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 6 

COMES NOW, Avista Corporation (“Avista” or the “Company”) and respectfully 7 

submits its Final Brief in the above-captioned matter, responding to the Reply Briefs of Staff, 8 

NWIGU, and CUB. At the outset, the Company observes that its Post-Hearing Brief 9 

systematically laid out the issues and marshalled the evidence of record in support of the 10 

Company’s position. This Final Brief will not exhaustively reiterate this evidence; rather, it 11 

provides an opportunity to step back and address the bigger questions at stake: concerning safety, 12 

reliability, the investment in needed infrastructure in Oregon, prudent management of pension 13 

assets, and whether the positions of the other parties will produce an “end result” that is 14 

reasonable.  15 

 Avista appreciates the opportunity to present these issues directly to the Commission, 16 

having not had the opportunity to do so by virtue of prior settlements; in this way, it can receive 17 

guidance as it seeks to meet its obligation to provide safe, reliable and cost-effective service for 18 

its customers in Oregon. As in the past, the Company is operating in good faith to meet its public 19 

service obligations. At its core, this case is about the level of capital necessary to provide safe 20 

and reliable service in Oregon, and the cost of that capital (i.e., ROE/Capital Structure).   21 
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I.  STAFF’S RECOMMENDATIONS CONCERNING THE RECOVERY OF PLANT 1 

INVESTMENT ARE WOEFULLY INADEQUATE  2 

But for issues surrounding the timing of two capital projects (East Medford/Ladd 3 

Canyon), this is not a case where the need for capital investment has been challenged in any 4 

meaningful way by any party. That is to say, the only two projects, whose prudency was directly 5 

challenged (East Medford/Ladd Canyon) were not challenged based on need, but only with 6 

respect to whether they were implemented a year or two early.
1
 7 

In its Reply Brief, Staff argues that it is “not persuaded by the evidence and testimony 8 

submitted by Avista in support of its capital additions request of $47.6 million.”
2
 This $47.6 9 

million reflects $45.6 million of capital for 2015 plus an additional $2 million for customer 10 

hookups for the first quarter of 2016, as noted by Staff.
3
 Contrary to the assertions of Staff, and 11 

as will be discussed below, Avista has provided substantial support for the level of expenditures 12 

for plant that will be in service well before the new rates go into effect. Indeed, even as of 13 

September 30, 2015, the Company had already transferred to service approximately $27.3 14 

million of the $47 million of rate base that it proposed, and is on track to transfer the remaining 15 

amount before new rates go into effect.
4
  16 

In its Reply Brief, Staff argues that its recommended use of a 7.75% growth rate (based 17 

only on average capital additions for the period 2002-2013) should be used as a benchmark to 18 

reduce recognized capital by approximately $30 million.
5
 Staff employed a growth rate of 19 

7.75%, based on a prior time period (2002-2013) that is arbitrary and simply not representative 20 

of the Company’s current capital investment.  21 

                                                 
1
  Staff withdrew its objections to capital investment in Project Compass. (See Staff Reply Brief at page 12).  

2
  Staff Reply Brief at page 12, lines 22-24. 

3
  Id. at Note 6, page 12. 

4
  Avista/1400, Schuh/4. 

5
  Staff Reply Brief at pages 12-13. 
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Staff’s approach is arbitrary and capricious on its face. Without any demonstration 1 

whatsoever of imprudence, Staff arbitrarily removed or otherwise reduced plant additions 2 

through the use of a cap or “target” of 7.75% for 2015 capital investment.
6
 In so doing, Staff has 3 

removed $30 million of net plant that will be providing service to Avista’s customers, without 4 

any demonstration that this plant is not needed to provide safe and reliable service to the 5 

Company’s customers.  6 

A. Staff Does Not Support Its Positions With Credible Evidence.  7 

How did Staff get to its position? By its own admission, it begins by using the cap of 8 

7.75%, and then apparently works backwards to arrive at reductions to various plant accounts. In 9 

the words of Staff Witness Moore, “Staff arrives at this adjustment of $30 million by setting a 10 

target for growth of net utility plant of 7.75 percent, which equates to a rate base addition of 11 

approximately $16.4 million.” (Emphasis added)
7
 The entirety of Staff’s testimony explaining 12 

the calculation of this adjustment is confined to a single page (Staff/600, Moore/15), wherein 13 

Staff Witness Moore mechanically applies the 7.75% “target,” in order to justify a net 14 

$30,024,722 downward adjustment. That page is included as page 1 of Appendix A to this Final 15 

Brief. Then, in a single sentence, Mr. Moore instructs the reader to “[p]lease refer to 16 

Exhibit Staff/606 Excel workpapers for the details of my recommended adjustment.”
8
 When one, 17 

then, turns to that referenced workpaper (also attached as page 2 of Appendix A), one sees a 18 

single page with arbitrary reductions to a dozen different plant categories, but with no 19 

meaningful explanation of either why there was any reduction or how he arrived at such a 20 

reduction. That, in a nutshell, is the full extent of the Staff’s case and that is not enough to justify 21 

                                                 
6
  It arrived at this by examining historical net plant between 2002 and 2013 and computing an average net plant 

increase during that time period of 7.75%. It then applied this to the Company’s 2014 AMA balance of $210.76 

and determined that a limit or a cap of $16.33 million should be placed on net plant investment for 2015. 

(Staff/600, Moore/15, line 12).  
7
  Staff/600, Moore/15, lines 6-8).  

8
  Id. at lines 14-15. 
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the removal of over $30 million of plant that is already in service in Oregon.
9
 If the Commission 1 

chooses to adopt Staff’s proposal, it will be doing so based on the lack of credible evidence that 2 

would support findings of fact with respect to each of the disallowed capital projects.  3 

To begin with, in Staff testimony addressing capital projects, concerns were expressed 4 

with respect to only the following projects:  5 

 Project Compass: (Staff/600, Moore/2, 5-6) (Staff/1300, Johnson) [$1.2M] 6 

 Technology Refresh to Sustain Business Process (#5005): (Staff/600, 7 

Moore/10-11) [$1.860M] 8 

 COF HVAC Improvement (#7101): (Staff/600, Moore/11-12) [$955K] 9 

 East Medford Reinforcement (#3203): (Staff/600, Moore/12-14) [$5M]  10 

Project Compass is no longer an issue with Staff, as noted in their Reply Brief. The remaining 11 

projects represent $7.8 million of the $47.6 million of capital projects included in the Company’s 12 

case.  13 

 Staff then concludes its testimony with a simple reference to a one-page workpaper for 14 

additional explanation: “Please refer to Exhibit Staff/606 Excel workpapers for the details of my 15 

[Moore] recommended adjustment.”
10

 That workpaper is attached as page 2 of Appendix A.  16 

 Only a very cursory explanation is provided in the preamble to this workpaper. Let’s 17 

examine that more carefully. The first sentence reads: Staff adjustments for programmatic capital 18 

projects reflect an allowance for the yearly average of spending in 2010-2014.”
11

 But does it? 19 

Page 3 of Appendix A highlights all the “programmatic capital projects” and demonstrates that in 20 

13 cases (e.g., Transp. Equipment (#7000); Gas Distribution non-revenue (#3005); Overbuilt 21 

                                                 
9
  For example, when one examines his one-page workpaper, there is no explanation whatsoever for why Staff 

Witness Moore removed $1,860,000 associated with 5005-Tech Refresh, or, for that matter, why he included 

$157,000 but removed $313,000 for Enterprise Security System investment. The same question could be asked 

of virtually every adjustment made by Staff in this regard.  
10

  Staff/600, Moore/15, lines 14-15.  
11

  Staff Exhibit/606, Moore.  
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Pipe Replacement (#3006); Jackson Prairie Storage), Staff recommended no capital recovery 1 

whatsoever.
12

 (It did not even capture the yearly averages for 2010-2014 as represented.) In the 2 

remaining 6 cases, Staff Witness Moore included only a portion of the capital with no apparent 3 

rationale: For example, of the $3.477 million of capital associated with “Gas Replacement – 4 

Streets and Highways” (#3003) he only allowed $1.5 million; for replacement of “Isolated Steel” 5 

(#3007), he only allowed $200,000 out of $850,000 of investment. Staff provides nothing in the 6 

record to support this.
13

  7 

 Turning to the second sentence of the preamble: “Adjustments for certain discrete 8 

projects such as website redevelopment and campus restructuring reflect Staff questions 9 

regarding the prudence of the cost, as well as benefit to customers.”
14

 (emphasis added) Those 10 

projects are highlighted on page 4 of Appendix A. There was no Staff testimony whatsoever that 11 

even addressed Website Development (#5143) discussing “questions regarding the prudence of 12 

the cost.”
15

 The same holds true for Campus Re-Structuring (#7126 and #7131). And yet, Staff 13 

removes all capital without any supporting testimony.  14 

 Finally, turning to page 5 of Appendix A, this page highlights what is presumably 15 

referenced as “growth distribution projects” in the preamble to Staff/606, Moore:  16 

“Growth distribution projects were disallowed absent a showing of need. The IRP 17 

indicates relatively flat demand for the next few years, and forecast data in the 18 

                                                 
12

  For example, Staff has arbitrarily removed $600,000 for the Bonanza Gate Station Move. (Ibid) As explained in 

the testimony of Company Witness Schuh (Avista/600, Schuh/19), Gas Transmission Northwest (“GTN”) had 

requested that Avista relocate the metering and odorizing equipment at the Bonanza Meter Station to a nearby 

location. As explained by the Company, working with GTN to move this equipment will allow the Companies 

to share the cost of this move equitably between the parties. (Avista/600, Schuh/19, lines 12-16) And yet, this 

$600,000 adjustment was removed entirely by Staff Witness Moore, again without a word of explanation. 

Similarly, he removed all of the capital maintenance associated with the Jackson Prairie Storage Facility, 

without a word of explanation. (Staff Exhibit 606, Moore/4) 
13

  Mr. Moore’s Exhibit 602 containing budget transfers to plant for 2010-2014 doesn’t mathematically support it 

either. For example, a five-year average of “budget” investment for “Isolated Steel – Replacement” shown in 

Mr. Moore’s Exhibit 602 is mathematically derived as $633,265 – and yet he only allows $200,000. Staff’s 

Exhibit 602/Moore is the only place in the record where transfers to plant are found – and even they are 

“budget” not “actual”. 
14

  Staff Exhibit/606, Moore.  
15

  Ibid.  
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response to DR 193 shows a decrease in the number of customers from 2013-1 

2015.”  2 

 To begin with, Staff allows no distribution capital for 2016 (even though 2016 revenues 3 

from new customer hookups are included in the 2016 test period. Equally as problematic is that 4 

there is no explanation of how he arrived at his numbers for 2015 growth capital. For example, 5 

of the Gas Revenue Growth (#1001) capital of $3.846 million, Staff Witness Moore only allowed 6 

$500,000; of the Gas Meters Growth (#1050) capital of $658,000, he only allowed $85,000. He 7 

provides no further explanation. Nor can those numbers be derived from any other numbers in 8 

the record. (They are not based on a five year average of budgeted spending – 2010-2014, as is 9 

obvious from even a cursory examination of his Staff Exhibit 602.)
16

 10 

 At the end of the day, Staff’s numbers are not supported by the record. It should be 11 

readily apparent that they simply worked backward from a $16.3 million allowance arrived at by 12 

multiplying 7.75% times 2014 net plant.
17

 This resulted in the disallowance of $30 million of 13 

capital, which they then arbitrarily spread across various capital projects in their one-page 14 

workpaper.
18

  The Company – and indeed, this Commission – are left with no evidence to 15 

examine in support of Staff’s arbitrary position. If Staff has a legitimate concern over prudence, 16 

it should express its concerns in a way that the Company can respond to and that this 17 

Commission can address. The Commission has not been provided with evidence sufficient to 18 

allow it to understand how Staff Witness Moore cherry-picked among the adjustments and why 19 

he chose to remove 27 projects entirely. 20 

Remarkably, Staff asserts that the 7.75% “target for growth” is a “generous allowance” as 21 

it represents a “historical average that is higher than the Company’s system-wide average 22 

                                                 
16

  The only other explanation in the preamble of Staff Exhibit 606 is a reference to East Medford, and that is 

discussed elsewhere in this Brief.  
17

  Staff/600, Moore/15, line 12.  
18

  Staff/606, Moore/4.  
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growth.”
19

 That curious statement warrants further examination. First of all, this Commission has 1 

never established a prudency standard based on “system-wide average growth” for a multi-2 

jurisdictional utility. Nor does it use “system-wide average growth” across various jurisdictions 3 

for determining reasonable operating expenses or revenues.  4 

Moreover, its characterization of 7.75% as a “generous allowance” is equally remarkable. 5 

As mentioned, this would allow the Company to only recover $16.33 million out of $47 million 6 

of rate base that is in service; this effectively removes 55%, (or 27) of the projects that are 7 

needed to run the day-to-day operations of the Company, as explained by Company Witness 8 

Schuh.
20

 As she explained, these projects include those needed to replace pipe, improve public 9 

safety, relocate pipe that is experiencing encroachment issues and capital maintenance to the 10 

Jackson Prairie Storage Facility, to name just a few. These were not even considered for 11 

recovery.
21

  12 

In its Brief, Staff argues, on the one hand, that there is “no ‘lumpiness’ to Avista’s capital 13 

spending pattern, only a steady and dramatic increase in rate base over the last 10 years.”
22

 In the 14 

same paragraph, however, it acknowledges that “growth rates range from a level of 1.8% in 2004 15 

to a high of 18.9% in 2008.”
23

 In point of fact, as Staff apparently recognizes, there is 16 

“lumpiness” in capital spending, and that is to be expected; indeed, Staff even says it “agrees 17 

with the ’lumpiness of investment’ principle in theory.”
24

 But then, Staff takes issue with the 18 

                                                 
19

  Staff Reply Brief at page 13.  
20

  Avista/1400, Schuh/4, lines 2-6.  
21

  Ibid.  
22

  Staff Reply Brief at page 14, lines 11-12. 
23

  Id. at lines 5-6. 
24

  Id. at lines 4-5. 
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22% increase in 2015, believing it to be a dramatic departure from prior history
25

 Even though it 1 

is not altogether different than the nearly 19% increase noted by Staff in 2008.
26

  2 

Staff even acknowledges in its Brief that Project Compass, the Aldyl-A Pipe Placement 3 

Program, the East Medford Project, and the Ladd Canyon Project alone comprise $21.2 million
27

  4 

– which is well above even the $16.3 million of capital allowed by Staff. Staff does not take 5 

issue with Project Compass or Aldyl-A Pipe Replacement or Ladd Canyon; its concerns over the 6 

timing of East Medford are otherwise addressed below. Therefore, even taking into account these 7 

four projects alone, the level of recoverable capital investment exceeds Staff’s recommendation, 8 

leaving nothing left for 29 other capital projects that were placed in service in 2015.
28

  9 

To compound the problem, in removing other capital projects, it removed growth capital 10 

projects for 2015, even though Staff has otherwise imputed revenues derived from that customer 11 

growth for purposes of arriving at the 2016 revenue requirement.  12 

Indeed, the “lumpiness” of 2015 capital expenditures is understandable, given the 13 

combined effect of Project Compass, Aldyl-A and the completion of the Medford Reinforcement 14 

and Ladd Canyon Projects. This was shown in Illustration No. 2 set forth in Avista’s Post-15 

Hearing Brief at page 14, which is reproduced yet again, below.  16 

  17 

                                                 
25

  Id. at page 14, lines 25-26. 
26

  Ibid.  
27

  Staff Reply Brief at page 14, lines 16-21. 
28

  Staff Reply Brief at page 14, lines 16-18. 
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Superimposed on the above bar chart is Staff’s recommended allowance of only $16.3M of 12 

capital. 13 

Next, in its Reply Brief, Staff makes the following curious assertion: “While Staff agrees 14 

that Avista needs to invest in plant to ensure it provides safe and reliable service, Staff remains 15 

very concerned with the Company’s dramatic increase in capital investment in the context of flat 16 

customer growth and declining sales in gas volumes.” (Emphasis in original)
29

 The true import 17 

of that statement is troubling: Should the Company stop or scale back its investment in capital 18 

projects designed to provide “safe and reliable service,” in the face of “flat customer growth?” 19 

Of course not. And, to suggest such a thing, ignores the very foundation of the Company’s 20 

obligation to provide safe and reliable service.  21 

Staff then asserts that Avista “seems to think that it is enough to meet this burden [of 22 

showing that investments are necessary and prudent] by merely asserting that the overall 23 

                                                 
29

  Staff Reply Brief at page 16, lines 19-21.  
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spending is prudent.”
30

 That is not true; it has done much more. Avista has gone well beyond a 1 

discussion of its overall level of spending. Nor is it true, as suggested by Staff, that the 2 

Company’s documentation in support of its capital budget is “inadequate” or that these projects 3 

were “not adequately supported.”
31

 The Company is faulted for not performing a “rigorous 4 

evaluation of the projects” to assure that they will benefit customers.
32

 We have already seen the 5 

level of support provided by Staff to justify the disallowance of more than $30 million of capital 6 

projects in service in 2015 – virtually none. (It consists of a single workpaper reproduced as 7 

page 2 of Appendix A to this Brief.) The Company understands that it is incumbent upon it to 8 

provide the documentation necessary to support the need for capital projects (and this it did 9 

provide, as discussed below). But it is also incumbent upon Staff and Intervenors to examine the 10 

evidence that was presented and specifically identify the imprudence of particular expenditures 11 

and explain why. This was not done.
33

  12 

B. Evidence Provided By the Company Was Substantial and Credible.  13 

So let’s begin by examining what was provided in the record by the Company: The 14 

Company began by specifically providing a description of each of the nearly 40 capital projects 15 

included in the filing. (For ease of reference, these descriptions are contained within the 16 

excerpted pages of Company Witness Schuh at pages 8-19 of Exhibit Avista/600; these pages are 17 

included in Section 1 of Appendix B.)  18 

Next, the Company provided, for the record, the Capital Program Business Case template 19 

for each of these projects (also reproduced as Section 2 of Appendix B). Each of these Business 20 

Cases provide a financial, strategic, business and program risk assessment. After describing each 21 

                                                 
30

  Id. at page 16, lines 23-24. 
31

  Id. at page 17, lines 7-20.  
32

  Staff Reply Brief at page 17, lines 18-20.  
33

  The only possible exception would be with respect to arguments by Staff and CUB over the timing of two 

projects: East Medford and Ladd Canyon, neither of which were otherwise deemed imprudent per se.  
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capital project, they identify the need, as well as the capital and O&M costs associated with the 1 

project over time, all of which culminates in a “business risk score” which is used for purposes 2 

of ranking and prioritizing these projects. Also, alternatives to moving ahead with the project are 3 

addressed. It should be understood that these templates are designed to bring discipline and 4 

consistency across the capital budgeting process, to allow for comparisons in the prioritization of 5 

expenditures. It should be apparent, however, that behind each of these business cases is 6 

supporting documentation, ranging from diagrams, spreadsheets, memoranda, discussion points 7 

– all of which would be far too voluminous to burden the record with – unless necessary to 8 

address specific concern raised by Staff or Intervenors. The Company, for its part, simply cannot 9 

anticipate which of the nearly 40 capital projects the Staff or Intervenors may take issue with. It 10 

serves no purpose to place every scrap of paper into the record until an issue has been raised with 11 

respect to a particular project. The sensible approach taken by the Company is to provide a very 12 

concrete description of each project in its filing, along with the Business Cases and then more 13 

particularly respond to any questions that may arise in discovery. That, in the Company’s view, 14 

represents a sensible approach.  15 

In fact, this process has worked as intended. The two projects at issue (East Medford and 16 

Ladd Canyon) make that very point. Both projects were described in the Company’s filing and 17 

supported by Business Cases. Staff and Intervenors elected to conduct additional discovery (as 18 

they should) to inquire further. This, they did do, through multiple data requests,
34

 in response to 19 

which Avista furnished voluminous information. In fact, the Company is always willing, on a 20 

formal or informal basis, to respond to any questions Staff or Intervenors may have in a rate 21 

case; it has always been more than willing to share information in that regard. Staff and 22 

                                                 
34

  See, e.g., CUB DR 33 (CUB/200, McGovern-Jenks); CUB OR’s 44-46 (CUB/205-207, McGovern-Jenks); Staff 

OR’s 330-344 (Staff/1400, Gardner, pages 20-51).  
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Intervenors have demonstrated that they know how to inquire further when necessary, as they did 1 

so with East Medford and Ladd Canyon.  2 

The easy response to all of this, of course, is to suggest that Staff and Intervenors should 3 

not have to “drill down”; rather, it is the Company’s responsibility to come forward with 4 

evidence. That is true, as far as it goes. However, the Company has brought forward evidence 5 

and made a prima facie case with detailed descriptions of these projects and associated Business 6 

Cases; the burden then shifts to those who would challenge them to raise issues of concern in 7 

such a way that the Company will have a reasonable opportunity to respond. The application of 8 

an arbitrary 7.75% “target” on allowable capital expenditures does not provide that reasonable 9 

opportunity.  10 

Moreover, one wonders if Staff would recommend the use of the same historical average 11 

of 7.75% increase in spending to set rates if, in Avista’s next filing, the rate of expenditure 12 

growth from year to year was less than that 7.75% historical average? Would Staff then 13 

recommend recovery of a level of capital expenditure that exceeded the Company’s actual 14 

increase in spending? The point being, Staff cannot have it both ways.  15 

Staff also challenges the budget approval process used by the Company’s Capital 16 

Planning Group (“CPG”).
35

 It argues that there “does not appear to be much scrutiny beyond the 17 

Department level as to the necessity for the projects. If a Department asks for money for a 18 

project that sounds reasonable, then, if the money is available, the project is approved.”
36

 Again, 19 

Staff ignores the evidence. Company Witness Schuh described, in detail, Avista’s capital 20 

budgeting process. As she explains:
37

 21 

The budget process starts with project sponsors submitting new and updated 22 

business cases to the Financial Planning and Analysis (“FP&A”) group for the 23 

                                                 
35

  Staff Reply Brief at page 18, lines 1-21. 
36

  Id. at lines 8-10. 
37

  Avista/600, Schuh/7-8. 
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upcoming five-year period. The business cases are reviewed by FP&A and then 1 

included in the list of projects and programs to be considered for funding by the 2 

Capital Planning Group (CPG). The CPG is a group of directors that represent all 3 

capital intensive areas of the Company. The CPG meets to review the submitted 4 

Business Cases and prioritize funding to conform to the capital budget limits set 5 

by senior management. After approval from senior management, the capital 6 

budget is sent to the Board of Directors for its approval of the capital budget 7 

amount for the five-year period. The CPG meets monthly to review the status of 8 

the capital projects and programs, and to approve or decline new business cases as 9 

well as monitor the overall capital budget.  10 

In this process, however, it is erroneous to suggest that all capital projects are approved. 11 

Quite the contrary. As explained by Company Witness Schuh, in recent years there have been 12 

several projects that have not been funded due to limited capital budget dollars, demonstrating 13 

that the Company exercises discipline in the budgeting process. Below is a table excerpted from 14 

Ms. Schuh’s testimony showing the funded and unfunded requests each year:
 38

 15 

Table No. 1 – Capital Investment and Capital Requests (in Millions) 16 

 17 

 18 

 19 

 20 

 21 

Accordingly, this is a robust process in which capital projects are prioritized and many are 22 

delayed so that higher priority projects can be completed, based on competing Business Cases.  23 

Elsewhere, Staff argues that Oregon ratepayers “have been paying for more than their 24 

share of total rate base growth.”
39

 On its face, that is a troubling assertion for what it seems to 25 

suggest. Staff appears to be inferring that, if a disproportionate share of investment occurs in 26 

Oregon, Oregon ratepayers are somehow paying more than what they should. Such a statement 27 

                                                 
38

  Avista/1400, Schuh/13.  
39

  Staff’s Reply Brief at page 19, line 8.  

Year

Total 

Requests

Funded 

Requests

Unfunded 

Requests

2011 $291 $230 $61 

2012 $269 $250 $19 

2013 $320 $266 $54 

2014 $386 $331 $55
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doesn’t even begin to ask the question of why the investment is being made in Oregon vis-à-vis 1 

other jurisdictions, or whether it is needed for safety and reliability. Simply put, the Company 2 

doesn’t divvy up its capital budget based on a pro rata share for each jurisdiction; to do so would 3 

ignore the specific needs of each jurisdiction. As it happens, in 2015, plant additions were 4 

required in the State of Oregon that were needed that exceeded the average historical spending – 5 

but for good reason.  6 

The Commission should expect the Company to individually assess the needs of each 7 

jurisdiction and allocate capital accordingly. To do otherwise would be imprudent. The Capital 8 

Planning Group does just that, and prioritizes projects based on where needs are greatest. And it 9 

does not simply approve each project. As shown in the excerpted table above, in both 2013 and 10 

2015, approximately $55 million of project requests were not “funded” as part of the 11 

prioritization undertaken by the Capital Planning Group. Simply put, the demand for capital 12 

spending outstrips the funding.  13 

Finally, Staff and Intervenors have consistently invoked the “used and useful” principle 14 

in order to prevent, in this case, the recovery of capital going into service after the effective date 15 

of rates in 2016, even though that is the rate year and even though the Company is otherwise 16 

required to proform in the revenues derived for that period, thus creating a mismatch. But that is 17 

not what this case is about; rather, the implications of Staff’s position are even more troubling: 18 

Staff would not allow the Company to recover even the capital investment for projects that will 19 

be in service in 2015 (only allowing $16 million out of $45 million). It does so without any 20 

demonstration on its part that the expenditures were imprudent.
40

 This only serves to compound 21 

Avista’s under-recovery problem. And yet, Staff and CUB criticize the Company for constantly 22 

                                                 
40

  That is with the possible exception of the East Medford Reinforcement, but that only goes to timing and not 

need.  
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filing for rate relief; meanwhile, the Company is yet to catch up on the recovery of capital 1 

already deployed.  2 

 3 

II.  STAFF’S SUGGESTION TO DISALLOW THE EAST MEDFORD 4 

REINFORCEMENT PROJECT IGNORES RELIABILITY CONCERNS 5 

Staff, for its part, does not disagree with the prudence of the East Medford Reinforcement 6 

Project – only its timing. It believes it is not cost-beneficial to ratepayers “at this point in time.”
41

 7 

In its Brief, it goes on to question the “urgency to place the project into service by March, 8 

2016.”
42

 And, in doing so, it rests its argument almost entirely upon whether the acceleration of 9 

the project is consistent with Avista’s 2014 Integrated Resource Plan (“IRP”).
43

 In the process, 10 

however, Staff would have this Commission ignore real and substantial reliability concerns 11 

affecting approximately 9,500 customers in East Medford.  12 

Again, by way of context, the East Medford Project is a multi-year project to install a 12 13 

inch steel gas main in order to complete a supply main loop around the City of Medford, to 14 

improve both capacity and reliability. This Commission has previously approved, in rates, costs 15 

associated with earlier phases, first addressing this issue in Avista’s 2007 general rate case (UG-16 

181). The last phase represents the portion of the project that is currently under construction and 17 

is contested by Staff.  18 

As mentioned, Staff primarily takes issue with the apparent inconsistency of the timing 19 

with the Company’s previous IRP. The 2014 IRP, itself, however, recognizes that changed 20 

circumstances will need to be addressed. Its language, not surprisingly, notes that:  21 

. . . other factors [that] may drive completion of the project including reliability 22 

needs, flexibility of natural gas supply management and optimizing synergies of 23 

other construction projects to reduce project costs. Avista will continue to 24 

                                                 
41

  Staff’s Reply Brief at pages 20-21. 
42

  Ibid. 
43

  Ibid. 
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evaluate forecasts and assess the most appropriate timing for completion of this 1 

[East Medford] project.
44

  2 

The IRP goes on to note that the projects contain “preliminary estimates of timing and costs of 3 

major reinforcement solutions,” and that “the scope and needs of these projects generally evolves 4 

with new information requiring ongoing reassessment.”
 45

 In fact, the IRP stresses that “actual 5 

solutions may differ due to differences in actual growth patterns and/or construction conditions 6 

from the initial assessment.”
 46

 This is what any IRP should recognize: that circumstances may 7 

change and that it is not designed as a “straightjacket” for future planning purposes. Staff appears 8 

to be holding the Company to its previous IRP, even though circumstances have changed, putting 9 

customers at risk if not addressed. That was never the intent of the IRP process. Indeed, it is 10 

almost as if Staff has created a “per se” rule against the prudency of a project if it is not 11 

otherwise included in an IRP. (Certainly, the converse has never been true, where the 12 

Commission had deemed prudent per se anything that is included in the IRP.)  13 

 Staff, however, questions, in its Reply Brief, the “urgency to place the project into service 14 

by March, 2016.”
47

 It does so even at the risk of placing 9,500 customers at risk for an outage on 15 

a design heating degree day in East Medford. Here again, the position of Staff is quite 16 

remarkable, given the first and foremost obligation of a utility to provide safe and reliable 17 

service. It is more often the case that a utility is questioned for not doing enough to “assure 18 

reliable service.” Here, the Company has brought forth documented concerns, based on sound 19 

engineering, questioning whether firm service can be provided to 9,500 residential customers 20 

under design-day weather conditions at this time (not in 2018). The sworn testimony of 21 

Company Witness Webb, as Avista’s chief Gas Engineer, emphasizes these concerns. He 22 

                                                 
44

  Avista/1500, Webb/8, lines 5-9. 
45

  Id. at page 8, lines 16-20. 
46

  Ibid.  
47

  Staff Reply Brief at page 20, line 15.  



FINAL BRIEF OF AVISTA CORPORATION - 17 

 

explained that the Medford Distribution System was incorrectly modeled for delivery of gas 1 

from Northwest Pipeline, and that correcting for this resulted in the reprioritization of East 2 

Medford as a “priority one” project given revised modeling conditions. This revealed “many 3 

more customers to be at risk of loss of service on a design degree day.”
48

  4 

 As noted, this became a “priority one” project, superseding other requests for capital 5 

elsewhere in the Company’s system. It is to be remembered that, as explained above, the 6 

Company has “unfunded requests” for capital that are not being met and there is no reason for 7 

the Company to prematurely spend on projects that are not needed at this time. East Medford, 8 

however, is needed at this time.  9 

 Staff apparently has no difficulty in arguing that the “Cold Weather Action Plan” 10 

(“CWAP”) is good enough for the time being.
49

 Staff does so, even though it acknowledges in its 11 

Brief that it is a “back-up plan and should not be relied upon as an ongoing way of serving 12 

customers.”
50

 Staff is almost cavalier in suggesting that design Heating Degree Days (“HDD”) 13 

are “rarely reached” and that the Company can use its CWAP in that event.
51

 In planning for 14 

reliability, that does not represent prudent practice. The Company questions whether the 15 

Commission would want us to operate our system on that basis, even though Staff and 16 

Intervenors seem unconcerned. Stated differently, if the Company had to curtail 9,500 residential 17 

customers, the Commission would – and certainly should – question why this happened and what 18 

actions could have been taken earlier to avoid this. The Company does not want to be placed in 19 

that position.  20 

                                                 
48

  Avista/1500, Webb/11-12.  
49

  Staff Reply Brief at page 21, lines 19 –22.  
50

  Id. at lines 19-22. 
51

  Id. at page 22, lines 6-10.  
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Finally, Staff suggests that this project may not be completed until after new rates go into 1 

effect in this case and perhaps not until the “end of the 2015-2016 heating season.”
52

 Avista 2 

explained in Exhibit Avista/2004, that it still plans to complete the project prior to March 1, 3 

2016, and still believes this to be true, given recent progress.
53

 Avista, however, before the 4 

Commission issues its decision, will advise the Commission of the actual completion date of the 5 

project and will provide an Officer’s Certificate attesting to that date. 6 

  7 

III.  CUB/NWIGU RECOMMENDATION TO REMOVE THE LADD CANYON 8 

PROJECT FROM RATES IGNORES RELIABILITY CONCERNS 9 

While CUB and NWIGU join with Commission Staff in making the same arguments with 10 

respect to East Medford on Brief, only CUB and NWIGU proffered testimony specifically 11 

addressing the Ladd Canyon project. In their Brief, CUB and NWIGU continued to question the 12 

timing of the project and its impact on “reliability and customer rates.”
54

 They assert that the 13 

Company failed to provide evidence on the “likelihood or impact of disruptions based on its 14 

historical experience, nor does it evaluate any reliability concerns, in light of the range of options 15 

available under its Cold Weather Action Plan.”
55

 Although conceding that the project might be 16 

needed in the future, they take issue with the timing of this project.
56

 Nowhere, however, do 17 

CUB and NWIGU point to evidence of record controverting the testimony of Company Witness 18 

Webb who testified that the current capacity of the Company’s Gate Station today is a limiting 19 

factor on the Company’s ability to serve customers in the Ladd Canyon/Union area on a design 20 

heating degree day.
57

/
58

 Reliability concerns were directly addressed by the Company in this 21 

                                                 
52

  Id. at page 22, lines 11-18.  
53

  Avista’s most recent estimate for completion is February 22, 2016. 
54

  CUB/NWIGU Reply Brief at page 17, lines 16-19. 
55

  Id. at page 17, lines 18-21. 
56

  CUB/100, McGovern-Jenks/16, lines 7-11.  
57

  Avista/1500, Webb/19, lines 3-9.  
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case. The evidence demonstrates that the peak load requirements on this Gate Station on a design 1 

heating degree day are 40.9 mcf, while the capacity of the Gate Station is only 37.2 mcf, 2 

translating into a “clear capacity deficit, as the peak load requirement on a design heating degree 3 

day exceeds the capacity of the legacy station.”
59

 Accordingly, the fact remains that the majority 4 

of the 750 customers in the town of Union are at risk of loss of service in the event of an 5 

extended cold period approaching a design heating degree day because of the physical capacity 6 

shortfall of the old Gate Station, as explained by Company Witness Webb.
60

  7 

Here again, the argument for simply using the Cold Weather Action Plan is made, this 8 

time in reference to Ladd Canyon.
61

 For the same reasons explained in connection with East 9 

Medford, the Cold Weather Action Plan is not the way to do business on a sustained basis. The 10 

Company asks more of its Gas Engineering Department than that.  11 

Lastly, CUB/NWIGU argue that the Company failed to consider the “use of 12 

interruptibility or increased demand-side measures to improve reliability and system resiliency,” 13 

as an alternative to this project.
62

 Interruptibility will simply not work to solve this problem. 14 

Company Witness Webb explained that the load studies performed to model the Company’s gas 15 

distribution system on a design day only consider firm load; it therefore assumes that all 16 

interruptible customers have already been interrupted.
63

  17 

Avista takes seriously its public service obligation to provide safe and reliable service, 18 

whether it is to the 9,500 customers in East Medford or the 750 customers in Union (Ladd 19 

Canyon).  20 

                                                                                                                                                             
58

  As previously noted, a design heating degree day has occurred as recently as 2013 in the Company’s Oregon 

service territories. (Avista/1500, Webb/19, lines 3-9)  
59

  Avista/1500, Webb/19, lines 11-14. 
60

  Avista/1500, Webb/19, lines 18-21. 
61

  NWIGU/CUB Reply Brief at pages 17-18. 
62

  NWIGU/CUB Reply Brief at page 18, lines 1-5.  
63

  Avista/1500, Webb/20, lines 3-9. 
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 1 

IV.  STAFF IS NO LONGER CHALLENGING THE INVESTMENT IN PROJECT 2 

COMPASS  3 

On Brief, Staff appropriately acknowledged the January 6, 2016, Order of the 4 

Washington Utilities & Transportation Commission (“WUTC”) resolving Avista’s current rate 5 

filing in Washington, in which the Commission rejected its Staff’s recommendation to disallow a 6 

portion of capital costs relating to the Company’s Project Compass, as well as rejecting Staff’s 7 

recommendation to disallow Company bonuses relating to the Project. (See WUTC v. Avista 8 

Corp., Order 05, Dockets UE-150204 and UG-150205 (issued January 6, 2016).)
64

 Because 9 

Oregon Staff’s recommendations were based on the same matters that concerned the WUTC 10 

Staff, and in light of the Washington Commission’s analysis of the issue, Staff withdrew its 11 

recommendation concerning a partial disallowance of capital costs associated with the Project.  12 

Staff, however, while it withdraws its recommendation to disallow 100% of Project 13 

Compass bonuses, still recommends that the Commission disallow 50% of these bonuses “per its 14 

usual standard.”
65

 It is not appropriate for Staff to reflexively invoke a “50% rule” relating to 15 

bonuses without understanding or addressing the reason such bonuses were paid. Those reasons 16 

were specifically addressed and discussed by the Washington Commission, when it approved 17 

100% recovery of the bonuses. According to the Commission:  18 

Finally, we do not agree with Staff’s assertion that the bonuses paid to the Avista 19 

staff actively involved in managing Project Compass were imprudent, and should 20 

therefore be disallowed. Instead, we agreed with the Company that such bonuses 21 

were properly determined and reviewed internally, were based on objective and 22 

measureable benchmarks, and were appropriately given to ensure continuity for 23 

key employees to ensure efficient final completion for an IT project of this 24 

magnitude.  25 

                                                 
64

  Staff Reply Brief at pages 11-12.  
65

  Staff Reply Brief at page 12, lines 15-17. 
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(Order, supra, at page 62, ¶173) Other than relying on the discredited testimony of Washington 1 

Staff Witness Gomez, Staff in this case presented no independent testimony concerning bonuses.  2 

 3 

V.  STAFF HAS NOT DEMONSTRATED THAT THE “DE-RISKING” OF AVISTA’S 4 

PENSION INVESTMENT PORTFOLIO IS IMPRUDENT 5 

Staff proposes to reduce the Company’s pension expense by $199,000, in order to reflect 6 

the difference between using a 7.31% Expected Return On Assets (“EROA”) and the 5.3% 7 

EROA utilized by the Company.
66

/
67

 In its Reply Brief, Staff begins by announcing that it is “not 8 

generally opposed to a company employing a ‘derisking’ or LBI strategy . . ..”
68

 Instead, “Staff 9 

questions Avista’s specific investment decisions made under it in this case.” Staff then simply 10 

examines the expected rate of return on assets for Oregon jurisdictional utilities in 2013 and 11 

2014 and arrives at an average of 7.31% as the appropriate benchmark.
69

  12 

Staff’s Reply Brief makes it clear that its analysis was predicated on an examination of 13 

just two factors: (1) a comparison of “past returns [Avista] has earned on its pension assets, and 14 

(2) a comparison of the “EROA achieved by other regulated utilities in Oregon.”
70

 That is the 15 

extent of the analysis. And it pales in comparison to the disciplined analysis performed by 16 

Avista’s independent expert advisors over the past several years.  17 

The question is: How much risk exposure to market fluctuations in its pension portfolio 18 

should the Company run, given its fixed obligations in the future to meet its pension 19 

requirements? The answer to that question is not perfectly known or easily arrived at.
71

 To arrive 20 

                                                 
66

  Staff/800, Bahr/11-12.  
67

  In its Reply Brief, Staff adjusts downward its proposed disallowance of pension expense from $348,000 to 

$199,000. (See Staff Reply Brief at page 23, lines 24-26)  
68

  Staff Reply Brief at page 24, lines 5-7.  
69

  Staff/800, Bahr/6.  
70

  Staff Reply Brief at page 24, lines 16-17.  
71

  Whether in the context of “de-risking” the Company’s delivery of firm gas service to its residential customers 

through the East Medford/Ladd Canyon Projects, or “de-risking” the Company’s exposure to market 
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at the right mixture of investments in its pension portfolio, the Board of Directors of Avista has a 1 

fiduciary obligation to give the matter careful consideration and, in the process, seek out expert, 2 

independent advice. This they have done, proceeding in a careful, methodical and disciplined 3 

manner over time. Indeed, as early as 2010, the Finance Committee of the Board of Directors 4 

determined to implement Liability-Driven Investing (“LDI”) “conservatively at first,” given the 5 

funded status was still at a relatively low level.
72

 The Board continued to monitor the investment 6 

portfolio with the advice of outside experts including Verus (then Wurts & Associates), the 7 

actuary TowersWatson and the asset manager PIMCO, in order to assess the impact of 8 

alternative asset allocation policies on funded status volatility, pension expense and contributions 9 

over time. Again, in May of 2014, the Finance Committee evaluated the sensitivity of the plans 10 

funded status to both interest rate movements and equity market volatility. This analysis 11 

conducted by Verus contained a recommendation that included a movement to a 58% proportion 12 

of fixed income investments; this was deemed to be the “optimal portfolio, as it achieved the 13 

greatest minimization of funded status volatility and the resulting contributions and pension 14 

expense remained consistent with near-term expectations,” as explained by Ms. Heier, the 15 

President, Chief Operating Officer and Senior Consultant of Verus Advisory, Inc.
73

  16 

This careful analysis should be contrasted with Staff’s position, which as noted above, is 17 

based almost exclusively on a rough comparison with EROAs of other jurisdictional utilities. It 18 

is backed by no other independent analysis. And that is fine – as far as it goes. It is sufficient to 19 

raise the question of whether Avista’s “de-risking” strategy is appropriate. But it is not sufficient 20 

                                                                                                                                                             
fluctuations in its pension investments, it is somewhat unusual for Staff to be arguing for a more aggressive 

position than the Company – one that is designed to safeguard the interests of its customers and employees.  
72

  Liability-Driven Investing (“LDI”), is an asset management approach in which the assets are invested in a 

manner such that the investment return patterns – cash flow yield and/or capital gains - are similar to the 

patterns of the liabilities. To the extent that these investment return and liability patterns are closely aligned, 

when external events such as interest rate fluctuations or equity market swings occur, the assets and liabilities 

would move in a similar direction and magnitude. [Emphasis added] (Avista/1300, Heier/6, lines 2-7)  
73

  Avista/1300, Heier/15, lines 4-6. 
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to answer that question. Through the testimony of Company Witnesses Thies and Heier, the 1 

record contains substantial evidence in support of the Company’s position.
74

 The question then 2 

becomes: Did the Company give careful consideration to its investment strategy and employ 3 

expert guidance in the process to meet its fiduciary obligations? This it did, and it has easily 4 

satisfied its “prima facie” case.  5 

Nor will it do to suggest that one should look to “past returns” as a benchmark.
75

 In this 6 

regard, Staff Witness Bahr looked to prior double-digit earned returns on the Company’s pension 7 

assets for the period 2012 through 2014.
76

 It is unrealistic, however, to expect double-digit 8 

returns to continue into the future. The Company’s expected return looks forward over a 10 year 9 

horizon, and its expected 5.3% return on assets for 2015 is supported by independent market 10 

outlook analysis and methodologies and the specific circumstances directly related to Avista’s 11 

pension plan regarding factors such as the funded status, and the fact that the plan is now closed 12 

to new, non-union employees.  13 

In its Reply Brief, the Staff minimizes the importance of a “de-risking strategy,” citing, 14 

among other reasons, “precedent of the federal government stepping in to assist companies 15 

during recent market crises.”
77

 Avista’s Board of Directors does not satisfy its fiduciary 16 

obligation by simply assuming the government will step in to assist if things go wrong. And the 17 

risk is real. Avista’s pension expense tripled from 2000 to 2001 as a result of the equity market 18 

decline experienced in that single year. Similar results were experienced in 2009 with pension 19 

expense doubling year over year as the result of the 2008 mortgage crisis.
78

 As pointed out by 20 

Ms. Heier, “this impact on expense was a detriment to shareholders and customers of Avista, and 21 

                                                 
74

  Avista/1300, Heier; Avista/1100, Thies.  
75

  Staff’s Reply Brief at page 24, line 16.  
76

  Staff/800, Bahr/11, lines 10-12. 
77

  Staff Reply Brief at page 24, lines 24-26.  
78

  Avista/1300, Heier/10, lines 11-17.  
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such low-funded levels increase this risk to beneficiaries.
79

 Experiences such as these prompted 1 

the Finance Committee to seek additional strategies to mitigate such wild swings in funded status 2 

and pension expense.
80

  3 

In conclusion, even though “Staff questions Avista’s specific investment decisions made 4 

under it in this case”,
81

 it is the prerogative of the Company’s management to devise a careful, 5 

prudent investment strategy to protect its pension obligations. Judgment is, of course, required – 6 

and it must be informed judgment, relying, as necessary, on expert advice. That has been 7 

demonstrated in this case. Likewise, it is the prerogative of Staff, Intervenors and the 8 

Commission to ask whether the Company has exercised reasonable judgment in that regard. That 9 

has also been demonstrated.  10 

The tougher question for the Company to have to answer would be, “Why did it ignore 11 

the advice of its expert advisors and fail to ‘de-risk’ its investment strategy?” In this case, that is 12 

not a question the Company need answer.  13 

 14 

VI.  STAFF ARBITRARILY REDUCES MEDICAL BENEFITS 15 

In its Reply Brief, while acknowledging that “medical benefits are only one portion of a 16 

compensation package,” Staff nevertheless argues for the use of an 82/18 sharing ratio (i.e., 17 

employees pay 18% of premium costs) instead of Avista’s 90/10 proposed sharing, and continues 18 

to argue for the approach it used to escalate health care costs to forecast the 2016 costs.
82

  19 

First of all, the basis for Staff’s recommendation for an 82/18 sharing ratio is from a 20 

Kaiser Family Foundation “Employer Health Benefits 2014 Summary of Findings,” which is not 21 

specific to any geographic location and lacks pertinent information for the utility industry, and 22 

                                                 
79

  Ibid. 
80

  Ibid. 
81

  Staff Reply Brief at page 24, lines 6-7. 
82

  Staff’s Reply Brief at page 23, lines 18-21.  
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more specifically for those companies with which the Company competes.
83

 The report, itself, 1 

acknowledges considerable variations among firms with respect to the share of premiums 2 

contributed by workers.
84

 What Staff ignores, even if one were to rely upon this report, is that, if 3 

the Company were to change the premium-sharing component as proposed by Staff, other 4 

elements of compensation would likewise need to be adjusted (e.g., co-pays, out-of-pocket 5 

minimums, etc.) in order to maintain the overall salary and benefit package that is competitive 6 

with that offered by other utilities.
85

 One cannot simply extract one element of the medical 7 

benefit package and view it in isolation, as does Staff.
86

  8 

The second portion of Staff’s adjustment relies purely on historical information using a 9 

2011-2014 trend analysis. This, however, does not capture information on known changes 10 

occurring within the healthcare industry, including healthcare reform. Far better information is 11 

derived from the Company’s independent compensation consultant, Mercer, which takes into 12 

consideration factors such as claims experience, the medical trend, member demographics, 13 

geographical location and the impact of healthcare reform.
87

/
88

  14 

 15 

VII.  STAFF IGNORES THE CUSTOMER BENEFITS OF BONUS INCENTIVES 16 

In its Brief, Staff characterizes the “key question” to be whether the Commission 17 

considers metrics like Operation and Maintenance (“O&M”) costs per customer to be benefits 18 

                                                 
83

  Avista/1000, Smith/page 14, line 12 – page 15, line 12.  
84

  Ibid. 
85

  Ibid. 
86

  The various components within the Company’s medical plan (co-pays, deductibles, premium sharing, etc.) are 

carefully weighed in order to maintain an appropriate level of medical benefits relative to the overall benefit 

package and ultimately the overall compensation package, as testified to by Company Witness Smith. 

(Avista/1000, Smith/15, lines 21-23) Medical benefits, in turn, are combined with other benefits and 

benchmarked against the peer group with similar revenues and industry characteristics. This study, the 

BENVAL Study, is performed by an independent consultant, TowersWatson, on a bi-annual basis. (Ibid.)  
87

  Avista/1000, Smith/17, lines 6-15.  
88

  Ironically, Staff Witness Bahr supported the use of a 90/10 premium sharing for union employees, while 

otherwise suggesting an 82/18 sharing for non-union employees, offering no reasonable basis for that 

distinction.  
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derived by ratepayers or shareholders.
89

 Then Staff goes on to assert that the O&M cost per 1 

customer metric is a “financial” metric because it somehow affects Company earnings. Based on 2 

such an expanded view of a “financial” metric, virtually any activity of employees will directly 3 

or indirectly affect the financial performance of the Company – either through increasing 4 

revenues or decreasing costs.  5 

The Company’s incentive plan costs that are included in this case are based entirely on 6 

metrics relating to ratepayers (O&M cost-per-customer, satisfaction, reliability and response 7 

time).
90

/
91

 The O&M cost-per-customer metric relates directly to customers (not shareholders); it 8 

emphasizes cost containment or reduction of O&M costs which serves to reduce the upward 9 

pressure on rates. An employee should be properly incentivized to control those costs. That is 10 

something that all parties should want to encourage.  This pay-at-risk is part of overall 11 

compensation.  If you reduce incentive pay, then one needs to increase base pay.
92

 12 

 13 

VIII.  NWIGU/CUB’S PROPOSED ADJUSTMENT TO REFLECT BONUS 14 

DEPRECIATION 15 

NWIGU/CUB propose an adjustment to reduce rate base and revenue requirement related 16 

to bonus depreciation and the associated Accumulated Deferred Federal Income Tax (“ADFIT”). 17 

Accordingly, NWIGU/CUB proposed to remove $7.541 million of rate base, thereby reducing 18 

the Company’s filed revenue requirement by approximately $805,000.
93

   On January 19, 2016, 19 

all parties to this Docket entered into and filed a “Second Partial Settlement Stipulation” that 20 

resolves this issue among themselves.  As provided in Section 4 of this Stipulation: 21 

                                                 
89

  Staff Reply Brief at page 22, lines 22-23.  
90

  Avista/1000, Smith/13, lines 12-16.  
91

  To be clear, the Company has already removed officer incentives based on Officer Short-Term Incentive Plan, 

which are premised on earnings-per-share targets. Likewise, the costs associated with long-term officer 

incentives are based on financial metrics (performance shares), have also been removed from this case and are 

borne by shareholders. (Avista/1000, Smith/13, lines 12-16)  
92

  Avista/500, Smith/24, lines 12-13. 
93

  NWIGU-CUB/100, Gorman/66-67.  
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The Parties agree to reduce the revenue requirement by $675,000, instead of $294,000, to 1 

factor in the benefits of 2015 bonus depreciation and its impact on accumulated deferred 2 

federal income taxes (ADFIT).  As a result, the Company’s proposed revenue 3 

requirement is now $6,066,000.  This adjustment results from an additional reduction to 4 

rate base related to ADFIT.  This adjustment is based on the level of capital additions for 5 

2015 that were pro formed in the Company’s original filing of approximately $43 6 

million.  If the Commission approves 2015 capital additions less than the amount pro 7 

formed by the Company, $675,000 reduction to revenue requirement should be reduced 8 

by a pro rata amount.   9 

 10 

As noted above, the Company’s proposed revenue requirement has been revised to 11 

$6,066,000 to reflect this agreement. 12 

 13 

IX.  CUB’S CRITICISMS OF THE LRIC STUDIES OF THE COMPANY, STAFF AND 14 

NWIGU ARE MISPLACED 15 

CUB begins its Reply Brief with the assertion that the Company’s LRIC Study is 16 

“fundamentally flawed, and is unsupported by sound analysis and policy.”
94

 It lodges the same 17 

criticisms against the recommendations of Staff and NWIGU.
95

 By way of context, the Company 18 

has prepared its study in the same general manner as it did in its last three general rate cases 19 

(UG-246, UG-284 and UG-288).
96

 As shown in the illustration appearing in Avista’s Post-20 

Hearing Brief (page 66), each of those prior margin-to-cost ratios have shown the same 21 

consistent relationship over Avista’s last three general rate cases. For its part, Staff Witness 22 

Compton acknowledged that “over the years Avista Utilities (“Avista” or “Company”) practices 23 

relating to my areas of responsibility [cost of service] have evolved in a mutually acceptable 24 

manner – being influenced by various parties, including Staff. In that regard, Staff has no issue 25 

with the general costing and rate spread approaches taken by the Company in this case.”
97

  26 

                                                 
94

  CUB Reply Brief at page 2, lines 11-15.  
95

  Ibid. 
96

  Avista/1800, Miller/3, line 4 – 4, line 3.  
97

  Staff/1300, Compton/2, lines 7-11.  
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CUB argues, however, that there is really “only one LRIC on record in this case,” arguing 1 

that neither Staff nor NWIGU presented such an analysis. Again, that is not true. Staff, through 2 

Mr. Compton, has provided a study that appears in Exhibit Staff/1302, and Mr. Collins, on behalf 3 

of NWIGU, has prepared a similar study that appears in Exhibit NWIGU/102. Both Staff and 4 

NWIGU, of course, rely out of necessity on the same raw data used by Avista (indeed, where 5 

else would they find it?), but perform their own LRIC analysis. CUB has not prepared an LRIC 6 

analysis similar to that performed by Staff or NWIGU – or any analysis for that matter. If they 7 

have, where are the results in the record? In the end, the LRIC results of studies performed by 8 

Avista, Staff and NWIGU all produce similar results and justify their use as a “guide” in 9 

spreading the revenue requirement.  10 

CUB persists in arguing, on Brief, that the capital spending driving this rate case is 11 

largely driven by “large customer load growth, rather than residential customers.”
98

 It simply 12 

refers to the “relatively flat” growth for small-usage customers, arguing that the “number of 13 

industrial customers and usage has been trending up.”
99

 While that may be true to some extent, it 14 

presents no evidence to counter the fact that only 14% of rate base growth is due to gas 15 

distribution growth plant, while the remaining 86% of new capital investment is related to 16 

reinforcements, safety, pipe replacement, mandated work, storage, general plant, and Project 17 

Compass.
100

 The fact remains that the primary drivers of customer growth from 2014 to 2016 are 18 

new residential (Schedule 410) and small commercial (Schedule 420) customer hookups.
101

 19 

Accordingly, CUB’s assertion that “the Company’s focus on the growth in the number of 20 

customers, rather than the usage of those customers, is problematic,” misses the point. It is the 21 

                                                 
98

  CUB Reply Brief at page 3, lines 16-18. 
99

  Id. at page 4, lines 1-3. 
100

  Avista/1800, Miller/9, lines 13-16.  
101

  Id. at page 10, lines 1-12.  
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growth in the number of residential and small commercial customers that is driving the 14% of 1 

rate base growth related to gas distribution plant.
102

  2 

On Brief, CUB reiterated its position that the Company’s LRIC Study “exaggerates the 3 

useful life of investments made for industrial customers when compared to other customer 4 

classes.”
103

 As previously noted, the Company tested this assertion and arbitrarily reduced the 5 

useful life of its assets by 50% for the Company’s large rate schedules, in order to determine 6 

what the effect would be on its LRIC Study results; even then, the LRIC would support the 7 

Company’s rate spread proposal.
104

  8 

CUB tries to make its point by citing to the single example of Ladd Canyon Project, 9 

arguing that it was constructed for the purpose of satisfying the interruptible requirements of 10 

Mainline Paving.
105

 It then asserts that “residential customers are being asked to pay, for a period 11 

of 36 years, a large portion of a capital project driven by the temporary demand of one non-12 

residential customer that was otherwise unnecessary in the test year.”
106

 As discussed in the 13 

previous section of this Final Brief, the Company has already explained why the Ladd Canyon 14 

Project is necessary to avoid the service interruption to 750 customers in Union under present 15 

circumstances – and customers should pay for those costs as part of this rate case.
107

  16 

Next, CUB argues that the Company’s LRIC Study does not reflect an accurately-sized 17 

system.
108

 Even though CUB acknowledges that the LRIC is “simply a tool used to inform rate 18 

spread and rate design” (something with which the Company agrees), CUB continues to assert 19 

                                                 
102

  CUB Reply Brief at page 4.  
103

  CUB Reply Brief at page 5, lines 2-4.  
104

  Avista/1800, Miller/15, lines 10-12.  
105

  CUB Reply Brief at pages 5-6.  
106

  CUB Reply Brief at page 6, lines 8-10.  
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study.  
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  CUB Reply Brief at pages 6-7.  
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that it should examine cost causality on a “theoretical marginal system,” so that proper price 1 

signals can be set.
109

 CUB, itself, in its own testimony acknowledges that “this line of inquiry 2 

[use of hypothetical system] may be dismissed as irrelevant because the Company cannot 3 

feasibly scratch the entire system and start anew.”
110

 CUB is correct in that regard.  4 

CUB asserts that a “proper LRIC or marginal cost study is more than simply an 5 

examination of the cost of replacing the exact embedded system in today’s dollars.”
111

 In fact, 6 

Avista’s LRIC is “forward-looking,” as is Staff and NWIGU’s, in that it updates costing 7 

information to re-price facilities based on current costs. It does, in fact, reflect the kind of pipe 8 

the Company would install today.  9 

While CUB describes what it characterizes as a Commission “policy” that precludes any 10 

customer class from receiving a rate reduction in the face of an overall increase in revenue 11 

requirement, this Commission has most recently indicated that it would entertain evidence – if it 12 

is compelling – that would warrant more immediate action to address the issue.
112

 That 13 

“compelling evidence” does exist in this case, and is in the form of three LRIC studies pointing 14 

to the same misalignment among the classes. And that misalignment of the margin-to-cost ratios 15 

has continued to worsen over the last three rate cases. CUB does not address, in its Reply Brief 16 

(because it is so dismissive of all the LRIC studies) the fact that the margin-to-cost ratios for all 17 

of the service schedules have continued to move further away from unity over the Company’s 18 

last three general rate cases.
113

 19 

Interestingly enough, CUB attempts to defend the 98% margin-to-cost ratio for the 20 

residential customer class by suggesting it is within a reasonable bandwidth of unity: “The 21 

                                                 
109

  CUB Reply Brief at page 7.  
110
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  Order No. 15-054, page 5. 
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purpose of the LRIC Study is not to be precise – if a customer class is at 98%, 99% or 102% of 1 

marginal cost, that customer class is within a reasonable range of covering its cost of service.”
114

 2 

The fact remains that the margin-to-cost ratios for four of the six rate schedules (including the 3 

Transportation Service Schedule 456) range from 147% to 178% – well above the 102% top end 4 

of this presumed bandwidth.  5 

Because the proposed increase in revenue requirement of $6.4 million is relatively 6 

modest compared to more recent requests, this presents an opportunity to begin to make some 7 

movement toward realignment with cost-of-service, without unduly prejudicing any class. The 8 

Company fully appreciates that cost-of-service is not an exact science, and is only to be used as a 9 

“guide” in designing rates. Clearly, however, the studies presented in this case tell the same 10 

story: the classes are substantially out of alignment with cost-of-service and are becoming more 11 

so over time.  12 

Finally, CUB’s proposal that no customer should receive more than three times the 13 

increase of any other class (i.e., a 3-to-1 ratio) will lead to perverse results.
115

 The effect of such 14 

a proposal would actually move Schedule 456 (Transportation) from 1.66 to 1.74 on a relative 15 

margin-to-cost ratio – even further away from unity, and the overall margin increase for 16 

Schedule 456 (Transportation) would be an increase of $739,000 or 21.8%, versus a margin 17 

reduction of $231,000, or 7% as proposed by Avista. That is moving in precisely the opposite 18 

direction and is inconsistent with the three independent LRIC studies filed in this case.
116

 19 

Moreover, CUB suggests that “for transportation customers, this should be done after imputing 20 

                                                 
114

  CUB Reply Brief at page 10, lines 3-5.  
115

  CUB Reply Brief at pages 13-14.  
116

  Avista/1900, Ehrbar/13, lines 1-7.  



FINAL BRIEF OF AVISTA CORPORATION - 32 

 

Avista’s commodity costs.”
117

 That makes little sense, inasmuch as all LRIC studies are done on 1 

a margin basis – and do not include gas costs.  2 

In closing, one of the benefits derived from litigating this case and presenting it to the 3 

Commission, is to have the Commission finally decide on the appropriate rate spread, rather than 4 

perpetuate what is the continuing misalignment of rates with cost-of-service. There is sufficient 5 

and compelling evidence in this record for a decision at this time.  6 

 7 

X.  THE PROPOSED COST OF CAPITAL RECOMMENDATIONS OF THE PARTIES 8 

DO NOT PRODUCE A REASONABLE END RESULT 9 

A. Staff’s Position Ignores Regulatory Standards In Favor of Technical Argument.   10 

The task of the Commission in this proceeding is to fix an ROE that conforms to the 11 

economic and legal standards embodied in the Hope
118

 and Bluefield
119

 decisions of the U.S. 12 

Supreme Court. As these decisions instruct, it is the result reached, not the method used, that 13 

determines whether an ROE is just and reasonable. This determination requires the Commission 14 

to consider the available evidence and identify an ROE that is just, reasonable, and sufficient to 15 

support Avista’s ability to attract capital and earn a return that is commensurate with other 16 

enterprises of comparable risk. Avista recognizes that highly technical arguments concerning the 17 

implementation of various models used to estimate the cost of equity are the province of expert 18 

witnesses, but as the Supreme Court cautioned, “It is not theory, but the impact of the rate order, 19 

                                                 
117

  CUB Reply Brief at page 16, lines 4-6.  
118

  FPC v. Hope Natural Gas Co., 320 U.S. 591 (1944) (“Hope”). Under Hope, an ROE should be “commensurate 

with returns on investments in other enterprises having corresponding risks . . . [and] sufficient to assure 

confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.” Id. at 

603.  
119

 Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm’n of W. Va., 262 U.S. 679 (1923) 

(“Bluefield”). The Supreme Court explained in Bluefield that an approved return for a utility must, among other 

things, be adequate “to maintain and support its credit, and enable it to raise the money necessary for the proper 

discharge of its public duties.” Id. at 693. 
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which counts.”
120

 Similarly, Bluefield offered no guidance as to the method that must be 1 

followed in order to obtain a result that satisfies judicial standards; instead, it references 2 

guidelines dependent on the end-result of the rates charged, including a return “equal to that 3 

generally being made at the same time and in the same general part of the country on 4 

investments in other business undertakings which are attended by corresponding risks and 5 

uncertainties,” and the ability “to maintain and support its credit and enable it to raise the money 6 

necessary for the proper discharge of its public duties.”
121

 7 

Avista submits that, through the testimony of Company Witness McKenzie, it has 8 

demonstrated the reasonableness of its recommended 9.9% ROE and highlighted the 9 

shortcomings and downward-bias inherent in Staff’s approach. These debates notwithstanding, 10 

Staff’s narrow focus on modeling disputes ignores the bigger picture highlighted by the Supreme 11 

Court, which is that the ROE recommended by Mr. Muldoon is manifestly insufficient. In short, 12 

Staff has missed the forest for the trees. 13 

1. Avista’s Risks are Greater Than Staff’s Peer Group and Other Oregon Utilities 14 

and its ROE Must be Higher.  15 

The relationship between risk and return is fundamental to the capital markets, with 16 

investors demanding a higher rate of return to compensate for assuming more risk.
122

 As Avista 17 

demonstrated, the Company’s risks clearly exceed those of Staff’s peer group and other Oregon-18 

jurisdictional utilities,
123

 which on average maintain a single-A credit rating, versus a triple-B 19 

rating assigned to Avista. ROEs recently established or proposed for other Oregon-jurisdictional 20 

utilities range from 9.55% to 9.80%, and Avista’s higher risks imply a higher required return. 21 

                                                 
120
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  Avista Post-Hearing Brief at 52, citing Avista Exhibit/1201, Schedule AMM-19. 
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Staff makes no attempt to address the disparity between its recommendation and the implications 1 

of this risk-return tradeoff, which is a central tenet of the Supreme Court standards.  2 

 Rather than referencing objective measures of investment risk that are indicative of 3 

investors’ views, Staff instead continues to take the position that more frequent rate cases imply 4 

lower uncertainties.
124

 Avista has not “misunderstood” Staff’s misguided position on this 5 

issue.
125

 Mr. Muldoon makes repeated reference to the frequency of Avista’s rate case filings as 6 

a basis for his contention that the Company’s risks are lower than other peer utilities,
126

 and he 7 

concludes that “Avista’s very frequent rate cases and tracking mechanisms . . . merit a further 8 

drop [in ROE] of up to about 20 basis points.”
127

 Mr. Muldoon reflected this decrease in arriving 9 

at the range of ROEs used to “check” his 9.18% recommendation.
128

 But for this adjustment, Mr. 10 

Muldoon’s recommended ROE would have failed his own test. Staff continues to point to a 11 

decision of the Maryland Public Service Commission (“MPSC”) in support of its position,
129

 but 12 

as Company Witness McKenzie testified, “The MPSC decision referenced by Mr. Muldoon did 13 

not specifically address the risk implications of frequent rate case filings, nor did the MPSC 14 

impose a downward adjustment to its allowed ROE based on . . . regulatory activity.”
130

  15 

 Staff’s failure to grasp how a utility’s inability to recover its cost of service on a timely 16 

basis
131

 could translate into risk for investors marks another departure from sound ratemaking 17 

standards. In evaluating competing alternatives, investors are focused on the extent to which 18 

Avista has the opportunity to actually earn a return that will maintain its financial integrity, 19 

facilitate capital attraction, and compensate for risk. The fact that Avista has been compelled to 20 
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125
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file serial rate proceedings in order to address a chronic deterioration of actual returns below the 1 

allowed ROE is not an advantage; rather, it is a challenge that adds to investors’ uncertainties 2 

and warrants a higher ROE.
132

 Indeed, for 2014, Avista’s normalized ROE in Oregon was 7.2% 3 

as compared to the authorized ROE of 9.65%.
133

 4 

2. Staff’s ROE Contradicts Capital Market Evidence.  5 

Apart from ignoring the implications of Avista’s relative risk and the ROEs granted for 6 

other Oregon-jurisdictional utilities, Staff’s recommended ROE cannot be reconciled with 7 

observable capital market evidence. Staff points to ad hoc articles from the “financial news” in 8 

support of its supposition that a reduction to Avista’s allowed ROE is warranted,
134

 while 9 

simultaneously ignoring concrete evidence to the contrary. Yields on long-term utility bonds 10 

provide a direct guide as to trends in capital costs that do not require the Commission to “read 11 

between the lines.” As Company witness McKenzie noted, “since the time that Mr. Muldoon 12 

filed testimony in support of the 9.5% ROE under the settlement in Docket No. UG 284, yields 13 

on utility bonds corresponding to Avista’s Baa rating have increased approximately 103 basis 14 

points.”
135

 This upward trend in capital costs supports a higher, not a lower ROE for Avista. 15 

Similarly, Staff’s general reference to unspecified “market trends” ignores return expectations 16 

for the companies in Mr. Muldoon’s own proxy group, which are projected to far outstrip Staff’s 17 

recommended ROE.
136

 The Company also demonstrated that Mr. Muldoon’s 9.18% ROE 18 

recommendation for Avista falls far short of the 9.96% average authorized ROE for the utilities 19 

                                                 
132

  Avista/1200, McKenzie/38-39. 
133
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in Staff’s own proxy group.
137

 Once again, Staff’s ROE is shown to be insufficient based on the 1 

comparable earnings standards underlying the Supreme Court’s Hope and Bluefield decisions. 2 

 Meanwhile, Staff erroneously focuses on short-term changes in GDP growth as a basis to 3 

support a decline in Avista’s ROE.
138

 Whatever the Commission’s determination with respect to 4 

the use of GDP as a proxy for long-term growth in the DCF model, it should clearly reject Staff’s 5 

position that revised forecasts of near-term economic activity are somehow linked to changes in 6 

investors’ ROE for Avista over the short run. In fact, a decline in expected GDP growth would 7 

be more likely to evidence higher risk and higher required returns. For example, consider the 8 

events experienced during the 2009 financial crisis. While expectations for GDP growth turned 9 

negative, capital costs were increasing dramatically due to unprecedented risks in the economy 10 

and capital markets, as evidenced by plunging stock prices and rising corporate bond yields. 11 

Staff’s claim here that a decline in GDP growth translates to a drop in Avista’s ROE of 31 basis 12 

points is equally erroneous,
139

 and is contradicted by the rising bond yields noted earlier. As 13 

Company Witness McKenzie demonstrated, performing a proper “check” on Staff’s results 14 

suggests a cost of equity of 10.0%.
140

  15 

B. Staff’s Criticisms of Avista’s ROE Evidence Are Unfounded and Should Be 16 

Rejected. 17 

Staff takes issue with the methods and applications used by Company witness McKenzie, 18 

but their criticism boils down to the opinion that there is only one meaningful approach that can 19 

be used to estimate investors’ required return. In fact, however, no single method or model 20 

should be relied upon to determine a utility’s cost of equity because no single approach can be 21 
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regarded as wholly reliable.
141

 In this regard, while Staff grants that “markets are dysfunctional” 1 

due to the unprecedented monetary policies of the Federal Reserve,
142

 they ignore the 2 

implications for their own analysis and conclusions. FERC has recently recognized the fallacy of 3 

just such an approach, concluding that the unrepresentative capital market conditions noted by 4 

Staff have led to a downward bias in DCF results based on GDP growth, which merits the 5 

consideration of alternative methods.
143

 As explained in New Regulatory Finance, “[r]eliance on 6 

any single method or preset formula is inappropriate when dealing with investor expectations 7 

because of possible measurement difficulties and vagaries in individual companies’ market 8 

data.”
144

  9 

1. Avista’s DCF Analyses are Probative.  10 

 Staff’s complaints regarding Mr. McKenzie’s DCF results center on three primary issues: 11 

(1) the DCF model applied by Mr. McKenzie is “useful only as a ‘rule of thumb’,”
145

 (2) the 12 

growth rates used by Mr. McKenzie do not reflect investor expectations,
146

 and (3) Mr. 13 

McKenzie’s exclusion of illogical DCF results is unreasonable.
147

 With respect to the first of 14 

these contentions, Staff presented no evidence whatsoever. As Company witness Mr. McKenzie 15 

testified, the constant growth DCF model that he applied “is the form of the model most 16 

commonly relied on to establish the cost of common equity for traditional regulated utilities and 17 

the method most often referenced by regulators.”
148

  18 
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As for the second of Staff’s contentions, Mr. McKenzie’s testimony documents the 1 

support underlying the growth rates used his DCF analysis.
149

 In addition, Mr. McKenzie 2 

forcefully rebuts Staff’s contention that long-term forecasts of GDP provide a reasonable guide 3 

to the growth rates that investors actually reference when they are evaluating utility common 4 

stocks,
150

 noting that: (1) long-term GDP growth rates are not commonly referenced in the 5 

investment community when evaluating individual stocks, (2) the difficulties in making long-6 

term forecasts make them of questionable value to investors, (3) actual growth rates for gas 7 

utilities violate the assumptions of Mr. Muldoon’s DCF model, (4) significant capital investment 8 

does not support an assumption that growth expectations for utilities will collapse to GDP, (5) 9 

the founder of the DCF model rejected reference to a generic long-term growth rate, (6) recent 10 

financial research disputes any link between GDP growth and stock market returns or earnings 11 

growth, and (7) other regulators have concluded that applying the DCF model using GDP growth 12 

results in a cost of equity “that does not satisfy the requirements of Hope and Bluefield.”
151

  13 

 With respect to the evaluation of outliers, Staff provides no reason to fault Mr. 14 

McKenzie’s elimination of implausible estimates, other than to speculate that “investors and 15 

fund managers would more likely screen carefully for a closer peer group.”
152

 As Avista has 16 

demonstrated, the flaws associated with Staff’s peer group evaluation are many and great.
153

 But 17 

more importantly, the issues of an appropriate peer group and the evaluation of DCF results are 18 

distinct. Mr. McKenzie’s evaluation of DCF estimates was based on the fundamental premise 19 
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that common stock investors require a higher return than debt holders because they assume 1 

greater risk, and this premise and the resulting test that he applied has been accepted by other 2 

regulators.
154

 Contrary to Staff’s position, reference to observable utility bond yields provides a 3 

concrete measure as to both the direction and magnitude of capital costs, and DCF estimates that 4 

are not sufficiently above this benchmark do not provide a reliable guide to investors’ required 5 

return and should be given no consideration.
155

 Indeed, while Staff criticized Mr. McKenzie’s 6 

elimination of illogical low end DCF estimates as one-sided, Mr. Muldoon also argued for 7 

“removal of the lower end of the modeling results” in performing his own analyses.
156

 In fact, 8 

there is only a tenuous relationship between the results of Mr. Muldoon’s DCF analyses and 9 

Staff’s ultimate recommendation. As Company witness Mr. McKenzie testified, Mr. Muldoon’s 10 

original ROE recommendation was above all of the results produced by his “Model X” 11 

application and exceeded all but five of the 30 DCF results summarized on Exhibit Staff/203, 12 

Muldoon/1. The fact that Mr. Muldoon was compelled to ignore the vast majority of his own 13 

modeling results contradicts his conclusion that “Staff’s results are unbiased and reasonable.”
157

 14 

 Finally, recognizing that the Commission has recently favored the multi-stage DCF 15 

model over the constant growth form, Company witness McKenzie offered an analysis patterned 16 

after the methodology accepted by the Commission in its Order No. 01-777,
158

 which Mr. 17 

Muldoon cited in his testimony.
159

 After eliminating a single result of 5.0%, which fell below the 18 

5.42% yield that investors could earn on bonds, this multi-stage approach resulted in an implied 19 
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cost of equity for a group of gas utilities with lower investment risks than Avista of 1 

approximately 9.8%.
160

  2 

2. Criticisms of Avista’s Alternative Methods are Baseless.   3 

 Staff’s raises two flawed assertions regarding the Company’s reliance on the risk 4 

premium approach; (1) an entirely unsupported assertion that the risk premium is “not a terribly 5 

reliable methodology,” and (2) that Federal Reserve monetary policies have somehow distorted 6 

risk premium results.
161

 But as Company witness McKenzie testified, contrary to Staff’s views, 7 

the risk premium approach is routinely referenced by the investment community and in academia 8 

and regulatory proceedings.
162

 Mr. McKenzie also refuted Staff’s claims regarding the impact of 9 

Federal Reserve Polices on Treasury yields, noting that his application of the risk premium 10 

approach was based on utility bond yields, not on the Treasury yields, and specifically accounted 11 

for the impact of changing bond yields on equity risk premiums.
163

 Indeed, Mr. McKenzie 12 

pointed out that Staff’s position deviates from that of recognized industry reference sources, 13 

which concluded that DCF results such as those relied on by Mr. Muldoon may be more 14 

vulnerable to peculiarities in capital market conditions than those produced by the risk premium 15 

approach,
164

 with other regulators relying on the risk premium method as a “check” on DCF 16 

results.
165

  17 

Staff’s only observation with respect to the ECAPM approach presented by Mr. 18 

McKenzie was their contention that this approach is not generally referenced.
166

 The testimony 19 

of Company witness McKenzie rebuts this assertion, providing citations to the financial literature 20 
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that supports the pedigree of this method.
167

 In contrast to Staff’s dismissal of this approach, the 1 

results of the ECAPM were endorsed as a superior method by the Staff of the MPSC and 2 

considered in the MPSC decision referenced in Mr. Muldoon’s own testimony.
168

 3 

 Finally, Staff faults Avista’s application of the CAPM based on their contention that the 4 

Company’s approach should have referenced 10-year Treasury bond yields as a risk-free rate and 5 

alleging that it employed an “overly-high” market risk premium.
169

 Company witness McKenzie 6 

refuted both of these criticisms. With respect to the use of 10-year Treasury notes as the basis for 7 

the risk-free rate, Mr. McKenzie established that the 30-year Treasury bond yield is a more 8 

appropriate benchmark because it provides closer alignment with the long-term expectations 9 

considered by common stock investors.
170

 This is consistent with Mr. Muldoon’s presumption 10 

that “a 30-year horizon is relevant for investors,”
 171

 as well as Staff’s own reference sources, 11 

which note that that, “The traditional thinking regarding the time horizon of the chosen Treasury 12 

security should match the horizon of whatever is being valued.”
172

  13 

Meanwhile, Staff’s complaints with respect to the market risk premium employed in 14 

Avista’s CAPM study are unfounded and unsupported, resting entirely on Mr. Muldoon’s 15 

interpretation of selected snippets from the “financial news,” and lacking theoretical or 16 

authoritative support.
173

 As Company witness McKenzie documented, Avista’s forward-looking 17 

methodology is consistent with the requirements of the CAPM model and the findings of other 18 

regulatory agencies.
174

 Moreover, the risk premium adopted in Staff’s application of the CAPM 19 

falls far below what is actually indicated by the historical record and Mr. Muldoon’s own 20 
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sources, and implies a market rate of return that falls below Staff’s ROE recommendation in this 1 

case.
175

 Considering that utilities are widely perceived to be less risky than the stock market as a 2 

whole, this end-result amply demonstrates the failings of Staff’s CAPM analysis, which should 3 

be given no weight.  4 

C. NWIGU/CUB Recommendations on ROE are Substantially Inadequate.  5 

While NWIGU/CUB correctly cite the standards for a just and reasonable ROE that 6 

govern the Commission’s decision in this case,
176

 they subsequently turn them on their head, 7 

arguing that Avista has failed to demonstrate that NWIGU/CUB’s ROE recommendation would 8 

“damage its credit ratings or substantially reduce investor confidence.”
177

 The Commission’s 9 

mandate under the Supreme Court’s guidance is not to determine an ROE that marks the fulcrum 10 

between a utility’s ability to sustain its current financial standing and a collapse in its credit 11 

ratings, and Avista has no burden to show that NWIGU/CUB’s recommendations would lead to 12 

such an outcome. In any event, contrary to their contention,
178

 and as discussed in response to 13 

Staff, Avista has provided detailed and thorough support for its requested ROE. Meanwhile, just 14 

like Staff, NWIGU/CUB has ignored conclusive evidence that their recommended 9.35% ROE is 15 

below what is required to meet the Supreme Court standards. As detailed above, Avista’s risks 16 

exceed those of the proxy utilities and other Oregon-jurisdictional utilities, which demands a 17 

higher ROE. NWIGU/CUB’s recommendation are inconsistent with this fundamental premise, as 18 

well as the capital market data cited earlier. 19 

NWIGU/CUB also grossly mischaracterize the magnitude of Avista’s requested 9.9% 20 

ROE, erroneously claiming that it represents a 400 basis point increase over the current 21 
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authorized ROE.
179

 In fact, the requested increase is 40 basis points, not 400.
180

 As noted earlier, 1 

Avista has documented that yields on utility bonds corresponding to Avista’s Baa rating have 2 

increased over 100 basis points since the Commission last approved an ROE for the Company,
181

 3 

making Avista’s 9.9% requested ROE in this case completely in line with changes in capital 4 

market conditions and the Hope and Bluefield standards cited by NWIGU/CUB.  5 

NWIGU/CUB’s criticisms of Avista’s evidence on technical grounds are equally 6 

misguided and inaccurate. First, contrary to NWIGU/CUB, Avista has fully supported 7 

consideration of the constant growth DCF model and the potential shortcomings of the multi-8 

stage DCF approach relied on by NWIGU/CUB through the testimony of Company witness 9 

Mr. McKenzie. Second, NWIGU/CUB are incorrect in stating that Avista “has not provided its 10 

own multi-stage DCF analysis.”
182

 In fact, as indicated above in response to Staff, Company 11 

witness Mr. McKenzie provided a multi-stage DCF model based on the same approach 12 

previously adopted by this Commission, which indicated a cost of equity of 9.8%.
183

 This result 13 

reflects investors’ requirements for a group of gas utilities with lower investment risks than 14 

Avista, which again supports the reasonableness of the 9.9% ROE requested by the Company is 15 

this case, and further indicates that NWIGU/CUB’s recommendation are simply too low. 16 

Similarly, NWIGU/CUB’s allegation that the Company’s analysis “cherry picks outlier results in 17 

its DCF model” is contrary to the evidence.
184

 Mr. McKenzie’s evaluation of DCF estimates was 18 

based on the fundamental premise that common stock investors require a higher return than debt 19 

holders, and testing DCF values against observable utility bond yields provides an objective 20 
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evaluation of their reasonableness. NWIGU/CUB provide no support for a finding that common 1 

equity investors would be willing to accept returns below what they could earn with relative 2 

certainty from long-term bonds, and such a finding would be contrary to economic logic. 3 

NWIGU/CUB’s criticism of Avista’s risk premium, ECAPM, and CAPM analyses were 4 

also fully rebutted by Company witness McKenzie.
185

 Specifically, the Company explained the 5 

distinction between Mr. Gorman’s flawed, backward-looking outlook and the forward-looking 6 

approach that is necessary to apply the ECAPM and CAPM methods in a manner that is 7 

consistent with their underlying assumptions.
186

 Mr. McKenzie highlighted NWIGU/CUB’s 8 

mischaracterization of the size adjustment applied in the context of the ECAPM and CAPM 9 

methods, and documented the necessity of the adjustment on practical and theoretical grounds.
187

 10 

Similarly, Avista has responded to the failings of Mr. Gorman’s risk premium study, which 11 

subjectively ignored available data and failed to account for the established interrelationship 12 

between changes in bond yields and equity risk premiums.
188

 While NWIGU/CUB reject any 13 

reference to data concerning required returns on non-utility companies,
189

 such information 14 

forms the bedrock of the Supreme Court standards, and is a valid consideration in evaluating the 15 

end result of the regulatory process.
190

 Finally, while NWIGU/CUB urge the Commission to 16 

ignore the impact of flotation costs in determining a just and reasonable ROE, their position is 17 

inconsistent with the findings of the financial literature and the economic requirements 18 

underlying a fair ROE;
191

 a position on which Mr. Muldoon agrees.
192

 19 

D. NWIGU/CUB’s Recommended Capital Structure is Inconsistent With the Facts and 20 
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Should be Rejected.  1 

Company Witness McKenzie employed a common equity ratio of 50% as a reasonable 2 

level of capitalization for Avista. Staff Witness Muldoon proposes a 49.86% equity capital 3 

structure (which, when rounded, is largely consistent with the Company’s 50% equity 4 

component).
193

 Witness Gorman, on behalf of CUB and NWIGU, however, proposes a much 5 

lower 48.5% equity component.
194

  6 

While NWIGU/CUB imply that their capital structure accurately reflects the basis upon 7 

which Avista finances its investment in utility plant,
195

 this contention is inaccurate for several 8 

reasons. First, in contrast to Mr. Gorman’s flawed calculations, as documented in the testimony 9 

of Company witness Mr. Thies, Avista’s actual capital structure at September 30, 2015 was 10 

composed of 49.25% debt and 50.75% common equity.
196

 Second, NWIGU/CUB’s 11 

disingenuously claim that Mr. Gorman’s removal of goodwill should be countenanced because 12 

his figure “is clearly from the Company’s Securities and Exchange Commission (“SEC”) 13 

consolidated balance sheet.”
197

 NWIGU/CUB misses the point. Avista does not take issue with 14 

the source or amount of goodwill referenced by Mr. Gorman. Rather, as the Company 15 

documents, there is no basis to “adjust out” this goodwill balance because it was never included 16 

in computing Avista’s common equity balance for purposes of this rate proceeding.
198

 Third, 17 

NWIGU/CUB’s claim that the equity cushion provided by non-utility investments has not been 18 

shown to provide benefits should be rejected.
199

 Ironically, NWIGU/CUB’s own witness Mr. 19 

Gorman cites the positive attributes of Avista’s current credit ratings,
200

 while encouraging the 20 
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Commission to disavow this very same factor in its evaluation of the Company’s capital structure 1 

in this case. As Company witness Mr. Thies testified,
201

 the equity that Mr. Gorman would 2 

inappropriately exclude from consideration is considered by the rating agencies in their 3 

evaluation of the Company’s credit standing, and supports the very same credit ratings touted by 4 

Mr. Gorman as evidence of Avista’s healthy financial position.  5 

NWIGU/CUB also inaccurately characterize the testimony of their own witness, 6 

implying that Mr. Gorman did not rely on capital structure ratios approved in Avista’s 7 

Washington jurisdiction as support for his recommendation here.
202

 In fact, Mr. Gorman 8 

specifically referenced the 48.5% common equity ratio approved in a partial settlement of the 9 

Company’s most recent rate proceeding in Washington as a key factor supporting his 10 

recommendation.
203

 But as both Avista and Staff have recognized, this is inconsistent with 11 

Commission policy.
204

 After backing out the 3.22% short-term debt balance referenced in the 12 

Company’s Washington proceeding,
205

 the resulting common equity ratio comparable to this 13 

Commission’s practice on this issue is 50.1%.
206

 This fully supports the recommendations of the 14 

Company and Staff in this proceeding, and further undermines NWIGU/CUB’s arguments. 15 

Apart from this mischaracterization, NWIGU/CUB’s attempt to portray its 48.5% 16 

common equity ratio as being consistent with other ratemaking capital structures entirely ignores 17 

industry standards established by other gas utilities that Avista must compete with for capital 18 

investment. As Company witness Mr. McKenzie documents, his group of gas distribution 19 

utilities maintained an average common equity ratio at year-end 2014 of 51.4%, which is 20 
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Q. What is Staff’s adjustment and how did you arrive at it? 1 

A. Staff recommends removing approximately $30 million from the Company’s 2 

capital additions. This adjustment is in addition to the specific adjustment for 3 

Project Compass recommended by Ms. Johnson, who recommends a $1.3 4 

million reduction. 5 

  Staff arrives at this adjustment of $30 million by setting a target for growth of 6 

net utility plant of 7.75 percent, which equates to a rate base addition of 7 

approximately $16.4 million. This results in a $31.3 million overall reduction in 8 

capital projects. From this amount, I subtract the $1.3 million adjustment to 9 

Project Compass made by Ms. Johnson in Staff/300. This leaves a $30 million 10 

adjustment to the overall capital budget. 11 

     12 

 13 

 Please refer to Exhibit Staff/606 Excel workpapers for the details of my 14 

recommended adjustment. 15 

Q. Does this conclude your testimony? 16 

A. Yes. 17 

7.75% Historical RB growth
$210,751,974 2014 Net Utility Plant

$47,658,000 UG 288 Avista Capital forecast
($16,333,278) 2014 net plant * 7.75%
($31,324,722) Total Staff Adjustment
($1,300,000) Project Compass Adjustment - J. Johnson

($30,024,722) Net Staff Adjustment - M. Moore

Capital addition adjustment

Appendix A (Page 1 of 5)



Page 4 UG 288 Exhibit 606 MOORE Workpapers

Avista UG 288
Test Year Ending December 31, 2016

OOO's of Dollars

Staff adjustments for programmatic capital projects reflect an allowance for the yearly averages of spending in 2010-2014.

Adjustments for certain discrete projects such as website redevelopment, and campus restructuring reflect staff questions

regarding the prudence of the cost, as well as the extent of benefit to customers. In the Company's 2014 IRP, approved in

February of 2015, indicates the East Medford Reinforcement project is not immediately needed, and is slated to come on

line in 2018.

Growth distribution projects were disallowed absent a showing of need. The IRP indicates relatively flat demand for the
next few years, and forecast data in the response to DR 193 shows a decrease in the number of customers from 2013-2015.

Description/Account No.
Utility Plant -101
2277 SCADA Upgrade

5005- Tech Refresh

5006" Tech Expansion
5010-Enterprise Bus. Continuity

5014-Enterprise Security Sys
5106-Next Gen Radio

5121- Microwave 2 Fiber Repl
5138- Project Compass

5143-Website redev
5144-Mobility in Field
7000-Transport Equip
7001-Structures & imp
7003-Office Furniture

7005-Stores Equip
7101-COFHVAC

7126-LT Campus Re-struc
7131-LT Campus Re-struc PHf]

7200-Craft training
Total

1001-Gas Revenue Growth
1050-Gas meters Growth

1051-Gas regulators growth
1053-GasERT growth

3000-Gas Reinforce-minor

3001-Repl deteriorated system
3002-Regulator reiiability

3003-Gas Repl-Street&Hwy
3005-Gas distr. Non-revenue

3006-Overbuilt pipe repl
3007-isolated stee!

3008-Aldyl-A pipe repi.
3203-E Medford reinforcemnt
3303-Ladd Canyon Gate upg

3307-Bonanza Gate move

Jackson Prairie storage
Total

Distribution Capital - 201G
1001-Gas Revenue Growth
1050-Gas meters Growth

1051-Gas regulators growth

1053-GasERT growth
Total

j Company Filing J
Total

Company

$1,020
$ 21,379
$ 7,431
$ 649
$ 5,400
$ 4,200
$ 2,755
$ 95,386
$ 7,038
$ 420
$ 7,834
$ 3,400
$ 1,200
$ 648
$ 10,979
$ 5,000
$ 2,000
$ 121

$ 13,545
$ 1,880
$ 330

$678
$ 1,481
$ 1,000
$ 947
$ 4,827
$ 6,002
$ 900
$ 3,450
$ 18,317
$ 5,000
$ 1,650
$ 600
$ 1,356

-OR-

Allocated

89
$ 1,860
$ 647
$ 56
$ 470
$ 365
$ 240
$ 8,300
$ 612
$ 37
$ 959
$ 296
$ 104
$ 56
$ 955
$ 435
$ 174
$ 11

$ 3,846
$ 658
$ 52
$ 237
$ 761
$ 1,000
$ 387
$ 3,477
$ 3,602
$ 828
$ 850
$ 6,298
$ 5,000
$ 1,650
$ 600
$ 131

$ 1,720
$ 154
$ 11
$ 165

Staff
Total OR"

Company Allocated

0

$ 157
$
$

$
$

$ 3

$ 500
$ 85
$ 7
$ 31

$ 701
$ 260
$ 1,500
$
$
$ 200
$ 5.164

0
$ 93
$
$

$
s

Adjustment
Total

Company
OR-

Allocated

$ (89)
$ (1,860)
$ (647)
$ (56)
$ (313)
$ (365)
$ (240)
$ - [a]
$ (612)
$ (37)
$ (959)
$ (296)
$ (104)
$ (56)
$ (955)
$ (435)
$ (174)
$ (8)
$ (7,117)

$ (3,346)
$ (573)
$ (45)
$ (206)
$ (761)
$ (299)
$ (127)
$ (1,977)
$ (3,602)
$ (828)
$ (650)
$ (1,134)
$ (5,000)
$ (1,557)
$ (600)
$ (131)
$ (20,836)

$ (1,720)
$ (154)
$ (11)
$ (165)
$ (2,050)

TOTAL Adjustment $ (30,003)

Page 1 of 1 S-8 Adjustment
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