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Q. PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND 1 

OCCUPATION. 2 

A. My name is Bryan Conway.  My business address is 550 Capitol Street 3 

NE, Suite 215, Salem, Oregon 97301-2551.  I am employed by the Public 4 

Utility Commission of Oregon (OPUC) as the Program Manager of the 5 

Economic and Policy Analysis Section in the Economic Research and 6 

Financial Analysis Division. 7 

Q. ARE YOU THE SAME BRYAN CONWAY WHO SPONSORED 8 

STAFF/1100 AND STAFF/1200?   9 

A. Yes.  My Witness Qualifications Statement is found on Exhibit Staff/1101, 10 

Conway/1.   11 

Q. HAVE YOU PREPARED AN EXHIBIT? 12 

A. Yes, I have prepared Staff Exhibit 1301 consisting of 90 pages. 13 

Q. WHAT IS THE PURPOSE OF THIS TESTIMONY? 14 

A. The purpose of my testimony is to review Portland General Electric’s 15 

(PGE or Company) rebuttal testimony regarding its risk positioning model 16 

(RPM).     17 

 18 

Summary Recommendation 19 

Q. WHAT IS YOUR SUMMARY RECOMMENDATION? 20 

A. I recommend the Commission reject PGE’s risk positioning model 21 

because it is rife with infirmities.  PGE testifies its data set has no logical 22 

grouping and does not lend itself to statistical testing.  PGE testifies that 23 
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its RPM omits relevant factors and therefore likely suffers from omitted 1 

variable bias.  PGE admits that bias is a serious concern.  PGE admits 2 

that it provided no evidence that Treasury rates are the most important 3 

factor in determining the cost of equity.  PGE performs no tests of the 4 

predictive power of its RPM.  And, finally, PGE confirms that the R2, 5 

adjusted R2, and t-statistics contained in its regression output are 6 

fallacious.     7 

 8 

PGE’s Risk Positioning Model 9 

Q. PLEASE DESCRIBE PGE’S RISK POSITIONING MODEL (RPM). 10 

A. PGE uses regression analysis as one of its methods of estimating its 11 

required return on equity.  Specifically, PGE regresses differences 12 

between historic cost of equity decisions from regulatory agencies across 13 

the United States, and a lagged treasury or corporate bond rate against 14 

the same lagged treasury or corporate bond rate.   15 

Q. WHAT CONCERNS DID YOU IDENTIFY IN STAFF/100 REGARDING 16 

PGE’S APPLICATION OF ITS RPM? 17 

A. In Staff/1100, I identified two major concerns with PGE’s RPM.  First, 18 

PGE’s RPM appears to be misspecified.  By misspecified, I mean PGE’s 19 

model appears to lack some relevant variables.  Second, the RPM’s 20 

statistically significant results are likely fallacious due to the circular logic 21 

used by PGE when it set up its regression analysis.  I also identified three 22 

additional concerns of lesser magnitude.  First, PGE did not perform basic 23 
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statistical tests to check for problems present in either cross-sectional or 1 

time series analysis.  Second, the analysis PGE relied upon to determine 2 

the lag it would assume for Treasury rates was not reproducible and likely 3 

not correctly done.  Third, the data relied upon by PGE contains errors 4 

and is not consistent with PGE’s testimony.   5 

Q. OF THE CONCERNS YOU IDENTIFIED, WHICH CONCERNS DID PGE 6 

ADDRESS BY MODIFYING ITS RPM?   7 

A. PGE testifies that it modified its RPM in response to my second and third 8 

concerns of lesser magnitude.  These concerns were that there were 9 

obvious data errors in the RPM and PGE was unable to provide 10 

justification for its assumed lag.   11 

Q. PLEASE DISCUSS PGE’S MODIFICATION TO ITS RPM BASED ON 12 

THE DATA ERRORS YOU IDENTIFIED.   13 

A. PGE claims that it reviewed all of the return on equity decisions in its data 14 

set and found that the only errors were in Oregon decisions.  (See UE 180 15 

– UE 181 – UE 184/PGE/2000, Hager-Valach/63, lines 10-12.)  Assuming 16 

PGE’s review was thorough; I no longer consider this a concern.  I now 17 

conclude that PGE’s RPM is not valid irrespective of the accuracy of 18 

PGE’s data set.     19 

Q. PLEASE DISCUSS PGE’S NEW ANALYSIS REGARDING THE 20 

OPTIMAL LAG FOR ITS RPM.   21 

A. PGE confirmed its choice of optimal lag using more acceptable techniques 22 

than simply attempting to maximize R2.  However, PGE’s discussion leads 23 
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me to believe that PGE may be confused about the purpose of the 1 

specification criteria tests it conducted.   2 

Q. PLEASE EXPLAIN.   3 

A. PGE seems to imply that the use of the Akaike Information Criteria (AIC) 4 

and Schwarz/Bayesian Information Criteria (BIC) will identify the best 5 

predictive model (or perhaps chooses the model that is best at explaining 6 

and predicting).  PGE states that the AIC and BIC tests balance the needs 7 

of a predictive model and a model that explains to “maximize a model’s 8 

usefulness.”  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-9 

Valach/62, lines 12-13.) 10 

Q. DID PGE CONDUCT ANY TESTS OF ITS RPM’S PREDICTIVE 11 

POWER?   12 

A. No.  The AIC and BIC criteria are tests for goodness of fit, not predictive 13 

power.  PGE appears to agree when it testifies that the AIC and BIC 14 

criteria are “analogous to fitting using R2 or an adjusted R2.”   (See UE 180 15 

– UE 181 – UE 184/PGE/2000, Hager-Valach/62, lines 16-17.) 16 

Q. DID YOU RAISE A CONCERN REGARDING THE LACK OF ANY 17 

TESTS OF THE PREDICTIVE POWER OF PGE’S RPM IN YOUR 18 

DIRECT TESTIMONY?   19 

A. Yes.  At Staff/1100, Conway/11, line 19, through Conway/12 line 7, I 20 

stated, 21 

Q. DO YOU HAVE CONCERNS ABOUT PGE’S USE OF R-22 
SQUARED FOR DETERMINING THE APPROPRIATE LAG?   23 

 24 



Docket UE 180 Staff/1300 
Conway/5 

  

A. Yes, while it may be intuitively compelling to use the R-squared to 1 
assist in model selection, it is not generally the best tool.  The R-2 
squared is backward looking and helps one to understand how 3 
much of the “history” or variation of the dependent variable the 4 
model can explain.  A more pertinent question for this model is how 5 
well the model can predict a future authorized return on equity 6 
given current interest rates.   7 

 8 
Q. DID PGE CONDUCT ANY TESTS OF THE RPM’S PREDICTIVE 9 

POWER?   10 
 11 
A. No.  See PGE’s response to Staff Data Requests Nos. 209 and 210 12 

attached as Staff/1102, Conway/21-22. 13 
 14 

Q. DO YOU HAVE ANYTHING ELSE YOU WOULD LIKE TO ADD?   15 

A. PGE seems undecided regarding the purpose of its RPM.  Is it intended to 16 

predict an appropriate commission decision regarding ROE?  Or, is it 17 

intended to explain past commission decisions regarding ROE?  There is 18 

a fundamental difference in these questions, a point with which PGE 19 

seems to agree (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-20 

Valach/62 lines 10-12.)  Nonetheless, PGE is ambiguous about which of 21 

these functions the model is intended to perform.  22 

For example, PGE clarifies the use of its RPM at UE 180 – UE 181 – 23 

UE 184/PGE/2000, Hager-Valach/57, line 17, when PGE, with respect to 24 

its RPM states, “[t]he real question is how well does the model explain.”  25 

However, at UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/53, 26 

lines 18-19, PGE states that its RPM estimates “what investors might 27 

expect from a commission for an authorized ROE.”  At UE 180 – UE 181 – 28 

UE 184/PGE/2000, Hager-Valach/59, lines 10-11, PGE states that the 29 

purpose of the RPM is to “uncover the long-term or “steady-state” risk 30 
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premium” that “investors would expect in a Commission decision 1 

regarding authorized ROE.”  Both of these latter statements seem to imply 2 

that PGE intends for its RPM to predict outcomes rather than explain 3 

historic information.   4 

This intention is also implicit in PGE’s testimony supporting its 5 

conclusion that a single lagged Treasury rate is optimal.  In this testimony, 6 

PGE implies its model is for predicting rather than explaining when it 7 

discusses the differences between models that have “easy forecasting 8 

ability but low accuracy” with models with “many variables” that “fit the 9 

data extremely well, [but] it has little forecasting use.”  (See UE 180 – UE 10 

181 – UE 184/PGE/2000, Hager-Valach/62, lines 10-14.)  PGE further 11 

explains that it opted for its single-lag RPM model because, “the downside 12 

of models which rely on multiple lags is that for forecasting purposes one 13 

must either project all changes (likely by trending) or assume constancy.  14 

For our purposes, we adopted the model using lags between one and 15 

twelve months which minimized AIC and BIC.  We then assumed constant 16 

rates on future corporate and treasury bonds in order to estimate ROE.”  17 

(See UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/63, lines 1-5.) 18 

Finally, notwithstanding testimony in which PGE implies the model is 19 

intended to predict or forecast the risk premium that investors would 20 

expect in a Commission decision regarding authorized ROE, PGE 21 

concludes that its “model is intended to provide only guidance to the 22 

Commission, and does not attempt to tell the Commissions what 23 
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authorized ROE must be granted.”  (See UE 180 – UE 181 – UE 1 

184/PGE/2000, Hager-Valach/56, lines 7-8.)  Further, in response to Staff 2 

Data Request No. 632 attached as Staff/1301, Conway/1, PGE states, 3 

“[t]he model does not attempt to forecast or predict future cost of equity 4 

decisions.”  However, at UE 180 – UE 181 – UE 184/PGE/2000, Hager-5 

Valach/54, lines 13-14 PGE seems to imply that the RPM should be relied 6 

upon by the Commission for setting the cost of equity when it states, 7 

“[f]irst, the Risk Positioning model does not tell any commission what 8 

authorized ROE to grant any more than the DCF or CAPM or any other 9 

model tells the commissions.”   10 

Q. HOW DID PGE RESPOND TO YOUR OTHER CONCERN REGARDING 11 

THE LACK OF ANY BASIC STATISTICAL TESTS?   12 

A. PGE responds that they do not have a “full cross-sectional time series 13 

data set.”  With respect to the cross-sectional data, PGE states that they 14 

have “some cross-sectional data, but not for all the jurisdictions in any 15 

month.”  With respect to the time-series data, PGE states that they have 16 

“some time series data, but not consistently for any jurisdiction.”  With 17 

respect to whether they should have performed cross-sectional statistical 18 

tests, PGE responds, “[n]o.  There is no logical grouping to the data.”  19 

With respect to whether they should have performed time-series statistical 20 

tests, PGE responds “[n]o.  There is no logical grouping to the data.”  (See 21 

UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/61, lines 11-20.) 22 

Q. DOES THIS ALLEVIATE YOUR CONCERNS REGARDING THE LACK 23 
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OF BASIC STATISTICAL TESTS?   1 

A. No.  PGE seems to imply that its data set is so limited that statistical 2 

testing would be meaningless.  What is surprising is that while PGE claims 3 

its data set does not lend itself to statistical testing, PGE claims that the 4 

statistical results from the applying its RPM to the data are “quite good for 5 

a pooled-cross sectional regression[,]” and that its “model has the 6 

expected signs on our coefficients and significant t-statistics.”  (See UE 7 

180 – UE 181 – UE 184/PGE/2000, Hager-Valach/56, line 21 through 8 

Hager-Valach/57, line 2.)  In response to Staff Data Request 563 attached 9 

as Staff/1301, Conway/2, PGE further states that it also relied upon R2 to 10 

support its assertion that the RPM’s statistical results were “quite good.”  11 

However the R2 is the same statistic PGE testifies is erroneously 12 

calculated in its RPM model.  (See UE 180 – UE 181 – UE 184/PGE/2000, 13 

Hager-Valach/A-4.)  Further, PGE’s point estimate and 95% confidence 14 

interval for PGE’s 1-month lag RPM found at UE 180 – UE 181 – UE 15 

184/PGE Exhibit 2003, Hager-Valach/1, is 11.35 +/- 0.44.  I find it a bit 16 

incredible that PGE can obtain such precise estimates from a data set that 17 

PGE states does not lend itself to basic statistical testing and has “no 18 

logical grouping” either across time or across jurisdictions.  Finally, I 19 

question what use PGE is suggesting the Commission make of this result 20 

based on PGE’s belief that the RPM does not forecast or predict future 21 

cost of equity decisions.   22 

Q. WHAT TYPES OF PROBLEMS WOULD BASIC STATISTICAL TESTS 23 
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CHECK FOR?   1 

A. In its simplest terms, the tests would determine if the relationship between 2 

authorized ROEs and Treasury rates are stable over time and across 3 

jurisdictions (are the parameters stable).  Additionally, the tests would 4 

determine if the variations of the estimates vary across either time or 5 

jurisdiction (e.g., does the model suffer from either heteroskedasticity or 6 

autocorrelation?).  These basic statistical tests are generally performed to 7 

see if it is reasonable to assume that the model reflects the assumptions 8 

embedded in standard regression analysis.   9 

Q. I THOUGHT PGE ARGUES THAT WE ARE NEVER IN A WORLD 10 

WHERE ALL OF THE STANDARD ECONOMETRIC ASSUMPTIONS 11 

HOLD.  DOES THIS ALLEVIATE THE NEED FOR THE STATISTICAL 12 

TESTS YOU MENTION?   13 

A. No.  PGE states that its RPM “follows standard regression theory and 14 

practice.”   (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/54, 15 

line 3.)  PGE has not created something new that is no longer bound by 16 

basic econometric fundamentals.  It does not seem reasonable for PGE 17 

“following standard regression theory and practice” to claim that it does 18 

not need to abide by standard regression practice by checking its data for 19 

basic problems that may cause violations of standard regression theory.   20 

Q. HOW DID PGE RESPOND TO YOUR FIRST MAJOR CONCERN THAT 21 

ITS RPM IS LIKELY MISSPECIFIED AND SUFFERS FROM OMITTED 22 

VARIABLE BIAS?   23 



Docket UE 180 Staff/1300 
Conway/10 

  

A. PGE admits that its model lacks relevant factors considered by 1 

commissions in authorizing ROEs.  (See UE 180 – UE 181 – UE 2 

184/PGE/2000, Hager-Valach/57, lines 18-19.)  PGE further admits that 3 

bias is a concern.  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-4 

Valach/58, line 4.)  However, PGE testifies that “Staff is under the 5 

mistaken belief that any model should contain all possible explanatory 6 

factors.”  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/57, 7 

line 14-15.)  PGE also testifies that it is more concerned about “over 8 

specifying” its RPM and testifies that “we must show prudence before 9 

adding variables to the model at random without a strong theoretical 10 

background for such an addition.”  (See UE 180 – UE 181 – UE 11 

184/PGE/2000, Hager-Valach/58, line 4-8.)  In support of PGE’s concern 12 

regarding over specification of its RPM, PGE cites a paper from Dr. Kevin 13 

Clarke from the Conflict Management and Peace Science Journal.   14 

Q. DO THESE ARGUMENTS ALLEVIATE YOUR CONCERNS 15 

REGARDING OMITTED VARIABLES IN THE RPM?   16 

A. No.  I never recommended “adding variables to the model at random” as 17 

PGE suggests I did.  Nor, as PGE is aware, did I testify that that any 18 

model should contain all possible explanatory factors.  (See PGE’s 19 

response to Staff Data Request No. 566 attached as Staff/1301, 20 

Conway/53.)  I did testify that PGE’s model should be developed from a 21 

sound, defensible theory that describes a causal relationship between 22 

ROE decisions and other relevant variable(s).  (See Staff/1100, 23 
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Conway/11, lines 16-18.) 1 

Q. WHAT DOES DR. CLARKE CONCLUDE IN HIS PAPER THE 2 

PHANTOM MENACE:  OMITTED VARIABLE BIAS IN ECONOMETRIC 3 

RESEARCH?   4 

A. Dr. Clarke concludes that, under certain circumstances, adding a relevant 5 

variable may increase the bias present in a model.  Dr. Clarke concludes, 6 

that omitted variable bias is a “serious problem” but, since we likely never 7 

find ourselves in a situation where we have a perfectly specified model; 8 

the problem has been overblown by quantitative political scientists.   9 

Q. DOES DR. CLARKE PROVIDE ANY SOLUTIONS?   10 

A. Yes, in Dr. Clarke’s paper titled, Return of the Phantom Menace:  Omitted 11 

Variable Bias in Econometric Research concludes that formal sensitivity 12 

analysis may be one potential solution.  Dr. Clarke writes, 13 

“The goal of formal sensitivity analysis is to provide a sense of how 14 
large an effect an omitted variable or variables would have to have in 15 
order to invalidate a finding. That is, sensitivity analysis provides a 16 
quantitative statement that in order to explain away a particular 17 
association, one would need a hidden bias of a certain size.” 18 

 19 
Q. DO YOU HAVE ANYTHING ELSE YOU WOULD LIKE TO ADD 20 

REGARDING DR. CLARKE’S PAPERS?   21 

A. Yes.  After reviewing both of Dr. Clarke’s papers mentioned in this 22 

testimony, I conclude that Dr. Clarke is concerned with quantitative 23 

political scientists throwing in too many variables without taking into 24 

account the ramifications.  I do not conclude that Dr. Clarke advocates for 25 

simply choosing a single variable model over a carefully designed model 26 
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specification guided by theory.   1 

Q. DO YOU HAVE ANYTHING ELSE YOU WOULD LIKE TO ADD 2 

REGARDING HOW POLITICAL SCIENTISTS VIEW OMITTED 3 

VARIABLE BIAS?   4 

A. Yes.  Dr. Clarke presented his paper Phantom Menace:  Omitted Variable 5 

Bias in Econometric Research at Peace Science Society Meeting 2004 6 

Panel on Control Variables, Specification, and Knowledge Accumulation.  7 

At this meeting another paper was presented by Christopher H. Achen 8 

where Dr. Achen states that construction of a formal theory is a key 9 

component of proper model specification.  The following excerpt sheds 10 

light on Dr. Achen’s recommendations:   11 

What should the supporting argument for a statistical specification 12 
consist of?  As I argued above, giving credibility to statistical 13 
specification, linear or otherwise, requires at least one of these two 14 
supports—either a formal model or detailed data analysis. In the first 15 
case, researchers can support their specifications by showing that they 16 
follow as a matter of rigorous mathematical inference from their formal 17 
model. This is always the most impressive support that a statistical 18 
model can receive. Though one has to guard against the risk of 19 
compounding any limitations in the formal model, nonetheless, 20 
integrating formal theory and statistical model puts to rest a host of 21 
uncertainties about the specification.  22 

 23 
When no formal theory is available, as is often the case, then the 24 

analyst needs to justify statistical specifications by showing that they fit 25 
the data.  That means more than just “running things.” It means careful 26 
graphical and crosstabular analysis. Is the effect really there in all parts 27 
of the data?  Does it actually work the same way for all the 28 
observations? Are there parts of the data in which the competing 29 
hypotheses imply opposite results, so that we can carry out the critical 30 
test? And if we intend to apply a linear model with constant 31 
coefficients, are the effects really linear and the same size in all the 32 
parts of the data. Show us! If we have not discussed and answered 33 
these questions in our articles, no one should believe our work. In 34 
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other words, we have to think a little more like an experienced chef 1 
adjusting the broth as he cooks, and less like a beginner blindly 2 
following the recipe whether it suits the ingredients at hand or not. 3 

 4 

Q. HAVE POLITICAL SCIENTISTS DISCOVERED A FLAW IN 5 

ECONOMISTS’ APPLIED WORK?   6 

A. No.  Concerns regarding model specification are well known in the 7 

econometric text books.  For example, Peter Kennedy in his Guide to 8 

Econometrics (2nd edition) states,  9 

To avoid these problems a researcher usually trys to determine the 10 
correct set of explanatory variables.  The first and most important 11 
ingredient in such a search is economic theory.  If economic theory 12 
cannot defend the use of a variable as an explanatory variable, it 13 
should not be included in the set of potential independent variables.  14 
Such theorizing should take place before any empirical testing of the 15 
appropriateness of potential independent variables; this guards against 16 
the adoption of an independent variable just because it happens to 17 
‘explain’ a significant portion of the variation in the dependent variable 18 
in the particular sample at hand.  p. 69 19 

 20 

 Further, Peter Kennedy states,  21 

A specification search is best undertaken by beginning with a general 22 
unrestricted model then systematically simplifying it in the light of the 23 
sample evidence.  This approach (deliberate ‘overfitting’) is preferred 24 
to/has more power than a search beginning with a very simple model 25 
and expanding as the data permit.  p. 68 26 

 27 

Q. DID PGE CONSIDER ADDING ANY ADDITIONAL VARIABLES 28 

BESIDES TREASURY RATES TO ITS RPM? 29 

A. No.  See PGE’s response to Staff Data Request 631, attached as 30 

Staff/1301, Conway/54.   31 

Q. DOES PGE OFFER ANY OTHER SUPPORT FOR ITS RPM?     32 
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A. Yes.  PGE states that its RPM has been “used by several witnesses in 1 

several jurisdictions.”  (See PGE’s Response to Staff Data Request No. 2 

559 attached as Staff/1301, Conway/55.) 3 

Q. HOW DO YOU RESPOND?     4 

A. PGE identified only one witness who has not testified in support of an 5 

RPM in Oregon.  That witness was Mr. Slade Cutter from Texas.  I 6 

contacted Mr. Cutter and was told that he abandoned the RPM approach 7 

in 1994.   8 

Q. HOW DID PGE RESPOND TO YOUR SECOND MAJOR CONCERN 9 

THAT THE STATISTICAL RESULTS OF PGE’S RPM ARE 10 

FALLACIOUS?   11 

A. My demonstration of how PGE’s RPM design results in fallacious 12 

statistical results consisted of running two regressions based on random 13 

numbers.  First, I ran a regression of one random variable on the other 14 

and found no relationship.  Second, I ran a regression of the difference 15 

between the two random variables regressed on one of the random 16 

variables to simulate the RPM’s model design.  I will refer to the latter 17 

regression as the pseudo RPM.  PGE makes a slight modification to my 18 

analysis and reports the adjusted R2 from my model runs, rather than the 19 

R2 for both the regression of random variables and the pseudo RPM.  20 

However, this does not change the conclusions from my model runs.  PGE 21 

next reports the adjusted R2 from my regression of one random variable 22 

on the other and shows, as Staff found, that there is no relationship.  23 
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However, PGE asserts that this is evidence that its RPM is correctly 1 

specified.  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/60, 2 

lines 12-21.) 3 

  Additionally, PGE testifies that its model is identical to another “variant” 4 

of the RPM.   5 

Q. PLEASE DISCUSS PGE’S LAST POINT THAT ITS RPM IS 6 

EQUIVALENT TO ANOTHER VARIANT OF THE RPM?   7 

A. PGE demonstrates that its RPM equation is mathematically equivalent to 8 

the equation (1):  εβα +∗+= TROE  where ROE is the authorized return 9 

on equity and T is a lagged treasury rate.  PGE then demonstrates that 10 

the results of this model have reasonably high R2 and significant t-11 

statistics.  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-Valach/59, 12 

lines 4-9.) 13 

Q. DO YOU AGREE?   14 

A. Yes.  This more straightforward equation contains all of the information 15 

that PGE’s RPM contains.  Further, the “predicted values” or estimates of 16 

ROE based on various Treasury rates are identical between this more 17 

straight forward regression equation and PGE’s RPM.   18 

 Q. ARE THERE DIFFERENCES BETWEEN THE RESULTS OF THESE 19 

TWO MODELS?   20 

A. Yes.  While the estimates of ROE, given different Treasury rates, from the 21 

two models are identical, the reported values for R2, adjusted R2, and the 22 

t-statistic for the coefficient on the Treasury rate are not.  This is what I 23 
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referred to in Staff/1100, when I stated that PGE’s statistical results are 1 

fallacious. 2 

Q. DOES PGE RELY UPON THESE FALLCIOUS STATISTICAL RESULTS 3 

IN ITS DEFENSE OF ITS RPM?   4 

A. Yes.  PGE explicitly uses these flawed statistics to support its claims that 5 

the statistical results from applying its RPM to the data are “quite good for 6 

a pooled-cross sectional regression.  Our model has the expected signs 7 

on our coefficients and significant t-statistics.”  (See UE 180 – UE 181 – 8 

UE 184/PGE/2000, Hager-Valach/56, line 21 through Hager-Valach/57, 9 

line 2.)  Further, when PGE recommends the Commission utilize its RPM 10 

results, it is implicitly drawing on the confidence interval surrounding its 11 

forecast of the ROE, which is based on these same statistical tests.   12 

Q. PGE DEMONSTRATES THAT THE MORE STRAIGHT FORWARD 13 

MODEL HAS A HIGH R2 AND SIGNIFICANT T-STATISTICS, DOES 14 

THAT VALIDATE THE RPM? 15 

A. No.  While equation 1 would not suffer from fallacious statistical results 16 

due to circular reasoning (as I demonstrated using randomly generated 17 

data), it would still likely suffer from omitted variable bias (i.e., there are 18 

factors considered by this Commission and commissions around the 19 

country that could rightfully be included in the regression analysis).     20 

Q. PGE CLAIMS ITS TECHNICAL APPENDIX DEMONSTRATES ITS RPM 21 

HAS EQUIVALENT STATISTICAL RESULTS LIKE THE MORE 22 

STRAIGHT FORWARD EQUATION 1, HOWEVER YOU REACH THE 23 
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OPPOSITE CONCLUSION, PLEASE EXPLAIN.     1 

A. PGE’s technical appendix concludes that the R2 do not match when you 2 

convert the straight forward equation 1 into PGE’s RPM model.  (See UE 3 

180 – UE 181 – UE 184/PGE/2000, Hager-Valach/A-4, lines 3-16.)  4 

Further, PGE demonstrates that the reported t-statistics on the Treasury 5 

rate across all five RPM estimates found at UE 180 – UE 181 – UE 6 

184/PGE Exhibit 2003, Hager-Valach/1-3, and all 34 RPM estimates found 7 

at UE 180 – UE 181 – UE 184/PGE Exhibit 2019, Hager-Valach/1-21 are 8 

inappropriate.  (See UE 180 – UE 181 – UE 184/PGE/2000, Hager-9 

Valach/A-4, lines 6-17.)  What is troubling is that while PGE readily admits 10 

these statistical results are not accurate; these are the exact statistics that 11 

they report in testimony to the Commission in support of its RPM.   12 

Q. PGE CLAIMS THAT USING ITS AIC TEST AS A PROXY FOR R2 13 

PROVES THAT “THE TWO VARIANTS OF THE RISK POSITIONING 14 

MODEL ARE EQUIVALENT FROM THE AIC STANDPOINT” AND 15 

LENDS SUPPORT FOR ITS RPM.  DO YOU AGREE?     16 

A. No.  The equivalency of the AICs is due to the way PGE has set up its 17 

equation and does not support its assertion that the RPM specification is 18 

justified based on the underlying more straight forward model.  As an 19 

example, I have run 10 regressions relying on 500 newly generated 20 

variables.  The result of this exercise is that in every instance, the AICs 21 

were equivalent.  (See Staff/1301, Conway/56-76.)  PGE cannot escape 22 

the fact that its RPM specification results in statistics that cannot be relied 23 
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upon.  PGE could alleviate this problem by working with the straight 1 

forward model it claims underlies its RPM rather than only relying on the 2 

straight forward model solely for statistical support.   3 

Q. IF PGE HAD UTILIZED EQUATION 1 (THE MORE STRAIGHT 4 

FORWARD MODEL) FOR THE BASIS OF ITS RPM, THEN WOULD 5 

STAFF BE ARGUING THAT ITS RPM STATISTICAL RESULTS ARE 6 

FALLACIOUS DUE TO CIRCULAR LOGIC? 7 

A. No. 8 

Q. IF THE ESTIMATES OF THE EXPECTED ROE, GIVEN VARIOUS 9 

TREASURY RATES, ARE IDENTICAL BETWEEN THE TWO MODELS 10 

SHOULD THE COMMISSION ADOPT THE RESULTS OF PGE’S RPM 11 

BASED ON THE MORE STRAIGHT FORWARD EQUATION 1?     12 

A. No.  Adopting equation 1 as the basis for the RPM would eliminate only 13 

one of my two listed “major concerns.”    14 

Q. WHAT DID PGE STATE AS ITS REASON TO CHOOSE ITS VERSION 15 

OF THE RPM OVER THE MORE STRAIGHT FORWARD VERSION?     16 

A. PGE testifies, “[i]n theory either form could be used.  We chose the form in 17 

equation (3) [RPM] because it explicitly models the risk premium.”    18 

Q. WHAT THEORY IS PGE REFERRING TO?     19 

A. PGE is referring to basic mathematics.  PGE simply means that the two 20 

models produce the same ROE estimates.   21 

Q. DO YOU AGREE WITH PGE?     22 

A. Yes, I agree that the two models mathematically produce the same ROE 23 
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estimates.  However, PGE’s choice for its form of its RPM causes basic 1 

statistical results to be incorrectly stated, which adds to the 2 

contentiousness of this approach.  Since the estimates of ROE are 3 

identical using both approaches and there is no new information garnered 4 

by manipulating equation 1, it seems like an unnecessary complication.  5 

Adopting the more straight forward model that produces equivalent 6 

estimates of ROE would have allowed parties to focus on the merits of 7 

such an approach rather than spend time debating transformations of t-8 

statistics, alternative measures of goodness of fit, etc.   9 

Q. DOES ONE MODEL ATTEMPT TO ANALYZE RISK PREMIUMS WHILE 10 

THE OTHER MODEL ANALYZES ROE DECISIONS?     11 

A. No.  Both models attempt to analyze ROE decisions.  In the case of PGE’s 12 

RPM, it estimates the expected ROE by applying the following two 13 

equations:   14 

TreasurybaRPM *+=   15 

 TreasuryBaROE *+=  16 

 Combining the two equations, you see that PGE is actually calculating the 17 

following: 18 

 TreasurybaTreasuryROE *+=−  19 

 or 20 

 TreasurybaTreasuryROE *++=  21 

 Since b = 1-B, PGE’s RPM is simply  22 

 TreasuryBaTreasuryROE *)1( −++=  23 
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 or 1 

 TreasuryTreasuryBaTreasuryROE −++= *  2 

 Which is: 3 

 TreasuryBaROE *+=  4 

 This makes it clear that PGE has not observed a risk premium; they have 5 

simply manipulated a more straight forward model in a manner that only 6 

serves to render some of PGE’s reported statistical results invalid.   7 

Q. WOULD YOU SUPPORT A RPM BASED ON EQUATION 1?   8 

A. No.  While it would have reduced one area of contention, PGE has not 9 

addressed my primary concern of a lack of a valid economic or financial 10 

theory to support the model.   11 

Q. PLEASE EXPLAIN.   12 

A. Both regression equations are missing the single most important element 13 

a model such as this should contain; a formal, or at least defensible, 14 

theory that describes a causal relationship between the independent 15 

variables and the dependent variable of interest.  It would be preferable if 16 

the theory were thoroughly vetted as is the theory underlying the CAPM or 17 

DCF methodologies.   18 

Q. PGE STATES THAT ITS RPM IS BASED ON A SIMPLE THEORY THAT 19 

COST OF EQUITY DECISIONS ARE CORRELATED WITH INTEREST 20 

RATES, DO YOU DISAGREE? 21 

A. No.  I agree that interest rates play a role in determining the required 22 

return on equity for a utility such as PGE.  However, I believe the analysis 23 
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undertaken, and therefore the factors (or variables) considered by 1 

Commission in determining the appropriate cost of equity for its utilities, is 2 

a bit more complex.  This Commission has heard arguments that SB 408, 3 

hydro risks, multi-state jurisdictions, single-state jurisdictions, etc., should 4 

be factored into the Commission’s ultimate cost of equity decision.  A 5 

typical Oregon record contains hundreds if not thousands of pages of 6 

testimony on the subject of cost of equity.  I imagine that other jurisdictions 7 

are asked to consider different factors than those just listed.  It does not 8 

seem plausible to conclude one need only to consider Treasury rates to 9 

obtain an accurate explanation or prediction of upcoming authorized 10 

ROEs across the nation, or in Oregon.   11 

Q. HAS PGE PROVIDED ANY SUPPORT FOR ITS ASSERTION THAT 12 

INTEREST RATES ARE THE MOST IMPORTANT FACTOR IN 13 

DETERMINING ITS COST OF EQUITY? 14 

A. No.  In response to Staff Data Request Number 562, PGE clarifies that it 15 

did not testify that it had any evidence that the most important factor in 16 

determining the cost of equity was interest rates.  (See Staff Exhibit 1301, 17 

pages 77-90.) 18 

Q. HAS PGE PROVIDED ANY ADDITIONAL SUPPORT FOR ITS 19 

ASSERTION THAT ITS RPM WAS “QUITE GOOD FOR A POOLED-20 

CROSS SECTIONAL REGRESSION”? 21 

A. No.  In response to Staff Data Request No. 563 attached as Staff/1301, 22 

Conway/3-52, PGE provides a copy of Daniel Rubinfeld’s Reference 23 
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Guide on Multiple Regression from the Reference Manual on Scientific 1 

Evidence, 2nd Edition, which states,  2 

“typically, R2 is low in cross-section studies in which differences in 3 
individual behavior are explained.”   4 
 5 

However, Dr. Rubinfeld goes on to explain,  6 

“In time-series studies, in contrast, the expert is explaining the 7 
movement of aggregates over time.  Since most aggregate time series 8 
have substantial growth, or trend, in common, it will not be difficult to 9 
“explain” one time series using another time series, simply because 10 
both are moving together.  It follows as a corollary that a high R2 does 11 
not by itself mean that the variables included in the model are the 12 
appropriate ones.”   13 
 14 

Since PGE testifies that its data set is both cross sectional and time 15 

series, this excerpt provides no support for PGE’s claim.  Further, PGE 16 

testifies that the R2 is not accurate for its RPM model, so it is puzzling that 17 

PGE relies on that statistic in this instance.   18 

Q. HAS THE COMMISSION PREVIOUSLY GIVEN GUIDANCE TO 19 

WITNESSES REGARDING THE RPM? 20 

A. Yes.  In UE 115, the Commission adopted guidelines for cost of equity 21 

witnesses.  The first guideline states, 22 

All witnesses should clearly and fully explain the methodologies used 23 
and the theoretical support for using the methodologies. When 24 
advocating a new approach, or one previously rejected by the 25 
Commission, a witness should explain why the Commission should 26 
adopt the proposed methodology in the present docket. 27 

 28 

Q. DID THE COMMISSION PREVIOUSLY REJECT THE RPM IN UE 115? 29 

A. Yes.  In Order 01-777 at 35, the Commission stated,  30 
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Commission Resolution 1 
 2 
We begin with the range of rates of return on common equity offered 3 
by each of the parties. For the reasons stated above, we reject the 4 
parties’ single-stage DCF estimates, Staff’s CAPM and risk premium 5 
calculations, PGE’s Risk Positioning and Comparison to Authorized 6 
methods, and Staff’s Qualitative Analysis. 7 

 8 

Q. HAS PGE FULLY EXPLAINED ITS RPM METHODOLOGY, THE 9 

THEORETICAL SUPPORT FOR ITS RPM, AND WHY THE 10 

COMMISSION SHOULD ADOPT THE PROPOSAL IN THIS DOCKET 11 

GIVEN IT WAS PREVIOUSLY REJECTED? 12 

A. No. 13 

Q. WHAT HAS HAPPENED TO INTEREST RATES SINCE PGE FILED ITS 14 

GENERAL RATE CASE? 15 

A. Interest rates have fallen.  Figure 1 shows how interest rates (as 16 

measured by the 10-year treasury) have fallen since PGE filed its rate 17 

case on March 15, 2006.  On March 15, 2006, the yield on the 10-year 18 

Treasury was 4.73 percent.  When Staff filed its direct testimony on 19 

August 14, 2006, the yield on the 10-year Treasury was 5.00 percent.  20 

When PGE filed its rebuttal on September 13, 2006, the yield on the 10-21 

year Treasury was 4.76 percent.  As of September 27, 2006, the yield on 22 

the 10-year Treasury was 4.59 percent.   23 
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FIGURE 1:   1 
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 2 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 3 

A. Yes.   4 
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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS 1 

ADDRESS. 2 

A. My name is Thomas D. Morgan.  My business address is 550 Capitol Street 3 

NE Suite 215, Salem, Oregon 97301-2551.  4 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 5 

EXPERIENCE. 6 

A. My Witness Qualification Statement is found in Exhibit Staff/1001. 7 

Q.  WHAT IS THE PURPOSE OF YOUR TESTIMONY? 8 

A. The purpose of my testimony is to respond to assertions PGE made in its 9 

rebuttal testimony and to update the cost of equity and capital structure 10 

recommendations. 11 

Q. HOW IS YOUR TESTIMONY ORGANIZED? 12 

A. My testimony is organized as follows: 13 

UPDATED ANALYSIS RESULTS ..................................................................... 2 14 

RESPONSE TO PGE’S TESTIMONY............................................................... 3 15 

CAPITAL STRUCTURE .................................................................................... 3 16 

RELIANCE ON OTHER COMMISSION ROE DECISIONS............................. 12 17 

SAMPLE SELECTION .................................................................................... 15 18 

CREDIT METRICS and Credit Ratings ........................................................... 16 19 

ERRORS IN THEORY AND IN THE DCF MODEL ......................................... 22 20 

DR. ZEPP’S TESTIMONY............................................................................... 34 21 

CHECK OF REASONABLENESS................................................................... 47 22 

CONCLUSION ................................................................................................ 51 23 

 24 
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UPDATED ANALYSIS RESULTS 1 

Q. HAVE YOU UPDATED YOUR ANALYSIS? 2 

A. Yes.  I have made some adjustments to my sample selection, by removing two 3 

companies.  I have updated Value Line and reported growth rate information.  4 

Staff improperly included one company (WPS Resources) in its sample, and 5 

PGE pointed out that the credit rating of another company had deteriorated 6 

since Staff’s initial selection (Empire District Electric.)  Therefore Staff removed 7 

both companies from its updated analysis. 8 

Q. WHAT IS THE RESULT OF YOUR UPDATED DCF MODELS? 9 

A. I recommend an ROE in the range 9.0 to 9.75 percent. 10 

Q. WHAT RETURN ON EQUITY AND CAPITAL STRUCTURE DO YOU 11 

RECOMMEND? 12 

A. I recommend a return on equity of 9.40 percent for PGE, coupled with a 50 13 

percent equity layer and 50 percent debt ratio.  This recommendation is higher 14 

than that proposed in my initial testimony.  The increased range is primarily 15 

due to the results of my sensitivity analysis, which relied on an assumption 16 

proposed by Dr. Zepp. 17 

 18 



 Docket UE 180/UE 181/UE 184 Staff/1400 
 Morgan/3 

 

RESPONSE TO PGE’S TESTIMONY 1 

Q. WHAT ISSUES DOES PGE RAISE TO WHICH YOU WILL RESPOND? 2 

A. PGE raises several issues, including 1) the capital structure I recommend; 2) 3 

the final ROE figure that I have recommended; 3) a disagreement with the 4 

sample I selected including an argument that PGE is riskier than the sample; 5 

and, 4) claims of errors of theory in my application of the DCF model. 6 

CAPITAL STRUCTURE 7 

Q. HOW DID PGE RESPOND TO YOUR PROPOSED CAPITAL 8 

STRUCTURE? 9 

A. PGE indicates that the equity ratio that I recommend is significantly less than 10 

its proposal.  It indicates that the capital structure, coupled with my ROE 11 

proposal, would “push PGE closer to non-investment grade.”  See PGE /2000 12 

Hager-Valach /27, line 3. 13 

Although PGE did not indicate specifically what it means by “non-investment 14 

grade” I understand their argument to mean that the Company fears that it will 15 

be re-rated, from a credit rating perspective, to a level that is not within the 16 

investment-grade range of the ratings continuum.  PGE argues that Staff’s 17 

recommendations would cause a serious degradation in PGE’s financial 18 

integrity and would limit its ability to access to capital on reasonable terms. 19 

Further, PGE states that Staff’s recommended capital structure could 20 

conceivably affect PGE’s bond rating.  See PGE/2000 Hager-Valach/28, lines 21 

4-5. 22 

Q. HOW DO YOU RESPOND? 23 



 Docket UE 180/UE 181/UE 184 Staff/1400 
 Morgan/4 

 

A. First, it is very important to note that PGE lost its access to equity capital 1 

markets in 2001, when Enron filed for bankruptcy.  At that time, it began 2 

“accumulating” excess capital and investing the capital in “short-term” 3 

investments.  It maintained, during two acquisition proceedings, (UM 1045 and 4 

UM 1121) that it had too much equity and planned to issue a “special dividend” 5 

to balance its capital structure upon consummation of either of the 6 

transactions.  It also planned a dividend to Enron regardless of whether a 7 

transaction occurred.  See Confidential Exhibit Staff/1403 Morgan/6 and 8 

Morgan/23. 9 

  PGE experienced the threat of a severe “liquidity crunch” and it was likely 10 

prudent for Enron to direct PGE to conserve capital, since Enron would have 11 

difficulty providing PGE with additional capital.  To date, PGE has still not sold 12 

any new equity, which is also indicative that it is maintaining a balance that is 13 

somewhat greater than it actually “needs”.   14 

  [CONFIDENTIAL/] xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 16 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 17 

xxxxxxxxxxxxxxxxxxxxxxxx [/CONFIDENTIAL] See Confidential Exhibit 18 

Staff/1403 Morgan/8-9; Morgan/22; and Morgan/44. 19 

When I discuss sample selection issues later in my testimony, I will provide 20 

some evidence pertaining to the capital structure PGE is actually anticipating, 21 

which is significantly different from what it proposes in this proceeding. 22 
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It is also important to note that PGE’s calculation of its financial metrics at 1 

PGE /2000 Hager-Valach / 29 (Table 5) are based on its comparison of results 2 

for one year, assuming a 10.75 percent ROE, versus the 9.4 percent 3 

recommended.  Its analysis also uses the estimates for only one year, which is 4 

inappropriate, since rating agencies use a longer-term outlook when 5 

considering metrics.  I will further address the credit metric issue later in my 6 

testimony.  Second, PGE provides additional forecasts of its financial metrics, 7 

which provide a broad range of results.  These are provided, confidentially, at 8 

Staff/1403 Morgan/10; Morgan/17-20; Morgan/28; Morgan/36-40 and 9 

Morgan/87-90.  These figures are from PGE’s 2005 and 2006-2007 Finance 10 

and Investment Plan, and from PGE’s response to Staff Data Requests 119 11 

and 574. 12 

PGE’s reported actual Total Debt to Total Capital was only 13 

[CONFIDENTIAL/] xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

Xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 16 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 17 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx [/CONFIDENTIAL] 18 

Additionally, this range of capitalizations indicates that credit ratings are not as 19 

highly sensitive to individual metrics as PGE’s testimony implies.  20 

Q. HOW DOES PGE’S CAPITAL STRUCTURE COMPARE TO YOUR 21 

SAMPLE’S CAPITAL STRUCTURE? 22 
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A. PGE’s recommended common equity ratio is well above the equity ratios of 1 

Staff's proxy companies.  If the capital structure that is being recommended 2 

would actually cause a serious impact on credit ratings, then the underlying 3 

companies in the sample would not have met the filtering criteria.  The 4 

argument is somewhat circular, since the individual companies are all well in 5 

the investment-grade level. 6 

Additionally, PGE has represented to the financial community a capitalization 7 

ratio that is significantly different than the one that it argues for in this docket.  8 

See Staff/1003, Morgan/439.  PGE indicates that its capitalization will be 9 

comprised of 51 percent debt in 2007.  Additionally, PGE represents in its 10 

2006-2007 Finance and Investment Plan that it has [CONFIDENTIAL/] 11 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 12 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 13 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx [/CONFIDENTIAL] See 16 

Confidential Exhibit Staff/1403 Morgan/26. 17 

Finally, PGE answered two data requests that clearly indicate that it expects 18 

to maintain its capital structure in-line with my proposals.  See Staff/1402 19 

Morgan/67. 20 

Q. WHY DO YOU SUPPORT THE USE OF THE COHORT AVERAGE 21 

CAPITAL STRUCTURE? 22 
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A. It would be improper to match the cost of equity indications from the sample 1 

with a company-specific capital structure without a counterbalancing 2 

adjustment to ROE.  If a utility has less equity than the sample, then the cost of 3 

equity should be adjusted upwards.  If a utility has more equity, as is the case 4 

for PGE, then the cost of equity should be adjusted downwards.  Alternatively, 5 

you can adopt the cohort average capital structure and make no adjustment to 6 

the cost of equity.   7 

Referring to my proposed capital structure as “hypothetical” is not the best 8 

characterization.  The sample group of companies represents the market 9 

prices investors are willing to pay.  The current capitalization of the companies 10 

represents the current requirements for the cost of equity.  Even though there 11 

may be an adjustment to the capital structures in the future, it is appropriate to 12 

calculate the cost of capital, based on the companies’ current conditions.  Any 13 

adjustment should be reasonably known and measurable. 14 

Q. WHAT OTHER REASONS DOES PGE GIVE TO SUPPORT ITS 15 

ASSERTION THAT YOU SHOULD NOT USE STAFF’S CAPITAL 16 

STRUCTURE?   17 

A. PGE appears to be under the mistaken belief that Staff’s proposed capital 18 

structure is designed to give it “guidance” regarding its prudent capital 19 

structure.  See PGE/2000 Hager-Valach/30, lines 7-8 and PGE’s response to 20 

Data Request 577, at Staff/1402 Morgan/59.  It appears as if PGE is asserting 21 

that there will be consequences should the Commission not adopt its proposed 22 

capital structure.   23 
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However, Staff is not “recommending” a capital structure for PGE to adhere to 1 

and PGE is free to optimally manage its capital structure going forward subject 2 

to conditions it agreed to in UM 1206.   3 

Staff’s position is that estimating a cost of equity using a set of comparable 4 

companies requires a matching of the capitalization of these same companies.  5 

To the extent PGE argues that its capitalization should be different, then PGE 6 

should also advocate for an offsetting adjustment to its cost of equity.   7 

The only consequence of assuming a higher percentage of equity when 8 

setting PGE’s rates than that found in the cohort companies without a 9 

corresponding downward adjustment to PGE’s cost of equity is to effectively 10 

provide an “adder” or bonus to PGE’s cost of equity. 11 

Q. IS THIS CONSTRUCT ANY DIFFERENT THAN OTHER TYPICAL 12 

ADJUSTMENTS MADE DURING A RATE CASE? 13 

A. No.  The Commission establishes a revenue requirement and the Company 14 

is not bound, obligated or required to match the Commission decision.  For 15 

example, using industry benchmarks such as for forced outage rates, does 16 

not have any implications for actual forced outage rates for PGE specific 17 

plants.   18 

Q. DID THE COMMISSION MAKE AN ADJUSTMENT TO ROE BASED ON 19 

CAPITAL STRUCTURE IN PGE’S LAST RATE CASE, UE 115? 20 

A. Yes.  The Commission, in Order 01-777, made an adjustment to the ROE of 21 

four basis points for each one point change in the equity capitalization 22 

percentage.  That is, for each of the additional 7.5 points that PGE proposes in 23 
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capital structure, the cost of equity should decrease by a corresponding 30 1 

basis points (7.5 x 4 basis points = 30 basis points.)  Therefore, if the 2 

Commission were to adopt PGE’s proposed capital structure, the ROE should 3 

be reduced to 9.1 percent, from my proposed 9.4 percent ROE, which is based 4 

on a hypothetical capital structure that mirrors the sample group of companies. 5 

This adjustment would properly reflect the Commission’s decision in that 6 

order, which included the following statement: 7 

“It is well understood by finance practitioners and theoreticians that 8 

the cost of equity drops as the percentage of common equity in the 9 

capital structure increases. Because the average amount of common 10 

equity in the capital structure of the comparable group of electric 11 

companies was 45.14 percent compared to 52.16 percent for PGE, it 12 

necessarily follows that PGE has a lower cost of equity. PGE’s capital 13 

structure is therefore less risky, and its cost of common equity should 14 

be adjusted accordingly. 15 

The question therefore becomes how much of an adjustment should 16 

be made. 17 

 18 

“This record contains varying estimates that the cost of equity for 19 

regulated electric utilities decrease anywhere from 4 to 13.8 basis 20 

points for each one percent increase in the level of common equity in 21 

the capital structure. We find Rothschild’s proposed 25 basis point 22 

reduction to be a reasonable adjustment to account for the above 23 

average percentage of common equity in PGE’s capital structure. 24 

Contrary to PGE’s arguments, this reduction does not constitute a 25 

“penalty.” Rather, it is simply an adjustment to acknowledge PGE’s 26 

reduced financial risk due to its increased level of common equity in its 27 

capital structure. Reliance on the stipulation in docket UM 814 is 28 
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reasonable for the purpose of establishing a capital structure for PGE. 1 

The stipulation, however, cannot reasonably be used to argue for an 2 

ROE that does not correspond to the adopted capital structure. 3 

 4 

Q. IS THERE ADDITIONAL THEORETICAL SUPPORT FOR AN 5 

ADJUSTMENT IN ROE THAT RELATES TO CHANGING LEVERAGE IN A 6 

COMPANY’S CAPITAL STRUCTURE? 7 

A. Yes.  It is possible to estimate the effect on the cost of equity using an 8 

adjustment technique to the CAPM Beta.  I described Beta in detail at 9 

Staff/1003 Morgan/33.   10 

The following calculation "decomposes" the observed Beta and relates it to 11 

the Beta that exists for a different level of debt financing. 12 

BL = BU * [ 1+ (1+T)*D/E] 13 

• BL is the observed levered beta, BU is the unlevered, i.e., debt-free, Beta for the 14 

same observation, without debt in its capital structure. 15 

• D/E is the debt-to-equity ratio 16 

• T is the corporate tax rate 17 

 18 
The following example shows a two-step process for estimating the impact of 19 

a change in leverage. 20 

First, the "unleveraged” Beta is calculated. 21 

Then, the "re-leveraged" capital structure is input into the model. 22 

The initial, observed Beta is assumed to be 0.85, which approximates the 23 

sample of companies’ Beta, as reported by Value Line.  24 



 Docket UE 180/UE 181/UE 184 Staff/1400 
 Morgan/11 

 

The initial debt-to-equity ratio is assumed to be 54% and taxes are assumed 1 

to be 40%. 2 

The unleveraged Beta is therefore, 0.85 = BU * [ 1+ (1+.40)*54%] 3 

Solving the above equation, BU = .48 4 

The second step is to estimate the leveraged Beta of a business using the 5 

same equation in reverse. 6 

This calculation assumes that the debt-to-equity is 45 percent, indicating a 7 

less leveraged structure. 8 

BL = 0.46 * [ 1+ (1+.40)*45%].  Solving the above equation, BL = .79 9 

Therefore, the example indicates that the amount of risk is reduced by about 10 

seven percent. (.79/.85 = 93%). 11 

 In order to apply this adjustment, one would have to make judgments 12 

of the appropriate market risk premium (Mrp).  Using the 6.3 percent figure 13 

provided by Mr. Gorman at ICNU-CUB/300 Gorman/27, line 15, the following 14 

calculations indicate the proper adjustment to the ROE based on this 15 

technique:  Mrp x (B1 – B2), where B1 is the initial observed Beta and B2 is the 16 

“releveraged” Beta. 17 

The calculation for this example is: 6.3% (.85 - .78), or 6.2% x .07, which 18 

equals a 44 basis points downward adjustment to the ROE, or a decrease of 19 

about 5.9 basis points for each percentage point increase change in the 20 

common equity portion of the capital structure. 21 

 22 
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RELIANCE ON OTHER COMMISSION ROE DECISIONS 1 

Q.  SHOULD THE ROE YOU RECOMMEND NECESSARILY BE QUITE 2 

CLOSE TO THOSE ORDERED BY OTHER COMMISSIONS? 3 

A. No.  Any assertion that my recommendation is simply out of step with other 4 

state utility regulators’ ROE findings and with ROEs expected by investors 5 

should be discounted.  Each regulatory decision should be considered along 6 

with the underlying factors of each decision. 7 

  As I indicated in my opening testimony, if the findings in ROE decisions were 8 

predicated on past results in other commissions, then the end result would be 9 

static ROE decisions.  This issue “overlaps” with the Company’s risk-premium 10 

model, since it also uses Commission ROE decisions as its basis.   11 

The highly-contentious issue of ROE cannot be boiled down to simply taking 12 

the average of other Commission’s decisions.  The cost of equity, as I 13 

discussed at length, is based on the required returns of investors and simply 14 

averaging other ROE decisions from other jurisdictions is circular and cedes 15 

the important authority for ROE decisions in Oregon to the ROE decisions in 16 

other states.  In other words, the market sets the required ROE, not other 17 

Commissions. 18 

The prices that investors are willing to pay for shares, in conjunction with the 19 

earnings of a company, combine to provide important road signs towards the 20 

investors’ required returns.  If a company’s ROE is set higher than that 21 
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demanded by investors, the share price will increase until the required return is 1 

at equilibrium.1 2 

A little later in my testimony, I discuss the expected return on equity that 3 

PGE’s investment advisor expects, which supports my overall 4 

recommendation. 5 

Q. ON PAGE 27 OF ITS TESTIMONY, PGE INDICATES THAT STAFF’S 6 

RESULTS ARE “EXTREME WHEN COMPARED WITH RECENTLY 7 

DETERMINED ROES FROM AROUND THE COUNTRY.”  WHAT IS YOUR 8 

RESPONSE? 9 

A. PGE makes this assertion without attempting to control for the various factors 10 

that influence cost of equity.  For example, focusing on only the ROE without 11 

considering the capital structure would lead to erroneous conclusions.  The 12 

following table identifies a limited selection of 16 regulatory decisions in 2004 13 

and 2005.  The table shows that while the ROE averages 10.3 percent, the 14 

percentage of equity in the capital structure averaged only 41.13 percent.  The 15 

table also shows that, considering both figures together, the Commissions 16 

have adopted average “contributory returns to equity”, i.e., weighted by the 17 

amount of equity in the capital structures, of only 4.23 percent. 18 

  If we view these Commission decisions and make adjustments related to 19 

leverage only (adopting Staff’s 50 percent common equity recommendation), 20 

the “average common equity decision” ranges from 9.15 percent to 9.95 21 

                                            
1 Any shifts in allowed ROEs, either higher or lower, can be expected to affect share prices.  This is 
the foundation of the DCF model. 
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percent using the range of adjustments for decreased leverage identified in 1 

Order No. 01-777 (UE 115).  Using my leveraged beta approach, the resulting 2 

cost of equity would be 9.78 percent.  In contrast, applying these same 3 

adjustments factors to PGE’s requested cost of equity results in a range of 4 

adjusted ROE decisions of 10.99 percent to 11.55 percent.  Using my 5 

leveraged beta approach, PGE’s requested cost of equity is actually 11.11 6 

percent, which is higher than any of the cost of equity decisions identified. 7 

  Considering these results, in conjunction with my proposed capital structure 8 

and ROE, the Company’s argument to consider the ROE absent capital 9 

structures should not be considered. 10 

4.0 basis points 5.9 basis points 13.0 basis points
Date Company (Jurisdiction) ROE % Equity Contribution Adjusted ROE Adjusted ROE Adjusted ROE

3/26/2004 Nevada Power (NV) 10.25% 33.97% 3.48% 9.61% 9.30% 8.17%
5/18/2004 PSI Energy (IN) 10.50% 44.44% 4.67% 10.28% 10.17% 9.78%
5/25/2004 Idaho Power (ID) 10.25% 45.97% 4.71% 10.09% 10.01% 9.73%
5/27/2004 Sierra Pacific (NV) 10.25% 35.77% 3.67% 9.68% 9.41% 8.40%
9/9/2004 Avista (ID) 10.40% 42.59% 4.43% 10.10% 9.96% 9.44%

11/23/2004 Detroit Edison (MI) 11.00% 38.08% 4.19% 10.52% 10.30% 9.45%
1/28/2005 Aquila Networks (KS) 10.50% 33.63% 3.53% 9.85% 9.53% 8.37%
2/18/2005 Puget Sound Energy (WA) 10.30% 43.00% 4.43% 10.02% 9.89% 9.39%
3/31/2005 Texas-New Mexico Pwr (TX) 10.25% 40.00% 4.10% 9.85% 9.66% 8.95%
5/26/2005 Atlantic City Electric (NJ) 9.75% 46.22% 4.51% 9.60% 9.53% 9.26%
6/1/2005 Jersey Central Power & Light (NJ) 9.75% 46.00% 4.49% 9.59% 9.51% 9.23%
8/15/2005 AEP Texas Central (TX) 10.13% 40.00% 4.05% 9.73% 9.54% 8.83%
9/28/2005 PacifiCorp 10.00% 47.56% 4.76% 9.90% 9.86% 9.68%
12/21/2005 Avista (WA) 10.40% 40.00% 4.16% 10.00% 9.81% 9.10%
12/22/2005 Consumers Energy (MI) 11.15% 36.31% 4.05% 10.60% 10.34% 9.37%
12/28/2005 Kansas Gas & Electric (KS) 10.00% 44.59% 4.46% 9.78% 9.68% 9.30%

Average 10.31% 41.13% 4.23% 9.95% 9.78% 9.15%
Median 10.28% 41.86% 4.33% 9.93% 9.80% 9.28%

October-06 PGE-proposed 10.75% 56.12% 6.03% 10.99% 11.11% 11.55%

October-06 Staff-proposed 9.40% 50.00% 4.70%  11 

 12 

The following tables provide a range of capital structures and ROEs that 13 

result in the same overall rate of return that is being recommended by Staff 14 



 Docket UE 180/UE 181/UE 184 Staff/1400 
 Morgan/15 

 

 

Capital 
Component Cost Ratio

Weighted 
Cost

Long-Term Debt 6.31% 50.00% 3.16%
Preferred Stock 0.00% 0.00% 0.00%
Common Equity 9.40% 50.00% 4.70%
TOTAL 100.00% 7.86%

Capital 
Component Cost Ratio

Weighted 
Cost

Long-Term Debt 6.31% 60.00% 3.79%
Preferred Stock 0.00% 0.00% 0.00%
Common Equity 10.18% 40.00% 4.07%
TOTAL 100.00% 7.86%

Capital 
Component Cost Ratio

Weighted 
Cost

Long-Term Debt 6.31% 58.00% 3.66%
Preferred Stock 0.00% 0.00% 0.00%
Common Equity 10.00% 42.00% 4.20%
TOTAL 100.00% 7.86%

Capital 
Component Cost Ratio

Weighted 
Cost

Long-Term Debt 6.31% 44.00% 2.78%
Preferred Stock 0.00% 0.00% 0.00%
Common Equity 9.07% 56.00% 5.08%
TOTAL 100.00% 7.86%

Staff Recommended

Staff Recommended

Staff Recommended

Staff Recommended

 1 

SAMPLE SELECTION 2 

Q. THE COMPANY ARGUES THE SAMPLE YOU SELECTED IS LESS 3 

RISKY THAN PGE.  HOW DO YOU RESPOND? 4 

A. PGE’s argument is difficult to rebut because it provided only general 5 

statements regarding “risk” factors that should be considered, without a 6 

quantitative analysis pertaining to what adjustment would be necessary.  In 7 
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PGE’s own “Distribution Advisory” report by Lehman Brother’s, 1 

[CONFIDENTIAL/] it relied on 13 companies that are expected to provide to 2 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 3 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 4 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 5 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 6 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 7 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 8 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 9 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx. 10 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 11 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 12 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 13 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx [/CONFIDENTIAL] See 14 

Confidential Exhibit Staff/1403 Morgan/88. 15 

 16 

CREDIT METRICS AND CREDIT RATINGS 17 

Q. ARE THE CREDIT RATING METRICS GOOD IDENTIFIERS OF WHERE 18 

THE ROE SHOULD BE SET? 19 

A. No.  Credit ratings are not set based on a single year’s expectations.  Not only 20 

do credit rating analysts take a more macro view of the industry, they also 21 

consider metrics over several years. 22 
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The metrics that are published by S&P are not “predictive” but provide the 1 

benchmarks for the companies that rating agency follows.  If a company falls 2 

outside the range on one or more of the statistics, it is not necessarily 3 

downgraded. 4 

Q.  DO CREDIT RATINGS DEPEND ONLY ON ALLOWED ROES? 5 

A. No.  A recent commentary by Standard & Poor’s indicates that, even though 6 

ROEs directly impact cash flow metrics, there are other regulatory mechanisms 7 

that impact the creditworthiness of companies.  Other factors, such as 8 

Resource Valuation Mechanisms (RVMs) and Power Cost Adjustment 9 

Mechanisms (PCA) are designed to help stabilize rates to make minor 10 

adjustments to the base rates to reflect actual cost of fuel used in electrical 11 

generation.  Treatment of pension costs and other considerations are important 12 

when considering the creditworthiness of a company. 13 

Standard & Poor’s indicates that, ”...ratings analysis is not driven solely by 14 

these financial ratios, nor has it ever been. In fact, the new financial guidelines 15 

that Standard & Poor’s is incorporating for the specified rating categories 16 

reinforce the analytical framework whereby other factors can outweigh the 17 

achievement of otherwise acceptable financial ratios. These factors include:  18 

• Effectiveness of liability and liquidity management;  19 

• Analysis of internal funding sources;  20 

• Return on invested capital;  21 

• The record of execution of stated business strategies;  22 

• Accuracy of projected performance versus actual results, as well as the trend;  23 
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• Assessment of management’s financial policies and attitude toward credit; and  1 

• Corporate governance practices.  2 

Q. THE COMPANY ARGUES THAT ITS CASH FLOW METRICS WOULD 3 

SUFFER.  HOW DO YOU RESPOND? 4 

A. This argument is a red-herring.  Any ROE decision that is lower than a 5 

company’s proposal would, all else equal, cause “weaker” metrics than would 6 

occur if the company’s proposal were granted.  Additionally, there is interplay 7 

among different factors.  Credit ratings are not as simple as generalized 8 

mathematical formulas. 9 

Q. DO CREDIT RATINGS DETERMINE A COMPANY’S ABILITY TO ACCESS 10 

THE CAPITAL MARKETS? 11 

A. No.  A company’s ability to attract capital is not limited to the consideration of 12 

only debt ratings.  As long as a company has a solid investment-grade rating, 13 

there is no reason to assume that the capital attraction standard is not met.  It 14 

would not be appropriate to attempt to set the cost of capital based on the 15 

maintenance of any specific credit rating category. 16 

There is no indication that a Commission decision of 9.40 percent ROE would 17 

cause a ratings downgrade, or that the Company would have trouble selling 18 

common equity. 19 

Q. WOULD AN ROE DECISION OF 9.4 PERCENT WEAKEN THE 20 

COMPANY’S CREDIT PROFILE? 21 

A. No.  This assertion is misdirected because the Company assumes that the 22 

financial metrics used by credit rating agencies were sole determinants of 23 



 Docket UE 180/UE 181/UE 184 Staff/1400 
 Morgan/19 

 

credit ratings.  They are not.  There is a large subjective component relating to 1 

credit ratings.  The metrics might, in a theoretical sense, be altered every time 2 

the equity rate of return is lowered in a rate case.  Conversely, every time the 3 

ROE is increased, the “metrics” would be “increased”. 4 

Clearly, the higher an ROE determination, the better some financial ratios 5 

would appear.  However, the ROE does not affect the leverage ratio (debt to 6 

total capitalization).  Higher ROEs, all else equal, would cause shareholders to 7 

“bid-up” share price until the “required return” was equal to the expected return. 8 

This argument is incorrect because it is contrary to the foundation of rate of 9 

return determinations, which require allowed returns to be set at a company’s 10 

cost of capital. 11 

Q. DO YOU HAVE INFORMATION REGARDING PGE’S CREDIT METRICS? 12 

A. Yes.  Based on PGE’s 2006-2007 Finance and Investment Plan, 13 

[CONFIDENTIAL/] xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 16 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 17 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 18 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 19 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 20 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 21 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 22 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 23 
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xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 1 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 2 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 3 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 4 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 5 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 6 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 7 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 8 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx  9 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 10 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 11 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 12 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 13 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 16 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 17 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 18 
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xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 1 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 2 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 3 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 4 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 5 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 6 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 7 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 8 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 9 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 10 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 11 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 12 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 13 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 16 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 17 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 18 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 19 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 20 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 21 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 22 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 23 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 24 
xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 25 
 26 
 [/CONFIDENTIAL] 27 

These metrics are volatile over time.  The volatility does not cause immediate 28 

changes in ratings.  In fact, the proposed metrics that PGE calculates based on 29 

Staff’s proposal appear to be within reasonable investment-grade parameters. 30 

Standard & Poor’s publishes its financial benchmarks, which tend to indicate 31 

that Staff’s proposals provide sufficient flexibility to the company.  The 32 

benchmark figures are available at Staff/1402 Morgan/16.  While the forecast 33 

for 2007 provides slightly different metrics, they are still within a very 34 

reasonable range. 35 
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ERRORS IN THEORY AND IN THE DCF MODEL 1 

Q. ON PAGE 31 AND 34 OF ITS TESTIMONY, PGE INDICATES THAT 2 

STAFF “COMMITTED NUMEROUS ERRORS IN THEORY AND 3 

APPLICATION.”  HOW DO YOU RESPOND? 4 

A. Since the Company provided their arguments in bulleted format, I will respond 5 

similarly to the issues that do not require a lot of explanation.  I will first address 6 

the bulleted items on page 31 and follow them with the bulleted list on page 34.  7 

I will then expound on one specific issue regarding using spot prices rather 8 

than longer-run historical average pricing. 9 

Page 31 Bullet Points: 10 

• PGE indicates that the Commission Order No. 05-1250, which requires PGE 11 

to maintain an equity capitalization ratio of at least 48 percent, requires that 12 

the Commission reflect a higher equity ratio in rates than that proposed by 13 

Staff.  PGE is incorrect.  First, I have already indicated that the amount of 14 

leverage on which rates are based should match the sample group, and 15 

Staff’s recommendation does not mean that PGE is required to maintain the 16 

levels implicit in Staff’s analysis.  Additionally, Staff’s updated proposal is 17 

consistent with PGE’s actual capitalization target.  Finally, PGE’s 18 

requirement to maintain an additional $40 million of equity until 30 days after 19 

the present rate case is concluded is immaterial since it would not affect 20 

PGE once the rate case is concluded.  The additional equity requirement 21 

was designed to protect customers from the impact of Enron’s ownership, 22 

and should not be a factor in the case. 23 
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• PGE also indicates that it must maintain liquidity for unexpected margin calls 1 

due to fluctuating wholesale prices and unresolved litigation issues.  PGE 2 

has a sufficiently-large revolving line of credit in order to maintain liquidity. 3 

• The third and fourth points relate to capital expenditure requirements.  The 4 

underlying capital needs of a company should not impact the capital 5 

structure in the long run, since companies are expected to manage their 6 

capital structure over time.  As I indicated above, PGE is expecting a capital 7 

structure that is consistent with Staff’s revised proposal.  PGE’s arguments 8 

regarding these issues are red-herrings. 9 

• PGE argues in the next point simply that it “must be able to offer assurance 10 

to its equity and bond investors of sufficient cash flow.”  However, PGE does 11 

not indicate how this point is relevant to PGE’s riskiness, or how Staff’s 12 

proposal would actually cause a deleterious effect. 13 

• The final point states that the capital structure does not include the 14 

Company’s current short-term debt or revolvers.  PGE does not indicate why 15 

the level of short term debt impacts riskiness, and PGE also does not 16 

discuss the fact that PGE has maintained surplus capital on its balance 17 

sheet, in the form of “short-term” investments, that have not been 18 

maintained to support PGE’s regulated enterprise.   19 

Page 34 Bullet Points: 20 

• Although Staff used only one model, staff considered the final results and 21 

recommendations in light of the expected return to the overall market, with 22 

knowledge that regulated public utilities are considered less-risky.  As I 23 
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indicated in my initial testimony, the market’s overall return outlook should 1 

set the ‘ceiling’ for the required return for a company’s rate regulated assets.  2 

I explain part of the basis for this at Staff/1003 Morgan/38 to 40. 3 

o Dr. Zepp indicated in response to Staff Data Request 608 that he 4 

believes the stock market, on average, will return 12.35 percent to 5 

14.45 percent.  See Staff/1402 Morgan/49.  Staff provided several 6 

reliable sources that indicate that 10 to 11 percent may even be 7 

somewhat of a high forecast.  (See Staff/1003 Morgan/5-19)  The 8 

Federal Reserve estimates that the next ten years, the S&P will only 9 

return seven percent per year, nominally.  I provide a copy of this 10 

report beginning at Staff/1402 Morgan/17, and this statistic is 11 

provided at Morgan/20. 12 

• While Staff did not specifically mention the Hope and Bluefield standards, 13 

such omission should not imply Staff disregarded those standards, or the 14 

relevance of ORS 756.040. 15 

• As indicated on page 2 of this testimony, Staff does agree with PGE that two 16 

companies should be removed from Staff’s sample, one based on a credit 17 

downgrade, and the other due to it being erroneously included.  The 18 

recommendations contained in this testimony reflect staff’s analysis of the 19 

revised sample. 20 

• Regarding PGE’s assertion that Staff failed to consider PGE-specific risks, 21 

PGE has not indicated how it adjusted its analysis for the risks mentioned.  22 

PGE mischaracterizes Staff’s analysis, which did consider many 23 
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components of PGE’s risk profile.  PGE has not indicated exactly which risks 1 

it feels should receive adjustment factors, or what those factors should be.   2 

o Most importantly, PGE did not develop an expanded explanation of 3 

its sample-selection process that would indicate how each discrete 4 

adjustment could be made, or to what extent each of its comparable 5 

companies compared with PGE regarding each “risk-factor” PGE 6 

addresses in its description of risks. 7 

• PGE implies that I relied on “evidence” that was non-existent, and was 8 

simply my own judgment.  It is true that the examples that PGE provides 9 

reflect my judgment on some very complex issues.  However, I will respond 10 

to such examples.  Each example provided mischaracterizes my 11 

understanding of the issues.  See also, Exhibit 2023 Hager-Valach/1.  PGE 12 

appears to argue that, without maintaining a file with current reports, 13 

witnesses cannot rely on their existing knowledge base without the risk of 14 

being personally attacked.  The following evidence refutes PGE assertion 15 

that my knowledge and judgment is not sufficient with respect to the issues 16 

raised by PGE.  In each issue, I provide support for my positions, most of 17 

which comes from information provided in my testimony. 18 

o Regarding the varying risk-premium issue, please refer to Staff/1003, 19 

Morgan/13 referring to Dr Cornell’s book, The Equity Risk Premium.  20 

Additionally, Staff/1003 Morgan/15 references a statement that “a 21 

substantial decrease in the equity risk premium is largely responsible 22 

for the sharp rise in market multiples.”  Additionally, at Staff/1003, 23 
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Morgan/16-17, I reference a survey by Professor Welch, whereby the 1 

“risk premium” expectations by American economists have been 2 

reduced from about 7.0 percent to 5.5 percent.  Drs. Graham and 3 

Harvey, also mentioned on that page, report on the views of chief 4 

financial officers.  They, too, found that risk premiums decreased. 5 

Further evidence can be found at Staff/1003 Morgan/201, which 6 

suggests a declining risk premium and at Staff/1003 Morgan/267-270 7 

and Morgan/304-306.  Finally, a cursory review of PGE Exhibit 2110 8 

Zepp/1 clearly shows that the risk premium from year to year is not 9 

constant. 10 

o PGE also argues that my statement regarding the current interest 11 

rate environment is erroneous.  Since I made that statement, interest 12 

rates have decreased, consistent with my reported perception.  The 13 

full response to the data request included additional insight, which 14 

was omitted from that exhibit.  In it, I indicated: “Staff is referring to its 15 

perception of the current interest rate environment, including the 16 

recent actions by the Federal Reserve Board, as an indication that 17 

interest rates should remain reasonably stable.”  For additional 18 

information, see Staff/1003 Morgan/407.”  The referenced exhibit 19 

includes interest rate projections through 2015.  In addition, Staff did 20 

not maintain in its possession a copy of the survey, however, at 21 

http://www.philadelphiafed.org/files/spf/survq106.html, the Federal 22 
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Reserve Bank of Philadelphia provides the following quote (emphasis 1 

added): 2 

Forecasters Trim Estimates for Long-Run Growth in Output and Productivity 3 
In first-quarter surveys, we ask the forecasters for their long-run projections 4 
for an expanded set of variables, including growth in output and productivity, 5 
as well as returns on financial assets. As the table below shows, the 6 
forecasters have trimmed the long-run outlook for real GDP growth and 7 
growth in productivity, but only by a very small amount.  Over the next 10 8 
years, the forecasters think real GDP will grow at an annual rate of 3.20 9 
percent. Part of that growth comes from a more productive labor force.  The 10 
forecasters see labor productivity growing over the next 10 years at an 11 
annual rate of 2.44 percent. Over the next 10 years, equities (as 12 
measured by the S&P 500 index) will return 7 percent per year and 10-13 
year Treasury bonds will return 5 percent, estimates that are 14 
unchanged from the survey conducted last year. Three-month Treasury 15 
bills will, in contrast, return a bit more than the forecasters previously 16 
thought. They now think bills will return 4.25 percent per year over the next 17 
10 years, up from their previous estimate of 3.70 percent.  18 

o  Regarding the Arithmetic versus Geometric average issue, Staff has 19 

again not compiled a listing of the literature upon which the statement 20 

at Staff/1003 Morgan/28 was based.  This is a complex issue, 21 

however, Staff/1003 Morgan/288 provides some input.  Arithmetic 22 

averaging is biased upward, when compared to geometric rates.  23 

Because the DCF model is based on a geometric progression, it 24 

requires a compounded growth rate.   25 

PGE’s statement at PGE/2000 Hager-Valach/47, lines 10-16 are 26 

disingenuous.  PGE states that “Staff created the misimpression that its 27 

analysis was supported by additional documentation or financial literature.  By 28 

citing evidence, Staff implies that there is third-party support for their 29 
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statements or conclusions.  In fact, though, Staff in many cases had no 1 

evidence and it was indeed Staff’s opinion, which is accorded less weight than 2 

if supported by the opinions or analyses of outside experts.” 3 

The Commission should reject PGE’s attempt to depict my testimony and my 4 

positions as being poorly-founded.  It is also not clear to me what PGE means 5 

when it states that Staff’s opinions are less valuable than those of “outside 6 

experts.”  The Commission should reject this assertion, since it lacks merit. 7 

• PGE argues that the capital structure requirements imposed by existing 8 

Commission Orders must be considered by Staff.  This is an erroneous 9 

conclusion based on my earlier commentary.  First, Staff does not provide a 10 

recommendation of PGE’s capital structure, only the structure that should be 11 

considered to set rates.  Second, Staff’s capital structure is similar to PGE’s 12 

own long-term target. 13 

• PGE argues that Staff rejects the use of historic GDP growth, yet Staff 14 

considers historic growth rates of the utility companies.  While GDP growth 15 

does not directly relate to earnings in electric utilities, historic earnings in the 16 

industry itself is useful to consider.  In my initial testimony, I showed that 17 

utilities have comprised a lower proportion of GDP over time.  See 18 

Staff/1003 Morgan/22. 19 

• PGE argues that Staff has incorrectly evaluated the impact of institutional 20 

ownership in the DCF analysis.  I indicated that the ownership of shares by 21 

large institutions “can create stability in share pricing.”  See Staff/1003 22 

Morgan/44.  PGE states that they “wouldn’t say that mutual fund companies 23 
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are necessarily more stable.”  PGE/2000 Hager-Valach/50, lines4-5.  1 

However, in PGE’s Distribution Advisory from Lehman Brothers, PGE was 2 

advised of a [CONFIDENTIAL/]xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx, 3 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 4 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 5 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx[/CONFIDENTIAL] See 6 

Confidential Exhibit Staff/1403 Morgan/68 and Morgan/70. 7 

Finally, on page 36, PGE argues that the results of Staff’s analyses should be 8 

questioned, simply because the results are not within the 10%-11% range 9 

derived from other commission decisions.  This argument has been discussed 10 

in detail, and I have provided results from other commission decisions that 11 

indicate the Staff’s proposals are not out of line with other commissions.  PGE 12 

indicates that “it would appear that other commissions have placed less 13 

emphasis on the DCF results.”  I am unaware that other commissions have 14 

actually disregarded the DCF model in any way, and PGE’s assertion is not 15 

backed up with empirical evidence. 16 

Q. HOW DO YOU RESPOND TO PGE’S ASSERTION THAT OTHER 17 

COMMISSION’S DECISIONS OVER 10 PERCENT DISCOUNT THE 18 

RESULTS OF YOUR ANALYSIS? 19 

A. I have already identified reasons why the Commission should not rely on the 20 

tenuous argument that other commissions’ ROE decisions should require an 21 

ROE above ten percent. 22 
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I have provided a presentation titled, “Why Are Allowed Rates of Returns Too 1 

High?” See Staff/1003 Morgan/184—208.  This exhibit was produced by Dr. 2 

Woolridge, the Professor of Finance at the Smeal College of Business at 3 

Pennsylvania State University.  Dr. Woolridge’s analysis reflects that 4 

Commission decisions may be lagging behind the impact of changes in the 5 

interest rate environment.  The author cites 10 ROE decisions that have been 6 

under 10 percent (page 186).  The reason given is partially based on the fact 7 

that Treasury rates are at 40-year lows (page 187) and that regulated utilities 8 

are among the lowest risk businesses of the industries covered by Value Line 9 

(page 188). 10 

The author provides a summary of DCF equity cost rates that indicates 11 

electric utilities require ROEs of 9.6 percent (page 190).  This result is based 12 

on 5-year analyst growth estimates that are “upwardly biased measured of 13 

actual growth (page 191). 14 

Regarding equity risk premiums, the author indicates that historic risk 15 

premiums cannot be justified based on economic fundamentals (page 192).  16 

He summarizes 25 sources that support his contention and provides a 17 

discussion of the problems with using straight historic averages to project the 18 

future.  He also indicates that attempting to base the expected risk premium 19 

using Value Line’s projections produces expected market returns well above 20 

actual market returns (page 200).  This evidence refutes Dr. Zepp’s reliance on 21 

such data, which produce an overall equity return of 13.6 percent from 1986 to 22 
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2006.  See Staff/1402 Morgan/57, which is identical to PGE’s Exhibit 2108, 1 

with additional summary statistics. 2 

The author summarizes the risk premium analysis on page 202, where he 3 

calculates an average 7.4 percent return on equity for gas, electric and water 4 

utilities. 5 

The report then reflects the underlying significance of market-to-book ratios 6 

that are in excess of one, indicating that if the ROE is greater than the cost of 7 

equity, then the market-to-book ratio will be greater than one.  The author 8 

states, “The average return on equity and market-to-book ratios are 10.6% and 9 

1.87, respectively.  These results clearly show that the required return on 10 

common equity is well below the current range.  See Staff/1003 Morgan/203-11 

204. 12 

The report finally addresses the impact of the new tax law, which has “further 13 

reduced the cost of equity capital (page 205.)  He indicates that a 10 percent 14 

ROE would have been reduced by 118 basis points, to 8.82 percent, based 15 

only on the impact of the reduced taxation of dividends. 16 

He concludes his report by stating,  17 

• Allowed returns on equity above 10 percent are clearly excessive. 18 

• Interest rates are at historic lows and utility risk is still much lower than 19 

most industries. 20 

• DCF equity cost rates are in the 8-9 percent range. 21 

• …Historic risk premiums are excessive…risk premiums (are) 3-4 22 

percent above long-term Treasuries. 23 
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• Returns on equity and market-to-book ratios also support utility equity 1 

cost rates below 10%. 2 

• The new tax law has lowered equity cost rates for utilities – by up to 3 

100 basis points. 4 

Q. HOW DO YOU ADDRESS THE ISSUE OF SPOT PRICES VERSUS 5 

HISTORIC AVERAGE PRICES? 6 

A. The Company argues that “average prices” rather than “spot prices” should be 7 

used.  It is true that stock price fluctuations could skew the results of the DCF 8 

for an individual company.  However, based on theory, current prices are the 9 

most appropriate.2 10 

One advantage of using a cohort sample of companies is that, even if 11 

anomalous pricing behavior may exist for a portion of the sample, on average, 12 

the effect should not skew the results.  While a single company’s share price 13 

may suffer from a lot of volatility, the larger sample of companies used by PGE 14 

and myself should reduce the impact on the results of the DCF models. 15 

However, the result of my analyses is the same today as it was when I first 16 

filed testimony.  Therefore, the change in prices that cause a decrease in the 17 

                                            
2 "An 'efficient' market is defined as a market where there are large numbers of rational, profit-
maximizers actively competing, with each trying to predict future market values of individual 
securities, and where important current information is almost freely available to all participants. In an 
efficient market, competition among the many intelligent participants leads to a situation where, at 
any point in time, actual prices of individual securities already reflect the effects of information 
based both on events that have already occurred and on events which, as of now, the market 
expects to take place in the future. In other words, in an efficient market at any point in time the 
actual price of a security will be a good estimate of its intrinsic value." Eugene F. Fama, "Random 
Walks in Stock Market Prices," Financial Analysts Journal, September/October 1965 
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cost of equity has been persistent.  I do not think that anomalous pricing has 1 

occurred that caused any impact on my analysis. 2 

In UE 170, PacifiCorp’s witness, Dr. Hadaway, made a similar argument.  Dr. 3 

Hadaway indicates, “Although in theory either average or “spot” stock prices 4 

can be used in the DCF analysis, a reasonably current price consistent with 5 

present market conditions and with the other data employed in the analysis is 6 

most appropriate.  Since the cost of equity is a forward-looking concept, the 7 

important issue is that the price should be representative of current market 8 

conditions and not unduly influenced by unusual or special circumstances.”  9 

(See UE 170 PPL/200 Hadaway/22.) 10 

The use of spot prices is based on historic Commission practice, and is 11 

theoretically appropriate, because all known events are contained in current 12 

prices.  Using three months of average prices may cause incorrect information 13 

to persist in the DCF models.  If the market is trending upward or downward, 14 

such a technique would tend to cause skewed results that are not “averaged” 15 

away.  I continue to recommend the use of spot pricing. 16 

Finally, it should be noted that the end results of the DCF models are much 17 

more sensitive to the issue of growth, than to changes in price assumptions. 18 

 19 

 20 
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DR. ZEPP’S TESTIMONY 1 

Q. DR. ZEPP’S INDICATES THAT INVESTORS MAY NOT USE THE DCF 2 

MODEL FOR THEIR INVESTING DECISIONS.  DO YOU AGREE?    3 

A. No.  Even though Dr. Zepp makes an allusion that investors may not rely on 4 

the DCF model (PGE/2100 Zepp/15, lines 6-7,) this perception is unfounded.  I 5 

indicated that the DCF model is used by major investment banks when they 6 

analyze companies for transactions.  The DCF was used by Berkshire 7 

Hathaway when MEHC analyzed PacifiCorp for its acquisition.  The model was 8 

also used by NW Natural and Texas Pacific Group (Oregon Electric Utility 9 

Company) for both companies’ proposed purchase of PGE. 10 

At Staff/1003 Morgan/289, I show that Fidelity Investments promotes the use 11 

of the DCF model.  AG Edwards, Prudential-Bache and Merrill Lynch all use 12 

the DCF model.  Even Lehman Brothers, PGE’s advisor for its recent stock 13 

distribution, applied the DCF model.  See Confidential Exhibit Staff/1403 14 

Morgan/63-65; Morgan/84; Morgan/92 and Morgan/95.  The DCF model is a 15 

valuable tool that is clearly used by investors. 16 

Dr. Zepp also states that “…if investors do rely on the DCF model, Morgan 17 

does not consider all of the assumptions investors might reasonably consider 18 

when they price electric utility stocks with such a model.  See PGE/2100 19 

Zepp/15, lines 6-8.  Dr. Zepp again alludes to “phantom” assumptions that he 20 

applies to the three stage 40-year DCF model.  Those assumptions, as I 21 

described before, create unreasonable growth results. 22 

Q. WHAT ARE YOUR COMMENTS REGARDING DR. ZEPP’S TESTIMONY?    23 
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A. I have several comments regarding his testimony.  I address these comments 1 

in the following order. 2 

First, I respond to some new models that he proposes, including a DCF 3 

model that he developed using water utility companies and “risk-premium” 4 

models he provides.  One risk premium method is designed to estimate the 5 

overall return on the market and the other is based on a large sample of 6 

Moody’s utility companies.  A final model is based on a technique apparently 7 

supported by the Department of Ratepayer Advocates of the California PUC.  I 8 

do not respond to this model because Dr. Zepp did not sufficiently outline the 9 

assumptions of the model, nor did he provide the underlying data for 10 

verification.  In any case, it is based on data that includes only the past decade, 11 

and appears to be based on earned returns at the company level, rather than 12 

returns to the underlying investors.  Therefore, it suffers some of the same 13 

problems as PGE’s initial risk-premium model. 14 

  Secondly, I address the mechanical manipulation he applied to my 40-year 15 

DCF model that creates calculations that are beyond a reasonable range. 16 

Thirdly, I address a “market-value” capital structure adjustment that Dr. Zepp 17 

discusses. 18 

Finally, I address some assertions that Dr. Zepp makes regarding my 19 

testimony.  20 

Q. WHAT NEW MODELS DOES DR. ZEPP PROPOSE AND WHAT IS YOUR 21 

RESPONSE?    22 
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A. First, Dr. Zepp includes results from a single-stage DCF model that is based on 1 

a sample of six water utilities.  See PGE Exhibit/2104 Zepp/1.  I presume that 2 

the inclusion of the analysis is to show an alternative cohort sample that may 3 

support PGE’s requested ROE.  The problem with the inclusion of a new model 4 

is that there is no demonstration that the companies are comparable to PGE.  5 

The terminal growth rate is 7.71 percent, which seems, at first blush, to be an 6 

extremely high level of perpetual growth.  Since historic data was not provided, 7 

it is impossible to determine the supportability of the level of growth.  Since the 8 

growth is significantly higher than growth in the overall economy, such results 9 

seem spurious. 10 

  Second, Exhibit 2108 reflects a risk premium analysis using the years 1986 to 11 

2006.  This model is based on the assumption that Value Lines reported short-12 

term growth is a reasonable proxy for perpetual growth for the overall market.  13 

The expected growth rate increased substantially over the period and, in 2006, 14 

Dr. Zepp’s model reflects the composite group growing at 12.68 percent.  This 15 

level of growth is simply untenable, based on the fact that it is substantially 16 

larger than the projected growth in the overall economy.  A basic tenet of 17 

economics is that companies cannot grow faster than the economy, or they 18 

would eventually surpass the economy itself.  As I indicated earlier, attempting 19 

to base the expected risk premium using Value Line’s projections produces 20 

expected market returns well above actual market returns.  See Staff/1003 21 

Morgan/200. 22 
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 Finally, on page 36 of his testimony, Dr. Zepp includes a much abbreviated 1 

discussion of an additional risk-premium analysis based on a sample that 2 

includes “Moody’s Electric Utility” companies.  He provides the results of his 3 

calculations at PGE/2101 Zepp/1.  The model includes data from 1950 to 2005 4 

and uses actual market-derived returns and Moody’s bond rates from Baa-5 

rates issues.  Major problems with this new model include the fact that Moody’s 6 

uses a very broad-based group of companies, which include many companies 7 

that are not purely rate-regulated.  Since it is a new model, Staff has not had 8 

sufficient time to review the companies included in each year.  9 

Additionally, the model uses general corporate bond rates, without addressing 10 

the actual rates of the underlying sample of companies.  Finally, the model 11 

does not address the overall decrease in risk premiums that I have addressed 12 

previously, nor does it address the appropriate holding period assumptions, 13 

which is related to the arithmetic and geometric average arguments.  See 14 

Staff/1003 Morgan/27.  The calculation of the average compounded return over 15 

the period is reduced to 10.23 percent, reflecting a risk-premium of only 2.22 16 

percent.  Holding all else in his model equal, the indicated cost of equity would 17 

be only 9.42 percent (7.2 percent cost of debt + 2.2 percent risk premium.)  18 

Assuming that the current marginal cost of debt remains constant at 6.32 19 

percent, the model results in an 8.54 percent cost of equity.  Using Dr. Zepp’s 20 

figures with the current cost of debt results in a cost of equity indication of only 21 

9.87 percent. 22 
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  While this newly-added model appears to be heading in the right direction 1 

compared to PGE’s initial risk-positioning model, it is fraught with weaknesses 2 

that make it unacceptable. 3 

Q. WHAT IS THE NEXT ISSUE YOU WILL ADDRESS?    4 

A. Next, I address Dr. Zepp’s new assumptions that he uses to “re-run” my 40-5 

year, three-stage DCF model. 6 

Dr. Zepp recalculates the model with adjustments that he feels “should be 7 

considered”.  The primary adjustments that he makes in the two versions of the 8 

model include a higher terminal ROE, an adjustment of a “v x s” factor, and he 9 

applies initial growth rates based on a calculation of historic growth that he 10 

feels should be applied on an ex-ante, or going-forward basis. 11 

The first two adjustments are interrelated.  The ROE that I assumed in the 12 

sensitivity analysis and which generates the terminal growth rate already 13 

implicitly includes the impact of the “v x s” factor.  The “v x s” formula considers 14 

the impact of earnings from issuing new equity shares at a price that is greater 15 

than book value.  This factor has the impact of increasing earnings per share.  16 

The factor is a simple calculation: it subtracts 1 from the market-to-book ratio 17 

and is then multiplied by the average percentage of common equity sold each 18 

year to arrive at the percentage increment to book value.  This percentage 19 

increment to book value is then multiplied by the average book value to arrive 20 

at the increment to book value in dollars.  Although Dr. Zepp calls the exclusion 21 

an “obvious flaw”, (See PGE/2100 Zepp/18, line 12,) the omission was 22 

intentional.  The “terminal ROE” already includes the return from all sources.  23 
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Because Dr. Zepp “double-counts” the impact of selling shares, he generates a 1 

higher growth rate factor in the model. 2 

Q. WHAT IS THE IMPACT OF HIS ADJUSTMENTS?    3 

A. The primary impact is that first-stage growth is 7.6 percent one version and 8.8 4 

percent in the other version, with one version’s first-stage extending five years 5 

and the other version’s first-stage extends to ten years.  The growth rates he 6 

uses are based on the assumption that the future growth will “mirror” the past 7 

growth over each period. 8 

To expound on this concept, Dr. Zepp calculates the 7.6 percent figure based 9 

on the earnings growth from 1996-2005.  He then applies it to the ten-year 10 

future period.  Similarly, he calculates the 8.8 percent growth as the rate from 11 

2001-2005 and applies this to the future five-year period. 12 

Implicit in this approach is that the growth over the past five- and ten-year 13 

periods provides reasonable rates, even though it contradicts all the available 14 

sources of growth that I identified in my initial testimony. 15 

Dr. Zepp indicates that, “We do not know what cash flows investors expect to 16 

receive from electric utility stocks.  If they expect the pattern of past EPS to 17 

repeat itself in the future, the indicated cost of equity range of 10.31% to 18 

10.50% is just slightly below PGE’s requested ROE of 10.75.”  See PGE/2100 19 

Zepp/25. 20 

The second impact is that terminal growth is increased to 7.5 percent after the 21 

first ten years (Exhibit 2105) and it is increased to 6.55 percent after the first 22 
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five year’s (Exhibit 2106.)  The terminal ROE in both versions is the same, 1 

12.97 percent. 2 

A side-effect of the mechanically-applied assumptions Dr. Zepp creates is a 3 

terminal retention rate of 54.5 percent in Exhibit 2105 and 47.3 percent in 4 

Exhibit 2106.  Both of these figures are far beyond the actual retention rates 5 

that are expected into the future, based on Value Line’s estimates. 6 

Dr. Zepp refers to these adjustments as being based on “alternative 7 

assumptions Mr. Morgan said should be considered but he did not incorporate 8 

in his analysis.”  See PGE/2100 Zepp/4, lines 13-14. 9 

Dr. Zepp’s adjustment is puzzling.  He states that he assumes investors 10 

expect future EPS growth during the next ten years will be the same as it was 11 

in the last 10 years.  The only basis he states for this assumption appears to be 12 

that “At numerous places, Mr. Morgan advises the Commission it should 13 

consider historic utility growth rates in a DCF analysis.”  See PGE/2100 14 

Zepp/23, lines 10-11.  This is not an accurate depiction of my testimony.  At 15 

Staff/100 Morgan/13, I provide three paragraphs pertaining to “historic” growth 16 

rates.  I indicated that historic growth could provide “guidance” regarding future 17 

growth.  I also indicated that past dividend growth, if stable, could be assumed 18 

to continue, all else equal.  The last ten years’ of growth for my sample of 19 

companies did not approach the rate he assumes, but averaged less than 20 

three percent. 21 
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While I analyzed historic growth rates, my growth rate recommendation was 1 

based on growth rates that are supportable into perpetuity.  The historic data I 2 

referenced served as a check of reasonableness for my future projections. 3 

Q. DID DR. ZEPP RELY ON FORECASTS OF GROWTH FROM ANALYSTS?   4 

A. No.  It appears that Dr. Zepp has discounted growth forecasts in favor of using 5 

past growth rates. 6 

Dr. Zepp states that “Analysts are justifiably cautious about forecasting 7 

realistic earnings per share growth rates” and “it may be that analysts are 8 

generally pessimistic about prospects in the electric utility industry.  See 9 

PGE/2100 Zepp/19, lines 11-14. 10 

However, PGE’s own internal earnings growth target is four to five percent.  11 

See Staff/1003 Morgan/440.  [CONFIDENTIAL/] xxxxxxxxxxxxxxxxxxxxxxxxx 12 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 13 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 14 

xxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxxx 15 

xxxxxxxxxxx [/CONFIDENTIAL] See Confidential Exhibit/1403 Morgan/90; 16 

Morgan/92 and Morgan/95. 17 

Q. DID YOU RELY ON HISTORICAL GROWTH RATES FOR INCLUSION IN 18 

YOUR MODEL?   19 

A. No. The historic information supports only the low-end of my growth rate, and 20 

cost of equity indications.  It should be clear that the earnings growth rate that 21 

can be expected into the future, especially for rate-regulated companies, must 22 

be considered in conjunction with growth rates in book value.  As I stated in my 23 
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direct testimony, as book values increase, they provide the "asset base" upon 1 

which earnings are based.  Of course, earnings provide the driver for dividend 2 

payments.  The past levels of book value growth should be considered in order 3 

to derive meaningful expectations about forward-looking earnings growth.  In 4 

my final conclusion, I relied upon the quite conservative future projections that 5 

favor the Company's position and did not give much weight to the historic 6 

information. 7 

Q. SHOULD ONE CONSIDER HISTORIC GROWTH RATES? 8 

A. Yes.  Historic growth rates should be used, at a minimum, as a check of 9 

reasonableness for future projections.  Historical data requires reasoned 10 

judgment and requires an emphasis on the future and can provide valuable 11 

information if applied correctly. 12 

Q. HAS THE COMMISSION RULED ON THE ISSUE OF USING HISTORIC 13 

DATA?    14 
A. Yes.  In Order 01-777, the Commission stated: 15 

We concur with PGE that the use of a forecasted retention rate should 16 

be used in this docket. We are not precluding the use of historical 17 

retention rate information in future dockets, but parties advocating such 18 

usage must justify the use of such data. 19 

 20 

Staff disagrees and believes it inappropriate for PGE to favor the use 21 

of historical data to estimate s, while strenuously arguing that forward-22 

looking projections should be used for both b and r. We agree. 23 

Moreover, while we acknowledge the difficulty in predicting large 24 

offerings, PGE failed to establish that Value Line expressly excludes 25 

the possibility of such offerings in forecasting future sales of newly 26 
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issued stock. Moreover, Staff demonstrated that the historic data is 1 

misleading, since new stock sales as a percentage of the amount of 2 

stock outstanding has been in a steep decline. Based on this record, 3 

we conclude that projections should be used to estimate the sale of 4 

newly issued stock in this docket.” 5 

 6 

Q. ARE THESE ASSUMPTIONS REASONABLE?    7 

A. No.  Not only is the 12.97 percent terminal ROE beyond the range of 8 

reasonableness for the sample of companies, both the first- and second-stage 9 

growth factors are extreme.  The terminal growth rate is far outside the range I 10 

proposed in my initial testimony of four to five percent.  The end result of the 11 

contortions to the model reflects the various ways that DCF models can be 12 

misused. 13 

Q. DOES THE 12.50 PERCENT ROE FORECAST FROM VALUE LINE 14 

ASSUME THAT REGULATED UTILITIES SHOULD BE GRANTED ROES 15 

IN THAT RANGE? 16 

A. No.  Dr. Zepp informs us that Value Line’s current ROE “forecast” for the utility 17 

industry is 12.50, however, he does not mention why this may or may not be 18 

appropriate into “perpetuity”. 19 

I provided a sensitivity analysis that extends ROE to 12.0 percent, however, 20 

that figure was used for purposes of the sensitivity analysis only.  21 

Unfortunately, Dr. Zepp appears to have been misled by my DCF analysis.  22 

The fact that market-to-book ratios are greater than 1.0 implies that investors, 23 
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over all, also do not require such high returns.  In any case, Value Line now 1 

estimates a future ROE of only 11.5 percent. 2 

Value Line covers a total of 60 electric companies throughout the US.  These 3 

companies are not all predominantly rate-regulated.  In fact, of these 4 

companies, I include only fourteen in my initial “cohort” sample (and 12 in my 5 

updated sample).  This group was represented as being a “close fit” to purely 6 

rate-regulated enterprises.  Therefore, there are 46 to 48 additional companies 7 

making up the Value Line universe that were filtered as not being 8 

predominantly rate-regulated. 9 

The impact of unregulated operations and investments clearly impacts the 10 

equity returns that are expected to be earned from these companies.  This 11 

information does not support a requirement of such high equity returns for 12 

purely rate-regulated operations.  Given the calculations I provided above, a 13 

perpetual growth rate of 6.55 to 7.50 percent is unlikely even for the entire 14 

universe of companies covered by Value Line. 15 

Q. ARE VALUE LINE’S FORWARD-LOOKING ROES USEFUL FOR THE 16 

COMMISSION TO MAKE A JUDGMENT? 17 

A. Yes.  Value Line’s short-term, forward looking ROEs, in aggregate, are 18 

anticipated to be in the 10.5 – 11.5 range. 19 

My selected sample of companies is more appropriate to develop ROE 20 

estimates to use in the DCF model.  This is because the filtering process is 21 

designed to remove some of the bias of unregulated operations. Value Line is 22 

estimating “earned” ROEs, which may not be consistent with the investment 23 
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returns actually achieved by investors, includes the impact on current pricing.  1 

A market-to-book ratio greater than 1.0 indicates that my sample of utilities is 2 

expected to earn accounting ROEs greater than the utilities' costs of equity.  An 3 

accounting ROE forecast should not be used as a proxy for the cost of equity 4 

because it would over-estimate the cost of equity when the market-to-book 5 

ratio exceeds 1.0.  However, the accounting ROEs are useful for calculating “b 6 

x r” growth rates, and they already implicitly includes the “v x s” factor. 7 

Dr. Zepp’s adjustment is erroneous because the Value Line figure of 12.50 8 

percent included the entire population of electric companies Value Line covers.  9 

In any case, the 12.5 percent figure is “dated”, and has been updated by Value 10 

Line to reflect only 11.50 percent.  See Staff/1402 Morgan/1-3. 11 

Q. WHAT OTHER ARGUMENTS DOES DR. ZEPP MAKE? 12 

A. Dr. Zepp indicates that PGE is “more risky” than staff’s sample.  See 13 

PGE/2100 Zepp/6, lines 18-21.  He calculates Standard & Poor’s “business 14 

profile” ranking to the sample of companies, resulting in an average of 3.9 15 

percent.  Based on this metric, which is subjectively formulated by S&P, he 16 

argues that the sample is less risky.  He also calculates an “average” bond 17 

rating figure to further support his argument.  Finally, he iterates some of the 18 

“risk factors” that were contained in PGE’s Hager-Valach testimony. 19 

Dr. Zepp does not provide an analysis regarding which risk factors are 20 

properly considered in a cost of equity analysis.  The only risk factors that are 21 

useful in determining the cost of equity are those that increase a company’s 22 

non-diversifiable risks.  Unfortunately, although some of the risk factors may be 23 
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considered in a bond-rating analysis, they are not particularly useful in a cost of 1 

equity analysis. 2 

Q. DR. ZEPP ARGUES THAT A 9.3 PERCENT ROE IS ONLY 210 BASIS 3 

POINTS GREATER THAN THE CONSENSUS ESTIMATES OF BAA 4 

BONDS RATES FOR THE SECOND QUARTER OF 2007.  HOW DO YOU 5 

RESPOND? 6 

A. The updated 9.4 percent ROE that I recommend is 300 basis points greater 7 

than the 6.40 percent rate, as reported by the Federal Reserve as of 8 

9/22/2006.  See http://research.stlouisfed.org/fred2/series/WBAA?&cid=119. 9 

Q. DR. ZEPP USES THE CHANGE IN INTEREST RATES TO UPDATE A 10 

RECENT COST OF EQUITY DECISION IN OREGON AS SUPPORT FOR 11 

HIS CONTENTION THAT STAFF’S PROPOSED ROE IS TOO LOW.  IS 12 

THIS A REASONABLE APPROACH? 13 

A. No.  The Order in NW Natural’s rate case, Docket No. UG 152, was based on a 14 

settlement among parties.  Staff’s proposal in that case was almost 50 basis 15 

points lower and had factored in the expectation that interest rates would not 16 

remain at the historic lows of that period (2002).  An order from four years ago 17 

should not set precedence in ROEs today. 18 

Q. WHAT OTHER ARGUMENTS DOES DR. ZEPP MAKE? 19 

A. Dr. Zepp argues that the proposed ROE is lower than national regulatory 20 

decisions.  This argument has already been addressed, and should be 21 

disregarded. 22 
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Dr. Zepp then indicates that a “wealth of information available to determine 1 

benchmark equity costs that Mr. Morgan has chosen to exclude from his 2 

analysis.”  See PGE/2100 Zepp/14. 3 

Dr. Zepp appears to make this assertion to cause the Commission to rely on 4 

points that PGE makes that I have already discussed, including 1) the water-5 

utility DCF analysis that I discussed earlier in my testimony, 2) the adjustments 6 

he makes to my DCF model, 3) the market-value “analysis”  that explains why 7 

the results of DCF models are expected to understate ROEs, 4) the risk 8 

positioning model proposed by PGE, and 5) the new risk premium models that 9 

Dr. Zepp proposes. 10 

CHECK OF REASONABLENESS 11 

Q. DID YOU CONSIDER OTHER EXPECTATIONS FOR ROES? 12 

A. Yes.  I have included information that supports the expectation of ROE 13 

decisions under 10.0 percent, and potentially as low as 9.0 percent.  See 14 

Staff/1003 Morgan/184-208. 15 

Q. HOW DID YOU DETERMINE THE REASONABLENESS OF YOUR 16 

CONCLUSION? 17 

A. I provided various reports indicating what overall market returns are expected 18 

to be over the foreseeable future.  These figures range as low as about eight 19 

percent and as high as 11 percent.  The overall market expectations can be 20 

viewed as an upper limit to reasonable required ROEs for the public utility 21 

sector. 22 
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As I described in my opening testimony, regulated public utilities have lower 1 

risk than the overall market and should have returns lower than that required 2 

by the market.  This notion is well-founded.  Because the average Beta3 is 3 

lower than 1.0, equity returns for regulated public utilities would necessarily be 4 

lower than that of the market.  The CAPM framework requires a “risk-free rate”, 5 

a market risk premium, and estimates of Beta.  (See CUB-ICNU/400 6 

Gorman/26, line 12.)  This evidence is useful as a check of reasonableness.  7 

Q. WHAT DOES THIS IMPLY ABOUT THE COST OF EQUITY FOR 8 

REGULATED UTILITIES? 9 

A. Although Staff’s historic CAPM practice employs some technical adjustments, I 10 

will simplify the process for calculating the model. Current 10-year Treasuries 11 

are about five percent, which will suffice as the “risk-free” rate. 12 

As I mentioned earlier, the market return is expected to be no greater than 13 

11.0 percent, and likely as low as 10 percent.  Based on a return of 11 percent, 14 

the market risk premium would be six percent (11.0% – 5.0% = 6.0%).  I will 15 

use a Beta of 0.85, which is near the middle of the sample group’s Betas, as 16 

published by Value Line.4 Therefore, the sample group’s risk premium is 5.1 17 

percent (6.0% x .85 = 5.10%).  Adding this public utility risk premium to the 18 

current 4.8 percent risk-rate indicates an ROE of 9.9 percent (4.8% + 5.10% = 19 

9.9%).  Using the 10 percent market return to set a lower bound, the results 20 

                                            
3 See Staff/1003 Morgan/33 for a discussion of Beta. 
4 Whether Value Line’s Beta is the most reflective for use in the CAPM has been debated.  It likely provides an 
upper bound of reasonable Betas, depending on the measurement process.  Because Value Line’s Beta 
calculations are available and are independent, they are reasonable for this discussion. 
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would be a 4.25 percent risk premium (5.0% x .085) and an ROE of 9.05 1 

percent. 2 

These indications bracket my recommended 9.40 percent cost of equity.  3 

While this analysis is not proffered as a rigorous CAPM analysis, it does 4 

provide a check of reasonableness. 5 

Q. DO YOU CONTINUE TO RECOMMEND THAT THE COMMISSION 6 

REJECT PGE’S RISK POSITIONING MODEL AND PGE’S ASSERTION 7 

THAT THIS COMMISSION SHOULD DETERMINE AN ROE IN-LINE WITH 8 

OTHER COMMISSIONS? 9 

A. Yes.  The Commission ruled on a similar model in a prior docket.  Order 01-10 

777 stated: 11 

This Commission rejected a similar risk-positioning method proposed 12 

by another utility in a recent rate case.  We reach the same conclusion 13 

here. As Staff notes, PGE’s proposed methodology using authorized 14 

ROEs and yields on treasuries and corporate bonds is unconventional 15 

and has not been accepted by other regulatory agencies as a reliable 16 

means for determining cost of equity. Because the methodology is not 17 

based on accepted regulatory principles, we decline to adopt it for use 18 

in this proceeding.  19 

 20 

ROEs Authorized by other Regulatory Commissions 21 

In addition to their DCF and Risk Positioning Method estimates, Hager-22 

Valach rely on recent authorized ROE decisions by other regulatory 23 

commissions. Hager-Valach note that, during the last twelve months, 24 

electric utilities received an average authorized ROE of 11.6 percent, 25 

with a range of 11.0 to 12.9 percent. Because an investor will consider 26 

this type of information when making an investment, Hager-Valach 27 
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believe that PGE should be awarded a common equity return within 1 

this range. Staff objects and contends that PGE’s proposal is circular in 2 

reasoning, because decisions would simply be based by looking at 3 

what other commissions allow. Staff adds that PGE’s proposal would 4 

have the effect of improperly transferring to other jurisdictions the 5 

Commission’s obligation of setting cost of equity for Oregon utilities. 6 

Finally, Staff notes that the Commission rejected a similar request 7 

made by NW Natural in docket UG 132. 8 

 9 

“NW Natural contends that the Commission should rely on recent 10 

common equity return decisions made in other jurisdictions. We 11 

disagree. As Staff and NWIGU point out, there is frequently a 12 

substantial lag between the time evidence is prepared in a rate case 13 

and when a decision is finally rendered. Because interest rates 14 

have been steadily declining during the past several years, the 15 

failure to account for the regulatory lag could result in an 16 

overstatement of cost of capital. Moreover, as noted above, the 17 

authorized ROE is just one component of setting rates and is often 18 

tied to other, unknown elements in a rate case. Therefore, while 19 

other ROE determinations may provide evidence to confirm a 20 

decision, we are reluctant to base an award for NW Natural on 21 

unknowable parameters from other cases, set in other jurisdictions 22 

and different capital market conditions.” (Order No. 99-697 at 23.) 23 

 24 

“PGE believes that a review of other authorized ROEs is relevant to 25 

determine investor’s expectations. Because an investor views a 26 

commission decision as the utility’s best estimate of the cost of equity 27 

at the time of the decision, PGE maintains that the investor will go 28 

elsewhere if the authorized ROE is set too low for the risk of the 29 

investment. PGE adds that, contrary to its argument here, Staff has 30 
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previously asked the Commission to consider ROE decisions from 1 

other jurisdictions. As an example, PGE notes that Staff referred the 2 

Commission to a decision by Nevada Commission to justify its ROE 3 

recommendation in docket UG 132.  We adhere to our prior 4 

determination that, while other ROE determinations may provide 5 

confirmation of a decision, they should not be used as an independent 6 

method on which to base an award. Capital market conditions, not 7 

regulatory decisions, determine a utility’s cost of equity. While we 8 

agree that regulatory agencies generally make every effort to capture 9 

those conditions, a review of past decisions cannot replace an 10 

independent analysis of current market conditions and how they affect 11 

the particular utility. Moreover, ROE determinations are made not just 12 

in traditional rate cases, but also in a range of other proceedings, such 13 

as industry restructuring plans, merger approval cases, or  erformance-14 

based regulatory plans. Thus, the ROE awards may have been based, 15 

in part, on other unknown parameters relevant in that particular docket. 16 

Accordingly, we will continue to review ROEs authorized in other 17 

jurisdictions to help gauge the reasonableness of the cost of equity 18 

estimates derived from independent methodologies. We will not, 19 

however, rely on such decisions to base an ROE award for a utility. 20 

 21 

CONCLUSION 22 

PGE provided an updated analysis at Exhibit 2002.  Consistent with my initial 23 

testimony, omitting the results from the “historic GDP growth” formula, PGE’s 24 

range of ROEs is from 8.39 to 9.93 percent, based on “closing prices”.  The 25 

sample with the highest results contains a very broad sample of companies, 26 

yet does not support PGE’s 10.75 percent ROE conclusion.  It is unknown what 27 
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the capital structure of this sample is, however it is highly unlikely that it 1 

contains more than 45 percent to 48 percent equity in its capital structure. 2 

Edison Electric Institute’s Electric Perspectives “The Dividend Advantage” 3 

provides an example of the change in costs of equity due to the dividend tax 4 

cut implemented in 2003.  See Staff/1402 Morgan/33.  The example provided 5 

in this article indicated a decrease in the cost of equity of 150 basis points, 6 

from 10.81 percent to 9.29 percent, reflecting a 152 basis point reduction in the 7 

cost of equity due solely to the reduction in taxes applicable to dividends.  It is 8 

clear that the reduction in taxes applied to dividends reduces the cost of 9 

capital, and the results of my DCF analysis are in-line with the expected impact 10 

of the tax cut.   11 

The Commission should adopt staff’s recommendation of a 9.4 percent cost 12 

of equity.  It should also adopt staff’s recommendation regarding the capital 13 

structure, containing 50 percent equity and 50 percent debt.  My 14 

recommendations are consistent with investors’ required return on capital, and 15 

would not negatively impact PGE’s access to the capital market. 16 

Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 17 

A. Yes. 18 
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Q. PLEASE STATE YOUR NAME AND POSITION. 1 

A. My name is Maury Galbraith.  The Public Utility Commission of Oregon (OPUC) 2 

employs me as a Senior Economist. 3 

Q. DID YOU PREVIOUSLY FILE TESTIMONY IN THESE PROCEEDINGS? 4 

A. Yes.  I sponsored Staff/100 and Staff/800 in consolidated Docket Nos. UE 180, 5 

UE 181 and UE 184.  My witness qualifications were provided as Staff/101. 6 

  7 

Introduction and Summary 8 

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 9 

A. I address three separate issues in this testimony.  The first issue is Portland 10 

General Electric's (PGE’s) proposed power cost framework.  The second issue 11 

concerns the appropriate forced outage rates to use to normalize the generation 12 

of the Boardman and Colstrip units in the test period.  The third issue is the 13 

prudence of PGE’s decision to build the Port Westward generating facility.   14 

Q. HOW IS YOUR TESTIMONY ORGANIZED? 15 

A. First, I address PGE’s proposed power cost framework.  Next, I discuss the 16 

Boardman and Colstrip forced outage rates.  Lastly, I address the prudence of 17 

PGE’s decision to build Port Westward. 18 



Dockets UE 180/ UE 181/ UE 184 Staff/1500 
  Galbraith/2 

 PGE's Power Cost Framework 1 

Q. PLEASE SUMMARIZE STAFF'S PRIOR RECOMMENDATIONS REGARDING 2 

PGE’S POWER COST FRAMEWORK. 3 

A. Staff made the following recommendations in its direct testimony: 4 

•  The Commission should use the design criteria for power cost adjustment 5 

mechanisms identified in Order 05-1261 to evaluate PGE’s proposed power 6 

cost framework. 7 

•  The Commission should reject PGE’s Annual Power Cost Variance (Annual 8 

Variance) mechanism.  The Annual Variance mechanism lacks a power cost 9 

deadband and as a result does not satisfy the unusual event standard.  The 10 

mechanism also lacks an earnings test deadband and therefore fails to 11 

prevent recovery if overall earnings are reasonable.  12 

•  The Commission should reject PGE’s Annual Power Cost Update (Annual 13 

Update) mechanism.  It is unclear if the benefits of a prospective automatic 14 

adjustment clause outweigh its regulatory burdens. 15 

• The Commission should adopt Staff’s proposed long-term power cost 16 

adjustment (PCA) mechanism.  Staff’s proposed PCA mechanism satisfies 17 

the unusual event and reasonable recovery standards.  It also does not 18 

incent direct-access eligible customers on their choice to go direct access or 19 

remain with the company. 20 

Q. PGE WITNESS MS. LESH ASSERTS THAT STAFF HAS FAILED TO 21 

ARTICULATE OR EXPLAIN THE NATURE OF THE RISK THAT PGE’S 22 

PROPOSED POWER COST FRAMEWORK SHIFTS TO CUSTOMERS.  SEE 23 

PGE/1800, LESH/7.  IS THIS ASSERTION ACCURATE? 24 
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A. No.  Staff has presented its position on power cost risk in testimony in four 1 

separate dockets and has expressed its position directly to PGE in numerous 2 

workshops on this issue in recent years.  I believe Staff’s position on the risk 3 

PGE’s proposal would shift to customers is clear.  Staff is unsure as to the basis 4 

of PGE’s continued misunderstanding.   5 

Q. PLEASE SUMMARIZE STAFF’S POSITION ON POWER COST RISK. 6 

A. Staff first articulated its position on power cost risk in Docket No. UE 137: 7 

It is Staff's position that the primary purpose of a PCA is to protect the utility 8 
from major increases in net variable power costs (NVPC).  Historically, major 9 
increases in NVPC have been associated with poor hydro conditions or large 10 
plant outages.  Recent history has shown that major increases in NVPC can 11 
result from instability in wholesale power markets.  Recent history has also 12 
shown that these events can be interrelated.  A PCA also protects customers 13 
from paying too much when large decreases in power costs occur.  However, 14 
large decreases in NVPC are less likely than large increases in NVPC.  It is 15 
Staff's position that a PCA should be designed to give the utility insurance 16 
against major increases in NVPC. 17 

 UE 137, Staff/100, Galbraith/1 (emphasis in original).   18 

   Staff’s position on the allocation of power cost risk has remained largely 19 

unchanged since Docket UE 137.  In direct testimony in Docket Nos. UE 180, UE 20 

181, and UE 184, Staff explained that its position on power cost risk was a 21 

precursor to the Commission’s unusual event standard, established in Order 05-22 

1261, for hydro-related PCA mechanisms: 23 

Staff has consistently argued in recent cases that PCA mechanisms should 24 
be used to protect the company from extreme fluctuations in NVPC.  Staff 25 
has recommended using a deadband to exclude a reasonable range of 26 
normal variation from triggering the PCA mechanism.  See Staff Testimony in 27 
Docket No. UE 137, Staff Closing Comments in Docket No. UM 1071, Staff 28 
Testimony in Docket No. UE 165, and Staff Testimony in Docket No. UE 173.   29 

In Order 05-1261, the Commission indicated that the long-term operation of a 30 
PCA mechanism allows offsetting events to be reflected in customer rates 31 
and, therefore, provides an opportunity to use a more inclusive recovery 32 
standard (i.e., a narrower deadband) in a PCA mechanism than it would allow 33 
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with a one-time deferral mechanism.  See Order 05-1261 at 9-10.  The 1 
Commission concluded that a hydro-only PCA mechanism should be used to 2 
protect the company from unusual variation in hydro-related power costs. 3 

 UE 180, UE 181, UE 184, Staff/800, Galbraith/8-9.   4 

   In this proceeding, Staff has proposed a retrospective PCA mechanism, with 5 

a deadband equivalent to 150 basis points of return on equity (ROE).  The 6 

deadband limits supplemental recovery to unusual events and would require PGE 7 

to absorb that amount of excess power costs.  Staff believes this deadband 8 

satisfies the Commission’s unusual event standard.   9 

Q. WHAT DO YOU BELIEVE IS THE MOST RELEVANT RISK FOR THE 10 

COMMISSION TO CONSIDER WHEN EVALUATING PGE’S PROPOSED 11 

POWER COST FRAMEWORK?    12 

A. The most relevant risk is extreme increases in net variable power costs (NVPC).  13 

Staff assigns priority to the consideration of extreme increases in NVPC for three 14 

reasons.  First, the impact of increases in NVPC on shareholder earnings, or 15 

customer rates, is qualitatively different from the impact of decreases in NVPC on 16 

shareholder earnings, or customer rates.  Increases in NVPC are bad outcomes.  17 

Decreases in NVPC are good outcomes.  Second, the severity, or magnitude of 18 

the increases in NVPC makes a difference.  Trivial or modest increases in NVPC 19 

are qualitatively different from extreme increases in NVPC.  Finally, Staff believes 20 

that increases in NVPC are more likely than decreases in NVPC.1    21 

Q. PLEASE ELABORATE ON POWER COST RISK FROM THE SHAREHOLDER 22 

PERSPECTIVE? 23 
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A. The following decision matrix illustrates the relevant risk from the shareholder 1 

perspective.          2 

Table 1. Shareholder PCA Mechanism Decision Matrix
Base case: No PCA Mechanism, Actual COS = Forecasted COS

$55 M Decrease in 
NVPC

$55 M Increase in 
NVPC

Without PCA Increased earnings 
(+$55 M)

Decreased earnings         
(-$55 M)

With PCA (90-
10 Sharing)

Increased earnings after 
refund to customers         
(+$5.5 M)

Decreased earnings 
after recovery from 
customers                        
(-$5.5 M)

 3 

   The base case for this analysis is regulation without a retrospective PCA 4 

mechanism where the utility’s actual cost-of-service is equal to its forecasted cost-5 

of-service.  See UE 180, UE 181, UE 184, PGE/1800, Lesh/15, lines 17-20.  The 6 

analysis compares monetary outcomes under two regulatory regimes and two 7 

power cost outcomes.  The two regulatory regimes are regulation without a PCA 8 

mechanism and regulation with PGE’s proposed PCA mechanism.  Assume the 9 

two possible power cost outcomes are a $55 million decrease in NVPC, which 10 

occurs with a probability of q, and a $55 million increase in NVPC, which occurs 11 

with a probability of 1-q. 12 

                                                                                                                                    

1 Staff’s focus on both the likelihood and magnitude of bad outcomes is not uncommon.  See 
Northwest Power and Conservation Council, The Fifth Northwest Electric Power and Conservation 
Plan, May 2005 (Chapter 6: Risk Management & Assessment); and Rescher, Nicholas, Risk: A 
Philosophical Introduction to the Theory of Risk Evaluation and Management, University Press of 
America, 1983 (Chapter 3: Negativity Evaluation and Comparison).   
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 1 

   Without a PCA mechanism, a decrease in NVPC of $55 million results in 2 

increased earnings of $55 million before taxes, all other things the same.  On the 3 

other hand, a $55 million increase in NVPC results in decreased earnings of $55 4 

million.  If there were an equal probability of a $55 million decrease and a $55 5 

million increase in NVPC (i.e., q = .5) then the expected change in shareholder 6 

earnings without a PCA mechanism would be zero.     7 

   With PGE’s proposed retrospective automatic adjustment clause, a decrease 8 

in NVPC of $55 million results in increased earnings of $5.5 million after refund to 9 

customers.  Conversely, a $55 million increase in NVPC results in decreased 10 

earnings of $5.5 million.  Again, with equal probabilities the expected change in 11 

shareholder earnings would be zero.        12 

Q. WHAT IS THE RATIONALE FOR PGE TO PREFER REGULATION WITH A 13 

PCA MECHANISM TO REGULATION WITHOUT A PCA MECHANISM?  14 

A. The fact that PGE is requesting a retrospective PCA mechanism is an indication 15 

that it is willing to forego increased earnings associated with decreases in NVPC 16 

in order to avoid reduced earnings associated with increases in NVPC.  In other 17 

words, PGE either believes the probability of power cost increases is greater than 18 

the probability of power cost decreases (i.e., q < .5) and/or is risk averse and 19 

would rather avoid power cost increases than enjoy power cost decreases.  This 20 

is simply another way of saying that PGE considers exposure to increases in 21 

NVPC to be the bad outcome. 22 

Q. PLEASE ELABORATE ON POWER COST RISK FROM THE CUSTOMER 23 

PERSPECTIVE? 24 
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A. The following decision matrix illustrates the relevant risk from the customer 1 

perspective. 2 

Table 2.  Customer PCA Mechanism Decision Matrix
Base case: No PCA Mechanism, Actual COS = Forecasted COS

$55 M Decrease in 
NVPC

$55 M Increase in 
NVPC

Without PCA No opportunity No exposure

With PCA (90-
10 Sharing)

Rate decrease                  
(+$49.5 M)

Rate increase                   
(-$49.5 M)

 3 

   Without a PCA mechanism, customers have no exposure to increases in 4 

NVPC and no opportunity to enjoy decreases in NVPC.  The expected change in 5 

rates is zero.     6 

   With PGE’s proposed retrospective automatic adjustment clause, a decrease 7 

in NVPC of $55 million results in rate credits totaling $49.5 million.  On the other 8 

hand, a $55 million increase in NVPC results in a rate increase of $49.5 million.  9 

Again, with equal probabilities the expected change in rates would be zero. 10 

Q. IS IT STAFF’S POSITION THAT CUSTOMERS ARE BETTER OFF WITHOUT A 11 

RETROSPECTIVE PCA MECHANISM?  12 

A. Yes.  As I mentioned earlier, Staff believes rate increase are qualitatively different 13 

from rate decreases.  Given recent history in energy prices, I believe customers 14 

likely assign more weight to the avoidance of large rate increases than they do to 15 

the pursuit of rate decreases.  In addition, Staff believes that increases in NVPC 16 
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are more likely than decreases in NVPC.2  Customers should be willing to forego 1 

the potential rate decreases associated with PCA regulation in exchange for the 2 

avoidance of rate increases due to increases in NVPC.  Again, exposure to large 3 

increases in NVPC is the bad outcome.     4 

Q. MS. LESH ARGUES THAT PGE CANNOT BEAR CUSTOMERS’ RISK THAT 5 

ACTUAL COST-OF-SERVICE WILL BE LOWER THAN FORECASTED COST-6 

OF-SERVICE AND THAT THE STAFF POSITION CONTRADICTS THIS 7 

CONCLUSION.  SEE UE 180, UE 181, UE 184, PGE/1800, LESH/15-16.  IS 8 

THIS ACCURATE?    9 

A. No.  Any contradiction, or confusion, is properly attributed to Ms. Lesh’s logic and 10 

not to Staff’s position.  The confusion is resolved once one recognizes that 11 

shareholders and customers do not value decreases in NVPC (i.e., upside 12 

potential) and increases in NVPC (i.e., downside risk) equally.  Ms. Lesh seems to 13 

question why Staff pays more attention to increases in NVPC than to decreases in 14 

NVPC.  The answer is simple: large increases in NVPC are bad outcomes.  Ms. 15 

Lesh seems to believe that all gaps between actual NVPC and forecasted NVPC 16 

are equally bad outcomes, regardless of their sign and magnitude.  If PGE, on 17 

behalf of its shareholders, is willing to exchange upside potential for the 18 

avoidance of downside risk, then why is it a contradiction for customers to pursue 19 

the same objective?  The company appears unable to grasp the fact that both 20 

shareholders and customers want to avoid the same thing: exposure to large 21 

increases in NVPC.     22 

                                                 

2 PGE also believes this general principle.  See PGE/1900, Tinker – Schue – Drennan/53, 
lines 7-8 and footnote 4. 
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Q. MS. LESH ARGUES THAT A RETROSPECTIVE AUTOMATIC ADJUSTMENT 1 

CLAUSE REDUCES RISK.  SEE PGE/1800, LESH/11.  IS THIS A VALID 2 

ARGUMENT?  3 

A. No.  A retrospective PCA mechanism shifts risk to customers.  The central 4 

comparison is between regulation without a retrospective automatic adjustment 5 

clause and regulation with an automatic adjustment clause.  In the earlier 6 

example, under regulation without a PCA mechanism shareholders absorb the full 7 

$55 million in increased NVPC.  With PGE’s proposed PCA mechanism, 8 

customers bear $49.5 million (90 percent) and shareholders $5.5 million (10 9 

percent) of the increased NVPC.  PGE’s proposed change in regulatory regime 10 

shifts nearly all power cost risk from shareholders to customers.  11 

Q. MS. LESH ARGUES THAT THE COMMISSION ALLOCATES COST-OF-12 

SERVICE RISK WHEN IT SETS THE BASELINE NVPC FOR A GIVEN TEST 13 

PERIOD.  SEE PGE/1800, LESH/12-13.  IS THIS A VALID ARGUMENT?  14 

A. Yes, in a very limited sense.  Ms. Lesh argues that the Commission allocates 15 

cost-of-service risk when it chooses a forecast of baseline NVPC.  The example 16 

offered in support of this claim is a case where the Commission arbitrarily reduces 17 

PGE’s forecasted NVPC by $20 million and thereby allocates more risk to the 18 

utility.  According to this logic, in order for the Commission to allocate less risk to 19 

the utility it would have to arbitrarily increase the forecast of baseline NVPC.  20 

Staff, on the other hand, assumes that when the Commission chooses a forecast 21 

of baseline NVPC that it does so based on the evidence presented in the record.  22 

In other words, the Commission chooses the best forecast.  PGE’s risk allocation 23 

logic only makes sense in the case where the Commission chooses to use a 24 

lower or higher number than its best forecast.  In other words, the argument 25 
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makes sense if the Commission opts to authorize rates that are either “cost-of-1 

service plus” or “cost-of-service minus.”  As Staff’s earlier example shows, the 2 

most relevant risk is exposure to large increases in NVPC and the Commission’s 3 

ability to allocate this risk is much greater than PGE is willing to admit.          4 

  Q. MS. LESH ALSO ARGUES THAT THE COMMISSION CAN RE-ALLOCATE 5 

COST-OF-SERVICE RISK BY BRINGING ACTUAL COSTS INTO THE 6 

RATEMAKING PROCESS IN AN UNEVEN MANNER.  SEE PGE/1800, 7 

LESH/12-13.  DOES THIS ARGUMENT MAKE SENSE?  8 

A. Yes, in a very limited sense.  Ms. Lesh indicates that one-time deferrals of excess 9 

power costs and one-sided PCA mechanisms are examples where the 10 

Commission re-allocates cost-of-service risk.  This is true.  However, the 11 

Commission has indicated a preference for a permanent PCA mechanism as a 12 

means to overcome reliance on one-time deferred accounting and has indicated 13 

that PCA mechanisms should be designed to be revenue neutral.  The objective 14 

should be to avoid allocating cost-of-service risk between shareholders and 15 

customers in an uneven manner and to achieve a permanent and fair allocation of 16 

power cost risk between shareholders and customers.     17 

Q. ARE PGE’S VIEWS ON RISK ALLOCATION LIMITED BY ITS SOLE FOCUS 18 

ON COST-OF-SERVICE RISK?    19 

A. Yes.  PGE’s examples of risk allocation are counterintuitive because they 20 

presume that the only relevant risk is cost-of-service risk.  As I indicated earlier, 21 

the most relevant risk is exposure to large increases in NVPC.  Both shareholders 22 

and customers want to avoid this bad outcome and are willing to trade upside 23 

potential to achieve the goal. 24 



Dockets UE 180/ UE 181/ UE 184 Staff/1500 
  Galbraith/11 

Q. PLEASE RECAP HOW THESE CONSIDERATIONS HAVE INFLUENCED 1 

STAFF’S RECOMMENDATIONS ON PCA MECHANISMS IN THIS AND OTHER 2 

RECENT DOCKETS.  3 

A. Staff believes that the primary purpose of a PCA mechanism is to protect utility 4 

shareholders from large increases in NVPC.  Staff supports the use of a 5 

retrospective PCA mechanism as a means to reduce shareholder NVPC-related 6 

earnings risk.  However, Staff does not believe it is appropriate to shift all of the 7 

risk to customers.  The fundamental issue is the amount of risk reduction, or 8 

earnings stability, to achieve with a PCA mechanism.  Staff has recommended 9 

using a deadband to prevent normal variation in NVPC from triggering the PCA 10 

mechanism.  Staff believes a deadband is the best way to protect shareholders 11 

from extreme increases in NVPC without shifting too much risk to customers.  A 12 

large deadband serves two other purposes.  First, it keeps PGE focused on 13 

managing power cost risk.  Not only can the company take actions to reduce the 14 

risk, investors in PGE can hedge the risk through diversifying their portfolios.  It is 15 

likely more efficient to leave power cost risk with the company than to shift this 16 

risk to customers where diversification is problematic.  Second, a large deadband 17 

prevents the PCA mechanism from supplanting normalized test year ratemaking. 18 

Q. PROTECTION FROM BAD MONETARY OUTCOMES SOUNDS LIKE 19 

INSURANCE.  IS THIS AN APPROPRIATE ANALOGY? 20 

A. Yes.  A PCA mechanism is like insurance; it does not prevent the bad events from 21 

happening, it only cushions their economic impact.  A PCA mechanism does not 22 

reduce the potential for extreme increases in NVPC; it simply limits shareholders’ 23 

monetary loss.  The purpose of a PCA mechanism is to transform a hazard that 24 
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poses an unacceptable risk to shareholders into one for which risk is shared by 1 

both shareholders and customers.    2 

Q. MS. LESH SUGGESTS THAT SOME PARTIES MAY VIEW COST-OF-SERVICE 3 

ELECTRICITY AS A “NO TRUE UP” PRODUCT.  SEE PGE/1800, LESH/18-22.  4 

DOES STAFF HOLD THIS VIEW?  5 

A. No.  However, Staff also does not hold the view implicit in much of Ms. Lesh’s 6 

argument that cost-of-service pricing requires a frequent and full true-up to actual 7 

costs.  8 

Q. MS. LESH REBUTS YOUR STATEMENTS ABOUT THE DEGREE OF 9 

COMPANY CONTROL OVER NET POWER COSTS.  SEE PGE/1800, LESH/26.  10 

DID YOU FIND THIS REBUTAL PERSUASIVE?  11 

A. No.   12 

Q. PLEASE EXPLAIN. 13 

A. While I agree with Ms. Lesh that the amount of control a utility can exercise over 14 

an element of cost-of-service affects the size, or amount, of risk associated with 15 

that cost element, my point is that the question of the appropriate sharing of 16 

power cost risk presupposes a significant lack of control.  See UE 180, UE 181, 17 

UE 184, Staff/800, Galbraith/11-12.  Lack of control is not a reason that justifies 18 

shifting nearly all power cost risk to customers, it is simply one reason for the 19 

existence of the risk in the first place.   20 

Q. PGE ARGUES THAT REDUCING COST-OF-SERVICE RISK BENEFITS 21 

CUSTOMERS.  SEE PGE/1800, LESH/30-31.  CAN YOU SUMMARIZE THESE 22 

ARGUMENTS?  23 

A. Yes.  PGE’s first argument is that its required ROE is higher without the 24 

company’s proposed power cost framework and, therefore, if the Commission fails 25 
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to adopt its power cost framework then the fixed costs of new investments will be 1 

higher.  Ms. Lesh next asserts that incurring higher fixed costs to avoid periodic 2 

bad NVPC outcomes is a poor bargain.  See UE 180, UE 181, UE 184, 3 

PGE/1800, Lesh/30-31.  The argument, in a nutshell, is that lower investment 4 

costs will more than offset customers’ exposure to power cost risk and result in 5 

net customer benefits.   6 

   PGE’s second argument is that its proposed power cost framework will 7 

provide improved price signals and that this benefits customers by enabling better 8 

consumption decisions.  See UE 180, UE 181, UE 184, PGE/1800, Lesh/31.            9 

   The final argument for customer benefits is that reducing cost-of-service risk 10 

improves inter-generational equity among customers.  See UE 180, UE 181, UE 11 

184, PGE/1800, Lesh/31.            12 

Q. IS PGE’S FIRST ARGUMENT FOR CUSTOMER BENEFITS PERSUASIVE?  13 

A. No.  Ms. Lesh chides other parties for failing to demonstrate that not reducing 14 

cost-of-service risk benefits customers.  See UE 180, UE 181, UE 184, 15 

PGE/1800, Lesh/31, lines 13-16.  PGE has not demonstrated, or attempted to 16 

demonstrate, that lower investment costs will offset customers’ exposure to power 17 

cost risk.   18 

Q. IS PGE’S SECOND ARGUMENT FOR CUSTOMER BENEFITS PERSUASIVE?  19 

A. No.  When it comes to sending accurate price signals, PCA mechanisms are very 20 

blunt instruments.  The price signal can reach the customer more than a year after 21 

the fact.  There are better ways of enabling better consumption decisions.  22 

Q. IS PGE’S THIRD ARGUMENT FOR CUSTOMER BENEFITS PERSUASIVE?  23 
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A. No.  While improving inter-generational equity among customers is a good thing, 1 

improving intra-generational equity between customers and shareholders should 2 

be the primary concern.   3 

Q. PGE CRITICIZES STAFF’S DEADBAND FOR HAVING NOTHING TO DO WITH 4 

THE DISTRIBUTION OF NVPC OUTCOMES.  SEE PGE/1800, LESH/41.  CAN 5 

YOU ADDRESS THIS CRITICISM?          6 

A. Yes.  Staff has approximated the distribution of PGE’s NVPC developed by PA 7 

Consulting using Monte Carlo simulation and the statistical parameters provided 8 

at PGE/1803, Lesh/43.  PGE does not have the model developed by PA 9 

Consulting or the prototype histogram of NVPC outcomes.  See Staff/1501, 10 

Galbraith/1.  Staff made 10,000 random draws from each of four different 11 

distributions that bracket the statistical parameters provided by PA Consulting.  12 

Staff then combined the draws and constructed alternative deadbands based on 13 

the simulated distribution.     14 

Q. HOW DOES STAFF’S PROPOSED 150 BASIS POINT DEADBAND COMPARE 15 

TO ALTERNATIVE DEADBANDS BASED ON THE SIMULATED 16 

DISTRIBUTION OF PGE’S NVPC? 17 

A. The analysis shows that Staff’s proposed deadband falls between an alternative 18 

deadband set at the 60th percentile of the NVPC distribution and an alternative 19 

deadband set at the 70th percentile of the NVPC distribution.  See Staff/1502, 20 

Galbraith/1-3.  The following table shows this comparison: 21 
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Table 3. Comparison of Staff PCA Mechanism to Alternative PCA
              Mechanisms Based on Percentile Deadbands.

60th & 40th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

70th & 30th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

Staff's 
Proposed 
PCA 
Mechanism

Upper Deadband $14 $30 $21
Lower Deadband -$13 -$27 -$21

Increases in NVPC
Average Increase in NVPC (in millions) $49 $49 $49
Average PGE Share (in millions) $16 $26 $21
Average Customer Share (in millions) $32 $22 $28

Overall Percentage Borne by PGE 33% 54% 43%
Overall Percentage Borne by Customers 67% 46% 57%

100% 100% 100%

Increases Above Upper Deadband
Average Increase in NVPC (in millions) $59 $71 $64
Average PGE Share (in millions) $18 $34 $25
Average Customer Share (in millions) $40 $37 $39

Overall Percentage Borne by PGE 31% 48% 39%
Overall Percentage Borne by Customers 69% 52% 61%

100% 100% 100%

 1 

 Staff’s proposed PCA mechanism, with a deadband of 150 basis points of ROE 2 

and 90-10 sharing beyond the deadband, would allocate 57 percent of PGE’s 3 

power cost risk to customers if the prototype distribution is accurate.  Under 4 

Staff’s proposal customers would bear 61 percent of the increased cost of events 5 

exceeding the deadband.  Staff’s proposed PCA mechanism could be expected to 6 

result in recovery/refund in at least 7 out of 10 years.   7 

   In comparison, an alternative PCA mechanism, with a deadband set at the 8 

70th and 30th percentiles of the prototype distribution (equivalent to plus $30 9 

million and minus $27 million) and 90-10 sharing beyond the deadband, would 10 

allocate 46 percent of PGE’s power cost risk to customers if the prototype 11 



Dockets UE 180/ UE 181/ UE 184 Staff/1500 
  Galbraith/16 

distribution is accurate.  This alternative PCA mechanism could be expected to 1 

trigger in 6 out of 10 years.       2 

Q. THE PROTOTYPE DISTRIBUTION OF PGE’S NVPC DEVELOPED BY PA 3 

CONSULTING LIKELY UNDERSTATES THE VARIABILITY IN PGE’S POWER 4 

COSTS.  SEE UE 180, UE 181, UE 184, PGE/1803, LESH/43-44.  HOW DOES 5 

THIS IMPACT STAFF’S COMPARATIVE DEADBAND ANALYSIS? 6 

A. Staff believes that its comparative deadband analysis likely overstates the 7 

allocations of increased NVPC to PGE and understates the allocations of 8 

increased NVPC to customers.  9 

Q. HAS PGE’S REBUTTAL OF STAFF’S TESTIMONY REGARDING THE 10 

COMPANY’S PROPOSED POWER COST FRAMEWORK PERSUADED STAFF 11 

TO MODIFY ANY OF ITS PRIOR RECOMMENDATIONS? 12 

A. No. 13 

Q. DOES THIS CONCLUDED YOUR TESTIMONY ON PGE’S PROPOSED POWER 14 

COST FRAMEWORK? 15 

A. Yes. 16 
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PGE’S Boardman and Colstrip Forced Outage Rates 1 

Q. WHAT CONCERN DID YOU IDENTIFY WITH PGE’S PROPOSED FORCED 2 

OUTAGES RATES FOR BOARDMAN AND COLSTRIP? 3 

A. I identified a flaw in the traditional four-year rolling average calculation of a unit’s 4 

‘normal’ forced outage rate.  I indicated that it is inappropriate to include extreme 5 

outage events in the four-year average because doing so assigns too much 6 

weight to the extreme event.  See UE 180, UE 181, UE 184, Staff/100, 7 

Galbraith/6.  I indicated that PGE’s proposed ‘normal’ forced outage rate for 8 

Boardman reflected an extreme outage rate from 2005.  See UE 180, UE 181, UE 9 

184, Staff/100, Galbraith/6.   I also indicated that the proposed Colstrip rate 10 

inappropriately reflected an extreme forced outage rate from 2002.  See UE 180, 11 

UE 181, UE 184, Staff/100, Galbraith/13. 12 

Q. PLEASE SUMMARIZE STAFF'S RECOMMENDATION REGARDING PGE’S 13 

FORCED OUTAGES RATES FOR BOARDMAN AND COLSTRIP. 14 

A. Staff recommended that the Commission use adjusted North American Electric 15 

Reliability Council (NERC) peer group equivalent forced outage rates as the 16 

‘normal’ test period rates for Boardman and Colstrip.  The recommended rates 17 

were 7.67 percent for Boardman and 7.69 percent for Colstrip.  Staff estimated 18 

that the proposed adjustments would lower PGE’s test period NVPC by $12.847 19 

million. 20 

Q. DID PGE ADDRESS YOUR CONCERN WITH THE TRADITIONAL FOUR-YEAR 21 

AVERAGE METHODOLOGY IN ITS REBUTTAL TESTIMONY? 22 

A. No.  PGE argued that Staff failed to demonstrate that using NERC peer group 23 

averages would be less volatile than using the four-year average methodology.  24 

See UE 180, UE 181, UE 184, PGE/1900, Tinker – Schue – Drennan/41.  Staff 25 
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did not identify volatility of the four-year average as a concern.  Staff identified the 1 

inappropriate weighting of extreme outage events as a flaw in the four-year 2 

average approach to determining ‘normal’ forced outage rates.  PGE failed to 3 

address this concern.    4 

Q. PGE ARGUES THAT THE HIGHER FORCED OUTAGE RATES AT THESE 5 

PLANTS ARE OFFSET BY LOWER PLANNED OUTAGE RATES.  SEE UE 180, 6 

UE 181, UE 184, PGE/1900, TINKER – SCHUE – DRENNAN/38-39.  DID YOU 7 

FIND THIS REBUTTAL PERSUASIVE?   8 

A. No.  This rebuttal is unpersuasive.  First, the identified offset is not a good 9 

economic tradeoff.  Forced outages are likely to be more expensive than planned 10 

outages.  Planned outages are scheduled for periods of the year when wholesale 11 

power prices are expected to be at their lowest levels.  A utility can purchase 12 

replacement power for these scheduled outages in the forward markets.  On the 13 

other hand, forced outages occur randomly.  Some of these random outages will 14 

occur during high price periods of the year and will force the utility to acquire 15 

replacement power in the real-time and day-ahead wholesale markets.  Second, 16 

although it is clear that the actual forced outage rates are reflected in PGE’s retail 17 

rates through the use of the four-year average methodology, PGE failed to 18 

demonstrate that that the offset, lower than average planned outage rates, are 19 

also reflected in its retail rates. 20 

Q. DOES THE FOUR-YEAR AVERAGE METHODOLOGY PROVIDE INCENTIVE 21 

FOR A UTILITY TO HAVE HIGHER THAN AVERAGE FORCED OUTAGE 22 

RATES AND LOWER THAN AVERAGE PLANNED OUTAGES? 23 

A. This is certainly an additional concern that I now have with the 4-year average 24 

calculation of ‘normal’ forced outage rates. 25 
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Q. PGE CRITICIZES STAFF FOR FAILING TO IDENTIFY THE COLSTRIP 1 

ADJUSTMENT IN PRIOR RATE PROCEEDINGS.  SEE UE 180, UE 181, UE 2 

184, PGE/1900, TINKER – SCHUE – DRENNAN/40.  HOW DO YOU EXPLAIN 3 

THIS INCONSISTENCY?   4 

A. The October 23, 2005 outage at the Boardman facility was the impetus for taking 5 

a harder look at the four-year average methodology.  Staff now believes that using 6 

NERC peer group averages is a better method of normalizing forced outages.  7 

Q. PGE POINTS OUT THAT NERC HAS BEEN CRITICAL OF ITS STANDARD 8 

PEER GROUPS, WHICH ARE BASED ONLY ON FUEL TYPE AND UNIT SIZE.  9 

SEE UE 180, UE 181, UE 184, PGE/1900, TINKER – SCHUE – DRENNAN/42-10 

43.  PLEASE RESPOND TO THIS TESTIMONY.   11 

A. NERC indicates that a standard peer group may not be the optimal peer group for 12 

a particular unit.  NERC offers benchmarking services that can lead to the 13 

selection of an optimal, or custom, peer group for a particular unit.  The material 14 

describing these benchmarking services does not indicate the sign or magnitude 15 

of the potential bias.  See UE 180, UE 181, UE 184, PGE/1912, Tinker – Schue – 16 

Drennan/1-6.  In other words, the optimal peer group for the Boardman unit may 17 

have a lower forced outage rate than the standard peer group based on fuel type 18 

and capacity. 19 

Q. PGE ARGUES THAT NERC DATA ARE FINE FOR GENERAL COMPARISON 20 

PURPOSES BUT ARE NOT APPROPRIATE FOR RATEMAKING PURPOSES.  21 

SEE UE 180, UE 181, UE 184, PGE/1900, TINKER – SCHUE – DRENNAN/44, 22 

LINES 12-13.  PLEASE RESPOND TO THIS TESTIMONY.   23 

A. I disagree with PGE’s statement.  The NERC data are verifiable and objective.  24 

The use of verifiable and objective data improves the chances that the 25 
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Commission will accept normalized forced outage rates.  See UE 180, UE 181, 1 

UE 184, PGE/1912, Tinker – Schue – Drennan/1. 2 

Q. HAS PGE’S REBUTTAL OF STAFF’S TESTIMONY REGARDING THE 3 

BOARDMAN AND COLSTRIP FORCED OUTAGE RATES PERSUADED 4 

STAFF TO MODIFY ANY OF ITS PRIOR RECOMMENDATIONS? 5 

A. No. 6 

Q. DOES THIS CONCLUDED YOUR TESTIMONY ON PGE’S BOARDMAN AND 7 

COLSTRIP FORCED OUTAGE RATES? 8 

A. Yes. 9 
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PGE's Port Westward Decision 1 

Q. WHAT CONCERNS HAVE BEEN RAISED REGARDING THE PRUDENCE OF 2 

PGE’S DECISION TO BUILD PORT WESTWARD? 3 

A. The Citizens’ Utility Board (CUB) raises the issue of the prudence of Port 4 

Westward in relation to the whole 2002 Integrated Resource Plan (IRP) Final 5 

Action Plan.  CUB argues that when the Commission acknowledged PGE’s ten-6 

part action plan it did so as an integrated whole.  Therefore, according to CUB, 7 

when evaluating the prudence of Port Westward, it is important to review Port 8 

Westward’s place in the whole action plan, as well as the company’s progress 9 

towards achieving all of the action items.  See UE 180, UE 181, UE 184, 10 

CUB/200, Jenks – Brown/25-26.     11 

Q. IS CUB’S CONCERN VALID? 12 

A. Yes.  Evaluating PGE’s actions in relation to the entire 2002 IRP action plan is an 13 

important consideration in evaluating the prudence of Port Westward.  As CUB 14 

correctly indicates, an action plan is acknowledged, in large part, because it 15 

creates a good balance between cost and risk. However, as a general matter, a 16 

utility’s failure to complete an individual action item does not necessarily mean 17 

that the company’s decisions regarding the other action plan items should be 18 

challenged.  Individual resource decisions can still be prudent even though the 19 

utility’s implementation of its entire action plan has been less than perfect.      20 

Q. DID PGE ADDRESS CUB’S CONCERN IN ITS REBUTTAL TESTIMONY? 21 

A. Yes.  PGE included in it rebuttal testimony a copy of its Final Action Plan Update 22 

dated March 23, 2006.  See UE 180, UE 181, UE 184, PGE/1915, Tinker – Schue 23 

– Drennan/1-44.  PGE argues that as of March 23, 2006, the only item remaining 24 

to be completed from its 2002 IRP action plan was the acquisition of 38 average 25 
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megawatts (MWa) of wind resources.  PGE further argues that it is in the process 1 

of developing the first phase of the Biglow Canyon Wind Farm and that it now 2 

considers this action item completed.  See UE 180, UE 181, UE 184, PGE/1900, 3 

Tinker – Schue – Drennan/57.     4 

Q. IS PGE’S REBUTTAL OF CUB’S CONCERN PERSUASIVE? 5 

A. Yes, in large part.  However, one remaining issue might turn on whether it is 6 

appropriate to consider the wind resource action item completed, when PGE is 7 

admittedly only in the process of developing the Biglow Canyon Wind Farm.  It is 8 

Staff’s understanding that CUB intends to further pursue this issue in this current 9 

round of rebuttal testimony.  10 

Q. DOES STAFF HAVE A FINAL RECOMMENDATION REGARDING THE 11 

PRUDENCE OF PGE’S DECISION TO BUILD PORT WESTWARD? 12 

A. No, not at this time.  Staff intends to review CUB’s rebuttal testimony and make a 13 

final recommendation to the Commission in its opening brief. 14 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 15 

A. Yes. 16 
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September 26, 2006 
 
 
TO:  Vikie Bailey-Goggins 
  Oregon Public Utility Commission 
   
FROM: Patrick G. Hager 
  Manager, Regulatory Affairs 
 
 

PORTLAND GENERAL ELECTRIC  
UE 180 

PGE Response to OPUC Data Request  
Dated September 20, 2006 

Question No. 618 
 
Request: 
 
Please provide on an electronic EXCEL worksheet the 1000 net variable power cost (M$) 
simulation results referenced in PGE Exhibit 1803, Lesh/43. 
 
 
Response: 

 
PGE does not have this information, nor does PGE have the model developed by PA Consulting. 
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Comparison of Staff PCA Mechanism to Alternative PCA Mechanisms Based on Percentile Deadbands

60th & 40th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

70th & 30th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

75th & 25th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

80th & 20th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

90th & 10th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

Staff's 
Proposed 
PCA 
Mechanism

Upper Deadband $14 $30 $39 $49 $78 $21
Lower Deadband -$13 -$27 -$34 -$42 -$60 -$21

Increases in NVPC Beyond the Deadband
Number of Draws 16,057 11,982 9,925 8,004 3,983 14,180

Average Percentage Borne by PGE per Year 42% 57% 62% 67% 76% 49%
Average Percentage Borne by Customers per Yea 58% 43% 38% 33% 24% 51%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) $59 $71 $79 $88 $113 $64
Average PGE Share (in millions) $18 $34 $43 $53 $82 $25
Average Customer Share (in millions) $40 $37 $36 $35 $32 $39

Overall Percentage Borne by PGE 31% 48% 54% 60% 72% 39%
Overall Percentage Borne by Customers 69% 52% 46% 40% 28% 61%

100% 100% 100% 100% 100% 100%

Increases in NVPC Within the Deadband
Number of Draws 3,943 8,018 10,075 11,996 16,017 5,820

Average Percentage Borne by PGE per Year 100% 100% 100% 100% 100% 100%
Average Percentage Borne by Customers per Year 0% 0% 0% 0% 0% 0%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) $7 $14 $18 $23 $32 $10
Average PGE Share (in millions) $7 $14 $18 $23 $32 $10
Average Customer Share (in millions) $0 $0 $0 $0 $0 $0

Overall Percentage Borne by PGE 100% 100% 100% 100% 100% 100%
Overall Percentage Borne by Customers 0% 0% 0% 0% 0% 0%

100% 100% 100% 100% 100% 100%

All Increases in NVPC
Number of Draws 20,000 20,000 20,000 20,000 20,000 20,000

Average Percentage Borne by PGE per Year 53% 74% 81% 87% 95% 64%
Average Percentage Borne by Customers per Year 47% 26% 19% 13% 5% 36%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) $49 $49 $49 $49 $49 $49
Average PGE Share (in millions) $16 $26 $31 $35 $42 $21
Average Customer Share (in millions) $32 $22 $18 $14 $6 $28

Overall Percentage Borne by PGE 33% 54% 63% 71% 87% 43%
Overall Percentage Borne by Customers 67% 46% 37% 29% 13% 57%

100% 100% 100% 100% 100% 100%
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60th & 40th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

70th & 30th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

75th & 25th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

80th & 20th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

90th & 10th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

Staff's 
Proposed 
PCA 
Mechanism

Decreases in NVPC Within the Deadband
Number of Draws 3,922 7,965 9,899 11,982 15,932 6,287

Average Percentage Borne by PGE per Year 100% 100% 100% 100% 100% 100%
Average Percentage Borne by Customers per Year 0% 0% 0% 0% 0% 0%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) -$7 -$13 -$17 -$20 -$28 -$10
Average PGE Share (in millions) -$7 -$13 -$17 -$20 -$28 -$10
Average Customer Share (in millions) $0 $0 $0 $0 $0 $0

Overall Percentage Borne by PGE 100% 100% 100% 100% 100% 100%
Overall Percentage Borne by Customers 0% 0% 0% 0% 0% 0%

100% 100% 100% 100% 100% 100%

Decreases in NVPC Beyond the Deadband
Number of Draws 16,078 12,035 10,101 8,018 4,068 13,713

Average Percentage Borne by PGE per Year 44% 61% 67% 73% 82% 54%
Average Percentage Borne by Customers per Year 56% 39% 33% 27% 18% 46%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) -$45 -$54 -$59 -$64 -$77 -$50
Average PGE Share (in millions) -$16 -$30 -$36 -$44 -$62 -$24
Average Customer Share (in millions) -$29 -$24 -$22 -$20 -$15 -$26

Overall Percentage Borne by PGE 36% 55% 62% 69% 80% 48%
Overall Percentage Borne by Customers 64% 45% 38% 31% 20% 52%

100% 100% 100% 100% 100% 100%

All Decreases in NVPC
Number of Draws 20,000 20,000 20,000 20,000 20,000 20,000

Average Percentage Borne by PGE per Year 55% 76% 83% 89% 96% 69%
Average Percentage Borne by Customers per Year 45% 24% 17% 11% 4% 31%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) -$38 -$38 -$38 -$38 -$38 -$38
Average PGE Share (in millions) -$14 -$23 -$27 -$30 -$35 -$20
Average Customer Share (in millions) -$23 -$15 -$11 -$8 -$3 -$18

Overall Percentage Borne by PGE 38% 61% 71% 79% 92% 52%
Overall Percentage Borne by Customers 62% 39% 29% 21% 8% 48%

100% 100% 100% 100% 100% 100%
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60th & 40th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

70th & 30th  
Percentile 
Deadband 
w/ 90-10 
Sharing 

75th & 25th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

80th & 20th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

90th & 10th 
Percentile 
Deadband 
w/ 90-10 
Sharing 

Staff's 
Proposed 
PCA 
Mechanism

All Variation in NVPC
Number of Draws 40,000 40,000 40,000 40,000 40,000 40,000

Average Percentage Borne by PGE per Year 54% 75% 82% 88% 96% 66%
Average Percentage Borne by Customers per Year 46% 25% 18% 12% 4% 34%

100% 100% 100% 100% 100% 100%

Average Increase in NVPC (in millions) $5 $5 $5 $5 $5 $5
Average PGE Share (in millions) $1 $2 $2 $2 $4 $1
Average Customer Share (in millions) $4 $4 $3 $3 $2 $5

Overall Percentage Borne by PGE 17% 28% 37% 44% 70% 12%
Overall Percentage Borne by Customers 83% 72% 63% 56% 30% 88%

100% 100% 100% 100% 100% 100%

Number of Deadband Result in 10 Years 2 4 5 6 8 3
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Q. PLEASE STATE YOUR NAME AND POSITION. 1 

A. My name is Bill Wordley.  I am employed by the Public Utility Commission 2 

of Oregon (OPUC) as a Senior Economist. 3 

Q. DID YOU PREVIOUSLY FILE TESTIMONY IN THESE PROCEEDINGS? 4 

A. Yes.  I sponsored Staff/200-204 in consolidated Docket Nos.  UE 180, UE 5 

181, and UE 184.  6 

Introduction and Summary 7 

Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 8 

A. The purpose of this testimony is to rebut PGE’s rebuttal testimony 9 

concerning two adjustments I proposed in direct testimony, one for 10 

ancillary services revenue and the second for the extrinsic value of PGE’s 11 

power resources. 12 

Q. PLEASE SUMMARIZE YOUR TESTIMONY. 13 

A. First, staff continues to recommend a reduction in allowed costs for 14 

revenues from ancillary services that PGE provides to other entities.  The 15 

amount of the proposed adjustment is now $1,531,568 (confidential) 16 

compared to $1,647,855 in staff’s direct testimony.  17 

 Second, staff continues to recommend a reduction of $12,352,530 to 18 

account for the extrinsic value associated with PGE’s flexible purchase 19 

power contracts and gas-fired generating resources.  PGE has failed to 20 

demonstrate why staff’s proposed adjustment, based on the company’s 21 

own estimate of extrinsic value, is not reasonable.  This adjustment is 22 
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required to ensure that customers receive all of the benefits from 1 

resources for which they are paying all of the costs. 2 

Ancillary Services Revenue 3 

Q. WHAT IS PGE’S ARGUMENT REGARDING THE ANCILLARY 4 

SERVICES REVENUE THE COMPANY IS RECEIVING, BUT DID NOT 5 

INCLUDE IN THE COMPANY’S CASE? 6 

A. PGE says, “there is considerable risk around making a revenue projection 7 

for the test year”.  (PGE/1900, Tinker-Schue-Drennan/46)  8 

Q.  WHAT IS STAFF’S ASSESSMENT OF THE COMPANY’S 9 

ARGUMENT? 10 

A. According to updated information provided by the company, PGE has 11 

been selling ancillary services for 15 months and counting (June 2005-12 

August 2006).  PGE has not indicated that the company expects these 13 

sales to not continue for the foreseeable future.  Staff sees no reason to 14 

assume the sales will not continue.  Consequently, staff recommends an 15 

adjustment to reduce allowed costs for revenues from ancillary services 16 

that PGE provides to other entities.  The proposed adjustment of 17 

$1,531,568 (confidential) is based on the actual revenues for September 18 

2005-August 2006, the most recent twelve-month period of data available.  19 

See Staff/1601, Wordley/1 (confidential), which is the company’s response 20 

to staff DR 619. 21 

 22 

 23 



UE 180/UE 181/UE 184 
             Staff/1600 

 Wordley/3 
 
 

Extrinsic Value 1 

Q. WHAT IS EXTRINSIC VALUE? 2 

A. Extrinsic value is the dollar value produced by the flexibility of a power 3 

resource to operate profitably in a wholesale power market characterized 4 

by volatile and correlated gas and electricity prices.  (Staff/200, Wordley/9) 5 

Q. DID PGE INCLUDE THE EXTRINSIC VALUE OF THE COMPANY’S 6 

POWER RESOUCES IN ITS CASE? 7 

A. No.  The company includes only the “intrinsic” or deterministic value of 8 

resources in its case.  (PGE/1900, Tinker-Schue-Drennan/18)  PGE does 9 

not include the extrinsic value of its resources, produced by the company’s 10 

flexible power resources operating in the uncertain wholesale energy 11 

markets.   12 

Q. WHAT IS THE COMPANY’S ARGUMENT FOR NOT INCLUDING 13 

EXTRINSIC VALUE IN ITS CASE? 14 

A. PGE said staff “failed to consider all the necessary factors” in developing 15 

its proposed extrinsic value adjustment.  (PGE/1900, Tinker-Schue-16 

Drennan/1900) 17 

Q. IS THIS CORRECT? 18 

A. No.  Staff’s estimate of extrinsic value is based directly on the company’s 19 

own estimate of extrinsic value developed and used in its capacity 20 

resource acquisition evaluation process.  This estimate appropriately 21 

considered the volatility and correlation of natural gas and electricity 22 

prices, and the flexibility of the resources to capture margins. 23 
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Q. IS THE COMPANY CONFUSING EXTRINSIC VALUE WITH THE 1 

STOCHASTIC MODELING OF POWER COSTS? 2 

A. Yes.  Staff has encouraged PGE to pursue stochastic power cost 3 

modeling in UE 165 as well as in this docket.  As indicated in staff’s direct 4 

testimony, stochastic modeling involves consideration of the uncertainty of 5 

several modeling inputs.  (Staff/200, Wordley/3-9)  However, to be fair and 6 

consistent to the company and customers, in this case staff only 7 

considered the extrinsic value-related factors/variables that the company 8 

analyzed when choosing resources.   9 

Q. TO JUSTIFY ITS USE OF ELEMENTS OF STOCHASTIC MODELING IN 10 

THE IRP PROCESS AND FOR RESOURCE ACQUISITION 11 

EVALUATION, BUT NOT FOR RATEMAKING, THE COMPANY 12 

SUGGESTS THAT RATE MAKING REQUIRES “PROHIBITIVE 13 

PRECISION”, WHILE RESOURCE PLANNING DOES NOT.  PLEASE 14 

COMMENT.  (PGE/1900, TINKER-SCHUE-DRENNAN/18) 15 

A. Staff’s view is both the resource planning/acquisition and ratemaking 16 

processes require the best and most complete modeling possible.  If one 17 

process were to be “more precise”, it seems that the IRP/RFP process, 18 

yielding multi-million dollar, often 30-year investments in power resources, 19 

has the longer (i.e. more important) impacts on the company and 20 

customers.   21 

 In addition, if uncertainty can be addressed and evaluated in the 20-50 22 

year IRP/RFP process, as PGE currently does, it certainly should be 23 
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possible to deal with it in a one-year ratemaking test period.  Why does 1 

the company consider uncertainty in the long-term, but not the short-term? 2 

Q. PGE HAS ASSERTED THAT STAFF’S EXTRINSIC VALUE 3 

ADJUSTMENT IS BASED ON LESS THAN PRECISE MODELING AND 4 

THAT ANY MODELING USED FOR RATEMAKING “WOULD REQUIRE 5 

PROHIBITIVE PRECISION IN ALL OF THE PARAMETERS”.  WOULD 6 

STAFF CHARACTERIZE THE COMPANY’S MONET POWER COST 7 

MODEL, FOR EXAMPLE, USED IN THIS CASE AS HAVING 8 

PROHIBITIVE PRECISION? 9 

A. No.  In direct testimony staff identified flaws with PGE’s power cost 10 

modeling.  In addition, there is nothing precise about the modeling of 11 

power cost.  PGE’s power cost modeling is simply a point estimate, based 12 

on the best forecast information available at the time. 13 

Q. PGE SUGGESTS CUSTOMERS WILL RECEIVE ANY EXTRINSIC 14 

VALUE THAT EXISTS IF THE COMMISSION APPROVES THE 15 

COMPANY’S PROPOSED ANNUAL UPDATE TARIFF AND VARIANCE 16 

TARIFF, SUBJECT TO THE 90-10 SHARING FORMULA.  PLEASE 17 

COMMENT. 18 

A. This is true.  However, staff is recommending that the Commission reject 19 

the company’s proposed Annual Update Tariff, and that the Commission 20 

also reject the company’s proposed Variance Tariff.  Staff is 21 

recommending that the Commission approve a power cost adjustment 22 

(PCA) mechanism with a significant deadband.  If the Commission 23 

approves a PCA with a deadband, or does not approve a PCA of any kind, 24 
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then staff’s proposed extrinsic value adjustment is required for customers 1 

to receive the full value of the power resources for which they are paying 2 

the full cost. 3 

Q. DOES PGE IDENTIFY PROBLEMS WITH ITS OWN POWER COST 4 

MODELING? 5 

A. Yes.  In addressing its power cost modeling of net variable power costs 6 

(NVPC) the company admits that; (1) regarding extrinsic value, “Our 7 

NVPC forecast does not reflect this because it models only a point electric 8 

power market and gas market price”; (2) “retail customers’ demand for 9 

power will rise significantly above forecast” in MONET; (3) “any one or 10 

more of PGE’s resources can experience difficulties at any time” that is 11 

not modeled in MONET; and (4) regarding capacity resources, “They are 12 

available for events that we anticipate but cannot precisely model”.  13 

(PGE/1900, Tinker-Schue-Drennan/22-23)   14 

 Ironically, while PGE points out these several problems with its own 15 

power cost modeling, however the company does not offer or commit to 16 

fixing the flaws.  Nonetheless, PGE criticizes staff’s recommended 17 

improvements to the company’s modeling, which would correct not only 18 

the problems PGE identified above, but the additional limitations to the 19 

company’s power cost modeling that staff identified in its direct testimony.  20 

(See Staff/200, Wordley/3-5) 21 

Q. PGE DOES NOT DENY THAT IT CAN OPERATE ITS RESOURCES 22 

MORE FREQUENTLY THAN MONET INDICATES, BUT ASSERTS 23 
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THAT THE MARGINS (I.E. EXTRINSIC VALUE) SHOULD NOT GO TO 1 

CUSTOMERS.  PLEASE COMMENT.   2 

A. PGE says that the extrinsic value adjustment is based on “selling this 3 

capacity to the market”, that is the undispatched or unused resource 4 

capacity in MONET.  “If it is sold to the market, it is not available to serve 5 

retail load”.  (PGE/1900, Tinker-Schue-Drennan/23)  This is a misleading 6 

statement, since in actual operation of the system PGE does not base 7 

resource dispatch on the level of retail load.  PGE uses its resources 8 

whenever it is economic; staff described “economic dispatch” in its direct 9 

testimony.  (Staff/200, Wordley/10)  All the value expected from the 10 

company’s power resources should go to customers, since customers are 11 

paying all of the cost of these resources in rates. 12 

Q. PLEASE COMMENT ON PGE’S “SIMPLE EXAMPLE” OF THE NET 13 

IMPACT OF EVALUATING THE EXTRINSIC VALUE OF THE 14 

COMPANY’S UNUSED RESOURCE CAPACITY. 15 

A. PGE provides an example where its Beaver gas-powered plant appears to 16 

operate and produce margins, but with the assumptions in the example, 17 

the company actually losses money.  However, when viewed through the 18 

wide “lens” that PGE suggests, varying only one of the company’s 19 

assumptions in its example can produce a variety of results.  By assuming 20 

the “weather event” in the company’s example had a 200 MWa load 21 

impact, instead of the company’s assumed 500 MWa impact, the net 22 

result is a positive $91,000 instead of the negative impact in the 23 

company’s example.  (see Staff/1602, Wordley/1) 24 
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 Instead of a weather event, if a supply interruption is assumed to be 1 

the cause of the spot electricity and gas prices in PGE’s example, the net 2 

extrinsic value when looking through the company’s wide lens, is a 3 

positive $720,000.  (See Staff/1603, Wordley/1) 4 

 Clearly, any number of reasonable examples can be created using the 5 

company’s “more complete view”, the results of which are totally 6 

assumption driven.  These positive and negative results will demonstrate 7 

nothing except that varying assumptions will produce varying results.  8 

Staff has recommended that the company pursue stochastic modeling, 9 

which would provide the company the more complete or wide lens that the 10 

company seems to be supporting in its rebuttal testimony.  (See 11 

PGE/1900, Tinker-Schue-Drennan/26) 12 

Q. PLEASE COMMENT ON PGE’S ANALYSIS OF STAFF’S 13 

CALCULATION OF ITS EXTRINSIC VALUE ADJUSTMENT. 14 

A. First, it is significant that while PGE does not dispute the existence of 15 

extrinsic value, the company does not offer its own estimate in this docket.  16 

In its effort to discredit staff’s estimate, PGE ironically attacks its own 17 

estimate of extrinsic value on which the company based multi-million 18 

dollar resources acquisition decisions.  As staff explained in its direct 19 

testimony, PGE’s estimate of extrinsic value used to evaluate capacity 20 

resource options was the only estimate available to staff and consequently 21 

was used by staff to develop its proposed extrinsic value adjustment.  (see 22 

Staff/200, Wordley/13) 23 
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Q. IS THERE ANY VALIDITY TO PGE’S CRITIQUE OF STAFF’S 1 

ESTIMATION OF ITS PROPOSED EXTRINSIC VALUE ADJUSTMENT? 2 

A. No.  While PGE criticizes almost every element of staff’s extrinsic value 3 

adjustment calculation, the company makes no valid points.  PGE’s 4 

specific criticisms are addressed below:  First, PGE maintains that the 5 

company’s estimate of extrinsic value it used to make capacity resource 6 

acquisition decisions, which was the same estimate used by staff to 7 

develop its extrinsic value adjustment, “was not a forecast”, so 8 

consequently the company says, it cannot be used for ratemaking.  This 9 

again is the company’s “prohibitive precision” argument discussed earlier 10 

in this testimony, as PGE tries to draw a distinction between an estimate 11 

and a forecast, where, for purposes of ratemaking, no difference exists.  12 

The forecast future test period revenue requirement that supports PGE’s 13 

rate request in this docket is full of estimates.   14 

 Second, PGE uses one year of actual data to imply staff’s extrinsic 15 

value estimate for PGE’s Super-Peak contract is too high.  One year of 16 

actual experience provides no useful evidence regarding staff’s estimate, 17 

which is an expected value over time, not a prediction for each and every 18 

year.  (PGE/1900, Tinker-Schue-Drennan/28)  19 

 Third, PGE criticizes staff for not indicating why 2001 actual generation 20 

levels were used as the basis for staff’s recommended extrinsic value 21 

adjustments for the company’s Beaver and Coyote Springs power plants.  22 

However, staff indicted in its direct testimony that its recommended 23 
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adjustment was based on limiting the plant capacity utilization to what has 1 

been used in the past.  (Staff/200, Wordley/13)   2 

 Fourth, PGE asserts that the primary extrinsic value estimate that staff 3 

used was from the company’s evaluation of winter season capacity 4 

options, when extrinsic value is higher, and consequently is not 5 

appropriate for applying to Beaver and Coyote Springs which are available 6 

all year.  First, the company’s extrinsic value estimate that staff used was 7 

the only value available.  In addition, when staff issued a discovery 8 

request asking the company to provide analysis or studies that support 9 

and demonstrate that extrinsic value is higher in the winter, the company 10 

could provide no convincing evidence.  11 

Q. WHAT IS STAFF’S CONCLUSION REGARDING EXTRINSIC VALUE? 12 

A. Staff’s proposed extrinsic value adjustment is aimed at improving PGE’s 13 

power cost estimation methodology.  Staff continues to recommend that 14 

the company pursue stochastic power cost modeling, with the intent of 15 

using the resulting distribution of net variable power cost (NVPC) for 16 

ensuring a fair sharing of power cost risk between customers and the 17 

company, and potentially for the source of expected NVPC for use in 18 

rates.  Until the company develops and implements stochastic power cost 19 

modeling, staff’s recommended extrinsic value adjustment improves the 20 

company’s current NVPC estimate by ensuring customers receive all the 21 

benefits from the company’s flexible power resources for which they are 22 

paying all the cost in rates.  In addition, the extrinsic value adjustment will 23 
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improve the consistency between the company’s IRP/RFP and ratemaking 1 

processes. 2 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 3 

A. Yes. 4 

 5 

 6 

 7 

 8 

  9 

 10 

 11 
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Staff/1602, Wordley/1
Extrinsic Value Example
200 MW Weather Event

Forecast NVPC 850,000          000s
Forecast Load 2,400              aMW
Average Price 40.4                mills/kwh

Other Rev Req 800,000          000s
Forecast Load 2,400              aMW
Average Price 38.1                mills/kwh

Total Retail Tariff 78.5                mills/kwh

Forecast January:
Beaver Output 0 For example, as it was in Mar 15 Filing
Sumas Gas Price 9.80                $/mmbtu
Mid-C On Peak 77.00              $/MWh
Mid-C Off Peak 68.75              $/MWh
Retail Load -  Month 2700 aMW

Weather Event:
Length of Storm 48 hours
Average Load 2900 aMW
Load above expected 200 aMW (Equals 2,900 - 2,700 aMW)
Energy to be filed 9,600              MWh

Avg Sumas Price 12.00              $/mmbtu (Over 48 hours)
Avg Mid-C Price 144.00            $/MWh (Over 48 hours)

Approx Beaver HR 9.500              mmbtu/MWh
Approx Beaver Cap 500 MW

Sales to Market
Value of Beaver Gen 2,074              Equals 300 MW * 48 hours * $144/MWh (in $000s)
Fuel Cost of Beaver 1,642              Equals 300 MW * 48 hours * 9.500 mmbtu / MWh * $12.00/mmbtu (in $000s)
Beaver Margin 432                 Relative to Market ($000s)

"Sales" of Beaver to Retail 
Additional Retail Rev 753                 Equals 9,600 MWh * $78.50/Mwh (in $000s)
Additional Fuel Costs 1,094              Equals 200 MW * 48 hours * 9.500 mmbtu / MWh * $12.00/mmbtu (in $000s)
PGE Gross Margin (341)                Loss of $.85 million from Load Excursion (in $000s)

Financial Impact of Load Excursion:
Beaver Margin 432                 Relative to Market (in $000s)
PGE Gross Margin (341)                Loss of $.85 million from Load Excursion (in $000s)

Net Impact 91              Net Extrinsic Value (in $000s)
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Staff/1603, Wordley/1

Extrinsic Value Example
Regional Supply Interruption (Loss of elecrtric transmission line or loss of gas pipeline or loss of power plants)

Forecast January:
Beaver Output 0 For example, as it was in Mar 15 Filing
Sumas Gas Price 9.80                $/mmbtu
Mid-C On Peak 77.00              $/MWh
Mid-C Off Peak 68.75              $/MWh

Approx Beaver HR 9.500              mmbtu/MWh
Approx Beaver Cap 500 MW

Supply Interruption
Avg Sumas Price 12.00              $/mmbtu (Over 48 hours)
Avg Mid-C Price 144.00            $/MWh (Over 48 hours)

Sales to Market
Value of Beaver Gen 3,456              Equals 500 MW * 48 hours * $144/MWh (in 000s)
Fuel Cost of Beaver 2,736              Equals 500 MW * 48 hours * 9.500 mmbtu / MWh * $12.00/mmbtu (in 000s)
Beaver Margin 720            Relative to Market (in 000s)
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Q. PLEASE STATE YOUR NAME. 1 

A. My name is Lisa Schwartz.  2 

Q. ARE YOU THE SAME LISA SCHWARTZ THAT FILED DIRECT 3 

TESTIMONY IN THIS PROCEEDING? 4 

A. Yes. 5 

Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 6 

A. My testimony addresses the remaining issue in the case related to partial 7 

requirements service – Economic Replacement Power (Schedule 76R).  8 

Q. DID YOU PREPARE AN EXHIBIT FOR YOUR SURREBUTTAL 9 

TESTIMONY? 10 

A. No.  11 
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PARTIAL REQUIREMENTS SERVICE – SCHEDULE 76R 1 

Q. PLEASE SUMMARIZE THE ISSUE. 2 

A. The Industrial Customers of Northwest Utilities (ICNU) assert in direct 3 

testimony that under Schedule 76R, customers with on-site generation should 4 

have several choices for obtaining Economic Replacement Power from 5 

Portland General Electric (PGE) at market prices. These choices would replace 6 

current pricing for this service which is based on the hourly Mid-Columbia (Mid-7 

C) price index. As ICNU points out, the hourly index is a real-time price that is 8 

not known until after the fact. See ICNU/200, Iverson-Wolverton/15.  9 

Q. DO YOU AGREE WITH ICNU THAT “USE OF A REAL-TIME PRICE 10 

MAKES IT DIFFICULT FOR A PARTIAL REQUIREMENTS CUSTOMER 11 

TO DETERMINE WHETHER BUYING ECONOMIC REPLACEMENT 12 

ENERGY IS AN ECONOMIC OPTION” (ICNU/200, IVERSON-13 

WOLVERTON/15)? 14 

A. Yes. The point of Economic Replacement Power is to allow the customer-15 

generator to reduce or shut down on-site generation when market prices are 16 

low and to buy power at market prices from the utility or, under Schedule 576R, 17 

an Electricity Service Supplier (ESS). If the customer does not know what the 18 

prices will be, the Economic Replacement Power option is far less attractive. 19 

Staff supported an Economic Replacement Power option in UE 158 (for PGE) 20 

and UE 170 (for PacifiCorp) in order to provide an interruptible option for partial 21 

requirements service that provides flexibility and maximizes economic use of 22 

the customer’s generation, without harm to the utility or its customers. 23 
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Q. HOW IS REAL-TIME HOURLY PRICING APPLIED IN THE BASE 1 

PARTIAL REQUIREMENTS SCHEDULE? 2 

A. Partial requirements customers that want to buy energy from PGE must take 3 

service under Schedule 75. They then have the option to meet some of their 4 

energy needs by buying Economic Replacement Power under Schedule 76R.  5 

Under Schedule 75, real-time hourly pricing is the basis for Unscheduled 6 

Energy charges. Unscheduled Energy is any energy above the baseline usage 7 

level consumed within an hour that has not been scheduled for delivery by 8 

PGE. Essentially, it replaces the consumer’s generation during forced outages.  9 

Economic Replacement Power, on the other hand, is for prescheduled 10 

energy needs. Thus, it need not be priced on the same basis as Unscheduled 11 

Energy. 12 

Q. WHAT ECONOMIC REPLACEMENT POWER OPTIONS DOES 13 

PACIFICORP OFFER PARTIAL REQUIREMENTS CUSTOMERS? 14 

A. Instead of a real-time hourly indexed rate, PacifiCorp offers daily, monthly and 15 

quarterly pricing for Economic Replacement Power. See PacifiCorp Schedule 16 

276R. Daily charges are based on the Dow Jones Mid-C on-peak and off-peak 17 

prices. Pricing for monthly and quarterly Economic Replacement Power is 18 

based on a price quote from a brokering house or trading platform that the 19 

company is using on a given day.  20 

The customer must provide an Energy Needs Forecast specifying the total 21 

prescheduled amount of energy per hour that PacifiCorp is requested to serve 22 
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over a daily, monthly or quarterly period. The company can accept the forecast 1 

in whole or in part, or reject the forecast. 2 

Q. HOW IS PACIFICORP PROTECTED IN OFFERING THESE PRICING 3 

OPTIONS? 4 

A. First, the price quote is specified in PacifiCorp’s “Energy Replacement Power 5 

Agreement” with the customer, and the customer is obligated to pay for the 6 

quantities of power per hour specified in the agreement. Therefore, the 7 

company does not need to include Imbalance Charges, simplifying the 8 

process.  9 

Second, PacifiCorp includes an adder of 0.14 cents per kWh to defray 10 

supply and price risks of these transactions. Also, non-standard blocks – those 11 

not in multiples of 25 megawatts (MW) – incur a 5 percent adder to recognize 12 

the additional costs of these “odd lots.”  13 

Third, the Energy Replacement Power Agreement addresses mitigation of 14 

damages if the customer is unable to take the power. 15 

Q. HOW DOES PACIFICORP ADDRESS THE ADMINISTRATIVE COSTS 16 

ASSOCIATED WITH THESE PRICING OPTIONS? 17 

A. To defray administrative costs, PacifiCorp charges a fee for each Energy 18 

Needs Forecast the customer submits, as well as a processing fee for each 19 

executed Energy Replacement Power Agreement.  20 

Q. WHAT ECONOMIC REPLACEMENT POWER OPTIONS DOES ICNU 21 

PROPOSE PGE OFFER PARTIAL REQUIREMENTS CUSTOMERS? 22 
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A. First, ICNU proposes that PGE’s Daily Price Option under Schedules 83/89 1 

substitute for the hourly pricing currently required under Schedule 76R. ICNU 2 

proposes that “reasonable scheduling requirements would apply.” See 3 

ICNU/200, Iverson-Wolverton/15.  4 

Second, ICNU proposes that Schedule 76R allow partial requirements 5 

customers that are not receiving service from an ESS for energy usage up to 6 

their Baseline Demand nevertheless be allowed to buy Economic Replacement 7 

Power from an ESS. Baseline Demand is demand normally supplied by the 8 

company when the customer’s generator is operating as planned. 9 

Third, ICNU proposes that Schedule 76R allow customers to participate in 10 

Schedule 87, Experimental Real Time Pricing, for their load in excess of 11 

Baseline Demand. ICNU proposes to maintain the currently established limits 12 

in that tariff. To be eligible for Schedule 87, the customer must have a demand 13 

greater than 1 MW, and no more than six customers are eligible. Under 14 

Schedule 87, energy is priced based on day-ahead, hourly prices. 15 

Q. DO YOU AGREE WITH ICNU’S RECOMMENDATIONS? 16 

A. Generally, yes. I agree with ICNU that PGE’s Daily Price Option should replace 17 

real-time hourly pricing as the default pricing for Economic Replacement 18 

Power. Such a change will encourage additional distributed generation, an 19 

objective of the Commission, while assisting already established distributed 20 

generation to remain economic. PacifiCorp offers a daily price option (as well 21 

as monthly and quarterly options) for Economic Replacement Power, instead of 22 

a real-time hourly rate. The provisions I describe above would protect PGE 23 
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against the risks and administrative costs posed by offering a daily pricing 1 

option for Economic Replacement Power. 2 

Staff is intrigued by ICNU’s proposal to allow partial requirements 3 

customers to participate in Schedule 87, particularly because no full 4 

requirements customers have enrolled in the pilot program since it was first 5 

offered in January 2004. Under Schedule 87, hourly prices apply only to 6 

deviations from the customer's historic energy use in each hour. PGE develops 7 

a customer “baseline” that represents these historic levels.  8 

An advantage of opening the schedule to partial requirements customers 9 

is that they already have established a Baseline Demand under Schedule 75. 10 

Thus, PGE would not have to separately establish such a demand level for the 11 

purpose of Schedule 87. 12 

Under Schedule 87, participants receive hourly prices by 4 p.m. for the 13 

following day. Therefore, they have advance information on the hourly prices 14 

they would pay.  15 

Staff does not find persuasive PGE’s general arguments opposing use of 16 

Schedule 87 for Economic Replacement Power. See PGE/2200, Kuns-17 

Cody/25-26. Staff does not understand why the process PGE set up in 18 

Schedule 87 for establishing day-ahead hourly prices poses a problem or risk 19 

when applying it to Schedule 76R customers. Staff’s public meeting memo 20 

recommending Commission approval of Schedule 87 describes the process 21 

under the tariff whereby the company synthesizes day-ahead prices by shaping 22 
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day-ahead Mid-C bilateral trades. See Staff Report for the Commission’s 1 

November 13, 2003, public meeting.  2 

Regarding ICNU’s proposed split-service option, whereby PGE would 3 

supply power for the partial requirements customer up to its Baseline Demand 4 

and an ESS would supply Economic Replacement Power (above Baseline 5 

Demand), PGE should lay out in its reply on this issue the concerns the 6 

company sees with such an approach. Staff recognizes that a partial 7 

requirements customer that wants service from an ESS already has the option 8 

to do so, under a package comprised of both Schedules 575 and 576R. 9 

However, the split-service option ICNU proposes should be more fully explored 10 

as an alternative. 11 

Q. DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY? 12 

A. Yes. 13 
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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS 1 

ADDRESS. 2 

A. My name is Carla Owings.  I am a Senior Revenue Requirements analyst 3 

employed by the Public Utility Commission.  I have provided Direct Testimony 4 

in this proceeding that can be found at Exhibit Staff/400/Owings.  My Witness 5 

Qualification Statement is found in Exhibit Staff/401. 6 

Q. DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET? 7 

A. Yes. I prepared Exhibit Staff/1801, consisting of 15 pages. 8 

Q. COULD YOU PLEASE SUMMARIZE YOUR SURREBUTTAL 9 

TESTIMONY? 10 

A. Yes.  Part I of my Testimony provides the rationale underlying Staff’s 11 

recommendation as it relates to PGE’s proposed treatment of its 24.7 MW 12 

combustion turbine at its Beaver Generation Plant (Beaver 8) and the 13 

necessary adjustments to the revenue requirement model to support that 14 

recommendation.   15 

  Part II provides a final rate case summary with modifications to the revenue 16 

requirement model that was submitted in Staff’s direct testimony that reflect the 17 

following adjustments: 18 

• Staff Witness Thomas Morgan’s surrebuttal testimony in which he 19 

recommends PGE’s Cost of Equity be 9.4 percent and a Capital 20 

Structure of 50 percent debt and 50 percent equity (See Exhibit 21 

Staff/1400/Morgan). 22 
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• Staff Witness Bill Wordley’s surrebuttal testimony in which he 1 

finalizes his recommendation to Staff Adjustment S-16, Ancillary 2 

Services, revising the adjustment from $1,648 million to $1,532 3 

million based on new information received from the Company (See 4 

Exhibit Staff /1600/Wordley). 5 

• Staff Adjustment S-17, which includes the adjustments necessary to 6 

return the Beaver 8 generating facility to the terms agreed upon in a 7 

Stipulated Agreement discussed in Part I of this Surrebuttal 8 

Testimony. 9 
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Part I: 1 

BEAVER 8 2 

Q. PLEASE SUMMARIZE THE COMPANY’S RATE REQUEST AND 3 

TESTIMONY AS IT PERTAINS TO THE BEAVER 8 GENERATING 4 

FACILITY. 5 

A. In 2001, PGE, Citizens’ Utility Board (CUB) and Staff (the Parties) entered into 6 

a Stipulated Agreement wherein the parties agreed on how the revenues and 7 

costs associated with Beaver 8 should be treated for regulatory purposes (See 8 

Commission Order Nos. 01-473 and 01-694).  The Commission orders 9 

provided for a three-year renewable agreement directing the sharing between 10 

customers and PGE on the costs and revenues of the plant’s output.  In 2004, 11 

the parties reconvened to address the expiration of the three-year agreement 12 

ordered in 2001 resulting in a Stipulation issued in August of 2004 (See 13 

Commission Order No. 04-740). 14 

  In a Stipulation approved in Commission Order No. 04-740, the parties 15 

agreed to divide the approximately $14.2 million in costs associated with 16 

Beaver 8 capital costs into two parts.  The parties agreed that $4 million 17 

represented the current market value of the turbine, plus site improvements 18 

and would be added to PGE’s rate base as of August 1, 2004.  The remaining 19 

$10.2 million would be accounted for as a regulatory asset accruing interest at 20 

PGE’s cost of capital (9.083% in UE 115) and would be amortized over a five-21 

year-period beginning January 1, 2005, subject to two provisions: 22 
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• Excluding the effect of interest, PGE would collect no more than 60 1 

percent of the $10.2 million initial balance prior to January 1, 2007. 2 

• If, prior to the effective date of a Commission order setting rates in 3 

PGE’s next general rate case, the Commission issues an order 4 

allowing addition of new rate base assets on a cost basis, then 5 

beginning on the effective date of rates set in PGE’s next general rate 6 

case, PGE will amortize the outstanding balance of the regulatory 7 

asset over the remaining projected useful life of Beaver 8.  The test 8 

year rate base will include the average unamortized balance, and the 9 

test year revenue requirement will include associated amortization and 10 

prudently incurred operations and maintenance expenses. 11 

 12 

In addition, the parties to the stipulation agreed that PGE would transfer 13 

existing accumulated deferred taxes related to Beaver 8 from non-regulated 14 

to regulated books and that although the $4 million component will go into 15 

ratebase and will be depreciated beginning August 1, 2004, it will not go into 16 

retail rates until the effective date of tariffs resulting from PGE’s next general 17 

rate case (which is UE 180). 18 

Q. WERE ALL PARTIES THAT DISCUSSED ISSUES SURROUNDING THE 19 

STIPULATED AGREEMENT IN COMMISSION ORDER 04-740 A PARTY 20 

TO THE STIPULATION? 21 

A. No.  The parties that met to discuss the issues resolved in the stipulated 22 

agreement approved in Commission Order 04-740 included PGE, CUB, Staff 23 

and the Industrial Customers of Northwest Utilities (ICNU).  Only PGE, CUB 24 

and Staff were parties to the Stipulation.  However, ICNU did not oppose the 25 

Stipulation. 26 
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Q. WHAT HAS OCCURRED SINCE AUGUST OF 2004 AS A RESULT OF 1 

THE STIPULATION? 2 

A. Pursuant to the Stipulation, PGE added $4 million to its ratebase and began to 3 

depreciate the regulatory asset over the projected useful life of Beaver 8.  Also, 4 

the Company began to amortize the regulatory asset ($10.2 million) as of 5 

January 1, 2005.  Total collections through Schedule 105 as of December 31, 6 

2006 are projected to be approximately $5.4 million (See PGE/200/Tooman-7 

Tinker/21). 8 

Q. HOW DID PGE TREAT BEAVER 8 IN ITS UE 180 FILING? 9 

A. PGE left the balance of the $4 million representing market value in ratebase 10 

and continued to expense depreciation based on the useful life of the Beaver 8 11 

plant.  However, the unamortized portion of the $10.2 million ($6.7 million, 12 

including the effects of interest accruing at PGE’s cost of capital in UE 115, or 13 

9.083 percent) was added to ratebase in the UE 180 test year period with a 14 

corresponding adjustment to reflect depreciation for the regulatory asset (See 15 

Exhibit PGE/200/Tooman-Tinker/23).  These adjustments were based on the 16 

provision issued in Commission Order No. 04-740 that the Commission could 17 

issue an order allowing new ratebase assets to be added on a cost basis (See 18 

Commission Docket No. UM 1066) prior to PGE’s next general rate case, or 19 

prior to rates being set in this UE-180 proceeding. 20 

Q. HAS THE COMMISSION ISSUED AN ORDER IN DOCKET NO. UM 1066 21 

ALLOWING ASSETS TO BE ADDED ON A COST BASIS? 22 

A. No. 23 
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Q. HAS PGE TESTIFIED AS TO THE TREATMENT IT PROPOSES DUE TO 1 

THE FACT THAT NO ORDER HAS BEEN ISSUED IN DOCKET NO.  2 

UM 1066? 3 

A. Yes.  PGE proposes to remove the $7 million adjustment from ratebase and to 4 

adjust for the corresponding depreciation for the test year revenue requirement 5 

(See Exhibit PGE/1900/Tinker-Schue-Drennan/59). 6 

Q. DOES STAFF SUPPORT PGE’S PROPOSAL TO REMOVE $7 MILLION 7 

FROM TEST YEAR RATEBASE AND TO ADJUST DEPRECIATION FOR 8 

THE CORRESPONDING EXPENSE? 9 

A. Yes.  Removing the $7 million from ratebase and adjusting for the 10 

corresponding depreciation expense is consistent with the regulatory treatment 11 

ordered in Commission Order 04-740.  Further, Staff believes that this 12 

treatment is appropriate given the fact that PGE has never filed for a waiver the 13 

administrative rule requiring assets be included in rates at market and 14 

requesting the Commission approve the addition of the entire $14.2 million to 15 

ratebase or alternatively, a Commission decision granting permission to do so 16 

in Docket No. UM 1066. 17 

Q. HAS STAFF MADE ADJUSTMENTS TO ITS REVENUE REQUIREMENT 18 

MODEL REFLECTING THE CHANGE TO RATEBASE AND TO 19 

DEPRECIATION EXPENSE? 20 

A. Yes.  Staff has added adjustment S-17 showing an adjustment to Electric Plant 21 

in Service of $6.7 million and an adjustment to Depreciation Expense of 22 

$497,000. 23 
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Q. ARE THERE ANY OTHER ISSUES RELATED TO THESE ADJUSTMENTS 1 

NOT ALREADY DISCUSSED IN THIS TESTIMONY? 2 

A. Yes.  In order to fully return the treatment of the regulatory asset to the terms 3 

agreed upon in the Stipulation, the Company should continue to collect 4 

revenues on Schedule 105 to recover the $10.2 million established in August of 5 

2004 as a regulatory asset and the associated interest at its cost of capital 6 

(currently 9.083 percent established in UE 115; to be reestablished in this 7 

proceeding).  The balance of which, as of December of 2006, is projected to be 8 

$6.7 million. 9 

Q. DOES STAFF SUPPORT THE AMORTIZATION OF THE BALANCE OF 10 

THE REGULATORY ASSET ON SCHEDULE 105? 11 

A. Yes.  12 
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PART II: 1 

RATE CASE SUMMARY 2 

Q. PLEASE SUMMARIZE THE COMPANY’S RATE REQUEST AND STAFF’S 3 

FINDINGS REGARDING REVENUE REQUIREMENT. 4 

A. The Company’s overall request, including updates to its power costs and Port 5 

Westward, was approximately $143 million or 9.1 percent increase from current 6 

rates.  Staff proposes the revenue requirement determined in this case be 7 

$14.9 million on an annual basis.  This recommendation includes updated 8 

power costs, all Staff proposed adjustments discussed in this Surrebuttal 9 

Testimony and the Stipulated Agreement entered into by Staff, PGE, CUB and 10 

ICNU effective January 1, 2007, as well as a correction for a math error in 11 

Staff’s proposed cost of debt and represents an overall increase of 12 

approximately 1.8 percent.  For March 1, 2007, the expected commercial 13 

operation date for Port Westward, Staff proposes that the appropriate increase 14 

in revenues should be an additional $37.1 million on an annual basis, or an 15 

additional increase of 3.8 percent to rates.  On a consolidated basis, this 16 

represents an overall revenue requirement increase of 5.6 percent to current 17 

rates. 18 

Q. DO YOU HAVE ANYTHING FURTHER ON THESE ISSUES OR ANY 19 

OTHER ISSUES? 20 

A. No. 21 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 22 

A. Yes. 23 
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