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I. INTRODUCTION

Pursuant to Administrative Law Judge (ALJ) Lisa Hardie's Ruling on March 12, 2012,

Northwest Natural Gas Company ("NW Natural" or the "Company") submits this Posthearing

Brief to the Public Utility Commission of Oregon ("Commission"). The Company previously filed

a Prehearing Brief that summarized the issues that have been resolved in this case and the

parties' positions and supporting evidence on the issues that remain for Commission resolution:

return on equity (ROE); Staff's proposed adjustment to cost of capital for an interest rate hedge

loss; recovery of costs associated with the Company's environmental remediation activities;

recovery of pension costs; prudence of the Mid-Willamette Valley Feeder; and amortization of

certain deferred tax balances. This Posthearing Brief provides additional discussion of the

issues that remain for Commission resolution based on testimony at the hearing held on August

23, 2012 and the arguments raised in the parties' prehearing briefs.

11. DISCUSSION

A. The Company's Earnings Should Not Serve as a Justification for the Disallowance
of Prudently-Incurred Costs.

Throughout this case, the charge of NW Natural overearning became a mantra,

repeated in Staff and intervenor testimony, briefs, and at hearing. NW Natural has been

accused of "chronically overearning" and of "extensive and obvious over-earning."' Indeed, the

term "overearning" appears 15 times in CUB's Prehearing Brief in the first ten pages alone. In

addition to the suggestion that the Company has somehow transgressed the regulatory

compact, the Company's overearning was the consistently-echoed justification for why the

Company should not recover prudently-incurred costs. For instance:

Staff and CUB both suggest that the Company should not recover its excess
pension contributions because of the strength of its earnings.2 CUB even goes
so far as to state that the Company could have used excess earnings to make

CUB's Prehearing Brief at 8.
2 Id. at 25-26; Staff's Prehearing Brief at18.
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pension contributions but instead, just "pocketed the over-earnings."3 This is a

curious accusation given that the Company did, in fact, use investor funds to

make the pension contributions.

• Staff and CUB argue that the Company should not be allowed to recover its

increase in deferred taxes due to the 2009 state tax change because it was

overearning during some of the relevant periods.4

• NWIGU and CUB argue that the overearning is a reason why the NW Natural

should not be allowed to recover 100 percent of its prudently-incurred

environmental expenses.

In order to assess the credibility of these positions, it is first important to establish the

extent of the Company's overearning. The relevant calculations are shown on charts found in

NWN/1800, Anderson/5, Staff/200, Johnson/4, and discussed in the opening testimony of Staff

witness Nick Cimmiyotti at 6. Here are the facts:

NW Natural has eight years of reported earnings since its last rate case-2003 through

2010. Even including weighted average cost of gas (WACOG) gains and losses,5 in four of

those years, the Company under-recovered its authorized ROE. Again: the Company under-

recovered its authorized ROE in four out of the last eight reported years. In one year, the

Company earned at its authorized ROE. And in three years, the Company earned above its

authorized ROE. That is it. Three years. It is hard to square these undisputed facts with the

overheated rhetoric offered in this case—particularly that sponsored by CUB.

Second, it is important to establish the impact this overearning has had on the

Company's operating income. Including WACOG gains, according to Mr. Cimmiyotti, the

Company earned above its authorized ROE by approximately $20 million. Excluding WACOG

gains, the Company's earnings above ROE amount to less than $5 million dollars. While those

dollars are not insignificant, they are hardly enough to cover the Company's pension

contributions, environmental remediation, and increase in deferred taxes all at the same time.

3 CUB Prehearing Brief at 26.
4 Id. at 40.
5 NW Natural believes that it is more appropriate for the Commission to view earnings without WACOG
gains and losses. NWN/1800, Anderson/4, lines 8-14
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Moreover, in viewing these facts, it is important to recall that the effects of the

Company's excess pension contributions do impact the Company's earnings. So, the earnings

do not take into account those significant costs to the Company. Similarly, the earnings do not

reflect the Company's very significant environmental remediation expense. In short, while they

tell an important part of the Company's financial story, they do not tell the whole story.

NW Natural is not claiming that its earnings have been meager—only that, contrary to

the parties' suggestions, they have not been inappropriately high. Claims of extensive and

obvious overearning just do not match the facts. More importantly, NW Natural is concerned

about the unspoken implication that utilities should be punished for achieving healthy earnings.

Achieving authorized earnings demonstrates efficient Company management and accrues to

the benefit of utility customers through reduced expenses in the next rate case. For an example

of this benefit, the Commission need look no farther than the number of full-time equivalent

employees (FTEs) that will be recovered in the case. In 2005, NW Natural employed 1,275

FTEs. In this case, the Company proposed recovery of 1,095 FTEs,6 and the parties have

settled on the issue of FTEs. So while the Company's management between rate cases

contributed to its earnings, customers are reaping the benefit now. And, of course, good

management translates into lower debt and equity costs for customers as well.'

B. The Company's Request of a 10.2 Percent ROE Should Be Granted.

In its testimony and prehearing briefing, NW Natural has established the reasonableness

of its requested 10.0 percent ROE. The request is supported by Dr. Hadaway's discounted

cash flow (DCF) models and by qualitative factors, including current capital market conditions

and NW Natural's unique business risks.

6 NWN/3400, Sohl/3, lines 6-8.
NWN/1800, Anderson/5, lines 6-18.
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1. Considerations of Reasonableness and Comparability Support the
Company's ROE Request of 10.0 Percent.

At hearing, the Company offered Exhibit NWN/4322, the Company's testimony in Docket

UG 152, where the Commission authorized the Company's current ROE. In that case, the

Company requested a conservative ROE, near the bottom of Dr. Hadaway's quantitative range:

Based on my quantitative analyses, I estimate the fair ROE range at 11.2%-
12.1 %, with amid-point of 11.65%. From these quantitative results and my
review of the current market, industry and company-specific factors discussed in
the remainder of my testimony, I can recommend the point estimate of 11.3%
that was selected by the Company from within this range for use in the present
case. This estimate is supported by the most conservative of my DCF results,
obtained from the two-stage and constant growth version of the DCF model. My
recommendation, in the lower part of the DCF range, also gives consideration to
the Company's and other parties' efforts to ̀ narrow the gap' among their ROE
recommendations.$

The Company interpreted the results of its DCF models through filters of reasonableness,

comparability and gradualism, requesting and ultimately accepting through settlement an ROE

below that suggested by DCF model results. The final result, an ROE of 10.2 percent, was also

well below then-current average allowed ROEs, as Staff notes in its direct testimony.9

In this case, the Company has applied these same equitable filters in requesting an ROE

that is near the top of Dr. Hadaway's quantitative DCF range and slightly above recent average

allowed ROEs for natural gas companies. In Docket UG 152, the Company considered and

moderated relatively high DCF model results and average allowed ROE awards in its ROE

request; in this case, the Company consistently and symmetrically considered and moderated

relatively low DCF model results and average allowed ROE awards in its ROE request.

In contrast, Staff's testimony ignores these considerations and implies that consistency

requires the Commission to deviate downward from average allowed ROE results in this case,

as it did in Docket UG 152.10 Staff testifies that a "comparable" ROE in this case would be 79-

$ Exhibit NWN/4322 at 3-4.
9 Staff/1300, Storm/65.
~o Id.
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39 basis points below current average allowed ROEs." In this manner, Staff attempts to justify

the fact that its ROE recommendation is more than fifty basis points below the 2011 average

allowed ROE of 9.92 percent for natural gas utilities.

Under ORS 756.040, the charge of the Commission is to set a reasonable ROE that is

commensurate with what an investor could earn in a company with comparable risk.

Reasonableness and comparability dictate the balanced approach applied by the Company in

this case and in Docket UG 152, and the Company's ROE request of 10.0 percent. These

concepts do not support the uniform "deviate downward" approach suggested by Staff in

support of its 9.4 percent ROE recommendation.

2. Staff Supports Its Low ROE Recommendation Through Inaccurate
Arguments in Its Prehearing Brief.

Staff's prehearing brief in this case submits several inaccurate arguments in support of

Staff's low ROE recommendation.

First, Staff argues against any consideration of Dr. Hadaway's constant growth DCF

analysis.12 Citing the Commission's orders in Dockets UE 115 and UE 116, Staff asserts that

the Commission has broadly rejected the constant growth DCF model.13 Staff argues that

these cases require the Company to demonstrate the presence of "industry stability" before the

Commission will consider this version of the DCF model. Staff then cites to Dr. Hadaway's

testimony regarding capital market instability to argue that the Company has failed to make the

requisite showing.14

There are several serious problems with Staff's analysis. Most notably, the

Commission's rejection of the constant growth DCF model in Dockets UE 115 and UE 116 was

tied to electric industry restructuring, applied to electric utilities, and referenced the need to

11 
~d.

12 Staff's Prehearing Brief at 2.
'3 Id.
~a Id.
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demonstrate electric "industry stability"—considerations which are inapposite to NW Natural, a

natural gas utility.15 In addition, Staff incorrectly characterizes the Company's testimony on

capital market instability as testimony on the instability of the natural gas industry. Staff also

omits reference to Docket UE 180, where the Commission relied upon an ROE recommendation

based on the constant growth DCF model,16 subsequent to the orders cited by Staff.

Second, Staff alleges that the Company made an "outboard" adjustment of 30 basis

points to support its 10.0 percent ROE request, wrongly implying that 9.7 percent is the top of

Dr. Hadaway's range of quantitative DCF results." In fact, Dr. Hadaway's constant growth DCF

model with GDP growth rates produced a median ROE of 10.3 percent in his direct testimony

and 10.1 percent in his surrebuttal update. By pretending that these results do not exist, Staff

compounds its error in failing to provide its own constant growth DCF analysis and in completely

discounting NW Natural's constant growth DCF results. Staff also fails to give any consideration

to Dr. Hadaway's alternative approach to Staff's "P/E Model," which produced a median ROE of

10.6 percent by shortening the time horizon in the model to capture current market conditions.18

Third, Staff argues that Dr. Hadaway's DCF growth rate of 5.7 percent is overstated as

compared to Staff's own growth rates, ranging from 4.51 percent to 5.14 percent.99 But, Staff

fails to acknowledge that its original ROE recommendation in this case was based upon a GDP

growth rate of 5.48 percent.20 Without explanation, Staff changed the methodology used to

determine its long-term growth rate in rebuttal testimony and reduced the rate to 5.14 percent.21

15 In disregarding the results of the parties' constant growth DCF models in Order Nos. 01-777 and 01-

787 in Dockets UE 115 and UE 116, the Commission questioned the model's applicability in light of the

ongoing restructuring of the electric industry. The Commission then noted that "[p]arties are free to use
the single-stage version of the DCF method in future dockets, but they will be required to show the

required industry stability is present."
16 In re Portland General Electric, Docket UE 180, et al., Order No. 07-015 at 46-47 (Jan. 12, 2007).

"Staff's Prehearing Brief at 3.
'$ NWN/3200, Hadaway/6, lines 8-23.
19 Staff's Prehearing Brief at 4, 6-7.
20 Staff/1300, Storm/64, Table 9.
21 Staff/2200, Storm/18, Table 3.
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While Staff is critical of Dr. Hadaway's 5.7 percent growth rate, this rate is only 22 basis points

higher than Staff's original long-term growth rate in this case. Dr. Hadaway's growth rate is also

consistent with Value-Line's most recent growth rate of 5.65 percent, the growth rate Mr. Storm

applied in the first stage of his DCF 
models.22

C. The Commission Should Reject Staff's Proposed Disallowance Regarding NW
Natural's Interest Rate Swap.

In 2007, NW Natural entered into an interest rate swap intended to lock in a target

interest rate for an upcoming debt issuance. The Company requested and received approval

from the Commission to enter into the interest rate swap, and complied with all of the conditions

set by the Commission for the swap. Unfortunately, shortly after NW Natural entered into the

swap, the financial crisis hit, disrupting the historical correlation of AA utility bond rates and the

swap rate, upon which the hedge was based.

Staff has come up with several theories why it believes that the swap was imprudent and

why therefore shareholders should be required to bear a portion of the loss. These reasons

shifted and morphed over the course of the case, as Staff revised some of its justifications on

cross-examination, and retracted one altogether. In the end, none of Staff's justifications for its

proposed disallowance is convincing. On the contrary, it appears that Staff simply wishes to

penalize the Company for a loss that could not have been foreseen or prevented. As such,

Staff's position is contrary to Commission policy and should be rejected.

1. Staff Agrees with NW Natural as to the Intent of the Swap and the Reason
that It Did Not Perform as Intended.

NW Natural has described the workings of the swap in previous testimony and will not

repeat that information here.23 However, several important points were confirmed at hearing on

the cross-examination of Staff witness, Matt Muldoon.

ZZ NWN/3200, Hadaway/9-10; Staff/1300, Storm/57.
23 See NWN/2000, Feltz/6, lines 5-22.
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First, Mr. Muldoon agreed with NW Natural that the intent of the interest rate

swap is not to make money or to lose money, but rather to lock in a target
interest rate for an issuance.24 Thus, if interest rates go down after the swap is

entered, the Company will pay the lower interest rate—but the swap payment to

the counterparty will bring the total cost to the target rate.25 Conversely, if
interest rates go up after the swap is entered, the Company will pay the lower

interest rate on the debt issuance—but its swap payment from the counterparty

will bring the total cost to the target rate. As such, the point of the swap is to
render the Company indifferent as to whether interest rates rise or 

fa11.26

Second, Mr. Muldoon also agreed with NW Natural that the swap's effectiveness

relied on a close correlation between the swap rate and the AA bond rate. In
other words, had those two rates remained in close correlation, the hedge would

have performed as intended and the loss at issue in this case would not have

occurred.27

Third, Mr. Muldoon agreed with NW Natural that the swap rate and AA utility

bond rates have moved in close correlation since 1991—which is as long as the

swap rate has been tracked by market observers.28 Thus, Mr. Muldoon

confirmed Mr. Feltz' testimony in which he explained that the relationship

between the AA utility bond rate and the swap rate departed from each other for

the first time in history only during the financial crisis.29

Thus it became clear at hearing that Staff and NW Natural agree upon the intent of the

hedge as well as the reason why the hedge did not operate as intended—that is, the

unprecedented "unhooking" of the swap and AA utility rates. Nevertheless, at hearing Mr.

Muldoon continued to claim that the hedge was imprudent. However, his answers on cross-

Oexamination and in response to questioning from ALJ Hardie significantly undercut his position.

a. Staff's Criticisms of NW Natural's Analysis of the Hedge Are
Unfounded.

The primary reason Staff believes the hedge was imprudent is based upon Mr.

Muldoon's opinion that the Company did not perForm sufficient analysis prior to entering into the

hedge. Throughout this case, Mr. Feltz has provided testimony explaining the research the

24 Tr. 77, lines 12-18.
Z5 Tr. 163, line 14-Tr. 164, line 1.
26 Tr. 163, lines 14-20.
27 Tr. 78, lines 7-16. Mr. Muldoon did qualify his answer by making it clear he believed that the failure of
the swap to be effective was also due in part to some deficiencies in the contract with UBS—which are
discussed below.
Z$ Tr. 82, line 8 to Tr. 83, line 4.
29 See NWN 2000, Feltz/9, lines 11-20.
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Company performed to determine the type of hedge best suited for the Company's purposes,

and the best timing for the swap.30 He has also explained how the Company solicited bids to

ensure it received the best possible terms.31 Nevertheless, Staff claims that the Company was

imprudent because it did not perform a probabilistic analysis of the risk or a high impact low

frequency (HILF) decision tree 
study.32

However, upon questioning at hearing, it became clear that Mr. Muldoon could not

credibly claim that any analysis would have suggested that the Company acted imprudently in

entering the swap. On this point, Mr. Muldoon admitted that Staff has not performed any

analysis that would demonstrate that the swap was imprudent, and that when Staff first

recommended its disallowance, he did not really know what the outcome of such an analysis

might have been.33 Indeed, the only analysis Mr. Muldoon could point to to support his view

was the Monte Carlo analysis performed by the Company during this case.34 Yet, the Monte

Carlo analysis provides no support for Staff's position whatsoever. As explained by Mr. Feltz,

the Monte Carlo analysis looks at the risk of interest rates going up or down, and the resulting

swap payments that would be made by the NW Natural and the counterparty.35 Specifically, the

Monte Carlo "analysis shows that within a 95 percent confidence band, the variances in the

swap rate would have been expected to produce a maximum potential loss on the hedge

transaction of $5.6 million, or a maximum potential gain of 7.8 million."36 Importantly, "either

result would still have been expected to mitigate against any interest rate volatility if the

swap rate and the debt issuance rates had remained correlated.s37

3o Id. at 7-8.
31 Id. at 8, lines 16-18.
3Z Staff/2300, Muldoon/9, lines 10-14.
33 See Tr. 85, line 11-Tr. 88, line 6.
3a Tr. 87, lines 3-20.
35 NWN/2000, Feltz/12-13.
3s Id. at 12, line 22-Feltz/13, line 1.
37 Id. at 13, lines 2-3
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It is this last point that seems to be the cause of disconnect between the parties'

positions. Staff appears to believe that an analysis of interest rates—whether it was a Monte

Carlo analysis or a HILF analysis—could have identified the potential for the loss that occurred.

This is simply not the case. The only analysis that could have identified the loss that occurred is

one that could have predicted the financial crisis and the subsequent unhooking of the swap

rate from the AA utility bond rate. And even Mr. Muldoon does not claim that he did or could

have predicted these events.

b. Mr. Muldoon Was Forced to Admit that the Company's Accounting
for the Hedge Was Not Inconsistent with FASB.

Mr. Muldoon has also charged that the swap was imprudent because the Company's

hedging policy calls for less stringent accounting than the Financial Accounting Standards

Board (FASB).38 Mr. Muldoon's responses to questions on this subject were evasive at best,

but taken as a whole, his testimony on this subject demonstrates that the Company's

accounting for the hedge was required by NW Natural's hedging policies to be consistent with

FASB standards, and in fact was consistent with FASB 
standards.39

c. Mr. Muldoon Withdrew His Charge that the Company's Accounting
for the Hedge was Not Transparent.

Finally, in his pre-filed testimony Mr. Muldoon stated flatly that the Company was less

than transparent and that the hedge loss was not visible to shareholders and customers. In

preparing to cross examine Mr. Muldoon on this charge, the Company filed Securities and

Exchange Commission reports as exhibits that demonstrate that the Company reported the loss

clearly and repeatedly.40 For this reason, Mr. Muldoon withdrew his testimony on that subject.41

38 Staff/1200, Muldoon/15, line 21-Muldoon/16, line 2.
39 See Tr. 88, line 6-Tr. 95, line 13.
4o NWN/4317 at 8; NWN/4318 at 67.68.
41 Tr. 95, line 14-Tr. 97, line 3.
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d. Mr. Muldoon's New Claim that the Company's Hedging Policy Is
Imprudent Is Without Support and Should be Disregarded.

Perhaps because his other criticisms of the Company's actions were so significantly

undercut on cross-examination, when later questioned by ALJ Hardie and by Commissioner

Ackerman, Mr. Muldoon raised for the first time a brand new theory as to why NW Natural's

interest rate swap was imprudent. At this late date in the process and for the first time, Mr.

Muldoon took the position that the Company's overall hedging policy is "[p]ossibly too 
broad,i4Z

and that "the Commission may want to ask the Company to retook at its policy based on what it

[has] learned from the process."43 When the question was directly posed by Chairwoman

Ackerman at hearing, Mr. Muldoon confirmed that he was taking the position that the

Company's hedging policy is 
imprudent.44

This charge should be disregarded. Mr. Muldoon does not state what the policy is

lacking or how it might be improved. And perhaps most significantly, Mr. Muldoon does not

state why he never complained about the Company's hedging policy (other than the complaint

about the accounting requirements which he later seemed to retract) before the day of hearing.

The Company's hedging policy has been previously filed with the Commission and provided to

Staff,45 without question or criticism prior to this case. And even more curiously, prior to

hearing Mr. Muldoon filed two rounds of testimony listing the reasons why he believed the

interest rate swap to be imprudent, and never said a word about the Company's hedging policy

being too broad. Mr. Muldoon's last ditch attempt to provide a basis for his disallowance is too

weak to be credited and should be disregarded altogether.

az Tr. 102, lines 16-25.
a3 Tr. 101, lines 16-20.
as Tr. 102, lines 23-25.
a5 The Company files its hedging policies each year under the Purchased Gas Adjustment hedging

guidelines. See, e.g., the Company's initial filing in Docket UG 239. The Company also provides the

policy to Staff during Staff's audit.
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D. The Commission Should Find the Company's Environmental Remediation Costs
Were Prudently Incurred and Adopt the Company's SRRM.

The Company has proposed the establishment of a "Site Remediation Recovery

Mechanism" (SRRM), a mechanism through which the Company will recover expenses

associated with environmental remediation related to its historic manufactured gas plants

(MGPs). The outstanding issues associated with the SRRM for the Commission's consideration

remain: (1) whether shareholders should be required to shoulder the prudently-incurred costs

associated with this mandatory remediation; (2) whether the Company should be limited to

recovering less than its cost of capital where it is required to invest its funds on behalf of

customers to finance these costs; and (3) whether an earnings test should be applied to the

SRRM each year in order to limit the amounts that the Company can recover related to these

expenses. Based on the record in this proceeding, and sound regulatory policy, the

Commission should find that the answer to each of these questions is no.

There is no question that the costs that would be subject to the SRRM were prudent.

The Company filed reams of paper and voluminous testimony demonstrating this fact—none of

which was contradicted by any party. And there is no question that the Commission precedent

requires that prudently-incurred environmental remediation costs be recovered. What seems to

be problematic for Staff and intervenors is that the environmental impacts that the Company is

remediating in this case are connected to activities that took place decades ago. Accordingly,

the parties incorrectly complain that customers do not benefit from these costs and that they

cannot control them, and that they therefore should not bear them. However, by focusing on the

historic nature of the Company's MGP operations, the parties miss the mark. The facts are that

the Company's environmental remediation costs are (a) current costs; (b) flowing from current

environmental regulations; and (c) required to keep the Company in compliance with state and

federal law. Thus, just as current customers benefit when the Company performs legally-

required environmental mitigation when it builds a pipeline, customers also benefit from the

costs at issue in this case. Arguments to the contrary are illogical and false.
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1. The Commission Should Reject the Parties' Sharing Proposals.

a. Applicable Law

The Commission is empowered to set rates that are "fair and reasonable," meaning that

they "provide adequate revenue both for operating expenses of the public utility ...and for

capital costs of the utility."46 The Commission will include operating expenses in rates to the

extent it finds them prudent.47 In determining whether a company's action was prudent, the

Commission reviews "the reasonableness of the action based on the information that was

available, or could reasonably have been available, at the time the action was taken. If the

action was reasonable, then the expense was prudently incurred."48 In addition, the

Commission also must "balance the interests of the utility investor and the consumer in

establishing fair and reasonable rates."49 Based on this well-established statutory framework,

the Commission should allow the Company to recover its prudently-incurred environmental

remediation costs.

b. The Parties' Sharing Proposals Would Cause Significant Financial
Harm to the Company.

Staff has proposed conditioning approval of the SRRM on applying 90/10 "sharing" to

the costs, with customers paying 90 percent and shareholders paying 10 percent.50 NWIGU-

CUB originally argued that the Company should bear 50 percent of costs.51 It appears now that

NWIGU may be arguing that the Company shoulder up to 100 percent of the 
costs.SZ

There can be no doubt but that these proposals would inflict real damage on the

Company. The Company is facing a massive environmental remediation liability, having already

46 ORS 756.040(1).
47 See City of Portland v. Portland Gen. Elec. Co., Docket UM 1262, Order No. 06-636 at 4 (Nov. 17,
2006).
48 Re PacifiCorp Application for Approval of Revised Tariffs to Reflect New Net Power Costs, Dockets UE
134 and UM 1047, Order No. 02-820 at 5 (Nov. 20, 2002).
49 ORS 756.040(1).

so Staff/200, Johnson/7, lines 16-17.
51 
NWIGU-CUB/100, Larkin/52, lines 22-24.

52 See NWIGU's Prehearing Brief at 4.
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deferred approximately $64.5 million in expenses,53 while estimating $58 million in future

remediation costs.54 Moreover, it is critical that the Commission keep in mind that the

Company's estimate is, in accordance with accounting standards, at the very low end of

potential costs. That means that the Company's actual environmental remediation obligations

could, and likely will be, much higher. It is also important to note that NW Natural's exposure

associated with its environmental remediation liability is unusually high compared with other

utilities given the size of NW Natural and the fact that the fiasco plant was one of the largest

MGPs in the country.55

While Staff's 10 percent sharing proposal may appear on its face to be relatively modest,

in reality it is anything but. If adopted, the Company would be required to immediately write off

10 percent of amounts already incurred—about $11 million.56 Under the NWIGU-CUB proposal,

which would deny recovery of 50 percent of these expenditures, the immediate write-off could

be as high as $56 millions' And of course, NWIGU's new position that the Commission should

disallow all of the environmental remediation costs would result in an immediate massive write-

off. In addition, the parties' proposals would result in continued write offs in future years for

amounts not recovered due to sharing.s$ Such write-offs would have devastating effects, would

cause long-term harm to the Company's financial profile, and would harm customers as well.

c. The Company's Demonstration of the Prudence of Its Environmental
Remediation Actions Is Uncontested.

Over three rounds of testimony, the Company has provided substantial evidence

demonstrating that its environmental remediation expenses were prudently incurred to date. At

s3 NWN/1500, Miller/2, lines 11-16. The $64.5 million includes $51.8 million of total expenditures to date

plus accrued interest of $18.1 million, partially offset by $5.4 million of environmental costs expensed in

~rior years.
4 NWN/1500, Miller/2, line 17-Miller/3, line 1.
ss Id. at 15, lines 3-7; NWN/1600, Middleton/28, lines 20-21.
5s NWN/1800, Anderson/10, lines 1-3.
57 Id., lines 3-4.
58 NWN/1800, Anderson/10, lines 12-13.
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the hearing, Ms. Johnson stated that Staff had reviewed the "fairly extensive" documentation,59

and further agreed that Staff has not raised any question about prudence after reviewing the

material.60 This testimony was consistent with the positions taken by all parties, none of whom

questioned the prudence of the Company's actions.

Nevertheless, on cross-examination, Ms. Johnson made the surprising declaration that

Staff had not in fact conducted a prudence review on the Company's environmental remediation

expenses.61 When questioned, Ms. Johnson explained that Staff typically does not "review for

prudency until [the deferral] begins to be amortized,"62 and that for the $64.5 million already

deferred by NW Natural, Staff should "look at that for prudence right now.
"s3

To say that the Company is mystified would be an understatement. As Ms. Johnson

conceded on the stand, the Company filed several hundreds of pages of documentation

demonstrating the prudence of its environmental remediation costs.64 In his direct testimony,

Mr. Miller explicitly requested a "prudence determination for costs deferred through September

30, 2012 in this proceeding."65 In Mr. Miller's rebuttal testimony he clearly stated that "[t]he

Company believes that the evidence it has offered in this proceeding is substantial and more

than sufficient to allow the Commission to determine that the Company's costs are prudently

incurred and should be recovered through the mechanism the Company has proposed.
"s6

Moreover, Mr. Miller specifically pointed out that the parties were not contesting the Company's

demonstration of prudence, stating: "Staff does not contend that any of the environmental

remediation costs NW Natural seeks to recover are imprudent or unreasonable,"67 and "[I]ike

ss Tr. 17, lines 7-19.
6o Tr. 17, lines 7-16; Tr. 18, lines 2-5.
61 Tr. 17, line 20-Tr. 18, line 11.
62 Tr. 18, lines 12-19.
63 Tr. 37, lines 19-23.

sa Tr. 17, lines 17-19; NWN/2600, Miller/2, line 19-Miller/3, line 20.
ss NWN/1500, Miller/11, lines 1-3.

ss NWN/2600, Miller/4, lines 4-7.
67 Id., lines 10-11.
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Staff, NWIGU-CUB does not challenge the prudence of any costs incurred by NW Natural in its

environmental remediation."68 Based on this record, there was no question that the Company

was requesting that the Commission make a finding of prudence in this proceeding.

The Company is now in the position of requesting that the Commission find its costs to

be prudent, in the absence of any recommendation from Staff. While this is not where the

Company hoped to be, the Company believes that the Commission should make this

determination. It is true that Ms. Johnson testified that Staff was not prepared to state whether

or not it believed the costs were prudently incurred. On the other hand, Staff did review the

extensive documentation, and presumably would have commented on any costs it believed

were not prudently incurred. Moreover, it can be fairly assumed that the other parties—who

presumably noted that the Company was requesting a prudence review—would have pointed

out any costs they believed were imprudent. For these reasons, the Company believes that the

Commission can and should find that the Company's environmental costs have been prudently

incurred.

Moreover, as a matter of law, the Company is entitled to a finding of prudence. As

explained by the Commission: "When the parties review the company's filings, they identify the

issues with which they are concerned. If a party does not propose a change in a particular item,

or if the Commission does not raise the issue, the item is adopted when the Commission issues

its final order. In this way, parties can review and challenge the utility's proposed results of

operations in a public forum."69 The Commission has also stated that "once a utility has met the

initial burden of presenting evidence to support its request, ̀the burden of going forward then

shifts to the party or parties who oppose including the costs in the utility's revenue

68 Id. at 5, lines 16-17.
69 Re Portland Gen. Elec. Co., Docket UE 47, Order No. 87-1017 (Sept. 30, 1987).
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requirement."'70 Here, the Company presented substantial evidence supporting a finding of

prudence and no party has presented evidence to the contrary.

d. Neither Staff, NWIGU, Nor CUB Present a Reasonable Rationale for
Imposing Sharing on Past or Future Amounts.

At hearing, Ms. Johnson provided justification for Staff's sharing proposal, testifying that

"sharing helps incentivize the Company to do a really good job on not only holding their costs

down when they do a remediation project but to go after partners that should be sharing the

cost, which they have done, and to go after aggressively the insurance companies, which they

also have done."" However, Ms. Johnson's own testimony suggests that the Company already

has more than sufficient incentive to manage its costs as responsibly as possible. Ms. Johnson

agrees that the Company has been diligently seeking insurance payments and recovery from

third parties.72 Moreover, after reviewing the extensive documentation provided by the

Company, Staff has not offered evidence of any imprudent costs. There is therefore no

reasonable basis to believe that the sharing mechanisms proposed will provide a needed

incremental incentive to control costs, beyond the incentives already placed on NW Natural by

the Commission's ongoing prudence reviews, the Company's desire to keep its product

competitively priced, and its concern for its customers' rates.

And of course, there is no logical basis for suggesting that Staff's sharing proposal could

serve as an incentive regarding the approximately $64.5 million that the Company has already

incurred.73 Ms. Johnson stated that sharing is nonetheless appropriate for these past amounts

because "it would serve as an overall incentive to the Company to know that this sharing could

70 Re Portland Gen. Elec. Co. 2012 Annual Power Cost Update Tariff, Docket UE 228, Order No. 11-432

at 3 (Nov. 2, 2011).
" Tr. 40, lines 12-18.
72 Tr. 40, lines 12-18.
73 Tr. 48, lines 16-22.
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be proposed at any time for that particular purpose."74 This reasoning is nonsensical, and

confirms that Staff's proposal is more akin to a punishment than an incentive.

Ms. Johnson also testified that the Commission has a "long history with NW Natural .. .

of sharing costs.s75 But Ms. Johnson did not provide an example of another utility in Oregon

sharing environmental remediation or similar costs.76 And it is clear that utilities do not share

costs as a general matter.

In addition to arguing the same incentive point that Staff does, NWIGU and CUB argue

that the Company should not recover these costs because NW Natural's investors took the risk

of operation, and shareholders received the upside of that risk because the Company incurred

no remediation costs in the past." NWIGU and CUB's argument misapplies regulatory

principles. Utility rates of return are not set based on the expectation of a loss of a significant

amount of prudently-incurred expenses.78 CUB acknowledges that "a regulated entity has

substantially less risk than a competitive company," but that utilities still must face some risk, or

else their ROEs would be closer to government bonds.'g

The Company agrees with CUB on this general point, but disagrees that these

extraordinary and unexpected environmental remediation costs were a type of risk any party

anticipated when the MGPs were in operation. There is no evidence in the record that this was

the case, and the Company has presented evidence in the testimony of Andrew Middleton that

during historic MGP operations (1) there was widespread reliance on the manufacturing of gas

to provide utility service (in fact, natural gas was not available in the region at the time) and

(2) the potential environmental consequences of the operations were not understood.80 If these

74 Tr. 48, lines 22-25.
75 Tr. 22, lines 1-5.
76 See Tr. 22, lines 1-11.
" NWIGU's Prehearing Brief at 3; CUB's Prehearing Brief at 33.
'$ Tr. 55, lines 3-9.
79 CUB's Prehearing Brief at 32-33.
80 NWN/1600, Middleton/3, 19, 38-39.
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costs had been expected at the time, they would have been included in rates.81 Past returns

reflected risks expected at that time, and the risk of disallowance of prudently-incurred

expenses associated with environmental remediation related to laws that were not even in

existence at the time was not a factor.82

e. NWIGU and CUB's Intergenerational Equity Argument is not a Basis
for Disallowing Prudently-Incurred Expenses.

In their prehearing briefs, NWIGU and CUB continue to argue that customers should not

be responsible for the environmental remediation costs because they are not associated with

providing natural gas to current customers.83 NWIGU and CUB are referencing the ratemaking

policy of intergenerational equity, through which "the Commission attempts to equitably allocate

...costs and benefits to customers over time so no one generation of customers receives an

inequitable share.s84 Intergenerational equity is a policy consideration in determining the period

of time over which costs should be spread—it is not a basis for disallowing prudent costs.

The Commission has a statutory responsibility to ensure that rates are just and

reasonable and to balance the interests of utilities and customers.85 These rates must be

"[s]ufficient to ensure confidence in the financial integrity of the utility, allowing the utility to

maintain its credit and attract capital."86 Furthering the policy of intergenerational equity at the

expense of the Commission's statutory ratemaking responsibilities is unlawful.

But, even more to the point, NWIGU and CUB's position is at odds with the facts in this

case. There is no genuine dispute that the costs that would be flowed through the SRRM are

current costs, imposed by current laws. NW Natural's mechanism actually insures that these

costs are collected from ratepayers close to the time at which these costs are incurred,

$' Tr. 56, lines 16-24.
82 Tr. 55, lines 10-15. See NWN/1600, Middleton/3, 19, 38-39.
83 NWIGU's Prehearing Brief at 3; CUB's Prehearing Brief at 31-32.
84 Re Application of Portland Gen. Elec. Co. for an Investigation into Least Cost Plan Plant Retirement,
Docket DR 10 et. al., Order No. 08-487 at 66 (Sept. 30, 2008).
85 ORS 756.040(1).
86 ORS 756.040(1)(b).
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implementing the "matching principle" that is aimed at furthering intergenerational equity. In

reality, therefore, NW Natural's proposed SRRM actually furthers the goals of intergenerational

equity, and improves upon the status quo, which is a deferral of such current costs for payment

by future ratepayers.

f. CUB's Argument that Customers Had No Control over
Environmental Remediation Expenses is Not a Reasonable Basis for
Disallowing Costs.

CUB also continues to argue that customers should not pay all environmental

remediation expenses because customers "had no knowledge or input into the operation of

these facilities... [and] were merely consumers of services without any control or knowledge of

the possible effects on the environment of the operations taking place on the sites. "a' Under

CUB's theory, customers would not pay any expenses because they do not have input into the

operation of the utility as a general matter.

In addition, there is no credible evidence in this case that NW Natural was aware of the

possible environmental effects or future costs associated with MGP operations at the time of

their operation. NWIGU and CUB attempt to smear the Company by providing an utterly

unsupported accusation to the contrary. However, NWIGU-CUB's only support for this

proposition is a quotation from a claimed MGP expert who is not a witness in the case—a

statement that they claim they do not offer for the truth of the matter asserted therein.88

Given the gravity of accusation, and fact that there is not a shred of legitimate evidence to

support it, NWIGU-CUB's argument is irresponsible and should be disregarded completely.

a' CUB's Prehearing Brief at 28.
a$ Re NW Natural's Request for a General Rate Revision, Docket UG 221, NWIGU's and CUB's

Response to NW Natural's Motion to Strike at 7 (Aug. 8, 2012).

Page 20 - NW NATURAL'S POSTHEARING BRIEF



g. The Commission Has Not Previously Imposed Sharing of
Environmental Remediation Expenses or Similar Expenses and
Should Not Start Now.

Commission precedent indicates that all prudently-incurred remediation costs are

recoverable in rates, not a portion of such costs as proposed by the other parties. For instance,

decommissioning costs, which generally include substantial costs for environmental

remediation—are routinely included in customer rates. In Order No. 07-375, the Commission

approved PacifiCorp's request for an accounting order regarding the decommissioning of the

Powerdale Hydro Generating Plant.89 The order allowed PacifiCorp to record decommissioning

costs of approximately $6.3 million with provisions for a final true up for actual expenditures.90

Staff agreed that the accounting order with true up provisions requested by PacifiCorp is the

appropriate method to account for decommissioning costs.91 PacifiCorp amortized the entire

deferred amount.92 Staff did not propose any sharing mechanism.

Similarly, in Docket UE 230, the Commission allowed Portland General Electric

Company (PGE) to increase rates in order to include in revenue requirement the increased

decommissioning costs resulting from changing the planned Boardman plant closure from the

year 2040 to 2020.93 As of June 2011, PGE had collected $24.1 million from customers to be

applied to the decommissioning cost for Boardman and estimated $44.8 million for its share of

total decommissioning.94 Sharing was not an issue in that case.

Finally, in Docket UP 168, the Commission appeared to assume that environmental

mitigation costs are recoverable in rates. In that docket, the Commission approved PacifiCorp's

sale of the Centralia plant and Centralia coal mine. In assessing whether shareholders should

89 Re PacifiCorp Application for an Accounting Order Regarding Closure of the Powerdale Hydro
Generation Plant, Docket UM 1298, Order No. 07-375 (Aug. 23, 2007).
90 Id., Appendix A at 2.
91 Id., Appendix A at 3.
92 Re PacifiCorp's Request for a General Rate Revision, Docket UE 246, PAC11100, Dalley/34-35 (Mar. 1,
2012).
93 Re Portland Gen. Elec. Advice No. 11-07 Schedule 145 Boardman Adjustment Update, Docket UE
230, Order No. 11-242 (July 5, 2011).
sa ~d., Appendix A at 3.
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receive a share of the gain on the sale, the Commission addressed PacifiCorp's argument that it

will bear certain future risks associated with the plant and mine.gs The Commission discounted

PacifiCorp's argument, finding that: "[t]he risks associated with the environmental mitigation and

mine reclamation are supposedly the risks PacifiCorp is trying to avoid by the sale. The risks

associated with replacement power are also risks PacifiCorp is voluntarily opting for by pursuing

this sale. In any event, those costs are recoverable in rates."96

When facing remediation costs similar to those at issue in this case, the Commission

has allowed them into rates without sharing and has indicated that such costs are recoverable in

rates. The Commission should adhere to this precedent in this case.

h. Allowing Recovery with No Sharing Is Consistent with the Treatment
for Many Utilities Around the Country.

CUB states that several other state commissions have required sharing of environmental

remediation costs relative to MGP plants.g' While this may be true, the Company's review

shows that the majority of state public utility commissions allow such costs to be recovered in

rates with no sharing.g$ Significantly, the two state supreme courts that have addressed the

issue, Minnesota and Illinois, have found that a mechanism with no sharing is appropriate.99

The Illinois Supreme Court found that the Illinois commission's decision requiring "utilities to

share the statutorily imposed costs of coal-tar remediation was ̀not supported by substantial

evidence based on the entire record of evidence."''oo The Illinois commission had allowed full

recovery of the remediation expenses, but without interest during amortization, which the court

95 Re Application of PacifiCorp for an Order Approving the Sale of its Interest in the Centralia Steam

Electric Generating Plant and Related Other Assets, Docket UP 168, Order No. 00-112 at 9 (Feb. 29,

2000).
96 Id. at 9-10
97 CUB's Prehearing Brief at 32.
98 See NWN/2600, Miller/15, line 21-16, line 9.
99 Minn. Dept of Pub. Sere. v. Minn. Pub. Utils. Comm'n, 574 N.W.2d 408 (Minn. 1998); Citizens Util. Bd.

v. 111. Commerce Comm'n, 166 111.2d 111 (1995).
goo Citizens Util. Bd., 166 111.2d at 132.
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interpreted as sharing.101 The commission had based its decision in part on the "lack of a

relationship between the coal-tar cleanup expenses and current utility service."102 The court

found that this decision "conflicts with the Commission's past treatment of mandatory operating

expenses such as taxes, which the Commission has always allowed a utility to recover from its

customers, regardless of the relationship of the taxes to the provision of current service.
"'o3

i. Allowing Recovery of Environmental Remediation Expenses
Through an Automatic Adjustment Clause Is Not a Basis for
Imposing Sharing.

Staff supports the implementation of an automatic adjustment clause (AAC) as a benefit

to customers, because "it allows less interest to accumulate."104 Additionally, the Company

explained in testimony that the reasons it proposes the use of an AAC is to benefit customers,

by allowing costs to be spread over a number of years, by allowing insurance recoveries to flow

to the benefit of customers, and by reducing the size of deferrals,'os Nevertheless, Ms. Johnson

bases her sharing proposal in part on the fact that the Company was asking for an AAC, stating

that an AAC request is different from a request for an accounting order or a request in a general

rate case.'os If Staff is supporting the use of an AAC because it benefits customers, it does not

make sense to disallow prudently-incurred costs because the recovery mechanism is an AAC.

In addition, Ms. Johnson stated that Staff would be proposing sharing even if recovery was

through a mechanism other than an AAC.107 The Commission should therefore disregard Staff's

reliance on the use of an AAC as the basis for sharing.

In conclusion, Company acted prudently every step of the way in this process. All

evidence in this case supports the Company's view that Company acted prudently, consistent

101 Id. at 124-25.
102 Id. at 129.
103 Id.
,oa Tr. 35, lines 5-20.
,os NWN/1500, Miller/16-17.
,os Tr. 33, line 23-Tr. 34, line 6.
'o' Tr. 40, lines 9-10.
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with current practices in place at the time, when it manufactured gas. And all evidence

demonstrates that the Company continues to prudently seek to manage remediation costs—

including vigorous pursuit of insurance recoveries. As such, there is no basis in the record to

impose sharing.

2. Staff Has Presented No Basis for Applying a Return Lower than Rate of
Return on Deferred Amounts Before Amortization.

Staff argues that the deferred amounts in the SRRM should earn at the Modified

Blended Treasury Rate (MBTR), rather than applying the Commission's policy of earning at the

Company's rate of return (ROR) prior to amortization and at the MBTR during amortization.

Staff claims this proposal is because "[t]he risk associated with an automatic adjustment clause

is more akin to risk once amortization is approved than the risk related to uncertain recovery in

an uncertain and potentially long period of time."108 However, on cross-examination, Ms.

Johnson agreed that the deferred environmental remediation costs would be subject to a

prudence review and, for that reason, could be disallowed.109 Ms. Johnson also agreed that

there is a risk that a future Commission may change the AAC, including increasing sharing from

what is decided in this case.10 Therefore, Staff's own testimony in this case indicates that the

risk associated with the Company's AAC is higher than the risk for amounts approved

amortization.

Furthermore, Staff's argument about the risk associated with recovery ignores the fact

that, under the SRRM, NW Natural will in fact be required to finance environmental remediation

expenses over a long period of time on behalf of customers. This means that NW Natural will

finance these costs with debt and equity, making its cost of capital the appropriate measure of

the carrying costs associated with this financing. The Commission has previously found as

much in Docket UM 1147, when it found that "deferred accounts represent an investment, to the

cos Staff's Prehearing Brief at 12.
109 Tr. 30, lines 13-18.
10 Tr. 49, lines 1-10.
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extent the utility must carry costs that are deferred. We also agree, as we already determined in

Order No. 05-1070, that funding of deferred accounts, at least until some amount is amortized,

should not be culled out from other utility investments.""'

Finally, the Commission has already addressed and rejected the argument that Staff

espouses in this case in Docket UM 1147. Staff argued in that case that the ROR should not be

applied to deferred amounts.12 The Commission rejected Staff's argument and decided that the

utility's ROR should be applied to deferred accounts prior to amortization.13

As Ms. Johnson noted at the hearing, under the Commission's UM 1147 policy, a party

may request an exception to the general policy of applying MBTR during amortization. "a

However, since the Commission adopted the UM 1147 policy, the only modification to the policy

set forth in UM 1147 was to increase the interest rate applied to Idaho Power's deferral in

amortization. "s There is not sufficient evidence in this case to support an exception to

implement a lower interest rate for SRRM amounts prior to amortization.

3. The SRRM Should Not Be Subject to an Earnings Test.

Staff, CUB, and NWIGU propose that the SRRM be subject to an earnings test. While

none of the parties have made their proposed earnings tests clear, one potential proposal is that

the Commission deny recovery of prudently-incurred remediation costs in years where their

recovery would take the Company over its allowed ROE.16 At hearing, Mr. Miller explained that

under such a mechanism, if the Company overearned by $1 million, $10 million of

"' Re Staff Request to Open an Investigation into Deferred Accounting, Docket UM 1147, Order No. 06-
507 at 6 (Sept. 6, 2006).
1z Re Staff Request to Open an Investigation into Deferred Accounting, Docket UM 1147, Staff Opening

Comments re. Issues List at 5 (Oct. 7, 2004).
13 Re Staff Request to Open an Investigation into Deferred Accounting, Docket UM 1147, Order No. 05-

1070 at 13-14 (Oct. 5, 2005).
"a Re Staff Request to Open an Investigation into Deferred Accounting, Docket UM 1147, Order No. 08-

263 at 16 (May 22, 2008).
"s Tr. 47, lines 19-Tr. 48, line 4; Re Staff Request to Open an Investigation into Deferred Accounting,

Docket UM 1147, Order No. 08-477 (Sept. 23, 2008).
"s Tr. 57, lines 18-22.
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environmental expenses could be disallowed."' Clearly, an earnings test that would function to

disallow prudently-incurred expenses thereby resulting in underearning would be unlawful. "s

Mr. Miller further explained that even if the parties' proposals would allow the Company

to collect environmental remediation expenses up to the Company's authorized ROE, an

earnings test would be inappropriate.19 These expenses will be amortized many years into the

future, so the earnings test would function as a cap on earnings.120 It would be inappropriate to

effectively cap earnings at a maximum level for many years, especially when there is no

earnings floor.

If the Commission does impose an earnings test, the test should include remediation

expenses and other deferred amounts that the Company expended in the years at issue,

because the Company paid them even if they were not recognized.'Z' Staff argues that NW

Natural's proposal is off-base because the objective of an earnings test is "an overall review of

earnings, not an account-by-account comparison."122 Staff misconstrues NW Natural's concern.

The issue is that in the years in question, the Company paid deferred amounts and invested in

pension contributions for the benefit of customers that are not reflected in the Company's

earnings. It would be inappropriate to ignore these significant investments and expenses if the

goal is to determine whether the Company could have absorbed the environmental remediation

expenses in a given year and remained at its authorized ROE.

Staff argues that under Oregon law, the Commission cannot move previously-deferred

accounts into a newly established AAC account without imposing an earnings review.123 The

"' Tr. 58, lines 2-14.
"s Rates must provide a return that is "(a) Commensurate with the return on investments in other

enterprises having corresponding risks; and (b) Sufficient to ensure confidence in the financial integrity of

the utility, allowing the utility to maintain its credit and attract capital." ORS 756.040.

19 Tr. 59, line 25-Tr. 60, line 21.
120 Tr. 60, lines 4-21.
12' NWN/2600, Miller/20, lines 1-8; NWN/2200, Feltz/33, lines 1-9.
'ZZ Staff's Prehearing Brief at 14.
'23 Id. at 12.
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relevant statute states that "unless subject to an automatic adjustment clause" deferred

amounts may be allowed into rates only after a review of the utility's earnings at the time of

application to amortize the deferral.124 Because the amounts to be amortized in this case would

be subject to an AAC, this provision does not apply. As far as NW Natural is aware, the

Commission has not required an earnings review for the first amortization of an amount subject

to an AAC. The plain language of the statute does not support Staff's new construction of the

statute.

Finally, as Mr. Miller testified at hearing, it would be almost impossible to rationally apply

an earnings test to the environmental remediation amounts at issue. In addition to

expenditures, the total amounts deferred include the receipt of insurance proceeds and recovery

from other potentially responsible parties.125 Under the Company's proposal, these amounts

would be netted against the environmental remediation expenses to reduce the SRRM amounts

included in rates. No party has explained how these amounts would be allocated in the

earnings test.

Finally, CUB incorrectly notes in its brief that the Company "already has insurance

policies to cover all of these costs but still wants to hold customers on the hook.i126 However,

as explained in the responses to Bench Requests, the Company cannot know what amounts it

will recover from its insurers, and CUB's point is therefore not helpful or to the point.

4. NWIGU's Proposed Rate Spread Should Be Rejected.

NWIGU argues that the proposed SRRM schedules should not apply to industrial

customers, who NWIGU claims are already paying "excessive" margin charges.127 NW Natural

interprets this position as one related to rate spread, rather than as an argument against NW

Natural's recovery of prudently-incurred environmental remediation costs. However, NW

'Z4 ORS 757.259(5).
'ZS Tr. 58, lines 19-22.
126 CUB's Prehearing Brief at 31.
'Z' NWIGU's Prehearing Brief at 4
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Natural believes that NWIGU's proposal should be rejected in any event. Because NW

Natural's industrial customers also benefitted from the availability of gas from MGP operations,

they should be included in the recovery of the costs associated with remediation.

5. CUB's Argument Related to the Gasco Pumping Station Are Off-Base.

CUB argues that the pumping station at Gasco should not be included in rate base on

the basis that it is irrelevant to this case because it is yet to be built.128 Schedule 184 provides

that "The pumping station shall be considered in service for rate recovery purposes on the date

that the Company submits an attestation to the Commission that the Pumping Station is

completed and operational."129 Therefore, the Gasco pumping station will be included in rates

only after it is complete.

The Company proposed Schedule 184 in order to make clear that it was willing to benefit

customers by having the costs associated with this facility recovered over a 30-year period,

rather than the five years under the SRRM that would otherwise apply. It is for this reason that

Schedule 184 provides different treatment for this facility—not an attempt to add amounts to

rate base before the project is used and useful as CUB seems to have assumed.

E. The Commission Should Grant the Company's Pension Recovery Proposal.

Through its testimony and briefing to date, the Company has demonstrated the

following:

1. As a result of the Pension Protection Act of 2006 (PPA) and the financial crisis of
2008 and 2009, the Company has been obligated to make large pension
contributions that it otherwise would not have been forced to make.

2. These pension contributions are in excess of Financial Accounting Standard
(FAS) 87 expense, and as such have resulted in a prepaid asset that is currently

at approximately $25 million and expected to average approximately $39 million
during the Test Year.13o

~za CUB's Prehearing Brief at 27.
'Zg NWN/1701, Original Sheet 184-1 (exhibit to Onita King's direct testimony).
'3o Exhibit NWN/2006, Feltz/1.
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3. Under the Company's current balancing account, which provides only for the
recovery of FAS 87 expense, the Company will never recover this prepaid asset.

For these reasons, the Company has proposed that it be allowed to include in rate base the

amount of the prepaid asset (as expected in the Test Year) so that it can recover its return on its

investment, and it proposed an amortization of the associated amounts so that it can receive the

return of these contributions made on behalf of customers.

All parties have opposed the Company's proposal, offering various legal theories and

policy arguments. However, as demonstrated at hearing, no one has contradicted the basic

facts expressed above—that the Company has been required by law to make substantial

contributions that benefit customers, and that unless the Commission alters its recovery

mechanism, NW Natural will never recover its prudently-incurred costs.

NW Natural recognizes that it is asking the Commission to alter a pension recovery

policy that served utilities and customers well over many years—and it does not do so lightly.

However, with its payments in excess of FAS 87 at nearly $25 million at year end 2011, it is time

for the Commission to depart from its use of FAS 87 as a recovery mechanism, and adopt a

mechanism that will sustainably serve NW Natural's customers and shareholders into the future.

1. The Parties Agree on the Problem.

In one sense, parties' positions on the pension issue appear to be diametrically

opposed. NW Natural has pointed out that its current recovery of pension costs through its FAS

87 balancing account has created significant and growing prepaid pension asset and has

therefore requested that the Commission allow the Company to recover a return on its prepaid

pension asset by adding that amount to rate base and allowing an eight-year amortization of the

balance to allow a return of the contributions. Staff and intervenors argue that the Commission

should completely reject NW Natural's proposal and make no changes at all to its current

recovery under the FAS 87 balancing account recovery. However, as confirmed through

testimony at the hearing, and upon closer review of the testimony, common ground emerges:

while the parties do not agree on the solution, they agree quite substantially on the problem.
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a. Agreement No. 1: The Company Is Making Pension Contributions
Far in Excess of Its FAS 87 Expense, Resulting in a Substantial
Prepaid Asset.

The Company's calculation of its prepaid asset is reflected in Exhibit NWN/2006. As of

December 31, 2011, the prepaid asset is over $25 million, and with additional contributions is

expected to be over $39 million during the Test Year.13' Moreover, given the expected

operation of the Company's FAS 87 balancing account, the Company's actuaries project that by

2021, the prepaid pension asset will total approximately $91 million.132

No party has filed testimony disputing the Company's calculation of its current prepaid

asset and at hearing, Staff witness Mr. Cimmiyotti confirmed that he has not taken issue with

the Company's calculation of its prepaid asset as of that date.133 Moreover, no party has

produced any evidence contradicting the Company's projection that the prepaid asset will total

approximately $91 million by 2011. So there appears to be agreement that NW Natural's

unrecovered pension costs are substantial and growing.

b. Agreement No. 2: Under the Current FAS 87 Balancing Account, the
Company Will Never Recover Its Prepaid Asset.

Under the current FAS 87 balancing account, the Company will eventually recover its

actual FAS 87 expense over time. However, it will never recover the cost of the pension

contributions made in excess of FAS 87 expense. Exhibit NWN/2006 demonstrates the

workings of the balancing account—into which the Company is currently deferring excess FAS

87 expense above that recovered in rates. When FAS 87 turns to a negative number, the

balancing account will grow smaller, and after it nets to zero, the Company would be expected

to begin refunding to customers—thus ensuring that the Company will never recover its prepaid

pension asset.

13' In his surrebuttal testimony, Mr. Feltz explained that the recent passage of the MAP-21 Act might
affect contributions in the Test Year. NWN/3100, Feltz/16, line 17-Feltz/17, line 13. He also proposed a
solution for any variance.
'3z NWN/3100, Feltz/22, lines 4-16; Exhibit NWN/2006.
,33 Tr. 116, lines 20-23.
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At hearing, Mr. Cimmiyotti agreed with the predicament created for NW Natural by the

current recovery mechanism. On cross-examination, he was asked straight out whether he

believed that the Company would ever recover its prepaid pension asset under the current FAS

87 balancing account. Mr. Cimmiyotti initially avoided the question; however, when pressed, he

had to admit that under the current FAS 87 balancing account treatment, the Company can

never recover the prepaid pension asset.134 No other party has argued to the 
contrary.'35

c. Agreement No. 3: The Company's Contributions Have Been
Prudently Made for Customers' Benefit.

The Company has explained that it is required to make the contributions under the PPA.

No party has questioned this fact, or that the contributions were prudently made.

So, there is general agreement that the Company is contributing millions of dollars to

benefit customers, that those contributions are prudently made, and that unless there is a

change in its recovery mechanism, it will never recover those contributions. Where the parties

differ is their response. The Company is proposing a solution. Staff and intervenors

recommend that the Commission do nothing.

2. Staff and Intervenors' Arguments as to Why the Commission Should Not
Act to Remedy the Problem Are Without Basis in Law or Policy.

The parties have offered several reasons why they believe that the Commission should

not take action to solve the problem. However, at hearing it became quite clear that the reasons

offered do not bear scrutiny.

a. NW Natural's Proposal Does Not Violate FAS 87.

First, Staff has argued that to allow the Company to recover excess contributions would

somehow constitute a violation of FAS 87.136 While Mr. Cimmiyotti's reasoning for this position

'3a Tr. 117 line 11-Tr. 120, line 7.
'3s It is worth noting that in its Prehearing Brief, CUB reiterated the testimony of its expert, Hugh Larkin,
who opines that current market conditions requiring the substantial prepayments is temporary. However,
neither CUB nor Mr. Larkin go so far as to suggest that the temporary nature of the market conditions
means that the Company will ever recover its substantial prepaid assets. CUB's Prehearing Brief at 23.
'3s Staff/900, Cimmiyotti/3, tine 17-Cimmiyotti/4, line 2.
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is not particularly clear, he seems to believe that because FAS 87 provides a method for

accounting for pension expense, it somehow controls and limits the way in which pension costs

may be recovered by a utility in customer rates. At hearing, Mr. Cimmiyotti continued to take

this position, even opining that utilities that recover prepaid pension expenses and pension

contributions in rates "would have to be" in violation of FAS 87, and that the state public utility

commissions that have approved recovery of pension contributions and prepaid assets were

allowing such violations.137 There is no basis for the idea that FAS 87 restricts the method by

which utilities may recover pension costs; this argument should be rejected out of hand.

It is also significant that Mr. Cimmiyotti seemed to resist the idea that other utilities do in

fact recover their prepaid pension assets as additions to rate base.138 There are numerous

decisions in other jurisdictions specifically finding that prepaid pension assets should be

included in rate base. For example, in 1987, the Missouri Public Service Commission

specifically found that "[t]he appropriate amount of prepaid pensions is treated as an asset and

made part of the Company's rate base.139

In 2003 the Department of Telecommunications and Energy of the Commonwealth of

Massachusetts (DTE) issued an order in which it discussed the then-new SFAS Nos. 71, 87,

and 106. The DTE specifically found as follows:

As concerns utility pension and PBOP in particular, the Federal Energy
Regulatory Commission and, for example the regulatory agencies of a number of
states include prepaid pension in rate base at the full cost of capital. We cite
these instances from otherjurisdictions to show the unexceptional nature of the
issues before us. Cities of Greenwood and Seneca, SC v. Duke Power
Company, 77 F.E.R.C. Para 63,017, at item 14 (Initial 

Decision)(1996).'ao

The Department also stated that:

137 Tr. 132, line 1-Tr. 133, line 2.
138 Tr. 123, line 4-126, line 9.
'3s Staff of the Mo. Pub. Sere. Comm'n v. Union Elec. Co. , 90 P. U. R.4'h 400 (Dec. 21,1987).
Sao ~d. at 3, n.2.
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[t]here really is no principled difference between the companies investment in
rate base and their investment in pensions and PBOP. Both are long term
investments and should be similarly treated.'a'

Thus, there should be no argument that the addition of a utility's prepaid pension asset

to rate base is either unusual or a violation of FAS 87.

b. NW Natural's Proposal Does Not Constitute Retroactive Ratemaking.

In addition, Staff argues that the Commission should not allow recovery of the prepaid

pension asset given that the Company did not file a deferred accounting application prior to the

costs being incurred. Similarly, both CUB and NWIGU argue that recovery of the prepaid

pension asset would constitute retroactive ratemaking. However, as demonstrated by Mr.

Cimmiyotti's testimony at hearing, these positions ignore the character of pension contributions

and are entirely inconsistent with the Commission's statues and policies.

As discussed in NW Natural's Prehearing Brief, the Company's pension contributions

are prepaid assets—which are to be included as an addition to rate base. They are not

expenses, and therefore not subject to the deferral statute under which utilities may track

expenses and revenues.142 It is worth noting here that, contrary to certain inferences in Staff's

and CUB's filings in this case, the Commission did authorize the Company to record the prepaid

asset as a regulatory asset. In Docket UM 1293, the Commission approved the Company's

application for an accounting order to record its Accumulated Other Comprehensive Income

(AOCI) related to its pension accounts as an ongoing regulatory liability.'a3

At hearing, Mr. Cimmiyotti agreed, first, that that under FAS 87, pension contributions in

excess of FAS 87 expense are prepaid assets.'aa Second, Mr. Cimmiyotti also agreed that in

141 
Id at 40.

'a2 See ORS 757.259(2)(e).
'a3 

Re NW Natural Gas Co. Application for an Accounting Order Regarding Treatment of Accumulated
Other Comprehensive Income for Funded Status of Pension and Other Post Retirement Obligations,
Docket UM 1293, Order No. 07-030 (Jan. 29, 2007).
~aa Tr. 133, line 3-Tr. 144, line 11.
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accordance with utility accounting authority Robert L. Hahne,145 a prepaid asset represents an

investment of funds that are generally included in rate base.146 Finally, when presented with

evidence from PacifiCorp's current rate case, Mr. Cimmiyotti agreed subject to check that at

least in that case, PacifiCorp added prepaid assets to rate base, and that Staff had no objection.

Thus, at least in theory, Staff agrees that in accordance with standard utility accounting, NW

Natural's prepaid pension asset would properly be added to rate base. And if Staff was to be

consistent with its position in PacifiCorp's rate case, no deferral of such costs would be

necessary or appropriate.

CUB points to a Delaware Public Service Commission (DPSC) for support for its view

that NW Natural's proposal would constitute retroactive ratemaking.147 However, CUB seems to

have completely misconstrued the facts and conclusions of that case. In Delmarva, the utility,

Delmarva Power &Light ("Delmarva") filed a petition with DPSC to create a regulatory asset

(also referred to in the order as a "deferral request") representing its pension loss—and to

amortize the regulatory asset over a five year period.148 It is true that the DPSC found that the

requested recovery would constitute retroactive ratemaking, and denied the request. However,

that finding is not applicable to NW Natural's request in this case.

First, Delmarva was not requesting that a prepaid pension asset be added to rate base.

Instead, Delmarva was asking for the deferral of an actuarial loss based on the difference

between its actual FAS 87 and the FAS 87 expense recovered in rates.149 Thus, to begin with,

Delmarva was asking to defer an expense as opposed to investor contributions. Indeed, that

difference between FAS 87 pension expense and FAS 87 pension expense recovery is

'45 Mr. Cimmiyotti agreed that Staff routinely relies on Robert L. Hahne's Accounting for Public Utilities as
a standard accounting text, and further that the Commission accepts Hahne's book as a standard
accounting text. Tr. 134 line 15-Tr. 136, line 12. See NWN/4309 at 6-7; NWN/4310 at 8.
,as Tr. 136, line 23-Tr. 137, line 10; NWN/4311 at 8-9.
'a' CUB Prehearing Brief at 24, citing Delmarva Power &Light Company, 2011 WL 3863101, Del. Pub.
Serv. Comm'n Docket No. 09-414/09-276T, Order No. 8011 (Aug. 9, 2011).
gas ~d. at ¶ 136.
gas 

Id.
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precisely what NW Natural initially sought to defer in Docket UM 1475 and that was ultimately

addressed by the current FAS 87 balancing account. This fact supports the point that NW

Natural has been attempting to explain: deferrals are necessary to include past expenses in

rates and they are not appropriate with respect to shareholder investments.

Second, at the time Delmarva filed the request, the pension expense (loss) was already

recorded in the utility's books as an expense, and further, because DPSC did not act by the end

of the 2009 year, the expense remained on Delmarva's books as such.150 Thus, Delmarva was

requesting to defer an expense already incurred, and it was therefore appropriate for the

Delaware commission to find that the request violated the rule against retroactive ratemaking.15'

It should also be noted that the DPSC decision seems also to have been motivated by

the fact that Delmarva's pension asset was already included in rate base.152 In other words, at

the time it requested its deferral, Delmarva was already recovering FAS 87 expense and its

prepaid pension asset. Thus, in the end, the Delmarva case supports the Company's view that

while a deferral would be necessary in the case of pension expense, it is not necessary or

appropriate when adding the prepaid pension asset to rate base. And, of course that case

provides yet another example of a utility recovering its prepaid pension asset.

With this point in mind, the Company responds to the Commission's question as to

whether the Company can provide examples of utilities recovering their prepaid pension assets

in the absence of a deferral order. In researching this question, the Company is cognizant that

it is charged with "proving a negative" (i.e., that a deferral was not required)—always a difficult

task. That said, in addition to the cases provided in this brief, the Company found many

examples of utilities recovering their prepaid pension asset. Most importantly—the Company

has found no instance in which the state commission indicated that a deferral application was

Aso ~d. at ¶ 155.
'S' Id.
'SZ Id. ¶ 156.
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required for the treatment. The additional cases are described in Appendix A, along with the

relevant excerpts from commission orders and testimony attached.

Finally, at hearing the point was raised that PGE had just the previous day filed a petition

for deferral of both excess FAS 87 expense over recoveries and return on its prepaid pension

asset.153 NW Natural agrees that a deferral application is in fact necessary for the excess FAS

87 expense; as discussed in testimony and at hearings, it was a request for a deferral that

resulted in the creation of the FAS 87 balancing account in the first instance. Moreover, NW

Natural understands why PGE would specifically request the deferral of its return on its excess

pension contributions, given the controversy in this case. Indeed, NW Natural recently filed a

deferral application relevant to its pension contributions on a going forward basis, simply as a

cautionary measure given Staff's position in this case.154 However, to be clear, NW Natural

believes that Oregon law and policy compel the conclusion that prepaid assets—both the return

of and return on them—should be recoverable in rates in the regular course and that a deferral

application is neither necessary nor appropriate.

c. NW Natural's Ability to Earn its Authorized ROE Should Not Serve as
a Reason to Deny Recovery.

Finally, at hearing Mr. Cimmiyotti also discussed another of Staff's reasons for opposing

the Company's request to recover excess pension contributions—the fact that in Staff's view the

Company's earnings exceeded its authorized return on equity, allowing it to absorb the excess

contributions.155 This is similar to the argument made in Staff's Prehearing Brief that NW

Natural's proposal constitutes "cherry picking" of past expenses. In particular, Staff states that

"[i]t is not appropriate to choose a single expense category, while ignoring all other categories

and argue that because that single item increased, it should be amortized in future rates with a

's3 See Re Portland Gen. Elec. Co. Application for Deferral Accounting of Excess Pension Costs and

Carrying Costs on Cash Contributions, Docket UM 1623, Application (Aug. 22, 2012).
,sa Re NW Natural Gas Co. Application for Deferral of Costs Relating to Pension Contributions, Docket

UM 1619, Application (July 11, 2012).
,ss Tr. 117, line 11-Tr. 118, line 13.
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rate of return, even though at the time the item increased the Company was financially stable

and doing well financially overall.
"15s

These arguments miss the mark for several reasons. First, NW Natural's excess

pension contributions are not out-of-period expenses. As discussed above, they are not

expenses at all. They are shareholder investments that are properly added to rate base. The

Commission should no more disallow these shareholder investments because of the utility's

past ability to recover ROE than it should disallow the recovery of an major new pipeline

because of the utility's past ability to earn its ROE. Accordingly, the charge of cherry picking—

which might conceivably be appropriate if the Company were asking to recover some increased

expense—does not apply. Moreover, because pension contributions are not expenses, the

Company's earnings during the relevant period do not reflect the impact of the contributions.

Thus to point to strong earnings as a reason the Company should be denied recovery is both

illogical and unfair.157

d. The Commission Should Not Delay Authorizing NW Natural to
Recover its Prepaid Pension Asset.

Finally, in its Prehearing Brief Staff points out that other utilities may be underrecovering

pension contributions, and argues that if the Commission is inclined to allow NW Natural

recovery of its prepaid pension expense, that it should not do so in a general rate proceeding.'s$

While Staff does not explain what type of proceeding would be appropriate, it appears that Staff

is suggesting that the Commission open a general investigative docket to reconsider its sole

reliance on FAS 87 recovery for pensions.

NW Natural objects to this approach for three practical reasons. First, the record in this

case has been fully developed. All in all, the parties have filed five rounds of testimony on NW

,ss Staff Prehearing Brief at 18.
157 To apply that argument in this instance would be as absurd as saying that major new investments in

plant should not be added to rate base because the company over-earned in some past years.
'Sa Staff Prehearing Brief at 19.
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Natural's proposal, and by the close of this case will have filed three rounds of briefs. To put off

a decision in this case would be wasteful and inefficient. Second, and more importantly, since

the passage of the PPA, the Company has been required to finance the prepaid pension asset

with no recovery—and each year that goes by represents another year of financing costs that

the Company will never be allowed to recover. If the Commission decides to put off a decision

in NW Natural's case pending the outcome of a generic investigation, the Company will continue

to incur unrecoverable costs. For this reason, the Company would ask that, if the Commission

decides that it cannot make a decision to allow the Company to recover the return of its prepaid

pension asset at this time, that it at least grant the Company return on the prepaid pension

asset, pending the outcome of a generic proceeding. Finally, the factual circumstances facing

each utility are different. Resolution of this issue in a contested case in which the facts for each

utility can be evaluated is necessary to account for these differing circumstances.

F. The Commission Should Find that the Company's Development of the Mid-
Willamette Valley Feeder Was Prudent.

The Company has included in revenue requirement costs associated with the Perrydale

to Monmouth and Monmouth Reinforcement phases of the MWVF.159 In its Prehearing Brief,

NW Natural addressed the arguments surrounding the MWVF in substantial depth, and so only

repeats here and emphasizes certain points.

The Company provided testimony, not contradicted by any party, that both Staff and the

Company have had concerns regarding the reliability of service in the Albany-Corvallis area.

The Company evaluated its system and determined that the only feasible way to address this

concern is to develop a second path to deliver gas to the Albany-Corvallis area. The Company

further determined that completing the MWVF, two phases of which had already been

159 The two phases of the MWVF included in this case do not include bare steel replacement. Tr. 222,

lines 8-9.
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constructed, would be the most cost effective way to do so, and would provide additional system

benefits as well.'so

Despite these undisputed facts, the parties argue that costs associated with the

Perrydale to Monmouth and Monmouth Reinforcement phases of the MWVF should be

disallowed because they were not selected for completion by NW Natural's Integrated Resource

Plan (IRP),16' and further, that the Company did not sufficiently analyze the 
investment.'sz

However, as discussed below, these arguments are nothing but red herrings—distractions from

the key points that a reliability issue exists that should be remedied, and that there is no more

cost effective way to remedy that issue than the one chosen by the Company.

Applicable Law

The issue relevant to the MWVF is whether the Company's development of the project

was prudent. In reviewing prudence, "the Commission examines the objective reasonableness

of a utility's actions at the time the utility acted: ̀ Prudence is determined by the reasonableness

of the actions based on information that was available (or could reasonably have been

available) at the time.ii163 The Commission evaluates whether the "decision was objectively

reasonable, taking into account established historical facts and circumstances."'sa If so, "the

utility's decision must be upheld as prudent even if the record lacks detail on the utility's actual

subjective decision making process."16s

,so NWN/2200, Yoshihara/13-16.
161 Staff's Prehearing Brief at 21; CUB's Prehearing Brief at 16.
's2 Staff's Preheating Brief at 21; NWIGU's Preheating Brief at 6; CUB's Preheating Brief at 18.
'63 Re Portland General Electric Co., Docket UE 196, Order No. 10-051 at 6 (Feb. 11, 2010).
,sa Re Application of PacifiCorp for an Accounting Order Regarding Excess Net Power Costs, et al,

Dockets UM 995/UE 121/UC 578, Order No. 02-469 at 5 (July 18, 2002) [hereinafter Order No. 02-469].
,ss Id. at 5.
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2. The MWVF Is Needed Now to Address Reliability Concerns in the Albany-
Corvallis Area.

As the Company explained in its Preheating Brief, the IRP is used to develop long-term

resource plans for meeting resource needs on a least-cost, least-risk basis.166 The IRP is not

generally used to model distribution reliability. Mr. Zimmerman's characterizations at hearing of

the IRP as being used to model distribution reliability are not consistent with the IRP Guidelines

or the Company's acknowledged IRPs.'s'

Staff and the Company agree on two important facts related to the prudence of the

MWVF. First, the parties agree that a reliability issue exists because the Albany-Corvallis area

is served by a single-feed system. Both parties agree that this area is the largest population

served by the Company that is susceptible to a single failure on a single source of supply.168 As

explained by Mr. Zimmerman at hearing: "any time a company mentions single-feeder systems

... or other kinds of problems with pipeline systems, we're always concerned about whether

there's going to be disruptions to customers. That's normal.s169 Moreover, Mr. Zimmerman

explained that Staff asked the Company to model disruptions in the 2011 IRP, because Albany-

Corvallis is served by a single-feed system and Staff wanted to understand the implications of a

disruption on the Grants Pass Lateral.10 Second, Staff agrees that building the MWVF will

address this reliability concern.

Despite the agreement on these two points, Staff still contends that NW Natural should

not recover the costs associated with the MWVF. Staff's position is not that the MWVF will not

address the reliability issue, but that it should not have been built until 2019."' Staff's position

is based on the fact that when a disruption of the Grants Pass Lateral was modeled in the IRP in

,ss NWN/2200, Yoshihara/3, lines 17-19.
167 See Tr. 204, lines 2-19.
168 Tr. 216, lines 3-13; Tr. 184, lines 2-Tr. 186, line 21.
ass Tr. 195, line 22-Tr. 196, line 2.
"o Tr. 189, lines 12-15; Tr. 195, line 13-Tr. 196, line 4; Tr. 204, line 24-205, line 8.
"' Staff/1100, Sobhy/10, lines 1-16; Staff's Preheating Brief at 21.
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2020, the MWVF was a resource chosen as the least cost resource to provide additional

capacity during the disruption.12

Staff's position makes no sense at all. NW Natural has testified, and Staff concedes,

that 2020 was randomly selected as the date on which the disruption on the Grants Pass Lateral

would be modeled, and the resulting selection of the MWVF for 2019 was because that was the

year prior to the year in which the disruption was modeled.13 If the Company had modeled a

disruption on the Grants Pass Lateral in 2012, the MWVF would have been selected for 2011.14

As such, the 2019 date that forms the basis of the parties' proposal for disallowance is

meaningless.

The absurdity of Staff's position on the timing of the MWVF is apparent when one

considers what the Commission's response would be if the Company actually waited until 2019

to build the project because of the IRP's modeling of a disruption randomly in 2020. In the

event that an outage occurred in 2015 (which is as likely as in 2020 as far as the Company's

knowledge goes), the Commission would undoubtedly find NW Natural's justification for

delaying the project to be unsatisfactory if all it could offer is that it waited until 2019 because

that was the date it randomly chose to address the reliability concern. The Commission should

reject the parties' invitation to adhere blindly to a date in the IRP when that date does not stand

for the proposition the parties assert it does.

The fact is, no party can predict when a disruption will occur.15 The only question is

whether continuing service of the Albany-Corvallis area on a single-feed system subjected its

population to an unacceptable risk of a significant service disruption. Once the Company

determined that such was the case, the only prudent response was for the Company to select

12 Tr. 188, lines 12-24.
173 NWN/2200, Yoshihara/6, lines 9-11.
14 NWN/3300, Yoshihara/4, lines 6-8; Tr. 212, line 10-Tr. 213, line 7.

15 Tr. 195, lines 10-12; Tr. 213, line 24-Tr. 214, line 22.
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the most cost effective approach to ensuring reliability—which is precisely what the Company

did.

3. The Parties' Claim that the Company's Analysis of the MWVF Was
Imprudent Because the Company Did Not Quantify the Need for the Project
Is Wrong.

The parties criticize the Company's analysis of the MWVF, arguing that the Company did

not perform "financial studies, benefit-cost analysis, and cost-effectiveness analysis" to evaluate

the need for the project.16 But, when pressed, Staff fails to offer any description of a plausible

study or action the Company should have taken, but did not.

For example, with respect to the cost-benefit analysis Staff says the Company should

have performed, Staff urges that the Company would need to quantify both the amount of

investment in the plant (the cost) and the value of the benefits from building the plant."' When

questioned as to how the Company could quantify the benefit of eliminating the risk of outages

that would result from a disruption on the Grants Pass Lateral, Mr. Zimmerman suggested that

the Company calculate the cost to the Company of restoring service and calculate the cost that

a disruption would impose on customers.18 Specifically, Mr. Zimmerman testified that the

Company should "ask [customers] what they think it's worth for them not having heat. In other

words, if they are inconvenienced, ...what is it worth?"19

Staff's proposal is contrary to Oregon law. The Company has an obligation to "furnish

adequate and safe service" to its customers.180 Staff agrees that "safe and reliable operation of

NW Natural's natural gas transmission and distribution system is necessary to providing

adequate service to natural gas customers.s181 Measuring the benefit that will result from a

"s 

Staff/1100, Sobhy/16, lines 12-18; See Tr. 191, lines 3-15; CUB's Prehearing Brief at 18; NWIGU's

Prehearing Brief at 6.
"' Tr. 192, lines 1-9.
"$ Tr. 192, line 22-Tr. 193, line 25.
19 Tr. 194, lines 5-9.
180 ORS 757.020.
'$' Re Application of NW Natural Gas Co. for Deferred Accounting of Safety Program Costs, Docket UM

1030, Order No. 01-843, Appendix B at 21 (Sept. 28, 2001).
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reliability project in terms of dollars is inappropriate given the Company's statutory duty to

provide adequate service. In addition, Staff's proposal is unworkable and not a sensible way of

evaluating a reliability project.

4. The Company Evaluated Alternatives for Addressing the Reliability Need
and Found the MWVF to Be the Most Cost Effective.

Staff claims that the Company did not evaluate alternatives to the MWVF.'$Z But that

statement is contradicted by Mr. Yoshihara's testimony explaining the alternatives considered

by the Company.183 Specifically, the Company explained that there are no other feasible

solutions for meeting increased need for capacity in the area other than a pipeline like the

MWVF, because satellite storage and expanding the Grants Pass Lateral are not feasible

alternatives for meeting the reliability needs the Company had identified.184 Moreover, the

Company found that enhancing the existing pipeline alignment is a more cost effective solution

than developing a new pipeline in a new pathway,185 in part because the MWVF will provide

longer-term benefits by helping the Company meet future load increases by transporting low-

cost Mist gas to the south.186 Finally, the Company also explained how it evaluated alternative

routes and provided the related feasibility report, prepared by a third party.187

In the face of all the evidence produced by NW Natural, Staff still insists that the analysis

supporting the MWVF is inadequate. In the end, it appears that Staff is looking for a specific yet

undefined quantitative analysis. Staff's approach should be rejected. The Commission has

clearly stated that it does not require a utility to perform a specific type of analysis prior to

making investments.'$$ The Company must show that its actions were reasonable based on

information that was available (or could reasonably have been available) at the time, and the

182 Tr. 196, line 20-Tr. 197, line 6.
183 NWN/2200, Yoshihara/13-16.
,sa ~d. at 13, lines 1-8.
,as ~d. at 14, lines 13-17.
,ss ~d. at 14, line 18-Yoshihara/16, line 2.
'$' Id. at 16, lines 3-7.
188 Order No. 02-469 at 5.
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Company has met this standard.189 Disallowing a project because the Company did not do a

specific type of analysis would be inappropriate, but would be especially improper considering

that the only analysis a party has said is lacking is one that is nonsensical and not standard

practice.

Moreover, the IRP disruption modeling supports the Company's choice of the MWVF as

the cost-effective option for meeting the reliability need in the Albany-Corvallis area. When a

disruption of the Grants Pass Lateral was modeled in the IRP in 2020, the MWVF was a

resource chosen as the least cost resource to provide additional capacity during the

disruption.190 And if that disruption had been modeled earlier, the MWVF would have been

chosen at that time.19'

Finally, it is notable that no party has pointed out any reasonable alternative to the

MWVF. One option at least mentioned by Ken Zimmerman at the hearing is the Grants Pass

Lateral.'gZ But increasing capacity on the Grants Pass Lateral would not protect the Albany-

Corvallis area from disruptions on that same pipeline.193 As Mr. Yoshihara explained, the only

feasible alternative for addressing the reliability concern in the Albany-Corvallis area is to

develop a pipeline to deliver gas to the area, and it was more cost effective to do so using an

existing pipeline alignment that already been partially 
developed.194

The evidence shows that the MWVF provides benefits to customers in the near term and

in the long term, and that there were no other reasonable alternatives for obtaining these

benefits. The Commission should not disallow the project on the basis that the Company did

189 Re Public Utility Commission of Oregon Investigation to Consider Adoption of New Federal Standards

Contained in the Energy Independence and Security Act of 2007, Docket UM 1409, Order No. 09-501 at

5 (Dec. 18, 2009).
190 Tr. 188, lines 12-24.
191 NWN/3300, Yoshihara/4, lines 6-8.
192 Tr. 197, lines 2-6.
193 Tr. 225, lines 13-21.
194 NWN/2200, Yoshihara/13-14.
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not do a particular type of analysis, the parameters of which no party has articulated, when the

evidence demonstrates that the Company's analysis was reasonable.

5. CUB's Argument that the Costs of the Perrydale to Monmouth and
Monmouth Reinforcement Phases Are Not Known and Measurable Is Moot
Given the Partial Stipulation.

CUB argues that the cost of the Perrydale to Monmouth and Monmouth Reinforcement

phases should not be included in rates because the Company has not shown the estimates are

"known and measurable."'gs CUB's proposal is inconsistent with the Parties' Partial Stipulation.

Paragraph 13 of the Stipulation states: "To the extent the Commission finds that [the] projects

are prudent, the lower of the forecast or actual costs of such projects, incurred as of the rate

effective date, will be added to rate base." The Stipulation also provides for a certification

process to establish the known and measurable costs. CUB's argument that the projects should

be excluded because their costs are not now "known and measurable" is in conflict with this

provision, which specifically provides that the lower of forecast or actual costs will be included in

rates if the projects are found to be prudent.

G. The Commission Should Allow Recovery of the Company's Deferred Tax
Balances.

The Company included in its revenue requirement in this case the amortization of a

regulatory asset related to Oregon state tax rate changes effective with the 2009 tax year that

required NW Natural to increase its deferred tax liability by a net of $2.7 million.196 To recognize

the increase, NW Natural booked a regulatory asset of $4.48 million—representing the $2.7

million change in its deferred tax balance, plus an appropriate gross up for taxes.197

Staff and NWIGU-CUB propose removing this amount on the basis that it would

constitute retroactive ratemaking. However, the regulatory asset at issue relates to deferred

taxes, not current taxes that were paid in the past; therefore, the concept of retroactive

ass CUB's Prehearing Brief at 17, 19.
'gs NWN/1900, Siores/23, lines 10-23.
197 Id. at 24, lines 2-4.
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ratemaking is not applicable here. Commission law and precedent, Internal Revenue Service

(IRS) guidance, and precedent from other states support the Company's position.

Applicable Law

The rule against retroactive ratemaking prohibits utilities from including past profits or

losses in future rates.198 The rule is implicated when the Commission "after determining

expected costs and revenues, supplements that determination by employing past profits or

losses in setting the future return the utility will be authorized to earn."'g9

2. Amortization of the Deferred Tax Balances Does Not Constitute Retroactive
Ratemaking Because Those Balances Will Be Paid in the Future.

The parties continue to argue that it would be retroactive ratemaking for the Company to

amortize this regulatory asset. The Company explained in testimony why the parties' retroactive

ratemaking argument is off base—namely, that the deferred tax balances reflect taxes that will

be paid in the future, not taxes that were paid from the period 2009-2012 or any other prior

period.20° The change in deferred tax balances at issue here represent a change in estimate

that is forward-looking, not backward-looking, so by its very nature the change does not

implicate retroactive ratemaking.
ZO'

The Company provided support for this position in the form of Internal Revenue Service

guidance, which relied on Federal Energy Regulatory Commission precedent, noting that

"Excess deferred taxes have not caused retroactive rate adjustments nor refund orders but

rather have been subject to reconciliation in future ratemaking proceedings.
"2°2

The Company also explained that the one case that the Company is aware of in which

this Commission addressed the appropriate rate treatment for deferred tax balances resulting

'g$ Oregon Attorney General Opinion, Opinion Request OP-6076, 1987 WL 278316 at *1 (Mar. 18, 1987).
199'd.

zoo NWN/1900, Siores/26, lines 18-20.
201 Id. at line 18-Siores/27, line 9.
2°2 Available at http://www.irs.gov/Businesses/Coordinated-Issue-Utility-Industry-Excess-Deferred-Taxes-
and-Section-1341-(Effective-Date:--April-24,-1995) (emphasis added).
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from a tax law change prior to a rate case, the Commission allowed the deferred tax balance

into rates and approved a stipulation that provided that "[i]n the future, if there is a change in the

federal income tax incremental rate ...that results in the company's deferred tax accounts

having been understated or overstated due to the amortization agreed to by the parties [in the

stipulation], then the company may apply for, and the OPUC Staff and other parties agree to

support, appropriate rate increases or decreases designed to restore its deferred tax balances

to the necessary levels.s203 CUB accurately points out that UG 55 was resolved via

stipulation.204 However, regardless of whether the Commission allowed the deferred tax

balance into rates via a settlement or a litigated outcome, the fact is that the Commission did not

find that allowing the balances into rates would violate retroactive ratemaking.

In addition to this precedent, other states addressing the question of whether including a

change in deferred tax balances resulting from a past change in tax rates constitutes retroactive

ratemaking have found that it does not. The Court of Appeals of Texas found that the Texas

commission appropriately included in rates cone-time adjustment to a utility's deferred tax

balance to reflect the fact that the utility's deferred tax balance was too low to pay taxes as they

became due.205 The court stated that "[t]he true effect of the ...adjustment is to allow the utility

to obtain from present and prospective ratepayers its actual current and future tax expenses.

Consequently, this adjusfinent to the deferred-tax account does not, in any way, constitute

retroactive ratemaking."2o6

The Vermont Supreme Court similarly found that adjusting a deferred tax balance does

not constitute retroactive ratemaking.207 In that case, the Vermont commission required a utility

203 Re. the Investigation into the Effect of the Federal Income Tax Reform Act of 1986 on NW Natural Gas

Co., Docket UG 55, Order 87-721 (June 29, 1987).
Z°4 CUB's Prehearing Brief at 38.
2os EI Paso v. Pub. Util. Comm'n of Texas, 839 S.W.2d 895, 930 (Tex. App. 1992) (aff'd in part, rev'd in

part not relevant to deferred taxes).
os ~d. at 931.
207 Re Appeal of Investigation into Existing Rates of Shoreham Tel. Co., Inc., 915 A.2d 197 (Vt. 2006).
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to repay customers amounts the utility had been collecting for deferred taxes on the basis that

the utility's "ADIT [accumulated deferred income tax] account represents customer funds that

were paid [in the past] for future anticipated income tax obligations.i208 The court agreed with

the commission, finding that the action does not amount to retroactive ratemaking because

deferred income taxes are collected from customers "to be held for a future tax liability."209

The Illinois Supreme Court also found that it is appropriate to adjust the deferred tax

balance to account for changes in the tax rate and amortize the difference in rates.210 The court

affirmed the Illinois commission's decision to adjust a utility's deferred tax balance to account for

a reduction in the tax rate, which "overstate[d] the amount of taxes the company [would] be

required to pay in the future."21 The court explained that "because the company overestimated

the amount of taxes it would pay in future years, the company has charged ratepayers more for

deferred taxes than the company will actually pay to the Federal government."212 The court

upheld the commission's decision to amortize those excess deferred taxes over three 
years.Z'3

These cases are consistent with NW Natural's position in this case: because the

deferred tax balances at issue in this case reflect taxes that will be paid in the future, retroactive

ratemaking does not apply. NW Natural is not aware of a state that has found to the contrary.

Staff argues that the Company should not be able to recover these deferred tax

balances because "[t]he exception to collecting expenses between rate cases is deferred

accounting [and] ... NW Natural did not file an application for a deferral.i214 Staff's argument is

based on a false premise—that the deferred tax balances are related to past expenses.

208 Id. at 207.
209 Id. at 208.
2'o Bus. And Professional People for the Pub. Interest v. 111. Commerce Comm'n, 146 111.2d 175, 256-258

1991).
" Id. at 257.
2' 2 Id.
Z'3 Id. at 258.
2'4 Staff's Prehearing Brief at 20.
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Staff also argues that at the time the regulatory asset was created, SB 408 was in effect.

But Staff never testified that NW Natural's update to its deferred taxes was addressed through

SB 408—and in fact it was not. Ms. Garcia simply stated that SB 408 was in effect during the

2009 tax year and that NW Natural's 2009 taxes were reconciled through SB 408.215 This

should not be confused to imply that through SB 408 NW Natural has been made whole on the

issue of deferred taxes.

CUB claims that "a utility cannot ̀update' a deferred tax balance if it has not filed for a

deferral in the first place.i216 CUB appears to be confusing the concept of deferred accounting

with the concept of deferred taxes. Under ORS 757.259, the Commission can authorize a utility

to defer amounts for later incorporation in rates. Deferred taxes, as explained in the Company's

Pre-Hearing Brief, represent future tax liabilities that result from the tax effect of the temporary

differences between book income on the Company's books and the taxable income on the

Company's tax return (book-tax difference).21 Although both terms use the word "defer," they

are entirely separate concepts.

3. NWIGU's Argument that the Company Has Not Paid the Tax Increase
Resulting from the Tax Rate Change Supports the Finding that Changing
the Deferred Tax Balance Does Not Constitute Retroactive Ratemaking.

NWIGU continues to offer the inapt argument that the Company "never actually paid any

increase in state tax as a result of changes in the tax law.i218 As the Company has explained,

NWIGU's argument provides support for the Company's position. The tax rate change resulted

in changes to the deferred tax balance, which represents taxes that will be paid in the future, so

it is understandable that the Company's tax bills from 2009-2011 were not higher because of

this law change.

z~s Staff/1800, Garcia/13.
z'6 CUB's Prehearing Brief at 38.
Z" NWN/3000, Siores/13, lines 6-8.
Z'$ NWIGU's Prehearing Brief at 5.
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The parties have provided no reasonable basis for disallowing amounts necessary to

pay future taxes, which would be in conflict with the requirement that income taxes in rates are

"fair, just and reasonable if the rates include current and deferred income taxes and other

related tax items that are based on estimated revenues derived from the regulated operations of

the utility.s219 Excluding deferred taxes from rates would contravene this requirement.

III. CONCLUSION

For the reasons set forth in the Company's Prehearing Brief and above, the Company

respectfully requests that the Commission: (1) set the Company's ROE at 10.0 percent;

(2) reject Staff's proposed adjustment to cost of debt based on the interest rate hedge loss;

(3) adopt the Company's environmental remediation cost recovery mechanism with no sharing

provision or earnings test, and allowing interest to accrue on deferred amounts consistent with

Order No. 06-507; (4) adopt the Company's proposed pension contribution ratemaking

methodology; (5) find that the development of the MWVF was prudent and allow into rates the

costs associated with the Perrydale to Monmouth and Monmouth Reinforcement phases; and

(6) allow the Company to amortize the regulatory asset associated with deferred tax balances.

DATED: September 12, 2012 McDo,~rvell Rackner ibson PC

Lisa F. Rackner
Amie Jamieson
Of Attorneys for NW Natural

NORTHWEST NATURAL GAS COMPANY

Mark Thompson
Manager, Rates and Regulatory
220 NW Second Ave
Portland, OR 97209

219 ORS 757.269(1) (emphasis added).
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