PROCEDURAL HISTORY

On April 30, 1997 the Board of Public Utilities (“Board” or “BPU”) issued an Order
adopting and releasing its Find Report on dectric industry restructuring entitled “Restructuring the
Electric Power Industry in New Jersey Findings and Recommendations’ (“Fina Report”). The
Find Report set forth the Board's gods and requirements for the deregulation of the generation
segment of the traditiond eectric utility monopoly. The god was to deregulate generation and
increase competition in both retail and wholesde markets in order to (1) reduce eectric rates for al
ratepayers, (2) expand choices of services and products for dl consumers, and (3) foster
competition. The Find Report required the four dectric utilities to make three restructuring filings
by July 15, 1997: (1) a stranded codts filing; (2) a rate unbundling filing; and (3) a filing addressng
functiond restructuring and other important policy issues.

In mid-September 1998, the New Jersey Legidature introduced comprehensive legidation
that restructured the monopoly dectric and natural gas industries in the State.  Two identicd hills,
Senate Bill 5 (S-5) and Assembly Bill 10 (A-10), drafted by the BPU, contemplated full retall
competition by mid-1999 and 5% rate reductions for al eectric utility customers by August 1999
with a 10% rate reduction by August 2002.

After extendve legidative hearings which continued through the end of 1998, and review
of severd revised verdons of the hill, PL. 1999, C. 23, the Electric Discount and Energy
Competition Act (“Act” or “EDECA”)* was signed into law on February 9, 1999.

As required by the Find Report, the four utilities filed restructuring filings in July 1997 and,
as a reault of those proceedings, the Board issued a Find Decision and Order approving Jersey

Centrd Power & Light Company’s (“JCP&L” or “Company”) unbundled rates into their various

! Later codified asN.J.SA. 48:3-49 et seq.



components pursuant to EDECA induding the establishment of separate ddivery charges as wdl
as a non-bypassable Market Trangtion Charge (“MTC”) and a non-bypassable Societal Benefits
Charge (“SBC”). Inthe Matter of Jersey Central Power & Light Company d/b/a GPU Energy- Rate
Unbundling, Sranded Costs, and Restructuring Filings, Fina Decison and Order, BPU Docket
Nos. EO97070458, EO97070459, and EO97070460, (Order Dated March 7, 2001) (“Fina Order”).

On March 13, 2002, JCP&L filed a petition with the Board for a review of al actuad and
projected costs and expenditures incurred and to be incurred by JCP&L relating to environmental
remediation of its former manufactured gas plant (*MPG”) dtes. I/M/O JCP&L For Review and
Approval of Costs Incurred for Environmental Remediation of Manufactured Gas Plant Stes and
For an Increasein the Remediation Adjustment Clauses of itsFiled Tariff in Connection Therewith,
BPU Dkt. No. ER02030173 (“2002 RAC").

On dly 17, 2002, JCP&L filed a petition seeking a declaratory ruling by the Board
confirming the prudency and recoverability in customer rates of costs incurred in connection with
the State-mandated consumer education program. 1/M/O Consumer Education Program on Electric
Rate Discounts and Energy Competition, BPU Dkt. No. ER02070417 (*2002 CED”). The costs
deemed prudent by the Board in the CED filing will be incorporated as part of JCP&L’'s Societa
Benefits Charge.

Pursuant to the Board's directive in the Final Order, JCP&L filed two petitions with the
Board on Augugt 1, 2002. The Company was seeking approval of proposed changes to its
unbundled rate schedules (“2002 Rates Hling”) and costs rdaing to its respective deferred balances,
induding their MTC, SBC and recovery of above-market Non-Utility Generator (“NUG”) expenses.
(“2002 Deferred Baances Hling’) The Company filed two recovery dternatives, a pro forma

increase in revenues of $153 million or gpproximatey 7.8% if the proposed deferred balance is



securitized and recovered over 15 years or $279 million or approximately 14.3% if the proposed
deferred balance is recovered over four years.

In support of its base rate and deferred baances cases, the Company filed the tesimony of
Michad J. Flippone (Overview of the Rates and Deferred Baances Filings), Richard F. Preiss
(Revenue Requirement), Thomas C. Navin (Capital Structure), Roger A. Morin (Return on Equity),
Mark A. Hayden (Cost of Service/Class Allocation), Sdly J. Cheong (Rate Design/Tariff Issues),
Paulette R. Chatman (Service Company Rdaionships, Charges and Allocations), Stacey L. Kaplan
(Incentive Compensation), Michael J. Swartz (Lead/Lag Study), Lawrence E. Sweeney (Capita
Additions), Susan D. Marano (MTC Deferred Baance Accounting/Ratemaking), Charles A. Mascari
(Basc Generation Strategy and Approach Cost of Providing BGS Service), and Dean W. Stathis (
Basic Generation Strategy and Approach Cost of Providing BGS Service)

Included with the 2002 Rate filing and 2002 Deferred Baances filing, was a motion to
consolidate the 2002 RAC and 2002 CED dockets. JCP&L contended that the RAC and CED
dockets involve the review and approval of costs associated with the deferred balances. The motion
requested that dl four proceedings be consolidated for the purposes of conducting public and
evidentiary hearings.

The four cases were forwarded to the Office of Adminidtrative Law (*OAL”) on August 22,
2002 as a contested matter and assgned to the Honorable Irene Jones Adminidrative Law Judge,
(“ALJ Jones’). A joint pre-hearing conference was held before ALJ Jones on October 31, 2002 and
a Pre-hearing Order consolidating the increase in base rates and approva of deferred balances
relating to its MTC and SBC for plenary hearings a the OAL was entered on December 5, 2002.
In a separate Order issued on the same date, ALJ Jones set plenary hearing dates for 2002 RAC. In
accordance with schedule set forth in the Pre-hearing Orders, consolidated public hearings were held

in Toms River and Manaapan on December 10, 2002 and Morrisown on January 6, 2003,
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repectively.  Additiond public hearings were held in Freehold Township and Toms River on March
13 and Morristown on March 21, 2003.

In addition to the Company, the parties to this proceeding are the Staff of the Board (“Staff”),
the New Jersey Dividon of the Ratepayer Advocate (“Ratepayer Advocate’) and severa other
parties. New Jersey Independent Energy Users Associates (“NJEU”) Green Mountain Energy
Corporation (“Green Mountain”), Co-Sted-Sayreville (“Co-Sted”)?, United States Department of
Defense and Other Federa Executive Agencies (“DOD/FEA”), New Jersey Commercid Users
(“NJCU") and New Jersey Trandt Corporation (*NJ Trangt”) were granted intervenor status. Public
Service Electric and Gas Company (“PSE&G’); PPL Energy Plus, LLC (“PPL”) and Rockland
Electric Company (“RECQO”) were granted participant status.

The Direct Tedimony of Richard LelLash (RAC Issues) was filed on behaf of the Ratepayer
on December 13, 2002. On December 20, 2002, the Ratepayer Advocate filed the Direct
Tegtimonies of David Peterson (Revenue Requirements), Basil Copeland (Return on Equity), John
Stutz (Rate Desgn/Taiff Issues), Barbara Alexander (Service Qudity Rdiability), Peter Lanzalotta
(Enginesering Rdiability), Michad J Magoros (Depreciation Expenss), Paul Chernick (Basic
Generation Service Allocation), James A. Rothschild (Securitization) and David Nichols (Demand
Side Management). On the same day, intervenors NJCU filed the Direct Testimony of Dr. Dennis
Goins, DOD/FEA filed the Direct Testimony of Kenneth L. Kincd, Co-Sted Raritan, Inc. filed the
Direct Tesimony of Howard Gorman and Darren MacDonad. Intervenor NJ Trangt filed the Direct
Testimony of Theodore S. Lee on February 5, 2003.

On January 24, 2003, the Company filed Rebuttd Testimonies of Michael J. Filippone,

Richard F. Preiss, Thomas C. Navin, Roger A. Moarin, Mark A. Hayden, Sdly J. Cheong, Paulette

2 On October 23, 2002, Co-Stedl Inc officially merged with the North American operations of Gerdau, SA
and changed its name to Gerdau Ameri Steel Corp. throughout these proceedings the Company continued to be
referred to as Co-Steel. CS-3.



R. Chatman, Stacey L. Kaplan, Michagl J. Swartz, Lawrence Sweeney, Charles A. Mascari, Dean
W. Stathis, Christopher Siebens, Timathy H. Schad, Lewis F. Petty and Frank Graves. On February
28, 2003, JCP& L filed updated the schedules of severa testimonies to reflect actual data for the test
year ending December 31, 2002.

In compliance with the Board's directive at the Agenda Meeting held on July 23, 2002, a
letter was sent from the Divison of Audits and Divison of Energy pursuant to N.J.SA. 48:2-16.4
requesting bids from auditors/consultants to initiate management audits on each of the four New
Jersey investor-owned dectric utility companies.  The auditors were to focus on the restructuring-
related deferred balances of dectric utilities  The firms of Mitchdl & Titus LLP (“M&T”) and
Barrington-Wedledey Group (“BWG’) were hired to assst with the review of JCP&L. Pursuant to
the Board' s letter, the audit reports were to be transferred to the OAL on January 15, 2003. By letter
dated March 18, 2003, a copy of the auditors report was transferred from the Board to ALJ Jones
and copies were provided to the parties in the proceeding.

Evidentiary hearings were held at the OAL on February 13, 14, 20, 21, 25, 26, 27, and March
3,4,5,6,7, 11, 12, 14, 17, 18, 19, 2003. On April 15, 2003, AL J Joneshed a settlement conference
with the parties to discuss possible settlement issues regarding the 2002 RAC. Evidentiary hearings
relating to the audit were held on April 28, 2003, a which time representatives from the audit firms
were cross examined.

During a conference cal on April 2, 2003 with the parties and ALJ Jones, the briefing

schedule was set. Initid briefs are due on May 2, 2003, and reply briefs are due on May 16, 2003.



POINT I. COST OF CAPITAL

YOUR HONOR AND THE BOARD SHOULD ADOPT AN
OVERALL RATE OF RETURN OF 816% FOR THE
COMPANY, REFLECTING A CONSOLIDATED CAPITAL
STRUCTURE, AN ESTIMATED 9.5% RETURN ON EQUITY
BASED ON AN ANALYSISOF COMPARABLE COMPANIES,
AND A 35 BASIS POINT ADJUSTMENT FOR THE
UNUSUALLY LOW EQUITY RATIO IN THE
CONSOLIDATED CAPITAL STRUCTURE.
A. Capital Structure

1 Overview

Regulated companies such as JCP&L typicdly have utilized three sources of capital to
cgpitdize ther utility assets: common stock, preferred stock, and long-term debt. R-41, p. 8. The
rate of return for a regulated utility is usudly based on the costs of each of the individual sources
of cgpitd, weighted by the proportion each component represents in the overal capita structure.
Id. The costs of JCP&L’s long-term debt and preferred stock can be directly measured from the
interest rate and related costs on various issuances of debt and preferred stock, and are not a subject
of controversy. The issues to be determined by Your Honor and the Board are (1) the proper capita
structure for ratemaking purposes, and (2) JCP&L’s cost of common equity.

JCP&L is proposing to use a modified “stand-alone” capital structure and a 12 percent return
on common equity, resulting in a proposed overdl rate of return of 9.89%. JC-5, p. 8-9, 12; JC-6,
p. 4. This proposal substantially exaggerates JCP&L’s actual cost of capital. The proposed “ stand-
adone’ capita structure deprives ratepayers of the benefits of the lower capital cost of the $4.5
billion in long-term debt issued by JCP&L’'s parent, FirstEnergy Corporation (“FrstEnergy”), to
finance the GPU Energy (“GPU”)-FirsEnergy merger. I/M/O the Joint Petition of FirstEnergy
Corp. and Jersey Central Power & Light Company, d/b/a/ GPU Energy, for Approval of a Change

in Ownership and Acquisition of Control of a New Jersey Public Utility and Other Relief, BPU
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Docket No. EM00110870, (Order dated Oct. 9, 2001) (“ Merger Order”) a p. 22 The proposed
12.0% return on common equity is based on methodologies that substantially overstate the
Company’s actua cost of capitd. The unreasonableness of this result is readily apparent when one
consders that the Company’s proposed return on equity is only 20 basis points lower than the 12.2%
return alowed by the Board in the Company’s last base rate case in 1993, when interest rates were
subgtantialy higher than today. 1/M/O Petition of Jersey Central Power & Light Co for Approval
of Base Tariff and Charges for Electric Service and Other Tariff Revisions, BRC Docket No.
ER91121820J, Fina Decison and Order Accepting in Part and Modifying in Part Initial Decision,
appended Initia Decision at p. 64 (June 15, 1993).

Ratepayer Advocate witness Basil Copeland has properly determined Company’s cost of
capital usng a consolidated financid structure, and a cost of equity capital based on a combination
of correctly applied methodologies. Based on Mr. Copeland’s andysis, the Ratepayer Advocate is
recommending a return on common equity of 9.5% plus an upward adjustment of 35 basis points
to compensate shareholders for the risks inherent in FirsEnergy’s highly leveraged capital structure.
The overdl rate of return, usng FirstEnergy’ s consolidated financia structure, is 8.16%.

The Ratepayer Advocate's recommendations are condgtent with the Board's recent
expression of policy with regard to rate of return in its March 6, 2002 decision in the Unbundled
Network Element proceeding, 1/M/O the Board's Review of Unbundled Network Elements Rates,
Terms and Conditions of Bell-Atlantic-New Jersey, Inc., BPU Docket No. TO00060356, Decision
and Order (March 6, 2002) (cited hereingfter as the UNE Decision), R-44. In that decison, the
Board adopted the Ratepayer Advocate's proposed consolidated capita structure for Verizon New
Jersey, as wdl as the Ratepayer Advocate's proposed 10% return on equity, based on methodologies

amilar to those presented by the Ratepayer Advocate’ switness in this proceeding. 1d., p. 39.



The Ratepayer Advocate' s recommended rate of return is reasonable and congstent with the
Board's policy. For the reasons explained in detail below, Your Honor and the Board should adopt
the Ratepayer Advocate' s recommended rate of return and regject the inflated proposals presented
by JCP&L.

2. JCP&L’s Overall Rate of Return Should be Based on a

Consolidated Capital Structure, Rather Than the Hypothetical
Capital Structure Proposed by JCP&L. The Ratepayer
Advocate's Proposed Consolidated Capital Structure Fairly

Balances the Interest of Ratepayers and Shareholders, and is
Consistent With the Board’s Recent UNE Decision.

JCP&L is proposing to determine an overdl rate of return based on the capitd structure of
JCP& L, with two adjustments to reverse certain accounting impacts of the GPU-FirsEnergy merger.
Your Honor and the Board should adopt instead a consolidated capita structure, which passes on
to ratepayers the lower capitd costs of the debt issued to finance the GPU-FirstEnergy merger.

As explained in Mr. Copeland's prefiled direct tesimony, FirstEnergy financed the GPU
merger by issuiing $4.5 hillion of long-term debt, with an average weighted cost of about 6.5%. R-
41, p. 5. None of this low-cost debt is reflected in the stand-alone capitd structure proposed by
Company witness Thomas Navin. Instead, Mr. Navin is proposng to “unwind” the effects on
JCP&L’s capitd structure of the purchase accounting associated with the GPU-FirstEnergy merger.
JC-5, p. 8. JCP&L'’s capitdization was increased by approximately $1.6 hillion, primarily due to
induding goodwill as an asset on the Company’s balance sheet and reflecting an associated increase
in common equity. Id., p. 5. This adjusment would remove from the Company’s capita dructure
$1.820 million in common equity, $4 million in preferred stock and preferred securities, and $31
million in long-term debt. 1d., p. 8.

While Mr. Navin's reversa of these accounting adjusments has the salutary effect of
lowering JCP& L’ s equity ratio, it is only a haf-hearted measure. It does not actudly recognize the

debt used to finance the merger, or pass the lower costs associated with this debt dong to ratepayers.
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A consolidated capital structure, as proposed by the Ratepayer Advocate, includes this debt and
recognizes its lower costs for the benefit of ratepayers. R-41, p. 5.

A further reason for adopting a consolidated capital structure is that FirsEnergy’s capita
gructure is not easily manipulated. FirstEnergy’s capita Structure is an actua capital structure
resulting from arms-length transactions in the capita market. JCP&L’s capitd structure, by contrast,
is dictated by its corporate parent. The types of manipulation that can result are readily apparent
from FrgEnergy’s use of the $4.0 billion in low-cost debt associated with the GPU merger. Of this
amount, $1.5 hillion was used to pay short-term indebtedness of GPU and its subsidiaries. R-47.
This is a common use of long-term debt, and JCP&L ratepayers should receive the benefit. R-42,
p. 3.

Ancther $2.2 hillion was used to finance the cash pad to the holders of GPU common stock,
effectivdy trandating equity into debt. JCP&L’s proposed “stand aone’ capital structure would
effectively treat this amount as equity. R-47; R-42, p. 3. As Mr. Copdand explained in his
surrebuttal testimony, this is the type of corporate “shdl game’ that the Public Utility Holding
Company Act (“PUHCA") is supposed to prevent. Id. FrgEnergy has achieved technicad
compliance with PUHCA by assuming the risk of this debt at the parent level—but this does not
change the fundamentd reslity that the GPU common stock has been “cashed out” and replaced with
debt. If JCP&L is permitted to use its proposed “dand don€’ capitd structure FrsEnergy’s
shareholders will earn an equity return on low cost debt. R-42, p. 2-3.

Given FirgEnergy’s control of JCP&L'’s financid structure, it is reasonable to assume that
JCP&L’s percentage of equity actudly finendng JCP&L’s utility operations is no higher that the
percentage of equity finandng the consolidated companies. This is a reasonable assumption because
JCP&L’s utility operations presumably involve less business risk than FirgEnergy as a whole, and

thus should not require a higher equity raio than the consolidated operations. The Board relied on



gmilar reasoning when it adopted a consolidated financid dtructure for Verizon New Jersey
(“*Verizon”) in the UNE Decison. That proceeding aso involved a regulated company whose
capita structure. was subject to the control of its corporate parent. UNE Decision R-44, p. 36-37.
The Ratepayer Advocate argued, and the Board agreed, that it was “unreasonable to assume that ‘the
regulated operations in New Jersey are more risky than the other businesses owned by [Verizon].”
Id., R-44, p. 39 (quoting Ratepayer Advocate's Initid Brief, p. 44). The same analyss applies in
this proceeding. It is unreasonable to assume that JCP&L requires a higher equity ratio to finance
its operations than FirstEnergy requires to finance its consolidated operations. Thus, it is reasonable
for the Board to gve JCP&L'’s ratepayers the cost benefits resulting from the lower equity ratio
reflected in FirsEnergy’ s consolidated capital structure.

A consolidated capital structure is dso congstent with the practices of credit rating agencies,
which do not rdy solely on “stand-done’” capitd sructures in evauating the creditworthiness of
regulated corporations such as JCP&L. An example of this approach is shown in the current version
of Standard and Poor’s Corporate Ratings Criteria. R-43. Asexplained by Mr. Copeland, Standard
and Poor’'s rardy views regulated subsdiaries on a stand-alone basis. T116:L15 -23- T117:L25;
(3/3/03) R-43, p. 45; 100-01.

Company witness Navin contends that the consolidated capitd dructure is not the
appropriate structure because it is “trandent.” Mr. Navin asserts that First Energy plans “to
sgnificantly reduce the debt of the consolidated entity in the near-term.” JC-5, p. 6. Mr. Navin
further assarts in his rebuttal testimony that FirstEnergy has “advised the investment community and
rating agencies of our intent to reduce leverage expeditiously.” JC-5 Rebuttal, p. 5. However, the
Company has presented no evidence to support its contention that the debt issued to finance the
merger is trangent. FirdEnergy issued $4.5 hillion in long-term debt with maturities up to 25 years

or longer. As noted by Mr. Copeland, “this hardly qudifies as ‘transent’....” R-41, p. 6. Sgnificat
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leves of debt associated with the merger may be expected to remain on FirstEnergy’s balance sheet
for some time. Id. As noted in Mr. Copeland’s surrebutta testimony, $1 billion of the $4 billion
in long-term debt associated with the merger does not mature until 2006. Another $1.5 billion does
not mature until 2011, and the final $1.5 billion does not mature until 2031. R-42, p. 3; R-45.

Mr. Navin's rebuttal tesimony appears to be referring to plans to retire $2.2 billion of other
debt from 2003 to 2005. Only a small fraction of this debt, $360 million, is specific to JCP&L.
Further, the planned retirements would only reduce the consolidated debt ratio from 57.4% to
52.4%, and raise the equity ratio from 37.2% to 41.6%. R-42, p. 3; R-46. As noted in Point |. B.
below, Mr. Copleand has proposed a 35 basis point adjusment to his recommended return on equity
to compensate for the risks inherent in FirgEnergy’s low equity ratio. This proposed adjustment
is adequate to account for a difference in equity ratio of the magnitude that would result from the
planned retirements. R-42, p. 3.

Contrary to Mr. Navin's assertions, the current consolidated capital structure is not an
aberration, but is indicative of the rdative levds of debt and equity that will preval in the longer
term. JCP& L’ s ratepayers are entitled to the benefits of this capita Structure.

3. The Company’s Proposed Stand Alone Capital Structure is Flawed and Should
Be Rejected.

For the reasons set forth above, the Ratepayer Advocate believes that a consolidated capital
dructure represents the best baance of shareholder and ratepayer interests.  Moreover, the
Company’ s stand alone structure is flawed.

First, the Company improperly added $177 million to equity, equd to the after-tax effect of
the $300 million deferred balance write-off agreed to by FirstEnergy in the GPU-FirstEnergy merger
proceeding. As Mr. Copdand explained, this adjusment would have the effect of dlowing the
Company a return on the deferred balance. R-41, p. 7. This result would be contrary to the Board's

merger order. As a result of settlement negotiations among the parties, $300 million was agreed to
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as the share of merger savings to be dlocated to JCP&L ratepayers. This $300 million share was
used to reduce JCP& L’ s deferred balance. Merger Order at p. 20. Mr. Navin acknowledged in his
tesimony that the agreed write-off “eliminated the opportunity for recovery of and on that balance.”
JC5, p. 9. As Mr. Copeland explained in his surrebuttal testimony, Mr. Navin is attempting to
congrue the Board's Order as permitting the Company to escape one of the inherent impacts of a
write-off, by pretending that the write-off did not occur! R-42, p. 4. Thus, it is clear that JCP&L’s
proposed adjustment represents an atempt to reclam part of the ratepayer benefits that were
gpecificdly required under the Board' s Merger Order. JCP&L should not be permitted to take back
any part of the benefits that were promised to ratepayers as a condition of the merger.

Second JCP&L did not adjust its cost of debt to flow through to JCP&L’s ratepayers the
lower cost of the debt used to finance the merger. As shown in the testimony of Ratepayer Advocate
witness Mr. Copeland, the weighted cost of debt reflected in the Company’s proposed “ stand aone”
capita structure is higher than the weighted cost of debt issued to finance the merger. R-41, Sch.
BLC-2. JCP&L'’s ratepayers should share in the lower cost of the debt used to finance the merger.
R41,p. 7.

For the forgoing reasons the Company’s proposdl is flawed and should be rejected by Y our
Honor and the Board.

B. The Appropriate ROE for the Company is 9.5% Based on

Analyses of Comparable Companies, plus a 35 Basis Point
Adjugment for FirstEnergy’s Highly Leveraged Capital
Structure.

1. Introduction

As noted above, regulated utiliies capitdize ther utility assets usng common stock,
preferred stock, and debt. The cost of common equity, unlike the costs of debt and preferred stock,

cannot be determined directly from the interest rates gpplicable to various issues. Instead, the cost
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of common equity must be edimated using market-based common stock dividend and price
information. R-41, p. 8.

Basing the allowed return on equity on the market cost of equity accomplishes two important
regulatory objectives. Fird, this approach properly baances ratepayers interest in receiving safe
and rdidble service at the lowest possble cost, with shareholders interest in receiving the highest
rate of return possible. A market-based return on equity preserves the company’s financia integrity,
thus dlowing it to continue providing safe and reliable service for the benefit of ratepayers, while
providing shareholders with a return commensurate with the returns they could earn on other
investments with comparable risks. Second, an alowed rate of return equal to the market cost of
equity provides management with the proper incentives to operate the company safely, reliably and
eficdently. A market rate of return is neither too high, thus encouraging inefficiency, nor too low,
thus tempting managemen to “cut corners’ in order to achieve an adequate return for shareholders.
R-41, p. 9-10.

The Company’s proposed 12% return on equity is based on Dr. Morin's recommended
Discounted Cash Flow (“DCF’) andlyss, and variations of risk premium andyses. JC-6, p. 14. The
Ratepayer Advocate is proposing a 9.5% return on equity, with a 35 basis point adjustment for the
finencdd risks inherent in FrdEnergy’s highly leveraged capital structure.  The Ratepayer
Advocate' s proposal is based on Mr. Copeland’ s use of two variations of the DCF methodology, and
a risk premium andyss based on the Capita Asset Pricing Modd (“CAPM”). R-41, p. 10. The

differences between the two witnesses may be summarized as follows:
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Morin Copedand

DCF Methods:
Constant Growth 11.6%-13.2% 10.24-10.46%
Multiple Period (DDM) N/A 9.77-9.80%
Risk Premium/CAPM
CAPM 10.8%-11.5% 9.14%
“Higtoricd Risk Premium” 11.4%-11.8% N/A
“Allowed Rik Premium” 11.0% N/A
Increment for Capital Structure N/A 0.35%°
Overall 12.0% 9.85%

Source: JC-6, p. 41; R-41, p. 14-15, 18- 19; R-42, p. 10-11.

Mr. Copdand's results were based on the proper application of the DCF and CAPM
methodologies. Dr. Moarin, on the other hand, has improperly applied the DCF and CAPM
methodologies, and has relied on two methodologies, “Higtoricd Risk Premium” and “Allowed Risk
Premium” which have serious conceptud and empirica flaws. The anayses presented by both

witnesses, and the serious flaws in Dr. Morin's analyss, are set forth in detail below.

2. The Ratepayer Advocate' s Recommended Return on Equity is Basedon Proper
Application of the DCF and CAPM M ethodologies.

As stated earlier, Ratepayer Advocate witness Badl Copeland based his recommended return
on equity on two variations of the DCF methodology (the “congtant growth” mode and a “mutiple
period” modd), and a CAPM andysis.

a. Congtant Growth DCF M odel

The “congtant growth” mode is the most basic form of DCF analyss. This mode assumes
that the investor's required return on common equity is equa to the dividend yidd plus expected
rate of growth in the dividend, and assumes further that all three of these factors grow a the same
rate in perpetuity. R-41, p. 10, 13. Thisrdationship is expressed mathemédticaly as

k=D/P+g

¥ Assumes consolidated capital structure.
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where k it the cost of equity capitd, D/P is the dividend yield (the dividend divided by the market
price of the stock), and g isthe expected growth rate. R-41, p. 10.

The principal steps in applying the DCF methodology are (1) sdlection of a sample of
companies with risks comparable to that of the utlity; and (2) determination of dividend yieds and
growth factors for the comparable companies. The above eguation can then be used to calculate an
edimate of the cost of equity capita for the utility. R-41, p. 10-11.

Mr. Copdand applied his DCF model usng the same sample of combination eectric/gas
utilities that were used in Dr. Morin's DCF analyss, with a few exceptions. Specificaly Mr.
Copeland excluded companies that pay no dividend or which have recently reduced dividends, as
inclusion of these companies distorts the results of the DCF model. R-41, p. 12.

Mr. Copeland estimated the growth rates for the sample of companies using an average of
published estimates of growth in earnings per share (EPS), dividends per share (DPS), and book
vaue per share (BVPS) for the utilities contained in his sample of comparable companies. As Mr.
Copeland explained, under the assumption of the “congant gromth” DCF mode, EPS, DPS and
BVPS should dl grow at gpproximately the same rate. Where this is the case, one of these messures
can be used as a proxy for expected rate of growth in dividends. If not, then usng one measure will
distort the results of the congant growth DCF modd. Since EPS growth rates currently are
subgtantidly higher than DPS growth rates, the best way to estimate the constant growth DCF cost
of equity isto use an average of EPS, DPS and BVPS projections. R-41, p. 14.

Mr. Copeland’'s andlysis of the sample of companies yielded a mean (average) estimate of
10.46% and a median of 10.24%. Of the two, the median is more religble, as the mean reflects the

impact of “outliers’ in the cdculation of the mean. R-41, p. 14-15.
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b. Multiple Period DCF M odéel

The “condant growth” DCF produces rdiable results when actual market conditions
reasonably approximate the basc assumption undelying this modd, i.e. that dividends, earnings,
book vaue per share, and share price will grow a a uniform rate in perpetuity. However, when
dividend payout rates are expected to increase or decrease over extended periods of time—as in the
current market—the “congtant growth” modd can produce distorted and unrdiable results.  For this
reason, Mr. Copeland aso applied a “dividend discount modd” (“*DDM”) requiring less rigid
assumptions. R-41, p. 15.

A DDM is a form of multiple-period model, which assumes that dividends will grow at one
rate for a fixed period, and thereafter at some other rate in perpetuity. R-41, p. 16. Mr. Copeland’s
mode used published five-year growth rates for the 2002 through 2006, and an estimate of long-
term growth thereafter. R-41, p. 17. Mr. Copdand' s mode further assumed that the retention ratios
for the sample companies would change from currently projected vaues to a common value of 0.51
between 2006 and 2021. Using these assumptions, the modd generated a series of cash flows which
could then be used to solve for an expected return.

Mr. Copdand’s DDM modd yielded a mean estimate of the cost of equity capita of 9.80%
and median egimate of 9.77% for the sample companies. These results suggest that the constant
growth DCF modd overstates the effect of near-term growth. R-41, p. 18.

C. Capital Asset Pricing Modd (CAPM)
Findly, Mr. Copeland estimated JCP&L’s cost of capita using the Capital Asset Pricing

Model (“CAPM”). CAPM is a “risk premium” mode, that is, a model based on the principle that
the cost of equity capita equas the cost of a risk-free invesment plus a “risk premium” to
compensate for the risks of a specific equity investment. Under the CAPM methodology, the overal

market risk premium is adjusted to reflect the risk of a stock or sample of stocks usng a “beta
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coefficient,” which is a measure of the risk of an individual stock rdleive to the market as a whole.
R-41, p. 18.

Mr. Copdand estimated the overdl market risk premium using the premium earned by
common stocks over long-term U.S. treasury bonds over the past 76 years, about 5.49%. For the
beta coefficient, Mr. Copeland used the published estimates of beta coefficients for the same group
of comparable companies that he used in his DCF andyses. The median beta coefficient for the
comparable utilities is 0.70 yielding a risk premium of 3.84% (5.49% times 0.7). Using the current
treasury bond yidd of 5.3% as the risk-free interest rate, Mr. Copeland estimated JCP&L’s cost of
capital at 9.14% (5.3% plus 3.84%). R-41, p. 19-20; R-42, p. 10-11.

d. Estimated Cost of Equity for JCP& L

Based upon the results set forth above, Mr. Copdand concluded that JCP&L’s cost of equity
is in the range of 9.0 percent to 10.0 percent, with the CAPM results indicaing a cost of equity at
the lower end of the range, and the DCF results indicating a cost of equity a the upper end of the
range. Mr. Copeland therefore recommended an allowed rate of return at the midpoint, 9.5%, plus
a 35 basis point adjustment in recognition of FirstEnergy’s highly leveraged financia structure,

The methodology used by Mr. Copeland is consistent with that adopted by the Board in the
UNE Decision. In that proceeding, Verizon NJ had proposed a 15.0% return on equity based solely
upon a DCF andydis of “publicly traded competitor companies” UNE Decision, R-44, p. 31. The
Ratepayer Advocate in that proceeding recommended a 10% return on equity, based on an average
of the results of aDCF andyss and a CAPM andyss. As the Board noted, the Ratepayer Advocate
used an average in order to reduce any upward bias in the DCF andyss. Id., at 39. Intervenor
AT&T had presented a dmilar analyss resulting in a 10.24% rate of return. 1d. The Ratepayer

Advocate s andyds was adopted by the Board as “the most reasonable one contained in the record.”
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Id. Mr. Copdand's andysis in this proceeding smilarly relies upon congderation of both his DCF
and CAPM andyses. Theresults of this analyss provide a reasonable return on equity.

3. JCP&L’sProposed 12% Rate of ReturnisBased on Flawed Applications of the

DCF and CAPM Methodologies, and Invalid “ Risk Premium” M ethodologies,
and Includes a Speculative “ Flotation Cost” Adjustment.

JCP&L’s proposed 12% return on equity should be regected. This proposa is based on
flaved gpplications of the DCF and CAPM methodologies, and invdid “risk premium’
methodologies, dl of which subgantidly overstate the Company’s actua cost of equity capital.
Further, the proposed rate of return includes a “flotation cost” adjustment based on hypothetical
assumptions which are highly unlikely to actually occur. The end result is a proposed return on
equity only 20 bass point below the 12.2% return on equity that was alowed in the Company’s last
base rate case, when interest rates were subgantialy higher than they are today. The flaws in the
Company’s cost of equity andyses are discussed in detail below.

a. Improper implementation of constant growth DCF model

For his DCF andysis, Dr. Morin used a smple “constant growth” DCF modd. Dr. Morin's
DCF andyss subgtantially overstates the cost of equity capita, for two reasons. (1) his estimated
growth rates rely solely upon estimates of earnings growth, ignoring estimated growth rates for
dividends and book value per share; and (2) he uses a functiond form of the modd that overstates
the “dividend yield” portion of the DCF cdculation.

The mogt dgnificant defect in Dr. Morin’s DCF analysis is his sole reliance on two sources
of earnings growth projections for his growth rate. R-41, p. 20. As noted above, the “constant
growth” DCF modd assumes that earnings, dividends, and book vdue per share dl grow at the same
uniform rate indefinitdy. Thus, it is gppropriate to rely solely upon earnings projections in applying
a congant growth DCF model only if payout ratios are relatively stable and earnings, dividends, and

book vdue per share are dl projected to grow at roughly the same rate. R-41, p. 20-21. Inthe
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current market, in which earnings per share growth rates are higher than dividends per share growth
rates, the earnings per share growth rates overstate investors long-term growth expectations. R-41,
p. 21;R-42, p. 7-8.

In his rebuttal testimony, Dr. Morin argues that the dividend growth rate should be
dismissed as an “outlier,” because it is lower than the growth rates for retained earnings and book
vaue per share. JC-6 Rebuttal, p. 14-15. This argument is without merit. As Dr. Morin
acknowledges in his own testimony, projected dividend growth is lower than projected earnings
growth not because of some aberration in the data, but because utilities are increasing thair earnings
retention ratios and thus reducing ther dividend payout ratios. JC-6 Rebuttal, p. 15;R-42, p. 7. As
explaned by Mr. Copdand during cross-examination, by relying solely on earnings projections in
a “congant growth” model, Dr. Morin has, in effect, failed to take account of the reduced value of
investors  expected dividend yield in the near term. T176:L19 -T180:L23 (3/3/03). The result is
asubgtantialy overstated cost of common equity. R-41, p. 21-22.

Another flaw in Dr. Morin's DCF andysis is that he uses a functiond form of the model
which overgtates the “dividend yidd” (D/P) portion of the DCF calculation. Dr. Morin caculates
the dividend yidd by dividing the “next period” dividend by the stock price. JC-6, p. 33. This
overstates the dividend yield, because it divides expected dividends a year from now by the current
stock price. R-42, p. 6. To properly mach earnings, which are an economic “flow,” to market
vaue, which is an economic “stock”, the flow of dividends should be matched with the average
value of the stock that produces the dividend. There are two ways to accomplish this: dividing the
dividends for the forthcoming year by the average of today’s price and the expected price a year
from now, or averaging the current dividend and the projected “next period” dividend and dividing

by the current stock price. The latter method was used in Mr. Copeland’s DCF analyses. R-42, p.
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7. Dr. Morin's andysis does nothing to address the mismatch, and thus overstates the dividend
yidd. Id.

b. Improper Implementation of CAPM
Dr. Morin has presented two different forms of the CAPM approach: a traditionad CAPM andysis,
and an empiricd approximation to the CAPM, referred to by Dr. Morin as “ECAPM.” Dr. Morin's
CAPM andyses substantialy overdtates the cost of capitd for two reasons. First, he used two
incorrect methodologies to edimate the market risk premium. The result is a substantial
overstatement of the risk premium—7.5% compared to Mr. Copeland’s 3.84%. JC-6, p. 23; R-42,
p. 11. Second, Dr. Morin further overstated the cost of capita in his ECAPM analysis by using the
wrong kind of data. R-41, p. 24.

C. Overdated risk premium

Dr. Morin's firg risk premium estimate is based on the 1bbotson Associate analysis of stock
market returns versus long-term bonds.  This estimate is based on a smple arithmetic mean of the
annud return differences between common stocks and long-term treasury bonds. JC-6, p. 23;JC-6
Rebuttal, p. 23; R-41, p. 22. The correct approach for determining a “long-horizon” risk premium
is based on a geometric mean. R-41, p. 22. The difference between the two approaches, and the
correctness of the geometric mean, can be seen from a smple example. Suppose an investor invests
$1.00, and redizes a return of —50% the firgt year and +50% the second year, for an ending value
of $75. The arithmetic mean is zero:

r,= ¥20.50-0.50) = 0.0

The geometric mean, defined as the rate which, when compounded, will produce the ending value
of $0.75, is-13.4%

r, = (0.75/1.00)* — 1= -0.134
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As Mr. Copdand explained, “[n]o investor with a portfolio origindly worth a dollar and only worth
$0.75 two years later would conclude that his or her average return over those two years was zero.”
R41; p. 31-32. The geometric average correctly determines that the average return was —13.4
percent. As noted in Mr. Copeland's prefiled testimony, Ibbotson Associates defense of this
methodology is interndly inconsstent and includes an example which actudly proves that the
geometric mean isthe correct gpproach. R-41, p. 22, 32-33.

Dr. Morin states in his rebutta testimony that he does not “know” of any textbook or journa
atide that advocates the use of the geometric mean for the purpose of computing the cost of capital.
JC-6, p. 24. Mr. Copeland referred to just such an article in his prefiled direct tesimony, and a copy
was provided to JCP&L in response to a discovery question. R-41, p. 22, citing Russl J. Fuller and
Kent A. Hickman, “A Note on Edimating the Higtorical Risk Premium,” Financial Practice and
Education, Fal/Winter 1991, Vol. 1, No. 2, p. 45-48; R-48. If Dr. Morin does not “know” of this
atide it is presumably because he has not thoroughly read Mr. Copdand's testimony or the
discovery response.  The article very clearly concludes that the geometric mean should be used to
cdculate the risk premium. R-48.

Dr. Morin's second risk premium estimate is based on what he refers to as a “DCF andysis
gpplied to the aggregate equity market ....” JC-6, p. 23. This appears to be based on a smple
“condant growth” DCF modd and is thus subject to the same problems described above with
respect to Dr. Morin's DCF andysis. R-41, p. 23.

d. Improper use of datain ECAPM analysis

The “ECAPM” methodology is based on empirical findings that the CAPM methodology
produced downward-biased risk premiums for companies with betas less than 1.00. The ECAPM
model compensates for this bias by producing a risk-return relationship that is “flatter” than that

produced by the traditiond CAPM methodology. JC-6, p. 26. Dr. Morin, however, has misused
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the ECAPM modd. The empirica studies upon which the model was based employed “raw” or
“unadjusted” betas. However, Dr. Morin has utilized published Vaue Line betas which are already
adjusted to compensate for the bias found in the empiricd studies. R-41, p. 24. In effect, he has
double counted the adjustment needed to reflect the results of the empirica studies.

e. Invalid Risk Premium M ethodologies

In addition to the improperly applied CAPM anayses described above, Dr. Morin has
presented two additiona “risk premium” andyses. Neither anadyss presents a valid approach to
edimating the risk premium.

Dr. Morin's Schedules RAM-2 and RAM-3 present a risk premium analyss comparing
returns on dectric utility stocks and gas didribution uility stocks to the yield on long-term
government bonds. JC-6, p. 25-27. These schedules improperly base the long horizon risk premium
on an aithmetic average. The result is a substantia overstatement of the risk premium. R-41, p.
25.

Dr. Morin's find “risk premium” andyds purports to edimate the cost of equity by
comparing the historical risk premiums alowed by regulatory commissions to the contemporaneous
levds of long-term Treasury bond yields. JC-6, p. 28. Based on this analysis, Dr. Morin concludes
that there is an inverse relationship between dlowed risk premiums and interest rates-in other
words, that risk premiums are higher when interest rates are lower, as in the current market. JC-6,
p. 29. This andyds should be regjected because it is wrong in concept, and because it is based on
aninvaid gatidicd andyss

Conceptudly, the “dlowed risk premium” approach assumes that dl dectric utility
companies are comparable in risk and have a congtant risk premium over time. This approach aso

assumes that regulatory commissons do not consider any extraneous factors in determining alowed
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rates of return. As Mr. Copdand observed, “[n]either of these assumptions is even remotely
plausble” R-41, p. 26.

Dr. Morin's gatistical andyss is invalid, because the data he uses do not meet the conditions
for avaid linear regresson. One of the necessary conditions for a vaid linear regression is that the
data be randomly distributed about the fitted line R-41, p. 27. As s cear from the time plot on
page 29 of Dr. Morin's direct tesimony, this is not the case with the data used for his analysis. Dr.
Morin's data points are below the line in the early years shown on the time plot, and above the line
in later years. R-41, p. 28. Dr. Morin attributes this to competition and restructuring, while Mr.
Copeland believes it is due to regulatory lag—but in either event this reationship undermines the
vaidity of Dr. Morin's gatigtical anayss. 1d.

f. Improper Flotation Cost Allowance

Fndly, Dr. Morin has further inflated his proposed return on equity by adding a 5 percent
dlowance for “flotation costs.” Dr. Morin makes this adjustment to alow for the costs associated
with the issuance of common stock. JC-6, p. 37. However, Dr. Morin's proposed adjusment is
based on purely hypotheticd assumptions. As Mr. Copeland explained, the market cost of capita
is a forward looking concept. Thus, if the Company can finance its future capitd requirements
soldy through retained earnings, a flotation cost adjustment will merdly provide a windfal to
shareholders. R-41, p. 29-30. Further, Dr. Morin's proposed adjustment substantially overstates any
plausble esimate of actud flotation costs. Dr. Morin is proposing an alowance which equates to
an annud equity return requirement of $5,937,000. Based on Dr. Morin's theory, this represents 5
percent of the equity capital raised every year through public offerings of common stock. Thus, Dr.
Morin impliatly assumes $119.0 million in public stock offerings every year. There is no evidence
that FirsEnergy has plans to issue any common stock on behdf of JCP&L in the foreseeable future,

much less the levels implicitly assumed in Dr. Morin’s andyss.
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Further, the annua equity requirement of $5.937 million equates to a revenue reguirement
of $8.5 million. This is a substantia burden on ratepayers to reflect a cost which is hypotheticd at

best. The proposed flotation cost adjustment should be rejected as unfounded.

24



POINT Il1. REVENUE REQUIREMENT

THE APPROPRIATE PRO FORMA RATE BASE AMOUNTS

TO $1,914,875,000 WHICH 1S $ 138,700,000 LOWER THAN THE
PRO FORMA 12 + 0RATE BASE PROPOSED BY JERSEY
CENTRAL POWER & LIGHT OF $2,053,575,000.

A. Overview

This section of the brief presents the Ratepayer Advocate' s recommended overdl postion
regarding the Company’s revenue requirement. In determining the recommended revenue
requirement for JCP&L, the Ratepayer Advocate relies upon the recommendations made by its
revenue requirement expert, Mr. David Peterson, in addition to recommendations made by severa
other Ratepayer Advocate expert witnesses. Specifically, the Ratepayer Advocate relies upon the
return on equity number recommended by Mr. Basil Copeland, the Ratepayer Advocate' s return on
equity expert; the recommendeations made by Mr. David Nichols regarding certain demand side
management (“DSM”) costs associated with the Comprehensve Resource Andyss (“CRA”)
program; the depreciation rate and resulting depreciation expense recommendations made by Mr.
Michadl J. Mgjoros, the Ratepayer Advocate' s depreciation expert; and the recommendations made
by Peter Lanzaotta, regarding management audit expenses.

The Board's First Energy/GPU Merger Order required JCP&L to use the twelve month
period ending December 31, 2002 as the test year in this filing. Merger Order a p. 22. The
Ratepayer Advocate's expert witness, David Peterson, recommended numerous rate base
adjusments in his Direct Tesimony in this proceeding. Mr. Peterson’s recommended adjustments
have been updated to reflect the Company’s 12+0 filing.

The Company’ s proposed pro forma rate base is $2,053,575,000. The Ratepayer Advocate

has made rate base adjustments totaling $138,700,000, resulting in a pro forma rate base of

$1,914,875,000. Each of these recommended rate base adjustments are discussed in detail below.
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B. Rate Base
1 Cash Working Capital (*CWC”)

CWC is an dement of rate base and can be defined as monies advanced by the utility’s
investors to cover expenses associated with the provison of service to the public during the lags
between the payment of those expenses and the collection of revenues from customers. The
Company has performed a lead/lag study which indicates a postive CWC requirement of $218
million. JC-11, Sch. MJS-2 (12+0). The Ratepayer Advocate proposes a CWC requirement of
goproximately $141 million based on Mr. Peterson’'s recommended adjusments to certain
components of the Company’slead/lag study. R-38 (12+0 Update), p.11-12, Sch. 2, p.2.

a. Lead/L ag Study

In caculaing the Company’s CWC requirement, Mr Peterson made adjustments to several
lead/lag components included in the Company’s sudy. Mr. Peterson recognized, first of all, that
JCP&L’s indudon of non-cash expenses in the lead-lag analyss inflated the CWC requirement.
R-38, p. 9. The improperly included non-cash expenses in JCP&L’s lead/lag study are: (1)
depreciation expense, (2) amortization expenses, (3) regulatory debits and credits, (4) deferred taxes,
(5) tax credits, and (6) JCP&L’s common equity return. 1d. Mr. Peterson testified that a properly
conducted lead/lag st udy should exclude non-cash expenses and should include the expense leads
associated with the Company’s payment of dividends on preferred stock and interest on long term
debt. 1d.

Furthermore, as noted by Mr. Peterson, the Company only selectively included non-cash
expenses in its CWC andyds and did not include deferred expenses in its CWC analysis. R-38,
p.10. There is no dgnificant difference between deferred charges that are routinely excluded from

the Company’s CWC cdculation and the non-cash expenses that the Company decided to include
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in its CWC cdcuation. Id. As explained by Mr. Peterson, “[flor both sets of costs, the cash
transaction has aready occurred. Neither the deferred charges nor the non-cash expenses require a
current cash outlay. Because no periodic cash outlay is required, no investment in working capita
is required either.” Id. Accordingly, the same rationale used in excluding deferred charges from
the lead-lag cdculation should equaly apply to dl of the non-cash expenses currently included in
JCP&L’s CWC requirement. 1d.
b. Non-Cash Expenses Should Be Excluded From The
Company’s Lead/Lag Study.
0] Depreciation

The CWC requirement of a company must be based on the timing differences between the
payment of cash expenses and taxes and the receipt of cash operating revenues. The Company’s
incluson of depreciaion expense in the lead/lag andysis produces a cash basis for plant in service.
R-39, p. 12. The expenses that relate to depreciation Smply do not represent or require cash outlays
by the Company during the study period used in the lead/lag andlysis. As noted by Mr. Peterson,
this erroneous trestment of depreciation expense ignores the fact that there is no cash outlay by the
investors during the lead/lag study period. Id. “[N]o cash actudly passes through anyon€'s hands
when the Company records depreciation expense.” R-39, p.12.

As noted above, CWC is dl about timing. The Company argues that because depreciation
reserve is credited at the same time depreciation expense is booked, net plant is thereby reduced and
investors no longer earn a return on that portion of the invesment. “However, the investor must
wait to recelve the return of capita cash payment of the depreciation expense in the form of utility
revenues, thus creating a CWC requirement to the extent of the revenue lag.” JC-11, Rebuttal, p.5-
6. Mr. Swartz does not consder what happens at the beginning of the construction cycle but instead

focuses his attention soldly on the timing of the collection of depreciation expenses and when they
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are recorded and charged against the rate base. Mr. Peterson described the one-sidedness of the
Company’ s reasoning in his surrebuttal testimony:
For example, the Company records AFUDC and CWIP for plant expenditures made
during a given month.  Yet, it may take JCP&L 45 days or longer to actudly pay the
vendors and lenders for the materids and funds used for the congtruction projects.
This revenue “lead” is conveniently ignored in Mr. Swartz's lead/lag andyss, yet
itisjust asred ashisargument for including the depreciation expense.

R-39, p.12.
Mr. Peterson further clarified his andysis on cross:

The company records AFUDC and [CWIP] on congtruction work
before the time that he actually pays the vendor and the lenders for
the funds and materids used for congtruction. He doesn't recognize
any of that in his working capital, yet he wants to recognize the other
end of the same transaction after the plant has dready been placed in
sarvice. So | think his logic on this cash basis for plant and services
isfaulty and incomplete.
T101:L11-20 (2/26/03).
The Company objected to this testimony complaining that Mr. Peterson was introducing a
new issue. After Mr. Peterson explained to the Court that this was not a new issue, that in fact he
was jusgt pointing out that the Company had made a CWC adjustment on one end of the construction

life gpan but not the other, this testimony was dlowed into evidence.
Mr.Conway: It was never indicated in any
tetimony, it is a new isue as to
whether AFUDC or [CWIP] does or
does not have an impact on non
working (Sc) capitd.
ALJJones. Itisnot in his direct tesimony?
Mr. Conway: No.
ALJJones. It is not an adjustment made on a non-cash basis?
Mr. Conway: Not for AFUDC or [CWIP]. Thereis nothing.

ALJ Jones. Isthat true?
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TheWitness No. My postion is there shouldn't be. They are
bringing in the depreciation. | am saying the opposite
end of the investment costs, when the construction of
that plant took place they didn’t recognize the lead —

ALJJones. But you didn’'t make an adjustment.

TheWitness No. My pogition is that you shouldn’t recognize ether
one of those.

ALJJones. Right, because it is a non-cash item.

TheWitness  Exactly. It isanon-cash item.

ALJJones. This is what you are saying and so — well, he is just
amply saying you can't just look at depreciation.
You have to look at it a the beginning, AFUDC,
[CWIP] is when you are doing a congtruction basis, so
it isnot an adjustment, it isalowable.

T102:L16 -T103:L 22 (2/26/03).

Because it fals to recognize the revenue lead redlized from the condruction of the plant,
while recognizing the depreciation expense of the plant once in service, Mr. Swartz,'s defective
methodology enables JCP& L to essentialy have its cake and eat it too. R-39, p. 12; T103:L4-16
(2/26/03). Thisincongstent trestment is contrary to sound rate-making policy.

Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor and the Board
recognized depreciation expense for what it is and exclude this non-cash item from the Company’s
CWC andyds. The Ratepayer Advocate recognizes that its recommended lead/lag study treatment
concerning depreciation expenses differs from current Board policy, but it believes that its
recommended position is correct and must be accepted. First, the Company has provided no
judtification for treating non-cash expenses differently than deferred expenses. And second, the
Company has recognized depreciation lag and yet has failed to consider the construction lead times.

The incondggtency of dlowing the Company to put only a portion of the rate base on a cash basis

mugt not continue.  The Ratepayer Advocate therefore respectfully request that Y our Honor and the
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Board reconsider this policy and exclude depreciation expenses from the lead/lag study for purposes

of determining the Company’s appropriate CWC in this case.

(i) Deferred Taxes
The Company proposes to indude deferred taxes in its CWC requirement because this is how
the Company did it in the past. This proposa is contrary to BPU rate making policy. R-39, p.12.
Deferred taxes that are collected from ratepayers can never create a CWC requirement because no
investor cash has ever been pad for them. R-38, p.10, R-39, p.12. Notably, on cross examination,
Mr. Swartz admitted that Board policy directed the excluson of deferred taxes from the CWC study.
T21:1.14-19, 24-25; T22:L.2 (2/26/03).
A. | believe deferred taxes usudly are, in fact, excluded from the cash
working capita study. However, | disagree with that trestment.
However, in past JCP&L sudies, which my study is based on,
deferred taxes were included in the study and assigned a zero lag.

Thank you, but you do agree that the board trestment is generaly to exclude them?

A. | believe so.

T21:1.18-T22:L.1 (2/26/03).

This policy of exduding deferred taxes from the CWC requirement was first established in
a Public Service Electric & Gas base rate proceeding, BPU Docket No. ER85121163, and was
reiterated in a subsequent rate case invalving Elizabethtown Gas Company, Docket GR88121321.

The Board in its Eli zabethtown Gas Order* dated February 1, 1990, evaluated the CWC issue:

4 |/M/O The Petition Of Elizabethtown Gas Company For Approval Of Increased Base Tariff Rates And
Charges For Gas Service And Other Tariff Revision, Order Adopting In Part And Modifying In Part The Initial

Decision BPU Docket No. GR88121321, OAL Docket No. PUC228-89 (“Elizabethtown Gas Order.”)
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Cash Working Capita

With respect to deferred taxes, Petitioner recommended including
deferred taxes of $1,259,000 as a component of its cash working
capital requirements. Petitioner argued that there was a collection
lag in recovering deferred taxes because of the deferred tax liability
asociated with utility plant. Rate Counsd recommended that
deferred taxes be excluded from the lead-lag study since deferred
taxes are a non-cash item and do not require investor supplied

capitdl.

Staff recommends that deferred taxes be excluded from the lead-lag
dudy. Staff contends that this recommendation is consstent with
prior Board trestiment of deferred taxes, most notably in the Public
Service rate case, (Docket No. ER85121163) wherein the Board
removed deferred taxes from cash working capital. The ALJ was
persuaded by Saff’'s argumentt as to the proper rate making
treatment for deferred taxes. The ALJ recommended that deferred
taxes be deducted from operating revenues in the working capita
allowance for purposes of this proceeding. Initial Decision p. 21.
The Board FINDS the ALJ s determination on deferred taxes to be
reasonable and condgtent with Board policy. Therefore, the Board
ADOPTS the ALJ s concluson on thisissue. . . .

Elizabethtown Gas Order at p. 7.

The facts considered by the Board in Hizabethtown are identical to the facts in this case.
The Company has produced no evidence to the contrary. Therefore, pursuant to the Board's clear
policy on this issue, deferred taxes must be excluded from lead/lag studies when determining

JCP&L’'s CWC.

31



(@iii)  TheReturn On Common Equity

Return on common equity does not, and should not, result in a CWC requirement. R-39, p.12.
The indusion of a common equity return in the Company’s lead/lag study usng a zero-day expense
lag implies that JCP& L compensates its shareholders on a daily basis. As Mr. Peterson testified,
the Company’s fundamenta assumption that the common shareholder is entitled to the return on
hisher equity invesment at the exact indant that service is rendered is incorrect. Id. The fact that
a shareholder receives his or her return through the quarterly payments of dividends, and any gain
achieved on the sale of the Company’s stock. This is the mechanism by which the common equity
shareholder is compensated in the real world.

The Georgia Public Service Commission (*Georgia PSC”) recognized this and has held that
it is inappropriate to assume that there is a CWC requirement associated with the return on equity.
It is error to indude recognition of an aleged cash working capita
requirement associated with a return on common equity. There is no

such requirement. Even if one were assumed, an dlowance for this has
dready been made by virtue of how the Commission sets the cost of

equity.

Atlantic Gas Light Company, 119 PUR 4th 404, 408 (1991).

The Company argues that removing the revenue lag relating to the recovery of the return on
equity “will certainly have a negative effect on the price of the Company’s stock.” JC-1, p.4. When
asked to explain this at the hearing, Mr. Swartz gppeared to be saying that he couldn’t redly
quantify it but he believed that anything that would negatively affect JCP&L'’s rates would have
an adverse impact on FirstEnergy’ s share price.

To exclude the return on equity piece from the cash working capita would, in fact,
reduce the cash working capital amount that would be in this rate proceeding and will
negatively affect the rates that are established. And certainly | would think it would
be reasonable to assume that shareholders would rather have rates determined on a

higher cash working capital amount, and rightfully so, as opposed to a lower cash
working capital amount.
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T29:L6-14 (2/26/03)

The Ratepayer Advocate does not beieve that vague uncertainties of under compensating
FirdEnergy shareholders is adequate support for the incduson of this non-cash expense in the
JCP&L CWC lead/lag study. Mr. Swartz is not a cost of capital expert nor has he provided any
support for his argument that FirsEnergy’s cost of capital will increase as a result of the Ratepayer
Advocate CWC recommendation.

FirgEnergy shareholders are not sent dividend checks on a daily basis and in fact, there is
no contractua requirement for FirstEnergy to pay dividends to common equity shareholders even
on a quaterly bass. To indude this future speculative payment into CWC solely to increase
shareholder compensation does a dissarvice to ratepayers. The Board ensures that shareholders are
adequately compensated through the Company’s overdl rate of return. And, the Board has
aufficient evidence from credible cost of capital experts in this case. Mr. Swartz's unsubstantiated
tesimony should be accorded no weight. As recognized by the Georgia PSC, alowed return should
not be inflated through the Company’s CWC requirement. Therefore, the Ratepayer Advocate
respectfully requests that Your Honor and the Board remove from the lead/lag study the component

for return on equity.

C. Long-Term Debt Interest and Preferred Stock Dividends
Must Be Recognized in The Company’s Working Capital
Calculations.
0] Long-Term Debt I nterest
The Company has not recognized the actud lead in the payment of long-term debt interest
in its lead/lag study in ariving at its CWC requirement. As the Company actualy pays its long-term

debt on a semi-annud basis, with an average payment lead of approximately 91 days, this payment
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lead should be considered in the lead/lag study to determine the Company’s appropriate CWC
requirement. R-38, p.11.

The rates paid by the Company’s customers are set to produce, in addition to other amounts,
the sums necessary to pay interest expense to bondholders. Since the Company pays its bondholders
twice a year but collects revenues for such bondholder payments on a daily basis, the Company has
the use of these funds provided by ratepayers for interest expense payments as working capital
during the interim period. The Company’s ratepayers provide these funds continuoudy, in a steady
dream, and not in a pattern that matches or coincides with the Company’s liability for the expense.
Ratepayers, not the Company, are correctly entitled to the benefit of these funds collected earlier
than needed to pay the Company’s interest expense. Shareholders are not entitled to a return on
capital which the shareholders have not provided. Accordingly, the actud interest lead should be
reflected in the calculation of CWC. R-38, p. 11.

There have been several Board decisons holding that long-term debt interest should not be
included in a lead/lag study. These precedents hold that a zero (0) day lag should be assigned to
long-term debt payments because the return on invesment is the property of investors when service
isprovided. See I/M/O Atlantic City Electric Company, BPU Docket No. 8310-883, OAL Docket
No. 8543-83 (1984); 1/M/O Public Service Electric and Gas Company, BPU Docket No. 837-620
(1984). However, this pogtion is inconsgtent with the manner in which other cash flow items are
handled in a lead/lag study. For example, few would agree that the Company becomes entitled to
its revenues on the day that service is provided, or that employees are entitled to their salaries on the
day that service to the company is rendered. The lead/lag study examines the actua cash flows, not
the incurring of an expense or ligility, in determining the Company’s CWC requirement. Long

term debt interest expense should be treated in asmilar manner.



Moreover, commissons in other states, such as the Georgia PSC, have hdd that it is
appropriate to indude interest on debt and preferred dividends with appropriate payment lags in a
lead/lag study:

As should be abundartly clear, it is error not to include elements of
a lead-lag study the net payments of interest on long-term debts and
dividends on preferred stock. These two elements are sources of
funds utilized to reduce cash requirements.

Atlantic Gas Light Company, 119 PUR 4th at 408.

The interest payments to be made to the bondholders are fixed by contract. R-38, p.11, R-39,
p.14. To refuse to consder the source of CWC from the interest payment lead pendizes the
ratepayers who are providing revenues to pay al expenses, including interest expenses, and provides
a “windfdl” return to the common stockholders. Curioudy, Mr. Swartz does not complain about
long term debt pre-payment as he did with common equity. The reason for this is obvioudy that the
Company redlizes the undisclosed benefit that its receives by not recording long term debt in CWC.
Therefore, the debt interest expenses should be included with the appropriate paymert lead in the

lead/lag study for purposes of determining the proper CWC requirement.

d. Preferred Stock Dividends
Preferred stock dividends should be afforded the same treatment as long-term debt interest.
These are contractua payments, JCP&L is legdly obligated to make specified payments on certain
dates. In that respect, preferred dividend dements of JCP&L’s return resemble other cash operating
expenses for which a lead/lag calculation is required. Preferred stock dividends are paid quarterly,
resulting in a 45 day expense lead, making it appropriate for incduson in the Company’s lead-lag

cdculation. R-38, p.11.
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e. CWC Concluson
In summary, based on the above described approach and based upon the cash operating
expenses and taxes recommended by the Ratepayer Advocate in this case, the Ratepayer Advocate

recommends a positive lead/lag study CWC requirement of $141,033,000.

2. Consolidated Income Tax Adjustment.

The revenue requirement adjusments made by JCP&L’s witness, Richard F. Preiss,
suggests that JCP&L files a separate federd income tax return.  JC-4, Sch. RFP-2.  This
determination of revenue requirement, based upon a stand-alone federal income tax methodology,
overdtates the Company’s tax expense. This methodology is incorrect and is inconsistent with Board
precedent. Id.

JCP&L does not file a federd income tax return. Rather, it joins with the parent and other
dfiliges in filing a gngle consolidated tax return. R-38, p.12. All of the participants to this
consolidated return, including JCP&L, do so in order to immediately recognize the benefit of tax
losses generated by dfiliated companies. That is because these tax losses can be used to offset
pogtive taxable income of other consolidated group members, including JCP&L, resulting in a
reduction in taxes payable. This tax savings must be alocated among dl the companies in the
consolidated group. JCP&L cannot charge New Jersey ratepayers for taxes not paid, therefore, any
tax saving dlocated to JCP& L mugt be flowed through to the benefit of New Jersey ratepayers. This
“flow through” should be done to properly reflect the actua taxes paid by the Company. To do less
bestows a windfdl to the Company’s shareholders at the expense of New Jersey ratepayers. R-38,
p.13.

The use of a consolidated income tax adjustment is not a novel concept. The history of

consolidated income tax adjusments in New Jersey has been discussed in numerous cases. The
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Board has an established policy that any tax savings alocable to a utility as a result of the filing of
consolidated income tax returns must be reflected as a rate base deduction in the utility’s base rate
filing. 1/M/O The Petition Of Atlantic City Electric For Approval Of Amendments To Its Tariff To
Provide For An Increase In Rates And Charges For Electric Service Phase |1, BPU Docket No.
ER90091090J, (October 20, 1992). For example, in the Board's Decision & Order in I/M/O Petition
Of New Jersey Natural Gas Company For Increased Base Rates And Charges For Gas Service And
Other Tariff Revisions: Phase II; Consolidated Taxes, BRC Docket Nos. GR89030335J and
GR90080786J, (Nov. 26, 1991); the Board stated on page 4:

It has been the Board's long-time policy to adjust operating income

to reflect savings resulting from the filing of a consolidated income

tax return by a utility’s parent company. As early as 1952, the courts

recognized that a utility attempting to establish its proper operating

income level in a rate proceeding is “ertitled to allowance for

expense of actud taxes and not for higher taxes which it would have

to pay if it filed on a separate basis” In re New Jersey Power &

Light Co. v. P.U.C., 9 N.J. 498, 528 (1952). In 1976, the Court

afirmed a decison in which the Board indicated that such an

adjugment was part of the Board's regular policy, which was made

condgently for water and eectric holding companies. New Jersey

Bell Telephone Company v. New Jersey Dept. of Public Utilities, 162

N.J. Super. 60 (App. Div. 1978).

The Appdlate Divison has dfirmed the Board's policy of requiring utility rates to reflect

consolidated tax savings. In re Lambertville Water, 153 N.J. Super. 24 (App. Div 1977), reversed

in part on other grounds, 79 N.J. 449 (1979).

The Ratepayer Advocate's witness, Mr. Peterson, recommended applying the rate base
adjugment as the appropriate methodology to reflect consolidated income tax savings. R-38, p. 16,

Sch. 2, p.3. This methodology has been adopted by the Board.

® |/M/O the Petition Of Jersey Central Power & Light Company For Approval Of Increased Base Tariff
Rates And Charges For Electric Service And Other Tariff Modifications, Final Decision and Order Accepting in Part
and Modifying in Part the Initial Decision, BRC Docket No. ER91121820J, (February 25, 1993),(“ I/M/O Petition of
JCP&L").
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[The Board] ADOPTS the postion of Staff that the rate base
adjugment is a more appropriate methodology for the reflection of
consolidated tax savings  The rate base approach properly
compensates ratepayers for the time vdue of money tha is
essentidly lent cost-free to the holding companies in the form of tax
advantages used currently and is consstent with our recent Atlantic
Electric decision (Docket No. ER90091090J).

Clearly, the methodology used by Mr. Peterson is consstent with current Board policy. This
methodology results in a sharing of tax benefits between the corporation’s stockholders and utility
ratepayers. This is so because there is a rate base deduction reflecting the cumulative tax savings
which result in ratepayers being credited for the time vdue of money, as well as the carrying costs
on these savings resulting from current use of tax losses. The rate base gpproach alows for future
adjustments, as losses turn to pogtives, yet acknowledges the proper compensation to ratepayers for
the time vaue of money essentialy lent free of cogt to the Company.

In Lambertville Water, supra, a page 28, the Court stated:

If Lambertville is pat of a conglomerate of regulated and
unregulated companies which profits by consequentid tax benefits
from Lambertvill€s contributions, the utility consumers are entitled
to have the computation of those bendfits reflected in ther utility
rates.

In order to properly reflect the consolidated income tax benefits dlocable to the Company,
Mr. Peterson traced these benefits from to 1991 through to 2000. R-38, p. 16. InI/M/O Atlantic
Electric, supra, the Board stated on page 8, “it is our judgment that the appropriate consolidated tax
adjugment in this proceeding is to reflect as a rate base deduction the total of the 1991 consolidated
tax savings benefits, and one-hdf of the tax benefits redized from AEI's 1990 consolidated tax
filing” The Board further stated that, “[t]his finding reflects a baancing of the interests to reflect
the unique period of uncertainty during the period 1987-1991.” Additionaly, the Board reaffirmed
this pogtioninits Decison & Order in I/M/O the Petition of JCP&L, supra, p. 8. The Board stated,

“in order to maintain congstency with the methodology applied in the Atlantic decison, . . . a rate
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base adjustment which reflects consolidated tax savings from 1990 forward, including one-haf of
the 1990 savings, is appropriate in this case.”

The Ratepayer Advocate's witness, Mr. Peterson, reviewed the taxable income of the
consolidated group members from 1991 through 2000. Mr. Peterson apportioned the losses to
JCP&L based on its contribution to pogtive taxable income over the same time period. R-38 Sch.
2, p.3. Thus, based upon the wel established Board policy regarding consolidated income tax
savings, Mr. Peterson recommended a rate base deduction of $61,140,358. 1d.

In rebuttal testimony, JCP&L witnesses Mr. Hlippone and Mr. Petty argue tha Mr.
Peterson’s consolidated income tax benefit analysis is flawed because Mr. Peterson fails to take into
account that in some years, the non-regulated affiliates were profitable as a whole.  JC-3 Rebuittal,
p. 4, JC-18, p. 4. However, on cross examination, Mr. Filippone admitted that Mr. Peterson did in
fact take into consderation the taxable gans of non-regulated companies in caculding the
dlocation of taxable losses which reduced tax savings for JCP&L. T14-15 (2/25/03), R-38 Sch. 2,
p.3.

Mr. Filippone and Mr. Petty further argue that for the period analyzed by Mr. Peterson
(1991-2000), GPU’s non-regulated businesses had a cumulaive net pogtive taxable income in
excess of $57 million and therefore were dble to uilize dl the tax losses of the consolidated group
without the regulated companies’ income. JC-3 Rebuttal at 4-5, JC-18 at 2-3, Sch. LFP-1.° And
yet, as illustrated by Mr. Petty’s testimony, during the period of 1991 to 2000, the unregulated
taxable income did not exceed the tax losses of the regulated company in every year. JC-18, Sch.
LFP-1, page 2. This bascdly means that without JCP&L’s podtive taxable income, the
consolidated entity would be ungble to redize the tax bendfits of the taxable losses in the year in

which they occurred. T19:L10-17 (2/25/03).

¢ Although of the belief that JCP& L is not entitled to any tax benefits, Mr. Petty testified that the only
possible benefit received by GPU’ s non-regulated affiliates from 1991 through 1999 was atemporary acceleration of
the receipt of tax benefits. JC-18 at 4.
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There are two important reasons why Your Honor and the Board should rgject dl of the
scenarios and conclusions regarding consolidated income taxes contained in the rebuttal testimony
of Mr. FHlippone and Mr. Petty. First, as Mr. Peterson accurately states in his surrebuttal testimony,
the cumuldive net taxable income of unregulated companies over the 1991 to 2000 period is not
rlevant to the issue of consolidated tax savings R-39, p. 2. As previousy explained by Mr.
Peterson, the main reason companies file consolidated tax returns is so the consolidated entity can
offset taxable income with tax losses in the current year, not over a nine year period. While it is
entirdy possble for an efiliate to have a tax loss in one year and a positive taxable income in future
years, a company filing a separate tax return may have to wait severa years in order to regp the tax
benefits of the losses. If that company filed a consolidated return, however, the consolidated entity
would redlize the economic vaue of the tax lossesin the current tax year. 1d.

Second, the Company’s witnesses incorrectly assume, without explanation, that if the
unregulated efiliates have ample taxable income to absorb the tax losses of other dfiliates, then the
regulated afiliates are not entitled to a share in those benefits. JC-18, p.2. This assumption is
without basis and unfair to ratepayers. As Mr. Peterson explains in his surrebutta testimony, “[d]ll
dfiliates having pogtive taxable income, whether regulated or not, share an entittement to the
benefit the whole system receives from &ffiliate tax losses” R-39, p.2. In fact, Mr. Peterson’s
andyss reflects a ratable sharing of the tax savings between regulated and non-regulated companies
that produced positive taxableincomein each year. 1d. Sch. 3, p. 3.

Mr. Petty’s pro forma adjusments significantly reduced the consolidated income tax benefits
atributable to JCP& L from the $61.1 million recommended by Mr. Peterson to $2.3 million. JC-18,
Sch. LFP-2. This andlysis reflects the ingppropriate assumptions discussed above and is inequitable
to JCP&L’s ratepayers. In addition, Mr. Petty’s andyss “carries forward” unused tax losses in the

line labeled “Cumulative Unregulated Tax Loss.” This is an incorrect treatment of tax losses which
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are usually absorbed in the current year by taxable income generated by other affiliates. R-39, p.
3. Contrary to Mr. Petty’s andysis, there is no carry forward of the benefit. Therefore, Mr. Petty’s
caculation of the tax rate base adjusment is flawed and should not be relied upon by Your Honor
and the Board. The Ratepayer Advocate's proposed rate base adjustment not only reflects a ratable
dlocation of tax benefits among regulated and non-regulated companies with podtive taxable
incomes, but is dso congstent with Board palicy.

Accordingly, the Ratepayer Advocate recommends that Your Honor and the Board reduce
the Company’s proposed rate base by approximately $61.1 million in order to accurately reflect
JCP& L’ s accumulated share of the consolidated tax benefit. 1d., p. 16, Sch. 2, p.3.

3.  Summary of Rate Base

The Ratepayer Advocate recommends a total reduction in the Company’ s proposed rate base
of $138,700,000 resulting in a pro forma rate base for the Company of $1,914,875. R-38, Sch. 2,
p. 1 (12+0 Update). This amount is made up of the recommended adjustments to CWC and the
adjustment for the appropriate trestment of the Company’s Consolidated Tax filing. The Ratepayer
Advocate's recommended Lead/Lag Study CWC adjustments to reduce the Company’s CWC
Requirement by $77.560 million. R-38, Sch. 2, p.2 (12+0 Update). And, the Ratepayer Advocate's
recommended adjustment to Consolidated Tax Savings which total $61,140,358. R-38, Sch.2, p.3

(12+0 Updeate).

C. Operating Income
THE APPROPRIATE PRO FORMA OPERATING INCOME
AMOUNTS TO $303,243,000 WHICH REPRESENTS A
$72,318,000lNCREASE OVER THE COMPANY’SPROPOSED
PRO FORMA OPERATING INCOME OF $230,925,000.
1 Revenue Adjustments

a. Revenue Annualization
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@) Weather Normalization
The Company in its initid filing used a fully forecasted revenue amount. In the Company’s

12 + 0 update, test year actua revenues were adjusted for normal wegther.

(i) Company’s Adjustment to Depreciation
Expense

The Board has a long-standing well-established policy for using test year-end rate base’
With no corresponding adjustment to the income Statement, there is a mismatch between the
investment base (that is, rate base) and the income statement (revenues and expenses) for the test
period. This is because the income statement reflects revenues and expenses incurred throughout
the whole test year, while the rate base is vadued on the lat day of the test year. R-39, p. 3.

Company witness Preiss contended that his adjustment to annualize the test year depreciation
expense was necessary to properly match the depreciation expense with his proposed year end rate
base. Mr. Preiss acknowledges that “other than depreciation expense, JCP& L has not annualized
expenses to year-end levels’ and fails to explain why only this one adjustment is appropriate. JC-4,
Rebuttal p. 1. He merdly argues that the Company has attempted to “reflect the depreciation on the
year end rate base’ in order “to match the asset portion of the revenue requirements to the
depreciation on that asset, with the asset itself, which is the rate base in terms of timing.” T62:L14-
23 (2/25/03).

The Company, by its actions, has faled to recognize the maching principle, a pervasve
accounting principle which states that, in order to correctly assess earnings, revenues and expenses
from the same period must be compared and revenues from one period and expenses from another

cannot be compared. By incorporating depreciation expenses, the Company has considered only

" See In Re: Elizabethtown Water Company Rate Case, Decision on Motion, BPU Docket No.
WR8504330, May 23, 1985.
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one sde of the revenug/expense equation. As discussed below, Mr. Peterson’s revenue adjustment
incorporates the other side of the equation.
(i)  Customer Growth Must Be Annualized in
Order to Properly Assess the Company
Revenue Requirement

Since JCP& L’ s rate base and expenses have been annudized to year-end levels, consistency
and the test period matching principle require that revenues aso be restated to the year-end level.
R-38, p. 17. In particular, the failure to annudize the customer growth that occurred during the test
year distorts the measurement of the income producing capability of the underlying utility assets and
overstates JCP& L’ s revenue requirement. 1d.

Ratepayer Advocate witness David Peterson adjusted the Company test year revenues
upward by $4.684 million. R-38, Exhibit DEP-1, Schedule 3, page 3 of 9, (12+0). Thisis because
over the past few years, the number of resdentid customers has grown approximately 0.6% over
the average number, and the number of commercid customers has grown approximately 0.9% over
the average. R-38, p. 18. This revenue adjustment is necessary to properly match another element
of the income statement with the Company’ s proposed year-end rate base. R-39, p. 4.

Company witness Praiss argues, first of dl, that Mr. Peterson has not accounted for any
increased expenses associated with customer growth. As Mr. Preiss well knows, without some
support or documentation for these dleged increases, they cannot be included in the Company’s
revenue requirement. If revenues and expenses could be determined soldy on the Company’s
unsubstantiated claims, there would be no need for arate case.

Secondly, the Company complains tha Mr. Peterson has not accounted for indudrid
customer eroson. However, as Mr. Peterson explained at the evidentiary hearings, such an

adjustment is not appropriate.
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When | do year-end revenue annudizations for states or jurisdictions
that have year-end rate bases, | typicaly don't include the industrial
customers because, as you can see, there are sgnificantly fewer of
those customers, and those loads are very unique and diverse and
often very large. What | prefer to do with those customers, if there
is a known loss of a customer or a ggnificant change in a customer’s
load or expected change in customers, ether higher or lower,
recognize that change explicitly rather than usng the average annud
approach that | did for resdentid and commercia. And, in fact, |
would recommend doing that regardiess of whether we're using an
annud rate base or average rate base. If there is a Sgnificant change
in your indudtrid load that those customers are so unique that you
can't average, that you should recognize that effect, if there is one, in
a sepaate adjustment rather than in a revenue annudization
adjusment. That is why | didn't propose a separate adjustment for
industrials in this case. T207-208:L21-19 (2/26/03).

Accordingly, the Ratepayer Advocate urges Your Honor and the Board to adjust the test year
revenues upward by $4.684 million in order to account for the customer growth that the Company

has enjoyed inthe past and will continue to do so.



b. Your Honor and the Board Should Reject
the Company’s Proposed Adjustment to
Test Year Revenues to “Annualize’ Lost
Revenues from New Energy Efficiency
Programs.
Introduction
The Company is seeking cost recovery for its energy efficiency and renewable energy costs
through two different recovery schemes. First, JCP&L requests approval for costs to be recovered
through the Societal Benefits Charge. These costs include the cogts of “legacy”energy efficiency
programs that were established pursuant to demand side management (“DSM”) regulations issued
by the Board prior to the enactment of EDECA. These costs are trued up for the period from 1996-
2002, and indude program costs, performance incentives, and lost revenue recovery to which
JCP&L is entitled in accordance with the DSM regulaions. R-69, p. 3. “Log revenues’ refer to the
revenue that is lost when energy efficiency programs reduce saes, net of corresponding reductions
in the utility's varidble costs. R-69, p. 5. In addition to “legacy” codts program, the Company’s
proposed SBC includes the costs of energy efficiency and renewable energy measures established
as part of the Board's Clean Energy Program created pursuant to EDECA (formerly known as the
Comprehensve Resource Analysis, or “CRA,” program). The Clean Energy Program costs included
in the SBC are limited to actua program costs, and do not include performance incentives or lost
revenues. R-69, p. 4. The Ratepayer Advocate does not object to the Company recovery of these
costs through the SBC.
However, the Company has aso proposed a novel adjustment, by which it seeks to account
for logt revenues from the new energy efidency programs through an adjusment to test year
revenues. The Board has never permitted this type of embedded recovery of lost revenues through

base rates therefore Your Honor and the Board should regect this proposa. Not only is the

adjugment to test year revenues an inappropriate vehide by which to recover “lost revenues,” but
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the Board dso has yet to determine a methodology by which JCP&L and other energy Utilities
should estimate the amounts of the “log revenues” if any, resulting from the new energy efficiency
programs.

Background

A brief review of the history of JCP&L’s energy efficiency and renewable energy programs
will be hdpful in placing the Company’ s various clams for “logt revenues’ in context.

In the 1980's, the New Jersey dectric and gas utilities implemented programs known as
demand sde management, or “DSM,” programs. These programs were designed to establish and
mantan cod-effective energy efficiency technologies by providing financid incentives for
customers and energy efficiency contractors to ingtal energy-saving technologies such as insulation,
high-efficiency lighting, appliances, and heating and cooling equipment. The Board's DSM
regulations permitted the utilities to fund these DSM programs, including lost revenue recovery, via
monies collected from ratepayers through an adjusment clause mechanism. These pre-EDECA
programs are often referred to as “legacy” programs.

With the enactment of EDECA, the Board was directed to undertake a comprehensive review
of the utilities exiging energy efficiency programs, to determine the appropriate level of ratepayer
funding for energy efficency measures, and to establish the appropriate funding levds for new
programs to promote the development of renewable energy sources such as wind, solar, and
biomass. This process was the Comprehensive Resource Analysis program, known as “CRA.” In
its March 9, 2001 Order®, the Board decided the specific CRA programs and budgets to be
implemented by the utiliies through the end of 2003. The Board determined which energy
efficdency programs should continue, and aso induded guiddines for the establishment of

renewable energy programs for the first time.

& |/M/O the Petition of the Filings of the Comprehensive Resource Analysis of Energy Programs Pursuant
to Section 12 of the Electric Discount and Energy Competition Act of 1999, BPU Docket No. EX99050347 (Generic)
et al., (Final Decision and Order March 9, 2001) (“ March 9, 2001 Order™).
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The March 9, 2001 Order specificdly addressed the recoverability of logt revenues that
JCP&L now dams resulted from its new programs. In that Order, the Board adopted the
UtilitiesNationd Resources Defense Council dipulation, which dlowed lost revenue recovery for
new energy efficiency programs, but not for renewable energy programs. This recovery would not
be included as a new program cost, and would only bein effect through 2003. March 9, 2001 Order
a 73. The Ratepayer Advocate was not a party to this stipulation. This office had proposed a
dipulation that alowed no lost revenue recovery for new programs at dl. However, the Board chose
to adopt the UtilitiesNRDC Stipulation, meanwhile noting that:

Lost revenue recovery and incentives were alowed under the

DSM regulations only for programs with measured and verified
savings. The amount of fixed cost revenue erosion resulting

from energy efficiency measures can be sgnificant and it is
therefore important for the caculation of these costs to be accurate.
This need for accurecy is the reason the Board was historically
unwilling to alow the recovery of lost revenues for programs thet
did not have verified, measured savings.” 1d.

The Board aso directed that “any continued recovery beyond 2001 for legacy program lost
revenues shdl decline to 80% in 2002 and 70% in 2003.” Id. at 74. No lost revenue recovery would
be avaldble for renewable energy programs. Additionally, recovery for lost revenues that were a

result of new programs would be subject to the approvd of the cadculatiion methodology by the

Board “prior to ther digibility for collection of logt revenues’. 1d. at 77.

The Company May Not Recover Lost Revenues Through an
Adjustment to Test Year Revenues..

JCP&L’s proposed “logt revenue’ adjusment should be rgjected as a matter of principle.
As Ratepayer Advocate witness Dr. David Nichols explaned in his prefiled direct testimony,
caendar year 2002 is the test year for this base rate proceeding. RA-69, p. 6. Electriaty savings

from the Company energy efficiency programs will, of course, be reflected in the find actua retall
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sdes revenues for the year. Id. In effect, the Company’s proposed adjustment incorporates a level
of logt revenues in its proposed base rates. The Board has never alowed this type of recovery of

embedded costs through base rates.

The Board Has Mandated That No “Lost Revenues’ Are
Recoverable Until the Board Has I ssued Its Decision Regarding
Energy Savings Protocols
Inits March 9, 2001 Order , the Board was clear that it did not undertake lightly the task of
dlowing recovery for new energy efficiency programs, including “lost revenue’ recovery. The
Board was equdly clear that it was going to be the sole arbiter for determining the methodology of
determining energy savings (usudly referred to as the protocols). Unequivocaly, the Board dtates
in its Findings that, “[tlhe program evauation plans for determining energy savings mugt ill be

approved by the Board, prior to digibility for collection of lost revenues for the new energy

efficdency programs” Id. a 77. (Emphess added). The language is specific and clear. There can
be no recovery of lost revenues without Board approvd of the protocols by which lost revenues will
be established.

The Board clearly states in its March 9, 2001 Order that it intends to carefully review the
caculation of these evduation mechanisms. The Order states, “[t]his need for accuracy is the reason
the Board was higoricadly unwilling to allow the recovery of lost revenues for programs that did not
have verified, measured savings....[t]he Board wished to ensure that continued lost revenue recovery
is based on accurate savings data.” The Board aso directed the continued decrease in collection of
logt revenues for legacy programs “to protect ratepayers from paying too much.” Ratepayer
protection is also why the Board correctly ingds that, “the bads for determining the collection of
logt revenues for the new energy efficiency programs mus dill be approved by the Board.” The

Board did not state that protocols could be implemented and after the fact the Board would examine
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them. The Board wisdly insgts that the recovery methods (or protocols) must be approved before
the ratepayers begin to pay for aleged lost revenues.

Company witness Siebens correctly states that the case of the approva of the protocols “is
dill pending before the board.” T15:L8 (3/7/03). “Pending” means that the protocols have not yet
been approved, and at this point neither we nor anybody ese knows what or how much the Board
may approve. Until this is determined, there should smply be no lost revenue recovery. Ratepayers
should not be made to pay in advance for lost revenues that the Board may or may not approve for
recovery. To do so would benefit the Company shareholders at the expense of ratepayers.

Moreover, the Ratepayer Advocate has presented evidence demongtrating that the Board's
caution is wdl judified. Dr. Nichols has identified a number of JCP&L protocols which, as
presently proposed, sgnificantly over-estimate annua energy savings. Logt revenue cdculations
are based on estimated energy savings. To the degree that energy savings are over-estimated, so will
be lost revenues. R-69, p. 10, Schedule DN-1. In Schedule DN-1, Ratepayer Advocate witness Dr.
David Nichals provides some examples of the problems with the utilities' proposed protocols.®

Dr. Nichals explained his particular concerns about the protocols after initidly noting that
JCP&L has along history in the area of DSM, nating that the Company was one of the first leaders
in the fidd, promoting efficient lighting more than twenty years ago. T50:L1-4 (3/7/03). With
respect to dectricity savings and “logt revenues’ from commercial lighting programs, Dr. Nichols
notes that development in the marketplace and the spread of information indicate that there would
be “some leve of dfident lignting that would take place even if there were no utility program.” Id.
a L6-15. In other words, using a basdine measurement of no eficient lighting inddled is smply
not accurate. Yet that is exactly what the utilities measurement protocols used by JCP&L assume

for dl exigting facilities that participate in DSM programs. Indeed, Dr. Nichols notes that in parts

® Dr. Nichols addressed programs and key issues that figure explicitly in JCP& L’ s calculation of lost
revenues as shown in Schedule M JF-6.
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of the country where no utility DSM programs exig, there are till customers who purchase efficient
lighting. Id. at L17-18.

To determine if the Company’s commercia lighting programs have made a net impact,
producing savings above and beyond the efficiency improvements occurring in the market anyway,
a fidd study such as a market evaduation or market assessment must be conducted. However, Mr.
Siebens sated that the Company has not yet used this tool to determine the accuracy of its
“protocol” estimates of eectricity savings. Accordingly, there is no way to know if the protocols
have adequately estimated the energy savings from the CRA programs. T50-51, L19-2 (3/7/03).
In any event it is unredigtic to assume, as do the protocols, that not even a single customer would
choose efficient lighting for an exiging facility wereit not for the utility CRA programs.

Dr. Nichols rebutta testimony notes that the JCP&L CRA program of eficient lighting in
new fadlities contains many inddlation measures that happen frequently on a Statewide basis.
T52:L.8-12 (3/7/03). Some of them are addressed in Ratepayer Advocate Exhibit R-71, which is a
basdine study that was done in order to establish what was actudly happening in New Jersey with
regard to efident lighing in renovation and new congtruction. Dr. Nichols notes that, while the
JCP&L savings measurement protocol assumes that efficiency lighting in new congruction is 30%
more fident than standard, “the [protocol] standard for at least hdf of the year seems to have been
ASHRAE 90.1 1989, which is an dd standard, not a state-of-the-art standard. So [Dr. Nichols]
remain[s] persuaded that there is some level of free ridership, and that lost revenues are being
overestimated smply by applying the protocolsin their present form.” T52:L.13-23 (3/7/03).

The same ratiionde applies to the measurement protocols applied to estimate savings from
efficent resdentiad centra ar conditioners. The Company clams that the least efficient air

conditioning unit on the market the “predominant” unit bought. But unless every Sngle customer

who purchases an ar conditioning unit would buy the least expensive but dso the least efficient unit,
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the basdline for the protocol should not be the least efficient unit, as it is rather, it should be
omething above that. Agan, without a market assessment, it is impossble to determine the
accuracy of the estimates upon which the protocols are based. By assuming the least efficient unit
is the basdline, “we are making a generous estimate about how much is being saved.” Indeed, Dr.
Nichols notes that, when we are taking about lost revenues that will affect the revenue calculation,
“we should be making the most cautious estimates possible, and that is not what these protocols do.”
T53-54: L24-7 (3/7/03).

Company witness Mr. Siebens responded in his rebuttal to Dr. Nichols criticism of the
protocols by sating that, “the protocols proposed by the utilities do not exaggerate impacts in the
aggregate. Of course, JCP& L welcomes the opportunity to further discuss the protocols themselves,
within the context of the CRA hearing.” JC-16, p. 3.

However, the Company has aready had the opportunity to discuss the protocols, and Dr.
Nichols expressed his frugtration and concerns regarding the lack of cooperation on the part of al
the utilities, induding JCP&L, regarding the establishment of the protocols in his testimony at the
March 7, 2003 hearing:

There was ameseting of the partiesin the CRA proceeding in October

of 2001 where |, and the utilities were present, JCP& L, Public Service and

the others, where | detailed measure by measure my concerns with these
protocols. There was a consultant to the utilities from out of town, another
out-of-town consultant who was present, who was responsible for the protocols.
And my understanding was that he was going to take my detailed
measure-by-measure criticisms and go out and do some re-working of

the protocols. T48:L8-18 (3/7/03).

Dr. Nichols concluded that he continues to have the same concerns about the overstatement
of logt revenues as he did in 2001, for the “the protocols in their form as submitted are being used
to caculae the lost revenues” T48:L19-24 (3/7/03). Morever, the Company is willing to address
the accuracy of the protocols in some future CRA proceedings and yet expects Your Honor and the

Board to address the recovery lost revenues based on these protocolsin this proceeding.
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Conclusion

Thus, the Ratepayer Advocate urges Your Honor and the Board to disalow incluson of “lost
revenues’ into base rates. This adjustment violates the Board's March 1, 20010rder which
specificdly requires Board approva of protocols for establishing lost revenues resulting from new
energy efficency programs before such lost revenues could be collected in rates. Further, the
inclusion of logt revenues in base ratesis improper as amatter of principle.

For the abovementioned reasons, the Ratepayer Advocate respectfully requests that Your
Honor and the Board disdlow the recovery of the Company’s dleged annudized revenues for new

CRA programs.

2. Expense Adjustments
a. Advertising Expenses
The Company claims that it spent $958,000 on public relations, image building, and Other
advertisng expenses during the test year. $605,000 of this amount was spent to reintroduce “the
Jersey Centra Power & Light name to customers and to underscore our renewed commitment to
religble service.” R-38, p. 32. New Jersey ratepayers should not be held responsible for the costs
of the Company re-building its reputation after severa years of inadequate service rdiability that
has resulted in class-action litigation. By making the ratepayers accountable for this latest round
of image enhancement, the ratepayers are unreasonably burdened for a second time. Firdt, their
power went out, and now they pay for the privilege of hearing the Company’s “renewed
commitment” to keeping the lights on — a commitment that should have never wavered in the firgt
place.
Neither should it be the responghility of ratepayers to pay for JCP&L’s promises to its

customers to meet customer service obligations.  Accordingly, public relations, image rebuilding
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and “other” expenses should not be collected from ratepayers. The Ratepayer Advocate' s position
on this issue is conggtent with Board precedent. 1/M/O Petition of Jersey Central Power & Light
Company for Approval of Increased Base Tariff Rates and Other Charges for Electric Service and
Other Tariff Revisions, BRC Docket No. ER91121820J (June 15, 1993). JCP&L’s last rate case,
the Board unequivocadly excluded promotiond, inditutiond and public relaions advertisng
expenditures from being recovered from ratepayers.

Accordingly, not only should Your Honor and the Board deny JCP&L recovery for these
public reaions expenses because of precedent, but because the ratepayers should not be forced to
pay for the hedling of the Company’s sdf-inflicted wounded reputation. As such, al public relations

and image enhancement advertisng costs should be excluded from JCP&L’S revenue requirement.

b. BPU/RPA Assessments

Ratepayer Advocate witness David Peterson has recommended two adjusments to the
Company’s damed BPU and RPA assessments.  First, Mr. Peterson incorporated an assessment
dlowance on the additiona revenue caculated for the year end revenue annudization, discussed
above. He then replaces JCP&L’s speculative assessment rates with the actua 2002 assessment
rates.

As an additiona adjustment, Mr. Peterson included the RPA and BPU assessment rates in
his caculation of the revenue converson factor. (DEP-1, Sch. 1, p.2). By failing to include the
revenue tax effect of the BPU and RPA assessments into the revenue reguirement caculation, the
company has understated the amount by which its current revenues are excessive.

The Company failed to address this issue in its rebuttal testimony and in its updated filings
did not recognize that when rates are reduced at the end of this proceeding, the BPU and RPA

revenue tax amounts would also decline, because tax is proportiona to total revenue. It was only
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a the hearing that the Company witness Mr. Preiss rgjected this adjustment, explaning that the
adjugment had not been made in prior years. T70:L2-10 (2/25/03). However, Mr. Preiss agreed
that if JCP& L’ s revenues decrease as a result of the rate case, the Company would not be taxed on
those revenues that were not received. T71:L19-22 (2/25/03).

Accordingly, as the RPA and BPU assessments will decline consequent to the reduction in

revenue, it is necessary to reflect that reduction in the revenue requirement caculation.

C. Charitable Contributions

In duly, 2001, the New Jersey Supreme Court hdd that “no portion of a utility’s charitable
contributions may be subgidized by the utility’s captive ratepayers.” 1/M/O Petition of New Jersey
American Water Company, Inc., for an Increase in Rates for Water and Sewer Service and Other
Tariff Modifications, 169 N.J. 181, 184 (July 25, 2001). The Court reasoned that first of al, “on
generd farness grounds, ratepayers should not be forced to pay additiond amounts for charitable
purposes at the hand of a regulated monopoly.” 1d. a 193. Secondly, because these donations are
discretionary, “they are more agppropriately borne by the entity’s shareholders, not its captive
ratepayers.” 1d. a 194. The Court concluded:

In the last andlyds, this case implicates equitable principles
fa more dgnificat to ratepayers than the extra cents
reflected on thar water bills. Beyond those mere monetary
amounts, the Court dso must condder the inherent unfairness
to the rate-paying public that results from tregting a utility’s
charitable contributions as an operating expense.  As
recognized by other courts that have set aside such
charecterizations, forcng captive ratepayers to finance a
utility’s charitable contributions is inequitable because those
costs are more appropriately borne by shareholders.
Shareholders have the option of selling their shares if they are
unhappy with the utility's charitable contributions or if they
disapprove of the recipients of the money.

In contrast, ratepayers have little recourse if they disagree
with the beneficiaries of a utility's largesse.  Moreover, a
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charitable contribution involves numerous persond choices,
namdy, whether to make it in the fird ingtance and, if so, to
whom and in what amount. Requiring ratepayers to subsidize
such contributions under those circumstances is unreasonable.
We dso agree with those courts that have concluded that
charitable giving itsdf is unrdlated to a utility’s core function.
Id. at 195.
And yet, despite this clear language, the Company has included in its revenue requirement
a $752,000 dlowance for charitable contributions. JC-4, Schedule RFP-2 (12+0), p. 4 of 29.
The Company attempits to judtify the inclusion of these donations because they “are clearly
conggent with the interests of our customers and the communities in which they live” JC-4
Rebuttal, p. 4. Mr. Preiss cites donations to United Way, youth programs, scholarship funds,
American Red Cross and loca police, fire and emergency services as recipients of FirstEnergy
largesse. JC-4, Rebuttal, p. 4. What the Company does not recognize is that these are the very same
types of charitable donations that New Jersey American Water attempted to judtify as “an important
dement of its respongbility to the communities it serves.” New Jersey American Water, 169 N.J.
a 185. The Court noted the “number of worthy beneficiaries, i.e. fire departments, schools,
churches, and medica organizations’ but was not “persuaded that a contribution to those donees
enables the utility to furnish safe, adequate and proper service” Id. Thus, the New Jersey Supreme
Court has aready reviewed and rgiected JCP&L’s argument, finding an insufficient nexus between
autility’ s charitable contributions and any clamed benefit to ratepayers.
Accordingly, Your Honor and the Board should not dlow any of the Company’'s clamed

$752,000" in charitable contributions to be recovered from ratepayers.

0 Almost $128,000 of the charitable contributions that JCP& L is claiming are contributions made by
FirstEnergy Corporation rather than through the FirstEnergy Foundation.
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d. Depreciation Expense
Ratepayer Advocate witness Michae Maoros recommended certain adjustments to the
Company’s depreciation accrua rates which are discussed in detal in Point [11. Applying Mr.
Majoros' s recommended accrua rates to JCP& L’ s year-end plant balances reduces the Company’s

proposed depreciation expense alowance by $37,701,000.

e. Management Audit Expense
As discussed in detail in Point IV. C., the Ratepayer Advocate recommends that Y our Honor
and the Board didlow al costs associated with the Phase 111 outage investigation conducted by
Schumacher & Company and the Stone & Webster rdiability audits. Had it not been for the
Company’s imprudent actions, these expensve remedia proceedings would not have been
necessary. This adjusment reduces JCP&L’s proposed management audit amortization alowance
by $148,000.
f. Merger Costs
JCP& L has included merger related costs totding $42.7 million in its revenue requirement
sudy. This $42.7 million contains $7.677 million of merger codts incurred during the test period
and an additional $32.019 million represents merger costs incurred in the pre-test years of 2000 and
2001. JC-4 Sch. RFP-2 (12+0), p. 9. The recognition of any merger related costs in JCP&L's rate
proceeding is in direct contravention with the Board's Merger Order and the Stipulation signed by
the partiesin that proceeding. R-38, p. 22.
When GPU Energy, JCP&L and FirgEnergy Corp. sought Board approval of the merger, the
amount of merger savings that would be passed on to ratepayers and the amount of merger costs that
would be included in rates were intensely contested issues. See I/M/O the Joint Petition of

FirstEnergy Corp. and Jersey Central Power & Light Company, d/b/a GPU Energy for Approval
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of a Change in Ownership and Acquisition of Control of a New Jersey Public Utility and Other
Relief, BPU Docket No. EM00110870, Order of Approval, (Oct. 9, 2001). The patiesinvolved in
the Merger proceeding arrived at a settlement and subsequently signed a Stipulation which allocated
$300 million of net merger savings to JCP& L ratepayers to reduce JCP& L’s deferred balance upon
completion of the merger. Similarly, the Company’s shareholders were alocated a portion of the
net merger savings. In addition, the Board allowed JCP&L to recover certain codts associated with
the merger. Those costs were recognized in the net merger savings caculation. R-38, p. 22.

The Board's Merger Order specificaly excluded certain merger transaction related costs
from any ratepayer recovery. The excluded costs include: 1) consultant fees (financia, accounting,
tax etc.); (2) invesment bankers fees, (3) legd; (4) shareholder mesting/proxy; (5) commission
filing fees, (6) executive separation costs, and (7) fadlities, transportation and employee related
costs. See Exhibit 1 of Stipulation Agreement.  All other merger codts were considered at the time
of the sattlement and recognized in the calculation of the settlement amount.

JCP&L should not be dlowed to recover merger costs in this proceeding. To do so would
violate the express directives of the Stipulation and Board Order in the Merger proceeding. The
Stipulation provided that dl merger-related costs were used to reduce the gross savings estimate in
developing the net savings amount. In fact, JCP&L acknowledged in discovery response RAR-RR-
47 tha the merger related expenses for which it seeks recovery were contemplated at the time of the
merger Stipulation:

The category of costs induded in Normaization Adjustment
No. 8 were dl contemplated a the time of the Merger
Stipulation. The category of cods included Incrementa IT,
Equipment, Relocation, Severance, Outsde Services, and

Miscdlaneous.

R-38 (attachment)
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As Mr. Peterson correctly points out in his direct testimony, the recognition of any further
merger related costs will result in double counting because these costs have aready been used to
reduce the gross savings estimate used as the basis for the $300 million net merger savings allocated
to ratepayers. R-38, p. 22. Mr. Peterson further testified on this very point during the hearings:

Merger cost trestment, the ratepayer advocate, Jersey
Centrd,. GPU, Firs Energy, and dl the paticipants in the
merger proceeding signed a stipulation that JCP&L would not
ask for or seek recovery of merger codsts in the rates. Wall,
the $300 million that was agreed to by the parties in that
Settlement was a net of cost amount, thet is, dl costs were
aready consdered when the $300 million offer was accepted.

T97:4-13 (2/26/03)

Upon cross examination, Mr. Peterson reiterated his well reasoned conclusion that al costs
associated with the merger that the Company was entitled to have been fully addressed by the
merger proceedings.

Q: | mean, if in the test year dl savings are flowed directly to the
ratepayer, where is the company getting back the cost to
achieve that it is supposed to be getting back pursuant to the

merger settlement?

A: Y ou got the cost to achieve in the $300 million. That is a net
of cost number.

T153:17-23 (2/26/03).

Absent Board authorization permitting JCP&L to defer pre-test period merger costs, the
$35.019 million sought to be recovered by JCP&L could have been, or should have been written off
in the years in which they were incurred, and cannot be included in the current test period for the
purpose of rate recognition. R-38, p. 23, R-39, pp.6-7.

Furthermore, Mr. Preiss adjustments builds into future rates a $42.696 million alowance
for merger related costs, despite the fact that a large portion of the Company’s merger-related costs

have aready been recovered. R-38, p. 23. Asaresult, if merger cost are dlowed into rates JCP& L
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will be able to recover $43 million each year in merger related costs from ratepayers as long as rates
are in effect. Such excessive recovery is contrary to sound rate making theory and is inequitable to
ratepayers.

Mr. Preiss attempts to counter Mr. Peterson’s arguments by dating that JCP&L has no
intention of building merger costs into future rates, but is instead “building into rates a double
counting of the net merger savings reflected in the test year [because] [i]f dl costs-to-achieve were
not reflected, the amount of double-counted savings that would be built into rates would be even
more egregious.” JC-4 Rebutta, p. 10; T83:2-7(2/25/03). But when asked on cross examination
if it was probable that the $43 million would be built into future rates and be included as a expense
indefinitely, Mr. Preiss responded affirmatively. T85:12-15 (2/25/03).

Mr. Preiss further testifies that JCP& L is not seeking recovery of $43 million in merger costs
from ratepayers, but is instead using the $43 million to offset test year savings to the extent the
merger savings in the test year exceed the cost incurred to create those merger savings. T 82-83
(2/25/03), T158: 6-11 (2/26/03). Mr. Peterson testified that it was not evident from Mr. Preiss
testimonies and Schedules that he was smply trying to offset the merger savings instead of trying
to recover merger costs. What was clear, however, was the incluson of $43 million of costs-to-
achieve in the revenue requirement which Mr. Peterson considers a “red flag.” T158:20-25, T159:1-
3 (2/26/03). Ultimady, the Company’s argument should be rgected because “[t]he only thing that
is verifidble is the actual costs spent . . . [t]here has been no verification of any savings.” T157:5-6,
8-9 (2/26/03). In conclusion, the Ratepayer Advocate respectfully requests that Y our Honor and the
Board rgject the Company’s proposal to pass onto New Jersey ratepayers $42,696,000 in merger

related costs.

0. SAP Proect Enterprise/ Evolution
Amortization
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Following the merger, it was decided that the mogt effective and efficient way
to achieve synergies between the two companies was for FirsEnergy to implement the same
computer system that was aready being used at JCP&L and the other GPU utilities. This decision
resulted in Project Evolution. T85:18-25 (2/25/03). Project Evolution O&M expenses were
incorporated in FirgEnergy’s merger cost etimate that formed the basis for the $300 million net
merger savings agreed upon by the parties. R-38, p.24 JCP&L is now attempting to recover these
merger related costs from ratepayers. In fact, on cross examination by the Ratepayer Advocate, Mr.
Preiss admitted that the costs of implementing Project Evolution was included in the FrstEnergy
merger related cost recovery:

Q: The edtimated cost of Firs Energy implementing its SAP
system was incuded in the First Energy merger rdlated cost
andysis, isthat correct?

A: That's my understanding, yes.

T87:13-17 (2/25/03).

Consequently, JCP&L is precluded from any further recovery of Project
Evolution codts.

Mr. Preiss responds to Mr. Peterson’s disdlowance of Project Evolution costs by asserting
that Project Evolution conssts of merger related and a non-merger related portions, and it is the
non-merger related portion of the Project Evolution costs that should be recoverable in the test year.
JC-4 Rebuttal, pp. 11-12. This represents a feeble attempt to justify the recovery of costs that have
been drictly prohibited by the Merger Order. Furthermore, the fact that the Company failed to
quantify portions of Project Evolution costs as non-merger related provides no basis on which to
adjust the expense for non-merger related activities. R-39, p. 8.

Therefore the Ratepayer Advocate respectfully requests that Your Honor and the Board

remove the $1.697 million from the Company’s revenue requirement request for the cost of Project
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Evolution. Any additiond recovery of Project Evolution costs would violate the Board's Merger

Order and Settlement Agreement. R-39, Sch. 3, p. 2b.

h. Rate Case/Regulatory Expense

JCP&L’s edimate for the current rate case expense is $2.35 million which
it dams should not be shared between ratepayers and shareholders 50/50 and should be amortized
over athree year period. JC-4, Sch. RFP-2 (12+0 Update), JC-4 Rebuttd, p. 13. This proposed
three year amortization of the rate case expenses will provide the Company with a $783,000 annual
cost dlowance. JC-4, Sch. RFP-2 (12+0), p.15. The Ratepayer Advocate recommends that Y our
Honor and the Board require JCP& L to share their actud rate case expenses on a 50/50 basis and
imposes afive year amortization on rate case expense recovery.

There are three basic problems with the Company’s proposal.  Firg, the exact amount of rate
case costs are not yet known. This could result in actua cost to JCP& L significantly lower than the
$2.35 million projected by Mr. Preiss. Accordingly, the Ratepayer Advocate recommends that Y our
Honor and the Board require the Company to provide actual costs incurred toward the end of the
case with revised edtimates of remaning costs outdanding, if any. This procedure is far to
ratepayers without haming the Company. Moreover, dlowing full rate recovery for $2.35 million
in unsubstantiated cost estimates is patently unfair to ratepayers. Accordingly, Ratepayer Advocate
witness Dave Peterson reduced the Company’s overly aggressive $2.35 million estimate to a $2.0
million place holder until actud cogts are known. R-38, Sch. 3, p. 7.

Secondly, Mr. Peterson recommends a five year amortization period for the rate case
expense. There is no support for the Company’s proposed three year amortization. JCP&L has not
filed a base rate case in over ten years. Such infrequent filing of rate cases does not support a three

year amortization of rate case expenses. R-38, p.26, Sch. 3, p.7.
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JCP&L contends that a three year amortization is a “reasonable proxy for a normd
regulatory expense levd in the restructured era” JC-4 Rebuttal, p.13. Mr. Preiss provides
Middlesex Water Company as an example of an instance where the Board approved a two year
amortization of rate case expenses. Id. A water company is not a good proxy to use to judge how
often a eectric company will come in for a rate case post EDECA. Further, Mr. Peterson explains,
a two year amortization period, while perhaps appropriate for Middlesex Water, is not equally suited
to JCP&L given its actua higtory of filing rate cases every ten to twelve years. R-39, p. 9.
Accordingly, afive year amortization is more reasonable in this ingtance.

Thirdly, in accordance with Board precedent, Mr. Peterson further reduced the $2 million
rate case expense amount by 50 percent, to reflect that only half of the rate case expenses are
recoverable from ratepayers. R-38. Mr. Preiss dates in his rebutta testimony that JCP&L should
not be required to share rate case expenses because they did not initiate the filing, but insteed filed
a the directive of the Board. JC-4 Rebuttd, p. 14. Mr. Preiss seems to fed that only when the
Company chooses to come in for a rate increase should rate case expenses be split between
shareholders and ratepayers. T90:13-25, T91:2-4 (2/25/03)

Indeed, the Company’s shareholders were well represented throughout these proceedings.
There was extengve testimony on capitad structure and return on equity and shareholder interests
were used as a judification for case working capita rate base deductions. Consolidated tax filings,
charitable contributions, incentive compensation and rate case expenses were dl contested against
the backdrop of shareholder interest. There were, in addition to locd counsd, a least two
representatives from Firs Energy present at the pre-hearing, at evidentiary hearings, at public
hearings and on conference cdls. Clearly, the outcome of this case was very important to First

Energy.
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Indeed, as was noted during the evidentiary hearing, the Company’s shareholders have a
congderable financial stake in the outcome of these proceedings.
Q. So even though the Board ordered this rate filing
would you agree that the Compary is 4ill defending
the interests of the stockholders?

A. In any proceeding | would expect the Company is
going to defend the interests of the stockholders.

Q. Mr. Preiss, the Company is proposing a 47.7 million
dollar base rate deduction based on its 9+3 filing; is
that correct?

A. Yes.

Q. And Mr. Peterson’s andyss showed a two hundred
forty-four million dollar revenue expense agan based
onthe 9 + 3filing; isthat correct?

A. | don't have it in front of me but | will accept the
number.

Q. The difference between those two positions would be
$196.3 million; would that be correct?

A. That sounds right.

Q. That is a ggnificant amount of money at stake for
shareholders; would you agree?

A. Yes.
Q. Therefore, the Company’s shareholders havea
dgonificant amount of money a deke in this
proceeding despite the fact that the Board ordered the
filing; would you agree with that Satement?
A. Certainly.
T 91:5 - 92:6 (2/25/03)
The theory behind the 50/50 sharing approach is that there are strong competing interests in
a rate case. The Company's primary interest lies in adding shareholder vaue. Given this

motivation, it is entirely appropriate that rate case expenses be borne in part by the Company’s
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shareholders. Moreover, the 50/50 sharing of rate case expense is well established Board policy.
This policy has been repeatedly redffirmed by the Board. For example in the Pennsgrove Water
Supply Company’s rate case the Board said:
Having reviewed the entire record in this matter, the Board ADOPTS
the ALJS recommendation. In recognition of the argument that
stockholders benefit from a rate proceeding, it has been the policy of
the Board to utilize 50 - 50 sharing of rate case expenses for larger
utilities, induding water utilities In addition, the Board notes that,
in this case, Ince Ptitioner's revenues have exceeded one million
dollars in each of the lagt three years (companies with revenues of
one million dollars or more are generdly classfied as Class A water
companies), the Board EINDS a 50 - 50 sharing to be appropriate in
this maiter.

I/M/O the Petition of PennsgroveWater Supply Companyfor an Increasein Ratesfor Water
Service, Order Adopting in Pat and Regecting in Part Initid Decison, BPU Docket No.
WR98030147 (6/24/99).

The Company has provided no valid reason for departing from this policy. Therefore, the
Ratepayer Advocate repectfully requests that Your Honor and the Board Order a 50/50 sharing of

the Company’ s actua rate case expenses, amortized over afive year period. R-38, Sch. 3, p.7.

i Production Related Regulatory Asset
Amortization

Through various Board Orders and settlements, JCP&L has been granted permission to
amortize regulatory assets relating to certain production facilities. The amortization periods for the
recovery of these assets were set in previous Board proceedings. R-38, p. 27. The following table

identifies the regulatory assets and the find year of amortization set by the Board.

Regulatory Asset Final

Y ear

TMI-1 Design Bas's Documentation 2014
Oyser Creek Design Basi's Documentation 2009




Oyster Creek Probabiligtic Risk Assessment 2009

Werner Station 2012
Merrill Creek Leasehold Improvements 2032

In this proceeding, JCP&L seeks to accelerate the amortization periods set by the Board.
This acceleration will result in an increase in the Company’s revenue requirements of approximately
$4.8 million. 1d. The Company claims that this acceerated amortization will “eiminate these assets
from its balance sheet over a period that is consstent with the restructuring trangtion period.” JC-4,
p.8.

The Ratepayer Advocate disagrees with the Company’s proposed modifications to Board's
prior determinations regarding the proper amortization period for these assets.  Fird, issues
determined in rate proceedings are rarely decided in a vacuum. In each case where the Board
established an amortization for the regulatory asset, the Board had before it a number of issues to
be decided. After considering al of the issues presented in the case, the Board made decisions that
balanced competing interests of ratepayers and shareholders. Accelerating the amortization for these
regulatory assets now, without re-vigting dl of the issues previoudy decided by the Board in those
earlier proceedings, would upset that delicate balance.

Second, the Company attempts to support its accelerated amortization plan by claming that
it is condgtent with the length of the transition period. As noted by Mr. Peterson, the length of the
trangtion period is irrdevant to the amortization of the production related regulatory assets because,
by the time rates are set, the four year transition period would have ended. R-38, p. 28.

Q: Okay, you see no effidency bendfit, if you will in
redaggering these regulatory assets so as to amortize them

over some more definitive areaand get them out of rates?

A. The issue isn't a deinitive period. The definitive
period has aready been set for each one of these
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things. | don't see any efficiencies in changing it. The
company has already set up the accounting for it. It is
just a matter of running it out on the company’s
books.

T:172:2-11 (2/26/03).

Third, the decision to construct the fadlities and to later dispose of the fadlities through sde
was for the benefit of JCP&L’s customers, making it gppropriate to continue amortization of those
assets over the time frames previoudy established by the Board. R-39, p. 10. Mr. Peterson, on cross

examindion explans why these fadlities dbat no longer retained by JCP&L, are ill providing

indirect benefits to ratepayers.

Q:

And these fadlities are not now providing any continued
benefit to ether Jersey Centra by way of an investment or to
ratepayers by way of providing capacity and energy. lsn't that
true?

There is an indirect benefit, if you will, to the ratepayers
from, continuing benefit from each of theseitems, yes.

And in what way?

Even though it is not providing service, the decision to build
and later sdll was based on the assessment of costs, risks and
benefits over the life of those units. So if you sold it, you
must have thought there would be a benefit to your
customers. That bendfit didn't go away when you sold it.
Those benefits are continuing until the expected life has
expired.

T:171:10:25; T:172:1 (2/26/03).

The Ratepayer Advocate respectfully requests that Your Honor and the Board reject the
Company’s proposal to speed up the recovery of certain production related assets. The acceleration
of the amortization period for these assets provides no benefit to New Jersey ratepayers. The
decisons have been made, the accounting set up and the annud recovery amounts decided. The

only vaue of the $4.845 million revenue requirement is to make the Company’s balance sheet 1ook
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better. In these severe economic times, that is not an adequate reason. Accordingly, the Company’s
proposed O&M expenses should be reduced by $2,604,000 to reverse the Company’s proposed

amortization adjustmen.

J. Restructuring Transtion Costs

In 1996, when JCP&L reduced its workforce, it incurred $70.5 million in extraordinary
retirement and severance costs. This $70.5 million was incurred in 1996, was recorded as an
expense in 1996 and charged againg 1996 earnings. In this current filing, the $70.5 million has
resurfaced and JCP& L proposes to amortize this amount over an eight year period beginning August
1, 1999, reaulting in an annud revenue requirement of $8.813 million. R-38, p. 28; JC-4, Sch. RFP-
2 (12+0), p. 17.

Mr. Preiss, in his rebutta testimony, testified that “[pJursuant to the Fina Report the
recovery of such costs was not to be put at risk through the introduction of competition into the
generation market.” JC-4 .p.17. Mr. Preiss seems to be implying tha the Find Report conveyed
some promise of recovery for these dready incurred costs. In fact, there is no such promise. What
the Final Report Satesis:

We conclude that the other identified potential sources of stranded costs, induding
regulatory assets, down-szing and restructuring costs and socia program costs, are
not directly put at risk through the introduction of competition into the retail power

generation market, and can be addressed through more traditional ratemaking
techniques.

Thus, the Final Report did not promise recovery for reduction in workforce costs incurred
prior to the 1997 report. The Report spoke of “potentia sources’” of stranded costs, not cost aready

incurred prior to 1997. And, the Report envisioned that these costs would be “addressed through
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more traditiona ratemaking techniques.” Expense recovery going back seven or eight years is not
atraditiond ratemaking technique**

Similarly, the Company mis-reads EDECA to alow the recovery of these costs. EDECA
dlows recovery of “restructuring related costs’ and defines these costs as “codts directly related to
the restructuring of the dectric power industry.” N.J.SA. 48:3-51. The Company has made no
showing that Company wide layoffs in 1996 were directly related to the restructuring of the eectric
power industry.” Indeed, it is hard to imagine how this Company wide reduction in force could have
been directly related to a restructuring process that was, in 1995-1996, till its formative years.

Notably, the Company has not identified to that section of the Board's Final Order that
dlowed recovery of these 1996 lay off costs. Perhaps that is because it cannot. Indeed, the Find
Order does expresdy allow severance related costs but not the claimed 1996 severance costs. The
Find Order dlows for “the recovery over a period of eeven years of $130 million in early
retirement and severance-related costs that would be incurred if Oyster Creek were to shut down in
2000, subject to true up to the actual amount of such costs.” Final Order at p. 105. If, asthe
Company suggests, the Board has aready approved the recovery and amortization of these 1996 lay
off costs in the restructuring proceeding, a cite to the Final Order is warranted. Without such a cite,
the Company has provided no legd or factud bass for the indusion into current rates of this $70.5
million in 1996 retirement and severance costs.  Accordingly, the Ratepayer Advocate respectfully

requests that Y our Honor and the Board not alow further recovery for this 1996 expense.

K. I ncentive Compensation
The Ratepayer Advocate recommends that Your Honor and the Board disallow $4.818

million in incentive compensation costs clamed by the Company. (Exhibit DEP-1, Schedule 3,

1A utility isenjoined from recovery in acurrent year costs that have already been recovered in prior years,
apractice deemed as retroactive ratemaking. 1/M/O Elizabethtown Water Company, 107 N.J. 440 (1987).
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page 2b of 9, 12+0 update). This amount represents the amount of incentive compensation that was
pad out as a result of the atanment of financa, rather than operationd, incentives. Because
shareholders receive the benefit from the attanment of these finandd gods, shareholders should
pay the costs.
0] The Language of the Incentive
Compensation Plans Unequivocally
Indicates that the Financial I nterest
of the Shareholders is the Primary
Objective.
Ratepayers do not recaeive a direct bendfit from the Company’s Incentive
Compensation programs.  Although the Company clams that the criteria established by the
Company to reward employees under the compensation plans relate to operationa goals as well as
the financd performance of the Company, the plans do not give even a mention to New Jersey
ratepayers in the stated objectives. FirgEnergy’s 2002 “Executive Compensation Plan” had the
following stated objective:
The Executive Incentive Compensation Plan (EICP) is desgned to
attract, retain and reward executives, to more dosdy dign the
interests of executives and shareholders, and to promote growth in
shareholder value.
FirgEnergy’s “Mid-Management Incentive Compensation Plan” stated a similar objective:
The Mid-Management Incentive Compensation Plan (MICP)
isdesigned to attract, retain and reward employees to the successtul
operation and profitability of FirEnergy.
R-38, pp. 30-31.
These incentive compensation plan objectives dearly indicate that the inducement for
compensation in these programs is the financial success of the Company and increased shareholder

wesdlth rather than improved customer service and rdidhility.
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Company witness Kaplan unconvinaingly disputed this podtion, dating that, “[c]learly, the
incentive programs at JCP&L improve Company performance and benefit consumers.” JC-10, p.
3. Ms Kaplan gtates that, “[w]hile the [EICP] does specify ‘increasing shareholder value,’ such a
god necessxily adso incorporates customer interests,” (JC-10, p. 3.) and then stated without
explandion that “it is unreasonable to believe that financid success benefits only shareholders”

Indeed, whereas Ms. Kaplan agrees that the word “ratepayers’ is not specificaly mentioned
in the EICP objective T60:L20-21 (2/26/03), she disngenuoudy states that “I don’t think that it's
particularly necessary to focus on the actud verbiage of this when the intent and the design would
uggest a broader interpretation.” T60:L9-12 (2/2/03). Ms. Kaplan provided no support for her

concluson that the clear and express statement made in the plan objectives was not controlling.
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(i) The Stated Objectives of the Incentive
Compensation Programs do not Place
Ratepayer Interestson an Equal Leve with
Shareholder Interests

Regardless of the Company’s assertions that the “intent” and “design” of the compensation
programs are to bendfit ratepayers as wel as shareholders, the stated objectives are not consistent
with the ratepayer god of recaiving service at the lowest possble price. Indeed, the Company has
not even damed that its incentive compensation program is either directly or indirectly necessary
for the provison of safe, adequate and reliable utility service.

As noted above, the stated purpose of the plans is to advance the “growth in shareholder
vaue' and “profitability.” The criteria that determine the rewards paid out under the incentive
compensation plan relate to finanda performances, with shareholders as the primary beneficiaries.
Customer service, reliability of service, or the rapid re-establishment of service after an outage do
not factor into the incentive program. Therefore, as shareholders profit from these plans,
shareholders should be responsible for the discretionary costs of these plans.

Indeed, the Company has presented no evidence that there are any benefits, much less
specific bendfits, that are accruing to ratepayers as a result of these incentive compensation plans.
Company witness Kaplan boldly states that customer interests are “inherent” and “incorporated,”
and that the incentive plans are designed “to promote customer interests in the areas of service,
safety and overdl efficiency.” Yet no specific efficiencies or benefits to ratepayers are offered in

support of thisassertion. JC-10, p. 4.
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(iii)  Established Board Palicy isto Disallow Incentive
Compensation Expensesin Rate Base

The Board has an established policy of disdlowing incentive compensation expenses in rate
cases. Inthe Board's Final Decison and Order in I/M/O the Petition of Jersey Central Power &
Light Companyfor Approval of Increased Base Tariff Ratesand Other Changesfor Electric Service
and Other Tariff Revisons, BPU Docket No. ER91121820J (February 25, 1993), the Board
disdlowed dl of the costs associated with the utility’s incentive compensation plans from its cost
of service. The Board stated:

We are persuaded by the arguments of Staff and Rate Counsdl that,
a this time, the incentive compensation or “bonus’ expenses should
not be recovered from ratepayers. The current economic condition
has impacted ratepayers financid Stuation in numerous ways, and
it is evident that many ratepayers, homeowners and businesses alike
are having difficulty paying their utility bills or otherwise remaining
profitable. These circumstances as well as the fact that the bonuses
are dgnificantly impacted by the Company achieving financid
performance gods, render it inappropriate for the Company to
request recovery of such bonuses in rates at this time. Especidly in
the current economic dimate, ratepayers should not be paying
additional costs to reward a sdect group of Company employees for
performing the job they were arguably hired to perform in the first
place. Accordingly, we HEREBY MODIFY the Initid Decison and
DENY from induson in rates the entire test year compensation
expense of $554,000.

More recently in the Middlesex Water Company base rate case, the Board reaffirmed this
decison and denied the water utility’s request to include incentive compensation expense in its rates.
I/M/QO the Petition of Middlesex Water Company for Approval of an IncreaseinitsRates for Water
Service and Other Tariff Changes, BPU Docket No. WR00060362 (June 6, 2001). In rgjecting the
Adminigrative Law Judge' s recommendation to share incentive compensation costs 50-50 between
ratepayers and shareholders, the Board agreed with the reasoning in the JCP&L order, and noted
that, “[tlhe language in the Board's JCP&L 1993 Order is especidly appropriate today when

consumers are gill faced with increasing energy codts, as well as other increased cods.”
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At the hearing, Ms. Kaplan referred to the Company’s Incentive Compensation plan as a
“winkwin.” T 54:L17 (2/26/03). Indeed the Ratepayer Advocate does not disagree that the inclusion
of incentive compensation plans into base rates is a winwin for the Company’s shareholders. In
fact, they can't lose. The money is received from ratepayers. If financid gods are md,
shareholders  benefit through increased profits and management benefits through incentive
compensation payments.  If financid gods are not met, shareholders gill benefit.  The Incentive
Compensation dollars collected from ratepayers but not distributed to management are ill avalable
in some form for distribution to shareholders. Undoubtedly, awin-win for shareholders.

Accordingly, as FirgEnergy shareholders are the primary beneficiaries when the Company
achieves overdl performance targets, the shareholders, rather than New Jersey ratepayers should
pay these awards. Under this proposa, shareholders will remain protected from excessve incentive
payments becoming a financid drain on shareholder wedlth because the Company’s plans require
tha a minmum earnings threshold be achieved before any payments are made. The Ratepayer
Advocate respectfully requests that Your Honor and the Board disdlow JCP&L’s incentive
compensation expenses for rate making purposes.

l. Miscellaneous Test-Y ear Expenses
Gross Receiptsand Franchise Tax (“GR&FT”) Amortization Expense

The Company included in its 12 + O updates $8.8 million in GR&FT expense. This
Company proposed adjusment was based on a 1993 change to the tax law which required JCP&L
to accelerate the payment of its GR&FT expense. The Board authorized JCP&L to amortize this
expense over ten years. According to the Company, the unamortized balance as of December 31,
2002 is only $1.5 million and the amortization ended in February 2003. CS-27. Accordingly, Mr.
Peterson deducted this $8,835,000 from the Company’s claimed $65,965,000 for a total $56,152,000

Taxes Other Than Income Taxes. R-38, (12+0 update) Sch. 3, page 1.
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m. Interest Synchronization Adjustment
Ratepayer Advocate witness David Peterson has provided Your Honor and the Board with
the required adjusment to the Company State and Federal income taxes to synchronize the interest
expense tax deduction with the debt portion of the overall return requirement that was recommended
by Mr. Basl Copeland, the Ratepayer Advocate Cost of Capital expert witness. The pro forma tax
deduction for interest expense is the product of the weighted cost of debt and the Ratepayer

Advocate s rate base determination.
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D. SUmmary

For dl the foregoing reasons, as wel as those set forth in the tesimony of the Ratepayer
Advocate's witnesses, the Ratepayer Advocate respectfully requests that the following
recommendations should be adopted:

Revenues

*Customer Growth: Increases the Company’ stest year revenues by $4.684 miillion.

*CRA lost revenue: Increase the Company’ s test year revenues by $722,000

*Ratepayer Advocate recommended total operating revenue $893,637,000

Expenses
*Advertising expense adjustment: reduce O&M expense by $958,000

*BPU/RPA adjustment: reduce O& M expense by $22,000

Charitable Contributions: reduce O&M expense by $752,000

*Depreciation Expense adjustment: reduce operating expense by $37,701,000.
*Management Audit Expense: reduce O& M expense by $148,000

*Merger Costs: reduce O& M expense by $42,696,000

*Project Evolution amortization: reduces operating income by $1,697,000

Rate Case expense: reduce O& M expense by $583,000

*Production related amortization: reduce total operating expenses by $2,604,000
*Restructuring Trangition Cogts: reduction in O&M expense of $8,813,000

oI ncentive Compensation: reduction in O& M expense of $4,818,000

*Miscellaneous Expense: GR& FT adjustment of $8,835,000.
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POINT I11. DEPRECIATION

YOUR HONOR AND THE BOARD SHOULD
REJECT JCP&L'S UNREASONABLE
DEPRECIATION EXPENSE AMOUNT AND
ADOPT THE RATEPAYER ADVOCATE'S
RECOMMENDED AMOUNT WHICH
REFLECTS THE USE OF THE NET SALVAGE
ALLOWANCE APPROACH.

Depreciation expense is included in JCP&L’s revenue requirement and is passed on to
ratepayers on virtualy a dollar-for-dollar basis. Annua depreciation expense is determined by
goplying depreciation rates to plant investsment. Depreciation rates are determined in depreciation
dudies. Generdly, there are two components associated with the recovery of investment in plant.
One is to recover invested capita, that is, money that has already been spent. Another component
isthe trestment of the cost of removing an assat a the end of its useful life.

The principle depreciation issue in this proceeding is the ratemaking trestment of estimated
future net sadvage, pedificdly as it pertains to the Company’s annua depreciation expense. Also
at issue are whether JCP& L should be required to submit a report to the Board and the Ratepayer
Advocate regarding dl aspects of its depreciation rate update calculations, and whether JCP&L
should be required to charge the cost of remova of an asset to the cost of its replacement on going-
forward basis.

As et forth below and in the tesimony of Ratepayer Advocate witness Michael J. Mgjoros,
condgtent with current thinking about the ratemaking trestment of sdvage costs, future net salvage
should be removed from the JCP&L’s depreciation rates. The Company’s proposed depreciation
expense should be adjusted to remove net sdvage, and a net salvage allowance based on the net
sdvage dlowance approach advocated by the Ratepayer Advocate's witness should be adopted.

JCP&L should also be required to charge the cost of remova associated with an asset to its
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replacement.  Findly, the Company should be required to submit a report to the Board and the

Ratepayer Advocate regarding al aspects of its annual depreciation rate update caculations.

A. Estimated Future Net Salvage Should be Removed from The
Company’s Depreciation Rates.

Net sdvage is the difference between gross sdvage and the cost of remova of the plant.
Gross sdvage is the amount recorded due to the sale, rembursement, or reuse of retired property.
The cost of remova is connected to disposing of retired depreciable plant. Net savage is positive
when gross salvage exceeds cost of removal. Net salvage is negative when cost of removal exceeds
gross sdvage. A poditive net salvage ratio reduces the depreciation rate and depreciation expense,
while a negative net salvage ratio increases the depreciation rate and depreciation expense. R-64,
p. 12.

In this proceeding, JCP&L’s estimated future net salvage ratios result in an unreasonably
large mismatch between what the Company proposes to collect for negative net salvage in its test
year depreciation expense, and what it has actudly expended for net sdvage. Ratepayer Advocate
witness Mr. Michad J. Mgoros, J., found that JCP&L incorporated $43.1 million of annua
negaive net salvage recovery in its test year depreciation expense for transmisson, distribution, and
generd plant. R-64, p. 12. However, Mr. Mgjoros aso found that over the five-year period ending
2001, JCP&L had only experienced $3.9 million of annud negetive net sdvage on average.  1d.,
p.17. Furthermore, the $3.9 million figure might have been overstated, since it dso includes
production plant sdvage and cost of remova. Id. Production plant was unbundled from JCP&L’s
rates pursuant to the Board' s Order in the Company’ s restructuring case.*

Mr. Magjoros tedified that the mismaich between the Company’s actud net savage

experience and the net sdvage amount incduded in its test year depreciation expense for

2 Final Decision and Order, p. 107.
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tranamission, digribution, and generad plant results from JCP&L’s incluson of future inflation in
edimaing net sdvage expense. R-64 p. 13. Future inflation is included in the cost of removal
estimates incorporated in the Company’s depreciation rates. 1d. Mr. Mgoros found: “[t]he net
sdvage procedure proposed by JCP&L relates cost of remova in current dollars to retirements in
very dd higoricd dollars, thus resulting in very high cost of removal estimates.” Id., p. 4-6.
JCP& L’ s approach extrapolates inflaion into the future, and then charges current ratepayers for that
inflation.

The approach recommended by Mr. Mgoros avoids the pitfals inherent in the Company’s
proposal. Mr. Magoros recommends the use of a five-year average salvage expense alowance,
which he cdls the “net salvage dlowance approach.” R-64, p. 17. Under this approach, net sdvage
ratios are not caculated or included in depreciation rates. Instead, a separate calculation of the
average annud net salvage expense is done by averaging the past five years of actua net negative
sdvage expense. This five-year average is then added to the annual depreciation expense and
included in the reserve. The use of a multi-year average is smilar to a normalized expense included
in autility’ s revenue requirement.

The principle underlying Mr. Mgoros recommended net sdvage allowance approach --
usng current-period savage expense -- was recognized by the National Association of Regulatory
Utility Commissoners (“NARUC”) in its publication entitled “Public Utility Depreciation Practices’
(“NARUC depreciaion manud™):

Some commissons have abandoned the above
procedure [gross sdvage and cost of removal
reflected in depreciation rates] and moved to current-
period accounting for gross salvage and/or cost of
removd. In some jurisdictions gross salvage and cost
of remova are accounted for as income and expense,
respectively, when they are redlized. Other

jurisdictions consider only gross salvage in
depreciation rates, with the cost of remova being
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expensed in the year incurred. R-66, p. 158; See also
T148:L7-T150:L1 (3/6/03).

The NARUC depreciation manud further opines on the undelying rationde for treating
removal cost as a current-period expense, instead of incorporating it in depreciation rates:
It is frequently the case that net salvage for a class of
property is negative, that is, cost of removal exceeds
gross sdvage.  This cdircumgance has increasingly
become dominant over the past 20 to 30 years; in
ome cases negaive net sdvage even exceeds the
origind cost of plant. Today, few utility plant
categories experience positive net salvage; this means
that most depreciation rates must be designed to
recover more than the origind cost of plant. The
predominance of this circumstance is another reason
why some utility commissons have switched to

current-period accounting for gross sdvage and,
particularly, cost of removal. 1d., p. 158.

Here, JCP&L fdls within that group of utilities that will experience negative net sdvage.
JCP&L’s proposed depreciation expense includes an amount for negative net salvage, where its
clamed estimate of cost of remova exceedsits gross sdvage. R-64, p. 12.

As set forth more fully below, JCP&L’s proposed approach to the ratemaking trestment of
net salvage is o at odds with current accounting thinking regarding net salvage. At an evidentiary
hearing, Mr. Mgjoros was asked about 1986 New Jersey Natural Gas Company case decided by the
Board as it relates to the rate trestment of net salvage.® T113:L8-T119:L7 (3/6/03). However, the
cited New Jersey Natural Gas Company was decided in 1986, dmost 17 years ago. Since that time,

new developments have occurred in the trestment of obligations attendant to the removal of assets

a the end of ther sarvicelife

3 Re New Jersey Natural Gas Company, BPU Dkt. No. GR851097 (Order Adopting and Modifying Initial
Decision dated July 30, 1986); OAL Dkt. Nos. PUC 7317-85 and PUC 4993-85 (Initial Decision dated June 23,
1986). JC-63 (excerpt). JC-63.
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Notably, in 2001 the Financid Accounting Standards Board (“FASB”) adopted Statement of
Financid Accounting Standards (“SFAS’) Number 143 (“SFAS 143’or “FAS 143"), setting forth
the treatment of Asset Retirement Obligations (“*AROs’) for financid statements issued for fiscal
years beginning on or after June 15, 2002. R-64, p. 13-16. Both Ratepayer Advocate withess Mr.
Maoros and Company witness Mr. Schad agree that SFAS congtitute Generaly Accepted
Accounting Principles (“GAAP’) at thistime. 1d., p. 13; T53:L11-19 (3/6/03).

As Ratepayer Advocate witness Michad J. Maoros tedified, the issuance of SFAS 143
supports anew look at how net savage istreated for ratemaking purposes.

A. SFAS No. 143 congtitutes a mgjor change which will
impact both regulatory and financid books, and it
dedls directly with the incdluson of future net sdvege
ratios and depreciation rates. Thus, regardless of what
the circumstances were at the time of Docket No.
EO95030098, times have changed and it is irrdevant
how JCP&L’s negative net sdvage came into the
depreciation rates.

[T86:18-25 (3/6/03)]

In fact, the FERC recently issued a Notice of Proposed Rulemaking (“NOPR”) contemplating
changes in its Uniform System of Accounts and for ratemaking in recognition of the adoption of
SFAS 143 R-64, p. 14.

In his Surrebuttal Testimony presented at the March 6, 2003 evidentiary hearing, Mr. Mgoros
st forth the theory underlying SFAS 143:

Q. Can you summarize the theory?

A. Yes. This is the liability theory. If a company has a legd obligation to
remove an asset at the end of its life, then the net present value of that amount
is part of the cost of the asset. It is part of the original cost. What happens if

the company does not have a legd obligation to remove an asset at the end of
its life? Then only the origina coast is depreciated. Only the $100, 000.00

* Notice of Proposed Rulemaking on Accounting, Financial Reporting, and Rate Filing Requirements for
Asset Retirement Obligations FERC Dkt. No. RM02-07-000 (11/19/02).

80



is depreciated. Any removad cogt will likely be expensed if and when it is
incurred.

[T88:L16-T89:L 3 (3/6/03)]

For long-lived assets, SFAS 143 requires companies to determine whether they have “lega
obligations’ to remove retired assets. R-64, p.13. Such obligations are referred to as “Asset
Retirement Obligations,” or “AROs,” in SFAS 143. Id. As Mr. Mgoros tedtified, if a company has
AROs, the ARO is consdered to be a part of the cost of the asset and recorded as such. 1d. But only
the net present value, not the inflated future value, may be treated as such. Id. If a company does
not have any AROs associated with assets, Mr. Mgoros testified that any cost of remova would
likdy be expensed, pursuant to the terms of a comment draft of an American Ingtitute of Certified
Public Accountants Statement of Podition (“AICPA SOP’) on Property, Plant and Equipment. Id.,
p. 13-14.

JCP&L has not damed any AROs in its books for its transmisson and distribution assets,
pursuant to SFAS 143. RAR-DEP-53(b); JC-59. Although JCP&L has indeed implemented SFAS
143 ffective January 1, 2003, it acknowledges that it does not have any AROs for its transmisson,
digribution and generd plant categories. T62:L.23-T63:L2 (3/6/03); JC-59. The absence of AROs
for transmission, distribution and generd plant categories means that JCP& L does not have any legd
obligations to incur any negative net sdvage ether now or in the future for those asses
Nevertheless, JCP&L has increased its depreciation rates to collect future negative net salvage even
though it does not have any legd obligation to incur such costs. Furthermore, JCP&L has further
increased its depreciation rates to include future inflation in those amounts. R-64, p. 13.

In sum, JCP&L’s approach is inconsgtent with the underlying principles of SFAS 143.
Furthermore, as Mr. Mgoros testified, these excess amounts will be treated as liabilities to ratepayers

on JCP& L’'s GAAP financia books.
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A. Paragraph B73 of SFAS-143 states, ‘' The board’, and
that is the FASB, “concluded that if asset retirement
costs are charged to customers of rate regulated entities
but no liadility is recognized, a regulatory liability
should be recognized if the requirements of statement
71 are met.” This means that if this board or
Commisson continues to adlow JCP&L to recover
depreciation inflated for future remova costs for which
the Company has no legd obligation, those recoveries
mus be shown as a liadlity to ratepayers. In other
words, that is the ratepayer’s money. Has JCP&L
already collected such amounts? Yes. JCP&L has
collected subgtantid amounts, and | expect those
amounts to be recorded in a regulatory liability account
on its generd purpose financid datements, regardiess
of what Mr. Schad said this morning.

[T91:L8-T92:L2 (3/6/03)]
Already, JCP&L has a regulatory liability for excess depreciation reserve for its transmisson,
digtribution and generd plant of $147 million, according to a discovery response. R-64, p. 11. Mr.
Majoros tedtified as to the impact of not revisng JCP&L’s depreciation rates to exclude net savage:

Q. Now, with respect to FAS-143 and other developments
snce 1986, you comment on that decison and the
policy set forth therein?

A. Yes, | believe it is time for the Board to reconsider the
concepts that undelie that, given what | have just
described. Even the NARUC Manud addressed this
problem that is created by the incluson of future net
sdvage. It istime to reconsder that position. | can say
if that podtion is consdered and maintained, then the
regulatory ligbility to ratepayers will continue to grow
to, as | sad, you know, it is over a hundred million
dallarsright now for this company, so.

[T152:124-T153:112 (3/6/03)]
In contrast, as demonstrated below and in the record, the net salvage alowance approach
recommended by Mr. Mgorosis consistent with the principles set forth in SFAS 143. R-64, p. 17.
Q. Why do you bdieve that JCP&L’s transmisson and

digribution depreciation rates would violae the
principles and fundamentas of SFAS-143?
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A. Because JCP&L trangmisson and distribution
depreciation rates are designed to recover the origina
cost of the plant, plus an estimated future cost that the
Company has no unambiguous legd lighility to incur.
Furthermore, even if JCP&L did have a legd obligation
to incur these costs, they are overstated because they
reflect the undiscounted future vaue of these estimates,
not the net present value.

[T90:11-23 (3/6/03)]

Alternatively, under Mr. Mgoros net salvage alowance approach, consistent with the theory
underlying SFAS 143, no retirement obligations would be reflected in the cost of assets, or the related
depreciation rates. Instead, Mr. Mgoros proposes the use of a five-year average to establish the
proper expense level.

Mr. Mgoros net savage alowance approach to measuring the net salvage dlowance is also
condgtent with the measurement of the remova obligation found in SFAS 143. In contrast, as
discussed above, JCP&L’s proposed approach indudes future inflation in its removal estimates. Mr.
Majoros net savage dlowance approach uses a five-year average of actua removal expenses. In
testimony, Mr. Mgoros succinctly laid out how his use of a five-year average is consstent with the
use of net present value to measure remova costs:

The net sdvage approach ensures that the Company recovers the net
present vaue of its actual costs, but diminates the incluson of future
inflaion in depreciation rates. In my opinion, this approach is
consggtent in substance with the principles of SFAS No. 143. R-64, p.
17, L:6-9.

In sum, Mr. Mgoros net salvage alowance approach is consstent with current GAAP and
regulatory accounting principles regarding the accounting and ratemaking treatment of net salvage.
Other dtate regulators have aso adopted the averaging approach advocated by Mr. Mgoros. The

Pennsylvania Public Utility Commisson, Kentucky Public Service Commission, and Missouri Public
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Service Commission have accepted the five-year average approach advocated by Mr. Mgjoros.> R-64,
p.17.

Hndly, the net sdvage dlowance approach advocated by Mr. Mgoros would not put the
Company at risk of a shortfal. It would alow the Company to recover its actud current net svage
costs, just as any other operating expanse. In his direct testimony, Mr. Mgoros explained how the
Company, usng the remaning life technique to caculate its depreciation rates, is further protected
from underrecovery, while ratepayers would be vulnerable:

Q. Is the Company protected from underrecovery?

A. Yes, the remaining life technique provides an automatic
true-up because it is based on net plant, i.e., origind
cost minus the depreciation reserve. The remaining life
technique aso protects the Company from any early
retirements resulting from mistakes it may have made.
Agan, that is because these retirements are charged to
the depreciation reserve which is then reflected in the
remaning life depreciation rate.  The remaning life
technique provides substantia protection to the
Company. The remaining life technique does nat,
however, protect ratepayers from excessve depreciation
resulting from lives which are too short or from
unsupportable and unreasonable negetive net savage
proposals. R-64, p.11, L:12-19.

For the reasons set forth above, Your Honor and the Board should reject JCP& L’ s proposed
depreciation expense. JCP&L’s proposed depreciation rates will produce excessive depreciation
expense and unnecessarily increase revenue requirements. R-64, p. 2. Since depreciation expense

flows dollar-for-dollar into the revenue requirement, excessve depreciation expense results in an

excessive revenue requirement. Id., p. 11. Instead, Your Honor and the Board should adopt the

*  See Penn Sheraton et al. v. Pennsylvania Public Utilities Commission, 198 Pa. Super. 618, 184 A. 2d.
234 (1962); 1/M/O Jackson Energy Cooperative Cor poration for an Adjustment of Rates, Ky. PSC Case No. 2000-
373 (Order dated May 21, 2001); I/M/O Adjustment of Rates of Fleming-Mason Cooperative, Ky. PSC Case No.
2001-00244 (Order dated August 7, 2002); and 1/M/O Laclede Gas Company’ s Tariff to Revise Natural Gas Rate
Schedules, Mo. PSC Case No. GR-99-315 (Second Report and Order dated June 28, 2001). See JC-64.
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ratemaking treatment of net salvage recommended by Ratepayer Advocate withess Michadl J. Mgoros
for the Company’ s annual expense levels.

Rgecting Mr. Mgoros recommendations would impose an unjudified cost on JCP&L’S
ratepayers. JCP&L proposes an increase in its annual depreciation expense of $2.4 million. JC-4,
Sch. RFP-2, p. 6 of 23.  In contrast, Mr. Mgoros recommends a $35.9 million decrease in the

Company’s depreciation expense. RA-64, p. 3; MIM-9.

1 JCP& L’ s Proposed Depr eciation Expense Should Be
Adjusted To Remove Net Salvage, And A Net
Salvage Allowance Based On the Ratepayer
Advocate' s Recommended Approach Should Be
Adopted.

JCP&L has incorporated $43.1 million of net sdvage in its test year depreciation expense for
transmission, distribution, and general plant. R-64, p. 12. However, over the five-years ending 2001,
the Company has only experienced $3.9 million of net sdlvage on average. 1d. Furthermore, as noted
above and in the testimony of Mr. Mgoros, the Company’s five-year average includes production
plant salvage and cost of removal. 1d., p. 17.

Mr. Magjoros reduced the Company’s proposed depreciation expense to remove the expense
atributable to net sdlvage. The Company proposed a $2.4 million increase in depreciation expense.
R-64, p. 3; JC-4, RFP-2, p. 6 of 23. Based on Mr. Mgoros testimony, Mr. Peterson decreased the
Company’s depreciation expense by $37.7 million R-38 (12+0 Update).

Mr. Maoros aso recommended that the Company be permitted to recover an amount

equivaent to its test-year net salvage expense, $4.8 million. 1d., p. 17.

2. JCP&L Should be Required to charge the Cost of
Removal Associated With an Asset to Its
Replacement.
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As recommended by Mr. Mgjoros, on a going-forward basis, the cost of remova of an asset
should be charged to the cost of the replacement. R-64, p. 19. Charging the cost of removal to the
new asset will reduce the amount of cost of remova being charged to accumulated depreciation. R-64,
p. 19. Mr. Mgoros tedtified that this treatment is consstent with the FERC's Uniform System of

Account (“USOA”) definition 31, Replacing or Replacement, 18 CFR Ch. 1, para. 3.A. 1d.

B. JCP&L Should Be Required to Submit a Report to the Board and the Ratepayer
Advocate Regarding All Aspects of its Depreciation Rate Update Calculations.
JCP&L’s depreciation rates for its didribution plant were established pursuant to a
Board-approved gipulation in a depreciation case filed by the Company in 1995. On March 3, 1995,
JCP&L filed a Petition for changes in depreciation rates gpplicable to certain categories of utility
plant. That proceeding was resolved by a Stipulation and Addendum which were subsequently
approved by the Board in a Summary Order.
Paragraph 17 of the June 27, 1996 Stipulation of Find Settlement states “In addition, the
Parties further agree that, effective January 1, 2000, JCP&L shal change its method of depreciation

to remaining life depreciation, updated annudly and booked in accordance with such annua updates

commencing January 1, 2000.” ** Mr. Mgoros noted that the Company, in response to a discovery
request, clamed tha effective January 1, 2000, it began annudly updating depreciation rates for
account additions, retirements, transfers and adjustments. R-64, p. 5. At issue is the thoroughness and

timeliness of the Company’ s updates.

16 1/M/O JCP& L, BPU Docket No. EO95030098 et. a. (Summary Order, 3/24/97). See R-64, MIM-2.
7 Stipulation of Final Settlement, BPU Docket No. EO95030098, June 27, 1996, para. 17. (Emphasis added.)

86



Mr. Mgoros encountered some difficulty in verifying the Company’s depreciation rates. R-64,
pp. 6-7. Furthermore, Mr. Mgjoros found that there was a two-year lag in its calculation of updated
rates. Id., p. 7.

Given these problems, Mr. Mgoros recommended that JCP&L should be required to submit
a report to the Board and the Ratepayer Advocate regarding all aspects of its depreciation rate update
cdculations, by February 28 of each year. Id., p. 19. More specificaly, Mr. Mgoros tetified that the
annud update report should “enable complete verification of the caculations to ensure that the
updated depreciation rates have been caculated correctly and reconciled to the most recent FERC

Form 1 or comparable state annuad report.” 1d., p. 6, In. 8-10.
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V. SERVICE RELIABILITY

A. Measurement and Analysis of JCP&L Reiability
Performance

1 I ssues Concerning Reliability and Customer Service Are
Relevant to the Current Proceeding

In its rebutta testimony, the Company has questioned the “the appropriateness of introducing
reliability-related issues into this proceeding.” JC 12 Rebuttal p. 1. The Company believes, first of
dl, that the Board wishes “to retain any issues related to compliance with the Board's May 1, 2000
Order in Docket No. EA99070485.” Id a 2. Secondly, the Company argues that because the
December 4, 2002 Pre-hearing Order did not mention riability or Service Quality Index, and that the
Company’s rigbility and service quality are not issues in these proceedings because they relate solely
to the separate rdiability proceedings indituted by the Board. Id. a 3. And thirdly, the Company
contends, that because there is an on-going working group formed to “deal with” the Board's proposed
Electric Rdiability Performance Standards, there is no need to discuss sarvice qudity or rdiability
inthis proceeding. 1d. a 4. The Company’s arguments are Smply incorrect.

Firg, Ms. Alexander’'s testimony on customer service and reliability issues does not conflict
with or in any way impede the Board's prior orders with respect to JCP&L’s rdidhility of service,
induding JCP& L’ s compliance with the Board's May 1, 2000 Outage Investigation Order. That Order
adopted an auditor’s report and made recommendations regarding technica issues, including how
GPU should conduct ingpections, file reports, and follow through with maintenance practices in the
future. |/M/O The Board's Review and Investigation of GPU Energy Electric Utility System’'s
Reliability, Docket No. EA99070485 (Order 5/1/00). Rather, Ms. Alexander’s testimony focused on
JCP&L’s future service quaity and rdiability performance in light of these prior investigations and

JCP& L’ s promises associated with the recent merger with FirstEnergy.
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The Company’s second argument is equaly unpersuasve. The Company asserts that because
the December 4, 2002 Pre-hearing Order did not specificaly mention rdiability or a Service Quality
Index the issue is not properly addressed in this forum. In fact, the first issue listed by Your Honor
in the Pre-hearing Order is “[w]hether the proposed increase in base rates will result in just and
reasonable rates.” (Consolidated PreHearing Order, the Hon. Irene Jones, ALJ, dated December
2002.) Indeed, the very purpose of a base rate case, filed pursuant to N.J.S.A. 48:2-21, isto fix just
and reasonable rates for utility service. Clearly, service rdiability is within the scope of inquiry in a
baserate case. See Matter of Valley Road Sewerage Co., 154 N.J. 224 (1998); Township Committee
of Lakewood Tp. v. Lakewood Water Co., 54 N.J. Super. 371 (App. Div. 1959). Any rate charged for
Inadequate serviceis unreasonable.

Moreover, issues raised in the two dockets cited by the Company are relevant to the ingtant
proceeding. In fact, the Company’s assertion to the contrary directly contradicts the testimony of its
own witness.  JCP&L witness Lawrence Sweeney discusses the Board's Order in one of the cited
dockets ( BPU Dkt. No. EA99070484) at length and, in fact, attached excerpts from documents in the
cited cases to his Direct Testimony. JC-12 p. 10-12; Schedules LES-5, -6. The Ratepayer Advocate
notes that the two Orders cited by JCP&L are related. The Board's action in Docket Number
EA99070484 emanated from the invedtigation of the July 1999 outages ordered in Docket Number
EX99070483.

Furthermore, JCP&L claims that over $1.2 billion was added to its rate base since 1992. JC-
12 p. 4. The rationae for such expenditures was articulated by Mr. Sweeney in his Direct Testimony:
“The overiding reason [for the investment of capitd in its eectric delivery system] would be to
provide service that meets or exceeds the expectations of our customers while providing System

security and safe working conditions for JCP& L employees.” JC-12 p. 6.
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Further, in his Direct Testimony, Mr Swveeney is asked:

Q. In your judgement, have the capita invesments made
by JCP&L, and the subject of this tetimony, been made
with the goal of providing safe, adequate and rdiadle
sarvice to the eectric customers of JCP&L?

A. Yes, the capitd investments made by JCP&L in its dectric delivery system
have addressed the rdiability concerns outlined by the Board and have, a the
same time, enabled JCP&L to provide safe, adequate and reliable service to its
eectric customers. Such investments have, therefore, been reasonable and
prudent.

JC-12 p. 15-16 (emphasis added).

For the Company to seek to evade review of millions of dollars of capitd improvements,
capital improvements whose dam to reasonableness and prudence is based on the provision of “safe,
adequate and religble service,” because the Pre Hearing order did not indude the word reliability is
disngenuous a best.

Thirdly, the Company’s dlegation that Ms. Alexander’s tesimony somehow circumvents or
interferes with the Board's exiding rdiability standards, is dso unsupported by the evidence in this
case. Nowhere in Ms. Alexander’s testimony did she recommend that the existing reliability standards
be ignored. On the contrary, she recommended that an Service Quality Index (“SQI”) be adopted as
a complement to the Board's exiging regulaions, not as a replacement for the exiging sandards. R-
26. In fact, Ms. Alexander has adopted the BPU Customer Average Interruption Duration Index
(“CAIDI") and System Average Interruption Frequency Index (“SAIFI”) benchmarks as performance
levelsfor her proposed SQI.

Moreover, unlike Ms Alexander’s proposed SQI, the Board's interim standards address only
rdiability performance with respect to outages. Ms. Alexander's SQI address customer service

performance with respect to the customer call center, field service operations relating to repairs and
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ingdlation of service, credit and collection efficiency, and customer complaint handing. R-26. Since
the Board has not addressed these performance areas in a generic manner, Ms. Alexander’s proposals
do not conflict in any way with the Board' s regulations.
At the present time, power outages in JCP& L service territory last longer than in any other part
of the state. R-26, p. 18. They aso occur more frequently than in most other aress of the State. 1d.
Standards mugt be in place for reliability and customer service so that further deterioration is
prevented. Barbara Alexander's testimony properly emphasized the importance of indices to measure
sarvice performance and to trigger customer restitution when necessary so that management will have
the proper incentives to focus on the necessary programs and policies to prevent any deterioration in

sarvice.

2. JCP& L Rédliability Performance

JCP&L’s customers have long endured severe and prolonged power outages. Indeed, the
Board has severd times ordered the Company to improve its service and has recommended severa
steps the Company should take to achieve this end. On December 30, 1997, the Board ordered GPU
“to implement certain daff recommendations designed to improve the time for restoring service and
the ability of customersto obtain restoration information.” I/M/O the Investigation into Sorm Related
Electric Service Outages, BPU Docket No. EX 98101130 (12/16/98). After a review of GPU’s
implementation of the recommended improvements, in August of 1998, the Board expressed concern
that GPU Energy’s restoration times had not noticeably improved and requested a further investigation
in utility tree trimming practices, workforce issues; such as line crews, support staff and preparedness,
and training and customer issues, such as communication of adequate restoration information. Id.

Agan, in the summer of 1999, businesses and homes throughout JCP&L territory were without
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electrica power for severd hours to several days. And again, in response, the Board initiated an
investigation and ordered the Company to “take steps to improve its ability to deliver dectricity.”
[/M/O Board’s Review and Investigation of GPU Energy Electric Utility System’ sReliability, Order,
BPU Docket No. EA99070485 (April 26, 2000). The Board noted “significant areas of concern,”
induding “inaccurate and inadequate ingpection and test records,” “diminished levels of workforce,”
and poor “outage restoration time datistics.” Id. In September, 2001, the Board based its approva
of the acquigtion of JCP&L by FirsEnergy on severd conditions regarding staffing levels, reiability,
and customer service performance. See Merger Order. And most recently, in 2002, at the Governor’'s
request, the Company’s rdiability performance once again became the subject of a Board investigation
after 180,000 JCP&L customers were without power, 40,000 of them without power for three days.
[/M/O the Board' s Investigation Into JCP& L’ s Sorm-Related Outages of August 2002, BPU Docket
No. EX02120950 (March 13, 2003). The Fina Report to the Governor “identified concerns with
JCP&L’s storm response and the overdl rdiability of the company’s eectric distribution system.”
Id. No other dectric utility in the State required the level of scrutiny that the Board deemed necessary

for JCP& L rdiability performance.

3. BPU Reliability Performance
Standards

The BPU daff's Find Report on The “Interim Electric Didribution Service Reigbility and
Quality Standards,” adopted by the Board in late 2000 and effective January 2, 2001, established a
gate wide standard methodology for measuring reliability of eectric service. N.J.A.C. 1457.1 The
regulations provide for the cadculation of each dectric didribution company’s (‘EDC”) CAIDI and
SAIFI and set rdiability performance levels. N.J.A.C.14:5-7.3, N.JA.C. 14:5-7.10. The rules

edtablish that the “minimum reliability level for the years 2001 and 2002 for each operating area is
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attained when its annua CAIDI and SAIFI are no higher than the 10 year benchmark standard plus
two standard deviaions. Id. The regulations do not contain performance standards for individua
utilities, but establish the mechaniam for the setting of performance standards for CAIDI and SAIFI.
There is no provison for automatic pendties or any other enforcement action linked to falure to
mantan the “minmum rdiability levedls” And, there are no peformance standards or reporting
requirements with respect to other key customer service metrics such as the timeliness of ingtalation

of sarvice, cal center performance, billing accuracy, or customer complaint performance.

B. A Rdiability and Customer Service Quality Index Should
Be Implemented to Ensure That JCP&L’s Customers
Receive Safe and Adequate Service
1 Service Quality Index
As discussed above, the very purpose of a base rate case is to fix just and reasonable rates for
utility service. N.J.S.A. 48:2-21. Service reliability is within the scope of inquiry in a base rate case.
The Company podits that Ms. Alexander’s proposals in this proceeding are based on “her
generic dissatisfaction with the Board' s approach to rdiability standards.” That is not correct. Rather,
Ms. Alexander's proposals are directed to the spedific service qudity and reliability programs that
should be adopted for JCP&L in this base rate proceeding. It is not necessary for the Board to find
that its current generic reguldions are in any way deficient in order to adopt Ms. Alexander’'s
proposas. However, it is dso fair to acknowledge that the Ratepayer Advocate' s proposas in this
regard reflect the redity that the “minimum rdiability levels’ set by the Board for 2001 and 2002 will
dlow a dgnificant degradation of service and are accompanied by no automatic enforcement
procedures or pendties. The Board's “minimum rdiability levels’ dlow the Company to maintan

CAIDI numbers that the Board itsdf has acknowledged are “sgnificantly worse than the national
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average.” 1/M/O the Board's Phase Three Review and Monitoring of the Implementation of the
Recommendations From the Board Ordered Phase Two Review and Investigation of New Jersey’s
Four Electric Utilities, Docket No. EX99070483 (June 6, 2001) p. 3. As the Board noted, “[t]his
means that GPUE's New Jersey customers experienced, on the average, a longer time of eectric
sarvice interruption in total when measured on a yearly basis than most of the eectric consumers in
the country and in the State of New Jersey.” I1d. While this performance may be acceptable to the
Company, the Ratepayer Advocate believes that the ratepayersin this sate are entitled to more.

Accordingly, Ratepayer Advocate witness Barbara Alexander recommended that the Board
should hold JCP&L to a standard that has, in the past, been met by the Company and that would
promise JCP& L ratepayers that some of the risk of nonperformance would be borne by the Company’s
shareholders, not, as currently, solely by ratepayers. To this purpose, Ms. Alexander recommended
that the Board inditute a regulatory mechanism, an SQI, to encourage a measurable improvement in
the Company’s peformance. The SQI would impose a financid impact on the Company for falure
to meet annud performance targets. As noted in Ms. Alexander’ s testimony, the purpose of this SQI
is not to punish the Company but “to establish the proper financia incentives to assure future
performance that Jersey Centra’ s customers have aright to expect.” R-26 p. 25.

Gengdly, the proposed SQI would measure rdidbility of service, customer cal center
performance, fidd operations, customer complant handing and disconnection of service ratio.
Performance in each of these areas would be measured againg a basdine performance standard and,
when sarvice fdls below that minimum leve, the Company would be required to reimburse customers
for poor sarvice in the form of a customer rebate or one time credit. Specificaly, Ms. Alexander

recommends that the following performance measures should be established:
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Performance Area Proposed Basdline Performance Standard

CAIDI Northern Region: 156
Centrd Region: 110
SAIFI Northern Region: 0.78
Centra Region: 0.78
Cal Center
Percent answered within 30 seconds 80%
Busy rate, percent of cdls <1%
Disconnection Ratio 1.3 per 1000 customers
Ingtallation of Service 3 business days
Missed Appointments Egtablish after 18 months
BPU Complaint Ratio 1.37 per 1000 customers
R-26, p. 27
a. Customer Average Interruption Duration Index (“CAIDI”) and

System Average I nterruption Frequency Index (“ SAIFI™)

CAIDI is one commonly used measure for the duration of outages. CAIDI measures the
minutes of interruption when an interruption occurs, that is the average length of an interruption per
customer. Under the Board's rules CAIDI data excludes mgor storms and severe weather outages.'®

The JCP&L North Jersey region has genedly experienced higher CAIDI vdues than the
Central operating area. This means that JCP& L customers in Northern New Jersey experience outages
of longer duration than those in the Central New Jersey area. The North Jersey area has a BPU
benchmark (1990-1999 ten year average) CAIDI of 156 minutes R-26, Exh. BA-2. In 2000, the
Company’s northern area CAIDI was 319 and in the year 2001 it was 161. 1d. Similarly, the Centra
area CAIDI exceeded its BPU benchmark of 110 minutes in both years. In 2000, the Company’s

Central area CAIDI was 205 and in the year 2001 it was 126. Id.

8 JCP&L’'s CAIDI and SAIFI dataprior to 1998 included all storm outage data. Consequently,
performance improvement indicated since 1997 may reflect, at least in part, the capture of different data.
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While these numbers look bad enough when compared to the Company’s average performance,
when compared to the State’s other utilities they look even worse. Based on information provided to
the Board, PSE&G’'s CAIDI for 2001 was 84.79, Atlattic City Electric's was 77.16 and Rockland
Electric’'s was 97. R-26 p. 18 JCP&L’s customers endure outages for a significantly longer period of
time than the customers of the State' s other utilities.

Moreover, the Company has not performed the root cause andyss of its CAIDI that was
recommended in the March 14, 2001 Schumaker Report. R-35, p.7. The Schumaker Report reviewed
for the BPU the implementation of certain rdiability related recommendations. 1d. The report
expressed concern that the Company had not performed an analysis of the root causes of its outage
duration performance and recommended that the Company should do so. The Company’s failure to
study the root causes of its poor CAIDI performance may have a detrimental effect on any attempts to
improve the Company’s CAIDI performance. 1d. It certainly adds support for the implementation of
performance targets.

SAIF is a commonly used measure for the frequency of outages. SAIFI reflects the frequency
of interruptions experienced by the utility’s customers and measures the average frequency of dl
interruptions throughout the distribution system. The benchmark levels for SAIFI are the same for both
the Northern New Jersey operating area and the Central New Jersey operating area.  This suggedts that
higoricaly, the cusomers in both regions experience the same frequency of outages.

As with the CAIDI, the Company faled to achieve BPU benchmark levels for SAIFI in 2000
and in 2001. R-26, Exh. BA-2 The Company’s Northern region and Centra regions both have a BPU
Benchmark SAIFI of 0.78. Id. The SAIF for the Northern region in the year 2000 was 2.74 and was
1.1 inthe year 2001. In the Central Region the SAIFI for 2000 was 1.83 and in 2001 was 0.98. Id.

Agan, other New Jersey utilities performed sgnificantly better, PSE& G had a 2001 SAIFI of .55 and
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Atlatic City Electric SAIFI was .674. Only Rockland Electric, with 70,000 New Jersey customers
fared worse than JCP& L with its 2001 SAIFI leve of 1.22. R-26, p. 18

Based on the concerns expressed by Mr. Lanzalotta and Ms. Alexander regarding the
Company’s poor reigbility performance, the Ratepayer Advocate recommends that Your Honor and
the Board established certain minimum rdiability standards and establish a mechanism that will hold
the Company accountable for megting these minmum standards. As can be seen from the above
discussion, the Ratepayer Advocate's recommended CAIDI and SAIFI benchmarks are the BPU
benchmark levels. R-26 p. 27; Exh. BA-2. These are not high standards and yet the Company balks
a being hdd to even this minimum level of sarvice. The ratepayers of JCP&L are entitled to this
minimum level of service and if these performance levels are not attained in the future, a method of
shifting the risk of loss from the ratepayers to the shareholders of the Company is a proper regulatory
response.

b. Call Center Performance

With regard to the cal center, some improvement has occurred in the last two years. In 1997
only 42% of the cdls were answered within 60 seconds, in 2001 this number improved to 76% of cdls
answered within 30 seconds. R-26 p. 19 While such improvement is to be congratulated, such
performance is dill below the industry standard to answer 80% of dl cdls within 30 seconds. R-26,

p. 19.
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Not surprisngly, the Company balks at the impogtion of any customer cal center standards.
The Company argues that “no evidence has been presented indicating that current Call Center service
levels . . . are inadequate’ and touts its “above average’ rating in the J.D. Powers 2002 Residentia
Sudy.’® Ratepayer Advocate's recommended performance levels for the Company’s Call Center
performance are standards generdly accepted in the industry. R-26, p.31-33. Surdly, FirdEnergy, a
Company with a “SAP Customer Care System” and cdl center operations that “are adequate and above
the industry average’can meet such minmum standards. The cost to implement and maintain this
Customer Care system is borne by the ratepayers. Surdly, ratepayers are entitled to some assurances
regarding the performance of this system.

Notably, in the recent Elizabethtown Water Company rate case, the utility agreed to link certain
Customer Service performance measures to recovery of its SAP customer care sysem.® In that
proceeding, the initid target was 70% of dl cals answered within 20 seconds and within a year, 80%
dl cdls answered within 20 seconds. It is reasonable to expect that FirstEnergy can achieve smilar

results with its SAP system.

C. Customer Complaint Performance
In generd, over the last severd years, JCP& L has had the highest complaint ratio of any New
Jersey dectric utlity.?* R-26, p. 20. As noted by Ms Alexander, a significant percentage of al

complaints received by the Company were service interruption complaints. R-26 at p.20-21.

¥ According to the Company, the National Industry average score for customer satisfaction with Call
Centerswas 100. The FirstEnergy Reading Call Center scored 101. (JC 12 Rebuittal, p. 28) The Company has not
provided this document in the record in this case, nor was it supported by expert testimony or analysis. Presumably,
the Company’ s actual performance data as reported in Ms. Alexander’ stestimony in amore reliable indicator of
ratepayer satisfaction.

20 |/M/O the Petition of Elizabethtown Water Company for Approval of an Increasein Rates for Service,
BPU Docket Number WR01040205, OAL Docket No. PUC 347-01, (January 23, 2002)

# |n 1999 and 2000 due to massive billing errors Conectiv’ s complaint ratio was higher.
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Ms. Alexander has recommended that the customer complain leve not be alowed to rise above
the five year higtoricd average of 1.37 complaints per 1000 customers for the 1996-2000 period.
JCP&L clams that the Company treats customer complaints serioudy and “anayzes and seeks to
understand the nature of the complaints filed againgt it so that it can effectively address the causes of
those complaints” JC-12 Rebuttal, p. 28. And yet, the Company offers no proposa to address a
complaint ratio that, in 2001, was the highes in the state. The Ratepayer Advocate is not attempting

to impose new higher standards on the Company, we are merdy trying to prevent further degradation.

d. Collection Efficiency / Disconnection Ratio

Beginning in 1999, JCP&L’s collection efficency dropped and the Company has incurred a
sgnificant increase in uncollectible expense.  The net write off in dollars doubled between 1998 and
1999, going from $4.7 million in 1998 to $9.5 million in 1999. The accumulaed provison for
uncollectible accounts rose from $6 million in 1999 to $21.5 million in 2000 and then dropped to $13.4
million 2001.

Like the cal center dsandards, the Company baks at the impostion of an “arbitrary
disconnection ratio standard” because “no evidence has been presented indicating that JCP&L’s
disconnection ratio is excessve when compared to other smilaly Stuated EDCs.” R-12 Rebuttal, p.34
Indeed, the Ratepayer Advocate is not asking the Company to reach the level of the other EDCs, only
that the Company maintain higtoricdly achieved levels. Ms. Alexander’s recommended disconnection
ratio of 1.3 per 1000 customers is only dightly lower than the Company’s year 2000 high disconnection
ratio of 1.42. R-26, p. 22.

Ms. Alexander adso suggested some smple dternatives to increase collections that have

reportedly worked with other utiliies. For example, the Company could investigate more customer
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friendly hill collection methods such as enclosng a postage pad envelop with every bill. R-26 at p.
22. The Company did not comment on this suggestion. And, not noticing that Ms. Alexander’s focus
was to ease payment options to reduce overdue accounts, not merdly to react to a customer once an
account fdls overdue, the Company merely stated that the Company’s drategy “is to make every
reasonable attempt to contact deinquent customers through the use of letters and phone calls prior to
issuing disconnection notices”  JC-12 Rebuttal p. 29.

Accordingly, the Ratepayer Advocate witness Barbara Alexander recommended that the BPU
closely monitor the Company’s disconnection ratio to ensure that the Company does not rely too
heavily on this collection tool. The Company’s disconnection ratio has been trending upward since
1999. In fact, JCP&L’s rate of disconnection has significantly increased in 2001 and 2002, from .46
in 1999 to .57 in 2000, 1.42 in 2001 and 1.38 for the fird 9x months of 2002. Ms. Alexander has

recommended that the Company be held to a disconnection rate of 1.3 per 1000 customers.

e. Field Operations

At this time, the Company seeks to provide new service to customers within 5 business days.
R-26, p. 23 Prior to the merger with FirsEnergy, this target was 3 business days. Id. In 2000, the
average indallation waiting period was 10 days, in 2001 the average was 6 business days and in the
first haf of 2002, 5 business days. 1d. The Company agpparently does not track whether its repair and
ingdlation gppointments are met on time. Ms Alexander recommended that the Company return to
the pre-FrstEnergy standard and provide service to customers within 3 business days. R-26, p. 28.
She aso recommended that the Company begin to collect missed appointment data and that a basdline

standard should be adopted. 1d. Ms. Alexander recommended that this standard should reflect not only
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the hitorical performance of JCP&L, but the typical performance in this regard at other utilities. 1d.

The Company did not address these issues.

2. Customer Service Guarantee

The Ratepayer Advocate further asks that Your Honor and the Board impose a Customer
Service Guarantee for certain sarvice quality fallures. Such a mechanism would reimburse an
individua customer for the aggravation associated with utility service qudity falures. Customers who
auffer through extended power outages and missed appointments, or who are forced to wait more than
3 days for service inddlaion, deserve some reditution. The utility should not be dlowed to miss
gppointments with impunity. A person who has taken time off from work to meet a utility worker is
entitted to some congderation if that appointment is missed. A person who suffers without air
conditioning through an extended hest wave should receive some compensation.

In response Mr. Sweeney merdy noted that the Company does not support Customer Service
Guarantees and that the Board has not yet determined that financial penalties are necessary at this time.
JC-12 Rebuttal, p. 36 Due to the service qudity issues highlighted in this proceeding, service
guarantees are indeed appropriate and, in fact necessary. Futhermore, to have standards without
pendtiesis meaning less,

Accordingly, the Ratepayer Advocate respectfully request that Your Honor and the Board
implemert a Customer Service Guarantee smilar to the guarantee provided by Conectiv to its New
Jersey customers who suffer an outage in excess of 24 hours, that is, a guaranteed amount of $50 per
24-hour period. See Merger Order Other sarvice qudity falures should be accompanied by a

guarantee amount of $25 to $30. R-26, p. 31
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3. Additional Reliability Concerns
a. Substation Transformersand Facilities

The Ratepayer Advocate's witness Peter Lanzalotta reviewed the in-service age of the
Company’s substation transformers and the levels of peak loading to which they have been exposed.
Age and peak loading leves are factors in evauating remaining transformer life. According to Mr.
Lanzalotta, if a transformer is not loaded beyond its capacity, it may, on average, expect 40 years or
more of usgful sarvice life. R-35, p. 15 If, however, a transformer is loaded up beyond its rated
capacity, its sarvice life can be shortened to asmall fraction of this time span.

The Company was able to provide in-service dates for 94% of the 234 transformers in the
Northern area.  Seventeen or about 8% of these transformers have been in service for 40 years or more
and gx of the northern area transformers have experienced loads moderately beyond their loading limit.
None of these Sx were among the transformers that have been in service for 40 years or more.

Mr. Lanzaotta found the information regarding the Central area transformers much more
daming. The Company was able to provide in-service dates for 229 of 248 transformers, or 92%, of
the subgtation transformers in the Central area.  Thirty, or 13%, of the subgation transformers for
which in-service ages have been provided have been in service for 40 years or more. JC-12 Rebuttal,
p.17. None of these transformers have been in service for 50 years or more. T103:L6-8 (2/20/03).
That dmaogt none of the Company’ s substation transformers in both operating areas are reported to have
been in service for more than 50 years indicates that, despite Mr. Sweeney’s assertions to the contrary,
ageisaggnificant factor in transformer life.

Mr. Lanzdotta explained that the apparent lack of data for the Company’s centra area
substation transformers increases concerns that originate with the relaively high percentage of older

transformers and the relatively high percentage that have been exposed to overloads in the past three
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years. As noted in the record, thirteen percent of the Centrd area's substation transformers have 40
years or more of service. Another eight percent of the ared's substation transformers have in-service
datesthat are not available and therefore may be just as old.

Mr. Lanzalotta concluded that because of the advanced age of many of the Central district
subgtation transformers, the leve of load to which they have been exposed, the unavailability of data
for in service dates for many of the trandformers and the unavailability of higorical peak loadings
beyond the last three years there is a concern regarding the potentid rdiability impacts of these
transdformers over the next ten years. JCP&L is facing the prospect of having to replace a szable
percentage of the central area’s subgtation transformers without complete data.  This indicates that
further declinesin reliability are possble, or even probable.

In his rebuttal tetimony, Mr. Sweeney, explained that the data for the Centra area was not
missng but had been “inadvertently provided as part of the Company’'s response to RAR-RE-44,
instead of RAR-RE-43?." JC-12 Rebuttal, p.16. Mr. Sweeney then cited a portion of the Stone and
Webster report to support the Company’s contention that age of the Company’s transformers is not a
concern. Indeed, on the stand, Mr. Sweeney repeetedly testified that in his opinion “age in and of itsdlf
does not necessarily contribute to equipment falure” T49:L21-25; 50:L21-23. (2/20/03) In fact, even
when asked if age might be a factor he merely parroted “I think age in and of itsdf does not
necessarily contribute to equipment falures.”

Experts, however, agree with Mr. Lanzaotta that age and loading are factors to be considered
when evauating equipment. In fact, the Stone and Webster report, relied by Mr. Sweeney as support
for his “age is not a factor” argument in fact supports the Ratepayer Advocate' s premise that age and

loading are important rdigbility factors. For example, when discussing the failure of the Red Bank

2 The corrected Central areafigures provided by the Company are reflected in the preceding paragraphs.
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Trandformer #2, the report notes that “we beieve that the falure is the result of long-term insulation
degradation, exacerbated by elevated temperatures and/or overvoltages experienced during its service
life” S3 Stone & Webster 1999 Outage Report, p.ES-1  Similarly, in discussing the falure of the Red
Bank transformer #1, the report finds “the fallure was the outcome of long-term insulation degradation,
as opposed to sudden falure. Elevated temperatures and overvoltages can contribute to the degradation
process.” Id. at ES-5. Likewise the report noted, “[t]here is no accurate mechanism to predict if the
new trandformers would have experienced bushing falures had they been inddled and in sarvice
during the July 3-8 event, but it would be less likely since didectric degradation generdly takes time
to occur.” So, gpparently, age and loading were factors in the falure of both of the Red Bank
transformers that were the cause of the prolonged 1999 outages.

Mr. Sweeney was dso unable to testify what percentage of transformers had been in service for
more than forty years, he was not familiar with the Hartford Steam Boiler Company and he didn’t know
how the Company derived its definition of “bulk transmisson.” T50:L8; T52:L18;63:L12 (2/20/03).
He did not know whether JCP&L used primarily radiad or loop distribution claming he was not a
planning engineer.  T67:L21-25 (2/20/03). And he was unable to offer an opinion whether radia or
loop digtribution feeds were more reliable, again daming he was “not an engineer.” T68:L21-25
(2/20/03). Notably, in response to a transcript request, sponsored by Mr. Sweeney, the Company
admits to 559 didribution circuits in the JCP&L’s Centrd region, dl of which are radid circuits.
Smilaly, dl of the Company’s Northern region crcuits are radia circuits. TR-2.  Perhaps Mr.
Sweeney, who appears to have a financd rather than an engineering background, was the wrong
person to for the Company to sponsor as the sole witness testifying regarding the Company’ s reliagbility

performance.
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b. Treetrimming

Ratepayer Advocate expert witness Peter Lanzaotta looked at the Company’s tree
timming practices, nating, firg of dl, that increases in SAIFI  are frequently accompanied by cutbacks
in a utility’s tree trimming program. R-35, p. 9. And, secondly, that JCP&L was directed by the Board,
in 1997, to increase its frequency of comprehengive tree-trimming. 1d. Mr. Lanzaotta found that after
four years of implementation of a four year tree trimming cycle, some feeders are ill facing intervals
of 9x to ten years between comprehensive trims. Id. These long intervals are cause for concern for
reliability related reasons, especidly in light of the Company’s deteriorating SAIF performance.

In his rebuttal tetimony, Mr. Sweeney tedtified to the Company’s tree trimming policies. He
acknowledged in his rebuttd testimony that information provided in discovery to the Ratepayer
Advocate was not  “the actud work plan.” He tedtified that “[t]he actud tree-trimming work plan
provides for a leveized work load each year that meets the four-year criteria, as previously discussed.”
JC-12 Rebuttal p. 12. Notably, Mr Sweeney did not testify that the Company trimmed or inspected all
trees in both the North and Centra regions every four years. Perhaps that was because he could not.

What Mr. Sweeney did tedtify to was that JCP&L has adopted the Ohio parent’s philosophy
of “moreis better” when it comes to tree trimming.

Q. JCP& L adopted the First Energy policy on tree trimming?

A. Yes, Jarsey Centrd is the first one of the operating company that has adopted
First Energy vegetation management standard.

Q. As a reault of that is JCP&L doing more tree trimming per year than it was
doing under the origind tree trimming policy?

A. Could you define “moreg’?

Q. More, alarger number of circuits that you tree trim in the past?
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A. The Company is dill on the Board's required four year tree trimming cycle.
First Energy standards do trim closer, they trim further from the wire, closer to
the base of the tree, that’ swhy | asked what “more”’ was.

Tr 69:6-22 (2/20/03).

Thus, it seems the Company is atempting to circumvent the Board ordered four year tree

timming cycle by lopping off a larger portion of the tree a one time. Apparently, the FirstEnergy

“vegetation management sandard” is not tree friendly.

Furthermore, as noted by Mr. Lanzaotta, the Company has repeatedly updated its response to

RAR-RE-62.

| was originaly supplied with data in response to discovery that asked for the last feeder
timming for each didribution feeder, the next scheduled comprehensive feeder
trimming, and | believe | dso asked for information on what they cal hot spot
trimming.

Now in response to that data | filed some direct testimony and then in the surrebuttal
| find out that these were just suggested schedules by | believe a forestry group and that
these didn’t redlly actudly reflect in effect what | had asked for in discovery.

| dso migt point out that subsequent to our getting this corrected data, RE-62, the
Company modified its response to this question apparently a third time. | got these
responses yesterday afternoon after 4:00 P.M. in which gpparently the data for the
Central areathat | had been given before was not correct.

The Company’s firgt response to RAR-RE-62 merely noted that information regarding the 2

comprehensive tree trimming for each feeder was not available, explaining “[f]he information is not

avalable because, during the 2000-2001 re-organization process whereby JCP& L returned to a regiond

approach, certain tree-trimming data from the centralized management period does not appear to have

been preserved.” R-37; (response to RAR-RE-62.)  Subsequently, the supplement to this data response

dams that some un-named “individual,” who was not available when the first response to RAR-RE-62

was provided but now is available to respond, is the “most knowledgeable.” This un-named individua
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has determined that information previoudy provided was outdated. R-37, (response to RAR-RE-62,
suppl.) Thethird response to RAR-RE-62 corrected information provided in the second.

At this point, it appears Mr. Lanzaotta s assessment of the Company’s tree timming practices
is effectivdy uncontested. Clearly, Mr. Sweeney is not quadified to tedtify in this area and the
Company has declined to provide even the name of the person who is “most knowledgable’. Data is
missng and then found, information is provided and then disclamed. After his review of the
Company’s most recently provided response to RAR-RE-62, Mr. Lanzal otta concluded:

In going through the new Central area data we find that there were gxty-two feeders on
a schedule of five years or longer with no hot-spot trims in the last four years out of a
tota of five hundred and eghty-nine feeders, which means that gpproximately eeven

percent of the area's tota do not appear to be on a four year tree trimming schedule.
Tr 101:L18-25 (2/20/03).

Accordingly, because the Company was ungble to establish that they have complied with the
Board's recommended tree trimming practices the Board should hold the Company financidly
accountable to its ratepayers for a least the minimum SAIFI levels recommended by Ms. Alexander.
Furthermore, the Board should warn the Company that tree trimming must be done in a responsble
fashion and that over-trimming to lengthen the time periods between trimming cycdes is not an
acceptable solution. The Board has determined that a four year tree trimming cycle is a responsible
baance between practicdity and esthetics.  FirstEnergy should not be dlowed to disregard that

standard.

C. Stray Voltage
“Stray Voltage’ refers to the gtuation where there is a difference in voltage between the

grounded surfaces at customer locations and the earth. In suburban aress, stray voltage may manifest
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itdf in the form of shocks received by people touching supposedly grounded surfaces such as
svimming pools or water pipes. During this past summer, the Company received a number of
complaints from ratepayers in Ocean County about “dray voltage” R-35, p. 18. Apparently, the
digribution system in this area was converted from 4.8 kV ddtato 12.5 kV grounded wye, but that the
neutra wire was never replaced and was, perhaps, inadequate for the area's needs. In response, the
Company took actions that reduced the level of stray voltage but did not diminate the problem. These
actions induded the upgrading of some 7,000 feet of neutral wires on the digtribution system. Id. at
19. A subsequent BPU investigation resulted in the Company’s being directed, anong other things,
to upgrade more than seven miles, more that 37,000 additiond feet, of neutra wires on the distribution
system prior to the coming summer. I/M/O the Board's Investigation into Allegations of Sray Voltage
Occurances Within the Service Territory of Jersey Central Power & Light Company, BPU Dkt. No.
EO002120923, Order Adopting Report (March 6, 2003).

It is apparent that the Company’s practices regarding the sizing of didtribution syslem neutra
conductors are not adequate for dl of its service area under all conditions. The BPU has directed the
Company, among other things, to upgrade its distribution system, cdling this upgrade, “important to
the hedth and safety of the residents of the state.”?* While no specific remedy was proposed in Mr.
Lanzalotta's tesimony regarding an approach to addressing the Company’s stray voltage related
problems, these apparent safety related shortcomings provide additiond support for carefully
monitoring customer complaints, which derted the Company to its stray voltage problems in Ocean
County, and to address problems that are reflected in both the content and the volume of such

complaints.

3 See BPU Website http://www.bpu.state.nj.us/, BPU Release 39-02
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C. The Company’'s Ratepayers Should Not be Forced to Pay
For Reliability Audits Necessitated by Management’'s
Failureto Heed Prior Ratepayer Funded Reports.

Mr. Lanzdotta further recommended that Your Honor and the Board disdlow costs of
religbility related consultant studies that were performed after the 1999 GPU outages. This conclusion
was based on the fact that the Red Bank subdtation transformer falures, and the resultant BPU
invedtigations and studies, could have been avoided if the Company had followed the practices and
proceduresit had in place at the time of the failures.

The Company dams that Mr. Lanzaotta misunderstood “the findings and conclusions of the
consultants report with respect to these matters.” JC-12 Rebuttal, p.20. The Company notes that Mr.
Lanzaotta refers to “transformer failures’ and takes comfort from the fact that it was the bushings that
falled, not the transformers. Id.

What the Company neglects to mention is that “[d]ue to the explosion and fire damage that was
sugtained by the bushing at the time of failure, the transformer could not be returned to service” S-3
Stone & Webster 1999 Outage Report; ES-1. Moreover, Stone and Webster also characterized the
falure as a “faled transformer.” The Report notes that “[b]y 1300 hours on July 8, 1999, following
the replacement of failed transformer #2, dl cusomers were returned to service. Work to replace
failed transformer #1 was completed on July 13, 1999, hringing the Red Bank substation back to
normal operations. |d. (emphasis added).

The Company further contends that Mr. Lanzalotta is dso mistaken in his assertion that the
1999 outages “would have been avoided if the Company had followed the practices and procedures it
had in place at the time” The Company notes that Mr. Lanzalotta is not specific about what practices
and procedures he is referring to.  Perhaps Mr. Lanzalotta is referring to the fact that the Company had

earlier determined that these subgtation transformers needed to be upgraded and, as was specifically
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noted in the Stone and Webster report, had aready been purchased and placed on site. If these
upgraded transformers had been indaled when ddlivered in the Spring of 1998, the 1999 outages could
have been avoided.

The Company then cites to the Board Order adopting the Stone and Webster report in which
the Board found that “there is not a prima facie case demondrating that overdl GPU provided unsafe,
inadequate or improper service to its customers.”

In fact, what Stone and Webster did find was that:

Although GPU's dectric system generdlly withstood the exceptional pesk demand,
there were areas that experienced dgnificant service interruptions. These interruptions
were primaily due to two transformer bushing failures a the Red Bank Subdation.
Other outage causes involved pole top transformers, low voltage conditions attributable
to unprecedented high load demands, and Company implemented load shedding efforts.
Over 105,000 customers were affected, primarily in Monmouth and Ocean counties.
This represents approximately 10.6% of the GPU’ s 988,000 customers.

S-3 Stone & Webster 1999 Outage Report, p.ES-1

Thus, within a five day period, over 10% of the Company’s customers were without eectricity
for some period of time. Surely that is indication of inadequate service.

Moreover, the Board, in that same Order stated:

While our consultant found that GPU’s tranamission planning criteria is consstent with
regiond dectric planing authorities, the consultant aso found that GPU’s own
enginering planners recommended replacement of the transformers as outlined above,
and that decison was then re-evauated by management and the replacement was
deferred to the year 2000. The investigation disclosed that the decison to defer was
based in part on inaccurate cost estimates and manpower and budgetary congraints. We
find that the decision to defer the ingtallation was risky, as the decision to defer does not
appear to have been based on a careful, ddiberate process taking into consideration
important elements, such as maintenance and test records of equipment scheduled to be
replaced.

I/M/O The Board's Review and Investigation of GPU Energy Electric Utility System's

Reliability, Docket No. EA99070485 (May 1, 2000)

110



The Company’s position is unfar and is an uncessary burden on its ratepayers. The Company
undertakes a dudy, at ratepayers expense. The study makes a very specific recommendation regarding
replacement of transformers at the Red Bank subgtation. The Company’s management takes the risk
and chooses to ignore that study. Ratepayers lose and prolonged power outages are endured even
though JCP&L’s customers have continue to pay JCP&L to provide them with safe, adequate and
proper service. Now, the Company wants ratepayers to pay for that mistake, to pay for yet another
sudy, occasioned by management’s disregard of the fird sudy. Perhaps it is time that management
assumed some of the risk.  Accordingly, the Ratepayer Advocate respectfully requests that Y our Honor
and the Board disalow dl costs of rdiability related consultant studies that were performed after the

1999 GPU outages.

Conclusion

To date, the risk of the Company’s performance falures has been borne solely by the
Company’s ratepayers.

Morever, recently, the Board has recognized that shareholders should shoulder some the
responsibility for poor performance and ordered JCP&L to reimburse County Offices of Emergency
Management for expenses incurred during the 2002 power outages that affected 180,000 JCP& L
customers in the Central Region and left about 40,000 of those customers without power for three days.
I/M/Othe Board' sInvestigation in JCP& L’ s Storm-Rel ated Outages of August 2002, BPU Docket No.
EX02120950 (March 13, 2003). Totd restoration was not completed until five days after the storm.

The Ratepayer Advocate recommends that Your Honor and the Board inditue a Service
Qudity Index program for JCP&L. The SQI should compd the utility to maintain historic levels of

sarvice qudity and rdiability and impose financid pendties for falure to maintain these performance
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levels. In addition, the Company should be held accountable to individud customers in the form of
rebates for falure to meet certain service qudity performance levels. This program would encourage
JCP&L to focus on sarvice qudity and rdiability and will shift some of the burden for non-

performance on to the Company’ s shareholders.
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POINT V. COST OF SERVICE/RATE DESIGN

YOUR HONOR AND THE BOARD SHOULD
ADOPT THE RATEPAYER ADVOCATE'S
PROPOSED CLASSREVENUE DISTRIBUTION
AND RATE DESIGN

A. Cost of Service

1. Overview

Ratemaking begins with the required revenues to be collected. The process involves two steps:
the setting of class revenue requirements and the development of the charges applicable to each class.
Ratepayer Advocate witness John Stutz noted that Bonbright's Criteria of a Sound Rate

Structure provides an appropriate generd framework for ratemaking. The three criteria identified by

Bonbright as primary are:

. Effectiveness in yidding totd revenue requirements under the fair-
return standard, (#3)

. Efficency of the rate classes and rate blocks in discouraging wasteful
use of service, and (#8)

. Farness of the spedific rates in the apportionment of total costs of
service among the different customers. (#6)

R-76, p. 6

Dr. Stutz noted that Bonbright's criteria 6, equity, is the primary consideration when
responsibility for a utility’s required revenues is gpportioned among the rate classes. Id. Once an
equitable divison has been made, efficiency and equity in intra-class apportionment have to be

balanced in the design of customer, demand, and energy charges applicable to each rate class. Rates
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are designed to recover the share of required revenues alocated to each rate class, thus addressing
revenue sufficiency.

As noted by Dr. Siutz, in addition to Bonbright's Criteria Number 6, three other of Bonbright's
criteria are closdly linked to the issue of equity in ratemaking and will need to be addressed in order
to produce equitable rates:

. The related “practicd” atributes of smplicty, understandability, public
acceptability, and feasbility of application, (#1)

. Stability of the rates themsdlves, with minimum of unexpected changes
serioudy adverse to the existing customers, and (#5)

. Avoidance of “undue discrimination” in rate relationships. (#7)

The Company’s ratemaking gods emphadze adequacy of revenues and proper price signals.
However, rather than pursue equity, JCP&L seeks only to avoid “undue inequity.” JC 8, p.13. The
Company also emphasizes the goa of gradudism. Graduadism is not a subgtitute for equity. Gradua
implementation of an inequitable apportionment of revenue responshility smply hides the inequity

from the ratepayers. Thisis neither appropriate nor desirable.

2. Your Honor And The Board Should Reject The Company’s Modifications
ToBoard Approved Cost of Service Methodology.

JCP& L:s Petition in this matter included a class cost of service study, the results of which were
presented by JCP&L witness, Mark A. Hayden. JC-7. In preparing his cost of service study, Mr.
Hayden generdly complied with Board approved methods. JC-7, p.8 Mr. Hayden did identify four
modifications that he fdt were necessary to “more appropriately dlocate costs.” In a few instances,
Mr. Hayden departed from Board approved methods without knowing that he was doing so. T27:L11-

14 (3/17/03).
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Mr Hayden clamed that his “tesimony embodies four modifications to the methods that were
used in prior cases.” JC-7, p. 4. Mr. Hayden's first “modification” was subsequently recognized by
Mr. Hayden as not a modification at dl. CS21. In his prefiled testimony Mr. Hayden claimed that
modification 2 is necessary to accommodate restructuring related changes and that modifications 3 and
4 more accurately reflect cost causation.

However, Mr. Hayden, made a “fifth” modification that was a dgnificant departure from
previoudy approved cost of service methodology.  As noted by Mr. Hayden in his response to
Ratepayer Advocate discovery request RAR-RD-18,

Mr. Hayden would aso like to take this opportunity to explain that after

further review of the embedded cost study ordered in BPU Docket No.

ER89110912J dated 4/9/93 (Exhibit JC-308) he has determined that he

has made an additiona substantive departure that was not noted in his

origind testimony. JC-7. His study (Schedule MAH-1) uses a single

noncoincident demand for each class rather than the average of four

summer monthly non-coincident demands when applying the average

and excess method to dlocate costs. CS-21.
Mr. Hayden then states that he “believes this modification is appropriate since the distribution system
must be szed aufficiently to meet the sngle maximum peek and not the average of the four summer
monthly pesks” 1d.

Thus, Mr. Hayden has dlocated costs usng a snge non-coincident demand for each class
rather than the Board approved use of the average of four summer months non-coincident demands.
Mr. Hayden has judtified his deviation from the Board' s approved methodology on the assumption that
gzing provides the bads for cost dlocation. And, undeniably, dl load bearing equipment must be
properly szed to meet maximum demand. However, if Szing provided the bass for dlocation, the
costs associated with dl load-bearing equipment would be alocated solely on the basis of demand.

The Board has regected this concept noting, “there is a dua demand and energy dimension to

transmisson and digtribution system planning and operation which should henceforth be reflected in
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cost dlocation.” 1/M/O Petition of Jersey Central Power & Light Company for Approval of Increased
Base Tariff Rates and Charges for Electric Service and Other Tariff Revisions, BPU Docket No.
ER91121820J (June 15, 1993)

Indeed, the Board has been very clear about what methodology it prefers. In Order after Order
the Board has established the use of the average of four summer pesks rather than the Company
proposed single peak. 1d. Mr. Hayden departed from this method and has subsequently attempted to
judtify his departure from the Board approved methodology by claming that the Board's approved
method “places insuffident weight on the annud peak” and so “waters down the usefulness of the
formula” JC-7 Rebuttal, p.4. Ratepayer Advocate witness John Stutz disagreed with this assessment
of the Board approved methodology noting that “[slound ratemaking consderations support the
Board'sdecison.” R-77, p. 2.

Moreover, this is not an inggnificant departure from precedent. The unitized class rates of
return produced by Mr. Hayden's average and excess method are very different than the unitized class
rates of return produced when usng the Board:s methodology. For example, the unitized rate of return
for the class RS, residentid service, is .76 under Mr. Hayderrs methodology and .83 under the Board:s
methodology. R-76, Sch. JS-8. For the rate class RT, Mr. Hayderrs methodology produces a .72
unitized rate of return; under the Board:s methodology, the unitized rate of return for the class RT is
97. Id. For the rate classes GS, GP, and GT, the unitized rate of return goes from 1.23 usng Mr.
Hayderrs method to 1.13 using to the Board:-s method for GS, from 1.62 to 1.44 for GP and from 3.76
to 3.49 for GT. In fact, the only class unitized rate of return that did not change sgnificantly using Mr.
Hayderrs methodology was Lighting.

Your Honor and the Board should rgect Mr. Haydenss proposed change to the Board's

approved cost of service method. The choice of methods can affect cost of service study results and
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S0 impact class revenue requirements and rate design. R-76, Sch. JS-8. The Board:s approved cost of
sarvice methods were used in the carefully crafted unbundling of rates which provides the bass for
JCP&L:s trandtion to competition. Rate stability is fostered by avoiding changes in the cost of service

methods. Accordingly, these methods should not be changed without good reason.

B. Rate Design
1. Overview - The Company’s Proposed Class Revenue
Digtribution Disproportionately Affects Residential
and Small Commercial Customers.

The Company has not made any proposals that shift class revenue responsbility due to the
expiring customer credit or the SBC decrease. However, for the MTC and the Ddivery Charges, the
gtuation is quite different. JCP&L has proposed changing the basis for MTC responsbility and has
proposed dlocating the decrease in Delivery Charges quite sdectively. These two proposds raise
serious issues of reasonableness and equity as well as public understanding and acceptance.

Preliminarily, it is important to note that the harshest impact of the Company:=s proposed rate
desgn fdls on customers served on rates Resdentia Service (ARSE) and Genera Service Secondary
(AGS0) serving smal commercia customers. These customer provide about 76% of JCP&L=s current
revenues. About 77% of the net increase due to the expiration of the customer credit and the SBC
decrease fdls on these rate classes. However, for the MTC and the delivery charges, where the
Company has proposed changes to the current rate alocation, the resdentia and smal commercia
users assume responsibility for about 110% of the net increase. R-76, Sch. JS-6. As Dr. Stutz noted,

this disproportionate impact is the result of the Company-s proposed rate design and violates the equity

and gradualism aspects of Bonbright=s Criteria of a Sound Rate Structure.

117



Applying the principles of equity and gradudism in this proceeding is particularly important
in light of the other rate changes proposed by the Company. In addition to the 2.1% decrease in the
ddivery rate and the 0.8% decrease in the SBC charge, the Company expects that JCP& L:s ratepayers
will see increases of 5.6% due to the credit dimination and up to a 9.7% increase in the MTC rate.
JC-3, MJF-3 (12+0) In addition, ratepayers will see an increase in the cost of BGS service starting in
Augug 1, 2003. Id. Accordingly, the Company’s ratepayers are facing significant increases in electric

rates with the greatest impact felt by the Company’ s resdential and smadl commercid customers.

2. Delivery Charges

Deivery charges recover didribution, transmisson, cusomer service and information,
adminigraive and generd costs, dong with federd and date taxes, the trangtiond energy facilities
asessment (TEFA) and SUT. R-76, p. 22. The Company has proposed no changes in transmission
or TEFA revenues. The remaining costs, exclusve of SUT, are referred to by JCP& L as Adigtribution.
In prefiled direct testimony, the Company proposed a net decrease of about $11.9 million in
digribution revenues.  With SUT, the impact of the Company-s proposal is a $12.6 million revenue
reduction.
JCP&L initialy proposed to share this substantial net decrease in Delivery Charges through a mix of
increases and decreases. The Company proposed rate increases totaing about $6.4 million for rate
classes RS, RT and GST and for Lighting. The remaining customer classes, GS, GP, and GT, were
then given a $19 million revenue requirement decrease to split, with a $9.1 million decrease being
alocated to therate class GT.

The firg problem with this proposed dlocation is that this result reflects Mr. Hayderrs version

of the average and excess methodology rather than the Board approved average and excess method.
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As discussed above, the use of the proper methodology produces unitized rates of return closer to 1.0
for the above favored classes. Thus, al ese being equd, it would be appropriate to provide these
classes with a lesser share of the benefits from a decrease in distribution costs than JCP&L origindly
proposed. Such a result would certainly be more publicly acceptable, one of the practical attributes of
a Sound Rate Structure identified in Bonbright=s Criterion No. 1.

Moreover, Ratepayer Advocate witness Dr. John Stutz recommended that at least some of the
beneficid impact of the rate decrease be shared among al rate classes. J-76, p. 24. Dr. Stutz
recommended that 80 percent of the decrease be alocated directly to the three rate classes that were
alocated decreases under the Company:s origind proposa. Dr. Stutz then allocated the remaining 20%
among all rate classes. This distribution of the revenue decrease il provides the bulk of the beneficial
impact of the rate decrease to the same three rate classes as the JCP& L proposa. The difference is that
under this proposal they receive about 90 percent of the benefit, not the 151 percent proposed by
JCP&L. Theremaining 10 percent is soread o that dl rate classes see some benefit from the decrease.
J-76, Sch. JS-9.

With the 12+0 updates, the Company’s witness Sdly Cheong was given $47 million to
digribute anong the various rate classes. Without a word of explanation, Ms. Cheong changed her
andysis and granted a $11.7 million decrease to the RS class, the same class she allocated a $1.9
million increase to a couple of morths earlier. (JC-8, SJC-2 (12+0). When asked about this at the
hearing she stated: “ | made a judgment to provide revenue reduction to the RS.” T131:L14 (3/17/03).

Accordingly, Ratepayer Advocate witness John Stutz updated his schedule JS-9 to reflect the
additiona classes dlocated a rate decrease by the Company. As noted above, Dr. Stutz recommended
that at least some of the beneficial impact of the rate decrease be shared among al rate classes. J-76,

p. 24. Accordingly, based on Ms. Cheong's revised dlocation, Dr. Stutz alocated 80 percent of the
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Comparny’s proposed decrease to among al rate classes granted a rate decrease by Ms. Cheong. The
remaning 20 percent was alocated among al rate classes on a KWh basis.  This distribution of the
revenue decrease dill provides the bulk of the beneficid impact of the rate decrease to the same rate
classes as the JCP&L updated proposd. The difference is that under the Ratepayer Advocate's
proposd, al rate classes see some benefit from the decrease. J-76, Sch. JS-9.

Accordingly, the Ratepayer Advocate respectfully requests that Your Honor and the Board
adopt this proposal and provide an at least minima decreases to dl rate classes. This distribution is
supported by the cost of service study results produced usng the Board:-s approved methods and it

meets Bonbright=s criteria of public understanding and acceptance better than the Company-s proposal.

3. MTC Responsibility

The Company has proposed to remove the residua effects of the transition-period MTC and
to use the levelized energy adjusment clause (LEAC) as a basis for the MTC. The Company suggests
that the proposed MTC rate design “is consstent with the Board's long-standing policy regarding the
recovery of energy-related deferred costs.” JC-8, p.21. Thus, the Company has proposed for recovery
of the MTC by deriving an MTC Factor (in mills per kwh) and then making voltage level adjustments
for customer billing purposes. The Company’s proposa to recover MTC revenues through a method
the Board has higoricaly used to recover LEAC under recoveries is misplaced. First, the Company
is resurrecting a recovery mechanism that the Board eiminated with the arriva of restructuring.  In the
JCP&L Find Order, the Board diminated the LEAC.** Moreover, the LEAC was designed for the
purpose of recovering costs associated with dectric energy sold by the Company. When the

Company:s new rates go into effect, the MTC will no longer be recovering the energy-related costs.

24 |/M/O Jersey Central Power and Light Company, d/b/a GPU Energy - Rate Unbundling, Stranded Cost
and Restructuring Filings, Final Decision and Order, BPU Docket Nos. EO97070458, EO97070459, and
E09707460, (March 07, 2001), p. 106.
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Rather, as of August 1, 2003, the MTC will recover only stranded costs.  While stranded costs have
been recovered through the LEAC in the padt, this use does not reflect the basic purpose for which the
LEAC was designed and does not provide a sufficient basis upon which to reintroduce the LEAC
recovery mechanism.

Furthermore, in the Find Decison and Order, the Board changed the terms of the settlement
in that case, rasng the retail adder gpplicable to rates RS and RT. In doing so, the Board carefully
balanced its trestment of residential service and residentia time of day service rates. As the Board
acknowledged, such an adjusment would require a downward adjusment in the resdudly determined
component of unbundling - the MTC - in order to meet other congtraints. In light of this, a shift in
MTC responghility which increases the net burden on most residential customers and dters the balance
between rates RS and RT is particularly inappropriate.

Fndly, the Company:=s proposa would shift MTC revenue responshbility dramatically.  For
example, JCP&L:s proposal will increase MTC respongbility for resdentiad customers from 38.3%
to 41.7%, anincrease of dmogt 9%. R-77, Sch.JS-11 At the same time, the Company:s proposa will
decrease MTC responghility for GP customers more than 30%. Id. The Company falls to recognize
that the MTC is an existing charge. While the MTC may have been sat resdudly, the Ratepayer
Advocate believes that in sdting this charge, the Board carefully considered the impact this rate would
have on JCP&L customers and made its restructuring decision so that MTC responsibility was shared
ina just and reasonable fashion. In ratemaking there is a presumption in favor of existing rates. R-76,
Sch. JS-3; Criterion 5 of Bonbright's Criteria of a Sound Rate Structure. The Company has not shown
aneed nor provided abasis for changing the existing shares of MTC respongbility.

Accordingly, the Ratepayer Advocate recommends that Your Honor and the Board maintain

the current digribution of MTC responshility, preserving the carefully crafted burden sharing
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established when rates were unbundled. Firdt, the Ratepayer Advocatess proposal mantans the current
pattern of MTC responsbility which neither advantages nor disadvantages any class. Thus, this
proposal is publicdly acceptable. Secondly, this proposal eliminates the serioudy adverse impact,
impliat in the Company:s proposal, to the mgority of the Company:s customers who are served on
rates RS and GS and is thereby competible with Bonbright=s Criterion No. 5 for a sound Rate Structure.
Thirdly, the current dlocation of MTC responghbility derives from a rate unbundling which the Board
caefully crafted to afford all classes of customers some opportunity to benefit from competition, in
compliance with the far alocation requirement in Bonbright=s Criterion No. 6. Findly, the Company-s
proposal subgtantidly increases MTC responsibility for certain rate classes. There is no evidence that
any rate class caused a greater share of the stranded costs to be recovered by the MTC after August
1,2003. In the absence of such evidence, the Company-s proposal condtitutes undue discrimination.
Thus, the Ratepayer Advocate:s proposed rate design, a flat, per-kWh charge for each rate class,

preserves the status quo in MTC responghbility and furthers sound rate design policy and principles.

C. Reconnection Charges

JCP&L is proposing to increase its reconnection charge for customers whose service has been
disconnected from $22 to $27 for customers whose service is reconnected during norma business
hours, Monday through Friday, 9:00 A.M to 4:30 P.M., a22.7% increase. Thisis an 80% increase
above the current average of $15 for dl New Jersey eectric utilities. T147:L10-16 (3/17/03). JCP&L
aso proposes to increase the reconnection charge for dl other hours from the current $54 to $70. The
Ratepayer Advocate beieves that this charge is excessve, unduly burdensome to low-income

customers and counterproductive.
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The Company:s reconnection charge fals most heavily on those customers who are least able
to afford it, that is, customers who have difficulty paying their utility bills Given this redity, the
Ratepayer Advocate believes that an increase at this time is particularly inappropriate. The proposed
increase is aso likely to be counterproductive. If a high fee is imposed on a customer with a limited
ability to pay, that customer is less likely to return to the system, resulting in lost revenue and other
customers having to bear more than their share of embedded costs.

Moreover, the Company-s proposal should be viewed in light of the Boardss Universa Service
proceeding, which has already been decided, awaiting for a written Board Order. [/M/O Establishment
of a Universal Service Fund Pursuant to Section 12 of the Electric Discount and Energy Competition
Act, BPU Docket No. EX00020091. Asis addressed at length in the testimony, comments and other
submissons by the Ratepayer Advocate in that proceedingthe Universd Service programs under
congderation by the Board may be expected to reduce the number of customer shut-offs for non-
payment. The Ratepayer Advocate believes that this is a better gpproach than increasing the amount
the Company may collect from a customer whose service is restored.

Accordingly, taking the preceding congderations into account, and giving weight to Bonbright:=s
criterion of rate gability, the Ratepayer Advocate recommends that Your Honor and the Board reject
the Company-s proposed increases in Reconnection Charges and keep these charges at thar current

levd.
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D. Overall Rate Impact

The Ratepayer Advocate's initidly filed position was based on principles rather than numbers
and was illugrated usng the Company’s initidly filed numbers. Those principles till hold now that
actual numbers and updated schedules have been provided by the Company. To clarify the impact of
the Ratepayer Advocate’'s recommended revenue adjusments will have on rates, the chart attached
hereto as Schedule 1 applies the cost of servicelrate design principles advocated by the Ratepayer

Advocate to the Ratepayer Advocate s updated numbers.

E. Motion for Summary Disposition

On April 23, 2003, Intervenor New Jersey Commercid Users (“NJCU”) filed a Notice of
Motion for Partid Summary Dispostion of The Issue of The Proper Methodology For JCP&L’s Cogt
of Service Study and For Related Discovery Rdief. NJCU is seeking summary judgment on the
appropriate methodology to be used in JCP&L’s Cost of Service Study in support of its base rate case.
NJCU is aso asking Y our Honor to order JCP&L to provide a Cost of Service Study “that eiminates
the energy related component from digtribution plant costs and related expense.” NJCU relies on its
Brief and the Briefs filed on behdf of NJCU in the Public Service Electric and Gas rate case (BPU
Docket No. ER022050303, OAL Docket PUC-5744-02.)

JCP&L filed its rate case on August 1, 2002 and more than three months later, NJCU filed its
Motion to Intervene on November 21, 2002. On November 27, 2002, the Company sent a letter to
Your Honor sdting forth its non-opposition to the NJCU Motion to Intervene. Since that time,
presumably, NJCU has received copies of the Company’s Petition, dl discovery responses and dl
testimonies that have been filed in this case. NJCU should have known the Cost of Service Study used

by JCP&L dnce the inception of this case.  If NJCU thought that a modified Cost of Service Study
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would contribute to the record in this matter, such information should have been requested during the
discovery process. The Company’s refusal to provide such information could have then been addressed
in the proper manner. By waiting until this late point in the proceeding to file this Motion, NJCU is
doing what it promised not to do, adding “confusion and undue delay” to this proceeding.

Moreover, the issue raised by NJCU is not appropriate for summary disposition. As evidenced
by the testimony in these proceedings, the proper Cost of Service alocation methodology is clearly a
“disouted issue of materid fact.” Because the Company did not follow “guiddines’ st forth in the
Nationa Association of Regulatory Utility Commissoners Electric Utility Cost Allocation Manud is
not a auffidert basis upon which to grant Summary Judgement. In fact, the Preface of the NARUC
manua states as an objective for the manud: “The writing style should be non-judgmenta; not
advocating any one particular method but trying to include dl currently used methods with pros and
cons” Thus the manud is descriptive, not prescriptive.  Furthermore, athough NJCU may
characterize it as “unreasonable and improperly named,” the average and excess method has been the
Board approved method in this state for many years.

Accordingly, the Ratepayer Advocate respectfully request that Your Honor deny NJCU’s

Moation for Partid Summary Judgment.
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