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INTRODUCTION 

On November 13, 1995, President Clinton signed into law the the Energy and Water 
Development Appropriations Act, P L 104-46 Among other things, this Act provides 
that the Bonneville Power Administration (BPA) shall pay $145 million in benefits for FY 
1997 to utilities participating in the residential exchange program. See 16 U.S.C. 839c(c). 
The Act also prescribes the manner in which the benefits are to be allocated to exchanging 
utilities On January 16, 1996, BPA began a public process in order to develop an 
interpretative rule governing the implementation of the statute. In order to understand the 
context of the residential exchange provisions of the Energy and Water Development 
Appropriations Act, it is helpfbl to review the genesis of the residential exchange program 
and the rate protection afforded BPA's preference customers from the costs of that 
program in specified circumstances 

A. Background 

BPA was established by the Bonneville Project Act of 1937 (Project Act), 16 U S C 832 
et seq After enactment of the Project Act, BPA marketed the low cost hydropower - 
generated by Federal dams in the Pacific Northwest While section 4(a) of the Project Act 
requires BPA to "give preference and priority to public bodies and cooperatives" when 
selling power, 16 U S C 832c(a), BPA had sufficient power for many years to serve the 
needs of all customers in the region These customers include public bodies and 
cooperatives, known as "preference customers" because of their statutory first right to 
Federal power under the preference clause noted above Id These customers also 
included investor-owned utilities (IOUs) and direct service industrial customers (DSIs) In 
1948, the increasing demand for power caused BPA to require that contracts with the 
DSIs must include provisions to allow the interruption of service when necessary to meet 
the needs of BPA's preference customers In the 1970's, forecasts showed that preference 
customers would soon require all of BPA's power Therefore, in 1973, BPA gave notice 
that new contracts for firm power for IOUs would not be offered and that as DSI 
contracts expired between 198 1-1 991, the contracts were not likely to be renewed In 
1976, BPA advised preference customers that BPA would not be able to satisfy preference 
customer load growth after 1983, and would have to determine how to allocate power 
among preference customers 

While Federal appropriations were used in the construction of the Federal hydrosystem, 
Federal taxpayers did not ultimately pay these costs. The costs of the hydrosystem are 
repaid with interest over time by BPA's ratepayers through BPA's wholesale power 
revenues Thus, BPA's ratepayers are the parties that paid the costs of the Federal 
hydrosystem. 

The high cost of alternative sources of power caused BPA's non-preference customers to 
attempt to regain access to low-cost Federal power. Many areas served by IOUs moved 
to establish public entities designed to qualifi as preference customers and be eligible for 



administrative allocations of power. Because the Project Act provided no clear way of 
allocating power among preference customers, and because the stakes involved in buying 
low-cost federal power had become very high, the competition for administrative 
allocations threatened to produce contentious litigation. The uncertainty inherent in the 
situation greatly complicated the efforts by all BPA customers to plan for their hture 
power needs. In order to avoid the prospect of unproductive and endless litigation 
regarding access to the Federal power marketed by BPA, Congress enacted the Pacific 
Northwest Electric Power Planning and Conservation Act (Northwest Power Act) in 
1980 16 U.S.C. 839 sea. 

The Northwest Power Act expressly reaffirmed the right of BPA's preference customers 
to first call on Federal power before such power could be offered to BPA's investor- 
owned utility or DSI customers. 16 U.S.C. 839g(c). The Act also established the 
residential exchange program. 16 U. S.C. 839c(c) As noted above, when BPA had 
insufficient Federal power to meet the needs of investor-owned utilities in the 1970s, such 
utilities developed their own resources which were generally more costly than Federal 
hydropower. The residential exchange program provides Pacific Northwest utilities a 
monetary form of access to low-cost Federal power. Under the program, Pacific 
Northwest utilities may sell power to BPA at a rate based on the utility's average system 
cost (ASC) of its resources. BPA is required to purchase that power and sell, in 
exchange, an equivalent amount of power to  the utility at BPA's Priority Firm Power (PF) 
rate. This is the same rate that appIies to BPA's sales of power to its preference 
customers, although the Act expressly provides that the PF rate for the residential 
exchange program may be higher than the PF rate for preference customers due to the 
section 7(b)(2) rate ceiling described below. 16 U.S.C 839e(b)(3) Where a utility's 
ASC is higher than BPA's PF rate, the difference between the rates is multiplied by the 
utility's jurisdictional residential load to determine an amount of money that is paid to the 
utility as residential exchange benefits These benefits are passed through directly to the 
utility's residential consumers through lower retail rates. The cost of providing these 
benefits to exchanging utilities is borne primarily by BPA's publicly owned utility and DSI 
customers, subject to the rate ceiling established in section 7(b)(2) of the Northwest 
Power Act, as discussed below, which protects BPA's preference customers from 
excessive costs of the residential exchange program 

Numerous, complex tradeoffs were necessary in order to resolve the competing claims for 
BPA's low-cost hydropower in the late 1970's and in order to solve the electric power 
planning uncertainties facing the Pacific Northwest at that time The provisions of the 
Northwest Power Act reflect the give and take of those tradeoffs. While the Act 
established the residential exchange program to provide utilities a monetary form of access 
to low cost Federal power, this access, or "share in the economic benefits" of Federal 
power, was expressly limited by a "rate ceiling" for preference customers to ensure that 
"[c]ustomers of preference utilities will not suffer any adverse economic consequences as 
a result of this exchange " H R Rep No. 976, Part 11, 96th Cong , 2 d  Sess 35 (1980), 
see also H R Rep No. 976, Part I, 96th Cong , 2d Sess. 34 (1980), S Rep. No 272, 96th -- 
Cong , 1 st Sess 15 (1 979) 



The preference customer "rate ceiling" was established in section 7(b)(2) of the Northwest 
Power Act. Section 7(b)(2) provides that after July 1, 1985, the rates charged for firm 
power sold to public body, cooperative and Federal agency customers (exclusive of 
amounts charged those customers for costs specified in section 7(g) of the Act) may not 
exceed in total, as determined by the Administrator, such customers' power costs for 
general requirements if specified assumptions are made. In determining public body and 
cooperative customers' power costs for any rate period after July 1, 1985, and the ensuing 
four years, the following assumptions are made: 

(A) the public body and cooperative customers' general 
requirements had included during such five-year period the direct service 
industrial customer loads which are (i) served by the Administrator, and (ii) 
located within or adjacent to the geographic service boundaries of such 
public bodies and cooperatives; 

(B) public body, cooperative and Federal agency customers were 
served, during such five-year period, with Federal base system resources not 
obligated to other entities under contracts existing as of the effective date of 
this Act (during the remaining term of such contracts) excluding obligations 
to direct service industrial customer loads included in subparagraph (A) of 
this paragraph; 

(C) no purchase or sales by the Administrator as provided in section 
S(c) were made during such five-year period; 

(D) all resources that would have been required, during such five- 
year period , to meet remaining general requirements of the public body, 
cooperative and Federal agency customers (other than requirements met by 
the available Federal base system resources determined under subparagraph 
(B) of this paragraph) were (i) purchased from such customers by the 
Administrator pursuant to section 6, or (ii) not committed to load pursuant 
to section 5(b), and were the least expensive resources owned or purchased 
by public bodies or cooperatives; and any additional resources were obtained 
at the average cost of all other new resources acquired by the Administrator, 
and 

(E) the quantifiable monetary savings, during such five-year period, 
to public body, cooperative and Federal agency customers resulting from (I) 
reduced public body and cooperative financing costs as applied to the total 
amount of resources, other than Federal base system resources, identified 
under subparagraph (D) of this paragraph, and (ii) reserve benefits as a result 
of the Administrator's actions under this Act were not achieved 

16 U.S.C. 839e(b)(2). 



In summary, section 7(b)(2) of the Northwest Power Act directs BPA to conduct, after 
July 1, 1985, a comparison of the projected rates to be charged its preference and Federal 
agency customers for their general requirements with the costs of power (hereafter called 
rates) to those customers if certain assumptions are made. 16 U.S.C. 839e(b)(2). The 
effect of this rate test is to protect BPA's preference and Federal agency customers' 
wholesale firm power rates from certain specified costs resulting from the provisions of 
the Northwest Power Act, including the cost of the residential exchange program The 
rate test can result in a reallocation of costs from the general requirements loads of 
preference and Federal agency customers to other BPA loads. 

The rate test involves the projection and comparison of two sets of wholesale power rates 
for the general requirements of BPA's public body, cooperative and Federal agency 
customers (or 7(b)(2) customers). The two sets of rates are: ( I )  a set for the test period 
and ensuing four years assuming that section 7(b)(2) is not in effect (or Program Case 
rates); and (2) a set for the same period taking into account the five assumptions listed in 
section 7(b)(2) (or 7(b)(2) Case rates) Certain specified costs allocated pursuant to 
section 7(g) ofthe Northwest Power Act are subtracted from the Program Case rates. 
Next, each nominal rate is discounted to the test year of the relevant rate case. The 
discounted Program Case rates are averaged, as are the 7(b)(2) Case rates. Both averages 
are rounded to the nearest tenth of a mill for comparison. If the average Program Case ' 

rate is greater than the average 7(b)(2) Case rate, the rate test triggers. Based on the 
extent to which the test triggers, the amount to  be reallocated in the rate proposal test 
period is calculated 

Because of the importance and complexity of the 7(b)(2) rate test, and in order to provide 
customers certainty as to how section 7(b)(2) would be applied, BPA conducted a special 
evidentiary hearing that lasted from February 29, 1984, to August 17, 1984, to establish a 
Section 7(b)(2) Implementation Methodology. On March 26, 1984, BPA published in the 
Federal Register a notice of the "Proposed Section 7(b)(2) Implementation Methodology, 
Public Hearings, and Opportunities for Public Review and Comment." 49 Fed. Reg. 
11,235 (1984) BPA then conducted a formal evidentiary hearing on the methodology 
pursuant to section 7(i) of the Northwest Power Act. Ail of BPA's customers (public 
utilities, investor-owned utilities and DSIs) intervened in the proceeding, in addition to 
state and Federal agencies and other interested parties. Both written and oral discovery 
was conducted Direct and rebuttal testimony was filed by BPA and all parties. The 
hearing officer presided over two days of cross-examination Parties filed briefs with BPA 
and BPA reviewed and responded to the briefs in a draft 7(b)(2) Methodology Parties 
then filed reply briefs. BPA issued a Record of Decision including a final 7(b)(2) 
Methodology on August 17, 1984. See B-2-84-F-02 The 7(b)(2) Methodology 
prescribes in detail how the 7(b)(2) test is to be conducted The Record of Decision and 
the 7(b)(2) Methodology address the major issues involving the implementation of section 
7(b)(2), including reserve benefits, financing benefits, natural consequences, selection of a 



computer model, and the rate test trigger. The 7(b)(2) Methodology has been used by 
BPA in every rate case since 1985 and was used in the development of BPA's 1996 rate 
case. 

The operation of section 7(b)(2) has been summarized previously. Section 7(b)(3) of the 
Northwest Power Act governs the allocation of costs in the event the rate test triggers. 
Section 7(b)(3) provides that "Any amounts not charged to public body, cooperative and 
Federal agency customers by reason of paragraph (2) of this subsection shall be recovered 
through supplemental rate charges for all other power sold by the Administrator to all 
customers." 16 U.S.C. 839e(b)(3). In other words, if the rate test triggers (i.e., the rate 
ceiling for preference customers is exceeded), the costs in excess of the ceiling must be 
allocated to other power sales, including sales to utilities participating in the residential 
exchange program. These costs increase the PF Exchange rate, which is the rate at which 
BPA sells power to utilities participating in the residential exchange. When the PF 
Exchange rate increases, the difference between that rate and the utility's average system 
cost rate decreases, resulting in a reduction of residential exchange benefits paid'to the 
utility. Because each exchanging utility's average system cost rate and residential load are 
different, exchange benefits differ by utility. A utility receives no benefits when its average 
system cost rate goes below BPA's PF Exchange rate. 

The legislative history of section 7(b)(2) of the Northwest Power Act repeatedly and 
consistently recognizes that residential exchange benefits are subject to elimination or 
reduction due to the section 7(b)(2) rate ceiling. The report of the House Committee on 
Interior and Insular Affairs states: 

Section 5(c) of S. 885 contains provisions for a residential power 
"exchange". Under these provisions, any utility in the region would be 
entitled to sell to BPA an amount of power equal to the utility's residential 
and small farm load at the "average system cost" of such power and BPA 
would be required to sell back to each such utility an equivalent amount of 
power at a rate identical to what preference customers pay BPA for power 
to meet their "general requirements" (subiect to a "rate ceiling"). 

. . This exchange will allow the residential and small farm consumers of 
the region's IOUs to share in the economic benefits of the lower-cost 
Federal resources marketed by BPA and will provide these consumers 
wholesale rate parity with residential consumers [of] preference utilities in 
the region Consumers of ureference utilities will not suffer anv adverse 
economic consequences as a result of this exchange since, as discussed 
below, the direct-service industrial customers of BPA are required to pay 
the costs of the exchange during its initial years while a "rate ceiline 
protects the customers of preference utilities during later vears. 



H.R. Rep. No. 976, Part 11, 96th Cong., 2d Sess. 35 (1980)(emphasis added). The report 
reiterates this point. 

As an added protection against preference utilities and their customers 
suffering adverse economic consequences as a result of this legislation, 
section 7(b)(2) establishes a "rate ceiling" which is hypothetically intended 
to insure that these customers' rates will be no higher than they would have 
been had the Administrator not been required to participate in power sales 
or purchase transactions with non-preference customers under this 
legislation. 

Id. at 36. The report emphasizes this point yet again: - 

Subsection 7(b)(2) establishes a "rate ceiling" for BPA's preference 
customers, and specifies the method of calculating this ceiling, in order to 
insure such customers the cost benefits of their preference rights for sales 
under this subsection. Amounts not recoverable from preference 
customers because of this ceiling are to be recovered through supplemental 
rate charges for all other power sold by BPA under other provisions of 
section 7, as subsection 7(b)(3) specifies. 

Id. at 52. This intent is affirmed throughout the legislative history of the Northwest - 
Power Act. H.R. Rep. No. 976, Part I, 96th Cong., 2d Sess. 34, 68-69 (1 980); S. Rep. 
No. 272, 96th Cong., 1st Sess. 20, 32, 56-59, 61-62 (1979). 

In addition to section 7(b)(2) and its legislative history, section 5(c)(4) of the Northwest 
Power Act establishes that Congress was well aware that section 7(b)(2) could result in 
reduction or complete elimination of residential exchange benefits for utilities participating 
in the residential exchange program. Section 5(c)(4) provides: 

An electric utility may terminate, upon reasonable terms and conditions 
agreed to by the Administrator and such utility prior to such termination, 
its purchase and sale under this subsection if the supplemental rate charge 
provided for in section 7(b)(3) is applied and the cost of electric power 
sold to such utility under this subsection exceeds, after application of the 
rate charge, the average system cost of power sold by such utility to the 
Administrator under this subsection 

16 U S.C 5 839c(c)(4). See S. Rep. 272, 96th Cong , 1st Sess. 15 (1979). In other 
words, the Northwest Power Act expressly contemplates that section 7(b)(2) could 
eliminate or reduce exchange benefits for utilities whose average system cost rate was less 
than BPA's PF Exchange rate 



In developing its initial proposal for BPA's 1996 rate case, BPA implemented the 7(b)(2) 
rate test in the same manner as BPA has always conducted the test. BPA followed the 
provisions of section 7(b)(2) of the Northwest Power Act and BPA's Legal Interpretation 
of Section 7(b)(2) which has been in effect since 1984. BPA also followed the 7(b)(2) 
Methodology which provides detailed directions for conducting the rate test and which 
also has been implemented in the same manner since it was established in 1984. BPA used 
the same computer model adopted in the 7(b)(2) Methodology which has remained 
virtually unchanged since 1984. 

BPA's 1996 initial proposal contained preliminary proposed rates that served as a starting 
point for the section 7(i) formal evidentiary hearing to establish revised rates. BPA's 
initial proposal did not establish any rates. Rates are only established after the conclusion 
of the hearing upon issuance of the Administrator's Final Record of Decision and after the 
rates are granted confirmation and approval by the Federal Energy Regulatory 
Commission. During the hearing, all parties are provided the opportunity to file testimony 
and conduct cross-examination in order to challenge BPA's proposal. When BPA 
conducted the section 7(b)(2) rate test in developing its initial proposal, the rate test 
triggered significantly. The significant trigger was the result of running the test with the 
data used in developing BPA's 1996 rate proposal. When the results of the section 
7(b)(2) rate test were incorporated into BPA's initial proposed rates, this resulted in an 
increase in the PF Exchange rate for exchanging utilities but a decrease in the PF rate for 
preference customers. The proposed Industrial Firm Power (IP) rate for BPA's industrial 
customers also decreased. Because the PF Exchange rate increased in BPA's initial 
proposal, this meant that if the initial proposed rates were eventually adopted as final 
rates, the difference between the PF Exchange rate and the utilities' ASCs would be 
smaller, resulting in lower residential exchange benefits. When the benefits decrease, the 
exchanging utilities' retail rates for residential customers increase. While the section 
7(b)(2) rate test had triggered in the past, the amount of the trigger in BPA's 1996 initial 
rate proposal was larger than in prior rate cases This created concerns about retail rate 
impacts at a time when cheaper alternative power was becoming available through 
competition. 

Upon review of BPA's initial rate proposal and the potential decrease in residential 
exchange benefits resulting from the section 7(b)(2) rate test, the IOUs responded by 
alleging that BPA had made incorrect assumptions in conducting the section 7(b)(2) rate 
test. These allegations are currently being addressed in BPA's rate hearing. Despite the 
fact that BPA's initial proposal did not establish any rates or change any exchange 
benefits, and despite the fact that the exchanging utilities would have the opportunity to 
argue for changes in the rates during the formal evidentiary proceeding, the IOUs 
expressed concern to Congress regarding the potential changes in rates that could 
potentially reduce their residential exchange benefits While Congress did not conduct any 



investigation into the manner in which BPA developed the rates for its initial proposal and 
therefore Congress did not conclude that BPA had developed rates in any improper 
manner whatsoever, Congress was concerned about potential retail electric rate increases 
that might occur in the Pacific Northwest as a result of revised BPA rates, even if properly 
developed. 

While Congress was concerned about possible retail rate increase for exchanging utilities, 
Congress was also concerned about BPA's ability to establish rates that recovered its 
costs BPA is required by law to establish rates to recover its total costs, including the 
cost of the residential exchange program. BPA must follow detailed statutory and 
administrative rate directives in establishing rates. BPA first determines its revenue 
requirement, that is, the amount of costs BPA must recover from its rates overall. BPA 
then allocates these costs to the different rates for different customer classes in accordance 
with the rate directives. BPA's rates recover only its costs. Therefore, if BPA developed 
rates properly, but Congress were to impose additional costs on BPA, BPA would run a 
greater risk of not recovering its costs during the term of the rates 

In developing BPA's initial proposal, BPA prepared forecasts of the residential exchange 
benefits for each exchanging utility based on the proposed rates. BPA's forecasts of 
residential exchange benefits for exchanging utilities under BPA's initial proposal showed 
reductions in such benefits from the levels forecasted under then-current rates However, 
BPA's rates were only designed to recover the forecasted levels of exchange benefits 
under the initial proposal rates. The requirement to pay greater benefits than were 
forecasted and used in the development of rates would increase the likelihood that BPA 
would not recover its costs under the rates. 

Because of concern about potential retail rate increases for exchanging utilities that might 
result from increased BPA rates, Congress sought to determine how to address this 
problem. Congress was contacted by exchanging utilities, who wanted to increase 
exchange benefits over the levels resulting from the normal development of rates 
Congress also heard from BPA's preference customers and DSI customers, who pay the 
cost of the residential exchange program through their rates These customers noted that 
increasing exchange benefits over the benefits that would result from the normal 
development of rates would impose greater costs on BPA and thus increase rates for these 
customers. If an increase in benefits were granted, these customers wanted any increase 
to be clearly established and have a minimal impact on their rates Congress also 
contacted BPA, who must implement the residential exchange program and recover its 
total system costs through rates. All of the regional parties worked with Congress to 
develop an acceptable approach. 

In order to avoid potential impacts on retail rates of exchanging utilities from possible 
reductions in residential exchange benefits and to provide certainty to BPA regarding its 
exposure to residential exchange costs, Congress enacted the residential exchange 
provisions of the Energy and Water Development Appropriations Act, P L. 104-46 
(hereafter the "Appropriations Act" or "Act") The Act provides 



Notwithstanding the establishment, confirmation and approval of rates pursuant to 
16 U S C 839e, and notwithstanding the provisions of 16 U S C 839c(c), the cost 
benefits of eligible utilities' total purchase and exchange sales under 16 U.S.C 
839c(c)(l) shall be $145,000,000 for fiscal year 1997, and the net benefits paid to 
each eligible electric utility shall be $145,000,000 multiplied by the percentage of 
the total of such net benefits paid by the Administrator to such utility for fiscal 
year 1995 

After enactment of the legislation, BPA began a public interpretative rulemaking process 
in order to establish the manner in which the statute would be implemented. 

B. Procedural History of the Interpretative Rulemaking 

On January 16, 1996, the Bonneville Power Administration (BPA) sent a letter to all BPA 
customers and interested parties announcing a public process to determine the allocation 
of $145,000,000 in FY 1997 residential exchange program benefits to eligible utilities. In 
its letter, BPA noted that BPA's 1996 supplemental rate case proposal included a total of 
$145,000,000 in FY 1997 residential exchange benefits. Consistent with the manner in 
which BPA calculated residential exchange benefits in BPA's 1996 initial rate case 
proposal, the first-year total of residential exchange benefits included $1 0,000,000 to 
Puget Sound Power & Light Company (Puget) as an estimate of its Periodic Rate 
Adjustment Mechanism (PRAM) true-up. BPA noted that it had made no determination 
regarding the proper relationship of the $145,000,000 to the PRAM true-up and would 
resolve this issue in the interpretative rulemaking process it was initiating. 

BPA's letter also noted that BPA would distribute a list of issues regarding the allocation 
of the $145 million on or about February 1, 1996. BPA noted that some of the issues 
expected to be addressed in the proceeding included the allocation of benefits among 
participants, the treatment of Puget's PRAM true-up payments, the timing of benefit 
payments, and other adjustments (e.g., resulting from average system cost (ASC) 
compliance reviews or ASC adjustments) BPA would then conduct a public meeting on 
February 7, 1996, to answer questions, receive oral comment on the identified issues, 
and/or to develop consensus on an allocation methodology BPA stated that it would then 
publish a draft allocation methodology on March 13, 1996. Parties would have the 
opportunity to submit written comments on the draft methodology until April 12, 1996 A 
final Record of Decision on the allocation methodology was scheduled to be released on 
April 29, 1996. This was intended to coincide with the date for publication of BPA's 
1996 rate case Draft Record of Decision, which might have addressed certain of the 
allocation issues 

On January 29, 1996, BPA sent a second letter to BPA customers and interested parties 
listing issues regarding the allocation of $145 million in residential exchange benefits for 
FY 1997. This list was intended to facilitate discussion at the public meeting The letter 










































































	

