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Introduction

On May 18, 2004, pursuant to ORS 757.210, Portland General Electric
Company (PGE) filed with the Public Utility Commission of Oregon (Commission)
Advice No. 04-11, revising Tariff Sheet Nos. 1-3 and 100-1 and submitting Original
Sheet Nos. 128-1, 128-2 and 128-3 (Docket No. UE 165). Simultaneously therewith,
pursuant to ORS 757.259 and OAR 860-027-0300, PGE filed an Application for Deferral
of Hydro Generation Variance Costs and Benefits (UM 1187 Deferral Application).

PGE proposed to include the Hydro Generation Adjustment (HGA) in the
tariff rate design, which would track the difference between the actual and assumed hydro
generation in megawatt-hours (MWh) used to set rates for the year determined by month
for both on- and off-peak periods, apply various marketplace index effects1 and utilize a
$2.5 million “deadband” under which fluctuations would not be part of the HGA.2 To
implement the HGA, PGE proposed that changes outside of a deadband would be
accumulated in a balancing account and no rate changes would be made unless the
account was plus or minus $20 million, with the account balance being amortized over
three years with appropriate credits or charges to customers’ bills. Interest would accrue

1 “The difference in hydro generation is priced at the monthly average on- and off-peak Mid-C index price,
adjusted for incremental wheeling costs and losses.” PGE Advice No. 04-11, p. 3.
2 Id.
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on the balancing account at the rate approved for PGE’s cost of capital, and PGE would
make annual filings with the Commission regarding the account.3

The three stated objectives were “to share with our retail customers the
true value and cost of these hydro-electric generating resources…on an ongoing basis”;
to utilize “a methodology that is objective, easy to understand and simple to apply;”
and “to minimize the rate fluctuations associated with sharing the value and cost with
customers.”4 PGE also noted that its pending application for deferral of excess power
costs for 2004 in Docket UM 1128 contained some costs sought in the Deferral
Application and indicated its intention that all appropriate adjustments be made to
preclude the double capture of costs.5

On July 6, 2004, the Commission, by Order No. 04-373, suspended the
tariff sheets filed in Advice No. 04-11 to allow for further investigation of the proposed
HGA mechanism and delayed its decision on authorization of PGE’s request to defer the
costs or benefits associated with the HGA until the time at which the mechanism might
be approved. Pursuant to PGE’s motion for a standard protective order filed July 16,
2004, Order No. 04-406 was entered on July 22, 2004.

On August 6, 2004, a Notice of Intervention was filed by the Citizens’
Utility Board (CUB) and a Petition to Intervene was filed by the Industrial Customers of
Northwest Utilities (ICNU). The CUB Notice of Intervention was recognized, and the
ICNU Petition to Intervene was granted by a ruling of the Administrative Law Judge
(ALJ) on October 1, 2004. Over the course of the proceeding, there were numerous
conferences and changes to the schedule agreed upon by the parties and adopted by the
ALJ.

PGE filed direct testimony and exhibits on November 17, 2004,
and replacement and supplemental direct testimony on November 24, 2004, and
December 27, 2004, respectively. By Order No. 04-760, signed by the Chief ALJ
and entered December 29, 2004, the tariff sheets were further suspended.

On February 14, 2005, opening and direct testimony was filed by CUB,
ICNU and the Commission staff (Staff). CUB filed replacement pages for its opening
testimony on February 24, 2005. ICNU filed rebuttal testimony on March 15, 2005. By
Order No. 05-161, signed by the Chief ALJ and entered April 1, 2005, the tariff sheets
were further suspended until October 1, 2005.

On December 30, 2004, PGE filed a second Application for Deferral of
Costs and Benefits due to Hydro Generation Variance docketed as UM 1187. Neither
Staff nor either of the intervenors supported the PGE HGA proposal.

3 Id., pp. 3-4.
4 Id., pp. 1-2.
5 Id., p. 5.



ORDER NO. 05-1261

3

The Stipulations

PGE, Staff and all intervenors in this docket held settlement conferences
in this docket on December 8, 2004, March 3, 2005, and March 14, 2005. As a result of
those settlement discussions, on April 11, 2005, PGE and Staff filed a stipulation (the
System Dispatch Power Cost Adjustment Mechanism (SD-PCAM) Stipulation) in Docket
UE 165 and a separate stipulation in Docket UM 1187 (the Deferral Stipulation). PGE
and Staff filed Direct Testimony and Exhibits in support of the two stipulations on
April 18, 2005. PGE also filed rebuttal testimony and exhibits on April 18, 2005. ICNU
and CUB filed testimony and exhibits relative to the Stipulations on June 2, 2005. PGE
and Staff filed surrebuttal testimony and exhibits on July 21, 2005.

A hearing was held on August 9, 2005. Counsel for PGE, Staff, CUB and
ICNU all filed appearances at the hearing. Cross-examination was waived by the parties
with respect to all witnesses except for Staff Witness Maury Galbraith who was cross-
examined by ICNU counsel. Opening Briefs were filed by all parties on September 9,
2005, and Reply Briefs on September 21, 2005.

DISCUSSION

The regulatory treatment of hydro power variations can significantly affect
PGE’s earnings. While most hydro-electric generating capacity is owned and controlled
by the federal government, PGE is one of but a few investor-owned utilities with a
significant amount of hydro-electric generating capacity, accounting for 27 percent of
PGE’s total capacity and 25 percent of its average energy portfolio. Forty percent of the
hydro generation capacity comes from relatively older assets owned by PGE; the rest is
obtained under contracts on which PGE earns no returns.6 Historically, PGE and the
Commission have used a 59-year average for hydro generation in setting rates. Given
the variability of rainfall, the average and actual water flows seldom match. PGE has
asserted that the risk of variability is hard to model because weather assumptions
are difficult to make. Added to the variability risk of water conditions are the risk
perceptions of the marketplace, which also have a profound impact on pricing; i.e., if
market investors believe that future hydro conditions may be poor, the forward price of
energy contracts will increase regardless of the current balance of supply and demand.7

The Stipulations, Joint Testimony and PGE and Staff Briefs in Support Thereof

PGE and Staff entered into two stipulations seeking implementation of
a temporary automatic adjustment tariff applicable to Calendar Years 2005 and 2006.
A copy of the SD-PCAM Stipulation in Docket UE 165 is attached to this Order as
Appendix A. A copy of the Deferral Stipulation in Docket UM 1187 is attached as
Appendix B.8 Staff and PGE agree that the Stipulations are in the public interest and will
produce rates that are fair, just and reasonable.

6 PGE Advice No. 04-11, p. 2.
7 Id.
8 The SD-PCAM Stipulation and Deferral Stipulation utilized a number of concepts and descriptive
acronyms identified during the hearing (tr. p. 4) and discussed in this Order. Among these are the
following: BPC for Base Power Cost; EVPC for Expected Value Power Cost; MONET for the PGE
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The mechanism in the SD-PCAM Stipulation differs substantially from
the HGA mechanism proposed by PGE. The SD-PCAM tracks the annual difference
between the Base Power Costs established in PGE’s RVM proceedings and Updated
Power Costs determined by using (1) the actual hourly hydro generation, (2) actual
market electricity prices using the hourly shape of the Dow Jones Mid-Columbia Hourly
Index prices to shape Dow Jones Mid-Columbia Daily Index on- and off-peak prices to
hourly prices, and (3) actual gas prices using daily index prices. According to Staff and
PGE’s witnesses, only part of the SDCV will result in a change to rates, subject to an
earnings test.9

The SD-PCAM addresses earlier concerns raised by Staff, CUB and ICNU
that the HGA mechanism did not take into account how hydro conditions affected the use
of PGE’s natural gas-fired plants where there were also increases in the spread between
the market prices for gas and electricity.

The SD-PCAM also made the deadband asymmetric: where the annual
SDCV is positive, PGE shareholders would absorb the first $15 million dollars of
cost due to a poor hydro year; when the annual SDCV is negative due to good hydro
conditions, PGE shareholders would keep only the first $7.5 million before cost-of-
service reductions accrued. Deferral of SDCV outside the deadband would be limited
to 80 percent.

Under the SD-PCAM Stipulation, the recovery of costs from customers
via the deferral account discussed infra would be limited by an annual earnings test
providing for a 10.5 percent return on equity (ROE) for 2005 and 2006. Recovery of
any deferral amounts which result in PGE earning an ROE that exceeds 10.5 percent on a
regulated basis would be written off.10 Refund of any deferred amounts would be limited
to those that result in PGE earning no less than a 10.5 percent ROE on a regulated basis.
All other elements of the earnings test would derive from Commission decisions in
PGE’s last general rate case.11 While the earnings test would provide a measure of
reasonableness to the process, it would not guarantee PGE would earn its authorized
ROE. The incremental impact of the SD-PCAM would not, in the view of the Joint
Testimony witnesses, push PGE’s ROE either up or down to an unreasonable level.12

A final feature of the Stipulations is that PGE would fund consulting
services: a $100,000 feasibility study that would provide information on the issues
involved in developing expected value power costs.13

computer model that forecasts power costs for ratemaking purposes; NVPC for Net Variable Power Cost;
SDCV for System Dispatch Cost Variance; SD-PCAM for System Dispatch Power Cost Adjustment
Mechanism; RVM for Resource Valuation Method; and WACOG for the Weighted Average Cost of Gas.
9 UE 165-UM 1187/Staff-PGE/100, Galbraith-Tinker/2-3. (Joint Direct Testimony.) The SD-PCAM
implementation principles and methodology are described at pp. 3-5.
10 Id., pp. 5-6.
11 Id., p. 6.
12 Id., pp. 6-7.
13 Id., p. 7.
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ICNU and CUB Responses to the Stipulations

CUB and ICNU both advocate rejection of the Stipulations by the
Commission. Their objections, to which the Staff and PGE responded, relate to the
following four issues:

1. Retroactive Ratemaking. CUB asserts that “the Stipulation
attempts to take the place of, or piggy-back upon, the 2005 Hydro Deferral that PGE
filed in UM 1187. It does this by making the PCA, which could not be adopted by the
Commission earlier than September 2005, retroactive to January 1, 2005. However, the
PCA would be a rate mechanism all by itself, regardless of how the Commission treats
PGE’s 2005 deferral application.”14 Furthermore, in CUB’s view, the Stipulation
confuses deferral, which statutes provide for, with “a form of Automatic Adjustment
Clause under ORS 757.210, which does not provide any explicit exceptions to the general
prohibition on retroactive ratemaking. PGE and Staff should not be allowed to violate
Commission policy by inappropriately confusing statutory devices.”15

ICNU asserts that the Stipulation allows for deferral of costs unrelated to
hydro variations, and is thus “broader in scope than the hydro-only mechanism the
Company originally requested…. Regardless of whether the Commission has discretion
to adopt a different method to establish a ‘hydro only’ deferred account as originally
requested by PGE, the Commission cannot authorize a deferred account that is not ‘hydro
only’ unless the Company has requested such a deferral.” ICNU argues that the SD-
PCAM is itself the problem because it takes gas prices and wholesale power prices into
its design.16

Staff asserts that ICNU’s claim that the costs go beyond hydro variability
is incorrect and that the impact of hydro variability on PGE system operations is
complex. Even assuming, arguendo, that not all the costs were properly classified,
ORS 757.259(2)(e) still authorizes the Commission to defer identifiable revenues and
expenses and provide for their deferral “to match appropriately the costs borne by and
benefits received by ratepayers.” If PGE were “simply tracking the megawatt-hour
variation in hydroelectric generation with no consideration for concurrent changes in
wholesale electricity and natural gas prices, [PGE] would likely not obtain a match
between the costs and benefits of hydro generation variation.”17

PGE states that the Commission “has ample authority to approve the SD-
PCAM” and that the proposed deferral meets the statutory authority and that “the new
methodology will actually be more effective in matching the ‘costs borne by and benefits
received by ratepayers….’” “PGE’s deferral application is no different from any other
deferral application in this respect. It would constitute retroactive ratemaking, but is
permissible because it meets the statutory standard.”18 PGE also rejects the claim that
the SD-PCAM and related hydro deferral proposal include costs unrelated to hydro

14 CUB Opening Brief, p. 3.
15 Id., p. 4.
16 ICNU/300, Falkenberg/7-9.
17 Staff Opening Brief, p. 7.
18 PGE Post-Hearing Brief, pp. 8, 12. Emphasis in text.
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variations. Rather, they take into account how hydro conditions could affect the use
of PGE’s thermal plants, particularly PGE’s natural gas-fired generation.19

2. The SD-PCAM Deadband. CUB argues that the -$7.5 million/
+$15 million deadband “is not appropriately sized, it diverges from past Commission
decisions on deferral mechanisms, and it inexplicably deviates from Staff’s otherwise
consistent position on deadbands both in this, as well as other dockets.” The shareholders
should absorb normal risk of 250 basis points or $40 million and are thus being
overcompensated because the deadband provides for a lesser risk.20

ICNU argues that the Stipulations were supported by very little testimony
or other evidence and the settlement was therefore premature, a solution resembling
nothing proposed by any of the parties; there is no evidence that the deadband would
ensure revenue neutrality, despite Staff assertions. Further, as CUB noted, the sharing
mechanism is far more generous than those adopted in the past.21

Staff claims that the earlier decisions “are inapposite because the sharing
mechanisms were for all components of net variable power costs. In contrast, the SD-
PCAM tracks changes in NVPC associated only with deviation in hydro conditions,
wholesale electricity prices and natural gas prices…. [I]t is appropriate to have a smaller
deadband.”22

PGE also argues that the SD-PCAM deadband is appropriate, stating that
the 250 basis point spread advocated by CUB and ICNU “is nothing more than reference
to previous deadbands, which were adopted for much broader power cost deferrals….
CUB and ICNU also fail to recognize that the SD-PCAM is a narrow, focused
mechanism, not a broad power cost mechanism.”23

3. Staff’s Position in UM 1071. CUB and ICNU both argue that Staff
has taken a position inconsistent with that which it staked out in UM 1071. Citing Order
No. 04-108, page 5, CUB asserts that “Staff took the position that PGE’s application for a
deferral should be denied in part because the hydro cost did not deviate sufficiently from
the variability built into rates,” recommending that the Commission include an alternative
that took the $17.5 million hydro-related cost and apply a $39.6 million deadband.
Recently, Staff also recommended a 250-basis point deadband for PacifiCorp’s PCA.24

ICNU also asserts that the Commission’s UM 1071 decision denying
PGE’s deferral request was well-founded because it recognized that the hydro year on
which PGE based its application was a stochastic risk, being only a 1 in 4.5-year event
and part of the process of setting normalized rates.25

19 Id., p. 9.
20 CUB Opening Brief, pp. 5-6.
21 ICNU/300, Falkenberg/23-25.
22 Staff Opening Brief, p. 10.
23 PGE Post-Hearing Brief, p. 17.
24 CUB Opening Brief, p. 7.
25 ICNU/300, Falkenberg/15-18.
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Staff asserts that the Stipulations in UE 165 and UM 1187 must be looked
at in a common context, not separately. The Stipulations were but one step toward the
implementation of a long-term solution. Staff sought to encourage the use of Expected
Value Power Cost modeling to inform setting the PCA mechanism deadband at the
boundary between normal and extraordinary hydro events.26

PGE also asserts that the SD-PCAM is consistent with the Commission’s
decision in UM 1071 and that the situations are not analogous. “The deferral in
UM 1187 is part of a PCA allocating the risks and benefits of hydro variability. It is
not permanent, but it is intended to be a two-year step leading to a permanent PCA
mechanism. The stipulated outcome of UM 1187 is consistent with and implements
the directions contained in the UM 1071 Order.”27

4. The Design of the PCA Mechanism and the Use of the MONET
Model. CUB asserts that SD-PCAM itself is “replete with theoretical and practical
flaws.”28 CUB claims that the mechanism assumes imprudent behavior because it relies
on the assumption that in “pricing the replacement power for the lost hydro, PGE would
wait until the power is needed and then purchase power on what could be the most
expensive—or at least most volatile—market: the day-ahead market…. PGE would
never actually take such an imprudent approach…. The difference between the cost
incurred by an imprudent utility…and the actual cost that PGE incurs, flows to the
Company, which, in effect, reduces or eliminates the already-narrow deadband.”29 CUB
also asserts that the PCA mechanism “picks and chooses which costs included are actual
and which are modeled when updating power costs.” Not including actual replacement
cost “flies against the principle underlying the purpose of an appropriate PCA.”30 CUB
also faults the SD-PCAM for not using actual load when calculating the power cost
variation and, in so doing, “distorts and destroys the conservation incentive.”31 Finally,
CUB is concerned that “there is neither the intent nor the possibility of testing the PCA
for performance…. [T]he model is not ready to run anything yet, much less set rates.”32

ICNU states that the SD-PCAM concept was not introduced into the
record where “it would have been possible for parties to study it in more detail, and
possibly test its validity. Potential flaws and problems in the approach might have been
uncovered and perhaps substantial improvements could be made in the methodology.”33

The SD-PCAM goes beyond hydro costs, is unaccompanied by any evidence that
demonstrates that the deadband is revenue neutral, and the MONET model is complex
and lacking in transparency.34

Staff responds to CUB’s arguments by noting that “neither ORS 757.210(1)
nor ORS 757.259(2) require the use of ‘actual costs’ as opposed to cost estimation or cost

26 Staff Opening Brief, p. 9; Staff Reply Brief, p. 5.
27 PGE Post-Hearing Brief, p. 15.
28 CUB Opening Brief, p. 1.
29 Id., pp. 8-9.
30 Id., p. 9.
31 Id., p. 10.
32 Id., p. 12.
33 ICNU/300, Falkenberg/23-24.
34 Id., pp. 26-28.
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approximation.” Furthermore, “CUB’s position that the power cost adjustment mechanism
should be broader than that arrived at by Staff and PGE” is not a flaw, but merely a
difference of opinion. “Staff does not believe it is necessary to include updates to load in
the SD-PCAM MONET runs to appropriately match costs and benefits associated with
hydro variability.35

Staff states that, contrary to ICNU’s assertions, “the parties have had
ample opportunity to conduct discovery on the Stipulations and present their positions
regarding the merit of the Stipulations to the Commission…. [I]n addition to
participating in the settlement conferences leading to the Stipulations, the intervenors
have had approximately four months to investigate the merit of the Stipulations….
Any prejudice that could have possibly been caused to intervenors by the timing of the
Stipulations has been cured.”36 Furthermore, ICNU’s concerns about being unable to
review the SD-PCAM data are unfounded because “amortization of any collection or
refund under the SD-PCAM will require a tariff filing and thus, trigger all of the statutory
and Commission processes pertaining to tariff filings. The review process will include
the ability to examine the MONET model and results….”37

PGE asserts that “by using MONET, the power cost modeling tool
already employed by PGE to set rates in its RVM, the SD-PCAM creates the forecast
the Commission would have used to set rates had it known what hydro production
would actually be. This mechanism is superior to the simpler method employed by the
HGA[.]”38 PGE later adds that, “while no ratemaking mechanism is perfect, and the
SD-PCAM should be considered a stepping stone to a more permanent solution, it is a
fair and straightforward way to address this complex issue.39

OPINION

In Docket No. UM 1071, we stated that “a PCA may be an appropriate
way of permanently allocating risks and benefits of hydro variability between
shareholders and ratepayers.”40 We continue to believe a mechanism to adjust PGE’s
rates for variations in hydro-related costs should be adopted if it is reasonably designed.

Design Criteria

We identify four primary design criteria that should be included in
a hydro-related PCA. These criteria, addressed separately below, are as follows:
(1) Limited to Unusual Events; (2) No Adjustments if Overall Earnings are Reasonable;
(3) Revenue Neutrality; and (4) Long-Term Operation.

(1) Limited to Unusual Events. We concluded in Docket No. UM 1071
that deferred accounting is not justified for a stochastic risk like hydro availability

35 Staff Opening Brief, pp. 13-14.
36 Id., p. 12.
37 Id., p. 13.
38 PGE Reply Brief, p. 3. Emphasis in text.
39 PGE Post-Hearing Brief, p. 5.
40 Order No. 04-108, p. 10. 
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unless the event (e.g., actual hydro realized) is extraordinary and the financial impact is
substantial. To determine whether an event is extraordinary and has substantial financial
impact, the Commission has, in prior cases, examined whether the event impacted the
utility’s earnings beyond a reasonable range within which the utility should bear the
entire cost or benefit of variability. 41

At the outset, we believe that a hydro-related PCA should include separate
standards for the unusual nature of the event and its financial impact. A hydro-related
PCA should be designed so that recovery or refund occurs only if the hydro event is
unusual. An unusual event is less extreme; i.e., more likely to occur, than one that is
considered extraordinary. In Docket No. UM 1071, we deemed a 1 in 4.5-year event
not extraordinary enough for deferred accounting, but we consider it unusual enough
for recovery or refund under a hydro-related PCA. The inclusion of a deadband around
expected power costs is a reasonable way to identify whether an event is unusual.

We believe less extreme events should qualify for recovery or refund
through a hydro-related PCA rather than under one-time deferred accounting for two
reasons. First, as further discussed below, a PCA should remain in effect for many years,
allowing the mechanism to pick up the effects of good and bad hydro conditions over
time. In contrast, with a one-time deferral, there is no guarantee that the effects of
offsetting events will be reflected in customer rates, so the standard for recovery should
be stricter. Second, hydro availability is largely beyond the company’s control. In an
analogous situation--treatment of differences between actual and forecast gas commodity
costs in the annual purchased gas adjustment (PGA)--we have allowed natural gas
utilities recovery (or refund) of a portion of all differences; i.e., sharing but no deadband.
Therefore, we believe that a more-inclusive standard--unusual, but not necessarily
extraordinary, events--should be used for hydro-related PCAs.

2. No Adjustments if Overall Earnings are Reasonable. In addition to
a deadband around power costs to limit operation of the mechanism to unusual events, a
hydro-related PCA should include an earnings deadband around the company’s allowed
ROE. If earnings are outside this deadband, recovery or refund would be allowed to the
perimeter of the range. For example, if the utility’s earnings are below the bottom of
the range, recovery for poor hydro conditions (as determined through application of
the power cost deadband and further sharing between the company and customers)
would be allowed up to the bottom of the range.

All discussion of deadbands up until now has focused on a single
deadband around expected power costs that was intended to capture both the extreme
nature of the qualifying event and its financial impact. The Commission adopted a
deadband for recovery of excess power costs equal to a 250-basis points ROE in
authorizing deferrals or approving amortization of deferred accounts in several cases.42

CUB proposes the same deadband for recovery of excess power costs under a PCA in this
proceeding.43 A 250-basis point ROE deadband may be appropriate in a one-deadband

41 Id., p. 9.
42 See, e.g., Docket Nos. UM 995 (PacifiCorp), UM 1007 (Idaho Power) and UM 1008/1009 (PGE).
43 CUB Opening Brief at 2-3. For PGE, a 250-basis points ROE equals about $45 million a year.



ORDER NO. 05-1261

10

approach, but it overstates the range of reasonable earnings in the two-part mechanism
(with one deadband on power costs and another on overall earnings) we set forth here.44

One other indication of the range of reasonable returns is found in the
Commission’s ROE decisions. In PGE’s last general rate case,45 the Commission found
that one acceptable method produced an ROE range of 10.4 to 11.5 percent. Combining
the midpoint of that range with the point estimate from the other accepted approach
produced a final range of 10.53 to 10.95 percent.46 In the last PacifiCorp rate case where
cost of capital was not settled, the Commission concluded that the evidence supported a
reasonable ROE estimate in the range of 10.5 to 11.0 percent.47

These different ranges (+/- 250 basis points for previous deferrals and
PCAs and +/- 25-50 basis points in ROE decisions) bracket what we consider to be a
reasonable deadband for a hydro-related PCA. On balance, we believe an ROE deadband
of +/- 100 basis points would be appropriate for such a PCA.

We recognize that allowing adjustment for unusual events, if earnings
are outside this ROE deadband, may cause more frequent and larger rate changes for
customers than simple application of a 250-basis point deadband to power cost
variations.48 Adoption of the two-part mechanism outlined here may well shift risks
to customers that they have not borne under the sporadic use of deferrals and PCAs in the
past. If so, we will consider the reduced risk for the company in setting ROE in future
rate cases.

3. Revenue Neutrality. We agree with Staff that operation of a hydro-
related PCA should not bias the overall expected level of power cost recovery; i.e., the
mechanism should be revenue neutral over time.49 CUB notes that this requires an
asymmetric deadband on power costs because the cost of replacement power in poor
hydro years outweighs the benefits of additional power in good hydro years.50

4. Long-Term Operation. As noted above, we believe that a PCA
may be an appropriate way of permanently allocating the risks and benefits of hydro
variability. The first design criterion identified above--that a hydro-related PCA should
allow adjustment for conditions that are unusual but not necessarily extraordinary--
depends on the mechanism being in effect for an extended period. Furthermore, in order
to achieve revenue neutrality, the PCA must be able to operate over the range of varying
hydro conditions.

44 In Docket No. UE 115, the Commission authorized an adjustment mechanism with a +/- $28 million
deadband for the 15 months beginning October 1, 2001. Order No. 01-777 at 19. It is difficult to compare
this deadband to the others cited because it covered variations in energy revenue as well as power costs.
45 Docket No. UE 115.
46 Order No. 01-777, pp. 35-36.
47 Docket No. UE 116, Order No. 01-787, p. 34.
48 We note that if the company’s results of operations are otherwise good enough to produce reasonable
earnings under poor hydro conditions, some recovery might be allowed under the conventional approach
with a 250-basis point deadband on power costs but not under the two-part mechanism described here.
49 Staff/100, Galbraith/12.
50 CUB Opening Brief, pp. 2-3.
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Other Proposed Design Principles. Finally, we address several basic
design principles identified by PGE and supported in general terms by other parties.
Other design principles that are suggested by the arguments of CUB and ICNU against
the proposed SD-PCAM are discussed in our evaluation of that mechanism below.

PGE suggests that a hydro-related PCA should be designed to provide
incentives for good management.51 Previous deferrals and PCAs have included sharing
of impacts outside any deadband, in order to give the company a stake in the outcome
and thereby provide it an incentive to keep costs down. Some sharing is appropriate as
a way to share the risk associated with hydro variability. But since hydro availability is
beyond the company’s control, we are doubtful that sharing or any other design of a
hydro-related PCA can provide much of a management incentive. The company
does have discretion in responding to the variation in hydro production (e.g., through
redispatch of other resources), but on balance we do not give high priority to providing
incentives in a hydro-related PCA.

PGE also identifies transparency, and rate predictability and stability as
design criteria.52 While these are desirable characteristics, they do not provide much
guidance in how to construct an adjustment mechanism and are best used to make close
calls between competing proposals.

Evaluation of the SD-PCAM Stipulation

Having identified the necessary design criteria for a hydro-only PCA, we
discuss how the SD-PCAM fares under the requirements described above. We conclude
that the mechanism meets some, but not all, of our standards, and we decline to adopt it.

The power cost deadband in the SD-PCAM ranges from $7.5 million
below expected power costs to $15 million above. PGE and Staff provided no evidence
on the frequency with which the mechanism would be triggered under the range of hydro
conditions (based on the historical record). In Docket No. UM 1071, however, Staff
estimated that a hydro year characterized as a 1 in 4.5-year event produced excess hydro-
related power costs of $17.5 million.53 We believe that an upper deadband of $15 million
is reasonable for limiting recovery to unusual events, at least in the short-run until further
information about likely results under the mechanism can be developed.

The SD-PCAM includes an earnings test but no earnings deadband. The
mechanism allows recovery of excess power costs (as measured by the difference in
specified MONET model runs and after application of the deadband and 80-20 customer-
company sharing) up to PGE’s authorized ROE of 10.5 percent. Refund of qualifying
power cost savings in good water years would be allowed down to that earnings level.
As a result, the SD-PCAM could give PGE recovery of excess power costs even when its
earnings are at a level we consider reasonable; i.e., between 9.5 and 10.5 percent ROE.

51 PGE/100, Lesh/12.
52 Id., pp. 10-11.
53 Order No. 04-108, p. 9.
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The stipulated mechanism has an asymmetric power cost deadband and is
intended to be revenue-neutral.54 However, PGE and Staff provided no evidence that it
would be revenue-neutral over the range of hydro conditions.55

The SD-PCAM clearly does not meet the criterion that it should be a long-
term mechanism. The SD-PCAM only applies to 2005 and 2006. It is intended to be a
two-year step leading to a permanent PCA, and, to that end, the Stipulations provides for
research on the distribution of power costs that can be used to design the new PCA.56 But
there is no guarantee that a PCA will be in place after 2006.

CUB and ICNU raise several other concerns about the SD-PCAM. Even
though we are not adopting the Stipulations, our views on these issues may help the
parties craft an acceptable hydro-related PCA.

Most of the concerns expressed by CUB and ICNU deal with the approach
used to determine the effect on power costs of hydro variations. As described in the
Stipulations, the power cost effect would be calculated as the difference between the
baseline MONET run used to set base rates and the same MONET run with actual,
instead of forecast, hydro output and market prices for electricity and natural gas. CUB
argues that this approach would have PGE replace hydro shortfalls on a day-ahead basis,
a short-term approach the company would not employ under drought conditions.57 But
we agree with Staff that separating out the effect of specific events (good or bad hydro
in this case) requires modeling and approximation. As Staff notes, parties have come up
with dramatically different estimates of the effect of plant outages or hydro shortfalls in
other cases.58 Since advance purchases to replace hydro shortfalls may wind up costing
more or less than spot purchases, we are not convinced that the modeling assumption
criticized by CUB biases the results of a long-term PCA.

ICNU argues that PGE should use day-of instead of day-ahead electricity
prices in the power cost calculation.59 PGE proposed use of day-ahead prices to match
up with natural gas data, which is only available on a day-ahead basis, arguing that it is
necessary to use consistent data to model the redispatch of resources when hydro varies.60

We agree with PGE that accurate modeling of plant dispatch requires a consistent set of
electric and gas prices.

CUB also believes that the effect of variations in load (actual versus
forecast) should be recognized in the calculation.61 Staff responds that this is not a flaw

54 Staff/300, Galbraith/8-10.
55 In addition, ICNU argues in its Reply Brief at pages 20-21 that the earnings test undermines any revenue
neutrality produced by the asymmetric power cost deadband. ICNU’s argument may apply to a symmetric
earnings band like the one described above (+/- 100-basis points ROE). Because we do not adopt the
stipulated SD-PCAM here, we do not need to decide whether ICNU is correct, but the issue should be
addressed in any future filing of a hydro-related PCA[0].
56 PGE Opening Brief, pp. 15-16; Staff Opening Brief, p. 9.
57 CUB Opening Brief, pp. 8-9.
58 Staff/400, Galbraith/3-4.
59 ICNU/300, Falkenberg/32-34.
60 PGE/1100, Lesh-Tinker/14-15.
61 CUB Opening Brief, pp. 9-11.
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but a matter of judgment about the scope of the mechanism and that adjusting for loads
goes beyond trying to deal with hydro variability.62 We agree with Staff.

We note that the SD-PCAM, with the modeling approach used to calculate
hydro-related power cost variations, does not provide any incentives for good (or bad)
management. The calculation depends on actual versus forecast hydro and market prices
for electricity and gas, not on any variables within PGE’s control. We consider this an
acceptable consequence of trying to separate out the effects of hydro variations and the
resulting redispatch of resources. In a PCA like this, the results of the model runs should
be subject to audit, but no prudence review of the company’s actions in managing power
costs is necessary.

ICNU notes that the Stipulation is silent on whether any adjustment
would apply to direct access customers and how the adjustment would be collected
from qualifying customers (rate spread).63 Before PGE and Staff agreed on the SD-
PCAM, PGE argued that any power cost adjustment should apply to direct access
customers (except those who have opted out for at least five years), in order to treat all
nonresidential customers the same.64 Staff believes that the mechanism should not bias
customer decisions between direct access and cost of service, which suggests that any
adjustment for a particular time period should apply only to the extent a customer was on
cost of service during the period.65 We agree with Staff and expect any future PCA filing
to incorporate a provision to that effect. We also expect any such filing to address the
rate spread issue and suggest the parties look to past practice on recovery of deferred
excess power costs.

CUB and ICNU also raise the issue of “retroactive ratemaking,” because
the SD-PCAM Stipulation offered on April 18, 2005, to apply to 2005 and 2006, differed
substantially from the original HGA proposal. As stated above, we are rejecting the
Stipulation. However, we still have before us the UM 1187 deferred accounting
application.

Ratemaking principles generally prohibit collecting revenues from
current customers to cover costs incurred by previous customers. However,
ORS 757.259 provides, in part, for the deferral of costs to be included in later rate
proceedings. PGE proposed to use deferred accounts to smooth out the effect of the
hydro variance adjustment mechanism on a forward-going basis and broadened its
proposal in the UM 1187 filing “to implement the terms of tariff Schedule 128 or such
other allocation of the costs and benefits of the variance in hydro generation that the
commission adopts in UE 165.”66 The language is thus broad enough to enable us to
consider the application for deferral of hydro costs without being bound to PGE’s
original UE 165 HGA or the SD-PCAM.

62 Staff Opening Brief, pp. 13-14.
63 ICNU Opening Brief, p. 14.
64 PGE/700, Kuns/2-3.
65 Staff/100, Galbraith/12-13, 19-20.
66 UM 1187 Deferral Application, p. 2. Emphasis supplied.
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CONCLUSION

For the reasons identified above, the Commission concludes that the
SD-PCAM Stipulation should be rejected. However, we shall keep these dockets open
in the event that PGE wishes to submit to the Commission a hydro-related PCA that
meets the design criteria set forth above. In conjunction with such submission, we
welcome PGE’s proposal with respect to whether the mechanism should cover the 2005
calendar year, under the deferred accounting application in UM 1187, or should begin
with 2006. As to the duration of any hydro-related PCA, the mechanism should remain
in effect until revised or terminated by the Commission. While our rejection of the
SD-PCAM Stipulation relieves PGE of the obligation to fund research on the distribution
of power costs, we encourage the company to work with the parties to develop such
information.

PGE should work with Staff and the other parties to develop a revised
hydro-related PCA. PGE shall file any such proposal no later than February 15, 2006.
Staff and Intervenors shall then be permitted to file comments thereon no later than








































