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Johnson/1

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Judy Johnson. | am Program Manager of the Revenue
Requirements Section in the Electric and Natural Gas Division at the Public
Utility Commission of Oregon. My business address is 550 Capitol Street NE
Suite 215, Salem, Oregon 97301-2551.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/101.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

| am the revenue requirements summary witness for the Commission staff
(Staff) in this proceeding. Accordingly, | am generally familiar with the
adjustments to Portland General Electric's (PGE or company) filing in this
docket sponsored by other Staff analysts.

DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

Yes. | prepared Exhibit Staff/102, consisting of 11 pages. This exhibit contains
tables summarizing Staff’'s proposal for PGE’s revenue requirement in this

docket.

. WHAT IS STAFF'S POSITION ON REVENUE REQUIREMENT ISSUES?

A partial stipulation between PGE, Staff, Citizens’ Utility Board (CUB), and
Industrial Customers of Northwest Utilities (ICNU) is currently being prepared
and is expected to be signed shortly and filed with the Commission. Joint

testimony supporting the partial stipulation is also being prepared.
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Johnson/2

PLEASE DESCRIBE THE INFORMATION IN EXHIBIT STAFF/102.

Exhibit Staff/102 contains three separate elements, which together summarize
Staff's revenue requirements for PGE on UE 215.

Pages 1-4 provide a listing of proposed adjustments and indicate whether the
adjustments are subject to the partial stipulation.

Pages 5 and 6 are the summary schedules for all the adjustments, both
stipulated and contested. Page 5, column (2) shows the composite of the
stipulated and Staff-proposed adjustments to the test year data contained in
PGE’s filing. Column (4) shows Staff's proposed change to PGE’s revenue
requirement of $59,695 million, or an increase of 6.59 percent from existing
rates. Staff believes this revenue change is required for the company to
achieve a reasonable rate of return. Page 6 contains the summary income tax
calculations for Staff's proposal.

Page 7 shows the Staff's cost of capital calculation.

The revenue, expense, and rate base changes associated with each
adjustment are displayed beginning on page 8.

WHY DOES STAFF USE $157.762 MILLION AS PGE’'S REVENUE
REQUIREMENT INSTEAD OF $125.185 MILLION AS SHOWN IN THE
COMPANY’S FILING?

This filing is made up of two portions, a general rate case portion and a power
cost adjustment portion. The net of these two pieces is $125.185 million.
However, the general rate case portion without the power cost adjustment is

$157.762 million. Because these two pieces of the filing are being pursued
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with different time tables and in separate settlement discussions, Staff believes
it is much clearer to show the general rate case portion on its own.
Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes.
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WITNESS QUALIFICATION STATEMENT

JUDY A. JOHNSON

PUBLIC UTILITY COMMISSION OF OREGON
PROGRAM MANAGER — RATES AND TARIFFS

550 CAPITOL ST. N.E., SALEM, OREGON 97310-1380

MBA with an emphasis in Statistics from
Eastern Washington University
Cheney, Washington

BA in Accounting from
Eastern Washington University
Cheney, Washington

3/95-Present | have been employed by the Oregon Public Utility
Commission since March of 1995. My current
position is Program Manager of Rates & Tariffs. |
was previously a Senior Analyst for the Revenue
Requirements Section.

6/77-2/95 | was employed by Avista Corporation, an electric
and natural gas utility located in Spokane,
Washington. The majority of my employment was
spent in the Rates and Regulatory Affairs
Department as a Senior Rate Analyst. | have
prepared testimony and exhibits in numerous
electric and natural gas rate cases, primarily in the
area of results of operations and cost of service.
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PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Moshrek Sobhy. My position is Senior Utility and Energy Analyst
with the Public Utility Commission of Oregon (Commission). My business
address is 550 Capitol Street NE Suite 215, Salem, Oregon 97301-2551.
PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/201.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

| am sponsoring Staff testimony with respect to the wages and salaries in
Portland General Electric’s (PGE or the Company) case UE 215.
DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

Yes. | prepared the following exhibits:

Exhibit 200 consisting of pages 1 — 13: Testimony
Exhibit 201.: Qualifications
Exhibit 202: Supporting Work Papers

. WHAT IS YOUR RECOMMENDATION WITH RESPECT TO PGE'S

WAGES AND SALARIES?
My recommendation is to reduce PGE’s proposed wages and salaries from

$202,906,420 to $195,778,769, a net reduction of approximately ($7.1 million).

«sr 200.0pening testimony.docx
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PGE'S PROPOSED WAGES AND SALARIES

PLEASE DESCRIBE THE COMPANY'’S FULL TIME EQUIVALENTS (FTE).
In PGE’s Exhibit 500, the Company states that it uses the FTE in its annual
budgeting process to determine the number of labor hours required to
accomplish the work. The number of FTEs is calculated by dividing total labor
hours by the number of work hours during the year. The number of work hours
during the year is 2080, or the product of 40 hours per week times multiplied by

52 weeks (the number of weeks in a calendar year).

. WHY DOES THE COMPANY USE THE FTE NUMBER INSTEAD OF A

SIMPLE EMPLOYEES HEAD COUNT TO DETERMINE THE TEST YEAR
WAGES AND SALARIES?

In PGE exhibit 500, PGE witnesses, Arleen Barnett and Joyce Bell (the
witnesses), explain that an employee who was hired in the middle of the year
would be budgeted as one half (or 0.5) FTE. In a head count, this employee

will count as one.

. ARE THERE NECESSARY ADJUSTMENTS TO BE CONSIDERED WHEN

CALCULATING FTE?

Yes. ltis critical to remove paid and non-paid over time both in hours and in
dollars when calculating FTEs for historical and future periods. Failure to do
this adjustment will result in overstating the number of FTEs and will skew the
wages and salaries corresponding to the FTEs. This overstatement will

translate into rates charged to the customers.

«sr 200.0pening testimony.docx
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HOW DID THE COMPANY PRESENT THE FTE IN ITS CALCULATIONS
OF TEST YEAR 2011 WAGES AND SALARIES?

The witnesses testified in PGE/500 that the overtime was excluded from the
actual total FTEs. Also, in response to Staff data request # 157, the company
stated that overtime was not included in the FTE calculations of the historical
and future periods.

HOW DID THE COMPANY DETERMNE THE WAGES AND SALARIES IN
THE TEST YEAR?

In PGE/500 and supporting work papers, the Company presented that its’ the
wages and salaries base budget during 2011 is $211,520,465. Due to
significant workforce reduction associated with Advanced Metering
Infrastructure (AMI), and increases in other areas, the Company made
adjustments to its base budget workforce. Details of the workforce adjustment
in the test year are summarized below in Table 1.

Table 1 — PGE's Test Year net FTE reduction

AREA Increase (decrease) in FTEs
Administrative & General (A&G)/ IT 10.0
Customer service, including AMI (117.8)
Generation 19.9
Transmission & Distribution 5.2
Total (82.7)

«sr 200.0pening testimony.docx
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With respect to the test year salaries adjustment, PGE’s witnesses explain in
PGE/500 that $8.0 million representing approximately 99 FTEs were removed
from wages and salaries’ base budget in 2011 to account for vacancies and
unfilled positions. Additional details were included in the Company’s response
to staff data request DR-221 (see copy in exhibit 202). A summary of the
company’s information is in Table 2 below:

Table 2 — PGE’s Test Year wages and salaries adjustment

Description FTEs adjustment Salary adjustment ($)
Adjustments for vacant (99.4) (8,000,000)
positions
Outboard adjustments to (10.0) (614,045)

revenue requirement

Impact of previously (8.2) 0

authorized items?

Total (117.6) (8,614,045)

Q. WHAT IS PGE’S PROPOSED WAGES AND SALARIES IN THE TEST
YEAR?
A. After making the above adjustments to the base budget, the Company proposes

$202,906,420, in test year wages and salaries as summarized in table 3 below:

! The Company did not make salary adjustments corresponding to these FTE reductions because no
expenses above the 2008 base rates were added (see attachment 221 A in staff exhibit 202)

«sr 200.0pening testimony.docx



10

11

12

13

14

15

16

17

18

19

Docket UE 215 Staff/200

Sobhy/5

Table 3 — PGE’s proposed Test Year FTE and, wages and salaries

FTEs Wages & Salaries
2011 base budget 2,647 $211,520,465
Adjustments (118) ($8,614,045)
2011 Test Year 2,529 $202,906,420

DID THE COMPANY ALLOCATE THE TEST YEAR'S FTES AND
SALARIES AMONG ITS CLASSES OF EXEMPT, NON-EXEMPT,
OFFICERS, AND UNION EMPLOYEES?

No. The Company reflected the FTEs adjustment in the test year by area of
operation, e.g. Administrative and General (A&G/IT), Customer Accounting,
Customer Service, Transmission and Distribution (T&D), and Generation.

STAFF ADJUSTMENT

PLEASE DESCRIBE THE BASIS OF YOUR ADJUSTMENT.

My adjustment results from using the 2009 Market Compensation for PGE’s
workforce as the basis to calculate the Company’s test year wages and
salaries.

HOW DID YOU APPROACH REVIEWING THE COMPANY’S WAGES AND

SALARIES IN THIS PROCEEDING?

. The first step was to review the Company’s proposed wages and salaries in the

current proceeding, i.e. UE-215, in light of the information provided by the
Company, the previous Commission Order No. 09-020, and other information

previously provided by the Company in UE-197. The second step was

«sr 200.0pening testimony.docx
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reviewing the Commission’s methodology in determining the test year's wages
and salaries in Order No. 09-020 in UE-197. The third step was to determine a
starting point for the determination for the base year wages and salaries,
consistent with the Commission practice in Order No. 09-020. The final step
was determining the test year's wages and salaries consistent with the
Commission’s methodology in Order No 09-020.

PLEASE DESCRIBE THE COMMISSION'S METHODOLOGY IN
DETERMINING THE WAGES AND SALARIES IN UE-197.

In Order No. 09-020, the Commission started with the base year 2007 actual
wages and salaries of $178,505,742, (excluding officers). This represented a
workforce of 2,546 FTEs (net of officers). The Commission then applied an
annual workforce rate growth of 1.45 % and an annual wage escalation factor
of 2.4%. (See copy of page 10 of Order No. 09-020 in staff exhibit 202). The
wages and salaries for the 2009 test year in UE-197 was $192,697,069,
(excluding officers).

DID PGE PROVIDE INFORMATION WITH RESPECT TO ITS
WORKFORCE MARKET COMPENSATION IN UE-197?

Yes. In UE-197, the Company’s work paper 5 in PGE/800, (see copy in exhibit
202), include the market compensation for the Company’s employees
(excluding officers) of $179,586,393. This is approximately $1.0 million more
the base year wages and salaries as shown in Order No. 09-020. This

difference represents approximately 0.6% of the market compensation level.

«sr 200.0pening testimony.docx
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. WHAT IS THE BASE YEAR IN DETERMINING THE WAGES AND

SALARIES IN THIS PROCEEDING?

| used the historic year 2009 as the base year to determine the test year’s
wages and salaries.

HOW DO THE WAGES AND SALARIES DURING THE HISTORIC YEARS
2007 THROUGH 2009 COMPARE?

Below is a summary of comparison between the actual wages and salaries vs.
the market compensation during these years as follows:

Table 4 — Actual W&&S vs. Market Compensation

Market Actual wages Difference %

Compensation and salaries difference

(A) (B) (B-A) (B-A)/A
2007 $179,586,393 $178,505,742 ($1,080,651) (0.6%)
2008 $183,884,000 $188,040,000 $4,156,000 2.26%
2009 $188,657,000 $193,799,000 $5,142,000 2.72%

Q. DID THE COMPANY PROVIDE MARKET COMPENSATION FOR ITS

WORKFORCE DURING 2008 AND 20097

A. Yes. Inresponse to staff data request nos. DR-211 and DR-212, the Company

provided information on actual wages and salaries and market compensation

for 2008 and 2009. (Copies of company responses included in staff exhibit

202). Table 5 is a summary of the information included in Staff exhibit 202:

«sr 200.0pening testimony.docx
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market compensation vs. actual salaries ($000)

(2008 & 2009)

Market actual less
FTEs Compensation | Actual market

2009 (A) (B) (© (D = C-B)
Exempt 1,215 103,276 | 109,550 6,274
Non-exempt 576 25,925 24,793 (1,132)
Union 819 59,456 59,456 -
Officer 13 3,520 3,394 (126)
Total 2009 2,623 192,177 | 197,193 5,016
2008
Exempt 1,188 100,924 | 106,224 5,300
Non-exempt 589 25,873 24,729 (1,144)
Union 824 57,087 57,087 -
Officer 11 3,300 3,127 (173)
Total 2008 2,612 187,184 | 191,167 3,983
Cumulative 2008 and 2009
combined difference 8,999

Q. HOW DID STAFF DETERMINE THAT PGE’S PROPOSED WAGES AND

SALARIES ARE EXCESSIVE?

The comparison in Table 5 above demonstrates that the Company paid its

employees approximately $9 million in wages and salaries above market

compensation during 2008 and 2009 combined (column D) unlike in 2007 as

shown previously. Market compensation represents a reasonable and fair

«sr 200.0pening testimony.docx
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basis to determine future test year's wages and salaries after applying
appropriate workforce and wages escalation factors.

IS MARKET COMPENSATION FAIR, JUST AND REASONABLE TO
DETERMINE WAGES AND SALARIES FOR RATE MAKING PURPOSES?
Yes. Allowing wages market compensation based wages and salaries in
revenue requirements ensure that the Company pays competitive salaries to
hire and retain skilled and qualified workforce needed to operate the utility
efficiently. This in turn assures that ratepayers receive reliable and affordable
service. Staff recommends that amounts paid in excess of market

compensation not to be allowed in revenue requirements.

Q. WHAT IS THE STARTING POINT FOR STAFF ADJUSTMENT?

| started with the average salary in PGE’s market compensation for exempt
and non-exempt employees during 2009. The combined market compensation
for these two classes was divided by the sum of their FTEs in the test year to
determine the average salary per FTE. The average salary was escalated by
an annual wage escalator rate to determine the test year average salary.
Salaries for union employees and the Company'’s officers are determined
separately as explained later in the testimony.

HOW DID STAFF DETERMINE THE ANNUAL WAGE ESCALATION
RATE?

In Order No. 09-020 in docket UE 197, the Commission used the 3-year
average of Consumer Price Index (CPI)-all urban, to account for inflation in

determining the test year’'s average salary per FTE. The three-year average in

«sr 200.0pening testimony.docx
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this proceeding would include the 2009 CPI (-0.3). Staff believes that 2009 is
an anomaly that is reflective of the severity in the economic downturn that was
most significantly during that year. To mitigate this effect, staff calculated the
CPI average since 2005 to 2011. The result was 2.4%, the same rate
authorized by the Commission in Order No. 09-020 in UE 197. Staff believes
this method is reasonable and in concept is consistent with the Commission
method in UE 197. It should be noted that the officers and union salaries were
not adjusted by this method.

Q. PLEASE DESCRIBE IN DETAILS THE STEPS YOU FOLLOWED TO

10

11

12

13

14

15

16

17

CALCULATE STAFF PROPOSED WAGES AND SALARIES.

First, | needed to calculate a ratio to distribute the test year's FTEs among the
classes. To do so, | calculated the average distribution ratio of the Company’s
workforce from 2007 to 2011. This information was obtained from the
Company’s work papers in PGE/500 and attachment DR-157-A, which is
included in Exhibit 202 of my testimony. Table 6 includes Staff’'s proposed test
year workforce distribution.

Table 6 — Distribution of Test Year Workforce

EXEMPT HOURLY OFFICER UNION Grand Total

Sum of 2007 Act FTE 1,147 580 13 809 2,549
Sum of 2008 Act FTE 1,188 589 11 824 2,612
Sum of 2009 Act FTE 1,215 576 13 819 2,623
Sum of 2010 B FTE 1,256 587 12 848 2,703
Sum of 2011 B FTE 1,264 539 12 833 2,648
Total FTE by class 6,071 2,871 61 4,132 13,135
% distribution (average) 46.22%  21.86% 0.46% 31.46% 100%
TY 2011 FTE distribution 1,169 553 12 796 2,529

«sr 200.0pening testimony.docx




10

11

12

13

14

15

Docket UE 215

Staff/200
Sobhy/11

Next, | calculated a combined average salary per FTE for these two classes

by dividing their combined 2009 market compensations by the sum of their

FTEs during the same year (Table 7, column B). | then increased the 2009

average salary by 2.4% annually through 2011 (Table 7, columns C & D).

The following step was to multiply the number of FTEs in the test year by the

average test year salary to determine the wages and salaries of these two

classes combined. Next, | added the union and officer salaries (Table 7,

column F). Finally, | compared Staff calculations of the test year’s wages and

salaries with the Company'’s proposal. The result is a ($7.1 million) reduction

in test year’s wages and salaries. These calculations are shown in Table 6

below:

Table 7 — Staff Adjustment to Test Year Wages and Salaries, $000

2009 Market 2010 at 2011 at Test
2009 Compensation 2.4% 2.4% Year
FTEs ($000) increase increase FTEs
A B C D E F

Exempt 1,215 103,276 1,169
Non-exempt 576 25,925 553
Total 1,791 129,201 1,722
Average salary
per FTE, $000
(total B/ total
A) 72.1 73.8 75.6
Staff test year
salaries, $000
(total E*D) 130,231

Q. WHAT IS STAFF RECOMMENDATION WITH RESPECT TO OFFICERS

SALARY?

«sr 200.0pening testimony.docx
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A. The company’s salary level for officers in the base budget during 2011 is

$3,251,117. This is below PGE’s 2009 market compensation for officers of

$3,300,000. Staff agrees with the company’s proposed officers’ salary level in

the base budget for 2011.

Q. HOW DID STAFF DETERMINE THE TEST YEAR’S SALARY FOR UNION
EMPLOYEES?

A. As shown in table 4 above, market compensation and the actual salaries for
union employees during 2009 are the same. The test year’'s average salary
per employee, was based on the 2009 average salary, and escalated by the
appropriate rate increases according to the contracts between the labor union
and the Company. A copy of the company’s work paper is included in Exhibit
202 of my testimony. The employee’s test year average salary was multiplied
by the allocated number of union employees in the test year as indicated in
Table 2 above.

Table 8 — Union wages and salaries
2009 average
salary (DR157-A) Feb-10 Sep-10 Mar-11
(A) (B) ©) (D)

1. Pay rate

increase

(DR-157E) 2% 2% 3.60%
2. Average

salary $ 72,609 | $ 74,061 | $ 75542 | $ 78,262
3. Union Test

Year FTEs 796
4. Union Test

Year wages

and salaries,

(column D,

In.2*In.3) $62,296,552

«sr 200.0pening testimony.docx
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PLEASE SUMMARIZE STAFF'S PROPOSED TEST YEAR WAGES AND

SALARIES.

Following is a summary of the Company’s proposal vs. Staff proposal.

Company Staff Adjustment
Exempt and non- $130,231,100
exempt
Union $62,296,552
Officers $3,251,117
Total $202,906,420 $195,778,769 $7,127,651

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, at this time.

«sr 200.0pening testimony.docx
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Q. MR. SOBHY PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND

AND WORK EXPERIENCE.

| received a Bachelor of Science degree in Chemical Engineering in 1991 from
Alexandria University, Egypt. | am currently attending the Certificate of Public
Management (CPM) course at Willamette University, Oregon. In September
1997, | began my employment with the Indiana Department of Natural
Resources as engineering assistant. In October 1998, | was promoted to Utility
Engineer with the Indiana Utility Regulatory Commission (IURC). Following
reorganization of the JURC, from 1998 to 2006 my duties as a Principal Utility
Analyst with the Gas/Water/Sewer Division included advising and assisting the
Commission on numerous proceedings involving rate cases, acquisitions,
rulemaking, investigations, and customer complaints. In November 2006, |
accepted the position of Senior Rates Analyst with the Northern Indiana Public
Utility Corporation (NIPSCO), a subsidiary of NiSource, where | worked
primarily on the cost of service study for the electric utility, in addition to energy
efficiency and decoupling issues for the gas utility. From April 200 7 to
February 2009, | held the position of Senior Rates and Regulatory Affairs
Analyst with Citizens Energy Group, a natural gas and steam utility serving the
Marion County, Indiana. In July 2009, | joined the Public Utility Commission of

Oregon as Senior Utility and Energy Analyst.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.

e 201.qualifications.docx
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ORDER NO. 09-020

c. ‘Wage Escalation Factors

Our calculation of PGE’s test-period wages and salaries must escalate
average 2007 non-officer wages to 2009. In its direct case, PGE forecast a 4.5 percent
annualized increase in 2009 non-officer wages and salaries, asserting;

PGE’s philosophy is to provide compensation sufficient
to attract and retain employees necessary to provide safe
and reliable electric service at a reasonable price with
outstanding customer service. At the same time, PGE
actively controls costs by targeting our compensation
program attributes and costs to reflect market median
conditions. As market practices change, PGE responds to
ensure that our total compensation package is competitive
and generally tracks the market.

Tn so doing, PGE claims that it relies upon internal studies and review of
Bureau of Labor Statistics studies? and surveys conducted by the Economic Research
Institute.?* PGE also provided a table on the U.S. Economic Outlook for Inflation,
prepared by Global Insight in Tune 2008. That table showed annualized increases in
wages and salaries for 2008 and 2009 as 3.1 and 2.8 percent, respectively, substantially
less than the 4.5 percent increase requested by PGE for 2009 non-executive Iabor®

ICNU, with whom CUB conditionally concurs, argues that the PGE-
proposed labor escalation rates of 6.0 percent, 4.5 percent, 4.5 percent, and 4.0 percent for
the four major groups of employees—officers, exempt, hourly, and union, respectively—
should be rejected. ICNU proposes increases of 0.0 percent, 2.0 percent, 3.0 percent, and
2.0 percent for the respective employee gxoups.zs ICNU cites PGE testimony regarding
retirement eligibility of higher paid employees, the tightening job market caused by the
current financial conditions, and rising unemployment in Oregon that will likely make it

. easier for PGE to hire replacement workers than originally forecast”

In response, PGE identified several “‘significant problems” with ICNU’s '
analysis, asserting that the wage adjustments selectively excluded unusual historical wage
increase information and ignored historical data in favor of anecdotal information. The
Company referred to a market survey from the Economic Research Institute and stated
that the ICNU proposal would place PGE at a disadvantage in hiring and retaining
qualified individuals.”®

2 PGE/300, Bamnet-Bell/2.

B rd até.

* PGE/2400, Barnett-Bell/6.

5 PGE/1903, Piro-Tooman/2; PGE/200, Tooman-Tinker/5.
% JCNU Opening Brief at 15-16.

7 1d at17.

% PGR/2400, Bamett-Bell/4-6.

e 202.WOrkpapers
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ORDER NO. 09-020

Resolution

Historically, the Commission has used a three-year wage and salary
formula to escalate utility wages. The formmula reflects two components: (2) inflation,
and (b) real escalation, indicating, in part, market conditions® Using that as our
template, we adopt use of the All-Urban CP1 Core Index from the June 2008 Global
Insight report for inflation, which forecasts inflation increasing at 2.4 percent in 2008
and 2.4 percent in 2009.3° In light of the current economic situation, we choose not to
adopt a real escalation factor. We therefore authorize an increase in average non-officer
waggs and salaries that reflects an annualized growth in exemallnt, hourly, and union wages
and salaries of 2.4 percent for 2008 and 2.4 percent for 2000.

d. Number of Officers

PGE included salaries for 12 officers in the 2009 test period.’> One
of those officers has been loaned out to another organization, and there is no plan for
replacement; those duties are being performed by other managers.® TCNU argues that
the officer count should be reduced from 12 to 11 and that one-twelfth of total officers’

salaries, apgroximately $287,000, should be removed from the revenue-requirement
calculation.®*

2 Goe Order No. 95-322 at 9-10 (Docket No. UE 88), Order No. 99-697 at 43 (Docket No. UG 132), and
Order No. 01-787 at 39-40 (Docket No. UE 116).

30 pGE/1903, Piro-Tooman/2. .

31 We note the following actual pumber of employees by class and their straight-time wages and salaries for
the year 2007 and caloulate an average wage or salary per employee:

EMPLOYEE CLASS EXEMPT HOURLY UNION
Actual FTEs 1,153 584 809
Wages & Salaries $100,248,092 $23,790,819 $54,466,831
W&S/Employee $86,945.44 340,737.70 $67,326.12

The following table applies our decisions to calcnlate PGE’s allowable 2009 test-year wages and salaries
for non-officers; ie., the 1.45 percent annual FTE growth rate and 2.4 percent wage escalators for both

2008 and 2009:
EMPLOYEE CLASS EXEMPT HOURLY UNION
2009 FTEs 1,187 601 ' 833
2009 W&S/Employee $91,168.90 $42,716.57 $70,596.55
2009 W&S Rev. Req. $108,217,484 $25,672,659 $58,806,926

32 pGE/1402, Tooman-Tinker/3.
3 v, at 25, lines 14-15.
* JCNU Opening Briefat 15.

10

e 202.WOTkpapers

Staff/202
Sobhy/9




CASE: UE 215
WITNESS: Michael Dougherty

PUBLIC UTILITY COMMISSION
OF
OREGON

STAFF EXHIBIT 300

Opening Testimony

June 4, 2010



10

11

12

13

14

15

16

17

18

19

20

21

22

Docket UE 215 Staff/300

Dougherty/1

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Michael Dougherty. | am the Program Manager for the Corporate
Analysis and Water Regulation Section of the Public Utility Commission of
Oregon. My business address is 550 Capitol Street NE Suite 215, Salem,
Oregon 97301-2551.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/301.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of this testimony is to describe my adjustments to Portland
General Electric’s (PGE or Company) 2020 Vision and Cyber Security rate
base and associated depreciation / amortization expense concerning projects
that will not be in service when rates become effective on January 1, 2011.
DID YOU PREPARE EXHIBITS FOR THIS DOCKET?

Yes. | prepared Exhibit Staff 302 consisting of 1 page and Exhibit Staff 303
(PGE'’s responses to Staff Data Requests) consisting on xx pages.

PLEASE PROVIDE A SUMMARY OF YOUR ADJUSTMENTS.

The following table summarizes my adjustments to PGE’s 2020 Vision and
Cyber Security rate base adjustments. Detailed information is included in

Exhibit Staff 302, page 1.
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Table 1 - Staff 2020 Vision and Cyber Security Rate Base Adjustments

PGE Staff Adjustment
2020 Vision Capital $15,153,000 | $2,104,000 | ($13,049,000)
Cyber Security Capital $5,800,000 | $1,850,000 ($3,950,000)
Total $20,953,000 | $3,954,000 | ($16,999,000)

The following table summarizes adjustments to the associated depreciation /

amortization expense. Detailed information is included in Exhibit Staff 302,

page 1.
Table 2 - Staff 2020 Vision and Cyber Security Depreciation / Amortization
Adjustments
PGE Staff Adjustment
2020 Vision Capital $1,521,000 $210,400 ($1,310,600)
Cyber Security Capital $936,217 $91,129 ($845,089)
Total $2,457,217 $301,529 ($2,155,689)

PLEASE SUMMARIZE YOUR ADJUSTMENTS
My adjustments are based on the requirements of ORS 757.355, Costs of
property not presently providing utility service excluded from rate base;
exception. In its case, the Company used 2011 average rate base* for both
2020 Vision and Cyber Security projects. Because of the restrictions of
ORS 757.355, | only allowed the cost of 2020 Vision and Cyber Security
projects that will be completed and providing utility service by January 1, 2011.
ORS 757.355 specifically states:

(1) Except as provided in subsection (2) of this section, a

public utility may not, directly or indirectly, by any device,
charge, demand, collect or receive from any customer rates

! In discussing 2020 Vision Capital Projects, the Company in UE 215/PGE/600, Henderson-
Hosseini/30 states “Because all the phase 1 projects are expected to close before December 31,
2011 (each component has individual jobs that are projected to close at specific times from late 2010
into 2011), their revenue requirement is based on average rate base similar to any other new plant-in-
service.
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that include the costs of construction, building, installation or
real or personal property not presently used for providing
utility service to the customer.?

Q. HAS THE COMMISSION RECENTLY ADDRESSED THE ISSUE OF RATE
BASE RECOVERY?

A. Yes. In UE 210 (PacifiCorp General Rate Case), Commission Order
No. 10-22, pages 14 and 15 state in part:

ORS 757.355 prohibits a public utility from collecting in
customer rates the costs of any property not presently used
for providing utility service to those customers. . . . [t]he
undisputed evidence shows that the amount of Oregon-
allocated plant contained in the Stipulation is lower than
what PacifiCorp’s Oregon-allocated net plant in service will
be at the time these rates will go into effect. . . . Given this
evidence, and despite the parties’ contentions about specific
rate base adjustments, it is clear that the Stipulation will
allow Pacific Power to collect in rates only the costs of
property presently providing service to customers in
conformance with ORS 757.355.

Q. SHOULD INFORMATION TECHNOLOGY (IT) PROJECTS BE
CONSIDERED “PROPERTY” AS REQUIRED BY THE STATUTE?

A. Yes. The 2020 Vision and Cyber Security rate base projects are being
recorded in plant accounts and being depreciated / amortized over designated
periods based on PGE’s depreciation studies.®> The IT projects that are
comprised of both hardware and software components meet the definition of
personal property.

Personal property is property owned by an individual or
business which is not affixed to or associated with the land.

Basically, personal property is everything except real
property. Personal property for a business would include

% The exception in subsection (2) of the statute refers to water utilities.
% UE 215/PGE/300, Tooman-Tinker/28 and 29.
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equipment, office furniture and equipment, cars/trucks

purchased and used by the business, and, basically,

everything that isn't "nailed down."*
PLEASE GENERALLY DESCRIBE THE COMPONENTS OF THE IT
PROJECT COSTS.
Components of IT costs are classified by PGE as labor and non-labor costs.
The non-labor costs include numerous items such as hardware (servers,
desktops, laptops, etc.), professional services, licenses, training, and travel
costs. According to 18 CFR Ch.1, Electric Plant Instructions, Components of
construction costs, contract work, labor, materials and supplies, training, and
engineering services are all costs that are included in plant.®
PLEASE DESCRIBE YOUR ADJUSTMENTS TO DEPRECIATION /
AMORTIZATION EXPENSE.
Concerning 2020 Vision, | divided the recommended rate base amount,
$2,104,000 by PGE'’s proposed amortization rate of 10 years.® As a result, |
receive a recommended depreciation expense of $210,400. This results in a
recommended adjustment of $1,310,600 as reflected in Table 2 above and in
Exhibit Staff 302.

Concerning Cyber Security depreciation expense, | only recommended the

inclusion of depreciation expense associated with the recommended Cyber

Security rate base of $1,850,000. | used the recommended rate base amount

and depreciated the amount over five years to receive a recommended amount

* http://biztaxlaw.about.com/od/glossaryp/g/personalprop.htm
®> 18 CFR Ch. 1, Electric Plant Instructions, pages 367-370.
® UE 215/PGE/300, Tooman-Tinker/29.
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of $91,129 ($1,850,000 divided by 5 years). Inits case, PGE used a three year
depreciation expense for the $1,850,000 that will be in service on January 1,
2011. 1 also removed any depreciation expense for the $3,950,000 that will not
be in service by January 1, 2011. As a result, | recommend a Cyber Security
depreciation expense adjustment of $845,089 as reflected in Table 2 above
and in Exhibit Staff 302.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.
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WITNESS QUALIFICATION STATEMENT

MICHAEL DOUGHERTY
PUBLIC UTILITY COMMISSION OF OREGON

PROGRAM MANAGER, CORPORATE ANALYSIS AND
WATER REGULATION

550 CAPITOL ST. NE, SALEM, OR 97308-2148

Master of Science, Transportation Management, Naval
Postgraduate School, Monterey CA

Bachelor of Science, Biology and Physical Anthropology,
City College of New York

Employed with the Oregon Public Utility Commission from
June 2002 to present, currently serving as the Program
Manager, Corporate Analysis and Water Regulation. Also
serve as Lead Auditor for the Commission’s Audit Program.

Performed a five-month job rotation as Deputy Director,
Department of Geology and Mineral Industries, March
through August 2004.

Employed by the Oregon Employment Department as
Manager - Budget, Communications, and Public Affairs from
September 2000 to June 2002.

Employed by Sony Disc Manufacturing, Springfield, Oregon,
as Manager - Manufacturing, Manager - Quality Assurance,
and Supervisor - Mastering and Manufacturing from April
1995 to September 2000.

Retired as a Lieutenant Commander, United States Navy.
Qualified naval engineer.

Member, National Association of Regulatory Commissioners
Staff Sub-Committee on Accounting and Finance.
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March 5, 2010

TO: Vikie Bailey-Goggins
Oregon Public Utility Commission

FROM: Randy Dahlgren
Director, Regulatory Policy & Affairs

PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated February 22, 2010
Question No. 083 .

Request: :

Do any of the amounts in Table 3 of PGE/600, Henderson-Hosseini/30 include the
$15 million in IT projects referred to in PGE/300, Tooman-Tinker/48? Please
explain and provide a breakdown of the $15 million.

Response:

Yes. The $15 million referenced in PGE/300, Tooman-Tinker/48, reflects the impact on
average 2011 rate base of expected 2010 and 2011 closures of 2020 Vision Phase 1
capital projects.

We have the following closure forecast (which can also be found in the Exhibit 300 work
paper file: ‘Integrated Model 2008 to 2018(010910).x1s’, tab ‘Capital Project’):
See also Attachment 082-A.

Dollars in Millions

Phase 1 2010 2011

EAM Foundation $2.1 — Year End $6.2 — Year End

Financial Systems $22.0 — April 2011
$2.1 — Year End

Infrastructure/Project Office $0.6 — Year End

Totals $2.1 $30.9

The $15 million figure is the average rate base for 2011 and reflects the relative expected
timing of closures as described above.

s:\ratecase\opuc\dockets\ue-215\dr-in\opuc_pge\finals\dr_083.doc
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March 8, 2010

TO: Vikie Bailey-Goggins
Oregon Public Utility Commission

FROM: Randy Dahlgren
Director, Regulatory Policy & Affairs

PORTLAND GENERAL ELECTRIC
UE 215 |
PGE Response to OPUC Data Request
Dated February 22,2010
Question No. 077

Request:

Concerning PGE/600, Henderson-Hosseini/19, how much of the $12.5 million cyber
security costs for 2010 through 2015 will be placed in rate base by 2011? Please
provide the amount that PGE has placed in rate base in UE 2135.

Response:

PGE projects that approximately $2.4 million will close to plant in 2010 and $3.4 million
will close to plant in 2011. For 2011 rate base, PGE has included approximately $1.1
million as closing to plant in 2010 for software and $750,000 as closing to plant in 2010
for hardware. The remaining $4.0 million for cyber security capital is not separately
identified in PGE’s rate base additions for 2011 but instead is part of the general and
intangible plant increases associated with group asset additions.

g:\ratecase\opuc\dockets\ue-215\dr-in\opuc_pge\finals\dr_077.doc
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March 30, 2010
TO: Vikie Bailey-Goggins
Oregon Public Utility Commission
FROM: Randy Dahlgren
Director, Regulatory Policy & Affairs
PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated March 16, 2010
Question No. 202
Request:
As a follow-up to PGE’s response to Staff Data Request No. 77:
a. For each component being added to rate base in 2011, please
provide PGE’s average rate base in a similar format as PGE’s
response to Staff Data Request No. 83.
b. What is the associated depreciation expense for these projects?

Please include the associated calculations.

Response:

a) Average Rate Base
Dollars in Millions

Account 2010

Software $1.1 —December

Hardware $0.75 — Applied evenly throughout 2010
Total $1.85

b) Associated Depreciation
Attachment 202-A includes the associated depreciation and calculations.

\ipfswtcd\g1\ratecase\opucidockets\ue-215\dr-in\opuc_pge\finals\dr_202.doc




Staff/303
Dougherty/4

March 25, 2010

TO: Vikie Bailey-Goggins
Oregon Public Utility Commission

FROM: Randy Dahlgren
Director, Regulatory Policy & Affairs

PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated March 16, 2010
Question No. 205

Request:

Concerning PGE’s response to Staff Data Request No. 83, what is the associated
depreciation expense for these 2020 Vision 2009 - 2011 projects? Please include the
associated calculations

Response:

The 2020 Vision projects closing to plant in service identified in PGE’s response t0 Staff
Data Request No. 83 will be recorded in Intangible Plant (FERC Account 303) and are
amortized (rather than depreciated). We have proposed that these projects be amortized
over a 10-year period (See PGE Exhibit 600, Henderson-Hosseini, page 30-3 1).

The 2011 test year software amortization expense (PGE ledger N62111, FERC Account
404) associated with the closing of 2020 Vision projects is $1.675 million. However, in
developing the estimates for this case, we included only $1.52 million in 2020 Vision
software amortization expense. Attachment 205-A summarizes both the calculations
used in the case to develop software amortization expense and the correct computations.
Note that those projects identified in PGE’s response to Staff Data Request No. 83 that
are projected to close at year-end 2011 have no impact on amortization expense in the
2011 test year because amortization would begin in 2012.

g:\ratecase\opuc\dockets\ue-21 S\dr-inlopuc_pge\finals\de_205.doc
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Docket UE 215 Staff/400

Q.

Ball/1

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Dustin Ball. | am employed by the Public Utility Commission of
Oregon as Senior Financial Analyst, Corporate Analysis and Water Regulation
Section, in the Economic Research and Financial Analysis Division of the Utility
Program. My business address is 550 Capitol Street NE Suite 215, Salem,
Oregon 97301-2551.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/401.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

> 0 » 0O

The purpose of my testimony is to recommend an adjustment to Portland
General Electric’s (“PGE”) Restore Service — Lines (Storm Damage) expense
and to oppose the associated balancing account proposed by PGE.

DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

Yes. | prepared Exhibit Staff/402, consisting of 11 pages.

HOW IS YOUR TESTIMONY ORGANIZED?

My testimony is organized as follows:

Issue 1, ReStore ServiCe - LINES ....coovviiiiiiiiii e 2
Issue 2, Proposed Storm Damage Balancing Account ............ccccceevvveeeennn. 4
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Ball/2

ISSUE 1, RESTORE SERVICE — LINES (STORM DAMAGE) EXPENSE

Q. PLEASE SUMMARIZE THIS ADJUSTMENT.

A.

In UE 215, PGE submitted a total Restore Service- Lines expense of
$16,319,335, an increase of approximately $7 million from 2008 to 2011.
Based on a review of historical Restore Service — Lines expense, Staff believes
that PGE’s estimate is high and recommends an expense of $12,765,564",

To arrive at the Staff recommended level of Restore Service — Lines, Staff
started with the 2008 actual expense (excluding insurance proceeds),and
removed the actual 2008 expenses associated with Level Ill Storm Damage
and allocated transportation. Staff then escalated the net amount to 2011
using CPI-U?, added the 2011 allocated transportation expense® (as forecasted
by PGE), and added Level Ill Storm Damage expense based on a 10-year
average. Staff determined this 10-year average by (1) reviewing PGE’s actual
Level Ill Storm Damage loss history over the 10-year period of 2000 through
2009; (2) escalating the actual level of Level Il Storm Damages from each of
these years to 2011 using CIP-U; and (3) averaging the escalated amounts.

Staff’s analysis produces a downward adjustment to PGE’s Restore Service —

Lines expense of $3,553,771.

! See Staff Exhibit 402, Ball/1
2 http://oregon.qov/DAS/OEA/docs/economic/appendixa.pdf, See Staff Exhibit 402, Ball/11. Although

Staff has used CIP-U to escalate costs to 2011, Staff is open to consider other escalation indexes.
® See Staff Exhibit 402, Ball/10
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Ball/3

Q. WHY IS STAFF PROPOSING TO INCLUDE A 10-YEAR AVERAGE OF

LEVEL Il STORM DAMAGES IN RATES, AS OPOSED TO SIMPLY
ESCALATING THE 2008 LEVEL Ill STORM DAMAGES?

Level 11l outages are the most severe customer outage level, are weather
related, and may or may not occur in a given year. Specifically, PGE has
suffered Level Ill Storm Damages in only five of the past 10 years and these
loss amounts vary greatly. For example, the loss experienced in 2007 was
$941,454, while the loss experienced in 2008 was over six times larger, at
$6,363,087.

During 2008, PGE incurred its largest Level Ill Storm Damage loss of the past
10 years. Itis not reasonable to forecast future Level 1l Storm Damage losses
based on a large single loss year. This is especially true given that PGE’s
actual history shows that Level 11l Storm Damage losses have occurred in only
five of the past 10 years. Based on the information available, Staff believes

that a 10-year normalization of Level Il Storm Damages is appropriate.
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Ball/4

ISSUE 2, PROPOSED LEVEL |l OUTAGE BALANCING ACCOUNT

Q. PLEASE SUMMARIZE PGE’'S PROPOSED BALANCING ACCOUNT FOR

LEVEL Il OUTAGES.

As described in UE 215, PGE/800, PGE is proposing a balancing account to
track differences between the Level Il outages costs included in rates, and the
actual Level Ill outage expenses incurred. PGE proposes to collect

$4.5 million annually for Level Ill outages, and subject only $3.5 million of this
amount to balancing account treatment. The remaining $1 million

($4.5 million - $3.5 million) would not be subject to balancing account
treatment. Only Level lll outages expenses exceeding $1 million would be
subject to balancing account treatment. PGE proposes that the balancing
account would earn interest at PGE’s authorized cost of capital and be subject
to prudence review and/or audit.

Under PGE’s proposal, it appears that if there were no Level Il outages
during a given year, the Company would collect $4.5 million in rates, but only
place $3.5 million into its proposed balancing account. Therefore in each year
where there are no Level Il outages, the company would retain $1 million not
subject to the balancing account, without incurring any associated expenses.
PLEASE EXPLAIN STAFF'S POSITION REGARDING ESTABLISHING A
BALANCING ACCOUNT FOR LEVEL 1l STORM DAMAGE EXPENSES.
Staff opposes PGE’s proposal of a balancing account for Level Il Storm
Damage expenses. Costs fluctuate from year to year and Staff does not

believe that it is appropriate to establish a balancing account for Level Il
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Ball/5

outages. While it is true that expenses associated with Level Ill outages can
vary from year to year, setting rates based on a historical average addresses
these fluctuations, incents the company to operate in a manner to control
costs, and does not put the burden of auditing and micro managing the
company’s efforts to restore service on Staff. Additionally, in a particular year,
if costs are substantially greater than the amount included in rates, the
Company has the option of requesting deferred accounting of such costs.
PLEASE ADDRESS PGE’'S BALANCING ACCOUNT EXAMPLE IN

UE 215/PGE/800, TABLE 5.

PGE’s example is misleading, and based on hypothetical figures not actual
historical data. Staff evaluated PGE’s proposed balancing account using
actual data from the same 10-year period which was used to arrive at a
recommended Restore Service — Lines expense, Issue 1 above.

Over the past 10 years PGE has suffered Level Il outages in only five of
these years, and in only four of these years, did PGE experience Level Il
Outages in excess of $1 million.

Based on Staff’s review, if a balancing account were in place during the
10 year period of 2000 — 2009, this account would have a balance due to
ratepayers, without consideration for interest, of over $21 million. In only four
of the past 10 years did PGE incur losses above the $1 million base. As a

result, in this scenario PGE would have collected an additional $5 million,
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which would not be subject to balancing account treatment, and therefore
would have been retained by PGE*.
HOW DOES STAFF'S PROPOSED TREATMENT OF SETTING RATES
BASED ON A 10-YEAR AVERAGE OF LEVEL Il OUTAGES, IN ISSUE 1
ABOVE, ADDRESS FLUCTUATIONS IN LEVEL Ill OUTAGES?
Staff’'s recommendation is to include a 10-year average of Level Il Outages in
base rates, therefore, PGE will collect one-tenth ($2,034,613) of the total
10-year expenses ($20,346,133), per year. This annual collection represents
an estimate of future expenses, based on the actual 10-year history. If PGE
incurs more or less than this amount in future years, then when PGE files its
next rate case, Staff proposes to use this same methodology and establish a
new 10-year average, which will be adjusted according to the most recent
information. Therefore PGE will again be collecting one-tenth of the new
10-year average.

Staff proposes that this recommendation be adopted by the Commission and
if costs substantially exceed the amount included in rates, the Company has

the option of requesting deferred accounting of such costs at that time.

Q. DOES THIS CONCLUDE YOUR OPENING TESTIMONY?

A. Yes.

* See Staff Exhibit 402, Ball/2
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Ball/1
WITNESS QUALIFICATION STATEMENT

NAME: DUSTIN BALL

EMPLOYER: PUBLIC UTIILTY COMMISSION OF OREGON

TITLE: SENIOR FINANCIAL ANALYSIT, ECONOMIC
RESEARCH & FINANCIAL ANALYSIS DIVISION

ADDRESS: 550 CAPITOL STREET NE SUITE 215, SALEM,
OREGON 97301-2115.

EDUCATION: Bachelor of Science, Business focusing in Accounting,
Western Oregon University (2003)

EXPERIENCE: Employed with the Oregon Public Utility Commission

since August 2007. | am a Senior Financial Analyst for
the Economic Research & Financial Analysis Division.

Employed by the Oregon Real Estate Agency as a
Financial Investigator in the Regulations Division from
January 2006 to August 2007.

Employed by the Oregon Department of Revenue as an
Income Tax Auditor, in the Personal Tax and
Compliance Section from January 2004 to January
2006.

Licensed Tax Consultant in the State of Oregon.
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CERTAIN INFORMATION CONTAINED IN STAFF EXHIBIT 402
IS CONFIDENTIAL AND SUBJECT TO PROTECTIVE
ORDER NO. 10-056. YOU MUST HAVE SIGNED
APPENDIX B OF THE PROTECTIVE ORDER IN DOCKET UE 215

TO RECEIVE THE CONFIDENTIAL VERSION OF THIS EXHIBIT.
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March 12, 2010
TO: Vikie Bailey-Goggins
Oregon Public Utility Commission
FROM: Randy Dahlgren
- Director, Regulatory Pohcy & Affairs
PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated February 26,2010 .
Question No. 140

Request:
Tn the following table format, please provide a 15 year history of PGE’s actual
Restore Service Lines expense broken out by outage levels and PGE’s transmission
and distribution insurance premiums and insurance proceeds for years 1995
through 2009.

Year | Total Restore | Expense Expense Expense T&D T&D

Service Lines | Attributab | Attributab | Attributab | Insurance | Insurance
Expense le to Level |letoLevel |leto Level | Premium | Proceeds
I Outages | II Outages | IIL : (if any) (if any)
O_utages

1995 | § $ $ $ $ $

Ete. |$ $ $ $ b $
Response:

Attachment 140-A contains the above requested information. Attachment 140-A is
confidential and subject to Protective Order No. 10-056.

s\ratecase\opuc\dockets\ue-215\dr-in\opuc_pgeMinals\dr,_140.doc
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UE 215
Attachment 140-A

Confidential and Subject to Protective Order No. 10-056

15 Year History
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Pages 5 through 7 are confidential.

You must have signed Protective Order No. 10-056 in this docket in
order to view these pages.
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March 12, 2010

TO: Vikie Bailey-Goggins
Oregon Public Utility Commission

FROM: Randy Dahlgren .
Director, Regulatory Policy & Affairs

PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated February 26, 2010
Question No. 142

Request:

Regarding vehicle allocations associated with Restore Service Lines expense, what
were the actual vehicle allocations for 2006, 2007, 2008, 2009, and forecasted vehicle
allocations for 2010 and 2011?

Response:

PGE Attachment 142-A contains actual vehicle allocations for 2006, 2007, 2008, 2009,
and forecasted vehicle allocations for 2010 and 2011. ' '
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_The vehicle allocations for 2006 through 2011 are as follows:

Vehicle
Year Allocation
2006 actual 2,635,007
2007 actual 2,287,240
2008 actual 2,540,939
2009 actual 2,983,933
2010 forecast 3,173,000

2011 forecast 3,399,600
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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS

ADDRESS.

My name is Ed Durrenberger. | am a Utility Analyst for the Public Utility
Commission of Oregon. My business address is 550 Capitol Street NE
Suite 215, Salem, Oregon 97301-2551.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
WORK EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/501.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

. The purpose of this testimony is to explain adjustments that | propose for

the Portland General Electric (PGE or company) general rate case filing,

docketed as UE 215.

Q. DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

A. Yes, | have included a copy of a two page Wall Street Journal article as

Exhibit. Staff/502.

Q. HOW IS YOUR TESTIMONY ORGANIZED?

A. First!1 provide a summary of all the adjustments that | propose, and then |
discuss the nature of each adjustment and explain why | believe the
adjustment | propose is justified.

Q. PLEASE SUMMARIZE YOUR PROPOSED ADJUSTMENTS.

A. | propose the following adjustments or changes to the PGE filed general

rate case:
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. Remove $3.1 million in excess Boardman Coal Plant Fly

Ash Disposal Costs and continue to treat ash disposal
costs as a routine operating and maintenance (O&M)
expense, not as a variable power cost expense in the

annual poser cost update;

. Remove $2.6 million in hydro O&M expenses for a yet to

be issued Clackamas Hydro project license renewal;

. Remove $6.4 million in additions to normalized

maintenance expenses for certain “one time” maintenance

events;

. Reject PGE’s request to fundamentally alter the way the

Power Cost Adjustment Mechanism (PCAM) is applied to

power cost variances;

. Reject a company request to account for certain emission

control chemicals as power cost expenses updated in the
annual update of net variable power costs rather than as

general O&M expenses;

. Reject a request to characterize certain expenses related

to power purchases, including broker fees, revolving credit

facility fees, and collateral costs as net variable power

" costs to be updated annually in the automatic update tariff

rather than as a general expenses.

DIRECT 5 O O C
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Q. PLEASE DESCRIBE THE BOARDMAN FLY ASH DISPOSAL COST
ISSUE.

A. In the PGE general rate case filing, the company proposed an increase in
Boardman coal fly ash disposal costs in anticipation of regulations by the
United States Environmental Protection Agency (EPA) treating coal fly ash
as a hazardous waste. (See UE 215/PGE/700 Quennoz-Behbehani/11.)
The matter of treating coal fly ash as a hazardous waste is far from certain.
| find the potentiél cost far too speculative to support including the cost
increase in rates. In addition, since the company made their initial filing, the
EPA has clafified that it will likely not treat coal ash as a hazardous waste.
(See Exhibit Staff/502 Durrenberger/1-2, Wall Street Journal report from
May 4, 2010, “EPA Proposes Competing Approaches to Regulate Coal-Ash
Waste.”) While coal ash may be subject to regulation, the extent of that
regulation is not known and the associated cost is not measurable.

PGE included approximately $2.6 million in additional disposal expenses
and reduced revenues by $0.6 million based on the assumption it would no
longer be able to sell a portion of the ash as a concrete additive. | conclude
that the adjustment to expenses that the company made for additional
Boardman fly ash disposal costs is unwarranted and should be removed
and that the revenue from sales of fly ash should be restored.

Q. HAS PGE RESPONDED TO THIS PROPOSAL?

A. Yes, the company acknowledged in recent settlement discussions that

circumstances have changed since the filing. They have agreed to remove
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the disposal cost increases and restore the ash sales revenue to their rate
case request.

Q. HAVE YOU RESOLVED THE ISSUE OF WHETHER THE FLY ASH
DISPOSAL COSTS SHOULD BE PART OF THE NET VARIABLE
POWER COSTS SUBJECT TO THE ANNUAL POWER COST
ADJUSTMENT MECHANISM?

A. This issue has not been entirely resolved. It is part of an on-going
settlement discussion in the power cost phase of the rate case. The point |
wish to make on this issue is that the annual power cost adjustment
mechanism is a narrowly focused evaluation of variable power cost items
such as fuel prices and wholesale power costs and contracts. Adding
selected O&M costs such as fly ash disposal to the evaluation is an
unwarranted expansion of the evaluation. If disposal costs for fly ash
change in a material way, the company can come to the Commission and
request recovery of the excess costs.

Q. PLEASE EXPLAIN THE NEXT ISSUE, HYDRO O&M EXPENSES.

A. This issue is related to proposed non-labor operating and maintenance
expense increases due to certain hydro relicensing agreements that PGE
has entered into with intervening counterparties in order to obtain a renewal
license from the Federal Energy Regulatory Commission (FERC) for the |
Clackamas River Hydroelectric Project. The Clackamas River Hydroelectric
Project consists of four facilities, Faraday, North Fork, River Mill Dam and

Oak Grove. The operating license for the hydro project has expired and
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PGE has a renewal application in with FERC, but the new license has not
yet been issued. The renewal application proposes new operational and
other requirements for these facilities that were not in effect under the
expired license.
I recommend disallowing the O&M costs for the new operational and cher _
requirements because there is no certainty that the FERC license will
require PGE to incur these expenses. |
PGE testimony at UE 215, PGE/700/ Quennoz- Behbehani, page 19,
contains a broad description of expected incremental expenses for the
facilities listed above that the company asks to include in permanent rates.
| propose that some of those costs be disallowed because they are
speculative and not known and measurable:
e Faraday facility -- | recommend that the $0.4 Million increase to
meet license requirements be removed.
o North Fork facility - | recommend that the entire $0.3 million in
incremental costs be disallowed.
e Oak Grove facility — | recommend $1.7 million in increases for new
projects not required under the expired license be disallowed.
Q. WHEN DOES PGE EXPECT TO RECEIVE THE RENEWAL LICENSE
FOR THE CLACKAMAS HYDRO PROJECT?
A. PGE has stated that it anticipates that FERC may issue the license renewal

in the summer or fall of 2010.
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Q. WHAT IF THE LICENSE RENEWAL INCLUDES ALL OF THE
PROJECTED EXPENSES THAT PGE HAS INCLUDED IN THEIR
FILING?

A. If the FERC license renewal is issued during these proceedings, | will take
another look at the incremental project and expenses that may be part of
the new license and re-evaluate my position. A general rate case is the
appropriate place for the company to update its operating and maintenance
expenses and the new Clackamas Hydro Project license may very well
include some new requirements that would increase O&M costs.

Q. PLEASE SUMMARIZE THIS HYDRO O&M ADJUSTMENT.

A. | propose that the incremental O&M expenses for the Clackamas hydro
project associated with the relicensing agreement that is not yet approved
by FERC be disallowed. The amount | recommend be disallowed is $0.6
million for Faraday, $0.3 million for North Fork, and $1.7 million for Oak
Grove, a total of $2.6 million in test year O&M expenses.

Q. WHAT IS YOUR THIRD ISSUE ABOUT?
| have proposed that certain, one-time O&M expenses, which do not appear
to reoccur every year, be removed from the increase in O&M expenses
used to determine normalized rates.

Q. WHAT ONE-TIME EXPENSES ARE YOU REFERRING TO AND WHY DO
YOU PROPOSE TO DISALLOW THEM?

A. First, | would like to discuss how O&M expenses are generally determined

in a rate case. Then, | will describe how these expenses factor into the
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revenue requirement that determine rates. After discussing this
background | will make it clear why these one-time expenses should not be
included in normalized rates.

In the PGE general rate case filing, the company starts with actual O&M
expenses recorded in a prior year, in this case, 2008 is the base year. To
the base year the company adds all the new ongoing operating and
maintenance costs for subsequent years up to the present and finally uses
standardized escalation factors to project a forecast of the O&M costs for
the test year, in this case, calendar year 2011. The revenue requirement
that is ultimately decided upon at the conclusion of a rate case is intended
to represent the amount of money the company will need to recover in rates
to cover all of its normal expenses and earn a reasonable return on its
invested capital. Operating and maintenance expenses are included in
their entirety in determining revenue requirement so any expense included
will increase rates going forward, whether the expense is a one-time
occurrence or represents a reoccurring cost every year.

The one-time expenses | have identified for disallowance include a one-
time increase in the Colstrip 3 maintenance outage in the forecast for the
2011 test year of $3.2 million; a similar one-time increase in the Coyote
Springs maintenance outage costs forecast for 2011 of $1.2 million; and a
one time lead abatement project, intended to occur in 2011 expected to
cost $2 million. Each of these projects has been identified by the company

as a one-time event, not part of normal O&M. Since expenses set in a rate
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case continue in place until a subsequent rate case, only normal and
ongoing O&M is appropriately included. These three projects clearly are
one-time expenses not appropriate to be included in setting rates.

Q. IF THESE EXPENSES ARE NOT ALLOWED IN RATES HOW SHOULD
THE COMPANY RECOVER THESE AND OTHER SIMILAR PRUDENTLY
INCURRED COSTS?

A. Not all actual costs are exactly the same every year as costs forecast in a
general rate case, some years certain costs may be higher while others
may be lower. In addition, maintenance costs for individual items can vary
from year to year. Normalized rates éssume that, over time, the rates are
sufficient to allow the combany the opportunity to recover its costs and earn
a reasonable rate of return. If periodic, more extensive, maintenance
outages are required and average maintenance expenses used to set rates
are not sufficient to allow the company to recover all of its costs over time,
the company has an opportunity to make that argument here, in the general
rate case filing, and perhaps average the excess periodic cost out over the
expected time period that they would likely reoccur.

The argument made in this case, that Coyote Springs and Colstrip 3
generating plants are planning one-time, higher than average cost,
maintenance outages and that the entire cost differences between the
average cost and the higher one-time costs need to be added to expenses
used to set rates should be rejected. Including the one-time costs increase

requested for these maintenance outages, in their entirety, in permanent
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O&M expenses is the same as saying that the company will be performing
major maintenance every year to both of these units which is not the case
and would likely cause the revenue requirement to be greater than normal
costs would warrant.

The Oak Grove hydro facility lead abatement project cost is clearly a single
project that, once completed, is over and done with. In discussions with
PGE about this adjustment, PGE representatives indicated that they felt
certain that there would be other similar, as yet unidentified, environmental
remediation projects that would happen in subsequent years where they
would need this extra O&M expense in rates. | recognize that a large utility
like PGE has some exposure to changing requirements for environmental
remediation and that there may be future environmental projects needing to
be dealt with. If PGE feels that environmental remediation costs are going
be an ongoing expense that should be the argument they make. Their
argument that the Commission should allow PGE to recover in ongoing
rates the costs of a one-time, discrete project should be denied.

Q. ARE YOU PROPOSING AN ENVIRONMENTAL REMEDIATION
BALANCING ACCOUNT?

A. No. A balancing account would insinuate that the company would always
be able to recover remediation costs from customers. PGE'’s shareholders
should have skin in the game, and PGE'’s environmental management
group should be incented to do what was the best for the company and its

customers.
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Q. WHAT DO YOU PROPOSE FOR THE TREATMENT OF THE POWER

COST ADJUSTMENT MECHANISM (PCAM) CHANGE PROPOSED?

A. The PCAM mechanism should not be revised as requested by the
company. PGE has provided no evidence that the mechanism does not
yield reasonable results. The present PCAM earnings test and asymmetﬁc
dead band provisions insure a fair balance between the interests of the
company and its rate paying customers.

Q. IS THERE ANY “MIDDLE GROUND” ACCOMMODATION THAT COULD
BE MADE ON THIS MATTER?

A. No. The company has offered up no alternative that could balance out the
loss to the interests of customers should the PCAM be modified as
requested.

Q. CAN YOU SUGGEST AN ALTERNATIVE THAT MAY BE SUITABLE FOR
CUSTOMERS?

A. Not at this time. The present mechanism, earnings tests and asymmetric
dead bands, is intended to not come into play unless the power cost
variance is extreme and the company earnings are significantly different
than the authorized ROE. Although there have not been any incidents of
power costs being wildly different than were forecast in the AUT, | believe
the wi‘sdom of the Commission in adopting the PCAM in its present form still
applies.

Q. THE NEXT ISSUE IS A REQUEST BY PGE TO INCLUDE EMISSION

CONTROL CHEMICAL COSTS AS PART OF THE NET VARIABLE
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POWER COST ADJUSTMENT. WHY DO YOU RECOMME‘ND THIS NOT
BE ADOPTED?

A. PGE has proposed to characterize the costs associated with chemicals
used in its power plants for controlling NOx, mercury, and sulfur emissions
as net variable power costs. This proposal is similar to the request to
include Boardman fly ash in NVPC and my opposition to it is similar as well.
This request, if adopted, would mean that PGE would include annual
updates to the use, cost, and inventory of the commodity chemicals that are
typically bought in bulk and stored on site in quantity, along with annual

| updates to wholesale power costs, power contracts, fuel costs and loads in
the AUT. Although | do not believe the company specifically asks for it, |
would also presume these costs would be part of the PCAM true-up also.

Q. WHY DO YOU OPPOSE THIS PROPOSAL?

A. The AUT is meant to be a narrowly focused examination of the main cost
drivers for variable power costs. The evaluation takes place on a fairly
short time table. | believe that adding an evaluation of costs, uses and
inventories of environmental control chemicals is adding additional
complexity to the AUT process without significantly improving the accuracy
of variable power costs. |

Q. IS PGE HAVING TROUBLE RECOVERING THE COSTS OF THE
CONTROL CHEMICALS IN QUESTION?

A. Not that | am aware of. And to be clear, my opposition to this issue is

simply that it is not appropriate to add one more cost driver to study in the
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annual update tariff, not that | oppose the company’s recovery of these

operating chemical costs. The operating chemical costs should be part of
the regular O&M expenses that are updated in a general rate case and
should not be part of the annual power cost update.

Q. THE FINAL ISSUE YOU BRING UP CONCERNS INCLUDING
EXPENSES FOR BROKER ACCOUNTS, SHORT TERM CREDIT COSTS
AND POWER CONTRACT COLLATERAL CARRYING COSTS IN THE
ANNUAL POWER COST UPDATE. PLEASE EXPLAIN YOUR ISSUE
WITH THE COMPANY’S PROPOSAL.

A. Currently all of these expenses are inclu'd'ed in the general expenses
updated with the general rate case filing. If the company’s proposal were to
go forward this would add additional items to the narrowly focused and
tightly scheduled annual update tariff filing of forecast net variable power
costs. This adds complexity to the evaluation of the power costs without
improving the accuracy. In addition, I oppose this proposal because it would
make it more difficult for the Staff analysts to keep track of the overall
company short term credit instruments and costs if they are accounted for
and evaluated in two separate “buckets”. And if short term carrying costs
were part of expenses updated prospectively each year it would add
another cost that would need to be evaluated with the AUT and PCAM,
potentially adding complexity to the evaluation for what likely is a low value

issue. | am not opposed to the company being able to recover these types
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of financing costs, only to including them in the annual power cost

evaluations.

Q. ARE THERE ANY OTHER ISSUES THAT YOU WISH TO DISCUSS?

No. This concludes my testimony.
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WITNESS QUALIFICATION STATEMENT

NAME:

EMPLOYER:

TITLE:

ADDRESS:

EDUCATION:

EXPERIENCE:

OTHER EXPERIENCE:

Ed Durrenberger

Public Utility Commission of Oregon

Senior Utility Analyst, Electric and Natural Gas Division
550 Capitol St. NE, Ste. 215, Salem, Oregon 97301

B.S. Mechanical Engineering
Oregon State University, Corvallis, Oregon

| have been employed at the Oregon Public Utility
Commission of since February of 2004. My current
responsibilities include staff research, analysis and
technical support on a wide range of electric and natural
gas cost recovery issues with an emphasis on electricity
and fuel costs.

| worked for over twenty years in industrial boiler plant
engineering, maintenance and operations. In this
capacity | managed plant operations, fuel supplies and
utilities, environmental compliance issues and all aspects
of boiler machinery design, installation and repair.

| have also worked as a production manager and
machine shop manager in an ISO certified high tech
equipment manufacturing plant that sered the silicon
wafer fabrication and biomedical business sectors.
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e U.S.NEWS

¢ MAY4,2010,4:33 P.M.ET

EPA Proposes Competing Approaches to Regulate Coal-Ash Waste
By MARK PETERS

The U.S. Environmental Protection Agency announced plans Tuesday to regulate coal-ash waste from
power plants, but didn't choose a single approach in the face of pressure from industry and
environmental groups.

The federal agency plans to take public comment on how to handle the waste from coal-fired generators
and eventually decide on the final rules. The EPA began looking at the storage of the post-combustion
material in ash ponds after a December 2008 spill at a Tennessee Valley Authority power plant sent
about a billion gallons of ash and water over as many as 300 acres.

The regulation of coal ash has pitted utility companies concerned over the cost and complexity of
eliminating wet-ash storage against health and environmental advocates who say arsenic, selenium and
other contaminants in coal ash are a threat to human health and the environment.

The EPA's proposal doesn't take a stance on whether to regulate coal ash as a hazardous waste, only
offering that approach as one of two possibilities. The hazardous-waste approach would put
enforcement powers in the hands of federal and state officials, creating disposal restrictions and
effectively phasing out the use of the ponds. The second proposal would put in place new restrictions,
but enforcement would happen through lawsuits by states and individuals.

"In the course of developing these proposals, it became clear that there are people who feel very
strongly about one or the other," said EPA Administrator Lisa Jackson during a press briefing.

Although one of the two proposals would treat coal ash as hazardous waste, Ms. Jackson said the EPA
wouldn't use that term. Instead, the agency would refer to the ash as having a special-waste listing, if
that option is chosen. The new classification would be used so as not to negatively impact the reuse of
the waste material in such products as cement and drywall.

According to White House records, the issue of coal-ash waste was the subject of nearly 20 meetings
between President Barack Obama's regulatory czar, Cass Sunstein, and industry groups last year.
Watchdog groups have said it is unusual for Mr. Sunstein's office to insert itself so prominently, and so
early, into the process. Environmentalists have long pushed for the EPA to tighten regulation of coal-
combustion byproducts.
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A utility-industry group in a statement Tuesday said regulation of coal ash as a non-hazardous waste
alongside new federal standards for impoundment safety would be the only "prudent” course for the
EPA.

"Adoption of more stringent regulation—including regulating coal combustion byproducts as hazardous
waste or mandating closure of certain types of ash-management facilities—will drive up costs for our
customers without providing a commensurate health or environmental benefit," said Jim Roewer,
executive director of the Utility Solid Waste Activities Group, in a statement.

Environmental and health groups continue to push for the opposite, saying hazardous-waste regulations
are essential to ensure federal officials can track and enforce standards for coal-ash facilities.

"Enforcement is what makes [the rules] real to the regulated industries," said Eric Schaeffer, executive
director of the Environmental Integrity Project.

—Siobhan Hughes, Neil King Jr. and Rebecca Smith contributed to this article.

Write to Mark Peters at mark.peters@dowjones.com
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PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Linnea Wittekind. My business address is 550 Capitol Street NE
Suite 215, Salem, Oregon 97301-2551. | am a Utility Analyst in the Electric
and Natural Gas Division of the Utility Program of the Public Utility Commission
of Oregon (OPUC).

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/601.

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Kelcey Brown. My business address is 550 Capitol Street NE
Suite 215, Salem, Oregon 97301-2551. | am a Senior Economist in the
Electric and Natural Gas Division of the Utility Program of the Public Utility
Commission of Oregon (OPUC).

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/602.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

We present Staff's recommended Capital rate base reductions to Portland
General Electric’s (PGE) request to recover $65.6 million related to the
Clackamas Hydro Relicensing Project. In addition, we address PGE’s request

for an accounting treatment of self-build study costs.
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Q. PLEASE SUMMARIZE THE BASIS FOR STAFF'S RECOMMENDED

CAPITAL COST ADJUSTMENTS.

PGE is requesting rate recovery for relicensing costs of the Clackamas Hydro
Project. Staff's recommended adjustments to PGE’s request are for costs
related to pending license requirements and unapproved terms of a settlement
agreement and not costs associated with obtaining the license. FERC has not
yet issued its license for the Clackamas hydro Project; therefore, the license
requirements are unknown at this time.

With regard to the costs PGE is requesting for food and other entertainment,
Staff believes it is unreasonable and harmful to customers to allow PGE to
capitalize food and entertainment expenses of $128,503 over a 50 year period.
PLEASE PROVIDE A SUMMARY OF STAFF'S CLACKAMAS HYDRO
RELICENSING PROJECT ADJUSTMENTS.

Staff recommends the following adjustments to the requested $65.6 million in
Clackamas Hydro Relicensing Project costs:

1. A reduction of $1,500,000 for capital costs described as “a move from
job 20512” in PGE'’s transaction summary. This cost is for riparian
restoration projects that will potentially be required by the Federal
Energy Regulatory Commission (FERC) in PGE’s new license and
should not be part of relicensing costs.

2. A reduction of $515,000 for capital costs used to reimburse Western

Rivers Conservancy for the acquisition of North Mountain wetlands. The
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acquisition of the wetlands is a potential requirement by FERC and
should not be part of relicensing costs.

3. A reduction of $750,000 for capital costs used for the implementation of
the Clackamas River Off Channel Restoration Project. This cost is for a
project that will potentially be required by FERC and should not be
included in costs associated with obtaining the license.

4. A reduction of $77,412 for capital costs paid to CXT Precast Products for
the purchase and installation of a new restroom located at PGE’s Timber
Park. As stated by PGE this was done per the proposed conditions in
the relicensing settlement agreement. This is a potential requirement by
FERC and should not be part of relicensing costs.

5. A reduction of $500,000 for capital costs described as “from N23913 job
RXMOU” in PGE’s transaction summary. Further details of this cost are
being pursued through data requests.

6. A reduction of $128,503 for capital costs for food and other
entertainment. Staff believes that capitalizing the cost of food and
entertainment is not in the best interest of customers.

The total rate base adjustment for the Clackamas Hydro Relicensing Project is
$3,470,915.

Q. PLEASE SUMMARIZE YOUR RECOMMENDATION WITH REGARD TO
PGE’'S REQUEST FOR ACCOUNTING TREATMENT OF SELF-BUILD

STUDY COSTS.
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Staff recommends that the Commission deny PGE’s request for accounting
treatment of self-build study costs. Staff believes that were the Commission to
grant PGE’s request it would remove the incentive for the Company to use
discretion on whether or not to bid into an RFP process and, by guaranteeing
cost recovery, would place it on unequal footing with regard to other bidders.

Clackamas Hydro Project

PLEASE DESCRIBE PGE’S REQUEST FOR RATE RECOVERY WITH
RESPECT TO THE CLACKAMAS HYDRO PROJECT.

PGE has been involved in the relicensing process at FERC for the Clackamas
Hydro Project since 1996. In that time, PGE has incurred costs to obtain its
license for professional services, Allowance for Funds Used During
Construction (AFDC), direct labor, and tax and license fees.

DOES THE COMPANY BELIEVE IT WILL RECEIVE ITS LICENSE PRIOR
TO JANUARY 1, 2011?

Yes.

PLEASE DESCRIBE STAFF'S ANALYSIS OF PGE’S REQUEST FOR
RELICENSING PROJECT COSTS.

Staff has reviewed PGE’s accounting from 1996 to now of all transactions
associated with the Company’s efforts to obtain its license from FERC.
However, in that review Staff has determined that a small portion of these costs
are related to terms of a settlement agreement pending before FERC.

Whether these terms will be conditions of the license is a discretionary decision

and one that FERC has not yet made.
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. WHY ARE TERMS OF THE SETTLEMENT AGREEMENT NOT

REASONABLE COSTS FOR PGE TO INCLUDE IN RATES AT THIS
TIME?
PGE has not yet received its license, and it is not improbable for terms of the
settlement agreement to be rejected by FERC and therefore not a requirement
of the license.
DOES STAFF HAVE AN EXAMPLE OF EXPENDITURES THAT MAY NOT
BE PART OF THE LICENSE?
Yes. PGE paid $515,000 to the Western Rivers Conservancy in 2009 for the
purchase of the 320-acre parcel known as North Mountain wetlands. This
wetland acquisition was part of the terms of the settlement agreement.
However, FERC staff has recommended that the acquisition and inclusion of
the site not be a term of the license. FERC staff cited several reasons for not
recommending this site be included in the license. Most notably, the site is in
an adjacent river basin and has no hydraulic connection to the project, and

therefore, has little relationship to project purposes or effects.

. SINCE PGE HAS NOT RECEIVED ITS LICENSE FROM FERC, IS STAFF

ABLE TO DETERMINE THE PRUDENCE OF EXPENDITURES
ASSOCIATED WITH SETTLEMENT TERMS?

No. Even though FERC staff did not recommend the inclusion of this site, and
other settlement measures, the final determination and associated
requirements will not be known until FERC issues the license.

PLEASE SUMMARIZE YOUR RECOMMENDATION.
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A. Since PGE has not yet received its license from FERC, Staff is unable to

determine the prudence of measures associated with the settlement agreement
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and anticipated terms of the license. This includes the Western Rivers
Conservancy purchase of North Mountain wetlands, the riparian restoration
projects, new restrooms at Timber Park, the Clackamas River Off Channel
Restoration Project, and further investigation of a reclassified expenditure.

IS PGE PRECLUDED FROM REQUESTING RECOVERY OF THESE
COSTS IN A FUTURE PROCEEDING?

No. Staff's recommendation with respect to the relicensing costs, excluding
food and entertainment, is simply that they are not appropriate to include in
rates at this time.

PLEASE DISCUSS STAFF'S RECOMMENDATION TO EXCLUDE FOOD
AND ENTERTAINMENT COSTS FROM THE RELICENSING PROJECT.
PGE has charged $128,503 in capital costs for food and other entertainment.
This includes vendors such as World Trade Center Catering, Starbucks,
Paradise Bakery, McMenamins, and Elephants Deli. Capitalization of these
expenditures is harmful to customers, and is equivalent to buying a meal at
Burger King with your credit card and paying it off over 50 years.

IS PGE REQUIRED TO PROVIDE FOOD OR STARBUCKS COFFEE TO
PARTICIPANTS IN THE RELICENSING PROCESS?

No. The FERC relicensing process, similar to a Commission proceeding, is
composed of intervenors that include many state and federal agencies, public

interests and tribes. Their participation in meetings and settlement discussions
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does not require PGE to provide food. More importantly, PGE should have
expensed these items as they occurred, rather than attempting to capitalize
items that have no material value or future use.

Accounting Treatment

PLEASE DESCRIBE PGE’S REQUEST FOR PRELIMINARY STUDY
COSTS FOR SELF-BUILD OPTIONS.

PGE has requested two types of accounting treatment with regard to self-build
study costs for purposes of submitting a self-build option into a Request For
Proposal (RFP). These two accounting treatments are: to accrue Allowance
for Funds Used During Construction (AFDC) on its study costs, and in the
event that its self-build option is not selected in the RFP process, to place the

study costs in a regulatory asset account amortized over a five year period.

. WHAT REASONING DOES PGE PROVIDE FOR NEEDING TO ACCRUE

AFDC ON STUDY COSTS PRIOR TO HAVING THE PROJECT SELECTED
AS THE FINAL BID?

At PGE/300, Tooman-Tinker/10, PGE states that it is incurring “financing costs”
for these self-build studies prior to having a project approved, for which they
are not able to recover.

DOES STAFF BELIEVE IT IS APPROPRIATE FOR PGE TO ACCRUE
AND POTENTIALLY RECOVER FINANCING COSTS ASSOCIATED WITH
ITS SELF-BUILD STUDIES?

No. PGE’s “financing costs”, or its use of operating cash flow, is already built

into the Company’s regular operations. In any given year there are projects,
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filings, or other matters that require the Company to perform studies relating to
any number of things, e.g. environmental regulations, wind integration, and
wholesale market changes. While all of these events would be considered
infrequent, at any given time the Company is performing any number of studies
and therefore, the costs associated with these events is currently included in
the Company’s overall operating cash flow.

IS PGE REQUIRED TO SUBMIT A SELF-BUILD STUDY OPTION INTO AN
RFP?

No. Itis PGE’s choice to submit a self-build study option into an RFP; the
Commission does not require them to do so.

DOES STAFF BELIEVE THAT PGE’'S DEVELOPMENT OF A SELF-BUILD
STUDY OPTION IS A BENEFIT TO CUSTOMERS?

PGE’s submittal of a self-build option into an RFP only benefits customers if
that bid is chosen as the lowest cost/best alternative compared to other
bidders. Since PGE cannot guarantee this outcome customers are indifferent

as to whether PGE submits a self-build option or not.

. SINCE PGE IS NOT REQUIRED BY THE COMMISSION TO SUBMIT A

BID INTO AN RFP PROCESS IS IT REASONABLE FOR THE COMPANY
TO RECOVER THESE SELF-BUILD STUDY COSTS FROM CUSTOMERS
IN THE EVENT THAT THE BID IS NOT SELECTED?

No. Staff has three reasons why PGE’s request is unreasonable. First, this
violates ORS 757.355 (i.e. the used and useful standard). Second, this would

create a situation of unfairness with regard to the others bidders in the process
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who do not have guaranteed cost recovery. Third, this would take away any
incentive for cost control or discretion on the part of the Company on whether it
should be bidding into the RFP with a self-build option.

DOES THE COMPANY CLAIM THAT RECOVERY OF THESE SELF-
BUILD STUDY COSTS, IN THE EVENT THAT AN ALTERNATIVE BID IS
CHOSEN, AVOIDS THE LEGAL QUESTION OF “USED AND USEFUL"?
Yes. PGE makes the statement at PGE/300, Tooman-Tinker/12, Lines 16-19,
that this request avoids the legal question of whether the costs are for
something that is used and useful because the Company is proposing that
these costs would not include any of the previously accrued AFDC and would
not earn a “return on” in any fashion.

DOES STAFF AGREE WITH PGE, THAT BY NOT GETTING A RATE OF
RETURN ON THESE COSTS IT SOMEHOW AVOIDS THE QUESTION OF
USED AND USEFUL?

No. Staff's counsel advises that the statute in reference in this discussion,
ORS 757.355, does not distinguish recovery of costs so that it only precludes a
"return on.” The statute is not limited in this manner, and precludes any
recovery in rates for the costs specified in the statute that are not presently
used for providing utility service to the customer.

WHAT IS THE CURRENT OPERATING PRACTICE OF PUBLIC UTILITIES
WITH REGARD TO RECOVERY OF EXPENDITURES FOR PRELIMINARY
SURVEYS, PLANS AND INVESTIGATIONS MADE FOR THE PURPOSE

OF CONSTRUCTING A UTILITY PROJECT?
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The Code of Federal Regulations (CFR) states that if construction results from
this work than the appropriate utility plant account will be charged. However, in
the event that construction does not result from these studies, and the work is
abandoned, the charges shall be made to account 426.5, Other Deductions, or
to the appropriate operating expense account. Account 426.5 is a “below the

line” account and not considered for ratemaking purposes.

. WHY DOES STAFF BELIEVE THAT BY GUARANTEEING THE COMPANY

COST RECOVERY OF THESE COSTS IT WOULD CREATE A
DISINCENTIVE FOR THE COMPANY?

As stated previously, the Company is not required to submit a self-build option
into an RFP, nor are customers benefited by this submittal if the Company’s bid
is not chosen. PGE should be treated as equally as possible in the bidding
process; this means that the Company should use discretion when it chooses
to bid into an RFP, similar to any other bidder.

DOES THE RFP PROCESS ENCOURAGE DISCRETION ON BEHALF OF
BIDDERS PARTICIPATING IN THE PROCESS?

Yes. Itis common in an RFP process to charge a bidding fee, with the intent of
discouraging superfluous bids into the process and only receiving quality bids
that have the possibility of being chosen. Were the Commission to guarantee
cost recovery, not only would this remove the incentive for discretion on the
part of the Company, but in the event that the Company’s bid was not chosen
Staff would then have to review the prudence of the Company even submitting

a bid.
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PGE MAKES THE CLAIM THAT ALTERNATIVE BIDDERS MUST
SOMEHOW RECOVER THEIR COSTS OR THEY WOULD GO OUT OF
BUSINESS, THEREFORE, PGE SHOULD BE ALLOWED TO RECOVER
THESE COSTS. DO YOU AGREE?

No. PGE is correct, if a bidder into an RFP, whose sole practice is to build
utility resources, is consistently not selected as the winning bidder they will go
out of business. However, it is this reality which forces the alternative bidder to
maintain cost controls on the relevant study and proposal costs, and requires
the bidder to use discretion on which processes it participates in.

DOES STAFF HAVE A RECOMMENDED MONETARY ADJUSTMENT
ASSOCIATED WITH YOUR RECOMMENDATION?

No. PGE has not requested cost recovery for self-build study costs for
resources supported in the current IRP. Therefore, PGE has not included a
forecast of regulatory asset amortization for 2011 associated with this proposal.
However, if the Commission were to approve PGE’s request for accounting
treatment of these costs it will increase customer rates in the future
DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes.
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WITNESS QUALIFICATION STATEMENT

Linnea Wittekind

Public Utility Commission of Oregon

Utility Analyst, Electric and Natural Gas Division

550 Capitol Street NE Suite 215, Salem, Oregon 97301-2115.

B.S. Western Oregon University
Major: Business with focus in Accounting
Minor: Entrepreneurship

Since November 2009 | have been employed by the Public Utility
Commission of Oregon. Responsibilities include research, analysis
and recommendations on a wide range of cost, revenue and policy
issues for electric utilities. 1 am working on the Portland General
Electric and Idaho Power Integrated Resource Plans. | have also
reviewed and analyzed a number of energy efficiency tariff filings,
filed by Idaho Power Company. I've written several public meeting
memos summarizing my analysis of the energy efficiency tariff
filings, for an example of some of the memos see the April 26, 2010
& May 25, 2010 agendas.

From July 2005 to November 2009 | worked as a Tax Auditor for the
Oregon Department of Revenue. In enforcement of tax laws, rules and
regulations, | performed income tax audits of individual tax payers and
small businesses. Additionally | prepared cost analysis of tax credits
and measures. | also represented the department before the Oregon
Tax Court for tax deficiency appeals.
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WITNESS QUALIFICATION STATEMENT

NAME: Kelcey Brown

EMPLOYER: Public Utility Commission of Oregon

TITLE: Senior Economist, Electric and Natural Gas Division, Resource and
Market Analysis

ADDRESS: 550 Capitol Street NE Suite 215, Salem, Oregon 97301-2115.

EDUCATION: All course work towards Masters in Economics

University of Wyoming

B.S. University of Wyoming
Major: Business Economics
Minor: Finance

EXPERIENCE: Since November 2007 | have been employed by the Public Utility
Commission of Oregon. Responsibilities include research, analysis
and recommendations on a wide range of cost, revenue and policy
issues for electric utilities. | have provided testimony in UE 199, UE
200, UE 207, UE 210, UM 1355, and UE 204. | have also filed
comments on several dockets such as LC 47, UM 1466 and UM
1467.

From June 2003 to November 2007 | worked as the Economic Analyst
for Blackfoot Telecommunications Group, a competitive and incumbent
telephone provider in Missoula, Montana. | conducted all long and
short term sales and revenue forecasts, resource acquisition cost-
benefit analysis, business case analysis on new products and build-
outs, pricing, regulatory support, market research, and strategic
planning support.

From May 2002 to August 2002 | worked as an intern at the lllinois
Commerce Commission in Springfield, lllinois. | performed competitive
market analysis, spot market monitoring and pricing review, and
extensive research on locational marginal pricing and transmission
system incentives for development.

My course work, towards a Master’s degree at the University of
Wyoming, focused heavily on the regulatory economics of network
industries such as electricity, natural gas, and telecommunications.
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PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Kenneth R. Zimmerman. | am a Senior Analyst with the Oregon
Public Utility Commission, Electric and Gas Rates Division. My business
address is 550 Capitol Street NE Suite 215, Salem, Oregon 97301-2551.
PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/702.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is to support and explain staff's removal of the
costs associated with two items PGE proposes to include in its rate base in the
instant docket. These items are the upgrade of the Coyote Springs turbine
planned for 2011 and the pollution control upgrades for the Boardman coal
generation plant also planned for 2011.

PLEASE DESCRIBE THE UPGRADES.

The Coyote Springs upgrade includes a new compressor rotor, blades, vanes
and casings; new turbine rotor; new dry, low NOx combustion system; and a
new cooling package. For the Boardman plant PGE plans to install new low
NOx burners, mercury controls and over fire air ports, and a combustion
monitoring system and new boiler cleaning equipment as well as replace one
third of the boiler convection pass re-heater, In other words both upgrades are

quite extensive.
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Q. IN THE CONTEXT OF A PUBLIC UTILITY SUCH AS PGE WHAT IS RATE
BASE?

A. Rate base is the total of the investor funded or supplied plant, facilities, and
other investments used by the utility in providing utility services to its
customers. The rate base is the investment base to which a fair rate of return is
applied to arrive at the net operating income requirement (i.e., the amount of
authorized return).

Q. WHAT ARE THE CRITERIA FOR ADDING COSTS OF PLANT, FACILITIES,
ETC. TO ANY UTILITY'S RATE BASE?

A. Oregon Statute 757.355 is quite clear about the circumstances under which
property of any sort may be added to a utility’s rate base. The property must
be “presently in use” and that use must “provide utility service to the utility’s
customers.”

757.355 Costs of property not presently providing utility service excluded
from rate base. No public utility shall, directly or indirectly, by any device,
charge, demand, collect or receive from any customer rates which are derived
from a rate base which includes within it any construction, building, installation
or real or personal property not presently used for providing utility service to the
customer. [1979 c.3 8§2]

Q. DO THE COSTS RELATED TO THE UPGRADES TO COYOTE SPRINGS

AND BOARDMAN MEET THESE CONDITIONS?

A. No. None of the upgrades are presently in use and none will be in use prior to

the January 1, 2011 date when the rates allowed by the Commission in the

instant docket become effective. Per PGE Exhibit 700 (Quennoz —

Behbehani), page 27 the Coyote Springs upgrades will be completed during
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2011. PGE Exhibit 308 indicates the Boardman upgrades will also be
completed during 2011. As to the second requirement of 757.355 neither the
Boardman nor the Coyote Springs upgrades are “....providing utility service to
the customer,” and based on PGE’s testimony they cannot and will not do so
until sometime in 2011.

Q: DO YOU HAVE ADDITIONAL CONCERNS ABOUT ALLOWING THESE
UPGRADES INTO RATE BASE?

A: Yes. These upgrades have not been adequately vetted and analyzed by PGE
via the Commission’s IRP process. PGE’s 2007 IRP (LC 43) was not
acknowledged by the Commission. Even had it been acknowledged it provides
no detailed analysis of the proposed Boardman upgrades and no analysis what
so ever of the proposed upgrades at the Coyote Springs gas-fired generation
station.! Obviously PGE’s current IRP cannot settle this issue since the
Commission has not yet acknowledged it and will not make that decision for
several months at least.

Q. WHAT IS YOUR RECOMMENDATION CONCERNING THE COSTS PGE
PROPOSES TO INCLUDE IN RATE BASE FOR THESE UPGRADES?

A. |recommend the Commission deny PGE’s request that the costs for these

upgrades be included in rate base, for the reasons cited in this testimony. The

! PGE’s 2007 IRP (LC 43) was not acknowledged by the Commission. The Boardman environmental
upgrades are discussed in that IRP but not in detail (p. 95). The Coyote Springs upgrades are not
discussed in this 2007 IRP although general generation efficiency upgrades are considered. PGE's
IRP filed November 5, 2009 includes a detailed discussion of the Boardman environmental upgrades
in Section 12, beginning as page 291. The Coyote Springs efficiency upgrades are discussed briefly
at pages 139-141 of this IRP.
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actual dollar amounts staff recommends be excluded from rate base are in
Staff/701.

DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

Yes. | prepared Exhibit Staff/701, consisting of one page.

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

> 0 » 0O

Yes.
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WITNESS QUALIFICATIONS STATEMENT
Kenneth R. Zimmerman
Oregon Public Utility Commission
Senior Utility Analyst

550 Capitol Street NE
Suite 215
Salem, OR 97301

Dr. Zimmerman retired as Chief of Energy with the Oklahoma
Corporation Commission’s Public Utility Division (1985 — 2005). In
that position he was the Administrator supervising a staff of
accounts, economists, financial analysts, and engineers assigned
to prepare and oversee all work relating to the regulation of electric,
natural gas, water, and cotton gin utilities operating in Oklahoma;
advising Commissioners in these areas; preparing testimony;
testifying under oath. This work included preparation of and
supervision of the preparation of:

1. Intégrated resource plan analyses (demand forecasting; fuel
price forecasting; review of supply-side and demand-side
resource availability, costs, and operations; action plans; and
public planning processes).

2. General rate reviews (rate base; cost of equity; cost of debt; rate

of return; general expenses; allocations; propriety of accounting;

depreciation; and rate design).

Accounting and management audits.

Legal and legislative reviews.

Analysis of renewable and “clean” energy sources;

environmental impacts of utility operations; and alternative rate

and regulatory designs (e.g., real-time, marginal, dynamic
pricing, nonlinear pricing, incentive regulation, and
retail/wholesale markets for utility services).

ahrw

He is now Senior Utility Analyst with the Oregon Public Utility
Commission (2005 — Current). His primary responsibilities in that
position are: natural gas price and demand forecasting; natural gas
integrated resource planning; the flow through of natural gas costs
to end-users by gas utilities; and analysis of the general structure
and operation of the current, past, and future networks for energy
exploration, production, and distribution (including energy markets).
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Prior to his work in energy utility regulation, Dr. Zimmerman was a
legislative staffer, private consultant, and university professor.

Dr. Zimmerman holds a PhD in Sociology/Anthropology from the
University of North Texas; an MA (Sociology and Psychology) from
St. Mary’'s University (TX); an MA from Lancaster University (UK) in
Economics, Science, and Technology; and undergraduate degrees
Baylor University (TX).
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PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Juliet Johnson. | am employed by the Public Utility Commission of
Oregon as a Financial Analyst, Corporate Analysis and Water Regulation
Section, in the Economic Research and Financial Analysis Division of the Utility
Program. My business address is 550 Capitol Street NE Suite 215, Salem,
Oregon 97301-2551.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

My Witness Qualification Statement is found in Exhibit Staff/801.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

> 0 » 0O

The purpose of my testimony is to recommend the Commission deny Portland
General Electric’s (PGE or Company) request for an accounting order to
establish a balancing account to track differences between projected and
actual environmental mitigation and remediation costs for Portland Harbor,
Harbor Oil, and Oak Grove projects.

DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET?

No.

HOW IS YOUR TESTIMONY ORGANIZED?

First, | state my understanding of what PGE is proposing and then provide a
summary of the Company’s recent application for a deferral renewal for these
same projects. Next, | summarize the projects for which the balancing account

is being requested, and lastly | present Staff’'s recommendation.
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Q. WHAT IS BEING REQUESTED BY THE COMPANY?

A. PGE is proposing a balancing account to track variances from Superfund® (or
Superfund-like) projects. A baseline amount would be included in a test year
and collected each year in rates and applied to the balancing account.
Approved environmental expenses related to the identified projects would be
withdrawn from the balancing account, with remaining funds returned to
customers when the account was reset. The balancing account would track
differences between actual and forecasted costs. Monies accrued in the
balancing account would earn interest at PGE’s authorized rate of return. The
Commission would review and approve balancing account transactions through
an audit that would occur at the time of a new general rate case or at least
every two years. The balancing account would only be used for those projects
where PGE was identified as a responsible party by a federal or state agency,
which at this time includes Portland Harbor, Harbor Oil, and Oak Grove.

Q. HAS PGE PREVIOUSLY REQUESTED COST TRACKERS OR DEFERRED
ACCOUNTING FOR THESE ENVIRONMENTAL PROJECTS?

A. Yes. On May 31, 2008, PGE submitted a request for a deferral for costs
associated with Portland Harbor and Harbor Oil (Docket No. UM 1373). That
request was approved by the Commission on February 6, 2009 (Order No. 09-
052) for the 12-month period starting March 31, 2008. On March 30, 2009

PGE filed an application for reauthorization of the deferral with the addition of

11 superfund is the name given to the environmental program established to address abandoned
hazardous waste sites. It is also the name of the fund established by the Comprehensive
Environmental Response, Compensation and Liability Act of 1980, as amended.
http://www.epa.gov/superfund/about.htm
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costs associated with Oak Grove Remediation. A preconference hearing was
held on July 20, 2009, after which both Staff and the Citizen’s Utility Board
(CUB) submitted testimony. In January 6, 2010, PGE withdrew the deferral
renewal application and the docket was closed.

WHAT IS THE RELEVANCE OF PGE’S PAST DEFERRAL TO THIS
REQUEST?

Deferrals and balancing accounts are both cost trackers whereby costs can be
recovered outside of, or through a variation of the ratemaking process. In both
cases, designated costs are separated out for subsequent potential recovery.
In a deferral, approved costs are recovered directly in future rates. In a
balancing account, approved costs are recovered through a designated fund
contributed to each year from rates. Funds in the balancing account accrue
interest and if not used, are returned to customers. Proceeds, such as
insurance settlements, can also be added to the balancing account. Staff
opposed a deferral renewal for environmental costs in Docket No. UM 1373
and many of Staff’'s contestations also apply to this request for a balancing
account.

WHAT WERE STAFF'S OBJECTIONS TO THE DEFERRAL RENEWAL IN
UM 1373?

Staff believed a deferral was not warranted because, among other things, the
amounts at issue were not sufficient to trigger a general rate case filing (one of

the Commission’s criteria for a deferral) nor would non-recovery of the
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proposed costs have a material financial impact on the Company and diminish
their opportunity to earn the authorized rate of return.

FOR WHAT PROJECTS IS PGE REQUESTING A BALANCING
MECHANISM?

PGE is proposing to include three environmental cleanup projects in the
balancing account. Two of the sites are Environmental Protection Agency
(EPA) Superfund Sites: Portland Harbor and Harbor Oil. The third site is at
PGE’s Oak Grove Facility where there are two cleanups required, one for

Polychlorinated biphenyl (PCBs) and another for lead.

. WHAT IS THE STATUS OF PORTLAND HARBOR?

PGE has been named a Potentially Responsible Party (PRP) along with 79
others entities for the Portland Harbor Superfund site. PGE is not one of the
approximately 10 entities that make up the Lower Willamette Group (LWG)
who are conducting a Remedial Investigation (RI) and Feasibility Study (FS).
The final Rl and FS are expected in the fall of 2010. Meanwhile, PRPs,
including PGE are working to select an allocator for a voluntary settlement
process. PGE has indicated that due to a lack of consensus, the allocator
position has not yet been filled. After the RI/FS is issued, PGE expects the
EPA to issue a Record of Decision in June 2012. In the meantime, PRPs will
work through the allocation process. PGE expects an Allocation Report to be
generated in May 2012, after which PRP’s will submit a good faith offer to EPA,
probably in the Fall of 2012. Consent Decree negotiations are expected to

begin the following spring with a Consent Decree entered by EPA in December
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2013. The Consent Decree will indicate which PRPs are responsible for

remediation, and will likely specify their allocation of remediation costs.

. ALTHOUGH PGE IS NOT A MEMBER OF THE LWG AND A FINAL

CONSENT DECREE IS NOT EXPECTED UNTIL DECEMBER 2013, IS
PGE INCURRING COSTS ASSOCIATED WITH PORTLAND HARBOR?
Yes. In January 2008, the EPA served PGE with a formal CERCLA data
request 104(e) that required research and response. Additionally, PGE is
helping to develop and implement the Allocation Process, which according to
Direct Testimony in UM 1373/PGE/100 page 19, PGE expects to take several
years to complete. PGE is also working with U.S. Fish and Wildlife and various
Tribes on a Natural Resources Damages Assessment Process (NRDA)

process.

. WHAT IS THE STATUS OF HARBOR OIL?

PGE was named as one of 14 PRPs for the federal Superfund site Harbor Oil
in June 2005. Harbor Oil is an oil re-refiner located in north Portland and was
utilized by PGE to process used oil from power plants and electrical distribution
system from at least 1990 until 2003. In 1974 and 1979 major oil spills
occurred there leading to contamination with metals, lead and PCBs. In May
2007, an Administrative Settlement Agreement and Order of Consent was
signed by the EPA and six other parties, including PGE, to implement an RI/FS
at the Harbor QOil site. The final revised work plan for the RI/FS has been
submitted to the EPA, and phases 1 and 2 of the site characterization are

complete. The RI is scheduled to be submitted to EPA in 2010. The Feasibility
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Study is scheduled to be completed in 2011. Once these are complete, the

EPA will provide a ROD to all parties identifying the remedy and costs.

. WHAT IS THE STATUS OF OAK GROVE?

There are two environmental cleanups required at Oak Grove, one for PCBs
downhill of a storm water outfall near the maintenance shop and another for
lead contamination from previous paint removal near the Cripple Creek, Pint
Creek, and Canyon Creek support trestles. PGE completed a site investigation
regarding the PCBs in five phases between August 2005 and April 2008.
Regarding the PCB cleanup, PGE has completed the Engineering
Evaluation/Cost Analysis (EE/CA) for the site and expects to clean it up in
summer 2010. Regarding lead contamination, PGE has notified the U.S.
Forest Service and is waiting for its determination on the site for cleanup
protocol. PGE expects the Forest Service to require resolution of the lead
contamination issue in a comprehensive Administrative Order on Consent
(AOC) under CERCLA. PGE anticipates further investigation in 2010 and
cleanup activities in 2011. Cost of Oak Grove lead cleanup is estimated at $2

million.

. ARE THESE THE SAME PROJECTS FOR WHICH PGE WAS

REQUESTING A DEFERRAL RENEWAL?

Yes.

HAS THERE BEEN ANY MAJOR CHANGES IN STATUS OR PROJECTED
COSTS SINCE THE DEFERRAL RENEWAL APPLICATION?

Staff is not aware of any major changes in status or projected costs.
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Q. HOW ARE BALANCING ACCOUNTS TYPICALLY USED?

A. Although there are exceptions, balancing accounts are generally limited to
costs such as property sales and purchases, merger credits, decoupling,
PGA’s, PCAM’s, and other special situations. They have not traditionally been
used for environmental costs.? Balancing accounts are not generally used for
discrete O&M costs that can be included in the revenue requirement.

Q. PLEASE EXPLAIN WHY STAFF OPPOSES A BALANCING ACCOUNT
FOR THESE ENVIRONMENTAL COSTS.

A. In forward-looking test year based rate making there is a balance of costs and
benefits between the utility and its customers. Ultilities have incentives to
actively manage their costs within the approved rate in the context of their full
financial picture. PGE’s authorized rate of return is based on the risk premium
partially accounted for in the earnings volatility from fluctuations in costs or
revenues from the test year and across categories within the Company. PGE
is not guaranteed its authorized rate of return, but rather is given the
opportunity to realize it through prudent and efficient management.

In theory, cost trackers such as deferrals and balancing accounts can
reduce incentives for a Company to spend time and money actively managing
costs because the company now has a potential alternative method to recover
costs. Cost trackers can allow a Company to insulate itself from the risks
inherent in the context of forward-looking rate setting while providing only

minimal benefit to the customers.

%In Docket No. UM 1078 Northwest Natural was granted a deferral (not a balancing account) by the
Commission for environmental mitigation costs. UM 1373 Testimony addresses this.
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RULE OF FORWARD-LOOKING TEST YEAR RATE MAKING?

No. As discussed in Docket No. UM 1373, PGE has a general understanding
of its role in all three projects and the next steps and projected timelines for
these projects are fairly well understood. As well, historically PGE has been
able to project their total net environmental costs reasonably well. As a result,
Staff believes that PGE can forecast and model the environmental costs that
are going to be incurred in the next 24 months in rates reasonably well. Staff
believes a balancing account to capture the incremental variation from what is
projected to what might be realized is not warranted and creates unnecessary

complexity and work.

. ARE THERE OTHER REASONS STAFF OPPOSES A BALANCING

ACCOUNT IN THIS CASE?

Yes. Staff would need to review and audit the balancing account which would
place the burden on Staff to cross check which costs were transferred into the
balancing account and whether other categories of costs were reduced by an
equivalent amount to avoid double billing customers. It is preferable that
environmental costs be viewed together within the Company’s larger financial

picture as a part of a general rate proceeding.

Q. ANYTHING ELSE YOU WOULD LIKE TO ADD?

Yes. Because balancing accounts are not traditionally used for these types of
costs, there is a potential for Commission approval to set a precedence for

other companies to request the use balancing accounts to true-up actual with
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forecasted costs for many other categories of costs, potentially
disproportionately increasing company revenues and decreasing company
risks while increasing costs to customers.

PLEASE SUMMARIZE STAFF’'S RECOMMENDATION.

Staff believes it is the responsibility of PGE to manage costs and risks within
the rates set by the Commission and that the risks and rewards of budget
management should remain with PGE. Staff believes that the current status
and projected costs associated with Portland Harbor, Harbor Oil and Oak
Grove do not warrant a balancing account and that the level of uncertainty
around these projects over the next two years falls within the acceptable range
of risk inherent in the utility business and provided for within the allowed rate of
return. Staff's position is that a balancing account unfairly favors PGE

shareholders at the expense of the customers.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.
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WITNESS QUALIFICATION STATEMENT

NAME: JULIET JOHNSON, P.E.

EMPLOYER: PUBLIC UTILITY COMMISSION OF OREGON

TITLE: FINANCIAL ANALYST, ECONOMIC RESEARCH AND
FINANCIAL ANALYSIS DIVISION

ADDRESS: 550 CAPITOL ST. NE, SALEM, OR 97308-2148

EDUCATION: Master of Science, Civil and Environmental Engineering,

Arizona State University, Tempe, AZ

Bachelor of Science in Engineering, Civil and Environmental
Engineering, Tempe, AZ

EXPERIENCE: Employed with the Oregon Public Utility Commission from
April 2010 to present, currently serving as Financial Analyst
for Corporate Analysis and Water Regulation in the
Economic Research and Financial Analysis Division.

Registered professional engineer in Oregon and Arizona and
member American Center for Life Cycle Assessment.

From October 2008 through May 2010 worked as an
Independent Consultant on water, energy, sustainability, and
finance projects including evaluating costs and risks
associated with different types of energy generation.

Long-term Development and Sustainability Manager for the
Esalen Institute in Big Sur, California from September 2004
to September 2008, oversaw infrastructure development,
performed cost/benefit analysis of alternative development
scenarios and managed permits and regulatory compliance.

Employed by Greeley and Hansen LLC in Phoenix,
Arizona from May 1997 to April 2003 as a project manager
and water engineer managing water and wastewater
designs, studies and research and performing cost
allocations for regional water infrastructure.
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. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS

ADDRESS.

. My name is Steve Storm. | am employed by the Public Utility

Commission of Oregon as Program Manager of the Economic and
Policy Analysis Section. My business address is 550 Capitol Street NE

Suite 215, Salem, Oregon 97301-2551.

. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND

WORK EXPERIENCE.

. My Witness Qualification Statement is included as Exhibit Staff/901.
Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

. 1 develop the cost of common equity' estimates for the rate-regulated

property of Portland General Electric Company (“PGE”). | provide a
point estimate recommendation, as well as a range of estimates, of
PGE’s cost of common equity for consideration by the Public Utility
Commission of Oregon (“Commission”) in establishing PGE’s
authorized return on equity (ROE) within PGE’s current general rate
case in Docket No. UE 215. Additionally, | provide a recommended
capital structure associated with the recommended ROE and the
recommended rate of return (ROR) based on recommendations in my

testimony and the recommended costs of long-term debt as presented

Common equity, or common stock, is an “ownership” investment of, say, a

corporation, where stockholders “have a general preemptive right to anything of value
that the company may wish to distribute.” Holders of common stock are the owners of
the corporation, unlike holders of preferred stock or debt securities of the corporation.
See Brealey and Myers; Principals of Corporate Finance, 3" Edition, 1988, page 305.

Staff/900
Storm/1
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in Exhibit Staff/1000, Ordonez. The costs of long-term debt, of
common equity, and PGE’s capital structure are collectively identified
as issue S-0.

My testimony constitutes Staff's response, in part, to that provided
by PGE witnesses Hager - Valach (PGE/1100) and Zepp (PGE/1200).

Additionally, | provide a brief discussion regarding PGE’s
decoupling mechanism. This testimony constitutes Staff’s response to
portions of testimony provided by PGE witnesses Hager - Valach

(Exhibit PGE/1100) and Kuns — Cody (Exhibit PGE/1500).

Q. DID YOU PREPARE ANY EXHIBITS FOR THIS DOCKET?

A. Yes. | prepared Exhibit Staff/902, consisting of 30 pages; Exhibit

Staff/903, consisting of nine pages; Exhibit Staff/904, consisting of two
pages; Exhibit Staff/905, consisting of 85 pages; Exhibit Staff/906,
consisting of 31 pages; Exhibit Staff/907, consisting of 16 pages;
Exhibit Staff/908, consisting of 12 pages; Exhibit Staff/909, consisting
of 26 pages; Exhibit Staff/910, consisting of 41 pages; Exhibit
Staff/911, consisting of 28 pages; Exhibit Staff/912, consisting of 26
pages; Exhibit Staff/913, consisting of 17 pages; Exhibit Staff/914,
consisting of 38 pages; Exhibit Staff/915, consisting of 11 pages;
Exhibit Staff/916, consisting of 18 pages; Exhibit Staff/917, consisting
of one page; Exhibit Staff/918, consisting of 17 pages; Exhibit
Staff/919, consisting of one page; Exhibit Staff/920, consisting of 33

pages; Exhibit Staff/921, consisting of 12 pages; Exhibit Staff/922,
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consisting of 50 pages; Exhibit Staff/923, consisting of 11 pages; and

Exhibit Staff/924, consisting of three pages.

Q. HOW IS YOUR TESTIMONY ORGANIZED?

A. My testimony is organized as follows:

A. A summary of recommendations;

B. A brief discussion of return and risk associated with investments in
common equity;

C. A discussion of my cost of equity estimation, including the
Discounted Cash Flow (DCF) models used, comparable companies
used, inputs and sensitivities, and the implications of differing
capital structures;

D. A short discussion of PGE’s proposed capital structure;

E. A discussion of PGE’s DCF models and associated PGE-
recommended rates of return on common equity;?

F. A discussion of other methods used by PGE to estimate the
Company’s cost of equity capital;

G. A short discussion regarding PGE’s risks; and

H. A brief discussion of certain aspects of PGE’s Sales Normalization

Adjustment (SNA) decoupling mechanism.

Reference to “common equity” and “equity” within this portion of testimony are meant
to be synonymous. Where reference to some other form of equity is intended, the
form will be specified. Similarly, the terms “common stock” and “stock” within this
portion of testimony are used synonymously and are equivalent to “common equity”
and “equity.”

Staff/900
Storm/3
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Q. WHAT ARE YOUR SUMMARY RECOMMENDATIONS?

A. Table 1 (following) illustrates returns on long-term debt and common

SUMMARY OF RECOMMENDATIONS

Staff/900
Storm/4

stock; as well as capital structure; as currently authorized, as proposed

in PGE’s direct testimony, and as recommended in this testimony.

Table 1

PGE Capital Structure and Component Returns

Percent  Authorized Weighted
of Total Return Average
Currently Authorized (UE-197)
Component
Long Term Debt 50.00% 6.567% 3.097%
Preferred Stock
Common Stock® 50.00% 10.000% 5.000%
Total 100.00% 8.284%
PGE Proposed (UE-215)
Component
Long Term Debt 50.00% 6.077% 3.039%
Preferred Stock
Common Stock 50.00% 10.500% 5.250%
Total 100.00% 8.289%
Staff Recommended (UE-215)
Component
Long Term Debt 50.00% 6.071% 3.036%
Preferred Stock
Common Stock 50.00% 9.200% 4.600%
Total 100.00% 7.636%

3

The currently authorized ROE of 10.0 percent includes a 10 basis point reduction

associated with PGE’s SNA (decoupling) and LRR (Lost Revenue Recovery)

mechanisms.
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| recommend a range of return on equity of 8.7 to 9.6 percent, with
a point estimate of 9.2 percent,* both associated with a capital
structure as proposed by PGE;’ i.e., 50 percent long-term debt and 50
percent common stock. This results in a recommended rate of return,
when combined with Staff's recommendations® for the cost of long-
term debt, of 7.59 percent. The 9.2 percent ROE recommended for
PGE meets the Hope and Bluefield standards, as well as those
established by Oregon Revised Statue (ORS) 756.040. This level of
authorized return on equity for PGE supports establishing “fair and
reasonable rates” that are both “commensurate with the return on
investments in other enterprises having corresponding risks” and
“sufficient to ensure confidence in the financial integrity of the utility,
allowing the utility to maintain its credit and attract capital.”’
| recommend the Commission continue to associate a no less than

10 basis point reduction in ROE with PGE’s SNA and LRR

mechanisms.®

Both the recommended range and recommended point estimate include a 10 basis
point reduction in ROE associated with PGE’s SNA decoupling and LRR revenue
recovery mechanisms. Neither the range nor the point estimate reflects any changes
from the current PGE PCAM,; i.e., they assume no change to the PCAM.

See PGE/1100 Hager - Valach/25.
See Staff/1000 Ordonez for Staff's recommended costs of long-term debt.
See ORS 756.040(1)(a) and (b).

Although the recommended 9.2 percent point estimate of ROE is inclusive of a

10 basis point downward adjustment associated with reduced risk with PGE’s
decoupling and lost revenue recovery mechanisms, a future discontinuance of the
mechanisms would argue for an ROE point estimate of 9.3 percent.
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Additionally, | propose modest changes in the SNA mechanism for

consideration by parties to this proceeding.

RISKS AND RETURNS OF COMMON EQUITY INVESTMENTS

. WHAT DOES “RISK” MEAN WITH RESPECT TO COMMON EQUITY

INVESTMENTS?

The literature of finance® typically defines risk as the variability in
outcomes, where outcomes are divergent investor returns'® over some
holding period when compared with an a priori expected return for the
asset held over a like period. Risk has two aspects: unique risk and
market risk. Unique risk is applicable only to the common stock of a
specific company;11 i.e., “unique” to that company. “Unsystematic risk,”
“‘idiosyncratic risk,” and “diversifiable risk” are other terms by which the
concept of unique risk is known. Unique risk can potentially be
eliminated by the addition of diversifying investments'® to an
investment portfolio. As emphasized by the authors of a widely used

corporate finance textbook, ' “the risk of a well-diversified portfolio

This discussion follows that in Brealey and Myers, op. cit., especially that on page
132ff.

Investor returns are total returns; i.e., those resulting from dividends received as well
as from realized gains or losses due to security price changes.

| recognize companies can and do have different classes of common stocks, typically
differing in voting rights.

A diversifying investment in this context is one whose returns are imperfectly
correlated with the portfolio as a whole.

Brealey and Myers, op. cit., page 134.

Staff/900
Storm/6
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depends on the market risk of the securities included in the portfolio”

(emphasis added).

HOW IS THE MARKET RISK OF AN INDIVIDUAL STOCK
MEASURED?

The market risk'* of an individual stock,'® in a well-diversified portfolio,
is the sensitivity of the stock’s return to those of the stock market as a
whole. This measure of sensitivity is termed “beta” and is typically

represented by the Greek letter B, or beta.™

Q. WHAT IS A “WELL-DIVERSIFIED PORTFOLIO?”

A. A well-diversified stock portfolio is one whose dispersion of actual

returns, measured by standard deviation, approaches that of the stock

market as a whole. The stock market as a whole, by the standard

Market risk is also known by the terms “systematic risk” and “undiversifiable risk.”

In the current context “stock” refers to common stock and “stock market” refers to the
market or markets for such common stocks.

The beta (B) of an asset or portfolio is a number describing the relation of its returns
with that of the market as a whole. An asset with a beta of zero (0) means that its
returns are not at all correlated with the market; the returns of the asset are
independent from those of the market. A positive beta means that the asset’s returns
generally follow those of the market. A negative beta shows that the asset’s returns
inversely follow those of the market; the asset generally decreases in value if the
market goes up and vice versa.

The formula for the beta of an asset within a portfolio is

g — Cov(ry, mp)
T Var(ry) ’

where r, measures the rate of return of the asset, r, measures the rate of return of
the portfolio, and Cov(r,,rp) is the covariance between the rates of return. In the
Capital Asset Pricing Model (CAPM) formulation, the portfolio is the market portfolio
that contains all risky assets, and so the r, terms in the formula are replaced by ry,,
the rate of return of the market.

Beta is also referred to as financial elasticity or correlated relative volatility, and
can be thought of as a measure of the sensitivity of the asset's returns to market
returns, and the asset’s non-diversifiable risk (or systematic risk or market risk).
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definition, has a beta of 1.0, so a well-diversified portfolio also has a
beta of 1.0 (or very nearly so). If returns of a stock portfolio are
perfectly (and positively) correlated'” with the stock market as a whole,
the portfolio has a beta of exactly 1.0. Additionally, since the market
beta is 1.0, the beta of the “average” stock is 1.0.

HOW, WITHIN THE CONSTRUCT OF A WELL-DIVERSIFIED
PORTFOLIO, ARE RISK AND RETURN RELATED?

The answer to this question forms a good deal of that part of finance
theory concerned with investments.'® A basic conclusion is that
investments with higher undiversifiable risks require, in well-functioning
capital markets, a higher a priori expected rate of return than do

investments having lower undiversifiable risks.

. WHY IS THE RELATIONSHIP BETWEEN RISK AND RETURN

IMPORTANT TO CONSIDER WHEN ESTABLISHING AN
AUTHORIZED RETURN ON EQUITY FOR A RATE OF RETURN
REGULATED UTILITY?

Understanding this relationship serves to define boundaries around a

fair rate of return on common equity for utilities operating under one or

Perfectly (and positively) correlated means the correlation coefficient (a statistical
measure) between portfolio returns and market returns is +1.0.

A working definition of investment theory might be that it is the body of knowledge
used to support the decision-making process of choosing investments for various
purposes. Topics included are portfolio theory, a variety of asset pricing models, and
the efficient market hypothesis.



O © 00 N O O

11

12

Docket No. UE 215 Staff/900

Storm/9

more rate of return regulatory regimes. The average annual return,’®

including dividends, of Standard & Poor’s S&P 500 index®® from 1926

t.21

through 2000 was 10.7 percent.“” This index has performed less well

since 2000, as implied by the following quote from Standard & Poor’s:

“From January 1926 through March 2009 the annualized total
return for the S&P 500 was 9.51% per year vs. 9.69% for
December 2008. The dividend component consists of 44.00% of
the return vs. 43.27% for December 2008. The annualized
return consists of both capital appreciation and dividends

reinvested.”?? 2

Assuming the S&P 500 index is an adequate representation of the

U.S. stock market,24 the average beta of stocks in the index is

20

21

22

23

24

Average annual returns cited in my testimony, unless otherwise specified, are of the
geometric mean construction.

The S&P 500 is a market capitalization-weighted index of 500 large companies and is
often used as a proxy for the entire U.S. stock market. See the S&P 500 fact sheet at
http://www2.standardandpoors.com/spf/pdf/index/SP_500 Factsheet.pdf .

See in Exhibit Staff/902 a prepublication version of Roger Ibbotson’s “Stock Market
Returns in the Long Run: Participating in the Real Economy,” page 4. The 10.7
percent annual average total return was calculated on a geometric basis. See also
“Long-Run Stock Returns: Participating in the Real Economy,” by R. Ibbotson and P.
Chen, Financial Analysts Journal, January/February 2003, Vol. 59, No. 1: pages 70 —
87.

From the Standard & Poor’s website at
http://www2.standardandpoors.com/portal/site/sp/kr/kr/page.topic/indices 500anniv/2
,3,2,2.0,0,0,0,0,4,4,0,0,0,0,0.html .

See also Exhibit Staff/903, where the annual average total return of “large company
stocks” over the period 1926 — 2008 on a geometric basis is 9.6 percent. This
information was provided with PGE’s response to Staff data request number 45.

Stocks in the S&P 500 index account for approximately 75 percent of the U.S. equity
market'’s total value. See
http://www2.standardandpoors.com/spf/pdf/index/SP_500 Factsheet.pdf .




Docket No. UE 215 Staff/900
Storm/10

(positive) 1.0. Beta values?®® from Value Line’s Investment Survey
(Value Line) for companies in both my and PGE’s groups of
comparable companies®® average less than 1.0, at 0.69 and
0.71,27229 respectively. This indicates the comparable companies,
whether mine or PGE’s, on average have materially less market risk
than the stock market as a whole.*>*" A logical conclusion is that a

forward-looking long-term fair rate of return on equity (ROE), all else

% Per Value Line at http://www.valueline.com/sup glossb.html , Value Line betas are

based on “the historical sensitivity of the stock's price to overall fluctuations in the
New York Stock Exchange Composite Index.” Notably, composition of the NYSE
Composite Index is approximately 83% U.S. companies; i.e., a material portion of the
index consists of non-U.S. stocks. This index has, as of May 7, 2010, 1,519 U.S.
companies. See http://www.nyse.com/about/listed/nya_characteristics.shtml . Per
Bloomberg at http://www.bloomberg.com/apps/quote?ticker=NYA:IND , the NYSE
Composite Index “encompasses 61% of the total market capitalization of all publicly
traded companies around the world.”

26

| use the terms “comparable companies,” “peer companies,” and “cohort companies”
synonymously in this testimony. A discussion of my group of comparable companies
and a brief discussion regarding certain attributes of PGE’s group of comparable
companies are presented later in this testimony.

*" These are the mean values of each group of comparable companies. Median values

are 0.70 for each of the two groups of companies.

8 Beta values for Northwestern Corp. of PGE’s cohort group were not available to

include in calculating either the mean or median values for PGE'’s group of
comparable companies. Value Line’s September, 25, 2009 report, provided with
PGE'’s response to Staff data request number 45, lists this company’s beta as “NMF,”
or “not meaningful;” presumably related to Value Line’s lack of provided information
for the company prior to 2005.

#  Note that PGE, included in PGE’s group of comparable companies, has a beta of

0.75, or slightly higher than the average for either group. Note also that PGE’s beta is
less than the market as a whole and therefore less than that of the average stock.
These relative beta values imply the following: investors view PGE as less risky than
the market as a whole and less risky than the average stock.

% More precisely, they have, on average, materially less risk than the stocks comprising

the New York Stock Exchange (NYSE).Composite Index.

All companies in both my and PGE’s lists of comparable companies are in the NYSE
Composite Index with the exception of MGE Energy, Inc., which trades on the
NASDAQ.

31
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being equal,

is less than the historical (1926 forward) annual average
return, including dividends, of the S&P 500 index. This would seem to
hold whether the historical rate of return on the index is the 10.7
percent annual average rate from 1926 through 2000 or the lower
(than 10.7 percent) annual average rate from 1926 through the more

recent past; e.g., 9.5 percent through March, 2009. Less risk implies

a lower expected return on equity required by investors.®*

STAFF'S COST OF EQUITY ANALYSIS
DID YOU USE VALUES FROM COMPARABLE COMPANIES TO
ESTIMATE PGE’'S COST OF EQUITY?
Yes. | selected a group of peer companies by starting with the 54
electric utilities covered by Value Line. | applied the screening criteria
sequentially,® reducing the 54 companies to a 13 company cohort

group. My criteria, in addition to coverage by Value Line, were:

32

33

34

35

Implications of relaxing certain ceteris paribus assumptions, such as that pertaining
to capital structure, are discussed later in this testimony.

March, 2009 included the lowest closing price of the S&P 500 stock index in the
decade 2000 through 2009, inclusive.

The combination of rational investors and efficient capital markets imply risk
associated with PGE’s unique, or diversifiable, risk has been eliminated by investors
holding diversified portfolios, with PGE’s stock price reflecting this diversification from
PGE’s unique risks. The remaining risk, that of PGE stock’s market risk, is evaluated
by investors to be a) slightly higher than the average utility in either mine or PGE’s
group of comparable companies and b) materially less ( beta of 0.75 vs. 1.00 for the
average stock) than the average company’s common stock.

Data used for screening companies included both year-end 2008 and year-end 2009
data.
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1. Value Line estimated 2010 long-term debt between 45% and
55% of capital structure;

No dividend decline in the prior five years;*°

Value Line forecast of a dividend growth rate = 0%;

S&P Issuer credit rating between BB+*" and BBB+ (inclusive);

o K 0N

Regulated assets equal or exceed 80% of total assets;*® and

6. No merger or acquisition activity within the past five years.

Table 2 (following) lists the 13 companies | found to be comparable

to PGE as well as those companies PGE found “comparable.”

. WHAT TYPES OF MODELS DID YOU USE TO DEVELOP STAFF'S

RECOMMENDED RETURN ON EQUITY FOR PGE?
| relied primarily on two different multistage discounted cash flow
models>** for estimating the expected return on common equity

required by PGE’s investors.

36

37

38

39

40

This criterion eliminates companies that, within the past five years, have reduced or
eliminated dividends. Dividend growth rates for such companies, including
companies re-establishing dividend payments previously eliminated, may be
uncharacteristically high, even “exceptionally high.” See, in Docket No. UE 147,
PPL/200 Hadaway/14 beginning at 16.

Any companies having the BB+ S&P Issuer rating were removed by preceding
screening criteria; i.e., there are no companies with an issuer rating of BB+ in my
group of comparable companies.

See Edison Electric Institute's 2008 Financial Review, pages 25-26

See Exhibit Staff/904 for the mathematical expressions of these multistage DCF
models.

See the Commission’s discussion of multistage versus single stage DCF models in
Order No. 01-777, page 27.
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Table 2

Companies Comparable to PGE

Ticker Staff's List PGE'’s List

Allegheny Energy Inc. AYE v
ALLETE Inc. ALE v v
Alliant Energy Corp. LNT v
Ameren Corp. AEE v
American Electric Power Co. AEP v v
Avista Corp. AVA v
Cleco Corp. CNL v v
CMS Energy Corp. CMS v
DPL Inc. DPL v
DTE Energy Co. DTE v
Duke Energy Corp. DUK v
Edison International EIX v
Empire District Electric Co. EDE v v
Entergy Corp. ETR v
FPL Group Inc. FPL v
Great Plains Energy Co. GXP v
Hawaiian Electric Industries HE v
IDACORP, Inc. IDA v v
MGE Energy Inc. MGEE v
NorthWestern Corp. NWE v
OGE Energy Corp. OGE v
PG&E Corp. PCG v v
Pinnacle West PNW v v
Portland General Electric POR v
Progress Energy Inc. PGN v v
Southern Co. SO v
TECO Energy, Inc. TE v v
UIL Holdings uIL v

UniSource Energy UNS v
Westar Energy Inc. WR v v
Wisconsin Energy Corporation WEC v v
Xcel Energy, Inc XEL v v
Total 13 31
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Q. WHAT IS A DISCOUNTED CASH FLOW MODEL?

A. A discounted cash flow, or DCF, model estimates the rate of return for

an investment using cash flows over a suitable valuation timeframe.*’
As used in return on equity studies, a DCF model provides an estimate
of the expected annual rate of return investors require on a specific
investment before they will invest.

The “cash flow” portion of these models refers to the assumption
that an investor cares about the amounts and timing of money they pay
or receive associated with, say, their investing in a company’s stock.
Note that the cash flows are those going to and coming from the
investor, not to and from the company; i.e., the investor directly cares
about cash flows he or she will experience and only indirectly about
cash flows the company will experience. The typical pattern of cash
flows used in DCF models can be characterized as: a) a cash outflow
from the investor, as the investment is made; b) multiple cash inflows
over time to the investor, as the company pays cash dividends; and
c) a “terminal” cash flow to the investor, occurring at that time in the

future when the stock is sold.*? In a corporate structure,*® dividends

41

42

43

Technically referred to as the internal rate of return (IRR), the discount rate that
results in an NPV [Net Present Value] of $0 is the rate of return. See Brealey and
Myers, op. cit., page 78.

| refer to this class of DCF models as having a terminal valuation “stage.”

Limited partnerships and REITs are two examples of structures which may differ from
this. See FERC Opinion 486-B, in Exhibit Staff/905 for a discussion of Master Limited
Partnerships in proxy groups of oil and natural gas pipeline firms for use in
determining ROE.

Staff/900
Storm/14
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|44

paid to the investor represent returns on capital™ and the proceeds

from selling the stock in the future represents an additional return on
investment and the return of investment.*

The term “discount” refers to the assumption that investors have
a positive time preference; i.e., all else being equal, an investor prefers
receiving a dollar today over receiving a dollar in a future period.
Therefore, to reflect this time preference, future cash flows are
discounted by some factor and the further into the future a cash flow
takes place, the greater the numerical value by which it is discounted.

The “result” of analysis using a DCF model is the rate at which

future periodic*® cash inflows to the investor are discounted such that
they equal, in total, the current cash outflow, which is the price paid by
the investor for the stock.*” In other words, the rate resulting from a
DCF model is the rate which, when used to discount future cash flows,
equates the present value of future (net) cash inflows with the

(negative of*® the) current cash outflow.

PLEASE DESCRIBE EACH OF THESE TWO DCF MODELS.

44

45

46

47

48

The reference here is to normal dividends; i.e., not special dividends. One definition
of special dividends is non-recurring distribution of company assets, usually in the
form of cash, to shareholders. A special dividend is a non-recurring distribution of
company assets, usually in the form of cash, to shareholders. They are typically
larger in comparison with normal dividends paid out by the company.

This assumes that the cash received for selling the stock is more than was paid for it.
And the terminal cash flow, if applicable.

See, for example, the discussion on this in Brealey and Meyers, op. cit.,
pages 77 - 78.

“Negative of” as, to the investor, the present value of future cash flows is positive—a
net inflow—while the initial cash transaction is an outflow, or “negative cash flow.”

Staff/900
Storm/15
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The first model is a three-stage DCF model requiring the following
values as inputs: a “current” market price per share of common stock;
estimates of dividends per share®® for years 2010 through 2015; an
annual rate of dividend growth over the 2016 through 2020 period, and
a long-term sustainable growth rate.*® The three stages of the model
refer to the 2010 through 2015 period (Stage 1), where | use Value
Line forecasts of dividends per share; the 2016 through 2020 period
(Stage 2), where | incorporate forecasts of nominal GDP, and the 2021
through 2159 period (Stage 3), which is the long-term sustained growth
period. This DCF model has a 150 year valuation timeframe.

The “current” market price used for the analysis was the average of
the closing prices for each comparable company (see Table 2) on
three consecutive Tuesdays this spring: the 30" of March and the 6"
and 13" of April.

Stages one and two of my second multistage®’ DCF model are
identical with that of the first DCF model discussed, but the third, long-

term sustainable growth stage is limited to the period 2021 through

49

50

51

The price per share and estimated dividends per share are different for each of the
comparable companies. The long-term sustainable growth rate is common across the
comparable companies.

This multistage DCF model directly applies the long-term growth estimate to
dividends per share over the 2021 through 2159 period. Dividends per share for the
2010 through 2015 period are based on information supplied by Value Line.

This DCF model might also be described as a three-stage model with a terminal
valuation.
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2049. This multistage DCF model has a 40 year valuation timeframe
and is augmented with a terminal valuation in 2049 (Stage 4).%2.

HOW ARE STOCK PRICES AND DIVIDENDS OBTAINED FROM
VALUE LINE FOR THE COMPARABLE COMPANIES USED IN
YOUR MULTISTAGE DCF MODELS?

| develop an explicit estimate of the investor-required rate of return for
each comparable company. From these individual estimates for each
of the comparable companies, | calculate both mean and median ROE
values for assessment.

DO YOUR MULTISTAGE DCF ANALYSES PRODUCE A RANGE OF
RETURNS ON EQUITY?

Yes. Depending on the rate of long-term sustainable growth used, the
models produce a range of ROE estimates, including my
recommended range of ROE for Commission consideration of 8.7
percent to 9.6 percent. Notably, using values for each company in
PGE’s group of comparable companies®? in either of my multistage
DCF models,** with the same method and timing for calculating current

stock prices as used for my group of comparable companies, the same

52

53

54

The terminal valuation produces an explicit estimation of the stock price, which is
then “sold,” producing the terminal “cash flow.” This involves calculating the value of
a growing perpetuity as of the period in which the investment is sold and discounting
this value to the initial period. See Brealey and Myers, op. cit., pages 32 — 33.

NorthWestern Corp. was not used in my analysis of PGE’s list of comparable
companies, as Value Line information is reported somewhat differently for this firm.

Twelve of the 31 companies in PGE’s group of comparable companies appear in my
group of comparable companies; i.e., 12 of my 13 comparable companies are in
PGE’s group as well. See Table 2.
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estimates of future dividends, and the same long-term sustainable
growth rate, produced approximately the same ROE estimates as did
my group of comparable companies. Alternatively stated, using 30 or
the 31 comparable companies used by PGE in my multistage DCF
models provided approximately the same ROE estimates as did my 13
comparable companies.

Somewhat similarly, there were minimal differences in results
between using the 40-year valuation horizon with terminal value DCF

model and using the 150-year valuation horizon DCF model.

Q. WHAT DO YOU CONCLUDE FROM THESE RESULTS?

| conclude that differences in valuation horizon® and selection of
. 56 . .
comparable companies® are not responsible for any material

differences in estimates of investors’ required return on equity.

. GIVEN THIS RESULT OF COMPARABLE COMPANY ANALYSIS,

WHAT ARE, IN THIS PROCEEDING, THE IMPORTANT
CONSIDERATIONS IN YOUR MULTISTAGE DCF MODELS?
One important consideration is the methodology for developing

estimates of dollar values of dividends per share for Stage One

55

56

That is, the difference between my 40-year valuation horizon with terminal valuation
in year 2049 multistage DCF model and my 150-year valuation horizon through year
2159 multistage DCF model.

My conclusion as to the group of comparable companies is qualified in that it is based
on these two specific groups of comparable companies. Other groups of comparable
companies could be selected that would not necessarily support this same
conclusion. Additionally, my conclusion is qualified by being limited to results
obtained using the specific input parameters of estimated dividends and current stock
price.

Staff/900
Storm/18



10

11

12

13

14

15

16

17

18

Docket No. UE 215 Staff/900

Storm/19

periods; i.e., for the years 2011 through 2015. These are the estimated
per share cash flows to investors over this period. As clarified by Roger
Morin in his New Regulatory Finance textbook, “DCF theory states

clearly that it is the expected future cash flows in the form of dividends

that constitute investment value.”’

. YOU STATED YOU OBTAINED SUCH VALUES FROM VALUE

LINE. WHAT ADDITIONAL DEVELOPMENT WAS REQUIRED?
Value Line’s Investment Survey provides the annual dollar value of
dividends per share, including at this time forecasts for 2010 and, for
most of my comparable companies, 2011. Due to the “rolling update”
over three issues of coverage for electric utilities, Value Line has not
yet provided dollar value estimates of dividends per share for 2011 for
four companies.”®

Additionally, Value Line provides information useful in developing
dollar value estimates of future dividends per share for years other
than 2010 and 2011. This information includes an estimate of an
average for the dollar value of dividends paid over the three-year

period of 2013-15°° and an estimate of the annual rate of change in the

57

58

59

Page 284; emphasis added.

The exceptions are the companies covered in the “western” edition; i.e., IDACORP,
PG&E, Pinnacle West, and Xcel.

For the current “exception” utilities, the average for 2012 — 2014 is provided by Value
Line.
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dollar value of dividends per share from a base period of 2007-09%°
through 2013-15.5

In summary, for my comparable companies at this time, Value Line
has provided estimated dollar values of dividends per share for 2010
(all companies), 2011 (some companies), and the estimated average
dollar value of dividends per share for the period 2013-15 (or, for three
companies, the period 2012-14).
HOW THEN DID YOU DERIVE DOLLAR VALUES OF DIVIDENDS
FOR 2011 (FOR SOME COMPANIES), AND 2012 THROUGH 2015
(FOR ALL COMPANIES)?
First, | assumed the average value for a period of three future years
was the value for the middle year; e.g., | considered Value Line’s
estimated average dollar value of dividends per share for the period
2013-15 to be the estimated dollar value for 2014. Next, for
extrapolated estimates, | used the supplied average annual rate of

change to “grow” the dollar value® of dividends per share from the

60

61

62

For five companies. For four other companies, the estimates through 2013-15 are
from a base period of 2006-08.

For the current “exception” utilities, the respective periods are base years 2006-08
and through 2012-14. Additionally, this estimated rate of annual change uses a base
period of 2006-08 and is applicable to 2013-15 for Cleco, Progress Energy, TECO
Energy, and UIL.

Recall the screening criteria of a Value Line non-negative estimated growth rate in
dividends.

Staff/900
Storm/20



Docket No. UE 215 Staff/900
Storm/21

provided estimate for the “middle” year to the subsequent year, and,
where necessary, to the following year (2015).%°

Given that Value Line provided estimates of the dollar values of
dividends per share for 2010 or both 2010 and 2011, and that the
dollar values of dividends per share for either 2014 (or 2013%) were
also provided by Value Line, estimated dollar values of dividends per
share for 2012 and 2013 (or 2011 and 2012) were interpolated from
these two values on the basis of a geometric progression. In other

words, the same annual growth rate was used to estimate values for

10

11

12

each of the two years by interpolation.®®
WHAT IS ANOTHER IMPORTANT CONSIDERATION IN

DEVELOPING MULTISTAGE DCF MODELS?

63

64

65

Dollar values for the following year (2015) were estimated for the four current
“exception” companies in this manner. For these four companies, the same annual
rate of change estimate was applied to the result obtained for year 2014, which for
these companies is the year subsequent to the middle year. This resulted in an
estimated dollar value per share for these companies that was increased at a
compounded rate. In other words, the dollar values of estimated dividends for these
companies were established on the basis of a geometric progression, rather than on
the basis of an arithmetic progression. This approach is congruent with the manner in
which growth rates are used throughout my testimony, unless specified otherwise.

Again, for the current “exception” companies, the estimate values were for both 2014
and 2015.

As a perhaps more illustrative example, when given the value for the initial year, the
value for the first intervening year was calculated by multiplying the given value by
1+g, where “g” is the annual rate of growth on a geometric basis between the values
of the initial year and the value for the next directly supplied by Value Line (the
“‘middle” year of 2012-14 or 2013-15). The value for the second intervening year was
calculated by multiplying the value of the first intervening year by the same 1+g
factor.
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A. An important consideration is how to choose or develop the long-term

sustainable growth rate® used for estimating annual dividends
(investor “cash flows”) after 2015 and through the end of the valuation
horizon for each of the two models.

HOW DID YOU DEVELOP AN APPROPRIATE LONG-TERM
SUSTAINABLE GROWTH RATE?

First, as | had dividend estimates for 2010 through 2015 from
information supplied by Value Line, a growth rate or rates applicable to
dividend payouts was needed only for years subsequent to 2015. |
considered alternative approaches to estimating a long-term
sustainable growth rate for dividends. First, | examined historical
dividends per share growth rates for the cohort group of companies.
For all but three of my comparable companies, dividend per share data
from Value Line was available for 1994 forward. These 10 companies,
on average, experienced an average annual compound growth rate in
dividends per share of 0.2 percent. This average included the negative

average growth rates®” for IDACORP (negative 2.7 percent annually),

66

67

This conclusion has been reached before. See, in Docket No. UE 179, Staff/800
Morgan/4 at 16: “...the main driver of the differences in DCF results are related to the
input assumptions related to growth rates...”

The dollar value of IDACORP’s dividends per share on an annual basis declined from
$1.86 in 2002 to $1.20 in 2004. The dollar value of TECO Energy’s dividends per
share on an annual basis declined from $1.41 in 2002 to $0.76 in 2004. The dollar
value of Westar Energy’s dividends per share on an annual basis declined from
$2.14 in 1999 to $0.80 in 2004. The decline in dividends per share for these three
companies cannot be attributed solely to a greater number of common shares
outstanding, as the largest annual increase in common shares outstanding over this
timeframe for each company was: +10% for IDACORP, +6% for TECO Energy, and
+18% for Westar Energy; with each of these increases occurring in 2004.
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TECO Energy, Inc. (negative 1.4 percent annually), and Westar
Energy, Inc. (negative 2.9 percent annually). | concluded growth rates,
with or without inclusion of those companies having a negative growth
rate in dividends over this period, were too low for credible use as the
long-term sustainable growth rate.

As multiple organizations have provided GDP projections for the
intermediate term,®® | developed the sustainable long-term growth rate
as two stages: 2016 through 2020 and 2021 forward, using different
approaches for each period.

| considered several different longer-term GDP forecasts for use in
estimating a growth rate for the 2016 through 2020 period, including
forecasts from the White House Office of Management and Budget
(OMB),*® the Congressional Budget Office (CBO),’® the Energy

Information Administration (EIA),”" the Federal Reserve,”? and the Blue

68

69

70

7

72

These typically covered several consecutive years between 2012 and 2020.

See OMB’s Analytical Perspectives — Economic and Budget Analyses, Table 2-1, on
page 13 of the document. This is attached as Exhibit Staff/906.

See CBO’s “The Budget and Economic Outlook: Fiscal Years 2010 to 2020,” January
2010, Summary Table 2. This is attached as Exhibit Staff/907.

See Table 20 “Macroeconomic Indicators,” associated with EIA’s Annual Energy
Outlook 2010 Early Release (reference case; released December 14, 2009), and
available at http://www.eia.doe.gov/oiaf/aeo/aeoref tab.html . The Introduction and
Macroeconomic Activity Module of EIA’s “Assumptions to the Annual Energy Outlook
2010 with Projections to 2035” comprise Exhibit Staff/908.

See Table 1 on page 1 of the Summary of Economic Projections from the “Minutes of
the Federal Open Market Committee” (FOMC), January 26-27, 2010, attached as
Exhibit Staff/909.

Staff/900
Storm/23
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Chip Financial Forecast (Blue Chip).”® After some development, | used
an average of four organizations’ forecasts of nominal GDP for the
period 2016-20 as a base for my growth rate of dividends over this

period. These are shown in Table 3 (following).

®  See page 14 “Long Range Forecasts” from the December 1, 2009 Blue Chip

Financial Forecasts, included with PGE’s response to Staff data request 45. This
page is included in Exhibit Staff/903.
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Table 3

Nominal GDP Growth 2016-20

Annual Average

Organization Growth Rate
owmB” 4.59%
EIA” 4.93%
Federal Reserve (FOMC)® 4.50%
Blue Chip Financial Forecast’’ 4.96%
Average 4.75%

The CBO forecast was not used, as CBO’s 4.1 percent annual
growth rate for nominal GDP over the 2016-20 period was

approximately 60 basis points under the average of the other four

74

75

76

77

OMB'’s forecasted rate is on a geometric basis. See also the discussion of “longer-
term growth” at pages 14-15 of the OMB document in Exhibit Staff/906.

Obtaining EIA’s rate of nominal GDP growth required multiplying the forecast real
GDP values by the forecast values of the GDP Price Index. As a compound annual
growth rate was calculated, the year in which the index had value 1 was not relevant.
The calculated EIA growth rate is on a geometric basis.

| used the midpoint of the 2.4% to 3.0% range of the FOMC'’s forecast of an annual
growth rate for real GDP for the “longer run.” In context it is clear that this is the range
of the annual rate to apply to multiple years subsequent to 2012. | multiplied this rate
by the midpoint of the 1.5% to 2.0% range of the FOMC'’s forecast of the annual rate
of change in the Personal Consumption Expenditures index. | believe any distortion
introduced by using forecast values for a consumer price index versus a (not
available) Federal Reserve forecast of the GDP Price Index to be more than offset by
the increased robustness resulting from the use of another independent forecast.
See also the discussion on pages 1 and 3 of the Summary of Economic Projections,
including on the latter page the statement “participants generally anticipated that real
GDP would converge over time to an annual rate of 2.5 to 2.8 percent, the longer-run
pace that appeared to be sustainable in view of the expected demographic trends
and improvements in labor productivity” (from the Summary of Economic Projections
from the “Minutes of the Federal Open Market Committee” (FOMC), January 26-27,
2010, attached as Exhibit Staff/909). | presume all of the FOMC'’s forecast growth
and inflation rates to be on an arithmetical basis.

Obtaining Blue Chip’s rate of nominal GDP growth over the period required
multiplying (1+) the forecast for 2016-20 five year average annual rate of change in
real GDP by (1+) the annual rate of change in the GDP Price Index over this same
period. | presume Blue Chip’s forecast rates are on an arithmetic basis.
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forecasts.”® Additionally, | omitted the CBO forecast based in part on
the following:

“In its August 2009 projections (the most recent
available) the Congressional Budget Office (CBO)
projected long-run growth of 2.2 percent per year.”® Most
of the difference between the Administration and CBO’s
long-run growth comes from a difference in the expected
rate of growth of the labor force. Both forecasts assume
that the labor force will grow more slowly than in the past
because of population aging, but the Administration
bases its population projections on the Census Bureau’s
projections, which tend to run higher than the CBO
projections. The Administration also believes that labor
force participation could be somewhat stronger in the
future. The net difference in the two forecasts is only a
few tenths of a percentage point.®° All economic
forecasts are subject to error, and the forecast errors are
usually much larger than the forecast differences
discussed above. As discussed in chapter three, past
forecast errors among the Administration,®’ CBO, and the

Blue Chip have been similar.”®

78

79

80

81

82

After due consideration of the traditional admonishment to “examine your outliers.”

CBO’s updated 2016-20 forecast increased the real GDP growth rate from the 2.2
percent annual rate to 2.3 percent. See Summary Table 1 of CBO’s “The Budget and
Economic Outlook: Fiscal Years 2010 to 2020;” January 2010; in Exhibit Staff/907. |
derived the 2.3% value from the GDP values at the bottom of this table.

Actually, close to one-half of a percentage point (4.59% - 4.12% = 0.47%) on a
nominal basis over the 2016-20 period.

The “Administration” reference is to the federal budget document produced by OMB.
See page 22 of OMB’s “Analytical Perspectives...,” op. cit.

T K

OMB’s “Analytical Perspectives...,” op. cit., page 16.
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Averaging the remaining four forecasts yielded an average annual

growth rate for nominal GDP of 4.75 percent over the 2016-20 period.

Q. HOW DID YOU ESTIMATE A GROWTH RATE IN NOMINAL GDP
FOR YEARS BEYOND 20207

A. As can be seen in Figure 1 (following), the rate of inflation® since 1947
increased dramatically beginning in the late 1960s and had a dramatic
decline in the 1980s.

Figure 1

Implicit GDP Price Deflator
Annual Rate of Change
3 Year Moving Average
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8 As measured by the GDP Implicit Price Deflator and expressed in Figure 1 using a

three-year moving average of annual rates of change in this index. Data supporting
this chart is available from the Federal Reserve at
http://research.stlouisfed.org/fred2/series/GDPDEF/downloaddata?cid=21 .
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For this reason, a more methodologically appealing approach is to
use an historical growth rate in real GDP and appliqué an
independently developed estimate of future inflation.

| reviewed real GDP growth rates for a variety of periods. The
growth rates for certain periods are presented in Table 4 (following).
Due to the oil price shocks in the 1970s,%* and the ensuing
“stagflation,” | chose 1980 through 2007 as the period most applicable

for estimating future growth in real GDP.2%%

84

85

86

See Pierre Perron’s discussion of the impact of the 1973 oil price “shock” on the
change in the trend rate of real GNP growth, including the observation that “...after
that [1973] date, the slope of the trend function has sensibly decreased. This
phenomenon is consistent with the much discussed slowdown in the growth rate of
real GNP since the mid-seventies;” on page 1382 of “The Great Crash, the Oil Price
Shock, and the Unit Root Hypothesis™ in Econometrica, Vol. 57, No. 6
(November,1989). | have attached this article as Exhibit Staff/910.

| chose this period in part due to both the beginning year (1980) and ending year
(2007) containing business cycle peaks as defined by the Business Cycle Dating
Committee of the National Bureau of Economic Research (NBER) See at
http://www.nber.org/cycles/cyclesmain.html .

Note that no statistical tests were conducted on this or any other period’s values of
real GDP.

Staff/900
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Table 4

U.S. Real Gross Domestic Product

Annual Average

Historical Period Real GDP Growth®’
1959 — 2008 3.3%
1969 — 2008 2.9%
1979 — 2008 2.8%
1989 — 2008 2.8%
1999 — 2008 2.6%

Source: Federal Reserve

An ordinary least squares (OLS) regression of the natural logarithm
of annual values of real GDP over the period 1980 through 2007%
provided a compound annual growth rate for real GDP over the period
of 3.06 percent. Figure 2 (following) plots actual versus estimated
values of real GDP using this rate of growth over the 1980 through

2007 period.®

87

88

89

These rates are compound annual growth rates; i.e., the growth rate at which the
beginning value, when annually compounded over the respective period by the
growth rate, equals the value at the end of the period,

That is to say, the natural logarithms of annual values of real GDP were regressed
against values for time; i.e., a semi-log regression model.

See John Cochrane’s “How Big is the Random Walk in GNP” from the October, 1988
Journal of Political Economy in Exhibit Staff/911 for an assessment of real GNP
growth having mean-reversionary versus random walk qualities.
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Figure 2
Actual and Estimated Real GDP
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Q. HOW DID YOU TRANSFORM THE ESTIMATED 3.06 PERCENT
ANNUAL GROWTH RATE FOR REAL GDP INTO AN ANNUAL
GROWTH RATE FOR NOMINAL GDP?

A. As the purpose is to develop a forecast of the dollar value of dividends
per share paid in future periods,* | developed a forecast of inflation

using the TIPS®! breakeven method of estimating inflationary

% Future dividends are valued in nominal dollars.

o Treasury Inflation-Protected Securities (or TIPS) are the inflation-indexed notes and

bonds issued by the U.S. Treasury. With these debt securities, the principal is
adjusted with changes in the Consumer Price Index, the commonly used measure of
inflation. The coupon rate is constant, but generates a different amount of interest
when multiplied by the inflation-adjusted principal, thus protecting the holder against
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expectations.? This involved constructing a forward curve of dollars,
priced in terms of today’s dollar;*® i.e., a forecast of future price levels.
This inflation forecast provided an average annual inflation rate
forecast for 2021 through 2029 of 2.72 percent. An advantage is that
such a forecast is actually “being made” by economic agents
(investors) collectively having considerable amounts (trillions of dollars)
at risk. The global market for debt securities issued by the U.S.
Treasury is almost certainly the world’s largest financial market for
securities of a single issuer.

| multiplied the 2.72 percent estimated annual inflation rate by the
historical 3.06 percent annual rate of growth in real GDP to obtain an
estimated long-term annual growth rate for nominal GDP of

5.86 percent.**%

92

93

94

95

(or compensating the holder for) inflation. TIPS are currently offered in five-year,
seven-year, 10-year, and 20-year maturities.

See, in Exhibit Staff/912, “Inflationary Expectations: How the Market Speaks,”

S. Kwan, Federal Reserve Bank of San Francisco’s Economic Letter, Number 2005-
25, October 3, 2005. See also in Exhibit Staff/912 “Empirical TIPS,” R. Roll, Financial
Analysts Journal, January/February 2004, Vol. 60, No. 1: pages 31 - 53

This analysis used U.S. Treasury securities’ monthly average interest rates for the
months of February and March, 2010, available in the Federal Reserve’s Statistical
Release H.15.

As one validation of this approach, see Morin, op. cit., page 311: “A long-term
forecast of nominal growth in GDP...can be formulated by combining a long-term
inflation estimate with a long-term real growth rate forecast...The growth rate in U.S.
real GDP has been reasonably stable over time. Therefore, its historical performance
is a reasonable estimate of expected long-term future performance...The long-term
expected inflation rate can be obtained by comparing the yield on long-term U.S.
Treasury bonds with the yield on inflation-adjusted bonds of the same maturity.”

By “compounding,” or multiplying, the two rates; i.e., (1 + 0.0272) X (1 + 0.0306) — 1
= 0.0586, or 5.86% (rounded to two decimal places).

Staff/900
Storm/31
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Q.

WHAT OTHER ESTIMATES OF LONG-TERM GDP GROWTH ARE
AVAILABLE TO YOU?
The Energy Information Administration (EIA), part of the U.S.
Department of Energy, produces forecasts of values for both real GDP
and the GDP Price Index.?®*” From these forecasts, | derived a
forecast of nominal GDP. From these forecasted dollar values of
nominal GDP, | calculated the compound annual growth rate in
nominal GDP over the period 2021-35 to be 4.71 percent.®

| averaged the 4.71 percent EIA rate with the 5.86 percent annual
rate resulting from combining the historical growth rate of real GDP
with the TIPS breakeven inflation forecast to obtain an estimated
compound annual growth rate in nominal GDP for 2021 forward of 5.28
percent.
IS 5.28 PERCENT YOUR ESTIMATED LONG-TERM SUSTAINABLE
ANNUAL GROWTH RATE IN DIVIDENDS PER SHARE FOR THE
COMPARABLE ELECTRIC UTILITY COMPANIES OVER PERIODS

BEGINNING IN 20217

96

97

98

A year-by-year version of Table 20 of the 2010 Annual Energy Outlook (reference
case) is available at http://www.eia.doe.gov/oiaf/aeo/aeoref tab.html .

ElA’s forecasts have been used in other jurisdictions. See 79 FERC 61,309,
Opinion 96-B, attached as Exhibit Staff/913, and especially page 13.

A summary of forecasted annual growth rates of nominal GDP now includes, over
some portion of the 2016-20 period: 4.50 percent (Federal Reserve, and for perhaps
a somewhat earlier period), 4.59 percent (OMB), 4.93 percent (EIA), and 4.96
percent (Blue Chip). The EIA forecast for the 2021-35 period of 4.71 percent is
similar to (and within the range of) the shorter period forecasts. Clearly the outlier
over the 2016-35 period is the 5.86 percent based on the historical real rate with the
TIPs inflation forecast.

Staff/900
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No. The 5.28 percent annual growth rate represents an economy-wide
growth rate. However this rate is not appropriate for the electric utility
industry. While a typical approach is to use some estimated rate of
growth in nominal GDP as the presumed appropriate rate by which to
increase dividends per share over a longer-term, | contend this
overstates likely dividend growth rates for electric utilities® other than
those in an unusual combination of circumstances.

The electric utility industry in the U.S. is a mature industry. Figure 3
(following) is a conceptual depiction of the successive phases of
growth through which a product or service, a product (or service) line,
or an industry pass.'®

The U.S. electric utility industry is well past the “high growth””’
phase of the industry’s lifecycle and is in the “mature” phase; i.e., the
right-hand portion of the graph in Figure 3. This phase is characterized
by slower growth and is well represented in the graph in Docket No.
210’s Exhibit PPL/209 Hadaway/23,'% where total kilowatt hour (kWh)

electricity sales, a unit measure, is clearly shown to be growing at a

99

100

101

102

Such a rate may be appropriate for some aggregation of firms across diverse
industries. Note that even this type of restriction has implications on the growth rate
of government spending and net exports-imports relative to the domestic and private
sector of the economy.

The functional (mathematical) form of the equation producing this graph is a logistic
function.

The “high growth” phase is the steep section of the curve in the middle of the graph.
Slower rates of growth pertain to both a nascent and to a mature industry, which are
respectively positioned on the left and right portions of the curve.

The graph is on page 26 of the cited document.
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materially slower rate than real GDP over the 1984 through 2008

period.'®
Figure 3
Industry Life Cycle
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This slower rate of growth is also evident in Figure 4 (following),
which shows not only the decline since 1950, but the relatively low

rates of growth anticipated beyond 2009.

1% Note in particular the “less than real GDP” rate of growth in kWh sales from, say,
1992 forward.
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Figure

Growth in electricity use continues to slow
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3-year rolling average percent growth
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Additionally, a 2007 presentation by Susan Tierney of the Analysis
Group shows an overall decline in expenditures on electricity as a
percent of U.S. GDP from 1983 through 2005."% Per Tierney, “...as a
percentage of gross national product, the U.S. spends about 2/3rd less
on electricity than what we spent during the 1980s.”'% | believe this

long-term secular trend will continue. Therefore, the future long-term

% Source is EIA’s Annual Energy Outlook 2010.

% See Figure 6 on page 7 of Tierney’s “Decoding Developments in Today’s Electric

Industry — Ten Points in the Prism,” attached as Exhibit Staff/914.

1% |bid., page 7.
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growth rate in earnings'®’ for the industry is highly likely to be less than
the future long-term growth rate in nominal GDP."%®

Figure 5 (following), compiled from EIA forecasts, depicts electricity
expenditures as a percent of nominal GDP declining over the 2009-35
period.

The following regarding electric utility stocks is from the
February 26, 2009, Standard and Poor’s Industry Surveys — Electric
Utilities: “For firms in the S&P Electric Utilities index...shares tend to
trade at a discount to the market multiple because of the slow-growth

»109

nature of utilities’ regulated operations” ™ (emphasis added).

Presumably, by “slow-growth nature,” Standard and Poor’s is making
an implicit growth comparison with an average of all industries or the

economy as a whole. %"

107

108

109

110

11

Earnings growth is necessary for dividends to grow. | provide additional discussion
on this point later.

The only way this is not possible is if electricity unit prices increase not only at a
higher rate than general inflation, but also at a rate sufficiently high to more than
offset the lower than real GDP rate of growth in electricity volumes. See also the
graph “Cost of Electricity vs. Consumer Prices” in Docket No. 210’s Exhibit PPL/209
Hadaway/17, where, by visual inspection, it appears the “electricity component of
CPI” price measure has not risen at a rate greater than the rate of overall price
inflation as measured by the Consumer Price Index (CPI) over the 1992 through
2008+ period. In other words, over the past 16 years, the price of electricity has
increased at a rate similar to (not greater than) consumer prices generally.

See, in Docket No. 210, Exhibit PPL/209 Hadaway/28 (page 26 of the document, last
paragraph).

Arguably, S&P is, contrary to my interpretation, comparing “slow-growth nature of
utilities’ regulated operations” with the growth for electric utilities overall or for electric
utilities’ non-regulated operations. This is, in part, the reason my screen of
comparable companies includes a criterion that regulated assets account for 80% or
more of total assets.

Also note that this “slow-growth nature” pertains to future growth; the market
establishes stock prices on a forward-looking basis. While S&P may be describing
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Figure 5"

Electricity Expenditures
as Percent of Nominal GDP

2.5%
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2.3% -

2.2% -
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1.6% -

1.5% -

Q.

A.

ARE FORECASTS OF FINANCIAL METRICS FOR ELECTRICITY
PROVIDERS AVAILABLE BEYOND 2015?

Yes. EIA provides a long-term forecast of both electricity sales (in
billions of kWh) and end-user prices (in nominal cents per kWh).113 The
revenue result obtained by multiplying the two forecasts’ values for
each year provides electricity revenue estimates for future years in

nominal (current dollar) terms. Compound annual revenue growth rates

112

113

historical growth, they must also be describing a “slow growth” future; otherwise
market multiples for electric utility stocks would be higher.

Source: EIA’s year-by-year version of Tables 8 and 20 of the 2010 Annual Energy
Outlook (reference case).

Ibid.
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are 3.39 percent for 2016-20 and 3.87 percent for 2021-35. Using
these growth rates in the 2016-20, and 2021 forward periods,
respectively, as dividend growth rates'' for the two periods, resulting
average ROE estimates were in the 8.4 to 8.6 percent range. |
evaluated these results as sufficiently low as to appear unreasonable.
The use of electric utility revenue forecasts implicitly assumes the

5 remain

relationship between revenues, earnings, and dividends
similar, if not precisely constant. Standard DCF assumptions include a
static, or fixed, relationship between earnings and dividends. What |
am adding here is the assumption that the ratio of earnings to
revenue''® remains constant, or at least “stable.”

It seems unlikely that electric utilities collective revenue will grow
more slowly than will earnings. My perception is that the electric utility
industry has, like many other American industries, become more
capital intensive over time, not less. To the extent this is true, the

proportion of revenue requirement based on aspects of rate base value

has increased. | believe this trend is likely to continue, which would

114

115

116

It seems more reasonable to me that dividends might grow over some longer period
at the rate of electric utility revenues than at the rate of nominal GDP.

Or, alternatively to dividends, the payout ratio.

This ratio, earnings to revenue, is also known as the return on sales (or ROS).
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seem to indicate a tighter link between revenue and earnings growth
than would otherwise be the case.'"’

Wanting to make use of both EIA’s revenue forecasts and of the
averaged nominal GDP forecasts, | computed the ratio of EIA’s
revenue growth rates to the nominal GDP growth rates for the two
periods 2016-20 and 2021 forward. The results, 0.72 and 0.81, for the
respective periods, were multiplied by the average nominal GDP
forecasts of 4.75 percent and 5.28 percent for the 2016-20 and 2021
forward periods, respectively.''® This provided annual revenue growth
rates of 3.42 percent for the 2016-20 period and 4.30 percent for the
2021 forward period. Using these values for dividend growth rates in

the 150-year DCF model produced the results in Table 5 (following).

117

118

In any event, an electric utility revenue forecast, or more precisely, forecasts of
electric utility prices and quantities that, when multiplied, provide a revenue forecast,
are available on an annual basis through 2035.

One way to view this is that EIA has a meaningful forecast of electricity revenues
relative to nominal GDP growth rates, and that using the averaged nominal GDP
growth rates serves to potentially increase the robustness of the resulting estimates
for electricity revenues versus using only EIA’s forecast of electricity revenues.

Staff/900
Storm/39
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Table 5

Internal Rate
Comparable Company of Return'*’
ALLETE 8.5%
American Electric Power Co. Inc. 8.8%
Cleco Corp. 8.6%
Empire District Electric Co. 10.3%
IDACORP, Inc. 7.5%
PG&E Corp. 8.9%
Pinnacle West 9.0%
Progress Energy Inc. 9.6%
TECO Energy, Inc. 9.0%
UIL Holdings 9.2%
Westar Energy Inc. 9.3%
Wisconsin Energy Corporation 8.4%
Xcel Energy 8.6%
Group Average 8.9%
Group Median 8.9%

Q. DO MOST DCF ANALYSES ASSUME A TERMINAL RATE OF
GROWTH THAT IS EQUAL TO SOME FORECAST OF GDP
GROWTH?

A. | cannot speak to “most,” but many that | have seen do make this
assumption. As an example, see FERC’s discussion on this topic in

9,120

Opinion 396-B at page where the statement is made that:

“First, the record shows that as companies reach maturity over
the long-term, their growth slows, and their growth rate will

approach that of the economy as a whole.”

9 IRR is the abbreviation for Internal Rate of Return. Note that the lowest estimated

IRR (7.5 percent) is well above both the Moody’s Baa Utility Bond Index for January,
2010 (6.16 percent) and PGE’s cost of long-term debt (6.07 percent).

120 gee Exhibit Staff/913.
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This reader is curious as to which firms are growing more slowly
than is “the economy as a whole,” as mathematically, not all can be

growing more rapidly.'?’

. YOU RECOMMEND AN ROE OF 9.2 PERCENT. HOW DID YOU

ARRIVE AT THIS VALUE FROM THE RESULTS ABOVE?

A three-stage with terminal valuation DCF model produced an average
internal rate of return of 8.9 percent for the 13 companies in my sample
group, or the same results as the three-stage, 150-year valuation
horizon DCF model. | make two additional adjustments to these results
of 8.9 percent. First, | make an adjustment for differences between the
comparable companies’ capital structures and PGE’s target capital
structure for the 2011 test year of 50 percent long-term debt and 50
percent common equity. | use the Hamada equation'?? to make this

adjustment'?® for each individual comparable company, with the

121

122

123

To me, some discussions on this point of growth relative to GDP have a sense of
illusory superiority and appear to be the regulatory equivalent of fictional Lake
Wobegon, where “...all the children are above average.”

See “New Regulatory Finance” by Roger Morin; 2006; pages 221-225. See also
pages 4-8 of the rebuttal testimony of Robert G. Rosenberg in Rochester Gas &
Electric Corporation, Case Nos. 03-E-0765, 02-E-0198, and 03-G-0766.

Mr. Rosenberg'’s testimony is attached as Exhibit Staff/915. Attached as Exhibit
Staff/916 is Robert S. Hamada'’s “The Effect of the Firm's Capital Structure on the
Systematic Risk of Common Stocks,” published in The Journal of Finance, Vol. 27,
No. 2 (May, 1972).

An adjustment using the Hamada equation requires as inputs the observed capital
structure, the tax rate, the target capital structure and one of: the historical values for
the risk-free rate and the market rate, or the historical risk premium. | used Value
Line’s 2010 (or 2011, if available) Investment Survey estimates for the comparable
companies for the first two parameters, and the 50% long-term debt — 50% common
equity proposed in PGE's UE 215 filing as the target capital structure. | used rates of
return from page 23 of the 2009 Ibbotson SBBI Valuation Yearbook, supplied by PGE
in response to Staff data request 45, using the 3.7 percent average T-bill rate as the
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resulting adjustment to estimated ROE for each comparable company

in Table 6 (following).'*
Table 6

ROE Adjustment
Comparable Company using Hamada Equation
ALLETE 0.3%
American Electric Power Co. Inc. -0.4%
Cleco Corp. -0.1%
Empire District Electric Co. -0.2%
IDACORP, Inc. -0.1%
PG&E Corp. 0.0%
Pinnacle West 0.1%
Progress Energy Inc. -0.2%
TECO Energy, Inc. -0.3%
UIL Holdings 0.0%
Westar Energy Inc. -0.2%
Wisconsin Energy Corporation -0.3%
Xcel Energy -0.2%
Mean -0.1%
Median -0.2%

The Commission has previously provided guidance on adjustments

to risk for different capital structures, as in Order No. 01-777:

“It is well understood by finance practitioners and theoreticians

that the cost of equity drops as the percentage of common

historical risk-free rate and the 9.6 percent average return on large company stock as
the historical market risk. | used the average of the average 90 day T-bill rate for the
months of March and April of 2010, obtained from the Federal Reserve’s H.15 report,
as the current risk-free rate. Page 23 of the Ibbotson/Morningstar publication is
included in Exhibit Staff/903.

Note that using as historical rates a market rate of 11.0 percent and the intermediate
government bond rate of 5.4 percent as the risk-free rate (implied risk premium 5.6
percent) coupled with the average of the average yields over the months of March
and April of 2010 for the 10-year U.S. Treasury (3.79 percent), provided
approximately the same results.

124
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equity in the capital structure increases. Because the average
amount of common equity in the capital structure of the
comparable group of electric companies was 45.14 percent
compared to 52.16 percent for PGE, it necessarily follows that
PGE has a lower cost of equity. PGE’s capital structure is
therefore less risky, and its cost of common equity should be

adjusted accordingly.”'®

This adjustment results in an estimated ROE for the comparable

companies of 8.8 percent.'?

Q. WHAT IS THE SECOND ADJUSTMENT YOU MAKE?

A. Future economic conditions are uncertain, as are future changes in

financial metrics and parameters associated with electric utilities, by
themselves or relative to the economy. Therefore, as a check on
reasonableness of the combination of estimates and inputs used in
deriving the ROE estimates described above, | used the higher rates of
nominal GDP growth'?’ in the 150-year DCF model. This resulted in an
estimated ROE of 9.6 percent."?® The average of the two results is 9.2
percent.

DOES YOUR RECOMMENDED POINT ESTIMATE OF PGE’S COST

OF EQUITY CAPITAL REQUIRE ADDITIONAL ADJUSTMENT FOR

125

126

127

128

Order No. 01-777 at 36.

This is the 150-year DCF model result. The result of the 40-year with terminal
valuation DCF model is 8.7 percent.

That is, 4.75 percent for the 2016-20 period and 5.28 percent for the 2021 forward
periods.

This 9.6 percent result includes the net effect of using the Hamada equation to adjust
for capital structures differing from that targeted by PGE.

Staff/900
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PGE’'S DECOUPLING AND LOST REVENUE RECOVERY
MECHANISMS?

A. No. According to Exhibit PGE/1201 Zepp/1, of the 12 companies
present in both my list and PGE'’s list of comparable companies, eight
have decoupling or a “lost revenue adjustment mechanism” in place in
at least one of the jurisdictions in which the company operates.
Additionally, the presence or absence of a decoupling mechanism, in
all or a portion of a company’s service area, is presumed by me to be
reflected in its stock price.

Q. DOES YOUR RECOMMENDED POINT ESTIMATE OF PGE’'S COST
OF EQUITY CAPITAL REQUIRE ADDITIONAL ADJUSTMENT FOR
PGE’'S EXPOSURE TO ANY SPECIFIC RISK?

A. No. See my discussion on this point in the “Risk and Return Revisited”

section appearing later in this testimony.

PGE'S CAPITAL STRUCTURE
Q. WHAT CAPITAL STRUCTURE DOES PGE REQUEST FOR
RATEMAKING PURPOSES?
A. PGE requests a capital structure of 50 percent long-term debt and

50 percent common equity.'?

'2° See Table 1 of Exhibit PGE/1100 Hager — Valach/3 and Hager — Valach/25-26.
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HOW DOES THIS STRUCTURE COMPARE WITH THAT
CURRENTLY AUTHORIZED AND WITH WHAT THE COMPANY
HAS RECENTLY REPORTED?
The 50/50 capital structure is identical to that currently authorized.°
PGE’s most recent Form 10-K filing with the Securities and Exchange
Commission (SEC)"™" has a capital structure as of December 31, 2009
composed of 53.1 percent long-term debt and 46.9 percent “Total
Portland General Electric Company shareholders’ equity.”

Value Line Investment Survey'*? has a 2010 estimate of 53 percent
long-term debt and 47 percent common equity and, for the average of
years 2012-14, a capital structure of 50/50. Additionally, slide 20 of

PGE’s March 11, 2010 Investor Presentation lists an estimated 2010

debt to capitalization rate of 54 percent.®

. WHY IS A 50/50 CAPITAL STRUCTURE REASONABLE WHEN THE

ACTUAL EQUITY PROPORTION HAS RECENTLY BEEN LESS?
PGE’s March 11, 2010 Investor Presentation specifies a “Target

Capital Structure 50% Debt and 50% Equity.”"*

130

131

132

133

134

See Order No. 08-601, page 5 and page 7.
Filed on February 25, 2010. See Item 6, Selected Financial Data.
The issue dated February 5, 2010.

See slide 20 of the presentation, currently available at
http://files.shareholder.com/downloads/POR/734924977x0x358161/10158c7b-3dc3-
4c16-80d8-7e14cdd22087/PGE%20Presentation.pdf .

See slide 18 of the presentation.
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Q. WHAT DO YOU RECOMMEND TO THE COMMISSION WITH

RESPECT TO THE COMPANY’'S PROPOSED CAPITAL

STRUCTURE?

. | recommend the Commission accept PGE’s proposed capital structure

having a composition of 50 percent long-term debt and 50 percent

shareholders’ equity.

PGE’S TESTIMONY REGARDING ROE

. PGE USES 31 COMPARABLE COMPANIES, COMPARED WITH

YOUR 13. PLEASE EXPLAIN THE DIFFERENCES IN THE TWO

LISTS OF COMPARABLE COMPANIES.

. You may recall | used six different screening criteria to select electric

utility companies | consider comparable to PGE (seven, if we include
the criterion of coverage by Value Line). | repeat my criteria below,
indicating in parentheses the number of companies in PGE’s list
eliminated with each criterion:'®°

1. Value Line estimated 2010 long-term debt between 45% and
55% of capital structure (8);

No dividend decline in the prior five years (2);

Value Line forecast of a dividend growth rate = 0% (0);

S&P Issuer credit rating between BB+ and BBB+ (inclusive) (2);

o & 0N

Regulated assets equal or exceed 80% of total assets (5); and

o

No merger or acquisition activity within the past five years (0).

The criteria were used in the order indicated. Some companies would have been
screened-out by multiple criteria.
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Subtracting the 17 companies in PGE’s list eliminated by these
criteria leaves 14 companies. | excluded PGE as it is the target
company and NorthWestern Corp. as Value Line coverage is materially
different from coverage of the remaining companies on my or PGE’s
lists. The remaining 12 companies are on both my and PGE’s lists.
Additionally, | include UIL Holdings, while PGE does not; completing
the reconciliation of my 13 comparable companies to the 31 used by
PGE.

WHAT ANALYTICAL APPROACHES DID PGE USE TO ESTIMATE
THE COMPANY’S COST OF EQUITY?

The Company provided estimated ranges and point estimates of ROEs
using three Discounted Cash Flow (DCF) models, and three risk

premium analyses. | will discuss each approach in turn.

Q. WHAT IS THE FIRST DCF MODEL USED BY PGE?

The Company provides the results of a constant growth DCF model'*®
in Exhibit PGE/1207 for each of the 31 comparable companies used by
PGE, including an average (mean) estimate of 11.5 percent. The
dividend yields used in the constant growth model, per footnote “a” of
Exhibit PGE/1207, are listed in Exhibit PGE/1205. The constant growth
rates, per footnote “b” of Exhibit PGE/1207, are listed in Exhibit

PGE/1206.

136

The constant growth DCF model is also known as the “Gordon growth” DCF model.
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Q.

WHAT ISSUES DO YOU HAVE WITH PGE’S CONSTANT GROWTH
DCF MODEL RESULTS?
The constant growth DCF model has three inputs: a stock price in
period “0,” an estimate of dividends paid in period “1,” and a constant
rate of growth applied to the initial value of dividends. The differences
in average estimated ROE for PGE’s group of sample companies are
largely unrelated to differences in the initial yields'®’ | have calculated,
based on my previously described approach to dividend estimation and
calculation of stock prices for use in my multistage DCF models,
versus those PGE has calculated. My calculation of 2010 dividends,
divided by my average of three dates’ closing stock prices, results in
an average yield of 4.95 percent'® versus PGE'’s result of 5.08
percent. This is a 13 basis point difference. Indeed, my calculation
using PGE’s growth (or “g”) rate for each sample company provides an
average estimated ROE of 11.32 percent, which is but 18 basis points
less than PGE’s estimated average of 11.5 percent.

The issue | have is with the values of constant growth used by

PGE."° These average 6.4 percent across the averages for each

company. By way of comparison, the compound annual growth rate

137

138

139

Initial yield, or period “1” yield is the period “1” dividend per share divided by the
stock’s price (or an average of the stock’s price at different times) in period “0.”

Standard notation designates this as Dl/PO :

My calculations omit Northwestern Corp., while PGE'’s does not.

See Exhibit Staff/917, which includes values from Exhibit PGE/1206. PGE’s method
for estimating these growth rates is described in Exhibit PGE/1200 Zepp/23 line 16
through Zepp/24 line 7.

Staff/900
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computed from my 2025 estimated dividend values versus my 2010
estimated dividend values is 4.2 percent. | view this latter rate as much
more likely over a timeframe that is of more than a few near-term
years, especially if the 6.4 percent average growth rate assumes an

economy recovering from the recent recession.

. PGE’'S ESTIMATED AVERAGE GROWTH RATE HERE (6.4

PERCENT) IS MORE THAN 50 PERCENT GREATER THAN
STAFF'S COMPUTED AVERAGE GROWTH RATE (4.2 PERCENT).

WHY IS THERE SUCH A LARGE DIFFERENCE?

. There are a couple of potential reasons. Reviewing the source of the

Zacks and Yahoo estimates used in Exhibit PGE/1206 suggests that
the estimates are predominantly from analysts employed by sell-side
firms. A review of the source of estimates for one company, PG&E, is
illustrative. Yahoo specifies PG&E’s earnings estimates are made by
19 (for 2010) and 17 (for 2011) analysts. Yahoo lists as “star analysts”
of PG&E employees from the following firms: Oppenheimer & Co.,
Wells Fargo Securities, JP Morgan, Credit Suisse, Sanford C.
Bernstein, UBS, BMO Capital Markets, Deutsche Bank Securities.
Yahoo lists as “other analysts” employees from Citi, FBR Capital

Markets & Co., BofA Merrill Lynch, Barclays Capital, Jefferies & Co.,



10
11
12
13
14
15
16
17
18
19

20

Docket No. UE 215

Morgan Stanley, Argus Research, RBC Capital Markets, Goldman
Sachs, and Macquarie Research Equities.*°

The Zacks earnings estimates for PG&E specifies its earnings
estimates are made by 18 (for 2010) and 16 (for 2011) analysts. Zacks
includes the following information regarding identification of estimates

by analyst:

“You may wonder why the names of so many of the brokerage
firms and analysts are displayed as "Not Identified". That is
because many of the brokerage firms believe that the research
they produce is their most valuable asset. Thus, they only allow
us to show their estimates if we remove the name of the firm
and analyst. Luckily there is little value in knowing which firm
produced which estimate as it has little affect on the stock price.
What's important is being able to see the flow of estimates

which is clearly detailed below.”**'

Attached as Exhibit Staff/918 is a Journal of Finance article from
2001 discussing bias in analyst’s forecasts. The article concludes
"[r]ational analysts who aim to produce accurate forecasts may
optimally report optimistically biased forecasts.”'** Value Line

estimates for a given company are presumably made by one analyst,

140

141

142

| have no insights into the degree to which the 18 “named” analysts overlap with the
group of analysts providing the estimates. Presumably, it is the same, or nearly the
same, group.

Zacks Investment Research See online at
http://www.zacks.com/help/est research.php .

Page 383 of “Rationality and Analysts’ Forecast Bias;” Terence Lim; Journal of
Finance, February 2001. This article is attached as Exhibit Staff/918.

Staff/900
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Notably, the average of Value Line’s estimates, as calculated by PGE,
is 6.1 percent; very similar to PGE’s 6.4 percent average of averages.
Consider also Roger Morin’s statement that “[u]nlike investment
banking firms and stock brokerage firms, independent research firms

such as Value Line have no incentive to distort earnings growth

estimates in order to bolster interest in common stocks.”'*?
Another issue | have is with the type of growth rates in Exhibit

PGE/1206 and used for the growth rate of dividends. In all four

estimates used by PGE, the estimated growth rate applies to earnings,

not dividends.

Q. WHY IS USING ESTIMATED EARNINGS PER SHARE GROWTH

A.

RATES AN ISSUE?

Two reasons. First, as total returns from electric utility stocks have a
material income component, | presume a firm’s management is
reluctant to reduce the dollar amount of dividends paid; i.e., dollar
payouts of dividends per share are “sticky,” and especially “sticky
downward,” with presumably more management resistance to a
reduction than to an increase. At the same time, earnings do vary
between annual reporting periods, with both increases and decreases

common. This leads to changes in (or management of) the payout

143

Morin, op. cit., page 300.
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ratio,"* so as to moderate volatility in the dollar amount of dividends
per share paid to and received by shareholders. Exhibit Staff/917 lists,
for the utilities in PGE’s group of peer companies, estimates of future
earnings per share growth rates. The 6.4 percent average of these
growth rates (in column e) are used by the Company in its first DCF
model."*'%6 PGE’s estimated average annual growth rate, using
estimates from Value Line and estimates reported by'*’ Zacks, Yahoo!,
and Reuters, averages 6.4 percent.'*®

In short, the issue here is one of timing. Exhibit Staff/919 shows
PGE’s list of comparable companies, after excluding NorthWestern
Corp., had an average growth rate in earnings from 2007 to 2008 of
1.8 percent and an annual rate of growth from 2008 to 2009 of

t,149

19.0 percen and an average rate of growth over the two-year

144

145

146

147

148

149

The payout ratio is the fraction of earnings in a period that are paid out to
shareholders as dividends. Note that subtracting the payout ratio from “one” yields
the plough-back ratio, or that portion of earnings retained within the business.

Exhibit Staff/917 replicates data in columns a-e of Exhibit PGE/1207.
See Exhibit PGE/1200 Zepp/24, lines 4-7.

See Exhibit PGE/1200 Zepp/23, lines 19-21 and footnote 2. Value Line’s analysts
develop most of (all of, for my comparable companies) the estimates they supply,
while the Zacks, Yahoo!, and Reuters report estimates made by other parties. Note in
footnote 2 the exception of Northwestern Corporation, where Value Line reports
estimates developed largely, if not entirely, by outside analysts.

As | review the different estimates by company, | see that for no less than 10
companies the estimated growth rate reported by Zacks equals that reported by
Yahoo. Several other companies are very close. From this and the earlier discussion
on analysts, | question the degree of diversity between these two reporters of
estimates.

The earnings per share for UniSource increased 593.2% (from $0.39 to $2.70) for
2009 versus 2008, following a decline from $1.55 in 2007 to $0.39 in 2008. Excluding
Unisource from the calculation, the 2009 over 2008 growth in earnings per share for
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period 2007-09 of 1.5 percent. The latest recession began in
December, 2007 (“peak”) and as of late May, 2010 has not had an
ending date (“trough”) designated.*® Presumably due to recessionary
pressures, the earnings of PGE’s group of cohort electric utilities
increased at a materially lower rate than what otherwise would have
been the case in the absence of recessionary conditions, whether we
are considering the 1.8 percent average increase in earnings in 2008
over 2007, or the 1.5 percent average annual increase over the two-
year period 2007-09. Certainly the 6.4 percent estimated growth rate in
earnings used by PGE includes a certain amount of “bounce,” as
recovery from the recession continues.

My third issue with PGE’s use of estimated growth rates for
earnings in DCF models concerns the availability of qualitatively better
forecasts of dividends per share. While Dr. Zepp states “[g]rowth rates
used with the DCF model should be based on the best available
forecasts of future growth,”’®" his approach does not use the most
relevant information. Repeating Roger Morin’s conclusion previously
stated in part:

“DCF proponents have variously based their historical

computations on earnings per share, dividends per share, and

150

151

the remaining 29 PGE comparable companies (not including NorthWestern Corp.)
averages negative 0.8%.

Per the NBER Business Cycle Dating Committee’s April 12, 2010 announcement.
See at http://www.nber.org/cycles/april2010.html .

Exhibit PGE/1200 Zepp/23 lines 17 — 18.
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book value per share. Of the three possible growth rate
measures, growth in dividends per share is likely to be
preferable, at least conceptually. DCF theory states clearly that

it is expected future cash flows in the form of dividends that
1’152

constitute investment value.

The most relevant forecasts are those of dividends, and Value Line

provides an estimated rate of annual growth in dividends per share for

the average of 2012-14 over the average of 2006-08."%

. WHAT IS THE AVERAGE VALUE OF VALUE LINE’'S FORECAST

ANNUAL RATE OF CHANGE IN DIVIDENDS PER SHARE FOR

PGE’'S GROUP OF COMPARABLE COMPANIES?

It is 4.9 percent.”>*'®

. WHAT, AGAIN, IS THE AVERAGE OF VALUES USED BY PGE FOR

THE GROWTH RATES OF ITS 31 COMPARABLE COMPANIES?

It is 6.4 percent.

152

153

154

155

See page 284 of the “New Regulatory Finance,” Roger Morin, 2006; emphasis
added.

As before, | use more current Value Line information than was used in PGE’s
testimony. As of the dates of Value Line’s publication used in my analysis, 13
companies had estimated annual rates of change in dividends per share for the
average of 2012-14 over the average of 2006-08, eight companies had 2013-15 over
2006-08, and ten companies had the 2012-14 over 2006-08.

This average does not include values for two of the 31 companies in PGE’s group of
comparable companies: NorthWestern Corp. and Duke Energy. Value Line
designates the annual rate of change in dividends per share for the latter utility as
“‘NMF,” or “not meaningful” (the company did not pay dividends in 2006).

This average is based on company information taken from the same three issues of
Value Line (February 5", 26", and March 26" of 2010) | used in my DCF analyses;
i.e., ten growth rate estimates are for 2012-14 from a 2006-08 base, eight are for
2013-15 from 2006-08, and 13 are for 2013-15 from 2007-09.

Staff/900
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. SHOULD THE COMMISSION CONSIDER THE RESULTS FROM

PGE’'S CONSTANT GROWTH DCF MODEL?
No. | recommend the Commission not consider results from single-
stage, constant growth DCF models in this proceeding due to the

inherent limitations of this form of DCF model."*®

. WHAT IS THE SECOND DCF MODEL USED BY PGE TO ESTIMATE

RETURN ON EQUITY?

The second DCF model is described on pages 24-27 of Exhibit
PGE/1200 and is labeled on Exhibit PGE/1209 as “the FERC Multi-
period DCF Method.” Dr. Zepp describes this DCF model as a “...two-
stage DCF analysis based on concepts relied upon by the FERC in a
number of cases and fully discussed in Southern California Edison
Company, Opinion No. 445,"7 92 F.E.R.C. 61,070 (2000) and in
Opinion 396-B,'*® Northwest Pipeline Company, 79 F.E.R.C. 61,309

(1997).71%

. WHAT ARE YOUR THOUGHTS ON THE DCF MODEL DISCUSSED

BY FERC IN OPINION NO. 445, AS USED BY DR. ZEPP?

156

157

158

159

See Order No. 01-777 at 27, where the Commission in a previous docket rejected
consideration of results from parties’ single-stage DCF models. The Commission also
rejected consideration results from parties’ single-stage DCF models in Docket

No. UE 116. See Order No. 01-787 at 24.

Attached as Exhibit Staff/920.
Attached as Exhibit Staff/913.

See PGE Exhibit PGE/1200 Zepp/24 lines 9 — 12. See also Exhibit PGE/1200
Zepp/45, where Exhibit PGE/1209 is labeled “Application of the FERC Multi-period
DCF Method.”
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This model, while described by Dr. Zepp as “two-stage,” is really a
variation on the constant growth, or Gordon growth DCF model; i.e., it
has only one stage'® and a constant growth rate.'® FERC, in the
above cited SoCal Edison opinion, refers to this model as one
employing a “two-step” DCF methodology.'®? Of some perhaps limited
interest, there is also an implicit description of FERC'’s transition in
4163

DCF methodology as of the date this opinion was issue

“The DCF analyses submitted in the supplemental record are
similar to both the DCF analyses submitted by SoCal Edison
and trial staff in the original proceeding and the DCF analysis
adopted by the Presiding Judge. Each of these analyses relies

on a weighted averaging of a short-term and a long-term growth

rate, and purports to comply with the Commission’s two-step
DCF methodology, as set forth in Opinion No. 396-B.

The Commission, to date, has not expressly addressed the
differing approaches taken in setting ROEs for gas pipelines
and for electric utilities. This proceeding, however, presents the
Commission with its first opportunity to calculate an ROE for an
electric utility company where the positions advocated by the

parties, and the record evidence contains both short-term and

160

161

162

163

| believe a more suitable definition of a two-stage DCF model includes a distinction
that different growth rates uniquely apply to different future valuation periods. In other
words, each period in the valuation horizon has a growth rate and, if the effective
growth rate is not the same for all periods, it is a multi-stage DCF model.

This model, as used by Dr. Zepp, is of the form r = Dl/PO + g. See the electronic

(Excel) format of the Company’s Attachment A portion of the response to Staff data
request 334; e.g., cells D10, F10, and G10. See also Exhibit PGE/1200 Zepp/22 line
1 (Equation 2) through line 5.

See the first paragraph on page 14 of the document in Exhibit Staff/920.
FERC issued Opinion No. 445 on July 26, 2000.
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long-term growth data, consistent with our latest formulation of a
two-step DCF methodology for natural gas pipeline companies.
The issue present here therefore, is whether the Commission’s
preferred DCF methodology for natural gas pipeline companies
should be applied, without variation, to an electric utility
company, in place of the Commission’s standard, constant

growth DCF model, previously relied upon by the Commission in
»164

calculating an ROE for an electric utility company.

Clearly FERC is here considering replacing, for use in
determination of electric utilities’ ROEs, a constant growth DCF model
with a constant growth DCF model where the rate of growth (“g”) is
composed of some linear combination of two distinct rates of growth;
i.e., a “blended,” or “weighted average” rate of growth. One growth rate
is intended to represent the “short-term” and one rate the “long-term.”

FERC, in Opinion 396-B"®® concerning Northwest Pipeline
Corporation, describes the Commission’s “preferred approach,” which
includes the growth rate “g” to be used in FERC’s constant growth
DCF model being derived by averaging the short- and long-term

growth rates; i.e., “g” is composed of 50 percent long-term rate and 50

percent short-term rate.'®

164

165

166

See FERC Opinion 445, page 14 of the document in Exhibit Staff/920. | have omitted
footnotes present in the original and added emphasis.

FERC Opinion 396-B (92 FERC 61,309) was issued June 11, 1997 and is attached
as Exhibit Staff/913.

Ibid., at pages 12 — 13.
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FERC Opinion 445 (SoCal Edison) has much to say regarding
calculation of one or more growth rates for use in FERC’s DCF model.
The mention of a weighting scheme where the short-term growth rate
is weighted 2/3 and the long-term growth rate 1/3 is restricted to a
footnote (footnote 19), describing the weighting of the two growth rates
used by the presiding judge in the case, whose ruling is being
reversed'®” by the Commission in Opinion 445. The footnote describes
the judge’s weighting scheme as “...consistent with the Commission’s
recent natural gas pipeline company cases.”'®%1%°

FERC takes note, on pages 16 — 17 of Opinion 445, of several facts
important to determination of PGE’s authorized ROE in Docket

No. UE 215:

1. “[E]lectric utilities typically have much higher dividend payout

ratios (i.e., high dividend yields) as compared to most other

industrial companies...”"®

167

168

169

170

See Exhibit Staff/920, page 15; i.e., “...we will not adopt the Initial Decision’s ROE of
9.68 percent...”

Ibid., page 9.

Between the issuance of Opinion 396-B on June 11, 1997 and Opinion 445 on

July 26, 2000, FERC modified the weighting of growth rates from 50 percent short-
term and 50 percent long-term to the 1/3 short-term, 2/3 long-term mentioned in
footnote 19 of the latter Opinion. PGE’s testimony on this point supplies no citation as
to the FERC docket or opinion in which this change is discussed.

See FERC Opinion No. 486-B in Kern River Gas Transmission Company,
(issued January 15, 2009) at page 18, where paragraph 37 indicates a FERC policy
change “...regarding the weighting of the short- and long-term growth components of
the DCF model...” in Williston v. FERC.

See Exhibit Staff/921, which is a report, also currently available at
http://www.indexarb.com/dividendYieldAlphasp.html , listing each stock in the
S&P 500 and its dividend yield. Yields are estimated for the year ahead beginning
May 12, 2010 and stock prices are as of May 12 at approximately Noon PST. Note
that, of the 31 electric utilities in PGE’s group of comparable companies, 16 are
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2. “[R]etained earnings are a key source of dividend growth.”

3. “The higher payout ratios attributable to electric utilities cause
these companies to have significantly lower expected dividend
growth rates than most other industrial companies...”

4. “...we find that it would be premature, at this time, to incorporate

GDP in the DCF model applicable to an electric utility

company.”171:172

Dr. Zepp’s approach with this model is to use a blended growth
rate, comprised one-third of an estimated 5.82 percent future growth
rate in nominal GDP and two-thirds of either the lowest analyst
estimate for earnings growth for each individual company in PGE’s
group of comparable companies (providing his “Low Equity Cost
Estimate” values in Exhibit PGE/1209) or the highest analyst estimate
for earnings growth (providing his “High Equity Cost Estimate” values
in Exhibit PGE/1209). The “low” and “high” values are averaged for the
31 companies, providing an average “low” estimated ROE of 10.1

percent and an average “high” estimated ROE of 12.9 percent. These

171

172

currently in the S&P 500 index. The report lists the average forward dividend yield for
stocks in the S&P 500 index as 1.72 percent. The lowest yielding stock in the
Company’s group, Allegheny Energy, is listed as having a forward yield of 2.93
percent. This relatively current evidence is clearly supportive of FERC’s statement
here with respect to the dividend yields of electric utilities relative to “most other
industrial companies.”

Note that | question some of FERCs reasoning and conclusions expressed in
Opinion 445, including that evidenced in portions of the second paragraph of
page 15.

This statement seems at odds with Dr. Zepp’s claim that his second DCF model
“[a]dopt[s] the FERC method of relying on a GDP forecast as the terminal growth rate
estimate. One of the two FERC opinions he cites has FERC reversing the judge on
the use of GDP growth for the long-term growth rate while the other uses a short- and
long-term growth rate split of 50 percent each (not 1/3 and 2/3, respectively).

Staff/900
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two results are averaged, producing his second constant growth DCF
model’s 11.5 percent estimate of ROE.""

Q. WHAT ARE YOUR THOUGHTS WITH RESPECT TO THE VALUES
USED IN THIS DCF MODEL TO REPRESENT SHORT-TERM
GROWTH IN DIVIDENDS?

A. | have the same objection as previously described to using, as a short-
term rate for dividend growth, the lowest (highest) values of Value Line
and three analyst consensus reports of estimates for near-term
earnings growth. These estimates are of earnings growth rates, not
dividend growth rates, and are likely to overstate long-term growth in
dividends per share, as the rates reflect some amount of recovery from
recessionary business conditions.

Q. WHAT ARE YOUR THOUGHTS WITH RESPECT TO THE VALUES
USED IN THIS DCF MODEL TO REPRESENT LONG-TERM
GROWTH IN DIVIDENDS?

A. PGE averages two nominal GDP annual growth rates to arrive at the
5.82 percent annual growth rate for nominal GDP. The first is based on
a “past long-term annual average GDP growth of 6.7%”'"* used by the

Staff of the Arizona Corporation Commission (ACC) “to determine

""" See Exhibit PGE/1200 Zepp/27 lines 2 — 4. See also Exhibits PGE/1208 and
PGE/1209, and Exhibit PGE/1200 Zepp/24 line 8 through Zepp/27 line 4. Note that
Dr. Zepp adjusts his 11.5 percent ROE estimate upward by 0.2 percent to account for
“PGE’s exposure to...various positive and negative risks.” See Exhibit PGE/1200
Zepp/18 lines 10 — 11.

74 See Exhibit PGE/1200 Zepp/25 lines 13 — 17.
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growth for the second stage of its multi-stage DCF analysis” in a water
company docket.

Reviewing annual growth rates of nominal GDP values obtained
from the Federal Reserve, | note that a total of six years since 1980
have had an annual rate of nominal GDP growth'” higher than 6.7
percent and 23 have had a rate lower than 6.7 percent.'’® | have
identified in Table 3 four forecasts of nominal GDP growth over future
periods from credible sources that are between 4.5 and 4.96
percent.'”” Dr. Zepp adjusts the 6.7 percent rate downward to 6.6
percent to reflect a lower Value Line inflation forecast for some future
period (3.0 percent) than the 3.1 percent rate reported by Morningstar
for the period 1926-2008.""8 | believe the 6.6 percent rate used by PGE
as 50 percent of a forward-looking average long-term nominal GDP
growth rate is substantially overstated.

The second rate of annual nominal GDP growth used by PGE is
obtained by multiplying a Value Line forecast of annual growth in real
GDP for 2013 by Value Line’s forecast of the 2013 rate of change in

the GDP price deflator index; arriving at an estimate of “future near-

175

176

177

178

These growth rates are on an arithmetic basis.

These are: 1981, 1983, 1984, 1985, 1988, and 1989. Six years in the past 29. The
average annual growth rate over the 29 year period is 5.82 percent and is
comparable to the 5.86 percent rate | used as input into a long-term growth rate.

Five from credible sources if the CBO’s 4.1 percent annual rate of growth is included.
Exhibit PGE/1200 Zepp/25 lines 17 — 23.
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term (nominal) GDP growth of 5.1%...”""° This second rate is similar to
the 4.75 percent average of four organizations’ estimated rate of
annual growth in nominal GDP over the 2016 — 2020 period that |
present in Table 3.

Dr. Zepp then averages the 6.6 percent and 5.1 percent growth
rates, arriving at an estimated annual rate of growth in nominal GDP of
5.8 percent. This result is materially greater than the long-term rate |
used in my multistage DCF models, and is very similar to my 5.86
percent estimated growth rate of nominal GDP based on historical
values of real GDP and an inflation forecast specific to the 2016
forward periods.

The constant growth rates “g” used in this second DCF model are
weighted 2/3s the lowest (highest) analyst estimate for annual earnings
rate of growth for each company in PGE’s group of comparable
companies and 1/3 the 5.8 percent rate described above; i.e., the

result is two growth rates (“low” and “high”), applicable to all periods,

that is different for each company.

Q. SHOULD THE COMMISSION CONSIDER THE RESULTS FROM

PGE’'S SECOND CONSTANT GROWTH DCF MODEL?

. No. | recommend the Commission not consider these additional results

from another single-stage, constant growth DCF model in this

proceeding due to the inherent limitations of this form of DCF model

7% See Exhibit PGE/1200 Zepp/25 line 23 through Zepp/26 line 2.
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and the specific methods by which the growth rate “g” has been

estimated.'®

. WHAT IS THE THIRD DCF MODEL USED BY PGE TO ESTIMATE

RETURN ON EQUITY?

Dr. Zepp describes PGE’s third DCF model at Exhibit PGE/1200
Zepp/27. This model is described as a multistage model having three
stages, with different rates of growth applicable in each. The first stage
is described by Dr. Zepp as the period 2011-15,'®" while direct
examination of this model reveals the initial year of dividends per share
included in the internal rate of return is 2010."% Therefore, this model’s
initial period of dividend payments (“cash flows”) are 2010 through
2015, which matches the first stage in each of my multistage DCF
models. The second stage covers the period 2016-25,'® and a
terminal value is calculated as of the end of the final year (2025).
Model results, in aggregate and for each company in PGE’s group of
comparable companies, are in Exhibit PGE/1210. The average internal
rate of return (IRR) of PGE’s group of comparable companies is 11.2

percent.

180

181

182

183

See Order No. 01-777 at 27, where the Commission in a previous docket rejected
results from parties’ single-stage DCF models. The Commission also rejected results
from parties’ single-stage DCF models in Docket No. UE 116. See Order No. 01-787
at 24.

See Exhibit PGE/1200 Zepp/27 line 11.

See Attachment A to PGE’s response to Staff data request 334, Tab “10,” cells E11
through E42.

My second stage, in each of my two DCF models, is the period 2016-20 and the third
stage in each model is composed of years beyond 2020; that is, 2021 forward.

Staff/900
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Q. WHAT AGAIN WERE YOUR MULTISTAGE DCF MODEL RESULTS?

A. My 150-year three stage model had, for my 13 electric utilities
comparable to PGE, an average IRR of 8.9 percent and my 40-year
three stage with terminal valuation model had an average IRR of 8.9
percent.

Q. YOU PREVIOUSLY TESTIFIED THERE WAS LITTLE DIFFERENCE
USING YOUR DCF MODEL, WITH SAME TIMING AND
PARAMETER ESTIMATION METHODOLOGY, ON PGE’'S GROUP
OF COMPARABLE COMPANIES. WHAT WERE YOUR RESULTS?

A. The average internal rates of return | obtained, using 30 of the 31
companies in PGE’s group, were 8.9 percent with my 150-year DCF
model and 8.8 percent with my 40-year with terminal valuation DCF
model. Recall that NorthWestern Corp. was not included in my analysis
of PGE’s group of comparable companies. Given that there are 31
companies in this group, the impact of omitting one when calculating
averages is small.'®

Q. WHY IS THERE SUCH A LARGE DIFFERENCE BETWEEN YOUR
MODELS’ RESULTS FOR PGE’'S SAMPLE COMPANIES AND THE
11.2 PERCENT IRR RESULT FROM DR. ZEPP’'S MULTISTAGE DCF

MODEL?

'8 Weighting the 12.49 percent result in Exhibit PGE/1210 for NorthWestern Corp at a
1/31 proportion and the 8.9 percent IRR from my 150-year DCF model at a 30/31
proportion yields 9.0 percent (with rounding).
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Table 7 (following) reconciles the internal rate of return results from Dr.
Zepp’s third DCF analysis and my 40 year with Terminal Valuation
DCF model."®

The answers to this question, as indicated by Table 7, are multiple.
Dr. Zepp adjusts the estimated dollar amount of the annual dividend as
the “[p]rices investors pay for utility stocks reflect the benefit investors
receive by utilities paying dividends every quarter but equation (3)'®
assumes the $100 is paid only once a year. My calculation adjusts the
dividend upward by just enough to offset the time value of receiving the
$100 in four quarterly installments of $25 each.”'®":188

| reviewed this calculation in Tab 5 of the spreadsheet'®® supplied
as Attachment A in PGE’s response to Staff data request 334. Dr.
Zepp has adjusted for investors’ quarterly receipt of dividends (as
opposed to annual) using an annualized rate of 10.8 percent, which

value | find satisfactory given that his resulting IRR is 11.2 percent.'®

185

186

187

188

189

190

Of the two DCF multistage models | used in my analysis, this is the one most like that
used in Dr. Zepp’s third DCF analysis.

See Exhibit PGE/1200 Zepp/22 line 6.

See Exhibit PGE/1200 Zepp/23 line 5 through line 8.

Morin, op. cit., discusses this type of adjustment on page 357.

See, in Tab 5, cells in columns D, E, J, and K as well as the 10.8% value in cell M9.

A higher rate than the IRR outcome tends to “pull-up” the average IRR, while a lower
rate has the opposite result.

Staff/900
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Table 7

Reconciliation: PGE and Staff Multistage DCF Analyses

Change (cumulative) IRR™

PGE Result (before adjustment) 11.2%
Correct cell references presumed to be mis-specified*® 11.1%
Remove NorthWestern Corp. 11.0%
Remove Adjustment to 2010 Dividends for the TVM** 10.8%
Staff’s March/April 2010 Stock Prices 10.5%
Staff’s 2010 Dividend Values'®* 10.6%
Staff’s Dividend Values: 2011 - 2015'* 10.3%
Staff’s Dividend Values: 2016 - 2020'* 9.9%
Staff’s Dividend Values: 2021 - 2025’ 9.6%
Staff's Terminal Growth Rate'*® 8.8%
Add Years 2026 - 2049 8.8%
Staff's Results for PGE sample'®® 8.8%
Staff’s Three Stage with Terminal Valuation DCF Analysis (using 8.9%

Staff’'s comparable companies and before adjustments)

191

192

193

194

195

196

197

198

199

Note that the IRR values are presented to one decimal place while the actual

calculation was not rounded.

Staff/900
Storm/66

This change corrects for two mis-specified cell references related to 2010 dividends
for Allegheny Energy and ALLETE. In PGE’s Attachment A response to Staff’s data
request 334, Tab 10/cell E12 references Tab 5/E15 and presumably should
reference Tab 5/E14 and Tab 10/E13 references Tab 5/E16 and presumably should
reference Tab 10/E15. This results in the 2010 dividend for Allegheny Energy

changing from $1.86 to $0.62 and the 2010 dividend for ALLETE changing from

$1.61 to $1.86.

TVM: Time Value of Money. Note that this also reduces the dollar values of dividends
for 2011 and following years and the dollar amounts of the terminal valuation.

Note that this increases the average dollar value of dividends for all years and the

average dollar amount of the terminal valuation.

Note that this also reduces the average dollar value of dividends for years
subsequent to 2016 and the average dollar amount of the terminal valuation.

Note that this also reduces the average dollar value of dividends for years
subsequent to 2020 and the average dollar amount of the terminal valuation.

Some Internal Rate of Return values are below 7.00%. These are included in the

average.

Many Internal Rate of Return values are below 7.00%. These are included in the

average.

Thirty of PGE’s 31 comparable companies; i.e., Northwestern has been excluded.
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This adjustment is shown in Table 7 as resulting in a 20 basis point
increase®® in IRR. The calculation using percentage results to four
decimal places is: 11.0195 less 10.8239 equals 0.1966 percent (or
about 20 basis points). Morin’s textbook shows three examples where
the average difference is 29 basis points.?"’

The increase in stock prices as of the time | collected the data
results in a 0.3 percent decline between the two models’ results.

The initial dividend values are represented within both Dr. Zepp’s
Alternative Multi-Stage DCF Analysis and my DCF models as being for
2010. | used the estimated dollar amount of dividends per share for
2010 from the February 5, February 26, and March 26, 2010, issues of
Value Line’s Investment Survey, February 26, 2010. Dr. Zepp used
Value Line’s estimated dividends per share for the next 12 months
from the December 4, 2009 Summary & Index. The average dollar
value of dividends over the 30 companies from PGE’s sample for 2010
is $1.44 using my methodology, while the comparable value resulting
from Dr. Zepp’s methodology is $1.40.2°2 This adjustment results in a
0.1 percent difference between the two models’ results.

Using my methodology for calculating dividends for the 2011

through 2015 period, versus that used by Dr. Zepp, results in a 0.3

200

201

202

An increase, as when the adjustment is “undone,” it reduces the average IRR by 0.2
percent.

Morin, op. cit., page 358.

Both dollar values are after the preceding adjustments in Table 7 have been made.

Staff/900
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percent decline from Dr. Zepp’s results. My methodology uses the
maximum amount of information provided by Value Line’s Investment
Survey that is specifically related to changes in the values of dividends
per share with respect to this period. Dr. Zepp’s approach for the 2011
through 2016 period uses:

“the averages of forecasted EPS?*® growth rates reported in
PGE Exhibit 1206. | have assumed—as does the FERC—that
EPS growth is the critical concern of knowledgeable investors

who realize that earnings enable the utility to increase

dividends.”?%

| appreciate that, over some extended period, it is earnings growth
that allows for dividend growth. However, Dr. Zepp’s use of estimated
earnings growth rates for this period, to estimate the near-term growth
in the dollar value of dividends per share, as the economy recovers
from what is likely the most severe recession since at least the early
1980s, is totally separated from the reality of how electric utilities
appear to manage dividend payouts over the course of a business
cycle.?®® Of the 30 companies in PGE’s sample,”® 13 had declines in

earnings per share for 2009 versus 2008. Of these 13, 11 maintained

203

204

205

206

EPS refers to the dollar value of earnings per share.
Exhibit PGE/1200 Zepp/27 lines 10 through 15.

The term business cycle as used here refers to a “peak” to “peak” period in economic
activity, with a “trough” (recession) between peaks.

NorthWestern Corp. is excluded.
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or increased the dollar value of dividends per share.?*’?% Clearly the
payout ratio increased for these 11 electric utilities in 2009. Somewhat
analogously, as business activity and EPS for electric utilities rebounds
from recessionary conditions, DPS (the dollar value of dividends per
share) is not expected, by me or by Value Line, to grow at the same (or
higher!) rate as EPS over some near-term period, such as 2011
through 2015. A theory that matches the rate of growth in DPS with
that of EPS, over an extended timeframe and where values of EPS
both increase and decrease, must have that dividends decline when
earnings decline. Such a theory would appear invalid for the 2008-09
experience for these 11 electric utilities in PGE’s group of comparable
companies. Additionally, recall Roger Morin’s statement that “DCF
theory states clearly that it is the expected future cash flows in the form

of dividends that constitute investment value.”?*® Consider also Morin’s

“...if one is looking at historical data, or at short-term growth forecasts

where payout ratios are not stable, then earnings and dividends may

not grow at the same rate over some past historical period or over

some short forecast period.”?'® Nor should multistage DCF models

reflect an equality of growth rates in such situations.

207

208

209

210

Source: Value Line Investment Survey. The exceptions were Great Plains Energy
and Ameren Corp.

This is an example of the “sticky downward” aspect to changes in DPS.
Morin, op. cit., page 58, emphasis added.
Ibid, page 293, emphasis added.



10

11

12

13

14

15

16

17

18

19

20

21

Docket No. UE 215

Using my methodology for calculating dividends for the 2016
through 2020 period results in a 0.4 percent decline in IRR between
the two DCF models. This result merits additional explanation. | use
the method previously described, which resulted in a 3.42 percent
annual rate of increase in the dollar value of dividends per share over
this period. Dr. Zepp’s methodology, used over the 2016 through 2025
period, uses the average of the four estimates for near-term growth in
earnings in Exhibit PGE/1206,%'" which | discussed above, blended
with his estimated 5.8 percent long-term nominal GDP growth rate,
which | previously discussed. As described,?'? he used this ten-year
period to “blend” the two rates in different proportions. The blend in
2016 is 90 percent the average of Value Line’s and the analyst’s
growth rates in EPS for each individual company and 10 percent the
5.8 percent nominal GDP growth rate. This blend
decrements/increments by 10 percent in each year until the blend
proportions are reversed in 2024; i.e., a blend of 10 percent average
growth rates in EPS and 90 percent the 5.8 percent nominal GDP rate.
Over the ten year period, the average rate of dividend growth for
PGE’s 31 companies varies from 6.16 percent in 2016 to the 5.8
percent rate in 2025, which is the terminal valuation year of Dr. Zepp'’s

multistage DCF model.

211

The average is 6.4 percent for the 31 companies.

%12 see Exhibit PGE/1200 Zepp/27 lines 16 - 18.

Staff/900
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| use the 4.3 percent long-term rate of growth, previously described,
for the period 2021 through 2025. The two different approaches to
dividend growth in this period result in an additional 0.3 percent decline
in IRR.

Terminal valuation in each of the two models uses the same
approach. The dollar value of the final year’s dividends per share for
each company is divided by the difference between the IRR value for
that company and the terminal growth rate. As the two terminal growth
rates (my 4.3 percent and PGE’s 5.82 percent) are materially different,
this serves to reduce the IRR result between the two models 0.8
percent.

The extension of valuation timeframe from the 15 year horizon used
in Dr. Zepp’s multistage DCF model to the 40 year horizon in my most
comparable DCF model did not result in any changes in results.

The remaining adjustments, which are the correction of cell mis-
references and the removal of NorthWestern Corp., together result in a

0.2 percent reduction in the IRR between the two models.

. PLEASE SUMMARIZE THE ISSUES YOU HAVE WITH PGE’S

MULTISTAGE DCF MODEL.

. | take issue with the use of estimated earnings growth rates to grow

dividends in the 2011 through 2015 period, when the U.S. economy is

presumably still recovering from recession. | also take issue with the
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over 6 percent growth rate®"*

used to grow dividends over the 2016
through 2024 period. My third issue is the use of the 5.8 percent

growth rate used in the calculation of terminal value in 2025.

. SHOULD THE COMMISSION CONSIDER THE RESULTS FROM

PGE’'S MULTISTAGE DCF MODEL?
The Commission should reject the results from PGE’s multistage DCF

model, for the reasons discussed above.

PGE’S RISK PREMIUM MODELS

. WHAT IS THE RISK PREMIUM APPROACH TO ESTIMATING THE

COST OF EQUITY CAPITAL?

The risk premium method?'*

estimates the equity cost of capital by
using the additional expected return equity investors require over some
less risky asset?' (the “risk premium”), added to a forecast value of the
return of the less risky asset for a future period such as a future test
year. In essence, some historical relationship of the equity cost of
capital to the returns of a less risky asset are combined with a forecast

return of the less risky asset with the result being the estimated

expected cost of equity capital.

213

214

215

This is based on averages across the companies in PGE’s sample.

Also referred to as the “stock-bond-yield-spread” method, the “risk positioning”
method, and the “bond-yield plus risk-premium” method. See Morin, op. cit.,
page 107.

The “less risky” asset is typically a fixed income security, such as a Treasury bill,
note, or bond; or a type of bond containing a “spread,” or risk premium, over Treasury
securities. Such bonds include a variety of types of taxable corporate bonds.
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Q. WHAT RISK PREMIUM METHODS DOES PGE USE TO DEVELOP
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EQUITY COSTS OF CAPITAL?

The Company uses three different approaches, which | will discuss in
turn. The first approach, described in Exhibit PGE/1200 Zepp/32 — 33,
uses annual averages of actual returns on book equity for 12 electric
utilities as compared with Baa Corporate Bond rates as reported by the
Federal Reserve.?"®

Dr. Zepp subtracts the average annual bond rate from the average
ROE for each year in the 1999 through 2008 period to obtain the “risk
premium?” for each year. He then obtains a 10-year (1999 — 2008)
average risk premium and a five-year (2004 — 2008) average risk
premium. These risk premium values are, respectively 3.78 percent
and 4.18 percent.

Based on averages of forecasts of Baa corporate bond rates by
Blue Chip and Global Insight for 2011, 2012, and 2013, Dr. Zepp
obtains an average 2011 through 2013 “future” Baa corporate bond
rate of 7.14 percent. When added to the two risk premium estimates,
he obtains a range of “estimated equity costs for benchmark utilities” of
10.9 percent to 11.3 percent.?!’

DID YOU MODIFY DR. ZEPP’S FIRST RISK PREMIUM ANALYSIS

IN ANY WAY?

216

217

Exhibit PGE/1212 contains the summary information and some results from this
approach.

See Exhibit PGE/1216.
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A.

Yes. | added values for 1998,%'® and updated with values for 2009.2"
The update for 2009 resulted in an estimated risk premium over Baa
corporate bond rates of 3.69 percent for the most recent 10 year period
(2000 — 2009) and 3.91 percent for the most recent five year period.
Combined with the 7.14 percent forecast 2011 — 2013 Baa corporate
bond rate Dr. Zepp used, this update resulted in an updated range of
“estimated equity costs for benchmark utilities” of 10.8 to 11.0 percent.
Note that if you restrict the forecasted rate of Baa corporate bonds
to the year 2011 only, the range is now 10.5 percent to 10.7 percent; a
reduction of 40 to 60 basis points from the range in Exhibit PGE/1216.
Dr. Zepp reasons that the “cost of equity estimates should be for the
period when new rates will be in effect,” and anticipates that “the new
rates set for 2011 will be in effect for more than one year.”?? | consider
this assumption inconsistent with the notion of a test year. The cost of
capital should be specifically applicable to the test year and generally

applicable to some period beyond.

218

219

220

The average earned ROE had already been calculated in the relevant worksheet,
supplied as Attachment A to PGE’s response to Staff data request 334. | obtained
the average 1998 and 2009 Baa corporate bond rates from the Federal Reserve.

The update for 2009 uses 2009 values from Value Line to calculate the earned ROEs
on average book value per share. Note that | used estimated Value Line values of
2009 book value per share for five of the 12 companies and Value Line’s estimated
value of 2009 earnings per share for IDACORP, Inc.

In the course of gathering the “update” values from Value Line, | made corrections to
11 values of book value per share and five values of earnings per share in the
spreadsheet furnished in response to Staff data request 334. These correcting
entries were generally of minor magnitude, and had generally minor impacts on
overall results. The 2008 actual ROE value declined by 21 basis points as a result of
these corrections, however.

See Exhibit PGE/1200 Zepp/30 lines 1 — 6.
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Q.

WHAT OTHER THOUGHTS DO YOU HAVE ON THIS RISK
PREMIUM ANALYSIS?

To use a “risk premium” as an estimation tool, contingent upon a
reliable estimation of the underlying security’s future return, requires
some stability in the value of the “risk premium;” i.e., stability in the
relative values of, in this example, actual returns on average book
value and average annual rates on Baa corporate bonds.

Using MS Excel’s statistical capabilities to examine data in Exhibit
PGE/1212, | found the correlation?’ between the two data series, as
presented in Exhibit PGE/1212, to be 0.577, where a value of 1.000%%2
would indicate the two series to be perfectly (and positively) correlated.
The correlation on the larger data set of values for 1998 through 2009
(12 years, including the 10 years producing the correlation of 0.577)
was even lower, at 0.366. This is often an issue with risk premium
analyses, the changing relationship between the rate of return on the
underlying security and the security for which you are estimating an
expected future return. See, as an illustration of this issue, the two
graphs on page 895 and the discussion on pages 895 and 896 of the

article | have included as Exhibit Staff/922.22>%?* Figure 6 (following)

221

222

223

A basic and non-technical definition is that correlation is a measure of the relation
between two or more variables.

A value of negative 1.000 would indicate the two to be perfectly and negatively
correlated.

See “The Equity Premium in Retrospect,” by Mehra and Prescott, This article
comprises Chapter 14 in the Handbook of the Economics of Finance; edited by G. M.

Staff/900
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illustrates the low correlation between the data series used in this risk
premium analysis when the data is extended one year on each end;

i.e., each series now covers the period 1998 through 2009.

Figure 6
Actual ROEs vs.
Average Annual Baa Corporate Bond Rates
1998 - 2009
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Consider, as a hypothetical analogy, the following situation. | know
only the average height of adult American males living today and the

average height of adult American females living today. Based on these

Costantinides, M. Harris and R. Stulz; 2003. This article is included as Exhibit
Staff/922.

Note in particular the authors’ finding on page 895 that there have been periods
when the equity (risk) premium has been negative.

224
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two statistics, | know the difference in average height between these
two populations is, say, six inches. If | observe a male of a given
(known) height, to what extent does knowing his height help me predict
the height of the next female, randomly observed??? This is the
situation with many risk premium analyses, including this one, where
values for the two averages are calculated, except the height of the
male is not observed (known), it is somehow estimated.

The observed relationship between the value of the underlying
security’s return and that of the security of interest is an ex post
analysis, not an ex ante comparison of the forecasted value of
underlying security’s return and the future return on the security of

interest.

Q. PLEASE DESCRIBE PGE’S SECOND RISK PREMIUM ANALYSIS.

This analysis computes an annual risk premium as the difference
between historical yields on Baa corporate bonds (as of the preceding

December and the historical total returns of an index of electric

226)
utilities. The resulting average risk premium is then used with the
estimated average yield on Baa corporate bonds over the 2011

through 2013 period. This analysis also incorporates a “linear but now

one-half” adjustment for differences between the forecast Baa bond

225

226

By “randomly observed,” | assume for purposes of the analogy that there is no
correlation between the heights of observed males and females. This risk premium
analysis, with extension to include 1998 and 2009, has a correlation between paired
observations of 0.366.

See footnote “a” to Exhibit PGE/1213.
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rate and the historical average; i.e., if the forecasted bond rate is 0.8
percent less than the historical average, the decline in the cost of

equity is 0.4 percent.

Q. WHAT ARE YOUR THOUGHTS ON THIS ANALYSIS?

My thoughts on this analysis are much the same as with the first PGE
risk premium analysis.

On this data set,??’ the correlation between total rate of return on
the index (including its extension through 2008) and average yields of
Baa corporate bonds for the preceding Decembers, at 0.2055, is less
than the correlation in the last analysis. Additionally, | performed an
OLS regression on the data, regressing the total returns on the index
on the average yields of Baa corporate bonds for the preceding
December. This regression resulted in an R? coefficient of 0.0422,
which essentially means the level of Baa corporate bond rates had
extremely limited explanatory power with respect to the total return of
the index. The observed values of the Baa corporate bond rates and
the total return of the index over the 1951 through 2008 period are
depicted in Figure 7 (following).

The short story, given these statistics, is that the ability to estimate

a forward cost of equity is very limited in this analysis, even if the future

227

This analysis includes Dr. Zepp’s work-up of both the dividend yield and price return
for surviving electric utilities formerly in the Moody’s index for the period 2001 through
2008. See Exhibit PGE/1200 Zepp/34 line 9 through line 15.
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rate of the underlying security (here, the rate on Baa corporate bonds)
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is known.
Figure 7
Total Return vs. Baa Corporate Bond Rates
1951 - 2008
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Q. PLEASE DESCRIBE PGE’S THIRD RISK PREMIUM ANALYSIS.

A. Dr. Zepp cites as support of his approach in this third analysis Roger

Morin’s description of a technique whereby the value of an observed
risk premium, defined as the difference between an authorized return
on equity and an observed bond rate, is statistically related to Treasury
rates. To obtain a cost of equity estimate, the “current (or projected)

long-term Treasury bond yield...is substituted” in the statistically-
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derived equation.?®® Dr. Zepp’s third risk premium analysis takes a
similar approach, using Baa bond rates®* and authorized ROE values
over the period 1985 to 2008, the latter values as proxies for actual
costs of equity, to determine values of risk premia. The resulting risk
premium values are then regressed on the respective Baa bond rates
to obtain a linear equation relating values of risk premium to Baa bond
rates.

Dr. Zepp uses this equation to determine the value of the risk
premium given the 7.14 percent average of the forecasted Baa
corporate bond rate for each of 2011, 2012, and 2013. Dr. Zepp then
adds the 3.72 percent risk premium to the 7.14 percent forecasted
average 2011 — 2013 Baa corporate bond rate to obtain an equity cost

of 10.9 percent for “a typical electric utility” in 2011 through 2013.%%°

. WHAT ARE YOUR THOUGHTS ON THIS THIRD PGE RISK

PREMIUM ANALYSIS?

Both Dr. Zepp’s equation®®! and presumably Dr. Morin’s as well suffer
from two flaws. The first flaw involves using the same set of values—
those for the bond rate—on both sides of the regression model, or
equation. The dependent variable in the regression model is the

observed risk premium and the independent variable is the bond yield

228

229

230

231

See Morin, op. cit., pages 125-126.

The bond rates are those prevailing six months prior to the issuance of the Order
authorizing the specific ROE.

See Exhibits PGE/1200 Zepp/37 line 12 through line 17 and PGE/1214.
See the “Formula” equation in Exhibit PGE/1214.
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(or rate). The risk premium, however, is defined as the difference
between the observed authorized ROE and the bond rate. While not
specifically mentioned in his description of this analysis, Dr. Zepp
obtains the observed risk premium by subtracting the observed bond
rate from the observed authorized ROE values.?*? Exhibit PGE/1214
does shed some light on the approach used in this analysis. Note that
Dr. Zepp defines as “Formula:”

Risk Premium = Aj + (A1 x Baa Bond Rate);
where the values of Ag and A1 are estimated coefficients resulting from
the regression analysis. This is the regression analysis having the
statistics reported as the “Regression Output:” in this Exhibit. While not
shown in this Exhibit, values of “Risk Premium” are defined, in the
Exhibit's heading, as “Determined by Relationship Between Authorized
ROEs and Baa Corporate Bond Rates...” This relationship is more
precisely defined as:

Risk Premium = Authorized ROE — Baa Bond Rate.

This is not the first occasion Staff has had this issue with a risk
premium analysis presented in PGE testimony. In Docket No. UE 180,
Staff provided testimony on the same issue, in that docket regarding

what PGE then termed its Risk Positioning Model, or RPM:

232

See also Exhibits PGE/1212 and PGE/1213. In the former, the “Average Annual Risk
Premium” is obtained by subtracting the “Baa Corporate Bond Rates” from the
observed “Return on Equity.” In the latter, the “Risk Premium” is obtained by
subtracting the “Baa Corporate Bond Rate” for December of the prior year from the
“Total Return” of the index.
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“Q. PLEASE DISCUSS YOUR SECOND MAJOR CONCERN
THAT THE STATISTICAL RESULTS OF PGE’'S RPM ARE
FALLACIOUS.

A. PGE’s model subtracts either a Treasury rate or a corporate
rate from the Commission authorized ROE and then regresses
that difference on the same Treasury or corporate rate.
Mathematically this can be express as the following: (AROE;, —
Ti¢—1) = a+ B=*T;;_1 + €. Because the term T;,_; is on both
sides of the equation, the results are a “finding” that the interest
rate that was subtracted from the authorized cost of equity helps
explain the difference between the authorized cost of equity and
that same interest rate. This circular reasoning results in
statistical tests that appear to show a high degree of statistical

significance.”®*

WHAT IS THE SECOND FLAW IN THIS THIRD RISK PREMIUM
ANALYSIS?

The risk premium analysis described in Exhibit PGE/1200 Zepp/35
through Zepp/38 and documented at a high level in Exhibit PGE/1214
uses historical authorized ROEs as an explanatory variable in
estimating that “...a typical electric utility can expect to face a cost of

equity of 10.9% in 201 1-13.7234,235

233

234

235

See, in Docket No. UE 180, Exhibit Staff/1100 Conway/6 lines 10-20.
Exhibit PGE/1200 Zepp/37 lines 16-17.

Note that if the estimated 2011 Baa corporate bond rate in Exhibit PGE/1211 of 6.8
percent is used, the estimated equity cost for the typical electric utility for 2011,
PGE'’s test year in this proceeding, is (3.72% + 6.80% =) 10.52 percent.
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This third risk premium analysis is similar to the “risk positioning”
model used by PGE in Docket No. UE 180, where PGE calculated “the
difference between the cost of equity found appropriate in non-
stipulated, authorized ROE decisions by regulatory bodies, on
average, since 1983, and either electric utility corporate bonds or

Treasuries.”?®

. WHAT DID THE COMMISSION INCLUDE IN ORDER NO. 07-015

WITH RESPECT TO PGE'S RISK POSITIONING MODEL IN

DOCKET NO. UE 180?

. Included in the Commission’s Order was the affirmation that “the

position taken by the Commission in Docket No. UE 115, that the
Commission will not rely on ROEs authorized in other jurisdictions to
determine an Oregon utility’s authorized ROE, but will use those
decisions to gauge the reasonableness of our decision” and that “[i]n
addition, for the reasons given in docket UE 115, we reject the risk
positioning model...we find, based on the evidence in this record, that

the reasoning expressed in that order remains sound.”?*’

. WHAT DO YOU KNOW ABOUT THE EXPLANATORY POWER OF

PGE’S THIRD RISK PREMIUM ANALYSIS?

2% Order No. 07-015, page 42.
%7 Order No. 07-015, page 47.
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A. PGE has provided, in Exhibit PGE/1213, Baa corporate bond rates®®

10

11

12

13

14

15

16

17

18

19

20

and the realized total return on Moody’s Electric Utilities index, as
updated by Dr. Zepp, for the period 1951 — 2008. The provided bond
rates are for December of the preceding year, which is not the same as
the six-month lag from the date each decision was issued used by Dr.
Zepp in Exhibit PGE/1214, and neither is the actual Index total return
the same measure as jurisdictionally authorized ROEs. Recognizing
that rates on the same underlying security used in PGE’s third risk

premium analysis and actual (“market’?*®

) returns of an electric utility
index were each available for 1951 through 2008, | developed a chart
of these actual electric utility index equity returns against the costs of
equity resulting from use of the values and coefficients in Exhibit
PGE/1214. This chart is depicted in Figure 8 (following), where the
solid line represents equality between the cost of equity predicted by
PGE'’s third risk premium analysis and the actual total return on the
index; i.e., the locus where all observations would plot if PGE’s third
risk premium analysis had perfect explanatory power. To be sure, this
is a simple illustration of the predicted cost of equity given a wide

variety (58 years’ worth) of levels of Baa corporate bond rates versus

actual market returns for an index of electric utility stocks.

238

239

Baa corporate bonds are the underlying security in PGE’s third risk premium
analysis, as documented in Exhibit PGE/1214.

See Exhibit PGE/1200 Zepp/34 line 2.
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Figure 8
Estimated Equity Costs and Actual Returns
1951 - 2008
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Actual Total Return: Moody's Electric Utility Index
(The solid line represents the predicted equity cost on both axes)

Acknowledging some intuitive veracity in the sentiment that “[i]f a
model explains well, then it will generally forecast well, given similar
circumstances,”®*° | conclude PGE’s third risk premium analysis
neither explains well,?*" nor does it “generally forecast well.”

Q. WHAT DO YOU RECOMMEND TO THE COMMISSION REGARDING
THE COST OF EQUITY ESTIMATES PGE OBTAINS FROM THESE
THREE RISK PREMIUM ANALYSES?

A. I recommend the Commission reject the results of these analyses for

the reasons discussed above.

240 Exhibit PGE/2700 Hager — Valach/21 lines 16 — 18 in Docket No. UE 180.
1 The R? (coefficient of determination) value reported in Exhibit PGE/1214 is 58.2%.
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RISK AND RETURN REVISITED
YOU DISCUSSED SOME ASPECTS OF RISK AND RETURN
EARLIER IN THIS TESTIMONY. DO YOU HAVE ANY THOUGHTS
ON THIS TOPIC AS APPLIED TO PGE SPECIFICALLY?
PGE provided a chart of the Chicago Board Options Exchange (CBOE)
Volatility Index (symbol “VIX”)**? in testimony,?** and | believe a brief,
non-technical description may be useful. Prices of the VIX are in terms
of percentage points and translate, roughly, to the expected movement
in the S&P 500 index over the next 30-day period, on an annualized
basis. For example, if the VIX is at 15, this represents an expected
annualized change of 15 percent over the next 30 days; thus one can
infer that the index option markets expect the S&P 500 to move up or
down over the next 30-day period. That is, index options are priced
with the assumption of a 68 percent likelihood (one standard deviation)
that the magnitude of the S&P 500's 30-day return will be less than

1.17 percent (up or down).24424°

242

243

244

245

The Volatility Index or VIX is a popular measure of the implied volatility of S&P 500
index options. It is not backed by anything and positions held are merely a prediction
of a future. A high value corresponds to a more volatile market and therefore more
costly options, which can be used to defray risk from this volatility by selling options.
Often referred to as the fear index, it represents one measure of the market's
expectation of volatility over the next 30-day period.

See Exhibit PGE/1100 Hager — Valach/13.
Adapted from Wikipedia.

The 30-day return of 1.17 percent, compounded 12 times (approximately “monthly”),
implies an annualized rate of £14.98 percent.
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The VIX chart in the Company’s testimony spanned roughly the
period 2005 through 2009. | thought it might be useful to update PGE'’s
chart to include all data available, as depicted in Figure 9 (following).?*®
At some risk, | will identify a few “peaks” in the index over the past 20
years: the Asian crisis (“Asian contagion”) — 1997; the Russian
financial crisis — 1998; the events of 9/11 and after — 2001; and the
current “Greek/Euro” crisis of 2010. Other than 2002 (post- 9/117?), the

only other time the index has been above 40 in its now 20-year history

is in the 2007 — 2009(?) recession.

Figure 9

VIX Index — Available History
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One potential conclusion from reviewing the above is that the big

crisis—of at least the last 20 years, as measured by the VIX—now is

26 Source: BigCharts at http://bigcharts.marketwatch.com .
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behind us, and we are currently in one of what might be described as
“periodic crises,” such as those listed above. Higher volatility in the
S&P 500 stock index than the average experience over the last 20
years seems indicated between now (late May) and late June; i.e.,

within the next 30 days as | write this.

. WILL THE PRICE OF PGE STOCK EXPERIENCE HIGHER THAN

AVERAGE VOLATILITY OVER THE NEXT 30 DAYS?

| don’t know.

Q. IS PGE LESS RISKY THAN THE MARKET?

A. Yes. PGE’s testimony provides some level of detail around various

risks to which the Company is described as being exposed.?*’ The

rational investor however, does diversify away these risks. The result is

248

that PGE’s stock price fully“*® reflects all risks considered relevant by

all entities that impact its price by buying or selling PGE stock.

. ARE THE RISKS PGE DESCRIBES IN TESTIMONY ALL INCLUSIVE

OF RISKS FACED BY THE COMPANY?
Probably not. | have attached as Exhibit Staff/923 the risk factors listed
in the Company’s most recent SEC Form 10-K filing.?*°

All of the listed risks, and almost certainly some that are not listed,

are reflected in PGE’s stock price.?*

247

248

249

See especially Exhibit PGE/1100 Hager — Valach/26-30.

The extent of “fully” depends on which variation of the efficient market hypothesis
(E-M-H) is valid, or “true.” For a discussion of the E-M-H, see, for example, Brealey
and Myers, op. cit., pages 287-298.

This filing was for the fiscal year ending December 31, 2009.
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IF PGE FACES ALL OF THE RISKS DESCRIBED IN TESTIMONY,
AND ALL OF THE RISKS DESCRIBED IN THE MOST RECENT SEC
FORM 10-K FILING, HOW DOES THE COMPANY’S RISK
COMPARE WITH THE RISK OF OTHER ELECTRIC UTILITIES?
PGE'’s risk is average relative to the other electric utilities on its list of
comparable companies. Figure 10%" (following) decomposes the

k,2%2 which is the risk that matters to investors in the

market ris
Company’s common stock, into two categories: financial risk?*® and
business risk. The vertical axis represents the value of the Company
stock’s beta, or total risk of the Company, and the horizontal axis
represents the financial risk to the company. Note that, if PGE was
entirely equity financed, the total risk would equal the business risk.
Another way to think of this is that the volatility of PGE’s stock

increases (market risk increases), all else being equal, as the

proportion of debt in its capital structure is increased.

250

251

252

253

The Commission has previously expressed what | take as concurrence with the “risk
reflected in stock price” reasoning. Language at page 24 in Order No. 01-777
included the following: “The DCF model estimates the cost of equity by determining
the present value of the future cash flows that investors expect to receive from
holding common stock. The current stock price is assumed to reflect investors’
expectations for the stock, including future dividends and price appreciation;”
emphasis added.

This figure was taken from Morin, op. cit., page 222.

It is clear here that Morin is describing market risk, as he states that “beta is a
measure of the systematic risk...” Ibid., page 222. Recall that the terms “market risk”
and “systematic risk” are synonymous.

The financial risk is due PGE’s capital structure being composed of not only
shareholders’ or common equity, but also debt.
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Figure 10

FIGURE 7-2

RELATIONSHIP BETWEEN BETA AND FINANCIAL RISK
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To reasonably compare PGE'’s risk with other electric utilities, it

makes sense to “put them on the same basis” with respect to financial

»254

risk. One way to do that is to “deleverage™™” each of the companies in

255

PGE’s list of comparable companies (including PGE)“"° so that each

has a hypothetical capital structure of 100 percent common equity.?*®

254 ” o« ”

The terms “delever,” “unlever,” “unleverage,” and “deleverage,” and the respective
variants of each (e.g., delevering, unlevering, unleveraging, and deleveraging) are
used synonymously in my testimony. | trust my meaning is, in context, clear with
each usage.

| work with the companies on PGE’s list and not my list only because it includes more
companies. There is no more than a 0.02 difference between the two groups of
companies for either the average observed (leveraged) beta or for the average
unleveraged beta. Recall that 12 of my 13 comparable companies are on PGE’s list
of comparable companies.

% | used the Hamada equation, previously discussed in my testimony, to calculate the

unleveraged beta for each company.
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The deleveraging compensates for any difference in risk due to
differences in the degree of financial leverage; with the result that the
unleveraged betas now reflect each company’s business risk, as
depicted in Figure 10, and no financial risk.

Q. WHAT ARE THE RESULTS OF THE DELEVERAGING? CAN WE
NOW COMPARE THE BUSINESS (NON-FINANCIAL) RISK
BETWEEN THESE DIFFERENT ELECTRIC UTILITIES?

A. Table 8 (following) lists, for each company in PGE’s list of comparable
companies except NorthWestern Corp., the beta value after
deleveraging®’ to reflect capital structures composed entirely of

common equity; i.e., without any debt:

Table 8

Non-financial Risk

Value
o5 Line Unleveraged
PGE's Comparable Companies Beta Beta
Allegheny Energy Inc. 0.95 0.55
ALLETE 0.70 0.45
Alliant Energy Corp 0.70 0.47
Ameren Corp.? 0.80 0.49
American Electric Power Co. Inc. 0.70 0.38
Avista Corp. 0.70 0.43
Cleco Corp. 0.65 0.38
CMS Energy Corp. 0.75 0.31
DPL Inc. 0.60 0.36
DTE Energy Co. 0.75 0.44
Duke Energy Corp.? 0.65 0.42
Edison International 0.80 0.44

»7 The beta value after deleveraging is represented in Figure 10 as .

%8 Does not include NorthWestern Corp.
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Empire District Electric Co.
Entergy Corp.

FPL Group, Inc.

Great Plains Energy Inc.?
Hawaiian Electric Industries
IDACORP

MGE Energy Inc.

OGE Energy Corp.

PG&E Corp.

Pinnacle West

Portland General

Progress Energy Inc.
Southern Co.

TECO Energy, Inc.
UniSource Energy

Westar Energy Inc.
Wisconsin Energy Corporation
Xcel Energy

Average

0.70
0.70
0.75
0.75
0.70
0.70
0.65
0.75
0.55
0.75
0.75
0.60
0.55
0.85
0.70
0.75
0.65
0.65

0.71

0.41
0.38
0.37
0.43
0.45
0.41
0.47
0.43
0.33
0.46
0.41
0.34
0.31
0.49
0.32
0.43
0.37
0.37

0.41

Staff/900
Storm/92

The Value Line beta for PGE is 0.75 and averages 0.71 for the

group as a whole. This result, with PGE slightly more risky than the

average company in the group, is due entirely to the slightly more

leveraged capital structure reported by Value Line for PGE versus the

average company in the group; i.e., capital structures reflecting long-

term debt proportions of 53.0 percent and 51.6 percen

259

t,259

respectively.

The relative proportions of long-term debt and common equity (some companies

have preferred stock) | used came from the latest discrete year for which Value Line
provided estimates of these two values. This year was either 2010 or 2011,
depending on which issue of Value Line Investment Survey was used. This includes
Value Line’s forecast of PGE’s capital structure having a 53.0% long-term debt
component for 2010. | point this out, as Exhibit PGE/1201 Zepp/1 has different
capital structure components, as reflected in the “Expected Common Equity Ratio.” It
is not clear to which year these pertain. As an example, reviewing the February 5,
2010 issue of the Investment Survey for Portland General, Value Line lists the
following proportions, and whether the value is actual or estimated, for common
equity: 53.8% (actual 2008), 50.0% (estimated 2009), 47.0% (estimated 2010, the
value | used), and 50.0% (the estimated three-year average for 2012-14). | surmise
either a) the Value Line forecast changed from the forecast in the December 4, 2009
issue of Investment Survey, Summary & Index used by Dr. Zepp (see Exhibit
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After deleveraging the capital structure for each company, PGE'’s
unleveraged (and without financial risk) beta is 0.41 and the average
unleveraged beta of the companies in the group is also 0.41. PGE has
the same level of business risk, as reflected in Value Line’s beta, as
the average of the Company’s (self-chosen) comparable electric
utilities.

Dr. Zepp claims that “PGE is more risky [compared to the sample of
electric utilities in PGE Exhibit 1201] because it (a) has significant
exposure to the wholesale market due to its reliance on wind and
hydro generation, (b) is smaller than the average utility in my
benchmark sample, (c) has greater risk than in the past due to its
larger capital expenditures program, (d) has debt imputation related to
purchased power contracts, (e) currently has a PCAM that does not
reduce risk as much as the typical PCAM authorized for other electric
utilities in my sample, and (f) has other unique risks described by Mr.

Valach and Mr. Hager.”?®

Taking Dr. Zepp’s statements one-at-a-time as | read them: “a”
makes no comparison with the sample companies or any other electric

utilities; “b” is true, PGE is smaller (but not the smallest) than the

PGE/1201, footnote “b”), or b) he used a value estimated for 2009 or the estimated
average value for 2012-14.

%60 Exhibit PGE/1200 Zepp/11 line 18 through Zepp/12 line 3.
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261 “C”

average sample company; has greater risk than in the past; i.e.,

¢’ compares PGE with PGE and with no other electric utilities; “d”
makes no comparison of relative or actual values of debt imputation
versus the sample or other electric utilities;?® “e” (PGE’s PCAM) is
discussed elsewhere in Staff’'s testimony; and “f” references testimony
in Exhibit PGE/1100.

Alternatively stated and excepting any comparison of PGE’s PCAM
mechanism, PGE is, from the cited passage after distillation, more
risky than the other electric utilities in PGE’s list of comparable
companies because PGE “is smaller than the average utility” in the
sample group and has “other unique risks” described elsewhere. On
the other hand, PGE’s “more risk[iness]’ is “offset to some extent by

PGE having decoupling.”?®®

Assuming Dr. Zepp’s “f” reference is to pages 27 through 30 of
Exhibit PGE/1100, there is not one risk listed on pages 27 through 30
that is unique to PGE, except the “[u]ncertainty regarding an adverse

Trojan decision.” To my knowledge, no other electric utility in PGE’s list

of comparable companies has that particular risk; as defined, it

261

262

263

Seven of the comparable companies (eight including PGE itself) have lower levels of
market capitalization than does PGE. Notably, market capitalization is computed as
the “number of shares times price per share at November 16, 2009 as reported by
AUS Utility Reports in December 2009.” See Exhibit PGE/1201 Zepp/2 footnote “g.”

What statement “d” compares is the percent of purchased power, using values from
Value Line.

Exhibit PGE/1200 Zepp/12 line 3.
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appears to be uniquely PGE’s.?®* Notably, PGE is not “uniquely”
exposed to the ramifications of Oregon’s Senate Bill 408.

Staff data request 391, attached as Exhibit Staff/924, lists several
features or attributes where | think PGE may have less risk (or greater
positive exposure, such as demographics) than some other electric
utilities. As indicated in the Company’s response, Dr. Zepp®®® has not
conducted any studies, has not performed any literature searches, or is
otherwise not aware of how PGE stacks-up with the risks (and
opportunities) listed in parts “a” through “k” of Staff data request 391.

How risky is PGE as compared with other electric utilities? | believe
the Company has approximately average business risk based on the
deleveraged beta value of 0.41, which equals the average of the 30
electric utilities in PGE’s list of comparable companies.?®® Of some
interest, as PGE mentions the risk of companies with smaller

267 is the

capitalization than the average electric utility in PGE’s sample,
following: of the six smaller-than-PGE electric utilities in PGE’s list of

comparable companies,?® one (UniSource) has a lower unleveraged

264

265

266

267

268

Obviously, another electric utility may be exposed to the risk of an adverse decision
with respect to one or more other nuclear facilities.

Somewhat curiously, the Company’s response to Staff data request 391 is entirely in
terms of what Dr. Zepp did or did not do and special studies that are beyond the
scope of his testimony or analysis. Note that the request references “risks faced by
PGE” discussed in both Exhibits PGE/1100 Hager — Valach/26 - 30 and PGE/1200
Zepp/11 - 19.

NorthWestern Corp. is excluded.
Exhibit PGE/1200 Zepp/8 lines1-2.

| have again excluded NorthWestern Corp.

Staff/900
Storm/95
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beta (0.32); two (IDACORP and Empire District) have the same 0.41
unleveraged beta; and three (ALLETE, Avista, and MGE Energy) have
higher unleveraged betas (0.45, 0.43, and 0.47, respectively). The
average unleveraged beta of these six electric utilities, each having a
smaller - than - PGE market capitalization (as defined by PGE*®), is

0.41—the same value as PGE’s.?"°

DECOUPLING

Q. WHERE DOES PGE PROVIDE TESTIMONY ON DECOUPLING?

A. PGE’s primary testimony with respect to the Sales Normalization

Adjustment (SNA) decoupling mechanism and the Lost Revenue
Recovery (LRR) mechanism is in Exhibits PGE/1100 Hager —

Valach/8 - 9 and PGE/1500 Kuns — Cody/34 — 36.

. WHAT WAS STAFF'S PRIMARY OBJECTION TO THE SNA AND

LRR MECHANISMS PGE PROPOSED IN DOCKET NO. UE 197?
My primary objection was the potential for PGE over-collecting revenue
due to the design of the SNA mechanism.?”" This is possible under

circumstances involving the rates of residential customer growth and

269

270

See footnote “g” of Exhibit PGE/1201 Zepp/2.

Note that in the absence of intermediate rounding, the 0.41 average of these six beta
values is the result of a nearest rounding to two decimal places.

See, in Docket No. 197, Exhibits Staff/600 Storm/17 — 21, Staff/1300 Storm/11 — 15
(including the September 23, 2008 errata filing), and Staff/1301.
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the rates of change in weather-adjusted usage per residential
customer.?’

Q. WHERE THE PROPOSED MECHANISMS IMPLEMENTED?

A. Yes. As a two year pilot, the mechanisms were implemented as PGE’s
Rate Schedule 123.

Q. DID THE COMMISSION INCLUDE CONDITIONS ON THE SNA AND
LRR MECHANISMS’ PILOT?

A. Yes. The Commission, in Order No. 09-020,%® as modified by Order
No. 09-176, included seven conditions associated with approval of
PGE'’s pilot. One condition concerned PGE’s submission of an
assessment, with a requirement that six issues listed by the
Commission be addressed in the assessment. PGE provides this
assessment in Exhibit PGE/1507.

Q. DO YOU HAVE ANY THOUGHTS ON ONE OR MORE OF THE
ISSUES AND PGE’S RELATED ASSESSMENT?

A. Yes. The last question, or issue, addressed is the question of:

“Did the mechanism improve the utility’s ability to recover its
fixed costs? To what extent did fixed costs covered by fixed
cost-recovery factors increase with customer growth beyond
what was included in the test-year load forecast in this

proceeding?”

PGE’s assessment regarding this issue is as follows:

22 This also potentially applies to the small commercial customer class as well.

13 See Order No. 09-020, pages 28 through 30.
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“The decoupling mechanism improves PGE’s ability to recover
its per customer fixed costs at forecasted levels approved by the
Commission in its most recent rate case (UE-197); however,
Schedule 123 is not a full decoupling mechanism in that the
mechanism reflects only weather normalized sales and does not
fully true-up fixed cost recovery because large nonresidential
customers are not decoupled. Because PGE’s customer count
was below that forecast in UE 197, PGE is unable [to] evaluate
whether fixed costs increased due to customer growth beyond
what was included in the test-year load forecast.”
| would expand this passage, leaving aside the issue of non-
applicability to all customer classes, first agreeing that the SNA
mechanism improves the Company’s ability to recover its
residential and small commercial per customer fixed costs, and that
“Schedule 123 is not a full decoupling mechanism in that the
mechanism reflects only weather normalized sales” on a per
(residential and small commercial) customer basis and is not a full
decoupling mechanism because fixed costs for the generation and
transmission functions are not incurred on a per customer basis.
Fixed costs for these functions, like others, are largely recovered on
volumetric rates. They differ in that PGE could over-recover these
fixed costs in a situation where, with a decline in usage per

customer and growth in the number of customers interacting in

such a way (the rate of customer growth more than off-setting the
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rate of decline in usage per customer) that the total volume of
energy (kWhs) is greater than that in rates. This is the issue |
addressed in testimony in Docket No. UE 197.
DO YOU PROPOSE CHANGES THAT WOULD BOTH MAKE
THE SNA MECHANISM A MORE “FULLY DECOUPLED”
MECHANISM AND POTENTIALLY ELIMINATE THIS
OUTCOME?
Yes. | propose the SNA mechanism be “split in two” with the usage
per customer comparative values®’* composed of fixed costs other
than those representing generation and transmission and new
comparative values composed of fixed costs associated with
generation and transmission, which are established on a total
volume (not volume per customer) basis. This would remove the
potential for over-collection in situations where total volumes and
total revenue collected volumetrically increase due to customer
growth while usage per customer and the per customer revenue
value decline.

As PGE operates with functional accounting and currently
establishes revenue requirements separately by function,
implementation of this modification from an accounting and costing

perspective would seem straightforward.

274

“Values” (plural), as there is one value for each of the residential and small
commercial customer classes.
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Q. WHAT RECOMMENDATIONS DO YOU MAKE TO THE

COMMISSION REGARDING PGE'’S SNA AND LRR

MECHANISMS?

. | recommend the Commission continue to associate PGE’'s SNA

and LRR mechanisms with a no less than 10 basis point reduction
in authorized ROE. Although the recommended 9.2 percent point
estimate of ROE is inclusive of a 10 basis point downward
adjustment for PGE’s reduced risk associated with decoupling and
lost revenue recovery mechanisms, a 2011 test year
discontinuance of the mechanisms would argue for an upward
adjustment of my recommended 9.2 percent ROE point estimate to

9.3 percent.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.
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M.B.A. University of Oregon; Eugene, Oregon
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Employed by the Public Utility Commission of Oregon since
October 2007, 1 am currently Program Manager of the Economic
and Policy Analysis Section. My responsibilities include leading a
team of analysts engaged in economic and financial research and
providing technical support on a wide range of policy issues
involving electric, natural gas, and telecommunications utilities. |
have testified before the Commission on policy and technical
issues in multiple dockets.

Prior regulatory experience includes four years in which my
responsibilities included developing responses to data requests
regarding the financial analysis of new products and services at
US WEST Communications.

| was a self-employed financial planner for eight years following an
18 year career in management positions engaged in pricing and
cost analysis; financial analysis, planning and management; and
strategic planning in the publishing and telecommunications
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ABSTRACT

We estimate the forward-looking long-term equity risk premium by extrapolating the way it
participated in the real economy. We decompose the 1926-2000 historical equity returns into
supply factors including inflation, earnings, dividends, price to earnings ratio, dividend payout
ratio, book value, return on equity, and GDP per capita. There are several key findings: First, the
growth in corporate productivity measured by earnings is in line with the growth of overall
economic productivity. Second, P/E increases account for only a small portion of the total return
of equity (1.25% of the total 10.70%). The bulk of the return is attributable to dividend payments
and nominal earnings growth (including inflation and real earnings growth). Third, the increase in
factor share of equity relative to the overall economy can be more than fully attributed to the
increase in the P/E ratio. Fourth, there is a secular decline in the dividend yield and payout ratio,
rendering dividend growth alone a poor measure of corporate profitability and future growth.
Contrary to several recent studies, our supply side model forecast of the equity risk premium is
only slightly lower than the pure historical return estimate. The long-term equity risk premium
(relative to the long-term government bond yield) is estimated to be about 6% arithmetically, and
© 4% geometrically. Our estimate is in line with both the historical supply measures of the public

corporations (i.e., earnings) and the overall economic productivity (GDP per capita).
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I. INTRODUCTION

Numerous authors are directing their efforts toward estimating expected réturns on stocks
incremental to bonds.! These equity risk premium studies can be categorized into four groups
based on the approaches they have taken. The first group of studies try to derive fhe equity risk
premiums from historical returns between stocks and bonds as was done in Ibbotson and
Sinquefield (1976a,b). The second group, which includes our current paper, uses fundamental
information such as earnings, dividends, or overall economic productivity to measure the expected
equity risk premium. The third group adopts demand side models that derive expected equity.
returns through the payoff demanded by investors for bearing the risk of equity investments, as in
the Ibbotson, Siegel, and Diermeier (1984) demand framework, and especially in the large body of
literature following the seminal work of Mehra and Prescott (1985). The fourth group relies on

opinions of investors and financial professionals through broad surveys.

Our paper uses supply side models. We first used this type of model in Diermeier, Ibbotson, and
Siegel (1984). There have been numerous other authors who have also used suppiy side models,
usually focusing on the Gordon (1962) constant dividend growth model. For example, Siegel
(1999) predicts that the equity risk premium will shrink in the future due to low current dividend
yields and high equity valuations. Fama and French (2002) use a longer time period (1872 to
1999) to get historical expected geometric equity risk premiums of 2.55% using dividend growth
rates, and 4.32% using earnings growth rates.? They argue that the increase in P/E ratio has
resulted in a realized equity risk premium that has been higher than ex ante expected. Campbell
and Shiller (2001) argue for low returns, because they believe the current market is overvalued.
Arnott and Ryan (2001) argue that the forward-looking equity risk premium is actually negative.

This stems from using the low current dividend yield plus their very low forecast dividend growth.
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Arnott and Bernstein (2002) argue similarly that the forward-looking equity risk premium is near
zero or negative. We later argue that mixing the current low dividend yields and payout ratios with

historical dividend yield growth violates Miller and Modigliani (1961) dividend theory.

The survey results generally support somewhat higher equity risk premiums. For example, Welch
(2000) conducted a survey among 226 academic financial economics on equity risk premium
expectations. The survey shows that the geometric long horizon equity risk premium forecast is
almost 4%.% Graham and Harvey (2001) conducted a multi-year survey of CFOs of U.S.
corporations, they find that the expected 10-year geometric average equity risk premium ranges

from 3.9% to 4.7%.

In this paper, we link historical equity returns with factors commonly used to describe the
aggregate equity market and overall economic productivity. Unlike some studies, our results are
portrayed on a per share basis (per capita in the case of GDP). The factors include inflation,
earnings per share, dividends per share, price to earnings ratio, dividend payout ratio, book value
per share, return on equity, and GDP per capita." We first decompose the historical equity returns
into different sets of components based on six different methods. Then, we examine each of the
components within the six methods. Finally, we forecast the equity risk premium through supply

side models using historical data.

Our long-term forecasts are consistent with the historical supply of U.S. capital market earnings
and GDP per capita growth over the period 1926-2000. In an important distinction from the
forecasts of many others, our forecasts assume market efficiency and a constant equity risk
premium.® Thus the current high P/E ratio represents the market’s forecast of higher earnings

growth rates. Furthermore, our forecasts are consistent with Miller and Modigliani (1961) theory
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so that dividend payout ratios do not affect P/E ratios and high earnings retention rates (usually
associated with low yields) imply higher per share future growth. To the extent that corporate cash
is not used for reinvestment, it is assumed to be used to repurchase a company’s own shares or
perhaps more frequently to purchase other companies’ shares. Finally, our forecasts treat inflation

as a pass-through, so that the entire analysis can be done in real terms.
II. THE SIX METHODS FOR DECOMPOSING HISTORICAL EQUITY RETURNS

We present six different methods of decomposing historical equity returns. The first two methods
(especially method 1) are models based entirely on historical returns. The other four methods are
models of the supply side. We evaluated each method and its components by applying historical
data from 1926 to 2000. The historical equity return and earnings data used in this study are
obtained from Wilson and Jones (2002).% The average compounded annual return for the stock
market over the period 1926-2000 is 10.70%. The arithmetic annual average return is 12.56% and
the standard deviation is 19.67%. In as much as our methods use geometric averages, we focus on
components of the geometric return (10.70%). Later in the paper when we do our forecasts, we

convert geometric average returns to arithmetic average returns.

Method 1 - Building Blocks Method
Tbbotson and Sinquefield (1976a,b) develop a building blocks method to explain equity returns.
The three building blocks are inflation, real risk-free rate, and equity risk premium. Inflation is

represented by the changes in the Consumer Price Index (CPI). The equity risk premium and the

real risk-free rate for year t, ERP, and RRf, , are given by
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ERP, = 1+ R, _1=R1"Rfr 1)
1+ Rf, 1+ Rf,
RRf, = 1+ Rf, _1=Rf,—-CPI, @)
1+CPI, 1+CPI,
R,=(1+CPI,)><(1+RRf,)><(1+ERR)-—1 (3)

R, is the return of U.S. stock market represented by the S&P 500 index. Rf, is the return of risk-

free assets represented by the income return of long-term U.S. government bonds. The
compounded average for equity return is 10.70% from 1926-2000. For the equity risk premium,
we can interpret that investors were compensated 5.24% per year for investing in common stocks
rather than long-term risk-free assets like the long-term US government bonds.” This also shows
that roughly half of the total historical equity return has come from the equity risk premium, and
the other half is from inflation and long-term real risk-free rate. The average U.S. equity returns

from 1926 and 2000 can be reconstructed as follows:

R =(1+CPI Yx(1+RRf)x(1+ ERP)—1

4
10.70% = (1+3.08%)x (1 + 2.05%) x (1 + 5.24%) -1

Method 2 - Capital Gain and Income Method
The equity return can be broken into capital gain (cg) and income return (Inc) based on the form

in which the return is distributed. Income return of common stock is distributed to investors

through dividends, while capital gain is distributed through price appreciation. Real capital gain
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(Rcg ) can be computed by subtracting inflation from capital gain. The equity return in period t

can then be decomposed as follows:
R, =[(1+CPI,)x (1 + Reg,)~1]+ Inc, + Riny, (5)

The average income return is calculated to be 4.28%, the average capital gain is 6.19%, and the
average real capital gain is 3.02%. Rinv , the re-investment return, averages 0.20% from 1926 to

2000. The average U.S. equity return from 1926 to 2000 can be computed according to

R =|a+CPI )% (1+ Reg)— 1|+ Tnc + Rinv

(6)
10.70% = [(1+3.08%) X (1 + 3.02%) — 1]+ 4.28% + 0.20%

Figure 1 shows the decomposition of the building blocks method and the capital gain and income

method from 1926 to 2000.

Method 3 - Earnings Model
The real capital gain portion of the return in the capital gain and income method can be broken .
into growth in real earnings per share (g ;s ) and growth in the price to earnings ratio (gp/E)

P, P/E E :
Reg =t —l=—tt "t x 7t _J=(+ X1+ -1 7
“ P PL/E., E, (81 ) X (+ Eraps,) (7)

Therefore, the equity’s total return can be broken into four components: inflation; the growth in

real earnings per share; the growth in the price to earnings ratio; and income return.

R, =|(1+ CPLYX 1+ g pgps )X (1+ &5y 5,,) = 1|+ Inc, + Rimw, ®)
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The real earnings of US equity' increased 1.75% annually from 1926. The P/E ratio was 10.22 at
the beginning of 1926. It grew to 25.96 at the end of 2000. The highest P/E (136.50) was recorded
during the depression in 1932 when earnings were near zero, while the lowest (7.26) was recorded
in 1979. The average year-end P/E ratio is 13.76.® Figure 2 shows the price to earnings ratio from

1926 to 2000. The U.S. equity returns from 1926 and 2000 can be computed according to

R = l-(l+a;j )X(1+gREPS)X(l+gP/E)—1J+77;E+Rinv
10.70% = [(1+3.08%) x (1+1.75%)x (1+1.25%) — 1]+ 4.28%+0.20%

9

Method 4 - Dividends Model

Dividend (Div) equals the earnings times the dividend payout ratio (PO); therefore, the growth
rate of earnings can be calculated by the difference between the growth rate of dividend and the

growth rate of the payout ratio.

Eps, =2 (10)
PO,
1+ grom
(1+gREPS,r)=——"—”( Eoms) (11)

(A+gr0,)
We substitute dividend gfowth énd payout ratio growth for the earnings growth in equation 8. The
equity’s total return in period t can be broken into five components: 1) inflation; 2) the growth
rate of the price earnings ratio; 3) the growth rate of thé dollar amount of dividend after inflation;
4) the growth rate of the payout ratio; and 5) the dividend yield.

(1 + gRDiv,t) _

R =|(1+CPIYx(+ X
‘ \:( IX( gP/E,t) (1+gpo")

1} + Inc, + Rinv, (12)
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Figure 3 shows the annual income return (dividend yield) of U.S. equity from 1926 to 2000. The
dividend yield dropped from 5.15% at the beginning of 1926 to only 1.10% at the end of 2000.
Figure 4 shows the year-end dividend payout ratio from 1926 to 2000. On average, the dollar
amount of dividends grew 1.23% after inflation per year, while the dividend payout ratio
decreased 0.51% per year. The dividend payout ratio was 46.68% at the beginning of 1926. It
decreases to 31.78% at the end of 2000. The highest dividend payout ratio (929.12%) was
recorded in 1932, while the lowest was recorded in 2000. The U.S. equity returns from 1926 and

2000 can be computed according to

F={(l+6f’7 )X(l-l‘ gP/E)X-g—l—f—g&Dﬂ—)-—l]-{—EE—}-Rinv
(1+gp0)

1+1.23%
1-0.51%

(13)

10.70%=[(1+3.08%)><(1+1.25%)>< ——1]+4.28%+0.20%

Method 5 - Return on Book Equity Model

We can also break the earnings into book value of equity (BV) and return on equity (ROE).
EPS, = BV,xROE, ‘ (14)
The growth rate of earnings can be calculated by the combined growth rate of BV and ROE.
1+ g reps,) = U+ Eray YA+ &ros,) (15)

We substitute BV growth and ROE growth for the earnings growth in the equity return

decomposition. The equity’s total return in period t can be computed by,

R, =1+ CPLYX 1+ g5 )X U+ & iy, )X A+ E o) —1]+ Inc, + Rinv, (16)

We estimate that the average growth rate of the book value after inflation is 1.46% from 1926 to
2000.° The average ROE growth per year is calculated to be 0.31% during the same time period.
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R =[(1+CPT YU+ 87, 5) X (1 23 )X (1+ Zrop) — 1|+ Tnc + Rinv
10.70% = [(1+3.08%) x (1+1.25%)x (1 +1.46%)x (1+0.31%) — 1]+ 4.28%+0.20%

(17)

 Method 6 - GDP Per Capita Model

Diermeier, Ibbotson, and Siegel (1984) proposed a framework to analyze the aggregate supply of
financial asset returns. Since we are only interested in the supply model of the equity returns in this
study, we developed a slightly different supply method based on the growth of the economic

productivity. This method can be expressed by the following equation:
R, =|(1+CPLYX(1+ Rg s por, )X A+ g5, )1+ Inc, + Rin, (18)

The return of the equity market over the long run can be decomposed into four components: 1)

inflation; 2) real growth rate of the overall economic productivity (the GDP per capita

(&cppsrop)); 3) the increase of the equity market relative to the overall economic productivity
(increase in the factor share of equities in the overall economy (g)); and 4) dividend yields.

Instead of assuming a constant factor share, we examine the historical growth rate of factor share

relative to the overall growth of the economy.

Figure 5 shows the growth of the stocks market, GDP per capita, earnings, and dividends
initialized to unity at the end of 1925. In the early 1930s, the stock market, earnings, dividends,
and GDP per capita level dropped significantly. Overall, GDP per capita slightly outgrew earnings
and dividends, but they all grew at approximately the same rate. In other words, overall economic

productivity increased slightly faster than corporate earnings and dividends through the past 75
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years. Although GDP per capita outgrew earnings and dividends, the overall stock market price
grew faster than GDP per capité. This is primarily because the P/E ratio increased 2.54 times
during the same time period. We calculate that the average annual increase in the factor share of
the equity market relative to the overall economy to be 0.96%. The factor share increase is less
than the annual increase of P/E ratio (1.25%) over the same time period. This suggests that the
increase in the equity market share relative to the overall economy can be fully attributed to the

increase in the P/E ratio.

R=[(1+CPT )% (1+ Regprpor) ¥ A+ 2rg) ~ 1]+ Tic + Rirmy

(19)
10.70% = [(1+3.08%) X (1+2.04%) x (1+ 0.96%) — 1]+ 4.28% + 0.20%

Summary of Historical Equity Returns and its Components
Figure 6 shows the decomposition of models two through six into their components. The
differences across the five models are the different components that represent the capital gain

portion of the equity returns.

There are several important findings. First, as shown in Figure 5, the growth in corporate earnings
is in line with the growth of the overall economic productivity. Second, P/E increases account for
only 1.25% of the 10.70% total equity returns. Most of returns are attributable to dividend
payments and nominal earnings growth (including inflation and real earnings growth). Third, the
increase in relative factor share of the equity can be fully attributed to the increase in the P/E ratio.
Overall economic productivity outgrew both corporate earnings and dividends from 1926 through
2000. Fourth, despite the record earnings growth in the 1990s, the dividend yield and the payout
ratio declined sharply, which renders dividends alone a poor measure for corporate profitability
and future earnings growth.
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III. THE LONG -TERM FORECAST OF THE SUPPLY OF EQUITY RETURNS

Supply side models can be used to forecast the long-term expected equity return. The supply of
stock market returns is generated by the productivity of the corporations in the real economy.
Over the long run, the equity return should be close to the long run supply estimate. In other
words, investors should not expect a much higher or a much lower return than that produced by
the companies in the real economy. We believe the investors’ expectations on the long-term equity

performance should be based on the supply of equity returns produced by corporations.

The supply of equity returns consists of two main components: current returns in the form of
dividends and long-term productivity growth in the form of capital gains. We focus on three
supply side models: the earnings model, the dividend model, and the GDP per capita model
(Method 3, Method 4, and Method 6 in section III).*° We study the components of the three
methéds. Specifically, we identify which components are tied to the supply of equity returns, and
which components are not. Then, we estimate the long-term sustainable return based on historical

information on these supply components.

Method 3F - Forward-Looking Earnings Model

According to the earnings model (equation 8), the historical equity return can be broken into four
components: the income return; inflation; the growth in real earnings per share; and the growth in
the P/E ratio. Only the first three of these components are historically supplied by companies. The
growth in P/E ratio reflects investors’ changing prediction of future earnings growth. Although we
forecast that the past supply of corporate growth will continue, we do not forecast any change in
investors’ predictions. Thus, the supply of the equity return (SR) only includes inflation, the

growth in real earnings per share, and income return.
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SR, =|(1+CPLYX(1+ g pps,,) ~ 1]+ Inc, + Rinv, (20)

The long-term supply of U.S. equity returns based on the earnings method is 9.37%. This model
uses the historical income return as an input for reasons that are discussed in the later section

“Differences Between the Earnings Model (3F) and the Dividends Model (4r)”.

SR = |(1+CPT yX(1+ g gpg) —1|+ Tnc + Rinv

(21)
9.37% = [(1+3.08%) x (1+1.75%) — 1]+ 4.28% + 0.20%

The supply side equity risk premium (SERP) based on the earnings model is calculated to be

3.97%. This is shown in Figure 7.

SERD = (l+_§1€) _1= 1+9.37% _
(1+CPI )x(1+RRf) (1+3.08%) x(1+2.05%)

1=3.97% (22)

Method 4F - Forward-Looking Dividends Method

The forward-looking dividend model is also referred to as the constant dividend growth model (or
the Gordon model), where the expected equity return equals the dividend yield plus the expected
dividend growth rate. The supply of the equity return in the Gordon model includes inflation, the
growth in real dividend, and dividend yield. As is commonly done with the constant dividend
growth model, we have used the current dividend yield of 1.10%, instead of the historical
dividend yield of 4.28%. This reduces the estimate of the supply of equity returns to 5.44%. The

equity risk premium is estimated to be 0.24%. Figure 8 shows the equity risk premium estimate
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based on the earnings model and the dividends model. In the next section, we show why we
disagree with the dividends model and prefer to use the earnings model to estimate the supply side

equity risk premium.

SR =|(1+CPT Y% (1+ g o) ~1 ]+ Inc(00) + Rinv

(23)
5.54% = [(1+3.08%) X (1+123%)—1]+1.10%+0.20%

SERP = (1+SR) 1= 1+5.54%
(1+CPI )x(1+RRf)  (1+3.08%)x(1+2.05%)

-1=0.24% (24)

Differences Between the Earnings Model (3F) and the Dividends Model (4F)
There are essentially two differences between the earnings model (3F) and the dividends model
(4F). The two differences are reconciled in the two right bars (4F") in Figure 8. The differences

relate to the low current payout ratio, and the high current P/E ratio.

First, the earnings model uses the historical earnings grovﬁh to reflect the growth in productivity,
while the dividend model uses historical dividend growth. Historical dividend growth
underestimates historical earnings growth because of the decrease in the payout ratio. Overall, the
dividend growth underestimated the increase in earnings productivity by 0.51% per year from
1926 to 2000. The low current payout ratio is also reflected in today’s low dividend yield. The
payout ratio is at a historic low of 31.8%, compared to the historical average payout of 59.2%.
Applying such a low rate forward would mean that even more earnings would be retained in the
future than in the historical period. Had more earnings been retained, the historic earnings growth
would have been 0.95% per year higher. Thus, it is necessary to adjust the 1.10% current yield

upward by 0.95% assuming the historical average dividend payout ratio.

13 Stock Market Returns in the Long Run




Staff/902
Storm/15

Using the current dividend payout ratio in the dividend model, 4F, creates two errors, both of
which violate Miller and Modigliani (1961) theory. The firms’ dividend payout ratio only affects
the form in which shareholders receive their returns, (i.e. dividends or capital gains), but not their
total return. Using the low current dividend payout ratio should not affect our forecast, thus the
dividend model has to be upwardly adjusted by 1.46% (both 0.51% and 0.95%), so as not to
violate M&M Theory. Firms today likely have such low payout ratios in order to reduce the tax
burden of their investors. Instead of paying dividends, many companies reinvest earnings, buy back

shares or use their cash to purchase other companies."

The second difference between models 3F and 4F is related to the current P/E ratio (25.96) being
much higher than the historical average (13.76). The current yield (1.10%) is at a historic low both
because of the previously mentioned low payout ratio and because of the high P/E ratio. Even
a'ssuming the historical average payout ratio, the current dividend yield would be much lower than
its historical average (2.05% vs.' 4.28%) This difference is geometrically estimated to be 2.28% per
year. The high P/E ratio can be caused by 1) mis-pricing; 2) low required rate of return; and/or 3)
high expected future earnings growth rate. Mis-pricing is eliminated by our assumption of market
efficiency. A low required rate of return is eliminated since we assume a constant equity risk
premium through the past and future periods that we are trying to estimate. Thus, we interpret the
high P/E ratio as the market expectation of higher earnings growth."?

SR = |(1+ CPT )X (1 + Zron) X (1= Bp0) — 1+ Inc(00) + AY + AG + Rinv
0.67% = [(1+ 3.08%) X (1 +123%) X (1+0.51%) — 1]+ 1.10% + 0.95% + 2.28% + 0.20%

(@5)
To summarize, there are three differences between the earnings model and the dividends model.

The first two differences relate to the dividend payout ratio and are direct violations of the Miller
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& Modigliani (1961) theorem. We interpret that the third difference is due to the expectation of
higher than average earnings growth, predicted by the high current P/E ratio. These differences
reconcile the earnings and dividend models. Equation 25 presented model 4F’, which reconciles

the difference between the earnings model and the dividends model.

Geometric vs. Arithmetic

The estimated equity returns (9.37%) and equity risk premiums (3.97%) are geometric averages.
~ The arithmetic average is often used in portfolio optimization. There are several ways to convert
the geometric average into an arithrhetic average. One method is to assume the returns are
independently log-normally.distributed over time. Then the arithmetic and geometric roughly

follows the following relationship:

2

R, =RG+%—, (26)

where R, is the arithmetic average, R; is the geometric average, and o* is the variance. The

standard deviation of equity returns is 19.67%. Since almost all the variation in equity returns is
from the equity risk premium (rather than the risk free rate), we need to add 1.93% to the
geometric equity risk premium estimate to convert into arithmetic. R, = R + 1.93% . Adding the

1.93 percent to the geometric estimate, the arithmetic average equity risk premium is estimated to

be 5.90% for the earnings model.
To summarize, the long-term supply of equity return is estimated to be 9.37% (6.09% after

inflation) conditional on the historical average risk free rate. The supply side equity risk premium

is estimated to be 3.97% geometrically and 5.90% arithmetically."
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IV. CONCLUSIONS

We adopt a supply side approach to estimate the forward looking long-term sustainable equity
returns and equity risk premium. We analyze historical equity returns by decomposing returns into
factors commonly used to describe the aggregate equity market and overall economic productivity.
These factors include inflation, earnings, dividends, price-to-earnings ratio, dividend-payout ratio,
book value, return on equity, and GDP per capita. We examine each factor and its relationship
with the long-term supply side framework. We forecast the equity risk premium through supply
side models using historical information. A complete tabulation of all the numbers from all models
is presented in Appendix. Contrary to several recent studies on equity risk premium that declare
the forward looking equity risk premium to be close to zero or negative, we find the long-term
supply of equity risk premium is only slightly lower than the straight historical estimate. The
equity risk premium is estimated to be 3.97% in geometric terms and 5.90% on an arithmetic
basis. This estimate is about 1.25% lower than the straight historical estimate. The differences
between our estimates and the ones provided by several other recent studies are principally due to
the inappropriate assumptions used, which violate the Miller and Modigliani Theorem. Also our
models interpret the current high P/E ratios as the market forecasting high future growth, rather
than a low discount rate or an overvaluation. Our estimate is in line with both the historical supply

measures of the public corporations (i.e., earnings) and the overall economic productivity (GDP

per capita).

Our estimate of the equity risk premium is far closer to the historical premium than being zero or
negative. This implies that stocks are expected to outperform bonds over the long run. For long-
term investors, such as pension funds or individuals saving for retirement, stocks should continue
to one of the favored asset classes in their diversified portfolios. Due to our lowered equity risk

premium estimate (compared to historical performance), some investors should lower their equity
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allocations and/or increase their savings rate to meet future liabilities.
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Figure 1: Decomposition of Historical Equity Returns 1926-2000
Geometric Mean = 10.70%

11%
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1-Building Blocks 2- Income and Capital Gain 3-Eamings
ERP is equity risk premium, RRF is the real risk free rate, CPI is the Consumer Price Index (inflation), INC is dividend
income, RCG is real capital gain, g(P/E) is growth rate of P/E ratio, and g(EPS) is growth rate of earnings per share. The
block on the top is the re-investment return plus the geometric interactions among the components. Including the
geometric interactions ensures the components sums up to 10.70% in this and subsequent figures. Table 1 in the

appendix gives the detailed information on the reinvestment and geometric interaction for all the methods.
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Figure 3: Income Return (Dividend Yield) % 1926-2000

1925 1930 1935 1940 1945 1950 1955 1960 14985 1970 1975 1980 1985 1980 1995 2000

20 Stock Market Returns in the Long Run




Dividend Payout Ratio (%)

Staff/902
Storm/22

Figure 4: Dividend Payout Ratio % 1926-2000
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Figure 6: Decomposition of Historical
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Equity Returns 1926-2000
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g(PO) is growth rate of dividend payout ratio, g(Div) is growth rate of dividend, g(BV) is the growth rate of book value,

g(ROE) is the growth rate of return on book equity, g(FS) is the growth rate of equity factor share, and g(GDP/POP) is

the growth rate of GDP per capita.
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Figure 7: Historical Earnings and Forecasted Equity Returns Based on Earnings Models:
Model 3, 3F, & 3F(ERP)
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Figure 8: Historical vs. Current Dividend Yield Forecasts Based on Earnings and Dividend Models:

1% Model 3, 3F(ERP), 4F, 4F', and 4F'(FG)
%
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Forecast Eamings Forecast Forecast Forecast with Additional Forecasted Eamings
Growth * Growth *

INC(00) is the dividend yield in the year 2000.
* Model 4F” attempts to correct the errots in model 4F: ) add 1.46% to correct Miller and Modigliani (M&M)

violations; b) add the additional growth (AG), 2.24%, implied by the high current market P/E ratio.
** Based on Model 4F”, we forecast the real earnings growth rate (FG) will be 4.98%.
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1In our study, we define the equity risk premium as the difference between the long-run expected return on stocks and
the long-term risk free (U.S. Treasury) yield. We do all of our analysis in geometric form, then convert at the end so the
estimate is expressed in both arithmetic form and geometric form. Some other studies, including Ibbotson & Sinquefield
(1976a,b), used the short-term U.S. Treasury Bills as the risk free rate.

2Tt is sometimes difficult to compare estimates from one study with another, due to changing points of reference. The
equity risk premium estimate can be significantly different simply due to the use of arithmetic vs. geometric, or long-
term risk free rate vs. short-term risk free rate (Treasury Bills), or the bond’s income return (yield) vs. the bond’s total
return, or long-term strategic forecast vs. short-term market timing estimate. A more detailed discussion on arithmetic
vs. geometric can be found in section IIL.

3 Welch’s (2000) survey reported 2 7% equity risk premium measured as the arithmetic difference between equity and
U.S. Treasury bill returns. To make an apple to apple compatison, we converted the 7% number into a geometric equity
risk premium relative to the long term U.S. Government bond income return, which gives an estimate of almost 4%.

4 Hach per share quantity is per share of the S&P 500 portfolio. Hereafter, we will merely refex to each factor without
always mentioning per share, for example, earnings instead of earnings per share.

5 There are many theotetical models that suggest that the equity risk premium is dynamic over time. However, recent
empitical studies (e.g. Goyal & Welch (2001)) and Ang & Bekaert (2001)) show there is no evidence of long-hotizon
return predictability by either earnings or dividend yields. Therefore, instead of trying to build a model for a dynamic
equity risk premium, we assume that the long-term equity risk premium is constant. This provides a benchmatk for
analysis and discussion.

6 We updated the seres with data from Standard & Poor’s to include the year 2000.

7 The 5.24% is the compounded average of the historical equity risk premium. The arithmetic average is 7.02%. Unless
specified, we use geometric averages in the calculations for the entire study.

8 The average P/E ratio is calculated by reversing the average E/P ratio from 1926 to 2000.

9 Book Values ate calculated based on the book-to-market ratios reported in Vuolenteenaho (2000). The aggregate book-
to-market ratio is 2.0 in 1928 and 4.1 in 1999. We use the book value growth rate calculated during 1928 to 1999 as the
proxy for the growth rate during 1926 to 2000. The average ROE growth rate is calculated from the derived book value
and the earnings data.

16 We decided not to use model 1, 2, and 5 in forecasting, because the forecast of model 1 & 2 would be identical to the
historical estimate reported in section II. The forecast of model 5 would require more complete book value and ROE
data than we currently have available.

11 The cutrent tax code provides incentives for firms to distribute cash through share repurchases rather than through
dividends. Green and Hollifield (2001) find that the tax savings through repurchases are on the order of 40-50% of the
taxes that would have been paid by distributing dividends.

12 Contrary to the efficient market models, Shiller (2000) and Campbell and Shiller (2001) argue that the price to earnings
ratio appears to forecast the future stock price change.

13 We could use the GDP Per Capita model to estimate the long-term equity risk premium as well. The GDP Per Capita
model implies the long run stock returns should be in line with the productivity of the overall economy. The equity risk
premium estimated using the GDP Per Capita model would be slightly higher than the ERP estimate from the earnings
model. This'is because the GDP Per Capita grew slightly faster than corporate earnings. A similar approach can be
found in Diermeier, Ibbotson, and Siegel (1984), which proposed using the growth rate of the overall economy as a
proxy for the growth rate in aggregate wealth in the long run.
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PORTLAND GENERAL ELECTRIC
UE 215
PGE Response to OPUC Data Request
Dated February 22,2010
Question No. 045

Please provide the requested information for each company used as a comparable
company in the cost of equity analyses. Please specify whether the Company or its
cost of capital consultant relied on the particular information in developing the
Company’s cost of equity recommendation. If neither the Company nor its
consultant can answer the question (supply the data), please so indicate. Please
provide responses for each subsidiary for those companies having multiple
subsidiaries and, where applicable, for each jurisdiction for those companies
providing service in multiple jurisdictions.

®apgs

= ge

Date and jurisdiction of the last general rate case decision

Current bond rating for senior-secured long-term debt

Debt rating for both secured and unsecured securities

Regulated revenue, EBIT, and earnings as a percent of total revenue
Regulated revenue, EBIT and earnings as a percent of the net book
value of regulated investment

Dollar amount of assets (gross and net)

Dollar amount of regulated assets

Percent of regulated assets to total assets

Methods and models used to determine the cost of equity by the
company and by the commission (e.g., DCF, CAPM, APM, etc.)
What final rate(s) were allowed by the commission(s), e.g., ROE(s),
cost(s) of debt, cost(s) of preferred stock, and allowed (or authorized)
rates of return

What capital structure(s) was requested by the company and what
capital structure(s) was approved by the commission
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l. Current long-term debt to total capital ratio(s)

m. Current short-term debt to total capital ratio(s)

n. Current preferred stock to total capital ratio(s)

0. What was the rate-making treatment(s) (e.g., Traditional?

Performance-based?)

Does the company use any rate-mitigation strategies? If “yes,” please

describe each such strategy.

q- Does the company currently use weather derivatives? .

r. Does the regulatory treatment(s) base rates on embedded costs of
debt?

s. Does the regulatory treatment(s) use market value or book value to
determine capitalization rates?

t. Are there Purchased Power or Purchased Fuel Adjustment
mechanisms?

u. Does the company have any earnings-sharing mechanism(s)? If “yes,”
please provide details for each such mechanism.

v

Response:

The cost of equity analysis referred to in this data request was performed by Dr. Zepp and
the response refers to his analysis.

a. Date and jurisdiction of the last general rate case decision
Please see Attachment 045-A, pages 157 — 171, 045-B, and 045-C for the historical rate
case information available to Dr. Zepp when he determined the RROE for PGE.

b. Current bond rating for senior-secured long-term debt
As stated in Dr. Zepp’s testimony in PGE Exhibit 1200, pages 10 and 18 — 19, please see
PGE Exhibit 1201 which provides S&P’s and Moody’s senior secured debt ratings.

¢. Debt rating for both secured and unsecured securities
As stated in Dr. Zepp’s testimony in PGE Exhibit 1200, pages 10 and 18 — 19, please see
PGE Exhibit 1201 which provides S&P’s and Moody’s senior secured debt ratings.

Unsecured debt ratings were not considered by Dr. Zepp when he determined the RROE
for PGE.

d. Regulated revenue, EBIT, and earnings as a percent of total revenue
Please see Attachments 045-A, 045-B, and 045-C for the revenue and earnings
information available to Dr. Zepp when he determined the RROE for PGE.
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e. Regulated revenue, EBIT and earnings as a percent of the net book value of
regulated investment

Please see Attachments 045-A, 045-B, and 045-C for the revenue and earnings

information available to Dr. Zepp when he determined the RROE for PGE.

f. Dollar amount of assets (gross and net)
Attachments 045-A, 045-B, and 045-C for the asset value information available to Dr.
Zepp when he determined the RROE for PGE.

g. Dollar amount of regulated assets
Attachments 045-A, 045-B, and 045-C for the asset value information available to Dr.
Zepp when he determined the RROE for PGE.

h. Percent of reguiated assets to total assets
Attachments 045-A, 045-B, and 045-C for the asset value information available to Dr.
Zepp when he determined the RROE for PGE.

i. Methods and models used to determine the cost of equity by the company and by
the commission (e.g., DCF, CAPM, APM, etc.)

This information was not available to Dr. Zepp and was not considered by Dr. Zepp when

he determined the RROE for PGE. Dr. Zepp’s experience is that such models change

from case to case and vary depending on the witnesses testifying for the parties.

j. What final rate(s) were allowed by the commission(s), e.g., ROE(s), cost(s) of

debt, cost(s) of preferred stock, and allowed (or authorized) rates of return
Please see Attachment 045-A, pages 157 — 171, 045-B, and 045-C for the historical rate
case information available to Dr. Zepp when he determined the RROE for PGE.

k. What capital structure(s) was requested by the company and what capital
structure(s) was approved by the commission

Please see Attachment 045-A, pages 157 — 171, 045-B, and 045-C for the historical rate

case information available to Dr. Zepp when he determined the RROE for PGE.

1. Current long-term debt to total capital ratio(s)
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.

m. Current short-term debt to total capital ratio(s)
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.

n. Current preferred stock to total capital ratio(s)
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.
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0. What was the rate-making treatment(s) (e.g., Traditional? Performance-based?)
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.

p. Does the company use any rate-mitigation strategies? If “yes,” please describe
each such strategy.

This information was not available to Dr. Zepp and was not considered by Dr. Zepp when

he determined the RROE for PGE.

q. Does the company currently use weather derivatives?
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.

r. Does the regulatory treatment(s) base rates on embedded costs of debt?
This information was not available to Dr. Zepp and was not considered by Dr. Zepp when
he determined the RROE for PGE.

s. Does the regulatory treatment(s) use market value or book value to determine
capitalization rates?

This information was not available to Dr. Zepp and was not considered by Dr. Zepp when

he determined the RROE for PGE.

t. Are there Purchased Power or Purchased Fuel Adjustment mechanisms?

Please see PGE Exhibit 1203 and the document titled “PCAM Analysis.xls” provided as
a work paper accompanying PGE Exhibit 200 for the available information regarding
purchased fuel and power adjustment mechanisms.

u. Does the company have any earnings-sharing mechanism(s)? If “yes,” please
provide details for each such mechanism.

Please see PGE Exhibit 1203 and the document titled “PCAM Analysis.xls” provided as

a work paper accompanying PGE Exhibit 200 for the available information regarding

“sharing mechanisms” as they relate to purchased fuel and power adjustment

mechanisms.

g:\ratecase\opuc\dockets\ue-215\dr-in\opuc_pge\finals\dr_045.doc
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Provided Electronically (CD)

Yahoo!, Reuter’s, Zacks, Value Line, RRA, IHS Global Insight,
Blue Chip Financial, Federal Reserve, and Morningstar data
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The table below contains results of our twice-annual long-range CONSENSUS survey. There are also Top 10 and Bottom 10 averages fowit
each variable. Shown are estimates for the years 2011 through 2015 and averages for the five-year periods 2011-2015 and 2016-2020. Apply
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these projections cautiously. Few economic, demographic and political forces can be evaluated accurately over such long time spans.

Interest Rates
1. Federal Funds Rate

2. Prime Rate

3. LIBOR, 3-Mo.

4. Commercial Paper, 1-Mo.

5. Treasury Bill Yield, 3-Mo.

6. Treasury Bill Yield, 6-Mo.

7. Treasury Bill Yield, 1-Yr..

8. Treasury Note Yield, 2-Yr.

10. Treasury Note Yield, 5-YT.

11. Treasury Note Yield, 10-Yr.

12. Treasury Bond Yield, 30-Yr.

13. Corporate Aaa Bond Yield

13. Corporate Baa Bond Yield

14. State & Local Bonds Yield

15. Home Mortgage Rate

A. FRB - Major Currency Index

B. Real GDP

C. GDP Chained Price Index

D. Consumer Price Index

CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottom 10 Average
CONSENSUS

Top 10 Average

Bottomn 10 Average

CONSENSUS
Top 10 Average
Bottom 10 Average
CONSENSUS
Top 10 Average
Bottom 10 Average
CONSENSUS
Top 10 Average
Bottom 10 Average

——m—Average For The Year: Five-Year Averages
2011 2012 2013 2014 2015 2011-2015 2016-2020
1.9 3.2 3.7 4.0 4.1 34
2.8 4.3 4.6 4.7 4.9 4.2
1.1 2.1 2.9 3.2 3.1 2.5
4.9 6.1 6.7 7.0 7.6 6.4
5.9 7.3 7.6 7.7 7.9 7.3
4.0 5.1 5.8 6.1 6.0 54
2.3 3.5 4.0 4.3 4.3 3.7
3.1 4.5 49 5.1 5.1 4.6
1.5 2.5 3.2 3.3 3.3 2.7
2.2 3.2 3.7 4.0 4.1 35
3.0 4.3 4.7 4.8 4.9 4.4
1.5 2.2 2.7 3.1 3.1 2.5
1.9 3.1 3.6 3.9 4.0 3.3
2.8 4.2 4.6 4.7 4.8 4.2
1.1 2.0 2.6 3.1 3.1 24
2.1 33 3.8 4.0 4.2 3.5
3.0 4.3 4.7 4.8 4.9 4.4
1.3 2.3 2.9 3.1 3.2 2.6
24 3.5 4.0 4.2 4.3 3.7
3.2 4.5 4.9 5.0 5.1 4.5
1.6 2.5 3.2 34 34 2.8
2.8 3.8 4.3 4.5 4.6 4.0
3.7 4.8 4.3 53 54 4.7
2.0 3.0 3.7 3.7 3.7 3.2
3.7 4.4 4.9 5.0 5.1 4.6
4.4 5.2 5.6 5.8 5.9 5.4
3.0 3.7 4.3 4.2 4.2 3.9
4.5 5.0 53 5.5 5.5 5.2
5.0 5.7 6.1 6.3 6.5 5.9
4.0 4.5 4.8 4.8 4.8 4.6
5.1 5.5 5.8 5.9 6.0 5.6
5.6 6.1 6.5 6.8 6.9 6.4
4.7 5.0 5.3 5.3 5.2 5.1
5.9 6.3 6.6 6.7 6.7 6.4
6.6 7.0 7.3 7.6 7.7 7.2
5.3 5.6 5.8 5.9 5.9 5.7
7.0 7.4 7.6 7.7 7.8 7.5
7.7 8.1 83 8.6 8.8 8.3
6.3 6.5 6.8 6.8 6.8 6.7
5.0 54 5.5 5.5 5.6 5.4
5.6 6.0 6.2 6.3 6.4 6.1
4.5 4.8 4.9 4.8 4.8 4.8
6.0 6.5 6.8 7.0 7.0 6.7
6.6 7.3 7.7 7.8 7.9 7.5
5.5 5.8 6.1 6.2 6.1 59
74.4 75.1 75.6 76.2 76.9 75.7
79.9 82.8 83.5 84.8 86.4 83.5
69.3 68.0 67.8 67.4 67.5 68.0
Year-Over-Year, % Change-——— Five-Year Averages
2011 2012 2013 2014 2015  2011-2015 2016-2020
3.1 3.2 3.0 2.8 2.8 3.0 2.6
4.0 3.9 3.7 34 3.3 3.7 3.0
2.2 2.4 2.4 2.3 2.3 2.3 2.2
1.8 2.0 2.2 2.3 2.3 2.1 2.3
24 2.7 29 3.0 3.0 2.8 2.9
1.0 1.3 1.6 1.8 1.8 1.5 1.7
2.1 24 2.5 2.6 2.6 2.4 25
29 3.2 3.3 33 33 3.2 3.0
1.4 1.6 1.8 2.0 2.0 1.7 1.9




Table 2-1: Total Retums, Income Retums, and Capital Appreciation of the
Basle Asset Classes: Summary Statistics of Annual Returns

Geomewric  Adthmétic  Standard  Serdal
Mean Mean Deviation  Cormel
Serles {5} {%) {%) ation
Large Co Stock
Total Returns 96 1.7 206 0.04
income 42 42 16 080
Capital Appreciation 53 73 19.8 0,03
Ibbotson Smail Co Stonk
Total Returns 1.7 164 33.0 0.07
Mid-Cap Stock”
Total Aetumns 10.5 134 248 -0.01
Income 4.0 40 1.7 0.89
Capital Appreciation 6.4 92 24.2 -0.02
Low-Cap Stack*
Total Relums 10.9 14.9 284 0.04
Income 36 38 2.0 0.89
Capital Appreciation 72 11.0 28.7 0.03
Micre-Cap Stock®
Total Returns 118 17.7 38.2 0.09
Income 25 28 1.8 0.91
Capital Appreciation a.0. 151 386 0.08
Long-Term Corpurate Bonds
Total Returns 59 6.2 84 0.08
Long-Term Government Bonds
Total Returns 5.7 8.1 9.4 -0.07
Income 52 52 2.7 0,96
Capital Appreciation 0.3 0.6 8.2 .20
Intesmediate-Term Government Bonds
Total Returns 54 58 5.7 0.16
Incoma . 47 47 28 .96
Capital Appreciation 06 07 . 45 -0.16
Treastiry Bifls
Total Beturns 37 38 3.1 0.91
Inflation 30 3.1 42 0.64

Data from 1826-2008, Tolal retum is equal to the sum of three component retums:
income retum, capital app fon return, and rel return.

»Spurce: Calculated {or Derived) based on data from CRSP US Stock Database and
CRSP US Indices Database ©2009 Center for Research in Security Prices (CRSPS),
The Univarsity of Chicago Booth Schoo! of Business, Used with permission.

Annual Total Returns

Table 2-2 shows the annual total returns for seven basic
asset classes for the full 83-year time period. This table
can be used to compare the performance of each asset
¢lass for the same annual period. Monthly total retumns for
farge company stocks, small company stdcks, long-term
corporate bonds, long-term government bonds, interme-
diate-term government bonds, Treasury bills, and inflation
rates are presented in Appendix B.
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Real Rates versus Nominal Rates

The cost of capital embodies a number of different con-
cepts or elements of risk. Two of the most basic concepts
in finance are real and nominal returns. The nominal return
includes both the real return and the impact of inflation.

The real rate of interest represents the exchange rate
between current and future purchasing power. An increase
in the real rate indicates that the cost of current consump-
tion has risen in terms of future goods. It is the real rate
of interest that measures the opportunity cost of foregoing
consumption.

The relationship between real rates and nominal rates can
be expressed in the following equation:

Bea|={1-!r-Nominal}__1
1+inflation

Nominal= [(1 +Heal)>((1+lnﬂatiun)]——1

it is important to note that the conversion of nominal
and real rates is not an additive process; rather, it is a
geometric calculation. The arithmetic sum or difference is
calculated by adding or subtracting one number from the
other. As illustrated in the above equation, the real rate
of return involves taking the geometric difference of the
nominal rate of return and the rate of inflation. Conversely,
the nominal rate of return can be determined by taking
the geometric sum of the real rate of return and the rate
of inflation. For example, if the real rate is 2.5 percent
and the inflation rate is 5.0 percent, the nominal rate of
iriterest is not 7.5 percent (2.5+5.0) but 7.625 percent,
or [(1.025)%X(1.05)—11. Similarly, if the nominal rate is
7.625 percent and the inflation rate is 2.5 percent, the
real rate is not 5.125 percent (7.625—2.5) but 5.0 percent,
[(1.07625/1.025)—11.

Discount rates are most often expressed in nominal terms.
That is, they usually have an inflation estimate included
in them. Unless stated otherwise, the cost of capital data
presented in this book are expressed in nominal terms.

2009 Ibbotson® SBBI® Valuation Yearbook

Momingstar 23
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The generalized constant growth or “Gordon growth” Dlscounted Cash Flow
(DCF) model has the form:

p=32

&1+ K)'

where:

P, current price per share
D, = dividend payment in period t
K cost of equity capital.

The generalized multistage DCF model has the form:

D, D, D, D, D(+g) 1

= + >+ st —+ x -
1+K  (1+K)* (1+K) 1+K)" (K-g) (@(+K)

where:

P, = current price per share

D, = dividend payment in period t

K = cost of equity capital

g = the constant rate of growth beyond the n'" period

Staff/904
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Staff's multistage with terminal valuation DCF model has the form:

Dl + Dz D3 Dn + Dn+1 +Dn+l(l+g)

0= > T ot +1 2
1+K (+K)?  (1+K) A+K)y  (+ K™ Q+K)™
D,,(t+g) Dli+g)™” PT

+
1+ K)™? 1+K)” (+K)
Where:
P, current price per share — Value Line (VL)
D, = dividend payment in period t
K = cost of equity capital
g = the long-term growth rates for allt>n

Staff's 150-year multistage DCF model has the form:

D, D, + D, D + D, +Dn+](1+g)

n

0= + 2 3+ + n n+l n+2 +
1+K  (1+K)? (1+K) A+K)"  (+K)™  (1+K)

Dn+l(1+g)2 +__'+Dt(1+g)t
1+ K™ 1+K)'

Where:

t = 150 years
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1. This order addresses the paper hearing on return on equity (ROE) issues

established by Opinion No. 486-A,! BP Energy Company’s (BP) rehearing request of that
opinion, and a contested settlement filed by Kern River Gas Transmission Company
(Kern River) on September 30, 2008. Based on the record established in the paper
hearing, the Commission finds that Kern River’s ROE should be 11.55 percent. That is
the median ROE of a revised proxy group which includes both master limited
partnerships (MLPs) and corporations, consistent with the Policy Statement adopted in
Composition of Proxy Groups for Determining Gas and Oil Pipeline Return on Equity.z‘
Upon review of the comments on the settlement, the Commission finds that the higher

© 12.50 percent ROE embedded in the proposed settlement rates renders the settlement
rates unjust and unreasonable, and accordingly the Cominission rejects the settlement.
The Commission also denies BP’s rehearing request of certain ROE and other issues.
Finally, the Commission directs Kern River to make a revised compliance filing.

1. Background

2. The background of this proceeding is described in detail in Opinion No. 486° and
Opinion No. 486-A. To summarize, when the Commission authorized Kern River to
construct its Original System in 1990, the Commission approved initial rates based,
among other things, on a levelized cost of service and a 25-year depreciation lifed In
addition, the Commission accepted Kern River’s proposal for separate levelized rates for
three different periods: (1) the 15-year term of the firm shippers’ initial contracts, (2) the
period from the expiration of those contracts to the end of Kern River’s depreciable life,
and (3) the period thereafier. The levelized rates for the first period (hereafter Period One
Rates) were designed to permit Kern River to recover approximately 70 percent of its
original investment, an amount approximately equal to the portion of its invested capital
funded through debt. Since this would allow Kern River to recover more invested capital

* during Period One than it would under ordinary straight-line depreciation for the

! Kern River Gas T ransmz:ssion Co., 123 FERC 61,056 (2008) (Opinion No. 486-
A).
2 policy Statement on the Composition of Proxy Groups for Determining Gas and
0il Pipeline Return On Equity, 123 FERC 61,048 (2008), reh’g dismissed, 123 FERC
1 61,259 (2008) (Policy Statement). |

3 Kern River Gas Transmission Co., 117 FERC 9 61,077 (2006) (Opinion No.
486).

4 gorn River Gas Transmission Co., 50 FERC § 61,069, at 61,150 (1990). Kern
River Gas Transmission Co., 58 FERC 961,073, at 61,242-44, order on reh’g, 60 FERC
q61,123, at 61,437 (1992).
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depreciable life of the project, the rates for the second two periods (hereafter Period Two

and Period Three Rates) were lower than the Period One rates.

3. In May 2000, Kern River proposed to lower its rates by refinancing its debt and
providing for longer debt recovery periods by extending the terms of its firm contracts.

. The Commission accepted a settlement containing this proposal, the 2000 Extended Term

Settlement (2000 ET Settlement) 5 Ag aresult of the 2000 ET Settlement, all of Kern
River’s firm shippers extended their contracts. One group of customers extended their
contract terms by five years and entered into revised contracts with ten-year terms
(October 1, 2001 to 2011); the other group extended their contract terms by 10 years and
entered into revised contracts with 15-year terms (October 1, 2001 - 2016). The 2000 ET
Settlement provided that the firm shippers’ rates under these contracts would be designed
consistent with the principles espoused in its Original Certificate Order described above,
permitting Kern River to recover 70 percent of the costs of the plant being depreciated by
the end of the new repayment periods 6 Therefore, after the 2000 ET Settlement, two
customer groups existed: 10-year ET shippers and 15-year ET shippers.

4. In May 2002, Kern River completed an expansion project by adding additional
compression to its system.7 The costs associated with the 2002 Expansion project were
rolled into the original system costs. As before, the 2002 Expansion shippers were
permitted to choose 10- or 15-year terms for this additional capacity. Kern River stated
that the rolled-in rate treatment of the costs for this project would result in recovery of the
total debt-related depreciation expenses OvVer the primary terms of the expansion

5 Kern River Gas Transmission Co., 92 FERC 9 61,061 (2000) (2000 ET
Settlement), order on reh’g, 94 FERC 9 61,115 (2001). Under the 2000 ET Settlement,
Kern River did not require a general reallocation of revenue responsibility among its
shippers and maintained that its cost of service (other than financing and depreciation
components) would remain unchanged. Kern River Gas T vansmission Co., 92 FERC
61,061, at 61,156 (2000).

6 74. at 61,157. Kern River stated that in designing its rates, cost of service and -
rate base components would first be allocated to each rate option based upon the

© percentage of contract demand of those shippers electing to pay the new 10-year rates,

the new 15-year rates, and the existing rates. Then, the levelized rates for the 10-year and
15-year rate options would be calculated by levelizing the cost of service over the
extended contracts terms, and the existing rates would be reduced as appropriate.

7 Kern River Gas Transmission Co., 96 FERC 61,137 (2001).

-4 - '
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shippers’ contracts.® In May 2003, Kern River completed another expansion project.
. Kern River priced these services on an incremental basis and again permitted shippers to
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choose either 10-year or 15-year firm contracts.

5. On April 30, 2004, Kern River filed the instant general rate case-under section 4 of
the NGA. Kern River proposed to continue using the rate levelization methodology and
cost of service rate principles as approved in the original Kern River certificate,’ the -
2000 Extended Term Settlement, ! the 2003 Expansion certificate,'* and the prior Kern

- River rate case settlements," with certain modifications. The Commission accepted

and suspended the rates subject to refund, conditions, and hearing.'> The Presiding
Administrative Law Judge (ALJ) issued her Initial Decision (ID) on March 2, 2006,
addressing numerous cost of service and rate design issues, including Kern River’s
continuation of its levelized rate methodology and its proposed ROE.

6. On October 19, 2006, the Commission issued Opinion No. 486, addressing the
briefs on and opposing exceptions to the ID, and on April 18,2008, the Commission
issued Opinion No. 486-A, addressing the requests for rehearing of Opinion No. 486. As
a result of those opinions, the Commission has finally resolved on the merits most issues
in this proceeding. The only issues which the Commission did not finally resolve
concerned Kern River’s levelized rates and its ROE.

8 Kern River Gas Transmission Co., 96 FERC § 61,137, at 61,591 (2001).

9 Kern River Gas Transmission Co., 100 FERC q 61,056, order on reh’g, 101
FERC 961,042 (2002).

19 g orn River Gas Transmission Co., 50 FERC 9 61,069 (1990).

1 grown River Gas Transmission Co., 92 FERC {61,061 (2000), reh’g denied,

" 94 FERC 9 61,115 (2001).

12 gron River Gas Transmission Co., 100 FERC § 61,056 (2002).

13 Kern River Gas Transmission Co., 70 FERC § 61,072 (1995); Kern River Gas
Transmission Co., 90 FERC 61,124, order onreh’g, 91 FERC 9 61,103 (2000).

14 A more detailed history of recent regulatory proceedings on Kern River’s
system is available in Opinion No. 486 at P 4-117.

15 gorn River Gas Transmission Co., 107 FERCq 61,215, order onreh’g,
109 FERC 61,060 (2004).

16 o River Gas Transmission Co., 114 FERC 63,031 (2006).
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7. On the levelized rate issue, Opinion No. 486 affirmed the ALT’s holding that Kern

River’s rates should continue to be designed based upon the levelized methodology.17
The Commission recognized that Kern River’s Period One rates will recover more
depreciation expense than it will have depreciated on its books. However, the
Commission stated that Kern River books a regulatory asset or Jiability for the difference
between the annual regulatory depreciation expense it recovers in rates and its book
depreciation expense. Therefore, at the end of Period One, Kern River’s books would
reflect a regulatory liability, and this would serve to lower its Period Two rates. The
Commission rejected a variety of arguments as to why shippers might not receive the
benefit of the lower Period Two rates. However, in order to increase the assurance that
Kern River’s shippers will obtain the benefit of the lower Period Two rates if they
continue service beyond the terms of their existing contracts, the Commission directed
that Kern River include in its tariff the Period Two rates that will take effect when the

" firm shippers’ existing contracts expire. Opinion No. 486-A denied rehearing of all of

Opinion No. 486°s holdings concerning Kern River’s levelized rates. However, in its
request for rehearing of Opinion No. 486-A, BP has requested that the Commission
clarify certain issues concerning the design of Kern River’s Period Two rates. BP also
requests that the Commission clarify that Kern River’s shippers will continue to get the
benefit of their bargain in Period Three. : ‘ '

8. On the issue of Kern River’s ROE, Opinion No. 486 reversed the ALY’s holding
that Kern River’s ROE should be 9.34 percent, holding that the ALJ had erred in her
findings concerning the proxy group to be used in determining a range of reasonable
returns in which to set Kern River’s ROE. In Opinion No. 486, the Commission adopted
a four-company proxy group consisting of Kinder Morgan Inc. (KMI), Equitable
Resources, Inc. (Equitable), National Fuel Gas Co. (National Fuel), and Questar
Corporation (Questar). In adopting this proxy group, Opinion No. 486 applied a revised
proxy group policy, which had been developed in two recent cases, Williston Basin
Interstate Pipeline Co. 18 and High Island Offshore System, L.L.C.Y Before Williston I
and HIOS, the Commission had required that each company included in the proxy group
satisfy the following three standards.?® First, the company’s stock must be publicly
traded. Second, the company must be recognized as a natural gas comparny and its stock
must be recognized and tracked by an investment information service such as Value Line.

17 Opinion No. 486, 117 FERC § 61,077 at P 37.

18 Williston Basin Interstate Pipeline Co., 104 FERC 9 61,036, at P 34-43 (2003)
(Williston II). ‘ :

Y High Island Offshore System, L.L.C., 110 FERC 961,043, reh’g denied,
112 FERC q 61,050 (2005) (HIOS). ‘

20 17 at 61,933.




Docket Nos. RP04-274-000, et al. -7-
Staff/905

| Storm/7
Third, pipeline operations must constitute a high proportion of the company’s business.

This standard could only be satisfied if a company’s pipeline business accounted for, on

average, at least 50 percent of a company’s assets or operating income over the most
recent three-year period.

9. However, in its July 2003 Order in Williston II, the Commission found that,
because of mergers, acquisitions, and other changes in the natural gas industry, only three
corporations remained that satisfied the Commission’s historical proxy group standards.
Therefore, the Commission relaxed the requirement that natural gas business account for
at least 50 percent of the corporation’s assets or operating income. Instead, the
Commission approved the pipeline’s proposal to use a proxy group based on the

* corporations in the Value Line Investment Survey’s list of firms in the “Natural Gas

(Diversified) Industry”n,that own Commission-regulated natural gas pipelines, without
regard to what portion of the company’s business comprises pipeline operations. When
the Commission decided HIOS in early 2005, the Williston Il proxy group had shrunk to
gix corporations. Moreover, the Commission found that two of those corporations, the
Williams Companies (Williams) and F1 Paso Corporation (E1 Paso), should be excluded
from the proxy group on the ground that their financial difficulties had lowered their
ROEs to such a low level as to render them um:eprese:ntaﬁve.?‘3 That left the four
company proxy group made up of KMI, Equitable, National Fuel, and Questar.

10.  In Opinion No. 486, the Commission adopted the same four-company proxy group
as it had in HIOS. The Commission held that the ALJ erred in failing to exclude
Williams and El Paso from the Kern River proxy group. Consistent with HIOS, the
Commission found that those companies continued to be unrepresentative because of
their lower returns and dividend payments 24 15 Opinion No. 486, as it had in HIOS, the
Commission rejected the pipeline’s proposal to address the problem of the shrinking
proxy group by including MLPs in the proxy group. Kern River asserted that MLPs have
a much higher percentage of their business devoted to pipeline operations than most of
the corporations eligible for the proxy group under Williston II, and therefore are more
representative of the risks faced by pipelines. Asin HIOS,® Opinion No. 486 concluded

2 grrtiston II, 104 FERC § 61,036 at P 35 n.46.

22 gpe Fx. S-3 at 7.

3 [70s. 110 FERC § 61,043 at P 118. Opinion No. 486, 117 FERC 61,077 at
P 140-41.

24 17 P 140-41, and n.227-29.

25 108, 110 FERC 4 61,043 at P 125-26.
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that data concerning dividends paid by the proxy group members is a key component in
any discounted cash flow (DCF) analysis, and expressed concern that MLP cash
distributions may not be comparable to the corporate dividends the Commission uses in
its DCF analysis. That was because MLP distributions generally exceed the MLP’s
reported earnings, and thus include a return of invested capital, as well as a return on
invested capital. By contrast, corporations pay dividends in order to distribute a share of
their earnings to stockholders. As such, dividends do not include any return of invested
capital to the stockholders. Rather, dividends represent solely a return on invested

. capital. For this reason, Opinion No. 486 expressed concern that a DCF analysis based

on an MLP’s full distribution in excess of earnings, without any adjustment, could lead to
a distorted result. The Commission stated that it was not making a generic finding that
MILPs could not be considered for inclusion in the proxy group if a proper evidentiary
showing is made,?® but stated that any party proposing to include MLPs in a ROE proxy
group must establish that the MLP’s distributions were equivalent to corporate
dividends.”’

11.  Unlike in HIOS, the Commission concluded in Opinion No. 486 that the four
corporation proxy group it approved included firms of lower risk than Kern River. The
Cominission, therefore, added 50 basis points to the median return of the selected proxy
group for an equity refurn of 11.2 percent.28 In contrast, in HIOS in the Commission set
the pipeline’s ROE at the median of the four-corporation proxy group based on HIOS’s
average risk.?

12. © There were many requests for rehearing of Opinion No. 486, including those of
the ROE determinations by both the shipper parties and Kern River. In its rehearing
request, Kern River asserted, among other things, that the Commission had erred in ‘
excluding MLPs from the proxy group. It argued that MLPs have a much higher
percentage of their business devoted to pipeline operations than most of the corporations
eligible for the proxy group under Williston II, and therefore are more representative of
the risks faced by pipelines.” Tt also argued that Opinion No. 486 erred in finding that an

2 Opinion No. 486, 117 FERC § 61,077 at P 149-150. See also HIOS, 110 FERC
€ 61,043 at P 125.

27 “This was later revised. See Opinion No. 486-A, 123 FERC 61,056 at P 147.
B1dP2.

2 {108, 110 FERC ] 61,043 at P 154, 158.

30 77 P 118; Opinion No. 486, 117 FERC § 61,077 at P 140-41.




Docket Nos. RP04-274-000, et al -9- Staff/905

Storm/9
MLP’s cash distributions in excess of reported earnings could distort the DCF analysis.

Kern River made its compliance filing on December 18, 2006.

13. While the requests for rehearing of Opinion No. 486 were pending, the
Commission concluded that jts proxy group arrangements for both gas and oil pipelines
must be reexamined in light of the fact there are so few diversified natural gas companies
available for inclusion in the proxy group which may reasonably be considered
representative of the risk profile of a natural gas pipeline firm. In addition, there wete no
publicly traded oil pipeline firms available for the oil pipeline proxy group other than
MLPs. Accordingly, on July 17, 2007, the Commission issued a proposed policy
statement concerning the composition of the proxy groups used to-determine both gas and
oil pipeline ROEs.? The Commission proposed to permit inclusion of MLPs in a ROE
proxy group. However, the Commission proposed to cap the “dividend” used in the DCF
analysis at the MLP’s reported earnings, thus adjusting the amount of the distribution to
be included in the DCF model. The Commission left to individual cases the
determination of which MLPs and corporations should be included in the proxy group.

14.  On August 7, 2007, the Court of Appeals for the D.C. Circuit issued its opinion in
Petal Gas Storage, L.L.C. v. FERC.® reversing the Commission’s earlier determinations
on the return on equity in HIOS and Petal Gas Storage, L.L.C. 3 Both these appeals
turned explicitly on the issue of the relative risk of the proxy group members selected to
determine the ROE. The court considered the Petal and the HIOS appeals together and
vacated and remanded the proxy group rulings in both cases. The court emphasized that
the Commission’s “proxy group arrangements must be risk-appropriate.”35 The court
further explained that this means that firms included in the proxy group should face
similar risks to the pipeline whose ROE is being determined, and any differences in risk

31 9o Kern River Gas Transmission Co., 119 FERC { 61,106 (2007), which
required Kern River to provide its shippers additional information, including computer
models, to support its compliance filing.

32 Composition of Proxy Groups for Determining Gas and Oil Pipeline Return on

EQuity, 120 FERC 9 61,068 (2007) (Proposed Policy Statement).

33 petal Gas Storage, L.L.C. v. FERC, 496 F.3d 695 (D.C. Cir. 2007) (Petal v.
FERC). .

34 Petal Gas Storage, L.L.C., 9T FERC 61,097 (2001), reh’g granted in part and
denied in part, 106 FERC § 61,325 (2004) (Petal). '

35 petal v. FERC, 496 F.3d 695 at 699 (quoting Canadian Association of
Petroleum Producers v. FERC, 254 F.3d 289 (D.C. Cir. 2001) (CAPP v. FERC)).
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should be recognized in determining where to place the pipeline in the proxy group range

of reasonable returns. The court recognized that changes in the gas pipeline industry
compelled a change in the Commission’s traditional approach to determining the proxy
group, and the court stated that “controversy about how it should change has been
bubbling up in a number of recent cases,” citing both Williston I and Opinion No. 486.
But the court found that the cases on appeal “seem to represent an arrival point of sorts
for the Commission,” pointing out that Opinion No. 486 had reversed an administrative
Jaw judge for deviating from the HIOS proxy group.

15.  The court held that the Commission had not shown that the proxy group
arrangements it approved in Petal and HIOS were risk-appropriate. The court pointed out
that the Commission had rejected the inclusion of MLPs in the proxy group on the

ground that MLP distributions, unlike dividends, might provide returns of equity as well
as returns on equity. While stating that this proposition is not “self-evident,” the court
accepted it for the sake of argument. Nonetheless, the court stated that nothing in the
Commission’s decision explained why the companies selected by the Commission for
inclusion in the proxy group were risk-comparable to HIOS. The court stated that when
the goal is a proxy group of comparable companies, it is not clear that natural gas
companies with highly different risk profiles should be regarded as con:tpamble.36

16.  The court further stated that in placing Petal and HIOS in the middle of the proxy
group in terms of return on equity, the Commission expressly relied on the assumption
that gas pipelines generally fall into a broad range of average risk compared to other
pipelines. However, the court stated, this assumption is decisive only given a proxy
group composed of other comparable gas pipelines. The court reasoned that if gas
distribution companies generally face lower risk than gas pipelines, a risk-appropriate
placement would be at the high end of the group. The court stated that the Commission
erred by failing to explain how the proxy group selected reflected the principle of relative
risk. Therefore, the court vacated the Commission’s orders on the proxy group issue.
The court also stated that on remand it did not require any particular proxy group
structure, but stated that the overall arrangement must make sense in terms of the relative
risk and the statutory command to set just and reasonable rates that are commensurate
with returns on investments in other enterprises having corresponding risks.’

17.  Thus, in the fall of 2007, the Commission was pursuing its Proposed Policy
Statement and the rehearing requests of Opinion No. 486 in the shadow of the Petal v.
FERC remand. After an initial round of comments and reply comments, the Commission
concluded that it required additional comment on the growth rates of MLPs. After notice

36 1d. at 700.

14
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to that effect and the receipt of an additional round of initial and reply comments, Staff

held a technical conference involving an eight member panel on January 23,.2008, which
was transcribed for the record. Comments and reply comments were filed thereafter.

18.  Subsequently, on April 17, 2008, the Commission issued its Policy Statement
concerning the composition of the proxy groups used to determine jurisdictional gas and
oil pipelines” ROE under the DCF model.*® The Commission concluded: (1) MLPs
could be included in the ROE proxy group for both oil and gas pipelines; (2) there should
be no cap on the level of distributions included in the Commission’s current DCF
methodology; (3) the Institutional Brokers Estimated System (IBES) forecasts would
remain the basis for the short-term growth forecast used in the DCF calculation; (4) there
should be an adjustment to the long-term growth rate used to calculate the equity cost of
capital for an MLP; and (5) there would be no modification to the current respective two-
thirds and one-third weightings of the short- and long-term growth factors.

19. The Commission stated that the Policy Statement made no findings as to which
particular corporations and/or MLPs should be included in the gas or oil proxy groups.
The Commission left that determination to each individual rate case. However, the
Commission stated that, in order to assist it in determining the most representative
possible proxy group in those cases, the parties and other participants should provide as
much information as possible regarding the business activities of each firm they propose
to include in the proxy group, including their recent annual SEC filings and investor
service analyses of the firms. The Commission also held that the Policy Statement
should govern all gas and oil rate proceedings regarding a pipeline’s ROE that were
pending before the Commission and for which there had not been a final determination.”

" The American Public Gas Association (APGA) filed a request for rehearing or

reconsideration, which the Commission dismissed on June 134

20. Contemporaneously with the Policy Statement, the Commission issued Opinion
No. 486-A. It denied all requests for rehearing other than those related to the ROE
‘is,sues.‘” On those issues, Opinion No. 486 granted rehearing to permit the inclusion of

38 policy Statement, 123 FERC 9 61,048.
¥ Id.P2.

0 Composition of Proxy Groups for Determining Gas and Oil Pipeline Return On
Equity, 123 FERC 61,259 (2008). The Commission explicitly stated that the questions
raised by APGA could be addressed in individual proceedings with specific reference to
the paper hearing in the instant Kern River proceeding. Id. P 6 and n.13.

41 Opinion No. 486-A, 123 FERC 61,056 at P 1.

" Staff/905
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MLPs in the proxy group, but denied the Shipper Parties’ request to include El Paso and

Williams in the proxy grcmp.42 Drawing on the extensive public record in the Policy
Statement, the instant Kern River proceedings, and the remand decision in Petal v.
FERC, Opinion No. 486-A reiterated the Policy Statement’s conclusions that: (1) MLPs
are appropriately included in the proxy group; % (2) there should be no cap on the
distributions to be included in the DCF model;* and (3) long term growth should be
limited to 50 percent of gross domestic product (GDP) 45 Opinion No. 486-A also
concluded that there should be no adjustment to the results of the DCF model to reflect
the depreciation, the use of external funds, or the income tax advantages of MLPs.*

21.  Recognizing that the Kern River record did not address all of the issues set forth
in the Policy Statement, Opinion No. 486-A reopened the record for a paper hearing in

.order to give all participants, including Trial Staff, an opportunity to submit additional

evidence as to (1) which specific MLPs should be included in the proxy group consistent
with the Policy Statement, (2) the appropriate DCF analysis of each entity proposed for
inclusion in the proxy group, and (3) where Kern River’s ROE should be set in the
resulting range of reasonable returns. The Commission stated that, because a primary
goal of the new policy is to develop proxy groups made up of a firm whose risk profiles
correspond as closely as possible to that of the pipeline who’s ROE is being determined,
all participants were free to propose whichever MLPs will best accomplish that goal. In
addition, parties were permitted to modify their prior positions concerning which
corporations to include in the proxy group in light of the addition of MLPs to the proxy
group, subject to the Commission’s reaffirmation of its ruling that Fl Paso and Williams
must not be included in the proxy group AT

22.  Only BP requested rehearing of Opinion No: 486-A, focusing primarily on these
ROE issues, but also requesting clarification on certain levelized rate issues. During the
paper hearing, extensive comments, reply comments, and rebuttal comments were filed

“2 1d. P 188-89.

3 1d. P 167-173.

4 1d P 174, 178-180.
% 1d. P 181-183.

46 1d. P 184-187.

47 14 P 167, 188, 190, Ordering Paragraph C.
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by all the parties and the Commission’s Trial Staff*® On September 30, 2008, Kemn
River filed a settlement proposal supported by most parties to the proceeding, but
opposed by the Trial Staff, BP, and Southwest Gas Corporation (Southwest), and is
summarized below.

II. The Settlement Proposal

23.  On September 30, 2008, Kern River filed an Offer of Settlement and Stipulation
(Settlement) on behalf of the Settling Parties.? On October 8, 2008, Kern River filed
work papers supporting the Period One Settlement rates. The Settlement was contested
by several parties including BP Energy Company, Southwest Gas Corporation and Trial
Staff. As explained further below, the Settlement prohibits severance of issues or parties.
The Settlement establishes Kern River’s transportation rates for a period of at least five
years following the effective date of the Settlement, but reserves certain issues pertaining
%o Period Two rates for future Commission resolution. The Settlement’s resolution of
Period One rates would eliminate the need or opportunity for the Comimission to resolve
the rate of return issues reopened by Opinion No. 486-A. All parties agree that the
Settlement provides for a ROE of 12.5 percent. Kern River requests the Commission
refrain from issuing an order resolving the paper hearing issues pertaining to ROE
pending the Commission’s action on the Settlement.

48 The active participants were Trial Staff, Kern River, BP, Calpine Energy
Services (CES), Kern River, Reliant Energy Services (Reliant), and the Rolled-In
Customer Group (RCG). The RCG group includes Area Energy LLC, Anadarko
Petroleum Corporation, Anadarko E&P Company, LP, Chevron U.S.A. Inc. (on ifs on
behalf and on behalf of Nevada Cogeneration Associates #1 and Nevada Cogeneration
Associates #2), Occidental Energy Marketing, Inc., and Shell Energy North America

(formerly Coral Energy Resources, 'L.P 2D

4 getiling Parties include the following participants: Kern River; Aera Energy
LLC; Allegheny Energy Supply Co., LLC; Anadarko Petroleum Corporation; Anadarko
E&P Company, L.P.; Chevron U.S.A. Inc.; El Paso Metrchant Energy LP; Occidental
Energy Marketing, Inc.; Shell Energy North America; Calpine Energy Services, LP.,;
Nevada Cogeneration Associates #1; Nevada Cogeneration Associates #2; Nevada Power
Company; Pinnacle West Capital Corporation; Questar Gas Company; High Desert
Power Trust; Reliant Energy Services Inc.; Reliant Energy Wholesale Generation, LLC,
Southern California Gas Company; Concord Energy LLC; Enserco Energy Inc.; Mexrill
Lynch Commodities, Inc.; Questar Energy Trading Company; Sacramento Municipal
Utilities District; Seneca Resources Corp.; Williams Gas Marketing Inc.; Edison Mission
Energy; and the Los Angeles Department of Water and Power.

" Staff/905
Storm/13
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24.- Regarding Kern River’s Period One rates, the Settlement establishes transportation

rates for Kern River’s firm shippers with existing transportation service agreements for
the period beginning November 1, 2004 and ending no later than five years from the
effective date of the Settlement. Pursuant to the Settlement, all customers would receive
the benefits of Period One Settlement rates in the form of refunds, with interest, of any
amounts collected in excess of the locked-in Period One rates during the period from
November 1, 2004, until the Period One Settlement rates are made effective. The
Seitling Parties would be eligible for immediate refunds as of October 1, 2008 (subject to
recoupment by Kern River in the event the Settlement is not approved). Non-settling
parties would not receive refunds pertaining to Period One reduced rates until the
Settlement is approved by the Commission. Regarding Kern River’s Period Two rates,
the Settlement reserves for resolution through litigation or further Settlement the
establishment of Period Two (step-down) rates that will apply after expiration of existing
mainline shippers’ firm transportation service agreements.

A. The Articles of the Settlement

AC A A

~25.7 Article 1 of the Settlement describes the issues settled and reserved. Article 2

describes the Period One and Period Two rates to be charged. This article describes the
rate elements comprising the cost-of-service and Period One rates as well as the annual
depreciation and amortization rates. Article 3 describes the obligations of the Settling
Parties in the event the Settlement is not approved. This article also describes the
negotiated rate agreement between Kern River and High Desert Power Trust. Article 4
addresses the manner in which the Settlement rates will become effective. Appendix D
to the Settlement includes revised tariff sheets setting forth the locked-in period rates and
the Period One settlement rates. Article 5 sets forth Kern River’s refund obligations.
This article also provides that Kern River will receive repayment of refunds from the
Settling Parties in the event the Settlement is not approved. Article 6 establishes the
dates and conditions under which the Period Two rates will be available to shippers upon
expiration of their current firm transportation service agreements. Article 7 establishes a
five-year moratorium period during which Kern River is precluded from secking a
section 4 rate increase and prohibits all shippers from filing a section 5 complaint to the
maximum extent permitted by law during the same five year period.

26.  Article 8 explains that the Settlement rates reflect an amount deducted from rate
base for the reserve for accumulated deferred federal income taxes for liberalized tax
depreciation. Article 9 requires Kern River to file revised tariff sheets to implement the
Settlement rates within 10 days after the Settlement becomes effective. Article 10
defines the term of the Settlement. Article 11 describes the procedures by which the
Settlement shall become binding on all parties. Article 12 provides that the provisions of
ihe Settlement are not severable. This article provides that if the Commission severs any
party or issue from the. Settlement, the Settlement is void. Article 13 addresses the ,
procedures attendant to reversal or modification of a final Commission order approving

the Settlement on judicial review or after remand. Article 14 establishes that

S B
i
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Commission approval of the Settlement will constitute the necessary authority for Kern

River to revise its tariff in order to place Period One Settlement rates into effect and will
constitute the final disposition of all issues. This article also'provides that Commission
approval of the Settlement will terminate the paper hearing established by Opinion No.
486-A. with respect to ROE. Atrticle 15 describes the enforcement of the Settlement as
subject to the Commission’s Natural Gas Act jurisdiction. Article 16 states the
Settlement will be legally binding on all parties, is privileged and not admissible in
evidence. Article 16 also contains a Mobile-Sierra clause providing that the Commission
shall apply, to the fulle