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I BACKGROUND

PacifiCorp has approached the Commission to seek a waiver of its competitive
bidding rules in order to pursue the purchase of the Chehalis Power Generating Plant, a
500-MW gas-fired combined-cycle generating plant located in Chehalis, Washington,
which came on-line in 2003.! The Commission allows a waiver of its competitive
bidding rules if the offer in question is “a time-limited resource opportunity of unique
value to customers.” PacifiCorp argues that this transaction meets these criteria citing:
(a) a limited exclusivity agreement signed with the facility’s owner Suez Energy North
America (Suez) and (b) analyses which show that acquiring the plant this year as
compared to the purchase of a new Combined-Cycle Combustion Turbine (CCCT) in
7012 has estimated benefits to ratepayers ranging from $142 million to $197 million over
a 20-year period.

The Commission, acting upon the request of the Northwest and Intermountain
Power Producer’s Coalition (N IPPC),’ has asked Boston Pacific Company, Inc. to
conduct a limited review of the evidence offered for and against the requested waiver.
The purpose of this report, then, is to offer our opinion as to whether or not this
transaction does indeed represent a “time-limited” opportunity of “unique value”, and
therefore, warrants a waiver of the Commission’s competitive bidding guidelines.

1L ANALYSIS OF KEY COSTS AND BENEFITS

As always, we take as a given that the Commission’s goal is to get the best deal
for Oregon ratepayers in terms of price, risk, reliability, and environmental performance.
Therefore, we approach this task by asking the following question, “is the offer presented
here likely to be a better deal than ratepayers would get in an open procurement,
specifically the 2008 All Source RFP?” Put another way, would it be in the ratepayers’
best interest to deny this waiver and wait to see if the results of an open procurement can
provide a better offer?

NIPPC is correct when it notes that it is difficult to predict what sort of offers will
come through a procurement, especially one so open-ended as the 2008 All Source RFP.
Fortunately, the Company conducted an RFP for baseload resources (the 2012 RFP) over
just this past year. The bids resulting from the 2012 RFP provide the core evidence for
answering the questions of (a) what might be reasonably expected from the next RFP and
(b) whether the Chehalis deal has “unique value”. Detailed information on those bid
results can be found in Confidential Attachment A.

We think this focus 1s appropriate
because: (a) PacifiCorp, according to its IRP analysis, will require resources to serve

! See PacifiCorp Confidential Testimony of Gregory N. Duvall (April 11, 2008) at page 2.
2 See Oregon Public Utility Commission Order No. 06-446 (August 10, 2006) at page 4.
3 See Comments of Northwest and Intermountain Power Producer’s Coalition (May 14, 2008) at page 11.
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future needs, (b) the only other viable technology type available to serve baseload needs
would be coal-fired units, (c) there is great uncertainty surrounding the viability of new
coal facilities, as evidenced by the Company’s own termination of it’s Benchmark
proposals in the 2012 RFP, and (d)

A. Discussion of Key Costs and Benefits

f the proposed transaction is the capacity price

coincidentally, this is roughly the same range of prices that the Company used in its
analysis of the cost savings of the Chehalis offer.

Looking at Attachment A

NIPPC legitimately notes that the existing Chehalis plant might have a shorter
operating life than a new plant since it came on line five years ago. Typically the way

that assets of unequal lives are com ared is to compare cost annuities.

Certainly the seller of the Chehalis plant is aware of market conditions. and
PacifiCorp’s offer was to some extent the best offer it could get.
Therefore, we can conclude that
this capital cost advantage must be offset to some extent by some potential cost
disadvantages to the plant. The question is, are these drawbacks enough to offset the
significant savings in capital costs? In our opinion, there are seven key components that
require consideration.

1. Timing of the Purchase

Through its analysis in its IRP planning process, PacifiCorp has concluded that it
will need capacity within the next few years. It has used this conclusion as a requirement
for offers in the 2012 and 2008 All Source RFPs, which solicit supply beginning June 1,
2012. The Chehalis plant would be acquired almost four years in advance of this date.
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As pointed out by NIPPC, PacifiCorp’s own analysis shows that this early
acquisition increases cost to ratepayers; that is, in these years (i.e. prior to 2012) it would
be less expensive to supply ratepayer needs predominately from market purchases. From
the acquisition of the plant through 2011 the Chehalis facility would increase costs by
about as compared to waiting to purchase a new CCCT in 2012. While the
plant offers some benefits (in the form of reduced long-term contracts and Front Office
Transactions and revenue from sales of power) those benefits are, on balance, wiped
away by the cost of fuel, capital, and O&M at the plant. Since the methodology for the
market price forecasts is consistent with the IRP, we believe that the Company’s
calculation of these offsetting costs prior to 2012 can be seen as being reasonable.

2. Transmission

The plant is interconnected and integrated into the Bonneville Power
Administration’s (BPA) transmission system. As part of the transaction, the Company
would have wheeling agreements for 600 MW which will allow it to utilize the plant by
bringing power from the Chehalis facility to the PacifiCorp West (PACW) area.

Because there is so little information on this issue, we cannot yet say whether the
Company’s assertions are valid. Because this is such an important cost component we
think that it would be appropriate for the Company to be required to provide more
detailed documentation. This documentation should include; (a) proof of the existing
point-to-point arrangement, (b) proof of the new proposed wheeling agreements, (c)a
description of the original rationale for extending the existing arrangement, and (d) a
detailed description of how the new agreements remove the need for the current
agreement.
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Chehalis facility would help fulfill this need. If for some reason this new transmission
line was delayed or cancelled, this could weigh against cost recovery for Chehalisin a

future prudence review.
3. Natural Gas Prices

NIPPC points out that natural gas prices at the Chehalis plant may be higher than
prices at a facility with a different location which may bid into an upcoming RFP. In
order to test whether this assertion was correct we reviewed historical day-ahead prices at
the Huntingdon/Sumas (Sumas) hub (the hub from which the plant takes gas delivery)
and the Opal hub. We chose the Opal hub for two reasons: first, it is located in the Rocky
Mountain Basin, which is not only a source of cheap supply but also in the general area
and second, because it is a liquid market with a

lengthy trading record, so longer-term comparisons are possible.

We looked at the average day-ahead price for the two markets from July, 2001
through the end of 2007. The average price for gas at each hub, averaged by year, is
shown in the table below.

TABLE ONE
AVERAGE DAY-AHEAD GAS PRICES BY YEAR

Hub Average Price (3MMBtu * .
2001 2002 2003 2004 2005 2006 2007 Period
Huntingdon/Sumas | $2.22 $2.70 $4.72 $5.19 $7.45 $6.03 $6.51 $5.19
Opal $2.12 $1.95 $4.36 $5.25 $7.28 $5.42 $4.06 $4.51
I Difference [ s0.10 | $0.75 I 3036 | -$0.06 [ $0.17 | 80.61 I 7$245 | $0.67 i

* 2001 only includes July through December
Source: ICE

Gas at the Sumas hub has, in recent years, been more expensive than gas at the
Opal hub. Over the past several years the average difference between the two hubs was
about $0.67 per MMBtu. It is important to note that this difference has hardly been
constant over the years. Prior to 2006, the hubs were actually rather similar in price. In
2007, the gap between the two hubs reached over $2 per MMBtu. A more detailed view
of the differences between these hubs can be seen in Attachment B, which shows
monthly average prices for the July 2001 to January 2008 time period.

The difference between the cost of gas at Chehalis and at a potential new plant,
which likely could draw supply from the Rocky Mountain Basin, could have real impacts
for ratepayers. A hypothetical 500 MW plant with a 40% capacity factor (the percentage
of actual plant output versus total possible output) and a 7 ,000 btw/kWh heat rate would
spend about $12.26 million more per year in fuel costs for every one dollar cost increase
in the price of gas. Furthermore, the additional cost would result in the plant being run

less often.
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There is little to document the prices that the Company used for fuel inputs in its
analysis.

Because this component could have measurable impacts on the cost and use of a
facility we think that the Commission should require to Company to further document the
assumptions used surrounding gas prices. Specifically the Company should: (a) confirm
which price points they used to determine fuel costs for the Chehalis plant and for the
proxy CCCT and (b) provide the fuel price forecasts that were used in the modeling
process for these two facilities, along with explanations for how it derived the forecasts.
If the Company used a price point for Chehalis different from the Sumas point it should
explain why it did so. The Company should also provide its view on whether the 2007
gap between Sumas and Opal prices was an aberration or a portent for the future.

4. Heat Rates

Another potential drawback of the Chehalis plant, as compared to a new facility,
is that a new facility could be more efficient in its use of fuel. This efficiency would be
reflected in a lower heat rate, and would result in lower fuel costs being passed on to
ratepayers.

5. Operating and Maintenance Costs

A fifth potential drawback to the facility is that its fixed and variable operations
and maintenance (O&M) costs might be higher than those of prospective bidders.

to be a reasonable assumption, since that facility is roughly similar in age to Chehalis and
Chehalis will be operated and maintained by the Company in, we assume, a similar
manner. We would request however, for the sake of completeness, that the Company
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also produce the actual historical O&M costs for the Chehalis facility along with an
explanation of any difference between these costs and the Company’s assumptions.

6. Age of the Plant

NIPPC notes correctly that the plant has already been in operation for five years.
With this purchase, PacifiCorp would be buying a facility with roughly 30 years of useful
life left, versus about 35 years for a new CCCT. PacifiCorp does take this into account in
its analysis. The annual fixed costs of each facility are calculated on a real-levelized
basis, a variation of our annuity method above. Each cost is converted into a levelized
payment, adjusted for inflation, and spread out over the life of the asset. This has the
effect of allowing comparisons of assets of different ages and assures that short-term
assets are not overvalued relative to long-term assets.

We do note, as NIPPC pointed out, that the plant did have a major outage in 2006.
However, in other years the facility had an availability of 92% or higher. We have no
way of knowing, with the information at hand, whether the plant’s problems will reoccur.
Certainly, if the Company failed to perform proper mechanical due diligence on this asset
they can be held accountable in a future prudence review.

7. Dispatch Patterns & Location

Therefore, any drawbacks to the location of the plant are included in the analysis.

4 Note that the O&M costs in Attachment A are for the start of the contract, typically June 2012. Our
estimated ranges include a rough discounting of these costs, using a 3% discount rate (a rough proxy for the
CPI), to make them comparable to the 2008 costs used for Chehalis.
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B. Comparison of Cost Versus Benefits

As noted above, the question remains whether these possible cost disadvantages
that have been noted outweigh the clear capital cost advantage from the Chehalis
purchase. The only real way to assess these costs and benefits is with sophisticated
modeling that can weigh all of the competing impacts. PacifiCorp has done that and it 18
important to see that it has done so with models used for the 2007 IRP.

With its modeling, PacifiCorp found that there are net benefits — net cost savings -
- for its acquisition of the Chehalis plant as compared to a hypothetical combined-cycle

It is important to note that the Planning and Risk (PaR) and Capacity
Expansion (CEM) models used by the Company (a) account for all of the seven possible
disadvantages noted above through projecting optimal dispatch on PacifiCorp’s system
over time and (b) assess changes in future market conditions. The PaR model assesses
changes in gas prices, wholesale market prices, loads, thermal outages and hydroelectric
generation levels.

Assuming that the Company used reasonable inputs to its models, it seems fair to
say that that the Chehalis plant appears to provide a net benefit to ratepayers over a new
facility in 2012. Note that, as mentioned above, we would still recommend that the
Commission obtain and examine more details concerning Company assumptions about
gas prices, O&M costs and transmission contracts before granting the Company’s waiver
request.

Additionally, we note that the Industrial Customers of Northwest Utilities (ICNU)
has inquired as to whether PacifiCorp has analyzed this transaction using a different
model (the GRID model, used for ratemaking purposes). We think it would be useful to
examine the output of this model to see how it compares with the analyses here. We note
that because of the short-term nature of the GRID model and the longer-term estimated
benefits to this transaction, the analysis may not show a benefit.

C. Additional Risks to Ratepayers

Something noted by the Company is that the Chehalis purchase lowers risk to
ratepayers relative to the purchase of a new-build facility, specifically the risks inherent
in new construction. The current construction market is characterized by steep increases
in the prices of commodities and labor. Prices are rising to such a degree that it is hard
for developers to obtain fixed quotes on key pieces of equipment. PacifiCorp’s 2012 and
2008 All Source RFPs attempt to account for this risk by allowing bidders to index up to
40% of their capital cost to public cost indices. If a utility plant is building the plant on a
cost-plus basis, the risk for cost overruns is even higher.

Even under less extreme market conditions the construction of a new facility is a
major undertaking that can be prone to delays. The fact that the Chehalis unit is existing,
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operational, and integrated into the transmission system is, in our opinion, a major
positive consideration when evaluating this waiver request.

III. POLICY POINTS

There are three broader policy points which should be drawn out as the waiver
request is considered. These points have to do with the nature of this waiver request and
the policy impact of this transaction on future RFPs.

First, we agree with PacifiCorp this waiver request is not, and should not be, a
substitute for a full prudence review.” If PacifiCorp was found later in a prudence review
to have been fundamentally wrong in its assessment of the offsetting costs we discussed
above, that would weigh against prudence and cost recovery. Indeed, for purposes of
cost recovery we suggest that PacifiCorp be held, within some reasonable bounds, to its
assumptions made here as if it was offering a pay-for-performance PPA. This would
serve to further reduce risks to ratepayers.

Second, this waiver request may have something to tell us about PacifiCorp’s
RFP design for future procurements. We cannot say for sure why Suez decided to offer
Chehalis in a transaction outside of the 2012 RFP. One possible explanation is that Suez
wished to sell the plant sooner than the June 1, 2012 start date that PacifiCorp was
requiring in that RFP.

We understand why PacifiCorp would want to limit resources to a 2012 start date;
indeed, as noted above, its own analysis shows increases in costs to ratepayers from 2008
through 2011 with the Chehalis acquisition. However, its analysis also shows that there
are net savings to ratepayers from this transaction over the longer term. If PacifiCorp had
been more accommodating in its RFP design, then this offer may have come through the
RFP process instead. Therefore, we would recommend that, for future RFPs, PacifiCorp
make sure to include a process by which existing resources can be offered immediately,
even if the actual required start date is for a later year.

Third, it is important to see that this waiver will have an effect on future RFPs and
the effect is likely to be negative. This will be another major resource owned by
PacifiCorp rather than by a competitor, as well as a resource chosen outside the bounds of
competitive procurement. Resource owners see that, if they wish to sell their asset, they
can simply approach PacifiCorp directly without going through the rigors of competitive

3 See PacifiCorp’s Reply Comments {May 21, 2008) at pages 2-5.
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procurement. Through this they avoid being matched directly against competitors, can
avoid many of the requirements inherent in an RFP (including requirements designed to
protect ratepayers), and can obtain special privileges (e.g. selling off an asset four years
before they otherwise could).

IVv. CONCLUSION

Boston Pacific strongly prefers choosing resources through competitive
procurement and having more competitors in the market. However, our top priority is
getting the best deal for ratepayers in terms of price, risk, reliability and environmental
performance. Given Chehalis’ obvious benefits in capacity cost, risk mitigation and
given the fact that those benefits are not clearly wiped away by its disadvantages, we
think that it is reasonable to grant the Company’s waiver request, subject to our review of
the information below. More specifically, based on what we saw in the 2012 RFP, we
cannot conclude that denying the waiver, in the hope of being able to select a better offer
in the upcoming RFP, is in the best interest of ratepayers.

Prior to granting the waiver request we would recommend that the Commission
request the following documentation. We will then review the documentation and
provide a brief supplementary report.

e PacifiCorp should provide more detailed documentation concerning the
transmission component of its analysis. This documentation should
include; (a) proof of the existing point-to-point arrangement, (b) proof of
the new proposed wheeling agreements, (c) a description of the original
rationale for extending the existing arrangement, and (d) a detailed
description of how the new agreements remove the need for the current
agreement.

e PacifiCorp should confirm the gas prices that it used to determine fuel
costs for the Chehalis plant and for the proxy CCCT and provide the fuel
price forecasts that were used in the modeling process for these two
facilities, along with explanations for how it developed the forecasts. If
the Company used a price point for Chehalis different from the Sumas
point it should explain why it did so. The Company should also provide its
view on whether the 2007 gap between Sumas and Opal prices was an
aberration or a portent for the future.

e The Company should produce the actual historical O&M costs for the
facility along with an explanation of any difference between these costs

and the Company’s assumptions.

e The Company should provide an analysis of the transaction using the
GRID model.
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Additionally, we would make the following recommendations going forward.

e In future RFPs the Company should explicitly accommodate potential
offers from existing assets with start dates prior to the identified need.

e PacifiCorp should be held, within some reasonable degree, to the
assumptions it has made concerning the plant in a future prudence review
as if it was offering a pay-for-performance PPA.

We should note, too, that going forward with the Chehalis acquisition does not
preclude taking a good offer from the upcoming RFP because substantial need for
capacity still exists even if the Chehalis offer is accepted. In the 2008 All Source RFP,
Staff computed the Company’s need for the 2012 to 2016 time frame as being between
about 1,100 to 2,000 MW. We also note that the 2012 RFP process is ongoing, and
resources may be acquired through that process as well.
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ATTACHMENT A
BID RESULTS FROM 2012 RFP
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ATTACHMENT B
MONTHLY AVERAGE GAS PRICES FOR
HUNTINGDON/SUMAS AND OPAL HUBS
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