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Please state your hame and address.
My name is James R. Dittmer. My business address is 740 Northwest Blue Parkway,

Suite 204, Lee's Summit, Missouri 64086.

By whom are you employed?

| am a Senior Regulatory Consultant with the firm of Utilitech, Inc., a consulting
firm engaged primarily in utility rate work. The firm's engagements incude review
of utlity rate agpplicaions on behdf of vaious federd, dae and municipd
governmental agencies as well as indudrid groups. In addition to utility intervention
work, the firm has been engaged to peform specia dtudies for use in utility contract

negotiations.

On whose behalf are you appearing?

Utilitech, Inc. has been retained by the Public Counsd Section of the Office of the
Attorney Generd of the State of Washington (“Public Counsd”) to review certain
agoects of the recent rate gpplication of Pecificorp (hereinafter sometimes aso
referred to as  “Company”). Additiondly, our responghility included the
incorporation of the rate of return recommendation of Mr. Stephen Hill as well as
the jurisdictiond power supply adjusment sponsored by Public Counsd witness Jm
Lazar. Thus, the testimony and exhibits | am presenting herein as a result of such
review and andyss is offered on behdf of the Public Counsd Section of the Office

of the Attorney Generd. | note that Mr. Hill has been jointly retained in this docket
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by the Public Counsd and the Staff of the Washington Utilities and Trangportation

Commission (“WUTC Staff” or “Commission Staff”).

QUALIFICATIONS

Before discussing in greater detail the issues and various recommendations that
you will be addressing, please state your educational background.

| graduated from the Universty of Missouri - Columbia, with a Bachelor of Science
Degree in Busness Adminigration, with an Accounting Mgor, in 1975. | hold a
Certified Public Accountant Certificate in the State of Missouri. | am a member of
the American Inditute of Certified Public Accountants and the Missouri Society of

Certified Public Accountants.

Please summarize your professional experience.

Subsequent to graduation from the Universty of Missouri, | accepted a podtion as
auditor for the Missouri Public  Service Commission. In 1978, | was promoted to
Accounting Manager of the Kansas City Office of the Commisson Staff. In tha
position, | was respongble for dl utility audits performed in the western third of the
State of Missouri. During my service with the Missouri Public Service Commission,
I was involved in the audits of numerous dectric, gas, water and sewer utility
companies. Additiondly, | was involved in numerous fud adjusment cause
audits and played an active pat in the formulation and implementation of

accounting daff policies with regard to rate case audits and accounting issue
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presentations in Missouri.  In 1979, | left the Missouri Public Service Commission to
dat my own consulting busness.  From 1979 through 1985 | practiced as an
independent regulatory utility consutant. In 1985, Dittmer, Brosch and Associates
was organized. Dittmer, Brosch and Associates, Inc. changed its name to Utilitech,

Inc. in 1992.

My professonad experience snce leaving the Missouri Public Service Commisson
has conssed primarily of issues associated with utility rate, contract and acquisition
matters. For the past twenty-five years, | have appeared on behdf of clients in utility
rate proceedings before various federd and doate regulatory agencies. In
representing those clients, | performed revenue requirement studies for dectric, gas,
water and sewer utilities and tedtified as an expert witness on a vaiety of rae
matters.  As a consultant, | have filed tesimony on behdf of indudrid consumers,
consumer groups, the Missouri Office of the Public Counsd, the Missouri Public
Savice Commisson Saff, the Indiana Utility Consumer Counsdor, the Missssppi
Public Service Commisson Staff, the Arizona Corporaion Commisson Staff, the
Arizona Resdentid Utility Consumer Office, the Nevada Office of the Consumer
Advocate, the Washington Attorney Generd's Office, the Hawai Consumer
Advocates Staff, the Oklahoma Attorney Generd’s Office, the West Virginia Public
Searvice Commisson Consumer Advocaes Staff, municipdities and the Federa
government  before regulatory agencies in the dates of Arizona, Alaska, Maine,

Michigan, Missouri, Oklahoma, Ohio, Florida, Colorado, Hawaii, lowa, Kansas,
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Missssppi, New Mexico, Nevada, New York, West Virginiaz Washington and

Indiana, aswell asthe Federd Energy Regulatory Commission.

Exhibit Organization and Sponsor ship

Have you prepared schedules which summarize the adjustments and positions
being sponsored by you and other Public Counsal witnesses?

Yes. | have atached schedules which reflect the cost of capita recommendations
sponsored by Mr. Stephen Hill, the interstate alocation of power production costs
adjusment sponsored by Mr. Jm Lazar, as wel as the miscellaneous rate base and

income statement adjustments that | am sponsoring.

Please explain how your schedules ar e organized.

| would first note that my darting point is the Company’s “as adjusted” Washington
juridictiond  revenue requirement caculation. Schedule A is the Revenue
Requirement Summary, which reflects the cumulative impact of the various revenue,
operating expense, rate base and cost of capitad recommendations being sponsored
by Mr. Hill, Mr. Lazar and me. Exhibit _ , JRD-2. Also shown on Schedule A
ae the vdues of the various components underlying the Company’s revenue
requirement recommendation which were deveoped utilizing Company-proposed
“as adjusted” Washington jurisdictional operating results and rate base. Thus, one
can observe on a summary leve bass how the various components of Public
Counsd’s revenue requirement recommendation contrasts with that being proposed

by Pecificorp.
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Schedule B is the Rate Base Summary. Exhibit _ , JRD-3. In developing Public
Counsdl’s proposed retail rate base | have started by showing Pecificorp’s proposed
jurisdictiond rate base by detailed component (i.e, Column b). Columns (c) through
(f) of Schedule B show Public Counsd’s individud rate base adjustments.
Immediady following Schedule B — Rate Base Summay ae a number of
supporting schedules which set forth each individud Public Counsd rate base
adjusment. Each individud rate base adjusment has a separate designation such as
B-1, B-2, etc. Thus each rate base adjustment identified and presented with a
separate “B Schedule” designation becomes a reconciling item between Pecificorp’'s

and Public Counsd’ s rate base recommendation.*

Schedule C is the Net Operating Income Summary. Exhibit _  JRD-8. In a
manner dmilar to the rate base schedules, 1 begin on Schedule C by showing the
Company’s “proposed” or “as adjusted” net operating income by mgor component.
The individud Public Counsd adjustments to net operating income can be found in
Columns (¢) through (h) of Schedule C, with the support for each income statement
adjusment developed on separate schedules. Thus, like the rate base schedules, each
“C Schedule’ reflects a reconciling component or adjustment between Pecificorp’s
proposed net operating income and Public Counsd’s proposed net operating

income? Through the remainder of my tesimony | will use the terms “Adjustment

! Schedule B-1 is Exhibit , JRD-4; B-2 is Exhibit , JRD-5; B-3 is Exhihit , JRD-6, and B-4
is Exhibit , JRD-7.
2 Schedule C-1 is Exhibit , JRD-9; C-2 is Exhibit , JRD-10, and C-3 is Exhibit , JRD-11.



10

11

12

13

14

15

16

17

18

19

20

21

22

B- " and “Schedule B-_ " as wdl as “Adjusment C-_” and “Schedule C-_”

interchangeably.

Schedule D reflects the Company’s as well as the Public Counsel’s proposed capita
dructure, including the weighted cost of debt, preferred stock and recommended
return on equity. Exhibit | JRD-12. As previoudy noted, Public Counsd’s
proposed capital structure and component cost recommendations are sponsored by

Mr. Stephen Hill on behdf of Public Counsdl and Commission Staff.

WherehasMr. Lazar’s production cost adjustment been reflected?

As Mr. Lazar explains in his direct testimony, he has developed his adjusment by
consdering hydro costs on a Stus bass — which considers both return and operating
cods of production fecilities located in Washington. The “net” adjusment of
excluding Pecificorp’s tota-system-dlocated cost to Washington versus Mr. Lazar's
proposed Washington-specific assgnment of production cogts is captured on line 13
of Schedule A. As noted, it is a “net” adjustment which considers and captures the
net change in production costs (return and operating expense less any off-system

sdes margin difference) on a Washington jurisdictiond basis.

There are only a limited number of rate base and income statement adjustments
posted on the schedules you have attached. Did you and other Public Counsd

witnesses undertake a comprehensive review of Pacificorp’srate application?
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No. Resource condraints prohibited a comprehensve review of dl potentid issue
areas. Accordingly, the number of areas reviewed, and issue areas being addressed,
has been limited. The fact that no adjustment may have been posted for a given area
should not be congtrued to mean that Public Counsd is in agreement with a given
rate base, revenue or expense level being proposed by Pecificorp. Public Counsdl
will likedy advocate other postions in hearings and briefs beyond those being

addressed by Public Counsdl witnesses in prefiled written testimony.

Customer Deposits

Please discuss your first adjustment to Pacificorp’s proposed Washington
jurisdictional rate base.

As shown on Schedule B1, | am proposing to reduce Pecificorp's rate base by the
average tedt-year bdance of Washington jurisdictiond Customer Deposits.
Cugstomer Deposts hdp finance Pacificorp’'s various utility invesments included
within rate base determination. The current interest rate being paid on Washington
jurisdictiona Customer Depodts is only 1.18%. Response to Public Counsd Data
Request No. 85. Thus, such funds represent a very inexpensve source for financing.
Accordingly, ratepayers should be given credit for such low cost source of funds in

the rate making process.

As shown on Schedule B1, in addition to posting an adjustment to Pecificorp’s rate
base for the average outdanding baance of Customer Deposts during the historic

test year, | dso post an adjusment for related interest expense to Pacificorp’s
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proposed proforma or “normalized” above-the-line net operating income. By posting
the related Customer Depost interest expense as an above-the-line operding
expense, the Company will remain whole for interest it must pay on such Customer

Deposit funds.

Why have you proposed to reflect the average test-year balance of Customer
Deposits as a rate base offset, with corresponding interest as an above-the-line
operating expense, rather than reflecting such low cost financing within the
capital structure employed to develop an overall cost of capital?

Reflection of such lowcost Customer Deposits within the capital structure would
only give ratepayers credit for a portion of the low-cost funds they provide vis-avis
Customer Deposts.  Specifically, since Pacificorp’s capital structure supports utility
as wel as nonutility investments, reflecting utility Customer Depodts within the
capitd dructure would have the effect of dlocating a portion of the benefit of such
low cogt-funds to non-utility operations and/or non-ratebased utility investment. Or
in other words, the low cogt-financing benefits which only utility cusomers provide
vis-avis Customer Deposits would be inequitably diluted to non-utility operations

and/or to non-ratebased utility assets.

Additiondly, if Customer Deposits were to be considered in the development of the
overdl cost of capita, it would be appropriate to include all Customer Deposits from
al the daes which Pecificorp serves — not just the Washington jurisdiction.

Different dtates will no doubt have different Customer Deposit rules and interest
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requirements. By reflecting Washington jurisdictional Customer Deposts as an
offset to the otherwise-calculated Washington jurisdictional rate base, Washington
juridictiond customers will be given exact and equtable credit for Customer
Deposts they are collectively providing — nothing more or less. This same equitable
result will not occur if Cusomer Deposits are included within the development of the

overal cogt of capitd.

Q. Do you know why the Company has not reflected such low-cost funds anywhere
in theratemaking formula?

A. No. Both Public Counsd and the WUTC Staff questioned Pecificorp about the
omisson of Cusomer Deposits in the ratemaking formula.  The Company’s response

Stated:

Nether interest expense on customer depodsits nor the customer
depogts ligbility is included in results of operation for ratemaking
purposes. Since customer deposit interest is eiminated when interest
on long term-debt is synchronized to net rate base, no rate base
reduction isincluded for customer deposits.

Response to Public Counsel Data Request No. 86.

This Company response is neither reveding or convincing as to why the Company
gpparently believes it is not necessxry or equitable to consider the benefits of low-cost
Cugomer Deposits in the ratemaking formula The implication of the Company’'s response
gopears to be that it beieves it has somehow equitably conddered dl interest-bearing
financdng when it synchronizes long-term debt interest to net rate base. However, it should
be emphaszed tha the interet synchronization caculation referenced within  the
Company’s response in effect charges ratepayers its proposed overdl before-tax cost of

capital (approximately 12.5%) on Cudomer Depost funds that have an actud before-tax
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cost of only 1.18%. Accordingly, Customer Deposits should be used as a rate base offset

with corresponding interest being reflected as an above-the-line operating expense as | am

proposng heren.  The Company’s ill-founded explanation for completely ignoring the

benefits of such low-cogt financing in the ratemaking process should be rejected

Cash Working Capital

Q.

Please briefly summarize Pacificorp’s development of, and request for, a cash
wor king capital allowancefor rate base consideration.

Pacificorp proposes an addition to rate base in the amount of $7,246,671 for a cash
working capital (“CWC’) dlowance. The Company’'s CWC adlowance was
developed by applying lag day caculaion results from a 1998-vintaged Pecificorp
leed lag study to test-year adjused Washington operations. Specificdly, the
Company’s CWC request was developed by employing an average revenue receipt
day lag and an average expense day payment lag and gpplying such net revenue-
receipt-day-lag in excess of expense-day-payment-lag to Washington jurisdictiond

average daily unadjusted test-year cash operating expenses.

Please explain in more detail what you mean by the terms “lead-lag study,”
“revenuereceipt” and “ expense payment” lags.”

A properly conducted detailed lead-lag study measures the number of days, on
average, that a utility company must wait for receipt of revenues related to the
provison of utility sarvicer The time that a utility must wait for revenues relaed to

the provison of utility serviceis referred to as the revenue receipt lag.

10
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Further, a properly conducted lead-lag study measures the number of days, agan on
average, that a utility enjoys between the time that a cash expense is incurred in the
provison of utility service and the time that such cash expense must be paid. For
some cash expenses there is little or no time between when a good or service is
provided and when the rdlated expense payment is due. However, for many cash
expenses the expense payment lag is dgnificant — essentidly adlowing the utility to

enjoy the use of another party’ s designated funds for extended periods of time.

If a utlity — on average — must pay for cash expenses prior to receipt of related
savice revenues, the utility is deemed to have an ongoing invetment in its cash
working capital requirement. Conversdy, if a utility — on average — enjoys a fairly
lengthy period of time between incurrence of expense ligbilities in the provison of
utility service and the payment of such expense that actudly exceeds the revenue
receipt lag, the utility is deemed to have a negative cash working capital requirement.
Under the latter scenario it is proper and equitable to deduct such negative CWC
requirement from the otherwise-developed or caculated rate base. In other words, if
the detailled lead-lag study supports such a conclusion, it is proper and acceptable to
deduct the caculated negative cash working cepitd dlowance from rate base in
recognition of the fact that the Company has a continuous source of cost-free capitd

supporting its utility investments.

11
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In your previous answer you have emphasized that a properly conducted lead-
lag study should consider cash expenses in its development. Can you expand
upon the sgnificance or the emphasis of considering cash expensesin a properly
conducted lead-lag study?

A cash working capital alowance should consder the invesment that a utility may
have in continuoudy paying for cash expenses in advance of receipt of related
sarvice revenues.  Utilities sometime argue that that they have an invesment in non-
cash expenses such as depreciation, amortization and deferred income taxes.
Additiondly, sometimes utilities argue that the common equity return portion of
utility rates should be conddered in the development of the cash working capita
dlowance or requirement. However, it is only expenses that require a cash outlay
that potentidly result in utility companies invesing ongoing funds that should
equitably be included in rate base Further, jurisdictions that | have persondly
appeared in or before have correctly and equitably concluded that only expenses

requiring a cash outlay are properly consdered in a comprehensive lead-lag study.

Areyou in agreement with the Company-developed CWC allowance?

No. Detaled lead-lag studies are data and labor intensve undertakings. The lead-
lag study which Pecificorp has relied upon is quite dated and idedly should be fully
updated. Nonetheless, the caculations and development of most of the expense day
lags appeared reasonable, and the results adso gppeared generaly consigtent with the

results of other lead lag studies | have either undertaken or reviewed.

12
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Tha dated, | bdieve the Company’s dudy is sgnificantly deficient in a least two
key aspects. Fird, the revenue receipt lag, upon firs impresson — and later
following some andyss — appears insupportably long. Second, the Company’s lead-
lag sudy completdy fails to measure or consder the rdaively long lag it enjoys in
the payment of interest expense.  The reflection of a more supportable revenue lag
in conjunction with the congderation of the expense lag enjoyed by Pecificorp in the
payment of interet expense has the impact of turning a farly dgnificant positive
CWC dlowance caculated and proposed by Pecificorp (i.e., the noted $7.25 million)
into what | believe to be a much more reasonable negative CWC dlowance (i.e, a

rate base reduction or offset of gpproximately $3.7 million).

Please expand upon your observation regarding the Company's proposed
revenuereceipt lag.

According to the Company’s caculated revenue receipt day lag, Pecificorp must
wait, on average, 47.9 days between the provison of utility service and receipt of
related service revenues from its generd business cusomers.  This lengthy receipt

lag appears unsupportable for two significant reasons.

Please explain.

The total revenue receipt day lag is comprised of three separate subcomponents — a
savice peiod lag, a hilling period lag and a collection period lag. The sarvice
period lag of 152 days cdculated by Pacificorp is common to al lead-lag sSudies.

The “sarvice period lag” represents the average time from the mid-point of a service

13
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period to the end of the service period when the meter is read. More specificdly, the
sarvice period lag is dways one-hdf of the number of days in an “average’ month —
or the noted 15.2 days (i.e, 365 days in year divided by 12 months divided by 2

equals 15.2 days).

The “hilling period lag” represents the period of time between when a meter is read
(the end of a given “service period’) and when such hill is processed and mailed.
Findly, the “collection period” consgts of the period of time that dapses from when

a hill is ether dited or received by the cusomer until when such hill is, on average,

paid by utility ratepayers.

The Company’s 1998 dudy cdculates a retal hilling period lag of approximately
eleven (11) days. | do not know if the 1998 study properly or correctly caculated
the eeven (11) day hilling period lag. An éeven (11) day hilling period lag is longer
than any | can recdl obsarving. That Stated, even assuming the eeven (11) day lag
was correct in 1998, it is sgnificantly overdated today — if for no other reason —
because of the Company’s implementation of an automated handheld meter reading
sysem. In discovery | inquired and learned about the Company’s recently
implemented handheld meter reading system. According to the Company’s response
to Public Counsd Data Request No. 127, with the 2003-inddled handhdd meter
reading system, meters that are read on any given day are sent by mail very early in
the morning of the second day following the meter read. Thus a most the current

billing lag is only two (2) days — not the gpproximate eleven (11) day period taken

14
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from the 1998 study that the Company has used in the development of its proposed

cash working capita alowance.

Please discuss and describe the second significant reason that you believe
Pacificorp’s 1998-developed revenue lag is unsupportable.

The documentation underlying the “Washington jurisdictiond” revenue lag
development is a bit sketchy. As noted, the Pecificorp-caculated revenue receipt
day-lag for the Washington jurisdiction in totd is 47.9 days. The hilling lag, as just
discussed, was calculated by Pacificorp to be approximately eeven (11) days. Thus,
while | did not observe Washington-jurisdictiond-specific cdculations supporting its
derivation of the “collection lag,” it logicdly follows that the 1998 Pecificorp study
is cdculating a “collection day” lag of approximatdy 21.7 days (i.e, 47.9 totd
revenue receipt day lag less the 11 day billing lag equas a 21.7 day “collection” lag).
In light of the current Washington jurisdictiond tariff which addresses the number of
days a cusomer has to pay for hisher utility service before incurring a late payment
fee and the levd of late payment charges billed during the test year, the approximate

22 day collection lag gppears totaly unsupportable.

Please explain.

According to filed tariffs, Pacificorp bills must be received a Pacificorp's collection
center or authorized pay dations within 15 days of “issuance” According to the
Company’s response to Public Counsel Data Request No. 150, the “issuance’ date of

a given Padificorp hill is the date malled. Thus the implication of a 22 day revenue

15
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collection lag is that, on average, Washington ratepayers are paying ther utility bills

seven (7) days beyond the due date.

If the “average” Washington ratepayer is paying his or her dectric bill beyond the
due date and incurring the tariff-authorized one percent (1.0 %) late payment charge,
one would expect to observe very sgnificant late payment charge revenues hilled
and recorded within the historic test year. However, according to the Company’s
response to Public Counsel Data Request No. 138 only $317,331 of late payment
charges were hilled during the historic test year. With late payment charges equaling
one percent (1.0 %) of ddinquent balances, the totd “dedinquent” test year baances
upon which such late payment charges were assessed was approximatedy $31.7
million. However, it is easly observed that totd Washington jurisdictiona generd
busness revenues during the higoric test year were $198 million. Results of
Operations Summary, page 2.2. Or in other words, the late payment charges actudly
asessed during the test year do not support a concluson that “on average’
Washington jurisdictiond customers are paying their utility bills well beyond the due
date posted on ther bills  Accordingly, | submit that the Company’s Washington

jurisdictiond collection lag is dso Sgnificantly overdated.

In light of your criticisms of the Company-proposed revenue receipt day lag,
what areyou proposing in the alter native?
| am proposng a total revenue receipt day lag of 34.2 days condging of the

following subcomponents:

16



10

11

12

13

14

15

16

17

18

19

20

21

22

Service lag 15.2
Billing lag 2.0
Collection lag 17.0
Totd revenue lag 34.2

As previoudy dated, the service day lag should aways caculate to be 15.2 days.
Further, as a result of the newly implemented automated handhed meter reading

system, the billing lag should now be only two days.

In light of the rdaively low number of late payment charges assessed during the test
year, | have estimated the collection lag to be 17 days. The 17 day edtimate is two
days beyond the delinquent date that triggers the one percent (1.0%) late payment
charge. As such, | believe the estimate to be reasonable if not conservative. Even if
the Company voluntarily “forgives’ or foregoes the one percent (1.0%) late payment
charge for payments received a day or two beyond the legd delinquent date, one
would expect to see more late payment charges hilled during the test year if the

actual collection lag is more than the 17 day estimate | have utilized.

Moving on to your second significant criticism of the Company’s proposed cash
working capital allowance, please expand upon the Company’s failure to
measure or consider the reatively long lag it enjoys in the payment of interest

expense.

17
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Very smply, Pacificorp’s study fals to consder or quantify the lengthy lag it enjoys
in the payment of interet expense. Mog, dthough not al, of Pacificorp’s debt
supporting its utility invesment has semi-annud interest payment requirements that
ae made a the end of the semi-annual accrua period. Further, interest expense
makes up a dgnificant portion of Pecificorp's totd cost of service  Accordingly,
proper reflection of the interest expense lag in the development of a lead-lag study

has the impact of sgnificantly changing the study results.

Does the fact that interest expense is not generally considered or included as an
“operating” expense have any relevance to the decision of whether to include or
excludetheitem in alead-lag study?

Absolutely not. Interest expense is a part of the tota cost of service that is being
collected through utility customer rates. It is obvioudy as essentid in the provison
of dectric utility service as payroll, fud, property taxes or income taxes --
components that Pacificorp and other utilities routindy include in the development
of a comprehensive lead-lag study. The fact that it & not classified as an “operating”
expense has no relevance to the decison to include — or not include — such cash

expensein aproperly developed lead-lag study.

How areyou proposing to consider interest expensein the lead-lag study?
In response to Public Counsd Data Request No. 128 Pacificorp provided the interest
accrua period and the interest payment date relative to each debt securities interest

accrud period. From this response | was able to caculate that, on average, interest

18
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expense is pad 85.2 days from the mid-point of the interest accrua period. Given
that the revenue receipt day lag is only 34.2 days and that interest expense, with an
expense payment lag of 85.2 days, is a congderable dement of the Company’s retall
cost of service it is eadly observed that proper incluson of the net payment lag
associged with this cost of service component is sgnificant to the lead-lag sudy

results.

Have you prepared a schedule which calculates the impact of your two noted
changes to the Company-developed lead-lag study?

Yes. On atached Schedule B-2, | show test-year cash expenses by Company-
developed lead-lag study categories as adjusted by Public Counsd.  As shown on the
noted schedule, by utilizing my proposed revenue receipt day lag of 34.2 days, and
properly including the impact of interest expense in the sudy, | cdculate a negative
cash working capitd dlowance of $3,728,874. Accordingly, | am proposng that
such negative cash working capitd alowance be reflected as a reduction to the

otherwise-calculated rate base.

Canal Embankment Failure at Swift No. 2 Hydroelectric Power
Facility
Please discuss your next adjustment to test year operating expense.

As shown on atached Schedule B-3, | am proposng to diminate test-year

expenditures related to repairs at the Company’s Swift No. 1 hydroeectric facility

19
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that Pacificorp is seeking to recover from Public Utility Didrict No. 1 of Cowlitz
County.  Because these expenditures are non-recurring, and further, may be
rembursed by Cowlitz County pursuant to litigation or settlement, it is ingppropriate

to include them in the development of Pecificorp’s base rates.

Please state your understanding of the failure, that occurred at Pacificorp’s
Swift No. 1 hydrodlectric facility.

On April 21, 2002 a catastrophic fallure of Cowlitz PUD’s forebay dike occurred.
Pecificorp reserved an easement in the canal and forebay owned by Cowlitz PUD for
the purpose of passing water discharged from Swift No. 1 to Pecificorp’'s Yde
Reservoir impoundment. As a result of the noted failure Pacificorp incurred both
capital and operating expenditures during the historic test year. It is the incrementd
capitd and operating expenses which Pecificorp incurred during the historic test year
— which it now seeks to recover from Cowlitz PUD — that | am proposing to remove
from Washington jurisdictiona cost of service development. Response to Public

Counsel Data Request No. 21.

What action has Pacificorp taken to date in its effort to recover expenditures
from Cowlitz PUD?

The Company served Cowlitz PUD with Tort Clam  Notices under Washington law
on April 7, 2004. The Company adso previoudy sent letters to Cowlitz PUD

summaizing its cdam. To dae, the Company has not filed any other legd pleadings
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seeking reimbursement from Cowlitz PUD. Responses to Public Counsd Data

Reguest Nos. 21 and 133.

What isthe basisfor your adjustment to test-year operating results?

In response to Public Counsel Data Request No. 21 the Company provided the test-
year operating expenses and test-year capita expenditures that it aso seeks to
recover from the Cowlitz PUD. | have used the numbers provided in response to
Public Counsd Data Request No. 21 in formulating my ted-year expense and rate

base adjustments.

Assuming the Company is unsuccessful in recovering all of its damage claims
incurred and presented to Cowlitz PUD, do you believe it is ill equitable to
reflect your proposed operating expense adjustment related to the Swift Canal
failure?

Yes. Clealy if the Company is successful in achieving reimbursement from Cowlitz
PUD, it would be inappropriate to again recover such costs from Washington
ratepayers on a recurring annual basis until such time that a new rate agpplication is
filed employing a new tet year. Thus, even if Padficorp ultimatdy fals in its
attempt to recover cods from Cowlitz PUD, it would Hill be inequitable to include
such non-recurring expenses in the development of the adjusted test-year cost of

savice.

Miscellaneous Deferred Debits and Other Regulatory Assets
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Does Pacificorp’s application seek rate recovery for costs that have been
incurred in prior periods but which were “deferred” on its balance sheet rather
than being immediately written off to expense in the prior period when
incurred?

Yes. The Company’s application seeks to recover a return on, as well as
amortization of, codts incurred in prior periods that have been deferred for financid
datement reporting purposes.  Specificaly, the Company’'s rate base proposal as
shown on page 2.2 with the Results of Operations Summary includes $16,414,699 of
Washington jurisdictional “Miscellaneous Deferred Debits’ for which it is seeking a
return.  Additiondly, the Company’s filing incorporates Washington jurisdictiona
amortizetion expense in the amount of $4,862257 asociaed with  such

Miscdlaneous Deferred Debits.

Do you concur with the Company’s request for a return on, and return of,
Miscellaneous Deferred Debits?

No. As shown on Schedule B-4, | am recommending that dl cogs for which
Pacificorp has no current WUTC deferra authorization be diminated from test-year
cost of service development (both return of and on).

Does Pacificorp have authorization from this Commission to defer any of the
costs recor ded as Miscellaneous Deferred Debits?

Pecificorp currently only has authority to recover Trangtion Costs which have been

deferred pursuant to this Commission’s order from Docket No. UE-000969.
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Does Pacificorp have any additional pending requests to this Commission to
defer costs?

Yes. Pacificorp has sought authority to defer a number of environmenta cods in
Docket No. UE-031658. Additionally, Pacificorp seeks within WUTC Docket No.

UE-031657 authority to defer Trail Mountain Mine closure costs.

Why do you oppose Washington rate recovery of costs for which Pacificorp has
no current WUT C authority to defer?
| believe deferra accounting for cods that would otherwise be immediatdly charged
to expense should be limited to instances where:
It has been demondrated that the cods incurred are very dgnificant to the
utility’ s bottom line (if immediately written off).
The utility is not dready in an “over” or “excess’ earning Stuation prior to
incurring the costs sought for deferra accounting.
The costs are non-recurring or infrequently incurred, and have not been
included in some respect in the devdopment of the utility's last cost of
service.
The costs have been demonstrated to be prudently incurred.
The costs incurred and proposed to be deferred were undertaken for the
benefit of the jurisdiction in which deferrad accounting is being requested.
Any and dl “off-sats’ or related savings have been netted againg the codts

incurred and for which deferrad accounting is being sought.
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The utility has sought accounting authority from a given jurisdiction prior to,

or at least shortly following, incurrence of the costs which it seeks to defer.

In short and in sum, deferrd accounting should only be authorized if the cods are
ggnificant, prudently incurred, beneficid to ratepayers, and if the utility mekes a
compelling application prior to or immediady following the incurrence of such

cods. Deferrd accounting should be the exception rather than therule.

Do any of the Miscellaneous Deferred Debit costs which you are eliminating
from Pacificorp’s proposed Washington retail jurisdictional cost of service meset
thesecriteria?

Turning firg to the category of costs for which Pacificorp has neither current WUTC
deferrd authority nor any pending agpplication to this Commisson to defer, | submit
the answer is a definite “no” — the company does not meet these criteria. For these
cogs the Company has made no demondration that such costs are sgnificant to its
bottom line, are benefiting Washington retall ratepayers, are not being recovered in
current base rates, or that there are no offsetting savings or benefits. Further, severd
of these costs which the Company elected to defer on its books without regulatory
authority were incurred many years ago without a demondration as to need, benefit
or prudence. Accordingly, the return of (i.e, amortization) and return on (i.e, rate
base) these items should be excluded from Washington jurisdictional cost of service

development. See Schedule B-4.
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What of the costs for which Pacificorp has applied for WUTC accounting
authority, but for which this Commission has not issued an authorizing order?

Firg | would note that many of the deferred costs were incured many years ago.
Accordingly, the Company has not met a least one of the criteria that | beieve
should be achieved before accounting authority is granted — namely, the criteria that
accounting authority should be sought before, or shortly following, the incurrence of

such costs.

Second, the description of items given by Pecificorp in response to Public Counsd
Data Request No. 71 are so brief in most instances so as to be unrevealing as to thelr
nature or benefiting jurisdictions. Accordingly, thus far Pacificorp has not even
approached meseting its burden of proof for prospective cost recovery of items
incurred many years prior. Along these same lines, the brief descriptions provided
indicate that the deferred codts were often incurred in jurisdictions other than
Washington. | am aware tha the dlocation/assgnment of production costs is a
sgnificant issue in this proceeding. For ingance, Public Counsd is recommending
that hydro production costs be assgned on a Stus bass (and thermd cods be
assgned on a control area bass). This Commisson's decison on production cost
assgnment/dlocation may automaicadly have the effect or impact of diminaing
such  Company-requested deferred cost  recovery from  Washington retall
juridictiond cost of sarvice devdopment. That sad, even if this Commission
should ultimady rgect Public Counsd’s production cost  assgnment

recommendation and dect to include some dlocated portion of other dates
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production facilities, | would ill submit that the Company should have the burden
of proof regarding the quantification, need, or benefit to Washington retail ratepayers

of cogtsincurred and initidly deferred in other Pacificorp jurisdictions.

RS Settlement Payments

Please briefly summarize Pacificorp’s request to recover over a five year period
payments madeto the I nternal Revenue Service.

Pacificorp proposes to recover over a period not-to-exceed five years payments made
to the Internd Revenue Service (“IRS’) during the test year and through the period
ending March 31, 2004. Pacificorp witness, Mr. Larry Martin, explains that such
payments relate to tax years 1991 through 1998 that have only recently been audited,
litigated and/or settled. Direct Testimony of Lary O. Matin, page 4. Pacificorp
proposes that the IRS payments be dlocated to the Washington jurisdiction based
upon Washington's-Income-Before-Tax as a percentage of tota-Pacificorp-Income-
Before- Tax over the same 1991 through 1998 time period. Response to WUTC Staff

Data Request No. 124.

Are you in agreement with Pacificorp’s proposal to amortize the cost of recent
paymentsto the IRS over afiveyear period?

No. | believe Pacificorp’s proposal should be regected for a number of reasons.
Accordingly, as shown on Schedule C-1, | am proposing to reverse or eiminate this

Company-proposed adjustment to test-year income tax expense.
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Q. Please explain.
A. My reection of the Company’s proposed adjustment can be broken down to three
maor concerns:
It is unknown how much of the settlement payment relates to Washington
retail operations.
It gppears that the vast mgority of the settlement payment relates to book/tax
timing difference that have been “normdized” for ratemaking purposes. For
stlement payments related to timing differences that have been afforded
normdization treatment in  Washington regulatory  proceedings, such
payments should be charged againg Accumulated Deferred Income Taxes — a
bal ance sheet account — rather than current year operating income.
It is unkmown whether Washington jurisdictiond eanings, caculated
utilizing a WUTC-authorized jurisdictionad dlocation methodology, were so
low as to be unable to absorb such extra tax expense without a rate change in
any given previous year for which a disoute has now been resolved.
Accordingly, | propose that Pecificorp’'s proposa to amortize the noted IRS

settlement payments over afive year period be rgjected in its entirety.

Q. Referring to your firg argument in oppostion to the Company’s proposed tax
adjustment, please expand upon your claim that it is unknown how much of the
settlement payment relates to Washington jurisdictional operations.

A. | have reviewed Pacificorp’s response to WUTC Staff Data Request No. 124 which

provided a summary of items in dispute with the IRS by year over the entire period
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1991 through 1998. It is dear from such review that many disputed items for which
payments were recently made relate to components that would have little or nothing

to do with Washington retail operations.

It should be remembered that Pecificorp has proposed the very smplistic
methodology of dlocaing the settlement tax payments to Washington based upon
Washington's Income-Before-Tax as a percentage of totd Pecificorp Income-
Before-Tax over the 1991 through 1998 time period. Thus, the more profitable the
Washington jurisdiction was during the 1991 through 1998 time period, relative to
Pecificorp in tota, the more of the tax payment Washington is being asked to bear.

If Washington were to be responsible for any portion of the recent payments to the
IRS, it should only be responsible for the portion that would have been dlocated or
assgned to the Washington jurisdiction during the period that the tax would have
been pad had it been origindly known that the liability would ultimady or
eventudly be due when the tax return was firg filed. Thus, Pecificorp has faled to

equitably alocate the recent tax payments to its various operating divisions.

Turning to your second argument, please explain what you mean by your
reference to “ settlement payments related to timing differences that have been
afforded normalization treatment in Washington regulatory proceedings.....
should be charged againg accumulated deferred income taxes...rather than

current year operating income?”
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There are many indances wherein there is a difference between the time a dollar of
revenue or dollar of expense is recognized for financia Statement reporting purposes
versus the time such item is recognized as income for purposes of developing federd
or dae taxable income. Whenever an item is recognized as an expense or deduction
for federa/state income tax development purposes over a different period, or in a
different amount, than what is recognized for financid statement reporting and utility
cost of service rate development purposes, it is most commonly referred to as a
“book/tax timing® difference”  Historicaly, most book/tax timing differences were
expensed or deducted for purposes of developing federa/state taxable income faster
and/or sooner than they were recognized for financid statement reporting and utility

cost of service rate determination purposes.

Please explain what is meant by “normalization” tax accounting.

Under “normdizaion” accounting, income tax expense for cost of service
development and financid statement reporting purposes (sometimes dso referred to
as “book” income) is caculated as if “book” income equaed “taxable’ income. The
difference between totd income tax expense caculated based upon “book” income
and actual taxes paid pursuant to “taxable’ income reported on the entity’s tax return
(i.e, current income tax expense) is commonly referred to, and actudly appears on

public financial statements, as*“deferred” income tax expense.

3 While the majority of book/tax differences are timing differences, there also existsarelatively small number
of permanent book/tax differences.
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Mechanicaly, deferred income taxes are typicdly established for each book/tax
timing difference by multiplying the thenrcurrent federd and dtate income tax rate
times each given book/tax timing difference.  Such method essentidly anticipates
that income tax rates in effect in any given tax year will be in effect in the future
when the book/tax timing difference “turns around.” Under normalization
accounting, total tax expense caculaed on “book” income is recognized for
financid statement reporting purposes even though a portion of the ultimate payment
is “deferred” to a period when each contributing timing difference turns around. The
“deferred” tax expenses are accumulated on the Company’s badance sheet —
essentiadly representing a long term income taxes payable account — and mogst often
referred to as “Accumulated Deferred Income Taxes” When the book/tax timing
difference “turns around” such that an item previoudy “deducted” for purposes of
cdculaiing taxable income is later “expensed” for financid Statement reporting
purposes, a “negative’ or “credit” deferred tax expense is recognized. When the
actud payment to the income taxing authority semming from the turnaround of a
given book/tax timing difference is made, such payment is charged agang the
“Accumulated Deferred Income Tax” reserve account edtablished a the time the

book/tax timing difference first arose.

What isthe alter native to “ normalization” accounting?
“Fow through” accounting. Under “flow through” income tax accounting, financid
datement reporting and cost of service income tax expense is developed by

conddering actual taxes paid to income taxing authorities. Thus when tax
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deductions exceed book expenses, ratepayers typicdly benefit under flow through
accounting, at least in the short run, as income taxes actudly paid and recorded as
expense will be less than income tax expense recorded (and used for cost of service
devdopment) under “normaization” accounting.  However, dl other things hed
condant — including Federd and State income tax rates over time — ratepayers will
ultimately pay the same amount of income tax expense through utility rates whether
“normdization” or “flow through” accounting is employed. It is primarily the timing
of the collection of the payment of income taxes from raepayers that will vary

depending upon whether flow through or normdization accounting is employed.

Does the WUTC follow “flow through” or “normalization” accounting when
developing retail rates?

Pursuant to the Internd Revenue Code (hereinafter “IRC” or “Code’), differences in
depreciation lives (i.e, book versus tax) and methods (generdly tax acceerated
versus book draght line) must follow “normaization” accounting for rate making
purposes in order for the utility to retan the ability to adopt acceerated tax
depreciation dections (hereinafter | will occasondly refer to these differences as
“Code protected differences’). From the Company’s response to Public Counsd
Data Request No. 18 it woud appear that beyond normaizing Code protected
depreciation  differences, this Commisson has only occasondly adopted
normalization accounting. Or in other words, except for Code protected differences,

this Commission has generally followed flow through accounting.
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Is the past treatment afforded book/tax timing differences an important
diginction when evaluating the Company’s request to collect through
Washington utility rates an amortization of IRS settlement payments that relate
to tax years 1991 through 19987

Yes Specificaly, to the extent the IRS seitlement payment stems from an dection
taken by the Company related to a book/tax timing difference, and such book/tax
timing difference was dfforded normdization tax accounting trestment for
ratemaking purposes, raepayers would have dready paid through utility rates the tax

that Pacificorp has only recently tendered to the IRS.

Please expand upon how utility ratepayers have already paid through utility
ratesincometaxesthat Pacificorp hasonly recently paid the IRS.

Recdl my ealier explanation wherein | described how under normdization tax
accounting, utility rates are sometimes desgned based upon a cost of service tax
cdculdion that effectivdly only consders “financid datement reporting”  expenses.
To the extent the utility tax payer makes an dection to take an acceerated tax
deduction that exceeds “book” or “regulaory” expense’® the resulting reduction in
taxable income is not conddered in the development of cost of service income tax
expense. Rather, under tax normalization accounting and ratemaking, the difference
between income taxes actudly pad to taxing authorities and income tax expense

cdculated by only conddering revenues and expenses recognized for regulatory and

4 Book/tax timing differences can result from revenue as well as expense differences. Further, in some
instances recognition of a“book” expense may actually precede the ability to take atax “deduction.”
However, since the majority of book/tax differences arise from differencesin which atax “deduction” precedes
orinitially exceeds a“book” expense, my discussion will be limited to the most frequently situation.
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financid datement reporting purposes is “deferred.”  Thus, the difference between
taxes actualy paid and the total tax expense recorded is deferred and accumulated on
the utility taxpayer’'s bdance sheet in a long term taxes payable account (i.e.,
Accumulated Deferred Income Tax Resarve).  When in the ensuing years the
accdlerated tax deduction immediately or eventudly becomes smdler than the
corresponding book expense — thus driving taxable income and the resulting tax
payment due to the taxing authorities higher — a “negative’ deferred income tax
expense is recorded. At the point of the “turnaround” just described, income taxes
payable to the taxing authorities which exceed tax expense being reported for
financid reporting and ratemaking puposes will effectivdly be pad out of the
“Accumulated Deferred Income Tax” reserve established when the book/tax timing

difference firg originated.

The important point to be gleaned from the explanation above is that, to the extent
portions of the IRS settlement payment for tax years 1991 through 1998 relate to
book/tax timing differences that were afforded explicit or implicit tax normdization
trestment when setting Washington retail rates, ratepayers have dready paid through
utility rates the tax lability that Pecificorp has only recently tendered to the IRS. To
be more specific, to the extent the IRS payment relates to a timing difference that has
been previoudy normdized, the tax payment should be charged agangt an
accumulated Deferred Income Tax reserve account (i.e, agangt a bdance sheet
account) rather than a charge to current year income — for possble recovery in

future rates as Pacificorp is now proposing.
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Did the recent payments to the IRS relate to book/tax timing differences that
wer e previoudy normalized?

The Company’s response to WUTC Staff Data Request No. 124 shows that the vast
magority of book/tax differences were timing differences.  Further, the Company’'s
response to Public Counsdl Data Request No. 18 (f) reveals that none of the itemsin
disoute were afforded “flow through” trestment — or in other words, all book/tax
timing differences in dispute were afforded tax normdization trestment in the prior
1986 Washington rate case. Thus, virtudly dl of the settlement payment appears to
be reaed to timing differences that were previoudy afforded “tax normaization”
treetment in Washington. More specificdly, to the extent some of the timing
differences contributing to the settlement payment relaie to Washington operations,
such timing differences have been normdized.  Accordingly, the IRS payment
causng current income tax expense to increase relaied to those items previoudy

normdized should have an offsetting “negative’ or “credit” deferred income tax

expense.

Finally, till on the topic of the Company’s proposed amortization of the recent
IRS settlement payments, please expand upon your final argument that it is
unknown whether Washington jurisdictional earnings, calculated utilizing a
WUTC authorized jurisdictional allocation methodology, were so low as to be
unable to absorb such extra tax expense without a rate change in any given

previous year.
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Assuming arguendo that some dgnificant portion of the seatlement payment related
to Washington retail operations and that the difference semmed from a permanent
rather than timing difference that had been afforded tax normdization trestment, it
dill would not necessarily follow that Washington retail ratepayers should pay an
added tax bill at this point in time. Specificdly, if Washington retail operations were
earning a, near or above expected returns during the time period that the tax ligbility
was actudly being incurred, such that no rate change would have been required even
consdering some additiona tax expense, it would not be gppropriate to now charge
Washington ratepayers an expense that would have easily been absorbed in the prior

period when the liability was actualy occurring.

Please summarize your oppostion to the Company’s adjustment proposing to
amortize recent paymentsto the IRS over afive year period.

It is clear that Pecificorp has not attempted to equitably assgn or dlocate the
payments to the divisons or jurisdictions where the dispute arose — and who might
now be responsble.  Further, assuming some of the book/tax timing differences
which were the source of the IRS dispute and the ultimate payment relate to
Washington jurisdictional operations, a most Washington jurisdictiond customers
should only pay the tax hill related to ether permanent book/tax differences or
book/tax timing differences that were afforded “flow through” rate making treatment.
According to a Company response to Public Counsd daa requedts, dl timing
difference in dispute were afforded “normalization” rate meking trestment. As

discussed in detall above, to the extent “normdization” accounting was followed for
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the items in dispute, ratepayers would have dready paid through utility rates the tax

liability thet the Company seitled with its recent paymentsto the IRS.

Findly, the Company has made no atempt to determine whether rates in prior
periods — when the tax liabilities were actudly accruing — would have been adequate
to absorb such extra costs without a change in rate. For al reasons noted, | do not
believe the Company has even approached mesting its burden of proof on this issue.

Accordingly, the Company’s proposed adjustment should be rgjected in its entirety.

Employee Benefits Other Than Pension and Post-Retirement
Medical

The Company has proposed an adjustment to test year operating expense in the
amount of $2,265,656 for expected increases in employee pensions and benefits
expense. Areyou in agreement with this Company proposed adjustment?

The noted Company adjusment condsts of three dements. penson codts, pod-
retirement medica/other benefits (“PRMB”) costs, and an “dl other category”
conaging of a number of non-retirement benefits such as current medicd, dentd,
disability, and life insurance — just to name afew. Response to Public Counsel Data
Request No. 134. | am not opposing the Company’'s adjustments for penson and
PRMB expense. However, | am recommending that the Company’s adjustment for
the “dl other” employee benefits category be rgected. On Shedule G2 | therefore
reverse that edements of Pecificorp’'s proforma employee benefits adjusment that

related to the “dl other” category.
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Please explain.

In support for its adjustment to increase pensions and PRMB expense, Peacificorp has
offered current actuarid dudies which underlie the levd of expense which it
proposes to recover in rates — and the leve of expense which it began recording as
operating expense during the fisca year which began on April 1, 2003. | believe one
could credibly argue that the higher levd of penson and PRMB costs being
proposed for rate recovery by Pecificorp represent “out of test year” expenses that
should be reected because they create “matching” problems. However, 1 am not
opposing these dements of the Company's benefits adjusment inasmuch as |
understand that the WUTC routingly accepts these types of “known and measurable’
adjusments — even though they occur immediately following the end of the historic

test year.

With regard to the “dl other” category of non-retirement expenses, the Company’s
support is far less solid.  Specificaly, the Company has smply proposed to reflect a
fiscd year 2004 budget amount for this item, with the result being a 13.5% increase

in test year actud expense for the “dl other” category of employee benefits expense.

Is the fiscal year 2004 budget amount that the Company proposes to use to

adjust test year actual operations for employee non-retirement benefits “known

and measur able?”
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With regard to penson and PRMB costs the Company offers an actuarid study
which supports the proforma rate case level of expense being proposed — which is
a0 the level that Company recorded as operating expense during fiscd year 2004.
For the category of “dl other” nonretirement benefits the Company has merdy
proposed a Fiscal-Year-2004 budget amount.  And while the budget for this line item
may have been prepared utilizing reasonable assumptions, they obvioudy do not
cary the ‘known and meesurable’ precison of actuarid dudies that support the
penson and PRMB expense leves being proposed and which were ultimately

recorded during fisca year 2004.

Did Pacificorp experience the 13.5% increase in non-retirement benefits costsin
fiscal year 2004 that had been predicted in itsfiscal year 2004 budget?

No, Pacificorp incurred only a 2.0% increase in non-retirement benefit expense
during fiscal year 2004 (Cdculated from response to Public Counsd Daa Request
No. 10). Thus, the Pacificorp-predicted 13.5% increase — even if reasonable when
firs edtimated or cdculated — certainly never devated to the criteria of being “known
and measurable”  Accordingly, the non-retirement dements of Pacificorp’'s pension

and benefits expense adjustment should be regjected.

I nter est Synchronization for Pur posesof Calculating Cost of Service

Income Tax Expense

Please explain your last adjustment to test year adjusting oper ating income.
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The adjusment shown on Schedule C-3 merdly synchronizes the interest deduction
to be used n the development of cost of service income tax expense with the rate
base that | have cdculated and the cost of capital recommendations being made by
Public Counsd’s cogt of capitd witness Mr. Stephen Hill. This sandard adjustment
is required in order that ratepayers are properly credited with an interest expense
deduction in the cost of service income tax cadculation that is synchronized with the
rate base and cost of capitd being recommended. The Commisson's order should
reflect a revised intere synchronization adjusment tha is based upon the

Commission’sfindings regarding al rate base and cost of capita issues.

Does this conclude your direct testimony?

Yes, it does.
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