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PROCEDURAL HISTORY

On or about May 24, 2002, Public Service Electric and Gas Company (“PSE& G’ or “ Company”) filed
apetition (“Petition”) with the Board, seeking approva of changesin eectric rates, changesin the tariff for
electric service, B.P.U.N.J. No. 14, Electric pursuant to N.J.SA. 48:2-21 and 48:2-21.1 and for changesin its
electric depreciation rates pursuant to N.J.SA. 48:2-18. This case was transmitted to the Office of
Adminigtrative Law (“OAL") on June 26, 2002, as a contested case and assigned to the Honorable Richard
McGill, Adminidrative Law Judge, (“ALJ’) for evidentiary hearings.

In addition to the Company, the parties to this proceeding are the Staff of the Board of Public Utilities
(AStaff(), the New Jersey Divison of the Ratepayer Advocate (ARatepayer Advocate() and several other
paties. Severd entities moved to intervenein the proceeding. Co-Sted Raritan, Inc. (“Co-Sted”)?; New
Jersey Large Energy Users Codition (“NJLEUC”); Independent Energy Producers of New Jersey (“IEPNJ’);
New Jersey Trangt Corporation (“NJ Trangt”); Delaware River Port Authority; New Jersey Commercid
Users (“NJCU”); and the Township of Hamilton (“ Township™) were granted intervenor satus. Severd
Municipd Utility Authorities (“MUA”) including: Stoney Brook Regiond Sewerage Authority; the Mt. Holly
MUA; Secaucus MUA; Cinnaminson Sewerage Authority; East Windsor MUA; Riversde Sewerage
Authority; Evesham MUA; Willingboro MUA; Somerset Raritan Vdley Sewerage; Bordentown Sewerage
Authority; Morris Township; Monroe Township MUA; and Pemberton MUA were collectively granted
intervenor status. Other movants were granted participant status.  The participants are Jersey Centra Power &
Light Company (*JCP&L"); PPL EnergyPlus, LLC (“PPL"); Rockland Electric Company (“RECQO”); and one

individud, Allen Goldberg (* Goldberg”).

Iafter a merger, Co-Steel became Gerdau Ameristeel Perth Amboy, Inc.
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A pre-hearing conference was held on July 19, 2002. On July 22, 2002, the Board issued an Order
Directing the Filing of Supplemental Testimony and Indtituting Proceedings to Consder Audits of Utility
Deferras. On July 24, 2002, the OAL issued a Prehearing Order outlining the proceeding and issues. In
accordance with the schedule st forth in the Prehearing Order, discovery was propounded. Public hearings
were held on September 25, 2002, in New Brunswick, New Jersey; September 26, 2002, in Mt. Holly, New
Jersey; and September 20, 2002, in Hackensack, New Jersey. Additional public hearings were held on
January 30, 2003, in Trenton and Mt. Holly, New Jersey, and in Newark, New Jersey, on January 31, 2003.

In support of its base rate case, concurrent with its filing, the Company filed the tesimony of Peter A.
Cigtaro, Robert C. Krueger, Jr., Albert N. Stellwag, Robert L. Hahne, Robert A. Morin, and Gerad W.
Schirra On August 28, 2002, the Petitioner filed Supplemental Direct Testimony of their witness, Robert C.
Krueger. On September 3, 2002, the Company filed the Direct Testimonies (6+6 Update) of the following
witnesses: Mess's. Krueger, Stellwag, and Hahne. PSE& G dso filed the Revised Testimony of Mr. Schirra
on September 8, 2002. On September 9, 2002, PSE& G submitted revised pre-filed testimony, including
exhibits, of itswitness, Mr. Schirra. On November 15, 2002, the Direct Testimony Update of Mr. Morin was
filed by the Company.

The Company further filed Direct Testimonies (9+3 Update) of the following witnesses. Messs.
Cigtaro, Krueger, Stellwag and Hahne on December 3, 2002. The revised schedules (12+0 Update) of
Mess's. Krueger, Stellwag and Hahne based upon twelve months of actua test year data were filed on
February 14, 2003. The revised schedules of Mr. Schirra based upon twelve months of actud test year data
were filed by the Company on February 19, 2003, and the revised schedules (12+0 Update) for Mr. Krueger
were filed on February 25, 2003. Revised Schedules GWS-4-RB and GWS-6-RB based upon twelve months

of actud test year data were further filed by the Company on February 27, 2003.



The Ratepayer Advocate filed the Direct Testimonies of Michagl J. Mgoros, Jr., Robert J. Henkes,
and Basil Copeland, Jr. on October 15, 2002. On October 22, 2002, the Ratepayer Advocate filed the Direct
Tegtimony of Brian Kalcic. An Errata Sheet correcting the Direct Testimony of Mr. Copeland wasfiled by the
Ratepayer Advocate on December 20, 2002. On December 27, 2002, the Supplemental Direct Testimony of
Mr. Henkes was filed. The Supplementd Direct (6+6 Update) Testimony of Mr. Kacic wasfiled on January
24, 2003. The Direct Testimony of David A. Peterson concerning the street lighting and service company
issues was filed on February 13, 2003.

Intervenor NJLEUC filed the Direct Testimonies of Jeffry Pollock and Nicholas Phillips, J. on October
22,2002. On March 14, 2003, the Supplementa Direct Testimony of Mr. Pollock was filed by NJLEUC.
Intervenor NJCU filed the Direct Testimony of Dr. Dennis Goins on October 22, 2002. The Supplementa
Testimony of Dr. Goins was filed on March 14, 2003. On October 22, 2002, Intervenor Co-Sted filed the
Direct Testimonies of Howard S. Gorman and Darren MacDonadd. On March 14, 2003, the Supplementa
Tegtimony of Mr. Gorman wasfiled. Intervenor NJ Trangt filed the Direct Testimony of Theodore S. Lee on
October 22, 2002.

On November 15, 2002, the Company filed the Rebuttal Testimonies of Messrs. Cigtaro, Krueger,
Stelwag, Hahne, Morin, James |. Warren, Robert W. Bachmura and Richard F. Meischeid. On November
22, 2002, the Rebuttal Testimony of Mr. Schirrawas filed, and on November 22, 2002, the Updated Rebuttal
Testimony of Mr. Morin wasfiled.

On December 16, 2002, the Ratepayer Advocate filed the Surrebuttal Testimonies of Messrs.
Magoros, Henkes, Copeland and Kdcic. The Ratepayer Advocate filed the Supplementa Surrebuittal
Testimony of Mr. Henkes on December 27, 2002. The revised schedules (12+0 Update) of Mr. Henkes

based upon twelve months of actual data were filed by the Ratepayer Advocate on February 28, 2003.



Intervenor NJLEUC filed the Surrebuttal Testimonies of Messrs. Pollock and Phillips on December 6, 2002.
Intervenor NJCU filed Surrebuttal Testimony of Dr. Goins on December 16, 2002, and Intervenor Co-Sted
filed Surrebutta Testimony of Mr. Gorman on December 16, 2002. On March 10, 2003, Co-Sted! filed the
Surrebuttal Testimony (12+0 Update) of Mr. Gorman.

Evidentiary hearings were held on January 13, 14, 17, 21, 24, 27, 28, and 29, 2003, aswell as
February 24, 2003, and March 19, 2003. At the close of the evidentiary hearings, a briefing schedule was
established with the initid brief due on March 3, 2003, and the reply brief due on March 17, 2003,

subsequently the initial brief was extended to April 3, 2003, and the reply brief extended to April 17, 2003.



STATEMENT OF THE CASE

At atime when relaively high energy prices (including natura gas, gasoline, and oil) dready compete
for consumers budgets, Public Service Electric and Gas Company (PSE& G or Company) proposes to raise
rates for dectric distribution service by $250,000,000 per year, and would further strain the finances of its
resdentia and business customers. The weakened condition of our nationa and state economy aso crestes
additiona stresses on utility cusomers ability to maintain their sandard of living and on businesses struggling to
achieve or maintain profitability. While the timing of this instant electric base rate case was not of PSE& G's
chooging, the levd of rate relief requested was wdl within its power to limit, but it hasingead chosen to inflate
its requested revenue requirement with unsupportably high cogts, an unreasonably pessmigtic view of pro forma
revenues, and an unjustifiably high requested rate of return.

These defectsinits filing are further exacerbated by the expected expiration of the 13.9% rate
reductions required by the Electric Discount and Energy Competition Act (EDECA)? and the higher costs for
electric supply that will be effective when the results of the recent auction for Basic Generdtion Service are
implemented. The expiration of those rate reductions alone will present customers with a serious chalenge to
meet their costs of living and doing business. If Y our Honor and the Board should grant PSE&G's
unreasonably high base rate request, this would only worsen an dready trying Stuation. Aswill be discussed
more fully below, the Ratepayer Advocate proposes alower and reasonable level of rate increase of
$82,231,000 after carefully culling the utility’ s testimony, data responses and other relevant information to
remove unneeded cost, adopt a more redistic view of expected pro forma revenues and establish a prudent

and fair rate of return.

’N.J.SA. 48:3-49 et seq.



We have dso dlocated our recommended rate increase in the fairest manner among the various tariff
classesto achieve interclass rate equity and made reasonable proposals concerning other tariff changes that will
asss customersin controlling their energy usage and costs. The Ratepayer Advocate s proposed revenue
alocation accounts for the rate effects of the expiring Market Trangtion Charge (MTC) and how the MTC was
formulated in PSE& G’ s restructuring cases when the Board firgt unbundled the utility’ s rates. The expiration of
the MTC will decrease customers' bills by $367,000,000 and more than offset the utility’ s requested
$250,000,000 distribution revenue increase.® To ignore the rate effects of the MTC would unreasonably
gpportion any rate increase largely to the rate classes of smdler customers and violate the mandate of EDECA
that the restructuring of the eectric industry should not improperly shift costs from classto class. That view
ignores the facts and deservesto be rejected.

It is understandable that dl customers are highly sengitive to increased dectric costs asthey struggle to
pay their bills, compete in their respective industries, and fight through the weakened economy. However, that
does not support proposed rate class revenue alocations that arise from cost of service methodologies that the
Board has long since discarded as unrepresentative of how costs are incurred on the eectric distribution system
and unreasonable as to how cogts should be apportioned among the various rate classes. The Ratepayer
Advocate a0 recognizes the plight of these customers, but the find revenue requirement allocation must
badance dl parties interests and comport with utility law. Thefind revenue requirement dlocation should not
unreasonably include in the utility bills of any class those codts that the Board has previoudy determined are
more reasonably assigned to other classes. The Ratepayer Advocate' s overdl revenue requirement proposal

and allocation of that proposal among the rate classes are clearly reasonable and should be adopted.

3However, as stated above, the simultaneous reversal of the EDECA-mandated rate decrease of 13.9% will also increase
customers’ bills.



Aswill be st forth more fully in the sections which follow, with complete citations to the most
persuasive evidence in the record, the Company proposed an unreasonably high rate of return, used arate base
figure which did not accurately reflect the actua assets utilized, understated its projected revenue, and
overdtated its expenses, including an unreasonably high estimate of its depreciation expense.

The Company’ s overstated claim for rate relief should be rgjected. Instead, in accordance with the
anayses and recommendations set forth in the testimony of the Ratepayer Advocate' s witnesses, alower rate
increase of $82,231,000 is appropriate. As stated below, there is overwhelming evidence in the record that
supports the Ratepayer Advocate s recommended adjustments in the Company’ s proposed return on equity,
rate base, and pro formarevenue and expenses. Similarly, thereis ample support for the Ratepayer
Advocate' s recommended changes in the Company’ s proposd for itstariff and rate design.

Contrary to the authoritative testimony of the Ratepayer Advocate' s expert witness, Basil L. Copdland,
Jr., that vaidated the need for amuch lower rate of return, PSE& G proposes areturn on common equity of
11.6%, which is very nearly the same as the current 12% return on equity established in its 1991 base rate case
when interest rates were much higher than today. Based on Mr. Copeland' s detailed andlys's, the Ratepayer
Advocate is proposing areturn on equity of 9.5 %. Unlike the 11.6% return proposed by the Company, Mr.
Copdand’ s recommended return on equity stems from the proper gpplication of sound methodology and is
congstent with interest rate trends and expected returns in the market. As discussed herein and in Mr.
Copdand' s testimony, the Company’ s proposa suffers from a flawed application of the Discounted Cash Flow
(“DCF’) and Capitd Asst Pricing Modd (*CAPM”) methodologies.

The Ratepayer Advocate aso proposes the adoption of rate base adjustments totaling $71,675,000 as
recommended by our expert accounting and ratemaking policy witness, Robert J. Henkes. The Ratepayer

Advocate aso recommends other adjustments that properly reflect areasonable leve of expenses and revenues



asociated with the provision of utility service. Mr. Henkes chalenged many components of the Company’s
clamed operating expenses, including the Company’ s accounting for labor O&M expense, incentive
compensation plans, regulatory expense, and others. Mr. Henkes aso recommended disdlowing PSE&G's
clam for restructuring expenses dlegedly incurred due to EDECA, but which the Company could not judtify. It
is not enough for PSE& G to say that these costs were needed to implement EDECA. PSE& G must dways
carry the burden of proving that these services were not dready included in rates (such as the utility employee
labor expense) that customers are dready paying for, that the costs were prudently incurred, and that the utility
provided the services a the lowest reasonable cost. PSE& G failed to carry that burden, failed to point to any
order from the Board approving these costs, and failed to espouse alega interpretation of EDECA that could
contradict the utility’ s requirement to prove prudence and reasonableness. In fact, EDECA only dlowsthis
issue to be raised by the utility, it does not reduce the utility’ s burden of proof. The net result of the pro forma
revenue and expense changes proposed by the Ratepayer Advocate amounts to an increase of $94,731,000 in
pro forma utility operating income versus the Company’ s proposed $88,450,000.

Other recommended adjustments include a significant reduction in the Company’ s clamed depreciation
expense, reducing the pro forma depreciation expense by $42,742,000. As explained in the testimony of
Ratepayer Advocate depreciation expert, Michael J. Mgoros, PSE& G’ s claimed depreciation expense ignores
the Company’ s own sworn testimony from its restructuring case, in which it supported changing the composite
depreciation rate to 2.49% for dectric ditribution plant and which testimony was approved by the Board and
affirmed by the New Jersey Supreme Court when the Court reviewed the Board decision. In the restructuring
case, PSE& G proposed to lower the composite depreciation rate and to use that rate to caculate its excess
depreciation reserve of $568,700,000 that the Board ordered be returned to ratepayers over a period of three

years and seven months.



PSE& G failed to change that composite depreciation rate to 2.49% as was expected in the
restructuring case order. Mr. Mgoros recommended rectifying this injustice by using that composte rate
prospectively (reducing depreciation expense by the aforementioned $42,742,000) and applying that rate to
caculate the new excess depreciation reserve of $115,000,000. Mr. Mg oros then recommended that this
overpad depreciation reserve be returned to ratepayers by amortizing it to base rates over two years since this
was the time remaining of the three years and seven months period that the Board used for the $568,700,000
excess depreciation reserve in the restructuring case. That will aso reduce rates by $57,500,000 and will
provide customers with the benefits of the lower depreciation rate that was required in the restructuring case,
but which PSE& G now attempts to deny.

After Your Honor and the Board decide on ajust and reasonable revenue requirement, that amount
must be equitably distributed among the different classes of ratepayers to determine thair fair share of the
revenue requirement. In this case, that distribution is undeniably entwined with the rate effects of the expiring
MTC. The expiration of the MTC will decrease customers’ hills by $367,000,000. The MTC rate was
origindly set at the beginning of eectric restructuring at levels that would maintain the Board-gpproved revenue
alocations among the rate classes. This was done o that, when the eectric restructuring removed MTC costs
from base rates and recovered those costs through the MTC, this unbundling of PSE& G’ s rates would not shift
costs between rate classes. When the new base rates are set in this case, consideration must be given to
maintain the avoidance of such cogt shifting. The MTC rate recovered codts that were once embedded in base
rates. Now that the MTC is scheduled to expire, the new base rates should take into consideration the
customer bill impacts caused by that expiration. If new base rates do not include the MTC congderation, then
customerswill suffer the unfair cogt shifting that EDECA and the Board mandated should not occur. The base

rate increase should be dlocated to the various customer classes, with certain restrictions and adjustments, as



proposed by Ratepayer Advocate expert witness Brian Kacic. Asaguiding principle, the Ratepayer
Advocate recommends an agpproach whereby no customer class would receive a decrease more than 1.5 times
the Company-wide average decrease, or less than 0.5 times the Company-wide average decrease. Thisisthe
same approach used by PSE& G, but is challenged by other intervenors.

Furthermore, the Ratepayer Advocate recommends that certain tariff changes proposed by the
Company should be rgjected, so as not to unduly burden ratepayers. Some of the issues among these tariff
changes are maintaining current monthly charges, diminating the winter declining block rates, maintaining the
current split between demand and energy charges for rate classes with a demand charge, and maintaining the
current specid provisons for Curtailable Electric Service.

The Ratepayer Advocate aso opposes as unduly burdensome and counterproductive the Company’s
proposdl for a 267% increase in its reconnection charge for customers whose service is terminated for
nonpayment and the proposed 57% increase in the field collection charge. The Ratepayer Advocate aso
recommends that the Company be directed to inform customers of the available Residentid Load Management
service more frequently than the current annual notification and that an investigation should be conducted into
PSE& G's meter reading performance that includes the ingtitution of appropriate sandards and a pendty
mechanism to assure that PSE& G meets its service obligation for meter reading.

In summary, as set forth in the sections below, the Ratepayer Advocate respectfully submits that our
recommended adjustments and modifications present Y our Honor and the Board with the dternativesin this
case that are most reasonable and fair to dl the parties. Our recommendations: (1) alow the utility the
opportunity to earn afair rate of return on its investment while till having sufficient revenues to provide safe,
adequate and proper utility service; (2) gpportion cost respongbility to customer classes in a manner that

reflects the mandates of EDECA and the Board's Find Order in PSE& G’ s restructuring case while avoiding
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inequitable bill impacts that would be caused by the proposds of other intervenors who cling to outmoded
theories of cost dlocation that do not reflect cost causation on the utility system; (3) dlow both large and small
ratepayers to continue receiving affordable electric service at the lowest possible cost; and (4) produce just and
reasonable rates overwhemingly supported by the substantid, credible evidencein the record. For these
reasons, the Ratepayer Advocate respectfully urges Y our Honor and the Board to rgject the unreasonable

positions taken by other parties and to adopt our recommendations.
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POINT |
YOUR HONOR AND THE BOARD SHOULD ADOPT A 9.5% RETURN,
WHICH ISFAIR AND REASONABLE UNDER CURRENT MARKET
CONDITIONS AND SUFFICIENT TO MAINTAIN PSE& G’SFINANCIAL
INTEGRITY.
Introduction

Regulated companies such as PSE& G typicdly have utilized three sources of capitd to capitdize ther
utility assets: common stock, preferred stock, and long-term debt. RA-1, p. 4. The rate of return for a
regulated utility is usudly based on the costs of each of the individua sources of capitd, weighted by the
proportion each component represents in the overall capitd structure. 1d. The costs of PSE& G’ 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 issue to be determined by Y our Honor
and the Board is the proper cost of PSE& G’'s common equity.

The Company proposes to treat PSE& G as a separate “ stand-adone’ entity, with a capital structure
digtinct from that of its parent company, Public Service Enterprise Group. P-6, p. 7. The Company suggests an
11.6 percent return on common equity. P-6 update, p. 2. This proposd is based on methodol ogies that
subgtantidly overgtate 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 (“ROE”) was set in 1993 at 12%
for its combined gas and electric operations. Now, the Company seeks to maintain an 11.6% return on equity
for its dectric operations only. The questionable nature of the Company proposd is apparent when one
congdersthat the Company’ s proposed return on equity is only 40 basis points lower than the previoudy
alowed 12% return in 1993, when interest rates were substantialy higher than today. I/M/O the Petition of

Public Service Electric and Gas Company for Approval of an Increase in Electric and Gas Rates and for
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Changesin the Tariffs for Electric and Gas Service, BPU Docket No. ER91111698] (Find Decision and
Order dated May 14, 1993). Y our Honor and the Board may a so take into account that, recognizing the
market changes that have occurred since the Company’ s previous combined base rate filing, the Board has
aready approved a 10% return on equity for gas operations. I/M/O the Petition of Public Service Electric
and Gas Company for Approval of an Increase in Gas Rates and for Changes in the Tariff for Gas
Service, BPU Docket No. GR01050328 (Order Adopting Initid Decison Approving Stipulation dated
January 9, 2002).

Ratepayer Advocate witness Basil Copeland has properly determined the Company’ s return on equity
capital using a combination of correctly gpplied methodologies. Based on Mr. Copdand' s andysis, the
Ratepayer Advocate is recommending a return on common equity of 9.5%.

The Ratepayer Advocate s recommendations are congstent 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, I/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 dated March 6, 2002)
(hereinafter the “ UNE Decision”). In that decision, the Board adopted the Ratepayer Advocate' s proposed
10 percent cost of equity, based on methodologies smilar to those presented by the Ratepayer Advocate' s
witness in this proceeding. UNE Decision, p. 39.

The Ratepayer Advocate' s recommended rate of return is reasonable and cons stent with the Board
policy. For the reasons explained in detail below, Y our Honor and the Board should adopt the Ratepayer

Advocate s recommended rate of return, and reject the inflated proposa presented by PSE& G.
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The Appropriate ROE for the Company is 9.5%, Based on Appropriate Analyses of Comparable
Companies.

A. Overview

As noted above, regulated utilities capitalize their 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 applicable to various issues. Insteed, the cost of common equity must be
estimated using market-based common stock dividend and price information. RA-1, p. 4.

Basing the dlowed return on equity on the market cost of equity accomplishes two important regulatory
objectives. Firdt, this approach properly balances ratepayer interestsin receiving safe and reliable service a the
lowest possible cogt with shareholder interests in receiving the highest rate of return possible. A market-based
return on equity preserves the Company’ sfinancid integrity, dlowing it to continue providing safe and religble
service for the benefit of ratepayers, while providing shareholders with a return commensurate with the returns
they could earn on other investments with comparable risk. Second, an dlowed rate of return equa to the
market cost of equity provides management with the proper incentives to operate the Company safely, rdigbly
and efficiently. A market rate of return is neither too high, thus encouraging inefficiency, nor too low, tempting
management to “cut corners’ in order to achieve an adequate return for shareholders. RA-1, pp. 5-6.

The Company’s proposed 11.6% return on equity is based on Dr. Morin’s recommended use of the
Discounted Cash How (“DCF’) andysis and variaions of risk premium anayses. The Ratepayer Advocate
proposes a 9.5% return on equity, supported by the testimony of Mr. Basil Copeland. The Ratepayer
Advocate proposd is based on two variations of the DCF methodology and arisk premium anadysis based on
the Capital Asset Pricing Mode (“CAPM”). The differences between the two witnesses may be summarized as

follows
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Morin Copeland

DCF Methods:
Congtant Growth 11.4%-14.4% 10.05-10.34%
Multiple Period (DDM) N/A 10.11-10.27%
Risk Premium/CAPM
CAPM 10.6%-11.1% 8.12%
“Higoricd Risk Premium” 10.6%-11.1% N/A
“Allowed Risk Premium” 10.6% N/A
Overall 11.6% 9.5%

Source: P-6 update, p. 2; RA-1, pp. 10, 13, 15.
Mr. Copeland’ s results were based on the proper application of the DCF and CAPM methodologies. Dr.
Morin, on the other hand, has improperly applied the DCF and CAPM methodologies, and has relied upon
two methodologies, “Higtorica Risk Premium” and “Allowed Risk Premium” that have serious conceptuad and
empirica flaws. The anayses presented by both witnesses, aswell asthe serious flawsin Dr. Morin's andysis,
are st forth in detail below.

B. The Ratepayer Advocate's Recommended ROE isBased on Proper Application of the
DCF and CAPM Methodologies.

Ratepayer Advocate witness Basil Copeland based his recommended return on equity calculation on
two variations of the DCF methodology (the *congtant growth” model and a*multiple period” mode), plusa
CAPM andysis.

Congtant Growth DCF M odel

The “congtant growth” mode is the most basic form of DCF analyss. This modd assumes that the
investor required return on common equity equas the dividend yield plus the expected rate of growth in the
dividend, and assumes further that dl three of these factors grow a the same rate in perpetuity. RA-1, p. 6. This
relationship is expressed mathematicaly as.

k=D/P+g
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wherek it the cost of equity capitd, D/Pis the dividend yield (the dividend divided by the market price of the
stock), and g is the expected growth rate. Id.

The principa steps in gpplying the DCF methodology are (1) sdlection of asample of companies with
risks comparable to that of the utility to which to gpply the method; and (2) determination of growth factors for
the comparable companies. The above equation can then be used to cdculate an estimate of the cost of equity
capitd for the utility. RA-1, p. 7.

Mr. Copeland applied his DCF modd using the same sample of combination electric and gas utilities
that were used in Dr. Morin’s DCF andysis, with afew exceptions. Specificdly, Mr. Copdand excluded
companies that have recently reduced dividends, were subject to a merger, were not a combination utility, or
had negligible gas operations, asinclusion of these companies digtort the results of the DCF modd. 1d.

Mr. Copeand estimates the growth rates for the sample companies using an average of published
estimates of growth in earnings per share (EPS), dividends per share (DPS), and growth in book vaue per
share (BVPS) for the utilities contained in his sample of comparable companies. As Mr. Copeland explained,
under the assumption of the “congtant growth” DCF modd, EPS, DPS and BVPS should dl grow at
approximately the same rate. Where thisis the case, one of these measures can be used asa*“ proxy” for
expected rate of growth in dividends. If not, then using just projected earnings or dividend growth will distort
the results of the congtant growth DCF modd. RA-1, p. 8. Since EPS growth rates currently are substantialy
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. RA-1, pp. 8-9.

Mr. Copdand’ s analyss of the sample companies yielded a mean (average) estimate of 10.34% and a
median of 10.05%. Of the two, the median is more reliable, as the mean reflects the impact of “outliers’ in the

cdculaion of the mean. RA-41, p. 10.
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Multiple Period DCF Model (DDM)

The “congtant growth” DCF model produces rdiable results when actua market conditions reasonably
gpproximate the basic assumption underlying 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—asin the current market—the * constant growth” model
can produce distorted and unreliable results. For this reason, Mr. Copeland also applied a“dividend discount
modd” (“DDM”) requiring lessrigid assumptions. RA-1, p. 10.

A DDM isaform of multiple-period modd, which assumes that dividends will grow at onerate for a
fixed period, and thereafter a some other rate in perpetuity. RA-1, p. 11. Mr. Copeland’ s model used
published five-year growth rates for 2002 through 2006, and an estimate of long-term growth theresfter. Mr.
Copeland’s modd further assumed that the retention ratios for the sample companies would change from
currently projected values to acommon vaue of 0.50 between 2006 and 2021. RA-1, p. 12. Using these

assumptions, the model generates a series of cash flows which can then be used to solve for an expected return.

Mr. Copdand’s DDM modd yielded a mean estimate of the cost of equity capital of 10.27% and
median estimate of 10.11% for the sample companies, roughly comparable to the constant growth DCF return.
R-1, p. 13.

Capital Asset Pricing Mode (CAPM)

Findly, Mr. Copeland estimated PSE& G's cost of capital using the CAPM. CAPM isa“risk

premium” model, meaning that it isamodel based on the principle that the cost of equity capita equals the cost

of arisk-freeinvestment plusa“risk premium” to compensate for the risks of a pecific equity investment. RA-
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1, p. 13. Under the CAPM methodology, the overall market risk premium is adjusted to reflect therisk of a
stock or sample of stocks using a* beta coefficient,” which isameasure of the risk of an individua stock
relaive to the market asawhole. RA-1, p. 14.

Mr. Copeland estimated the overadl market risk premium using the premium earned by common stocks
over long-term U.S. treasury bonds over the past 75 years, about 5.85%. For the beta coefficient, Mr.
Copedand 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 utilitiesis0.55. R-1, p. 14. Mr.
Copedland used the current long-term Treasury bond rate of 4.9% asthe risk-free interest rate. The equation is
asfollows. k=4.9+ (0.55x5.85) = 4.9+ 3.22=28.12. Therefore, usng this methodology, Mr. Copdand
estimated PSE& G's cost of equity at 8.12% (4.90% plus 3.22%). RA-1, p. 15.

Estimated Cost of Equity for PSE& G

Based upon the results set forth above, Mr. Copeland concluded that PSE& G's cost of equity isin the
range of 9.0 % to 10.0 %, with the CAPM results indicating a cost of equity at the lower end of the range and
the DCF reaultsindicating a cost of equity at the upper end of the range. Mr. Copeland therefore
recommended an adlowed rate of return at the midpoint, 9.5%.

The methodology used by Mr. Copeland is consistent with that adopted by the Board in the UNE
Decision. In that proceeding, Verizon NJ had a 15.0% return on equity based solely upon a DCF anadysis of
“publicly traded competitor companies” UNE Decision, p. 31. The Ratepayer Advocate in that proceeding
recommended a 10% return on equity, based on an average of the results of a DCF andysis and a CAPM
analysis. Asthe Board noted, the Ratepayer Advocate used an average in order to reduce any upward biasin
the DCF andlysis. Id. a 39. Intervenor AT& T had presented asmilar analysis resulting in a 10.24% rate of

return. Id. The Ratepayer Advocate s analysis was adopted by the Board as “the most reasonable one
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contained intherecord.” Id. Mr. Copdand s anadyssin this proceeding smilarly relies upon consderation of
both his DCF and CAPM andyses. The results of this analys's provide a reasonable return on equity.

C. PSE& G’s Proposed 11.6% ROE isBased on Flawed Applications of the DCF and

CAPM Methodologies, Invalid “ Risk Premium” Methodologies, AsWell AsA
Speculative “Flotation Cost” Adjustment.

PSE& G’ s proposed 11.6% return on equity should be rgjected. The Company proposal is based on
Dr. Morin's flawed applications of the DCF and CAPM methodologies and invaid “risk premium”
methodologies, al of which substantialy overgate the Company’ s actud cost of equity. Further, the proposed
rate of return includes a“flotation cost” adjustment, which is based on hypothetical assumptions rather than
actud issuance costs. The flawsin the Company’s cost of equity andyses are discussed in detail below.

Improper Implementation of the Constant Growth DCF M odel

For his DCF andyss, Dr. Morin used a smple “ congtant growth” DCF modd. Dr. Morin's DCF
andyds subgstantialy overstates the cost of equity, as his estimated growth rates rely solely upon estimates of
earnings growth, ignoring estimated growth rates for dividends and book vaue per share.

The sgnificant defect in Dr. Morin's DCF andlysisis his sole reliance on two sources of earnings
growth projections for his growth rate. RA-1, p. 16. As noted above, the “ constant growth” DCF model
assumes earnings, dividends, and book vaue per share dl grow a the same uniform rate indefinitdy. Thus, it is
gopropriate to rely soldly upon earnings projections in gpplying a constant growth DCF modd only if payout
ratios are rdatively stable and earnings, dividends, and book vaue per share are dl projected to grow at
roughly the samerae. R-41, p. 16. In the current market, in which earnings per share growth rates are higher
than dividends per share growth rates, the earnings per share growth rates overstate investor long-term growth

expectations. 1d.
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In his rebuttal testimony, Dr. Morin argues that the dividend growth rate should be dismissed as an
“outlier,” because it islower than the growth rates for retained earnings and book value per share. P-6 RB, p.
14. Thisargument isbasdess. AsDr. Morin acknowledgesin 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 their earnings retention ratios and thus reducing their dividend payout ratios. P-6 RB, p. 5; RA-3, pp.
6, 7. Dr. Morin has, in effect, failed to take account of the reduced vaue of expected dividend yield in the near
term. RA-3, pp. 6, 8-9. Thereault isasubgtantidly overdtated cost of common equity. RA-1, p. 16.

Another flaw in Dr. Morin's DCF andysisis that he uses afunctiona form of the model which
overdates the “dividend yield’ portion (D/P) of the DCF cdculation. Dr. Morin cdculates the dividend yield by
dividing the “next period” dividend by the stock price. P-6, pp. 34-35. This overdates the dividend yield,
because it divides dividends paid out over a period of time by the current stock price a adiscrete point in time.
RA-3, p. 5. To properly match earnings, the dividends paid out over ayear should be matched with the
average vaue of the stock that produces the dividend over that same year. 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 by 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. RA-3, p. 6. Dr. Morin's
andyds does nothing to address the mismatch, and thus overdtates the dividend yield. 1d.

Improper Implementation of CAPM

Dr. Morin has presented two different forms of the CAPM approach: atraditiona CAPM andyss, and
an empirica approximation to the CAPM, referred to by Dr. Morin as*ECAPM” Dr. Morin's CAPM
anayses subgtantidly overstate the cost of capita for two reasons. Firdt, he used two incorrect methodologies

to estimate the market risk premium. The result is a substantia overstatement of the risk premium (7.0%
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compared to Mr. Copeland’ s 5.85%). P-6, pp. 19, 25; RA-1, p. 14. Second, he further overstated the cost of
capitd in his ECAPM andysis by using the wrong kind of data. RA-1, p. 19.
Overgtated risk premium

Dr. Morin'sfirg risk premium estimate is based on the Ibbotson Associates andys's of stock market
returns versus long-term bonds. P-6, p. 25. This estimate is based on a smple aithmetic mean of the annua
return differences between common stocks and long-term treasury bonds. RA-1, p. 17. The correct approach
for determining a*“long-horizon” risk premium is based on a geometric mean. Id. The difference between the
two gpproaches, and the correctness of the geometric mean, can be seen from a smple example. Suppose an
investor invests $1.00, and redlizes areturn of -50% the first year and +50% the second year, for an ending
vaue of $0.75. The arithmetic mean is zero:

r.= %(0.50-0.50) =0.0

Cdculating aresult of zero would mean that the investor earned an average return of zero over the two yearsin
thisexample. That is clearly an incorrect result.

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

ry = (0.75/1.00)” — 1 = - 0.134.

As Mr. Copdand explained, “[n]o investor with a portfolio origindly worth adollar and only worth $0.75 two
years later would conclude that his or her average return over those two years was zero.” RA-1, Technical
Appendix at 27-28. The geometric average correctly determines that the average return was —13.4 percen.

Asnoted in Mr. Copeland's prefiled testimony, 1bbotson Associates defense of this methodology is interndly
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incongstent and includes an example which actudly proves that the geometric mean is the correct approach.
RA-1, Technical Appendix at 29.

Dr. Morin's states in his rebuttal testimony that he does not “know” of any textbook or journd article
that advocates the use of the geometric mean for the purpose of computing the cost of capitd . P-6 RB, p. 23.
However, Mr. Copdand refersto just such an article in his pre-filed direct testimony, and a copy was provided
to PSE& G in response to adiscovery question. RA-1, p. 18, citing Russell J. Fuller and Kent A. Hickman, “A
Note on Edimating the Higtorica Risk Premium,” Financial Practice and Education, Fal/Winter 1991, Val.
1, No. 2, pp. 45-48. P-18. If Dr. Morin does not “know” of this article, thisis presumably because he has
not thoroughly read Mr. Copeland' s testimony or the discovery response. The article concludes that the
geometric mean isthe correct method by which to calculate the risk premiums. P-18.

Dr. Morin's second risk premium estimate is based on what he refers to as an gpplication of a“DCF
andydsto the aggregate equity market ....” P-6, p. 27. This appears to be based upon a smple “constant
growth” DCF modd and, thus, is subject to the same problems described above with respect to Dr. Morin's
DCF andyss.

Improper use of datain ECAPM analysis

The “ECAPM” methodology is based on empiricd findings that the CAPM methodology produced
downward-biased risk premiums for companies with betas less than 1.00. The ECAPM modd compensates
for this bias by producing arisk-return relationship thet is“flatter” than that produced by the traditiond CAPM
methodology. P-6, p. 29. Dr. Morin, however, has misused the ECAPM modd. The empirica studies upon
which the modd was based employed “raw” or “unadjusted” betas. However, Dr. Morin has utilized published

Vdue Line betas which are aready adjusted to compensate for the bias found in the empirica studies. RA-1, p.
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19. In effect, he has double counted the adjustment needed to reflect the results of the empirical studies. RA-1,
p. 20.
Invalid Risk Premium M ethodologies

In addition to the improperly applied CAPM analyses described above, Dr. Morin has presented two
additiond “risk premium” analyses. Neither andlys's presents a vaid gpproach to estimating the risk premium.

Dr. Morin's Schedules RAM-2 and RAM-3 present arisk premium anadys's comparing returns on
eectric utility stocks and gas digtribution utility stocks to the yield on long-term government bonds. P-6, pp. 30,
31. These schedules improperly base the long horizon risk premium on an arithmetic average. Theresultisa
subgtantia overstatement of the risk premium. RA-1, pp. 20-21.

Dr. Morin'sfind “risk premium” analyd's purports to estimate the cost of equity by comparing the
higtorical risk premiums alowed by regulatory commissions to the contemporaneous levels of long-term
Treasury bond yields. P-6, p. 31. Based on thisandyss, Dr. Morin concludes thet thereis an inverse
relationship between alowed risk premiums and interest rates-in other words, that risk premiums are higher
when interest rates are lower, asin the current market. P-6, p. 32. This andysis should be rgected becauseit is
wrong in concept, and because it is based on an invdid datigtica andyss.

Conceptudly, the “dlowed risk premium” gpproach assumesthat dl eectric utility companies are
comparable in risk and have a congtant risk premium over time. This gpproach aso assumes that regulatory
commissions do not consder any extraneous factors in determining alowed rates of return. As Mr. Copeland
obsarves, “[n]ether of these assumptionsis even remotdy plausble” RA-1, p. 21.

Dr. Morin's satigticd anadyssisinvadid, because the data he uses do not meet the conditionsfor avalid

linear regression. One of the necessary conditions for avalid linear regression is that the data be randomly

23



distributed about thefitted line. RA-1, p. 23. Asis evident from the time plot on page 32 of Dr. Morin's
testimony, thisis not the case with the data used for hisandyss. Dr. Morin's data points are below thelinein
the early years of the time plot and dl abovethelinein the later years of the time plot. RA-1, p. 23. Dr. Morin
attributes this to competition and restructuring, while Mr. Copdand believesit is due to regulatory lag.
However, in ether event, this reationship undermines the validity of Dr. Morin's Satistical andyss. RA-1, p.
24.
Improper Flotation Cost Allowance

Findly, Dr. Morin has further inflated his proposed return on equity by adding a5 percent dlowance
for “flotation cogts.” Dr. Morin makes this adjustment to alow for the costs associated with issuance of
common stock. P-6, pp. 40-41. However, Dr. Morin's proposed adjustment is based on purely hypothetical
assumptions, even though Public Service Enterprise Group issued 17,250,000 shares of common stock in
November 2002, and actud issuance costs could have been utilized in Dr. Morin' sflotation cost andyss. As
Mr. Copeand explained, the market cost of capitd isaforward looking concept. Thus, if the Company can
finance its future capita requirements solely through retained earnings, a flotation cost adjusment will merdy
provide awindfdl to shareholders. RA-1, p. 25. Further, Dr. Morin’s proposed adjustment substantialy
overgtates any plausible estimate of actua flotation costs. Dr. Morin is proposing an alowance that equates to
an annua equity return requirement of $6,750,000. Based on Dr. Morin’s theory, this represents 5 percent of
the equity capita rased every year through public offerings of common stock. Thus, Dr. Morin implicitly

assumes that PSE& G issues $135,000,000 in public stock offerings every year.
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Further, the annua equity return requirement of $6,750,000 equates to a revenue requirement of
$11,400,000. Thisis a subgtantiad burden on ratepayers to reflect a cost which is hypothetical at best. The
proposed flotation cost adjustment should be rejected as unfounded.

Reversal of $170,000,000 Common Equity Infusion

Inits 12 + 0 updates, PSE& G modified its proposed capital structure to include $170 million in
common equity additions that the parent company, PSEG, made to the utility. P-4 (U 12+0), Schedule
ANS-20. Mr. Stellwag's schedule shows that this capita infusion was made on January 21, 2003, i.e., after the
end of the 2002 test year. Mr. Henkes determined that this adjustment was unwarranted and removed it from
his proposed 12+0 schedules. RA-60, Schedule RIJH-2R (12+0 Update), footnote 2. PSE& G's adjustment
was removed from the pro formatest year capitd structure because the capita infusion was made outside of
the test year. In a base rate case, the expenses, revenues, rate base, and the capita structure must match each
other by relating to the same test year. Mr. Stellwag's adjustment violates that ratemaking principle by including
an adjustment that was made after the test year closed. For that reason, this adjustment should be rglected. Mr.
Henkes recommendation changes the ratio of common equity in the capita structure from PSE& G's 41.4450%

to alower amount of 39.5609%. RA-60, Schedule RIH-2R (12 + 0 Update).
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POINT I1

PSE& G’'SDEPRECIATION RATE FOR ITSELECTRIC DISTRIBUTION PLANT

SHOULD BE CHANGED TO REFLECT A 45-YEAR SERVICE LIFE FOR THOSE

ASSETS, THE RELATED DEPRECIATION EXPENSE SHOULD BE ADJUSTED,

AND THE EXCESS DEPRECIATION RESERVE ASSOCIATED WITH THE USE

OF AN EXCESSIVE RATE SHOULD BE AMORTIZED AND RETURNED TO

RATEPAYERSOVER A TWO-YEAR PERIOD.

Depreciation expense isincluded in PSE& G’ s revenue requirement and is passed on to its ratepayers
on virtudly adollar-for-dollar bass. Annud depreciation is determined by applying depreciation rates to plant
invesment.

The Company proposes to change its depreciation rates for its eectric General and Common Electric
plant. P-1, pp. 3-4. Specifically, the Company proposes to conform them to the gas genera plant
depreciation rates which were agreed upon by the parties to the Stipulation resolving the Company’ s recent gas
baserate case.* |d. The Ratepayer Advocate s depreciation witness in the ingtant case, Mr. Michadl J.
Maoras, J., testified that dthough he believes those rates were overstated, he does not object to their use here
because of the much larger depreciation issue in this case, involving the Company’ s eectric digtribution plant
depreciation rates. RA-6, p. 4. For that reason and to focus on more material depreciation issues, the
Ratepayer Advocate does not object to the use of the Company’ s proposed depreciation rates for its eectric
General and Common plant. However, the Ratepayer Advocate does not concede to any underlying
methodology or calculations underlying those rates, specificaly noting thet the proposed rates for Generd and
Common plant were the product of an earlier Stipulation.

At issuein the instant proceeding is the proper depreciation rate for the Company’s eectric distribution

plant. One factor in the development of depreciation rates isthe service life of the asset. As et forth below,

41/M/O PSE& G, BPU Docket Nos. GR01050328, GR01050297 (Order dated January 9, 2002).
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the Company proposes to use a rate which does not accurately reflect the service lives of its eectric distribution
plant assets and, moreover, isin conflict with the rate used as the basis for computing its excess depreciation
reserve in its restructuring, stranded cost and unbundling case.®> The Company is proposing atest year
depreciation expense of $178.4 million. RA-60, Sch. RJH-18R (12+0), line 10.

For the reasons set forth below, the Ratepayer Advocate recommends that Y our Honor and the Board
adopt a depreciation expense of $78.1 million, based on the use of a reasonable depreciation rate for the
Company’s eectric digribution plant assets. RA-6, p. 2, MIM-6; RA-60, Sch. RJH-18R (12+0). Moreover,
as st forth below, the depreciation rate proposed by the Ratepayer Advocate isthe same as that used by the
Board to establish the Company’ s excess depreciation reserve in its Restructuring Case, in an Order
subseguently upheld by the New Jersey Supreme Court.®

A. PSE& G’ S Depreciation Rate for its Electric Distribution Plan Should be Adjusted to Reflect
the Rate Used in ItsRestructuring Case.

At issueisthe proper depreciation rate for PSE& G’ s eectric didtribution plant. The depreciation rate
isaproduct inter alia of the service lives of the underlying assets. PSE& G argues that the depreciation rate for
its eectric digtribution assets should not be changed, notwithstanding the fact that the corresponding rate wasin
effect for at least 26 years.” The Company’s proposed rate, 3.52 percent, is based on a 28-year service life

for the assets. The Ratepayer Advocate recommends that a rate of 2.49 percent be used for the eectric

51/M/O PSE& G’s Rate Unbundling, Stranded Costs and Restructuring Filings, BPU Docket Nos. EO97070461, EO97070462
and EO97070463 (“ Restructuring Case”).

6/M/O PSE& G’s Rate Unbundling, Stranded Costs and Restructuring Filings, BPU Docket Nos. EO97070461, EO97070462
and EO97070463 (Final Decision and Order dated August 24, 1999) (“ Restructuring Case Final Order”); Inre Pub. Serv. Elec
& Gas Co., 167 N.J. 377 (2001).

"Mr. Bachmura’s testi mony from the Company’s 1976 base rate case shows that the electric distribution plant depreciation
rate in effect at the time that case was filed was 3.52 percent. RA-4, p. 16. Furthermore, at hearing in the present case Mr.
Bachmura conceded that the distribution plant depreciation rate of 3.52 percent was in effect before June 31, 1976. T234:L16-
20.
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digtribution plant, reflecting a service life of 45 years. The Company’s proposed depreciation rate should be
rejected for severa reasons, as set forth below.

Firdt, the Company’ s proposed depreciation rate is not the rate used to set its excess depreciation
reservein its Restructuring Case. Inits Find Decision and Order in that case, the Board found that PSE& G
had an dectric distribution plant depreciation reserve excess of $568.7 million.2 Notably, the Board's Final
Decision and Order in that case was subsequently upheld by the New Jersey Supreme Court.

An excess depreciation reserve means that the reserve istoo high. Ratepayer Advocate witness
Michad Mgoros found that PSE& G’ s depreciation reserve was too high because of the service life parameter
underlying the current depreciation rate. RA-6, p. 5. The Company’ s depreciation rate for eectric distribution
plant was last set inits 1993 base rate case, with a 28-year service life and zero percent salvage vaue. RA-6,
MIM-3 (response to RAR-DEP-53). Mr. Mgoros found that the 28-year life istoo short, thus resulting in an
excessve depreciation rate. RA-6, p. 5. The gpplication of an excessve depreciation rate to plant balances
results in excessve depreciation expense. 1d. An excessve depreciation reserve isthe result. 1d.

The most compelling evidence supporting the use of alonger service life for PSE& G’ s dectric
distribution plant comes from the Company itsdlf. In testimony filed in PSE& G's Restructuring Case, Company
witness Mr. Robert C. Krueger, Jr. pecificaly requested “that the average service life used to establish
depreciation for the Company’ s distribution plant investment, identified on the attached Schedule RCK-E2, be
extended from 28 to 45 years."° In that testimony, Mr. Krueger aso set forth the appropriate depreciation
rates for both a 28-year and 45-year service life:

“[o]ur specific proposd in this proceeding is to remove the amount in excess of the cdculated
theoretica reserve and amortize it over seven years. In addition, the depreciation rate would

8Restructuri ng Case Final Order, p. 115.
% nrePub. Serv. Elec & Gas Co., 167 N.J. 377 (2001).
10RA-6, MJIM-3 (testimony appended to response to RAR-DEP-53).
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be recaculated to reflect a 45-year life instead of the current 28-year life. By way of example,
balances at December 31, 1996 produces [sic] an approximate $32 million expense reduction
attributable to the depreciation rate change from an average rate of 3.52 percent to 2.49
percent and a further reduction of $62 million per year attributable to the accelerated
amortization of the excess reserve baance over the transition period.**

The Board adopted the excess depreciation reserve caculation of $568.7 million, which resulted from the
gpplication of the parameter changes advocated by Mr. Krueger, namely the extension of the useful life from 28
yearsto 45 years.*? Furthermore, in its Per Curiam Opinion upholding the Board' s ruling in PSE& G's
Restructuring Case, the New Jersey Supreme Court acknowledged the import of lengthening the service
(useful) lives of the Company’ s dectric digtribution plant assets:

The excess depreciation reserve fund resulted from changing the useful life of the company’s

digtribution plant assets from twenty-eight years to forty-five years. By lengthening the useful

life of its assets, a substantial excess depreciation reserve accrued on PSE& G’ s balance shest.

Inre Pub. Serv. Elec & Gas Co., 167 N.J. 377, 388-389 (2001).
Although the 28-year life parameter and resulting 2.49 percent depreciation rate formed the basis of the
Company’ s excess depreciation reserve gpproved by the Board in its Restructuring Case, the Company did not
subsequently adjust its electric depreciation rates to reflect those changes®® Asaresult, Mr. Mgjoros found
that the Company’ s additiona excess depreciation reserve has grown.

The excess depreciation reserve amount cited in the Restructuring Case, $568.7 million, was cdculated
as of December 31, 1998. RA-6, p. 6. PSE& G's additiona excess depreciation reserve has grown since

then. Mr. Mgoros found that the additional excess depreciation reserve created during 1999, 2000, and 2001,

amounted to $115.0 million. RA-6, p. 9, MIM-5. The additiona excess depreciation reserve resulted from the

11RA-6, MJIM-3, (testimony appended to response to RAR-DEP-53), p. 9 of 11.[Emphasis added.]
12Restructuring Case Final Order, p. 115.
13RA-6, MJIM-4 (response to RAR-DEP-62).
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application of the 3.52 percent depreciation rate (based on a 28-year life), instead of the 2.49 percent
depreciation rate (based on a45-year life). RA-6, p. 9.

Adde from the ample support et forth above for the recommended change in the depreciation rate for
PSE& G's dectric distribution plant assets, the rate itsdlf is eminently reasonable in its own right, contrary to the
assartions of PSE& G’ s depreciation witness. PSE& G witness Robert W. Bachmuratestified that the 2.49
percent rate would not “survive an end result reasonablenesstest.” P-9-RB, p. 4. However, Mr. Bachmura's
testimony on reasonablenessis clearly at odds with the testimony of PSE& G witness Mr. Krueger in its
Restructuring Casg, cited above. Furthermore, Ratepayer Advocate withess Mr. Mgoros tested the continued
reasonableness of the 2.49 percent rate and found it to be areasonable rate. RA-7, p. 5. To test the continued
reasonableness of the 2.49 percent rate, Mr. Mg oros compared the average service lives underlying the 2.49
percent rate to the lives identified by the Company in apartid year 2000 depreciation study. RA-7, p. 4. Mr.
Magoros found that the average lives of the plant assets are getting longer and, therefore, concluded that the
2.49 percent rate continues to be reasonable. 1d.

In the Restructuring Case, Mr. Krueger testified that there were two ways to address the excess
depreciation reserve;

Thefirg isto utilize it in the calculation of the new depreciation rate which would reduce the

rate for the remaining 25-year period. The second would be to amortize it over a shorter

period of time maintaining the depreciation rate a a higher leve "1
Mr. Mgoros found that under the first dternative, the resulting depreciation rate would be much lower than
2.49 percent, “probably about 2.00% or less.” RA-6, p. 8, lines 12-13. Under the second dternative, Mr.
Majoros found that it would be proper to use the 2.49 percent depreciation rate. RA-6, p. 8. Furthermore,

Mr. Mgoros found that even if either of the aternatives to address the excess depreciation reserve posited by

14RA-6, MJM-3 (testimony appended to response to RAR-DEP-53), p. 5.
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Mr. Krueger in the Restructuring Case were adopted, “in neither case would it be appropriate to retain the
exising 3.52% rate” RA-6, p. 8, lines 15-16.

Findly, Mr. Bachmura s attempt to use a comparison of the 2.49 percent depreciation rate for eectric
digtribution plant to asample of the composite rates for asample of utilities is unconvincing. P-9-RB, Sch.
RWB-2-RB. Notably, Mr. Bachmurarelied on Statistics gathered jointly by the Edison Electric Indtitute
(“EEI") and the American Gas Association (*‘AGA”). RA-7, MIM-8 (response to RAR-DEP-73). Both the
EEI and AGA are trade groups representing the utility industry. Mr. Mgoros examined the support for the
survey provided by PSE& G. Mr. Mgoros found that the rates are at least four years old and he believes that
they are weighted-composte rates, concluding “it would only be coincidentd if these composites would be the
same today asthey were four yearsago.” RA-7, p. 6, lines6-8. A weighted composite rate might reflect
various plant investment mixes, depending on how the dallars of investment are distributed in the function. The
plant investment mix would likely vary among the companieslisged. A weighted composite rate would dso
reflect various methods, procedures and techniques to caculate such rates. Mr. Mgoros aso believed that
mogt of the rates " are incorrect as aresult of recent generdly accepted accounting principles (*GAAP’) and
Federd Energy Regulatory Commission (“FERC”) actions,” namely the adoption by the FASB of SFAS 143.
Id., lines8-17. Due to the age of the Statistics presented by Mr. Bachmura, none of those rates reflect the
current treatment of asset retirement obligations, as required by SFAS 143.

Additiondly, Mr. Mgoros noted the different circumstances that exist in New Jersey and in the other
States represented in the statistics presented by Mr. Bachmura. Id., pp. 6-7. In response to a discovery
request, Mr. Bachmura provided additiond information regarding each State on his schedule.®® Mr. Mgjoros

examined the supporting data provided by Mr. Bachmura and found that New Jersey was the only State in the

5RA-7, MJIM-8 (response to RAR-DEP-73).
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survey that has both restructured and unbundled rates. RA-7, MIM-9. Thisled Mr. Mgoros to conclude that
“the circumstances among dates are so different as to render Mr. Bachmura s schedule meaningless” RA-7, p.
7,lines 6-7. In sum, the summary figures presented by Mr. Bachmura do not support the use of a 3.52 percent
depreciation rate for PSE& G’ s dectric distribution plant.

B. PSE& G’s Annual Depreciation Expense Should be Adjusted to Reflect the Proper

Depreciation Rate.

Mr. Mgjoros recommends that the ectric distribution plant depreciation rate be set to 2.49 percent,
instead of 3.52 percent. RA-6, p. 9. Asset forth above, the 2.49 percent rate is the same as that established in
the Company’ s Restructuring Case and is based on a45-year servicellife. In contrast to the testimony
supporting a45 year service life filed by PSE& G witness Mr. Krueger in the Company’ s Restructuring Case,
the 3.52 percent rate advocated by PSE& G in the instant case is based on a 28-year sarvice life.'
Furthermore, Mr. Mgjoros found that the 2.49 percent rate continues to be reasonable. RA-7, p. 5. The
recommended change in the depreciation rate will adjust the depreciation rate to be consstent with the excess
depreciation reserve established in the Company’ s Restructuring Case and amortized in this proceeding. The
recommended adjustment will reduce annua depreciation expense by approximately $42.6 million. RA-6, p. 9,
MJIM-5.

C. PSE& G’s Excess Depreciation Reserve Should be Returned to Ratepayers Through a Two-

Year Amortization Credit.

As aresult of the Company’ s decision not to change the depreciation rate to 2.49 percent on its books,
its excess depreciation reserve has grown since 1998. This additional depreciation excess reserveisthe

differentid accumulated on the Company’ s books since December 31, 1998, as a result of the application of

16RA-6, MJIM-3 (testimony appended to response to RAR-DEP-53).
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the current 3.52 percent rate rather than the proper 2.49 percent rate. Mr. Mgoros caculated the additiona
excess resarve depreciation which accumulated in 1999, 2000, and 2001 and found that it totaled $115 million.
RA-6, p. 9, MIM-5.

The Find Decision and Order in the Company’ s Restructuring Case st forth the method by which the
December 31, 1998 excess depreciation reserve would be amortized:

An excess dectric digtribution [depreciation] reserve in the amount of $568.7 million isto be

amortized over three years and seven months beginning on January 1, 2000 and ending July 31,

2003. Amortization amounts will be $125 million in the year 2000, $125 million in the year

2001, $135 million in the year 2002, and $183.7 million in the year 2003.%
Mr. Magjoros recommended that the excess depreciation reserve which developed since December 31, 1998,
be amortized to base rates over the remaining two years of the origind amortization period set forth in the
Board's Find Decison and Order in the Company’ s Restructuring Case. RA-6, p. 9. Mr. Mgoros
amortization recommendation is congstent with the Board' s ruling in the Restructuring Case.
D. Conclusion

As demondtrated above and in the testimony of Ratepayer Advocate witness Michad J. Mgoros, the
Ratepayer Advocate respectfully submitsthat Y our Honor and the Board should adopt the following
recommendations.

(1) The depreciation rate for eectric distribution plant should be set at 2.49 percent and the expense
alowance for depreciation should be adjusted accordingly; and

(2) The excess depreciation reserve which developed since December 31, 1998 should be amortized

to base rates over the remaining two years of the origind amortization period set forth in the Board' s Findl

Decision and Order in the Company’ s Restructuring Case.

17Restructuring Case Final Order, p. 115.
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POINT 11
PRO FORMA UTILITY OPERATING INCOME

The Company has proposed atotal pro formatest year operating income of $88,450,000 based on its
12+0filing data. P-3 U 12+0, Schedule ANS-3, p. 2. PSE&G'sorigind rate increase request in this matter is
$250,000,000. P-4, p. 1, 1. 13-16. Asshown on exhibit RA-60, Schedule RJH-4R (12+0 Update), Mr.
Henkes recommends operating income adjustments that would increase the Company’ s proposed pro forma
operating income to arecommended pro formatest year operating income level of $183,181,000, or an
increase of $94,731,000. Each of these recommended operating income adjustments is discussed below. Mr.
Henkes recommended revenue requirement increase is $82,231,000. RA-60, Schedule RIH-1R, line 7 (12+0
Update).
A. Other Operating Revenue Adjustments

In Mr. Henkes origina testimony and the supplementa 9+3 testimony, he made nine adjustments that
increased the Company’ s operating income. RA-49, Schedule RJH-8 and RA-50, Schedule RJH-8R. These
adjustments were based on comparing the Company’ s origind and 6+6 filings to later updates. In Mr. Henkes
Schedule RJH-8R (12+0), dl but one of these adjustments has been replaced by the Company’ s actud
revenue figures, S0 that the only remaining issue is the fiber optic congtruction revenues and pole and duct renta
revenues.

Q[MR. HOFFMAN] Now, again we go to RJH-8R for a second and this is the other
operating revenue podition?



A [MR.HENKES]  Correct, right.

Q And isit correct that the only issue that is going to be left here isthe fiber optic
construction and pole and duct renta revenues? Isthat correct?. . .

A Yes

Q When you - - when you update the late payment charges, thiswill be whatever, whatever they
will be. Isthat correct?

A Thet's correct.
T1380:L13- T1381:L5

As shown on line 5 of exhibit RA-60, Schedule RJH-8R (12+0 Update), the Company includes no

revenues from fiber optic construction and pole and duct rental, while Mr. Henkes includes $3,413,316.18 That

figure is admitted by the Company in its exhibit P-43. These are revenues recaived for the ingtalation and
maintenance of telecommunication equipment on the Company’s poles and ducts. RA-49, p. 24, lines 11-15.
The Company proposes to account for these revenues and expenses “below the ling’ and, therefore, dl
of the net margins would go to the benefit of shareholders. The Company's judtification for this unfair treatment
is that the activities to which these revenues and expenses are related are a competitive wholesd e service and
not aretail eectric distribution service. T1230:L4-15. However, the Company has also admitted that the
poles, duct banks and towers to which this communications equipment is attached are dl included in the
Company's utility plant in service in rate base. T1230:L16 - T1231:L6; RA-33. Obvioudy, the ratepayers are
paying for the utility plant in service and are entitled to al the net margins that are crested by using that
equipment. RA-51, pp. 6-7. PSE& G has also admitted that the depreciation expenses, property taxes and
operations and maintenance expenses associated with this utility plant are dso included in the utility's cost of

sarvice. T1231:L7-17; RA-33. It would be entirely unreasonable to require customers to pay for the plant and

BMr. Henkes adopted the Company’s removal of prior years' revenues and deducted the 2002 expenses from the 2002
revenues.
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the expenses to maintain and operate the plant, but deny them the revenues that arise soldly from the use of this
plant for communications equipment. Therefore, the only reasonable trestment for these net revenues is to credit
them againg the utility's expensesin base rates.

That is the same ratemaking treatment that is afforded to the utility's gppliance services business.
T1232:L.4-24. PSE& G uses utility equipment and utility employees to maintain, repair and replace heating and
cooling equipment and other gppliances such as dishwashers and refrigerators. The utility chargesthe
customers who use these gppliance services separately from the charges for their utility service. However, the
Board has consstently required the utility to account for the net margins for the services "above the ling" so that
the ratepayers who fund the equipment and employees who perform these appliance services receive the net
benefits that come from the use of those employees and that utility plant. Y our Honor and the Board should
rgect PSE& G’ srefusd to provide the ratepayers with the net benefits arising from the equipment they fund and
should adopt the Ratepayer Advocate's proposd to treat these net revenues above the line.

The Ratepayer Advocate's recommendation is fully consstent with Board policy on these issues as can
be seen from the Board's decison in other cases. I/M/O the Petition of Gordon’s Corner Water Company,
BPU Docket No. WR00050304 (Order dated July 12, 2001). Similarly, the Board required an electric utility
to gpply dl net revenues derived from use of its fadilities, including revenue from leased fiber optic capacity, to
be applied to the benefit of ratepayers. I/M/O JCP&L, BPU Docket No EE97050350 (Order dated
December 17, 1997).

B. Year End Cusomer Revenue Annualization Adjustment

Mr. Henkes recommended an adjustment to PSE& G test year revenue to account for growth in the
number of customers from the beginning of the test year to the end of the test year. His adjusment is
$9,220,000 prior to associated Board and Ratepayer Advocate assessments and income taxes. After
accounting for these associated expenses and income taxes, his recommendation increases operating income for

the test year by $5,453,000. RA-60, Schedule RJH -9R (12+0 Update). By contrast, PSE& G's proposed test
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year revenues are ingppropriately based on the average number of customersin the test year and not the
number of customers on the utility's system at the end of the test year. RA-49, p. 30, lines 8-9.

PSE& G contradicts its own position on customer growth at the end of the test year by proposing to use
the amount of dollarsinvested in rate base at the end of the test year rather than using the average test year
plant. Thefigure for rate base a the end of the test year is higher than the average test year plant investment.
Using the year-end figures for rate base and using the average test year figures for the number of customers
results in a mismatch because the test year revenues would not properly match the year-end plant investment.
PSE& G dso proposes to annudlize its depreciation expense based on plant investment at the end of the test
year. That proposd further emphasizes amismaich in PSE& G’ s decision not to annualize revenues to account
for customer growth throughout the test year.

As gtated by Mr. Henkes, “The BPU has along-standing and well-established policy that the
ratemaking use of test year-end rate base and annualized depreciation expenses based on test year-end plant
be appropriately ‘matched’ with the ratemaking use of annualized test year revenues based on customer growth
up to the end of thetest year.” 1d., pp. 30-31. Mr. Henkes cited two previous PSE& G base rate casesin
which the Company refused to annudize revenues to account for customer growth up to the end of the test
year. In those two cases the Board adopted the Adminigtrative Law Judge's (ALJ) decison to require the
customer growth revenue adjustment.

In the first cited case, the ALJ stated:

... anormalization adjustment should be made for test year-end customers. It is a proper

adjustment because it matches the (test) year-end plant with the (test) year-end level of

customers, and thusis consstent with the Board's clearly enunciated “matching” principle.

BPU Docket No. 837-620.
Mr. Henkes noted that the Board adopted the AL J decision on thisissue.
In the second cited case, the ALJ stated, "I agree with Staff and Rate Counsdl that the Board has

cong stently recognized the gppropriateness of this adjusment.” BPU Docket No. ER85121163. Mr. Henkes
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noted that the BPU a so adopted the ALJ decision on thisissue in the second case. Mr. Stellwag argued in his
rebuttd testimony that this customer growth revenue adjustment should not be made so that the Company
would be afforded an attrition dlowance. P-4-RB. Mr. Henkes pointed out in his surrebuttal testimony that the
Board previoudy reected this same attrition argument that PSE& G made in the previous base rate case under
docket number ER85121163. RA-51, pp. 7-8. In that case, the Board adopted the Initid Decision that
concluded:

. . . petitioner’ s trition argument has been expresdy addressed by the Board in Atlantic City
Electric’'s most recent rate case, BPU Docket ER8504434, Decision and Order of the Board
dated April 3, 1986 a p.3. After consdering petitioner’s earnings attrition argument | noted
that the Board obvioudy consdered same in the Atlantic City Electric case and that thereisno
just reason presented in this case to depart from Board policy. . . ..

[ALJInitid Decision, pp.119-120, OAL Docket No. PUC 231-86].

When calculating his customer growth revenue adjustment, Mr. Henkes recognized that he should not
amply use the number of customers on the utility system at the test year end on December 31, 2002. The
reason for thisis that the number of customers on the utility's system fluctuates somewhat from month to month.
RA-49, p.32. Mr. Henkes used the following method to calculate the adjustment:

It is reasonable to assume that the Company’ s actua average test year plant in service
is gpproximately equivaent to the actud plant in service level during the mid-point of the test
year. Therefore, the difference between the proposed test year-end plant level and the average
test year plant level essentiadly represents one-haf year’ sworth of growth in the Company’s
plant investment level. Since the Company’ s proposed test year revenues are based on the
average number of customers, the gppropriate revenue annuadization adjustment should smilarly
be based on one-hdf year’ s worth of growth in the number of customers of the Company.
From the response to RAR-A-87, origind filing workpaper 110 and 6+6 filing workpaper page
27, one can caculate that the 3-year average annua compound growth rate for the Company’s
average number of customers during the most recent period 1999 B 2002 (6+6) has been as

follows
Residentid: 0.8%
Commercid 1.3%
Industrial (0.9)%

Street Lighting 0.8%
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| recommend that the revenue annualization adjustment for customer growth up to the end
of the test year be calculated by (1) taking one-haf of the above-referenced annua growth
rates, (2) applying this haf-year growth rate to the average number of customers for the 6+6
test year to determine the test year “annudized’ number of customers, consisting of the average
test year number of customers plus one-haf year’ s worth of customer growth; (3) determine the
margin revenues by applying the weether-normalized test year consumption per customer to the
“annuaized’” number of customers determined in step 2 and pricing the resulting kwh
consumption out at current tariffs, and findly (4) comparing these annudized margin revenues
determined in Step 3 to the margin revenues reflected in the 6+6 test year filing, in total and by
customer category.
RA-49, pp. 33-34.1° As dtated above, after updating the data for the 12+0 test year results, Mr. Henkes
adjustment is $9,220,000 prior to income taxes and BPU and Ratepayer Advocate assessments. After
accounting for these associated expenses and income taxes, his recommendation increases operating income for

the test year by $5,453,000. Schedule RJH -9R (12 + 0 Update).

C. Reversal Of Labor O& M Ratio Normalization Adjustment

In his exhibit RA-60, Schedule RJH-4R (12+0 Update), Mr. Henkes recommends reversal of
PSE& G’ s expense adjustment in which the Company increased the ratio of |abor expense that it books to
O&M. This recommended adjustment increases PSE& G's operating income by $9,892,000. PSE& G
increased its labor O&M ratio for the test year 2002 above the actua operating results because it claimed that
the test year would not be representative of the time when the new base rates would be effective. PSE& G
claimed that unseasonably warm wesather in 2002 increased the capita additions for the test year and thereby
reduced the ratio of labor expense booked to O& M. T1207:L19-25; T1412:L.14-18. For thisreason,
PSE& G increased the [abor O& M ratio to 62.7%, thereby increasing its proposed revenue requirement.
T1208:L2-6. Mr. Henkes did not find the Company's reasoning convincing and reversed the increase and

adopted the actual test year labor O&M rétio:

19This method was updated to reflect the 12 + 0 actual results.
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I'm aware of the testimony of Mr. Cistaro where he says that due to the unseasonably
warm wegther in the 2002 winter that suddenly now thislabor O & M ratio, that'swhy it's so
abnormdly low.

| don't buy that theory at dl. | think it'slow or much lower than it wasin prior years
because of this very large employee transfer to the service company. If you buy into this
theory, then you may aswell say that | believe the fall and the winter of 2002, and by that |
mean October, November and December of 2002 were unseasonably cold.

| think it was very abnormally cold weether, and that will result in accordance with his
theory in ahigher labor O & M ratio. That will be reflected in your 12 and O update.

So | think once the 12 and O updateisin, those two alegedly weether reated impacts
on thelabor O & M ratio will offset each other.

T1412:L.14 - T1413:L10.
PSE& G modified its adjustment to the labor O&M ratio severd timesin thiscaseand did soina
contradictory manner. As outlined in his surrebutta testimony, Mr. Henkes Stated:

Mr. Stellwag's rebutta testimony regarding the normaization of the O&M expense
ratio represents a clear example of two opposing and internaly incong stent arguments made by
him on the same subject in his direct and rebutta testimonies with the clear intent to increase the
Company’s indicated revenue requirement in this case. As shown on his Schedule ANS-22
(6+6 Update), in the Company’ s direct case, Mr. Stellwag proposed specific fringe benefit
expense normdization adjustments based on the argument that the pro forma fringe benefit
O&M expenseratio should be equa to the pro forma saary/wage O& M expense ratio of
65.1%. In other words, at that time it was Mr. Stellwag' s position that, Snce sdaries and
wages and |abor related fringe benefits are so closdly related, the O&M expenseratio
gpplicable to sdaries/wages and fringe benefits should be the same. As shown on his Schedule
ANS-22 (6+6 Update), Mr. Stellwag' s proposed adjustment based on this argument increased
the Company’ s revenue requirement. . . . .

In his rebutta testimony, Mr. Stellwag is suddenly taking the opposite position of what
he argued in his direct tesimony. Specificdly, Mr. Stellwag is now claming on page 16 of his
rebuttd testimony that the labor and fringe benefit O&M ratios should never be equa and that
the labor O& M ratio “is dways higher than the corresponding year’ sfringe O&M ratio. . . .”
Mr. Stellwag then estimates, without any support, that the labor O&M ratio “tendsto be
approximately 2% higher” than the corresponding fringe benefit O&M ratio. He then addsthis
2% to the average fringe benefit O&M ratio of 60.8% from the Company’s 2003 Operating
Plan in order to judtify the new labor O&M rétio of 62.7% which the Company is now
apparently proposing to use for ratemaking purposes in this case.

Y our Honor and the Board should summarily dismiss the inconsstent positions and the
unsupported newly proposed labor O&M ratio of 62.7% reflected in Mr. Stellwag' s rebuttal
tesimony. Ingtead, they should rely on the information contained on pages 35 B 41 of my
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direct testimony in their determination of the gppropriate labor O&M ratio to be used for
ratemaking purposesin this case.

In his“9+3" updated direct testimony, Mr. Stellwag has once again changed course and
istaking a pogtion completely opposite of the pogition he takes in his rebuttd testimony. While

he argues in his rebuttal testimony that the labor O& M ratio should never be equd to the fringe

benefit O& M ratio, in his“9+3" updated direct testimony (see schedule ANS-22 Update 9+3)

he takes the position that the test year labor and fringe benefit O& M ratios should be equd to

each other. Thisisanother reason why Y our Honor and the Board should reject Mr.

Sdlwag's ever-changing and incongstent pogitions regarding the normaization of O& M

expense ratios.

RA-51, pp. 8-10.

Another reason to reject the Company's position is that it has made severd mathematical errorsin
caculating the labor O& M ratio adjustment. These errors are described more fully in Mr. Henkes
supplementd direct testimony. RA-50, pp. 11-12; T1335:L9 - T1338:L10. These provide ample reasons to
regject the Company's adjustment and adopt the recommendation of the Ratepayer Advocate.

D. Removal Of Incentive Compensation Expense

Mr. Henkes has proposed to remove $3,378,000 from test year expenses that PSE& G included for
the incentive compensation program for its officers, top management and other employees. RA-60, Schedule
RJH-10R (12+0 Update). This adjustment would increase the utility operating income by $1,998,000. RA-60,
Schedule RJH- 4R (12+0 Update). Mr. Henkes describes the Company’ s incentive compensation plansin his

direct testimony:

The response to S-PREV-56 has the following descriptions of these three incentive
compensation plans.

Long-Term Incentive Plan (LTIP)
Participation in the LTIP islimited to officers and senior level associates. Stock options
granted at fair market vaue are the primary vehiclesused in the LTIP.

Management Incentive Compensation Plan (MICP)

MICP is consdered a short-term annua incentive compensation plan for PSE& G
officers aswell as other officers throughout the Enterprise. MICP is designed to motivate and
reward officers for achievement of individua gods, business unit gods and overal company
results. This plan, together with salary and benefit programs, is designed to provide overal
compensation which is competitive. Individua officer incentive goals are based on a* balanced
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scorecard” gpproach in each participant’s area of responsibility and relates to business plans,
financia targets, cusomer service and other key objectives. A portion of an individud’s award
isinfluenced by overd| corporate financid performance.

Performance Incentive Plan (PIP)

All PSE& G MAST associates participate in PIP. Similar to MICP, the Performance
Incentive Plan is consdered a short-term annua compensation plan. The overall objective of
the program is to provide market based tota compensation opportunity (sdary plus incentive)
that is competitive with smilar positions found in other energy services organizations. Similar to
MICP, awards are driven, in part, by overal corporate performance aswell as business unit
results which measure customer service/satisfaction, productivity, and employees safety.

RA-49, pp. 42-43.

The incentive compensation is being paid to the Company’ s officers, senior management and MAST?
employees in addition to their current “regular” compensation. Mr. Henkes noted that this“regular”
wage/sdary compensation has experienced steady increases from year to year including increases of 3.5% to
5.1% during the years 2000 to 2002. 1d., p. 43. The Company also increased its revenue requirement to
reflect salary increases of 4% effective April 2002 and another 4% effective April 2003. Mr. Henkes gave
severd ressons for his recommendation.

Under the LTIP, the criteriafor determining the plan awards are solely a function of corporate financia
performance and are intended to more closely dign the executive' s interests with the long-term interest of
PSEG shareholders. Similarly, for the MICP and PIP plans aportion of an individud’ s awards under these
plans are determined by the achievement of pre-determined overdl corporate financid performance goas such
as improvements in return on investment, earnings per share, etc. The shareholders of the parent corporation,
PSEG, are the primary beneficiaries of such corporate financid performance improvements. For those reasons,
PSEG’ s stockholders should be made responsible for these discretionary codts.

Furthermore, the Company’ s recent (2000 - 2002) overdl average wage and sdary increases for
executives and MAST associates have averaged between 4.1% and 4.3% per year and the Company has

proposed pro formawage and sdary increases of asmilar magnitude in this case. Given the recently

20 MAST employees stand for Management, Administrative, Secretarial and Technical employees.

42



experienced and currently continuing low inflation rates, the Company’ s recent actud and proposed pro forma
wage and saary increases would appear to be quite generous and more than adequate. It would be excessve
to have the ratepayers additiondly fund the incentive compensation expense claimed in this case.

Also, the Company has not presented any evidence demondtrating the specific benefits that are accruing
to the ratepayers as opposed to PSEG' s shareholders as aresult of these incentive compensation plans for
which these same ratepayers are asked to pay 100% of the costs. Neither has the Company presented a shred
of evidence in this case showing that there is any gppreciable difference in the productivity level of PSE&G's
executives and MAST employees as adirect result of the incentive compensation paid out by the Company.
Id., pp. 44-45.

More importantly, Mr. Henkes pointed out that the Board has a specific policy disdlowing these types
of incentive compensation plans from rates. Mr. Henkes quoted from two base rate cases in which the Board
disalowed these expenses. In its Find Decision and Order in the Jersey Centrd Power & Light Company
(JCP&L) baserate case, Docket No. ER91121820J, dated February 25, 1993, the Board stated on page 4 of
this Decison and Order:

We are persuaded by the arguments of Staff and Rate Counsdl that, at thistime, the

incentive compensation or “bonus’ expenses should not be recovered from ratepayers. The

current economic condition has impacted ratepayers financid dtuation in numerous ways, and

it is evident that many ratepayers, homeowners and businesses aike, are having difficulty paying

ther utility bills or otherwise remaining profitable. These circumstances as well asthe fact that

the bonuses are sgnificantly impacted by the Company achieving financid performance godls,

render it ingppropriate for the Company to request recovery of such bonusesin rates at this

time. Especidly in the current economic climate, ratepayers should not be paying additiona

costs to reward a select group of Company employees for performing the job they were

arguably hired to perform in the first place.

Mr. Henkes also criticized Mr. Cidaro’' s statement that the circumstances in the JCP& L case were
different than those now in this PSE& G case. The conditionsin thisingtant electric base rate proceeding are
grikingly smilar to, or even worse than, the conditions surrounding the incentive compensation issuein the

JCP& L case. Dueto the current economic conditions, it is reasonable to assume that many of the Company’s
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ratepayers are suffering from economic hardships and may have trouble paying their bills and kegping or finding
employment. RA-52, p. 4. Furthermore, as discussed before, PSE& G’ s three incentive compensation
programs are e@ther fully or partidly driven by the Company achieving financid performance gods for the
benefit of shareholders of the parent corporation. 1d., pp. 45-46.
In the fully-litigated 2001 Middlesex Water Company base rate case, the BPU Staff stated on page 37
of itsInitid Brief with regard to Middlesex’ s incentive compensation expenses.
Steff is persuaded by the arguments of the RATEPAY ER ADVOCATE that, a thistime, the
incentive
compensation expenses should not be recovered from ratepayers. According to the
record, incentive compensation expenses have tripled since 1995. In addition, the record
aso indicated that the bonuses are sgnificantly impacted by the Company achieving
financia performance goas. These factslend strength to the RATEPAYER ADVOCATE's
pogtionthat itis
inappropriate for the Company to request recovery of bonusesin rates at thistime.
Whilethe ALJin that case ruled that 50% of Middlesex’ s incentive compensation expenses could be
recovered in rates, the Board overruled the ALJ and ordered that 100% of these incentive compensation
expenses be removed from Middlesex’srates. 1d., p. 46. PSE& G attempted to counter Mr. Henkes
recommendation by claming that its incentive compensation program is not Smilar to the one disalowed by the
Board in the above JCP& L case. P-2-RB, pp. 20-21. Mr. Henkes disagreed strongly with this argument. In
his supplementa surrebutta testimony, Mr. Henkes compared the incentive compensation plans of PSE& G and
JCP& L. He quoted from a PSE& G data response saying that the overal objective of these programsis“to
provide market based total compensation opportunity (salary plus incentive) that is competitive with smilar
positions found in other energy services organizations” RA-52, p. 2.
Mr. Henkes aso pointed out other smilarities between the utility plansincluding the fact that the
program awards are paid out as annua lump-sum cash payments and that both programs are tied to financia
performance criteria among other criteria. He criticized PSE& G’ s attempt to digtinguish its plan from JCP& L

by saying that its plan is not abonus plan. Thisis Smply a game of semantics. Expenses that are permitted in
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rates should not be based on a game of semantics. On pages 2 and 3 of his surrebuttal testimony, Mr. Henkes
quoted extengvely from the Board order in the JCP& L case describing the JCP& L plans and showing their
amilaritiesto the PSE& G plans. For the above reasons, Y our Honor and the Board should rgject PSE& G's
attempt to distinguish its incentive compensation plans from those the Board disallowed in the JCP& L case.
PSE& G’ s incentive compensation plans should not be included in rates.

E. Reversal Of PSE& G’s Restructuring Cost Amortization

PSE& G proposed to include in rates a four-year amortization of $49.4 million in restructuring
expenses?! It clamed that these costs were incurred to comply with the Electric Discount and Energy
Competition Act (EDECA). Among these restructuring costs are expenses related to the program dlowing
customers to choose an dternate energy supplier and other cogts to transfer the utility's generation assetsto its
unregulated affiliate. Aswill be described more fully below, Mr. Henkes disallowed these expenses as being
inadequatdly supported. Mr. Stelwag modified his recommendation by proposing that if the amortizationis
permitted, then the revenues collected would be compared to the costs deferred and that any revenues
exceeding the deferred costs would aso be deferred and returned to customers in the next base rate case.
T1211:1.18-24.

The Company's amortization proposd is not based on any specific Board orders following the deferra
and amortization of these expenses, but relies entirely on the Company's interpretation of EDECA and the
legidation's requirements. Mr. Henkes demonstrated that PSE& G never showed any extraordinary
circumstances that would justify the use of deferred accounting and that the utility never attempted to show that
itsfinancid integrity would be endangered without the amortization. Mr. Henkes stated that EDECA did not

gpecify that thistype of restructuring costs could be amortized in this way. He also stated that some of these

2 Approximately $34 million in restructuring costs plus the balance of the $49.4 million consisting of carrying charges
calculated on the deferral from June 2000. RA-49, p. 50.
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cost categories were dready included in PSE& G's base rates including expenses for labor, information
technology, accounting, tax, human resources, legd and regulatory costs, and outside services for consulting
and financid sarvices. RA-49, pp. 53-54. It would be patently unreasonable to have charged ratepayers for
these categories of costsin base rates during the Trangtion Period and now aso prospectively charge
ratepayers for these additional retroactive expenses incurred during the Trangition Period without giving
ratepayers the benefit of expense reductions that occurred during this retroactive period. For these reasons, the
Ratepayer Advocate urges 'Y our Honor and the Board to adopt our recommendation to disalow these costs
and the carrying charges clamed by the utility.

However, Mr. Henkes also recommended that if Y our Honor and the Board should decide to give rate
recognition to the deferred restructuring costs, then the costs to be recognized for ratemaking purposes should
exclude carrying charges to be consistent with current Board ratemaking policy. He stated:

It ismy undergtanding that it islong-standing Board policy thet if ratepayers are dready
being charged in rates for the annua amortization of deferred cost baances, then the

unamortized deferred cost balance cannot be included in rate base for arate of return.

| believe this BPU ratemaking policy is based on the concept that the respongbility for
such deferred costs be shared between the utilities ratepayers and stockholders.

The ratepayers would be responsible for the annua amortization and the shareholders
would be responsble for the carrying charges on the unamortized balances.

T1330:L7-21. Mr. Henkes aso cited two Board orders for this policy:

A. It's the matter of the Petition of Elizabethtown Water Company, BPU Docket No.
8312-1072, OAL Daocket No. PUC 9897-83, Page 3, Paragraph 4, that's the water company.

Q What doesit say, Mr. Henkes?

A It says, "We especidly concur with the ALJs analysis with respect to deferred
charges. The Board's policy with respect to water companies continues to be that we will not
recognize deferred chargesin working capital as an undue burden on the ratepayer who will
then be required to pay an amortization of these costs and expenses and aso pay areturn on
these unamortized balances included in rate base.”
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Then there is another one in the matter of the petition of New Jersey Naturd Gas Company for
approval of increased base tariff rates, and that is BPU Docket No. GR89030335J, OAL
Docket No. PUC 2633-89, Page 12 of that Final Order.
T1418:.L13 - T1419:L 3.
For the above reasons, the Ratepayer Advocate recommends that the Company’ s requested
restructuring cost deferra and amortization be rgjected as factualy unfounded, legally unjustified and not known

and measurable changes to items dready in the test year expenses. The proposa aso unfairly would recognize

an additiond dleged increase in base rate expenses without also recognizing other offsetting expense items that

decreased during this same period. Alternatively, if Y our Honor and the Board decide to alow deferred
accounting and amortization of these dleged expenses, then the amortization should be without carrying
charges. Asdated above, Board policy requires that deferred accounting treatment and amortization of
expenses should not aso include them in rate base, snce this policy prohibits requiring customersto pay a
return on the unamortized balances of those base rate expenses.
F. Rate Case Expense Adjustment

The Company is claiming tota expenses of $1,554,000 for this electric base rate case and deferra case
audits?? RA-60, Schedule RJH-13R (12+0 Update). Following long-standing BPU ratemaking policy, Mr.
Henkes recommends that the electric base rate case expense of $884,000 be shared on a 50/50 basis between
the Company’ s ratepayers and stockholders. This recommendation is consstent with Board policy on this
issue. Re Elizabethtown Water Co., 62 PUR 4" 613 (1984); I/M/O Pennsgrove Water Supply Company,
BPU Docket No. WR98030147 (Order dated June 24, 1999); and, more recently, I/M/O Environmental
Disposal Company, BPU Docket No. WR99040249 (Order dated June 14, 2000).

In addition, while the Company proposed to reflect the base rate case expense of $884,000 on an

annud basis (asif arate case will take place every year), Mr. Henkes recommended amortizing half of the

22 $884,000 for the electric base rate case and $670,000 for the deferred balances audit.
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expense over five years. Because the Company’s last dectric base rate proceeding was more than ten years
ago and because it is quite possible that this Company may either never file another eectric base rate case or
may wait another ten yearsfor its next rate case, usng a 5-year amortization period for the ratepayers 50%

share of the rate case expenses should be considered very conservative. In addition, as Mr. Henkes testified:

| think that this palicy is condgstent with Board policy, because when | mentioned to you
these two orders, the Pindland Water and Wastewater Company order, BPU Docket No.
WR000070454, and in the Seaview Water Company Rate Base proceeding, BPU Docket
WR98040193, the Board approved ALJ McAfoos amortization period of rate case expenses
over fiveyears.

It even says here "the ALJ further noted that Staff's proposed five year amortization was
reasonable given the fact that this company had not sought arate increase in 12 years.
[Emphasis added]

After having reviewed the record in this matter, the Board hereby adoptsthe ALJs
recommendation, thus the Board finds that rate case expensesin the total amount of $44,000
should be shared 50/50 between ratepayers and amortized over five years.

What this meansto meisthat if thereis no known and certain and known and

measurable date for when a particular utility's rate case is going to be in the future, then it's

Board policy that one can use as guidance in the determination of the amortization period the

length of time since the company's last base rate case, that's what |'ve done, and I've done five

years, not ten or eleven years.

T1356:L.22 - T1357:L25.

Asto the audit expense, Mr. Henkes modified his origind recommendation on expense sharing when his
12+0 updated schedules werefiled. His recommendation now is that 100% of the audit expense be charged to
ratepayers. He mentioned this possbility at the evidentiary hearing:

If the audit expenses are - - if the company clams that these are audit expenses associated with

Board ordered audits that have nothing to do with this rate case and had nothing to do with the deferra
case, then the 50/50 sharing shouldn't be applicable.
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T1351:L.14-24. However, Mr. Henkes retained his original recommendation to amortize the ratepayers
respongbility for this expense over five years for the same reasons he recommended five years for the base rate
Ccase expenses.

In summary, the recommended normaized annua rate case expense level to be recognized for
ratemaking purposes should be $262,000 as shown on line 9 of exhibit RA-60, Sch. RIH-13R (12+0 Update).
This recommendation decreases the Company’s proposed test year expenses by $1,491,000 and increases the
Company’s proposed test year after-tax operating income by $882,000.

G. Gainson Salesof Utility Property

PSE& G proposed to modify existing Board policy on how gains from the sde of utility property are
accounted for in base rates. The Board policy isto net the actud gains and losses for the five years before a
base rate case and divide the totd by five, essentialy using 100% of afive-year average net gain to includein
utility operating income. This credits ratepayers with the entire net gain for property they have supported in
their rates. Before thisingtant case, PSE& G followed this Board policy inits base rate cases. RA-49, p. 61.
The Ratepayer Advocate aso proposesto follow Board policy on thisissue.

However, PSE& G now proposes to retain 50% of the five-year average net gains. T1245:L6-12.
PSE& G proposed this despite the fact that it admitted that in the Company’slast five base rate cases it
followed the long-established Board policy to flow through 100% of the five-year average net gain to
customers. RA-39; T1245:L.13 - T1246:L13. Thefive-year average net gain is $1,074,000 and PSE& G
proposed to deny ratepayers $537,000 of that average net gain. RA-60, Schedule RJH-14R (12+0 Update).
Mr. Henkes properly recommends rgecting this unwarranted confiscation of funds that rightly belong to
ratepayers. His adjustment would flow the entire $1,074,000 through base rates, which is a $537,000

adjustment to the Company’s proposal. Mr. Henkes sees no reason or changed circumstances for this
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proposed change in policy. The actual 2002 test year net gainis $4,738,000. 1d. So even using the entire
$1,074,000 five-year average net gain in base rates would alow shareholders to retain $3,664,000 of the 2002
net gan.

Mr. Henkes testified that the Board has sometimes used a different method in some water utility cases,
wherein the Board reviews an individud sde of utility property in a separae filing before the agency. RA-49,
pp. 63-64. When the water utility files a petition to approve the proposed sde of utility property, the Board
has in some cases ordered a 50/50 sharing of the total net gain on that individual sale, but it does not take one-
fifth of the total net gain and then split it evenly between ratepayers and shareholders, as PSE& G proposed to
do. Id. PSE&G isattempting to use the portion of that aternate method it likes (the 50/50 sharing) and apply
it to one-fifth of the total average net gain. That is an unfair and unsupported adjustment.

If that dternate method were applied here, the net total gain in question would be the test year 2002
total net gain of $4,738,000. A 50/50 sharing of that total would increase utility operating income (and reduce
revenue requirements) by $2,369,000, a much higher amount than the $537,000 recommended by Mr.
Henkes. However, the Ratepayer Advocate is not recommending achange in Board policy. Our adjustment
to the utility’ s proposd is undeniably fair and comports with the above-described Board policy. PSE&G's
proposa is unreasonable and should be rgected.

Mr. Henkes aso makes two other adjustments to the pro forma utility operating income to account for
gans on the sdle of generating plant and transmission plant. The adjusment for the sde of the generating plant
comes from the Board Order in the Company’ s Restructuring Case.

If asde of some or any of the tranferred Generating Facilities by Genco occurs within

five years of August 1, 1999, any net after tax gains from such sde will be shared equaly
between shareholders and customers in amanner to be determined by the Board.?

23/M/0O Public Service Electric and Gas Company’s Rate Unbundling, Stranded Costs and Restructuring, BPU Docket Nos.
E097070463, EO9707462, and EO97070461 (Order dated August 24, 1999), p. 115, para. 23.
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The Company’ s generating plants were then trandferred to PSE& G’ s unregulated affiliate, PSEG Power
Company (referred to as Genco in the Restructuring Case Order). PSE& G acknowledged in its response to
data request RAR-A-26 that during thisfive-year period, PSEG Power Company sold the Kearny 12
Generating Station for atotal net after-tax gain of approximately $10.2 million. In its response to data request
RAR-A-100, the Company stated that it intends to apply 50% of this gain, or $5.1 million, as areduction to the
NTC deferred balance in the Company’ s Deferred Balances Case established by the Board' s July 22, 2002
Order. RA-49, p. 65, lines 16-22. Mr. Henkes agreed that 50% of this gain should be credited to ratepayers
through the SBC and/or NTC deferred baance. 1d., p. 66, lines 10-14.

However, there is o the issue of the ratepayers 50% share of the gain on the sdle of utility
transmission property. In the response to data request RAR-A-113, PSE& G aso admitted to a net after-tax
gain of approximately $1.45 million from the sale of dectric transmisson propertiesin 2001. Before ther sde
in 2001, these dectric transmission properties had dways been included in PSE& G’ s unbundled rate base.
PSE& G proposed that 100% of this after-tax gain of $1.45 million should flow through to stockholders. Mr.
Henkes challenged this proposa and recommended that a 50% share of the net gain on this property sde
should flow through to ratepayers, smilar to the treatment of the Kearny 12 plant sde gain. RA-49, pp. 66-67.

Before restructuring, PSE& G’ s generating plant was dways in the unbundled rate base. The Board
determined that ratepayers should get a 50% share of the net gains from any sde of this generating plant that
was trandferred to PSEG Power during the five years after the August 1, 1999 beginning of electric
restructuring.  That was undoubtedly because the Board recognized that ratepayers deserved at least half of the
net gain on property used to provide them service. Ratepayers also deserve at least half of the net gain on the
sde of these tranamisson properties. The sSmilarities between the gains on the sales of Kearny 12 and the

transmission properties support our recommendation and are listed below.
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Before their sde in 2001, these dectric transmission properties have dways been included in the
Company’s unbundled rate base just like the generation plant was (including Kearny 12). The sde of these
electric transmission properties occurred during the same five-year period asthe sde of the Kearny 12
Generating Station. The transmission properties were also used, like Kearny 12, to provide ratepayers with
utility service. Although PSE& G's dectric transmisson operations are now unbundled from the eectric
distribution operations, it would still be gppropriate to give ratepayers a 50% credit for any gains from the sale
of eectric transmission property, Smilar to what was deemed to be appropriate for the sale of any eectric
generation property divested to PSEG Power. Therefore, the Ratepayer Advocate recommends that 50% of
the after tax gain of $1.452 million from the sde of these dectric tranamission properties, or goproximeatdy
$726,000, be used as an immediate, upfront offset to any SBC and/or NTC deferral balancesin PSE&G's
Deferred Balances case.

H. BGSImplementation Costs

PSE& G proposed to include in ratesits alleged costs to implement the Board' s recent order on Basic
Generation Service (BGS). P-4 (U 9+3), pp. 21-22 and Schedule ANS-23 (Update 9+3). The proposed
cost estimates were later modified to $2,467,000 in the 12+0 update. P-4 (U 12+0), Schedule ANS-23
(Update 12+0). The revenue reguirement impact would increase customers’ bills by $4,179,000.2* The cost
estimates arise from the Company’ s program to indal specid meters for large commercid and industria
customers who will receive BGS dectric supply from PSE& G at prices that reflect amarket price for energy
that would change hourly. The new meters are needed to record the large commercia and industria
customers energy consumption on an hourly basis. Additiond cogs are included for billing system

enhancements. P-4 (U 9+3), pp. 21-22.

24$2,467,000 x 1.6940 = $4,179,000. The revenue conversion factor to convert an expense to arevenue requirement figureis
1.6940. RA-60, Schedule RJH-1R (12+0 Update).
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Mr. Henkes recommended removal of these costs from the Company’ s case because this proposal
represents unsupported estimates on the Company’ s part and are not known and measurable changes to the
Company’scase. RA-50, pp. 12-14. Asthis proposa was grafted onto the utility’s 9+3 filing, which is
normaly intended Smply to substitute updated results for the Company’ s origindly filed reques, it was anew
issue. However, despite that fact and that PSE& G had to know that the parties had no supporting information
on thisissue from the discovery to date, the Company included no workpapers or any other factua or
documentary support including assumptions made, calculations, actua source references, or any other meansto
review and judtify this last-minute clam. The Company gpparently decided that the entirety of its proofs would
consst of text from the Board' s Order in the BGS docket that created this new issue in the base rate case.

Cogts associated with interva meter ingtalation required by this Order, including capitd,
operation and maintenance cogts and the cost of hilling system enhancements, should be

determined in the context of the current rate proceedings for JCP& L, PSE& G and Rockland

and in the upcoming rate proceeding for Conectiv. Those costs, whether or not incurred during

the relevant test year, should be reflected, on apro forma basisif necessary, in the revenue

requirements on which rates will be st in those proceedings.®

As dtated by Mr. Henkes, the Board Order does not specify that these costs are automatically to be
gpproved without examination.

What that means to me isthat this order doesn't vaidate the accuracy of the

gppropriateness of al of the estimates that are shown on schedule ANS-23 which has no

supporting assumptions, caculations, or any other documentation other than one page in one

schedule in Mr. Stellwag's testimony.

T1394:L.25 - T1395:L7.
A showing of prudenceis required of al expenses a utility seeksto charge to customers. Itis

insufficient for the utility smply to present the amounts of expenses booked or projected without additiona

proof of their prudence and reasonableness. The New Jersey Supreme Court stated this principle a length:

25P-44; I/M/O The Provision Of Basic Generation Service Pursuant To The Electric Discount And Energy Competition Act,
N.J.S.A. 48:3-49 et seq., BPU Docket Nos. EX01110754 and EO02070384 (Order dated December 12, 2002), p. 14.
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The dangers inherent in accepting the [utility’s| books of account at face vdue in arate
proceeding are apparent. The prescription of auniform system of accounts by regulatory
commissons, such asthe Board of Public Utility Commissoners, has been uniformly
accompanied by the qudification that in prescribing the system of accounts, the commissioners
do not commit themsdlves to the approva or acceptance of any item set out in any account for
the purpose of fixing rates or in determining other matters before the commission.

Neither this Court nor the Board can accept the books of account of a public utility a
face vdue in arate case in which reasonablenessis dways the primary issue.

... It must be emphasized that rate making is not an adversary proceeding in which the

applying party needs only to present a prima facie case in order to be entitled to relief. There

must be proof in the record not only as to the amount of the various accounts but also sufficient

evidence from which the reasonableness of the accounts can be determined. . . . Lacking such

evidence, any determination of rates must be considered arbitrary and unreasonable.
In this proceeding, . . . no proof was offered by the companies or demanded by the

Board to support the items therein included, other than the companies books of account. The

record is thus lacking in sufficient evidence from which this Court can determine whether this

rate base is reasonable.

Public Service Coordinated Transport v. State, 5 N.J. 196, 218-219. (1950)

As can clearly be seen from the above-quoted casg, it isinsufficient proof for PSE& G to say only that
the program underlying the costs was reasonable or that the Board required the costs to be incurred. The
Board may have ordered the work to be done, but it isfally to alege that the Board agreed to “rubber samp”
the costs no matter what they turn out to be. Although the Board ordered the issue to be reviewed in this case,
it cannot have abdicated its statutory responsbility to require proof that the specific dollar amounts of the costs
are reasonable. Absolutely no such proof was ever presented. PSE& G seems to have gambled that it could
dide these costs into rates on the strength of the above-quoted BGS order (P-44) without evidence proving the
prudence of the expenditures or the reasonableness of the amounts requested. Y our Honor and the Board
should reect this gamble and regject these costs.

PSE& G dso attempted to reverse the burden of proof in this case, dthough it is axiomatic that the

burden of proof remains on the utility. “The burden of proof to show that the [rate] increase, change or
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dterdion is just and reasonable shdl be upon the public utility making the same” N.J.SA. 48:2-21(d).
PSE& G essentidly argued at the evidentiary hearing that the utility had no burden to provide substantid and
credible factud evidence to justify these expenses, but that it was the Ratepayer Advocate' s burden to wring
the proofs out of PSE& G in discovery and present them to Y our Honor and the Board so that there would be
some basis to approve them. Thiswas discussed as set out below in Mr. Henkes' cross-examination by
PSE&G:

Q And did you ask any discovery on this particular item?

A Widl, Mr. Hoffman, | mean thisissue was introduced by the company on
December 3. . . .December 3, 2002, thisis six months after you initidly filed this case. The
partiesin this case were never told that this might be an issue that eventudly is going to be
introduced. Now the company, two weeks after the rebuttal phase, comes in with this one
page exhibit and one page of testimony and says, by the way, there's another five million dollar
revenue requirement item here that goesto - - because the Board might have an order
eventualy implementing or approving a certain plan.[*]

| object to that. | said it isalate filed adjustment and it's based on nothing but estimates
a thispoint intime. It is not known and measurable. We ought to look, if you're going to
implement this, asfar as- - asfar away as May 31<, 2004, and as a section now, if you're
going to go that far and the Board says, okay, you have to look at that pro formacogt if
necessary, and | would argue you look at customer growth through that point in time. 'Y ou look
at offsetting cost savings. There are awhole bunch of other things and other factors that you
would have to start considering that are not reflective on schedule ANS-23 of Mr. Stellwag's
testimony, and that'swhy | object to it.

T1395:L 11 - T1396:L 20.
Q  Why didnt you ask for discovery between now and the 12 Plus O update?

A | believethat we then might aswedl look at other items that are out there that may have
another impact. Thisisan item, in my opinion a sdective item that you're introducing the $5
million revenue increase impact. Now there may be other adjustments out there that we don't
know about, but maybe you know about because you are much closer to the data than we are,
that haven't had an offsetting effect.[*’]

26$5,000,OOO was the revenue requirement for PSE& G’ s 9+3 estimate of these costs. After the evidentiary hearings on revenue
requirements issues were complete, PSE& G’ s 12+0 estimate reduced the proposed revenue requirement increase to $4,179,000.
27As Mr. Henkes also testified, among the items that should be reviewed are whether these costs are “truly incremental costs,
truly incremental investments, [and] incremental associated costs savings, incremental revenue growth during the same time
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| mean | object to the rate [Sic] filed nature of these kinds of selective adjustments that you are
going to put on in the 11th hour, and we have very little opportunity to do discovery and review
and anadlysison. | don't find it gppropriate. . . .

It is easy for you to say when you come in with something on December 3 when we had 50
cases going on that to then say, why don't you do discovery onit. If the company had comein
with thisissue earlier on and sad, by the way, were in this proceeding, this might be coming up,
and we have a placeholder for it. 1t must be that we have time to do an andysis and review on
it, and discovery. That isadifferent sory. We had sx months of time after December 3rd
when we had many things going on. And thiswas, in my opinion, unfair to then require that we
would have to do afull discovery processon it.

T1399:L.2-19; T1402:L9-24.
PSE& G’'s argument gppeared to be that the burden of proof is on others to disprove its unsupported

dlegations. However, Y our Honor properly regected that argument.

MR. UBUSHIN: Your Honor, | am going to object to any other questionsin thisline. The

company is attempting to shift the burden of proof from itsdf to the Ratepayer Advocate and |

don't believe that that comports with New Jersey law. It is up to the company to provide dl the

backup for every dollar that it wantsto charge ratepayers. It is not up to themto fileaoneline

item and say we would like five million dollars. If you could fight it, go ahead and do it. | don't

think it isafar line of questioning. 1 dont - - | don't think it isareevant line of questioning and

| think it violates New Jersey law which puts the burden of proof on the utility not upon any of

the intervenors.

THE COURT: Wéll, | don't think the question has any impact on the burden of proof.
T1399:L.20 - T1400:L18.

As seen above, Your Honor rejected PSE& G' s attempt to shift the burden of proof. Because the
burden of proof remains on PSE& G, the utility’ s request for these BGS costs should be rgjected since it
provided no evidence to support the prudence or reasonableness of the expenses. Even after having the

opportunity to provide substantia, credible evidence, if any exigts, in the 12+0 updates, PSE& G decided to

forgo that opportunity.

that thisis going to be implemented.” T1401:L7-13.
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Q It'syou [sic] position that with the 12 and O update, you're not going to
look at it because it was alate filed adjustment?. . .

A When the 12 and O filing comesiin, | will certainly consder what the

supporting datais and what kind of information the company is going to provide to the

Ratepayer Advocate in order for us to appropriately analyze whether the proposed adjustment

IS accurate or appropriate.

T1404:L2-18.

Having testified to his willingness to review any proofs that PSE& G would present with the 12+0
updates, Mr. Henkes and the Ratepayer Advocate were denied the opportunity to review them because
PSE& G decided not to provide those proofs. Instead, it filed nothing more than a one-page update to the list
of expensesin exhibit P-4 (U 12+0), Schedule ANS-23 (UPDATE 12+0). Because PSE& G failed to provide
any supporting documentation for these costs to the parties, Y our Honor and the Board are without substantial,
credible evidence in the record to gpprove these costs.

Attempting to excuseitsfalure to give sufficient opportunity to review these costs, PSE& G relied on its
clam that it had no idea that the Board would order that thisissue be included in this base rate case. Thiswas

aleged, not by PSE& G’ switness, but by its attorney during cross-examination of Mr. Henkes:

Q Do you think the company knew that the Board was going to order that this
be considered in this proceeding ahead of time?

A It could well be, sure.
Q Y ou think the company knew?
A Wi, Rockland Electric had an anticipation that this was going to happen.

T1402:L.25 - T1403.L7.
As can be seen from Mr. Henkes cross-examination, adifferent eectric utility, Rockland Electric
Company (Rockland), was perfectly able to prepare its request for BGS implementation costs when it filed its

original base rate case on October 1, 2002. The October 1, 2002 Rockland base rate case was filed one
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month before the Board ordly decided the BGS case at its November 6, 2002 open public agenda meeting and
two and one-haf months before the Board' s written Order on the BGS case?® P-44. Rockland did not wait
until the last minute to present its case on BGS implementation costs the way that PSE& G did and did not fed

the necessity to await the issuance of the find BGS order.

Q [Mr. Hoffman] How could [PSE& G] havefiled the adjustment before it got
the Board order?
A [Mr. Henkes) The company could have filed - -
Q It had to wait for the Board order that ordered it to do it?
Didnt it?
A In the Rockland Electric case, they filed it and they - - they had a case that

was way before November when they came in with their case and they natified dl the parties
that theré's something that they may have to ded with.

They put in what they cdl a place holder adjustment. Everybody had months of time on
the discovery on that, and doing review and andyssonit.

In this case, the company wastotaly slent onit. Nobody knew about this until
December 3 that this was going to be anissue in this case.

T1397:L.22 - T1398:L17.

When Rockland filed its base rate case on October 1, 2002, the Board had not yet issued itsfind BGS
Order. However, that did not stop Rockland from including the issue in its base rate case and giving dl the
parties ample opportunity to review, seek discovery, and andyze the data supporting its request. Therefore, it is
plain to see that PSE& G is completely incorrect when it attempts to persuade Y our Honor and the Board that it
was required to wait until the Board's final BGS Order was issued before it could fileits request for the BGS
implementation codts. For this reason, Y our Honor and the Board should rgect PSE& G's excuse for filing its

request o late in this metter.

281 IM/0 of the Verified Petition of Rockland Electric Company for Approval of Changesin Electric Rates, Its Tariff for
Electric Service, Its Depreciation Rates, and for Other Relief (“ Base Rate Filing” ), BPU Docket No. ER02100724, OAL
Docket No. PUCRL 09366-02N.
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Furthermore, PSE& G has not provided any factud evidence to show that the BGS implementation has
been completed. The attorney for PSE& G seemed to hint at the evidentiary hearing that the implementation
program had been completed, but PSE& G has provided no sworn evidence, or any factua evidence of any
kind, to prove that thisisthe case or that these expenses are known and measurable.

Q[MR. HOFFMAN] Andif you wereinformed that the 800 meters that have dl
been ingdled as of thistime, would you ill object to it?

A [MR. HENKES] We have no data. | have no - - | mean | have one piece of
paper that was introduced and - - and at the llth hour, and | cannot speak to it.

T1396:L21 - T1397:.L3. PSE& G’ switness, Mr. Stellwag, however, seemed to contradict this assertion. Mr.
Stelwag gppeared to testify that the Company’ s claim was not for the actud 800 metersingalled, but that
PSE& G used the 800 meter ingtallations as a proxy for afuture, expected cost incurrence.

The costs associated with this effort were reasonably estimated using some 800 interval meter

indalations during the tet year as a proxy for what are expected to be virtudly identical future

per unit costs.
T1216:L.18-22 (Emphasis added). PSE& G could have better used its time and effort to clarify exactly what it
is seeking to include in rates and providing factua proof that these estimates are reasonable and known and
measurable. It isfar too late to do that now and its claim should be regjected.

PSE& G also tried to bolster its case from the mere fact that the Ratepayer Advocate was a party to the

BGS proceeding. T1397:L4-21. However, the fact that our officeis a party to the BGS proceeding does not
mean that we had the underlying data for PSE& G's BGS implementation costs. The fact that our office received
acopy of the BGS Order did not impose upon the Ratepayer Advocate the burden of coming forward with
proof concerning those costs. The only party who is required to carry that burden is PSE& G and they have

completely failed to come forward with these proofs. For al these reasons, Y our Honor and the Board should

reglect incluson of these BGS implementation costs in base rates.
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The Ratepayer Advocate respectfully recommends that Y our Honor and the Board:
reject the Company’s request for $2,467,000 in BGS implementation costs because it is factualy unsupported
by any substantid, credible evidence in the record.
I.  Repair Allowance Amortization Adjustment

Pursuant to the Revenue Requirement Stipulation adopted by the Board in the Company’slast dectric
base rate case (combined dectric and gas), PSE& G is permitted to use deferrd accounting for the cost of new
business extensons as repair dlowance property. RA-49, pp. 67-68. The Revenue Requirement Stipulation
st forth the basis for the deferred amount and its recovery:

The Company has requested the imination of the flow-through of the tax savings related to certain

repair alowance property expenditures related to new business extensions which is a contested

Issue in the Company’s current Internd Revenue Service Audit. This dimination would have

increased revenue requirements by $3.4 million. The parties agree to the continuation of the pre-

exigting accounting and regulatory flow-through trestment of thisitem. The parties ds0 agree that if

the Company is unsuccessful in its IRS audit and is unable to deduct this property under the repair

alowance provisons the undersigned parties agree to the Company’ s recovery through rates of the

Federa income tax, interest, and carrying codts related to the disalowance of new business

extensons as repair dlowance property. In the event of disdlowance by the IRS, deferra

accounting shdl be indtituted by the Company for such amounts pending future recovery through

base rates. The Company shal have the burden of proving the quantification and reasonableness of

the amounts requested.?
According to PSE& G, the Company and the IRS subsequently reached a settlement in the dispute which
partidly disalowed the deductions clamed by the Company. P-4 (U 9+3), p. 17. The Company ingtituted
deferred accounting for the disallowed portion and related interest and carrying charges. 1d. The Company
proposes to recover the related deferred baance over aten-year amortization period. The Ratepayer

Advocate does not object to the rate recognition of the deferred amount. However, as set forth below, the

Ratepayer Advocate objects to the Company’ s use of unreasonable interest rates to compute the carrying

29 |/M/O PSE& G, BPU Docket Nos. ER9111698J, et al (Order dated May 14, 1993), Revenue Requirement Stipulation, pp. 16-
17.
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charges on the deferrd balance. At issuein this proceeding isthe proper interest rate used to caculate the
carrying charges on the deferred amount from the date of the issuance of the Board's Find Decison and Order
in the Company’ s restructuring case through the end of the 2002 test year.*°

The Company proposes to compute carrying charges using its after-tax overdl rate of return. The
Ratepayer Advocate respectfully submits that the use of the Company’s overall rate of return to compute its
carrying cost for the deferred baance after the Board issued its Find Decison and Order is unreasonable. As
Mr. Henkes testified, the Company’ s overal rate of return includes a profit element in the form of areturn on
equity. Although the Revenue Requirement Stipulation cited above dlows the recovery of carrying charges on
the deferrd balance, it does not specify that the Company is dso alowed to earn a profit on this deferral
badance. The Revenue Requirement Stipulation merely provides for the recovery of “interest, and carrying
charges.”®! Furthermore, the Revenue Requirement Stipulation places the burden of proof on the Company to
show the “reasonableness of the amounts requested.”? As demonstrated below and in the testimony of Mr.
Henkes, the Company has not demonstrated the reasonableness of using its after-tax overdl rate of return to
compute carrying costs.

At hearing, Mr. Henkes provided two strong reasons why the Company’s overal rate of return should
not be used to compute carrying charges. Mr. Henkes st forth hisfirst reason at length:

Onereason isthat | believe the Board has a policy where it saysthat if thereis going to be

amortization of a particular deferred item, there ought to be some sharing, and this sharing could

take place by the ratepayers [dc] amortizing it in rates and the stockholders absorbing the carrying

charges. Therefore, under that theory, the unamortized baance could not be included in the rate

base, and therefore, the Company cannot make the argument that if we are dlowed carrying

charges, which they are by stipulation, we can equate the carrying charges to an overdl rate of
return.... The Board policy would not allow that. T1447:L10-24.

%0 Although in hisinitial testimony, Mr. Henkes recommended the use of arate based on 7-year Treasuries for the entire
period, in his rebuttal testimony, Mr. Henkes refined his recommendation to apply only to the period subsequent to the
issuance date of the Board’s Decision and Order in the Company’srestructuring case. RA-51, p. 16.

3l Revenue Requirement Stipulation, p. 17.
32
Id.
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Mr. Henkes went on to provide his second reason:

...[T]he second reason isthat | do not believe that it is appropriate for the Company to earn a

profit on these unamortized balances. If you take the Company’ s after tax rate of returnin this

case, which was 7.28 percent, of that 4.8 percent is or represents the Company’ s return on equity.

That's more than 65 percent of that rate. | do not believeit is appropriate that in accordance with

Board palicy, the stockholders should get thisreturn on equity. T1448:L.21-T1449:L.8.

For computing the carrying cost for the period starting with the date the Board issued its Find Decison
and Order in the Company’ s restructuring case, Mr. Henkes recommends the use of arate equd to the rate of
seven-year constant maturity treasuries as shown in the Federd Reserve Statistical Release on, or closest to,
August 1 of each year plus Sxty basspoints. RA-51, pp.16-17. Specificaly, Mr. Henkes recommends that
the interest rate used to compute carrying charges on itsrepair alowance deferred balances be based on the
Company’ s (then authorized) after-tax rate of return from 1996 through July 1999, and on the seven-year
constant maturity treasury rate from August 1999 through the end of the 10-year amortization period. 1d. Mr.
Henkes noted that his recommended interest rate for the post-August 1999 period isthe samerate as
proposed by the Company in this case to caculate the carrying charges associated with its claimed
Restructuring Cost deferrd baance. RA-49, p. 70.

The use of arate which does not include an equity return to compute carrying chargesis consstent with
prior Board rulings. Mr. Henkes noted that the Board recognized this principle in recent gas adjustment clause
proceedings, where severd New Jersey utilities were permitted to charge carrying charges on unrecovered
deferred gas cost balances, using carrying charges based on certain interest rates found to be appropriate by

the Board which did not include an equity return.® RA-49, p. 69. Furthermore, the rate for carrying charges

recommended by Mr. Henkes is the same as that adopted by the Board for deferred cost balances for eectric

33 See 1/M/O Elizabethtown Gas Company, BPU Docket Nos. GR00070470 and GR00070471 (Decision and Order dated March
30, 2001); I/M/O New Jersey Natural Gas Company, BPU Docket. Nos. GR99100778, et al (Decision and Order dated March
30, 2001); I/M/O Public Service Electric & Gas Company, BPU Docket No. GR00070491 (Decision and Order dated March 30,

2001); and 1/M/O South Jersey Gas Company, BPU Docket Nos. GR00050293 and GR00050293 (Decision and Order dated
March 30, 2001).
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utilitiesin the restructuring proceedings. RA-51, p. 16. Mr. Henkes noted that even PSE& G uses the rate
recommended by Mr. Henkes for computing the carrying charges on its SBC and NTC deferred balances.
T1449:L9-15.

In contrast, the rates proposed by the Company for computing carrying charges are far in excess of the
rate used to compute the carrying charges on the Company’s SBC and NTC-related deferred balances. Mr.
Henkes identified three periods for determining the carrying charges on the tota repair dlowance deferrd
baance. Thefirg period coversthe period up until the date of the issuance of the Board's Find Decision and
Order in the Company’ s restructuring case, in August 1999. RA-51, pp. 16-17. The second period coversthe
carrying charges caculated by the Company on the repair dlowance deferrd baance from inception of the
deferral balance from issuance date of the Fina Decison and Order through the end of the 2002 test year. 1d.
The third period is for the carrying charges caculated by the Company on the declining deferrd ba ance during
the 10-year amortization period. RA-49, p. 69. For thefirst two periods, the Company plansto use arate of
8.42%, which isthe after-tax overdl rate of return dlowed in its 1991 baserate case. 1d. For the third period
of carrying charges, the Company proposes to use arate of 7.35%,which isthe after-tax overdl rate of return
requested by the Company in the instant proceeding. Id. In contragt, the rate alowed by the Board for
deferred cost balancesin the restructuring cases - based on the seven-year Treasury rate - is 5.5%. 1d., p. 70.

Sgnificantly, contrary to the rebuttd testimony of PSE& G witness Mr. Albert Stdlwag, the 7-year rateis
not a short-term interest rate. P-4-RB, p. 31. AsMr. Henkes noted in his surrebutta testimony, the “seven-
year constant maturity treasury rate is obvioudy not a short term interest rate” RA-51, p. 16. Mr. Stellwag’'s

understanding of the term short-term isaso at odds with that used by amagor bond rating agency. For rating
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purposes, the bond rating agency Standard and Poors defines “” short term” in the United States as
” obligations with an origina maturity of no more than 365 days...”*

Mr. Henkes computed the carrying charges, using the rate based on the 7-year Treasury rate for periods
after August 1999, and recommends an expense adjustment of $2.062 million. RA-60, Sch. RJH-15R (12+0).
Mr. Henkes recommended adjustment reduced the Company’ s Repair Allowance Amortization amount from
$8.189 million to $6.127 million. Id. As set forth above, Mr. Henkes' recommended adjustment is consistent
with the Board' s treetment of smilar expenses and should be adopted.

J. Ingttutional Advertisng and Public Relations Expense Adjustment

At issue are the Company’ s claimed expense for indtitutiond advertisng associated with an industry trade
group and certain public relation expenditures. The Ratepayer Advocate s recommended adjustments are
shown on Schedule RJH-16R (12+0). RA-60.

The Company’s proposed test year expenses include $280,589 for Edison Electric Indtitute (“EEI”) dues.
RA-20. The EEI isatrade group representing eectric companies. In response to a discovery request, the
Company indicated that approximately 2% of the EEI duesisadvertisng. RA-21. Furthermore, the Company
confirmed that “[t]his advertisng is not specificaly focused on New Jersey or the PSE& G service territory and
isnationd in nature” Id.

In addition, the Company aso proposes to charge its ratepayers for certain public relations expenses
included in itstest year. Thetotd test year amount for these expensesis gpproximately $83,000, asindicated in
response to a discovery request.®® Mr. Henkes found that the “ community affairs/public relaions’ expenses
identified in that response conast primarily of such items as “philanthropic activities, employee volunteer

activities, summer concerts for the Newark community, promotiona materids for education grants and the

3 standard and Poor’ s 2002 Corporate Ratings Criteria, p. 7. An excerpt from this document was entered into evidence as S-
57. Thefull document is available at www.standardandpoors.com.
% RA-60, Sch. RJH-16R(12+0), citing response to S-PREV-42 (12+0).
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Power of Giving Campaign, and community assistance in railsng money for projects” RA-49, p. 72, line 27 -
p. 73, line 1.

As Mr. Henkes gtates in his Direct Testimony, these expenses relae to activities that have nothing to do
with the provision of safe, adequate and proper dectric service. RA-49, p. 73. Mr. Henkes recommended that
these expenses be removed for ratemaking purposesin this case as
they are rdated to activities that have nothing to do with the provision of safe and adequate eectric ddivery
service and concluded that these types of expenses should be the responsibility of the stockholders rather than
the captive ratepayers.

As st forth below, Mr. Henkes' recommendation is consstent with recent rulings by the New Jersey
Supreme Court and the Board and, therefore, should be adopted. The community affairs philanthropic
expenses represent charitable contributions by PSE& G which must be disallowed pursuant to a recent ruling by
the New Jersey Supreme Court.*® In the New Jersey American Water decision, the New Jersey Supreme
Court ruled that no portion of the utility’ s charitable contributions should be subsidized by consumers and the
cost of those contributions should be borne solely by its shareholders. New Jersey American Water at 191.
While the Ratepayer Advocate commends the Company for making charitable contributions, such contributions
should be borne solely by its shareholders.

The Ratepayer Advocate s position with regard to the public relations expenses is congstent with
established Board palicy, which was reaffirmed by the Board as recently asits May 2001 Middlesex Water
Company base rate case Order (“Middlesex Order”).3” On page 27 of that Order, the Board states:

The Company included pro-formatest year expenses of $25,295 relating to public relations
expense. These expenses are largely in the nature of support for loca and regiona organizations.....

%6 |nreNew Jersey American Water, 169 N.J. 181 (2001) (“ New Jersey American Water”).
37 |/M/O Middlesex Water Company, BPU Docket No. WR00060362 (Order dated June 6, 2001) (“ Middlesex Order”).
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The Board disalowed the $25,295 public relations expense for ratemaking purposes in that case. Middlesex
Order, p. 28. Clearly, the Board' s existing policy supports the Ratepayer Advocate' s position with respect to
thisissue.

As shown on Schedule RJH-16R (12+0), removing these expenses reduces the Company’ s expenses by
$88,000, resulting in a$52,000 increase in its Operating Income. RA-60.

K. Miscellaneous O& M Expense Adjustment

At issue are five clamed Operating and Maintenance (“O&M”) expense items. RA-49, pp. 73-75. The
expenses at issue are out-of-period O& M expenses, PSEG expenses dlocated to PSE& G, |obbying expenses,
and management “perks.”

The first adjustment recommended by Mr. Henkes isthe remova of $2 million of out-of-period labor
O&M expenses. RA-49, p. 74. In response to adiscovery request, the Company confirmed that a charge for
prior-period deferred labor was charged to its 2002 operating expense. RA-35; P-47 (S-PREV-30, 6+6
update). Furthermore, the Company conceded in another response that this out-of-period expense item “could
be eliminated for ratemaking purposes.” P-47 (RAR-A-162).

The second expense adjustment concerns the remova of certain expenses that were dlocated by the
parent, PSEG, to PSE& G’ s dectric distribution operations. As shown in footnote (2) to RA-60, Schedule
RJIH-17R (12+0), these expenses include charitable donations, contributions to the Liberty Science Center,
event tickets, and miscellaneous write-offs. Mr. Henkes recommended that the cost of the charitable donation
and Liberty Science Center contributions be disalowed for ratemaking purposes, consgstent with the New
Jersey Supreme Court ruling in New Jersey American Water Company. RA-49, p. 74. Included in the event
ticket costs alocated to PSE& G were Meadowlands arena tickets totaling $285,255 and New Jersey

Performing Arts Center tickets totaling $20,022. P-53 (TR-524). Clearly, the event tickets are not necessary
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for the provison of safe and adequate ectric ddivery service and the related expense should dso be
disdlowed. Furthermore, the Company has not provided any support for the “miscelaneous write offs’
amounting to $78,000. These “miscellaneous’ write offs should be disallowed as the Company hasfailed to
meet its burden of proof in justifying these expenses.

The third and fifth expense adjustments concern the remova of dl lobbying expensesincluded in the test
year expenses. RA-60, RJH-17R (12+0). Mr. Henkes found that in responses to discovery, the Company
confirmed the inclusion of the lobbying expenses at issue initstest year as above-the-line expenses. RA-49, p.
74; P-47 (SPREV-43 and RAR-A-90 F). In sum, the Company’ s test year includes $42,000 for |obbying
expenses. RA-60, Schedule RJH-17R (12+0), lines 3, 5. The Ratepayer Advocate reects the incluson of
these expenses in the Company’ srates. The Company has not met its burden of proof that these expenses
have been incurred for the direct benefit of ratepayers.

In many ingtances, lobbying activities by utilities do not necessarily work to the benefit of the utilities
consumers and it would be inequitable to charge a utility’ s captive ratepayers for expenses related to lobbying
activities that may be contrary to their own interests. Furthermore, the Ratepayer Advocate takes the position
that legidative advocacy, regulatory advocacy and legidative policy research should be excluded because these
categories meet the Board' s definition of politica advertisng. Many jurisdictions nationwide disalow lobbying
expenses for ratemaking purposes.® Notably, PSE& G did not present any rebuittal to the Ratepayer
Advocat€e s position on these lobbying expenses. Accordingly, the Board should disallow the expenses clamed
for lobbying, amounting to $42,000. RA-60, Sch. RJH-17R (12+0).

The fourth expense adjustment concerns the removal from the test year of expenses associated with the

provison of certain financid servicesto PSE& G'stop officers. Mr, Henkes recommended that the claimed

38 See Re Matanuska Electric Association, Inc. 2001 WL 604250 (Reg. Comm’ n of Alaska March 15, 2001); Re Connecticut-
American Water Company 200 PUR 4th 260 (Ct. DPUC March 23, 2000); Re St. Joe Natural Gas Company, Inc. 2001 WL
811272 (Fla. P.S.C. June 8, 2001).
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expenses for these management “ perks,” amounting to $52,000, be removed from the Company’ s proposed
test year expenses. RA-60, Schedule RIH-17R (12+0), line 4. As Mr. Henkes describesin his Direct
Tegtimony, these management perks include persond financid counsding and estate planning for PSE& G’ stop
officers. RA-49, p. 75. The Ratepayer Advocate submits that if the Company e ects to provide such perksto
its top executives, the reated expenses should be funded by the Company’ s shareholders, not its ratepayers.

The recommended adjustments amount to atotal of $3.2 million. RA-60, RIH-17R (12+0). The
recommended adjustments have the effect of increasing the Company’ s proposed after-tax net operating
income by $1,897,000. Id.
L. ProForma Depreciation Expense Adjustment

PSE& G proposes a pro forma annualized 12+0 depreciation expense of approximately $178,359,000.
Using Ratepayer Advocate witness Michael Mgoros proposed depreciation adjustments discussed in detail in
the Depreciation Section of this brief, the proper leve of pro forma annuaized depreciation expenseis
$78,103,000. RA-60, Sch. RJH-18R (12+0). Mr. Henkes calculated that this Ratepayer Advocate
recommendation will result in an increase of $59,301,000 in the Company’s proposed pro forma test year
Operating Income. 1d.
M. Interest Synchronization Adjustment

Because of the Ratepayer Advocate' s proposed adjustments to the recommended rate base and
weighted cost of debt positions, the Ratepayer Advocae s interest synchronization income tax impact is
different from PSE& G’ s proposed interest synchronization income tax impact. As shown on Schedule RIH-
20R (12+0), the Ratepayer Advocate' s pro formainterest deduction for income tax purposesis larger than the
Company’s. RA-60. As can be seen from Schedule RJH -20R (12+0), this results in an increase of $353,000

in the Company’ s proposed pro formatest year operating income. RA-60, Sch. RJH-20R (12+0), line 7.
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POINT IV
THE APPROPRIATE PRO FORMA RATE BASE AMOUNTS
TO $2,886,571,000, WHICH 1S $71,675,000 LOWER THAN
THE PRO FORMA 12+0 RATE BASE PROPOSED BY
PSE& G OF $2,958,246,000.

The Company sdlected the twelve-month period ending December 31, 2002 asthetest year. P-1, p. 4.
The Ratepayer Advocate s witness, Mr. Robert J. Henkes, recommended numerous proposed rate base
adjusmentsin histestimoniesin this proceeding. The Ratepayer Advocate is recommending atotd rate base
adjustment of $71,675,000, resulting in a pro-forma rate base for the Company of $2,886,571,000. RA-60,
Sch. RIH-1R (12+0), Sch. RIJH-3R (12+0). Each of the recommended adjustmentsiis discussed below in this
section of theinitia brief.

A. Accumulated Depreciation Reserve

As st forth below, the Ratepayer Advocate recommends an adjustment to PSE& G's pro-formarate
base to reflect the effect of the Ratepayer Advocate' s recommended depreciation expense adjustments on the
Company’s pro forma depreciation reserve baance. See RA-49, pp. 8-9; RA-60, Sch. RJH-5R(12+0).

As shown on Schedule RJH-5R(12+0), the Company’ s proposed pro formatest year-end depreciation
reserve balance consists of its projected per books depreciation reserve baance as of the end of the test year,
December 31, 2002, plus one-hdf of the difference between the Company’ s proposed annualized depreciation
expenses and the actual test year depreciation expenses. RA-49, p. 8; RA-60. In determining its proposed
depreciation reserve balance, PSE& G started out with the actud test year-end depreciation reserve balance as
of December 31, 2002 of $1,476,969,000. P-3 (U 12+0), RCK-4R. PSE&G's proposed pro forma
depreciation expense is $16,987,000 in excess of its actual test year depreciation expense. 1d. Using the hdlf-

year convention principle, PSE& G then added one-haf of this excess depreciation expense, or $8,494,000 to
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the actual December 31, 2002 reserve balance to arrive at its proposed pro forma depreciation reserve balance
of $1,485,463,000. Id.; RA-49, p. 8; RA-60, Sch. RIH-6R (12+0).

Likewise, the Ratepayer Advocate’ s recommended pro forma depreciation reserve baance calculation
starts with the projected December 31, 2002 per books reserve balance plus one-haf of the difference
between the Ratepayer Advocate s proposed annuaized depreciation expenses and the actua test year
depreciation expenses. RA-49, p. 8. Thisresultsin atota recommended pro forma depreciation reserve
balance of $1,435,535,000 which is $50,127,000 lower than the Company’ s proposed pro forma depreciation
reserve balance of $1,485,463,000. RA-60, RJH-5R (12+0). The difference of gpproximately $50.1 million
between the Company’ s proposed and the Ratepayer Advocate' s recommended depreciation reserve balances
represents the “flow-through” effect of Mr. Mgoros recommended depreciation expense adjustments, as
discussed more fully in a separate section of this brief.

B. Accumulated Deferred Income Taxes

The Company’s pro forma deferred income tax balance a'so must be adjusted to reflect the Ratepayer
Advocate s recommended depreciation changes. RA-49, p. 9. Mr. Henkes recommends an adjustment of
$20,477,000 as aresult of the previoudy discussed depreciation reserve adjustment. RA-60, RJH-3R (12+0),
. 5. The recommended adjustment increases the Company’ s deferred income tax balance from $254,817,000
to $275,294,000. Id.

C. Cash Working Capital

1. Lead/Lag Study Cash Working Capital (*CWC”)

Cash working capitdl is, of course, an element of rate base and may be defined as monies advanced by
the utility’ sinvestors 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 its cusomers. PSE& G has
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performed alead/lag study which indicates a positive cash working capita requirement of $118,177,000 for
purposes of this case. P-5, Sch. RLH-1(12+0). The Company then offset this positive lead/lag ssudy CWC
requirement with a proposed net asset and liabilities balance of $27,179,000 to arrive at its proposed net CWC
requirement of gpproximately $90,998,000 for inclusion in its proposed rate base. The Ratepayer Advocate' s
witness, Mr. Henkes, has recommended that a CWC of approximately $45,285,000 is more gppropriate when
appropriate adjustments are made to the lead/lag study components as described below. RA-60, Sch. RIH-3R,
Lines6a + 6b (12+0).

The Company, in this case, has proposed to exclude from rate base an amount of $27,179,000 for net
assats and ligbilities balance. Mr. Henkes has found this amount to be reasonable and has accepted the
Company’s proposed cash working capita reduction for net assets and ligbilities balance. RA-60, Sch. RIH-
3R, Line6b (12+0).

The Ratepayer Advocate disagrees with Mr. Hahne' s proposd to include in the lead/lag study non-cash
expenses (such as deferred expenses, depreciation and amortization expenses, and deferred income taxes) and
the return on invested capita with assumed payment lags of “0" days. In caculating the Company’s CWC
requirement, the Ratepayer Advocate s witness, Mr. Henkes, pointed out that these expenses do not represent

or require cash outlays during the lead/lag study period and were included ingppropriately. RA-49, p. 12.

The Ratepayer Advocate recommends that a properly conducted lead/lag study should: (1) exclude dl

non-cash depreciation expenses and deferred income taxes; (2) exclude the return on equity; and (3) indude
debt interest with appropriate payment lags. In genera, the appropriate cash working capita should be based
on the timing difference between the payment of cash expenses and taxes and the receipt of cash operating

revenues. Depreciation and deferred taxes smply do not represent or require cash outlays during the lead/lag
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study period. Therefore, these non-cash expenses should be removed from the lead/lag study. RA-49, pp. 13-
16.

Aspointed out in Mr. Henkes testimony RA-49, pp. 13-14, the Company’s proposdl to include
deferred taxes in the lead/lag study for purposes of determining the gppropriate cash working capita
requirement is contrary to Board ratemaking policy. This policy wasfirst established in aprior PSE& G base
rate proceeding. 1/M/O the Motion of Public Service Electric and Gas Company to Increase the Level of
the Levelized Energy Adjustment Clause, BPU Docket No. ER85121163 (Order dated July 23, 1985). The
Board reiterated this ratemaking policy in a subsequent rate case involving Elizabethtown Gas Company.

[/M/O the Petition of Elizabethtown Gas Company for Approval of Increased Base Tariff Rates and
Charges for Gas Service and Other Tariff Revision, BPU Docket No. GR8812132 (Order Adopting in Part
and Modifying in Part the Initial Decison dated February 1, 1990). On page 7 of its Order, the Board stated
with regard to this cash working capitd issue:

Cash Working Capital

...Petitioner presented alead/lag study to calculate cash working capitd requirements....
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
ligbility associated with utility plant. Rate Counsdl 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 capital.

Staff recommends that deferred taxes be excluded from the lead/lag study.  Staff
contends that this recommendation is consistent with prior Board treatment of deferred
taxes, most notably in the Public Service rate case, (Docket No. ER85121163)
wherein the Board removed deferred taxes from cash working capita. The ALJwas
persuaded by Staff’ s argument as to the proper rate making trestment for deferred
taxes. The ALJrecommended that deferred taxes be deducted from operating
revenues in the working capita alowance for purposes of this proceeding. Initia
Decision p. 21. The Board FINDS the AL J s determination on deferred taxes to be
reasonable and consistent with Board policy. Therefore, the Board ADOPTS the
ALJsconcluson onthisissue...
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Therefore, pursuant to the Board's clear policy on thisissue, deferred taxes must be excluded from
lead/lag studies when determining the Company’s cash working capitd.

It isthe Ratepayer Advocat€e s position that the return on common equity does not, and should not,
result in a CWC requirement. RA-49, pp. 14-15. Even if one were to assume that there is a cash working
capita requirement associated with the return on equity, this effect should dready be incorporated into the
equity return required by the common stock investor. As Mr. Henkes testified, the Company’ s fundamental
assumption that the common shareholder is entitled to the return on hisher equity investment at the exact indtant
that service isrendered isincorrect. 1d. Thefact isthat the shareholder recaives hishher return through the
quarterly payments of dividends and any gain in the Company’s sock. This is the mechanism by which the
common shareholder is compensated in the red world. The Georgia Public Service Commission (“ Georgia
PSC”) recognized thistiming issue and has held that it is inappropriate to assume that there is a cash working
capitd requirement associated with the return on equity and thus should be removed from any cash working
capitd cdculation.

...... (Dtiserror to include recognition of an aleged cash working capital
requirement associated with a return on common equity. Thereisno such
requirement. Even if one were assumed, an alowance for this has aready been
made by virtue of how the Commission setsthe cost of equity.

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

Therefore, the Ratepayer Advocate recommends that the return on equity be removed from the lead/lag
study.

Regarding debt interest, the Company has not recognized the actud lag in the payment of debt interest
initslead/lag Sudy. It isthe Ratepayer Advocate s position that since the Company actually pays its long-term

debt on a semi-annud basis, with an average payment lag of gpproximately 91.25 days, this payment lag should

be considered in the lead/lag study to determine the Company’ s appropriate cash working capita requirement.
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Interest expenses for long term debt are included as part of the Company’ s revenue requirement.
Therefore, the rates paid by PSE& G's customers are set so as to produce, in addition to other amounts, the
ums necessary to pay interest to bondholders. As utility services are used, the Company receives money from
its ratepayers that partly serve to enable the Company to pay interest to its bondholders. However, the
Company does not have to pay its bondholdersinterest immediately. It only paysinterest to its bondholders
twiceayear. Thus, while long-term interest expense accrues on adaily bass, it is paid out semi-annudly ina
lump sum. This meansthat, on average, interest on long-term debt has a payment lag of 91.25 days (365/4).
Stated differently, this means that the Company, from the moment it receives the revenues to recover long-term
debt interest expenses until the time it actualy pays out the interest expenses to its bondholders, has such funds
available for generd working capital purposes. Clearly, ratepayers should not be required to pay areturn on
capital which they provide. Accordingly, the actud interest lag should be reflected in the caculation of cash
working capitd.

There have been severd Board decisions holding that long-term debt interest should not be included in
alead/lag study. These precedents hold that a zero (0) day lag should be assigned to long-term debt payments
because the return on investment is the property of investors when sarvice is provided. See I/M/O Atlantic
City Electric Company, BPU Docket No. 8310-883, (1984); I/M/O Public Service Electric and Gas
Company, BPU Docket No. 837-620 (1984). However, this position isinconsistent with the manner in which
other cash flow items are handled in alead/lag study. Moreover, commissionsin other sates, such asthe
Georgia PSC, have held that it is gppropriate to include interest on debt and preferred dividends with
appropriate payment lags in alead/lag study:

As should be abundantly clear, it is error not to include as elements of alead-
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.

75



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

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 isrendered. The lead/lag study examines the actua cash flows, not the incurring of an expense or
ligbility, in determining the Company’ s cash working capital requirement. Interest expense should be treated in
asmilar manner.

The interest payments to be made to the bondholders are fixed by contract. They cannot be made
earlier or later than the specified date. In this, the bondholders are like the tax collector or any other creditor of
the Company. To refuse to consider the source of working capita from the interest payment lag has the impact
of pendizing the ratepayers who are providing revenues to pay dl expenses, including interest expenses, and it
would provide a“windfal return” to the Company’ s stockholders. The bondholder, who has afixed interest on
his bond, will not receive any benefits from the act of excluding the interest payment lag from working capita
congderations. It will be the common stockholder who will be alowed to earn areturn on such available funds,
collected from the ratepayer through rates, if thisinterest payment lag is not recognized for ratemaking
purposes. For al of these reasons, debt interest expenses should be included with the appropriate payment lag
in the leed/lag study to determine the Company’ s cash working capital requirement. RA-49, p. 16. Therefore,
the debt interest expenses should be included with the appropriate payment lag in the lead/lag study for
purposes of determining the proper cash working capita requirement.

In sum, the Ratepayer Advocate recommends the adoption of the revised lead/lag study calculations set
forth on RA-60, Sch. RJH-6R (12+0). As shown on this schedule, the non-cash deferred expenses,

depreciation and amortization expenses, and deferred income taxes are removed, as well asthe entire Return
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on Invested Capitd line item, while adjusting the Company’ s proposed pro formalong term debt interest with a
payment lag of 91.25 days.

As shown on RA-60, Sch. RJH-6R (12+0), the appropriate lead/lag study cash working capital
requirement to be recognized for ratemaking purposes in this case amounts to approximately $72,464,000. As
summarized on Sch. RJH-3R (12+0), thisis approximately $45,713,000 less than the lead/lag study cash
working capita requirement of gpproximately $118,177,000 clamed by the Company.

D. Consolidated Income Tax Benefits

PSE& G does not fileits federd income tax return on a stand-alone basis, but rather files as a part of its
parent company, Public Service Enterprise Group (“PSEG”). RA-49, p. 19. Other subsidiaries of PSEG are
aso incdluded in the consolidated tax filing. 1d. As set forth more fully below and in the testimony of Ratepayer
Advocate witness Mr. Henkes, consistent with Board policy, the Ratepayer Advocate recommends an
adjustment to the Company’s pro forma rate base to reflect the income tax benefits dlocable to PSE&G's
regulated operations.

By filing a consolidated return, PSE& G can take advantage of tax |osses experienced by its affiliated
companies. The tax |oss benefits generated by one of the affiliates help to offset the positive taxable income of
other consolidated group members. Thistax savings must be alocated among the companiesin the
consolidated group. Therefore, the stand-aone methodology utilized by the Company in this case is clearly
incorrect. The Ratepayer Advocate submits that any alocation of tax savings made to PSE& G should flow-
through for the benefit of its New Jersey ratepayers. RA-49, p. 19. Mr. Henkes recommended an adjustment
to the Company’ s rate base to properly reflect the consolidated income tax savings allocable to the Company.
Id.. The consolidated income tax trestment recommended by Mr. Henkes and advocated by the Ratepayer

Advocate is congstent with recent Board rulings.
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The Board has an established policy that any tax savings dlocable to a utility as aresult of thefiling of
consolidated income tax returns must be reflected as a rate base deduction in the utility’ sbase rate filing. See
I/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 11, BPU Docket No. ER90091090J,
(October 20, 1992) (“Atlantic City Electric 1992 Base Rate Case Order”). The Board et forth at length on
thispolicy in aDecision and Order in 21991 New Jersey Naturd Gas Company case:

...[1]t has been the Board' s long-time policy to adjust operating income to

reflect savings resulting from thefiling of a consolidated income tax return by a

utility’ s parent company. Asearly as 1952, the courts recognized that a utility

attempting to establish its proper operating income level in arate proceeding is

“entitled to alowance for expense of actud taxes and not for higher taxes which

it would haveto pay if it filed on a separate bads” In re New Jersey Power &

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

decison in which the Board indicated that such an adjustment was part of the

Board' sregular policy, which was made consstently for water and dectric

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 previoudy affirmed the 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) (“Lambertville Water”). In Lambertville Water the Court stated:

..[i]f Lambertvilleis part 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 benefits reflected in their utility

rates. Lambertville Water, p. 28

Mr. Henkes recommended a rate base adjustment as the appropriate methodol ogy to reflect
consolidated income tax savings. RA-49, p. 19. This methodology was adopted by the Board in a 1993 Jersey

Centra Power and Light Company case. 1/M/O The Petition Of Jersey Central Power & Light Company

39 /M/0 Petition Of New Jersey Natural Gas Company For Increased Base Rates And Charges For Gas Service And Other
Tariff Revisions: Phase I1; Consolidated Taxes, BRC Docket Nos. GR89030335J and GR90080786J, (Order dated Nov. 26,
1991)(“NING 1991 Base Rate Case”), p. 4.
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For Approval Of Increased Base Tariff Rates And Charges For Electric Service And Other Tariff
Modifications, BPU Docket No. ER91121820J (Final Decision and Order Accepting in Part and Modifying in
Part the Initial Decision dated February 25, 1993) (“*JCP& L 1993 Base Rate Case Order”). Inthe JCP&L
1993 Base Rate Case Order, the Board stated:

... [The Board] ADOPTS the position of Staff that the rate base adjustment is

amore gppropriate methodology for the reflection of consolidated tax savings.

The rate base gpproach properly compensates ratepayers for the time value of

money that is essentidly lent cost-free to the holding companiesin the form of

tax advantages used currently and is congistent with our recent Atlantic Electric

decision (Docket No. ER90091090J).%°

Clearly, the methodology used by Mr. Henkes is consstent with current Board policy. This
methodology results in asharing of tax benefits between the corporation’s stockholders and Utility ratepayers.
Thisis so because there is arate base deduction reflecting the cumulative tax savings which resultsin ratepayers
being credited for the time vaue of money, as wdl 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 positives, yet
acknowledges the proper compensation to ratepayers for the time vaue of money essentidly lent cost freeto
the Company.

Mr. Henkes testified that to properly reflect the consolidated income tax benefits alocable to the
Company, it was necessary to trace the benefits back from 1991 through to 2001. RA-49, p. 19. Mr.
Henkes capture of accumulated tax benefitsis consstent with well established Board rulings. In the Atlantic
City Electric 1992 Base Rate Case Order, the Board stated: “... it is our judgment that the appropriate
consolidated tax adjustment 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 redlized from AEI’s 1990 consolidated tax

filing” Atlantic City Electric 1992 Base Rate Case Order, p. 8. Furthermore, the Board went on to state,

40 JCP&L 1993 Base Rate Case Order, p. 8.
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“[tf]his finding reflects a baancing of the interests to reflect the unique period of uncertainty during the period
1987-1991.” Id. Additiondly, the Board reaffirmed this position in the JCP& L 1993 Base Rate Case Order.
Therein, the Board stated, “[m]oreover in order to maintain consstency with the methodology applied in the
Atlantic decision, ...arate base adjustment which reflects consolidated tax savings from 1990 forward, including
one-half of the 1990 savings, is appropriatein thiscase” JCP&L 1993 Base Rate Case Order, p. 8.

In hisanalyss, Mr. Henkes consdered PSE& G’ s cumulative consolidated income tax benefits
beginning with the year 1991 and ending with the year 2001. RA-49, p. 20. Mr. Henkes analysis of the
Company’stax data for the years 1991 through 2001 was based on PSEG's actual consolidated income tax
returns. 1d. Furthermore, Mr. Henkes considered PSE& G's assumed dlocable share of PSEG' s Alternative
Minimum Tax (*AMT") payments. 1d. Mr. Henkes found that the AMT consideration reduced the
recommended consolidated income tax rate base deduction. Id. Mr. Henkes presented the results of
consolidated taxesin his Direct Testimony. RA-60, Sch. RJH-7R (12+0). Mr. Henkes' recommended
adjustment would reduce the Company’ s rate base by $55,613,000. RA-60, Sch. RJH-3R(12+0), line 7, and

RJH-7R(12+0).
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POINT V
ABSENT THE ADOPTION OF CERTAIN MODIFICATIONS AND
CONDITIONS, PSE& G’SPROPOSAL TO TRANSFER PSE& G
UTILITY ASSETSTO AN AFFILIATED SERVICE COMPANY IS
NOT IN THE PUBLIC INTEREST.
In December 1999, PSEG formed another fourth firgt-tier subsidiary, PSEG Service Corporation
("Services"), to provide management and adminisrative services to PSEG and its subsdiaries, including
PSE& G.* Services became operationd in January 2000 and has operated since then pursuant to “service level
understandings’ initiated between each interna service provider within Services and each operating company. 2
PSE& G subsequently filed aletter request with the Board for gpprova of its proposa to transfer assets
and contracts to Services and for gpprova of the proposed Service Agreement between PSE& G and
Savices® PSE&G's sarvice company petition was subsequently consolidated with the Company’s base rate
case proceeding.
PSE& G included initsfiling a proposed Service Agreement (“ Service Agreement”) governing the
rel ationship between Services and each operating company together with alist of the categories of servicesto
be provided by Services™ PSE&G initidly listed 18 categories of services which are to be provided by
Savices ™
The formation of Services requires the transfer of certain PSE& G assets and contracts to Services.

Certain assets and contracts which are “necessary to the operation of the Service Company” will be transferred

“IpSE& G identified 50 subsidiaries which Servicesis expected to serve. PS-SC-34.

“2pS-SC-70.

pses G requests approval of its proposal pursuant to N.J.S.A. 48:3-7, 48:3-7.1 and 48:3-55(d).

“ps.5C-1, Exh. A, Schedule .

4 1) Accounting Services; ) Auditing Services; 3) Business Development (new business development); 4) Communications
(e.g., employee newsletters); 5) Corporate Secretary; 6) Corporate Services (e.g., reprographics, motor pool, etc.); 7)
Environmental Health & Safety; 8) Financial Risk Management; 9) General PSE& G Management (misc.); 10) Government
Affairs (includes representation before governmental agencies); 11) Human Resource Management; 12) Information
Technology; 13) Legal; 14) Marketing Services; 15) Procurement/Materials Management; 16) Public/Media Relations; 17)
Strategic planning; and 18) Treasury Services. Marketing Services was later removed from the list of services provided by
Services. Id.
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by PSE& G to Services, using net book value asthe transfer price. PS-SC-1, p. 6. Assets and contracts * used
primarily” by PSE& G will be retained by PSE& G, but those relating to adminidirative and managerid services
will be utilized by Services as necessary. 1d. The assets and contracts that are to be assgned and transferred
generdly include office space leases, office furniture and equipment, computer equipment, office supplies, and
communications equipment. PS-SC-1, Exh. B.

Under PSE& G's proposd, management and supporting services functions that were previoudy
performed by PSE& G employees, under the Board's direct regulatory control, will be transferred to a new,
unregulated affiliate. The Service Agreement will govern the prices paid by PSE& G for management services
and other duties performed by Services. The Service Agreement does not have a firm expiration date, although

it may be terminated on 120 days written notice of either pa‘[y.46

Inits earlier comments, the Ratepayer Advocate cited several items of concern.*” Some of the
Ratepayer Advocate concerns were subsequently satisfactorily addressed by the Company, while others
remain. At the evidentiary hearing on February 24, 2003, PSE& G modified its proposal, thereby addressing
some of the Ratepayer Advocate' s concerns, as set forth below:

PSE& G shdl be compensated by Services for an dlocated portion of the full carrying cost of its assetsthet are
shared with Services, including both a“return of assets’ and a“ return on assets,” as well as other codts.
T1499.

During the interim period, PSE& G will be provided with a*“return on assets’ for the shared assets equa
toitsrate of returnin itslast base rate case. T1499.

Full access to the books and records of Services will be provided to the Board, even outside the context of a

regulatory rate proceeding. T1499.

ps.5C-1, Exh. A: PS-SC-71.
4'RA-58, RA-509.
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PSE& G and Services shdl record their cost and dlocations of costs in sufficient detail to alow the Board to
andyze, evaluate, and render a determination as to their reasonableness for ratemaking purposes. T1499.
Furthermore, subsequent to the filing of its service company petition, PSE& G submitted a cost dlocation
manud.® The Ratepayer Advocate' s remaining concerns are addressed below.

A. Standard of Review

The Ratepayer Advocate submits that the proposed transaction must be examined not only in the
context of the traditiond statutory provisions governing utility transfers and contracts, but also in terms of its
impact on competition in the new competitive environment.

In drafting the Electric Rate Discount and Energy Competition Act (*EDECA”, codified at N.J.SA.
48:3-49 et seq.), the Legidature recognized the redities of implementing competitive markets while some areas
remain regulated and non-competitive. Cross-subsdies areinimica to a competitive market and adversdly
affect ratepayers in both the short and long term. Thus, the Legidature dso declared that it is the policy of the

State to “[€]nsure that rates for non-competitive public utility services do not subsidize the provision of

compitive services by public utilities* Hence, the EDECA contains strong prohibitions against cross
subsidization so that captive utility ratepayers will not be forced to subsidize competitive businesses effiliated

with the incumbent utility.>

Therefore, the EDECA required the Board to adopt affiliate relations, fair competition and accounting
standards to protect ratepayers from cross-subsidization and to ensure that eectric and gas utilities would not

enjoy an unfair advantage over their rivalsin acompetitive marketplace” The Board subsequently issued an

411500.

4ON.J.S.A. 48:3-50(a)(4).

0see N.J.S.A. 48:3-55; N.J.S.A. 48:3-56; and N.J.S.A. 48:3-58.
SIN.J.S.A. 48:3-55; N.J.S.A. 48:3-56(f); and N.J.S.A. 48:3-58(K).
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Order (“Affiliate Relations Standards’) on March 15, 2000, setting forth the required sandards ™ The

proposed transaction must be examined in the context of the Board' s Affiliate Relations Standards.

The Board must also consider the Service Agreement and transfer of assetsin terms of other traditiond
gatutory requirements, namey N.J.SA. 48:3-7 and N.J.SA. 48:3-7.1. PSE& G filed its petition requesting
Board approva and authorization for the transfer of assets and contracts under N.J.SA. 48:3-7. Management
service contracts entered into with entities controlling five percent or more of the utility’ s capital stock fal under
theumbrdlaof N.J.SA. 48:3-7.1, if the contracts are in excess of $25,000. Under that statute, PSE& G isaso
required to demondrate that Services will honor al obligations to transferring employees with respect to
pension benefits previoudy promised by PSE& G.

Approximatdy 1,250 employees were transferred to Services. For the most part, the employee
transfer was trangparent. That is, the bulk of the transferred employees continue to perform the same duties and
remain in their same work locations. The Company contends that employment status, pay and benefits did not
change as areault of the restructuring. PSEG said that it wasitsintent that employee pay and benefit packages

would not be affected by the laterd transfersto Services™ Service's Board of Directors adopted employee
pension and benefit agreements previous held by PSE& G and Enterprise™  Transferred employees were not

required to re-gpply or interview for positions with Services, nor were employees required to change work

locations. Furthermore, employee separations resulting from transfer did not occur, according to the

Company.55 Under N.J.SA. 48:3-7, PSE& G has aresponsihility to the employees that are to be transferred to
Services. In sum, based on the information provided by the Company, the Ratepayer Advocate finds no bas's
on which to conclude that the affected PSE& G employees are any worse off regarding employment benefits

dueto the transfer.

S21mi0 Promulgation of Standards by the Board Pursuant to the EDECA, BPU Docket No. EX99030182 (Order dated March
15, 2000).

%ps-SC-56.

¥ps sC-7.

®ps-sC-55.
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Additiondly, under N.J.SA. 48:3-7.1, the Board is required to disapprove of management and service
company contracts if it determines that either: a) the contract violates either New Jersey or United States laws,
b) the prices contained in the contract exceed a“fair price’; or ¢) the contract is found to be “ contrary to the
publicinterest.” Furthermore, precedent for Board action is found in recent Orders where the Board addressed

the formation of service companieﬁ56

For example, in aMiddlesex Water Company service company case, the Board approved the
proposed service company agreement reasoning that it “ provides for a method of fair compensation for services
to be rendered, and is not contrary to the public interest.”” Ina JCP&L/GPU Nuclear service company case,
the Board reasoned that the proposed service agreement is * not unreasonable and not contrary to the public
interest, isin accordance with the law, and has the potentid to attain considerable costs efficiencies and thereby
ultimately lower costs to consumers”® Similarly, in a United Water Vernon Hills sarvice company case the
Board consdered whether the service contract was “ reasonable, consistent with the law, and not contrary to
the public interest.”®

The“public interest” must be examined in the context of restructuring of the eectric industry and the
introduction of competition into the energy market. In sum, the Board must ensure that PSE& G's Utility
ratepayers do not subsidize its unregulated competitive activities, and that PSEG will not enjoy an unfair

advantage over itsrivas in a competitive marketplace as aresult of the proposed transaction.

%see 1/M/0 JCP& L for Approval of a Service Agreement with GPU Nuclear Corp., BPU Docket No. EM 950100390 (Decision
and Order dated March 15, 1996); Re: Atlantic City Electric Company, BPU Docket No. EM97020103 (Order dated January 7,
1998); I/M/O Middlesex Water Company, BPU Docket No. WE95050240 (Order of Approval dated November 22, 1995); I/M/O
United Water Vernon Hills, BPU Docket No. WE95040155 (Order of Approval dated August 21, 1995).

571/M/O Middlesex Water Company, BPU Docket No. WE95050240 (Order of Approval dated November 22, 1995).

%Bsee 1/M/0 JCP& L for Approval of a Service Agreement with GPU Nuclear Corp., BPU Docket No. EM 950100390 (Decision
and Order dated March 15, 1996).

59 /M/0 United Water Vernon Hills, BPU Docket No. WE95040155 (Order of Approval dated August 25, 1995).
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As st forth above, PSE& G’ s proposd to transfer certain utility assetsto Servicesmust meet the
gpplicable standards. Absent the adoption of the modifications and conditions set forth bel ow, the proposed
transfer and Service Agreement should not be approved.

B. PSE& G Should Not Have to Pay a Return on Assets Transferred to Services That IsHigher
than the Return it Would Have Earned Had it Retained Those Assets.

The Service Agreement should be amended to provide that Services charges shall be based on fully
dlocated cogts. Such costs should include carrying codts (i.e., “return on” and “return of”) on the assets used
by the Servicesin the provision of servicesto PSE& G. For asset-related carrying charges billed to PSE& G,
the carrying charges should not exceed Services actud capital cogts, and in no event shall asset related carrying
charges exceed the amounts produced by applying PSE& G's currently authorized rate of return and book
depreciation accrua ratesto Services investment base. Provisions should be added to limit the charges to the
lower of Services actud capita carrying charges or the Board' s authorized rate of return for PSE& G.

PSE& G has not specificaly agreed to this language, but has only agreed to limit chargesto PSE&G's
authorized rate of return.

PSE& G dso must darify its policy on the capita costs associated with assets transferred to Services
from PSE& G. PSE& G should not have to pay areturn on the transferred assets which is greater than the
return it would have earned had it retained those assets. The Service Agreement should be amended to include
adescription of how Services will charge afiliates for the carrying costs and operating costs associated with the
transferred assets.

C. The Service Agreement Should Be Amended to Include a Description of How Services Will

Charge Affiliatesfor the Carrying Costs and Operating Costs Associated with the
Transferred Assets.
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The proposed Service Agreement sets forth how Services will furnish and charge for servicesto

affiliaes® PSE&G clamsthat the services rendered by Services will be priced using a“fully alocated cost
methodology,” with certain alocations made pursuant to formulae listed on Schedulel. PS SC-1, p. 6.
However, the Service Agreement should be amended to provide more specificity asto how Services will
charge its affiliate clients for carrying costs and operating costs associated with the transferred assets.

D. PSE& G Should Be Required to Submit Reportsto the Board Detailing the Per centage of

Direct Billing by Services and its Allocation Factorsfor Indirect Billing.

PSE& G should be required to prepare and file with the Board an Annua Report covering all
transactions between PSE& G and Services for the immediately preceding caendar year. Thisreport, at a
minimum, should detail the various categories, and subcategories, of direct and indirect charges billed to
PSE& G by Servicesfor the immediately preceding caendar year. The Annua Report should dso include a
schedule showing the development of al factors that were used to alocate indirect charges to PSE& G and
other clients of Services, separately, during the year.

Idedly, amgority of costsincurred by Services should be directly billed to the operating companies
that request the service. PSE& G should be required to submit direct billing information in Annua Reportsto
the Board. Thus, the Board would be able to monitor the direct billing percentages figures on a going forward
basis to ensure that Services is achieving this target as the centralized management services concept is more fully
implemented.

PSE& G proposes to use a sgnificant number of cost drivers upon which to base its alocation of costs
incurred by Serviceswhich are not directly billed to affiliates. These cost dlocators should be monitored by the

Board to ensure that they accurately reflect actual cost-causation activity and do not unduly burden the

80ps sc-1, Exh. A, Schedulel.
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regulated utility or work to subsidize acompetitive service. PSE& G should aso be required to file its proposas

for aloceation factor changes with the Board.

E. PSE& G Must Demonstrate That its Ratepayers Will Benefit from its Proposed Treatment of
I ntercompany Debt and Working Capital, and Provide Details Regar ding the Basisfor the
Allocation of Borrowing Costsand Working Capital.

PSE& G should provide details on how PSE& G and other participants are alocated borrowing costs

and working capitd, with respect to the proposed treatment of inter-company debt and working capital.

Saviceswasinitialy capitalized with only a$10,000 equity investment from PSEG.* Additional capital
required beyond thisinitial investment will take the form of aloan from PSEG.” This means thet the assets thet

Services will acquire will be nearly 100 percent debt financed. Thisisamuch different capitd structure than
PSE& G'sregulated capital sructure. The benefits of the highly leveraged capita structure of Services should
flow through to ratepayers. PSE& G should be required to demondtrate that its ratepayers will benefit from this
arrangement.

In addition, PSE& G and the other operating companies will be required to contribute to aworking
capitd fund held by Services. The Service Agreement contains aworking capital account provision whereby

Services will pass on to afiliates short-term debt interest charges it incurs on Services' [oans from PSEG.”

PSE& G should be required to detail the basis for the alocation of these borrowing costs for Board review and
approval.

F. Services Should Be Required to Follow the Same Capitalization Policy as PSE& G.

6lps sc-27.
4.

83ps sC-28; PS-SC-1, Exh. A, p. 3, para. 7.
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Ratepayers should not be exposed to higher charges smply because certain assets are owned by
Services rather than the utility. As demondgtrated below, PSE& G's proposa for Services capitalization policy
has the potentia to adversely affect ratepayers. See RA-58, pp. 14-15. Absent a showing that the SEC or its
outside auditors require such a departure from PSE& G capitdization policy, the Board should condition any
gpprova of the transfer on adherence to PSE& G capitalization policy. PSE& G has not made that showing.
PS-SC-86, pp. 15-17.

Services proposed capitalization policy would permit many expenditures to be currently expensed,
rather than capitalized. See RA-58, pp. 14-15. While this policy might be consstent with PSEG'’ s other
unregulated subsdiaries, it isinconsstent with the policy of itslargest subsdiary, PSE& G, aregulated public
utility. Tresting expenditures as capital items, depreciated over time, works to smooth earnings and more
accurately mirrors the service lives of the underlying assets. Thisis especidly important for regulated industries
where rates are set periodically based on test year expenses. In contrast, treating expenditures as current
expenses might distort earnings for regulatory purposes.

For example, expenditures might increase in arate case test year with the addition of many items that
would otherwise be treated as capita expenditures. Treated as current expenses, such outlays would cause a
spikein total utility expenses during the test year. Passed on to ratepayersin the form of higher service
company fees, the expenditures would have an adverse effect on the rates ultimately paid by ratepayers. In
contradt, if the expenditures were capitalized, the depreciation expense for the items would be spread out over
anumber of years beyond the test year. Capitdization of the expenditures would thus smooth earnings over
time and would result in a more accurate picture of actud costs. Thus, rates based on PSE& G's capitaization
guidelines (rather than those proposed for Services) would be more reflective of actual costs.

PSE& G notes that its proposed capitalization policy will result in timing differences — not permanent

differences — between PSE& G and Services. PS-SC-86, p. 16. However, timing differencesin utility
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ratemaking are important. Concurrently expensing items which might provide benefits in future periods will
result in amismatch between generations of utility customers. Ratepayersin one period would be paying for
items which benefit future periods for which other ratepayers would not bear any costs.

For the reasons et forth above and in its Initid Comments, the Ratepayer Advocate respectfully
submitsthat Y our Honor and the Board should require Services to adopt a capitaization policy that is no less
redtrictive than that followed by PSE& G. RA-58, pp. 14-15. For PSE& G, the Board had adopted the
Uniform Systems of Accounts. For genera plant accounts such as those that have been transferred to Services,

the Board has approved a$1,000 cost threshold for general plant assets”™ This meansthat capitdl additions

cogting less than $1,000 are permitted to be expensed. Services' capitaization policy, however, includes a

$250,000 cost threshold for capita assets and a $10,000 threshold for genera plant assets (e.g., office

eguipment and furniture).”> Under this policy, Services can acquire capital equipment for less than $250,000
(or $10,000 for generd plant assets) and expense it to the operating companies.

In contrast, PSE& G would be required to capitdize the equipment if it had acquired the same
equipment itself. Expensing this equipment through the Service Agreement could result in an unreasonable cost
shift for PSE& G's ratepayers. Hence, Services should be required to adopt the same capitdization policy that
the Board previoudy approved for PSE& G.

G. PSE& G and Services Must Agreeto Be Subject to the Board’s Authority.

Ultimatdly, Services hillings to PSE& G will affect the rates of PSE& G's utility cusomers. As s forth
above, one of the mgor concerns regarding the use of shared services through a service company sructureis
the potentid for cross-subsidization. PSE& G intends to rely much on its own accounting policies and practices

to prevent cross-subsdization. However, diligent oversight by the Board is needed, including conducting the

®ps.sc-37.
85ps.sc-26: PS-SC-37.
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audits mandated by the EDECA and the Affiliate Relations Standards.” Any approval of the proposed transfer

and Service Agreement must be conditioned upon explicit language whereby PSE& G and Services are subject
to the Board' s authority in matters with respect to rates, franchises, services, financing, capitaization,
depreciation, accounting, maintenance, operations or any other matter affecting PSE& G or Services, and its
authority to review the reasonableness of charges incurred under the Service Agreement, aswell asthe Board's
authority to review PSE& G’ s capita cost and operating and mai ntenance expenses.

PSE& G intends to place much reliance on its SAP data processing system and its own cost accounting
policies to prevent cross-subsidization.”” PSE&G claimsthet it established Services as a separate company in
its SAP accounting data system, with its own set of accounting records and documentati on.*® To monitor
compliance, PSE& G aso intends to rely on its local management and internal auditing group as well as
reporting and variance tools included in the SAP software”

Notwithstanding PSE& G's clams regarding its internal accounting controls and internal auditing
procedures, Board oversight is needed and, in fact, required by the EDECA.” The Board is obligated to
conduct periodic audits to assess PSE& G's compliance with the standards set forth in the EDECA and the
Affiliate Rdations Sandards.”” PSE& G acknowledges that the Board has the authority to review dl
transactions between PSE& G and Services* in regulatory rete proceedings”’> However, the Board should

assart itsintent to monitor PSE& G’'s compliance with the relevant standards and EDECA audit mandates even

outside the context of regulatory rate proceedings.

0N.J.S.A. 48:3-55(k); N.J.S.A. 48:3-56(f); and N.J.S.A. 48:3-58(k); Affiliate Relations Standards, Sec. 7.
’ps sc-57.

%9ps-sC-53; PS-SC-57: PS-SC-19.

OSee N.J.S.A. 48:3-55, N.J.SA. 48:3-56 and N.J.S.A. 48:3-58.

"IN.J.S.A. 48:3-55(k), N.J.S.A. 48:3-56(f) and N.J.S.A. 48:3-58(K); Affiliate Relations Standards, Sec. 7.
’ps.5C-75.
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The Board clearly set forth Board oversight provisions and reporting requirements in a recent Order

addressing the operation of a service company affiliated with JCP&L." The Board should adopt similer

measures as a condition for approva in the ingant matter.

Asacondition of any approva of the Company’s proposa, the Board should reassert its authority by
embodying the following language in its Order of approvd: “[t]his Order shal not affect or in any way limit the
exercise of the authority of the Board or of the State in any future petition or in any proceeding with respect to
rates, franchises, services, financing, capitdization, depreciation, accounting, maintenance, operations or any
other matter affecting PSE& G or Services” The Board should also reserve its authority to review the
reasonableness of charges incurred under the Service Agreement, as well as the Board' s authority to review
capital costs and operating and maintenance expenses.

H. PSE& G and Services Should Prepare Data Relating to the Service Agreement as Requested
by the Board, Provide I nformation Showing the Benefit of the Service Company Structureto
Ratepayer s upon Request; Filewith the Board and Ratepayer Advocate Any Proposed
Changesto the Service Agreement, Allocation Factors, or Other Changesin Costing and
Operations Policiesand Procedures, at Least 60 Days Prior to Their Proposed Effective Date.
PSE& G and the Service Company should submit for the Board' s prior gpprova al changesin the

Service Company Agreement, including any additions or deletions in the categories of services provided by the

Service Company, and including changes in the cost alocation bases and procedures for indirect charges.
Asacondition for any approva, PSE& G should be required to prepare data relating to the Service

Agreement, as requested by the Board. Furthermore, PSE& G should be required to provide information

showing the benefits of the service company structure to ratepayers upon request. Findly, in order to permit

adequate and timely andysis, PSE& G should be required to file with the Board and Ratepayer Advocate any

31/M/O JCP&.L for Approval of a Service Agreement with GPU Nuclear Corp., BPU Docket No. EM950100390 (Decision and
Order dated March 15, 1996), pp. 4-6.
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proposed changes to the Service Agreement, alocation factors, or other changesin costing and operations
policies and procedures, at least 60 days prior to their proposed effective date.
l. PSE& G Should Be Required to Demonstrate That the Provision of Risk Management
Services by Services Will Not Violate the Affiliate Relations Standar ds.
Sarvices should not be permitted to offer shared services which may adversaly affect the competitive
market for energy services or cause PSE& G's Utility ratepayers to subsdize other non-utility activities. The

Board's Affiliate Relations Standards permit the sharing of joint “ corporate oversight, governance, support

systems and personnd.”” The Affiliate Relations Standards also contain prohibitions againgt activities and
practices which adversely affect competition and cause ratepayers to subsidize competitive activities. The
functions which Services intends to perform largely comport with the permitted functions enumerated in the
Affiliate Rdations Standards. PS-SC-1, Sched. |. However, included among the functions which Services
intends to provide are services which may adversely impact competition, namely, “Marketing Services’,
“Business Development”, and “Financid Risk Management.” Id. PSE& G has subsequently removed
Marketing Services from the list of Services' activities and has proposed that Service Business Devel opment
activitieswill not be alocated.

Also among the sarvices that the Affiliate Relations Standards identifies as [ s]ervices which should not

be shared” are“hedging, and finandial derivatives and arbitrage services””  PSE&G describes* Financid Risk

Management” as “monitoring risk exposure and reporting to the Risk Management Committee” PS-SC-1,
Exh. A, Sched. . Recognizing that the wholesde purchase of energy and natural gas may involve the use of
derivative indruments, thereis aposshility thet this function might lead to the sharing of proprietary trading
information kept by the utility and its unregulated affiliates. PSE& G should provide specific information

regarding the operation of Services Financid Risk Management unit. Asacondition for approva of its

"pffiliate Relations Standards, Section 5.5(a).
75
Id.
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Petition, PSE& G should be required to demondirate that the operations of the Financid Risk Management unit
do not violate the Affiliate Relations Standards.

Another activity which Services intends to provide is Business Development, including “area
development” activities. PS-SC-1, Exh. A., Sched. I. Thisactivity might adversdly impact competition if it
involves the promotion of business activity in PSE& G's service territory, where new or reocating businesses
have a choice of usng either PSE& G’ s regulated or unregulated services offered by other market participants.
PSE& G should be required to define the scope of its Business Development function, as well as demondirate
that this activity comports with the Affiliate Relations Standards, prior to Board approvd here.

J. PSE& G Should Be Required to Report Any Changesto Services Client Base and Any

Changesin the Type and Scope of Servicesit Performs.

In addition to the scope of serviceswhich Services intends to provide, the “client base” of Services

also neads to be monitored. Initialy, Servicesis to support only corporate affiliates”” The operating
companies are similarly obligated to buy services exdusively from Services” In the future, however, Services

might possibly market itself to unaffiliated businesses”® BUSiness units may also be able to opt out of buying

exdusivdy from Savicesin the future.” Apparently, no specific time frame has been established for either of
these two possibilities. Nor isit certain a this time which support services business units will be entitled to opt-
out of buying from Services. If potentid providers of competitive services become clients of Services, the
Board might need to again review Services operations.

Asaguiding principle, Services should not be permitted to offer shared services which may adversaly
affect the competitive market for energy services or cause ratepayers to subsidize PSEG' s comptitive

ventures. Thus, in addition to the scope of services which Services' intends to provide, the “ client base” of
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Services needs to be monitored. RA-58, pp. 21-22. If potentia providers of competitive services become
clients of Services, the Board might need to again review Services operations. The Board should require
PSE& G to seek Board approvd prior to expanding the “ client base’ of Services. Similarly, the types of
sarvices offered by Services should be monitored.

K. PSE& G Must Submit a Plan for the Timely Inclusion of New Participantsin the Service
Company Agreement Formulae.

Idedlly, ratepayers can expect cost savings through the service company structure if fixed costs are
spread over more participants. One rationde behind centralizing management sarvices is the sharing of fixed
cogts, thereby reducing the fixed cost burden of individud entities. As new operating companies are acquired,
fixed management costs should decline for dl participants. For thisto happen, it will be important that new
participants are incorporated into Services' indirect cost formulae in atimely manner.

Presently, Services has no specific plan for timely inclusion of new participants in its shared services
formulag, dthough PSE& G indicates that Services will review its dlocation factors mnually.80 Annud reviews

are not sufficient, however, if new affiliates are routinely acquired. Newly acquired companies could escape
overhead cost responsbility for nearly ayear in some cases.

Therefore, as a condition of any gpprova, the Company should be required to establish policies and
procedures for the timely inclusion of new participants in the shared services formulae so that these new
participants immediately share responsibility for corporate overhead costs. Furthermore, such savings should
be flowed through to PSE& G’ s ratepayers.

L. PSE& G Must Demonstrate That its Proposal for a Service Company Will Result in Savings
That Could Not Be Achieved by Other Means.

It would not be unreasonable to assume that one of the driving forces behind the establishment of a

sarvice Company sructure isthe potentia for cost savings. Indeed, PSE& G acknowledged as much in its

80ps sc-20.
96



discovery responses.” However, PSE& G dams thet it did not quantify the expected savings that it would

realize from the switch to a service company structure” The synergies and efficiencies which result from the

sarvice company  structure will likely generate cost savings. As a condition for gpproval, PSE& G should be
required to demondirate that its proposd for a service company will result in savings that could not be
achieved by other means.

M. PSE& G Must Also Submit Information Such as Provided for Above Smultaneoudy to the
Ratepayer Advocate.

In order to provide for timely and thorough analysis of reports prepared by PSE& G related to Services,
PSE& G should be required to transmit copies of such reports to the Ratepayer Advocate at the same time such
reports are filed with the Board.
Conclusion

For the reasons set forth above, the Ratepayer Advocate submits that Y our Honor and the Board
should condition any gpprova of the proposed transfer of assets and Service Agreement on the following
conditions:

(1) PSE& G should not have to pay areturn on assets transferred to Services that is higher than the
return it would have earned had it retained those assets,

(2) The Service Agreement should be amended to include a description of how Services will charge
affiliates for the carrying costs and operating costs associated with the transferred assets,

(3) PSE& G should be required to submit reports to the Board detailing the percentage of direct billing

by Services and its dlocation factors for indirect billing;

8lps. 5C-16: PS-SC-36.
82ps.5C-36: PS-SC-43.
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(4) PSE& G must demondtrate that its ratepayers will benefit from its proposed trestment of
intercompany debt and working capital, and provide details regarding the basis for the alocation of borrowing
costs and working capital;

(5) Services should be required to follow the same capitdization policy as PSE& G;

(6) PSE& G and Services must agree to be subject to the Board' s authority in matters with respect to
rates, franchises, services, financing, capitaization, depreciation, accounting, maintenance, operations or any
other matter affecting PSE& G or Services, and its authority to review the reasonableness of charges incurred
under the Service Agreement, as well asthe Board' s authority to review PSE& G's capita cost and operating
and maintenance expenses,

(7) PSE& G and Services should be required to maintain their records within the State and provide the
Board with full accessto their records,

(8) PSE& G and Services should agree to prepare data relating to the service agreement as requested
by the Board, provide information showing the benefits of the service company structure to ratepayers upon
request; file with the Board and Ratepayer Advocate for the Board' s prior approval any proposed changes to
the Service Agreement, alocation factors, or other changesin costing and operations policies and procedures,
at least 60 days prior to their proposed effective date;

(9) PSE& G should be required to demongtrate that the provison of Risk Management and Business
Deve opment services by Serviceswill not violate the Affiliate Relation Standards, and agree to diminate
Marketing as a shared service under Services unlessit can be demondtrated that it comports with the Board's
Affiliate Relations Standards;

(10) PSE& G should be required to report any changesto Services client base and any changesin the

type and scope of the services it performs;
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(11) PSE& G mugt submit a plan for the timely inclusion of new participants in the service company
dlocation formulag;

(12) PSE& G must demondirate that its proposa for a service company will result in savings that could
not be achieved by other means; and

(13) In addition to providing identified data, information, documents, reports and notifications to the
Board as st forth herein, PSE& G mugt aso submit such information smultaneoudy to the Ratepayer

Advocate.
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POINT VI

YOUR HONOR AND THE BOARD SHOULD ADOPT THE
RATEPAYER ADVOCATE'SPROPOSED CLASSREVENUE
DISTRIBUTION, RATE DESIGN, AND TARIFF MODIFICATIONS.

A. The Ratepayer Advocate' s Proposed Distribution Rate I ncrease Should be Allocated Among
Rate Classes Based Upon Consideration of the Combined Impact of the Distribution Rate
Increase and the Expiration of the Company’s Market Transtion Charge.

1. The Ratepayer Advocate's Proposed Class Revenue Distribution Represents a Fair

Allocation of the Combined I mpacts of the Rate Changes Expected to Occur on August
1, 2003.

PSE& G's Petition in this matter included a cost-of-service study, which was presented by Company
witness Gerald Schirra. PS-7, p. 23-46; Schedules GWS4, GWS5, GWS-6, & GWS-7. Asdiscussed in
more detail below, the Company’ s cost-of-service study is not consistent with the policies stated by the Board
in its most recent fully litigated base rate case. 1/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
Revisions, BRC Docket No. ER91121820J, (Final Decision and Order dated June 15, 1993) (referred to
hereinafter asthe “ JCP& L 1993 Base Rate Order” ). However, Mr. Schirra s cost-of-service study was
employed only as agenerd guide to development of the Company’s proposed class revenue distribution. The
Ratepayer Advocate believes that the Company’ s class revenue distribution method produces reasonable
results. Therefore, the Ratepayer Advocate has not performed a cost-of-service study or presented a detailed
evauation of the Company’s study. RA-30, p. 6. The Ratepayer Advocate' s disagreements with specific
aspects of the Company’ s cost-of-service study as they relate to specific class rate design proposas will be
addressed as part of the discussion of class rate design issues below.

PSE& G’ s proposed class revenue distribution methodology is based on the combined impact of the

Company’s proposed $250.1 million distribution rate increase and the expiration of the Market Transtion
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Charge (“MTC"), resulting in a decrease of $367.0 million. RA-29, p. 6; RA-61, Schedule BK-1 (12+0
UPDATE). The net effect of both changesis arate decrease of $116.9 million, or 2.90% on atota revenue
bass. 1d. PSE&G isproposing to move each class s didtribution rates toward the cost of service shown inits
study, but subject to the constraint that the total impact on each class of the combined distribution rate increase
and MTC expiration is no less than one-half the system average decrease (1.45%) and no greater than one and
one-haf the system average decrease (4.35%).

The Ratepayer Advocate believes that the above revenue distribution methodology is the proper
approach given the history of the MTC. The MTC charges were implemented as part of the Company’s
restructuring proceeding. In accordance with the “revenue neutraity” requirements of EDECA, the MTC was
st for each class so asto preserve the Company’ s pre-restructuring class revenue distribution. RA-29, p. 7;
N.J.SA. 48:3-52; I/M/O Public Service Electric and Gas Company’ s Rate Unbundling, Sranded Costs
and Restructuring Filings, BPU Docket Nos. EOO9700070461, EO97070462 & EO97070463 (Fina
Decison and Order dated Aug. 24, 1999), attached “ Stipulation,” Attachment 2, p. 2 of 40. On August 1,
2003, base rate revenues, which became MTC revenues as aresult of restructuring, will again become base
revenues. Thus, the combined effect of changes in base rates and the MTC must be considered in order to
avoid severe rate impacts on any individua class. RA-29, p. 7.

Applying the principles of gradualism in this proceeding is particularly important in light of the other rate
changes that will take effect on August 1, 2003. In addition to the ditribution rate changes and the MTC
expiration, PSE& G’ s ratepayers will be experiencing rate increases as aresult of the expiration of PSE&G's
Restructuring Rate Reduction (* RRR”) and the implementation of the results of the Board' s second statewide
Basic Generation Service (“BGS’) auction.

The Ratepayer Advocate' s proposed class revenue distribution is shown in the updated “ 12+0” rate

design presented by Ratepayer Advocate witness Brian Kacic. The combined effect of the Ratepayer
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Advocate s recommended $82.2 million distribution rate increase and the $367.0 million MTC expirationisa
rate decrease of $284.7 million, or 6.93% on atota revenue basis. RA-61, Schedule BK-2 (12+0 UPDATE).
This rate decrease was alocated subject to the congraint that no class would receive lessthan haf of the
system average decrease (3.46%) or more than one and one-half of the system average decrease (10.39%).

The Ratepayer Advocate s proposed class revenue distribution is gppropriate asit considers the
impacts of the other rate changes expected to occur on August 1, 2003. This methodology should be adopted
by Y our Honor and the Board because it represents afair dlocation of impacts of the combined rate changes.

2. The Revenue Distribution M ethodologies Proposed by Intervenors NJLEUC and

NJCU Would Result in Dispar ate Rate Impactsto Different Rate Classesand are
Based on a Cost-of-Service M ethodology I nconsistent with Board Policies.

Two of the intervenors, the New Jersey Large Energy Users Codlition (*NJLEUC”), and the New
Jersey Commercia Users (“NJCU”), have proposed to alocate the Company’ s proposed distribution rate
increase without considering the impact of the expiration of the MTC. NJLEUC-3, p. 8-9; NJCU-1, p. 9-10.
This approach should be rejected for two reasons. First, the NJLEUC and NJCU proposals would result in
widdy disparate rate impacts to different customer classes. As shown in the surrebuttal testimony of Ratepayer
Advocate witness Brian Kacic, the combined impacts of the Company’s proposed distribution rate increase
and the MTC expiration would range from a 15% decrease to a 47% increase under NJLEUC' s proposal, and
from an 8% decrease to a 39% increase under NJCU'’ s proposal. RA-30, Schedules BK-1Sand B-2S.
Focusing on only those customer classes producing the largest revenues, under the NJLEUC proposd, the
resdentid classwould receive arate increase of 8.69% while commercia and indudtrid rate classes would
receive decreases ranging from 6.91% for the GLP rate class to 10.04% for the HTS-S class. RA-30,

Schedule BK-1S Similarly, the NJCU proposa would impose a 3.48% increase on residentia customers,

while providing rate decreases for commercia and indusirid customers ranging from 4.22% to 6.47%. Either

result is unfair to the resdentia class, which would be the only large class required to shoulder a combined base
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rate/ MTC revenueincresse in addition to the other rate increases that will become effective on August 1,
2003.

The NJLEUC and NJCU proposals aso are flawed because they are based on cost dlocation
principles incond stent with those adopted by the Board inits last fully litigated ectric base rate proceeding.
JCP&L 1993 Base Rate Order. Inthe JCP&L proceeding, the United States Department of Defense and
Federa Executive Agencies had proposed to alocate transmission, subtransmission and distribution costs based
solely on non-coincident pesk demands, while the Division of Rate Counsdl proposed an “average and excess’
method which considered both pesk demand and annua energy usage. JCP& L 1993 Base Rate Order, p. 16.
Noting that “[€]xclusive demand approaches to the dlocation of T& D costs’ had been rgjected in a previous
rate proceeding, the Board adopted the methodology advocated by Rate Counsdl. 1d.

NJCU bases its proposed class revenue distribution on PSE& G’ s cost-of-service study, while
NJLEUC has proposed to use the Company methodology with some modifications. NJCU-1, p. 9-13;
NJLEUC-3, p. 11-12. Contrary to the JCP& L 1993 Base Rate Order, the Company’ s cost-of-service study
relies primarily on demand-based dlocators to alocate its distribution system and related codts. P-7, p. 12.
This methodology is based on the assumption that the construction and maintenance of the Company’s
distribution system are driven solely by peak demand, with no congderation to the year-round energy
requirements of the Company’s customers. T933:L15-23; T935:L.14-20. This methodology over-allocates
costs to low load-factor customers, such as residentia customers, while alowing some customers to escape
cost respongbility entirely if al of their usageis off-pesk. For example, PSE& G witness Gerdd Schirra
acknowledged that his cost-of-service study alocates no cost responsibility for Station Equipment and related
expense items to the Company’ s water heating and street and area lighting customer classes. T939:L.13 -

TO41:L16.
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In PSE& G’ s proposed class revenue digtribution, the results of the Company’s cost of service study
were tempered by consideration of the impacts of the other rate changes expected to occur on August 1, 2003.
Since NJLEUC and NJCU are proposing to apply the Company’s cost of service study results directly, without
aso consdering the impacts of the MTC expiration and other rate changes, their proposed revenue distributions
would result in sgnificant movements toward the erroneous cost benchmarks contained in the Company study.

Following the submission of the intervenors' prefiled direct and rebuital testimony, the Company
prepared an additional cost-of-service study in accordance with directions provided by the Board Staff in
Staff’ s discovery request SPRD-53. This study and the accompanying instructions have been received in
evidence. S-63, S64-S66, S-67. The supplementd testimony of NJCU witness Dennis Goins opposes the
adoption of the Staff cost-of-service methodology. NJCU-3, pp. 4-9. However, Dr. Goins suggests that, if the
Board adopts the Staff methodology, the distribution rate increase alowed by the Board should be spread by
applying the results of the methodology, without limitations on the rate increase received by each class. NJCU-
3, p. 11-12. This approach, like the other revenue distribution methodol ogies proposed by NJLEUC and
NJCU, would have a disproportionate impact on resdentid customers. Using this methodol ogy, the combined
impact of the Company’s proposed distribution rate increase and the expiration of the MTC would be a 91%
rate increase for resdentia customers, and rate decreases ranging from 3.89% to 10.23% for the larger

commercid and industrial dlasses® Thus, residentia customers would be the only mgjor customer class

83 The base revenue increases that would be produced by applying the Staff methodology to the Company’s proposed
distribution rate increase without constraints are shown in column (6) of page 88 of Staff Exhibit S-63. T2036:L 10-20. The total
MTC revenue of each class, and each class’s present hill revenue excluding the Restructuring Rate Reduction, are shown,
respectively, in columns (6a) and (7) of Mr. Schirra’s Schedule GWS-10. T2036:L21 - T2037:L15; P-7 U 12+0, Schedule GWS-
10 UPDATE 12+0, page 1 of 3. Based on these sources, the combined base rate/M TC impacts on the residential and larger
commercial and industrial classes that would result from Dr. Goins’s suggestion would be as follows:

Present total Distribution MTC Total base Per cent Rate
bill revenue rateincrease expiration rate/MTC Change
RS $1,371,583 $ 77,561 $(51,310) $ 26,251 1.91%
GLP 883,375 79,378 (118,139) (38,761) -4.39%
LPL-S 1,034,238 62,340 (102,592) (40,252) -3.89%
LPL-P 316,210 14,235 ( 33,109) (18,874) -5.97%
HTSS 294,220 12,782 ( 42,884) (30,012) -10.23%

104



receiving a combined base rate/M TC increase in addition to the other rate increases that will become effective
on August 1, 2003.

The interclass revenue alocation methodol ogies proposed by NJLEUC and NJCU would unfairly single
out resdentia customersfor arate increase-in addition to other rate increases occurring on August 1,
2003-and are based on a flawed cost-of-service study. These proposal's should be rgjected by Y our Honor
and the Board.

B. Your Honor and the Board Should Adopt the Ratepayer Advocate' s M odificationsto
PSE& G’s Proposed Rate Design and Tariff Changes.

1. The Company’s Proposed I ncreasesto its Monthly Service Charges Should Be
Rejected.

The Company has proposed the following increases in its monthly service charges for the Resdentia
Service (“RS’), Residentia Hesating Service (“RHS’), Resdentid Load Management (“RLS’) and Generd

Lighting and Power (“GLP’) rate classes:

Rate class Present Proposed % Increase
RS $ 227 $ 275 21.1%
RHS $ 227 $ 2.75 21.1%
RLM (<20,000 kWh/yr) $11.43 $13.07 14.3%
RLM (>20,000 kWhyr) $ 641 $13.07 103.9%
WHS $ 2.66 $ 3.23 21.4%
GLP (metered) $ 381 $ 7.62 100.0%
GLP (unmetered) $ 381 $ 352 (7.6%)

P-7 U 12+0, Schedule GWS-13 (UPDATE 12 & 0), p. 5, 7, 10, 15, 20. These proposed increases should
be rejected.

Mr. Schirra s cost-of-service study does not follow the Board' s policies with regard to customer
sarvice charges. As stated in the JCP& L 1993 Base Rate Order, the customer costs included in the customer
charge “should be limited to those costs which are demongrated to vary directly and linearly with the number of

customers on the system, unaffected by either demand or energy consumption.” JCP& L 1993 Base Rate
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Order, p. 17. Moreover, as noted by Ratepayer Advocate witness Brian Kacic, by limiting the costs permitted
to be included in the customer charge, the Board provides customers with more control over their energy hills.
T1133:.L21 - T1134:L.2.

As shown by Staff’s cross-examination of PSE& G witness Gerald Schirra, the costs classified as
customer-related in his cost-of-service study include a number of indirect costs which the Board has not
permitted to be included in the monthly service charge. T1049:L.2 - T1050:L11; T1056:L2-9; T1133:12 -12;
JCP&L 1993 Base Rate Order, p. 17. Thus, the Company has not met its burden of demondirating that its
proposed customer monthly service charges are reasonable under N.J.SA. 48:2-21 (d).

The Company’ s proposed monthly service charge increases have not been supported by a proper
analysis of customer costs. The proposed increase should be regjected by Y our Honor and the Board.

2. The Company’s Proposed Steeply Declining Block Rate Structurefor Residential

Winter Ddlivery Rates Should be Modified to Preservethe Current “ Flat” Rate
Structure.

Under the Company’ s current tariff for the RS rate class, the combined per-kilowatt hour distribution
rate and MTC charge during the winter months are dightly higher for usage above 600 kilowatt-hours per
month than for the first 600 kilowatt hours of usage. The Company’s current distribution charge decreases by
0.16 centsfor the “ above 600 kilowatt-hours’ rate block, while the MTC charge increases by 0.24 cents.
Thus, the combined rates are gpproximately .08 cents per kilowatt hour higher for usage above 600 kil owatt-
hours per month than for the first 600 kilowatt-hours. P-7-RB, Schedule GWS-2-RB; T677:L3 - T683:L8;
RA-29, p. 9. Under the Company’s proposed rates, the per kilowatt hour rate would decrease by 1.9 cents for
usage over 600 kilowatt-hours in amonth. T683:L9-24; RA-29, p. 9; P-7 U 12+0, Schedule GWS-13, p. 5 of
43. The steeply declining block structure is the result of the Company’s proposa to collect dl of its asserted
“customer-reated” costs which are not recovered in the monthly service charge over the first 600 kilowatt

hours of monthly usage. RA-29, p. 10.
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The Ratepayer Advocate believes that the Company’ s proposed change in rate structure is too extreme
to implement in this proceeding. The steeply declining block structure would impose a disproportionate burden
on lower-usage customers, due to the fact that alarger percentage of their total usage falls within the “up to 600
kilowatt-hours’ rate block. RA-29, p. 10. The Ratepayer Advocate also believes that the declining block
sructure is ingppropriate given the importance of energy conservation.

Mr. Kacic has presented an dternative rate design which equalizes the total winter distribution rate
over the first and second rate blocks. Under this rate design, the per kilowatt-hour distribution charge would be
2.5819 cents per kilowatt-hour for al usage, rather than the Company’ s proposed 3.0884 cents per kil owatt-
hour for usage up to 600 kilowatt-hoursin a month, and 1.1772 cents per kilowatt-hour for usage over 600
kilowatt-hours. RA-29, p. 10; RA-61, Schedule BK-3 (12+0 UPDATE), p. 1; P-7 U 12+0, Schedule GWS
13, p. 50f 43. Your Honor and the Board should adopt this rate design for the RS rate class.

3. PSE& G’s Proposal to Recover All Non Customer-Char ge Revenues Through Demand
Chargesfor its Customer Classes With Demand Charges Should be Regjected.

Under PSE& G's current tariff, the Company recovers a portion of its non customer-charge revenues
from the Generd Lighting and Power (“GLP’) customer class, as well as other customer classes with demand
charges, through the MTC. Since the MTC includes energy usage charges, customers in these classes pay
corresponding portions of their eectric bills based on energy usage. RA-31, p. 6. Beginning August 1, 2003,
the Company is proposing to recover virtualy dl non-customer charge revenues from these classes through
demand charges-the only remaining energy-based charge would be the Trangtiona Energy Facility Assessment
(“TEFA"). RA-29, p. 12; RA-31, p. 6.

The impact on the GLP dassis explained in Mr. Kacic's prefiled direct testimony. The Company

currently recovers gpproximately 53% of its non customer-charge revenue from this class, based on energy
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usage. P-7 U 12+0, Schedule GWS-13 (12+0 UPDATE), p. 20 of 43.3* With the expiration of the MTC,
the Company’ s proposed rate design would recover amuch higher portion of the GL P revenue requirement
through demand charges—approximately 91% based on the Company’ s proposed distribution rates. Only 9% of
the proposed revenue requirement would be recovered through the energy-based TEFA. RA-29, p. 12. The
resulting rate impacts can be seen from Mr. Schirral s Schedule GWS-14 UPDATED 12+0, page 4 of 8, which
shows the impact of the Company’ s proposed rate design on GL P customers segmented by load factor. The

GLP classwould receive an overall decrease of 2.6%, but the impact on the different customer segments

ranges from a 6.1% increase for customers with the lowest load factors, to a6.7% decrease for customers with
the highest load factors.

The Ratepayer Advocate recommends arate design that will more closaly preserve the exigting
proportions of demand-based and energy-based revenues. RA-29, p. 13; RA-31, p. 6. Mr. Kacic has
presented proposed rate designs based on the Ratepayer Advocate' s proposed “12+0” revenue requirements
which maintain the current proportions of demand and energy-based revenues for Rate Classes GLP, Large
Power and Lighting-Secondary (“LPL-S’) and Large Power and Lighting-Primary (“LPL-P). RA-61, Schedule
BK-3 (12+0 UPDATE), p. 7, 8, 9. For the Company’s two other demand-related Rate Classes High Tension
Service-High Voltage (“HTS-HV”) and High Tenson Service-Subtransmisson (*HTS-S’), retaining the current
demand/energy split would have resulted in an energy-based rate lower than the current TEFA charge. For
these two classes, the Ratepayer Advocate' s proposed rate design sets the energy-based charge at the TEFA
rate. RA-31, p. 6; RA-61, p. 3, Schedule BK-3 (12+0 UPDATE), pp. 10, 11.

The Company’ s rebuttal testimony proposes an aternative rate design which would recover some of its

non-customer charge revenues through an energy charge. P-7-RB, pp. 32-33. However the dternative

8 The 53% figureis based on the Company’s “12+0" update. The 50% figure stated in Mr. Kalcic’s prefiled direct testimony
was based on the Company’ s original filing. RA-29, p. 12.

108



proposa would il depart from the current demand/energy split. For example, non customer-charge revenues
for the GLP customer class would be recovered 74% through demand charges, compared to the current 47%.
P-7-RB U 12+0, Schedule GWS-4-RB (12+0 UPDATE).® While thisis an improvement over the
Company’s origindly filed rate design, the Ratepayer Advocate bdievesthat, given the other Sgnificant rate
changes expected to occur on August 1, 2003, it is preferable to preserve the current proportions of demand
and energy-based revenues for the Company’ s customer classes with demand charges.

4. The Company Should Be Directed to I nform Customer s of the Availability of

Residential Load M anagement Service More Frequently Than the Current Annual
Basis.

PSE& G currently provides Residentid Load Management (“RLM”) service to gpproximately 14,400
resdentia customers. RA-29, p. 20. RLM isan optiond rate schedule, which gives customers the opportunity
to achieve savings by moving their eectric usage from on-pesk to off-pesak times during the summer months. P-
1, Schedule 3, proposed Original Sheet No. 89. The Company currently informs customers of the avallability
of RLM service on an annud basis, through a bill insert. RA-29, p. 20.

Grester awareness of the availability of RLM service would provide customers with the opportunity to
reduce their own eectric bills, and the resulting lower peak usage could improve rdiability and reduce cogts for
al customers. Therefore, the Ratepayer Advocate believesthat RLM service should be promoted on amore
frequent basis. R-29, p. 21. The Ratepayer Advocate recommends that the RLM rate should be promoted on
a least aquarterly basis.

The rebuttal testimony of Mr. Schirra states that the Company does not object to providing residentia
customers with more information about RLM service “assuming that the Company’ s costs of providing such

notice are recoverable” P-7-RB, p. 27. However, as explained in Mr. Kdcic's surrebuttal testimony, the

8 These figures are based on the Company’s “12+0" update. Asoriginally filed the percentages were 67% and 50%
respectively, as stated in Mr. Kalcic's prefiled rebuttal testimony. RA-30, p. 5.
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Ratepayer Advocate is not proposing any new or costly marketing program. The Company could promote
RLM sarvice more frequently than annudly through existing means of communicating with customers, such as
bill inserts and bill messages, & little or no incrementad cost. RA-30, pp. 4-5. The Company should be directed
to use such means to more effectively promote the avalability of RLM service. Information on the RLM rate
should be provided through bill inserts and/or bill messages on a least a quarterly basis.

5. Your Honor and the Board Should Reect the Company’s Proposed 267% Increasein
its Reconnection Charge.

Public Serviceis proposing to increase its reconnection charge for customers whose service has been
disconnected from $15 to $55, a 267% increase. P-7, p. 86. The Ratepayer Advocate believes that this charge
is excessive, unduly burdensome to low-income customers and counterproductive.

The Company’ s reconnection charge fals most heavily on those customers who are least able to afford
it, thet is, cusomers who have difficulty paying ther utility bills. RA-29, p. 22. Given thisredlity, the Ratepayer
Advocate believes that a 267% increase is particularly ingppropriate. The proposed increase is dso likely to be
counterproductive. If a high feeisimpaosed on a customer with alimited ability to pay, that cusomer isless
likely to be able to return to the system, resulting in lost revenue and other customers having to bear more than
their share of embedded costs.

Further, the Company proposdl is based on a cost analysis which overdates the costs properly
alocable to customers who have their service restored. PSE& G has calculated its “reconnection” costs by
dividing the Company’ stota costs associated with shut-offs for non-payment by the number of services
reconnected—rather than the total number of shut-offs for non-payment. RA-29, pp. 21-22. In effect, this
calculation alocates costs incurred due to customers who are never reconnected to those customers who do

re-establish service, |d.; T686:L12 - T687:L21.
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The Company’s proposa aso should be viewed in light of the Board' s establishment of a permanent
Universa Service Fund, which was announced by the Board on Thursday, March 20, 2003. 1/M/O
Establishment of a Universal Service Fund Pursuant to Section 12 of the Electric Discount and Energy
Competition Act, BPU Docket No. EX00020091. Asisaddressed at length in the testimony, comments, and
other submissions by the Ratepayer Advocate in that proceeding, the permanent Universa Service Fund
program adopted by the Board is expected to reduce the number of customer shut-offs for non-payment. The
Ratepayer Advocate believes that thisis a better gpproach than increasing the amount the Company may collect
from customers whose service is restored.

The Company is proposing to address the impact of its proposed reconnection charge increase on low-
income residentid customers by charging a reconnection fee of $15 to cusomers digible for Universa Service
Fund benefits, and recovering the remaining $40 from the Universd Service Fund. P-7, p. 105. The present
base rate docket is not the gppropriate venue to consider this proposal. The establishment of a Universd
Service Fund, and the types and amounts of the benefits to be provided from the fund, have been the subject of
extensve comment and congderation by awide range of interested partiesin the Board' s Universd Service
Fund docket. Those parties have included, in addition to the Ratepayer Advocate and the utilities, State
agencies, members of the State legidature, community-based socid service organizations, advocacy
organizations, and concerned citizens. The Universal Service Fund docket is the appropriate proceeding for
determining what benefits will be funded through the Universal Service Fund, not the present base rate docket.
The Ratepayer Advocate recommends that the Company’ s current reconnection charge of $15 be retained for

al customers.
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6. Your Honor and the Board Should Reect the Company’s Proposed 57% Increasein
itsField Collection Charge.

The Company is proposing a57% increase in its Field Collection Charge, from $14 to $22. P-7, p.
103. This charge applies to non-residential customers when a Company representative vigts the cusomer’s
premises to disconnect service for non-payment, but instead receives sufficient payment from the customer to
avoid disconnection. Id. The proposed increase would have a disproportionate impact on customers who have
difficulty paying their bills, such as smal businesses affected by the dow economy. Further, the cost
computation provided by the Company in support of the proposed increase improperly includesindirect costs.
RA-29, p. 23. For these reasons, the proposed increase in the Field Collection Charges should be regjected.

7. The Company’s SBC and NTC Charges Should be Based on Kilowatt Hours Delivered
to the Customer, Without Adjustment for L oss Factors.

PSE& G isproposing that is Societd Benefits Charge (“SBC”) and Non-Utility Generation Trangition
Charge (“NTC”) be established as a uniform per kilowatt-hour charge based on energy ddlivered at the
customer’s meter. Thisis a departure from the current methodology, which took loss factors into account, thus
resulting in dightly lower charges for cusomers taking service at higher voltages. P-7, pp. 49-50. Intervenors
NJLEUC and Co-Sted Raritan, Inc. (“Co-Stedl”)® have opposed this change. NJLEUC-3, p. 27; CS-2, p.
24.

The SBC and the NTC should be calculated based on delivered kilowatt-hours, as proposed by
PSE& G. AsMr. Schirraexplained in hisrebuttal testimony, the current charges reflect loss factors for
historica reasons, because the SBC and the NTC were established using the Company’ s previous Levelized
Energy Adjustment Mechanism, which collected for costsincurred at the generation leve. P-7-RB, p. 18. In

contrast, the SBC and NTC charges are to collect for socid programs and the costs of restructuring, not

8 puri ng the pendency of these proceedings Co-Steel was acquired by Gerdau Ameristeel and renamed Gerdau Ameristeel
Perth Amboy, Inc.
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“generation level” cogts. The Ratepayer Advocate is in agreement with PSE& G that the most equitable way to
share these cogtsisfor al customersto pay uniform charges per ddivered kilowatt hour ddivered to the
customer. P-7-RB, p. 19.

8. The Company Should Not be Permitted to Eliminate its Current Curtailable Electric
Service Tariff.

The Company’s current tariff for Rate Schedules GLP, LPL and HTSinclude a Curtallable Electric
Service (“CES’) Specid Provision. P-1, Schedule, Original Sheets 72-73, 88-89, 154-55. Under these
provisons, customers who agree to limit their loads during times of curtailment receive a credit of $6.11 per
average kilowaitt of load curtailed. 1d; RA-29, p. 19. The Company is proposing to iminate its CES program
and replace it with a*“ Customer Voluntary Load Reduction Program,” which would provide no compensation
to cusomersfor their curtailments. P-7, pp. 86, 90, 91; P-7-RB, p. 14; RA-30, p. 2. The Ratepayer Advocate
believes that the eimination of the CES program would be detrimenta to ratepayers, and contrary to the
Board’s most recent Order regarding the CES program.

The CES program provides important benefits for the Company and its customers. Since the
curtailments resulting from the CES program reduce loads during times when eectricity isin the shortest supply,
this program should reduce the cost of BGS. RA-29, p. 19; T1092:L 17-24. In addition, the load curtailments
provide digtribution related benefits, helping to maintain the reiability of PSE& G’ s digtribution system and
reducing the costs of digtribution service by reducing the need for system improvements and maintenance. Id.
These benefits should be preserved for the Company and its ratepayers.

The Board expressed its concern about maintaining an effective curtailment program for PSE& G inits
most recent Order addressing the CES Program. 1/M/O the Petition of Public Service Electric and Gas

Company—Review of Experimental Curtailable Electric Service Special Provision and Request for
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Approval of a New Program, BPU Docket No. ET000020102 (Decision and Order dated May 25, 2000)
(referred to hereinafter as* 2000 CES Order™ ) (copy marked as P-38). In that proceeding, PSE& G had
sought to modify the previoudy effective verson of the CES program to target customers more likely to
respond to requests to curtail, to eiminate a“premium credit” for curtaillments made during the Company’s
system peak hour, and to gpprove the modified program on a permanent basis. Id, pp. 3-4. The Board,
however, found that permanent approva would be “premature’ given the relaively short period during which
the Company’ s proposa was reviewed. The Board therefore gpproved the modified provisions on a continued
experimenta basis, pending further review to assure that the modified provisons would * contribute to a greater
ability of PSE& G to manage the rdiability of its distribution obligations during times of pesk demand.” The
Board therefore approved the CES Specid Provision, as modified, on a continued experimenta basis “ until
such time as the parties are able to resolve any outstanding concerns and the Board has further opportunity to
congder thismatter.” 1d., p. 4.

The Company is proposing, in effect, to bypass the review process contemplated by the 2000 CES
Order. The CES program would be diminated with no review to assure that an effective curtailment program
will remanin place

PSE& G apparently does not dispute the benefits of the CES program. However, it argues that the
current level of the CES credit, $6.11, was “based solely on generation capacity costs savings,” and that,
accordingly, the CES program should have been addressed in the Board' s generic BGS proceeding, Docket
No. EX-01110754. PS7-RB, p. 13. Thisargument is unfounded. The imination of the CES Specid
Provison was proposed by PSE& G initsfiling in this docket. P-7, p. 86, 90, 91. Thus, assuming that the BGS
docket is the exclugve forum in which “the continuance or discontinuance of these types of programs will be

decided,” it is PSE& G that has made its proposd in the wrong proceeding. P-7-RB, p. 14.
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The rebutta testimony of Mr. Schirra argues that the BGS proposal recently approved by the Board
reflected an intent to “ shift away from flat rates with curtailable incentives’ toward the implementation of hourly
pricing mechaniams that diminate the need for incentives. PS-7-RB, p. 14. Mr. Schirra apparently intends to
imply that the Board, by approving PSE& G's BGS proposd, implicitly authorized the Company to iminate the
CES Specid Provison. Thisargument is basdess. In the Board's Decision and Order approving the proposas
of the State’ sfour dectric utilities for procuring BGS suppliers for the “post-trangtion” period beginning August
1, 2003, hourly pricing was authorized only for the largest commercia and industrid customers. 1/M/O the
Provision of Basic Generation Service Pursuant to the Electric Discount and Energy Competition Act,
BPU Docket Nos. EX01110754 & EO020700384 (Decision and Order dated December 18, 2002) (cited
hereinafter asthe“ Post-Transition BGS Order” ), p. 3. The gpprova of hourly pricing for afew large
customers did not eiminate the need for the utilities existing load management programs, and nothing in the
Board' s Decison and Order indicates any intent to eiminate these programs.

Further, PSE& G does not deny that the CES program benefits its distribution system. Rather, the
Company appears to be arguing that it can achieve these benefits through its proposed “ Customer Voluntary
Load Reduction Program,” which would provide no compensation to customers curtaling their loads. PS-7-RB,
p. 14. However, the Company has provided no evidence of the effectiveness of such aprogram. The
Company has failed to meet its burden of proof to justify that the change or dteration is reasonable pursuant to
N.J.SA. 48:2-21(d). In the absence of such evidence, the current CES Specid Provision should be maintained.

Findly, during the cross-examination of Mr. Kacic, the Company’ s atorney expressed concern thet, to
the extent that the distribution-related saving resulting from the CES program were less than the current $6.11
per kW credit amount, the Company would not be able to recover these costs. T1093:L10 - T1094:L4. Thisis

not a sufficient judtification for diminating a beneficid load management program. Since the Company has made
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no effort to quantify the distribution benefits of the CES program, the amount of any under-recovery—or, for that
meatter, any over-recovery—isamatter of speculation. T1095:L.3-8. If the Company believes that some of the
costs of this program should be recovered through its BGS rates, it is free to make such a proposal as part of
future BGS proposals.

The Company’ s CES program promotes conservation and load management, thus benefitting both
PSE& G and its ratepayers. Y our Honor and the Board should reject the Company’s proposa to eliminate this
important program.

9. The Company’s Area Development Service Tariff Should be Reviewed Along With

Similar Provisonsin Other New Jersey Utilities Tariffsfor Uniformity and
Consistency with Current State Policy.

Severd of the Company’ s rate schedules include specid “Area Development Service’ rates for
commercid and industria customers located in specific communities. These provisons deate from 1984, when
the Board gpproved Area Development rates for nine communities. 1/M/O the Petition of Public Service
Electric and Gas Company for an Increase in Electric and Gas Rates, BPU Docket No. 837-620
(Decison and Order dated March 23, 1984). Four more communities were added in 1985 and 1986 and two
more in 1988. I/M/O Including the City of Plainfield in Area Development Service Special Provisions
Tariff for Electric Service, BPU Docket No. ET8509-886 (Order dated Oct. 10, 1985); I/M/O the Request
of Public Service Electric and Gas Company to Include Gloucester City, Passaic City and the Township
of Weehawken in Area Devel opment Service Special Provisions Tariff for Electric Service, BPU Docket
No. ET85101043 (Order dated March 6, 1986); 1/M/O the Requests of Public Service Electric and Gas
Company to Include the Cities of Kearny and Orange in Area Development Service Special Provisions
Tariff for Electric Service, BPU Docket No. ET87080892 (Order dated December 28, 1988). The

Ratepayer Advocate does not object to the continuation of these provisons. They should, however, be subject
116



to the Board' s continuing review to assure that PSE& G's Area Development tariff provisions are consstent
with smilar provisonsin other utilities tariffs and in accord with current State policies.

In arecent review of New Jersey Naturd Gas Company’s (“NJIJNG”) Economic Development Service
(“EDS’) tariff, the Board expressed concern that the communities digible for the specid rates were based on
the Municipa Digtress Index compiled by the New Jersey State Planning Commission, which was last updated
in 1996 and thus may be outdated. Therefore, the Board approved the NING tariff, but subject to areview by
the Board' s Staff of aternative indices that could be used to determine digibility for the EDS rate. 1/M/O the
Petition of New Jersey Natural Gas Company to Modify and Extend Nunc Pro Tunc its Current
Economic Development Service Tariff, BPU Docket No. GR01040223 (Order dated October 9, 2002).
Since there has been no comprehengve review of the communities digible for PSE& G's Area Development
Sarvicerate Snce it was originaly established in 1984, the Board may wish to review thisissuein light of the
Staff review ordered in connection with the NING tariff.

In addition, area development tariffs are not consstent statewide. As an example, the EDS tariff
recently approved for NING is limited to new customers receiving service a new or previoudy vacant
buildings, and exigting customers expanding their operations. Further, dl customers applying for the EDS rate
must demondirate that they are adding new jobs. Id., attached Second Revised Sheet No. 46. PSE&G's
Area Devedopment Service tariff provisons do not include smilar provisons. Y our Honor should recommend
that the Board review the PSE& G's Area Development Service tariff provisons, dong with Smilar provisonsin
the tariffs of the State’' s other eectric and gas utilities, to assure that they are congstent.

10. TheCompany’s Proposed Tariff Should be Modified to Reflect the Company’s

Withdrawal of its Proposal to Require Certain Customersto Obtain Remote M etering
Equipment at the Customer’s Expense.
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PSE& G's proposed tariff includes proposed new provisions giving cusomers the option of having the
Company provide certain optiona metering services, such as remote meter readings, availability of data pulse
information, and advanced interva metering. P-1, Schedule 3, proposed Original Sheet No. 21. These
optiond services would dl be available at the customer’ s expense. In addition, the proposed new provisons
include the following language that would give the Company the right to require certain cusomersto pay for the
ingdlation of remote metering equipment:

If the meter is not located in an outside readily accessible area solely due to the customer,
Public Service reserves the right to ingtal remote metering equipment at the customer’s

expense.
Id. Ingdlation of remote meter reading equipment involves substantid expense, including $106.00 ininitia set-
up charges. RA-29, p. 17. Thedirect prefiled testimony of Mr. Kacic recommended that the Board reject this
provision as unnecessary, because the Board' srules, specificaly N.J.A.C. 14:3-7.9 (b) , already address
Stuaions in which the Company is unable to obtain an actud meter reading. RA-29, p. 17.

In response to Mr. Kadcic' s testimony, the rebutta testimony of Company witness Gerald Schirra stated
that the Company was withdrawing the proposed new language providing for mandatory ingtdlation of remote
metering equipment at customer expense. R-7-RB, p. 54. The tariff established in this proceeding should reflect
theremovd of this language.

11.  TheProposed Tariff Should Be Maodified to Include L anguage Clarifying the Reasons
for and Impacts of a Customer’s Generation and Transmission Obligations.

Each of the Company’ s distribution rate schedules includes a section relaing to a customer’s
“Generation and Transmisson Obligations.” These obligations do not affect a customer’s digtribution rates.
Rather, they are used to determine the generation capacity and transmission service that must be obtained by

Third Party Suppliers providing generation service to PSE& G customers. RA-29, p. 18. The Company’s

118



proposed tariffs did not explain the reasons for the Generation and Transmission Obligations, or their impacts
on customers. As part of the discovery process, the Company provided additiond tariff language to address this
concern. RA-29, Schedule BK-6. The tariffs established in this proceeding should include the darifying language

provided by the Company.
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POINT VII
YOUR HONOR SHOULD RECOMMEND AND THE BOARD
SHOULD CONDUCT AN INVESTIGATION OF PSE&G'SMETER
READING PERFORMANCE, AND APPROPRIATE STANDARDS
AND A PENALTY MECHANISM SHOULD BE ESTABLISHED TO
ASSURE THAT THE COMPANY MEETSITS SERVICE
OBLIGATION IN THISAREA.

One of the dlements of proper utility service is accurate bills, based upon accurate customer usage
information. N.J.A.C. 14:3-7.9. Accurate meter readings are becoming even more important with the
implementation of rates that vary from month to month or from season to season, and with the increasing need
for energy conservation. The record of this proceeding, however, suggests that PSE& G’'s meter reading
performance is declining.

Based on data provided by PSE& G, the Company’ s estimated meter readings increased from an
average of 12.4% in 1999 to an average of 14.7% during the first seven months of 2002. RA-29, p. 15; R-10;
T332:L10 - T333:L8. Even more problematic from a customer perspective is the number of accounts with
consecutive estimated meter readings. As shown in a Company response to a Ratepayer Advocate discovery
request, the number of accounts with four or more consecutive estimated meter readings has grown steadily
from 1999 through 2002. RA-13, p. 2. The deterioration in the Company’ s performance is most evident from
the number of accounts with nine or more consecutive estimated meter readings. The number of such accounts
grew from 38,666 in August 1999 to 66,959 in August 2002. RA-13, p. 2; T344:L3-10.

The Company has not provided any convincing explanation for the decline in its meter reading
performance. One Company response to a Ratepayer Advocate discovery request stated that the decline was

the result of increased vacancies in meter reading positions and increased vacation and Sck days. RA-12.

However, this same discovery response shows that the total “Meter Reading Mandays Lost” dueto dl of these
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factors were lower in 2000 and 2001 than they werein 1999, when the Company achieved a higher percentage
of actual meter readings. I1d. T340:.L5 - T341:L7. The Company aso has not explained why its meter reading
performance has declined despite a Sgnificant increase in the number of its meters with remote meter-reading
capability. RA-16; T356:L.11 - T359:L 3.

Despite the steady increase in accounts with consecutive estimated readings, the Company apparently
has not undertaken measures to address this problem. According to Company witness Peter Cistaro, the
Company’s only meter reading “target” isto read at least 85% of dl meters annudly; there are no additiona
“targets’ directed to accounts with consecutive estimated meter readings. RA-12, p. 1; T350:L8-18. Further,
there is other evidence of the Company’ s failure to minimize the number of accounts with large numbers of
consecutive estimated meter readings. The notice sent by the Company to customers with four or more
consecutive estimated meter readings does not comply with the Board's meter reading rule. Such notices are
supposed to explain “that ameter reading must be obtained” and advise the customer of the “pendty for falure
to complete an actua meter reading.” N.J.A.C. 14:3-7.9(b). The Company’s notice does not meet either of
these requirements. RA-14; T351:L.2-21. The Company aso does not maintain records of which customers
receive the notice, nor does it maintain records of other measures to obtain actud readings, such as telephone
contacts and evening and weekend meter reading appointments. RA-14; RA-15; T352:L.13 - T355:L11.

The evidence discussed above indicates a clear need for PSE& G to improve its meter reading
performance. Y our Honor should recommend, and the Board should conduct, an investigetion of the
Company’s meter reading performance. Based on this investigation, the Board should establish gppropriate

meter reading standards for the Company, aong with a penaty mechanism for falure to achieve the sandards.
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CONCLUSION

For the above reasons and based on the substantia, credible evidence in the record, the Ratepayer

Advocate urges Y our Honor and the Board to adopt our recommendations as outlined herein and summarized

below:

A.

Rate of Return and Capital Structure
. Edtablish a9.5% rate of return on common equity for the Company.

. This recommendation is cong stent with recent Board policy with regard to rate of return. In
particular, the Board' sdecison 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) reflects the use of methodologies smilar
to the ones presented by the Ratepayer Advocate' s witness in this proceeding.

. The Ratepayer Advocate' s recommended return on equity is based upon the correct
gpplication of Discounted Cash Flow (“DCF”), Dividend Discount Modd (“DDM”) and
Capital Asset Pricing Modd (“CAPM”) cdculations by witness Basl Copeland.

. Company witness Dr. Morin incorrectly implemented the DCF mode by relying solely upon
edimates of earnings growth, ignoring estimated growth rates for dividends and book vaue per
share. Dr. Morin aso uses afunctiona form of the DCF modd that overstates the dividend
yield portion of the calculation.

. In his CAPM andysis, Dr. Morin substantialy overstates the cost of capitdl. Thisis because he
uses the Ibbotson Associates “arithmetic mean” analysis of stock market returns versus long
term bonds rather than the correct use of the “geometric mean” to determine along-horizon risk
premium.

. In his second (or “ECAPM”) andyss, Dr. Morin incorrectly uses published VVaue Line betas,
which are aready adjusted to compensate for the bias found in the empirica studies upon
which ECAPM isbased. The effect is adouble count of the adjustment needed to reflect the
results of the empirica Sudies.

. Both the “dlowed risk premium”and “higtorica risk premium” methods used by Dr. Morin are
invaid, for these gpproaches assume that al dectric utilities have a congtant risk premium over
time, and because the data he uses do not meet the conditions of avaid linear regression,
which is evident from the graphicd evidence in his testimony.
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. Dr. Morinincorrectly inflates his proposed return on equity by adding a 5% alowance for
hypothetica flotation codts, rather than taking actua data from the November 2002 stock
issuance in order to extrgpolate any costs associated with the issuance of common stock.

. The difference between Company witness Morin and Ratepayer Advocate withess Copeland is
summarized as follows:

. PSE& G's proposed change to itstest year capital structure should be rejected for ratemaking
purposes because it is beyond the end of the test year.

Depreciation

. The depreciation rate for eectric distribution plant should be set at 2.49 percent and the
expense dlowance for depreciation should be adjusted accordingly.

. The excess depreciation reserve which developed since December 31, 1998 should be
amortized to base rates over the remaining two years of the origina amortization period set
forth in the Board' s Find Decison and Order in the Company’ s Restructuring Case.

Revenue Requirement

. Reject the Company’ s requested rate increase of $250,000,000 and adopt the Ratepayer
Advocate' s recommendation for an increase of $32,231,000. RA-60, Schedule RJH-1R
(12+0 Update), line 7.

Pro Forma Operating Income
. Increase the Company’s proposed pro forma operating income by $94,731,000 to atotal of

$183,181,000. RA-60, Schedule RIH-4R (12+0 Update). Theindividua components of this
total adjustment are outlined below.

. Include revenues from fiber optic congtruction and pole and duct rentd in the amount of
$3,413,316, thereby increasing operating income by $2,018,976. RA-60, Schedule RJH-8R,
lines5 and 11 (12+0 Update).

. Include $9,220,000 for the year-end customer revenue annudization adjustment, thereby

increasing operating income by $5,453,000. RA-60, Schedule RJH-9R (12+0 Update).

. Exclude PSE& G’ s proposed labor O& M ratio normdization, thereby increasing operating
income by $9,892,000. RA-60, Schedule RJH-4R, line 4 (12+0 Update).

. Exclude PSE& G’ s requested incentive compensation plan expense of $3,378,000, thereby
increasing operating income by $1,998,000. RA-60, Schedule RJH-10R (12+0 Update).
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Exclude PSE& G’ s requested Restructuring Cost Amortization, thereby increasing operating
income by $7,397,000. RA-60, Schedule RJH-4R, line 7 (12+0 Update).

Adjust PSE& G’ s proposed regulatory commission expenses by sharing the base rate case
expense of $884,000 equally between shareholders and ratepayers and amortizing the audit
expense of $670,000 and ratepayers share of base rate case expense over five years, thereby
increasing operating income by $882,000. RA-60, Schedule RJH-13R, line 4 (12+0 Update).

Increase operating income in the amount of $537,000 by regecting PSE& G's proposal to retain
50% of the five-year average net gains on sae of utility property. RA-60, Schedule RJH-14R,
line 3 (12+0 Update).

Include in the SBC and/or NTC deferred balance an amount of $726,000 for the ratepayers
50% share of the net gain on the sdle of dectric transmission property and an amount of
$5,101,000 for the ratepayers 50% share of the net gain on the sale of the Kearny 12 eectric
generating station during the Trangtion Period. RA-60, Schedule RJH-14R (12+0 Update).

Reject the Company’ s request for $2,467,000 in BGS implementation costs becauseiit is
factudly unsupported by any substantia, credible evidence in the record.

Service Company

Y our Honor and the Board should condition any approva of the proposed transfer of assetsto
the Service Company (“Services’) and the Service Agreement on the following conditions:

PSE& G should not have to pay areturn on assets transferred to Services that is higher than the
return it would have earned had it retained those assets.

The Service Agreement should be amended to include a description of how Services will charge
affiliates for the carrying costs and operating costs associated with the transferred assets.

PSE& G should be required to submit reports to the Board detailing the percentage of direct
billing by Services and its dlocation factors for indirect billing.

PSE& G must demondrate that its ratepayers will benefit from its proposed treatment of
intercompany debt and working capital, and provide details regarding the basis for the alocation
of borrowing costs and working capita.

Services should be required to follow the same capitdization policy as PSE& G.
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PSE& G and Services must agree to be subject to the Board' s authority in matters with respect
to rates, franchises, services, financing, capitdization, depreciation, accounting, maintenance,
operaions or any other matter affecting PSE& G or Services, and its authority to review the
reasonableness of chargesincurred under the Service Agreement, aswell asthe Board's
authority to review PSE& G’ s capital cost and operating and maintenance expenses.

PSE& G and Services should be required to maintain their records within the State and provide
the Board with full accessto their records.

PSE& G and Services should agree to prepare data relating to the service agreement as
requested by the Board, provide information showing the benefits of the service company
Sructure to ratepayers upon request; file with the Board and Ratepayer Advocate for the
Board's prior approval any proposed changes to the Service Agreement, alocation factors, or
other changes in costing and operations policies and procedures, at least 60 days prior to their
proposed effective date.

PSE& G should be required to demondtrate that the provision of Risk Management and
Business Development services by Services will not violate the Affiliate Relation Standards, and
agree to diminate Marketing as a shared service under Services unlessit can be demonstrated
that it comports with the Board' s Affiliate Relations Standards.

PSE& G should be required to report any changesto Services client base and any changesin
the type and scope of the servicesit performs.

PSE& G must submit a plan for the timdly inclusion of new participants in the service company
dlocation formulae.

PSE& G must demondtrate that its proposa for a service company will result in savings that
could not be achieved by other means.

In addition to providing identified data, information, documents, reports and natifications to the
Board as st forth herein, PSE& G must dso submit such information smultaneoudy to the
Ratepayer Advocate.

Cost of Service and Rate Design

The Company’ s cost-of-service study does not follow the cost alocation principles established
by the Board in its most recent fully litigated eectric base rate case. Neverthdess, the
Company’s class revenue distribution methodology, which considers the combined impact of the
proposed distribution rate change and the expiration of the Company’s MTC, produces
reasonable results. The Ratepayer Advocate' s proposed distribution rate increase should be
dlocated usng this methodology.
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The proposas of intervenors NJLEUC and NJCU to alocate the proposed rate increase
without consideration of MTC expiration and other rate changes should be regjected because of
their disparate impacts on different customers classes, and because they would directly reflect
the erroneous cost alocation principles used in the Company’ s cost-of-service study.

The Company’s proposed increase to its monthly service charges are not supported by a
proper analysis of customer costs. These proposed increases should be rejected.

The Company’s proposed steeply declining block structure for resdential winter delivery rates
is adrastic departure from the current “flat” rate structure, and would have a disproportionate
impact on low-use customers. The Board should preserve the current “flat” structure.

PSE& G's proposd to recover virtudly al non-customer charge revenues through the demand
charge for its customer classes with demand charges should be regjected. Instead, non-customer
charge revenues should be recovered from both demand and energy charges, in the same
proportions as under current rates.

The Company should be directed to inform customers of the availability of Residentid Load
Management service more frequently than the current annua basis, at least quarterly.

The Company’s proposed 267% increase in it Reconnection Charge should be rgjected asit is
excessve, unduly burdensome to low-income consumers, and counterproductive.

The Company’ s proposed 57% increase in its Field Collection Charge would have a
disproportionate impact on customers who have difficulty paying their bills, and is based on an
improper cost analysis. This proposed increase should be rejected.

The Company’s SBC and NTC charges are to collect for socia programs and costs of
restructuring, which are most fairly alocated based on energy used by each customer. These
charges should therefore be based on kilowatt hours ddlivered to the customer, without
adjustment for loss factors.

The Company’s Curtailable Electric Service Specid Provison benefits the Company and its
ratepayers by reducing the cogts of BGS, improving distribution system reiability, and reducing
distribution costs. The Company’s proposd to diminate this provision should be rejected.

The Company’ s Area Development Service tariff provisons should be gpproved subject to the
Board' s ongoing authority to review these provisons, dong with smilar tariff provisons of other

utilities, for uniformity and congstency with current State policies.

The Company’ s approved tariff should reflect the withdrawa of its proposd to require certain
customers to obtain remote metering equipment at the customer’ s expense.

126



. The Company’s gpproved tariff should include agreed language clarifying the reasons for and
impact of cusomers Generation and Transmission Obligations.

G. Meter Reading Performance

. Y our Honor should recommend and the Board should conduct an investigation of PSE&G's
meter reading performance. Based upon the results of the investigation, the Board should
establish appropriate standards and a penaty mechanism to assure that the Company mestsits
sarvice obligation in this area.

Respectfully submitted,

SEEMA M. SINGH, ESQ.
RATEPAYER ADVOCATE

By:
Badrhn M. Ubushin, Esg.
Deputy Ratepayer Advocate
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On the Brief:

Ami Morita, Esg., Deputy Ratepayer Advocate

Badrhn M. Ubushin, Esq., Deputy Ratepayer Advocate

Sarah H. Steinddl, Esg., Deputy Ratepayer Advocate
Elaine A. Kaufmann, Esg., Asst. Deputy Ratepayer Advocate
Kurt S. Lewandowski, Esg. Asst. Deputy Ratepayer Advocate
Debra F. Robinson, Esq., Asst. Deputy Ratepayer Advocate

127





