack bill to encourage regular payments. A combined bill would streamline
administrative procedures for the OnTrack agencies and reduce confusion for customers who
may have questions. Requiring these customers to write two checks monthly -- oneto PP& L and
one to the Alternative Supplier -- would add unnecessary complexity to the program.
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PP& L’ s average monthly eledric bill for low-income, payment-troubled customersis
about $88, and the average monthly electric bill for OnTrack customersis $47. In other words,
the Company provides a monthly hill reduction of $41, or 53 percent. Thisrevenue shortfall is
written off monthly. PP&L St. 16-R, p. 22. PP&L recommends that Alternative Suppliers
provide a pro rata reduction in energy supply charges to those OnTrack customers who choosean
Alternative Supplier. Without such a pro rata reduction, the amount of the monthly bill reduction
could reduce the transmission and distribution portion of the customer’s bill to less than zero.

PP& L also believes that Alternative Suppliers should share in the costs of the revenue
shortfall associated with OnTrack customers. Generation accounts for approximaely 25 percent
of the bill, and using the above example of the $41 revenue shortfall for the average OnTrack
customer, an Alternative Supplier would be responsible for $10.25 of the write-off. The
remaining $30.75 would be assigned to PP& L. Because the revenue shortfall includes some
generation charges, it isfair for Alternative Suppliers to assume responsibility for the portion of
their the revenue shortfall. PP&L’s proposal would treat both PP& L and the Alternative Supplier
on the same basiswhile satisfying the Act’s objectiveof providing choice to al customersin
Pennsylvania.

ENVIRONMENTAL ISSUES
XII11.

Disclosure of Fuel Mix and Waste Discharge Information
A.

Environmentalids witness Bruce E. Biewald proposes that the Commission requireall
retail electricity suppliers selling in Pennsylvaniato disclose their fuel mix and key air and other
waste emissions to consumersin theform of alabel and that the tracking of transactions to
support disclosure and labeling should be done by the PIM Independent System Operator
(“1SO”). Environmentalists' St. 2, p. 5. OCA witness Barbara Alexander also advocates fuel
mix disclosure. OCA St. 5, pp. 29-30.

Mr. Biewald' s proposal goes beyond the Commission’ s recently-proposed rules on
Customer Information Disclosure for Electricity Providers Docket No. L-00970126, which
propose that suppliers provide a written disclosure statement of energy sources, and, if the
supplier cannot identify the energy source of its supply (if, for example, the supply is purchased
from a power pool), disclosure of the average energy mix fromthe relevant market, including an
identification of that market by name. The source of supply mix must be provided to custome's
upon request, upon entering into a saes agreement and whenever asignificant change occursin
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the terms of service. The proposed rules do not require the disclosure of environmental atributes
other than fuel mix. The Commission’s rulemaking is a more workable system than the one
proposed by Mr. Biewald that satisfies the needs of responsible disclosure. See PP&L St.10-R,

p. 20 Moreover, we believe as argued by PP& L, that this Commission lacks the power to require
the PIM SO to adopt Mr. Biewald's proposal.

The Environmentalists witness Mr. Schoengold asserts that PP& L hasnot proposed to
improve significantly the environmental performance of its existing generating plants.
Environmentaists St. 1, p. 36. Therefore Schoengold argues, PP& L’ s generating plants will be
able to compete unfairly in a competitive market where builders of new power plants will be
required to med stringent emissions standards.

Consequently Schoengold recommends that the Commission require tha all power
purchased in Pennsylvania comefrom plants meeting the latest environmental standards,
Environmentalists' St. 1, p. 37. Mr. Schoengold notes that other states have enacted similar
regul ations based on their right to protect the health and welfare of their citizens. We
recommend that this proposal berejected for the following reasons.

First, although the Commission retains broad authority to regulate utility service, fadlity
and rate issues, it is the Pennsylvania Department of Environmenta Protecti on and the U.S.
Environmental Protection Agency that have the broad authority to implement and administer
programs for the protection of the environment, including rules rdating to air emissions.® See,
e.g., Country Place Waste Treatment Co., Inc. v. Pa. P.U.C., 654 A.2d 72, 75-76 (Pa.
Commonwealth Ct. 1995) (the Pennsylvania Utility Code fails to directly or indirectly grant the
Commission theauthority to regulate air pollution produced by public utilities); Rovin v. Pa.
P.U.C., 502 A.2d 785 (Pa. Commonwealth Ct. 1986) (Department of Environmental Protection,
not the Commission, has jurisdiction over complaint alleging water quality issues).

Although § 2802(21) of the Act authorizes the Commission to work with stae
environmental regulators and to support certain changes to federal law and regulation on the
issue of air emissions, the Act does not extend rate regulation authority for emission policy above
and beyond compliance with current law and regulation from environmentd regulators. Tr. 830
(8/19/97).

89 For example, EPA has proposed arulerequiring certain Northeast and Midwest statesto revise their
air pollution control plans to mitigate the transport of ozone across state lines. Finding of Significant
Contribution and Rulemaking for Certain States in the Ozone Transport Assessment Group Region for
Purposes of Reducing Regional Transport of Ozone, 62 Fed. Reg. 60318 (Nov. 7, 1997). EPA hopesto issue
a fina rule in September 1998. The DEP administers the EPA’s air quality regulations through the
Pennsylvania State |mplementati on Plan and has concurrent authority toimpose penaltiesfor noncompliance
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Second, 48% of the capital expenditures necessary to operate PP&L’ s facilities for
the period 1997 through 2001 will be incurred to ensure environmental compliance. PP&L St.
10-R, pp. 37-38.

Third, there is no evidence to support the claim that existing plants enjoy a competitive
advantage under the current environmental regulatory scheme. PP& L St. 10-R, pp. 39-40.

Renewables Pilot Program
B.

OCA witness Ms. Brockway’ s suggests that PP& L provide funding of $700,000 for
photovoltaic and active solar water heating pilots. Neither the Act nor the Commission’s Final
Guidelines for Universal Service mandate such pilot programs.”

Developing, implementing, and evaluating these pilots would be time consuming and
expensive for the level of benefitsreceived. Asdescribed in PP&L witness Mr. Dahl’s
testimony, because of the long payback period, the complexity of the systems, the difficulty of
installation and maintenance, the likely resistance from landlords, and the Commission’s
direction in itsfinal order, we recommend that the OCA’ s recommendation to fund renewable
energy pilots be regjected.

PUBLIC INPUT HEARING CONCERNS
XIV.

Aswe stated earlier, thirteen (13) public input hearings were held during the weeks of
May 30, 1997 and September 2, 1997. Public input hearings were held in Allentown (June 2),
Bethlehem (June 2 and September 3), Harrisburg (May 30 and September 3), Hazleton (June 4),
Lancaster (May 30 and September 2), Pottsville (June 4), Scranton (June3 and September 4),
Williamsport (June 5), and Wilkes-Barre (June 3). A total of 75 personstestified at the public
input hearings.

It isdifficult to recapitulate all the concerns voiced by the customers of PP& L throughout
itsterritory. However, at the hearing in Bethlehem there was one witness who expressed
volumes in one quiet statement. We believe her statement expresses the concerns of many.

Nancy Tate, 23 Riegelsville, Pennsylvania, Post Office Box 344, an organizer and peace
worker since 1965, summed up the range of issues which we heard at the mgjority of public input

70 The Commission’s Final Guidelines for Universal Service expressly provide that: “ Although we
believe that research and development are important, we will not direct that universal service and energy
conservationfunds be spent for research and development. Unlikethe Californialegislaturethat specifically
provided funds for research and development, the Commonwealth’s Act gives no direction for such
expenditures.” Final Guidelines for Universal Service at 6.
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hearings. Here concern about awhole range of “justice” i ssues. Ms. Tate spoke as a PP& L
customer representing many of over 600 members of LEPOCO, which stands for the Lehigh
Pocono Committee of Concern (also customers) and has worked locally in the Lehigh Valey for
peace and justice for over 30 yeas.

“Unfortunately, the issues around deregulation and competition and electric generation
have not received adequate public attention and debate. That was true as the enabling law was
rushed through the Pennsylvania Legislature, and is again true as public opinion is being sought
for PP& L's restructuring proposal. Most of us have only afew clues about what this will mean,
and many probally have no idea tha drastic changes are coming in the way electricity is
provided in this state. While many of the powerful in our country currently sing unquestioning
praises for competition and no government interference in business, there arealso some of us
who believe that the regulations that have been placed on businesses li ke electric utilities came
about to provide fair and equitable access to this service and to protect the average consume.
Indeed, that system has not always served that average consumer. Just witness the devel opment
of nuclear power, in my opinion. But moving to a system that serves mainly large businesses
cannot be seen as an improvement. Dare | say, more public control, not less, is the direction we
should be moving. But given our current situation, | have several questions and concerns that |
hope the Pennsylvania Public Utility Commission will address as they review the PP&L
proposal. What protections will there be to prevent customers from harassing calls and
solicitations that have accompanied the deregulation of telephone service? There are many of us
who feel there should be much more to life than shopping, whether that be at amall or through
the phone calls offering you the best deal on long distance rates or electric rates. What unbiased
review will be available to the consumer to assist in making an intelligent, wise choice inelectric
service? For starters, such information should weigh environmental benefits or hazards of such
service, how fair the service will be to the poorest in our community, what special deals arebeing
cut for therichest. Are the workers of the provider being paid aliving wage? Do they have
union representation? Aretheir rates fair and comparable? There are probably many other issues
that will be important for the consumer to make a truly intelligent choice. Many of us feel
deregulation and competition in telephone service has really meant higher rates for theaverage
consumer. What will be done to prevent this eventuality as electric providers establish duplicate
marketing and production networks? What protections will be given for adequate, affordable
service to the poor in our communities? What protection will be given to assure that hed is
available to everyone during the winter months and is not cut off unfairly? What will you do to
assure that the workers and employees of other electric providers besides PP& L have union
representation and protection like the present workers at PP&L? How will you prevent the
profits of competing providers from being made at the expense of lower wages for the workers?
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How will you prevent PP&L's profits from being made from layoffs of their workers? What
protection will you give to assure that the small and environmentally friendly producer of power
has a good opportunity to be among theelectric generators? What measures will be taken to
guarantee that this new system encourages rather than discourages energy conservation? And
what protection is there that large powercustomers don't get savings at the expense of the average
electric consumer? Finally, | bdieveit isgrossly unfair to the average consumer to be asked to
pay for the decison by PP& L management and stockholders to build the nuclear power plants
that are located near Berwick, Pennsylvania. It was an unsafe and uneconomical decision at the
time it was made and remains so. Indeed, to allow them to bill the average consumer for this
expense while these plants continueoperating, producing ever morenuclear waste, is doubly
hazardous. These stranded costs should be borne by those who were the advocates of nuclear
power, as | havesaid, management and the stockholders.These are the many points that | want to
raise, and thank you for the opportunity to do so.” TR. 176-184 (June 2, 1997).

XV. CONCLUSIONS OF LAW

1 That the Pennsylvania Public Utility Commission properly has jurisdiction over PP&L,
Inc.’s (“PP&L") Restructuring Plan filing at Docket No. R-00973954;

2 That PP& L’ s Restructuring Plan as modified herein is fully consistent with the
requirements and standards of Section 2804 of the Electricity Generation Customer
Choice and Competition Act (“Act”), 66 Pa. C.S. 82804, in that it, inter dlia:

1 Will ensure the continuation of safe and reliable electric serviceto PP&L’s
customers,
2 I's consistent with the implementation schedul e set forth in Section 2806 of the

Act, 66 Pa. C.S. §2806;

3 Complies with the rate caps set forth in Section 2804(4) of the Act, 66 Pa. C.S.
§2804(4);
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4 Ensures that PP&L will provide transmission and distribution service to dl retail
electric customersin its service territory and to all alternative generation
suppliers, either affiliated or nonaffiliated, on rates, terms of access and conditions
that are comparable to PP&L’s own use of its system;

5 Ensuresthat PP& L’ s restructuring does not unreasonably discriminate against one
customer classto the benefit of another;

6 Ensures that universal service and energy conservation policies, activities and
services are appropriately funded and available in PP& L’ s territory;

7 Provides for a competitive transition charge for the recovery of transition or
stranded costs in accordance with Section 2808 of the Act, 66 Pa. C.S. §2808;

8 Ensures an orderly transition to a competitive generation market tha protects
electric systemreliability, is fair to customers and provides PP&L and its
investors with afair opportunity to fully recover its just and reasonable stranded
Costs;

3 That PP& L’ s Restructuring Plan as modified herein is fully consistent with the
requirements of Section 2807 of the Act, 66 Pa. C.S. §2807, regarding the obligations
applicable to electric distribution companies,

4 That PP& L’ s claimed stranded or transition costs are not known, measurable, just and
reasonabl e in accordance with all requirements of the Act, including Sections 2803 and
2808 (66 Pa. C.S. 882803, 2808); and

5 That PP& L’ s Restructuring Plan does not fully comply with the requirements of Section
2810 of the Act, 66 Pa. C.S. §2810, regarding revenue-neutral recondliation.

XVI. RECOMMENDED ORDER

THEREFORE,

IT ISORDERED:

1. That the Application of Pennsylvania Power & Light Company for goproval of its
restructuring plan pursuant to Section 2806(d) of the Public Utility Code, 66 Pa. C.S.2_806(d),
filed on April 1, 1997 and docketed with the Pennsylvania Public Utility Commission at No. R-
00973954, is hereby adopted as herein modified.

2. That Pennsylvania Power & Light Company shall remain the provider of last resort
consistent with the determinations made herein and the requirements of 66 Pa. C.S. 2_802(16).

3. That Pennsylvania Power & Light Company shall phase-in direct access to aternative
generation suppliersin the manner specified in this decision, pursuant to the following schedule:

a 33 % of the peak load of each customer class shall have the opportunity  for
direct access as of January 1, 1999;
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b. 66% of the peak load of each customer class shall have direct access as of
January 1, 2000;
C. All customers shall have direct access as of January 1, 2001.

4, That the competitive transition charge may be cdlected from January 1, 1999 until
December 31, 2005 or for a shorter period of time as the Commission deems appropriate.

5. That the competitive transition charge authorized in the preceding ordering paragraph is
subject to the following requirements:

a The competitive transition charge may be collected from January 1, 1999 until
December 31, 2005.

b. The competitive transition charge shall be calculated and applied  consistent
with the directives contained herein.

C. The competitive transition charge shall be reconciled and may be modified
on an annual basis asrequired by 66 Pa. C.S.2_808(f).
d.. The competitive transition charge shall be calculated in amanner recognizing

monthly receipt of competitive transition chargesrevenues.

6. That Pennsylvania Power & Light Company shall modify its transmission and
distribution revenue requirement and rate structure to incorporate the adjustments, including cost
allocation method, as directed herein.

7. That Pennsylvania Power & Light Company continue to provide service to existing
customers through existing tariffs throughout the transition period, and all special contracts shall
remain in force, except as modified herein.

8. That Pennsylvania Power & Light Company comply with the determinations contained
herein relating to customer billing and metering and that Pennsylvania Power & Light Company
reflect this action in its compliance filing.

9. That, pending the autcome of the Commission's rulemaking proceeding on a generic
Code of Conduct, Pennsylvania Power & Light Company shall modify its proposed Code of
Conduct as herein directed.

10.  That Pennsylvania Power & Light Company's proposed Universal Serviceand Energy
Conservation Programs are approved as modified herein.

11.  That Pennsylvania Power & Light Company participate in the state-wide consumer
education initiati ve,which the Commission established in its deci sion in the Application of PECO
Energy Company at Docket No. P-00973953 (Opinion and Order entered December 23, 1997);
that in its compliance filing, Pennsylvania Power & Light Company include a comprehensive
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plan for consumer education with an associated budget for both mass media and locd
educational efforts and set forth its proposals for its role in consumer education; and that
Pennsylvania Power & Light Company recover the costs of its consumea education program from
its ratepayers.
12. That Pennsylvania Power & Light Company shall, within twenty (20) days of entry of the
Commission's final Opinion and Order at this docket, submit a compliance filing that
incorporates all of the conclusions and directives contained in this Recommended Decision,
including, but not limited to:
a For each tariff class or schedule, the compliance filing shall:

i identify the unbundled chargesfor generation, transmission and

distribution service;

ii. identify the CTC, calculated to recover the authorized principd

amount, consistent with the allocation methodol ogy, collection period,

monthly amortization, total sales, and return adopted herein; and

i identify all other adjustments necessary to the terms and conditions

of service to reflect a competitive generation market as provided herein.

b. Each tariff class or schedule shdl reallocate Administrative and General expense

as provided herein.
13.  That Pennsylvania Power & Light Company servea copy of its compliance filing on dl
parties to this proceeding on the same date that it is filed with the Commission.
14.  That all partiesto this proceeding may file written comments concerning non-compliance
with the Commission's Opinion and Order within seven (7) days after the filing of Pennsylvania
Power & Light Company's compliance filing.
15.  That, in addition to the specific requirements contained in the foregoing
ordering paragraphs,Pennsylvania Power & Light Company shall comply with all other
directives contained in this Recommended Decision.
16.  That the complaints filed by the Office of Consumer Advocate (OCA) , PP&L Industrial
Customer Alliance (PPLICA), Office of Small Business Advocate (OSBA), Office of Tria Staff
(OTS), Allegheny Power, American Association of Retired Persons (AARP), Commission on
Economic Opportunity (CEO), Delmarva Power & Light, Enron Power Marketing Inc.(Enron),
Environmentaligs, Local 1600, International Bratherhood of Eledric Workers (IBEW), Eric
Epstein, Gilberton Power, Mid-Atlantic Power Supply Association (MAPSA), New Energy
Ventures (NEV), Pennsylvania Petroleum Association (PPA),), Schuylkill Energy Resources
(SER), and United States Department of Defense; Together with, the interventions of the
following are inactive partiesin Docket No R-00973954: Allegheny Electric Cooperative,
American Energy Solutions, Anthracite Regional Power Produces (ARIPPA), Bethlehem Seel,

179



Center for Energy and Economic Development (CEED), Duke Energy Trading Marketing,
Dupont Power Marketing, Electric Clearinghouse Inc., ERI Services Inc., GPU Energy, Kraft
Foods, Noram Energy Management, PECO Energy Company, Pennsylvania A ssociation of
Plumbing Heating & Cooling Contractors (PAPHCC), Pennsylvania Electric Consumers
Council, PP& L Rate Payers Association, and Pennsylvania Retailers Association, Vastar Power
Marketing. be and are hereby granted or denied to the extent set forth in this Recommended
Decision.

Dated: April 1, 1998

GEORGE M KASHI
Administrative Law Judge
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