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Chapter I: Introduction

A. Background

The Liberty Consulting Group (Liberty) conducted on behalf of the New Jersey Board of Public
Utilities (Board or BPU), an audit of Atlantic City Electric Company (ACE). The audit was
consisted of two phases:
e Phase One: an audit of the affiliated transactions between ACE, Pepco Holdings LLC
(PHI), Exelon Inc. (Exelon), and its affiliates; and a review of ACE’s financial performance
and operational performance. This Phase of the audit was broadly scoped to consider a
wide variety of focus areas pertinent to recent developments and current and developing
circumstances at ACE.
e Phase Two consisted of a comprehensive management audit of ACE that addressed topic
areas corresponding to functions traditionally examined in the Board’s long-standing audit
program.

A principal source of change for ACE came with the acquisition (completed in March 2016) of its
parent PHI by Exelon in 2016. ACE serves about 545,000 New Jersey residential and commercial
customers, representing a sizeable portion of PHI’s utility operations that extended to mid-Atlantic
utilities, Delmarva and Pepco. The acquisition by Exelon added a significant number of regulated
utility affiliates, extending from the mid-Atlantic region to the Chicago metropolitan area. The
Exelon distribution utilities serve some 10 million customers. The combined holding companies
also have a very strong competitive market presence, with over 30,000 megawatts of generating
capacity at Exelon Generation (including but not limited to the PJM region) and with 2.5 million
customers who have chosen Constellation as a competitive energy supplier throughout the mid-
Atlantic and in other regions of the country.

We completed audit field work in 2019, which included 1,295 data requests to which management
responded and approximately 160 interviews with ACE, PHI, and Exelon personnel. Liberty
provided draft reports for the BPU Staff to review and subsequently provided the drafts to the
Company for a review for factual accuracy and to identify items in the report which management
deemed confidential. Liberty considered Staff and Company comments on the draft reports before
issuing this final report.

Liberty appreciated the opportunity to provide this service for the BPU and commends the BPU
Staff for their interest and support throughout the audit. Liberty also thanks Company personnel
for their cooperation during the course of the audit.

B. Structure of This Report

This report combines the chapters which detail Liberty’s audit findings, conclusions, and
recommendations in each of the Phase One and Phase Two audit areas. We include a full list of
each of our recommendations below in Section C of this chapter.

The structure of this report follows:
e Chapter I: Introduction:
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e Phase One:

(@]

O O O O O O

Chapter II: Evaluation of ACE Financial Performance
Chapter I11: Power Supply and Market Conditions
Chapter 1V: Cost Allocation Methods

Chapter V: Capital Allocation

Chapter VI: Focused Operations Review

Chapter VII: EDECA

Chapter VIII: Merger Conditions

e Phase Two:

O

O 0O O OO0 OO OO O0oOOoOOoOOo

Chapter IX: Executive Management and Governance
Chapter X: Human Resources

Chapter XI: Staffing and Compensation

Chapter XII: Strategic Planning

Chapter XIII: Finance and Cash Management

Chapter XIV: Accounting and Property Records

Chapter XV: Customer Service

Chapter XVI: External Relations

Chapter XVII: Distributions and Operations Management
Chapter XVIII: Cyber Security and System Vulnerability
Chapter XIX: Clean Energy

Chapter XX: Contractor Performance - - Mark-Outs and Services
Chapter XXI Support Services.

C. Summary of Audit Recommendations

Chapter 11: Evaluation of ACE Financial Performance

Chapter Il presents the results of our assembly and categorization of information and our analysis
of the causes and their contributions to ACE financial performance.

Chapter 111: Power Supply and Market Conditions

1. Re-engage in efforts to negotiate the mitigation of above-market NUG contracts.

2. Provide a regular report to the NJBPU on PJM issues on which ACE is an internal Exelon
stakeholder.

3. Expand representation by ACE representatives on key PJM committees.

Chapter 1V: Cost Allocation Methods

1. Update the EBSCo CAM to provide more complete information about allocation methods and
procedures.

2. Reconcile the differences between the PHI and Exelon cost allocation schemes to create a
uniform method for allocating costs to ACE from all affiliates.

3. Undertake focused efforts to make clear that management’s stated priority on direct charging
sufficiently impels employees to do so.

March 11, 2020
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4. Investigate the reasons for the excessive use of the general allocator in assigning service
company costs to ACE and examine and implement means for reducing the use of general
allocators through direct charging or using appropriate cost-causative allocators.

5. Eliminate default time charging from the Exelon employee time entry system and replace it
with a positive time reporting process.

Chapter V: Capital Allocation

1. Revisit ACE capital investment plans after examining and producing a consensus on reliability
aspirations and targets.

Chapter VI: Focused Operations Review

1. Provide a thorough, robust identification of the benefits of AMI, assess roll-out and sustaining
costs in detail, value AMI’s reliability benefits carefully, and offer detailed estimates of roll-
out costs under a range of scenarios.

2. Prepare comprehensive, documented plans for restoring feeders in cases of total substation
outages.

3. Recalculate the basis for dollar-valuing reliability improvements and rethink the Reliability
Improvement Plan’s elements and expenditures.

4. Closely monitor momentary outage data and proactively address any repeat-outage
performance drops from 2017 levels.

5. Promptly complete investigations of crushed-stone condition and nitrogen pressure readings at
substations.

6. Accelerate the replacement of rejected wood poles and ensure timely, accurate removal
tracking.

7. Bring underground residential development cable work into closer conformity to
management’s 28-day repair/replace window.

8. Incorporate enhanced vegetation management activities into analyses and processes covered
by Recommendation #3 above.

9. Include the Staging Area and the Crew Leader and Daily Checklists in the Emergency
Operations Plan, and amend the Crew Leader Checklist to incorporate inspections and
verification requirements that should occur prior to re-energizing feeder sections.

10. Update the Customer Care Storm Emergency Response Plan to reflect recent changes to key
supporting technologies and outage communications strategies.

11. Examine and implement means for improving distribution load forecasting.

Chapter VII: EDECA

1. Treat each affiliate offering services at retail, including those potentially excluded by
management’s interpretation regarding the provision of services to other utilities, common
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10.

11.

12.

13.

carriers, specialty services, a relatively limited number of customers, or telecommunications
services, as an RCBS.

Make additional portions of the Standards subject to Internal Audit review.

Update the Compliance Plan to include which individuals or departments have responsibility
for enforcement of each section of the Standards.

Ensure that all customer communications, including print, radio, television, and web
advertisements are maintained sufficiently to support reviews of compliance with the
Standards.

Ensure that website disclaimers regarding the taking of service from an affiliate are included
on each Retail Affiliate’s site, and are presented in a way that will help ensure that customers
will notice.

The Compliance Plan should explicitly address Section 14:4-3.3(j) of the Standards.

Management should change its interpretation of Section 14:4-3.4(a) and Section 14:4-3.4(b)
of the Standards regarding contractual relationships and their impact on disclosure
requirements.

Management should ensure that all supplier lists are maintained in alphabetical order per
Section 14:4-3.4(c) of the Standards.

Reposition the duties of the individuals who serve as an Officer for ACE and Exelon
Corporation and ACE, Exelon Corporation, and an RCBS.

Revise the Compliance Plan such that it properly interprets Section 14:4-3.5(q) of the
Standards.

Require Board approval for future actions regarding any modification, extension, changes in
pricing terms, or types or levels of services for the services provided by MAS, and include in
them analysis demonstrating how such actions comply with Section 14:4-3.5(t)2 and 14:4-
3.5(t)6 of the Standards.

Continue soliciting market information and make subsequent pricing adjustments to ensure
that ACE’s Mays Landing lease complies with Section 14:4-3.5(u) of the Standards

Make explicit the Compliance Plan’s inclusion of intellectual property in asset transfer
provisions and provide a sufficient explanation of what is covered to put all employees on
notice of the types of intangible property that is covered.

Chapter VIII: Merger Conditions

1.

Engage stakeholders in a discussion of the practical application of Stipulation of Settlement
Commitment No. 27, under which Exelon has consented to BPU jurisdiction, should
uncertainty about its intent exist among them.

Make explicit in the LLC Agreement the inability to alter (even with unanimous director and
Golden Share Holder consent) Section X, Section 5.2.8, and any other provisions giving effect
to the ring-fencing provisions of the merger commitments.
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10.

11.

12.
13.

14.

15.

16.

17.

Change the SPE Operating Agreement to require independent director and Golden Share
Holder approval of changes material to the Commitments’ ring-fencing protections.

Amend the language of Section 2.8 of the SPE Operating Agreement to prevent a loss of EEDC
direct ownership of 100 percent of the SPE from any circumstances, including but not limited
to alienation or pledging of membership units for the benefit of creditors.

Amend Clause (ii) of Section 1.10(a)(4) of the Operating Agreement of the SPE to expand the
definition of “Independent Director” so as to expressly preclude service by current or former
officers of any Exelon entity as an SPE independent director

Establish a working group to discuss and seek consensus on the standards, interests, and other
parameters that should guide Golden Share Holder decisions in matters requiring its assent or
concurrence.

Amend the relevant governing documents and create controls designed to preclude material
economic or financial interests by all entities and individuals associated with Golden Share
holding.)

Amend the documents governing PHI LLC board membership to limit membership to seven,
at least four of whom must be independent and bar the ability to change these characteristics
without BPU approval.

Eliminate the power to abolish the requirement that the Golden Share Holder consent to
voluntary SPE or PHI bankruptcy filings.

Develop and monitor specific plans for increasing the pace of Quick Home Energy customer-
facing activities.

Provide a better-directed web experience for customers seeking energy efficiency and demand-
response programs and develop a rapid-response capability to scale the organizations who will
have substantial responsibility for implementing requirements and programs and meeting
expectations created by recent New Jersey legislation.

See the Recommendations section of Chapter IV.

Enable the power to opt out of EBSC services by providing a clear and appropriately scoped
list of permitted opt-out areas.

Establish an approach and means at the Exelon level to expedite the delivery of information:
(a) directly subject to Commitment No. 88, and (b) relevant to meeting the broader needs of
BPU-commissioned activities, such as this audit.

Provide for cyclical reporting of compliance with ring fencing and other requirements.

Remove “consistent with the requirements of the Order” from the required Exelon officer
certifications and add to the certification a statement that Exelon “has maintained” separation.

Establish and conduct a regular process for examining, tracking, and reporting of compliance
with merger commitments to the BPU.
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Chapter I1X: Executive Management and Governance

1. Expand the numbers of Exelon and PHI LLC board meetings and include regular sessions
bringing both together.

2. PHI LLC board membership of seven, with representation from the four jurisdictions involved
needs to remain a central element of the governance structure.

3. Make clear that new PHI LLC independent directors shall be subject to restriction on economic
interests beyond those nominally compliant with exchange listing-requirements.

4. Document more clearly the role of the PHI LLC board with respect to oversight activities.

Provide the PHI LLC board should receive regular updates regarding Exelon’s operations and
financial condition, and regularly examine Exelon financial distress scenarios.

6. Restore the ACE-only President position.

Chapter X: Human Resources

We have no recommendations in the area of Human Resources; please see the recommendation
included in Chapter XI which relates to this task area.

Chapter Xl: Staffing and Compensation

1. Promptly complete the work needed to provide strongly founded resources plans for PHISCo
and EBSCo and provide resource alignment, numbers, and costs based upon realistically
achievable efficiency gains.

2. Conduct a comprehensive review of benefit levels and apply the results to assess
competitiveness of combined compensation and benefits values.

Chapter XllI: Strategic Planning

We have no recommendations in the area of Strategic Planning.

Chapter XllI: Finance and Cash Management

1. Prioritize improving ACE credit ratings at Moody’s and Fitch.

2. Verify the continuation of language that does not implicate ACE assets or operations in future
financing documents.

Chapter XIV: Accounting and Property Records

1. Review the execution of non-rate-related revenue accounting procedures to ensure the
availability of supporting documentation and correct classification.
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Chapter XV: Customer Service

1. Continue complaint root cause efforts to reduce complaints and to improve the customer
experience of customers who are challenged to pay their accounts.

2. Promote paperless billing to increase participation and reduce billing costs.

Chapter XVI: External Relations

1. Restore the ACE-only President position.
2. Develop a program for regular outreach with the BPU and with New Jersey stakeholders

Chapter XVII: Distributions and Operations Management

1. Conduct an analysis of the causes of estimated-to-actual cost variances on projects
experiencing significant variances and validate the ability of the new estimating tool to address
them.

Chapter XVIII: Cyber Security and System Vulnerability

1. Develop a two-phased, 10-year staffing and development plan for cyber security resources.

2. CISS should launch an initiative to design and implement meaningful, actionable metrics for
management to review on a regular basis.

3. Provide for regular external examinations of cybersecurity.

Chapter XIX: Clean Energy

We have no recommendations with respect to Clean Energy, given the reported closing out of the
Residential Controllable Smart Thermostat program.

Chapter XX: Contractor Performance - - Mark-Outs and Services

1. Develop and execute measures to continue expansion of third-party use of the New Jersey One
Call notification system, emphasizing communications with contractors and customers.

2. Extend the tracking of contractor distribution work completion to additional work to
underground, secondary, and service-drop to which contractors regularly and materially
contribute.

Chapter XXI: Support Services.

We have no recommendations with respect to Support Services.
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Chapter I1: Evaluation of ACE Financial Performance

A. Chapter Summary

We conducted a detailed evaluation of ACE financial performance, focusing on its inability to earn
its authorized rates of return over the 10-year period from 2008 through 2017. We sought first to
determine the factors affecting ACE’s overall financial performance, its inability to earn close to
its allowed return, and its comparatively frequent filings seeking base rate increases. We sought
next to assess the contributions that those factors have made to under-earnings overall and as the
ten years progressed. This chapter presents the results of our assembly and categorization of
information and our analysis of the causes and their contributions to ACE financial performance.

Our examination found total under-earnings, relative to allowed returns of about $285 million.
Two contributors accounted for about nine-tenths of this amount.

First, ACE’s actually-incurred O&M expenses in excess of those included in test years used for
rate setting comprised the greatest single cause of the 10-year under-earnings, as ACE routinely
spent more than those amounts. The difference accounts for earnings deficiencies of $136 million
- - 48 percent of the $285 million total. ACE rate changes across the ten years we examined have
resulted from settlements. The underlying rate settlements do not specify specific O&M amounts
built into the settlements. Given the inability to identify the amounts of O&M expenses
incorporated into revenue requirements by rate settlements, we found it reasonable to use the
difference between test period levels and actual amounts as a proxy for the effect of ACE’s O&M
expenditure growth on earnings. Even if it is reasonable to conclude that those settlements
incorporated some effective “disallowance” of test-year O&M, actual annual expenditures well
exceeded test-period and ACE’s requested amounts.

Second, we found ACE capital expenditures (CAPEX) incurred but not yet included in rate base
directly discernible, and another direct cause of ACE earnings shortfalls. CAPEX contributed an
additional $125 million, or 44 percent, to ACE under-earnings for the 10 years. Again, ACE rate
changes across the ten years we examined have resulted from settlements. While rate settlements
did not identify each “accepted” or “agreed” element of revenue requirements, they did support a
direct identification of rate base, allowing for a reasonably clear identification of the large
contribution of CAPEX to under-earnings.

We calculated a third, much smaller category of “Other” causes to ACE under-earnings,
accounting for about $55 million over the 10 years. This category addresses under-earning whose
causes are less defined due to the lack of specificity in ACE rate settlements. One probable
contributor to the “Other” category is the long-standing application of a Consolidated Tax
Adjustment (CTA) factor in setting rates. The CTA serves to share with customers savings
produced when utility holding companies consolidate federal income tax filings. Such filings can
reduce the total tax burden by offsetting positive taxable income of utility operating companies
with negative taxable income from unregulated affiliates. We note that while any CTA amounts
decrease ACE earnings, they are offset by increases in the consolidated tax benefits that drive their
calculation.
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The combination of these three factors exceeds the 10-year total of $285 million in ACE under-
earnings. A fourth factor, the net effect of changes in sales and revenues and other taxes proved
earnings-positive, by about $32 million over 10 years. Like CAPEX, the rate settlements that drove
rates for the 10 years we studied were reasonably clear in identifying amounts associated with
these factors. Therefore, this $32 million calculation did not require the broader estimation
approach we had to apply to the O&M and Other categories.

We believe that our work in addressing the four categories discussed above (O&M expenses,
CAPEX, Other including the CTA, and Sales/Revenues/Other Taxes) provides a reliable and
reasonably accurate depiction of the nature and magnitudes of the principal contributors to ACE
under-earnings from 2008 through 2017. O&M and capital cost growth proved the dominant
causes.

B. Background

The Request for Proposals called for an examination and assessment of financial information for
2008 through 2017. We conducted that examination and we assessed the financial performance of
ACE’s distribution business and its inability to earn returns reasonably close to allowed rates of
return despite frequent base rate increase requests. The other chapters of this report discuss the
findings, conclusions, and recommendations resulting from our broad review. We undertook that
broad review in parallel with the examination and assessment described in this chapter. That
companion review has informed what we found and what we report here.

The review and evaluation reported here resulted from a structured effort focused on studying and
evaluating earnings shortfalls associated with regulated utility operations. We began by
determining and plotting the magnitude and general causes of yearly shortfalls from 2008 through
2017. We then performed focused evaluations of the causes of shortfalls identified.

Our year-by-year review of financial statements (beginning with 2008) formed a backbone element
of our assessment. We first identified and considered material components affecting financial
performance at electric utilities generally. We then considered internal ACE and holding company
factors, and took account of the impacts of significant expenditures incurred to address reliability
performance. Our initial review verified the following overall categories as principal earnings
drivers:

e Sales and Revenue
e Capital Expenditures (CAPEX levels, timing, rate-base impacts, financing)

e Capital structure (ACE stand-alone)

Debt (e.g., long and short-term interest)

Depreciation and amortization, and calculations
Taxes (e.g., income taxes, property taxes, other taxes)
Dividends and other distributions

Equity (e.g., retained earnings and equity levels)

e O&M Expenses
e Other, including the Consolidated Tax Adjustment.

O O O O O

March 11, 2020 U/~ Page 10
The Liberty Consulting Group



Board of Public Utilities Final Report — Public Version Audit of Atlantic City Electric
State of New Jersey Evaluation of ACE Financial Performance Docket No. EA17030297

Our review and assessment took place through activities structured according to three major work
tasks:
e ACE Financial Performance Evaluation: Identify, evaluate, and determine causation for
ACE financial performance and earnings shortfalls from rate authorized levels for 2008 —
2017
e Planning and ACE Performance: Examine PHI and Exelon plans and goals for potential
impacts on ACE earnings shortfalls
e ACE CAPEX and OPEX: Evaluate ACE capital expenditures, financing, and operating
expenditure drivers.

We began our review by identifying, determining, and plotting the magnitude of the shortfalls in
each designated year from 2008 through 2017. Year-by-year reviews of ACE financial
performance beginning with 2008 formed a backbone element of the work in this area. That review
specifically addressed the key components affecting financial performance. Major determinants
such as capital expenditures and rate base, taxes, financing costs, sales, and unplanned storm and
O&M costs formed principal focuses of our work.

We then performed focused evaluations of the root causes of earnings deficiencies whose
composition and contributors we identified. We worked with ACE to structure and to review
extensive analysis of the causes of earnings deficiencies related to CAPEX, O&M expenses, and
other causes, including the CTA and other taxes. We prepared a detailed analysis for each of the
ten years, providing a comprehensive view and evaluation of the financial results for that year. We
aggregated the results of the individual years to facilitate analysis of trends and the earnings
deficiency primary causation factors. We concluded by forming overall results, findings, and
conclusions about the causes and determining factors and the magnitudes of their contributions to
ACE earnings shortfalls.

C. Findings

1. Overview of 2008-2017 ACE Returns on Equity

ACE’s actual Return on Equity (ROE) fell well below BPU-authorized levels in every year since
2009. The company experienced consistent and substantial earnings shortfalls in each of the last
nine years. The following chart shows that ACE earned less than a 5 percent return on equity in
each year from 2011 through 2017.
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The next chart shows the dollar level of earnings deficiencies (amounts below authorized levels)
for each of the last 10 years. The deficiencies have exceeded $25 million in each year from 2011
through 2017, reaching almost $50 million in 2012 and 2016. Total earnings deficiencies over the
ten years were about $285 million, or $28.5 million per year, on average. We sought to determine
the major causes of the ACE earnings deficiencies.

ACE 2008-2017 Earnings Deficiencies
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2. 2008-2017 Earnings Deficiency Contributors

Our baseline work led us to a division of causation factors into major categories:
O&M Expenses

CAPEX Related

Oher, including CTA

Revenue/Sales/Other Taxes.

We determined the contribution of each of the major causation categories to 2008-2017 earnings
deficiencies of $285 million. The next chart provides that categorization at a high level. The chart
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shows CAPEX and O&M Expense as the dominant contributors, with Other accounting for the
bulk of the remainder, offset in part by the positive contribution to earnings from the
Revenue/Sales/Other Taxes category.

10-Year Earnings Deficiency Factors

————— Totar= 5285 Million |———————

$300.000,000

$250.000,000

$200.000,000 $191 Million

$150.000.000 Other = $55Million
$125Million

$100,000,000
O&M = $136 Million

$50.000.000

$0
CAPEX O&M and Other Sales/Other Tax Net
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(850.000.000)

a. O&M Expenses

The largest contributor to earnings deficiencies came from a high-level category that we originally
termed “O&M Expenses and Other.” We initially combined these two elements into a single
category, because rate settlements have not separately identified the amounts in these areas
incorporated into revenue requirements used to set rates. We did, however, and as discussed below,
eventually find an acceptable means for estimating and separating them. Over the 10-year period,
the combination of O&M Expense and Other accounted for 67 percent of total ACE earnings
deficiencies ($191 million of the $285 million total value). The impact of this combined category
moderated somewhat over the second half of the 10 years, falling to about 49 percent for 2013
through 2017. This chapter later describes the results of our more detailed analysis of O&M
expense dollars spent by ACE above the levels included in rate test years. We found the O&M gap
to account for about $136 million of the $285 million in 10-year earnings deficiencies (about 48
percent of the total). That detailed analysis identified increased expenditures on O&M expenses as
the largest single cause of earnings deficiencies over the 2008-2017 period.

After breaking this combined category into two components, we worked with a category we
initially defined as the Other component, shown in the preceding chart. We formed that separate
category by removing O&M from the total. This category accounted for about $55 million over
the ten years - - about 19 percent of the total deficiencies. We later undertook more detailed
examination of the impacts of the CTA, concluding that it could account for most or all of the $55
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million. However, given the lack of detail in the settlement agreements forming the bases for rates,
the accuracy of any such estimates are unknown.

b. CAPEX-Related

The CAPEX category captures earnings deficiency results arising from those portions of ACE
capital investments made to support utility service but not yet included in rate base used to set
customer rates. In essence, these “excess” amounts reflect dollars actually spent but pending
review in the next ensuing rate case filing. We calculated the amounts using the rate settlements
in place as the 10 years we studied progressed. Until included in rate base, such capital investments
do not produce recovery of financing costs, return on equity capital, income taxes and capital
recovery (depreciation). This primary driver of ACE financial performance caused 44 percent
($125 million) of the total $285 million in earnings deficiencies from 2008 through 2017. The
negative earnings impact of the CAPEX category moderated somewhat during the second half of
the 10-year period study, accounting for about 39 percent of the earnings deficiencies from 2013-
2017.

c. Revenue/Sales/Other Taxes

Revenue/Sales/Other Taxes comprised our third major category. One generally finds that increases
in electric sales following base rate re-sets mitigate the earnings attrition that CAPEX, O&M
expense increases, and other factors tend to cause. Such growth did provide such an offset for ACE
from 2008-2011, during which sales and revenue increased. This trend reversed in 2012-2017,
with sales declining due to regional economic conditions and casino closings. We did find,
however, that dollars in the “Transitional Energy Facility Assessment (TEFA) Other Tax” category
substantially offset such earnings deficiencies produced by revenue losses after sales declines
began.

The TEFA originally arose as a temporary surcharge imposed by New Jersey on utilities following
energy deregulation. Phased out in 2013, the TEFA was intended to offset state tax revenue losses
resulting from eliminating the gross receipts and franchise taxes on utilities. Decreasing ACE sales
after 2011 caused corresponding decreases in TEFA taxes, resulting in an offset to earnings
deficiencies caused by other drivers.

We therefore combined the Other Taxes and the Revenue and Sales elements into a common
category. This combination enabled us to present a factor that more holistically depicts impacts of
variations in sales. Accordingly, despite revenue losses associated with sales volumes, the
combined Revenue/Sales/Other Taxes category actually had a positive impact on ACE 10-year
earnings, offsetting 11 percent of the earnings deficiencies.

3. Annual Deficiency Summary

The next chart shows our earnings deficiency category contributions for each year from 2008
through 2017. CAPEX-related earnings deficiencies contributed significantly in each of the 10
years.
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The O&M Expenses and Other category also produced earnings deficiencies in each of our 10
years. These factors caused the largest earnings deficiencies in seven years, producing especially
large impacts in 2012, 2015 and 2016. Our detailed, annual analysis (presented later in this chapter)
estimates that O&M expense growth above levels included in rates caused about 71 percent ($136
of the $191 million) of earnings deficiencies in this category. The remainder, approximately $55
million, included impacts from other causes, including the CTA. There is no clear way to divide
this category into clear sub-categories with defined amounts, given the “Black Box” nature of the
settlements that have commonly promoted resolution of ACE base rate increase requests.
Nevertheless, our analysis of the O&M increases and Other impacts provides meaningful estimates
of the impact of both of these factors on ACE earnings deficiencies, and comprise important results
explaining the root causes of these shortfalls.

The chart also shows that the offsetting (positive) effects that Revenue/Sales/Other Taxes category
proved strongest in 2008 through 2010, due to then-increasing sales and revenue levels. The chart
also shows that the TEFA/Other Tax effect generally offset declining sales in 2011 through 2016.
Only in 2017 did the Revenue/Sales/Other Tax category comprise a large percentage of earnings
deficiencies.

4. Earnings Deficiency Drivers

a. The Significance of “Test Periods”

Six rate re-sets occurred across the ten years we studied. A total of seven test periods therefore
became relevant, counting the one that had formed the basis for rates at the start of the period. The
durations between resets varied greatly, from a long of five years to a short of one. With CAPEX
additions and increasing O&M expenditures between rate cases the dominant contributors to
ACE’s 10-year earnings deficiency, it becomes important to take account of the timing of re-sets
and the durations between them. All else equal, longer durations between re-sets produce greater
growth in CAPEX and O&M expenses not yet reflected in rates. Moreover, rates did not routinely
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re-set at calendar-year beginnings. Mid-year rate changes required us to break yearly results into
pre- and post- re-set portions. The next table shows for each calendar year the underlying test-
period. The applicability column indicates the portion of the calendar year associated with each

test period.

Test Years Underlying ACE Rates

Year Test Period Applicability
2008 | December 2002 100 percent
2009 | December 2002 100 percent
2010 | December 2002 41 percent
2010 | December 2009 59 percent
2011 | December 2009 100 percent
2012 | December 2009 83 percent
2012 | December 2011 17 percent
2013 | December 2011 50 percent
2013 | September 2012 50 percent
2014 | September 2012 67 percent
2014 | December 2013 33 percent
2015 | December 2013 100 percent
2016 | December 2013 65 percent
2016 | December 2015 35 percent
2017 | December 2015 75 percent
2017 July 2017 25 percent

b. O&M Expenses as an Earnings Deficiency Driver

We found that the O&M Expenses and Other category had the largest impact on ACE’s earnings
deficiencies from 2008 through 2017. This category caused about 67 percent ($191 of $285
million) of the 10-year earnings deficiency total and 49 percent of the earnings deficiencies over
the second half of the period. The O&M Expenses and Other category produced the largest
deficiency factor in seven of the 10 years (2008 through 2012, 2015, and 2016).
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Our early examination of under-earnings disclosed an ability to identify amounts associated with
CAPEX and with Revenue/Sales/Other Tax components from ACE’s total with reasonable
certainty. The remaining earnings deficiencies required estimating methods. The “Black Box”
nature of ACE rate settlements (not unusual for settled utility rate cases) precluded definitive
determinations of “allowed and recoverable” amounts in this remainder. The settlements have, in
contrast, explicitly identified the approved rate base and cost of capital. Working from the
“approved rate base”, we could calculate earnings deficiencies associated with rate base and
depreciation. We could also determine the impact of changes in revenues and sales from that used
in the relevant rate case.

Accounting for the contribution of CAPEX-related and Revenue/Sales/Other Tax components left
O&M expenses and other adjustments to the revenue requirement as “Black Box” components.
Our analysis found them to comprise the biggest contributor to ACE’s earnings deficiencies. Left
with a need to determine the causation factors indirectly, we sought other analytical means to
determine O&M and CTA and their root causes in this category.

The inability to determine directly the individual contributors to O&M expense increases above
those included in rate settlements required alternative approaches. We secured a listing of actual,
yearly O&M expenses that reflected:

e Increases or decreases from test period levels from the last rate case

e Increases or decreases from expense levels requested by ACE in the last rate case

e Specific, identifiable causes of increases and decreases in O&M expenses above test period

levels.

We used the resulting data sets to conduct analyses of actual, annual O&M expense amounts
exceeding test period levels. We found that the differences between actual spends and the rate case
test years would explain a large portion of the total ACE earnings deficiencies over the 2008-2017
period.
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Actual ACE O&M spending showed material increases throughout the ten-year period, and spiked
significantly in 2012, 2015, and 2016. ACE’s inability to keep growth in O&M expenses consistent
with test-year amounts served as a key driver of earnings deficiencies. The next chart shows the
10-year increases in actual O&M expenses for the Distribution, Customer and Administrative &
General (A&G) categories. The annual O&M expense total grew from about $125 million in 2008
to $230 million in 2017, producing a nine-year Compound Annual Growth Rate (CAGR) of 7.0
percent. Distribution O&M grew at an even higher rate, producing a nine-year CAGR of 10.2
percent. Customer O&M grew annually at 4.3 percent and A&G O&M at 6.0 percent.

ACE O&M Expense Growth
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We addressed with management the specific sources of increased O&M spending, focusing
particularly on the three years showing the largest increases. This interaction identified significant
O&M spending above rate-case test-period levels in all three of the following major O&M
categories - - Distribution, Customer, and A&G categories. Our analysis of ACE’s spending above
test-year levels in these categories produced annual “excess” values that we address further in the
yearly analyses presented later in this chapter. Accumulating the annual excesses (actual O&M
expenditures less the test period levels that formed the basis for rates in those years) produced a
pre-tax value of about $231 million in total over the 10 years.

The next table summarizes the results we obtained when applying this concept of “excess” O&M
expenditures, identifying the years where we observed particularly significant differences.
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O&M Expenses Above Relevant Test-Year Levels

Actual Less
O&M Category Notable Years Test Year

O&M - Distribution $100.4 million

Storm Response, Restoration & Amortization |2009-2012; 2015-2016| $63.0 million
Vegetation Management 2015-2017 $25.8 million
Distribution Maintenance and Other $11.6 million
Solution 1 Billing System 2014-2016 $27.7 million
Customer Records and Collections 2008-2012 $26.8 million
Customer - Other $8.1 million

O&M - Administrative & General $68.0 million

Duplicate Credit Charges 2009; 2011-2012 $14.0 Million
Outside Services 2009; 2010; 2012 $12.3 million
Cost of Merger Synergies 2016 $9.0 million
Pensions and Other 2009-2017 $32.7 million

Total Actual O&M Amount above Test Year $231 million

Customer records and collection expense includes the costs of labor, material and expenses
incurred in work on customers’ applications, billing and accounting, and collections and
complaints. Variances in duplicate credit charges result from changes in costs allocated from
overhead cost pools, offset in other accounts.

After taxes, this $231 million excess had a negative 10-year impact on earnings of $136 million,
almost half (48 percent) of the total ACE earnings deficiencies over the 10-year period.

c. CAPEX as an Earnings Deficiency Driver

CAPEX have proven a steady cause of ACE earnings deficiencies over the 2008-2017 period.
CAPEX produced investment amounts consistently above those included in rate base by
continuing rate settlements - - and by a substantial amount in each year. We stated earlier that
CAPEX caused about 44 percent of the earnings deficiencies over the 10-year period, dropping
somewhat to 39 percent over the last five years. The largest contribution of CAPEX spending to
earnings deficiencies came from 2012 through 2014.

We determined the amounts of “Rate Base Investments Not Yet Recovered” for each year; the
next table summarizes them. This category exceeded $150 million each year from 2011 through
2014, reaching more than $230 million in 2012 and 2013. The total amount of Rate Base
Investment Not Yet Recovered amounted to $1.39 billion from 2008 through 2017 - - averaging
$139 million per year. Over the 10-year period, customer rates therefore did not include the costs
of carrying an average of 13.6 percent of ACE investments in what it expected to become part of
rate base. The percentage exceeded 14 percent in each year from 2008 through 2014, peaking at
24 percent in 2012.
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The next chart shows the near doubling of distribution business rate base investment, from $767
million in 2008 to $1.33 billion in 2017. This expansion produced a compound annual growth rate
of about 6.3 percent in such investment.
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Promoting reliability drove much of CAPEX during the ten-year period. Management calculated
that it spent about $850 million of the $1.33 billion in Distribution CAPEX spent from 2008
through 2017 (about 62.3 percent) to serve reliability-related purposes. We found percentage
increases in reliability capital spending across the ten years, as ACE implemented electric
Reliability Improvement Plans starting in 2011. The chart below shows the ratios of reliability to
total CAPEX for each of the ten years.
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d. “Other” Sources as Earnings Deficiency Causes

Combining our estimation of the contribution to under-earnings by the O&M and CAPEX
categories, as reduced by the positive contributions from Revenues/Sales/Other Taxes, (explained
in the next subsection) leaves about $55 million over the ten years - - 19 percent of the total.

We Dbelieve that the rate treatment accorded costs saved by consolidated federal tax filings likely
produces much of this remainder. Many holding companies make a single, consolidated federal
income tax filing; i.e., one combining the results of all their entities. This approach produces net
savings at the holding company level when combining the filings of their subsidiaries having
positive taxable income with those having negative taxable income. The BPU has required since
well before 2008 the sharing of the benefits of consolidated filing with utility customers under a
“CTA.” The BPU reduced this adjustment in 2014.

Utility rate filings calculate income tax expense (a component of revenue requirements) on the
basis of their tax liability as a stand-alone filer, even when their parent makes the actual filing with
the Internal Revenue Service on a consolidated basis. As is true with ACE, the operating utilities
of holding companies typically produce positive taxable income, with some non-utility enterprises
generating negative taxable income. Combining the tax-affecting results of the operating utilities
with those of affiliates means that the holding company does not, in effect, pay over to the federal
government the full amount of taxes used to calculate the operating utility’s stand-alone federal
taxes for ratemaking purposes.

A long-standing New Jersey approach has been to make an adjustment intended to offset the stand-
alone calculation for ratemaking purposes. An April 2004 BPU order in a Rockland Electric
proceeding (Docket No. ER02080614) reaffirmed its method for calculating the CTA, thus giving
the method the common “Rockland Method” designation.

We secured from management a calculation of CTA “maximum” levels for each year from 2008
through 2017 using the calculation method used by the BPU at the time of the various rate case
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settlement discussions. As with O&M expenses, it did not prove possible to determine an amount
embedded in rate settlements. However, it did prove possible to calculate a hypothetical amount
based on application of the Rockland Method up to 2016.

e. Revenue/Sales/Other Taxes as an Earnings Deficiency Driver

The Revenue/Sales/Other Taxes category has both contributed to and moderated earnings
deficiencies in individual years, moderating them overall. Revenue from sales growth reduced
deficiencies through 2011, when sales levels exceeding those of the test-periods then relevant to
setting rates. For example, 2002 served as the test period for rates in effect during 2008 and 2009.

We included Other Taxes in the same category, because of a logical connection between them, as
we explain below. The Other Taxes sub-category, like Revenue/Sales, has also both contributed
to and moderated earnings deficiencies across the 10 years. Taxes Other than Income Tax (TOTIT)
includes the BPU- assessed TEFA, which came into existence in 1997 as an element of electric
industry restructuring in New Jersey. As the 10-year period progressed, growing sales weakness
caused a corresponding drop in TEFA costs embedded in rates. This reduction in payments by
ACE thus offset some of the revenue loss from reduced sales, especially in 2011 through 2015.
Sales and revenue decreases became a more significant earnings deficiency contributor in 2017,
when the TEFA did not offset them.

5. Year-By-Year Analysis of Earnings Deficiency Factors

a. 2008 Earnings Deficiency Details
The following table and chart summarize the contributions to the 2008 earnings deficiency.

2008 Earnings Deficiency Contributors

Deficiency Facto. P /3
2008 Earnings Deficiency Factors eficiency Factor ercent of
3 Total
A) CAPEX: Rate Base and Depreciation Related 2008 Earnings Deficiency Factors
Depreciation $ (2.519.515) $10,000,000
Capital Structure and Rate Base 11,236,913
CAPEX Related $ 8,717.398  564.4%
$5.000.000
B) O&M Expenses and Other
O&M - Distribution (Ops. Eng&Supv) $ 2,000,000 50
O&M - Customer (records and collection) 7,100,000 CAPEX O&M Other/CTA  Revenue/Sales Of es
O&M - A&G (Mise. general exp) 3,400,000 Related
O&M Expense Related $ 12,500,000 ($5.000.000)
Less: Tax Effect @ 41.019% 5,127,375
O&M Eamings Deficiency $ 7,372,625  4773%
Other/CTA Earnings Deficiency 7910204 512.1% || $10000000
O&M and CTA Related $ 15,282.829
(815.000,000)
C) Revenue/Sales Related $ (15,967.191) -1033.8%
D) Other Taxes (TEFA) $ (6.488.477) -420.1% (820.000.000)
Eaming Deficiencies - Total of A-D $ 1,544,559  100.0%

The 2008 ACE earnings deficiency of $1.5 million resulted from:
e O&M Expenses ($7.3 million)

March 11, 2020 U/~ Page 22
The Liberty Consulting Group



Board of Public Utilities Final Report — Public Version Audit of Atlantic City Electric
State of New Jersey Evaluation of ACE Financial Performance Docket No. EA17030297

O O O O O

ACE had pre-tax O&M expense increases of $12.5 million, including:

$2 million for Distribution, $7.1 million for Customer, and $3.4 million for A&G
Operations engineering and supervision expense increases of $2 million
Customer record and collection expenses increased by $7.1 million

A&G expense increases of $3.4 million were for miscellaneous and general

e CAPEX ($8.7 million); ACE invested capital of:

©)
@)

$91.8 million in 2008, with $46.5 million for reliability
CAPEX caused rate base to be $112 million above the 2002 rate case inclusion

e Revenue/Sales/Other Taxes (-$22.5 million)

o

o

Sales increased by 11.2 percent from the 2002 test period, causing $16.0 million of
increased earnings
Other Taxes decreased by $6.5 million as compared to the 2002 test period

e Other/CTA ($7.9 million)

@)
®)

“Remainder” earnings deficit of $7.9 million
CTA estimated range of $1.8 to $3.6 million using 25-50% of Rockland Method
maximum.

b. 2009 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2009 earnings deficiency.

2009 Earnings Deficiency Contributors

2009 Earnings Deficiency Factors

Deficiency Factor  Percent of

$ Total
A) CAPEX: Rate Base and Depreciation Related 2009 ACE Earnings Deficiency Factors
Depreciation S (2,559,101) $15.000.000
Capital Structure and Rate Base 10,893,855

B) O&M Expenses and Other

CAPEX Related $ 8334754  T73.4%
$10.000.000
O&M - Distribution (Emergency Restoration) S 3,900,000
O&M - Customer (Records and Collections) 9,700,000 $5.000,000
O&M - A&G (Outside/Stvs, Dup Credit Charges) 6,800,000
0&M Expense Related $ 20,400,000
Less: Tax Effect @ 41.019% 8367 876
0&M

0&M Eamnings Deficiency $ 12,032,124 106.0% CAPEX Other/CTA  Revenue/Sales Ot es
Other/CTA Earnings Deficiency 7896221  69.5% Related
0&M and CTA Related $ 19,928 345
(85.000.000)
C) Revenue/Sales Related $ (8931,634) -78.7%

D) Other Taxes

Earning Deficiencies - Total of A-D $ 11,353,438 100.0%

S (7,978,027)  -70.3% ($10.000.000)

The 2009 ACE earnings deficiency of $11.4 million resulted from:
e O&M Expenses ($12.0 million)

o ACE had pre-tax O&M expense increases of $20.4 million, including:
o $3.9 million for Distribution, $9.7 million for Customer, and $6.8 million for A&G
o Emergency restoration expenses of $3.9 million
o Customer record and collection expenses increased by $9.7 million
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o A&G expense increases of $6.8 million were for outside services and duplicate credit

charges

CAPEX ($8.3 million); ACE invested capital of:

o $105.1 million in 2009, with $59.7 for reliability
o $91.8 million in 2008, with $46.5 million for reliability

o CAPEX caused rate base to be $106.7 million above rate case inclusion

Revenue/Sales/Other Taxes (-$16.9 million)

o Sales increased by 6.3 percent since the 2002 test period, causing $8.9 million of

increased earnings
o Other Taxes decreased by $8.0 million as compared to the 2002 test period
Other/CTA/Remainder ($7.9 million)
o “Remainder” earnings deficit of $7.9 million
o CTA estimated range of $1.8 to $3.6 million using 25-50% of Rockland Method

maximum.

c. 2010 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2010 earnings deficiency.

2010 Earnings Deficiency Contributors

2010 Earnings Deficiency Factors

Deficiency Factor ~ Percent of

$

Total

=

CAPEX: Rate Base and Depreciation Related
Degpreciation
Capital Structure and Rate Base

O&M Expenses and Other
O&M - Distribution (emerg. restoration)
O&M - Custormer (Records and collection)
O&M - A&G (outside services)
O&M Expense Related

Less: Tax Effect @
O&M Earnings Deficiency
Othet/CTA Eamings Deficiency

O&M and CTA Related

Revenue/ Sales Related
Other Taxes (TEFA)

Earning Deficiencies - Total of A-D

CAPEX Related

41.019%

$

(1885.524)
13.281.906
11396.383

9.000,000
3.200,000
2500000
14.700.000
6.029.793
8.670.207
6.075.652
14.745.859

(11.656.735)
(790.862)

13.694.644

83.2%

63.3%

44.4%

-85.1%

S.8%

1000%

$15.000.000

$10.000.000

$5.000.000

$0

(85.000.000)

($10.000.000)

($15.000.000)

2010 Earnings Deficiency Factors

I
CAPEX 0&M Other/CTA  Revenue/Sales Other Taxes

Related

The 2010 ACE earnings deficiency of $13.7 million resulted from:
CAPEX ($11.4 million); ACE invested capital of:
o $126.6 million in 2010, with $89.8 million for reliability
o $105.1 million in 2009, with $59.7 for reliability
o CAPEX caused rate base to be $126.8 million above rate case inclusion

O&M Expenses ($8.7 million)

o ACE had pre-tax O&M expense increases of $14.7 million, including:
o $9 million for Distribution, $3.2 million for Customer, and $2.5 million for A&G
o Emergency restoration expenses of $9 million
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o Customer record and collection expenses increased by $3.2 million
o A&G expense increases of $2.5 million sere for electric outside services

e Revenue/Sales/Other Taxes (-$11.7 million)

o Sales increased by 4.6 percent since the 2009, causing $11.7 million of increased

earnings

e CTA/Remainder ($6.1 million)

o “Remainder” earnings deficit of $6.1 million
o CTA estimated range of $7 to $14 million using 25-50% of Rockland Method

maximum.

d. 2011 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2011 earnings deficiency.

2011 Earnings Deficiency Contributors

2011 Earnings Deficiency Factors

Deficiency Factor  Percent of

$

Total

A) CAPEX: Rate Base and Depreciation Related
Depreciation
Capital Structure and Rate Base
CAPEX Related

B) O&M Expenses and Other
O&M - Distribution (Emergency Restoration)
0O&M - Customer (Records and Collections)
O&M - A&G (Pensions and Benefits)
O&M - A&G (Duplicate Credit Charges)
O&M Other
O&M Expense Related
Less: Tax Effect @ 41.019%
O&M Eamnings Deficiency
Other/CTA Earnings Deficiency
O&M and CTA Related

C) Revenue/Sales Related
D) Other Taxes

Earning Deficiencies - Total of A-D

$

©71.257)

10.696.105

9.718.848

10,000,000
2.000.000
4.000.000
6.000,000
1.100.000

23.100.000

9.475.389
13,624,611
4.731.397

18.356,008

(5.458.911)

2994354

25.610.298

37.9%

532%

18.5%

-21.3%

1L7%

100.0%

$25.000.000

$20.000.000

$15.000,000

$10.000.000

$5.000.000

$0

(85.000.000)

($10.000.000)

2011 ACE Earnings Deficiency Factors

O&M

Other/CTA  Revenue/Sales Other Taxes

CAPEX
Related

The 2011 ACE earnings deficiency of $25.6 million resulted from:

e O&M Expenses ($13.6 million; 53.2 percent)

o ACE had pre-tax O&M expense increases of $23.1 million, including:

0 O O O

charges ($6 million)

$10 million for Distribution, $2 million for Customer, and $11.1 million for A&G
Emergency restoration expenses of $10 million, including hurricane Irene ($8 million)
Customer record and collection expenses increased by $2 million

A&G expense increases were for pension and benefits ($4 million) and duplicate credit

e CAPEX ($9.7 million; 37.9 percent); ACE invested capital of:

o $107.2 million in 2011, with $64.7 million for reliability

o $126.6 million in 2010, with $89.8 million for reliability

o CAPEX caused rate base to be $160 million above rate case inclusion
e Revenue/Sales/Other Taxes (-$2.5 million; -9.5 percent)
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o Sales increased by 1.5 percent since the 2009, causing $5.5 million of increased
earnings
o Partially offset by related TEFA tax increases of $3.0 million
e CTA/Remainder ($4.7 million; 18.5 percent)
o “Remainder” earnings deficit of $4.7 million
o CTA estimated range of $7 to $14 million using 25-50% of Rockland Method
maximum,

e. 2012 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2012 earnings deficiency.

2012 Earnings Deficiency Contributors

2012 Earnings Deficiency Factors Deficiency Factor Percent of
b Total
A) CAPEX: Rate Base and Depreciation Related 2012 Earnings Deficiency Factors
Depreciation $ (1.001,191) $30.000,000
Capital Structure and Rate Base 15,886,830
CAPEX Related $ 14,885,639 29.9%
$25.000,000
B) O&M Expenses and Other
0&M - Distribution (Derecho/Sandy storm) $ 27,000,000 $20.000.000
O&M - Distribution Other 4,200,000
O&M - Customer (Records and collection) 4,800,000
O&M - A&G (0/S services and dup charges) 11,000,000 $15,000,000
O&M Expense Related $ 47,000,000
Less: Tax Effect @ 41.019% 19,278,930 $10.000.000
O&M Earnings Deficiency $ 27.721.070  55.7%
Other/CTA Earnings Deficiency 6,438,941 12.9%
0&M and CTA Related S 34160011 $5.000.000 I
C) Revenue/Sales Related $ 2,837,727 5.7% $0
CAPEX O&M Other/CTA Revenue/Sales Ot es
D) Other Taxes (TEFA) $  (2100221)  -42% Related
-$5.000.000
Earning Deficiencies - Total of A-D $ 49.774.156  100.0%

The 2012 ACE earnings deficiency of $49.8 million resulted from:
e O&M Expenses ($27.7 million; 55.7 percent)
o ACE had pre-tax O&M expense increases of $47 million, including:
o $31.2 million for Distribution, $4.8 million for Customer, and $11.0 million for A&G
o Storm restoration expenses for hurricanes Derecho and Sandy accounted for $27
million
o Customer record and collection expenses increased by $4.8 million
o A&G expense increases of $11 million were for electric outside services and duplicate
credit charges
e CAPEX ($14.9 million; 29.9 percent); ACE invested capital of:
o $200.6 million in 2012, including $128.8 million for reliability
o $107.2 million in 2011, with $64.7 million for reliability
o $126.6 million in 2010, with $89.8 million for reliability
o CAPEX caused rate base to be $251 million above rate case inclusion
e Revenue/Sales/Other Taxes ($0.7 million; 1.5 percent)
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o Sales decreased by 1.3 percent since the 2009, causing $2.8 million of decreased
earnings
o Mostly offset by related TEFA tax offsets of $2.1 million
e CTA/Remainder ($6.4 million; 12.9 percent)
o “Remainder” earnings deficit of $6.5 million
o CTA estimated range of $7 to $14 million using 25-50% of Rockland Method
maximum.

f. 2013 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2013 earnings deficiency.

2013 Earnings Deficiency Contributors

2013 Earnings Deficiency Factors Deficiency Factor  Percent of
s Total
A) CAPEX: Rate Base and Depreciation Related 2013 ACE Earnings Deficiency Factors
Depreciation $ 733,630 $20,000.000
Capital Structure and Rate Base 15,152,011
CAPEX Related $ 15,885,641 55.0%
$15.000.000
B) O&M Expenses and Other
O&M - Distribution Other $ (5.900,000)
0&M - Customer Other (500,000) $10,000,000
O&M - A&G 2,000,000
0O&M Expense Related $ (4.400,000)
$5.000.000
Less: Tax Effect @ 41.019% (1.804,836)
0&M Earnings Deficiency m -9.0%
Other/CTA Earnings Deficiency 10,114,815 351% 50
O&M and CTA Related $ 7,519,651 CAPEX . Other/CTA  Revenue/Sales Ot es
Related
C) Revenue/Sales Related $ 12,207,768 423% ($5.000.000) I
D) Other Taxes (TEFA) $ (6.756,046)  -23.4%
($10.000.000)
Earning Deficiencies - Total of A-D $ 28.857.014  100.0%

The 2013 ACE earnings deficiency of $28.9 million resulted from:
e CAPEX ($15.9 million; 55.0 percent); ACE invested capital of:
o $177.6 million in 2013, $93.1 million for reliability
o $200.6 million in 2012, $128.8 million for reliability
o CAPEX caused rate base to be $230.7 million above rate case inclusion
e Revenue/Sales/Other Taxes ($5.5 million; 18.9 percent)
o Sales decreased by 5.6 percent since the 2012 and 2011 test periods, causing $12.2
million of decreased earnings
o Residential sales decreases were due to the overall economy, solar installations and
energy efficiency efforts in the region
o Commercial sales decreases were in part due to lower casino sales since 2011
o Sales losses were partially offset by related TEFA tax decreases of $6.8 million
e O&M Expenses (-$2.6 million; -9.0 percent)
o ACE had pre-tax O&M expense decreases of $4.4 million
o Distribution O&M expenses decreased by $5.9 million
o A&G O&M expenses increased by $2.0 million
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e CTA/Remainder ($10.1 million; 35.0 percent)
o “Remainder” earnings deficit of $10.1 million
o CTA estimated range of $6.5 to $14 million using 25-50% of Rockland Method
maximum

g. 2014 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2014 earnings deficiency.

2014 Earnings Deficiency Contributors

2014 Earnings Deficiency Factors Deficiency Factor Percent of
$ Total
A) CAPEX: Rate Base and Depreciation Related 2014 Earnings Deficiency Factors
Depreciation $ 10.588.625 $30.000.000
Capital Structure and Rate Base 13,257,144
CAPEX Related  § 23.845770  783% $25.000.000
B) O&M Expenses and Other $20.000.000
0&M - Distribution $ (2.400,000)
O&M - Customer (Meter data and Solution 1) 2,700,000 $15.000.000
O&M - A&G 1,400,000
O&M Expense Related $ 1.700.000 $10,000.000
Less: Tax Effect @ 41.019% 697,323
O&M Earnings Deficiency 3 1,002,677 33% $5.000.000
Other/CTA Earnings Deficiency 4643272 152% o .
0&M and CTA Related $ 5.645.949
%0 —_—
CAPEXRelated ~ O&M CTA/Remaider Revenue/Sales O] es
C) Revenue/Sales Related $ 7.439,736 24.4%
($5.000.000)
D) Other Taxes $ (6.475.693) -21.3%
($10.000.000)
Earning Deficiencies - Total of A-D 3 30,455,762 100.0%

The 2014 ACE earnings deficiency of $30.5 million resulted from:
e CAPEX ($23.8 million; 78.3 percent); ACE invested capital of:
o $112.4 million in 2014, $67.5 million for reliability
o $177.6 million in 2013, $93.1 million for reliability
o CAPEX caused rate base to be $181.4 million above rate case inclusion
o CAPEX caused depreciation to be $18 million above rate case levels
e O&M Expenses ($1.0 million; 3.3 percent)
o ACE had pre-tax O&M expense increases of $1.7 million
e Revenue/Sales/Other Taxes ($0.9 million; 3.1 percent)
o Sales decreased by 4 percent since the 2012, causing $7.4 million of decreased earnings
o Residential sales decreases were due to the overall economy, solar installations and
energy efficiency efforts in the region
o Sales losses were mostly offset by related TEFA tax decreases of $6.5 million
e Consolidated/Remainder ($4.6 million; 15.2 percent)
o “Remainder” earnings deficit of $4.7 million
o CTA estimated range of $7 to $14 million using 25-50% of Rockland Method
maximum.
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h. 2015 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2015 earnings deficiency.

2015 Earnings Deficiency Contributors

2015 Earnings Deficiency Factors

Deficiency Factor Percentof

B) O&M Expenses and Other
O&M - Distribution (Vegetation Management)
O&M - Distribution (Reactionary Storm)
O&M - Distribution (Substation Maint)
O&M - Distribution (Derecho/Sandy Amort)
O&M - Distribution - Other
O&M - Customer (Solution One)
O&M - Customer - Other
O&M - A&G - Other
O&M Expense Related
Less: Tax Effect @
O&M Earnings Deficiency
Other/CTA Earnings Deficiency
O&M and CTA Related

41.019%

C) Revenue/Sales Related

D) Other Taxes

Earning Deficiencies - Total of A-D

$ 12,000,000
3,000,000
2,000,000
3,000,000
2,200,000
16,000,000
1,800,000
10,500,000

$ 50,500,000

20,714,595

$ 29,785,405
2.457.033

$ 32,242,438

79.2%
6.5%

s (4.828,581)  -12.8%

$ 3,058,707 8.1%

$ 37,604,231 100.0%

s Total
A) CAPEX: Rate Base and Depreciation Related 2015 ACE Earnings Deficiency Factors
Depreciation $ 5,051,656 $35.000.000
Capital Structure and Rate Base 2.080,011 I
CAPEX Related ~ § 7131667  19.0%

$30.000.000
$25.000.000
$20.000.000
$15.000.000
$10.000.000
$5.000.000
$0

-$5.000.000 <F
&

B
-§10.000.000

& Q

&
S

The 2015 ACE earnings deficiency of $37.6 million resulted from:

e O&M Expenses ($32.2 million; 85.7 percent)
ACE had pre-tax O&M expense increases of $50.5 million, including:

$22.2 million for Distribution, $17.8 million for Customer, and $10.5 million for A&G
Vegetation management accounted for $12 million
Solution One billing system of $16 million

A&G - Other expenses of $10.5 million

O O O O O

e CAPEX ($7.1 million; 19.0 percent); ACE invested capital of:
o $114 million in 2015, $80.7 million in reliability investments
o $112.4 million in 2014, $67.5 million for reliability
o CAPEX caused rate base to be $44.0 million above rate case inclusion

e Revenue/Sales/Other Taxes (-$1.7 million; -4.7 percent)
o Sales increased by 1 percent since 2013, causing $4.8 million of increased earnings
o Partially offset by related TEFA tax increases of $3.1 million

e CTA/Remainder ($2.5 million; 6.5 percent)
o “Remainder” earnings deficit of $2.5 million
o CTA estimated range of $3.5 to $7.0 million using 25-50% of Rockland Method

maximum.

i. 2016 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2016 earnings deficiency.
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2016 Earnings Deficiency Contributors

2016 Earnings Deficiency Factors

Deficiency Factor Percent of

3

Toral

C

B) O&M Expenses and Other
O&M -
O&M -
O&M -
O&M -
O&M -
O&M -
O&M -
O&M -
O&M -
O&M Expense Related

Less: Tax Effect @
O&M Earnings Deficiency
Other/CTA Earnings Deficiency

Distribution (Vegetation Mgmt)
Distribution (Reactionary storm)
Distribution (Substation Maint)
Distribution (Storm Restoration)
Distribution Other

Customer (New billing system)
Customer Other

A&G (Merger synergies - CTA)
A&G Other

O&M and CTA Related

Revenue/Sales Related
D) Other Taxes

Earning Deficiencies - Total of A-D

A) CAPEX: Rate Base and Depreciation Related
Depreciation
Capital Structure and Rate Base

CAPEX Related

41.019%

$

$

5,614,649
5,677,583
11,292,231

10,000,000
3,000,000
2,000,000
4,000,000
3,200,000
9,000,000
3,400,000
9,000,000
7,400,000

51,000,000

20,919,690

30,080,310
1,881,960

31,962,270

4,038,320

1,032,948

48,325,769

23.4%

62.2%

3.9%

8.4%

2.1%

100.0%

$35.000.000

$30.000.000

$25.000.000

$20.000,000

$15.000.000

$10.000.000

$5.000.000

30

2016 Earnings Deficiency Factors

CAPEX O&M Other/CTA  Revenue/Sales Other Taxes
Related

The 2016 ACE earnings deficiency of $48.3 million resulted from:

e O&M Expenses ($30.1 million; 62.2 percent)

0O O O O O

©)
@)
©)
@)

e Revenue/Sales/Other Taxes ($4.0 million; 8.4 percent)

ACE had pre-tax O&M expense increases of $51 million, including:
$22.2 million for Distribution, $12.4 million for Customer, and $16.4 million for A&G

Vegetation management accounted for $10 million
Solution One billing system of $9 million

Cost to achieve Merger Synergies of $9 million
e CAPEX ($11.3 million; 23.4 percent); ACE invested capital of:

$158.4 million in 2016, $106.2 million in reliability investments

$114 million in 2015, $80.7 million in reliability investments

$112.4 million in 2014, $67.5 million for reliability

CAPEX caused rate base to be $81.9 million above rate case inclusion

o Sales declined by 5 percent since the 2013 test period, mostly in residential and

commercial

o Residential caused by solar installations and energy efficiency

o Commercial caused by casino closures
e CTA/Remainder ($1.9 million; 3.9 percent)
“Remainder” earnings deficit of $1.9 million
o CTA estimated range of $3.5 to $7.0 million using 25 to 50% of Rockland Method

o

maximum.

j. 2017 Earnings Deficiency Details

The following table and chart summarize the contributions to the 2017 earnings deficiency.
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2017 Earnings Deficiency Contributors

2017 Earnings Deficiency Factors

Deficiency Factor Percent of

3

Total

Depreciation
Capital Structure and Rate Base

B) O&M Expenses and Other
O&M - Distribution (Vegetation Mgmt)
O&M - Distribution Other
O&M - Customer Other
O&M - A&G Other
O&M Expense Related
Less: Tax Effect @

A) CAPEX: Rate Base and Depreciation Related

CAPEX Related

41.019%

$

$

7,142,029
6,908,047

14.050.076

3.800.000
4.300.000
3.400,000
2.900.000
14.400.000
5,906,736

37.3%

2017 ACE Earning Deficiency Factors

$16.000.000
$14.000.000
$12.000.000
$10.000.000
$8.000.000
$6.000.000

$4.000.000

O&M Earnings Deficiency $ 8493264  226%
Other/CTA Earnings Deficiency 2.984.478 7.9% $2.000.000
O&M and CTA Related $ 11,477,742
$0 |

> o .
C) Revenue/Sales Related § 11335111 301% & & \é“ o <&
Nl o & e &
AL & N &
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The 2017 ACE earnings deficiency of $37.6 million resulted from:

D.

CAPEX ($14.1 million; 37.4 percent); ACE invested capital of:

o $170.1 million in 2017, $112.9 million in reliability investments

o $158 million in 2016, $106.2 million in reliability investments

o CAPEX caused rate base to be $97.5 million above rate case inclusion
Revenue/Sales/Other Taxes ($11.3 million; 30.1 percent)

o Sales declined by 7 percent since the 2015 test period, mostly in the residential class
o Caused by overall economic conditions, solar installations and energy efficiency
O&M Expenses ($8.5 million; 22.6 percent)

o ACE had pre-tax O&M expense increases of:

o $8.1 million for Distribution, $3.4 million for Customer, and $2.9 million for A&G
o Vegetation management accounted for $3.8 million of the total

CTA/Remainder ($3.0 million; 7.9 percent)

o BPU calculation method produced no 2017 adjustment

o Remainder earnings deficiency was due to other causes.

Conclusions

1. O&M Expense increases account for almost half of ACE earnings deficiencies from 2008
through 2017.

O&M expense dollars actually spent by ACE above the levels included in rates caused about $136
million of the $285 million earnings deficiencies, or about 48 percent of the ACE total. Increased
ACE O&M spending expenses above levels included in test periods used for setting rates proved
the largest single cause of earnings deficiencies over the 2008 through 2017 period.
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ACE’s actual, realized O&M spending increased significantly above previous levels during seven
of the 10 years at issue. Identified root causes of the pre-tax increases in a relatively small number
of areas amounts to $170 million, making them the dominant causes of the increases:
e Distribution O&M
o Storm emergency response, restoration and amortization - - $63 million
o Vegetation management - - $25.8 million
e Customer O&M
o Solution 1 billing system - - $27.7 million
o Customer records and collections - - $26.8 million
e A&G O&M
o Duplicate credit charges - - $14 million
o Outside services - - $12.3 million.

The growth in O&M expenses in the ACE Distribution business was clearly a key driver in ACE’s
historic earnings deficiencies. O&M annual expenses grew from about $125 million in 2008 to
$230 million in 2017, a nine-year CAGR of 7.0 percent. Distribution O&M grew at an even higher
rate, with a nine-year CAGR of 10.2 percent.

2. CAPEX spending not yet included in rates also accounted for a percentage approaching
half the ACE earnings deficiencies.

CAPEX caused about 44 percent of the earnings deficiencies over the 10-year period - - about
$125 million of the $285 million of total deficiencies. ACE made distribution-business capital
investments that awaited subsequent rate proceedings for recovery of the costs they produced.

The total amount of capital investments awaiting inclusion in rate base and eventually reflected in
rate settlements totaled $1.39 billion from 2008 through 2017 - - an average of $139 million per
year. Over the 10-year period, ACE was not recovering an average of 13.6 percent of its rate base
investments. The effects of this factor exceeded 14 percent in each year from 2008 through 2014,
and peaked at 24 percent in 2012. Rate base investments pending recovery exceeded $150 million
in each year from 2011 through 2014, and exceeded $230 million in 2012 and 2013.

3. The “Other” category including the CTA caused a lesser portion of ACE earnings
deficiencies.

Accounting for our other defined earnings deficiency factors left $55 million in 10-year under-
earnings. This $55 million remainder falls within a range calculated for the CTA. The adjustment
therefore appears to explain most or all of the remainder earnings deficiencies. The Black Box
nature of rate case settlements across the 10 years makes it impossible to calculate the effect of the
CTA more precisely.

The earnings effect of this adjustment has required a complex, long-term calculation. We applied
a 25-50 percent factor to management’s calculation of maximum annual CTA impacts using the
Rockland Method. Applying this range to management’s calculations produced a range of values
in potential CTA earnings deficiencies for the 10 years. We note that the $55 million remainder of
earning deficiencies fell within this range.
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4. Increasing ACE revenue and sales generally mitigated earnings deficiencies before 2017.

Increasing revenue and sales reduced earnings deficiencies for ACE from 2008 through 2011. This
trend reversed in 2012-2017, as sales declined due to the regional economy and casino closings
resulting in decreased distribution revenues. From 2011-2013, the impact of “TEFA Other Tax”
based on volumetric changes in sales largely blunted this effect. Taken over the entire 10-year
period, the combined Revenue/Sales/Other Taxes category benefitted ACE earnings, offsetting 11
percent of the ACE earnings deficiencies.

5. Exelon and PHI have included improved ACE financial performance regarding O&M
expenses and CAPEX recovery in their Long-Term Plans.

PHI has recognized that sub-standard Returns on Equity (ROE) have been a problem for many
years, at ACE as well as at DPL and Pepco. Both Exelon and PHI have internally recognized that
rapid increases in O&M expenses, as well as increased levels of CAPEX, have been primary
factors causing earnings deficiencies in the PHI utilities. In fact, the PHI CFO notes that the rapid
increases in O&M expenses at the PHI utilities was viewed as an “opportunity” and a selling point
for the Exelon merger. The reduction of the rapid increases in PHI O&M expenditures has been a
driving force in improving ROEs and financial performance in the PHI utilities.

Post-merger, management has forecasted improved ROE and financial performance for the PHI
utilities. This forecast becomes particularly evident in the Long-Range Plans (LRPs) forming a
cornerstone of Exelon financial planning. Merger synergies reduced regulatory lag, annual rate
filings, and new cost trackers underlie expected improvements in ACE returns shown in the LRPs.

Exelon management also seeks to drive performance improvements through “O&M Challenges”
that impel its operating utilities to look for additional O&M efficiencies. The LRPs also include
“Capital Challenges” driving a search for lowered CAPEX costs without cutting projects. The
LRPs include these Challenges as means to further increase performance and utility returns in the
forecast years. ACE specifically includes improved financial and ROE performance in its
planning, driven by flattening O&M expenses and improved recovery of its capital expenditures.

6. A litigated rate case would establish a clear baseline for monitoring changes in the costs
ACE incurs to serve New Jersey customers.

Growth in O&M and capital expenditures have been the dominant reasons behind ACE earnings
shortfalls, but the long string of “black box” rate case settlements makes reasonably precise
measurement of the magnitude of all the contributors difficult. The use of a fully-litigated rate case
would provide specific values for each of the capital and expense categories that comprise the
elements of the approved revenue requirement in rate case proceedings. Such cost specificity
would provide significantly greater visibility on the success of ACE in managing its costs to
approved cost components.
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Chapter I11: Power Supply and Market Conditions

A. Chapter Summary

This chapter addresses the market conditions under which ACE operates. The Basic Generation
Service (BGS) process drives power supply at ACE, as it has done now for many years. That
process, which supplies all energy used by ACE customers who do not chose competitive
suppliers, operates in the robust Pennsylvania New Jersey Maryland Interconnection LLC (PJM)
market that includes the ACE region. It has produced reliable supply, competitive conditions, and
economical prices. ACE has also made purchases under mandated contracts from three legacy,
non-utility generators (NUGS), under legacy contracts, liquidating the amounts into wholesale
markets. Two of those contracts remain; the third expired in September 2016. We found that
allocation of the purchase costs involved appropriate, but not controlled by documentation of the
processes followed.

B. Background

1. Market Conditions

Market conditions in the ACE region generally typify those of the PJM Interconnection as a whole.
The region has benefitted significantly from healthy levels of capacity and growth in hydrofracking
in recent years to produce ample, economically priced power and energy. The New Jersey BGS
acquisition process’s annual auctions drive the power supply function at ACE, as it does for the
state’s other electric distribution companies (EDCs). Wholesale power suppliers bid on blocks of
load for each of New Jersey’s utilities as part of a generally consolidated auction process. Market
conditions, particularly wholesale energy forward prices and capacity auction prices, therefore
comprise the key market conditions influencing ACE customer supply costs. We address that
process below.

2. NUG Contracts

Apart for what it procures as part of the BGS auction process, ACE also makes purchases from
two remaining legacy NUG facilities. ACE has purchased capacity and energy output from the
NUGs at their discretion and availability, pursuant to contract rates. ACE in turn bids the energy
and capacity from those plants into PJM’s day-ahead and real-time energy market and capacity
market. This process is described in detail in Section C of this chapter. Outside of the BGS auction
and the NUG purchases, there are no other sources of power supply for ACE. ACE does not have
the ability to seek bilateral contracts to displace either the NUG or BGS auction resources, nor
does it have any self-generation resources. As such, there are no fuel purchases or power purchases
beyond the scope of the BGS auction and NUGs.

3. PJM Participation

As a New Jersey EDC, ACE acts as a PJM market participant. Several other Exelon businesses
play key PJM roles as well. These affiliates include other EDCs, and entities that provide
transmission, distribution and other related delivery services within PJM. Other affiliates provide
generating capacity and energy delivered by those Load Service Entities.

March 11, 2020 U/~ Page 35
The Liberty Consulting Group



Board of Public Utilities Final Report — Public Version Audit of Atlantic City Electric
State of New Jersey Power Supply and Market Conditions Docket No. EA17030297

Liberty examined how ACE, through its service company, PHISCo manages PJM-related issues.
We considered the ability to represent ACE customer interests within PJM, versus those of its
affiliates. This consideration has substantial importance, given the massive size of Exelon’s PJIM
generating portfolio and the number Exelon-owned affiliates.

The PJM stakeholder process affects the capacity and energy and the demand response markets
within PJM. There are 1,024 PJIM members, each designated into one of the following sectors:
Electric Distributor, End-Use Customer, Generation Owner, Other Supplier, and Transmission
Owner. Thirteen Exelon-owned entities operate as PJIM members, representing all but the End-
Use Customer sector. ACE is a member of the Electric Distributor sector. Exelon Business
Services is a voting member of PIM.

PJM uses 17 committees to manage planning and operation of the grid and related functions. PJIM
has designated the Members Committee (MC) and the Markets and Reliability Committee (MRC)
as “senior committees.” The MC offers guidance related to safe and reliable operation of the grid,
operation of a competitive power market, and preventing members from unduly influencing PJM
operations. The other PJM committees deal with specific areas, each is under the guidance of the
two senior committees. Of the non-senior committees, three operate as permanent “standing
committees.” These include the Market Implementation Committee (MIC), the Operating
Committee (OC), and the Planning Committee (PC). The other committees include:
e Audit Advisory Committee

e Enhanced Liaison Committee - Capacity Performance
e Finance Committee

e Liaison Committee

e Market Monitoring Unit — Advisory Committee

e Nominating Committee

e Security & Resilience Advisory Committee

e Subregional Regional Transmission Expansion Planning (RTEP) Committee - Mid-
Atlantic

e Subregional RTEP Committee - Southern

e Subregional RTEP Committee - Western

e Transmission Expansion Advisory Committee

e Transmission Owners Agreement-Administrative Committee.

ACE has membership on the Mid-Atlantic version of the Subregional RTEP Committees. The
chart in Appendix A displays the relationship among the committees that guide PJM’s operation.

4. Affiliate Electricity Sales to ACE

ACE does not own or operate any supply resources, but purchases its power supply through New
Jersey’s BGS Auction process. The BGS auction process serves as the principal forum for the
purchase of energy by the State’s EDCs, including ACE. The BGS process operates under a
statewide auction manager with oversight by a contractor working on behalf of the BPU.

March 11, 2020 U/~ Page 36
The Liberty Consulting Group



Board of Public Utilities Final Report — Public Version Audit of Atlantic City Electric
State of New Jersey Power Supply and Market Conditions Docket No. EA17030297

With the merger of Exelon and PHI, affiliates of ACE occupy very strong positions in the market
for electricity in which ACE must buy. The same is true in the Maryland and Delaware, where
Liberty provides auction oversight services to the public service commissions who oversee auction
processes. Exelon, through its Exelon Generation business, plays a large role in regional energy
production. A regular participant in the BGS Auction process, this ACE affiliate has had great
success in winning blocks of load to serve in New Jersey. We examined the history of ACE BGS
purchases and Exelon’s similar sales in other states.

New Jersey’s Electric Discount and Energy Competition Act of 1999 (EDECA) requires the
State’s EDCs to use a BGS process for power supply. Since 2002, the four (4) EDCs have used a
system run by an auction manager and overseen by a consultant to the BPU. The two auctions
performed provide for supply to the primary customer types:
e Basic Generation Service — Commercial and Industrial Energy Pricing (BGS-CIEP) for
larger customers

e Basic Generation Service Residential Small Commercial Pricing (BGS-RSCP) for smaller
customers (formerly known as Basic Generation Service Fixed-Price until 2015).

The Auction Manager handles the bulk of the responsibility for securing power supply for the
EDCs, including marketing the auction to prospective bidders, training and educating them, and
providing them with the customer data with which to perform pricing analyses. A web-based
bidding platform uses a Descending Clock Auction (DCA) approach to secure bids for serving
load for all EDCs. The process has produced robust bidder participation and a diverse group of
winners. Bid system security, key to ensuring auction integrity and even-handed competition
between affiliated and unaffiliated suppliers, falls under the responsibility of the Auction Manager.

C. Findings

1. NUG Contracts

ACE’s NUG contracts came into existence under the provisions of the Public Utility Regulatory
Policies Act of 1978 (PURPA). The Act has required utilities to purchase power from non-utility
generators through long-term, non-market-based bilateral contracts. Each NUG decides the level
of energy output produced by its facilities, and ACE system operations controls the dispatch of its
NUG purchases into PJM, the region’s system operator. The contracts entitle the NUGs to fixed
capacity prices and to energy prices tied to a coal price index. ACE pays NUGs a set contract price
for energy, which ACE then dispatches into PJM on a competitive basis, securing the day-ahead
and real-time locational marginal price (LMP).

The next table shows the pricing parameters associated with each of the three (3) NUG contracts
recently in effect. The table’s Logan and Chambers prices reflect September 2017 levels; the
DRMI prices reflect those effective at that agreement’s September 2016 termination. Logan and
Chambers remain in operation under contract.
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ACE NUG Contract Prices

Facility Energy $/MWh Capacity
On-Peak | Off-Peak | RTC | $/MW Day | $/MW
Logan B
Chambers| N | TN |
SVHE Bl . 1

Starwood Energy Group owns the 225 MW Logan coal-fired plant in Logan Township, NJ and the
262 MW coal-fired Chambers plant in Carney’s Point, NJ. Their contract capacity levels comprise
200 MW and 188 MW, respectively, totaling 388 MW. Each of these two (2) contracts terminate

in 2024. The ACE purchased power agreement for the DRMI 80 MW waste-to-energy facility
ended in September 2016.

2. NUG Purchase and Sale Amounts

Between January 2014 and September 2017, ACE’s NUG purchases declined significantly, with
NUG contribution to energy and to capacity falling over that period. NUG energy deliveries

dropped from 268,310 MWh in January 2014 to 93,800 MWh in in September 2017 - - producing
a 65 percent decline. The next chart shows the energy decline graphically.

ACE NUG Purchases/Sales (MWh)

NUG Energy Purchases/Sales (MWh)
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Falling energy output caused a corresponding decline in NUG energy purchase costs as well. The

next illustration charts the fall 74 percent drop (from $18.5 to $4.8 million) from January 2014 to
September 2017.
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ACE NUG Energy Purchase Cost (3$)

NUG Energy Purchases ($)
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The equivalent price paid to the NUGs per MWh declined by 25 percent over this period, as the

next chart shows. Thus, energy purchase costs have actually fallen more than their volumes have
over this period (volume by 65 percent and costs by 74 percent).

ACE NUG Energy Purchase Average Unit Cost ($/MWh)

NUG Average Energy Cost ($/MWh)
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Unlike energy costs under the NUG contracts, capacity costs do not vary with the energy produced
and sold to ACE. The contracts require fixed capacity payments, subject only to availability of the
units, not their production levels. The next chart displays capacity payments.
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ACE NUG Capacity Purchases Cost ($)
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Figure 4 makes clear two key elements of capacity payments - - overall magnitude and monthly
variability. Before DRMI’s September 2016 PPA end, it provided capacity seasonally each year -

- June through September (summer) and December through February (winter). The other two NUG
sources provided capacity year-round.

ACE’s sale of what it acquires from the NUGs has produced substantially less than its costs. The
only market available, PJM’s day-ahead and real-time energy market, offers far less than the over-

market payments ACE must make under the NUG contracts. The next chart compares ACE’s NUG
costs per MWh to the real-time energy price in PJM’s AECO zone.

ACE NUG Energy Cost vs. Average Market Prices ($/MWh)
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ACE’s NUG cost almost always exceeds PJM’s AECO zone real-time price, and does so by a
substantial margin. Over the period depicted in the preceding chart, the average NUG cost of

$55.41/MWh compared to a round-the-clock (RTC) AECO real-time price of $34.34/MWh. The
difference has produced a 61 percent over wholesale market prices.
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The next chart shows actual revenue from the sale of NUG energy into PJIM. As expected, it
declined with purchases, because the volume of energy from NUGs bought and sold are identical.

The chart following the next one shows average prices ($/MWh) for sales by ACE of energy
purchased from NUGs.

ACE NUG Energy Sales Revenue ($)
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The next chart plots ACE’s sale price for the NUG energy against the unit cost of the preceding
figure. It illustrates the high premium associated with NUG energy. Over the course of the period

shown, NUG purchased costs exceeded NUG sales prices by 22 percent, producing a loss of $63
million over this period, displayed in the second following chart.
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Generally, therefore, energy from ACE’s NUGs produces losses, except for the four months the
preceding chart shows as producing profitable resales by ACE. The three profitable months in
early 2014 resulted directly from the 2014 polar vortex, whose extreme low temperatures strained

PJM resources, and produced high gas and power prices. The next year the market produced an
extreme spike as well - - in February 2015.

In addition to the out-of-market energy volumes from the NUGs, capacity payments have also
proven a substantial cost burden for ACE. The next figure displays revenues from ACE sales of
NUG capacity in the market, comparing them to ACE costs for that capacity, paid to the NUGs.
Capacity payments to the NUGs totaled $411 million over this period, compared to just $105

million in revenues. This 290 percent premium resulted in above-market capacity payments by
ACE of $305 million.
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3. NUG Pricing Validation

The only substantial control ACE has over NUG transactions lies in its audits of their invoices
through Quarterly NUG Control Reports. ACE validates NUG invoices quarterly. These invoices
cover the total cost of power supply, including energy and capacity payments. The process
recalculates the NUG invoices to confirm and verify the invoiced amounts before payment and
consists of the following steps:

e Collect supplier invoices

e Verify invoice amounts equal NUG bills

e Verify correct application of calculations

e Verify that proper approvals were obtained.
These straightforward steps provide a ready means for validating NUG contract payments.

4. NUG Contract Mitigation

The above-market pricing of NUG capacity and energy cost ACE a substantial amount of money.
That cost amounted to about $368 million in above-market payments over the period of January
2014 through September 2017 ($305 million for capacity and $63 million for energy). We inquired
into efforts to mitigate costs through negotiations with the NUG contract holders.

Management approached them in 2016 to discuss changes that might reduce above-market
payments. Recognizing substantial moves by the U.S. Environmental Protection Agency (EPA)
toward elimination of coal-fired plants through increasingly strict emissions constraints, including
greenhouse gas regulation beginning in 2020, management thought that owners of coal-fired NUG
facilities might consider changes to their contracts to address that risk. However, the 2016 elections
produced results favorable to coal generation owners, and talks of contract mitigation ended
unsuccessfully. Since 2016, no other efforts have been made to mitigate the NUG contracts,
through the completion of our audit field work. Management’s comments on a draft of this report,
however, cited continuing discussions (addressed in quarterly NUG update reports filed by ACE
with the BPU), beginning in 2018, regarding the Chambers and Logan PPAs.
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5. New Jersey’s BGS Auction Process

All New Jersey EDCs have used a standardized process for procuring BGS supply since 2002. The
BGS process employs a statewide auction, conducted each February, to procure needs for serving
BGS customers. BGS service is available to retail customers who do not choose to take service
from a third-party supplier or competitive retailer. Concurrently-run, but separate annual auctions
procure supply for larger customers (BGS-CIEP) and for smaller customers (BGS-RSCP).

A third party manages New Jersey’s BGS auction process. The process takes place over the course
of several days each February, and incorporates a sophisticated descending clock auction (DCA)
approach. Ina DCA, suppliers compete to win blocks of load by agreeing to serve at a given price,
which descends in subsequent rounds. As the price declines, suppliers drop out of the competition
until the blocks offered by suppliers match the blocks required by the EDCs. This approach
fundamentally differs from the sealed, single bid approach used in many jurisdictions. Under that
approach suppliers must offer their best price without the pricing information disclosed by multiple
round bidding. The DCA concept is designed to spur competition between suppliers to lower the
winning block prices. The auction itself takes place only once per year over several days, but the
overall process of NJ’s BGS comprises a year-round endeavor. The costs of administering such a
process can be substantially more than costs for administering less sophisticated sealed bid
auctions. Those costs are added to the supplier costs ultimately borne by the EDCs’ BGS
customers. EDCs are invoiced by the suppliers monthly.

The BGS power supply is for full requirements, that is, to supply all of the power for the BGS
load. Therefore, ACE requires no other power supply to serve its retail load. Supply procured for
all classes being served by BGS comes under all-in supply pricing. It consists of energy, capacity,
ancillary services, renewable energy certificates (RECs), losses and transmission service to the
AECO zone. The next chart displays the volume of energy procured through the BGS auctions for
service to ACE’s retail customers.

ACE BGS Supply (MWh)
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The required quantity of BGS supply, as expected, reaches its peak in the summer months, along
with ACE load served. This pattern reflects normal circumstances for combined residential and
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commercial load. The next figure shows the actual cost of this supply, based on the BGS prices
achieved at auction. The costs mirror the volumes shown in the preceding chart.

ACE BGS Supply Cost (%)
BGS Supply Cost ($)
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The following chart compares AECO zone market prices with the average prices paid for supply
from the BGS auction. The results provide a general scale for the energy component of BGS
supply, and show the relative stability of energy market prices over the period (polar vortex
impacts notwithstanding). BGS supply includes energy, capacity, ancillary services, RECs,
transmission costs, and losses, which account for the difference between the two lines.

ACE BGS Total Supply Price vs. AECO Locational Marginal Price ($/MWh)
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6. Quarterly BGS Control Report

Each quarter, ACE validates BGS invoices. These invoices cover the comprehensive cost of power
supply to serve ACE’s BGS retail customers. The process recalculates the BGS invoices to confirm
and verify the invoiced amounts before payment and consists of the following steps:

Collect supplier invoices

Verify that the calculations match the invoice and supporting documents

Verify all calculations for all suppliers are correct

Verify that proper approvals were obtained.
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The process is audited by PricewaterhouseCoopers (PWC), and serves the purpose of validating
the invoices for BGS supply.

7. Customer Choice and Third Party Suppliers

Customers who opt out of ACE’s BGS do so by signing up with a third party supplier (TPS) for
generation service. As displayed in Table 2, between 2014 and 2016, the number of customers
opting for a TPS grew by eight (8) percent, from 88,411 to 95,369. This growth was driven
exclusively by residential TPS adopters, which increased by 8,351. The other classes lost
customers.

ACE TPS Customers

Customers
Type 2014 2015 2016 Avg Delta Delta %
Commercial 20,296 18,762 19,282 19,447 (1,014) -5.0%
Direct Distribution 545 522 529 532 (16) -2.9%
Industrial 99 98 100 99 1 1.0%
Residential 65,677 56,793 74,028 65,499 8,351 12.7%
Streetlighting 1,754 1,363 1,397 1,505 (357) -20.4%
Transmission 40 41 33 38 ) -17.5%
Total 88,411 77,579 95,369 87,120 6,958 7.9%

Most large commercial and industrial users have already moved to retail marketers. Remaining
competition focuses on retail customers who consume less energy on average. Despite the growth
in total customers choosing a TPS, the total MWh served by a TPS declined by a substantial 10.2
percent, as displayed in the next table. Energy use per TPS customer declined as well, as shown in
the table following that.

ACE TPS Energy

MWh

Type 2014 2015 2016 Avg Delta Delta %
Commercial 2,397,359 [ 2,361,093 | 2,393,785 | 2,384,079 (3,573) -0.1%
Direct Distribution 13,384 13,577 13,578 13,513 194 1.5%
Industrial 563,389 610,623 597,613 590,542 34,223 6.1%
Residential 748,202 624,666 629,542 667,470 (118,661) -15.9%
Streetlighting 50,150 45,233 45,427 46,937 (4,724) -9.4%
Transmission 999,242 707,280 603,566 770,029 (395,675) -39.6%
Total 4,771,726 | 4,362,473 | 4,283,511 | 4,472,570 (488,215) -10.2%

ACE TPS MWH per Customer
MWH/Customer

Type 2014 2015 2016 Avg Delta Delta %
Commercial 118 126 124 123 6 5.1%
Direct Distribution 25 26 26 25 1 4.5%
Industrial 5,691 6,231 5,976 5,966 285 5.0%
Residential 11 11 9 10 ®3) -25.4%
Streetlighting 29 33 33 31 4 13.7%
Transmission 24,981 17,251 18,290 20,174 (6,691) -26.8%
Total 30,855 23,678 24,457 26,330 (6,398) -20.7%

Interestingly, the number of TPS companies competing for retail energy customers in the ACE
service territory grew 16 percent, from 56 to 65.

U/~
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The next two figures show the makeup of TPS customers by customer class, in terms of both
customer counts and the MWhs of energy that they represent. Figure 13 show that the majority of
customers who switch are residential, making up 75 percent. Commercial customers make up
another 22 percent, and the other 2 percent of TPS customers are all others. The majority (53
percent) of TPS energy served is from the commercial class, with almost equal parts from the
residential, industrial, and transmission service classes.

Average TPS Customers (2014-2016)
2,174

19,447

65,499

® Residential ®m Commercial ™ All Others

TPS MWh by Customer Class (2014-2016)

770,029
46,937
667,470 2,384,079
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13,513

® Commercial ® Direct Distribution

# Industrial M Residential

M Streetlighting M Transmission

These relative shares are largely driven by the actual number of customers and their load size
within each class. A more insightful way to examine switching from BGS to TPS supply is to look
at the percentage of customers in each class that choose to switch. Figure 15 displays the
percentage of customers switching to TPS supply by month for residential and the combined
commercial and industrial (C&I) classes. As expected, a substantially higher percentage of C&l
customers choose a TPS. Over this period, an average of 13.6 percent of the residential customers
switched suppliers, as compared to 32 percent for C&I customers.
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Switching by Customer Count
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We also examined the percent of load that switched to a TPS. We found a significant difference
for the C&lI class. The next figure shows that nearly 70 percent of the eligible load from the C&l
class switched. This indicates that, as expected, the larger loads were more likely to switch and
had already been picked up by TPS providers. 14.3 percent of the residential load chose a TPS,
only slightly higher than the number of residential accounts that switched. This is expected as there
is less variance in energy use across the residential class as compared to C&I customers.

Switching by Customer Load

TPS Load as a Percentage of Eligible Load
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8. Organization

Responsibility for power supply and related functions reside at PHISCo, which provides support
services to ACE and PHI’s other EDCs - - DPL and Pepco. The Director of Energy Acquisition
leads the power supply functions, under the Vice President of Regulatory Policy & Strategy. In
addition to the Energy Acquisition group, Regulatory Policy & Strategy also includes functions
residing under directors of Regulatory Services, Regulatory Services & Revenue Policy, and
Pricing & Regulatory Services.
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The Energy Acquisition group accounts for 37 of the Regulatory Policy & Strategy organization’s
roughly 101 FTEs. Below the director, 35 FTEs divide among groups under managers of Load
Analytics (14), Energy Supply Services (4), and Energy Acquisition Operations (17). The key
components of power supply relevant to ACE fall under the two managers of Energy Acquisition
Operations.

Energy Acquisition provides a wide variety of services beyond those supporting ACE. For ACE,
it plays a key role in administration of the NJ BGS Auction process, which is one of the most
sophisticated Standard Offer Service auctions performed in the country. For DPL Delaware, it
oversees a much more straightforward, third-party auction platform. For both Pepco operations
(Maryland and DC), it oversees a more basic yet somewhat human resource-intensive sealed bid
approach. Overall, the organization appropriately provides energy supply support services to its
internal EDC customers, avoiding replication of resources that can be leveraged best and most
economically to serve all EDCs.

9. Fuels Management

This section addresses RFP Task 3.2.9.D. New Jersey EDCs have participated in a BGS auction
process for supply since 2002. The process employs a statewide auction, conducted each February,
to procure needs for serving BGS customers. BGS service is available to retail customers who do
not choose to take service from a third-party supplier or competitive retailer. A third party manages
New Jersey’s BGS auction process. ACE has no power generation and therefor has no
organizations or activities performing fuels management for use in generation.

10. Pooling, Interchange, and Economic Dispatch

This section addresses RFP Task 3.2.9.E. ACE does not participate in pooling, interchange, or
economic dispatch, given the operation of the BGS auction process for supply since 2002. ACE
does, however, audit invoices associated with BGS supply and NUG contracts. A Quarterly BGS
Control Report validates BGS invoices. These invoices cover the comprehensive cost of power
supply to serve ACE’s BGS retail customers. The process recalculates the BGS invoices to confirm
and verify the invoiced amounts before payment. The process is audited by PWC, and serves the
purpose of validating the invoices for BGS supply.

Likewise, NUG transactions are validated through Quarterly NUG Control Reports. The invoices
cover the total cost of power supply, including energy and capacity payments to NUGs. The
process recalculates the NUG invoices to confirm and verify the invoiced amounts before payment.

11. Affiliate Pricing of Goods and Services

Affiliate rules and regulations, the company’s Cost Allocation Manual (CAM), and other
governing documentation provide rules for costing outside purchases and sales involving affiliates.
The company’s pricing and costing policy between affiliates is subject to oversight by the state
regulatory commission (NJ BPU) and the Federal Energy Regulatory Commission (FERC). The
pricing requirements for transfer of services between ACE and other affiliates or purchased for
sale on the open market by ACE must be priced at no less than the fair market value; transfers of
services between a competitive affiliate company to ACE purchased for sale on the open market
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by the competitive affiliate company must be priced at no more than the fair market value. The
determination of whether affiliate goods and service pricing has been discriminatory or above
market rates associated with PHISCo and EBSC services to and from affiliates is discussed in
Chapter IV, Cost Allocation Methods. We asked the company if there were purchases by ACE
outside of the BGS auction process for 2014 through 2017. The company responded there were no
energy and capacity purchases made by ACE outside the BGS auction process for those years.
However, the company did state that there were purchases made by ACE based on contracts with
NUGs. The purchases of NUGs are addressed and discussed in Chapter X1V, Accounting and
Property Records.

12. Cost Allocation among Customer Classes

ACE’s Purchase Power Agreements (PPAs) comprise contracts under which ACE purchases
power in the open market with NUGs. Management stated that all ACE electricity costs outside
the BGS process are incurred through ACE’s NJBPU-approved PPAs with NUGs. ACE recovers
NUG costs through a tariff rider, Non-Utility Generation Charge (NGC). This rider provides for
the recovery of the costs above the market payments. The market payments are defined as the PPA
payments made by the company, less the revenue received from the sale of NUG energy and
capacity in the open market such as the PJM which is the Mid-Atlantic region power pool.

The market payments made costs are allocated to the customer classes when the NGC rate filing
is completed each year. The market payments are adjusted for any over or under recovery
(revenues-costs) of cost true-up from the prior year. Additionally, the invoices received from the
wholesale suppliers to ACE for the purchased costs for Basic Generation Services are segregated
into RSCP and CIEP customer invoices. However, when the BGS Reconciliation rates are filed,
the net over or under recovery costs are allocated to each rate class for the RSCP and CIEP rate
categories. Since these costs are in total, the costs need to be allocated to the different customer
rate classes to determine the rate to charge each class of customer. The company provided the
following process used to allocate costs to the customer classes:

The costs are allocated based on forecasted sales for the rate recovery period.
The forecasted sales are grossed up for the applicable rate class categories
line loss factor. Each rate class’ allocated factor of the costs is calculated by

taking the applicable calculated sales over the total sales for all classes for the
applicable rate recovery period. The costs are then allocated by these factors

to develop the NGC rate that will be charged to each customer class.

We secured from management work papers showing costs allocated among customer classes. We
reviewed and analyzed the allocation of costs settlement worksheets and calculations provided.

Management uses no documented procedures to support the allocation of purchase costs among
customer classes, but the allocation calculation used to allocate costs to customer classes forms
part of ACE’s annual NGC reconciliation and update filing with the NJBPU. Management noted
that any rate adjustments and supporting calculations proposed in the annual filings are reviewed
and approved by the NJBPU. The NJBPU reviews the process used to allocate costs to customer
classes, and approves or disapproves the rates during the rate filing review. We found the process
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used to allocate costs to customer classes appropriate. We reviewed the NJBPU Orders finalizing
ACE’s 2014, 2015, 2016 and 2017 NGC rates.

13. PJM Participation

a. PJM Committee Interface Procedures

Exelon’s PJIM Committee Interface Procedures lay out specific guidelines for participation in the
many PJM committees. The document outlines a “coordination and communication protocol”
between Exelon and PJM. The process is ostensibly designed to ensure that Exelon’s positions
reflect input from the appropriate affected stakeholders within Exelon. It also lays out guidelines
for ensuring that Exelon’s representatives on PJM committees remain well informed and prepared
for their roles.

Section 1.2.1 sets forth the key provision affecting ACE input. It provides that, “Positions on issues
affecting Exelon’s interests are properly developed with input from affected internal stakeholders
and are effectively advocated at PIM meetings.” This interface procedure element allows for ACE
input, but makes clear that Exelon develops a single, Exelon position. Therefore, in cases where
ACE or PHISCo provides (or has the ability to do so) has opposing views, they may not come
before the PJIM committee involved. However, this approach does parallel PJIM membership
voting rights, which give only the parent company a vote. Subsidiaries like ACE or PHI are non-
voting affiliate members of PJM.

Each PJIM committee includes an Exelon representative. Exelon has also assigned to each an
Exelon Internal Team Lead charged with internal review of committee undertakings and
channeling communications on PJM issues. A PJM Issues Council (PIC) SharePoint repository
houses documents related to each task or committee endeavor.

Representatives of the MC and MRC and other employees from the array of Exelon affiliates in
PJM form a Tariff Review Team. This team provides representation of ACE on key PJM issues.
The process falls under the Transmission Strategy and Compliance organization. Exelon also lays
out guidelines for external communications related to PJM initiatives. Procedures cover guidelines
for external communications and ensure compliance with PJM’s Code of Conduct for committee
participation. Ultimately, Committee Representatives support a united Exelon position.

b. ACE Representation on PJM Committees

With over 40 committees, task forces, and other groups in PJM, Exelon employees play a role in
many facets of PJM. However, we found notable that ACE-level employees serve as
representatives on no full committees but rather on only three lower-level subcommittees: the
Relay Testing, System Restoration Coordinators, and Transmission and Substation. While
important, these assignments highlight the limits of ACE involvement in higher-level committees.

Exelon’s PJIM Committee Interface Procedures set a policy of including all internal stakeholder
inpu