PROCEDURAL HISTORY

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

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

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

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

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

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



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

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

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

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

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



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

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

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

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

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

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

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

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

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

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



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

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

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

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

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



POINT I. COST OF CAPITAL

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

1 Overview

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

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

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

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

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

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



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

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

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

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

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

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

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

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

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

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

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

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



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

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

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

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

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

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

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

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

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

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

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

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

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

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

1. Introduction

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

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

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

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

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

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

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

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

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

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

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

a. Congtant Growth DCF M odel

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

k=D/P+g

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

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

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

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

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

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

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

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

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

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

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

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

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

d. Estimated Cost of Equity for JCP& L

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

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

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

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

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

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

a. Improper implementation of constant growth DCF model

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

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

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

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

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

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

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

C. Overdated risk premium

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

r,= ¥20.50-0.50) = 0.0

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

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

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

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

d. Improper use of datain ECAPM analysis

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

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

e. Invalid Risk Premium M ethodologies

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

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

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

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

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

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

f. Improper Flotation Cost Allowance

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

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

best. The proposed flotation cost adjustment should be rejected as unfounded.
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POINT Il1. REVENUE REQUIREMENT

THE APPROPRIATE PRO FORMA RATE BASE AMOUNTS

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

A. Overview

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

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

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

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

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

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

a. Lead/L ag Study

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

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

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

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

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

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

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

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

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

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

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

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

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

TheWitness  Exactly. It isanon-cash item.

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

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

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

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

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

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

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

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

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

A. | believe so.

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

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

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

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

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

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

capitdl.

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

Elizabethtown Gas Order at p. 7.

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

JCP&L’'s CWC.
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(@iii)  TheReturn On Common Equity

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

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

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

equity.

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

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

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

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

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

for return on equity.

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

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

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

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

term debt interest expense should be treated in asmilar manner.



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

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

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

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

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

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

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

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

2. Consolidated Income Tax Adjustment.

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

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

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

consolidated income tax adjusments in New Jersey has been discussed in numerous cases. The

36



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

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

to reflect savings resulting from the filing of a consolidated income

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

recognized that a utility attempting to establish its proper operating

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

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

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

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

afirmed a decison in which the Board indicated that such an

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

condgently for water and eectric holding companies. New Jersey

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

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

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

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

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

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

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

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

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

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

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

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