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1.0 INTRODUCTION

This Record of Decision (ROD) contains the decisions of the Bonneville Power Administration
(BPA), based on the record compiled to date, with respect to the adoption of the Safety-Net Cost
Recovery Adjustment Clause (SN CRAC) which isto be effective October 1, 2003. The
adoption of the SN CRAC is the implementation of risk mitigation mechanisms developed to
assure sufficient cost recovery.

This ROD follows afull evidentiary hearing, briefing, and oral argument before the BPA
Administrator. Chapters 2 and 3 present the issues raised by partiesin this proceeding, the
parties positions, BPA’s position on the issues, BPA’s evaluation of the positions, and the
Administrator decisions.

11 Background

On Jduly 2, 2002, BPA sent aletter to rate case parties and other interested entitiesin the region
announcing the beginning of the Financial Choices public comment process. The Financia
Choices process examined a variety of financial and program options for addressing PBL’s

FY 2003-2006 financia challenges. In this process, BPA described the financial challenges, the
actions BPA aready had taken to address the problem, and the financial outlook for the
remainder of the rate period. Additionally, BPA identified avariety of potential financial
alternatives that, separately or in combination, could form the basis of a solutionto PBL’s
financial situation.

During the course of the process, BPA held ten public meetings and workshops with customers,
public interest groups, tribes, and other interested persons to explain the nature of the problem,
and to show program level costs and the potential effects of cost reductions. BPA also solicited
suggestions to address its growing financial problem. The public comment period for the
Financia Choices process closed on September 30, 2002. Asaresult of the Financial Choices
process, BPA made decisions to cut, eliminate, or defer certain costs and expenses. BPA issued
aFinancia Choices close-out letter to the region on November 22, 2002, outlining BPA’ s plan,
in part, for meeting the agency's financial challenges. The plan took into consideration extensive
public input BPA received during the Financial Choices public process. The BPA actions
described in the Financia Choices close-out letter included $350 million in expense savings,
expense deferrals, and other actions for the FY 2003-2006 period. These were reflected in the
program levelsin BPA’sinitial proposal.

While BPA did not trigger the SN CRAC in November, by January 2003, worsening water
conditions and arefined secondary revenue forecast increased the net revenue gap for the
2002-2006 rate period to $920 million. In February 2003, a SN CRAC adjustment became
necessary to ensure that rates and revenues would be sufficient to recover costs with a high
degree of certainty over the remainder of the rate period.

On February 7, 2003, the BPA Administrator determined that the SN CRAC triggered based
upon aforecast of a50 percent or greater chance of missing a payment to the U.S. Treasury or
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another creditor during thisfiscal year. Thetriggering of the SN CRAC initiates an expedited
hearing under section 7(i) of the Pacific Northwest Electric Power Planning and Conservation
Act (Northwest Power Act), 16 U.S.C. 8§ 839¢(i). The prohibition on ex parte communication
went into effect on February 7, 2003. Prior to the release of itsinitial SN-03 rate proposal, BPA
sponsored six workshops in order to address avariety of issues related to its ratemaking. The
workshops covered topics such as financial issues and proposed rate designs. The workshops
held between BPA and interested parties were to develop a common understanding of the issues,
to generate ideas, and to propose alternative solutions to issues in specific areas when possible.

1.1.1 Procedural History of the SN-03 Rate Proceeding

Section 7(i) of the Northwest Power Act, 16 U.S.C. 8 839¢(i), requires that BPA's wholesale
power and transmission rates be established according to certain procedures. These procedures
include, among other things, issuance of a Federal Register Notice (FRN) announcing the
proposed rates; one or more hearings; the opportunity to submit written views, supporting
information, questions, and arguments; and a decision by the Administrator based on the record.
This proceeding is governed by the Procedures Governing Bonneville Power Administration
Rate Hearings, 51 Fed. Reg. 7611 (1986) (hereinafter BPA Procedures). These BPA Procedures
implement the statutory section 7(i) requirements.

On March 13, 2003, BPA published a Federal Register Notice of “Proposed Safety-Net Cost
Recovery Adjustment Clause Adjustment to 2002 Wholesale Power Rates,” 68 Fed. Reg. 12048
(2003). BPA’s SN-03 proceeding began with a prehearing conference held on March 31, 2003.
At the prehearing conference, the Hearing Officer issued orders concerning procedural matters
and established the schedule for this rate proceeding. On April 4, the Hearing Officer granted
parties petitions to intervene and adopted the service list for BPA’s SN-03 proceeding.

BPA’s SN-03 proposal, filed on March 31, was supported by prefiled written testimony and
studies sponsored by approximately 30 witnesses. Oral clarification of BPA’s initial proposal
occurred on April 2 followed by written discovery. The partiesfiled direct testimony on

April 18. Clarification of the parties direct testimony occurred on April 22 followed by written
testimony. On May 5, litigants to the proceeding filed testimony in rebuttal to the parties’ direct
cases. The partiesfiled their prehearing briefs two dayslater. Clarification on the litigants
rebuttal testimony occurred on May 7 followed by written testimony. BPA responded to

105 data requests concerning itsinitial SN CRAC proposal and its rebuttal testimony.

Cross-examination took place on May 16. The parties submitted initial briefs on May 23, and
oral argument before the Administrator was held on May 29. The draft ROD was issued and
distributed to parties on June 16, 2003. The parties submitted briefs on exception on June 20,
2003.

For interested persons who do not wish to become parties to the formal evidentiary hearings,
BPA’s Procedures provide opportunities to participate in the ratemaking process by submitting
oral and written comment. See Section 1010.5 of BPA’s Procedures. BPA received oral and
written comments at a transcribed filed hearing conducted on April 16, 2003, in Portland,
Oregon. BPA received and considered 3,803 written comments submitted during the participant
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comment period, which officially ended on May 1. BPA also received several written comments
after the end of the official comment period through the issuance of this ROD. The transcribed
field hearing and the comments from these rate case participants are part of the record upon
which the Administrator bases his decisions.

1.1.2 Waiver of Issuesby Failureto Raisein Briefs

While the parties have raised many issuesin this proceeding in their briefs, there are a number of
issues raised by the parties during the hearing that were not raised in the parties’ briefs. Pursuant
to section 1010.13(b) of BPA’s Procedures, arguments not raised in parties’ briefs are deemed to
be waived. Such issueswill be implemented based on BPA’s stated position in the record.

1.2 L egal Guidelines Governing Establishment of Rates

1.2.1 Statutory Guidelines

Section 6 of the Bonneville Project Act of 1937 (Project Act), 16 U.S.C. 8 832¢, requires that the
Administrator prepare schedules of rates and charges for electric energy sold to purchasers.
Under the Project Act, rate schedul es become effective upon confirmation and approval by the
Federal Power Commission, now succeeded by the FERC. Section 6 of the Project Act directs
the Administrator to establish rates with a view to encouraging the widest possible diversified
use of electric energy. Section 7 provides that rate schedules are to be established having regard
to the recovery of the cost of producing and transmitting electric energy, including amortization
of the capital investment over areasonable period of years. See 16 U.S.C. § 832f.

The Flood Control Act of 1944 contains ratemaking requirements similar to the Project Act.
Section 5 of the Flood Control Act directs that rate schedules should encourage the most
widespread use of power at the lowest possible rates to consumers consistent with sound
business principles. See 16 U.S.C. 8 825s. Section 5 also provides that rate schedules should be
drawn having regard to the recovery of the cost of producing and transmitting electric energy,
including the amortization of the Federal investment over a reasonable number of years. Id.

The Federal Columbia River Transmission System Act of 1974, 16 U.S.C. § 838 (Transmission
System Act), contains requirements similar to those of the Project Act and the Flood Control Act
of 1944. Section 9 of the Transmission System Act, 16 U.S.C. 8§ 838g, provides that rates shall
be established: (1) with aview to encouraging the widest possible diversified use of electric
power at the lowest possible rates consistent with sound business principles; (2) with regard to
the recovery of the cost of producing and transmitting electric power, including amortization of
the capital investment allocated to power over areasonable period of years; and (3) at levels that
produce such additional revenues as may be required to pay when due the principal, premiums,
discounts, expenses, and interest in connection with bonds issued under the Transmission System
Act. Section 10 of the Transmission System Act, 16 U.S.C. § 838h, allows for uniform rates and
specifies that the costs of the Federal transmission system be equitably allocated between Federal
and non-Federal power utilizing the system.
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In addition to the Bonneville Project Act, the Flood Control Act, and the Transmission System
Act, the Northwest Power Act establishes numerous rate directives. Section 7(a)(1) of the
Northwest Power Act directs the Administrator to establish, and periodically review and revise,
rates for the sale and disposition of electric energy and capacity and for the transmission of
non-Federal power. See 16 U.S.C. 8§ 839¢(a)(1). Rates are to be set to recover, in accordance
with sound business principles, the costs associated with the acquisition, conservation, and
transmission of electric power, including the amortization of the Federal investment in the
FCRPS (including irrigation costs required to be repaid by power revenues) over areasonable
period of years. Id. Section 7 also contains rate directives describing how rates for individual
customer groups are derived.

1.2.2 TheBroad Ratemaking Discretion Vested in the Administrator

The Administrator has broad discretion to interpret and implement statutory standards applicable
to ratemaking. These standards focus on cost recovery and do not restrict the Administrator to
any particular rate design methodology or theory. See Pacific Power & Light v. Duncan,

499 F. Supp. 672 (D.C. Or. 1980); accord City of Santa Clara v. Andrus, 572 F. 2d 660,

668 (9" Circuit 1978) (“widest possible use” standard is so broad as to permit “the exercise of
the widest administrative discretion”); ElectriCities of North Carolina v. Southeastern Power
Admin., 774 F. 2d 1262, 1266 (4™ Circuit 1985).

The United States Courts of Appeals for the Ninth Circuit has also recognized the
Administrator’s ratemaking discretion. Central Lincoln Peoples Utility District v. Johnson,

735 F. 2d 1101, 1120-29 (9™ Circuit 1984) (“[b]ecause BPA helped draft and must administer
the Northwest Power Act, we give substantial deference to BPA’ s statutory interpretation”);
PacifiCorp v. F.E.RC., 795 F. 2d 816, 821 (9" Circuit 1986) (“BPA’sinterpretation is entitled to
great deference and must be upheld unlessit is unreasonable”); Atlantic Richfield Co. v.
Bonneville Power Admin., 818 F. 2d 701, 705 (9" Circuit 1987) (BPA’s rate determination
upheld as a “reasonable decision in light of economic realities’); Aluminum Company of America
v. Central Lincoln Peoples Utility District, 467 U.S. 380, 389 (1984) (“The Administrator’s
interpretation of the Regional Act isto be given great weight”); Department of Water and Power
of the City of Los Angeles v. Bonneville Power Admin., 759 F. 2d 684, 690 (9™ Circuit 1985)
(“Insofar as agency action is the result of itsinterpretation of its organic statutes, the agency’s
interpretation is to be given great weight”).

1.2.3 Federal Enerqy Regulatory Commission Confirmation and Approval of Rates

BPA'’ s rates become effective upon confirmation and approval by FERC. 16 U.S.C. §
839¢(a)(2). FERC'sreview is appellate in nature, based on the record developed by the
Administrator. United States Department of Energy--Bonneville Power Admin.,

13 F.E.R.C. 161,157, 61,339 (1980). The Commission may not modify rates proposed by the
Administrator, but may only confirm, rgject, or remand them. United States Department of
Energy--Bonneville Power Admin., 23 F.E.R.C. 161,378, 61,801 (1983). Pursuant to

Section 7(i)(6) of the Northwest Power Act, 16 U.S.C. 8839¢(i)(6), FERC has promulgated rules
establishing procedures for the approval of BPA rates. 18 C.F.R. Part 300 (1997).
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With respect to rates, FERC determines whether: (1) rates are sufficient to assure repayment of
the Federal investment in the FCRPS over areasonable number of years after first meeting

BPA’ s other costs; (2) rates are based on BPA’stotal system costs; and (3) transmission rates
equitably allocate the cost of the Federal transmission system between Federal and non-Federal
power using the system. 16 U.S.C. 8839¢(a)(2). See United States Department of Energy--
Bonneville Power Admin, 39 F.E.R.C. 161,078, 61,206 (1987). Thelimited FERC review of
rates permits the Administrator substantial discretion in the design of rates and the allocation of
power costs, neither of which are subject to FERC jurisdiction. Central Lincoln Peoples Utility
District v. Johnson, 735 F. 2d 1101, 1115 (9th Circuit 1984).

1.2.4 Standard of Judicial Review

Section 9(e)(5) of the Northwest Power Act states that suits challenging a BPA final action are
subject to Ninth Circuit review. 16 U.S.C. § 839f(e)(5). A rate determination is specifically
identified as afinal action, 16 U.S.C. 8§ 839f(e)(1)(G), and is deemed final upon confirmation and
approval by FERC, 16 U.S.C. § 839f(e)(4)(D). “Thus, judicia review of disputes over arate or
the implementation of arate are placed within our exclusive jurisdiction.” Puget Sound Energy,
Inc. v. U.S, 310 F.3d 613, 617 (9" Circuit 2002).

Section 9(e)(2) of the Northwest Power Act provides that “final determinations regarding rates
under Section 7 shall be supported by substantial evidence in the rulemaking record required by
Section 7(i) considered asawhole.” 16 U.S.C. 8§ 839f(e)(2). In describing the applicable
standards of judicia review, the Ninth Circuit has stated that “[t]his court must affirm the rates if
‘substantial evidence in the rulemaking record’ supports BPA’s determination . . .. We must also
affirm the agency’ s action unlessit is arbitrary, capricious, an abuse of discretion or in excess of
statutory authority.” Alcoa v. Bonneville Power Administration, 891 F. 2d 748, 752

(9™ Circuit 1990). See also Southern California Edison Co. v. Jura, 909 F. 2d 339, 342

(9™ Circuit 1990); Central Lincoln Peoples’ Utility District, et al., v. Johnson, 735 F. 2d 1101,
1115 (9" Circuit 1984).
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20 SN CRACISSUES

2.1 Overview and M anagement Direction

2.1.1 Causesof BPA'sFinancial Condition

BPA’s PBL’s net revenue condition is different from what BPA expected when completing its
Supplemental Proposal in June 2001. Keep, et al., SN-03-E-BPA-04, at 5. On June 29, 2001,
BPA filed a Supplemental Proposal with FERC, and received interim approval on September 28,
2001. 1d. Inthat filing, PBL predicted higher net revenues than in BPA’s May 2000 Final
Proposal. Net revenues are defined as revenues minus (or net of) expenses. 1d. BPA expected
both higher revenues and lower expenses than it subsequently experienced. Id. Two primary
reasons drove BPA'’ s expected increased revenues. secondary sales and fish credits. 1d. BPA's
secondary sales are afunction of both market prices and available surplus hydro generation. Id.
Secondary sales were forecasted to provide higher revenues due to BPA’ s expectation through
FY 2002 of high market prices. 1d. At thetime, the West Coast was experiencing very high
electrical demand relative to supply. 1d. The development of new resources, which BPA
expected would eventually help bring market prices down, was anticipated to take up to two
years. 1d. BPA believed high market prices would continue until these new resources came on
line. 1d. However, lower-than-forecasted revenues for BPA in FY 2002 resulted from an
unanticipated and rapid decline in market prices. Id. A number of factors contributed to this
decline, including lower demand as aresult of a downturn in the economy. Id.

A variable in secondary sales revenues is the amount of water in the hydro system available to
generate hydroelectricity in any given year. 1d. In BPA’s Supplemental Proposal, BPA expected
an average amount of hydro production for al years of the rate period. 1d. However, actual
hydro production in FY 2002 was lower than expected. 1d. Although the hydro conditions
appeared to be about normal over the January-July 2002 period, it was necessary to store a
significant amount of water to partially replenish the low reservoirs resulting from the 2001
drought. Id. at 5-6. This storage resulted in less 2002 hydro production than forecasted in
BPA’s Supplemental Proposal. 1d. at 6. Hydro conditionsin FY 2003 were expected to be
below average, thereby also contributing to the declinein BPA’srevenues. Id. at 5. The net
result of these two factors (lower than expected prices and less than expected hydro production)
resulted in BPA selling less energy and at lower prices than forecasted in the Supplemental
Proposal. 1d. at 6.

The second source of expected increased revenues in BPA’s Supplemental Proposal consisted of
creditstoward BPA’ s Treasury payments based on fish-related costs and impacts on operations
(fish credits). Id. These credits were expected to contribute significantly to BPA’s total
revenues, in part due to high market prices. 1d. Fish credits contribute to BPA’s overall
revenues through a credit against BPA’ s payment to the U.S. Treasury. Id. However, these
credits are now expected to be substantially lower over the rate period than previously
forecasted. 1d. The reasonsinclude areallocation of project purposes at Grand Coulee, lower
wholesale power prices, and, finaly, reduced availability of Fish Cost Contingency Fund
(FCCF) credits that were all but exhausted at the end of 2001 because of the severe drought. 1d.
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PBL cost increases of approximately $1.5 billion in total over the rate period have also
contributed to BPA’ s eroding financial condition (not including offsetting increases in revenue
due to the increase in expenses and the risk to certain expense categories embedded in the
NORM assessment). Id. Theseincreasesinclude PBL Internal Operations, Corporate Overhead,
Residential Exchange Settlement Agreements, Power Generation, Renewable projects,
Transmission Acquisition, Civil Service Retirement Payments, Terminated Projects, Fish and
Wildlife, Conservation and Renewable Discount, Other Public Benefits, Non-Federal Debt
Service, Depreciation, Amortization, and Net Interest (not included are Power Purchases and
Augmentation). Id. Associated with these expense items are approximately $500 million in
offsetting revenues over the rate period, such as increased generation from the hydro system and
Columbia Generating Station, and approximately $120 million over the rate period from
non-operating risks. Id. at 6-7.

BPA aso experienced additional increases in expenses. Because of the energy crisisin 2001,
BPA is still owed about $90 million by the California Independent System Operator and Power
Exchange. Id. at 7. Of this amount, BPA made an accounting adjustment to PBL’ s net revenues
in 2002 of about $30 million [revised in final study to $24 million] to reflect the risk that BPA
may never be paid thisamount. 1d. Additionally, BPA has take-or-pay contracts that obligate
the DSIsto pay damages for IP power that is not purchased (curtailed). Id. Thisevent has
occurred and BPA has had to sell the curtailed amount in the surplus market when the market
valueislessthanthe P value. Id. The DSlIsare obligated to pay BPA the difference under those
circumstances so that BPA is made whole. 1d. BPA isat risk of not being paid about

$30 million of FY 2002 damages due to DSI bankruptcies or other financial difficulties. 1d. So
far, the portion of money at risk is $58 million [revised in final study to $54 million], whichis
reflected as a Bad Debt Expense in BPA’sincome statement. 1d.

BPA began this section 7(i) SN-03 CRAC rate hearing in poor financial shape. BPA’s prognosis
was for further deteriorating financial health. The record of this proceeding reflects the several
causes for BPA’sweak financial condition. Keep, et al., SN-03-E-BPA-04, at 5-7. In order to
regain its financial health, BPA’sinitial proposal set a prospective rate level of 15.6 percent
(average expected value rate level for FY 2004—2006 above the total average rate level for

FY 2003). Theimplications of such alarge rate increase for afragile Northwest economy were
of great concern, but so were the long-term implications if BPA failed to recover its costs
through itsrates. Fortunately for BPA and the parties, over the course of months during which
this hearing has taken place, the prognosis has changed for the better. Tr. at 40-42. Itis
therefore reasonable, based on improvements in PBL’ s financial condition that are on the record,
for the Administrator to bring the average expected value of FY 2004-2006 rates down to about
5 percent above the total rate level for FY 2003. These improvements are due to aggressive cost
cutting resulting in over $80 million in net expense reductions, more favorable water conditions,
higher market prices, and cash benefits from debt optimization, among other things. Moreover,
based on the structure of the SN-03 CRAC rate design, further improvementsin FY 2003
secondary revenues could further reduce these rates. In light of these improvementsto BPA’s
financia health, the Administrator reconsidered the need to adopt two addition financial
standards asinitially proposed (TRP and zero net PBL Revenuesin addition to TPP). Itisno
longer necessary to adopt these two additional standards, and BPA will instead return to relying
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on asingle financial standard, requiring that the three-year TPP be at least 80 percent. See Rate
Design, Chapter 2.7, infra.

Issue l
Whether BPA's financial situation islargely self-created.

Parties' Positions

ICNU/ALCOA argue that BPA’sfinancia situation islargely self-created. ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 5. ICNU/ALCOA contend that it is erroneous that the draft ROD
refused to acknowledge the role BPA played in its current financial condition because much of
BPA’s*“controllable’ costs were foreseeable and BPA should have either included these costsin
rates or not incurred them. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 11. ICNU/ALCOA
state that BPA’ s actual and forecasted costs have dramatically exceeded, and continue to exceed,
the amount included in BPA’srates. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 5. They
argue that the primary causes of all of BPA’s cost increasesinclude: (1) BPA’sfailureto
anticipate load reductions; (2) BPA’s commitment to purchase expensive power and five year
buydowns at the height of the 2000-2001 market price spike; (3) the “litigation settlement” or
“Poison Pill” agreement; (4) BPA’sfailuresin the secondary sales market; (5) the lack of a
timely response by BPA to its financial problems; and (6) BPA’ s failure to make any overall cost
cuts. Id. at 6. They suggest that the majority of the cost increases regarding controllable costs
were not caused by unforeseen or extraordinary events, but by exceeding the budgets approved
in the May 2000 rate case. Id. at 6. ICNU/ALCOA also argue that BPA cannot now distance
itself from its recent rate case filings by characterizing the costs in rates as “ aggressive targets’
simply because it did not take the actions necessary to ensure that costs remained within rate case
levels. Id. at 7.

BPA’s Position

BPA’s spending was a direct result of the increasing complexity of the market, the load
obligations placed on BPA by its customers, the service-level expectation of BPA’s stakeholders,
the required functional split between the Power and Transmission Business Lines, and
compliance with FERC standards of conduct and other requirements. Keep, et al.,
SN-03-E-BPA-11, at 7. In addition, BPA experienced lower revenues than forecasted in the
Supplemental Proposal, and lower than expected fish credits, which are due to conditions beyond
BPA’s control (lower than expected market prices and less than expected hydro production).
Keep, et al., SN-03-E-BPA-04, at 6. BPA’s May 2000 and June 2001 rate cases anticipated that
there were risks associated with the cost levels included in the revenue requirement, which is
why BPA included planned net revenues for risks associated with operating and non-operating
costs. Keep, et al., SN-03-E-BPA-11, at 15. Also, BPA’s budgets are not approved in rate
cases. Id. at 13.
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Evaluation of Positions

The purpose of arate caseis to establish rates that recover costs consistent with applicable
provisions of law. While program and budget issues are not the subject of arate case, agreat
deal of concern has been expressed that rates should be used as a last resort to cure a problem
that parties assert is of BPA’s own making. BPA takes the opportunity to address the policy
issue here.

ICNU/ALCOA argue that BPA’s actual and forecasted costs have dramatically exceeded, and
continue to exceed, the amount included in BPA’srates. ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 5. ICNU/ALCOA argue the expense forecasts in BPA’s 2003 SN CRAC
initial proposal, GRSPs, and direct testimony were about $669 million per year higher than its
May 2000 rates for FY 2004 to FY 2006. 1d. Total spending levels over the same period were
forecast to be nearly $2 billion over its May 2000 rates. Id. at 5-6. ICNU/ALCOA argue that the
vast mgjority of the more difficult-to-control costs related to augmentation power purchases,
investor-owned utility buy backs, and load reduction costs that are already recovered in the LB
CRAC and FB CRAC. Id. at 6. ICNU/ALCOA conclude that BPA’s current FY 2003-2006 cost
forecasts for “controllable” cost categories, primarily related to internal programs, corporate
overhead, U.S. Army Corps of Engineers and U.S. Bureau of Reclamation (* Corps and

Bureau”), fish, wildlife, and conservation programs, and generation costs, including ENW,
account for nearly half of BPA’s spending increase, or approximately $732 million over

May 2000 rates. Id.

First, identifying certain costs as “more controllable” is flawed when compared to BPA’s

May 2000 forecast. Keep, et al., SN-03-E-BPA-11, at 14. For instance, internal operations costs
(costs associated with the Power Business Line, Corporate G& A, and Shared Services) are a
direct result of the dramatic change in the fundamental relationship between BPA and its
customers when compared with the assumptions made when developing the May 2000 forecast,
which assumed simple contracts and rate structures (e.g., today BPA has a variety of complex
contracts, varied rate mechanisms that change every 6 months, customer service requirements,
etc.). Id. Further, the increased complexity of the electricity market due to deregulation, which
required increases in staffing and operations expenses was not embedded as a fundamental
assumption in the May 2000 forecasts. Id. at 15. Another example isthe increase in security
costs associated with BPA’s internal operations, the Corps, Reclamation, and ENW dueto
September 11, 2001. Id. Finally, the increased costs associated with maintaining a safe, reliable,
and aging hydro system and nuclear plant; increased regulatory requirements; the reall ocation of
project purposes at Grand Coulee dam by Reclamation; and the embedded expenses associated
with implementing the Biological Opinion (in the Corps, Reclamation, and internal operations
line expense items) were not contemplated in BPA’s May 2000 forecast. 1d.

Second, the comparison argued by ICNU/ALCOA above ignores the risk analysis for
non-operating costs (called NORM), included in BPA’s May 2000 and June 2001 rate filings,
which included an expected value of increased operations costs that was about $121 million
more than the base case costs in the revenue requirement study. Id. at 15. Therisk analysiswas
done to recognize the difficulty of meeting those aggressive cost targetsin light of the risks
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associated with the future that the Cost Review had assumed when making its recommendations.
Id.

Further, the Cost Review identified substantial risks associated with its recommendations (which
are associated with expense forecast levelsin the May 2000 forecast). Id. For instance,
regarding internal operations costs, the Cost Review notes “a greatly reduced staff may not be
able to respond to the many upcoming changes in the power business such as new market
flexibilities, scheduling protocols, and new independent system operators (1SOs). Complex and
highly tailored products and support services would not be offered.” 1d. It also notes that “ some
market analyses, particularly for purposes of managing river operations in relation to both fish
and excess power, may need to increase, not decrease, depending on how overall industry
restructuring affects operations of the FCRPS. It is anticipated that fewer analysts will be
required in the future for this function, but thisis very tentative.” Id. at 15-16. Regarding ENW,
the Cost Review notes “[t]hereis some risk that WNP-2 will face significant unplanned costs,
either from failure of major pieces of equipment or from increased regulatory requirements.”

Id. at 16.

Furthermore, the analysis done by the Joint Customers does not recognize the increasesin
revenue associated with severa of the expense categories. Id. For instance, in the PBL Internal
Operations category, severa expenses are paid for by other parties (such as Market Devel opment
and Slice) or have offsetting revenues due to increases in generation or more efficient use of the
hydro system (such as PBL Efficiencies Projects). 1d. Similarly, generation output from ENW
and the hydro projectsis greater than it otherwise would have been, which offsets some of the
expense increases. |d.

ICNU/ALCOA argue that the majority of the cost increases regarding controllable costs were not
caused by unforeseen or extraordinary events, but by exceeding the budgets approved in the
May 2000 rate case. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 6. ICNU/ALCOA claim that
all of these costs are foreseeable and were included or should have been included in BPA’s

May 2000 rates. Id. at 7. ICNU/ALCOA contend, “BPA has simply not justified why these
costs should exceed budgeted amounts.” 1d. ICNU/ALCOA note, for example, BPA’s initial
proposal forecasted spending an average additional $171 million per year for FY 2003-2006 on
CGS, the Corps and Reclamation, BPA’s Power Business Line, Shared Services, Corporate, and
administrative departments. Id. at 6. ICNU/ALCOA note BPA aso claims that its costs have
increased because of electric deregulation, maintenance of the aging hydro system, biological
opinion costs, the functional split between power and transmission operations, FERC regulatory
requirements, and staffing and development related to the Northwest Regional Transmission
Organization. 1d. at 6-7. ICNU/ALCOA argue all of these costs are foreseeable and were
included or should have been included in BPA’s May 2000 rates. Id. at 7.

ICNU/ALCOA state that BPA “obfuscates’ its cost increase problem by comparing its current
and forecasted costs to its 2001 actuals rather than the May 2000 rate case costs. ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 7. ICNU/ALCOA argue that BPA distances the agency from its
May 2000 rates by claiming that they were based on “aggressive targets’ recommended by the
1998 Cost Review. Id. ICNU/ALCOA argue BPA failsto recognize that it set rates and
submitted rates to FERC in June 2001 based on the claim that those costs would cover BPA’s
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total system costs. 1d. ICNU/ALCOA argue BPA cannot now distance itself from its recent
filings by characterizing the costsin rates as “ aggressive targets” simply because it did not take
the actions necessary to ensure that costs remained within rate case levels.” 1d.

ICNU/ALCOA iswrong to suggest there is no basis to raise rates. BPA'’s budgets are not subject
to BPA’srate hearing process, only BPA’srates. Keep, et al., SN-03-E-BPA-11, at 13.
Moreover, while BPA’s May 2000 rates reflected earlier budget levels, the actual costsincurred
since then were unforeseeabl e and thus could not have been included in the May 2000 rates.
Thisiswhy BPA established the three CRACs in the supplemental rate proposa—to handle cost
uncertainties and risk. BPA disagreesthat all of these costs were foreseeable and therefore
should have been included in the May 2000 rates. There is nothing on the record that implies
these costs were foreseeable. While BPA must recover its costs, whatever the case, these
expenditures al'so were prudent at the time they were made. Most important, however, is the fact
that certain costs not being included in BPA’s May base rates does not relieve BPA of itslegal
obligation to set rates sufficient to recover its costs.

BPA disagrees with the assertion that BPA failed to take steps to achieve the Cost Review
recommendations. BPA adopted the overall cost reduction target recommended by the Cost
Review. Keep, et al., SN-03-E-BPA-11, at 2. Both BPA and the Cost Review acknowledged
that there were challenges to achieving all the cost reductions. Id. Nevertheless, considerable
effort and planning took place from 1997 through 2000 within BPA to achieve the overall cost
reductions defined in the Cost Review, though with a somewhat different mix of actions than
specified in the Cost Review. Id. Additionally, BPA targeted cost increases that were associated
with offsetting revenue increases as consistent with the cost reduction goal, even though gross
costs were higher. 1d. Below isanon-exhaustive list of examples of BPA’s efforts and
planning.

First, BPA established a staffing plan in 1999 which anticipated that the fundamental relationship
between BPA and its long-term power customers would change substantially. 1d. It assumed
that many traditional customer support services no longer would be provided and Power
Marketing would focus on maximizing the value from the seasonal and monthly changesin the
hydro system. Id. This staffing plan assumed customers would not exercise their statutory rights
to obligate BPA to provide new resources and expanded services, and assumed power rates
would be established and remain in place for many yearsat atime. Id. at 2-3. Further, the
staffing plan was predicated on greatly simplified billing, scheduling, and inventory systems, and
an assumption that complex and highly tailored products and support services would not be
offered. Id. at 3.

Second, BPA developed plans to work with retail utilities and states to secure funding for
conservation market transformation through state public purpose funds, as recommended by the
Cost Review. Id.

Third, BPA transformed its approach to conservation, moving to a market-oriented approach that
involved drastic reductions in staffing and funding. Id.
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Fourth, BPA established plans to fund renewable resource projects up to a maximum of
$15 million in any one year above the revenues obtainable from those renewabl e resource
projects, and has managed renewabl e resource costs within this limit ever since. Id.

Fifth, BPA developed a major program to automate many aspects of its system planning,
scheduling, and billing to reduce staff requirements and increase revenues. 1d. Collectively,
these efforts are called the Efficiencies Project. Id.

Sixth, a Joint Operating Committee was established, and continues today, which is composed of
the Corps, Reclamation, and BPA, to facilitate the devel opment and implementation of a
consolidated, integrated capital/asset management strategy directed at maximizing value,
including both financial returns and public benefits of the Federal Columbia River Power System
(FCRPS). Id. Thisisreferred to asthe Asset Management Strategy. Performance measures
have been explicitly developed and are reported publicly. Id. Accountabilities have been
established and incentives have been created to ensure the asset management success of the
FCRPS. Id. O&M aspects of the FCRPS assets have been benchmarked against industry
practices. Id.

Finally, BPA performed a shared services review and adopted a corporate and shared service
organizational structure, which redesigned financial, information, procurement, human resource
management, and other processes. Id. at 2-3. BPA also performed benchmarking technigues and
implemented private sector-based “best practices’ in the “shared services’ area. Id. at 4.
Additionally, BPA secured and implemented “enterprise software.” 1d.

BPA acknowledges that ENW, the Corps, and Reclamation did not commit to [the Cost Review]
cost targets and budget levels. 1d. However, BPA has worked extensively with ENW, Corps,
and Reclamation on their expense forecasts included in this rate proceeding. 1d. BPA works
very closely with the Corps and Reclamation, through the Joint Operating Committee, to set and
manage to budgets. 1d. Through this process, BPA is confident that the three agencies will stay
within budgets, absent force majeure-type events. 1d. ENW has expressed its intent to keep its
costs for Columbia Generating Station as low as it can, consistent with safe and reliable
operation of the plant. 1d.

ICNU/ALCOA suggest BPA did not respond in atimely manner to its escalating cost problem.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 7. They argue that by October 2001, BPA had lost
over $1 hillion before accounting for fish credits. 1d. They argue BPA lost an additional

$437 million by October 2002 before fish credits. 1d. They argue that despite these |osses, BPA
only began to cut the growth in future budgets in the spring and fall of 2002. 1d. Meetings with
internal managers regarding the adoption of “hard” spending limits did not occur until
December 2002 and January 2003. 1d. ICNU/ALCOA argue that BPA'’s high starting reserves
at the beginning of the current rate period provided BPA with easy access to cash and led to
overspending. Id. at 8. Thelarge accumulation of cash reserves allowed BPA to avoid dealing
with its financial problems and cost overruns until its expenses dramatically exceeded its
revenues. Id.
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BPA disagrees with the parties' suggestion that BPA failed to respond in atimely manner to its
FY 2001 financial problems. Keep, et al., SN-03-E-BPA-11, at 6. First, it isinappropriate to
exclude “fish credits’ (credits from the Fish Cost Contingency Fund and section 4(h)(10(C) of
the Northwest Power Act) when evaluating the Power Business Line' s financial results, given
that the primary driver of PBL’sfinancial losses stem from the severe drought in 2001 which
“fish credits’ areintended to mitigate. 1d. Even so, the Power Business Line’ s financial losses
were driven by power purchase expenses (power purchases and conservation load reduction
expenses), which exceeded $2.2 billion, while “fish credits” only mitigated just over 25 percent
of this expense ($601 million). Id.

Second, BPA disagrees with the parties' assertion that BPA was increasing spending in the face
of the largest loss in agency history, which has the implication that this spending was
controllable and imprudent. Id. at 6-7. Aspreviously noted, BPA’s spending was a direct result
of the increasing complexity of the market, the load obligations placed on BPA by its customers,
the service-level expectation of BPA’s stakeholders, the required functional split between the
Power and Transmission Business Lines, and compliance with FERC standards of conduct and
other requirements. Id. at 7. Additionally, deregulation and restructuring along with the West
Coast power crisisin 2000-2001 required expense increases in order to respond to theincreasein
complexity of the electricity market, scheduling protocols, congressional and FERC inquiries,
etc. 1d. Also, conservation and renewable resource development was required in the face of
West Coast supply deficits revealed during the 2000-2001 drought. Id.

Despite these major increases in demands, BPA’ s internal operations costs for the FY 2003-2006
period have been brought down to within one percent of actual spending in 2001, with no
allowance for inflation and no allowance for offsetting revenues. Id. Increasesin costs for
operating the hydro system and nuclear plant have occurred, but have been necessary to maintain
the reliability and efficiency of the system. Id. Further, the expense increases during FY 2001
were driven by power purchase expenses (power purchases and conservation load reduction
expenses), which exceeded $2.2 billion. Id.

ICNU/ALCOA argue BPA only began to cut the growth in future budgets in the spring and fall
of 2002. Therecord refutes this statement. BPA began to make significant expense reductions
in winter 2001-2002. 1d. at 8. Those efforts early in the year are clearly summarized in the letter
from Paul Norman, Senior Vice-President of the Power Business Line, to BPA customers, tribes,
constituents, and interested parties dated May 2, 2002. 1d. at 8-9. Asthe letter indicates, BPA
established a multi-faceted management plan to reduce approximately $100 million from
expenses and take actions to improve BPA’s overall financial health. 1d. at 9.

By the spring of 2002, excluding the costs of augmentation purchases, BPA brought expense
budgets for 2002 down to the aggressive targets in the rate case, which were based on the

1998 Cost Review, through net reductions of $102 million relative to the start-of-year estimates
for FY 2002. 1d. During thistime, BPA put interim financial controlsin placeto limit new
financial commitments, both capital and expense. 1d. BPA reduced internal operations expenses
in the areas of travel, training, overtime, labor and non-labor contracts, and other expense
categories. |d. BPA aso began actively seeking opportunities within its contractual rightsto
reduce the costs of the higher-priced individual purchasesin BPA’s augmentation portfolio. 1d.
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Additionally, BPA focused on maximizing revenues from secondary sales, and optimizing river
operations within the various non-power constraints to make power available during the
highest-value periods. Id. BPA continued to stand firm on its take-or-pay obligations and began
encouraging its IOU and public agency customersto reach a settlement of litigation challenging
the IOUS Residential Exchange Program settlement agreements. Id. Asapart of itsoverall cost
management plan, PBL has established informal monthly meetings with customers, customer
representatives, and constituents to review current year actual and forecast expense levelsfor
both program and internal operations expenses charged to power rates. Id. at 37. Inthese
forums, the PBL also reports on changes to expense levelsincluding reductions taken to date. Id.
While not part of this rate proceeding, in order to respond to further requests by customers and
other stakeholders, BPA will participate in more formal and frequent financial review meetings
with customers and other interested parties and stakeholders. BPA is currently working
cooperatively to define the nature of these review meetings.

BPA notes that the increasing risks and revenue opportunities in the power market have required
increased effort to manage those risks and maximize surplus revenues, and to manage increases
in spending on automated systems to manage business and operational functions. Keep, et al.,
SN-03-E-BPA-11, at 50. Conservation and renewabl e resource development was required in the
face of West Coast supply deficits revealed during the 2000-2001 drought and energy crisis. 1d.
A constant flow of regional policy issues has required ongoing staffing, as has RTO development
and administration of the Asset Management Strategy with the Corps and Reclamation. Id. The
split of Power and Transmission Business Lines and compliance with Federal Energy Regulatory
Commission (FERC) standards of conduct and other requirements have increased costs and staff
demands. 1d.

Despite these increased demands and effort, BPA’s overall internal operations costs are being
held to within one percent of FY 2001 actual levels, with no allowance for inflation or offsetting
revenues. Keep, et al., SN-03-E-BPA-11, at 4-6. It would not be prudent to assume further cost
reductions unless and until those cost reductions can be specifically identified. BPA will
continue to seek further cost reductions.

Decision 1

While BPA takes responsibility for past management of its costs, BPA’ s financial situation is not
largely self-created.

| ssue 2
Whether it is appropriate to exclude certain costs from collection through the SN CRAC.

Parties Positions

ICNU/ALCOA argue the SN CRAC was designed only to recover extraordinary costs, and it is
inappropriate to use the SN CRAC to recover controllable and foreseeable cost increases.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 4; ICNU/ALCOA EXx. Brief, SN-03-R-IN/AL-02,
at 7. They argue the SN CRAC was not designed to recover amounts BPA should aready have
been recovering in its current rates, including the FB and LB CRACSs. Id. They argue the
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SN CRAC was intended to provide BPA with atool to address true “ emergency conditions’ or a
series of catastrophic events. 1d. They conclude BPA’s current FY 2003-2006 cost forecasts for
“controllable” cost categories account for nearly half of BPA’s spending increase, or
approximately $732 million over May 2000 rates, and therefore BPA improperly seeksto
recover these costs through the SN CRAC. Id. at 5-6. They also argue the SN CRAC was not
intended to allow BPA to increase rates “based on its failure to manage its controllable costs and
speculation in the energy markets.” Id. at 5; ICNU/ALCOA EX. Brief, SN-03-R-IN/AL-02, at 7.

BPA'’s Position

BPA must set rates to recover its costs and there are no limits as to the types of BPA costs the
SN CRAC canrecover. Keep, et al., SN-03-E-BPA-11, at 8, 38.

Evaluation of Positions

ICNU/ALCOA argue the SN CRAC is not intended to address the same concerns as the
Load-Based CRAC, i.e., augmentation costs, or the Financial-Based CRAC, i.e., normal risks
such as water conditions, load changes, Columbia Generating Station outages, and cost overruns.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 4-5. They further argue the SN CRAC isintended
to cover BPA for extraordinary or catastrophic events such as an extended outage at CGS, the
removal of the Snake River dams, or a significant constraint to the power system due to fish
mitigation measures. 1d. at 5.

BPA agrees that the SN CRAC was intended to be atool of last resort. Keep, et al.,
SN-03-E-BPA-11, at 38. However, there are no limits as to the type of BPA costs that the SN
CRAC can recover. Id. Such costs are not limited to “extraordinary or catastrophic events.” Id.
Specificaly, when the LB CRAC was designed during BPA’s Supplemental rate case, the
methodology explicitly provided for augmentation costs to be excluded from recovery using the
LB CRAC when BPA had acquired more augmentation power than was needed to meet
augmentation needs. 1d. at 38-39. When augmentation power is excluded from the LB CRAC, it
isremarketed by BPA’strading floor. 1d. at 39. Revenues from this remarketing, as well asthe
gross cost of the excluded augmentation power, are included in BPA’s overall financial results.
Id. If the remarketing revenues fall short of the costs of these excluded augmentation megawatts,
the FB or SN CRACs may recover the cost shortfall. Id.

BPA’s position is supported by the brief filed by the Joint Customer Group (JCG) in BPA’s
WP-02 proceeding. They stated that:

[t is conceivable that events will occur during the rate period that will pose financial
risks to BPA that are not encompassed by the LB and FB CRACs. To address thisrisk,
the JCG proposed, and BPA included in its Supplemental Proposal, the Safety Net CRAC
(“SN CRAC"). The SN CRAC permits BPA to initiate a processto revise the FB CRAC
parametersif it has missed, or has forecast a high likelihood of missing, a payment to a
creditor or the Treasury during the rate period. There are not specified limits on the
amount of additional revenues that BPA can collect under the SN CRAC.
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JCG Brief, WP-02-B-JCG-01, at 12. They further stated:

[11n essence, the SN CRAC alows BPA to truncate the five-year rate period and make an
adjustment to the FB CRAC parameters when it is clear that the LB and FB CRACs are
inadequate to ensure timely payment to the Treasury. It aso requires that no such change
to the FB CRAC parameters will be suggested to review by the FERC, which will ensure
that any such change satisfies the cost recovery requirement of section 7(a) of the
Regional Act. The SN CRAC isthe ultimate demonstration that the region is committed
to providing BPA with the tools necessary to fulfill its obligations to the Treasury
regardless of what may transpire during the rate period.

ICNU/ALCOA argue the SN CRAC was not intended to allow BPA to increase rates based on its
“failure” to manage its controllable costs or “ speculation in energy markets.” ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 5. Asstated above, BPA has not “failed” to manage its costs.
Further, BPA does not “speculate” in energy markets. Keep, et al., SN-03-E-BPA-11, at 39.
Rather, BPA must manage the risk associated with a highly uncertain hydroel ectric system and
volatile market prices, which requires it to take positions in the market without complete
certainty. Id. ICNU/ALCOA’s statement that there are categories of costs that should be
excluded from the SN CRAC is without foundation. There are no limits on the categories of
costs that the SN CRAC can recover. Id. Infact, BPA isrequired by law to set rates sufficient to
recover its costs. Keep, et al., SN-03-E-BPA-04, at 13.

ICNU/ALCOA argue the SN CRAC was designed to protect BPA from actual “extraordinary or
catastrophic events.” ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 5. In support of this
argument, they state “[t]he Administrator agreed that the purpose and function of the SN CRAC
was to allow BPA to raise ‘additional revenues under emergency conditions.”” Id. (emphasisin
original) However, the quotation from the 2002 Supplemental ROD was taken out of context.
The statement is “[a]lthough not referred to as a‘ Safety-Net’” CRAC in the February 2000 initial
briefs (since there was only a single CRAC component in the May Proposal), the [NWEC/SOS,
CRITFC, and the Oregon Public Utility Commission’ s proposed] design clearly has the same
purpose and function, allowing BPA to collect potentially very large amounts of additional
revenues under emergency conditions.” 2002 Supplemental ROD, WP-02-A-09, at 4-24. Taken
in context, the phrase “under emergency conditions’ meant that under emergency conditions, the
alternative design proposed by the parties was similar to BPA’ s proposal, which allowed BPA to
collect “potentially very large amounts of additional revenues,” not that the SN CRAC was only
available under emergency conditions. The SN CRAC GRSPs specify the conditions for the SN
CRAC to trigger.

Decision 2
It is not appropriate to exclude certain costs from collection through the SN CRAC.
|ssue 3

Whether BPA should assume all cost cuts identified as a result of Financial Choicesin the
Revenue Recovery chapter of the final study.
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Parties Positions

ICNU/ALCOA argue BPA istoo conservative in its cost reduction estimates. ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 12. They argue BPA'’s statutory obligations and the GRSPs require
BPA to include al reasonably achievable cost reductions and/or revenue increases in the SN
CRAC calculation. 1d. PPC and IEA argue BPA should assume all other cost cuts, besides those
specifically listed in their brief identified as aresult of Financial Choices. PPC/IEA Brief,
SN-03-B-PP-01, at 9.

CRITFC argues that BPA should not include in its revenue requirement the $580 million in cost
cuts proposed by the Joint Customers, asidentified in Financial Choices. CRITFC Brief,
SN-03-B-CR/YA-01, at 31.

BPA’s Position

As stated above, program and budget levels are not subjects of BPA rate cases. However, BPA
takes the opportunity to respond to the policy issues raised by parties. BPA continues to pursue
additional savings, but will not reflect them in the SN CRAC proposal unlessthereisahigh
degree of certainty they will be achieved. Keep, et al., SN-03-E-BPA-04, at 10. BPA is
aggressively pursuing cost reductions both internally and with its generating partners (i.e., Corps,
Reclamation, and ENW). Keep, et al., SN-03-E-BPA-11, at 52. BPA stated in rebuttal
testimony that it will incorporate all cost reductions that have been identified with ahigh level of
certainty by the time of development of the final proposal. 1d. That has been done. The GRSPs
state that, in developing BPA’ sinitial proposal, BPA will give priority to prudent cost
management and other options that enhance TPP while minimizing rate increases. |1d. at 62.

Evaluation of Positions

As stated above, program and budget levels are not the subject of BPA rate cases. BPA takes the
opportunity to respond to policy issues raised by parties.

ICNU/ALCOA and PPC/IEA rely on the Joint Customers' testimony to identify cost cutsin the
Financial Choices process. See Bliven, et al., SN-03-E-JC, at 12-13. These costsfall into three
categories. Thefirst category is cost reductions associated with BPA’ sinternal operating
expenses and charged to power rates in the Financial Choices process of approximately

$20 million, which were inadvertently omitted but will be reflected in the final proposal. Keep,
et al., SN-03-E-BPA-04, at 9. BPA agrees with the parties and these costs are included in the
final study.

The second area of cost reductions identified by the Joint Customers was the suggestion of an
additional $24 million in cost cuts that would be “ necessary to achieve the 2001 commitment.”
BPA includesin thefinal studies atotal of $36.2 million in reductionsin PBL Internal
Operations, Corporate G& A, and Shared Services expenses from the SN CRAC initial proposal.
Of this $36.2 million, approximately $20 million were the cuts inadvertently omitted in the

SN CRAC initial proposal and mentioned above. The new forecast therefore reflects

$16.2 million in additional, new cost reductions (again, from the SN CRAC initia proposal). At
thistime, it is not prudent for BPA to assume the full $24 million in cost cuts suggested by the
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parties because those additional actions cannot be backed by a sustainable plan. However, BPA
continues to pursue additional cost reductions for the remainder of the rate period. The current
total FY 2003-2006 delta above FY 2001 actual expenditures on aforecasted basisis

$6.6 million.

The third area of Financial Choices cost cuts totaled about $580 million. These were identified
at a BPA workshop held on March 7, 2003, and submitted as Attachment F to the Joint
Customers’ testimony. Bliven, et al., SN-03-E-JC-01. One of those cost reductions was “ Power
Resource Cost Reduction” of $30 million. The Power Resource Cost Reduction item referred to
power purchase augmentation agreements BPA has with Enron. Keep, et al., SN-03-E-BPA-11,
at 18. BPA and Enron reached a settlement on those agreements. Under the settlement BPA
agreed to pay $99 million to terminate a series of contracts with Enron. 1d. Those savings are
reflected in BPA’sfinal studies. Another area of identified cost reduction is the discussions
between the public agency customers and the |OUs to reach a settlement of the IOU Residential
Exchange Program settlement agreements. Id. BPA has described elsewhere in this ROD how
that cost reduction will be dealt with in BPA’srates, if that settlement isreached. See

section 2.7.

There are anumber of reasons why BPA did not include the other possible cost reductionsin its
initial proposal and does not believeit is prudent to include them in the final. First, because
these cost reductions were not certain, BPA believes that to include them in the rate calculation
would not be financially prudent. McCoy, et al., SN-03-E-BPA-17, at 16; see also Keep, et al .,
SN-03-E-BPA-11, at 52.

Second, including these cost reductions would have introduced a source of risk that BPA would
have needed to model. BPA did not model probabilities of specific costs being higher or lower
than the point forecasts, asit did through NORM in BPA’s 2002 power rate proposal. Keep,

et al., SN-03-E-BPA-04, at 10. Modeling these uncertainties would have required the
introduction of additional planned net revenues for risk.

Third, ICNU/ALCOA argue that BPA’ s actual and forecasted costs have dramatically exceeded,
and continue to exceed, the amount included in BPA'’ srates, and that these cost increases were
foreseeable and therefore should not be allowed to be recovered in the SN CRAC.
ICNU/ALCOA and PPC/IEA now ask BPA to do the same thing — include cost reductions that
BPA does not yet have in hand, thereby setting rates lower than BPA needs to in order to recover
its costs.

Finally, it is not necessary for the final studiesto include uncertain cost reductions. BPA is
proposing a contingent SN CRAC design that allows for resetting the SN CRAC parametersin
August 2003, based on cost savings found in specific categories. Specifically, to the extent
relevant events occur and cost savings have been identified with some certainty for the

FY 2004-2006 period, reductions in the following categories will be reflected in recalibrated SN
CRAC Thresholds, Caps, and revenue amounts. BPA Internal Operations Costs (the sum of PBL
Internal Operations and Corporate Internal Services), Corps and Reclamation O& M, CGS O&M,
BPA’s Fish and Wildlife Integrated Program O& M, and any 10U settlement. Keep, et al.,
SN-03-E-BPA-11, at 52. In addition, FY 2003 secondary revenues will be updated, and the
re-calibration of the SN CRAC Caps and the SN CRAC Thresholds will capture these changes.
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McCoy, et al., SN-03-E-BPA-17, a 9. In addition, FB CRAC Thresholds will be modified to be
the same as the thresholds for the SN CRAC. 1d. at 24. To the extent savings are realized each
year, the variable component of the proposed SN CRAC will capture those savings.

Although CRITFC framed the issue as one involving the uncertainty surrounding BPA’ s internal
operating costs, CRITFC also objects to BPA adopting the Joint Customer proposal to assume an
additional $580 million in cost reductionsin this proceeding. See CRITFC Brief, SN-03-
B-CR/YA-01, at 31. BPA agreeswith CRITFC that it would be imprudent to assume the $580
million in possible other cost cuts identified in the Financial Choices process because, as
described above, these cost cuts are not certain and therefore it would be imprudent to assume
them in the final study revenue requirement. See Section 2.7 of this ROD for a discussion of
how the variable and contingent feature of the SN CRAC design will allow for future cost
reductions to be captured in the SN CRAC rate level.

Inits Brief on Exceptions, PNGC argues that to contend that the Northwest Power Act’srate
directive to recover its system costs prevents BPA from setting rates in anticipation of reducing
its controllable costs is to misapply and abuse that directive. PNGC Ex. Brief, SN-03-R-PN-01,
at 9. PNGC states “the (draft) ROD persistsin laying at the doorstep of the customers the risk
that BPA will fail or refuse to control itsinternal spending. Unless cost cuts are identified ‘with
ahigh level of certainty,” BPA plansto use the SN CRAC to charge customers for these costs
regardless of whether savings arerealized.” 1d. citing SN-03-A-01, at 2.1-14.

BPA disagrees with PNGC' s contention that it is a misapplication and abuse of statute for BPA
to recover costs that are based on cost cuts that have ahigh level of certainty. To do otherwiseis
illogical. Asstated, it isimprudent to assume cost cuts that are not certain. Assume, arguendo,
that BPA set rates based on all assumed cost cuts regardless of certainty and then failed to
achieve such cuts. The result would be added costs that would need to be recovered. Although
theinitial rate might be low—the risk that BPA might not achieve the cost cuts must be
accounted for by either increasing the rates to account for the risk or by including arate
adjustment mechanism.

Decision 3

BPA has incorporated in the final study all cost reductions from Financial Choices that have
been identified with a high level of certainty. Additional cost cuts, which are not yet certain, are
not incorporated in the Revenue Recovery chapter of the final study.

| ssue 4

Whether BPA must reduce costs to the levels described in its May 2000 and June 2001 rates
before it should consider increasing rates.

Parties Positions

ICNU/ALCOA argue that any final proposal adopted by the Administrator in this proceeding
must recognize that BPA has contributed to its current financial circumstances. ICNU/ALCOA
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Brief, SN-03-B-IN/AL-01, at 8. ICNU/ALCOA argue BPA must reduce costs to the levels
described in its May 2000 and June 2001 rates before it should consider increasing rates. Id.;
ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 12. PNGC argues BPA must reduce its
controllable spending to well below FY 2001 actual levels. PNGC Brief, SN-03-B-PN-01,

at 3-5. ICNU/ALCOA argue BPA must gain control over certain spending that heretofore has
been considered, as a practical matter, uncontrollable. 1d. PPC/IEA argue BPA should cut costs
and use cash tools before it imposes an SN CRAC rate increase. PPC/IEA Brief,
SN-03-B-PP-01, at 8.

BPA’s Position

BPA must set ratesto recover its costs. Keep, et al., SN-03-E-BPA-04, at 13. The 2002 GRSPs
state that BPA must consider “prudent” cost management in the SN CRAC proposal, but do not
require aspecific level. Keep, et al., SN-03-E-BPA-11, at 62. BPA has created an extensive
record explaining both the reasons for the cost increases (and why it would be imprudent to cut
costs to the May 2000 levels) and the extensive cost cutting BPA is doing to prudently mitigate
the size of the SN CRAC. SeeKeep, et al., SN-03-E-BPA-04, at 3-12; Keep, et al.,
SN-03-E-BPA-11, at 2-17 and 49-55. The SN CRAC isone of three Cost Recovery Adjustment
Clauses (CRACs) that are part of BPA’s June 2001 power rate design. Keep, et al.,
SN-03-E-BPA-04, at 2. The SN CRAC isdesigned to provide a“safety net” in case BPA's
financial situation continues to deteriorate, despite implementing the Load-Based and
Financial-Based CRACs. Id. Together, these CRACs allowed BPA to adopt a genera approach
of keeping base rates low and addressing financial shortfalls as needed through implementation
of the CRACs. Id.

Evaluation of Positions

PNGC argues that imposing an SN CRAC under current economic circumstances is simply
wrong. PNGC Brief, SN-03-B-PN-01, at 3-5. PNGC argues BPA represented to its customers,
the region, and FERC that the rates set in the WP-02 proceeding were adequate to cover its costs.
Id. PNGC notes the supplemental proceedingsin WP-02 were the subject of a settlement
agreement. Id. It states that the settlement was predicated on cost levels used in the WP-02 rate
proceedings to develop base rates. 1d. PNGC states the customers recognized the future was
uncertain and offered their support to BPA by agreeing to modify ratesto include LB CRAC, FB
CRAC, and SN CRAC provisions. |d.

At thetime, BPA’s May and Supplemental proposals fully demonstrated cost recovery.

2000 Supplemental ROD WP-02-A-09, at 2-7. Asstated in BPA’sdirect case for the SN CRAC,
the PBL’ s net revenues (revenues minus expenses) that actually occurred in FY 2001 and

FY 2002 were lower than expected. Keep, et al., SN-03-E-BPA-04, at 5. However, asthe
parties acknowledge, the WP-02 rate proceeding included three cost recovery adjustment
provisions. It was the package of rate mitigation tools, including all three CRACs, which let
BPA set its base rates as low as they are, while still providing a sufficiently high TPP. Keep,

et al., SN-03-E-BPA-11, at 48. In BPA’sratefilings, costs and revenues are taken into account.
In addition, BPA’s risk analysis for the expense forecasts in the May 2000 and June 2001 rate
filings included an expected value of increased operations costs that was about $121 million
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more than the base case costs in the revenue requirement study. Id. at 15. Therisk analysiswas
done to recognize the difficulty of meeting cost targetsin light of the risks associated with the
future that the Cost Review had assumed when making its recommendations. Id. Unfortunately
for BPA and its customers, neither side of this equation (neither costs nor revenues) performed as
expected. Potential uncertainties such as these were one of the reasons BPA proposed the SN
CRAC.

PNGC states BPA raised rates to cover forecasted augmentation costs, including costs that BPA
“unlawfully incurred for service to DSI customers at rates subsidized by preference and priority
customers.” PNGC Brief, SN-03-B-PN-01, at 4, PNGC Ex. Brief, SN-03-B-PN-01, at 7.
Certainly BPA incurred augmentation costs to meet its firm contract obligations. PNGC's
allegation that BPA unlawfully incurred costs to serve DSI customers, however, is unfounded.
There is nothing on the record to support this statement, nor is this an issue within the scope of
this SN CRAC section 7(i) proceeding. BPA’s decision to serve the DSIsisafinal action taken
well before this proceeding.

PNGC states that BPA, while incurring enormous losses in market transactions that should have
been seen as a major warning sign of cost recovery problems, made ill-considered decisions, like
the litigation penalty payments to PacifiCorp and Puget Sound Energy, and substantially
increased its spending program. PNGC Brief, SN-03-B-PN-01, at 3-4. BPA isconfused by
PNGC' sreference to “enormous losses in market transactions’ since there is no evidence cited to
support its statement. BPA assumes PNGC is referring to expected secondary sales revenues
that were less than expected. Also, PNGC mischaracterizes BPA'’s settlement agreements with
PacifiCorp and Puget. These decisions were not “ill-considered,” as explained in the RODs for
such agreements. See “Financial Settlement Agreement and Amendment to Residential
Exchange Program Settlement Agreement with PacifiCorp, Record of Decision,” May 23, 2001,
and Amended Residential Exchange Program Settlement Agreement with Puget Sound Energy,
Record of Decision,” June 6, 2001. Furthermore, there are no “litigation penalty” paymentsin
the agreements. Litigation challenging the settlement agreements had been filed well before the
agreements were executed. Instead, PacifiCorp and Puget agreed to specified benefits with BPA
in the 2001 agreements. PacifiCorp and Puget were unwilling to negotiate five-year load
reduction deals with BPA at a discount to the then-current market prices because they continued
to face litigation over their underlying settlement agreements. BPA and the utilities negotiated
two prices for the 2003-2006 period; a market price if the litigation continued, and a price that
reflected areduction of risk discount if the litigation were resolved by the public agencies and
IOUs. Thisisnot a“litigation penalty.” In any event, these agreements are separate final actions
and are not subject to review in this proceeding.

There is an indisputable reason why BPA offered its regional customers load buy-down and load
reduction agreements — avoidance of potentially significant rate increases. Keep, et al.,
SN-03-E-BPA-11, at 8. Regional customer loads were being placed on BPA during a period of
historically high power costsin the West. 1d. The design of the SN CRAC alows BPA to
recover augmentation costs that the LB CRAC and FB CRAC do not recover. Id. Thereare no
limitsto the types of BPA costs that the SN CRAC can recover. Id. The SN CRAC isallowed
to recover these types of costs, otherwise it does not provide the “ safety-net” it was intended to
be. However, if public agency customers and |OUs reach a settlement of litigation challenging
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the IOUS Residential Exchange Program settlements, BPA’s costs will be greatly reduced which
could reduce the level of BPA’srates. 1d.

The five-year buydown agreements with Puget and PacifiCorp included specific provisions to
ensure that those loads would share in the SN CRAC, if one wereto be put in place. Id. Thus,
those loads continue to help sharein BPA’s costs. Id.

ICNU/ALCOA contend that BPA must reduce costs to the levels described in its May 2000 and
June 2001 rates before it should consider increasing rates. ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 8; ICNU/ALCOA EXx. Brief, SN-03-R-IN/AL-01, at 12. They argue the
Administrator can accomplish this goal by implementing aggressive spending caps and cost
reductions. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 8. They argue the Administrator
should also avoid relying upon mechanisms like open-ended CRACs and high reserves that
provide BPA with disincentives to control its costs. Id. at 9. They note BPA’sresponseto its
current financial problems contrasts dramatically with actions taken in the mid-1990s when
BPA’s rates were above market and BPA waslosing load. 1d. at 8. ICNU/ALCOA contend that
the DROD misconstrues their argument: mid-1990’s cost reduction efforts were more successful
because BPA did not have take-or-pay contracts or automatic adjustment clauses.
ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 13.

As described above, there are no limits as to the types of BPA cost categories that the SN CRAC
can recover. BPA disagrees with the contention that BPA must reduce costs to levels described
inits May 2000 and June 2001 rates before it should consider increasing rates. First, the
determination of SN CRAC itself contains no such requirement. Keep, et al., SN-03-E-BPA-11,
at 38-46. Second, BPA'’stestimony is replete with evidence as to the causes for BPA's cost
increases. Id. at 2-17; Keep et al., SN-03-E-BPA-04, at 3-8. Third, the SN CRAC proposal rate
design includes cap features. McCoy, et al., SN-03-E-BPA-10, at 4. BPA al so disputes the
allegation that when open-ended CRACs are available, they create a disincentive to the
Administrator to control spending. An automatic adjustment clause mechanism and a contingent
mechanism do not reduce BPA'’ sincentive to control costs or increase the risks that contributed
to BPA’sfinancia problems. Keep, et al., SN-03-E-BPA-11, at 53. BPA is going through
significant cost cutting efforts, both internally and with its cost partners. 1d. BPA proposed, and
customers agreed, through the rate case settlement in BPA’s 2002 Supplemental rate case, that
BPA faced many large uncertainties, most of which were beyond BPA'’s control. 1d. Without
the ability to implement the CRACs, BPA would have had to set very high base rates. 1d. The
automatic nature of the CRACs allows them to rise and fall asthe risks they are designed to
cover result in greater or lesser coststo BPA. Id.

The current automatic adjustment mechanisms were not established to create an incentive to
relax cost controls; rather they were established to deal with risks of all types, including cost
uncertainties. 1d. The fact that these risks have proved real and BPA now needs to raise its rates
to deal with these materialized risksis not a function of the rate design or lack of control effort
on BPA'’s part relative to the demands and expectations placed on it. 1d. at 54. The rate design
allowed BPA to set alower baserateinitially and only raiseratesif the need arose. 1d. The
ability to raise rates did not drive the rate increase. 1d. Therisksthe variable rate was designed
to cover drovetherate increase. Id.
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In testimony, BPA states that the comparison between today’ s cost-reduction efforts and those in
the mid-1990sisflawed. Id. The competitive situation in the mid-1990s is different than today’s
situation. Regardless of the take-or-pay nature and cost recovery adjustment clause in the
Subscription power sales contracts, the mid-1990’ s posed a different kind of challenge to BPA
than the financial challenge BPA facestoday. BPA'’srelationship with its customers has evolved
since the mid-1990s and the electricity market is very different aswell. 1d. BPA’soverall
expense structure reflects the load obligations placed on BPA by its customers, the service-level
expectation of BPA'’ s stakeholders, and the required functional split between the Power and
Transmission Business Lines. 1d. Additionally, managing and implementing Subscription
contracts, implementing the CRAC-rates structure, and acquiring and managing BPA’s
augmentation portfolio have placed upward pressure on costs. Id. Further, deregulation and
restructuring, along with the West Coast power crisisin 2000-2001, required expense increases
in order to respond to the increase in complexity of the electricity market, scheduling protocols,
congressional and FERC inquiries, etc. 1d. Additionally, the increasing risks and revenue
opportunities in the power market have dictated increases in expenses to manage those risks and
maximize surplus revenues, and increases in spending on automated systems to manage business
and operational functions. Id. at 55. Conservation and renewable resource devel opment was
required in the face of West Coast supply deficits revealed during the 2000-2001 drought.

Id. at 54-55. Further, a constant flow of regional policy issues has required ongoing staffing, as
has RTO development and administration of the Asset Management Strategy with the Corps and
Reclamation. 1d. at 55. The split of Power and Transmission Business Lines and compliance
with FERC standards of conduct and other requirements have increased costs and staff demands.
Id. All of these factors differentiate the cost-cutting environment of the mid-1990s from today.
Id.

ICNU/ALCOA argue that BPA’s SN CRAC proposal does not recognize that its financial
problems are largely aresult of BPA exceeding the costs contained in its May 2000 rates.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 4; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01,
at 12. They argue that the SN CRAC proposal also fails to implement responsible, prudent
remedies for BPA’sfailure to control its costs. Id.

As described above, BPA continues to pursue additional cost cuts. BPA has included substantial
cost cuts (net reductions total over $80 million) that BPA is confident can be achieved with a
high degree of certainty. However, the GRSPs specify the conditions for the SN CRAC to
trigger. ICNU/ALCOA incorrectly assume that a benchmark exists that ties BPA’sright to
implement the SN CRAC to the May 2000 rates. No such benchmark exists. The 2002 GRSPs
state that BPA must consider “prudent” cost management in the SN CRAC initial proposal, but
do not require a specific level. Keep, et al., SN-03-E-BPA-11, at 62. Therecord isextensivein
developing an explanation for both the reasons for the cost increases (and why it would be
imprudent to cut costs to the May 2000 levels) and the extensive cost cutting BPA is doing to
prudently mitigate the size of the SN CRAC. Keep, et al., SN-03-E-BPA-04, at 3-12; Keep,

et al., SN-03-E-BPA-11, at 2-17 and 49-55. ICNU/ALCOA suggest prudent remedies ought to
apply if BPA cannot control costs. BPA’srate directives require that BPA’s total system costs
be recovered in rates established in accordance with section 7 of the Northwest Power Act. Any
remedy, presumably afinancial one, must ultimately be borne by BPA’s customers.
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Asapart of itsoverall cost management plan, the PBL has established informal monthly
meetings with customers, customer representatives and constituents to review current year actual
and forecast expense levels for both program and internal operations expenses charged to power
rates. Intheseforums, the PBL also reports on changes to expense levels including reductions
taken to date. Keep, et al., SN-03-E-BPA-11, at 37. Additionally, the parties have requested
that BPA provide amore formal opportunity to review BPA’ s finances and spending levels.
While not part of the rate case process, in response, and in addition, to the formal public
workshops for the SN CRAC described in the GRSPs, BPA has committed to provide an
ongoing process of cost disclosure by BPA and opportunities for customers and othersto review
costs and provide input to BPA.

Decision 4

BPA is not required to reduce costs to the levels described in its May 2000 and June 2001 rates
before it considersincreasing rates.

|ssue 5

Whether BPA's proposal should include the assumption that additional financial liquidity tools
will be used to lower rates and raise TPP.

Parties' Positions

ICNU/ALCOA argue that BPA can prudently use more liquidity tools than it used in itsinitial
proposal, and should do so to reduce the SN CRAC. ICNU/ALCOA Brief, SN-03-B-IN/AL-01,
at 17-18. They contend BPA can rely upon prudent financial tools and liquidity options as
measures of last resort to avoid arate increase. 1d. at 23; ICNU/ALCOA Ex. Brief,
SN-03-R-IN/AL-01, at 14.

ICNU/ALCOA believe that BPA’ s utility and end-use customers are willing to risk potential cost
increases related to the use of the financial liquidity toolsin order to reduce or eliminate an SN
CRAC rateincrease. Id.

NRU states the rate case record gives the Administrator specific tools that can be used to
substantially mitigate, if not outright eliminate, an SN CRAC Adjustment in 2004. NRU Brief,
SN-03-B-NR-01, at 5. NRU argues that though they are not proposing use of these toolsin lieu
of the proposed SN CRAC, or as adirect meansto lower the size of any SN CRAC identified at
this point in time, with atilted SN CRAC, the agency will have sufficient time to analyze some
of the tools and potentially use them if necessary to increase reserve levels to help manage the
size of any SN CRAC that may be needed for FY 2005-2006. NRU Ex. Brief, SN-03-R-NR-01,
at 9.

PNGC argues BPA should employ available liquidity toolsto avoid imposing an SN CRAC rate
increase. PNGC Brief, SN-03-B-PN-01, at 5. PNGC believesthat BPA has, among other things,
retreated materially from itsinitial proposal, and wasted the customers’ time and resources
initiating extensive discussions and generating information concerning the use of additional
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available cash tools, which it now refuses to employ to avoid arate increase. PNGC EXx. Brief,
SN-03-R-PN-01, at 3-4.

SUB argues BPA should reflect the use of cash toolsin the ToolKit model when developing the
SN CRAC to minimize SN CRAC thresholds and limits. SUB Brief, SN-03-B-SP-01, at 19.
SUB'’ s proposal would only assume (but not require) the use of the $250 million Treasury note
for 2006, giving BPA the ability to recover any shortfall and repay Treasury in 2007 (in the
following rate period). SUB EXx. Brief, SN-03-R-SP-01, at 10.

GPU contends BPA has several financial mechanisms to further reduce its need for the SN
CRAC rate increase, and must use all financial mechanisms at its disposal to avoid the SN
CRAC rateincrease. GPU Brief, SN-03-B-GP-01, at 4-5.

PPC/IEA argue BPA should employ whatever means it has, including use of cash tools, before
resorting to another rate increase and BPA should use its available cash tools to obtain a higher
TPP. PPC/IEA Brief, SN-03-B-PP-01, at 8-9.

WPAG callsfor BPA to take extraordinary actionsin all areas, including utilizing cash tools, to
eliminate the need for awholesale power rate increasein FY 2004. WPAG Brief,
SN-03-B-WA-01, at 2. Using no cash management tools is an overly conservative approach, and
limited use of one or more of the numerous cash tools to provide rate relief to the region is both
necessary and appropriate under current conditions. WPAG Ex. Brief, SN-03-R-WA-01, at 13.

Canby argues that the draft ROD does not adequately make the case for the SN CRAC, because
BPA’sfinancial condition hasimproved, and BPA has not availed itself of the financial tools that
would make an SN CRAC unnecessary. Canby Ex. Brief, SN-03-R-CA-01, at 2.

BPA's Position

BPA’sinitial proposal reflected cost reductions and cash tools, including the use of borrowing
for long-lived assets where appropriate. Keep, et al., SN-03-E-BPA-11, at 45. BPA considered
the potential use of ENW debt extension proceeds to minimize rate adjustments, athough BPA
determined this latter option was imprudent. 1d.

BPA should not assume use of the Treasury note to lower rates or raise TPP. Keep, et al.,
SN-03-E-BPA-11, at 60. To date, Treasury has made it clear that they do not view paymentsin
prior years as available to satisfy current year obligations. Id. at 43. BPA has no evidence that it
can rely on previous payments of accelerated amortization to fulfill payments for current year
Treasury obligations. Id.

BPA intends to keep the option of using cash tools for short-term liquidity needs, but does not
intend to employ them further to reduce rates. Keep, et al., SN-03-E-BPA-11, at 45-46. Thereis
no requirement that BPA must use al its financial toolsin lieu of arateincrease. Id. at 41.
BPA’sintention on a planning basisis to conform to the Debt Optimization Program. 1d, at 62.
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Evaluation of Positions

ICNU, ALCOA, NRU, SUB, Canby, and PNGC argue generally that BPA should use cash tools
to reduce or eliminate an SN CRAC rate increase. ICNU/ALCOA Brief, SN-03-B-IN/AL-01,

at 17-18; INCU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 14; NRU Brief, SN-03-B-NR-01,

at 5; SUB Brief, SN-03-B-SP-01, at 9; PNGC Brief, SN-03-B-PN-01, at 5; Canby Ex. Brief,
SN-03-R-CA-01, at 2. However, intheir oral argument, NRU stated that as a result of new facts,
NRU no longer sees the need to propose the use of creative financial tools to achieve sufficient
TPPin FY 2003 and FY 2004; but these tools should be analyzed and ready should conditions
deteriorate later in the rate period. Oral Argument Tr. at 100.

Several parties suggested or recommended use of specific cash tools. GPU contends BPA has
several financial mechanisms to further reduce its need for the SN CRAC rate increase, including
obtaining recognition from the Treasury that accelerated amortization repayments by BPA can be
used to offset future payment obligations, recovery by Energy Northwest of abandoned bearer
bonds, and use of the existing $250 million short-term Treasury note. GPU Brief,
SN-03-B-GP-01, at 4.

PPC argues BPA’s SN CRAC analysis should assume recovery of ENW bearer bonds, and BPA
should use its available cash tools to obtain a higher TPP. PPC/IEA Brief, SN-03-B-PP-01, at 9.
Specifically, they point to the $250 million Treasury note. Id. In addition, they argue BPA
could use a portion of the ENW refinancing proceeds as areserve of last resort to ensure
Treasury repayment with repayment of these funds during the current rate period, although they
believe BPA can avoid an SN CRAC without recourse to thistool. Id.

WPAG arguesit is crucial that BPA take actions to eliminate an SN CRAC rate increase,
including: (1) renewing efforts to obtain credit from the Treasury for accelerated repayments
made during this rate period; (2) retaining a portion of the proceeds from the Energy Northwest
refinancing activities undertaken this year to provide an interim reserve of last resort to ensure
Treasury payments are made; and (3) reflecting the recovery of Energy Northwest bearer bonds.
WPAG Brief, SN-03-B-WA-01, at 3.

While these parties recommend BPA use cash tools, and in some cases chastise BPA for not
using them, in fact BPA is using cash tools to minimize the level of the SN CRAC. Keep, et al.,
SN-03-E-BPA-11, at 45. BPA has not refused to use financial tools in the context of this SN
CRAC proposal, but does not agree with these parties on the obligation nor magnitude of use of
such tools. Despite WPAG’s claim that BPA “fail(ed) to use even one of the twelve cash
management tools that have been identified in this proceeding (See WPAG EX. Brief,
SN-03-R-WA-01, at 5-6), BPA’s proposal reflects the following actions, which all serveto
reduce the level of an SN CRAC rate increase:

(@ Asrecommended by several parties (GPU Brief, SN-03-B-SG-01, at 4, WPAG Brief,
SN-03-B-WA-01, at 3; PPC/IEA Brief, SN-03-B-PP-01, at 9), BPA’sfinal proposa
recognizes ENW’ s $22 million payment to BPA related to a settlement with Bank of
America on BPA-backed bearer bonds. Keep, et al., SN-03-E-BPA-11, at 50.
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(b) BPA requested and ENW implemented a process to release bond reserve funds by
purchasing surety bonds. Keep, et al., SN-03-E-BPA-11, at 45. These reserve fund
free-ups added $60 million in cash to BPA’s FY 2003 cash flow. SN CRAC Study,
SN-03-E-BPA-01, at 7-15. Another $68 million will be released during ENW’s

FY 2004, lowering the amount BPA needs to recover through rates. McCoy, et al.,
SN-03-E-BPA-10, at 16.

(c) InFY 2002, ENW proposed, and BPA agreed, to start issuing debt for new capital
investments. Keep, et al., SN-03-E-BPA-11, at 45-46. This change reversed historical
practice and reversed the accounting and revenue financing that had occurred in prior
years for the Independent Spent Fuel Storage Installation at CGS. 1d. ENW and BPA are
in the process of issuing bonds for this capital project and other anticipated projects for
FY 2004. 1d. Contrary to the ENW standard of levelized debt service, the ENW board
has agreed to schedule principal paymentsto start in FY 2007. 1d.

(d) In keeping with the spirit of parties’ proposals to delay cash payments until later in

the rate period, BPA has shaped the payments to Treasury for the Judgment Fund

associated with the Enron settlement. Keep, et al., SN-03-E-BPA-11, at 45. Payments

will remain within the original term of the Enron contracts, but are heavily weighted

toward the end of therate period. 1d. InitsBrief on Exceptions, WPAG argues that the

following actions from BPA result in an unnecessary SN CRAC rate increasein

FY 2004:

e Collecting the costs of the Enron settlement in advance of the actual payment
obligation

e Electing not to make use of the ability to defer the Enron settlement payment
obligation until 2010

e Failing to use even one of the twelve cash management tools that have been identified
in this proceeding

WPAG EXx. Brief, SN-03-R-WA-01, at 5-6. Thisargument isflawed in several ways. First,
addressing the third bullet, BPA has not failed to use cash management tools. WPAG’slist of
cash management tools includes “ Use the timing flexibility in the repayment of the Enron
settlement costs.” Id. at 13. Asdescribed above, BPA has done exactly that, by accessing the
Department of Justice Judgment Fund to decrease significantly BPA’s FY 2004 cash payment
relating to the Enron settlement.

Second, WPAG criticizes BPA for “raising the SN CRAC rate level” by “collecting . . . in
advance of the actual payment obligation.” Id. Thisargument appears to be addressing the way
the expenses related to the settlement are accounted for. There are two issues here. Thefirstis
the reason for the accounting treatment. BPA isrecognizing the expenses related to the
settlement by prorating them based on the expenses associated with the original Enron contracts,
rather than based on the cash repayments to the Judgment Fund. The payments to the Judgment
Fund are, in essence, repayment of aloan. BPA believes the correct accounting treatment
according to the GRSPs is to record the expense of the Enron settlement in the same time period
asthe original contracts with Enron and prorate the same as the original payments to Enron.
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The second issue is the impact of thistreatment. Contrary to WPAG’s claim, this treatment does
not increase the SN CRAC. Any impact of the accounting treatment isonly to the LB CRAC.
BPA believes the accounting treatment is correct, and the LB CRAC will be lower than it would
have been in FY 2004 absent the settlement. Additionally, the use of the Judgment Fund results
in higher ending reserve levelsin FY 2003 and 2004 than BPA would otherwise have, which
raises TPP and resultsin alower SN CRAC rate, not a higher one.

Third, WPAG aso argues that BPA should have moved all payments to the Judgment Fund out
to 2010. BPA is planning to keep the payments within the original term of the Enron contracts,
Keep, et al., SN-03-E-BPA-11, at 45, thus BPA isfollowing the principle of collecting from
those who get the benefits. BPA has maintained some cash flexibility by having a possibility of
deferring payment out to 2010, but intends to make the payments within the original contract
term.

Several parties recommend assuming use of the $250 million Treasury note. SUB EX. Brief,
SN-03-R-SP-01, at 10; GPU Brief, SN-03-B-GP-01, at 4; PPC/IEA Brief, SN-03-B-PP-01, at 9;
ICNU/Alcoa Ex. Brief, SN-03-R-1C/AL-01, at 14. BPA views use of the Treasury note as a tool
that is available for short-term liquidity purposes, if necessary. However, planning to useit, and
lowering rates with the expectation that it will be used, is not a position BPA iswilling to take,
given that it exacerbates longer-term financial impacts and would be viewed negatively by rating
agencies. Keep, et al., SN-03-E-BPA-11, at 60.

Several parties recommend that BPA reduce any SN CRAC rate increase by obtaining, or
renewing efforts to obtain, recognition from Treasury that advanced amortization payments to
the Treasury, related to the ENW Debt Optimization Program, be used to offset future payment
obligations. GPU Brief, SN-03-B-GP-01, at 4; WPAG Brief, SN-03-B-WA-01, at 3. BPA has
proposed to Treasury that it be allowed to credit advance payments against later payments that
would otherwise be missed, and intends to continue such discussions. However, to date,
Treasury has made it clear that they do not view payments in prior years as available to satisfy
current year obligations. Keep, et al., SN-03-E-BPA-11, at 43. Thereisno basis on which to
assume that BPA would obtain Treasury’s concurrence. Id. at 60. Thus, BPA cannot prudently
assume such recognition in the final proposal, given the current lack of acceptance from
Treasury. BPA believesthat if it were to assume such treatment, Treasury and othersin the
Administration would view this as a BPA deferral of Treasury payment, and serious political
repercussions could result. Id. at 44. See also thisROD, at chapter 3. Additionally, the Debt
Optimization Program has the primary purpose of restoring and extending BPA borrowing
authority. SN-03 Study, SN-03-E-BPA-01, at 3-11. Using the advanced amortization payments
as “prepayments’ in inconsistent with the Debt Optimization Program. BPA believesthe
program provides value to the region, and planning to use the proceeds for purposes other than as
envisioned by the program puts the program at risk. Keep, et al., SN-03-E-BPA-11, at 57.
Therefore, even if Treasury did agree to recognition of prior payments, BPA would not want to
use them to avoid an SN CRAC rate increase.

BPA will have $315 million from extending ENW principal due this year into the
2013-2018 period. Keep, et al., SN-03-E-BPA-11, at 56. Several parties recommend using
some or all of these funds to increase reserves, thus reducing the need for an SN CRAC rate
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adjustment. BPA intends to make payments on higher-interest Treasury debt with these funds,
consistent with the Debt Optimization Program. Id. This entails repaying the same amount of
combined Federal and non-Federal debt that was planned in the May 2000 rate proposal, using
proceeds from extending ENW debt to repay an equivalent amount of higher-interest Federal
debt. Id. at 62. Aswith the previousissue of recognizing prior year advance amortization
payments as payment for current year obligations, BPA believes planning to use the proceeds for
purposes other than paying Federal debt puts the program at risk. Id. at 57. The Debt
Optimization Program has the primary purpose of restoring and extending BPA’s borrowing
authority, and is expected to result in lower interest expense overall aswell. SN-03 Study,
SN-03-E-BPA-01, at 3-11. Since BPA believes the program provides value to the region, Keep,
et al., SN-03-E-BPA-11, at 57, BPA will not plan on holding ENW debt extension proceeds to
lower the SN CRAC rate. Keep, et al., SN-03-E-BPA-11, at 57-58.

BPA acknowledges that these funds could be applied in other ways. 1d. at 56. Just asthe
Administrator stated in the letter cited in the Coalition Customers' testimony, “extraordinary
cash tools, such as use of ENW refinancing proceeds or the Treasury note, are BPA’s last line of
financial defense.” 1d. “Using $100 million of ENW debt extension proceeds to avoid an SN
CRAC meansthat the last line of defense isthat much smaller.” 1d. In other words, using these
proceeds to decrease rates (or avoid increasing them) means they are unavailable for other
purposes. 1d. BPA recognizes that these funds may be necessary for short-term liquidity
purposes, such as making the scheduled year-end Treasury payment or for cash flow in October
or November. 1d. Because of this, and because other actions and factors are acting to decrease
the proposed expected rate increase, BPA does not plan to use these tools in rate setting. 1d.

BPA recognizes ENW'’ s reduced debt service costs for what they are, an extension of bond
principal, which would otherwise have been paid off at maturity. 1d. at 41. That principal
extension, on its own, is pushing a significant amount of debt into future years. Id. Without
planning for the corresponding payment of Treasury debt, the act of extending the ENW debt
would be financially imprudent. 1d. In order to be effective and justifiable, the Debt
Optimization Program is a two-part transaction extending ENW principal and paying down
Treasury debt. Id. Thisisconsistent with the intent of the SN CRAC. Id.

The following are reasons for continuing the Debt Optimization Program as originally intended:

e BPA hasaready employed several financial tools that it considers prudent as described
elsewherein thisROD;

e Useof the proceeds as proposed by the customers will jeopardize the future of the
program, which BPA believes provides value to the region. The understanding with
ENW does not envision along-term use of these funds, even under serious financial
conditions;

e Useof the proceeds as proposed will jeopardize bond ratings on BPA-backed bonds.
Recently issued bond Official Statements state that “[t]he possible financial tools
Bonneville may rely on to meet cash flow needsin early fiscal year 2004 include among
other items:. (i) deferring al or a portion of planned early repayments and amortization of
about $315 million in bonds issued by Bonneville to the United States Treasury and
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appropriations repayment obligations by Bonneville to the United States Treasury at the
end of fiscal year 2003 in great part under the Debt Optimization Proposal, (ii) seeking
access to short-term borrowing with the United States Treasury under Bonneville's
existing borrowing authority, or (iii) deferring scheduled interest and/or principal
payments to the United States Treasury, meaning planned payments to the United States
Treasury as scheduled under applicable repayment criteriain contrast to the advance
amortization payments described in clause (i).”

Keep, et al., SN-03-E-BPA-11, at 57-58. Standard and Poor’s has said “rating concerns that
could prompt a downgrade include: the use of any debt restructuring savings to offset current
operating expenses which would constitute a deferral of the cost recovery needed into future
years.” Id. at 59-60, citing the SN-03 Study, SN-03-E-BPA-01, Attachment 1-1. While BPA
believes the Official Statements give BPA some flexibility with regard to use of the proceeds,
Id. at 57-58, it isimprudent to depart from the plan except in the most dire of financial
emergencies.

BPA isalso very concerned about moving costs into the next rate period. Keep, et al.,
SN-03-E-BPA-11, at 58. Using the ENW debt extension proceeds as areserve fund in FY 2004
or FY 2005 would require alarger SN CRAC in FY 2006 or a higher rate in the post -2006
period. 1d. Whileit could be preferable for short-term impacts to move these repayment costs
beyond the current rate period, such actions will be difficult to defend to the financial community
and with ENW, and may have a material adverse impact on BPA’s Debt Optimization Program.
Id. BPA’s Debt Optimization Program and the rating agencies perception of BPA’s
creditworthiness both provide value to BPA’s customers and the region. 1d.

The record does not indicate that it is prudent to rely further on cash tools to reduce an overall
rate increase that may now, with other actions taken in and outside of the rate case, be much
smaller and possibly nonexistent. BPA intends to keep the option of using additional cash tools
for short-term liquidity needs, but does not intend to employ them further to reduce rates. Keep,
et al., SN-03-E-BPA-11, at 45-46. BPA isconsidering actions such as pursuing additional
reserve fund free-ups and refinancing opportunities, and BPA’ s proposed variable rate design
would allow future refinancings, after they have been completed, to be reflected in the annual
calculation of the SN CRAC rate for the subsequent year. Lefler, et al., SN-03-E-BPA-13, at 6.
Many of the actions GPU proposed in its direct testimony would be imprudent: BPA will not
use cash tools to lower the SN CRAC rate, and BPA will not assume that agreements with
Treasury not currently in place alow for lowering the SN CRAC rate. McCoy, et al.,
SN-03-E-BPA-17, at 13. Asnoted above, BPA’sfinal study already reflects the use of cash
tools.

Decision 5

BPA will continue to reflect in its modeling only financial tools that already have been accessed.
BPA will not assume use of the Treasury note or the ENW proceeds to lower rates or raise TPP.
BPA will not assume it can rely on previous payments of accel erated amortization to fulfill
payments for current year Treasury obligations.

SN-03-A-02
Page 2.1-25



| ssue 6

Whether the SN CRAC should include an explicit limit on expenditures on capital items at a level
equal to the sum of Treasury borrowing and appropriations, and a cap on principal payments to
Treasury at levels not to exceed the sum of amounts due in the fiscal year, amounts scheduled to
be repaid in the May 2000 rate case, and savings available from the refinancing of ENW bonds.

Parties' Positions

WPAG argues that BPA should structure the SN CRAC such that BPA cannot collect revenues
through the SN CRAC for amounts spent on revenue-financed capital investments or
prepayments. WPAG Brief, SN-03-B-WA-01, at 18. WPAG suggeststhat if BPA’sresponse is
that it has no intention of exceeding the rate case forecasted levelsin these areas, it is difficult to
understand why BPA isreluctant to agree in writing to forego an action they have no intention of
taking. Id. at 19.

BPA'’s Position

It isnot BPA’sintent to use SN CRAC revenuesto directly fund capital programs. Lefler, et al.,
SN-03-E-BPA-13, at 6-7. Both the May 2000 Proposal and the current proposal reflect BPA's
power capital costs being fully funded by Treasury bonds or Congressional appropriations. |d.
BPA is not proposing to revenue-finance any power-related capital investment. Id. BPA has
never revenue financed capital investments unless a revenue-financing assumption has been
incorporated when setting rates, for instance in the 1995 general rate case, which included

$15 million for FY 1996 in each of the power and transmission revenue requirements. Id. For
these reasons, BPA does not see a need to include limits on revenue financing. Id. “We don't
want to put anything in any provisions that may be misconstrued in some way and . . . reduce the
Administrator's flexibility.” Tr. 74.

Evaluation of Positions

WPAG contends that the use of rate revenues to finance capital projects and to prepay Treasury
obligations and/or appropriations can increase the likelihood of an SN CRAC rate increase.
WPAG Brief, SN-03-B-WA-01, at 18. WPAG argues thisis true because reducing the amount
of cash that BPA has as financial reserves reduces the TPP and increases the likelihood that the
SN CRAC retrigger thresholds will be exceeded. 1d., citing Saleba, et al., SN-03-E-WA-01,

at 21-22. WPAG argues that since the amount of rate revenues used to finance capital projects
and to repay Treasury obligations and/or appropriations is not limited by any BPA policy or
statute and is within the control of BPA, thisis another area where actions taken by BPA that
diverge from rate case forecasts should not automatically result in aretriggering of the SN
CRAC. Id.

BPA has never revenue-financed capital investments unless a revenue-financing assumption has
been incorporated when setting rates as, for instance, in BPA’s 1995 general rate case, which
included $15 million for FY 1996 in each of the power and transmission revenue requirements.
Lefler, et al., SN-03-E-BPA-13, at 6-7. However, the timing of eventsis such that BPA never
precisely borrows dollar-for-dollar for capital programsin agiven year. 1d. In so doing,

SN-03-A-02
Page 2.1-26



deferred borrowing is created. 1d. Deferred borrowing refers to capital expenditures that will be
funded by borrowing from Treasury, but are temporarily financed with revenues. 1d. Deferred
borrowing is the difference between cumulative capital expenditures and cumulative borrowing
for each capital program. 1d. Although this could be characterized as revenue financing, it isa
temporary event. Id. Inaddition, deferred borrowing is part of BPA’sfinancial reservesand is
available for risk mitigation. Id.

It isnot BPA’s intent to use SN CRAC revenuesto directly fund capital programs. Lefler, et al.,
SN-03-E-BPA-13, a 7. Since this recommendation is intended to prevent an action that BPA
does not intend to take, BPA does not see a need to include limits on revenue financing by
including the proposed cap. 1d.

WPAG proposes that principal payments of Federa debt be capped at levels not to exceed the
sum of amounts due in the fiscal year, amounts scheduled to be repaid in the May 2000 rate case
50-year repayment study, and savings available from the refinancing of ENW bonds. WPAG
Brief, SN-03-B-WA-01 at 18, citing Saleba, et al., SN-03-E-WA-01, at 23.

What WPAG advocatesis generaly what BPA has been following in the current rate period as
well as prior rate periods since getting back on track making amortization paymentsin the
mid-1980s. Id. Historically, it isonly through the Debt Optimization Program that BPA has
previously repaid more power-related Federal principal than the amounts planned in rate filings.
Id. Otherwise, annual payments have only exceeded the rate filing plan in minor ways, such as
when end-of-year adjustments for over-payment of appropriations interest are applied to
amortization or when the payment of a whole bond cause the actual payment to exceed the plan
(e.9., scheduled payment is $148 million but three $50 million bonds are repaid, thus resulting in
$2 million payment above the scheduled amount). 1d. BPA does not see a need to include the
proposed cap. Id.

On both these issues, the recommendations are intended to prevent actions that BPA does not
intend to take. However, unintended and unforeseen consequences and complications could
result from crafting language without having time to fully and carefully consider potential
consequences and appropriate restrictions.

Decision 6

While BPA does not plan to revenue-finance capital items, and does not expect that annual
paymentsto Treasury will exceed the rate filing plan other than in minor ways, the SN CRAC
will not include an explicit limit on expenditures on capital items at a level equal to the sum of
Treasury borrowing and appropriations, and will not explicitly cap principal payments of
Federal debt.

2.1.2 Regional Economy

BPA began this section 7(i) SN-03 CRAC rate hearing in poor financial shape. BPA’s prognosis
was for further deteriorating financial health. The record of this proceeding reflects the several
causes for BPA’sweak financial condition. See Keep, et al., SN-03-E-BPA-04, at 5-7. In order
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toregain itsfinancial health, BPA’sinitial proposal set a prospective rate level of 15.6 percent
(average expected value rate level for 2004-2006 above total rate level for 2003). The near-term
implications of such arate increase for afragile Northwest economy were of great concern, but
so were the long-term implications if BPA failed to recover its costs through its rates.
Fortunately for BPA and the parties, over the course of months during which this hearing has
taken place, BPA’s prognosis has changed for the better. See Tr. at 40-42. Some parties have
even described a“March Miracle.” Oral Argument Tr. at 15. Based on improvementsin BPA's
financial condition that are on the record, including substantial cost reductions of more than

$80 million, more favorable hydro conditions and market prices, as well asimprovementsin
cash, it istherefore reasonable for the Administrator to bring the average expected value of
2004-2006 rates down to about 5 percent above the total rate level for 2003. Issues raised by
parties during this hearing regarding the region’s economic condition and potential rate impacts
are addressed below.

Issue 1

Whether BPA's SN CRAC proposal comports with the statutory requirement to adopt the lowest
possible rates consistent with sound business principles.

Parties' Positions

GPU contends that BPA’s current proposal does not achieve the ratemaking standard to adopt
rates that are as low as possible, consistent with sound business principles. GPU Brief,
SN-03-B-SG-01, at 3. GPU cites Central Lincoln PUD v. Johnson, 735 F.2d 1101 (9" Cir.
1984); Northwest Power Act section 7(a)(1), 16 U.S.C. 8 839¢(a)(1); Flood Control Act of 1944
section 5, 16 U.S.C. § 825s; and Federal Columbia River Transmission System Act sections 9
and 10, 16 U.S.C. 88 838g and 838h.

BPA’s Position

BPA’s SN CRAC proposal is consistent with BPA’s statutory obligation to adopt the lowest
possible rates consistent with sound principles. See 68 Fed. Reg. 12049 (March 13, 2003). BPA
istaking steps to reduce or eliminate the proposed SN CRAC, and is seeking to set rates as low
as possible sufficient to recover its costs in accordance with sound business principles. Keep,

et al., SN-03-E-BPA-11, at 18.

Evaluation of Positions

GPU contends that BPA’s need for a SN CRAC has changed significantly from the time of
BPA’sinitial proposa—BPA’ s financial condition has greatly improved due to projected
secondary revenues, the Enron settlement, the Bank of America settlement, and other factors.
GPU Brief, SN-03-B-SG-01, at 3. GPU argues that BPA has several financial mechanismsto
further reduce its need for the SN CRAC rate increase; 1d. at 4, and that if BPA implemented
these mechanisms, and given the recent improved financial conditions, BPA could avoid
imposing any SN CRAC rateincrease in FY04. Id. at 5. Given the dire conditions of the Pacific
Northwest economy and BPA'’ s statutory obligation to minimize its rate impacts on its
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customers, GPU argues BPA must use al financial mechanisms at its disposal to avoid the SN
CRAC rate increase. |d.

BPA istaking all reasonable steps to reduce or eliminate the proposed SN CRAC and is seeking
to set rates as low as possible sufficient to recover its costs in accordance with sound business
principles. Keep, et al., SN-03-E-BPA-11, at 18. To that end, BPA has lowered the TPP
standard as low as BPA feelsit can, to accommodate the concerns raised by BPA’s power
customers. Id. At the sametime, BPA is cognizant of its statutory obligation to recover its costs,
as provided in section 7(a)(1) of the Northwest Power Act. BPA cannot disregard its paramount
statutory directive to recover its costs, even during tough economic times.

BPA must also review such suggestionsin the context of BPA’s obligation to recover its costs.
Id. at 19. Asstated in BPA’ s direct testimony, “BPA is concerned about the impact of any rate
increase on the economy of the Pacific Northwest, so direction was given to staff that the rate
design should mitigate the level of any rate increase, to the extent possible.” Keep, et al.,
SN-03-E-BPA-04, at 13. BPA continuesto ook for waysto limit the size of any rate increase by
controlling and cutting costs, within the bounds of setting rates to recover costs. |d. BPA must
set rates to recover itscosts. 1d. Without such a determination, BPA cannot set an arbitrary limit
such as no total rate increase compared to FY 2003 total rate levels, as suggested above, to
establish the level of the SN CRAC.

Decision 1

BPA’s SN CRAC proposal comports with the statutory requirement to adopt the lowest possible
rates consistent with sound business principles.

| ssue 2

Whether BPA properly considered the potential impact an SN CRAC might have on its customers
and their consumer s given the present economic state of the regional economy.

Parties Positions

Several parties note the poor state of the Northwest economy. Golden Northwest Brief,
SN-03-B-GN-01, at 13; ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 12; NRU Brief,
SN-03-B-NR-01, at 4; PNGC Brief, SN-03-B-PN-01, at 3; PPC/IEA Brief, SN-03-B-PP-01,

at 10; WPAG Brief, SN-03-B-WA-01, at 2. Parties express concern over the potential impact an
SN CRAC might have on the Northwest economy. “[T]estimony from numerous parties
confirms that the economy in the Pacific Northwest is mired in the worst recession in the
Nation.” Golden Northwest Brief, SN-03-B-GN-01, at 13. “Many customers emphasized the
stagnant economy and the harm that a further BPA rate increase would impose on the Region.”
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 12. “BPA’s customers have shown that, at both
the utility and end use customer level, another rate increase would further harm an already poor
economy.” NRU Brief, SN-03-B-NR-01, at 4. “Numerous regional utility customers of BPA
and of [sic] some of their major retail customers have submitted testimony that shows that the
Region cannot afford an SN CRAC charge without placing at risk many, many jobsin the
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Region.” PNGC Brief, SN-03-B-PN-01, at 3. “[A] rate increase would be very harmful to the
economy.” PPC/IEA Brief, SN-03-B-PP-01, at 10. “When BPA commenced this proceeding,
the economy of the Northwest was gripped by a severe economic recession. ... These
circumstances have not improved during the intervening three months.” WPAG Brief,
SN-03-B-WA-01, at 2.

BPA'’s Position

BPA is concerned about the impact of any rate increase on the economy of the Pacific
Northwest, so direction was given to staff that the rate design should mitigate the level of any
rate increase, to the extent possible. Keep, et al., SN-03-E-BPA-04, at 13.

Evaluation of Positions

PNGC acknowledges that BPA staff’ s rebuttal testimony assures the customers that BPA is
sensitive to these concerns, although PNGC alleges that BPA’s rate design favors BPA's
financial condition. PNGC Brief, SN-03-B-PN-01, at 3. NRU does not believe that an SN
CRAC is necessary to protect the agency financialy in 2004. NRU Brief, SN-03-B-NR-01, at 4.
Nevertheless, if the Administrator determines to proceed with the adjustment NRU urges the
Administrator to mitigate the effect of such an adjustment. Id. NRU contends that it and other
parties have demonstrated the negative impact of further rate increases on the Northwest
economy. |d.

PNGC states that in the draft ROD BPA says that it is concerned about the welfare of the Pacific
Northwest and its economy. PNGC Ex. Brief, SN-03-R-PN-01, at 5. PNGC contends that
throughout the draft ROD BPA “employsits familiar rhetoric about the inarguable, viz, its
obligations to recover its costs, pay Treasury on time, and make ‘ prudent’ and ‘ businesslike’
decisions, to bury any suggestion that it might decide to do something really helpful to retail
customers who need the rate relief now.” Id. NRU contends that BPA is not recognizing the
fragile health of the Northwest economy and appears to believe that “ mere acknowledgement of
the testimony is adequate consideration of the problems faced by Northwest industry.” NRU Ex.
Brief, SN-03-R-NR-01, at 3. ICNU/ALCOA argue that despite BPA’s alleged concern for the
regional economy the draft ROD rejects the customers’ requests and makes little effort to
account for the impact the SN CRAC rate increase would have on its customers and the regional
economy. |CNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 7. ICNU/ALCOA argue that the
Administrator avoids responsibility for BPA’srolein the regional economy by “inappropriately
placing the burden on end-use customersto reduce ‘al other costs' to absorb BPA’s higher
power costs. Id. citing draft ROD at 2.1-27 to 2.1-32. ICNU/ALCOA argue that BPA concludes
that if customers take extreme measures, such as significantly reducing their labor costs, then
these customers should be able to “ operate economically with higher power costs.” Id.

PPC/IEA argue that BPA fails to acknowledge the continued dismal state of the regional
economy. PPC/IEA Ex. Brief, SN-03-R-PP-01, at 5.

Allegations continue that BPA has not considered or acknowledged the state of the region’s
economy. Some parties have come to the conclusion that a decision by BPA that involves any
rate increase is afailure to consider the region’s economy. BPA disagrees. On the one hand,
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BPA seeksto mitigate any rate impact. BPA isreducing costs and considering other factors to
improve its financial health in an effort to mitigate the level of any rate increase. See Keep,

et al., SN-03-E-BPA-04, at 13. On the other hand, BPA cannot disregard its statutory
obligations to recover its costs. BPA is making every prudent effort to minimize the rate
increase because of the state of the regional economy.

ICNU/ALCOA incorrectly conclude that the Administrator isinappropriately placing the burden
on end-use customers to reduce all other costs to absorb BPA'’ s higher power costs. BPA makes
no such conclusion. These parties misconstrue the quotes cited in their Brief on Exceptions
which pertain to aluminum smelting specifically, not end-use customers generally.

BPA isvery concerned about the financial situation that these parties describe. Keep, et al.,
SN-03-E-BPA-11, at 22. That iswhy BPA’s proposal lowered the TPP standard for this rate
case. 1d. BPA does not dispute the parties' contentions about the state of the Pacific Northwest
economy and the loss of manufacturing jobs. Id. at 25. Indeed, BPA’s proposal does reflect the
economic concerns of BPA customers and the economic condition of the Northwest. Keep,

et al., SN-03-E-BPA-11, at 24.

Asdelineated in BPA’sinitial proposal, management instructed staff to meet three standardsin
the design of the SN CRAC: resulting PBL net revenues that are at least zero over the rate
period; areduced TPP standard for this rate period to a 50 percent probability that BPA can
make all of its Treasury paymentsin the FY 2004-2006 three-year rate period; and a new
Treasury repayment standard, which is the probability that BPA will be able to make all of its
FY 2006 payments to the U.S. Treasury, including repayment of any amounts it might missin
FY 2003-2005. See Keep, et al., SN-03-E-BPA-04, at 13-15. Additionally, BPA isusing agency
reserves to calculate the TPP and TRP, temporarily departing from BPA’ s standard of a
PBL-only TPP. Keep, et al., SN-03-E-BPA-11, at 24. Using agency reserves allows BPA to set
the SN CRAC to minimize the effect on ratepayers overall while ensuring an adequate
probability of making all payments, including Treasury payments, for the entire agency. Id. The
three standards taken together, in addition to the modification of using BPA agency reserves to
calculate TPP, addresses BPA's obligation to set rates to recover costs as well as minimize, to
the extent possible, the impact of a BPA rate increase on the Northwest economy and BPA's
customers. Id. Asdiscussed in section 2.7 of this Record of Decision, with the substantial
improvement of its revenues, BPA is now resorting to a TPP-only approach that allows BPA to
keep rates low while reasonably assuring cost recovery in the circumstances the region now finds
itself.

ICNU/ALCOA contend that BPA’ s proposed standards and rate design do not equitably balance
BPA’sreal financial needs with the needs of the regional economy. ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 12. Toillustrate the recession gripping the economy, these parties note
Oregon and Washington’s high unemployment rates, the worsening economy, 10ss of
manufacturing jobs, Kimberly-Clark’s Everett mill power costs, and Alcoa s power cost.

Id. at 12-13. ICNU and ALCOA contend that BPA failed to consider impacts of arate increase
to end-use customers of BPA’'s customers. Id. at 15. ICNU/ALCOA reference BPA data
response IN/BPA-015 to support its contention. IN/AL-015 includes references to data
responses CR& YA/BPA: 95 and 115.
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BPA rejects the contention that it failed to consider regional economic impacts because the
record isfull of evidence that BPA, even before proposing the SN CRAC, has monitored the
economic condition of the Pacific Northwest. A more thorough “analysis’ of the two referenced
BPA dataresponses (CR& YA/BPA: 95 and 115) supports BPA’s consideration of the concerns
expressed by both BPA’s power customers and rate case parties.

BPA, however, is aware of reports regarding these effects and has received many
letters from Pacific Northwest citizens, businesses and local governments
describing the authors expected effects of such arate increase on the economy.
BPA also received public comments in workshops for the Financial Choices
process and workshops for the SN CRAC rate case regarding the state of the
regional economy . . . From asocietal standpoint, BPA is concerned with the
welfare of the residents and businessesin the region, and is therefore cognizant of
the financia hardships rate increases may have on the economy, in general. As
such, BPA seeks to keep rate increases as |ow as possible consistent with prudent
financial practices.

(CR&YA/BPA: 95), ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 15, citing SN-03-E-CC-01R.
ICNU/ALCOA argue that BPA has an alleged obligation to consider impacts on end-use
customers of BPA’ s utility customers, and that BPA failed to meet this obligation because BPA
did not analyze price elasticity effects. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 15-16
(citing Keep, et al., SN-03-E-11, at 32.) In arelated vein, PNGC states that the region is
suffering with the nation’ s worst regional economy and the highest unemployment, caused in
part by previous BPA rateincreases. PNGC Brief, SN-03-B-PN-01, at 9. WPAG claimsthat the
combination of current BPA rate increases of nearly 50 percent combined with a severe
economic recession have made paying electric billsimpossible for many and have put employers
out of business. WPAG EXx. Brief, SN-03-R-WA-01, at 5. Golden Northwest also argues that
BPA refuses even to examine the question of load loss from rate increases. Golden Northwest
Brief, SN-03-B-GN-01, at 14. BPA disagrees. BPA witnesses testified that “BPA is obligated to
Set rates to recover its costs consistent with sound business principles.” Keep, et al.,
SN-03-E-11, at 31. Thisobligation is expressed in section 7(a) of the Northwest Power Act,

16 U.S.C. 8 839¢e(a)(1). BPA witnesses explained that “[m]eeting this obligation entails the
consideration of many factors, including impacts to end use consumers of BPA’ s utility
customers.” Keep, et al., SN-03-E-11, at 32. Consideration of multiple factorsin setting rates
provides BPA the ability to deal with ever-changing landscapes, ranging from the weather to the
environment and the economy. “The mgjor drivers of load and the subsequent load risk are
weather and the economy, . . .” Hirsch, et al., SN-03-E-BPA-12, at 3. BPA data response

CR& Y A/BPA:115 describes BPA' s consideration of factors related to load and rates.

There are several reasons why BPA decided to not analyze price elasticity effects.
First, only about 2,200 aMW of BPA firm sales are provided by contracts under
which the load that BPA serves would declineif the utility load declines. The
remainder is sold as take-or-pay Blocks, Slice or pre-Subscription contracts. The
Block and Slice sales will remain constant regardless of the elasticity effects
experienced by the serving utility. The pre-subscription sales would not be
expected to experience any price elasticity effects because they are not subject to
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the SN CRAC rateincrease. Second, any power that is freed up dueto elasticity
effects will be sold in the market as surplus. Therefore the additional revenue will
be the difference between market and PF times the MWh freed up, not market
times MWh. Third, price elasticity effects are dependent upon the retail rates, not
the wholesale power costs. BPA has no way of knowing the extent to which its
rate increases will be passed through to the retail rates. Some utilities may use
reserves or other tools to forestall or moderate aretail rate increase. Fourth, for
FY 2002 actual salesfor the load following Public Agencies exceeded weather
adjusted forecasts by 1.2%. Thiswas during atime when LB CRACs of

46.22 percent and 39.08 percent, for Oct 2001-Mar2002 and April 2002-Sep2001,
respectively, werein place. Thissuggests very little, if any, price elasticity. An
additional rate increase would, therefore, not be expected to produce much of a
load response. Fifth, the forecasts for utilities served by the Western Power
Business Area used FY 2002 as the base year to which growth rates were applied.
To the extent that loads in this year were lower due to rate increases than they
would otherwise have been price elasticity responses have been implicitly
incorporated. Sixth, loads can vary for avariety of reasons, including weather,
economic activity, price, available substitutes, income levels and others.
Attempting to isolate the price elasticity effects would require controlling for
these other factors. Obtaining data at county or sub-county levels, if possible at
all, would be costly and resource consuming. BPA subjectively determined that
the price elasticity effects would be of insufficient value to warrant the cost of
extensive data collection and modeling efforts.

ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 15, citing SN-03-E-CC-01S. Inits rebuttal
testimony BPA witnesses testified that utilities often design rates towards certain desired
outcomes. Keep, et al., SN-03-E-BPA-11, at 25. For example, BPA has designed rates with
time-of-day and seasonal shapes to encourage customers to shape their purchases from BPA
away from periods of high cost (for BPA). Id. Retail utilities can set rates to the advantage of
industrial users. 1d. In specific regard to the Kimberly-Clark Everett mill, without any
supporting documentation, BPA has no way of knowing whether the industrial power rates of the
other Kimberly-Clark mills benefit from such retail rate designs. 1d. It may be that Snohomish
PUD, because its rates were so low in the past, did not need to develop beneficial industrial rates,
and so does not have those types of industrial rates. 1d. In addition, the Coalition Customers
were not responsive to BPA’ s data requests BPA-CC-005 and BPA-CC-008, which sought
information pertaining to the 82 percent rate increase experienced at the Kimberly-Clark mill.

Id. BPA notesthat Snohomish Public Utility District (PUD) is not supplied solely with Federal
power marketed by BPA. 1d. BPA understands that Snohomish PUD executed several power
purchase contracts with various suppliers during the height of the energy crisisthat far exceed
the cost at which it pays for power marketed to it by BPA. 1d. BPA alsois aware that
Snohomishis currently in legal proceedings to seek relief from those contracts. Id. Therefore,
BPA believes the rate increases noted in the Coalition Customers' testimony are likely aresult of
independent decisions that Snohomish PUD made with respect to meetings its own loads, in
addition to cost increases from BPA. 1d.
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Further, BPA is cognizant of the price of power and its relationship to smelting aluminum--price
of power isonly one of an aluminum smelter’s costs. Keep, et al., SN-03-E-BPA-11, at 26. At
any given time, the competitiveness of an aluminum smelter depends on its overall cost structure
and the world aluminum price. 1d. The cost structure isdriven by an individual smelter's
production efficiency and its cost components. For Pacific Northwest smelters the cost of power
isone of three major cost components. The other two are labor and raw materials (alumina,
carbon, and miscellaneous materials). If asmelter is able to sufficiently lower all other costs
then it can operate economically with higher power costs. Id.

ICNU/ALCOA further contend that BPA did not consider the impact of a BPA rate increase on a
customer’ s bond rating or on its ability to pay. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 16
(citing SN-03-E-CC-01, at 11; SN-03-E-CC-01V). Thisisincorrect. Bond rating agencies
consider anumber of factors when evaluating an entity for creditworthiness. Keep, et al.,
SN-03-E-BPA-11, at 28. Among the factors are quality and expertise of management, adequacy
of financial and risk management policies, operating performance as measured by financial
ratios, the local economic situation, and, in the case of distribution utilities, cost of wholesale
power. I1d. BPA hasvirtually no control over most of those factors as they relate to its customer
utilities and, asisthe case of many of itsrated customers, has only partial responsibility for the
cost of wholesale power. 1d. In addition, each utility customer manages the impact of BPA’s
rates uniquely. Id. Since BPA influences so few of the rating factors and no formula seems to
exist for isolating and evaluating the effects of BPA's actions on all customers, BPA does not
specifically include impacts of the bond ratings of its utility customers and consumersin
ratesetting. Id.

PNGC argues that imposing an SN CRAC now is contrary to BPA’ s statutory obligations.
PNGC Brief, SN-03-B-PN-01, at 4. The obligation PNGC appearsto reference is the purpose
stated in section 2(2) of the Northwest Power Act, “to assure the Pacific Northwest of an
adequate, efficient, economical, and reliable power supply.” PNGC argues that “the agency has
pushed ratepayers to their limits, economic harm is already widespread, and further increases are
extremely risky to the economy.” Id. BPA does not dispute the parties’ contentions about the
state of the Pacific Northwest economy. Keep, et al., SN-03-E-BPA-11, at 22. However, BPA
does not agree that imposition of a SN CRAC now is contrary to statute. To the contrary, BPA's
statutes expressly provide that BPA shall recover its costs in accordance with sound business
principles. See 16 U.S.C. § 839¢(a)(1). Over time this assures the Pacific Northwest of an
adequate, efficient, economical, and reliable power supply. That purpose is one of many
overarching purposes enunciated in section 2 of the Act. Another purpose enunciated is that
“customers of the Bonneville Power Administration and their consumers continue to pay all
costs necessary to produce, transmit, and conserve resources to meet the region’ s electric power
requirements, including the amortization on a current basis of the Federal investment in the
Federal Columbia River Power System.” 16 U.S.C. 8 839(4). It isinappropriate to confuse an
economical power supply with a power supply priced at the lowest possible rates consistent with
sound business principles. BPA cannot disregard its paramount statutory directive to recover its
costs, even during tough economic times. This should come as no surprise to BPA’s power
customers since the standard power sale contract with BPA includes within the definition of the
term “Uncontrollable Force” that neither the unavailability of funds or financing, nor conditions
of national or local economies or markets shall be considered an uncontrollable force. Thus,
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given BPA' s substantive statutory obligation to establish rates to recover its costs, direction was
given to staff that the rate design should mitigate the level of any rate increase, to the extent
possible, because BPA is concerned about the impact of any rate increase on the economy of the
Pacific Northwest. Keep, et al., SN-03-E-BPA-04, at 13.

Decision 2

BPA has appropriately taken into account the potential impact an SN CRAC might have on its
customers and their consumers given the present economic state of the regional economy.

|ssue 3

Whether BPA's SN CRAC proposal appropriately balances the economic impacts with BPA's
fish and wildlife obligations.

Parties' Positions

CRITFC contends that BPA has balanced near-term achievement of the Fish and Wildlife
Funding Principles with its concerns about economic impact to the region’s economy, but in
order to minimize the SN CRAC rate increase BPA will reduce its ability to meet fish and
wildlife and other costs and repay the Treasury. CR& Y A Brief, SN-03-B-CR/Y A-01, at 53.

BPA'’s Position

The design features of BPA’s SN CRAC proposal will meet its fish and wildlife, tribal trust and
environmental obligations. McNary, et al., SN-03-E-BPA-18, at 1. The variable nature of the
SN CRAC alows adjustment in future yearsiif there is a deterioration of BPA’sfinancia
position. Id.

Evaluation of Positions

CRITFC contends that the record shows that BPA has not done any analysis of the economic
impacts of raising rates, nor has BPA analyzed the economic impacts of reducing fish and
wildlife recovery activities on local communities and economies. CR& Y A Brief,
SN-03-B-CR/YA-01, at 53. InitsBrief on Exceptions, CRITFC argues that if BPA had
conducted such analysis “it islikely that the studies would have shown that economic benefits
from habitat restoration activitiesin rural communities would far outweigh any adverse effects of
the associated rate impact.” CR&Y A EX. Brief, SN-03-R-CR/Y A-01, at 8. CRITFC further
contendsthat it is also likely the study would show that BPA’s customers have received billions
of dollars of benefit while tribal economies and cultures dependent on fishing have been
decimated. 1d.

While no formal price elasticity studies were performed, BPA did consider the effect of rates on
itssales. For the reasons stated in BPA data responses CR& Y A/BPA: 95 and 115, BPA
determined no adjustment for price elasticity was necessary. Hirsch, et al., SN-03-E-BPA-12,
at 3. CRITFC argues that because of the “ prominent role that economic considerations play in
the decisions that went into the Proposal, Bonneville should have conducted analysis, provided
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testimony, and these issues should have been subject to review by the Partiesin this rate case.”
CR&Y A Brief, SN-03-B-CR/Y A-01, at 53. BPA’s consideration of economic impacts has been
subject to this hearing, which is evident from the parties’ testimony and briefson thisissue. Itis
not necessary, however, to conduct a public process to analyze BPA’ s economic considerations
prior to proposing rates. Further, BPA conducted the Financial Choices public process to
examine BPA’sfinancial and program optionsfor PBL’s FY 2003-2006 financial challenges.
Keep, et al., SN-03-E-BPA-04, at 8. CRITFC's statements about what the “likely” results
produced by a hypothetical economic study are speculative and have no basis in the record. BPA
regjects such statements. Thereal issue here isthat CRITFC does not believe BPA is spending
what it believesis necessary to address its fish and wildlife, tribal trust and environmental
obligations. Asthe Administrator explained in the Federal Register Notice, the expense levels
for these matters are being addressed in other forums and as a consequence are outside the scope
of this proceeding. McNary, et al., SN-03-E-BPA-18, at 1-2. BPA believes the levels contained
in this proposal are reasonable and fulfill BPA fish and wildlife obligations. 1d.

BPA isobligated to set rates to recover its costs consistent with sound business principles.
Meeting this obligation entails the consideration of many factors, including impacts to end-use
consumers of BPA’s utility customers. BPA assumes that such end-use consumers include the
local communities and economies referenced in CRITFC' s brief and testimony. Keep, et al.,
SN-03-E-BPA-11, at 31-32. While BPA considers potential impacts of rate increases on load, it
does not necessarily follow that BPA would need to consider the impacts on communities and
economies as they relate to fish and wildlife activities. Congress has not directed BPA to
provide cultural or economic mitigation to Indian or rural peoples. McNary, et al.,
SN-03-E-BPA-18, at 10. BPA is, of course, well aware of the benefits the tribes and
communities receive through BPA fish and wildlife mitigation funding. 1d. BPA’s 2002 GRSPs
specifically provide that “BPA will propose changesto the FB CRAC parameters that will, to the
extent market and other risk factors allow, achieve a high probability that the remainder of
Treasury payments during the FY 2002-2006 rate period will be madein full.” 2002 GRSPs,
section I1.F.3 (emphasis added). BPA has, with its proposal, tried to balance its concern with the
current state of the Pacific Northwest economy with the need to set rates sufficient to recover its
costs. Id.

CRITFC calculated that the proposal resultsin arate increase of approximately $4.50 for the
average residential consumer served by BPA wholesale power. CR& Y A Brief,
SN-03-B-CR/YA-01, at 54. CRITFC argues that while no one likes rate increases, “thislevel is
far from the huge rate increase that Bonneville describes.” 1d. citing SN-03-E-CR/YA-01C. In
its Brief on Exceptions, CRITFC seeksto correct its citation in order to support its rate
calculation; CRITFC states its cal culations were based on SN-03-E-CR-CR-01VV. CR&YA Ex.
Brief, SN-03-R-CR/YA-01, at 9. CRITFC'sbrief did not cite this document to support its
argument. While CRITFC now pointsto analysisit included as an attachment to its testimony to
support the dollar figure it posited, such analysis remains lacking and is unpersuasive.

CRITFC sanalysisfails to account for variables that would need to be considered, such asthe
impact on commercial, industrial, and other loads that are already facing very difficult economic
circumstances. CRITFC also assumes a faulty premise: if one can set arate at some percentage
below market, then there is no economic impact. That logic misses the point of BPA’s
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consideration of economic impacts to the region given the current recession and BPA’s need to
meet its fish and wildlife obligations. McNary, et al., SN-03-E-BPA-18, at 1.

Decision 3

BPA’'s SN CRAC proposal appropriately balances the economic impacts with BPA's fish and
wildlife obligations.

2.1.3 Sound Business Principles

Issuel
Whether BPA's SN CRAC proposal is consistent with sound business principles.

Parties Positions

SOS/NWEC argue BPA should not be allowed to disregard sound business principles by setting
rates so low asto put it at extraordinary risk of not being able to deal with its many “foreseeable,
but unpredictable costs.” SOS/NWEC Brief, SN-03-B-SA-01, at 4; SOSNWEC Ex. Brief,
SN-03-R-SA-01, at 7.

BPA’s Position

In regard to the current rate period, BPA has accounted for its costs and uncertaintiesin this

SN CRAC rate proposal, while setting rates that are competitive, cover its costs, and provide
sufficient assurance that BPA will have made all its paymentsto the U.S. Treasury by the end of
the rate period. Conger, et al., SN-03-E-BPA-16, at 2.

Evaluation of Positions

SOS/NWEC contend that BPA is obliged not to ignore foreseeable costs; it is not sound business
practice to deliberately ignore information on future costs nor to tie one's hands to act on such
information. SOS/NWEC Brief, SN-03-B-SA-01, at 4. Their concern isthat BPA is deliberately
tying its hands by limiting its contingent SN CRAC’ s ability to react to future events, especially
during the one-year gap before the 7(i)) SN CRAC could start collecting money. SOS/NWEC
Ex. Brief, SN-03-R-SA-01, at 7. SOS/NWEC contends that BPA sidesteps this point. 1d.

BPA is not ignoring foreseeable costs or tying its hands to act in the future if needed. The
statutes governing BPA’ s operations are permeated with references to the “ sound business
principles’ Congress desired the Administrator to use in discharging his duties. Ass n of Pub.
Agency Customers v. Bonneville Power Admin., 126 F.3d 1158, 1171 (9" Cir.) (“APAC"). See
16 U.S.C. 88 825s, 8389, 839¢(a)(1); see also Department of Water & Power of the City of Los
Angeles v. Bonneville Power Admin., 759 F.2d 684, 693 (9" Cir. 1985) (“To the extent that
[BPA’s challenged transmission allocation policy] is designed to mitigate projected deficits, [it]
is not only statutorily authorized but statutorily mandated.”). Thus, although Congress did not
prescribe the parameters of the Administrator’ s authority, it granted BPA an unusually expansive
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mandate to operate with a business-oriented philosophy. APAC, 126 F.3d at 1171. Clearly,
issues of the condition of the current regional economy and keeping costs as low as possible are
appropriate considerations, among others, for judging costs related to activities outside the rate
case as amatter of policy. SOS/INWEC’s claim that BPA isignoring issues of risk and
uncertainty are unfounded.

Inits Brief on Exceptions, SOS/NWEC states that BPA can argue, and it does, that it does not
think anything can go wrong, that it is very sure that the budget control it has put in place will
work. SOS/NWEC Ex. Brief, SN-03-R-SA-01, at 7. SOS/NWEC then queries: what if it does
not rain very much one year and BPA has to start the next year with low reservoirs? |d.
SOS/NWEC then asks, “[w]hy not have the contingent SN CRAC adjustment take that
information into account when it sets rates for the second year? Id. They argue that thisiswhat
abusiness following sound business practices would do. Id.

BPA has aready addressed the concerns expressed by SOS/NWEC. The flexibility provided by
the FB CRAC and SN CRAC rate design in the WP-02 rate case allow BPA to modify its rates
depending on its financial condition. See Conger, et al., SN-03-E-BPA-16, at 1. BPA has
addressed in its Risk Analysis and its various other studies, documentation, and testimony its
costs and uncertaintiesin this SN CRAC proposal, while also setting rates that are competitive
and provide sufficient assurance that BPA will have made all its payments to the U.S. Treasury
by the end of the rate period. 1d. at 1-2. See also SN-03 Study, SN-03-A-01, at 2.6-1, and
SN-03 Study, SN-03-E-BPA-01, Chapter 6.

The decisions made by the Administrator outside the rate case to cut costs constitute fundamental
management decisions as to how best to conduct BPA’s multiple affairsin light of the current
and foreseeable financial, political, and operational situation of BPA and the region. These
budgetary decisions are al matters of judgment that call into play implementing the Northwest
Power Act in a sound and businesslike manner. However, these budget decisions cannot be said
to congtitute matters of “establishing rates’” under section 7(i) or as defined in the scope of the
Federal Register Notice, 68 Fed. Reg. 12048-12055 (March 13, 2003). BPA'’sratesetting takes
budgets as agiven. In addition, BPA’s variable and contingent SN CRAC design alow the rate
to correspond the cost levels and programs established outside of the rate case process.

BPA adheres to sound business principles when it setsrates. See 16 U.S.C. § 839¢(a)(1). In
accordance with sound business principles, BPA considers multiple factors in setting rates,
which provides BPA the ability to deal with ever-changing landscapes, ranging from the weather
to the environment and the economy. In this section 7(i) hearing BPA must strike a balance
among many statutory directives--providing reliable, economic power, working to assure the
survival of fish stocks, promoting conservation, and delivering other benefits to the region. BPA
believes that its SN CRAC rate proposal represents a reasonable balance. Conger, et al.,
SN-03-E-BPA-16, at 2-3. BPA’s ability to meet potentially higher costsin the futureis
substantial. 1d. at 3. The majority of BPA’sfirm load is covered by 10-year contracts, extending
though FY 2011, which provide avery sound financial base for BPA. Id. at 3.
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Decision 1

BPA’'s SN CRAC proposal is based on budget decisions that were reasonably made outside the
rate case and is consistent with sound business principles.

|ssue 2
Whether BPA is proposing an SN CRAC that recovers BPA's costs.

Parties' Positions

Bonneville' s proposed rates must recover al of its foreseeable costs. SOS/NWEC Brief,
SN-03-B-SA-01, at 5.

BPA'’s Position

BPA’srates are set to recover all coststhat are legally mandated.

Evaluation of Positions

SOS/NWEC contend that the mandatory duty to allocate costs and benefits within rates assumes
that the costs will actually be included in rates to allow recoupment of such costs. SOS/NWEC
Brief, SN-03-B-SA-01, at 5. They argue reasonable ratesinclude fair treatment of all such costs
and expenditures. Id. at 6. They further contend that to adopt rates which fail to capture all costs
isunlawful, and to provide mechanisms which do not adequately assure compliance with all
statutory dutiesis arbitrary and capricious. Id.

BPA is setting its rates to recover its costs. Costs must be reasonably likely to occur, otherwise
rates would not be set as low as reasonably possible consistent with sound business principles.
Rate designs, such as CRACs or net revenues for risk, can then address the possibility that costs
may actually be higher or lower. The variable and contingent SN CRAC design reasonably
allows BPA to recover uncontrollable costs.

Decision 2

BPA is proposing an SN CRAC that recovers BPA's costs.

2.1.4 Section 7(b)(2) Rate T est

Introduction to Section 7(b)(2). Section 7 of the Northwest Power Act contains directives for
the development of BPA’s wholesale power rates. 16 U.S.C. § 839e. Among these directivesis
section 7(b)(2). 16 U.S.C. § 839¢e(b)(2). Section 7(b)(2) of the Northwest Power Act directs
BPA to conduct, after July 1, 1985, a comparison of the projected amounts to be charged its
preference and Federal agency customers for their general requirements with the costs of power
(hereafter called rates) to those customersif certain assumptions are made. 1d. The effect of this
rate test isto protect BPA’s preference and Federal agency customers wholesale firm power
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rates from certain specified costs resulting from the provisions of the Northwest Power Act.
2002 Final Power Rate Proposal, Administrator’s ROD, WP-02-A-02, at 13-1to 13-63. Therate
test can result in areallocation of costs from the general requirements loads of preference and
Federal agency customersto other BPA loads. 1d.

In determining public body and cooperative customers’ power costs for any rate period after
July 1, 1985, and the ensuing 4 years, the following assumptions are made:

e the public body and cooperative customers general requirements had included during such
five-year period the DSI loads which are: (1) served by the Administrator; and (2) located
within or adjacent to the geographic service boundaries of such public bodies and
cooperatives;

e public body, cooperative, and Federal agency customers were served, during such five-year
period, with FBS resources not obligated to other entities under contracts existing as of the
effective date of this Northwest Power Act (during the remaining term of such contracts),
excluding obligations to DSI loads included in this paragraph;

e no purchases or sales by the Administrator as provided in section 5(c) were made during such
five-year period;

e all resources that would have been required, during such five-year period, to meet remaining
general requirements of the public body, cooperative, and Federal agency customers (other
than requirements met by the available FBS resources determined under this paragraph)
were: (1) purchased from such customers by the Administrator pursuant to section 6, or
(2) not committed to load pursuant to section 5(b), and were the least expensive resources
owned or purchased by public bodies or cooperatives; and any additional resources were
obtained at the average cost of all other new resources acquired by the Administrator; and

e the quantifiable monetary savings, during such five-year period, to public body, cooperative,
and Federal agency customers resulting from: (1) reduced public body and cooperative
financing costs as applied to the total amount of resources, other than FBS resources,
identified under this paragraph; and (2) reserve benefits as aresult of the Administrator’s
actions under this Northwest Power Act were not achieved.

ld. Therate test, asimplemented by BPA since its inception, involves the projection and
comparison of two sets of wholesale power rates for the general requirements of BPA’ s public
body, cooperative, and Federal agency customers (7(b)(2) customers). Id. The two sets of rates
are: (1) aset for the test period and ensuing 4 years, assuming that section 7(b)(2) is not in effect
(Program Case rates); and (2) a set for the same period taking into account the five assumptions
listed in section 7(b)(2) (7(b)(2) Caserates). Id. Certain specified costs allocated pursuant to
section 7(g) of the Northwest Power Act are subtracted from the Program Caserates. 1d. Next,
each nominal rate is discounted to the test year of the relevant rate case. 1d. The discounted
Program Case rates are averaged, as are the 7(b)(2) Caserates. 1d. Both averages are rounded to
the nearest tenth of amill for comparison. Id. If the average Program Case rate is greater than
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the average 7(b)(2) Caserate, the rate test triggers. 1d. Based on the extent to which the test
triggers, the amount to be reallocated in the rate test period is calculated. Id.

The methodology to implement section 7(b)(2) was developed in a section 7(i) proceeding that
preceded BPA’s 1985 rate case. 1d. The section 7(i) process culminated in the Section 7(b)(2)
Implementation Methodology ROD (Implementation ROD), b-2-84-F-02. |ssues regarding
interpretation of the statute were resolved in the Legal Interpretation for Section 7(b)(2),
b-2-84-FR-03, 49 Fed. Reg. 23,998 (1984); SN-03-E-sp-01K.

Proceedings L eading To The SN-03 SN CRAC Rate Proceeding. BPA devel oped proposed
power ratesin BPA’sinitial WP-02 rate proceeding. These rates included BPA’'s PF-02, RL-02,
NR-02, IP-02, and NF-02 rates. In developing BPA'’s proposed rates, BPA conducted a rate test
required by section 7(b)(2) of the Northwest Power Act. 16 U.S.C. 8§ 839¢e(b)(2); 2002 Final
Power Rate Proposal, Administrator’s ROD, WP-02-A-02, at 13-1 to 13-63. All issues regarding
the section 7(b)(2) rate test were decided by BPA in the WP-02 proceeding. 1d. On July 6,

2000, BPA filed its proposed 2002 wholesale power rates with the Federal Energy Regulatory
Commission (FERC) for confirmation and approval. 16 U.S.C. § 839¢e(a)(2).

BPA later conducted a supplemental rate hearing under section 7(i) of the Northwest Power Act.
16 8 U.S.C. §839¢(i). BPA’s supplemental proposal included three specific risk mitigation tools
in BPA’s GRSPs. the LB CRAC, the FB CRAC, and the SN CRAC. During the proceeding, a
diverse group of parties, comprising nearly al of BPA’s customers and four regional utility
commissions, filed joint testimony and briefs as the “ Joint Customers’” (Avista, PacifiCorp,
Portland General Electric Company, Idaho Power Company, Puget Sound Energy, Public
Generating Pool, Market Access Coalition, Northwest Requirements Utilities, Pacific Northwest
Generating Cooperative, Public Power Council, Western Public Agencies Group, and the State
utility commissions of 1daho, Montana, Washington, and Oregon). As discussed in greater detail
below, this extremely broad coalition of parties argued that BPA’s previous “inclusion of . ..
contingent rate adjustment clauses in the GRSPs has never required a second performance of the
section 7(b)(2) ratetest . . ..” Joint Customer Brief, WP-02-B-JC-01, at 6. The Joint Customers
also stated that BPA had already subjected its base rates to the section 7(b)(2) rate test and “since
it is only the contingent cost recovery clauses contained in the GRSPs, and not the base rates
contained in the rate schedules, that are being modified in the second phase of this proceeding,
thereisno legal requirement that these rate tests be performed asecond time.” Id. at 5. The
Joint Customers also stated that the Northwest Power Act “does not require that these contingent
rate mechanisms individually be evaluated on the basis of the section 7(b)(2) . . . rate test.”

Id. at 6.

The Joint Customers, through a settlement agreement, also supported holding a subsequent
section 7(i) hearing for implementing the SN CRAC, which would receive FERC review.

Id. at 12. The Joint Customers advocated a section 7(i) hearing to provide greater procedural
protection and in order that “any such change to the FB CRAC parameters will be subjected to
review by the FERC, which will ensure that any such change satisfies the cost recovery
requirement of section 7(a) of the Regional Act.” Id.
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On June 20, 2001, the Administrator issued the ROD in the supplemental rate case. See
Supplemental Power Rate Proposal, Administrator’s Record of Decision, WP-02-A-09. Inthe
ROD, the Administrator agreed with virtually all of BPA’s customers that BPA was not required
to conduct the section 7(b)(2) rate test a second time for the LB, FB, and SN CRACs. Id. at 6-1
to 6-15. BPA’s SN CRAC was established in section I1.F of the GRSPs. Section 11.F.3 of the
GRSPs provides:

The SN CRAC will be available if the Administrator determines that, after
implementation of the FB CRAC and any Augmentation True-Ups, either of the
following conditions exist:

BPA forecasts a 50 percent or greater probability that it will nonetheless
miss its next payment to Treasury or other creditor, or

BPA has missed a payment to Treasury or has satisfied its obligation to
Treasury but has missed a payment to any other creditor.

The Administrator agreed, however, to conduct an additional section 7(i) hearing for the SN
CRAC in order to ensure cost recovery. Joint Customer Brief, WP-02-B-JC-01, at 12. BPA’s
GRSPs, including the SN CRAC, accompanied the ROD. BPA’s GRSPs do not require BPA to
conduct the section 7(b)(2) rate test when implementing these adjustment clauses. See 2002
GRSPs, Section 2.F.

BPA filed its supplemental rate proposal with FERC on June 29, 2001. On September 28, 2001,
FERC granted interim approval to BPA’s proposed 2002 power rates. U.S Department of
Energy — Bonneville Power Admin., 96 FERC 1 61,360 (2001).

The SN-03 SN CRAC Rate Proceeding. On March 13, 2003, BPA published notice of the
instant proceeding in the Federal Register, entitled “Bonneville Power Administration’s
Proposed Safety-Net Cost Recovery Adjustment Clause, Adjustment to 2002 Whol esale Power
Rates, BPA File No: SN-03,” 68 Fed. Reg.12,048 (2003). The notice established the scope of
this proceeding. The notice states:

Pursuant to section 1010.3(f) of BPA’s Procedures, the Administrator directs the
Hearing Officer to exclude from the record any material attempted to be
submitted or arguments attempted to be made in the hearing which seek to in any
way visit the appropriateness or reasonableness of BPA's decisions in the WP-02
rate hearing.

Id. at 12,051. Because BPA already decided all issues regarding the section 7(b)(2) rate test in
BPA’s WP-02 rate hearing, and because the SN CRAC established in the WP-02 proceeding
does not require BPA to conduct the section 7(b)(2) rate test, BPA moved to strike the
Springfield Utility Board’ s (SUB) testimony regarding section 7(b)(2). Inits motion to strike,
BPA noted, among other things, that it conducted the section 7(b)(2) rate test when BPA
developed its proposed 2002 wholesale power rates; that BPA does not conduct the

section 7(b)(2) rate test when it implements adjustment clauses; that only “details’ of the
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SN CRAC implementation were to be addressed in the section 7(i) hearing, and the section
7(b)(2) rate test was hardly a detail; that the section 7(b)(2) rate test regarded the allocation of
limited costs, while the SN CRAC dealt with the recovery of BPA’s total costs; that given the
massive hature of conducting the section 7(b)(2) rate test, conducting the test would be
inconsistent with the GRSP' s requirement to conduct the SN CRAC section 7(i) hearing within
40 days, and that conducting the section 7(b)(2) rate test would be tantamount to performing all
the work needed for the development of new base rates for all BPA customers, which is contrary
to the purpose of adjustment clauses—namely, to allow electric utilities to adjust rates for
particular cost changesinstead of requiring the complete redevelopment of base rates. BPA
Motion at 1-4. On May 5, 2003, the Hearing Officer, relying on misstatements of fact contained
in SUB’ s response, as discussed below, denied BPA’s motion to strike. See Order, SN-03-O-12;
BPA Response to Motion to Compel, SN-03-M-22.

On May 9, 2003, SUB, the Canby Utility Board, and the PPC filed a motion to compel BPA to
conduct the section 7(b)(2) rate test and to include such test in the record of the SN-03 rate
proceeding. See SN-03-M-19. The hearing officer denied the public agencies motion as
untimely. See Order, SN-03-O-15.

Issuel

Whether BPA should have conducted the section 7(b)(2) rate test in implementing the SN CRAC.

Parties Positions

SUB, Canby, GPU, ICNU/ALCOA, PPC/IEA, Golden Northwest Aluminum, and PNGC argue
that BPA should have conducted the section 7(b)(2) rate test in the SN CRAC proceeding. SUB
Brief, SN-03-B-SP-01, at 3-14; SUB Ex. Brief, SN-03-R-SP-01, at 11-20;Canby Brief,
SN-03-B-CA-01, at 6-20; Canby Ex. Brief, SN-03-R-CA-01, at 7-13; GPU Brief,
SN-03-B-GP-01, at 10-12; GPU Ex. Brief, SN-03-R-GP-01, at 10-14; ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 24-27; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 4-5; PPC/IEA
Brief, SN-03-B-PP-01, at 13-14; PPC/IEA Ex. Brief, SN-03-R-PP-01, at 9-10; Golden Northwest
Brief, SN-03-B-GN-01, at 14-15; and PNGC Brief, SN-03-B-PN-01, at 10.

The 10Usfiled a motion to strike the only direct testimony filed by any party regarding the
section 7(b)(2) rate test. 10U Motion, SN-03-M-01. The IOUs argue BPA is not required to
conduct the section 7(b)(2) rate test in the SN CRAC proceeding. Ora Tr. at 65; |IOU Ex. Brief,
SN-03-R-PL/PS/IGE/AC-01, at 7-10.

BPA’s Position

BPA conducted the section 7(b)(2) rate test in developing BPA’s 2002 wholesale power rates.
Keep, et al., SN-03-E-BPA-11, at 74-78; SN-03-M-22. BPA isnot required to run the

section 7(b)(2) rate test a second time when implementing an adjustment clause such as the SN
CRAC, which does not revisit BPA’s established rates. Id.
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Evaluation of Positions

The Northwest Power Act. Section 7 of the Northwest Power Act contains directives for the
development of BPA’s wholesale power rates. 16 U.S.C. § 839e. Section 7(b) of the Northwest
Power Act regards the establishment of “arate or rates of general application for electric power
sold to meet the general requirements of public body, cooperative, and Federal agency customers
within the Pacific Northwest ....” 16 U.S.C. § 839e(b)(1) (emphasis added). Thisrateiscalled
the Priority Firm, or PF rate. Section 7(b)(2) is used in the development of thisrate (“the
projected amounts to be charged for firm power for the combined general requirements of public
body, cooperative, and Federal agency customers.”). 16 U.S.C. 8 839¢(b)(2). Section 7(b)(2) of
the Northwest Power Act is one of numerous provisionsin section 7 of the Act that provides
direction in establishing BPA’s wholesale power rates. These provisions, or “rate directives,”
with one exception, do not regard the specific components of the rates, such as demand charges,
energy charges, unauthorized increase charges, adjustment clauses, or other components of
BPA’srates. The exception is section 7(e) of the Act, which addresses these component parts of
BPA’srates. 16 U.S.C. 8§ 839¢(e). Section 7(e), as discussed in greater detail below, grants BPA
broad discretion in the design of itsrates. The other rate directives, however, address the
establishment of BPA’s base rates, primarily the PF, NR, and IP rates. Thisisalso true of
section 7(b)(2), which establishes arate test. If the rate test triggers, certain costs must be
allocated to all BPA power sales other than those to preference customers. The section 7(b)(2)
rate test is thus conducted in the establishment of the base PF rate and the other base rates.
Section 7(b)(2) does not refer to adjustment clauses.

The fact that the section 7(b)(2) rate test is conducted in the establishment of the base PF rateis
confirmed in the legidlative history of section 7(b). The report of the House Committee on
Interstate and Foreign Commerce notes that “[s]ection 7(b) establishes the rates for power sold
to meet the general requirements of public bodies, cooperatives, and Federal agency customers
within the Pacific Northwest .... Thisrate will be the Administrator’slowest firm power rate.”
H.R. Rep. No. 96-976, Pt. I, 96" Cong., 2d Sess. 68 (1980) (emphasis added); see H.R. Rep.
No. 96-976, Pt. |1, 96™ Cong., 2d Sess. 52 (1980). Section 7(b), including section 7(b)(2), thus
refers to the establishment of BPA’s PF rate. It does not address adjustment clauses.

SUB arguesthat BPA isincorrect in stating that the legiglative history of the Northwest Power
Act confirms that the 7(b)(2) rate test is conducted in the establishment of the PF rate and does
not address adjustment clauses. SUB EX. Brief, SN-03-R-SP-01, at 14-15. SUB then quotes
passages of legidlative history that do not mention adjustment clauses at all. Id.

Section 7(b)—This section establishes arate or rates for electric power sold to
meet the general requirements (defined in this section) of public body cooperative
and Federal agency customers and utilities under section 5(b)(2); arate test to
limit the charges that may be recovered by such rates applicable to public body,
cooperative, and Federal agency customers after July 1, 1985; and a supplemental
rate charge to recover any costs not recovered as aresult of the rate test, to be
applied through ratesto all other power sales of the Administrator which are not
limited by the rate test...” Administrator’s Record of Decision, Final Power Rate
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Proposal (May 2000), WP-02-A-02 at 13-5, quoting from S. Rep. No. 272, 96"
Cong. 1% Sess. 20 (1979). [emphasis added]

“...Consumers of preference utilities will not suffer any adverse economic
consequences as aresult of this exchange...” (May 2000), WP-02-A-02 at 13-4,
quoting from H. R. Rep. No. 976, Part |1, 96" Cong., 2™ Sess. 35 (1980).
[emphasis added]

Id. SUB then notes that the “legidative record” is clear that section 7(b)(2) protects preference
customers for any rate charged for general requirements service. SUB EX. Brief,
SN-03-R-SP-01, at 15. Thisisconsistent with BPA’s citationsto legidative history and BPA's
conclusion that the 7(b)(2) rate test applies to the development of the PF rate, which is the only
rate charged to preference customers for general requirements service. SUB, however, argues
that the SN CRAC is “arate charged to preference customers for general requirements service.”
Id. Thisisincorrect. The SN CRAC isthe Safety-Net Cost Recovery Adjustment Clause.
Section I1.F.3 of BPA’s 2002 GRSPs states that the SN CRAC is “an upward adjustment to
posted power rates subject to the FB CRAC.” (Emphasis added.) BPA'’s posted power rates are
BPA’sPF, NR, RL, IP, and NF rates. The SN CRAC is an adjustment clause applied to these
rates. A rate can exist without an adjustment clause. An adjustment clause cannot exist without
arate. Theratefor the general requirements of BPA'’s preference customersisthe PF rate. The
SN CRAC is not the PF rate.

SUB, citing the legidative history, also argues that the SN CRAC increases the cost of power to
preference customers, which is an “adverse economic consequence”, therefore BPA must
conduct the 7(b)(2) rate test. SUB EXx. Brief, SN-03-R-SP-01, at 15. SUB has misread the
legislative history. The legislative history cited by SUB providesthat “. . . [c]onsumers of
preference utilities will not suffer any adverse economic consequences as a result of this
exchange. ...” H.R. Rep. No. 96-976, Part |1, 96" Cong., 2™ Sess. 34-35 (1980) (emphasis
added). Theterm “exchange” refers to consequences from the “Residential Exchange Program”
established in section 5(c) of the Northwest Power Act, not from any adverse economic
consequences caused by an adjustment clause. 1d.

Golden Northwest argues that section 7(a)(1) of the Northwest Power Act requires the
Administrator to “establish, and periodically review and revise, rates for the sale and disposition
of electric energy and capacity,” which “shall be established in accordance with . . . the
provisions of this chapter.” Golden Northwest Brief, SN-03-B-GN-01, at 14. Golden Northwest
argues the “provisions of this chapter” include, among other things, the 7(b)(2) rate test. Id.
SUB, Canby, ICNU/ALCOA, Golden Northwest, and GPU argue that the section 7(b)(2) rate
test is required by the Northwest Power Act, or the Act and its legidlative history. SUB Brief,
SN-03-B-SP-01, at 8-9; Canby Brief, SN-03-B-CA-01, at 7-9; ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 24-27; Golden Northwest Brief, SN-03-B-GN-01, at 14-15; GPU Brief,
SN-03-B-SG-01, at 10. BPA agrees that BPA must conduct the section 7(b)(2) rate test when
BPA developsitsrate schedules. BPA'’s current rate schedules are the PF-02 rate, the RL-02
rate, the NR-02 rate, the I1P-02 rate, and the NF-02 rate. These are BPA’'sbaserates. The
Northwest Power Act, however, does not require BPA to conduct the section 7(b)(2) rate test
when BPA implements adjustment clauses that are components of BPA’ s rate schedul es.
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The parties argument that BPA must conduct the section 7(b)(2) rate test when implementing
the SN CRAC proves too much. Section 7(b)(2) is only one of many rate directives contained in
section 7 of the Northwest Power Act. 16 U.S.C. 8§ 839e. If BPA were required to conduct the
section 7(b)(2) rate test when implementing the SN CRAC, then BPA would be required to
conduct all of the other rate directives aswell. The IOUs note that BPA cannot selectively
impose certain rate directives and not impose others. 10U EX. Brief,
SN-03-R-PL/PSIGE/AC-01, at 9-10. Thiswould require BPA to perform all the work needed to
develop new base rates, which would make adjustment clauses superfluous. Some of these rate
directivesfollow.

Section 7(b)(1) of the Northwest Power Act prescribes the allocation of costs to the rates for
requirements sales to BPA'’ s preference customers and for Residential Exchange Program sales
to investor-owned utilities. 16 U.S.C. § 839¢(b)(1). Section 7(b)(1) of the Act provides.

The Administrator shall establish arate or rates of general application for electric
power sold to meet the general requirements of public body, cooperative, and
Federal agency customers within the Pacific Northwest, and loads of electric
utilities under section 839c(c) of thistitle. Such rate or rates shall recover the
costs of that portion of the Federal base system resources needed to supply such
loads until such sales exceed the Federal base system resources. Thereafter, such
rate or rates shall recover the cost of additional electric power as needed to supply
such loads, first from the electric power acquired by the Administrator under
section 839c¢(c) of thistitle and then from other resources.

16 U.S.C. § 839%(b)(1).

Section 7(c) of the Northwest Power Act establishes rate directives for the establishment
of rates for BPA’s DSI customers:

The rate or rates applicable to direct service industrial customers shall be
established--

for the period beginning July 1, 1985, at alevel which the Administrator
determines to be equitable in relation to the retail rates charged by the public body
and cooperative customers to their industrial consumersin the region.

The determination under paragraph (1)(B) of this subsection shall be based upon
the Administrator's applicable wholesal e rates to such public body and
cooperative customers and the typical margins included by such public body and
cooperative customersin their retail industrial rates but shall take into account--

the comparative size and character of the loads served, the relative costs of
electric capacity, energy, transmission, and related delivery
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facilities provided, and other service provisions, and direct and indirect overhead
Costs,

all asrelated to the delivery of power to industrial customers, except that the
Administrator's rates during such period shall in no event be less than theratesin
effect for the contract year ending on June 30, 1985.

The Administrator shall adjust such rates to take into account the value of power
system reserves made available to the Administrator through his rights to interrupt
or curtail service to such direct service industrial customers.

16 U.S.C. § 839¢(c).

Section 7(f) of the Northwest Power Act establishes rate directives for BPA’s requirements
power salesto BPA’s 10U customers and for other firm power sold in the Pacific Northwest:

Rates for all other firm power sold by the Administrator for use in the Pacific
Northwest shall be based upon the cost of the portions of Federal base system
resources, purchases of power under section 839c(c) of thistitle, and additional
resources which, in the determination of the Administrator, are applicable to such
sales.

16 U.S.C. § 839¢(f).
Section 7(g) of the Act prescribes the allocation of certain costs and benefits:

Except to the extent that the allocation of costs and benefits is governed by
provisions of law in effect on December 5, 1980, or by other provisions of this
section, the Administrator shall equitably allocate to power rates, in accordance
with generally accepted ratemaking principles and the provisions of this chapter,
all costs and benefits not otherwise allocated under this section, including, but not
limited to, conservation, fish and wildlife measures, uncontrollable events,
reserves, the excess costs of experimental resources acquired under section 839d
of thistitle, the cost of credits granted pursuant to section 839d of thistitle,
operating services, and the sale of or inability to sell excess electric power.

16 U.S.C. § 839¢(g).

While the parties argue BPA must conduct the section 7(b)(2) rate test in implementing the

SN CRAC, section 7(b)(2) isno more or less a part of BPA’s statutory rate directives than
section 7(b)(1), or section 7(c), or section 7(f), etc. If BPA must conduct the section 7(b)(2) rate
test in implementing the SN CRAC, then BPA must implement all of the other rate directives as
well. But this makes no sense. The establishment of BPA’s base rates is fundamentally different
from the establishment or implementation of adjustment clauses. BPA developsits baseratesin
order to have rates to apply to BPA’s power salesto all customers. These rates are developed
using al of therate directives of section 7 of the Northwest Power Act. In implementing the
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SN CRAC, however, BPA isonly adjusting the parameters of the FB CRAC, which regard cost
recovery, not cost allocation or rate design. See 2002 GRSPs, Section I1.F.3.

In the current proceeding, BPA is not developing base rates, but isimplementing an adjustment
clause. For example, one of the most fundamental rate directivesis that BPA will allocate to
preference customers' rates the Federal base system (FBS) resource costs needed to supply
preference loads until such sales exceed the FBS resources. 16 U.S.C. § 839¢e(b)(1). Theresafter,
the preference rate(s) recover the cost of additional electric power as needed to supply the
preference loads, first from Residential Exchange Program power and then from other resources.
Id. Yetthe SN CRAC proceeding does not address thisissue at all. Section 7(b)(1) was
implemented in developing BPA’ s base rates. The same istrue for section 7(b)(2).

SUB argues that BPA is not required to comply with section 7 of the Northwest Power Act
“when establishing or implementing adjustment clauses which is[sic] not for the general
requirements of preference customers.” SUB EX. Brief, SN-03-R-SP-01, at 15. This makeslittle
sense. Section 7(b)(2) is simply one of numerous rate directivesin section 7 of the Northwest
Power Act. Section 7(b)(2) is not required to be implemented any more than any other rate
directive. If BPA isnot required to implement other rate directives in establishing or
implementing adjustment clauses, then BPA is not required to implement section 7(b)(2). In any
event, BPA already conducted the 7(b)(2) rate test when BPA developed its 2002 power rates.

Establishment of Adjustment Clauses. There can be little dispute that BPA has the authority
to establish adjustment clauses to its base rates. Section 7(e) of the Northwest Power Act
provides that “[n]othing in this Act prohibits the Administrator from establishing, in rate
schedules of general application, a uniform rate or rates for sale of peaking capacity or from
establishing time-of-day, seasonal rates, or other rate forms.” 16 U.S.C. § 839¢(e). The purpose
of adjustment clausesis to provide a mechanism for adjusting rates without having to reestablish
baserates. If BPA had to implement al the section 7 rate directives when establishing or
implementing adjustment clauses, BPA would never establish adjustment clauses, but would
only establish baserates. Thisisflatly inconsistent with BPA’s ratemaking history and the SN
CRAC. BPA has established and implemented adjustment clauses for its base rates for many
years. For example, BPA’s 1987 wholesale power rates had a CRAC. See 1987 Wholesae
Power and Transmission Rate Schedules. Also, BPA’s 1989 wholesale power rates had a
CRAC. See 1989 Wholesale Power and Transmission Rate Schedules. Also, BPA’s 1993
wholesale power rates had an Interim Rate Adjustment (IRA). See 1993 Wholesale Power and
Transmission Rate Schedules. Implementation of these adjustment clauses did not require a
section 7(b)(2) rate test. Parties have never established that BPA lacked authority to develop, or
was precluded from devel oping, adjustment clauses. Indeed, parties have previously advocated
adjustment clauses as a means to keep rates low because the adjustment clauses serve as a
substitute for the inclusion of higher planned net revenues for risk in rates.

In BPA’ s response to the public agencies’ motion to compel BPA to conduct the 7(b)(2) rate test,
BPA stated that it has previously established numerous adjustment clauses and never required
itself to conduct a section 7(i) hearing or a section 7(b)(2) rate test when implementing them.
Certain parties attempt to distinguish BPA'’ s past adjustment clauses from the SN CRAC. Canby
argues that BPA’s adjustment clause in 1987 was capped at 10 percent and did not require a
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section 7(i) hearing, but here BPA committed to holding a section 7(i) hearing for implementing
the SN CRAC. Canby Brief, SN-03-B-CA-01, at 10. Asdiscussed in greater detail below,
however, section 7(i) does not require BPA to conduct a section 7(b)(2) rate test. Section 7(i) is
procedural, not substantive. Furthermore, also as discussed in greater detail below, the record
shows that the section 7(i) hearing for the SN CRAC was not to conduct a section 7(b)(2) rate
test or to allocate costs to customer classes, but rather to ensure that BPA recovered its costs.

Canby argues BPA'’s adjustment clause in 1989 was adopted after a rate case settlement with all
parties. Canby Brief, SN-03-B-CA-01, at 10. However, it isunlikely that parties would have
agreed to the settlement, which included a CRAC, if the parties believed implementation of the
CRAC would be unlawful in the absence of a subsequent section 7(i) hearing or a section 7(b)(2)
rate test.

Canby argues that in establishing BPA’s adjustment clause in 1993, the Interim Rate Adjustment
(IRA), BPA determined that the issue of including the IRA in the rate test was moot because the
rate test did not trigger. Canby Brief, SN-03-B-CA-01, at 10. That issue, however, regards
whether the section 7(b)(2) rate test must be conducted with an assumption of the
implementation of the adjustment clause. The current issue is whether a section 7(i) hearing or
the 7(b)(2) rate test must be held when implementing an adjustment clause. The IRA did not
require either.

Canby and SUB argue the SN CRAC was open-ended and required a subsequent section 7(i)
hearing, while the other adjustment clauses did not. 1d.; SUB Brief, SN-03-B-SP-01, at 10. All
adjustment clauses are open ended in the sense that one does not know the effect of the clause
until it isimplemented. Also, the SN CRAC is not completely open-ended, athough BPA
acknowledges that additional elements of the SN CRAC had to be determined in order to
implement the SN CRAC. Section I1.F.3 of the GRSPs provides that “[tjhe SN CRAC will bean
upward adjustment to posted power rates subject to the FB CRAC by modifying the FB CRAC
parameters.” (Emphasis added.) Further, “BPA will propose changesto the FB CRAC
parameters that will, to the extent market and other risk factors allow, achieve a high probability
that the remainder of Treasury payments during the FY 2002-2006 rate period will be madein
full.” 1d. Inany event, however, the record shows that the requirement of a section 7(i) hearing
was to provide parties the procedural protections of aformal hearing and to ensure that BPA
would recover its costs under the SN CRAC. Simply because there were details that needed to
be determined prior to implementing the SN CRAC does not distinguish the SN CRAC from
other adjustment clauses for purposes of conducting the 7(b)(2) rate test.

Section 7(i) Rate Hearings and Base Rates. Some parties have argued the Northwest Power
Act requires that whenever BPA conducts a section 7(i) hearing, it must also conduct a section
7(b)(2) rate test. Thisfundamental premiseisflawed. First, section 7(i) of the Northwest Power
Act provides that “[i]n establishing rates under this section [7], the Administrator shall use the
following procedures ...” 16 U.S.C. § 839¢(i). BPA established its 2002 wholesale power rates
in asection 7(i) hearing after conducting the section 7(b)(2) rate test. BPA established the LB,
FB, and SN CRACs in asection 7(i) hearing. Whenever BPA revises any aspect of arate, BPA
conducts a section 7(i) hearing, and BPA is doing so with the SN CRAC. Thereisno provision
in section 7(i), however, which requires BPA to conduct a section 7(b)(2) rate test whenever
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BPA conducts a section 7(i) hearing. 1d. The IOUs also note that the Northwest Power Act does
not require BPA to conduct the 7(b)(2) rate test in every section 7(i) hearing. 10U EX. Brief,
SN-03-R-PL/PSIGE/AC-01, a 9. Thisconclusion is supported by BPA’s past practice. 1d.

In contrast to section 7(i) of the Northwest Power Act, which is procedural in nature,

section 7(b)(2) of the Act isarate test that is performed for the devel opment of a new rate “for
the combined general requirements of [BPA’s] public body, cooperative, and Federal agency
customers,” that is, anew PF rate. 16 U.S.C. § 839e(b)(2). Therefore, BPA only conducts the
section 7(b)(2) rate test when BPA is establishing anew PF rate. BPA only establishes new PF
rates in genera rate cases where BPA establishes its base rates. The SN CRAC proceeding does
not establish anew PF rate. Thereisno provision in section 7(b)(2) that requires BPA to
conduct the section 7(b)(2) rate test whenever BPA conducts a section 7(i) hearing. Id.

Canby argues the SN CRAC is not just an adjustment to existing rates, but instead is a new rate
because it has a rebate provision, a mechanism for resetting the SN CRAC, and because TPP was
used in developing the SN CRAC. Canby Ex. Brief, SN-03-R-CA-01, at 7. Thisargument is not
persuasive. Asnoted previoudly, the SN CRAC is a* Safety-Net Cost Recovery Adjustment
Clause’. Section I1.F.3 of BPA’s 2002 GRSPs state that the SN CRAC is “an upward
adjustment to posted power rates subject to the FB CRAC.” (Emphasis added.) BPA'’s posted
power rates are BPA’s PF, NR, RL, IP and NF rates. The SN CRAC is an adjustment clause
applied to these rates. A rate can exist without an adjustment clause. An adjustment clause
cannot exist without arate.

ICNU/ALCOA argue that the 7(b)(2) test is not limited to BPA’s “base” rates, but reviews the
total rates or power costs charged to BPA'’ s public customers. ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 25; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 4. Specificaly,
they argue the language of the Northwest Power Act requires BPA to determine whether the “the
projected amounts to be charged for firm power for the combined general requirements’ of
preference customers exceed “the power costs’ they would pay if BPA was not required to
provide power to certain non-preference customers. 16 U.S.C. 8 839¢(b)(2) (emphasis added).
Id. ICNU/ALCOA argue thislanguage requires BPA to perform a 7(b)(2) rate test for the total
power costs of preference customers and prevents BPA from arbitrarily separating its power
costsinto base rates and CRACs in order to avoid a 7(b)(2) rate test. I1d. GPU and SUB aso
argue that section 7(b)(2) does not distinguish between adjustments to base rates versus
surcharges, but appliesto al rate adjustments. GPU Brief, SN-03-B-GP-01, at 11; GPU Ex.
Brief, SN-03-R-GP-01, at 13; SUB Ex. Brief, SN-03-R-SP-01, at 16. These arguments are not
persuasive because they ignore other language of section 7(b) of the Act and the legidative
history of the Act, as noted above. In addition, this argument ignores BPA’s Section 7(b)(2)
Implementation Methodology. While section 7(b)(2) refers to the “ projected amounts to be
charged” for firm power general requirements sales to BPA’ s preference customers, and “the
power costs’ for general requirements of such customers incorporating the five assumptionsin
section 7(b)(2), these terms are synonymous with rates. The Section 7(b)(2) Implementation
Methodology prescribes, and BPA has aways implemented these directives as referring to, two
sets of rates: Program Case rates and 7(b)(2) Case rates:
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The implementation of section 7(b)(2) in any given BPA rate proceeding requires
two distinct steps. Thefirst step isto compare a projection of BPA rates
developed under all the provisions of the Northwest Power Act, but without
considering the effects of section 7(b)(2) (the program case), with a projection of
BPA rates developed under the assumptions outlined in section 7(b)(2) (the
7(b)(2) case). Both projections are of rates applicable to public body,
cooperative, and Federal agency customers (7(b)(2) customers) and are based on
the costs of power required to serve the general requirements of those customers
over afive-year period.

If the projected rates in the program case are determined to be higher than those
in the 7(b)(2) case, then the second step isrequired. The ratesfor the 7(b)(2)
customers being developed in the BPA rate proceedings must be reduced and the
difference allocated to other BPA rates pursuant to section 7(b)(3) of the
Northwest Power Act. This potential reallocation must be made within the
framework of sound ratemaking principles and of BPA’s statutory obligations.

Section 7(b)(2) Implementation Methodology, Administrator’s ROD, Appendix C, at 37
(emphasis added). Furthermore, section 11.5 of the Implementation Methodology defines the
7(b)(2) case as “[t]he entire process of projecting rates for the relevant five-year period under the
provisions of section 7(b)(2) of the Northwest Power Act, including specific data, assumptions,
and results.” (Emphasisadded.) Similarly, section I1.6 of the Implementation Methodol ogy
defines the program case as “[t] he entire process of projecting rates to be charged in the future
under the provisions of the Northwest Power Act other than section 7(b)(2), including specific
data, assumptions and results.” (Emphasis added.) The section 7(b)(2) rate test must be
conducted in the devel opment of base rates. The statute and methodology, however, do not
mention adjustment clauses. ICNU/ALCOA argue that because the Northwest Power Act does
not refer to base rates or adjustment clauses, Congress intended the 7(b)(2) rate test to apply to
total power costs and not base rates. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 4. This
does not follow. The Northwest Power Act also does not refer to “rate design”, but thereis no
dispute the Administrator has the authority to design rates. Furthermore, the legidlative history
of section 7(b) establishes that the 7(b)(2) rate test is for establishing the rate for general
requirements service for BPA’s preference customers. Thisisthe PF rate, not an adjustment
clause. Asnoted above, section 7(b)(2) is one of many rate directives that BPA must implement
when establishing rates. Y et BPA does not implement these rate directives when implementing
adjustment clauses. Thiswould require the development of new base rates and render
adjustment clauses superfluous. 10U EX. Brief, SN-03-R-PL/PS/GE/AC-01, at 7-10.

Furthermore, even assuming for the sake of argument that there were an ambiguity in

section 7(b)(2), BPA’s interpretation of the Northwest Power Act is entitled to substantial
deference. Aluminum Company of America v. Central Lincoln Peoples’ Utility District, 467 U.S.
380, 389-90 (1984). In addition, BPA has alongstanding and consistent legal interpretation,
which is supported by extensive administrative precedent. Furthermore, ratemaking is
rulemaking, and it has long been recognized that an agency’s interpretation of itsown ruleis
entitled to deference. E.g., Serra Pacific Power Co. v. U.S Environmental Protection Agency,
647 F.2d 60, 65 (9" Cir. 1981), citing Udall v. Tallman, 380 U.S. 1, 16 (1965). BPA’s
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interpretation of its GRSPs, which concludes that BPA is not required to implement the
section 7(b)(2) rate test when implementing the SN CRAC, as discussed in greater detail below,
iseminently reasonable.

SUB argues that BPA’s statement that the rate test applies only to base rates and not to
adjustment clauses is not supported by the Section 7(b)(2) Legal Interpretation or the

section 7(b)(2) Implementation Methodology. SUB Brief, SN-03-B-SP-01, at 10. GPU argues
these documents require BPA to conduct the rate test in the SN-03 proceeding. GPU Brief,
SN-03-B-SG-01, at 10. SUB claims these documents identify “rate adjustments’ and define the
“relevant rate case” as:

The wholesale power rate adjustment proceeding being conducted at the time the
projections for section 7(b)(2) are made, and in which any adjustment to ratesin
accordance with section 7(b)(2) may be reflected.

SUB Brief, SN-03-B-SP-01, at 10; SUB Ex. Brief, SN-03-R-SP-01, at 16. This argument lacks
merit. Indeed, the Legal Interpretation and Implementation Methodology do not state that BPA
must conduct the rate test in implementing adjustment clauses. Furthermore, despite the length
of these two documents, SUB has provided no language supporting its argument. SUB’ s citation
of the definition of “relevant rate case” rebuts SUB’s argument rather than supportsit. This
definition refers to “the wholesale power rate adjustment proceeding being conducted at the time
the projections for section 7(b)(2) are made.” As BPA has established, the 7(b)(2) rate test is
conducted for the purpose of establishing BPA’s PF rate. Since the inception of the 7(b)(2) rate
test in 1985, BPA has only conducted the rate test in BPA’ s general rate adjustment proceedings
where BPA establishes its base rates, including the PF rate. No projections for section 7(b)(2)
have been made for the SN CRAC proceeding, and BPA has never made projections for

section 7(b)(2) for an adjustment clause. Instead, this phrase refers to the rate proceeding in
which BPA conducts the rate test, which, asreflected in BPA’ s consistent practice, iSBPA’S
general rate proceeding in which BPA establishes its base rates.

The definition of “relevant rate case” also refersto the proceeding “in which any adjustment to
rates in accordance with section 7(b)(2) may be reflected.” BPA has only conducted the

section 7(b)(2) rate test in general section 7(i) hearings where BPA established all of its
wholesale power rates, i.e., base rates. BPA has never conducted the rate test in section 7(i)
hearings where BPA did not establish all of its baserates. Thisis because the rate test, if it
triggers, produces costs that are “not charged to public body, cooperative, and Federa agency
customers,” but which “shall be recovered through supplemental rate charges for all other power
sold by the Administrator to all customers.” 16 U.S.C. 8 839¢(b)(3). BPA’s general rate cases
are where BPA establishesitsrates “for all other power sold by the Administrator.” In order to
comply with section 7(b)(3), BPA can only conduct the 7(b)(2) test in a genera rate case where
BPA establishesits base ratesin order that BPA can allocate the trigger coststo all other power
sold by the Administrator through the rates that apply to such sales. Where BPA is establishing a
single rate or implementing an adjustment clause in a section 7(i) hearing, BPA is not
establishing rates for al of its power sales and BPA may not be able to alocate trigger costs to
al of BPA’srates.
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Canby citesBPA’s Lega Interpretation and argues that BPA’ s position would render

section 7(b)(2) adiscretionary request that BPA could follow if BPA classified the rate as a base
rate. Canby Brief, SN-03-B-CA-01, at 7-9. Inresponse, however, BPA has not ignored the rate
directives. Asnoted previously, BPA conducted the section 7(b)(2) rate test in developing
BPA’s 2002 wholesale power rates. Furthermore, Canby’ s concerns about ignoring ratemaking
directives in potential BPA ratemaking actions are speculative. Canby will have afull
opportunity to contest BPA’s future ratemaking actions in the appropriate forum.

Canby cites BPA’s Implementation Methodology and argues that BPA is required to conduct a
section 7(b)(2) rate test to reflect changesin loads to reflect elasticity of demand and to adjust
DSl loadsif the DSIs no longer exist or are no longer served by BPA, and these conditions are
cited in SUB’s direct testimony. Canby Brief, SN-03-B-CA-01, at 14. Canby argues “[t]he
Implementation ROD analyzed, among other things, when BPA was obligated to conduct a new
7(b)(2) rate test and perform anew 7(b)(2) study. Among the factors. changesin BPA loadsto
reflect elasticity of demand. Implementation ROD at 22-23.” 1d. Canby has mischaracterized
the elasticity of demand issue in the Implementation ROD. Theissueis not whether a new
7(b)(2) rate test must be conducted if there are changes in loads, but rather whether, in the course
of conducting any 7(b)(2) rate test, a new load forecast should be performed for the 7(b)(2) case
if the ratesin the 7(b)(2) Case and Program Case are significantly different. The Implementation
Methodology refersto how a 7(b)(2) rate test will be conducted, not when it should be
conducted. Also, inthe case of Canby’s DSI load argument, the section of the Implementation
ROD cited by Canby, at 41, does not support conducting a new 7(b)(2) rate test when DSI loads
change, but rather describes how DSI loads will be treated in any 7(b)(2) rate test.

Canby argues that SUB properly relied on the Implementation ROD in developing its direct
testimony. Canby Brief, SN-03-B-CA-01, at 14. Canby argues that until BPA changes the
Implementation Methodology, BPA should not carve out exceptions to BPA’slong-held
practices. 1d. These arguments are misplaced. When BPA conducted the section 7(b)(2) rate
test, BPA reflected all the changes noted in BPA’ s Implementation Methodology in BPA’s
proposal. It would be appropriate for the public agencies to raise their concernsin a section 7(i)
hearing when BPA is establishing the PF rate. 16 U.S.C. § 839¢(b)(2). BPA isnot doing soin
the SN-03 rate proceeding. As noted previously, BPA has not “ carved out exceptionsto BPA’s
long-held practices,” but rather acted in a manner consistent with such practices. No changesto
the Implementation Methodol ogy are necessary.

BPA’s 2002 GRSPs. The section 7(b)(2) rate test was performed in BPA’s May 2000 rate
proceeding, which addressed all issues regarding the rate test. 2002 Final Power Rate Proposal,
Administrator’'s ROD, WP-02-A-02, at 13-1 to 13-63. That rate proceeding determined the level
of BPA’s current posted base rates. Keep, et al., SN-03-E-BPA-11, at 74. These base rates
remain in effect for the entire rate period, FY 2002-2006, and do not change with the
implementation of the SN CRAC. Id. Therefore, the section 7(b)(2) rate test is not applicable to
the current SN-03 rate proceeding. 1d. BPA’s GRSPs, including the SN CRAC, were
established in BPA’ s supplemental WP-02 rate proceeding.

SUB argues that all issues regarding the 7(b)(2) test were not decided in BPA’s WP-02 rate
proceeding. SUB Brief, SN-03-B-SP-01, at 7-8. First, SUB argues the GRSPs are silent on the
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issue of the 7(b)(2) test when conducting a 7(b)(2) test for the SN CRAC. In response, however,
the fact that the GRSPs do not expressly mention the 7(b)(2) rate test does not mean the GRSPs
provide no insight with regard to the rate test. First, the absence of an explicit prohibition of an
action does not mean a particular action is appropriate, and is not a sufficient reason to take that
action. Keep, et al., SN-03-E-BPA-11, at 75. For example, the GRSPs also do not expressly
prohibit BPA from devel oping new base rates when implementing the SN CRAC, but doing so
would be absurd because the purpose of the SN CRAC isto avoid establishing new base rates.
Id. Furthermore, while the GRSPs do not explicitly preclude BPA from conducting the

section 7(b)(2) rate test during the SN CRAC section 7(i) proceeding, the GRSPs implicitly
include such aprohibition. Id. It was BPA’sintent that BPA would not conduct the

section 7(b)(2) rate test in the SN CRAC process. Id. Thisintent is confirmed by specific
language that indicates conducting the rate test is inappropriate when implementing the SN
CRAC. Id.

Section 11.F.3 of the GRSPs, regarding the SN CRAC, provides that “[tjhe SN CRAC will bean
upward adjustment to posted power rates subject to the FB CRAC by modifying the FB CRAC
parameters. BPA will propose changesto the FB CRAC parameters that will, to the extent
market and other risk factors allow, achieve a high probability that the remainder of Treasury
payments during the FY 2002-2006 rate period will be madein full.” (Emphasisadded.) The
GRSPs therefore limit the SN CRAC to adjustments to the FB CRAC parameters. The FB
CRAC parameters regard only BPA’s cost recovery, not the allocation of costs or rate design.
The section 7(b)(2) rate test, in contrast, does not adjust the FB CRAC parameters. The rate test
regards the allocation of certain costs among customers, not the recovery of BPA’s total costs or
establishment of a high probability of making Treasury payments. The GRSPs therefore do not
contemplate conducting the section 7(b)(2) rate test in the SN-03 rate hearing.

BPA’s GRSPs also specify that a40-day SN CRAC section 7(i) proceeding will be used to make
changes to the FB CRAC parameters. See 2002 GRSPs, WP-02-A-09, Appendix at 26. Such an
expedited hearing is inconsistent with conducting the 7(b)(2) rate test. In order to understand
this, one must understand the section 7(b)(2) rate test. In order to conduct a new section 7(b)(2)
rate test, BPA would have to rebuild the computer models used in 1999 and 2000 to reflect new
Subscription power sales contracts and any policy changes over the last 4 years. BPA Response
to Motion to Compel, SN-03-M-22. Because the section 7(b)(2) rate test basically compares two
sets of power rates that differ only by the assumptions listed in section 7(b)(2) of the Northwest
Power Act, BPA would need to obtain or generate all of the data required to develop such rates.
Id. The rebuilt computer model then would have to be supplied with the new data from newly
developed BPA rate studies. 1d. BPA would need to develop a new L oads and Resources Study
and supporting Documentation, replacing the WP-02 L oads and Resources Study,
WP-02-FS-BPA-01, and Documentation, WP-02-FS-BPA-01A. 1d. BPA aso would need to
develop a new Revenue Requirements Study and supporting Documentation, replacing the
WP-02 Revenue Requirements Study, WP-02-FS-BPA-02, and Documentation,
WP-02-FS-BPA-02A. Id. BPA also would need to develop anew Risk Analysis Study,
replacing the WP-02 Risk Analysis Study, WP-02-FS-BPA-03. Id. BPA also would need to
develop anew Marginal Cost Analysis Study and supporting Documentation, replacing the
WP-02 Marginal Cost Analysis Study, WP-02-FS-BPA-04, and Documentation,
WP-02-FS-BPA-04A. Id. BPA aso would need to develop a new Wholesale Power Rate
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Development Study and supporting Documentation, replacing the WP-02 Wholesale Power Rate
Development Study, WP-02-FS-BPA-05, and Documentation, WP-02-FS-BPA-05A and 05B.
Id. BPA then would need to develop a new Section 7(b)(2) Rate Test Study and supporting
Documentation, replacing the WP-02 Section 7(b)(2) Rate Test Study, WP-02-FS-BPA-06, and
supporting Documentation, WP-02-FS-BPA-06A. 1d. As part of the process of developing new
computer models and supporting studies for anew Section 7(b)(2) Study and Documentation,
BPA would need to conduct customer and constituent workshops to present the modeling and
data changes and receive comments and suggestions. Id. The extent of the foregoing work
precludes the review of the 7(b)(2) rate test in a 40-day expedited hearing.

Asnoted in BPA’s testimony, the section 7(b)(2) rate test is the result of a complex analysis that
essentially forecasts BPA’s power rates under two very different worlds. Keep, et al.,
SN-03-E-BPA-11, at 75. Theratetest involves the projection and comparison of two sets of
wholesale power rates for the general requirements loads of BPA's public body, cooperative, and
Federal agency customers (7(b)(2) Customers). Id. Thetwo setsof ratesare: (1) aset for the
test period and the ensuing 4 years assuming that section 7(b)(2) is not in effect (Program Case
rates); and (2) a set for the same period taking into account the five assumptions listed in

section 7(b)(2) (7(b)(2) Caserates). See Section 7(b)(2) Rate Test Study, WP-02-FS-BPA-06,
at 1. 1d. In BPA’sgenera rate cases, it requires months to conduct the section 7(b)(2) rate test.
Id. Even assuming, arguendo, that BPA could have prepared a section 7(b)(2) rate test before
the SN CRAC initial proposal, the time needed by parties to adequately review and respond to
such aproposal, in BPA’s experience, would not be available in an expedited section 7(i)
hearing. 1d. The Administrator would not have specified a40-day SN CRAC section 7(i)
proceeding if that proceeding were to include performing a new section 7(b)(2) rate test. Id.

While the parties describe the section 7(b)(2) rate test in very general terms, they fail to mention
that, in order to conduct the rate test, BPA must prepare al the information needed to develop
completely new baserates. In other words, to conduct the test, BPA would have to prepare a
complete new general rate case filing as opposed to the much more limited information needed
to implement an adjustment clause such asthe SN CRAC. Becausethisis so, if BPA had to
conduct the section 7(b)(2) rate test in order to implement the SN CRAC, BPA would not need to
establish an SN CRAC and BPA would simply develop completely new rates. Thus, with regard
to SUB’s argument that all 7(b)(2) issues were not decided in the WP-02 proceeding, the GRSPs,
as discussed above, are not silent on the issue.

SUB also argues all 7(b)(2) issues were not decided in the WP-02 proceeding because it is not
unusual for 7(b)(2) issuesto vary from rate case to rate case, and that each 7(i) processis unique.
SUB Brief, SN-03-B-SP-01, at 7. This argument makes little sense. By definition, any 7(b)(2)
rate test conducted at a later time than another rate test would be different from the prior rate test.
Thisisnot theissue. Theissue iswhether the section 7(b)(2) rate test should be conducted when
BPA implements adjustment clauses.

SUB also notes the Hearing Officer did not grant BPA’s motion to strike SUB’s 7(b)(2)
testimony. Id. at 7-8. SUB argues the denial of BPA’s motion was based, in part, on the finding
that the 7(b)(2) test asit relates to the SN CRAC was not addressed in the WP-02 rate
proceeding. Id. a 8. Thisargument is not persuasive. First, the Hearing Officer’s order stated
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that it made no conclusion regarding whether or not BPA isrequired to conduct the

section 7(b)(2) rate test when implementing the SN CRAC. Order, SN-03-O-12. Also, the
Hearing Officer’s order was based on statements in the public agencies’ pleading that were
inconsistent with actual events. For example, the public agencies told the Hearing Officer that
BPA had never held a section 7(i) hearing without conducting the section 7(b)(2) rate test. See
Order SN-03-0O-12; BPA Response to Motion to Compel, SN-03-M-22. This statement is
incorrect, because BPA has held at least seven section 7(i) hearings without conducting the
7(b)(2) rate test. See BPA Response to Motion to Compel, SN-03-M-22. Thisfact is not
disputed. Canby and SUB note that their statement was based on a previous BPA statement,
which noted that BPA had conducted the 7(b)(2) rate test in every rate case since 1985, except in
cases where the rate case was settled and the test was not performed. Canby Ex. Brief,
SN-03-R-CA-01, at 10-11; SUB Ex. Brief, SN-03-R-SP-01, at 12-13. BPA acknowledges that
its statement was imprecise, and should have noted that BPA has conducted the rate test in every
rate case where BPA has developed its base rates. BPA’s statement, however, was not made in
the context of adjustment clauses, but rather general rate development. See 2002 ROD, at 13-60.
The public agencies, of course, could have independently reviewed BPA’s past rate cases to
identify those BPA rate hearings without a section 7(b)(2) rate test. They did not do so. In any
event, whether BPA or the public agenciesfailed to note that BPA’s past section 7(i) hearings
have not required BPA to conduct a 7(b)(2) rate test is not the point. The point isthat the
Hearing Officer relied on a statement that BPA had not conducted section 7(i) hearings without
conducting the 7(b)(2) rate test, and this statement was incorrect.

SUB argues that because BPA established that the PPC should not be permitted to change its
position regarding the inapplicability of the 7(b)(2) rate test to BPA’s CRACs, including the SN
CRAC, BPA should be judicialy estopped from pointing out that BPA has previously held at
least seven section 7(i) hearings where BPA did not conduct the 7(b)(2) rate test. SUB Ex. Brief,
SN-03-R-SP-01, at 12-13. Thisargument is not persuasive. The PPC changed its position on a
substantive ratemaking issue. Thisis completely different from correcting a factual error. SUB
isbasically arguing that BPA should rely on a known misstatement of fact. BPA will not do so.

Similarly, the public agencies failed to advise the Hearing Officer that the issue of the conduct of
the 7(b)(2) rate test with regard to the SN CRAC was addressed in the WP-02 record. Thisis
established at length in the Joint Customers’ brief in BPA’ s supplemental WP-02 rate
proceeding, as discussed below. The Joint Customers arguments established that the 7(b)(2)
rate test did not apply to the establishment or implementation of the SN CRAC. Just asthe
Hearing Officer had no knowledge that BPA had previously held section 7(i) hearings without
conducting the section 7(b)(2) rate test, there is no evidence the Hearing Officer had knowledge
of the record that addressed the 7(b)(2) rate test in the WP-02 proceeding. Canby argues that
BPA’ s recognition that the Hearing Officer had no evidence before him showing that the issue of
the 7(b)(2) rate test had previously been addressed in the WP-02 record is an attempt to revisit
the Hearing Officer’ s ruling that permitted SUB to file testimony regarding the 7(b)(2) rate test.
Canby Ex. Brief, SN-03-R-CA-01, at 11-12. Thisisincorrect. The Administrator could revisit
the Hearing Officer’ s ruling regarding the disputed testimony and reverse such ruling given the
incorrect and omitted information upon which the ruling was based. The Administrator is not
doing so. Instead, BPA isresponding to the argument that the denial of BPA’s motion to strike
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was based on a “legitimate’ finding that the 7(b)(2) test asit relates to the SN CRAC was not
addressed in the WP-02 rate proceeding. This statement, given the record, is simply wrong.

SUB cites BPA’ s statement that “[t]he public agencies failed to advise the Hearing Officer that
the issue of the conduct of the 7(b)(2) rate test with regard to the SN CRAC was addressed in the
WP-02 record”, and argues that BPA’ s Supplemental ROD did not specifically decide thisissue.
SUB Ex. Brief, SN-03-R-SP-01, at 13. To the contrary, BPA’s Supplemental ROD concluded
that BPA was not required to conduct the 7(b)(2) rate test when BPA established the SN CRAC.
See 2002 Supplemental ROD, WP-02-A-09, 6-1 to 6-15. The record also described why the rate
test was inapplicable. See JCG Brief, WP-02-B-JCG-01. The Hearing Officer should have been
advised of these facts.

SUB aso argues that its failure to respond to the Joint Customers’ statements as to why the
7(b)(2) rate test did not apply to the SN CRAC does not imply concurrence or acquiescence on
theissue. SUB EX. Brief, SN-03-R-SP-01, at 13. BPA has not argued that it does. BPA simply
notes that a party should provide the Hearing Officer with material that is directly relevant and
important to the issue before him, which did not occur in this case.

Finally, SUB argues that the Hearing Officer reviewed limited materialsin drafting his order, so
the Hearing Officer must have reviewed sufficient materials to legitimately reach his conclusion.
SUB Ex. Brief, SN-03-R-SP-01, at 13. This, however, isobviously not the case. As noted
above, BPA’s Supplemental ROD concluded that BPA was not required to conduct the 7(b)(2)
rate test when BPA established the SN CRAC. See 2002 Supplemental ROD, WP-02-A-009,

at 6-1to 6-15. The record aso described why the rate test was inapplicable. See JCG Brief,
WP-02-B-JCG-01. These materials were not mentioned by the Hearing Officer, were not
provided to the Hearing Officer, and there is no indication the Hearing Officer reviewed them in
making his determination. In any event, the Hearing Officer’s order simply allowed testimony
into the record. It expressly did not decide whether BPA was required to conduct the 7(b)(2) rate
test for the SN CRAC.

SUB notes BPA’s statement that it is inappropriate for SUB to suggest only modifying a portion
of the model used to conduct the 7(b)(2) test and that SUB implicitly acknowledges thereis
insufficient time to conduct a 7(b)(2) test. SUB Brief, SN-03-B-SP-01, at 13. SUB arguesthat it
suggested adjusting the model used in the WP-02 proceeding because treatment of the issues
identified by SUB, which were decided in the WP-02 rate case, was already part of the WP-02
modeling logic. Id. Thisresponse, however, does not address the fact that costs and loads,
among other data, change virtually every day. Keep, et al., SN-03-E-BPA-11, at 76. Itis
impractical to conduct a section 7(b)(2) rate test whenever such changes occur, for BPA would
constantly be conducting the rate test. 1d. Furthermore, there are hundreds of inputs to the
section 7(b)(2) rate test, all of which must be based on the best information available and all of
which may affect the results of the rate test. Id. at 77-78. 1t would be inappropriate to allow
specific customers to pick and choose which parameters of the test to update and which to
ignore. 1d.

SUB notes BPA’ s argument that, due to the need to develop virtually all the information needed
to establish new base rates in order to conduct a section 7(b)(2) rate test, it would not make sense
to require BPA to conduct the rate test in the expedited SN CRAC proceeding because BPA
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could simply establish new base rates. SUB Brief, SN-03-B-SP-01, at 12-13. SUB disagrees for
fivereasons. First, SUB arguesthat BPA had ample time to conduct the studies and modeling
needed to conduct the rate test. Id. This argument does not answer the question. Claiming BPA
had time to conduct the rate test, which has been rebutted previously, does not explain why BPA
would implement an adjustment clause when BPA had prepared all the work needed to establish
new base rates.

Second, SUB argues BPA could ask the Hearing Officer to hold an additional hearing
specifically for the 7(b)(2) test. 1d. This argument also does not answer the question.

Suggesting BPA should hold an additional hearing does not explain why BPA would establish an
adjustment clause when, if required to conduct the 7(b)(2) rate test, BPA would have prepared all
the work needed to establish new base rates, rendering the adjustment clause superfluous.

Third, SUB argues BPA has settled cases in the past whereby the parties agreed not to run the
7(b)(2) test and it could do so in an SN CRAC proceeding aswell. 1d. Thisargument lacks
merit because BPA cannot force parties to agree not to run the 7(b)(2) rate test, whichis
inappropriate to run in the SN-03 proceeding in any event.

Fourth, SUB argues BPA could have structured an SN CRAC to recover a specific amount of
money to replenish reserves without basing the SN CRAC on a complicated multi-year process
burdened by multiple requirements (such as a zero net revenue requirement). Id. Itisunclear
from SUB’s argument how the design of the SN CRAC would affect whether BPA should
conduct the 7(b)(2) rate test. It isthe proposal to conduct the rate test that creates the
information needed to develop new base rates, not the design of the SN CRAC.

Finally, SUB argues that the CRAC mechanisms are not functioning as intended, and the SN
CRAC is being driven by multiple issues - including significant increases in program costs, and
augmentation costs which were intended to be recovered through the LB CRAC are spilling over
into the FB and SN CRACs. SUB Brief, SN-03-B-SP-01, at 13. It isunclear how this argument
relates to the fact that conducting the 7(b)(2) rate test would create the information needed to
develop new base rates and render the SN CRAC superfluous. 1n any event, the LB CRAC was
never designed to fully address the problem of augmentation exceeding the May Proposal
forecast. Wedlund, et al., SN-03-E-BPA-15, at 4-5. Rather, the LB CRAC was designed to fully
recover that portion of augmentation costs needed to meet loads. 1d. The LB CRAC design
allows al augmentation costs to be recovered using the LB CRAC solong asBPA’s
augmentation need exceeds the amount of augmentation power placed under contract before a
given month. 1d. When the amount of augmentation power under contract prior to agiven
delivery month exceeds the amount of augmentation need for that month, then some of the costs
of that augmentation are not recoverable from the LB CRAC. Id. The possibility of including
some augmentation costs in the FB and SN CRACs is not new information and should not come
asasurprise. ld., citing 2002 GRSPs, Section I1.F.2 at 111 (“ . . . actual and forecasted revenues
and expenses that are associated with the production, acquisition, marketing, and conservation of
electric power, will be included in determinations under the FB CRAC”).

Canby, ICNU/ALCOA, Golden Northwest, and GPU argue BPA should have prepared the
section 7(b)(2) rate test prior to the SN CRAC proceeding in order to incorporate the test into the
proceeding. Canby Brief, SN-03-B-CA-01, at 13; Canby Ex. Brief, SN-03-R-CA-01, at §;
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ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 26-27; ICNU/ALCOA EX. Brief,
SN-03-R-IN/AL-01, at 5; Golden Northwest Brief, SN-03-B-GN-01, at 15; GPU Brief,
SN-03-B-SG-01, at 12; SUB Ex. Brief, SN-03-R-SP-01, at 17-18. This argument, however,
makes the dubious assumption that BPA would spend 6 to 10 months preparing a single study for
an expedited hearing where all issues and procedural requirements are completed in 40 days. As
noted above, the time needed by parties to adequately review and respond to such a proposal
would not be available in a 40-day expedited section 7(i) hearing. Keep, et al.,
SN-03-E-BPA-11, at 75. More significantly, the partiesfail to address the central fallacy of their
argument, namely, if BPA were to prepare al of the work necessary to conduct the

section 7(b)(2) rate test, which is the information needed to develop base rates, the SN CRAC
would be superfluous. The purpose of an adjustment clause isto allow a utility to recover costs
without the need to conduct an entirely new base rate proceeding.

Second, Canby and ICNU/ALCOA argue the GRSPs allow BPA and other partiesto extend the
schedule for the SN CRAC proceeding, citing the GRSP s statement that “[t]he hearing shall be
completed within 40 days, unless a different duration is agreed to by the parties.” Canby Brief,
SN-03-B-CA-01, at 20; ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 27. Thisargument is not
persuasive. If BPA believed it was required to conduct the section 7(b)(2) rate test in
implementing the SN CRAC, BPA would not have established a 40-day expedited hearing, but
rather amuch longer hearing. 1t would make no sense to establish a 40-day hearing that always
would have to be extended longer than 40 days whenever such a hearing was held. Thiswould
render the 40-day requirement meaningless.

SUB argues BPA held two public meetings on liquidity tools, instead of spending time on the
ratetest. SUB Brief, SN-03-B-SP-01, at 11; SUB Ex. Brief, SN-03-R-SP-01, at 17. This
argument is not convincing. First, as previously established, the 7(b)(2) rate test could not have
been developed and conducted in two days. Furthermore, for the reasons stated in this section,
BPA is not required to conduct the rate test when implementing the SN CRAC.

Canby notes BPA'’ s statement that the GRSPs do not contemplate that BPA will conduct the rate
test when implementing adjustment clauses. Canby Brief, SN-03-B-CA-01, at 15. Canby argues
that the GRSPs do not control because BPA cannot adopt a provision in the GRSPs or interpret
such GRSPs in a manner that contradicts a statute. 1d. Canby arguesthat if thereis a conflict,
the statute prevails. Id. Thereisno conflict in the instant case, however, because section 7(b)(2)
of the Northwest Power Act does not require BPA to conduct the rate test when BPA implements
adjustment clauses. BPA’s consistent interpretation of the Act isthat the rate test is only
conducted when BPA establishes its base rates, including the PF rate.

Administrative Record of GRSPs. In determining the intent of the GRSPs, it is helpful to
review the administrative record of the establishment of the SN CRAC. Such review establishes
there was no intent to conduct the 7(b)(2) rate test in implementing the SN CRAC or the other
CRACs. In BPA’s 2002 supplemental rate case, BPA developed the LB, FB, and SN CRACs.
During the proceeding, a diverse group of parties, comprising nearly all of BPA’s customers and
four regional utility commissions, filed joint testimony and briefs as the “ Joint Customers’.
(Thisis not the same group of parties comprising the “Joint Customers’ in the SN-03 rate
proceeding). Asdiscussed in greater detail below, some of these parties now argue contrary
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positions from those reflected in their brief. Inits brief, this diverse group described BPA's
WP-02 rate devel opment process:

This WP-02 rate proceeding was initiated by BPA on August 13, 1999, Federal
Register notice, 64 Fed. Reg. 44318 (1999), in which BPA proposed new
wholesale power rates to take effect October 1, 2001. Throughout late 1999 and
early 2000, BPA conducted a hearing process in accordance with section 7(i) of
the Northwest Power Act. During the course of this hearing process, all aspects
of the BPA rate proposa were subjected to detailed analysis by rate case parties,
including the proposed base rates and risk mitigation tools.

* k% %

The Federal Register Notice, 65 Fed. Reg. 75272 (2000), initiating the second
phase of the WP-02 rate proceeding, which set out BPA’ s proposed revisions to
the risk mitigation tools contained in the May 2000 ROD adopting the base rates,
stated:

BPA proposal to amend the risk mitigation tools, rather than revise
the base rates, does not require that BPA reexaminein this
proceeding every issue that was debated and decided in the earlier
phase of this proceeding. . . .

JCG Brief, WP-02-B-JCG-01, at 3-5. The Joint Customers noted that “[t]he JCG proposal
[which was incorporated into BPA’ s supplemental proposal], including the LB, FB, and SN
CRACs and the revised DDC, is an integrated package of risk mitigation tools that should be
adopted inits entirety. The integrated package directly addresses the financia risks faced by
BPA intherate period . ..” JCG Brief, WP-02-B-JCG-01, at 2 (emphasis added). The JCG
expressly stated that CRACs did not require BPA to conduct the section 7(b)(2) rate test a second
time:

The JCG proposal [which was incorporated into BPA’ s supplemental proposal]
only modifies the operation of the contingent rate adjustment mechanisms, and
does not revise the base rates adopted in the May ROD. These modifications do
not require the recalculation of the section 7(b)(2) ratetest . . . .

Id. at 2 (emphasis added). The Joint Customers reiterated and expounded upon the reason the
section 7(b)(2) rate test need not be conducted in establishing the CRACS, including the SN
CRAC:

CRACs are contingent cost recovery clauses that only go into effect to collect
additional revenues if certain circumstances develop. BPA has not suggested in
any testimony submitted in this proceeding that the base rates adopted in the May
ROD be subject to revision. Inthefirst phase of this proceeding, BPA subjected
these base rates to all of the statutory tests it deemed necessary to satisfy the
requirements of Section 7 of the Regional Act, including the various rate tests

SN-03-A-02
Page 2.1-60



contained in sections 7(b) and (c) of the Regional Act [which include the

section 7(b)(2) ratetest]. And sinceit is only the contingent cost recovery clauses
contained in the GRSPs, and not the base rates contained in the rate schedules,
that are being modified in the second phase of this proceeding, thereisno legal
requirement that these rate tests be performed a second time.

Id. at 5 (emphasis added). The Joint Customers stated their position yet again:

Some rate case parties have argued that even though BPA has proposed no
changes to the base rates contained in the May 2000 ROD, and has focused on
what revisions should be made to these contingent rate adjustment provisions,
BPA should nevertheless perform for a second time both the section 7(b)(2) rate
test and the section 7(c) floor rate calculations. WP-02-DS-06 at 2-7. This
argument isin error.

BPA has from timeto time in past rate case included contingent rate adjustment
clausesin itsrates to cover financial contingencies that could be adequately dealt
with in BPA’s baserates. The inclusion of these contingent rate adjustment
clauses in the GRSPs has never required a second performance of the section
7(b)(2) ratetest . . ..

By their very nature, contingent rate adjustment clauses deal with financia events
whose timing, magnitude, and consequences are difficult or impossible to
accurately forecast. For example, in the first year of the rate period augmentation,
cost estimates range from $1.0 to $6.5 billion. WP-02-E-JCG-03 at 19. That is
why they are dealt with in contingent clauses and not in base rates. And for the
same reason, attempting to perform the section 7(b)(2) rate test and the

section 7(c) floor rate calculation based on the possible operation of these
contingencies rate adjustment clauses would be, at best, an exercisein
speculation, or at worst an excursion into compl etely subjective matters.

The purpose of this second phase of the WP-02 proceeding is to provide BPA
with the contingent rate mechanism that it needs to ensure recovery of the
revenues needed to fulfill its obligations. The Regional Act does not require that
these contingent rate mechanisms individually be evaluated on the basis of the
section 7(b)(2) . . . ratetest. Rather, these contingent rate adjustment clauses,
when combined with base rates, must demonstrate that BPA can“ . . . recover, in
accordance with sound business principles, the costs associated with the
acquisition, conservation, and transmission of electric power, including the
amortization of the Federal investment in the Federal Columbia River Power
System....” 16 U.S.C. 839¢(a)(1).

Id. at 6-7. GPU, PPC and SUB argue that the Joint Customer Group’s brief argued only that
there was no need to conduct the 7(b)(2) rate test for establishing the SN CRAC (and LB and FB
CRAC:s), not for implementing the SN CRAC. GPU Ex. Brief, SN-03-R-GP-01, at 10-11;
PPC/IEA Ex. Brief, SN-03-R-PP-01, at 9-10; SUB Ex. Brief, SN-03-R-SP-01, at 19. This
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argument is not persuasive. The Joint Customers' brief addressed all three of BPA’s CRACs,
including the SN CRAC. When the Joint Customers addressed thisissue, al rate case parties
knew that the proposed establishment of the SN CRAC would include a subsequent section 7(i)
hearing. The SN CRAC was not simply implemented in a subsequent hearing, it was also further
established through amended GRSPs. Despite the fact that the Joint Customers knew that the SN
CRAC would be further established and implemented in a subsequent hearing, they concluded
this did not require BPA to conduct a 7(b)(2) rate test for the SN CRAC. The Joint Customers
arguments regarding the 7(b)(2) rate test apply to both the establishment and implementation of
the SN CRAC. In BPA’s supplemental rate case, the Joint Customers noted that the
supplemental rate proposal “only modifies the operation of the contingent rate adjustment
mechanisms, and does not revise the base rates adopted in the May ROD. These modifications
do not require the recalculation of the section 7(b)(2) ratetest...” JCG Brief,
WP-02-B-JCG-01, at 2. In other words, the SN CRAC, because its establishment and
implementation do not revise the base rates adopted in the May ROD, does not require a 7(b)(2)
ratetest. The Joint Customers also noted “sinceit is only the contingent cost recovery clauses
contained in the GRSPs, and not the base rates contained in the rate schedules, that are being
modified in the second phase of this proceeding, thereis no legal requirement that these rate tests
be performed asecond time.” 1d. at 5. In other words, the Joint Customers distinguished
between the modification of the GRSPs and the modification of base rates, thereby showing that
the modification of the GRSPs, including through the SN CRAC hearing process, did not require
a7(b)(2) rate test.

PPC argues that BPA cannot point to where the 2002 Supplemental ROD or the GRSPs preclude
BPA from conducting the section 7(b)(2) rate test. PPC/IEA Ex. Brief, SN-03-R-PP-01, at 10.
To the contrary, BPA’s 2002 Supplemental ROD concludes that the 7(b)(2) rate test does not
apply to the LB, FB or SN CRACs at pages 6-1 to 6-15. With regard to BPA’s GRSPs, as
explained previously, Section I1.F.3 provides that the SN CRAC regards adjusting the FB CRAC
parameters and thus involves cost recovery, not cost allocation. Also, the GRSPsrefer to a
40-day hearing process, which is inconsistent with conducting the 7(b)(2) rate test. Conversely,
the parties have cited no statements in the Supplemental ROD, the GRSPs, or the entire
administrative record, for any evidence that BPA concluded that the SN CRAC required BPA to
conduct the 7(b)(2) rate test.

GPU argues the Administrator noted that running a 7(b)(2) test would be an exercisein
speculation because the financial events that would trigger the need for a CRAC “[we]re difficult
or impossible to accurately forecast” at that time, and suggest that thisimplies BPA should
conduct the test when BPA obtains such information. GPU Ex. Brief, SN-03-R-GP-01, at 10. In
the 2002 Supplemental ROD, the Administrator stated:

The DSIS and SUB’s argument has been addressed in BPA’ s policy testimony,
which explains why BPA is proceeding with changes in its risk mitigation
strategy instead of conducting a completely new rate case. See Burns and
Berwager, WP-02-E-BPA-62; Burns and Berwager, WP-02-E-BPA-70. Ebberts,
et al., WP-02-E-BPA-79, at 7. In addition, as noted above, BPA’ s proposed rates
comport with BPA’s rate directives; BPA has developed an appropriate policy
approach to address the unprecedented volatility in the electric power market (see
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Burns and Berwager, WP-02-E-BPA-62; Burns and Berwager,
WP-02-E-BPA-70); BPA isfacing unprecedented uncertainty in the devel opment
of itsrates; BPA has properly performed al of its rate studies; assuming that BPA
were to revise its rate studies, BPA would also review all other policy, technical,
and legal issues regarding the devel opment of rates; BPA lacks the time necessary
to conduct a completely new rate case; and there must be some end to the
incorporation of changed conditions in ratesin order to conclude the rate
development process and such a solution must work in avolatile market. 1d.
These reasons militate against conducting a second section 7(b)(2) study, or other
studies, which essentially would require BPA to conduct a completely new rate
case. ld.

See 2002 Supplemental ROD, at 6-12 to 6-13. GPU is correct that one of the numerous reasons
provided by the Administrator in concluding that a 7(b)(2) rate test was not necessary in
establishing the CRACs was that there was uncertainty in the development of BPA’s rates due to
market volatility and other factors. This does not, however, require BPA to perform the rate test
when BPA acquires additional information later. The Administrator listed numerous reasons for
not conducting the rate test, including but not limited to, that BPA had already conducted the rate
test and did not need to conduct it again; that it would be inappropriate for BPA to review all
other policy, technical, and legal issues regarding the development of rates, which essentially
would require BPA to establish new base rates; etc. The fact that additional information might
be available in alater SN CRAC hearing does not support a new 7(b)(2) rate test because the SN
CRAC isonly an “upward adjustment to posted [base] power rates’ and does not involve the
establishment of new BPA rates.

Furthermore, the Joint Customers clarified the reason that BPA would hold a subsequent
section 7(i) hearing when implementing the SN CRAC:

Recent events have amply demonstrated that our ability to accurately forecast for
afive-year period development in the wholesale power market, and the electric
utility industry on the West Coast generally, islimited. . . . [I]tisconceivable that
events will occur during the rate period that will pose financial risksto BPA that
are not encompassed by the LB and FB CRACs. To address thisrisk, the JCG
proposed, and BPA included in its Supplemental Proposal, the Safety Net CRAC
(“SN CRAC"). The SN CRAC permits BPA to initiate a process to revise the FB
CRAC parametersif it has missed, or has forecast a high likelihood of missing, a
payment to a creditor or the Treasury during the rate period. There are no
specified limits on the amount of additional revenues that BPA can collect under
the SN CRAC.

JCG Brief, WP-02-B-JCG-01, at 12. As noted below, the purpose of including the
implementation of the SN CRAC in a section 7(i) hearing was not to require BPA to conduct a
new section 7(b)(2) rate test. To the contrary, it was to ensure that BPA recovered additional
costs that BPA could not recover through base rates, in order to recover BPA’stotal costs.

16 U.S.C. 8§ 839¢(a)(1). The Joint Customers stated:
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In essence, the SN CRAC allows BPA to truncate the five-year rate period and
make an adjustment to the FB CRAC parameters when it is clear that the LB and
FB CRACs are inadequate to ensure timely payment to the Treasury. It also
requires that any such change to the FB CRAC parameters will be subjected to
review by the FERC, which will ensure that any such change satisfies the cost
recovery requirement of section 7(a) of the Regional Act. The SN CRAC isthe
ultimate demonstration that the region is committed to providing BPA with the
tools necessary to fulfill its obligations to the Treasury regardless of what may
transpire during the rate period.

JCG Brief, WP-02-B-JCG-01, at 12. Therecovery of BPA'stotal costsis completely different
than the rationale for the section 7(b)(2) rate test, which is an allocation of costs to particular
customers. Thisis confirmed by Section B.2.h of the Partial Stipulation and Settlement
Agreement, WP-02 Adjustment Proceeding, which provides:

. .. the Parties agree that the provisions of the Parties' Proposal that address the
Safety Net CRAC (SN CRAC) and the attendant section 7(i) procedures to
implement such an SN CRAC are consistent with, and permitted by, the language
in each Party’ s respective Subscription power sales agreement with BPA.

(Emphasis added.) Notably, the Settlement Agreement provides that the section 7(i) procedures
apply to the implementation of the SN CRAC, not the substantive standards like the

section 7(b)(2) rate test. In summary, the administrative record of the WP-02 rate proceeding
establishes that BPA is not required to conduct the section 7(b)(2) rate test in the SN-03 rate
proceeding.

SUB acknowledges BPA's statement that it was not BPA’ s intent to conduct the section 7(b)(2)
rate test for the SN CRAC. SUB Brief, SN-03-B-SP-01, at 10-11; SUB EX. Brief,
SN-03-R-SP-01, at 19. SUB argues BPA should not have signed the settlement agreement,
which was silent on thisissue, and the GRSPs should have addressed thisissue. This argument
isweak. Under thislogic, and assuming the settlement agreement was silent on thisissue, it
would be equally true that BPA should have signed the settlement agreement because it did not
require BPA to conduct the 7(b)(2) rate test when implementing the SN CRAC. Furthermore, as
discussed in greater detail above, the GRSPs are implicitly inconsistent with conducting the
7(b)(2) rate test for the SN CRAC, and the administrative record explicitly recognizes this fact.

Canby notes BPA'’ s statement that many parties signed a Partial Stipulation and Settlement
Agreement in the WP-02 supplemental rate proceeding, and such partiesfiled ajoint brief stating
that BPA need not conduct the rate test for subsequent rate adjustments, including the SN
CRAC. Canby Brief, SN-03-B-CA-01, at 12. Canby arguesthat it did not sign the settlement
agreement or endorse the brief. 1d. Canby arguesthat it has not waived itsrights. 1d. BPA has
not claimed that Canby has waived itsrights. The issue, however, is BPA’sintent in establishing
the SN CRAC GRSPs with regard to whether such GRSPs contemplate conducting the 7(b)(2)
rate test for the SN CRAC. This can be determined regardless of Canby’s past position on the
issue.
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The PPC notes that while it signed on to the Joint Customer Group (as formed for the WP-02 rate
proceeding) brief in BPA’s supplemental rate proceeding, which established the LB, FB, and SN
CRACs, and which argued BPA did not have to conduct the rate test in developing the CRACs,
PPC is not bound by the arguments in such brief. PPC/IEA Brief, SN-03-B-PP-01, at 13. This
issue, however, must be addressed in the context of governing law. The rule of judicia estoppel
prevents a party from advancing inconsistent propositions in different judicial proceedings,
including an administrative proceeding. See generally Callanan Road Improvement Company v.
United Sates, 345 U.S. 507, 512-13 (1953); Arizona v. Shamrock Foods Co., 729 F.2d 1208,
1215 (9th Cir. 1984); United Sates v. Matheson, 532 F.2d 809, 819-20 (2d Cir. 1976); Smith v.
Montgomery Ward & Co., 388 F.2d 291, 292 (6th Cir. 1968); Lewisv. Atlas Corporation, 159
F.2d 599, 602 (3rd Cir. 1946). This prevents a party from blowing "hot and cold" in different
forums. Callanan, 345 U.S. at 513. Even assuming, arguendo, that parties may change their
positions on issues, PPC’s prior agreement with the Joint Customersis particularly telling. This
was the proceeding that established the SN CRAC and also established that BPA would hold a
section 7(i) hearing for implementing the SN CRAC. This proceeding also established BPA's
intent that BPA would not conduct the section 7(b)(2) rate test in the SN CRAC section 7(i)
hearing.

PPC argues that the Partial Settlement Agreement did not stipulate that the rate test would not
apply to a section 7(i) hearing and PPC did not waive a number of rate test issues. PPC/IEA
Brief, SN-03-B-PP-01, at 13-14. While the Partial Stipulation and Settlement Agreement did not
expressly state the rate test would not apply to the SN CRAC hearing, this conclusion isimplicit
in the agreement. Thisis demonstrated by the Joint Customers’ brief, which describesin detail
why the rate test isinappropriate for the SN CRAC hearing. Also, while PPC did not waive a
number of rate test issues, these issues regarded only the rate test issuesin BPA’s May 2000 rate
proposal, not the rate test issues in the supplemental proposal, which established the SN CRAC.
See Partial Stipulation and Settlement Agreement, Exhibit B, Sections 1.8 - 1.15.

Furthermore, each Subscription power sales agreement contains an Exhibit A, Rate
Commitments. BPA Response to Motion to Compel, SN-03-M-22. Section 3(b) of such exhibit,
entitled Priority Firm Power Rate Treatment, provides:

BPA agrees that the 3-Y ear Rates and 5-Y ear Rates available to <<Customer>>
consistent with this exhibit shall not be subject to revision during their respective
terms, except for the application of a Cost Recovery Adjustment Clause. . . as
provided in the PF applicable rates schedules and GRSPs and this Agreement.

These contract provisions confirm that BPA’ s base rates do not change during the respective
contract periods, except for the CRACS, that is, the base rates, which were developed in part by
conducting the section 7(b)(2) rate test, are not subject to the rate test for a second time. Because
nearly all of BPA’s power customers hold a Subscription power sales agreement, BPA and the
parties to the Partial Stipulation and Settlement Agreement specifically intended and drafted the
SN CRAC proposal in amanner that did not require the application of the section 7(b)(2) rate
test. Furthermore, the contract provisions distinguish between BPA'’ s rates, such as the PF rate,
and adjustment clauses.
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BPA'’s Section 7(i) Hearing Rules. SUB, ICNU/ALCOA, and Golden Northwest argue the SN
CRAC, like the PF rate, isarate as defined in the 7(i) rules. SUB Brief, SN-03-B-SP-01, at 10;
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 25-27; ICNU/ALCOA EX. Brief,
SN-03-R-IN/AL-01, at 4-5; Golden Northwest Brief, SN-03-B-GN-01, at 14. ICNU/ALCOA
note that BPA’s Procedures define “rate” as “the monetary charge, discount, credit, surcharge,
pricing formula, or pricing algorithm for any electric power or transmission service provided by
BPA, including charges for capacity and energy.” ICNU/ALCOA Brief, SN-03-B-IN/AL-01,

at 25; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 4-5. ICNU/ALCOA argue that the SN
CRAC rate increase fits within this definition because it is a monetary charge, surcharge, and/or
new pricing formulafor power costs that will be charged to BPA’ s customers, specifically, “[t]he
SN CRAC will be an upward adjustment to posted power rates,” citing Section I1.F.3 of the
GRSPs. Id. at 26. ICNU/ALCOA argue that the SN CRAC also differs from other CRACs
because it does not specify the exact monetary charge, pricing formula, or pricing algorithm, and
BPA must conduct a new proceeding to determine the new “upward adjustment” or surcharge
that will result from the triggering of the SN CRAC. Id.

BPA agrees that the SN CRAC, as an adjustment clause, isa“rate” as defined in BPA’s hearing
procedures. Similarly, the SN CRAC, like any adjustment clause, must be established in a
section 7(i) hearing. Section 7(i) and BPA’ s Procedures, however, are procedural provisions,
not substantive provisions. BPA has always conducted a section 7(i) hearing when establishing
rates, including adjustment clauses. BPA conducted a section 7(i) hearing when BPA
established its 2002 base rates, when BPA established the LB, FB, and SN CRACSs, and BPA is
conducting a section 7(i) hearing for the implementation of the SN CRAC. Section 7(i),
however, and the fact that BPA is conducting a section 7(i) hearing, does not require BPA to
conduct the section 7(b)(2) rate test. The SN CRAC section 7(i) hearing was to provide the
parties procedural protection and to ensure BPA’ srecovery of itstotal costs, not to develop new
base rates. While an adjustment charge istreated asa*“rate” for procedural purposes, from a
substantive perspective, an adjustment clause is not arate, but is a component of arate.
ICNU/ALCOA argue that under BPA’ srationale, BPA could avoid the 7(b)(2) rate test by
characterizing new rates as adjustment clauses. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01,
at 5. Thisargument is not convincing. BPA’s base rates are the PF, RL, NR, IP, and NF rates.
Adjustment clauses are specific clauses designed to recover a specified set of costsin addition to
base rates. These two concepts are clearly separated. BPA cannot say that a base rateisan
adjustment clause and vice versa. For example, a BPA customer cannot be charged only an
adjustment clause. There would be no way to determine what the customer would pay for
power. A customer must be charged arate, to which an adjustment clause may apply. Thisis
why BPA establishes rates, such asthe PF, NR, and IP rates. A rate can exist without an
adjustment clause. An adjustment clause cannot exist without arate.

ICNU/ALCOA argue that the specific monetary amount or surcharge that will be charged
through the SN CRAC may be imposed only after BPA has completed a section 7(i) rate hearing,
which requires that BPA follow specific procedures when “establishing rates.” ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 26. They argue BPA cannot claim that it is not establishing rates
once it has formally initiated the section 7(i) process to increase the power costs paid by its
customers. Id. Thisargument misses the point. BPA does not deny that adjustment clauses are
components of BPA’s rates or that rate components, like base rates, are established in
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section 7(i) hearings. BPA, however, is not establishing the base rate schedules under which
BPA sells power to its customers. Such rates already were established in BPA’s WP-02 rate
proceeding and ROD, where BPA conducted the section 7(b)(2) rate test. Part of those
established ratesis the SN CRAC, which also was established in a prior section 7(i) hearing.
The current hearing is for the implementation of the existing SN CRAC, which isonly an
adjustment clause that requires parties to pay for specified costs in addition to their established
rates. AsBPA previously noted in establishing the SN CRAC:

BPA addressed this cost recovery problem by amending certain risk mitigation tools
contained in the 2002 GRSPs, which apply to baserates.... The primary cost structure
and the rates devel oped to recover those costs remain unchanged. ... Because the
primary change in BPA’s ability to recover costs was the combination of an unanticipated
increase in loads with higher and more uncertain market prices, to best enhance cost
recovery, the Supplemental Proposa has modified the CRAC to address these specific
circumstances....

2002 Supplemental ROD, WP-02-A-09, at 2-6 (emphasis added). Conducting a section 7(i)
hearing for the implementation of an existing adjustment clause only requires BPA to perform
the requirements for implementing the adjustment clause. It does not require BPA to develop
new data regarding every element needed to establish new base rates, or to apply al of the
Northwest Power Act’srate directivesto completely new data. Thiswould require BPA to
completely reestablish BPA’s wholesale power rates and would render the SN CRAC
superfluous.

BPA’sPrior Administrative Practices. Itishelpful to review BPA’s past administrative
practices in implementing the section 7(b)(2) rate test. As noted below, review of BPA’s
historical practices demonstrates that, since 1985, BPA has held at least seven section 7(i)
hearings to establish rates wherein BPA did not conduct the section 7(b)(2) rate test. BPA’s
longstanding legal interpretation and administrative precedent therefore do not require BPA to
conduct the section 7(b)(2) rate test in every section 7(i) rate hearing. The criterion for
conducting the section 7(b)(2) rate test is not simply whether a section 7(i) process occurs, but
rather the substantive nature of the hearing.

BPA previously held at least seven section 7(i) hearings to establish rates wherein BPA did not
conduct the section 7(b)(2) rate test. 1n 1986, BPA developed the Variable Industrial Power rate
schedule VI-86. U.S Dep't of Energy — Bonneville Power Admin., 36 FERC 61,142 (1986).

In 1986, BPA developed the Southern California Edison Contract Formula rate schedule SC-86.
U.S Dep't of Energy — Bonneville Power Admin., 36 FERC 161,350 (1987). In 1987, BPA
developed a Surplus Firm Power rate schedule SL-87. U.S Dep’t of Energy — Bonneville Power
Admin., 40 FERC 1/ 61,350 (1986). In 1990, BPA developed a Pacific Power & Light Company
Capacity Contract Formularate schedule PPL-90. U.S. Dep’t of Energy — Bonneville Power
Admin., 53 FERC 161,318 (1990). In 1999, BPA revised the Firm Power Products and Services
rate schedule FPS-96R. U.S. Dep't of Energy — Bonneville Power Admin., 95 FERC ] 61,082
(2001). In 2000, BPA amended the WP-96 Unauthorized Increase Charge. U.S. Dep’t of Energy
— Bonneville Power Admin., 94 FERC 62,084 (2001). On January 15, 2003, FERC approved
the PNCA-02 rate. U.S Dep't of Energy — Bonneville Power Admin., 102 FERC 1 62,030
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(2003). Inall of the foregoing section 7(i) hearings, BPA did not conduct the section 7(b)(2) rate
test. BPA’slongstanding statutory interpretation and administrative precedent therefore do not
require BPA to conduct the section 7(b)(2) rate test in every section 7(i) rate hearing.

GPU argues BPA does not have discretion to ignore the section 7(b)(2) rate test, claiming that
BPA’s practice of conducting the rate test in prior section 7(i) proceedings does not support such
discretion. GPU Brief, SN-03-B-SG-01, at 12. SUB also argues that the section 7(b)(2) rate test
is supported by precedent, claiming that BPA conducts the rate test whenever BPA holds a
section 7(i) hearing. SUB Brief, SN-03-B-SP-01, at 9-10. SUB then admits that BPA refuted
this argument and noted that BPA has held at |east seven section 7(i) hearings where BPA did
not conduct the section 7(b)(2) rate test. 1d. SUB then argues that the cases cited by BPA did
not deal with preference customer rates, were settled, or assumptions were not changed from
prior 7(b)(2) tests. Id.; SUB Ex. Brief, SN-03-R-SP-01, at 20. Canby also argues that the cases
cited by BPA did not involve the preference customers PF rate, only changed rates for
non-public agencies, or adjusted specialized rates. Canby Brief, SN-03-B-CA-01, at 9. Canby
argues BPA must conduct the section 7(b)(2) rate test whenever BPA sets or adjusts the PF rate.
Id. Golden Northwest aso adopts this position. Golden Northwest Brief, SN-03-B-GN-01,

at 15.

In response to these arguments, it should first be noted that BPA does not claim to have the
discretion to ignore the 7(b)(2) rate test. BPA also does not claim that BPA’s prior practice of
conducting the rate test only when establishing base rates gives BPA the discretion to ignore the
7(b)(2) rate test. Instead, BPA has interpreted the Northwest Power Act consistently regarding
the conduct of the rate test and has consistently applied that interpretation in the establishment
and implementation of adjustment clauses. BPA conducted the rate test in establishing the rates
to which the SN CRAC applies. BPA’s previous arguments also establish that it is not necessary
to conduct the 7(b)(2) rate test when implementing adjustment clauses.

SUB and Canby argue that BPA’s previous hearings did not deal with preferencerates. Thisis
not persuasive because the SN CRAC proceeding is not establishing and does not change BPA’s
base PF rate. By their very nature, contingent rate adjustment clauses deal with financial events
whose timing, magnitude, and consequences are difficult or impossible to accurately forecast.
JCG Brief, WP-02-B-JCG-01, at 6-7. These contingent rate adjustment clauses, when combined
with base rates, must demonstrate that BPA can “. . . recover, in accordance with sound business
principles, the costs associated with the acquisition, conservation, and transmission of electric
power, including the amortization of the Federal investment in the Federal Columbia River
Power System....” 16 U.S.C. § 839¢(a)(1). Id.

Furthermore, even assuming, arguendo, that adjustment clauses were considered the
establishment of the PF rate, BPA has previously implemented adjustment charges that applied
to the PF rate. 1n 2000, BPA amended the WP-96 Unauthorized Increase Charge. U.S. Dep’t of
Energy — Bonneville Power Admin., 94 FERC 162,084 (2001). This charge applies to the PF
rate, yet BPA did not conduct a 7(b)(2) rate test to develop a new PF rate to which the charge
would apply. Furthermore, in 1986, BPA developed the Variable Industrial Power rate schedule
VI1-86. U.S Dep't of Energy — Bonneville Power Admin., 36 FERC 1 61,142 (1986). The DS
rate post-1985 must comply with the rate directives of section 7 of the Northwest Power Act.
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16 U.S.C. § 839¢(c). These directives apply to the IP rate just as section 7(b)(2) appliesto the
PF rate. Yet BPA did not conduct a complete redevel opment of rates to establish the variable
rate. Furthermore, the post-1985 DS rate is based on the PF rate plusamargin. 16 U.S.C. §
839¢(c)(2). BPA did not conduct a new 7(b)(2) rate test to establish a new PF rate, upon which
the IP rate was then based. It is not necessary to conduct the 7(b)(2) rate test to establish and
implement adjustment clauses or adjustable rates.

SUB argues that BPA’s previous hearings involved assumptions that were not changed from
prior 7(b)(2) tests. Thisargument lacks merit. Any expedited section 7(i) hearing that occurs
after aprevious general rate case will necessarily be held at a time when underlying dataiis
different than the general rate case. Thisis because of many factors, such as, for example,
having actual load or resource data for past months instead of forecasted data. Regardless of
these changes, BPA did not conduct anew 7(b)(2) rate test in its prior expedited proceedings.

Another avenue for inquiry is BPA’s past practices in the WP-02 rate proceeding. The current
section 7(i) hearing to implement the SN CRAC is directly related to the WP-02 proceeding
because the WP-02 proceeding established the SN CRAC. As noted previoudly, partiesto BPA's
supplemental rate proceeding litigated the issue of whether the section 7(b)(2) rate test should be
conducted in the development of the LB, FB, and SN CRACs. Virtually all of the rate case
parties argued, and the Administrator concluded, that the rate test should not be conducted for
the LB, FB, and SN CRACs. This constitutes the law of the case.

Canby admits BPA did not conduct the rate test when BPA developed the LB, FB, and SN
CRACsin BPA’s supplemental rate proceeding. Canby Brief, SN-03-B-CA-01, at 17. Canby
and SUB argue this creates no precedent because the SN CRAC at this time was a proposal that
allowed BPA to hold arate proceeding in the future, and did not contain a rate design or
modeling of the impact of the SN CRAC on different power rates. 1d.; SUB Brief,
SN-03-B-SP-01, at 10. Thisargument is not persuasive. First, BPA’s supplemental ROD states
“BPA has not modeled the impact of the SN CRAC, because many of the details of its
implementation will be elaborated through the expedited 7(i) processto be initiated upon the
triggering of the SN CRAC, and those details will depend on the particular circumstances that
resulted in the triggering.” Supplemental ROD at 2-7. Thisis not areference to the 7(b)(2) rate
test. The“details’ referred to are “the circumstances that resulted in the triggering” of the SN
CRAC. The SN CRAC triggers based upon afinding that “BPA forecasts a 50 percent or greater
probability that it will nonetheless miss its next payment to Treasury or other creditor.” In
making this determination, BPA determines Treasury payment probability, which involves cost
recovery, but BPA does not conduct a new 7(b)(2) rate test, which involves cost allocation.
Second, as noted previously, the arguments presented by the Joint Customersin BPA’s
supplemental rate hearing established that the 7(b)(2) rate test does not apply to BPA’s CRACs,
including the SN CRAC. These arguments apply not only to the initial establishment of the SN
CRAC in the 2002 GRSPs, but aso to the implementation of the SN CRAC.

GPU argues that BPA’ s supplemental rate proposal was not a separate proceeding from the
WP-02 proceeding, and BPA only prepared one administrative record for the proceeding. GPU
Brief, SN-03-B-SG-01, at 11. AsGPU isaware, BPA’s supplemental proposal was developed in
a separate section 7(i) hearing from BPA’s initia proposal, although both hearings devel oped
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BPA’s 2002 power rates. The additional GRSPs for the SN CRAC also are being developed in a
separate section 7(i) hearing. Furthermore, the provision for a subsequent hearing for the SN
CRAC is contained in the 2002 GRSPs. The current SN CRAC proceeding is ssmply
implementing the existing GRSPs. The fact that a section 7(i) hearing occurs to implement the
existing GRSPs shows how closely related these proceedings are. This provides no basis for
suggesting that BPA should conduct a section 7(b)(2) rate test, which would essentially require
BPA to conduct a general rate case, but suggests, to the contrary, that any subsequent hearing to
implement the SN CRAC would be limited to what is necessary to revise the FB CRAC
parameters.

Asnoted in detail above, the administrative record describes the Joint Customers' proposal in
BPA’s supplemental rate case, which was incorporated into BPA’s supplemental proposal. In
the ROD, the Administrator adopted this proposal. The record shows that it was not appropriate
to conduct the section 7(b)(2) rate test for the LB, FB, and SN CRACs for the following reasons:

Q) CRACs are contingent cost recovery clauses that only go into effect to collect
additional revenuesif certain circumstances develop.

2 In the first phase of the WP-02 proceeding, BPA subjected its base rates to the
section 7(b)(2) rate test.

3 Because it is only the contingent cost recovery clauses contained in the GRSPs,
and not the base rates contained in the rate schedules, that are being modified in
BPA’s supplemental rate proceeding, there is no legal requirement that the
section 7(b)(2) rate test be performed a second time.

4 In the past, BPA hasincluded contingent rate adjustment clausesin its rates to
cover financial contingencies that could be adequately dealt with in BPA’s base
rates, and these contingent rate adjustment clauses have never required a second
performance of the section 7(b)(2) rate test.

) The Northwest Power Act does not require that LB, FB, and SN CRACs
individually be evaluated on the basis of the section 7(b)(2) rate test; rather, the
CRACs, when combined with base rates, must demonstrate that BPA can“. . .
recover, in accordance with sound business principles, the costs associated with
the acquisition, conservation, and transmission of electric power, including the
amortization of the Federal investment in the Federal Columbia River Power
System....” 16 U.S.C. 839¢(a)(1)

Joint Customer Brief, WP-02-B-JC-01, at 2-12. The reasons the section 7(b)(2) rate test was not
conducted for the development of BPA’'s LB, FB, and SN CRACs apply equally to the current
SN CRAC rate hearing.

SUB argues that while the assumptions in the SN-03 rate proceeding have changed relative to the
assumptions used in the 7(b)(2) test for the WP-02 rate proceeding, the triggering of the SN
CRAC could have occurred without changes in the assumptions for the 7(b)(2) test. SUB Brief,
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SN-03-B-SP-01, at 11. SUB arguesthat if BPA had missed a Treasury payment, BPA could
have used the same assumptions it used in the WP-02 rate case and this would have resulted in
no change to the 7(b)(2) rate test. 1d. SUB argues that because BPA reflected actual
assumptionsin its rate proposal, BPA is making the SN CRAC process more complicated. Id.
Thisisincorrect. Section I1.F.3.aof the GRSPs provides that “[i]n determining which proposal
toincludeinitsinitial proposal in the SN CRAC Section 7(i) proceeding, BPA will give priority
to prudent cost management and other options that enhance Treasury Payment Probability while
minimizing changesto the FB CRAC.” Thislanguage provides that BPA does not simply adopt
the assumptions used in the WP-02 proceeding when implementing the SN CRAC. Furthermore,
whenever arate hearing is held after a prior rate hearing, data existing at the time of the
subsequent hearing will be different than the first hearing.

Decision 1
BPA is not required to conduct the section 7(b)(2) rate test when implementing the SN CRAC.
| ssue 2

Whether the Administrator should ask the Hearing Officer to conduct an additional hearing
where BPA would conduct the section 7(b)(2) rate test.

Parties' Positions

SUB argues the Administrator should ask the Hearing Officer to conduct an additional hearing
where BPA would conduct the section 7(b)(2) rate test. SUB Brief, SN-03-B-SP-01, at 4-6; SUB
Ex. Brief, SN-03-R-SP-01, at 20. Canby argues BPA must conduct the rate test in order to have
afull and complete record upon which the Administrator can make his decision. Canby Brief,
SN-03-B-CA-01, at 18. The IOUs, on the other hand, suggest BPA should reject directing the
Hearing Officer to conduct a new section 7(i) hearing. 10U Ex. Brief,
SN-03-R-PL/PS/GE/AC-01, at 10.

BPA'’s Position

It is unnecessary and inappropriate for BPA to conduct a new hearing to perform a second
section 7(b)(2) rate test. BPA conducted the section 7(b)(2) rate test in developing BPA’s 2002
wholesale power rates and BPA is not required to conduct the section 7(b)(2) rate test when
implementing the SN CRAC. Keep, et al., SN-03-E-BPA-11, at 74-78; BPA Response to
Motion to Compel, SN-03-M-22.

Evaluation of Positions

SUB argues that the duties of the Hearing Officer are proscribed in the contractual arrangement
with BPA and by statute, quoting section 7(i) of the Northwest Power Act, 16 U.S.C. 8§ 839¢(i),
which provides:

One or more hearings shall be conducted as expeditiously as practicable by a
hearing officer to develop afull and complete record and to receive public
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comment in the form of written and oral presentation of views, data, questions,
and argument related to such proposed rates.

SUB Brief, SN-03-B-SP-01, at 4-6. SUB and Canby argue that BPA must conduct the 7(b)(2)
rate test in the SN-03 rate proceeding to create afull and complete record. 1d.; SUB Ex. Brief,
SN-03-R-SP-01, at 20; Canby Brief, SN-03-B-CA-01, at 18-19. SUB notes the Procedures
Governing Bonneville Power Administration Rate Hearings, 51 Fed. Reg. 5,611 (1986) (BPA
Procedures) allow a party to submit motions to the Hearing Officer, but under the rules a party
cannot compel a Hearing Officer to compel BPA to conduct a 7(b)(2) test in order to establish a
full and complete record. SUB Brief, SN-03-B-SP-01, at 4-6. SUB arguesit is the responsibility
of the Hearing Officer to meet his or her statutory obligation to ensure the record isfully
developed, even if carrying out the responsibility resides outside the scope of the 7(i) rules. Id.
SUB argues the Hearing Officer should have addressed the 7(b)(2) issue when it wasfirst raised
near the onset of this proceeding. 1d. SUB argues the 7(b)(2) issue has continually resurfaced in
testimony, motions, and orders. 1d. SUB argues that without a 7(b)(2) test the record remains
incompl ete and the Administrator cannot make a decision on an incomplete record. 1d. To fulfill
the requirement that the record be complete, SUB states the Administrator should request the
Hearing Officer exercise his authority to hold an additional hearing in order for the issue of the
7(b)(2) test to be properly developed. Id. Thisargument lacks merit.

Section 7(a)(1) of the Northwest Power Act provides that “[t] he Administrator shall establish,
and periodically review and revise, rates for the sale and disposition of electric energy and
capacity ....” 16 U.S.C. § 839¢(a)(1) (emphasis added). Section 7(i)(2) of the Northwest Power
Act provides that “[o]ne or more hearings shall be conducted as expeditiously as practicable by a
hearing officer ....” 16 U.S.C. 8§ 839¢(i)(2) (emphasis added). Thus, BPA’srate hearings are
initiated by the Administrator, not the Hearing Officer. The Hearing Officer only conducts
BPA'’s rate hearings once requested.

In essence, SUB seeks review of the Hearing Officer’s order denying SUB’s motion to compel
BPA to conduct a section 7(b)(2) rate test in the SN-03 rate proceeding. The Hearing Officer’s
order stated:

1. ThePublic Agencies motion isuntimely, procedurally faulty, and failsto
provide good cause for itstardiness.

The Public Agencies did not file their motion to compel until May 9, 2003,
three working days prior to the beginning of cross-examination. Given the
impossibility of conducting a 7(b)(2) rate test in that time, the motion would
require arevision of the SN-03 procedural schedule. Section 1010.10(B) of
BPA’s procedures provides that a hearing officer may request an extension of
time only upon a determination the party’s showing “has merit and is not
dilatory.” Whilethe 7(i) hearing procedures provide for the filing of motions to
compel, those motions must be filed in atimely manner that does not unduly
delay the proceeding. In this case, the public agencies missed their window of
opportunity to seek data regarding the 7(b)(2) rate test by a substantial margin and
without any excuse.
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The Public Agencies also did not follow proper procedure in their motion.

Section 1010.18(e) of BPA’s procedures requires a party to first attempt to “resolve
the objection informally with the objecting party” before filing a motion to compel.
The Public Agencies put forth no evidence that they attempted to do so.

2. Granting the Public Agencies motion would unduly burden therecord,
delay the proceedings, and deprive other parties of their opportunity to
participatein an equal, fair, and orderly manner.

The Public Agencies do not contend that BPA can conduct a section 7(b)(2) rate
test in three days. Since the SN-03 schedule is a statutorily structured expedited
proceeding—developed by al the parties and adopted by the hearing officer—the
effect of the Public Agencies motion is dilatory, unduly burdensome to the
proceedings, and likely to deprive parties of the opportunity to participate in an
equal, fair, and orderly manner.

Order, SN-03-O-15. BPA finds the order iswell reasoned and the motion was properly denied.

SUB’ s arguments also are not persuasive. SUB argues the Hearing Officer should have
addressed the 7(b)(2) issue when it was first raised near the onset of this proceeding. 1d. This
argument makes little sense. The Hearing Officer does not initiate procedural matters, but rather
resolves them. The only motion presented to the Hearing Officer before the motion to compel
was BPA’smotion to strike SUB’ s 7(b)(2) testimony (the IOUs filed a similar motion). BPA
Motion, SN-03-M-03; IOU Motion, SN-03-M-01. Addressing a motion to strike testimony does
not create aresponsibility for the Hearing Officer to address a completely different procedural
claim that was not raised by any party.

SUB and Canby argue that without a 7(b)(2) test the record remains incompl ete and the
Administrator cannot make a decision on an incomplete record. SUB Brief, SN-03-B-SP-01,

at 4-6; SUB Ex. Brief, SN-03-R-SP-01, at 20; Canby Brief, SN-03-B-CA-01, at 18-19. Thisis
incorrect. Asnoted previously in this ROD, BPA is not required to conduct a section 7(b)(2) rate
test when implementing the SN CRAC. Because BPA is not required to do so, the substantive
record regarding the section 7(b)(2) rate test is therefore complete. Furthermore, as SUB
recognizes, the litigants have debated this issue in motions and responses. The litigants therefore
have developed afull and complete record regarding the issue of whether BPA isrequired to
conduct the 7(b)(2) rate test.

Decision 2

It is unnecessary and inappropriate for BPA to conduct an additional hearing to performthe
section 7(b)(2) rate test.
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2.1.5 NEPA-Related Issues

Three parties raised issuesin their briefs regarding BPA’s compliance with the National
Environmental Policy Act (NEPA) for the SN CRAC rate proposal. GPU Brief,
SN-03-B-GP-01, at 8-9; GPU Ex. Brief, SN-03-R-GP-01, at 16-17; CUB Brief, SN-03-B-CA-01,
at 20-22; CUB Ex. Brief, SN-03-R-CA-01, at 14-15; CRITFC Brief, SN-03-B-CR/Y A-01, at
47-48; CRITFC Ex. Brief, SN-03-R-CR/YA-01, at 9. In addition, GPU, CRITFC, and
SOS/NWEC submitted direct testimony concerning BPA’s NEPA compliance strategy for the
SN CRAC rate proposal. Lovely, et al., SN-03-E-GP-01, at 11-23; Sheets, et al.,
SN-03-E-CR/Y A-01, at 7; Weiss, SN-03-E-SA-01, at 20-22. In response to motions to strike by
BPA, the Hearing Officer ordered that the portions of the parties’ direct testimonies concerning
NEPA analysis be stricken from the administrative record. Order, SN-03-M-009.

NEPA compliance issues are outside the scope of issuesto be litigated in this proceeding. BPA
conducts environmental reviews under NEPA of its ratemaking actions separately from but
approximately concurrently with BPA’s evidentiary hearings. BPA Motion, SN-03-M-02;
Order, SN-03-M-09. BPA develops wholesale power ratesin formal evidentiary hearings
conducted in accordance with section 7(i) of the Northwest Power Act. 1d.; 16 U.S.C. § 839¢(i).
BPA, however, conducts environmental review of its ratemaking actions (under NEPA and
implementing regulations) separately from but parallel to BPA’sformal evidentiary hearing.

42 U.S.C. 8§ 4321-4347; see also 40 C.F.R. § 1500-1508; 10 C.F.R. 81021. Indeed, for the
instant proceeding, BPA initiated its separate consideration of possible appropriate NEPA
compliance documentation for the rate proposal before the section 7(i) rate hearing process was
announced in the Federal Register. BPA Mation, SN-03-M-02, at 2, citing 68 Fed. Reg. at
12052 (stating that “BPA isin the process of assessing the potential environmental effects of this
proposed rate adjustment, consistent with the requirements of [NEPA] and its implementing
regulations.”) (emphasis added).

BPA is not required by the Northwest Power Act, NEPA, or the NEPA regulations to conduct
NEPA reviews of proposed ratemaking actions as part of the formal evidentiary section 7(i) rate
hearing. BPA Motion, SN-03-M-02, at 2, citing 16 U.S.C. § 839¢(i). BPA’s NEPA review
process thus occurs parallel to BPA’ s rate devel opment hearings, not within the formal hearings.
BPA Motion, SN-03-M-02, at 2.

Inclusion of NEPA review in the formal hearing process would be contrary to the manner in
which environmental review under NEPA must occur. 1d. For example, only parties granted
intervention in the formal hearing may raise substantive issues regarding BPA’ s rate
development in that hearing. 1d., citing “Procedures Governing Bonneville Power
Administration (BPA) Rate Hearings,” Section 1010.4(e), 51 Fed. Reg. 5,611 (1986). The
review of NEPA issuesin the formal hearing therefore would limit such review to a small
number of parties. BPA Motion, SN-03-M-02, at 2. One of the primary purposes of NEPA,
however, isto foster public participation in agency actions, rather than limit such participation.
Id., citing Trout Unlimited v. Morton, 509 F.2d 1276, 1282 (9" Cir. 1974) (stating that one of the
purposes to be served by NEPA documentation is to “provide the public with information on the
environmental impact of a proposed project as well as encourage public participation in the
development of that information”); see also 40 C.F.R. § 1506.6 (requiring agencies to use
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appropriate measures to involve the public in its decision-making under NEPA). If NEPA
review of BPA’s SN-03 rate proposal were conducted through the formal section 7(i) rate
hearing and its restricted public participation, BPA would run afoul of NEPA’s public
involvement directive. BPA Motion, SN-03-M-02, at 3. Parties’ concerns about BPA’s
compliance with NEPA for this rate proposal are not appropriately addressed in the formal
section 7(i) rate hearing, but rather are best suited for consideration in the ongoing parallel
NEPA process BPA is conducting for the SN-03 rate proposal. 1d. Parties' stricken testimony
was provided to BPA’s NEPA staff conducting BPA’s separate but concurrent environmental
review of BPA’s SN CRAC rate proposal, thus assuring that the testimony would not be ignored.
Id.

For these reasons, NEPA issues raised by the parties are not addressed in this ROD (except, as
noted below, for the procedural issue of whether the Hearing Officer correctly struck NEPA
testimony from the record) and are not considered part of the evidentiary record for the SN-03
hearing. Instead, the portions of the parties' briefs and testimony that raise NEPA issues have
been provided to BPA’s NEPA staff for consideration in the parallel NEPA process that has been
conducted separately from the SN-03 hearing. These issues have been addressed and responded
to as appropriate, along with other NEPA-related comments received by BPA outside of the
SN-03 hearing, in the separate NEPA documentation prepared for the SN-03 rate adjustment
proposal. BPA hasissued its NEPA documentation for this proposed rate adjustment separately
from the Administrator’s ROD for this proposal (see section 3.11 for more information
concerning this separate NEPA documentation). NEPA issues raised by the parties, however, are
included in the general SN-03 rate case administrative record and are considered by the
Administrator in making afinal decision concerning the SN CRAC rate adjustment. This
administrative record also includes the various NEPA documents prepared by BPA in recent
years that are relevant to this proposal, as well as comments received during the public processes
for these other NEPA documents.

Although NEPA compliance issues are outside the scope of issuesto be litigated in the SN-03
evidentiary hearing, GPU also has raised a procedural issue concerning whether the Hearing
Officer properly excluded GPU’s NEPA testimony from the evidentiary record. GPU Brief,
SN-03-B-GP-01, at 15-17; GPU EXx. Brief, SN-03-R-GP-01, at 17. This procedural issueis
addressed in Chapter 3 of this ROD, and BPA incorporates by reference responses to arguments
raised by the parties regarding the review of NEPA issuesin BPA’sformal hearing.
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2.2 L oads and Resour ces

The Loads and Resources Study represents the compilation of the load, sales, contract, and
resource data necessary for developing BPA wholesale power rates. It isdescribed in Chapter 2
of the SN-03 Study, SN-03-E-BPA-01, and Chapter 2 of the Documentation for the SN-03 Study,
SN-03-E-BPA-02. The Loads and Resources Study is aso described in the direct testimony of
Hirsch, et al., SN-03-E-BPA-05, and the rebuttal testimony of Hirsch, et al., SN-03-E-BPA-12.
The results of the Loads and Resources Study are used to: (1) provide base data to determine
resource costs for the Revenue Recovery Study; (2) provide regiona sales and hydro data for use
in the Secondary Revenue Forecast; (3) provide base data to derive billing determinants in the
Revenue Forecast; and (4) provide load and resource data for use in calculating risk in the

Risk Analysis (SN-03-E-BPA-01, Chapter 6). SN-03 Study, SN-03-E-BPA-01, Chapter 2.

The Loads and Resources Study includes major interrelated Federal system components: (1) a
Federal system load and sales forecast that includes BPA’s power sales contracts and other BPA
contract obligations; (2) Federal system resources that include BPA’s Federal system generating
resources and other BPA contract purchases; (3) the Federal loads and resources balance that
relates Federal |oads and sales to the Federal generating resources and contract purchases; and
(4) regional hydro resources. |d.

The Federal system load and sales forecast is the forecast of firm energy load that BPA expectsto
serve during the FY 2003-2006 period under firm requirements power sale contracts. Id. The
Federal system load and sales forecast is composed of customer group sales forecasts for public
body and cooperative utilities and Federal agencies (public agencies), direct service industrial
customers (DSI), investor-owned utilities (I0U), and other BPA power sales contract obligations.
Id. BPA’s other contract obligations are comprised of contracts not defined under BPA’sfirm
reguirements power sale contracts. 1d. These obligations include contract sales to utilities,
marketers, and power commitments under international treaty. Id.

BPA markets power from generating resources that include Federal and non-Federal hydro
projects, other contracted generating projects, and other BPA hydro-related contracts. Id. The
combination of these generating resources represents most of the available firm output from the
Federal System. Id. BPA’s current projection of the output of these generating resourcesis
incorporated in the Loads and Resources Study. 1d. BPA’s other resources are comprised of
contract purchases and exchanges, return energy associated with BPA’ s capacity contracts, and
return and exchange energy associated with capacity-for-energy exchanges. Id.

The Federal loads and resources balance completes BPA’ s |oads and resources picture. 1d. It
compares monthly the Federal system load and sales forecast under BPA’ s power sales contracts
and contract obligations to the Federal system generating resources and BPA’s contract purchases,
under 1937 water conditions, for FY 2003-2006. |d.

The regional hydro used in the Secondary Revenue Forecast, Chapter 4 of the SN-03 Study,
includes all regional hydro: regulated hydro, independent hydro, and non-utility generators (NUG)
hydro. 1d. Thislarger set of regional hydro generation for the 50 water-years of record

(August 1928 through July 1978) is compiled for FY 2003-2006. Id.

Parties raised no issues in their briefs regarding BPA’s Loads and Resources Study .
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2.3 Revenue Recovery

The Revenue Recovery Study is a supplement to the Revenue Requirement Study filed by BPA
in support of its 2002 wholesale power ratesin May 2000 (WP-02-FS-BPA-02). It is described
in Chapter 3 of the SN-03 Study, SN-03-E-BPA-01, and Chapter 3 of the Documentation for the
SN-03 Study, SN-03-E-BPA-02. The Revenue Recovery Study is also described in the direct
testimony of Lefler, et al., SN-03-E-BPA-06, and the rebuttal testimony of Lefler, et al.,
SN-03-E-BPA-13. The purpose of the Study is to demonstrate that the revenues from BPA’s
current wholesale power rates (including LB and FB CRACs), as adjusted by the SN CRAC, are
sufficient to recover, in accordance with sound business principles, the Federal Columbia River
Power System (FCRPS) costs associated with the production, acquisition, marketing, and
conservation of electric power. SN-03 Study, SN-03-E-BPA-01, Chapter 3. These costs
include: recovery of the Federa investment in hydro generation, fish and wildlife recovery, and
conservation; Federal agencies operations and maintenance (O& M) expenses allocated to
power; capitalized contract expenses associated with such non-Federal power suppliers as
Energy Northwest; other purchase power expenses, such as short-term power purchases; power
marketing expenses; cost of transmission services necessary for the sale and delivery of FCRPS
power; and all other generation-related costs incurred by the Administrator pursuant to law. Id.
The Revenue Recovery Study does not address spending levels or cost recovery for BPA's
transmission function. 1d.

The Revenue Recovery Study outlines the policies, forecasts, assumptions, and cal culations used
to revise the total generation expenses included in the revenue requirements for the May 2000
rate filing. 1d. BPA isadhering to the planned generation amortization paymentsincluded in
that filing. 1d. Consequently, repayment studies have a diminished role in these proceedings.

Id.

Consistent with RA 6120.2 and the standards applied by FERC on review of BPA’srates, the
adequacy of proposed rates must be demonstrated. Id. The revised revenue test demonstrates
that projected revenues from the adjusted power rates will meet cost recovery requirements for
the remainder of the rate test and repayment period. Id.

Issuel

Whether BPA should amortize Conservation Augmentation (ConAug) capitalization for the
power contract period ending in FY 2011 versus 20 years.

Parties Positions

PPC/IEA and WPAG argue that BPA should amortize the investment for ConAug over 20 years,
as opposed to the shorter power contract period ending in FY 2011 as assumed in the initial
proposal. PPC Brief, SN-03-B-PP-01, at 10; WPAG Brief, SN-03-B-WP-01, at 3; WPAG Ex.
Brief, SN-03-R-WA-01, at 6.
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BPA'’s Position

BPA believes that the current policy isthe prudent and correct treatment. Lefler, et al.,
SN-03-E-BPA-13, at 5. For regulatory assets such as conservation that can only be capitalized
under Financial Accounting Standard Number 71, the useful life of the asset must be tied to the
ability to demonstrate cost recovery. Id. BPA’s policy is based on the view that, for ConAug,
cost recovery is best demonstrated by the duration of signed power contracts, through 2011. Id.

Evaluation of Positions

PPC states that while changing to a 20-year amortization period will not help avoid the SN
CRAC, it will increase net revenues. PPC Brief, SN-03-B-PP-01, at 10. BPA witnesses testified
that from a cash standpoint, there would be little effect on the SN CRAC rate from changing
BPA’s policy on the current ConAug amortization. Lefler, et al., SN-03-E-BPA-13, at 5. There
would be no impact on the principal payments to treasury, since the schedule of Federal principal
payments is not being changed from that scheduled in the May 2000 proposal. Id. Interest
payments would likely increase due to a somewhat higher interest rate on longer-term bonds. 1d.
For regulatory assets such as conservation that can only be capitalized under Financial
Accounting Standard Number 71, the useful life of the asset must be tied to the ability to
demonstrate cost recovery. Id. BPA’spolicy is based on the view that for ConAug, cost
recovery is best demonstrated by the duration of signed power contracts, through 2011. Id. BPA
intends to review and reconsider its policy on conservation capitalization prior to the next rate
case, and will initiate discussions with BPA’ s independent auditor to determine the implications
of making such a change in the middle of a contract period. 1d.

Decision 1

BPA will continue its current policy to amortize ConAug capitalization over the life of the signed
power contracts, through 2011.

| ssue 2

Whether amortizing the cost of ConAug contracts over the 10- year period of such contracts will
undermine BPA'’s energy conservation policies.

Parties Position

GPU contends that the SN CRAC proposal to amortize ConAug agreements for a 10-year period
instead of the useful life of the assets will undermine BPA’s energy conservation policies by
affecting the ConAug agreements with its customers. GPU Brief, SN-03-B-GP-01, at 9.

BPA's Position

BPA believes that the current policy is the prudent and correct treatment. Lefler, et al.,
SN-03-E-BPA-13, at 5. For regulatory assets such as conservation that can only be capitalized
under Financial Accounting Standard Number 71, the useful life of the asset must be tied to the

SN-03-A-02
Page 2.3-2



ability to demonstrate cost recovery. Id. BPA’s policy is based on the view that for ConAug,
cost recovery is best demonstrated by the duration of signed power contracts, through 2011. Id.

Evaluation of Positions

GPU argues that BPA has made this assumption based on its mistaken view that the useful life of
ConAug assets must be tied to the ability to demonstrate cost recovery, i.e., the term of the
current power sales contracts, which terminate in 2011. GPU Brief, SN-03-B-GP-01, at 9.

First, BPA did not propose achangein its present ConAug amortization practice. Instead,
BPA’s policy for ConAug deviates from the existing 20-year conservation life. Lefler, et al.,
SN-03-E-BPA-06, at 10. This policy differs from past treatment by BPA of “legacy
conservation investments,” under contracts that paralleled the initial long-term 20-year power
sales contracts offered by BPA to its regional customers pursuant to section 5(g) of the
Northwest Power Act. In contrast, ConAug agreements are short-term purchases of conservation
that BPA entered into as part of its augmentation purchases to meet regional load obligations
placed on BPA under Subscription contracts which are no more than 10-yearsin duration. Since
the intent of these investmentsis to provide benefits only during the 10-year Subscription power
sales contract term, FY 2002-2011; the asset life reflects that time period (of the contract) rather
than an average or composite life. Id.

GPU states that BPA “erroneously assumes’ that it will have no power sales contracts with its
customers after 2011 and that this assumption will, in essence, increase the rate impact of the
ConAug program relative to other conservation programs that are amortized over their full

20 year life. GPU Brief, SN-03-B-GP-01, at 9. BPA made no such assumption. BPA assumes
that it will continue to offer contracts for the sale of power to its customers after the expiration of
existing contracts. The nature of the rate impact has not clearly been articulated. ConAug
agreements do not allow customers to add conservation programs beyond 2006. When ConAug
ends, BPA and its customers will continue their conservation efforts under other long-term
conservation programs. BPA intends to review and reconsider the policy on conservation
capitalization prior to the next rate case and will initiate discussions with BPA’ s independent
auditor to determine the implications of making such a change in the middle of a contract period.
Lefler, et al., SN-03-E-BPA-13, at 5.

Decision 2

BPA’s existing ConAug amortization policy will not undermine BPA'’ s energy conservation
policies.
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24 Secondary Revenue For ecast

2.4.1 |Introduction

BPA’ s secondary revenue forecast is comprised of two parts. the amount of secondary energy
BPA isforecasting to sell or purchase, and a price forecast at which BPA is forecasting to sell or
purchase. Oliver, et al., SN-03-E-BPA-08, at 1. When the two are combined, they result isa
secondary revenue forecast. 1d. BPA obtains its primary revenues from the sale of hydroelectric
power and other resources to firm customer loads. 1d. at 2. BPA plansits system so it can meet
its firm load obligations even if critical water conditions materialize, by purchasing additional
power if needed to meet loads. 1d. “Critical” water conditions are characteristic of the nearly
worst water supply conditionsin the existing 50-water year historical record. Secondary
revenues are derived from the sale of power in excess of BPA’sfirm load obligations. Id.
Because predicting long-term water conditionsis exceedingly difficult, BPA forecasts secondary
revenues using the 50-water year historical water record when setting long-term rates. Id. The
50-water year historical record is one of the variables used to generate the distribution of
secondary revenues. Id.

Once BPA enters the water year under consideration, BPA revises its secondary revenue forecast
using the best available hydrologic data to predict expected secondary generation levels. Id. In
the case of the currently proposed SN CRAC, BPA is using the best available data for FY 2003,
and the 50-water year historical record for FY 2004-2006. Id. BPA, however, is adjusting

FY 2004 to reflect the need to refill reservoirs following a below-normal FY 2003 period. 1d.
Information about the 50-water year historical record can be found in the L oads and Resources
Study in the SN-03 Study, SN-03-E-BPA-01, chapter 2.

Secondary revenues are part of the PBL’ s total revenues and expenses. Oliver, et al.,
SN-03-E-BPA-08, at 2. In determining PBL’ s net revenue forecast for future years, secondary
revenues are a subset of the overall revenue forecast. 1d. Information about the overall revenue
forecast can be found in the SN-03 Study, SN-03-E-BPA-01, chapter 5.

BPA’s secondary revenue forecast is a product of two components: (1) aforecast of secondary
market sales and purchase volumes; and (2) aforecast of expected prices for those sales or
purchases. Oliver, et al., SN-03-E-BPA-08, at 2-3. Secondary market sales are made from
generation available in excess of BPA’sfirm load obligations. Id. at 3. For the current rate
proposal, these sales are broken out by month and by light load hour (LLH) and heavy load hour
(HLH) periods. Id. BPA purchases power when it “believes’ or “predicts’ or “is concerned
that” it may not have enough energy to meet itsload obligations. 1d.

Secondary market surpluses and deficits were generated through a ssmulation process. 1d. BPA
produced a distribution of secondary market sales by subtracting firm loads from LLH and HLH
generation for each future month across the full range of water conditions represented by the
50-water year historical record. Id. Thisdistribution is comprised of a separate value for LLH
and HLH generation for each month under 50 different water conditions. Id. Information about
the surpluses and deficits can be found in the Risk Analysis chapter of the SN-03 Study. See
SN-03 Study, SN-03-E-BPA-01, chapter 6. Revenues from the secondary market were estimated
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for HLH and LLH for each month by multiplying the secondary energy forecast (using the
process described above) by a projected secondary sales price generated by the AURORA model
(described below). Oliver, et al., SN-03-E-BPA-08, at 3. Theresulting LLH and HLH revenues
were summed to get a monthly total and the monthly totals were summed to get an annual total.
Id. The expected value of the distribution of annual valuesis reported in the revenue forecast.
Id. The summary statistics for the distributions of the secondary revenues are provided in the
documentation for the SN-03 Study, SN-03-E-BPA-02, chapter 6.

Power purchase volumes were estimated using the same process used to estimate secondary
market sales. Oliver, et al., SN-03-E-BPA-08, at 3. When monthly loads were subtracted from
monthly generation for a particular water condition (during LLH or HLH) and the difference was
negative, then a power purchase was deemed necessary. 1d.

Purchased power expenses were estimated using the same process used to estimate secondary
market revenues. Id. at 4. Purchased power expenses were estimated by multiplying the LLH or
HLH price in aparticular month by the corresponding purchased power quantity. I1d. The same
process was followed for all water conditions and months where purchases were necessary. |d.
The LLH and HLH purchases for each month were summed to provide the monthly totals, and
summed again to provide the annual total. 1d. The expected value of the distribution of annual
valuesis reported as the total purchased power expense estimate. Id. The summary statistics for
the distributions of purchased power expenses are provided in the documentation for the SN-03
Study, SN-03-E-BPA-02, chapter 6.

BPA used the AURORA model asthe central power market modeling tool in developing the
secondary revenue forecast. Oliver, et al., SN-03-E-BPA-08, at 4. The assumptions and
methodology used in AURORA are provided in the SN-03 Study, SN-03-E-BPA-01, chapter 4.
AURORA isamarginal production cost model that estimates market prices for power in the
Pacific Northwest region. Oliver, et al., SN-03-E-BPA-08, at 4. AURORA was used to estimate
the prices BPA would receive or pay when BPA was selling or buying secondary energy. Id.
BPA aso used RiskMod in developing its secondary revenue forecast. 1d. RiskMod isamodel
that constructs distributions of varying hydro conditions, gas price levels, and load levels, and
supplies these to AURORA to produce a distribution of pricesfor secondary market sales and
purchases. See SN-03 Study, SN-03-E-BPA-01, chapter 6.

As noted above, AURORA is aproduction cost model. Oliver, et al., SN-03-E-BPA-08, at 4.
AURORA uses the variable cost of the last marginal generating unit required to equate supply
and demand as a proxy for the future spot market price in afuture hour. 1d. This price proxy is
used asthe single price for all power sold or purchased in agiven hour. Id. The assumptions
underlying AURORA arethat all power is marketed on an hourly basis, all sellers receive the
same price, and the priceis equal to the cost of the last kilowatt sold. 1d. at 4-5. Thisisthe
theoretical world of a perfectly competitive hourly spot market with perfect price transparency.
Id. at 5.

The market into which BPA sells secondary power and purchases power is not a single-price,
transparent, perfectly competitive market with an hourly marginal clearing price. Id. Itisa
bilateral market without a single central exchange or central market-clearing mechanism. 1d.
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Prices are not perfectly transparent and buyers and sellers are not guaranteed the marginal price
on every hour. Id. Instead, prices are negotiated based on current or future expectations,
marketing needs, and risk preferences as well as factors other than the production cost of the
most expensive generation unit on line at thetime. Id. Rather than realizing the hourly marginal
price during each hour, BPA’s experienceisthat it receives prices for its secondary sales that
more closely reflect the average value associated with the amount of energy BPA is displacing
from the market through its secondary sales. 1d. Asaresult of the fundamental difference
between the theoretical world of AURORA and the actual market in which BPA sellsand
purchases power, BPA concluded it was not appropriate to ssmply apply the output of AURORA
without considering any adjustments. 1d. BPA therefore used a broader marginal band to
approximate prices that BPA would receive for its secondary revenue. Id.

2.4.2 BPA’s Secondary Revenue For ecast

Issue l
Whether BPA's secondary revenue forecast is reasonable.

Parties Positions

PNGC and PPC/IEA argue that BPA’s AURORA model contained flaws, was outdated, and
produced a flawed forecast of secondary energy revenues. PNGC Brief, SN-03-B-PN-01, at 2-3,
and PPC/IEA Brief, SN-03-B-PP-01, at 10-11, citing Bliven, et al., SN-03-E-JC-01, at 28-46.

BPA'’s Position

BPA does not agree that BPA is using an out of date, default database. Oliver, et al.,
SN-03-E-BPA-14, at 3. Although BPA proposes to update some of its resource files for the fina
proposal, the Joint Customers have not demonstrated that updating data renders BPA’ s forecast
irrational. 1d. at 15.

Evaluation of Positions

First, it should be noted that the testimony of the Joint Customers was extremely helpful in
developing BPA’s secondary revenue forecast. See Bliven, et al., SN-03-E-JC-01. BPA adopted
many of the suggestions of the Joint Customersin BPA’s forecast.

PNGC and PPC/IEA argue that BPA’s AURORA model contained flaws, was outdated, and
produced a flawed forecast of secondary energy revenues. PNGC Brief, SN-03-B-PN-01, at 2-3,
and PPC/IEA Brief, SN-03-B-PP-01, at 10-11, citing Bliven, et al., SN-03-E-JC-01, at 28-46.
PNGC and PPC/IEA, however, provide only summary descriptions of BPA’s secondary revenue
forecast. Review of the record refutes their contentions. While PNGC and PPC/IEA argue that
BPA’s AURORA model was outdated, the only support provided for this statement is a citation
to the testimony of Bliven, et al., SN-03-E-JC-01. While this testimony states that BPA isusing
aversion of AURORA that is older than the version currently available, it also states that “[o]ur
sense isthat while there are differences between versions 5.6 and 6.3, they are not necessarily
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ones that need to be addressed in this case, especially given the short timeframe of the
SN-CRAC process. Therefore, given the magnitude of the changes necessary to move from

5.6 to any of the 6.X versions, we are comfortable enough with the version of the model to
accept BPA’s continued use at thistime.” Bliven, et al., SN-03-E-JC-01, at 32-33. Thus, PNGC
and PPC/IEA’ s argument that BPA’s AURORA model is outdated was not pursued by the Joint
Customers themselves.

Also, while the Joint Customers devel oped reference cases with regard to BPA’ s secondary
revenue forecast, they stated: “It should be noted that we are not advocating that the BPA should
use these valuesin its rate setting modeling. Rather, we are advocating that BPA update its input
dataset to be current with the market asit exists today, and use that updated data in its normal
course of rate, risk, and modeling. The results from our reference cases may not be those
determined through the full range of risk variables that BPA models.” Oliver, et al.,
SN-03-E-BPA-14, at 10, citing Attachment C.

PNGC and PPC/IEA aso argue that BPA’s AURORA model contained flaws and produced a
flawed forecast of secondary energy revenues. PNGC Brief, SN-03-B-PN-01, at 2-3, and
PPC/IEA Brief, SN-03-B-PP-01, at 10-11, citing Bliven, et al., SN-03-E-JC-01, at 28-46. This
argument also lacks merit. BPA does not agree that BPA is using an out of date, default
database. Oliver, et al., SN-03-E-BPA-14, at 3. In data response BPA-JC-004, the Joint
Customers state a comparison analysis was not performed between the default database provided
by the vendor and the dataset used by BPA. The statement in testimony referred exclusively to
the resource file, and was made solely based on the witness' recollection that at one time, a
default dataset issued by the vendor had a number of the same duplications of resources. 1d.,
citing Attachment A. BPA, in fact, updated the resources in the default database. 1d. BPA,
however, reviewed the Joint Customers' data and adopted several |egitimate changes identified
by the Joint Customers that BPA now proposes to make in its AURORA database. |d. Thereare
over 100,000 inputs that feed into the AURORA model, and BPA acted reasonably to keep those
inputs as current as possible. Id. at 15. Although BPA proposes to update a limited number of
itsresource files for the final proposal, the Joint Customers have not demonstrated that updating
alimited amount of data renders BPA’sforecast irrational. 1d. BPA’sforecast isreasonable. Id.

Decision 1
BPA’s secondary revenue forecast is reasonable.
|ssue 2

Whether BPA should decrement loads in AURORA by 2,500 MW to provide a reasonable proxy
for the type of prices BPA can be expected to earn in a bilateral market.

Parties Positions

ICNU/ALCOA argue BPA should not decrement loadsin AURORA to “adjust” for surplus
hydro because surplus hydro is aready accounted for in the AURORA model. ICNU/ALCOA
Brief, SN-03-B-IN/AL-01, at 5-6.
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BPA'’s Position

In order to reflect the fact that BPA sells and purchases power in abilateral market, BPA ran the
AURORA model in amode that decremented PNW loads by 2,500 aMW. Oliver, et al.,
SN-03-E-BPA-08, at 5-6. Decrementing PNW loads by 2,500 aMW is a reasonable proxy for
the type of prices BPA can be expected to earn in a bilateral market, as opposed to a marginal
price market. 1d. at 6. The arguments advanced by the Joint Customers have not convinced BPA
that the 2,500 aMW adjustment should be eliminated. Oliver, et al., SN-03-E-BPA-14, at 11.

Evaluation of Positions

ICNU/ALCOA argue that there are other AURORA changes that should be made.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 10. For example, BPA made a 2,500 MW
decrement to loads in AURORA to “adjust” for surplus hydro. Id.; citing Oliver, et al.,
SN-03-E-BPA-08, at 5-6; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 16. ICNU/ALCOA
argue this decrement does not need to be made because surplus hydro is aready accounted for in
the AURORA model. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 10, citing Bliven, et al.,
SN-03-E-JC-01, at 43; ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 16. ICNU/ALCOA
argue BPA used a different adjustment to “account” for surplus hydro in the May 2000 rate case.
ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 10, citing Oliver, et al., SN-03-E-BPA-08, at §;
ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 16. ICNU/ALCOA claim BPA statesthat it
may make a different adjustment for surplus secondary revenues in the future. 1d.
ICNU/ALCOA argue that BPA'’ s adjustment should be rejected because it is arbitrary and
capricious to make different adjustments based on factors that have already been modeled. Id.

The arguments advanced by the Joint Customers have not convinced BPA that the 2,500 aMW
adjustment should be eliminated. Oliver, et al., SN-03-E-BPA-14, at 11. BPA’sobjectivein
preparing its secondary revenue forecast is to produce an accurate estimate of the pricesit will
receive for sales of secondary energy in the wholesale power market. 1d. The nuances of
“exact” versus “approximate” AURORA prices are less of aconcern to BPA than the overall
accuracy and reasonableness of the secondary revenue forecast. 1d. Relying entirely on the raw
output of a production cost model to forecast an important variablein BPA’s overall cost
structure is not prudent, especially when the implied market structure of AURORA is different
from the dynamics of the market in which BPA transacts, and important behavioral variables are
difficult to capture in the model’slogic. Id. at 11-12. BPA considers its adjustment to be an
appropriate and reasonable mechanism to better estimate the prices BPA can obtain for
secondary sales given BPA'’ s understanding of market dynamics and BPA’s extensive experience
in the Pacific Northwest electricity market. Id. at 12.

BPA agrees that AURORA reflects the fact that when thereis“high” or “low” hydroelectric
production in the Pacific Northwest, the price estimates from AURORA reflect these conditions.
Oliver, et al., SN-03-E-BPA-14, at 12. AURORA then takes an average of numerous random
“games’ using varying water supply to produce average expected secondary prices. 1d. BPA's
view is that when actual market participants observe that the regional hydro systemisreally on
track to produce an average quantity of secondary energy surplus, they respond by adjusting their
expectation of market prices and resource operations. 1d. Thisin effect eliminates the random
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nature of the AURORA approach. Id. The AURORA approach assumes the average water
condition appears with no forewarning or advance market knowledge, and that parties simply,
and perfectly, displace their dispatchable thermal resources hour-by-hour to match this average
water condition. Id. In fact, market participantsin the WECC can observe over time Pacific
Northwest reservoir elevations, snow pack accumulations, and precipitation forecasts. 1d. They
also understand the general nature of whether the Pacific Northwest is short, or surplus, of
supply based on regional planning processes such as those conducted by the PNCA and Regional
Council. Id. They also understand that the Pacific Northwest hydro systems are by and large run
of the river systems that cannot massively store and shape their hydro supplies. 1d. at 12-13. On
this basis, BPA has seen market and pricing behavior in these types of conditions that
substantially discounts the marginal value of power. Id. at 13. The most recent example was
FY 2002, where near average Pacific Northwest hydro conditions occurred, yet the average net
revenue received by BPA was about $21/MWh. 1d. (Thisoccurred in a period when natural gas
prices averaged above what BPA had seen for 5 years preceding the 2000-2001 market price
spikes.) Id. In certain periods of spring 2002, hydro run-off had substantial peaks, and the
market responded by offering low single digit prices, because it recognized the lack of ability for
Pacific Northwest hydro-related marketing interests to store or shape this supply. Id.

BPA’s past experience with participantsin the bilateral market is that when BPA discussesthis
secondary price issue with them, they are very clear that they understand the Pacific Northwest
has alargely non-discretionary power supply that is driven by weather and non-power directives
such as fisheries and flood control operations. 1d.

Also, BPA’s 2,500 aMW adjustment is supported by market realities and BPA’s experiencein
selling large volumes of power in the Pacific Northwest. Oliver, et al., SN-03-E-BPA-14,

at 13-14. Prices are not perfectly transparent and buyers and sellers are not guaranteed the
marginal price on every hour. Oliver, et al., SN-03-E-BPA-08, at 5. Instead, prices are
negotiated based on current or future expectations, marketing needs, and risk preferences as well
as factors other than the production cost of the most expensive generation unit on line at the time.
Id. Rather than realizing the hourly marginal price during each hour, BPA’s experience is that it
receives prices for its secondary sales that more closely reflect the average val ue associated with
the amount of energy BPA is displacing from the market through its secondary sales. Id. Asa
result of the fundamental difference between the theoretical world of AURORA and the actual
market in which BPA sells and purchases power, BPA concluded it was not appropriate to
simply apply the output of AURORA without considering any adjustments. 1d. BPA therefore
used a broader marginal band to approximate prices that BPA would receive for its secondary
revenue. Id.

In order to reflect the fact that BPA sells and purchases power in abilateral market, BPA ran the
AURORA model in a mode that decremented PNW loads by 2,500 aMW. Id. Decrementing
PNW loads by 2,500 aMW is areasonable proxy for the type of prices BPA can be expected to
earn in abilateral market, as opposed to amarginal price market. Id. at 6. Under average water
conditions, 2,500 aMW is approximately the amount of surplus that comes off the Federal
Columbia River Power System (FCRPS). Id. Thissurpluswill be marketed in wide-ranging
guantities from month-to-month and hour-to-hour. 1d. The production of this 2,500 aMW of
secondary energy is transparent to the market because market participants observe publicly
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available hydroel ectric forecasts, reservoir elevations, and fish-related operational decisions. Id.
Due to this transparency, seller and buyer expectations about the amount of secondary
hydroelectric generation available for sale may alter the range of prices achieved in the market
for the participants. 1d. BPA concluded that prices at the 2,500 aMW decrement point provide a
reasonable proxy for the prices BPA would receive for its secondary energy.

Decrementing load does not undermine the fundamental concept of marginal pricing. 1d. The
range of prices BPA receivesin the market is still associated with marginal costs. Id. The actua
price BPA receives, however, cannot precisely be estimated by the variable cost of generating
the last kWh sold. Id. For example, the average generation in the Western Electric Coordinating
Council (WECC) is about 90,000 aMW. Id. A party selling approximately 2,500 aMW into this
market would be doing well to receive prices reflecting the marginal 3 percent of generation it
might displace in such amarket. Id.

BPA also used market experience to help develop the secondary revenue forecast. 1d. The year
1997, for example, brought an enormous 159 MAF of water volume at The Dalles Dam. 1d.
Flush with secondary power, BPA marketed over 4,600 aMW, yet realized atotal of only

$501 million in net revenue for these sales. Id. This occurred because power prices dropped
dramatically in response to the huge supply of secondary hydroelectric power. 1d. Of course,
certain factors, such as gas prices, may be quite different today. 1d. However, BPA’s experience
indicates that the region’ s secondary power portfolio is naturally hedged. 1d. a 7. Ashydro
supplies decrease, prices tend to increase, and as hydro supplies increase, prices tend to decrease.
Id. Thistendsto constrain the range of BPA’s secondary revenues. Id.

Because BPA was projecting approximately 70 percent of average water conditionsin FY 2003,
BPA’sinitial proposal assumed BPA would market approximately 1,344 aMW of net secondary
surplus. 1d. To reflect the fact that BPA was projecting below normal water conditions, BPA
decremented the loads in AURORA for FY 2003 by 1,000 aMW. Id. A portion of the secondary
surplus energy is caused by surplus firm resources BPA acquired to meet customer loads that
were expected to exceed the FCRPS critical power supply capabilities (surplus augmentation).

Id. InFY 2004-2006, BPA expects to market approximately 2,500 aMW, which is comprised of
secondary hydroel ectric generation and surplus firm augmentation resources. 1d.

Energy marketed by Slice customersis not included in this 2,500 aMW figure. 1d. The “natural
hedging effect” is not significantly affected by the alocation of secondary power sales among
Slice customers and BPA' s marketing of secondary energy. Id. Theregional hydroelectric
system is an integrated system that produces approximately 15,800 aMW of hydroelectric
generation on average. 1d. WECC market participants obtain data on the hydroel ectric supply
and expected power production in total. Id. These hydro supply observations are the factors that
drive macro market price responses, not the number of parties selling the resource. 1d. A good
example of this was June 2002, the first spring period after Slice implementation. Id.

Hydroel ectric supplies peaked in this period, and even with many more parties selling this
supply, June 2002 experienced among the lowest monthly average market pricesin the last

10 years. Id. at 7-8.
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Historically, the FCRPS produces about 2,500 aMW of secondary energy under average water
conditions. Id. at 8. Therefore, BPA has had extensive experience observing the impacts on
WECC markets of thislevel of surplus supply. Id. BPA has marketed significantly more than
the expected 2,500 aMW of power for FY 2004-2006 in several previous years, yet BPA has
never realized more than $532 million in net secondary revenues. |d. Therefore, BPA’s initial
proposal forecasts for FY 2004-2006, which averaged $529 million per year in net revenues,
were reasonable when compared with BPA’ s historical record of secondary revenues received, as
well asthe effects of bilateral selling and the natural hedging effect of prices and volumes. 1d.

Thisisnot the first time BPA has adjusted the AURORA output to develop its secondary
revenue forecast. 1d. In BPA’s May 2000 rate case, BPA adjusted the AURORA pricesin
certain instances during the April, May, and June (Q2) timeframes. 1d. These prices were
adjusted because BPA observed that during periods of heavy Q2 surplus, the market will adjust
its pricing behavior asit observes large volumes of hydro supply being produced that must be
run through the system in response to spring flood control or other non-power requirements. Id.
Under these conditions, any party marketing “must run resources’ likely would not receive the
prices reflected in the AURORA marginal price output. 1d. In essence, buyers understand that
parties marketing FCRPS output are in a condition where they must generate and sell secondary
power, and such buyers are therefore likely to pay less for excess supply. Id.

BPA previously applied other adjustments to the AURORA forecast. 1d. at 9. InBPA’s

May 2000 rate case, additional adjustments were made to AURORA to generate forward market
prices. 1d. AURORA was used in BPA’s May 2000 rate case to determine the price forecast for
flat block forward markets as a means of determining the financial benefits BPA was proposing
to offer regional 10Us on behalf of their residential and small farm loads. 1d. AURORA was
run in much the same manner as it has been run for the current secondary revenue forecast.

L oads were decremented by 1,800 aMW to derive a price at which either BPA or the IOUs could
purchase a block of energy to serve the IOUS' residential loads. 1d., citing Oliver, et al.,
WP-02-E-BPA-20. AURORA was used in developing BPA’s 2002 Supplemental Proposal, but
in asomewhat different manner. Oliver, et al., SN-03-E-BPA-08, at 9. In winter 2000/2001, the
WECC market was experiencing a well-documented, sustained price spike. 1d. The AURORA
model was not able to produce the high prices that were being experienced in the market at that
time. 1d. Inorder to more accurately reflect realities of the market at that time, BPA had to use
market prices derived from actual purchases and price quotes for FY 2002 and 2003, and then
revert to AURORA prices for FY 2004-2006. Id.

BPA foresees other modifications to the AURORA price forecast in the future. 1d. BPA has
always applied professional judgment and experience to AURORA when estimating secondary
revenues. Id. Asthe market in the PNW and WECC changes, so does the market in which BPA
sells and purchases power. 1d. BPA will continue to use AURORA or another production cost
model as a starting point to estimate marginal prices. 1d. From that point, depending on current
market design and BPA’ s experience marketing power at that time, BPA will apply its best
judgment to evaluate how realistic it is to achieve the results produced by the model. Id.

BPA recognizes the critical role that secondary revenues playsin its rate setting process. Oliver,
et al., SN-03-E-BPA-14, at 15. Thisisthe reason BPA applies the AURORA model in afashion
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that is consistent with BPA’ s experience in the Pacific Northwest electricity market. 1d. The
Joint Customers argue that making adjustments to AURORA prices, even when they conflict
with BPA’s historical experience and understanding of BPA’s daily business, “undermines the
value of toolslike AURORA.” Id. BPA believesthat uncritically accepting the output of tools
like AURORA undermines the value of seasoned professional judgment and ignores the
uncertainty surrounding estimates of secondary revenues. 1d. Despite the need for afew
adjustments to BPA’ s inputs, BPA considersits approach to have been entirely rational, prudent,
and in the best interests of the agency and its customers. Id. at 15-16.

INCU/ALCOA argue that BPA’s rationale that the model does not produce the prices BPA
expects from the market based on its experience is so broad as to alow BPA to adopt any
adjustment. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 16. BPA, however, has not stated
that BPA should ignore the model and pick an arbitrary number as its secondary revenue
estimate. To the contrary, BPA’s analysis began with the model and used the model’ s resultsin
the development of itsforecast. BPA noted, as explained in greater detail above, that the model
results alone do not provide an accurate forecast of BPA’s secondary revenues. Also as noted
above, BPA conducted an analysis based on its extensive professional experience in order to
modify the model results to establish a more accurate forecast.

ICNU/ALCOA argue that BPA’s seasoned professional judgment produced a different
adjustment in the May 2000 ROD, and may produce a different adjustment next time.
ICNU/ALCOA EXx. Brief, SN-03-R-IN/AL-01, at 16. Thisisto be expected. BPA must prepare
a secondary revenue forecast whenever BPA developsrates. BPA'’ srate adjustments are
generally years apart. When BPA devel ops a new secondary revenue forecast, BPA isdealing
with different conditions, regulatory environments, marketing experience, etc. BPA’s
adjustments therefore may differ with each new forecast.

ICNU/ALCOA argue that BPA’ s seasoned professional judgment did not foresee the price
increases in 2000-2001 or the price decreases in 2001-2002 and this failure is a significant
contributor to BPA’sfinancial problems. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01,

at 16-17. BPA has not claimed that its secondary revenue forecasts are perfect. Any forecast,
almost by definition, will have some margin of error. BPA, however, must make the best
forecast possible based on the information available at the time of the forecast. Aswith any
forecast, there may be unforeseeable events that have dramatic impacts on forecasts of secondary
revenues, such as a drought, the recent western energy crisis, etc.

Decision 2

BPA properly decrements loads in AURORA by 2,500 MW to provide a reasonable proxy for the
type of prices BPA can be expected to earn in a bilateral market.

Issue 3

Whether BPA' s forecasted secondary revenues should increase to reflect improved water
conditions.
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Parties Positions

ICNU/ALCOA note that, due to improved water conditions and higher markets, secondary
revenues will be higher in FY 2003. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 10.

BPA’s Position

BPA will update the hydroel ectric assumptions, as well as other information, for the final
proposal. Oliver, et al., SN-03-E-BPA-14, at 16. BPA will recognize the implications and
impacts of the variables for the final proposal. Id.

Evaluation of Positions

ICNU/ALCOA note that, due to improved water conditions and higher markets, secondary
revenues will be higher in FY 2003. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 10. They
note the Joint Customers estimated thisimprovement at $103 million. Id., citing Bliven, et al.,
SN-03-E-JC-01, at 11. They also note BPA agrees that conditions have improved and BPA will
revise its secondary revenue forecast in the final proposal based on the April mid-month forecast.
Id., citing Hirsch, et al., SN-03-E-BPA-12, at 5. They aso note that, at hearing, BPA provided a
conservative estimate of a $50-$60 million increase in secondary revenues due to improved
water conditions. 1d., citing Tr. 43.

BPA will update the hydroel ectric assumptions, as well as other information, for the fina
proposal. Oliver, et al., SN-03-E-BPA-14, at 16. BPA will recognize the implications and
impacts of the variables for the final proposal. Id.

Decision 3

BPA will update hydroelectric assumptions, as well as other information, for the final proposal.
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25 Revenue For ecast and Augmentation Power Expenses

BPA’s Revenue Forecast for the SN-03 rate proceeding is described in Chapter 5 of the SN-03
Study, SN-03-E-BPA-01, and Chapter 5 of the Documentation for the SN-03 Study,
SN-03-E-BPA-02. The Revenue Forecast is aso described in the direct testimony of Wedlund,
et al., SN-03-E-BPA-09, and the rebuttal testimony of Wedlund, et al., SN-03-E-BPA-15. The
Revenue Forecast projects revenues given specified rates and loads. For the 2003 SN CRAC rate
proposal, two revenue forecasts were prepared. First, BPA forecasted revenues using rates that
became effective on October 1, 2001, for FY 2003, 2004, 2005, and 2006 that reflect application
of the LB and FB CRACs. Wedlund, et al., SN-03-E-BPA-09, at 2. A forecast of revenues
during the current fiscal year is necessary for three reasons: (1) the current fiscal year is not yet
over, (2) the forecast is used to determine BPA'’ s cash balance at the beginning of the period (i.e.,
2004-2006), and (3) the revenues received during this year are required both for the
determination of the proposed rate level and for FERC’ sreview of the rate proposal. Changesin
the revenues expected to be received during the current year, between when the initial proposal
and final proposal arefiled, can have a significant effect on the starting reserves entering the
fiscal year when the proposed rates will be in effect. FERC requires BPA to file projected sales
for five historical years and for the remainder of the effective rate period by rate schedule
whenever BPA proposes to change itsrates. The second forecast, which applies the SN CRAC
adjusted rates, is used to demonstrate that the proposed rates enable BPA to meet its revenue
requirement. Id.

Forecasts of purchased power expenses are included and presented with the forecast of revenues
because power purchases supplement Federal power generation and enable BPA to earn
additional revenues through power sales. During the current rate period, BPA obligated itself to
purchase significant amounts of power in order to satisfy increased load obligations. The
majority of BPA’s purchased power expenses were to meet additional system loads and are
referred to as augmentation power purchases. These augmentation expenses are documented in
the Revenue Forecast.

Parties raised no issues in their briefs regarding BPA’'s Revenue Forecast. 1ssues raised
regarding the forecast of secondary sales and associated revenues are discussed in chapter 2.4 of
this ROD.
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2.6 Risk Analysis

2.6.1 |Introduction

The objective of the Risk Analysisisto identify, model, and analyze the impact that key
operational risks have on BPA’s net revenue (revenues less expenses) risk exposure. The
impacts of operational risks are quantified through the use of the RiskMod Model. SN-03 Study,
SN-03-FS-BPA-01, chapter 6. The results from the Risk Analysis are subsequently used in the
ToolKit model to evaluate the impact that certain risk mitigation measures have on reducing
BPA’s net revenue risk, so that BPA can develop rates that cover all its costs and provide a high
probability of making its treasury payments on time and in full during the rate period. SN-03
Study, SN-03-FS-BPA-01, chapter 7. In addition to itsuse in the Risk Analysis, RiskMod is
used to calculate the surplus energy revenues, power purchase expenses, 4(h)(10)(C) credits, and
FCCF credits reported in the Secondary Revenue Forecast and Revenue and Purchase Power
Expense Forecast, SN-03-FS-BPA-01, chapters 4 and 5.

2.6.2 RiskMod Model

The RiskMod model quantifies the impact that various Federal load, Federal resource, electricity
price, 4(h)(10)(C) credit, and FCCF credit conditions have on BPA’s operational net revenue
risk. SN-03 Study, SN-03-FS-BPA-01, chapter 6. The RiskMod model calculates net revenues
(revenues less expenses) using monthly datafor HLH and LLH electricity generation, firm loads,
surplus energy sales, and power purchases. Monthly HLH and LLH energy values are calculated
using load and resource data from the L oads and Resources Study. SN-03 Study,
SN-03-FS-BPA-01, chapter 2.

Net revenues are calculated using PNW HLH and LLH electricity prices estimated by the
AURORA model, SN-03 Study, SN-03-FS-BPA-01, chapter 4; expense data from the Revenue
Recovery, SN-03 Study, SN-03-FS-BPA-01, chapter 3; and various rate and revenue data from
the Revenue Forecast, SN-03 Study, SN-03-FS-BPA-01, chapter 5.

Issuel

Whether BPA'srisk analysis properly accounts for the risks associated with natural gas
volatility.

Parties' Positions

CRITFC contends that BPA is not using historical price data to forecast forward natural gas price
volatility. CRITFC Brief, SN-03-B-CR/Y A-01, at 28. It contends BPA isusing the AURORA
model to simulate future natural gas prices based upon a high, medium, and low natural gas price
forecast with each of these forecasts assuming afairly constant price. Id. at 28-29. CRITFC
contends BPA’ s reliance on AURORA ignores historic volatility and consequently impacts the
value of secondary revenues forecasted in the rate case. 1d. at 29.
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BPA'’s Position

BPA has properly forecasted natural gas price volatility. Conger, et al., SN-03-E-BPA-16,

at 3-5. CRITFC’ s argument reflects a misunderstanding about the methodology used in the Risk
Analysis. In BPA’sRisk Analysis, the AURORA model does not simulate future natural gas
prices and BPA does not simulate future natural gas prices using high, medium, and low natural
gas price forecasts that assume fairly constant prices. Conger, et al., SN-03-E-BPA-16, at 4.
Rather than using AURORA, BPA simulates future natural gas price risk using the Natural Gas
Price Risk Model (NGPRM), which is one of the risk simulation models that comprises RiskSim,
a component of RiskMod. Id. Also, see SN-03 Study Documentation, SN-03-FS-BPA-02,

at 6-39 to 6-50 for a detailed description of the manner in which BPA models natural price gas
risk, including a description of how BPA calculated and used historical natural gas price
volatility inthe NGPRM. The NGPRM simulates various patterns of gas prices around a base
case gas price forecast, which yields a probability distribution of potential future gas prices. 1d.
Under this methodology, no high or low natural gas price forecasts are used. 1d. The simulated
natural gas prices from the NGPRM are then input into the AURORA model, which then outputs
the associated electricity prices. This methodology has been described in detail in the
documentation of the Risk Analysis, SN-03-FS-BPA-02, at 6-39 to 6-50.

Evaluation of Positions

CRITFC' s contentions regarding BPA’ s risk analysis of gas prices reflect abasic
misunderstanding about how BPA developed itsrisk analysisin thisarea. Contrary to CRITFC's
assertion, BPA does not use the AURORA model to simulate future natural gas prices and does
not simulate natural gas prices using a high, medium, and low natural gas price forecast. Conger,
et al., SN-03-E-BPA-16, at 4. BPA’s alleged use of the AURORA model to simulate gas prices
isthe basis for their argument that BPA’s analysis is somehow faulty. In addition, CRITFC fails
to explain why it believes modeling gas pricerisk in AURORA isflawed. Rather than providing
any compelling explanation as to why an AURORA analysisis problematic, it merely concludes
that it is somehow deficient.

Irrespective of the merits of CRITFC’ s argument about AURORA, in the end, it is moot because
BPA does not use AURORA in the calculation of natural gas price volatility. BPA simulates
natural gas price risk, using historical natural gas price volatility, with the NGPRM. Conger,

et al., SN-03-E-BPA-16, at 4-5. Although this matter was explained in BPA’s direct case, in
data responses, in rebuttal testimony, and the methodol ogy was described in the documentation
of the Risk Analysis, CRITFC nonetheless argues that BPA isimproperly relying on the
AURORA model. BPA’srisk analysis of natural gas price volatility is reasonable and should be
adopted.

Decision 1

BPA’s risk analysis properly accounts for the risks associated with natural gas volatility.
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| ssue 2

Whether BPA properly addresses the uncertainties associated with the West Coast power
mar ket.

Parties' Positions

CRITFC believes that BPA should model more market uncertainty initsrisk analysis. CRITFC
Brief, SN-03-B-CR/Y A-01, at 29. BPA’sfailure to address this uncertainty properly will
increase the likelihood that BPA’ s rates will not be sufficient to cover costs and repay treasury.
ld. CRITFC pointsto the extreme electricity price volatility seen during 2000-2001 as evidence
of this need.

In its Brief on Exceptions, CRITFC continues to argue that BPA faces significant uncertainty
and risk in the West Coast electricity market. CRITFC Ex. Brief, SN-03-R-CR/Y A-01, at 10.

BPA'’s Position

Because of FERC intervention into the West Coast markets, as well as the increase in capacity
and reduction in demand since the crisis, it is unlikely the West Coast will see the extreme
electricity price volatility seen during FY 2000-2001. Conger, et al., SN-03-E-BPA-16, at 6.
Also, such high electricity prices during FY 2004-2006, even under poor water conditions, will
likely be more beneficial to BPA than detrimental. 1d. The reason for thisisthat BPA is
over-augmented, even under critical water conditions. 1d. Under such aload and resource
condition, it is unlikely that BPA would have to purchase additional power, but instead would be
selling surplus energy. 1d. The kind of market uncertainty posited by CRITFC would likely
result in BPA earning higher surplus energy revenues and net revenues than it otherwise would
under lower electricity prices. 1d.

Evaluation of Positions

CRITFC arguesthat BPA’s SN CRAC proposal does not address the uncertainties associated
with the West Coast power market. CRITFC Brief, SN-03-B-CR/YA-01, at 29-30. CRITFC
notes that BPA describes how it treats the uncertainty associated with the West Coast power
market in exhibit SN-03-E-CR-01UUUU (sic). Id. Based on the market manipulations seenin
Californiaduring 2000 and 2001, CRITFC argues that BPA should model more market
uncertainty initsrisk analysis. Id. CRITFC arguesthat failure to properly address this
uncertainty increases the likelihood that BPA’ s rates will not be sufficient to meet its costs and
repay thetreasury. Id.

CRITFC argues that the electric price volatility in 2000-2001 was the result of the manipulation
of the California deregulation scheme and a drought in the Pacific Northwest. CRITFC Brief,
SN-03-B-CR/Y A-01, at 29-30. CRITFC notes that the State of Californiais considering a
changein the laws that govern the regulation of electricity, but not all of these changes have been
implemented. 1d. CRITFC also notes that the price caps adopted by FERC are temporary and it
isunclear what will happen to market pricesif the caps are removed or modified. 1d. Therefore,
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CRITFC argues there is some probability that wholesale energy providers will find waysto
mani pul ate the market and/or the Northwest will experience another significant drought prior to
and including 2006, and, therefore, assuming there is no probability of these eventsignores
history. Id.

CRITFC expresses its concerns in terms of a general unease regarding the West Coast market
and a perceived failure by BPA to model the level of uncertainty it sees. CRITFC does not
identify any specific new things BPA should assume in its modeling or what recommended
changes to the modeling are needed to account for their unease. Responding to CRITFC's
concernsis difficult because BPA feelsit has appropriately modeled the risk around pricesin the
West Coast market. BPA has examined both the operational and price risk associated with the
West Coast market and factored these into its analysis. The implication of CRITFC'sconcernis
BPA should somehow add an assumption for the risk that generators and marketers will violate
the law and manipulate the market. CRITFC does not say how BPA should do this nor did it
present any testimony on thispoint. InitsBrief on Exceptions, CRITFC reiterates the contention
that there exists significant price risk, but does not provide any new or additional information
that would contradict the findings in the draft ROD. CRITFC Ex. Brief, SN-03-R-CR/Y A-01,

at 10.

BPA presented evidence that both current and projected market conditions through the remainder
of the current rate period are materially different from FY 2000-2001. Conger, et al.,
SN-03-E-BPA-16, at 6. These differences make it unlikely that the West Coast will see the
extreme electricity price volatility experienced in FY's 2000-2001. Id. In particular FERC has
intervened to impose price caps and has indicated that it would do so again if the market
evidenced unusual and prolonged periods of high prices. 1d. In addition, current economic
factors have demand well below and capacity above the levels witnhessed during the price spikes
of FY 2000-2001. Id. Finally, BPA’s own resource portfolio is surplus due in large measure to a
drop in DS load that has made some power purchases for augmentation surplus power for BPA.
Id. Thissurplus power provides a natural hedge for BPA against high prices in the market
generaly. Since BPA is over-augmented, electricity price volatility in the future would likely be
beneficial to BPA since it would earn higher surplus energy revenues and overall net revenues
than under lower electricity prices. Id.

Decision 2
BPA properly addressed the uncertainties associated with the West Coast power mar ket.
Issue 3

Whether BPA properly addressed the uncertainties associated with BPA’ s internal operating
costs.

Parties Positions

CRITFC notes that BPA’ s actual internal operating costs were higher than its forecast for these
costsin the May 2000 Rate Case. CRITFC Brief, SN-03-B-CR/YA-01, at 30. CRITFC believes
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that BPA’ s new estimates of internal operating costs do not seem reasonable given the recent
history. Id. BPA’s customers have not independently reviewed BPA’ s assumptions about its
costs, rather the customers have relied upon BPA processes to review the cost and have
concluded that they are reasonable assumptions. Id. at 31. CRITFC takes issue with the Joint
Customer proposal that it believes argues for assuming an additional $580 million in additional
cost reductions. 1d. It believes that this recommendation ignores the possibility that BPA’s costs
will be higher than BPA has assumed. |d.

In its Brief on Exceptions, CRITFC argues that, based on the draft ROD, BPA misunderstands its
concerns regarding internal operating cost uncertainty. CRITFC EX. Brief,

SN-03-R-CR/YA-01, at 10. It contends BPA has assumed there was no uncertainty about its
internal operating costs. 1d. at 10. CRITFC also contends that it has consistently expressed
concern that BPA’s estimates of internal operating costs will be higher than assumed. 1d. at 11.
These overly optimistic assumptions will limit BPA’ s ability to cover its costs and pay the
treasury. Id.

BPA'’s Position

BPA believesthat it has properly addressed risks associated with itsinternal operating costs.
Keep, et al., SN-03-E-BPA-11, at 35. BPA has developed an integrated and multi-faceted plan
for controlling and managing the internal operating costs that impact power rates. 1d. BPA has
taken extensive steps to manage its cost and those efforts have been detailed in testimony.

Id. at 36-37. They include reduction in employee awards, moratorium on new hires, early
retirement for employees, management training on cost management, limitations on travel,
training, overtime, retention pay, and cancellation or delay of technology projects. Id. In
addition, BPA has established customer meetings to review current year actual and forecasted
expense levels. Id. Given thislevel of commitment, BPA believes it can manage to spending
levels.

BPA estimates of internal operating costs have been made in various forums over the past
several months. 1d. at 38. Differences from the May 2000 rate case and Financial Choiceswill
occur through time as BPA makes additional decisions regarding cost cuts and more current
information isavailable. Id.

Evaluation of Positions

CRITFC contends that BPA’ s forecast of internal operating costs involves a good deal of
uncertainty. CRITFC Brief, SN-03-B-CR/Y A-01, at 30. Rather than presenting evidence of
alternative assumptions, CRITFC merely asserts that BPA’sfailure to accurately forecast its
internal operating costs in the WP-02 proceeding demonstrates a level of risk that BPA must
account for. Id.

CRITFC contends that BPA failed to properly address thisissue in the draft ROD. It contends
that BPA has assumed that thereis“no” uncertainty surrounding the level of internal operating
costs. CRITFC Ex. Brief, SN-03-R-CR/YA-01, at 10. CRITFC’s contention that BPA has
assumed thereis“no” risk that itsinternal operating costs will exceed the assumptions in the rate
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caseisfactually inaccurate. BPA isnot assuming that thereis no risk that itsinternal operating
costs could exceed forecasted levels, rather it is stating that it iswilling to assume thisrisk for
purposes of establishing the level of the SN CRAC. BPA feels strongly that it is a manageable
risk, given its commitment to control these costs.

As noted in BPA’ s testimony, BPA has gone to great lengths to cut and manage its costs. Keep,
et al., SN-03-E-BPA-11, at 35. Thiscommitment to manage costs has included establishing
internal cost controls and internal cost management plans to ensure that internal expense levels
will be managed to levels established as aresult of the General Managers' meetings on cost
control. 1d. BPA has aso established workgroups with customers and constituents to get input
on, evaluate, track, and report spending levels. Id.

Internal costs are also somewhat unique in that BPA has a somewhat greater degree of control
over these costs as compared to other cost categories where BPA must work with a cost partner
like Energy Northwest, the Corps, or Reclamation to establish cost levels. See generally, Keep,
et al., SN-03-E-BPA-11, at 66-67. Therefore, unlike other cost categories, internal operating
costs represent an area where BPA can assert more direct influence over levels. 1d. Asa
consequence, the risk surrounding these costsis not as great as some others. Inthis SN CRAC
Rate Case, BPA has updated its costs to reflect the requirements needed in the current operating
environment, which were not accounted for in BPA’s WP-02 Rate Cases. Additionally, as noted
above, BPA has enhanced its procedures and processes to better manage its internal operating
costs. Keep, et al., SN-03-E-BPA-11, at 35-37. Asaresult, therisk that BPA will manage to
budgets for internal operating costsis areasonable risk under the circumstances absent aforce
majeure event. Id.

Asapart of its overall cost management plan, the PBL has established informal monthly
meetings with customers, customer representatives, and constituents to review current year
actual and forecast expense levels for both program and internal operations expenses charged to
power rates. Inthese forums, the PBL also reports on changes to expense levels including
reductions taken to date. Keep, et al., SN-03-E-BPA-11, at 37. The parties have requested that
BPA provide amore formal opportunity to review BPA’s finances and spending levels.
Therefore, in addition to the formal public process workshops for the SN CRAC described in the
GRSPs, BPA is committed to provide an ongoing intensive process of cost disclosure by BPA
and opportunities for customers and others to review costs and provide input to BPA. Though
not part of the rates process, BPA agrees to provide these opportunities.

CRITFC has also not presented any evidence that demonstrates BPA’ s forecast of internal
operating costsis not accurate nor has it shown the appropriate level of risk that BPA should
assume, given CRITFC' s perceived uncertainty. To the extent CRITFC believes the changesin
forecasts from the WP-02 proceeding to Financial Choicesto today reflect either BPA's
uncertainty regarding or inability to forecast operating costs, this argument is misplaced.
CRITFC' s contention that the inaccurate assumptions of the past will repeat themselvesin the
future, without evidence of better assumptions for these costs, is a hollow argument. While
BPA’s actual internal operating costs have exceeded the levels assumed in the WP-02 rate case,
BPA also explained the background behind those WP-02 assumptions and why it believes the
risk around the current assumptions involve a manageablerisk. Keep, et al., SN-03-E-BPA-11,
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at 2-17. Whether parties accept or reject BPA’s explanation about why the WP-02 forecast
proved incorrect, is ultimately immaterial to BPA’s statutory obligations. BPA’sinternal costs
have increased over WP-02 forecasts and it is obligated by statute to set itsratesto cover itstotal
system costs, which include the internal operating costs charged to power rates. 16 USC §
839¢e(a)(1).

Although CRITFC’sissue is framed as one involving the uncertainty surrounding BPA’s internal
operating costs, CRITFC also objects to BPA adopting the Joint Customer proposal to assume an
additional $580 million in cost reductionsin this proceeding. CRITFC Brief,
SN-03-B-CR/YA-01, at 31. Thisissueisaddressed in chapter 2.1 of this ROD.

Given thelevel of BPA’s commitment to managing its costs, the levels projected in this
proceeding are reasonable assumptions.

Decision 3
BPA properly addressed the uncertainties associated with BPA’ s internal operating costs.
Issue 4

Whether BPA properly addressed the uncertainties associated costs of the Bureau of
Reclamation, the Corps of Engineers, and Energy Northwest.

Parties' Positions

CRITFC contends that BPA is assuming that the costs for the Corps, Bureau, and ENW will not
change from the assumptions in the rate case. CRITFC Brief, SN-03-B-CR/YA-01, at 32. It
contends that the forecast of these costs in the WP-02 proceeding was $349 lower than actual
costs. 1d. Given recent history, CRITFC believesit is not reasonabl e to assume the current
assumptions are accurate, and the failure to address this uncertainty increases the likelihood
BPA’srates will not be sufficient to cover its costs. 1d.

BPA’s Position

BPA has worked extensively with the Corps, Reclamation, and ENW on their expense forecasts
included in thisrate proceeding. Keep, et al., SN-03-E-BPA-11, at 37. Through the Joint
Operating Committee, BPA is working with the Corps and Reclamation to set and manage to
budget levels. 1d. ENW has expressed itsintent to keep its costs for CGS as low asit can,
consistent with safe and reliable plant operation. Id. Through these processes, BPA is confident
that the three agencies will stay within cost budgets, absent a force majeure type event. Id.

Evaluation of Positions

Although framed in the context of the costs associated with the Corps, Reclamation, and ENW,
thisissue is the same as the one above involving the risk associated with BPA’ s internal
operating costs. Thereisamajor difference, however. BPA has more direct control over its
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internal costs than it does over the Corps, Reclamation, and ENW costs. BPA has devel oped
plans with the Corps, Reclamation, and ENW to devel op reasonable budgets that reflect the best
information available. Keep, et al., SN-03-E-BPA-11, at 37. Thereisno evidence in the record
to suggest that there is better information available. CRITFC’ s contention that recent history
suggests that the forecasts are not reliable ignores the fundamental question about the appropriate
levels for these costs.

BPA believes that the cost levels are reasonabl e assumptions based upon the best available
information. Also, with the exception of the cost items that BPA is proposing limiting the
recovery of spending levelsin the automatic adjustments of the SN CRAC (see chapter 2.7 of
this ROD), additional costs will be reflected in the calculation of Accumulated Net Revenue
(ANR), and to the extent necessary, collected through an adjustment to the SN CRAC.
Decision 4

BPA properly addressed the uncertainties associated with costs of the Bureau of Reclamation,
the Corps of Engineers, and Energy Northwest.

ssue 5

Whether BPA properly addressed the uncertainties associated with its forecast of secondary
revenues.

Parties' Positions

CRITFC notes that during Financial Choices, BPA revealed that it had over-estimated its
secondary revenue forecast by $710 million as compared to its forecast in the WP-02 June 2001
Rate Case. CRITFC Brief, SN-03-B-CR/Y A-01, at 33. Based upon this outcome, and given the
complexity of estimating these costs, BPA should assume that there will be significant
uncertainty associated with these costs through 2006. Id. Failure to address this uncertainty
increases the likelihood that BPA’ s rates will not be sufficient to meet its costs and repay
treasury. Id.

Inits Brief on Exceptions, CRITFC argues that it continues to be concerned about BPA’s
estimate of secondary revenues. CRITFC Ex. Brief, SN-03-R-CR/YA-01, at 11. Thisoverly
optimistic assumption could result in less revenue and increased risk for BPA. Id.

BPA'’s Position

BPA believesits Risk Analysis accounts for a significant amount of uncertainty in BPA’s surplus
energy revenues due to both quantity and price risk. Conger, et al., SN-03-E-BPA-16, at 6-7.
The uncertainty in the quantity of BPA's surplus energy sales due to hydro generation, CGS
nuclear plant output, and firm load risk are estimated in RiskMod, and the pricerisk, which is
used to estimate surplus energy revenue risk in RiskMod, is estimated by AURORA. SN-03
Study Documentation, SN-03-FS-BPA-02, chapter 6.
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The overestimate of secondary revenues by $710 million cited by CRITFC in data response
IN-BPA: 035 was due to lower than originally expected prices received for surplus energy sales
during FY 2002, lower forecasted prices for surplus energy sales during FY 2003-2006, and
approximately 600 aMW of lower generation in FY 2002 than expected, compared to when rates
were set in June 2001. Conger, et al., SN-03-E-BPA-16, at 6-7. At the time of the estimate
(June 2001), prices were at record levels and BPA forecasted that prices would remain high for
at least two years. |d. Prices dropped significantly after FERC intervention into the market
during the summer of 2001 and the loss of generation was due in large measure to arecord
drought in 2001 and the carryover effectsinto 2002. 1d.

The $710 million consists of lower actual and forecasted prices, which amounted to a reduction
of $610 million ($360 million in FY 2002 and $250 million in FY 2003-2006) in surplus energy
revenues, and lower generation in FY 2002, which amounted to a reduction of $100 million in
surplus energy revenues. Id. In both the June 2001 rate proposal and this SN CRAC rate
proposal the type of generation risk experienced in FY 2002 was accounted for in the Risk
Analysis. 1d. In contrast with the June 2001 rate proposal when BPA’ s forecast of surplus
energy revenues was high because electricity prices were high, BPA’s forecast of surplus energy
revenues in this SN CRAC rate proposal is lower because expected electricity prices are much
lower. Id. Thislower forecast, in conjunction with the price risk reflected in the Risk Analysis,
substantially reduces the chances that BPA has significantly underestimated its surplus energy
revenuerisk in this SN CRAC rate proposal. Id.

Evaluation of Positions

CRITFC contends that BPA should assume significant uncertainty associated with its secondary
revenue forecast in the rate case based upon the complexity of estimating these amounts.
CRITFC Brief, SN-03-B-CR/YA-01, at 33, CRITFC Ex. Brief, SN-03-R-CR/YA-01, at 11. In
the context of surplus energy revenues, it is unclear from CRITFC' s argument what BPA either
failsto assume or improperly assumes in terms of “significant uncertainty” in secondary
revenues over the balance of the rate period. Conger, et al., SN-03-E-BPA-16, at 6-7. CRITFC
provides no proposed alternative assumptions or remedy for this perceived problem. Rather than
providing alternative assumptions, CRITFC notes that BPA over-estimated secondary revenues
in the June 2001 rate determinations. CRITFC Brief, SN-03-B-CR/Y A-01, at 33, CRITFC Ex.
Brief, SN-03-R-CR/YA-01, at 11. BPA explained the unusual circumstances surrounding the
June 2001 forecast. Conger, et al., SN-03-E-BPA-16, at 6-7. At the time, prices were at record
high levels and there was no indication that prices would drop as rapidly asthey did. 1d. As
BPA notes, prices began to drop after FERC intervened in the market in late June 2001 and
imposed price caps. 1d. While there are differences between the June 2001 forecast and actual
secondary revenues over the FY 2002 and FY 2003 period, the differences are understandable
and explainable given the unusual factorsin play.

BPA calculates the risk surrounding its secondary revenues by estimating the uncertainty in the
guantity of BPA's surplus energy sales due to hydro generation, CGS nuclear plant output, and
firm load risk in RiskMod and by estimating the price risk, which is used to calculate surplus
energy revenue risk in RiskMod, with AURORA. SN-03 Study, SN-03-FS-BPA-01, at 1-2.
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These assumptions appear reasonable, and there is no evidence in the record of aternative
assumptions that make the current assumptions flawed.

Finally, BPA deliberately recognized the possibility of potential adverse financial conditions,
such as the uncertain nature of its secondary revenues, inits variable FB CRAC and SN CRAC
rate designs. Keep, et al., SN-03-E-BPA-04, at 16-17. The LB, FB, and SN CRAC were
designed to mitigate BPA’s revenue and cost uncertainties. 1d. Itis BPA’sview that these
CRAC mechanisms are accomplishing this task and, if necessary, BPA has the ability to institute
further SN CRAC adjustments in the face of adverse financial conditions, such as a substantial
erosion in secondary energy revenues. McCoy, et al., SN-03-E-BPA-10, at 10.

Decision 5

BPA properly addressed the uncertainties associated with its forecast of secondary revenues.

SN-03-A-02
Page 2.6-10



determination of the CPP, any 4(h)(10)(C), FCCF and MOA monies because they cannot be used
to pay creditors. Id.

CRITFC argues that BPA should use a CPP standard to measure its rate design and should do so
without using any 4(h)(10)(C), FCCF and MOA monies. CRITFC Ex. Brief,
SN-03-R-CR/YA-01, at 14.

BPA’s Position

BPA’s payment to the treasury isthe lowest in BPA’s priority of payments. Keep, et al.,
SN-03-E-BPA-11, at 34. If BPA has made any portion of its treasury payment then all other
creditors will have been satisfied. 1d. 4(h)(10)(C), and under specified circumstances FCCF
credits, are applied to the treasury payment but it is very unlikely that these credits would be
substantial enough to fully cover the power portion of the treasury payment and leave a creditor
unpaid. 1d. BPA does not believe that there are any MOA monies at thistime. 1d.

Evaluation of Positions

CRITFC' s proposal to adopt a CPP ismisplaced. CRITFC incorrectly assumes that because
BPA hasthe ability to defer atreasury payment, the payment to other creditorsisthe true
measure of its financial position. AsBPA correctly notes, the payment to treasury isthelast in
the line of payments. Because paymentsto the treasury are the last made in the priority of
payment, by definition all other creditors will have been paid before the treasury is paid. By
using the probability of making payments to creditors as a measure of BPA’s financial condition,
CRITFC' s proposal would relax rather than strengthen BPA’ s financial standards because it
ignores BPA’ s largest creditor.

Decision 7

BPA will not adopt a CPP standard to measure its rate proposal.

Issue8

Whether BPA should remove the Cap on the amounts collected under the SN CRAC.

Parties Positions

CRITFC contends that BPA should remove any limits on the annual amount collected under the
SN CRAC. CRITFC Brief, SN-03-B-CR/YA-01, at 48. CRITFC believes the potential for
increased costs or reduced revenues are larger than BPA has assumed in its proposal, and that
BPA therefore must remove the cap to have the tools to increase rates to meet its costs and repay
the treasury. Id.

SOS/NWEC argues that BPA should remove the $470 million Cap on the variable rate
mechanism to allow rates to rise to the level s necessary to ensure treasury payment. SOS/'NWEC
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Brief, SN-03-B-SA-01, at 8. They suggest that in light of the various risks faced by BPA, its
proposal isinconsistent with sound business practices. Id.

SUB contends that BPA must reject the proposal by SOS/NWEC and CRITFC to remove the cap
on amounts collected by the SN CRAC. SUB Brief, SN-03-B-SP-01, at 19.

In their Brief on Exceptions, CRITFC notes that the Cap in the draft ROD islower than the Cap
contained in BPA’s initial proposal. CRITFC EX. Brief, SN-03-R-CR/YA-01, at 15. CRITFC
believes BPA should remove the Cap so as to assure payment to the Treasury and improve the
ability to meet its fish and wildlife obligations. Id.

BPA’s Position

In the development of the SN CRAC, BPA explored the impacts of avariety of SN CRAC
parameters on rates. McCoy, et al., SN-03-E-BPA-10, at 6. BPA is concerned about the impact
of any rate increase on the economy of the Pacific Northwest, so direction was given to staff that
the rate design should mitigate the level of any rate increase, to the extent possible, while at the
same time providing a reasonable assurance of cost recovery. Keep, et al., SN-03-E-BPA-04,

at 13. BPA determined a cap provided an equitable balance between ensuring rate levels are not
too high and protection for BPA’s finances. McCoy, et al., SN-03-E-BPA-10, at 6.

Evaluation of Positions

CRITFC and SOS/NWEC contend there is significant risk associated with future fish and
wildlife costs and as aresult BPA should remove the cap on the amount collected under the SN
CRAC. CRITFC Brief, SN-03-B-CR/YA, at 48. BPA has heard from various customers that the
region cannot absorb alarge rate increase at thistime. SUB Brief, SN-03-B-SP-01, at 19.
Uncapping the amount collected under the SN CRAC would increase the maximum possible rate
increase without limit, posing to customers the unlikely but extremely worrisome risk of truly
enormous rate increases. As noted, BPA attempted to strike a balance between the impact on the
region of arate increase and the financial risksto BPA. Having a cap on amounts collected
annually provides a consistent balance between the rate level and impact on the region. McCoy,
et al., SN-03-E-BPA-10, at 5-6.

The capsincluded in theinitial proposal reflect BPA’s financial status at a particular time.
Given BPA’simproved financial condition and the decisions reflected in this proposal, the Caps
are now set at $320 million per year. Given the decision to have a contingent design, the actual
dollar amount of the Cap will not be determined until August 2003. See GRSPs, Appendix A.

In addition, BPA believesit has captured a reasonable range of risk in development of the SN
CRAC. See Conger, et al., SN-03-E-BPA-07, at 16. To the extent that the Cap keeps BPA from
collecting revenues needed for financial security, BPA may retrigger the SN CRAC to adjust the
Caps and Thresholds. See GRSPs, Appendix A.
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Decision 8

The Cap on the amounts collected under the SN CRAC is a reasonable compromise between the
impact of power rates on the regional economy and financial health for BPA.

Issue 9

Whether BPA should adopt a contingent recal culation of the SN CRAC that modifies the Caps
and Thresholds.

Parties Positions

CRITFC notes that BPA’ s contingent adjustment in August 2003 will only consider increasesin
revenues and decreases in certain cost levels. CRITFC Brief, SN-03-B-CR/Y A-01, at 49.
CRITFC believes BPA should take note of both good news and bad news when it adjusts the
parameters of the SN CRAC and reflect both increases and decreases in its costs and revenuesin
the adjustment to the parameters. |d.

GPU arguesthat if BPA adopts an SN CRAC it should do so only if it accepts the four principles
GPU proposed in testimony. GPU Brief, SN-03-B-SG-01, at 5. Those four principles are the
following: (1) The Maximum Planned Recovery Amount for FY 2005 and FY 2006 should be
recal culated to achieve the same levels of TPP and TRP as BPA’s initial proposal, but the third
standard, zero net revenues over the rate period, should be removed; (2) the SN CRAC should
impose strict spending controls and prohibitions on using cash for capital investment or early
payment of treasury bond principal and appropriations; (3) BPA should adopt a structured
method for public participation in BPA’s cost and SN CRAC rate decisions such as agreements
to reduce or defer payment to regional investor-owned utilities; and (4) BPA should provide a
50 percent refund on any amounts by which ANR exceeds the SN CRAC Thresholds. Id.

Inits Brief on Exceptions, GPU states that the contingent recal culation should be done on an
annual basis rather than as proposed in the draft ROD. GPU Ex. Brief,. SN-03-R-GP-01, at 4.
They believe an annual recalculation of the Caps and Thresholds will allow customers to regain
trust in BPA’s cost control efforts. 1d. WPAG inserted an annual contingent recalculation of the
Caps and Thresholds in its redlined version of the GRSPs. WPAG Ex. Brief, SN-03-R-WA-01,
at Appendix A.

In their Brief on Exceptions, CRITFC and SOS/NWEC argue the draft ROD ignored concerns
raised in their respective initial briefs involving the contingent adjustment and disregarded
potential bad news. CRITFC Ex. Brief, SN-03-R-CY/YA-01, at 16, SOS/NWEC EX. Brief,
SN-03-R-01, at 8. SOS/NWEC in particular are concerned that BPA confused its argument
regarding the contingent design with one regarding aforward looking SN CRAC trigger.

Id. at 8-9. SOS/NWEC is concerned and the variable adjustment, with the caps and thresholds,
may not be sufficient to recover BPA’s costsif conditions deteriorate. 1d. at 10.
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BPA'’s Position

BPA has proposed a contingent mechanism that will account for a defined set of future eventsin
August 2003. McCoy, et al., SN-03-E-BPA-17, at 12. Through the contingent feature, BPA will
include additional savings that have occurred or are forecasted with a high degree of certainty to
occur in arecalculation of the thresholds and capsin August of 2003. Id. at 14. Any reductions
in costs or increased revenues after the August 2003 recalculation will be reflected in the ANR
calculation in FY 2004 or FY 2005, and will show up as areduction in the SN CRAC adjustment
for the next fiscal year (FY 2005 or FY 2006). Id. at 14-15. Under BPA’s proposal, at the time
of the contingent recal culation, BPA will change the parameters of the SN CRAC for decreases
in the forecasted 2003-2006 budgets for ENW, the Corps, Reclamation and BPA’s Fish and
Wildlife program, for changes in 2003 PBL net revenue due to improved hydro supply and/or
market prices, an |OU settlement, and for decreases in forecasts of BPA’ sinternal operating
expenses. Id. at 25.

BPA also proposes that an IOU settlement reached too late to be included in the Contingent
Recalculation, but before September 15, 2003, will be incorporated by afinal recalculation of the
SN CRAC parameters, and that an 10U settlement reached after September 15, 2003, and before
August 15, 2004, will be incorporated by reducing the SN CRAC Threshold for the 2005 SN
CRAC by the amount of the reduction in cash outflow due to the settlement in FY 2005, and by
reducing the SN CRAC Threshold for the 2006 SN CRAC by the total reduction in cash outflow
due to the settlement in FY 2005 and 2006.

Evaluation of Positions

GPU isinfavor of a contingent design but contends that adjustments to the Caps and Thresholds
should be annual adjustments to the Caps that adjust so that TPP and TRP are at the same levels
asintheinitia proposal rather than a one time adjustment in August of 2003 as BPA has
proposed. GPU Brief, SN-03-B-SG-01, at 5.

GPU proposes three other elements to the contingent SN CRAC design. These include strict
spending controls and prohibitions on using cash, a structured method for public participation in
BPA’s costs and SN CRAC rate decisions and a refund mechanism. 1d. These three suggestions
are not actual elements of the contingent design but rather are preconditions on the adoption of a
contingent SN CRAC. These elements are preconditions because they are not modifications to
the contingent design features proposed by BPA or some other party. These elements relate to
other matters that are dealt with separately in this ROD and GRSPs. Those preconditions are
strict limits on spending by BPA, a structured method for public participation in BPA’s decisions
on costs and SN CRAC implementation, and a 50 percent refund if ANR exceeds the SN CRAC
Threshold. Id.

GPU and WPAG believe that the contingent recal culation should occur annually rather than just
once at the beginning of the rate period. GPU EX. Brief, SN-03-R-GP-01, at 4, WPAG EX. Brief,
SN-03-R-WA-01, at A-20to 21. The BPA staff proposal for a contingent SN CRAC involved
only a one-time recalculation of the Caps and Thresholds. McCoy, et al., SN-03-E-BPA-17,

at 25. Having a contingent recal culation of the Caps and Thresholds annually presents some
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problems that neither GPU nor WPAG have provided evidence or argument in their respective
briefs. GPU and WPAG fail to explain how the recalculation of Caps and Thresholds would
work. While the mechanics of recalculation based upon additional improvementsis
understandable, WPAG and GPU fail to provide any information as to what financial standard
BPA is solving for when it recal culates the Caps and Thresholds. A TPP and even aTRP over
three yearsis different from the same TPP or TRP percentages over one or two years. Given the
absence of any evidence about what the appropriate financial standard should be, it is not
possible to adopt the GPU and WPAG proposal for an annual contingent recal culation of Caps
and Thresholds.

CRITFC and SOS/NWEC contend that BPA should look at both increases and decreasesin
BPA’scost levels. CRITFC Brief, SN-03-B-CR/Y A-01, at 49, SOSNWEC EXx. Brief,
SN-03-R-01, at 8. Inthat way, if BPA’s costs increase between the ROD and the August
adjustment, those levels will be reflected in the recalculation.

As proposed by BPA, in August of 2003 the parameters of the SN CRAC (the three annual
Thresholds and the three annual Caps) will be recalculated. BPA is proposing that, in the
recalculation, BPA will modify the parameters of the SN CRAC if there are:

1. Reductionsin BPA’ s forecasted budgets for FY 2004-2006 for Internal Operations
(sum of PBL Internal Operations and Corporate Internal Services);

2. Reductionsin BPA’ s forecasted O& M budgets for FY 2004-2006 for the Columbia
Generating Station;

3. Reductionsin BPA’s forecasted O& M budgets for FY 2004-2006 for the Corps of
Engineers;

4, Reductionsin BPA’s forecasted O& M budgets for FY 2004-2006 for the Bureau of
Reclamation;

5. Reductionsin BPA’ s forecasted budgets for FY 2004-2006 for the BPA Fish and
Wildlife Program;

6. Actual and forecasted changesin PBL’s net revenue for FY 2003 due to changesin
hydro conditions or market prices;

7. Negotiated reductions in the magnitude of benefits payments to be made by BPA to
the investor-owned utilities for FY 2004-2006.

CRITFC and SOS/NWEC are concerned that BPA isignoring the “bad news’ that may result
from changes between now and August with regard to the first four items on the list. CRITFC
Brief, SN-03-B-CR/Y A-01, at 49; SOS/NWEC Ex. Brief, SN-03-R-01, at 8. Whilein theory it
is possible that there could be changes to the budgets between now and the time of the contingent
recalculation, it isasmall risk. BPA has worked very hard over the last year to manage these
cost levels and is confident they will not increase. As described in testimony, BPA has been
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given assurances by ENW, the Corps and Reclamation that each will rigorously manage its
expenses to established levels. Keep, et al., SN-03-E-BPA-04, at 9. BPA is continuing
discussions with each of these parties to seek additional cost savings and plans on reflecting
those savingsin the recalculation. Given the effort that BPA and its cost partners have engaged
in to assess their respective budgetary requirements, it is reasonable to assume that these levels
will not increase appreciably between now and the August 2003 adjustment. BPA has changed
item 6 above in recognition of “changesin PBL’s net revenue” from the original recognition of
“improvementsin PBL’s secondary revenue.” This revision incorporates both the good and the
bad news in the volatile secondary revenue arenainto the contingent calculation. Thisisa partia
adoption of the CRITFC and SOS/NWEC suggestion that BPA recognize both the good and the
bad news in the contingent calculation. While it is possible that some “bad news’ event may
occur between ROD and the recalculation, that same risk exists after the Caps and Thresholds are
recalculated. Major events can occur, and to the extent these cost events happen, the variable
design, force majeure exception, or if necessary retriggering the SN CRAC, will alow BPA to
cover these costs.

BPA has described in detail in section 2.8 on fish and wildlife why it believes the assumptions
regarding fish and wildlife costs contained in BPA’s proposal are sound. BPA has the benefit of
several completed processes and years of actual implementation experience to guide its program
spending levelsfor fish and wildlife. McNary and Lamb, SN-03-E-BPA-18, at 4-8. This
experience includes successfully implementing both the NOAA Fisheriesand US FWS
biological opinion under the ESA to cover FCRPS operations. |d. Based on this experience and
the Implementation Plan, BPA has developed and posted lists of the projectsit will fund within
its estimated expense accrual budget for 2003 and coordinated those lists with the Council and
fish and wildlife managers to ensure the expenditures do not exceed $139 million. 1d. Tothe
extent that additional savings are realized in this area, BPA intends on reflecting those in the
recal culation.

Underlying CRITFC and SOS/NWEC' s concernsiis the belief that some unplanned event will
occur that will dramatically impact BPA’s fish and wildlife obligations between now and the
recalculation in August. CRITFC Ex. Brief, SN-03-R-CR/YA, at 16; SOS/NWEC EX. Brief,
SN-03-R-01, at 8. Thisis possible with or without the recalculation of the SN CRAC. CRITFC
either does not understand the contingent recal culation or alternatively intentionally choosesto
ignore the mechanics of how it would operate. They state that by the contingent adjustment only
for “good news’ BPA is“essentially committing to reduce fish and wildlife funding levels from
levels that are not adequate to meet Bonneville'slegal and Treaty responsibilities.” 1d. Contrary
to the assumptions embedded in this statement, the contingent recal cul ation of Caps and
Thresholds has nothing to do with determining the actual budget levelsfor fish and wildlife. The
contingent recal culation will set Caps and Thresholds based upon any reductions in the fish and
wildlife budget assumptions. As stated in the FRN, the fish and wildlife budget levels are
determined in public processes outside of the rate case and the results imported into the rate case.
Despite the repeated efforts by CRITFC to introduce fish and wildlife budget issues into the rate
case, those matters are outside the scope of this proceeding. See Chapter 3. While CRITFC does
not believe the budget levels are adequate, the contingent recal culation of Caps and Thresholds
will only reflect decisions made in these other processes about appropriate budget assumptions
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and are not related to any commitment to reduce fish and wildlife funding levels as CRITFC
suggests.

BPA cannot, consistent with sound business practices, set rates in such away that it is prepared
at all timesto deal with every uncertainty no matter how remote. |If BPA were to set rates high
enough to protect against every unknown event, the resulting rates would be extremely high.
Given the current state of the regional economy, it is not reasonable nor isit consistent with
sound business principles to set rates to provide this level of security. Thisisnot to say that BPA
should ignore the fact that events might occur that impact cost or revenue levels. BPA must put
in place mechanisms that, if certain cost or revenue events occur, will allow BPA to adjust its
rates to recover those costs. Inthe WP-02 rate case, BPA designed its rates to be flexible enough
to adjust to changes in circumstances. The three CRACs (LB, FB, and SN) are mgjor tools to
protect the agency against impacts on its revenues and costs. In this proposal, BPA has retained
the right to retrigger the SN CRAC if BPA meetsthetrigger criteria. In addition, BPA has noted
an exception for budget levelsif aforce majeure event occurs. Keep, et al., SN-03-E-BPA-11,

at 37. Inaddition, to the extent BPA’s Fish and Wildlife costs exceed $139 million, the variable
nature of the SN CRAC will allow BPA the opportunity to pick up the additional cost through
the annual adjustment.

SOS/NWEC argue that the variable adjustment “is not designed to deal with unknown events
outside certain limited parameters, and is not designed to ensure that * BPA recoversiits total
costs’” SOS/NWEC Ex. Brief, SN-03-R-01, at 10 (emphasisin original). The concern here
apparently isthat BPA could experience cost increases so much higher than anticipated, that it
would necessitate an adjustment higher than the cap level in order to ensure recovery of BPA’s
costs. While thisistheoretically possible, as explained above, given the level of cost control in
place, the possibility of this happening appears small. However, even assuming some
catastrophic cost event occurs that results in the need to collect more than the Cap levelsto
ensure total cost recovery in that particular year, BPA has retained the ability to retrigger the SN
CRAC to adjust the Caps and Thresholds to collect additional revenues should that unanticipated
event occur and has force majeure language in the GRSPs that would allow BPA to exceed the
capped cost levelsin some circumstances. While this may not guarantee the ability of BPA to
fully recover costsin a particular year, it should assure BPA the ability to recover its costs over
the balance of the rate period.

SOS/NWEC are concerned that while BPA has the ability to retrigger the SN CRAC, BPA is
ignoring the year long gap between the retriggering the SN CRAC and imposing arate
adjustment. SOS/NWEC Ex. Brief, SN-03-R-01, at 3. While SOS/NWEC is correct thereisa
time lag between triggering the SN CRAC and the adjustment to rates which could result in a
temporary revenue shortfall, this fact was understood when BPA adopted the SN CRAC in the
WP-02 Supplemental rate case.

SOS/NWEC state that BPA can avoid the problem associated with the long time between
retriggering the SN CRAC and imposing a rate adjustment by “triggering the contingent
mechanism based upon aforecast of ‘bad news,” instead of only accommodating ‘ good

news ” Id. Itisnot clear what SOS/NWEC means by “triggering” the contingent recal cul ation
of Caps and Thresholds. The contingent proposal adopted here will happen automatically in
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August 2003, except for the possibility of a subsequent adjustment in the event of a settlement of
the benefits for the investor owned utilities. Thereisno “trigger” of the contingent recalculation
in subsequent years, so the problem associated with the lag time between retriggering SN CRAC
and adjusting rates cannot be addressed by looking at the “good and bad news’ associated with
adjustments to budget levels as SOS/NWEC seems to suggest.

Under BPA’s proposal, the recalculation of the SN CRAC parameters will meet the financial
standards adopted for the SN CRAC. The recalculation of the SN CRAC parameters will result
in expected values of total rates (May 2000 base rates plus any applicable CRACS) expressed as
a percentage change from the total rates for 2003 that are as low as practical while still meeting
the 80 percent three-year TPP.

The contingent recalculation in August 2003 has been designed carefully and will be performed
in avery specific manner. Once the adjustments to the enumerated items listed above are
known, the recalculation will provide an arithmetic solution as follows.

1 Determining the size of the annual Caps.

A preliminary calculation of the SN CRAC adjustment will be made using the FB CRAC
Thresholds from the June 2001 Final Studies and data from the June 2003 Final Studies
except for those items described above that are to be updated. This calculation will use
three fixed (deterministic) SN CRAC revenue amounts that yield a three-year TPP of

80 percent and expected values of the sums of the FB CRAC and SN CRAC non-Slice
rate impacts, expressed as a percentage of May 2000 base rates, that are the same for each
of the three years.

The Caps for the SN CRAC will be set to be equal to the average of the three annual SN
CRAC revenue amounts from step 1, rounded to the nearest $5 million, plus
$100 million.

2. Synchronizing the SN CRAC, FB CRAC, and the Rebate.

The thresholds for the FB CRAC will be set to be the same as the Thresholds for the SN
CRAC, and the Thresholds for the SN CRAC Rebate will be set to be $15 million higher
than the SN CRAC Threshold for each year.

3. Calibrating the Thresholds.

The Thresholds for the SN CRAC will be adjusted until the FY 2004-2006 three-year
TPP is 80 percent and the expected value of the sums of the FB CRAC and SN CRAC
non-Slice rate impacts, expressed as a percentage of May 2000 base rates, are the same
for each of the three years.

Because changes to the 10U benefits (item 6 above) would be critical to the overall rate level,
additional allowances must be made in order to incorporate the impact of a settlement if it occurs
sometime after mid-August 2003. The SN CRAC parameters and the thresholds for the FB
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CRAC and the rebate will be recalculated if the Administrator receives sufficient assurance,
such as the signing by the IOUs of unconditional contracts, that the benefits payable to the IOUs
during 2004 through 2006 will be either reduced or deferred. The process by which such benefit
reductions will be incorporated depends on the timing of the agreement as outlined below.

1 Agreement reached before approximately August 15, 2003.

If an Agreement is reached with sufficient time before the contingent recalculation
process described above, the cash impacts on BPA of the agreement will be incorporated
through the contingent recal cul ation.

2. Agreement reached after approximately August 15, 2003, and by September 15, 2003.

If an agreement is reached in thistime period, a separate recalibration of the Thresholds
for the SN CRAC, the FB CRAC, and the rebate will be made. In thisrecalibration, the
cash impacts on BPA of the Agreement for FY 2004-2006 will be incorporated and the
Thresholds adjusted following the methodology described above for use in the
Contingent Recal culation (steps 2 and 3 from the description of the Recal culation above).
The 2003 ANR projection from the second August workshop will then be used to

recal culate the 2004 SN CRAC rateincreases. The Administrator will release the revised
rates on September 15, 2003, or as soon as practical thereafter, but no later than
September 22, 2003.

3. Agreement reached after September 15, 2003, and by August 15, 2004, or after
August 15, 2004, and by August 15, 2005.

If an agreement is reached in these time periods, the thresholds for the SN CRAC, the FB
CRAC and the Rebate for the remaining year(s) of the SN CRAC rate period will be
adjusted downward by the cumulative total of the cash impacts on BPA. For an
agreement reached by August 15, 2004, the SN CRAC, FB CRAC and Rebate Thresholds
for 2005 will be reduced by the BPA cash impacts for FY 2005, and the Thresholds for
2006 will be reduced by the sum of the BPA cash impacts for FY 2005 and 2006; for an
agreement reached by August 15, 2005, the SN CRAC, FB CRAC and Rebate Thresholds
for 2006 will be reduced by the BPA cash impacts for FY 2006. The Capswill be
reduced by the change in cash flow for each year (not cumulative cash flow). The
Recalibrated Thresholds will be released to Parties at the first of the two workshops
described below in August of 2004 or 2005.

GPU was concerned that BPA have a public process as a condition of the imposition of an SN
CRAC. GPU Brief, SN-03-B-SG-01, at 5. Aspart of the SN CRAC process, BPA is proposing
to hold at least two workshops on the recalculation. At the first workshop, held as soon as
practical after completion of the Third Quarter Review, BPA will present the proposed
Contingent Recalculation of the Thresholds for the FB and SN CRAC and the Caps for the
CRACs. The estimated FB and SN CRAC revenue amounts and percentages for 2004 will also
be presented. After thisworkshop there will be a comment period for interested partiesto
respond to BPA’s analysis. In addition and as part of its overall cost management plan, PBL has
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established informal monthly meetings with customers, customer representatives and
constituents to review current year actual and forecast expense levels for both program and
internal operations expenses charged to power rates. In these forums, PBL also reports on
changes to expense levelsincluding reductions taken to date. Keep, et al., SN-03-E-BPA-11,

at 37. The parties have requested that BPA provide a more formal opportunity to review BPA’s
finances and spending levels. While not part of this rate proceeding, BPA will participatein
more formal and frequent review meetings with customers and other interested parties and
stakeholders and is currently working cooperatively to define the nature of these review
meetings.

The SN CRAC contingent adjustment will set the ANR Thresholds and Caps for all three of the
remaining years of the rate period (FY 2004-2006) using the repayment standards in the ROD.
BPA proposes that the FB CRAC Threshold will be the same as the SN CRAC Threshold, but
the FB CRAC Caps remain unchanged. GPU argues that Threshold should be recalculated every
year. GPU Brief, SN-03-B-SG-01, at 5. Thisproposal is not necessary. The variable nature of
the design will adjust the rate level if BPA reduces costs below the established levels. Thisfact,
coupled with the Rebate mechanism that is adopted as part of this ROD, will ensure that BPA is
not increasing revenues unnecessarily at the expense of the region.

Decision 9

BPA will have a variable SN CRAC with a one time recal culation of the Threshold and Capsin
August 2003, with provisions for changing the Thresholdsif an |IOU-Public settlement is reached
after the last opportunity to incorporate such a settlement in the August 2003 Contingent

Recal culation.

Issue 10

Whether the $200 million of benefits that the IOUs agreed to forego in the event of a litigation
settlement should be included in the calculation of the LB CRAC or as part of the contingent
adjustment to the SN CRAC.

Parties' Positions

Canby argues that the $200 million of benefits that the IOUs agreed to forego in the event of a
litigation settlement is contained in an unenforceable contract and cannot be included in the
calculation of the LB CRAC and thusis an unnecessary contingent adjustment to the SN CRAC.
Canby Ex. Brief, SN-03-R-CA-01, at 19.

BPA's Position

Questions regarding the enforceability of BPA’s contracts not appropriate subjects for BPA’s
rate proceedings. To the extent issues exist that involve the validity of a contract, they are
matters to be resolved in the courts and not in a BPA rate case. Furthermore, the $200 million
are collected through the LB CRAC and not the SN CRAC. To the extent that a settlement of
litigation impacts the SN CRAC, it would require the IOUs to defer or relinquish other financial
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benefits that are unrelated to the $200 million. All of the $200 million is already factored into
the calculation of the LB CRAC and absent a settlement or a continuation of the deferral of the
payment of this amount by the IOUs, the LB CRAC will start collecting money to pay itin
April 2004. Canby Ex. Brief, SN-03-R-CA-01 at 15.

Evaluation of Positions

Canby contends the $200 million of deferred |IOU benefitsis void because it impairs Canby’s
public interest in pursuing alegal claim. Canby Ex. Brief, SN-03-R-CA-01, at 19. Asaresult,
Canby contends BPA cannot include the $200 million in the calculation of the LB CRAC nor can
any contingency mechanism adjust the Caps and Thresholds for these deferred benefits. 1d.
BPA understands Canby’ s argument that the $200 million should not be included in the LB
CRAC, but BPA is setting the SN CRAC in this proceeding, not the LB CRAC. TheLB CRAC
isadjusted in a separate process. With regard to the SN CRAC, this argument is difficult to
understand because the $200 million are collected through the LB CRAC and not the SN CRAC.
To the extent that a settlement of litigation impacts the SN CRAC, it would require the IOUs to
defer or relinquish other financia benefits that are unrelated to the $200 million. This aspect of
the settlement would be reflected in the SN CRAC, and a contingent adjustment addressing this
occurrence is appropriate.

Furthermore, Canby has chosen the wrong forum to address thisissue. To the extent Canby has
acolorable claim with regard to the $200 million of deferred benefits included in the IOUS
contracts, it outside of this proceeding. The Administrator initiated this proceeding to establish
the SN CRAC adjustment to rates. Issues regarding whether the IOUs' contracts violate public
policy are outside the scope of this proceeding. For ratemaking purposes, BPA assumesits
existing contracts are lawful.

Canby argues that payment of the deferred $200 million in benefits to the |OUs discourages
public power utilities from pursuing litigation against BPA, and therefore is contrary to public
policy. Canby Ex. Brief, SN-03-R-CA-01, at 16. While BPA is not deciding this issue here,
because it can only be decided by the courts, BPA notes that Canby has mischaracterized the
IOUSs' contracts. The IOUs were entitled to the full amount of benefits agreed to by BPA and the
IOUs in the contracts. The |IOUs agreed to forego some of those benefits, to which they were
entitled, in the event that litigation challenging the contracts was settled, and thereby reduced the
IOUS risk. Thisisnot contrary to public policy. Because no court has concluded that the |OU
contracts are invalid for any reason, BPA must assume they are valid for purposes of this rate
proceeding.

Decision 10

The $200 million of benefits that the IOUs agreed to forego in the event of a litigation settlement
should, in the event of such a settlement, be included in the calculation of the LB CRAC, and
additional financial benefits in the settlement that are unrelated to the $200 million should be
reflected in the contingent adjustment to the SN CRAC.
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Issuell

Whether BPA should adopt a rate design for the SN CRAC that yields roughly flat expected value
total rate levels over the FY 2004-2006 period, or alternatively a rate design that yields a lower
expected value total rate in FY 2004 than in FY 2005 and 2006.

Parties Positions

WPAG contends that BPA should recognize the benefits of improved hydro conditions and
relatively high market pricesin FY 2003 and in the SN CRAC for 2004, rather than prorating the
benefits of the improved conditions over the balance of the rate period. WPAG Brief,
SN-03-B-WA-01, at 7. WPAG believesthat spreading the improvements over the balance of the
rate period deprives customers of two-thirds of the benefit of the increase in revenues and
unnecessarily increases the size of the SN CRAC adjustment in FY 2004. Id. at 7.

WPAG argues that BPA is neither compelled nor required by statute, rule or policy to spread the
improvements over the balance of the rate period. Id. WPAG contends, by choosing to spread
the benefits over the balance of the rate period, BPA creates the highest near-term rate with the
most adverse impact on the regional economy. Id.

NRU argues that BPA should not spread the revenues from higher MAF in 2003 over the rest of
the rate period. NRU Brief, SN-03-B-NR-01, at 6. Thiswould be an unnecessarily conservative
treatment of the improvements and should be reflected in the rate levels for FY 2004. 1d.

ICNU and ALCOA contend that BPA’ s decision to spread the benefits of the financia
improvements over the balance of the rate period is inconsistent with the direction to design the
SN CRAC to minimize the impact on customers and the economy. ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 17.

PNGC arguesthat if an SN CRAC isimposed for years beyond FY 2004, BPA should not
attempt to set arate at thistime. PNGC Brief, SN-03-B-PN-01, at 9. Instead, BPA should wait
to determine what hydrological, financial, load, and market conditions exist just prior to the
fiscal year in which the SN CRAC would take effect and set the surcharge as low as possible.
Id. at 9-10.

In its Brief on Exceptions, NRU states that given the unanimity of support among customers for
a“tilted” rate BPA should honor this preference. NRU EX. Brief, SN-03-R-NR-01, at 2. NRU
contends that the record does not support nor has BPA demonstrated why aflat rateis preferable
to atilted one. 1d. Because BPA has not demonstrated a technical or financial reason for tilting
the rate, NRU concludes that it must be based on convenience or policy reasons. 1d. NRU
believes that BPA seemsto prefer aflat SN CRAC because it would keep rates relatively stable
over the balance of the rate period and is administratively more convenient. 1d. NRU states that
BPA should not have an aversion to variable rate levels because they are entirely consistent with
a CRAC mechanism. Id. at 3. Customers have demonstrated in their testimony that variable
rates are in the best short and long-term interest of BPA’s wholesale customers. 1d.

SN-03-A-02
Page 2.7-31



NRU further contends that BPA needs to recognize the fragile state of the Northwest economy
and the improvementsin BPA’s own financia health by foregoing an SN CRAC in FY 2004
through tilting therate. 1d. at 3-4.

NRU also contends that BPA’s financia problem is not large enough to warrant a flat “ peanut
buttered” rate increase for the remaining years of the rate period. Id. at 5. NRU contends that it
anticipates that the SN CRAC will generate an additional $517.5 million over the final three
years of the rate period. 1d. NRU believesthat BPA will only collect half of that amount if the
IOU litigation is settled. 1d. NRU contends that this amount can be collected over the final two
years of the rate period with no SN CRAC in FY 2004. Id.

NRU contends that BPA has portrayed it continued financial problems as associated with
potential changesin hydro and market conditions. Id. at 6. NRU believes ssimilar or improved
financia conditions could occur in FY 2004 asthey did in FY 2003. Id. at 7. NRU further
contends that BPA has not substantiated its contention that BPA would need to collect additional
revenues using an 80 percent TPP-only standard. 1d. at 8.

NRU believes BPA has cash tools available that could be used during the rate period to increase
reservelevels. Id. at 9.

PPC/IDEA argue BPA should not spread the improvementsin its financesin FY 2003 over the
balance of the rate period but rather should concentrate the benefits from those improvements
over the near term. PPC/IDEA Ex. Brief, SN-03-R-PP-01, at 8.

ICNU and ALCOA arguein their Brief on Exceptions, that BPA should recognize the
improvementsin itsfinancial condition in FY 2004 rather than delaying the recognition until
FY 2005 and 2006. ICNU/ALCOA Ex. Brief, SN-03-R-IN/AL-01, at 9.

GPU argues that the decision to flatten the rate is arbitrary because the record does not include
any analysis to support the conclusion that revenues collected earlier in the period go toward
lowering the overall rate, and that justification for aflat rate cannot be based upon the arbitrary
decision to adopt an 80 percent TPP level. GPU Ex. Brief, SN-03-R-GP-01, at 8.

GPU further believesthat atilted rate should be adopted because such a design will minimize the
impact on the regional economy. Id.

WPAG argues that the “good news’ of BPA’simproved financial condition should be
recognized up front rather than prorate it over the balance of the rate period. WPAG EX. Brief,
SN-03-R-WA-01, at 11-12. WPAG believesthe Administrator isnot legally required to treat
these additional revenues and cost reductions in the manner suggested by the DROD and it is
within his discretion to recognize them in any particular manner. 1d. at 12.

BPA's Position

BPA plans to include changes in hydro conditions, market price impacts, and certain expense
reductions from FY 2003 in the contingent recalculation of the SN CRAC in August 2003.
McCoy, et al., SN-03-E-BPA-17, at 9. These changes would be reflected in the calculation of
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the variable SN CRA C revenue amount anyway, but incorporating them in the contingent
recalculation of the SN CRAC parameters will spread the impact over three years instead of
concentrating themin one year. 1d.

Evaluation of Positions

Although they structure their arguments slightly differently, a number of parties argue that BPA
should concentrate benefits from any improved conditionsin FY 2003 on the FY 2004 rates.
Under these proposals generally the total rate level in FY 2004 would have an expected value
lower than the expected value of total rate levels for FY 2005 and 2006. Rather than spreading
these benefits over the remaining three years of the rate period by recalculating the Thresholds
and Caps in the contingent recal culation process, the parties argue for taking advantage of the
improvements over the near term. WPAG Brief, SN-03-B-WA-01, at 7; ICNU/ALCOA Brief,
SN-03-B-IN/AL-01, at 17; NRU Brief, SN-03-B-NR-01, at 6. BPA and the parties have
generally referred to this concept as “tilting” the rate. On an expected-value basis, the rate level
would increase or tilt over the rate period because the benefits of improved secondary revenues
in FY 2003 are recognized only in the variable calculation of the SN CRAC rate for FY 2004,
and the rate would be expected to increase from the FY 2004 levels in succeeding years. Parties
believe that recognizing the benefits of the FY 2003 improvements in secondary revenues will
result inaminimal or no SN CRAC increase in FY 2004 compared to the SN CRAC for

FY 2003, and there would be a more significant increase in FY 2005 and FY 2006. Id. These
parties contend that given the state of the economy in the region, they are willing to trade the risk
of ahigher increasein FY 2005 for alower ratein FY 2004. WPAG Brief, SN-03-B-WA-01,

at 8.

BPA has described in testimony a net revenue problem over the balance of the rate period.

Keep, et al., SN-03-E-BPA-04, at 15. Because BPA faces a chronic as opposed to an episodic
financial problem, it believes the solution should be multi-year. Therefore, if improvementsin
hydro conditions, market prices and expense levelsin FY 2003 alow for decreasing the total size
of the financial problem, the response should be reflected on a multi-year basis aswell. McCoy,
et al., SN-03-E-BPA-17, at 9.

In Briefs on Exceptions the commenting customer parties reargued their contention that the
Administrator should tilt the SN CRAC rate adjustment. See NRU EXx. Brief, SN-03-R-NR-01,
at 2-9; PPC/IDEA EXx. Brief, SN-03-R-PP-01, at 8; ICNU/ALCOA EX. Brief,
SN-03-R-IN/AL-01, at 9; GPU Ex. Brief, SN-03-R-GP-01, at 8; WPAG EXx. Brief,
SN-03-R-WA-01, at 11-12. They all generally believe that BPA has not demonstrated either a
technical, legal or financial reason for the Administrator’s decision not to tilt the rate. NRU Ex.
Brief, SN-03-R-NR-01, at 2; WPAG EXx. Brief, SN-03-R-WA-01, at 11-12. Given the problems
in the regional economy, the customer parties believe compelling reasons exist for the
Administrator to compromise on this point. GPU Ex. Brief, SN-03-R-GP-01, at 8; NRU Ex.
Brief, SN-03-R-NR-01, at 2.

Parties advocating for tilting the rate acknowledge the decision to tilt the rate is a discretionary
decision by the Administrator. WPAG EX. Brief, SN-03-R-WA-01, at 11-12. While the parties
feel strongly that it isin their best interest to tilt the rate, a decision not to follow the wishes of
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the customersis not per se arbitrary as suggested by GPU. GPU Ex. Brief, SN-03-R-GP-01,

at 8. While there may be some disagreement about the need to tilt, there are sound financial
reasons articulated during this proceeding for not tilting the rate. BPA described a net revenue
shortfall over the balance of the rate period. NRU contends that this amount can be collected
over the final two years of the rate period. NRU Ex. Brief, SN-03-R-NR-01, at 2. This does not
seem prudent because even with the improvements, BPA still has a net revenue shortfall over the
balance of the rate period of $250 million without any SN CRAC. Thisisasignificant amount
of money and collecting it over atwo-year period rather than three does not seem prudent.

BPA’s position has merit given BPA’s current financial condition. Under the proposed three
financia standards, the timing of when the revenues are collected matters less than it does when
a TPP-only standard is applied. For example, with the zero net revenue and TRP financial
standards, it does not matter as much when the revenues are collected aslong as BPA collects the
necessary revenues by the end of the rate period. In contrast, a TPP-only financial standard is
more sensitive to the timing of revenue collection. Revenues collected earlier in the rate period
go further to increasing the TPP than revenues that occur later in the rate period. Therefore, the
SN CRAC would need to collect more revenue overall if rates were shaped in atilt. Absent any
significant change in BPA’ s cost exposure over the balance of the rate period, it would not be
prudent to tilt the rate to minimize the SN CRAC in FY 2004 with resulting higher ratesin

FY 2005 and FY 2006.

It isimportant to note that while BPA has not adopted aformal mechanism to tilt the
implementation of the SN CRAC at this time, the GRSPs provide the Administrator a certain
amount of discretion regarding the application of the SN CRAC. Under the GRSPs, “the
Administrator may elect at his discretion, to reduce the SN CRAC rate adjustment.” See GRSPs
SN-03-A-02, Appendix A. Given the significant comments by parties advocating atilt in the
implementation of the SN CRAC, it isimportant to clarify that this provision in the GRSPs may
be used not only to decrease the actual SN CRAC rate level but also to create atilt. As noted
above, the Administrator does not believe conditions warrant tilting the implementation of the
SN CRAC asthe parties have requested. However, if, in the Administrator’ s opinion,
circumstances change such that the Administrator believes some tilting of the rate in FY 2004, or
FY 2005 is prudent, the Caps and Thresholds for the succeeding years will be adjusted to the
extent necessary to allow BPA to maintain the equivalent of an 80 percent three-year TPP.

Decision 11

BPA will adopt a rate design that flattens the SN CRAC adjustment over the balance of the rate
period.

| ssue 12

Whether BPA' s improved financial situation makes the SN CRAC unnecessary.
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Parties Positions

ICNU and ALCOA argue that no SN CRAC is necessary given BPA’s improved financial
condition. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 16. Given that BPA will makeits
treasury payment for FY 2003, no SN CRAC should be imposed for FY 2004. 1d.

BPA'’s Position

BPA does not believe the evidence supports this conclusion. Keep, et al., SN-03-E-BPA-04,

at 15. While the cost cuts and improved secondary revenues have had a dramatic impact on

FY 2003, BPA still faces a net revenue problem over the balance of the rate period necessitating
some rate adjustment. 1d. Those who argue that the SN CRAC is unnecessary also view the SN
CRAC as ayear-to-year adjustment. As noted above, BPA isnot limited to asingle year or
year-to-year ook at the SN CRAC. The SN CRAC is designed to address the nature of the
problem. See WP-02-A-09, at 2-7 (the “details of the adjustment will depend upon the particular
circumstances that resulted in the triggering”). BPA faces a net revenue problem that has, to a
certain degree, been masked by its cost cutting efforts and unusual improvementsin secondary
revenuesin FY 2003. Keep, et al., SN-03-E-BPA-11, at 15.

BPA acknowledges that its near term finances have improved as a result of substantial cost
cutting and improved secondary revenues, so that the liquidity issues BPA faced in FY 2003 at
thetime it filed the initial proposal are no longer as dramatic. However, absent some SN CRAC
rate increase, BPA will not regain financial health nor will it have a high probability of making
its treasury payments over the balance of the rate period.

Evaluation of Positions

Thisissue arises because ICNU and ALCOA believe the SN CRAC isafinancia tool designed
only to address near term financial problems. ICNU/ALCOA Brief, SN-03-B-IN/AL-01, at 23.
From the perspective of these parties, the fact that BPA should be able to make its FY 2003
treasury payment on time and in full means that an SN CRAC is no longer necessary. Id. This
perspective is an unnecessarily narrow interpretation of how BPA may implement the SN
CRAC.

As BPA has described, there exists a net revenue shortfall over the balance of the rate period. To
ignore this net revenue issue when the tools exist to address the shortfall would be inconsistent
with sound business principles. The SN CRAC is designed to address the nature of the problem.
See WP-02-A-09, at 2-7. Asdescribed earlier in this section, BPA iswell aware of the impact of
arate increase on the region. BPA has adjusted its proposal to account for improvementsin its
finances, but, as noted, these improvements are not enough to solve the net revenue shortfall over
the balance of the rate period. BPA has endeavored to adopt the lowest possible rate adjustment
consistent with sound business principles. Consequently, an SN CRAC adjustment to ratesis
necessary to ensure that BPA regainsits financial health, while minimizing the rate impact on the
regional economy.
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Decision 12

An SN CRAC adjustment is necessary to establish a high probability of BPA making its treasury
payment in full during the remainder of the rate period.

Issue 13

Whether BPA should limit the spending levelsit can collect from the SN CRAC and include a
mechanism to reflect themin GRSPs.

Parties Positions

Inits brief, WPAG proposes a comprehensive set of spending limits to be included in the SN
CRAC. The proposal isfor all spending categoriesto be included in the cap, which would
preclude BPA from automatically collecting through the SN CRAC actual spending in excess of
the spending levelsit isforecasting in this rate proceeding. WPAG Brief, SN-03-B-WA-01,

at 14. GPU states that the SN CRAC should incorporate “ strict spending controls.” GPU Brief
SN-03-B-GP-01, at 5. NRU recommends that BPA incorporate a mechanism in its GRSPs
regarding the SN CRAC to assure that internal operations and corporate overhead costs do not
exceed 2001 levels. NRU Brief, SN-03-B-NR-01, at 5.

CRITFC and NWEC argue that BPA should remove the spending limit caps from the SN CRAC.
CRITFC Ex. Brief SN-03-R-CR/YA-01, at 17; NWEC Ex. Brief SN-03-R-SA-01, at 11.

The 10Us make two arguments. First, that the costs of the Residential Exchange should not be
included in the cost adjustment spending limits because it is a benefit of the residential and small
farm consumers and therefore not acost. 10U Ex. Brief,. SN-03-R-PL/PS/IGE/AC-01, at 4.
Second, that if it isincluded, the line item should be clarified as to what costs are being limited.
Id. at 3.

In its Brief on Exceptions, WPAG suggests a number of changes to the GRSP spending limits.
Three of those issues are dealt with below: (1) whether BPA should revise the exception to the
capped expenses for RTO costs allocated to PBL so that those exceptions must be ordered by
FERC; (2) whether BPA should revise the exception to capped expenses for increases in the
market devel opment reimbursables program to be fully offset by increased revenues, and

(3) whether to add arequirement that if BPA proposes to use one or more of the exceptions to
capped expenses, it must explain to customers in writing the cause for such exception, and
receive comments at the regular August workshops. WPAG Ex. Brief, SN-03-R-WA-01, at 16.

BPA's Position

Initsinitial proposal, BPA indicated it was considering other rate design options. Given the
customer concern about BPA'’ sinternal operating expenses charged to power rates, and the
particular concern that a variable multi-year SN CRAC rate design would reduce the pressure on
BPA to control costs, BPA is open to the manner in which BPA could be precluded from
recovering excess BPA internal operating costs in the SN CRAC rate design, if those costs
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exceed the further-reduced limits for FY 2003-2006. Keep, et al., SN-03-E-BPA-04, at 17. BPA
may need to consider the possibility of internal operating expense increases under extremely
limited and defined circumstances (e.g., costs related to force majeure, acts of war, etc.). Keep,
et al., SN-03-E-BPA-04, at 17. BPA generally agrees that the recovery of higher than planned
internal operating expenses should be limited, but with modifications from what was proposed
by WPAG initsdirect case. McCoy, et al., SN-03-E-BPA-11, at 66.

Evaluation of Positions

In its brief, WPAG reaffirmsits direct case, where WPA G witnesses proposed a comprehensive
set of spending limits to be included in the SN CRAC. This proposal addressed all spending
categories (PBL Internal Operations,; Corporate G& A/Shared Services; Residential Exchange
Monetary Payments; Power Generation [ Corps/Bureal/ENW/Other]; Renewable Projects;
Transmission Acquisition; Civil Service Retirement System Catch-up; Terminated Projects
[Trojan, WNP1& 3]; Fish & Wildlife; and Non-Federal Debt Service), and by doing so precluded
BPA from automatically collecting through the SN CRAC actual spending in excess of the
gpending levelsit forecasted in this rate proceeding. Saleba, et al., SN-03-E-WA-01, at 17-20;
SN-03-E-WA-01B. WPAG's proposal would not prohibit BPA from collecting spending in
excess of forecast levels, but would require BPA to go through a section 7(i) rate proceeding, and
the public scrutiny such a process entails, if it needs to adjust the SN CRAC for any reason to
collect costs in excess of forecast levels. WPAG’ s rationae for this proposal was two-fold: first,
that there must be more accountability between rate case spending forecasts and actual spending
activity, not only for BPA but for its generating partners as well (Energy Northwest, the Army
Corps of Engineers and the Bureau of Reclamation); and second, while public scrutiny of
spending in excess of rate case forecast levels will permit BPA to collect additional costs when
they are judtified, it will operate to discourage excess spending that is not truly necessary.
WPAG Brief, SN-03-B-WA-01, at 14.

GPU states that the SN CRAC should incorporate “strict spending controls.” GPU Brief,
SN-03-B-GP-01, at 5. NRU recommends that BPA incorporate a mechanism in its GRSPs
regarding the SN CRAC to assure that internal operations and corporate overhead costs do not
exceed 2001 levels. NRU Brief, SN-03-B-NR-01, at 5. However, neither party provides support
for these statementsin their briefs.

In its rebuttal testimony, BPA adopted this proposal in concept, but proposed to implement itin a
manner that substantially limited the spending categories subject to the spending limits, and
created exceptions to the spending caps. Keep, et al., SN-03-E-BPA-11, at 67 and 68.

While not specifically raised in its brief, WPAG’ s testimony argued that the purpose of its
proposal was to impose spending “discipline” in each subtotal area. Saleba and Piliaris,
SN-03-E-WA-01, at 18. WPAG'’s proposa would not allow the creation of spending categories
in addition to those listed above (and in Table B of Attachment A of Salebaand Piliaris) in
determining compliance with the subtotal categories that WPAG argues should be subject to
spending limits. 1d. WPAG did not want to allow “offsets’ between subtotal areas. In addition,
WPAG' s proposal would not allow the use of revenue offsets in determining compliance with
subtotal spending limits. Id. However, WPAG indirectly raisesthisissuein brief by referring to
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Attachment B of the testimony of Saleba, et al., SN-03-E-WA-01, at 17-20; SN-03-E-WA-01B,
which included both cost categories and spending levels.

“BPA disagreed that the creation of spending categories in addition to those listed on Table B of
Attachment A (See Saleba and Piliaris, SN-03-E-WA-01) should not be permitted.” Keep, et al.,
SN-03-E-BPA-11, at 65. BPA identified several modifications. Id. at 66. BPA proposed to
modify the line item for PBL Interna Operations by moving the following items from PBL
Internal Operationsto anew category called Conservation Initiatives. Energy Efficiency
Development, Energy Web, Legacy Conservation and Low Income Weatherization, Market
Transformation and Sponsored Energy Initiatives. 1d. at 65. BPA agreed that the creation of
categories, in addition to those described above, should not be permitted in determining
compliance with spending limits. Id.

BPA also proposed that annual spending limits should apply to the sum of PBL Internal
Operations and Corporate Internal Services. Id. at 65. BPA disagreed with the parties that
spending limits should be placed on these two categories separately. The PBL Internal
Operations and Corporate Internal Services categories are similar in nature in that they both
support the internal operations of the PBL. Additionally, in order to advance efficient internal
operations and create more transparent management and accountability of these costs, it may be
necessary to move expenses between these two categories over time. 1d.

In BPA’srebuttal testimony, BPA expressed four additional areas of concern related to placing
annual spending limits on internal operations expenses now defined as the sum of PBL Interna
Operations and Corporate Internal Services. Id. Thefirst, force majeure language, is discussed
later in this section. The second isthat in order to fully allocate costs associated with a project or
program, some corporate internal operations expenses (also called “direct charges’) are currently
reflected in categories other than one of the two internal operations categories. Therefore, if
these “direct charges’ are moved to either PBL Internal Operations or Corporate Internal
Services, it may appear like an increase, but actually, there will be no net increase in expenses
charged to power rates. In other words, the change would be aresult of simply moving expenses
from one category outside of internal operations expensesinto either PBL Internal Operations or
Corporate Internal Services. Therefore, if these “direct charges’ are determined to support a
different project or are combined with existing projects to gain efficiencies and management
accountability and therefore move out of one category into the internal operating expenses, the
annual spending limits should increase by the amount of the expense, which has been moved. |d.
Third, thelineitem labeled “ Slice” in PBL Internal Operations category should not be capped
given that it is reimbursable to BPA and may increase at the specific request of Slice customers.
Finally, expenses related to the RTO’ s development and implementation have not been forecast
in any expense category. Therefore, increases in expenses related to RTO must not be
considered as a breach of the annual spending limits and should simply increase the limits.
SN-03-E-BPA-11, at 66-67. Inits brief, WPAG did not specifically address the issues of
reallocating direct charges that do not affect rate levels, excluding Slice reimbursable costs, nor
excluding RTO expenses.

In its Brief on Exceptions, however, WPAG states that it added language to specify that the
exception to capped expenses for RTO costs allocated to BPA must be made by FERC. WPAG
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Ex. Brief SN-03-R-WA-01, at 16. It further described this as “[a]dded language to ensure that
the reallocation of transmission costs to power rates was a regulatory requirement and not a
voluntary act by BPA.” WPAG Ex. Brief, SN-03-R-WA-01A, at 3. The actual language WPAG
proposes is the underlined phrase in the following sentence: “(4) If there were any increase in
the cost allocated by an order of FERC to power rates for the devel opment and implementation
of aRegional Transmission Organization, thisincrease shall be subtracted from the value of the
Cost Adjustment Limit.” Id. at A-17.

BPA disagrees with this suggested change. The primary reason BPA excluded RTO costs from
the spending limitsisthat, at thistime, FERC is not currently ordering any allocation of costs
between BPA businesslines. It isuncertain when FERC would have such arole. Moreover, the
region has been successful in asking FERC to allow the region to set its own course regarding
the best way to manage the region’ s transmission system. Thus, it would be imprudent to agree
to the kind of limitation proposed by WPAG at thistime since it is uncertain what future actions
or role FERC might have as it pertains to the allocation of RTO costs between BPA’ stwo
business lines.

BPA summarized its position in rebuttal testimony by stating that the annual spending limits for
internal operations expenses should be the sum of the PBL Internal Operations and Corporate
Internal Services modified as described above, and at levels that will be updated in the Revenue
Recovery Fina Study. McCoy, et al., SN-03-E-BPA-11, at 67 (with errata).

In rebuttal testimony, BPA disagreed with creating annual spending limitsfor all other categories
that WPAG proposed, specificaly Residential Exchange Monetary Payments, Power Generation,
Renewable Projects, Transmission Acquisition, Civil Service Retirement Payments, Terminated
Projects, Fish and Wildlife and Non-Federal Debt Service and the new category of Conservation
Initiatives. 1d. These costs are not controllable or variable in the near-term by BPA without
potentially violating BPA’ s ability to complete its mission and legal responsibilities. Keep,

et al., SN-03-E-BPA-11, at 68. With respect to Energy Efficiency Reimbursable (Market
Development EE) costs within conservation spending, BPA explained in rebuttal theseitems are
fully reimbursable to BPA and therefore do not have a net impact on rates. Id. at 65. Therefore,
BPA did not propose spending level caps on this component of the Conservation Initiatives
program.

In its brief, WPAG guestions why BPA does not exercise control over some of these cost
categories, such as Renewable Projects, Terminated Projects and Conservation Initiatives.
WPAG Brief, SN-03-B-WA-01, at 15. But WPAG argues that whether BPA has “ control” over
aparticular cost category is not determinative as to whether it should be subject to a spending
limitinthe SN CRAC. Id.

In its Brief on Exceptions, WPAG suggested that BPA add language to the GRSPs that clarifies
that the exception to capped expenses for increases in the market devel opment reimbursable
program must be fully offset by increased revenues. WPAG Ex. Brief, SN-03-R-WA-01, at 16;
WPAG Ex. Brief SN-03-R-WA-01A, at 3; Appendix A at A-17. Thiswas BPA’sintent and
BPA will make this suggested modification to the GRSPs.
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WPAG states that the “ concept underlying the inclusion of cost capsin the SN CRAC isfor BPA
to make areasonable forecast of the costs it expectsto incur in these areas for purposes of setting
rates, and then do all that it can to stay within those spending forecasts when it actually spends
the money.” WPAG Brief, SN-03-B-WA-01, at 15. Under WPAG' s proposal, the penalty for
exceeding the rate case spending forecast, whether exceeding the limit is caused by BPA or by a
third party, is not a prohibition on collecting the additional amounts if they are really needed.
Rather, it is arequirement that the excess spending sought be publicly justified through a

section 7(i) rate process, rather than being collected automatically, and without public scrutiny,
through the SN CRAC process. Id. at 15-16. As aconsequence, these spending limits serve to
bring transparency to the spending activities of both BPA and its generating partners, and to
create adirect relationship between rate case spending forecasts and actual spending behavior.

Id. at 16.

WPAG further argues that under this approach, inclusion of cost categories not under the control
of BPA will not impinge on BPA’s ability to complete its mission or fulfill its legal
responsibilities because additional costs needed to fulfill BPA’slegal obligations or complete its
mission, whether caused by athird party, alegal obligation or an unforeseen event, can be
collected through arate increase after conducting a section 7(i) rate process. Id. The only
requirement is that the collection of such additional amounts may only occur after they have
been subject to public scrutiny. WPAG claimsit is difficult to understand why BPA would
object to including more public scrutiny of spending in excess of rate case forecast levels.

Id. at 16.

BPA notes that section 7(i) hearings are to establish BPA’s rates, which are approved by FERC.
FERC does not approve BPA'’s budgets, only BPA’srates. Keep, et al., SN-03-E-BPA-11, at 13.
BPA aso noted in rebuttal testimony that WPAG and GPU are incorrect that BPA’s SN CRAC
initial proposal does not contain an opportunity for a public process. In August of each year
BPA will hold aworkshop where it will explain the assumptions behind the forecast of ANR and
its calculation of the SN CRAC. Customerswill have an opportunity through this workshop to
test and question both the assumptions and data BPA usesin the calculation of the SN CRAC.
McCoy, €t al., SN-03-E-BPA-17, at 8-9. The parties have requested that BPA provide amore
formal opportunity to review BPA’s finances and spending levels. Therefore, in addition to the
formal public process workshops for the SN CRAC described in the GRSPs, BPA is committed
to provide an ongoing intensive process of cost disclosure by BPA and opportunities for
customers and othersto review costs and provide input to BPA. Though not part of the rates
process, BPA agrees to provide these opportunities.

WPAG argues for arevision to the GRSPs requiring that if BPA proposes to use one or more of
the exception to capped expenses, it must explain to customers in writing the cause for such
exception and receive comments at the regular August workshops. WPAG Ex. Brief
SN-03-R-WA-01, at 16; WPAG Ex. Brief SN-03-R-WA-01A, at 3. The specific language they
proposeis“[i]f BPA proposes to make any adjustments to the Cost Adjustment Limit pursuant to
the preceding paragraph, it shall notify all customers and rate case partiesin writing prior to the
first August workshop explaining: (1) the causes of its proposed adjustments; and (2) its efforts
to minimize the rate impact of its proposed adjustments. At the August workshops, BPA will
receive comments on whether its proposed adjustments are appropriate.” WPAG EXx. Brief
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SN-03-R-WA-01, Appendix A at A-17. BPA does not agree with this additional requirement.
BPA aready will host two workshopsin August. Thefirst will beto explain all of the
information and data going into the SN CRAC calculation. The second workshop will follow,
allowing time for public comment. It isan unnecessary procedura step to require BPA to send
out one set of information ahead of time, in order to take comment at the first workshop, when
the process aready provides parties and customers that opportunity.

WPAG's proposal inits Initial Brief, subjects BPA’s budget-setting process to the standards of a
rule-making procedure. These processes are time consuming and expensive, both for BPA and
rate case parties. WPAG claimsit is difficult to understand why BPA would object to having
more public scrutiny viaa 7(i) process. WPAG Brief, SN-03-B-WA-01, at 16. However, the
reason BPA objectsis the very same reason that the rate case parties suggest might be the
potential outcome of adopting such aproposal. As NRU stated in their direct case “the only
effective mechanisms [that would preclude BPA from recovering costs that are higher than 2001
actualsin any future SN CRAC] we can suggest are ones that create an onerous set of
circumstances for the Agency, if spending caps are disregarded. Saven, et al., SN-03-E-NR-01,
ao.

WPAG expressed concern that BPA’s proposal [to limit the categories of costs subject to
automatic adjustment through the SN CRAC] along with the force majeure proposal (see
Appendix A in this ROD) will materially reduce the effectiveness of these spending caps, and
increase the likelihood of arepeat of the spending in excess of rate case forecast levels that
occurred in the last three fiscal years. WPAG Brief, SN-03-B-WA-01, at 15.

BPA is sensitive to WPAG’ s concern that the “ structure of the SN CRAC adopted in this
proceeding will be atelling indication to BPA’s customers about how committed BPA redly is
to learning the lessons of the past, and engaging in meaningful cost control in the future.”
WPAG Brief, SN-03-B-WA-01, at 17. WPAG contends that adopting an SN CRAC that
includes spending limits on all of BPA’s major spending categories, and foregoing the
opportunity to include an expansive exception to these spending limits, will do much to
re-establish the trust between BPA and its customersin this important areafor both the present
and the future. Id. Inthe ROD, BPA added to the categories of costs that BPA would cap for
inclusion in automatic adjustments of the SN CRAC. They were: Conservation Initiatives,
Corps, Reclamation, Residential Exchange Financial Payment, Other Generating Projects
(excluding ENW), Renewables Projects, and Civil Service Retirement and post-retirement
benefits.

The 10Us argue that the Residential Exchange Financial Payment should be excluded from the
spending limit, because it is “erroneous to refer to or consider BPA' s providing a share of the
benefits of the FCRPS to residential and small farm consumers served by the region’s
investor-owned utilitiesto be a BPA ‘cost’ or ‘expense.”” 10U EX. Brief,
SN-03-R-PL/PS/GE/AC-01, at 4.

The IOUs argue that the Residential Exchange Program settlement agreements provide regional
|OUs a share of the benefits of the Federal system, but BPA refers to the provision of such
benefitsasa*“cost.” 1d. The IOUs argue that their benefits bear costs through the SN CRAC.
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Id. at 3. The lOUs argue that reducing benefits to the IOUs is not a cost reduction but a shiftin
benefits among regional consumers. Id. at 2. BPA agreesthat the IOUS Residential Exchange
Program settlement benefits represent a share of the benefits of the Federal system provided to
the residential and small farm customers of the IOUs and are not simply a cost to the Federal
system. BPA also agrees that these benefits are subject to the SN CRAC and thereby contribute
to the recovery of BPA’s costs. Nevertheless, because of the manner in which benefits are
provided to the I0Us, i.e., primarily through monetary payments rather than power sales, they
constitute money that BPA must pay and must recover through rates. BPA is statutorily required
to recover its costs through rates. 16 U.S.C. 8 839¢e(a)(1). Because BPA must expend money for
the IOU benefits, such benefits constitute part of BPA’s costs of implementing the Northwest
Power Act. Whilethis general characterization is necessary for purposes of ratemaking, BPA
recognizes the unigque nature of these benefits.

The I0Us argue that if the Residential Exchangeis not eliminated from the items that have
gpending limits placed on it, then it should be clarified asto what is being limited. 10U Ex.
Brief, SN-03-R-PL/PS/GE/AC-01, at 3-4. BPA agrees and is adding the following footnote to
Table C: Cost Adjustment Limits by Category for Residential Exchange: “Residential
Exchange are the amounts of the 900 aMW of financia benefits provided under the financial
portion of the REP settlement, excluding any payments by BPA to the IOUs repaying Residential
Exchange expenses deferred by contract from a prior fiscal year.”

The spending limits for these cost categories will be set at levels shown in the final Revenue
Recovery study and can be found in the GRSPsincluded in Appendix A. BPA will continueto
exclude Slice and RTO costs from combined PBL Internal Operations and Corporate Operations
and will allow the amount that may be recovered to adjust for changes to direct charges from one
category to another where the change does not affect overall expenses charged to rates. In
addition, BPA will not limit the recovery in SN CRAC rate design of ENW O&M costs,
Transmission Acquisition, Terminated Projects, Fish and Wildlife (including Fish and Wildlife
related expenses in Corp and Reclamation O& M), nor Non-Federal Debt Service. BPA isnot
agreeing to cap the costs associated with the above referenced items primarily because they
involved items BPA does not directly control. While these items are only partly within BPA’s
control, BPA will continue to work toward managing these items to the levels assumed in the
rate case.

SOS/NWEC' s Brief on Exceptions takes issue with imposing caps on particular cost categories
because of the risks it poses to fish and other public purpose programs. SOS/NWEC EXx. Brief,
SN-03-R-SA-01, at 11. They believe that any spending limits effectively increase BPA’ s risk
and lower TPP. 1d. Costs not recovered through the contingent adjustment will lower BPA’s
TPP and make it more likely that a treasury payment will be missed or the SN CRAC
retriggered. 1d.

CRITFC argues that the draft ROD ignored their concerns that caps on expense categories could
force BPA to reduce its reserves and jeopardize payment to the treasury. CRITFC EX. Brief,
SN-03-R-CR/YA-01, at 17. They contend that BPA does not need these self-imposed limitsto
operate in a sound business manner. 1d. at 18.
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BPA disagrees that imposing spending limits on certain categories (as described in the ROD)
will lower BPA’s TPP, increase risks, reduce reserves and jeopardize payments to treasury. BPA
iswilling to impose spending limits on those categories that BPA can control. As described
above, BPA isnot proposing to limit those cost categories over which BPA does not exercise
direct control. CRITFC and SOS/INWEC'’ s concerns are based primarily on their concern that
BPA adequately fund its fish and wildlife obligations. BPA has specifically excluded from the
spending limits costs related to fish and wildlife (including those of the Corps and Reclamation).
BPA is confident it can control those costs for which spending limits are proposed.

Decision 13

BPA will propose limiting the recovery of spending levelsin the SN CRAC design for certain
categories. Theseare: (1) Combined PBL Internal Operations and Corporate Internal Service
(Corporate G& A and Shared Services); (2) Conservation Initiatives; (3) Residential Exchange
Financial Payments; (4) Combined Power Generation (Corp and Reclamation O& M, excluding
fish and wildlife related expense); (5) Power Generation (Other Generating Projects);

(6) Renewable Projects; and (7) Civil Service Retirement. PBL Internal Operations spending
limitswill not include limits to costs associated with Sice and RTO. Conservation Initiatives
spending limits will not include limits to Energy Efficiency Reimbursable costs and the language
will be clarified that these costs must be fully offset by increased revenues. A footnote will be
added to the Residential Exchange line item clarifying what costs related to the Residential
Exchange will have spending limits placed on them. In addition, increasesin PBL Internal
Operations and Corporate Internal Serviceswill be allowed if “ direct charges’ occurringina
different category are moved to this category and do not have an impact on overall PBL costs.
The mechanism to implement these spending limits, the specific line items, and the spending level
limits are included in the General Rate Schedule Provisions in Appendix A.

| ssue 14

Whether BPA should incor porate the Cumulative Cost Adjustment Limit into the definition of
Accumulated Net Revenues.

Parties' Positions

WPAG proposes to modify the definition of Accumulated Net Revenues to include the cost
adjustment limit. WPAG EXx. Brief, SN-03-R-WA-01, at 15. It argues thiswill “consolidate
adjustment in one location.” WPAG EXx. Brief, SN-03-R-WA-01A, at 1.

BPA’s Position

WPAG raised thisissue for thefirst timein its Brief on Exceptions, thereby denying BPA and
other parties any opportunity to develop arecord on this matter.
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Evaluation of Positions

WPAG raised thisissue for thefirst time in its Brief on Exceptions, thereby denying BPA and
other parties any opportunity to develop arecord on this matter. WPAG argues that BPA should
change the definition of Accumulated Net Revenues to include the Cumulative Cost Adjustment
Limit in order to consolidate this adjustment in one location. WPAG EX. Brief,
SN-03-R-WA-01A, at 1. However, the effect of this change is to apply the Cost Adjustment
Limitsto both the FB CRAC and the Dividend Distribution Clause (DDC). Without having any
analysis, nor evidentiary hearing, BPA is unwilling to impose these spending limits on the FB
CRAC, nor to revise the amount of refund customers would get if the DDC were to occur, based
on these spending limits.

Decision 14

BPA will not incor porate the Cumulative Cost Adjustment Limit into the definition of ANR.
Issue 15

Whether BPA should limit the recovery in SN CRAC rate design of spending levelsin the event
that a force majeure-type condition occurs and whether the language should be modified based
on changes proposed by partiesin their Briefs on Exceptions.

Parties Positions

WPAG expresses concern that since BPA has not provided the parties with arevised set of
GRSPs reflecting the force majeure language proposdl, it is difficult to assess precisely how
expansive this exception islikely to be, and how it will actually operate. WPAG Brief,
SN-03-B-WPAG-01, at 16. WPAG suggests that based on the information provided to date, it is
reasonabl e to assume that BPA intends for cost increases that fall within this exception to be
collected automatically and without public scrutiny, and that the exception will be read so
expansively that events such as litigation settlements voluntarily entered into by BPA will be
considered force majeure events. Id. at 16-17. WPAG further suggests that if the proposed
exception operates in such afashion, it will render the proposed spending limits essentially
meaningless. 1d. at 17.

WPAG suggests changes to the force majeure language to reflect standard provisions for such
exceptions. WPAG Ex. Brief, SN-03-R-WA-01, at 16; Appendix A, at A-16 and A-17.

BPA's Position

The annual spending limits must allow for force majeure-type conditions that may require an
increase to internal operations expenses, such as court rulings, litigation settlements, changesin
legal requirements, changes in security requirements, mandated regulatory requirements, and
natural or man-made disasters. Keep, et al., SN-03-E-BPA 11, at 67.
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Evaluation of Positions

WPAG argues that the force majeure exception to the spending limits proposed by BPA is
unnecessary and will do lasting damage to BPA’s credibility with its customers. WPAG Brief,
SN-03-B-WA-01, at 17. WPAG feels the proposed exception is unnecessary for two reasons.
First, atrue force majeure event, such as a generator damaged in a severe earthquake, will likely
be such amagjor financia event that it will result in aretrigger of the SN CRAC based on current
criteria. Since such aretriggering of the SN CRAC will permit BPA to recover the costs of such
an event, the proposed force majeure exception is redundant and unnecessary. Id. And even if
such an event is insufficient to retrigger the SN CRAC, BPA would be ableto initiate a

section 7(i) rate proceeding to collect additional amounts under such circumstances. 1d.

To propose spending limits for inclusion in the SN CRAC, and then include an exception that
could be interpreted to make virtually any overspending eligible for automatic collection under
the SN CRAC, will only confirm the worst fears of some customers regarding BPA's
commitment to meaningful cost control. WPAG Brief, SN-03-B-WA-01, at 17.

BPA has had force majeure-type language in previous automatic adjustment clauses that had
spending level caps, specifically the Interim Rate Adjustment included in the 1993 rates. That
adjustment clause included the following language: “Controllable expenses also exclude legally
mandated Endangered Species Act (ESA) implementation expense, court ordered legal
judgments against BPA including settlements formally accepted by a court in connection with
dismissal of litigation, and costs already covered by other rate adjustment mechanisms, such as
the Energy Tax Adjustment.” 1993 Administrator’'s ROD, WP-93-A-02, at 85. In that ROD,
BPA also expressed concern that the customers' proposal would “limit BPA’s ability to trigger
the IRA to changes in revenues and changes in those costs that would be predetermined as
“uncontrollable.” 1d. at 83. BPA continues to have the same concern. BPA must set rates to
recover its costs, and excluding these types of uncontrollable costs from the SN CRAC spending
limits would, as WPAG states, require BPA to re-trigger the SN CRAC and conduct another 7(i)
proceeding. The time and effort required to conduct another 7(i) hearing make it very difficult to
recoup these costsin atimely way.

Finally, BPA agrees that the overall reason for limiting the recovery of certain spending amounts
in the SN CRAC rate design is about the need to demonstrate BPA’ s commitment to meaningful
cost control. The operative phrase here is “meaningful cost control.” A standard definition of
force majeure is an unpredictable condition or event beyond the reasonable control of the
affected party. A natural disaster, war, or athird party may cause such a condition or event. In
its rebuttal testimony, BPA is not relying upon the strict definition of force majeure, but rather is
considering aforce majeure-type condition, the list provided by BPA gives some specific
examples of conditions that are clearly outside BPA’s control, but it is not intended to be
exhaustive. Keep, et al., SN-03-E-BPA 11, at 67. BPA included specific force majeure
language in the ROD.
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WPAG proposed modifications to the force majeure language in the GRSPs. WPAG’ s proposed
languageis:

In addition, the Cost Adjustment Limit for afiscal year shall be adjusted to reflect
any or all of the following situations. (1) If during that fiscal year, BPA
experienced a force majeure condition which increases expenses in categories
subject to the spending limits, the costs of such condition or conditions that arein
the spending limit categories shall be subtracted from the value of the Cost
Adjustment Limit, to the extent that BPA has made commercially reasonable
efforts to alleviate such force majeure and mitigate the related increased expenses.
For purposes of the General Rate Schedule Provisions, aforce majeure condition
shall be defined as (a) court ordered legal judgments against BPA and settlements
formally accepted by a court in connection with dismissal of litigation;

(b) additional security or legal obligationsimposed by statute, rule or regulation;
(c) regulatory requirements (including but not limited to Endangered Species Act
implementation expenses) imposed by statute, rule or regulation; and (d) natural
or man-made disasters, but not including BPA decisions that do not otherwise
qualify as aforce majeure condition.

WPAG EXx. Brief, SN-03-R-WA-01, Appendix A, at A-16 and A-17. For the most part
BPA finds these suggestions reasonable. There are two exceptions. First, under section
(1) above, BPA will exclude the word “commercially.” While BPA follows sound
business practices, BPA'’s status as a Federal agency and its need to address a range of
stakeholder interests may limit the types of “commercially reasonable efforts’ available to
BPA, when compared to other, strictly, commercial entities. BPA does agree that it should
take “reasonable efforts’” to mitigate any force majeure conditions but |eaves the
determination of what “reasonable efforts’ are to the sole discretion of the Administrator.

The second exception is the sentence in (d) “natural or man-made disasters, but not
including BPA decisions that do not otherwise qualify as aforce majeure condition.”
While BPA does not disagree with the intent of this language, BPA feels the following
language is clearer: “natural or man-made disasters, excluding BPA decisions that do not
otherwise qualify as aforce majeure condition.” BPA believes that this language gets to
the point WPAG was trying to make, that decisions that BPA makes that would not be
determined as force majeure, should not be able to be deemed “ man-made disasters’ and
therefore become force majeure conditions.

Decision 15

BPA has included the following force majeure language in the GRSPs included in
Appendix A.

In addition, the Cost Adjustment Limit for a fiscal year shall be adjusted to reflect any or
all of the following situations. (1) If during that fiscal year, BPA experienced a force
maj eur e condition which increases expenses in categories subject to the spending limits,
the costs of such condition or conditions that are in the spending limit categories shall be
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subtracted from the value of the Cost Adjustment Limit. This Limit may be reduced to the
extent that BPA has made reasonabl e efforts, in the Administrator’ s sole determination, to
alleviate such force majeure conditions and mitigate the related increased expenses. For
purposes of the General Rate Schedule Provisions, a force majeure condition shall be
defined as (a) court ordered legal judgments against BPA and settlements formally
accepted by a court in connection with dismissal of litigation; (b) additional security or
legal obligations imposed by statute, rule or regulation; (c) regulatory requirements
(including but not limited to Endangered Species Act implementation expenses) imposed by
statute, rule or regulation; and (d) natural or man-made disaster, excluding BPA decisions
that do not otherwise qualify as a force majeure condition.

|ssue 16
Whether the ToolKit model BPA employed in the SN-03 rate case is inconsistent with the WP-02
ROD, thereby violating the scope of the SN-03 rate case as defined in the Federal Register

Notice by revisiting issues decided in the WP-02 rate case.

Parties' Positions

SUB contends that when BPA removed the “floor” in the ToolKit modedl in the SN-03 rate case it
abandoned its position in the WP-02 rate case. SUB Brief, SN-03-B-SP-01, at 14-15. The
WP-02 ROD states that “BPA does not need to remove the ‘floor’ in the ToolKit.” 1d.

BPA’s Position

SUB raises the issue of incompatibility with the WP-02 Supplemental ROD for the first timein
its Initial Brief.

BPA believes that the deferral logic change it has made in the ToolKit is consistent with all
policy decisions made in the WP-02 supplemental rate case. BPA is not bound by previous rate
cases to use older models and never update them.

Evaluation of Positions

SUB argues that the WP-02 rate case binds BPA to not remove the “floor” in the ToolKit.
However, aclose reading of the WP-02 decision reveals that the issue was not the removal of the
floor. Inthe WP-02 case, SOS/NWEC and SUB had both argued that the appropriate level of
working capital for BPA (the PBL part of BPA) should be $300 million, not the $50 million that
was modeled in the ToolKit. See 2002 Supplemental ROD, WP-02-A-09, at 4-47. The ToolKit
used in the WP-02 rate case reflected the need to maintain $50 million of working capital by
assuming that at the end of each year BPA (PBL) would retain at least $50 million in reserves
and would defer as much of its scheduled payment to the U.S. Treasury as was needed to
maintain that level of reserves. Upon careful reading, the complete decision SUB citesis
actually adecision not to change the level of working capital assumed in BPA’s modeling of
TPP. 1d. BPA has not changed the modeling assumption of the amount of working capital
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needed for the SN-03 rate case, except to add $20 million for TBL to the $50 million for PBL,
for atotal of $70 million.

The WP-02 ROD decision that “BPA does not need to remove the ‘floor’ in the ToolKit” does
not imply that BPA may not remove the floor.

Decision 16

The SN-03 version of the ToolKit is not inconsistent with the WP-02 Supplemental ROD, and
differences between that version and the version used in the WP-02 rate case do not violate the
scope of the SN-03 rate case.

Issue 17

Whether BPA's removal of the “ floor” in the ToolKit model caused an under statement of TPP,
thereby creating cost shifts and additional burdens on ratepayers.

Parties Positions

SUB contends that the ToolKit model BPA is using in the SN-03 rate case removes the “floor”
on reserves, and that this causes an understatement of BPA’sreal TPP. SUB Brief,
SN-03-B-SP-01, at 15. SUB asserts that this understatement of TPP creates cost shifts and
additional burdens on ratepayers. Id. at 15-16. Their arguement is repeated in their Brief on
Exceptions. SUB Ex. Brief, SN-03-R-SP-01, at 4.

BPA'’s Position

BPA believes the only way in which the removal of the floor — the fundamental change in the
“new deferral logic” compared to the “traditional deferral logic” — affects TPP in the SN-03 rate
caseisasfollows. The TPP at issueis athree-year TPP — the probability that BPA will be able
to make its payments to treasury in full and on time for FY 2004 and FY 2005 and FY 2006.

See, McCoy, et al., SN-03-E-BPA-17, at 22-23. If in one game of the Monte Carlo modeling of
TPP the treasury payment ismissed in FY 2004, it does not matter to the TPP whether the
reserve calculations allow reserves to become negative, as the new deferral logic permits, or they
are truncated at a floor of $50 million (or any other floor value), because that game has aready
been consigned to the non-success category by virtue of the deferral in FY 2004. Id. Therefore,
the only time the change in deferral logic can matter to the three-year TPP iswhen thereisa
deferral in FY 2003. Id. If thereisadeferral in FY 2003, the traditional deferral logic pushes
some treasury payment out to the next rate period, and FY 2004 starts with the minimum
working capital level (which for the SN-03 rate case, using the reserves of both TBL and PBL,, is
$70 million). Id. Under the new deferral logic required to calculate the Treasury Recovery
Probability, the ending reserves for FY 2003 are allowed to go below the minimum working
capital level, and therefore FY 2004 can start, in some games, with less than $70 million. 1d.
However, thisis moot, because the SN-03 final studies data does not contain any games with a
deferral in FY 2003, so there are no games in which the three-year 2004 - 2006 TPP would differ
depending on the version of deferral logic used.
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Evaluation of Positions

BPA has shown that the difference in deferral logic, that is, the removal of the “floor” in the
ToolKit, has not affected the final studiesthree-year TPP. 1d. Therefore, this cannot have
created cost shifts or additional burdens on ratepayers. 1d.

It is noted that one of SUB’s proposed remedies for the purported flaw is the adoption of an “ SN
CRAC refund.” SUB Brief, SN-03-B-SP-01, at 16. Because BPA isadopting an SN CRAC
Rebate as part of this ROD it would appear to meet the objectives for which SUB raised this
concern.

Decision 17

The SN-03 version of the ToolKit is not understating TPP, and therefore cannot be creating the
cost shifts and additional burdens on ratepayers.
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