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Please state your name, business address and present position with
PacifiCorp (the Company).

My name is D. Douglas Larson.

Are you the same D. Douglas Larson who offered testimony in this
proceeding?

Yes. I filed rebuttal testimony in this proceeding and adopted the direct testimony

of Donald Furman.

Purpose and Summary of Testimony

Q.

A.

What is the purpose of your sur-surrebuttal testimony?

My testimony provides an overall perspective on the Company’s proposed
revenue requirement increase in this case. I discuss the key remaining issues in
the case and describe the various stipulations and Company concessions that have
narrowed the issues in dispute. Ihighlight the importance of the outcome of this
case to PacifiCorp and its customers, in terms of ensuring that PacifiCorp’s credit
ratings and financial status remain strong when the Company faces $1 billion
annually in new capital expenditures. I explain that the Commission can grant
PacifiCorp’s revenue requirement request in the face of rising costs and
expenditures with a moderate, single-digit rate increase. By rejecting extremes
and embracing the reasonable, realistic positions of the Company on cost of
capital, FAS pension expense and taxes, the Commission can deliver a win/win
outcome in this case: financial stability for PacifiCorp and the continuation of

low rates for customers.
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Case Overview

Please comment on the current status of this case.

Thanks to constructive engagement by Staff and intervenors, the parties have
resolved a number of major issues in the case, including net power costs, O&M,
non-labor A&G, incentives, benefits and standby rates for partial requirements
customers. In addition, Staff and the Company have settled RVM power costs,
with the Staff’s agreement to support application of the Revised Protocol to the
Company’s new QF contracts and the waiver of the New Resource Rule for the
West Valley Lease, the Gadsby CTs and Currant Creek. These agreements are
contained in four Partial Stipulations, two described in my rebuttal testimony and
two described below.

Another major issue in this case, the status of the Klamath irrigators’
special contracts, was effectively bifurcated from the case by the agreement of the
parties, memorialized in the Prehearing Conference Memorandum issued by Chief
Administrative Law Judge Michael Grant on June 30t 2005, to waive the UE 170
suspension period for this issue and rely on Schedule 33 as the interim rate for
these customers pending a final Commission decision before April 2006.

As a result, there are only three major revenue requirement issues that
remain in dispute: cost of capital, pensions and taxes. Additionally, the major
policy issue of PacifiCorp’s RVM remains unsettled with respect to ICNU and
CUB.

Has PacifiCorp updated certain costs in its filing?

Yes. PacifiCorp has updated its capital costs by decreasing its costs of long-term
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debt and preferred equity. It has also updated its pension costs by increasing its
FAS 87 expense, decreasing its FAS 106 expense and accepting Staff’s pension

administration adjustment.

Q. Has PacifiCorp updated its revenue requirement to reflect the current status
of its filing?

A. Yes. Taking into account the effect of the three Partial Stipulations bearing on
revenue requirement, the Klamath irrigators’ interim rate and updated pension and
capital costs, PacifiCorp’s new proposed revenue requirement is $75.9 million.
This constitutes a 9.3 percent increase, or an overall net increase of 3.5 percent,
considering the end of the UM 995 deferral sometime this summer.

Cost of Capital

Q. Please explain why cost of capital issues are so critical to PacifiCorp in this
case.

A. As discussed in my rebuttal, in order to continue to provide reliable service at

reasonable cost, PacifiCorp anticipates the need to commit substantial amounts of
new capital over the next several years. In addition to the many new capital
investments reflected in this case, over the last few months PacifiCorp contracted
for a major new 2005 wind resource, the 64.5 Wolverine Creek project, and has
filed a new generation RFP with the Commission. PacifiCorp’s ability to
continue to make such infrastructure investments is contingent upon its
regulators’ support in setting reasonable rates of return. For example, in Fitch’s
most recent credit opinion on PacifiCorp, it cited low returns in the past as

evidence that regulation remained PacifiCorp’s primary risk in maintaining its
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credit quality.

Is it fair to characterize the 9.5 percent ROE recommendation of Staff, ICNU
and CUB as unreasonably low?

Yes. Viewed in the context of the Company’s recent rate cases, this
recommendation is 100 basis points lower than the 10.5 percent ROE stipulated to
in PacifiCorp’s last rate case less than two years ago, UE 147, and 125 basis
points lower than the 10.75 percent ROE last set by the Commission in UE 116.

It is also 100 basis points lower than the 10.5 ROE approved by the Utah
Commission in January 2005.

As Mr. Hadaway notes, looking at Value Line ROE projections for
companies in PacifiCorp’s comparable group, the recommendation is 125 to130
basis points lower than the current 10.75-10.80 percent projection. It is also
almost 125 basis points lower than the average allowed ROE for electric utilities
in 2004, 141 basis points lower than the 10.91 ROE allowed in the last quarter of
2004, and 94 basis points lower than the 10.44 percent ROE allowed during the
first quarter of 2005.

Why does PacifiCorp believe that it is important for the Commission to
“reality check” the ROE recommendations of Staff, ICNU and CUB by
considering the comparisons just provided?

PacifiCorp is not unique in its need to raise capital to fund significant new utility
infrastructure investments. Many utilities are in the midst of similar build cycles,
competing for the same investment dollars as PacifiCorp. An extreme ROE

outcome in this case places PacifiCorp at a competitive disadvantage vis-a-vis
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other utilities as it seeks access to the capital markets to meet its future capital
obligations.

Do Staff and the intervenors compound the problems associated with their
very low recommended ROE by discounting the actual equity in PacifiCorp’s
capital structure?

Yes. Staff and intervenors recommend a capital structure that ignores the fact of
ScottishPower’s FY 2006 $500 million equity contribution to PacifiCorp,
notwithstanding the fact that it has now clearly become a known and measurable
event for the 2006 test year in this case. The Commission approved PacifiCorp’s
issuance of new equity shares in May 2005, ScottishPower made its first $125
million equity infusion in June 2005, and it is now required by the
ScottishPower/MidAmerican Energy agreement to contribute a total of $500
million in new equity to PacifiCorp in FY 2006. It also ignores the fact that this
new equity is required to maintain PacifiCorp’s current credit ratings, because of
PacifiCorp’s capital investment needs, credit agencies’ demands for increased
equity ratios and their imputation of debt related to long-term PPAs.

What are the implications of the combined ROE and capital structure
recommendations of Staff, ICNU and CUB?

Mr. Williams’ testimony reveals that even if PacifiCorp were able to earn the
ROE recommended by Staff and intervenors, its resulting ratings metrics would
be substantially below the ranges specified by the rating agencies for maintenance
of PacifiCorp’s current “A- level” bond ratings. The adverse impacts of these

recommendations on the Company’s bond ratings metrics are demonstrated in
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Exhibit PPL/304/Williams/19, and are confirmed in the surrebuttal testimony of
Mr. Gorman.

If adopted, the Staff and intervenor cost of capital recommendations
would place the Company’s credit ratings at risk of significant downgrade at a
time that maintenance of an “A-level” rating is critical to the Company’s ability to
access the capital markets, the cost of current and future borrowings, and the
ability to transact in the long-term markets for power purchases and sales. S&P
recently placed PacifiCorp on CreditWatch with negative implications, so the risk
of a downgrade is real if the Commission approves a cost of capital in this case
that is unreasonably low.
Please provide PacifiCorp’s updated debt and preferred equity costs.
As discussed in the sur-surrebuttal testimony of Mr. Williams, the Company has
updated its long-term debt and preferred equity rates to reflect recent decreases in
interest rates. This update lowers the Company’s long-term debt rate from 6.35

percent to 6.288 percent and the cost of preferred equity from 6.63 percent to 6.59

percent.

FAS Pension Costs

Q. Please explain the updates PacifiCorp made to its FAS pension costs in its
sur-surebuttal testimony.

A. The Company made three changes to the level of pension expense included in this

case: (1) the Company has increased its general pension expense in this case to
$49.9 million, equal to the actual FAS 87 costs the Company will pay in 2005; (2)

the Company lowered its FAS 106 expense by $2.8 million to reflect actual costs

Sur-Surrebuttal Testimony of D. Douglas Larson
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for calendar year 2005, which incorporates savings from a new Medicare law; and
(3) the Company has conceded Mr. Dougherty’s proposed pension administration
expense adjustment and reduced the level of this expense from $1.3 million to
$1.0 million, on a total company basis.

Please explain why the Company made these updates.

As discussed in the testimony of Mr. Rosborough, all parties agree that the
Company should be able to recover its actuarially determined FAS pension costs
in rates, consistent with past Commission precedent. The only issue in dispute 1s
whether the Company’s projected 2006 FAS pension expense is accurate. To
address this concern, the Company updated its filing to rely on the most recent
actual year of FAS pension expense, 2005. In the case of FAS 87, this produces a
higher number than originally filed; in the case of FAS 106, this produces a lower
number than originally filed.

What else has the Company done to address the concerns of Staff and ICNU
about the accuracy of PacifiCorp’s FAS pension expense for 2006?
PacifiCorp has provided testimony from its actuary, Mr. Kopec of Hewitt
Associates, stating that PacifiCorp’s FAS pension expense for 2006 will be the
same or higher as PacifiCorp’s 2005 FAS pension expense.

Has the Company taken an additional step in this filing to address concerns
about the amount of PacifiCorp’s FAS pension expense for 2006?

Yes. Mr. Rosborough proposes a balancing account to address any variation
between actual FAS pension expense and the level of expense set in this rate

proceeding. The Company proposed similar treatment for its pension expense in
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UE 147, consistent with the balancing account approved for NW Natural in Order
03-507, but this concept was not included in the parties’ Stipulation in that case.
Has the Company’s actual FAS pension expense in the last two years been
significantly more than that reflected in rates?

Yes. In 2004-03, the Company’s actual FAS expense was almost $50 million
greater than the amount now reflected in rates. To address and ameliorate
PacifiCorp’s significant under recovery of its FAS pension costs, the Commission
should reset PacifiCorp’s pension expense using its actual 2005 FAS pension

expense.

Consolidated Tax Adjustments

Q.

Staff introduced a tax adjustment for the first time in the joint surrebuttal
testimony of Mr. Bryan Conway and Ms. Judy Johnson. Is this adjustment
consistent with sound regulatory policy?

No. While Staff reiterates its support for the stand-alone method for calculating
utility tax expenses, it has submitted an adjustment inconsistent with that
methodology. As demonstrated in the testimony of Messrs. Williams and Martin,
the adjustment proceeds from the premise that the ring fencing of PacifiCorp’s
operations has not been effective. The irony of this and other consolidated tax
adjustments in the case is that the Commission's ring fencing conditions imposed
on PacifiCorp in the ScottishPower merger have been effective, but may not
remain so if the Commission permits the ring fence to be penetrated by such an

adjustment.
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Are there other problems with Staff’s consolidated tax adjustment?

Yes. As Mr. Williams notes, Staff acknowledges the speculative nature of their
adjustment, admitting that the adjustment is not “precise” and that “perhaps” ring
fencing has worked to insulate PacifiCorp from its parent. Additionally, the
adjustment purports to calculate the impact on PacifiCorp if its parent’s debt were
included by credit agencies in the calculation of bond rating ratios for PacifiCorp.
As Mr. Williams testifies, the credit agencies have never made an adjustment that
included PHI’s debt in PacifiCorp’s rating metrics. To the extent that the credit
agencies have considered PacifiCorp’s affiliation with ScottishPower, it is to note
the positive impact of the consolidated financial profile on PacifiCorp, not the
opposite. Finally, Staff’s adjustment contains factual errors, including reliance on
incorrect credit ratings for ScottishPower and outdated S&P benchmarks.

Are the consolidated tax adjustments of ICNU and CUB any more
compelling?

No. ICNU and CUB, like Staff, propose to allocate to customers the tax benefits
of another entity’s expense but fail to demonstrate that such an allocation is
appropriate. As noted by Mr. Martin, none of the three proposed tax adjustments
comply with the opinion of the Oregon Department of Justice that the
Commission has authority to make a consolidated tax adjustment only if it can
demonstrate that utility customers “bore the burden of paying the deductible
expenses that generated the savings.” (Legality of Setting Utility Rates Based
Upon the Tax Liability of Its Parent, Jason W. Jones, Dep’t of Justice

Memorandum, Feb. 18, 2005.)
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ICNU does not even argue that this “benefits and burdens” legal standard
is satisfied. Rather, ICNU witness Mr. James Selecky disregards the standard and
argues instead for a change in the law.

While CUB pays lip service to the “benefits and burdens” legal standard,
CUB has failed to provide any evidence that would satisfy it. Instead, CUB, like
Staff, argues that the Commission should depart from the stand-alone approach to
utility taxes because the ring fence has already been penetrated. In large part,
CUB bases this assertion on its observation that the financial strength of
PacifiCorp’s corporate family impacts PacifiCorp’s credit rating. However, as
Mr. Williams demonstrates, and as Staff recognizes, the impact on PacifiCorp’s
credit rating has been positive. Rather than identifying a burden on customers
sufficient to justify a consolidated tax adjustment, CUB and Staff have identified
a benefit to customers. Finally, as Mr. Martin explains, CUB’s other arguments

are premised on numerous factual errors.

Other Issues

Q.

A.

Please address the parties’ positions on PacifiCorp’s RVM proposal.
Acknowledging PacifiCorp’s proposal as the natural outgrowth of the
Commission’s order in UM 1081 regarding PacifiCorp’s transition adjustment,
Staff supports PacifiCorp’s RVM proposal. CUB and ICNU, however, oppose
the RVM for a variety of reasons. Ms. Omohundro responds to these concerns,
explaining why the RVM sets the transition adjustment fairly and regularly

updates power costs in a manner that is fair to the Company and its customers.
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Has PacifiCorp agreed to Staff’s proposal that the variable costs of new
resources be included in the RVM even if the fixed costs of the new resource
are not yet in rate base?

Yes, with some qualifications explained by Ms. Omohundro. With this
modification, PacifiCorp’s RVM mechanism now addresses one of CUB’s key
objections.

Please summarize Staff’s position with regard to the Grid West costs
included in this filing.

In his surrebuttal testimony, Staff witness Mr. Stefan Brown states that the level
of ongoing Grid West costs included in the Company’s filing is reasonable, and
recommends that that Grid West costs be included in the Company’s test year
revenue requirement. Staff/1400/Brown/3. PacifiCorp’s participation in Grid
West is designed to protect customers by ensuring the availability of low cost,
reliable transmission. A cost disallowance that would restrict PacifiCorp’s
participation in Grid West is not in the best interests of customers.

Has any party other than ICNU contested the level of Grid West costs
included in the Company’s filing?

No. On May 4, 2005 the Company executed its first Partial Stipulation signed by
ICNU, CUB, Fred Meyer, and Staff. This stipulation did not include an
adjustment to Non-Labor Administrative and General Costs for Grid West. ICNU

specifically reserved the right to contest RTO related costs in this proceeding.
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Please describe in more detail the Second and Third Partial Stipulations
executed since the Company’s Rebuttal filing.

The Second Partial Stipulation was executed on June 29, 2005 and reflects
agreement between the Company, Staff, CUB, ICNU, and Fred Meyer on the
level of employee benefits to be included in revenue requirement. The parties
agreed to use an 85/15 cost sharing structure for employee medical benefit costs,
use the Company’s actual calendar 2004 medical benefit costs as the base data,
and escalate these costs by 10 percent annually. The Stipulation also implemented
a 10 percent escalation to costs associated with the Workers Comp Levy and
allowed $750,000 in external system developments costs, amortized over two
years, to be included in Other Salary Overhead. These adjustments reduce the
Company’s revenue requirement by $2.41 million.

The Third Partial Stipulation, also executed on June 29, 2005, reflects
agreement between Staff and the Company on the amount of RVM power cost
updates. This agreement would result in an approximate $4.3 million increase to
the Company’s revenue requirement effective January 1, 2006, if the proposed
RVM is approved. The Stipulation also reflects agreement to allow the Company
to correct its revenue requirement to include a fuel handling charge, an increase of
$2.49 million.

Does this conclude your sur-surrebuttal testimony?

Yes.

Sur-Surrebuttal Testimony of D. Douglas Larson
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Are you the same Samuel C. Hadaway who previously filed direct testimony and
rebuttal testimony in this proceeding?

Yes.

What are the purposes of your testimony?

In large part, the surrebuttal testimony of Staff witness Mr. Morgan and of
CUB/ICNU witness Mr. Gorman simply restated arguments made in their direct
testimony. I have addressed such arguments in my rebuttal testimony. In this sur-
surrebuttal testimony, I will address a few additional claims that were advanced in
Mr. Morgan’s and Mr. Gorman’s latest round of testimony. Specifically, I will
address (1) Mr. Morgan’s response to my observation that Value Line’s
projections include the forecast of an average 11.5 percent return on common
equity for companies in the electric utility industry, (2) Mr. Morgan’s claim that
the hypothetical capital structure he recommends for PacifiCorp is consistent with
his projections of required returns on common equity for the comparable electric
utility companies, and (3) Mr. Gorman’s claims with respect to the trend in

electric utility allowed returns.
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Value Line’s Projections of Electric Utility Returns on Common Equity

Q.

In Exhibit Staff/1200/Morgan/9-10, Mr. Morgan states that Value Line’s

11.5 percent forecast of ROEs, which you cite in your rebuttal testimony, is based
on a much larger utility group than your group of comparable companies and that
the larger group includes companies with a lot of unregulated businesses. Is the
11.5 percent figure responsive to claims in Mr. Morgan’s direct testimony, and
what would the comparable Value Line number be for your comparable
companies?

The 11.5 percent number was given in direct response to testimony by Mr.
Morgan. In his direct testimony, Mr. Morgan made the following statement
criticizing my ROE recommendation: “It [Hadaway’s ROE recommendation] is

also higher than the range of reasonable returns anticipated by Value Line on a

forward-looking basis, for the electric utility industry.” (Exhibit
Staff/200/Morgan/6 (emphasis added)) As I demonstrated in my rebuttal
testimony, this statement was simply wrong. Value Line projects that the electric
utility industry will earn an average annual ROE of 11.5 percent over the next
three to five years. Furthermore, based on Mr. Morgan’s Exhibit
Staff/203/Morgan/14, the companies in the comparable group of companies
(which is the same group of companies in both Mr. Morgan’s and my analyses)
are projected by Value Line to have ROEs of 10.75 to 10.80 percent—125 to 130
basis points higher than Mr. Morgan’s 9.5 percent recommendation for

PacifiCorp.
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The Applicable Capital Structures for the Comparable Companies

Q.

In Staff/1200/Morgan/14, Mr. Morgan argues that the allowed ROE for
PacifiCorp should be matched with the current capitalization of the comparable
companies used in the cost-of-equity analyses. He also claims that such a capital
structure is not a “hypothetical’” capital structure. Are these positions reasonable
and accurate, and is Mr. Morgan’s proposed capital structure consistent with other
aspects of this case?

The answer is ”’no” to both questions. In the first place, Mr. Morgan’s use of a
capital structure for PacifiCorp other than its actual capital structure is in fact the
use of a “hypothetical” capital structure, as I stated in my rebuttal testimony.
Moreover, his election to use a hypothetical capital structure that is based on the
historical capital structures of the comparable group of companies, ignoring their
projected capital structure changes, is inconsistent with the future test year used in
this case and is inconsistent with the use of an ROE model based on projected
utility returns and earnings growth. Mr. Williams observed in his rebuttal
testimony that the rating agencies are toughening their ratings standards, and
Value Line not surprisingly projects in such a ratings environment that the
comparable companies’ will increase their common equity ratios from the
historical levels relied on by Mr. Morgan. Similarly, the Company has committed
to increasing its own equity capitalization, in a manner comparable to and to a
level consistent with Value Line’s projected capital structure averages for the
comparable group. Mr. Morgan is inconsistent when he assumes that investors

rely on Value Line’s projected growth rates, while apparently at the same time
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assuming that the investors will not expect the earnings growth to be applied to
the capital structures concurrently projected by Value Line.

Mr. Morgan also defends his hypothetical historically-based capital
structure with the assertion that “attempting to estimate the ‘future state’ of a
company, with regard to any factor, introduces bias.” (Exhibit Staff/Morgan/14.)
This seems to me a strange defense for ignoring Value Line’s projected increases
in comparable company equity ratios, given that Mr. Morgan’s ROE
recommendations rely so heavily on Value Line’s estimate of the “future state” of

earnings growth from the same forecasts for the same companies.

The Trend in Electric Utility Returns

Q.

In CUB-ICNU/Gorman/404, Mr. Gorman argues that his 9.5 percent ROE
recommendation reflects the recent trend in authorized utility ROEs. Is

Mr. Gorman’s statement correct?

No. AsIexplained in my rebuttal testimony, Mr. Gorman’s 9.5 percent ROE
recommendation is almost 125 basis points lower than the average allowed ROE
for electric utilities in 2004 and is 94 basis points lower than the 10.44 percent
ROE allowed during the first quarter of 2005. I have provided in PPL Exhibit 211
a graph and ROE “trend line” that show Mr. Gorman’s claims are erroneous. As
the graph shows, allowed rates of return indeed have come down over the past
five years (as have my ROE recommendations), but the trend is nothing like Mr.
Gorman implies, and the graph clearly demonstrates again how far out of step Mr.

Gorman’s and Mr. Morgan’s ROE recommendations are.
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1 Q. Does this conclude your sur-surrebuttal testimony?

2 Al Yes, it does.

Sur-Surrebuttal Testimony of Samuel C. Hadaway
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QUARTERLY ALLOWED ROES

Mar-99 Mar-00 Mar-01 Mar-02 Mar-03 Mar-04 Mar-05

DATA: RRA QUARTERLY ELECTRIC UTILITY ALLOWED ROES

NO DATE ROE
1 Mar-99 10.58
2 Jun-99 10.94
3 Sep-99 10.63
4 Dec-99 11.08
5 Mar-00 11.06
6 Jun-00 11.11
7 Sep-00 11.68
8 Dec-00 12.08
9 Mar-01 11.38

10 Jun-01 10.88
11 Sep-01 10.78
12 Dec-01 11.50
13 Mar-02 10.87
14 Jun-02 11.41
15 Sep-02 11.06
16 Dec-02 11.20
17 Mar-03 11.47
18 Jun-03 11.16
19 Sep-03 9.95
20 Dec-03 11.09
21 Mar-04 11.00
22 Jun-04 10.50
23 Sep-04 10.33
24 Dec-04 10.91
25 Mar-05 10.44
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Are you the same Bruce N. Williams who previously filed direct testimony
and rebuttal testimony in this proceeding?

Yes.

What are the purposes of your testimony?

First I will update the Company’s cost of long-term debt and preferred testimony
and exhibits, to reflect all known changes since I filed my direct testimony. Then
I will address arguments advanced in the surrebuttal testimony of Staff witnesses
Ms. Peng, Mr. Morgan, and Mr. Conway/Ms. Johnson, as well as statements
made in the surrebuttal testimony of CUB/ICNU witness Mr. Gorman. My
responses will address (1) the cost of the Company’s preferred equity and long-
term debt, (2) the overall benefits of the ScottishPower capital structure on the
Company’s credit ratings and the absence of support for any downward
adjustment for the impacts of parent debt, (3) the known and measurable nature
and the benefits of the $500 million in common equity contributions that Mr.
Morgan and Mr. Gorman seek to exclude from the Company’s capital structure,

and (4) the importance of maintaining the Company’s “A” credit ratings.

Updates to the Company’s Costs of Capital

Q.

Have you updated the cost of debt and preferred stock for all known and
measurable changes since the filing of the Company’s direct testimony?

Yes, I have updated the exhibits for Cost of Debt (PPL Exhibit 301) and Preferred
Stock (PPL Exhibit 303) from my direct testimony with PPL Exhibits 313 and
314, respectively, to show all known and measurable changes that have occurred

since the filing of the Company’s direct testimony.
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Can you describe briefly each of the changes that have occurred since the
filing of your direct testimony that impact the cost of debt and cost of
preferred equity calculations?

Yes. PPL Exhibit 315 summarizes each of the six adjustments and their impact to
the cost of debt and cost of preferred equity as filed in the Company’s direct
testimony. These changes reflect both actions taken by the Company after my
direct testimony was filed and changes in anticipated rates for new long-term debt
issuances and for the existing long-term variable-rate debt.

The first adjustment is for the 8.625% Series F First Mortgage Bonds due
12/13/24 totaling $20.0 million, redeemed prior to maturity on December 13,
2004. This series of long-term debt has been removed from the updated
embedded cost of long-term debt calculation in PPL Exhibit 313.

The second adjustment is for maturity extensions executed on March 16,
2005 for three series of long-term variable-rate Pollution Control Revenue Bond
obligations totaling $38.1 million. These three series of long-term debt were all
originally scheduled to mature by July 1, 2006 and had been removed, in my
direct testimony, from the embedded cost of debt calculation as part of the total
$238.8 million of long-term debt scheduled to mature over the 12 months
following March 31, 2006. (PPL/300/Williams/5) These three series of long-
term variable-rate debt are now included in the updated embedded cost of long-
term debt calculation ( PPL Exhibit 313) at projected interest rates consistent with
the methodology used in determining the rates for the Company’s other tax-

exempt variable-rate debt as described in my direct testimony.
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(PPL/300/Williams/10)

The third adjustment is for the new long-term debt issuance made by the
Company on June 13, 2005 of the 5.25 percent First Mortgage Bond Series due
6/15/35, totaling $300.0 million, the proceeds from which were used in part to
reduce short-term debt that had been used temporarily to refinance the 8.625%
Series F First Mortgage Bond series redemption described above. The embedded
cost of debt for this new series therefore includes issuance as well as redemption
costs.

The fourth adjustment reflects the election made as of the June 15, 2005
redemption date to make both the $3.75 million optional redemption, as well as
the $3.75 million mandatory redemption, for the $7.48 No Par Serial Preferred
Stock series. The election of the optional redemption was made after the filing of
my direct testimony and was disclosed in the rebuttal testimony.
(PPL/304/Williams/3)

An effect of the four adjustments described above for maturity extensions,
additional redemptions, and new long-term debt issuance is a net reduction of
$314.4 million from the $638.8 million of new long-term debt issuances identified
in my direct testimony (PPL/300/Williams/5 lines 21-23) as needed to fund
operations and to refinance both matured debt and debt that would be currently
maturing at March 31, 2006.

The fifth adjustment was to update the projected interest rate for the
adjusted new long-term debt. (PPL/300/Williams/11 lines 10-15) The

Company’s estimated June 2005 credit spread for 20-year notes is 1.05 percent.

Sur-Surrebuttal Testimony of Bruce N. Williams



10

11

12

13

14

15

16

17

18

19

20

21

PPL/312
Williams/4

The forward 20-year Treasury rate for March 31, 2006 is 4.46 percent. Issuance
costs for this type of note add approximately 9 basis points (i.e. 0.09 %) to the all-
in cost. Therefore the projected cost of replacement debt has been reduced to
approximately 5.60 percent (1.05 % + 4.46 % + 0.09 %).

The sixth adjustment was to update the forward 30-day LIBOR rate used
as a basis for determining the rates for the Company’s tax-exempt long-term
variable-rate debt portfolio. (PPL/300/Williams/10) The forward 30-day LIBOR
rate has increased to 3.96 percent from the 3.17 percent rate used at the time of
my direct testimony. Using the same methodology as in my direct testimony, the
Company has applied a factor of 85 percent to this updated rate and added the
respective credit enhancement and remarketing fees for each floating-rate tax-
exempt bond.

What is the Company’s new embedded cost of long-term debt and preferred
stock, given the adjustments described in response to the previous question?
PPL Exhibit 313 shows the embedded cost of long-term debt at March 31, 2006 at
6.288 %. PPL Exhibit 314 shows the embedded cost of preferred stock at March
31, 2006 at 6.590 %.

What is the Company’s new weighted average cost of long-term debt and
preferred stock, given the adjustments described in response to the previous
questions?

The weighted costs are:

Sur-Surrebuttal Testimony of Bruce N. Williams



—_— O 0 00 1O LN bW~

— —_
[\

—
W

14

15

16

17

18

19

20

21

22

23

24

25

26

27

PPL/312

Williams/5
PacifiCorp
Cost of Capital
March 31, 2006 Test Year
Percent of Weighted

Component Total Cost Average

Long Term Debt 49.44% 6.288% 3.109%

Preferred Stock 1.06% 6.590% 0.070%

Cost of Preferred Equity

Q. Please explain the differences between the Company’s proposed preferred

equity balance and preferred equity balance as calculated by Staff witness
Ming Peng in her surrebuttal testimony.

A. As I explained in my rebuttal testimony, I used the date of March 31, 2006
consistently for the calculation of all components of the Company’s 2006 test year
capital structure. Each year as of June 15, the Company must make a mandatory
preferred stock redemption of $3.75 million and also has the non-cumulative
option to redeem up to an additional $3.75 million. When I filed my direct
testimony, I included the known 2005 mandatory redemption amount to compute
the preferred stock balance at March 31, 2006. After the filing of my direct
testimony, the Company elected to make the optional $3.75 million redemption
on June 15, 2005. In rebuttal testimony, I amended the preferred equity balance
to reflect this then known post-direct testimony change, not to correct an “error”
as asserted in Staff’s testimony. In this testimony, I similarly have disclosed all
other changes that have occurred with respect to the Company’s preferred stock

and long-term debt after the filing of my direct testimony.
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In contrast to my exhibits, which use actual balances for preferred stock as
of March 31, 2006, the Staff witness continues to calculate a balance for preferred
stock as of December 31, 2006. However, in surrebuttal, the Staff witness
changed her assumed number of shares outstanding for the $7.48 No Par Serial
Preferred Stock series from 430,000 to 468,750. This new Staff-adjusted figure
of 468,750 for shares outstanding is still incorrect, and in fact now is greater than
the 450,000 shares that are currently outstanding and that will be outstanding as of
March 31, 2006, as described in the Company’s rebuttal testimony and reflected
in PPL Exhibit 314.

What accounts for the remaining differences between the Company’s and the
Staff’s calculations of the cost of the Company’s preferred equity?

The Company has presented a cost of preferred equity of 6.590 %. Staff has
increased its calculation of the cost of the Company’s preferred equity from 6.34
percent to 6.44 percent by correcting its treatment of stock issuance cost,
consistent with my rebuttal testimony. The remaining difference between
Company’s and Staff’s calculated costs arises because of Staff’s continued
exclusion of the unamortized expense associated with the Company’s Quarterly
Income Debt Securities (or “QUIDS”), which securities are combined with
preferred stock in the Company’s and Staff’s cost-of-capital presentations. I
addressed in my rebuttal testimony why such exclusion is not proper; in its
surrebuttal testimony, Staff merely repeated its original arguments on this subject,

without addressing my refutation of those arguments in my rebuttal testimony.
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Cost of Long-Term Debt

Q.

Please explain the remaining differences between the Company’s and Staff’s
calculations of the Company’s long-term debt costs.

PacifiCorp calculates a long-term debt cost as of March 31, 2006 of 6.288 %,
based on the actual cost of its current debt, with additional debt required through
March 31, 2006 priced at the cost of new 20-year “A-rated” utility bonds, using
forward interest rates for the time the bonds are expected to be issued. Staff
calculates a long-term debt cost as of the same date, under the unsupported
assumption that forward interest rates are the same as current rates. Staff’s
surrebuttal testimony does respond to my rebuttal testimony by correcting Staff’s
errors in the calculation of unamortized redemption expense on long-term debt.
However, this correction is offset by Staff’s decision to change the assumption
presented in its direct testimony -- that the new long-term debt will have an
average 10-year life -- to a new assumption that the debt will be a mix of 5-, 7-
and 10-year bonds. The resulting Staff-calculated cost of debt is 6.14 percent.

In continuing to ignore the forward cost projections for future debt to be
issued by the Company, does Staff in surrebuttal address the arguments in
your rebuttal testimony as to why Staff’s refusal to use forward interest rate
expectations can be expected to understate the cost of future debt issuances?

No. Staff does not address my testimony on this issue.
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Is Staff’s assumption that PacifiCorp’s debt issuances between now and
March 31, 2006 will be issued at the average of 5-, 7- and 10-year bond rates
reasonable?
No. As I explained in my rebuttal testimony, the assumed 10-year term of new
debt contained in Staff’s direct case was itself unreasonably low, given that the
reasonable expectation is for PacifiCorp to issue bonds with an average life of 20
years. I also pointed out that in fact the average life of the Company’s long-term
bonds issued in 2004 was 20 years. Staff in surrebuttal adopted an even more
unreasonable bond term, without addressing the actual terms of the Company’s
bonds or my testimony as to why a 20-year average term was appropriate.
Would you please comment on Staff’s rationale for assuming, in its
surrebuttal testimony, an even shorter term for the Company’s 10-year debt
issuances than its original 10-year assumption?
The witness based the reduction solely on an assertion that use of a 10-year
average bond life was inconsistent with Commission policy:

“However, upon further reflection and review of prior

commission cases, using a 10-year maturity is inconsistent

with past Commission policy. The historical practice by

Commission staff, and adopted by the Commission is to use
the average of 5-, 7- and 10-year terms.”

Exhibit Staff/1300/Ming Peng/5. 1 find this rationale puzzling, given the
Commission’s conclusions on this issue in the Company’s last rate case. In that
case, Staff proposed, and the Commission rejected, use of a 7-year assumed term
for the Company’s future debt issuances. In its order, the Commission assumed a

10-year average term. For the reasons set forth in my rebuttal testimony, because
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of the near-term interest environment, the assumption most in accord with current

reality would be that the new bonds will be issued an average 20-year life.

The Overall Benefits of the ScottishPower Capital Structure on the Company’s

Credit Ratings and the Absence of Support for any Downward Adjustment for the
Impacts on the Company of PHI Debt

Q.

Would you comment generally on the analysis used by Mr. Conway and Ms.
Johnson to justify a proposed $4.6 million reduction to PacifiCorp’s revenue
requirement for a supposed negative impact of ScottishPower on
PacifiCorp’s credit ratings?
Yes. The analysis proceeds from an incorrect premise, is wholly speculative and
unsupported, and is incorrect in method.
What is the incorrect premise?
The incorrect premise is that the Commission’s ring-fencing of PacifiCorp’s
operations may not have been fully effective. The purpose of such ring-fencing is
not to deal with any one issue of parent debt, such as the PHI debt, but to protect
PacifiCorp’s customers against negative economic consequences of an affiliation
with ScottishPower. Merger Condition No. 7 declares that the relevant
comparison is whether PacifiCorp’s capital financing costs have increased by
virtue of the merger with ScottishPower:

“ScottishPower and PacifiCorp agree that in future

Commission proceedings, they will not seek a higher cost

of capital than that which PacifiCorp would have been

authorized on its own. Specifically, no capital financing

costs (either debt or equity) should increase by virtue of the
fact that PacifiCorp was merged with ScottishPower.”

Merger Condition No. 10, cited in the Conway/Johnson surrebuttal, states

that the correct comparison is whether customers are held harmless overall:
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“ScottishPower/PacifiCorp guarantee that the customers of

PacifiCorp shall be held harmless if the merger between

ScottishPower and PacifiCorp results in a higher revenue

requirement for PacifiCorp than if the merger had not

occurred...”

As I explained in my rebuttal testimony, the credit agencies have made it
unambiguously clear that the merger with ScottishPower has in fact improved
PacifiCorp’s credit evaluation, and thus the merger has made possible a lower
cost of capital than if the merger had not occurred. Moreover, Mr. Conway and

Ms. Johnson acknowledge that they agree with my analysis on this matter:

“Taken together, we conclude that Pacificorp’s ratings
suffer due to debt at PHI but, PacifiCorp’s ratings are
currently benefited by PacifiCorp’s relation to
ScottishPower.”

Exhibit Staff/1000/Conway-Johnson/8. Absent a showing of a negative credit
impact from the affiliation with ScottishPower (as opposed to the positive impact
that in fact exists), there is no basis for making any adjustment for hypothetical
impacts of one issue of parent debt, divorced from the impacts of such debt as part
of the total parent capital structure.
Why do you say the Staff analysis is speculative?
The witnesses themselves acknowledge this fact. I note the following passages
from the Conway/Johnson surrebuttal testimony.

“Q. Have the ring fencing provisions, including the

harmless conditions, insulated customers from PacifiCorp’s

parent?

A. Perhaps...” (Exhibit Staff/1000/Conway-

Johnson/6)

“[t]his complexity ensures that any assertion by Staff and

Intervenors that the acquisition would lead to a higher PGE

debt cost would likely be met with a response that such an
assertion is overly simplistic. Also establishing a precise

Sur-Surrebuttal Testimony of Bruce N. Williams
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increase in debt cost, as implementation of the "hold
harmless’ condition requires, would be a difficult and
contentious task with uncertain results.” (Exhibit
Staff/1000/Conway-Johnson/11 (quoting Commission))
“Q. Do you consider this a precise estimate of the impact
of PHI’s debt on PacifiCorp’s cost of debt?

A. No, for the reasons discussed above.” (Exhibit
Staff/1000/Conway-Johnson/14)

How is the analysis incorrect in method?

The analysis purports to calculate the impact on PacifiCorp if the PHI parent debt
were included by credit agencies in the calculation of bond rating ratios for
PacifiCorp. Ihave reviewed the calculations that both Standard & Poor’s and
Moody’s perform during their rating analysis of PacifiCorp. I have never seen
them make any debt adjustment related to the debt of PHI, ScottishPower, or any
other affiliate when calculating debt ratios used to rate PacifiCorp’s debt. This
observation can be confirmed by reviewing the calculations contained in the
rating agencies’ publications. For example, in its May 27, 2005 Credit Opinion,
Moody’s calculations are entirely based on only PacifiCorp’s capital and
earnings. Any calculation based on a non-existent attribution of PHI debt in
calculating PacifiCorp’s ratios is fallacious and cannot logically be the basis for a
reduction in PacifiCorp’s revenue requirement.

Although the analysis is fallacious in its premise, I should also point out
other factual errors in the analysis. First, PacifiCorp’s and ScottishPower’
unsecured debt ratings are BBB+, not BBB- as assumed in the testimony.
(Exhibit Staff/1000/Conway-Johnson/9, 14) The analysis also uses benchmarks
that are no longer relevant. Standard & Poor’s published new benchmarks in June

2004. Among the changes are a deletion of the pre-tax interest coverage
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benchmark and a new scale of required coverages. Thus the analysis also is
inconsistent with how the rating agencies actually calculate the ratios for
PacifiCorp.

Do you also dispute statements in this surrebuttal testimony related to the
impact of the debt of PacifiCorp’s parent companies?

Yes. Mr. Conway and Ms. Johnson, at page 6 of their surrebuttal testimony,
inaccurately summarize earlier testimony by CUB as demonstrating that
“PacifiCorp’s ratings have suffered due to credit concerns at the parent”. This
summary is neither an accurate conclusion from the testimony cited nor factually
defensible. As I pointed out in my rebuttal testimony, the rating agencies have
been very clear that the association with ScottishPower has been a benefit to

PacifiCorp. As I further explained in my rebuttal testimony, the ScottishPower

~ affiliation has resulted in PacifiCorp ratings that likely are higher than they would

otherwise be. Clearly the ScottishPower affiliation has benefited customers
through lower borrowing costs. Claims to the contrary are simply unsupported
and unsupportable.

Finally, Mr. Conway and Ms. Johnson speculated in their rebuttal testimony
that “[p]erhaps a high dividend payout requirement at ScottishPower
resulted in increased demands for cash at PacifiCorp and depressed
PacifiCorp’s credit metrics. Has ScottishPower demanded increased
dividends from PacifiCorp and thereby depressed the credit metrics?

No. In fact, just the opposite is true. Dividends have been reduced from levels

prior to the merger with ScottishPower. In addition, PacifiCorp suspended its ‘
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regular dividend declaration and payment of $80 million per quarter to
ScottishPower during fiscal 2003 in an effort to rebuild the credit metrics
following the western power crisis. While also forgoing dividends, ScottishPower
contributed an additional $150 million of new common equity into PacifiCorp
during December 2002. ScottishPower currently is contributing to PacifiCorp
$125 million in new equity each calendar quarter, notwithstanding the efforts of
another Staff witness to compute PacifiCorp’s capital structure as if the
contributions were not being made. In April 2003, PacifiCorp resumed its
dividend payments at a quarterly rate of $40 million, half the rate it was paying
before the dividend suspension; subsequent to April 2003, the quarterly dividend
has increased in steps to its current quarterly rate of $51 million. The actions of

ScottishPower have been highly supportive of PacifiCorp’s credit quality.

The Known and Measurable Nature and the Benefits of the $500 Million in

Common Equity Contributions Being Made by Scottish Power

Q.

Mr. Gorman, at page 2 of his surrebuttal testimony, defended his excluding
from PacifiCorp’s capital structure of $500 million in new common equity
contributions scheduled to be made by ScottishPower on or before May 31,
2006, on the grounds that “PacifiCorp has not provided a means to verify
that the proposed equity infusion will actually be made.” How can
PacifiCorp verify that such contribution will be made and is “known and
measurable”?

The Stock Purchase Agreement by and among ScottishPower, PHI, and
MidAmerican Energy Holdings Company, dated May 23, 2005, actually requires

that these contributions be made. As stated at section 4.2 of that agreement:
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“Covenants of the Seller Parent and Seller. At all times
from and after the date hereof until the Closing, the Seller
Parent and the Seller, jointly and severally, covenant and
agree that (except as required, or expressly permitted, by
this Agreement, as set forth in Section 4.1 of the Seller
Parent Disclosure Letter, or to the extent that the Buyer
shall otherwise previously consent in writing, which
consent (except as provided in Section 4.1(a)(viii)) shall
not be unreasonably withheld, conditioned or delayed) they
shall:

(@) (1) make a cash capital contribution
to the Company (for no consideration) (x) on or before the
last day of June, September, December and March in the
Company’s fiscal year ending March 31, 2006 equal to
$125 million; provided, that if the Closing occurs prior to
the end of any fiscal quarter in the fiscal year ending March
31, 2006, a cash capital contribution shall be made at
Closing in an amount equal to the product of $125 million
and a fraction (the *Pro-Ration Fraction’) with a
numerator equal to the number of days elapsed in such
quarter and a denominator equal to the number of days in
such quarter; and (y) on or before the last day of June,
September, December and March in the Company’s fiscal
year ending March 31, 2007 equal to $131.25 million;”

In accordance with this agreement, in fact, the first quarterly equity contribution
installment, in the required amount of $125 million, has already been paid.
PacifiCorp received these funds from PHI on June 30, 2005. The remaining
contributions are both approved by the Commission and contractually committed.
Mr. Gorman, at page 3 of his surrebuttal testimony, also defended the
exclusion of the $500 million contribution by asserting that the equity
infusion “will only have a positive credit rating effect if it reduces the overall
leverage risk that Standard & Poor’s takes into account in establishing
PacifiCorp’s credit rating.” Is this statement accurate?

No. PacifiCorp’s credit rating is computed on a company-stand-alone basis.

Although the existence of a strong parent in ScottishPower can and does provide a
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credit boost, the importance of the equity contribution lies in the fact that it
provides improved coverage for PacifiCorp’s rated first mortgage bonds. An
advantage of ring-fencing, as established by the Commission, is that such capital
contributions do in fact directly provide additional protection for PacifiCorp’s
bondholders, and thus enhance its bond ratings metrics; otherwise, there would be
no reason for the Commission to insist on minimum equity requirements for ring-
fenced utilities.

The rating agencies have affirmed the benefit to PacifiCorp of the equity
contributions. In its May 26, 2005 rating action report, Moody’s said, “The rating
affirmation considers the expected continuation of equity support from its current

indirect parent, SP ...”

The Importance of Maintaining the Company’s “A” Credit Rating

Q.

In response to your concerns about the impact of Staff’s common equity
return recommendation on PacifiCorp’s bond ratings, Staff witness Thomas
Morgan stated at page 12 of his surrebuttal testimony that “[i]t would not be
appropriate to attempt to set the cost of capital based on the maintenance of
any specific credit rating category.” Do you agree?

No. To the contrary, I believe that it is important that the Commission support the
Company’s efforts to maintain its “A-level” bond rating. As I discussed in my
direct testimony, there is a direct benefit to customers from reducing the cost of
current and future borrowings. There are additional benefits as well. For
example, higher-rated companies are more likely to be able to access the capital

markets, particularly during periods of capital-markets disruptions. This is very
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important to PacifiCorp as we face a need to raise new capital in order to fund a
significant period of high levels of capital expenditures, in order to ensure
continued safe and reliable electric service. Failure to access the markets could
lead to inability to obtain on a timely and adequate basis the new generation or
other necessary transmission and distribution system enhancements that our
customers will need. Further, our present ratings are important to support our
ability to transact in the long-term markets for power purchases and sales. These
purchases and sales provide important benefits to our customers. In addition,
strong ratings help reduce the amount of costly collateral requirements that are a
fact in today’s credit-sensitive power markets. We know that regulated utilities
indeed can lose their investment-grade bond ratings, with serious consequences.
A decision to push PacifiCorp closer to the loss of its investment-grade rating, in
order to achieve a relatively small short-term reduction in revenue requirement,
would in my opinion be short-sighted and risky.

In response to your correction of the ratings ratios that Mr. Gorman asserted
PacifiCorp could achieve with his recommended 9.5 percent ROE, Mr.
Gorman stated, at page 12 of his surrebuttal testimony, that you have
“provided no evidence of how Standard & Poor’s arrived at this debt
equivalence and whether or not it is based on PacifiCorp, PHI, or
ScottishPower.” How do you respond?

[ attach as PPL Exhibit 316 a copy of Standard & Poor’s Research Summary of
05-May-2005. This document explicitly explains that an imputed debt of $570

million has been calculated and applied by Standard & Poor’s to determine
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PacifiCorp’s rating metrics. The document states that the amount is an addition to
PacifiCorp’s (and not PHI’s or ScottishPower’s) balance sheet, to reflect the
effect of PacifiCorp’s long-term power purchase agreements and operating leases.
The document also explains how Standard & Poor’s arrived at the $570 million
number.

Does this conclude your sur-surrebuttal testimony?

A. Yes, it does.

Sur-Surrebuttal Testimony of Bruce N. Williams
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STANDARD RATINGSDIRECGT

&POORS

Resea rc h : Return to Regular Format
Summary: PacifiCorp

Publication date: 05-May-2005

Primary Credit Analyst(s): - Anne Selting, San Francisco (1) 415-371-5009; -

anne_selting@standardandpoors.com

Credit Rating: A-/Stable/A-2

Rationale

The ratings on PacifiCorp reflect an average business profile, a diversified service territory, a
reasonably balanced generation portfolio, and recent favorable regulatory treatment in the six western
states it serves. PacifiCorp comprises about 45% of ultimate parent Scottish Power's operating profit.
The consolidated Scottish Power financial profile has remained adequate for the rating, despite the fact
that the utility's financial profile was until recently strained by significant amounts of deferred power
costs.

Since 2002, PacifiCorp has been recovering the sizable power costs it incurred during the western
energy crisis in 2000 and 2001. Collection in retail rates of about $303 million of the $537 million that
PacifiCorp deferred began in fiscal 2003. But by the end of Dec. 31, 2004, the utility had collected in
retail rates all but $26 million in deferred costs, and full recovery is expected to be completed over the
next six months.

PacifiCorp faces near-term challenges to its financial performance that are expected to be
compensated by the continued strength of Scottish Power consolidated operations. Scottish Power
announced last November that collectively PacifiCorp and PacifiCorp Group Holdings Co. (PGHC)
would likely fail short of a fiscal 2005 target of $1 billion in earnings before interest and taxes (EBIT,
reported on a U.K. GAAP basis), due largely to plant performance and weaker electricity sales at
PacifiCorp. (This target excludes the operations of PPM Energy Inc., which is also a subsidiary of
PacifiCorp Holdings Inc. [PHI].) The company plans to publish full-year earnings for fiscal 2005 in late
May.

Fiscals 2006 and 2007 are forecast to also remain flat on a U.K. GAAP reporting basis. In March,
Scottish Power advised that PacifiCorp's first six months of fiscal 2006 performance could be adversely
affected by low hydro availability in the Pacific Northwest. About 10% of PacifiCorp's installed capacity
is hydro generation, typically supplying between 4% to 8% of the utility's annual generation
requirements. Management has estimated that replacement power costs could total about $60 million
during calendar 2005. To allow deferred recovery of these expected costs, PacifiCorp recently filed with
the Oregon state commission for permission to establish a deferred power account and is expected to
do so in Washington.

The absence of a power cost adjustment mechanism in any of the states PacifiCorp serves is an
ongoing credit concern because of the uncertainty over the timing and ultimate recovery of potential,
new deferred power costs. However, the utility is pursuing adjusters with regulators, and regulatory
relationships are stable. In February, the Utah Public Service Commission approved a $51 million rate
case settiement, providing a 4% increase that began March 1 and represents a 10.5% return on equity
(ROE). In February 2005, the state enacted Senate Bill (SB) 26, which establishes a resource
procurement process for PacifiCorp that should substantially increase the utility's prospects for cost
recovery. The utility has a pending rate case in Oregon, which is expected to be decided sometime in
2005. Also, four of the six states served by PacifiCorp have approved an agreement for allocating
common costs, referred to as the multi-state process, which should streamline recovery of these costs.
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' Another significant challenge is to effectively manage a $3 billion capital expenditure program. The
company is currently building two new gas-fired combined cycle plants. About 280 MW of Currant
Creek is expected on line this summer, with 525 MW added by 2006. Lakeside, a 534-MW plant, is
expected to be commercial by summer of 2007. Both projects are on time and on budget.

PacifiCorp is headquartered in Portland and serves about 1.6 million retail customers in a 136,000-
square-mile service territory in portions of Utah, Oregon, Wyoming, Washington, Idaho, and California.
Business is conducted under the legal names of Pacific Power and Utah Power & Light. PacifiCorp is a
wholly owned subsidiary of PHI, which in turn is a non-operating, direct, wholly owned subsidiary of
U.K. holding company Scottish Power pic. '

Short-term ratings factors.
The short-term rating on Scottish Power, Scottish Power U.K. PLC, and PacifiCorp is 'A-2. Inthe
short term, the companies are expected to have ample internal liquidity, owing to a steady,
predictable net cash flow stream produced by regulated businesses, minimal debt maturities over
the next few years, good credit facility capacity, and more stable pricing in the western U.S. power
markets. Scottish Power's discretionary cash flow after dividends and capital expenditure is
expected to be negative in 2004, but its sizable unrestricted cash balance should finance any
shortfall. Cash balances, amounting to £424 million at Dec. 31, 2004, are held in a variety of quickly
accessible funds.

Scottish Power has sufficient liquidity to cover its outstanding debt obligations and good financial
flexibility to access funds in the event of unexpected cash flow interruptions. Full capacity exists
under a $1 billion revolving credit facility, split between a $625 million facility and a $375 million
facility, both due in 2008. Scottish Power U.K. maintains a $2 billion Euro-commercial paper
program, which is undrawn. Liquidity was further enhanced by the issuance of $1.5 billion of long -
‘ term debt during March 2005. .

PacifiCorp provides for its own liquidity needs. PacifiCorp's cash and cash equivalent position was
$25 million as of Dec. 31, 2004, down from $59 million as of March 31, 2004. Liquidity is enhanced
by the utility's $800 million commercial paper program. As of Dec. 31, 2004, the company had drawn
$285 million in commercial paper. An $800 million revolver executed in May 2004 backstops the
commercial paper program. There were no borrowings under the facility as of Dec. 31, 2004.
Regulatory authorities limit PacifiCorp from issuing more than $1.5 billion in short-term debt.

PacifiCorp's discretionary cash flow after dividends and capital expenditure is expected to be
negative in fiscal 2005. PacifiCorp's long-term debt outstanding was $3.7 billion as of Dec. 31,2004,
excluding current maturities. Future maturities of $289 million in fiscal 2006 are in line with historic
obligations. Affiliate transaction rules restrict PacifiCorp from lending to any of PHI's subsidiaries or
U.K. affiliates.

B Outlook

The stable outlook reflects consolidated Scottish Power's financial ratios that are adequate for the rating
and the steady operational and financial performance at the company's regulated subsidiaries. To
maintain the rating, Standard & Poor's expects Scottish Power to produce cash flow coverage ratios
commensurate with the 'A-' level-adjusted FFO interest coverage of about 4.0x and adjusted FFO to
debt of 20%-and to manage its U.K. generation and supply and U.S. unregulated energy management
business conservatively. An improvement in the ratings is less likely, given the sizable capital
expenditures for both the U .K. and U.S. operations, and management's expectations that PacifiCorp’s
financial performance over the next few years will remain flat.

B Accounting

. PacifiCorp is one of four subsidiaries of PacifiCorp Holdings Inc. (PHI), which is an indirect subsidiary of
Scottish Power plc. Other companies under PHI are unregulated and consist of PPM Energy Inc.
(PPM); Pacific Klamath Energy Inc. (PKE); and PacifiCorp Group Holdings Co. (PGHC), a holding
company for non-regulated companies, including PacifiCorp Financial Services Inc. (PFS).
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PacifiCorp's financial statements are prepared under U.S. GAAP standards and are audited by
PriceWaterhouseCoopers LLC, which provided an unqualified opinion for fiscal 2004, which ended
March 31, 2004. PacifiCorp's financial statements are also reported as part of its parent, Scottish
Power, whose audits are prepared under U.K. GAAP by PWC. PacifiCorp is the only subsidiary under
PHI that has issued public debt in the U.S., and as such is the only PHI company that is required to file
before the Securities and Exchange Commission (SEC). Scottish Power's financial segment reporting
combines the resits of operations for both PacifiCorp and PGHC, whereas U.S. filings reflect the
stand-alone results of the utility.

Comparison of PacifiCorp's financial results as filed with the SEC to those reported by Scottish Power's
requires making a number of adjustments to reconcile differences between U.S. and U.K. GAAP
accounting as well as the inclusion of PGHC. The largest difference is attributable to the differing
treatment of PacifiCorp’s recovery of sizable power costs incurred several years ago. Under UK.

GAAP, PacifiCorp's replacement power obligations were expensed in full when incurred on Scottish
Power's income statement. But under U.S. GAAP FAS 71 allowed the utility to create a regulatory asset
on the utility's balance sheet. As PacifiCorp has collected these deferred costs in rates, its income
statement has reflected the amortization of deferred power costs as an expense under U.S. GAAP,
providing a smoothing effect for PacifiCorp net income. In contrast, as the recovery of deferred costs
flows directly into revenues, with no offsetting amortization expense, U.K. GAAP earnings have been
boosted over the period of recovery. In fiscal 2004, for example, U.S. GAAP EBIT for PacifiCorp and
PGHC was $685 million, but on a U.K. GAAP basis, EBIT was $945 million. Power cost deferrals
accounted for $110 million of this difference. With the pending completion of recovery in fiscal 2006, the
wedge between U.K. and U.S. GAAP will narrow, but other recurring adjustments to depreciation and
other accounts will remain. And, beginning in April 2006, Scottish Power will adopt International

Accounting Standards. PGHC is involved in the receipt of revenues under synthetic fuels contract and
the leasing of commercial aircraft.

PacifiCorp has sizable power purchase obligations, and as a result, Standard & Poor's Ratings Services
has added about $570 million to the utility's balance sheet that predominantly reflects long-term power
purchase agreements (PPAs) and about $46 million in operating leases. Standard & Poor's uses a 50%
risk factor in calculating off-balance sheet debt associated with these PPAs. The passage of SB 26
implies that a lower risk factor will be utilized for future Utah PPAs that fall under the protection of the
new legislation.

Copyright © 1994-2005 Standard & Poor's, a division of The McGraw-Hill Companies.
All Rights Reserved. Privacy Policy

The MeGraw-Hill Companies
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Are you the same David L. Taylor that presented direct and rebuttal
testimony in this case?

Yes I am.

Purpose of Testimony

Q.

A.

What is the purpose of your sur-surrebuttal testimony?

My sur-surrebuttal testimony covers three areas. First, I include a restatement of
one of my exhibits to reflect the interim treatment of the Klamath Irrigation
customers referenced in the Prehearing Conference Memorandum dated June 30,
2005, as well as other changes in the Oregon Results of Operations as discussed
by Mr. Wrigley.

Second, in response to ICNU witness Mr. Falkenberg’s surrebuttal
testimony, I reiterate the Company’s position that the four recently executed QF
contracts are appropriately treated as “New QF Contracts” under the Revised
Protocol allocation.

Third, I respond to the surrebuttal testimony of ICNU witness Ms. Iverson.

Updated Exhibits

Q.

A.

Have you prepared any updates to your exhibits filed in your direct case?

Yes. PPL Exhibit 419 is a restatement of PPL Exhibits 409 and 417. This update
reflects two changes from those filed in our rebuttal case. First, it reflects the
treatment of the Schedule 33 present revenues as agreed by the parties and
referenced in the Prehearing Conference Memorandum dated June 30, 2005.
Second, it reflects other adjustments to the Oregon Results of Operations as

described in the sur-surrebuttal testimony of Mr. Wrigley. Third, because the

Sur-Surrebuttal Testimony of David L. Taylor
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status of the Klamath River On-Project and Off-Project irrigation customers will
not be decided during this phase of the case, these customers have been removed
from Schedule 41 in both the marginal cost study and in the allocation of the

proposed rate increase.

New QF Contracts

Q.

A.

After reviewing the surrebuttal testimony of Mr. Falkenberg do you continue
to support the treatment of the US Magnesium, Desert Power, Kennecott,
and Tesoro, QF contracts as “New QF Contracts” under the Revised
Protocol allocation?

Yes I do. The four contracts in question were appropriately treated as New QF
Contracts in accordance with the stated provisions of the Revised Protocol. Mr.
Falkenberg’s assertion is wrong and should be dismissed. Section II of the
Revised Protocol clearly states that “The Protocol will be effective and apply to

all PacifiCorp retail general rate proceedings initiated subsequent to June 1,
2004.” We understood that the parties to this case agreed that the general rate
case, filed in November 2004, would be based on the Revised Protocol, with the
understanding that its new methodology was effective June 1, 2004. The
treatment of new QFs was an integral part of the Revised Protocol, and the
treatment of these contracts should be consistent with the methodology on which
this general rate case was filed.

Does Staff support the treatment of these QF contracts as New QF Contracts
under the Revised Protocol?

Yes. This effective date is recognized by the Commission staff and is supported

Sur-Surrebuttal Testimony of David L. Taylor
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in the surrebuttal testimony of staff witness Mr. Wordley where he states “Even
though the order was not signed until January 2005, because the Commission did
not change the Section II language, the effective date of the Revised Protocol is
June 1, 2004.” These contracts were entered into subsequent to that date and are
appropriately identified as New QF Contracts.

Mr. Falkenberg states that the new US Magnesium QF contract is reflected
differently in this case than it was in the recently completed Utah case. Is he
correct?

No. Both the Utah rebuttal case and the current state of the Oregon case reflect
the pricing and terms of the new US Magnesium QF contract. As the pricing
terms of the contract became final both cases were updated to reflect those terms.
The terms of new US Magnesium QF contract were included in the March Net

Power Cost update to the Oregon case.

Demand and Energy Classification of Marginal Costs

In her surrebuttal testimony, ICNU witness Ms. Iverson claims that “Under
(her) reconciliation proposal, there is no shift between the demand and
energy components of customer prices.” Do you agree?

No. She uses as support for her claim that the energy only pricing structure for
Schedule 200 and the demand only structure for transmission charges will not
change. While it is true that the demand and energy structure of those rate
schedules would not change as a result of her proposal, the price levels within
those structures would change. Her reconciliation proposal would decrease the

allocation of the underlying generation and transmission costs to higher load

Sur-Surrebuttal Testimony of David L. Taylor
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factor customers and increase the allocation of those costs to lower load factor
customers.
Does this conclude your sur-surrebuttal testimony?

Yes it does.

Sur-Surrebuttal Testimony of David L. Taylor
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Are you the same Mark T. Widmer that filed direct testimony with the
Company’s original filing?

Yes.

What is the purpose of your rebuttal testimony?

I will rebut Industrial Customers of Northwest Utilities (ICNU) Randy
Falkenberg’s UM 995 Deferral Period outage adjustment, RVM testimony on
outage update period, maintenance schedule, thermal ramping, deferred

maintenance and station service.

UM 995 Deferral Period Outage Adjustment

Q.

Mr. Falkenberg continues to suggest there is a double count of outages
because the Company’s modeling is intended to provide a four year
amortization of the costs being recovered in the UM 995 deferral. Is that the
case?

No. Mr. Falkenberg’s suggestion is incorrect. The amount collected in the UM
995 deferral was calculated as the difference between actual net power costs
including actual outages and net power costs and outages in rates. Because the
level of other outages in rates is consistent with the actual level of other outages
that occurred during the deferral period, there is no double count. Put another
way, because the level of other outages during the UM 995 deferral period was
similar to the level of other outages in rates, the difference between the two is
zero and there is no double count. Mr. Falkenberg’s proposed adjustment
incorrectly assumes that the difference between x and x is a very large number

and that is simply not the case.
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Was the cost of the UM 995 other outages higher than the level in rates even
though the level of other outages included in rates was similar?

Yes. However, the increased cost was attributable to the exorbitant market prices
prevalent during the deferral period, not the level of outages. Since the Company
is only requesting recovery of the outages based on normal market prices, not the
exorbitant market prices of the deferral period, there is not a double count from a
cost perspective either.

Do you agree with Mr. Falkenberg’s suggestion that your testimony on the
removal of other outages is misleading and that the removal of other outages
was calculated differently from the Hunter outage calculation?

No. The Company removed the entire Hunter outage by removing the 5 months
of outage information on Hunter. This included the outage and the scheduled
operation (forced outage hours + in service hours). In the end, the outage level
calculated for Hunter 1 in this case was based on approximately 43 months of
outages and 43 months of scheduled operation. Consistent with the Hunter outage
calculation, the Company eliminated the impact of other outages by removing the
outages and the scheduled hours. In the end, once the UM 995 deferral period
outages have been removed, the outage rate is based on approximately 38 months
of outages and 38 months scheduled operation. So, the methodology employed
by the Company for the Hunter 1 outage and other outages is consistent because
we match forced outage months with scheduled operation. On the other hand, Mr.
Falkenberg’s proposed treatment is not consistent, is misleading and would not

result in a normal level of ongoing outages in rates.
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Please explain.

Forced outage rates are developed monthly by dividing the hours of forced
outages by scheduled hours. Mr. Falkenberg inappropriately mismatches forced
outage hours and scheduled hours for other outages by removing the other forced
outages but not removing all scheduled hours for each month of the deferral
period. In fact, all he removes are the forced outage hours from the numerator
and the denominator of the forced outage rate calculation. He does not remove
the remaining in-service hours from those same months. In the end, Mr.
Falkenberg’s outage rate calculation is mismatched because it is based on roughly
38 months of forced outages and something slightly less than 48 months and
significantly more than 38 months for scheduled hours. This mismatch produces
an unreasonably low forced outage rate for the test period. For this reason and the
reasons explained above, the proposed adjustment should be rejected.

Did Staff address Mr. Falkenberg’s proposed adjustment for UM 995 period
outages in their rebuttal testimony?

Yes. Staff witness Mr. Wordley also concluded that there is no double recovery
for UM 995 outages and recommended that the Commission reject Mr.

Falkenberg’s proposed adjustment. Staff/800/Wordley/10.

RVM Issues

Q.

Do you agree with Mr. Falkenberg that the value the Company has
calculated for the transition adjustment is the value of the freed-up resources
to the Company?

Yes. As long as the Company pays direct access customers the value of the freed-

Sur-Surrebuttal testimony of Mark T. Widmer
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up energy, customers who remain on the Company’s system will not subsidize
direct access customers. However, if the Company pays direct access customers
more than the value to the Company of the freed-up resources, customers that
remain on the system will be inappropriately subsidizing direct access customers.
Mr. Falkenberg criticizes aspects of the GRID model, including market cap
modeling and GRID’s use in calculation of the transition adjustment. Is
there any merit in his issues?

No. First, the GRID model is used to set net power costs for retail rates and
therefore, should be used to calculate the net power cost impact of direct access.
Second, as explained by Staff witness Mr. Galbraith, the Partial Stipulation
represents a complete and final resolution of the market cap issue for direct
access. Third, Mr. Falkenberg’s surrebuttal testimony merely suggests there may
be problems. He provides no evidence that a problem exists, so there is no basis
to support his conclusion and his rejection of the GRID model. Further, it is
worth noting that in Mr. Falkenberg’s direct testimony he did not raise any issues
regarding market cap modeling, and shaping of wholesale market prices.

Is it surprising that the calculation of the transition credit by GRID produces
a price that is a little lower than the market price of power?

No. It is important to remember that the Company has planned to have potential
direct access customers on its system and has optimized its system based on those
expectations. That optimization includes buying energy to cover short positions
and selling excess capacity into the market. This is usually accomplished through

short-term firm (STF) transactions. During graveyard hours the wholesale market

Sur-Surrebuttal testimony of Mark T. Widmer
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is limited because utilities generally acquire or build resources to meet peak
requirement and are surplus at that time. So it is predictable that when resources
are freed-up, a small portion can not be sold into the wholesale market due to
illiquidity and limited amounts of thermal generation must be backed down
slightly to balance the system.

Mr. Falkenberg suggests his transmission adder adjustment is conservative
and justified because as load grows, additional transmission will be required
which will be more costly than existing contracts. Is this argument relevant
for this case?

No. Mr. Falkenberg has completely overlooked the fact that at this time
PacifiCorp’s long-term transmission contracts with BPA are fixed and the costs
are not avoidable. The only transmission benefits that are potentially avoidable
are day-ahead firm or non-firm transmission that would be derived from the
redispatch of the Company’s system. These benefits are automatically included in
the GRID redispatch of the Company’s system for direct access. Therefore, a
transmission adder is not justified at this time.

Were Mr. Falkenberg’s proposed RVM adjustments addressed in the Third
Partial stipulation between the Company and Staff?

Yes. As part of the Third Partial Stipulation, the Company and Staff agreed to
remove RVM adjustments for thermal ramping, station service, deferred
maintenance outages, and actual planned maintenance, if the RVM is adopted by
the Commission. These same adjustments were proposed by Mr. Falkenberg. The

Company and Staff also agreed that the outage period update adjustment should
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be incorporated into RVM net power costs. Mr. Falkenberg does not support the
Company’s outage period update adjustment.
Did Mr. Falkenberg’s surrebuttal testimony present any new evidence which
would justify his proposal to exclude the outage period update?
No. The fact remains that the Company provided the information which
supported the adjustment on a timely basis to ICNU and Mr. Falkenberg was not
disadvantaged by the procedural process. Further, the outage period update
contributes to the accuracy of the Company’s RVM net power costs by basing
them on the most current information possible. This view is also held by Staff.
Staff witness Mr. Wordley testifies that:
One of the objectives of the RVM is to get power costs as accurate as
possible for the calendar year that the resulting rates will be in effect.
(Staff/800, Wordley/9).
In the event RVM is not adopted by the Commission should the Company’s
RVM update adjustments be incorporated into the general rate case net
power costs?
Yes. It is as important during a general rate case to include the most current
information that is available as it is for an RVM proceeding. If new contracts are
entered or terminated, errors are discovered or other information pertinent to the
test period becomes available during the case, that information should be
incorporated into rates.
Should all of the RVM adjustments be incorporated into the general rate
case if RVM is not adopted?

No. The planned outages and the outage period update adjustments are specific to

Sur-Surrebuttal testimony of Mark T. Widmer
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the RVM process and should not be included in the general rate case.

What is the impact of including the RVM adjustments, excluding the two
mentioned above, if they were rolled into general rate case net power costs?
The RVM adjustments would increase net power costs by approximately $4.9
million on an Oregon basis if adopted. This is slightly higher than the $4.3
million level stipulated to by the Company and Staff. Of course, in addition to the
outage period update adjustment proposed by Mr. Falkenberg, which I discussed
above, he also contested the Thermal Ramping, Station Service and Deferrable
Maintenance adjustments. My following testimony addresses Mr. Falkenberg’s
testimony on those adjustments in the event RVM is not adopted by the

Commission.

Thermal Ramping/Station Service

Q.

Mr. Falkenberg suggests that a historical backcast previously performed by
the Company supports his contention that GRID understates coal
generation. Do you agree?

No. The backcast for the twelve month period ending September 2002 was
performed with an older version of GRID than is being used in this case. Its
results are therefore inapplicable to this case.

Is it your opinion that no matter how high loads become, coal fired
generation will remain constant as Mr. Falkenberg suggests?

No. Coal fired generation will dispatch based on its cost compared to market
prices, market liquidity and system constraints. Coal generation is usually

dispatched at or near maximum during on-peak and some of the off-peak hours,

Sur-Surrebuttal testimony of Mark T. Widmer
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with the exception of generation that is withheld for reserves and load following
due to the low cost. As such, increases in load are not likely to result in
significantly higher coal generation.

Does Mr. Falkenberg’s study provide a valid example of coal fired generation
increasing due to increased loads?

No. As I explained in my rebuttal testimony, Mr. Falkenberg’s study should not
be used because it is flawed and incomplete. The incompleteness and design of
his analysis forces the GRID model to back down thermal generation to
unrealistically low levels.

Do you agree with Mr. Falkenberg’s suggestion that the UE-139 Commission
decision that rejected PGE’s ramping adjustment is on point relative to the
Company’s thermal ramping adjustment?

No. The circumstances are completely different and therefore the PGE order does
not provide a sound basis disallowing the Company’s adjustment. PGE merely
speculated that the problem was related to ramping. In the Company’s case, there
is no speculation that the Company’s thermal generation is reduced as a result of

ramping after outages, it is a fact.

Deferrable Maintenance Adjustment

Q.

Regarding the Company’s deferrable maintenance adjustment, Mr.
Falkenberg claims that the Company ignores the fact that these outages are
deferrable and that they should always be completed during the weekend.
Do you have any comments?

Yes. Mr. Falkenberg’s assertion is wrong. While the outages are deferrable, it

Sur-Surrebuttal testimony of Mark T. Widmer
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does not always mean that they are deferred until weekends. The deferral
decisions are made by the plant operators based on what is happening on the
system as to when the maintenance should be performed. For example, a decision
may be made to perform the maintenance during on-peak hours because a unit has
a forced outage. Just because the maintenance is deferrable does not mean it is
going to be performed on weekends and the data supports this conclusion.

Please explain.

As presented in my rebuttal testimony, plant records show that 51 percent of
deferrable maintenance occurs during on-peak hours Monday-Saturday. In Mr.
Falkenberg’s surrebuttal he correctly pointed out that my data included Saturdays
so it was not a valid comparison because we are trying to ascertain how much of
the deferrable maintenance occurs on weekends versus the rest of the week. Since
then my analysis has been updated to only look at on-peak hours Monday-Friday
so that weekends would be excluded. That analysis shows that 42 percent of
deferrable maintenance occurred Monday-Friday during on-peak hours. This
demonstrates that Mr. Falkenberg’s assertion that all deferrable maintenance
occurs only on weekends is false and should be rejected because the modeling
should be as representative of actual operations as possible.

Mr. Falkenberg suggests that it is unsound for PacifiCorp to be allowed to
reflect actual scheduled outages for the rate effective period under RVM. Do
you have any comments?

Yes. Mr. Falkenberg suggests that it is critical to determining PGE’s power costs

to include expected actual outages because they have only one coal plant and thus
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may be better able to predict power costs. While the Company has many more
coal plants than PGE, allowing the Company to include scheduled actual
maintenance would also allow the Company to better predict net power costs for
the RVM rate effective period. It is worth noting that the single largest RVM
adjustment proposed by the Company was for scheduled outages. If the
underlying goal of the RVM process is to produce results that are as
representative as possible for the rate effective period, that goal should apply
equally to PGE and the Company.

Does this complete your sur-surrebuttal testimony?

Yes.

Sur-Surrebuttal testimony of Mark T. Widmer
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Please state your name.
My name is Christy A. Omohundro.
Did you previously offer testimony in this proceeding?

Yes, I filed direct and rebuttal testimony in this proceeding.

Purpose and Summary of Testimony

Q.

A.

What is the purpose of your sur-surrebuttal testimony?

The purpose of my sur-surrebuttal testimony is to address the arguments raised by
Citizens Utility Board (CUB) witness Mr. Jenks and Industrial Customers of the
Northwest (ICNU) witness Mr. Falkenberg against the proposed structure and
schedule of the PacifiCorp’s Transition Adjustment Mechanism (RVM). T will
also comment on Staff witness Mr. Galbraith’s recommendation to make
adjustments to the Company’s annual net power cost updates.

Please summarize your testimony.

The Company believes that its proposed RVM accurately reflects the impact on
PacifiCorp’s system of customers choosing direct access. The RVM also helps
accomplish the basic regulatory principle that customer rates, to the extent
possible, should reflect current costs. The Company has accepted Mr. Galbraith’s
recommendation to include the lower variable costs of all new resources in the
annual net power cost update, independent of a general filing which would update
the higher fixed costs. This concession will give customers the benefit of lower
variable costs until the fixed cost portion of the new resources can be included in
rates. The proposed RVM with the annual net power cost update provides a fair

and workable transition adjustment to departing customers, and better aligns
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customer rates with the Company’s actual costs.

Does Staff support PacifiCorp’s proposed RVM?

Yes, with one new exception. In his surrebuttal testimony, Staff witness Mr.
Galbraith states that “PacifiCorp’s proposed Transition Adjustment provides an
accurate accounting of the likely impacts of direct access on PacifiCorp’s system
operations and can be expected to result in transition adjustment rates that
reasonably balance the interests of retail electricity consumers and utility
investors.” Mr. Galbraith modifies PacifiCorp’s proposal by recommending that
the Company include the variable costs of all improvements to existing resources
and all new resources that are in-service prior to the beginning of the rate
effective period in the Company’s annual net power cost update.

What is the Company’s response to Mr. Galbraith’s recommendations?

As stated in my rebuttal testimony, the Company designed its RVM to exclude
variable costs associated with new resources until the plant is providing utility
service, as contemplated under ORS 757.355, and the matching fixed costs have
been included in the Company’s rate base. However, if the Commission would
prefer to have the variable costs associated with new resources incorporated into
the Company’s annual net power cost update, the Company is willing to make this
change to the RVM mechanism proposed in this case, assuming the Company is
able to bring fixed costs associated with new resources into rates on an

expeditious basis.
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Does the Company’s willingness to adopt Mr. Galbraith’s recommendation
to include variable costs associated with new resources in the RVM update
address CUB’s “phantom costs’ argument?

Yes, subject to the limitations of Oregon’s used and useful statute. Incorporating
variable costs associated with new resources will ensure customers’ rates are
based on all used and useful plant, and will eliminate reliance on the proxy market
purchases, to which CUB was strongly opposed.

Mr. Galbraith suggests that an annual update of the NVPC component of
cost-of-service rates shifts power cost risk from shareholders to ratepayers.
Staff/700/Galbraith/11. Is this the primary purpose of the Company’s
proposal?

No. The Company proposed its RVM for purposes of facilitating direct access
participation, in response to stakeholder comments and the Commission Order in
UM 1081. Furthermore, the Company does not agree that an annual update of
NVPC shifts risk from shareholders to customers. While it is true that an annual
update of net power costs reduces regulatory lag by allowing the Company to
update costs outside of general rate case decisions, this reduction of lag goes both
ways, and will benefit customers in periods of lower net power costs. If, for
example, the forward price curve were to demonstrate a downward trend in future
natural gas prices, then customers would benefit from the Company’s annual net

power cost updates as prices would be reduced to coincide with up-to-date costs.
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Q. Please summarize the arguments made by Mr. Jenks and Mr. Falkenberg

against the structure and schedule of the Company’s proposed RVM.

A.  Mr. Jenks continues to argue that PacifiCorp’s proposed RVM should not apply to
residential customers and repeats his concern that the proposed RVM makes it
difficult to conduct prudence reviews, creates a mismatch between fixed costs and
variable costs and allocation factors, enables the utility to “game the regulatory
system,” shifts additional risk of Utah load growth onto Oregon customers, and
increases regulatory burden on all customer classes.

Mr. Falkenberg disputes the Company’s statement that the proposed
mechanism is largely mechanical and repeats his contention that an annual RVM
creates increased regulatory burden on intervenors and the Staff and is not
necessary.

Q. CUB’s primary argument against PacifiCorp’s proposed RVM is its
inclusion of residential customers. Please address this issue.

A. As stated in my rebuttal testimony, updating power costs for only a subset of
PacifiCorp’s customer base would be complex and difficult to achieve in the
timeframe required for the direct access enrollment process. Mr. Jenks’ assertion
that “simply applying the proposed mechanism only to those customers who are
eligible for direct access can be easily done” demonstrates a lack of appreciation
of the complexity of PacifiCorp’s rate setting process. CUB/200/Jenks/25.

Staff witness Mr. Galbraith confirmed PacifiCorp’s concern that an update
for only some customers would be complex and states that Mr. Jenks’ proposal

would “be difficult to implement and would result in two sets of cost-of-service
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rates, one for direct access eligible customers, and one for non-direct access
eligible customers”. Staff/700/Galbraith/17. He then concludes that “once
stakeholders and the Commission have gone to the trouble of reviewing the
prudence and reasonableness of the company’s projected NVPC it makes sense to
update the cost-of-service rates for all customers, not just those eligible for direct
access”. Staff/700/Galbraith/17.

Mr. Galbraith also comments that by simultaneously setting PacifiCorp’s
cost-of-service energy rates and transition adjustment rates, the Commission can
shield both PacifiCorp’s cost-of-service customers and PacifiCorp’s shareholders
from unwarranted cost shifts. Staff/700/Galbraith/16. He points out that
PacifiCorp’s cost-of-service energy rates should be based on projected NVPC
given the assumption of no direct access, and that the transition adjustment rates
should be set based on the impact of direct access on PacifiCorp’s costs and
revenues. This combined ratemaking does not provide incentive to direct access
eligible customers on their choice to go direct access or remain with the company.
Staff/700/Galbraith/16.

Please address CUB’s concern that no process exists for customers to review
and verify the costs included in the Company’s October update or the
Forward Price Curve used to set the transition adjustment.

Updating the Company’s official forward price curve and net power costs to
include new market purchase contracts, fuel purchases, and energy transactions in
October — just before the direct access transition adjustment is calculated —

ensures the adjustment applied to departing customers is as accurate as possible
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and is in the best interest of all customers. If CUB has concerns with specific
updates included in the Company’s annual update, Staff witness Mr. Galbraith
suggests that procedural avenues are available to the parties in the event they feel
they cannot adequately address specific updates. Staff/700/Galbraith/12. Mr.
Galbraith also states that PGE’s annual RVM process has demonstrated that a
complete review of all power cost issues can be accomplished.
Staff/700/Galbraith/13.

With respect to the Company’s Forward Price Curve, Mr. Galbraith
comments that CUB did not challenge the use of PacifiCorp-produced forward
price curves in the revenue requirement portion of the case and does not feel that
this issue represents a fatal flaw in PacifiCorp’s proposed transition adjustment
mechanism. Staff/700/Galbriath/20.

Please comment on Mr. Jenks’ statement that the Company’s control over
the timing of rate cases nullifies any potential benefit to customers of the
temporary mismatch between fixed costs and variable costs.

Mr. Jenks acknowledges that the Company does project making significant
capital expenditures that would likely offset any financial harm to customers
resulting from the absence of updates to reflect a declining ratebase.
CUB/200/Jenks/19. His claim that these capital investments are intermittent and
that the Company will seek recovery as soon as a new investment becomes used
and useful is not well founded. Contrary to Mr. Jenks’ assertion, the timing of the
majority of significant investments in new power plants, clean air equipment, and

hydro relicensing is often nondiscretionary and is dictated by legislative
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mandates, requirements of a new FERC hydro license, load growth, and other
external factors. It is not possible, nor reasonable, to attempt to coordinate these
investments around rate case planning for the Company’s six state jurisdictions.
The Company maintains that in the current cycle of heavy capital expenditures,
any temporary mismatch between fixed and variable costs resulting from the
annual net power cost update is likely to benefit customers.

Please respond to Mr. Jenks’ comments regarding the mismatch of allocation
factors for system costs.

Mr. Jenks appears to be arguing that an update of allocation factors — an update
that reduces Oregon’s allocated share of net power costs — is not a desirable
outcome. Given Oregon’s slower rate of growth relative to PacifiCorp’s other
jurisdictions, the Company believes that a partial update of allocation factors is
beneficial because it results in an accurate allocation of power costs to Oregon
customers.

Further, Mr. Jenks argues that an annual update of net variable power
costs will take pressure off PacifiCorp to file a general rate case. This is highly
unlikely, given the need for significant new investment in power supply and
transmission resources over the next ten years. The Company will likely continue
to experience lag between general rate cases which seek to include these new
resources in rates.

Both Mr. Falkenberg and Mr. Jenks argue that the Company’s proposed
RVM increases workload and regulatory burden. Please respond.

PacifiCorp is required to have a transition adjustment mechanism that allocates
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the impact of direct access participation on the Company’s system to departing
customers. UM 1081 and the RVM related components of UE 170 clearly
demonstrate that development of a mechanism that is acceptable to all parties is
extremely difficult, if not impossible. The Company’s recognizes, and shares in,
the added workload resulting from its proposed RVM. Given the inherently
complex objective of the transition adjustment — an accurate determination of the
value of a slice of an electric utility’s system — the Company does not believe it
would be possible to develop and implement an acceptable transition adjustment
mechanism void of complexity and resulting workload. Absent a simpler
solution, PacifiCorp relies on the fact that its proposed RVM is supported by
OPUC Staff, who, like CUB & ICNU, will be litigating two RVMs and will be

faced with the resulting workload increase.

TAM vs. RVM

Q.

Mr. Jenks suggests in a footnote of his surrebuttal testimony that
PacifiCorp’s shift to calling its proposed mechanism an RVM is evidence that
the Company’s primary argument is that “PGE gets a mechanism, so
PacifiCorp should too.” Please respond.

Despite the Company’s efforts to label its proposed mechanism as a Transition
Adjustment Mechanism (TAM), the majority of the parties — both in formal
discovery and in verbal discussions — continually referred to the mechanism <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>