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L. INTRODUCTION

This appeal seeks to set aside an order of the Washington Utilities
and Transportation Commission (Commission) that undermines national
clean energy policies and inhibits future energy investment in Washington.
The Commission issued Order 05 in appellant PacifiCorp d/b/a/ Pacific
Power & Light Company’s (PacifiCorp or Company) 2013 general rate
case. This case focuses on two unlawful aspects of Order 05.

First, in Order 05, the Commission violated federal law directing
rate recovery when a utility purchases power from small, independent
generators known as Qualifying Facilities (QF).! The Public Utility
Regulatory Policies Act of 1978 (PURPA) requires utilities to make these
purchases to encourage development of new energy resources, especially
wind, solar, and other renewable generation.2 In Order 05, the
Commission prohibited PacifiCorp from including in Washington rates
purchase power agreements (PPAs) with QFs physically located in Oregon
or California (out-of-state QF PPAs). The Commission’s decision violates
PURPA’s dictates on QF PPA pricing and cost recovery, it is contrary to
the evidence demonstrating that PacifiCorp’s out-of-state QF PPAs benefit
Washington customers, and its economic protectionism violates the

Commerce Clause of the U.S. Constitution.’

! As described in more detail below, a QF is an electrical generating facility from which a
utility is mandated to purchase power in accordance with PURPA.

2 The relevant sections of PURPA are codified at 16 U.S.C. § 824a-3.
316 U.S.C. § 824a-3(m)(7); U.S. Const. art. VI, cl. 2; U.S. Const. art. I, § 8, cl. 3.



Second, in Order 05, the Commission used fictitious capital costs
to set PacifiCorp’s rates, with no evidence to support this decision. In its
filing, PacifiCorp sought rate recovery for the actual costs of maintaining a
strong, single-A credit rating.* This credit rating ensures low debt costs
and ready access to capital, enabling PacifiCorp to provide Washington
customers safe, reliable, and cost-effective electric service.’

The Commission disallowed PacifiCorp’s actual costs for
maintaining its credit rating by imputing less equity and more debt into
PacifiCorp’s capitalization (producing a cheaper but weaker balance
sheet).® At the same time, the Commission reflected the benefits of the
Company’s strong credit rating by reducing PacifiCorp’s debt costs in
rates.” This one-sided approach makes deployment of utility capital for
new energy investment in Washington both less attractive and less likely.
In fact, the financial community almost immediately noted the negativity
of Order 05 from an investor perspective, especially the adoption of an
artificially leveraged capital structure.®

In summary, in Order 05, the Commission penalized PacifiCorp

for executing out-of-state QF PPAs, even though PURPA requires them,

4 Administrative Record (AR) 2945-46, Ex. BNW-1T; AR 2989-95, Ex. BNW-5.
5 AR 2945-46, Ex. BNW-1T; AR 2989-95, Ex. BNW-5.

¢ AR 840, Order 05 § 39.

7 AR 840-41, Order 05 7 39; AR 853-54, Order 05 7 71.

8 Declaration of Bryce Dalley in Support of Application for Direct Review, § 5, Ex. C
(Jan. 31, 2014) (SNL Energy’s Regulatory Research Associates (RRA), RRA issues
comments on Washington UTC electric rate decision for PacifiCorp (Jan. 17, 2014)).



and for responsibly capitalizing its balance sheet, even though this is what
enables new energy investment in Washington. Together these unlawful
decisions deny PacifiCorp recovery of over $12 million annually in
necessary costs to serve Washington customers, causing a cost-recovery
shortfall of approximately $1 million every month.” Order 05 must be set
aside, with instructions to the Commission to reflect in rates Washington’s
share of PacifiCorp’s out-of-state QF PPA costs, along with the costs of
PacifiCorp’s actual capitalization.

IL ASSIGNMENTS OF ERROR
A. Assignments of Error

Order 05 included the following errors entitling PacifiCorp to
relief under RCW 34.05.570 and RCW 34.05.574:

1. The Commission erred by disallowing cost recovery of
PacifiCorp’s out-of-state QF PPAs on the basis that the QF
facilities are not located in Washington when the PPAs are the
result of a federally imposed purchase obligation and there is
no dispute that these QF PPAs are prudent and priced at
PacifiCorp’s avoided costs. (Order 05, 1 97-114.)

2. The Commission erred by setting PacifiCorp’s rates using a
capitalization that was admittedly fictitious, lacked evidentiary
support, and was arbitrary and capricious. (Order 05, 11 34-42.)

9 AR 1355, Ex. GND-7CT; AR 2994, Ex. BNW-1T; AR 2347, Ex. SRM-6T; AR 854,
Order 05 9§ 73.



B. Issues Pertaining to Assignments of Error

Corresponding to those assignments of error, PacifiCorp seeks

review of the following issues:

1.

Did the Commission act unlawfully in refusing to allow
PacifiCorp cost recovery of out-of-state QF PPAs and by re-
pricing these QF PPAs at current market prices, without any
evidence that the out-of-state QF PPAs were imprudent or
priced above PacifiCorp’s avoided costs? (Assignment of
Error 1.)

Did the Commission act without substantial evidence in finding
that cost recovery of out-of-state QF PPAs conflicts with
Washington state energy policy, increases costs, and fails to
provide customer benefit? (Assignment of Error 1.)

. Did the Commission act unlawfully when it discriminated

against out-of-state QF PPAs by denying cost recovery based
solely on the geographic location of the QF facility?
(Assignment of Error 1.)

Did the Commission act without substantial evidence in
adopting a fictitious capital structure that incorporates the
benefits of PacifiCorp’s actual capital structure but not the
costs that produce those benefits and by relying exclusively on
evidence from a past rate case? (Assignment of Error 2.)

Did the Commission act arbitrarily and contrary to its own
precedent in refusing to adopt PacifiCorp’s actual
capitalization in the face of PacifiCorp’s evidence of its
chronic under-recovery of costs? (Assignment of Error 2.)

III. STATEMENT OF THE CASE

PacifiCorp filed its general rate case on January 11, 2013.

PacifiCorp established that it had not recovered its costs for serving

customers in Washington since at least 2006."° PacifiCorp requested a

10 AR 1423, Ex. WRG-1T,



14.1 percent, or $42.8 million, increase in revenues from its Washington
operations.11 In Order 05, the Commission reduced PacifiCorp’s 2013
general rate request to 5.5 percent, or $16.7 million.'? The reduction in
PacifiCorp’s rate request was tied in large part to the two issues on appeal:
the disallowance of PacifiCorp’s out-of-state QF PPAs, which artificially
reduced PacifiCorp’s actual energy costs, and the adoption of a fictitious
capital structure, which artificially reduced PacifiCorp’s actual financing

costs.

A. PacifiCorp’s Request that Washington Customers Pay the Full
Costs of their Out-of-State QF Energy Consumption

In this case, PacifiCorp proposed that Washington customers begin
paying the full costs of their out-of-state QF energy use. PacifiCorp
provided undisputed evidence that its out-of-state QF PPAs: (1) are
prudent; (2) physically deliver power to meet Washington load in the same
manner as any other regional generation resource;® (3) reflect avoided
cost prices that are comparable to prices of Washington’s QF PPAs and
non-QF PPAs;!* and (4) are indistinguishable from other utilities’ regional

QF PPAs reflected in Washington rates.'” PacifiCorp demonstrated that its

T AR 829, Order 05 § 10. Based on post-filing updates, PacifiCorp lowered the revenue
requirement increase to 12.2 percent, or $36.9 million in its written rebuttal testimony.
See AR 2344-45, Ex. SRM-6T.

12 AR 828, Order 05 § 5. As a result of an error in the calculations in Order 05, the
Company’s compliance filing, which the Commission accepted, reflected a final rate
increase of 5.6 percent or $17 million. See AR 940, PacifiCorp Compliance Filing.

3 AR 1225, Ex. GND-1CT.
4 AR 648-49, PacifiCorp’s Opening Brief ] 61-62.
15 AR 1226, Ex. GND-1CT.



out-of-state QF PPAs provide direct benefits to Washington customers,
including the satisfaction of Washington state renewable energy policies.16

PacifiCorp argued that full cost recovery of its out-of-state QF
PPAs was required under PURPA’s provisions on QF pricing and cost

7 The Commission disagreed and, as explained below,

recovery.'
incorrectly portrayed this as an issue of cost allocation among the states in

which PacifiCorp serves customers, not one of federal law.

1. The Commission refused to change the artificial
treatment of out-of-state QF PPAs in Washington’s
inter-jurisdictional allocation method.

PacifiCorp provides service in six states: Washington, California,
Idaho, Oregon, Utah, and Wyoming.18 PacifiCorp’s geographically
diverse, six-state system is a benefit to customers because of enhanced
flexibility in dispatching power, increased system reliability, peaking
diversity, and greater access to wholesale markets.”” Because the
Company operates its system as a single integrated generation,
transmission, and distribution network,? an inter-jurisdictional allocation
methodology is necessary to allow the Company to fairly assign costs and

collect revenues from customers in each of its states.

16 AR 1354-55, Ex. GND-7CT; Tr. 301:1-302:8 (Duvall).

17 AR 651, PacifiCorp’s Opening Brief § 68; see 16 U.S.C. § 824a-3(m)(7).
'8 AR 2748, Ex. RPR-1T.

% AR 1182, Ex. RBD-2.

2 AR 1182, Ex. RBD-2.



In every jurisdiction except Washington, the Company uses the
“2010 Protocol,” the current version of an inter-jurisdictional allocation
methodology developed through a collaborative process with
representatives from participating state commissions and other
stakeholders.?! The 2010 Protocol recognizes the reality that electricity
purchased from QFs flows across the Company’s entire integrated system
and it treats QF PPAs as system resources, with each state paying its
proportionate share.

Even though Washington comprises a relatively small percent of
PacifiCorp’s total load (approximately 7 percent), the Commission
adopted a separate approach to inter-jurisdictional allocation called the
west control area inter-jurisdictional allocation methodology (WCA).22
The WCA divides PacifiCorp’s integrated system and creates a fictitious
“stand-alone west control area utility.” The west control area consists of
Washington, Oregon, and California. Under the WCA, the Commission
allocates to Washington a share of all generation resources located in the
west control area and used to serve Washington customers, with one

exception—the costs of out-of-state QF PPAs” Although the

21 AR 1174, Ex. RBD-1T; AR 1227, Ex. GND-1CT. The 2010 Protocol is a modified
version of the “Revised Protocol” that PacifiCorp used in its other five jurisdictions until
2010. The Revised Protocol was the inter-jurisdictional allocation methodology
PacifiCorp originally proposed for Washington in its 2005 general rate case, which the
Commission rejected.

22 The Commission first approved the use of the WCA in June 2007 in the Company’s
general rate case, Docket UE-061546. Wash. Utils. & Transp. Comm’n v. PacifiCorp,
Docket UE-061546, Order 08 (June 21, 2007).

2 AR 1184-85, Ex. RBD-2.



Commission recognizes that out-of-state QF PPAs serve Washington
customers, under the WCA, Washington customers do not pay the costs of
out-of-state QF PPAs. Rather, the Commission assumes Oregon and
California pick-up all of these costs because under the WCA, the costs of
QF PPAs are “situs assigned” to the state in which the QF is located.?*

This situs approach leaves unrecovered the portion of out-of-state
QF PPA costs allocated to Washington customers under the 2010 Protocol
used in all other PacifiCorp states.”> This cost-recovery gap has steadily
increased as more QFs are being developed throughout the region.
PacifiCorp’s Oregon and California QF generation has more than doubled
since the Commission first adopted the WCA in 2007.%

In 2014, PacifiCorp’s out-of-state QF PPAs will provide one
million MWh of generation that will serve the west control arca.”’ This
means that five percent of PacifiCorp’s west control area load is now

served by out-of-state QF PPAs.

24 Because there were relatively few out-of-state QF PPAs at the time, to gain approval of
the WCA in 2006, the Company agreed to Staff's recommendation to exclude out-of-
state QF PPAs from Washington rates. Since then, new energy legislation and policies in
Washington, Oregon, and California dramatically increased PacifiCorp’s renewable QF
PPAs. As the Commission recognized, 74 percent of PacifiCorp’s 2014 QF generation
results from QF PPAs executed since the WCA was adopted. AR 1359-60, Ex. GND-
7CT; AR 871-72, Order 05  111.

25 AR 1225-26, Ex. GND-1CT.
26 AR 1359-60, Ex. GND-7CT; AR 871-72, Order 05 § 111; AR 3235-36, Ex. DCG-1CT.
27 AR 3235-36, Ex. DCG-1CT.
28 AR 3235-36, Ex. DCG-1CT.



In Order 05, the Commission refused to modify the WCA to
include out-of-state QF PPAs in Washington rates.”? The Commission
found that “there is a significant financial impact on Washington state
ratepayers due to the different QF policies in Oregon and Washington.”30
On this basis, the Commission excluded the out-of-state QF PPAs from
rates and artificially lowered the price of the QF energy supplied to
Washington, concluding that “any power attributed to an Oregon or
California QF, is priced at market rates, not the higher prices from QF
production in those states.” The Commission did not address
PacifiCorp’s unrebutted testimony that market prices would not cover the
Company’s out-of-statte QF PPA costs because, among other things,
current market prices do not account for the capacity value paid to QFs
(i.e., payment for the certain ability to buy energy when needed)* or the
decrease in market prices that has occurred since many of the out-of-state
QF PPAs were executed.

The Commission’s decision to reject and re-price the out-of-state
QF PPAs using current market prices reduced PacifiCorp’s rate recovery
for its power costs by approximately $10 million. This decision was illegal

under federal law because, as explained below, PURPA sets the price for

2 AR 871, Order 05 at 110 (quoting Wash. Utils. & Transp. Comm’n v. PacifiCorp,
Docket UE-061546, Order 08 53 (June 21, 2007)).

3% AR 872, Order 05 113,
31 AR 866-67, Order 05 § 98.
32 AR 1363, Ex. GND-7CT.



QF PPAs, it does not allow changes in PURPA-mandated prices to
promote a particular state’s interests or policies, and it directs cost

recovery for purchasing utilities at the PURPA-mandated price.

2, To promote national renewable energy development,
PURPA requires utilities to purchase energy from QFs
at the utilities’ avoided costs.

Congress passed PURPA in 1978 specifically to encourage the
development of small, renewable facilities.® Through PURPA, “Congress
was seeking to diversify the Nation’s generation mix and promote more
efficient use of fossil fuels when they were used for generation by
encouraging renewable technologies and cogeneration, in order to cushion
against further price shock and reduce dependence on fossil fuels.”*
Section 210 of PURPA imposes a federal obligation on utilities to
purchase the energy and capacity from QFs at rates that are just and

reasonable to consumers, not discriminatory, and not in excess of the

utilities’ avoided costs.>’

35 Wash. Utils. & Transp. Comm’n v Wash. Water Power Co., U-83-14, 56 P.U.R.4th
615, 1983 WL 909042 (Nov. 9, 1983) (“The Supreme Court in American Paper Institute,
Inc. v American Electric Power Corp., supra, begins with the premise that ‘§210 of
PURPA was designed to encourage the development of cogeneration and small power
production facilities.””); AR 3271, Exh. DCG-7CX. (“Seeking to reduce the nation’s
dependence on foreign oil and encourage the development of cogeneration and small
power production facilities, Congress enacted the Public Utility Regulatory Policies Act
(PURPA) in 1978.”).

3 So. Calif. Edison Co. San Diego Gas & Elec. Co., 71 F.ER.C. § 61,269, 62,079 (1995).

35 See 16 U.S.C. §§ 824a-3(b), (d) (rates for purchases by utilities must be at the avoided
cost).
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PURPA promotes specific types of electrical generation facilities,
referred to as QFs, as an alternative to traditional fossil fuels.*® QFs
include “cogeneration facilities,” which produce both electricity and some
other useful form of energy like heat, and “small power production
facilities,” which includes renewable generators using wind, solar, or
water to generate electricity.3 7

Section 210 of PURPA requires utilities, like PacifiCorp, to offer
to sell electricity to, and purchase electricity from, QFs.>® When a utility
purchases electricity from a QF, the price paid by the utility must be no
more or less than the utility’s avoided cost, i.e., the amount that the utility
would have otherwise incurred to either generate the electricity itself or
purchase it on the market.>® The Commission has recognized that federal
law requires utilities to purchase QF power at their avoided costs.*® The
Commission’s administrative rules require that a utility “purchase electric
energy, electric capacity, or both from a [QF] on terms that do not exceed
the utility’s avoided costs. . . " In this way, the transaction with the QF
is intended to ensure customers are not affected and remain indifferent to

the QF transaction.*?

3 Fed Energy Regulatory Comm’n v. Mississippi, 456 U.S. 742, 750-51, 102 S. Ct.
2126,2132-33, 72 L. Ed. 2d 532 (1982).

3716 U.S.C. §§ 796(17), (18).

316 U.S.C. § 824a-3(a).

16 U.S.C. §§ 824a-3(b), (d); 18 C.F.R. § 292.101(b)(6).

“* AR 866, Order 05 § 97.

T WAC 480-107-095(1).

*2 Indep. Energy Producers Ass’n v. California Pub. Utilities Comm’n, 36 F.3d 848, 858
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PURPA is also designed to make utilities indifferent to QF
transactions by requiring full cost recovery for QF PPAs. Section
210(m)(7)(A) of PURPA requires FERC to “ensure that an electric utility
that purchases electric energy or capacity from a [QF] . . . recovers all
prudently incurred costs associated with the purchase.”43

To implement PURPA, Congress “expressly directed [FERC], and
not the states, to prescribe rules governing QF rates.”* FERC adopted
regulations reiterating the avoided cost requirement. Section 292.304(a)(2)
of FERC’s regulations, codified as 18 C.F.R. § 292.304(a)(2), states
unequivocally that “[n]othing in this subpart requires any electric utility to
pay more than the avoided costs for purchases.” When FERC’s rules were
challenged, the U.S. Supreme Court upheld the rules, concluding that
PURPA “sets full avoided cost as the maximum rate that [FERC] may
prescribe.”45 The states’ role in PURPA is limited—Congress “gave the

states responsibility only for ‘implement[ing]’ [FERC’s] rules.”*®

(9th Cir. 1994) (customers should remain indifferent as to whether the utility used more
traditional sources of power or the newly-encouraged alternatives).

16 U.S.C. § 824a-3(m)(7).
“ Conmecticut Light & Power Co., 70 F.ER.C. 161,012, 61,027 (1995).

> American Paper Institute, Inc. v. American Elec. Power Service Corp., 461 U.S. 402,
413,103 S. Ct. 1921, 1928, 76 L. Ed. 2d 22 (1983) (emphasis added).

% Connecticut Light & Power Co., 70 F.ER.C. at 61,027 (emphasis in original); Re So.
Calif. Edison Co., 70 FER.C. {1 61,215, 61,676-77 (1995) (“a state may prescribe a
particular per unit charge only if the process it uses to establish the per unit charge is in
accordance with [FERC’s] rules”) (emphasis in original); AR 3271, Ex. DCG-7CX
(“PURPA assigns the states a limited role in setting wholesale rates. Under Section 210
of PURPA, state regulators have an obligation to implement FERC rules that require
electric utilities to offer to purchase electricity from qualifying small power production
facilities. When setting rates for those purchases, state regulators must take into account
‘the incremental cost to the electric utility of alternative electric energy,” or ‘avoided

12



FERC has been clear that states cannot set an avoided cost price
that includes an “adder” intended to encourage renewable development.*’
FERC observed that states have “numerous ways outside of PURPA to
encourage renewable resources,” but inflating the avoided cost price is not
one of them.*® Thus, a state’s ability to promote state-specific policies
through PURPA is severely limited.*

There is no evidence in this case that Oregon or California set
inflated avoided costs for PacifiCorp’s QF PPAs to encourage renewable
development. No party ever challenged the avoided costs prices
underlying PacifiCorp’s out-of-state QF PPAs. Had Oregon or California
adopted a policy to inflate avoided costs to encourage renewable QF
PPAs, it would have been illegal under PURPA. Similarly, a Washington

policy deflating avoided costs to discourage renewable QF development

costs.”).

“7 So. Calif. Edison Co. San Diego Gas & Elec. Co., 71 F.ER.C. at 62,080; Am. Ref-Fuel
Co., Covanta Energy Grp., Montenay Power Corp., & Wheelabrator Technologies Inc.,
105 F.EER.C. § 61,004, 61,007 (2003) (a QF’s environmental attributes cannot be
considered when determining avoided costs).

* Re So. Calif. Edison Co., 70 F.E.R.C. at 61,676 (“Our decision here simply makes clear
that the State can pursue its policy choices concerning particular generation technologies
consistent with the requirements of PURPA and our regulations, so long as such action
does not result in rates above avoided cost.”); So. Calif. Edison Co. San Diego Gas &
Elec. Co., 71 FER.C. at 62,080 (“A state, however, may not set avoided cost rates or
otherwise adjust the bids of potential suppliers by imposing environmental adders or
subtractors that are not based on real costs that would be incurred by utilities. Such
practices would result in rates which exceed the incremental cost to the electric utility and
are prohibited by PURPA.”).

“ Re So. Calif. Edison Co., 70 F.ER.C. at 61,675 (“PURPA does not permit either
[FERC], or the States in their implementation of PURPA, to require a purchase rate that
exceeds avoided cost”); see also AR 1358, Ex. GND-7CT (describing FERC limitations
on state implementation).

13



would be illegal under PURPA. In this way, PURPA subordinates state
renewable energy policy to PURPA’s provisions supporting, but not
subsidizing, renewable QF development.

' The Commission disallowed PacifiCorp’s out-of-state QF PPAs on
the basis that Washington did not support using PURPA to promote
renewable QF development. But PURPA makes clear that Washington

may not “opt-out” of its mandates—including avoided cost pricing and

cost recovery for purchasing utilities—on state policy grounds.

B. PacifiCorp’s Proposal to Recover the Costs of its Actual
Capital Structure and Reject Adoption of an Artificially
Leveraged Capitalization

The Commission calculates a utility’s overall rate of return (ROR)
by multiplying the relative amount of equity and debt in a utility’s capital
structure by the cost of each component and then summing the results.”
A utility’s capital structure, or financing, is composed of a balance of debt
and equity. While debt has a lower carrying cost because it is secured by
the utility’s assets, too much debt can jeopardize the utility’s financial
stability.’! Equity has a higher carrying cost because it is an unsecured
investment, but it provides financial stability.”® In striking a balance,
utilities must weigh the “economy” of low cost debt against the “safety” of

low risk equity.”

% AR 835, Order 05  26.

S\ Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-040640 et al.,
Order 06 9 27 (Feb. 18, 2005).

52 I d
31d
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In this case, PacifiCorp used its actual average equity ratio of
52.22 percent over the five quarters ending June 30, 2013,>* instead of the
fictitious 49.1 percent ratio that the Commission used in PacifiCorp’s
2010 and 2011 rate cases.> PacifiCorp has been in the midst of a period of
significant capital expenditure, and its proposed 52.22 percent equity is
necessary to maintain its strong credit rating and ensure continued access
to low cost capital.56 PacifiCorp’s actual capital structure, which was

undisputed in the case, is shown in the following table:"’

PACIFICORP’S CAPITAL STRUCTURE
Component Percent of Percent Weighted
Total Cost Average
Long-Term Debt 47.50% 5.29% 2.51%
Preferred Stock 0.28% 5.48% 0.02%
Common Stock Equity 52.22% 10.00% 5.22%
Total 100.00% 7.75%

The Commission decided to use a fictitious, lower equity ratio and
reduced the Company’s real cost of capital by approximately $2.5 million
annually. The following table shows the Commission’s adopted capital

structure: 58

5% AR 3042, Ex. BNW-14T Table 3.

5S Wash. Utils. & Transp. Comm’n v. PacifiCorp, Docket UE-100749, Order 06 § 40 and
43 (Mar. 25, 2011); Wash. Utils. & Transp. Comm’n v. PacifiCorp, Docket UE-111190,
Order 07 (Mar. 30, 2012).

56 AR 2944-45, 2948, 2954-55 Ex. BNW-1T.
57 AR 3041, Ex. BNW-14T Table 1.
8 AR 854, Order 05 ] 73 Table 7.
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COMMISSION DETERMINATION OF CAPITAL
STRUCTURE
Component Percent of | Percent | Weighted
Total Cost Average
Long-Term Debt 50.62% 5.29% 2.68%
Preferred Stock 0.28% 5.43% 0.02%
Common Stock Equity 49.10% 9.50% 4.66%
Total 100.00% 7.36%

There was no evidence in the record to support the Commission’s
adopted capital structure. It was undisputed that PacifiCorp’s credit rating
is determined as a total company, and every state commission other than
Washington supports PacifiCorp’s credit quality by reflecting PacifiCorp’s
actual capital structure in rates—material facts that the Commission
omitted from Order 05.°° The Order incorrectly stated that the evidence
and advocacy between this case and the 2010 rate case was closely
matched,®® when a simple comparison of the testimony of the only witness
supporting the 49.1 percent equity ratio, Industrial Customers of
Northwest Utilities (ICNU) witness Michael Gorman, revealed stark
differences between the 2010 and 2013 rate cases.

Without any citation to specific facts in the record, the
Commission concluded that 49.1 percent equity will continue to support
PacifiCorp’s current credit rating.®! But the evidence was undisputed that:

(1) the Company’s credit ratings are a result of the Company’s actual

%% AR 2945, 2955, Ex. BNW-1T; Tr. 221:15-23 (Williams); Tr. 188:11-18 (Gorman); AR
3050, Ex. BNW-14T; Tr. 261:5-10 (Williams).

% AR 841, Order 05 { 40.
1 AR 840-41, Order 05  39.
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capitalization and not the adopted hypothetical equity ratio; and (2) if the
Company were actually capitalized at the Commission-approved level,
PacifiCorp would be downgraded and its debt costs would be higher.

In summary, the Commission relied exclusively on its prior
decision in PacifiCorp’s 2010 general rate case to support application of a
fictitious and one-sided capital structure in this case. The Commission did
not address the evidence produced in this case, virtually all of it new and
undisputed, supporting use of PacifiCorp’s actual capital structure.

PacifiCorp timely filed a petition for judicial review under
RCW 34.05.570(3) on January 2, 2014, and then filed a petition for direct
review under RCW 34.05.518 on January 31, 2014. The superior court
certified the case, concluding that the issues presented on appeal are
fundamental and urgent, involve new Washington energy law, and impact
the public interest.®? This Court granted PacifiCorp’s petition for direct
review.

IV. STANDARDS OF REVIEW

A. Judicial Review Provisions of the Washington Administrative
Procedures Act

The Washington Administrative Procedures Act (WAPA),
chapter 34.05 RCW, governs this Court’s review of Order 05. Under
RCW 34.05.570(3), this Court grants relief if the Commission acted

contrary to its statutory authority, erroneously interpreted or applied the

62 Clerk’s Papers 603-604; Verbatim Report of Proceedings 20:16-21:25 (Feb. 21, 2014).
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law, or acted inconsistently with its rules. The statute also provides for
relief if the Commission’s order is arbitrary and capricious or unsupported
by substantial evidence. Substantial evidence means evidence “sufficient
to persuade a fair-minded person of the truth of the declared premises.”63
Orders are arbitrary and capricious if they are unreasonable and made
without regard to the attending facts or circumstances.®!

A Commission order will be reversed on appeal if it violates
“constitutional provisions on its face or as applied.”® A party may always
challenge the constitutionality of an agency decision on appeal where, as
here, the constitutional error results in actual prejudice and the record is
sufficient to address the issue.’® “Where an issue may be resolved on
statutory grounds, the court will avoid deciding the issue on constitutional

grounds.”67 Thus, the court first address statutory arguments and, if

necessary, constitutional arguments.

3 Washington State Attorney Gen.’s Office v. Wash. Utils. & Transp. Comm’n, 128 Wn.
App. 818, 827, 116 P.3d 1064, 1069 (2005).

6 Teter v. Clark County, 104 Wn.2d 227, 234-35, 704 P.2d 1171, 1178 (1985).
8 RCW 34.05.570(3)(a).

5 RAP 2.5(a)(3) (“a party may raise the following claimed errors for the first time in the
appellate court: . . . manifest error affecting a constitutional right.”); Ackerley Commc'ns,
Inc. v. City of Seattle, 92 Wn.2d 905, 908-09, 602 P.2d 1177, 1180-81 (1979) (“It is true
that a party may always raise the question of the constitutionality of an administrative
action as a defense in a judicial proceeding to enforce the administrative rule, and in such
cases prior exhaustion of administrative remedies will not be required.”); In re Marriage
of Akon, 160 Wn. App. 48, 59, 248 P.3d 94, 100 (2011) (“Constitutional issues may
initially be raised on appeal, provided that the record is adequate to permit review.”);
State v. McFarland, 127 Wn.2d 322, 332-34, 899 P.2d 1251, 1255-56 (1995), as
amended (Sept. 13, 1995).

57 Tunstall ex rel. Tunstall v. Bergeson, 141 Wn.2d 201, 210, 5 P.3d 691, 696 (2000).
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In reviewing Order 05, this Court applies de novo review to

“questions of law and the application of the law to the facts.”®®

B. The Commission Must Set Rates in a Manner that Balances the
Interests of Utilities and Customers

The Commission is charged to “regulate in the public interest.”®

The Commission has found that “[r]egulating in the public interest means
regulating consistently with laws, rules, and pertinent prior decisions.
Doing so provides certainty, consistency, and fairness to both utility
companies and their customers.”°

In setting rates in a general rate case, the Commission determines
whether the rates proposed by the utility are just, reasonable, and
sufficient.”! The Commission’s regulations require utilities to provide safe,
adequate and efficient service that is in all respects just and reasonable; >
rates must include the compensation necessary to provide such safe and

reliable electric service and “a rate of return sufficient to maintain [the

utility’s] financial integrity, attract capital on reasonable terms, and

8 Washington State Attorney Gen.’s Office, 128 Wn. App. at 827.
% RCW 80.01.040.

™ Wash. Utils. & Transp. Comm’n v. Verizon NW Inc., Docket UT-040788, Order 11 §
140 (Oct. 15, 2004).

TRCW 80.28.020.
2 RCW 80.28.010.
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receive a return comparable to other enterprises of corresponding risk,””
and support the utility’s creditworthiness.”

The Commission must judiciously balance the interests of the
utility and its customers “to not only assure fair prices and service to
customers, but also to assure that regulated utilities earn enough to remain
in business—and each of which functions is as important in the eyes of the
law as the other.””> The Washington Supreme Court has observed that,
“Every statutory element must be recognized in the fixing of rates or the
result will be to defeat the legislative purpose.”76 The Washington
Supreme Court also explained that the effect of the Commission
disallowing a prudently incurred operating expense is to reduce the actual

rate of return of the utility.”” Disallowing expenses therefore “has the very

real effect, among others, of increasing the risks of investing in the

™ Wash. Utils. & Transp. Comm’n v. Avista, Docket UE-991606 et al., Third Supp. Order
{1 324 (Sept. 29, 2000); see also Wash. Utils. & Transp. Comm’n v. PacifiCorp, Docket
UE-050684 et al., Order 04 235 (Apr. 17, 2006).

™ See Fed Power Comm’nv. Hope Natural Gas Co., 320 U.S. 591, 603, 64 S. Ct. 281,
288, 88 L. Ed. 333 (1944).

S People’s Org. for Wash. Energy Res. v. Wash. Utils. & Transp. Comm’n, 104 Wn.2d
798, 808, 711 P.2d 319, 326 (1985) (POWER); see also Wash. Utils. & Transp. Comm’n
v. Puget Sound Energy, Docket UE-090704 et al., Order 11 18 (Apr. 2, 2010) (The
Commission’s duty in a general rate case is to “determine an appropriate balance between
the needs of the public to have safe and reliable electric and natural gas services at
reasonable rates and the financial ability of the utility to provide such services on an
ongoing basis.”).

7 State ex rel. Puget Sound Power & Light Co. v. Dep’t of Pub. Works of Wash., 179
Wash. 461, 466, 38 P.2d 350, 353 (1934).

7 POWER, 104 Wn.2d at 810-11.
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"8 and denying the utility a reasonable opportunity to earn a fair rate

utility
of return as mandated by the Supreme Court.”

V. ARGUMENT

A. The Commission’s Disallowance of PacifiCorp’s Out-of-State
QF PPAs Contravenes PURPA, Lacks Substantial Evidence in
the Record, and Violates the Commerce Clause of the U.S.
Constitution

Under PURPA, the WAPA, and Commerce Clause of the U.S.
Constitution, PacifiCorp is entitled to rate recovery of its out-of-state QF
PPAs. There is no legal justification for the Commission’s refusal to treat
renewable QF resources equally to all other generating resources serving

Washington.

1. Because PacifiCorp’s out-of-state QF PPAs were priced
at avoided costs, PURPA dictates full cost recovery.

PURPA requires avoided costs prices for QF PPAs and directs
public utility cost recovery for QF PPAs on that basis.®® Under the
Supremacy Clause of the U.S. Constitution, state commission orders that

contradict these provisions of PURPA are preempted.81

® POWER, 104 Wn.2d at 811.

 Hope, 320 U.S. at 603; Bluefield Water Works & Imp. Co. v. Pub. Serv. Comm’n of
W. Va., 262 U.S. 679, 692, 43 S. Ct. 675, 679, 67 L. Ed. 1176 (1923); POWER, 104
Wn.2d at 810-11.

8 16 1U.5.C. §§ 824a-3(b), (d); 16 U.S.C. § 824a-3(m)(7); 18 C.F.R. § 292.101(b)(6).

81 U.S. Const. art. V1, cl. 2; Mississippi Power & Light Co. v. Mississippi ex rel. Moore,
487 U.S. 354, 373, 108 S. Ct. 2428, 2440, 101 L. Ed. 2d 322 (1988); see also Nantahala
Power & Light Co. v. Thornburg, 476 U.S. 953, 965, 106 S. Ct. 2349, 2356, 90 L. Ed. 2d
943 (1986) (“state utility commission setting retail prices must allow, as reasonable
operating expenses, costs incurred as a result of paying a FERC-determined wholesale
price”); Connecticut Light & Power Co., 70 F.E.R.C. at 61,030 (state commission order
preempted to the extent it required utilities to pay more than avoided costs for purchases
from QF).
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In Order 05, the Commission violated at least three separate
aspects of PURPA. First, the Commission disallowed cost recovery of
PacifiCorp’s out-of-state QF PPAs when it was undisputed that they were
priced at PacifiCorp’s avoided costs.®? Second, the Commission re-priced
the out-of-state QF PPAs in Washington rates at market prices.® Third,
the denial of cost recovery violated PURPA’s specific mandate that
utilities recover “all prudently incurred costs associated with” QF PPAs.}

With respect to the first PURPA violation, in a 1994 case, the
Supreme Court of North Carolina addressed whether the North Carolina
Utilities Commission (NCUC) violated PURPA in its rate treatment of a
QF PPA approved by the Virginia State Corporation Commission
(VSCC).85 In that case, the NCUC allowed the multi-jurisdictional utility
to recover its full avoided costs, but disallowed an adder based on a state
law that allowed the VSCC to account for “intangible environmental and

societal benefits associated with QF power.”86 The court affirmed the

82 AR 1226, Ex. GND-ICT.
8 AR 866-67, Order 05 9 98.
816 U.S.C. § 824a-3(m)(7)(A).

8 State ex rel. Utilities Comm’n v. N. Carolina Power, 338 N.C. 412, 450 S.E.2d 896
(1994).

8 Re N. Carolina Power, E-22, SUB 333, 1993 WL 216264 (Feb. 26, 1993) aff’d sub
nom. N. Carolina Power, 450 S.E.2d 896 (“While PURPA and the FERC regulations do
not allow rates greater than costs, there may be a separate basis in state law or policy for
such higher rates. The Virginia SCC at one time adopted the policy of considering
intangible environmental and societal benefits associated with QF power. The SCC
approved a 15% rider to Vepco’s avoided cost tariff for the purpose of giving reasonable
weight to these benefits. PURPA does not provide for the addition of such a rider. The
basis for this rider was Virginia law and policy. (This Commission has never added a
rider of this sort to its determination of avoided costs in North Carolina.) The 15% rider
is no longer required in Virginia, but, as discussed below, it is clear that the arbitrator
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NCUC’s order, concluding that the disallowance “does not violate PURPA
to the extent it only excludes the amount above avoided costs.”®’

FERC has since made clear that laws like Virginia’s that inflate
avoided cost prices to further state policies are contrary to PURPA,* and
no such law exists in either Oregon or California. PacifiCorp demonstrated
that its out-of-state QF PPAs were priced at PacifiCorp’s approved
avoided cost rates.®’ The Commission did not find that the out-of-state QF
PPA prices exceeded PacifiCorp’s avoided costs, nor did any party ever
make such an allegation.

When QFs are priced at avoided cost rates, “consumers are not
forced to subsidize QFs because they are paying the same amount they
would have paid if the utility had generated energy itself or purchased
energy elsewhere.”®® The Commission penalized PacifiCorp by
disallowing the out-of-state QF PPAs based on the “significant financial

impact on Washington state ratepayers due to the different QF policies in

Oregon and Washington.”91 But without finding that PacifiCorp’s out-of-

considered economic benefits unique to the State of Virginia in setting the . . . capacity
payments.”)

8 N. Carolina Power, 450 S.E.2d at 900 (emphasis in original). Importantly, this case
pre-dated FERC’s unequivocal determination in 1995 that the prices paid to QFs cannot
exceed avoided costs. See Connecticut Light & Power Co., 70 F.E.R.C. at 61,030.

8 Re So. Calif. Edison Co., 70 F.E.R.C. at 61,676.

% AR 1226, Ex. GND-1CT; AR 1361-62, Ex. GND-7CT.
% Indep. Energy Producers Ass’'n, 36 F.3d at 858.

°' AR 872, Order 05§ 113.
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state QF PPAs were priced above avoided costs, there was no legal basis
under PURPA for this conclusion.

Further, the Commission compounded its violation of PURPA by
pricing “any power attributed to an Oregon or California QF [at] market
rates, not the higher prices from QF production in those states.””* No party
claimed, and the Commission did not find, that current market prices
reflect PacifiCorp’s avoided costs, either today or at the time that the QFs
executed their PPAs. PacifiCorp presented unrebutted testimony that
market prices fail to compensate the Company for its full avoided costs
because market rates do not account for the capacity costs paid to QFs.”
In addition, the use of current market prices to re-price the out-of-state QF
PPAs is inconsistent with FERC’s regulations allowing QFs to obtain
PPAs based on avoided cost prices determined at the time the QF

94

contracts with the utility.”" “[1]f rates are based on avoided cost estimates

at the time the obligation is incurred, the rates are consistent with
PURPA’s requirements even if they differ from avoided costs at the time

of delivery.”®”

°2 AR 866-67, Order 05 7 98.
% AR 1363, Ex. GND-7CT.

* See e.g., 16 U.S.C. §§ 824a-3(b), (d); 18 C.F.R. §§ 292.304(b), (d); American Paper
Institute, Inc. v. American Elec. Power Service Corp., 461 U.S. at 413-18.

% New York State Elec. & Gas Corp., 71 FER.C. § 61,027 (1995) (citing 18 C.F.R. §
292.304(b)(5)).
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The Commission also violated PURPA’s cost recovery mandate.”®
There was no dispute over the prudence of the out-of-state QF PPAs in
this case and no basis for rejecting their cost recovery.

Even before PURPA was amended to include a specific cost-
recovery provision,97 courts consistently held that attempts by state
regulatory commissions to deny full cost recovery are preempted by
PURPA.”® “[D]enial of such rate recovery would conflict with the scheme
established under Section 210 of PURPA and would inhibit development
of QFs in contravention of the purpose underlying PURPA.””

The Commission violated PURPA in Order 05 by excluding out-
of-state QF PPAs from Washington rates, re-pricing them at market, and

denying cost recovery on an avoided-cost basis. Under the Supremacy

%16 U.S.C. § 824a-3(m)(7)(A).

97 Section 210(m)(7) was added as part of the Energy Policy Act of 2005. Pub.L. 109-58,
Title XII, § 1253(a), Aug. 8, 2005, 119 Stat. 967.

% Freehold Cogeneration Associates, L.P. v. Bd. of Regulatory Comm’rs of State of N.J.,
44 F.3d 1178, 1194 (3d Cir. 1995) (“any action or order by the [state commission] to . . .
deny the passage of those rates to [the utility’s] consumers under purported state
authority was preempted by federal law”); see also Adrian Energy Ass’n, L.L.C. v.
Michigan Pub. Serv. Comm’n, 261718, 2008 WL 1795073 (Mich. Ct. App. Apr. 1, 2008)
aff’d on other grounds sub nom. Attorney Gen. of State v. Michigan Pub. Serv. Commn,
483 Mich. 998, 764 N.W.2d 278 (2009) (“Once a state commission has approved a PPA
between a QF and a utility, as consistent with avoided costs, any action by the state
commission to reconsider that approval, or to prevent the utility of passing those rates on
to its customers, on the basis of state authority is preempted by federal law.”) (citing
Freehold, 44 ¥.3d at 1194); Petition of Atl. City Elec. Co., 310 N.J. Super. 357, 365, 708
A.2d 775, 778 (N.J. Super. Ct. App. Div. 1998) (“FERC has also ruled that the pass
through of NUG [non-utility generator] contract costs to ratepayers should not be subject
to subsequent disapproval if the contracts were not challenged when approved.”).

% Lehigh Valley Power Comm. v. Pennsylvania Pub. Util. Comm’n, 128 Pa. Cmwlth.
259,270-71, 563 A.2d 548, 554 (1989).
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100

Clause of the U.S. Constitution, = these aspects of Order 05 are

preempted. Order 05 must be set aside.

2. The Commission’s disallowance of out-of-state QF
PPAs lacks substantial evidence in the record.

a. Contrary to the Commission’s conclusions,
Washington QF policies are aligned with QF
policies in Oregon and California.

The Commission rejected PacifiCorp’s out-of-state QF PPAs
because it found that Washington implemented PURPA differently than
Oregon and California and does not use PURPA to encourage renewable
g,eneration.101 The evidence in the record contradicts this finding. The
Commission’s policies on renewable QF PPAs closely track those adopted
by the Public Utility Commission of Oregon (OPUC), which approved
most of PacifiCorp’s out-of-state QF PPAs.!” For example, the length and
eligibility requirements for standard PPAs are substantially similar in both

states.

100 .S, Const. art. VI, cl. 2.
191 AR 871-72, Order 05  111.
192 Tr, 297:16-18 (Duvall).

103 Both the Commission and OPUC require utilities to provide standard contracts to QFs
with similar fixed price terms. Tr. 502:14-19 (Gomez) (Oregon requires 15 years of fixed
prices); AR 3288, Ex. DCG-7CX; AR 1359-60, Ex. GND-7CT; Tr. 485:9-25 (Gomez)
(Commission supports 10 years of fixed prices, with additional pricing to allow contracts
up to 20 years). Both states also limit access to standard contracts based on similar
eligibility limits. AR 479, Initial Brief of Commission Staff § 76 (Oregon QFs with
nameplate capacities up to 10 MW are eligible for standard offer contracts); AR 478,
Initial Brief of Commission Staff § 73 (describing existing Washington standard offer
tariffs); AR 1358-59, Ex. GND-7CT (existing Washington standard offer tariffs offer
contracts to QFs with capacities up to 5 MW).
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In addition, Washington, Oregon, and California are fully aligned
on their support for regional renewable energy development. Under
Washington’s Renewable Portfolio Standard set forth in the Energy
Independence Act (EIA), PacifiCorp may use its renewable resources in
Oregon and California to satisfy the EIA requilrements.104 Washington’s
climate legislation and strategies enacted over the last several years are
very similar to those enacted in Oregon and California, and all emphasize
the importance of a regional approach to reducing greenhouse gas
emissions.'® There is no evidence to support the Commission’s position
that Oregon and California are promoting a different energy policy agenda

than Washington through renewable QF PPA development.

b. Including the costs of out-of-state QF PPAs does
significantly increase Washington rates.

The Commission found that the out-of-state QF PPAs “result in net
power costs that are significantly higher than would be the case if they

were priced at Washington avoided cost rates.”'% But the evidence in the

104 1 aws of 2012, ch. 22 (amending RCW 19.285.030(12), effective June 7, 2012). Now,
RCW 19.285.030(12)(a) and (e) define “eligible renewable resources” to include
facilities in the Pacific Northwest and facilities in other states where the qualifying utility
has a renewable resource and serves retail customers. Although the Oregon and
California QFs are eligible for EIA compliance, PacifiCorp is not currently using those
resources to satisfy its EIA requirements. AR 1353-54, Ex. GND-7CT. It would not be
economic for PacifiCorp to acquire the renewable energy certificates (RECs) needed for
EJA compliance from out-of-state QF PPAs when the Commission has not allowed cost
recovery of out-of-state QF PPA costs. Instead, the Company is now using RECs from
other renewable resources allowable in Washington rates to comply with the EJA.

15 RCW 80.80.005(1)(d); RCW 70.235.005(1); RCW 43.21F.010(2); RCW
43.21F.088(1)(g); Laws of 2013, ch. 6; Executive Order 14-04 at 2 (Apr. 29, 2014).

1% AR 872, Order 05 § 113.
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record shows that PacifiCorp’s out-of-state QF PPA costs are comparable

to both non-QF PPAs and other Washington QF PPAs:'"

The average price for PacifiCorp’s out-of-state QF PPAs is
approximately $77 per MWh, only $5 per MWh higher
than the average price of non-QF PPAs.'®

The Company has non-QF PPAs with prices of $75 per
MWh for a generator located in Oregon and $97 per MWh
for a generator located in Washington, and no party
challenged the reasonableness of these PPA prices.109

The average Washington QF PPA price included in the
Company’s 2011 rate case is higher than the current
average price for out-of-state QF PPAs.'®

Rates approved in the Company’s 2011 general rate case
included the costs and benefits of a 25-year QF PPA with
the City of Walla Walla with calendar year 2014 prices of
$156.90 per MWh.'!!

The rates of another Washington utility, Puget Sound
Energy (PSE), include Washington QF PPAs with average

prices of $73 to $97 per MWh,'!2

197 AR 1226-27, Ex. GND-1CT.
198 Tr, 302:9-303:4 (Duvall).
199 Tr. 302:9-303:4 (Duvall).
10 AR 1227, Ex. GND-ICT.
U1 AR 1359, Ex. GND-7CT.
112 AR 1226, Ex. GND-1CT.
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Finally, if all of PacifiCorp’s out-of-state QF PPAs had been re-
priced under Washington’s avoided cost methodology, then the cost
differential between the PPA prices would have been only $2.6 million on
a Washington-allocated basis.'!® This is a small differential in avoided
cost prices between Washington and Oregon and California, especially
considering the fact that five percent of PacifiCorp’s west control area

load is now served by out-of-state QF PPAs.'!

c. The evidence does not support the Commission’s
claim that out-of-state QFs do not benefit
Washington customers.

There is no dispute that the Company uses all of its generation
resources, including California and Oregon QF renewable resources, to
serve Washington load and balance its west control area.'"” In 2014, these
out-of-state QF resources will provide one million MWh of generation to
serve the west control area.''®

PacifiCorp’s out-of-state QF PPAs directly benefit Washington

customers by providing electricity that is used to serve Washington

13 T 504:22-505:9 (Gomez). In Order 05, the Commission cites to paragraph 81 of
Staff’s Initial Brief to support its claim that the out-of-state QF PPAs are priced
significantly higher than would be the case if they were Washington QF PPAs. AR 872,
Order 05 § 113, n. 168. However, the number cited in Staff’s brief was the total-company
cost, not the costs that would be allocated to Washington. AR 480, Initial Brief of
Commission Staff § 81; AR 728, PacifiCorp’s Reply Brief  18. Also, Staff treated this
number as confidential. But only the individual QF PPA numbers are confidential, not the
total numbers.

!4 AR 3235-36, Ex. DCG-1CT.

!5 AR 1357, Ex. GND-7CT.

116 AR 3235-36, Ex. DCG-1CT.
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customers.''” The Commission referred to this benefit as a “vague
assertion,”!'® but there is no question that these out-of-state QF PPAs
allow PacifiCorp to avoid purchases that it would otherwise have to make
to serve Washington customers (which might not be from renewable
resources)—purchases that would unquestionably be allocated to
Washington customers. 19

Moreover, the Company identified additional benefits, including
system diversity, increased transmission reliability, reduced environmental
impact, and promotion of Washington’s energy policies to mitigate

120 Many of these benefits are

greenhouse emissions and climate change.
directly linked to the fact that the out-of-state QFs are renewable
distributed genera‘[ors.l21 The Commission has previously acknowledged

the benefits of renewable distributed generation, like the out-of-state

" Wash, Utils. & Transp. Comm’n v. PacifiCorp, Docket UE-050684 et al., Order 04
950 (Apr. 17, 2006) (resources can provide “benefits to ratepayers in Washington, either
directly (e.g., flow of power from a resource to customers) and/or indirectly (e.g.,
reduction of cost to Washington customers through exchange contracts or other tangible
or intangible benefits).”); Id. at n. 72 (indirect benefits can include avoided costs, off-
system sales revenues, or other system-wide benefits).

8 AR 867-68, Order 05 9 100.

19 See New York v. Fed. Energy Regulatory Comm’n, 535 U.S. 1, n.5, 122 S. Ct. 1012,
1018, 152 L. Ed. 2d 47 (2002) (“[e]nergy flowing onto a power network or grid energizes
the entire grid, and consumers then draw undifferentiated energy from that grid. As a
result . . . any activity on the interstate grid affects the rest of the grid. Amici dispute the
States’ contentions that electricity functions the way water flows through a pipe or blood
cells flow through a vein and can be controlled, directed and traced as these substances
can be, calling such metaphors inaccurate and highly misleading.”) (emphasis in original)
(internal quotations omitted).

120 AR 1353-55, Ex. GND-7CT; AR 648, PacifiCorp’s Opening Brief  60.
12 AR 1353-55, Ex. GND-7CT.
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QFs,'” and in Order 05 the Commission never disputed that the out-of-
state QFs provide these benefits.

In summary, the Commission’s justifications for rejecting recovery
of out-of-state QF PPAs are neither supported nor compelling. Order 05

must be set aside.

3. The Commission’s refusal to allow cost recovery for
PacifiCorp’s out-of-state QF PPAs is arbitrary and
capricious and inconsistent with the Commission’s
treatment of other regional QF PPAs.

In its filing, PacifiCorp noted that its request for cost recovery of
its out-of-state QF PPAs was consistent with the Commission accepting in
Washington rates the regional QF PPAs of another Washington public
utility, Avista Corporation d/b/a Avista Utilities (Avista).123 In Order 05,
the Commission failed to even address this inconsistency.

Although administrative agencies are not strictly bound by stare
decisis, “agencies should strive for equality of treatment.”'?* Thus, courts
“have held that agencies may not treat similar situations in dissimilar
ways.”'?> Here, the Commission’s disparate treatment of PacifiCorp’s and

Avista’s regional QF PPAs is contrary to the Commission’s duty to

122 Re Amending and Repealing Rules in WAC 480-108 Relating to Electric Companies-
Interconnection With Electric Generators, Docket UE-112133, General Order R-571 § 5
(July 18, 2013) (adopting revised interconnection rules for distributed generators “to
encourage distributed generation . . .”); AR 3263, Ex. DCG-7CX.

123 AR 1226, Ex. GND-1CT (Avista’s rates include QF PPAs located in Idaho).

"4 Vergeyle v. Employment Sec. Dep’t, 28 Wn. App. 399, 404, 623 P.2d 736, 739 (1981),
review denied, 95 Wn.2d 1021 (1981), disapproved on other grounds by Davis v.
Employment Sec. Dep’t, 108 Wn.2d 272, 737 P.2d 1262 (1987).

125 Vergeyle, 28 Wn. App. at 404 (quoting Jones v. Califano, 576 F.2d 12, 20 (2d Cir.
1978)) (internal quotations omitted).
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regulate “consistently with laws, rules, and pertinent prior decisions” to
provide “certainty, consistency, and fairness to both utility companies and
their customers.”'?® The Commission’s unexplained deviation from its
past precedent allowing recovery of regional QF PPAs is arbitrary and

capricious, and Order 05 should be set aside on this basis.

4. The Commission’s discrimination against out-of-state
QF PPAs violates the dormant Commerce Clause of the
U.S. Constitution.

The Commission’s discriminatory treatment of out-of-state QF
PPAs, which is based exclusively on the fact that the QFs are located
outside of Washington, violates the Commerce Clause of the U.S.
Constitution.'?” Courts have interpreted the “dormant” Commerce Clause
to implicitly restrain state authority,128 prohibiting states from taking
action that discriminates against or unduly burdens interstate commerce.'”’
A regulation is discriminatory if it differentiates between in-state and out-
of-state economic interests in a manner that benefits the former and

burdens the latter.*® Facially discriminatory regulations are subject to

strict scrutiny and are virtually per se invalid."!

126 Wash. Utils. & Transp. Comm’n v. Verizon NW Inc., Docket UT-040788, Order 11 §
140 (Oct. 15,2004).

127.S. Const. art. I, § 8, cl. 3.

128 Umited Haulers Ass’n, Inc. v. Oneida-Herkimer Solid Waste Mgmt. Auth., 550 U.S.
330, 338, 127 S. Ct. 1786, 1792, 167 L. Ed. 2d 655 (2007).

129 Ouill Corp. v. North Dakota, 504 U.S. 298, 312, 112 S. Ct. 1904, 1913, 119 L. Ed. 2d
91 (1992).

130 Oregon Waste Sys., Inc. v. Dep’t of Envil. Quality of State of Or., 511 U.S. 93, 99, 114
S. Ct. 1345, 1350, 128 L. Ed. 2d 13 (1994).

Bl Oregon Waste Sys., 511 U.S. at 99 (““discrimination’ simply means differential
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The “Supreme Court has consistently recognized facial
discrimination where a statute or regulation distinguished between in-state
and out-of-state products and no nondiscriminatory reason for the

distinction was shown.”'® Except for the necessity to quarantine certain

133

products, facially discriminatory regulations rarely survive.”” Moreover,

“the purpose of, or justification for, a law has no bearing on whether it is

facially discriminatory.”**

treatment of in-state and out-of-state economic interests that benefits the former and
burdens the latter. If a restriction on commerce is discriminatory, it is virtually per se
invalid.”); City of Philadelphia v. New Jersey, 437 U.S. 617, 624, 98 S. Ct. 2531, 2535,
57 L. Ed. 2d 475 (1978) (“where simple economic protectionism is effected by state
legislation, a virtually per se rule of invalidity has been erected”); Chem. Waste Mgmt.,
Inc. v. Hunt, 504 U.S. 334, 344 n. 6, 112 S. Ct. 2009, 2015, 119 L. Ed. 2d 121 (1992)
(state supreme court, in finding no economic protectionism, erroneously focused on the
intended consequence of the additional fee); Entergy Nuclear Vermont Yankee, LLC v.
Shumlin, 733 F.3d 393, 431 (2d Cir. 2013) (“A regulation that evinces discriminatory
purpose against interstate commerce, or unambiguously discriminates in its effect . . .
almost always is invalid per se.”) (internal quotations omitted); Lewis v. BT Inv.
Managers, Inc., 447 U.S. 27, 36, 100 S. Ct. 2009, 2015, 64 L. Ed. 2d 702 (1980)
(“[W1here simple economic protectionism is effected by state legislation, a virtually per
se rule of invalidity has been erected. In contrast, legislation that visits its effects equally
upon interstate and local business may survive constitutional scrutiny if it is narrowly
drawn.”) (internal quotations omitted).

132 Rocky Mountain Farmers Union v. Corey, 730 F.3d 1070, 1089 (9th Cir. 2013) cert.
denied, 134 S. Ct. 2875 (2014) and cert. denied, 134 S. Ct. 2875 (2014) and cert. denied,
134 S. Ct. 2884 (2014) (citing Oregon Waste Sys., 511 U.S. at 99 and Chem. Waste
Mgmt., 504 U.S. 334).

133 Steven Ferrey, “Threading the Constitutional Needle with Care: The Commerce
Clause Threat to the New Infrastructure of Renewable Power,” 7 Texas J. Oil, Gas &
Energy Law 59, 85 (2012).

3% Oregon Waste Sys., 511 U.S. at 100 (“Consequently, even if the surcharge merely
recoups the costs of disposing of out-of-state waste in Oregon, the fact remains that the
differential charge favors shippers of Oregon waste over their counterparts handling
waste generated in other States. In making that geographic distinction, the surcharge
patently discriminates against interstate commerce.”); Rocky Mountain Farmers Union,
730 F.3d at 1089 (“Under the dormant Commerce Clause, distinctions that benefit in-
state producers cannot be based on state boundaries alone.”).
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In New England Power Company v. New Hampshire, the United
States Supreme Court held that a New Hampshire Public Utilities
Commission (NHPUC) order precluding a generator, New England Power
Company, from selling its hydroelectric power outside New Hampshire
was “precisely the sort of protectionist regulation that the Commerce
Clause declares off-limits to the states.”’®> The Court found that the
NHPUC’s order was “designed to gain an economic advantage for New
Hampshire citizens at the expense of New England Power’s customers in
neighboring states.”'*® Moreover, because the “transmission of electric
current from one state to another . . . is interstate comrnelrce,”13 7 the Court
determined that the NHPUC order placed “direct and substantial burdens
on transactions in interstate commerce.”'*® Thus, the NHPUC’s order was
unconstitutional.

Applying the Court’s New England Power analysis, the U.S. Court
of Appeals for the Eighth Circuit found that the Arkansas Public Service

135 New England Power Co. v. New Hampshire, 455 U.S. 331, 339, 102 S. Ct. 1096,
1100-01, 71 L. Ed. 2d 188 (1982) (“The [NHPUC] has made clear that its order is
designed to gain an economic advantage for New Hampshire citizens at the expense of
New England Power’s customers in neighboring states.”).

136 14, at 339. Although dormant Commerce Clause cases generally involve state action
intended to benefit in-state interests, courts have struck down state regulations as
discriminatory even when the result of the discrimination is higher costs for in-state
customers. See e.g., Alliance for Clean Coal v. Miller, 44 F.3d 591, 595-97 (7th Cir.
1995) (“the fact that Illinois rate-payers are footing the bill does not cure the
discriminatory impact on western coal producers” of a statute requiring Illinois plants to
use coal mined in Illinois).

137 pub. Utils. Comm’n of R v. Attleboro Steam & Elec. Co., 273 U.S. 83, 86,47 S. Ct.
294,295, 71 L. Ed. 549 (1927), abrg’d on other grounds by Quill Corp., 504 U.S. 298.

138 New England Power Co., 455 U.S. at 339.
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Commission (APSC) unconstitutionally interfered with a utility’s
contracts with an out-of-state generating plant.’*” The contracts at issue
involved the financing of the plant and the subsequent purchase of
electricity from the plant. The APSC preliminarily concluded that the
contracts would place an “intolerable burden” on utility customers and
would cripple Arkansas’ economy.'*® The Eighth Circuit found that the
APSC’s order was discriminatory because it was based on the “economic
impact on Arkansas citizens” at the expense of citizens of neighboring
states that would assume the cost that would be shifted from Arkansas."*!
In seeking to “close its borders to high-cost electricity,” Arkansas illegally
instituted a preference for its citizens “gained at the expense of out-of-
state customers.”'*? Similar to New England Power, the Eighth Circuit
found that the “APSC’s action would constitute a direct and substantial
burden on interstate commerce” because of the integrated nature of the
electrical grid, which “represents commerce that is interstate in a most
basic form.”'*

Most recently, the U.S. Court of Appeals for the Seventh Circuit

observed in dicta that states cannot “discriminate against out-of-state

139 Middle S. Energy, Inc. v. Arkansas Pub. Serv. Comm’n, 772 F.2d 404 (8th Cir. 1985).
140 Middle S. Energy, 772 F.2d at 408.

"1 1d at 416.

M2 14 at 417.

143 Id.
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renewable energy” by requiring a utility to use only in-state renewable
energy to comply with a renewable portfolio standard.'**

Here, the Commission’s differential treatment of out-of-state QF
PPAs, which is based exclusively on the fact that the QFs are located
outside of Washington, is discriminatory on its face. Out-of-state QF PPAs
are the only resources that serve Washington customers that are denied
cost recovery based on their geographic location. Therefore, the
Commission’s order is per se invalid.

In Order 05, the Commission attempted to justify its discriminatory
treatment of out-of-state QF PPAs by claiming that it was protecting
customers from the excessive costs of out-of-state QF PPAs. But
economic protectionism of this kind is precisely the type of treatment that
was struck down in New England Power and Middle South Energy.
Moreover, the discrimination against out-of-state QF PPAs was not
actually based on the economic impacts—it was based solely on the fact
that they were out-of-state QF PPAs.!*® Indeed, the WCA has no provision
that would allow recovery of out-of-state QF PPAs if those costs were the
same as in-state renewable resources.

The Commission also points to different PURPA policies in

Oregon and California as a further basis to support their discrimination

Y Illinois Commerce Comm'n v. Fed. Energy Regulatory Comm’n, 721 F.3d 764, 776
(7th Cir. 2013) cert. denied, 134 S. Ct. 1277, 188 L. Ed. 2d 298 (2014) and cert. denied,
134 S. Ct. 1278 (2014).

145 AR 3237, Ex. DCG-1CT (situs allocation not based on economic impact, but solely on
geography).
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against out-of-state QF PPAs."* But the WCA has no provision that
would allow cost recovery if Oregon and California adopted the same
PURPA policies as Washington. Even if the Commission were to allow
cost recovery if Oregon and California adopted the same policies as
Washington, such a requirement still runs afoul of the dormant Commerce
Clause because it “has the practical effect of requiring out-of-state
commerce to be conducted at the regulating state’s direction.”'"’

The Commission’s discrimination against out-of-state QF PPAs
unduly burdens interstate commerce. The U.S. Supreme Court has
observed that “the ‘production and transmission of energy is an activity
particularly likely to affect more than one state, and its effect on interstate
commerce is often significant enough that uncontrolled regulation by the
States can patently interfere with broader national interests.””'*® Like in
New England Power and Middle South Energy, the electricity generated

by the out-of-state QF PPAs flows into the interconnected, interstate

transmission grid and is used -to serve Washington customers, as

146 AR 871-72, Order 05  111.
%7 Entergy Nuclear, 733 F.3d at 429.

8 Middle S. Energy, Inc., 772 F.2d at 412 (quoting Arkansas Electric Cooperative Corp.
v. Arkansas Pub. Serv. Comm'n, 461 U.S. 375,377, 103 S. Ct. 1905, 1908, 76 L. Ed. 2d 1
(1983)); see also Fed. Energy Regulatory Comm’n v. Mississippi, 456 U.S. at 757 (“it is
difficult to conceive of a more basic element of interstate commerce than electric energy,
a product used in virtually every home and every commercial or manufacturing facility.
No State relies solely on its own resources in this respect.”); New York v. Fed. Energy
Regulatory Comm’n, 535 U.S. at 7 (“any electricity that enters the grid immediately
becomes a part of a vast pool of energy that is constantly moving in interstate
-commerce”).
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recognized by the Commission.'” By denying cost recovery of out-of-

state QF PPAs, the Commission’s order unconstitutionally “places direct

and substantial burdens on transactions in interstate commerce.”"°

Order 05 is unconstitutional and must be set aside.

B. The Commission’s Adoption of a Fictitious Capital Structure
for PacifiCorp is Arbitrary and Unsupported by Substantial
Evidence.

1. Contrary to the Commission’s findings, PacifiCorp’s
actual capitalization is the basis for the safety and
economy provided by the Company’s favorable credit
rating.

In Order 05, the Commission rejected the use of PacifiCorp’s
actual capital structure and instead approved a fictitious equity ratio of
49.1 percent, the same equity ratio originally approved in the Company’s
2010 rate case. The Commission concluded that: (1) an equity ratio of 49.1
percent “has proven over several years to be well-balanced in terms of

131 () this fictitious capital structure will continue to

safety and economy;
support PacifiCorp’s credit rating into the future;'> and (3) PacifiCorp’s
reduced cost of long-term debt was tangible evidence that the Company

has sufficient access to low-cost capital."” ? To produce the lowest possible

cost of capital, the Commission arbitrarily combined a fictitious equity

149 AR 866-67, Order 05 9 98.

150 New England Power Co., 455 U.S. at 339,
15T AR 841, Order 05 § 41.

152 AR 840-41, Order 05 § 39.

153 AR 840-41, Order 05 9 39.
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component with the Company’s actual debt costs. The Commission’s
conclusions, however, are unsupported by the evidence in the record.

The undisputed evidence demonstrated that PacifiCorp’s credit
rating is based on its actual equity ratio, not the fictitious amounts
approved by the Commission in the Company’s past rate cases.”® The
Commission’s staff conceded that if the Company were actually
capitalized using the Commission’s fictitious equity ratio, PacifiCorp
would lose its current credit rating.'>’

Mr. Gorman, the witness who recommended the equity ratio that
the Commission concluded would “continue to support PacifiCorp’s

156 claimed that the 49.1 percent equity ratio was safe

current credit rating,
because it “has been reviewed by credit rating agencies” and contributed
to PacifiCorp’s current rating levels.'”” On cross-examination, however,
Mr. Gorman admitted that rating agencies examine PacifiCorp on a
consolidated basis, based on its actual capitalization,158 not based on the
Commission’s fictitious capitalization. Mr. Gorman also admitted that he
did not actually know if the fictitious capital structure had been reviewed

by the rating agencies.159

154 AR 2945, 2955, Ex. BNW-1T; Tr. 221:15-23 (Williams); Tr. 188:11-18 (Gorman);
AR 3050, Ex. BNW-14T.

155 AR 3050, Ex. BNW-14T.
156 AR 840-41, Order 05 9 39.
157 AR 4087, Ex. MPG-I1T.

158 Tr. 188:11-18 (Gorman).
159 AR 4181, Ex. MPG-24CX.
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In addition, nowhere in Order 05 does the Commission address the
fact that every other state jurisdiction in which the Company operates uses

the Company’s actual capital structure for ratemaking.'®°

Washington
customers are receiving the benefits of the Company’s current credit rating
but are the only PacifiCorp customers not paying the costs to achieve that
credit rating. Mr. Gorman has testified in other PacifiCorp jurisdictions,
and he acknowledged on cross-examination in this case that he agreed to
use of PacifiCorp’s actual capitalization in these other cases.’!
Mr. Gorman acknowledged that he had supported fictitious capitalization
for PacifiCorp only in Washington.'®

In adopting PacifiCorp’s fictitious capitalization, the Commission
also adopted PacifiCorp’s updated, lower cost of debt, despite the
undisputed evidence that the Company achieved this lower cost of debt
due to its actual capital structure.'®
The Commission’s adoption of a fictitious capital structure in

Order 05 is based on findings that are erroneous and entirely lacking in

evidentiary support. Order 05 violates the WAPA and must be set aside.

160 Tr, 261:5-10 (Williams).

161 71 190:15 — 191:2, 192:16 — 194:24 (Gorman).

162 See AR 4182-94, Exs. MPG-25CX, 26CX, and 27CX.
163 AR 3049, Ex. BNW-14T; AR 2944-45, Ex. BNW-1T.
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2. The Commission improperly relied on evidence from a
past rate case to support its fictitious capital structure.

The WAPA mandates that “the agency record constitutes the
exclusive basis for agency action in adjudicative proceedings.”164 The
Commission cannot rely on facts developed in other adjudicative
proceedings to support its conclusions in this case.'®® For rates to be just,
as required by RCW 80.28.010(1), rates must be “based solely on the
record developed in this proceeding.”166 “The existence of a record in any
given docket cannot serve as the basis for decisions in another docket
unless there is a joint or consolidated record.”'®” Here, the Commission
approved the same fictitious equity ratio used in PacifiCorp’s 2010 rate
case by relying on the evidentiary record from that case, despite the fact
that the evidentiary record from the 2010 rate case was not incorporated

into the record in this case through official notice or consolidation.

164 RCW 34.05.476(3); RCW 34.05.461(4) (“Findings of fact shall be based exclusively
on the evidence of record in the adjudicative proceeding[.]”).

15 N. Pac. Transp. Co. v. Wash. Utils. & Transp. Comm’n, 69 Wn.2d 472, 480-81, 418
P.2d 735, 740-41 (1966) (“the factual basis of each Commission order must be the record
established by the public hearings held thereon-and not the facts established by hearings
held on other applications”).

16 Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-121697 et al.,
Order 07 9 28 (June 25, 2013) (citing Hope, 320 U.S. 591); see also Bluefield Water
Works, 262 U.S. at 689. See Wash. Utils. & Transp. Comm’n v. Puget Sound Energy,
Docket UE-121697 et al., Order 06 § 22 (June 25, 2013) (“PSE and the other settling
parties would have the Commission make determinations in each of the respective
dockets based, in significant part, on the records developed in the other dockets. This, we
cannot legally do.”).

7 Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-121697 et al.,
Order 06 94 21, 25 n. 18 (June 25, 2013) (“We note this conclusion of law would apply
with equal force even if the issues decided on separate records in the two dockets were
related.”).
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To support its reliance on past evidence, the Commission in
Order 05 claimed that “all of the cost of capital evidence and advocacy in
this case closely matches that presented in the earlier case.”'®® Even a
cursory review of the evidence in this case, much of which relates to
current financial information, demonstrates that this is not true. In
addition, the key evidence relied on by the Commission to support its
49.1 percent equity ratio in this and the prior cases, Mr. Gorman’s
testimony, is decidedly different. In the 2010 rate case, Mr. Gorman’s
recommended equity ratio was based on his detailed analysis of the equity
he alleged was actually used to support plant investment.'® In this case,
Mr. Gorman’s testimony included none of this analysis. Instead,
Mr. Gorman supported his 49.1 percent equity ratio on the basis that: (1) it
was used in the last two rate cases; (2) it has been reviewed by ratings
agencies and contributed to PacifiCorp’s credit rating; and (3) it would
reduce PacifiCorp’s costs in Washington.!”® As noted above, in cross-
examination, Mr. Gorman admitted that his second point was erroneous,
eliminating the only substantive evidence in his testimony.

The Commission erred in relying on Mr. Gorman’s analysis from
the 2010 rate case, outside of the record in this case, to support its

decision. That analysis was based on data that is now over four years old

168 AR 840-42, Order 05 97 39-41 (emphasis in original).

19 Wash. Utils. & Transp. Comm’n v. PacifiCorp, Docket UE-100749, Order 06 9 42
(Mar. 25, 2011).

170 AR 4087-90, Ex. MPG-1T.
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and fails to account for the current evidence PacifiCorp submitted on its
planned capital expenditures and current credit metrics.'”!

In a recent appeal of another Commission rate case decision, the
Thurston County Superior Court concluded that the Commission’s order
“does not satisfy the requirement of substantial evidence in the record”
because it improperly relied on evidence from a previous rate case.'”? In
that case, the rate changes resulting from the Commission’s order were
“premised upon PSE’s currently authorized 9.8 percent return on
equity[,]” which was “approved by the Commission in the 2011/2012
[general rate case].”173 ICNU and Public Counsel appealed the
Commission’s determination that PSE’s ROE should remain unchanged.
ICNU and Public Counsel argued, in part, that the Commission improperly
relied on evidence from PSE’s prior rate case when it chose to leave the
ROE unchanged despite record evidence to the contrary. The superior
court agreed that the Commission illegally based its decision “most
strongly” on the “Commission’s determination of the proper [ROE] in a

separate, 2011 PSE general rate case.”!™ Here, the Commission has also

"' AR 2952-53, Ex. BNW-IT.

2 Industrial Customers of Northwest Utilities v. Wash. Utils. & Transp. Comm’n,
Thurston County Superior Case Nos. 12-2-01576-2 and 13-2-01582-7 (consolidated),
Order Granting in Part and Denying in Part Petitions for Judicial Review, Appendix A
at 5 (Jul. 25,2014).

13 Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-121697 et al.,
Order 07 § 3 (June 25, 2013).

" Industrial Customers of Northwest Utilities v. Wash. Utils. & Transp. Comm’n,
Thurston County Superior Case Nos. 12-2-01576-2 and 13-2-01582-7 (consolidated),
Order Granting in Part and Denying in Part Petitions for Judicial Review, Appendix A
at 5 (Jul. 25,2014).
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improperly relied on the record from the Company’s 2010 rate case when
concluding that 49.1 percent equity was reasonable. Because the record in
this case does not support the Commission’s adoption of a fictitious

capital structure, Order 05 must be set aside.

3. The Commission’s Rejection of PacifiCorp’s Actual
Capitalization was Arbitrary and Contrary to
Precedent

a. PacifiCorp’s actual capital structure properly
balances economy and safety.

The capital structure established by the Commission for
ratemaking purposes must balance “debt and equity on the bases of
economy and safety.”!” This balances the economy of lower-cost debt
with the safety of higher-cost common equity.176 Consistent with these
standards, the Company proposed to use its actual capital structure
consisting of 52.22 percent common equity, which is consistent with its
actual equity levels for many years.

The Company’s actual capital structure is the basis for its strong,
single-A credit rating, and its current equity level is necessary to maintain
this credit rating. This ensures continued access to low-cost capital,
particularly during a period of significant capital expenditures.177 The

Company’s credit rating provides significant customer benefits and

5 Wash, Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-040640 et al.,
Order 06 27 (Feb. 18, 2005).

176 Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Docket UE-040640 et al.,
Order 06 § 27 (Feb. 18, 2005).

177 AR 2945, 2955, Ex. BNW-1T; Tr. 221:15-23 (Williams); Tr. 188:11-18 (Gorman);
AR 3050, Ex. BNW-14T.
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enables the Company to continue making energy infrastructure

investments, which furthers Washington state energy polices.178

b. Consistent with Commission precedent, the
Commission should have adopted the
Company’s. actual equity capitalization to
mitigate PacifiCorp’s losses in Washington.

The Commission recognizes that increasing a utility’s equity
component is a tool that can be used to address under-earning.'”” In this
case, the Commission concluded that using this tool was not justiﬁed,lso
without ever mentioning PacifiCorp’s undisputed evidence of chronic cost
under-recovery in Washington since at least 2006."®! The Commission’s
arbitrary decision to artificially reduce PacifiCorp’s capitalization costs by
approximately $2.5 million annually, while simultaneously taking
advantage of actual reductions in PacifiCorp’s cost of debt, ensures
perpetuation of PacifiCorp’s cost under-recovery.

The Commission’s decision is particularly problematic when the
Company is engaged in a significant capital investment program.182
Regulation that supports the recovery of major infrastructure investment,

including costs of capital, is necessary to Washington’s energy future. A

panel convened by then-Washington Governor Gregoire confirmed this

178 AR 2945, 2955, Ex. BNW-1T; Tr. 221:15-23 (Williams); Tr. 188:11-18 (Gorman);
AR 3050, Ex. BNW-14T.

% Wash. Utils. & Transp. Comm’'n v. Puget Sound Energy, Docket UE-111048 et al,,
Order 08 1491 (May 7, 2012).

180 AR 840, Order 05  38.
181 AR 1423, Ex. WRG-IT.
182 AR 2948, 2954-55, Ex. BWN-1T; Tr. 262:7-263:7 (Williams).
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fact just last year, recognizing that Washington’s regulatory climate must
encourage prudent and necessary investment in infrastructure for
reliability and to maximize the opportunity to use clean and renewable
energy.'®® Governor Gregoire recommended that the Commission address
utility capital structure to improve the regulatory climate for energy
investment in Washington."®® The Commission’s order in this case,
however, widens the gap between Commission regulation of utility capital
structure and Washington energy policy and creates more regulatory
uncertainty, not less.

The Commission’s refusal, without explanation, to address the
Company’s chronic under-recovery of its costs in Washington and apply
past precedent designed to address this problem is arbitrary and
capricious. Order 05 should be set aside.

V. CONCLUSION

The Commission acted contrary to federal law in this case by
rejecting full rate recovery of PacifiCorp’s out-of-state QF PPAs when
there is no dispute that the out-of-state QF PPAs are prudent and priced to
reflect PacifiCorp’s avoided costs. The Commission’s factual findings
underpinning its re-pricing of the out-of-state QF PPAs are not supported
by the evidence in the record, and its discrimination against these out-of-

state QF PPAs is per se unconstitutional.

18 AR 3619, Ex. DJR-2.
18 AR 3621, Ex. DJR-2.
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The Commission also adopted a fictitious capital structure without
an evidentiary basis in the record in this case, in contravention of the
requirements of Washington law. The Commission’s failure to address the
evidence in this record and apply past precedent supporting use of
PacifiCorp’s actual capital structure was arbitrary and capricious.

The Court should set aside Order 05 and remand to the
Commission for further proceedings with instructions to allow PacifiCorp
full rate recovery of its out-of-state QF PPAs and to establish PacifiCorp’s

cost of capital using the Company’s actual equity capitalization.

Respectfully submitted this 17" day of October, 2014.

By: _s/ Katherine McDowell
Katherine McDowell, WSBA # 18560
McDowell Rackner & Gibson PC
419 S.W. Eleventh Avenue, Ste. 400
Portland, Oregon 97205
Tel: (503) 595-3924
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E-mail: katherine@mcd-law.com
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)
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' ) COMPLIANCE FILING
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Synopszs The Commission rejects revised tariff sheets PacifiCorp filed on January
11, 2013, that would have increased rates by approximately 14.1 percent, raising
$42.8 million in additional revenue for the Company, if approved by the Commission.
The Commission, however, authorizes and requires PacifiCorp to file revised tariff
sheets stating rates that will recover approximately $16.7 million 5.5 pércent) in .
additional revenue, an increase that the Commission finds to be reasonable based on

the record in this proceeding.

The Commission rejects PacifiCorp’s and other parties’ proposed revisions to the
West Control Area inter-, jurisdictional cost allocation methodology, authorized in
Docket UE-061546 in June 2007." This means, among other things, that the cost of
Qualifying Facilities under the Public Utilities Regulatory Policies Act (PURPA)
will continue to be allocated to the states in which such faczlmes are locdted. The

' WUTC v. PacifiCorp, Dockets UE-061546 and UE«060817 (consolidated), Order 08 (June 21,
2007). The Commission approves one change in the WCA inter-jurisdictional allocation of
power costs based on a change in transmission capaclty, as agreed between the Company and
Commission Regulatory Staff.

2pub.L. 95-617, 92 Stat. 3117 (enacted November 9, 1978).
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- DOCKET UE-130043 . PAGE ii
ORDER 05
Commission approves various additions to rate base, including the pro forma costs of
certain production related facilities with post-test period in-service dates.

The rates determined in this Order to be fair, just, reasonable, and sufficient are
based on a capital structure of 49.10 percent equity,50.62 percen} debt, and 0.28
percent preferred stock, with a 9.5 percent return on equity, a 5.29 percent cost of
debt, and a 5.43 cost of preferred stock. This results in an overall rate of return of
7.36 percent. .

The Commission rejects PacifiCorp’s proposed Power Cost Adjustment Mechanism
(PCAM) based on the Company’s failure to demonstrate need for a PCAM, and
because the proposed mechanism is not designed in accordance with clear direction
from the Commission concerning the required elements for a PCAM.

The Commission approves the parties’ settlement of cost of service, rate spread and
rate design providing that the revenue and rate increases approved in this Order will
be spread to all rate schedules, other than street lighting, on an equal percentage

basis.

Finally, the Commission approves an 18 percent increase in funding for PacifiCorp’s
Low Income Bill Assistance Program, increasing the benefit per participant by 11

noicetentwith the yroozipans £ L1450 o viaae 1o _Treoie
TO VYWV UTIIC

.
nevezalt  This inereaco-758-00 anfe
-lJVl T b LTy FACT COROLUTID CUTRIFILLCT Y TE 1274 2R 7454 U‘i AL CTIVYOTIE Y ‘."I LIWJEVD JU“’

bill assistance program approved in Docket UE-1 11190 in March 2012.°

3 See WUTC v. PacifiCorp, Docket UE-111190, Order 07 17-18 and 40-44 (March 30, 2012).
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SUMMARY

PROCEEDING: PacifiCorp d/b/a Pacific Power & Light Company (PacifiCorp)
filed this general rate case proceeding with the Washington Utilities and
Transportation Commission (Commission) on Januaty 11, 2013. Following public
comment hearings in Yakima on July 15, 2013, and in Walla Walla on July 16, 2013,
and evidentiary hearings in Olympia on August 26 — 28, 2013, the parties filed Initial
Briefs and Reply Briefs on October 1 and 11, 2013, respectively. This Final Order
resolves all disputed issues in this proceeding.

'PARTY REPRESENTATIVES: Katherine McDowell, McDowell Rackner &
Gibson PC, Portland, Oregon, represents PacifiCorp. Robert D. Cedarbaum, Senior
Assistant Attorney General, Olympia, represents the Commission Staff. Lisa Gatken,
Assistant Attorney General, Seatile, represents the Public Counsel Sectmn of the
Washington Office of Attorney General (Pubhc Counsel).

Melinda J. Davison and Joshua D. Weber, Davison Van Cleve, Portland, Oregon,
represent the Boise White Paper, L. L C. (Boise). Brad Purdy, attorney at law, Boise,
Idaho, represents the Energy Project.’

FQWIMMWMﬁm?QQinH qnqnpnd.rad and set for

hearing the rates PacifiCorp originally proposed in its filing on January 11, 2013.
Based on the record of this proceeding we find that neither the Company’s as-filed
rates, nor the revised rate requests PacifiCorp made through its rebuttal filing and at
the conclusion of the advocacy phase, are fair, just and reasonable. On the other
‘ hand we also ﬁnd ‘that PacifiCorp’s current rates are msufﬁclent It thercfore fallsto
us to determine fair, just, reasonable and sufficient rates based on the record.’

4 The Columbia Rural Electric Association (CREA) represented by Irion Sanger, Davison Van

Cleve, Portland, Oregon was granted leave fo intervene in this procecdmg under the
“participation in the public interest” standard in WAC 480-07-355(3) in connection with a single

issue that later was withdrawn from the case. In its order granting PacifiCorp leave to withdraw
the issue, the Commission dismissed CREA as an intervenor as provided in WAC 480-07-355(4).

SRCW 80.28.020.
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We find a revenue deficiency of $16,702,420 for PacifiCorp’s electric service
provided in Washington. We authorize PacifiCorp to file rates to recover additional -
revenue in accordance with our decisions in this Order. When thus implemented in
comipliance with the terms and requirements of this Order, PacifiCorp’s resulting rates
will be fair, just, reasonable and sufficient, and neither unduly discriminatory nor
 preferential. The Company’s new rates will be effective no earlier than December 10,
2013.

Among other significant findings and conclusions, we determine that PacifiCorp’s
capital structure should include a 49.10 percent equity ratio, balanced with a 50.62
percent debt ratio and 0.28 percent preferred stock. In terms of capital costs, we set
PacifiCorp’s authorized rate of return on equity at 9.50 percent, determined within a
range of reasonableness demonstrated by the cost-of-capital expert witnesses’
testimony to be between 9.00 percent and 9.70 percent. These determinations,
coupled with PacifiCorp’s actual debt and preferred stock costs, result in an overall
rate of return of 7.36 percent.

We conclude that PacifiCorp failed to carry its burden to show that revisions to the

West Control Area inter-jurisdictional cost allocation methodology embedded in its
initial filing are appropriate to make. We accordingly reject the proposed revisions
and require the Company to rerun its revenue requitements study for purposes of its
compliance filing using the previously approved WCA methodology, with one

exception justified by a change in transmission capacity from the Jim Bridger coal
plant in Wyoming. |

We approve and adopt the parties’ seitlement of issues related to cost of service, rate .
spread and rate desigrn. We also approve uficontested incredses in furiding for the
Company’s low-income bill assistance program.

We reject PacifiCorp’s proposed Power Cost Adjﬁstment Mechanism (PCAM). The
Company failed to demonstrate sufficient power cost variability to warrant approval
of such a mechanism. Moreover, the Company’s proposal fails to include design
elements the Commission previously has directed PacifiCorp to include in any PCAM

proposal.
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MEMORANDUM

I. Background and Procedural History

On January 11, 2013, PacifiCorp filed revised tariff sheets with the Commission to
increase rates and charges for electric service provided to customers in the state of
Washington. The Company initially requested an electric rate increase of $42.8
million, or 14.1 percent. The Commission suspended operation of the as-filed tariffs
by Order 01 entered in this docket on January 24, 2013. PacifiCorp later revised its
request to approximately $37 million or 12.2 percent.

The Commission convened a prehearing conference at Olympia on February 13,
2013. The Commission held public comment hearings in Yakima on July 15, 2013,
and in Walla Walla on July 16, 2013. On various dates established in its procedural
schedule, the Commission accepted prefiled testimony and exhibits from the
Company, the Commission’s regulatory staff (Commission Staff or Staff),® and other
parties. The Commission held evidentiary hearings in Olympia on August 26 — 28,
2013, to receive evidence from the parties and to allow them an opportunity to
conduct cross-examination of witnesses who prefiled testimony. These hearings also
gave the Commission an opportunity to conduct inquiry from the bench.

12

During the public comment hearings, the Commission received into the record oral
comments and exhibits from 12 members of the public.” The Commission also
accepted numerous written comments from members of the public. Thp final
transcript in this proceéding includes 589 pages and reflects the admission of prefiled
festimony and exhibits sponsored by 34 withesses. The documentary record includes
286 exhibits. The fully developed record, including public comment and detailed
evidence concerning PacifiCorp’s revenue requirements and other issues, was closed

§ In formal proceedings, such as this, the Commission’s regulatory staff participates like any other
party, while the Commissioners make the decision. To assure fairness, the Commissioners, the
presiding administrative law judge, and the Commissioners’ policy and accounting advisors do
not discuss the merits of this proceeding with the regulatory staff, or any other party, without
giving notice and opportunity for alt parties to participate. See RCW 34.05.433.

7 The Commission also received numerous written comments from members of the public. These
comments are identified in the formal record as Exhibit B-1.
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on November 8, 2013, following receipt of several responses to Commission bench
requests made during and after the hearing. |

The parties filed their Initial Briefs on October 1, 2013, and Reply Briefs-on October
11, 2013. We have considered the parties’ arguments and reviewed the full record in
this proceeding. Our discussion and determination of the issues follows below.

II. Discussion and Decisions

A. Introduction

The Commission’s responsibility in general rate case proceedings is to determine an
appropriate balance between the needs of the public to have safe and reliable electric
services at reasonable rates, and the financial ability of the utility to provide such
services on an ongoing basis. Table 1 illustrates that the parties in this proceeding
hold very different ideas 6f what amount of revenue increase strikes this balance.

TABLE 1
Proposed Total Adjustments to Annual Revenue Requirement

As-Filed Rebuttal/Cross | Per Briefs

PACIFICORP | $42,800,673 $36,933,863
| (14:1%) (12.1%)

Staff $14,619,641 $13,601,556
(4.8%) | (4.5%)
Public $19,815,120

Counsel (6.5%)°

Boise White B 510,832,078 |
Paper _ (3.6%)

The range of possible outcomes undoubtedly encompasses a somewhat natrower
range of reasonable outcomes. We must determine solely. on the record of this

& public Counsel endorses additional adjustments proposed by other parties (e.g., addressing cost
of capital), further reducing the amount it advocates should be approved.

000830
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proceeding what rates within the reasonable range are fair to both the Company and
its customers. '

We must determine on the basis of the evidence presented what levels of prudently
incurred expenses.the Company will experience prospectively, and allow for recovery
of those expenses. In addition, we must determine the Company’s “rate base” and
allow for an appropriate rate of return on that rate base.” This is necessary to allow
the Company to recover the costs of its investments in infrastructure, repay its

. lenders, and provide an opportunity for the Company to earn a reasonable return, or
" profit, some of which may be distributed to its equity investors in the form of stock

dividends. The sum of the two figures — expenses and return on rate base - -
constitutes the company’s revenue requirement that we approve for recovery in
rates.'® The Washington Supreme Court explained this rate-making formula as
follows: :

In order to control aggregate revenue and set maximum rates,
regulatory commissions such as the WUTC commonly use and apply
the following equation: '

R=0 +B(®)
In this equation,

R is the utility's allowed revenue requirements;

O is its operating expenses;
B is its rate base; and
r is the rate of return allowed on its rate base.

Although regulatory agencies, courts and text writers may vary these
symbols and notations somewhat, this basic equation is the one which
has evolved over the past century of public utility regulation in this
country and is the one commonly accepted and used.! L

® Reduced to a simple definition, rate base is the Commission-approved level of PSE’s investment
in facilities plus the cash; or “working capital” supplied by investors that is used to fund the
Company’s day-to-day operations. The Commission follows the original cost less depreciation
method when determining the value of a utility’s property that is used and useful in providing
service to customers. People’s Organization for Washington Energy Resources v. Washington
Utilities & Transportation Comm’'n, 104 Wn.2d 798, 828, 711 P.2d 319 (1985).

10 Sue id. at 807-09 (describing ratemaking principles and process).
" 1d. at 809.
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In this case, there are a host of contested issues concerning operating expenses, rate
base and rate of return. We discuss and resolve each of these issues below, atriving
ultimately at revenue requirements to be recovered prospectively by PacifiCorp in its
electric rates.

We begin our discussion of the contested issues with the topics of capital structure .
and costs of capital. We resolve disputes over the appropriate levels of equity and
debt to include in the Company’s capital structure, and disputes concerning rates of
return for equity and debt to apply when determining the overall authorized cost of
capital. This key outcome, the overall rate of return, is a principal driving factor in
determining PacifiCorp’s revenue requirements for electric service. This, in turn,
significantly affects the level of rates customers will pay.

Following our determinations of PacifiCorp’s allowed capital structure and cépital
costs, we discuss and resolve the parties’ disputes over what adjustments shouid be
authorized for various operating expenses and rate base items, and how certain of
these should be accounted for in setting rates. The Company proposes a significant
number of adjustments. Many of these are uncontested, but there are disputes that we
must resolve concerning others.’ :

PacifiCorp does business in six western states. In the Company’s rate cases there are

questions-about-how-costs-andrevenues shoutd-be-attorated among the-various
jurisdictions. This Commission approved and has used for a number of years the so-

‘called West Control Area (WCA) inter-jurisdictional cost allocation methodology to

determiné_ rates in'Washington."® PacifiCorp filed this case with certain unilateral
modifications to the WCA method that resulted in a number of contested issues
regarding infer-jurisdictional cost allocation. One very significant opérating expense
affectéd by this issue is the Company’s net power costs. The parties disagree
concerning what level of power costs customer should have to pay and disagree over
PacifiCorp’s proposal for a power cost adjustment, mechanism (PCAM).

12 UTC v. PacifiCorp, Dockets UB-061546 and UE-060817 (consolidated), Order 08, 7 43-58

(June 21, 2007). The WCA methodology recognizes that PacifiCorp includes two control areas
with limited transmission capacity between them. PacifiCorp’s west balancing authority area or
west control area (PWCA) includes Oregon and Califomia, in addition to Washington.
PacifiCorp’s east balancing authority area or east control area (PACE) includes Idaho, Utah, and
Wyoming. -

Appendix - 9 | '000832
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In addition, we are called upon in this case to resolve disputed issues concerning
whether certain post-test period capital investments should be included for recovery
in rates. These issues concern both rate base, on which the Company is entitled to
¢arn a return, and operating expenses. Additional contested issues concern general
wage increases and executive compensation, and investor-supplied workmg capital,
the latter of which is used, among other things, to fund PacifiCorp’s day-to-day
operations. We discuss and resolve each of these issues below, arriving ultimately at
revenue requirement to be recovered prospectively by PacifiCorp in its electric rates.

Taking the last step to determine the specific rates various types of customers will
pay, we address rate spread and rate design. In doing so, we establish how
PacifiCorp’s costs will be allocated to different classes of customers, such as
residential, commercial and industrial, and the means by which those costs w111 be
recovered from each customer class in base rates and rates tied to levels of use. We
address, too, the Comp_any s programs that are designed to assist low-income

* customers that PacifiCorp serves in Washington. The parties propose to resolve these

miatters on the basis of settlement terms to which they agreed during the course of this
proceeding and in a prior case, as we discuss below.

B. Capital Structure an_d Cost of Capital

22

Large electric utilities typically finance their operations using a combination of
equity, long-term and short-term debt. These three sources of capital each have
carrying costs. Equity investment typically is the highest cost source of capital
because it is unsecured by assets of the utility, and has historically required a
premium related to its relative risk. In contrast to equity return, long-term debt |
receives a return that is secured in contract by the company’s assets. Thus, long-term
debt entails less risk for investors and is the second highest cost of capital, expressed
as an interest rate demanded by lending institutions and bond holders. . Short-term
debt typically is the lowest cost form of capltal and the smallest component of the
capital structure since utility assets are generally depreciated over a long period of
time and require long-term financing. It nevertheless can be an important part of a
company’s capitalization, providing financing for shorter term obligations or as
bridge capital used when acquiring longer-lived assets.

_ 000833
Appendix - 10



23

24

25

DOCKET UE-130043 PAGE 8
ORDER 05 '

Some companies, including PacifiCorp, use preferred stock as a source of capital.
Such stock has characteristics of both debt (e.g., fixed dividends) and equity (e.g.,
potential appreciation). Preferred stock has a higher claim on the assets and earnings
of a company than common stock and generally has a dividend that must be paid out
before dividends to common stockholders. The carrying costs of preferred stock are
generally in the range of the cost of long-term debt. '

Capital markets are constantly changing and are influenced greatly by a complex mix
of monetary and fiscal policies.. A company must use good judgment in determining

the appropriate mix of capital elements to employ in its capital structure, and when to
access the capital markets. Senior management must constantly assess conditions in

capital markets, in consultation with the Board of Directors and seek to optimize the

Company’s capital structure, balancing risk and economy.

For regulated utilities, ratepayer interests must also be a2 major consideration when
determining an gppropriate capital structure for the Company in setting rates.”
Capital structure, and particularly the cost of equity ratio, materially impacts the price
customers pay for service. Due to the relative difference between the cost of equity
and the cost of debt, a capital structure with relatively more debt and less equity may
result in a Jower overall cost of capital.* This results in lower rates for customers.
This is commonly referred to as “economy.” On the other hand, a capital structure

witl_rélatively more equity and less debt may result in a higher overall cost of capital

and higher rates for customers, but enhanced financial integrity. This is commonly
referred to as “safety.” '

13 The Company’s officers and directors, of course, are cognizant that their business is one
“clothed with a public interest™ because it is devoted to uses in which the public has an interest

(i.e., the delivery of commodities considered essential to modern life) and, hence, is subject to

public control, the face of which is the Commission, as empowered by the legislature.

4 The use of equity versus debt capital is also significant because of the impact of federal income
taxes in the determination of a utility’s revenue requirement. The additional revenue necessary to
pay a higher retumn on equity must be supported by additional revenue from customers to pay
Federal income taxes. On the other hand, when financing with debt the utility can deduct its
interest expense resulting in a reduction in the utility’s costs and revenue requirement, benefiting
both customers and the utility.

15 This simplified relationship assumes that the cost of equity does not vary with the equity ratio.
In fact, the cost of equity may decline as the equity ratio increases because financial risk declines.
See 1 Leonard Saul Goodman, The Process of Ratemaking 642-43 (1998).
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The Commission must address this basic tension between economy and safety in
determining the capital structure to use for setting a utility’s rates. This tension
manifests in the context of a contested case such as this one in the form of evidence
provided by expert witneésses who recommend a range of results.’® The Commission
carefully reviews this evidence and seeks the appropriate balance as it sets rates, A
company’s weighted cost of capital, or overall rate of return (ROR), is determined by
mulfiplying the relative amount of each component (.e., equity, long-term debt,
short-term debt, and preferred stock) in the cap{tal structure by each component cost,
and then summing the results."” |

The parties typically disagree regarding the appropriate cost of equity and may
disagree concerning debt costs. Based on the parties’ evidence, the Commission
establishes a reasonable range for allowed equity return vis-a-vis what would be
expected for businesses of comparable risk. Once a reasonable range is determined,
the Commission considers additional factors affecting the balance between
maintenance of the Company’s financial integrity and strength, and cost to ratepayers.
Debt costs are usually readily observable based on the known costs of the Company’s
long-term and short-term debt instruments. If these costs are disputed, the_
CoﬁnﬁSsion again determines on the basis of the evidence presented the level of debt
costs it will authorize. . '

28

In this case, PacifiCorp included testimony on the subject of cost of capital from two
witnesses, Mr. Bruce N. Williams, PacifiCorp’s Treasurer, and Dr. Samuel C.
Hadaway, a consultant, recommending respectively Commission adoption of the

_ Company’s preferred capital structure and costs of capital. Mr. Williams

recommends an increase in PacifiCorp’s currently authorized equity level in the
Company’s capital structure from 49.1 percent to 52.22 percen’c.18 He proposes a
corresponding reduction in long-term debt from 50.60 percent to 47.50 percent and a

-1‘6 The Company witnesses typically offer testimony that defines the high end of the range in

terms of equity ratio and return on equity while Commission Staff, Puiblic Counsel or intervenor
witnesses typically present testimony that recommends less equity in the capital structure and a
lower return on equity.

17 See infra.,, Table 7, which shows these calculations using the factors determined by thé

" Commission in this case.
" 18 Williams, Exh. No. BNW-14T at 5:1-7.
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slight reduction in preferred stock from .30 percent to .28 percent. PacifiCorp’s
currently approved capital structure includes no short-term debt and the Company
proposes to maintain the status quo in this regard.

Dr. Hadaway recommends an increase in PacifiCorp’s authorized return on equity
from the level of 9.8 percent determined in the Company’s most recent contested
general rate proceeding, completed in March 201 1, to 10.0 percent. He testifies this
is at the high end of a range of 9.4 percent to 10.0 percent, which he initially
determined using the discounted cash flow (DCF) methodology. Dr. Hadaway
proposes the same 10:0 percent return on equity in his rebuttal testimony, but relies on
a risk premium analysis rather than DCF modeling to support his recommendation.
Mr. Williams proposes to use the Company’s actual long-term debt costs, which he
updated on rebuttal to 5.29 percent, from the as-filed level of 5.37 perceni.

The effect of the Company’s overall proposals for its equity ratio and return, coupled
with its updated debt structure and costs, is portrayed in Table 2.

- “TABLE 2 :
PacifiCorp’s Proposed Overall Cost of Capital

Weighted
Average
y Equity : S220% | 10.00% 8.22%

Percent of
Component Total Cost

31

Long-Term Debt 47.50% 5.29%
Preferred Stock 028% | - 5.48%
Total ' 100.00%

Two other parties, Commission Staff and Boise White Paper, offer testimony and
exhibits on the subject of cost of capital. Mr. Elgin testifies for Staff, proposing less
equity in the capital structure and a lower rate of return on equity.. He also proposes

 the imputation of short term debt, which he rolls into an overall debt component share

¥ wUTC v. PacifiCorp, Docket UE-100749, Order 06 (March 25, 2011). The Commission

subsequently resolved a PacifiCorp general rate case filing by approving 2 settlement agreement
that does not address return on equity. Notably, however, the Company’s filing included, and the
seitlement reflects, an adjustment to the Company’s debt costs that lowered its overall rate of
return from the 7.81 percent approved in Docket UE-100749 to 7.74 percent. WUTC v. ,
PacifiCorp, Docket UE-111190, Order 07 (March 30, 2012) (Attachment-Seitlement Stipulation

q21).
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and cost. The effect of this is to increase the amount of debt in the Company’s capital
structure and to slightly reduce cost of debt relative to what PacifiCorp originally
proposed. However, Staff’s proposed cost of debt ultimately ended up being higher
than what the Company now proposes. Staff’s full proposal for capital structure and

cost of capital is shown in Table 3.

TABLE 3

Staff’s Proposed Overall Cost of Capital

_ Component Pe,li,coe:;tl of Cost \X:gl;tge;l
¥ Equity . 46.00% 9.00% 4.14%
j| Debt 53.72%* 5.34%* 2.87% |
Preferred Stock 0.28% 5.43% +0.02%
Total 100.00% 7.03%||

* Debt ratio includes 4.0 percent imputed short ferm debt. Debt cost is a blended
rate based on Avista’s overall cost of debt approved in Dockets UE-120436 and
UG-120437.2°

Mr. Gorman testifies for Boise White Paper.- ‘He recommends that the Cornmission
make no change to the Company’s currently approved capital structure.?! He would,
however, reduce PacifiCorp’s equity return to 9.20 percent while accepting the -

—Qempmeﬂ}meﬁeapﬁa}{ateﬁempemnﬁ%semm@@apwmpmaﬁeﬁ—

capital structure and cost of capital is shown in Table 4.

2 WUTC v. Avista, Dockets UE-120436 and UG-120437 (consolidated), Order 09, Appendix A —
Multiparty Settlement § 7 (December 26, 20 12).

2 Mr, Gorman agrees with the Company’s slight reduction to the preferred stock ratio from .30
percent to .28 percent. He adds the .02 percent difference to the debt component. :
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"TABLE 4
Boise White Paper’s Proposed Overall Cost of Capital

Component’ Percent of T eigtd
“p Total Average

Equity 49.10% 4.52%
Long-Term Debt 50.62% 2.67% |
Preferred Stock 0.28% 0.02%
Total - 100.00% 721% |

Table 5 summarizes the capital structure and cost rates from PacifiCorp’s most recent
contested general rate case and the recommendations of the Company, Staff and
Boise White Paper at the close of the record in this case.

TABLE 5
Capital Structure and Cost of Capital Pro __ .
Commission Company Staff Boise White
Approved |  Proposal Proposal Paper
o " Proposal

Share/Cost Share/Cost | Share/Cost Share/Cost

Erquity 14916 98- [—52-29-1—16:00-1—46:66-—9:00 4510520
Long-Term Debt §:50.60 5.8901 47.50 5291 53.72 534 50.62{ 529
| Preferred Stock 0.30 5.41 0.28 5.43 028 543 0.28

OVERALL 7.81 . 7.03 7.25
ROR e

1. Capital Structure

Table 5 shows, among other things, the significant variation in the parties’ respective
capital structure recommendations, including equity ratio proposals that range from

PacifiCorp’s 52.2 percent ratio at the high end to Staff’s 46.0 percent ratio at the low
end. Boise White Paper is almost squarely in the middle of this range, advocating no

change from the currently approved 49.10 percent equity ratio.
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PacifiCorp presents its case on capital structure through its Treasurer, Bruce

The Company used an average of the five-quarter ends spanning the 12
‘months ending June 30, 2013, to calculate its proposed capital
structure. This approach smoothes volatility in the capltal structure,
which will fluctuate as the Company expends capital, issues or retires
debt, retains eammgs or declares dividends.”

Mr. Williams testifies further that the equity ratio is consistent with the Company’s
actual equity levels since the end 0£201 1.2 According to Mr. Williams, this equity
level is necessary to maintain the Company’s credit rating and ensure continued
access to Jow-cost capital, particularly during a period of significant capital

Staff does not dispute Mr. Williain’s portrayal of PacifiCorp’s actual dapital structure.
Staff argues, however, that the Commission should continue to use a hypothetical
capital structure in order to ensure the Company’s capital structure properly balances
safety against economy. 25 Mr. Elgin argues this is particularly important because
PacifiCorp is privately held by MidAmerican Energy Holdings Company (MEHC),
which controls the Company’s capital structure to favor its owner. Staff backs up its
claim that MEHC’s incentive is to enhance its returns by capitalizing PacifiCorp with

1on much equity rather ihan_short.tenm_dﬂht_by_pmnimgio.thcgmwihmh&

Company’s equity since its acquisition by MEHC eight years ago. 26 Since it was
acquired by MEHC, PacifiCorp’s actual equity ratio has grown from 46.4 percent in

35
Williams. Mr. Williams testifies that: -
expenditures.”*

36
2005 to 52.4 percent in 2012. o

37

The growth in PaclﬁCorp s equity capitalization is largely the result of cash mfusmns
from MEHC. Staff notes that when MEHC acquired PacifiCorp it committed that

22 Williams, Exh. No. BNW-1T at 12:12-19.

2 1d. 14:1-9.

2 14 3:9-14, 13:7-13; Williams, TR. 221:15-23.

25 Staff Initial Brief 1Y 18-19.

% See id, 9 20.

? Jd. (citing Williams, Exh. No. BNW-18CX at 1 and 7).
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ratepayers would not be harmed by paying a higher cost of capital as a result of the
sale.2® Yet, Staff argues, this is exactly what PacifiCorp advocates now, as it
previously advocated in the Company’s 2010/2011 general rate case.” In the earlier
case, the Commission described the growth in PacifiCorp’s equity capitalization from
46 percent to 52.1 percent as «“a remarkable level of growth in three years.” The
Commission rejected PacifiCorp’s proposal that its actual capital structure be used to
set rates and accepted Mr. Gorman’s hypothetical equity ratio of 49.1 percent, finding
it to be more consistent with ratepayers’ interest in a capital structure that reflects
economy.>'

PacifiCorp argues that adoption of the Company’s actual eqiiity ratio will provide it a
better opportunity to earn jts authorized overall rate of return. The Commission has
adjusted equity share for this purpose in some cases. However, in the Puget Sound
Energy case PacifiCorp cites in support of this argument, the adjustment was from a
relatively modest 46 percent ratio to a still reasonable 48 percent ratio. PacifiCorp’s
argumént ignores that, at 49.] percent, its approved equity ratio is already high
relative to the utility to which it compares itself. Increasing equity in the capital
structure is a tool the Commission can use inits discretion to address alleged chronic
under earning by a utility. This does not mean it is justified in every case.

Commission Determination: We determine that PacifiCorp’s currently approved
capital structure appropriately hatances safefy and econamy and shonid he used for

setting rates in this case. In other words, the Comipany’s approved capital structure
should continue to include the equity, debt and preferred stock shares the Commission
approved in Docket UE-100749 in 201 132 and again in Docket UE-111190 in 2012.%

B 1 ye Application of Middmerican Energy Holdings & PacifiCorp, Docket UE-051090, Order
07 (February 22, 2006). (Appendix A, Commitment 21 “MEHC and PacifiCorp will not .
advocate for a higher cost of capital as compared to what PacifiCorp’s cost of capital would have
been, using Commission standards, absent MEHC ownership.”). -

® See generally WUTC . PacifiCorp, Docket UE-100749, Order 06 99 21-43 (Mar. 25, 2011).
% 1d. ] 40. '
1.

% WUTC v. PacifiCorp, Docket UE-100749, Order 06 §7 40 and 43 (Mar. 25, 2011).
PacifiCorp’s evidence and advocacy in this earlier case are strikingly similarto what it advances

" here. In Docket UE-100749 PacifiCorp proposed a capital structure of 52.1 percent common

equity, 0.3 percent preferred stock, and 47.6 percent long-term debt. This was “based on an

Appendix - 17 . 000840
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The record in this case demonstrates that this capital structure will continue to support
PacifiCorp’s current credit fating, and provide sufficient cash flows to support the
financial metrics analyzed by the credit rating agencies. Indeed, during the pendency
of this case PacifiCorp obtained capital that reduced its cost of long-term debt from
5.37 percent to 5.29 perc':ent.34 This tangibly demonstrates that the Company has
sufficient access to low-cost capital. ' |

Having noted above tﬁe similarity between PacifiCorp’s evidence and advocacy in its
2010/2011 general rate case and the case here, it is worth observing further that all of
the cost of capital evidence and advocé,cy in this case closely matches that presented
in the earlier case. In terms of balancing safety and economy, we again conclude that
the Company’s proposed capital structure contains too much equity, which tips the
balance too far in favor of investor interests over those of ratepayers,” We conclude
that Staff’s proposed 46.0 percent equity in this case is too low and would tip the
scales too far toward economy relative to the Company’s financial needs. In the
2010/2011 case the Commission determined that PacifiCorp’s equity share should be
increased above the 46 percent that had been previously approved in the Company’s
2006/2007 géneral rate case.® We find no compelling basis in the record here ‘
supporting a return to the lower equity ratio that Staff advocates.

| Finally, we conclude again in this case that Mr. Gorman’s proposed cai)ital structure

inclnding a 49.1 percent equity ratio (i e the statug guo) best reflects what is -—
appropriate for this Company. This capital structure has proven over several years to

be well-balanced in terms of safety and economy. While we continue to be concerned

about PacifiCorp’s relatively spare and infrequent use of the lowest cost form of

capital, short-term debt, setting PacifiCorp’s equity share for regulatory purposes at a

level lower than what Company management and owners presently maintain in equity

average of five-guarters, ending December 31, 2010, which the Company argued smoothes
volatility caused by expending capital, issuing and retiring debt, and the retention of eamings and
infusion of equity.” Order 06 23 (citing Williams, Exh. No. BNW-1T at3). Mr. Williams’
testimony in this case is essentially identical. See supra 9 39. ' :

¥ WUIC v. PacifiCorp, Docket UE-111190, Order 07 (February 21, 2012).

3 Williams, Exh. No. BNW-14T 5:4-5.
3 WUTC v. PacifiCorp, Docket UE-100749, Order 06 § 39 (March 25, 2011).

3% WUTC v. PacifiCorp, Docket UE-061546, Order 08 9222 (June 21, 2007). .
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" share for financial pui‘poses results in a lower overall cost of capital. This is

consistent with the result that would follow were we to impute directly 3 fo 5 percent
short-term debt, as Staff recommends. As the Commission said in its final order in
Docket UE-100749: “our adoption of a 49.1 percent equity ratio ali'eady ameliorates
the potential adverse effects of the Company’s proposed éapital su'uéture that we
judged to contain an excessive equity component.”’ .

In summary, adjusting only to account for a slight reduction in PacifiCorp’s preferred
stock ratio, we again approve a hypothetical capital structure for ratemaking purposes

. with 49.1 percent common equity ratio.

2. Cost of Equity

PaciﬁCorp has no publicly traded stock. It is wholly-owned by MEHC.*
PacifiCorp’s equity cost therefore must be estimated by analyses of investor’s
expectations for companies of comparable risk and other factors observable in
financial markets. '

Analysts make these estimates using a variety of methods. The most widely accepted
approach is the discounted cash flow (DCF) method* Tts theory is that the market |
value of stock is the present value of the future cash flows, both dividends and
growth, of holding the stock. The stream of future cash flows is discounted back to

45

present valie, fypically using a simplified formula with stated assumptions.”™ There
are several variants of the DCF methodology usually with a focus on how to assess
the future growth (or the “g” factor on a forward-looking basis).

Other methods estimate the cost of equity based on what investors may require to
compensate them for the investment risk of holding equity instead of investing ina
safer financial instrument such as a bond. These methods include risk premium
analysis that compares the equity risk premium to a bond instrument such as a

3 WUTC v. PacifiCorp, Docket UE-100749, Order 06 43 (Mar. 25, 201 ).

38 MEHC, in turn, is privately held as one of the Berkshire-Hathaway family of companies.
Berkshire-Hathaway is publicly traded. :

% See Hadaway, Exh. No. SCH-1T at 20:6-7.

_40 See James C. Bonbright, et al., Principles of Public Utility Rates 317-22 (1988).
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Treasury bond or investment-grade corporate bond. Another method is the capital
asset pricing model (CAPM), which is based on a theory of economically efficient
investments that employs the concept of a “risk-free rate” and a “beta” (i.e.,a
measure of volatility of stock price movements) to develop cost of equity.*!

We have testimony in this case from three cost-of-capital experts: Dr. Hadaway for
PacifiCorp, Mr. Elgin for Staff, and Mr. Gorman for Boise White Paper. These three
experts rely on standard financial modeling approaches for estimating PacifiCorp’s
return on equity using varying interpretations of the DCF, risk premium, and CAPM.
Table 6 shows the range in analytic results calculated by the cost-of-capital experts.

Hadaway
Direct

Elgin

. NI : -
‘ Return on Equity Analytical Estimates

Gorman

Hadaway
Rebuttal

Constant Growth (Analysts® 5-
year growth)

9.4-9.5%

9.0%

9.21%

9.0%

Constant Growth
Long-Term Growth or
Sustainable Growth

9.9 -10.0%

9.6%

oo n 0o/
e -

-

N Ans

CAPM

I Current Interest Rates

7.55-7.72%

8.5%

Projected Interest Rates

8.08-8.25%
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1 1. at 322-28.
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Current Interest Rates 9.29% 9.05% 9,55-9.85%
Prejected Interest Rates 9.60% 9.44% 9.97%
10.00% 10.00%
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Dr. Hadaway gathers market price and dividend information for a proxy group of 14
companies he asserts are comparable to PacifiCorp.* Mr. Elgin eliminates six
companies from Dr. Hadaway’s group, contending that they differ materially due to
nuclear construction risk, excessive revenues from unregulated operations, or
custon:ler,ségm‘entation.43 Mr. Gorman eliminates one company from Dr. Hadaway’s
group because of its involvement in a recent acquisition.* Dr. Hadaway agrees it
would be appropriate to eliminate this company from the group of comparables going
forward, but says “it will not affect the outcome.”®®

Dr. Hadaway testifies initially that the Commission should rely on the results of his
DCF arialyses that indicate that his comparable group’s return on equity is in the
range of 9.4 percent to 10.0 percenf:.“6 In his direct testimony, he cantions that the
results of DCF, equity risk premium, and capital asset pricing models are all being
influenced by the current, artificially low interest rate environment and low bond
yields caused by the Federal Reserve’s monetary policy. 47 He argues that we should
ignore or significantly discount these current policies, since they distort financial
markets. Dr. Hadaway urges us to set PacifiCorp’s return on equity at the higher end
of his estimated DCF range, 10.0 percent, derived under his constant growth model
using a “g factor” based on historical gross domestic product (GDP) data compiled by
the St. Louis Federal Reserve Bank.*® He argues that his recommendation is

consistent with the average allowed return _on_gmﬁmfgﬂﬁiprgxﬁ, group of 14

vertically integrated utilities with financial and operating characteristics similar to the

Company.*

42 Tfadaway, Exh. No. SCH-1T at 3:21-22,
 Bigin, Bxh. No, KLE-IT at 17:7-14.

# Gorman, Exh. No. MPG-1T at 17:8-10.

45 Hadaway, TR. 243:23-244:2. |

46 Hadaway, Exh, No. SCH-1T at 2:23 and 3:1.
7 Id at 3:1-5.

® 1d at 3:12-14.

“ Id at 3:21-22.
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In his rebuttal testimony, Dr. Hadaway provides updated DCF results that differ
significantly from the results in his direct testimony. They indicate a high end return
on equity of 9.6 percent under his constant growth model using long-term GDP
growth. Dr. Hadaway’s constant growth model using equity analysts® five-year
growth as his g factor yields only a 9.0 percent return on equity.”® He testifies,
however, that his DCF results understate PacifiCorp’s return on equity “because the
dividend yields in these models have been artificially depressed by the government’s
stimulative monetary policies.”51 He says the market’s reaction to a potential change
inthese policies is evident in his updated risk premium analysis, but these changes are

. not yet reflected in his DCF results.”

On rebuttal, Dr. Hadaway dismisses the DCF model because “it cannot move quickly
enough to capture what’s going on.”>? He encourages us to rely on risk premium
analysis and “to use additional judgment about where interest rates are and about
where market publications are telling you that interest rates are headed to decide what
rate of return you should use.”** Dr, Hadaway performed updéted risk premium
analyses “designed to capture the recent FOMC [Federal Open Market Committee]
policy shift and the increasing interest rate environment that the FOMC |
announcement has created.”> He contends the results of his updated modeling
support a return on equity range of 9.6 percent to 10.0 percent‘s ¢ Dr. Hadaway used

_ three updated risk premium studies in his rebuttal testimony:

5 Hadaway, Exh. No. SCH-10T at 23:2-3.

31 Id. at23:3-5. We note that these same stimulative monetary policies were in place at the time
PacifiCorp filed its case, yet Dr. Hadaway at that time urged that we use the results of his DCF

modeling.

2 Id. at 23:5-7.

* Hadaway, TR. at 233:6-12.

54 Id

55 Hadaway, Exh. No. SCH-10T at 23:10-14. The Federal Open Market Committee (FOMC),
which consists of the members of the Board of Governors of the Federal Reserve System and five

Reserve Bank presidents, makes U.S. monetary policy. The FOMC holds eight regularly
scheduled meetings during the year, and other meetings as needed. :

5% 14 at 23:10-11.
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One is what I traditionally do, Iuse the most recent three months. And
I think this same thing Mike Gorman has done in some of his analysis.
Tused a forecasted interest rate that's based on the so-called Bloomberg
forward curve, what's going to happen sort of through 2014. And then
I did demonstrate what a spot interest rate will give you if you just
looked at that.”’ - ‘

* Using current three-month average interest rates; Dr. Hadaway derived a 9.55 percent
return on equity. Spot interest rates yielded a somewhat higher 9.85 percent. He says
that the spot interest analysis, however, did not yield the top of the range that he
recommends. Instead, “[i]t's the forecasted interest rate that gets the ten percent.”58

51 Boise White Paper argues that Dr. Hadaway gives no convincing reaéon for the
Commission to abandon its use of the DCF model and: ‘

Dr. Hadaway’s risk premium alorie would require the Commission to
set an ROE based on spot interest rates captured at the moment Dr.
Hadaway developed his risk premium analysis, rather than relying on
the multiple data points used to develop the analyses in all five models
presented by Mr. Gorman.”

52 As discussed above, this is not exactly correct.” Had Dr. HadaWay relied on the spot

rate, the top of his range of risk premium estimates would have been 9.85 percent. In
h

- -‘—-' —— point-of fact, Dr.-Hadaway- suggests thatthe Commission-rely-on-a-novelappreacs;
looking at forecasted interest rates taking into account assumed changes in monetary
policy by the Federal Reserve that are difficult to predict. Boise White Paper points

out in this connection that:

Contrary to Dr. Hadaway’s predictidns, the Federal Reserve did rot
change its monetary policy in September, and spot interest rates and
bond yields have dropped significantly since his testimony.®

57 Hadaway, TR. at 232:21-233:3.
58 1d. at 233:3-5 (emphasis added).
%9 Boise White Paper Initial Brief at 13.

% 1d. (citing Michael P. Regan & Nick Taborek, Stocks Rally With Treasuries, Gold, As Fed
Resists Taper, Bloomberg, Sept. 18, 2013, http:f’fWrw.bloomberg.com/news/ZO13-09-17/asian-
index-futures-rise-before-fed-as-crude-oil-rebounds.htmi ).
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Boise White Paper concludes that this highlights “the arbitrary and capricious nature
of Dr. Hadaway’s recommendation.””

Boise White Paper and Staff both support the Commission’s traditional practice of
assessing several methodologies, considering a broad range of data, and placing
primary emphasis on the DCF methodology. Mr. Elgin explained in response to
questions from the Bench that he is “an advocate of DCF because it relies on stock
prices;”62 He argues that stock prices are centrally important because equity funds
support the investment in the utility. “Those equity costs change slowly over time,
and how they change over time is again reflected in the price investors are willing to
pay for common equi’ci'es.”ﬁ3 Mr. Elgin testifies that in his expert opinion:

There’s way too much quibbling about, well, interest rates went this
way and interest rates went down and up and what do you actually use
for — in a risk premium study. Look at equity prices, look at how the
market is reacting in relationship to what's happening in long-term
interest rates, and then make a judgment.*

AN

Boise White Paper argues similarly that “[tJhe DCF model produces reliable results
that correctly gauge the appetite of the market for utility stocks.”® That said, Boise
White Paper criticizes Dr. Hadaway’s DCF modeling because his Gross Domestic

—Product mm‘m'fefmnmoﬁWTﬁQWTMam higher that

current and forward looking inflation, thus assuming a GDP growth rate that is “far
higher than the consensus economists’ projected GDP growth rate for the next five to

ten ycars.”66

Staff also voices this criticism of Dr. Hadaway’s analysis. Staff argues that:

61 Id
€ Blgin, TR. 234:13-14.

© 1d. at 234:14-20,

6 14 at 234:21-235:2.
% Boise White Paper Initial Brief at 13.
 1d at 14,
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Dr. Hadaway’s reliance on historical GDP 'growth data is perplexing
since the Commission has rejected his approach in the Company’s last
two cases:

o Inthe 2005 case, the Commission stated, “However, in this
case we find persuasive Mr. Gorman’s argument, that if
growth in GDP is used for this critical input to the DCF

* formula, it should be forward-looking, not an historical

average.”®’

e Inthe 2010 case, the Commission again rejected Dr.
Hadaway’s use of historical GDP data and specified that if
GDP data is to be used at all it should be short-term
estimates of GDP.*®

Mir. Elgin performs his DCF analysis looking at financial information for his proxy
group, which is a subset of the 14 companies Dr. Hadaway identifies as being

- comparable to PacifiCorp. Relying on Value Line, Morningstar and Dr. Hadaway’s

data, Mr. Elgin concludes that a reasonable estimate for mvestors expected dividend
yield for his proxy group is between 4.00 and 4.25 percent.® He uses the upper end
of this range in his final analysis. To estimate long-term, or sustaiiable, growth rate
for dividends, Mr. Elgin gives primary weight to growth in book value and internal
growth. These two metrics show growth of 4.0 percent and 3.9 percent,
respectively.”® He also considets Value Line’s expected growth rate for dividends that

show shghtly lrugher growth ol 4,110 4.6 percent, Of an average of 4.35 percent. &
Finally, although he cautions against giving much weight to analysts’ estimates of
carnings, he finds “a high case estimate is 4.75 percent.”” Mr. Elgin concludes that a
reasonable estimate o: long-term growth in dividends is in the range of 4.00 to 4.50
percent.” Finally, he says that “if primary Weight is given to earnings estimates, a

¢7 Staff Initial Brief § 50 {citing WUTC v. Pacszorp, Docket UE-050684, Order 04 1261 (April
17, 2006)).

% 1d. (citing WUIC v. PacifiCorp, Docket UE-100749, Order 06 82 (March 25, 2011)).
% Elgin, Exh. No. KLE-1tat 25:5-21.
" Jd at27:18-28:1 and 29:6-8.

T Jd at29:10-12.

2 1d at 29:14-32:14.
3 1d. at 32:16-20.
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growth rate of 4.75 percent is the most any reasonable investor could expect.””* Mr.
Elgin summarizes his DCF analysis as follows:

My estimated average dividend yield for my proxy group is 4.00 to
4.25 percent. The indicated growth rate in dividends is 4.00 to 4.50
percent. This indicates a ROE estimate of 8.00 to 8.75 percent. If T
combine the high end of my range for dividend yield of 4.25 percent '
with an earnings estimate of 4.75 percent, it produces an ROE of at
most 9.00 percent. Therefore, I conclude that a fair ROE for
PacifiCorp is between 8.50 and 9.00 percent.”

Mr. Gorman relies on the results of five financial ' models, including: 1) a Constant

- Growth DCF model; 2) a Sustainable Growth DCF model; 3) a Multi-Stage Growth

DCF model; 4).a Risk Premium model; and 5) a CAPM. Mr. Gorman’s Constant

Growth DCF model uses a 13-week average of stock prices for his proxy group. He

testifies that this captures a period recent enough to reflect current market trends, but

not so short as to be susceptible to short-term changes that do not reflect the stock’s

fundamental market value.”® For the DCF model’s dividend component, Mr. Gormar

uses PacifiCorp’s most recent quarterly dividend, as reported by Value Line,

anriualized and adjusted for next year’s growth.”” For the Constant Growth model, to

estimate the g factor, he used an average of professional analysts’ growth rate

estimates representing a consensus, derived from Zack’s Investment Research, SNL

Financial, and Reuters. Mr, Gorman’s Constant Growth model suggested anaverage . - ——

38

and a median return of 9.21 percent and 9.33 percent, respec’cively."8 He opines these
results are likely overstated, because three- to-five-year growth rates are above the
sustainable long-term growth rate. '

Mr. Gorman’s Sustainable Growth DCF recognizes that, as rate base grows through
reinvested earnings, the dividend payout ratio of the company must decline. Thus, he
uses a long-term earnings retention growth rate to help gauge whether the consensus

74 Id.

" M. at33:1-7.

7 Gorman, Exh. No. MPG-1T at 19:18-21.
7 Id. at 20:3-5.

®1d at21:16-17
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three- to-five-year growth rate can be sustained over a long term. This model
produced average and median DCF results of 8.38 percent and 8.35 percent,
respectively.79 ‘ .o

Mr. Gorman developed a Multi-Stage Growth DCF model that that adjusts for the
recent cycle of capital investment in the utility sector, and posits that the g factor
should be similar to the projected growth in U.S. GDP.%® He testifies that this is -
because utility construction cycles tend to produce periods of increased investment,

‘which eventually must level out and cannot exceed the long-term growth of the

economy generally.®! Mr. Gorman’s Multi-Stage Growth DCF model produces an ‘
average and median return on equity of 8.91 percent and 8.88 percent, respectively.82

For his overall DCF recommendation, Mr. Gorman averaged the results of his three
models, weighing the Constant Growth and Multi-Stage models more heavily than the
Sustainable Growth model that suggests the lowest rate of refurn. This resulted in a
9.10 percent return on equity for PacifiCorp.®

Mr. Gorman also performed a risk premium analysis based on the 13-week average
yield spreads between Treasury bonds and “A” rated and “Baa” rated utility bonds.*
This analysis, weighted to recognize the large yield spreads between Treasury bonds
and utility bonds, produced a low end return on eqﬁity of 9.05 percent and a high end

62

estimate of 9.44 percent.85 Mr. Gorman testifies that the midpoini of these estimates
suggests an equity risk premium return on equity 0f9.25 percent.86 '

Finally, Mr. Gorman developed a CAPM model. This was based on Morningstar’s
market risk premium of 6.7 percent, a risk free (30-year Treasury bill) rate of 3.70%,

™ Id. at 23:4-5.

" Jd, at24:28-25:11.
1 _

® 1d. at 28:11-12.

8 14 at 28:14-17.

% Id. at29:1-33:12.
85 Id

8 14, at 33:13-14.
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and a beta of 0.71. His assumptions and modeling produced an overall return on
equity of 8.47 percent, which Mr. Gorman rounded up to 8.50 percent.?” - Given his
concerns with the risk free rate and market risk premium, Mr. Gorman placed
minimal weight on the CAPM result.®

63 Commission Determination: PacifiCorp’s currently authorized return on equity is 9.8
percent. The Company failed to carry its burden in this case to support its proposed
10.0 percent return on equity. Indeed, Dr. Hadaway’s own analyses provide evidence
supporting a substantially lower rate of return. The full record supports our approval
ofa9.5 pefce‘nt return on equity for PacifiCorp, within a range of reasonable returns
from 9.0 percent to 9.7 percent. This determination reflects our view that the
principle of gradualism should apply when setting key factors such as rates of return
regardless of the diréction of a change. Thus, we authorize a return on equity for
PacifiCorp closer to the high end of the range of reasonableness supported by the
record. ,

64 Dr. Hadaway suggests that we not rely on his DCF modeling and rely instead on his
risk premium analysis using highly variable spot and forecasted interest rates as
presented on rebuttal. We are not prepared, however, to reject DCF analysis as a
viable means to estimate reasonable rates of return on-equity. We find it worthwhile
to consider, along with his other evidence and the evidence presented by Mr. Elgin

—_— e _apd Mr-Gorman;-what-Dr- Hadaway's DCF-medeling-results-actually-suppo 8 ————

65  Inhis direct evidence, Dr. Hadaway relied principally on his sustainable growth DCF
model using long-term GDP growth for the g factor. We agree with Boise White
Paper and Staff that this approach is flawed by virtue of Dr. Hadaway’s relianee on
historical GDP data. The Commission has twice previously rejected this approach in

¥ I1d at 39:2-4.

% Jd at 29:11-15.

% The Commission emphasized in PacifiCorp’s most recent fully litigated case that it places
value on each of the methodologies used to calculate the cost of equity and does not find it
appropriste to select a single method as being the most accurate or instructive. “Financial
circumstances are constantly shifting and changing, and we welcome a robust and diverse record -
of evidence based on a variety of analytics and cost of capital methodologies.” WUICv.
PacifiCorp, Docket UE-100749, Order 06 § 91 (March 25, 2011). See also WUTC v. Puget
Sound Energy, Dockets UE-090704 and UG-090705 (consolidated), Order 11 (April 2, 2010). -
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favor of short-term, forward looking estimates of GDP.”® While we would not, for
this reason, establish an equity return rate relying on this key assumption, we
nevertheless can view the results as informing our determination of a range of

reasonableness.

Dr. Hadaway’s initial long-term, or sustainable, growth modeling produced return on
equity estimates in the range of 9.9 to 10.0 percent, while his later modeling using his
favored approach produced an estimate-of 9.6 percent. This leads us to consider
whether the approximate mid-point of these estimates, 9.8 percent, might represent
the higher end of a range of reasonable returns. This is suggcsted, too, by the results
of Dr, Hadaway’s two-stage analyses that yielded results in the 9.4 percent (rebuttal)
to 9.9 percent (initial) range. The approximate midpoint of these results, 9.7 percent,
provides additional support for such a conclusion. '

Dr. Hadaway’s constant growth model, with long-term expected growth based on
analysts’ estimates of five-year utility earnings growth, yields results in a 9.0 percent
(rebuttal testimony) to 9.5 percent range (direct testimony). .While this is not Dr. -
Hadaway’s preferred method, and Mr. Elgin cautions against placing too much
reliance on short-term projections by analysts, we can consider these results as being
at least suggestive of a low-end marker. Mr. Gorman’s analyses suggest an even
lower end when we focus on the 8.38 percent return yielded by his sustainable growth
DCF model.” This view is tempered somewhat, however, by Mr. Gorman’s risk

68

premium result of 9.25 percent, using current interest rates, by his constant growth
DCF at 9.21 percent, and by his recommendation based on all of his modeling for a
9.20 percent return on equity. Considering all of this, and Mr. Elgin’s
recommendation of a 9.0 percent return on equity based on hislong-term growth DCF
model, we can confidently establish 9.0 percent as the low end of the range indicated
by the full body of evidence before us. Indeed, this is a conservative determination
considering that it is at the high end of Mr. Gorman’s and Mr. Elgin’s estimates.

Dr. Hadaway’s risk premium analyses produce fesults in the range from 9.29 percent
(direct testimony) to 9.97 percent (rebuttal testimony). However, we give little
weight to the higher end of these results considering that they rely on forecasted
interest rates and assumptions concerning actions by the Federal Reserve that did not,

* See supra § 58.

000852
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in fact, occur.” Dr. Hadaway’s risk premium analyses that produce the most credible
results are those that rely on current (three-month) interest rates rather than a spot rate
or a forecasted rate. The range of these is from 9.29 percent (direct testimony) to 9.55
percent (rebuttal testimony).

DCF method and adopt his risk premium analyses, we find his risk prerr.iium model
supports a return on equity of no more than 9.6 perce_nt.92 Moreover, we choose not

to ignore entirely that his long-term growth DCF model on rebuital also suppotts a 9.6
percent return on equity. -

Even if we were to accept Dr. Hadaway’s argument on rebuttal that we abandon the

M. Elgin’s DCF modeling supports his recommended 9.0 percent return on equity.
Giving this result equal weight with the 9.6 percent level Dr. Hadaway’s evidence
supports, we could justify setting PacifiCorp’s return at 9.3 percent. Similarly, giving
equal weight to Mr. Gorman’s DCF results of 9.2 percent and the credible results
from Dr. Hadaway’s DCF modeling, we could justify authorizing a 9.4 percent return.
PacifiCorp’s currently authorized refiirn on equity, however, is 9.8 percent and the
principle of gradualism should be part of our consideration. Indeed, this persuades us
to temper the final recommendations of Mr. Elgin and Mr. Gorman, and place more
weight on the higher end of the range of reasonableness. Therefore, we finally
determine that PacifiCorp’s return on equity should be authorized at 9.5 percent based

71

3. Cost of Debt

PacifiCorp’s actual cost of long-term debt is not in dispute. We elect to not impute
directly short-term debt in the Company’s capital structure. Our continued use of the
hypothetical capital structure discussed in the preceding section of this Order, '
however, adequately accounts for short—terxﬁ debt and obviates the need to make any

% See, e.g., Hadaway, Tr. 149:2-9; 240:6-12.

92 As discussed above, Dr. Hadaway’s risk premium model based on actual three-month interest
rates yields a 9.55 percent return on equity, only .05 percent higher than what we approve in this
case. :
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additional adjustment to PacifiCorp’s debt costs. We find reasonable a 5.29 p'ercent
overall cost of debt, as proposed by the Company for long-term debt. %3

4. Cost of Preferred Stock

PacifiCorp’s cost of preferred stock is not disputed. We approve the use of 5.43

5. Cabital Structure and Cost of Capital Summary

Commission Determination: We summarize in Table 7 our determinations of the
capital structure and costs for PacifiCorp that we find are best siypported by the
evidence. These determinations meet both the Company’s needs and the ratepayers’

TABLE 7
Commission Determination of Capital Structure and Cost of
' Capital

“Weighted Cost

—percent— -
quity - 4.66
~ong-Term Debt . 2.68
Preferred Stock 0.02

OVERALL ROR . 7.36

72
percent as the Company’s cost of preferred stock.
73
needs.
C. Inter-Jurisdictional Cost Allocation
74

The parties’ respective positions on the issue of inter-jurisdictional cost allocation are
best understood in their historical context. The Commission established rates for the

9 This should not be read as establishing Commission policy that utilities should not include
short-term debt in their capital structure when filing rate cases. Indeed, generally, and depending
on actual rates, use of short-term debt as a means of financing company operations is cost-
effective, and a company should consider all available sources of capital. Elgin, Exh. KLE-1T at
15:6-7, citing WUTC v. PacifiCorp, Docket UE-050684, Order 04 § 224 (April 17, 2006).

| 000854
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Company, then doing business in Washington as Pacific Power & Light Co. (PP&L),
in 1986 Although PP&L provided service in multiple states at the time, the
problem of allocating costs among them was resolved on the basis of consensus
among representatives from the six states and the Company.” The Comumission
accepted a cost allocation based on average system costs.

This was just prior to the merger between PP&L and Utah Power in August 1987. In
its order approving the merger, the Commission refetred to Staff testimony showing a
material difference between the average system costs of the two companies. The
Commission stated its concern “about the effects on Pacific’s ratepayers of merging
with a higher cost system.” The Commissjon said, however, that for the time being
it was satisfied with the use of PP&L’s pre-merger average system cost as the basis
for rates in Washington, as just approved in September 1986.” The Commission
ordered that:

The merged company is authorized and directed to adopt tariff
schedules and special service contracts of [PP&L], for service within
Washington on file with the Commission and in effect as of the
effective date of the merger.”®

The Company did not file another general rate case in Washington for 14 years. In
Docket UE-991832, the Commission approved and adopted a comprehensive, “black

box* settlement agreerent among alt parties: “The settienent did ot address, and the
Commission’s order does not discuss, the subject of inter-jurisdictional cost

~ allocation.

% WUTC v. Pacific Power & Light Co., Cause U-86-02, Second Supplemental Order (Sept. 19,
1986).

% 1d at33.

% In the Matter of the Application of PacifiCorp (Maine) to Merge with PC/UP&L Merging
Corp. (PacifiCorp Oregon), and to Issue such Securities and Assume such Obligations as May be
Necessary to Effect a Merger with Utah Power & Light Company, Docket U-87-1338-AT,
Second Supplemental Order Approving Merger with Requirements at 14 (July 15, 1988).

97 Id
* d. at 16, Ordering Y 2.
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The settlement approved in Docket UE-991832 established a five-year rate plan with
predetermined increases in rates authorized for each of the first three years, followed
by two years of no increases in general rates. Howevet, the Western energy crisis
intervened. In an order rejecting PacifiCorp’s request for deferred accounting for
“gxcess” power costs incurred to serve Washington customers, the Commission
determined that: ' ' ‘

The Rate Plan has been so overtaken by events that it no longer is in the
public interest for the Company’s rates to remain unexamined through
the Rate Plan Period. We emphasize that the record in this proceeding

" is not an adequate one upon which to conclude that PacifiCorp’s
current rates are not fair, just, reasonable, and sufficient. The record
here, however, is adequate to bring into question whether that standard
will be satisfied when considered in light of a current test year with
properly restated, normalized, and pro formed results. PacifiCorp’s
Washington operations have not been thoroughly reviewed on a full
general rate case record in 17 years. Such an examination is long
overdue and seems absolutely imperative in the wake of the recent
power market crisis. It would be contrary to the public interest for us to
bar this important matter from full consideration at an early date.
Accordingly, we conclude that we should amend our Third
Supplemental Order in Docket No. UE-991832 to the extent necessary
to authorize PacifiCorp to file a general rate case prior to the end of this
year as the Company has committed to do, if permitted. 9

PacifiCorp filed the authorized general rate case, breaking the Rate Plan, on
December 16, 2003, in Docket UE-032065. The case was ultimately resolved, after a
full hearing, on the basis of Commission approval of a contested settlement. The
settlement order resolved a few discrete issues, left others for further.consideration in
a future case, and approved what was in main part a “black box” revenue requirement.

The Commission discussed in its final order approving the settlement the fact that
inter-jurisdictional allocation of costs among the states PacifiCorp serves had been a’
continuing source of controversy since the time of the merger. Referring back to the
prior case in Docket UE-991832, the Commission observed that:.

% Re PacifiCorp, Dockets UE-991832 and UE-020417, Sixth/Eighth Supp. Order ] 22-23 (July
15, 2003). ’ -
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The Company proposed that costs be allocated to Washington rates
according to a methodology to which Commission Staff, and other
parties, strenuously objected. The proceeding . . . was resolved on the

-basis of the Commission’s approval and adoption of a full settlement
among all parties that implicitly reserved for another day any definitive
resolution of the complex issues involved in inter-jurisdictional cost
allocation.'® ' :

In PacifiCorp’s 2005/2006 general rate casé, the Company’s failure to satisfy its
burden to prove an acceptable allocation methodology was the defining point in the
Commission’s decision.’”! The Commission rejected PacifiCorp’s suspended tariff
sheets in favor of the status quo, relying in pait on the fact that the resources the
Company attempted to assign as costs to Washington were not in fact proven to be
used and useful for service in Washington, as required by RCW 80.04.250. The
Commission interpreted the phrase “used and useful for service in this state” to mean
the resource in question must provide to ratepayers in Washington either direct
benefits “(e.g., flow of power from a resource to customers)” or indirect benefits
“(e.g., reduction of cost to Washington customers through exchange contracts or other
tangible or intangible benefits).”'% Moreover, “ [u]rider either circumstance, the
Company must demonstrate a quantifiable benefit to Washington ratepayers.”®
Noting Staff’s concession that some indirect benefits were attributable to integration
of PacifiCorp’s east and west control areas, the Commission said that:

[T]he Company has simply failed to establish the value of any tangible
benefits flowing to Washington ratepayers. The Company’s position is
most plainly stated in the testimony of Mr. Duvall: “The Revised *
Protocol does not require that we demonstrate a “State-specific” benefit
for particular resources before they can be recovered in a particular

10 rUTC v, PacifiCorp, Docket UE-032065, Order 06 § 15 (October 27, 2004) (citing WUIC v.

- PacifiCorp, Third Supp. Order, Docket UE-991832 (August 9, 2000)).

0L UTC v. PacifiCorp, Docket UE-050684, Order 04 Y 64 (April 17, 2006) “The Company
bases its entire general rate case in this proceeding on the Revised Protocol. Without a method to
allocate costs (rate base and expenses) to Washington, we are not able to establish whether the
proposed rates would be fair, just or reasonable, and reject the Company’s tariffs, as filed.”.

192 14, 9 50.

1% 1d. q 51.

000857 .

Appendix - 34



80

DOCKET UE-130043 PAGE 32
ORDER 05

State’s retail rates.” The Revised Protocol may not require such a
showing, but Washington law does. % o B

Finding that PacifiCorp did not meet its burden to show that the resources included in
the Revised Protocol were used and useful for service in Washington, the
Commission found that the Company failed to meet its burden to show that the rates.
proposed in Docket UE-050684 would be fair, just and reasonable. The Commission
rejected the Company’s as-filed tariffs on this basis and found further that it could not
establish rates different from those then in effect because the Company based its

entire case on a cost allocation methodology unacceptable to the State of Washington.

Tn the Company’s next general rate case the Commission approved PacifiCorp’s
proposed West Control Area (WCA) cost-allocation methodology for Washington, .
with two agreed—upoh Staff adjustments.'® With the modifications it proposed, Staff
testified that the WCA “meets the standards enunciated by the Commission” and “is
appropriate for purposes of setting retail electric rates for PacifiCorp’s Washington
customers.”'® The Commission also approved the Company’s recommended five-
year trial period for this cost-allocation methodology and Staff’s recommended
“oversight committee.”*?” The Commission expressly rejected “all other proposed
modifications to the WCA.”'%

104 1. 9 54 (internal citation to record omitted).

195 UTC v. PacifiCorp, Dockets UE-061546 and UE-060817 (consolidated), Order 08, Y 49-52
(June 21,2007). The WCA includes PacifiCorp’s California, Oregon and Washington loads and
resources and some generation resources, such as Colstrip and Jim Bridger, which are located
outside Washington, Oregon and California, but have adequate transmission to provide delivery
to Washington customers. The WCA method isolates the costs associated with these assets,
purchases and sales, and allocates to Washington a proportionate share of the costs based on
Washington's relative contribution to the WCA's demand and energy requirements. Staff’s
proposed modifications, to which the Company agreed, were to impute benefits to the WCA from
market sales to the ECA considering transmission availability and market prices, and to use 75
percent demand-related and 25 percent energy-related factors to allocaté fixed production costs in
the Control Area Generation-West (CAGW), and to allocate general and intangible plant and
administrative and general (A&G) expenses that cannot be directly assigned. .

196 1.4 46 (citing Staff Initial Brief q 13).
197 I1d. § 43.
108 Id
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It remains significant today that in approv‘ing the WCA, a method different than the
Revised Protocol on which PacifiCorp relies in its five other states for inter-

jurisdictional cost allocation, the Commission recognized that the Company assumed

any risk of under-recovery of costs due to states approving different methodologies:

The Company claims that it is entitled to full recovery of its prudently
incurred costs systemwide and should not bear the risk that state
decisions about cost recovery will not, in combination, ensure this
entitlement. The Company points to no provision of law in support of

 this proposition. In fact, the Company created and accepted the risk
that divergent allocation decisions among the states might result in
under-recovery when it chose to merge 20 years ago. Our order
approving that merger read together with the merger order of the
Oregon Commission'® make clear that this risk existed, that the
Company was aware of it, and that the Company accepted that it alone
would bear the risk. The Oregon Commission’s order, indeed, is
perfectly clear on this point: '

Pacific agrees, however, that its shareholders will assume
all risks that may result from less than full system cost -
recovery if interdivisional allocation methods differ among
the merged company’s jurisdictions.’°

PaciﬁCorp used the approved WCA method in its 2008, 2009, 2010 and 2011 general

rate cases i Dockets UE-080220; UB-090205, UB-100749; and UE-TTT190,
respectively. The Commission extended the WCA trial period in the 2011

1995 the Matter of the Application of PacifiCorp and PC/UP&L Merging Corp. for an Order
Authorizing the Merger of PacifiCorp and Utah Power & Light Company into PC/UP&L
Merging Corp. (to be Renamed PacifiCorp upon Completion of the Merger), and Authorizing the
Issuance of Securities, Assumption of Obligations, Adoption of Tariffs, and Transfer of .
Certificates of Public Convenience and Necessity, Allocated Tervitory, and Authorizations in
Connection Therewith, Public Utility Commission of Oregon Docket UF 4000, Order 88-767
(July 15, 1988) (Oregon Merger Order); see also In the Matter of the Application of PacifiCorp
(Maine) to Merge with PC/UP&L Merging Corp. (PacifiCorp Oregon), and to Issue such
Securities and Assume such Obligations as May be Necessary to Effect a Merger with Utah
Power & Light Company, WUTC Docket U-87-1338-AT, Second Supplemental Order
Approving Merger with Requirements at 14 (July 15, 1988) (Washington Merger Order). -

10 Oregon Merger Order at 6,

| - 000859
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proceeding, as the parties requested, to allow time for a more thorough discussion ina
collaborative process among interested stakeholders.'*

The collaborative process took place but it did not result in any agreements among the
participants for changes to the previously approved WCA cost-allocation
methodology. The Company nevertheless filed its next general rate case, this case,
using a revised WCA cost-allocation methodology. Staff and other parties oppose the
revisions that PacifiCorp unilaterally made in its filing. '

1. Should the Commission accept proposed revisions to the WCA?

The starting point for determining the revenue requirement in any general rate case is
referred to as the “per books” portrayal of the Company’s results of operations during
the test period. Application of the WCA methodology has determined the
Washington per books amounts for PacifiCorp’s revenues, expenses, and rate base in
its last several rate cases, since the methodology was approved in 2007.12 PacifiCorp
filed its case in this docket using different allocation factors to establish this per books
baseline than what the Commission approved in Docket UE-061546 in 2007.

The Company proposes several modifications to the WCA method. Three of these
impact the calculation of net power costs, discussed separately below.”® Additional

modifications proposed by PacifiCorp affect Non-power Costs prmarily througlithe ”
development of the Control Are Generation West (CAGW) allocation factor, as '
follows:

U wUTC v. PacifiCorp, Docket UE-111190, Order 07, Settlement Stipulation at ] 28-29
(February 21, 2012). . .

12 wTC v, PacifiCorp, Docket UE-061546, Order 08 (June 21, 2007).

5 Briefly, these are:

e Inclusion of all power purchase agreements with qualified facilities located in
PacifiCorp’s west control area. .

s Removal from the calculation of net power costs all revenues from the imputed sale from
PacifiCorp’s west control area to PacifiCorp’s east control area.

¢ Recogpition of the full capacity of the Company’s point-to-point fransmission contract
with Idaho Power Company.

000860
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e Changing the weighting used to calculate the CAGW allocation
factor from 75 percent demand over 25 percent energy to 38
percent demand over 62 percent energy.'*

e Using the highest 100 winter hours and highest 100 summer hours
(200 coincident peaks) to calculate the demand-related base
components within the CAGW allocation factor, instead of using
the 12 coincident peaks in the approved methodology.'"?

. The Commission ordered the use of the 75/25 demand/energy ratio for the CAGW in

the Company’s 2006/2007 case following Staff’s recommendation, to which the other
parties agreed. In approving the WCA cost-allocation and Staff’s modification, the

Commission said:

We find the WCA cost-allocation for Washington, modified by our
adoption of Staff’s adjustments 5.4 and 5.5, produces results that

are consistent with the requirements for an allocation methodology
that we have discussed in prior orders, particularly our Final Order
in PacifiCorp’s 2005 Rate Case. It is in the public interest for us to
approve the WCA method. We reject all other modifications '
proposed by ICNU and Public Counsel.1

Use of the 12 coincident peaks was part of PacifiCorp’s original ﬁroposal for the
WCA model, as approved by the Commission.

86 .

PacifiCorp’s changes to CAGW impact the calculation of several other allocation
factors that are partially based on CAGW, such as the System Overhead (S0O), the Jim
Bridger Generation (JBG), System Net Plant Transmission (SNPT), Wheeling
Revenue — Generation (WRG), and Wheeling-Revenue — Energy (WRE) factors. The

M Palley, Exh. No. RBD-1 at 6:10-15; See also McDougal, Exh, No. SRM-5 at 11.

15 Dalley, Exh. No. RBD-1 at 6:16-19.

116 gUITC v, PacifiCorp, Docket UE-061546, Order 08 957 (June 21, 2007). Staff Adjustment
5.4 imputes benefits to the WCA from market sales to the east control arca considering »
transmission availability and market prices. Staff Adjustment 5.5 modifies the allocation of fixed
production costs in the CAGW aud SO allocation factors to be 75 percent demand-related and 25

percent energy-related. Id. §45.
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result of PacifiCorp’s revisions to the cost allocation model, in aggregafe, incre
the Company’s revenue requirement by approximately $800,00

0_11.7

PAGE 36

ased

Because PacifiCorp did not provide a comprehensive review of the WCA method
prior to presenting its case, Staff recommends that the Commission rej ect its selective
modifications and again establish the Company’s revenue requirement using the
original WCA allocation methodology approved in Docket UE-061546."% Staff
discusses how PacifiCorp’s selective changes to the WCA create inconsistencies
between the CAGW and System Generation (SG) allocation factors. The 8G
allocation factor is used to allocate generation- and transmission-related costs that
cannot be assigned to a specific control area.’’” The CAGW allocation factor is used
to allocate generation- and transmission-related costs that are assigned to the WCA. 120
In the approved WCA method, the weighting for both factors is 75 percent demand
and 25 percent energy. Even though the factors are conceptually similar because they
apportion generation- and transmission-related resources between demand costs and
energy costs, PacifiCorp now proposes to use different allocation ratios for these two

factors.

12t

approximately $800,000 according to PacifiCorp’
No. 3.3, first revision.”).

18 f allows_for-one minorexception-that relatcs-t@yo\ﬁer—costs,-which-ag%discussedu

separately below. Ms. White notes in her testimony that:

Staff accepts one of two changes the Company is proposing to the Jim Bridger

Generation (“JBG”) allocation factor. Staff witness David Gomez accepts
expenses related to the new Idaho Power point-to-point wheeling contract. This
change impacts the JBG allocation factor [because] one of the base components
[of the allocation factor] is Jim Bridger’s WCA transmission capacity. As
discussed in my testimony, however, Staff does not accept the other change to
JBG that results from the Company’s proposed revision to the calculation of the
Cornitrol Area Generation West (“CAGW?) allocation factor.

Exhibit No. KAW-1CT at 3:10, footnote 1.
199 MoDougal, Exh. No. SRM-5 at 7.

120 McDougal; Exh. No. SRM-5 at 11.

121 By changing the CAGW allocation factor to a 38/62 ratio, PacifiCorp increases the costs

allocated to Washington. If

17.

Appendix - 39

17 White, Exh. No. KAW-1CT at 12:1-9, footnote 21 (“The total dollar impact of this change is

s response to Boise White Paper’s Data Request

PacifiCorp treated the SG factor consistently (i.e., also changed itto
a 38/62 ratio) this would reduce the costs allocated to Washington. See Staff Initial Brief §§ 116-
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Staff also criticizes PacifiCorp’s failure to address the controversial System Overhead

- (SO) allocation factor in its proposal to modify the WCA methodology. The SO

allocation factor is used to allocate general and intangible plant and general A&G
expenses that cannot be directly assigned. General and intangible plant and general
A&G expenses are common costs not directly involved in production, transmission,
and distribution, or the provision of customer services. The current SO factor is based
on each state’s percentage of total Company gross plant.'? Staff argues that an
allocation factor based on net plant will produce more accurate and equitable results
than the current SO factor based on gross plant because a gross-plant based allocation
over-allocates costs to slower growing jurisdictions.123 Staff believes a |
comprehensive review of the WCA method is required to address this issue.'”*

Given these deficiencies, Staff arglies, there is no basis to conclude that the’
Company’s selective revisions fairly allocate total system costs to Washington.'®

Public Counsel’s arguments are consistent with Staff’s. Public Counsel witness Mr.
Coppola testifies that he sees no logical basis for changing the CAGW allocation
factor to a 38/62 demand/energy ratio, particularly since the Company uses a 75/25
weighting for other allocation factors.'? Mr. Coppola also addresses the Company’s

" use of the SO factor, arguing it over allocates costs to Washington. He, too,

recommends that the Commission use instead the System Net Plant (SNP) allocation

91

factor. Mr. Coppola testifies that “[t]his is a more appropriate factor which reflects
the fact that older more established plant facilities require less management and
administrative attention than newly built facilities.”*’

Staff also recommends that the Commission order PacifiCorp to file a report at least
90 days before its next full general rate case including specific additional information

122 McDougal, Exh, No. SRM-5 at 7.

123 Staff Initial Brief § 109. See also id. §1126, 131.
124 1d 9 132. -

125 14, 9 104,

126 Byhibit No. SC-1CT at 5:6-13.

127 14, at 5:14-19.

000863
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regarding the allocation factors that are disputed in this case.’?® Staff argues that
while it is desirable to have a comprehensive review of this subject, there was not
sufficient time in this case for such a review by Staff. 129 Staff argues that “a
comprehensive review of the WCA method does not end with the ideritification of

concerns regarding current allocation factors, as occurred in the collaborative.”’*°

Staff continues:

Tt must also provide for the development of new allocation factors and
consideration of their impact on the WCA method as a whole. The
Company explained that creating a new allocation factor within the
revenue requirement models presents significant difficulties. Bl Staff’s
recommendation to maintain the status quo in this case, but require a
Report that will assist in examining possible revisions, isolates
allocation issues and impacts so that a comprehensive review can occur
in the next case.'”

Commission Determination: The WCA methodology is the only inter-jurisdictional
cost allocation methodology proposed since the merger of PP&L and Utah Power in

. 1987 that the Commission has approved. It is a comprehensive methodology with:

multiple factors. We believe that any changes should be considered in the context of
an overall review of that methodology. '

The change to the CAGW allocation factor that PacifiCorp proposes here would

reverse one of the two modifications the Commission ordered to PacifiCorp’s
proposed allocation methodology when approving the WCA in Docket UE-061546.
In addition, the change would more closely align the WCA methodology with the
Revised Protocol, which uses the 38/62 ratio. Yet, the Commission expressly rejected
the use of a 38/62 weighting of the CAGW allocation factor in Docket UE-061546,

128 Syaff Initial Brief 7§ 105-06.
129 14 g 112.

130 paliey, Exh. No. RBD-2.
-131 Dalley, Exh. No. RBD-5CX. For example, Staff considered developing a new blended

allocation factor for the apportionment of general A&G expense. The Company stated that
creating a new allocation factor would “require updates to almost every tab in both the

" Regulatory Allocation Model (“RAM”) and Jurisdictional Allocation Model (“JAM™), in addition

to updating the defined ranges in the macros.”
132 Staff Initial Brief q 113.
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and expressly rejected the Revised Protocol in Docket UE-050684.'% PacifiCorp has
not demonstrated to our satisfaction that there is any reason to reverse the direction
taken in the Commission’s earlier orders. -

94 Unless the Company, with or without the agreement of the parties affected by the use
_of the WCA methodology, demonstrates that any change proposed more closely
aligns the allocation of costs based on causation, we see no reason to disturb it. For

the Commission to endorse any unilateral changc_a, or any change that is disputed, the
party advocating the change must make a detailéd and persuasive showing
demonstrating that the proposed change is appropriate. No change proposed by any
party in this proceeding is supported by such a showing. We accordingly require
PacifiCorp to use an unmodified WCA inter-jurisdictional cost allocation when
preparing its compliance filing in this docket. Putting net power costs to-one side for
the moment, this will reduce the Company’s revenue requirement by approximately
$800,000. '

2. Net Power Costs

95  PacifiCorp’s proposed net power costs (NPC) at the time of its Initial Brief are $570.3
million on a west control area basis.** The Company allocates $129.1 million in
NPC to Washington.!*® This is an increase of about $5 million relative to the NPC
embedded in current rates. ‘ '

96 Siaff, Public Counsel, and Boise White Paper each raise issues with respect to the
determination of power costs. They challenge PacifiCorp’s proposed treatment of
certain costs under the WCA. (i.e., Public Utilities Regulatory Policies Act
(PURPA)"® Qualifying Facilities (QF) costs, imputed sales from West Control Area

B3 wUTC v. PacifiCorp, Docket UE-050684, Order 04 §49 (“We rejecf the Revised Protocol as
an inter-jurisdictional cost allocation method for use in this state.”)

134 PacifiCorp Initial Brief § 53.
135 d ’ .

136 pub.L. 95-617, 92 Stat. 3117 (enacted November 9, 1978). PURPA was part of the National
Energy Act of 1978. Jts purpose is to promote greater use of domestic renewable energy. The Jaw
forced regulated electric utilities such as PacifiCorp to buy power from other, more efficient
producers, if their cost was less than the utility’s own "avoided cost" rate to the consumer.
PURPA established a new class of generating facilities that receive special rate and regulatory
treatment. Generating facilities in this group are known as qualifying facilities (QFs), and fall
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to Bast Control Area (ECA), DC Intertie costs) and its calculations of certain power
cost components (i.e., Jim Bridger coal costs, Jim Bridger heat rate, hedging costs,
market caps in the GRID power cost model).

a. Qualifying Facilities Contract Costs

The single most significant NPC issue in this case is PacifiCorp’s unilateral
modification of the WCA methodology to change the allocation of costs attributable
to the Company’s obligations under its QF power purchase agreements (PPAs) in the
west control area states.>” QFs refer to energy generation facilities from which a
utility must purchase power under PURPA, at a rate that equals the utility’s “avoided
cost.” The avoided cost is that cost which the utility avoids by not having to build or
otherwise acquire an equivalent resource. Under PURPA, the states are delegated
authiority to determine the applicable avoided cost for each utility. '

Under the current WCA methodology, the costs of QFs are allocated to the states on
the basis of the physical location of the QF. Costs from QFs that are physically .
Jocated in Washington are allocated to Washington rates. Costs from QFSs in Oregon
and California are not allocated for recovery from Washington ratepayers.. This so-
called “situs allocation” of QF costs was part of PacifiCorp’s WCA proposal in
Docket UE-061546 that was approved by the Commission in that case in 2007, with
limited revisions.”*® It is important to understand that situs aflocation, thus applied,

has nothing to do with the physical flow of power across state boundaries. Situs
allocation under the WCA methodology concerns only the assignment of costs.™
Washington ratepayers remain responsible for paying for all of the power they use,
but any power attributed to an Oregon or California QF, is priced at market rates, not

into two categories: qualifying small power production facilities and qualifying cogeneration
facilities. A small power production facility is a generating facility of 80 MW or less whose
primary energy source is renewable (hydropower, wind or solar), biomass, waste, or geothermal
resources. A cogeneration facility is a generating facility that sequentially produces electricity

and another form of useful thermal energy (such as heat or steam) in a way that is more efficient
than the separate production of both forms of energy. '

137 pyblic Utility Regulatory Policies Act of 1978, Pub. L. No. 95-617, 92 Stat. 3117 (codified as
amended in scattered sections of 15, 16, 42, and 43 UV.S.C)).

138 Gpp WUTC v. PacifiCorp, Docket UE-061546, Order 08 § 53 (June 21, 2007).
19 geg Gomez, Tr. 486:8-488:10.
_ 000866
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the higher prices from QF produétion in those states. At the same time, however,

" Washington rates include 100 percent of the costs PacifiCorp incurs in buying power

from Washington QFs, whether higher or lower than market rates, even though power
from Washmgton QFs arguably is also servmg load in Oregon and California.

PacifiCorp now proposes to abandon situs allocation for QF contracts and to allocate
a portion of the higher costs of Oregon and California QF contracts to Washington. 140
Staff argues thisis a s1gmﬁcant change considering that 74 percent of QF power for -
2014 comes from contracts PacifiCorp entered in the last five years at avoided cost
rates for Oregon and California. 14 Staff argues that, as a result of policy choices that
Oregon and California have made in implementing PURPA, the costs of these
contracts results in net power cost that are significantly higher than would be the case
were the same contracts re-priced at Washington’s avoided cost rates. 142 Staff
calculates that the Company’s proposal increases Washington net power costs by

$10.7 million.*#?

In this case, even though PacifiCorp recognizes the need to show ““tangible and
quantifiable benefits to Washington’ before the resources can be included in rates
the Compauy simply makes the vague assertion that the Oregon and California QFs
provide “undifferentiated generation to serve Washington load and [enable]
PacifiCorp to avoid generation costs that would otherwise be incurred in the absence
of these resources.”'* The Company adds that N

5144

Other benefits of renewable QF contracts include system diversity,
increased transmission reliability, reduced environmental impact, and
promotion of Washington’s energy policies to mitigate greenhouse gas
emissions and climate change.'*

10 pacifiCorp Initial Brief  54.

- 4 Staff Mitial Brief  65.

142 1d. 99 81-82.

3 1d. 9 65.

144 pacifiCorp Initial Brief § 59.
145 14,9 60.

146 Id.
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Concerning PacifiCorp’s focus on “undifferentiated generatioﬁ to serve Washington
load,” however, Mr. Gomez testified during his cross-examination that the
relationship between situs allocation and Washington load is not a material
consideration.!”’ Situs allocation is about “the assignment of costs” and “doesn’t
speak to what the actual flow of power is.”*** ‘

101 Staff’s opposition, thus, does not focus on the question whether QFs in Oregon and
California provide “undifferentiated gerieration” in the WCA. Instead, Staff’s focus
is on the underlying purpose of the WCA’s situs allocation of QF cost. That purpose,
according to Staff, is to recognize that the three state’s approaches to implementing
PURPA’s QF requirements are different, having different policy goals, achieving
different ends, and resulting in different costs. It is Staff’s position that Washington
ratepayers should not be made fesponsible for the higher costs of QF power in Oregon
and California that are the result of those states’ environmental policies and their
choices in implementing PURPA to promote those policies.

102 Although PURPA is a federal law, its implementation was left largely in the hands of

‘ individual states. Under PURPA, states may determine the specific conditions under
which utilities must take the power, including the maximum amount of power, the
duration of contracts, and the rate that utilities must pay (i.e., the avoided cost). In
other words, individual state utility commissions can determine to a substantial extent

the amount.and types.of QF nower that ntilities Ruhjecf to their jurisdiction must

purchase.

In implementing state policies such as providing incentives for the
development of renewable energy states may, for example, increase the
maximum amount of power that must be purchased under a QF contract and
also set the avoided cost at a higher level. Other states may elect to
implement such policies by other means, placing less emphasis on PURPA and
relying more on approaches such as establishing enforceable renewable
portfolio standards. '

103 The Révised Protocol recognizes QF ‘contracts as “state resources” along with
demand-side management (DSM) programs and portfolio standards, all of which

1 Gomez, Tr. 486:8-487:4.
148 Id.
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depend on individual state policy. 149 The rationale for situs allocation, as recognized
in both the Revised Protocol and the WCA, is to insulate states from policy decisions
made by other states. Situs allocation under the Revised Protocol is limited to the
costs associated with DSM programs and renewable portfolio-standards. The WCA
method, however, treats all state resources, including QF contracts, the same way.

PURPA requires states to implement FERC’s regulations for investor-owned
utilities.!s® FERC’s regulations establish numerous guidelines that “shall, to the
extent practical, be taken into account” when establishing QF avoided cost rates, but
otherwise delegate to each state the discretion to choose the actual methodology and’
calculation of appropriate QF contract rates.'S! Staff argues that the Commission and
the Oregon commission have used their discretion by adopting different and unique
approaches for determining the price a utility must pay for power from a QF.

In Washington, all mvestor-ownéd utilities must file a standard contract tariff for
purchases from QFs with a generation capacity of one megawait or less.”** QFs may
then accept a purchasing utility’s standard offer contract, without filing a bid,

‘regardless of the generation technology used.’ The Commission has approved

tariffs implementing a standard offer contract for all three investor-owned utilities.'**
Avista’s tariff applies to QFs with a generating capacity of one MW or less. -
PacifiCorp’s Schedule 37 applies to QFs of two MW or less. PSE’s tariff applies to

QOFs of five MW or less.">

9 See WUTC v. PacifiCorp dfb/a Pacific Power & Light Company, Docket UE-050684, Order
04, 932 (April 17, 2006). : :

150 16 U.S.C. § 824a-3(f). .

151 18 C.F.R. § 292.304(c). These factors include the ability of the utility to dispatch the QF, the
expected or demonstrated reliability of the QF, and the duration of the utility’s contract with the
QF. The Company, therefore, is wrong to argue that PURPA mandates the precise methodology
for determining avoided cost prices for QF contracts. See Duvall, Exh. No. GND-7CT at 8:8-9.

152 WA C 480-107-095(1).
153 WAC 480-107-095(2).
15¢ Staff Initial Brief § 73.
155 Id
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106  The Commission does not require a specific standard contract length but a utility may
enter into QF contracts for up to a 20-year term or longer.'*®- The companies” tariffs
include published standard contract term lengths.!>” PSE’s standard contract extends
for 10 years. PacifiCorp’s standard contract includes an avoided cost price stream
over 10 years, but states expressly that the listed avoided costs are fixed for only five

years.

107  Tariffs offering standard contract rates for QF power in Washington are based on
avoided costs, as are utility offers to QFs of larger capacity generation. The
companies are required to file annually a schedule of estimated avoided costs. The
estimates are based on the utility’s most recent project proposals received under a
Request for Proposals, estimates included in the company’s current Integrated
Resource Plan, the results of the utility’s most recent competitive bidding process,

and projected market prices for power.*®

108 Oregon is more prescriptive in its QF contracting policies. Oregon utilities are
required to offer standard offer contracts to QFs with a generation capacity up to 10
MW, not 1 MW as in Washington. Oregon has a maximum standard contract term of
20 years, similar to that in Washington. In Oregon, however, a QF is allowed to
select fixed pricing for the first 15 years, but is required to select a market price
option for the remaining 5 years. Oregon requires different methods, for different

1341 &de H ‘mm{h@’ 213 1 .B:l" aoaraa rdalintant A Y B e |
_ —-—Emlfl:}:@ p'e SO GR-CC LTI O oL Re ILTIL
.

position. PacifiCorp, for example, is required to use monthly on- and off-peak

forward market prices to calculate avoided costs when the company is in a resource

sufficient position,'

109  The Oregon commission requires PacifiCorp to offer three pricing options for
standard offer contracts: 1) the Fixed Avoided Cost Price Method; 2) the Banded Gas
Market Index Option; and 3) the Gas Market Index Method. PacifiCorp’s filed tariffs

156 WAC 480-107-075(3).
157 Staff Initial Brief § 73.
159 WAC 480-107-055.

159 Staff Initial Brief § 78.
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in Oregon reflect all of these options in Schedule 37.1%0 Oregon has also developed
very detailed requirements for negotiation of non-standard contracts with QFs greater
than 10 MW. These include specific pfocedures and timelines for contract
negotiation; pricing provisions that distinguish between “legally enforceable” and “as
available” contract terms; contract terms to address matters such as termination,
scheduling of outages and availability during emergencies; and the impact on the
calculation of avoided costs for integration costs for renewable resources, 1ine losses
and the treatment of transmission and distribution-related savings and costs.!®!

110  Commission Determination: PacifiCorp’s proposal to allocate the costs of Oregon
and California QF contracts to Washington is tantamount to asking that we abandon
the WCA methodology and adopt the Revised Protocol methodology for this
putpose.'® The Commission, however, has flatly rejected the Revised Protocol as an
mter—jurlsdwtlonal cost allocation method for use in this state.'® Moreover, the
Commission embraced the WCA methodology, which explicitly excludes Oregon and
California QF contract costs,' as “a solid foundation for determining the resources that
actually serve load in Washington” because it is based “on the generation resources
that are actually used to keep the west control area in balance with its neighboring
control areas.” 6% There is nothing in the record of this case that shakes this
foundation. '

i Puphenmere;situsallocation-is fair—Like Oregon-and-California Washingtonhas
adopted policies favoring and encouraging renewable energy. However, the
approaches of the three. states are different. Oregon and California have implemented
PURPA to carry out policies favoring renewable energy that has resulted in 74
percent of PacifiCorp’s QF power for 2014 coming from contracts PacifiCorp entered
in the last 5 years at avoided cost rates for Oregon and California. Washington policy
makers have relied less on PURPA and more on renewable portfoho standards and
greater use of tax-related incentives to promote renewable energy development in this

79,
161 14 9 80.
162 13 9 73.
163 1d. § 49.
164 EITC v, PacifiCorp, Docket UE-061546, Order 08 § 53 {June 21, 2007)
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state,'®> Washington’s policies are paid for by Washington taxpayers or ratepayers, as
this state’s policy makers determine. Absent a regionally negotiated alternative
arrangement, Oregon’s and California’s renewable energy policies should be paid for
by the taxpayers and ratepayers of those states, as determined by their policy makers.

PacifiCorp has recognized Washington’s broad, tax-based approach to support the
development of distributed generation as being superior to policy approaches such as
embodied by PURPA that place on ratepayers the full burden of “encrgy sources that
are not cost effective for customers.”!® PacifiCorp’s proposal, in this context, is
tantamount to an effort to relieve Oregon and California ratepayers from higher cost
burden that results from those states’ implementation of PURPA to prombte
distributed generation by shifting a portion of those costs to Washington ratepayers.
This would be fundamentally unfair when, according to PacifiCorp “the most
‘effective and fair approach’ [to this end is] a public subsidy such as the Washington
community solar tax credit.”'”’

Staff’s analyses show that there is a significant financial impact on Washington state
ratepayers due to the different QF policies in Oregon and Washington. The Oregon
and California QF contracts result in net power costs that are significantly higher than
would be the case if they were priced at Washington avoided cost rates.'® Again, as

argued by Staff, absent a regionally negotiated alternative arrangement, each state

should bear the costs of its respective renewable energy policies.

114

There simply is no basis in the record of this case to justify changing allocation
methods for QF contract costs as PacifiCorp proposes. We determine that QF
contract costs should continue to be allocated using the approved WCA methodology.

165 See ¢.g., RCW 82.04.204; RCW 82.16.110-30; RCW 82.08.956-.957, 962-963; and RCW
82.12.956-957, 962-963. ’ .

166 Exh. No. DCG-7CX (UTC Report on the Potential for Cost-Effective Distributed Generation

in Areas Served by Investor Owned Utilities in Washington State, Docket UE-110667 at 28 page
31 of the exhibit (October 7, 2011) (citations to internal quotes: Comments of PacifiCorp at 5, 14~
15 (July 15, 2011).

167 14 PacifiCorp also refers in this comment to the federal renewable energy production tax

credit that has been famously successful in promoting the development of wind energy projectsin
Washington, Oregon, and other states. : ‘

18 Staff Tnitial Brief  81.
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b. Imputed Sales

When the Commission adopted the WCA methodology, it conditioned its approval by
imputing benefits to PacifiCorp’s west balancing authority area or west control area
(PWCA) to reflect market sales to Pacificorp’s east balancing authority area or east
control area (PACE) considering transmission availability and market prices.'® This
imputation adjustment allowed for the “indirect inclusion of eastside benefits and
costs if purchases or sales between the control areas are economic.”’® In other
words, the WCA methodology recognized that, even though there is limited
transmission capability between PWCA and PACE, the east control area takes
advantage. of some of the resources that are allocated to the west control area. The
condition imputing benefits was consistent with the Commission’s overall belief that
the WCA. methodology is '

straightforward and easy to understand. It is flexible enough to
accommodate allocation of indirect benefits and costs when they are
quantified and demonstrated.'”

" PacifiCorp agreed to this imputation adjustment when the WCA was approved, albeit

with the understanding that the WCA “monitoring comumittee” could “review the

eastern market adjustment in the future and pfopose modifications, if apprcl)priate.”172

———H-?—?Fh&@emp&a&pmpese&é&ﬂﬁsmf&%e&&é&the&mp&te&vaiﬂ&eﬂsalcs from

118

PWCA to PACE even though it modeled over $51 million in such sales for the 2014
rate year. The net power cost impact of this exclusion is an increase of $300,000
compared to the Commission-approved WCA method that imputes these market
sales.

PacifiCorp argues that the adjustment is not straightforward and requires the
development of additional data not otherwise required for the WCA method. It also
asserts that the assumptions underlying the adjustinent are no longer valid today.

19 WUTC v, PacifiCorp, Docket UE-061546, Order 08 45 (June 21, 2007).
170 14 4 47.
" 14, 9 56.
172 WUTC v. PacifiCorp, Docket UE-061546, Order 08 45 (June 21,2007).
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PacifiCorp states that a 40 percent reduction of transfer volumes from J im Bridger to
account for competition from other generators selling power to PACE is part of the
calculation of the imputed sale.'” The Company implies that changes in the markets

serving PACE, notably the development of significant wind resources in Wyoming
since 2007, somehow impact this part of the calculation.'”® The Company fails,

- however, to establish how, or to what extent this is so.

In addition, PacifiCorp argues that wheeling costs have changed since 2007 such that
the imputed sale calculation «“fails to account for the wheeling costs that PacifiCorp
would actually incur if it were engaging in the fictional transaction.”!”> Again,
however, the Company offers no analysis demonstrating that the impact of this
change is of such nature or extent to support elimination of, or an adjustment to, the
imputed sale from the net power cost calculation.

PacifiCorp’s argument essentially boils down to the point that: “Because the imputed
sale is entirely fictional, there is no realistic basis for imputing the sale nor is there
any reasonable foundation for modeling the sale.”!’® Staff states, however, that “the
adjustment recognizes the limited transmission path between control areas and the
material benefit received by the ECA from resources paid for by WCA customers.
This was the basis for imputing the sale in the first place and is today a valid reason to
retain it.

»177

121

Commission Determination: We agree with Staff that this imputation adjustment
should be retained because it recog‘rﬁzes the material benefit received by the PACE
customers from resources paid for by PWCA customers considering the limited
transmission path between PacifiCorp’s two control areas. This was an integral part
of the WCA ‘allocation methodology that the Commission approved in Docket UE-
061546, Nothing in this regard has changed. While there might be some basis to
change the caleulation of the imputed sale to reflect changed conditions such as those

" 173 pacifiCorp Initial Brief 9 69.

174 Id.

5 1d. 4 70.

176 Id. |

177 Staff Tnitial Brief  88.
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to which PacifiCorp refers, the Company failed to establish or propose specific:
changes that might be appropriate. We therefore reject the Company s unilateral,
unsupported proposal to remove this imputed sale.

c. DC Intertie Costs

122 PacifiCorp has a long-standing agreement with the Bonneville Power Administration
(BPA) that provides transimissjon capacity on BPA’s Direct Current (DC) Intertie
from the Nevada-Oregon Border market hub to the Buckley substation. PacifiCorp
has BPA network transmission service from the Buckley substation to its system

* loads, which enables it to make power purchases at the Nevada-Oregon Border
market hub. PacifiCorp proposes to include the costs of the DC Intertie in NPCin
this-case. The effect of including this transmission right and associated modeled
purchases ait the Nevada-Oregon Border hub is to increase NPC by-$1.1 million.

123 Boise White Paper and Staff propose to remove these costs from NPC. Boise White
Paper relies on the Commission’s decision in PacifiCorp’s 2010 general rate case
disallowing these costs.'”® The Commission there determined that no benefits were
likely to materialize from the transmission capacity under the contract during the rate
year. In other words, the Commission found the contract was not, at the time, used
and useful. The Company’s failure o mclude Nevada-Oregon Border market hub
contracts in the GRID model was a key factor supporting the Commission’s

conclusion.'”

124  PacifiCorp argues that the DC Intertie contract is used and useful because it facilitates
the Company’s transactions at the Nevada Oregon Border market hub, which have
consistently occurred over the last five years and are expected to continue into the
future.'3° Although the Company has always transacted at the Nevada-Oregon Border
market hub, the power cost model on which PacifiCorp relies (i.e., the Generation and
‘Regulation Initiatives Decision, or GRID, model) did not previously include this hub

178 Deen, Exh. No. MCD-1CT 6:8-14; WUTC v. PacifiCorp, DocketUE 100749, Order No. 06
148-52 (Mar. 25, 2011).

179 Soe Gomez, Exh. No. DCG-1CT at 20:15-18.
18 Iyyvall, Exh. No. GND-7CT at 44:1-6.
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in its topology.181 The Company, however, has modified GRID’s topology, and now
these transactions are specifically captured in the power cost model.'®* Mr. Gomez
testifies this “results in $970,410 ($34.81 per MWh x 27,880 MWh) of power sales to
serve customers in the Company’s central Oregon load pocket.”183 '

125  Staff argues, however, that because including the DC Intertie adds approximately $1.1
. million in transmission costs, its costs outweigh its benefits. Mr. Gomez testifies, too,
that because the power purchased through the Nevada-Oregon Border market hub
serves only Oregon loads, there is “no demonstration of tangible or quantifiable
benefit to Washington ratepayers.'®* ‘ '

126  PacifiCorp argues that the DC Intertie benefits Washington customers by taking
advantage of the load diversity between California and the Pacific Northwest to
provide valuable energy and capacity benefits.!¥® Staff’s analysis fails to account for
the capacity benefits."® PacifiCorp states that without the DC Intertie the Company
would be required to obtain another capacity. resource.'®” PacifiCorp points out that
the DC Intertie is included in the preferred portfolio in the Company’s Integrated
Resource Plan (IRP) and is an integral piece of the Company’s overall transmission

syste:m.188

127  PacifiCorp argues finally that the fact that the DC Intertie serves Oregon loads does
not reduce the benefits provided to Washington customers because the use of the DC

Intertie frees other resources to serve Washington customers.'® PacifiCorp makes the
related point that the Company cannot terminate the DC Intertie contract because it is

" BL 74 4t 43:14-19. GRID is a highly complex, proprietary power cost model that PacifiCorp uses
to calculate its power costs in all of the states in which the Company operates.

182 Id
18 Gomez, Exh. No. DCG-1CT at 20:20-21:4.
1 at21:11-19. .
18 Dyvall, Exh. No. GND-7CT at 43:7-13.
1% See Gomez, Exh. No. DCG-1CT 20:21-21:4.
187 Dyvall, Exh. No. GND-7CT 44:7-13.
188 Id.
18 rd 45:8-19.
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iir’ﬂcéd to the Compaﬁy’s AC Intertie agreement that provides significant benefits in
the West control area.”®® Mr. Duvall testifies on this point stating that the AC Intertie:

Provides considerable value by allowing for sales and purchases at the
[California Oregon Border] market [hubj. For example, in the
Company’s direct filing, the west control area benefits from $53
million in wholesale sales revenues from the COB market. 11

128  Commission Determination: The Commission disallowed the costs of this
transmission facility in Pa01ﬁCorp $2010/2011 general rate case. 192 This was based
on ev1dence including “the absence of NOB contracts in the Company’s GRID
model”'*? indicating, in the Commission’s view, that the transmission capacity was
not providing benefits to Washington customer and, hence, should not be considered
used and useful in the test year or the rate year. ' '

129  In this case, however, the evidence shows that Nevada —Oregon Border hub contracts
are included in the GRID model, overcoming the threshold problem on which this
issue turned, in part, in the Company’s 2010/2011 general rate case. PacifiCorp
demonstrates direct benefits from the DC Intertie contract that are only slightly less
than the contract’s costs. More importantly, the Company points to sighificant
indirect benefits that result from this contract because of its link to the Company’s AC
Intertie that facilitates sales at the COB market hub.

130  We find on the basis of the more robust evidence that PacifiCorp presents in this case,
relative to that presented in the 2010/2011 proceeding, that the Company’s DC
. Intertie contract with BPA. is used and useful. It should provide during the rate year
direct and indirect benefits that more than offset its costs to Washington customers.
We determine, therefore, that a proportionate share of the costs of the DC Intertie
should be allowed in rates. '

19 pacifiCorp Initial Brief § 88.
191 Dyyall, Exh. No. GND-7CT at 46:12-16.
192 WUTC'v. PacifiCorp, Docket UE-100749, Order 06 § 152 (March 25, 2011).

198 14, 4 149.
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d. Jini Bridger Coal Costs

131 - PacifiCorp fuels its Jim Bridger plant largely with coal supplied by an affiliate mine,
Bridger Coal Company (BCC).194 Boise White Paper recommends a $4.3 million
reduction to the Washington revenue requirement associated with the fuel costs for
the Jim Bridger coal generation plant. This recommendation is based on Washington _
Commitment 12 in the settlement agreement that formed the basis for the
Commission’s approval of PacifiCorp’s acquisition by MEHC in 2006."
Commitment 12 provides that “MEHC and PacifiCorp agree to use asymmetrical
pricing for affiliate charges or costs . . . if a readily identifiable market for the goods, -
services or assets exists, and if the transaction involves a cost of more than
$500,000.7%°

132 PacifiCorp states that the Commission has allowed PacifiCorp to purchase coal from_
BCC at the actual, prudent costs of production, plus a return component on the
investment in the Bridger mine, limited to PacifiCorp’s current authorized rate of
return, for many years.'” Under this approach, if BCC earns a margin over
PacifiCorp’s authorized rate of return, it must credit this margin back to PacifiCorp
through a reduced transfer price.!”® PacifiCorp witness Ms. Crane testifies that the
Commission has never applied Washington Commitment 12 to transactions between
BCC and PacifiCorp as a result of the merger, and argues that there is no need to do

S0.110W 199

133  Washington Commitment 12 is designed to protect customers by preveﬁting Cross-
subsidization of affiliates by customers. Boise witness Mr. Deen argues that his

194 Crane, Exh. No, CAC-1CT 4:7-12.

1951 the Matter of the Joint Application of MidAmerican Energy Holdings Company and -
PacifiCorp, d/b/a Pacific Power & Light Company for an Order Authorizing Proposed
Transaction, Docket No. UE-051090, Order 08 at App. A, p. 16 (Mar. 10, 2006) (Commitment
Wa, 12).

196 Id

197 1d. 5:18-21; see, e.g., WUTC v. Pac. Power & Light Co., Cause No. U-86-02, 78 P.U.R.4th 84
(Sept. 19, 1986). _

1% Crane, Exh. No. CAC-1CT 6:1-2.
199 Crane, Exh. No. CAC-1CT 6:9-12; see also PacifiCorp Initial Brief § 77.
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adjustment is necessary to ensure “ratepayers are protected from affiliate abuse by the
Company paying an utireasonable price which would allow the affiliate and patent
cotporation to achieve above market profits.”** However, Ms. Crane testifies there is
no risk of cross-subsidization or affiliate abuse related to BCC coal because of the
unique regulatory treatment consolidating BCC with PacifiCorp for ratemaking
purposes.”®! Under the accepted approach, BCC is not treated as an affiliate at all; it
is treated as if PacifiCorp itself were mining the coal.*®

134  Commission Determination: Boise White Paper presents no compelling reason to
alter the long-standing practice of treating BCC’s operations as if they were

conducted by the Company without regard to the affiliate relationship. This practice
was in place for many years prior to MEHC’s acquisition of PacifiCorp, -and it has
continued without challenge in this jurisdiction until now despite the existence of
Washington Commitment 12 for more than half a dozen years. Limiting the costs the
Company incurs to maintain and use this fuel to prudent costs of production, plus a
return component on the Company’s investment in the Bridger mine, capped by
PacifiCorp’s current authorized rate of return, adequately protects ratepayers from
potential abuse from an affiliated transaction. We reject Boise White Paper’s
recommended adjustment to Jim Bridger Coal costs.

e. Jim Bridger Heat Rate Adjustment

735  PacifiCorp’s turbine upgrade at its Jim Bridger 2 facility went into service in May . .
2013. The Company proposes to include the f;icility as a post-test period pro forma
adjustment to rate base, which we approve in‘a separaté discussion below. The
tutbine upgrade’s total estimated cost is approximately $31 million, a portion of
which will be paid for by PacifiCorp’s Washington ratepayers.

136  Boise White Paper argues that if the Commission allows the turbine upgrade to be
included in rates, then it should adjust the Jim Bridger 2 unit heat rate to reflect the
efficiency gain that the upgrade provides. “Failure to include the efficiency
improvements in rates now is inequitable. Customers should not be forced to bear the

200 yeen, Exh. No. MCD-1T 21:23 —22:2.
201 Crane, Exh. No. CAC-1CT 6:16-19.
. 202 Id. 4
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costs without including some measure of the benefits.”>*® Boise White Paper
acknowledges, however, that “[t]he main benefit of the upgrade is that it will increase
Bridger’s generating capacity by about 12 MWs with no additional fuel
requiremen‘cs.”204 PacifiCorp argues that “[t]his increased generation is included in
the NPC calculation so customers are receiving this benefit directly.”?®®

137  Boise White Paper’s proposal asks the Commission to make an exception to the
previously approved methodology for calculating heat rates. PacifiCorp consistently
uses a 48-month historical period to calculate heat rates in its thermal plants as well as
to normalize other attributes of these plants in its filing.** PacifiCorp witness Mr.
Duvall refers in this connection to forced and planned outage rates, which he says are
related to heat rates: '

The efficiency of steam units tends to decline over time as components
degrade. During a major plant overhaul, even without a turbine
upgrade, worn seals are replaced, heat exchange surfaces are cleaned,
and a portion of the unit’s efficiency losses can be recovered, 2’

738 PacifiCorp uses a 48-month period to calculate heat rates so that normalized heat rates
reflect the conditions present under most of a typical, four-year major planned outage
cycle. According to Mr. Duvall, using only the period immediately following an

outage would understate the normalized heat rate:*®

A unit’s heat rate changes over time and improvements are expected
after any major overhaul. Boise’s adjustment relies on heat rate data
immediately following a planned outage where the turbine was
upgraded and the unit underwent normal maintenance. Boise’s
upgraded heat rate is therefore based on the unit’s new and clean

203 Boise White Paper Initial Brief § 61.

24 1d. 4 62.

205 1yyvall, Exh. No. GND-7CT at 49:21-5:1.
6 14, at 47:14-16.

27 1. at 47:18-48:2.

208 I d
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condition; which is not reflective of the heat rates over the course of a
. full outage cycle, and thus not normal.*”

139 Mr. Duvall also testifies that Boise’s proposed change is one-sided, failing as it does
to recognize conditions at plants can change to increase, as well as decrease heat
rates. He givés the example of the installation of pollution control equipment at J im
_ Bridger Unit 3, which had the effect of increasing the heat rate.?'® Mr. Duvall
concludes: ‘

This adjustment contradicts a clear, straightforward, and long-standing
methodology, and is applied in a one-sided manner. For those reasons,
the Commission should reject the adjustment.?!!

140 Commission Determination: Mr. Duvall offers a satisfactory response to Boise White
Paper’s suggestion that we should order an ad hoc exception to PacifiCorp’s long-
standing practice of using a 48-month average to recognize changes in heat rates, and

_ to otherwise normalize attributes of the Company’s thermal resources. The benefits
of the Jim Bridger turbine upgrade will be recognized in rates immediately in the
form of increased energy from the plant reflected in the NPC in this case and over
time as the efficiéncy gained acts as a moderating factor in the normalization process.
We reject Boise White Papers recommended adjustment.

f. Hedging Costs

141 Public Counsel recommended through Mr. Coppola’s testimony that the Commission
not allow PacifiCorp’s hedging cost in the calculation of 2014 (i.e., rate year) NPC.
Mr. Coppola testifies that “this cost of nearly $3 million to Washington customers is
speculative since it will change daily as the market price changes.”*'> Hence, Public
Counsel argued, the cost fails the known and measurable test.2!

2 14, at 49:10-16.

210 77 at 48:3-10 and 50:6-12.

M 14 at 50:15-17.

22 Coppola, Exh. No. SC-1CT at 6:22-7:2.
213 14 at 19:14-19. |
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PacifiCorp argues that the Commission rejected an adjustment very similar to what
Public Counsel proposes here in PSE’s 2009 rate case.”'* In that case, the
Commission said that “hedging is an appropriate tactic to manage fuel cost risk [and] -
it is appropriate for the cost of hedges to be included in power cost rates. »213
Pac1ﬁCorp also notes the Commission’s approval of its own hedging practices in the
Company’s 2006/2007 general rate case. 216 The Commission observed in the PSE
case that “[w]hile it is true that the intrinsic value of hedges will vary with the actual
cost of gas, this does not make hedging costs any less known and measurable than the
market cost of gas” used to determine NPC.*"

Citing these same authorities, Public Counsel in its brief acknowledges that “{t]he
Commission has beld that mark-to-market adjustment are known and measurable. 218
Public Counsel states that the calculation the Commission approved in the 2009/2010
PSE general rate case, comparing the Company’s short-term forward gas purchases to
the current forward gas price for the rate year in PSE’s net power cost model, “seems
to be similar to the calculation conducted by PacifiCorp in this case. »219 pyblic
Counsel “recognizes that this issue is likely decided by the 2009 PSE order,”**’ but
argues “the record in this case would support an alternate finding, should the
Commission deem it appropriate.”221

Commission Determination: We discuss the known and measurable standard in mote

detail below ina sepa;mejcg_tion_afihisﬂtder.m Tt is sufficient fo ohserve here that

214 pacifiCorp Initial Brief § 73 (citing WUTC v. Puget Sound Energy, Dockets UE-090704 et al.,
Order 11 § 26 (Apr. 2, 2010)).

215 14 (citing Order 11§ 153).

216 g, WUTC v. PacifiCorp, Docket UE-061546, Order 08 9 117 (June 21, 2007) (Pa01ﬁCorp s
strategy of hedging electricity purchases is prudent).

217 WUTC v. Puget Sound Energy, Dockets UE-090704 et al,, Order 11 154 (Apr. 2, 2010), see
also WUTC v. Puget Sound Energy, Dockets UE-111048 et al Order 08 7241 (May 7, 2012}
(affirming treatment of hedging costs).

218 pyplic Counsel Initial Brief ] 64.
219 1d

14, 967.

221 Id

22 See infra 9 200.
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the use of forward prices in modeling net power costs for the rate year has become
standard practice in general rate cases and is recognized as an exception to the known
and measurable standard.””® The Commission recognizes, too, that this applies in
connection with hedging costs:

_While it is true that the intrinsic value of hedges will vary with the
actual cost of gas, this does not make hedging costs any less known and
measurable than the market-cost of gas that is an input to the AURORA
model.?2* ‘

We see no reason to depart from the Commission’s prior determinations and they
govern here. We reject Public Counsel’s proposed adjustment to remove hedging

. costs from NPC.

g. Market Caps in GRID

- PacifiCorp, like other electric utilities the Commission regulates, offsets its overall

NPC by making short-term sales at each of the market hubs to which it has
transmission access. Insofar as relevant here, these are sales at the Mid-Columbia and
California-Oregon Border market hubs. Unlike any other Northwest utility, however,

§Pa01ﬁCorp places caps on the potential market sales in its power cost model. This is

necessary, PacifiCorp argues, because the GRID power cost model on which it relies
uses static pricing, does not account for intra-hour changes in market conditions and

147

thus fails to account adequately for market illiquidity.?*® PSE and Avista, in contrast,
use the AURORA power cost model, which uses dynamic pricing that inherently
recognizes changes in market liquidity. The Company states that it has used market
caps as a part of GRID’s basic design since the introduction of the model. 226

PacifiCorp argues that market caps are necessary to constrain and limit GRID’s
default assumption of unlimited market depth for short-term firm sales.™ 27 According

2 WUTC v. Puget Sound Energy, Dockets UE-090704 et at., Order 11 Y26 (Apr. 2, 2010)
24 14 4154, PSE and Avista use the AURORA power cost model.

25 PaclﬁCorp Initial Brief q 95.

25 14, 9 94 (citing Duvall, Exh, No. GND-7T at 31:10-13).

21 14, (citing Id. at 30:9-18). ‘

000883
Appendix - 60



148

149

DOCKET UE-130043 PAGE 58
ORDER 05 : .
to PacifiCorp, this means that GRID does not consider load requirements, actual
transmission constraints, market illiquidity, or assumptions about market prices that
would preclude sales at the static forecast price.””® PacifiCorp argues that without
market caps to account for these actual market constraints, GRID may model
transactions and impute sales revenues that are not actually available to the Company.

PacifiCorp states, in addition, that the market caps are based upon the Company”s
actual average historical sales levels during the preceding four-year period and are,
therefore, reasonably representative of the Company’s actual operations.”” Boise
White Paper argues, however, that by basing market caps on the average energy sold
over the entire monthly peak or off-peak period for the previous four years and
applying this average to every hour of the test period modeling, PacifiCorp fails to
account for “many hours in the historical period in which the actual sales exceeded
the average sales value for a particular time period.”?° Boise White Paper argues that
basing the market caps on average historical sales has the effect of understating the
level of off-system sales revenues because the level of modeled sales is “far below”
what the Company has historically achieved and “profitable sales levels . . . are
abnormally lower than historic actuals.””!

Mr. Duvall, however, testifies that:

_____Any deterministic hourly production dispatch model that balances and
optimizes a pro forma period on an hourly basis will model a lower

volume of transactions than actually occurs. The GRID model
produces a lower volume of transactions because it balances loads and
resources on an hourly basis with perfect foresight. On an actual basis,
system balancing is a long process that involves numerous updates of
load and resource balances due to changes in load forecasts, the
availability of thermal units, hydro conditions, etc., up to the actoal
time of delivery. Additionally, products available in the market are not

228 Id
2 Id. (citing Duvall, Exh. No. GND-7CT at 36:8-10).
20 Boise White Paper Initial Brief § 51 (citing Deen, Exh. No. MCD-1CT at 11:26-12:3).

21 14 452 (citing Id. at 12:19-20)
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always a good fit to balance ‘restource reqﬁirements, which also leads to
higher actual volumes.””

Mr. Duvall also criticizes Boise White Paper’s argument that actual sales at the Mid-
Columbia and California-Oregon Border hubs are significantly greater than the sales
modeled in GRID, supporting the rémoval of market caps. Mr, Duvall says it is
important to look at the hubs individually:

The Company’s filed NPC study, which includes market caps, modeled
only three percent fewer COB [California-Oregon Border] sales than
the actual 48-month average used to develop the market caps. Boise’s
proposal to eliminate the market caps altogether resulted in the model
producing 139 percent more COB sales than the 48-month average.”

M. Duvall testifies additionally that the Company’s NPC study includes fewer sales
than historically experienced at the Mid-Colimbia hub due to expiring contracts that
have resulted in “nearly one million less MWh or Mid-C [Mid-Columbia] hydro
generation available” to the Company.234

Mr. Duvall’s illustration comparing actual sales at the California-Oregon Border hub
over various periods to GRID results, with and without market caps shows that with
market caps the model produces results that are more comparable to actual results -

than it docsmithmﬂmatkﬂLcapﬁ _During periods.of lower sales, GRID tends to

151

overstate off-system sales volumes. During periods of higher sales, the sales volumes
GRID produces are uniformly understated. However, GRID without market caps
significantly overstates off-system sales at all sales volumes.

Mr. Duvall’s comparison also shows results based on a method adopted by the
Oregon Commission that Boise White Paper urges in the: alternative.?® The Oregon
method uses a market cap based on the highest of the four years of historical data for

22 Dyyall, Exh. No. GND-7T at 33:6-14.
3 Jd. at 33:19-34:3.

24 14, at 34:8-12.

35 14 at 35:1-36:7.

26 Boise White Paper Initial Brief § 59.
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a given monthly period, rather than the average of four values.””’ This approach,
according to Boise White Paper “would move the Company’s power cost modeling
somewhat closer to the Company’s actual yearly sales level. »23% The method adopted
in Oregon overstates sales to a lesser degree, but still uniformly results in sales that
are higher than actuals except at the very highest volumes of sales.

1s2  Commission Determination: The conflicting evidence on this issue demonstrates both
the complexity and deficiencies of the GRID model on which PacifiCorp relies for
forecasting net power costs and the related impracticality of attempting to “fine~tune”
such a model on the basis of quantitative analyses that demonstrate no particular o
advantage of one proposal relative to another insofar as accuracy is concerned.
PacifiCorp’s approach appears to understate volumes of sales and revenues. Boise
White Paper’s approach tends to overstate both. The Oregon Commission method
appears to be more balanced, but still consistently overstates PacifiCorp’s off-system

sales.

753 Boise White Paper makes a persuasive case that PacifiCorp’s use of market caps in
the GRID model produces results that are far from ideal. Mr. Deen’s analysis shows
that the methodology PacifiCorp uses to reflect real world, wholesale power market
constraints on its ability to make off-system sales does not produce modeled results
that accurately reflect actual results. On the other hand, Mr. Duvall’s analysis shows

that Boise White Paper’s proposal to bring the Company’s long-standing use of

market caps in the GRID model to an end also fails to produce-such results. Indeed, it
appears it may be even less accurate than the current model.

;54  Onbalance we find the weight of the evidence tips to the favor of maintaining the
status quo. While market caps may result in understated levels of off-system sales,
either at individual hubs or in aggregate, simply eliminating market caps, as Boise
White Paper advocates, does not appear to lead necessarily to more accurate results.
Indeed, ehmmatmg market caps with no other refinements to the GRID mode] could
lead to even more inaccurate results in the opposite direction. We therefore will not

237 Deen, Exh. No. MCD-1CT at 17:8-11.
238 Boise White Paper Initial Brief § 59 (citing Deen, Exh. No. MCD-1CT at12:11-13; 17:19-21).
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require PacifiCorp to eliminate its use' of market caps in the GRID model to project
NPC in this case. :

We nevertheless find sufficient evidence to support a finding that the GRID model is
not fully satisfactory, at least in its treatment of off-system sales. We conclude the
model’s structure and method of forecasting such sales should be thoroughly
reexamined at the time of PacifiCorp’s next general rate proceeding. Indeed, we find
it necessary to take the unusual step of directing the Commission’s regulatory staff to
engage with PacifiCorp, and others if appropriate, to find a better, more accurate
approach to this problem. |

We also express concern that the GRID model may suffer broader infirmities. The
GRID model is proprietary to PacifiCorp. It is neither as straightforward nor
transparent as the AURORA model, on which Washington’s other investor-owned
utilities rely. The complexity and potentially controversial inner-workings of the
GRID model evident in this proceeding lead us to determine that we should require
PacifiCorp to engage with Staff, Public Counsel, and others, to discuss whether the
GRID model can be made more transparent, or should be replaced, to increase the
Commission’s level of confidence in PacifiCorp’s net power cost forecasting. We
expect that the Company, together with Staff and the stakeholders, will keep us
apprised of the progress made in such a collaborative at the appropriate time. Ata
rmmmum, we expect PacifiCorp and Staffto address the continued use of GRID in 1ts -

157

Jprlmanly by factors outside the Company’s contro

. next general rate filing and encourage others to do so as well.

D. PCAM

The Company, through Mr. Duvall, proposes a Power Cost Adjustment Mechanism
(PCAM) to collect or credit the differences between the actual net power costs
incurred to serve Washington customers and the amount of net power costs collected
from Washington customers through rates. 239 PacifiCorp argues that it “needs a '

PCAM in Washington to address its substantial NPC variability, which is caused
1 29240 i

239 Spe generally Duvall, Exh. No. GND-1CT at 26:1-49-2.
240 pacifiCorp Initial Brief 9 100.
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158  PacifiCorp contends a PCAM is needed because:

In the Company’s 2006 rate case, the Commission concluded that the
“Company is subject to significant power cost variability . . . sufficient
to warrant consideration of a PCAM as a means to accommodate this
variability in ratemaking.” > In that case, the NPC variability ranged
from $26 to $48 million.?*” The Company’s NPC variability is now
approximately $67 million—far exceeding the level the Commission
already concluded was sufficient to warrant a PCAM. >

The evidence from PacifiCorp’s 2006 general rate case might be relevant today ifthe
comparison the Company draws to “NPC variability [that] is now $67 million,” was
an accurate comparison, but it is not. Indeed, it is misleading. Tt depends on a Staff
response to a PacifiCorp data request in which Mr. Gomez compares the Washington
jurisdiction NPC variability, of which there was evidence presented in the 2006 rate
case, to West control area variability during a recent period. 24 This is the proverbial
comparison of apples to oranges. It appears that the predicate for Staff’s testimony,
that PacifiCorp faces power cost variability sufficient to justify a PCAM, is flawed.
Because Mr. Gomez compares a West control area number to 2 Washington
jurisdiction number, his analysis leading to Staff’s support for PacifiCorp’s assertion
of power cost variability that establishes “need” for a PCAM is simply misplaced.

1 14 (citing WUTC v. PacifiCorp, Docket UB-061546, Order 08 § 71 (June 21, 2007)). We note
the jrony of PacifiCorp’s argusment later in its initial brief, with reference to this same order, that
“a conclnsion reached by the Commission more than six yzars ago does not mean it s still
relevant today.” Id. 7108 (citing Coppola, Exh. No. SC-1CT 38:20-21).

2214, (citing Order 08 9 68).
23 14, (citing Gomez, Exh. No. DCG-6CX).

4 1 support of the $67 million figure and its quoted assertion of power cost variability,
PacifiCorp cites to Exhibit No. DCG-6CX, which is Mr, Gomez’s response on behalf of Staffto a
PacifiCorp data reguest. The response refers to Mr. Duvall’s Exhibit No. GND-4.and underlying
workpapers that are not in evidence. The $67 million figure is found in the workpapers,
apparently showing power cost variability “above and below a mean of $507 million.” Mr.

_ Gomez’s response demonstrates that he compared the $67 million figure to Staff’s $26 million
dollar figure in the 2006 case and on that basis determined in this proceeding that “the Company
faces variability in NPC sufficient to justify a [PCAML.” Gomez, Exh, No. DCG-6CX. During
cross-examination, however, Mr. Gomez testified that the $67 million figure is not Washington
allocated NPC but, rather, is for the entire west control area. TR. 497:19-498:5 (Gomez).
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In point of fact, the best evidence in the record concerning the quesﬁbn of power cost
variability is Mr. Duvall’s Exhibit No. GND-4. This evidence shows a steady decline
in the variability of Washington allocated NPC from 2007 through 2011, from -
$15,584,000 (14.6 percent) in 2007 to $6,724, 000 (5.5 percent) in 2011, M.
Coppola’s Exhibit No. SC-16 provides similar data and results, reporting a further
decline in 2012 to NPC variability in Washington of only $934,000 or less than 1.0
percent. Mr. Deen offers corroborating evidence in his testimony.** Thus, a valid
comparison of PacifiCorp’s experience with NPC variability in Washington today to
the $26 million NPC variability in 2006, which was about 30 percent of Washington
allocated NPC that year, brings dramatically into question whether PacifiCorp does,
in fact, face a dégree of power cost variability that warrants ,considefatiog ofaPCAM
at this time. ' V '

Boise White Paper argues that the relatively little variability in NPC in Wasﬁjngton
during recent annual periods does not justify a PCAM because actual NPC always
vary from normalized NPC for many reasons, including weather, load, market prices
and resource performance.”*® According to Boise White Paper, “these are not
abnormal, unusual, or extraordinary events” and in the absence of such events, the
Comumission prev1ously has rejected a PCAM as an appropriate response. %7 Boise
White Paper argues that “[t]he current record s . . . devoid of such ev1dence »248

Staff, Public Counsel, and Boise White Paper all oppose ] PacifiCorp’s proposed

PCAM for the additional reason that it is contrary to what the Commission has
established in prior PacifiCorp cases and elsewhere as being a proper, basic design for
such a mechanism. Staff, through Mr. Gomez, specifically opposes the Company’s
proposal because it does not contain sharing bands or a dead band, contrary to

Comumission precedent.”*

25 Deen, Exh. No. MCD-1CT at 26:8 (Table 2-NPC Rates vs. Actual).

46 Boise White Paper Initial Brief § 79.

! 1d. (citing WUIC v. PacifiCorp, Docket Nos. UE-050684 and UE-050412, Order 03 § 92
(April 17, 2006)).

248 Id.
9 Gomez, Exh. No. DCG-1CT at 5:15-6:7.
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162 Public Couinsel witness Mr. Coppola testifies similarly that the proposed PCAM’s
design is flawed, requiring significant modifications including dead bands, sharing
bands, a sufficient surcharge/refund trigger amount, appropriate reporting
fequireménts and, possibly, an adjustment to the Company’s return on equity. Public
Counsel argues also that PacifiCorp’s proposal is inadequate because it fails to allow
sufficient review of deferrals under the PCAM.?® Mr. Coppola testifies that a robust
annual review process would enable a thorough prudence review of all cost items
included in PacifiCorp’s power cost deferrals. This review should occur annually,
regardless of whether a refund or surcharge has been n'iggered.zsl ':

163 Boise White Paper, through Mr. Deen, also opposes the proposed PCAM because it
would permit dollar-for-dollar recovery of all varjability in NPC, from any cause,
without dead bands or sharing bands to allocate risk propetly between the Company
and its customers. According to Mr. Deen, any potential PCAM should have properly
constructed asymmetrical dead bands, a sharing mechanism and an earnings test.

164  Mr. Duvall dismisses dead bands and sharing bands as “poor regulatory policy” that
penalizes the Company because net power cost variability is largely outside of its
control and, therefore, bands do not motivate the utility towards greater efficiency.”
Mr. Duvall testifies that:

Deadbands and sharing bands do not work as intended and instead

produce random windfalls of 105s€S to the utility and its customers,
undermining predictable and fair utility rates and regulation.””

165 Staff points out, however, that all of the Company’s other state regulatory
coramissions have approved PCAMs for PacifiCorp that contain-dead bands, sharing
bands, or both.** Moreover, the Commission has approved PCAMs for Avista and .

250 pyptic Counsel Initial Brief § 102 (citing Coppola, Exh. No. SC-1CT at 42:10-14).
. ¥ 14 (citing Coppola, Exh. No. SC-1CT at 43:6-11).

252 Dyyvall, Exh. No. GND-1CT at 31:20-32:5.

53 1d. at 32:5-7.

254 These mechanisms have been in place for some time. In rejecting a PCAM proposal in
PacifiCorp’s 2005/2006 general rate case, in part because the proposal did not include dead bands
or sharing bands, the Commission noted that

000830
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PSE that both have dead bands and sharing bands. The Company’s préposal in this
case is at odds with all of the mechanisms approved by this Commission and the
utility regulatory commissions in each of the Company’s other jurisdictions.

Staff states that the Commission has expressly rejected in prior orders the Compary’s
argument conceérning its regulatory policy relative to power cost adjustment

- mechanisms:

. Power cost recovery mechanisms should also apportion risk equitably
between ratepayers and shareholders. In striking that balance, we '
consider risks already allocated through the normalization process, a
utility’s financial condition and other circumstances affecting a utility’s

_ability to recover its prudent expenditures. Dead bands and sharing
bands are useful mechanisms, not only to allocate risk, but to motivate

management to effectively manage or even reduce power costs. >’

Staff argues that the Company continues to ignore these Commission directives on
PCAM design. '

PacifiCorp argues that unlike the circumstances it faced in 2006, its power cost
variability is now symmetrical, not asymmetrical, making dead bands and sharing

' bands unnecessary.>*® Mr. Gomez testified on cross-examination, however, that this

PacifiCorp has filed power cost adjustment mechanisms with varying risk sharing
features in at least four other states in its service territory: California, Oregon,
Utah, and Wyoming. PacifiCorp’s PCAM in Oregon does not include a dead’
band, but includes two sharing bands, such that customers bear 70 percent of
costs up to $100 million, and 90 percent of costs over $100 million, PacifiCorp
asserts these sharing bands are appropriate, as the Company has the option of
.annually resetting its net power costs on a forecast basis through a Transition
Adjustment Mechanism.

PacifiCorp recently agreed to, and the Wyoming Commission recently approved,
a revised PCAM for PacifiCorp as a part of a rate case seftlement. PacifiCorp’s
Wyoming-revised PCAM includes a dead band of $40 million above and below

" the base, as well as three significant sharing bands. ' :

WUTC v. PacifiCorp, Docket UE-050684, Order 04 at §194-95 (April 17, 2006).
23 1d. 9 96. o ' |
%56 pacifiCorp Initial Brief 71 108-09.
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is simply irrelevant.?’’ He said that the need for dead bands and sharing bands does

not turn on whether power cost variability is symmetrical or asymmetrical. This

factor is considered only in the design of the bands.*”®

A more salient comparison between PacifiCorp’s 2005/2006 PCAM proposal and its
proposal here concerns PacifiCorp’s claim that it needs the PCAM to address the -
volatility of power costs. The record in this case fails to support PacifiCorp’s asserted
need for a PCAM on the basis of the degree of volatility the Company faces, as
previously discussed. In addition, as was the case in 2006, the record here

" does not show that current power cost volatility is due to extraordinary
events. Unlike the PSE and Avista power cost adjustment mechanisms,
which were designed, in part, to address changes in power costs due to
the unprecedented volatility in energy markets during 2000-2001, the

‘proposed PCAM is not tailored to address short-run cost changes due to

extraordinary or unusual events.**

Commission Determination: Staff sums up its principal arguments in opposition to
PacifiCorp’s proposed PCAM, with the observation that it does not oppose the
Company having such a mechanism in place, but it must be properly designed in
accordance with the explicit direction the Commission has given PacifiCorp in the
past. Staff concludes that PacifiCorp’s failure to do so means that “the real obstacle
to a PCAM is the Company’s insistence on a mechanism that is not properly *

170

designed.?’260

We agree with Staff’s analysis on this issue. Indeed, the Company’s proposal here is
even more at odds with the direction the Commission has given PacifiCorp than its
proposals in prior cases that have been rejected. Contrary to express Commission
direction, and in contrast to the power cost adjustment mechanisms approved in other
PacifiCorp jurisdictions, the Company’s proposal here includes neither dead bands
nor sharing bands. These are critically important elements that provide an incentive

57 Gomez, Tr. 493:3-12.

258 Id
29 TTC v. PacifiCorp, Docket UE-050684, Order 04 § 92 (April 17, 2006).

260 Staff Initial Brief 1] 97-98.
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for the Company to manage carefully its power costs and that protect ratepayers in the
event of extraordinary power cost excursions that are beyond the Company’s ability
to control. '

The Company’s perfunctory response that dead bands and sharing bands are poor
regulatory policy and that its power costs are increasingly beyond the Company’s
ability to control is simply not acceptable. Indeed, the first argument ignores that the
regulatory authorities in every jurisdiction where PacifiCorp operates, including
Washingtoﬁ, have determined that dead bands, sharing bands, or both are a necessary
part of a PCAM. :

The second argument suggests a loss of perspective on the Company’s responsibility
to manage its power costs using integrated resource planning, carefully structured
hedging practices, conservation initiatives, and other means available to PacifiCorp
and other utilities. It is certainly true that extreme weather events, unplanned outages
of major generation sources, or other factors may result in extraordinary power cost
variability that is beyond the Company’s ability to control. Indeed, it is this sort of
variability that power cost adjustment mechanisms are intended to protect agamst 261
PacifiCorp, however, proposes a PCAM that would protect the Company from any
risk of under-recovery, even that due to the ordinary variability in power costs due to
normal and foreseeable changes in fuel costs, ordinary variance in hydro conditions,
normal variations in weather, and so forth. As the Commission previously observed

173

in connection with such a proposal: “This would mark a new and much expanded
role for the PCA.”?2 A properly designed PCAM includes dead bands and sharing
bands so that the Company continues to bear some risk of under-recovery, and some
opportunity to benefit from savings achieved via power cost management practices.
Both this risk and this opportunity provide an incentive for the Company to use its
best efforts to manage its power costs efficiently.

What PacifiCorp proposes here does not include any of the specific design elements
the Commission has identified in its prior orders. Like Staff, we are open to consider

-a propetly deSIgned PCAM proposal that incorporates the appropriate balance

%6\ gUTC v. Puget Sound Energy, Inc., Dockets UE-060266 and UG-060267, Order 08 20
(January 5, 2007). '

262 Id
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between the Company and i‘atepayers. Yet, the Company’s proposal in this case

. really is nothing more than a request for a power cost tracker and true-up mechanism

that will guarantee the Company full recovery of its power costs on a continuing
basis. We are not prepared to embrace such a mechanism and, therefore, reject
PacifiCorp’s proposed PCAM.

E. Rate Base

We must resolve three related issues concerning rate base:

o Whether to use end-of-test-period (EOP) or the average of
monthly averages (AMA) method to determine rate base.

e Whether to allow post-test period pro forma adjustments to rate
base. “

e Whether the Commission should expressly authorize the
Company to make an expedited rate filing (ERF) to update its
rate base at the time it files its next Commission Basis Report
(CBR).

What principally ties these issues together is the question of regulatory iag and how
best to address it while protecting ratepayers.

175

1. End of Period Rate Base
PacifiCorp filed this case using electric plant in service balances at EOP levels, rather
than the AMA levels used in previous cases.”® The Company proposed using EOP
rate base to minimize regulatory lag by reflecting rate base balances that are likely to
exist during the rate year and to address the Company’s persistent under-earning.*®*

262 \cDougal, Exh. No. SRM-6T at 26:10-11.
24 1d. 26:13-17.

Appendix - 71 000894



176

177

DOCKET UE-130043 : ' ~ PAGE69
ORDER 05

Staff observes that the Commission has expressed ifs preference for the AMA

“method 2 “According to Staff, “this upholds the matching principle of ratemaking

because AMA balances accurately match rate base over the course of the test year
with revenue and expenses incurred over that same period.”% Staff says EOP rate
base balances are less than optimal unless there are corresponding end of period
adjustments to revenues and expenses, which the Company did not make in its ‘
filing. ¢ |

Staff acknowledges, however, that “utilization of average rate base [is] not cast in
stone.”®® Staff identifies circumstances in which the Commission may determine
that EOP raté base is an appropriate regulatory tool to accommodate for:

e Abnormal growth in plant.
‘e Inflation or attrition.
o Regulatory lag.

e TFailure of utility to earn its authorized rate of return over an historical
period.”® '

Staff “agrees there is reason to address the impacts of regulatory lag on.
PacifiCorp.”*"® Staff, however, would have the Commission reject PacifiCorp’s use.

178

of Tﬂpiatc_basa ta addressthe. plohlmnand_pLopﬂse&analiemanuemeansnLdOJng______

so, as we discuss later.

Public Counsel agrees with PacifiCorp that end-of-period rate base valuation is an
appropriate tool to use to address regulatory Jag, and supports using end-of-period

265 Qaff Initial Brief Y] 164 (citing Exdahl, Exh. No. BAE at 6:16-7:2).
266 I d

?¢7 Erdaht, Exh. No.BAE at 7: 17-19 (citing, WUTC v. Washington Natural Gas Company, Cause
No. U-80- 111 Third Supplemental Order at 5-7 (September 24, 1981)).

268
j2) :
269 Staff Initial Brief § 165. See WUTIC v. Wash. Nat. Gas Co., 44 P.UR. 4th 435, 438 (Sept. 24,

1981) (Washington Natural Gas).

1 1. q170.
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rate base in this case.””" Mr. Dittmer testifies that end-of-period valuation reduces
regulatory lag by approximately six months over the average-of-monthly-averages
(AMA) method traditionally used by the Commission.?” ‘

Public Counsel addresses Staff’s concern over the use of EOP rate base without
corresponding end-of period adjustments to revenues and expenses. Mr. Dittmer
proposes two such adjustments. First, he proposes to annualize depreciation expense
based on end-of-period Plant in Service values. The impact of this adjustment isto
raise PacifiCorp’s retail jurisdictional revenue requirement by approxitmately
$520,000.2” PacifiCorp accepted Mr. Dittmer’s adjustment in its rebuttal
testimony. 2™

Mr. Dittmer’s second re_commendation is for a corollary adjustment to annualize
revenue levels associated with end-of-period numbers of Washington—jurisdictiénal
customers being served.*”’ PaciﬁCorp does not dispute conceptually the idea of
annualizing revenues, but it disagrees with Mr, Dittmer’s approach of calculating
revenues based on customer count at the end of the test period. PacifiCorp argues this

[f]ails to account for all the factors that are used to normalize revenues,
namely loads, including seasonal loads, that are associated with
changes in customer counts. Failing to account for load changes results
in a mismatch between customer counts and customer usage and has

- _compﬁcated,.agd_poteatialgmnuwersialrmnsequences{%etﬁng

rates. 276

PacifiCorp argues further that it does in fact annualize revenues in this case, using
“long-established and well-understood ratemaking practices to normalize test yeér
revenues. Public Counsel recognizes that this matter is not entirely clear cut and,
though it continues to advocate adoption of Mr. Dittmer’s end-of-period revenue

7 Dittmer, Exh. No. JRD-1T at 2:16-19, 4:19-5:2, and 8:12-10:2,
72 1d at 6:1-7.

2 Dittmer, Exh. No. JRD-1T at 10:6-21.

274 McDougal, Exh. No. SRM-6T at 10:17-11:8.

275 public Counsel Initial Brief 1§ 26-27.

6 PacifiCorp Initial Brief § 147 (citing Steward, Bxh. No. JRS-TT at 22:14-19 and Tr. 398:19-
399:2 and 399:20-400:16).
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adjustment, suggests it may be appropriate for the Commission to require a more
refined calculation by the Company in a future rate case.r”’

Commission Determination: The Commission historically has tolerated some degree
of rcgulaiory lag in its ratemaking practice, recognizing that it is a factor in
encouraging utilities to operate efficiently. During recent periods, however, the
impacts of regulatory lag on the ability of PacifiCorp and other utilities to earn their
authorized revenue requirements have contributed to what the Commission has
described as a “current pattern of almost continuous rate cases.””® Considering this,
the Commission stated: '

This pattern of one general rate case filing following quickly after the
resolution of another is overtaxing the resources of all participants and
is wearying to the ratepayers who are confronted with increase after

increase. This situation does net well serve the public interest and we
279 .

encourage the development of thoughtful solutions.”
There are 2 host of factors, both specific and general, that contributed to the
development of this pattern, beginning with the Western energy crisis that unfolded
during 2000-2001. It is a fair generalization to say that the dynamic conditions in the
U.S. and world economies since that time have had a material effect in producing this
pattern.

183

Facing similar circumstances. during the period of extraordinary inflation during the

1970’s and early 1980°s,2%° the Commission said that regulatory lag “has long been a
concern of both the utilities and their regulators” that can have a “deleterious effect,”
and that “as regulators we have the responsibility to mitigate that effect to the extent

277 pyblic Counsel Initial Brief 1§ 29, 30. _

8 WUTC v. Puget Sounai7 Energy, Inc., Dockets UE-111048 and UG-111049 {consolidated),
Order 08 § 507 (May 7, 2012).

279 Id '

280 WUTC v, Wash. Nat. Gas Co., Cause No. U-80-111 44 P.U.R. 4th 435, 437 (Sept. 24, 1981)

(“We have in the past decade witnessed a proliferation of rate filings and most filings have
brought the differences over rate base into sharp focus.”). '
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possible:.”281 The Commission recognized the use of EOP rate base as one means to
address this problem:

It is not a misstatement to say that the weight of authority, both in the
administrative and judicial branches, favors average over year-end rate
base on the premise that in normal economic times average rate base is
more realistic and projects more accurately the cost of plant that
produces the revenue under investigation. However, there is sizeable
and well-recognized authority that in an abnormal and less stable
economic climate year-end rate base may be more appropriate and
should be used to balance out the financial problems caused by
abnormal and uncertain economy.”*

The Commission most recently revisited this issue in a PSE rate case and approved
the use of EOP rate base as a means to address the company’s financial problems that
were attributed to regulatory lag and resultant under-earnings.”®

184  In this case, there is a need to address at least some of the impacts of regulatory lag on
PaéiﬁCorp. We determine that an appropriate response to address these impacts in
this case is approval of PacifiCorp’s use of EOP rate base. We accept, too, the
adjustment Public Counsel proposes to recognize end-of-period depreciation. The
Company agrees. with this adjustment.

Jﬂi__We_:eject_fgr_purpose.oﬁtbis.Case“Bublic_Coumsellstroposcd.adjustmmﬁi@end_gﬁ_

“ period revenues. We agree that it is necessary for such an adjustment to be made, but
we have questions concerning Public Counsel’s approach in this case. PacifiCorp’s
normalization of revenues from the test period may accomplish the same purpose. At
a minimum, the Company’s normalization of revenues adequately resolves the matter
for purposes of setting rates. We find that it would be unduly complicated in the
context of this case to fully explore and resolve the impacts that adoption of Public
Counsel’s approach would have in terms of the production factor adjustment,
_allocation issues, and rate spread. In any future case in which PacifiCorp, or another

281 14 at 438.

22 1d at 437.

2 WUTC v. Puget Sound Energy, Inc., Dockets UE-130137 and UG-13 0138 (consolidated),
Order 07 9] 46-48 (June 25, 2013).

5
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party,' proposes EOP rate base, we would expect to see a more fully developed record
and a more refined approach to ensuring there is not a resulting violation of the
matching principle.

2. Maj or Capital Plant Additjons

186  In another effort to address regulatory lag related to the timely recovery of
infrastructure investments and to help narrow the gap between the costs incurred to
serve Washington customers and the costs recovered in customer rates, the Company

_proposes including in rate base the capital costs of five major projects placed in
service after the end of the historical test period: -

e Soda Springs Fish IPassa'ge (“Soda Springs”j, in service October,
2012; final closeout costs May 2013.%%

e Swift Fish Collector (“Swift”), in service November, 2012; final
closeout costs May 2013.2%° ' .

e Prospect In-Stream Flow/Automation system (“Prospect”), in
service December, 2012; final closeout costs June 2013.

o Merwin Fish Collector (“Merwin™), expected in-service date
February, 2014.

--»—Tiim Bridger Unit 2 (webine upgrade, i service May, 2013,

187  No party opposes including Soda Springs, Swift, or Prospect costs as pro forma
adjustments. Staff affirmatively recommends adding to rate base the capital costs
incurred as of January 11, 2013, for the-Soda Springs Fish Passage, the Swift F ish
Collector, and the Prospect In-Stream Flow/Automation addition. 286 Mr, McGuire
testifies for Staff, however, that any costs, including project closeout costs, projected
beyond this date should be excluded from rate base.2s”. Staff bases its adjustment on

28 Williams, Exh. No. JMW-1CT at 4:18-20.
25 1d. at 4:5-10.
- 28 McGuire, Exh. No. CRM-1T at 10:18-23,
27 g o
. 000899
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the gross plant value less one year of accﬁxnulated depreciation for these three

facilities.”®®

More specifically, Ms. Williams testifies that Staff recommends allowing:

o The total $60,608,221 of Swift Fish Collector project costs
incurred through December 2012 should be included in rate base,
inchuding $38,935,266 as a pro forma adjustment.?® '

e The $73,422,320 of project costs incurred through December
7012 in connection with the Soda Springs Fish Passage should
be placed into rate base as a pro forma adjustment.””

e The $10,090,905 of project costs incurred through December
2012 for the Prospect In-stream Flow/Automation system should
" be placed into rate base as a pro forma adjust:ment.291 '

PacifiCorp provided updated actuals in its rebuttal testimony showing the amounts as

follows:
SO | W At |
Swift Fish Collector $39,394,153 ) £2.913,514

i Soda Springs Fish Passage $73,257,863 $16,575,683

Prospect In-stream
Flow/Automation system

$10,984,971

$2,485,513

788  Staff contests PacifiCorp’s proposed recovery of O&M costs for Swift. Staff argues
that while the Company does have operational data for Swift, they are for only a little
over “half a year,” through June 2013.2%* PacifiCorp acknowledged at the hearing

288 d
269 Williams, Bxh. No. IMW-1CT at 13:16-21.
20 1d. at 17:20-18:2.

B! 14 at 21:9-14.
292 g4 Tnitial Brief § 150 (citing Taliman, Exh. No. MRT-2T at 4:7).
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that it “missed the mark” in its initial O&M expense forecast.”® However, relying on

eight months of actual data, the Company cut its proj jection of annual O&M expense
for Swift from $756 000 to $344,000.%**  Staff contends this updated O&M expense
for Swift, albeit based on actual data, remains largely an estimate.

Staff and Public Counsel object to including the other two projects in rates—the

‘Merwin Fish Collector and the Jim Bridger Unit 2 turbine upgrade—because they

were not in service within a very short time after the end of the test year. Staff would
apply a “bright line” cut-off date of January 11, 2013, the day PacifiCorp filed this
case. Staff would approve recovery of costs incurred for Soda Springs, Swift and
Prospect as of this date, but not any final closeout costs incurred afterward. Staff
recommends, in addition, disallowance of O&M expense associated with the Merwin
and Swift fish collectors as not known and measurable.”®

Public Counsel supports Staff’s proposal that we establish a bright-line rule, but
would extend the date in this case to February 28, 2013. Public Counsel’s date
apparently is based on PacifiCorp’s initial responses to discovery that “provided the
capital additions incurred as of February 20 1_3.A”296 ‘Mr. Coppola recognizes, however,
that : : '-

[tJhe Commission has adopted a modified historical test year apiaroach
whereby it has included certain revenue, costs and capital additions

after the end of the historical test year if the amounts were known and
measurable. The Commission has adopted this regulatory approach to
minimize regulatory lag and avoid adopting a forecasted test year
approach.”’

23 Tallman, Tr. 331:7-332:20.
2 Tallman, Exh, No. MRT-2T at 4:4-14.

25 MecGuire, Exh. No. CRM-1T 11:17~ 12:12. The Swift Fish Collector went into service in
November 2012, before Staff’s and Public Counsel’s proposed cut-off dates. Staff supports
inclusion of the Swift Fish Collector in rate base, but objects to the O&M expenses associated

with the collector.
2% Coppola, Exh. No. SC-1CT at 22:22-23:1.
1 1. at 24:4-10.
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797 Staff describes “Commiission practice” in allowing pro forma adjustments as
“historically highly variable”: |

Previous Commission decisions have ranged from rejecting all pro
forma plant additions, to allowing pro forma plant additions that were
projected to be placed into service well into the rate year.”*®

Mr. McGuire concludes:

The historically wide range for Commission consideration of pro forma
plant additions demonstrates that there is no set rule for the
establishment of a cut-off date. The lack of a set rule enables Staff
considerable flexibility in developing its recommendation.”®

Staff's recommendation is that no pro forma rate base addition costs be allowed if the
plant is not in service by the time the Company filed its case and the costs are not
“known and measurable.”**? Staff apparently considers a cost as known and
measurable only if it is an actual cost recorded on the Company’s books and auditable
at the time of the Company’s filing.>! Staff also states the criterion that “the pro
forma addition to rate base must have no offsetting factors.”% . ‘

792 Staff’s reason for urging use of the Company’s general rate case filing date as a bright

line entoff date for pro forma adjustments is that this

28 McGuire, Exh. No. CRM-1T at 7:1-4 (citing WUTC v. Puget Sound Energy, Inc., Dockets UE-
060266 and UG-060267, Order 08 Y 49-52 (January 5, 2007) and WUTC v. Avista Corporation,
Dockets UE-090134, UG-090135 and UG-060518, Order 10 4 80-81 (December 22, 2009). We
note that the Commission’s rejection of pro forma plant additions in the PSE cas¢ was not based
on historic rate year ratemaking principles, but rather was because PSE’s proposal included an
extraordinary pumber of projects (i.e., 6,000) including 20,000 line entries on the Company’s
books, making any audit all but impossible and, even more significant, the Commission found
insubstantial the evidence offered in support of the adjustments. Order 08 1f 48-51.

9 1d. at 7:9-12.
30 1d. at 8:13-18. -
%t 14 at 10:2-8.
302 Id. at 8:18-19.
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[aJllows Staff full use of the time allowed by statute to evaluate the
adjustments without burdening the process, the record, and Staff’s and
the Commission’s limited resources. Allowing pro forma plant
additions that are placed into service subsequent to the filing of this rate
case is tantamount to requiring a continuous audit during the pendency
of the rate proceeding and requires Staff to analyze a continuously
evolving case. This is an unreasonable and unnecessary expectation
that compromises Staff’s ability to perform a thorough analysis of the
proposed adjustments and, in turn, fully assist the Commlssmn inits
evaluation of the issues.’®

PacifiCorp placed the Jim Bridger Unit 2 upgrade in service in May 2013. There is
no dispute that. it is now used and useful and its costs are known and measurable. The
upgrade improves the efficiency of the generating unit and the associated benefits are
reflected in the Company’s net power cost calculation.®

Focusing on prior practice with respect to the treatment of such investments in
general rate cases, PacifiCorp observes that the Commission allows these types of
adjustments when the offsetting factors are captured through NPC modeling, even if
the facility enters service after the test period. 305 In PSE’s 2009 general rate case, for
example, the Commission approved a pro forma rate base adjustment related to &
wind plant expansion that entered service 10 months after the end of the test period
because it was a generation asset included in the NPC model. Ina 2009 Avista

general rafe case, the Commission approved a pro forma rate base adjusiment relating
to a turbine upgrade and mechanical overhaul of a hydropower facility that were
scheduled to be in service three months into the rate year and 18 months after the end
of the test period. 306 The Commission found that the project costs were “sufficiently
well established” and the turbine upgrade was included in the model used to develop
the rate year’s NPC

303 \McGuire, Exh. No. CRM-1T at 9:10-18.
304 PacifiCorp Initial Brief 7 116.
5 WUTC v. Puget Sound Energy, Dockets UE-090704 et al., Order 11 31 (Apr. 2, 2010).

306 WiITC v. Avista, Dockets UE-090134 and UG-090135, Order 10 1 12, 58, 80-81 (Dec. 22,
2009).

7 1d. 9 81.
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Similarly, PacifiCorp argues, the Jim Bridger Unit 2 upgrade entered service 11
months after the conclusion of the test period and seven months before the rate year, -
which is comparable to the timing in the Avista and PSE cases. In addition, the

“offsetting factors—the NPC benefits associated with the turbine upgrade—are -

accounted for in the Company’s ﬁling.308 PacifiCorp argues it is consistent with past

-precedent and reasonable for the Commission to approve the inclusion of this

generation resource in the Company’s rate base.

The Merwin Fish Collector presents somewhat different circumstances. The Merwin
project will allow fish to bypass the Company’s three Lewis River dams in
Washington,>® The installation of this fish collector was necessary for the Company
to secure a new FERC license, which will allow the Company to continue to operate
the Lewis River dams for an additional 50 yeérs.3 19 The project’s design was dictated
and approved by federal regulators.’! Because of this project, customers will
continue to benefit from the Company’s emission-free, low-cost hydropower

generation, which is reflected in the Company’s NPC model in this case’?

PacifiCorp said it plans to place the Merwin TFish Collector into service in phases.

The first phase consists of a fish sorting facility. At the time PacifiCorp filed this
case, the Company expected the sorting facility to be placed into service in May 2013,
with a total projécted cost of $14.6 million on a total-company basis. The second
phase consists of the water aftraction system that PacifiCorp expected to be placed in

service in July 2013, with an estimated cost of $27.2 million on a total-company

308 goe Duvall, Exh. No. GND-7CT 50:19-51:8.
%9 Tallman, Exh. No, MRT-1T 5:3-5.
310 7 5.5-7; Tallman, Tr. 328:15-24.

3 jy 5.16— 6:4. As required by its FERC license, the Company engaged in design reviews with
parties to the Lewis River settlement agreement, which included the National Oceanic and
Atmospheric Administration, the U.S. Fish and Wildlife Service, and the Washington Department
of Fish and Wildlife. The final design was ultimately approved by the National Oceanic and
Atmospheric Administration and the U.S. Fish and wildlife Service. Although the Company
provided input, these agencies have final authority over the design of the facility. Based on the
design required by these agencies, the plant addition included in this filing for the Merwin Fish
Collector is approximately $56.8 million on a total-company basis.

312 Tyllman, Tr. 328:15-24; see also J. Williams, Exh. No. JIMW-1T 7:1-10 (other fish collectors
provide same benefit). :
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basis. The third énd final phase consists of a fish trap, lift and conveyance system
that PacifiCorp expected to be placed in service in February 2014, with a total
estimated cost of $15.0 million on a total-company basis.>”® There are no offsetting
factors that would violate the matching principle because this is not a revenue
producing asset.>™*

198 . Commission. Determination: Regulatory ratemaking involves, in many areas, the
exercise of informed Judgment The reason Mr. McGuire found the Commission
practice in accepting pro forma adjustments “highly variable” is because it is entirely
appropriate for the Commissjon to make different determinations in different cases
depending on the record in each individual case and the context in which the case is
decided. While we will not take this occasion to expand on the point, a close reading
of the Commission’s general rate case orders over a significant period of time shows
the Commission has consistently recognized the limits imposed by the “used and
useful” and “known and measurable” standards while exercising the considerable
discretion those standards allow in the context of individual cases.

199 Staff’s idea that the Commission should have “a consistent and practical” “bright
line” standard when evaluating what is “known and measurable” or “used and
useful,” though providing for some certainty in future application, is too rigid an
approach. The Commission requires flexibility in most cases to exercise its informed

Judgment in ways-that respond adequately and appropriately {o the dynamic ecopomic —— ——
and financial circumstances that are characteristic of the utility industry and the

general economy. Just as there are times when it is appropriate to depart from the

preferred use of AMA rate base, as discussed above, there are times when it is

appropriate to be more flexible in allowing post-test period pro forma adjustments

and times when it is appropriate to be less flexible.

200 In sum, we reject the bright line cutoff dates proposed respectively by Staff and -
Public Counsel. We determine instead, for the reasons discussed below, that we
should reject PacifiCorp’s proposed pro forma adjustment that reflects the costs of the
Merwin Fish Collector, but accept the costs of the Jim Bridger upgrade.

313 Taliman, Exh. MRT-1T at 6:6-13.
314 McGuire, Exh. No. CRM-1T 10:10-20; J. Williams, Exh. No. JMW-1T 7:1-10.
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207  In addition, we accept the pro forma additions for Soda Springs, Swift and Prospect,
based on updated actuals as revised by the Company in rebuttal.

202 We also accept PacifiCorp’s proposed recovery of O&M costs for the Swift facility.
Eight months of operational data are adequate to support recovery of annualized costs
at the level PacifiCorp proposes in its rebuttal testimony, $344,549.31

Merwin Fish Collector

203  We agree with Staff and Public Counse] that the pro forma adjustment PacifiCorp
proposes for the Merwin Fish Collector should be rejected. The facility, at this
juncture, is not used and useful nor will it be so until at least February 2014.
Moreover, its costs are not known and measurable.

204  Although PacifiCorp claimed the facility would be put in service in phases, it is
unclear what this means. Itisa fish collector. Yet, at phases one and two the
. facilities described do not appear to be capable of performing this function. Indeed,
M. Tallman testified in his rebuttal testimony in August 2013:-

Recent projections indicate the project will be substantially complete
and used and useful in February 2014, Accordingly, the Com?zmy is
6

currently pmjpnﬁng an in-service date during February 2014,

Until the facility is fully functional, it cannot be said to satisfy the requirements of the
Company’s FERC license that covers the associated hydroelectric facilities. In other
words, it is not used and useful today and will not be so for some time.

205  Even had the facility been shown to be in some sense functional at phase one or phase
two, PacifiCorp did not put in the record any evidence of the actual costs incurred to
complete these phases. The Commission previously has defined the known and
measurable standard in detail:

315 Ta]lman, Exh. No. MRT-4C; see also Tallman, Exh. No. MRT-2T at 4:4-13.
316 Tallman, Exh. No. MRT-2T at 2:12-13.
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The known and measurable test requires that an event that causes a
_ change in revenue, expense or rate base must be known to have

- occurred during, or reasonably soon after, the historical 12 months of
actual results of operations, and the effect of that event will be in place
during the 12-month period when rates will likely be in effect.
Furthermore, the actual amount of the change must be measurable.
This means the amount typically cannot be ari estimate, a projection,
the product of a budget forecast, or some similar exercise of judgment —
even informed judgment — concerning future revenue, expense or rate
base. There are exceptions, such as using the forward costs of gas in
power cost projections, but these are few and demand a high degree of
analytical rigor.? 17 ‘ '

The evidence we have of the phase one and two costs is Mr. Tallman’s initial -
testimony, but it includes only estimates that were availablé to him in January 2013
for project steps that were then expected to be complete in May and July, 2013. The
only other cost evidence in the record are projections of phase three costs and total
costs. These estimates do not satisfy the known and measurable standard.*'®

206 It follows from our rejection of the Merwin Fish Collector as a pro forma adjustment
that we will not allow in rates the O&M costs associated with the facility. They are,
in any event, estimates that we do not consider to be reliable. ‘
jim Bridger Upprade -

207  The Jim Bridger Unit 2 upgrade was placed in service in'May 2013. Thus, it achieved

used and useful status, and its costs became known and measurable before the date for
response testimony. If Staff or another party wished to address the changed status of
the facility and verify its costs, thére was time to do so and; in any evenf, an interested
party could have sought leave to file supplemental testimony on the subject once the
necessary discovery and analysis was complete.

3 WUTC v. Puget Sound Energy, Dockets UE-090704 et al., Order 11 926 (Apr. 2, 2010).

318 We note that even when we asked PacifiCorp in a post-hearing bench request (i.e., Bench
Request 10) to produce actual numbers by project phase, the Company failed to provide a useful
response.
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208  Thete is no dispute in the record that the upgrade improves the efficiency of the
generating unit.’® The Company’s economic analysis, which examined only the
capacity benefits of the upgrade, demonstrated a $28.9 million customer benefit.**
This evidence also stands unchallenged. Most significantly, no party challenged the
inclusion of the benefits associated with the upgrade in the NPC calculation. Thus,
the offsetting factors have been considered. :

" 209  We determine that the costs of the Jim Bridger Unit 2 upgrade should be approved as
a pro forma adjustment and authorized for recovery in rates.

3. ERF Proposal

210 Staff proposes through Ms. Reynolds that the Company be allowed to submit an ERF
in 2014 within two months of the filing of its standard Commission-basis report
(CBR).*! ‘The ERF would bé based on an enhanced CBR using the same fiscal
period as the CBR and using the authorized rate of return, revenue allocations, and
rate design from this general rate case.

211 Staff provides a detailed description of the CBR enhancements it believes are
necessary to make the report fully useful as a ratemaking tool.’? Staff says its
proposal would not require the Company to comply with the entire set of document

——-v—-——ﬁ-ﬁﬂg—fequimment&riﬂ—WAG489—03-54-0--&3%—%u1d—eﬂaemi5e—apply—te&geﬁefal-rate
case, even if the filing seeks to increase rates by more than 3 percent.

212 Staff proposes to review the ERF with the goal of rates becoming effective within
four to six months. The goal of a 2014 ERF is to bring 2013 capital additions and
other cost changes into rates. : : ’

319 Ralston, Exh. No. DMR-1T 5:1-16.

20 1d. 5:18-6:2.

321 Reynolds, Exh. No. DIR-1T at 12:5-10.
32 See Exhibit DIR-3. '
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213 Mr. Dittmer, testifying for Publié Counsel, supports both the use of EOP rate base in
this GRC and the ERF concept. He proposes certain modifications to Staff’s
proposal. Mr. Dittmer testifies: ' ' -

e PacifiCorp should be required to calculate and post all restating
adjustments adopted by the WUTC in its last general rate case GRC
order prior to the ERF proceeding.

e PacifiCorp should be required to provide evidence that a reasonable
effort has been undertaken to identify, quantify, and eliminate from the
“ERF test year cost of service material abnormal, non-operating and
non-recurring transactions. ,

e Revenue relief to be granted through the ERF process should be limited
to no more than 3 percent above existing base rates. S

L PaciﬁCorp should be permitted to develop rate base utilizing end-of-
ERF-test-year values for Plant in Service, Accumulated Depreciation
and Accumulated Deferred Income Taxes. -

e PacifiCorp should be permitted to file an ERF utilizing a non-calendai'
test year with no restriction as to the earliest date that such filing could

be made.

e PacifiCorp should be permitted to file two ERFs before being requireid
to make a GRC filing to further increase base rates. During the ERF
proceeding(s) the Company would be prohibited from filing a general

ato seaoes

.
Tl Wilh i

214  Mr. Griffith testifies for the Company on this issue in Rebuttal. He says the Company
“appreciates Staff’s proposal,” but complains that “the specifics-are unclear.”* He
says, for example, that while it appears that Staff proposes allowing the Company to
file an ERF that would include a rate increase of 3 percent or more, Staff does not -
describe how the requirements of WAC 480-07-505 would be waived or otherwise
modified. Under this rule, proposed rate increases of 3 percent or more require a
general rate case filing.

215 PacifiCorp states that its goal in this case is “to establish an appropriate baseline
revenue requirement that gives the Company a reasonable opportunity to recover the

323 Griffith, Exhibit No. WRG-1T at 9:4-5.
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costs to serve its Washington customers.”*?* Only then, in the Company’s view, will
it be appropriate to consider alternative ratemaking mechanisms such as the ERF.
PacifiCorp notes that there is a pending rulemaking in Docket A-130355 that is
expected to include rules governing ERFs.? : '

While Staff proposes the ERF as the answer to regulatory lag, PacifiCorp, in turn,
proposes the use of “a streamlined separate tariff rider that would become effective
once the Merwin Fish Collector is in service,” as a means to address timely
recognition of an asset that will be completed during the rate year.??® The Company
states that “[s]imilar approaches have been used in Oregon, California, and Utah to
address capital projects coming on line during the rate year.”?

Commission Determination: We find Staff’s proposal of an ERF in this proceeding
worthy of future consideration but premature in light of the Commission’s initiation
of Docket A-130355. The ERF concept has its merits to be sure, but we not prepared
in this case to embrace it in its nascent form as a substitute for other,; more fully
developed and familiar approaches to addressing regulatory lag. In this case, we are
approving PacifiCorp’s use of EOP rate base, an approach the Commission has
recognized for many years as an appropriate response to regulatory lag, particularly
when associated with chronic under-recovery experience such as that of PacifiCorp
during recent periods. We also are taking a more forward approach to allowing pro
forma adjustments that capture the costs and benefits of upgraded production assets.

218

This, too, is an approach with which the Commission has considerable experience and
that has proven to be a useful means to reduce regulatory lag.

We recognize, too, that PacifiCorp is at best uneasy with the idea of relying on an
ERF proposal that is not fully developed and may require amendments to, or express
waivers of, existing requirements stated in WAC 480-07-505 and 510. PacifiCorp |
apparently recognizes that Staff cannot unilaterally decide that a rate filing that
exceeds the 3 percent threshold defining a general rate case in WAC 480-05-505 need

324 PacifiCorp Initial Brief § 126.
325 Id

326 14, 4 127.

327 Id
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not meet the special ﬁling requirements that WAC 480-07-510 requires in for general
rate cases. Whether these rules should be amended is a proper subject to be addressed
in the Commission’s pending rulemaking in Docket A-130355.

F. Additional Adjustments

1. General Wage Increase - Pro Forma (Adjustment 4.3); Executive
Compensation (Adjustment 4.16); and MEHC Officer’s Compensation
(Adjustment 4.17)

Staff and Public Counsel recommend various labor-related adjustments, including
Staff’s proposed adjustment to remove the escalation of annual incentive plan (ATP)
expenses, and Public Counsel’s proposed adjustments to reduce the amount of
executive compensation and disallow expenses related to compensation for
MidAmerican Energy Holdings Company officers. Mr. Wilson, testifying for
PacifiCorp, says the Company’s labor expenses are consistent with Commission
precedent and reflect prudently incurred costs that benefit ratepayers. Accordingly,
the Company asks us to reject the parties’ recommendations.

Staff proposes removing a wage increase tied to PacifiCorp’s Annual Incentive Plan
(AIP).**® While Staff does not oppose PacifiCorp’s request for a wage increase tied to

——base saiary-rtarguesthatPacrﬁEurpisTequcstfora-paraHei-nmase inthe AFP—— —

221

portion of employee compensation should be rejected. Staff says that the incentive
portion of compensation is always at risk and can be up or down based on annual
performance. Staff argues it is therefore inappropriate to assume a particular level of
incentive pay above test period amounts, as the Company has done in its

adjustment.*?

 Staff further argues that if the ATP can only be adjusted upward by the non-union
wage increase percentage, it becomes nothing more than another form of base salary -

increase and not an incentive reward for exceptional performance.”® Staff’s proposed

32 Huang, Exhibit No. JH-1T at 10:6-15.
32 Staff Initial Brief  178.
330 149 179.
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adjustment would reduce the revenue requirement by $28,194 on a Washington-
allocated basis.*! '

222 Mr. Wilson testifies in rebuttal that “the AIP is a critical piece of compensation that
allows PacifiCorp employees the opportunity for their overall compensation to reach
competitive market levels.”* He says that palrmg increases in base salary with
parallel increases in the AIP is appropriate because these “two pieces are integral to a
competitive market compensation package.”333 Mr, Wilson believes the Company’s
compensation package is reasonable and benefits ratepayers by encouraging superior
employee performance. He notes that the Commission has approved this approach in
the past and argues it should do so again 3 ‘ '

223 Mr. Coppola’s testimony for Public Counsel includes three additional adjustments
associated with labor and executive compensation. He testifies that the Commission

should:

o Adjust employee reductions and cost savings through January 2013.
The Company has undertaken a cost efficiency program that includes
reducing employees. In its pro-forma adjustments, the Company
included employee reductions as of October 2012. Ihave extended the
employee reduction to January 2013 which reduces another 45
employees. The impact is to lower labor expense by $256,5 19.33§

e Remove costs associated with compensation paid to MEHC officers.
The Company has included a portion of the compensation paid to
officers of MidAmerica Energy Holding Company (MEHC) in its labor
expenses. The officers at MEHC do not appear to provide any direct

331 Byhibit No. JH-2 at page 5, line 16, column J.
332 Wilson, Exhibit EDW-3T at 4:14-16.
333 1 at 4:16-18.

334 17 at 4:19-20. (citing WUTC v. PacifiCorp, Docket UE-100749, Order 06, {{ 248-50 (March
25,2011) (“By its very definition, incentive compensation is not a bonus or a level of pay in
excess of the maximum compensation for a position. It is simply motivation for an employee to
strive for the total compensation for his or her position by achieving certain individual and group
goals. . .. The AIP is reasonable and its goals offer bénefits to ratepayers.”)). . -

35 Coppola, Exh. No. SC-1CT at 9:10-15.
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benefit to customers and are likely duplicative. Therefore, I

recommend removing $131,493 of unnecessary expense.

s Remove the above-market costs associated with the executive pay of
the Company’s top 25 highest paid positions. The Company does not
have a formal process to set cash compensation levels for its executive
management. T matched the total cash compensation of the top 25
positions at the Company to market compensation data provided
through MarketPay. The result is that the cash compensation for this
group of executives is $1.7 million above market. The portion
applicable to Washington O&M which I have disallowed, is
$65,079.%7

PacifiCorp agrees to the first of these three proposals by Mr. Coppola. Mr. Wilson
says that the Company’s revised revenue requirement at the rebuttai phase, “reflects

January 2013 employee levels.”**®

Mr. Wilson testifies that Mr. Coppola’s second adjustment fails to acknowledge that
PacifiCorp’s executive structure changed after the Company’s acquisition by MEHC.
Most significantly, the Chief Executive Officer (CEO) position was eliminated. This
not only removed $750,000 in salary expense, it also allowed senior managers who
were retained at PacifiCorp “to leverage, at significantly reduced expense, the
expertise of the four MEHC officers whose compensation is allocate across

PacifiCorp’s business units. »339 By way of example, Mr. Wilson Testifies that the
highest level employees at PacifiCotp for human resources, information technology,
and risk and insurance are managing director/director-level positions rather than vice
presidents. These directors, he says, report directly to the MEHC Senior Vice
President and Chief Administrative Officer.>*®

3% 1d. at 9:16-21.

37 17 2t9:22-10-6. We note that later in his testimony, Mr. Coppola says the above-market .
compensation amount is $1.5 million. /d. at 34:4-5; see also Exh. No. SC-15.

338 Wilson, Exhibit No. EDW-3T at 5:10-12 (referring to Exhibit SRM-7).
339 Wilson, Exh. No. EDW-3T at 6:1-12. '

M0 L) at 6:13-18,
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Mr. Wilson also disputes Mr. Cop_pola’s'third point. Heistates that other than for four

_ executives whose compensation is set by MEHC’s CEO, executive compensation at

PacifiCorp is set “vsing the same well-defined, market-based approach used to
determine the total compensation package for all employees.”*' He continues:

[E]ach of the Company’s positions is assigned a specific grade within
PacifiCorp’s overall salary structure. PacifiCorp collects market data
for comparable positions at least annually using a numbser of sources of
information, including the online tool “MarketPay.com.” PacifiCorp
uses this market data to determine the appropriate level of total cash
compensation for cach position, including the executive positions at
issue. Tt then designates a certain portion of that compensation to be
“at risk” for each grade.*?

Mr. Wilson criticizes Public Counsel’s review and analysis of this issue as being
overly narrow and not comprehensive because it excludes important data necessary 1o
“g complete and overall view/average of appropriate market compensation levels.”®

Commission Determination: The Commission addressed the issue Staff raises
concerning PacifiCorp’s AIP as recently as PacifiCorp’s 2010/2011 general rate case.
There the Commission determined that:

ATP is ah appropriate method of implementing “incentive-based”

cgmpeus_ation._l’.a_ojﬁc_qxp_has_ghgscn_amcrall_simc_nn:e_pﬁmpiom_

~ compensation that includes both a base salary and a certain portion that
is “at-risk,” or incentive compensation. By its very definition,
incentive compensation is not a bonus or a level of pay in excess of the
maximum compensation for a position. It is simply motivation for an
ernployee to strive for the total compensation for his or her position by
achieving certain individual and group goals.

Staff’s argument in this case that we should now reverse this determination is not
supported by convincing evidence. We reject Staff’s recommendation.

- M1y at 8:5-15.

342 Id.
33 1d. at 9:2-3.
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We also find that Public Counsel’s evidence falls short of what is required to order
any adjustments to executive compensation in this case. The mid-point in executive
compensation based on a single survey does not define the market. Market
compensation encompasses a range of values. We have no evidence in this record
concerning the upper and lower bounds of this range. Some employees will be
compensated at levels higher than the mid-point; some will be compensated at levels
Jower than the mid-point. The fact that in PacifiCorp’s case a larger number of
executives are paid more than the mid-point indicated by Mr. Coppola’s portrayal of

" data from MarketPay.com than are paid less than the mid-point does not mean

individual employees are compensated at levels that are above what is reasonable.

Mr. Wilson’s testimony on cross-examination by Public Counsel also demonstrates
that the comparison on which Mr. Coppola relies in his Exhibit No. SC-15C gives an
incomplete and perhaps misleading picture of PacifiCorp’s executive compensation
relative to the market3* For example, while Mr. Coppola’s exhibit shows each of the
four “named executive officers” compensated at above-iarket rates, the more
detailed portrayal of data in Public Counsel’s cross-Exhibit No. EDW-5 CCX
indicates that two are compensated above market and two below. This cross-
examination exhibit also suggests the net of aggregate above-market and below-
market compensation for the top 25 executives at PacifiCorp is only about one-third
of the amount Mr. Coppola suggests in his response testimony. ‘

230

Mr. Wilson’s testimony successfully rebuts Public Counsel’s recommendation that we
eliminate from rates the allocated costs of certain MEHC officers because they “do
not appear to provide any direct benefit to customers and are likely duplicative.”**

Mr. Wilson testifies:

Before its acquisition by MEHC, PacifiCorp was led by a single Chief
Executive Officer (CEQ). Under the CEO, top-level senior business
Jeaders headed up each of the Company’s functional areas. As part of
the MEHC acquisition, however, PacifiCorp was structurally realigned.
The top-level CEO position was removed, along with all expenses -
related to that position (such as the CEO’s annual salary of $750,000).

34 goe Wilson, Tr. 379:14-383:20.
2 Coppola, Exh. No. SC-1CT at 9:16-21.
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Some of the top-level senjor business leader positions, however, were
retained. Those business leaders are now able to leverage, at
significantly reduced expense, the expertise of the four MEHC officers
whose compensation is allocated across PacifiCorp’s business units. If
PacifiCorp were to seek this level of expertise and support in the open
market, the expense would far exceed the allocation to rates reflected in
PacifiCorp’s requested revenue requirement.

% % *

The highest level employees at PacifiCorp for human resources,
information technology, and risk and insurance are managing
director/director-level positions rather than vice presidents. These .
directors report directly to the MEHC Senior Vice President and Chief
Administrative Officer.

Thus, it appears the MEHC officers contribute diréctly to PacifiCorp as its most
senior managers. This justifies the allocation of a portion of their compensation to the

Company.

While we find the record in this case supports the determinations we make, we wish
to emphasize as a general matter that executive compensation has reached levels at
PacifiCorp, as well as at other utilities, that bring into question whether it is
appropriate for ratepayers to continue to be called upon to pay them in full. It appears

232

from therecord-in thiscase firat PacifiCorpreties; at feast inpart; ommarket
comparisons. While these may be widely accepted as part of executive compensation
analysis, reliance on such data can lead to escalating salaries and benefits that are V
driven simply ty the widespread use of such analyses.>*

In its next case, as part of its burden of proof of the reasonableness of its operating -
expenses, we expect PacifiCorp to make a more robust showing than it did in this case
to demonstrate how the Company makes executive comp'ensation decisions. If the
justification for executive salaries is based on comparing salaries in “peer” utilities,

6 See, .z, Gretchen Morgenstern, Peer Pressure: Inflating Executive Pay, N.Y. Times (Nov.
26, 2006); James Surowiecki, Open Season, The New Yorker, Oct. 21,2013. As noted in these
articles, this phenomenon is known as the “Lake Wobegon effect.” In the fictional community of
1ake Wobegon, “all children are above average.” Basing executive salaries on peer reviews can
Jead to an “all executives are above average” fiction having real world effects. ' '

000316
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" we would expect a rebuttal to the criticism that such comparisons lead to
inappropriate salary escalation over time. We expect, in addition, an analysis of just
what value ratepayers receive from the day-to-day activities of the Company’s top
executives. The analysis we éxpect to see should include a realistic allocation
reflecting the time each senior executive devotes principally to ratepayer interests and

_ principally to shareholder interests. 347 - :

2. Working Capital (Adjustment 8.13)

233 Working capital is a measure of financial liquidity reflecting a company’s ability to
meet its day-to-day operational requirements inherent in a business cycle. It
represents the amount of cash required to fund day-to-day operations of the Company,
primarily for accounts receivable, inventories, materials and supplies, and other pre-
paid expenses, net of short-term liabilities or credit provided by vendors and other
creditors. Working capital is included in rate base and earns a return.

234  There are various approaches to calculating working capital for rate-making purposes,
including lead/lag studies of cash needs and sourceé, days of O&M formula, and the
current assets versus current liabilities balance sheet approach. The Commission
evaluated these options in PacifiCorp’s 2010/2011 general rate .cas'e and decided to
use the balance sheet approach recommended by Staff, which is known as the

) . . . 1y 348 -
Trvestor-Supplied-Working Capital (I1SWC) methiod:

235 Mr. Stuver testifies for PacifiCorp on this issue. He provides an overview of working
capital and the investor-supplied working capital model approved in the prior GRC
and proposes certain refinements in classifying balance sheet accounts “to propetly
measure investor-supplied working capital.”3 * His proposed refinements relate to-
derivatives, pension, and other post-retirement benefits and frozen derivative

347 We recognize that these issues go beyond one utility. The Commission may determine that the
 topic of executive compensation is one for a more generic proceeding, at least an informal work
session, where these issues can be discussed In a non-adjudicative setting.

38 WUTC v. PacifiCorp d/b/a Pacific Power and Light Company, Docket UE-100749, Order 06,
19 283-296 (March 25, 2011). - ' ,

3% Stuver, Exh. No, DKS-1T at 2:3-9.
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values2® According to Mr. Stuver’s analyses, application of the investor-supplied
working capital model, as he modifies it, results in a $21.5 million addition to
Washington rate base and total ISWC of $28.5 million.**!

236  Staff confirms Mr. Stuver’s calculations:

PacifiCorp . . . proposes two refinements to the calculation of ISWC for
post-retirement pension benefits and derivatives. Both adjustments are
c¢onveniently made within a single calcutation of ISWC. The ISWC
methodology ($7 million) and the proposed refinements for post-
retirement benefits ($7.5 million) and derivatives ($14 million), add
$28.5 miltion to PacifiCorp’s rate base for Washington operations.’

Staff supports the two adjustments, and agrees with PacifiCorp that regulatory assets
and liabilities for post-retirement benefits should be included in the current assets and
current liabilifies columns of the ISWC calculation, rather than in the investment
columns. Staff says it supports the Company’s proposal “because it achieves a proper
balance of ratepayer interests and allows investors to earn a return on the net
unamortized funds they contributed to employee post-retirement benefits.”

237  Staff also agrees that derivatives, on a net basis, should be included in the investments
column of the ISWC calculation as non-operating or “non-utility” investment, rather
than the current assets and current liabilities columns.>** Staffsays this refinement is

consistent with the” Commission’s accotnting order in Docket UE-010453; tinat
authorized the establishment of a regulatory asset or liability for the effects of certain
derivative and hedging accounting rules. The Company may find itself in a net gain
or net loss position depending on the timing of the valuations presented on the
balance sheet. Therefore, Staff argues, the refinement proposed for derivatives
protects ratepayers from the unintended consequence of potential losses by allocating
these items to “non-utility” investments. In this way, the Commission is assured that

350 1d. at 2:10-12. .

351 14 at 2:13-15; Exhibit No. DKS-2. _

352 §taff Tnitial Brief 4 182 (citing Zawislak, Exh. Nos. TWZ-1T at 8:3-4, TWZ-2 and TWZ-3).
353 14, 9] 183 (citing Zawislak, Exh. No. TWZ-1T at 3:20-22).

354 Staff Initial Brief § 184 (citing Stuver, Exh. No. DKS-1T at 6:4-7:17 and Exh. No. TWZ-3 at
1:30, 2:63-65, 3:126, and 3:143-146).
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a double-recovery (or, conversely, a double-penalty, as in this case) will be

avoided.**®

238  Public Counsel opposes PacifiCorp’s proposed changes to the calculation of working
capital. Mr. Coppola testifies that the net impact of the proposed changes is to
" increase the amount of working capital from approximately $7 million to $28.5
‘million, a four-fold increase. The revenue requirement related to working capital

similarly increases from nearly $900,000 to $3,591,618.%%

239 Public Counsel argues that “[t]he adjustments to the ISWC calculations are a marked
departure from the methodology approved by the Commission in PacifiCorp’s 2010 '
rate case.”’ Mr. Coppola testifies that he does “not see a compelling argument to
change that methodology.”*® Therefore, he recommends that the proposed change be

rejected.

240  Commission Determination: We are not persuaded by Public Counsel’s opposition to
PacifiCorp’s ISWC adjustment. It does not address, or even acknowledge, Mr.
Zawislak’s testimony that the increase the Company proposes is not a departure from
what the Commission approved in the 2010 general rate case.”™ As Mr. Zawislak
testifies, PacifiCorp’s ISWC adjustment is-a refinement to the methodology that
cotrects the calculation of ISWC with respect to pensions and other post-retirement
benefit liabilities including the associated regulatory assets and derivative assets and

liabilities. We determine that PacifiCorp’s adjustment to working capital relying on
the ISWC approach is supported by the record and should be allowed.

G. Summary of Revenue Requirement Determinations

241 Appendix A to this Order shows the Commission’s determinations of the contested
adjustments discussed above. Appendix B shows the uncontested adjustments, which

355 Zawislak, Exh. No. TWZ-1T at 9:11-18.
3% Coppola, Exh. No. SC-1CT at 28:3-7.

1 WUTC v. PacifiCorp, d/b/a Pacific Power & Light Co., Docket UE—100749 Order 06, 47 290-
296 (March 25, 2011). Error' Bookmark not defined.

¥ Coppola, Exh. No. SC-1CT at 8:8-15. .
9 See Pubhc Counsel nitial Brief 1111 82-90. See also Public Counsel Reply Brief 1§ 16-19,
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we approve without the need for further discussion. Based in part on these
adjustments, we portray in Table 9 the revenue requirement that we approve for

recovery in rates.

_ Revenue Requi

Rate Base $811,235,561 |
Rate of Return ‘ 7.36%

NOI Requirement $59,706,937

! Pro Forma NOI $49,361,458 |
Operating Income Deficiency $10,345,479

Conversion Factor ‘ 61940

$16,702,420 |

Gross Revenue Requirement Increase

H. Settlement: Cost of Service, Rate Spread, and Rate Design

"On August 21, 2013, the Parties filed a Partial Settlement on Cost of Service, Rate

242
' Spread and Rate Design, along with suppbrting testimony. The settlement proposes
to apply PacifiCorp’s class cost-of-service study for purposes of establishing rate
spread and rate design in this proceeding.36°
243 . No one expressly contested the Company’s cost-of-service study. The settlement,

however, expressly reserves cach Party’s ability to litigate cost-of-service principles, -
applications and consequences in any fiture PacifiCorp rate proceeding. In addition,
the Company agreed with Staff’s recommendation that PacifiCorp should conduct a
new cost-of-service study and address alternative rate designs that include impacts on

369 G Paice, Exh. No. CCP-5. The cost-of-service study measures whether the revenue provided
by customers recovers the cost to serve that class of customers. This is accomplished by

" apporticning the Washington per books revenue, expenses, and rate base associated with

providing service to defined groups of customers.
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low-income customers. PacifiCorp will also conduct a new survey of residential
consumption no later than July 31, 2014, for the Company’s Washington service area.
This information will help the parties in PacifiCorp’s next general rate case to
formulate alternative rate spread and rate design proposals by provxdmg data relevant
to the Company’s current Washington operations.

244  Rate spread allocates the Company’s revenue requirements among customer classes,
informed by the cost to serve each class as shown in the cost-of-service study. The
‘goal of this exercise is to promote “parity,” assigning the Company’s costs for
recovery from the customers who cause them to be incurred. PacifiCorp’s cost-of-
service study shows that most rate schedules are already within 10 percent of parity.

" The exception is street lighting, which is significantly above parity. Consxdenng this,

the parties agree that any revenue requirement increase ordered at the conclusion of
this case should be. applied as a uniform percentage increase for all rate schedules,

with the exception of the street 11ght1ng rate schedules, which should receive no

increase.3¢!

245  Rate design is the development of the specific rates or charges in the tariff — such as
monthly basic charges, demand-related charges, and energy-related charges — — that
recover the revenue requirement from customers. Specific charges are developed
based on total allocated revenue and test pefibd billing determinants (i.e., number of
customers, billed kilowatts, and billed kilowatt-hours) for each rate schedule. In their

settlement, the partics agree to an equal percentage increase to all demand and energy
rate components within each rate schedule. '

246  The parties also agree that the monthly Basic Charge for residential service under
Schedules 16 and 17 should increase from $6.00 to $7.75 to reflect better the
customer-related costs to serve residential customers. This provides for recovery of
additional fixed costs via the basic charge, but is significantly less than the increase to
$10.00 requested by the Company, thus acknowledgmg the regulatory principle of
gradualism as well as the analyses of Commission Staff and Public Counsel.

247 PaczﬁCorp s rate design has an inverted block structure for residential service
whereby customers using more than a certain second-tier Threshold pay more per

36! Toint Settlement Testimony, Exh. No. S-2 at 4:7-14.
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kilowatt hour than What they pay for use within the first tier. Staff agreed to defer
consideration of its proposed residential rate design changes that would increase the
upper end of the first consumption tier from 600 k'Wh to 800 kWh and would

‘incorporate a third residential tier. The Energy Project believes that this proposal, as

originally proposed, would have had significantly adverse and disproportionate
impacts on low-income customers’ monthly bills. This conclusion is based on the

. premise that low-income customers are relatively higher users, especially in winter

months when they often rely on an electric heat source. This results from a number of
factors, including the financial inability of the poor to replace high-cost electric
heating with a lower cost heat source such as natural gas. Furthermore, low-income

" customers typically lack the means to install energy-saving measures in their

residences, and low-income housing stock is often extremely energy-inefficient.

If low-income customers are relatively higher users, then the increase of the existing
first tier consumption upper end from 600 kWh to 800 kWh, and the inclusion of a
third tier, could have a significantly disproportionate impact on the monthly bills of
low-income customers as the recovery of the overall residential class revenue
requirement would be shifted to higher users. Without more statistical analysis and
some attempt to identify low-income customers who do not participate low-income
assistance programs; it is difficult to know whether creating a third tier or raising rates
more in the higher tiers unduly burdens those who have the least ability to pay.

249

250

Thus, the agreement to defer residential rate design changes as proposed by Staff until

the Company's next rate case and pending the collection and analysis of additional .
information that will reveal the impact of such design changes on the poor is a

_ reasonable settlement provision. This additional time will give all interested parties,

including the Energy Project, the opportunity to conduct their own analyses using
information that the Energy Project and the Company have recently collected and
analyzed, as well as additional relevant information.

Commission Determination: PacifiCorp’s cost should be spread, and its rates should
be designed, so that they reflect the costs of providing service, are adequate to recover

* the Company’s revenue requirement, are reasonably stable and fair, send proper price

signals, and are relatively simple. The parties’ settlement achieves these goals for the
most part. In addition, the spttlement provides for the development of inforrr;ation
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that will better enable the Commission to evaluate and implement proposed changes
in rate design intended to promote consetvation, as initially proposed by Staff in this
case, while protecting the most vulnerable of PacifiCorp’s customers. Adding a third
tier to the Company’s inverted block rate structure for residential service is an idea
worth revisiting in PacifiCorp’s next general rate case when the Commission will be -
better informed concerning the possible impacts of such 2 change on low-income

cusitomers.362

We determine that the Commission should approve and adopt the parties” settlement
agreement as a reasonable resolution of rate spread and rate design issues. We
commend the parties for their plans to develop meaningful information on these
subjects that will better inform the Commission in a future case concerning possible
changes in rate design that will promote conservation while providing rates that are
reasonable and fair to all customers.

I. Low-Income Bill Assistance

" The customer testimony heard at our public comment hearings in PacifiCorp’s service

territory,363 written comments from customers,’® and testimony and customer

comments in earlier cases make us keenly aware of the struggle PacifiCorp’s low-

- income customers face as they balance their needs for goods and services against their
_ financial resources. Facing these issues in PacifiCorp’s 2011/2012 general rate case,

the Commission approved a setilement that included a five-year plan addressing low-

income bill assistance.>®® The plan includes four key elements:*®

e Beginning in 2012, 10 percent of clients will be certified as eligible fora |
two-year period with the percent certified rising to 25 percent of clients in
2015. Up to 40 percent of participants will be in some phase of two-year
certification by 2016. '

362 We caution that parties should not abandon what could be sound rate design policy for fear of
such potential impacts on low-income customers. There may be other solutions to the problem of
such adverse impacts, if they are shown to be present.

363 See generally Tr. 33-55 and 59-82. N
34 Bxhibit No. B-1 (compilation of written Public Comments).

. 35 Se WUTC v. PacifiCorp, Docket UE-111190, Order 07 11 17-18 and 40-44 (March 30, 2012).

36 1d §17.
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o Agency funding for certifying each client will grow to $65.00, and will
- increase by $2.50 annually through 2016 to $75.00 per certification.

e Benefits to each participating customer will grow by an average of 10
percent, with additional increases of two times the percentage increase of
any future residential general rate increases between 2013 and 2016.

e The Schedule 91 residential surcharge, which funds the Low-Income Bill

Assistance or LIBA program, will increase from $0.55 to $0.63 per
" “month, and the Company will file for an increase (absent a general rate

case filing) annually, areund May 1, to reflect the increased funding
requirements described above. The Schedule 91 surcharge increases will
be applied on an equal percentage basis to all rate schedules. The parties
agree to support the Company’s annual May-1 Schedule 91 filings and that
such 3fgings will be limited in scope to implementing the Five-Year LIBA
Plan.

253 In this case, PacifiCorp proposed specific changes that Mr. Ebert testifies are
consistent with the five-year plan and are supported by the Energy Project.*®® The
plan, as summarized by Mr. Ebert, includes the following elements:

"o As a cost-cutting measure, a percentage of the Company's LIBA recipients
are certified every other year, as opposed to annually. '

e The program provides assistance to additional recipients.

e _The LIBA cligibility certification fee paid to the commumity action
agencies who administer LIBA is incrementally increased.

» Funding for benefits received by LIBA participants is increased on a
percentage basis by twice the amount of any rate increase authorized by
the Commission for PacifiCorp.>®

Mr. Ebert testifies that these changes are implemented via a filing by the Compan’y-
around May 1 of each year during the five-year term of the plan.

367 Appendix B of the Settlement sets forth the rates associated with the Five-Year Plan.
368 Bherdt, Exh. No. CME-1T at 4:15-17.
3 1d at 3:12-19.
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In this case, PacifiCorp's proposed LIBA changes include an increase to the LIBA
tariff, Schedule 17, that is two times the average residential customer increase
proposed in this case the result of which isa proposéd 30 percent increase to the
average LIBA participant benefit.”* Ms. Steward testifies that the Company plans to
file on or about May 1, 2013, to reflect in the Company’s low-income bill assistance
surcharge tariff, Schedule 91, increases related to the changes in the liumbeij of
participants and agency funding. Following a final ofder in this rate case, the
Company proposes to file changes to Schedule 91 as part of the compliance filing to
recover the increase in the participant benefits and any other necessary changes.>”*

Staff supports the Company’s approach to implementing the five-year low-income
bill assistance pla.n.372 Apparently capturing the effect of the lower revenue _
requirement PacifiCorp proposes via its rebuttal testimony, Staff states the participant

benefit will increase by 26 percent, rather than the 30 percent increase based on the

Company’s initial filing that reflected a larger increase in revenue requirement.
Consistent with the requirements of the five-year plan, reflecting a lower increase that
is two times the residential increase determined by the Commission in this order,
results in an increased benefit of approximately 11 percent.’”

Commission Detérmination: While the issue of low-income bill assistance is not -
contested in this proceeding, we call it out for discussion and expressly approve the

Company’s proposal m this case because the matter is critically important and
deserves close attention. As we did in approving the five-year low-income bill
assistance program in 2012, we again commend the parties for their proactive -
endeavors and cooperative behavior in increasing funding to assist those most in

31 14 at 4:3-14; see also Steward, Exh. No. JRS-1T at 2:11-13 (“As a result of this filing and the
five-year plan agreed by parties in the last general rate case, the Low Income Bill Assistance ‘
program would see a 36 percent increase in funding, from $1.7 miltion to $2.3 million.”) and 9:1-

7 (“As required by the stipulation, the Company has applied an increase to Schedule 17 credits

that is two times the average residential customer increase, the result of which is a proposed 30
percent increase to the average LIBA participant benefit.”).

3 steward, Exh, No. JRS-1T at 9:13-18.
372 Staff Initial Brief Y 192-93.
P Id. § 193.
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peed. The Commission’s observation in this connection in its 2012 order bears
repeating:

‘While many customers are adversely affected by an increase in their
electricity rates, we recognize that the customers eligible for the LIBA
program are the most dramatically affected by a rate increase and are
the least capable of absorbing any rate increase in their monthly
income. Accordingly, changes to the LIBA Program that reduce the"
administrative burden of annual certification and increase benefits
should provide welcome respite to participating customers.
Conversely, the increase to the Schedule 91 residential surcharge, eight
cents per month, imposes a minimal burden on the customers funding .
the program.*”

We encourage continued efforts by the Company, Staff, the Energy Project, and
others who recognize the importance of ensuring that low-income customers have
access to the vital services PacifiCorp provides, to find innovative means to provide
it.

J. Prudence Issues

Swift Fish Colléctor, Soda Springs Fish Passage, and Prospect In-Stream
Flow and Automation Project ' :

Mis—Wittiems; testifying for Staffraddresses-the prudence of significant capital
improvements to various hydroelectric projects owned by PacifiCorp. These major
plant additions to rate base are the Swift Fish Collector, Soda Springs Fish Passage,
and Prospect In-Stream Flow and Automation. project. Ms. Williams testifies that the
Company’s acquisitions of the Swift Fish Collector, Soda Springs Fish Passage and
Prospect In-Stream Flow and Automation projects are prudent under Commission -
standards.>" |

M WUTC v. PacifiCorp, Docket UE-111190, Order 07 942 (March 30, 2012).

" 375 geaff witness McGuire presents the specific ratemaking treatment recommended for these

projects. Based on Mr. McGuire’s recommendation, Ms. Williams does not address the prudence
of the Merwin Fish Collector project. Mr. McGuire testifies that the Merwin Fish Collector was
not placed into service prior to the filing of this rate case in January 2013, and therefore the
expenditures on the project are not known and measurable. Exhibit No. CRM-1T at 3:19-22.
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258  Addressing first whether these resources are used and useful, Ms. Williams testifies
that the Soda Springs Fish Passage was placed into service in October 2012. Both the
Swift Fish Collector and the Prospect In-Stream Flow and Automation project began
operation in December 2012.37 All three capital improvements were required by
FERC license. The projects reduce costs to Washington customers by 'enabling the
Company to continue operating the Swift No. 1, North Umpqua Hydroelectric Project
and Prospect facilities, instead of abquiﬁhg more costly replacement resources.

259  Testimony by Mr. Tallman and Mr. McDougal for the Company shows that
PacifiCorp carefully evaluated these projects. In each case, the Compahy conducted a
Relicensihg Cost Analysis to compare the economics of relicensing the associated
hydroelectric projects (i.e., Lewis River in the case of the Swift Fish Collector and

* North Umpqua for the other two projects) relative to decommissioning, which would
make the projects unnecessary. In each comparison, relicensing was the lower cost
option. The projects were required under the new licenses.

260  The Company evaluated each required facility considering multiple design '

' alternatives, which were subject to approval by various government agencies. RFPs
in each case resulted in multiple proposals that were evaluated with respect to the
technical specifications of the project, construction plan and schedules, and
experience of the bidder in constructing similar facilities. The winning proposal was
the highest évaluated bidder that provided the lowest cost bid.

261  Staff is satisfied that PacifiCorp provided through the testimonies of Mr. Taliman and
Mr. McDougal adequate contemporaneous records of its decision-making processes
and supporting analyses with respect to the decisions to construct these facilities.
Although the Board of Directors was not the final decision maker in any of these
matters, the decisions were appropriately made by a senior executive, consistent with
Company policy. '

262 Commission Determination: No party contests the prudence of the Swift Fish
Collector, Soda Springs Fish Passage, or Prospect In-Stream Flow and Automation

96 Williams, Exh. No. JMW-1CT at 7:1-10 (citing PacifiCorp Response to Staff Data Request
251, Confidential Attachmient).
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projects. Staff’s thoroughgoing review provides a persuasive record upon which we
determine the Company was prudent in developing these projects.

FINDINGS OF FACT

263  Having discussed above in detail the evidence received in this proceeding concerning
all material matters, and ﬁaVing stated findings and conclusions upon issues in dispute
among the parties and the reasons therefore, the Commission now makes and enters
the following summary of those facts, incorporating by reference pertinent portions of
the preceding detailed findings:

264 (1)  The Washington Utilities and Transportation Commission is an agency of the
" State of Washington, vested by statute with authority to regulate rates, rules,
regulations, practices, and accounts of public service companies, including
electrical and gas companies.

265 (2)  PacifiCorp is a “public service company™ and an “electrical company,” as
these terms are defined in RCW 80.04.010 and as these terms otherwise are
used in Title 80 RCW. PacifiCorp is engaged in Washington State in the
business of supplying utility services and commodities to the public for

~ compensation. o

766 (3) Paciﬁ%maté’a*ﬁrn"déﬁﬁy—'m'deveroﬁmwiﬁ‘Woilecrotsﬁda—*‘ T

Springs Fish Passage, or Prospect In-Stream Flow and Automation projects.

267 (4  PacifiCorp demonstrates by substantial competent evidence that its current
rates are insufficient to yield reasonable compensation for the electric services

it provides in Washington.

268 (5)  Therecord supports a capital structure and costs of capital, which together
produce an overall rate of return of 7.36 percent, as set forth in the body of this

Order in Table 7.

269 (6)  The Commission’s resolution of the disputed issues in this proceeding,
coupled with its determination that certain uncontested adjustments identified
in Appendices A and B to this Order are reasonable, results in our findings that
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PacifiCorp’s electric revenue deficiency is $16,702,420_, as set forth in detail in
Table 8, in the body of this Order.

270 (7)  PacifiCorp requires relief with respect to the rates it charges for electric:
service and gas service provided in Washington State so that it can recover its
natural gas service and electric service revenue deficiencies.

271 (8)  The parties’ settlement stipulation addressing cost of service, rate spread, and
rate design resolves in the public interest the issues presented. The settlement
stipulation is attachéd to this Order as Appendix C and is incorporated into the
body of this Order by this reference.

272 (9)  Applying the requirements of the five-year low-income bill assistance program
approved in Docket UE-111190 in March 2012 results in an 18 percent .
increase in funding for PacifiCorp’s Low Income Bill Assistance Program,
increasing the benefit per participant by 11 percent.

273 (10) The rates, terms, and conditions of service that result from this Order are fair,
just, reasonable, and sufficient. a '

274  (11) The rates, terms, and conditions of service that result from this Order are
neither unduly preferential nor discriminatory.

CONCLUSIONS OF LAW
275 ‘Having discussed above all matters material to this decision, and having stated |
detailed findings, conclusions, and the reasons therefore, the Commission now makes .
the following summary conclusions of law, incorporating by reference pettinent
portions of the preceding detailed conclusions:
276 (1)  The Washington Utilities and Transportation Commission has jurisdiction over

the subject matter of, and parties to, these proceedings.
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277 (2) PacifiCorp failed to show that the rates it proposed by tariff revisions filed on
January 11, 2013, which were suspended by prior Commission order, are fair,
just or reasonable. These as-filed rates accordingly should be rejected.

278 (3) PacifiCorp carried its burden to prove that its existing rates for electric service
‘and natural gas service provided in Washington State are insufficient to yield
reasonable compensation for the service rendered.

279 (4) PacifiCorp requirés relief with respect to the rates it charges for electric
service and natural gas service provided in Washington State.

280 (5)  The Commission must determine the fair, just, reasonable, and sufficient rates
to be observed and in.force under PacifiCorp’s tariffs that govern its rates,
terms, and conditions of service for providing natural gas and electricity to
customers in Washington State.

281 (6) The costs of PacifiCorp’s investments founci on the record in this proceeding
to have been prudently made and reasonable should be allowed for recovery in

rates.

282 (7) - PacifiCorp should have the opportunity to earn an overall‘rate of return of 7.36
percent based on the capital structure and costs of capital set forth in the body

= —‘Gf”'lﬁ'rSﬁrﬁerjmﬂnding“a'rennmequiW"mrcenmmqume of
49.1 percent.

283- (8)  PacifiCorp should be authorized and required to make a compliance filing to
recover its revenue deficiency of $ $16,702,420 for electrical service provided

© to its customers in Washington.

28¢ (9) The Commission should approve and adopt the parties’ settlement stipulation
addressing cost of service, rate spread, and rate design in full resolution of the

issues presented.

285 (10) PacifiCorp should be authorized to increase in funding for the Company’s
Low Income Bill Assistance Program by 18 percent, which will increase the

benefit per participant by 11 percent.
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286 (11) The rates, terms, and conditions of service that will result from this Order are
fair, just, reasonable, and sufficient.

287 (12) The rates, terms, and conditions of service that will result from this Order are

- neither unduly preferential nor discriminatory.
288 (13) The Commission Secretary should be authorized to accept by letter, with
- copies to all parties to this proceeding, a filing that complies with the
requirements of this Order. '

289 (14) The Commission should retain jurisdiction over the subject matters and the
parties to this proceeding to effectuate the terms of this Order.

ORDER
THE COMMISSION ORDERS THAT:

2900 (1)  The proposed tariff revisions PacifiCorp filed on January 11, 2013, which
were suspended by prior Commission order, are rejected.

291 2) The Commission approves and adopts the parties’ settlemeﬁt stipulation

“addressing cost of service, rate spread, and rate design in full resolution of the
issues presented. The settlement stipulation, attached to this Order as |
- Appendix C, is adopted by prior reference as if set forth in full in the body of
this Order.

2902 (3)  PacifiCorp is authorized and required to increase funding for the Company’s
Low Income Bill Assistance Program by 18 percent, which will increase the
program benefit per participant by 11 percent.

293. (4)  PacifiCorp is authorized and required to file tariff sheets that are necessary and

sufficient to effectuate the terms of this Final Order, including determinations
of a revenue deficiency of $16,702,420 for electrical service. PacifiCorp must
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file the required tariff sheets at least two business days prior to their stated
effective date, which shall be no sooner than December 10, 2013.

294 (5) The Commission Secretary is authorized to accept by letter, with copies to all
parties to this proceeding, a filing that complies with the requirements of this
Final Order.

295 (6)  The Commission retains jurisdiction to effectuate the terms of this Final Order.

Dated at Olympia, Washington, and effective December 4, 2013.

WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION

Aoe

DAVID W. DANNER, Chairman

LTZ, Commisstmer

NOTICE TO PARTIES: This is a Commission Final Order. In addition to
judicial review, administrative relief may be available through a petition for
reconsideration, filed within 10 days of the service of this order pursuant to
RCW 34.05.470 and WAC 480-07-850, or a petition for rehearmg pursuant to
RCW 80.04.200 and WAC 480-07-870.
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APPENDIX A

COMMISSION DETERMINATIONS OF CONTESTED ISSUES
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: Revenue
Adjustment NOI Rate Base Requirement
Actual Results of Operations $33,319,345 | $770,630,103 $37,776,930
3.6 Wheeling Revenue Adjustment ) $78.410 ($126,590)
3.7 Ancillary Revenue WA $325,561 ($525,607)

il 4.1 Miscellaneous General Expense $11,469 ($18,517)
4.2 General Wage Increase - Restatiag ($54.623) $88,188
4.3 General Wage Increase - Pro Forma ($161,084) $260,065
4.5 Remove Non-Recurring Entries ($692,017) $1,117,238
4.8 Insurance Expense ($96,054) $155,075
4.10 Membership & Subscriptions ($1,117) $1,803
4.12 Uncollectible Expense $109,344 ($176,532)
4.13 Legal Expenses ($47,018) $75,909
4.15 O & M Efficiency $678.917 ($1.096,087)
5.1 Net Power Costs-Restating $3,183,434 (5,139,545)
5.1.1 Net Power Costs- Pro forma $10,434,026 - ($16,845,376)
5.2 James River Royalty Offset $630,224 ($1,017,476)
5.4 Colstrip #3 Removal $472,099 | ($8,294,585) (81,747,789 [
6.1 Hydro Decommissioning ($40,283) $77.267 $74,217 |8

Depreciation & Amortization Reserve to June

6.2/6.2.3 2012 Balance ° ' ($12,957,052) ($1,539,617)
6.3 Proposed Depreciation Rates-Expense {$678.010) $1,094,624
6.3.1 Proposed Depreciation Rates-Reserve ($521,546) ($61,973)
6.3.2 Proposed Depreciation Rates-Tax $30,782 $197,931 ($26,177)
7.1 Interest True-up* ) ($83,187) $134,303
1.2 1 Properiy-Tax Expenso— 2620 ety
7.3 Renewable Energy Tax Credit $59,001 . {$95.256)
74 Power Tax ADIT Balance ($7.524.077) ($894,046) ||
7.6/7.6.1 Flow Through Adjustment ($1,128.435) | (89,120,212} $738.114
8.1 Jim Bridger Mine Rate Base Adi. $27,864,469 $3,310,986
8.2 Environmental Remediation ($175,597) ($146,036) $266,143
8.3 Customer Advances for Construction ($159,520) ($18,955)
8.4 Major Plant Additions ($580,513) |  $26,015,529 $4,028,505
8.5/8.5.1 Miscellaneous Rate Base $127.171 | ($21,940,157) ($2,812,345)
8.6 Powerdale Hydro Removal ($203,083) $45,267 $333.249
8.7 Removal of Colstrip #4 AFUDC $17,991 ($387,034) ($75,034)
8.8 Trojan Unrecovered Plant Adjustment ($6.992) $1,139,709 $146,714
8.11 Misc. Asset Sales & Removals $341,291 (8165,138) (8570,624) |§
8.12/8,12.6 | Adi. to June 2012 EOP Balance $19,855,430 $2,359,315
8.13. Working Capital $28,493,964 $3,385,786
9.1 Production Factor ($1,376,333) $462,296 $2.276,974

Total Adjusted Results $49,361,457 | $811,235,561 $16,702,420 [}
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APPENDIX B

UNCONTESTED ISSUES
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Adjustment

Rate Bas

PAGE 110

Revenue
Requirement

Actual Results of Operations

Temperature Normalization

($434,297)

$701,157

Revenue Normalization

$6,191,105

($9,995,326)

Effective Price Change

$2,814,575

($4,544,035)

SO2 Emission Allowance Sales

$530,211

($1,067,999)

($982,912) |3

Renewable Energy Credit and Renewable Energy
Attribute Revenue

($1,357,737)

$2,221,081 ||

Irrigation Load Control Program

$155,201

($250,567) |

Pension and Post-Retirement Curtailment and Date
Change

($661,676)

(8563,394)

$1,001,308

DSM Revenue and Expense Removal

$3,101,221

($5,006,814)

Advertising Expense

6076 |

$9,810

AMR Savings

$633

¢1,022)

Naughton Write-Off

$138,837

($224,198)

BPA Residential Exchange

($4,796,915)

§7.744.454 |}

Washington Low Income Tax Credit

58,543

(813,792) |

Remove Deferred State Tax Expense and Balance

31,745,039

$872,520)

(2;713,629)

WA Public Utility Tax

($554,779)

$879,479

A¥UDC — Equity

$66,536

(8107,421)

Customer Service Deposits

($4;404)

(83,236,612)

($377,479)

Regulatory Asset Amortization
27

($1,948,686)

$1,664,438

$3,343,863

Remove Jim Bridger Impairment Costs

S PacifiCorp removed these costs in Adjustment 4.5, which is contested on other bases.
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BEFORE THE WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION

PROQCF OF SERVICE

DOCKET 130043

1HEREBY CERTIFY That I, as an employee of the Washington Utilities and Transportation Commission at
Olympia, Washington, have served on 12/4/2013 the parties of record in this proceeding a true copy of the following
document(s):

Order 05 - Final Order Rejecting Tariff Sheets; Resolving Contested Issues; Authorizing and Requiring Compliance
Filing

The document(s) was/were mailed to each of the parties of record in this docket. Each envelope was addressed to the
address shown in the official file, with the required first class postage, and deposited on this date in the United States mail

in the City of Olympia, County of Thurston, State of Washington.
i @m_,, Jov

Lisa Wyse, Supen(ly Records ﬁJ;ad Tariff
Section

PARTIES OF RECORD AND OTHERS RECEIVING NOTICE

SERVED BY MAIL:
sWallace, Sarah K.,' Pacific Power & Light Company, 825 NE Multnomah, STE, 1800, Portland, OR, 97232

-~ ,'Boise White Paper, L.L.C., Boise White Paper Holdings, L.L.C., PO Box 50, Boise, ID, 83728
. "'. :Webef Joshua D., Davison Van Cleve, PC, 333 S.W. Taylor, STE, 400, Portland, OR, 97204
- Purdy, Brad M, 2019 N. 17th St., Boise, ID, 83702

. -:'-‘V:'_Dawson, Melinda, Davison Van Cleve, 333 S.W. Taylor, STE, 400, Portla.nd, OR, 97204

" Gafken, Lisa W, Office of the Attorney General, 800 Fifth Avenue, STE, 2000, Seattle, WA, 98104-3188

/" McDowell, Katherine, McDowell Rackner & Gibson PC, 419 SW 11th Avenue, STE, 400, Portland, OR, 97205
waell ‘Jesse B, Davison Van Cleve, 333 SW Taylor, STE, 400, Portland, OR, 97204
R 'I‘he Energy Project (2), The Energy Project, 3406 Redwood Ave., Bellingham, WA, 98225

o - Cedarbaum, Robert D, WUTC, PO Box 40128 Olympia, WA, 98504-0128

" NOTIFIED BY E-MAIL:
Ball, Jason, jball@utc.wa.gov
" Watson, Stepany, swatson@utc.wa.gov
Hahn, Roger, thahn@wutc.wa.gov
‘White, Kendra, kwhite@utc.wa.gov
‘Wallace, Sarah K., Pacific Power & Light Company, sarah.wallace@pacificorp.com
Buckley, Alan, ABuckley@utc.wa.gov
- Maxwell, Amanda, amaxweli@utc.wa.gov
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Kem, Cathy, ckem@utc.wa.gov
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o Gomez, Dav1d, dgomez@utc wa.gov
- :Reynolds Deborah, dreynold@utc wa.gov
-+ Moss, Dennis, dmoss@utc.wa.gov
LT Holman, Donna, dholman@utc.wa.gov
. ©"" Keating, Edward, ekeating@utc.wa.gov
: Elgm, Ken, kelgin@utc.wa.gov
. Anderson, Kim, kanderso@utc.wa.gov
T ' Gross Krlsta, kgross@utc wa, gov
- Wyse, Lisa, lwyse@uto.wa.gov
o . Holldway, Lynda, Ihollowa@utc.wa.gov
= Meehan, ‘Marilyn, mmeehan@utc.wa.gov
' o - Haxmlton, Mehssa, mhamilto@ute.wa.gov
e Foisy, Michael, mfoisy@utc.wa.gov
- Moen, Nancy, nmoen@utc.wa. gov

- Cames Rae Lynn, rearnes@utc.wa.gov
. Pearson, Rayne, rpearson@utc.wa.gov
Kouchi, Roger, rkouchi@utc.wa.gov
_Martin, Roland, rmartin@utc.wa.gov
Wallace, Sharon, swallace@utc Wwa. oV
i ) ng, Steve, sking@utc.wa. gov
B ohnson, Steven, sjohnson@utc. wa.gov
- Z__aw1s1ak, Tim, tzawisla@utc.wa.gov
S Scho.ol_ey, Tom, tschoole@utc.wa.gov
.. Novak, Vanda, vnovak@utc.wa.gov
. "'P‘éul, Susie, Spaui@utc.wango‘?

I McCloy, Lauren, LMcCloy@ute. wa.gov
MéGuire, Chris, cmcguire@utc. wa.gov
_ Russell, Eric, erussell@utc.wa.gov
Zakai, Yochi, Yzakai@utc. wa.gov
?A » Weber, Joshua D., Davison Van Cleve, PC, jdw@dvclaw.com
" Andrews, Atny, aandrews@utc. wa.gov
. . Purdy, Brad M, bmpurdy@hotmail.com
T Davxson, Melinda, Davison Van Cleve, mjd@dvclaw.com
Gafken, Lisa W Office of the Attorney General, lisa. gaﬂ&en@atg Wwa.gov
' McDowell, Xatherine, McDowell Rackner & Gibson PC, katherme@mcd—law com
e ‘Cowe]l Jesse E, Davison Van Cleve, jec@dvclaw.com

" Cedarbaum, RobertD WUTC, bcedarba@wutc wa.gov
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