825 N.E. Multnomah
Portland, Oregon 97232
(503) 813-5000

% PACIFICORP

PACIFIC POWER UTAH POWER

April 15, 2005

Oregon Public Utility Commission
550 Capitol Street NE, Suite 215
Salem, OR 97301-2551

Attn:  Vikie Bailey-Goggins Administrator
Regulatory and Technical Support

RE: Case No. UM-

PacifiCorp (dba Pacific Power & Light Company) submits for filing an original and twenty conformed
copies of the Application of PacifiCorp for Approval of Power Cost Adjustment Mechanism, (“PCAM”)
along with supporting testimony and exhibits.

It is respectfully requested that all formal correspondence and staff requests regarding this matter be
addressed to:

By E-mail (preferred): datarequest@pacificorp.com.

By Fax: (503) 813-6060

By regular mail: Data Request Response Center
' PacifiCorp

825 NE Multnomah, Suite 800
Portland, OR 97232

With copies to: Katherine A. McDowell
Stoel Rives LLP
900 S.W. Fifth Ave., Suite 2600
Portland, OR 97204
Telephone Nos. (503) 294-9602
Fax No. (503) 220-2480
Email: kamcdowell@stoel.com

Informal inquiries may also be made to Laura Beane at (503) 813-5542.
Very truly yours,
7 /7556&%/’\15/’\4 S

D. Douglas Larson / r=
Vice President, Regulation

Enclosure
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BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

UM

In the Matter of the Application of APPLICATION
PACIFICORP for an Order Approving an

Automatic Adjustment Clause Related to

Net Power Costs

I. INTRODUCTION

Through this Application and supporting testimony, PacifiCorp, or (“the Company”)
is proposing to establish a power cost adjustment mechanism (“PCAM”). The proposed
mechanism is intended to better balance, between the Company and its customers, the risk
that actual net poWer costs will differ from the level forecast in setting general rate levels.
The proposed PCAM is an “automatic adjustment clause” as contemplated by ORS
757.210(1).

It has likely always been the case that the Company’s actual net power costs have
proven to be higher or lower than the level predicted in general rate proceedings.
Historically, the Company’s shareholders have borne the risk that actual net power costs are
higher than predicted and its customers have borne the risk that actual net power costs are
lower than predicted. Prior to the 2000/2001 Western energy crisis, the degree of variability
of net power costs from the forecasted level did not give rise to an unreasonable level of risk
for either shareholders or customers. That is no longer the case. Over the last five years, the
Company has experienced extraordinary variability in wholesale market prices for gas and
electricity which have resulted in extraordinary variability in its net power costs. High
wholesale market prices and high wholesale market price variability are expected to continue
into the future.

Moreover, this variability has proven to be asymmetric. Net power cost overruns

have vastly exceeded underrruns. Because of this lack of symmetry, in the absence of a
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II. NOTICE AND EXHIBITS

Communications regarding this Application should be addressed to:

Laura Beane

Oregon State Manager
PacifiCorp

825 NE Multnomah, Suite 800
Portland, OR 97232
Telephone: (503) 813-5542
Facsimile: (503) 813-6060

E-mail: laura.beane@pacificorp.com

George M. Galloway

Attorney at Law

PO Box 184

Cove, OR 97824

Telephone: (541) 420-3246
E-mail:covelaw @direcway.com

Katherine McDowell

Stoel Rives

900 SW 5™ #2600

Portland, OR 97204-1268
Telephone: (503) 294-9602
E-mail: kamcdowell @stoel.com

In addition, PacifiCorp respectfully requests that all data requests regarding

this matter be addressed to:
By email (preferred)

By regular mail

By facsimile

datarequest @pacificorp.com

Data Request Response Center
PacifiCorp

825 NE Multnomah, Suite 800
Portland, OR 97232

(503) 813-6060

Proposed Schedule 99, describing the PCAM, is attached to this Application

as Exhibit A. A copy of the Notice of Application and a list of persons served with

the Notice are attached to this Application as Exhibit B.

APPLICATION
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III. STRUCTURE OF PROPOSED PCAM
A. Sharing Bands

The proposed PCAM is an incentive-based mechanism that would share
variations in adjusted actual net power costs from the baseline forecast net power
costs in rates, with one exception. The one exception is that 100 percent of cost
increases or decreases related to Qualifying Facility contracts would be exempted
from the sharing bands because the purchases are required by PURPA. All other
costs would be subject to symmetrical sharing bands, which straddle “baseline net
power costs” in rates. When “actual adjusted net power costs” are within plus or
minus $100 million, total Company, the increment would be allocated 70 percent to
customers and 30 percent to the Company. When the increments exceed plus or
minus $100 million total Company, the increment would be allocated 90 percent to
customers and 10 percent to the Company so as to provide catastrophic protection.
The accruals will be allocated to Oregon pursuant to the Revised Protocol previously
ratified by the Commission.

“Baseline net power costs” will be the net power costs adopted from the
Company’s annual Transition Adjustment mechanism or rates in effect during the
measurement period. The Transition Adjustment mechanism includes an annual
update of the Company’s net power costs and is a component of the Company’s
general rate case (UE-170), which is currently being processed by the Commission.

Measurement periods will be tied to the balancing account trigger.

APPLICATION
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“Actual adjusted net power costs” will be equal to actual net power costs,
adjusted to remove prior-period adjustments recorded during the accrual period and to
include Commission-adopted adjustments from the most recent rate case. For
example, actual results would be adjusted to reflect the Commission-adopted
Sacramento Municipal Utility District (SMUD) wholesale sale revenue imputation
adjustment. Conversely, hydro normalization and forced outage rate adjustments
would be excluded.

B. Accruals

Oregon net power cost accruals will be determined on a monthly basis and
posted to a balancing account. An entry into.the accrual account will occur in every
month, unless the actual adjusted net power cost is identical to the level in rates. A
positive balance represents money owed to the Company by its customers. A
negative balance indicates money the Company owes to its customers. The balance
will accrue interest at the Company’s authorized rate of return.

The Company further proposes that a plus or minus $15 million accrued
balance be established as a trigger. Once the trigger is reached, the Company will be
required to return the balance to, or request recovery from, customers. This approach
is believed to be more beneficial than setting a fixed period because it should reduce
the amount of rate changes during periods of lower net power cost volatility and
reduce rate shock during periods of higher volatility when balances could be much

higher. It will also provide more current price signals during periods of higher net

APPLICATION
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power cost volatility. The amortization period should be over a one-year period or
such longer period as required to comply with ORS 757.259.
C. Costs That are Included

The PCAM is designed to include all net power cost components. It will
reflect the impact of cost changes for fuel, wheeling and purchase power expenses
and wholesale electricity and gas sales, because all net power cost components can be
affected by volatility. For example, high electric wholesale market prices relative to
natural gas wholesale market prices can lead to the redispatch of the Company’s
natural gas thermal units in order to make wholesale sales and/or avoid higher-priced
market purchases and higher fuel costs. If the mechanism only covered purchases
and fuel expense, it would not provide a proper matching of costs and benefits.
D. Rate Spread and Rate Design

As proposed in Schedule 99, sur-charges and sur-credits will be spread to
customers on a uniform cents-per-kwh basis to all customer classes in order to reflect
changes in costs per MWh incurred by the Company to serve customers. Because
differences in delivery voltage result in different line losses and power requirements,
the Company proposes to vary the sur-charge and or sur-credit amounts by delivery
voltage. The loss factors in effect at the time of the accrual would be used for this
determination.
E. Earnings Test

If the Company’s actual rate of return shown in its most recent semi-annual

report was above authorized levels, costs accrued during that period would not be

APPLICATION
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recoverable. Conversely, if earned rates of return were below authorized levels,

accrued balances owed to customers would not be returned.

IV. A PCAMIS A REASONABLE AND APPROPRIATE MEANS OF BETTER
BALANCING RISK

From 2000 through 2004, the average annual deviation between the Company’s
forecasted and actual net power costs was $135.5 million in excess costs, or 19.95 percent of
authorized net power costs. During the prior ten-year period, the average variability was 2.62
percent of authorized net power costs. The current level of net power cost variability presents
an unacceptable level of risk for the Company and its customers. Moreover, because the
variabilityin actual net power costs is asymmetric, in the absence of a PCAM, the Company
will not have a reasonable opportunity to recover its costs and earn its allowed rate of return.

The proposed PCAM will ensure that, in the future, the Company’s prices more
accurately capture the actual underlying cost of providing service to its customers. Without a
PCAM, the magnitude of the harm that PacifiCorp faces would require it to seek other
regulatory relief, which could increase the frequency of fluctuations in rate levels.
Conversely, the PCAM will lead to greater rate stability.

Moreover, the proposed PCAM should improve the Company’s credit standing and
lower the level of debt imputation associated with purchased power contracts, thereby

making such contracts more attractive to the Company and its customers.

Page 6 - APPLICATION

Portlnd3-1506577.1 0099999-00006



STOEL RIVES LrLp

900 SW Fifth Avenue, Suite 2600, Portland, OR 97204

Fax (503) 220-2480

Main (503) 224-3380

[

O 00 N O W B~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

V. PENDING HYDRO-DEFERRAL APPLICATION

If approved by the Commission, the PCAM would incorporate the Company’s proposed

hydro deferral that is pending before the Commission in UM 1193 and replace it on a going

forward basis.

VI. CONCLUSION

PacifiCorp respectfully requests that, in accordance with ORS 757.205 and ORS

757.210, the Commission find that the proposed PCAM is fair, just and reasonable and

approve proposed Schedule 99.

DATED: April 15, 2005

Page 7 - APPLICATION
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PACIFIC POWER & LIGHT COMPANY OREGON

POWER COST ADJUSTMENT MECHANISM SCHEDULE 99
Page 1

Power Cost Adjustment Mechanism

A. Sharing Bands
The PCAM is an incentive-based mechanism that shares variations in adjusted actual net power costs
from the baseline forecast net power costs in rates, with one exception. The one exception is that 100
percent of cost increases or decreases related to Qualifying Facility contracts are exempted from the
sharing bands because the purchases are required by PURPA. All other costs are subject to
symmetrical sharing bands, which straddle “baseline net power costs” in rates. When “actual adjusted
net power costs” are within plus or minus $100 million, total Company, the increment is allocated 70
percent to customers and 30 percent to the Company. When the increments exceed plus or minus
$100 million total Company, the increment is allocated 90 percent to customers and 10 percent to the
Company so as to provide catastrophic protection. The deferrals are allocated to Oregon pursuant to
the Multi-State Process allocation principles set forth in the Revised Protocol previously ratified by the
Commission.
“Baseline net power costs” are the net power costs adopted from the Company’s annual Transition
Adjustment mechanism or rates in effect during the measurement period. Measurement periods will
be tied to the balancing account trigger.
“Actual adjusted net power costs” are equal to actual net power costs, adjusted to remove prior-period
adjustments recorded during the deferral period and to include Commission-adopted adjustments
from the most recent rate case. For example, actual results are adjusted to reflect the Commission-
adopted SMUD wholesale sale revenue imputation adjustment. Conversely, hydro normalization and
forced outage rate adjustments are excluded.

B. Deferrals
Oregon net power cost deferrals will be determined on a monthly basis and posted to a balancing account. An
entry into the balancing account will occur in every month, unless the actual adjusted net power cost is identical
to the level in rates. A positive balance represents money owed to the Company by its customers. A negative
balance indicates money the Company owes to its customers. The balance will accrue interest at the
Company's authorized rate of return.

A deferred balance of plus or minus $15 million is a trigger. Once the trigger is reached, the Company is
required to return the balance to, or request recovery from, customers. The amortization period is over a one-
year period or such longer period as required to comply with ORS 757.259.

C. Costs Included
The PCAM is designed to include all net power cost components. It reflects the impact of cost
changes for fuel, wheeling and purchase power expenses and wholesale electricity and gas sales.

(continued)
Issued: April 15, 2005 P.U.C. OR No. 35
Effective: With service rendered on and after Original Sheet No. 99-1
Issued By

D. Douglas Larson, Vice President, Regulation
TF1 99-1.NEW Case No. UE-




PACIFIC POWER & LIGHT COMPANY OREGON

POWER COST ADJUSTMENT MECHANISM SCHEDULE 99
Page 2

(N)

Power Cost Adjustment Mechanism (continued)

D. Rate Spread and Rate Design
Sur-charges and sur-credits are spread to customers on a uniform cents-per-kwh basis to all
customer classes in order to reflect changes in costs per MWh incurred by the Company to serve
customers. Because differences in delivery voltage result in different line losses and power
requirements, the sur-charge and or sur-credit varies by delivery voltage.

E. Earnings Test
If the Company’s actual rate of return reflected in its most recent semi-annual report was above
authorized levels, costs deferred during that period would not be recoverable. Conversely, if earned
rates of return were below authorized levels, accrued balances owed to customers would not be
returned.

F. Special Conditions
This schedule is an automatic adjustment clause as defined in ORS 757.210 and is subject to review
by the Commission at least once every two years. The Company shall not be required to apply for
reauthorization for its PCAM balancing account under ORS 757.259.

G. Term
The PCAM will continue until terminated.

H. Sur-charge/Sur-credit calculation
All bills calculated in accordance with applicable schedules contained in presently effective Tariff Or.
No. 35 shall have applied an amount equal to the product of all kilowatt-hours of use multiplied by the
following cents per kilowatt-hour.

Delivery Voltage
Secondary Primary Transmission

Schedule 4 0.0 cents

Schedule 15 0.0 cents

Schedule 23, 723 0.0 cents 0.0 cents

Schedule 28, 728 0.0 cents 0.0 cents

Schedule 30, 730 0.0 cents 0.0 cents

Schedule 41, 741 0.0 cents 0.0 cents

Schedule 48, 748 0.0 cents 0.0 cents 0.0 cents (N)

(continued)
Issued: April 15, 2005 P.U.C. OR No. 35
Effective: With service rendered on and after Original Sheet No. 99-2
Issued By

D. Douglas Larson, Vice President, Regulation
TF1 99-2.NEW Case No. UE-



PACIFIC POWER & LIGHT COMPANY
POWER COST ADJUSTMENT MECHANISM

Power Cost Adjustment Mechanism (continued)
H. Sur-charge/Sur-credit calculation (continued)

Schedule 50

Schedule 51, 751
Schedule 52, 752
Schedule 53, 753

Schedule 54, 754

0.0 cents

0.0 cents

0.0 cents

0.0 cents

0.0 cents

OREGON
SCHEDULE 99

Page 3

Issued:
Effective:
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4 In the Matter of the Application of

BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

UM

NOTICE OF APPLICATION

PACIFICORP for an Order Approving an
5 Automatic Adjustment Clause Related to
Net Power Costs

\O

On April 15, 2005, Applicant PacifiCorp applied to the Public Utility Commission of

Oregon (the “Commission”) for a power cost adjustment mechanism (PCAM). The PCAM

proposes a balancing account to track actual power costs and an automatic adjustment clause

10 under ORS 757.210(1).

11
12
13
14
15

Interested persons can obtain a copy of the Application by contacting:

Katherine A. McDowell

Stoel Rives LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Telephone: (503) 294-9602

Because the PCAM incorporates a balancing account, any person may submit to the

16 Commission written comment on the Application, in accordance with procedures prescribed

17 by the Commission. Under the Commission’s administrative rules, the period for initial

18 comments on the Application expires on May 13, 2005.
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DATED: April 15, 2005 STOEL RIV LLP

Kafherme A, l\/chowell

GEORGEXI. GALLOWAY
ATT EY AT LAW

Ggorge M. Galloway

Attorneys for PacifiCorp

NOTICE OF APPLICATION



1 CERTIFICATE OF SERVICE
2 I hereby certify that I served the foregoing Notice of Application on the following

3 named person(s) on the date indicated below by

STOEL RIVES LLP

900 SW Fifth Avenue, Suite 2600, Portland, OR 97204

Fax (503) 220-2480

Main (503) 224-3380

4 X mailing with postage prepaid
5 O hand delivery
6 [0 facsimile transmission
7 O overnight delivery
8 to said person(s) a true copy thereof, contained in a sealed envelope, addressed to said
9 person(s) at his or her last-known address(es) indicated below.
10 Stephanie S. Andrus Ron Binz
Department of Justice 333 Fudora Street, Suite 100
11 Regulated Utility & Business Section ~ Denver, CO 80220-5721
1162 Court Street, NE
12 Salem, OR 97301-4096
13 Ken Canon Ralph Cavanagh
Industrial Customers of Northwest Natural Resources Defense Council
14 Utilities 111 Sutter Street, 20th Floor
825 NE Multnomah, Suite 180 San Francisco, CA 94104
15 Portland, OR 97232-2158
16 Melinda J. Davison J. Jeffrey Dudley
Matthew W. Perkins Portland General Electric
17 Davison Van Cleve 121 SW Salmon Street, 1IWTC1300
333 SW Taylor, Suite 400 Portland, OR 97204
18 Portland, OR 97204
19 Jason Eisdorfer Michael L. Kurtz
Lowrey R. Brown Kurt Boehm
20 Citizens’ Utility Board of Oregon Boehm, Kurtz & Lowry
610 SW Broadway, Suite 308 36 E 7th Street, Suite 1510
21 Portland, OR 97205 Cincinnati, OH 45202-4454
22 John W. Stephens Rates & Regulatory Affairs
Esler Stephens & Buckley Portland General Electric
23 888 SW Fifth Avenue, Suite 1600 121 SW Salmon Street, 1WTC0702
” Portland, OR 97204-2021 Portland, OR 97204
25
26
Page 1 CERTIFICATE OF SERVICE
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Jim Abrahamson
Community Action Directors
of Oregon
4035 12th Street Cutoff SE, Suite 110
Salem, OR 97302

Phil Carver

Oregon Office of Energy

625 Marion Street NE, Suite 1
Salem, OR 97301-3742

John Devoe

Lisa Brown

Waterwatch of Oregon

213 SW Ash Street, Suite 208
Portland, OR 97204

Edward A. Finklea

Cable Huston Benedict Haagensen
& Lloyd LLP

1001 SW 5th Avenue, Suite 2000

Portland, OR 97204

Dan Keppen

Klamath Water Users Assoc.
2455 Patterson Street, Suite 3
Klamath Falls, OR 97603

Janet L. Prewitt
Department of Justice
1162 Court Street, NE
Salem, OR 97301-4096

Robert Valdez

Judy Johnson

Public Utility Commission of Oregon
PO Box 2148

Salem, OR 97308-2148

DATED: April 15, 2005.

Edward Bartell

Klamath Off-Project Water Users, Inc.
30474 Sprague River Road

Sprague River, OR 97639

Joan Cote

Oregon Energy Coordinators Assoc.
2585 State Street, NE

Salem, OR 97301

Randall J. Falkenberg
RFI Consulting, Inc.
PMB 362

8351 Roswell Road
Atlanta, GA 30350

David Hatton

Department of Justice

Regulated Utility & Business Section
1162 Court Street, NE

Salem, OR 97301-4096

Jim McCarthy

Oregon Natural Resources Council
PO Box 151

Ashland, OR 97520

Douglas C. Tingey
Portland General Electric
121 SW Salmon, IWTC13
Portland, OR 97204

Glen H. Spain

PCFFA

PO Box 11170

Eugene, OR 97440-3370

s
Ka}l{erine A. McDowell

Of Attorneys for PacifiCorp

CERTIFICATE OF SERVICE
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Please state your name, business address and present position with
PacifiCorp (or the “Company”).

My name is Christy A. Omohundro. My business address is 825 NE Multnomah,
Suite 800, Portland, Oregon, 97232. My present position with PacifiCorp is

Managing Director, Regulation.

Qualifications

Q.

A.

Briefly describe your educational and professional background.

I hold a Master of Business Administration degree from Vanderbilt University as
well as a Bachelor of Science degree in Accounting and Liberal Arts from Spring
Hill College. I have worked for PacifiCorp since January 2002. Prior to
assuming my present role in January 2002, I served for over nine years in various
leadership roles with Puget Sound Energy, most recently as Director of Rates and
Regulatory Policy. In that capacity, I was responsible for ongoing development
of company regulatory policy, implementation of that policy through building
relationshipé with regulators and their staffs, and integration of that policy with
legislative, customer, and market strategies. In addition, I have experience with
integrated resource planning and industry restructuring.

What are your responsibilities as Managing Director, Regulation?

I am responsible for all state regulatory matters for the states of Oregon,

Washington, and California.

Purpose and Summary of Testimony

Q.

A.

What is the purpose of your testimony?

I will introduce the Company’s proposed power cost adjustment mechanism

Direct Testimony of Christy A. Omohundro
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(“PCAM”) which, if authorized by the Commission, would reflect in rates, a
portion of the variations in net power costs experienced by the Company. I will
explain the reasons for the Company’s request and discuss how PacifiCorp’s
proposed mechanism will return the Company to a reasonable level of earnings
volatility and rebalance the overall interests of ratepayers and shareholders. 1 will

also introduce the other witnesses providing direct testimony in this application.

Reasons for Request

Q.
A.

Why is the Company seeking to implement a PCAM at this time?

Since the Western energy crisis of 2000-2001, wholesale market prices have
fluctuated tremendously, sometimes as much as five to ten times the prices
experienced prior to early 2000. As a result, the Company’s net power costs,
which represent a large proportion of the Company’s total operating costs and are
largely outside of the Company’s control, are subject to a large degree of
volatility. The Company believes net power costs will continue to fluctuate in the
future and believes that it is necessary to have a power cost recovery mechanism
in order to allow changes in net power costs to be reflected between general rate
cases.

Please describe the significance of net power costs relative to the Company’s
total cost of service.

In the Company’s general rate case pending before the Commission (UE-170),
Oregon-allocated net power costs are approximately $236 million or 26 percent of

the Company’s total Oregon revenue requirement.

Direct Testimony of Christy A. Omohundro
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Credit Rating Implications

Q.

Will the implementation of a PCAM positively influence the Company’s
overall credit rating?

Yes. The investment community and analysts monitoring the energy industry
have identified the increased level of risk associated with the regulated energy
environment. In response to the increased risk borne by regulated utilities
participating in wholesale energy markets, the major credit rating agencies have
begun imputing debt on company balance sheets for long-term power purchase
agreements (“PPAs”). This debt imputation impacts the credit ratios of a
company and, in some instances, may contribute to a credit downgrade.

In a recent Standard & Poor research article titled “Fuel and Power
Adjusters Underpin Post-Crisis Credit Quality of Western Utilities”, it states that
PacifiCorp’s lack of a fuel and purchased power adjustment mechanism is a credit
concern (PPL Exhibit 101, page 2). Consistent with this statement, Standard &
Poor has indicated in recent public presentations and in personal meetings with
PacifiCorp that the risk factor used when evaluating PPAs will be significantly
reduced if the Company has a reasonably structured PCAM in place.

What does this mean for PacifiCorp?

If a PCAM is in place, PacifiCorp will be required to infuse less equity to offset
the imputed debt impacts of PPAs on its balance sheet. This will not only help
PacifiCorp to maintain its credit rating under its current supply portfolio, but will
facilitate the development of the independent energy market by making PPAs less

costly for customers.

Direct Testimony of Christy A. Omohundro
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When PacifiCorp acquires resources through its request for proposal
(“RFP”) process, debt imputation is a factor associated with the evaluation of
energy options. Because debt is imputed for PPAs, the Company must also infuse
a commensurate level of equity to balance its ratios to maintain its current credit
rating. A lower risk factor associated with PacifiCorp’s portfolio of PPAs will
help to make purchased power more attractive relative to other options considered

in the RFP process.

Might the existence of a PCAM reduce Company management’s incentive to
optimally manage your portfolio in periods of high market prices?

No. The sharing applied to positive variances leaves a significant portion of risk
with PacifiCorp and its shareholders. The Company and its management will
have every incentive to continue to optimally manage our portfolio to avoid the
risk associated with increases in net power costs. Furthermore, as testified to by
Mr. Widmer, the collections under the PCAM will be subject to prudence review.
PacifiCorp recently filed an application with the Commission requesting
authorization to defer costs associated with low-hydro conditions. How will
this filing impact that application?

If approved by the Commission, the PCAM would incorporate the Company’s
proposed hydro deferral that is pending before the Commission in UM 1193 and

replace it on a going forward basis.

Direct Testimony of Christy A. Omohundro
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Introduction of Witnesses
Q. Please name additional witnesses and provide a brief description of their

testimony.

A. The Company witnesses filing direct testimony are:

Mark T. Widmer, Director, Net Power Costs, will provide a detailed explanation
of the Company’s proposed PCAM and provide quantitative support for the
Company’s assertion of increased levels of risk.

Greg N. Duvall, Managing Director, Planning & Major Projects, describes the
allocation methodology utilized in the PCAM to apportion net power cost
variances to the Company’s Oregon jurisdiction.

Does this conclude your testimony?

A. Yes.

Direct Testimony of Christy A. Omohundro
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It has been more than three years since the California energy crisis led to the rapid deterioration of credit
quality for many western electric utilities. The financial distress that visited public power and investor-
owned utilities (IOU) was in part attributable to the absence of fuel and purchased-power adjustment
mechanisms (FPPA), coupled with a reliance on the wholesale market for significant supplies. It is not an
oversimplification to say that IOUs that emerged relatively unharmed from the energy crisis benefited
substantially from FPPAs, while those that suffered the most did not have FPPAs.

The severe market distortions of the California crisis have faded, but FPPAs continue to play a significant
role in the financial well-being of western electric utilities. Natural gas volatility, poor hydro conditions in the
Northwest, the Southwest's sustained drought, and uncertainty over future generation development are
daily reminders that it is increasingly difficult for utilities to sustain their financial health solely through the
use of hedging policies and regular general rate case filings. This article examines the progress by major
western utilities in instituting FPPAs since the California crisis and comments on FPPA attributes that are
important for credit quality.

E What is an FPPA?

The overwhelming majority of a utility's expenses are concentrated in two categories--purchased power
and fuel. Electric utilities that have the greatest exposure to significant cost swings are those that have
sizable gas-fired generation and rely on power purchases that are indexed to market prices. Table 1
illustrates the proportion of 2003 expenses devoted to these two items for 12 western 10Us, and
provides a measure of the dependence on gas and power purchases to meet load requirements.

Table 1 Largest IOUs in the West Without Fuel and Purchased-Power Adjusters
Total fuel] Total purchased e:e:‘i':so:hﬁtz Percent of retail Percent of MWh
expenses (Mil.| power expenses fuel a‘:‘ d purchased sales supplied with from owned gas

$) in 2003 (Mil. $) in 2003 P power own generation* generationq]
Puget Sound Energy Inc. 65 649 35.2** 35.6 111
Avista Utilities/Avista Corp. 36 148 17.6** 73.8 7.4
Idaho Power/IDACORP 100 151 35.1 100.6 0.3§
Arizona Public
Service/Pinnacle West 70388 36.111 84.5 4.9
Capital Corp.
Tucson Electric
Power/UniSource Energy 210 65 34.4 136.9 4.0
Corp.
PacifiCorp/PacifiCorp
Holdings Inc. 482 1,213 50.5 107.7 4.1
Nevada Power Co./Sierra
Pacific Resources 320 744 60.3 54.6 42.8
Sierra Pacific Power/Sierra -
Pacific Resources 321 745 53.1 47.0 59.6
(P:grﬂand General Electric 1,0288§ 60.2 43.0 17.3§
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Public Service Co. of New o
Mexico 141 803 67.3 134.4 2.1§
ggl.nhern California Edison 235 2786 39.2 63.7 ~
Pacific Gas & Electric Co. 0 2,319 70.4* 36.0 1.7§
*Based on data provided by Platt's. JBased on company 10K filings, except where indicated by §, in which case data is provided by
Platt's. **Combined utility (gas and electric). Ilincludes trading and marketing operations. §§Arizona Public Service and Portland
General Electric fuel and power expenses are not separately broken out.

An FPPA allows utilities to automatically flow through retail rates any changes in fuel and purchased-
power costs. An FPPA circumvents the need for a utility to file a formal rate case to adjust retail rates to
reflect changes in these costs, and significantly increases the probability that an 10U will collect fuel
and power costs from ratepayers in full and on a much more timely basis. This is accomplished typically
through monthly tracking of costs, with periodic true-ups of a utility's forecast versus actual fuel and
power costs, typically annually.

E Which Western I0Us Have Instituted FPPA?

In 2000, the largest IOUs in the western U.S. did not have FPPA, and their credit ratings generally
suffered as a result of the market disruptions that occurred beginning in 2001 (See table 2) Today, the
majority of western utilities have some form of FPPA.

Table 2 Fuel and Purchased-Power Adjusters

- . . FPPA in . FPPA in
Utility/Holding Company ‘ 2000 Rating 20007 2004 Rating 20042
Puget Sound Energy Inc. BBB+/Negative/A-2 | No BBB-/Positive/A-3 Yes
Avista Utilities/Avista Corp. BBB/Negative/-- No BB+/Stable/-- Yes
Idaho Power/IDACORP Inc. A+/Stable/A-1 Yes A-/Watch Neg/A-2 | Yes
Arizona Public Service/Pinnacle West Capital Corp. BBB+/Stable/A-2 No BBB/Negative/A-2 No
Tucson Electric Power/UniSource Energy Corp. BB/Stable/-- No BB/Watch Neg/-- No
PacifiCorp/PacifiCorp Holdings Inc. A/Stable/A-1 No A-/Stable/A-2 No
Nevada Power Co. and Sierra Pacific Power/Sierra Pacific | BBB+/Watch Neg/A- No B+/Negative/-- Yes
Resources 2
Portland General Electric Co. A/Watch Neg/A-1 No gBB+/Watch Neg/A- Quasi
Public Service Co. of New Mexico BBB-/Watch Neg No BBB/Stable/A-2 No
Southern California Edison Co. A+/Watch Neg/A-1 No BBB/Stable/A-2 Yes
Pacific Gas & Electric Co. A+/Watch Neg/A-1 No BBB-/Stable/-- Yes

Indeed, of the utilities surveyed by Standard & Poor's for this article, four companies have not
implemented FPPA-- PacifiCorp (A-/Stable/A-2), Tucson Electric Power Co. (BB-/Watch Neg/--),
Arizona Public Service Co. (APS; BBB/Negative/A-2), and Public Service Co. of New Mexico
(BBB/Stable/A-2).

PacifiCorp serves portions of Utah, Oregon, Wyoming, Washington, Idaho, and California, has no FPPA
in any of these states, and was adversely affected by the California crisis. As a result of an extended
coal plant outage and overall reliance on the market for a portion of its power requirements, PacifiCorp
deferred $537 million in power costs in 2001 and 2002, of which only $303 million were ultimately
authorized for recovery, with Wyoming disallowing the bulk of this difference. As a result of this
exposure, PacifiCorp's outlook was revised to negative, and the company was only recently returned to
stable. While PacifiCorp has sought an FPPA in Wyoming, the Wyoming Public Service Commission
has rejected its request, but did recently approve a settlement resulting from the company's July 2004
filing to increase rates due to rising wholesale power costs. Because about 21% of PacifiCorp's power
in 2003 came from purchases, the lack of an FPPA is a credit concern.

In Arizona, the Arizona Corporation Commission (ACC) is allowed to authorize FPPA, but APS' and
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Tucson Electric Power's were discontinued in the 1980s. As part of a settlement pending before the
ACC, APS has negotiated an FPPA, which it requested in its June 2003 rate case filing. It is unclear
whether the ACC will ultimately authorize one. APS' exposure to fuel and purchased-power is
significant. In 2002, the ACC halted restructuring of the state's wholesale generation market. While it
ordered APS not to sell its generation, APS was uncertain as to how it would procure power to meet
retail loads. With electric sales rising about 4% per year, the utility estimates that by the summer of
2007, it will require a nearly 1,200 MW of new capacity, at least a portion of which is likely to be power
purchases at indexed prices. Because of APS' significant short position in coming years, an FPPA
could lower the utility's risk profile.

Since July 2000, Tucson Electric Power has been under a rate freeze that ends in 2008. Upward
movement in gas or purchased power prices that exceeds its current rates does not qualify as sufficient
reason to lift the cap. Tucson Electric Power's coal-fired generation provided 96% of the energy needed
to serve retail load in 2003, and this low-cost resource base provides somewhat of a hedge against
rapid cost escalation. However, a significant forced outage of one of its base load units or a run-up in
coal prices with any coal contract reopeners represent exposures for the utility. (UniSource Energy
Corp., Tucson Electric's parent, recently acquired the gas and electric distribution assets formerly
owned by Citizens Communications. In conjunction with this purchase, the ACC approved an FPPA for
these smaller operations, UNS Gas and UNS Electric.)

Public Service New Mexico faces circumstances similar to Tucson Electric Power's. It has no FPPA and
in January 2003 negotiated a rate settlement that will lower rates 2.5% in 2005 and then hold rates
constant until 2008. The utility owns generation that exceeds native loads, the majority of which is coal
and nuclear.

E FPPA Design and Implications for Credit Quality
While the use of FPPAs has become common, FPPAs are not uniform in design and consequently,
their ability to protect utility credit quality varies. For example, some FPPAs are structured to insure cost
recovery in a catastrophic market movement by capping a utility's exposure, but at the same time may
have a relatively long lag time for a utility seeking to recover more mundane, month-over-month
changes in costs. There are a number of features of FPPAs that are important for credit quality.

Triggers.

From a credit perspective, some of the strongest FPPA are found in the generation and transmission
cooperative sector, where wholesale rates are often adjusted monthly. Such timely pass-through of
fuel and purchased-power costs is rare in the IOU sector. Instead, IOU FPPA typically track costs in
a balancing account, the amounts of which are not reflected in the retail rates as a charge or rebate
until a predetermined threshold or trigger is hit. Clearly the lower the trigger, the more frequently the
utility is able to adjust its rates to reflect cost changes.

Two contrasting examples can be found in California and Washington. In California, true-ups are not
tied to an annual process. Assembly Bill 57, passed by the California state legislature in 2002,
provides guidance to the California Public Utilities Commission (CPUC) as to how San Diego Gas &
Electric Co., Pacific Gas & Electric Co., and Southern California Edison Co. are to recover
procurement costs. Specifically, each year the utilities file their forecast fuel and purchased-power
revenue requirements for CPUC review. (These forecasts exclude revenues collected for the
California Department of Water Resource contracts). Once the forecast is approved, it is used to set
rates. Deviations from the forecasts are tracked in a balancing account called the Energy Resource
Recovery Account (ERRA). An adjustment to rates is triggered if the ERRA account is over- or
undercollected by 5% of the utility's actual recorded generation revenues for the previous calendar
year. This trigger, however, expires Jan. 1, 2006, after which there is uncertainty about what kind of
mechanism will exist.

FPPAs may also be tied to dollar thresholds. The Washington Utility and Transportation Commission
(WUTC) has approved an energy recovery mechanism for Avista Corp. that requires it to absorb the
first $9 million of annual energy cost increases above base rates. Beyond this level, costs are
deferred for later rebate and a surcharge is implemented when accumulated deferrals exceed 10%
of base retail revenues. Alternatively, utilities may simply be subject to an annual reconciliation
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process in which actual versus forecast costs are used to adjust base rates. Idaho Power Co. (A-
/Watch Neg/A-2) has such an approach.

Sharing mechanisms.
Commonly, FPPAs split the costs (savings) between the ratepayer and shareholder for fuel and
purchased power that exceed a forecast range. For example, Puget Sound Energy Inc.'s FPPA
requires that it absorb (or may benefit from) the first $20 million of increases (decreases) in actual
versus forecast costs relative to baseline rates. For the next $40 million difference, 50% is borne by
shareholders in the form of a FPPA adjustment, 10% of the next $80 million, and 5% of any amount
more than $120 million, although through a temporary cap, Puget's exposure is limited through mid-
2006.

Similarly, though more simply, APS' proposed power supply adjuster seeks a flat 90%/10%
ratepayer/shareholder split in costs or savings. The same is true for Idaho Power's power cost
adjustment. On balance, FPPAs that provide for fixed or high levels of ratepayer sharing are
beneficial to credit quality because they trade upside benefit for downside protection.

Exposure caps.
Utility caps on losses are uncommon, but can be very useful for credit quality as they limit the utility's
exposure resulting from extreme market volatility, which could otherwise erode financial health. For
example, Public Service Co. of Colorado's (BBB/Stable/--) electric commodity adjustment limits the
utility's maximum loss from fuel and purchased power expenses to $11.25 million. For the limited
period from July 2002 through July 2006, the WUTC has provided Puget Sound Energy with a cap
on its pretax exposure to purchased-power variations of a cumulative $40 million, plus 1% of the
overage.

Prudency reviews.
Most FPPAs include caveats that allow the regulator to disallow costs if they are found to be
imprudent. How complete this authority is determines how much the FPPA can be relied on,
particularly in situations of extreme market volatility or when the utility is forced into the market to
purchase replacement power to cover an owned plant outage. APS' proposed power supply adjuster
is an example of a mechanism that gives regulators virtually unlimited authority to disallow costs.
The ACC may elect to review the prudency of fuel and power purchases "at any time" and any costs
flowed through the adjuster "shall be subject to refund if the Commission later determines that the
costs were not prudently incurred.”

By contrast, language that allows for prudency but provides the utility a high probability of recovery if
certain guidelines are followed is preferable. One example is Nevada Power Co., whose recent
experience with prudency disallowances of power purchases devastated its credit quality.
Specifically, in March 2002, the Public Utilities Commission of Nevada disallowed $434 million of
Nevada Power's purchased-power costs incurred during the energy crisis, causing the utility to lose
access to bank lines of credit and to the unsecured credit markets. However, in November 2003, the
PUCN approved an integrated resource plan (IRP) in which the company will get approval before
entering into long-term PPAs. Its short-term power and fuel purchases are adjusted through a new
base tariff energy rate, which has features that are similar to an FPPA. While base tariff energy rate
costs are still subject to a prudence review, the IRP lays out clear risk-management guidelines,
including value-at-risk limits and the use of certain derivative instruments that significantly mitigate
the risks of disallowance if the company follows its IRP. Similarly, while California utilities could
potentially face a reasonableness review along with its ERRA account, a disallowance is unlikely if
the utility follows its procurement plans, which are preapproved by the CPUC.

E How Quickly Recovery Is Collected in Retail Rates

Timeliness of recovery is important, as it can have implications for liquidity. California now has one of
the strictest rules for timely response. The CPUC must act on a utility's request for an increase
(assuming the trigger has been met) within 60 days of a filing. However, the CPUC has discretion in
determining over what time period over- or under-collected balances are amortized.

In Arizona, deferrals could theoretically accumulate for long periods if amounts for collection exceed a
surcharge cap but fall short of a safety net provision. If approved, APS' proposed PSA would be preset
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at a base rate of about 2.1 cents per kilowatt-hour (kWh). While actual costs above or below this level
are tracked in a balancing account, true-ups occur only at year's end. At that time, rates are adjusted,
but adjustments are constrained by the fact that they may not increase or decrease by more than 4
mills per kWh. However, APS may request the ACC to implement a special surcharge if the account
reaches plus or minus $50 million at any time.

FPPA sunsets.
From a credit quality perspective, it is important to note that FPPAs are rarely established as a
permanent component of a utility's rate structure. Thus, Standard & Poor's is mindful that FPPAs can
be weakened or eliminated altogether once their initially authorized period expires. In the West,
many of the FPPAs that have been implemented since 2002 have a sunset provision. For example,
Puget Sound Energy, Public Service of Colorado, and California's three largest IOUs have FPPAs
that expire Jan 1, 2006. If APS' proposal is approved, it will be in place for five years, at which time
the ACC will conduct a review and determine whether it should continue. Another useful example is
Portland General Electric Co. (BBB+/Watch Neg/A-2). The Oregon Public Utility Commission
authorized a temporary FPPA to recover deferrals incurred in 2001 and 2002. The mechanism wa<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>