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BONNEVILLE POWER ADMINISTRATION
20.5 aMW POWER SALE TO PORT TOWNSEND PAPER COMPANY
FOR THE PERIOD NOVEMBER 15, 2009 THROUGH DECEMBER 31, 2010
ADMINISTRATOR’S RECORD OF DECISION

November 13, 2009

BACKGROUND

In September 2006, the Bonneville Power Administration (“BPA”) entered into a surplus
firm power sales agreement (the “BPA/Clallam Contract”) with Public Utility District
No. 1 of Clallam County, Washington (“Clallam”), whereby BPA agreed to sell to
Clallam 17 aMW for the period October 1, 2006, through September 30, 2011. The
power to be sold by BPA to Clallam under the BPA/Clallam Contract was for the purpose
of, and was expressly conditioned upon, resale by Clallam to Port Townsend Paper
Company (“Port Townsend”) under a contract by and between Clallam and Port
Townsend (the “Clallam/Port Townsend Contract”). The rate paid by Port Townsend
under the Clallam/Port Townsend Contract equaled the rate paid by Clallam under the
BPA/Clallam Contract, plus a mark-up to cover certain of Clallam’s costs associated with
providing such service. Petitions for review of the BPA/Clallam Contract were
subsequently filed in the United States Court of Appeals for the Ninth Circuit (“Ninth
Circuit” or “Court”).

In December 2008, the Ninth Circuit issued its opinion in Pacific Northwest Generating
Cooperative v. Bonneville Power Administration, 550 F.3d 846 (2008) (“PNGC 1), in
which the Court, among other things, held that the rate in the BPA/Clallam Contract was
below both the market rate and the Industrial Firm (IP) Power rate and was therefore
invalid. 1d. at 879.

Port Townsend filed a petition for panel rehearing in February 2009, and BPA filed a
motion seeking clarification of certain aspects of the opinion in March 2009. In the
meantime, so as not to be delayed when the mandate did issue, BPA posted for public
comment on June 22, 2009, a draft contract by and between BPA and Port Townsend for
the period October 1, 2009, through September 30, 2011, (the “Two-Year Contract”)
which would have served as a replacement contract for the two years remaining in the
BPA/Clallam/Port Townsend transaction. Comments on this draft contract were due July
10, 20009.

On August 5, 2009, the Court amended its original opinion in certain respects in response
to BPA'’s petition but denied Port Townsend’s requests for panel rehearing. Port
Townsend then filed a motion to stay issuance of the mandate in the case for 90 days. On



August 14, 2009, the Court issued an order staying issuance of the mandate in PNGC |
for 30 days “to provide Port Townsend and the Bonneville Power Administration time to
attempt to arrange for the provision of power to Port Townsend.” BPA had prepared an
interim contract it believed complied with PNGC I, and the parties entered into that
contract for the period September 1, 2009, through September 30, 2009 (the “September
Interim Contract”). That contract is described in Bonneville Power Administration
Record of Decision For 30-Day Sale of 17 MW to Port Townsend Paper Company
Commencing September 1, 2009, issued on August 27, 2009.

After close of the comment period on the Two-Year Contract, BPA determined that it
was unlikely to make a final determination regarding that contract before October 1,
2009. BPA decided more time was needed to fully consider the issues surrounding DSI
service in general; BPA believed that any multi-year contract with a DSI customer should
be informed by the Court’s disposition of petitions for review challenging an amendment
to BPA’s power sales contract with Alcoa entered into in response to PNGC I. That
amendment provided financial benefits to Alcoa for a nine month period commencing on
January 1, 2009, and ending on September 30, 2009. BPA believed the Court’s
disposition of those petitions could provide additional clarity with respect to the legal
requirements for providing service to the DSIs, including Port Townsend.

On August 28, 2009, the Ninth Circuit issued its opinion in the case challenging the
Alcoa amendment in Pacific Northwest Generating Cooperative v. BPA, Slip Op. 09-
70228 (August 28, 2009) (“PNGC II’”). PNGC 11 raised additional issues to be resolved
regarding service to DSI customers, and BPA concluded it could not reach a final
decision whether to offer the Two-Year Contract referenced above prior to October 1,
2009. Specifically, BPA determined it needed additional time to evaluate PNGC II, and
make a determination, in light of that opinion, whether offering a multi-year contract to
the DSIs, including Port Townsend, is consistent with “sound business principles” as
BPA believes that standard was described in PNGC II.

However, in order to avoid disruption of power service at the Port Townsend facility, and
because it could do so consistent with the most conservative reading of PNGC I1, BPA
offered a second interim contract, this one for the period October 1, 2009, through
October 31, 2009 (the “October Interim Contract”). BPA forecast that it would earn
positive net revenues under the October Interim Contract, and concluded based on that
finding that the contract complied with even the most conservative reading of the Court’s
direction regarding “sound business principles” in PNGC Il. That contract is described in
Bonneville Power Administration 31-Day Sale of 20 MW to Port Townsend Paper
Company Commencing October 1, 2009 — Administrator’s Record of Decision, issued on
September 30, 2009.

Prior to expiration of the October Interim Contract, BPA offered a third interim contract,
this one for the period November 1, 2009, through November 7, 2009, and then a fourth
interim contract for the period November 8, 2009 through November 14, 2009 (together
the “November Interim Contracts™), in order to provide BPA with additional time to
complete its evaluation of the comments filed by parties with respect to modifications



made to the Two-Year Contract (referred to hereafter as the “Block Contract” as
described immediately below), and to draft this record of decision detailing its final
decisions with respect to that contract.

BLOCK POWER SALES AGREEMENT

On October 8, 2009, BPA posted for public comment a draft power sales contract with
Port Townsend for the period November 1, 2009, through December 31, 2010, (the
“Block Contract”) whereby BPA proposed to sell to Port Townsend up to 20.5 aMW of
power over the term priced pursuant to the IP-10 rate schedule." Comments were due
October 19, 2009. This record of decision addresses the comments received, and provides
the rationale supporting BPA’s decision to enter into the Block Contract, which modifies
the Two-Year Contract to comport with PNGC 1.

1. Description of the Block Contract

Subject to certain possible downward adjustments discussed below, BPA will sell to Port
Townsend, and Port Townsend will purchase from BPA, up to 20.5 aMW (up to 21 MW
on any hour) of firm power at the point of receipt, over the 14-month term of the Block
Contract. Block Contract, Exhibit A.2 The rationale for making available up to 20.5 aMW
is described separately below in section 2. As noted, the rate paid by Port Townsend will
be as specified in the IP-10 rate schedule. Block Contract, section 3.1.

Port Townsend’s obligation is take-or-pay, but, as noted by Snohomish PUD in its
comments (Snohomish at 2), Port Townsend’s take-or-pay obligation equals 13 aMW
each month, not 20.5 aMW. Block Contract, section 4.1. The take-or-pay amount is less
than the 20.5 aMW maximum contract demand due to occasional disruptions experienced
in the production process in paper and pulp operations. Snohomish PUD noted in its
comments that the contract language “suggests Port Townsend is only required to
compensate BPA should [Port Townsend] purchase dip below 13 aMW” and “any
fluctuation between 13 aMW and 20.5 aMW is therefore permissible.” Snohomish at 2.
Snohomish goes on to state its concern that “this conflicts with the general notion of an
advance purchase of a specific block of energy.” Snohomish at 2. In other words,
Snohomish is suggesting that if BPA is offering a block of up to 20.5 aMW to Port
Townsend, that BPA will likely purchase resources to serve that firm obligation, and that
Port Townsend’s take-or-pay obligation should equal the full 20.5 aMW. However, as
discussed at length in section 4 below, BPA expects to serve this load from inventory and
does not anticipate the need to make specific additional purchases to serve the Port
Townsend load. In particular, BPA does not anticipate the need to make advance
purchases to serve the Port Townsend load. Additionally as further discussed,

! BPA, Clallam, and Port Townsend have agreed this transaction replaces deliveries of surplus firm power
to Port Townsend under the BPA/Clallam and Clallam/Port Townsend Contracts through September 2011,
and those contracts will be terminated upon commencement of deliveries under the Block Contract.

2 Section 4.3 of the Block Contract provides for Port Townsend to take up to 21 MWSs from BPA on any
hour, since power may only be scheduled in whole megawatts.
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curtailments allowed under the Block Contract are not forecast to have an advantageous
or disadvantageous effect on the equivalent benefit analysis. Therefore, BPA does not
anticipate being harmed by, nor does it anticipate any effect on its equivalent benefits
analysis given, the 13 aMW take-or-pay amount.

While this take-or-pay obligation is waived to the extent Port Townsend curtails its load
pursuant to section 5, Port Townsend remains obligated to pay BPA any amount by
which the market value of such curtailed power is below the applicable IP rate. In
response to a comment by the Springfield Utility Board (SUB at 7-8) concerning the time
lag between when such damages may be incurred by BPA and the time they are paid by
Port Townsend, BPA has changed the contract to provide that Port Townsend pay BPA
any amounts owing under section 6 of the Block Contract as part of the power bill issued
for the month such amounts are incurred, rather than at the end of the fiscal year.® In any
case, Port Townsend historically has operated its facility with limited curtailments, and
while it is unlikely that it will curtail its load over the term of the Block Contract, if it
does it is unlikely such curtailment would be for a long duration.

Port Townsend is obligated to prepay each month for 13 aMW. To the extent that Port
Townsend takes more power than 13 aMW during the month, then it will pay for such
incremental amounts in the following month. Block Contract, Exhibit C. However, to
mitigate the payment risk exposure associated with power deliveries in a month in excess
of 13 aMW, prior to commencement of deliveries under the contract Port Townsend will
pay BPA approximately $213,000 as security. This amount represents the difference
between 13 aMW (which Port Townsend is prepaying each month) and 20.5 aMW (the
most power Port Townsend can take in any month), multiplied by the highest IP rate over
the term of the contract. Block Contract, Exhibit C, section 6. In addition, BPA has the
right to demand additional assurance from Port Townsend in the event reasonable
grounds for insecurity arise with respect to Port Townsend’s performance. Block
Contract, section 16.8. If Port Townsend fails to make any payment within 3 business
days of its due date, BPA may suspend its own performance, and if Port Townsend fails
to make any payment within 7 days of the due date, BPA may terminate the contract.
BPA believes the foregoing provisions taken together provide it with ample protection
against any default by Port Townsend.

Port Townsend will provide power reserves to BPA under the Block Contract, as
specified in BPA’s 2010 General Rate Schedule Provisions and Exhibit H of the contract.

® The curtailment provisions are taken from earlier, multi-year DSI contracts. The original purpose behind
payment by the DSI of any curtailment damage amounts at the end of the fiscal year, as opposed to
monthly, was to allow BPA to calculate a net amount over the entire year, because in the event BPA
obtained revenues from remarketed curtailed power in excess of IP revenues, such amounts were to be used
as a credit to be applied against damages resulting when BPA revenues from remarketed curtailed power
were less than IP revenues, with this calculation being performed at the end of the contract term or fiscal
year. As now drafted, in the event Port Townsend pays BPA damages under section 6 in one or more
months, but over the term BPA calculates Port Townsend would not owe any amounts because on a net
basis BPA remarketed any curtailed power above the IP rate, then any such monthly payments made to
BPA by Port Townsend will be refunded. This eliminates the credit risk identified by SUB in its
comments.



Block Contract, section 5.2. Issues raised in comments with respect to the reserves to be
provided by Port Townsend are addressed in section 6 below.

2. Summary of Comments

BPA received written comments from 12 parties, including from individual public utility
customers Springfield Utility Board (SUB), Clatskanie PUD, Canby Utility Board, and
Snohomish PUD; umbrella groups representing public utility customers (Public Power
Council (PPC)*, Pacific Northwest Generating Cooperative (PNGC), and Northwest
Requirements Utilities (NRU)), and each of the DSIs (Alcoa, Columbia Falls Aluminum
Company (CFAC), and Port Townsend).

Public customer comments focused on whether the market price forecast BPA is using to
measure the cost (or benefit) of the Block Contract is too low, thereby underestimating
potential costs, in the event BPA would need to make market purchases to support the
sales to Port Townsend, or the lost opportunity cost associated with selling to Port
Townsend in lieu of selling that power into what they believe will be a higher priced
market (relative to the IP rate). PPC at 1-2; Canby at 1-2; NRU at 1; PNGC at 2; SUB at
2-6; Snohomish at 2. Likewise, many of these same comments question whether BPA
should be basing its revenue analysis of the Block Contract on a market price forecast at
all, and suggest instead that BPA should be using, or at a minimum that its forecast is
failing to adequately take into account, current forward market prices, which reflect
higher prices than contained in BPA’s forecast, and which they apparently believe are a
better indicator of actual future prices. PPC at 2; Canby at 1; PNGC at 2; SUB at 4.
Some of the public customers expressly reiterated the position they have taken elsewhere
that the Ninth Circuit’s opinion in PNGC I requires that BPA demonstrate that its
revenues from an IP sale would be expected to be greater than a sale at market, or
articulate a similar position. PPC at 1-2 (recent decisions require BPA to demonstrate
service to DSI will result in financial benefit to BPA); PNGC at 2 (joining PPC’s
comments); SUB at 8 (Block Contract benefits only Port Townsend and not region “as a
whole™); Canby at 2 (BPA must “make money or break even”); NRU at 1 (Block
Contract attempts to meet PNGC Il by demonstrating positive net revenues compared to a
market sale).

Several comments, in particular comments submitted by SUB, question the validity of the
natural gas price forecast component of BPA'’s electricity market price forecast. SUB at
2-4. SUB believes that increases in gas market spot prices and gas futures prices at the
time comments were submitted are evidence that BPA’s current gas price forecast is too
low, and that even using BPA’s gas price forecast from the WP-10 rate case, “the net
present value” of the Block Contract to BPA is a negative $1.8 million.

Public customers also questioned whether BPA will be able to serve Port Townsend from
inventory, or if it will be required to make market purchases to serve some or all of the

* The Industrial Customers of Northwest Utilities (ICNU), an umbrella group representing the industrial
customers of BPA’s public preference utility customers, filed comments jointly with PPC.
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load. PPC at 2; Canby at 1; PNGC at 2. PPC, SUB, and PNGC also questioned whether
Port Townsend would be able to provide the reserves contemplated by the Block Contract
in the event BPA calls on them, and PNGC posited the reserves may be of little value
given the relatively small size of the Port Townsend load, while SUB noted that such
reserves will be unavailable (and therefore worthless) in the event Port Townsend curtails
its load. PPC at 2; SUB at 7; PNGC at 2. For its part, Snohomish commented that the
exhibit addressing the details of reserves in the Block Contract is unclear in several
respects, including the return energy provisions, and that the contract appears to provide
that Port Townsend would receive compensation for providing reserves in addition to the
reserves credit embedded in the IP rate. Snohomish at 2-3.

SUB and Canby each commented that BPA has inadequately addressed certain risks
inherent in a 14-month sale to Port Townsend, in particular the risk that market prices
will trend significantly higher than BPA’s forecast, including in the event a threatened
drier than average water year materializes, leading to costs that have not been accounted
for by BPA. SUB at 4-5; Canby at 2. Similarly, PNGC suggested that the contract be
amended to cap BPA’s exposure to market purchases equal to the IP rate, and to allow
BPA to remarket power under the Block Contract in the event market prices exceed the
IP rate by some “reasonable margin,” which PNGC noted could be as little as ten percent
above the IP rate. PNGC at 2.

Port Townsend expressed concern that the relatively short-term of the Block Contract
“impairs the long-term planning so important to an industrial customer such as Port
Townsend.” Port Townsend at 1. Citing BPA'’s letter that accompanied publication of the
draft Block Contract for public comment, Port Townsend commented that it appeared
BPA was taking the position that PNGC |1 prohibits a power sale to a DSI “unless the
price is above the market price of power for the time period the power is offered,” and
that it believed such a reading is at odds with the plain language of that opinion. Id. at 2.
Alcoa made a similar comment, citing extensively from PNGC Il to support its position
that BPA *“need not conduct an accounting analysis that demonstrates that the economic
benefits of the contract are equal to, or exceed the cost of providing service” to a DSI.
Alcoa at 1-2. CFAC echoed this position, and also commented that BPA needed to take
into account transmission costs it would avoid by making the sale to Port Townsend in
lieu of selling the power into the market. CFAC at 1.

Port Townsend offered several points it believed BPA needed to consider in making its
decision regarding the Block Contract, including the fact Port Townsend’s load is “a
predictable and stable 24/7 load”; that the Block Contract addresses BPA’s credit risk;
that Port Townsend has been a BPA direct-service customer for over 60 years, and but for
its legal status as a DSI, that it would be entitled to be served by its local utility with BPA
power for 40 percent less cost; and that BPA will be locking-in a higher rate “on in-
region power sales for all service to Port Townsend, and not just for the power sold
during higher-cost periods that Port Townsend otherwise has the right to call upon.” Port
Townsend at 2.

Parties’ comments are addressed herein.



3. Contract Demand of 20.5 aMW

As noted above, BPA will make available to Port Townsend up to 20.5 aMW over the
term of the Block Contract, and up to 21 MW on any hour.> SUB commented that BPA
“has not clearly articulated” why it is proposing “to give Port Townsend more power
benefits.” SUB at 6.

20.5 MW equals Port Townsend’s historic contract demand, as provided by the Pacific
Northwest Electric Power Planning and Conservation Act, 16 U.S.C. 88§ 839,
839c¢(d)(1)(B) (“Northwest Power Act”), as implemented and established in Port
Townsend’s 1981 power sales contract. Section 5(d)(1)(B) of the Northwest Power Act
directed BPA to offer each DSI an initial long-term contract in an amount, referred to
generally as its “contract demand,” equivalent to the amount of power each DSI was
entitled to under its then existing BPA power sales contract. For Port Townsend, this
amount was 16.6 MW. The resulting 1981 DSI power sales contracts provided that a
company’s contract demand could be increased for certain efficiency improvements and
modifications to plant equipment, including the addition of certain environmental
protection equipment. These increases were referred to in the 1981 DSI contracts as
“technological allowances,” and in March 1996 Port Townsend applied to BPA for such
an increase associated with its so-called old corrugated cardboard (“OCC”) facility load
(see Attachment A). BPA approved the request in January 1997, thereby increasing Port
Townsend’s contract demand (i.e., the maximum amount of IP power BPA may legally
provide to Port Townsend) from 16.6 MW to 20.5 MW (see Attachment B).

In the record of decision for the October Interim Contract, BPA inadvertently stated that
it had concluded in a 2005 record of decision that its 1997 determination that the OCC
expansion load qualified as a technological allowance was incorrect, but qualified instead
as a plant expansion under its so-called Atochem policy, and was therefore eligible for PF
service from Clallam. In fact, BPA did not conclude in the 2005 record of decision that
its 1997 determination was incorrect, and the two things — a technological allowance
under the 1981 contract and a plant expansion per the Atochem policy — while not
equivalent, are not mutually exclusive. In other words, BPA’s 1997 determination
regarding the technological allowance remains a valid agency final decision, and Port
Townsend’s historic contract demand is currently 20.5 MW.

However, BPA’s conclusion in the 2005 record of decision that the approximately

3 aMW of production load at the OCC facility could be served by Clallam at the PF rate
also remains a valid final decision. As noted above, to the extent this 3 aMW of load is
shifted to Clallam, then Port Townsend’s contract demand under the Block Contract will
be reduced by the same amount.® Nevertheless, inasmuch as BPA is forecasting, as

® The Block Contract permits Port Townsend to avail itself of 21 MW in any hour because power may be
scheduled only in whole megawatts. For purposes of this discussion BPA’s uses the 20.5 MW number.

® As noted in the record of decision for the October Interim Contract, Clallam and Port Townsend have
undertaken negotiations regarding the terms and conditions under which Clallam would serve OCC load.
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discussed in section 5 below, that the average IP rate for the term of the Block Contract
exceeds the average market price over the same period, BPA will benefit from increased
revenues to the extent Port Townsend avails itself of the opportunity to take as much of
its full contract demand of 20.5 MW, rounded up to 21 MW on any hour, or its full
average contract demand over the term of the Block Contract of 20.5 aMW, as its
operations warrant. For its part, Port Townsend will benefit from the firm availability of
up to 20.5 MW, rounded up to 21 on any hour, of IP priced power to meet most of its
load requirements, with only amounts above 20.5 aMW priced above IP.’

4. BPA Does Not Anticipate Making Additional Market Power Purchases to
Serve Port Townsend

Several parties in comments questioned whether BPA believes it will be able to serve
Port Townsend over the term of the Block Contract without acquiring additional power.
See PPC at 2; Canby at 1; PNGC at 2. PNGC argues that if market prices turn out to be
higher than BPA’s is forecasting, which PNGC believes will be the case, then BPA is
underestimating the cost to serve Port Townsend under the Block Contract. 1d. BPA does
not forecast the need to make purchases specifically to serve Port Townsend under the
Block Contract, although, as explained below, BPA has forecast the need to make some
purchases, including some normal “balancing” purchases, to meet its total load
obligations over the FY 2010 through FY 2011 rate period, under critical (i.e., very poor)
water conditions.?

Pursuant to BPA’s most recent load and resources study contained in the 2009 Pacific
Northwest Loads and Resources Study (“2009 White Book™), which forecasts loads and
resources for both the Federal system and the region as a whole for the 10-year period OY
2010-2019,° BPA is forecast to have a surplus of approximately 1,731 aMW on an average
annual basis under the middle 80 percent of the historical water conditions for the term of
the Block Contract. See 2009 White Book, Table 8 at 40, and Exhibits 11-12 at 104-107.
Port Townsend’s load under the Block Contract represents less than 2 percent of that
forecast surplus. In the recently completed WP-10 Wholesale Power and

" Section 4.3 of the Block Contract provides for Port Townsend to take up to 21 MWSs from BPA on any
hour, since power may only be scheduled in whole megawatts. To the extent that Port Townsend scheduled
more than 20.5 aMW during any month off the BPA system, it would pay BPA for such power pursuant to
the Unauthorized Increase Charge contained in BPA’s 2010 General Rate Schedule Provisions. The
Unauthorized Increase Charge is a penalty rate that reflects market conditions and is three to ten times the
IP-10 rate.

& Balancing purchases are market purchases that BPA makes either before or within a particular month in
order to balance its forecast load and resource position within that month. Whether BPA makes any
balancing purchases, and in what amounts, is dependent, among other things, on updated water flow
forecasts which inform the amount of hydroelectric generation that can be expected in the month, and on
within-month weather conditions impacting BPA customer load levels.

° Operating Year (OY) in the White Book is the 12-month period August 1 through July 31. For example,
OY 2010 is August 1, 2009, through July 31, 2010.



Transmission Rate Adjustment Proceeding (WP-10) BPA forecast surplus available for
secondary sales of 1,694 aMW for FY 2010 (which encompasses most of the term of the
Block Contract) and 1,751 aMW for FY 2011 (see Table 4.8.1: Secondary Sales,
WP-10-FS-BPA-05A, at 88).

BPA'’s surplus forecast takes into account certain market purchases, shown here, that
BPA forecasts it may make in order to meet its load obligations under critical (or very
poor) water conditions in FY 2010 and FY 2011 (see Tables 4.8.2, 4.8.3, 4.8.4, WP-10-
FS-BPA-05A, at 89-91):

FY2010 FY2011
Balancing Purchases 193 aMW 149 aMW
Winter Hedging Purchases ~80 aMW ~80 aMW
Augmentation Power Purchases 476 aMW 680 aMW

Even after adjusting out these purchases, BPA expects to be surplus under average water
conditions, and as such does not anticipate the need to alter its purchasing strategy for the
sales made to Port Townsend. In any case, the WP-10 Loads & Resources Study
includes 403 aMW for service to the DSIs, including 17 aMW of service to Port
Townsend (see Table 4.6.2, WP-10-FS-BPA-05A, at 77), and so BPA has already
factored such sales into the above referenced table of possible FY 2010 and FY 2011
purchases. In addition, total DSI load over the term of the Block Contract may well be
substantially less than this 403 aMW amount, making market purchases in addition to
those referenced above even less likely.

Thus, BPA does not anticipate the need to make specific additional purchases to serve the
Port Townsend load. Nevertheless, if any additional purchases become necessary, the
average market price during the term of the Block Contract, as explained below, is
expected to be below the IP rate paid to BPA by Port Townsend. In addition, and as
described in more detail below in response to comments that BPA has not adequately
accounted for the risks surrounding the Block Contract, BPA has already included
approximately $37 million in DSI service costs in its base rates for each year in the
period covered by the Block Contract. Therefore, even if it turns out that BPA does incur
some unexpected power purchase costs to serve Port Townsend, it is highly unlikely such
costs would exceed the costs BPA already included in its WP-10 rates for DSI service, or
even that portion of the $37 million that could be attributed to Port Townsend.*°

1% The 20.5 aMW service to Port Townsend contemplated in the Block Contract represents approximately
five percent of the 403 aMW of DSI service contemplated in WP-10. BPA has already included
approximately $37 million in DSI service costs in its base rates for each year in the period covered by the
Block Contract. Therefore, the five percent share of the $37 million that is attributable to Port Townsend is
approximately $1.8 million. Given an average annual IP rate of $34.60 per MWh, market prices would
have to exceed $44.90 per MWh for the cost to BPA of the service to Port Townsend to exceed the $1.8
million per year that BPA has included in its base rates for the fiscal years 2010 and 2011. Such an average
price for a flat load over all of FY2010 is expected to occur in less than 10% of the 3,500 games considered
in the uncertainty analysis that is part of BPA’s most recent market price forecast. (See generally WP-10-
FS-BPA-05, WP-10-FS-BPA-05A and WP-10-FS-BPA-04)
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5. BPA Forecasts It Will Accrue Positive Net Revenues Under the Block
Contract

For the reasons outlined in this section 5, BPA forecasts that the revenues it will accrue
from the sale of up to 20 aMW to Port Townsend at the IP rate will exceed by
approximately $75,000 forecast revenues BPA could otherwise obtain from selling that
power into the market. See Tables 1-5 below. As a consequence, BPA believes service to
Port Townsend under the Block Contract is consistent with even the most conservative
interpretation of “sound business principles” as described in PNGC Il, to wit, that service
to a DSI only can be provided if benefits equal or exceed costs.

In addition, BPA believes its forecast of positive net revenues is probably conservative,
inasmuch as a firm sale to Port Townsend could redound in certain additional tangible
and intangible benefits to BPA’s operations. Tangible and quantifiable benefits include,
for example: a) avoided transmission costs for a portion of surplus sales;** and b) a
projected increase in the market price of electricity for BPA’s other surplus sales as a
result of DSI load operating.*? Other intangible and qualitative benefits include, for
example: a) the potential for BPA’s sales to the DSIs at the IP rate to mitigate the risk
that BPA’s surplus sales may be impacted by periods of so-called “negative pricing” that
are the result of rationale economic behavior by suppliers of generation but not

1 When BPA makes a requirements sale, its customers — including Port Townsend — cover the cost of
transmission through their own transmission contract. Market prices assume power is delivered by the
seller to Mid-C. BPA Power Services must pay those transmission costs to move the power to the Mid-C
delivery point in order to realize the full market value for its surplus sales. BPA PS maintains an inventory
of transmission to move the surplus power it intends to sell. However, this inventory is not sufficient to
move all of the surplus power BPA would sell under all water conditions. As a result, there is a subset of
water conditions under which BPA would incur an incremental transmission cost to sell the incremental
surplus energy if it did not sign contracts to serve the DSI loads — including the Block Contract with Port
Townsend. These incremental transmission costs are avoided when BPA makes an IP sale(s) to the DSIs.

BPA would determine the value of these avoided transmission costs using the same methodology it used in
the WP-10 rate proceeding to establish the costs and risks associated with its transmission inventory.
Specifically, we would identify the subset of water conditions. Then we would apply the tariff costs
established by BPA TS to the incremental transmission need under each water condition. The mean value
of the 3,500 games for which this was done represents the forecasted cost of the incremental transmission
avoided when BPA makes an IP sale(s) to the DSIs — including the Block Contract with Port Townsend.

The avoided transmission costs are dependent on the combined amount of all DSI sales. For example,
BPA’s bulk marketing function may have sufficient pre-purchased transmission inventory to cover only an
incremental 20.5 aMW sale in a given scenario, but not have sufficient transmission inventory to cover a
20.5 aMW sale to Port Townsend plus a 285 aMW sale to Alcoa.

12 When BPA serves the DSI loads — including Port Townsend — and they operate — as opposed to not
operating if BPA does not sell to them — BPA’s surplus sales realize increased revenues because the mean
value of prices for electricity for 3,500 games in Western power markets are higher than they would
otherwise be had the DSI loads not consumed electricity from Western power markets.
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sufficiently addressed by models currently available to forecast prices of electric power;*
and b) Port Townsend’s provision of additional reserve products or restriction rights to
BPA.Y

However, adjustments for these other benefits to BPA are not included or relied upon
here because this 20.5 aMW sale, in and of itself, is not of sufficient magnitude to
significantly impact the financial benefit to BPA. However, the accrual of other potential
benefits associated with the Block Contract could be significant if the accumulation of
additional sales to the DSIs in total were taken into account, resulting in a favorable
impact to BPA’s forecast of positive net revenues resulting from the Block Contract.

BPA’s Projected Revenues Under the Block Contract

BPA'’s projected monthly revenues under the Block Contract are determined by
multiplying the heavy load hour (HLH) and light load hour (LLH) energy entitlements
and demand entitlement by their respective IP rates for each month. BPA has calculated
revenues under the Block Contract based on the sale of 20 MW of firm power (not 20.5
MW because power is scheduled in whole megawatts) each hour to Port Townsend under
the IP-10 rate schedule beginning November 15, 2009, the commencement of Firm
Power deliveries pursuant to the Block Contract, as opposed to November 1, 2009 used in
BPA'’s analysis posted on October 13, 2009. In addition, the energy entitlements are the
projected amounts of megawatt-hours to be sold by diurnal period each month. The
demand entitlement is the megawatt amount consumed during the hour of BPA’s system
peak.

BPA'’s analysis also assumes that Port Townsend operates subsequent to its execution of
the Block Contract, at which time BPA believes its decision to operate will be made
based primarily on the prices for its production output which are independent of power
prices. Therefore, curtailments allowed under the Block Contract are not forecast to have
an advantageous or disadvantageous effect on this analysis. Nonetheless, the analysis is
proportional, so whether Port Townsend’s usage under the Block Contract is 13 aMW,
20.5 aMW, or some amount in between, the term of BPA’s net positive revenue
conclusion would remain the same.

BPA'’s projected monthly revenues are then accumulated and the result is illustrated in
Tables 1 and 2:

13 Negative pricing, a phenomenon associated with certain renewable energy resources that receive tax or
other monetary incentives associated with their output, occurs when, in certain market situations, the value
of those incentives exceed the cost to a resource owner of paying counterparties to take its power. See, e.g.
Frequent negative power prices in the West region of ERCOT result from wasteful renewable power
subsidies, Knowledge Problem, November 20, 2008.

http://knowledgeproblem.com/2008/11/20/frequent _negati/

' See Block Contract, section 5.3, Additional or Alternative Arrangements for Power Reserves.
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TABLE 1 - Usage and Rates

Port Townsend Usage IP-10 Rates
Month
Demand HLH LLH Demand HLH LLH

(kW) (MWh) (MWh) ($/kw) ($/MWh) ($/MWh)
Nov-09 20,000 3,840 3,840 $2.19 $33.33 $29.58
Dec-09 20,000 8,320 6,560 $2.30 $35.24 $31.13
Jan-10 20,000 8,000 6,880 $1.96 $38.46 $32.24
Feb-10 20,000 7,680 5,760 $1.99 $37.72 $31.73
Mar-10 20,000 8,640 6,220 $1.85 $35.94 $30.08
Apr-10 20,000 8,320 6,080 $1.74 $32.23 $26.95
May-10 20,000 8,000 6,880 $1.44 $31.69 $22.29
Jun-10 20,000 8,320 6,080 $1.32 $31.18 $23.29
Jul-10 20,000 8,320 6,560 $1.61 $33.33 $28.66
Aug-10 20,000 8,320 6,560 $1.89 $37.31 $31.40
Sep-10 20,000 8,000 6,400 $1.96 $36.49 $32.26
Oct-10 20,000 8,320 6,560 $2.05 $31.92 $27.01
Nov-10 20,000 8,000 6,420 $2.19 $33.33 $29.58
Dec-10 20,000 8,320 6,560 $2.30 $35.24 $31.13
Jan-11 20,000 8,000 6,880 $1.96 $38.46 $32.24

TABLE 2 - BPA's Projected Revenue

Revenues by Rate Determinant Projected IP Revenue
Month
Demand HLH LLH Month Cumulative
(%) (%) (%) (%) ®)

Nov-09 $43,800 $127,987 $113,587 $285,374 $285,374
Dec-09 $46,000 $293,197 $204,213 $543,410 $828,784
Jan-10 $39, 200 $307,680 $221,811 $568,691 $1,397,475
Feb-10 $39, 800 $289,690 $182,765 $512,254 $1,909,730
Mar-10 $37,000 $310,522 $187,098 $534,619 $2,444 ,349
Apr-10 $34,800 $268, 154 $163, 856 $466,810 $2,911,158
May-10 $28,800 $253,520 $153, 355 $435,675 $3,346,834
Jun-10 $26,400 $259,418 $141,603 $427,421 $3,774,254
Jul-10 $32,200 $277,306 $188,010 $497,515 $4,271,770
Aug-10 $37,800 $310,419 $205,984 $554,203 $4,825,973
Sep-10 $39, 200 $291,920 $206, 464 $537,584 $5,363,557
Oct-10 $41,000 $265,574 $177,186 $483,760 $5,847,317
Nov-10 $43,800 $266,640 $189,904 $500,344 $6,347,660
Dec-10 $46,000 $293, 197 $204,213 $543,410 $6,891,070
Jan-11 $39, 200 $307,680 $221,811 $568,691 $7,459,761

BPA compared these IP revenues to forecasted revenues that would be obtained in the
event this power was sold into the market over the term of the Block Contract, using the
market price forecast from the WP-10 rate proceeding, but with an updated natural gas
forecast component. BPA routinely shapes its inventory to meet its contracted loads and
manages its surplus inventory by purchasing and selling in the Pacific Northwest power
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market as described in BPA’s WP-10 rate proceeding.® BPA established its forecast of
Mid-Columbia trading hub electricity prices in the WP-10 rate proceeding to value these
purchases and sales.™

As noted, for the period covered by the Block Contract BPA has updated its natural gas
forecast from that used in BPA’s WP-10 rate proceeding to reflect a more contemporary
understanding of natural gas fundamentals, and to be consistent with the natural gas
forecast used in BPA’s draft Resource Program released September 30, 2009. BPA'’s
updated natural gas forecast is discussed in more detail below. In the absence of the
Block Contract, BPA would have one less firm power sale obligation included in its
aggregated portfolio load shape to (potentially) purchase for and would expect to have
more surplus energy to sell in the market. As illustrated in Table 3, BPA has forecast the
revenues it would otherwise obtain from the market, using the same electricity market
price forecasting methodology applied in the WP-10 rate proceeding, and incorporating
BPA'’s recently updated forecast of natural gas prices.

TABLE 3 - BPA's Forecasted Revenues Obtained from the Market

Forecasted Market Forecasted Revenues Obtained from the Market
Month

HLH Price LLH Price HLH LLH Month ($) Cumulative

($/MWh) ($/MWh) (%) ($) (HLH + LLH) ($)
Nov-09 $28.75 $26.38 $110, 386 $101,285 $211,671 $211,671
Dec-09 $30.61 $27.41 $254,686 $179,826 $434,512 $646,183
Jan-10 $34.13 $29.51 $273,032 $203,019 $476,051 $1,122,233
Feb-10 $34.46 $29.77 $264,654 $171,473 $436,127 $1,558,361
Mar-10 $33.92 $29.16 $293, 105 $181,373 $474,478 $2,032,839
Apr-10 $32.95 $28.05 $274,139 $170,563 $444,702 $2,477,541
May-10 $33.93 $24.45 $271,455 $168,220 $439,675 $2,917,217
Jun-10 $34.33 $26.33 $285,619 $160,085 $445,704 $3,362,921
Jul-10 $37.33 $32.18 $310,572 $211,074 $521,646 $3,884,566
Aug-10 $42.48 $35.63 $353,413 $233,703 $587,116 $4,471,682
Sep-10 $42.86 $38.00 $342,871 $243,178 $586,049 $5,057,731
Oct-10 $43.31 $36.85 $360, 342 $241,727 $602,070 $5,659,801
Nov-10 $45.36 $40.59 $362,894 $260,574 $623,467 $6,283,268
Dec-10 $48.81 $43.42 $406,097 $284,854 $690,951 $6,974,219
Jan-11 $50.70 $42.13 $405,610 $289,834 $695,445 $7,669,664

BPA determined its net benefit of serving Port Townsend at the IP rate for each month by
subtracting the opportunity cost forecast to be obtained in the market detailed in Table 3
from the projected IP revenues described in Table 2. BPA’s net benefit (before
adjustments to reflect the value of reserves) is provided in Table 4:

> Refer to section 2.4 of the Risk Analysis and Mitigation Study in the WP-10 rate proceeding for a more
complete description of the operating risk factors BPA faces in the course of doing business — in particular
“the variation in hydro generation due to the variation in the volume of water supply from one year to the
next...” which significantly impacts market prices, BPA’s need for shaping purchases and its ability to
make surplus sales. See WP-10-FS-BPA-04, at 21.

16 BPA employed its electricity price forecast for multiple purposes in the WP-10 rate proceeding as
outlined in the Market Price Forecast Study. The study also details how BPA established its forecast of
Mid-Columbia electricity prices in the WP-10 rate proceeding. See generally WP-10-FS-BPA-03.
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TABLE 4 - BPA's Net Benefit before Adjustment
Net Revenue or (Cost)

Month
Month Cumulative
(%) ($)

Nov-09 $73,704 $73,704
Dec-09 $108,898 $182,601
Jan-10 $92,640 $275,242
Feb-10 $76,127 $351,369
Mar-10 $60, 141 $411,510
Apr-10 $22,107 $433,617
May-10 (%$4,000) $429,617
Jun-10 (%$18,283) $411,334
Jul-10 (%$24,130) $387,203
Aug-10 ($32,913) $354,290
Sep-10 (%$48,465) $305,826
Oct-10 ($118,310) $187,516
Nov-10 ($123,124) $64,392
Dec-10 ($147,541) ($83,149)
Jan-11 ($126,753) ($209,903)

Finally, BPA took into account the value to BPA of the reserves Port Townsend is
required to make available to BPA under the Block Contract.!” Sales at the IP rate reflect
the value of a right for BPA to obtain operating reserves. Specifically, the energy rate
tables in the IP-10 rate schedule include an $0.80 per MWh credit for the value of these
reserves. Therefore, BPA’s net benefit above compares a firm surplus sale to a sale at the
IP rate with reserves. BPA adjusted for this by adding back a value of reserves that
provides an equal and opposite offset to the $0.80 per MWh credit for the value of
reserves in the IP-10 rate schedule. As illustrated by Table 5, this is done for every
megawatt-hour of the power not sold to Port Townsend:

17" Issues raised in comments with respect to reserves are discussed in more detail below
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TABLE 5 - BPA's Net Benefit after Adjustments

Value of Reserves

BPA's Adjusted Net Revenue

Month
Month Cumulative Month Cumulative
(%) (%) &) €

Nov-09 $6,144 $6,144 $79,848 $79,848
Dec-09 $11,904 $18,048 $120,802 $200,649
Jan-10 $11,904 $29,952 $104,544 $305,194
Feb-10 $10,752 $40,704 $86,879 $392,073
Mar-10 $11,888 $52,592 $72,029 $464,102
Apr-10 $11,520 $64,112 $33,627 $497,729
May-10 $11,904 $76,016 $7,904 $505,633
Jun-10 $11,520 $87,536 (%$6,763) $498,870
Jul-10 $11,904 $99,440 (%$12,226) $486,643
Aug-10 $11,904 $111,344 ($21,009) $465,634
Sep-10 $11,520 $122,864 ($36,945) $428,690
Oct-10 $11,904 $134,768 ($106,406) $322,284
Nov-10 $11,536 $146,304 ($111,588) $210,696
Dec-10 $11,904 $158,208 ($135,637) $75,059
Jan-11 $11,904 $170,112 ($114,849) ($39,791)

As a result, this analysis demonstrates how the projected revenues BPA recovers from the
14-month IP sale (through December 2010) to Port Townsend exceed by $75,059 the
forecast revenues that BPA would otherwise obtain from the market.

Forward Markets Compared to Market Forecasts

As noted above, a number of parties questioned whether BPA’s market price forecast is
accurate, including in light of certain forward market prices around the time comments
were submitted, which they believe indicate that market power prices during the term of
the Block Contract will be significantly higher than BPA is forecasting. See, PPC at 1-2;
Canby at 1; NRU at 1; PNGC at 2; SUB at 2-4; Snohomish at 2.

Clearly, the market price forecast is an important component in BPA’s forecast of
expected net revenues under the Block Contract, serving to measure both the cost
associated with purchases, if any, required to serve the Port Townsend load, or the lost
opportunity cost, if any, of selling the power earmarked for sale to Port Townsend into
the market instead. However, BPA does not agree with the view expressed in a number
of comments that current forward market prices are a better indicator of average market
prices over the 14-month term of the Block Contract than BPA’s market price forecast
given BPA does not normally sell or buy forward 14-month strips of power, but rather
manages its inventory closer to the actual delivery month. In simplest terms, “forward
market prices” are actual prices agreed to between a buyer and seller on any given day for
power to be delivered at some time in the future, and therefore represent the price at
which two parties are willing to transact that day for future delivery; but the market price
on that future date of delivery may (and almost certainly will be) either higher or lower.
For example, Snohomish commented it received a forward price quote of $59.25 on
October 15, 2009, for delivery beginning October 1, 2010, of heavy load hour energy at
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the Mid-Columbia trading hub. Snohomish, Attachment A. By contrast, a “forecast” of
market prices seeks to determine what the actual market price will be on a given day (or
hour) over a certain future period. Using the preceding example, a market price forecast
would project the likely actual market price for delivery of heavy load hour energy at the
Mid-Columbia trading hub on October 1, 2010, based on market fundamentals.

While forward market prices reflect the view — at least of those parties entering into
forward market contracts — of a fair market price that day for power delivered on a future
date, forward markets for electricity are increasingly susceptible to the episodic
variability and volatility common in commodity markets. This phenomenon is borne out
in current electricity forward market prices which have dropped substantially from the
mid-October forward market prices cited by Snohomish in its comments. In the short
passage of time, just three weeks from October 15th to November 6th, the flat average of
the forward prices observed by BPA for the 14-month term of the Block Contract fell
from $46.78 per MWh to $40.30 per MWh and reduced the cost asserted by Snohomish
by more than half.*® This contributes to why BPA believes individual forward market
price observations can be a volatile indicator and, as a result, a poor tool to employ for
longer-term public policy decisions.

As a general matter, while BPA agrees that the forward market is an important
benchmark of near-term market prices, it only comes into play if one is willing to lock in
a forward purchase or sale for the period quoted. BPA believes price forecasts, in general,
more accurately gauge prices that BPA will actually experience over longer periods
because BPA tends to manage its inventory on a shorter term basis. Therefore, in the
context of a longer-term IP sale that BPA expects to serve out of its inventory, and for
purposes of valuing a transaction such as a longer-term IP sale, BPA believes it is more
appropriate to rely less on the hour-to-hour, and day-to-day price fluctuations quoted in
the broker market for forward delivery, and rely more on its forecast of market prices
over the term of the subject contract. This is consistent with how BPA expects to serve
this load and is also consistent with BPA’s methodology for forecasting secondary
revenues used to establish rates. (See generally WP-10-FS-BPA-03 and WP-10-FS-BPA-
04.)

Gas Forecast Component of BPA’s Price Forecast

Several parties either challenged the gas forecast component of BPA’s price forecast
covering the period of the Block Contract, or asked BPA to provide additional detail
regarding its gas price forecast. PPC at 2; SUB at 2-5; Snohomish at 1. SUB provided
documentation in its comments showing that both spot and futures prices for natural gas
had increased around the time its comments were submitted, and concluded that BPA’s
“analysis used a dated market forecast that does not reflect today’s reality.” SUB at 4.

The gas price forecast component of BPA’s electricity price forecast is important because
natural gas price movements contribute to price movements in electric power markets in

18 please refer to Attachment G for additional detail on forward prices observed by BPA and BPA’s re-
creation of the analysis submitted by Snohomish in Attachment A to its October 19, 2009 public comment.
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the Pacific Northwest, as a preponderance of the generating resources establishing
marginal prices for electric power are fueled by natural gas.

BPA'’s natural gas price forecast used in the WP-10 rate proceeding, the methodology for
its development and its use as an input to BPA'’s electricity price forecasts, is outlined in
section 3.3 of the Market Price Forecast Study (see WP-10-FS-BPA-03, beginning on

p. 11). This natural gas price forecast was completed by BPA in May 2009, during
BPA'’s fiscal third quarter.

To analyze the period covered by the Block Contract, BPA employed the most recent
natural gas price forecast it had developed using the same methodology. This is an
update to what BPA used in its WP-10 rate proceeding as an input to its forecast of
electricity prices and is identical to the natural gas price forecast used in BPA'’s draft
Resource Program released September 30, 2009. BPA'’s updated natural gas price
forecast was completed at the end of July 2009, during BPA'’s fiscal fourth quarter. With
the exception of the fiscal first quarter, BPA typically updates its natural gas and
electricity price forecasts during each quarter to support financial reporting.

BPA'’s understanding of natural gas market fundamentals during the fiscal fourth quarter
led BPA to lower its forecast of spot market natural gas prices at the Henry Hub in 2009-
2010, and increase its forecast in 2011. BPA stated in the draft Resource Program:

The effects of the economic recovery on short-term natural gas prices will
be magnified by the cyclical nature of natural gas prices. An economic
recession will first lower natural gas demand and therefore increase
natural gas storage inventories. This will lower natural gas prices and lead
to a decline in natural gas production. Typically, declines in natural gas
production occur with declines in natural gas demand, but the production
decline lags the decline in demand. The result is that when the economy
and natural gas demand recovers, the recovery will occur during the
downturn in natural gas production, and the natural gas price increase is
magnified.

See draft Resource Program, Appendix B: Market Uncertainties, Bonneville
Power Administration, September 30, 2009, at B-3, B-4).

BPA'’s fiscal fourth quarter natural gas price forecast also continues to reflect a more
contemporary understanding of natural gas market fundamentals. The primary reasons
for BPA’s reductions in 2009-2010 remain apparent in the progression of time since the
natural gas price forecast was constructed. These are: a) continued strength of natural gas
production, despite steep reductions in rig counts, illustrates that BPA’s statement in the
draft Resource Program that “the production decline lags the decline in demand” remains
apparent, b) continued slow recovery of natural gas demand — particularly on the
industrial side — continues to reflect the lingering effects of “an economic recession that
will first lower natural gas demand,” and c) record amount of natural gas in storage
continues to demonstrate the anticipated “increase in natural gas storage inventories”
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contemplated in the draft Resource Program.*® Furthermore, with the majority of the
hurricane season now over with no impacts on supply occurring, the reduction made in
the fiscal fourth quarter natural gas price forecast appears to remain warranted.

BPA has also recently compared its latest forecasts of spot market natural gas prices at
the Henry Hub to the forecasts produced by other forecasters in the industry. The
comparison, shown in Figure 1 below, includes both a history of the Henry Hub spot
prices — as opposed to the more frequently referenced NYMEX (now CME Group)
forward market for Henry Hub natural gas prices — and other forecasters’ views of the
future. The forecasters, in alphabetical order, typically included in our comparisons are:
Cambridge Energy Research Associates (CERA), the United States Department of
Energy’s Energy Information Administration (EIA), PIRA Energy Group, and Wood
Mackenzie.?® The historical observations reflect the monthly average of the daily spot
market prices for natural gas at the Henry Hub quoted on the Intercontinental Exchange
(ICE) for the months from July through October 2009.

¥ In addition, BPA has detailed, with contemporary information from the Energy Information
Administration in Attachment H, (“Natural Gas Statistics™), the continued strength of natural gas
production despite steep declines in rigs, the continued slow recovery of natural gas demand, and the record
amount of natural gas in storage. See also Short-Term Energy Outlooks from the EIA for September and
October showing EIA’s lower forecasted Henry Hub Spot Price average for 2010 to $4.78 and $5.02 per
Mcf respectively [or $4.64 and $4.87 per MMBtu using EIA’s conversion of 1 Mcf = 1.031 MMBtul],
Short-term Energy Outlook, DOE EIA, September 9, 2009, at 1; Short-Term Energy and Winter Fuels
Outlook, DOE EIA, October 6, 2009, at 3.

20 With the exception of the EIA, each of these forecasters considers their information to be proprietary.
The vintage of each forecast is late September to early October 2009. EIA forecast is from their Short-
Term Energy and Winter Fuels Outlook released October 6, 2009.
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Figure 1: Henry Hub Natural Gas Spot Price Forecasts

Henry Hub Natural Gas Spot Price History and Price Forecasts
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Figure 1 demonstrates that recent spot market prices for natural gas at the Henry Hub
have been in the range of $3 to $4 per MMBtu from July to October 2009. This
illustration also demonstrates that the forecasts of three other industry experts are $4 per
MMBLtu or less in November 2009 - the starting month of BPA’s equivalent benefits
analysis — and their forecasts remain lower than $5 per MMBtu through at least October
2010. BPA’s updated forecast of spot price for natural gas at the Henry Hub is consistent
with this view reflected by these three industry experts. Only one of the four forecasters
expects spot prices for natural gas at the Henry Hub to rise above $5 per MMBtu during
the winter of 2009-2010. As a result, BPA believes its updated gas price forecast is
reasonable compared to a recent history of Henry Hub spot prices and compared to what
other industry experts are expecting.

It is also important to note that BPA may conduct additional evaluation(s) of equivalent
benefits in the future. For such future determinations, BPA intends to utilize inputs to the
decision process that are as contemporaneous as can reasonably be applied. Such inputs
may include updates to BPA’s natural gas price forecast, hydroelectric generation
forecast, or load forecast. BPA does not believe it would be reasonable to continue using
WP-10 rate proceeding inputs when the agency has since updated those inputs.

Finally, SUB asserted in its comments that BPA “used a dated market forecast that does
not reflect today’s analysis” (SUB at 4) and selectively chose the forecast in BPA’s
September 2009 resource program as compared to its WP-07 forecast (SUB at 4) in order
to support “an unsound and incomplete forecast for Port Townsend Paper...” (SUB at 2).
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First, as elaborated above and included in Figure 1, BPA incorporated the Energy
Information Administration (EIA) forecast from its October 2009 Short-Term Energy
Outlook (STEO), which was released on October 6™, to conclude that its updated gas
price forecast is reasonable compared to a recent history of Henry Hub spot prices and
compared to what other industry experts are expecting — including EIA in its October
2009 forecast. This was the EIA’s most current forecast of natural gas available at the
time the analysis was produced and remained so when BPA'’s analysis was posted 7 days
later on October 13", Furthermore, BPA has reviewed the EIA’s November 2009 STEO
released on November 10, 2009, and EIA largely sustained the forecast of natural gas
prices in their October 2009 STEO employed in Figure 1. As illustrated in Figure 2,
EIA’s most significant change to their forecast was made to the month of October 2009,
increasing it from $2.86 per Mcf to $4.12 per Mcf, and their second most significant
change was to November 2009, increasing it from $3.69 per Mcf to $4.22 per Mcf.

Figure 2 — Comparison of Natural Gas Forecasts from EIA’s STEOs

Comparison of the Spot Price Forecast for Natural Gas at the Henry Hub
from EIA's STEOs for October and November 2009
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The entirety of October 2009 and 14 days in November 2009 are not within the term of
the Block Contract and thus are not germane to BPA’s analysis. Furthermore, the
historical observations that BPA has incorporated reflect the monthly average of the daily
spot market prices for natural gas at the Henry Hub quoted on the Intercontinental
Exchange (ICE) for the months from July through October 2009. BPA has not
incorporated EIA’s forecasted value for October 2009 as inferred by SUB.
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Regarding the remaining months beginning with December 2009 and extending through
December 2010, the EIA went on to say:

Although [spot] prices [for natural gas at the Henry Hub] have more than
doubled since reaching a low of $1.83 per Mcf on September 4, EIA
expects any further price run-up to be limited through the remainder of the
year. High storage levels and resilient domestic production are expected to
keep prices around $5 per Mcf in the coming months, even as space-
heating demand increases and economic conditions improve. Beyond the
winter, limited demand growth constrains price increases through the
forecast. The projected Henry Hub spot price averages $4.03 per Mcf in
2009 and $5.01 per Mcf in 2010.

Short-Term Energy Outlook — November 2009, at 6.

The effect of EIA’s changes over the term of the Block Contract beginning November 15,
2009, and extending through December 31, 2010, increased their average forecast for the
period from $4.92 per Mcf to $4.95per Mcf, or a change of less than one percent (1%).
As a result, BPA believes this sustains its earlier conclusion that BPA’s updated natural
gas price forecast is reasonable compared to a recent history of Henry Hub spot prices
and compared to what other industry experts, including EIA, are expecting.

In summary, BPA has utilized the most recent forecast of Henry Hub natural gas spot
prices that BPA has performed. BPA’s updated natural gas price forecast also reflects a
more contemporary understanding of natural gas market fundamentals than the WP-10
natural gas price forecast. Furthermore, BPA’s updated natural gas price forecast is
reasonable when compared with the recent history of spot market prices for natural gas at
the Henry Hub and the natural gas price forecasts of other industry experts. Moreover,
BPA has reviewed EIA’s most current STEO and addressed the risk of prices deviating
from expectations. Therefore, BPA believes the updates made to its forecast of Henry
Hub natural gas spot prices and its use as an input to the Aurora® model utilized in this
analysis are reasonable.

Forward Market Sale

In BPA’s view, the sale under the Block Contract meets the most conservative, yet still
plausible, reading of the court’s interpretation in PNGC Il of “sound business principles”
because BPA expects to accrue positive net revenues from the sale compared to its
market forecast; in other words, BPA forecasts it will make more money on the
transaction compared to selling the power into the short-term market. BPA does not
believe either that this is a standard for discretionary sales to the DSIs required by statute,
or that the court in PNGC Il unequivocally held that this is the correct standard.
However, if this is, in fact, the legally required standard, then it is met in this case.
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However, some parties, including Snohomish and PPC, appear to argue that even this is
not enough. These parties appear to take the position that BPA may not make a sale to a
DSI at the IP rate even if such sale is forecast to result in positive net revenues compared
to forecasted market revenues, if BPA could earn even greater revenues by selling the
power into the current forward market. Snohomish at 1-2; PPC at 2.

First, BPA does not typically sell its surplus into the forward markets this far in advance
or for a term this long. Again, a forward sale means a sale consummated that day for
delivery sometime in the future. By definition, and especially with respect to a hydro-
based system, such sales contain some element of risk. This is because a forward surplus
sale would be a firm commitment, and to the extent BPA forecasted surplus did not
materialize, it would be required to purchase some or all of that power for delivery to the
counterparty. The costs and risks of such a forward surplus sale would not have been
addressed in BPA rates, whereas the costs and risks of a BPA firm requirements sale —
including the sale under the Block Contract at the IP sale — have been addressed in BPA’s
rate proceeding. In establishing its firm power rates BPA makes a load and resources
forecast which covers its expected sales to regional customer loads — public, cooperative
and federal agency customers, investor-owned utilities, and DSIs — and resource needs. In
recent years BPA has moved away from making year long forward sales of its surplus,
instead making a majority of its surplus sales into the spot or short-term markets much
closer to the time of delivery, when hydrological conditions, load shapes, and other
factors impacting BPA’s inventory are clearer.

Second, BPA does not believe there is any support, in either its enabling statutes or in
PNGC I or PNGC II, for the proposition that it may make an IP sale to a DSI customer
only in the event there is no higher revenue alternative sale available. These public
customers’ view appears to be based on the position that BPA is obligated by statute to
maximize revenues through sales of surplus power in order to reduce preference
customers’ rates to the lowest possible levels. There is nothing in BPA’s statutes, or
Ninth Circuit case law, including PNGC 11, supporting this position.” To the contrary, to
the extent that BPA finds, consistent with Ninth Circuit case law, that serving DSI load
benefits BPA’s operations or otherwise promotes its other statutory mandates, then BPA
may incur costs to serve DSI load, and allocate such costs to all its base rates, including
its preference rates. See Golden Northwest Aluminum, Inc., v BPA, 501 F.3d 1037, 1043
(9" Cir. 2007). Further, BPA is authorized to sell as surplus power that power which is
surplus after having met its contractual obligations under sections 5(b), (c), and (d) of the
northwest Power Act. 16 U.S.C. § 839c(f). Thus, a sale under section 5(d) is not a sale of
surplus power.

Finally, it is worth noting Alcoa has taken the position that BPA is obligated by the
regional preference provisions in its enabling statutes to sell available surplus power to
any DSI, at the IP rate, before such power can be sold out-of-region at market-based
rates, and that PNGC Il supports its position. See, e.g., Alcoa comments dated August 3,
2009, regarding memorandum of understanding for long-term DSI service proposal, at 2;

21 See also, Aluminum Company of America v. BPA, 903 F.2d 585 (9" Cir. 1990) (holding that BPA is not
obligated to establish rates to maximize revenues).
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and Alcoa comments dated September 9, 2009, regarding draft 7-year power sales
agreement, at 5 (Attachments C and D). While BPA disagrees with Alcoa’s view of the
scope of its regional preference right, and its reading of PNGC Il with respect to that
right, it is not unlikely that Alcoa — or perhaps another DSI - would seek to challenge an
out-of-region long-term market priced surplus sale made in lieu of selling such power to
it at the IP rate. The suggestion that BPA should simply sell into the current forward
market the power it would otherwise sell to Port Townsend under the Block Contract
comes with its own set of litigation risks that would need to be evaluated in the context of
putting a dollar value on such a transaction.

In sum, making a long-term forward surplus sale in lieu of selling 20.5 aMW to Port
Townsend, as advocated by some customers in comments, presents its own risks, is
inconsistent with BPA’s current surplus marketing program approach, and is not legally
required, even if it may result in greater revenues compared to revenues under the Block
Contract.

6. Power Reserves

Port Townsend will provide reserves to BPA under the Block Contract, as specified in the
Minimum DSI Operating Reserve — Supplemental section of BPA’s 2010 General Rate
Schedule Provisions (referred to below as the “Supplemental Operating Reserve”), and
Exhibit H of the contract. Port Townsend will provide approximately 2 MW of reserves,
within a time frame, in an amount, and for a duration consistent with applicable reliability
standards, and as specified by Exhibit H.

Several parties raised issues with respect to the reserve provisions in the Block Contract.
PPC, SUB, and PNGC also questioned whether Port Townsend would be able to provide
the reserves contemplated by the Block Contract in the event BPA calls on them, and
PNGC posited the reserves may be of little value given the relatively small size of the
Port Townsend load, while SUB noted that such reserves will be unavailable (and
therefore worthless) in the event Port Townsend curtails its load. PPC at 2; SUB at 7;
PNGC at 2. For its part, Snohomish commented that the exhibit addressing the details of
reserves in the Block Contract is unclear in several respects, including the return energy
provisions, and that the contract appears to provide that Port Townsend would receive
compensation for providing reserves in addition to the reserves credit embedded in the IP
rate. Snohomish at 2-3.

The amount and quality of the reserves Port Townsend will provide under the Block
Contract are consistent with statutory requirements and BPA’s established rate schedules,
and BPA believes will be made available by Port Townsend if and when called on by
BPA under the Block Contract. In fact, Port Townsend provided the same reserve product
under the October Interim Contract that permitted BPA to interrupt deliveries of electric
power to Port Townsend in the event of a power system disturbance. As such, BPA and
Port Townsend implemented a test procedure to ensure Port Townsend could provide the
reserves as specified. Port Townsend successfully complied with multiple tests of their
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provision of reserves to BPA. As such, BPA believes Port Townsend will be compliant
with the reserve provision of the Block Contract when called upon by BPA.

In addition, in the WP-10 rate proceeding, BPA contemplated that the DSIs may provide
a last-off-first-on reserve, but BPA did not de-rate the value of the reserve because the
stand-ready value of the reserve provided by a power sale to a DSI gives BPA roughly
full value in that it can displace operational capacity that would have otherwise been
utilized as Supplemental Operating Reserve:

We agree that we must consider any lack of flexibility when we value the
reserve service provided by the DSIs. The fact that the DSIs may provide a
last-off-first-on reserve and the fact that this reserve can be deployed a
maximum of once a day may result in a smaller value for these reserves as
compared to the Initial Proposal value of Supplemental Operating
Reserve. We have not fully analyzed all these limitations and
considerations, but due to the IOUs’ point that standing ready has value;
the new information provided through BPA-AL-01, Exhibit 1; and the
assumption that load-based reserves would be deployed last, the stand
ready value of the reserve provided by a power sale to a DSI gives BPA
roughly full value in that it can displace operational capacity that would
have otherwise been utilized as Supplemental Operating Reserve.
Therefore, we propose not to de-rate the value of reserve in this rate case.
(WP-10-E-BPA-36, page 21)

Even as a last-off-first-on reserve, BPA expected to call on the reserve provided by the
DSls as described below:

BPA analyzed our contingency reserve obligation and contingency reserve
deployment for FY 2008 to determine how frequently the capacity was
fully used. To capture the capacity component, the contingency reserve
obligation and deployment were analyzed within hour on a one minute
time interval. On a minute by minute basis, the observed peak contingency
reserve obligation was 752 MW and observed peak contingency reserve
deployment was 599 MW during the study period. Analysis showed that
the contingency reserves deployed were within 40 MW of the contingency
reserve obligation nine times during the study period. The full amount of
the contingency reserve obligation was deployed five times. The
contingency reserve deployments that were within 40 MW of full
requirements did not occur more than once a month and the duration of
deployment ranged from seventeen (17) to seventy-five (75) minutes.
(WP-10-E-BPA-36, page 33)

BPA expects to call upon the reserves provided by Port Townsend, if needed, at least as
frequently as the reserve contemplated in the WP-10 rate proceeding.
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As to the value of reserves from a small load, the compensation realized by Port
Townsend is through a rate credit of $0.80 per MWh. By including the compensation in
the IP rate, the amount “paid” to a DSI is directly proportional to the size of its load. If it
is a large load capable of providing more reserves, the DSI will be compensated with a
larger amount of dollars. If the DSI is a smaller load, such as Port Townsend, it will
provide fewer reserves, but will compensated with a proportionally smaller amount of
dollars.

SUB’s comments with respect to the effect of a possible curtailment on the value of the
reserves provided by Port Townsend are misplaced, because if Port Townsend curtails its
load, providing no reserves, BPA will not be compensating Port Townsend for such
reserves not provided. Compensation is provided through a 7(c)(3) rate credit, so if Port
Townsend curtails, it will not be paying the IP rate and therefore will not receive a rate
credit. And in any case, as noted above, Port Townsend remains obligated to keep BPA
whole in an amount equal to the IP rate plus $0.80 to account for the value of the reserves
not provided when curtailed, up to its take-or-pay obligation, for any curtailed power.??

As stated earlier, Port Townsend will provide reserves to BPA under the Block Contract,
as specified in the Minimum DSI Operating Reserve — Supplemental section of BPA'’s
2010 General Rate Schedule Provisions, and Exhibit H of the Block Contract.

Snohomish commented that language in section 6 of Exhibit H of the Block Contract
suggested BPA was considering an adder to the IP-10 rate to provide additional
compensation — in addition to the credit already embedded in the rate - for any reserves it
may call upon. Snohomish at 2. BPA is not proposing to adjust the IP-10 rate as a part of
compensation for Minimum DSI Operating Reserve — Supplemental. The language in
section 6 of Exhibit H is meant to specify how Port Townsend is compensated for
providing Minimum DSI Operating Reserve — Supplemental under the Block Contact.
BPA revised the referenced language to make clear that the adjustment for Port
Townsend providing this reserve has already been made to the IP-10 rate determinants as
part of the WP-10 rate making process.

Snohomish also commented that the Return Energy provisions in section 7 of Exhibit H
of the Block Contract did not make sense because “it is unclear how Port Townsend
would make use of the returned energy.” Id. at 3. After considering the party’s comment,
and discussion with Port Townsend, BPA has reconsidered returning energy curtailed
when BPA requested Minimum DSI Operating Reserve — Supplemental from Port
Townsend. BPA has decided instead to “cash out” the energy that was to be made
available to Port Townsend by BPA. BPA will credit Port Townsend an amount equal to
the product of the amount of Return Energy (MWh) and the appropriate IP Monthly
Energy Rate on its following Monthly Wholesale Power Bill.

22 SUB commented that Port Townsend is not providing reserves under curtailment situations and that the
$0.80/MWh reserve credit should be added back in when determining liquidated damages. After
considering this comment BPA decided to add the credit back into the calculation under those
circumstances and changed the contract language accordingly.
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7. Other Issues

Several parties complained that BPA did not provide sufficient time for them to review
the Block Contract, that BPA had provided insufficient information to evaluate the
proposed transaction, that such information was not provided in a timely manner, that
BPA’s analysis should be subject to a hearing under section 7(i) of the Northwest Power
Act, or requested that BPA meet with them to answer their questions with respect to the
Block Contract. PPC at 2 (requesting meeting with BPA); NRU at 2 (requesting meeting
with BPA); PNGC at 2 (requesting meeting with BPA); Snohomish at 1 (economic
analysis not timely posted, too little time); SUB at 1-2, 7 (each of the foregoing
complaints).

In an attempt to address the questions and concerns of it public preference customers,
BPA'’s Deputy Administrator and certain BPA staff met with these customers on
November 3, 2009. The prepared materials that BPA presented at this meeting are
attached hereto. Attachment E. With respect to the amount of time allowed for
comments, BPA can only note that it provided as much time as possible under the
circumstances, which includes reserving enough time to evaluate comments as part of its
decision-making process. Given the relatively straight-forward nature of the Block
Contract and BPA’s economic analysis, BPA believes customers had sufficient time to
carefully evaluate the contract and BPA’s analysis, and that this fact is evidenced in the
generally high quality of comments received.?®

SUB filed a comment that appears to argue BPA’s analysis of the Block Contract is
subject to a section 7(i) hearing under the Northwest Power Act, or that it must be
subjected to the same level of scrutiny associated with a section 7(i) hearing. SUB at 7.
BPA'’s analysis of the economic effect of a proposed contract is clearly not subject to a
section 7(i) rate hearing, since BPA is not establishing rates in the Block Contract, nor
could it. SUB cryptically suggests BPA is “decoupling” its forecast of benefits under the
Block Contract from “the WP-07 rate setting process which includes a number of
components — including loads and risks.” SUB at 7. SUB appears to be suggesting that
any contract BPA proposes to execute during the term of a rate period requires BPA to
re-open its rate proceeding to reconcile the rate impacts of the contract to BPA’s rate case
final decisions with respect to, among other things, “loads and risks.” 1d. In simplest
terms, BPA sets its rates to recover its forecast costs over the term of the rate period. As
noted, BPA allocated $37 million in forecast costs to its base rates to serve DSI load in
the WP-10 rate proceeding, which covers the term of the Block Contract. That is not to
say, as is suggested by SUB, that any proposed action by BPA within the WP-10 rate
period that could result in BPA incurring costs not expressly contemplated in the rate

22 While BPA is committed to providing reasonable opportunities for meaningful public comment on
proposed DSI contracts, there is no legal requirement, under either the Administrative Procedures Act or
any of BPA’s enabling statutes, that BPA provide notice and comment when executing a contract with a
DSI customer. See e.g. Alcaraz v. Block, 746 F.2d 593 (9" Cir. 1984) (APA does not apply to matters
relating to contracts); Rainbow Valley Citus Corp. v Federal Crop Insurance Corp., 506 F.2d 467 (9" Cir.
1974).
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case requires BPA to re-open that rate case; such costs, if incurred, would be paid for
through cash reserves, planned net revenues for risk, or other risk mitigation tools such as
the cost recovery adjustment clause.

SUB also asserts that the Block Contract will “create job losses throughout the region.”
SUB at 1. SUB provides no evidence to support this extraordinary conclusion, but it
seems unlikely that BPA’s decision to sell up to 20 aMW to a small paper mill for 14-
months (from a system that generates over 9,000 aMW annually), at a rate forecast to be
above the market over the term of the contract, will lead to any job losses whatsoever.
Even in the event that SUB is right, and BPA’s forecast of market prices is too low, or
BPA'’s forecast that it will not be required to make additional purchases to serve Port
Townsend is wrong, and that BPA will incur some cost in excess of the costs already
allocated to BPA’s WP-10 base rates for DSI service - an extremely low probability event
- the impact on the preference rate of such a result would be miniscule, if there would be
any impact at all.**

SUB asserts that BPA has “failed to address risk” and describes scenarios, mainly related
to market prices and the availability of surplus on BPA’s system, under which BPA may
incur costs to serve Port Townsend (SUB at 4-5). In fact, each of SUB’s concerns have
been examined by BPA as part of its economic analysis of the Block Contract, as
described in this record of decision. BPA has simply come to different conclusions based
on its view of the market. In addition, the Block Contract itself, as described above,
contains a number of risk mitigation provisions. The residual risk that BPA may incur
costs to serve Port Townsend resulting in an increase to the rates paid by SUB is very
small, and if it were to materialize, would likely result in no, or a negligible, increase in
SUB’s rates.

PNGC suggested that the contract be amended to cap BPA’s exposure to market
purchases equal to the IP rate, and to allow BPA to remarket power under the Block
Contract in the event market prices exceed the IP rate by some “reasonable margin,”
which PNGC noted could be as little as ten percent above the IP rate. PNGC at 2.
PNGC’s proposal would fundamentally deprive Port Townsend of the benefit of its
bargain and is not commercially reasonable, and would be highly unfair to Port
Townsend which according to BPA’s forecast has agreed to purchase power from BPA
for a price, on average over the term of the Block Contract, which will be above market.
Certainly, Port Townsend has its own reasons for entering into this transaction, and
presumably believes purchasing from BPA, even at a small premium to market, is in its
own best interests. If market prices fall lower than forecast by BPA, Port Townsend is
locked into paying an even higher premium to market. Under PNGC’s proposal, if prices
rise, Port Townsend would also face the possibility of losing its BPA power supply. BPA
does not find this to be a reasonable or business-like proposition, or one that is required

2 |f the Block Contract results in financial losses to BPA, there would be no rate impact to BPA’s
customers until at least October 2011. Rates are set for FY 2010-2011 and the probability of the cost
recovery adjustment clause triggering in FY 2011 is near zero.
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by PNGC II. In any case, BPA believes its economic analysis of the Block Contract is
conservative, so that PNGC’s proposals are not only unfair, but unnecessary.

SUB commented in an earlier process that BPA must resolve any lookback amounts
owing by the DSIs, including Port Townsend, associated with the Court’s remand in
PNGC I. See SUB comments dated September 9, 2009, re “Draft Seven-Year
Agreements: Alcoa & Columbia Falls Aluminum Company”, at 6. BPA believes that
final decisions by BPA in connection with that remand are unrelated to BPA’s decision to
enter into the Block Contract, and that nothing in the Block Contract precludes BPA from
seeking restitution from Port Townsend in connection with the remand if, in fact, that is
the outcome on remand, or in later raising rates to Port Townsend to effect such
restitution. Final resolution, including judicial review, of the issues on remand in PNGC |
are likely to be contentious and time consuming, and BPA sees no good reason to delay
entering into a new Block Contract with Port Townsend until that process is completed.

8. PNGC II

On August 28, 2009, the Ninth Circuit issued its opinion in Pacific Northwest Generating
Cooperative v. BPA, Slip Op. 09-70228 (August 28, 2009) (“PNGC II’’). BPA reads
PNGC Il as requiring that if the Administrator exercises his discretion to serve a DSI
customer, the decision to serve must be consistent with “sound business principles,”
meaning in this context that the benefits to BPA of serving the DSI load must equal or
exceed BPA’s cost of serving the load during the period of service or, if they do not,
there must be a demonstrated and realistic prospect that the short-term net cost of
providing DSI service will be offset by positive net benefits of future DSI service. BPA
refers to the PNGC Il requirement herein as the “equivalent benefits test”.

As noted, the DSIs disagree with BPA’s reading of PNGC Il. Indeed, the DSIs’ position
comports with BPA’s view of its statutory mandate to assure the Pacific Northwest,
including the DSls, an adequate, efficient, economical and reliable power supply.
However, inasmuch as BPA believes the most sustainable reading of PNGC Il is that
service to the DSIs must be conservatively measured against an equivalent benefits test,
BPA has constrained its consideration of Port Townsend service options to those that will
satisfy that test. Absent the equivalent benefits test, BPA would have considered other,
longer-term service options.

As indicated earlier, Port Townsend expressed concern that the relatively short-term of
the Block Contract “impairs the long-term planning so important to an industrial
customer such as Port Townsend.” Port Townsend at 1. Citing BPA’s letter that
accompanied publication of the draft Block Contract for public comment, Port Townsend
commented that it appeared BPA was taking the position that PNGC |1 prohibits a power
sale to a DSI “unless the price is above the market price of power for the time period the
power is offered,” and that they believed such a reading is at odds with the plain language
of that opinion. Id. at 2. Alcoa made a similar comment, citing extensively from PNGC

Il to support its position that BPA “need not conduct an accounting analysis that
demonstrates that the economic benefits of the contract are equal to, or exceed the cost of
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providing service” to a DSI. Alcoa at 1-2. CFAC echoed this position, and also
commented that BPA needed to take into account transmission costs it would avoid by
making the sale to Port Townsend in lieu of selling the power into the market. CFAC at
1.

Taking the opposite position, the PPC/ICNU comments state that BPA’s approach
“appears to recognize that the Ninth Circuit’s recent decisions have established that BPA
is authorized to serve the DSIs only if the agency demonstrates that doing so is calculated
to financially benefit the agency.” PPC at 1. PNGC agrees with and adopts the PPC
comments.

Before addressing the more fundamental issue of the meaning of PNGC I1, and whether
the equivalent benefit test is correct, we will address the subsidiary comments raised.
With regard to the concerns expressed by Port Townsend, BPA understands, and is
sympathetic with, the fact that long-term planning by Port Townsend is impaired by the
short-term nature of the proposed contract. If Port Townsend is going to make capital
investments, it needs reasonable certainty as to their future recovery. BPA’s proposal
does not allow that reasonable certainty, unless Port Townsend can recapture their
investments in the short period of the contract, and BPA has no basis to deny Port
Townsend’s assertion that the time period of the contract is too short in that regard.
However, BPA’s analysis, as discussed in this ROD, looks into the future to see where
the breakpoint is for purposes of satisfying the equivalent benefits test, which BPA
forecasts is a 14-month contract.

With regard to the test itself, BPA did not mean to state or imply that benefits must
exceed costs. Rather, as BPA reads PNGC I, it is sufficient if benefits equal or exceed
costs. As to the demonstration of benefits, BPA agrees with Alcoa and does not believe
that an “accounting analysis” is necessary to quantify the costs and benefits. However,
certain costs and certain benefits can be reasonably quantified, and in that case it is
reasonable to do so. BPA has presented that quantification in this record of decision. In
the case of certain other benefits whose values are a matter of judgment, such as for
example a litigation waiver or a waiver of a right to argue certain positions, we are not
foreclosing such valuations, and did not foreclose them.

BPA’s Reading of PNGC II

PNGC Il unequivocally requires that a decision to serve a DSI customer be consistent
with sound business principles: “Given that BPA is not obligated to sell to the DSIs and
that its actions are generally reviewable under the ‘sound business principles’ standard, it
follows that a decision by BPA to enter into a contract with a DSI, like other
nonobligatory contractual decisions made by the agency, see APAC, 126 F.3d at 1171,
must also conform to the ‘sound business principles’ standard.”” PNGC II, Slip Op. at
11972. In terms of what is demanded by that standard, the following (PNGC II, Slip Op.
at 1989-90) and other statements in the Court’s decision leave an overall and lasting
impression that benefits must approximate or exceed costs:
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In short, neither the record in this case nor the record in PNGC contains any
financial or other business analysis or evidence to support the agency’s assertion
that future benefits to the agency are (a) likely or (b) sufficiently large to make the
decision to give $32 million away a sound business decision.

While that passage uses the word “or”” between (a) and (b), we do not believe the Court
would divorce the two. In other words, if the benefits were likely but minimal, or huge
but unlikely, the tenor of the Court’s decision causes BPA to believe that would be
insufficient to satisfy the equivalent benefits test.

The Court elsewhere analogizes DSI sales to the incurrence by a utility of a non-
necessary expense. PNGC Il, Slip Op. at 11980, citing McCarthy v. Middle Tenn. Elec.
Membership Corp., 466 F.3d 399 (6th Cir. 2006). In the context of providing power at
the lowest cost consistent with sound business principles, if the DSI sale comes at a net
cost, with the consequence that other customers’ rates are increased, PNGC Il appears to
indicate that sound business principles would be violated. PNGC Il, Slip Op. at 11980.

That conclusion is bolstered by the Court’s discussion of parties’ arguments that under
the sound business principles, it would never make sense to sell power at the IP rate when
market rates exceed that rate. The Court disagreed, but did so in a fashion that indirectly
reinforced the equivalent benefits test, as BPA has described it above (benefits to BPA of
serving the load must equal or exceed BPA’s costs of serving the load during the period
of service or, if they do not, there must be a demonstrated and realistic prospect that the
short-term net cost of providing DSI service will be offset by positive net benefits of
future DSI service). The Court stated:

We can envision several situations in which BPA might reasonably conclude that
a below-market rate sale to the DSIs is a sound business decision. First, as the
court alluded to in PNGC, BPA’s governing statutes likely require it to offer
power within the Pacific Northwest at established rates before the agency may sell
power outside the region. If so, BPA might reasonably enter into a contract with
the DSls at the IP rate so as to “free up power to sell outside the Pacific
Northwest.”

Second, BPA has asserted that the physical sale of power to the DSIs has indirect
benefits that might offset a below market rate sale. For example, BPA noted in its
letter explaining its justifications for the amended contract with CFAC that “DSI
loads have historically benefitted BPA by taking power in relatively flat blocks
that require little or no shaping; they have taken power from BPA at light load
hours, when power has historically been difficult to market; and they have
provided the Administrator with additional power reserves.” These and other non-
financial benefits to BPA could very well justify a less-than-market rate sale, but
they have no direct application when, as here, BPA is not in fact physically selling
power to the DSIs.
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Third, a soundly run business might reasonably offer a large customer a short-
term discount with the expectation that the customer’s future business at higher
prices will more than make up for the short-term loss of revenue. Similarly, a
reasonable business might offer a short-term discount to a customer in order to
diversify its customer base or to offload unused capacity."

PNGC Il, Slip Op. at 11972-973 (footnotes and citations omitted).

With regard to the first scenario, freeing up power to be sold outside the Northwest, two
observations are in order. First, Kaiser Aluminum & Chemical Corp. v. BPA, 261 F.3d
843 (9th Cir. 2001), establishes that where BPA has a rate for surplus power sales that
provides for the sales at a market rate, regional preference is satisfied if the power is
made available first in the region at the same rate it could be sold for out of region. That
means that if a DSI is willing to pay the higher rate, it would be entitled to the power.
However, in that case, there would be equivalent benefits because DSI revenues and lost
opportunity cost would be equal. Second, when the Court speaks of “reasonably”
entering a DSI contract to free up power for sale outside the region, there is no indication
that the Court would find the contract reasonable if the DSI contract resulted in a lost
opportunity cost to BPA relative to out-of-region sales revenues.

In the second scenario, where the Court speaks of certain benefits such as sales in flat
blocks possibly justifying a less-than-market rate sale, BPA reads the Court’s opinion as
indicating that the DSI revenues plus the other benefits must equal or exceed the lost
opportunity costs of a less-than-market rate sale. In other words, the Court, while not
requiring an accounting analysis, would at least require the Administrator to opine that
the DSI revenues and listed benefits equal or exceed the costs, and to state why.

Finally, in the third scenario, the Court is explicit that a short-term discount could be
justified if “higher prices will more than make up for the short-term loss of revenue.”
That all but says benefits must match costs so that there is no net cost over time. As to
diversifying BPA’s customer base, the Court rejected BPA’s widespread use arguments
in PNGC 1 so it is difficult to envision the Court allowing BPA to ascribe any real value
to this. And, certainly, implicit in the Court’s reference of a sale to “offload unused
capacity” is the sense that the sale is the best, if not the only, economic use of the
otherwise unused capacity. However, BPA is not in that situation.

BPA Believes Equivalent Benefits Test Is Inconsistent With BPA’s Enabling
Statutes

As indicated, BPA has structured the Block Contract to comport with its reading of what
the Court has required in PNGC Il, a reading that Port Townsend and Alcoa argue is
wrong or overly conservative. BPA is not persuaded that the opinion can reasonably be
interpreted in the fashion advanced by Alcoa and Port Townsend. However, BPA does
believe PNGC Il errs by constraining the Administrator’s discretion to serve DSI
customers to a degree that is not in concert with BPA’s enabling legislation. The
Northwest Power Act expressly provides that one of BPA’s key missions is “to assure the
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Pacific Northwest of an adequate, efficient, economical, and reliable power supply, . ..”
16 U.S.C. 8 839(2). This purpose encompasses all BPA customers, including direct
service industry customers, investor owned utilities, and public body and cooperative
customers (preference customers). It is true that Section 5(d)(1)(B) of the Northwest
Power Act authorizes, but does not require, the Administrator of BPA to sell power to
DSI customers once their “initial” contracts under the Act terminate. 16 U.S.C.

8 839c(d)(1)(B); PNGC I, 550 F.3d at 866. It is equally clear that by referring to an
“initial” contract Congress envisioned the potential for continuing DSI sales beyond
expiration that contract.?® Section 5(d)(1)(B) requires only that “[s]uch sales shall
provide a portion of the Administrator’s reserves for firm power loads in the region.” 16
U.S.C. 8§ 839c¢c(d)(1)(B). Section 5(d) does not otherwise mention, let alone require, that
such sales shall provide other benefits to BPA or the region or be subject to a strict cost-
benefits analysis that would seemingly preclude service in all but a few narrow sets of
circumstances.

The rate charged to DSI customers further indicate that Congress intended that sales to
DSI customers beyond the “initial” NWPA contract would be the rule, rather than the
exception. When the Administrator exercises his discretion to sell power to DSIs under
section 5(d)(1)(B), the rate for such sales must be established pursuant to section 7 of the
Act. 16 U.S.C. § 839c(a)(“All power sales under this Act . . . shall be at rates established
pursuant to section 7.”); see also PNGC I, 550 F.3d at 869. For the period prior to July
1, 1985, but only for that period, section 7(c) of the Act required the IP rate to recover the
cost of resources the Administrator determined were required to serve the DSI load. 16
U.S.C. 8 839¢e(c)(1)(A); see also H.R. Rep. No. 96-976, 96th Cong., 2nd Sess., pt. 2, at
36 (1980). In other words, prior to July 1, 1985, the rate was based on cost of service.
After July 1, 1985, however, section 7(c) requires that the IP rate shall be based upon the
Administrator’s rates to his public body and cooperative customers (preference
customers) and the typical margins they include in their rates to their retail industrial
customers, adjusted for certain specified factors, including the value of the reserves the
sales provide the Administrator. 16 U.S.C. 88 839¢(c)(2), 839¢(c)(3); see also H.R. Rep.
No. 96-976, at 36. Consequently, when the Administrator now exercises his discretion to
sell power to DSIs under section 5(d)(1)(B), the sale must be at the section 7(c) IP rate
that is linked to BPA’s cost of serving preference customers, not a rate tied to market,
specific resource purchases, DSI cost of service, or benefits other than reserves. In other
words, for sales beyond 1985, Congress specified that DSIs be served at a rate that is
roughly in parity with rates paid by industrial load served by preference customers. Itis
not clear why the Court appears to believe that Congress would design a rate to achieve
such parity and also intend that it be used only in limited and narrow circumstances, as
required by PNGC II.

%% Not to belabor the point but Webster’s Il New Riverside Dictionary defines “initial” as “of, being, or
happening at the beginning.” Random House College Dictionary similarly defines “initial” as “of or
pertaining to the beginning; first.” Roget’s Thesaurus proffers the following synonyms for “initial”: “first,
starting, beginning, opening, commencing, primary, introductory, incipient, initiatory, inaugural, maiden;
original, germinal, primal.” Recommended antonyms are “last, ultimate, ending, final, closing, concluding,
terminal.”
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Notwithstanding the Administrator’s authorization to serve and this clear statutory
expression that the rate for DSI service is linked to the rate for service to BPA'’s
preference customers, the PNGC 11 opinion effectively mandates that the Administrator
can only serve the DSIs if he can do so at no net costs, i.e., in a way that results in no
differential between the cost of serving the DSIs and the revenues resulting from service
at the statutory section 7(c) IP rate. PNGC II, Slip Op. at 11989-90. In other words, if
serving the DSIs and application of the statutory IP rate means that some costs of serving
the DSIs would not be recovered through the section 7(c) IP rate, PNGC Il forbids the
Administrator from serving the DSIs unless he can show that those costs of service are
offset by equal or greater benefits resulting from the service. In so doing, BPA is
concerned that PNGC Il trumps the statutory rate directive in a manner that, for the
reasons next explained, has no basis in law, and improperly undermines the
Administrator’s authority under the Northwest Power Act “to assure the Pacific
Northwest of an adequate, efficient, economical, and reliable power supply, ...” 16
U.S.C. § 839(2).

PNGC Il relies upon a misreading and misapplication of “sound business principles” to
arrive at its conclusion. The Court posits that (a) BPA’s discretionary actions “are
generally reviewable under the ‘sound business principles’ standard,” PNGC Il Slip Op.
at 11972; (b) sound business principles means DSI service should come at no net cost to
BPA: and (c) the Administrator cannot serve the DSIs if benefits do not equal or exceed
net costs of service. PNGC II, Slip Op. at 11972, 11974.

However, in developing this logic, the Court appears to confuse statutory rate setting
directives, which reference “sound business principles” with BPA’s decisions regarding
service to DSI customers, which are not circumscribed by such references. The Court
states:

In sum, we hold that BPA's voluntary decision to contract with the DSls,
like its other non-obligatory contractual choices, must conform to the
congressionally imposed requirement that the agency act in a manner
“consistent with sound business principles.” See 16 U.S.C. 8§88 838g;
839¢(a)(1); 825s. The mere fact that BPA has chosen to contract with a
DSI at the statutorily authorized IP rate does not insulate the decision to
contract from review under the “sound business principles” standard.
(Footnote Omitted.)

PNGC II, Slip Op. at 11975; see also id. at 11980. The first two references are to
ratesetting, not a decision to serve or the incurrence of costs. Rate decisions and power
service decisions are entirely separate in the Act, compare 16 U.S.C. § 839c (sale of power)
with 16 U.S.C. § 839e (rates), and for purposes of what final actions are subject to judicial
review, compare 16 U.S.C. § 839f(e)(1)(B)(“sales, exchanges, and purchases of electric
power under section 5”) with 16 U.S.C. 8 839f(e)(1)(G)(*“final rate determinations under
section 7). Section 7(a)(1) of the Northwest Power Act provides that when the
Administrator sets rates for power and transmission “[s]uch rates shall be established and,
as appropriate, revised to recover, in accordance with sound business principles, the costs
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associated with the acquisition, conservation, and transmission of electric power, ...” 16
U.S.C. 8 839e(a)(1). This directive applies to all BPA rates, not just rates for DSI service.

Moreover, this statutory provision is not, as PNGC Il determined, a directive that should
be transported from the rate directive setting of the Act to which it explicitly applies and
then applied to require that decisions to sell power be subject to identical standards.
Ratemaking and power sales are two distinct activities, each of which has its own distinct
requirements. The directive is limited to the establishment of rates to recover costs, costs
which have already been and will be incurred, and to recover them consistent with sound
business principles. Thus, the directive is explicit and limited, requiring that rates be set in
a manner that underscores the importance of BPA recovering its cost in a manner
consistent with assuring that BPA’s treasury repayment obligations in full and on time.
This reading is borne out by subsequent language in the same sentence of section 7(a) that
refers to rates recovering “the other costs and expenses incurred by the Administrator
pursuant to this Act and other provisions of law.” 16 U.S.C. § 839e(a). As the Court
observed in Golden Northwest Aluminum, Inc. v. BPA, 501 F.3d 1037, 1052-53 (9th Cir.
2007), this ratesetting requirement “presupposes that BPA knows its costs or, at the very
least, that it estimates them *“in accordance with sound business principles.”” Section 7(a)
takes recovery of costs, regardless of how or when they were incurred, as a fundamental
precept of rate making. The provision has absolutely nothing to do with, and is
inapplicable to, decisions regarding sales to statutorily identified customer classes, or for
that matter, sales of surplus power.

Even if section 7(a) could somehow be seen as applying to a decision to serve, the more
specific language of section 7(c) would govern. Congress addressed section 7(a) in the
context of the more specific rate directives, including section 7(c), as follows:

Section 7 of the legislation sets out the requirements BPA must follow
when fixing rates for the power sold its customers under this legislation.
Subject to the general requirements (contained in section 7(a)) that BPA
must continue to set its rates so that its total revenues continue to recover
its total costs, BPA is required by the legislation to establish the following
rates . . . [preference customer, exchange, DSI, other rates listed]

H.R. Rep. No. 96-976, 96th Cong., 2nd Sess., pt. 2, at 36 (1980)(emphasis added). The
import of this is that specific rate directives, including section 7(c), are not overridden by
section 7(a) unless and, then, only to the extent necessary to assure total cost recovery.
No question existed in PNGC |1 that DSI service would somehow jeopardize total cost
recovery by BPA. Indeed, BPA’s cash reserves dwarfed the cost incurred by BPA to
provide DSI service. As to the rates themselves, BPA established the rates to recover the
costs of the monetary benefits to the DSIs.

So, too, section 9 of the Transmission System Act of 1974, 16 U.S.C. § 838g, also cited
by the Court, deals with ratesetting, but only ratesetting. It includes language that BPA’s
charges for the sale of power and transmission shall be established based on a number of
factors, including “with a view to encouraging the widest possible diversified use of

34



electric power at the lowest possible rates to consumers consistent with sound business
principles.” 1d. Here, again, this is a directive dealing with the setting of charges, not
with decisions by the Administrator whether to sell power. In any case, even if this
language has any application to DSI ratesetting, it must be reconciled and harmonized
with the very specific language of section 7(c) concerning what costs the DSI rate is to
recover, not used as a basis to override it. As indicated, BPA is very concerned that
PNGC Il effectively trumps the section 7(c) directive by applying these general “sound
business principles” ratesetting references to the Administrator’s service decisions.

In Cal. Energy Comm’n v. BPA, 909 F.2d 1298, 1307-08 (9th Cir. 1990), the Court
rejected claims that a BPA intertie access policy must be rejected because it failed to
maximize BPA returns. Reviewing the language in 16 U.S.C. § 838g that rates be set
“with a view to encouraging ... the lowest possible rates to consumers . . .” the Court
observed with some prescience:

nearly every action by BPA has some arguable impact on future rates. If
the strict interpretation of the “lowest possible rates” standard advanced by
DSI[] were accepted, the discretion that Congress vested in the
Administrator would be eliminated.

Id. The Court in Cal. Energy Comm’n, clearly recognized in the preceding passage that a
revenue maximization test would inappropriately rob the Administrator of the discretion
afforded him by Congress. PNGC |1 appears to swing full tilt in the other direction,
inconsistently imposing a rigid cost/benefit test that all but eliminates the Administrator’s
discretion.

In sum, the statutory requirements that BPA “establish” or “periodically review and
revise” or “fix and establish” its rates “at the lowest possible rates to consumers
consistent with sound business principles” cannot be read as concerning anything more
than just that, the establishment of rates and the recovery of costs that have been and will
be incurred. 16 U.S.C. § 838g; 16 U.S.C. 8 839¢(a)(1). The rates can be no lower in
total than would be consistent with sound business principles so as to assure total cost
recovery. In addition, rates are to be established to “recover, in accordance with sound
business principles, the costs” borne by BPA. 16 U.S.C. § 839¢(a)(1). Recovering the
costs is, however, a matter separate from the incurrence of the costs, including through
decisions to serve.

PNGC Il also relies in passing on language of section 5 of the Flood Control Act of 1944,
16 U.S.C. § 825s, which provides that in marketing the output of Corp of Engineers’
reservoir projects, the Secretary shall “transmit and dispose of such power and energy in
such manner as to encourage the most widespread use thereof at the lowest possible rates
to consumers consistent with sound business principles . . .” Here, again, this reference
to lowest possible rates to consumers consistent with sound business principles cannot
serve to override the specific directive of Northwest Power Act section 7(c) or the
authorization to serve in section 5(d). Even as a marketing matter, this language supports
service to the DSIs—widespread use of power—rather than negates it. If PNGC Il is to
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be read as saying that there can be no DSI service if it comes at a net cost, then the Flood
Control Act language should apply in equal fashion to all service decisions since all
consumers are referred to in section 5 of the Flood Control Act of 1944. That would
mean that if the power could be sold at market, such that other consumers’ rates could
receive a greater revenue credit and so have lower rates, that is what BPA should do. But
that makes absolutely no sense since there is no basis in the language to elevate one class
of regional customers over another in terms of lowest possible rates. Also, the Cal.
Energy Comm’n case rejected that very approach. The power marketing administrations
do not operate on a profit-making basis, but must balance a number of considerations.?®

Finally, PNGC Il references in passing section 9(b) of the Northwest Power Act. That
section requires that the “Secretary of Energy, the Council, and the Administrator shall
take such steps as are necessary to assure the timely implementation of this Act in a
sound and business-like manner.” 16 U.S.C. § 839f(b). As the legislative history makes
clear, the purpose of this provision was to recognize the respective responsibilities of the
Department and the Administrator, so that “Bonneville cannot be delayed in its activities
while these [DOE] officials review contracts, budgets, labor agreements, and other
matters” and the legislation be “carried out effectively and in a timely manner.” Cong.
Rec. H 10685 (November 17, 1980)(Remarks of Rep. Dingell). A requirement to take
such steps as are necessary to assure the timely implementation of the Act in a sound and
business-like manner goes to, as it says, timely implementation, and cannot be read to say
that every decision, discretionary or otherwise, of the Administrator must be consistent
with “sound business principles,” as that term has been defined by the PNGC I court.
Yet, that is precisely what PNGC Il appears to require by setting sound business
principles up as the yardstick by which to test the Administrator’s decision to serve the
DSls. If section 9(b) did have the broad application evidenced by PNGC Il, Congress
need not have referenced sound business principles, as it did, in connection with the
establishment of rates.

BPA has broad authority to act in a businesslike manner, but that authority rests on the
Administrator’s expansive contracting authority under section 2(f) of the Bonneville
Project Act, 16 U.S.C. § 832a(f). That section provides:

Subject only to the provisions of this Act, the Administrator is authorized
to enter into such contracts, agreements, and arrangements, including the
amendment, modification, adjustment, or cancellation thereof and the
compromise or final settlement of any claim arising thereunder, and to
make such expenditures, upon such terms and conditions and in such
manner as he may deem necessary.

%8 Five circuits have considered whether the widespread use clause of section 5 of the Flood Control Act
provides law to apply to an administrator's decisions in power marketing. Each has concluded that it does
not. See Salt Lake City v. Western Area Power Administration, 926 F.2d 974, 979 (10th Cir. 1991); City of
Santa Clara v. Andrus, 572 F.2d 660, 668 (9th Cir. 1978), cert. denied, 439 U.S. 859 (1978); Brazos Elec.
Power Coop. v. Southwestern Power Admin., 819 F.2d 537, 543-44 (5th Cir. 1987); Electricities of North
Carolina v. Southeastern Power Admin., 774 F.2d 1262, 1266 (4th Cir.1985); Greenwood Util. Comm'n v.
Hodel, 764 F.2d 1459, 1464-65 (11th Cir.1985).
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The Congressional intent behind this language was “to enable the Administrator to
employ business principles and methods in the operation of a business enterprise . . .”
H.R. Rep. No. 777, 79th Cong., 1st Sess., 3 (June 21, 1945). The Northwest Power Act
extended section 2(f)’s expansive authority to enter into contracts under that Act.?’

With the passage of the Northwest Power Act, the Administrator’s responsibilities were
significantly expanded. The broad grant of contracting authority to enable the
Administrator to employ business principles and methods was incorporated into BPA’s
statutes as a means to enhance BPA'’s ability to implement its statutory authorities, not to
restrain them.

Earlier cases illustrate the important distinction of bringing sound business principles into
play when Congress has not clearly addressed a matter and it is necessary to fill the gaps,
versus the situation where Congress has specifically authorized the Administrator to take
an action, such as serve DSI customers. In cases such as Bell v. BPA, 340 F.3d 945 (9th
Cir. 2003)(buying out contractual obligations), Aluminum Co. of America v. BPA, 903
F.2d 585 (9th Cir. 1989)(wheeling non-Federal Power), and Dep’t of Water & Power of
the City of Los Angeles v. BPA, 759 F.2d 684, 693 (9th Cir.1985)(intertie access), the
statute did not address the matter at hand and there was, in the words of Association of
Public Agency Customers v. BPA, 126 F.3d 1158, 1170 (9th Cir. 1997)(sale of
transmission to DSIs), a gap to fill with “how best to further BPA's business interests
consistent with its public mission.” Indeed, the Northwest Power Act does not address
the monetization of contracts, so there again, as in PNGC |, it is appropriate to determine
what is prudent and businesslike. In other cases, the issues dealt with rates, and a
legitimate question arose as to compliance with the sound business principle rate
language. See, e.g., Public Power Council, Inc. v. BPA, 442 F.3d 1204, 1206 (9th Cir.
2006)(rate adjustment). Here, however, where the question in the first instance is
whether the Administrator may choose to serve the DSIs—a contractual decision that
then leads to the separate question of monetization at issue in PNGC 11—Congress
authorized but did not require the Administrator to provide service to DSI customers. 16
U.S.C. § 839¢c(d)(1)(B). There is simply no reason to look to section 2(f) or 9(a)when
reviewing the Administrator’s decision to serve DSIs, for the simple reason that DSI sales
are authorized and offered under section 5(d)(1)(A), not section 2(f), 9(a) or any other
provision of BPA’s enabling legislation.

BPA'’s concern that the PNGC panel fundamentally misreads the statutory references to
“sound business principles” as having expansive sweep is confirmed by the following
passage:

Even more relevantly, the Sixth Circuit, in interpreting a statutory
directive very similar to the statutory requirements at issue here,
concluded that there was sufficient law to apply. See McCarthy v. Middle
Tenn. Elec. Membership Corp., 466 F.3d 399 (6th Cir. 2006). In

2T «“subject to the provisions of this Act, the Administrator is authorized to contract in accordance with
section 2(f) of the Bonneville Project Act of 1937 (16 U.S.C. 832a(f)). Other provisions of law applicable
to such contracts on the effective date of this Act shall continue to be applicable.” 16 U.S.C. § 839f(a).
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McCarthy, the Sixth Circuit held that an electric cooperative's decision to
incur “non-necessary expenses,” if proven true, would “clear[ly]” violate
the cooperative's statutory duty under Tennessee law to provide its
“members with electricity ‘at the lowest cost consistent with sound
business principles.” “ Id. at 410 (citing Tenn.Code Ann. § 65-25-203).

PNGC Il, Slip Op. at 11980 (emphasis added). BPA does not operate under a statutory
duty to provide its customers with electricity at the lowest cost consistent with sound
business principles, such that every facet of its business is reviewable under that standard.
It operates under responsibilities to set rates as low as possible consistent with sound
business principles, to timely implement the Northwest Power Act in a sound and
business-like fashion, to exercise its section 2(f) and 9(a) authorities in a business-like
manner, and to market some power in such manner as to encourage the most widespread
use thereof at the lowest possible rates to consumers consistent with sound business
principles. None of the foregoing, however, can be read to mean that BPA may not take a
discretionary action, such as serving DSI load, if that would increase other customers’
costs. This is not how the standard has ever been applied and is not how it was ever
intended to be applied. In short, the Court appears to have turned the standard on its head
so that it now shackles BPA and is a basis for constraining agency flexibility rather than
expanding it, as was Congress’s original intent.

However, regardless of these concerns and arguments, BPA must ensure its Block
Contract with Port Townsend is consistent with PNGC 1.

9. Environmental Effects
This agreement represents a continuation of service to Port Townsend at a rate consistent
with the court's decisions in PNGC | and PNGC Il, and the sale will not lead to any
changes in environmental effects. Further, this type of agreement is consistent with
BPA's Short-Term Marketing and Operating Arrangements ROD of January 22, 1996, a
copy of which is attached hereto as Attachment F.

CONCLUSION

For the foregoing reasons, BPA has signed the Block Contract on the date of this record
of decision.

Issued at Portland, Oregon, this 13" day of November, 2009.

/sl Stephen J. Wright
Administrator and Chief Executive Officer
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