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POINT |I. COST OF CAPITAL
JCP& L HASFAILED TO SUPPORT ITS PROPOSED 10.05%
OVERALL RETURN. YOUR HONOR AND THE BOARD
SHOULD ADOPT THE RATEPAYER ADVOCATE’'S PROPOSED
8.08% RATE OF RETURN

Inthe Initid Briefsfiled in this matter, the Ratepayer Advocate presented a detailed discusson
of the evidence in the record that supports the adoption of its proposed 8.08%" overdl rate of return. As
explained in the Ratepayer Advocate' s Initia Brief, JCP& L' s proposed 10.05%° overdl rate of returnis
based on a distorted “ stand-alone” capita structure and overstated 12% return on equity. RAIB Vol. 1 at
6. The Ratepayer Advocate' s proposed rate of return is based on the only actua capital structurein the
record, that is, the consolidated capital structure for FirstEnergy, and areturn on common equity of
9.85% based on a properly performed anadysis of comparable companies plus a 35 basis point
adjustment to compensate for the risks inherent in FirsEnergy’ s unusudly low equity ratio. RAIB Vol.
1lat6-7.

The Board' s Staff, while taking a somewhat different gpproach, has reached an end result very
close to the Ratepayer Advocate' s. Staff has not recommended the use of the FirstEnergy consolidated
capital structure. However, Staff agrees that Company’ s proposed stand-aone capital structure reflects
an exaggerated equity ratio given the operating risks facing JCP& L, and has therefore recommended an

adjustment to reduce JCP& L’ s equity rate from 57.22% to 46%. 9B at 18-21. Staff also concurs that

JCP& L’ s proposed 12% return on equity is excessive, recommending a9.75% return on equity. SB at

! The recommended 8.16% overall rate of return cited in the Ratepayer Advocate's Initial Brief did not reflect the
Company’s 12+0 updates. The Ratepayer Advocate’ s updated recommendation appearsin David Peterson’s
Schedule 1, page 3 of 3, 12+0 updates, R-38.

2 The 9.89% proposed overall rate of return cited in the Ratepayer Advocate's Initial Brief did not reflect the
Company’s 12+0 updates, JC-5, Schedule TCN-6 (12+0 Update).
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31-32. Staff isrecommending an overal rate of return of 8.50%, considerably closer to the Ratepayer
Advocate’ s recommended 8.16% than to the Company’ s proposed 10.05%.

The Ratepayer Advocate' s Initid Brief addressesin detall the correctness of the andysis
presented by the Ratepayer Advocate, and the flaws in the Company’ s anadlyss. The Ratepayer
Advocate will not repeat those arguments here. However, it is necessary to address some of JCP&L's
arguments characterizing the testimony of Ratepayer Advocate witness Basl L. Copeland. As
explained below, these arguments are unfounded, and some of them are based on ether distortion or
mis-statement of the record. They should be regjected by Y our Honor and the Board.

A. Capital Structure

Aswas explained in Mr. Copeland' s prefiled direct and rebutta testimony, and in the Ratepayer
Advocates s Initiad Brief, JCP&L’s proposed “ stand-alone” capital structure does not include any of the
$4.5 hillion of long-term low-cost debt issued to finance the GPU-FirstEnergy merger. R-41, p. 5.
Since dl of thisdeht isreflected at the parent leve, thisresults in an artificid inflation of the equity
ratio of the subsidiary, JCP&L. RA-41, p. 5-5; RA-42, p. 2; RAIB Vol. 1 at 9-10.

JCP&L’sInitid Brief attempts to undermine Mr. Copeland’ s recommendations by selectively
quoting his testimony on cross-examination. Mr. Copeland did acknowledge, as stated at page 19 of the
Company’ s Initid Brief, that $2.2 billion of the debt was used to finance the cash portion of the
purchase price for the merger, an amount equivaent to the “goodwill premium.” However, the
Company then goes on to state the following:

In other words, Mr. Copeland admitted that the only use of the proceeds from the new
FirsEnergy debt was for “the payment of the premium [which] iswhat resulted in the

% The prospectus which isin evidence as R-47 reflects the issuance of atotal of $4 billion in long term debt.
However, the Company’s 2001 Annual Report to shareholders, provided in response to SIREV-11, reflects, at page
35, total debt issuances of $4.55 billion, asreflected in Mr. Copeland’ s pre-filed direct testimony, R-41, p. 5.
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good will [sic] and the corresponding increase to the subsidiary’ [JCP&L’ S| equity
accounts’ which was “exactly what Mr. Navin's proposa diminates.”

PIB a 19-20, quoting T150:L2-12 (3/3/03). Mr. Copeland made no such admission. While only $2.2
billion of the debt appears to have been attributable to goodwill, Mr. Copeland never stated that thiswas
the “only use of the proceeds’ of the $4 billion debt issuance. Indeed, he explained in his surrebutta
testimony and at the hearing that, based on the FirstEnergy Prospectus for the $4 hillion debt issuance
$1.5 hillion was used to repay short-term indebtedness of GPU and its subsidiaries, and that ratepayers
were entitled to the resulting benefit. RA-42, p. 3; RA-47, p. S-8; T122:L.8 - T123:L.123 (3/3/03). As
explained in Mr. Copeland' s redirect testimony, in the consolidated capital Structure, the amount of the
goodwill is offset by the amount of the financing used to fund the goodwill. T212:1.15 - T213.L.3
(3/3/03). Thus, the use of the consolidated capita structure correctly flows through to ratepayers “ not
the full amount of the financing, but just the amount that’s in excess of whatever was used to fund the
good will.” T213:L5-11 (3/3/03).

By sdlectively quoting the transcript, JCP& L hasimplied, wrongly, that Mr. Copeland agreed
with the Company’s position that Y our Honor and the Board should ignore that portion of the debt
issuance that wasin excess of the $2.2 billion in goodwill. To the contrary, Mr. Copeland made it clear
thet, in his opinion, ratepayers should receive the benefits flowing from the entire $4.0 billion in low-
cost debt, not just the $2.2 billion used to finance the cash portion of the congideration for the merger.

JCP& L aso has atempted to suggest that Mr. Copeland’ s testimony in this proceeding is
contrary to his pogtion in the current Public Service Electric and Gas Company (“PSE&G”) rate case.

Again, JCP& L has engaged in sdective quotation of Mr. Copeand' s testimony.



AsJCP&L pointsout a page 20 of its Initid Brief, Mr. Copeland did not recommend using a
consolidated capital structure in the PSE& G rate case. PIB at 20. During his redirect examination, Mr.
Copeland explained the reason for his postion in the PSE& G case:

There wasn't anything particularly unusud about the capita sructurein
the PSE& G case, and | had no reason to believe that the PSE& G capitd
Structure was affected by its corporate relationship with its parent. It was
rather obvious in this case that we had these kinds of issues, because Mr.
Navin had to unwind the effect in order to come up with something he
thought was a more gppropriate capita structure.

So in a sense this case sent up some red flags and said we need to look at
the capita structure issue more throughly than we might do in other cases.

T211:L.4-24 (3/3/03). The above testimony, which was ignored in the JCP&L Initia Brief, providesa
reasonable and logica explanation why it is necessary to use a consolidated capital structure for JCP& L
but not for PSE&.G.

JCP& L aso asserts that Mr. Copeland used a stand-alone capita structure for PSE& G despite an
equity ratio for the parent company, Public Service Enterprise Group (“PSEG”) that is “ gpproximately
haf” that of the utility. PIB 20, quoting T146:L.19 (3/3/03). In fact, on the same transcript page cited
by JCP& L, when Mr. Copeland was asked whether counsdl’ s assertion that PSEG has an “equity ratio
that’ s alittle more than haf of the equity ratio of the regulated utility Public Service Electric & Gas’
was a“fair statement,” Mr. Copeland’s answer was “No.” T146:L2-13. When asked to explain this
“No” answer, Mr. Copeland stated as follows:

Wi, again, you're—if you lay down the capital structure numbersin
these exhibits right dongside the one that was filed in the case and ook on
a the equity ratio then, yeah, the number is gpproximatdy half.

But | pointed out the reason why that number differsisin part because

there are other things that are not comparable between these two capita
structures.



T146:L15-23. Hethen explained in response to a further question that the capital structures were not
comparable because the PSEG capita structure included short-term debt, aswell as securitization debt.
T146:L.24-25. Thus, itisclear from the full context of the testimony quoted in the JCP&L brief that,
athough Mr. Copeland acknowledged that “the number is approximately haf,” he made this very clear
that he did not think that number shown for PSEG was comparable to the FirstEnergy capita structure.

The cross-examination cited in the JCP&L’s Initid Brief in no way contradicts Mr. Copeland's
testimony in support of using a consolidated capital structure in this proceeding. JCP& L’ s attempts to
suggest otherwise are based on sdlective and mideading citation of the record, and should be rejected by
Y our Honor and the Board.

B. Return on Common Equity

Beginning at page 45 of the Company’s Initid Brief, in a section entitled “ Cross-Examination of
Mr. Copdland,” the Company makes a number of arguments which purport to show contradictionsin
Mr. Copeland’ stestimony. This section of the JCP&L brief includes severd distortions of the record.

Mr. Copeland’ s prefiled direct testimony recommended that the Company’ s proposed flotation
cost adjustment be regjected, because it is based on hypothetical assumptions which may not occur. RA-
41, p. 27. JCP&L’sInitia Brief sates at page 45 that Mr. Copeland “conceded that he has
recommended a flotation cost adjustment in other jurisdictions.” However, JCP& L neglects to mention
Mr. Copeland’ s testimony that he has made such recommendations in compliance with prevailing
precedents in those jurisdictions:

I’ve recommended an adjustment [for flotation costs| based on prevailing
cases-in jurisdictions where | have opposed the precedent aswdll, I've

gone ahead and made the ca culation and made the recommendation using
it.



T164:L.2-6 (3/3/03). Using Maryland as an example, Mr. Copeland explained that he had opposed a
flotation cost adjustment proposed by the Maryland Commission’s Staff until it became clear that the
Commission would continue to adopt the Staff’ s gpproach. T164:L.13-25 (3/3/03). Thus, itisclear
from the full context of the cross-examination that Mr. Copeland has recommended flotation
adjusments in other jurisdictions not as amatter of principle, but based on controlling precedentsin
those jurisdictions.

At pages 45 through 46 of its Initid Brief, JCP&L has blatantly mischaracterized the
methodology used by Mr. Copeland for his Discounted Cash Flow analyses. At the bottom of page 45,
the Company makes the following statement:

The essentid flaw in Mr. Copdland’ s DCF andlysisis his blind adherence
to the “ expected growth rate in the dividend”.

PIB at 45, quoting RA-41 (emphassadded in PIB). Thisisclearly amischaracterization. Aswas

explained repeatedly in Mr. Copeland' s prefiled direct and surrebuttd testimony, and during the

hearing, he did not “blindly” adhere to the expected rate of growth in the dividend. 1n each of his DCF

andyses, dividend growth was only one part of the analyss. He aso factored in estimates of growth in

earnings per share (“EPS’) and book value per share (“BVPS’). R-41, p. 13-14; R-42, p.7, T179:.L14-

21 (3/3/03). This hardly condtitutes “blind adherence” to the expected rate of growth in the dividend.
Infact if any witnessis guilty of “blind adherence’ to something, it is the Company’ s witness,

Dr. Roger Morin. Dr. Morin ignored dividend growth entirely, giving it no weight whatsoever in his

DCF andyses. R-41, p. 20. The Company acknowledges a page 46 of itsinitid brief that utilities are

currently lowering their payout ratios. As Mr. Copeland explained, under these market conditions, EPS

projections aone will overgtate the DCF cost of equity. R-41, p. 13, 20-21; R-42, p. 7.



Further, the Company’ s argument on this issue contains a blatant mis-statement of the record.
Near the top of page 46 of its Initid Brief, quoting page 13, line 18-19 of Mr. Copeland’ s prefiled direct
testimony, the Company asserts the following:
Thus, Mr. Copdand admitted that his reliance solely on projected
dividend growth rates “will understate the investors' long-term growth
expectations’ . . .
PIB at 46, quoting RA-41, p. 13, |. 18-19 (emphasis added). Contrary to the statement in JCP& L’ s brief,

Mr. Copeland’ stestimony clearly stated that he did not rely solely on projected dividend growth rates.

Indeed, Mr. Copeland' s prefiled testimony explained very carefully why he did not rely solely

on either dividend or earnings growth rates. 1n the same paragraph on page 13 from which JCP& L took
the quote appearing in the Company’s brief, Mr. Copeland noted that there is currently a disparity
between EPS and DPS growth rates. Mr. Copeland explained as follows:

Consequently, based on current projections, relying solely upon projected

EPS growth rates will overgate the investors' long-term growth

expectations. Smilarly, relying solely upon projected DPS growth rates

will undergtate the investors long-term growth expectations.
R-41, p. 13. Immediatdy following the testimony quoted above, Mr. Copdand's prefiled testimony

contains the following question and answer:



Q. UNDER THESE CONDITIONS, WHAT ISTHE BEST WAY
TO ESTIMATE THE CONSTANT GROWTH DCF COST
OF EQUITY?
A. Under these conditions, the best way to estimate the constant

growth DCF cost of equity isto rely upon an average of the EPS,

DPS, and book vaue per share (“BVPS’) projections. Short-run

or near-term changes in payout ratio do not impact book vaue per

share growth as sgnificantly as they do EPS and DPS growth, and

over time EPS and DPS growth rates will aways revert to the rate

of growth in book value per share [footnote omitted]. For this

reason, an average of these various growth rate measuresis

required to reasonably estimate investors' long-term growth

expectations.
R-41, p. 14. 1t should have been clear from even a cursory reading of Mr. Copeand' s testimony that he
used an average of EPS, DPS and BV PS growth projections. Directly contrary to the statement at page
46 of JCP&L’s Initid Brief, he did not rely “ solely upon projected dividend growth.”

JCP&L’sInitid Brief aso distorts Mr. Copeland’ s testimony with regard to his Capital Asset

Pricing Mode (“CAPM”) andysis. The Company’s brief, citing Mr. Copeland’ s prefiled direct
testimony and Schedule BLC-5, states that Mr. Copeland “chose to use solely the 76-year average
(1926-2001) of common stock premiums over long-term Treasury bonds’ for his CAPM anayss.
Then, citing Mr. Copeand' s cross-examination, the Company’s brief suggeststhat hisanalysisis
contrary to his recommended approach of using arange of 10 to 20 years. PIB at 46. JCP&L has found
acontradiction by misinterpreting Mr. Copeland' s prefiled direct testimony. The Company’ s brief
impliesthat Mr. Copeland used a single 76-year average. To the contrary, his analysis was based on
geometric means calculated for five non-overlgpping holding periods of 15-16 years each. Thiswas
clearly depicted in Schedule BLC-5, and explained in the cross-examination cited in the Company’s

brief. R-41, Schedule BLC-5; T183:L.7-22 (3/3/03).



JCP& L aso has exaggerated the record in its attempt to discredit an article by Fuller and
Hickman which supports Mr. Copeland’ s use of geometric meansin his CAPM andyss. The JCP&L
brief refersto this article as having been “published in 1991 in the firgt (and possibly only) volume of a

publication caled “Financia Practice and Education’” and states that “Mr. Copeland did not know

whether or not this journa was peer reviewed, or even whether it isgill being published.” PIB at 47. In
fact, with regard to the current status of this journd, Mr. Copeland stated that he believed that the
journd “may be published under another name’ though he was not certain it was till being published.
T188:L19-15 (3/3/03). He dso testified that he did not know whether the publication was peer
reviewed, but he did know that the article had been “submitted to a workshop where it was critiqued and
reviewed by some fairly eminent peopleinthefied ...” T189:L6-14 (3/3/03). Infact, the publication is

dill in exigtence asthe “ Journd of Applied Finance.” See hitp:/Amww.fmaorg/publications ndex.htm

Further, the procedures for submission of articles make it clear that the this publication is peer reviewed.

See http:/Mww.fmaorg/fpestyle htm.

Findly, JCP&L characterizes Mr. Copeland’ s recommended 9.85% rate of return on equity asa
“blatant attempt to deny investors their expected market return on, and to confiscate the market vaue of
their good faith investmentsin utility stock ....” PIB a 48. During his cross-examination, Mr. Copeland
acknowledged, as stated in the Company’ s brief, that during times when the market value of a utility’'s
stock is higher than its book vaue, his recommended approach would reduce the vaue of the stock to its
book vaue (i.e., rate base). PIB at 48. The end result may well be disgppointed investor expectations.
However, as Mr. Copeland explained, thisis because such investors “ speculated on a company being
able to earn more than its cost of capitd.” T201:L10-11. In effect, the Company’s appears to be
arguing that investors have the right to have the Board meet the expectations created by a period of
over-earnings that have driven stock prices above their book value. As succinctly stated by Mr.

9



Copeland, “[slomebody is going to lose, but that is because they were expecting to achieve ... an excess
return and regulation doesn’t guarantee them that.” T202:L14 - T203:L 3 (3/3/03).

For the reasons &t forth above, and in the Ratepayer Advocate' s testimony and Initiad Brief, the
Ratepayer Advocate' s recommended rate of 9.85% would produce afair rate of return on the JCP&L’s
equity capital. The arguments to the contrary in the Company’ s Initiad Brief should be rgjected as

unfounded.
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POINT Il. REVENUE REQUIREMENT

A. Overview

The detailed explanations supporting each of the Ratepayer Advocate' s positions on the Company’s
appropriate revenue requirement are contained in the record evidence and the Ratepayer Advocate's Initial
Brief. The Ratepayer Advocate refers Your Honor's and the Board's attention thereto and incorporates
them in thar entirety herein instead of repeating those explandions at length in this section of the Ratepayer
Advocate's Reply Brief. However, the Ratepayer Advocate would like to further address the following

iSsues.

B. Rate Base
THE RATEPAYER ADVOCATE’S PROPOSED ADJUSTMENTS
TO RATE BASE ARE PROPERLY BASED ON THE RECORD
AND ON SOUND RATEMAKING POLICY.
1 Cash Working Capital
The Ratepayer Advocate' s proposed adjustments to the Company’s pro forma rate base were
explained in detail in the Ratepayer Advocate s Initia Brief. The sections below will respond to
argumentsin the JCP&L Initid Brief and the Staff Initid Brief for each adjustment recommended by
the Ratepayer Advocate.
a. The Ratepayer Advocate' s Recommended Adjustments
to The Company’s L ead/L ag Cash Working Capital
Recommendation Should Be Adopted by Your Honor
and The Board.
JCP&L arguesinitsInitiad Brief that the Board has long recognized “that the returns on al
invested capitd, including depreciation and amortization expense, interest on long term debt, dividends
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on preferred stock and the return on common equity capital, are dl earned and become the property of
the utility’ sinvestors a the time that serviceisrendered.” PIB at 52. According to JCP&L, the returns
are not received by the investors until the revenueis collected from ratepayers, and therefore the Board
has decided that al such returns should be included in the lead/lag study and assigned a zero payment
lag. 1d. While the Board has decided in the past that depreciation expense is properly included in a
lead/lag study and that interest on long term debt and dividends on common and preferred stock should
be included with zero lead days, the Ratepayer Advocate has recommended in this case that the Board
re-eva uate the appropriateness of the Company’ sinclusion of non-cash anounts in a cash working
capita analyss and acknowledge the Company’ s use of ratepayer funds prior to the payment of interest

on long term debt or stock dividends.

b. Non-Cash Expenses Should Be Excluded From The Company’s L ead/L ag
Sudy.

0] Depreciation Expense

Asdiscussed in the Ratepayer Advoca€e s Initid Brief, the time has come for symmetry inthe
Board's Cash Working Capita policy. JCP&L’slead/lag Study provides alopsided picture of the rate
base Cash Working Capita impacts. By including the non-cash depreciation expense with alag of zero
days, the Company has disregarded what happens at the beginning of the construction cycle and has
focused attention solely at the end of the rate base life cycle. In support of its Cash Working Capital
clam, the Company has provided Y our Honor and the Board with information on the timing of the
collection of depreciation expenses and when they are recorded and charged againgt the rate base. The
Company has conveniently forgotten what happened prior to this. Asnoted by Ratepayer Advocate

witness Dave Peterson:
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For example, the Company records AFUDC and CWIP for plant expenditure made
during agiven month. Yet, it may take JCP&L 45 days or longer to actually pay the
vendors and lenders for the materials and funds used for the construction projects. This
revenue “lead” is conveniently ignored in Mr. Swartz' s lead/lag andlysis, yet itisjust as
red as his argument for including the depreciation expense.

R-39, p.12

Mr. Peterson further clarified thisanayss on cross:
The company records AFUDC and [CWIP] on construction work before the
time that he actudly pays the vendor and the lenders for the funds and
materids used for condruction. [Company witness Mr. Swartz] 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 already been placed in
sarvice. So | think his logic on this cash badis for plant and services is faulty
and incomplete,

T101:L11-20(2/26/03).

The Company was at the hearing and heard this testimony, over its objection, and yet has chosen
not to respond to Mr. Peterson’s statement. The Company merdly recites prior Board Orders and States that
“[t]he Advocate in this proceeding has offered no new facts or arguments to overturn this long-established
line of Board precedents.” PIB at 55.

The Company’s uneven presentation is troubling and deserves careful scrutiny by Your Honor and
the Board. The Board cannot continue to condone JCP&L’s practice of putting only a portion of the rate
base on a cash basis. This one-sided story must be recognized for what it is, unfair to JCP&L ratepayers.

Accordingly, the Ratepayer Advocate urges Your Honor and the Board to reconsder this policy, and
ether require the Company to include dl the impacts of a cash basis rate base in the lead/lag study or to
exclude depreciation expenses from the lead/lag study for purposes of determining the Company’s

appropriate Cash Working Capital requirement.
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(i) Deferred Taxes

The Company recognizes that the Board has consgently excluded deferred taxes from the cash
working capital caculation and accuses the Board of having “missed the point.” PIB 57
The Company compares deferred taxes to depreciation expense and claims that as the ratepayer supplied
funds are not immediady avalable for utility invesment, shareholders are entitled to a return on these
ratepayer supplied funds through a cash working capitd adjustment. This is not a new argument and has
already been addressed by the Board. As in this case, in the Elizabethtown Gas case “Petitioner argued that
there was a collection lag in recovering deferred taxes . . . .” 1/M/O the Petition of Elizabethtown Gas
Company For Approval of Increased Base Tariff Rates and Charges For Gas Service And Other Tariff
Revisons, BPU Docket No. GR88121321, Order Adopting in Part and Modifying in Part the Initia

Decision, (February 1, 1990). The Board was not persuaded by that argument then, as it should not be now.

Indeed, the Company has missed the point. A cash working capital alowance should be included
in rate base to compensate investors for investor supplied funds used to provide the day to day cash needs
of the utility. R-38, p.9. In the case of deferred charges, there is no cash outlay, and therefore no investment
in cash working capital is required. This is especidly true with respect to deferred taxes. Deferred taxes
have been collected from ratepayers without being paid to the Internd Revenue Service by the utility. It
is ludicrous to argue that deferred tax expense increases the cash working capita requirement snce no
investor cash has been expended for the deferred taxes. As recognized by Board Staff in this proceeding:

.. . Oeferred taxes should be excluded from the lead/lag study because they did not, at any
point in time, require investor-supplied capital. It would be unreasonable and inappropriate
to force ratepayers to pay areturn on funds not supplied by investors.
9B, pp. 69-70 citing Initial Decision at 35, I/M/O Public Service Electric & Gas Company for an Increase
in Rates, Order dated, BPU Docket No. ER85121163. (April 6, 1997)
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Accordingly, the Ratepayer Advocate respectfully requests that Your Honor and the Board exclude

deferred taxes from the Cash Working Capitd caculation in this proceeding.

Common Equity

The induson of a common equity return in JCP&L’s lead/lag study usng a zero-day expense lag
implies that JCP& L compensates its shareholders on a daly basis. In fact, shareholders receive a return
on equity through the quarterly payments of dividends and through any gain achieved on the sde of the
Company’s stock. This is the mechanism by which the common equity shareholder is compensated in the
real world.

As noted in the Ratepayer Advocate's Initid Brief, JCP&L argues that removing the revenue lag
relating to the recovery of the return will adversely affect the Company’s stock price, but was unable at
hearings to quantify the impact this adjussment would have on the actual share price. RAIB Vol. | Vol. | p.
32-33. In fact, the Company’s witness appeared to say that anything that would negatively affect JCP&L's
rates would have an adverse impact on FirsdEnergy share price.  The Board ensures that JCP&L’'s
shareholders are amply compensated through the Company’s overal rate of return and should not alow the
Company to pad this return through a cash working capital adjussment. The Board should not incorporate
this adjusment into the Company’s Cash Working Capita alowance solely to increase shareholder wealth.
To do so would be an injustice to ratepayers.

Long Term Debt and Preferred Stock Dividends

Over the yearsit has long been accepted Board policy that long term debt and preferred stock
dividend payments should be included with a zero lag time in the cash working capitd |ead/lag
caculation. These casesal slem from the Public Service Electric and Gas rate case of 1984 in which
ALJ Joseph Rosa reasoned:
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The investors are the ones who chose management, and theoreticaly management
could make these payments to the debt and equity holdersimmediately upon their
receipt by the Company. Management, however, has chosen to retain them for a
certain period of time, just as they can choose whether to reinvest these earnings
or disburse them as dividends. If something should happen to these earningsin
the period of time between the receipt by the Company and the payment to the
resdua, equity or debtholders, those at risk would be the resdua, debt and
equity holders, not the ratepayers.
I/M/O Public Service, Electric & Gas Company for an Increase in Rates, BPU Docket No. 837-620,
Order dated March 23, 1984.
The glaring flaw in thislogic that must finaly be recognized by Y our Honor and the Board is that
shareholders and bond holders are amply compensated for any perceived risk in the Company’s payout
schedule. Infact, the price paid by equity investorsis reflective of this payout schedule. Perhapsin
1984 when Judge Rosa wrote this opinion, equity investors were not as sophigticated as they are today.
But today, with the amount of information readily available, equity investors know the Company’s
dividend payout policy when they buy their sock, common or preferred. Bond purchasers know when
payments are due and value their investment accordingly. Indeed, the Company is contractualy
obligated to make these payments on a certain date, specified in the bond indenture. Any lead time
between when revenues are received from ratepayers and when interest on long term debt and
preferred stock dividends are paid is recognized in the price paid for the invested capital and must be
recognized in JCP& L’ s Cash Working Capita calculation.
Moreover, it goes againgt basic ratemaking policy to set rates on what theoretically could

happen. These payment are not going to be made on adally basis, in fact, it is virtudly impossible for

4 Asnoted by ALJ Sukovich in the Elizabethtown Gas case, “| am persuaded by Rate Counsel’s argument that there
isno qualitative difference between petitioner’ s obligation to timely pay interest to bondholders and its obligation to
timely pay billsfrom suppliers and that thereis no reasonabl e rationale for using afictitious zero dayslag for interest
rather than the actual 90.2 days lead calculated by [ Company witness Andrew B. Herf]. Elizabethtown Gas, Initial
Decision, p. 21, BPU Docket No. GR88121321, November 13, 1989.
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the Company to do so. Thereisnot one utility in this Sate that pays common equity shareholders,
preferred equity shareholders or bondholders on adaily basis. To base a cash working capita alowance
on the theoretical posshility of what could happen is not typicd of Board policy in this state. Indeed,

this Board has expresdy rgected such speculative rate making policy, for example in rgecting

forecasted test yearsin favor of an actua test year. To continualy ignore year after year the Company’s
control of this money on the theoretical possibility that some day some manager might choose to return
this money to shareholders on adaily basisis absurd. 'Y our Honor and the Board should review this

policy and discontinue this rate making policy based on an out-dated fiction.

2. JCP&L’sConsolidated Income Tax Adjustment Proposal is Flawed
and Unrdliable

JCP& L has accused the Ratepayer Advocate of mis-applying the prior Board decisions regarding
the consolidated income tax adjustment. The Company agrees that the Ratepayer Advocate' s position in
this case is consgtent with those decisions but seemsto believe that this case is different. The Company
makes the same argument that it has made dl dong, that Mr. Peterson hasignored the fact that the
unregulated business had cumulative positive income for the first nine years of the andyzed period. PIB
60. The Company further clamsthat Mr. Peterson “has a so attempted to construct the highest possible
amount of tax losses to creste his recommended rate base deduction.”

This issue was addressed at length in the Ratepayer Advocate s Initid Brief and will not be
repeated here. RAIB Vol. 1 a 36-41. The Company’s proposa isunfair to ratepayers. All affiliates
having positive taxable income, whether regulated or not, are entitled to a share in the benefit the whole

system receives from affiliate tax losses. Staff has aso rgjected the Company’ s proposd, stating:
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“Equity dictates that savings should be alocated to regulated and unregulated positive income
companies by their percentage of the total positive income as proposed by Staff.” 9B at 47.

The Ratepayer Advocate would, however, liketo darify the record regarding certain atements
in the Company’s Initid Brief referencing a Board Staff exhibit supporting Board policy in the
consolidated tax adjustment. S-43 Satement of Michael J. Graetz, Deputy Assistant Secretary (Tax
Policy) Department of the Treasury Before the Subcommittee on Select Revenue Measures Committee
on Ways and Means United States House of Representative Dated September 11, 1991, and Attached
Memorandum dated September 09, 1991, from Abraham N.M. Shashy, Jr., Chief Counsel, Department
of the Treasury, Internal Revenue Service to Michael J. Graetz, Deputy Assistant Secretary, Tax Policy
regarding the “ Internal Revenue Service Ruling Position on the Treatment of Consolidated Tax
Adjustments” The Company clams that the Mr. Gragtz, in his statement, noted thet “arate base
adjusment would be dlowable only ‘until the loss affiliate becomes profitable’” PIB 59. In fact, this
gtatement was not made by Mr. Graetz but was in the memo attached to his statement written by Mr.
Shashy. Thefull statement of Mr. Shashy is*“However, the proposed regulations would not have
prohibited a commission from adjusting the utility’ s rate base to treat the affiliated group’ s tax savings
from filing a consolidated return as cost-free capita until the loss affiliate becomes profitable” The
Company then further cites this memo for the proposition “that the adjustment would treet the
consolidated tax savings merely ‘as a deferrd, rather than a permanent reduction, of [the utility’ g tax
ligbility.” Thefull text of cited sentence is “ This gpproach generdly regards the taxable income
generated by the utility as serving to permit current use of the offsetting losses (or credits) of
unregulated affiliates and treats the benefits of filing a consolidated return as a deferrd, rather than a

permanent reduction, of tax liability.”
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The Company probably did not redize that these words were not taken from the statement of Mr.
Graetz but were instead taken from the attached memorandum describing proposed reguletions. The
Company aso probably did not notice thetitle of the section quoted “Issuance and Withdrawal of

Proposed Regulations.” 1d. Perhapsif the Company had read to the end of that section it would have

seen that “[o]n April 25, 1991, the Internal Revenue Service withdrew the proposed regulations pending
congressional guidance.” Id. at 12. So what the Company cites as a statement of the IRS s positionis,
in fact, selected parts of adescription of proposed regulations that were subsequently withdrawn.

The Company dso sdlectively cites certain phrases from the Conclusion section of this
descriptive memorandum. Perhaps a more complete reading would be helpful.

As| have indicated, the proposed regulations were designed to follow the genera structure of
normalization requirements for accelerated depreciation. In essence, this approach views
consolidated tax savings resulting from the combination of losses of unregulated affiliates with
the income of the regulated utility as enabling the consolidated group to use the losses sooner
than if the effiliate were to fileitstax return on astand-done bass. This measure of the utility’s
contribution may be captured in a rate base adjustment, which provides the utility’ s ratepayers
with a benefit reflecting the time vaue of the more rgpid use of the unregulated effiliates loss or
excess credits made possible by the utility’ s taxable income or tax liability. Under the proposed
regulations, the unregulated affiliates would have been no worse off than they would be had the
utility not been part of the consolidated group. Since the utility’s cost of capital reflectsthe
activities of itsunregulated affiliates, there seemed to be no reason to allocate the benefits
resulting from the accelerated use of their losses or excess creditsentirely to the
unregulated affiliates, aswould be the result if the rate base reductions wer e prohibited.
Thus, we concluded that we should not attempt to prohibit regulatory commissions from
permitting utility customers to share in the benefit produced by consolidated tax savings through
arate base adjustment.

Id. at 13-14 (emphasis added).

Indeed, the conclusion section cited by the Company expresdy contradicts the Company’s
contention that regulated affiliates are not entitled to a share in the consolidated group’ s tax 10ss
benefits. The Company somehow twigts the words “ until the loss affiliate becomes profitable’ to mean
thet if the consolidete group is able to utilize the losses of its unregulated affiliates without the regulated
entity’ s taxable income then there is no justification to pass through any of these consolidated tax
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savingsto the regulated utility’ sratepayers. PIB at 59. Thus the Company has taken a string of words,
out of context, mis-cited, and mis-interpreted, from proposed | RS regulations that were subsequently
withdrawn as the sole basis upon which to support an unsupportable argument, that is, if the non-
regulated affiliates could absorb tax losses of the other affiliates, then the regulated affiliates are not
entitled to a share of those benefits.

Accordingly, the Ratepayer Advocate recommends that Y our Honor and the Board reaffirm the
Board' s policy on consolidated tax savings by reducing the Company’ s proposed rate base by
approximately $61.1 million in order to accuratdy reflect JCP& L’'s accumulated share of the

consolidated tax benefit. R-39, p. 16, Sch. 2, p. 3.

C. Operating Income
1 Revenue Adjustments
a. Revenue Annualization
Since JCP& L’ s rate base and expenses have been annualized to year-end levels, consstency and
the test period matching principle require that revenues aso be restated to year end levels. R-38, p.17.
In particular, the failure to annudize the customer growth that occurred during the test year digtorts the
measurement of the income producing capability of the underlying utility assets and overstates JCP&L's
revenue requirement. 1d. Based on this reasoning, Ratepayer Advocate witness David Peterson
increased the Company’ s test year revenues by $4.684 million.
InitsInitid Brief, the Company makes two equaly unsustainable arguments against Ratepayer
Advocate withess Mr. Peterson’s upward revenue adjustment of $4.684 million to account for customer

growth.
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Firgt, the Company complains that Mr. Peterson did not account for any decrease in industria
customer revenue that might occur. PIB at 64. However, as noted in the Ratepayer Advocate' s Initial
Brief, Mr. Peterson explained at the evidentiary hearings why an adjustment was not appropriate to
account for any decreasein industriad customer revenue. RAIB Vol. 1 at 44. Mr. Peterson testified that
because these are generaly large customers with unique load profiles he recommends a pecific
adjustment to reflect known changesin the industria load rather than arevenue annudization
adjusment. The Company, for its own reasons, has chosen to ignore this testimony.

Second, the Company clams that Mr. Peterson ignored the incrementa expenses that are
incurred as aresult of customer growth. PIB at 64. Thisissue too was addressed in the Ratepayer
Advocate s Initid Brief and will not be addressed at length in this document. As discussed in that
document, the Ratepayer Advocate cannot consider incrementa expense information thet is not
provided by the Company. To berate the Ratepayer Advocate for not considering what has not been
provided is disngenuous at best.

The Ratepayer Advocate would, however, like to point out to Y our Honor and the Board the
grident tone and empty rhetoric of JCP&L. InitsInitid Brief, the Company questions Mr. Peterson’s
motivation and decries his “ opportunistic posturing to circumvent established Board policy.” In fact,
Mr. Peterson tried to explain to the Company, “my adjustment isto properly match year end rate base
revenues and expenses.” T138:L.24-25 (2/26/2003). But, the Company has chosen to either distort or to
ignore Mr. Peterson’ stestimony. Because the Company is unable to come up with a meritorious
argument for failing to adjust revenues for increased customer growth, it resorts to questioning the
motives of the Ratepayer Advocate s witness. Asafurther note, Board Staff has also recognized
that “since Petitioner has used the year-end plant in service balance and has annualized its depreciation
expenses based on year-end plant, it should annudize the revenues for customer growth through the end
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of test year.” 9B at 50. Staff then provides a comprehensive explanation of the Board precedent that
supports the reflection of customer growth through the test year in itsentirety. SB at 50-51. Board
Staff concluded that “[t]he RPA’s customer annudization adjusment is the only adjustment in the
record that represents a reasonable assessment of customer growth levels and more closely reflects
historical Board precedent on thisissue” SB at 51.

Thus, Staff’ s position regarding revenue adjustment for customer growth dovetails with the
Ratepayer Advocate s position that the Company has failed to abide by the matching principle. This
pervasive accounting principle provides that in order to correctly assess earnings, revenues and expenses
from the same period must be compared — revenues and expenses from different periods cannot be
compared. By only recognizing depreciation expense, the Company fails to consider the other half of
the equation. Mr. Peterson’s revenue adjustment accounting for customer growth, supported by Staff,

corrects this oversight.

b. CRA Lost Revenue Annualization

The Ratepayer Advocate reiterates its position that Y our Honor and the Board not alow the
incluson of annudized “logt revenues’ for new JCP&L CRA programs.

InitsInitia Brief, the Company has patently ignored the fact that the March 9, 2001 Order
gpecifically precludes the Company from doing what it is asking Y our Honor and the Board to do, i.e.,
approve lost revenue recovery before the Board has ruled on the protocols by which to measure these
dleged lost revenues. The Board stated inits Findingsin that Order that “[t]he program evauation
plans for determining energy savings must gill be approved by the Board, prior to digibility for
collection of lost revenues for the new energy efficiency programs.” Id. a 77. Thisofficefalsto
comprehend why the Company argues the “Board’ s gpprova in principle of lost revenue recovery”
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when the “principle’ isnot theissue. PIB at 66. The issue isthat the Order clearly Satesthat lost
revenues cannot be recovered prior to Board approva of any protocol methods, principle or no
principle.

The Company has aso mischaracterized the testimony of Ratepayer Advocate witness Dr. David
Nichols. JCP&L wrongly asserts that, in this proceeding, the Ratepayer Advocate takes no position on
the “correctness’ of the JCP& L protocols for estimating “lost revenues’. PIB at 67. In fact, Dr. Nichols
identified in his testimony and schedules, aswell as a the evidentiary hearing, that a number of JCP& L
protocol methods, as presently proposed, significantly over-estimate annud energy savings. RAIB Val.
1 at 49; T47-54 (3/7/03). Indeed, even the Company attorney objected at the evidentiary hearing that
“[Dr. Nichols] surrebutta testimony goes into greet detail starting on page 3, gpproximatdly line 18, in
critiquing the protocols that were used to caculate lost revenues.” T42:L.17-20 (3/7/03).

The Company also chooses to quote Ratepayer Advocate witness Dr. Nichols out of context in
order to make itsargument. The Company assertsthat “Mr. Nichols has dso stated that he does not
‘object’ to the annudization of lost revenues.” PIB at 67 citing T55:12 (3/07/03.) To the contrary, Dr.
Nichols madeit very clear that he disagreed with the Company’ s proposed “annudization” adjustment:

Q. Now, | believe that you began your testimony by saying that
you object to the annuaization of lost revenue by JCP& L. Isthat right?

A: | object to the adjustment to revenues based on a caculation of
annuaized logt revenue, yes.

Q: My shorthand for that is annualized.

A: | don't object to annudizing. | just objected them ralling it in asan
adjustment basis.

Q: That isan annudization of logt revenues here, isn't it?
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A: Annudization of logt revenues is fine, but the adjusment to

revenues is not because of the maiters that | have been discussing this

morning.
T54-55:L.21-25, 1-9 (3/7/03)
The meaning of Dr. Nichols statement is much clearer when viewed in its proper context. Thesngle
line of testimony cited at page 67 of the Company’ s brief was part of an exchange in which Dr. Nichols
clearly stated his objection to the Company’ s proposed adjustment to revenues. The Company wrongly
impliesthat Dr. Nicholsisin agreement with the proposition that “absent an adjusment to annudize lost
revenues atributable to programs implemented during the test year, the pro forma revenues on which
rates would be based would be higher than they should be.” PIB at 67, quoting T56:L.23 - T57:L7
(3/3/03). Mr. Nichols testified that this proposition would only be true “al else equa” —and then
proceeded to explain asfollows:

But as | point out in my surrebuttal testimony, dl dseisn't equa and

during al the years that JCP& L has had DSM, it has dso had significant

sdes growth from one year to the next.
T57:.L6-11 (3/7/03). Thus, contrary to theimplication in the Company’s brief, Dr. Nichols clearly stated
his opposition to the proposition that the Company’ stest year revenues are overstated in the absence of
an adjustment for lost revenues.

Therefore, the Ratepayer Advocate, supported by Staff, reiterates its postion that until afull and

complete review of the protocolsis done by the Board, JCP& L cannot recover any of its dleged

$722,459 in annudized lost revenues from its CRA programs. Clearly, the Company should not be

permitted to include “lost revenues’ as part of its base rates.
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2. Expense Adjustments
a. Advertising Expenses
The Ratepayer Advocate reiterates its position, supported by Staff, that $958,000 in community
affairs, public relations and image advertisng be excluded from JCP& L’ s test year operating expenses.
The precedent and policy addressed by the Ratepayer Advocate were amplified by the Staff in
its Initid Brief. Staff detailed the types of materid that were and were not permitted to be recovered
through ratepayer funding as decided by the Board in I/M/O the Board' s Investigation of Advertising
Practices, BPU Docket No. 712-1254 (April 11, 1980). Staff agreed with Ratepayer Advocate witness
Mr. Peterson that the disdlowed materid fdls into the categories of promotiond, inditutional and
lobbying expenses, and therefore is not recoverable. The re-introduction of the * Jersay Central Power &
Light” name in an attempt to reassure customers of a recognizable brand name to provide safe, adequate

and reliable service should not impose afinancia burden on the Company’ s ratepayers.

b. BPU/RPA Assessments

Both the Ratepayer Advocate and Board Staff concluded that thel2+0 updates provided by
Company witness Mr. Preiss failed to recognize the fact that, when rates are reduced at the end of this
proceeding, the BPU and RPA revenue tax amounts will decline, astax is proportiond to tota revenue.
RAIB Vol. 1 at 53, 9B at 54.

The Company agreesin principle that “any change to the Company’s pro forma revenue
requirements will require afurther adjusment to the BPU/DRA assessment expense.” PIB at 68.

Ratepayer Advocate witness Mr. Peterson’s ($13,000) adjustment takes into account residential
and commercia customer growth percentages, applys these adjustments to the gross revenue, and then
adjusts that number to reflect taxes. Indeed, “ Staff recommends that Y our Honor and the Board support
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the RPA’s calculation of this adjustment for BPU/RPA assessments since it accounts for the growth in
the level of customers, utilizes the most recent assessment rates and includes atax adjusment.” SB at

55.

C. Charitable Contributions

Despite the fact that the Company is trying to recover for charitable contributions to the same
charities with the same judtification as New Jersey American Water Company, JCP&L beieves that
this case is different from the recently decided New Jersey American Water Company case in which the
New Jersey Supreme Court held that a utility’ s charitable donations could not be passed on to the
utility’ s ratepayers. 1/M/O the Petition of New Jersey American Water Company, Inc. for an Increasein
Rates for Water and Sewer Service and Other Tariff Modifications, 169 N.J. 181 (July 25, 2001). As
discussed in the Ratepayer Advocate s Initid Brief, the Company’s case is not different and the
charitable contributions made by JCP& L cannot be passed on to New Jersey ratepayers.

Board Staff has also recognized that “[t]he mandate of the New Jersey Supreme Court with
regard to whether or not the costs of charitable contributions of a utility may be passed on to ratepayers
as operaing expensesis clear,” and that ratepayers are not to fund the charitable donations of the
Company. 9B at 58.

The Company further thinks that because the Board, in the Company’s merger proceeding,
directed the Company to maintain for three yearsthe level of JCP& L’ s charitable contributions, the
Company is entitled to recover these amounts from ratepayers. |/M/O the Joint Petition of FirstEnergy
Corp. and Jersey Central Power and Light Co. d/b/a GPU Energy for Approval of a Changein
Ownership and Acquisition of Control, BPU Docket No. EM00110870, dated October 9, 2001. The
Merger Order dates at paragraph 43 of the FirstEnergy Settlement Agreement (Attachment A) that
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“FrstEnergy agreesto maintain, for a least three years after the merger, and substantialy at current
aggregate levels, JCP& L charitable commitments to the communities served by JCP&L.” The
Company attempts to use this language to collect charitable donations from ratepayers. No wherein the
merger order isfunding for these commitments discussed. Indeed, there is no need to mention it, for the
New Jersey Supreme Court had severd months earlier stated that the funding of charitable contributions
by autility should not come from its ratepayers, but that “they are more gppropriately borne by the
entity’ s shareholders” New Jersey American at 194. Thisis the same conclusion that Board Staff
reaches asit cautions the Company that the Merger Agreement must be considered in the proper context
of New Jersey caselaw. 9B at 59).

For these reasons and those enumerated in the Initid Briefs of the Ratepayer Advocate and
Board Staff, Y our Honor and the Board should not alow any of the Company’s claimed charitable

contributions to be recovered from ratepayers.

d. Depreciation Expense

Asinthe Initid Brief, Depreciation Expenseisdiscussed in Point 111 of this Reply Brief.

e. Management Audit Expenses
This issue has been discussed at length in the Ratepayer Advocate s Initid Brief and that
discussion will not be repeated here. RAIB Vol. 1109 - 111. However, afew issuesraised in the
Company’s Initid Brief will be discussed.
Firgt, the Company repeatedly relies on the fact that the Board “did not find ‘aprimafaci€ case

that overdl [JCP&L] provided unsafe, inadequate or improper service.” PIB at 72. What the Board did
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find however was that the Company’ s actions were risky and based on inaccurate information.

Specificdly, the Board found:
While our consultant found that GPU'’ s transmission planning criteriaiis
congstent with regiond dectric planning authorities, the consultant also found
that GPU’ s own engineering planners recommended replacement of the
transformers as outlined above, and that decision 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, deliberate process taking into
consderation 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).

The Company characterizes Mr. Lanza ottal s recommended adjustment asan “ atack” on the
Board' sfindings, his concluson as*“cavdier” and his testimony given “grudgingly.” Once again the
Company cannot make a subgtantive rebutta S0 it resorts to unflattering characterizations. The
Company rdies on Mr. Swveeney’ s surrebuttal testimony in which he faults Mr. Lanzalotta for referring
to the 1999 outages as due to transformer faillure. Mr. Sweeney’s lack of “expertise” is discussed at
length in the Ratepayer Advocate s Initid Brief and will not be repeated here. But, in the end, the
Company cannot digpute that the Board found their actions risky and based on inaccurate information,
and while Stone and Webster did not concluded that the outages would not have occurred if the
transformers had been replaced as scheduled they did say: “it would [have been] lesslikdy.” S3, P.
ES-7.

Thus as demondrated at length in the Ratepayer Advocates Initia Brief, there is more than
ample support in this record to disalow those expenses brought on by the utility’ s reliance on inaccurate

information and risky behavior. RAIB Vol. 1 at 109 -111. If the utility’ s management takes a gamble,
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there should be some sharing of the loss. Ratepayers endured the physical |oss through prolonged
power outages, shareholders should assume at least a smdl portion of the financid losses through the

disdlowance of the cog of this audit.

f. Merger Costs
JCP&L, initsInitid Brief, attempts to mask its true intentions by stating that their main

objective is not to recover merger costs but to provide customers with an additiond $21.5 million of net
merger savings. The Company dates that the $21.5 million represents $64.2 million of gross O&M
merger savings reflected in the test year, net of $42.7 million of costs incurred to achieve those savings.
PIBat 75. Yetinfact, JCP&L isactudly trying to pass on to ratepayers merger costs that were aready
accounted for during the Merger proceeding. JCP&L should not be alowed to recover any merger
related costsin this rate proceeding because to do so would violate the express directives of the
Stipulation and Merger Order. RAIB Vol. 1 a 57. The Staff, initsInitid Brief, supported the Ratepayer
Advocat€ s position and stated that:

The accuracy of Mr. Peterson’s assessment of the company’ s recovery

of merger cogtsis evident in areview of the Board's Order in the merger proceeding. . . .

The Board clearly ordered $300 million of net merger

savings to be dlocated to JCP& L ratepayers at the conclusion of the

merger proceeding. Those net merger savings by definition areedy

account for the recovery of the estimated costs of achieving the gross

level of merger savings over time, afact acknowledged by Mr. Preiss

during cross examination by the RPA. (4T 79-7 to 81-20).
9B at 63.

Moreover, JCP&L initsInitia Brief satesthat of the $42.7 million of cost-to-achieve that it

wants to recover, $35 million was incurred in 2001 and relates to severance pay for employees who

were actudly terminated and received their severance payments during the 2002 year. However,
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JCP& L admitted that “ accounting rules required these anticipated 2002 severance payments to be
recorded at the time of merger closing in November 2001.” PIB at 76. (emphasis added). Therefore,
absent Board authorization permitting JCP& L to defer pre-test period merger costs, JCP& L cannot
judtify the recovery of $35 million of merger cogts that were written off in the year in which they

occurred in accordance with accounting rules. The Staff echoed this sentiment inits Initid Brief when

it stated thet:
The Board did not provide for the deferred recovery of merger expenses
incurred prior to the test year employed in the ingtant proceeding. . . . the
Board in fact dispensed with al prospective merger related cost recovery
at the time it implemented the dlocations of net merger savings & the
conclusion of the merger proceeding.

9B at 66.

JCP&L arguesinitsinitia Brief that it isimproper to remove al codts to achieve merger
savings from the test year, because retaining them in the test year resultsin the double counting of
merger savings. PIB at 76. Mr. Peterson takes an opposite view in his direct testimony, stating that the
recognition of any further merger related costs result in double counting of merger costs because these
costs have dready been used to reduce the gross savings estimate used to form the basis for the $300
million net merger savings alocated to ratepayers. R-38, p. 22. If JCP& L were not allowed to recover
merger costs as a part of the merger proceeding, then the merger savings amount credited to ratepayers
would have exceeded the $300 million figure agreed upon by the parties. The Staff dso supportsthe
view that JCP& L’ s proposed recovery of the subject merger costs would result in adouble recovery of
merger related codts. SB at 62.

In conclusion, the Ratepayer Advocate respectfully request that Y our Honor and the Board reject

the Company’ s flawed proposal to pass onto ratepayers $42,696,00 in merger related costs.

30



0. SAP Project Evolution Amortization

The Ratepayer Advocate maintains that SAP Project Enterprise/Evolution O&M expenses are
prohibited merger costs because they were incorporated in FirstEnergy’ s merger cost estimate that
formed the basis for the $300 million net merger savings agreed upon by the parties. JCP& L’ s witness,
Mr. Preiss confirmed on cross examination that the costs of implementing Project Evolution was
included in the FirsEnergy merger related cost recovery. RAIB Vol. 1 at 61.

Board Staff supports the Ratepayer Advocate' s recommendation to remove the $1.697 million
from the Company’ s revenue requirement request for the cost of Project Evolution and agrees that any
additiond recovery of costs would violate the Board’s Merger Order and Settlement. Staff stated that
the cost of Project Evolution has “aready been accounted for in the calculation of net merger savings

executed within the context of the merger proceeding.” 9B at 64.

h. Rate Case/Regulatory Expense

The Ratepayer Advocate maintainsits pogition that JCP& L should be required to share actua
rate case expenses on a 50/50 basis collected over afive year amortization period.

InitsInitid Brief, JCP&L contends that athree year amortization is a“ reasonable proxy for a
normal regulatory expense levd in the restructured era” PIB at 81. JCP& L also stated that the three
year amortization proposed by the Company is conservative as compared to the two-year amortization
of rate case expense approved by the Board in its recent Middlesex Water® case. As the Ratepayer

Advocate explained inits Initia Brief, atwo year amortization would not be appropriate for JCP& L

® |/M/O the Petition of Middlesex Water Company for Approval of an Increasein its Rates for Water Service and
Other Tariff Changes, BPU Dkt. No. WR00060362, Order Adopting in Part/Modifying in Part/Rejecting in
Part/Initial Decision, (June 6, 2001).
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given its actud higtory of filing rate cases every ten to twelve years. RAIB Vol. 1 at 63. Accordingly, a
five year amortization is more reasonable in this instance.

JCP&L arguesinitsinitial Brief that it should not be subject to50/50 sharing of rate case
expenses in which only one haf of the rate case expenses are recoverable from ratepayers because
“JCP&L did not choose to file this case to serve its own or its stockholders needs.” PIB at 82. The
Ratepayer Advocate submits that this argument is ill-concelved and presents no reasoned basis for the
Board to deviate from its long standing policy of 50/50 sharing of rate case expenses. Furthermore, the
Company acknowledged at hearings that their shareholders have a condderable financid stake in the
outcome of the rate proceedings regardless of who initiated the filing of the rate case. RAIB Vol. 1 at 63-
64; T91:5-92:6(2/25/03). The Staff supported the Ratepayer Advocate' s recommendation to require
JCP& L to abide by the policy of 50/50 sharing of rate case expenses because “the find result produces
an equa benefit to the shareholders, since the Company has a renewed opportunity to earn afair return
on equity.” 9B at 71. Since the Company has provided no vaid reason for departing from this palicy,
the Ratepayer Advocate respectfully requests that your Honor and the Board order a 50/50 sharing of the

Company’s actud rate case expenses, amortized over afive year period.

i Production-related Regulatory Asset Amortization
JCP& L proposes to accelerate the amortization periods for select regulatory assets relating to
certain production facilities because JCP& L has divested itself of its generating assets and wishesto
eliminate these assets from its balance sheet. PIB a 82. As explained in the Ratepayer Advocate' s
Initial Brief, this proposa ignores the fact that when the Board established the amortization period for
each regulatory asst, it was done after careful consderation of al the issues presented in the respective
case, after which the Board made decisions that balanced competing interests of ratepayers and
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shareholders. It would beirresponsible to accelerate the amortization for these regulatory assets at this
time, without first re-vigting dl the issues previoudy decided in those earlier proceedings. RAIB Vol. 1
at 66. In addition, Mr. Peterson explained that the decision to construct the facilities and to later dispose
of the facilities through sde was for the benefit of JCP& L’ s customers, which justifies continued
amortization of those assets over the time frames previoudly established by the Board. RAIB Vol. 1 at
67. The Staff supports the recommendations of the Ratepayer Advocate and the corresponding

reduction of the proposed O&M expenses by $2,604,000. SB at 73.

J. Restructuring Trangtion Costs

JCP& L arguesthat it is entitled to recover $70.5 million over an eight year period, representing
certain restructuring costs for severance, early retirement and smilar employee separation costs incurred
in1996. PIB at 84. JCP&L suggests that arequest for an eight-year recovery of these costs was
included as part of JCP& L’ s unbundling rates and restructuring case and was ultimately gpproved by the
Board in its Find Restructuring Order, in accordance with the Board' s earlier Energy Master Plan Findl
Report and the provisions of EDECA. Id a 85. Thisissue has been addressed in detail in the Ratepayer
Advocate s Initid Brief. RAIB Vol. 1 a 67-68. Accordingly, this section of the Reply brief will be
limited to a response to the Company’s Initid Brief.

Firg, JCP&L’sreliance on EDECA to justify recovery of these costsis misplaced. As
explained in our Initid Brief, EDECA alows recovery of “restructuring related costs’ and defines these
costs as “ costs dir ectly related to the restructuring of the electric power industry.” RAIB Vol. 1 at 69.
The Company has not demonstrated at any time during this proceeding how the layoffs in 1996 were
directly related to the restructuring of the eectric power industry. 1d. To alow recovery of such costs
without such a showing isin direct violation of EDECA.
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Moreover, the Company now claims because these costs were mentioned in the Company’s
testimony in the GPU Energy Unbundled Rates Petition, the Company is entitled to this bel ated
recovery. Infact, the Company states that this recovery “was ultimately gpproved by the Board in its
Fina Restructuring Order.” The Company provides no cite to the Final Restructuring Order to help
Y our Honor and the Board determine where in this Order the recovery of these amounts was approved.
Clearly, if the Board had intended to include recovery of these amounts, that recovery would have been
expressly authorized in the Final Order, just asthe recovery for Oyster Creek was handled. The
Company’s clam of Board gpprovd is without merit.

Accordingly, the Ratepayer Advocate respectfully requeststhat Y our Honor and the Board do

not authorize the utility’ s recovery of expenses incurred and written off more than five years ago.

K. I ncentive Compensation

The Ratepayer Advocate reiterates its recommendation to disalow $4.818 million in incentive
compensation costs claimed by the Company.

The Ratepayer Advocate maintains that Company witness Stacey Kaplan's opinion that the
benefits to JCP& L’ s ratepayers are “inherent” in the Company’ s incentive compensation plan does not
change the fact that the Company’s expresdy stated objectives of its incentive compensation plans are
“growth in shareholder vaue’ and “prafitability.”

The Company’s claim of amorphous intangible ratepayer benefits discussed by awitnesswho
clamsthat the “verbiage’ of the incentive compensation objectives doesn’t matter is not sufficient basis
upon which to base inclusion of incentive compensation costsin rates. Thus, our office stands behind

the recommendation to disdlow $4.818 million in incentive compensation cogts dlaimed by the



Company. The Ratepayer Advocate believes that this amount paid out was the result of the attainment
of financid gods, rather than operationa goas that increased company reliability and service qudlity.
The Ratepayer Advocate dso agrees with Board Staff in its discussion of case law and policy in
itsInitid Brief. Staff provides a comprehensive explanation of Board precedent that disallows incentive
compensation expenses to be included for ratemaking purposes. Staff, unlike the Company witness,
recognizes how utility rates and reasons for those rates affect the average New Jersey consumer. Ina
time where livelihoods are being lost due to awesk economy, it is patently unfair to place the
respongbility for payment of non-operationa incentive compensation programs — such as those for

highly paid executives and management personnd — on the backs of New Jersey ratepayers.

l. Miscellaneous Expenses

The Company is arguing for the recovery of $186,000 in miscellaneous expenses because there
is“no factud foundation whatsoever in the record to support this recommended additiona
disdlowance” PIB 93. The Company iswrong. As noted by the Company, this disdlowed amount is
gpecified in Mr. Peterson's 12 + 0 updates (R-78) and the source for this disallowance noted on the
updated schedule. The Company had the chance to object to the admission of this schedule or to cross
examine Mr. Peterson prior to the admission of the updated schedules. The Company declined to do so.
(See, Letter to the Honorable Irene Jones, ALJ, from Gerad W. Conway dated April 23, 2003, “JCP& L
will Sipulate to the admission into evidence of each of these updated documents, without the necessity
of the sponsoring witness to appesar.)

Moreover, this information was provided by Company witness Richard F. Preiss. If the
Company is claiming that the numbers are inaccurate, the Company should provide a corrected data
response. If the Company wants to enter this data response into evidence to bolster its clam for
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recovery of any of the amounts specified on this data response, the Ratepayer Advocate does not object.
But for the Company to argue that it needs an explanation for Mr. Peterson’s recommended
disalowanceisridiculous. In oppostion of the Company’s position, Board Staff noted that test year
operating expenses included amounts paid to the American Red Cross, the Freedom House Foundation,
the New Jersey Conference of Mayors, the New Jersey Builders Association, the Northeast Sustainable
Energy Associaion and for individua memberships. SB at 83. Staff correctly recognized that these
expenses must be disallowed as charitable contributions (the American Red Cross and the Freedom
House Foundation) or as lobbying expenses. 1d. Accordingly, Board Staff aso recommended a

$186,000 reduction to the Company’ s proposed test year expense. Id. at 84.

m. Interest Synchronization Adjustment

The Company characterizes the Ratepayer Advocate' sinterest synchronization adjustment as
“mideading and inaccurate.” PIB at 94. The Company’s criticiams of the Ratepayer Advocate' s
interest synchronization adjustment are misplaced and wrong for severa reasons.

JCP& L would have the proverbid tail wag the dog. The Company argues that since the interest
expense shown in the Ratepayer Advocate' s revenue requirement study does not match the deduction
claimed on the Company’ sincome tax return, the Ratepayer Advocate' s proposed capita structure must
bewrong. Thisisan extreme and incorrect perverson of the regulatory matching principle. The
regulatory matching principle does not smply require that one expense (the long-term debt interest
component of the alowed rate of return) match another expense (the interest deduction claimed on the
tax return.) If that were the case, the Board would not recognize deferred taxes associated with
depreciation because the ratemaking alowance for depreciation (i.e., book depreciation) does not match
the income tax allowance for depreciation (which reflects accelerated depreciation.)

36



Moreover, even if it were the case that the ratemaking allowance for interest expense must match
the deduction claimed on the Company’ s tax return (which it is not), it is the Company’s capita
sructure and interest synchronization adjustment that violate this non-existent requirement. JCP&L’s
clamed interest deduction is caculated from the sand-alone capital structure which the Company
advocatesin thiscase. Yet, JCP&L does not file astand-alone tax return. FirstEnergy Inc. will filea
consolidated tax return on behdf of itsdlf and dl of its affiliates.

Ratepayer Advocate witness Mr. Copeland recommends using a consolidated capita structurein
thiscase. Therefore, the interest expense deduction caculated in Mr. Peterson’sinterest
synchronization adjustment reflects JCP& L’ s dice of the system’s consolidated capita, which is
reflected on FirstEnergy’ s consolidated tax return filing with the IRS. Therefore, while no such
matching result isrequired, if it were required, it would be JCP& L that has violated the very standard
that it advocates.

The proper matching result to consider in thisingtance is achieved in the ratemaking process. If
Y our Honor and the Board determine that it is appropriate to use a consolidated capitd structure to set
JCP& L’ srates, as the Ratepayer Advocate contends, then the proper ratemaking alowance for income
taxes should reflect the dlowed interest component of the approved rate of return. Thisis, after dl, the
true meaning of the *“synchronization” portion of an interest synchronization adjusiment. Ratepayer
Advocate witness David Peterson correctly followed this gpproach. The Ratepayer Advocate
respectfully requests that Y our Honor and the Board adopt the capital structure proposed by Basl|

Copeland and the related interest synchronization calculated by David Peterson.
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POINT I11. DEPRECIATION
JCP& L HASPRESENTED NO EVIDENCE WHICH
REFUTES THE REASONABLENESSOF THE
DEPRECIATION ADJUSTMENT RECOMMEND BY
THE RATEPAYER ADVOCATE BASED ON THE
ADOPTION OF THE NET SALVAGE ALLOWANCE
APPROACH.

The underlying depreciation issue in the ingtant case is the ratemaking treatment of net sdvage.
As = forth in the testimony of its depreciation witness, Mr. Michad J. Mgoros, J., and in its Initial
Brief, the Ratepayer Advocate s recommended adjustment, which is based on the adoption of Mr.
Magoros “net salvage alowance approach,” is based on the Company’ s net savage experience. R-64;
RAIB Val. I, p. 76-87.

Mr. Mg oros recommended that the Company be permitted to recover an amount for net salvage
equivaent to its test-year net sdlvage expense, $4.8 million.°® R-64, p. 17. In contrast, Mr. Majoros
found that the Company has incorporated $43.1 million of net salvage expensein
itstest year depreciation expense. R-64, p.12. Initstestimony and Initia Brief, JCP& L has presented
nothing which effectively refutes the fact thet its actud net slvage experienceis but asmdl fraction of
the amount it proposes to collect for net sdvage from itsratepayers. The Ratepayer Advocate
respectfully submits that JCP& L’ s ratepayers should not be burdened with an estimated expense that is

so far removed from the Company’s net salvage experience. As discussed more fully below, JCP& L

has not presented any convincing argument to refute that conclusion.

® Infact, the $4.8 million allowance is a conservative estimate, since Mr. Majoros found that the Company had only
experienced $3.9 million of net salvage, on average, over the five-year period ending 2001, and that amount includes
production plant salvage and cost of removal. R-64, p.12.
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Notably, Board Staff supports the Ratepayer Advocate s position, with the exception of the time
period used to establish the alowed average removal expense. See 9B, p. 91. Board Staff recommends
that aten-year time frame be used to compute the alowed remova expense, rather than the five-year
period recommended by the Ratepayer Advocate. 1d. However, Since ten-year datais not available, for
purposes of the calculation in this proceeding, Board Staff concurs with Mr. Mgoros recommended
level of $4.8 million as the sdvage dlowance. 1d.

JCP& L, on the other hand, opposes the Ratepayer Advocate' s recommendations. PIB at 95-103.
However, as demondgtrated below and in the Ratepayer Advocates s Initid Brief, the Company’s
argument’ s againg the Ratepayer Advocate' s recommendation are unconvincing. See RAIB Val. 1 at
76-87.

The Company attempts to fault Mr. Mg oros for recommending the net salvage alowance
approach by citing earlier New Jersey Natural Gas Company and South Jersey Gas Company cases and
conveniently dismissing new developments since those cases were decided.” PIB at 99-103. Although
the Board permitted the inclusion of future negative net sdvage in the caculation of depreciation rates
in the cases cited by the Company, those cases were decided over 16 years ago. AsMr. Mgoros
testified, since that time changes have occurred in accounting thinking which warrant a new look et the
treatment of net salvage. T86:L18:25 (3/6/03). Asthe Company noted, Mr. Mg oros cited the

sgnificance of the Financid Accounting Standards Board's (“FASB”) Statement of Accounting

" 1/M/O New Jersey Natural Gas Company, Docket No. GR8510974, (Order dated July 30, 1986), Initial Decision
June 20, 1986; I/M/O South Jersey Gas Company, 65 PUR 4™ 452 (1985).
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Standards No. 143 (“ SFAS 143"), which was released by the FASB in 2001.2 PIB at 99; T86:L.18:25
(3/6/03).

Both Mr. Mg oros and the Company’ s witness, Mr. Schad agree that SFAS 143 constitutes
Generally Accepted Accounting Practice (“GAAP’). R-64, p. 13; T53:L11-19 (3/6/03). Contrary to the
ingnuations of the Company, Mr. Mgoros conclusions do not turn on whether the recently adopted
SFAS143isa“law.” SeePIB a 98-99. Rather, as set forth in hisInitia Testimony, Mr. Mgoros bases
his recommendetion, in part, on the theory underlying SFAS 143:

Q. Are you recommending implementation of FASB No. 143?

A. Yes. | am essentidly recommending the implementing of FASB No. 143. The
intelectua foundation of FASB No. 143 and the expending provisons of the AICPA
SOP make sense. If a Company proposes to charge a future expenditure to current
operations, it makes sense that it must firgt establish the requirement to incur such a
future expenditure. If such an obligation is established, it dso makes sense for the
obligation to be stated at its net present value to ensure that current operations are not
burdened with future inflation.

Alternatively, why should current costs be burdened with a future cost thet the
Company has no obligation to incur? If such an obligation does not exis, the costs
should be capitaized as part of the replacement to which they relate, or charged to
expense in the case of an abandonment. In ether case, they should not be treated as part
of the cost of the asset in adepreciation rate caculation because by definition, in the
absence of an ARO [Asset Retirement Obligation], thereis no cost.’

Asthe Company noted, Mr. Mgoros did not say that including future removal cost in depreciation rates
would violate SFAS 143. PIB at 102. However, by excluding remova costs which the Company has
not identified as AROs, Mr. Mgoros net salvage dlowance approach recogni zes the theory behind

SFAS 143. R-64, p. 19. Ingtead of including future remova costs not identified with AROsin

8 Mr. Majorosalso cited a FERC NOPR in histestimony. R-64, p. 14. Sincethat time, the FERC promulgated
rules governing Accounting, Financial Reporting, and Rate Fling Requirements for Asset Retirement Obligations.
FERC Dkt. No. RM02-7-000, Order No. 631 (April 9, 2003).

° R-64,p. 14,In.13-p. 15,In. 6.
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depreciation rates, Mr. Mgoros net salvage alowance approach would permit the Company to recover
itsremoval costs as a separately stated current expense, based on its actua experience. In contrast, the
Company proposes to include future net salvage in its depreciation rates even though it does not have an
ARO associated with those assets. Notably, JCP& L has not claimed any AROs in its books for its
transmission and distribution assets, pursuant to SFAS 143. JC-59. Furthermore, as Mr. Magjoros noted,
under the Company’ s method for accounting for future net salvage, current ratepayers are aso burdened
with theincluson of future inflation in cost of remova esimates. R-64, pp. 13, 4 - 6.

JCP& L dso erroneoudy presents its proposed approach to net salvage asif it were the only
recognized ratemaking approach for net salvage. See PIB at 99-100. Infact, as set forth in detall in the
Ratepayer Advocate s Initid Brief, the Nationd Association of Regulatory Utility Commissoners
(“NARUC") 1996 Public Utility Depreciation Practices Manud (“NARUC Manud”) explicitly
recognizes the approach recommended by the Ratepayer Advocate. RAIB Vol. 1 a 78-79. While
JCP& L sdectively quotes from one of the introductory chapters of the NARUC Manua (Chapter 2), the
Company avoids the discussion of the current-period accounting approach to net salvage discussed ina
later technica chapter of that manua. PIB at 99-100. The *current period accounting” approach
recognized by NARUC in Chapter 11 (entitled “ Estimating Salvage and Cost of Remova”) of its 1996
depreciation practices manud sets forth the underlying basisfor Mr. Mgoros net salvage dlowance
approach. R-66. There, NARUC recognized the “current period accounting” approach and provided a
rationdefor itsuse:

Today, few utility plant categories experience positive net savage; this
means that most depreciation rates must be designed to recover more than
the origind cogt of plant. The predominance of this circumstance is
another reason why some utility commissions have switched to current-

period accounting for gross salvage and, particularly, cost of removd. R-
66, p. 158.
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It is undisputed that JCP& L faces the prospect of negeative net salvage. However, as set forth above and
in the Ratepayer Advocate s Initid Brief and testimony of its witness, the amount that JCP& L proposes
to collect in current rates for net sdlvageisfar in excess of its net salvage experience. RAIB Val. 1, pp.
85-86; R-64, p. 12. Mr. Mgoros found that JCP& L incorporated $43.1 million of annua negative net
sdvage recovery initstest year depreciation expense for transmission, distribution, and generd plant.
R-64, pp. 12, 17. In contrast, Mr. Mgoros found that over the five-year period ending 2001, JCP& L had
only experienced $3.9 million of annual negative net sdvage on average. 1d. Additionaly, as noted by
Mr, Mgoros, continuation of the Company’s proposed method for recovery of future removal costs will
cause its associated regulatory ligbility to grow even larger. T91:L8-T92:L2 (3/6/93). Mr. Mgoros
noted that JCP& L dready has aregulatory liability for excess depreciation reserve for its transmission,
digribution, and generd plant of $147 million. R-64, p. 11.

JCP& L aso attempits to use the FERC Uniform System of Accounts (“USOA”) to bolster its
argument. PIB at 100-101. However, while the USOA recognizes sadvage vaue and cost of removd, it
does not in itsdf govern ratemaking policy. Rather, the USOA is a system by which regulatory policy
may be systematically trandated into accounting entries and financid deta

As st forth initsInitid Brief, the Ratepayer Advocate aso recommends that JCP& L should be
required to submit a detailed report to the Board and the Ratepayer Advocate regarding all aspects of its
depreciation rate update caculations by February 28 of each year, in conjunction with its annua
depreciation update required by Paragraph 17 of the June 27, 1996 depreciation Stipulation.’® RAIB Val.

| & 86-87. Board Staff supports this reporting requirement. 9B, p. 91.

0 |/M/O JCP&L, BPU Docket Nos. EO95030098, et al (Summary Order dated 3/24/97), Stipulation of Final
Settlement, p. 25, para. 17. (Emphasis added.)
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Findly, anumber of preliminary itemsraised in JCP&L’s Initid Brief must be addressed.
JCP& L attempts to use precedent to bolster its position, citing the Ratepayer Advocate' s “role’ inthe
setting of its current depreciation rates. PIB at 96-98. The Company’ s depreciation rates were last set
pursuant to a Board-approved stipulation of settlement (“ Stipulation™).** However, in addition to setting
forth the agreed-upon subgtantive materid, the Stipulation also embodied provisons limiting the effect
of the Stipulation. Under a section entitled “No Precedentid Effect,” the Stipulation sets clear limits on
its applicability:
Except as expressy provided for herein, no Party shdl be deemed to have approved, agreed
to or consented to any principle or methodology underlying or supposed to underlie any
agreement or dipulation included herein, and no such agreement or dipulation included
herein shall be deemed to have any further binding or precedentia effect for purposes of any
other pending or future proceeding among the parties or invalving any other persons or

entities which are not parties hereto, except as specificaly so provided herein.  Stipulation,
p. 38 [emphasis added].

The terms of the Stipulation of Settlement of Depreciation Rates gppended to the Stipulation bolster the
prohibition set forth in the Stipulation:

[T]his Stipulation of Settlement, fixing proper and adequate current rates of depreciation

on the affected classfications of JCP& L’ s utility property, shdl be without prgjudice to

the rights and pogitions of any of the parties hereto with respect to the ratemaking

trestment to be afforded to the resulting depreciation expenses in connection with any

future base rate proceeding involving JCP& L..*2
Thus, in accordance with the terms of the Board-approved stipulation, JCP& L should not be permitted

to use the terms of the Stipulation as a basis for its alguments here.*®

1 1/M/0 JCP& L, BPU Dkt.Nos.EO95030098, et al (Summary Order dated 3/24/97).

12 1d., Attachment A, Stipulation of Settlement of Depreciation Rates, pp. 6-7, para. 9.

13 The precedential effect of the depreciation Stipulation was also addressed in aletter motion filed by the
Ratepayer Advocate on March 11, 2003 in the instant proceeding.
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JCP& L aso arguesthat it did not seek to change its depreciation ratesin the instant proceeding
and remarkably likens an inquiry into its current claimed depreciation expense in a base rate case as
gngle-issue ratemaking. PIB at. 97-98, 102-103. Whether or not JCP& L proposed achangeiniits
depreciation rates does not exempt its current depreciation expense from scrutiny in a base rate case.
The purpose of a base rate case, filed pursuant to N.J.SA. 48:2-21, isto fix just and reasonable rates for
utility service. Depreciation isaproper focus of inquiry in abase rate case. See Central R. Co. of N.J.
v. Department of Public Utilities, 10 N.J. 255 (1952), appeal dismissed 345 U.S. 931. Here, JCP&L
proposes an $846 million revenue requirement, and depreciation expense represents 17% ($147 million)
of thistotd. JC-4, pp. 1, 2 (12+0). Depreciation is one of the largest expense items on the Company’s
books, it is anon-cash expense, and it is based dmost entirely on the judgement of the Company’s
management. Depreciation rates have adirect impact on a utility’slevel of expenses, its accumulated
depreciaion reserve and, ultimatdy, the rates for utility service. Hence, an inquiry into the basis of the
Company’ s depreciation expense is properly within the scope of a base rate case.

In summary, for the reasons st forth above and in the Ratepayer Advocate' s Initia Brief and
testimony of its witness, the Ratepayer Advocate respectfully requests that Y our Honor and the Board
adopt the following recommendations:

. JCP& L’ s proposed depreciation expense should be adjusted to remove net
sdvage from the depreciation rates and replaced with a net sdvage adlowance
based on the Ratepayer Advocate’ s recommended approach. The Company
proposed a $1.515 million increase in depreciation expense. R-64, p. 3; JC-4,
RFP-2 (12+0), p. 6 of 29. Based on Mr. Mgjoros' testimony, Mr. Peterson
decreased the Company’ s depreciation expense by $37.7 million R-38 (12+0

Update), p. 2a of 9.



JCP& L should be required to charge the cost of removal associated with a retired
asset -that is replaced - to its replacement on agoing forward basis.
JCP&L should be required to submit areport to the Board and the Ratepayer Advocate

regarding al aspects of its annua depreciation rate update cal culations.
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V. SERVICE RELIABILITY

A. Measurement and Analysis of JCP& L Reliability Performance
1. Introduction

The Company beginsits Initid Brief in the areaof Service Reiability by accusing the Ratepayer
Advocate of “atempt[ing] to paint a picture of JCP& L as a company with poor reiability and declining
customer sarvice performance.” PIB at 103. Notably, the Company does not deny that it is a company
with poor rdiability and declining customer service performance, it merely objects to the Ratepayer
Advocate s recognition of it as such. The Company then sates. “The Advocate s sole objectivein its
broad brush strokesis an attempt to depict the need in this proceeding for the imposition of a new
performance index — the so-caled Service Quality Index — with which to measure and address JCP&L’s
future reliability and customer service performance.” The Company does not then bother to explain
why measuring and addressing JCP& L’ s rdliability and customer service performance is inappropriate,
it merely goes on to object to Mr. Lanzalotta s testimony as * an attempt to support Ms. Alexander’s
proposal for the SQI.” Perhaps the Company would have preferred that Ms. Alexander’ s testimony not
be supported by Mr. Lanzalotta. The Company then berates Ms. Alexander for her critique of “the
Company’s padt reliability performance, . . . cal center performance, the rate of customer service
complaints, the Company’ s collection history and gpproach, and the Company’ s use of customer
surveys” PIB at 104. The Company objectsto Ms. Alexander’ s recommended SQI, “an index
seemingly of her own design,” because it contains automatic pendties for failure to mest, but no
rewards for meeting, basdine targets.” PIB at 105. The Company then relies on the testimony of Mr.
Sweeney who, as discussed at length in the Ratepayer Advocate s Initid Brief, was not qudified to
testify to theseissues. Notwithstanding thislack of expertise, according to the Company, Mr. Sweeney
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corrected Ratepayer Advocate errors or misunderstandings “with respect to certain of their conclusons
about customer service issues, tree trimming cycles, maintenance practices, transformer aging and a

stray voltage complaint.”** PIB a 105. Thelack of credibility of Mr. Sweeney’s testimony regarding
these issues was discussed a length in the Ratepayer Advocate' s Initid Brief and will not be repeated in
this Reply Brief. The Ratepayer Advocate would like to remind Y our Honor and the Board however,
that Mr. Sweeney has, more than once, demonstrated his lack of knowledge in these areas. RAIB Vol. 1

at 104, 106.

2. Service Rdiability is Germaneto This Proceeding

The Company argues that service reliability is not germane to this proceeding. The Company
contends, firgt of al, that this proceeding is dready “ sufficiently complex.” The Company citesto no
Board Order, regulation or policy that would alow an issue to be discarded from arate case because the
proceeding is* dready sufficiently complex.” To say that anissueraised in arate case should not be
addressed by Y our Honor and the Board because it adds complexity to the proceeding is anove, if
unpersuasive, argument.

The Company next argues that its objection to the “injection” of these issues into this proceeding
“is fundamentally based upon the Board's generic rulemaking approach to service rdiability standards
and its more specific proceedings arising out of the July 1999 outages and other experiences associated

with particular sorms or extreme weather conditions.” PIB at 106 (emphasis added). Apparently, the

14 The event characterized by the Company as “a stray voltage complaint” included several communitiesin Ocean
Township, involved ground voltage in a neighborhood playground that was four or five voltsand triggered alengthy
Board investigation. The Board eventually ordered the Company to replace more than seven miles of neutral wires

to fix the problem. I/M/O the Board’ s Investigation into Allegations of Stray Voltage Occurances Within the Service
Territory of Jersey Central Power & Light Company, BPU Docket No. EO02120923, Order Adopting Report

(March 6, 2003.)
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Company fedstha service qudity is properly an issue only when (1) the Company has had a negative
“experience’ and the Board is forced to order an investigation, or (2) service quaity hasfdlen to the
level experienced by the ratepayers of Valley Road Sewerage Company. PIB at 106 fn36. Valey Road
is not a proper benchmark and no Company should be dlowed to fall to the level of the Valey Road
Sewerage Company before the Board can take action. Furthermore, as explained fully in the Ratepayer
Advoca€e s Initid Brief (RAIB Vol. 1 a 88-91), Ms. Alexander’ s testimony focused on JCP& L' s future
sarvice qudity and rdiability performancein light of the Board's prior investigations. Thus, the
Ratepayer Advocate' s recommendations are not a* not-so-cleverly-disguised” attempt to “trump” the
Board but rather are smply an attempt to provide the Y our Honor and the Board with additiona
resources to dedl with an on-going Stuation.

The Company next argues that service qudity is not germane to this proceeding because “the
Advocate has seized upon this proceeding to further its own agendafor promoting a new set of
reliability and customer service sandards, a methodology for measuring them and pendlties for
enforcing them.” Firg, to clarify the record and as noted above, these are not “new” standards but are
based on historica performance, industry standards or the Interim Reliability Standard approved by the
Board. Second, while improved service quality and rdiability may be on the Ratepayer Advocate' s
“agendd’ it does not necessarily follow that these issues are then not germane to the instant proceeding.
The Company’slogic is flawed.

The Ratepayer Advocate has explained at length the relevance of service qudity to this
proceeding and will not re-cover the same ground in this Reply Brief (RAIB Val. 1 at 88-91) but would
like to remind Y our Honor and the Board of the Company’s obligation to provide safe, adequate and
proper service. Based on the evidence in this proceeding, the Company has not aways met that
obligation. It isimportant to recognize that the Ratepayer Advocate s proposed Service Qudlity Index
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with atendant performance standards and pendlties, is not offered to punish the Company for past
performance but rather to assure that the Company actudly ddivers adequate service qudity and

relidbility to its cusomersin the future,

3. Specific Reiability I ssues

CAIDI and SAIF

The Company notes that the Ratepayer Advocate s testimony “ suggests that JCP&L’s CAIDI
performance is poor, that it has not met established benchmarks, or even, a times, the minimum
religbility levels contained in the Interim Reliability Standards.” PIB a 112. The Company does not
deny this“suggestion” nor doesit say that this* suggestion” iswrong or inaccurate. 1t merely complains
that the Ratepayer Advocate brought up theissue. In fact, these statements are accurate as described
and documented in the testimonies of Ms. Alexander and Mr. Lanza otta on behdf of the Ratepayer
Advocate. The Company then goes on to complain that the Ratepayer Advocate “made much ado about
the reported change in the performance results included in JCP&L’s 2000 Annua Performance Report,”
“challenged the credibility of the Company’s reports of its performance” and “ dismissed the Company’s
explanation that the ingtalation of an automated OM S has adversdly affected the accuracy of the
reporting of the number of customers affected by specific power outages” PIB at 112. Apparently the
Company would have preferred that we accept their statements without question.

With respect to the impact of OM S on the Company’ s reliability performance and itsimpact on
Ms. Alexander’ s proposed performance standards for CAIDI and SAIF, the Company’s proposal is that
Y our Honor and the Board do nothing to assure service reliability for severd years. JCP&L’s reasoning
gppears to be that the impact of OMS is not known and will not be known until severd more years have
passed and we cannot use historical data to predict future performance or establish sandards. If
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accepted, this proposa will paralyze the public’'s ability to demand reasonable service quaity. The
Ratepayer Advocate recommends an gpproach that is more protective of the public’sright to adequate
sarvice qudity. 1tisJCP&L’s obligation to demondtrate that the service qudity actudly ddivered to its
cusomersis not below the level reported and in effect under the Board' s Reliability Rules. The
Company’ s failure to demondtrate the actual impact of OMS on its reported CAIDI and SAIF
performance should not be used as an excuse to prevent customers from demanding adequate service
quality during the period that these rates are in effect.

Furthermore, the Company’ s rdiance on the “OMS excuse’ runs only one way, to the advantage
of the Company. For example, in JCP&L’s 2000 Rdiability Report, the Company excluded data from
five sorm affected periods from its calculation of performance even though the OM S data did not report
that enough customers were affected by these five weather events to catagorize them as mgjor events.
However, when the annual data demonstrates that CAIDI and SAIFI outage events have increased, the
Company blamesit on OMS over-reporting. T94-95 (2/20/03). Clearly, the effect of OMS can have the
effect of both undercounting and over counting events and event length, which is precisely why Ms.
Alexander has recommended that the future performance of JCP& L be measured againgt an historica
average and the Board' s previoudy established Benchmark Rdiability Standard for JCP&L. If, in fact,
the ingtdlation of OMS will result in better performance by the Company, an assumption that must be
made in order to justify the expense associated with the ingtdlation of OMS, then the Company runs
little risk in the use of higtorica performance datato establish andards that it must meet in the future,
The approach recommended by the Ratepayer Advocate shifts that risk to the Company and not the
customers, aresult that is both proper and fair.

The Company hopes that the issues of tree trimming cycles, maintenance practices and results,
transformer aging, and the stray voltage complaint have been “put to rest.” PIB at 115. The Ratepayer
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Advocate has addressed these issues at length inits Initial Brief and refers Y our Honor and the Board to

that document. RAIB Vol. 1 at 102-112.

B. Service Quality Index

As noted above, the Ratepayer Advocates proposed SQI does not attempt to “trump” the Board.
Rather Ms. Alexander’s proposed SQI program was designed to complement the Board' s reliability
rules. Itisnot unusud for Sates to adopt generic service quality standards and individud eectric utility
sandards at the sametime. (See e.g., R-26, Exh. BA-3 which summarizes state activities with respect to
the development of a service qudity index for dectric and gas utilities). These two approaches are
complimentary and serve different purposes. Furthermore, it isimportant to understand that the Board's
Rdiability Standards do not establish a single generic Satewide rdliability sandard. Rather, the Board
hes established individua utility standards for each dectric utility based on that utility’s historical
performance, which is exactly the gpproach recommended by Ms. Alexander. Ms. Alexander’s
recommended standards for CAIDI and SAIFI are the Benchmark standards established for JCP&L by
the Board in its Reliability Rule. Asaresult, the only “conflict” between Ms. Alexander’s proposd and
the Board’ Rdliability Rulesisthat Ms. Alexander and the Ratepayer Advocate proposeto link JCP&L's
earnings to compliance with those standards. The Ratepayer Advocate’ s recommended approach can
hardly be described as“trumping” the Board. Rather, it builds on the Board' s Rdliability Rules and
applies a utility-specific remedy that complements the Board' s approach.

The Company aso finds fault with Ms. Alexander’ s testifying “a length” about the Company’s
performance and claims that this analysis was undertaken “in order to leverage support for her agendato
impose her proposed SQI.” Note, once again, the Company does not refute the compl eteness or
accuracy of Ms. Alexander’ stestimony. The reason for Ms. Alexander’s “lengthy” testimony isthat,
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unlike the Company’ s tesimony and argument in this matter, her testimony includes substantia factud
background and justification for her recommended performance standards. Not once has the Company
clamed that this evidence was not accurate. This evidence provides the “ objective criteria’ that the
Company claimsislacking in Ms. Alexander’s proposas. These performance standards are based on
JCP& L’ s higtorical performance and take into account the variables associated with year-to-year
variation. In addition, where recommended standards are not based on JCP& L’ s historical performance
they are based on industry or other accepted standards. For example, as noted in the Ratepayer
Advocate s Initid Brief, the call center performance standard proposed in this proceeding, 80% of all
cals answered within 30 seconds, was accepted by the Board in the Elizabethtown Water Case™® RAIB
Vol. 1 at 98.

Furthermore, the Company’ s satement that “Mr. Sweeney fully explained the Company’s
philosophy or business rationae with respect to its pertinent business practices or the particular facts
and circumstances that may have led to trandtiond changesin practices or in results with respect to
some or dl of these areas’ ismeaningless. This vague statement of Company policy and practice was
notably lacking any evidence that would challenge Ms. Alexander’ s fact-based presentation of actua
service quaity performance data.

Moreover, contrary to JCP& L’ s assertions, the approach recommended by Ms. Alexander is not
“seemingly of her own design.” Not only is her gpoproach used by many states, as outlined in her
Exhibit BA-3 attached to her Direct Testimony, but severd states have combined a statewide set of

reliability rules and an individud utility Service Quality Index. Indeed, her proposals are entirely in the

15 Similarly, in arecent news articlein the Courier Post, the President of Comcast’s Eastern Division cites asan
example of the company’ s customer focus “90 percent of customer calls are handled within 30 seconds or less.”
(Attached hereto as exhibit A).
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tradition of recent merger cases gpproved by the Board that contain a number of service quality and
religbility provisions that complement the Board's Religbility Rules. For example, the GPU Energy

merger decison involving JCP& L, the Board identified certain measures “to reduce the declinein

JCP& L’ s service quality and rdiability.” 1/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, Order of Approval, p. 25 BPU
Docket No. EM00110870 (October 9, 2001) The Board ordered JCP&L to:

1 ingpect every transmission and distribution substation and related equipment on the GPU
system in New Jersey and assure that the transmission and distribution maintenance
programs are adequately funded,

2. develop atargeted Customer Average Interruption Duration Index (“ CAIDI”)
performance improvement program;

3. expedite the deployment of the Outage Management System (*OMS’); and

4, re-evaluate capital projects.

Id.

The Board noted that “[i]t is crucid that the specific measures identified to reverse the declining qudity
of JCP& L’ s service and rdiability be complied with fully and permanently to ensure that New Jersey
customers served by JCP& L receive rdiable service. 1d. In addition, as a condition of the merger, the
Company agreed to honor dl pre-merger employee contracts, agreements and collective bargaining
agreements, to protect employee pension benefits, to maintain two New Jersey regiond headquarters,
and, prior to any reduction in the distribution system operation and maintenance group, the Company
would provide a study demongtrating that “further workforce reductions will not adversely impact
overdl rdiability performance, including SAIFI, CAIDI, ingpection and maintenance schedules and
power qudity. Id. a 27-28. The Company aso agreed to retain the existing six New Jersey customer
payment centers for at leadt five years and to implement a circuit religbility index program, to directly

and quickly address storm restoration problem aress. Id. at 29. The Company promised to keep the
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Board informed of any changes to JCP& L collection policies and to provide Board Staff with the

location of JCP&L call centers, “ staffed by representatives trained and capable to provide customers

with at least the same qudity of customer service asthey do today.” 1d at 29-30. More recently, the

Board gpproved a merger settlement in which Atlantic City Electric agreed to provide individua

customer rebates for service quality fallures, smilar to one of Ms. Alexander’s proposasin this

proceeding. I/M/O Atlantic City Electric Company, Conectiv Communications Inc and New RC, Inc. for
Approval Under N.J.SA. 48:2-5.11 and N.J.SA. 48:3-10 of a Change in Ownership and Control, BPU
Dkt. No. EM01050308, Order of Approvd dated July 3, 2002. As acondition of the merger:

Petitioners proposed five service guarantees, pertaining to (1)
gppointments, (2) new connections, (3) resdentid billing accuracy, (4)
cal service center levels and (5) call abandonment. Petitioners dso
proposed two guarantees to further improve reliability, pertaining to (1)
restoration of customer service after an outage and (2) individud circuit
performance.

The proposed reliability guarantee regarding restoration of service
provided that if ametered customer lost electric service, power would be
restored as soon as possible, but no later than 24 hours after it waslogt. If
such were not accomplished, the customer’ s account would be credited
$50.00. The outage restoration guarantee would not apply to unmetered
electric sarvices, during magor events or during periods of |abor disruption
or their events beyond a company’s conrol, where a restoration could not
be completed for safety reasons, for scheduled interruptions, of if a
customer refuses access to his/her property.

Id. at 29.

Clearly, the Board is not opposed to approving service quaity programs that build upon and
complement its Reliability Rulesfor individud utilities. Perhgps the Company felt because it had
neither the facts nor the law to support its poor performance, it needed to clutter the record with basdess
accusations againg the witness.

And findly, the penaty recommended by Ms. Alexander is based on a reasonable portion of
JCP&L’srevenues and isnot “arbitrary.” Rather, it is“arbitrary” in the extreme for JCP& L to argue
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that it should be alowed to continue to earn revenues and profits from New Jersey ratepayers that carry
no risk of falure to maintain higtorical levels of service quality and standards that are widdly accepted

by other utilities.

Conclusion
As discussed above and in more detail in the Ratepayer Advocat€e s Initid Brief, the Ratepayer
Advocate recommends that Y our Honor and the Board ingtitute a Service Quality Index program for

JCP&L.
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V. COST OF SERVICE/RATE DESIGN

The Company inits Initid Brief finds fault with three specific areas of the Ratepayer
Advocate' s cogt of servicelrate design testimony: (1) the Company faults the Ratepayer Advocate s use
of the Board approved average and excess method, (2) the Company disagrees with the Ratepayer
Advocate s recommendation that the Company continue to alocate the MTC asit was designed by the
Board in the restructuring order, and (3) the Company disparages the Ratepayer Advocate' s rejection of
the Company’ s suggested massive rate increase on individua customers unfortunate enough to have had
their service disconnected or on customers who are unable to accommodate the utility’ s normal working

hours for find bill readings. Aswill be explained below, the Company’ s arguments are without merit.

A. Your Honor and the Board Should Adopt the Ratepayer Advocate' s Proposed Cost
of Service Methodology and Reject the Company’s “Refinements’ to Long
Standing Board Approved Cost of Service M ethodology.
The Company first complains about the Ratepayer Advocate s use of the Board approved
average and excess method. PIB p.120. The Company characterizes Mr. Hayden' s deviations from the
Board approved method as “refinements,” and notes that the “refinement” that the Ratepayer Advocate
disagrees with is Mr. Hayden's use of a single non-coincident peak rather than the Board gpproved use
of the four summer months non-coincident peaks. PIB p.121. The Company notes that Mr. Hayden has
explained that the use of the four data points “ skews the whole formula toward day-to-day energy

usage’ and argues that there is no Board articulated policy recommending the use of four non-coincident

pesks. The Company then relies on the NARUC manud for support of a single non-coincident pesk.
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The use of four non-coincident peaksiswell known and long established Board policy. The
Company clamsthat the Board's Find Order from JCP&L’s last base rate case is sllent on this point.

In fact, in that Order, the Board clearly states that “the average and excess approach advocated by Rate
Counsd and supported by Staff” in the Company’ s prior case was “the gppropriate basis for the
classfication and alocation of T&D costs” 1/M/O the Petition of Jersey Central Power & Light
Company For Approval of Increased Base Tariff Rates and Charges For Electric and Charges for
Electric Service And Other Tariff Revisions, Final Decision and Order, p. 16, Docket No. ER91121820J
(June 15, 1993). Presumably dl the participantsin that case, including the Company, understood the
details of Rate Counsel’s proposal. For the Company to now claim, without any support, that the
“underlying record from that case” is unclear and to imply that it did not know the Board gpproved

average and excess method utilized four non- coincident peaksisincredible,

This assertion is even more incredible when seen in the light of the Company’ s discovery
responses to thiscase. In fact, in discovery, the Company’ s witness acknowledged that the Board
gpproved average and excess method utilized four non-coincident peaks and that thisinformation had
been obtained through areview of prior JCP&L rate cases. For example, the Company explained:

Mr. Hayden would aso like to take this opportunity to explain thet 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 additiond substantive departure that was not noted in his
origind testimony (JC-7). His study (Schedule MAH-1) uses a Sngle non-coincident demand
for each class rather than the average of four summer monthly non-coincident demands when
I%pplyi ng the average and excess method to alocate costs.

CS-21, Response to RAR-RD-18.

The Company again recognizes the Board approved use of four coincident peaksin its response to RAR-
RD-54. The Company replies:

Mr. Hayden's cost of service study uses a single non-coincident pesk for each classin the
average and excess method. At the time the cost study was filed with his direct testimony, Mr.
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Hayden was under the impression that he had followed the Board-approved method, basing the
demand dlocation portion of the average and excess method on a single non-coincident peak
rather than the average of four.

Through review of Exhibit JC-308 (Docket No 89110912J) and in preparation of the response to

RAR-RD-18, Mr. Hayden learned that he had not used the Board approved method. However,

Mr. Hayden believes the departure to be gppropriate for reasons given in his rebutta testimony

at page 2, line 17 through page 4, line 8.

CS-25, Response to RAR-RD-54.

Thus, for the Company to now argue inits Initid Brief that there is “no articulated Board policy
on whether to use the single non-coincident class peaks, as Mr. Hayden recommends, or the average of
four summer monthly non-coincident pesks, as Dr. Stutz recommends’ is disingenuous.

Furthermore, rate stability is fostered by avoiding changes in the cost of service methodol ogy.

As noted both by the Ratepayer Advocate and Board Staff, the Company’ s proposed “ refinement” to the
Board gpproved average and excess method significantly changes the unitized rates of return for the
various rate classes. 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 using the Boardks
approved methodology. For example, the unitized rate of return for the class RS, residentid service, is
.76 under Mr. Hayderrs methodology and .83 under the Boarcks gpproved methodology. R-76, Sch. JS-
8. For therate class RT, Mr. Hayderrs methodology produces a .72 unitized rate of return; under the
Board' s approved methodology, the unitized rate of return for the class RT is.97. 1d. For therate
casses GS, GP, and GT, the unitized rate of return goes from 1.23 using Mr. Hayderrs method to 1.13
using to Board' s approved 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 usng Mr. Hayderrs

methodology was Lighting.
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The Company’ s departure from the Board:s approved average and excess method “ distorts the
results of the COS study and leads to the derivation of unjust and unfair digtribution rates” 9B at 104.
Accordingly, Your Honor and the Board should regject Mr. Hayderrs proposed change to the Board's

approved cost of service method.

B. Your Honor and the Board Should Maintain the Allocation of MTC Responsibility
Carefully Crafted During the Restructuring Process and Reect the Company’s
Proposal to Resurrect the LEAC for the Recovery of Stranded Costs.

The Company disagrees with the Ratepayer Advocate' s recommendetion that the Company
continue to dlocate the MTC asit was designed by the Board in the Restructuring Order. In so
disagreeing, the Company does not explain why a“fud cdause’” method is the proper rate design for the
collection of stranded costs through the MTC, there is no reasoned explanation why this shift in MTC
responsibility iswarranted, and the Company has produced no evidence indicating that any rate class
caused a greater share of the stranded costs to be recovered through the MTC after August 1, 2003. It
merely notes that “[n]othing has been cited to discredit this method” and argues that “this method is as
suiteble for the MTC asit wasfor the LEAC.” PIB p. 126. The Company iswrong. The energy
related LEAC mechanism is not suitable for the recovery of stranded costs and should not be approved
by Y our Honor and the Board.

Fird, as noted by Ratepayer Advocate witness Dr. John Stutz, the Company is resurrecting a

recovery mechanism that the Board diminated with the arriva of restructuring. In the JCP&L Find
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Order, the Board diminated the LEAC.*® It was not, as the Company would argue, the Board' s policy to
suspend the LEAC temporarily only to be revived after the trangtion period.

Secondly, the LEAC is an energy rdated mechaniam. Company witness Sdly Cheong clams
that her proposed “MTC rate design is consistent with the Board' s long standing policy regarding the
recovery of energy-related deferred cogts in the levelized energy adjustment clause prior to
resructuring.” JC-8, 21. Thus, the Company has recognized that the LEAC was designed for the
purpose of recovering costs associated with electric energy sold by the Company. What the Company
has failed to acknowledge is that when the Company:=s new rates go into effect, the MTC will no longer
be recovering energy-related costs. Rather, as of August 1, 2003, the MTC will recover only stranded
costs. Asnoted by Board Staff, “[t]he end of the transition period necessitates the separation of the
various components of the current MTC charge whereby the energy components would be reflected in
the BGS, leaving the MTC to only recover stranded costs.” 9B at 111.

Thirdly, as noted by Ratepayer Advocate witness Dr. Stutz and Board Staff, the Company’s
proposed alocation of MTC responsibility would be an unexpected change, serioudy adverse to the
maority of the Company’s customers who are served on ratesRS and GS. R-76 p. 16, SB at 111. The
Company-s proposa would shift MTC revenue responsibility dramaticaly. For example, JCP&L:=s
proposa will increase MTC responsihility for residential customers from 38.3% to 41.7%, anincrease
of dmost 9% . R-77, Sch.JS-11. At the sametime, the Company-s proposa will decrease MTC
responsibility for GP customers more than 30%. Id. Thereis 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

16 1/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 EO9707460,
(March 07, 2001), p. 106.
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such evidence, the Company:s proposa congtitutes undue discrimination (R-76, Sch. JS-3, Criterion 5 of
Bonbright's Criteria of a Sound Rate Structure.)

The Ratepayer Advocatess proposed rate design, aflat, per-kWh charge for each rate class,
preserves the satus quo in MTC responsbility and furthers sound rate design policy and principles.
Accordingly, the Ratepayer Advocate recommends that Y our Honor and the Board maintain the current
digribution of MTC responghility, preserving the carefully crafted burden sharing established when

rates were unbundled.

C. Considering the Huge Impact the Proposal Will Have on L ow Income Ratepayers,
Your Honor and the Board Should Reject the Company’s Proposed Increasein
Reconnection Char ges.

JCP& L disparages the Ratepayer Advocate s reglection of the Company’ s suggested massive rate
increase on individua customers unfortunate enough to have had their service disconnected or on
customers who are unable to accommodate the utility’ s normal working hours for find bill readings.

The Company claims that “these services cost money to render, and Ms. Cheong’ s proposals are entirely
cost based.” PIB at 127. The Company argues that there is*no factual support” for the assertion that
these services are used by low income customers and as these charges “are not part of the package of
programs and measures that JCP& L offers for the benefit of low-income customers, one need not even
address the question of whether it is sound utility regulatory policy to intentionally set these charges on
asubsdized basis” 1d.

The Company’s claimed increase in costs for these services is $338,518. R-78 Surrebuttal
Testimony of John Stutz, p 6. Recovery of this amount from al customers would have a bill impact of

about 0.02 %. T176:L4-5 (3/17/03). On the other hand, customers subject to these charges would see
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an increase of as much as 56%. And, as pecified in the Ratepayer Advocate' s Initia Brief, as
recognized by Board Staff, and despite the Company=s claim to the contrary, it is reasonable to assume
that most of the Company’s proposed re-connection increase will fal most heavily on those customers
who are least able to afford it, that is, customers who are dready struggling to pay their bills. Thus,
those cusomers most particularly unable to withstand any increase are hit the hardest. Given this
redlity, the Ratepayer Advocate believes that an increase a thistimeis particularly ingppropriate.
Accordingly, the Ratepayer Advocate recommends that Y our Honor and the Board reject the

Company-s proposed increases in Reconnection Charges and keep these charges at their current level.
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V1. BASIC GENERATION SERVICE PRUDENCE REVIEW

A. Standard of Prudence Review

InitsInitid Brief, JCP& L supported the Auditors s broad-based definition of the standard for a
prudence review. Specifically, this standard asks:.

Did management make the decisons and take the actions that a reasonable

individua would have, given the dternatives and information available a

the time such decisons and actions were taken, consgstent with legidative

and other regulatory requirements?
While this “ reasonable man” is an important generd frame of reference, specific guidance toward how
this standard is applied to public utilitiesishelpful. Asnoted in the Ratepayer Advocate s Initia brief,

[t]he benchmark for determining whether utility management has acted

prudently is smilar to the sandard of care analyssin common-law

negligence, but with the caveset that the standard of care required of utility

management is greater than that of other private sector management. See,

e.g., Virginia Electric Power Co., 11 F.E.R.C. para. 63,028 at p.65,189

(Initid Decidon), aff'd in relevant part, 15 FERC para. 61,052 (1981).

The fact-intengve prudence inquiry focuses on whether the utility

management acted in a manner congstent with the performance of other

gmilarly stuated utilities Arizona Public Service Comm., 21 F.E.R.C.

para. 63,007 (1982) (Initid Decision), aff'd in relevant part, 23 F.E.R.C.

para. 61,419 (1983). RAIB Val. 2 a p.5fn. 5.

The Company’ s adoption without reservation of the Auditors broad and unspecific standard
offerslittle guidance in determining whether the Company acted prudently asit incurred BGS costs.
Rather, a more reasonable standard is the “reasonable utility” standard. Just as the “ reasonable investor”
would compare his or her results to other smilar investors or to overal market performance, the
“reasonable utility” standard can be based on procurement results of amilarly situated utilities, as
suggested by Ratepayer Advocate witness Paul Chernick, or, as suggested by Board Staff, to the PIM

spot market price. Againg ether of these two measures, JCP& L’ s procurement performance hasfailed.
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B. Development and I mplementation of the Supply Process

The Company supportsits claim that its BGS costs were incurred prudently by citing the
“unequivoca endorsefment]” of the Auditors. PIB at 130. Thisaccoladeis hardly surprisng asthe
Audit Report quoted fredly and liberaly from the Company’ s testimony and discovery resoonses, often
adopting the Company’ s words as the Auditor’'sown RIB Vol. 2 at 39-44. This practice also casts doubt
on the dlegedly independent nature of the Audit Report. Therefore, the Auditors “unequivoca
endorselment]” must be taken with agrain of salt.

The Company’s clam that it “does not earn any profit” through reimbursement of BGS costs,
JCPL Brief at 134, isasmilarly deceptive semantic. The Company profits by shielding shareholders
from cost of poor management, a cost the shareholders should, by right, absorb. The Company profits
by shifting the burden of imprudent BGS procurement onto captive ratepayers, rather than accepting
responsbility for itsfallure to contain costs adequatdly. The Company claims that “there was nothing
[it] could have done to have avoided these under-recoveries,” but that assertion, too, is an inappropriate
atempt to shift the focus from the inquiry in this proceeding. Theissue is whether the Company could
have minimized or otherwise reduced the under-recoveries through prudent power acquisition. Asthe
Ratepayer Advocate demongtrated initsinitia brief, the Company’s own records of its processes do not
evidence prudent behavior on the part of the Company mostly because, the Company never provided
adequate documentation of its processes. Moreover, the Ratepayer Advocate did not arguein its brief
that the Company should be denied recovery of all of the BGS deferrds. Rather, the Ratepayer
Advocate used as a benchmark the price paid by FirstEnergy affiliatesin Pennsylvania, and
recommended that Y our Honor and the Board hold the New Jersey affiliate to asimilar performance.

See RAIB Vol. 2 at 26, 46.



In fact, the Company openly acknowledges its inability to adhere to a defined strategy. RAIB

Vol. 2 at 15, 16.

AsMr. Mascari discussed, the Company then sought to fill these supply
targets over timein amanner that avoided large purchases on the broker
market that could have had the effect of driving the prices even higher.
Notwithstanding this generd guiding principle, when the Company
became aware of opportunitiesto effect significant purchases at atractive
pricesin transactions that would not drive prices higher, it took advantage
of those opportunities. PIB at 135 (internd citations omitted).

Further, the Company’sinitia brief highlights JCP& L’ s congtantly changing story. As noted above, the

Company’sInitid Brief citesto Mr. Mascari’ s testimony referring to “discusgion]” that the Company

had when it sought to fill targetsin amanner that would “ avoid large purchases on the broker market.”

PIB at 135 citing JC-14 at 11-12. Yet, an examination of Mr. Mascari’ s original direct testimony

reveds that his discussion there referred to purchases on the “ wholesale” and not the broker market.

JC-14 Direct a 12:3. In fact, Mr. Mascari did not distinguish between broker and bilatera purchases

until hisrebuttal testimony, see JC-14 Rebuttal at 6-9.

The Company’ s shifting story is adistraction throughout these proceedings. As described by

Mr. Chernick,

The Company has repeatedly changed its story on which risk mitigation or
hedging modds it used for selecting the amount of forwards to purchase
prior to the start of the delivery month.

In the first versgon, in direct tesimony submitted by the Company, only
the X-modd was discussed. This|eft the impression that the X-model
was the only target-setting mode used, and that the only strategy that
varied over time was thefill rate. Thiswasthe verson of the Company’s
gory thet | relied upon in my direct tesimony.

The second version emerged haphazardly in discovery on direct, asthe
Company revesaled use of the HOST mode from February 2001 to July
2002. (e.g. RAR-BGS-48, 51, 52, and 53). Mr. Graves srebuittal
testimony reviewed and supported the HOST model, and found thet the
Company was prudent because it had used the HOST model.
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The third verson gppeared in the rebuttal of Mr. Stathis, and subsequent
discovery. Mr. Stathis criticizes my direct testimony for relying on the
HOST targets that the Company provided, and testifies that JCP&L did
not trust the HOST modd and regected it sometime in 2001 in favor of
different targets, determined under the Lock and Load policy. That policy
arbitrarily set targets at average on-peak energy load, ignoring dl the risk
consderations of the X-method and the HOST modd. . . .

In sum, the Company has repeatedly produced different and incons stent
descriptions of how it picked those very important targets. The Company
should have told the full story in its direct [testimony], and alowed for

full discovery on dl itsdecisons R-60 at 4, 5.

The inconsstency and secrecy in the Company’ s account of its processes frustrates reasonable
andyss. The Company should have discussed dl its procurement drategies clearly andina
graightforward manner in itsinitia tesimony. Insteed, the Company carefully doled out information
about its procurement policy throughout these proceedings, withholding information until specificaly
asked. Indeed, basic procurement Strategies were not mentioned until discovery or even rebuttal
testimony.

Similarly, the Company’s description of “private, direct purchases from a creditworthy counter-
party,” PIB a 136, is another example of the shroud behind which certain of the Company’s
procurement occurred. The Company highlighted this same point in its testimony when it stated that
such transactions * could effectively mask” the Company’s participation in the market. JC-14 Rebuttal
a 21:16. But, asnoted in the Ratepayer Advocate initid brief, “[a]lthough the Company cites discretion
as amethod by which to avoid affecting the market, the anonymity of these sdes smilarly shiddsthe
Company and its purchasing partners from scrutiny.” RAIB Vol. 2 at 16.

The Company’ s pattern of distraction again surfacesin its attempt to discredit Mr. Chernick.
The Company notes that Mr. Chernick was assisted by “only two other professonas.” PIB at 139. This
isared herring whose irrdlevance is amplified by the Company’ stypicd falure to offer evidence asto
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why (1) more professionas would have been ultimately better, or (2) any indication that the man-hours
input into the project were insufficient. The Company makes much noise about the fact that Mr.
Chernick “acknowledge[d] that he was not retained to conduct a full audit of the Company’s MTC/BGS
Deferred Baance,” PIB at 139, but then, nobody ever claimed that was Mr. Chernick’sgod. Rather,
Mr. Chernick’ s objective as described in his testimony isto review the Company’ s request for approval
of that portion of the deferred balance accumulated as the result of the difference between BGS costs
and revenues from August 1, 1999 through July 31, 2002. R-59 at 4. The Company’s attempt to
discredit the witness can be interpreted only as a feeble effort to direct Y our Honor and Board's
attention away from the Company’s poor procurement practices.

Similarly, the Company’ s acknowledgment of “cost recovery-rdated risk” inits SEC filings,
PIB at 140, iswithout substance: mere acknowledgment of risk does not equa a satement asto the
Company’s quantification of that risk, and the statement certainly does not reved that the Company
percaeived New Jersey risk to be as high or equal to that contemplated in other jurisdictions.

C. Differences Between New Jer sey and Pennsylvania, and Other Indicators of

the Company’s Failureto Demonstrate Prudence

1 New Jer sey and Pennsylvania Differential

The Ratepayer Advocate addressed the faults with the Company’ s clams regarding New Jersey
and Penngylvania differencesinitsbrief. RAIB Vol. 2 at 24-26. 1t bears mention, however, that even
the Company’ s price differentid argument initsinitia brief beginswith amisstatement. Specificdly,
the Company argues, “Mr. Graves describes the higher annua spot prices in the Jersey zone, where the

Company purchasesits power.” PIB at 142 (emphasis added). Y et, when a specific location where the
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Company purchased its power was identified, the Company identified the PIM Western Hub
traditiondly not thought of asthe “Jersey Zone'. See JC-14 at CAM-6.

This“misstatement” is Smply another example of the Company’s use of basdess excusesto
explain the vast disparity in prices between procurement in New Jersey, where recovery was assured,
and procurement in Pennsylvania, where it was not. Like the Company’s other excuses to explain their
poor performance, this does not hold water. Y our Honor and the Board must hold the Company to some
reasonable performance standard. Accordingly, the Ratepayer Advocate has recommended that the
Company’s performance in New Jersey should be measured againgt the performance of its Pennsylvania

affiliates. The Company has provided no basis to do otherwise.

2. Other Evidence that the Company Failed to Demonstrate
Prudence

a. The Company Failed to Demongtrate that it Employed Appropriate
Standards

As described in the Ratepayer Advocate brief, JCP& L did not maintain a clear record of its
drategies and guiddines, how it actudly made its purchase decisons, and whether or how it used its
models. Thereis no evidence that JCP& L ever conducted any internad evaluations of its performance.
See RAIB Vol. 2 a 6-12. Any attempt to judge the Company’ s procurement process by an analysis of its
modelsis functiondly impossible, snceit is not clear what role the models actudly played in the
procurement decisions. RAIB Vol. 2 at 15-20. Further, as described in the Ratepayer Advocate' s Initia
Brief, the Company did not heed the advice of its own consultants on such important aspects asthe
usefulness of after-the-fact evaluations of performance, see RAIB Vol. 2 at 35-39, and the importance of

considering ratepayer interests in the tradeoff between risk and cost, see RAIB Vol. 2 at 16-18.
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The Company’ s rliance on the Audit Report must be taken in context. PIB at 130. As
evidenced by the Ratepayer Advocate brief, the Auditors quoted extensvely, and often without
aufficient citation, from Company testimony and discovery responses. RAIB Vol. 2 at 40-44. As
concluded in the Ratepayer Advocete brief, it is often difficult to discern where the Company |eft off,
and the Auditors began. See, i.e., RAIB Vol. 2 a 40. All that is clear isonly that the Company appears
to have spent alot of time and money, hired consultants, and run models. Those actions, however, do

not bespeak prudent procurement decisions.

b. The Company Shows a Misunder standing of Benchmarking, and
Indeed Ignored its Own Consultants Advice to Implement Such
M easur es
JCP& L argues that “ acknowledged (and uncontrollable) influences on spot prices undermine any
rationde for Mr. Chernick’s after-the-fact analyses. PIB at 146. Although it istrue that no one can
predict the future with 100% accuracy, prudent businesses study their past experiences to better forecast
possible outcomes in the future and to minimizerisk. In fact, when Mr. Chernick criticized the
Company for not having done any after-the-fact comparisons, Mr. Chernick did not ing< thet the
Company use spot prices asits benchmark. Mr. Chernick’s point isthe importance of the utility to look
back and to eva uate the Company’ s performance to better prepare for the future, and, especidly ina
volatile market, to minimize risks
The Company has talked itself into acorner. Asdescribed in the Ratepayer Advocate brief, the
Company contends, especidly through Mr. Graves, that the only way to judge prudenceis to evauate
the models used by the Company. See RAIB Vol. 2 at 35-39. But, as dso described in the Ratepayer
Advocate brief, the Company did not apply those models consgtently. RAIB Vol. 2 a 15-20. Claiming
prudence where models have been implemented inconsistently could be acceptable only if the deviations
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from the plan were documented, and that documentation proved acceptable. Y &t, as described at length
in the Ratepayer Advocate brief, RAIB Vol. 2 at 10-12, the Company never provided adequate
documentation of its actions, nor has Company has provided any demongtration that its departures from
the mode resultsimproved performance. Nor has the Company performed any post hoc comparisons.
The Company attempts to support its claim of prudence by parading a series of models that it never

actudly followed.

C. The Company Failed to Provide Sufficient Data
The Company declaims Ratepayer Advocate criticism of the Company’ s record-keeping. The
Company clamsthat it “fully responded” to dl of the Ratepayer Advocate s discovery requests, see PIB
at 147, but seemingly ignores the fact that many of those responses were far from sufficient. Mr.
Chernick noted thisfact in hisinitia testimony, in which he recounted alaundry list of Company
responses to discovery requests that fell short of full disclosure:

In RAR-BGS-132, JCP&L refusesto compare the costs of its congestion
hedges to the actua costs of congestion, on the grounds that “an after the
fact comparison such asis requested has no relevance in determining
whether or not the acquisition of a hedge was an appropriate action &t the
time such acquisition decision was made.”

In RAR-BGS-127, JCP& L smilarly asserts that it did not anayze whether
the post-merger acceleration of procurement had “reduced the cost of BGS
supply as compared to the pre-merger procurement strategy” because
“JCP&L does not believe such after-the-fact anadyses are relevant because
the prudence of the actions must be judged in light of the facts and
circumstances as they existed at the time the decison was made and

cannot be reassessed with 20/20 hindsight.”

In RAR-BGS-12(a), JCP& L datesthat it did not retain the market-price
data that JCP& L received from brokers a the time it was making
purchases, because those data served no further “ operational” purpose. Of
course, the data describing the pricing options that JCP& L staff faced at
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the time they made their decisions would be essentid in any review of
gaff performance or of the guidelines under which the staff was operating.

In RAR-BGS-14(a), the Company smilarly states that it did not retain the
broker price quotes contemporaneous with its salesinto the market.

In RAR-BGS-66, JCP& L dates that it cannot provide published dataiin its

possession due to copyright concerns, and that it had disposed of al

contemporaneous data due to lack of an “operationd reason” for retaining

the data

In RAR-BGS-124, JCP& L states that it did not retain information on the

capacity offers, “market intelligence,” notes of discussions with counter-

parties, or the Company’s resultant views’—that is, its conclusions and

decisons. R-59 at 31:1-32:2.
It is gpparent from these responses and others that the Company’ s definition of “fully responded” does
not necessarily contemplate that the responses actually contained relevant or useful information. The
Company clamsthat the data thet it retained was sufficient, PIB at 147. JCP& L dso argues that the
auditors did not complain about the lack of data. PIB at 147. However, the auditors relied on
Company’s clams rather than independent review of Company anadyses. As described at length in the
Ratepayer Advocate brief, a substantia portion of the Audit Report consists of direct and quotes from
Company testimony and discovery requests, frugtrating any attempt to “discern the vaue-added andyses

of theauditors.” See RAIB Vol. 2 at 40-44.

d. Compliance with Procurement Strategy
Notwithstanding certain flaws of the X-method, as discussed in the Ratepayer Advocate brief a
pages 13-15, the Company’ s implementation of the strategies undermined any appropriateness that may
have been ascribed to them. The Company characterizesits out-of-mode purchases as“discretion,” id.,
but the Ratepayer Advocate submits that the cumulative effect of the Company’s practice boasts the

appearance of adoption, and then disregard, for its selected strategies. The Company explained in detall
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its“Dollar Cogt Averaging” approach, but then explained subsequently that this mattered only on the
broker market. A morerationa approach (from which adegree of prudence might have been inferred)
would have the Company st forth at the outset the objectives of its strategy, the market(s) in which it
would be utilized, and guidelines for when the model could be superseded.
The Company misstates Mr. Chernick’ stestimony. PIB at 148. Mr. Chernick is not demanding
that Company follow a*cookbook” approach, but rather that the Company offer an accurate account to
the Board of exactly how it made its decisons. The only support that the Company has offered for its
claim of prudenceisthat it ran its models and used the DCA. Y et, as described above, the models were
frequently disregarded; there are no indicators as to whether ratepayer actualy benefitted from the
Company’ s deviations from its moddls.
The Company’s citation to Mr. Chernick’ s statement, PIB at 148, that the Company’ s courses
“dl sound very appropriate’ tells only haf the story — a complete reading of Mr. Chernick’ s statement
reveas hispoint. In the sentence immediately following, Mr. Chernick continues,
Unfortunately, when asked for “full and complete copies of al documents
including workpapers, studies, analyses, meeting minutes, PIM loca
forecasts, and PIM price forecasts from mathematical models used at each
morning meeting for short term supply planning,” dl that JCP& L could
provide was a pile of 10-day graphs of load and weather forecasts, some
with JCP& L’ s hourly energy supply on the same graph, and asmdler
number of 10-day forecasts for the day-ahead energy price a the Western
Hub. There were no analyses of energy market conditions, generation
outages, transmission outages, red-time PIM pricing, congestion within
PJM, volume targets, types of products, or price ranges. R-59 at 20:19-
21:4.

The Company’s misplaced quote is entirely consstent with the conduct of the Company in this

proceeding — lots of explanation supported by no quantitative data.
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e. The Company’s Stated Objective Reveals Faultsin the Strategy
Inthe Initid Brief the Ratepayer Advocate described in depth the difference between minimizing
cost and risk. RAIB Vol. 2 at 13-15
3. The Company’s Discussion of the Audit Report “ Concerns’ Continuesthe
Company’s Habit of Providing New and Different Infor mation.
The Audit Report raised a number of concerns regarding JCP& L’ s procurement strategy.
The Company addresses three of these concerns, the excess purchase of supply for the summer of 2001
resulting in an estimated incrementa cost of $11.7 million; the failure to secure an energy TPPA for the
Company’ s divested fossil generation and the absence of weather hedges from the Company’s BGS

portfolio. PIB at 154.

Excess Purchases for Summer of 2001
The Auditor’s determined that:
JCP& L has not provided any reasonable judtification for having bought over its
target commitment leves for the months of June, July, and August 2001. These
supply procurements resulted in excess and unnecessary costs being incurred.
S38, VII-36.
The Auditors estimated the “incremental cost impact of JCP& L’ s deviations from its Summer 2001
(June, July, and August) BGSfill gtrategy to be gpproximatdly $11.7 million.” 1d. at VI1-57.

The Company’ s response to these “ Alleged Purchases for Summer of 2001 is another example
of the congtantly shifting JCP&L story. The Company has claimed that the HOST modd was designed
inthefal of 2000 and implemented in February 2001, and, according to the Auditors “was amagjor
advancement over the X-Method.” S-38, VII-16. And yet, apparently the Company never redly used
the HOST modd. 1n supplementd rebuttd filed on April 21, 2003, Mr. Mascari testifies that it was not
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possible to implement the HOST model in February 2001 for the summer months, because “JCP& L had
dready reached its higher X-method procurement goas.” JC-14, Supplementd Rebuttd at 5. And

then, in November, the Company switched to the Lock and Load Procurement Strategy. Thus, JCP&L’s
claim that its procurement practices were prudent rests in large part on its reliance on the sophisticated
HOST mode, but JCP& L’ s brief now seemsto indicate that the Company never actualy used the

HOST modd to guide its hedging decisons.

The Company admits that it over-purchased forwards for the summer of 2001, explaining thet it
“would have been required to sdll off sSgnificant quantities of power in order to reduce its contracted-for
supply to lower HOST model targets.” PIB a 155. The Company claims however that it could not sell
these excess forwards, even if it had wanted to, because “such a sdll off would have required the
Company to rely to a much larger degree on the PIM spot market.” The Company clams that “it may
have had difficulty in meeting these new [PIM] credit policies’ if it had increased future reiance on
PIM spot market.

The Company makes this argument asif it had no dternative. The Company seemsto believe
that it could ether hold on to the excess energy or, if it sold some of this excess energy, it would be
forced into the PIM spot market. The Company iswrong. Sdlling forwards to meet the HOST target
would not require that the Company buy more spot in the PIM markets. In fact, the Company had other
options. For example, the Company could buy forwards aweek or two weeks in advance of the ddivery
month, from the broker market or from PIM. The Company has completely disregarded available
options and chose, for no good reason, to hold on to excess energy.

Furthermore, the Company blames PIM “stringent new credit policies’ and yet has provided no
andyses or caculations to indicate that increased reliance on the spot market would have placed
JCP& L anywhere near the PIM “credit limit” specified in the PIM Credit Policy. JC-14, CAM-21. The
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only support for this contention, provided very late in the proceeding, is (1) a copy of the new PIM
credit policy that required thet utilities maintain a BBB rating; and (2) testimony thet if the Company
increased its spot purchases to some unspecified leve, it could possibly exceed PIM credit limits. JC-
14, Supplementa Rebutta Testimony, p. 6-7. The Company’s podition in thisregard isalot of
implication and supposition, with no supporting data. Indeed, without some review of the
communication from PIM thereis no way for Y our Honor and the Board to determine that JCP& L was,

in fact, precluded from sdlling excess forwards by the PIM credit policy.

The Company’ s Fallure to Enter Into TPPA for Fossil Plants

The Company next addresses the Auditors finding regarding the Company’ s failure to enter into
Energy TPPA for Fossl Plants. PIB at 155.
The Auditors found that:

Asaresault of its objective to maximize asset sdes price, the TPPASs negotiated by JCP& L
exposed JCP& L and its BGS customers to market price volatility. With regard to the sde of the
fossl unitsto Sithein 1998, the lack of an option for access to energy appears naive in light of
JCP& L’ s understanding of the unproven nature of the competitive market; however, these
TPPAswere reviewed by the BPU and found to be prudent. Neither BWG today, nor JCP& L
then will ever know how much providing some optiondity would have cost, because it does not
appear to have been asked for at the time of the fossil unit auction.

S38, VII-28.

The Company “bdieved” that “* Sgnificant encumbrances on the plants, such as afull output
TPPA, could reduce bidding interest and the ultimate purchase price to be paid for the plants” The
Company provides no support for this belief, merely stating that it “was advised by its consultants.”
PIB at 156.

The Company aso relies upon “the lesson learned from the Homer City sale” According to the

Company, Homer City was a cod fired plant in Pennsylvania jointly owned by Penelec and New Y ork
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State Electric and Gas Company. The Company clamsthat “[b]ased on the indicative bids received, the
decision was made to include only options for capacity in the TPPA, a decison that was explicitly
acknowledged by the New Y ork Public Service Commission as having been based on ‘ negotiations with
potentia purchasers’” PIB 157. The Company does not provide a cite for this Commission statement
and it does not appear to be in the New Y ork Commission decision pages attached to RAR-BGS-194,
cited by Mr. Mascari in his supplementd rebutta. The “indicative bids’ were not provided, in fact,
thereis not even a statement regarding the number of bids and conditions. The Company does not
explain why this one experience with one plant in Pennsylvaniawas sufficient to deter the Company

from attempting to negotiate any other TPPAs. Once again, the Company has attempted to jugtify a

falureto act in a prudent manner with unsubstantiated assertions of Company beliefs.

Weather Hedges

The Company a0 takes issue with the Auditor’ s finding that the Company falled to fully utilize
available hedging options. PIB 159. The Auditors found that:
The Company was aware of the potential benefits, but did not avail itself of westher hedges that
might have provided some additiona volume protection during the summer of 2001. The use of
weether hedges may have aso provided some nomina cost savings during the summer of 2002;
however, it was not unreasonable for the Company to focus its efforts on more traditiond risk
management products & this point in time.
S38, VII-54.
The Auditors did not quantify this finding.
The Ratepayer Advocate discussed the Company’sfailure to utilize financia and westher
hedging in the Initid Brief and will not repesat that discusson here. RAIB Vol. 2 at 21-22. The

Ratepayer Advocate would like to point out that thisis just another instance of the Company’ sfailureto
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take advantage of the many available tools that could have reduced the BGS deferrd for the Company’s

ratepayers.

D. The Company Failed to Demonstrate That It Took All Reasonable Measures To
Mitigate Its Stranded Costs Associated With [ts NUG PPAs

Inits brief, the Company addressed the three small NUG contracts that had been singled out by
the Audit Report. See PIB at 161. Disputing the Auditors opinion that there had not been adequate
attempts to mitigate these contracts, the Company set forth various reasons why these contracts have not
been addressed. 1d. The Company concludes that the “ unique factors’ presented by the NUGs, the
“relatively smdl savings potentid, and the sgnificant impediments to successful completion of contract
restructurings’ al contributed to the Company’ s decison to “prioritize its NUG mitigation efforts on
facilities that had the potentia to produce more sgnificant savings for its customers.”

But, JCP& L’ s customers have yet to redize any savings, either from the small, ignored
contracts, or from the larger ones on which the Company claims to have focused its attention. As
described in the Ratepayer Advocate s Initid Brief, RAIB at 27, 28, the Company has made little
progress in reducing cogts associated with NUG contracts since 1997. With exception of a March 2001
“interim operating agreement” with Parlin and Newark Box thet resulted in approximately $6.3 million
in savings through the third quarter of 2002, there has been no mitigation of NUG costs since 1997."

See S-38,VIII-5.

1 This“interim operating agreement” allowed JCP&L to resell natural gas rather than use it to make

electricity.
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E. Post Hoc Review is Appropriate in the Evaluation of the Company’s
I mprudence

The Company argues that the possibility of variable inputs—i.e., different natura gas prices,
wesether, demand, etc. — preempts the vdidity of any post hoc analyses. PIB at 146. The Company cites
Mr. Chernick’ s recognition of the fact that market conditions can vary a any time. 1d. Ye, the
possihility of variability does not address the issue of whether a post hoc andysesisjudtified. Rather,
the incidence of variability warrants recognition of additiona factors that must be included in modd
design, whether those factors be hedging or some other management action necessary to blunt the risk of
price spikes and shortages. The general success of a strategy can be discerned even in an environment
that has multiple variables. Thereisno market or endeavor that does not contemplate variable
conditions; even congtant-demand markets must contemplate some amount of risk or ingtability.
Therefore, the acknowledgment that markets have different multiple reactions to various conditionsis
an assumption that must be built into any drategy, but it is not an assumption that justifies the pre-
proclaimed ineffectiveness of apost hoc review.

F. Staff Recommendation Supportsa Finding of Imprudence

Board Staff aso recommends a disallowance of certain of the BGS deferras. Staff agreed with
Mr. Chernick’s “criticism of the modes employed by the Company, as well as his contention thet they
were incongstently gpplied in securing BGS supply during the first three years of the trangition period.”
9B at 146. Further, Staff concurs with the Ratepayer Advocate that “the objective that drove both the
X-Method and the HOST mode's, minimizing the difference between BGS costs and revenues, i.e., the
effect on the Company’ s earnings, to have been misguided and inappropriate.” 9B at 147. Staff further
characterized the Company’s actions as “ outright speculation in [the] choice of the models' objective.”

Id. Staff aso reported that, despite the Company’s claim that post hoc anayses are not appropriate, “the
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Brattle Group [the Company’ s consultants] did, in fact, perform a retrospective analyss of how
JCP&L’s actual BGS procurement results compared to both the DCA approach and 100% reliance on
the PIM spot market from December 1999 through July 2000.” 9B at 148. In that calculation done
Saff found an $84 million dollar difference, and remarksthat it is“incredibl[€] (at least to Staff)” that
this difference was not anadlyzed. 9B at 148, 149. Staff, in fact, finds this failure to question the
procurement method at that time to be “patently imprudent.” 9B at 149.

Staff’ sfinding in this regard is consistent with the Ratepayer Advocate position. Asexplained
by Mr. Chernick in his direct testimony,

The Company should have been conducting after-the-fact comparisons
through the BGS-procurement period because information on the
performance of agtrategy isvita to determination of whether the strategy
should be continued. If every transaction of a particular type that JCP& L
made turned out to be uneconomic, prudent management would require
that the use of the type of transaction be re-examined, restricted, or
stopped entirely. | do not believe the JCP& L could prudently acquire
BGS supply without such information. R-59 at 32:2-16.

Staff’ sfinding reinforces the position of the Ratepayer Advocate that the Company did not incur
BGS costs prudently. Accordingly, Y our Honor and the Board should disalow imprudently incurred
BGS codts, in accordance with the position of the Ratepayer Advocate.

Staff’s determination of a different disallowance amount (Staff recommends a disallowance of
$152.5 million) reflects the different route that Staff took in its calculations and findings.

The Ratepayer Advocate disagrees with certain of Staff’ s findings with regard to the
PennsylvanialNew Jersey differences, and for those reasons stands by itsinitid pogtion thet the
PennsylvanialNew Jersey differences are the gppropriate benchmark for caculating the BGS
disalowance. Asdescribed in the Ratepayer Advocate brief, the Company attempted to judtify the

difference with severd insufficient explanations. The Ratepayer Advocate addressed dl of these clams,
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point-by-point, and demonstrated that they did not provide reasoned judtification. RAIB Val. 2 at 24-26.
Staff agreed that, with the exception of differing LMPs, “the effect of the other factors cited in the
Company’ s tesimony was not quantified” (as described e sawhere in this brief, the inability of the
Company to provide quantitative datais one of the fatd flawsin its attempt to claim that it acted
prudently). Rather than provide a point-by-point analysis as the Ratepayer Advocate did, Staff
“[i]ntuitively . . . concede[d]” that the factors claimed by the Company “could plausibly account” for the
difference between New Jersey and Pennsylvaniacosts. 9B at 155. The Ratepayer Advocate submits
that an “intuitive’ concession that factors* could plausibly account” for differencesis not as strong as
the Ratepayer Advocate s reasoned analysis that was eucidated in both testimony and the brief, and
which was available for cross-examination at evidentiary hearings. The position of the Ratepayer
Advocate is based upon the reasoned understanding and analysis of a subject matter expert, and
provides a solid basis upon which Y our Honor and the Board can stand its decision to disdlow BGS
deferral amounts.

In the end, both Board Staff and the Ratepayer Advocate determined, after review of the
Company’ s processes and actions, that the Company did not act prudently. Accordingly, the Ratepayer
Advocate respectfully requests that the Y our Honor and the Board find that the Company acted
imprudently, and disallow $239 million in BGS deferrds.

Summary

Asexplained at length in the Ratepayer Advocat€e s Initid Brief, the Company bears the burden
of proof in this proceeding. The Company has not demonstrated that it incurred its BGS costs
prudently. Therefore, the Ratepayer Advocate recommends that the Court deny recovery of $239

million of the deferred balances as well as the $ 59,463,586 in interest collected on the Company’s NUG
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above market cogts. Findly, Y our Honor and the Board should disallow the Company’ s sdlf-authorized

collection of a14.64% return on its generation assets through BGS revenues.

POINT VI. DEMAND SIDE MANAGEMENT
The Ratepayer Advocate has responded to the Company’s claim for “lost revenues’ in the

Revenue section of this Reply Brief.

POINT VIII. CONSUMER EDUCATION

The Ratepayer Advocate reiterates its position that Consumer Education Program (“CEP”) costs
should not be collected from ratepayers without proof from the Company that the costs for this program
were reasonably and prudently incurred.

Neither attainment of the Measures of Success, nor the recommendations of the auditor’s report,
offer any evidence that costs were incurred in away that judtifiestheir recovery. The Board itsdf inits
June 23, 2000 Order stated that “[t]he reasonableness and prudence of the cost levelsincurred to
achieve the Board approved measures of success will need to be assessed in reviewing the SBC filings”
The Order clearly states that the Measures of Success themsdves are not the benchmark to ensure cost
recovery. Rather, it Satesthat upon attainment of the Measures of Success, the Board will determine if
the CEP costs were reasonable and prudent, and therefore recoverable in a manner consistent with
EDECA.

The Company hasfailed to provide any evidence that the CEP costs that it seeks to recover were
incurred in accordance with the prudence standards that were clearly set out in the Board in the Hope
Creek Order. ThisOrder et forth atwo-prong test for a prudence review that mandated that regulators
determine whether the company performed its task in a manner that was reasonable at the time and

81



ordered the company to prove to the regulators that each cost was incurred with good reason for the
benefit of the ratepayers. With no evidence from JCP&L, Y our Honor and the Board are unable to
determine if the Company’ s expenditures were reasonable, prudent, and therefore digible for recovery
from ratepayers.

Additiondly, asthe statewide CEP did not attain al of the Measures of Success benchmarksin
Years 2 and 3, recovery is automaticaly precluded. The Center for Research and Public Policy
(“Center”), hired to advise the Board and research the level of consumer awareness of energy issues,
noted in its Sixth Report to the Board that switching activities of resdentia consumers did not meet the
Year 2target. In Year 3, the Center noted in its Seventh Report to the Board that consumer awareness
of conservation efficiency and financid assstance was below target. Therefore, theinitia benchmark
that must be hurdled before the prudence review was not even met, and, therefore, ratepayers should not

be made to pay for a program from which they received little or no benefit.

POINT IX. REMEDIATION ADJUSTMENT CLAUSE (*RAC")
The Ratepayer Advocate refers Y our Honor and the Board to the Initia Brief for discussion of

thisissue. RAIB Vol.2 at 57-73

POINT X. OTHER SBC DEFERRED BALANCES

The Ratepayer Advocate refers Y our Honor and the Board to the Initid Brief for discusson of this

issue. RAIB Vol.2 at 57-73
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