I.  SUMMARY OF ARGUMENT
1 On April 5, 2004, Puget Sound Energy, Inc. (PSE or the Company) filed tariff revisions designed to increase electric and natural gas revenues by $81.6 million (6.5%) and $47.2 million (6.3%), respectively.
  Commission Staff recommends an increase in electric revenues of $15.8 million (1%) and an increase in gas revenues of $11.3 million (1.5%).

2 By far and away, the issue that separates the parties is the cost of capital.  Despite the lowest cost of money in many years
 and further distance from the Western Power Crisis,
 the Company seeks to increase its authorized rate of return in order to provide shareholders a return on equity of 11.75% applied to a hypothetical equity ratio of 45%.
  In contrast, Staff recommends an overall rate of return that includes a cost of equity of 9% and an actual equity ratio of 42%.
  
3 Staff also recommends partial grant of PSE’s Accounting Petition for the White River Hydroelectric Project in Docket No. UE-032043 and denial of PSE’s request to defer Power Cost Only Rate Case (PCORC) costs in Docket No. UE-031471.  Finally, Staff recommends a new set of criteria that triggers the deferral of major storm damage expenses.  
4 Staff’s presentation on the critical issue of cost of capital, along with its other recommendations, will allow the Company to provide utility service at rates that are just, fair, reasonable and sufficient, in accordance with applicable statutory
 and constitutional
 requirements.  The Company cannot make the same claim, despite the statutory burden of proof that falls only on its shoulders.
  
II.  INTRODUCTION

5 PSE states that the overriding purpose of this case is to improve its financial condition so that it can invest in necessary infrastructure and energy resource acquisitions, support risk management activities, and earn a reasonable return for equity investors.
  
6 The evidence, however, demonstrates that the financial condition of the Company’s utility operations is already sound and that the cost of equity capital sought by PSE comes at a cost to ratepayers that dwarfs any benefits.  Moreover, implementation of Staff’s revenue increase, given all of the regulatory mechanisms already available to PSE, will allow the Company to meet successfully any challenges it faces. 

7 It is the Company, rather than Staff, that can be accused of ignoring these realities.

A.
The Company Understates the Financial Health of its Utility Operations

8 The Company alleges that its actual return on equity was 7.3% in 2003 and 7.6% in 2002.
  In fact, current rates for the utility operations of PSE provided shareholders a fair return on equity of 10.22% in 2003 and 9.21% in 2002.
  Indeed, PSE earned 10.22% in 2003 despite 6% warmer than normal temperature, which otherwise depresses earnings,
 and despite the Company having absorbed $40 million in power costs under the Power Cost Adjustment (PCA) mechanism.
  Even if the Company’s actual return on equity was only 7.3%, as PSE alleges, the Company continues to maintain a BBB corporate bond rating
 with an equity ratio of 39%.
  
9 The Company also admits that it has maintained favorable access to financial markets over the last three years and is in a stronger position now than during the Western Power Crisis.
  Under the “most restrictive tests,” PSE is able to issue almost $1 billion of additional first mortgage bonds, $454 million of preferred stock, and $261 million of unsecured long-term debt.
  It also has recently increased its credit facility from $250 million to $350 million and extended the term of that facility from 1 to 3 years.
  
10 With respect to infrastructure investment, from 2001-2003, the Company fully covered all construction and capital expenditures with internally generated funds.
  The Company admits that the same situation continues today.
  Indeed, PSE admits that it is unnecessary to reach a 45% equity ratio in order to fund its capital projects.
  It also admits that it is typical for future capital additions to exceed short-term borrowing capacity.

11 The investment community views PSE in a more positive light than the Company would have the Commission believe.  The Company’s utility operations are 90% of the business of the holding company, Puget Energy, Inc., and, thus, are the primary source of return for shareholders.
  Of ten investment firms that follow Puget Energy, seven have “hold” recommendations.
  Value Line projects Puget Energy’s return on equity for 2005 at 9% and 9.5% for the period 2007-2009.  Value Line also projects dividend growth for Puget Energy.
  Morgan Stanley projects PSE’s equity ratio at 41.9% in 2005 and 43% in 2006.
  
12 Finally, with respect to risk management activities, the Company actually has increased the number of physical and financial counterparties with which it transacts business.
  It also admits that it already has adequate credit to hedge power supply in futures markets up to one year.
  PSE has not defaulted on any power contract or gas purchase agreement.
  Nor have any of the Company’s counterparties defaulted (other than CanWest), even though the market has witnessed defaults by many other parties.

B.
The Company’s BBB- Corporate Credit Rating is the Result of the Poor Performance of InfrastruX and PSE’s Unregulated Subsidiaries

13 While the evidence shows that PSE’s BBB first mortgage bond rating is sufficient for future infrastructure investment and resource acquisition, PSE argues that its BBB- corporate credit rating prevents it from conducting risk management activities to protect consumers and shareholders against wholesale gas and electricity price volatility.
  

14 The BBB- corporate credit rating, however, may not be the result of the Company’s utility operations, but, rather, the poor earnings performance of PSE’s unregulated subsidiaries and InfrastruX, its sister company within the holding company structure of Puget Energy.
   In 2003, the return on common equity for InfrastruX was only 1.6%.
  The investment community itself questions whether Puget Energy should even keep InfrastruX.
    
15 That same year, PSE’s unregulated subsidiaries earned a return on common equity of only XX,
 which drove the Company’s consolidated return down to 7.7%.
  For the rate year March 2005 to February 2006, the Company also projects XXXXXXXXXXXXXXX for its unregulated subsidiaries.

16 Thus, without PSE’s unregulated subsidiaries and InfrastruX, the Company’s corporate credit rating would likely rise to BBB or better to reflect the higher actual and prospective earned returns on equity provided by the Company’s utility operations.

17 In Docket No. UE-991779, the Commission approved a settlement of the Company’s application to reorganize and form Puget Energy, Inc. as an unregistered holding company.  That settlement included the following provision:
PSE’s regulated customers will be held harmless from the liabilities of any non-regulated activity of PSE or Puget Energy.  The Parties agree that the fair rate of return for the regulated utility will be determined without regard to any adverse consequences attributable to the corporate reorganization.

The Company has failed to demonstrate that this provision has been satisfied.  It repeatedly confuses the reasonable financial performance of its utility operations with the dismal results of the holding companies’ consolidated financial performance.  Staff’s cost of capital recommendation, on the other hand, protects ratepayers from the drain on PSE’s financial performance of the unregulated operations of Puget Energy.
C.
The Cost to Achieve a 9.12% Overall Rate of Return Far Exceeds the Benefits to Ratepayers

18 The Company alleges that an increase in its corporate credit rating from BBB- to BBB+ will result in considerable benefits to customers.  The Company’s assertion overlooks several important factors.
19 First, the financial risk and credit rating of any company is attributable to many quantitative and qualitative factors other than regulatory action.
  Thus, the Company’s credit rating is as much within the control of management as it is beyond the control of this Commission.  The Commission should not set rates based on a perception of how Wall Street might react.
20 Second, the benefits alleged by PSE from “reduced borrowing costs” and “financial flexibility” range from only $2 to $3 million.
  Those savings pale in comparison to the revenues customers would be required to contribute in rates for the Company to earn 11.75% on an equity ratio of 45%.  A return on equity of 11.75% on actual rate base, rather than Staff’s recommended return of 9%, will cost ratepayers $64.9 million more per year.
  This alone is three times the $15 million savings PSE estimates would follow from an improved debt rating.

21 Setting rates on the basis of a hypothetical 45% equity ratio, rather than the Company’s 40% actual equity ratio, will require ratepayers to pay for phantom equity costs of $34.7 million per year.
  This compares to actual costs of only $13.2 million, if the Company finances these facilities with debt rather than equity.

22 The Company estimates that a credit rating upgrade will result in net benefits from hedging in the range of $21.9 million to $115.3 million.
  The Company also provided estimates of lost open credit and increased needs to post collateral if PSE’s current credit rating is down-graded.
  
23 The Company’s estimates, however, were based only on an “informal survey” of a very limited number of counterparties.
  Thus, 

[t]he surveyed counterparties were not able to indicate the exact amount of the increase or decrease to our open credit, as they would have to consider the factors causing the credit rating change.

24 PSE admits that its calculations were only an “illustration” of hedging benefits that were otherwise impossible to quantify:

Any further quantification of such benefits, such as trying to estimate the dollar value to customers of the increased ability to hedge, is inherently a very difficult and subjective task.

Moreover, the Company’s illustration assumes only that PSE hedges when prices are low and then climb.  No illustration is given for the opposite situation.

25 Staff does not contest that a corporate credit rating upgrade all the way from BBB- to BBB+ may improve the Company’s risk management opportunities.  The Commission should not, however, set rates based on such tenuous and one-sided illustrations in light of the precise and exorbitant cost to ratepayers of the 11.75% return on equity and 45% equity ratio proposed by PSE.
D.
The Company Exaggerates Its Risk Exposure in an Attempt to Justify an Increase to Its Authorized Rate of Return
26 The Company spent considerable effort cataloging the returns on equity and equity ratios granted by other commissions.
  This effort, however, contradicts the Company’s position that the Commission must set an authorized rate of return in light of circumstances particular to PSE.
  The Company alleges that its cost of capital proposal recognizes its “unique capital needs and business risk position,” as well as the regulatory uncertainty it faces in a changed utility industry.

27 The Company’s capital needs, however, are not nearly as unique as PSE portrays.  Of the eleven comparable companies that were studied by both PSE and Staff to determine equity investor return requirements, only three have projected capital requirements less than the Company.  The remaining companies have new capital requirements that are substantially larger than PSE’s.

28 The Company also ignores significant factors specific to PSE that have insulated it from both regulatory and business risk.  First, the Company remains a vertically integrated utility subject to traditional cost of service regulation.  The Company admits that this makes it less risky than utilities in states that have restructured.
  The Company also admits that its ability to acquire power from low cost hydro generation facilities further reduces risk.

29 Indeed, the Company already has regulatory mechanisms that actually shift both volume and price risk from investors to ratepayers.  The Purchased Gas Adjustment (PGA) mechanism allows actual gas costs to be passed through to ratepayers through the periodic true-up of deferred costs.  Thus, the PGA addresses both the volatility of gas costs and the recovery of fixed gas supply costs, irrespective of weather.

30 The PCA mechanism also has reduced greatly the Company’s exposure to energy price volatility and under-recovery of fixed production costs, and is viewed positively by Wall Street analysts as a means to achieve and maintain the 40% equity ratio targeted in the settlement of PSE’s last general rate case:

Yes, the PCA Mechanism helps limit the Company’s exposure to power cost

variability.  In doing so, this mechanism is critical to the Company’s efforts

to rebuild and maintain its financial strength and earnings visibility.  Rating 

agencies and equity analysts have noted the role of the PCA Mechanism in

this effort:


This is expected to provide Puget with cost stability so that it may


rebuild its equity levels to targets that were agreed upon in the 


settlement with the WUTC Staff and approved by the Commission.

Standard & Poors report on PSE (July 23, 2002).  Equity analysts have also

noted the role of the PCA Mechanism in PSE’s efforts to rebuild and maintain its financial strength:


Puget and the WUTC agree to the PCA mechanism in part to help


Puget improve its capital structure and ROE by limiting its exposure


to rising power costs.

Lazard Freres & Co., U.S. Equity Research: Puget Energy, Inc. (Mar. 12, 2004).

31 Investors also view with favor the Company’s ability to recover the cost of investments in new power supply resources on an expedited basis through a Power Cost Only Rate Case (PCORC), which further shifts risk from equity investors to ratepayers.
  Indeed, rating agencies have assigned PSE only mid-range risk
 and recently have actually upgraded the Company’s business risk position.

32 Finally, the Company admits that any financial difficulty it experiences under current market conditions is an industry-wide phenomenon faced by most regulated utilities.
  Thus, whatever PSE’s capital needs and exposure to business and regulatory risk may be, they are reflected in the comparable group of companies that PSE itself advocated for formulating a fair rate of return.  As PSE admits, the whole point of a peer group is to select companies that are similar in terms of their financing needs and challenges.
  If PSE’s list of comparable companies does not accomplish that objective, then the Company’s cost of capital analysis is fundamentally flawed and meaningless.  
33 Having discussed the factual evidence, rather than just the allegations, of PSE’s business and regulatory environment, we now turn to the issue of overall cost of capital.

III.
CAPITAL STRUCTURE AND COST OF CAPITAL
34 Staff’s rate of return and capital structure recommendation was presented by Dr. John W. Wilson.  Dr. Wilson is a well-known expert on those matters and has testified before the Commission in prior cases.

35 In subsections A through D, we address the cost rates Dr. Wilson recommends be applied to each component of the Company’s capital structure in setting rates.  Subsection E addresses his recommendation on capital structure.
A.
Debt

1.
Long-term Debt

36 There is no dispute that the cost rate for long-term debt is 6.88%.

2.
Short-term Debt

37 For short-term debt, Dr. Wilson used a 3.2% interest rate for commercial paper and a 3% interest rate for the debt of the accounts receivable securitization facility.  Both rates are well above current short-term debt rates.  
38 Dr. Wilson also included the Company’s annual commitment fees and short-term debt issue costs amortization.  Together, this resulted in a cost rate for short-term debt of 4.55%, which compares to the Company’s 4.81%.

39 The Company did not rebut Dr. Wilson’s proposed cost rate for short-term debt.  It states only that the difference among the parties is insignificant.
  Thus, the Commission should adopt the Staff recommendation.
B.
Trust Preferred Stock
40 There is no dispute that the cost rate for trust preferred stock is 8.60%.

C.
Preferred Stock

41 There is no dispute that the cost rate for preferred stock is 8.51%.

D.
Common Equity

1.
Summary of Positions

42 Dr. Wilson’s analysis of the cost of common equity focused upon investor return requirements, measured by a traditional discounted cash flow (DCF) analysis and confirmed by “fundamental” DCF, capital asset pricing model (CAPM), and Comparable Earnings analyses.  As Dr. Wilson explained: 

In general, the best estimate of the cost of common equity for a company is one based upon a direct evaluation of investor requirements.  It is necessary to focus upon investor requirements because it is investors who, through their actions in the marketplace, determine the price of securities, or the present value of expected future returns.  Therefore, it is investors who determine the cost of common equity for any particular enterprise.

43 Dr. Wilson concluded that investors require an 8-9% return on common equity for PSE.  He recommended that the Commission set rates based upon a 9% equity return, the upper end of his range, in order to provide the Company a cushion for potential capital cost increases during the rate year, and to enable PSE to continue to improve its balance sheet and credit rating.

44 The Company’s rate of return witness, Dr. Charles J. Cicchetti, measured the return on equity with DCF (12.2%), CAPM (13%), and Risk Premium (12-12.4%) methodologies.  He recommended that rates be set in this case based upon a return on equity of 11.75% or 12.5% under “current earnings drag policies.”


2.
Argument in Support of the Staff Recommendation
45 The Commission is often faced with “dueling experts” who argue over the return on equity to be used for ratemaking purposes.  With respect to that controversy, the Commission has stated:

While the determination of the cost of common equity capital requires the

exercise of judgment, the use of judgment must be informed by the facts.

If meeting the burden of proof through opinion evidence has any meaning,

it means that the witness must present a logical connection between the

factual evidence and the opinion offered.

46 Dr. Wilson’s recommendation satisfies this test with consistent results supported by a broad array of market evidence representing investor return requirements.  Dr. Cicchetti’s analysis, in contrast, produces extremely volatile and irrational results that are contradicted by the evidence.  Each time his manipulation of Dr. Wilson’s analysis is corrected, his presentation actually supports Staff’s recommended cost of equity. 


a.
Discounted Cash Flow

47 Both Dr. Wilson and Dr. Cicchetti relied substantially on DCF theory in reaching their return on equity recommendations.  However, the controversial aspect of DCF analysis is not the underlying theory, but rather, the measurement of the dividend yield and expected future growth in dividends, the sum of which is the cost of equity capital.  Because it is the consensus of investor expectations that establishes the price of common equity, and investors’ expectations are concerned with future income streams, it is the dividend growth component of the model that is most important.  Unlike dividend yields, there also is no published consensus value for investors’ expectations of dividend growth.
48 In his DCF analysis, Dr. Wilson used the same combination electric and gas utilities that PSE identified as being most comparable to itself and he calculated historic dividend growth and projected earnings growth for each of those companies and for PSE.
  Combining these growth estimates with the dividend yields reported in Standard & Poors’ most recent Monthly Stock Guide produces an equity rate of return from 6.6% to 8.9% for the comparable companies, with an average of 7.8%.  The range for PSE standing alone is 6.7% to 10.4%.

49 Dr. Wilson also performed a “fundamental” DCF calculation as an alternative means of estimating PSE’s cost of equity.
  That analysis produced a return on equity estimate of 8.63%, with individual company results ranging from 6.7% to 9.5%.  Standing alone, PSE’s fundamental DCF return on equity is 8.3%.

50 In contrast to Dr. Wilson’s systematic and thoughtful approach, Dr. Cicchetti’s DCF analysis assumed that investors’ dividend growth expectations can be inferred simply by comparing the closing price of a company’s common stock in each month during the past year, with the closing price in the corresponding month one year earlier.
  Dr. Wilson explained that this method is an unrealistically simplistic method for estimating investor dividend growth expectations, which are the result of far broader considerations than the percentage change in a company’s stock price over the past year.

51 Dr. Cicchetti’s approach to estimating investors’ expected dividend growth is also an extremely volatile method given the ups and downs of stock prices.  In contrast to Dr. Cicchetti’s 12.2% DCF result for PSE through March 2004, updating and applying his exact same methodology through August 2004 produced a DCF result of 8.7%.

52 Indeed, of the eleven comparable companies used by Dr. Cicchetti, his DCF analysis produced returns on equity in excess of 25% for five companies, negative results for three companies, and estimates of 19 to 20% for the remaining three companies.
  None of these results is a reasonable estimate of any company’s cost of capital.  Yet, Dr. Cicchetti nevertheless uses the average of these values as an indication of PSE’s return on equity.
  His DCF analysis simply is not credible evidence of the return requirement of equity investors.
53 Dr. Cicchetti even failed to address any of these pitfalls in his rebuttal testimony.  He does criticize Dr. Wilson’s group of comparable companies because some have negative dividend growth.  This is an interesting criticism since Dr. Wilson’s group of comparable companies is also Dr. Cicchetti’s group of comparable companies.  
54 Moreover, Dr. Cicchetti admits, correctly, that investors purchase stocks for a combination of dividend yield and price appreciation expectations.
  Thus, investors’ expectation of future growth in dividends is the relevant consideration in a DCF analysis.  That expectation is shared by investors in both PSE and the comparable companies.
55 Dr. Cicchetti states that sustainable growth is a function of retention and return on equity.
  He then criticizes Dr. Wilson for using a dividend yield of 4.8%, but not using IBES’s projected dividend growth estimate of 6%.
  
56 Investors, however, cannot reasonably expect dividends to grow at a rate of 6%.  For example, using the retention ratio of 36% that Dr. Cicchetti shows for PSE for the rate year and beyond,
 PSE would have to earn almost 17% on book equity in order for investors to experience dividend growth, “g”, of 6%:
g = (retention ratio) (ROE)

6% = (.36) (ROE)

16.67% = ROE

More startling, using Dr. Cicchetti’s recommended return on equity of 11.75% would require PSE to earn over 19% on book equity:
11.75% - 4.8% = (.36) (ROE)

6.95% = (.36) (ROE)

19.3% = ROE

57 Clearly, Dr. Cicchetti’s estimate of equity investor return requirements is beyond the realm of reasonableness.  Investors simply cannot expect PSE to earn over 19% on book equity in order to provide sustainable growth in dividends of about 6%.  The market data simply does not support Dr. Cicchetti’s 11.75% return on equity.


b.
Capital Asset Pricing Model

58 As a check on the result of his DCF analysis, Dr. Wilson also performed a CAPM study, which estimates required returns on equity by evaluating the relative risk of alternative investments.  The fundamental principle underlying CAPM is that investors require greater compensation for a risky investment than they require for a risk-less investment.  In other words, a risky investment must provide investors with a “risk premium” above the risk-less rate.

59 CAPM defines the cost of equity for each company’s stock as equaling the risk-less rate plus the risk premium:
Kn = Rf + Bn (Rm – Rf)

where,

Kn = the cost of equity for company
Rf = the risk-less rate of return
Bn = the beta for the stock of a company
Rm = the market return
Rm – Rf = the expected market risk premium

60 Dr. Wilson used a short-term (90 day) U.S. Treasury bill as the measure of a risk-free investment.  Such securities are commonly used for that purpose because they have little or no default or inflation price risk.
  90 day Treasury bills currently yield approximately 1.7%.  Thus, Rf = 0.017 in Dr. Wilson’s application of CAPM.

61 For beta, Bn, Dr. Wilson used 0.825.  This is the average beta value for the comparable companies studied by both Staff and PSE in their DCF analyses.
  
62 Dr. Wilson also used 7% (8.7% market rate of return – 1.7% risk-less rate of return) as the market risk premium, Rm – Rf.  A 7% risk premium is supported by recent surveys and academic studies that show that the equity risk premium is in the range of 3 to 7%.
  
63 Thus, Dr. Wilson’s CAPM estimate of the cost of equity for PSE is:
K = 1.7% + 0.825 (8.7% - 1.7%) = 7.48%

which confirms his 8 to 9% cost of equity recommendation.  Even if the risk-less rate of return, Rf, were to increase during the rate year, CAPM analysis would still support a return on equity in the range of 8 to 9%.  For example, assuming a 3% risk-free rate, the cost of equity would be approximately 8.78%.

64 The Company does not contest that the current yield of 90-day Treasury bills is 1.7%, as Dr. Wilson claims.  Instead, PSE challenges only Dr. Wilson’s use of such securities as a proxy for the risk-less rate of return, rather than 10-year or 30-year Treasury bonds.
  
65 PSE admits, however, that interest rate risk increases with time, such that shorter-term debt has less interest rate risk than longer-term debt.
  Thus, 90-day Treasury bills, rather than longer-term Treasury bonds, are consistent with the CAPM requirement for a risk-less rate of return to estimate the cost of common equity.  
66 Indeed, the Company itself was familiar with the use of short-term Treasury bills as the risk-free rate because the likelihood of the Federal government defaulting is extremely low and because the short maturity of the bill protects investors from interest rate risk that is present in all fixed-rate bonds.
  The use of Treasury bills in CAPM as the risk-free rate of return is further supported by the academic literature.
  

67 The Company alleges that Dr. Wilson’s CAPM is biased and erroneous because “simply” replacing the 90-day Treasury bill rate with the rate for a long-term Treasury bond (5.5%), all else remaining equal, would yield a return on equity of 11.275%.
  The Company, however, errs by inserting the Treasury bond rate, but keeping the same 7% risk premium used by Dr. Wilson, even though PSE admits that equity returns for long-term bonds and Treasury bills are different.
  Had the Company correctly applied the CAPM formula in its challenge to Dr. Wilson, that application would have resulted in a return on equity of 8.14%, not 11.275%, as PSE alleges:
K = 5.5% + 0.825 (8.7% - 5.5%) = 8.14%

68 Thus, PSE’s use of Treasury bonds as the risk-free rate of return in a CAPM analysis demonstrates that Dr. Wilson’s recommended return on equity of 9% is a reasonable estimate of the low cost of equity that exists in today’s capital markets.


c.
Comparable Earnings

69 Dr. Wilson also checked his DCF result against a comparable earnings analysis, which looks at the rates of return that are expected to be earned on common equity by the comparable companies, as well as the returns that are expected to be earned in relation to the market price of those equity securities.  This analysis results in a cost of equity for the comparable companies of 7.75%.  PSE’s stand-alone return on equity is 7.70%.
  
70 While Dr. Wilson offered his comparable earnings study, he had several misgivings about including in PSE’s rates an allowance for common equity return equal to that experienced in recent years by comparable companies.  In that regard, Dr. Wilson disagrees strongly with Dr. Cicchetti, who gives greater weight to the returns that other commissions have granted than he does to statistically-based cost of capital analysis.

71 First, there is an obvious element of circularity in allowing a rate of return for one regulated company that is equivalent to the rate of return that other companies are awarded by their state commissions.
  Thus, this Commission should be driven by what it believes is appropriate for PSE on a case by case basis, rather than what other state commissions have decided.

72 Second, the equity rates of return awarded to other companies are determined in part by previous regulatory decisions, which may make them either excessive or inadequate for certain firms and certain times.
  In fact, the equity return allowances of the other state commissions cited by PSE are based on information that could be as much as two years old and include Wisconsin Power & Light Company, which skews the average with significantly higher returns than any of the remaining companies.
  More recently, equity return allowances have decreased substantially, with some in single digits.
  Therefore, while allowed returns may provide some guidance in determining cost of capital, a simple mathematical comparison to other companies in other states based on other facts is inadequate and inappropriate.
E.
Total Capital

1.
Summary of Positions

73 The Company recommends a rate of return allowance based upon a hypothetical capital structure comprised of 45% common equity, 48.64% total debt, and 6.36% total preferred equity.
  Staff’s recommended capital structure consists of 41.84% common equity, 51.79% total debt, and 6.37% total preferred.

2.
Argument in Support of the Staff Recommendation
74 Each source of capital has its own level of risk and corresponding return.  Thus, the Commission has stated that establishing a capital structure for ratemaking purposes requires an appropriate balance of debt and equity on the bases of economy and safety.
  
75 Staff applied the same principle in formulating its capital structure recommendation:
In a competitive market, a firm must be responsive to the interests of both its customers and investors.  Customers are interested in the lowest possible product price; since debt is generally a cheaper source of capital than equity (and short 
term debt is cheaper than long term debt), consumers would generally prefer to maintain a more leveraged (lower equity %) capital structure.  

Investors, on the other hand, have a prime concern of return commensurate with 
risk.  They have an interest in balancing the lower cost of debt with the higher financial risk associated with additional leverage.  In an unregulated market, a firm balances these interests to keep both its customers and investors and not to lose them to competitors.  Competitive forces tend to drive a company’s relative usage of debt and equity to the optimal level for that company and that industry.  Ideally, a firm will obtain capital funds through a “mix” that will result in the most economical financing of its assets over the long run.

A regulated enterprise that operates in a monopoly environment does not always have these market forces operating to the same extent to balance its use of debt and equity.  When a regulated firm capitalizes itself in an inappropriate manner, the burden of this inefficiency falls on the customer.  It is a company’s prerogative to obtain its capital funds from any source it chooses, but the Commission has a responsibility to protect consumer interests in determining the allowed rate of return for a regulated enterprise.

76 To determine the capital structure it recommends, Staff reviewed the Company’s monthly capital balances for the year beginning February 2005 and used the average of the projected end-of-month balances for the twelve month period February 2005 to January 2006.
  In contrast, PSE proposes to set rates on the basis of a year-end February 2006 capital structure.

77 There are several reasons to adopt Staff’s proposed capital structure.  First, Staff’s approach is based upon PSE’s projected financing plans shown on Company Exhibit 181C.  Thus, Staff incorporates PSE’s specific capital needs for infrastructure investments and resource acquisitions.
  The Company simply was wrong to allege otherwise.

78 The Company alleges that Staff erred in XXXXXXX from its capital structure calculation a substantial issuance of equity XXXXXXXXX.
  PSE acknowledges, however, that that stock issuance may or may not occur depending on a number of factors including the progress and extent of its resource acquisition plans.  The Company’s projection for that month, therefore, “may go up or may go down.”

79 The Company proposes to set rates based upon an end-of-year capital structure, rather than an average capital structure, as used by Staff in this case, and by the Commission in past cases.
  Thus, under the Company’s approach, PSE will over-collect capital costs in XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXX.

80 These were not the only reasons why Staff removed XXXXXXXXXX stock issuance from its capital structure calculation.  Equally important, PSE’s proposed capital structure assumes a short-term debt balance of nearly zero for XXXXXX.  Staff’s recommendation corrects the Company’s approach, which understates the low cost, short-term debt component of PSE’s capital structure.  Moreover, because short-term debt commitment fees are fixed, understating the amount of short-term debt inappropriately increases the implied cost of short-term debt.

81 The Company alleges that Staff’s proposed capital structure does not provide an appropriate balance of safety and economy, as measured by credit statistics such as debt leverage and interest coverage ratio.
  However, Staff’s capital structure contains 51.79% total debt, which qualifies for a low “A” rating according to the Company’s own testimony.
  
82 PSE’s allegation that Staff’s capital structure contains 56.1% total debt
 assumes that trust-preferred should be treated as debt.  That treatment, however, is inconsistent with how PSE itself represents trust-preferred on its balance sheet.
  Even if trust-preferred is treated as debt, a 56.1% total debt capital structure still qualifies for a BBB rating.

83 Staff’s recommended capital structure also produces a pre-tax interest coverage of 2.44X, again, treating trust-preferred as debt.
  This is sufficient for a BBB rating according to the Company’s own testimony.
  The pre-tax interest coverage increases to 2.82X if trust-preferred is not treated as debt.
  This is sufficient for a high BBB rating.
  
84 The Company’s allegation that Staff’s capital structure produces a pre-tax interest coverage of 2.16X includes the additional leverage that Standard & Poors imputes for payments under PSE’s purchased power contracts.  However, Standard & Poors assumes that 50% of such payments is for capacity for contracts where no capacity payment is specified.
  The Commission should be very circumspect of a methodology that imputes 50% of a payment as a fixed contract charge, where the Company pays only for the energy that is delivered.  This suspicion should be particularly heightened for a company like PSE, which purchases substantial amounts of power from low cost hydro-generation facilities.

85 The Company’s proposed capital structure also contains an adjustment to common equity to reflect negative retained earnings of its unregulated subsidiaries.
  Thus, PSE has increased the common equity ratio to be used for rate-setting purposes to compensate for losses directly attributable to unregulated subsidiary finances.
  Staff corrected that deficiency.
86 Finally, at Staff’s 42% equity ratio, the additional costs of new debt are small compared to the large overall pre-tax return requirement of PSE’s higher 45% equity ratio.  The 45% equity ratio also is not cost beneficial because the income tax allowance charged to ratepayers on the extra common equity more than cancels out any cost savings that may be realized on new debt issuances.
  
87 In sum, the 45% common equity ratio proposed by PSE is higher than the Company’s actual common equity component at the present time and higher than that projected through January 2006.  Conversely, the debt percentage is below actual.  Since common equity has a higher cost rate than debt, and common equity returns are taxable while debt returns are not, the Company’s proposal for a less-leveraged capital structure unreasonably raises costs to ratepayers.  
88 Staff submits that it is safe and economical to use a capital structure that reflects actual debt and actual equity amounts at the present time and as reasonably foreseen for 2005.  That capital structure, along with the cost rates Staff recommends, produces just and reasonable rates for customers and fair returns for investors from the Company’s utility operations.
IV.
REVENUE REQUIRMENT

A.
Contested Adjustments -- Electric
1.
Adjustment 2.03 – Power Costs

89 This adjustment uses the AURORA power supply model to restate power costs to the rate year for purposes of calculating a revenue requirement in this case and establishing a new PCA baseline rate.
  The adjustment contains a number of components, but the primary difference between Staff and PSE relates to the price of natural gas.
  Thus, it will be necessary for the Commission to order the Company to rerun AURORA to reflect the gas price accepted by the Commission and any other adjustments to power costs the Commission accepts in its final order.


a.
Gas Costs
90 Staff’s gas price recommendation uses published data from Gas Daily at the Sumas market hub to calculate a set of three-month average forward prices for the period December 2003 through April 2004.  An average of the three-month average forward prices was then used to estimate a “normal” forward spot price of $4.69 per MMBtu for the rate year.
  
91 The Company uses a three-month average of forward prices ending September 30, 2004.  This results in a gas price of $5.60 per MMBtu for the Sumas market hub.
  
92 For its part, the Industrial Customers of Northwest Utilities (ICNU) focuses on the period beyond July 1, 2006.  It recommends a gas price of XXXX per MMBtu based upon prices PSE assumed in filings made with the Securities and Exchange Commission for the period 2006 to 2011 and in modeling power costs for the period 2006 to 2008.
  
93 Each challenge to Staff’s recommendation is without merit.  First, Staff’s recommendation is based, in part, upon a time series statistical analysis of the correlation between forward and spot prices.
  ICNU did not perform any statistical analysis to support its recommendation.  The Company alleges only that Staff’s analysis is not relevant to PSE’s current need to forecast five to seventeen months into the future or up to two years into the future when preparing its direct case in subsequent rate filings.
  

94 PSE mischaracterizes the Staff recommendation.  Staff is not forecasting future gas prices, which can be done only when markets function efficiently over the time period under study.  Rather, Staff is estimating an average gas price that will prevail during the rate year in light of the fact that future gas prices are unpredictable because the forward market for natural gas is inefficient.
  This inefficiency results from fundamental attributes of the market and commodity itself,
 as well as non-market factors, such as the activities of speculators, that have caused extreme upward movements in gas prices that are unrelated to the supply or demand for gas.
  
95 Thus, it is implausible to forecast gas prices for a future period of time, let alone the seventeen-month or two-year periods used in the Company’s analysis of forward prices, or the even longer-term period (post-July 2006) envisioned by ICNU.  Indeed, the Company attempts to forecast gas prices even though it agrees that the forward market for natural gas may not be efficient, especially as one moves farther out in time.
  The Company did not, in fact, perform its own study of market efficiency in this proceeding at all.
 
96 The Company also relied upon NYMEX forward and spot price data for the 1990 to 2004 time period, which includes the Western Power Crisis.
  The Company, however, adjusted its statistical analysis to remove only two data points from a many month period of time characterized by unprecedented energy price volatility and market inefficiency.
  The Company’s failure to remedy the impact of all such “outliers” introduces bias to the results of its own statistical analysis.
97 PSE states that Staff erred by forming strip averages that are, in most cases, shorter than intended due to errors in computer programming.
  Staff explained, however, that correcting that error does not change materially the results of Staff’s recommendation.

98 PSE accuses Staff of misunderstanding the results of its regression analyses and erroneously excluding the months of May 2004 through July 2004 when calculating the average gas price it recommends in this proceeding.
  The Company admits, however, that it is the party that actually misunderstands the results of Staff’s regression analyses.
  Proper interpretation of Staff’s statistical analysis shows that gas price data after April 2004 are abnormally distributed as compared to prior months.
  
99 Empirical evidence that Staff reviewed, but PSE and ICNU both ignore, also shows sharp increases in forward prices after April 2004 that are characteristic of an inefficient market.
  Thus, including forward prices beginning May 2004 would bias the average gas price estimated for the rate year.
  
100 Finally, Staff’s recommended average gas price is consistent with the PCA, which is intended to establish a baseline power cost under normal conditions.  The PCA also limits losses due to extreme price fluctuations.  Thus, Staff’s recommendation neither reduces unnecessarily the Company’s cash flow by setting gas prices too low nor increases unnecessarily rates to customers by setting gas prices too high.
  While the PCA ensures that gas prices will be audited for prudence and reasonableness, setting the base price too high also may motivate suppliers to refuse to negotiate contracts below the base price.
101 In sum, Staff’s estimate of gas price is based upon sound statistical and empirical analysis of the historical market data, an assessment of current trends in forward prices, and an in-depth study of factors that influence price when neither the supply nor demand for natural gas have measurably changed.  Neither PSE nor ICNU can make the same claim.


b.
Coal Costs

102 There are two elements associated with the cost of coal:  the unit cost and the power production cost.  The Company testified that the unit cost of coal increased to $0.6122/MMBtu for Colstrip 1 & 2, and to $0.6220 for Colstrip 3 & 4.
  Staff does not object to those increases.
103 With respect to the production cost of coal, Staff and PSE disagree over the price of natural gas to assume in AURORA when coal-fired generation is dispatched.  Thus, resolution of the gas price will resolve the only dispute between Staff and PSE on coal price.

c.
Oil Costs
104 During cross-examination, ICNU questioned the Company about the cost of burning oil at PSE’s combustion turbines (CTs):  Frederickson 1&2, Fredonia 1&2, Fredonia 3&4, and Whitehorn 2&3.
  The Company assumed that the CTs runs on oil 200 hours over and above expected loads at an annual cost of $12.75 million, which it seeks to recover in this case.
  PSE applied this assumption outside of running AURORA.
105 In a normal year, PSE would not burn that much oil, thus, these additional variable costs should not be included in the PCA baseline rate.  If the Company did burn oil during a peak load, the oil costs would flow through the PCA anyway as a variable fuel cost.
  During a peaking event PSE also would sell additional KWh and retain more revenues, which would more than offset the incremental cost of oil and any associated fuel cost deferral the Company would potentially absorb under the PCA mechanism.
106 For these reasons, the Commission should disallow the $12.75 million in oil costs that PSE seeks to recover in this case.

d.
Hydro Normalization

107 The Company’s ability to rely on hydroelectric generation is a major power cost variable that must be adjusted to reflect normal stream-flow conditions.  In performing its AURORA modeling, Staff used a stream-flow study based on the 50-year period 1928 to 1977.  On rebuttal, the Company agreed to the Staff proposal.

108 The Staff recommendation is a change to Commission precedent that uses a rolling average of the most currently available 40 years of stream-flow records.  However, use of the 40-year rolling average is not set in stone.  The Commission has stated that its prior decisions:
[do] not mean that the Commission will use a rolling 40 years for all

future cases.  The Commission will evaluate alternatives proposed in future

cases.  The Commission anticipates that the company’s [50-year water study]

will be argued more clearly and persuasively in future cases, addressing the 

ultimate purpose of this adjustment.

More recently, the Commission stated:


The Commission accepts the Commission Staff position, and directs the 


company to continue to use a 40-year rolling average . . . . The company


is put on notice that this will remain the Commission’s position on this

issue unless and until a clear and convincing argument supports a superior alternative.

109 In this proceeding, Staff presented “clear and convincing” as well as un-rebutted evidence to support its 50-year stream-flow analysis.  First, Staff performed rigorous statistical analyses of 50 and 60 year monthly and bi-weekly stream-flow data provided by PSE and the Bonneville Power Administration (BPA).  That analysis demonstrates that the data is trend-less and normally distributed, and that there is a high degree of correlation between stream-flow and hydro generation.
  Thus, there was no statistical reason for Staff to either exclude data from the period 1928-1947 that was characterized by abnormally low hydro conditions or to analyze the most recent 40 years of stream-flow data.
  The Commission simply was not presented with similar evidence in prior cases.
110 Staff also understands that hydro-electric modeling has become increasingly complicated and uncertain given the multiple uses of the Columbia River Basin System for generation and non-generation purposes, and the conflicting interests of various operators, agencies and organizations that control those uses.
  Thus, statistical analysis alone is insufficient.  Hydroelectric modeling also must reflect the non-hydro uses that constrain the availability of water for power generation.
  

111 Staff accomplished that objective by relying upon estimated, rather than actual, water run-off volumes because they capture the inherent variability of hydro use.  Estimated run-off volumes, however, are available only for the period 1928-1977, which is the 50-year period selected by Staff.

112 No other party to this proceeding challenged the merits of Staff’s analysis on either statistical or non-statistical grounds.  Public Counsel presented no witness on the issue, even through cross-answering testimony.  ICNU only asks that the Commission not to diverge from precedent until it determines that a different standard should be used for all three regulated electric utilities.

113 The availability of hydroelectric power is critical because it affects the estimate of non-hydro power costs and secondary sales revenues.  Thus, ratemaking must take into account the certain and uncertain factors that affect the hydroelectric generation system.  Staff’s proposal in this case does so, is unrebutted, and, thus, should be adopted.

e.
BPA Transmission Costs

114 PSE pays BPA to transmit power from Company generation sites and points of purchase or exchange.
  PSE proposes to increase the amount of BPA wheeling costs in its power cost adjustment.  Staff disallows the increase because it is not known and measurable.  The record supports Staff’s position.
115 First, the amount of BPA wheeling charges has been a moving target from the outset.  The Company initially proposed an increase of $2.2 million, or 15%.
  On rebuttal, the increase was reduced to $1.9 million, or 14%, but was later revised to $2.5 million, or 17.7%.
  At all times, the Company characterized the increase as an “estimate” from BPA.

116 Moreover, BPA’s latest estimate is based upon preliminary workshops for its 2006-2007 Transmission Rate Case.
  Those workshops have not been completed.  Thus, new wheeling charges have neither been finalized by BPA nor approved by FERC.
  It is not reasonably known if and when such approval will occur.

117 The Company relies upon a December 6, 2004, letter from BPA to its transmission customers as evidence that the proposed increase is known and measurable.  While the letter is entitled “Settlement Agreement,” it actually refers to the proposed increase as only one part of an “Initial Proposal” that BPA will decide to pursue or not, based on whether it receives the agreement of all or nearly all of its customers.
  Thus, BPA must await the agreement of its customers, of which there are about 140 individuals and 6 additional umbrella organizations.
  Any such decision by BPA will not occur until after the record  is long closed in this proceeding.

118 PSE suggests that the “Initial Proposal” is a done deal.
  However, that suggestion is not made on personal knowledge.
  Nor is there documentation supporting that assertion.
119 Finally, wheeling charges are a variable cost in the PCA.
  Thus, if and when an increase in BPA transmission charges becomes known and measurable, it will be included in the PCA.  Staff’s recommendation to disallow the increase in BPA wheeling charges does not adversely impact PSE.  
2.
Adjustment 2.04 – Sales for Resale

120 Sales for Resale revenues are an output of AURORA, which depends on the assumed price of natural gas.
  The only difference in this adjustment between Staff and PSE is the price of natural gas.  Thus, the Commission’s resolution of that issue will resolve the dispute between Staff and PSE on Sales for Resale.

3.
Adjustment 2.06 – Tax Benefit of Proforma Interest

121 Both Staff and the Company employ a rate base method to calculate the tax benefit of proforma interest.
  Staff and PSE adjustments differ only because of different rate base determinations and the weighted cost of debt to be applied to rate base.
  That difference will be resolved with the Commission’s final order.
4.
Adjustment 2.10 – Miscellaneous Operating Expenses

a.
Incentive/Merit Pay and Associated Payroll Taxes

122 Staff’s adjustment for incentive and merit pay has two components.  First, Staff adjusted to the payout made in 2004 ($2,096,420),
 which is based on performance for calendar year 2003.  From that amount, Staff eliminated that portion (40%) of the incentive payments that are tied directly to PSE’s earnings.
  
123 The Company allocated to the test period incentive payments for 3 months of 2002 and 9 months of 2003.  100% of all such payments were then included in the adjustment.

124 Staff’s approach should be adopted for the following reasons.  First, using the 2004 payout more closely matches test period performance than the amount ($6,647,172)
 that was actually booked in the test period.
  Using the 2004 payout also addresses the fact that the amount booked in the test year was abnormally high as compared to other recent years.
  Staff’s decision not to average the incentive payouts over a number of years recognizes that PSE’s incentive plans have changed repeatedly and significantly over time.

125 The Company alleges that the 2004 Incentive Plan benefits ratepayers in a number of ways.
   It is clear, however, that the Plan is tied first and foremost to Company earnings:

It is important for all of us to remember that to receive pay, PSE as a company must be performing well.  This has always been the case, but in 2004, we are strengthening the relationship.  If the EPS goal does not reach $1.50 per share, including incentive accrual, there will be no payouts for any goal.
 

Thus, Staff’s proposal to remove incentive payments that are tied to earnings is consistent with Commission precedent that:


Plans which do not tie payments to goals that clearly and directly benefit 

ratepayers will face disallowance in future proceedings.



126 Staff’s adjustment also is generous to PSE.  The Company expects to earn $1.20 to $1.30 per diluted share for year-end 2004.
  Thus, the incentive payout in 2005 will be zero since the $1.50 earnings target will not be met.  Staff did not, however, recommend that PSE be denied full recovery of incentive payments.

b.
Deloitte Fee for Income Tax Advice

127 The Deloitte Fee of $812,196 was incurred for a study upon which PSE claimed a $72 million tax deduction that resulted in Federal Income Tax and Montana Corporate License Tax refunds that were accrued during the test period.
  

128 The Deloitte Fee is a non-recurring cost associated with a one-time refund and, therefore, should be disallowed for ratemaking purposes.  Disallowance also is consistent with PSE’s removal of the associated Montana Corporate License Tax refund, which Staff accepted on direct.
  

129 If the Commission, instead, determines that this cost is reasonable for ratemaking purposes, the Commission should spread the cost over the 20-year tax life of the benefits.
 
5.
Adjustment 2.11 – Property Taxes

130 There are two components to this adjustment.  The first component is uncontested and calculates property taxes with current levy rates rather than estimated levy rates.

131 The second component is contested.  It concerns Staff’s removal of a payment in the test period to the Oregon Department of Revenue for taxes related to 1995 through 2001 on the 3rd AC transmission line.
  PSE proposes to amortize that assessment over 3 years.

132 The Staff recommendation should be adopted because the tax payment concerns a prior period.  The payment also is non-recurring and current Oregon taxes are reflected in the pro forma adjustment.  Staff’s proposal is also consistent with Adjustment 2.25, Montana Corporate License Tax, in which PSE removed a refund related to prior periods.

6.
Adjustment 2.15 – Montana Energy Tax

133 The difference between Staff and Company adjustments results from the number of hours of Colstrip generation projected in AURORA for the rate year.  Neither party presented evidence to support their assumption.
  However, the resulting difference in net operating income is insignificant:  $14.
  Thus, for this case, Staff agrees to the result of the Company’s adjustment.
7.
Adjustment 2.18 – Rate Case Expense

134 Staff’s rate case expense adjustment has two components that are designed to transition PSE away from its current practice of automatically deferring and amortizing all rate case costs.  First, Staff amortized over three years, but without rate base treatment, both the remaining costs the Company deferred for its 2001 general rate case and the costs it has deferred through August 2004 for the current general rate case.  Second, Staff included a normalized amount for both remaining 2004 rate case costs and one-half ($650,000) the cost of the 2003 PCORC, all divided by three years, the period over which these costs were incurred.
   
135 In contrast, the Company amortized over three years, with rate base treatment, both the remaining balance of its deferred 2001 rate case costs and a newly projected amount for the current rate case.  PSE also includes one-half of the PCORC costs, but as an annual normalized amount.
  
136 There are several reasons to adopt the Staff adjustment, revised for PSE’s new estimate of 2004 rate case costs.  First, Staff’s proposal is consistent with the requirements of the FERC Uniform System of Accounts that rate case costs must be expensed through Account 928, Regulatory Commission Expense, unless the Commission expressly approves deferred accounting to Account 186, Miscellaneous Deferred Debits, which generally does not earn a return on the deferred balance:
[Account 928] shall include all expenses (except pay for regular employees only incidentally engaged in such work) properly includible in utility operating expense, incurred by the utility in connection with formal cases before regulatory commissions, or other regulatory bodies, or cases in which such a body is a party, including payments made to a regulatory Commission for fees assessed against the utility for pay and expenses of such commission, its officers, agents, and employees.

Amounts of regulatory commission expenses which by approval or direction of the Commission are to be spread over future periods shall be charged to account 186, Miscellaneous Deferred Debits, and amortized by charges to this account.

In spite of these provisions, PSE deferred rate case costs to Account 182.3, Other Regulatory Assets, which generally does earn a return on the deferred balance.
 
137 The Company argues that the Commission approved blanket authority to defer rate case costs to Account 182.3 through its orders in prior cases.
  Even if this argument has merit, it is unreasonable to interpret these orders as granting PSE authority to earn a return on the deferred balances through Account 182.3.
  Rate cases are filed frequently enough that the reasonable cost of litigation can be normalized and spread over an appropriate period.  No additional return is necessary if deferred accounting is permitted.

138 Moreover, none of the Commission’s prior orders, or the underlying evidence and argument,
 contains express authority to defer rate case costs to any FERC account.
  In fact, when this specific issue has been presented, the Commission has held that deferred accounting requires express, advance approval:
Deferred accounting was a recurring issue in the first stage of this case.  Puget had set up several deferred accounts, and sought to recover certain expenses dollar for dollar.  The Eleventh Supplemental Order makes it clear that advance Commission approval is necessary before deferring costs . . . . The Commission has authority to approve deferral; without such approval the company has no authority to defer.
 
139 Despite this clear admonition, Staff proposes to amortize 2001 and 2004 rate case costs through August, but without a return.  This gives PSE the benefit of any doubt on the proper interpretation of prior Commission orders addressing rate case costs.

140 Staff’s adjustment also reverses the perverse incentive under deferred accounting for PSE to ignore rate case cost control.
  Indeed, with deferral and amortization, the Company has demonstrated very well its ability to spend large and growing sums on litigation, since it can do so without adverse impacts to shareholders.
  Through only December 10, 2004, the Company spent $1.2 million on outside consultants and $780,000 for outside legal counsel for this general rate case alone.
  This occurred despite prior concerns expressed by the Commission about the high level of legal costs incurred by PSE in rate cases.

141 This also occurred despite sharp criticism in a Company internal investigation that noted that litigation costs had already gotten out of control:

The Company’s uncontrolled use of outside legal counsel, its use of several

outside expert witnesses in place of in-house expertise, and its use of numerous financial witnesses, including Wall Street representatives, in this proceeding demonstrate Puget’s view that it can pass through any level of rate case expenditures to its customers.
  
142 Such “blank check” spending is not just a ratemaking concern.  It also impacts the ability of other parties having substantially lower litigation budgets to participate effectively in Commission proceedings.  Staff’s adjustment moves toward leveling the field by motivating PSE to reduce its rate case expenses.
143 Staff’s adjustment also ensures that the burden of proof remains squarely and properly on the Company to justify a normal level of rate case expenses, as opposed to shifting that burden to the Commission and Staff to find excessive or imprudent expenditures in multi-year deferrals, which is especially difficult given all other audit and review responsibilities.
  Staff’s adjustment further eliminates the adverse and uncontrollable reaction of investors if the Commission were to require the write-off of a deferred cost that investors may have expected would be guaranteed full recovery.

144 Finally, rate case costs are not a significant portion of the Company’s overall expenditures and, thus, should be expensed in accordance with the Uniform System of Accounts.
  The recovery period under Staff’s expense and normalization procedure can always be adjusted to reflect variations in rate case expense and frequency.
  PSE is simply wrong that the Staff adjustment cannot accommodate such circumstances.

145 In sum, Staff’s Rate Case Expense adjustment, revised for PSE’s new estimate of 2004 rate case costs, is consistent with the Uniform System of Accounts and Commission precedent.  Even if the adjustment requires a change in precedent going forward, sound policy reasons exist for Staff’s adjustment to be adopted as a fair and equitable resolution.
8.
Adjustment 2.20 – Property and Liability Insurance

146 The Staff adjustment updates the test period for the most current actual insurance premiums, rather than estimated premiums.
  The Company agrees with Staff, but has further included costs related to new liability coverage and excluded a refund related to the associated canceled policy.

147 A pro forma adjustment gives effect for the test period to all known and measurable changes that are not offset by other factors.
  The Company’s adjustment violates this definition since the addition of a new insurance policy with new liability coverage may be offset by factors such as reduced risk or reduced levels of reserves for unanticipated events.  
148 Staff’s adjustment properly uses test period policies and adjusts for known and measurable policy rate changes.  Thus, Staff’s adjustment should be adopted.

9.
Adjustment 2.22 – Wage Increase

149 There are two differences between Staff and PSE related to this adjustment.  First, the Company disagrees with Staff’s proposal to exclude wage increases for non-union employees in 2005.  The Company states only that it has budgeted a 3% increase in every year since 1998 and is doing so for 2005.
  The Company’s position is not a proper pro forma adjustment since it is not known and measurable what amount, if any, will be awarded for 2005 until March of this year.

150 Second, while PSE states that it agrees with Staff’s calculation of “slippage,”
 the Company erred in its calculation.  PSE’s calculation is based on percentage increases to total wage expense.
  The Company should have used the Staff method, which properly calculates the average per employee increase per year.
  Staff’s calculation also is consistent with established Commission practice.

10.
Adjustment 2.23 – Investment Plan

151 The Company and Staff adjustments differ only because the basis for this adjustment is the Wage Increase adjustment discussed above.
  Thus, resolution of the Wage Increase adjustment will resolve the Investment Plan adjustment.
11.
Adjustment 2.30 – Production Adjustment Effect
152 This adjustment reflects all the production-related expenses and rate base items that have been revised through other adjustments.  The difference between the Staff and PSE adjustments arises only because some of those other adjustments are contested.
  The production factor (1.281%) used in the adjustment is not contested.  Thus, a final order in this case will resolve the adjustment.
B.
Rate Base, Deferred Taxes and Working Capital

153 There are only two issues between Staff and the Company in this section.  First, the Company included deferred rate case costs in working capital.  As explained in Section IV. A.7., Staff advocates that any deferred rate case costs should not earn a return.  They should, instead, be included as non-operating investment, which reduces working capital.  Staff’s presentation treats these costs accordingly.

154 With respect to deferred Federal income taxes, both the Staff and Company “per books” and “adjusted” amounts are in agreement.
  The Company, however, asks the Commission to pre-approve an adjustment to rates in the event that the Internal Revenue Service reverses the tax benefit of a $72 million deduction that both Staff and PSE have treated as a reduction to rate base.  PSE also asks the Commission to include any IRS assessed interest that might result from such a disallowance.

155 The Company admitted that the IRS is currently undertaking a review of all utilities that have taken this tax deduction and will not soon complete that review.  Nor is the result predictable.
  Thus, it is premature to grant PSE’s request for pre-approval of an automatic rate adjustment that also includes IRS assessed interest.
C.
Contested Adjustments – Gas

156 Many of the gas adjustments mirror the corresponding adjustment for PSE’s electric operations.  For those adjustments, no additional argument is presented.


1.
Adjustment 2.01 – Revenue & Purchased Gas

157 The only difference between Staff and the Company concerns weather normalization to reflect the impact of temperature on gas usage.  Staff uses the 30-year (1971-2000) normal temperature calculated by the National Oceanic and Atmospheric Administration (NOAA).
  PSE computes normal temperature using a 20-year rolling average.

158 The Commission should adopt the Staff method.  First, Staff’s use of NOAA’s 30-year normal temperature eliminates the onerous task of verifying calendar month and billing cycle usage that exists under the PSE’s 20-year rolling average approach.

159 Second, in calculating normal temperature, NOAA applies a robust statistical analysis that removes the effects of abnormalities in temperature and non-weather-related factors such as missing data, errors in recording data, and changes in instrumentation and observation practices.
  This ensures that external factors that impact temperature over time are considered and the data are representative.
  

160 The Company did not present evidence that its 20-year rolling average is equal to the task or better.  Indeed, it has adopted NOAA’s 30-year normal for its electric operations.

161 The Company also did not provide evidence to dispute the merits of Staff’s approach.
  Instead, it only asks the Commission to reject the Staff adjustment because there is a collaborative pending on the issue of weather normalization.
  Gas weather normalization, however, was only an informal addition to the collaborative.
  Nor did the collaborative participants commit to postpone making alternative recommendations in this case.
  Staff’s use of NOAA 30-year normal temperature is a small, but necessary, step that should be adopted while the collaborative seeks a mutually acceptable methodology.

2.
Adjustment 2.03 – Tax Benefit of Proforma Interest

162 This adjustment mirrors Adjustment 2.06 on the electric side, which was discussed in Section IV.A.3 above.
 

3.
Adjustment 2.07 – Miscellaneous Operating Expenses



a.
Incentive/Merit Pay and Associated Payroll Taxes
163 This adjustment mirrors Adjustment 2.10 on the electric side, which was discussed in Section IV.A.4.a. above.



4.
Adjustment 2.10 – Rate Case Expense

164 This adjustment mirrors Adjustment 2.18 on the electric side, which was discussed in Section IV.A.7. above


5.
Adjustment 2.11 – Property and Liability Insurance

165 This adjustment mirrors Adjustment 2.20 on the electric side, which was discussed in Section IV.A. 8. above


6.
Adjustment 2.13 – Wage Increase

166 This adjustment mirrors Adjustment 2.22 on the electric side, which was discussed in Section IV.A.9. above


7.
Adjustment 2.14 – Investment Plan

167 This adjustment mirrors Adjustment 2.23 on the electric side, which was discussed in Section IV.A.10. above


8.
Adjustment 2.17 – Gas Water Heater and Conversion Burner Rentals

168 In PSE’s last general rate case, Docket Nos. UE-010570 and UG-010571, the Commission approved a settlement that included the following language concerning gas water heater and conversion burner rentals:
In the event that the Company requests general rate relief prior to [September 1, 2005], it shall compute the request for rate relief without inclusion of the revenues, operating expenses, or rate base related to rentals.

Staff’s Adjustment 2.17 implements this provision.
  Public Counsel agrees with Staff’s interpretation of the settlement.

169 The Company, however, has a different interpretation.  It contends that the sentence cited above merely reinforces other language of the settlement that states:

The Executing Parties agree that the Company shall not request an increase

in the revenue requirement associated with the Gas Water Heater and Conversion Burner Rental Program until at least September 1, 2005.

Thus, since PSE did not, in this case, request an increase in revenue requirement for the rental program, PSE argues that the “penalty” of removing rental program revenues, expenses, and rate base does not apply.

170 The Company’s interpretation of the Commission’s order is contrary to that of the only remaining two parties to the settlement that have taken a position on the issue in this case.
  
171 The Company’s interpretation also is contrary to the express language of the settlement that states that, if the Company requests “general rate relief” prior to September 1, 2005, which PSE has done in the instant proceeding, it must calculate “the request for rate relief” without including rental program costs, revenues and investment.  This contrasts sharply with the language upon which PSE relies, which references only an increase in revenue requirement associated with the rental program.
172 The Company’s interpretation also defies logic and reason since enforcement of a provision that bars increasing revenue requirement for the rental program would only require removing the adjustments to revenues, expenses, and rate base associated with that increase.  Thus, the provision that requires complete removal of all rental program costs, revenues, and investment must be an independent and unconditional requirement.
173 Finally, Staff’s interpretation is supported by joint testimony presented in support of PSE’s natural gas settlement in Docket No. UG-010571 in 2002:
The test year level of depreciation on rental property is to be maintained over the next three years.  This treatment is anticipated to result in a decrease or elimination of the depreciation deficiency on rental property thus resulting in the rental revenues covering rental costs at the end of the three-year period contained in the stipulation during which Company is not allowed to request an increase in the revenue requirement associated with the existing gas water heater and conversion burner rental programs.

Thus, the parties to the settlement expected that general ratepayers would not be allocated any depreciation expense beyond that three-year period, which ends on September 1, 2005.  Staff’s interpretation and recommendation implement that expectation.
174 For these reasons, the Commission should adopt Staff’s Adjustment 2.17.

D.
Rate Base, Deferred Taxes and Working Capital

175 The issues in this section mirror the electric operations that were discussed in Section IV.B.  For the reasons stated in that section, the Commission should remove deferred rate case costs from the gas working capital calculation
 and reject the Company’s request for an automatic rate adjustment, with assessed interest, should the IRS reverse the tax deduction that Staff and PSE have removed from rate base.
V.  CATASTROPHIC EVENTS

176 Under current practice, the Company has blanket authority to defer costs resulting from a “catastrophic storm,” which is an event where more than 25% of PSE’s electric customers are without power due to weather-related causes.
  
177 Both Staff and the Company agree that this definition is insufficient because the threshold of 25% of all customers without power does not recognize that plant in rural and less populated areas can be severely damaged by catastrophic storms at a cost of repair that equals similar efforts in an area of high-density population.
  Thus, Staff and PSE agree to replace the current definition of a catastrophic storm with the Institute of Electrical and Electronic Engineers (IEEE) standard 1366-2003, modified to shorten the duration of a sustained interruption from 5 minutes to 1 minute.

178 Staff and PSE also agree that a cumulative cost threshold for the electric system is an appropriate second trigger to determine if costs should be deferred.
  Staff and the Company, however, disagree on the specific amount of that trigger.  We also disagree on whether PSE’s blanket authority should extend beyond storm damage to the electric system.

A.
The Annual Cost Threshold for the Electric System
179 Staff proposes that the Company defer costs exceeding $5 million for the period March through December of 2005, and $7 million for the following two fiscal years.
  This authority would be subject to Commission review after December 2007.
  PSE proposes a cumulative threshold of $3.5 million for the partial calendar year 2005, and $5 million for each calendar year thereafter.
  No specific Commission review is contemplated.
180 The Commission should adopt the cost thresholds proposed by Staff.  First, the Staff proposal is a fair and balanced improvement to the current storm damage mechanism.  In some instances, it even makes the Company better off than existing practice.  For example, in fiscal year 1999 the Company incurred $9.3 million in storm damage, but did not defer any costs under the current mechanism
  Under Staff’s $7 million cost threshold, PSE would have deferred $2.3 million.
  
181 Staff’s proposed thresholds also are based on the actual distribution of storm costs between 1998 and 2003, which show that the annual O&M storm damage cost under the current mechanism ranged between $270,000 and $8.8 million.
  Statistical analysis, which shows that there is a 95% chance that annual O&M storm damage costs under the current mechanism will fall between $2.4 and $6.8 million, also supports Staff’s proposal.
  
182 While the Staff cost threshold is at the top of this range, it provides the Company earnings stability at the upper end, given the significant variability and volatility of storm damage over time.
  In contrast, PSE’s proposed threshold is intended only to approximate the average amount of deferrals under the current definition of a catastrophic storm, even though the parties agree that current practice is deficient.

183 Finally, Staff’s proposal to set the annual cost threshold at $7 million balances properly the interests of the Company and ratepayers.
  Under both Staff and Company proposals, $4.6 million for storm damage would be embedded in rates.
  If the Company were to incur $1 million in storm damage in a calendar year, the Company would keep $3.6 million ($4.6 million less $1 million).  If, on the other hand, PSE incurred $8.2 million in storm damage, it would absorb only $2.4 million ($7 million less $4.6 million) and it also would defer $1.2 million ($8.2 million less $7 million).
184 In contrast, PSE’s $5 million cost threshold is geared more toward Company interests.  It would allow PSE to keep the same $3.6 million if actual storm damage is $1 million, but requires the Company to absorb only $400,000 ($5 million less $4.6 million) if actual storm damage is $8.2 million.  The entire $3.2 million ($8.2 million less $5 million) would be deferred.
B.
Scope of PSE’s Blanket Authority
185 The Company proposes to expand the coverage of its blanket authority to include damage not only to the electric system, but also the gas system, and due not only to natural events such as wind and ice storms, but also man-made events that have significant impact on infrastructure or customer service.
      
186 Staff recommends that the Commission continue to restrict PSE’s deferral authority to storm damage to the electric system.
  PSE is the only regulated utility with automatic authority to defer storm damage costs.  All other companies expense these costs, unless they file an accounting petition for specific approval for deferral treatment.
  There is no reason why PSE cannot do the same for damage to its gas system from any cause or to its electric system from causes that are not related to weather.

187 PSE argues that it is inefficient to file an accounting petition each time a catastrophic event impacts its gas or electric system.
  The Company also argues that financial uncertainty is reduced by having a predictable mechanism in place.
  

188 However, the Company already does not have to file an accounting petition each time there is a catastrophic event.  Its existing blanket authority already covers all storm-related events that damage the electric system, thus, recognizing that PSE experiences more frequent weather-related damage than utilities on the east side of the Cascades.
  Moreover, there would be very infrequent need to file an accounting petition for damage to the gas system since storms rarely, if ever, cause damage to the gas system.
  Likewise, PSE has failed to demonstrate why it should be granted automatic regulatory treatment, without a preliminary determination of prudence, for damage caused by any man-made event.  An event such as a terrorist attack has never been experienced and likely would be accommodated adequately by the Commission through an accounting petition.
C.
Reporting 
189 The parties agree that PSE should file a report informing the Commission of a weather-related event that triggers storm damage deferral treatment.  The parties disagree, however, on the timing of when that report should be filed.
 
190 As a compromise, Staff recommends that the Company notify the Commission by letter as soon as possible, but within 30 days, of the weather-related event that PSE reasonably believes will qualify for deferral treatment.  A more specific follow-up report should then be filed as soon as possible, but no later than 90 days after that weather-related event. 
VI.  RATE SPREAD AND RATE DESIGN

191 The parties submitted a Partial Settlement Agreement that resolves all issues on rate spread and rate design.
  The Partial Settlement Agreement is presented as a compromise that all parties agreed to support through Joint Testimony as a full explanation of why the Agreement will result in rates that are just and reasonable, and consistent with established Commission policies.
  Staff asks the Commission to approve the Partial Settlement Agreement without further argument.
VII.  PCORC ACCOUNTING PETITION (DOCKET NO. UE-031471)

192 Docket No. UE-031471 is a petition by PSE for authority to defer to Account 182.3, Other Regulatory Assets, 2003 PCORC costs associated with outside services and to include the deferred costs in working capital in future rate proceedings.
  

193 As discussed in Section IV.A.7., both Staff and the Company now include a normalized amount of PCORC costs, although they differ over the precise methodology for doing so.  Thus, Docket No. UE-031471 is moot and should be denied.
VIII.  WHITE RIVER ACCOUNTING PETITION (DOCKET NO. UE-032043)

194 In Docket No. UE-032043, the Company requested approval of certain accounting and ratemaking treatment of White River Hydroelectric plant and costs that were deferred during FERC proceedings on PSE’s application for a license for the project.
  PSE declined a FERC license because provisions made the project uneconomic.
  Thus, White River ceased operation on January 15, 2004.
195 Staff recommends the following action to resolve the Accounting Petition and the ratemaking treatment of White River costs:

· Grant PSE’s request to transfer the unrecovered plant costs associated with the White River Hydroelectric project to FERC Account 182.2, Unrecovered Plant and Regulatory Study Costs.

· Allow a return of, and on, the White River unrecovered plant costs in this proceeding and through the PCA, as variable cost items.

· Grant PSE’s request to transfer the licensing charges, safety and other regulatory costs, and the costs to obtain water rights, to separate 182.3, Other Regulatory Assets, accounts in order to preserve their identity.

· Allow a return on these three 182.3 accounts in this proceeding and through the PCA as variable cost items.

· Deny PSE’s request to begin amortization of these three accounts because the sale of White River is pending, but consider the application of proceeds from the sale and disposition of any remaining balances in a future proceeding.
· Book the proceeds from the sale of White River assets to a separate 182.3 account and treat the return on this credit balance account through the PCA as a variable cost item.

196 The Company agrees with the Staff recommendation, which is reflected in Adjustment 2.12.
  Thus, the Commission should adopt the Staff adjustment, as corrected by PSE, and issue an order accordingly in Docket No. UE-032043.
IX.  COMMISSION AUTHORITY TO APPROVE REVENUES ABOVE THE AMOUNTS PRODUCED BY THE TARIFFS FILED APRIL 5, 2004
197 The tariff revisions filed by the Company on April 5, 2004 produce a total increase in annual revenues of $81.6 million related to electricity service.
  Those tariffs were suspended by Commission order, posted at the Company’s business offices, and noticed to customers through direct mailings.

198 The Company, however, submitted rebuttal evidence purporting to justify a larger increase in revenues of $99.8 from electricity service.  It asks the Commission to allow it to collect that higher amount from ratepayers.
  PSE did not, however, revise the original tariffs that are under suspension.
  Nor did the Company post notice at its business offices or mail notice to customers reflecting the new amount.

199 The Commission does not have the legal authority to grant an increase in revenues above the amount produced by the Company’s original tariff filing.  Ratepayers must have specific notice of the tariff changes a company proposes to implement:
Unless the Commission otherwise orders, no change shall be made in any rate or charge . . . which shall have been filed and published by a gas company, electrical

company or water company in compliance with the requirements of RCW 80.28.050

except after thirty days’ notice to the commission and publication for thirty days,

which notice shall plainly state the changes proposed to be made in the schedule

then in force and the time when the change will go into effect and all proposed

changes shall be shown by printing, filing and publishing new schedules, or

shall be plainly indicated upon the schedules in force at the time and kept open 

to public inspection.
  (Emphasis added.)
The Company did not comply with these provisions with respect to the higher $99.8 million revenue increase it now seeks.  

200 The Commission is limited to hearing and determining only those issues that have been raised by the pleadings.
  Here, the pleadings are the filed tariff revisions and the issue is whether the Company’s revenue requirement should be increased to that magnitude.  The Commission itself emphasized that public hearings in this case were “necessary to determine whether the proposed increases are fair, just and reasonable.”
  
201 Other commissions have concluded properly that the revenue increase produced by tariffs under suspension is the upper limit to the rate relief that may be authorized:

As a general proposition, a public utility is bound by its filed proposed rate 

level, [citations omitted], and an attempt to enhance a component of its

original filing at a later stage of the administrative process violates the

fundamental administrative principle of adequate notice to the adverse parties.

Even without evidence of a subversive motive, commissions have noted that to allow a company to seek more revenue than requested initially would allow the company to reduce interventions in cases by first understating its request only to increase the request once the hearing is underway.
  We also do not ascribe any such motive to PSE.

202 In sum, there is a distinction between the evidence that a company may present to support a proposed increase and the amount of revenue a company may receive based upon that evidence.  PSE may propose the evidence that it believes is relevant, but it may not collect revenues above the tariffs that are under suspension and noticed to the public.
X.  CONCLUSION

203 The Company states that it is “disappointed” with the Staff recommendation in this case because it will allegedly impede Company initiatives to advance the public interest.
  The Company’s testimony minimizes the significant contributions made by the Commission, Staff and other parties over several years to improve PSE’s financial health at only the expense of ratepayers.  These contributions include negotiation and approval of the PCA and PCORC processes, and interim and permanent rate relief, all in the Company’s last general rate case.

204 The Company also ignores its own responsibility to accept the normal risks of doing business.  It complains that weather, cost sharing mechanisms and regulatory lag always result in the erosion of earnings.
  Yet, it does not address the adverse financial impacts of its unregulated operations.  It also seeks deferred accounting treatment to guarantee recovery of the cost of rate case litigation and major damage to its gas and electric system from all causes.
205 Hope and Bluefield, supra, tell us that a utility is entitled to the opportunity to earn a rate of return sufficient to maintain its financial integrity, attract capital on reasonable terms, and receive a return commensurate with other enterprises of comparable risk.  That opportunity, however, presumes an “efficient and economical management.”
   It also presumes that expenses are prudently incurred.
  
206 The Staff presentation logically connects the factual evidence to a fair and balanced approach that will allow the Company to satisfy these public service obligations to investors 
//

//

//

and ratepayers.  We ask the Commission to set rates in this case on the basis of the Staff presentation.
DATED this 18th day of January, 2005.
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� In rebuttal, the Company submitted evidence purporting to support an increase in electric revenues of $99.8 million.  We demonstrate in Section IX that the Commission does not have legal authority to approve an increase of that magnitude.


� Appendix B.


� One indicator of this decline in the cost of money is the steep downward trend in various interest rates during the past two decades.  Ex. 481 at 7: 13 to 8: 3 and Ex. 482 (Wilson); See also Tr. 544: 21 to 545: 1 (Wilson) and Ex. 151 at 10: 8 (Valdman).


� Tr. 572: 4 to 573: 4 (Wilson).


� Compare Ex. 171C at 3: 12-13 (Gaines) and WUTC v. Puget Sound Energy, Inc., Docket Nos. UE-011570 and UG-011571, 12th Supp. Order, Appendix A, Exhibit B to Settlement Stipulation (2002).


� Appendix A.


� RCW 80.28.010(1) and 80.28.020.


� A utility is entitled to the opportunity to earn a rate of return sufficient to maintain its financial integrity, attract capital on reasonable terms, and receive a return commensurate with other enterprises of comparable risk. Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944); Bluefield Water Works Improvement Co. v. Public Serv. Comm’n of West Virginia, 262 U.S. 679 (1923).  


� RCW 80.04.130(4).


� Ex. 51 at 8: 5-14 and 9: 3-5 (Reynolds); Ex. 53 at 3-8 (Reynolds); Ex. 151 at 3: 6-13 (Valdman); Ex. 154 at 1: 11-14 (Valdman); Tr. 134: 12-14 (Reynolds).


� See, e. g., Ex. 53 at 3: 9-12 (Reynolds); Ex. 82C at 3-9 (Ryan); Ex. 154 at 4: 16 to 5: 9 (Valdman).


� Ex. 151 at 8: 11-12 (Valdman); Ex. 206C at 1: 18 (Cicchetti).


� Appendix C.  These calculations come directly from Exhibit 56, which restates the Company’s 2002 and 2003 Commission-basis reports for all deferred tax items and associated working capital calculations made in PSE’s rebuttal case, and Exhibit 57, which states PSE’s actual capital structure and cost rates for those same years.


	The Company sought to deflect attention from this evidence by noting that the Commission-basis reports include only selected ratemaking adjustments.  Tr. 794: 4 to 795: 6 (Story).  The calculations contained in Appendix C, however, represent the Company’s actual results of operations.  Ratemaking adjustments are irrelevant.


� Ex. 54 at 9; Tr. 777: 4-10 (Story).


� Tr. 751: 17 to 752 and 776: 5-8 (Story).


� Ex. 54 at 3; Tr. 144: 11-21 (Reynolds); Tr. 180: 20-23 and 184: 17-24 (Valdman).


� Tr. 181: 4-7 and 187: 1-7 (Valdman).


� Ex. 161.


� Ex. 54 at 3; Tr. 145: 2-8 (Reynolds).


� Ex. 156.


� Ex. 54 at 4 (Compare “Net cash provided by operating activities” and “Construction and capital expenditures—excluding equity AFUDC”); Tr. 146: 3-7 (Reynolds).


� Ex. 206C at 52: 6-7 (Cicchetti).


� Tr. 161: 18-23 (Reynolds).


� Tr. 194: 13-18 (Valdman).


� Tr. 489: 15-17 (Gaines).


� Ex. 160.


� Ex. 167; Tr. 302: 16-20 (Cicchetti).


� Ex. 196.


� Ex. 82C at 6: 14-16 (Ryan) and compare Ex.74C with Ex. 89C.


� Tr. 909: 13-18 and 948: 13 to 949: 12 (Ryan).


� Tr. 946: 18-23 (Ryan).


� Tr. 947: 3-25 (Ryan).


� Ex. 51 at 9: 13-16 (Reynolds); Ex. 151 at 12: 8 to 13: 2 (Valdman).


� Tr. 521: 21-23 (Hill); Tr. 562: 1-10 and 571: 15-20 (Wilson).  PSE’s unregulated subsidiaries are Puget Western, Inc., Hydro Energy Development Corporation, WNG Cap I and Rainier Receivables, Inc.  Ex. 55C at 6-11 and Tr. 137: 5-10 (Reynolds).  InfrastruX is a wholly-owned subsidiary of Puget Energy.  It is the only unregulated business of Puget Energy.  Tr. 137: 20 to 138: 3 (Reynolds).


� Ex. 54 at 2.


� Tr. 474: 7-19 (Gaines).


� In 2003, PSE’s unregulated subsidiaries had net income of $438,000.  Ex. 54 at 5, column “Other.”  That amount divided by total common equity of $XXXXXX for Puget Western and $XXXXXXX for Hydro Energy Development, yields a return on equity of XXX.  Ex. 55C at 7-8; Tr. 399: 1-7 and 406: 1-12 (Gaines).


	The 2003 net income of $438,000 is part of a steady decline in performance by PSE’s unregulated subsidiaries.  Net income in 2001 was $24 million.  In 2002, net income declined to $4.3 million.  Ex. 54 at 5, column “Other.”


� Id.; Tr. 135: 23 to 136: 2 and 137: 11-19 (Reynolds).


� Ex. 181C at 2, line 28.


� Tr. 564: 21 to 565: 10 (Wilson).


� In the Matter of the Application of Puget Sound Energy, Inc., Docket No. UE-991779, Order Accepting Stipulation and Approving Corporate Reorganization to Create a Holding Company at ¶ 9 (2000).


� Exs. 198, 199 and 200; Tr. 193: 1-9 (Valdman). 


� Ex. 179C at 26: 8 (Gaines).


� $64.9 million = (40% actual equity ratio) ($3.6 billion actual rate base) (2.75% ROE difference) / (.65 FIT rate).  


� Ex. 206C at 11: 1-13 (Cicchetti).


� $34.7 million = (40%-45%) ($3.6 billion rate base) (11.75% ROE) /.61 conversion factor.


� $13.2 million = (45%-40% debt shift) ($3.6 billion rate base) (6.88% embedded cost of debt) (.65 FIT rate /.61 conversion factor.


� Ex. 179C at 26: 8 (Gaines).


� Ex. 82C at 7-9 (Ryan).


� Ex. 71 at 20: 16-18 (Ryan); Tr. 926: 14 to 927: 23 (Ryan).  The Company’s surveys generally included only one-third or less of its counterparties.  Ex. 78HC and Ex. 85HC.  


� Ex. 71 at 20: 16-18 (Ryan).


� Ex. 82C at 4: 7-9 (Ryan);  See also, Ex. 82C at 6: 6-11, Ex. 71 at 22: 8-15 and Tr. 917: 15-22 (Ryan).


� Exs. 174 and 182.  See also, Ex. 201 at 27-32 and 48: 17 to 49: 3 (Cicchetti).


� Ex. 195.  


� Ex. 151 at 10: 18 to 11: 9 and Ex. 154 at 5: 1-3 and 17-21 (Valdman); Ex. 206C at 3: 2-7 (Cicchetti).


� Tr. 546: 23 to 547: 16 (Wilson)


� Tr. 327: 20 to 328: 6 (Cicchetti).


� Tr. 212: 25 to 213: 3 (Valdman).


� Ex. 71 at 6: 4-12 (Ryan).


� Ex. 151 at 13: 3-19 (Valdman).  See also: Ex. 51 at 4: 11-13 (Reynolds), Ex. 71 at 6: 18-20 (“In response to significant price volatility, uncertainty in the wholesale energy markets and PSE’s need to add resources to meet its load obligations, the parties who participated in the Power Cost Collaborative agreed to a negotiated [PCA].”) (Ryan), and Ex. 71 at 9: 8-10 (“The PCA risk-sharing mechanism continues to be a key element of PSE’s efforts to manage the cost-effective energy resources that are necessary to meet the Company’s load obligations and improve its financial integrity.”) (Ryan); Tr. 212: 10-24 (Valdman); Tr. 333: 4-21 (Cicchetti); Tr. 567: 7 to 568: 16 (Wilson).


� Tr. 335: 25 to 336: 7 (Cicchetti).  The PCORC was used very effectively earlier this year to enable PSE to acquire the Frederickson generation facility on an expedited basis.  WUTC v. Puget Sound Energy, Inc., Docket No. UE-031725, Order No. 14 (May 2004); See also, Tr. 420: 12-17 (Gaines).


� Tr. 173: 22-25 and 175: 8-13 (Valdman).


� Tr. 475: 19-22 and 477: 22 to 478: 11 (Gaines).


� Ex. 71 at 15: 17-18 (Ryan); Tr. 912: 15 to 914: 16 (Ryan).


� Tr. 315: 21 to 316: 9 (Cicchetti).


� Dr. Wilson’s credentials are summarized in Exhibit 481 at 2-5: 10 (Wilson).


� Ex. 490 (Wilson); Ex. 181C at 1 (Gaines); Ex. 368 (Hill).


� Ex. 481 at 36 and Ex. 490 (Wilson).


� Ex. 179C at 4: 3-5 (Gaines).


� Id.


� Id.


� Ex. 481 at 6: 6-12 (Wilson).


� Ex. 481 at 6: 19 to 7: 6 (Wilson).


� Ex. 201 at 50: 2-8 (Cicchetti).


� WUTC v. Avista Utilities, Docket Nos. UE-991606 and UG-991607, 3rd Supp. Order at ¶355 (2000).


� Ex. 481 at 13: 10 to 14: 6 (Wilson).  Historic dividend growth was calculated over ten years through 2003.  Projected dividend growth reflected the forecast period between 2003 and 2008 as projected by Value Line Investment Survey and IBES.  Ex. 481 at 15: 8-13 (Wilson).


� Ex. 481 at 15: 13-17 (Wilson) and Ex. 484.


�A fundamental DCF calculation uses retained earnings as a measure of future dividend growth.  Ex. 481 at 16: 10-17 (Wilson). 


� Ex. 481 at 17: 8-12 (Wilson) and Ex. 485.


� Ex. 201 at 34 (Cicchetti) and Ex. 204.


� Ex. 481 at 11: 4-7 (Wilson).


� Ex. 481 at 11: 7 to 12: 4 (Wilson).


� Ex. 481 at 13:1-3 (Wilson).


� Ex. 201 at 35 (Cicchetti); Ex. 481 at 13: 3-7 (Wilson).


� Ex. 206C at 45: 15-16 (Cicchetti); See also, Ex. 483.


� Ex. 206C at 50: 22 (Cicchetti).


� Ex. 206C at 47: 5-15 (Cicchetti).


� Ex. 206C at 51, Table 10 (Cicchetti).


� Ex. 481 at 18: 1-7 (Wilson).


� Ex. 481 at 18: 10-12 (Wilson).


� Ex. 481 at 20: 1-3 (Wilson).


� Ex. 481 at 22: 1-3 (Wilson) and Ex. 487.


� This includes studies that show that the equity risk premium is no more than 3 to 5 percentage points above Treasury Bills and Ex. 481 at 20: 3 to 21: 19 (Wilson). 


� Ex. 486.


� Ex. 154 at 9: 14 to 10: 6 (Valdman).


� Tr. 205: 8-24 (Valdman).


� Ex. 168 at 1-4 and Tr. 206: 8-10 (Valdman).


� Exs. 169 and 170.


� Ex. 206C at 66: 4-9 (Cichetti).


� Tr. 302: 21 to 303: 13 (Cicchetti).


� Dr. Cicchetti sought to divert attention from his error by stating that he would have re-estimated beta in the CAPM formula, in addition to re-measuring the spread between Treasury bills and Treasury bonds.  Tr. 337: 20 to 338: 20 (Cicchetti).  He did not, however, indicate whether beta would change up or down, or whether the change would be material.  Even if beta increased in volatility from .825 to 1.0, Dr. Cicchetti’s revision to Dr. Wilson’s cost of equity estimate would still be only 8.7%:


K = 5.5% + 1.0 (8.7% - 5.5%) = 8.7%


� Ex. 481 at 22-25 (Wilson); Ex. 488.


� Ex. 201 at 48: 17 – 49: 3 (Cichetti).


� Ex. 481 at 27: 14 to 28: 6 (Wilson); Tr. 540: 14-21 (Wilson).


� Tr. 546: 10-18 (Wilson).  


� Ex. 481 at 27: 3-12 (Wilson).


� Tr. 597: 19 to 508: 21 (Hill).


� Tr. 508: 9-21 (Hill).  Tr. 546: 10-18 (Wilson).  Even the Company’s own presentation reflects declining equity return allowances.  Compare Exs. 174 and 182.


� Ex. 178C at 1.


� Ex. 490.


� WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order at 25-26 (1993).


� Ex. 481 at 28: 14 to 29: 16 (Wilson).


� Ex. 481 at 35


� Ex. 181C at 2.


� Tr. 546: 19 to 547: 5 and 553: 6-13 (Wilson).


� Ex. 206C at 3: 1-4 (Cicchetti). 


� Ex. 179C at 12: 4-13 (Gaines).


� Tr. 415: 7-12 (Gaines).  See also, Tr. 554: 20 to 555: 1 (Wilson).


� Tr. 414: 16-22 (Gaines).  


� Tr. 556: 8 to 557: 1 (Wilson).


� Ex. 481 at 35: 8-13 (Wilson); Tr. 556: 14-17 (Wilson).


� Ex. 179C at 6: 3-5 and 7: 8-9 (Gaines).


� Ex. 490 and Ex. 179C at 8, Chart 2 (Gaines).  


� Ex. 179C at 8, Chart 2 (Gaines).  


� Ex. 55 at 3, “Junior Subordinated Debentures” v. “Long –Term Debt.”  


� Ex. 179C at 8, Chart 2 (Gaines).


� The 2.44X pre-tax interest coverage can be calculated directly from Ex. 490:


2.44X = [(weighted cost of equity + weighted cost of preferred) / .65] + weighted cost of total debt + weighted cost of trust preferred] /(weighted cost of total debt + weighted cost of trust preferred)


� Ex. 179C at 9, Chart 3.  


� The 2.82X pre-tax interest coverage can be calculated directly from Ex. 490:


2.82X = [(weighted cost of equity + weighted cost of preferred) / .65) + weighted cost of total debt + weighted cost of trust preferred] / weighted cost of total debt


� Ex. 179C at 9, Chart 3.  


� Ex. 179C at 10: 8-9 (Gaines).  


� The Commission also should recognize that the PCA protects the Company from any dramatic impacts these purchased power contracts may have on earnings.  The Company’s presentation fails to address this very salutary aspect of the PCA.


� Ex. 181C at 2, lines 27-29.


� Tr. 409: 11 to 410: 4 (Gaines).


� Ex. 481 at 32: 1-19 and 33: 16 to 34: 13 (Wilson).


� Ex. 421 at 8: 13-16.


� The total impact of Staff’s Power Costs Adjustment is calculated in Ex. 423C at 3-5.  


� The Commission adopted a similar procedure in WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order, Finding of Fact 20 and Ordering Paragraph 4 (1993).  PSE’s overall revenue requirement can only be estimated in the meantime.


� Ex. 451 at 30 (Mariam).


� Ex. 82C at 21: 11-12 (Ryan).


� Ex. 371 at 18: 8-13 (Schoenbeck).


� Ex. 451 at 29: 1-9 (Mariam).


� Ex. 125 at 2: 18-23 (Dubin).


� Ex. 128 at 3-14. 


� Tr. 704: 12 to 705: 3 and 728: 3-15 (Mariam).


� Tr. 703: 10-13, Tr. 725: 21 to 726: 4, Tr. 731: 18 to 732: 7, and 736: 17 to 737: 13 (Mariam).  The Company agrees that gas prices have been volatile even though supply and demand have remained relatively stable.  Tr. 934: 1-14 (Ryan).


� Ex. 125 at 11: 1-7 (Dubin).


� Ex. 128 at 1; Tr. 622: 1-5 (Dubin).


� Tr. 626: 20 to 627: 4 (Dubin).


� Tr. 645: 2-4 (Dubin).


� Ex. 125 at 3: 1-2 (Dubin).


� Tr. 725: 15-19 and 727: 19-23 (Mariam).


� Ex. 125 at 3: 2-4 (Dubin).


� Tr. 633: 14-16 (Dubin).


� Ex. 129; Tr. 743: 10 to 745: 6 (Mariam).


� Ex. 451 at 30, fn. 9 (Mariam).


� For the same reason, Staff recommends against the Commission relying upon responses to bench requests in which parties reran their gas price analyses for the rate year using more recent data.  See Exs. 12 (PSE) and 13 (Staff).


� Ex. 451 at 32: 1-12 (Mariam).


� Staff also recommends that the Commission form a collaborative to allow the parties to work toward a mutually agreeable methodology for estimating forward spot prices for future proceedings.  Ex. 451 at 33: 16-17 (Mariam).


� Ex. 82C at 25: 1-3 (Ryan).


� Exs. 100-103; Tr. 873-888 (Ryan).  For example, for Frederickson, the Company assumes 33,200 MWhs of oil burn for the rate year, while the actual annual oil burn is only 1,468 MWhs per year.  Tr. 885: 22 to 887: 3 (Ryan).  Likewise, PSE assumes 68,800 MWhs of oil burn at Fredonia for the rate year, while the annual average is only 20,717 MWhs.  Tr. 887: 18 to 888: 3 (Ryan).  The oil burn for Whitehorn for the rate year is assumed to be 33,000 MWhs compared to the annual actual average of 14,054 MWhs.  Tr. 888: 4-12 (Ryan).


� Tr. 874: 4 to 875: 4 (Ryan).


� WUTC v. Puget Sound Energy, Inc., Docket Nos. UE-011570 and UG-011571, 12th Supp. Order, Settlement Stipulation, Exhibit A at 4 (2002).


� Ex. 82C at 13: 8-10 (Ryan).


� WUTC v. The Washington Water Power Co., Cause No. U-85-36, 3rd Supp. Order at 18 (1986)


� WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order at 43 (1993).


� Ex. 451 at 21-22 (Mariam) and Ex. 454.  The importance of these conclusions is discussed in detail in Exhibit 451 at 13-17 (Mariam).


� Ex. 451 at 23: 17 to 25: 5 and 26: 5-9 (Mariam).  Moreover, recent studies of climate change show that the availability of water has declined and may continue to decline.  Thus, there is empirical evidence that low water years should be included in the stream-flow study.  Ex. 451 at 25: 7-15 and Ex. 455 (Mariam).  


� Ex. 451 at 13: 1-11 (Mariam).


� Ex. 451 at 23: 6-16 (Mariam).


� Ex. 451 at 20: 1 to 21: 3 (Mariam); Tr. 714-16 and 722: 5-10 (Mariam).  The estimated run-offs came from the Northwest Power Pool, BPA, and the United States Army Corp of Engineers.


� Ex. 371HC at 9 and Ex. 387 at 5-6 (Schoenbeck).


� Ex. 451 at 35: 7-8 (Mariam).


� Ex. 82C at 14: 20-21 (Ryan).


� Ex. 82C at 15: 3-12 (Ryan) (compare November 3rd and December 9th filings).


� Ex. 82 at 15: 1 and 4 (Ryan).


� Ex. 451 at 35: 14-19 (Mariam).


� Tr. 899: 19 to 900: 7 (Ryan).


� Ex. 451 at 36: 1-5 (Mariam).


� Ex. 107 at 1.


� Tr. 963: 16-21 (Schoenbeck).


� Ex. 107 at 1.


� Tr. 897: 1-4 (Ryan).


� Tr. 896: 4-5 and 897: 5-20 (Ryan).


� WUTC v. Puget Sound Energy, Docket Nos. UE-011570 and UG-011571, 12th Supp. Order, Settlement Stipulation, Exhibit A at 4 (2002).


� Ex. 421 at 9: 8-9 (Russell).


� Ex. 423C at 8 (Russell); Ex. 238C at 11 (Story).


� Ex. 421 at 9: 17-18 (Russell); Ex. 237C at 15: 16-18 (Story)


� A third component of this adjustment is uncontested, but novel.  Staff and the Company agree to include a pro forma amount of $2 million for the Tree Watch program.  Ex. 421 at 11: 9-11 (Russell); Ex. 237C at 16: 15 (Story).  As a result, PSE will stop deferring Tree Watch costs and amortizing the deferred balance over 5 years, and will finalize the amortization of existing costs ($42 million) that have been deferred.  Ex. 421 at 29: 3-5 (Russell); Ex. 237C at 16: 18 to 17: 3 (Story).  The Company also agreed to work with Staff to develop an accounting system to track Tree Watch expenses.  Tr. 780: 22 to 781: 15 (Story).


� Ex. 333 at 3, line “2003.”


� Ex. 441 at 12 (Parvinen); Ex. 443 at 7; Ex. 423 at 12.


� Ex. 261 at 6: 9-11 (Luscier); Tr. 809 (Parvinen).


� Ex. 333 at 3, line “2002”.


� Ex. 441 at 12: 6-7 (Parvinen).


� Ex. 441 at 12: 7-8 (Parvinen).


� Tr. 815: 2-11 and 817: 15-20.


� Ex. 333 at 4-7 (Hunt).


� Ex. 335 at 3.


� WUTC v. Avista Utilities, Docket Nos. UE-991606 and UG-991607, 3rd Supp. Order at 74 (2000).  See also, WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order at 61 (1993); WUTC v, US WEST, INC., Docket No. UT-950200, 15th Supp. Order at 48 (1996).


� Tr. 604: 7-14 (Hunt).


� Tr. 813: 7-13, 817: 7-10 and 819: 4-9 (Parvinen).  The Company suggested that the EPS target for incentive payments in 2005 will be met because it does not take into account the Tenaska disallowance from the PCORC.  Tr. 819: 10-15 (Parvinen).  There is, however, no mention of the Tenaska disallowance in the Incentive Plan.  Tr. 820: 17-24 (Parvinen).  Nor did PSE produce evidence of any impact of the disallowance on the earnings target in the Plan.


� Ex. 421 at 11: 1-3 (Russell).  See also, Section IV, B.


� Ex. 421 at 11: 6-8 (Russell).


� Ex. 237C at 18: 2 (Story).


� Ex. 441 at 13: 1-3 (Parvinen); Ex. 237C at 19: 5-8 (Story).


� Ex. 441 at 18: 6-7 (Parvinen).


� Ex. 237C at 19: 11-12 (Story).


� Ex. 441 at 18: 13-19 (Parvinen).  On rebuttal, the Company offered a compromise where the Montana corporate license tax refund would be netted against the Oregon tax payment, and the result recovered over three years.  Ex. 237C at 18: 13-21 (Story).  Staff has no objection to that approach.


� Ex. 237C at 21: 4-7 (Story).


� Ex. 238C at 20: ($107,925) versus Ex. 423 at 17: ($107,939).


� Ex. 421 at 22: 17 to 23 (Russell); Ex. 423 at 20.


� Ex. 231 at 15: 4-10 (Story); Ex. 238 at 23.


� Ex. 421 at 16: 15 to 17: 12 (Russell).  The Commission has adopted the FERC Uniform System of Accounts through WAC 480-100-203.


� Ex. 421 at 19: 13 to 20: 2 (Russell).


� Ex. 237C at 22: 10 to 23: 13 (Story).  The Company also argues that its deferral of rate case costs complies with FERC Order 552 and guidance provided by FERC Staff.  Ex. 237C at 25: 1-5 (Story).  However, PSE admits that FERC Order 552 does not specifically address accounting of rate case costs.  Tr. 788 at 21-25 (Story).  Nor did the Company provide documentation of its contacts with FERC.  Tr. 788: 15-20 (Story).


� Ex. 421 at 21: 6-10 (Russell).


� Tr. 860: 15 to 861: 4 (Russell). 


� Exs. 429-35.


� Tr. 832-33 (Russell).  


� WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 20th Supp. Order on Reconsideration and Clarification at 20 (1994).  The Company implied that this holding does not apply because the order was issued in the Prudence Review of Puget’s resource acquisitions.  Tr. 831: 11-17 (Russell).  Any such argument is unpersuasive since the Prudence Review was part of a general rate case and recovery of rate case costs was an issue the Commission cited expressly as recurring throughout the case.


� Indeed, the Company has been on both sides of this debate.  It proposes to amortize all 2004 rate case costs even though it properly expensed its 2003 PCORC costs to Account 928 and filed an accounting petition for Commission approval to defer PCORC costs.  Ex. 421 at 18: 18-19 (Russell); Tr. 787: 16-19 (Story).  


	PSE also interprets the term “amortization” in the Commission’s prior orders to imply deferred accounting for rate case costs, while interpreting that same term to imply normalization in other contexts.  The Company states that its property tax adjustment “amortizes” the payment of the assessment over three years (Ex. 238C at 19: 11-12), even though the adjustment expenses a three-year average without creating a regulatory asset.  Tr. 783: 8-21 (Story); Ex. 238C at 16 (Story).


� Ex. 421 at 21: 16-18 (Russell).


� Tr. 857: 15-23 (Russell).


� Ex. 247C at Attachment A to Second Supplemental Response, page 5.  


� WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order at 69 (1993) (“Although the Commission is troubled by the high legal costs in this case, it will not disallow those costs for ratemaking purposes.”)


� Ex. 240 at 56. 


� Ex. 421 at 21: 18 to 22: 7 (Russell).


� Ex. 421 22: 7-15 (Russell).


� Tr. 829: 9-19 (Russell). 


� Tr. 840: 18-24 and 856: 16 to 857: 14 (Russell).


� Ex. 237C at 24: 4-15 (Story).


� Ex. 441 at 13: 13-15 (Parvinen).


� Ex. 264 at 6: 17-23 (Luscier).


� WAC 480-07-510(3)(b)(ii).


� Ex. 333 at 8: 1-3. (Hunt).


� Ex. 441at 14: 13-17 (Parvinen); Tr. 601: 6-8 (Parvinen).


� Ex. 264 at 7: 1-2 (Luscier).


� Ex. 267, page 1, lines 7, 9, 11 and 13 (“Actual Effective Increase”) and page 2 (“Percent Change”).


� Ex. 441 at 14, lines 7-12 (“Weighted Average Increase”).


� WUTC v. Puget Sound Power & Light Co., Docket Nos. UE-920433, et al., 11th Supp. Order at 63 (1993).


� Ex. 441 at 15: 7-10 (Parvinen).


� Ex. 421 at 28 (Russell); Ex. 237C at 26 (Story).


� Ex. 441 at 7: 17-19 (Parvinen); Ex. 444 at 4, line 47.


� Ex. 442 at 1, line 42 and Ex. 238C at 1, line 42.


� Ex. 237C at 6: 14 to 7: 1 (Story).


� Ex. 237C at 6: 2-3 (Story).Tr. 778: 12 to 779: 13 (Story).


� Ex. 451 at 41: 12-14 (Mariam).


� Ex. 284 at 15: 19-20 (Heidell).


� Ex. 451 at 41: 11-12 (Mariam).


� Ex. 451 at 37: 18 to 38: 3 (Mariam).


� Ex. 451 at 44: 1-9 (Mariam).


� Ex. 451 at 39: 1-3 (Mariam) and Ex. 453 at 4: 5-13.


� The Company attempted to complicate the matter by stating a concern about using weather data that ends in 2000, when both the test year usage data to be normalized and the statistical equations developed to relate energy use to temperature are all after 2000.  Ex. 284 at 16: 2-6 (Heidell).  Tr. 593: 4-12 (Heidell).  However, Staff’s recommendation develops only the baseline temperature against which actual test year temperature is compared.  Tr. 593 at 13-19 (Heidell).  Thus, it is irrelevant that actual test year usage occurred in 2002 and 2003.


� Ex. 284 at 14: 21 to 15: 1 and 13-16 (Heidell); Tr. 593: 20 to 594: 5 (Heidell).


� Tr. 594: 17-20 (Heidell).  The collaborative was established by the Commission in the 2003 PCORC.  WUTC v. Puget Sound Energy, Inc., Docket No. UE-031725, Order No. 10 (2003).  It included only issues regarding electric weather normalization.


� Tr. 595: 13-20 (Heidell).


� Ex. 441 at 11: 6-8 (Parvinen); Ex. 264 at 4: 3-5 (Luscier).


� Ex. 443 at 7 (Parvinen) calculates the gas adjustment.


� Ex. 443 at 10 (Parvinen) calculates the gas adjustment.


� Ex. 443 at 11 (Parvinen) calculates the gas adjustment.


� Ex. 443 at 13 and 14 (Parvinen) calculates the gas adjustment.


� Ex. 443 at 15 (Parvinen) calculates the gas adjustment.


� WUTC v. Puget Sound Energy, Inc., Docket Nos. UE-011570 and UG-011571, 12th  Supp. Order, Settlement Stipulation For Remaining Natural Gas Issues and Application for Commission Approval of Settlement, Exhibit A, page 2, ¶ 5 (2002).


� Ex. 441 at 16: 6-21 (Parvinen).  


� Ex. 341 at 38: 6-11 (Lazar).


� Ex. 321 at 2-8 (Karzmar).


� The Northwest Industrial Gas Users were the only other party to the settlement.


� Ex. 323 at 4-5.


� Ex. 443 at 18 calculates the Staff adjustment.  If the Commission, instead, adopts the Company’s interpretation of the prior order, Staff recommends that the test year level of depreciation expense related to water heater and conversion burner rentals be maintained until the next general rate case.  This will ensure that customers will not provide a greater recovery of depreciation expense than would otherwise be in place after September 1, 2005.


� Ex. 444 at 2, line 57 (Parvinen) calculates the disallowance.


� Ex. 421 at 25: 3-5 (Russell); Ex. 131C at 28: 3-4 (McLain).


� Ex. 471 at 9: 13 to 10: 5 (Kilpatrick); Ex. 131C at 29: 1-9 (McLain).


� Tr. 588: 25 to 589: 5 (Kilpatrick); Ex. 139 at 3: 8-14 (McLain).  This change alone is a significant benefit to PSE since the IEEE methodology captures more storm-related damage than the current definition of a catastrophic storm.  Ex. 471 at 10: 12-14 (Kilpatrick); Ex. 472.


� Ex. 421 at 25: 8-10 (Russell); Ex.139 at 1-6 (McLain). 


� Ex. 421 at 27: 11 to 28: 2 (Russell).  


� Ex. 421 at 27: 6-9 (Russell).


� Ex. 139 at 4: 11-14 (McLain).


� Ex. 142, line “12/17/99”.


� Id. 


� Ex. 472; Exs. 140 and 142.


� Exs. 140 and 142.


� Id.  Indeed, storm damage has fluctuated between $270,000 in 1998 to over $16 million in 2003. Ex. 142; Tr. 849: 12-16 (Russell).


� Ex. 139 at 5 (McLain); Ex. 141.


� Tr. 849: 8 to 850: 6 (Russell).


� Ex. 423C at 28, line 11.


� Ex. 131C at 12: 12-16 (McLain).  The Company cites only terrorist attacks as a man-made event that may trigger automatic deferral, but, Company negligence might also qualify.


The Company also proposes an annual cost threshold of $2 million for damage to the gas system, Ex. 139 at 5: 19-22 (McLain), but no analysis to support that amount was ever provided.


� Ex. 421 at 26: 13-14 (Russell).


� Ex. 421 at 26: 2-7 (Russell).


� Ex. 421 at 26: 14-16 (Russell).


� Ex. 139 at 6: 7-8 (McLain).


� Ex. 139 at 6: 8-11 (McLain).


� Ex. 139 at 6: 16 to 7: 14 (McLain).


� Ex. 421 at 26: 16-18 (Russell).


� Staff proposed that the report be filed within 30 days of the weather-related event.  Ex. 421 at 28: 2-5 (Russell).  PSE proposed a 90-day turn-around time for the filing of the report. Ex. 139 at 7: 17 to 8: 2 (McLain).


� Ex. 1.


� Ex. 2.


� Ex. 425 (Russell).


� Ex. 424 at 5-42.


� Ex. 61C at 20: 2-9 (Markell).


� Ex. 421 at 13-15 (Russell).


� Ex. 237C at 8: 8-17 (Story).  The Company corrected a minor math error in its adjustment to which Staff has no objection.


� Tr. 129: 16-23 (Reynolds).


� Tr. 129: 24 to 130: 10 (Reynolds).


� Tr. 131: 1-6 (Reynolds).


� Tr. 131: 25 to 133: 1 (Reynolds).


� Tr. 132: 10 to 133: 22 (Reynolds).


� RCW 80.28.060. 


� State ex rel. Bohon v. Department of Pub. Serv., 6 Wn.2d 676, 682, 108 P.2d 663 (1940).


� WUTC v. Puget Sound Energy, Inc., Docket Nos. UE-040641 and UG-040640, Order No. 01: Complaint and Order Suspending Tariff Revisions at ¶ 3 (April 2004).


� Re Providence Water Supply Bd, 97 PUR4th 317, 339 (Rhode Island 1988).  


� Re Toledo Edison Co., 42 PUR4th 568, 598 (Ohio 1981).


� Ex. 53 at 2: 5 to 6: 12 (Reynolds).


� WUTC v. Puget Sound Energy, Inc., Docket Nos. UE-011570 and UG-011571, 9th Supp. Order (Interim) (March 2002) and 12th Supp. Order (Permanent) (June 2002). 


� Ex. 179C at 6: 9-11 (Gaines).  The Company complained specifically that it does not earn a return on some investment like construction work in progress (CWIP).  Tr. 841: 5 to 843: 23 (Russell).  However, CWIP does earn an Allowance for Funds used During Construction, which is reflected on the income statement.  Moreover, once construction is over and the plant is placed in service, the Company recovers depreciation as part of the return.  Tr. 863: 19 to 864: 3 (Russell).


� Bluefield, supra, at 692.


� POWER v. Utils. & Transp. Comm’n, 104 Wn.2d 798, 810, 711 P.2d 319 (1985).
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