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DEAR MR. PRESIDENT

his has been an outstanding year for the

Bonneville Power Administration. After

several years of sustained effort, we have
now recovered from the financial effects of the
2000-2001 West Coast power crisis. This year's
return to normal water conditions fueled our
hydro generation, which, along with our years-
long cost-management efforts, enabled us to
rebuild our financial health. We also continued
to make substantial investments in the region’s
transmission, generation, enerqy efficiency and
fish and wildlife restoration.

With our financial strength restored, we are

focused on the future. We are working collabora-
tively with our customers, Northwest slates, tribes

and interested citizens to provide greater certainty

on the role of BPA in the Northwest power system.

I feel great about where we are and the
direction we are going.

BPA produced modified net revenues of
$445 million in 2006 and reduced its wholesale
power rates beginning in 2007 .

We continued to pay our debt to the Treasury
in full and on time and made advance payments
of more than $300 million in this year alone
through our debt optimization program whereby
Energy Northwest refinances bonds due on

nuclear facilities. BPA uses the increased cash

balances to pay additional Treasury debt, which

restores scarce Treasury borrowing authority. We
also maintained our high bond ratings. We have
continued to control our costs and have reduced
staffing. Our 2007-2009 power rales provide the
highest probability that we have ever had that
BPA will cover all its costs in the next rate period.
The probability is 95 percent over two years.

I am immensely proud of the BPA staff and
grateful for the regional cooperation that achieved
these results.

Weather, as well as hard work, contributed to
this year’s impressive financial results. For the

first time in seven years, the Northwest enjoyed

“With our financial strength
restored, we are focused on
the future’”

above-average water conditions. That water,
together with high market prices, led to BPA's
highest ever revenue for surplus power sales.

BPA was well positioned to take advantage
of this good fortune. After years of difficult cost-
management decisions and after making a new
arrangement for directly paying Enerqy North-
west costs, we ended the year with $1.193 billion
in financial reserves, our highest ever, after

making our Treasury payment. This helped us




lower power rates. About $250 million of the
reserves are a cash flow shift resulting from the
direct pay arrangement with Energy Northwest.
Through collaboration with customers, we
developed a liquidity tool that was the key final
ingredient that allowed us to lower our 2007
power rates.

Looking to the future, this year we issued our
proposal for long-term wholesale power contracts
that will replace the existing contracts that expire
in 2011. This will give Northwest parties the
certainty they need about their responsibilities for
mecling load growth after 201 1. Their long-run
assurance is the key to development of electric
infrastructure that will be crucial to the ongoing
health of the Northwest economy. The aptly

named Regional Dialogue proposal, which grew

out of four years of public involvement regarding
long-term contracts, promotes utility and private-
sector development of electric enerqgy infrastructure.
It will significantly reduce risk and further ensure
that BPA will continue to fully repay taxpayers’
investment in the Columbia River power system.
I'look forward to signing the record of decision on
this historic policy in 2007,

We moved forward this year to improve
reliability. We launched a regional congestion
management group lo help us develop new and
better tools to manage transmission congestion.
This effort resulted in a proposal that BPA will
implement in 2007. Also, we are working as a
partner with other utilities to establish a regional

transmission organization, ColumbiaGrid.




We supported renewable resources, providing
new transmission facilities for the third con-
secutive year to integrate wind power. This has
now nearly doubled the amount of wind power
integrated into the BPA grid. BPA and the
Northwest Power and Conservation Council have
launched a regional wind integration action
committee to assess how to cost-effectively inte-
grate the substantial amounts of wind being

planned and developed in the Pacific Northwest.

This year also produced good news about
Columbia River salmon runs. Two decades of
investments in hydro system improvements for
salmon are paying off. The last five years have
seen the highest salmon returns in the last
60 years. Juvenile salmon survival through the
hydro system is higher today than it was in the
1960s, before four of the eight lower Columbia
and Snake river dams were built. BPA is work-
ing with federal, state and tribal sovereigns to
produce a long-term plan that will meet our
mitigation and recovery goals.

In 2004, BPA re-specified its vision and
established a new strategic direction based on
four pillars: high reliability, low rates, environ-
mental stewardship and regional accountability.
We have been revising our internal operations to

pursue this vision ever since, subjecting virtually

[l parts of BPA to bottom-up efficiency reviews.

The process improvements we've found so far are
expected to reduce spending by tens of millions of
dollars annually when fully implemented.

This year, we reorganized the agency to
assure that we will realize these savings. Our new
structure will reduce redundancies and strengthen

our ability to deliver our mission.

We also formally adopted core agency values.
They are:

® Trustworthy stewardship.

m Collaborative relationships.

® Operational excellence.

These values reflect what I see exhibited every
day at BPA. Striving always to fulfill these values,
we are reaffirming our status as a utility focused
on serving the public interest and as an industry
leader performing highly effectively and efficiently.

BPA has turned itself around financially
in the last four years while lowering rates. This
provides a solid foundation to continue our efforts
to support adequate regional infrastructure
investment and responsible environmental
stewardship. We are now aggressively striving
to meet our next challenges in serving the people
of the Paciﬁc Northwest.

W
Qtephen J. Wrigh

Administrator and CEO




FINANCIAL RESULTS
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Federal Columbia River Power System
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and Without Debt Management Actions and
Statement of Financial Accounting Standard 133
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and Related Guidance in the first note to the
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the sum of BPA cash and deferred borrowing

authority at year end.
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iscal year 2006 completed a dramatic

turnaround for the Bonneville Power

Administration. We achieved record
revenues, and can now say with confidence
that BPA has recovered financially from the

West Coast power crisis of 2000-2001.

Revenue record set

BPA produced net revenues of $611 mil-
lion, $230 million above start-of-year projec-
tions. Absent effects of debt management
actions and Statement of Financial Account-
ing Standard 133, we produced modified net
revenues of $445 million. After losing more
than $700 million during the West Coast
power crisis, and enduring six consecutive
years of below average water, BPA has
largely made it back from those losses.

Above-average water conditions, the first
in seven years, share some of the credit for
these results. Coupled with strong market
prices, the water produced record net
secondary revenues that exceeded the
previous record by over $200 million. This
helped offset record losses during the 2001
drought and West Coast power crisis.

Continued cost control and conservative

financial management also contributed to the

agency'’s strong financial performance.

Internal operating costs of $492 million
were $33 million below the annual budget
amount of $525 million. Since 2002, BPA’s
federal and contractor staff have declined

by 10 percent.

Debt managed

BPA made its annual debt payment of
$1.113 billion to the U.S. Treasury in full
and on time for the 23rd year in a row. This
includes $337 million in advance repayments
to Treasury.

Prepayment of Treasury debt is part
of our ongoing debt optimization program.
BPA and Energy Northwest refinanced
$842 million in Energy Northwest bonds this
year, saving ratepayers about $53 million in
the next rate period. All three major bond
rating agencies affirmed their existing high
bond rating for these transactions. For only
the second time since 1989, an entire bond
sale was completed without bond insurance,
reducing the cost of issuance and demon-
strating the market’s confidence in our

financial health.

Rates reduced

During fiscal year 2006, we set power

rates for fiscal years 2007-2009 and reduced




our base average wholesale power rate

3 percent for fiscal year 2007. Our average
base rate for priority firm power in 2007 -
2009 is $27.33 per megawatt-hour.

The 2007-2009 power rates are adjust-
able to assure Treasury payment and funding
for fish recovery actions related to ongoing
court proceedings. The Treasury payment
probability incorporated in these rates meets
our own target of 95 percent probability over
two years or 92.6 percent over three years.
This is the highest probability BPA has ever
achieved in a power rate case.

The hallmark of our recent power
rate case was customer cooperation and

collaboration. Customers recommended

T
3745

1

NV
VAT
-

Vi
Ay,
%
L}

S

At

-
.
Ll

~

A

.
WY

- e
R k'

i

OGP

o\

3\

Y

and 33 signed up for a flexible power rate

program that will enable BPA to increase
cash flows on short notice if needed. This
reduced the need to carry financial reserves,
which lowered our effective base power
rates for 2007-2009.

Our customers also worked collabor-
atively to put in place an agreement for BPA
to directly pay Energy Northwest nuclear
project costs rather than paying these costs
through our customers. This smooths BPA's
annual cash flow, allowing BPA to lower
average rates 5 percent compared to what

they would otherwise have been.

Customer collaboration in the 2007

power rate case demonstrates that, when




we work together, good things happen for

the Pacific Northwest.

Costs controlled for
next rate period

Lower power rates for fiscal year 2007
also reflect results of an 18-month Power
Function Review of BPA's power cost struc-
ture, conducted with customers and stake-
holders, which reduced planned spending
by $122 million a year over the rate period.

On the transmission side, BPA invited
utility customers, stakeholders and ratepay-
ers to review BPA's plans for transmission
system investment and operating costs in
fiscal years 2008-2009. The Programs in
Review public process is expected to be
completed this fall. The results will be
reflected in the transmission rate case for
that period to be held in 2007.

Fish cost recovery
better assured

Currently, about one-third of BPA’s
priority firm power rate represents costs of
its fish and wildlife mitigation and recovery

program, including lost revenues and power

purchases to support required spill and other

hydro operations related to the Endangered
Species Act.

BPA'’s fiscal year 2007-2009 power
rates include two mechanisms designed to
specifically recover costs of any additional
fish recovery actions taken to resolve existing
lawsuits on salmon recovery. For the period
after 2011, BPA’'s Regional Dialogue proposal
would significantly enhance the stability of

funding for fish recovery requirements.

“When we work together,
good things happen for the
Pacific Northwest.”

DSI benefits
extended

BPA signed contracts in 2006 with
remaining direct-service industries for
services and benefits for fiscal years 2007
through 2011. Port Townsend Paper Co.
will receive 17 average megawatts of power.
The three remaining Northwest aluminum
companies will receive monetary benefits
of up to $59 million a year to support their

market purchase of up to 560 average




megawatts of power. The policy gives the
companies and their employees a chance to
continue operations and retain jobs without
unduly burdening other regional consumers.
The question of whether to continue
support to the DSls after 2011 poses many

difficult policy issues. To help ensure we

“The region took major steps
this year to guide individual
utilities in their resource
planning efforts.

make the right policy choice, BPA commis-
sioned an independent study of potential
costs and benefits to the region of continuing
service to the DSIs beyond 2011. The study
and public comment will inform BPA’s final

decision on the issue in 2007.

Long-term power

supply role proposed

With BPA’s current costs under control
and financial health restored, the region has
been able this year to focus on BPA's future.
We released our Regional Dialogue proposal

for our long-term role in the Northwest power

supply. This proposal reflects years of collab-

orative discussions among regional parties. It
will give Northwest utilities, BPA and resource
developers the certainty and accurate price
signals they need to develop new power
resources to meet future Northwest needs.
BPA’s publicly owned utility customers
will receive more certainty about “Tier 1,” the
amount of federal power they would receive
at BPA’s lowest cost-based rate after 2011,
when current power sales contracts expire.
Power sold under the Tier 1 rate would
roughly equal the output of the existing
Federal Columbia River Power System. For
power needs beyond this amount, utilities
could develop their own resources, purchase
in the market or buy additional firm power
from BPA at a Tier 2 rate based on BPA’s

cost of new resources or market purchases.

This approach will be further explored
during 2007 as BPA works toward offering
new 20-year power sales contracts in 2008.
The contracts would give customers certain-
ty about their power supply from BPA and
would give BPA greater assurance of rev-
enues to meet its financial obligations,
including timely BPA debt repayment to the
U.S. Treasury. In turn, a detailed regional

cost review process would continue BPA’s




cost transparency and customer and stake-

holder input into BPA cost decisions.

The proposed approach also is designed
to settle long-standing issues among BPA
customer groups. Investor-owned and
publicly owned utilities would settle their
residential exchange benefits for the term
of 20-year power sales contracts. BPA
customers would choose from products
much like those available today, which
would detail their business relationship with
BPA for the term of their 20-year contracts.
These features depend on a sufficient level
of regional agreement to implement them
successfully. Absent sufficient agreement,
BPA will drop features that require consen-

sus and implement terms that remain.

We intend to complete the Regional
Dialogue policy in 2007 and sign contracts
in 2008. This timeline and the certainty
provided by the Regional Dialogue construct
will give BPA customer utilities sufficient
lead time to secure additional resources

they need for 2012 and beyond.

Resource adequacy
addressed by%ﬂe
region

The region took major steps this year
to guide individual utilities in their resource
planning efforts. BPA and the Northwest
Power and Conservation Council convened

a Pacific Northwest Resource Adequacy




Forum. The group produced a Northwest Re-
source Adequacy Standard that includes a
metric — a yardstick for measuring regional
energy supplies — and a target that defines
adequacy. The regional forum defined a ca-
pacity standard, resource counting and data
reporting protocols and an implementation
mechanism. These actions represent major
milestones in the effort to assure there is no
second West Coast power crisis, which was

due in part to inadequate resource supplies.

Conservation
achieved

BPA and its customer utilities have add-

ed more than 1,000 megawatts of energy

efficiency to the region’s power supply since

passage of the Northwest Power Act, as
much as a large nuclear plant. BPA met its
2006 energy efficiency targets, delivering
44 average megawatts of new conservation
from its energy efficiency programs at a cost
of less than $1.5 million per average mega-
watt. As a participant in Department of
Energy’s National Action Plan for Energy
Efficiency, BPA is increasing its annual
conservation target from 40 aMW to 52 aMW
per year. The American Council for an Energy
Efficient Economy recognized BPA this year
as a national Champion of Energy Efficiency.
BPA’s customer-driven conservation and
renewable resource programs encourage

local initiative. For example, the city of




Ellensburg, Wash., launched a 24-kilowatt
city solar energy plant funded by a BPA rate
credit and a grant from the Bonneville
Environmental Foundation. Local residents
pledged $80,000 to buy shares in the project
in return for credits on their electric bills.

We are particularly proud of our collab-
orative energy efficiency projects with federal
agency customers. McChord Air Force Base
in Washington state has completed $1.5 mil-
lion in lighting retrofitting, the first stage in
BPA’'s multi-year, $6 million conservation
program at the base. The Air Force reimburs-
es costs of this program. BPA has $23 mil-
lion in engineering and construction projects
under contract in a partnership with the U.S.
Navy at two large bases BPA serves directly.
The Navy fully reimburses costs of these
projects. BPA is also providing $3 million in

conservation incentives for Navy projects.

Fish, power, flood
control needs met

After six years of below-average water,
this year’s water, which was slightly above
average, appeared bountiful. Columbia River

runoff at The Dalles for January-July 2006

was 114.7 million acre feet, or 107 percent

of the 1971-2000 average.

The return to better water brought
renewed challenges in juggling the multiple
uses of the Columbia River. Strong spring
flows in the Kootenai River below Libby Dam
briefly flooded parts of Bonners Ferry, Idaho,
while high water releases at Libby Dam
created nitrogen saturation in the Kootenai
at levels dangerous to endangered white
sturgeon and bull trout. At the same time,
Lake Koocanusa behind the dam briefly
inched over reservoir level limits set under

the Columbia River Treaty with Canada.

“Two decades of investments
in hydro system improvements

for salmon are paying off.”

Ample spring runoff fueled BPA’s high
surplus power sales.

As a record-setting July heat wave
approached the West, BPA set up its power
system with an eye toward being able to lend
support to neighboring control areas if need-
ed. BPA topped off reservoirs, fully charged
the pumped storage capacity at Banks Lake,
Wash., and deferred maintenance on critical

transmission and generation resources.




BPA’s actions paid off in maintaining
system reliability. We responded to calls
for emergency power from four Northwest
utilities and California. Transmission lines
between the Northwest and California oper-
ated by BPA delivered up to 6,700 mega-
watts of power to California. The head of
the California Independent System Operator
later wrote BPA, saying California avoided
rolling blackouts “thanks to your support and

collaboration.”

“In the first quarter of 2006,
we energized our third new
500-kilovolt project in as
many years.”

All fish spill requirements were fully met
during the record heat wave and throughout
the year. As in 2005, under court direction,
federal operators spilled water for juvenile
fish migration through the end of August.

A report on the 2005 summer spill ident-
ified cost of summer spill that year as
$76.6 million.

Nuclear performance
record set

As the fiscal year closed, Energy North-
west’s Columbia Generating Station nuclear
plant turned out a record 454th day of
continual operation — and kept on running.
The plant has operated at or near full power
since July 2, 2005, with occasional down-
powers for maintenance or load shaping.
Load shaping occurs when BPA requests
lower production due to a seasonal surplus
of hydropower. BPA receives all the output of
this plant. Columbia Generating Station
moved from annual refueling to a two-year
refueling cycle in 2001. It will next refuel in
spring 2007.

Reliability maintained

Federal power generation and BPA’'s
transmission grid met all reliability and avail-
ability targets this year. Hydro generating
units met their target of 97 percent heavy
load hour availability. BPA’s most important
transmission lines were available for service

98.8 percent of the time.

It has become increasingly difficult to

maintain the transmission system so it

can provide the services demanded of it.




For example, BPA has a backlog of more
than 10 years for replacing aged and worn
spacer dampers. These replacements are
needed to keep transmission conductors
safely spaced. It is becoming more difficult
to find outage time to do this work when it
will not affect market conditions. Planned
outage time for our most important lines has
grown by about 14 percent a year over the
last three years.

Nonetheless, BPA complied fully with
Western Electricity Coordinating Council
Reliability Management System Standards.
This was challenging, as the transmission
grid faces growing congestion and use.
Managing competing priorities, BPA some-

times operates near the edge of system

capacity to maximize availability while
maintaining safe, reliable transmission

system operation.

Infrastructure
augmented

To maintain reliability, BPA has invested
more than $1.2 billion in recent years in
transmission system projects, including
construction of new high voltage lines,
rebuilding existing lines and substation
upgrades.

In the first quarter of 2006, we energized
our third new 500-kilovolt project in as many
years. The 63-mile, $164.2-million Schultz-
Wautoma line adds 600 megawatts of

transfer capacity to the heart of BPA's




transmission grid in central Washington. The
line came in on time and well under budget.
We also enhanced reliability in the busy
[-5 corridor, reconductoring two lines north
of Seattle and upgrading the key Ostrander-
Pearl 500-kV line in the Portland area.
In all, BPA conducted 14 significant

transmission infrastructure projects in 2006.

Wind power
supported

The Northwest is now one of the fastest
growing areas of the country for wind power
development.

BPA energized two new substations this

year to integrate new wind power projects,

bringing to nine the number of transmission
construction projects BPA has completed
since 1998 for integration of wind farms.
For example, BPA’'s new Jones Canyon
Substation near Arlington, Ore., delivers
more than 100 megawatts of wind power
from the Leaning Juniper Wind Farm directly
into BPA's 230-kV main grid.

The region now has more than
1,300 megawatts of wind energy installed
with another 1,000 megawatts or more
expected in the next few years. BPA and
the Northwest Power and Conservation
Council have launched an effort to develop
a Northwest Wind Integration Action Plan

to determine how the region can best




manage the variable nature of wind power so
its advantages can be fully realized. A draft

action plan is expected in January 2007.

Non-wires
demonstration
launched

BPA continues to seek ways to deliver
power to its customers with the lowest
environmental and economic impact. This
can postpone the need for new transmission
construction through non-wires alternatives.
In January, BPA joined with the Pacific
Northwest National Laboratory and other
sponsors in launching a U.S. Department of
Energy GridWise demonstration project on
the Olympic Peninsula in Washington state.

In this pilot, Internet technology is used
to send signals to control electric space
and water heating loads in the homes of
300 participating volunteers. The goal is to
see if appliances automatically responding to
price signals can reduce peak power loads
and thereby delay the need for new trans-
mission lines. Several homes in this demon-
stration project also have clothes dryers
equipped with a special chip that senses

frequency changes on the transmission grid.

When the frequency drops below an accept-
able level and the dryer is running, the chip
turns off the heating element of the dryer for

a few minutes until grid frequency stabilizes.

“BPA continues to seek ways to
deliver power to its customers
with the lowest environmental
and economic impact.”

Transmission

congestion
addressed

The number of transactions over BPA's
transmission grid is increasing, and operating
it is becoming more complicated. BPA
handled almost 55,000 transmission trans-
actions in June 2006, versus 30,000 in that
month four years ago. This represents a
growth rate of about 16 percent a year for
the last four years. To measure the impacts
of this added volume on operators, we
developed a complexity index. It measures
a combination of factors such as tagging

transaction volume, planned outage minutes,

total transmission system load and significant




outages to schedule. The result suggests the
complexity of operating BPA’s transmission
system or system stress has been growing
by about 13 percent a year over the past
three years.

Transmission congestion issues were
outlined in greater detail this year in a BPA
white paper, “Challenge for the Northwest:
Protecting and managing an increasingly

congested transmission system.” BPA

“BPA believes the optimal
solution to stress on the grid
is one-utility transmission
planning and operation for
the Pacific Northwest.”

convened a regional steering committee

in the spring to develop mechanisms to
alleviate the problem. The committee adopt-
ed a variety of tools in late August which
included three components:

B |imiting nonfirm schedules on congested
paths,

B a within-hour redispatch tool, and

B an interim tool that limits the scheduling
of nonfirm for the hour after flows exceed
safe limits on transmission paths.

BPA intends to begin implementing
the plan on its system beginning in summer

2007.

National efforts
supported

BPA is actively participating in national
efforts to improve management of the
nation’s high-voltage transmission grid. For
example, BPA is assisting the Western
Electricity Coordinating Council efforts to
register all Northwest utilities appropriately in
response to registration requirements of the
North American Electric Reliability Council as
the nation’s new Electric Reliability Organiza-
tion. BPA is working with its customers to
develop a comprehensive, consistent ap-
proach to registration for BPA and the

entities in its control area.

ColumbiaGrid
emerges

BPA believes the optimal solution to
stress on the grid is one-utility transmission

planning and operation for the Pacific

Northwest. We have worked with regional




parties for years to realize this goal. This
year, BPA became a founding member of
ColumbiaGrid, along with investor-owned
utilities Puget Power and Avista, the public
utility districts Grant and Chelan counties in
Washington and Seattle and Tacoma munici-
pal utilities. Other Northwest control areas
are invited to join.

ColumbiaGrid is an independent entity
that will integrate the operation and expan-
sion of the region’s transmission network. It
will take on some planning and reliability
functions both for members and for those
parties who have signed functional agree-
ments with ColumbiaGrid. BPA is providing

$2.4 million of the initial two-year, $5 million

startup funding agreement. ColumbiaGrid
has incorporated as a non-profit corporation
in the state of Washington. A three-member
independent board has been seated. The
entity is working toward providing initial
services before the end of calendar year

2006.

Yakama Power
becomes BPA
customer

A new BPA customer, Yakama Power,
began receiving BPA preference power in
April with an initial load of about 3.25 mega-
watts. The Yakama Indian Nation became

interested in setting up its own utility eight




years ago, when BPA defined tribes as public
bodies eligible to buy electricity directly from
BPA. Yakama is serving residential, govern-
ment, commercial and industrial load
previously served by PacifiCorp. The utility
has already begun work on a residential
conservation program and is implementing
BPA’'s Low Income Weatherization Program.

BPA also serves other tribal utilities.

Fish survival
Increases

The outlook is improving for Columbia
River salmon. The highest Columbia River
salmon runs in the last 60 years have been

those of the last five years. With good

returns of summer chinook, commercial
fisheries on these stocks have been allowed
in the river each year since 2003 — after

being closed continuously since 1965.

While some of this good news is due to
improved ocean conditions, improvement in
the swift and safe passage of juvenile salmon
through the dams is helping. In-river survival
of Snake River juvenile salmon today is
comparable to that of the 1960s, when there
were four dams on the lower Columbia and
Snake river system instead of today’s eight.

BPA investments to improve fish passage
through the hydro system are paying off.
Dams on the lower Columbia and lower

Snake have extensive fish passage facilities.




Average survival past the dams for young
fish today is more than 95 percent per dam.
Removable spillway weirs at Lower Granite
and Ice Harbor dams safely and efficiently
pass juvenile fish with a 97 to 99 percent
survival rate. Of fish transported down-
stream, 98 percent survive to release in the
estuary. Efforts to control pikeminnow and
Caspian tern predation are effective and save
millions of juvenile out-migrants each year.
About 98 percent of returning adult fish
survive Columbia and Snake river fish lad-
ders. However, sea lions preying on salmon
below Bonneville Dam remain a concern,
consuming an estimated 2.8 percent of the
run this year. The U.S. Army Corps of
Engineers has installed exclusion devices

to keep them out of the fish ladders.

Sovereign
collaboration
progresses

Under the direction of U.S. District Court
Judge James Redden, BPA, the U.S. Army
Corps of Engineers, Bureau of Reclamation
and NOAA Fisheries are working with the

four Northwest states and seven Columbia

Basin tribes to develop scientifically based

goals and performance standards for juvenile
and adult salmon and steelhead survival and
a 10-year suite of actions for hydro opera-
tions, habitat, harvest and hatcheries. NOAA
expects to produce a final Biological Opinion
by February 2007.

In a separate action, Judge Redden
ruled that biological opinions for the Upper
Snake River and the Federal Columbia River
Power System should be done together to
assure a comprehensive analysis. This may
delay completion of the FCRPS Biological
Opinion.

“The highest Columbia River
salmon runs in the last

60 years have been those

of the last five years.

Kootenai white
stur%;eon plan
implemented

BPA and the Corps completed a court-
ordered consultation with the U.S. Fish and

Wildlife Service to address continued decline




of Kootenai River white sturgeon. The stock

has dwindled to an estimated 500 adults

and is declining at a rate of 9 percent a year.

To prevent extinction, BPA and the Corps
are providing flow from Libby Dam, regulat-
ing the elevation of Kootenay Lake and
modifying habitat to improve conditions for
spawning. BPA also funds a conservation
aquaculture program run by the Kootenai
Tribe of Idaho.

“Habitat improvement projects
this year gave fish access to
more than 200 miles of
previously blocked streams.”

Habitat improved

BPA habitat improvement projects this
fiscal year gave fish access to more than
200 miles of previously blocked streams
and protected and enhanced more than
1,550 miles of salmon habitat on tributaries.
In the last six years, more than 1,480 miles
of salmon habitat have been opened and
more than 2,550 miles of habitat secured

and protected. BPA spends more than

$35 million a year for fish and wildlife habitat
improvements in the Columbia River Basin

and estuary.

Hatcheries and
harvest addressed
by region

Regional collaboration this year also
extended to harvest and hatcheries. BPA
supports hatchery reform for best manage-
ment practices and research on selective
harvest practices and techniques that target
healthy runs, such as terminal fisheries. BPA
is participating in a NOAA-led collaborative
regional strategy leading to hatchery reform
throughout the Northwest. Completion is
due in 2008.

Efficiency enhanced

We are reorganizing BPA to better deliver
on our mission. This is the third step in a
sequence of actions we’re taking to optimize
the total value of the Federal Columbia River
Power System to stakeholders. Two years
ago, we renewed our mission and vision
and set a new strategic direction. Last

year, we launched the first projects in our

Enterprise Process Improvement Program,




which aims to streamline virtually all our Operational excellence is the driver

internal systems and processes. So far, behind our efficiencies projects, our reorgani-
EPIP reviews anticipate tens of millions in zation and cultural changes. These changes
annual savings upon full implementation of collectively represent a new way of operating
the recommended changes. that better supports our mission and vision

Our reorganization is consolidating to be an industry leader — an organization
support functions that had been dispersed that others benchmark against.

throughout the agency, eliminating redun-

Risks treated

BPA actively manages its transacting,

dancies, reducing overhead and enhancing

management controls. The reorganization

adheres to standards of conduct set by the credit and enterprise risks through a rigorous

Federal Energy Regulatory Commission to risk management program. This year, we

assure open and nondiscriminatory transmis- ~ Implemented credit policies designed to

sion access. The reorganization was effective ~ €nsure that trading strategies, their constitu-

Oct. 1. 20086. ent power transactions and associated risk
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exposure limits are appropriate given BPA’'s against BPA in the U.S. Court of Federal
risk tolerance and objectives. Claims regarding a 1988 power sales and

We are applying risk management dis- exchange contract. The two claims total
cipline throughout the agency. For example, $208 million. BPA will pay SCE $28.5 million
thorough risk assessment resulted in plus interest, but not until the California
a proposal to rebuild BPA's 55-year-old Public Utility Commission approves SCE’s
Libby-Troy line in Montana at its existing participation in the agreement and there is
115-kilovolts, rather than increasing it to resolution of the pending California Refund
230-kV or going to double-circuit. This Process with respect to the net amounts
proposal would save $13 million while owed to or by BPA. The settlement resolves
maintaining long-term reliability. longstanding and potentially expensive

g T, litigation at a modest cost. The cost may be

Cahfomla 1ISSUes offset by payments BPA believes it is owed

reSOI\/ed by a variety of California parties in the

BPA and Southern California Edison have ongoing California Refund Process, which

agreed to settle two lawsuits filed by SCE stems from the West Coast power crisis.




Slice issues settled

After nearly two years of mediation, BPA
and its publicly owned utility customers
came to agreement on issues associated
with our Slice power product. The settlement
allows BPA’s public agency customers to
resolve issues that amount to hundreds of
millions of dollars and removes customer
concerns that Slice runs unacceptable risks

of cost shifts.

The Slice product is designed to give the
purchaser a percentage of FCRPS output in
return for paying the costs of that output.
Introduced in 2002, Slice is very complex.
Aspects of the Slice contract and rate were
interpreted differently by the parties and have
been subject to litigation before the Ninth
Circuit Court of Appeals. The settlement
agreement establishes precedents limiting
the scope of future disputes and lays out
protocols for communication and dispute

resolution in the future.

Transparency
increased

BPA conducted a Capital Planning
Review this year with customers and inter-

ested parties to build understanding about

how BPA plans for the long term and ulti-
mately makes decisions on agencywide
capital planning. The Capital Planning
Review examined capital proposals and
projects likely to affect post-2009 rates.

By 2008, BPA intends to align its trans-
mission and power rate cases and consoli-
date its public processes on agencywide
expenses and capital plans, so that custom-
ers and constituents fully understand and
have enhanced opportunities to comment on

how ratepayer dollars are spent.

“We are reorganizing
BPA to better deliver on
our mission.”

Security enhanced

As a key part of the Northwest’s infra-
structure, BPA is highly aware of the need
for security and emergency preparedness.
This need was brought home in January
when 11 individuals were indicted on charg-
es of attacks on infrastructure that span
several years and five states and caused an

estimated $100 million in damages. Three of

the defendants were charged with the




destruction of a BPA high-voltage tower in
Bend, Ore., on Dec. 30, 1999.

BPA continues to invest in security
enhancement with risk assessments of our
most critical facilities. Enhancements this
year include electronic monitoring systems,
cardkey access, improved fencing and
expanded cooperation and planning with

regional law enforcement.

Safety maintained

One crucial target we met this year is
safety. Our lost time accident rate of 1.2 per

200,000 hours worked is on the very low

“No job is so important and
no service so urgent that we
cannot take the time to
perform our work safely.”

end of the target range, and is considerably
below the industry average. BPA consistently
performs better than utility industry safety
benchmarks. We adopted Occupational
Safety and Health Administration private
sector standards more than 20 years before

they were required. Our safety motto is

heartfelt: No job is so important and no

service so urgent that we cannot take the

time to perform our work safely.

Performance
measures up

BPA met all of its targets this year for
reliability, budgets and schedules for infra-
structure investment, establishment of
financial management controls and imple-
mentation of the President’s Management
Agenda. All our managers work toward
specific targets set in performance contracts

each year.

The best measurement of our perfor-
mance is the response from our partners
in the region — our customers and constitu-
ents. We measure our performance each
year through customer, constituent and
tribal satisfaction surveys. This year, we
are delighted to report, satisfaction with
our performance is noticeably up across

the board.

Customers rated their overall satisfaction
with BPA at 7.8 out of a possible 10. That’s
a significant improvement over last year’s
7.3 rating, which exceeds our target range
@if 7.0 1® 7.




Similarly, constituent ratings rose to 7.7,
exceeding the target range of 7.0 to 7.5. The
constituent rating was 7.4 in 2005. We use
the term constituents to encompass those
non-utility interests who regularly track BPA
issues, such as the Northwest congressional
delegation offices, Northwest governors’
offices, state energy offices and public utility
commissions, and public interest groups.

Performance scores for tribal govern-

ment satisfaction also improved with tribal

satisfaction going to 6.6 up from 6.4 in 2005.

Tribes generally felt they had good working
relationships with BPA. However, they
indicated a need for more direct dialogue

with BPA senior management.

Employees honored

We are honored that, this year, the
Department of Energy renamed its Profes-
sional Aviation Operation/Support award in
memory of BPA helicopter pilot John Cooley,
who was Killed in 2004 when his helicopter
crashed as he was stringing conductor for a
new BPA transmission line. John Cooley’s
wife Mary Ann, 13 family members and
friends, and BPA’s senior vice president for
Transmission, were present for the 2006
award ceremony.

We are also proud of our employees’
record in community service. For the third

consecutive year, BPA received the Secretary




of Energy’s Community Service Award. The
award recognizes the more than 16,000 hours
that BPA employees contributed to com-
munity programs last year, from the BPA
Science Bowl to construction of a traditional
tribal cedar plank house on the Ridgefield

National Wildlife Refuge in Washington.

Prepared for
challenges ahead

BPA employees have brought about the
agency'’s financial recovery with energy and
creativity, in collaboration with one another

and with the region we serve.

As we establish new, streamlined proce-
dures, we are documenting and training staff
in their use, so that the efficiencies we have
identified become normal business practice.

BPA is financially sound. We continue to
make improvements in our internal gover-
nance. We are ready to address our next
challenges in serving the people of the

Pacific Northwest.




PERFORMANCE MEASURES

ach year since 1996, BPA has selected a set of measurable targets that the agency as a
whole is responsible for achieving. These act as indicators of overall agency performance
and are used in evaluating agency management. In fiscal year 2006, BPA met 24 of its

26 targets and partially met the other two.

Stakeholder Perspective

Transmission system
Target met. BPA exceeded the target to meet 12 of 14 milestones by completing 13 of the 14 on
schedule and within budget.

Hydro generation system

Target met. Generation was increased by 4.5 average megawatts through the hydro efficiencies
program by Sept. 30, 2006, and was accomplished within budget. Two units at Grand Coulee Dam
achieved 2.25 average megawatts of increased generation each from new turbine runner installations.

Energy efficiency/demand management

Target met. BPA achieved 44 average megawatts of new conservation savings, meeting the target of
36 to 44 average megawatts and doing so at a cost of $1.45 million per average megawatt. New
conservation augmentation savings were obtained at a cost of $1.1 million per average megawatt.

Transmission reliability

Target met. There were no involuntary curtailments of firm load due to a transmission system security
breach or to cascading outages originating on the BPA system. BPA also met the target compliance
requirements for the Western Electricity Coordinating Council’s Reliability Management System.

Generation reliability

Target met. There were no involuntary curtailments of firm load due to inadequate power supply or

a breach of generation system security. BPA also met the target compliance requirements for the
Western Electricity Coordinating Council’s Reliability Management System for power system stabiliza-
tion and automatic voltage regulation.

Transmission availability
Target met. BPA's most important transmission lines were available for service 98.8 percent of the time,
exceeding the target of 98 percent.

Generation availability

Target met. BPA achieved 98.4 percent heavy load hour availability, exceeding the target of 97 percent.

Performance Measures




Congestion management strategy

Target met. BPA worked with the region to develop a strategy to manage congestion on the trans-
mission grid. BPA’'s Congestion Management Steering Committee approved workgroup recommenda-
tions in August. In September, the committee tested the recommendation at a regional customer
meeting, and BPA then formally approved the plan.

Regional Dialogue process

Target partially met. The Regional Dialogue policy proposal was released for public review and com-
ment on July 13. At the joint request of public customers and investor-owned utilities, BPA extended
the public comment period on the Regional Dialogue policy proposal for 30 days to Oct. 31. BPA
extended the comment period to allow more time for parties to reach a settlement on investor-owned
utility benefits for the 20-year term of the Regional Dialogue contracts, although this meant the
targeted schedule was not met.

Power rates

Target met. BPA filed its FY 2007-2009 wholesale power rates with the Federal Energy Regulatory
Commission on July 28, 2006, that resulted in a three-year average expected power rate of

$27.2 per megawatt-hour. This was on time and well within the target range of $26.8 to $28.3 per
megawatt-hour (the start-of-year range of $28 to $29.5 per megawatt-hour was adjusted per the
target’s requirement to reflect changes in net secondary revenues, financial impacts of court-ordered
fish and wildlife actions and reactive credit).

ESA compliance long-term action plan

Target partially met. BPA collaborated with Northwest states and tribes on development of a proposed
action for operation of the FCRPS and “all-H” actions in habitat, hatcheries and harvest to mitigate for
the effects of the FCRPS under the Endangered Species Act as ordered by the Oregon Federal District
Court in the remand of the 2004 Biological Opinion. Collaboration also occurred on an analytical
framework and methods for performing the biological analysis of the proposed action.

Performance Measures




Customer satisfaction

Target met. Survey results showed a customer satisfaction rating of 7.8, exceeding the target of
7.0to 7.5.

Constituent satisfaction

Target met. Survey results showed a constituent satisfaction rating of 7.7, exceeding the target of
7.0to 7.5.

Tribal government satisfaction

Target met. Survey results showed a tribal government satisfaction rating of 6.6, exceeding the
target of 6.0 to 6.5.

Financial Perspective

Modified net revenues

Target met. BPA's modified net revenues for FY 2006 were $445 million, substantially exceeding the
target range of $135 million to $240 million. The primary reasons for this were the price and volume of
secondary sales that resulted from better than average runoff and higher prices than projected at the
beginning of the year.

Treasury payment

Target met. BPA's FY 2006 payments to Treasury of $1.113 billion were made on time and in full for
the 23rd consecutive year.

Debt optimization

Target met. BPA achieved this target with completion of the Energy Northwest/BPA bond sale for debt
optimization refinancing of $204 million in the third quarter and the prepayment of $337 million for early
federal debt amortization on Sept. 30.

Bond rating

Target met. BPA has maintained ratings of “AA-" or better from all three rating agencies for BPA-
backed bonds during FY 2006 (S&P AA-; Fitch AA-; Moody’s Aaa).

Performance Measures




Internal Operations Perspective

Internal operating costs
Target met. Overall expenditures (including capital and expense) were $491.9 million, representing
94 percent of the start-of-year budget.

Internal controls review

Target met. BPA successfully met the requirements of the Office of Management & Budget’s
Circular A-123, Appendix A, to demonstrate appropriate controls on financial reporting.

Process improvement

Target met. BPA is pursuing major multi-year process improvements in key functions to achieve
improved efficiency and effectiveness. BPA is on schedule to meet targeted project milestones for
seven functional areas, including Public Affairs, Human Resources, Transmission Plan/Design/Build,
Asset Management, Marketing and Sales, Supply Chain and Energy Efficiency.

Organization and governance
Target met. The agency implemented a new organizational structure on Oct. 1, 2006, which realigned
key functions and strengthened governance and internal controls.

People and Culture Perspective

President’s Management Agenda

Target met. BPA achieved four green ratings and one yellow (caution) rating for BPA’s five President’s
Management Agenda initiatives.

Employee understanding of business strategy
Target met. Based on an annual employee survey, 82 percent confirmed that they understand BPA's
business strategy, exceeding the target range of 70 to 80 percent.

Safety

Target met. BPA achieved a lost time accident frequency rate of 1.1 per 200,000 hours worked,

well within the target range of 1.1 to 1.5 (lower is better) and 54 percent lower than the utility industry
average of 2.4. There were no fatal injuries to BPA employees or contract employees working on
BPA facilities.

Effective feedback

Target met. Based on an annual employee survey, 82 percent confirmed that they continue to be
aligned with BPA’'s mission and business strategy through effective feedback, exceeding the target
range of 70 to 80 percent.

Performance Measures
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MANAGEMENT'S
DISCUSSION & ANALYSIS

General

The Federal Columbia River Power System
(FCRPS) combines the accounts of the Bonne-
ville Power Administration (BPA), the accounts of
the Pacific Northwest generating facilities of the
U.S. Army Corps of Engineers (Corps) and the
Bureau of Reclamation (Reclamation) and the
operation and maintenance costs of the U.S.
Fish and Wildlife Service for the Lower Snake
River Compensation Plan Facilities. Northwest
Infrastructure Financing Corporation, a “Special
Purpose Corporation,” is consolidated with BPA.

BPA was created by an act of Congress
in 1937 to market electric power from the
Bonneville Dam located on the Columbia River
and to construct facilities necessary to transmit
such power. Congress has since designated BPA
to be the marketing agent for power from all of
the federally owned hydroelectric projects in the
Pacific Northwest. BPA, whose headquarters
are located in Portland, Oregon, is one of four
regional federal power marketing administrations
within the U.S. Department of Energy. Many of
BPA's statutory authorities are vested in the
Secretary of Energy, who appoints, and acts
by and through, the BPA administrator. Some
other authorities are vested directly in the BPA
administrator.

BPA's primary enabling legislation includes
the following federal statutes: the Bonneville
Project Act of 1937; the Flood Control Act of
1944; Public Law 88-552 — the Regional
Preference Act; the Federal Columbia River
Transmission System Act of 1974; and the

Northwest Electric Power Planning and Conser-
vation Act of 1980 (Northwest Power Act). Today
BPA markets electric power from 31 federal
hydroelectric projects, most of which are located
in the Columbia River Basin and all of which are
owned and operated either by the Corps or
Reclamation. These projects have an expected
aggregate output of roughly 9,000 average
megawatts under median water conditions. BPA
has acquired all of the generating capability of
Energy Northwest’s Columbia Generating Station
(CGS) nuclear power plant. The contract to
acquire the generating capability of the project
requires BPA to pay all or part of the annual
project budget, including operating expense and
debt service. BPA also acquired all of the output
of the Cowlitz Falls hydro project and agreed to
pay the operating expense and debt service.
BPA sells, purchases and exchanges firm power,
nonfirm energy, peaking capacity and related
power services. BPA also constructs, operates
and maintains a high-voltage transmission
system comprising approximately three-fourths
of the bulk transmission capacity in the Pacific
Northwest. BPA uses this transmission capacity
to deliver power to its customers and makes
transmission capacity available to other utilities
and power marketers.

BPA's primary customer service area is
the Pacific Northwest region of the United
States, encompassing the states of Idaho,
Oregon, Washington, western Montana, and
small parts of eastern Montana, western Wyo-
ming, northern Nevada, Utah and northern
California. BPA estimates that the population

Management’s Discussion & Analysis




of the 300,000 square mile service area is just
under 12 million people. Electric power sold by
BPA accounts for about 35 percent of the
electric power consumed within the region.
BPA markets the majority of this power to over
100 publicly owned and cooperatively owned
utilities for resale to consumers in the region.
BPA also has contracts to sell power for direct
consumption to a small number of companies
(direct-service industries or DSIs) located in the
region, although the contracted amount of
service BPA provides to DSls has diminished
substantially relative to levels from the 1940s
through the 1990s. BPA is required by law to
exchange power with qualifying utilities to meet
their residential and small farm electric power
loads within the region. The operation of this
program, referred to as the “Residential Ex-
change Program,” may result in payments by
BPA to the exchanging utilities if the applicable
power rates for FCRPS power are lower than
the utilities’ respective average system cost of
meeting their residential and small farm power
loads. The primary participants in the Residential
Exchange Program historically have been
investor-owned utilities (I0Us) in the region.

The Transmission System Act placed BPA
on a self financing basis, meaning that BPA pays
its costs from revenues it receives from the sale
of power and the provision of transmission and
other services. BPA sets rates at levels to ensure
revenues that recover BPA's costs, including
certain payments to the U.S. Treasury. BPA's
rates for the foregoing services are subject to
approval by the Federal Energy Regulatory

Commission (FERC) on the basis that, among
other things, they recover BPA's costs. BPA
issues and sells bonds to the U.S. Treasury and
uses the proceeds to fund certain activities
established under federal law.

With the Energy Policy Act of 1992, BPA
was required to provide open access, nondis-
criminatory transmission service to all requestors
using pro forma tariffs as approved by FERC.
While BPA is a single legal entity, it conforms to
FERC standards of conduct to ensure its
transmission function does not discriminatorily
advantage its merchant power function.

BPA's cash receipts from all sources,
including from both its transmission and power
marketing businesses, must be deposited in the
BPA fund, which is a revolving fund account of
the U.S. Treasury and which is available to pay
BPA’s costs. In accordance with the Transmis-
sion System Act, BPA must make expenditures
from the BPA fund as included in annual budgets
submitted to Congress, without further appro-
priation and without fiscal year limitation, but
within such specific directives or limitations as
may be included in appropriation acts, for any
purpose necessary or appropriate to carry out
the duties imposed upon BPA pursuant to law.

BPA is required to make certain annual
payments to the U.S. Treasury. These payments
are subject to the availability of net proceeds,
which are gross cash receipts remaining in the
BPA fund after deducting all of the costs paid by
BPA to operate and maintain the FCRPS other
than those used to make payments to the
U.S. Treasury for: the repayment of the federal
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investment in certain transmission facilities and
the power generating facilities at federally owned
hydroelectric projects in the Pacific Northwest;
debt service on bonds issued by BPA and sold
to the U.S. Treasury; repayments of appropriated
amounts to the Corps and Reclamation for
certain costs allocated to power generation at
federally owned hydroelectric projects in the
Pacific Northwest; and costs allocated to
irrigation projects as are required by law to be
recovered from power sales.

The requirement to pay the U.S. Treasury
exclusively from net proceeds would result in a
deferral of U.S. Treasury payments if net pro-
ceeds were not sufficient for BPA to make its
payments in full to the U.S. Treasury. Such
deferrals could occur in the event that BPA
were to receive less revenue or if its costs were
higher than expected. Such deferred amounts,
plus interest, must be paid by BPA in future
years. BPA has not deferred such payments
since 1988.

Rates

During the rate period from fiscal year 2002
to 2006, BPA had three Cost Recovery Adjust-
ment Clauses (CRACS) in its power rates that
were designed to collect additional power
revenues to ensure that BPA had sufficient funds
to meet its obligations, including repayment to
the U.S. Treasury. The three CRACs included a
Load-Based (LB) CRAC, a Financial-Based (FB)
CRAC and a Safety-Net (SN) CRAC.

The LB CRAC was a percentage rate
adjustment and was based on BPA’s costs to
purchase power to meet load obligations.

Because BPA acquires some portions of this
power in a highly volatile market, it was not
possible to accurately forecast the cost of power
purchases over the entire five-year rate period.
Accordingly, the LB CRAC was designed to
respond to changes in the market price of power
and to reflect the change in prices in the fixed
power purchase contracts. It was reset every six
months to recover the anticipated augmentation
costs to meet load that could not be recovered
with the base rates. The FB CRAC triggered if
forecast accumulated power net revenues fell
below a threshold value for a particular year.

The SN CRAC was designed to raise rates if a
payment to the U.S. Treasury or other creditor
was missed, or if the administrator projected a
50 percent probability that such a payment might
be missed in the then-current fiscal year.

Under BPA's proposed rates effective Oct. 1,
2006, these CRACs have been replaced with a
comprehensive set of rate adjustment tools
centered on a single CRAC mechanism.

Customers

BPA sells power (energy and capacity) and
related services to four main types of customers:
Northwest publicly owned utilities, DSls, North-
west IOUs, and other regional and extra regional
customers. BPA also sells relatively small
amounts of power to several federal agencies
within the region. The revenue derived from
these customers provides BPA with a large
portion of the funds needed to pay its costs.
BPA sells transmission and related services
under open access tariffs to a broad variety of
power generators, including wind generators,
marketers and power purchasers.
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Sales Within the
Northwest Region

Northwest Publicly Owned Ulilities
Qualifying public utility districts, municipali-
ties and consumer-owned electric cooperatives
within the region are entitled to a statutory
preference and priority in the purchase of
available FCRPS power. By law, these customers
have what is referred to as “public preference.”
They are eligible to purchase power at BPA's
priority firm rate for most of their loads. As a
group, publicly owned utilities constitute BPA's
largest customer base in terms of number,
megawatt-hour sales and revenues.

Direct-Service Industries

BPA is not required to do so, but may offer

to sell power for direct consumption to a limited

number of existing DSIs within the region.

Northwest Investor-Owned Utilities

BPA provides some firm power to Northwest

IOUs. This is power not sold under the public

preference priority rate. BPA also sells sub-

stantial amounts of peaking capacity to North-

west I0Us during weather extremes. As part of

its Subscription strategy, BPA entered into

certain agreements, as amended, with the

Northwest IOUs to settle BPA's statutory obliga-

tion to provide benefits under the Residential

Exchange Program for specified periods that
began Oct. 1, 2001.

Revenues by Customer Class
Federal Columbia River Power System
For the years ended Sept. 30 — thousands of dollars

2006 2005 2004
Sales of electric power:
Sales within the Northwest region
Northwest publicly owned utilities $1,711,889 $1,717,063 $1,737,895
Direct-service industries 80,021 82,454 92,424
Northwest investor-owned utilities 502,601 390,511 363,201
Sales outside the Northwest region 691,508 600,765 489,063
Bookouts (220,911) (238,847) (212,155)
Total sales of electric power 2,765,108 2,551,946 2,470,428
Transmission 641,132 527,383 535,936
Other revenues (63,224) 131,054 114,547
U.S. Treasury credits for fish 76,353 57,700 77,000
Total operating revenues $3,419,369 $3,268,083 $3197,911
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Revenues from Northwest IOUs fluctuate
with streamflows in the Columbia River Basin.
Streamflows directly impact the amount of sur-
plus power available for sale, the costs of gener-
ating power with alternative fuels and ultimately
the price BPA can obtain for these sales.

Sales Outside the
Northwest Region

BPA sells some surplus power to various
extra regional buyers which is in excess of what
is needed to serve firm load obligations in the
region. Revenue from these sales fluctuate with
streamflows in the Columbia River Basin.
Streamflows directly impact the amount of sur-
plus power available for sale, the costs of gen-
erating power with alternative fuels and ultimately
the price BPA can obtain for these sales.

Bookouts

In fiscal year 2004, BPA's total operating
expenses and revenues from electricity sales
reflected for the first time the impacts of new
accounting guidance from the Emerging Issues
Task Force (EITF) of the Financial Accounting
Standards Board (FASB). Under this guidance
(referred to herein as “EITF 03-11"), which BPA
adopted as of Oct. 1, 2003, both revenues and
expenses associated with non-trading energy
activities that are “booked out” (settled other
than by the physical delivery of power) are to be
reported on a “net” basis in both operating
revenues and purchased power expense.
Formerly, such bookouts were to be treated on a
“gross” basis. Application of the new guidance
thus decreased both operating revenues from

power sales and purchase power expense in
fiscal years 2006, 2005 and 2004 by $221 mil-
lion, $239 million, and $212 million, respectively,
from what they otherwise would have been
absent application of the guidance. The account-
ing treatment under EITF 03-11 has no effect on
net revenue, cash flows or margins.

Transmission

Transmission revenues fluctuate with
weather conditions within and outside of the
region, hydro conditions related to secondary
power sales, and outage requests for construc-
tion and maintenance purposes. Over the past
few years, secondary sales of transmission
service have grown. BPA’'s Transmission Services
is required to provide transmission service to
generators and marketers under the same open
access tariffs it uses to charge BPA's Power
Services and other transmission customers.

Other Revenues

Derivative mark-to-market accounting
adjustments and other power miscellaneous
revenues are included in this category.

U.S. Treasury Credits for Fish
The Northwest Power Act obligated BPA to
make expenditures for fish and wildlife protec-
tion, mitigation and enhancement for both power
and non-power purposes, on a reimbursement
basis. The Northwest Power Act also specified
that consumers of electric power, through their
rates for power services “shall bear the costs of
measures designed to deal with adverse impacts
caused by the development and operation of
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electric power facilities and programs only.”
Section 4(h)(10)(C) of the Northwest Power Act
was designed to ensure that the costs of
mitigating these impacts are properly accounted
for among the various purposes of the hydro-
electric projects. In the early 1990s, BPA, the
U.S. Treasury and the Office of Management
and Budget agreed to a crediting mechanism
whereby BPA reduces its payments to the

U.S. Treasury by an amount equal to the miti-
gation measures funded on behalf of the non-
power purposes.

Liquidity and
Capital Resources

At Sept. 30, 2006, the FCRPS ending cash
balance on the Combined Balance Sheet was
$1.225 billion. The Corps and Reclamation
combined cash balances were $120 million.

BPA's year-end cash was $1.105 billion and
deferred borrowing authority was $88 million,
the sum of which equals BPA's reserves of
$1.193 billion. Deferred borrowing represents
amounts that BPA is authorized to borrow from
the U.S. Treasury for expenditures that BPA has
incurred but has not borrowed for to date. For
fiscal years 2005 and 2004, BPA’s year-end cash
and deferred borrowing authority were $548 mil-
lion and $6 million, and $587 million and $51 mil-
lion, respectively.

Operating Activities

Cash provided by operating activities of the
FCRPS increased $636 million to $1.313 billion
for the year ended Sept. 30, 2006, compared to
$677 million for the year ended Sept. 30, 2005.

Better than average precipitation and stream-
flows and strong market prices contributed to
higher net revenues in fiscal year 2006.

Additionally, in fiscal year 2006, BPA and
Energy Northwest entered into a new financial
arrangement. Under the new direct-pay arrange-
ment, Energy Northwest’s cash flow needs are
funded by BPA each month as needed. This
improves BPA'’s liquidity, which contributed to a
reduction in wholesale power rates from what
they otherwise would have been beginning
Oct. 1, 2006, by about $1.50 per megawatt-
hour. About $250 million of BPA's reserves at the
end of fiscal year 2006 resulted from the cash
flow shift generated by the new arrangement.

Cash provided by operating activities
increased $11 million to $677 million for the year
ended Sept. 30, 2005, compared to $666 million
for the year ended Sept. 30, 2004.

For both periods, the change in operating
cash flow reflects differences in the timing of
collecting receivables and payments of accounts
payable and accrued liabilities.

Investment Activities

Cash used for investment activities de-
creased $46 million to $448 million for the year
ended Sept. 30, 2006, reflecting lower capital
expenditures for federal utility plant and the
reclassification of conservation and fish and
wildlife to other cash provided by operating
activities when compared to the prior year.

Cash used for investment activities of the
FCRPS decreased $152 million to $494 million
for the year ended Sept. 30, 2005, primarily from
lower capital expenditures for federal utility plant,
when compared to the prior year. The decrease
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was primarily a result of the reduction in such

expenditures upon completion of transmission
projects including Coulee-Bell and substantial
completion of the Schultz-Wautoma project in
the year ended Sept. 30, 2005.

Financing Activities

BPA manages the FCRPS debt portfolio to
meet the objectives of: (1) minimizing the cost of
debt to BPA's ratepayers; (2) maximizing BPA's
access to its lowest cost capital sources to meet
future capital needs at the lowest cost to rate-
payers; and (3) maintaining sufficient financial
flexibility to handle BPA's financial requirements.

In the spring of 2000, BPA presented a
“Debt Optimization Program” to Energy North-
west. The BPA program, which was agreed to by
Energy Northwest, involves the extension of the
final maturity of debt issued for the CGS. In
September 2001, Energy Northwest’s Executive
Board adopted an updated refunding plan that
incorporated an increase in the average life of
outstanding bonds issued for Energy Northwest
Nuclear Project Nos. 1 and 3 as a refinancing
program objective.

Implementing the BPA program is intended
to provide BPA with cash flow flexibility to allow
BPA to advance the repayment of BPA's high
interest federal debt and to reduce BPA's overall
fixed costs. Under the BPA program through
Sept. 30, 2006, approximately $2.0 billion in
bonds issued by Energy Northwest have been
refinanced with new bonds having final maturities
in calendar years 2013-2024. BPA expects that
Energy Northwest will continue to pursue similar
refinancing opportunities through at least fiscal

year 2009. As a result of the actions taken

under the BPA program, BPA prepaid appropria-
tions and outstanding bonds issued to the

U.S. Treasury of $337 million, $313 million and
$346 million in fiscal years 2006, 2005 and 2004,
respectively. Of the $337 million in Treasury
prepayments in fiscal year 2006, about $204 mil-
lion, $73 million and $60 million of such prepay-
ments arose from Debt Optimization Program
refinancing by Energy Northwest in fiscal years
2006, 2005 and 2002, respectively.

In addition to refinancing actions under the
BPA program in fiscal year 2006, Energy North-
west issued $338 million in bonds to extend
CGS debt into 2020-2024 for rate relief;
$312 million in bonds for refinancing savings;
and also issued $66 million in bonds to finance
certain capital improvements at CGS during
Energy Northwest fiscal years 2006 and 2007 .

In fiscal year 2005, BPA, through Energy
Northwest, restructured approximately
$273 million in nonfederal debt. In addition,
Energy Northwest issued $92 million in new
debt to meet future fuel needs for the CGS
reactor. Also, the City of Eugene, Oregon,
acting by and through the Eugene Water and
Electric Board issued $27 million solely as an
economic refunding to lower debt service, and
not as part of the BPA program.

Credit Ratings

BPA maintained high credit ratings on
nonfederal debt backed by BPA with the three
bond rating agencies covering BPA. In fiscal year
2006, Moody’s maintained its credit rating on
BPA-backed third party bonds at Aaa, and
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Standard & Poor’s and Fitch maintained their
ratings on BPA-backed third party bonds at
AA minus.

Treasury Payment

BPA paid the U.S. Treasury $1.113 billion
for fiscal year 2006, making it the 23rd consecu-
tive year in which BPA has made its payments
on time and in full. The fiscal year 2006 pay-
ments included $646.2 million in principal and
$390.6 million in interest for bonds issued to the
U.S. Treasury and for the appropriated federal
investment in the FCRPS. BPA also paid the
U.S. Treasury $76.1 million in other obligations,
including $23.2 million of additional funding for
post-retirement benefit programs provided to
employees associated with the operation of the
FCRPS. Payments made in fiscal years 2005 and
2004 were $1.088 billion and $1.053 billion,
respectively. This year’s principal payment also
included $337.1 million to repay federal appro-
priations and bonds issued to the U.S. Treasury
in excess of those scheduled in FERC filings.

BPA Borrowing Authority

The aggregate principal amount of bonds
BPA is authorized to sell to the U.S. Treasury
and to have outstanding at any one time is
$4.45 billion. Of the $4.45 billion in borrowing
authority that BPA has with the U.S. Treasury,
$2.48 billion of bonds were outstanding as of
Sept. 30, 2006. Under current law, none of this
U.S. Treasury borrowing authority may be used
to acquire electric power from a generating
facility having a planned capability of more than
50 average megawatts. Of the $4.45 billion in

U. S. Treasury borrowing authority, $1.25 billion
is available for renewable resources and con-
servation purposes and $3.2 billion is available
for BPA's transmission program and to imple-
ment BPA's authorities under the Northwest
Power Act.

The interest on BPA’'s outstanding bonds
issued to the U.S. Treasury is set at rates
comparable to the rates prevailing in the market
for similar bonds issued by government corpora-
tions. As of Sept. 30, 2006, the interest rates on
the outstanding bonds ranged from 2.5 percent
to 8.55 percent with a weighted average interest
rate of approximately 5.1 percent. The terms of
the outstanding bonds vary from 3 to 34 years.
The term of the bonds is limited by the average
expected service life of the associated invest-
ment or 50 years, whichever is less. The average
expected service life is 40 years for transmission
facilities, 75 years for Corps and Reclamation
capital investments, up to 20 years for conserva-
tion investments, and 15 years for fish and
wildlife projects. Bonds can be issued with
call options. At Sept. 30, 2006, BPA had
seven callable bonds on its books totaling
$353.9 million.
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Contractual Obligations and Federal Payments
As of Sept. 30 — thousands of dollars

2007 2008 2009 2010 2011 Thereafter  Total

Federal appropriations* $ 300,112 $ 274,979 $ 273,189 $ 288,929 $ 281,967 $10,304,816 $ 11,723,992
Bonds issued to U.S. Treasury* 677,107 578,875 516,201 200,470 164,495 1,431,880 3,669,028
Nonfederal projects debt* 593,038 625,706 609,649 598,293 609,953 6,246,050 9,277,689
IOU exchange benefits* 324,840 324,839 324,840 124,839 124,840 - 1,224,198
Asset retirement obligations® 7,869 8,608 9,352 10,195 11,147 344,317 391,488
DSI benefits 59,000 59,000 59,000 = = = 177,000
Purchase power commitments 109,835 60,306 61,444 33,616 33,597 — 298,798
Irrigation assistance - 2,950 7,211 - - 671,349 681,510
Additional post-retirement™ 21,100 18,000 30,554 31,195 32,142 — 132,991

Total contractual obligations ~ $2,092,901  $1,953,263 $1,891,440 $1,282,5637 $1,258,141 $18,998,412 $27,476,694

*Amounts shown include interest.
**Estimates for amounts thereafter are not available.

Federal appropriations, bonds issued to
U.S. Treasury, nonfederal projects debt, IOU
exchange benefits, asset retirement obligations
and DSI benefits are reflected in the Combined
Balance Sheets and discussed in the accompa-
nying Notes to Financial Statements, Notes 3
through 6. Purchase power commitments and
additional post-retirement contributions are
period expenses, and irrigation assistance is
treated as a distribution from accumulated net
revenues when paid. These are discussed in
Note 7 Commitments and Contingencies.

Total contractual obligations decrease
approximately $600 million between the power
rate period which ends on Sept. 30, 2009, and
the 2010-2011 rate period primarily due to the
changes in amounts for bonds issued to U.S.
Treasury, and estimated IOU exchange and
DSI benefits.

The bonds issued to U.S. Treasury are
scheduled by maturity date. Because IOU
exchange benefits for 2010 and 2011 cannot
be reasonably estimated under Statement of
Financial Accounting Standards (SFAS) 5,
“Accounting for Contingencies,” until the
2010-2011 rate case process begins, the floor
of $100 million per year has been recorded for
2010 and 2011 versus the cap of $300 million
per year for the 2007-2009 rate period. In
accordance with the contract, the benefits for
2010 and 2011 will be calculated when the
Forward Flat-Block Price Forecast is available.
DSI benefits for 2010 and 2011 are not estimat-
ed because BPA has the option to revert to a
physically delivered surplus firm power sale for
the 2010-2011 rate period.
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Results of
Operations

2006 Compared to 2005

As reported in the Combined Statement of
Revenues and Expenses which follows, for the
fiscal year ended Sept. 30, 2006, FCRPS total
operating revenues were $3.419 billion, an
increase of $151 million from the prior fiscal year.
Revenues from electricity and transmission sales
for the fiscal year ended Sept. 30, 2006, in-
creased $318 million from one year earlier. Both
Power and Transmission revenues increased as
reported in the Segment Reporting statements.
Power revenues increased due to higher spot
market power sales enabled by increased runoff.
Transmission revenues also increased due to the
load growth and increased surplus power sales
discussed above and from an Oct. 1, 2005, rate
increase of approximately 12 percent leading to
higher revenues for the current year. SFAS 133,
“Accounting for Derivative Instruments and
Hedging Activities,” derivative mark-to-market
amount for the fiscal year ended Sept. 30, 2006,
decreased $195 million when compared to the
prior year due to a drop in the forward prices,
physical delivery and a change in the overall
portfolio mix.

In total, operating expenses increased
$43 million, or 2 percent, from fiscal year 2005.
Operations and maintenance increased
$64 million, or 5 percent, for the fiscal year
from the comparable period a year earlier. The
increase was a result of a number of factors.
Transmission Services’ reimbursable work

increased; Power Services’ contracts, agree-
ments and grants increased and direct funding
for federal hydro costs increased. Purchased
power decreased $45 million, or 8 percent
compared to the year ended Sept. 30, 2005.
Market prices for power were lower during fiscal
year 2006 than levels in fiscal year 2005, and
megawatts of power purchased were also about
17 percent lower compared to the prior year.
Power purchases were lower due to higher hydro
generation and expiring augmentation contracts.
Nonfederal projects’ debt service expense
increased $46 million, or 16 percent, primarily
due to higher debt service expense for Energy
Northwest’s Nuclear Project Nos. 1 and 3. The
increase is the result of planned payment
scheduling for nonfederal debt within the total
FCRPS debt portfolio. The overall objective of
debt management actions is to achieve the
optimal total debt portfolio. The portfolio includes
federal appropriations, bonds issued to the

U.S. Treasury and nonfederal projects debt.
Portfolio management causes nonfederal debt
to fluctuate between years. Federal projects’
depreciation and amortization decreased

$22 million, or 6 percent reflecting new deprecia-
tion rates effective Oct. 1, 2005, for transmission
services and lower expense for the Corps.

Net interest expense for the fiscal year
ended Sept. 30, 2006, decreased $16 million,
or 6 percent, compared to a year ago. Interest
on appropriated funds owed the U.S. Treasury
increased $13 million or 7 percent. Interest on
bonds issued to the U.S. Treasury decreased
$17 million or 17 percent as the weighted aver-
age interest rate declined from 4.9 percent at
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the beginning of fiscal year 2005 to 4.8 percent
at the beginning of fiscal year 2006. Interest
expense on bonds also decreased as the in-
come earned on BPA’s cash account at the
U.S. Treasury increased $11 million with higher
cash balances since BPA reports this interest
expense net of the interest income earned.
Interest expense decreased as allowance for
funds used during construction increased

$12 million or 69 percent.

2005 Compared to 2004

For the fiscal year ended Sept. 30, 2005,
total operating revenues were $3.268 billion, an
increase of $70 million from the previous year.
Revenues from electricity and transmission sales
increased approximately $78 million from the
fiscal year 2004 levels. The increased revenues
from electricity and transmission sales resulted
from higher sales of surplus power outside the
region. SFAS 133, “Accounting for Derivative

Instrument and Hedging Activities,” derivative
mark-to-market amount increased $5 million,
miscellaneous revenues increased $6 million
and U.S. Treasury credits for fish under North-
west Power Act section 4(h)(10)(C) decreased
$19 million, when compared to the prior year.

In total, operating expenses increased
$95 million, or 4 percent, when compared to
the prior year. Operations and maintenance
increased $45 million, or 4 percent. This increase
reflects the effects of higher operating costs at
the CGS of $21 million, mainly for nuclear fuel,
and increased payments of IOU exchange
benefits of $18 million. Operating expenses
also reflect that purchased power decreased
$2 million, or less than 1 percent, compared to
the fiscal year ended Sept. 30, 2004, and that
nonfederal projects debt service expense
increased $43 million, or 17 percent. The
nonfederal project debt service expense in-
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creased in part because the Energy Northwest
fiscal year 2004 operating budgets included
approximately $79 million that was made
available when reserve funds for certain Energy
Northwest net-billed bonds were replaced with
surety agreements. The surety agreements were
used to reduce fiscal year 2004 net-billing
requirements for nonfederal projects’ debt
service. In addition, federal projects’ depreciation
increased $9 million, or 3 percent, primarily due
to the energization of the Grand Coulee-Bell
transmission line.

Net interest expense for the year ended
Sept. 30, 2005, decreased $8 million, or 3 per-
cent, compared to the prior year. Interest on
appropriated funds decreased due to lower
principal owed to the U.S. Treasury. Interest on
bonds issued to the U.S. Treasury decreased as
the weighted average interest rate declined from
5.3 percent at the beginning of fiscal year 2004
to 4.9 percent at the beginning of fiscal year
2005. This interest expense also decreased as
the income earned on BPA's cash account at the
U.S. Treasury increased with higher average
cash balances. BPA reports interest expense on

long-term debt net of the interest income earned.

The decrease in interest expense was partially
offset by decreased allowance for funds used
during construction due to lower construction
work-in-progress balances.

Net revenues were $487 million in fiscal year
2005, a decrease of $18 million, or 4 percent,
from fiscal year 2004 as a result of the factors
discussed above.

Fish and Wildlife

Fish and Wildlife

Federal Columbia River Power System
For the years ended Sept. 30 — thousands of dollars

2006 2005 2004
Estimated
foregone power
revenues $397,000 $182,000 $ 22,000
Direct costs and
replacement
power purchases 354,000 394,000 479,000
Total fish
and wildlife $751,000 $576,000 $501,000

The Northwest Power Act directs BPA to
protect, mitigate and enhance fish and wildlife
resources to the extent they are affected by
federal hydroelectric projects on the Columbia
River and its tributaries. BPA makes expenditures
and incurs other costs for fish and wildlife con-
sistent with the Northwest Power Act and the
Pacific Northwest Power and Conservation
Council’s Columbia River Basin Fish and Wildlife
Program. In addition, in the wake of certain
listings of fish species under the Endangered
Species Act (ESA) as threatened or endangered,
BPA is financially responsible for expenditures
and other costs arising from conformance with
the ESA and certain biological opinions pre-
pared by the National Oceanic and Atmospheric
Administration (NOAA) Fisheries and the
U.S. Fish and Wildlife Service in furtherance
of the ESA.

BPA typically funds fish and wildlife mitiga-
tion through several mechanisms. Since the
creation of the FCRPS, BPA has repaid the U.S.
Treasury the share of the costs of mitigation by
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the Corps and Reclamation that is allocated by
law or pursuant to policies promulgated by
FERC'’s predecessor to the federal projects’
power purpose. These measures mitigate for the
impact on fish and wildlife of the construction
and operation of hydroelectric dams of the
FCRPS.

BPA also implements and funds measures
proposed in the Council program, which the
Council periodically amends. The Council
program calls for a variety of mitigation measures
from habitat protection to mainstem Columbia
River and Snake River flow targets. Such
measures affect the operation for the FCRPS
and require BPA to purchase power to fulfill
contractual demands or to spill water and
thereby forego generation of electricity. The
financial impacts of these investments in fish and
wildlife are counted as measures funded by BPA.
Some of the Council program’s measures,
especially those designed to benefit species not
listed under the ESA, are in addition to ESA-
directed measures. However, with respect to the
Council program measures for listed species,
many of the measures identified in the FCRPS
biological opinions and in the Council’s program
overlap. BPA uses a comprehensive approach to
implementation described as “integrated,”
meaning the ESA requirements of the FCRPS
biological opinions are incorporated with the
broad fish and wildlife protection, mitigation and
enhancement objectives of the Council program,
consistent with the Northwest Power Act.

BPA's fish and wildlife costs fall into two
main categories, direct costs and operational
impacts.

Direct costs include integrated program
costs, which are the costs to BPA of implement-
ing the Council program, and which include
expense and capital components for ESA-related
and non-ESA-related measures that are located
at sites away from the FCRPS dams; expenses
for recovery of capital, which include deprecia-
tion, amortization and interest expenses for fish
and wildlife capital investments by the Corps,
Reclamation and BPA; and, other entities’
operation and maintenance, which include fish
and wildlife operation and maintenance costs of
the U.S. Fish and Wildlife Service for the Lower
Snake River Hatcheries and of the Corps and
Reclamation for FCRPS projects.

Operational impacts include replacement
power purchase costs and estimated foregone
power revenues. Replacement power purchase
costs are the costs of certain power purchases
made by BPA that are attributable to river
operations in aid of fish and wildlife. To determine
these costs in a given year, BPA compares the
actual hydroelectric generation in the year
against the hydroelectric generation that would
have been produced had the hydroelectric
system been operating without any fish and
wildlife operating constraints. To the extent that
this comparison indicates that BPA made a
power purchase to meet load and it is a pur-
chase BPA would not have had to make had the
river been operated free of fish constraints, BPA
accounts for such value as a fish and wildlife
cost. Estimated foregone power revenues are
revenues that would have been earned absent
changes in hydroelectric system operations
attributable to fish and wildlife.
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Environmental
Matters

From time to time, there are sites where
BPA, Corps or Reclamation have been or may be
identified as a potential responsible party. Costs
associated with cleanup of those sites are not
expected to be material to the FCRPS financial
statements and would be recoverable through
future rates.

Forward-Looking
Information

President’s Fiscal Year 2007
Budget

The President’s fiscal year 2007 budget
includes three proposals that, if implemented,
may affect BPA. First, the budget proposes
that, starting in fiscal year 2007, in any year that
BPA earns net secondary revenues in excess of
$500 million, BPA shall pay an amount equivalent
to that excess to the U.S. Treasury as early pay-
ment toward Treasury bond debt. Net secondary
revenues are the revenues (net of transmission
and generation costs) that BPA derives from the
sale of surplus power inside and outside of the
Pacific Northwest. These revenues are highly
variable depending on water availability and
market prices. As proposed in the budget, no
change in law would be required for BPA to
implement the 