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I. INTRODUCTION

This proceeding was commenced in response to the
Commission's direction in Docket Nos. UE-901183-T and UE-901184-P
(the "Decoupling Proceeding"), where the Commission ordered the
Company to submit a rate design filing that would allow a review
of rate spread, rate design and cost allocation issues. (Third
Supplemental Order, p. 24.) Following the commencement of this
proceeding in April 1992, the Company submitted a general rate
case filing in Docket No. UE-921262 (the "General Rate Case"),
which was consolidated with this rate design proceeding.
Notwithstanding this consolidation, the hearings on these rate

design issues have been conducted on a separate schedule.
II. OVERVIEW OF PROCEEDING

A. Procedural Background

This case represents another important step on the path of
regulatory changes initiated by the Commission to facilitate the
implementation of integrated resource planning. These changes
include the adoption of the Commission's rule requiring periodic
integrated resource plans; the introduction of competitive
bidding as a means of acquiring new resources; and a Notice of
Inquiry ("NOI") to eliminate barriers to least-cost planning,
which ultimately resulted in the Commission's approval of a
Periodic Rate Adjustment Mechanism ("PRAM") for the Company. One
feature of the PRAM is the "decoupling" of the Company's allowed

revenues from kilowatt-hours, which introduces a new ingredient
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into the equilibrium of competing issues associated with rate
design. It is in light of this changed regulatory environment
that rate design issues are examined anew.

Apart from the changed environment arising from decoupling,
this case is unique in other respects as well. First, rate
design and cost of service issues were explored in a less
contentious manner than in the past. The Commission's order in
the Decoupling Proceeding, which said "the Commission staff and
other parties are encouraged to work with the Company" in the
discussion of rate design issues, set a very important tone for
the preparation of this filing. (Third Supplemental Order,

p. 24) In response to this encouragement by the Commission, the
Company formed a Rate Design Collaborative Group (the
"Collaborative Group") to focus specifically on rate design
issues.! The Collaborative Group was able to reach consensus on
a number of issues which were incorporated into the Company's
filing.? In addition, the Customer Rate Design Task Force (the
"Task Force") was developed along the lines of the Company's
successful consumer panel program. The Task Force, composed
primarily of residential customers, also focused on rate design

issues, and worked with the Collaborative Group.3

IThe Collaborative Group was made up of intervenors in past rate cases,
the Commission staff, and other interested experts who have not typically been
involved in past rate proceedings.

2Exhibit 11 in this proceeding is the final report of the Collaborative
Group.

3Exhibit 10 in this proceeding sets forth the final report and
recommendations from the Task Force.
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Second, a separate proceeding devoted to rate design and
cost of service issues has allowed a more complete examination of
these matters. As a result, the parties were able to reach
agreement on a number of issues, thereby reducing the number of
contested issues and allowing a more thorough discussion of these
remaining issues. In this regard, it should be noted that
substantial use was made of the Company's cost of service model,
which enabled side-by-side comparison of the parties' proposals.
To facilitate this use, the Company went so far as to provide
training sessions for the Commission and the parties on the use
of its cost of service model.

It is hoped that the extensive attention devoted by the
parties to these issues will result in a Commission order on rate
design and cost of service being issued prior to the order in the
General Rate Case.* In the Company's view, this order would
address issues on two levels. First, the order would include
direction on general concepts discussed in the case, including
the remaining contested issues on cost of service and rate
spread. Second, the order would contain the resolution of issues
specific to individual rates (such as the block structure for
residential rates (Schedule 7), the creation of new schedules for
general service customers, and adoption of the Company's proposed
experimental rates,) and the setting of target parity ratios to

be used in the General Rate Case. It is obvious that all rate

4pns discussed in Mr. Hoff's testimony, issuance of the rate design order
on or about August 16 would allow sufficient time to notify affected customers
and implement necessary billing changes. Ex. T-83, p. 2.
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design issues cannot be resolved in the rate design order; issues
involving the exact level of rates, for example, must await the
determination of the revenue requirement in the General Rate

Case.

B. Objectives in Designing Rates
This proceeding presents an opportunity to pursue a number

of key objectives, including the following:

. Facilitate implementation of integrated resource
planning.
. Send a stronger and more accurate price signal to our

customers regarding the costs of producing energy, and
thus rely on economic efficiency and market forces to
encourage efficient energy usage.

. Provide guidance on the calculation of cost of service.
Ex. T-1, pp. 4-5.

There are many, sometimes conflicting, objectives in
designing rates. The Commission in its order in Docket No. U-89-
2688-T, the Company's 1989 rate proceeding (the "1989 Rate
Case"), identified the following factors considered important in

the design and spread of rates. They are:

. acceptability of rate design to customers,

° elasticity of demand,

° perceptions of equity and fairness,

. rate stability over time, and

. overall economic circumstances within the region.

Third Supplemental Order, p. 73.
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These objectives were, to some extent, echoed by the
participants in the collaborative process. The Rate Design Task
Force, for its part, stressed parity. The Task Force concluded
that "each user should pay a fair share of electrical power based
on a WUTC approved cost of service to the user's classification".
(See Rate Spread Recommendation A of the Task Force, Exhibit 10,
p. 12.) This objective is closely related to the equity and
fairness factor identified by the Commission, as noted above.

The Task Force also stressed gradualism, or the notion that
significant policy changes should be implemented gradually over
time to avoid disruptions. (See Rate Spread Recommendation C,
Exhibit 10, p. 13.) This corresponds with the goal of rate
stability over time, as set forth in the factors identified by
the Commission above. Issues regarding elasticity of demand and
the basis for elasticity adjustments were referred to the General
Rate Case and are discussed by Mr. Hoff in his testimony in that

proceeding.

III. OVERVIEW OF PARTIES' COST OF SERVICE AND
RATE SPREAD PROPOSALS

The starting point in the analysis of rate design issues is
the cost of service study. The purpose of performing a cost of
service study is to attribute costs to different categories of
customers (classes) based on how those customers caused costs to
be incurred. Ex. T-2, p. 2. The results of this process are
then used for a number of purposes, including the basis for

recommendations for the allocation of the revenue requirement
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across customer classes (or rate spread) and the setting of
demand, energy and customer charges within customer classes.

Although there is no single, "correct" approach to cost of
service, the Company has offered a cost of service study which is
a reasonable approximation of the relative relationship of each
class when compared both to the system and to other classes.S
The Company's results tend to be somewhere in the middle ground
when compared to the approaches advanced by other parties.

The Company recommends that its cost of service results
should be the basis for movement toward parity.® More
specifically, the Company recommends that the movement should
eliminate approximately one-third of the disparity for retail
jurisdictional customers. Figure 1 below graphically displays
the rate increases which would result under the Company's and the
other parties' recommendations on cost of service and rate
spread. It is interesting to note that the recommended class
rate increases range from a low of 2.6% (Schedule 25, WICFUR) to

a high of 41.8% (Schedules 46 and 49, Public Counsel).’

Sattachment A hereto is a summary of the process of performing a cost of
service study, as well as a brief description of the Company's cost of service
study. The source of Attachment A is Ex. T-2, pp. 1-30.

bparity is the relationship between what customers should pay according
to a cost of service analysis and what the customers are actually paying. A
parity relationship of 90%, for example, means that a particular customer
class is paying only 90% of the costs allocated to it. This also means that
the customer class is being subsidized by other customers. If one class of
customers is below parity, and thus enjoying a subsidy, another class must be
above parity and paying the subsidy, because parity based on the allowed
revenue requirement must, by definition, average 100%.

’Based on the General Rate Case request of $117 million.
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Figure 1

Comparison of Proposals to Allocate Rate Increase

Increase

Source:

\\

7 24 26 31&43 46 & 49
Rate Schedule

Counsel B FEA M Puget Ml Statt BOMA [ WICFUR

Exhibit 84.

IV. COST OF SERVICE

A. Summary of Key Cost of Service Recommendations

The Company's key cost of service recommendations are

summarized as follows:

All parties should use the same model framework for
making cost of service presentations.

The peak credit method should be used to classify
production plant between demand and energy.

Forward-looking relationships should be used in the
embedded cost of service study to better signal costs
to customers.

Nongeneration-related transmission plant should be
classified and allocated as 100% demand-related.

Conservation costs should be treated as a resource
cost.
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Cost of service, as it is approved by the Commission in
this case, should be a major factor, along with parity
guidelines, in rate spread considerations.

The basic customer concept should be the basis for
classifying distribution plant between demand and
customer, in a decoupled environment.

The fully distributed customer-related cost of service
resulting from applying the basic customer method
should be recovered through a basic charge for those
tariffs with a basic charge component.

It should be noted that many of these concepts are endorsed by

either the Task Force or the Collaborative Group, or both.

B. Contested Issues Regarding Cost of Service

There was little disagreement regarding most elements of

cost of service. The major areas of debate on cost of service

were primarily limited to four issues, as identified below:

The calculation of the peak credit method.

The method of classifying and allocating non-generation
related transmission costs.

The method of classifying and allocating distribution
related costs.

The determination of demand and energy allocation
factors.

The Calculation and Application of the Peak Credit
Method

Summary of Argument:

The peak credit method should be based on one-half the
capital and fixed O&M costs of a combustion turbine.

The combustion turbine fuel used for purposes of the
analysis should be 100% diesel.
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. An 80% capacity factor should be used for the combined
cycle combustion turbine.

There was general agreement among the parties that the peak
credit method should be used to classify energy and demand costs
for production plant.® The three main issues relating to the
calculation of peak credit are (1) the fixed costs associated
with providing peaking capacity, (2) the fuel choice for the
combustion turbine ("CT"), and (3) the utilization rate or
capacity factor to use for the combined cycle combustion turbine
("cccT") .

Only one-half of the fixed costs are considered when
computing the peak credit factor because combustion turbine units
provide other benefits in addition to peaking. (Ex. T-2, p. 14;
Ex. T-8, p. 11) As WICFUR witness Schoenbeck stated in his
testimony (Ex. T-73) at page 7, lines 11-13, the foundation of
the peak credit theory is to separate these joint uses by
determining the cost of supplying pure peak capacity. Given that
objective, it is inappropriate to attribute 100% of the CT fixed
costs to capacity when these units obviously provide other
benefits. The Company's Integrated Resource Plan confirms that
the combustion turbines were installed for purposes other than

serving peak load needs:

8The Commission has previously adopted the peak credit method for

classifying energy and demand costs for the Washington Water Power Company
(Cause No. U-82-10, Second Supplemental Order, p. 37; for Pacific Power and
Light Company (Cause No. U-82-12, Second Supplemental Order, p. 34; and for
the Company (Cause No. U-82-38, Third Supplemental Order, p. 30. Navy witness
Knobloch's testimony that the peak credit is not an accepted method (Ex. T-40,
PP- 2, 4 and 6) is in complete disregard of the Commission's precedent on this
issue.
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Puget Power installed three pairs of combustion

turbine units (CTs) in the early 1980s to meet

rapidly increasing peak load needs and for energy

production during periods of low streamflows.

. « . Puget Power's combustion turbines have been

used both for peaking and for short-term energy

production over the past several years . . .
1992-93 Integrated Resource Plan, Appendix C, page 6 (emphasis
added). This approach is confirmed by the market price for
capacity which, when adjusted for the long term, is roughly equal
to one-half of the total installed cost of a CT on a kW basis.
(Ex. T-8, p. 12) For these reasons, one-half of the fixed cost
of a CT is used as the proxy for the cost of pure capacity in the
peak credit calculation.

The Company used oil as the fuel choice for the CT even
though only natural gas was used at these facilities during the
test period. (Ex. T-76, p. 6) It has been the Company's
experience that natural gas is not available on a firm basis
during periods of extreme peak. Use of o0il for fuel is based on
the Company's expectations regarding gas availability given its
experience at such times. It should be emphasized that the test
period did not include an extreme peak period. In contrast,
during the Company's last extreme peak, the 1990 "Arctic
Express," its CTs ran and were burning oil because the natural
gas contracts were interrupted. Additionally, gas was not
available during the more recent peak periods in 1992.

(Ex. T-76, p. 6)
The Company has used an 80% capacity factor, rather than an

expected utilization factor, for the assumed operation of the

CCCT to make the analysis consistent with other planning
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assumptions. (Ex. T-76, p. 7) The peak credit method is
designed to reflect the planning criteria of the Company, and use
of a capacity factor rather than expected utilization is
consistent with this approach. Moreover, this is consistent with
the calculation uéed in the Company's 1992-93 Integrated Resource
Plan (Ex. 23, p. 53, Table 5-3). An 80% capacity factor for the
CCCT was also used in the 1993 study of avoided cost used in the
Schedule 83 filing. (Ex. T-76, p. 7) Inasmuch as the peak
credit method is designed to reflect the economic trade-off of
the various resource types or supply options available to the

Company, consistent assumptions should be used.

2.  Method of Classifying and Allocating Non-Generation
Related Transmission Costs

Summary of Argument:

. Non-generation related transmission plant should be
classified and allocated as 100% demand related. This
treatment recognizes forward-looking relationships and,
more specifically, that the Company incurs transmission
plant expenditures primarily in response to growth in
system demand.

The Company proposed that non-generation related
transmission costs be classified and allocated as 100% demand
related. This approach recognizes the reason for which the
investment was made. The primary design consideration used in
the planning and construction of the transmission network
(nongeneration-related transmission) is the peak load the
facilities must carry. (Ex. T-2, p. 17; see also Appendix F,

pp. F1-F14 of 1992-93 Integrated Resource Plan (Ex. 23)) SWAP,

WICFUR and BOMA support the Company's proposal in this regard.
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Other parties maintained that all transmission should be
allocated using the peak credit method.

The NARUC Cost Allocation Manual, an impértant reference
regarding cost of service issues, identifies several allocation
methods associated with transmission costs in embedded cost of
service studies, some of which treat these costs as being 100%
demand-related. In addition, the Commission has held--and the
Collaborative Group agreed--that embedded cost of service should
be forward looking. Staff witness Sorrells points this out in
her direct testimony. (Ex. T-33, p. 2) The Manual states at
page 128 that for purposes of a forward-looking marginal cost
study, investment in transmission system is generally assumed to
be driven by increments in system peak load. The Company's
treatment of non-generation related costs is consistent with that
premise, as it is reflective of marginal cost and forward looking

concepts.

3.  Method of Classifying and Allocating Distribution Related
Costs

Summary of Argument:

. For purposes of this proceeding, distribution costs
should be allocated using the basic customer method.

. Absent decoupling, the minimum system method should be
used to allocate distribution costs.

. Methods used for gas cost of service studies are not
necessarily directly transportable to electric
utilities.

. The line extension credit based on revenues (kwh sales)

is not indicative of the need, decision, or requirement
to build electric distribution plant.
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In the Company's proposal, we used the basic customer method
to classify and allocate distribution plant "primarily in the
interests of promoting consensus" (Ex. T-2, p. 19) Other than
the Company, two parties favor the minimum system, two parties
favor the basic customer and two parties remain silent on the
issue.

Under decoupling and in consideration of the collaborative
effort, the Company is proposing that the basic customer method
be used. If decoupling was abandoned and the collaborative
effort ignored, the Company would prefer the minimum system
method. The Company has consistently taken the position that the
minimum system method is more appropriate to use when evaluating
cost of service. The Company continues to believe in the merit
of the approach and, in fact, recently developed a new approach
to modeling the minimum system. The Company uses the new minimum
system analysis when evaluating marginal cost issues.®

Another approach, suggested by Public Counsel, is to
allocate distribution costs using gas cost of service principles.

In the Company's view, Commission-approved cost of service

°It should be noted that the minimum system method for classifying
distribution costs is widely used. There are two ready sources for
investigating the electric utility industry's practices regarding this issue.
One is in the form of surveys of both companies and regulators. The results
of the surveys indicate that the minimum system type approach (where
facilities in addition to the meter and service are deemed to have a customer
component to them) is a fairly common method. (See the Edison Electric
Institute 1980s survey and the 1989 survey performed by Economic and
Engineering Services, Inc., referred to at page 13 of BOMA witness Saleba's
testimony (Ex. T-54).) The second source is utility cost allocation
guidebooks, such as the NARUC Electric Utility Cost Allocation Manual which
offers the minimum system method as an acceptable method to use to apportion
distribution costs between demand and customer.
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methods for gas cost of service should not be applied to an
electric utility. While there are similarities in the analysis
of cost of service between all regulated industries, the
differences are so significant that the cost of service
principles are not easily transferable. Differences in
technology and end products, for example, make the electric
utility incomparable in many respects to any of the other
regulated industries. (Ex. T-76, p. 13) On this point, BOMA
witness Saleba stated the following:
As a general premise, a prudent cost allocation
study should follow cost causation. Cost
causation behind a natural gas system and an
electric system are markedly different . . . .
There are so many planning and operational
differences between a gas utility and an electric
utility it's hard to imagine that the same type of
a classification allocation scheme would apply to
both utilities.
Tr. at 1709.1°
On a related issue, Public Counsel witness Lazar suggest
that the Company's current line extension policies provide an
indication of cost responsibility at the distribution level.
(Ex. T-43, p. 19) The Company's line extension policies simply

reflect a reasonable method of allocating line extension expenses

between new customers and the general body of customers. They

0with regard to this issue generally, the Company in Bench Request
No. 7 was asked to perform a cost of service analysis using Public Counsel's
stated assumptions assertedly reflecting the treatment of distribution plant
in natural gas cost of service studies. Although the Company's response,
included in Exhibit 82, reflects the instructions given by Public Counsel, the
Company does not agree that this approach is valid or appropriate, for many of
the same reasons as expressed by WICFUR in its comments regarding the response
to Bench Request No. 7.
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should not be interpreted as any indication of cost causation.

(Ex. T-76, p. 12)

4. Determination of the Demand and Energy Allocation

Factors

Summary of Argument:

° The coincident peak demand allocation factor should be
based on the top 200 hours of peak demand.

. The energy allocation factor should be adjusted to
reflect the pro forma revenue temperature adjustment.
This adjustment was included in the Company's revised
cost of service study.

. Further adjustments to account for conservation
benefits, temperature and normalization are appropriate
but require further investigation prior to
implementation.

The coincident peak demand allocation factors in the
Company's cost of service study are based on each class's
contribution to the system's top 200 coincident peak hours. The
energy allocation factors are based on each class's annual
temperature-adjusted kWh consumption. (Ex. T-76, p. 18)

These two sets of allocation factors are material to the
ultimate cost responsibility attributed to any one class.
Roughly 75% of total operation and maintenance expense is
directly or primarily allocated using energy and demand factors.
Approximately 45% of total electric plant is assigned to classes
using these same factors. 1In addition to these primary

allocations, a significant portion of the secondary allocations

are also based on results of using these factors.
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a. Demand Allocation Factors

The issue regarding the determination of the demand
allocation factors concerns, among other things, the number of
hours to include in the calculation of the demand allocation
factors. The Company uses 200 hours because it represents the
annual number of hours of operation for the combustion turbines
reflected or incorporated in the Company's planning models. 1In
the Company's view, using 200 hours better matches the allocation
factor with the planning criteria actually used by the Company.
(Exhibit T-2, p. 27.) In some intervenors' proposals, these
arguments led into other issues such as the seasonality of loads,
normalization for temperature and the treatment of the imputed
benefits of conservation.

WICFUR witness Schoenbeck proposed three modifications to
the demand allocation factors, all of which should be rejected.
First, with respect to the number of hours, Mr. Schoenbeck
proposes to look at loads in excess of 95% of peak rather than
during the 200 hours proposed by the Company. This approach
reduces the number of hours considered from 200 to 3.

(Tr. at 1808). Thus, this method might do a better job at
capturing the peak contributors, due simply to the fact that
reducing the number of hours in the averaging process tends to
minimize or camouflage the true effects of peak users to the
detriment of more constant or even users such as the high voltage
class. This method should be rejected, however, because it
departs from the 200-hour figure used for planning purposes, and

selection of the 95% figure appears to be arbitrary.
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(Tr. at 1808) Moreover, it should be noted that under situations
when system and class loads were quite flat (on average), the
results under either method would not be significantly different.

Mr. Schoenbeck's second proposed modification to adjust the
demand allocation factors for weather/temperature has some merit.
Class-level temperature adjustments to normal temperature would
be appropriate if the necessary data exist. However, the data
are not available. To make such an adjustment now would require
making assumptions as to the class level adjustments and may
cause additional errors in the estimate rather than improve the
estimate.

Mr. Schoenbeck's third modification, relating to class-level
adjustments to reflect the imputed benefits of conservation,
might also be appropriate given sufficient data. This would be
another step toward treating conservation in the same manner as
supply side resources. However, the data are not available. The
assumptions used in imputing conservation benefits would need to
address a number of points.'! It should be noted that although
this subject and these points were raised during the
collaborative group deliberations, the discussion was very
limited and there was no investigation or resolution of these
items. In addition, Mr. Schoenbeck's method relies on a
simplistic allocation of the Company's estimated MW and aMW

reductions by conservation program to the classes of service

rhe points include the following: free riders; load retention vs.
conservation; customer contributions; verification of measure life/continued
participation; and cream skimming.
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utilized in cost of service. Also, as applied by Mr. Schoenbeck,
the estimated MW reductions are based on an extreme peak
situation and are not directly applicable to test period demand

data.

b.  Energy Allocation Factors

In general, the issue is centered on the seasonality of
loads. This issue also leads into similar debates as to
normalization for temperature and the treatment of the imputed
benefits of conservation.

The Company revised its cost of service study to include an
adjustment to the residential energy allocation factor to
normalize for temperature. The revised cost of service study,
included as Exhibit No. 79, is consistent with the revenue
calculation set forth in Exhibit 557 in the General Rate Case.
It should be noted that the residential class is not the only
tehperature sensitive class load. Several other classes of
service, such as commercial establishments with electric space
heat, may also have temperature sensitive aspects to their energy
and demand. However, data are not sufficient at this time to go
beyond the current treatment of the temperature adjustment.

The energy factor should not be adjusted for seasonal cost
differences in energy as proposed by SWAP witness Carter. The
focus of the proposed cost of service methodology is not on the
seasonal cost differentials. The method is not intended to
present seasonally differentiated results, although inferences

can be drawn from the study results based on the seasonal
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attributes of certain allocation factors. If the cost of service
objective is to determine cost of service by season by class,
many other adjustments to the method would be necessary. The
simplistic adjustment proposed by Mr. Carter is not adequate.

The Company proposes to investigate further the issues
associated with demand and energy allocation factors raised in
this proceeding. The Company will provide the Commission with
study results and ultimately a recommended solution as part of
the next general rate filing, assuming the current three-year
cycle. This extended period of time is necessary to perform the

analysis and collect the data anticipated to be required.
C. Other Issues

1. Calculation of Base Cost per Customer on an Individual
Class Basis

The Commission in the Decoupling Proceeding directed the
Company to identify Base and Resource Costs for each class.
(Third Supplemental Order, p. 25.) This analysis is shown in
Exhibit 80. For the reasons discussed in Mr. Hoff's and
Ms. Lynch's rebuttal testimony in the General Rate Case, the
Company opposes implementation of Base Cost per customer on a

class-specific basis.

2.  Adoption of Company's Cost of Service Model
One issue on which agreement was reached in the
Collaborative Group was the benefits of using a single cost of

service model to analyze cost of service and rate spread issues.
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In this proceeding, a number of parties have used the Company's
cost of service model to analyze their proposals. Staff, for its
part, used the Company's cost of service model in preparing its
response to Bench Request No. 6 (Ex. 81). And the Company has
provided training sessions to enable parties to use its cost of
service model. The Company urges the Commission to endorse use
of the Company's cost of service model for analysis purposes in

this and future proceedings.

D. Cost of Service Results

Summary 1 of Exhibit = (CEL-6) in the General Rate Case
shows a class level income statement for each class considered in
the cost study.'? The bottom line of this report shows the
realized rate of return for each class of customers based on the
allocated operating expenses, income and rate base for that
class. Summary 2, line 13 shows the resulting parity ratios
under this cost of service study. These parity ratios are the

basis for the Company's rate spread proposal.

12p1ternatively, the most current cost of service study in the rate
design portion of the proceeding is Exhibit 78.
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V. RATE SPREAD

A. The Company's Rate Spread Proposal

The following parity ratios are suggested by the Company's
revised cost of service study (Exhibit (CEL-6) in the General
Rate Case):

Secondary
Residential Sm. Med. Lg. Primary High Voltage Lighting  Resale

96 % 110% 117% 115% 93 % 88 % 136 % 77%
Given these cost of service results, the Company proposes to
allocate the revenue requirement across classes in a manner that
moves toward 100% parity for all classes under the Commission's
jurisdiction. (Ex. T-83, p. 5) This would be accomplished
gradually by moving one-third of the distance to the target
parity of 100%. The exception is the Firm Resale class, which
would be moved to 100% parity.'® This results in the following
target parity ratios'4:

Secondary
Residential Sm. Med. Lg. Primary High Voltage Lighting Resale

97% 107% 111% 110% 95% 92% 124 % 100%
These cost of service parity and target parity ratios should

be used in connection with Schedule 7 of Exhibit 84.

13The Firm Resale class is a wholesale class whose rates are not
determined by the Commission.

14rhis recommended approach results in the following percentage changes
to each class (based on the $103.5 million (10.3%) overall increase shown in
the Company's General Rate Case rebuttal presentation): Residential (+11.9%);
Secondary Voltage: Small (+7.7%), Medium (+4.5%), Large (+5.6%); Primary
Voltage (+12.9%); High Voltage (+15.0%); Lighting (-1.8%); and Firm Resale
(+33.3%).
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Attachment B to this brief is a partially completed worksheet
that could be used by the Commission to spread the increase in

the General Rate Case across classes.

B. Rate Class Differentials Based on Risks and Growth Rates

Another issue related to rate spread is whether differences
in either risk or growth rates should be considered in allocating
the revenue requirement across classes. For the reasons
discussed below, the Company opposes Public Counsel's proposal to
consider rate class differentials based on risks and growth

rates.

1. Risk-Based Differentials

The arguments of Public Counsel witness Lazar supporting
class-differentiated rates of returns are flawed for four
reasons. First, Mr. Lazar has offered no quantification of risk
differentials. Second, he has offered no proof that financial
markets view specific customer classes as more or less risky than
other classes. Third, he has offered no proof that any perceived
risks associated with serving individual customers are in any way
correlated with the Company's definition of customer classes.
Fourth, Mr. Lazar's conceptual application of risk is much too
narrow. Most, if not all, risks perceived by investors are not
confined to a specific customer class.

A number of risks are present in all customer classes,
including risks related to stranded investment, requirements to
provide standby service, and the under-recovery of Base and

Resource costs. These risks are discussed in Mr. Hoff's rebuttal
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testimony (Ex. T-83) at pages 17-18. There are alternative rate
designs that can mitigate these risks. However, consideration of
these methods is premature in this proceeding, and is best left
to future filings. Examples of risk-reducing rate designs are

discussed in Mr. Hoff's rebuttal testimony (Ex. T-83) at page 19.

2.  Differentials Based on Relative Growth Rates

Similarly, the Company opposes Public Counsel's suggestion
that differences in growth rates should be considered in rate
spread decisions. If growth is to be addressed through rate
spread or rate design, it is best addressed at an individual
customer level, not a class level. In this regard, the Company
is not currently advocating growth charges at the customer level.
The question of who should pay for growth is complex, with
serious public policy ramifications. While growth is a cause of
higher rates for the Company's customers, it also can mean job
creation and other regional economic benefits. The issue of
growth is more appropriately addressed through charges to
individual customers, such as through energy rates that are based

on marginal cost.

VI. RATE DESIGN PROPOSALS
The Company's filing includes rate design proposals in the
following five general categories:
(1) residential rate design;
(2) secondary general service rate design;

(3) primary/high voltage rate design, including an
experimental marginal cost based rate;
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(4) various other rate design proposals, including
interruptible rates for large power customers, a
proposed power factor adjustment, an increase in the
seasonal differential for energy charges, and a
differential for seasonality in demand charges; and

(5) the allocation of PRAM revenues.

A. Residential Rates

1. Residential Rate Design

Summary of Argument:

L The change of schedule 7 to a two block rate is an
important element to providing the efficient price
signal.

. The setting of the block levels and prices must be done

in the context of equity and efficiency. If the block
is lowered to 600 kWh as Staff recommends and the
Company revenue requirement is used, a preliminary
analysis indicates that lights and appliance customers
will get half the average rate increase and space heat
customers will get twice the average increase.

The residential rate (Schedule 7) currently has a three-
block inverted rate schedule, with the blocks set at 600 kWh and
1,000 kWh. The Company's original proposal in this proceeding
included a monthly charge based upon the basic customer approach
and a two block inverted energy rate, in accordance with the
recommendations of the Collaborative Group. The tail block was
set to give the marginal price signal based upon the power

production cost of serving a residential water heat load, a

twelve year time horizon.l5 The tail block was set at 500 kKWh in

157he tail block is not actually set at the marginal cost, rather it is
set so that the increment/decrement in the customer's total bill reflects
marginal cost. The tail block rate is derived by subtracting the PRAM rate
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the winter and 400 kWh in the summer in order to provide the
marginal price signal to over 85% of the residential customers.
(Ex. T-8, pp. 28-29)

Given the magnitude of the requested increase in the General
Rate Case, the Company made two modifications to the rate design
in the filing of the Schedule 7 tariff in its direct case in the
General Rate Case. (Ex. T-567, pp. 7-8) First, the start of the
second block was raised to 800 kWh inasmuch as the 500/400
blocking had the effect of increasing bills nonproportionately to
many of the residential customers. (Ex. T-567, p. 8) The
adjustment of moving half of the current second block to the
first block was made in the interest of rate moderation. Second,
the Company moved away from the strict formulation used to
develop the tail block rate in the original filing. Two problems
with application of the formulation were revealed. First, the
tailblock could not be precisely calculated at the time of the
filing inasmuch as the Company had no knowledge of future the
Schedule 100 (PRAM) or 94 (residential exchange) rates.
Additionally, Schedules 94 and 100 can change annually. Second,
strict application could result in flattening the inclining block
rate too much and reducing the "apparent" price signal. From an
economic perspective it is inefficient to charge above marginal
cost, but this inefficiency must also be weighed against both the

signal the typical customer perceives and equity impacts.

(schedule 100) from the water heat marginal cost and adding the exchange
credit (schedule 94). (See Exhibit T-8, p. 34)
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The rebuttal presentation in the General Rate Case preserves
the structure with the second block commencing at 800 kWh.

(Ex. T-__ (DWH-7)) This approach gives the marginal cost price
signal to the largest percent of customers possible while
simultaneously addressing equity and implementation concerns.
The basic charge of $5.00 for a single phase customer uses the
basic customer approach detailed in Exhibit 566, p. 2 (which is
translated to the basic charge in Ex. T-569, p. 3).

Staff's proposal to set the second block to commence at 600
kWh'® should be rejected. The customer impacts resulting from
this proposal are not equitable. Lights and appliance customers
would receive half of the average rate increase, while space heat
customers would get twice the average increase.

The Company requests that the Commission recognize the
balancing of equity and efficiency and adopt the rate design set

forth in the General Rate Case rebuttal presentation.

2.  Experimental Water Heater Rate

Summary of Argument:

° The Commission should affirm the Company's analysis
that the residential interruptible water heater credit
is not cost effective at this time. The Company, at the
request of the Collaborative Group and Task Force,
extensively studied the economics of this proposal.

The Company's conclusion, which Staff has confirmed, is
that it is not cost effective.

. Public Counsel, arguing for a higher rate, cites a
report by WSEO that recognizes a range of costs and
simply assumes that the lowest cost was available

165ee staff response to Bench Request No. 6 (Ex. 81).
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without considering other information in the WSEO
report regarding the range of costs, examination of
system characteristics, or review of water heat load
factors on the Company's systen.

Based upon the recommendations of the Collaborative Group
and the Task Force, the Company did an extensive evaluation of an
interruptible water heat rate. The Company originally offered an
interruptible water heat rate, which featured a monthly discount
of $5.35. (Ex. T-8, p. 35; Ex. 15) Upon further analysis, the
Company determined that the original estimate on the value of
interruption was significantly overstated, and that the monthly
discount would be less than $1.00 per month. As stated in
Mr. Hoff's direct testimony in the General Rate Case, the Company
concluded that this credit would be too small to interest anyone,
so this tariff was withdrawn. (Ex. T-567, p. 7) Staff concurs
in the Company's conclusion that this proposal should not be
included. Exhibit T-33, page 18.

Public Counsel, for its part, argues that the credit should
be higher inasmuch as the Company assertedly has overstated the
installation costs of the interruption devices. The studies
cited by Public Counsel, however, do not support its position.
The BPA testimony cited by Public Counsel witness Lazar (Ex. 52)
shows the cost of water heater control management program as
$313.57 per installation, which supports the Company estimate of
$300. (Tr. at 1618) Moreover, the WSEO study cited by Mr. Lazar
(Ex. 51) includes installation costs ranging from $135 to $935

per unit.
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3.  Hookup Charges

Summary of Argument:

L The use of hookup charges as proposed by Public Counsel
is a punitive measure aimed at space heat customers who
may not have a viable alternative. Any consideration
of a hookup charge should await a study of the costs of
adding new customers to the system.

The Company considered hookup charges for site-built and
manufactured housing at the request of some members of the
Collaborative Group. In conjunction with the Conservation
Technical Collaborative Group, the Company determined that the
current residential energy code already incorporates the full
range of conservation measures that are cost-effective from the
Company's perspective. In addition, the Company, together with
others throughout the region, participated in the regional
manufactured housing assistance program to deal with energy
efficiency in residential housing not under Washington State
Energy Code jurisdiction.

Public Counsel claims that current codes are not sufficient
and has proposed hook-up fees that would apply to new residential
space and water heat. This approach, which would not apply to
new load generally, is too restrictive. Moreover, hook-up fees
appear to be a punitive measure designed to drive residential
space and water heat customers to alternative fuel sources which
may or may not be more cost effective from the customer's
perspective. Finally, such charges do not appear to be cost-
based. (Ex. T-83, p. 21) These charges were discussed with the

Collaborative Group, and they concluded that such charges were

not appropriate.
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4. Low-Income Rates

Low-income rates were discussed in depth by both the
Collaborative Group and the Task Force. The Task Force
recommended against these rates, and the Collaborative Group did
not endorse them as a concept. The Company is not proposing any
further action at this time beyond the current program of

targeted conservation and assistance through the Energy Fund.

B. Secondary General Service Rate Design

Sunmary of Argument:

] The Company's proposal to reconfigure secondary general
service rates reflects the large diversity of energy
users in the current class. The proposed segmentation
is important to the goal of requiring each class to pay
its appropriate costs.

. Public Counsel continues to incorrectly characterize
Schedule 25 as having declining block rate.

The current secondary general service rate class includes a
diverse group of customers ranging from the small "mom & pop"
store to the high rise office building and manufacturing
facility. Over 20% of these customers have average monthly
consumption of less than 500 kWh/month, and approximately 93% of
these customers have demands of less than 50 kW. (Ex. T-8,

p. 39)

The Company is proposing to separate the nonresidential

secondary general service rate, the current Schedule 24, into

three schedules:

. customers with an estimated monthly billing demand of
less than 50 kW (these customers generally would not
have a demand meter);
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° demand metered customers with an estimated monthly
billing demand between 50 kW and 350 kW; and

o customers with an estimated monthly billing demand of
greater than 350 kW.

Each of these schedules is proposed to have seasonalized energy
rates. In addition, Schedules 25 and 26 would have seasonalized
demand charges. Rates for these three schedules, as originally

proposed, are provided in Exhibit 12.

a. Proposed New Schedule 24

Each customer would pay a basic customer charge of $5.00
(single phase) each month. This customer charge was developed
using the customer-related costs allocated to this class in
Ms. Lynch's testimony. Seasonalized energy charges under
Schedule 24 are proposed to be $0.058313/kWh during summer months
and $0.064144/kWh during winter months, based on the rebuttal
revenue requirement in the General Rate Case. These charges were
calculated simply by dividing the class revenue requirement (less
basic charge revenues) by kWhs and applying the seasonal

differential.

b.  Proposed Schedule 25 Rate
This schedule is similar to the existing Schedule 24 Rate,
except that Schedule 25 has two energy blocks. The customer
charge for Schedule 25 is increased to reflect the customer costs
allocated to this sector under the cost of service model. The

demand charges apply to all adjusted billed demands over 50 kW.
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The demand charge is seasonalized, with a 50% differential
between the summer demand rate and the winter demand rate.

The first block energy rate, which incorporates demand
charges, was adjusted to reflect the overall change in revenue
requirements assigned to this schedule. The remainder of the
target revenue requirement was divided by the kWhs consumed in
the tail block, then adjusted to achieve a 10% differential
between winter and summer.

Public Counsel objects to this rate design, claiming that it
is declining block. It is declining block, however, only for
customers with low load factors inasmuch as the demand charge is
incorporated in the first energy block. The Company recognizes
the "appearance" of the declining block, and worked with Staff to
develop an alternative design. (Tr. at 1510) However, no

workable alternative with acceptable rate impacts was identified.

c.  Proposed Schedule 26 Rate

This proposed schedule has a single energy and demand block,
and 1is similar in structure to Schedule 31. The seasonal energy
rates of $0.043819/kWh in winter and $0.039835/kWh in summer were
set by dividing the energy-related revenue requirement allocated
to this class under the cost of service study by the number of
kWhs this class used during the test year, and applying a 10%
differential. The demand charge is similarly derived by dividing
the demand-related revenue requirement allocated to the class in

the cost of service study by the total demand metered during the
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test year (after with an adjustment for the impacts of the power

factor adjustment).

d. Schedule 29 Rate

Schedule 29, Seasonal Irrigation and Drainage Pumping
Service, has historically had rates that are less than under the
secondary general service schedule, Schedule 24, due to the
acknowledgment in the region that irrigation customers have
separate cost characteristics than non-irrigation customers.
(Ex. 18, p. 24) Although the existing rate for Schedule 29 is
below Schedule 24, it is roughly equivalent to the excess over
parity which our cost of service study suggests is currently
being paid by the secondary general service class. Schedule 29
rates therefore need little adjustment to reach the 1.00 target
parity ratio identified earlier.!'” The Company proposes to
adjust Schedule 29 to make the winter rates and basic charge
similar to those under the other general service schedules, and
to adjust summer rates in a manner that produces an overall
increase for this customer class, which exceeds the increase

applied to the total secondary class by approximately 6%.

C. Primary/High-Voltage Rate Design
Within the primary/high voltage rate category, four items
remain at issue: adoption of the Company's optional marginal

cost rate proposals for large load customers; interruptible rate

17schedule 35, Seasonal Primary Irrigation, is proposed to get the same
increase as the primary class.
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proposals; the imposition of notification requirements for large
customers; and the creation of a new, separate rate schedule for

SWAP customers.

1.  Marginal Cost Rate Proposals

Summary of Argument:

] The Company's large power marginal cost rate proposal
reflects an innovative pricing approach.

° Both Staff and Public Counsel's modifications should be
rejected. Staff's modification is inappropriate since
billing data are not available for new customers, nor
has it identified how its proposal could be made
workable. Public Counsel's modifications should be
rejected since it would give some customers significant
bill increases and others significant decreases due to
large changes in annual consumption. In addition, the
Company currently does not have the billing system to
implement the rate on a wide-scale basis.

The Company propose to provide a marginal cost price signal
to primary and high-voltage customers through an experimental
approach whereby customized energy and demand blocks are assigned
to each customer. This is the best way--and the only approach
offered--to deal with the large variations in consumption and
demand within these customer classes. The Company's proposed
rates are described in Mr. Hoff's testimony (Ex. T-8) at
pages 46-48.

A benefit of creating a marginal cost rate is that it
promotes economic efficiency at the facility and thereby promotes
the goals of integrated resource planning and encourages
conservation. The customer is given the correct price signal to

conserve inasmuch as the savings associated with energy in the

tail block is priced at marginal cost. If the customer decides
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to increase consumption, the customer will pay the full cost of
the expansion. The proposed rate design is also equitable
because (1) the customer would see no change in its bill with no
change in consumption, (2) the rate in its current form is
proposed as experimental and voluntary, and (3) the rate is
symmetric inasmuch as the customer's bill both increases and
decreases at marginal costs.

Staff proposes to revise the Company's proposal to make it
mandatory for all new large customers. TInasmuch as the billing
data necessary to set rates are not available for new customers,
Staff's proposal does not appear to be workable. (Tr. at 1514)
Public Counsel, for its part, proposes that the rates be
mandatory for all customers, or not offered at all. 1In the
Company's view, making this offering mandatory would lead to
unacceptable customer impacts. Many customers would experience
significant bill increases or decreases due to large changes in
annual consumption. Public Counsel ignores the risks associated
with implementing a rate design that is untested anywhere in the
nation. Rather, implementation should await the evaluation of
the Company of its limited experiment. 1In addition, the Company
currently does not have the billing system to accommodate

implementation of its rate for all large customers.

2. Interruptible Rates for Large Users

Summary of Argument:

L] The Company's interruptible rate proposals reflect the
goals of the rate design case: to align rates with
integrated resource planning. The credits offered
reflect the market price of capacity.
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. Although WICFUR believes that the rates are too low,
the only consequence will be not enough subscribers.
Furthermore, all customers will be better off if the
Company can secure the interruptible load "resource"
below the market price of capacity.

] Schedules 43 and 46 should be closed. The modified
wording on Schedule 43 worked out by the Company and
Staff should be incorporated into the tariff to
correctly specify the conditions under which customers
can remain on Schedule 43.

The Company's proposals reflect the interest by all parties
to modify and expand the interruptible rate option to attract and
qualify more customers for the rate. Two types of interruptible
rates for large users were discussed by the Collaborative Group:
a rate where the customer commits to an interruption as defined
in a contract, and a voluntary rate where the customer can
curtail and receive a credit but faces no penalty for not
curtailing load.

The Company currently has two interruptible rate schedules:
Schedule 46 applies to high-voltage customers, and Schedule 43
applies to all electric schools served at primary voltage.
Schedule 46 customers can be interrupted during the morning or
evening peak periods, while Schedule 43 customers can be
interrupted during the evening peak period. Customers under
Schedule 43 must reduce their load to 0.6 watts/square foot or
face demand charge penalties. The Company proposes that the

current Schedules 43 and 46 be closed to new customers, and that

new interruptible rates be offered as follows:

. all customers with a winter load factor of at least 60%
who are willing to commit to reducing their load by a
specified contract amount during an interruption period
will qualify for an interruptible rate,
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o interruption contracts will be available for one and
five years,

° the reduction in demand charges will be a function of
the amount of load interrupted and the length of the
interruption contract, and

. there will be penalties for failing to interrupt.

The new rates are meant to be more general and more flexible
than the existing rates, and therefore should be preferred by our
current interruptible customers. However, in specific instances
they might not be. Customers on existing Schedules 43 and 46
will therefore be allowed to decide which rate they prefer, and
for those customers who remain on existing schedules, the current
relationships between the demand charges for Schedule 31 versus
Schedule 43 and Schedule 46 versus Schedule 49 will be maintained
in all future rate changes. Schedules 43 and 46 will not be
available to new customers upon approval of the proposals offered
here.

Based upon the concerns of Staff,'® the Company is proposing
to amend the availability terms of Schedule 43. The first
modification allows the tariff to be phased out to new customers
over a one-year period. This will allow new schools on the
schedule if their energy plans have already been approved by the
Washington Energy Office and they start construction by October
1, 1994. The second change requires schools to install

recommended cost-effective conservation by October 1, 1995 to

187y, at 1512.
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remain on the schedule. The specific changes in the availability

terms are shown in Exhibit 88.

a. Interruptible Service Credit--Firm

The objective of the interruptible service credit for firm
power is to extend an interruption option to more customers so
the potential for interruption resources in our Integrated
Resource Plan can be increased. Interruptions provide an
alternative to peak generating resources. The value of firm
commitments by customers to interrupt load during peak load
periods is the potential delay or avoidance of acquiring peak
load resources for the needle peak hours. All customers are
better off if the customer credit for interruption is less than
the cost of acquiring a peak resource (after adjustment to
reflect customer notification and other administrative costs).

The Company is proposing three riders--36, 38, and 39--that
would apply to Schedules 26, 31, and 49, respectively. These
riders, initially presented in Exhibit 12, contain three
classifications (long-term firm, short-term firm, or non-firm'9)
based on the particular customer's commitment to the
interruptible rate program. Each of the firm classifications has
two components. The first component is a monthly credit applied
to billable demand that is in excess of the customer's contracted
firm kW demands. Second, a credit is paid for each interruption

based upon the value of the imputed kWh above the firm demand

19The non-firm option was removed from Rider 36 because it was not cost-
effective.
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level not consumed, less verification costs. The calculation of
the credits is described in Mr. Hoff's testimony (Ex. T-8) at

pages 51-54.

b. Interruptible Service Credit--Non-Firm

Under the non-firm rate, the customer decides whether to
interrupt service in response to the Company's request. Since
the customer under the voluntary rate does not agree to interrupt
at our bidding, it is not a "firm" resource. Accordingly,
customers would be compensated only if and when they actually
interrupt their service at the Company's request. The rate was
calculated by reducing the value of the firm interruptible rate
by a "non-firm" factor, based on a reasonable expectation of the
number of customers that will actually interrupt when asked. The
derivation of the rate is explained in Mr. Hoff's testimony

(Ex. T-8) at pages 51-56.

3.  Notification Requirements for Large Load Customers

Summary of Argument:

° Notification requirements should not be imposed for
large customers.

Public Counsel recommended that large load customers be
required to notify the Company in advance of material changes in
load. The Company opposes this proposal. First, Section 11 of
the Company's General Rules and Provisions (Schedule 80) already
imposes a requirement on customers to notify the Company of large
load increases that may damage Company equipment. Second, such a

requirement assumes the customers themselves know of these
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changes with a long lead time, and are willing to make these
decisions public. This is not the way businesses typically
operate. Third, this requirement further assumes that large
customers do not already keep the Company informed to the best of
their ability. The reality is that these customers currently
work very closely with the Company on expansion plans. Fourth,
the economic benefits of a notification policy have not been
demonstrated. Fifth, such a requirement would seem to be at odds
with the Company's public service obligations. Finally, the
examples in Exhibit 53 upon which Mr. Lazar relies in proposing
his notification requirement are inapposite. Six of the
contracts involved agreements between BPA and direct service
industries, a special category of customers under the Northwest
Regional Power Act; and another six of the cited agreements are
wholesale arrangements between utilities, not retail arrangements

between a utility and its customers. (Tr. at 1685)

4. Separate Rate Schedule for SWAP

Summary of Argument:

L SWAP's proposal for a separate rate class "for
customers like SWAP" should be rejected. SWAP does not
represent a homogeneous customer group.

o SWAP's amended proposal for a separate class for summer
peaking customers should also be rejected for two
reasons. First, the Company has proposed the correct
seasonality in charges. Second, that logic would
require a dramatic change in rate structures since 42%
of primary voltage customers are summer peaking.

The Company should not be directed to establish a separate

rate class for SWAP customers. The Commission should be very

BRIEF OF PUGET SOUND
POWER & LIGHT COMPANY - 39

[BA931890.018]



cautious about establishing additional customer classes. It may
be appropriate to create a new customer class if a homogeneous
group can be identified with a clearly defined usage pattern that
sets the cost to serve that group apart from others in the
schedule, or if there are compelling arguments that all customers
would be better off. 1In the case of SWAP, these conditions have
not been demonstrated.

The group which should receive a special rate, according to
SWAP, is composed of "customers involved in frozen food storage
and food processing that have loads that tend to peak in the
summer and fall rather than the winter like other Puget
customers." (Ex. 67) This group is not homogeneous. Frozen
food storage and food processing are not considered homogeneous
enough by the Federal Government to be assigned the same Standard
Industrial Classification, even at the summary two digit level.
Nor does the group have a unigue usage pattern; 33% are winter
peaking. (Ex. 69) The fact that some of these customers peak in
the summer and fall is not unique. The Company's analysis shows
that fully 38% of Schedule 31 customers and 65% of Schedule 49
customers peak during the summer and fall period included in
SWAP's definition. (Ex. 85)

Another problem with SWAP's customer definition is that
SWAP's definition of the summer-fall season (June through
November, according to Ex. 67) is arbitrary and does not
correspond to the Company's power supply situation. For

instance, the Company buys peaking capacity during November.
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}t should be noted that SWAP customers will benefit from the
Company's rate design proposal even though a separate schedule is
not created for them. Due to the increased seasonality of the
rates in our proposal, the average rate increase for SWAP
customers will be 3% lower than the average rate increase for

others in their schedules, according to Ex. T-83, p. 9.
D. Other Rate Design Proposals

1.  Proposed Power Factor Adjustment

Summary of Argument:

. The Company's proposed modification in billing for
power factor correction is more representative of the
cost to all customers of the cost burden that customers
with low power factors create than the current rate.
These costs include supplying additional generation
capacity (the additional demand is not registered on
the demand meter), generating more electricity to
compensate for additional energy losses, and additional
electrical equipment required to serve the unmetered
capacity.

. SWAP's objections to the charges for low power factor
customers fails to consider that the customer causing
the low power factor can typically correct the problem
at a lower cost than the Company.

This issue was raised by members of the Collaborative Group
and the Task Force, who expressed some concern that the current
charges imposed on customers with poor power factors are too low.
The Company currently has a reactive power charge denominated by
a Killovar hour, or kvarH, that is charged to all secondary and
primary voltage customers with over 100 kWs of demand. High-

voltage customers pay a reactive power charge in their kva

charge.
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Reactive power requirements create a requirement on the
system that is not measured with standard kWwh/kW meters. This
additional requirement, if uncorrected, may require the need to
increase the capacity of distribution and substation
transformers, distribution and transmission conductors, and
increase generation requirements. Another impact is that
supplying customer reactive power requirements can increase
system losses associated with the larger kVa requirements.

(Ex. T-8, pp. 58-59)

This proposal applies to Schedules 25, 26, 29, 30, 31, 35,
and 43. It does not apply to the high-voltage Schedules 46, 48,
and 49 because the demand meters used meter kVa directly, the
preferred method of measuring power factors. The proposal
effectively results in charging secondary and primary voltage
customers in the same way as high-voltage customers, without the
requirement of installing expensive new metering equipment. The
customer's power factor is used to adjust the metered demand.
The calculation, shown in the tariff sheet in Exhibit 12,
essentially produces the effect of a kVa charge for customers
with power factors below .95. This is considered to be
reflective of the actual cost to the Company of serving the extra
load and supplying the extra energy losses associated with

reactive power requirements.20

201t should be noted that other utilities charge for power factors this
way. Snohomish PUD, Tacoma City Light, and Idaho Power adjust metered demand
by the customer's power factor. The utilities have different base levels
ranging from 0.85-0.95 power factors and slightly different ways for adjusting
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Under the proposed power factor adjustment, customers with a
power factor of 95% or above would see a decrease in their rétes.
Customers with poor power factors would see an increase, while
the average customer would see very little change. The average
change for Schedule 31 customers is an increase of about 3%,
while secondary customers (Schedules 25 and 26) would see an
increase of about 2%. (Ex. T-8, p. 60)

SWAP witness Carter has recommended rejection of the
Company's proposal, primarily on the grounds that it would be
cheaper for the Company to install capacitors to improve power
factor. (Ex. T-58, page 16) His "analysis" of the costs that
the Company would incur fails to consider that in many cases line
capacitors cannot be installed near the customer premise. See
Exhibit 65. Moreover, there is no basis for the assumption shown

on his Exhibit 66 that the Company would achieve economies of

scale in "fixing" the power factor problem.

2.  Seasonality in Demand Charges

Summary of Argument:

L] The Company's introduction of seasonality to demand
charges and increased seasonality in energy charges is
a significant change.

. A further increase in seasonality as suggested by SWAP
is not justifiable.

The Company's proposal adds further seasonality into demand

charges. The high-voltage schedules already include seasonality

for the power factor. For example, Tacoma City Light multiplies the metered
demand by 0.95 and divides by the average power factor.
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through the 100% demand ratchet for peak demands which occur
during the winter. Schedule 31, for its part, uses a 60%
ratchet. In addition to the current demand ratchets, seasonal
demand charges would be added to Schedules 25, 26, 29, 30, 31, 35
and 43. (Ex. T-8, pp. 60-61)

Seasonality in the demand charges of these schedules would
be reflected by using a monthly demand rate which varies by
season. Seasonal differential rates are introduced by applying a
50% differential to demand charges. The advantage of this type
of seasonal differential is that it is easy to understand and it
gives a price signal throughout the year.

SWAP proposes a further increase in seasonality. (Ex. T-58,
p. 12) This further increase cannot be justified, however.
First, seasonality in costs are difficult to identify in a hydro
based generation system. Second, increased seasonality will
destabilize receipts. Third, although on a forward looking basis
the marginal costs are reflecting an increase in seasonality, the
embedded costs reflect significant fixed costs that do not vary

by season. Thus, further movement would be inequitable.

3.  Allocation of PRAM Revenues

With respect to allocation of PRAM revenues across classes
of customers, the Company proposes that the demand portion of the
rate be eliminated and that the charges per kWh be the same for
all blocks in each schedule. (Changes per kWh would continue to
be different across schedules.) The existing tariff increases

each block by an equal percentage; the proposed change would
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increase each block within each schedule by an equal cents per
kWh. (Ex. T-567, p. 8) The purpose of the change in the design
of the Schedule 100 rates is to make tracking of the PRAM easier.
Two further modifications to PRAM rate design are
recommended. First, irrigation customers would receive an
appropriate share of any rate change. Second, an explicit
adjustment will be made for wholesale customers as described in
Mr. Lauckhart's testimony (Ex. T-1, pp. 14-15) and the PRAM 3
proceeding (Docket No. UE-930622). Apart from these exceptions,
this proposal does not depart from the existing practice for

spreading PRAM revenues to customer classes.

VII. CONCLUSION
For the foregoing reasons, the Company recommends that the
Commission approve (1) the cost of service methods used by the
Company and the target parity ratios produced thereby and (2) the
rate design proposals offered by the Company.
Respectfully submitted this 9th day of July, 1993.
PUGET SOUND POWER & LIGHT COMPANY

o it

ames M. Van Ng fénd
Perkins Coie
Attorneys for’' Puget Sound Power
& Light Company
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ATTACHMENT A

Summary of Company's Cost of Service Study

A. Cost of Service Studies Generally

The cost of service process typically includes three
steps: (1) functionalization of costs, (2) classification of
costs, and (3) allocation of costs among customer classes.

1. Functionalization of Costs

Functionalization identifies the task that the utility
is performing when it incurs the cost. The list of tasks or
functions typically identified in a cost of service study are
production or generation of electricity, transmission of that
electricity to the local area, distribution of that
electricity to the customers or points of delivery in the
local area, provision of customer service, billing, and
facilities to each customer in the service area, and a
general function which includes costs such as administrative
and general expenses. Some studies, including the one
proposed by the Company, further identify tasks or sub-
functions such as coal-fired production of electricity,
hydro-electric production, generation-related transmission
of electricity and non-generation-related transmission of
electricity.

2. Classification of Costs

This step of the cost of service process involves the
separation of the functionalized costs into classifications
based on the components of utility service being provided.
The three principal cost classifications for an electric
utility are demand-related costs (costs that vary with the kW
demand imposed by the customer), energy costs (costs which
vary with the energy or kWh that the utility provides), and
customer-related costs (costs that are related to the number
of customers served). (See the NARUC Manual, p. 23).
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The classification issues most often contested are:
(1) whether the predominance method should be used (i.e., if
a function is predominantly energy (or demand) related, it
would be classified as 100% energy (or demand)); and (2) if
the predominance method is not used, the determination of the
proper classification scheme for each function (i.e., what
relative portions should be classified to energy, to demand,
and to customer).

3. Allocation of Costs

The NARUC Manual at page 25 provides a good description
of this process:

After the costs have been functionalized and
classified, the next step is to allocate them
among the customer classes. To accomplish
this, the customers served by the utility

are separated into several groups based on
the nature of the service provided and load
characteristics. . . . It may be reasonable
to subdivide the . . . classes based on
characteristics such as size of load, the
voltage level at which the customer is served
and other service characteristics such as
whether a residential customer is all electric
or not.

The functionalized and classified costs are allocated
among the classes as follows:

. Demand-related costs--Allocated among the customer
classes on the basis of demands (kW) imposed on the
system during specific peak hours or specific peak
situations.

° Energy-related costs--Allocated among the customer
classes on the basis of energy (kWh) which the
system must supply to serve the customers.

° Customer-related costs--Allocated among the
customer classes on the basis of the weighted
number of customers. Normally, weighting the
number of customers in the various classes is based
on an analysis of the relative level of customer-
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related costs (service lines, meters, meter
reading, billing, etc.) per customer.

See NARUC Manual, pp. 25-26.

The goal of a cost of service study is to allocate the
costs according to the nature of the constituent costs.
Accordingly, the best method is the one that best reflects
the planning, engineering and operating characteristics of
the electric utility system. The appropriateness of either
the classification method or allocation method may change
over time as the utility's operating environment, customer
mix or regulatory or technological environment change. So,
even though the basic customer method, for example, may be
appropriate today for classifying distribution costs, it may
not be appropriate in the future.

B. The Company's Cost of Service Study

The Company's cost of service study is presented as
Exhibit 79. This costing analysis apportions the revenue
requirement to the customer classes on the basis of cost
occurrence. In preparing the analysis, costs which could be
identified with a particular class of customers were directly
assigned to that class. Those costs which were not directly
assigned were first functionalized into five major functions:
(1) production, (2) transmission, (3) distribution,

(4) customer service, billing and facilities or (5) general.
The costs within each major function were then classified by
service characteristics and apportioned to the customer
classes on the basis of the contribution of each class to the
occurrence of those costs.

1.  Functionalization of Costs Under the Company's Cost
of Service Study

Costs were generally functionalized on the basis of FERC
accounting. Rate base items and expenses were functionalized
among production; transmission; distribution; customer
service, billing and facilities; and general.
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2. Classification of Costs Under the Company's Cost of
Service Study

Costs were then classified according to whether they are
demand-related, energy-related or customer-~related. Page 1
of Exhibit 564 (CEL-2) is a chart which shows the
classification methods for each major functional area. This
chart relates the 5 major functions to the standard
classifications used.

a. Classification of Production Costs

The Company is proposing to use the peak credit method
to classify production costs between demand and energy. The
peak credit method considers the economic alternatives or
opportunity costs of meeting system energy and peak
requirements with existing production resources. This method
recognizes that although a baseload plant is typically
dispatched to provide long-term energy, it also contributes
to total system peaking capability.

The Company proposes to use the peak credit method
because this method was endorsed by the Collaborative Group
(See Concept No. 6, Exhibit 11 (DWH-4), p. 19); it has been
used by the Company for at least the past ten years; and it
is an approach considered reasonable by the Company's system
planners; and it allows forward-looking capacity and energy
relationships to be reflected in the classification of
embedded plant.

All production plant and related expenses and power
supply expenses were classified between demand and energy
using the peak credit method. This results in 16% of these
costs being classified to demand and the remainder to energy.
Pages 2-3 of Exhibit 564 (CEL-2) show the calculation of the
peak credit factor.

The effect of using the peak credit method as opposed to
alternative classification methods for production plant is
shown in Exhibit 6 (CEL-5), discussed later in my testimony.
Typically, methods that assign more costs to demand result in
a higher overall allocation of revenue requirement to the
lower load factor customer classes (residential, for example)
and a lower overall allocation to the higher load factor
customer classes (high voltage, for example). As shown on
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page 2 of Exhibit 6 (CEL-5), the scenario that classifies
production costs as 100% demand-related results in a parity
ratio of 81% for residential as compared to a 146% parity
ratio for the high voltage class. Similarly, the energy only
allocation method results in parity ratios of 97% and 77% for
residential and high voltage, respectively.

b. Classification of Transmission Costs

Transmission plant and expenses have been further
functionalized into non-generation-related and generation-
related transmission components or sub-functions. Non-
generation-related transmission costs refer to costs
associated with the Company's transmission system network.
Generation-related transmission costs refer to costs for
those transmission lines constructed in order to connect
remote generation facilities to the system network.

The Company has classified the non-generation-related
transmission as 100% demand-related, recognizing that the
primary design consideration used in the planning and
construction of the network (non-generation-related
transmission) is the peak load the facilities must carry
(given a set of reliability standards). The Company's
proposal classifies generation-related transmission using the
peak credit method, recognizing the association to the
generating facility.

The Company classified the non-generation-related plant
in this manner because, according to the Company's
transmission system engineers, the principle reason the
Company is investing in transmission plant is in response to
peak loads. In other words, the system's peak demands are
the primary consideration when analyzing the need for new
transmission plant.

C. Classification of Distribution Costs

The Company proposes to classify distribution costs as
either demand-related or customer-related based on the basic
customer method. Under the basic customer method, only those
distribution costs relating to metering and service drop are
treated as customer-related. All other costs are classified
to demand. 1In effect, this method implies that the only
costs which vary directly with the number of customers on the
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system are the cost of the meter and service drop (and
related expenses).

We are using the basic customer method for purposes of
this filing primarily in the interests of promoting
consensus, although the Company continues to believe in the
merits of the former approach.

d. Classification of Conservation Costs

The Company proposes to treat conservation investments
and related expenses in the same manner as production costs.
That is, these costs are classified between demand and energy
using the peak credit method. This treatment recognizes that
conservation is a resource and should be treated as such for
rate design purposes.

e. Classification of General Costs

These costs include investment in general plant,
administrative and general expenses, local, state and federal
taxes, etc.

These costs are generally classified and allocated following
the classification and allocation of the four main functions.
It should be noted that the Collaborative Group made several
endorsements in the area of general costs relating to the
treatment of administrative and general expenses, general
plant and federal income taxes.

(See Concept Nos. 8, 9 and 10 of the Collaborative Group,
Exhibit 11 (DWH-4), p. 19.) The Company has applied the
endorsed concepts in its proposed cost of service study.

3. Allocation of Costs Among Classes Under the
Company's Cost of Service Study

Historically, the Company considers six broad classes of
customers: residential, secondary voltage, primary voltage,
high voltage, street and area lighting, and firm resale.
These classes are identified in large part according to the
delivery voltage at which they take service.
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Delivery voltage refers to the point on the distribution
or transmission system where the customer is taking service.
For our residential and secondary general service, this is
less than 600 volts. Delivery voltage for primary service is
greater than 600 volts but less than 50,000 volts, and the
high voltage class takes service directly from the
transmission system, above 50,000 volts.

Within each of the six broad classes of service, the
Company has identified subclasses of service. Page 7 of
Exhibit 3 (CEL-2) presents the six broad classes of service,
the associated subclasses, and some descriptive attributes
and assumptions about each group. It is these
characteristics that drive the allocation of costs to the
specific group. The cost of service study is based on
assumptions and characteristics regarding the service
requirements of each class or subclass of customer included
in the study. Typically, these characteristics involve
delivery voltage, degree of diversity, degree of coincidence,
and magnitude of usage. These characteristics can be defined
in terms of demand-related, energy-related and customer-
related components.

Once costs were classified into demand-related, energy-
related and customer-related components, costs were then
allocated to the customer classes on the basis of the
contribution of each class to the total kilowatts of demand
upon various segments of the system, total consumption of
kilowatt-hours, and total number of customers in each class.
The demand, energy, and customer allocation factors were
adjusted and weighted to further reflect the actual
occurrences of costs within the allocation process.

a. Allocation of Demand-Related Costs

As described above, demand-related costs can be
identified in the production, transmission and distribution
functional areas. Two separate sets of demand allocation
factors are typically developed to allocate this
classification of costs: system coincident peak demand
factors and class non-coincident peak demand factors. These
two sets of demand-related allocation factors are shown in
Exhibit 564 (CEL-2), page 4.

Even though demand is recognized as a key consideration
in the planning and investing in facilities in all the
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functional areas of a utility's system, the term demand is
almost too broad. Actually a cost study will identify costs
incurred as a result of a localized or non-coincident demand
on a substation as opposed to costs incurred as a result of
the combined demands on the system at time of system peak
(allocation of production or transmission costs, for
example). The timing of the demand or high usage is the key
factor. The two sets of demand allocation factors are an
attempt to reflect this sensitivity to different times of
high use on the system in terms of cost causation.

Within each set of demand allocation factors, it may be
appropriate to exclude the peak contribution of a given class
depending upon the functional category being allocated. The
nature of the cost to be allocated must be considered in
light of the service requirements of the customer. An
example of this is the exclusion of the high voltage class'
NCP demand when calculating the allocation factors used to
allocate distribution demand-related costs, given that high
voltage customers take delivery off the transmission system.

System coincident peak demand refers to the load
required by a given class of customer when the system peak
load occurs. System coincident peak demands are generally
used to allocate production and transmission demand-related
costs, since these functional cost areas are designed or
incurred in order to either produce or deliver the peak
demands placed on the system.

The Company identifies the actual hours in the test
period of highest system coincident peak demand. Using load
research information, the Company then identifies the
contribution of each class to these hourly peak demands and
makes adjustments for peak losses. Either the single highest
or extreme system coincident peak demand or the average of
some or all of the high system coincident peak demands are
then used to compute the set of system coincident allocation
factors. The number of hours utilized in the calculations,
in turn, are dependent on the functional category of costs
being allocated.

We are proposing to use 200 hours, which represents the
annual number of hours of operation for the combustion
turbines reflected or incorporated in the Company's planning
models. In our view, using 200 hours better matches the
allocation factor with the planning criteria actually used by
the Company. The effect of including additional hours in the
calculation of the allocation factor tends to benefit the
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lower load factor classes, such as the residential class, at
the cost of the higher locad factor classes, such as the high
voltage class.

Class non-coincident peak demand is the highest demand
of the class at a point in time regardless of the demands of
any other class. Such demands are often referred to as
localized demands. These demands are derived using methods
similar to those used to calculate the system coincident
demand factors.

The system coincident peak demand factors are used to
allocate production and transmission demand-related costs.
This is in recognition of the fact that these costs are
incurred in response to the peak coincident demands placed on
the system. The class non-coincident peak demand factors are
used to allocate distribution demand-related costs. This
recognizes the fact that investments in substations, for
example, are more dependent on localized class level demands
than the combined or coincident peak demands.

b.  Allocation of Energy-Related Costs

Energy costs are allocated using energy factors derived
from the class total kWh consumption for both known and
measurable change for the test period. Adjustments to
normalize the results and to reflect losses are made to the
class level kWh consumption figures. Page 5 of Exhibit 564
(CEL-2) shows an example of calculation of the energy
allocation factor.

C. Allocation of Customer-Related Costs

Customer-related costs are generally allocated based on
the number of customers or meters taking service from the
utility. As in the case of the demand allocation factors, a
set of customer-related classification factors are generally
developed. The set is derived through a combination of
weighting factors and consideration of the particular
functionalized classified component of the revenue
requirement being allocated. For example, the costs
associated with serving only secondary delivery voltage
customers should not include primary delivery voltage
customers in its allocation factor.
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4.  Results of the Company's Cost of Service Study

Summary 1 of Exhibit 79 shows a class level income
statement for each class considered in the cost study. The
bottom line of this report shows the realized rate of return
for each class'of customers based on the allocated operating
expenses, income and rate base for that class. Summary 2,
line 13 shows the resulting parity ratios under this cost of
service study.

5.  Comparison of Scenarios

Exhibit 78 illustrates the effects of the various
proposals on the class level cost of service. Schedule 1 of
Exhibit 78 compares the overall results under each party's
cost of service proposal. The remaining schedules in
Exhibit 78 show each party's position with respect to the
four contested cost of service issues.

Changes to the peak credit factor are shown in
Schedule 2, changes to the classification and allocation of
non-generation related transmission costs are shown in
Schedule 3, changes to the classification and allocation of
distribution costs are shown in Schedule 4, and Schedule 5
shows changes to the calculation of the demand and energy
allocation factors. These exhibits are similar to those
presented in Exhibit 6.
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