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Q. What is the purpose of your testimony?

A.
The purpose of our testimony is to provide policy advice to the Bonneville Power Administration (“BPA” or “Agency”) regarding the Safety Net CRAC Initial Proposal on behalf of the members of Northwest Requirements Utilities (“NRU”).  NRU has offered previous testimony to BPA in other public forums as to how a Safety Net CRAC (“SN CRAC”) could be avoided for fiscal year (FY) 2004.  However, now that the Agency is proceeding with this rate case, to determine whether and by how much the SN CRAC will trigger, NRU wants to offer recommendations for significantly mitigating or eliminating the need to impose an SN CRAC for FY 04.  Our testimony is designed to balance the dire economic condition of the Northwest economy in the short term, with the recognition that BPA must both control costs and collect sufficient revenues to preserve its financial health, as measured by its ability to pay bills and make Treasury payments and to assure a minimum threshold level of financial reserves. 

Q.
How is your testimony organized?

A.
The testimony is organized into six sections:

Section 1 addresses why NRU intervened in this rate case.

Section 2 addresses whether BPA needs an SN CRAC and, if so, its duration and size.

Section 3 addresses how BPA should set any SN CRAC and control costs.

Section 4 addresses the use of Energy Northwest refinancing proceeds.

Section 5 addresses the level and timing of IOU customer benefits from BPA.

Section 6 addresses BPA financial policies.

Section 1, – The rationale for NRU’s participation in this rate case.

Q.
Why has NRU intervened in this case?

A.
NRU represents the interests of public and consumer owned utilities that rely upon BPA as their primary or exclusive supplier of wholesale electrical energy, including meeting their net power requirements.  NRU advocates on behalf of these utilities in BPA power rate proceedings and related forums and processes.  Our goal is to ensure that a dependable supply of cost-based power from BPA is provided at the lowest price over the long term.  

R. What types of utility members are included in NRU?

A.
NRU represents the interests of cooperatives, public utility districts, and municipalities in the geographic service area of the Bonneville Power Administration.  NRU’s members include utilities with Priority Firm service contracts, utilities with their entire loads served by Presubscription contracts, and utilities with a combination of products, such as Priority Firm service and an Irrigation Mitigation product.   

Q.
What are their interests in this case? 

A.
NRU members with Priority Firm service contracts place all of their net electric loads on BPA.  As a consequence, any change in BPA power supply rates affects 100% of their power supply costs.  Our members signed 10 year Subscription contracts consistent with BPA’s assurance that the PF 02 rate level would closely parallel the PF 96 rates.  However, with a Load Based CRAC and a Financial Based CRAC, current rates for FY 03 are 46% higher than the May 2000 rates, which in turn are effectively higher than the PF 96 rates.  NRU members simply cannot continue to shoulder the combination of the current CRACs, (even if the LB CRAC declines in FY 04) and the possibility of an SN CRAC that is projected in the Initial Proposal to be 30% above the May 2000 rates for FY 04, and could go as high as 41%.  NRU members want rates that are stable and reflect actions taken by BPA to ensure that power prices from the Agency are competitive.

While BPA’s current financial situation is difficult, NRU’s members continue to believe that in the long term, BPA energy can re-emerge as a valuable cost based resource compared to alternative suppliers.  In order to have attractive cost based rates post 2006, the actions taken to resolve the FY 04 – 06 situation cannot result in simply moving a disproportionate amount of current financial obligations into a future rate period.  Nor can they leave the Agency in a position where its ability to pay the U.S. Treasury or other creditors would be intentionally compromised.  Therefore, we want a responsible and aggressive plan to manage costs to agreed levels, and to apply financial tools that can mitigate rate increases without undermining fiscal integrity in later years.

Q. Did BPA emphasize the need for stable and competitive rates during the 2002 Initial Power Rate Proposal?

A.
Yes.  BPA witnesses Allen Burns and John Elizalde stated that; “Just because BPA is currently competitive does not mean that it should not be constantly assessing and undertaking actions that will ensure that it remains competitive.  Sound business principles dictate otherwise.” (WP-02-BPA-08, page 4 lines 4-6.)  With regard to stable rates, Burns and Elizalde testified; “BPA wants to continue the rate stability it achieved in 1996.  This type of stability is important to help assure that the benefits of the low-cost FCRPS remain in the region.  We believe that rate stability leads to stability in the business relationships between BPA and its customers…”  (WP-02-BPA-08, page 9 lines 15 – 18.)  BPA needs to follow through with these principles in any consideration of a SN CRAC. 

Q. Can you give examples of Northwest economic conditions and the impacts of current electric rates on NRU members?

A.
The situation is very bad, with many key industries closed or facing curtailments because of poor economic conditions.  These conditions are the result of a troubled national and regional economy, and for a number of businesses, higher costs of production associated with the price of wholesale power.

For Central Lincoln PUD, a large west side NRU member, the 58 aMW Georgia Pacific pulp and paper mill, in Toledo, Oregon, is faced with the prospect of possibly closing, and the loss of 480 direct jobs.  Higher BPA power costs associated with an SN CRAC will simply make their product uncompetitive given current market conditions.

For Ferry County PUD, in Northeastern Washington, the county is experiencing a 19% unemployment rate, the highest in the state.  Recent years’ losses in mining and wood products operations have resulted in a 50% reduction in utility revenue.  A gold mine formerly running at 3,000 MWh/mo is now running at 200 MWh/mo.  A sawmill formerly running at 900 MWh/mo is now below 500 and may soon be out of operation.   The loss of these jobs in turn has a ripple effect throughout the county.

NRU members, along with other customer groups have testified in other forums as to problems of the Northwest economy, and the crippling impact of any increase in BPA rates.  That message is not repeated in detail in this testimony. 

Section 2.  - The need for any SN CRAC, its duration and size.

S. From a BPA customer perspective, what is the purpose of a Safety Net CRAC?

A.
An SN CRAC was intended to be a mechanism of last resort available to BPA as a means of assuring payments to the US Treasury or other creditors.  It could be imposed if BPA had missed a scheduled payment or forecasts a 50% or greater probability of missing the next Treasury payment.  The SN CRAC was available more for catastrophic conditions rather than general fluctuations in BPA operating conditions that are addressed by the Load Based CRAC and Financial Based CRAC.  

Q. Has BPA missed a Treasury payment in FY 2002, and is the Agency 50% or more likely to miss the Treasury payment in FY 2003?

A.
No.  The payment was made in FY 2002.  For FY 2003, the customers have shown a variety of options for management of BPA’s financial condition that result in a very high TPP for FY 2003.  In addition, during the last two months, projections for runoff, and the related additional revenues from non-firm energy sales, have further improved the outlook for FY 2003 full Treasury payment.    

T. Is an SN CRAC necessary for 2004?

A.
No.  NRU has worked with the Joint Customers to show that an SN CRAC is not required for FY 04, and if needed in subsequent years, should be considered on a year by year basis.  BPA described a $920 million multi-year financial problem, but the customers want to focus on FY 04.  In the intervening period of time since the Federal Register notice about the SN CRAC 7(i), this year’s anticipated runoff has improved and, other new savings have been identified.  Issues associated with IOU benefits remain under discussion for settlement.  Finally, customers continue to press for a combination of identified cost cutting measures and some use of Energy Northwest refinancing proceeds as a reserve to assure Treasury payments.  A compelling case can be made for no SN CRAC in 04.

Q.
If BPA proceeds with an SN CRAC for FY 04, should there be an overall cap on its size?

A.
Yes.  Customers need a reduction from current rates.  If that cannot be achieved, then the size of the SN CRAC should be limited such that, when considered in conjunction with the size of the Load Based CRAC for FY 2004, rates are no higher than FY 2003 rates.  Specific strategies to accomplish this objective are set forth in the customers’ testimony regarding the BPA Revenue Requirement, and are not repeated in this document, but are adopted by reference.  To the extent the customers’ Revenue Requirement testimony offers options regarding the use of Energy Northwest refinancing proceeds, NRU recommends limiting that amount to about $100 million, and requiring repayment during the current rate period.

Q.
Do you agree with BPA that if there is a Safety Net CRAC for one year, it would have to solve the net revenue problem for the entire rate period?

A.
No.  BPA states in testimony as follows: “However, trying to solve the rate period net revenue problem in only 1 year would have required a large SN CRAC and would not have met the criterion to mitigate rate impacts.” (SN-03-E-BPA-04, page 16 lines 2-3.)  In clarification the BPA witness stated this may be equivalent to a 68% SN CRAC.  NRU wholeheartedly rejects the proposition that a one year SN CRAC has to address a net revenue problem covering both past years of the rate period and future years beyond FY 2004.  An SN CRAC, if needed for FY 2004, should only address a net revenue problem for that individual year. 

Section 3. – Methodology for setting an SN CRAC and controlling costs.

Q.
Should BPA set rates based only upon cost reductions or revenue improvements that have been realized at the time final rates are set, or should the Agency anticipate future outcomes that have not been achieved?   

A.
The answer depends upon the nature of the cost reduction or revenue improvement, and the extent to which it is under BPA’s control.  For certain items outside of the Agency’s direct control, should reserve a placeholder up until the last day the SN CRAC level is determined, and then factor that outcome into the SN CRAC level. An example is the anticipated resolution of litigation issues between public power and the IOUs. 

There are other areas of governmental spending that are financed in part by BPA, and are not directly under BPA’s control.  These include the Corps of Engineers, Bureau of Reclamation, and Energy Northwest spending.  BPA in conjunction with its customers, BPA should do everything possible to reduce unplanned spending at these agencies.  To the extent BPA has identified additional reductions in spending by these agencies to close the $920 million “gap,” all efforts to achieve those reductions must be pursued.  The results need to be incorporated into any FY 04 SN CRAC level.  

In the event that these agencies cannot control spending, BPA should press for other actions that result in economic relief for consumers.  These measures should include modifications to river operations to increase revenues by backing off of flow augmentation and supplemental spills that have no clearly demonstrated biological benefit for fish. 

Next, BPA needs to plan to reduce costs to 2001 actual spending levels for the Agency’s internal operations and corporate overhead.  This goal of a targeted 2001 spending level can and should be incorporated into the SN CRAC rate for these functions, even if BPA is currently hard pressed to come up with a strategy on its own to achieve the savings.  In light of the current economic circumstances, and painstaking actions by NRU members to control their costs, BPA needs to set rate-driven targets that are geared to 2001 spending levels.   Equally important, once those rates are established, BPA and the customers should agree to a mechanism that effectively precludes the Agency from subsequently recovering from rates any costs for internal operations and corporate overhead that are higher than 2001 levels during the remainder of the rate period.

Q.
What are examples of mechanisms that would preclude BPA from recovering costs that are higher than 2001 actuals in any future SN CRACs?

A.
The only effective mechanisms we can suggest are ones that create an onerous set of circumstances for the Agency, if spending caps are disregarded.  Three ideas come to mind.  

First, BPA could be precluded from implementing a subsequent SN CRAC in the event that 2001 actuals are exceeded.  This would certainly keep the pressure on the Agency to control costs.  However, it does create a certain amount of risk if other future circumstances would justify an SN CRAC.  

A second mechanism would be to require BPA to do a separate and distinct borrowing from the US Treasury to pay any internal costs that exceeded a spending plan based on 2001 actuals.  BPA could receive funds to cover costs that have been incurred in excess of a planned ceiling, but the likely negative political connotations of borrowing to pay for excessive spending may be a meaningful incentive to control spending.

Third, BPA could include as part of an overall spending restraint a commitment that the sum of the Load Based CRAC, Financial Based CRAC, and Safety Net CRAC could only increase to the level generated by the sum of the LB and FB CRACs for FY 2003.  That is, the sum of the LB, FB and SN CRACs in FY 2004 and beyond could be no greater than the sum of the LB and FB CRACs in FY 2003, which was 46.2% over the May 2000 base rates. 

Q.
How do the NRU comments regarding rate setting relate to BPA’s testimony regarding Alternative Rate Designs in SN-03-E-BPA-10 Section 4?

A.
NRU rejects the alternative of a “fixed” design to collect a fixed amount of revenue in specified years.  As described above, we support the formula approach to calculate the amount shortly before the beginning of the year.  The pressure can stay on BPA to control costs by: (1) adjusting certain items beyond BPA’s direct control just before the SN CRAC is set; and (2) separately imposing other measures as incentives to control costs.  NRU supports the concept of a “contingent” rate design, where modifications can be made in the size of the SN CRAC if favorable events occur prior to the date the SN CRAC is set.  However, all reductions should be fully counted for the year in which they occur, rather than distributed proportionately on a multi-year basis.  The modified SN CRAC parameters should meet, but not be set to exceed, the criteria for Treasury Payment Probability (“TPP”).  However, NRU has separate recommendations regarding TPP.  Each reduction should have the effect of reducing the cap and threshold amount for any SN CRAC. 

U. Does NRU support the ability of BPA to retrigger an SN CRAC?

A.
No.  The SN CRAC, if needed, should be imposed on a year-by-year basis, and only one time during the year.

Section 4.  – Use of Energy Northwest Refinancing Proceeds

Q.
Does NRU support the use of Energy Northwest refinancing proceeds to assure a high TPP, and if so, should any use of these funds be paid back during the current rate period?

A.
In the customer proposal submitted to BPA, NRU supported the use of up to $100 million of Energy Northwest refinancing proceeds as a reserve to assure a high TPP in 2003 through 2005.  Any use of the $100 million reserve would be paid back in full during 2006.  BPA would hold these funds rather than making a prepayment to Treasury to pay down Treasury debt as part of BPA’s debt optimization plan.  This customer strategy, when combined with other actions, led us to a conclusion that an SN CRAC could be avoided for FY 04.  The joint customers’ Revenue Requirements testimony, SN-03-E-JC-01J, Case #1 shows a TPP of 97% in FY 04 and 87% in FY 05 assuming the $100 million reserve from ENW.  By using this financial tool, an SN CRAC can be avoided in FY 04, if the other spending reductions shown in Case 1 are achieved.

Even if BPA proceeds with an SN CRAC effective on October 1, 2003, NRU continues to support the use of up to $100 million of ENW refinancing proceeds as a reserve of last resort to assure Treasury payments.   This reserve will help keep the size of any SN CRAC down, not only in FY 04 but also in FY 05.  This is particularly important if BPA is considering an SN CRAC that is longer than one year in duration.  Customers do not want the Agency to set a FY 04 CRAC that is higher than necessary because of a concern for uncertainty regarding FY 05 financial conditions.  The ENW reserve of $100 million can help provide greater certainty for the two-year period.  

Q.
Doesn’t repayment of any funds from the $100 million reserve have the impact of requiring a larger SN CRAC in FY 06 than would otherwise be the case if this mechanism were not used?

A.
Yes it does, but only to the extent that the funds in the reserve are tapped during FY 04 or 05 to make Treasury payments, and then need to be repaid in FY 06.  However, NRU members believe that since the economic conditions are so severe in the Northwest at this time, we are willing to take an additional risk of higher rates from an SN CRAC for FY 06.  This is based upon a view that some degree of economic recovery will occur during the next two years.  While it would admittedly be preferable for short-term rate impacts to move these repayment costs beyond the current rate period, such actions may be difficult to defend to the financial community and to the Board of Energy Northwest, and may have a material adverse consequence on BPA’s debt optimization program.  NRU does not support a recovery of reserve funds used beyond the current rate period. 

Q.
Does the use of $100 million of ENW refinancing proceeds as a reserve during the current rate period have a significant enough impact on the Agency’s creditworthiness or capital program such that NRU members would prefer a higher SN CRAC for FY 04?

A.
No.  The materials provided by BPA from the bond rating agencies imply that when the agencies were issuing their recent warnings about the Agency’s financial health, they were assuming (1) full use of the $315 million to pay operating expenses, (2) no recognition that it would be paid back during the current rate period, and (3) no SN CRAC in FY 04.  That is not our proposal.  A reasonable case can be made to maintain the same creditworthiness the Agency would otherwise have, given its current financial condition, assuming limited use of ENW refinancing proceeds as a reserve.  Most importantly, the rating agencies should recognize that, without the potentially large rate increase in the SC CRAC proposal, customers in the Northwest would have the ability to buy power from BPA at rates that do not contribute to additional regional economic curtailment, and that would provide a more stable market for all of the firm power from the Federal system.

Q.
Are there any limitations NRU is proposing on the use of ENW refinancing proceeds?

A.
Yes.  NRU recommends using up to $100 million of the ENW refinancing proceeds as a reserve for Treasury Payments, if needed, in FY 04 and FY 05, with the stipulation that the funds, if used, be repaid during FY 06.  However, in recommending that BPA use this financial tool to shore up TPP, we are assuming that it will not be applied in lieu of pursing the full level of cost and spending cuts as recommended by NRU and the rest of BPA’s customers, both for the Agency’s internal costs, and for other governmental agency cost reductions that BPA does not directly control. 

Q. If it is unlikely that BPA can reach an agreement to secure all or a portion of the $100 million of the $315 million of Energy Northwest refinancing proceeds recommended by NRU, are other financial tools recommended by NRU that BPA can use to improve liquidity?

A.
Yes.  BPA has a $250 million United States Treasury note that can be used as a liquidity tool.  This liquidity tool was referenced in the BPA handouts at the BPA February 25th Rate Case Workshop.  BPA has already made advanced amortization payments to Treasury during the current rate period beyond those required.   We would recommend using some of this $250 million note in lieu of all or any portion of the Energy Northwest refinancing proceeds.  This appears to be an easier course of action than trying to reclaim current credits from Treasury for advanced payments previously made.  In the April 17th, 2003 credit review of BPA by Standard and Poors, Kathy Masterson assumes the Agency will use liquidity tools “such as the $250 million line of credit.” Consistent with our recommendations for the ENW proceeds, BPA should plan to reimburse Treasury by the end of the current rate period, but a further examination would be needed of overall financial circumstances including interest rates, repayment schedule and financial reserve levels.

Section 5.   – Level and timing of IOU customer benefits from BPA.   

Q.
What is the consequence for future rate periods of proposals that reduce or defer portions of IOU financial benefits from the FY 04 – 06 rate period, such as, the $55 million identified in the Customer proposal?

A.
NRU members have a strong interest in reducing costs during the current rate period, and BPA has identified IOU benefits as one of the largest factors contributing to the Agency’s short-term financial problems.  The IOUs have previously offered to BPA to defer $55 million per year for the remainder of the rate period, in addition to the $55 million deferred in FY 03.  While this deferral pushes costs into the future, a portion of those future costs, about 26%, are assigned to the IOUs because BPA’s overall revenue requirement will be increased.    

Alternatively, NRU and other public power representatives are exploring reductions in IOU benefit levels during the current contract period, both in conjunction with the deferral strategy, or as a possible substitution.  These are currently topics of ongoing negotiation between the IOUs, public power and BPA.  Our expectation is that these negotiations will be completed successfully.  BPA should take all actions necessary to fold the results of these negotiations into the setting of any CRACs as soon as possible, so that the current imbalance between IOU and public power benefits from the FBS can be addressed immediately.

Section 6.  – BPA Financial Policies. 

Q.
Does NRU support the Financial Policies Recommended by BPA for the SN CRAC?

A.
NRU supports the policy of a 50% Treasury Payment Probability, that is to say the likelihood that BPA will make all of its Treasury payments in full and on time in FY 2004, 2005, and 2006.  This would mean that BPA would have to maintain close to an average of 80% TPP for the remaining three years of the period.  That is a reasonable number given economic conditions.  It also reflects the fact that in previous rate cases BPA has adopted modified standards for Treasury payment in the face of otherwise high rates that would hurt the regional economy.

We do not support the new policy of 80% “TRP” Treasury Recovery Probability, the probability of making all payments including deferrals by the end of FY 2006.  Similarly we do not support the “zero net revenue measure “– total net revenues for the FY 2002 – 2006 period of at least zero.  These policies are unnecessary and give BPA too much flexibility between now and the end of FY 2006 to use the SN CRAC process to either (1) fully recover losses already experienced during the rate period and (2) build in too much of a cushion for reserves to partially mitigate deferrals during the remainder of the current period.  

If BPA wants net revenues to be at least zero for the five year rate period, FY 02 – FY 06, then the Agency will need to recover the targeted shortfall of $920 million over the remainder of the rate period.  BPA has proposed an SN CRAC that will “solve PBL’s forecasted rate period accumulated net revenue problem of $920 million.” (SN-03-E-BPA-04, page 13 lines 23-24.)  BPA is proposing an SN CRAC over FY 2004 – 2006 with an expected value of revenue of $1,018.5 million (SN-03-E-BPA-10, page 6 lines 18 – 19.)  This higher figure than the $920 million gap is associated with the expected reduction in the FB CRAC from $320 million to $250 million (SN-03-E-BPA-10, page 7 lines 7 –10.)  Using the ToolKit run (v. 1.78 (3-17-2003)), BPA’s expected 2006 ending reserves climb back to about $350 million.   

The BPA proposed  $920 million revenue recovery appears excessive since BPA has already absorbed losses during the beginning of the rate period and made full Treasury payments in FY 2002 and in all likelihood will in FY 2003.   BPA only needs $339 million to cover losses through FY 2006 (SN-03-E-BPA-04 page 8 line 7).   The “zero net revenue” criteria results in a significant rebuilding of BPA’s level of reserves.  While in isolation this may be good financial policy for the Agency, it makes rates higher than they would otherwise need to be.  NRU would support modified application of financial policies such that the ending level of reserves would be closer to the $150 - $200 million range.   NRU members’ end use customers simply don’t have the financial ability to pay higher than needed rates, without experiencing significant economic hardship.

V. What is your overall conclusion with regard to any Safety Net CRAC proposal?

A.
BPA has alternatives to imposing a Safety Net CRAC for FY 2004.  If one is imposed, it should be limited to no longer than one year in duration, and should not be used to recover revenue losses previously incurred by the PBL in FY 2002 and 2003, or projected for FY 2005 and 2006.  BPA needs to emphasize cost reductions, both internally and with other governmental agencies. BPA should pursue the use of financial tools that assure sufficiently high TPP in FY 2004, but that do not shift costs into future rate periods.  If an SN CRAC is added to rates for FY 2004, the maximum size of it should be limited such that overall power rates for FY 2004 are not higher in FY 2003.  BPA must demonstrate through its actions that it recognizes the very difficult financial health of the region, while taking actions to preserve the current financial health of the agency.  

Q.
Does this conclude your testimony?

A.
Yes.
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