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Q.
WOULD EACH PANEL MEMBER PLEASE IDENTIFY HIMSELF AND STATE HIS JOB TITLE?

A.
My name is David Faddis and I am the mill manager of Kimberly-Clark’s pulp and paper mill in Everett, Washington.  My qualifications are contained in SN-03-Q-IN-01.

A.
My name is Linc Wolverton and I am the owner of East Fork Economics.  My qualifications are contained in SN-03-Q-IN-02.

A.
My name is Jack Speer and I am Northwest Energy Director of Alcoa Inc.  My qualifications are contained in SN-03-Q-AI-01.

A.
My name is Steve Eldridge, and I am the general manager of Umatilla Electric Cooperative.  Umatilla Electric Cooperative is a member of Pacific Northwest Generating Cooperative (“PNGC Power”), and I am a member of PNGC Power’s Board of Directors. PNGC Power and Umatilla Electric purchase power from BPA to serve Umatilla Electric’s customers. PNGC Power also purchases power from BPA for service to PNGC Power’s other members and their retail customers. My qualifications are stated in SN-03-Q-PN-01.

Q.
ON WHOSE BEHALF IS YOUR TESTIMONY SUBMITTED?

A.
This testimony is submitted on behalf of:  Industrial Customers of Northwest Utilities (“ICNU”), Alcoa Inc, Golden Northwest Aluminum, Inc., the Pacific Northwest Generating Cooperative and its members, Benton Rural Electric Association, and the Canby Utility Board (collectively “Coalition Customers”).

Q.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A.
The purpose of this testimony is to respond to Bonneville Power Administration’s (“BPA”) Policy Panel (SN-03-E-BPA-04) and, specifically, to propose an alternative to BPA’s Safety Net (“SN”) Cost Recovery Adjustment Clause (“CRAC”) proposal (“BPA’s SN CRAC proposal”) that strikes a better balance between the financial health of the Northwest economy and BPA.

Q:
WHY ARE YOU INTERESTED IN THE SN CRAC?

A.
Members of this panel represent utilities, businesses, and people who will pay, directly or indirectly, BPA’s SN CRAC if it is imposed.  The panel represents non-profit utility customers of BPA, industrial customers of BPA’s utility customers, and industrial customers of BPA.  These utilities and power customers are facing dire economic straits.  They cannot afford additional rate increases from BPA.  Each of them strongly urges BPA to abandon its economically disastrous proposal to impose an SN CRAC rate increase.

Q:
CAN YOU CITE EXAMPLES OF THESE IMPACTS?

A.
Yes. In the service area of Umatilla Electric, we have a broad range of customers from large food processing facilities and large-scale irrigated farming operations to mom and pop-sized businesses and residential customers, including a significant number of economically disadvantaged people.  After BPA’s rate increases of the last year or so, we have seen unemployment increase, small businesses facing new costs that they cannot pass on to their customers, and extremely serious threats to irrigators and food processors, who are our bread and butter customers.  

A.
As enduse  customers, BPA’s rate increases cannot be passed on to our customers. Consequently, these Northwest manufacturing facilities are at as production cost disadvantage that will limit or eliminate their ability to compete.  Facilities that are not cost-competitive are at risk of closure, with the resultant loss of jobs and state tax contributions. BPA should not ignore these effects of its proposed action. 

Q.
HOW IS YOUR TESTIMONY ORGANIZED?

A.
This testimony is organized into five sections:

· Section 1 addresses the purpose of the SN CRAC rate schedule;

· Section 2 addresses whether BPA’s proposed SN CRAC rate increase is consistent with this purpose;

· Section 3 addresses the impact that BPA’s SN CRAC rate increase would have on the Northwest economy;

· Section 4 addresses the causes of BPA’s financial problems; and

· Section 5 addresses alternatives to BPA’s SN CRAC proposal.

SECTION 1:  THE PURPOSE OF THE SN CRAC

Q.
WHAT IS THE PURPOSE OF THE SN CRAC? 

A.
The SN CRAC is available to BPA only if BPA forecasts a 50% or greater probability that it will miss its next payment to the United States Treasury (“Treasury”) or another creditor, or if BPA has already missed such a payment.  If these conditions are satisfied, then the SN CRAC’s purpose is to produce a high probability that the “remainder of Treasury payments” in the current rate period will be made.  Additionally, the SN CRAC must “give priority to prudent cost management and other options” that increase BPA’s ability to make Treasury payments while minimizing any rate increases.  General Rate Schedule Provisions § II.F.3.


As the “safety net” name indicates, the SN CRAC was intended as a rate increase of last resort to ensure future Treasury payments.  It is not intended to address the same concerns as the load-based (“LB”) CRAC, i.e. augmentation costs, or the Financial Based (“FB”) CRAC i.e. normal risks, such as water conditions, load changes, Columbia Generating Station 2 (“CGS 2”) outages, and cost overruns.

Q.
WITH REGARD TO THE FIRST POINT, HAS BPA MISSED A PAYMENT TO THE TREASURY OR OTHER CREDITOR?

A.
No.

Q.
IS BPA AT A 50% OR GREATER RISK OF MISSING ITS NEXT SCHEDULED PAYMENT TO THE TREASURY ON SEPTEMBER 30, 2003?

A.
No.  As shown in the testimony of the Joint Customers’ Technical Panel, SN-03-E-JC-01, when BPA’s 2003 costs and revenues are updated to reflect committed cost reductions, currently anticipated water conditions and market prices, and other factors, the Treasury Payment Probability (“TPP”) for FY 2003 ranges from 97% to 100% in the four cases analyzed.  
Moreover, BPA has $315 million available for its next scheduled payment from reduced Energy Northwest (“ENW”) debt service made available from a refinancing of bonds.  Ex. 1.  BPA expects further reduced ENW expenditures of $55 million in Fiscal Year (“FY”) 2004, $45 million in FY 2005, and $60 million in FY 2006 to become available from past refinancings.  Ex. 1.  BPA can (and, if necessary, intends to) use these funds to make up any shortfall in its September 30, 2003 Treasury payment and subsequent Treasury payments.  As stated in the Administrator’s March 26, 2003 letter to his customers:

Extraordinary cash tools, such as use of ENW refinancing proceeds or the Treasury note, are BPA’s last line of financial defense.  Even with an SN CRAC in FY04, there is high probability that BPA will need these last-defense tools to meet obligations both in the fall of 2003 and the fall of 2004.  Using $100 million of ENW refinancing proceeds to avoid an SN CRAC means that the last line of defense is that much smaller.  The SN CRAC is important to replenishing this tool.  Without it, BPA’s risk of illiquidity and failure to pay Treasury or other creditors could be substantially increased.

Ex. 2.


The use of these funds for BPA financial flexibilities is recognized in the Official Statements of the bond issues.  Ex. 3-4. 


Simply recognizing the $315 million in reduced ENW costs produces a 100% TPP for the FY 2003 payment.  Ex. 5.  Not a single “game” in the model run of 3000 games showed an inability to make this payment.  Id.  Furthermore, BPA has already “pre-paid” Treasury and is currently $262 million ahead of scheduled payments in the rate period (not including the $315 million available in FY 2003).  Ex. 1.

Q.
WHAT ABOUT FUTURE YEARS?

A.
If there is no risk of failure to make the September 30, 2003 payment, then BPA and its customers should not begin discussing whether an SN CRAC is necessary until after September 30, 2003. 

Q.
WHAT DO YOU CONCLUDE FROM THE FACT THAT BPA IS GOING FORWARD WITH ITS SN CRAC PROPOSAL EVEN THOUGH THERE IS NO ACTUAL RISK OF FAILURE TO MAKE THE SEPTEMBER 30, 2003 TREASURY PAYMENT? 

A.
We conclude that BPA’s goal in this process is not to assure its ability to make scheduled Treasury payments.  As explained in Section 2 below, BPA’s apparent goal in this proceeding is to substantially insulate itself from the economic consequences of past management decisions and market conditions.  BPA insulates itself by pushing these costs onto its customers.  

As a tool of last resort, the SN CRAC is intended to cover BPA for extraordinary or catastrophic events, such as an extended outage at CGS 2, the removal of the Snake River dams, or a significant constraint to the power system due to fish mitigation measures.  It was not intended to cover BPA’s inability to control its costs or speculation in energy markets.  However, no catastrophic or extraordinary event has occurred.  To the contrary, secondary sales revenues will be within the range set in the May 2000 rate case.  Trading Floor revenues forecasted in May 2000 rates were: FY03=$514 million; FY04=$510 million; FY05=$537 million; and FY06=$543 million.  Ex. 6. Trading floor revenues forecasted in this SN-CRAC proceeding are: FY03=$567 million; FY04=$560 million; FY05=$552 million; and FY06=$545 million. SN-03-E-BPA-02 at 5-45, 5-54, 5-62 and 5-72. Contrary to the purpose of the SN CRAC, BPA is seeking to impose a SN CRAC based on its failure to manage its controllable costs and speculation in energy markets.

SECTION 2:  BPA’S SN CRAC PROPOSAL IS INCONSISTENT WITH THE PURPOSE OF THE SN CRAC

Q.
PLEASE EXPLAIN YOUR UNDERSTANDING OF BPA’S SN CRAC PROPOSAL. 

A.
BPA’s SN CRAC proposal is designed to meet three new standards:

· The SN CRAC must first “solve BPA’s forecasted rate-period accumulated net revenue problem of $920 million.  That is, the design of the SN CRAC should produce PBL net revenues that are at least zero over the rate period.”  S‑03‑E-BPA-04 at 13-14.

· Second, the SN CRAC must produce a TPP of at least 50% for the three-year period, 2004-06.  Id. At 14.
· Third, the SN CRAC must produce a Treasury Recovery Probability (“TRP”) of at least 80%, i.e., the SN CRAC must produce an 80% or higher probability that all Treasury payments, including any missed payments, will be made by September 30, 2006.  Id.
BPA is proposing a three-year SN CRAC rate adjustment, from FY 2004 through FY 2006, that could collect as much as $470 million a year, or 41% above current base rates.  Bonneville Power Administration Proposed Safety-Net Cost Recovery Adjustment Clause, Adjustment to 2002 Wholesale Power Rates, 68 Fed. Reg. 12048, 12053 (proposed March 13, 2003).  The expected SN CRAC rate increase, as a percentage of the May 2000 base rates, is 29.5% for FY 2004, 31.7% for FY 2005 and 27.5% for FY 2006.  SN‑03‑E-BPA-10 at 6.

To date within the rate period, BPA made its FY 2002 Treasury payment and, as shown above, will make its FY 2003 Treasury payment.  Looking forward, BPA’s expected net revenue loss for the remainder of the rate period is $340 million.  SN-03-E-BPA-04 at 8.  However, the specific SN CRAC proposed by BPA will, on an expected basis, take an additional $920 million from its customers in the next three years.  Thus, in FY 2004-06, BPA is proposing to collect almost $600 million more from its customers than its net revenues loss in the same period. 

Q.
HOW DOES BPA FARE ECONOMICALLY UNDER ITS SN CRAC PROPOSAL? 

A.
BPA expects to do very well under its SN CRAC proposal.  On an expected basis, BPA will come through a very difficult five-year period with almost $350 million in reserves by collecting $920 million more from the region in FY 2004-06.  SN-03-E-BPA-02 at 7. Moreover, BPA proposes to retain the right to “retrigger” the SN-CRAC if its proposed rate increase is not sufficient. BPA is not bearing its share of the economic difficulties in FY 2001-06 when it insists on a “zero or better” net revenue condition over the entire rate period, especially in comparison to customers who cannot afford to pay higher rates, when it has or will make its FY 2002 and 2003 Treasury payment.

Q.
IS BPA’S SN CRAC PROPOSAL CONSISTENT WITH THE PURPOSE OF THE SN CRAC RATE SCHEDULE? 

A.
No.  As stated above, BPA has no actual risk of missing the September 30, 2003 payment.  BPA’s expected net revenue loss for FY 2004-06 is only $340 million.  SN‑03‑E-BPA-04 at 8.The $340 million does not include additional cost reductions addressed in the Customers Technical Panel.  Since there has been no failure to pay the Treasury, the intent of the SN CRAC provision is to avoid a future Treasury payment shortfall, while minimizing any rate increases, by implementing prudent cost cuts and using other financial tools.

BPA’s SN CRAC proposal is inconsistent with the purpose of the SN CRAC in at least two ways.  First, the SN CRAC is intended to be forward looking and to address only future Treasury payments.  But BPA’s first standard in designing its SN CRAC—net revenues at least zero over the five-year rate period and reliance on Accumulated Net Revenue (“ANR”)-—is backward looking.  BPA’s goal is to increase rates to recover $920 million, when BPA itself believes it only needs $340 million on an expected basis to meet its future Treasury payments through 2006.

BPA’s SN CRAC proposal achieves this “backward looking” result by relying primarily on achieving progressively higher levels of ANR each year.  ANR measures changes in net revenues from a 1999 base.  With this backward-looking approach and goals of higher levels of ANR, the increase is driven largely by cost overruns that occurred before the SN CRAC rate period.  The losses of FY 2001-02 and projected loss for FY 2003 have produced a large negative ANR starting position. Even though BPA has made and expects to make its Treasury payments in these years, BPA’s SN CRAC proposal is to eliminate this entire negative past position by imposing rate increases for the next three years.


Second, BPA is not using all its financial tools in lieu of a rate increase.  To the contrary, by refusing to recognize ENW’s reduced debt service costs in its calculation of TPP or TRP, BPA misstates its true cash position and ignores the SN CRAC rate schedule.  Instead of using “other options” to minimize the rate increase, BPA is using the SN CRAC rate increase to preserve or even to “replenish” its financial tools.


In effect, BPA has designed its SN CRAC proposal to recover an additional $920 million from its customers in three years to build reserves for the next rate period.  BPA wants its customers to pay as if the reduced ENW debt service costs were unavailable, even though BPA has the benefit of these cost savings.  BPA’s SN CRAC serves only to insulate BPA from its FY 2001-06 financial problems at the expense of its customers.  In the current Northwest economy, BPA should not impose rates on its customers in the next three years that systematically overrecover its expected costs.

Q.
HOW SHOULD REDUCED ENW DEBT SERVICE COSTS BE REFLECTED IN THE SN CRAC PROPOSAL?

A.
The full effect of all actual and expected ENW refinancings during the rate period must be included in the TPP calculations. 

Q.
IS THE RECOGNITION OF REDUCED ENW DEBT SERVICE COSTS IN THE TPP CALCULATIONS USING CREDIT TO PAY CURRENT OPERATING COSTS?

A.
No.  The TPP calculation uses 3000 “games” to capture both normal and extreme scenarios.  Recognizing reduced ENW debt service costs in the TPP calculation is appropriate and prudent, particularly in the context of the current Northwest economy, because it balances these extreme games.  In the vast majority of circumstances, the ENW cost savings will not be necessary for BPA to make its scheduled Treasury payments, but by recognizing the availability of these cost savings, BPA can avoid over-collecting from its customers in the expected, normal circumstances.

SECTION 3:  BPA’S SN CRAC PROPOSAL’S IMPACT ON THE NORTHWEST ECONOMY

Q. DID BPA CONSIDER THE IMPACT ON THE NORTHWEST ECONOMY OF ITS PROPOSED RATE INCREASE?

A.
BPA’s SN CRAC proposal does not seriously consider the impact the rate increase will have on the Northwest economy.  In fact, as discussed below, BPA deliberately chose to ignore the impact of the proposed rate increase on end-use loads of its utility customers and their bond-ratings, and concerned itself only with the impact on the agency.  BPA’s review of agency impact failed to consider falloff in BPA’s requirements and contract loads.  In proposing its SN CRAC, BPA has attempted to provide amply for its own financial security, but has ignored the serious impact that this rate increase will have on the Northwest economy—impact that may consequently impair BPA’s own financial condition.  

BPA states that it changed its TPP criteria because the rate increase that would be necessary to allow BPA to meet its original TPP would not be “sustainable in the current economy.”  SN‑03‑E‑BPA‑04 at 14.  This so-called relaxation of the TPP standard serves primarily to ensure that BPA does not collect more than the $920 million net revenue loss identified in the proposal.  An SN CRAC proposal designed to meet the original TPP standards would have collected $1.95 billion to address a $340 million net revenue problem in a three-year period.  Ex. 7.  Therefore, BPA relaxed its TPP standard because it would have produced an embarrassment of riches to BPA.   
Q.
IS BPA’S SN CRAC PROPOSAL SUSTAINABLE IN THE CURRENT ECONOMY? 

A.
There is nothing in BPA’s testimony or documentation that indicates it analyzed whether its SN CRAC proposal is sustainable in the current economy.


In response to a data request, BPA states that it concluded that an SN CRAC rate increase based on its original standard would not have been sustainable in the current economy, based on:  1) customers’ input at the SN CRAC workshops; 2) customers’ input in the Financial Choices process; 3) customers’ input to their account executives and to members of the BPA Policy Panel; 4) the poor state of the Northwest economy as documented in the press; and 5) the financial pressure on customers to address their own cost increases or revenue shortfalls.  Ex. 8.


The approximate percentage increase in BPA’s SN CRAC proposal was widely known long before BPA’s Federal Register notice on March 13, 2003.  Therefore, the customers’ economic concerns are directed at any SN CRAC rate increase, including the amount currently proposed by BPA.  Moreover, the Northwest economy is only getting worse. Ex. 9-12.  The economy in the Pacific Northwest is mired in the worst recession in the nation.  Oregon and Washington keep exchanging the dubious honor of having the worst unemployment in the nation.  Since July 2000, Washington has lost one out of every six manufacturing jobs, Oregon has lost one out of every fourteen manufacturing jobs, and Idaho has lost one out of every eleven manufacturing jobs.  Ex. 13-16.  Thus, relying on the same factors that led BPA to conclude that the original SN CRAC increase was not sustainable should also lead BPA to conclude that its current SN CRAC proposal is also not sustainable.  
Q.
DOES BPA’S PROPOSAL REFLECT THE ECONOMIC CONCERNS OF ITS UTILITY AND INDUSTRIAL CUSTOMERS?

A.
No.  In a letter to customers dated March 26, 2003, the Administrator said that he: 

heard that utilities, industries and individual ratepayers are reeling from rate increases and can’t handle more.  We [BPA] were told that the economic situation is so bad that BPA should not count on getting more total revenue if it raises rates, because of the ultimate rate effects on retail loads.  We heard that BPA should stop the current SN CRAC process and focus on reducing costs.  We heard that any SN CRAC should be year-by-year, not multi-year.  We heard strong opposition to a rate increase in 2004 that is driven by BPA’s concerns about possible financial results in 2005 and 2006.  

Ex. 2.


BPA’s SN CRAC proposal reflects none of what the Administrator “heard.”  Instead of addressing its customers’ economic concerns, BPA has taken the attitude, to paraphrase Charles E. Wilson, that “what is good for BPA is good for the Northwest.”  BPA’s proposed criteria of “zero net revenue or better” over the entire rate period, when it has made its FY 2002 payment and its actual risk of failure to make the scheduled payment in FY 2003 is virtually zero, shows little or no concern for the Northwest economy.

Indeed, BPA’s most senior management stated unequivocally, and emphatically, in meetings with customers, including the PNGC Board of Directors, that they would reduce internal costs to “2001 levels” and “below,” while apparently intending to do nothing of the sort.  Instead, forecasted “offsetting revenues” will be used to conceal planned increases in internal costs during the remainder of this rate period.  When BPA resorts to such accounting gymnastics to support its SN CRAC proposal, it undermines its credibility with its customers.

Q.
HAS BPA RECOGNIZED THE PROBLEM ITS PROPOSED RATE INCREASE WILL HAVE ON LOADS AT THE RETAIL UTILITY LEVEL?

A.
No.  BPA has failed to examine the impact of its proposed rate increase on its utility customers:  1) BPA has not taken into account the effect of higher prices on the loads of its utility customers; 2) BPA has failed to acknowledge the potential impact of its higher prices on the credit rating of its utility customers; and 3) BPA has failed to recognize that it is no longer a competitive supplier of power for many of its utility customers.  

Q.
DOES BPA’S PROPOSAL TAKE INTO ACCOUNT IMPACTS ON ITS CUSTOMERS OF PRICE ELASTICITY OF DEMAND? 

A.
No.  The answer to this question is in BPA’s testimony:  

As indicated earlier, load forecasts are needed for both the Full and Partial Service product customers.  Because sales to customers purchasing the Block product, whether in conjunction with the Slice product or by themselves, are specified by contract, no forecast is required for these products.

SN-03‑E‑BPA-05 at 3.  BPA witnesses have indicated that they made no adjustment based on the proposed rate increase in establishing forecasts for the customers for which the agency follows load.  Ex. 17-19.


Contract customers—Block and Slice—require no load forecast because the load is the contract amount.  BPA’s sales under these contracts may be unaffected by the proposed rate increase.  Slice—Block combination product customers are affected in a different way. Those customers are required to file a utility net-requirements forecast for load served by both products. Higher rates will cause these loads to fall, all else equal, but BPA has no obligation to absorb these load reductions.  BPA believes itself to be insulated from those changes through its contract requirements.  The impact of these rate increases on its regional customers is apparently irrelevant to BPA.  But, BPA should be concerned about the loss of the end-use customer loads.  If BPA had a real regard for the regional effects of its increases, it would at least look at the problems facing its utility customers and end use customers.  

Q.
ARE BPA’S RATES COMPETITVE? 

A.
For many industries, no.


David Faddis:  Low cost electricity has been a fundamental element of the competitive advantage enjoyed by industries in the Northwest for decades.  Over the past 28 months, Kimberly-Clark’s (“K-C”) Everett mill has seen its electricity rates increase by 82%—placing it among the very highest of K-C’s North American facilities.  See Exhibit 20.  Exhibit 20 is based on BPA’s rates before the proposed SN CRAC.  The proposed SN-CRAC rate increase is particularly troubling for the Everett mill because K-C assigns production volume to its facilities based upon manufacturing costs.  Additionally, those facilities which are not cost-competitive do not receive investments for technology upgrades—which are essential to maintain the capability to manufacture the products that are the core to K-C’s marketing strategies.  High cost, antiquated mills have no place in K-C’s future.  Unlike BPA, K-C cannot arbitrarily pass its business challenges on to its customers in the form of cost increases because the consumer products market is highly competitive.  The Everett mill is not competitive because of its current electricity rate.  The SN CRAC would further exacerbate this problem.  As BPA knows, K-C’s situation is typical of many other plants and industries in the region.

Jack Speer:  BPA rates are not competitive for the primary aluminum industry.  Exhibit 21 is a chart comparing the delivered power rate to primary aluminum plants in different regions of the world.  The worldwide average rate is $18 per megawatt hour (“MWh”) and the current BPA delivered power rate of about $37 per MWh is higher than other any region in the world.  With BPA’s proposal, the delivered power rate to aluminum smelters in the Northwest will be about $42 per MWh.  While it is recognized that the Alcoa Intalco smelter is the least vulnerable aluminum smelter in the Northwest, we know of no aluminum smelter in the world that operates with power rates above $40 per MWh.

Some utilities’ increased rates may not increase revenues.  At others, including those with substantial irrigation loads, the rate increase at the local level may be politically unsustainable because of the cost in local jobs.  A community will not raise its rates if doing so means driving a major local employer out of business, thereby eliminating the source of revenue that would be used to pay BPA.  Ex. 22. 


By deliberately ignoring the impact of the proposed rate increase on its utility and direct service customers and the communities they serve, BPA has seriously neglected its duty to consider the total regional impacts of its actions.  

Q.
HAS BPA’S DECISION TO IGNORE THE PRICE IMPACT ON LOADS HURT BPA IN THE PAST? 

A.
Yes.  BPA made the same mistake of ignoring demand elasticity (declines in utility loads) in response to price increases when it first estimated its revenues from secondary energy sales.  BPA assumed there would be a supply side response to the California crisis and prices would remain high for two years before that supply could come into production.  SN-03-E-BPA-04 at 5.  BPA’s analysis failed to examine the elasticity of demand in response to those high prices.  Therefore, it missed the rapidity of the fall in power prices.

Q.
HOW LONG DID IT TAKE FOR CALIFORNIA PRICES TO FALL? 

A.
They collapsed by the fall of 2001.  BPA’s market for secondary energy fell as a result of the ignored demand responses, because supply responses took much longer.

Q.
HAS BPA PROPERLY HANDLED THE ISSUE OF BOND RATINGS? 

A.
No.  There is no consideration of the cost of changes in BPA’s bond ratings.  


BPA is concerned about a potential decrease in the credit rating for BPA backed bonds based on its financial condition and the potential use of ENW funds to pay for what it terms “operating costs.”  However, BPA has not provided an estimate of the cost of a rating downgrade.  In BPA’s recent Journal, BPA quotes the ENW financial advisor as estimating the cost of the degradation of BPA’s financial position to date:  $637,000 in a bond sale of $730 million, or less than 1/10th of 1 percent.  Ex. 23. There was no information on how much that degradation might be due to weakness in the Northwest economy.

BPA also ignores the impact that its proposed rate increase would have on the bond ratings of its utility customers and their consumers—customers whose rates may have to be raised substantially and who may face financial difficulties if revenues do not rise.

SECTION 4:  CAUSES OF BPA’S FINANCIAL PROBLEMS

Q.
WHAT ARE THE CAUSES OF BPA’S FINANCIAL PROBLEMS? 

A.
The implication of BPA’s testimony is that its financial problems are largely beyond its control.  This testimony is misleading. BPA must acknowledge to the region that it contributed to its own financial problems and should implement responsible, businesslike remedies for its misjudgments and lack of spending discipline before proposing any SN CRAC. 

· In 2001, BPA’s failure to anticipate load reductions contributed to its huge rate increase.  BPA ignored all the lessons it should have learned during the Washington Public Power Supply System program twenty years earlier and ignored elementary economic principles.  When a utility raises rates, loads go down.  However, BPA assumed no significant change in loads.  The problem became apparent in the amount of BPA over-augmentation, as illustrated in Exhibit 24. Consequently BPA augmented too much, and with the exceedingly high costs of that augmentation, reflected in LB CRAC charges, the expected utility load growth has not materialized.  BPA has been forced to sell about 600 average megawatts of energy that it over-purchased.  Indeed, in BPA’s SN CRAC proposal, BPA further compounds its error by predicting no change in its requirements and partial requirements loads as a result of this proposed SN CRAC rate increase.  Ex. 17.

· BPA committed to expensive five-year power purchase contracts and five-year load buydowns at the height of the 2000-01 market price spike.  

· BPA agreed to pay $200 million to two investor owned utilities (Puget Sound Energy (“PSE”) and PacifiCorp) if public agencies exercised their legal rights to challenge BPA’s contracts or rates.  No settlement was reached.  This “Poison Pill” is collected in the LB CRAC and represents 21% of BPA’s entire net revenue shortfall and over 50% of the FY 2004-06 net revenue shortfall.

· Unlike its decisions for long-term purchases and buydowns, BPA relied on the short-term market for sales of its secondary energy.  The short term market then fell sharply due to the supply and demand responses on the West Coast.  The mismatch of long-term purchase (and buydown) commitments and reliance on short-term sales was not prudent financial or risk management.

· BPA failed to take the steps necessary to achieve the Cost Review recommendations that it and the region had accepted to keep BPA’s costs under control.  For example, BPA has now obtained “assurances” from ENW, the U.S. Army Corps of Engineers (“Corps”), and the U.S. Bureau of Reclamation (“Bureau”) to control their costs to current budget levels.  However, BPA, in adopting the May 2000 base rates, failed to obtain similar “assurances” from ENW, the Corps, or the Bureau that these entities would control their budgets to the level of the Cost Review recommendations.  See Ex. 25. 

· Until last fall, BPA continued to assume that its revenues from secondary sales would be higher than at any time in its history and far higher than the amounts credited to reduce rates, even though the price spike had collapsed.  BPA also entered the rate period with a reserve account of over $800 million.  Therefore, BPA felt no need to control its costs and it is not surprising that BPA went on a spending binge after forecasting high revenues and high reserve accounts.

· BPA failed to respond timely to its FY 2001 financial problems.  In August 2001, BPA projected that it would incur significant cost increases through FY 2006 even though its costs exceeded its revenues of $3.2 billion by $1 billion (when not counting fish credits) in the fiscal year ending one month later.  In other words, BPA was increasing spending in the face of the largest loss in agency history.  

· BPA made no significant cost changes until the summer of 2002, when it announced its Financial Choices process.  The result of that proceeding, however, only eliminated some increases in projected budgets.  The slowdown in budget increases—$350 million—was termed a cost cut.  It was not until the fall of 2002 that BPA officially began to reduce some budget projections to 2001 levels, but then only because of arbitrary reliance on forecasted “offsetting revenues”. Ex. 26-28.  It was not until February 2003 that it addressed the increases in its Shared Services department.  As of yet BPA has not seriously addressed actual cost cuts for the FY 2004-06 period.

· To date, BPA has made no actual overall cost cuts.  BPA’s costs, after the Financial Choices, exceed the revenue-recovery levels set in the 2001 rate case by $830 million.  See SN-03-E-JC-01. Before the $350 million “cost cut,” BPA was $1.18 billion above rate case levels.

As a partial consequence of this mismanagement, BPA’s financial reserves have fallen from over $800 million to a projected $51.7 million at the end of FY 2003.  SN-03-E-BPA-02 at 7-1.  BPA is now asking ratepayers for a 30% rate increase to rebuild its reserves so that BPA can be, in contrast to its utility customers and regional retail customers, financially healthy for the next rate period.  The same agency that mismanaged itself into a financial crisis is asking financially strapped ratepayers to trust it again as it builds up reserves for the 2007 to 2011 rate period. BPA has lost the customers’ trust and has not taken the necessary steps to regain our trust.

Q.
HAS BPA CUT ITS COSTS? 

A.
No. BPA is in denial. BPA continued to increase its costs and employment levels through the spring of 2003, two years after losing $1 billion on sales of $3.2 billion.  Ex. 29-30.  BPA may have slowed its robust rate of growth as a result of the Financial Choices process, but that process has fallen short of what needs to be done.


As the Customers Technical Panel shows, BPA’s costs are still $830 million above the levels set in 2001 and approved on an interim basis by the Federal Energy Regulatory Commission.  BPA’s pronouncement of cost cuts is an accounting sleight-of-hand and pales in comparison to the significant cost cuts that BPA’s customers have made.  

SECTION 5:  ALTERNATIVES TO BPA’S PROPOSAL

Q.
WHAT ARE THE COALITION CUSTOMERS’ RECOMMENDATIONS?

A.
The Coalition Customers support the following recommendations:

1. There should be no SN CRAC in 2004.  There is no need for an SN CRAC based on expected 2003 results, and a calculation of whether the SN CRAC should have triggered, including all financial tools available to BPA would have shown no need for a SN CRAC.  Given the recent changes in water conditions and market prices, the probability of paying the Treasury in full in FY 2003 is virtually 100%, even without use of ENW refinancing funds.

2. BPA can achieve a high probability of paying the Treasury in FY 2004 without an SN CRAC through use of costs cuts, recognition of the better financial results of 2003 and, if necessary, use of ENW refinancing funds.

3. The need for an SN CRAC in subsequent years should be considered on a year-to-year basis and only after BPA has taken all prudent measures to reduce its costs and to use all other options it has available to avoid a rate increase.  

We recognize that there are no cost-free solutions to BPA’s problem.  Each solution represents tradeoffs among higher rates, impact on the Northwest economy, repayment assurance to the Treasury, BPA cost cuts, prepayment of Treasury debt, and a decrease in BPA financial reserves.  Essentially, BPA must decide whether to increase customer rates or reduce its own costs and forego building reserves.  In light of the economic crisis in the Northwest, BPA should take hard measures that it might not take in better times.  BPA should not choose to raise rates to rebuild the agency’s financial reserves.  BPA has eschewed the use of ENW funds and has proposed no cost cuts—only reductions in its rate of growth above the 2001 level.  In short, BPA has chosen to put the burden of its financial problems largely on its customers.

Q.
WHAT ARE BPA’S FINANCIAL ALTERNATIVES FOR ELIMINATING THE NEED FOR A SN CRAC? 

A.
There is a range of ways in which BPA can address its financial problems without a rate increase.  The tools BPA has in place provide the agency with numerous options to avoid an SN CRAC rate increase.  The Joint Customers’ Technical Panel identifies a range of these possibilities open to BPA as Cases 1 through 3.  Under all three alternatives, BPA would have a reasonable probability of paying the Treasury in full and on time without an SN CRAC.  The Coalition Customers consider these recommendations to be tools or options, not prescriptions, for solving BPA’s problems.  


Case 3 includes full recognition of ENW funds.  This option examines what would happen if BPA:  1) uses only the cost savings it has identified to date; 2) reflects the better hydroelectric conditions of this year; 3) reflects the return of bearer bonds to the agency; and 4) uses all the potential ENW financial resources currently available to BPA.  The ENW funds would be repaid after the rate period.  Such use of ENW funds has consequences for future financing of agency backed bonds.


Case 3 results in a high probability of Treasury repayment without a rate increase.  The Coalition Customers as a group do not endorse this option, but use it to show that it is one way to avoid a rate increase now and for the remainder of the rate period with a very high probability of making Treasury payments.  


Case 1 examines:  1) minimal use of ENW funds; 2) modest but real BPA cost cuts; 3) deferrals of payments to the investor-owned utilities; and 4) settlement of the litigation penalties to Puget Sound Energy and PacifiCorp.  Case 1 also results in a high probability of Treasury repayment without a rate increase.  


Case 2 involves a mixture of financial measures.  Case 2 uses some ENW funds, with repayment in 2006, plus partial use of funds available from the deferral of debt to investor-owned utilities.


This range of options demonstrates that BPA can easily accomplish its Treasury payment with no SN CRAC for the remainder of the rate period.  In this proceeding and in its analysis regarding whether the SN CRAC had triggered, BPA failed to give priority to cost cuts and other options that would have avoided an SN CRAC.

Q.
THE COALITION CUSTOMERS HAVE URGED BPA TO CONSIDER SN CRACs ONE YEAR AT A TIME.  WHY?

A.
BPA has proposed an SN CRAC covering three years to recover the entire forecasted net revenue loss over the five-year rate period.  The other alternative is to treat each upcoming year individually.  There are five principal reasons the latter approach is better.  First, the region’s economy is in a fragile state.  The ability of the region to tolerate a rate increase is directly contingent on the state of the economy.  BPA should review the state of the economy on an annual, real time basis.


Second, circumstances change.  As the Customer’s Technical Panel shows, BPA’s TTP model is sensitive to extreme water years that are disastrous but rare.  Under most circumstances, BPA does moderately well.  BPA’s model reacts to those rare water year sequences.  It is not prudent or reasonable to require customers to make advance payments over a three-year period to insure BPA against these rare events.


Third, as the Joint Customers’ Technical Panel concludes, BPA has not even completed a crucial first screening of its ability to cut its operating costs beyond FY 2003.  It is just completing the analysis for this year.  BPA is unable to produce cost reduction projections for FY 2004-06.  In other words, BPA cannot justify its expense levels for future years.  BPA’s SN CRAC proposal has not met the burden of proof normally required for such a large rate increase.  BPA should wait until its future-year cost reductions are estimated.  


Fourth, the significant exposure to the maximum CRACs in the fourth and fifth years of the rate period under BPA’s SN CRAC proposal suggests that a three-year rate solution does not protect customers from massive rate increases.  Assuming there is no load loss or failure to timely pay bills, the maximum increase of about $9 per MWh will occur 30% of the time in 2005 and 20% of the time in 2006.  Ex. 31.  Load loss or inability of BPA’s customers to pay their power bills will increase these percentages.


Finally, BPA already has two CRACs in place today.  Yet another CRAC gives excessive flexibility to the agency and contributes to an absence of cost constraint.  Yet another open-ended adjustment clause is not acceptable.

Q.
DO YOU HAVE ANY COMMENTS FOR THE FUTURE? 

A. 
Yes.  The TPP approach used by BPA in this and recent cases requires large reserves or revenue requirements that exceed costs.  The result of these measures over time, all else equal, is the buildup of reserves.  As our experience with BPA shows, the reserves provide BPA with easy access to cash, which leads to overspending and exceeding its budget.


It is time to reexamine BPA’s long-term TRP recommendation of 88%.  SN-03-E-BPA-04 at 14.  Such a high TRP guideline is one cause of a large accumulation of cash reserves—with the resulting temptation to spend.  Given that the agency did not control its costs in 2001, and given that its Financial Strategy has expired, the desirability of a large reserve in BPA’s hands is questionable.

Q.
DO YOU HAVE ANY FINAL STATEMENTS?

A.
BPA is asking its customers to pay for the mistakes that depleted BPA’s financial reserves.  It is asking its customers not only to pay for future anticipated losses, but to make up for its losses of the past, even though BPA has not missed any Treasury payments.  We and the region can not afford this.  Nor do we believe it is prudent to build BPA’s reserves when BPA has not demonstrated an ability to control its impulse to spend when it has financial reserves.  

Q. 
Does this Conclude your Testimony?

A. Yes. We have included below with our testimony a list of the Exhibits.

Exhibits to SN-03-E-CC-01

1. ENW Debt Restructuring Results dated February 13, 2003 (PDF) (SN-03-E-CC-01A)

2. Letter From the BPA Administrator to Customers dated March 26, 2003 (PDF) (SN-03-E-CC-01B)

3. BPA Response to Data Request SN-03-GE-BPA-005 (Word) (SN-03-E-CC-01C)

4. BPA Response to Data Request SN-03-GE-BPA-005C, excerpts from Energy Northwest Official Statement (PDF) (SN-03-E-CC-01D)

5. Trigger Case With $315 Million (Excel) (SN-03-E-CC-01E)

6. May 2000 Rate Documentation, WP-02-FS-BPA-05A at 366 (Word) (SN-03-E-CC-01F)

7. BPA Response to Data Request SN-03-AL-GN-BPA-005 (Word) (SN-03-E-CC-01G)

8. BPA Response to Data Request SN-03-AL-GN-BPA-006 (Word) (SN-03-E-CC-01H)

9. Oregonian Article dated April 4, 2003 (Word) (SN-03-E-CC-01I)

10. Oregonian Article dated April 17, 2003 (Word) (SN-03-E-CC-01J)

11. Press Release from the Oregon Employment Department dated April 11, 2003 (Word) (SN-03-E-CC-01K)

12. Clearing Up Article dated April 14, 2003--Bearing Down (PDF) (SN-03-E-CC-01L)

13. National Association of Manufacturers Report—Montana (PDF) (SN-03-E-CC-01M)

14. National Association of Manufacturers Report-Oregon (PDF) (SN-03-E-CC-01N)

15. National Association of Manufactures Report-Idaho (PDF) (SN-03-E-CC-01O)

16. National Association of Manufacturers Report—Washington (PDF) (SN-03-E-CC-01P)

17. BPA Response to Data Request SN-03-IN-BPA-015 (Word) (SN-03-E-CC-01Q)

18. BPA Response to Data Request SN-03-CR-BPA-095 (Word) (SN-03-E-CC-01R)

19. BPA Response to Data Request SN-03-CR-BPA-115 (Word) (SN-03-E-CC-01S)

20. Kimberly Clark Comparison of Power Costs (PowerPoint) (SN-03-E-CC-01T)

21. Worldwide Comparison of Power Costs to Aluminum Smelters (Excel) (SN-03-E-CC-01U)

22.Clearing Up Article dated March 31, 2003 (PDF) (SN-03-E-CC-01V)

23. BPA Journal dated April 2003 (PDF) (SN-03-E-CC-01W)

24. Summary Augmentation Data from February 18, 2003 Workshop (PDF) (SN-03-E-CC-01X)

25. BPA Response to Data Request SN-03-Al-GN-BPA-002 (Word) (SN-03-E-CC-01Y)

26. BPA Response to Data Request SN-03-IN-BPA-045 (Word) (SN-03-E-CC-01Z)

27. BPA Response to Data Request SN-03-IN-BPA-045A (Word) (SN-03-E-CC-01AA)

28. BPA Response to Data Request SN-03-IN-BPA-045B (Word) (SN-03-E-CC-01BB)

29. BPA Response to Data Request SN-03-IN-BPA-021 (Word) (SN-03-E-CC-01CC)

30. BPA Response to Data Request SN-03-IN-BPA-021A.xls (Excel) (SN-03-E-CC-01DD)

31. Excerpt from ToolKit Model Run for SN CRAC proposal tab CRAC_DATA, summary sheet which is at SN-03-E-BPA-02 at page 7 -1 (PDF) (SN-03-E-CC-01EE)
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