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I.  QUALIFICATIONS 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Matthew I. Kahal. I am employed as an independent consultant retained 3 

in this matter by the Division of Rate Counsel (“Rate Counsel”). My business address 4 

is 1108 Pheasant Xing, Charlottesville, Virginia 22901. 5 

Q. PLEASE STATE YOUR EDUCATIONAL BACKGROUND. 6 

A. I hold B.A. and M.A. degrees in economics from the University of Maryland and 7 

have completed course work and examination requirements for the Ph.D. degree in 8 

economics.  My areas of academic concentration included industrial organization, 9 

economic development and econometrics. 10 

Q. WHAT IS YOUR PROFESSIONAL BACKGROUND? 11 

A. I have been employed in the area of energy, utility and telecommunications 12 

consulting for the past 35 years working on a wide range of topics. Most of my work 13 

has focused on electric utility integrated planning, plant licensing, environmental 14 

issues, mergers and financial issues. I was a co-founder of Exeter Associates, and 15 

from 1981 to 2001 I was employed at Exeter Associates as a Senior Economist and 16 

Principal. During that time, I took the lead role at Exeter in performing cost of capital 17 

and financial studies. In recent years, the focus of much of my professional work has 18 

shifted to electric utility markets, power procurement and industry restructuring.   19 

Prior to entering consulting, I served on the Economics Department faculties 20 

at the University of Maryland (College Park) and Montgomery College teaching 21 

courses on economic principles, development economics and business.   22 

A complete description of my professional background is provided in 23 

Appendix A. 24 
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Q. HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS 1 

BEFORE UTILITY REGULATORY COMMISSIONS? 2 

A. Yes. I have testified before approximately two-dozen state and federal utility 3 

commissions, federal courts and the U.S. Congress in more than 400 separate 4 

regulatory cases. My testimony has addressed a variety of subjects including fair rate 5 

of return, resource planning, financial assessments, load forecasting, competitive 6 

restructuring, rate design, purchased power contracts, merger economics and other 7 

regulatory policy issues. These cases have involved electric, gas, water and telephone 8 

utilities.  A list of these cases is set forth in Appendix A, with my statement of 9 

qualifications. 10 

Q. WHAT PROFESSIONAL ACTIVITIES HAVE YOU ENGAGED IN SINCE 11 

LEAVING EXETER AS A PRINCIPAL IN 2001? 12 

A. Since 2001, I have worked on a variety of consulting assignments pertaining to 13 

electric restructuring, purchase power contracts, environmental controls, cost of 14 

capital and other regulatory issues. Current and recent clients include the U.S. 15 

Department of Justice, U.S. Air Force, U.S. Department of Energy, the Federal 16 

Energy Regulatory Commission, Connecticut Attorney General, Pennsylvania Office 17 

of Consumer Advocate, New Jersey Division of Rate Counsel, Rhode Island Division 18 

of Public Utilities, the New Hampshire Consumer Advocate, Louisiana Public 19 

Service Commission, Arkansas Public Service Commission, the Maryland Public 20 

Service Commission, the Maine Public Advocate, Maryland Department of Natural 21 

Resources,  the Maryland Energy Administration and the Ohio Consumers Counsel. 22 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE NEW JERSEY 23 

BOARD OF PUBLIC UTILITIES? 24 
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A. Yes.  I have testified on cost of capital and other matters before the Board of Public 1 

Utilities (Board or BPU) in gas, water and electric cases during the past 25 years.  2 

A listing of those cases is provided in my attached Statement of Qualifications.  This 3 

includes the submission of testimony on rate of return issues in the recent electric and 4 

gas service rate cases of New Jersey Natural Gas Company (BPU Docket No. 5 

GR07110889), Elizabethtown Gas (BPU Docket No. GR09030195) and Public 6 

Service Electric and Gas Company (BPU Docket Nos. GR05100845 and 7 

GR09050422), and United Water New Jersey, Inc. (BPU Docket No. WR09120987).  8 

I participated in the previous Atlantic City Electric Company rate cases on a rate of 9 

return issues, including submitting testimony in BPU Docket Nos. ER09080664 and 10 

ER11080469.  In all of these cases, my testimony and other work was on behalf of  11 

Rate Counsel . 12 

Q. ARE YOU FAMILIAR WITH JERSEY CENTRAL POWER & LIGHT 13 

COMPANY (“JCP&L” OR “COMPANY”)? 14 

A. Yes.  I have participated in various cases before this Board involving JCP&L, 15 

including its most recent base rate case.  Other past cases have involved JCP&L’s 16 

restructuring/stranded cost case and cases concerning securities issuances and reviews 17 

of purchase capacity contracts.  In addition to my past work involving JCP&L, I have 18 

participated in a number of past cases concerning both its corporate parent, 19 

FirstEnergy Corporation (“FE”) and other FE utilities. 20 

21 
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II.  OVERVIEW AND SUMMARY OF RECOMMENDATIONS 1 

A. Case Background 2 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 3 

A. I have been retained for this case by Rate Counsel to evaluate the financial and cost of 4 

capital (including credit quality) issues raised by the Verified Petition (“Petition”) 5 

filed by JCP&L.  My testimony includes a discussion of the pertinent transmission 6 

ratemaking issues. 7 

JCP&L and its corporate affiliate Mid-Atlantic Interstate Transmission 8 

(“MAIT”) filed this Petition seeking Board of Public Utilities (“BPU”) approval for 9 

JCP&L to transfer its transmission assets to MAIT.  In return, JCP&L would receive 10 

an equity ownership interest in MAIT and thereby would receive dividend payments 11 

commensurate with its equity investment and MAIT’s actual earnings.  The 12 

Petitioners also request BPU approval of MAIT’s participation in the FirstEnergy 13 

Corporation (“FE”) Intra System Money Pool.  Under this corporate restructuring 14 

proposal, JCP&L will no longer own, construct or operate transmission as these 15 

functions will be transferred to MAIT. 16 

On April 22, 2016, JCP&L and MAIT submitted a Supplemental Petition to 17 

transfer certain distribution assets and customers from JCP&L to MAIT.  The purpose 18 

of this distribution transfer is to provide a legal basis for designating MAIT as a New 19 

Jersey public utility subject to BPU jurisdiction for certain functions.  My testimony 20 

takes no position on this legal issue.  In Section V of my testimony, I discuss some of 21 

the ratemaking and regulatory issues implicated by the proposed distribution asset 22 

and customer transfer. 23 

JCP&L and MAIT assert that this corporate restructuring and asset transfer 24 

will provide important public interest benefits as compared to the current corporate 25 
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structure without (by itself) adversely affecting customer transmission rates.  These 1 

benefits are primarily the result of an improved risk profile for transmission 2 

investment, a reduced corporate cost of capital (particularly in the form of interest 3 

expense savings) and enhanced access to capital for transmission capital spending.  4 

The Petition suggests that this improved access to capital will help to expedite the 5 

completion of needed transmission projects, thereby improving transmission service 6 

and creating additional jobs. 7 

Q. PLEASE DESCRIBE THE CORPORATE RESTRUCTURING PROPOSED 8 

IN THE PETITION. 9 

A. JCP&L is the wholly-owned electric utility subsidiary of FE providing distribution 10 

and transmission service.  FE also has a transmission subsidiary, FirstEnergy 11 

Transmission (“FET”), which in turn, owns two operating transmission utilities, 12 

American Transmission System, Inc. (“ATSI”) and Trans-Allegheny Interstate Line 13 

Company (“TrAILCo”).  MAIT is FET’s third transmission subsidiary, but it is not 14 

yet operational.  ATSI is analogous to the proposed MAIT in that it has taken over the 15 

transmission assets and transmission operations of the FE Ohio-based (and one 16 

Pennsylvania based) retail electric utilities.  TrAILCo is a new company established 17 

to construct and operate a major new interstate transmission line, and unlike ATSI or 18 

MAIT, was not created to take over the transmission assets of FE retail electric 19 

utilities. 20 

Under the proposed plan, MAIT is to receive the transmission assets of 21 

JCP&L and two Pennsylvania retail electric utilities, Metropolitan Edison Company 22 

(“MetEd”) and Pennsylvania Electric Company (“Penelec”).  I sometimes refer to 23 

these three utilities as the “GPU legacy utilities”.  The Petition indicates that MAIT 24 

plans to invest $2.5 to $3.0 billion in transmission construction over about the next 25 
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ten years, and this is in addition to the rate base of about $900 million to be 1 

transferred from the GPU legacy utilities to MAIT.  MAIT’s planned new 2 

construction is to be financed with a combination of new equity (supplied by FET) 3 

and debt issues.  (Response to RCR-F-13)  Each of the three GPU legacy utilities and 4 

FET will receive dividends in proportion to their equity investments, with JCP&L’s 5 

share initially being about 55 percent.  (Response to RCR-F- 16)  In addition to the 6 

transmission assets, the GPU legacy utilities will be transferring some of the goodwill 7 

currently on their balance sheets to MAIT, about $290 million from JCP&L and $226 8 

million from the Pennsylvania companies or a total of over $500 million.  (Response 9 

to RCR-F-10) 10 

Q. WILL ANY OF THE JCP&L DEBT SUPPORTING ITS TRANSMISSION 11 

ASSETS BE TRANSFERRED TO MAIT? 12 

A. No, all such debt will be retained by JCP&L.  This means that MAIT will initially 13 

have a capital structure of 100 percent equity until it has a need to issue debt. 14 

Q. WILL ANY OF THE DIVIDENDS PAID BY MAIT TO JCP&L IN 15 

EXCHANGE FOR THE ASSET TRANSFER BE CREDITED TO JCP&L 16 

CUSTOMERS? 17 

A. No, all of the dividend payments are to go to shareholders.  (Response to RCR-F-27) 18 

Q. WHAT IS YOUR UNDERSTANDING OF HOW TRANSMISSION 19 

RATEMAKING WILL WORK UNDER THE MAIT PROPOSAL AS 20 

COMPARED TO CURRENT PRACTICE WITH TRANSMISSION 21 

ASSETS OWNED BY JCP&L? 22 

A. My reference to transmission ratemaking is Network Integration Transmission 23 

Service (“NITS”) unless otherwise indicated.  The NITS rate is set under the 24 

jurisdiction of the Federal Energy Regulatory Commission (“FERC”).  For JCP&L, 25 
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this rate was established in 1998 and has remained unchanged ever since.  There is a 1 

single unified NITS rate for the three GPU legacy utilities, and the use of a single 2 

unified rate would continue under the MAIT proposal once the asset transfer occurs. 3 

(Response to RCR-F-12). While there is a single unified rate for NITS, each of the 4 

three GPU legacy utilities has a separate transmission zone.  This is used for certain 5 

non NITS transmission charges such as congestion and the allocation of PJM regional 6 

transmission project costs.  These three separate zones for non NITS costs would 7 

continue under the MAIT proposal. 8 

There is one notable change in ratemaking procedure.  MAIT has indicated 9 

that it intends to depart from the longstanding practice of using a fixed NITS rate and 10 

instead will switch to FERC formula rates that will update annually (perhaps using 11 

projections and true ups). (Response to RCR-F-40)  This change in ratemaking 12 

practice was not discussed in the Petition but is nonetheless potentially important.   13 

Despite this change, Petitioners claim that the asset transfer to MAIT, by itself, will 14 

not adversely affect customer transmission rates.  (Response to RCR-F-28) 15 

Q. WILL THE TRANSMISSION TRANSFER ALTER THE MANNER IN 16 

WHICH TRANSMISSION SERVICE IS PROVIDED? 17 

A. No, there appear to be no significant operational changes or “synergies” associated 18 

with this corporate restructuring proposal.  There is no indication that the transfer will 19 

change the list of transmission projects to be constructed (although Petitioners 20 

suggest that it may expedite completion).  In particular, whether the transmission 21 

owner is JCP&L or MAIT the NERC reliability standards must be met and the PJM 22 

planning process for project approval must be followed.  MAIT will have no 23 

employees and will continue to use JCP&L maintenance staff just as takes place now.  24 

It can be expected to use FE transmission engineers and will procure professional 25 
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services from FE affiliates just as occurs now.  The only notable change claimed by 1 

Petitioners is an improved credit rating and scale economies in the issuance of new 2 

debt.  My testimony explains why this claim of is of doubtful validity. 3 

Q. PLEASE SUMMARIZE THE BENEFITS THAT PETITIONERS CLAIM 4 

WILL RESULT FROM THE ASSET TRANSFER. 5 

A. As a result primarily of the asserted improved credit quality at MAIT, as compared to 6 

JCP&L, the Petitioners claim the following benefits. 7 

• An interest expense savings totaling $135 million; 8 

• Due to improved access to capital, transmission projects can be completed 9 
more quickly, thereby improving transmission service; 10 

• Increased employment associated with the expediting of transmission project 11 
completion; and 12 

• Clearer and more streamlined financial reporting as the distribution function 13 
(BPU-regulated) and transmission (FERC-regulated) would be in separate 14 
subsidiaries. 15 

Q. IS THE TRANSFER OF TRANSMISSION ASSETS FROM THE RETAIL 16 

UTILITY TO STAND-ALONE TRANSMISSION AFFILIATES A 17 

COMMON PRACTICE IN THE ELECTRIC UTILITY INDUSTRY? 18 

A. No, based on my knowledge of the utility industry, the normal structure is for 19 

transmission assets and functions to remain with the local retail utility.  This is true 20 

even when utilities are a member of a Regional Transmission Organization.  FE is 21 

one of the very few utility holding companies that has adopted (and/or is proposing) 22 

this form of corporate organization.  This may be because utilities and their regulators 23 

have not found this form of corporate organization to be advantageous. 24 
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B. Summary of Findings and Recommendations 1 

Q. THE CENTRAL CLAIM IN THIS CASE IS THAT THE TRANSFER WILL 2 

IMPROVE CREDIT QUALITY FOR TRANSMISSION AND THEREBY 3 

LOWER THE COST OF CAPITAL.  DO YOU AGREE? 4 

A. No, I do not.  My testimony disputes that claim as being doubtful, or at best, of minor 5 

importance.  The absence of a credit quality/cost of capital benefit from this corporate 6 

structure also means that the claims of improved transmission service and 7 

employment increase are similarly doubtful since they depend on the credit quality 8 

and access to capital arguments.  I dispute these benefits for the following reasons: 9 

• Even if the improved credit quality claim is correct, the dollar benefit to 10 
JCP&L customers is very minor  – only on the order of about $1 million per 11 
year over the first ten years or about a miniscule 0.4 cent savings on the 12 
monthly bill of a typical JCP&L customer consuming 1,000 kWh per month. 13 

• The improved credit rating for MAIT is questionable based on current 14 
evidence.  Both FET and ATSI (the latter being the best subsidiary analogy to 15 
MAIT) have credit ratings weaker or no better than those of JCP&L. 16 

• Even if it turns out that MAIT has stronger credit ratings than JCP&L, the 17 
transfer has the potential to weaken JCP&L’s credit ratings (or weaken its 18 
scale economies in issuing new debt).  Petitioners have not taken this 19 
possibility seriously instead suggesting that there must be a credit quality 20 
“free lunch”, that is a credit rating net gain that can be obtained at no cost to 21 
the Company or its customers merely by transferring and retitling the 22 
transmission assets.  This is simply not realistic. 23 

• No evidence has been presented indicating that JCP&L does not have access 24 
to capital such that it would prevent it from undertaking meritorious and PJM-25 
approved transmission projects on an optimal schedule. 26 

• If the “problem” to be solved by the asset transfer is relatively weak credit 27 
ratings at JCP&L, then the most appropriate solution is to take the necessary 28 
steps to improve JCP&L’s credit ratings.  Those ratings are weaker than those 29 
of other New Jersey gas and electric utilities which are generally rated strong 30 
triple B to single A, particularly when issuing secured debt.  There is no 31 
reason why JCP&L could not move into that range based on its business 32 
fundamentals.  JCP&L must explore ring fencing arrangements to protect 33 
against affiliate risk.  Moreover, both FE and JCP&L need to strengthen their 34 
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balance sheets which are dominated by unproductive “goodwill” and excess 1 
debt leverage.  It is under the control of FE and JCP&L management to rectify 2 
this serious problem.  The MAIT proposal is both unnecessary and leaves the 3 
current credit quality problem to fester. 4 

• JCP&L could improve its credit ratings and lower its cost of debt by issuing 5 
secured debt (e.g., first mortgage bonds) instead of its current practice of only 6 
issuing unsecured debt. 7 

Q. YOUR TESTIMONY CASTS DOUBT ON THE ASSERTED BENEFITS 8 

OF THE ASSET TRANSFER.  ARE THERE ALSO SOME POTENTIAL 9 

HARMS TO CUSTOMERS THAT COULD RESULT FROM THE 10 

TRANSFER OF TRANSMISSION ASSETS? 11 

A. Yes, I believe that there are.  As Section III of my testimony explains, the transfer has 12 

the potential to result in an increase in the rate of return used for transmission 13 

ratemaking as compared to the status quo of no transfer.  Consequently, if the BPU is 14 

inclined to approve the asset transfer, I believe that protective conditions are needed 15 

to mitigate these potential harms. 16 

In addition, there are two additional concerns raised by the asset transfer 17 

proposal that are difficult at this juncture to assess but nonetheless create uncertainty 18 

and customer exposure.  As stated above, MAIT intends to move from the current 19 

ratemaking of fixed NITS rates to FERC formula rates (if such formula rates are 20 

approved by FERC).  The effect on customers of this change in ratemaking practice is 21 

unclear and has not been addressed by Petitioners.  Second, the asset transfer to 22 

MAIT and its planned capital expansion may be a prelude to a future MAIT 23 

transaction – a sale of MAIT to a third party, a spinoff to shareholders or even the 24 

sale of hard assets.  It is unclear how such a transaction (if it were to occur) would 25 

affect JCP&L customers.   26 

Q. PLEASE SUMMARIZE YOUR RECOMMENDATIONS AT THIS TIME. 27 
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A. Given the absence of any convincing material benefits from this asset transfer along 1 

with the potential for considerable harms to customers, I urge the BPU deny the 2 

Petition and reject the asset transfer request.  As noted, the “problem” is the subpar 3 

JCP&L credit ratings (which as I noted are well below those of all other New Jersey 4 

electric and gas utilities).  Consequently, the proper solution is not to strip JCP&L of 5 

its valuable assets but rather to have JCP&L take the reasonable steps to improve its 6 

credit ratings mentioned above by pursuing constructive ring fencing measures and 7 

strengthening its unreasonably weak balance sheet. Also, as mentioned above, 8 

JCP&L could lower its cost of long-term debt by issuing secured debt such as first 9 

mortgage bonds rather than relying solely on higher cost unsecured debt, its current 10 

practice.  11 

However, if the BPU is inclined to approve the transfer, this approval should 12 

be accompanied by protective conditions as identified by Rate Counsel witnesses. 13 

Q. WHAT ARE THE PROTECTIVE CONDITIONS THAT YOU ARE 14 

SUGGESTING? 15 

A. In the event of BPU approval of the asset transfer, I recommend the following 16 

conditions accompany that approval: 17 

1. I am concerned that the transfer could result in an increase in the rate currently 18 
used by JCP&L for Allowance for Funds Used During Construction 19 
(“AFUDC”).  To ensure that this harm does not occur, MAIT must agree not 20 
to use a return on equity (“ROE”) in its AFUDC formula that exceeds the 21 
ROE approved by the BPU in JCP&L base rate cases.  A higher AFUDC rate 22 
caused by the transfer would result in both a higher rate base and annual 23 
depreciation expense. 24 

2. MAIT must agree not to include goodwill in transmission rates, including in 25 
the ratemaking capital structure. 26 

3. MAIT must not use an equity ratio in its ratemaking capital structure that is 27 
higher than that approved by the BPU in JCP&L rate cases. 28 
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4. MAIT must agree not to request at FERC any ROE incentive adder for its 1 
status as an independent transmission company (or any ROE incentive adder 2 
that JCP&L as a transmission owner would not be entitled to request). 3 

5. MAIT must agree not to seek approval of formula rates at FERC without first 4 
having at least the concept of formula rates for transmission approved by the 5 
BPU.   I understand Rate Counsel witness Hempling is making additional 6 
recommendations to the Board on this issue.   7 

6. There shall be no spin off, sale or merger involving MAIT (or sale of hard 8 
assets) without MAIT making a formal filing at the BPU requesting approval, 9 
with the BPU having authority to approve, deny or condition such request as 10 
needed to protect JCP&L customers and the public interest.  11 

7. MAIT must proceed with ring fencing measures as may be directed by the 12 
BPU in order to enhance its credit quality. 13 

8. The asset transfer has the potential to harm JCP&L’s credit quality by 14 
stripping away the valuable transmission assets.  If a determination of harm to 15 
JCP&L is reached by the BPU, the BPU shall have the authority to disallow 16 
from distribution rates any “excess” interest expense caused by the transfer. 17 

9. JCP&L should in future debt financings issue secured instead of unsecured 18 
debt or justify to the Board why it is not doing so. 19 

I discuss these various conditions in more detail in Section IV of my testimony. 20 

Q. DO YOU OPPOSE MAIT’S REQUEST FOR PARTICIPATION IN THE FE 21 

INTRA-CORPORATE MONEY POOL? 22 

A. No, I do not, subject to the various Money Pool conditions specified in Paragraph 31 23 

of the Petition.  Importantly, this list of conditions includes a requirement for MAIT 24 

to maintain an investment grade credit rating and for MAIT to utilize Money Pool 25 

borrowings only if that is its least cost source of funds. 26 

C. Testimony Organization 27 

Q. HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 28 

A. In Section III of my testimony, I address in detail the Petitioners’ claims of credit 29 

quality improvement and interest expense savings of $135 million.  I explain why this 30 

asserted benefit is doubtful and at best of minor importance.  Section IV presents my 31 
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protective conditions in the event the BPU sees merit in the approval of the asset 1 

transfer proposal.  I explain why these protective conditions are needed to prevent 2 

harm or serve the public interest.  Section V is a brief discussion of the implications 3 

associated with the Amended Joint Petition, i.e., the transfer of distribution customers 4 

and assets from JCP&L to MAIT.  5 
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III.  THE CLAIMED FINANCIAL SAVINGS 1 

Q. HOW DOES JCP&L SUPPORT ITS CLAIM OF A COST OF CAPITAL 2 

BENEFIT FROM THE ASSET TRANSFER? 3 

A. This savings and its quantification is discussed in the testimony of Petitioners’ 4 

witness Steven R. Straub, page 11 -15.  He argues that credit rating agencies have a 5 

preference for transmission-only companies and that this structure is also viewed as 6 

being very attractive to investors.  He supports this assertion by reference to JCP&L’s 7 

transmission affiliate, TrAILCo, which he asserts is rated low single A (by Moody’s), 8 

whereas JCP&L is rated a weaker Baa2 by that same agency.  Assuming $1.5 billion 9 

of new debt (i.e., 50% of the total $3.0 billion of planned construction at MAIT), a 10 

30-year time horizon and a 0.3 percent interest rate savings from a single A versus 11 

Baa2 credit rating, the total dollar savings of interest expense is $135 million.  12 

(Response to RCR - F – 8) 13 

Q. DO YOU TAKE ISSUE WITH MR. STAUB’S FACTUAL STATEMENTS? 14 

A. I believe that certain of Mr. Staub’s factual assertions are reasonable, but I disagree 15 

with other aspects and assumptions contained in his analysis of the cost of capital 16 

savings.  In particular, I do not contest his assertion of a single A/triple B credit 17 

spread of about 0.3 percent and that TrAILCo has a stronger credit rating than JCP&L 18 

(although both companies have identical S&P ratings of BBB- due to the affiliation 19 

with FE).  I also agree with Mr. Straub’s contention that credit rating agencies hold 20 

transmission operations in very high regard which is due to a large extent to FERC 21 

regulation.   22 

Q. IS ANY OF THE CLAIMED $135 MILLION IN ESTIMATED INTEREST 23 

EXPENSE SAVINGS GUARANTEED? 24 
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A. No.  The response to RCR-F-29 makes it clear that none of the estimated $135 1 

million in estimated interest expense savings claimed by Petitioners is guaranteed.  It 2 

is merely an estimate of what is expected by Petitioners to occur. 3 

Q. DOES MR. STAUB IDENTIFY AND QUANTIFY ANY OTHER COST OF 4 

CAPITAL SAVINGS? 5 

A. No, other than a general reference to reduced risk.  For example, there is no 6 

suggestion of a lower ratemaking ROE or capital structure for transmission will result 7 

from the asset transfer.  As I discuss in Section IV, I am concerned about a possible 8 

increase in the ratemaking cost of capital as MAIT seeks a higher authorized rate of 9 

return.  The $135 million is the only ratepayer savings asserted in the Petition. 10 

Q. ASSUMING THAT MR. STAUB’S ANALYSIS IS CORRECT, DOES THIS 11 

MEAN THAT JCP&L CUSTOMERS WILL ENJOY A $135 MILLION 12 

RATE SAVINGS? 13 

A. No, the $135 million is the total MAIT savings, with JCP&L customers obtaining 14 

perhaps 50 percent of those savings, or roughly $67 million over 30 years.  This 15 

amounts to about $2 million per year.  I calculate that for a typical residential 16 

customer consuming 1,000 kwh per month, the monthly bill savings would be on the 17 

order of 1 cent.  (I base this on JCP&L’s annual distribution sales of about 21 million 18 

MWh and no increase over time.)  This is obviously a miniscule customer savings 19 

and is the result of accepting Mr. Staub’s figures at face value. 20 

Q. DO YOU DISPUTE EVEN THIS MODEST SAVINGS AMOUNT? 21 

A. Yes, I do.  For several reasons, I believe that his analysis of savings is oversimplified 22 

and relies on questionable or faulty assumptions.  More importantly, I find the focus 23 

of Petitioners and FE management to be misplaced.  Instead of focusing on how the 24 

subpar JCP&L credit ratings can be strengthened, they instead pursue a strategy of 25 
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stripping away from JCP&L its most valuable assets (from a credit quality point of 1 

view) in order to benefit shareholders.    Petitioners’ presentation in this case does not 2 

seriously consider how the transmission asset transfer proposal might adversely 3 

impact JCP&L or how, as an alternative, JCP&L can be improved. 4 

Q. WHAT ARE YOUR SPECIFIC DISAGREEMENTS? 5 

A. I disagree with the following aspects of Mr. Staub’s savings analysis: 6 

• Mr. Staub’s calculations assume MAIT (and JCP&L under the “status quo” 7 
case) would issue $1.5 million of new long term debt on day one of the study 8 
horizon.  In reality, the $1.5 billion of new debt (assuming that much debt is 9 
issued) would be issued gradually over a period of many years.  This more 10 
realistic assumption produces a much lower level of savings particularly over 11 
the first ten years post transfer (a more relevant study period) than the claimed 12 
$2 million per year. 13 

• The claimed savings are based on using TrAILCo as the “model” for MAIT.  14 
This assumption is highly questionable for several reasons.  Rather, a more 15 
appropriate analogy or model would be ATSI, the other FE transmission 16 
company, with ATSI having credit ratings similar to JCP&L. 17 

• Mr. Staub’s analysis implicitly assumes that JCP&L’s credit ratings cannot be 18 
improved in the status quo (no transfer) case.  I believe that those credit 19 
ratings can be improved and they should be if management is dedicated to the 20 
task.  Even if the BPU approves the asset transfer, I urge management to focus 21 
on improving JCP&L. 22 

• There appears to be no recognition that stripping away the valuable 23 
transmission assets could actually weaken JCP&L from a credit rating 24 
standpoint.  Mr. Staub implicitly assumes that stripping away these valuable 25 
assets and transferring them to MAIT would have no adverse effect on 26 
JCP&L.  This is equivalent to assuming a credit rating “free lunch”.  27 

• There has been no analysis or consideration of the impacts on JCP&L 28 
customers of MAIT’s intention of adopting “forward-looking” formula rates.    29 

Q. MR. STAUB SUGGESTS THAT THERE MAY BE A SCALE 30 

ECONOMIES BENEFIT FROM LARGE DEBT ISSUES, AND MAIT CAN 31 

REALIZE THIS BENEFIT.  DO YOU AGREE? 32 
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A. I agree that it is possible that there can be a small economies of scale benefit 1 

associated with large debt issuances as compared to smaller issuances.  But this is just 2 

another inappropriate “free lunch” argument.  While MAIT formation combining the 3 

GPU legacy utilities transmission capital spending can provide some debt scale 4 

economies, it comes at the expense of JCP&L.  This is because the transfer causes 5 

JCP&L to lose scale economies by the same amount, and its (now distribution only) 6 

debt issues presumably would be smaller than in the status quo case of no transfer.  7 

Thus, the benefit to MAIT and detriment to JCP&L would offset, with the end result 8 

being no net economies of scale benefit to JCP&L customers. 9 

Q. IF ONE ACCEPTS THE PREMISE THAT MAIT’S CREDIT RATINGS 10 

WILL BE HIGHER THAN THOSE OF JCP&L, WHY DO YOU DISPUTE 11 

THE $2 MILLION PER YEAR SAVINGS? 12 

A. As a matter of calculation mechanics, it is based on the notion that $1.5 billion of debt 13 

is issued on day one instead of using the more reasonable assumption that it would be 14 

spread out over many years.  As an illustration of more plausible savings, I have 15 

assumed $1.5 billion is issued gradually over ten years.  Assuming the same 0.3 16 

percent credit spread savings used by Mr. Staub, this produces an average annual 17 

savings over the first ten years post transfer of about $1 million for JCP&L 18 

customers.  Using the same assumptions as indicated above, this is a monthly bill 19 

savings for the typical residential customers of about 0.4 cents.  I show this savings 20 

calculations on Schedule MIK-1.   21 

Thus, at best, the transmission asset proposal offers miniscule savings to 22 

customer bills even if all other aspects of Mr. Staub’s analysis are accepted. 23 

Q. WHY DO YOU QUESTION MR. STAUB’S RELIANCE ON TRAILCO AS 24 

THE MODEL FOR MAIT AS BEING MISPLACED? 25 
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A. Mr. Staub accurately states that TrAILCo has a stronger Moody’s credit rating at this 1 

time than JCP&L, but TrAILCo differs in some important ways from the MAIT 2 

proposal.  It is my understanding that TrAILCo was specifically created for purposes 3 

of developing and investing in a major interstate PJM regional transmission project 4 

with the broad PJM market paying the ongoing revenue requirements.  This customer 5 

diversity helps to reduce risk.  Unlike MAIT, TrAILCo is not linked to a specific 6 

retail service territory nor did it begin by receiving the transmission assets of specific 7 

retail delivery service utilities.  This means that TrAILCo may not have, going 8 

forward, the same degree of capital requirements or local responsibilities as MAIT.  9 

In addition, TrAILCo uses a 60 percent equity ratio in its capital structure for 10 

ratemaking purposes, meaning that the higher credit ratings come at a steep price to 11 

consumers.  (Response to RCR-F-25) 12 

I believe that a far more appropriate analogy or model for MAIT would be 13 

ATSI, another transmission affiliate that took over the transmission assets of four FE 14 

retail utilities.  I show below the present credit ratings for Moody’s and S&P for FE, 15 

JCP&L, FET, ATSI and TrAILCo. 16 
 

Table 1. 
Present Moody’s and S&P Issuer Credit Ratings 

Company Moody’s Rating S&P Rating 
FE Baa3 BBB- 
JCP&L Baa2 BBB- 
FET Baa3 BBB- 
ATSI Baa2 BBB- 
TrAILCo A3 BBB- 

Source:  RCR-F-2 and RCR-F-5. 
      

ATSI, like JCP&L, is also rated Baa2 by Moody’s and FET (the parent of all 17 

three transmission subsidiaries) is rated an even lower Baa3, which is a weaker rating 18 

Direct Testimony of Matthew I. Kahal – Public Version   Page 18 

 



 

than assigned by Moody’s to JCP&L.  At a minimum, this suggests considerable 1 

uncertainty and doubt concerning the alleged credit rating advantages of an asset 2 

transfer. 3 

Q. HAVE PETITIONERS PRESENTED ANY EVIDENCE THAT THERE 4 

WILL BE NO ADVERSE IMPACTS ON JCP&L FROM STRIPPING OUT 5 

THE VALUABLE TRANSMISSION ASSETS? 6 

A. No, there has been no real analysis of that issue and very little evidence presented on 7 

this issue.  As a matter of common sense, JCP&L’s credit quality would be the result 8 

of the weighted average of its distribution function credit quality and transmission 9 

function credit quality, with the latter at the present time receiving less weight as it is 10 

smaller in dollar amounts (although this may change over time).  If the more credit 11 

worthy line of business (transmission) is stripped out, then it follows that the credit 12 

quality for the remaining pure distribution business will be weaker, all else equal.  I 13 

believe that Petitioners should have the burden of demonstrating why this common 14 

sense result would not be true. 15 

Rate Counsel sought to explore this question in discovery requesting analysis 16 

and evidence concerning effects of the asset transfer on JCP&L’s credit quality.  17 

(RCR-F-18)  The response merely stated that this issue had not come up in the 18 

discussions FE held with credit rating agency analysts.  This response is not 19 

surprising since the purpose of the discussion with the rating agencies was to address 20 

the MAIT credit quality.  Moreover, Petitioners could provide almost no 21 

documentation concerning these discussions held with rating analysts.  This is hardly 22 

convincing evidence of no harm. 23 

I am not necessarily suggesting or predicting that the transfer of the assets 24 

would cause a credit rating downgrade for JCP&L.  But I do believe that losing the 25 
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valuable transmission assets could be one additional factor or “head wind” that may 1 

make it more difficult for JCP&L to improve on its current credit ratings.  In that 2 

sense, there would be a hidden cost of capital burden for customers that would offset 3 

any interest expense savings that MAIT would provide.   4 

Q. HAVE CREDIT-RATING AGENCIES RECENTLY COMMENTED ON 5 

THIS ISSUE? 6 

A. Yes, a recent Moody’s report on JCP&L dated March 4, 2016 raises a serious concern 7 

regarding the JCP&L credit quality implications from the MAIT transfer.  '''''''''''' 8 

''''''''''''''''''''''''''''  '''''''''''' '''''''''''' ''''' ''''''' ''''''''''''''''''''''''' '''''''' ''' '''''''''' ''''''' ''''''' ''''''''''' ''''''''''''''''''' 9 

''''' ''''''''''''' '''''''''''''''''''''' '''''''''''' '''''''''''''''''''' ''''' ''''' ''''''' '''''''''''''''''''' '''''''''' ''''''''''''''' '''''''''' ''''''''''' ''''''' 10 

'''''''''''''''  ''''''' '''''''''''' ''''' '''''''''''''''''''' ''''''''''''''' ''''''''''' '''''''''''''''' ''''' ''''''' ''''''''''''''''''' ''''''''''''''''''' ''''' '''''''''''''''' 11 

''''''''''''''''''''''''''''' '''''''''''''' '''' '''''''''' ''''''''''''''''''''''''''  '''''' '''''''''''' ''''' ''' ''''''''''''''''''' ''''''''' ''''''''''''' '''''' ''''''' 12 

'''''''''''''' ''''' ''''''' ''''''''''''''''''' 13 

'''''''''''''' '''''''''' '''''''' '''''''''' ''''''''''' ''''''''''''''''''''''''' '''''' ''''''' '''''''''''''''''''''''''''' 14 
''''''' ''''''' ''''''''''''''''''''''''''' '''''''''''''''' ''''''''''''' '''''''''''''''' '''''''''''''' '''''''''''''''''''''' 15 
'''''''''''' '''''''''''''' '''''' '''''''''''''' '''''''''''''''''''''' ''' ''''''''''''''''' ''''' ''''''''''''''''''' 16 
''''''''' '''''''''' ''''''' '''''''''''''''''''''''''''''''' 17 

'''''''''' '''''''''''''''''''''''' '''''''''' ''''''' ''''' '''''''''''''''' '''''''' '''''''' '''''''''' ''''''''''''' '''''' ''''''''''''' '''''' ''''''''''''''''''''''' 18 

'''''''''''''''' '''''''''''''''''''' '''''''''''''''''''''' ''''''''''''''''''''' '''''''''''' '''''''''''' ''''''''''''''''''''''''' ''''''''''' ''''' ''''''' ''''''''''' 19 

''''''''''''''''''''''''''''''''' ''''''''''''''''' '''''''''''' ''''''''' '''''''''''''''''''''''''' '''''''''''''' ''''''' '''''' ''''''''''' ''''' ''''''' ''''''' ''''''''''''''''''' 20 

'''''''''''''' '''''''' ''''''''''''  '''' '''''''' '''''''''''''' '''''''''''' ''''' ''''''''''''''' '''''''''' '''''''''''' '''''''''''''' ''''' '''''' '''''''''' ''''''''''' 21 

''''''''' ''''''' '''''''''''''''''''' '''' ''''''''''''''''' '''''''''''' '''''''' ''''''''''''''''' ''''''''''''' ''''''''' '''''''''''''''''' ''''''''''''''''' ''''''''' '''''' '''''' 22 

''''''''''''''''''''''''''  '''''''' ''''''''''''''''''''''''''' 23 

Notably, in either case, JCP&L customers lose.  Either there is a credit quality 24 

reduction (due to lost cash flow), or cash flow effects are neutral but only because 25 
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customers must pay higher transmission rates under forward-looking formula rates as 1 

compared to the no transfer, status quo case. 2 

Q. ONE OF YOUR DISPUTES WITH PETITIONERS IS THEIR LACK OF 3 

INTEREST IN IMPROVING JCP&L’S CURRENT CREDIT RATINGS.  4 

WHAT IS YOUR SPECIFIC CONCERN? 5 

A. The “problem” that the MAIT transmission asset transfer is supposed to fix is the 6 

relatively weak ratings at JCP&L (BBB- from S&P and Baa2 from Moody’s).  This 7 

“fix” is the claimed source of the $135 million of interest expense savings (which in 8 

reality may be on the order of about $1 million per year during the first ten years), the 9 

acceleration of completion of transmission projects, improved transmission service 10 

quality and increased employment. 11 

I must respectfully disagree with this perspective on the “problem”, and I 12 

instead urge FE management to take the necessary steps over time to strengthen 13 

JCP&L’s credit quality.  Stripping away JCP&L’s valuable transmission assets is 14 

simply a step in the wrong direction if the goal is one of benefitting JCP&L’s 15 

customers.  16 

It is important to note that JCP&L’s credit ratings are really an outlier relative 17 

to other New Jersey gas and electric delivery service utilities.  In general, other New 18 

Jersey gas and electric utilities have been able to enjoy credit ratings in the single A, 19 

high triple B range.  The only exception that I am aware of is Atlantic City Electric 20 

Company (“ACE”) which has a Moody’s Baa2 issuer rating, although it has a low 21 

single A rating for secured debt. I am aware of the financial circumstances of other 22 

New Jersey utilities from my extensive work in rate cases and securities issuance 23 

dockets. 24 
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Q. IS THERE ANY REASON WHY JCP&L WOULD NOT BE ABLE TO 1 

IMPROVE ITS CREDIT RATINGS COMMENSURATE WITH OTHER 2 

NEW JERSEY GAS AND ELECTRIC UTILITIES? 3 

A. No, I believe that it should be able to do so with the right focus and policies.  After 4 

all, JCP&L is subject to the same highly supportive regulation by this Board and 5 

FERC as other New Jersey electric utilities, as routinely recognized by the credit 6 

rating agencies.  There is nothing I am aware of in JCP&L’s operations or diverse 7 

service area that would be a barrier to improvement in credit ratings. 8 

I note that in the most recent JCP&L rate case (Docket No. ER12111052), the 9 

Company was awarded a ROE of 9.75 percent and a capital structure with a 50 10 

percent equity ratio.  This is very much in line with awards to other New Jersey 11 

utilities in recent years.  12 

Q. HOW COULD JCP&L IMPROVE ITS CREDIT RATINGS? 13 

A. As I testified in the Company’s most recent base rate case (and as affirmed by the 14 

BPU’s decision in that case), JCP&L should at least explore “ring fencing” measures 15 

to protect it from affiliate-related credit risks associated with FE’s relatively risky 16 

merchant power plant operations.  This affiliate risk is undoubtedly the source of the 17 

rather weak BBB- ratings from S&P and may be affecting the Moody’s rating to 18 

some unknown degree as well. 19 

The second problem is with the JCP&L balance sheet.  On the surface, the 20 

stated book capital structure appears to be within the range of reasonableness.  But 21 

this is highly misleading and can create problems for credit rating purposes.  This is 22 

because the balance sheet is dominated by “goodwill” which is classified as an asset 23 

and therefore inflates common equity for financial reporting purposes.  In response to 24 

RCR-F-11, Petitioners provided JCP&L’s recent balance sheet at June 30, 2015.  This 25 
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indicates a capital structure of $2.455 billion of equity, $0.4 billion of outstanding 1 

short term debt and $2.0 billion of long term debt (excluding securitization debt).  2 

This suggests about a 50/50 capital structure.  However, the balance sheet also 3 

indicates goodwill of over $1.8 billion or nearly 75 percent of book equity.  The 4 

problem is that the goodwill is nothing more than an accounting write up.  It is not a 5 

utility asset, nor does it represent utility assets, nor does it provide any earnings or 6 

cash flow.  After all, the Company is forbidden to include goodwill in its ratemaking 7 

cost of service in either New Jersey or FERC, including capital structure.  Hence the 8 

presence of the goodwill results in an effective common equity ratio of only about 25 9 

percent.  This (in reality as opposed to appearances) balance sheet weakness that 10 

causes weakness in financial metrics which are based on actual debt obligations and 11 

actual cash flow to a large degree.  While JCP&L does plan on moving some of its 12 

goodwill to MAIT, this is only a small portion.  13 

JCP&L’s credit ratings are weaker than those of other New Jersey utilities 14 

despite supportive New Jersey regulation, a low “T&D” business risk profile and a 15 

diverse service territory because it is undercapitalized.  This problem can be 16 

addressed over time if FE management is willing to do so.  As the balance sheet 17 

repair takes place, JCP&L’s credit ratings will do so as well.  Stripping out the 18 

transmission assets, while perhaps very appealing to shareholders, is a step in the 19 

wrong direction and would not be helpful.  The focus should be on improving 20 

JCP&L, not weakening it.   21 

Q. IS THERE SIMILAR CREDIT QUALITY WEAKNESS FOR FE CORP? 22 

A. Yes, unfortunately there is.  Due to management decisions, FE Corp. is operating 23 

with a very weak balance sheet.  I have reviewed FE Corp.’s consolidated balance 24 

sheet of December 31, 2015.  It shows total debt of $22.4 billion and common equity 25 
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of $12.42 billion.  (I note that about $800 million of this debt is securitization debt.)   1 

This is a very weak 36 percent common equity ratio, and is well below a reasonable 2 

capital structure target for an electric utility and industry standards.  Moreover, it 3 

appears that FE’s consolidated capital structure has actually weakened in recent years. 4 

A closer inspection of the 2015 balance sheet reveals further trouble.  About 5 

half of the $12.4 billion in common equity ($6.4 billion) is “Goodwill,” a non-cash 6 

accounting write-up unrelated to hard assets such as plant and equipment.  Goodwill 7 

generates no cash flow for FE as it is not part of utility rate base.  The equity ratio 8 

excluding this Goodwill is only about 20 to 25 percent, a capital structure that is 9 

unacceptably weak. 10 

The MAIT transfer fails to come to grips with this more basic corporate 11 

financial weakness and policy problem at FE.  Instead of stripping JCP&L of its most 12 

valuable assets, FE should focus on strengthening its balance sheet.  FE is presently a 13 

badly undercapitalized utility corporation. 14 

Q. ARE THERE ANY OTHER IMPORTANT MEASURES THAT JCP&L 15 

COULD TAKE TO REDUCE ITS DEBT COSTS UNDER THE NO 16 

TRANSFER, STATUS QUO CASE? 17 

A. Yes.  JCP&L’s practice is to issue unsecured debt with the relatively weak ratings 18 

described by Petitioners’ witnesses.  Other New Jersey (and non-New Jersey FE) 19 

utilities issue secured debt in the normal course of business.  The secured debt 20 

typically carries a higher credit rating.  For example, Atlantic City Electric Company 21 

has a Baa(2) unsecured debt rating from Moody’s (the same as JCP&L) but a single 22 

A rating for its secured debt.  JCP&L—largely alone among the FE retail utilities—23 

does not even have a credit rating for secured debt. 24 
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On the following table, I show the unsecured and secured debt credit ratings 1 

for JCP&L’s sister retail utilities. 2 
 

Table 1. 
Present Moody’s and S&P Issuer Credit Ratings 

            Utility             
       Moody’s Rating                   S&P Rating            
Unsecured Secured Unsecured Secured 

Cleveland Electric Baa3 Baa1 BBB- BBB+ 
Metropolitan Edison Baa1 -- BBB- -- 
Monongahela Power -- A3 BBB- BBB+ 
Ohio Edison Baa1 A2 BBB- BBB+ 
Pennsylvania Electric Baa2 -- BBB- -- 
Potomac Edison -- A3 BBB- BBB+ 
Toledo Edison -- Baa1 BBB- BBB+ 
West Penn Power -- A2 BBB- BBB+ 
Pennsylvania Power -- A2 BBB- -- 

Source:  FirstEnergy “Quarterly Highlights” 1Q 2016 Earnings Call, Page 21, April 27, 2016 
 

The S&P secured credit ratings are all BBB+ (as compared to BBB- for 3 

unsecured) and Baa1 to A2 for Moody’s, or typically a two “notch” improvement 4 

over unsecured debt.  There is every reason to believe that JCP&L could enjoy a 5 

similar two-notch credit rating improvement from issuing secured debt under the 6 

status quo, no transfer case. 7 

Q. HOW DOES THIS ISSUE RELATE TO THE $135 MILLION OF 8 

CLAIMED INTEREST EXPENSE SAVINGS? 9 

A. This indicates that the interest rate savings are indeed obtainable, but this benefit is 10 

best achieved by leaving JCP&L intact and focusing instead on how it can be 11 

improved, rather than weakened and dismembered, including issuing secured debt.  12 

Moreover, strengthening JCP&L would provide benefits on both the distribution and 13 

transmission side, not just the transmission side. 14 
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Q. ONE OF THE THEMES IN THE PETITION AND SUPPORTING 1 

TESTIMONY IS THAT THE TRANSMISSION ASSET TRANSFER WILL 2 

IMPROVE ACCESS TO CAPITAL FOR TRANSMISSION.  DO YOU 3 

AGREE? 4 

A. No, I do not.  The Petition presents no evidence that JCP&L is unable to obtain the 5 

funds that it needs at reasonable cost to fund meritorious and needed transmission 6 

projects.  But my larger point is that JCP&L’s credit quality can and should be 7 

improved, which would further support the notion that it can obtain needed capital for 8 

transmission capital investment on reasonable terms.  Thus, there is no merit in 9 

Petitioners claim that MAIT is needed to improve transmission service quality or to 10 

enhance job creation.  Moreover, if MAIT leads to higher transmission rates this 11 

would cost jobs as it would make electric service from JCP&L less competitive and 12 

weaken customer purchasing power. 13 

Q. IN THIS SECTION OF YOUR TESTIMONY YOU ARE DISPUTING THE 14 

CLAIM OF RATE SAVINGS FROM THE ASSET TRANSFER TO MAIT.  15 

ARE YOU ALSO SUGGESTING THAT IT COULD LEAD TO EVEN 16 

HIGHER RATES? 17 

A. Yes, I believe there is the potential for higher costs through a higher ratemaking rate 18 

of return.  Consequently, in the event that the BPU is inclined to approve the transfer 19 

of transmission assets to MAIT in some form, I believe conditions are needed to 20 

protect customers.  I discuss the need for such conditions in Section IV.  21 
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IV.   THE NEED FOR PROTECTIVE CONDITIONS 1 

Q. WHY ARE YOU CONCERNED THAT THE TRANSFER OF 2 

TRANSMISSION ASSETS TO MAIT MAY LEAD TO HIGHER RATES 3 

FOR JCP&L CUSTOMERS? 4 

A. Petitioners have stated that the transfer of transmission assets to MAIT will not 5 

adversely affect revenue requirements for NITS and will even provide some savings 6 

in the form of lower interest expense.  However, my review of discovery responses 7 

indicates that there is at least the potential for an increase in the ratemaking rate of 8 

return.  This is true even though the authorized rate of return is determined by FERC 9 

in both the status quo (no asset transfer) and with the asset transfer.  The increased 10 

rate of return (which could be significant) could result from one or all of the 11 

following: (a) an increase in the AFUDC rate; (b) an incentive adder for the 12 

authorized ROE; and (c) the use of a more expensive equity ratio.  In addition to a 13 

higher rate of return inappropriately increasing customer rates, it could also distort 14 

incentives by encouraging management at MAIT (and FE) to inflate the rate base by 15 

overspending on transmission.  This could occur if the rate of return exceeds the cost 16 

of capital.  In such a case, customers are harmed twice, first by paying the excessive 17 

rate of return and second by the use of a rate base higher than it needs to be to meet 18 

NERC reliability standards. 19 

There are two other concerns that are difficult to assess at this time, as they 20 

have not been explained by Petitioners.  One concern is MAIT’s intention of moving 21 

to formula rates (as compared to JCP&L’s longstanding practice of using fixed 22 

transmission rates for NITS.)  The second is the possibility that at some future time.  23 

FE may decide to sell or spin off MAIT in order to capture a market premium for 24 

shareholders. 25 
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The best way to prevent these harms (or potential harms) would be to deny the 1 

Petition and the asset transfer.  Alternative, if the BPU believes there is merit in the 2 

proposal, it should impose protective conditions set forth by Rate Counsel.  Some of 3 

these are set forth in this section. 4 

Q. PLEASE EXPLAIN YOUR FIRST CONCERN REGARDING THE AFUDC 5 

RATE. 6 

A. In response to RCR-F-22, JCP&L provides the calculation of the AFUDC rate 7 

employed for transmission.  This rate is important because some transmission projects 8 

can be very large and involve long construction gestation periods.  The AFUDC 9 

ultimately becomes part of the plant in service, thereby increasing both rate base and 10 

annual depreciation expense. 11 

The data response shows that the Company uses the FERC method, first 12 

allocating short term debt to construction work in progress (“CWIP”) with the 13 

balance of CWIP not financed by short term debt receiving the weighted average cost 14 

of capital (“WACC”).  The data response shows that the ROE used in the FERC 15 

formula (i.e., the WACC portion) is 9.75 percent.  This is the ROE approved by the 16 

BPU in the Company’s last base rate case.  Undoubtedly, this would change once the 17 

transmission assets are transferred to MAIT.  Presumably MAIT would use the ROE 18 

authorized for it by FERC, which would include any ROE incentive adders approved 19 

by FERC and is very likely to be significantly higher than the ROE approved by the 20 

BPU.    This implies a higher AFUDC rate under the transfer to MAIT than the no 21 

transfer status quo. Ultimately, all else equal, this will result in higher rate base and 22 

depreciation expense as a result of the asset transfer. 23 

Q. HOW CAN THIS ADVERSE RATE IMPACT BE PREVENTED? 24 
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A. The BPU could require a protective condition stating that the FERC AFUDC rate 1 

used by MAIT should reflect a ROE (for that portion of the AFUDC formula) no 2 

higher than the prevailing ROE approved by the BPU for JCP&L. 3 

Q. WHAT IS YOUR CONCERN REGARDING CAPITAL STRUCTURE? 4 

A. As explained by Petitioners, MAIT will initially have a capital structure of 100 5 

percent equity since none of the GPU legacy utilities debt transfers to MAIT.  6 

However, during a transition period (which appears to be about two years), MAIT 7 

plans to use for FERC ratemaking a hypothetical capital structure of 50 percent equity 8 

and 50 percent debt.  (The cost rate for hypothetical debt has not been addressed.)  9 

Petitioners indicate that after this relatively short transition, it will shift to an actual 10 

capital structure, but they have not indicated what that actual capital structure will be.  11 

(Response to RCR – F- 9)  Please note that the temporary 50/50 capital structure 12 

matches the capital structure approved by the BPU in the Company’s last base rate 13 

case. 14 

Q. WHAT IS THE ACTUAL CAPITAL STRUCTURE AFTER THE 15 

TRANSITION PERIOD THAT MAIT WILL USE? 16 

A. I don’t know, and MAIT may not know either at this time.  My concern, however, is 17 

that this capital structure could be substantially more expensive (i.e., greater equity) 18 

than would be the case if the transmission assets were to remain with JCP&L.  While 19 

it is true that the BPU does not directly micro manage the capital structures of the 20 

utilities that it regulates, it has considerable influence to ensure that those capital 21 

structures are reasonable.  It would have no such influence over MAIT since it would 22 

have no ratemaking authority. 23 

My concern is heightened by the actual ratemaking practices for FE’s other 24 

transmission utilities, ATSI and TrAILCo.  For ratemaking purposes both utilities 25 
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utilize a 60 percent equity/40 percent debt capital structure.  (Response to RCR-F-25 1 

and 31)  I regard these capital structures as being unnecessarily expensive, 2 

particularly as compared with the approximately 50/50 capital structures used for 3 

electric utilities in New Jersey.  The use of such an expensive capital structure could 4 

significantly increase the rate of return paid by customers with no commensurate 5 

benefit. 6 

Q. HAVE PETITIONERS AGREED TO EXCLUDE GOODWILL FROM THE 7 

ACTUAL CAPITAL STRUCTURE? 8 

A.  Not entirely.  The response to RCR-F-17 acknowledges that it is contrary to normal 9 

FERC practice to authorize recovery of goodwill in rates, including in the ratemaking 10 

capital structure.  However, that data response seems to leave the door open for 11 

inclusion of goodwill by indicating that the inclusion of goodwill in FERC regulated 12 

rates could be requested in a filing.  There is nothing in the data response that 13 

precludes MAIT from seeking to recover goodwill in rates and/or including it in its 14 

actual capital structure.  For that reason, I recommend clarifying this issue with a 15 

protective condition that would require that MAIT rule out inclusion of goodwill in 16 

either the cost of service or ratemaking capital structure. 17 

Q. WHAT IS THE ISSUE CONCERNING ROE? 18 

A. Whether the transmission assets remain with JCP&L or are shifted to MAIT, the 19 

authorized ROE will be set by FERC based upon that commission’s process and 20 

along with incentive adders that it may approve.  For example, it would be reasonable 21 

to assume that the approved ROE would include the PJM membership incentive adder 22 

of 50 basis points regardless of which entity owns the assets.  However, in the case of 23 

MAIT ownership, there is at least the possibility of seeking and receiving an 24 

additional incentive adder for “stand alone ownership”, an adder that could not be 25 
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requested if the transmission assets were to remain with JCP&L.  This would be an 1 

extra and significant cost penalty for customers with no corresponding benefit. 2 

Q. DOES MAIT INTEND TO SEEK SUCH AN ADDER? 3 

A. That is not known at this time.  In response to RCR-F-30, MAIT indicated that no 4 

decision has been made as to whether it would seek such an adder, and in any event, 5 

such an adder must be authorized by FERC to take effect.  In addition, the response to 6 

RCR-F-32 states that neither TrAILCo nor ATSI have thus far sought such a stand-7 

alone incentive adder.  Thus, whether MAIT at some future time seeks and is 8 

permitted to include such an adder in rates is not known at this time and is therefore a 9 

risk to customers. 10 

Q. IN LIGHT OF THIS ROE PROBLEM, WHAT DO YOU RECOMMEND? 11 

A. I recommend a protective condition stating the MAIT agrees not to seek an ROE 12 

incentive adder for stand-alone transmission operations or for that matter any ROE 13 

incentive adder that JCP&L would not be entitled to receive.  Such a condition would 14 

help protect ratepayers against the future harm of the transfer causing a higher ROE. 15 

Q. WHAT IS YOUR CONCERN REGARDING FORMULA RATES? 16 

A. JCP&L’s longstanding ratemaking practice is to use fixed rates for NITS.  Moreover, 17 

Petitioners state that the current NITS rate has been constant and has not changed 18 

since it was implemented in 1998.  Yet, with the formation of MAIT, FE intends to 19 

implement formula rates, although it has not described the features of the formula 20 

rates.  (Response to RCR-F- 40)  My understanding is that it has introduced formula 21 

rates for JCP&L’s transmission affiliate, ATSI.  It appears that the plans for a massive 22 

increase in transmission investment (i.e., $3 billion as compared to a current MAIT 23 

rate base of about $900 million) and formula rates would imply a massive increase in 24 

transmission rates over time. 25 
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Q. WHY DOES THE FORMATION OF MAIT IMPLY A NEED TO CHANGE 1 

RATEMAKING PRACTICE? 2 

A. That is not known since this issue has not been highlighted in the Petition or 3 

supporting testimony.  For example, it is not known whether FE would similarly seek 4 

to move to formula rates if the transmission assets remain with the GPU legacy 5 

utilities instead of MAIT.  It is also not known how formula rates would affect 6 

customers as compared to the status quo.  Petitioners should attempt to clarify this 7 

issue and its implications in their rebuttal testimony. 8 

Q. IS THERE A PROTECTIVE CONDITION THAT COULD ADDRESS THIS 9 

ISSUE? 10 

A. It is difficult to tell since this issue at this point is unclear.  However, one protective 11 

condition that I would suggest would require MAIT to first seek BPU conceptual 12 

approval of formula rates before filing such a request at FERC.  This would give 13 

MAIT an opportunity to demonstrate to the BPU that a switch to formula rates is in 14 

the public interest.  This issue and potential protective conditions are further 15 

addressed by Rate Counsel witness Hempling. 16 

Q. WHY DO YOU HAVE A CONCERN REGARDING FUTURE SALE OF 17 

MAIT? 18 

A. As discussed by Rate Counsel witness O’Donnell, the market value of transmission 19 

greatly exceeds its book value.  This may be in part because the FERC authorized rate 20 

of return exceeds the utility cost of capital.  This high valuation may induce FE at 21 

some future time to monetize the value of MAIT through a sale, merger or spinoff 22 

transaction.  The effects on ratepayers of such a future transaction are, of course, 23 

unknown, but there is certainly reason for concern over potential harms.  For 24 

example, this could involve a merger with or acquisition by an entity with a higher 25 
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cost structure, “negative synergies” for JCP&L if sold to a non-affiliate, service 1 

quality issues, etc.   2 

Q. DOES FE HAVE ANY PLANS AT THIS TIME FOR A FUTURE SALE, 3 

MERGER OR SPIN OFF? 4 

A. According to the response to RCR-F-35, there are no current plans or expectations for 5 

a sale, merger or spin off involving MAIT.  While that may be true, that certainly 6 

does not take this issue and concern off the table because FE management at some 7 

point could change its mind on this question as circumstances change. This is a 8 

somewhat hypothetical but nonetheless important risk for ratepayers.   9 

I note that this data response recognizes that assuming New Jersey public 10 

utility status is granted to MAIT, the BPU maintains authority to approve or 11 

disapprove a sale, merger or spin off involving MAIT.  This authority must include 12 

the ability of the BPU to condition any such transaction involving MAIT as it deems 13 

appropriate to protect the public interest in New Jersey.  Thus, even though 14 

Petitioners seem to concede this authority, it would be helpful that it be codified in an 15 

approval condition in this case.  This would be helpful to ensure the BPU maintains 16 

the necessary authority in the event of a legal dispute over jurisdiction. 17 

Q. DO YOU HAVE ANY OTHER RECOMMENDATIONS FOR 18 

PROTECTIVE CONDITIONS THAT MIGHT ACCOMPANY 19 

APPROVAL? 20 

A. Yes.  I have recommended that JCP&L investigate ring fencing measures to be 21 

implemented to improve its credit rating and strengthen its balance sheet as necessary 22 

due to the extensive goodwill.  I believe that the same recommendations may also be 23 

applicable to MAIT since, like JCP&L, it is a subsidiary of FE.  While it would be 24 

premature to actually proceed with specific measures, I believe that the BPU should 25 
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have the authority to investigate the need for and potentially require MAIT to 1 

implement ring-fencing measures.  I note that MAIT also will have about $500 2 

million of goodwill on its balance sheet that presumably provides no cost recovery or 3 

cash flow.  This must not be permitted to impair its credit rating. 4 

Finally, I have discussed the possibility (as noted recently by Moody’s) that 5 

the transfer of transmission assets to MAIT could harm JCP&L’s credit quality.  If 6 

this were to occur, the BPU should be permitted to disallow any resulting cost of 7 

capital premium or penalty from customer rates. 8 
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V.   THE AMENDED JOINT PETITION 1 

Q. HAVE YOU REVIEWED THE AMENDED PETITION? 2 

A. Yes, I have. 3 

Q. DOES THIS TRANSFER PROPOSAL PROVIDE ANY BENEFITS FOR 4 

JCP&L CUSTOMERS? 5 

A. No, it provides no intrinsic benefits for customers, nor is it intended to do so.  Joint 6 

Petitioners at this time propose transferring a small number of distribution customers 7 

and related assets from JCP&L to MAIT.  Unlike the transfer of transmission assets, 8 

Joint Petitioners claim no benefits from this transfer beyond the assertion that it will 9 

cure a legal deficiency in the original Petition, i.e., it is intended to address the 10 

Board’s ruling earlier this year that MAIT would not be a New Jersey utility.  I take 11 

no position on this legal question or the legal efficacy of the Joint Petitioners’ alleged 12 

cure. 13 

Q. ARE THERE ANY DISADVANTAGES OR PROBLEMS WITH THE 14 

DISTRIBUTION TRANSFER? 15 

A. Yes, and I briefly mention these concerns in this section of my testimony.  This is 16 

discussed in greater detail in the testimony of other Rate Counsel witnesses. 17 

Q. WILL MAIT’S DISTRIBUTION OPERATIONS BE LIMITED TO THE 18 

CUSTOMERS AND ASSETS DESCRIBED IN ITS FILING? 19 

A. This is unclear.  Under this proposal, MAIT would not necessarily have a well-20 

defined geographic service territory that differs from that of JCP&L.  (Response to 21 

RCR-F-47.)  Joint Petitioners seem to indicate that MAIT could add new customers 22 

and distribution facilities as it deems appropriate, even though it has no defined plans 23 

to do so today.  In response to RCR-F-48, Joint Petitioners did not indicate any 24 
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limitations on its authority to add distribution customers or facilities in what is now 1 

JCP&L’s service territory. 2 

Q. HOW WILL RATES BE SET FOR MAIT DISTRIBUTION CUSTOMERS? 3 

A. MAIT initially simply adopts JCP&L’s rates as its own without any cost of service 4 

support or earnings justification.  (Response to RCR-F-45.)  In future JCP&L rate 5 

cases, MAIT and JCP&L will use a combined rate base, with almost all of that rate 6 

base obviously being that of JCP&L, for setting rates.  Thus, it is fair to say that 7 

MAIT’s distribution rates will be based on the JCP&L cost of service and earnings, 8 

not those of MAIT itself. 9 

Q. WHAT RATE OF RETURN WILL MAIT EARN ON ITS DISTRIBUTION 10 

SERVICE? 11 

A. This is not known, nor apparently will it be tracked or reported over time under its 12 

proposal.  (Response to RCR-F-50.) 13 

Q. WILL THE MAIT DISTRIBUTION SERVICE PROPOSAL IMPLICATE 14 

ANY ADDITIONAL COSTS THAT ARE NOT PRESENT TODAY? 15 

A. Presumably, there will be legal and administrative costs dealing with the myriad of 16 

details associated with operating a new distribution utility, including the necessary 17 

contractual arrangements (such as BGS-related wholesale generation supply and 18 

maintenance agreements) between JCP&L and MAIT.  After all, MAIT will merely 19 

be a shell that owns some assets and bills the transferred (and possibly added) 20 

distribution customers.  These added legal and administrative expenses are not 21 

known, nor is there any indication that they will be tracked.  This means that it is 22 

likely that they will be buried in the JCP&L cost of service and charged to JCP&L 23 

customers. 24 
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Q. HAS MAIT IDENTIFIED ANY PRECEDENT FOR THIS CUSTOMER 1 

TRANSFER AND RATEMAKING METHOD OF ADOPTING ANOTHER 2 

UTILITY’S RATES? 3 

A. This question was posed in RCR-F-52, and Joint Petitioners could cite no precedent.  4 

The response merely asserts that JCP&L believes that the Board has the legal 5 

authority to approve this proposal. 6 

Q. DOES THE PROPOSAL CONTRIBUTE IN ANY WAY TO REDUCING 7 

INTEREST EXPENSES OR IMPROVING ACCESS TO CAPITAL? 8 

A. No, it does not.  It adds complexity, possibly additional expense, and uncertainty to 9 

the provisions of distribution service.  This is further reason for the Board to reject the 10 

Joint Petition. 11 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 12 

A. Yes, it does.13 
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BPU Docket No. EM15060733 
 
 

JERSEY CENTRAL POWER & LIGHT COMPANY 
 

Illustrative Calculation of MAIT Interest Expense Savings 
(millions of dollars) 

 

Year Debt Issue 
               Interest Expense Savings               

Total Savings Debt Issue #1 Debt Issue #2 Debt Issue #3 

1     $0 
2 $500 (Issue #1)    $0 
3  $1.5   $1.5 
4  $1.5   $1.5 
5 $500 (Issue #1) $1.5   $1.5 
6  $1.5 $1.5  $3.0 
7  $1.5 $1.5  $3.0 
8 $500 (Issue #1) $1.5 $1.5  $3.0 
9  $1.5 $1.5 $1.5 $4.5 
10  $1.5 $1.5 $1.5 $4.5 

TOTAL $1,500 $12.0 $7.5 $3.0 $22.5 
 
                                                              
Assumptions: $500 million of debt issued at the end of years 2, 5, and 8.  Savings based on 
0.3% of debt balance.  JCP&L’s share of the MAIT savings is 50% or about $11.3 million 
over 10 years.  
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