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1 Q. Are you the sameDoug Larson who testifiedasthe policy witness in this

2 proceeding?

3 A. Yes.

4 Q. What are the purposesof your testimonyon reconsideration?

5 A. I will give anoverviewof theCompany’spositionin this reconsiderationproceeding

6 and introducetheCompany’switnesseson reconsideration.I will alsoaddressthree

7 substantivematters:(1) therelationshipofthis reconsiderationproceedingto the

8 generalratecasePacifiCo1~pplansto file in Oregonin thenearfuture;(2) why the

9 impendingacquisitionof PacifiCorpby MidAmericanEnergyHoldingsCompany

10 (MEHC) is aknownandmeasurablechangewhicheliminatesthebasisfor thetax

11 adjustment;and (3) the importanceoftheCompany’srequestfor deferredaccounting,

12 docketedasUM 1229, in termsof grantingPacifiCorpcompleteandmeaningful

13 reliefon reconsideration.

14 Overview of PacifiCorp’s ReconsiderationCase

15 Q. Pleaseexplain PacifiCorp’s position on reconsideration.

16 A. In grantingreconsiderationofOrder 05-1050(“the RateOrder”), theCommission

17 indicated that it would reviewthreeissues: theapplicability of SB 408 to thiscase,

18 theproperapplicationof SB 408 in this case,andwhethera SB 408 adjustmentin this

19 casewould resultin rates that fall below the“fair, just andreasonable”standard

20 containedin ORS 756.040.

21 TheCompany’spositionis thatSB 408 is inapplicableto this casefor a whole

22 hostof reasons,not theleastof which is that SB 408 expresslyappliesonly to post-

23 2006tax collectedandpaidandtheRateOrderresultedin rateseffectivein 2005.
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1 Evenif SB 408 doesapply, thereareanumberof knownandmeasurablechangesfor

2 2006that eliminateor dramaticallyreducethesizeoftheadjustment.Finally,

3 PacifiCorp’scurrentratelevels in Oregondo not haveheadroomto meetthefair, just

4 andreasonablestandardif theseratesarereducedbaseduponconsolidatedtax issues.

5 Thiswasmadeclearby therecentdowngradein PacifiCorp’scredit ratinglinked

6 directly to theRateOrder.

7 Larry Martin, PacifiCorp’sSeniorTaxDirector,addressestheinapplicability

8 of SB 408 to this case.My testimonydemonstratesthat evenif SB 408 is applicable,

9 atax adjustmentbaseduponcontinuedPHllScottishPowerownershipcannotbe

10 sustainedunderratemakingconventionsrequiringadjustmentsfor knownand

11 measurablechangesandnormalizationof temporarycircumstanceswithin thetest

12 period. Alternatively,Mr. Martin addressesthepropercalculationofa SB 408

13 adjustmentthatassumescontinuedPHllScottishPowerownership,pointing out

14 significantupdatesto anderrorsandomissionsin theCommission’scalculationofthe

15 tax adjustmentin theRateOrder.

16 Finally, BruceWilliams, PacifiCorp‘5 Treasurer,demonstrateshow a

17 consolidatedtax adjustmentin this caseresultsin ratesthat fall below thefair, just

18 andreasonablethreshold,andsubmitsevidenceofthefinancialharmPacifiCorphas

19 suffereddueto theRateOrder.

20 Relationship of ReconsiderationProceedingsand 2006Oregon General RateCase

21 Q. DoesPacifiCorp intend to file a generalrate casein Oregon in 2006?

22 A. Yes. Consistentwith nationaltrends,PacifiCorp’scostscontinueto rise. Investment

23 pressuresdirectlyrelatedto servingcustomerscontinueto mount,andasMr.
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1 Williams demonstratesin his testimony,PacifiCorp’searningsandfinancialratios

2 remainwell below industryaverages.PacifiCorpintendsto file a generalratecasein

3 Oregonin early2006.

4 Q. How doesthe Company intend to treat its tax expensein that filing?

5 A. TheCompanyintendsto seekthefull amountof its tax expense,essentiallyreversing

6 thetax adjustmentin theRateOrder. Assumingthereconsiderationproceedings

7 resultin theCommissioneliminatingits UE 170 taxadjustment,theeffect in thenew

8 ratecasewould be an increasein theauthorizedrevenuesreflectedandadecreasein

9 therateincreaserequested.

10 Q~ Will that filing moot this reconsiderationproceeding?

11 A. No, for severalreasons.First, theeffectivedatefor ratesresultingfrom anewrate

12 casewouldbe 10 monthsfrom thedateof filing. Thisreconsiderationproceedingis

13 scheduledto becompletedin June,resultingin a potentialrestorationof PacifiCorp’s

14 full tax expensemuchearlierin theyear. Second,the Companyhasfiled for deferred

15 accountingto recoverits full tax expenseassumingthattheCommissiongrants

16 reconsideration.Resolutionofthedeferredaccountingrequestis thereforecontingent

17 uponresolutionofthereconsiderationmotion. Third, thetestyearsin thetwo cases

18 aredifferent. UE 170 is basedupona2006 calendaryeartest year(CYO6) andthe

19 newratecasewill bebasedupona2007calendaryeartestyear.

20 Impact ofMEITIC Acquisition ofPacifiCorp

21 Q. Is the Commissionrequired to considerknown and measurablechangesto

22 PacifiCorp’s corporate structure and tax expensein 2006before making a tax

23 adjustment?
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1 A. Yes. RegulatoryconventionsrequiretheCommissionto setratesat a level thatwill

2 berepresentativeofcostsandrevenuesin thefuture testperiod,in this caseCYO6.

3 Thus,theCommissionmust considerPacifiCorp’sknownandmeasurablechanges

4 for its corporatestructureandtax expensesin 2006. TheCommissionmustalso

5 normalizeoutcircumstancesthat existfor only ashortperiodin thetestyearandare

6 not expectedto recur.

7 Q. Are there material known and measurablechangesto PacifiCorp’s corporate

8 structure and tax expensein 2006?

9 A. Yes. ScottishPower’ssaleof PacifiCorpto MEHC is now on track to closeearlyin

10 2006. All federalagencies,FERC,Departmentof JusticeandNRC, andtwo states,

11 Utah andWyoming, haveapprovedthetransaction.By February28, 2006,the endof

12 thesuspensionperiodin UM 1209,PacifiCorphopesto receivean Oregonorder

13 approvingthetransactionbaseduponanunopposedStipulationamongall major

14 partiesto thecasewhich wasfiled in December.PacifiCorpexpectsapprovalorders

15 from theremainingstatesin thesametimeframe.

16 Well beforeresolutionofthesereconsiderationproceedings,PacifiCorp

17 expectsits ownershipstructureto changeandit will no longercontributeany income

18 to thePHI affiliated group. This changecompletelyeliminatestheevidentiarybasis

19 for theconsolidatedtaxadjustmentmadein this case.

20 Q. Should the Commissionnormalize PacifiCorp’s 2006tax expenseby eliminating

21 the ScottishPower-relatedconsolidatedtax adjustment?
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1 A. Yes. Theadjustmentis baseduponcircumstancesthatwill exist for only a few

2 monthsin 2006andwill not recur. Theconsolidatedtax adjustmentcannotbe

3 sustainedasa legitimateadjustmentto costsin theCYO6 test year.

4 Importance ofCompany’s Deferred Accounting Application

5 Q. Has the Company filed an application for deferred accounting in conjunction

6 with thesereconsiderationproceedings?

7 A. Yes. Thisapplicationwasdocketedas UM 1229.

8 Q. Why did the Company file this application?

9 A. Becauseof therule againstretroactiveratemaking,theCompanyneedsthe

10 Commissionto approveits requestfor deferredaccountingif it is to ultimately

11 recoverits lost revenuesassociatedwith thetaxadjustment.Otherwise,evenif the

12 Commissionvacatedormodifiedthetax adjustmentin thecase,PacifiCorp’srelief

13 would beon aprospectivebasisonly andit would notbemadewhole for its lost

14 revenues.

15 Q. Why is full recovery through the deferred accounting application a good

16 outcomefrom a policy perspectiveif the Commissionvacatesor reducesthe tax

17 adjustment?

18 A. The suspensionperiod in this casemaderateseffectivein earlyOctober2005. In

19 grantingreconsideration,theCommissionacknowledgedthatit neededadditional

20 proceedingsto fully understandtheapplicationandoperationofSB 408 in this case.

21 Thus,throughthereconsiderationprocess,theCommissionhaseffectively extended

22 thesuspensiondateindefinitely on thetaxissue. While PacifiCorpagreesthat

23 additionalproceedingsarenecessaryto resolvetheSB 408 issuesin this case,they
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1 shouldnotcomeattheexpenseofrevenuesto which PacifiCorpwasotherwise

2 entitled in October2005. Theserevenuesarematerial,amountingto approximately

3 $500,000perweek.

4 Q. Are there other fairnessissuesthat weigh in favor of granting the deferred

5 accounting application if theCommission vacatesor modifies the tax

6 adjustment?

7 A. Yes. By its terms,SB 408 is applicableonly to taxescollectedandpaidafter2006.

8 TheCommissionimplementedthetaxadjustmentin 2005. Thetheorythat

9 PacifiCorpcan eventuallyrecoup any underrecoveryin tax revenuesthroughthe

10 automatic adjustment clauseis simply inapplicableto the2005underrecoveryperiod.

11 The theoryprovideslittle comfort for the earlymonthsof 2006,aswell, giventhe

12 consensusthat theautomaticadjustmentclausewill notbeginto operateuntil after

13 the2007tax report. Theeffect ofadenial ofdeferredaccountingon thebasisthat

14 PacifiCorpcantheoreticallyrecouptheseamountsin theautomaticadjustmentclause

15 resultsin anuncompensateddelayin recoveryofactualtax expensesof nearlytwo

16 years.

17 As Mr. Williams discusses,theRateOrderhascausedtheCompany

18 significantharmin thefinancialcommunity,includinga ratingsdowngradeand

19 degradationof financialratios. An orderin thisproceedingreconsideringthetax

20 adjustmentandallowing PacifiCorpadeferral to recoverlost revenuesassociated

21 with thatadjustmentis necessaryto restoreinvestorconfidencein theCompany.

22 Q. Doesthis conclude your testimony?

23 A. Yes, it does.
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1 Q, Are you the sameLarry Martin who previously filed rebuttal testimony and

2 sursurrebuttal testimonyin this proceeding?

3 A. Yes.

4 Q. What are the purposesofyour testimony?

5 A. My previoustestimonyexplainedwhy aconsolidatedtax adjustmentbasedupon

6 PHI’s interestdeductionwasunfoundedandinappropriatein this case.My testimony

7 in thesereconsiderationproceedingsdemonstrateswhy this remainstrue,

8 notwithstandingtheenactmentofSenateBill 408 (“SB 408”) in the lastdaysof this

9 case.Theconsolidatedtax adjustmentis notmandatedby SB 408, noreven

10 consistentwith keyprovisionsofthat legislation.

11 My reconsiderationtestimonyalsoaddresseshow theCommissionshould

12 applySB 408 or “its principles” in this caseif it concludesthatthe law applies,

13 notwithstandingPacifiCorp’sargumentsto the contrary. As an alternativeto the

14 testimonyof Mr. Larsonshowingthattheexpectedchangein PacifiCorpownership

15 eliminatesthebasisfor thetax adjustmentmadein Order05-1050(the“Rate Order”),

16 I analyzethetaxadjustmentassumingcontinuedScottishPower/PHIownership. I

17 demonstratethat theCommission’sdisallowanceof $26.63million did not takeinto

18 accountknownandmeasurablechangesfor calendaryear2006(CYO6) andwas

19 inaccuratelycalculated. I showthat theoriginaladjustmentmadeby the

20 Commission,whencalculatedwith an appropriateallocationfactorandusingactual

21 CYO6 interestratesand offsetsfor tax liability associatedwith the interest,would be

22 approximately$1.6 million on an Oregon-allocatedbasis,which is approximately

23 $2.6 million ona grossed-upbasis.
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1 Inapplicability of SB 408

2 Q. DoesSB 408 apply to this rate case?

3 A. No. SB 408 createsan automaticadjustmentclause(AAC) to true-uptaxescollected

4 in ratesafterJanuary1, 2006to actualtaxespaidto unitsofgovernment.It doesnot

5 purportto addressthecalculationoftax expensein baserates,and doesnot applyto

6 UE 170, a casethatresultedin rateseffectivein 2005. Thepremiseof SB 408, which

7 is that anAAC is themeansby which actualtaxesandtaxesin ratesaretrued-up,is

8 inconsistentwith aCommissiondecisionforecastingsucha “truing up” adjustmentin

9 baserates.

10 Q. If theCommissionhas the discretion to apply SB 408 to this case,should it

11 exercisethat discretion?

12 A No. By its terms,SB 408 appliesonly to taxescollectedin ratesandtaxespaidafter

13 January1, 2006. Informationon 2006 taxescollectedandpaidwill notbe available

14 until 2007. For this reason,partiesto theSB 408 rulemaking,AR 499, all agreedthat

15 theSB 408 tax reportsfiled in 2005 and2006—whichcontainpre-2006data—”arefor

16 thesolepurposeof determiningwhetherthereis atriggerfor theautomatic

17 adjustmentclause,not to supporta ratechange.”SeeDepartmentof Justiceletterto

18 AR 499 participants(October7, 2005). Thepartiesalso agreedthat “evenif the

19 Commissionmayuseforecastdatafor theautomaticadjustmentclause,it should,as a

20 matterof policy, useonly historic data.” Id.

21 Theresultofthis consensusinterpretationis that SB 408 tax adjustmentswill

22 not occuruntil afterthe2007 tax report,morethantwo yearsaftertheCommission’s

23 consolidatedtax adjustmentin this case,becausean earlierimplementationcould
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1 violatethetermsofthebill and/orgoodregulatorypolicy. All partiesto the

2 rulemakingalsoconcurthat, asapolicy matter,SB 408 automaticadjustmentsshould

3 bemadein abackward-lookingmannerbaseduponpost-2006historicaldata,not the

4 forward-lookingapproachusedin this case.

5 Q. Wasthe Commission’s reliance on SB 408 faulty and incomplete?

6 A. Yes. Thetax adjustmentlookedonly atone aspectof PacifiCorp’sconsolidatedtaxes

7 andwasnotbaseduponadeterminationthatPHI’s tax benefitswere“properly

8 attributed”to PacifiCorp, Indeed,becausetheCommissionhasyet to definehow

9 consolidatedtaxesareto beattributedto theregulatedutility, it is impossiblefor the

10 Commissionto establishwhethertheattributionof somepartofPHI’s interest

11 deductionto PacifiCorpis properunderSB408.

12 Further,in calculatingan adjustmentunderSB 408, the Commissionmust

13 comparetaxespaid to taxesauthorizedto be collectedin rates. In this comparison,

14 theCommissionmustaddbackto thetaxespaidcalculationcertaintax elements,

15 including deferred taxes,tax settlementpaymentsandcharitablecontributions. The

16 consolidatedtax adjustmentmadein this caseconsiderednoneof thesematters,

17 includingsettlementpaymentsto unitsof governmentin FY05 (for yearsotherthan

18 FY05), whichtotaledin excessof $70 million, deferredtaxesof$44 million relatedto

19 PacifiCorpandcharitablecontributionsof$435,000.

20 Proper Calculation of the Commission’sSB 408 Adjustment AssumingContinued

21 PHI/ScottishPowerOwnership

22 Q. Pleaseexplain your statementthat the disallowancewas basedon an inaccurate

23 calculation.
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1 A. In theRateOrder,theCommissioncalculatedtheadjustmentby apportioningto

2 PacifiCorpapercentageofthefiscal year2005 (FY05) PacifiCorpHoldings,Inc.

3 (“PHI”) interestdeductionbasedon PacifiCorp’scontributionof “grossprofits” to the

4 PHI affiliatedgroup. Thiscalculationresultedin an allocationof 91.5%of thePHI

S interestdeductionto PacifiCorp. As theCommissionnotesin theRateOrder,

6 however,taxesarebaseduponnet taxableincome,not grossprofits. Grossprofits,

7 which excludeexpensesanddeductions,arenot arecognizedmethodto apportion

8 consolidatedtaxes.As I statedin my sur-surrebuttaltestimony,andasintimatedby

9 theCommissionin its order, relativetaxableincomeis arationalapportionment

10 factor; grossprofitsarenot.

11 Q. Are there any provisions of SB 408 that support useof a grossprofits attribution

12 methodology?

13 A. No.

14 Q. Has any party to AR 499 suggestedthat consolidatedtaxesbe attributed to

15 PacifiCorp using a gross profits methodology?

16 A. No. All suggestedapproachesto allocationofconsolidatedtaxesassumetheuseof

17 relativetaxableincomeorrelativetax liability asthebasisfor theattribution

18 calculation.

19 Q. What was PacifiCorp’s contribution to the PHI group’s taxable income in

20 FY05?

21 A. BaseduponPacifiCorp’sFY05 federaltaxreturn,which wasfiled on December15,

22 2005, PacifiCorpcontributed50%of PHI’s grouptaxableincomein FY05.

23 Q. Was this relative taxable income percentageavailable earlier?
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1 A. No. I hadpreviouslyestimatedthis percentage,but thefinal numbersfrom

2 PacifiCorp’sFY05 federaltaxreturnwerenot availableat thetime ofmy earlier

3 testimonyin this case.

4 Q. Is PacifiCorp’s contribution to the PHI group’s taxable incomeexpectedto

5 increasein CYO6?

6 A. No. It is expectedto decreasebaseduponprojectedrevenueincreasesfor

7 nonregulatedaffiliateswithin thePHI consolidatedgroup,potentialcorporate

8 restructuringandthesaleofPacifiCorpto MidAmericanEnergyHoldings Company

9 (“MEHC”).

10 Q. The Commission’sRateOrder indicates that thePHI interest deduction is a

11 “constant” that SB 408 requires the Commissionto passon to customers. Is this

12 true?

13 A. No. Overthepastseveralyears,the interestdeductionhasdecreasedsignificantly. In

14 2006, it is expectedto decreaseevenfurtherandthendisappearuponclosingof

15 MEHC’s purchaseof PacifiCorp.

16 Q. Which known and measurablechangesin CYO6 should be reflected in any

17 consolidatedtax adjustment basedupon PHI’s interest deduction?

18 A. First, the Commission’sRateOrdershouldaccountfor a changein thePHI debt

19 structure,which occurredon September22, 2005, andwhich will decreasePHI’s

20 interestdeductionin thetestyear. This changedecreasedthelevel of interestthat

21 PHI will pay in CYO6 to $136 million, which is significantly lessthanthe

22 $160million assumedby theCommissionin thecalculationofthedisallowance.The
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1 currentdebtis $2.731 billion at 4.97688%interest. Theinterestrateis effectivefor

2 90 daysfrom theendof December2005.

3 Second,theRateOrderalsofailed to considertheoffsettingeffect of

4 ScottishPower’stax paymentsin CYO6. TheRateOrderconcludedthat the PHI

S interestdeductionwould decreasetheCYO6 tax liability ofPacifiCorp’scorporate

6 family by 37.95%. This is not true. In fact, thePHI interestdeductionwill decrease

7 theCYO6 taxliability ofPacifiCorp’scorporatefamily by only 7.95%. As aresultof

8 thepassageoftheUK FinanceAct of2005, ScottishPowernow paystaxesat a rateof

9 30%on thePHI interestpayments.Thus,ScottishPowerwill paytaxesat arateof

10 30%in CYO6 on any PHI interestpaymentsit receives.

11 Q. Why should the CommissionconsiderScottishPower’stax payments?

12 A. ScottishPower’staxpaymentsareactualtaxpaymentsmadeto units ofgovernment

13 on thePHI interest,whichmustbeconsideredunderSB 408 or “its principles.”

14 Furthermore,ScottishPoweris PHI’s only shareholderandthereforePacifiCorp’s

15 ultimateshareholder.Thenotionthatunderliesthedisallowance—i.e.,thatPHI or

16 thePHI groupreceivesan economicwindfall benefit from thePHI tax deduction

17 which shouldbereturnedto customers—isunfounded.Not only doesPHI suffera

18 burdenthat createsthededuction(it makestheinterestpayment),ScottishPowerpays

19 tax on theincomeit receivesfrom PHI. Thus,theallegedeconomicbenefitto the

20 PHI groupofthe interestdeductioncannotbemorethanthedifferencebetweenthe

21 PHI tax savingsandtheScottishPowertax burden. Thereis no soundlegal orpolicy

22 basisunderSB 408 or otherwiseto imputealargertax benefitthanactuallyexistsand

23 thenallocateaportionofthatphantomtax benefit to customers.
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1 Q. You statethat the Commission’sadjustment, when calculatedwith a correct

2 allocation factor and consideringknown and measurablechangesin the CYO6

3 testyear,should be $2.6 million on an Oregon-allocatedand grossed-upbasis.

4 How exactlydid you calculate this figure?

5 A. Thefigure is derivedasfollows: ((PHI interestdeduction* combinedU.S. effective

6 taxrate)— (PHI interestpayment* UK tax rate)) * PercentageofPHI grouptaxable

7 incomefrom PacifiCorp* Oregonallocationfactoron an SNPbasis* tax gross-up

8 factor= adjustmentto revenuerequirement.In numericform, thecalculationis as

9 follows: (($136m* 37,95%)— ($136m* 30%)) * 50.3095%* 28.8723%= 1.570m*

10 1.657= $2.602million.

11 Thecalculationdemonstratesthat thereareanumberofissueswith the

12 Commission’stax adjustment,eachof whichmateriallyreducetheamountof the

13 adjustment,andtakentogether,resultin adecreaseoftheadjustmentto 10%ofits

14 original amount.

15 Q. Doesthis concludeyour direct testimony on reconsideration?

16 A. Yes, it does.
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1 Q. Are you the sameBruce Williams who previously filed direct, rebuttal and sur-

2 surrebuttal testimony in this proceeding?

3 A. Yes.

4 Q. What are thepurposesof your direct testimony on reconsideration?

5 A. My testimonydemonstratesthat theCommission’sdisallowanceof$26.63million,

6 on an Oregon-allocatedandgrossed-upbasis,in OrderNo. 05-1050(“theRate

7 Order”) will resultin asignificantlynegativeimpacton thereturnon equity the

8 Companywould haveanyreasonableexpectationofearning.Theseresults

9 demonstratethat theCommission’stax adjustmentin thiscaseleadsto rateswhich

10 fall belowthe“fair, just andreasonable”ratestandardrequiredby SB 408. Further,I

11 will explaintherisk of a downgradein theCompany’screditratingasaresultofthe

12 RateOrder,arisk thatwasrecentlyrealizedwhenFitch RatingsloweredPacifiCorp’s

13 credit ratingfrom “A-” to “BBB+”, citing the“unfavorablefinal order” in UE 170.

14 Q. What is the sourceof the “fair, just and reasonable”rate standard you

15 reference?

16 A. ORS 756.040requirestheCommissionto setratesthat are“fair, just andreasonable.”

17 TheAttorneyGeneral’slegalopinionon SB 408 interpretedthe“fair, just and

18 reasonable”standardasacapon utilities’ exposureto ratereductionsunderSB408.

19 (Letterto LeeBeyerfrom AttorneyGeneralHardyMyersat 16 (December27,

20 2005)). TheCommission’sorderon reconsiderationdirectedreviewofwhetherthe

21 Order’stax adjustmentresultsin ratesthatviolate the“fair, just andreasonable”

22 standardin ORS756.040.
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1 Q. Is this a different interpretation of the “fair, just and reasonable”standard than

2 that setforth in the Commission’sRateOrder?

3 A. Yes. In its RateOrder,theCommissionconstruedSB 408’sreferenceto the“fair,

4 just andreasonable”standardas mandatingimmediateimplementationof SB 408 or

5 “its principles” in PacifiCorp’sbaserates. In contrast,theAttorneyGeneral’s

6 Opinion makesclearthat the“fair, just andreasonable”standardis onethatprotects

7 utilities againstratereductionsunderSB 408. Thestandard,in otherwords,is a

8 shieldfor utilities, not aswordto justify prematureor overbroadimplementationof

9 SB 408.

10 Q. Have you consideredthe impact the RateOrder will have on PacifiCorp’s

11 financial position?

12 A. Yes. Theimpacton PacifiCorpis significantlynegativefor severalreasons.First,

13 theCompanywill haveno reasonableopportunityto earntheauthorized10% return

14 on equity thatwasstipulatedto andapprovedin theOrder. Basedon Oregon

15 normalizedresultsofoperationsfor thetestperiodof 12 monthsending

16 December31, 2006,theCompany’sprojectedreturnon equity will be 8.4%; that is,

17 160 basispointslower thantheapproved10%,basedon the$16.07million tax

18 expenseadjustment.Thatdisparityis dueto thefact thatin arrivingatthetax

19 adjustment,theCommissionessentiallyassumedthat theCompanywill not havethat

20 tax expense,which as explainedby LarryMartin in his Direct Testimonyon

21 Reconsideration,is erroneous.TheCompany’sactualresultsfor calendaryear2006

22 will not havethebenefitof the$16.07million interestdeductionassumedby the

23 Commission.
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1 Q. Pleaseexplain theseresults in the contextofPacifiCorp’s overall financial

2 position.

3 A. TheCompanyhaschronicallyunderearnedoverthepastseveralyearsasit hasfaced

4 increasedcostsrelatedto powercosts,pensions,benefits,insuranceandotherexternal

5 costdrivers,while its investmentneedsto serveload andmaintainsystemreliability

6 havealsogrown. For instance,PacifiCorp’ssemi-annualreportfor theyearended

7 March 31,2005 showedits unadjustedOregonreturnon equityto be7.07%,andits

8 adjustedreturnon equityto be 6.895%. TheCommission’sRateOrderensuresthat

9 this ultimatelyunsustainablepatternof underearningcouldcontinueundertherates

10 in effectpursuantto theRateOrder,astheauthorizedreturnon equity is now

11 effectively 8.4%.

12 Q. How do thesereturns compareto utility averages?

13 A. Thesereturnsarefar belowtheUS industryaverageof 11.3%forthe 12 months

14 endingSeptember30, 2005. Basedon RegulatoryResearchAssociates,Inc.’s

15 January2, 2006rankingofindustryequityreturns,PacifiCorp’sOregonearnedreturn

16 on equityof 6.895%placesit
45

1h out of 48 utilities listed with measurablereturns.

17 Exhibit PPL/318. Insteadofaggressivelyaddressingthis situationby increasing

18 PacifiCorp’sratesto “fair, just andreasonable”levels,theRateOrderhaslowered

19 earningsandreturnsevenfurtherby settingrateswith an effectiveauthorizedreturn

20 on equity of 8.4%.

21 Q. Doesthe reduction in tax expenseand earnings suggestthe possibility of future

22 downward adjustments in tax expenseand earnings?
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1 A. Yes. Thetax expensedisallowancemayhavean additionaladverseimpacton the

2 Company’srisk profile asaresultoftheunderearningit causes.With lessearnings,

3 theCompanywill havelessincometax expense,leadingto furtherdownward

4 pressureon rates. Furtherratereductionsin turn will increasetheCompany’srisk.

S Q. What is the likely impact of the reducedreturn on equity?

6 A. A returnon equity of 8.4%is notcommensuratewith returnson investmentin other

7 enterpriseshavingcorrespondingrisk. Normally, areturnon equity shouldbe

8 sufficient to assureconfidencein thefinancialintegrityof autility soas to allow the

9 utility to attractcapital. In acase,suchashere,wheretheeffectivereturnon equity is

10 set too low, theutility is diminishedin its capacityasan investment. If theutility, as

11 aresult,receiveslessinvestmentsupportfrom its parentcompany,it mayhaveto take

12 on additionaldebt,which resultsin highercostsofborrowingandcould leadto

13 higherutility rates.

14 Q. Is a reduced return on equity the only impact of the tax expensedisallowance?

15 A. No. In additionto the impacton returnon equity, thedisallowancealsonegatively

16 impactskey financialratiosunderlyingPacifiCorp’scredit rating. Without the

17 disallowance,PacifiCorp’sratioswerealreadysufficientlyborderlinebetweenits

18 current“A-” creditratingby Standard& Poor’s(“S&P”) anda “BBB” ratingthat it

19 hasbeennecessaryto relyuponthebenefit from ScottishPowerownershipin orderto

20 avoida downgrade.As thetablebelow illustrates,however,thenegativechangein

21 thoseratiosheightenstherisk of an S&PdowngradeasPacifiCorpmovesfurther

22 downthescaleof”BBB” ratios. Thetablebelowcomparesthekey financialratios

23 thatresultfrom theRateOrderto theS&P benchmarks.
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1 Oregon
2 S&P Guidelinefor Normalized Pass/Fail‘A’ S&P Guideline Indicative
3 A RatingCategory* Result** Guideline? For BBB Category* Rating

4 FFO/ 4,5x—3.8x 3.6x Fail 3.8x-2.8x highBBB
5 Interest

6 FFO/ 30%— 22% 17% Fail 22% - 15% low BBB
7 TotalDebt

8 Debt/ 42%— 50% 56% Fail 50%- 60% mid BBB
9 Capitalization

10 *for BusinessPositionS (i.e. PacifiCorp)
11 **includes S&P adjustmentsfor imputeddebt

12 Whatthis comparisonshowsis thatbasedon themetricsusedby S&P in establishing

13 credit ratingfor acompanysuchasPacifiCorp,amid-”BBB” to weak-”BBB” rating

14 would likely be given. In its mostrecentratingsreportdatedJanuary30, 2006, S&P

15 reaffirmedits positionthat“PacifiCorp’s standalonefinancialmetricsareweakfor its

16 current“A-” CCR.” Exhibit PPL/319at 1.

17 Q. Pleaseexplain the risks ofweak credit metrics such as these.

18 A. It is importantto notethat beingjustbarelywithin theS&P guidelines’ rangesis not

19 apreferredposition,sinceit doesnot leave theCompanyacceptable“headroom”in

20 theeventof unusualandsignificant occurrences,suchasthepowercost upswingof

21 2000-2001.It is bestto bepositionedsuchthatanomalouseventsdo notcausea

22 changein creditratingdueto themetricsmoving outsidetheguidelines. Inadequate

23 headroomexposescustomersto increasedrisk of theadverseconsequencesof acredit

24 ratingdowngrade.

25 Q. How do PacifiCorp’s financial ratios compareto the ratios of other utilities?

26 A. A reviewof PacifiCorp’sfinancialratiosfor the last five yearscomparedto industry

27 averageandto thereferencegroupits usesfor costof capitalpurposesdemonstrates
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I that PacifiCorphassignificantly underperformedin everyyearrelativeto both

2 comparators.Exhibit PPL/320. Evenprior to thetax adjustmentin this case,these

3 resultsraiseseriousquestionsaboutwhethertheORS756.040standardwasbeing

4 met in OregonbecausePacifiCorp’sreturnsaresimply not comparableto otherswith

5 similar risk, TheRateOrderwidensthenegativegapbetweenPacifiCorp’sfinancial

6 performanceandthat of otherutilities.

7 Q. What are the consequencesof a credit rating downgrade?

8 A. Therearetwo primaryimpacts,bothnegative:highercostof debtfor theCompany,

9 andreducedaccessto borrowedcapital,at a time whenPacifiCorpwill needto invest

10 approximatelyonebillion dollarsperyearfor thenextseveralyears. Thesignificant

11 impactfor theCompany’scustomerswould be higherratesdueto thehighercostof

12 capital,but thereare additionalimpactsas well, suchasreducedaccessto long-term

13 marketsfor powerpurchasesandsales,increasedPPA debtimputationto credit ratios

14 (debtimputationis calculatedusing theCompany’scurrentcostof debt)andmore

15 onerouscollateralrequirementsrelatedto suchtransactions.Thosemoreonerous

16 collateralrequirements,which arepotentiallyverysubstantial,canin turnput

17 constraintson theCompany’sability to makeinvestmentsin facilities for customers.

18 Thecostsoftheseimpacts,especiallyin light ofwholesalepowermarketcost

19 increases,could far exceedtheamountof thetax adjustment.

20 Q. Has PacifiCorp’s credit rating been lowered in responseto the tax adjustment in

21 theRate Order?

22 A. Yes. On January31, 2006,Fitch RatingsloweredPacifiCorp’screditrating on senior

23 unsecureddebtto “BBB+” from “A-”, noting“the unfavorablefinal orderissuedin
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1 September2005by theOregoncommissionin PPW’sgeneralratecase.” According

2 to theratingsannouncement,“the OregonPublicUtilities Commission’sSeptember

3 2005orderincorporatingrecentlyenactedtax legislation(SenateBill 408)in PPW’s

4 OregonGRCis aseriousmatterfor concernin Fitch’s view.” Fitch alsonotedthat

S theoutcomeofthesereconsiderationproceedings,aswell asthepermanentruleson

6 SB 408 “will affect PPW’sfutureearningsandcashflows.” Exhibit PPL/321at 1-2.

7 Q. Have you receivedother indications that the RateOrder will negatively impact

8 theCompany’s credit rating?

9 A. Yes. Following issuanceof theOrder,S&P published a note on October 7, 2005,

10 regardingtheRateOrder’stax disallowance,statingthat “the ruling is adversefor

11 credit quality.” Exhibit PPL/322at 1. Thenotewarnedthat in thefuture therecould

12 be an adverseratingsactiondueto thedisallowance.Whetheran adverseratings

13 actionoccurswill be dependenton anumberoffactors,includingtheprovisionsof

14 thepermanentrulesto be adoptedfor implementationof SB 408. S&P reiteratedthis

15 point in its mostrecentcreditreport,notingthat “theultimateoutcomeof the

16 permanentrulesrelatedto OregonSenateBill 408, passedin the fall of 2005,may

17 haveimplicationsfor PacifiCorp‘ s earningsand cashflow.” Exhibit PPL/319 at 1.

18 Q. Have other institutions expressedconcernregarding the impact of the Rate

19 Order?

20 A. Yes. Consistentwith theconcernreflectedin theFitch downgradeandtheS&P

21 notes,representativesof Barclay’sBank,JP MorganandBNP Paribas,all ofwhom

22 havesubstantialfinancialcommitmentsto PacifiCorp,haveexpressedconcernsto me

23 not only aboutthemagnitudeof thedollar impactfrom thedisallowance,but alsoits
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1 very nature,in that it flows to ratepayersthetax benefitsof non-regulatedaffiliates.

2 Thatis, suchan adjustmentwill tendto increasetheriskprofile oftheCompanyin

3 that theperformanceofnonregulatedaffiliatesmaynow impacttheCompany’srate

4 ofreturn.

S Q. Have other institutions commentednegativelyon Oregon’s regulatory

6 environment as a result ofSB 408 and the Rate Order?

7 A. Yes. RegulatoryResearchAssociates,Inc. in its recentStateRegulatoryEvaluation

8 report,datedJanuary6, 2006, stated“we areloweringourratingof Oregonregulation

9 to Average/2from Average/idueto thepotentialnegativeramificationsof Senate

10 Bill 408, enactedin September2005,that requirestheflow throughof consolidated

11 tax savingsto ratepayers.”Exhibit PPL/323at 1.

12 Q. What should the Commission do to ensurethat PacifiCorp’s rates are fair, just

13 and reasonable?

14 A. TheCommissionshouldvacatetheRateOrder’stax adjustmenton thebasisthat it

15 producesratesthat fall belowthestandardrequiredby ORS756.040and allowa

16 deferredaccountto permittheCompanyto recoverits associatedlost revenues.

17 Q, Doesthis concludeyour testimony?

18 A. Yes,it does.
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UTILITY FOCUS ____

Regulatory Research Associates, Inc. — 30 Montgomery Street--Jersey City, New Jersey 07302 -- (201)433-5507-- FAX: (201) 433-6138

INDUSTRY STUDY January3, 2006

ELECTRIC UTILITY QUALITY MEASURES: Rankings and Trends
Calendar Years 2000-2004and 12 Months Ended September30, 2005

This reportis intendedto enablethereaderto assesstheunderlyingfinancialquality ofthe
electricutility industryandto provideanunderstandingofthestatusof the industry’s financialquality in
comparisonwith historicalmeasures.Wehavecalculatedseveralquality measuresfor the 12 months
endedSeptember30,2005, for eachof53 “parent” electricutility companies,andhavepresentedmostof
thedatawith comparablecalculationsfor calendar-years2000through2004. TableI, onpages2 and3,
lists theactualcurrentfinancialstatementdatafrom which mostoftheupdatedratioswere calculated.In
addition,wehaveisolatedtheutility-specific financialdataintoa separatesectionfor 96 electricoperating
companiesonly (TableXII, on pages18 to 21). To helpthereaderassesstherelativequalitativeposition
ofany specificcompany,we rankthe53 companiesfor eachmeasurement(for the12 monthsended
September30, 2005)in orderof highest-to-lowestquality. Thesecurrentrankingsare consolidatedinto
TableII, on pages4 through6. By usingthealphabeticalandrankedtablesascross-references,the relative
positionof an individual companycaneasilybe identified. Thereare 11 differentqualitymeasureslisted
in this report,and,in total, theyutilize datafrom thecompanies’key financialdocuments--theincome
statement,thestatementofcashflow, andthebalancesheet. Below is an index ofthetablesin which the
specificquality measurementsare found, andthenumberedpageson whicheachtableis located.This
reportis publishedquarterly.

TABLE INDEX

TableNo. TableHeading PageNo.
I FinancialStatementData- September30, 2005 2-3

II Summaryof Quality Rankings 4-6
III SummaryofFive-Year AverageData 7
IV PretaxInterestCoverage 8
V Overall FixedChargeCoverage 9

VI CashFlow CoverageofDividend 10
VII DividendPayoutRatios 11

VIII Returnon CommonEquity 12
IX Returnon TotalCapital 13
X CapitalStructureData 14

XI Market Value to EBITDA 15
XII Quality Measures- OperatingUtility Only 18-21

(Textcontinuedon page16.)
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Table VIII

12 mos.
~ornoany ~LQ~

ALLEG ENERGY 10.5

ALLETE 1.7

ALLIANT 11.0

AMEREN CORP 10.9

AMEREL PWR 13.1

AVISTA 16.2

CENTERPOINT rim.
CHENERGY 8.4

CINERGY 11.2

CLECO CORP 15.0

CMS ENERGY 9.2
CON EDISON 9.9

CONSTELLATION 11.3

DOMIN RESOU 14.9

DPL INC 10.0
DIE ENERGY 10.1

DUKEENERGY 8.1

DUQUESNE LI 13.6

EDISON INTL 15.5
ENERGY EAST 8.8

ENTERGY 11.0
EXELON 20.0

FIRSTENERGY 10.1

FPL GROUP 12.3
GREAT PLAINS n.m.

HAWAII ELEC 9.5

IDACORP 8.5
KEYSPAN CORP 10.5

NISOURCE 7.8

NOEAST UI 6.1
NSTAR 13.2

OGE ENERGY 12.1

PEPCO HOLDINGS 8.0
PG&E CORP 10.9

PINNACLE WST 10.7

PNM RESOURCES n.m.

PPL CORP 18.1
PROG ENERGY 8.9

PS ENT GROUP 13.3
PUGET ENERGY 9.1

SCANACORP 11.7

SEMPRA ENERGY 18.2

SIERRA PAC R n.m.
SOUTHERN CO 15.1

TECO ENERGY 14.1
IXU n.m.

UIL HOLDINGS 6.4

UNISOURCE n.m.
VECTREN 11.5

WESTAR ENERGY 8.8
WISC ENERGY 11.4

WPS RESOURCES 15.7

XCEL ENERGY ~

53-Co.Avg. 11.3

~QQ4ZQQI 2Q~2 2QQI 2QQQ
% % % % %

n.m. n.m. n.a. 20.0 18.3

n.m. 11.1 12.0 14.6 14.5

8.5 7.6 6.4 10.3 8.4
10.1 11.4 12.2 14.5 15.0

11.2 12.4 12.5 13.4 10.4

4.7 6.7 4.5 9.4 14.8

n.m. n.m. n.m. 16.2 15.9
8.7 9.1 8,3 10.4 10.5

11,4 12.6 14.1 15.3 14.8

12.1 11.3 12.8 14.3 14.5

8.5 n.m. n.a. 8.3 12.4

11.0 10.1 11.5 12.2 12.7

12.6 11.9 10.7 11.7 11.9
14.0 13.9 14.9 13.9 12.3

22.1 18.3 10.3 24.5 17.6
7.8 11.1 13.7 11.8 12.3

8.6 8.0 11.3 17.6 32.5

15.8 16.6 15.7 7.9 10.7

10.9 15.8 17.1 14.9 11.7
9.2 8.2 10.5 13.4 14.9

10.0 11.6 11.0 9.8 10.1
20.5 21.0 19.5 18.6 24.5

10.3 7.5 11.9 12.1 13.0

12.2 13.0 13.4 13.6 13.5

16.9 15.4 17.0 11.6 17.0
9.3 11.1 11.9 12.4 9.7

8.2 5.3 7.0 14.8 16.7
11.7 12.1 13.2 12.1 11.7

9.4 9.8 12.0 7.7 13.6

7.7 7.1 6.4 8.6 9.9
13.3 13.5 13.9 13.4 12.5

11.8 13.2 12.0 9.9 14.0

8.7 7.1 10.1 10.8 9.9
13.7 14.6 21.8 n.m. 13.1

8.5 8.1 12.1 13.9 13.2

7.9 7.5 7.0 17.7 17.2

18.2 23.3 27.1 31.7 26.1
9.8 11.9 13.1 12.3 14.7

12.8 17.5 19.2 18.8 11.3

9.3 7.5 7.5 8.1 12.9
12.5 12.4 11.7 10.7 10.7

20.7 18.9 20.7 19.8 18.5

n.m. n.m. na. 4.9 -2.8
15.0 15.5 15.7 11.9 14.4

10.2 7.7 13.2 16.7 16.6
30.3 12.8 10.1 13.1 11.6

7.1 6.1 8.9 12.1 12.5

7.6 9.0 7.5 15.0 12.8

10.7 11.7 13.4 11.0 14.5

10.0 n.m. na. n.m. 3.2

11.6 12.0 12.8 11.8 8.9

14.0 12.5 11.8 12.5 12.5

1Q~ i~Q M
11.8 11.7 12.5 13.4 13.5

12 Months:9130/05

Rank

I EXELON 20.0

2 SEMPRA ENERGY 18.2

3 PPL CORP 18.1

4 AVISTA 16.2
5 WPS RESOURCES 15.7

6 EDISON INTL 15.5

7 SOUTHERN CO 15.1

8 CLECO CORP 15.0
9 DOMIN RESOU 14.9

10 TECO ENERGY 14.1
11 DUQUESNELT 13.6

12 PSENTGROUP 13.3

13 NSTAR 13.2

14 AMER EL PWR 13.1
15 FPL GROUP 12.3

16 OGE ENERGY 12.1

17 SCANACORP 11.7
18 VECIREN 11.5

19 WISC ENERGY 11.4

20 CONSTELLATION 11.3
21 CINERGY 11.2
22 ALLIANT 11.0

23 ENTERGY 11.0

24 AMEREN CORP 10.9

25 PG&E CORP 10.9
26 PINNACLE WSI 10.7

27 ALLEG ENERGY 10.5

28 KEYSPAN CORP 10.5

29 FIRSTENERGY 10.1
30 DIE ENERGY 10.1

31 DPL INC 10.0

32 CON EDISON 9.9
33 XCEL ENERGY 9.9

34 HAWAII ELEC 9.5

35 CMS ENERGY 9.2
36 PUGET ENERGY 9.1

37 PROG ENERGY 8.9
38 ENERGY EAST 8.8

39 WESTAR ENERGY 8.8

40 IDACORP 8.5

41 CH ENERGY 8.4
42 DUKE ENERGY 8.1

43 PEPCO HOLDINGS 8.0

44 NISOURCE 7.8

45 UIL HOLDINGS 6.4
48 NO’EAST UT 6.1

47 ALLElE 1.7
48 CENTERPOINT n.m.
49 PNM RESOURCES n.m.

50 UNISOURCE n.m.

51 GREAT PLAINS n.m.
52 IXU n.m.

53 SIERRA PAC R ~g

ii .a~

5-Year Avg: 2000-2004
~15

PPL CORP 25.3
EXELON 20.8

SEMPRA ENERGY 19.3

DPL INC 18.6

PS ENIT GROUP 15.9

PG&E CORP 15.8

DUKE ENERGY 15.6

GREAT PLAINS 15.6

IXU 15.5

SOUTHERN CO 14.5
EDISON INTL 14.1

DOMIN RESOU 13.8

CINERGY 13.7

DUQUESNE LI 13.3
NSTAR 13.3

FPL GROUP 13.1

ALLETE 13.0

CLECO CORP 13.0
TECO ENERGY 12.9

AMEREN CORP 12.6
WPS RESOURCES 12.6

PROG ENERGY 12.4

VECTREN 12.2
OGE ENERGY 12.2

KEYSPAN CORP 12.1
AMER EL PWR 12.0

CONSTELLATION 11.8

SCANA CORP 11.6

CON EDISON 11.5
PNM RESOURCES 11.5

WISC ENERGY 11.4

DIE ENERGY 11.3
ENERGY EAST 11.2

PINNACLE WST 11.1

XCEL ENERGY 11.1

FIRSTENERGY 11.0
HAWAII ELEC 10.9

ENTERGY 10.5

NISOURCE 10.5

IDACORP 10.4
UNISOURCE 10.4

CMS ENERGY 9.8
CHENERGY 9.4

UIL HOLDINGS 9.4

PEPCO HOLDINGS 9.3
PUGET ENERGY 9.1

ALLIANT 8.2

AVISTA 8.0
NO’EAST UT 7.9

WESTAR ENERGY 6.6

SIERRAPACR 1.1

CENIERPOINT n.m.
ALLEG ENERGY j~

12.6

RETURN on AVERAGE COMMON EQUITY

RANKING of RETURN on COMMON EQUITY
5-Yr.
Avg.

2000-
2Q~4

‘I,
n.m.

13.0

8.2

12.6

12.0

8.0

n.m.
9,4

13.7

13.0

9.8

11.5

11.8
13.8

18.6

11.3

15.8

13.3

14.1

11.2

10.5

20.8

11.0
13.1

15.6
10.9

10.4

12.1
10.5

7.9

13.3
12.2

9.3

15.8

11.1
11.5

25.3

12.4

15.9

9.1

11.6

19.3

1.1

14.5
12.9

15.5

9.4
10.4

12.2

8.6
11.4

12.6

flA
12.6
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Rationale

Publication date: 30-Jan-06, 17:03:00 EST
Reprinted from RatingsDirect

Summary: PacifiCorp
Primary Credit Analyst

Anne SaltIng, San FrancIsco (1) 415-371-5009;
anne_selting@standardandpoors.com

jQuick Links
Rationale

http://www2.standardandpoors.comlservletfSatellite?pagenamesp/sp_article/ArticleTemp...1/31/2006

The ‘A-’ corporate credit rating (CCR) on PacilICorp reflects the
consolidated credit quality of the utility’s ultimate parent, Scottish
Power plc (A-/Stable/A-2). PacillCorp’sratings remain on
CreditWatch with negative implications following the May 2005
announcement that the utility would be acquired by MidAmerican
Energy Holdings Co. (MEHC; BBB-iwatch Positivel—) for $9.4
billion, consisting of $5.1 billion in equity and the assumption of
net debt and preferred stock of $4.3 billion. The acquisition will
be financed at the MEHC level, predominantly with equity. While
final regulatory approval in each of the states PacillCorp serves
is pending, current indications suggest that the transaction may
close on or before March 31, 2006.

MEHC has committed to regulators that it will structurally
separate or wring fence5 PaciflCorp from MEHC. If PaciflCorp
meets Standard & Poors ring-fencing criteria, once the sale is
completed, PacifiCorp’s CCRcould be higher than MEHC’s CCR,
but it would also reflect its standalone credit quality. The
CreditWatch with negative Implications indicates that PacifiCorp’s
standalone financial metrics are weak for its current ‘A-’ CCR.
Under the settlements negotiated, MEHC has agreed to forgo
dividends from PaclflCorp if PaciflCorp’s common equity ratio is
below 4825% from the closing date of the transaction through
Dec. 31, 2008. Other commitments include credits of up to
$142.5 million (if adopted by all states) that will reduce retail
rates through 2010 to the extent that PacillCorp does not achieve
identified cost reductions or demonstrate mitigation of certain
risks to customers.

PaciliCorp’s satisfactory business profile score (a ‘5’ on a 10-
point scale, with ‘1’ being the strongest) reflects a predominantly
coal-fired generation fleet that in fiscal 2005 (ended March 31)
provided about 70% of retail energy requirements (power
purchases constitute about 21%, wIth hydro and natural gas
providing the remaining balance), competitive retail rates, and
progress in adjudicating rate cases to ensure that rates reflect
current costs, which should improve the company’s return on
equity (ROE), that has consistently been below authorized levels.
The ultimate outcome of the permanent rules related to Oregon
Senate bill 408, passed in the fall of 2005, may have implications
for PacifiCorp’s earnings and cash flow. The current expectation
is that permanent rules will be implemented during this summer.

In the last quarter, PacillCorp and MEHC have negotiated two
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key proposed settlements In Oregon and Utah that support the
acquisition. Recently, it was announced that Wyoming and
Washington have also completed settlements, meaning that
settlements now exist in all six states. The settlements contain
“most favored nation5 clauses by which any state may ask the
company to provide it with the terms and conditions negotiated in
another. Final approval will require commission votes in all six
states, which is scheduled to occur by the end of February. The
Federal Energy Regulatory Commission (FERC), the Nuclear
Regulatory Commission, and the Department of Justice (DOJ)
have all approved the transaction. Berkshire Hathaway is
expected to soon file its request with the DOJ seeking early
termination of the waiting period for Its conversion of MEHC
convertible preferred stock.

Short-termrating factors.
Until the transaction closes, PacifiCorp’s short-term ratings
are based on the ‘A-2’ short-term ratings on Scottish Power
plc and Scothsh Power U.K. and reflect the expectations that,
in the short term, the companies are expected to have ample
internal liquidity. This is due to the steady, predictable net
cash flow stream produced by the group’s regulated
businesses, the group’s minimal debt maturities over the next
few years, and Scottish Power’s ample credit facility capacity.
Cash and other short-term deposits, which amounted to about
£920 million ($1.16 billion) at Sept 30, 2005, are held in a
variety of quickly accessible funds. Full capacity exists under
a $500 million revolving credit facility due in 2010.

PacitlCorp currently provides for its own liquidity needs. Its
cash and cash equivalent position was $123.4 million as of
Sept. 30, relative to $199 million as of year-end fiscal 2005. In
addition, it has an $800 million commercial paper program,
with $296 million outstanding at the end of the third quarter.
The program is backstopped by a revoMng credit agreement
that terminates in August 2010. As of Sept. 30, the facility was
un-utilized and fully available.

The purchase agreement specifies that Scottish Power, via
PaciliCorp Holdings Inc. (PHI), make a common equity
contribution to PacifiCorp in quarterly amounts that total $500
million for fiscal 2006. ConsIdering the contributions against
expected dividends, which are capped in the acquisition
agreement, the net cash equity contribution the utility is
expected to receive from Scottish Power via PHI is about
$285.2 million. In contrast, in fiscal 2005, PaciflCorp’s
dividends paid to PHI totaled about $193 million, and no
equity contributions were received.

Future maturities of $120 million during the second half of
fiscal 2006 are in line with historic obligations. At Sept. 30
(which is halfway through Scottish Power’s fiscal year),
PacillCorp’s capital expenditures totaled $470 million. The
utility has indicated that it expects total fiscal 2006 capital
expendItures to be about $1.1 billion. The acquisition
agreement requires capital expenditures consistent with
PacifiCorp’s budget. ________

I1~baok to lop I
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Note: Information unavailable from
RRA on Empire District and MGE
Energy, Inc.

PacifiCorp Oregon
Financial Ratio Comparisons

Averacie as of 2005 2004 2003 2002 2001

3.88 5.70 4.20 3.50 2.20 3.80
5.44 5.60 4.50 5.20 5.00 6.90
5.22 4.60 5.10 5.50 5.00 5.90
4.96 4.70 4.40 4.60 5.30 5.80
3.46 3.60 3.60 3.20 3.00 3.90
5.08 5.10 5.10 5.20 3.50 6.50
4.55 4.50 4.80 4.70 4.20 n.m.
3.76 3.70 4.00 4.60 3.10 3.40
5.93 4.90 4.90 4.70 n.m. 9.20
6.08 6.30 6.20 6.20 5.90 5.80
4.32 4.90 4.50 4.60 5.20 2.40

_______ 4.20 4.20 4.30 4.10 n.m. 4.20

4.72 4.82 4.63 4.68 4.24 5.25

Average All Operating Utilities 11.30 10.70 11.10 11.40 11.40 11.90 5.14 5.00 5.40 5.00 4.90 5.40

PacifiCorp 4.78 6.50 7.00 4.40 8.90 (2.90) 2.34 2.80 3.00 2.50 4.50 (1.10)

Differences
PacifiCorplessPeer Group
PacifiCorp less All Operating Utilities

(6.61) (4.47) (3.92) (6.80) (2.70) (15.16)
(6.52) (4.20) (4.10) (7.00) (2.50) (14.80)

(2.38) (2.02) (1.63) (2.18) 0.26 (6.35)
(2.80) (2.20) (2.40) (2.50) (0.40) (6.50)

Source:RRA Electric Utility Quality
Measures: Ranking and Trends, dated
January3, 2006

Retum on Eciuity

PeerGroup

Alliant Energy
Ameren
CH Energy Group
Con. Edison
Energy East Corp.
FPL
NSTAR
ProgressEnergy
SCANA Corp
Southem Company
Vectren Corp
Xcel Energy

Average

12 months
Return on Total Caoital

12 months
Averacie asof2005 2004 2003 2002 2001

8.76 11.00 8.50 7.60 6.40 10.30
11.82 10.90 10.10 11.40 12.20 14.50
8.98 8.40 8.70 9.10 8.30 10.40

10.94 9.90 11.00 10.10 11.50 12.20
10.02 8.80 9.20 8.20 10.50 13.40
12.90 12.30 12.20 13.00 13.40 13.60
13.46 13.20 13.30 13.50 13.90 13.40
11.20 8.90 9.80 11.90 13.10 12.30
11.80 11.70 12.50 12.40 11.70 10.70
14.64 15.10 15.00 15.50 15.70 11.90
11.66 11.50 10.70 11.70 13.40 11.00
10.48 9.90 10.00 10.00 9.10 13.40
11.39 10.97 10.92 11.20 11.60 12.26



PacifiCorp Oregon
Financial Ratio Comparisons

Peer Group

Pretax Interest Coverage
12 months

Average as of 2005 2004 2003 2002 2001

Fixed Charge Coverage
12 months

Average asof 2005 2004 2003 2002 2001

Alliant Energy
Ameren
CH Energy Group
Con. Edison
EnergyEastCorp.
FPL
NSTAR
Progress Energy
SCANACorp
Southem Company
Vectren Corp
Xcel Energy
Average

2.43 2.73 2.74 2.33 1.88 2.46
4.31 4.43 3.96 3.84 4.21 5.12
4.18 4.91 5.16 4.45 3.67 2.72
3.30 3.22 3.06 3.19 3.39 3.64
2.53 2.43 2.78 2.24 2.37 2.85
4.00 3.20 3.35 4.30 4.50 4.66
2.78 2.87 3.00 2.84 2.49 2.72
2.06 1.87 2.32 2.19 2.12 1.79
2.80 1.86 3.12 3.11 2.50 3.43
4.35 4.06 4.17 4.04 5.14 4.34
2.87 3.11 2.99 2.97 2.95 2.32
2.18 2.46 2.57 2.44 0.93 2.50

3.15 3.10 3.27 3.16 3.01 3.21

2.01 2.46 2.06 1.78 1.68
2.97 3.09 2.83 2.65 2.95
2.90 3.27 3.24 2.88 2.54
2.46 2.52 2.38 2.40 2.47
1.84 1.88 1.85 1.68 1.76
3.13 2.78 2.80 3.21 3.55
2.09 2.16 2.20 2.11 2.00
2.17 2.06 2.15 2.35 2.28
2.26 2.37 2.43 2.33 2.20
2.95 3.14 3.15 3.04 2.93
2.41 2.55 2.49 2.48 2.46
1.99 2.15 2.18 2.07 1.57

2.43 2.54 2.48 2.42 2.37

Note: Information unavailable from
RRA on Empire District and MGE
Energy, Inc.

Average All Operating Utilities 3.79 3.94 4.06 3.64 3.81 3.48 2.66 2.85 2.90 2.58 2.58 2.41

PacifiCorp 2.28 2.53 2.40 2.05 3.25 1.19 1.59 1.87 1.89 1.46 2.07 0.64

Differences
PacifiCorp less Peer Group
PacifiCorp less All Operating Utilities

(0.87) (0.57) (0.87) (1.11) 0.24 (2.02)
(1.50) (1.41) (1.66) (1.59) (0.56) (2.29)

(0.84) (0.67) (0.59) (0.96) (0.30) (1.72)
(1.08) (0.98) (1.01) (1.12) (0.51) (1.77)

Source: RRA ElectricUtility Quality
Measures: Ranking and Trends, dated
January 3, 2006

2.05
3.33
2.55
2.53
2.01
3.33
1.96
2.02
1.96
2.50
2.07
1.96

2.36

tTl

Q



UE 170 (RECON)
PPLExhibit 321

BEFORETHE PUBLIC UTILITY COMMISSION
OF THE STATE OFOREGON

PACIFICORP

Exhibit AccompanyingDirect Testimonyof BruceWilliams on Reconsideration

February2006



ExhibitPPL321

1 f’~ • Williams/i

r itcniiatings
FITCH LOWERS PPW SR UNSECUREDDEBT TO ‘BBB+’; OUTLOOK
STABLE

FitchRatings-NewYork-31 January2006: Fitch RatingshasloweredPacifiCorp’s(PPW)creditratingsas
indicatedbelow:

--Issuerdefaultratingto ‘BBB’ from ‘BBB+’;
--Seniorsecuredto ‘A-’ from ‘A’;
--Seniorunsecuredto ‘BBB+’ from ‘A-’;
--Preferredstockto ‘BBB’ from ‘BBB+’.

At the sametime, FitchhasaffirmedPPW’s ‘F2’ shorttermrating.TheRating Outlookis Stablefor all of
PPW’s long- andshort-termdebtandpreferredsecurities.The ratingaction affectsapproximately$4.4 billion
ofdebt.

The lowered ratingsbetterreflectthecompany’soperatingcashflow anddebt leveragemeasures,largecapital
spendingprogram,andbusinessriskprofile. While a largemajorityofthe utility’s generatingcapacitymix is
coal-fired,incrementalloadgrowthis expectedto bemetprimarily by naturalgas-firedresources.As a result,
thecompany’snaturalgasrequirementsarelikely to growovertime. Managementhascontractsin placeto
hedgeits naturalgasexposurethrough2007, including fuel for thenewCurrantCreekandLakeSidepower
plants,andhashydrohedgesin placeto mitigate in part its exposureto critical waterconditionsthrough
September2006. In addition,regulatoryfilings in the pastyearto implementfuel andpurchasepowercost
adjustmentmechanisms,if approved,would furthermitigatecommodityexposure.Thesefilings arecurrently
beingconsideredby regulatorsin Wyoming, Washington,UtahandOregon.Nonetheless,themechanismsare
not in placeyet andexposureto high andrisingnaturalgasfuel andpurchasepowercostscouldbe significant,
especiallyin theeventofa sustainedoutageat a base-loadgeneratingfacility duringaperiodofpeakdemand.
Theratingsalso considerPPW’s above-industryaverageserviceterritorygrowth,primarily in its eastern
serviceterritory, andsignificantplannedinvestmentin newplantandinfrastructuretomeetits load
requirements,whichareestimatedto approximate$1 billion perannumoverthenextfive years.

Theratingaction and StableRatingOutlook incorporatereasonableregulatoryoutcomesin pendingandfuture
rateproceedingsandnotethe unfavorablefinal orderissuedin September2005 by the Oregoncommissionin
PPW’s generalratecase(GRC,discussedfurtherbelow).The proposedsale ofPPWby ScottishPower(SP;
seniorunsecureddebtrated‘BBB+’ by Fitch) to MidAmericanEnergyHoldings Company(MEHC; senior
unsecureddebtrated‘BBB’ byFitch) is not a factorin theratingdowngrade.In fact,Fitchviewsthechangein
ownership,if approvedby regulatoryauthoritiesasexpectedby theendofMarch2006, asa stabilizing factor
for PPW’screditprofile. Conversely,if theproposedsaleto MEHC were to fail, theresultwould be
uncertaintyasto thefutureownershipofPPW,which in Fitch’s view would be a negativecreditdevelopment.
TheStableOutlookalsoanticipatesthe equity infusion ofapproximately$300 million netofdividendsfrom its
directparent,PacifiCorpHoldings,Inc. (PHI), during the2006fiscalyear.PPWis a direct subsidiaryofPHI,
which is a wholly-ownedsubsidiaryofSP.

PPW’s operatingcashflow hasbeenchallengedby a lackofregulatorysupportandlow returnsin its six-state
serviceterritory andbelownormalhydroelectricconditionsin five ofthe pastsix years(recentwinter
2005-2006precipitationstatisticsimply significantly improvedhydrogenationin 2006).Fitch continuesto
view regulationasa primaryrisk for PPWfixed incomeinvestorsandrecognizesprogressmadeby SP
managementin improving its relationswith its regulators.Moreover,Fitch assumesprogressin thisareawill
continueundernewownership.Regulatoryprogressis evidencedby constructiveoutcomesin PPW’s
multi-stateprocess,theFebruary2005 UtahPublic ServiceCommissionGRC orderauthorizinga $51 million
rateincrease,legislationenactedin Utahadoptinga forwardtestyear,andthe pendingpowercostadjustment
mechanismfilings in Oregon,WashingtonandWyoming.

However,the OregonPublicUtilities Commission’s(OPUC)September2005 order incorporatingrecently



Williams/2
enactedtax legislation(SenateBill 408) in PPW’sOregonGRC is aseriousmatterfor concernin Fitch’s view.
The OPUChasgrantedPPW’smotionto reheartheorder in its GRCwith respectto the incorporationof
SenateBill 408, whichreducedthe$52 million rateincreasecontemplatedundersettlementagreements
reachedby PPWwith intervenergroupsto approximately$26million. Rehearingproceedingsarescheduled
throughMay 2006,which togetherwith the outcomeoftheSenateBill 408,permanentrule makingprocess
will affectPPW’s futureearningsandcashflows.

The agreedsaleof PPWby SP for approximately$9.4 billion to MEHC, including theassumptionof $4.3
billion of netdebtandpreferredstock,announcedMay24, 2005,hasreceivedclearanceunderHart Scott
Rodinoandthe approvalof theFederalEnergyRegulatoryCommissionandtheNuclearRegulatory
Commission.Settlementagreementshavebeenreachedwith the relevantpartiesin all six statesPPWserves.
The UtahPublicServiceCommissionunanimouslyapprovedthe acquisitionof PPWby MEHC andissuedits
orderJan.27, 2006.TheWyomingPublic ServiceCommissionhasalsoapprovedthetransactionandafinal
written orderwill be issuedandbecomeeffectiveFeb. 10, 2006.

Contact:Philip Smyth,CFA +1-212-908-0531 or KarenAnderson+1-312-368-3165,New York.

Media Relations:BrianBertsch,NewYork, Tel: +1 212-908-0549.

Fitch’s rating definitionsandthetermsofuseof suchratingsareavailableon the agency’spublic site,
‘www.fitchratings.com’.Publishedratings,criteria andmethodologiesareavailablefromthis site, at all times.
Fitch’s codeof conduct,confidentiality,conflictsof interest,affiliate firewall, complianceandotherrelevant
policiesandproceduresarealsoavailablefrom the‘Code of Conduct’sectionof thissite.
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Pub’icationdate: 07.Oct.05,16~58:16EST
Rapiintedfrom RattngsOirect

PaciflCorp (A-/Watch Neg/A-2) received a disappointing ruling
from the Oregon Public Utthties Commission (OPUC) on Sept.
28, 2005, that cut in half the $52.5 million retail rate increase
negotiated as part of a stipulated settlement with various parties,
including staff. The decision authorized just $25.9 million, or a
retail rateincrease of about 3.2%, which became effective Oct. 4,
2005.

The $26 million disallowance reflects adjustmentsthe OPUC
made in the amount of income taxes that PacfllCorp may collect
in its retail electric rates related to recently enacted legislation,
Senate Bill (SB) 408. Oregon constitutes about 30% of
PaclllCorp’s retail market. While the ruling is adverse for credit
quality, no near-term rating action is foreseen at this time as
Scottish Power supports PaciflCorp’s ratings. Longer-term, there
could be an adverse ratings action, depending on factors that are
discussed in detail below.

Frequently AskedQuestions

V~,4iatis SB 408?

Credit FAQ: PaciflCorp’s Rate Case Ruling
PrlrrraryCredit Analyst

Anne Salting, San Francisco (1)415-371-80*
anne_seIting©sland&dandpoors.Com

Quick Links
Frequently Asked Questions

http :Itwww2 , standard ndpoors.com/se 1et/Sate11ite?pagenaxnesp/sp.~~.article/ArticleTemp...10/7/2005

SB 408 addresses concerns that Oregon utilities may be
collecting income tax expenses in retail electric and natural
gas rates that are not ultimately paid by either the utility or its
affiliate (such as a parent) to taxing authorities. A utility’s
federal and state income taxes are considered an operating
expense for ratemaking purposes. In Oregon, as in many
other states, retail rates are set at levels designed to cover
operating expenses, including income taxes, over an agreed
upon test period. But differences frequently arise between
amounts that an electric or gas utility collects that are
attributable to its stand-alone tax obligations and amounts that
the consolidated company actually pays In taxes. Such
differences arise for a number of reasons. For example, a
utility’s positive stand-alone tax obligation could be pmperly
combined with the generation of Income as well as losses
within the parent company’s federal tax return, Tax payments
reflect all the combined income and loss positions of the
consolidated entity,

The essence of SB 408 is that it overturnsthe precedent of
calculating utility taxes on a stand-alone basis and Instead
requires the OPtiC to track taxes collected by utilities in rates
and compare this amount against taxes ultimately paid by the
utility or the consolidated corporation to state, federal and
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local governments. The legislation authorizes the
establishment of a mechanism that automatically flows back
to retail ratepayers arty differences in income taxes collected
versus income taxes actually paid by the filing company that
are attributable to regulated operations.

The genesis of SB 408, which passed by a significant margin
in the Oregon Legislature, has to do with Issues surrounding
Enrori’s ownership of Portland General Electric (POE;
BBB/Stable/—). Consumer advocates have charged that while
the utility collected n~Ilionsof dollars in retail rates for PGE’s
estimated tax obligations, offsethng losses in other Enron
operations resulted in Its paying no federal or state Income
taxes for several years. As a result~PacifiCorp has found itself
drawn into a sensitive policy issue that has generated
widespread concern throughout the state.

How does SB 408 affect PacifiCorp and Scottish
Power?

SB 408 applies to investor-owned electric and natural gas
utilities that are regulated by the OPtiC and serve more than
50,000 customers, Other utilities that are potentially affected
are PGE, Northwest Natural Gas (A+/Stable/A-1), Avista
(BB+/&table/B-1)and PacilICorp.

While all four of these investor-owed utilities will be required to
file tax information, those most vulnerable to actual Income
tax-based adjustments appear to be PGE and PaciflCorp.
PaciflCorp’s potential SB 408 tax adjustments stem principally
from:

• The ability of its U.S. holding company to deduct
interest expenses on its federal and state income tax
filings, which it pays to Scottish Power in association
with its acquisition indebtedness; and

• The U.S. holding company’s ability to utilize tax
deductions from PacllICorp’s non-regulated affiliates.

Scottish Power purchased PaciflCorp in 1999. Subsequent to
the acquisition, Scottish Power created PaciflCorp Holdings
Inc. (PHI), a non-operating, indirect, wholly owned subsidiary.
PHI is the parent of PacfllCorp and of Scottish Power’s three
other U.S. subsidiaries, including PPM Energy.

The interest that PHI pays to Scottish Power that is
associated with an inter-company loan Is deductible on the
consolidated tax returns that PHI tiles on behalf of PaciflCorp
and the other three subsidiaries, At fiscal year end March 31,
2005, PHI reflected an Inter-company loan balance of about
$2.4 billion, and PHI paid to Scottish Power approximately
$160 million in related interest. This constituted a direct offset
to PHI’S consolidated tax liability, and thus reduced the
consolidated group’s taxable income. SB 408 WIll likely mean
that until Scottish Power sells PacifiCorp, the utility could face
future retail rate deductions induced by the automatic
adjustment mechanism, unless PHI debt is reduced.

How is the automatic tax adjustment mechanism

http://www2. standardandpoorscomlseMet/Satellite?pagenamesp/sp_article/ArticleTemp... 10/7/2005
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expected to work?
SB 408 applies to income taxes collected from ratepayers and
paid to governments beginning Jan. 1, 2006. The legislation
specifies that beginning in 2005, utilities must file an annual
tax report on October 15. For the three preceding fiscal years,
the report must provide: A) the amount of taxes paid by the
utility, or the consolidated entity’s Income taxes paid that are
“attributable” to regulated operations; and B) the amount of
taxes authorized for collection in the utiIity~sretail rates. The
lesser of item A is then compared to item B, and if the
difference is at least $100,000, an adjustment is triggered.

SB 408 appears to apply the adjustment symmetrically,
allowing for the possibility of an increase in retail rates due to
higher tax obligations of the stand-alone utility. But a concern
from a credit perspective is that the OPUC may suspend the
adjuster if it is found to have a materially adverse effect on
ratepayers. This suggests that in Its application, the
mechanism would more commonly be used to reduce retail
rates rather than to pass through rate increases to
consumers. Many of the details of the mechanism are left to
the OPUC.

V~k~enwill the details of the mechanism be finalized?
The OPUC issued interim rules on Sept. 15 to enable the Oct.
15 filings. These rules have proved difficult to decipher and
have sparked significant concern of the utilities, because there
is a potential for unintended consequences. For example, the
temporary rules seem to apply a tax adjustment even in cases
where the consolidated tax payments far exceed the amount
of taxes collected and paid by the utility. Troubling for the
pending MidAmerican Energy Holdings Co. (MEHC)
acquisition of Pacificorp is interim rule language that would
allow the OPUC to allocate the tax benefits of losses at
unregulated affiliates owned by Berkshire Hathaway to
Oregon ratepayers in the form of a rate reduction.

Permanent rules are expected to be in place by mid-January
2006. The content of these permanent rules will be critical for
credit quality—open-ended rules that introduce a wide set of
circumstances in which a rate reduction could be required will
increase regulatory risk and potentially increase the variability
of regulated cash flows. Also unknown is when the tax trigger
should begin. It is PacifiCorp’s position (and that of some
intervenors) that filings made in 2005 and 2006 are to be used
for information purposes only, and that only In late 2007
should the filings be used trigger an actual adjustment. But
until permanent rules are in place, it is difficult to determine
how the details will work.

How is it that SB 408 formed the basis of reductions in
PacifiCorp’s rate case?

Treatment of taxes was a contested issue in PaciflCorp’s
general rate case, and no stipulations were reached with
parties on this issue. While the case was pending before the
OPUC, SB 408 was passed on an emergency basis, which
means the bill became effective when the state’s governor
signed it on Sept. 2, 2005. The Industrial Customers of
Northwest Utilities (JCNU) argued that SB 408 should be

http://www2 standardandpoorscomlservl et/Satellite?pagename=sp/sp_article/ArticleTemp... 10/7/2005
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considered in the context of PacifiCorp’s general rate case
decision. The OPUC agreed.

Because it was not expected that the OPUC would apply the
principles of SB 408 until after permanent rules were adopted
for taxes paid after Jan. 1, 2006, the ruling was a surprise,
The OPUC appears to have predicated its authority to apply
SB 408 to the general rate case on the fact that PaciflCorp’s
retail rates are based on a forward 2006 test year, and
therefore some portion of the authorized rate increase is to
cover expected 2006 expenses, including income taxes. The
OPtiC noted in its decision that it is not “bound to maintain
our practice of stand-alone calculations, particularly when a
new statute comes into play.” In reducing the settlement by
half, the OPtiC did not formally apply an adjustment
mechanism but followed a methodology presented by the
Citizen’s Utility Board, a ratepayer advocate. More balanced
rules proposed by staff were rejected.

What are the immediate credit implications for
PacifiCorp?

In theshort run, Standard & Poors is taking no rating action.
Critical to understanding this decision is the fact that
PaclllCorp’s current ‘A-’ corporate credit rating (CCR) is based
on the consolidated credit quality of Scottish Power. Thus, a
rating action, If it were to occur, would reflect the impact of the
OPUC rate case decision and the future risks of SB 408 on
the consolidated operations.

PaclllCorp represents about 45% of Scothsh Power’s
operating profit, with the Oregon market being the second-
largest service area behind Utah. Scottish Power produced
about £1.2 billion (or $2.2 billion) of funds from operations
(FF0) in fiscal 2005 (ending March 31), so the pro-tax $26
million disallowance represents about 1% of consolidated
cash flows. Thus, the immediate consequences of the rate
case are nominal from the consolidated perspective. Key
consolidated cash flow ratios for fiscal 2005 were appropriate
for the rating, with funds from operation (FF0) interest
coverage of about 4.Ox and adjusted FF0 to total debt of
20%.

What are the longer-term credit implications?
In the tong run, the credit implications are more complex, and
will be a function of a number of unknowns. For example, until
permanent rules are in place, it is difficult to assess the full
impact of SB 408 on future utility financial performance. in
addition, PacifiCorp has vigorously disputed OPUC~S
application of SB 408 to the rate case proceeding, calling the
OPtiC decision premature, ill advised, and possibly illegal. If
the company takes legal action regarding the rate case and
prevails, It could recoup the rate reductions, though not for
some time, and SB 408 will continue to apply to future
revenues earned by the utility. Also, while the legislation
applies only to Oregon, there is potential for this issue to
become a policy concern in other states, especially in Utah,
which is PacifiCorp’s largest market, accounting for 40% of
the company’s retail electric revenues. On Oct. 6, 2005 the
Committee of Consumer Services Issued a letter calling on

http://www2. standardandpoors comlservletlSatellite?pagename=sp/sparticle/ArticleTemp... 10/7/2005
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the Utah Public Service Commission to investigate
consolidated tax issues.

Most importantly, Scottish Power is in the process of selling
PaclfiCorp. As a result, PaciflCorp’s ratings are on
CreditWatch with negative Implications, reflecting PacillCorp’s
weak credit metrics, which would not support its current OCR
were it rated on a stand-alone basis. The OPUC decision will
reduce after-tax cash flows by about $16 million. And absent
any changes in Pt-il’s debt and tax arrangements, stand-alone
performance will be weaker than forecast. These impacts
could be ephemeral, if it ~Scompleted. However, the extent to
which SB 408 may impact PacillCorp following the sale to
MEl-IC is also uncertain and is dependent on the permanent
decision, For example, given the broad nature of Berkshire’s
businesses, it is likely that loss-making companies will exist in
any given year, which under the temporary rules could result
in rate reductions to Oregon customers.

What effect could this have on the sale of PacifiCorp
to MEHC?

While the parties have made no public statements in this
regard, it is clear that the legislation could influence whether
MEHC proceeds with the sale because the permanent rules
have the potential to affect the future profitability of PaciflCorp.
MEHC’S offer was made before SB 408 was passed and,
since then, it has closely followed the developments. After the
temporary rules were announced, MEHC met with multiple
parties, including the state governor. The company’s public
statements have expressed significant concern about the
interim rules. Standard & Poor’s is monitoring the situation
and will comment further as conditions warrant.

1~baokto top I

Disclaimers Privacy Notice Terms of Use Regulatory Disclosures SIte Map Help
Copyright (o) Standard & Poor’s, a division of The McGraw-HIH Companies, Inc. All rights reserved.

http :I/www2 standardandpoors.com!servlet/Satellite?pagenarnesp/sparticie/ArticleTemp... 10/7/2005
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30 MontgomeryStreet
Jersey Oily New Jer~ey 07302
(201) 433.5507
F~x(201) 433-6135

STATE REGUL~TOR~EVALUATIONS

A~partofRRA’s regulatoryresearcheffort, we evaluatetheregulatoryclimates of49 states
and theDistrictofColumbia. Theevaluationsareassig4edfrom an investor perspective and indicate
thereiativeregulatoryriskassociated with the ownership ofsecuritiesissuedby tliejurisdictioxfs
electri; gas~and telephoneutilities. Each evaluatiott is based upon our stadies ofthe numerous factors
affectingthe regulatoryprocess in the state, arid is chan~edas major events occur witich cause us ta
modi~fyour view of the regulatoryrisk. accruing to the o~iier~bipofutility securities in thatindividual
jurisdiction. We also review our evaluation when.weis~te State Regulatory Review~,and when.we
publishquarterlycomparativeevaluations.Themajorit3’ of factorsthat weconsiderarediscussedin.
FocnsNotes, ~e Regulatory Reviews.~mn.aiReports.c, ‘Ri 3pd~jes,~We alsoconsider
informationobtainedfrom contacts with commission. eb tipany, arid government personnel in the
course of our research. The final evaluation,reflectsour~ssessmentof theprobablelevelandquality of
theearningsto berealizedby the state’sutilities asares~ltof regulatory,legislative,an.dcourtactions.

RRA rnaintai:usthreeprincipal ratingcategories: kbove.Average,Average,andBelow
Average. Weendeavorto maintainanapproximatelye~lnumberofratingsabovetheaverageand
belowtheaverage.Withi~theprincipalratingcategoriâ~,thenumbers1,2, and3 indicaterelative
position. Thedesignation 1 indicates a stronger rating; 2j~amid-rangerating; and,3, aweaker rating.

Our last ‘StateRegulatoryEvaluations”wasirn1~lishedOctober5, 2005,at whichtime,we
noted two ratingschanges;in responseto increasedpoliti~izationoftheregulatoryprocess,welowered
our ratingofIllinois to BelowMeragell fromA~r,ag~L~(seeFN 9/23/05);and, in. recognitionof
constructiveratedecisionsfor three ofthemajorizivcstc~rrownedutilities,weraisedourratingof
Georgia regulationto ~ from Averagel2. At thL~time we are raising our rating of the
Californiaregulatoryclimateto Average/2from A~,Leragt~i3in recognitionofmore constructive
policies,in particular,theCaliforniaPublicUtilities Coxnknission’s December2005authorizationof
above-averageequityreturnsfor 2006for thestate’smaj~renergyutilities (see theFiriaLkeport
12/29/05). In addition,weare lowering ourrating ofOré~onregulationto y~g~from A~erage~.
dueto thepotentialnegativeramifioation~of SenateBill ~SB)408,enactedin September2005, that
requires the flow through ofconsolidatedtax savings to r~,tepayers(I~J1/6106).

Our state regulatory evaluationsare not to be coz4ised with our “Tier” classifications,Ic which
wecategorize49 statesand theDiatrict of Columbiabasedonrelative progresstowardelectricindustry
restructuring.For furtherdetail, refer to the October20,~004Sp~ciaiReportentitledElectric Lndu~y
RestructuringUpdare,which is revisedweeklyon.ourwe~sitei~ww.rra-focur.com.
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Alabama
Florida
Indiana
North Carolina
Wisconsin

1
Del~ware
Georgia
Iowa
Maryland
Massachusetts
SouthCarolina
Tennessee
Washington

Cali?omia*
District ofColumbia
Hawaii
Kentucky

tehigan
Minnesota
Nebraska
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North Dakota
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Arkansas
Colorado
Connecticut
Idaho
Kansas
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Maine
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NewMexico
Pennsylvania
Utah
Wyoming
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1

Illinois
Montana
Nevada
Texas
Vermont
We&t Virginia

Alabama- AAi2
Arizona - A/3
Arkansas- At)
California— A/2*
Colorado- At)
Connecticut- At)
Delaware- A/I
Disc.ofCol. - A/2
Florida A.A/2
Georgia - A/I
Hawaii - A/2
Idaho- A/3
Illinois BA/i
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Iowa-A/l Nevada~BA/l
Kansas- A/3 NewHampshire- A13
Kentucky - A12 NewJersey A/2
Louisiana- A/3 NewMexico - A13
Maine- At) NewYork A/2
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Mississippi- AAJ3 Oregon- A/2~
Missouri At3 Pennsylvania- A/3
Montana- BAlI

Rhodelslaiid A/2
SouthCarolina- A/l
SouthDakota- A/2
Tennessee- A/l
Texas-BA/I
Utah-A/)
Vermont- BA/I
Virginia - AA/3
Washington - A/I
WestVirginia - BA/I
Wisconsin- AA/2
Wyoming - Af3
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