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I. PROCEDURAL HISTORY

This proceedingis aconsolidationof PacifiCorp’s(or the“Company”) generalratecase

filing in DocketNo. UE-050684andPacifiCorp’spetitionfor anaccountingorderapproving

deferralofcostsrelatedto declinesin hydro-electricpowergenerationin DocketNo. UE-

050412. Thepetitionfor an accountingorderin DocketNo. UE-050412was filed on March 18,

2005. ThegeneralratecasecommencedbeforetheWashingtonUtilities andTransportation

Commission(the“Commission”)onMay5, 2005with theCompany’sfiling oftariff schedules

proposingto increasebasepricesto its Washingtoncustomersby $39.2million, a 17.9percent

increase;thetariff filing wassuspendedby OrderNo. 1 in that docketon May24, 2005. The

docketswereconsolidatedon June8, 2005 by OrderNo. 1 in DocketNo. UE-050412andOrder

No. 2 in DocketNo. UE-050684.

2. In responseto testimonyby theCommission’sstaff(“Staff’) andby theIndustrial

Customersof NorthwestUtilities (“ICNU”), Public Counsel,the NaturalResourcesDefense

Council (“NRDC”) andTheEnergyProject(collectively, “Intervenors”),theCompanyhas

acceptedorpartially acceptedfifteen adjustmentsthat lowerPacifiCorp’srevenuerequirement.

Exh. No. 195-T at 3-5. TheCompanyalsohasquantifiedcertainincreases,particularlyfor

hydrodeferralrecovery. Id. TheCompany’srebuttaltestimonyidentifiedan updatedrevenue

requirementincreaserequestof $32,599,613,a 14.9 percentincrease.Id. at 1; Exh.No. 198 at 2.

Additional adjustmentswereidentifiedaftertherebuttaltestimonywasfiled. As shownon the

attachedrevenuerequirementtables,asaresultof theweathernormalizationadjustment,other

minor agreedadjustments,andtheimpactsofthestipulationof thepartiesreachedin theMEHC

acquisitionproceedingin Washington(DocketNo. UE-051090),therequestedrateincreasehas

beenfurtherreducedto $29,840,188,a 13.5 percentincrease.

3. A hearingwasheldon January11, 2006to considerdelayingor dismissingthegeneral

ratecasedueto theconcurrentproceedingsin DocketNo. UE-051090regardingtheacquisition

ofPacifiCorpby MidAmericanEnergyHoldingsCompany(“MEHC”). TheCommission

determinedthat thegeneralratecaseshouldproceedandshouldincludesupplementaltestimony
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regardingtheeffectof MEHC’s acquisitionofPacifiCorp. Hearingsin thegeneralratecase

beganon January12, 2006 andendedon February3, 2006, with eight daysofcross-examination

of witnessesfor PacifiCorp,Staff, PublicCounsel,ICNTJandNRDC.

II. OVERVIEW OF THE CASE

4. The testimonyof StaffandIntervenorsin this proceedingdemonstratesamarked

disconnectbetweenvariousrateadjustmentproposalsandeconomicreality.

5. Pacific Power& Light Company(“Pacific Power”)alreadywasthelow-costinvestor-

ownedutility servingWashingtonatthetime it completedthePacific Power/UtahPower&

Light Company(“UtahPower”) mergerin 1989. As aresultof 16 yearsof efficientoperationas

amergedutility, PacifiCorphaswidenedits low-costadvantage.SeethevariousWashington

utility ratecomparisonsin Exs. Nos. 764and765.

6. In recentyears,however,PacifiCorphassufferedsignificantfinancialdeteriorationwith

respectto its utility operations.Its equity returnon Washingtonoperationshasdeclinedto

3.5 percent. Exh. No. 1-T at 2; Exh. No. 191-T at2. Duringthesameperiod,PacifiCorp’s

operationshavebledits parentScottishPower,which suspendedthePacifiCorpdividendfor one

yearandthenrestoredthedividendat a lower level thanpaidpre-acquisition,pumped$650

million in additionalequity to supporttheCompany,anduponreachingtheendofits financial

patience,sold PacifiCorpfor a£927million (morethan$1.6 billion in U.S. dollars) loss.

Tr. 1682:12— 1685:8. Duringthis period,PacifiCorpdroppedfrom abusinessposition 3 to a

businessposition5 for creditratingpurposesandsufferedarating declinein November2001.

PacifiCorpavoidedgreaterdeteriorationto its bondratingsbecauseoftheequity infusionsby

andthefinancialconditionof its stronger,but now exhausted,parent. Exh. No. 66-T at 14;

Tr. 1305:13-18;Tr. 1720:8-14.

7. Thechallengescurrentlyfacedby PacifiCorprequireit to improveits financialcondition.

PacifiCorp’scapitalexpenditurerequirementsareincreasingandwill exceed$1 billion peryear

by FY 2006. Exh. No. 1-T at 12. With thewillingnessofScottishPowerto providecredit
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supportfor PacifiCorp’sinadequateearningsnowexhausted,PacifiCorpwill faceits new

financingrequirementsasaring-fencedutility thatmustrely on its own financialstrength.

8. StaffandIntervenorsrespondto thesefactsby representingto theCommissionthat

PacifiCorpis earningtoo muchandshouldbeorderedto reduceits rates. To reachconclusions

so at oddswith observablefacts,thesepartiestakeanumberof highly aggressivepositionsthat if

adoptedwould ensureinadequateearningson and inadequatecredit supportfrom PacifiCorp’s

Washingtonoperations.Thesepositionsincludethefollowing, eachofwhich is discussed

below:

• StaffandIntervenors,despitePacifiCorp’s17-yeareffort to secureagreement
on acommoninterstatecostallocationmethodology,still arenot preparedto
recommendan approach.Instead,both takepositionsthat would ensurethat
PacifiCorpnevercouldrecoverareturnon andof all its investmentsprudently
madeto provideutility service.

• Two ofthethreeopposingcost-of-capitalwitnessescontinueto proposethe
double-countingofPacifiCorp’slow-costshort-termdebtfor ratemaking
purposes,evenaftertheStaffwitnesshasbeencompelledto acknowledgethe
double-counting.

• Thecost-of-capitalwitnessesfor StaffandIntervenorsrecommendthat
PacifiCorp’sactualcapitalstructurebe ignored,aswell asthecapitalstructures
ofutilities thosewitnessesfind comparableto PacifiCorp,in favorofmore
debt-heavycapitalstructures.

• Thecost-of-capitalwitnessesfor StaffandIntervenorsurgetheCommissionto
undercutits ownrecentfindings asto equity-returnlevelsandsetPacifiCorp’s
equityreturnatnationallow levels.

• ICNTJ concurrently(i) urgesvariousexpensereductionson the groundsthat
PacifiCorpwill beasubsidiaryofMEHC, and (ii) seeksarevenuerequirement
reductionof $7.95 million from appropriationof taxbenefitsbelongingto
ScottishPower,basedon theassumptionthat ScottishPowerwill continueto
own PacifiCorp.

• StaffandIntervenorsasktheCommissionto disregardanumberof necessary,
reasonable,andprudentcoststhat PacifiCorpincursandwill continueto incur
to provideutility service,without suggestingthat theCompanyeithercanor
shouldstop incurringsuchcosts.

3
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• Despitethedemonstratedsubsidizationofretail servicearising from
PacifiCorp‘ s inability to recoverits netpowercosts,StaffandIntervenorsseek
to delayinstitutionofapowercost adjustmentmechanism(“PCAM”).

9. In this proceeding,PacifiCorpseeksnothingmorethanratesthat will give theCompany

areasonableopportunityto earnafair returnon its Washingtonservice,similar to thereturnsof

companiescomparableto PacifiCorpandconsistentwith maintainingits currentcredit ratings.

III. ARGUMENT

A. The Commission Should Join PacifiCorp’s Other Regulatory Jurisdictions in

Adopting the RevisedProtocol.
10. TheadoptionoftheRevisedProtocolwill resolveandeliminatea numberofadjustments

proposedin this proceeding. TheseAdjustmentsincludeAdjustmentStaff5.5—mid-Columbia

contractallocation,AdjustmentStaff5.6—seasonalcontractallocation,AdjustmentStaff5.7—

QF contractallocation,AdjustmentStaff8.15—neweastsideresourceallocation,andtheICNTJ

multi-stateadjustment.

1. A Uniform Systemof Inter-Jurisdictional Allocations for PacifiCorp Is in the

Public Interest.

11. In theyearsahead,PacifiCorpwill berequiredto investbillions ofdollarsin its

generationsystemin orderto continueto providesafe,adequate,andreliableserviceto its

Washingtoncustomers.Exh. No. 5-T at 5-6. It is in the interestofPacifiCorp’scustomersthat

theCompanybe in apositionto makerequiredinvestmentsin amannerthatwill minimize its

costsandrisks. It is in the interestofPacifiCorp’scustomersthattheCompanybeableto attract

capitalto makethoseinvestmentsatthe lowestpossiblecost.

12. In theabsenceof an agreed-uponsystemfor allocatingits costsamongthestateswhereit

serves,thereis arisk thattheCompanywill makesuboptimaldecisionssoasto avoid

çlisallowancesarisingfrom disparatestatepolicies. To theextentit doesso, theefficient

operationofPacifiCorp’sintegratedsystemwill suffer.’ Further,to theextentthat disagreement

Consider,for example,thehavocthatwould resultif theCommissionwere to adopt

StaffwitnessAlan P. Buckley’ssuggestionthat theCompanyacquireall newresourceswith a
view of satisfyingbotha“Washingtonleast-cost”planand asystemleast-costplan. Tr. 1007:21
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amongPacifiCorp’sstatesregardingtheirresponsibilityfor costscreatesarisk of disallowances,

investorsandlenderswill takenoteandmaketheir financialdecisionsaccordingly. Exh. No. 1-

T at 13; Tr. 427:18-24,434:17-24.

13. As this proceedingandtheCompany’slastWashingtonratecase(UE-032065)

demonstrate,theabsenceofan agreed-onallocationmethoddistractspartiesfrom far more

importantissues(suchastheCompany’smassivefutureinvestmentrequirements)andmakesit

verydifficult to makewhatshouldbe fairly routineregulatorydecisions.Inbothproceedings,

theabsenceof anestablishedallocationmethodhasbeenclaimedto be an impedimentto the

Commission’smakingaprudencedeterminationin regardto generationresourcesacquiredby

theCompanyanumberofyearsago. Exh. No. 541-TCat 14. A morerecentexampleofthis

regulatorydysfunctionis StaffsandPublicCounsel’spositionthat theCompanyshouldbe

deniedaPCAM becausethereis no agreed-onallocationmethod. This is thesecondconsecutive

PacifiCorpWashingtonratecasethathasbeennearlyhigh-centeredon allocationissues,andit is

hardto believethatanyonehastheappetitefor a third.2

14. Thevalueofachievingconsensusandclosureregardinginterjurisdictionalcostallocation

methodswasbroadlyrecognizedby theCompany’sstakeholdersin Utah,Oregon,Wyoming,

andIdaho. Accordingly,theycommittedsubstantialtimeandresourcesto theMulti-State

Process(the“MSP”). See,In theMatterofPac~JlCorp. Order05-021 in DocketTIM 1050(Ore.

PUC,Jan.12, 2005). In thisproceeding,StaffandIntervenorsseemto acknowledgethevalueof

consensus,but do not seemwilling to concedemuchto achieveit. Tr. 920:10— 921:2,935:3-12.

At othertimes,theyaremorecavalier.3 Tr. 1012:13-23.

— 1010:21. EvenPublicCounselwitnessCharlesJ. Black did not believethis would be an

appropriateapproach.Tr. 900:1-15.

2 Astonishingly,however,Staff, PublicCounselandICN1J urgefurtherstudy. Exh.

No. 5 at 16.

~TR 1012. Mr. Buckley appearsto startfrom the self-fulfilling premisethat achieving
consensusis impossible. Tr. 967:18-20.

5
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2. The RevisedProtocol RepresentstheCulmination ofYears of Work and Is

Broadly Supported.

15. TheMSP commencedin March2002and endedin thesummerof 2003whenbroad

consensuswasachievedon theRevisedPacifiCorpInter-jurisdictionalCostAllocation Protocol.

(“RevisedProtocol”). Tr. 424:1-16,743:6-10. Manypartiesparticipatedin theprocess,

representingavarietyof interestsin five states.Of theseparties,only StaffandICN[J declined

to supporttheRevisedProtocolbeforetheirrespectivestatecommissions.4

16. MSP participantsbelievedthat theendproductof theirefforts should:

• promoteeconomicefficiency,

• reflectcost-causation,

• be equitableto PacifiCorp’scustomersandshareholders,

• allow individualstatesto pursuepolicy initiatives withoutburdeningcustomers
in otherstates,

• permit effectiveregulatoryoversightand

• not impedetheprovisionofsafe,adequateand reliableserviceby the
Company.

Exh. No. l-T at26-27;Tr. 12:7-23.

17. In theMSP, Oregonpartiesexpressedmanyofthesameconcernsthat havebeenvoiced

by StaffandIntervenorsin this case.TheOregonparties(like the Washingtonparties)werevery

muchfocusedon theconsequencesofUtah loadgrowthandon theneedto preservethevalueof

PacifiCorp’shydroelectricsystemfor its customersin thePacificNorthwest. Tr. 678:25— 679:9,

1025:15— 1026:1. At theendof theday,almostall MSP participantsagreedon a single,

~Therewereall-partystipulationsin Utah,Wyoming andIdaho. Only ICNU declinedto
sign theOregonstipulation. See,In theMatter ofPac~JICorp,Id.; In theMatterofthe
InvestigationofInter-jurisdictionalIssues,CaseNo. PAC-E-02-3,2005Ida. PUCLEXIS 38
(Ida. PUC,Feb.28, 2005);In theMatteroftheInvestigationby theCommissionof
Interjurisdictional Issues,DocketNo. 20000-EI-02-183,2005 Wyo. PUCLEXIS 130 (Wyo.
PSC,Mar. 2, 2005);In theMatter oftheApplicationofPac~fiCorp,DocketNo. 02-035-04,2004
UtahPUC LEXIS 268 (Ut. PSC,Dec. 14, 2004). Staffopposedthis Commission’sadoptionof
theRevisedProtocolin UE-032065,andits positionremainsunchanged.
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integrated-systembasedallocationmethodwith creditsto theformerPacific Powerstatesthat

recognizedthevalueofhydroelectricresources.

18. Wherepossible,theRevisedProtocolassignscoststo thestatethat is directly responsible

for them. Costsof distributionfacilities andcertainstate-mandatedprogramsareassignedin this

way. Wherecostsarenot directly causedby any particularstate,theyareallocatedbasedon a

state’sshareofsystemenergyuse,peakdemand,andotherfactors. TheRevisedProtocol

allocatesthecostsof SeasonalResourcesto stateson a weightedbasisthat considersmonthly

stateloadsandmonthlyresourceoperation. In this manner,the costsof summer-peaking

combustionturbinesaredisproportionatelyallocatedto summer-peakingstates. Exh. No. 1 -T

at 25-26. A detailedexplanationofthetermsof theRevisedProtocolareset forth in PacifiCorp

witnessDavid L. Taylor’s testimony. Exh. No. 361-Tat7-14.

19. MSP participantsagreedwith StaffwitnessAlan P. Buckleythat cost causationis an

importantelementofan inter-jurisdictionalcostallocationsystem. Tr. 330:1-10. However,

confirmingMr. Taylor’s observationthat “costcausation”is in theeyeof thebeholder,MSP

participantshadwidelydifferentviewson what allocationsystemwouldbestreflectthat

standard.Tr. 742:6-22.~But, unlike Mr. Buckley,MSPparticipantsrecognizedthat

considerationsof costcausationneededto bebalancedagainstotherimportantregulatory

principlessuchasefficiencyand fairness. Exh. No. 371-Tat 2. Oncross-examination,even

Mr. Buckleyagreedthat costcausationis a factorthat is consideredin ratemaking,but is not the

solefactor. Tr. 981:4-8.

20. Mr. Buckleyseemsto regardacost-causationapproachmorenuancedthanhis approach

assomehowintellectuallycorruptand“results-oriented.” Exh. No. 541-TCat 37. This

demonstrateshow far out of themain streamStaff strayedin theMSP. It is extraordinarilynaïve

to believethatconsensuson a setof issuesthat havebeenfesteringfor 16 yearscouldbe

~Only Mr. Buckleyappearsto believethat thereis only onetruewayto reflectcost
causation.See,Exh.No. 331-Tat 3 (Mr. Duvall); Exh. No. 461-T at22 (Mr. Lott); Tr. 932
(Mr. Blackmon).
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achievedwithoutcompromiseandwithout regardto the impactof thecompromiseon customers

in variousstates. Thenotionthat this Commission,or any othercommission,would adoptan

allocationmethod,no matterhowideologicallypure,without regardto customerimpactis

misguided. Exh. No. 371-Tat 5.

3. PacifiCorp Has Sought Consensuswith Washington PartiesRegarding

Interstate CostAllocations.

21. TheRevisedProtocolwasfinalizedwhile theCompany’slastWashingtoncasewasin

progress.Variouspartiesobjectedto its late introduction. Ultimately, asettlementwasreached

with Staffproviding that an earlierversionof an allocationplan(the“Protocol”) would be used

for establishingrevenuerequirementfor purposesof thesettlement,andtheRevisedProtocol

would beusedfor reportingpurposesgoing forward. Tr. 532:8-21, 954:6-14. TheCommission

orderedtheCompanyto initiate furtherdiscussionswith Washingtonpartiesandto file a status

reporton its effortsby April 1, 2005. Notwithstandinga goodfaith effort, no consensuswas

reachedamongWashingtonpartiesasto howto moveforward. Accordingly, theCompanyfiled

this casebasedupontheRevisedProtocol. Exh. No. 1-T at 27-28.

4. The RevisedProtocol Substantially BenefitsWashington Customers.

22. TheCompany’stestimonyin this casedemonstratesthat: (i) theRevisedProtocol

produceslower costsfor WashingtoncustomersthantheModifiedAccordmethodit replaced,

(ii) theRevisedProtocolproduceslower costsfor Washingtoncustomersthan theProtocol

method,and(iii) Washingtoncustomersbenefitmorefrom theRevisedProtocolthando the

Company’scustomersin any otherstate. Tr. 410:5-7,724:12-20. Mr. Buckleydismissesany

considerationof Washingtonimpactsas“resultsoriented.”6 Tr. 1001:19-1002:9;Exh. No. 541-

TC at 55-56.

~UseoftheRevisedProtocolin thiscasereducesWashington’srevenuerequirementby

$2.7 million, or 1 percent,ascomparedto therevenuerequirementresultingfrom theallocation
methodthat PacifiCorphaspreviouslyusedin Washington.Exh. No. 1 -T at 28-29.
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5. Opponents ofthe RevisedProtocol Rely on Two Superficially Appealing, but

Misdirected, Arguments.

23. Washingtonpartieswho opposetheadoptionof theRevisedProtocolfundamentallybase

their oppositionon two propositions:(i) theCompanyis addingnewresourcesin orderto satisfy

Utah loadgrowthand(ii) theRevisedProtocolcausesWashingtoncustomersto “subsidize”

Utah loadgrowth.

24. It is correctthat severalrecentPacifiCorpresourceadditionshavebeenlocatedin Utah.

It is alsocorrectthatUtah loadshavebeengrowingfasterthanthosein otherstates. However,

theseobservationspresentonly aportionof abroaderpicture.

25. TheCompanyoperatesa single,integratedgenerationandtransmissionsystemthat

benefitsall of its customers.Exh.No. 5-T at 14-15. TheCompanymakesinvestmentdecisions

with thesoleaim ofreducingthecostandrisk for its entire system. TheCommissionhasalways

judgedtheprudenceofnewresourcesfrom a system-wideperspective.Exh. No. 33 1-T at 36;

Tr. 667:2-10. PublicCounselwitnessCharlesJ. Black recognizedthis to be thecase:

“In WashingtonState,aregulated,cost-of-serviceutility suchas
PacifiCorpusesan integratedportfolio ofresourcesto provide
serviceto its retail electriccustomers.Individual resourcesarenot
planned,acquiredor operatedon a separatebasisto servespecific
retailelectriccustomers.”

Exh. No. 471-T at 4.

26, Becauseall customersbenefitfrom theefficienciesanddiversityofthe integratedsystem,

it is inappropriatefor partiesfrom aparticularstateto “cherrypick” theresourcestheywishto

support. Mr. Buckley’sconceptthat theCompanyshouldmakesystemadditionswith an eyeto

how theyaffectWashingtoncustomersquickly breaksdownwhenoneconsidershow the

Companymight go aboutmeetingits systemneedsif it wererequiredto simultaneouslyconsider

thecost impactsof eachresourceadditionon customersin six differentstates. Tr. 1009:16

1010:7.

27. PacifiCorphasoperatedahighly diverseandfar-flung generationand transmission

systemfor decades.TheCommissionembracedasingle-systemapproachto costallocationin

9
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1986,at atime whenPacifiCorpoperatedtwo controlareasand ownedanumberof coalplants

in Wyoming andMontana. WUTCv. Pac~fIcPower& Light Co., No. U-86-02,Second

SupplementalOrderat3 (Oct. 31, 1986);Tr. 734:2-14. Staffsupportedthatoutcome.

Tr. 834:20-23.

28. TheCommissionhasneversuggestedthat therewasaneedto tracethegenerationfrom

remoteplantsto Washington. WUTCv. PacificPower & Light Co., CauseNo. U-83-57,Second

SupplementalOrderat 8, 9 (Jun.12, 1984). In approvingthePacific Power-UtahPowermerger

in 1989,this Commissionrecognizedthattherewould be additionalefficienciesgainedfrom the

integratedoperationofthetwo companiesin a muchlarger,diverse,andextendedsystem.

ApplicationofPac~fiCorp,DocketNo. U-87-1338-AT, SecondSupplementalOrderat 13

(Jul. 15, 1988). Washingtonpartiesweremorethanhappyto advocatefor a shareofthe

expectedsavings.

29. Theexpectedbenefitsofthe integratedsystemoperationsof thePacific PowerandUtah

Powersystemshavebeenachieved. Tr. 343:6-23. Sincethemerger,Washingtoncustomers

haveenjoyedextraordinarilystableratesandhavefaredmuchbetterthantheirpeersservedby

otherWashingtonelectricutilities. Exh. No. 1-T at 31; Tr. 358:25— 359:3,410:11-19;Exh. Nos.

764 and 765.

30. StaffandPublicCounselnowwish to arguethattheCompany’ssystemis not integrated

becausethereis no ability to transmit“unlimited” amountsofpowerbetweenits easterncontrol

areaandits westerncontrolarea. Tr. 665:4-15. This is not a usefulperspective,for anumberof

reasons.Tr. 683:4-15. Any utility systemhasconstraints.Tr. 687:12-24,941:25— 942:4. It

wouldmakelittle senseto requirethat therebethecapabilityto movethefull outputofeach

generatingplantownedby a utility to everycornerof its retail serviceterritory. By this standard,

theCompany’sLewisRiver hydro-electricgenerationfacilitieswould notbedeemedto be

providingserviceto the Company’sWashingtoncustomers.Tr. 405:14— 406:20. By this

standard,Avista Corporation(“Avista”) would not bepermittedto addCoyoteSpringsII to its
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ratebasebecausethereis no firm transmissioncapacityconnectingit to that company’s

customers.7Tr. 687:15— 688:3.

31. Moreover,StaffandPublicCounsel’sfocuson transmissioncapacityignoresthemyriad

of meansavailableto theCompanyto movepoweraroundits systemto improveoperational

efficiency. Tr. 664:2 — 665:3, 692:9-16.

32. Opportunisticallyembracingor rejectingthecostsandbenefitsoftheCompany’s

integratedsystem,ascircumstanceschangethroughtime, is improperandrisky. TheCompany’s

Washingtoncustomersare expectedto needabout300megawattsof newresourcesto meet

growing loadsandreplaceexpiringcontracts.Exh. No. 331-Tat 38. Therewill be dryyearsand

wet years. Somestateswill loseload; otherswill gain it. From timeto time,therewill be forced

outagesat generatingplantsthroughouttheCompany’ssystem. Marketconditionsandregional

marketpriceswill change.Eachof thesecircumstanceswill createopportunitiesfor a “not my

problem”responsefrom someof PacifiCorp’sjurisdictions.8 However,in ratifying theRevised

Protocol,commissionsin Utah,Oregon,Wyoming, andIdahorecognizethattheCompany’s

customersarebestservedby a single-systemperspective.Exh. No. 5-T at 13.

33. Intuition would seemto suggestthat if Utahloadsaregrowing andtheCompanyis

addingrelativelymorecostlygenerationin Utah, thenWashingtoncustomersmustbe somehow

“subsidizing” Utah loadgrowth. Thetestimonyof Mr. Buckley,PublicCounselwitnessMerton

R. Lott, and ICNU witness Randall S. Falkenberg seem to be driven by such intuition. However,

this is oneof thosecircumstanceswhereintuitionproveswrong. PacifiCorpwitnessGregoryN.

Duvall’s testimonydescribesnumerousstudiesconductedduring theMSPthat demonstratethat

‘~ StaffwitnessGlennBlackmontestifiedthatcustomerscouldbenefitfrom a resource
evenif it doesnot provideelectronsto theirlight bulbsandheaters.Tr. 941:3-11, Mr. Buckley
then agreed. Tr. 1010:22—1011:18.

8 Mr. Duvall’s testimonydescribeshowa single-systemallocationmethodreducesrisks

for customersarisingfrom plantoutages,marketpricevariability, andlossof load. Exh.
No. 331-T at 14-16.
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fasterloadgrowthin oneof PacifiCorp’sjurisdictions is notmateriallysubsidizedby customers

in slower-growingjurisdictions. Exh. No. 331-T at 17-23. Whatthesestudiesappearto

demonstrateis that, undertheRevisedProtocol,althoughthe slowergrowing statesin fact

supportashareofthecostofanynewgeneratingresources,theyaresimultaneouslyrelievedof a

share of existing plant costs and Company overheads. In combination, these phenomena result in

revenue requirement increases in the faster-growing state that are sufficient to support the cost of

new resource additions, with no subsidies. Exh. No. 371-T at u.9

6. The RevisedProtocol Is Consistentwith Historic Commission Practices.

34. In the lastPacifiCorpratecasein whichthe issueof allocationswasconsidered,this

Commissionauthorizedan integratedsystemapproachthat includedthecostsof theCompany’s

generatingplantsin MontanaandWyomingin PacifiCorp’seasterncontrolarea. It did so

without an examinationof transmissionflows and without any attemptto trackelectronsto the

Company’sserviceterritory. Exh.No. 331-Tat 33. TheCommissionhasalwaysfollowed the

samepolicy for Avista, Washington’sothermulti-stateelectricutility. Mr. Taylorundertooka

nationalsurveyof utilities andcould find no instanceof aregulatorycommissionusingany

approachotherthana systemapproach.Tr. 733:12-23;Exh. No. 371-Tat 8. Mr. Buckleywas

unableto cite to anycontraryexamples.Tr. 970:9-14.

7. Mr. Lott’s Testimony Reflectsan Imperfect Memory of Commissionand

Staff Policies.

35. Mr. Lott states in his testimony that in approving the Pacific Power/Utah Power merger,

theCommissionassumedthat thetwo operatingdivisionswould havetheir ownresources.Exh.

No. 461-Tat 8. Hewas unableto provideany crediblesupportfor that statement.Tr. 837:20—

839:6. Mr. Lott also testified that the Commission expected that the integration of the two

~Mr. Lott agreedthat underthesecircumstancestherewould beno subsidy. Tr. 860:12—

861 :1. It turns out that Mr. Buckley apparently does not care whether there is actually a subsidy
or not because his opposition to the Revised Protocol is based on principle, not facts. Tr. 983:10
— 984:17.
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systems would be done consistent with Pacific Power’s least-cost plan. Exh. No. 461-T at 8.

This testimony appears to have resulted from a misreading of the Commission’s merger approval

order. Tr. 841:15— 842:8.

36. Warmingto thetask,Mr. Lott’s testimonythenwent on to statethat theCommission

directedthatPacifiCorpwasnot to roll in costsofthecombinedsystemexceptasprovidedfor in

thePacific Powerleast-costplan. Exh. No. 461-T at 19. Hewasnot ableto provideany credible

support for this assertion. Tr. 844:4-21. Mr. Lott was similarly not able to support his

contentionthattheCommissionexpectedthetwo PacifiCorpdivisionsto remainseparateon a

power-supplybasis. Tr. 845:2-15.

37. Mr. Lott’s recollections are not borne out by the record. It is clear from the

Commission’sorderapprovingthePacific Power/UtahPowermergerthatthe Commissionhad

everyexpectationthat themergedCompanywould operatea singleintegratedpowersystemand

thatefficiencieswould begainedfrom that integration.ApplicationofPac~JlCorp,supra.

38. Exhibit 469 demonstratesthatin theyearfollowing themerger,Stafffavoreda total-

systemapproachto allocations,so long as therewereadequate(andgrowing)creditsto the

former Pacific Power jurisdictions. The Commission was less committal, but was most

concerned, about the “San Diego Method” because of the expectation that the “entitlement”

creditsto Washingtonwould declineovertime. Mr. Lott concededthattheRevisedProtocol

representsexactlywhat Stafffavoredin 1990,asystemapproachwith growingentitlement

creditsfor northwesthydro-electricgenerationresources.Tr. 856:7 — 857:9.

8. The Competing Allocation Proposalsare Half-Baked and Unworkable.

39. The debate over PacifiCorp inter-jurisdictional allocation principles has been going on

for at least20 yearsandprecededthePacific Power/UtahPowermerger.Theissuesarecomplex

and often subjective. Anyone can describe a system that would be perfectly acceptable to one

statewhile ignoringtheneedto achieveconsensusof five otherstates.Exh. No. 5-T at 15;
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Tr. 730:12-21. Anyonewho proposesasolutionthat canbedescribedin one-halfpageis

wastingeveryone’stime. Messrs.Black,Buckley,andFalkenbergdo bothof theabove.

40. Mr. Black hasno experienceworking for a multi-jurisdictionalutility andno experience

designingor testifying to aninter-jurisdictionalcost-allocationmethod. Tr. 893:16— 894:17.

Mr. Blackhasno apparentknowledgeof PacifiCorp’ssystemandits operationsandno

experiencewith theMSP. Tr. 894:5-17,915:18— 916:14. Yet, he was undeterred from

venturingforth with asimplisticdescriptionofatwo-portfolio allocationmethodthat is the

functional equivalent of a one-page plan for achieving world peace. At the heart of any separate

portfolio methodis adeterminationofwhat resourcesshouldbe assignedto what portfolio.

Tr. 677:13 — 678:7. Mr. Blackwasobliviousto thefactthat reasonablepeoplecouldverymuch

disagree as to the proper assignment of Pacific Power pre-merger eastern resources, because he

did notknowwherethoseresourceswerelocated. Tr. 921:3 — 922:4. Mr. Black was similarly

casual about how transfers would be priced between the two portfolios, stating that his work was

at a “policy level.” Mr. Black’s lackofknowledgeofthe issuesassociatedwith inter-portfolio

transfersis amply demonstratedby his testimonycriticizing theRevisedProtocolfor being

overly complex. Exh.No. 471-Tat 41. Mr. Duvall describedthechallengeassociatedwith

inter-regionaltransferpricingandindicatedthatamethodthat assumesseparatecontrolareasis

far morecomplex thantheRevisedProtocol. Tr. 674:6— 675:7, 678:6-19.’°

41. Mr. Buckleyprovidesvaguedescriptionsofnot onebut threepossibleapproachesfor

furtherstudy. After 16 years,Staffstill doesnot haveaconcreteproposalto put forward. Exh.

No. 541-TCat 10; Tr. 737:6-19. Mr. Buckleyhasknown sincetheCommission’sOrderin the

Company’slastratecasethat allocationissueswouldbe addressedin this caseandacknowledges

that Staffhasdonenothingto developaworking model. Exh. No. 5-T at 16.

10 Whenaskedif heknewhow thetransferpricingwouldbeaccomplished,Mr. Black
responded:“No, andI don’t thinkanyonewould.” Tr. 923:4.
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42. Mr. Falkenberg’s approach is about as simplistic as Mr. Black’s. Mr. Falkenberg is quick

to acknowledgethathis approachis unlikely to beacceptableto otherstates. Exh. No. 491-TC at

42. To that degreehe is correct. Mr. Duvall explainsthat theICNU proposalwould give former

Pacific Powerjurisdictionscredit forpre-mergerPacificPowerresources,butnot give former

UtahPowerjurisdictionscredit for pre-mergerUtahPowerresources.Exh. No. 341-Tat 7.

9. Staff’s ProposedAmended RevisedProtocol Is Patently One-Sided.

43. On an interim basis,Staffproposesits AmendedRevisedProtocol,which is a fairly

outrageousattemptto pick andchooseamongPacifiCorp’sresources(not surprisinglyexcluding

the most expensive). To add insult to injury, Staffs proposal not only selectively excludes costs,

but thendoesnot excludethegenerationfrom theplantswhosecostsarebeingexcluded.

Tr. 679:10— 680:18. TheRevisedProtocolaffordsWashingtoncustomersalargershareofmid-

Columbia contract benefits than the existing Modified Accord method. Staffs proposal would

claim an evenlargershare. Tr. 682:6-22. Similarly, theRevisedProtocolallocatesa lower

amountof qualifyingfacility coststo WashingtonthantheModified Accord. Staffis proposing

to lower the allocated amount even further. Exh. No. 371-T at 19.

B. The CommissionShould Approve PacifiCorp’s ProposedPower CostAdjustment

Mechanism.

44. PacifiCorp is the only investor-owned electric utility in Washington that does not have a

Commission-authorizedpowercostadjustmentmechanism(“PCAM”) andin this proceeding

seeks to remedy this deficiency. PacifiCorp here addresses the various PCAMpositions of Staff

andIntervenors.PacifiCorpalsoaddressestherelatedproposalby Staffto denyPacifiCorpafull

hydro-electric generation deferral recovery, in Adjustment Staff 5.8.

1. The Company Proposesan Risk-Sharing PCAMO

45. PacifiCorpis proposingan incentive-basedPCAM thatwould sharevariationsbetween

“baseline forecast net power costs” and “adjusted actual net power costs.”11 Variations between

~ “Net power costs” include all fuel, wheeling, and purchase power expenses, offset by

revenues from wholesale electricity and natural gas sales. “Baseline net power costs” are
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actualandforecastednetpowercostswould besubjectto a90:10symmetricalsharingbandthat

straddlesbaselinenetpowercostsin rates. TheCompany’sproposalis similar to theEnergy

Recovery Mechanism that has been approved by the Commission for Avista. Exh. No. 1-T at

19-20.

46. UndertheproposedPCAM, Washington-allocatednetpowercostswill becalculatedon a

monthly basis and posted to a balancing account. An entry into the accrual account will occur

everymonthunlessactualadjustednetpowercostsareequalto baselinenetpowercosts. A

positivebalancein theaccountrepresentsmoneyowedto theCompanyfrom customers.A

negativebalancerepresentsmoneyowedby theCompanyto customers.Thebalancewill accrue

interest at the Company’s authorized rate of return. Exh. No. 391-T at 33-34.

47. The Company further proposes that a plus or minus $5 million accruedbalancebe

establishedas atriggerpoint. Oncethetriggerpointis reached,theCompanywill be requiredto

returnanegativebalanceto customersorrecovera positivebalancefrom customers.The

amortizationwould be overa one yearperiod. Exh.No. 391-Tat 34.

48. Surcharges and surcredits arising from the PCAMwill be spread to all customers on a

uniform cents-per-kilowatt-hour basis. Because differences in delivery voltage result in different

line lossesandpowerrequirements,theCompanyproposesto varythesurchargeandsurcredit

amountsby deliveryvoltagebasedon applicableline-lossfactors.

2. The Company’s PCAM ProposalWould Capture Prudently Incurred Costs,

ReduceDebt-Imputation, and Provide Better Price Signals.
49. On aCompany-widebasis,PacifiCorp’snetpowercostsof$830million arebetween

one-thirdandone-quarterof its total revenuerequirement,Exh. No. l-T at 5. Since 1999, many

of thecomponentsofnetpowercostshavebecomehighly volatile. Exh. No. 1-T at3-4. As a

definedastheauthorizednetpowercostsin effectduring themeasurementperiod. “Actual.
adjustednetpowercosts”aredefinedas actualnetpowercostsincurredduring theaccrual
periodadjustedto removeprior-periodadjustmentsrecordedduring theaccrualperiodandto
reflectCommission-adoptedadjustmentsfrom themostrecentratecase.Exh. No. 391-Tat33.
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result of this volatility, the Company has found in recent years that the traditional ratemaking

processhascausedtheCompanyto incurin excessof $1.9billion of netpowercostsfor which it

was not compensated by customers.12 Exh. No. 398-T at 8. These deviations from authorized

net power costs were primarily related to factors beyond the Company’s control. Further, the

Companyhasobservedthatthis greatlyincreasedvariability in netpowercostsfrom thelevel

projectedin generalratecasesis not symmetrical.’3 AbsentaPCAM, PacifiCorpdoesnot havea

reasonable opportunity to earn its allowed rate of return—a situation not lost on rating agencies.

Exh.No. 5-T at 11. PacifiCorpis theonly investor-ownedutility in Washingtonwithout a

PCAM. Exh. No. 381-T at 3.

50. TheproposedPCAM will ensurethat,in thefuture,PacifiCoip’spricesmoreaccurately

capturetheCompany’sactualprudentlyincurredcostsof providingserviceto its customers.

Exh.No. 381-T at 8.

51. Moreover, as explained by PacifiCorp witness Christy A. Omohundro, the proposed

PCAM should improve the Company’s credit standing and lower the level of debt imputation

associatedwith purchasedpowercontracts,therebymakingsuchcontractsmoreattractiveto the

Company and its customers. Exh. No. 381-T at 6-7. A PCAMwould give customers better

price signals to appropriately respond to higher power costs. Exh. No. 381-T at 8.

3. Cost Allocation IssuesShould Not be an Impediment to the Company’s Being

Permitted a PCAM.

52. Notwithstandingthe factthatbothAvista andPugetSoundEnergy(“PSE”) have

approvedPCAMsin place,StaffopposesPacifiCorp’sproposalbecauseof thelackof an

establishedinter-jurisdictionalcostallocationmethodfor theCompanyin Washington.This is

12 PacifiCorpwitnessMarkT. Widmer testifiedthat Washington’sallocatedshareofthis

amount($158million) is equivalentto providingtheCompany’sWashingtoncustomerswith
freeelectricity for aseven-monthperiod. Exh. No. 398-Tat 8-9.

13 PacifiCorp objects to a“deadband”in thePCAM becauseof theasymmetricnatureof

powercosts;in PacifiCorp’scase adeadbandwould createapermanentdisallowance.Tr. 558:8-
13.
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but oneexampleofhow Staffsrefusalto supporttheRevisedProtocolcontinuesto frustratethe

Commission’sability to processrateapplicationsthat would be fairly routinefor other

Washingtonutilities. TheCompanybelievesthattherecordin theseproceedingsstrongly

supports the Commission’s adoption of the Revised Protocol, so that allocation issues should not

be an impedimentto establishinga PCAM for PacifiCorp.

4. Staff’s and Intervenors’ Other Arguments Against the Company’s Proposed

PCAM areNot Persuasive.

53. Mr. Buckleysuggeststhat PacifiCorp’scustomersshouldnotprotecttheCompanyfrom

volatility causedby theCompany’s“willing participation”in potentiallyvolatile markets.

Mr. Blackalso seemsto believethat theCompanyengagesin a greatdealof speculativetrading.

Exh. No. 471-Tat 47; Tr. 910:16-21. Neitheroftheseperspectivesis justified. Althoughat

times theCompanyis forcedto makepurchasesin short-termwholesalemarkets,the volumeof

thesepurchasesis small, andtheyaccountfor asmall portionof thevolatility in netpowercosts.

Exh. No. 5-T at 8; Exh.No. 398-Tat 10.

54. Severalwitnessesalsosuggestthat theCompany’sunrecoverednetpowercostsduring

the2000-01 energycriseswereaberrationalandthattheCompanydoesnot requireaPCAM

goingforward. Exh. No. 541-TCat 187-88;Exh. No. 49I-TCat 62. Mr. Widmer’srebuttal

testimonydemonstratesthat theCompanycontinuesto beexposedto substantialrisk of

nonrecovery.Exh. No. 398-Tat 8. As shownin PacifiCorp’s
1

st SupplementalResponseto

BenchRequest21, evenif all datafrom the2000-01energycrisis is excluded,asadvocatedby

ICNEJ,PacifiCorp’sannualunderrecoveryof powercostsin thepost-energycrisisperiod still has

increasedby 2036percentoverpre-energycrisis levels. Exh. No. 754.

55. Mr. Buckleyalsocontendsthatnormalizationmethodsusedin settingnetpowercostsin

ratecasesensurethattheCompanywill bemadewholein the longrun. Exh. No. 541-TC at

189-190. Thisperspectiveturnsablind eyeto Companytestimonythat explainsthatbecausenet

powercostvariability is asymmetric,the Companyis nevermadewhole for its losses.Exh.

No. 5-T at 11; Tr. 767:1-14;Exh.No. 383-Tat 3; Exh. No. 398-Tat 8.
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5. The Company Should Be Permitted to RecovertheFull Amount of Its

Hydro-Electric GenerationCostDeferral.

56. TheCompanyseeksrecoveryin this caseof $8.3 million ofdeferredhydro-electric

generationcostsarisingfrom poorwaterconditionsfor theperiodendingDecember31, 2005.

Staffapparentlydoesnotopposerecoveryof thesedeferredhydro-electricgenerationcostsin

principle,but proposesa seriesof adjustmentsthat reducetherecoveryto $2.1 million. Exh.

No. 541-TCat 210-11. Two oftheseadjustmentsrelateto theStaffsunwillingnessto acceptthe

RevisedProtocolfor purposesof thiscase.Thethird adjustmentrelatesto Mr. Buckley’s

attemptto removefrom theamountrecoveredthe “variancesin waterconditions”already

includedin baseratesthroughthenormalizationprocess.Exh. No. 541-TCat 210. On cross-

examination,Mr. Buckleyacknowledgedthat hehadalreadyadjustedbaseratesto remove

normalvariability andthathis adjustmentto theCompany’shydro-electricgenerationdeferral

recoverywas“doing thesamething twice.” Tr. 966:1-8.

C. The Commission Should Reject Unreasonableand UnsupportedAdjustments to
PacifiCorp’s Revenuesand Expenses,Unrelated to the RevisedProtocol, That Are
Proposedby Staffand Intervenors.

57. In thesubsectionsbelow,PacifiCorpaddressesproposedAdjustmentStaff4. 1—capital

stockexpenseamortization,AdjustmentStaff4.10(a)—wages& benefits,AdjustmentsStaff

8.16 through8.1 8—A&G allocations,AdjustmentStaff4.19—regionaltransmission

organization(“RTO”) expenses,andAdjustmentStaff7.2—propertytax expense.PacifiCorp

also addressesPublic Counsel’sproposedadjustmentsfor capitalstockexpenseamortizationand

incentivecompensation,aswell asICNTJ’s proposedadjustmentsfor RTO expenses,imputed

WesternAreaPowerAdministration(“WAPA”) revenues,productionfactors,andScottishPower

crosscharges.

L ProposedAdjustments to PacifiCorp’s Wageand Benefit ExpensesShouldbe

Rejected.

58. Employeewagesandbenefitsareessentialcostsofprovidingutility service. Certain

reductionsproposedby StaffandIntervenorsto theCompany’spro formaadjustmentsto
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incentivepay, medicalinsurance,andpensionandotherpost-retirementexpenseswouldprevent

recoveryofprudentlyincurredcostsof servingWashingtonretail customers.

59. a. Incentive Compensation. ICN1J witnessJamesT. Seleckychallengesthe

Company’sentireadjusted$33,296,654incentivecompensationexpense,assertingthat

PacifiCorpstatesthatit offerscompetitivesalaries,andincentivecompensationthus is

unnecessary.Exh. No. 301-Tat 15-16; Exh.No. 193 at 4.10.5. As CompanywitnessErichD.

Wilson explains,theCompany’sincentiveplansareacritical partof competitivecompensation

packages,with incentivepaybeingafeatureofcompensationin morethan90 percentof

companies.Exh. No. 271-Tat 2-3. Incentivepay thus is an essentialelementofthe Company’s

competitivepaypackage.

60. StaffwitnessThomasE. SchooleyandPublicCounselwitnessDavid S. Effron recognize

theneedfor andvalueofincentivepay,butseekto disallowaportionofPacifiCorp’s incentive

packageasnotbenefitingtheCompany’scustomers.Exh. No. 631-Tat 10-23;Exh. No. 291-T

at 16-17. Mr. Schooleyproposesdisallowanceof approximately15 percentof theAnnual

IncentivePlanexpense,proposinga $4,162,325reductiononaCompany-widebasis. Exh.

No. 631-Tat 14. Mr. Schooleyalsorecommendsdisallowanceoftheentire $2,331,516costof

thePerformanceUnit Plan,arguingthatbecausetheincentiveis paid in Companystock,this

planrewardsmaximizingthepriceof PacifiCorp’sstock. Mr. Effron recommendsthat one-half

of all proposedincentivecompensationexpensesshouldbe disallowed,butunlike Mr. Schooley,

Mr. Effron makesno effort to analyzethecomponentsof theincentivepayplanor to justify the

level of disallowancehe recommends.Exh.No. 291-Tat 16-17.

61. PacifiCorpwitnessErich D. Wilson explainsthat all portionsof theincentive

compensationplanaddressmattersof benefit to PacifiCorp’scustomers.Only 10 percentof the

Annual IncentivePlanis baseddirectly on an earningstargets,which is theprimaryportionof

theplanchallengedby Mr. Schooley,andtheCommissionhaspreviouslyallowedincentive

compensationbasedin parton financialtargets,solong asperformancetargetsarethe

predominantcomponent.Exh. No. 27l-T at4-8. Moreover,in this filing, PacifiCorpalready
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hasreducedincentivecompensationdownfrom test-yearlevelsby $12,890,438ona Company-

wide basis, which is substantially more than the portion Mr. Schooley recommends be

disallowed. Exh. No. 193 at 4.10.5. PacifiCorp imputed for this filing only a 50 percent payout

ofthemaximumincentivepay,eventhoughtest-yearincentivecompensationwas67 percentof

maximumincentivepay. Exh. No. 271-Tat 3-4. Thus,evenif theCommissionthoughtsome

small portionofthe incentivepaypayoutswasbasedon criterianot ofvalueto ratepayers,

PacifiCorpalreadyhasmorethanadequatelyadjustedthe amountshererequested.

62. Mr. Wilson alsoexplainsthat thePerformanceUnit Plan,which Mr. Schooleywould

totally disallow,is basedon thesameperformance-basedtargetsastheAnnualIncentivePlan,

for whichMr. Schooleyrecommendsonly a 15 percentdisallowance.Although thePerformance

Unit Planpaymentsarein Companystock,thestockis not restrictedandmaybe sold at any

time. This incentiverewardthus is equivalentto acashreward. Exh. No. 271-Tat8-10.

63. b. Medical Insurance. Messrs.SeleckyandSchooleycontendthatPacifiCorp’s

12 percentescalationratein healthcarecostsis too high andalsoassertthat employeesshould

shouldermorehealthcarecosts. Exh. No. 301-Tat 5-8; Exh. No. 631-Tat 34-38. These

challengesarebasedon generalizedstudiesratherthanutility-industry-specificandPacifiCorp-

specificdata. CompanywitnessDanielS. Rosboroughprovidesthedatato supportutility

industryhealthcarecostescalationratesof 11 percent,plus a 1 percentadderfor PacifiCorp’s

slightly olderwork force. Exh. No. 231-T at 6. Mr. Rosboroughalsonotesthat theCompanyis

obligatedto pay 90 percentof employeehealthcareexpensesunderits currentplan.

64, c. Pensionand Other Post-RetirementExpenses. Mr. Schooleyrecommends

disallowanceof an estimated$3,000,000Companycontributionto theIBEW Local 57 pension

plan. Exh. No. 631-Tat33-34. Therequested$3,000,000is areasonableapproximationof

actualcoststhat will be incurred,andtheactualamountis expectedto besettledthroughunion

negotiationsthis month. Exh. No. 231-Tat 5. Theamountis anecessarycostof providing

service.
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65. Finally, Mr. Seleckychallengesthediscountrateusedto calculatepensionandother

post-retirement expenses, contending that a 6.25 percent rate should be used rather than

5.75 percent. Exh. No. 301-T at 10-11. Under financial accounting standard (“FAS”) rules, the

Companymustuseadiscountratefor thesepurposesthat is deemedreasonableby its accounting

firm, andthe 5.75ratethus is dictatedby PacifiCorp’saccountants,PricewaterhouseCoopers.

Exh. No. 239 at 1. PricewaterhouseCoopersanalyzedseveralalternateinterestrateindicesin

reaching its conclusions; none of these indices supported a number in excess of 5.75 percent.

Exh.No. 231-T at2; Exh. No. 239.

2. PacifiCorp Should Be Allowed to Recover75 Percentof Its Edison Electric

Institute Dues.
66. StaffwitnessChristianJ. Wardproposesdisallowanceof 43.6 percentoftheCompany’s

Edison Electric Institute (“EEl”) dues expenses, based on his assumption that legislative

advocacy,legislativepolicy research,advertising,marketing,andpublic relationsexpensesall

should be removed. Exh. No. 621-T at 19; seeinvoices in Exh. No. 205. Company witness Paul

Wrigley explainedthatonly the legislativeadvocacyportionof theEEl duesshouldbe borneby

theCompany’sshareholdersandthat legislativeadvocacyaccountsfor justunder25 percentof

theEEl duesamount. Tr. 460-66. Mr. Wardproposeda Washington-jurisdictiondisallowance

of $30,150 based on his 43.6 percent reduction; the Company already has adopted a more

appropriate adjustment of $15,719, based on a 25 percent reduction. Exh. No. 621-T at 14-17;

Tr. 462:12—463:5.

67. Mr. Wrigley also made two important EEl-expense-related corrections to Mr. Ward’s

Adjustment Staff 4.18 that are not reflected in Mr. Ward’s Exhibit 622 as revised on January 3,

2006. First,Mr. Wardproposesdisallowanceof bothEEl dueson line 35 of thatexhibit andthe

“Memberships,Civic & Political Activities” accounton line 34. Mr. Wrigley pointsout thatthe

latter account includes EEl dues, resulting in a double-counting of the EEl expense disallowance.

Exh. No. 195-T at 7. In addition,the“Memberships”accountdisallowancesalsoinclude

WesternElectric CoordinationCouncil (“WECC”) membershipduesof$782,071;WECC
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membership is required of PacifiCorp because it operates in two control areas. Exh. No. 195-T

at 7; Tr. 452:9-10.

68. TheCompanyhasacceptedseveralelementsofAdjustmentStaff4.18, includinga

25 percentdisallowanceofits EEl duesexpense,with theaccepteddisallowancetotaling

$25,078. Exh. No. 195-T at 5. No furtherdisallowanceshavebeenjustified.

3. PacifiCorp Should Be Allowed to RecoverIts Ongoing Costsof Participating

in Grid West DevelopmentActivities.

69. Apart from theBonnevillePowerAdministration,PacifiCorpownsandoperatesthe

largesttransmissionsystemin thePacific Northwest. Tr. 595:21-24. Useofthis systemin asafe

andresponsiblemanner,to carrypowerfrom PacifiCorp’sgenerationto serveits retail loads,

carrieswith it variousobligations. Theseobligationsincludemajorparticipationin various

regional transmission forums. In response to Bench Request 15, PacifiCorp provided costs of

participatingin suchorganizationsastheWECC andin performingothertransmissionreliability,

planning,andexpansionfunctions. Exh. No. 749.

70. Both Mr. Ward and Mr. Selecky seek to defer and potentially expose the Company to

neverrecoveringthereasonableandprudentcoststhat it will continueto incur in connection

with its participation in planning for or Grid West or a similar substitute entity. Mr. Ward seeks

to exclude, on a Company-wide basis, $904,511, representing test year outside services

employed and office expenses and supplies related to PacifiCorp’s participation in the Grid West

effort. Exh. No. 621-Tat 21-22;Exh.No. 623; AdjustmentStaff4.19. Mr. Seleckytakesthe

moreextremepositionofexcluding,on aCompany-widebasis,$2,619,000,representingnot

only externalcosts,but alsotheallocatedtime ofPacifiCorpemployeesworkingon Grid West

matters. Exh. No. 301-Tat 22; Exh.No. 317.

71. Mr. Wardproposeshis exclusionon thegroundsthat “[PacifiCorp] hasnot demonstrated

that Washingtonretail customershavebenefitedfrom theseefforts,or that theseexpensesarein

thebestinterestof Washingtonratepayers.”Exh. No. 621-Tat22. Mr. Seleckybaseshis
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exclusionson theargumentthat “this expenseis not providinga currentbenefitto ratepayers.”

Exh. No. 301-Tat 22.

72. TheproposedGrid Westcostexclusionsrepresentexamplesofproposalsto disallow

reasonableandprudentcostsofactivities in which autility suchasPacifiCorpshouldbe

participating on an ongoing basis. As Mr. Wrigley explained, PacifiCorp since the early l990s

hasbeenengagedin various formsofjoint planningfor restructuringof thetransmissiongrid.

Thesearenecessaryactivitiesfor autility that is suchamajorownerandoperatorof

transmissionfacilities. Indeed,since1999,theFederalEnergyRegulatoryCommission

(“FERC”) has required participation in regional transmission organization activities by utilities

such as PacifiCorp. Exh. No. 195-T at 25. The rule adopted in FERC’s Order 2000, in Docket

No. RM99-2-000,provided:

“(c) Generalrule. Exceptfor thosepublic utilities subjectto the
requirementsofparagraph(h) of this section[j~,companies
already participating in approved transmission entities], every
publicutility thatowns,operatesor controlsfacilitiesusedfor the
transmissionofelectricenergyin interstatecommerceasof
[effectivedateofFinal Rule] mustfile with theCommission,no
later thanOctober15, 2000,oneof thefollowing:

(1) A proposalto participatein aRegionalTransmission
Organizationconsistingof oneofthetypesof submittalssetforth
in paragraph(d)of this section;or

(2) An alternativefiling consistentwith paragraph(g) of

this section.”

RegionalTransmissionOrganizations,89 FERC¶ 61,285,1999WL 33505505,at Order

No. 2000in DocketNo RM99-2-00,issuedDecember20, 1999,at 702-03(89FERC¶ 61,285),

at 292 (Dec. 20, 1999)(final rule).

73. PacifiCorp’sefforts to complywith Order2000andsubsequentpronouncementsby

FERCare ongoing, have resulted in several filings testing varying Grid West designs and

continue in an unabated fashion. These activities support requirements related to the

transmissionusedto servePacifiCorp’sretail customersand alsousedto marketsurplusenergy
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for thebenefitofretail customers,to acquirealternativesuppliesduring outages,andto displace

expensiveresourceswhenmarketconditionsallow. Evenif thecurrentGrid Westefforts fail to

achievenecessarysupport,PacifiCorpmustcontinueto jointly planatransmissionsystemto

accommodatethegrowingimportanceofrenewables,continuedloadgrowth(including in

Washington),andincreasingcongestionon thegrid. Thepeople,resourcesandlearningusedin

andresultingfrom theGridWestefforts will continueto beusedin suchefforts. Ongoing

compliancewith FERCrequirements,aswell asongoingparticipationin keyregional

transmissionforums,arerequiredwhetherornot Grid Westeverbecomesoperational.The

relatedongoingcosts,asreflectedin testyearexpenses,areordinary,necessaryandreasonable.

Exh. No. 195-T at 24-25;Tr. 504:15— 505:7;Tr. 517:17— 518:23.

74. No partyarguedthatPacifiCorpshouldnotbe incurringcostsof transmission-related

planningon an ongoingbasis. Mr. Wardacknowledgedthat FERCwaskeenlyinterestedin

havingutilities underits jurisdictionmakereasonableefforts to pursuetransmission

organizations.Tr. 596:4-8. Hewasnotwilling to arguethatPacifiCorpshouldceaseits Grid

Westactivitiesanddeferto whateverFERCor othercompaniesproposefor regional

transmissionorganizations.Tr. 597:2-8. Helikewisedid notcontendthat PacifiCorp’songoing

participationwas imprudentor unreasonableor thatPacifiCorpshouldstop participatingin Grid

Westefforts. Tr. 597:9-15;Tr. 598:13-19.

75. In short, Mr. Wrigley explainedwhyPacifiCorphasincurredandmustcontinueto incur

Grid West-relatedcosts,orcomparableplanningcosts,asordinary,necessary,andreasonable

expenses.Thesecostsrepresentnormalobligationsofa majortransmissionowner,if it is to

protecttheusefulnessof its systemfor thebenefitof its customers.In otherwords,PacifiCorp’s

ongoingGridWestparticipationis importantin orderto protectthevalueof PacifiCorp’s

transmissionassetsto its retailcustomers,whetherornot theparticipationleadsto creationof a

newtransmissionentity. Despitethecalls for expensedisallowance,no partydisputesthe

ongoingneedfor PacifiCorpto incur Grid Westandothertransmissionplanningcostsor

recommendsthatPacifiCorpceaseincurringsuchcosts. Proposalsto excludesuchexpenses,or
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to defer suchexpensesfor recoveryonly if GridWestbecomesoperational,thusare

unreasonable.

4. Additional RevenuesShould Not Be Imputed to PacifiCorp’s Transmission

Contract with the Western Area Power Administration.

76. Mr. Falkenbergcontendsthat market-pricedwheelingratesshouldbeimputedto

PacifiCorp’s 44-year-old wheeling contract with the Western Area Power Administration

(“WAPA”), ratherthanusing thecontract’sfixed rateof $4.20perkilowatt year. This proposed

adjustmentwould imputeadditional nonexistentWashingtonpro formarevenuesof$240,383.

Exh. No. 491-TC at4, table 1, 11-8 andat 75. Actual revenuesrelatedto thecontractexceed

expensesrequiredto performtheWAPA contract,butMr. Falkenbergwantsto adjustrevenues

to showwhat theCompanymight havebeenableto realizeon thecontractif it hadbeenpriced

using 2006 pricing standards. Exh. No. 195-T at 26.

77. The most extreme measure the Commission should take when it perceives that revenues

relatedto an assetaretoo low is to disallowall relatedrevenues,expenses,andratebase,asit did

with respectto ColstripUnit 3 in CauseNo. U-83-57. Exh. No. 195-T at28. For theWAPA

contract,with revenuesin excessof expenses,suchtotal disallowancewould meanan increasein

revenuerequirement—theoppositeoftheadjustmentthatMr. Falkenbergproposes.PacifiCorp

is notproposingtotal disallowance;it is simplypointing outa rationallimit to second-guessing

of contracts.

78. Contraryto the implicationin Mr. Falkenberg’stestimony,no otherjurisdictionimposes

arevenueadjustmentfor theWAPA wheelingcontract. Tr. 506:21. AlthoughUtah andOregon

at onetime madesuchan adjustment,theyno longerdo so. Tr. 506:22— 507:8. Theadjustment

is not recognizedanywherewith goodreason: After 44 years,it is too late to second-guessthe

prudenceof a contract,basedon pricingprinciplesin effect almostone-halfcenturyafterthe

contractwasentered,andparticularlywhenthecontractmorethan coverstherelatedcostof

performance.
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5. PacifiCorp Has ConservativelyStatedIts Property Tax Expense,and the

Amount Requestedby PacifiCorp Should Be Allowed.

79. PacifiCorphasincludedan upwardadjustmentto its propertytaxes,on aCompany-wide

basis,of $1,215,888.Staffhasurgedrejectionofthis adjustment,for the ironicreasonthat the

requested increase is too small.

80. StaffwitnessDannyP.Kermoderecommendsrejectionof thepropertytaxadjustment

based on his conclusion that “this adjustment is based solely on the judgment of management,

and no other supporting computation has been provided. . .“ Thus“the Company’sadjustment

fails the ‘known andmeasurable’standardfor pro formaadjustments,and it shouldnotbe

allowed.” Exh. No. 601-Tat 7.

81. In rebuttal,Mr. Wrigley explainedthat themanagementestimateincludedasthe

appropriateincreasein propertytax wasin factbelow thereasonablerangein which theactual

increasecouldbeexpectedto fall. Thepropertytax increaseis tied to anincreasein

PacifiCorp’snetutility plantof $330,551,453.Basedon PacifiCorp’scompositepropertytax

rateof 1.2 percent,the indicatedincreasein propertytax associatedwith the increasein netplant

wouldbe $3,966,617,ormorethanthreetimes theprojectionincludedin thefiling. Exh.

No. 195-T at 19.

82. Mr. Wrigley added,however,that stateappraiserstypically employtwo methodswhen

valuingutility property—acostapproach,basedon original costdepreciated,andan income

approach.Basedon an estimatethatthecostapproachwill receivea50 percentweighting,and

ignoringaltogetheranyincreasearisingout ofuseofthe incomeapproach,aminimumproperty

taxincreaseestimatewouldbe $1,983,308,orwell abovethe$1,215,888amountrequestedas a

Company-wideadjustment.Exh. No. 195-Tat 19-20.

83. Mr. Kermodedid not disputeMr. Wrigley’s reasoningandresponse.He did not dispute

thata $330million increasein taxableplant would leadto apropertytax increase.Tr. 583:15

5 84:1. HeagreedthatPacifiCorp’scompositepropertytax ratewas 1.2 percentandthatthe

propertytax increasebasedon thecompositeratewould havebeenapproximately$4 million.
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Tr. 584:17— 585:3. He describedtheCompanyashavingprovidedprooffor an increaseof more

than$1,983,308,andin facthaving demonstratedan approximate$4 million increase.

Tr. 589:14-15.

84. Thesoleremainingargumentfor rejectionofthepropertytax adjustmentis that the

Companyhasnot adequatelyquantifiedtheadjustment.Tr. 588:2-6. In otherwords, theamount

requested($1,215,888)is far below therangeof increasetheCompanydemonstrated.

PacifiCorpbelievesit would be arbitraryandcapriciousto rejecta requestedexpenseincreaseon

thegroundthattheCompany’sevidencesupportedan actualincreaseof greatermagnitude.

6. PacifiCorp Should Be Allowed to Amortize Its Capital Stock Expense.

85. PacifiCorpproposesto amortizetheCompany’scostsrelatedto issuanceofequitycapital

before 1999. Exh. No. 191-T at 10; Tr. 454:11-15. This adjustment increases pro formatest-

yearWashingtonoperatingexpensesby $171,120. Exh. No. 193 at4.1. Mr. Wrigley notesthat

suchamortizationis comparableto themeansusedto recoverbondissuancecosts,which are

regularlyamortized.Exh. No. 195-T at 23.

86. TheCommissionpreviouslyhasallowedcapitalstock expenseto be recoveredthrough

an allowancein theauthorizedreturnon commonequity (“ROE”). In DocketNo. UE-991606,

for example,the Commissionsaid “. . . a25 basispoint markupfor flotationcostsshouldbe

made”to Avista’s allowedROE. Exh. No. 195-T at 22. Basedon this precedent,Mr. Effron

arguesthat an adjustmentto ROE is theonlymethodthat maybeusedto recover“flotation”

costs. Exh. No. 291-T at 15.

87. TheCompanyproposestheamortizationapproachbecausethis approachhasa smaller

effecton revenuerequirementthanincludingtheissuancecostaspartof theROE in perpetuity.

Exh. No. 195-Tat22. A 0.25 percentadjustmentto ROE would certainlybeacceptableto the

Company,but theproposedadjustmentis moreconservative.

88. Mr. Ward objectsto theproposedamortizationon thebasisthat it constitutesretroactive

ratemaking.Exh.No. 621-Tat 6. Although thecapitalstockexpensethat theCompanyseeksto
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recoverwas incurredbefore1999,the issuancedatesdo notaffect therationalefor recovering

theexpensesofissuingequity capitalover time, in thesamemannerasbondissuanceexpenses

arerecovered.Theamortizationofbondissuanceexpensesis routinelyincludedaspartof the

utility revenuerequirement,withoutraisingsimilar claimsof retroactiveratemaking.Exh.

No. 195-T at23.

89. Little, if any,ofthis capitalstockexpensehasyetbeenrecovered.Noneof this expense

wasrecoveredthroughROE during theperiodprior to 1982or in theperiodafter 1986,andonly

onedecisionwascited aspossiblyallowing suchrecovery.TheCommission’sorder in Docket

Nos. U-82-12andU-82-35(consolidated)statesthat theallowedROEincludesan adjustmentto

“preventthedilution from costof financing.” Tr. 456:12-19. Thisreferenceis so cryptic that it

is impossibleto discerntheextentoftheadjustment,if thedecisionhadany impactat all. In any

event,this decisionwould only affectallowedROEfrom 1982 to 1986, if it hadany effect at all.

This minor uncertaintyshouldnotbe thebasisfor disallowanceof all of PacifiCorp’scapital

stock expenses.

90. Finally, Mr. Wardarguesthatcapitalstock expenseis handledthroughcapitalaccounts

andthereforeshouldnotbe includedas autility operatingcost. Exh. No. 621-Tat5. The

requestedrecoveryrelatesto acapitalstockexpensecapitalexpensestraditionallyare

amortized.Mr. Warddoesnot explainwhy capitalstockissuanceexpensesshouldbehandled

differently from bond issuanceexpenses.

7. The SystemOverheadA&G Allocation Factor Should Not Be Changed.

91. Thes systemoverhead(“SO”) allocationfactoris usedto allocateCompanysystem

overheads.For the last 17 years,thefactorhasbeenderivedfrom relativeplantin serviceamong

thestatesandhasnot beencontroversial.Exh. No. 371-Tat20-21. Staffhasproposedto change

thefactorso that it is theaverageofthreeotherallocationfactors. This changewasbasedon a

mistakenanalysisofhistoricaldatathat suggestedto Staffthat theSO factorwasnotproperly

trackingWashington’srelativeshareofthesystem. Exh. No. 371-T at 2 1-22. Because
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PacifiCorp’stestimonyjust citeddemonstratedthat Staffwasmistaken,thereis no basisfor

departingfrom long-standingpractice.

8. Production Factor Adjustments by ICNU and Public CounselShould Be
Rejectedin Favor ofStaff’s Corresponding Adjustment That PacifiCorp Has
Accepted.

92. PacifiCoipprojectspowercostsfor therateyear, ratherthanusetest-yearpowercosts.

Theserate-yearpowercostsmustbe adjusteddownwardto correspondto test-yearloads,

becausetest-yearloadsareonly 92.8percentofprojectedrate-yearloads. Thereforethe

projectedpowercostsarescaledbackby this 92.8 percent“production factor.” As Mr. Widmer

pointsout, this approachis consistentwith theproductionfactormethodologyusedby PSE.

Exh. No. 391-Tat5.

93. Mr. Schooleyvoicesno objectionin theoryto scalingbackprojectedpowercostsusing

theproductionfactor,but proposesan adjustmentregardingapplicationoftheproductionfactor.

Exh. No. 631-T at52. PacifiCorphasacceptedMr. Schooley’sAdjustmentStaff8.10anda

correspondingreductionof$3,413,288in its Washingtonrevenuerequirement.Exh. No. 63 1-T

at 52-53;Exh. No. 195-Tat 3. With this adjustmentby Staff, PacifiCoipurgestheCommission

to acceptPacifiCorp’suseofprojectedpowercosts,scaledbackto thetestyearusing the

productionfactor.

94. Mr. FalkenbergarguesthattheCompanyshouldnotbeallowedto makepro forma

adjustmentsto powercoststo reflectutility plant additionsthat areusedandusefulasofthestart

of therateperiod. Exh. No. 491-TCat 7-18. Heacknowledgesthatthis is themethodologythat

PugetSoundEnergyusesto calculateits powercosts,but claimsthat PacifiCorpshouldnot be

affordedthesamemethodologybecausePacifiCorpis experiencingfastergrowththanPSEand

becausePacifiCoipoperatesin multiple jurisdictions. Exh. No. 491-TC at 10. His first

objectionis baffling; PacifiCoip’s fastergrowthmeansthat its productionfactoris lower, so its

testyearpowercostsareadjusteddownwardby a greaterpercentage.Mr. Falkenberg’ssecond

objectiondeniesPacifiCorpcomparabletreatmentto that affordedto aWashington-onlyutility.
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Givenacceptanceof theRevisedProtocol,thisobjectionwould bemoot. Mr. Falkenberg’s

recommendation,whichwould ignorerecentpowercost increases,is virtually certainto leadto

costunder-recovery,andis thereforeunfair andunreasonable.

95. In thecontextof theproductionfactoradjustment,Mr. Falkenbergalsorecommendsthat

theCurrantCreekplant shouldbe removedfrom ratebasebecauseit wasnotusedanduseful

duringthetestperiod. Exh. No. 491-TCat 744-45. This adjustmentignoresCommission

precedentthat allowspro forma adjustmentsto includeutility plantthat is usedandusefulatthe

startof therateeffectiveyear. A recentexampleof applicationof suchprecedentis the

Commission’sallowanceofCoyoteSpringsII into ratebasein Avista’smostrecentratecase.

Exh. No. 195-Tat 29; WUTCv. AvistaCorp., DocketNos.UE-050482,UG-050483,Order

No.05 at 113 (Dec.21, 2005).

96. Finally, Mr. Effron contendsthattheproductionfactoradjustmentshouldnotbeused

becauseof apurportedmismatchbetweenproformaadjustmentsto utility plant anddepreciation

andgrowthin accumulateddeferredincometaxeson embeddedplant. Exh.No. 291-Tat9-12.

With theCompany’sacceptanceof Mr. Schooley’sadjustmentto theproductionfactor

calculation,changesto productioncostsafterthetestyearhavebeenproperlymodeled. Mr.

Effron’s adjustmentrunscounterto theprecedentin theAvistadocketnotedabove;apro forma

adjustmentto accountfor known andmeasurableadditions to utility plant doesnot imply that

existingutility plantmustbe depreciatedatthe rateyearlevel or thataccumulateddeferredtaxes

following thetest yearmustbe included.

9. ICNU’s Adjustment for ScottishPowerCross-ChargesShould Be Rejectedin

Favor of Staff’s Corresponding Adjustment That PacifiCorp Has Accepted.
97. Basedon actualcross-chargesbetweenScottishPowerandPacifiCorpbetweenApril

2004andDecember2004,PacifiCoip proposesto includecross-chargesasaknownand

measurableexpenseunderAdjustment4.13. Exh. No. 191-T at 13. Mr. Schooleyproposesthat

thesecrosschargesbereducedto removechargesrelatedto certainstrategicplanningand
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executiveincentivefunctions. Exh. No. 631-T at41-43. PacifiCorphasacceptedtheStaff-

proposedchanges.Exh. No. 197 at 1; Exh.No. 195-T at3.

98. Mr. Seleckyproposesa moregeneralizedadjustmentto the samecross-chargesthatwas

somewhatsmallerthanStaffscorrespondingadjustment.Exh. No. 301-T at 14; Exh. No. 305

at 1. BecausePacifiCorphasacceptedthe largerofthe two proposedcross-chargeadjustments,

thesecondandsmalleradjustmentto thesameitem is moot.

D. The CommissionShould RejectUnreasonableand UnsupportedAdjustments to
PacifiCorp’s Rate Base,Unrelated to theRevisedProtocol,That Are Proposed by
Staff and Intervenors.

99. In thesubsectionsbelow,PacifiCorpaddressesfourrelatedStaffadjustmentsto the

Company’scashworking capital: AdjustmentStaff8.1—updatecashworkingcapital,

AdjustmentStaff8.la.—removecurrentassets,AdjustmentStaff8.2—Trappermine ratebase,

andAdjustmentStaff8.3—JimBridgermine ratebase. PacifiCorpalsoaddressesaportionof

PublicCounsel’sproposedadjustmentfor miscellaneousdeferreddebitsandPublic Counsel’s

proposedremovalofcertainacquisitionpremiumadjustments.

1. The CashWorking Capital RequirementThat PacifiCorp Included in Its
Rate Base,Basedon a Lead-Lag Study, Is the Appropriate Amount and
Should Be Allowed.

100. PacifiCorp,like otherbusinesses,hasacashworkingcapitalrequirement.Cashworking

capitalis thecapitalneededduring thetimebetweenthepaymentof servicesandthereceiptof

revenue.As an investor-suppliedcapitalrequirementnecessaryto provideelectricservice,cash

workingcapitalis treatedasa capitalcomponentof, andthus anadditionto, utility ratebase,’4

PacifiCorpconformswith thestate-of-the-artandgenerallyapplicablerequirementsof rate

14 Stafflabelsits approachto calculatingcashworking capitalthe“InvestorSupplied
Working Capital” approach.PacifiCorphopesit is self-evident,however,that g~fundsneeded
to makepaymentsfor servicesbeforereceiptofrevenuesfrom its customersmustcomefrom
investors;thereis no othersourceoffundsneededto pay costsincurredin advanceof cash
receiptsfrom customers.Thus, lead-lagstudies,which takeaccountofthetiming ofall
paymentsand ofall receiptsof fundsfrom customers,alsocalculatetheamountof cashworking
capitalrequiredfrom investors.
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regulatorsby using alead-lagstudyto calculateits cashworking capitalrequirements.Exh.

No. 195-T at 11. NeitherStaffnorany Intervenorhasnotedanydeficiencyin PacifiCorp’slead-

lag studyor anynonconformanceof that studywith acceptedmethodsfor determiningcash

working capital.

101. In lieu of a lead-lagstudy,Mr. Schooleyhascontinuedin this proceedinghis useof a

balancesheetapproachto calculatecashworkingcapital. By thisbalancesheetmethod,

Mr. Schooleyconcludesthat PacifiCorpactuallyhasanegativecashworkingcapitalneed—in

otherwords,Mr. SchooleyhasconcludedthattheCompanymuston averagereceivepayments

for servicebeforeit is requiredto payits relatedbills. As aresultof this conclusion,Staff

removesthefollowing cash-working-capital-relatedcomponentsfrom companywideratebase:

(i) Prepayments,fuel stock,materialsandsuppliesandworking capitalof $17,956,094,(ii)

Trappermineratebaseamountof $47,494,(iii) Bridgermineratebasematerialsand supplies,

inventory,andprepaymentsof$534,735,and(iv) DaveJohnsonmineclosureotherworking

capitalof $270,089. Exh.No. 631-T at43-51.

102. In thisproceeding,theCommissionhasthechoicebetweenthestate-of-the-artmeansof

computingan accuratecashworking capitalallowancethat is nearlyuniversallyacceptedby

utility regulators—thelead-lagapproachof PacifiCorp,oran outmoded,less accurate,and

unreliablemethodthatto thebestofPacifiCorp’sknowledgeis acceptedby no otherutility

regulators—thebalancesheetapproachof Staff. TheCommissionhasnothadtheopportunityto

revisit the issueoftheproperapproachto calculationof cashworkingcapitalfor manyyears,

andPacifiCorpurgesa closelook at developmentsin this areaoverthepasttwo decades.

PacifiCorpmerelyseekstheright to usean accuratemeansof establishingthe level of cash

workingcapitalactuallyrequiredfrom its investors.

103. TheFERChassuccinctlysummarizedtheconclusionsof regulatorsnationwide:

“The determinationsby regulatorsthathavereviewedtheproper
methodsof calculatingcashworkingcapitalareclear. As the
FERChasconcludedasaresultofrulemakingreview: “[w]herea
fully developedandreliablelead-lagstudy is availablein the
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record,wewill utilize that studyto determinetheworking capital
allowance.”

CarolinaPower& Light Co., 6 FERC¶ 61,154atp. 61,296 (1979).

104. FERC alsohasdeterminedthat “a fully-developedandreliableleadlag studyis themost

accuratemethodof determiningtheworking cashneedsof aparticularutility.” KansasGas &

Elec. Co.,28 FERC¶ 63,004at p. 65,038 (1984).

105. Stateregulatorsagree.PacifiCorp’slead-lagstudyapproachto thecalculationofcash

working capitalis acceptedin all five of theotherstatesin which it providesservice. Tr. 509:20

— 5 10:2. A surveyof thestatesin theWECC areain which PacifiCorpdoesnotprovideservice

revealsthat eachofthesestatesalsousesthe lead-lagstudyapproach.’5

106. Staffsimplyhasnot followedregulatorydevelopmentsin thecalculationofcashworking

capital. Mr. Schooleycouldnot identify anyotherjurisdictionin theUnited Statesthat usesa

balancesheetapproachto the calculationofcashworking capital. Tr. 612:1-8;Tr. 619: 6-12. In

responseto aquestionfrom thebench,Mr. Schooleyalsoacknowledgedthat sincehis initial his

employmentin 1991,hehasnotstayedcurrentwith thedevelopmentof lead-lagandother

methodologiesfor computingcashworking capital. Tr. 629:3-25.

107. Why is thebalancesheetapproachsouniversallyignoredin thesettingofcashworking

capitalrequirements?Onereasonmaybethatthebalancesheetapproachfails to measurewhata

cashworkingcapitalstudyneedsto measure.For example,Mr. Schooleyacknowledgedthathis

balancesheetapproachincludedamountsbilled but not paid,aswell asamountsbookedas

revenuefor servicesrendered,butnot yet evenbilled. Tr. 6 14:22— 615:8. Whenaskedif

revenuesnot availableto theCompanyuntil a futuredatecouldbeusedto paycurrentbills of

PacifiCorp,Mr. Schooleyresponded“yes.” Tr. 618:22— 619:1.16 Thus,Mr. Schooleyhas

15 N.M. Admin. Code§ 17.9.530.14(E)(l);In reAriz. Pub. Serv.Co. Comm’nDocket

No. E-10345A-03-0437;Cob. Mun.Leaguev. Pub. Utils. Comm‘n, 687 P.2d416, 420 (Cob.
1984); In reNevadaPowerCo., DocketNo. 03-10002,Nev.PUC LEXIS 103 (Nev.Pub.Serv.
Comm’n,Mar. 26, 2004).

16 Mr. Schooleycasuallyobservedthatonecouldpay currentbills with somethingthat

will be availablein thefuturebecause“[y]ou useyour credit cardeveryday.” Tr. 619:1. This
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concludedthatPacifiCorphasno cashworking capitalneedsby assumingawaytheveryreason

theCompanyneedscashworking capital—thefact that onecannotpaycurrentbills with balance

sheetrevenuesthatit hasnot received,orfor that matterevenbilled.

108. Finally, Mr. Wrigley pointedout howsensitivethebalancesheetresultsareto judgments

madeby theuserofthis approach.He notedthat if Staffhadtreatedvariousaccountsthesame

wayasit did in PacifiCorp’slast rateproceeding,thecomputedcashworkingcapital

requirementswould havebeenapositive$84.9million, ratherthanthenegative$16.1 million

advancedin this proceeding.Exh.No. 195-Tat 13-14. Mr. Wrigley wascross-examinedat

lengthas to whetherStaffstreatmentofthevariousaccountsin this proceedingcouldbe

justified. However,this cross-examinationmissedthepointof Mr. Wrigley’s testimony: that

thebalancesheetapproacheasilycanbe,andhasbeen,usedto getabroadarrayofinconsistent

results.

109. PacifiCorphasemployedtheappropriatelead-lagstudymethodfor calculatingcash

working capital. No partyhaspointedout any defectin PacifiCorp’suseofthis accepted

methodology. PacifiCorpshouldbe allowedto includein its ratebasethecashworking capitalit

hasdemonstratedit needs.

2. Proposed Reductions in MiscellaneousDeferred Debits, Beyond the Levels
Acceptedby PacifiCorp in Its Rebuttal Testimony, Have Not BeenJustified
and Should Be Rejected.

110. PacifiCorphasacceptedsubstantialadjustmentsto themiscellaneousdeferreddebits

(“MDD”) ratebaseaccount,asproposedby Mssrs.Schooleyand Effron. TheCommission

shouldrejectMr. Effron’s unsupportedproposalto removetheremainingbalance.

111. Oftheinitial $7,596,981in theMDD account,PacifiCorphasagreedto removedeferred

costsof $1,538,585relatedto theTrail MountainMine andthe$2,390,210relatedto the

observationmight havebeenmorehelpfulif PacifiCorppossessedazero-interestcredit cardon
which lenderswerewilling to advancecashworkingcapitalwithout charge.Thefact that
PacifiCorpmust,in fact,obtain investorfundsto payobligationsduebeforeits ownbills arepaid
is theprecisefact that Staffcontinuesto ignorein its cashworking capitalanalysis.
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TransitionPlanregulatoryasset. Exh. No. 193 at2.2; Exh.No. 197 at 3. In Mr. Wrigley’s

rebuttaltestimony,thesearereferencedasAdjustmentsStaff8.12 and 8.14,with a neteffecton

revenuerequirementof $195,814and$1,805,004,respectively. Exh.No. 195-T at 3. Both

Mr. Effron andMr. Schooleyproposedtheseremovals.Exh. No. 291-Tat 4; Exh. No. 631-T

at 54-56. Additionally, bothofthesewitnessesrecommendedremovalofthe$1,586,540of

amortizationcostsfor theTransitionPlanregulatoryasset,andthis hasbeenincludedin

AdjustmentStaff8.14 asacceptedby the Company.Exh.No. 197 at 3.

112. In addition,Mr. SchooleyrecommendedAdjustmentStaff8.13 to removedeferred

environmentalremediationfrom theMDD account.Exh. No. 631-Tat 55. AlthoughPacifiCorp

did acceptthis adjustment,theeffect is substantiallyoffset by adjustment8.5a,which reverses

PacifiCorp’sproposedAdjustment8.5. Exh. No. 195-T at4; Exh. No. 197 at 2-3.

113. Beyondtheseacceptedchanges,Mr. Effron proposeswithout substantiationthatall

remainingassetsin theMDD accountbe removedfrom ratebase. Exh. No. 296-Tat 5.

Mr. Effron simply statesthat theCommissionhasnot authorizedtheinclusionoftheseassetsin

ratebaseandthatacceptanceof suchtreatmentin thesettlementin DocketNo. UE-032065does

not constituteprecedent.Exh.No. 296-T at5. As Mr. Wrigleypointsout in rebuttal,

authorizationis not requiredto includetheseitems in ratebase. Exh. No. 195-Tat 17. With the

contestedelementsof theMDD accountremoved,theremainderof theaccountthusshouldbe

accepted.

3. The Acquisition Premium Adjustments Included by PacifiCorp in This

ProceedingHave BeenJustified and Should Be Allowed.

114. PacifiCorphasincludedin ratebase$7,969,300of undepreciatedcostsconstitutingthe

premiumoverbook valueit paidfor threeacquisitionsofutility assets.Exh. No. 195-T at 17-18;

seeExh. No. 193 at2.2 “Elec PlantAcq Adj” & 2.32 for ratebaseamounts.Mr. Wrigley points

out that 92 percentof thisamountis relatedto the“YampaAcquisition” of theCraigandHayden

powerplants,which theCompanywasauthorizedto recordon its booksin DocketNo. UE-
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911186,andwhich Staffdeemedaprudentacquisitionin theJointReportfiled in compliance

with anorder in DocketNo. UE-991832.Exh. No. 195-T at 17.

115. Mr. Schooleyacknowledgestheprior treatmentof theYampaAcquisition anddoesnot

proposeany disallowancefor theacquisitionpremium,butnotesthattherehasbeenno explicit

Commissionapproval. Exh. No. 631-T at 60-62. Commissionapprovalofan acquisition

premiumis requiredbeforethepremiummaybeincludedin ratebase. Exh.No. 631-T at60.

ThereforetheCompanyseeksrecognitionoftheprudenceof thepremiumpaid in theYampa

Acquisition, basedon theprior reviewandthe favorableandundisputedconclusionnotedabove.

Exh. No. 195-T at 18.

116. Theremainingtwo acquisitionpremiumsin theratebaseaccountarerelativelyminor:

$530,000relatedto theWyodaksteamplant and$101,000for atransmissionline. Exh.No. 195-

T at 18. TheCompanyseeksCommissionapprovalof thesepremiumson thebasisthatit was

prudentto acquiretheassetsat asmallpremiumovercost lessdepreciation,ratherthanconstruct

duplicatefacilities.

E. The Commission Should Recognizein This Proceedingthe Actual and Reasonable

Capital Structure That Supports PacifiCorp’s Utility RateBase.

117. In thesubsectionsbelow,PacifiCorpaddressesproposalsby StaffandIntervenorsto

restatetheCompany’scapitalstructuresupportingits plantin service,by includingshort-term

debtandby removingaportionof theCompany’sequity capital.

1. Inclusion of Short-Term Debt in PacifiCorp’s Capital Structure Would

Result in a Double-Counting of Short-Term Debt in PacifiCorp’s Rates.

118. StaffwitnessJamesA. Rothschildhasproposedincluding in PacifiCorp’scapital

structuresupportingits plantin servicea 4 percentshort-termdebtcomponent.Exh. No. 153

at 1. Hearguesfor this inclusionbecausethe Commissionhasin thepastincludedshort-term

debtin utility capitalstructuresandbecausePacifiCorpcarriesshort-termdebtbalances.Exh.

No. 151-Tat 13-15. PublicCounselwitnessStephenG. Hill alsoincludesa short-termdebt

componentassupportingPacifiCorp’splant in service. Basedon his finding that theactual
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amountofsuchdebthadaveraged2.67percentoverthelast 10 quarters,Mr. Hill usesa

3 percentshort-termdebt component.Exh.No. 91-T at 35; Exh. No. 107 at 1. Mr. Rothschild

assumesa short-termdebt costof3.32 percent,while Mr. Hill assumesa short-termdebtcostof

3 percent. Exh. No. 107 at 1; Exh. No. 153 at 1. Becauseof increasesin recentmonthsin the

costofshort-termdebt, thecurrentcostof suchdebtto PacifiCorpis 4.50 percent,andthe

forwardshort-termrateasofMarch 31, 2006 is 4.71 percent. Tr. 1309:24— 1310:5;Exh.

No. 66-T at 4.

119. ICNU witnessMichaelP. Gormandoesnot includeshort-termdebtasa componentof

thecapitalstructuresupportingPacifiCorp’splant in service. Exh. No. l21-T at 16. Whenasked

in a datarequestwhyhehadexcludedthis capitalcomponent,he accuratelyrepliedthat

PacifiCorp’sshort-termdebtis accountedfor assupportingtheCompany’sconstructionwork in

progress,andthus is notproperlyincludedin thecapitalsupportingits plant in service:

“Basedon theCompany’sresponsesto datarequests,theamount
ofshort-termdebtprojectedto beusedby PacifiCorpin thetest
yearwasnot significant. Hence,Mr. Gormanassumedthat short-
termdebtwasbeing usedto supportconstructionwork in progress
(“CWIP”). It is Mr. Gorman’sunderstandingthat CWIP is not
includedin ratebase. Hence,short-termdebtwasnot includedin
his proposedcapitalstructure.”

Exh. No. 141 at2 (Responseto StaffsDataRequestNo. 4).

120. PacifiCoip’switnessBruce Williams explainedwhatMr. Gormanrecognized—that

inclusion of short-termdebtassupportingPacifiCorp’splant in serviceconstitutesan improper

double-countingofthesamelow-costcapitalalreadyusedto determinethefinancing costsof

CWIIP. PacifiCorprecoversthecarryingcostofCWIP incurredbeforesuchplantis includedin

ratebasethroughthecapitalizationofan allowancefor fundsusedduring construction

(“AFUDC”) andthesubsequentadditionofsuchamountsto ratebasewhentheplant associated

with theapplicableAFUDC entersratebase. TheFERCUniform SystemofAccountstreats

short-termdebtasthefirst sourceofcapitalavailableto PacifiCorpin calculatingits allowable

AFUDC. Exh. No. 66-T at 1-2.
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121. PacifiCorp’saverageshort-termdebtbalancesarelower thantheCompany’saverage

CWIPbalances.Exh. No. 67 at 1; seealsoExh. No. 72. Overthe last 18 months,for example,

CWIPbalanceshaveexceededtheCompany’sshort-termdebtby over $116million on average.

Exh. No. 66-T at 1. Accordingly,theattributionof PacifiCorp’sshort-termdebtby

Mr. RothschildandMr. Hill aspartof thecapitalsupportingplantin servicecannotbe correct.

If short-termdebtbalancesarelessthanCWIP, astheyare for PacifiCorp,thenshort-termdebtis

attributedentirelyto fundingplantnot yetin theratebaseandcannotconcurrentlyalsobe

countedasfundingplant in service;e.g.,ratebase. To includeshort-termdebtin thecapital

structurein this casewould effectivelycountthesamecapitalasavailableto lowerWashington

ratestwice—onceto reducetheamountof AFUDC addedto ratebaseat thetime plantis

deemedusedandusefulandasecondtime to lower therateof returnon thesameratebase.

122. Onthestand,Mr. Rothschildhadno choicebut to recognizehis double-countingof short-

termdebt. Hewaspresentedwith theFERCformulafor calculatingAFUDC. Exh. No. 165.

Acknowledgingthesimplemathematicsof theAFUDC formula,heagreedthat if theCWIP

balanceis equalto or greaterthantheshort-termdebtbalance(asfor PacifiCorp),all of the

utility’s short-termdebtis assumedin theAFUDC formulato beappliedto CWIP. Tr. 1333:17-

24. He alsoacknowledgedthat theComniissionwould double-countshort-termdebtby

includingsuchdebtin calculatingPacifiCorp’srateof return,unlesstheCommissionalso

modifiedthecalculationsin theFERCUniform Systemof Accountsto establishaWashington-

only AFUDC ratebasedon PacifiCorp’sweightedaveragecostof capital. Tr. 1375:17— 1376:7.

As Mr. Williams pointedout, suchaWashington-onlyapproachwould requirePacifiCorpnot to

follow theFERCUniform SystemofAccounts,both for Washingtonsitusassetsand for non-

Washingtonsitusratebaseassets.Suchan approachalsowould requiredifferentCompany-wide

AFUDC calculationsfor Washingtonthanfor all otherstatesin which PacifiCorpoperates.

Tr. 1307:16— 1308:15.

123. Facedwith an undeniableandindefensibledouble-countingerror,Mr. Rothschild

attemptedto introducea red herring. Hestated,without anyattemptat analysis,that if all of
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PacifiCorp’sshort-termdebtwasallocatedto CWIP, thatperhapstheCommissionshouldimpute

additionalshort-termdebtthattheCompanyshould issueto cover seasonalvariationsin

revenues.Tr. 1334:10— 1335:6. Ofcourse,theusesofshort-termdebtandtheamountof short-

termdebtneededby PacifiCorpis not changedby whethersuchdebtis countedassupporting

CWIP or as supportingworkingcapitalrequirementsfor day-to-dayoperations.Theissueis not

howPacifiCorpusesshort-termdebt,which is fungiblewith all othercapitaloftheCompany.

Rather,the issueis how manytimesratepayersmaybeallocatedcredit for thesamecapital. If

thecapital is allocatedto AFUDC to lower thecostof plant enteringservice,it cannotalsobe

allocatedto theongoingfinancing ofplantin serviceto lower theCompany’srateof return.

124. Otherstateregulatorshaverecognizedthat if CWIP is excludedin ratebase,short-term

debtalsomustbe excluded. For example,noneof theotherfive statesin whichPacifiCorp

operatesincludesshort-termdebtin computingtheCompany’srateofreturnon its plant in

service.17

125. PacifiCorpunderstandsthat exclusionofshort-termdebtfrom its capitalstructurewould

requireabreakwith pastCommissionpractice;however,basedon theevidencepresented,and

theadmissionsof Staffsrate-of-returnwitness,acontraryresultwould constitutedouble-

countingandwould be arbitraryandcapricious. Onereasonratehearingsareheld is to

demonstratewhenchangesin ratemakingapproachesarecalledfor; this is onesuchsituation.

17 See,In theMatteroftheApplicationofPac~JICorp,DocketNo. U-901-E,Decision03-

11-019(Cal. PUC Nov. 13, 2003);In theMatter ofPac~,ficPowerandLight (ciba PacifiCorp),
DocketNo. UE 170, OrderNo. 05-1050(Or. PUC Sep. 28,2005);In theMatterofthe
ApplicationofPac~~fiCorp,DocketNo. 20000-230-ER-OS,BenchOrder(Wyo. PSC,Feb. 10,
2006);In theMatter oftheApplicationofPac~,fICorpdba Utah Power& Light Company,Case
No. PAC-E-05-1,OrderNo. 29833,(Ida. PUC, Jul. 22, 2005);In theMatteroftheApplicationof
PacijlCorp, DocketNo. 04-035-42,Order(Ut. PSC,Feb.25, 2005).
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2. PacifiCorp’s Proposed 49.5Percent Common Equity Ratio Is Consistent
Both with the Company’s Actual Common Equity Ratio and with the
Common Equity Ratios of Electric Utility CompaniesComparable to
PacifiCorp.

126. PacifiCorp’scostofcapitalin this caseis basedon what its actualcapitalstructurewill be

asof March 31, 2006. Thatcapitalstructurewill be 49.40percentlong-termdebt, 1.10percent

preferredequity, and49.50percentcommonequity. Exh. No. 61-T at 2-3. The49.50 percent

commonequity componentwill be theresultof fourquarterlycashcontributionsby PacifiCorp

Holdings,Inc. (“PHI”), PacifiCorp’sparentcompany,totaling$500million, and alsotakesinto

accountplanneddebtfinancingthroughMarch 31, 2006. Exh. No. 61-T at 5.

127. TheCompany’sactualMarch 31, 2006 commonequityratio is consistentwith theratios

of utilities comparableto PacifiCorp. ValueLine estimatesthe commonequity ratio ofthe

companiesusedto evaluatePacifiCorp’sequityreturnrequirementsto be 53.2 percent. This

actualequityratio also is designedto enablePacifiCorpto financeits requiredcapital

expenditureswhile maintainingcreditmetricsthatsupportthecontinuanceofits current“A-”

credit rating. Exh. No. 61-T at 6.

128. Witnessesfor StaffandIntervenorshaveproposedcapitalstructureswith varying lower

commonequity ratios. Eachof theserecommendationshasthe following in common: (i) they

ignorePacifiCorp’sactualcommonequity ratio; (ii) they ignoreoneormoreoftheactualequity

infusionsbeingmadeinto PacifiCorpby March31, 2006;and(iii) theyignorethehigher

commonequityratiosofthecomparablecompaniesusedin boththeir andPacifiCorp’sanalyses

of equityreturnrequirements.As discussedbelow, theserecommendationsarebasedon neither

PacifiCorp’sactualnor comparablecompanycomparativecapitalstructurerequirementsand are

thereforeunreasonable.

129. Mr. Rothschildanchorsthe low endof therecommendations,with aproposed

43.5 percentcommonequity componentin PacifiCorp’scapitalstructure.Exh. No. 151-T at 10.

If he hadproperlyexcludedshort-termdebtfrom thecapitalstructure,for thereasonsprovidedin
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theprecedingsectionof thisbrief, his commonequityratio wouldhavebeen45.3 percent.

Tr. 1336:8— 1337:4.

130. The45.3 percentcommonequity ratio,excludingshort-termdebt,still falls short. For

example,Mr. Rothschildacknowledgesthat ValueLineprojectsthatthecomparablecompanies

to PacifiCorpwill haveequity ratiosrangingfrom 48.6 percentto 51.8 percent. Tr. 1350:18—

1351:7. To geta lower ratio, headvisedtakingthenumbersfor his “FPL” companyonly, as the

mediancompanyin his sample;however,whenshort-termdebtis removed,FPL itselfhasan

equityratio of48.5 percent. Tr. 1339:12-19.

131. Mr. RothschildalsocitedPacifiCorp’shistoricalequityratiosto supporthis lower

numbers.Exh. No. 151-T at 16-17. This comparisonalsocouldnot withstandclosescrutiny.

Overthepast10 years,PacifiCorp’scommonequityratio,excludingshort-termdebt,hasranged

from 44.3 percentto 51,1 percent. Tr. 1340:14-22.Looking moreclosely,in theyearsthrough

2000,thecommonequityratio rangedfrom 48.6percentto 51.1 percent. Tr. 1341:20— 1342:3.

Thecommonequityratiodroppedafter2001 asaresultof thewrite-offs to earningsPacifiCorp

absorbedbecauseoftheenergycrisis. Theearningshits meantthat unlessPHI providednew

equity capital,thecommonequityratio oftheCompanywould (andit did) decline. During this

periodoftemporaryfinancialdecline,PacifiCorp’sbusinessrisk positiondeclinedfrom position

3 to position5. Tr. 1345:12-25.In response,PHI committedto infuse$500million in equityin

2005 andthefirst quarterof 2006,to restorethehistoricalequity supportfor PacifiCorp’scapital

structureandcredit. Tr. 1342:4— 1343:4. Theinfusion ofnewequity capital,however,merely

restoredtheCompany’spre-energycrisis financialratios. Tr. 1344:20— 1345:8.

132. Mr. Hill similarly recommendsa44 percentcommonequity ratio. His recommendation

is basedon reasoningcomparableto Mr. Rothschild’s. As with Mr. Rothschild,he (i)

improperlydouble-countsshort-termdebt, (ii) ignoresthecommonequityratiosofthe

comparablecompaniesthat heusedin his equityreturn analysis,(iii) relieson thetemporary

declinein PacifiCorp’scommonequity ratiosduring thetroubledperiodfollowing theenergy
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crisis andasaresultofPacifiCorp’sattendantlosses,and(iv) ignorestheequity infusionsinto

theCompanythat hasrestoredits pre-energycrisis ratios. Exh. No. 91-Tat 33-40.

133. Mr. Gormanrecommendsthelessextreme,but still unjustified,reductionof PacifiCorp’s

actualMarch 31,2006commonequityratio to 47.1 percent. Exh. No. 121-T at 16. This

recommendationis madein thefaceofMr. Gorman’sacknowledgmentthat his owngroupof

utilities comparableto PacifiCorpcurrentlymaintainsan average49 percentcommonequity

ratio. Tr. 1678:3-11.

134. Thereasonsinitially givenby Mr. Gormanfor his proposedreductionto theactualequity

ratiowere(i) hedid not know if PHI would makethefull $500million equity infusionprojected

by PacifiCorp(Exh. No. 121-T at 8), (ii) his recommendedcapitalstructurewasadequateto

supportPacifiCorp’scurrent“A-” bondrating(Exh.No. 121-T at 9), and(iii) it hadnotbeen

shownthat ScottishPowerwould fundtheequityinfusions into PacifiCorpwith equityinfusions

at ScottishPower(Exh. No. 121-T at 9).

135. Mr. Gorman’sreasoningfor replacingPacifiCorp’sactualamountof commonequity

with a lower level cannotwithstandscrutiny. First, the$500million in equityinfusionsis

requiredby an agreementwith MEHC. Exh. No. 66-T at 5-6. Duringthehearing,Mr. Gorman

acknowledgedthatby thentheinfusionswereknownandmeasurable.18Tr. 1670:23— 1671:6.

Second,Mr. Williams pointedout that,contraryto Mr. Gorman’sassurances,whenproperly

calculatedincludingdebtequivalentsin themannerof Standard& Poor’s,Mr. Gorman’s

recommendedequity percentagefell well below thebottomof the“A” utility range. Exh.

No. 66-T at 8-9. Finally, asMr. Hill pointedout, ScottishPoweritselfhasa54 percent

consolidatedcommonequityratio,thus makingclearthat theScottishPowerconsolidatedequity

ratio for purposesof establishingratingmetricsis evenstrongerthanthe requestedPacifiCorp

equityratio. Exh. No. 1 14-Tat 5.

18 Mr. Gorman’squalificationthathe did not know if offsettingdividenddistributions

hadbeenmadeis not germane.Dividendsarereturnsof earnings,whichif not distributedwould
causeequity of theCompanyto beevenhigher. ThePacifiCorpnumberswill be theactual
commonequitynumbersasofMarch31, 2006. Exh.No. 66-T at7.
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136. With StaffsandIntervenors’commonequityratios unsupportedby PacifiCorp’sactual

equityratio,by theequityratioofcompaniesfoundto be comparableto PacifiCorp,orby the

ratingsmetricsfor PacifiCorp’scurrentcreditrating,PacifiCorpexpectsthat partiesmayfall

backon theargumentthat “the Commissionset lower commonequityratios for Avista andfor

PSEin recentratedecisions.”However,areviewof theapplicablerecentdecisionsrevealsthat

for eachutility, the Commissionset theequityreturnbasedon its estimateoftheactualequity

ratio that theutility could achieveduringtherateperiod. As theCommissionstatedin its PSE

Order,despiteathencurrentequityratioof 40 percent,therateperiodequity ratio shouldbe set

at 43 percent,because:

“Our goal in this proceedingshouldbe to set theCompany’sequity
ratioatthe level that theevidenceshowsis mostlikely to prevail,
on average,overthecourseoftherateyear.”

WUTCv. PugetSoundEnergy,Inc., OrderNo. 06 in DocketNos.UG-040640et al., Order

No. 06 at 17 (Feb.18, 2005). Avista alsowasallowedasettlementequity ratioof 40 percent,

despitean actualequityratioof 27 percent,to supportthecompany’sequity-buildingefforts.

WUTCv.Avista Corp.,supra. at 25-26.

137. PacifiCorphasdemonstratedthereasonablenessof its actual49.5 percentcommonequity

ratio,andthatratiothusshouldbe adopted.

F. The CommissionShould Reject theAbnormally-Low Common Equity Return

AllowancesProposedby Staff and Intervenors.

138. PacifiCorpwitnessDr. SamuelC. Hadawaytestifiedthat an 11.125percentROE would

beareasonablereturnon PacifiCorp’scommonequity capital. Exh. No. 21-T at 28. TheStaff

andIntervenorwitnessesmakerecommendationsthatrangefrom an 8.95 percentto a9.80

percentROE. Exh. No. 26-T at 1. As discussedbelow, PacifiCorphasdemonstratedthat these

lower ROE recommendationsarebelow thelevelsallowedcomparableutilities andare

incompatiblewith metricsestablishedfor PacifiCorp’scurrentbondrating.
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1. The Common Equity Returns Recommendedby Staff and Intervenors are

Out ofLine with Returns Being Allowed Throughout the Nation.

139. As this Commissionhasrecognizedin its prior rateorders,thedeterminationof thecost

of commonequitycapitalis animpreciseart, requiringtheexerciseofinformedjudgment.

Tr. 1362:3-11. Althougheachequityreturndecisionrestson thefactsof aparticularcase,other

decisionsin this jurisdictionanddecisionsin otherjurisdictionsareusefulindicators. Indeed,the

Commissiondoeslook at andgiveweight to theaverageofreturnsauthorizedin other

jurisdictionsascorroborativeevidenceand asausefulreality checkon thereasonablenessof

commonequityreturnproposals. WUTCv. Avista Corp.,supra. at 23 (fn 45).

140. Thereturnscurrentlybeingallowedin otherjurisdictionsarein therecord. Theaverage

ROE allowednationallywas 10.84percentin thethirdquarterof2005 and 10.75percentin the

fourth quarterof 2005. Tr. 1235:8-14. To maintainits financialstrengthand supportits large

capitalprogram,PacifiCorpseeksan equityreturn slightly abovethe averageofallowedreturns

nationally; Staffand Intervenorsseekequityreturnsfar belowtheaveragein otherjurisdictions.

141. Closerto home,this Commissionapprovedin December2005 acontested10.4 percent

ROErecommendedby Staffin astipulationwith Avista,rejectingthetestimonyofthewitness

for PublicCounselthat theROE shouldhavebeenonly9.25 percent. Tr. 1359:17— 1360:10;

WUTCv. Avista Corp.,supra. at 22-23. Earlierin 2005, thisCommission,rejectedaStaffROE

recommendationof9 percentandaPublicCounselROE recommendationof9.75 percent,and

foundtheappropriateROEfor PugetSoundEnergyto be 10.3 percent. WUTCv. PugetSound

Energy,Inc., supra. at 11-12,32. With respectto PacifiCorprateordersduring thepastyear,the

UtahPublicServiceCommissionmostrecentlyalloweda 10.5 percentequityreturnandthe

Wyoming PublicServiceCommissionmostrecentlyalloweda 10.75percentequityreturn.19

Thelowestreturnfor PacifiCorpin anyjurisdictionin recentyearshasbeen10 percentfrom a

19 In theMatteroftheApplicationofPacijICorp, DocketNo. 04-035-42,Order(UPSC
Feb.25, 2005);In theMatteroftheApplication ofPacijICorp, DocketNo. 20000-230-ER-OS,
BenchOrder(Wyo.PSCFeb. 10, 2006).
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stipulationpresentedto the OregonPublicUtilities Commission.ThatStipulation,however,

disclaimedanyagreementasto thecostofcapitalandalsoincludedfavorableprovisionsnot

requestedfrom or currentlyprovidedby this Commission,suchasa fully forwardtestyear.

Tr. 397:1-21;Tr. 412:23—413:16.

2. The Common Equity Returns Recommendedby Staff and Intervenors Are

Insufficient to Maintain PacifiCorp’s Credit Rating.

142. In additionto beingout ofline with averagereturnsnationally,returnsallowedby

PacifiCorp’sotherjurisdictionsandreturnsallowedby this Commissionfor theother

Washingtonutilities, StaffsandIntervenors’proposedROEsaremoststriking by thedegree

theyareinconsistentwith maintenanceofPacifiCorp’scurrent“A-” bondrating. Mr. Williams

providedtheapplicablecomparisonsto thethreemainratingsmetrics—fundsfrom operations

(“FF0”) interestcoverage,total debtratio andFF0to totaldebt. Eachof therecommendations

by Mr. Hill andMr. Gorman,if appliedCompany-wide,would fail boththetotal debtratio and

FF0to total debtmetricsfor PacifiCorp’scurrentbondrating. Exh.No. 26-T at 7-8. With

PacifiCorp’sattemptingto maintainits creditratingsgoing forward,suchlow metricsrepresenta

seriousfinancialthreat.

3. PacifiCorp’s RequestedCommon Equity Return of 11.125PercentIs Well-

Supported.

143. Theneedto maintainPacifiCorp’screditrating alonejustifies theCompany’srequested

ROE. However,Dr. SamuelC. Hadawayalsopresenteda seriesofanalysessupportingan

11.125percentreturn.

144. Dr. Hadawayfirst reviewedvariousversionsofdiscountedcashflow (“DCF”) models.

DCF modelsarebasedon theconceptthat a stock’spricerepresentsthepresentvalueof all

futurecashflows expectedfrom thestock. Theformulacapturingthis conceptcanbe simplified

to showthat therequiredequityreturnis equalto a stock’sdividendyield plus its expectedlong-
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termdividendgrowth.2° Exh. No. 21-Tat 12-13. Dr. Hadawayrejectedthe“constantgrowth”

form oftheDCF model,which equatesanalysts’three-to five-year growthprojectionswith

long-termgrowth. Dr. Hadawaypointedout that theanalysts’currentnear-termgrowth

projectionsrepresenta 2 percentagepoint drop(from 5.3 percentto 3.3 percent)since2001, and

in his professionalopinion, similar investorperceptionsof suchdramaticdropsin long-term

utility dividend growthareunlikely. Exh. No. 26-T at 11. He alsonotedthat theconstant

growth form oftheDCF model is notconsistentwith risk-premiumchecksof reasonablenessor

with consensuseconomicforecastsforhigherinterestrates. Exh. No. 21 -T at 22.

145. To correctfor theaboveproblems,Dr. Hadawayadaptedan approachalsoemployedby

theFERC,whichusesnominalgrowthin grossdomesticproduct(“GDP”) asa surrogatefor

long-termutility dividendgrowth. Exh. No.21-T at23-25; Exh. No. 26-Tat 24.21 To reflect

currentlower inflation ratesin his calculationof long-termGDP growth,hegavegreaterweight

to yearssince1980,whichproducedalower GDP growthnumber. Exh. No. 26-T at 12. The

resultingDCF projectionsrangedfrom 10.7 percentto 11.2 percent. Exh. No. 21-T at22.

146. Dr. Hadawayalsopresentedarisk-premiumanalysis,which compareselectricutility

allowedROEswith contemporaneouslong-terminterestrateson utility bonds. Thedatashows

thatrisk premiumsarelowerwheninterestratesarehigh andlargerwheninterestratesarelow.

Therisk-premiumapproachproducesanROErangeof 11 percentto 11.8 percent. Exh.No. 21-

T at25-28. In rebuttaltestimony,Dr. Hadawayupdatedhis preferredform of risk-premium

analysisfor thencurrentinterestrateprojectionsand obtaineda revisedindicatedROE of

10.9 percent. Exh. No. 36.

20 UnderthestandardDCF model,growthrateprojectionsneedto representgrowthrates

to infinity, andnot growthratesfor shorterperiods,suchastheexpectedlengthof timethatrates
will be in effect. Tr. 1248:22— 1252:2.

21 See,e.g., Williston BasinInterstatePipelineCompany,91 FERC¶ 63,005 (Apr. 27,

2000).
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147. Dr. Hadawaywasaskedon cross-examinationwhattheresultofhis risk-premium

analysiswould beif he replacedprojectedutility bond interestratesof 6.6percentusedin the

modelwith theactualbondratesof 5.6percentover the lastthreemonths. Herespondedthat the

revisedROEwould be approximately10.4 percent. Tr. 1229:7— 1231:16. Ofcourse,this

approachwould requireDr. Hadawayto ignore currentforecastsof utility bond interestratesfor

theperiodthenewrateswill be in effect.

148. In thefinal analysis,theCommission’sdeterminationofthepropercommonequityreturn

within a“zoneofreasonableness”becomesamatterofreasonedjudgment. Theguiding

requirementis theHopestandard,which states:

“From theinvestoror companypointof view it is importantthat
therebeenoughrevenuenot only for operatingexpensesbut also
for thecapitalcostsof thebusiness.Theseincludeserviceon the
debtanddividendson thestock. By that standardthereturnto the
equity ownershouldbe commensuratewith returnson investments
in otherenterpriseshaving correspondingrisks. Thatreturn,
moreover,shouldbe sufficientto assureconfidencein thefinancial
integrity of theenterprise,so as to maintainits credit andto attract
capital.”22

In weighingROE recommendationsagainsttheHopestandard,PacifiCorpurgesthe

Commissionto includeamongits considerations(i) whetherit wantsa resultthat jeopardizes

PacifiCorp’scurrentgood,but imperiled,creditrating; (ii) whetherit wantsto sendthekind of

signalto the investmentcommunitythatthesingle-digitROEsrequestedby Staffand

Intervenorswill send;and(iii) whetherit reasonablycanjustify theradicalbreak,asurgedby

StaffandIntervenors,with its recentROEallowances.PacifiCorpseeksan ROEresultmore

consistentwith thenationalmainstreamofregulatorydecisions.

22 FedPowerComm‘n v. HopeNaturalGas Co., 320 U.S. 591, 603, 64 S.Ct. 281,88

L.Ed. 333 (1944).

48
Portlnd3-i 541773.2 0020011-00170



G. The Commission Should Reject Unsupported Adjustments to PacifiCorp’s

Washington-AllocatedIncome Tax ExpenseProposedby Staff and Intervenors.

149. In thesubsectionsbelow,PacifiCorpaddressesproposedAdjustmentStaff7.4—IRS

settlementandAdjustmentStaff7.5—Malin-Midpoint taxadjustment.PacifiCorpalsoaddresses

PublicCounsel’sproposedreductionsto theCompany’sstateincometax andICNU’s proposed

consolidatedtax adjustment.

1. The Proposal to Allocate PHI’s Interest Tax Deductionsto PacifiCorp is

Unreasonableand Is Unsupported in the Record.

150. Mr. Seleckyproposesto imputeto PacifiCorpthebenefitsof tax deductionsrelatedto

interestpaymentsmadeby PacifiCorp’sparent,PHI, on an inter-companyloanwith

ScottishPower.Exh. No. 301-Tat 17-22. Mr. Seleckyclaims in his prefiled testimonythat

“permittingPHI to retainincometax expensethat is notultimatelypaidto taxing authorities

providesPHI anexcessivereturn on its investmentin PacifiCorp.” Exh. No. 301-Tat 20. This

imputationwould reducePacifiCorp’sWashingtonrevenuerequirementby $7.97million. Exh.

No. 766.

151. This proposedadjustmentshouldbemoot if theCommissionassumesacquisitionof

PacifiCorpby MEHC andadoptscostreductionsthatreflectthestipulationsmadein theMEHC

acquisitionproceeding.After theMEHC acquisition,theScottishPowerandPHI structuresand

therelatedtax deductionswill disappear.Theargumentfor thetaxbenefit imputationwill

vanishwith thePHI tax deductionsthemselves.

152. However,PacifiCorpwitnessLarry 0. Martin alsoexplainedwhy this proposed

adjustmentto PacifiCorp’srevenuerequirementwouldbe unreasonablein anyevent. The

adjustmentignoresthe long-standingregulatoryprincipleofmatching“benefitsandburdens”in

utility ratemakingandbreaksdownthering-fencingaroundtheutility. Mr. Seleckyhaslooked

only to thetax effectofPHI’s interestpaymentsandhasignoredtheactualinterestpayments

themselves.Heseeksto appropriatefor ratepayersaPHI tax benefitof $60.8million, while

disclaimingratepayerresponsibilityfor the interestexpenseof$160.31million incurredby PHI

to generatethetax benefit. Exh. No. 181-T at3, 7. As theCommissionaffirmed in its order

49
Portlnd3-1 541773.2 0020011-00170



regardingthesaleoftheCentraliageneratingstation,“[i]n general,theCommissionrelieson the

broadprinciple thatrewardshouldfollow risk andbenefitshould follow burden.” Avista Corp.

et al., DocketNos.UE-991255,et al., SecondSupplementalOrderat 53 (Mar. 6, 2000).

153. This sameprinciplewasnotedin a white paperpreparedby thestaffoftheOregonPublic

Utilities Commission. ThestaffquotedAccountingfor PublicUtilities for thewidely accepted

ratemakingpropositionthat suchmatchingof benefitsandburdensis:

“[C]onsistentwith afundamentalprincipleof thecostof service
approachto ratemaking;theprinciplethat consumersshouldbear
only costsfor which theyareresponsible.Underthisprinciple,
thereis awell-reasoned,andwidely recognized,postulatethat
taxesfollow theeventstheygiverise to. Thus, if ratepayersare
heldresponsiblefor costs,theyare entitledto thetaxbenefits
associatedwith thecosts. If ratepayersdo notbearthecosts,they
arenotentitled to thetax benefitsassociatedwith thecosts.”

Exh. No. 823 at 7.

154. In a dataresponse,Mr. Seleckyacknowledgedthat the loanbetweenPHI and

ScottishPowerthat wasreflectedin his tax adjustmentwasin theamountof $2.375 billion, or

lessthantheScottishPoweracquisitionpremiumon its purchaseof PacifiCorpof$2.571 billion.

Exh. No. 328. Given thatratepayershavebeeninsulatedfrom payinganyportionofthe

acquisitionpremium,it is particularlyunreasonableto imputetaxdeductionson aportionof the

acquisition-relatedcapitalofPHI thatwould not evenbe sufficient to paysuchacquisition

premium.

155. TheproposedadjustmentalsoignoresPacifiCorp’sring-fencing~Accordingto paragraph

27 of theScottishPowermergerstipulationadoptedby theCommissionin 1999 in Docket

No. UE-981627,

“Any diversifiedholdingandinvestments(e.g.,non-utility
businessorforeignutilities) of ScottishPowerandPacifiCorp
following approvalof themergershall be held in separate
company(ies)otherthanPacifiCorp,theentity for utility
operations.Ring fenceprovisions(i.e., measuresprovidingfor
separatefinancialandaccountingtreatment)shallbeprovidedfor
eachofthesediversifiedactivities,includingbutnot limited to
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provisionsprotectingtheregulatedutility from the liabilities or
financialdistressof ScottishPower.”

Not only is theappropriationofaPHI tax deductioncontraryto this ring-fencingprinciple,but

by breachingthering fence,suchappropriationwould increasetherisk that abankruptcycourt

would disregardPacifiCorp’sandits affiliates’ corporateseparatenessandmakePacifiCorp

liablefor its affiliates’ debts. Exh.No. 181-T at 12~14.23

156. Cross-examinationof Mr. Seleckydemonstratedtheemptinessofhis claim that

“permitting PHI to retainincometax expensethat is not ultimatelypaidto taxing authorities

providesPHI an excessivereturnon its investmentin PacifiCorp.” Exh. No. 301-T at20. In

additionto thefactthat ScottishPowerhadto bearwithout ratepayerassistancetheacquisition

premiumthat it incurredto purchasePacifiCorp,it hasdonepoorlyon its PacifiCorpinvestment.

During theenergycrisis, ScottishPowerwholly suspendedPacifiCorp’sdividendpaymentfor a

yearandthenrestoredthe dividendat a level below thepre-acquisitionlevel. In 2002,

ScottishPowerinfused$150million in equityinto theCompany. In 2005 throughearly2006,

Scottish.Powerhasinfusedan additional$500million in equityinto PacifiCorpto restorethe

Company’spre-power-crisiscapitalstructure. Finally, in sellingPacifiCorpto MEHC,

ScottishPowertook a dispositionwrite-off of£927million (which is over $1.6billion in U.S.

dollars). Tr. 1682:12— 1685:8. PacifiCorp’sratepayersproperlyhavebeeninsulatedfrom all

theselosses,asratepayerspayonly PacifiCorp’scosts,not thecostsof PacifiCorp’sowners.

Given theinsulationof Washingtonratepayersfrom ScottishPowerlosses,aproposalthat

PacifiCorp’sratepayersappropriatethetax deductionsof theCompany’sownersis particularly

egregious.

23 Mr. Martin explainsthat Mr. Seleckyalsomiscalculatesandoverstateshis proposed

adjustment.Exh. No. 181-Tat 16-17. However,becausetheadjustmentshouldbe rejectedon
its face,PacifiCorponly notesthereferencein Mr. Martin’s testimonyto thecorrectcalculation.
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2. The Proposal to DenyTax Normalization with Respectto the Proceedsof the
Malin-Midpoint Saleand LeasebackTransaction Is Contrary to the Tax
Normalization Requirementsof the Internal RevenueCode.

157. In 1981,theCompanycompletedthe446 mile Malin-Midpoint transmissionline (the

“Malin Line”) andtherebybecameentitledto takeacceleratedtaxdepreciation,as well as

investmenttax credits,relatedto its investment.BecausetheCompanyproj ectedthat it would

nothavesufficientnet incometo takefull advantageof theMalin Line tax benefits,it sold the

tax benefitsto Amoco. As Mr. Kermodeacknowledges,PacifiCorpdid not transferany

ownershipinterestto Amoco. Exh. No. 601-Tat 26. PacifiCorpmerelysold therights to tax

benefitsfor $44 million.

158. At issuein this proceedingis whethertheproceedsfrom thesaleofthe Malin Line tax

benefitsaresubjectto thenormalizationrequirementsoftheInternalRevenueCode(“IRC”).

PacifiCorpbelievestheMalin Line tax benefitsaresubjectto suchnormalizationrequirements,

andaccordinglyhastreatedthesaleproceedsin thesamemannerastheunderlyingdeferred

taxesmustbe treatedundertheIRC. For ratemakingpurposes,PacifiCorptreatstheMalin Line

safeharborlease asif it receivedthetax benefitsfrom theFederalGovernmentin theform of a

$44 million loanfrom Amoco. Therefore,for ratemakingpurposes,thefull valueofMalin Line

is in ratebase. Thelogical ratetreatmentis thatcustomersactuallyreceivethetax benefitsover

time asareducedcostofmoneythrougharatebasereductionasnormally occursfor deferred

timing differences.

159. In two rateordersin theearly 1980s,theCommissionrejectedtheinterpretationofthe

Malin Line transactionasjust described,anddecidedthat for ratemakingpurposes,the$44

million in proceedsshouldbe amortizedover Malin Line’s usefullife, with theannual

amortizationreducingexpensesandtheunamortizedbalancedeductedfrom ratebase. This is

theapproachthatMr. Kermoderecommendsbe continued. As PacifiCorpwitnessHaroldD.

Elliott explained,this approachconstitutesdoublecounting;it givesratepayersboth thetax

benefitsavailablehadthetransactionnot takenplaceandaratebasereductionasif the
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transactionactuallyreducedPacifiCorp’sequityinterestin theMalin Line. Exh. No. 281-T

at 3-4.

160. TheCommissionnotedin both rateordersthat it would consideralteringits positionif

theIRS clarifiedthat thesafeharborprovisionsofthesaleandleasebackwould be violatedby

theCommission’streatmentof thetransaction.Exh.No. 608. Subsequently,an IRS private

letterruling (for anotherutility) confirmedthat theCommission’streatmentwouldviolatethe

safeharborprovisions,anda leadingaccountingfirm interpretedthatruling as a clearsignalof

howtheInternalRevenueService(the“IRS”) would treat similarcases.Exh. No. 282; Exh.

No. 283. In otherwords,theCommission’streatmentcouldunravelthetax treatmentof the

Amoco-PacifiCorptransaction,turning it into an actualsaleand leaseback.

161. Mr. Kermodehasattemptedto distinguishtheIRS privateletter rulingby arguingthat

Amoco did not purchasetax benefitswith its $44million. Exh. No. 601-T at 43. Thisargument

conflictswith Mr. Kermode’sconclusionin his prefiledtestimony,cited above. Moreover,in his

Exhibit 606, Mr. KermodeprovidestheCongressionalRecordsupportingthe interpretationthat

the$44 million purchasedtax benefits,not an ownershipinterest. Exh. No. 606 at4 (“[The

utility] is still in actualitytheowneranduseroftheproperty. . .“). For tax purposesonly, the

transactionis a“saleandleaseback,”with PacifiCorp’srentpaymentsto Amoco exactlyoffset

by interestandprincipalpaymentsto PacifiCorp. For all otherpurposes,including ratemaking,

PacifiCorpis thesoleowneroftheMalin Line. Mr. Kermodehasfailed to identify anythingthat

Amoco receivedfor its $44 million payment,otherthantax benefits.

162. FacingaclearlyarticulatedIRS position,theCompanymusttreattheMalin Line

transactionin themannerit proposesin this proceeding.TheCompanyurgestheCommissionto

accepttheadjustment,in accordwith IRSrequirements.

3. PacifiCorp’s Current Amortization of Tax Audit SettlementAmounts Is

Appropriate and Should Continue.

163. The Companyis subjectto an intensiveauditof everytax year andtax payment

adjustmentsareavirtual certainty. Exh. No. 181-T at24. Equitydictatesthat ratepayersshould
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compensatethefull costof tax settlementpayments,but theCompanyis only requestingthat

ratepayersbearone-halfofthesecosts. Specifically,theCompanyis requestingthat

Washington’sshareof onehalfof $64,217,849in tax settlementpaymentsbeplacedin ratebase

and amortizedover five years. Exh. No. 191-T at20-21. This approachcontinuesthetreatment

set forth in thesettlementagreementin theCompany’slastratecase,DocketNo.UE-032065,

andtheCompanyurgestheCommissionto adoptthissameapproachin thepresentcase.Exh.

No. l81-T at 17.

164. Mr. Kermodeobjectsto theCompany’sproposal,basedon themistakenbeliefthat

recoveryofactualtax settlementpaymentswould constituteretroactiveratemaking.Exh.

No. 601-Tat 13. To thecontrary,thepaymentsarenot oweduntil thedeficiencyis assessed,

which happensin thetestperiod,not in theauditedtax years. As Mr. Martinmakesclear,tax

settlementpaymentsare notknownandmeasurableuntil theyareultimatelyassessedby the

taxing authority. Exh. No. 181-T at 23.

165. Mr. Martin proposesthat an alternativesolutionin thefuturewould be ratepayerfunding

of a tax contingencyaccountfor future taxadjustments.Exh. No. 181-T at 29. Thiswould be

equivalentto thepaymentofknownandmeasurableinsurancepremiumsin atestperiodto cover

unknownexpensesin futureyears. Establishmentofsuchacontingencyaccountwouldbe an

acceptablesolution. However,prohibitingtheCompanyfrom eitherensuringagainstfuture tax

adjustmentsor otherwiserecoveringthesecostsis not a solutionat all. Mr. Kermode’sapproach

of denyingall recoveryinequitablyshifts legitimateexpensesfrom ratepayersto shareholders.

4. ProposedReductionsto PacifiCorp’s StateIncome Tax Have BeenShown to

Be Mistaken and Should BeRejected.
166. In amisunderstandingof theCompany’saccountingpractices,Mr. Effron hasproposed

two adjustmentsto PacifiCorp’sstateincometaxes. Exh. No. 29l-T at20-21. These

adjustmentsshouldbe rejectedbasedon theclearexplanationprovidedby Mr. Wrigley in

rebuttal. Exh. No. 195-T at 20-21.
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167. Mr. Effron’s first proposalcallsfor thecompanyto eliminatetheWashington-

jurisdictional$611,699operatingdeductionfor “InterestsandDividends(AFTJDC-Equity)”

shownin Mr. Wrigley’s Exhibit 193 at2.22, line 1375. Exh. No. 291-Tat20. Mr. Effron

opinedthat this item “has theeffectof increasingtaxableincomeby reducingavailableincome

tax deductions.” Exh.No. 291-Tat 20. As Mr. Wrigley explained,the itemhasno effecton

stateand federaltaxableincomebecauseit is completelyoffset by aScheduleM deductionof

$679,000. Exh.No. 195-T at 20 (citing Exh. No. 193,tabB6 at 3, 7th line from bottom,

Washingtoncolumn).

168. Mr. Effron’s secondproposalis to applyastateincometax rateof4.54percentto the

Company’staxablestateincome. Exh. No. 291-Tat 20. Mr. Wrigley explainsthat stateincome

taxesarea total Companycost; all statetaxesaresummed,thenthetotal Companynumberis

allocatedto thestatesbasedon eachstate’srespective“Income beforeTaxes.” Exh. No. 195-T

at 21.

169. Both of Mr. Effron’sproposedadjustmentsarisefrom misunderstandingsof PacifiCorp’s

filing and shouldberejected.

H. PacifiCorp’s SupplementalTestimony Has Properly Statedthe Impacts on Revenue
Requirementof Any Acquisition ofPacifiCorp by MidAmerican Energy Holdings
Company.

170. In thesubsectionsbelow,PacifiCorpdescribesthepost-MEHC-acquisitionrevenue

requirementreductionsthat would resultfrom theCommission-approvedstipulationamong

Washingtonpartiesin DocketUE-051090. PacifiCorpalso addressesthevariousproposalsby

StaffandIntervenorsto adoptpost-acquisition“double-leverage”adjustmentsto PacifiCorp’s

costofcapital.
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1. Implementation of the Washington Stipulation in the MEHC Acquisition
DocketWould ReducePacifiCorp’s Washington-AllocatedAdjusted Test-
Year RevenueRequirementby Approximately $940,000,with the Exact
Impact Dependenton the Commission’sResolutionof other Rate Case
Issues.

171. ThreeMEHC commitmentsin theWashingtonStipulationin DocketNo. 051090have

thepotentialto lower therevenuerequirementin thepresentratecaseby $941,590.Exh.

No. 226 at 1. As Mr. Wrigley explained,this amountis dependenton Commissionacceptanceof

theWashingtonStipulation,CommissionacceptanceoftheRevisedProtocolallocation

methodology,andon theCommission-approvedlevel of A&G costs. Exh.No. 225-T at 1-3;

Exh. No. 228 (WashingtonStipulation).

172. The first MEHC commitmentthat would affect therevenuerequirementrelatesto

limitations on non-fuelcostsassociatedwith theWestValley leaseandis listed asAdjustment

4.21. UnderWashington-SpecificCommitment3a in theWashingtonStipulation,MEHC and

PacifiCorpagreeto reducethesenon-fuelcostson asystembasisby $5,000,000annually

following thecloseof thetransactionthroughtheleaseterminationdateofMay31, 2008. Using

RevisedProtocolallocation,this equatesto aWashingtonjurisdictionalrevenuerequirement

reductionof $413,163. Exh. No. 226 at 1. As Mr. Wrigley explained,this adjustmentis

inapplicableif an allocationmethodologyis adoptedin which Washingtonratepayersdo not pay

for theWestValley plant. Exh. No. 225-T at2; Tr. 1452:6-21.

173. ThesecondMEHC commitmentreducingtherevenuerequirementis Washington-

SpecificCommitment4a, regardingaffiliate managementfees. Implementationof this

commitmentwill reducetherevenuerequirementby $28,733. Exh.No. 225-Tat 2; Exh.

No. 226 at 1. Thisreductionis shownasAdjustment4.22.

174. Finally, MEHC Washington-SpecificCommitment7aadjustsCompany-wide

administrativeandgeneralcostsdownwardby $6 million annuallyon certainconditions,

equatingto aWashingtonrevenuerequirementreductionof$499,694. Principally, this

adjustmentis requiredonly if total Company-allowedA&G expensesareat least$228.8million.

TheCompanyhasproposedafigure in excessofthis amount;therefore,if theproposedamount
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is approved,theentireadjustmentwould apply. This revenuerequirementreductionis listed as

AdjustmentStaff4.23. Exh. No. 225-Tat3; Exh. No. 226 at 1.

2. The ProposedMEHC-Related “Double-Leverage” Adjustments to
PacifiCorp’s Stand-Alone Cost of Common Equity Are Financially Unsound
and Are Unsupported by the Facts in this Proceeding.

175. StaffwitnessKennethL. Elgin andMr. Hill eachrecommendsthat amix ofdebtand

equitycapitalof MEHC besubstitutedfor theequity capitalofPacifiCoip,in whatis referredto

as a“double-leverage”adjustment.However,theproposedadjustmentsofMr. Elgin andof

Mr. Hill arequite different. Mr. Elgin baseshis adjustmenton theconsolidatedcapitalof

MEHC, includingdebtheldby operatingsubsidiariesofMEHC. Exh. No. 798; Tr. 1540:3-10.

Mr. Hill baseshis adjustmenton thecapitalstructureoftheMEHC parentcompany.Exh.

No. 114-T at 16-17.

176. Both ofthesedoubleleverageadjustmentsdefy generallyacceptedprinciplesofbusiness

finance. In addition,bothof theadjustmentsarebasedon incorrectfactualassumptions.As

Dr. RogerA. Morin concludedin apublicationrelied on by Mr. Hill for his doubleleveraging

formula:

“In summary,thedoubleleverageadjustmenthasserious
conceptualandpracticallimitations andviolatesbasicnotionsof
finance,economicsand fairness.The assumptionswhich underlie
its usearequestionable,if notunrealistic. Theapproachshould
notbeusedin regulatoryproceedings.”

Tr. 1723:2-25.

177. PacifiCorp’switnessDr. JamesH. VanderWeidehasexplainedthat theproposeddouble-

leverageadjustmentsviolatethreefundamentalprinciplesoffinancialeconomics.First, the

proposalsviolatethe“law of oneprice,” whichprovidesthat therequiredreturnon any

investmentis equalto theexpectedorrequiredrateofreturnon investmentsofthesamerisk.

Themeansby which apurchaserofa company’sstockchoosesto financethestockdoesnot

changetheunderlyingrisk or theexpectedor requiredrateof return. In otherwords,if an

investorpurchasesGeneralElectric Companycommonstock,therequiredreturnon that stockis
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independentofwhetherthe investorpurchasesthestockwith availablecashorwith borrowed

funds. Exh. No. 81 1-T at 7-12; Tr. 1642:25— 643:25. Dr. VanderWeidehasprovidedthe

standardformulathat describesthis principleof leverage,andhasdemonstratedmathematically

why thereturnrequirementof purchasedstockdoesnot changebasedon how its purchaseis

financed. Exh. No. 81 1-T at 10-12.

178. Mr. Elgin attemptedto addressquestionsfrom thebenchconcerningthis fundamental

principleoffinance. Hecouldnot provideacogentexplanationasto why, if double-leveraging

wereavalid approach,andthe law ofonepricewereinvalid, theCommissionshouldnotbe

requiredto analyzewho ownedthestockofotherWashingtonutilities andinquireinto how each

investorfinancedits stockpurchase.Tr. 1583:17— 1588:3.

179. Second,thedouble-leverageapproachviolatestheprinciple thattherequiredrateof

returnon an investmentshoulddependonly on thespecificrisksofthatbusiness.Thedouble

leveragecalculationincorrectlyascribesto autility subsidiarythebusinessand financialrisksof

theparent’sotherbusinessoperations.This double-leverageassumptionis particularly

inappropriategiventhecarefulring-fencingthatwill be in placeto separatetherisksof

PacifiCorpfrom therisksofMEHC. Exh. No. 181-T at 12-15;Tr. 1644:1 — 1645:16.

180. Third, thedouble-leverageapproachviolatestheprinciple thattherequiredrateofreturn

on an investmentdependsonly on thebusinessandfinancialrisk ofthatinvestment,not on the

costof thefundsusedto maketheinvestment.Werethisprinciplenotcorrect,any utility could

reduceits costofcapital,or in effect obtain “free” capitalcostreductions,simplyby settingup a

leveragedparentto hold its stock. Exh.No. 181-T at 15; Tr. 1645:17— 1646:14. In responseto

questionsbothby PacifiCorp’sattorneyandfrom thebench,Mr. Elgin struggledto explainwhy,

if double-leverageprovidedameansto lower therequiredrateof returnfor a utility, bothAvista

andPSEshouldnot be requiredto setup debt-leveragedholdingcompanies,in orderto lower

theirrespectivecostsof servicewhile still payingtheirinvestorsa fair return. Tr. 1500:16—

1508:8;Tr. 1579:3— 1583:16.
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181. Theproposeddouble-leverageadjustmentsalsoreston factualquicksand.For example:

(a) Mr. Elgin assertedthat without his adjustment,MEHC asownerof

PacifiCorpwould realizeasubstantiallyhigherROEthanPacifiCorpis allowed. He

statedhis analysisindicateda 14 percentMEHC equityreturn. Exh. No. 791-Tat 18;

Exh. No. 797; Tr. 1509:17 — 1510:9.

Contrary to such conclusion, however, and as Mr. Elgin’s Exhibit 797 actually

showed, the acquisition of PacifiCorp lowered the average return of the entire MEHC

enterprise from 17 percent to 13.93 percent. Mr. Elgin acknowledged that if the average

return of MEHCwere lowered by the PacifiCorp acquisition to approximately 14 percent,

then the actual return on the PacifiCorp investment itself had to be ]~than 14 percent.

Tr. 1511:2-6. The actual impacts of leverage on the return of MEHCthen were

quantified. As shown in Exhibit 8 10(a), Mr. Elgin’s example assumed that PacifiCorp

itself earned an 11 percent ROE. At that level of return, MEHC’s leveraged return would

be either 11.10 percent, if MEHCcould obtain debt at an annual interest rate of only

5.25 percent as assumed by Mr. Elgin, or would be 10.88 percent, if MEHCcould obtain

debt at an annual interest rate of 5.95percent, as assumed by Mr. Hill. If PacifiCorp

earned Staffs recommended 8.95 percent equity return on Staffs PacifiCorp stand-alone

capital structure, MEHC’s equity return would be only 7.07 percent. Exh. No. 8 10(a);

Tr. 1513:5 — 1523:13.

(b) Both Mr. Elgin and Mr. Hill treated capital of MEHCas if it were the

source of PacifiCorp’s equity. Exh. No. 116; Exh. No. 798. As the hypothetical

examples in Exhibit 810(b) demonstrated for “AcquireCo,” the capital of MEHCactually

hasfinancedstockpurchases,andMEHC hasprovidednoneof PacifiCorp’scapital.

Tr. 1528:13~18.24

24 On cross-examinationof Dr. VanderWeide,theStaffattorneyaskedaboutdecisionsin

theonly statein which Staffcould find adouble-leveragetreatmentfor an electricutility.
Dr. VanderWeidepointedout that evenin this onestate,theregulatorycommissiondeclared
doubleleveragenot applicableunlesstheparentactuallyhadinvestedequity capitalin theutility.
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(c) Mr. Elgin arguedthat MEHC washighly leveraged,depictingthe

companyashaving79 percentdebtand21 percentequity. Exh. No. 796. However,

despitetherepeatedreferencesto suchconsolidatedcapitalratios,MEHC’s standalone

capitalstructureactuallyis fundedwith over 57 percentequityorequity equivalents.

Mr. Elgin producedhis lowernumberby (i) overlookingBerkshireHathaway’s

subordinateddebtin MEHC (carryingan 11 percentinterestrate),which is treatedby

ratingagenciesasequivalentto equity capital,and(ii) by includingover$6 billion in

debtissuedby MEHC’s subsidiaries,noneof which is availableto MEHC to buy stockof

otherutilities. Tr. 1547:17— 1549:21.

(d) Mr. Elgin usedthephrase“lacksmerit” to describetheargumentof

Dr. VanderWeidethatadouble-leverageadjustmentis unnecessarydueto ring-fencing

provisionsapplicableto PacifiCorpaftertheMEHC merger. Exh. No. 791-Tat 38. This

conclusionis contradictedby Mr. Elgin’sown testimonyin theMEHC merger

proceeding,in whichhe explainswhy ring-fencingcanindeedserveasa substitutefor a

double-leverageadjustment.Tr. 1551:8 — 1553:16. Mr. Elgin also describes

PacifiCorp’sproposedring-fencingas“state oftheart.” Tr. 1576:10-13.

(e) BothMr. Elgin andMr. Hill purportto offer calculationsto counter

Dr. VanderWeide’sdoubleleverageformulathat demonstratethat double-leveragingby

autility’s parentdoesnot changetheequity costofa utility subsidiary. Exh.No. 811-T

at 10-12. Mr. Elgin claimsto geta different resultbasedon “a studyof Mr. Rothschild

that supportedhis recommendedreturnon equityfor PacifiCorp.” Exh. No. 791-Tat28.

A reviewofthecitation given,however,revealsthatMr. Rothschilddid notperformany

study, but simplymadeasubjective0.20percentadderto his recommendedROE to

partiallyaccountfor his abnormallylow proposedequityratio for PacifiCorp.

Thus, eventhedecisionsin that onestatedo not supporta double-leverageadjustmentin this
proceeding,becauseMEHC hasnot injectedanyequity into PacifiCorp. Tr. 1624:18— 1625:4;
Tr. 1636:9— 1638:2.
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Mr. Rothschildprovidedno empiricalbasisfor theadjustmentto commonequity costs

relied on by Mr. Elgin.

Mr. Hill offeredtwo alternativecalculationsofparentequity cost increasesasa

resultofdouble-leveragerisk. Neithercouldwithstandscrutiny. He describedacapital-

asset-pricing—model(“CAPM”)-basedadjustment,relyingon “beta” risk estimates,ashis

“primary methodology.”Exh. No. 114-T at 10-13;Tr. 1695:13-19.He failed,however,

to justify how hecoulddisprovethe“singleprice” principleof financeusingabetarisk

measureconcerningwhich he madethefollowing observationin his direct testimony:

“Also, thereareproblemswith thekeyCAPM risk measure[beta] that indicatethat the

CAPM analysisis not areliableprimaryindicatorof equity capitalcosts.” Exh. No. 95

at 2; Tr. 1620:10-17.

Mr. Hill’s othercalculationwas,byhis own admission,derivedfrom amisstated

formula. As Dr. VanderWeideexplained,if thecorrectformulawereused,Mr. Hill

wouldhavefoundthatwhenthesubsidiary’scostof equitywas9.125percent,as Mr. Hill

recommendsin this case,theparent’srequiredleveragedcostof equitywould be

14.02percent. Tr. 1619:5— 1620:9;Tr. 1694:8-18.

/82. Finally, Mr. Williams hasexplainedtheadverseimpactsoftheproposeddouble-leverage

adjustmentson PacifiCorp’spost-MEHCacquisitionring-fencedcredit ratingmetrics.

PacifiCorp’screditratingswouldbein the“BBB” range,andin somecaseswould beweakeven

for preservinga“BBB” rating. In addition,if the credit agenciesactuallyappliedadebt-ratio

equivalentto that producedby theproposeddouble-leveragedratemaking,thecredit ratioswould

beevenworse. And eventheseweakenedratios assumethat PacifiCorpotherwiseis allowedto

recoverall of its costsandthusearntheinadequatereturnsproducedby applicationof double

leveraging.25Tr. 1478:14—1480:24.

25 Mr. Hill offeredno alternativecredit ratios,but challengedon oraltestimonysomeof

Mr. Williams’ calculationassumptions.Tr. 1698:20— 1702:10. However,on cross-examination
ofhis two majorchallenges(andtheonly onesthat couldbeaddressedimmediatelyon cross-
examination),Mr. Hill wasshownto be mistaken. Hehadmisreadacreditreportasto the
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183. In short,PacifiCorp’srisksandequity costsdo not changeasaresultof how any stock

purchaserelectsto financeits purchaseoftheCompany’sstock, anddouble-leveragingcannot

rationallybe appliedin this proceeding.

I. The CommissionShould Approve PacifiCorp’s Proposalto IncreaseFunding of
PacifiCorp’s Low-IncomeEnergy Assistanceto 0.34 Percent of Gross Operating
Revenues.

184. PacifiCorpwitnessAndrewN. MacRitchiehasproposedto increasetheCompany’slow-

incomeenergyassistancefundingby 30 percent. Exh. No. 5-T at 19. This will raisethe

Company’scurrentcollectionratefrom 0.26percentofgrossoperatingrevenuesto 0.34 percent

andallow theCompanyto serveapproximately900 additionallow-incomecustomers.Exh.

No. 5 at 19.

185. Oncross-examination,Mr. MacRitchieexplainedwhy a 0.34percentofgrossoperating

revenueslevel is appropriate,eventhoughit is lower thanPSE’s0.41 percentfunding level and

Avista’s0.64 percentlevel. PacifiCorphaslower residentialratesthanPSEandAvistaby a

wide margin,soPacifiCorp‘ s low-incomecustomersfacelessof autility bill burdenthantheir

counterpartsin thoseotherserviceareas.Tr. 289:8 — 290:5.

186. PacifiCoiphasa strongworking relationshipwith the EnergyProjectandhascommitted

to pursuetwo ofits proposals,in additionto supportingthefunding increasejustnoted. The

Companyhasagreedto work with Staff to tracklow-incomeissuesin moredepthandto analyze

programsto identify andmanagearrearagesfor householdsthat areunlikelyto beableto pay

their bills. The Companylooks forwardto workingcooperativelywith theEnergyProjectin the

future, andappreciatestheEnergyProject’srecognitionof PacifiCorp’sexistingprograms. Exh.

No. 651-Tat 8.

amountof PacifiCorp’simputeddebt. Tr. 1716:25— 1718:13. Healsodid not understandthat
by applyingPacifiCorp’sallocationapproachto theCompany-widecalculationof theratios,
PacifiCorpactuallyassumedthat therecommendedreturnswould apply to 100percentofrate
baseandthusmadethemetricsasfavorableas possible.Tr. 1718:14— 1719:7.
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J. The CommissionShould Approve the Joint RateDecoupling Proposalof the

Natural ResourcesDefenseCounseland PacifiCorp for a Three-Year TestPeriod.

187. PacifiCorpandtheNRDC filedjoint testimonyin supportofa true-upmechanismto

decouplerevenuesfrom energysales. Exh. No. 681-T. Together,PacifiCorpandtheNRDC

encouragetheCommissionto allow theCompanyto adoptthis mechanism.

188. ThetestimonyofRalphC. Cavanaghsubstantiatestheneedfor decoupling;without

decoupling,manyenergyefficiencyanddemand-sidemanagementprogramsthat arecost-

effectivefrom thecustomer’svantagewill resultin lostprofits for PacifiCorp. Exh. No. 671-T

at 2. Undernormalconditionsin whichwholesalepricingroughlyequatesto thevariablecostof

themarginalenergygenerator,not selling akilowatt-hourto acustomermeansselling thatpower

for lessin thewholesalemarket. Althoughwholesalemarketpricing recentlyhasexceeded

PacifiCorp’sretail rates,this aberrationis unlikely to continue,andtheCompanyhasagreedto

an independentassessmentof the impactof its wholesalemarketactivities in its joint statement

with theNRDC. Exh. No. 681-Tat 1.

189. TheCompanyagreeswith severalof therecommendationsof StaffwitnessJoelle

Stewardregardingdecoupling. TheCompanyagreesthat athree-yeartrial periodandan

independentassessmentof theprogramareappropriate.Exh. No. 701-Tat 12. The Company

alsois preparedto work with all partiesto establishdetailsof themechanism.As well, the

Companyexpressedawillingnessto implementdecouplingthroughatariff filing asMs. Steward

suggests,thoughtheCompanystill considersa compliancefiling to be sufficient. Exh. No. 701-

Tat 11-12.

190. Finally, theCompanynotesthat while decouplingencouragesincreasedconservation

investment,by removingapenaltyfor suchinvestment,it doesnotmeasurablyreduceoverall

revenuerisk, andshouldnotbeusedasan excuseto reduceROE. Themaximumdecoupling

rateadjustmentwould bea modest2 percent. Tr. 1103:16-20.In return,theCompanywould

surrenderall opportunitiesto gainfrom salesincreases.Tr. 1113:15-19.The keyrevenuerisk,
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theweatherrisk, would be retainedby theCompany,unaffectedby anydecouplingadjustment.

Tr. 1113:8-14.

K. The CommissionShould Adopt PacifiCorp’s ProposedRate Spread and Rate

Design.

191. The Companyhasacceptedtheratespreadandratedesignproposalsin Exhibit 711-T,

thejoint testimonyofMs. Steward,Kathryn Iverson,andJim Lazar. Exh. No. 257-Tat 3. The

joint testimonyrevisedtheCompany’soriginal ratespreadandratedesignin only onerespect—

to providethat Schedule36 receivetheoverall averagepercentagerateincreaseratherthan

75 percentoftheaverage.Theratespreadandratedesignfoundin Companywitness

William R. Griffith’s Exhibit 258 incorporatesthis change.TheCompanyencouragesthe

Commissionto adoptthis ratespreadandratedesign,whichall ofthepartieshaveaccepted.

IV. CONCLUSION

192. Forthereasonsstatedin PacifiCorp’stestimony,atthehearingsandin theforegoing

OpeningBrief, theCompanyrequeststhat theCommissiongrantPacifiCorp’srateincreaseas

requested.

DATED: February27, 2006.
STOEL RIVES LLP

C-LL-2~ L~~9
MarcusWood
JasonB. Keyes

GEORGEM. GALLOWAY

J1/1~ ~ ~-3
GeorgeM. Galloway

OfAttorneysfor PacifiCorp
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