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1.0 INTRODUCTION

1.1 Procedural History of This Rate Proceeding

1.1.1 Other Proceedings

1.1.1.1 Issue Wor kshops

From the preliminary rate proposal through development of this Record of Decision, BPA
sponsored workshops on a variety of issues related to its ratemaking. The workshops
covered topics ranging from transmission rates and terms and conditions to workshops on
revenue requirements, marginal cost, rate design and rate complexity. These noticed
workshops were held between BPA and interested parties to develop a common
understanding of the issues and to generate ideas and proposed, aternative solutions to
issues in specific aress, if possible. Solutions and ideas arising from the workshops were
incorporated into BPA'’s initial and supplemental rate proposals and, thus, into the final
rate case studies and this Record of Decision, where appropriate.

1.1.1.2 Environmental Analysis

BPA must evaluate its proposed rates for wholesale power and transmission servicesin a
formal rate proceeding pursuant to section 7(i) of the Northwest Power Act. In addition,
BPA must evaluate the potential environmental effects of the proposed rates and
alternatives thereto, as required by the National Environmental Policy Act (NEPA).
BPA’sfinal 1996 rate proposal is consistent with BPA's Business Plan, the Business Plan
Final Environmental Impact Statement (BP FEIS) (DOE/EIS-0183, June 1995), and the
Business Plan Record of Decison (ROD) (August 15, 1995). The BP FEIS and ROD
were intended to guide BPA in a series of related decisions on various issues and actions,
including arange of rate levels and designs. Consistent with the Business Plan ROD, the
Administrator reviewed the BP FEIS to determine whether the actions embodied in
proposing the 1996 rates were adequately covered within the scope of the BP FEIS.
BPA’s 1996 rate proposal includes some of the issues and actions contemplated by the
BP FEIS and has been determined by the Administrator not to have significant
environmental effects, as summarized in this ROD.

1.1.1.3 Terms and Conditions Proceeding

Concurrently with the rate proceeding described in this Record of Decision, BPA
conducted a hearing to establish terms and conditions of genera applicability for
transmission access. As described below in section 1.3.1, the Federal Energy Regulatory
Commission (FERC) has authority to order transmission service on the Federal Columbia
River Transmission System (FCRTS). The Energy Policy Act of 1992 (EPA’92), Pub. L.
No. 102-486, 106 Stat. 2776 (1992) describes the circumstances under which FERC can
order access and prescribes additional standards for the rates applicable to such
transmission access. The sections of the Energy Policy Act of 1992 applicable to the

WP-96-A-02
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FCRTS permit the Administrator to conduct a separate, regional process to determine
terms and conditions of general applicability for FERC-ordered access to the FCRTS.

In addition, Bonneville is a member to two regional transmission associations (RTAS), the
Western Regional Transmission Association (WRTA) and Northwest Regional
Transmission Association (NRTA). Asa condition of approval of the RTAs, FERC has
required that members offer comparable open transmission access, at least to other
members. See Southwest Regional Transmission Association , 69 FERC 61,100, at
61,398 (1994)(SWRTA), order on compliance filing, 73 FERC { 61,147 (1995);
PacifiCorp, the California Municipal Utilities Association, and the Independent Energy
Producers (on behalf of Western Regional Transmission Association), 69 FERC

1 61,099, order on reh’g 69 FERC 61,352 (1994), order on compliance filing,

71 FERC 1 61,158 (1995)(WRTA), and Northwest Regional Transmission Association,
71 FERC 1 61,397 (1995)(NRTA); see also Promoting Wholesale Competition Through
Open Access Non-discriminatory Transmission Services by Public Utilities, 61 Fed. Reg.
21,540, at 21,548 (1996), |11 FERC Stats. & Regs. 131,036 (1996) [hereinafter Order
888]. The proposed open access transmission tariffs will meet the RTA requirement and
be FERC approved tariffs available for requests under FPA sections 211 and 213.

The tariffs have been the subject of a separate public process, held concurrently with the
rates proceeding. On February 14, 1995, Bonneville filed a Federal Register Notice of
“Hearing and Opportunity for Public Comment; Regarding Proposed Comparable
Transmission Terms and Conditions.” The notice stated:

BPA will be proposing terms and conditions applicable to three
transmission services over the network transmission system of the Federal
Columbia River Transmission System (FCRTS) which BPA considersto be
comparable to the uses BPA itself makes of such system for its own power
transactions. The Federal Power Act, as amended by the Energy Policy Act of
1992, provides that BPA may institute a regional hearing process on proposed
transmission terms and conditions of general applicability. By this notice, BPA is
announcing such a proceeding and the dates on which the proposed transmission
terms and conditions will be available.

60 Fed. Reg. 8511 (1995). EPA’92 provides for the Hearing Officer in the Terms and
Conditions proceeding to make a recommended decision to the Administrator. At the end
of the proceeding, the Administrator will make the final decision on the transmission terms
and conditions. Bonneville intends to file the terms and conditions tariffs, along with the
rates that apply to those tariffs, for approval by FERC.

1.1.2 Explanation of Distinction Between Power and Transmission Rates and
Transmission Terms and Conditions Pr oceedings

In this proceeding, Bonneville has proposed transmission rates of general applicability and
rates to be used with transmission tariffs described in section 1.1.1.3. All of the

WP-96-A-02
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transmission rate proposals have been included the WP-96/TR-96 dockets, which were
conducted concurrently with the terms and conditions proceeding described above (TC-
96) and pursuant to section 7(i). Asdescribed in section 1.3.2, EPA’92 distinguished
terms and conditions from rates both procedurally and substantively, and BPA has
conducted these proceedings to preserve the distinction between transmission terms and
conditions and rates.

For ease of administration, BPA has conducted the proceedings concurrently. Federal
Register Notices were filed for both proceedings at the same time, and the same schedule
was adopted for both proceedings. In addition, much of the testimony submitted in the
rate case was concurrently submitted in the terms and conditions proceeding. In fact, at
the end of cross examination, the hearings officers combined the records of the two
proceedings into asingle record. Tr. 2236. This meant that all evidence elicited in the
record is available to support both rates and terms and conditions decisions.

The proceedings were conducted with two hearings officers: one for the rates proceedings
and one for the terms and conditions proceedings. The Hearing Officer for TC-96
submitted a recommended decision to the Administrator on May 14, 1996.

TC-96-RD-01. The Administrator will make the final decision in both proceedings..

1.1.3 Explanation of Settlement Discussions and Agr eements

1.1.3.1 Settlement Discussions

Subsequent to cross examination, BPA held several workshops with customers, noticed
pursuant to the ex parte rule, to address various issues that had arisen during the pendency
of the rate proceeding. Workshops and settlement conferences relating to transmission
terms and conditions or transmission rates issues were held on February 12, March 7,
March 14, March 20, March 25-29, April 1-2,1996. The notices for these meetings
clearly stated that they were being held with aview to settlement of outstanding issues.

At a hearing held March 29, 1996, BPA reported to the Hearings Officers that BPA and
the parties were making progress on settlement of issues in the rates and terms and
conditions proceedings, and the parties requested an additional day of hearingsto be held
on April 4, 1996, to memorialize the settlement agreement reached by the parties, if any.
Tr. 2294. The request was granted. On April 4, 1996, the parties reported substantial
progress, and, indeed, BPA submitted two proposed settlement agreements to the record,
subject to the condition that a sufficient number of BPA’s customers agreed to the
settlement. Tr. 2316-2341. BPA undertook to notify all parties as soon as practicable
after April 11, 1996, if it decided not to proceed with the settlement agreements. BPA has
decided to proceed with the settlement agreements.

As aresult of the settlement discussions, the parties produced two settlement documents:
the “Transmission Rates and Terms and Conditions Settlement Agreement,”see
Attachment 1 [hereinafter Transmission Settlement Agreement] and the “Power and
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Transmission Partial Settlement Agreement,” see Attachment 2 [hereinafter Power
Settlement Agreement] (jointly Agreements or Settlement Agreements). The
Transmission Settlement Agreement is intended by the parties to settle al issues relating to
transmission rates, terms and conditions for the five year settlement period from October
1, 1996 through September 30, 2001. The Power Settlement Agreement settles some
issues, including the level of the Priority Firm Rate, as described below. The settlement
agreements were amended by joint motion of the parties. See WP-96-M-81, Or. Tr. 2371.

The vast magjority of Bonneville's customers signed the Settlement Agreements, either on
their own behalf or through action by their representative in the rate case. The number of
parties signing the Agreements has been characterized as “some of the litigants’ by APAC,
which does not support the settlement, TC-96-B-PA-01 at 2, and “substantially all of the
partiesto these proceedings’ by PGP, which does, WP-96-B-PG-01/TC-96-B-PG-01at 3.
The number of parties signing and the diversity of their interests in the proceedings, from
full requirements customers to wheeling-only customers, is testament to the strength of
the consensus on the Settlements. These Agreements represent substantial regional
consensus on the issues addressed in them, including transmission rates and the form of
the open-access tariffs to be adopted by BPA.

1.1.3.2 Content of Agr eements

It should first be noted that the Agreements represent agreed-upon proposals for
resolution of issues raised in Bonneville's 1996 Wholesale Power and Transmission Rates
proceeding and the Terms and Conditions proceeding, as litigated in BPA Dockets
WP/TR-96 and TC-96. That is, the proposals are subject to review by the Administrator
for compliance with applicable statutes, including the requirement that the Administrator’s
decision be made based on substantial evidence in the rule-making record. Pacific
Northwest Electric Power Planning and Conservation Act, 16 U.S.C. § 839f(e)(2)(1982)
[hereinafter Northwest Power Act]. Aswill be demonstrated below, the proposals meet
the statutory tests.

Common Provisions

The Agreements contain several common substantive provisions. For example, both
agreements contain a paragraph, labeled “Proposal, ” that specifically declares that the
Agreement “represents an agreed-upon proposal” (or “agreed-upon partial proposal” in
the case of the Power Settlement) and that the Administrator’s final decision on the issues
must be supported and made based on the record of the proceeding. Attachment 1, p. 1;
Attachment 2, p. 1. Seediscussion at section 2.6, below. Both agreements provide that
no precedent, either substantive or procedural, is created by the adoption of the settlement
proposal. Attachment 1, pp. 1-2; Attachment 2, pp. 1-2. Both agreements contain a
“Right to Contest” provision that defines the ability of a signing party to contest issues
settled by the agreements in subsequent proceedings. Attachment 1, p.2 Attachment 2, p.
2. Finally, both agreements contain language that specifies that the settlement agreements
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do not amend contracts or limit remedies available under contracts. Attachment 1, p. 6;
Attachment 2, p. 3.

Provisions of the Transmission Settlement

The Transmission Settlement was intended by the parties to settle all issuesin the
transmission terms and conditions proceeding and the transmission rates proceeding. It
provides that the Administrator should, with certain listed exceptions, adopt Bonneville's
supplemental proposal for transmission terms and conditions. Attachment 1, p. 3.

With regard to transmission rates, the Transmission Settlement provides for specific rate
level increases for transmission rates, proposes a plan for the recovery of BPA’s delivery
facilities costs and includes a proposal for the adoption of a policy by BPA for the
purchase and sale of such facilities to the user of those facilities. 1d. at 3. It specifically
provides that the Delivery Charge should be established at $9.00 per kW-yr, and
establishes the hilling determinant for the charge. 1d. at 4. It also providesthat the costs
of certain facilities formerly proposed to be included in the delivery segment, instead be
included in the Network segment, and that utilities that take delivery at that level not be
subject to the Delivery Charge. 1d. It provides for allocation of the costs of general
transfer agreements (GTAS) to the power rates and delivery segmentsid., and proposes
to treat the Northern Intertie segment as part of Bonneville's network segment and
terminate the Northern Intertie rate schedule for the settlement period.ld. at 5. The
Transmission Settlement also includes sections relating to specific rate design and cost
alocation proposals for the PTP, NTP and NT rate schedules including a proposal for the
determination of Billing Demand under the PTP-96 rate schedule. 1d. at 5-6.

The Transmission Settlement also contains provisions proposing changes to the
transmission terms and conditions tariffs relating to the treatment of Bonneville as an
eligible customer under the NT tariff and redispatch provisions. Id. at 4-5.

Provisions of the Power Settlement

The Power Settlement provides that the parties agreeing to it also agree to the
Transmission Settlement. Attachment 2, p. 3. The Power Settlement also provides that
the Priority Firm Power (PF) rate should be established at “less that 24.4 mills per kWh as
shown on line 21 of Table RDS 50 of the 1996 Final Documentation to the Wholesale
Power Rate Development Study.” Id. at 2. It contains a specific proposal for
assumptions relating to any underrecovery of Utility Delivery facilities' cost due to the
limit on the Delivery Charge, a proposal for the adoption of the Availability Charge, and
proposals relating to the computed maximum requirement waiver and Partial Load
Shaping. Id. at 3.
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1.1.4 Procedural History of This Rate Proceeding

Section 7(i) of the Northwest Power Act,16 U.S.C. 8839¢(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 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. As noted
above, this rate proceeding to adjust wholesale power rates has been combined
with the proceeding for BPA's proposal to adjust transmission rates. This
proceeding is governed by BPA’srule for general rate proceedings, 81010.9 of the
Procedures Governing Bonneville Power Administration Rate Hearings, 51 Fed.
Reg. 7611 (1986) (hereinafter Procedures). These Procedures implement the
statutory section 7(i) requirements.

On December 28, 1994, BPA published a Notice of Intent to Revise Transmission
Rates, 59 Fed. Reg. 66946 (1994), and Notice of Intent to Revise Wholesale
Power Rates, 59 Fed. Reg. 66947 (1994). Subsequently, BPA published Federal
Register Notices of Proposed Wholesale Power Rate Adjustment, 60 Fed. Reg.
8496 (1995), Proposed Transmission Rate Adjustment, 60 Fed. Reg. 8505 (1995),
and Hearing and Opportunity for Public Comment Regarding Proposed
Comparable Transmission Terms and Conditions, 60 Fed. Reg. 8511 (1995).

BPA’s 1995 wholesale power and transmission rate proceeding, and the terms and
conditions proceeding, began with a Prehearing Conference on February 13, 1995.
The proceedings, originally in two dockets, WR95/TR-95 (wholesale power and
transmission rates) and TC-95 (transmission services terms and conditions),
subsequently were separated into three different dockets as described below.

At the direction of the Hearing Officers at the February 13, 1995, prehearing conference,
an additional prehearing conference was scheduled for March 15, 1995, and additional
time was allowed for petitions to intervene. A Federal Register Notice for Additional
Prehearing/Settlement Conference for March 15, 1995, was published on March 3, 1995.
60 Fed. Reg. 11962 (1995).

On February 14, 1995, BPA published a preliminary rate proposal in the Federal Register.
60 Fed. Reg. 8496 (1995). Inthat proposal, BPA noted that competitive forces are
causing a fundamental and significant change in the Pacific Northwest wholesale power
market. In light of these competitive forces, BPA determined that itsinitial proposal
should include a 5-year rate as well as a 2-year rate. BPA anticipated that the work
necessary to develop such a proposal would take until July 1995.

At the March 15, 1995, prehearing conference the parties notified the hearing officers that
they had been involved in negotiations for a settlement of issues that might affect the
hearing schedule and requested additional time to complete the negotiations. The Hearing
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Officers acted on petitions to intervene received to that date and set a scheduling
conference for March 22, 1995.

On March 17, 1995, most parties to the rate case signed a Settlement Agreement agreeing
that BPA would propose to surcharge BPA’s current rates for a tyear period, October 1,
1995, through September 30, 1996, and to extend the Variable Industrial Power (V1) rate
which was scheduled to expire on June 30, 1996, through September30, 1996. The
parties also agreed to conduct a separate subsequent process to establish a 2year and a
5-year rate proposal, and a proposal for transmission services terms and conditions. The
Settlement Agreement was an attempt to balance a number of interests, including concerns
expressed by customer representatives to BPA’s Power Sale Contract renegotiations,
which were conducted during the same period as the rate proceeding.

As aresult of the March 22, 1995, scheduling conference, the Hearing Officersissued an
Order that divided the proceedings previously designated as WPR95, TR-95, and TC-95
into three separate dockets:

A. The 1995 Wholesale Power and Transmission Rate Proceeding was designated
WP-95/TR-95, and this 90-day expedited rate proceeding would be conducted
pursuant to Section 1010.10 of the Procedures. On May 1, 1995, BPA issued its
initial rate proposal and published it in the Federal Register. 60 Fed. Reg. 21132
(1995).

B. A 1996 Wholesale Power Proceeding was designated WPR96 and the
Transmission Rate Proceeding was designated TR-96, both to be general rate
proceedings conducted pursuant to Section 1010.9 of the Procedures. The March
22, 1996, Order established a hearing schedule beginning July 10, 1995, to
establish BPA's power and transmission rates for the period beginning October 1,
1996, and new transmission services terms and conditions. The schedules adopted
by the Hearing Officers for WP/TR-96 and TC-96 were intended to afford the
parties a hearing process that encompasses a period of 8months for establishment
of BPA’s new rate designs including new 2 and 5-year rates, and for

establishment of transmission services terms and conditions.

C. The 1996 Transmission Services Terms and Conditions Proceeding was
designated TC-96, and was scheduled to be conducted pursuant to Section 1010.9
of the Procedures concurrently with and on the same schedule as WP96/TR-96.

In separate orders issued March 22, 1995, the Hearing Officers. (1) adopted a service list
for BPA’s 1995 Wholesale Power and Transmission Rate Adjustment Proceeding, 1996
Wholesale Power and Transmission Rate Adjustment Proceeding, and 1996 Transmission
Terms and Conditions Proceeding; and (2) ruled on other procedural matters concerning
these proceedings, ruled that intervenors who intervened in the dockets designated
WP-95/TR-95 and TC-95 on or before March 15, 1995, were admitted as parties for all
proceedings noted above.
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BPA’s 1995 initial rate proposal was filed on May 1, 1995. Direct testimony was filed by
the parties on May 30, 1995. Cross examination took place on June 30, 1995. The
Parties submitted briefs on July 10, 1995. Because the proceeding was held pursuant to
the rule for expedited proceedings, BPA did not prepare a draft Record of Decision and
there were no briefs on exceptions. BPA made the 1995 Final Rate Proposal available on
July 31, 1995.

On August 1, 1995, BPA filed with FERC for both interim and final approval of the
proposed 1995 rates for power sales and transmission services, including rates for nonfirm
sales outside the Pacific northwest region. BPA requested approval of its wholesale
power and transmission rates and Variable Industrial Power Rate and an extension of its
Impact Aid Methodology for the period October 1, 1995 through September 30, 1996.
Also requested were approval of BPA’s proposed Southern Intertie Annual Cost Rate, for
the period from October 1, 1995, through the remaining life of the facilities and approval
of rates under the Pacific Northwest Coordination Agreement effective August 4, 1995.
On September 11, 1995, these rates were approved on an interim basis, effective October
1, 1995. Final approval of these rates was granted by FERC on April 4, 1996. U.S Dept.
of Energy--Bonneville Power Admin., 75 FERC 162,010 (1996).

On July 17, 1995, BPA filed notice in the Federal Register that it was proposing new
wholesale power rates and transmission rates to be effective on October 1, 1996, including
new 2- and 5-year rates for requirements service.60 Fed. Reg. 36464 (1995). On July 6,
1995, BPA also published a separate notice in the Federal Register on its proposed new
transmission services terms and conditions tariffs. 60 Fed. Reg. 35185 (1995).

BPA’s 1996 initial rate proposal was filed on July 10, 1995, and was supported by prefiled
written testimony and studies sponsored by approximately 74 witnesses. Clarification on
BPA’sinitial rate proposal began on July 18, 1995. On August 21, 1995, and October 4,
1995, respectively, the Hearing Officers issued an Order Amending the Schedule at the
request of BPA and the Partiesin order to allow BPA time to revise portions of its initial
proposal. On September 8, 1995, BPA filed a revised Segmentation Study and TRDS
tables, and arevised Rates Analysis Model (RAM) using Gross Exchange Cost Materials.
The parties filed their direct testimony on September 8, 1995.

On December 8, 1995, litigants to the proceeding filed rebuttal to the Parties' direct case.
BPA also filed a supplemental rate proposal on December 8, 1995, which consisted of
written testimony and studies. On this date the parties filed their direct case on BPA's
Revised Segmentation Study and Revised RAM. Clarification on BPA'’s supplemental
rate proposal began on December 12, 1995.

The parties filed their direct case in response to BPA'’ s supplemental rate proposal on
January 26, 1996, and the litigants responded to the Parties' Direct Case on the Revised
Segmentation Study and Revised RAM. BPA aso filed a Revised Repayment Study on
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January 26, 1996. Testimony responding to the parties’ supplemental case was filed on
February 12, 1996. Surrebuttal testimony was filed by all parties on February 14, 1996.
BPA responded to 1554 data requests concerning the initial and supplemental rate
proposals and rebuttal testimony. The partiesfiled their prehearing briefs on February 12,
1996. Cross-examination began on February 20 and ended on March 11, 1996.
Testimony, exhibits, errata thereto and transcript cross examination elicited during the
wholesale power and transmission rate proceeding (WR96/TR-96) was admitted into the
Terms and Conditions (TC-96) docket on March 12, 1996.

At aMarch 29, 1996, hearing the parties notified the hearing officers that they had been
involved in negotiations for a settlement of issues that might affect the hearing schedule
and requested additional time to complete the negotiations. The Hearing Officers set
another hearing for April 4, 1996, at which time certain motions to admit additional
evidence into the record would be heard. On March 29, the Hearing Officers approved a
motion that was proposed by the parties to amend the rate case schedule.

On April 4, 1996, BPA and a mgjority of the parties jointly proposed a five-year
settlement of BPA transmission rates and terms and conditions. Agreement also was
reached on a proposed settlement for the level of five-year wholesale power rates for
BPA’s public utility customers. The Settlement Agreements were admitted to the record
as exhibits WP-96-E-BPA-128 and WP-96-E-BPA-129. On April 11, 1996, BPA and
some of the rate case parties filed a motion to revise language to the proposed
transmission settlement agreement which was approved on April 30, 1996. The
Settlement Agreements are discussed in Section 1.1.3.2, above.

For interested persons who did not wish to become partiesto the formal evidentiary
hearings, BPA conducted transcribed field hearings between September 14 and September
28, 1995, in eight locations: Burley and Idaho Falls, Idaho; Kalispell, Montang;
Springfield and Portland, Oregon; and Everett, Spokane and Pasco, Washington. BPA
received and considered 609 written comments and comments recorded from telephone
calls during the comment period, which officially ended on October 2, 1995. BPA aso
received and 198 written comments from the end of the official comment period through
the issuance of this Record of Decision. The transcribed field hearings and the comments
from rate case participants are part of the record on which the Administrator bases his
decisions.

Parties submitted briefs on April 22, 1996. Oral argument before the Administrator and
Deputy Administrator was held on April 30, 1996.

The Draft Record of Decision (ROD) was published and distributed to parties on May 14,
1996. The partiesfiled their Briefs on Exceptions on May 30, 1996. On May 21 and June
3 respectively, BPA released draft priority firm (PF), new resources (NR), and industrial
firm (IP) power rate schedules, draft transmission rate schedules and draft Transmission
Rate Design Study (TRDS) tables as a courtesy to the rate case parties. Normally, BPA
does not publish actual rates with the Draft Record of Decision. The draft wholesale
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power rate schedules reflected areformatting of the rate schedules and the rates that
would have been adopted if decisions documented in the Draft Record on Decision were
adopted without change. The draft transmission rate schedules and draft TRDS tables
reflected the Transmission Settlement Agreement provisions. It was noted that the draft
wholesale power and transmission rate schedules and TRDS tables were subject to change
based on the result of the final rate case studies and decisions of the Administrator
documented in the Final Record of Decision.

This ROD is based on the Administrator’s consideration of the entire rate case record,
including written comments discussed in section 14.4.

This ROD was made available on June 17, 1996.
This ROD, which includes the proposed rates, will be filed with FERC. FERC will review
the proposed rates for conformance with statutorily-designated review standards and,

upon issuance of interim approval, the rates will go into effect on October 1, 1996.

1.2 L egal Guidelines Governing Establishment Of Rates

1.2.1 Statutory Guidelines

Section 6 of the Bonneville Project Act (Project Act), 16U.S.C. § 832¢, requires that the
Administrator prepare schedules of rates and charges for electric energy sold to
purchasers. Under the Project Act, rate schedules become effective upon confirmation
and approval by the Federal Power Commission (succeeded by FERC). Section6 of the
Act directs the Administrator to establish rates with a view to encouraging the widest
possible diversified use of electric energy. Section7 of the Act, 16 U.S.C. § 832f,
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.

The Federal Columbia River Transmission System Act 16 U.S.C. 8§ 838 (Transmission
System Act), contains requirements similar to those of the Project Act. Sectior® of the
Transmission System Act, 16 U.S.C. 8§ 838g, provides that rates shall be established:

(1) with aview to encouragng 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 a reasonable 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. Section10 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 nonFederal power
utilizing the system.
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The Flood Control Act of 1944 (Flood Control Act) contains ratemaking requirements
similar to the Project Act and the Transmission System Act. Section5 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.
16 U.S.C. 8§ 825s. Section5 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.

In addition to the Bonneville Project Act, the Transmission System Act, and the Flood
Control Act, the Pacific Northwest Electric Power Planning and Conservation Act,

16 U.S.C. 8§ 839 (Northwest Power Act), provides numerous rate directives. Sectiory 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. 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
Federal Columbia River Power System (FCRPS) (including irrigation costs required to be
repaid by power revenues) over areasonable period of years. 16U.S.C. 8 839¢(a)(1).
Section 7 also contains rate directives describing how rates for individual customer groups
may be derived.

Section 7 of the Northwest Power Act also provides procedural guidelines to be used
when developing rates, including publication of notice in the Federal Register of the
proposed rates, a hearing before a hearing officer, an opportunity to submit oral and
written comments, and an opportunity to refute or rebut other material submitted for the
record. 16 U.S.C. 8 839¢(i). BPA has expanded on these statutory directives by
promulgating rules of agency procedure to aid in the conduct of these hearings. 51 Fed.
Reg. 7611 (1986). The Energy Policy Act of 1992 (EPA’92) sets forth additional
ratemaking requirements for transmission rates to be applied in connection with
transmission access ordered by the Federa Energy Regulatory Commission.

1.2.2 TheBroad Ratemaking Discretion Vested |n The Administr ator

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 (9th Cir. 1978) (“widest possible us¢’
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 (4th
Cir. 1985).

The United States Court of Appeals for the Ninth Circuit has also recognized the
Administrator's ratemaking discretion. Central Lincoln Peoples Utility
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District v. Johnson, 735 F.2d 1101, 1120-29 (9th Cir. 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.R.C., 795 F.2d 816, 821 (9th Cir.
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
(9th Cir. 1987) (BPA's rate determination upheld as a “reasonable decision in light of
economic redlities’); cf. 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”);Dep't of Water and Power of the City of Los
Angelesv. Bonneville Power Admin., 759 F.2d 684, 690 (9th Cir. 1985) (“Insofar as
agency action isthe result of its interpretation of its organic statutes, the agency's
interpretation isto be given great weight”).

1.3 Confir mation And Approval of Rates

BPA's rates become effective upon confirmation and approval by FERC.

16 U.S.C. 8 839¢(a)(2) and (k). FERC'sreview is appellate in nature, based on the record
developed by the Administrator. United States Dep't 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, reject or remand them. United
Sates Dep't of Energy--Bonneville Power Admin., 23 F.E.R.C. 161,378, 61,801 (1983).
EPA’92 did not in any way alter this process for BPA's transmission rates for
FERC-ordered transmission access. H.R. Conf. Rep. No. 1021018, 102nd Cong.,

2d Sess., 389 (1992), reprinted in 1992 U.S.C.C.A.N 2480.

1.3.1 Firm and Surplus Firm Power Rates and Transmission Rates

With respect to al rates other than those for sales of nonfirm power outside the Pacific
Northwest and rates for transmission access ordered by FERC, FERC determines whether:
(1) rates are sufficient to assure repayment of the Federal investment in the FCRPS over a
reasonable number of years after first meeting BPA's other costs; (2) rates are based on
BPA'stota system costs,; and (3) transmission rates equitably allocate the cost of the
Federal transmission system between Federal and non-Federal power using the system.
United States Dep't of Energy--Bonneville Power Admin., 39 F.E.R.C. 161,078, 61,206
(1987). The limited FERC review of all but nonregional nonfirm 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
Digtrict v. Johnson, 735 F.2d 1101, 1115 (9th Cir. 1984).

Sections 721 and 722 of the Energy Policy Act of 1992 include new authority for FERC
to order access to utility transmission systems, including the authority to order accessto
the Federal Columbia River Transmission System (FCRTS). The new authorities are
codified at 16 U.S.C. 88 824i, 824j, 824k and 824l. In general, EPA'92 authorizes FERC
to issue an access order, after notice and an opportunity for hearing, to any applying entity
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that generates electricity for sale or for resale. 16 U.S.C. § 824j(a). EPA'92 contains
provisions specifically applicable to the FCRTS:

D The Commission shall have authority pursuant to section 824i of
this title, section 824j of thistitle, this section, and section 824l of thistitle to (A)
order the Administrator of the Bonneville Power Administration to provide
transmission service and (B) establish the terms and conditions of such service.
In applying such sectionsto the Federal Columbia River Transmission System, the
Commission shall assure that —

0] the provisions of otherwise applicable Federal laws
shall continuein full force and effect and shall continue to be applicable to the
system; and

(i) the rates for the transmission of electric power on the system
shall be governed only by such otherwise applicable provisions of law and not by
any provision of section 824i of thistitle, 824j of thistitle, this section, or section
824l of thistitle, except that no rate for the transmission of power on the system
shall be unjust, unreasonable, or unduly discriminatory or preferential, as
determined by the Commission.

16 U.S.C. § 824k (i)(1)(ii) (1985 & Supp. 1993) (emphasis added).

EPA’92 aso contained language providing for the determination of terms and conditions
for transmission access. 16 U.S.C. 8§ 824k(i)(2)(A

EPA'92 further provides that if the Administrator denies an application, or a party seeks
access under "terms and conditions different than those offered by the Administrator" and
the application is "filed within 60 days of the Administrator's final determination and in
accordance with Commission procedure,” FERC may determine whether to grant or deny
access and determine the terms and conditions of the access. An important qualification
on FERC's determination, however, isthat if the Administrator has conducted a hearing,
the Administrator's hearing record is, with very limited exceptions, the basis for
Commission review. 16 U.S.C. § 824k(2)(B). It is only when the Administrator has not
conducted a hearing pursuant to section 824k(2)(B), that the provisions of section 824
apply. 16 U.S.C. § 824k(i)(2)(B)(ii).

The Administrator's discretion to set rates was preserved by EPA'92, with the addition of
the new standard. Thus, the Administrator, and FERC, must determine that BPA's rates
are sufficient to repay the Federal investment in the FCRPS, are based upon the
Administrator's total system costs, and for transmission rates, equitably allocate the costs
of the Federal transmission system between Federal and non-Federal power utilizing the
system. See section 1.2.1supra; 16 U.S.C. 8 839(a)(2). The Administrator must also
establish the rates to meet the widespread use and lowest possible rates standards
discussed in section 1.2.1 supra. In addition, the transmission rates for wheeling ordered
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by FERC pursuant to its new authorities must not be unjust and unreasonable or unduly
discriminatory or preferential.

The Joint Explanatory Statement of the Committee of Conference is instructive with
regard to the additional ratemaking standard. The statement of the conferees reinforces
congressional intent to leave prior law governing BPA intact. The Conference Report
makes clear that, except for adding a new standard for FERC ordered transmission,
EPA'92 did not change rate review authority:

Rates for transmission services provided by BPA under an order issued under
section 211 are to be established by BPA and reviewed by FERC through the same
process and using the same statutory requirements as are applicable to all other
transmission rates established by BPA, with the additional requirement that such
rates for transmission services must also be just and reasonable and not unduly
discriminatory or preferential as determined by the FERC, taking into account
BPA's other statutory authorities and responsibilities.

H.R. Conf. Rep. No. 1021018, 102d Cong., 2d Sess., 381 (1992) reprinted in 1992
U.S.C.C.A.N. 2472, 2480 (Conference Report). Thus, the Administrator's rate decisions
remain entitled to substantial deference by FERC, as previoudly established by law. In
addition, this language was intended to ensure that the new standard be developed in light
of BPA's unique character and particular circumstances rather than as previousy
developed under the Federal Power Act. Id.

1.3.2 Nonfirm Energy Rates

Although both regional and nonregional rates are established by the Administrator under
common statutory standards, FERC review of nonregional rates for sales of nonfirm
energy is undertaken pursuant to section7(k) of the Northwest PowerAct. 16 U.S.C

8 839¢(k). FERC reviews nonregional nonfirm energy rates to ascertain that BPA has
designed the rates. (1) having regard to the recovery of the cost of generation and
transmission of such electric energy; (2) so as to encourage the most widespread use of
BPA power; (3) to provide the lowest possible rates to consumers consistent with sound
business principles; and (4) in a manner that protectsthe interest of the United Statesin
amortizing its investments in the projects within a reasonable number of years.

United States Dep't of Energy--Bonneville Power Admin., 36 F.E.R.C. 161,335, 61,798
(1986); United States Dep't of Energy--Bonneville Power Admin., 54 F.E.R.C. 161,235,
61,294 (1991).

FERC review of BPA's nonregional nonfirm energy rates is based upon the evidentiary
record developed by BPA pursuant to section7(i) of the Northwest Power Act, 16U.S.C.
8 839¢(i). Aluminum Company of America v. Bonneville Power Admin., 903 F.2d 585,
592 (9th Cir. 1990). Thisreview is consistent with FERC authority to confirm, reject, or
remand BPA'srates. United States Dep't of Energy--Bonneville Power Admin.,
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23 F.E.R.C. 161,378, 61,801 (1983); Central Lincoln Peoples Utility District v.
Johnson, 735 F.2d 1101, 1113 n.6 (9th Cir. 1984).

The Northwest Power Act provides no specific guidance to BPA in how to apply the
section 7(K) statutory standards while designing nonfirm energy rates. Aluminum
Company of America v. Bonneville Power Admin., 903 F.2d 585, 598 (9th Cir. 1990). In
Aluminum Company, the court noted that BPA has three conflicting obligations in
conforming its rates to the section7(k) statutory standards. BPA must ensure that
nonfirm energy is sold at the lowest possible rates consistent with sound business
principles, but must also ensure cost recovery and Treasury repayment, while encouraging
the most widespread use of electricity. 1d. As concerns the requirements of lowest
possible rates and widespread use, the court determined that these requirements afford
BPA wide latitude in nonfirm energy rate design, providing BPA with so much discretion
that thereisno law to apply. Id. However, BPA is constrained in its discretion by the
other directives in section7(k), since nonfirm energy rates must be designed with regard
to cost recovery and amortization of the investment of the U.S. Treasury over a
reasonable period of years. Pursuant to section7(i)(6) of the Northwest Power Act,

16 U.S.C. 8 839¢(i)(6), FERC has promulgated rules establishing procedures for the
approval of BPA rates. 18 C.F.R. Part 300 (1993).
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2.0 BPA'SBUSINESS CONSTRUCT
2.1 | ntr oduction

Throughout this rate proceeding BPA has been mindful of the rapid changes taking place
in the energy business, not only in the Northwest region, but also in the national arena.
This section reviews issues related to BPA’s business relationships and need to remain
competitive while meeting its statutory objectives in the changing energy environment.
This section includes not only a discussion of competitiveness and Bonneville's business
relationships, but also a discussion of comparability and how the Settlement Agreements
aid in securing the region’s energy future.

2.2 BPA’s Competitive Challenge

As described in itsfirst piece of testimony in this proceeding, the era of BPA’s dominance
as the unchallenged low-cost wholesale power supplier in the Pacific Northwest is over.
Moorman, Evans, WP-96-E-BPA-09, at 2. For thefirst timein BPA’s existence, a
significant number of competitive alternatives to Federal power now are available to
BPA’s customers at prices equal to or lower than BPA’s proposed firm power rates. Id.
The West Coast wholesale electricity market has become highly competitive over the last
decade due to a combination of legislative, economic, and technological developments.
Traditiona utility wholesalers now are vying against each other for sales to other utilities
and to large industrial customers. Norman, Oliver, WP-96-E-BPA-10. |ndependent
resource developers, energy marketers, and brokers that facilitate the consummation of
long- and short-term power deals are aggressively seeking and achieving entry into this
market. |d. BPA’s customers, and the large industrial customers that many of them serve,
all are searching actively for new lower cost suppliers. Moorman, Evans, E-BPA-65, at 4-
5. Partiesrepresenting every segment of BPA’s customer base, investor-owned utility,
direct-service industry, and public utility, have acknowledged the fact that BPA is faced
with an increasingly competitive market. See e.g., Brattebo, E-GE/PL/PS-03, at 2;
Schoenbeck, Bliven, WP-96-E-DS-01, 3; Drummond, WP-96-E-RC-01; Piper, WP-96-E-
RC-05; Eldridge, et al., WP-96-E-PP-01, at 1-3.; Beck, et al., WP-96 -E-WA-01, at 6-11;
Carr, et al., WP-96-E-PP/PA-03, at 4. Most have urged BPA to take the actions,
consistent with its statutory obligations, that are necessary to become more competitive.
See e.g., PPC Brief, WP-96/TR-96-B-PP-01, at 9-11; WPAG Brief, WP-96-B-WA-01, at
2-5; RCC Brief, WP-96-B-RC-01, at 2-5; DSI Brief, WP-96-B-DS-01, passm. These
same parties have acknowledged that BPA must compete in this market if it isto stay in
business and collect sufficient revenues to meet its statutory obligations. See e.g., Piper,
WP-96-E-RC-05; WP-96-B-RC-01, at 1-5; Eldridge, et al., WP-96-E-PP-01, at 1-3.

New market entrants, low gas prices, and surplus supplies of shortterm capacity and
energy in California and the Inland Southwest have led to steadily falling electricity prices.
Moorman, Evans, E-BPA-09, at 12. Natural gas deregulation has led to a more abundant
supply of natural gas at lower prices, making the cost of generating electricity from
surplus gas-fired units, such as gas turbines, competitive. Id. In addition, advancesin
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combustion turbine (CT) technology have reduced the cost of new CTs by an additional
25 percent, so that these new units can produce electricity at low costs. Id. Existing West
Coast power surpluses are projected to last beyond the year 2000, and absent an
extremely rapid and unexpected run-up in gas prices, this fundamental market situation
implies that wholesale market prices will not increase significantly, if a al, over the 1997-
2001 period. Id. a 9. Infact, BPA’slong-term gas price forecast for the West Coast
market dropped by 10 percent between the initial and supplemental proposals. See
Supplemental Marginal Cost Analysis Study Documentation, WP-96-E-BPA-60A, Section
I1, and has dropped even further.

Since passage of the Energy Policy Act of 1992 (EPA’92), more and more independent
power producers (IPPs) and other nonutility energy wholesalers are soliciting BPA’s
customers. Passage of EPA’92 has allowed both utility and norrutility wholesalers to
broaden their markets. 1d. The open transmission access provisions of EPA’92, which the
Federal Energy Regulatory Commission (FERC) isin the process of implementing, have
facilitated the growth of a vigorously competitive wholesale power market.ld. This
transmission access, combined with the low cost of producing power from both old and
new gas combustion turbines or other resources, means these new market entrants and
other power suppliers are very capable competitors. Id. BPA also faces serious
competition from other established utilities on the West Coast, such as PacifiCorp and
Washington Water Power. |d.

With all of the new market entrants on the West Coast, with the continued low market
prices, and with the advent of competition in the wholesale market, nearly all of BPA's
current sales are at risk from competition because all of BPA’s sales are in the wholesale
power market. Moorman, Evans, E-BPA-65, at 11. Asastrictly wholesale marketer of
electricity, BPA and its customers have been afocal point of this enhanced competition in
the Pacific Northwest. Hill, et al., WP-96-E-BPA-51, at 3. Consequently, in order to
retain existing load and capture new load where appropriate, BPA is under tremendous
pressure to offer products, services and prices that are competitive in the market.
Moorman, Evans, E-BPA-09, at 26. BPA must position itself to be successful in the
short-term and the long-term, so it must think in terms of short-term and long-term
consequences. The Public Power Council (PPC), a group representing many of BPA's
public utility customers, drew the conclusion succinctly in its testimony:

Simply put, in order for BPA to continue to thrive in this competitive
environment, it must provide power and transmission products and services
at prices that its customers are willing to pay over an extended period of
time.

Eldridge, et al., WP-96-E-PP-01, at 2. A legion of examples demonstrate the competition
BPA facesin retaining existing sales and making new sales. See generally Norman,

Oliver, E-BPA-10; Moorman, Evans, E-BPA-09, at 13-14, and E-BPA-65, at 3-6; Hill, et
al., E-BPA-51, at 3-5. Infact, BPA has continued to lose sales during the course of this
rate proceeding, notwithstanding the fact that its proposed rates generally represent a
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significant reduction compared to existing rate levels for most customers. Since BPA filed
itsinitial proposal in July 1995, it has lost approximately 700 aMW of direct-service
industry (DSI) sales to alternative suppliers. Moorman, Evans, E-BPA-65, at 6.

Likewise, projections of public utility purchases from BPA have been reduced to account
for utilities that are seeking actively other suppliers. Supplemental Loads and Resources
Study, WP-96-E-BPA-57, at 13; Supplemental Loads and Resources Study
Documentation, Vol. 1, WP-96-E-BPA-57A, at 229.

Even so, customers represented by the Western Public Agencies Group (WPAG) argue
that BPA has migudged its position in the wholesale market, and has grossly
underestimated the desire of its preference customers to diversify their power supply.
Beck, et al., WP-96-E-WA-13, at 6, 10-11. They note that, at the time their testimony
was submitted in November 1995, preference customers had made submissions to BPA
pursuant to their power sales contractsto reduce their load on BPA by over 780 aMW,
and that they expected to see this number increase. 1d. Since that time, some of these
customers have sued BPA in an attempt to access aternative power suppliers.

In fact, there is evidence that BPA’s proposed rates remain above the market price of
power, in spite of the significant reduction from their current levels. The PPC and
Association of Public Agency Customers (APAC) assert in testimony that it is finding
prices for electric power in the upper teens and the low-twenty mill range. Carret al.,
WP-96-E-PP/PA-03, at 4. They add that, even after transmission costs are added to
certain offersin that range, BPA’s priority firm rate ill is above the market price for
power. Id. Thiscomparison is confirmed by BPA’'s Margina Cost Analysis Study. WP-
96-E-BPA-60. Competitors have lowered the prices offered to BPA customersin
reaction to BPA’s proposal in thisrate proceeding. Moorman, Evans, E-BPA-65, at 9.
For example, shortly after BPA announced its initial proposal rates in July 1995, WPAG
asked biddersto its earlier request for proposals to make new price offers. Id. Most
responded with new prices that were 10 to 20 percent lower than their original bids.Id.
Consequently, for some customers in active discussions with suppliers, any increase in
BPA'’s proposed rates will put BPA rates above the prices of alternative offers, and will be
perceived as confirmation of competitors assertionsthat BPA is not reliable and cannot or
will not sustain its proposed rates. 1d.; see also Beck, et al., E-BPA-13, at 8.

BPA’s DSI customers likewise are evaluating aternative energy supply options. DSI Pr.
Brief, WP-96-P-DS-01, at 2. They state in testimony that they can purchase power on the
open market at delivered prices in the range of 20 mills’kWh. Schoenbeck, Bliven, WP-
96-E-DS-01, at 2. Faced with the sudden changes in the market and the resulting high
likelihood that the DSIs would exercise their contractual right to remove their load from
BPA on nine months notice, BPA acted to protect its overall revenues and ability to
recover its costs by negotiating block sale contracts, committing the DSIs to place a
substantial amount of load on BPA for five years. Kitchen, Moorman, WP-96-E-BPA-98,
at 11. The new 1996 “block sale” contracts specify arate test such that if the rate
developed in this proceeding is equal to or lower than the rate limit, then each DSI will be
required to purchase its load commitment from BPA. Id. at 6. If BPA does not establish
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ratesto the DSIs that meet the negotiated rate test, then the DSIs will be under no
obligation to purchase power from BPA. DSI Pr. Brief, P-DS-01, a 2. In addition, by
developing competitive rates and products for the DSIs, BPA has opportunities to serve
the remaining DSI load not already contracted for under the block sale contracts. Id.

Setting Rates for Sustainable Revenues in a Competitive Market

In the newly competitive West Coast electricity markets, BPA must set rates that are low
enough to be competitive, but high enough to create, or sustain, a stream of revenues over
time that covers BPA’s costs. The Requirements Customer Coalition (RCC), a group
representing full-requirements customers, acknowledged the necessity for BPA “to walk a
very fine line between recovering its cost of doing business, and driving itself out of
business.” RCC Brief, B-RC-01, at 1; see also RCC Brief, WP-96-B-RC-01, at 5; Piper,
WP-96-E-RC-05; Moorman, Evans, E-BPA-09. RCC defines this balance between

pricing to compete and pricing to cover costs as “sustainable revenues,” a concept
introduced in this rate case by BPA in the testimony of Moorman and Evans, E-BPA-09,

at 14-25.

Analysis presented in BPA testimony shows that, if BPA were to charge higher than
market prices, it would lose customers and lose revenues, thus damaging its ability to
sustain sufficient revenues to cover costs. Id. at 14-25, and see Moorman, Evans, E-
BPA-65, at 2-11. Statementsin the testimony and briefs of several customer groups
corroborate this conclusion. For example, RCC statesinits brief that “(r)aising rates
further will drive more load from BPA, actually reducing total revenue.” RCC Brief, B-
RC-01, at 4. PPC stated that “[i]f BPA’s wholesale prices remain above those of its
competitors. . . it will continue to lose load which will spread fixed costs over the
remaining customer base adding further rate increase pressure.” Eldridge, et al., E-PP-01,
at 3. Other parties share this conclusion. Schoenbeck, Bliven, E-DS-01, at 3-4; Beck,et
al., E-WA-01, at 9; Piper, E-RC-05, at 1, 7.

BPA’s analysis estimates the likely effects of competition on BPA sales and revenues if
higher PF or IP rates were charged than those presented in BPA’s supplemental case, asa
means to recover either increased program costs or planned net revenues to achieve a
higher probability of Treasury payment. Moorman, Evans, E-BPA-09, at 14-25, and E-
BPA-65, at 2-11. Two price scenarios were considered that represent medium and high
relative rate levels. The base case is the proposed PF rate. For each of these price
scenarios, estimates of potential sales were made based on known and projected customer
decisions regarding their suppliers of electricity. Estimates of potential DSI sales losses
were based on BPA’s knowledge of how each DSI would respond to higher prices as well
as the results of the DSI block sale. Saleslosses during the rate period, relative to a base
case total of about 7,000 aMW, were estimated to be about 3,700 aMW for the medium
scenario and about 4,700 aMW for the high scenario. Moorman, Evans, E-BPA-09, at
16-19, and E-BPA-65, at 6-7.
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Tota BPA revenues for each scenario then were calculated and compared to revenues
under the base case sales to result in estimates of net revenue losses. Higher rates did not
offset the effect of reduced sales, resulting in a net revenue lossto BPA. Losses were
nearly $400 million per year in the medium scenario, and about $600 million per year in
the high price scenario. Moorman, Evans, E-BPA-09, at 22-23, and E-BPA-65, at 8-9.
In a competitive market, BPA’s sales no longer are guaranteed, but rather must be earned
through competitive prices and quality, reliable service. RCC states that if BPA cannot
deliver competitive rates it will “virtually assure that it would lose some or al of the load
from many of [its members], which historically have been BPA’s strongest supporters.”
Piper, E-RC-05, at 7; see also Eldridge, et al, E-PP-01, at 3.

Other testimony from parties representing BPA’ s customers corroborates the sobering
conclusion of BPA'’s*“sustainable revenues’ analysis. Drummond, WP-96-E-RC-01, at 3-
4; Piper, E-RC-05, at 1-6. BPA and its customers agree: “BPA’s best and only chance
for meeting its spending obligationsis to deliver rates for products and services which
alow us, its customers, to continue to do business withit.” Id. at 7.

Consequences of Uncompetitive BPA Rates

Failure to meet the competitive challenge described in the previous sections will make it
increasingly difficult, and ultimately impossible, for BPA to meet its statutory mission,
including its cost recovery and Treasury repayment obligations. Moorman, Evans, E-BPA-
09, at 26. While BPA’s mission was expanded greatly by passage in 1980 of the Pacific
Northwest Power Planning and Conservation Act, 16 U.S.C. 88 839 - 839h (1988)
(Northwest Power Act), many core elements have remained the same, and have been
reiterated in all of BPA’s organic legislation enacted since the BPA Project Act of 1937.
These core objectives include: to encourage the widest possible diversified use of Federal
power at the lowest cost consistent with sound business principles, to insure preference
and priority to public and cooperative systems, to secure the full repayment of the
reimbursable portion of the Federa investment in the FCRPS, and to establish its rates to
recover its costs from ratepayers. See generally Bonneville Project Act, 16 U.S.C. §8 832
- 832l (1988); Flood Control Act of 1944, 16 U.S.C. § 825s (1988); Regional Preference
Act, 16 U.S.C. 88 837 - 837h (1988); Pacific Northwest Federal Transmission System
Act, 16 U.S.C. 88 838 - 838k (1988) (Transmission System Act); Northwest Power Act,
16 U.S.C. 88 839 - 839h (1988). 1n 1980, Congress added to BPA’s mission the
obligations to mitigate, protect, and enhance fish and wildlife, to give the highest priority
to cost-effective conservation in acquiring resources to meet its customers needs, and to
meet the load growth of its customers when it was requested to do so. Northwest Power
Act, 16 U.S.C. § 839(6), § 839c(b)(1), 8839d(a)(1).

BPA’s ability to accomplish each of the objectives that constitute its mission, however, is
in jeopardy. Moorman, Evans, E-BPA-09, at 26. At the time the Northwest Power Act
was passed in 1980, BPA'’s potential competitors had power costs several times greater
than those of BPA. Moorman, Evans, E-BPA-09, at 3. Since that time, the average
preference rate established by BPA has risen approximately 600 percent. Id. at 5. The
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products, rate structures, cost management practices, and contracts that served the
purpose of encouraging the widest possible diversified use of Federal power at the lowest
cost will no longer suffice. 1d. at 26. Meeting these mandates now requires BPA to
conduct its affairs with a view toward market considerations. Absent the reforms needed
to meet its competitive challenge, BPA increasingly will be hard put to recover its costs,
contribute its part to the restoration of endangered fish stocks, make its payments to the
Federal Treasury on time, and deliver competitive, responsive products to its customers.
Id.

BPA Actions to Ensure Competitiveness

BPA istaking four principal actionsto ensure that it recovers its costs while maintaining
competitive rates. 1) cutting costs aggressively; 2) implementing fish-mitigation cost
stabilization and funding arrangements that have been forged with the Clinton
Administration; 3) redesigning the basic products it offers; and 4) proposing redesigned
rates. Moorman, Evans, E-BPA-09, at 27. During the course of this rate proceeding
BPA’s customers have urged BPA to redouble its cost cutting efforts. Carr, Wolverton,
WP-96-E-PP/DS/PA/PG/RC/WA-01, at 4; Piper, 96-E-RC-05, at 3; Beck, et al., E-WA-
13, at 12; Carr, et al., E-PP/PA-03, at 5. Prior to the supplemental proposal, BPA
targeted overall cuts that averaged $298 million per year over the course of the rate
period, and all but an average of $14 million per year in these expense reductions were
specifically identified prior to, and were included in, the Supplemental Revenue
Requirement Study. De Wolf, et al., WP-96-E-BPA-69, at section 3. In March and April
of 1996, additional cuts were made, and are reflected in the final proposal revenue
requirements.

The costs cut prior to and after the supplemental proposal both were in addition to earlier
reductions amounting to about $240 million a year on average from the operating
expenses that BPA planned for FY's 1996-2000 when rates were set in 1993. Moorman,
Evans, E-BPA-Q9, at 27. In addition, BPA and the Clinton Administration have agreed to
share the costs of BPA’sincreasing fish mitigation costs. This cost sharing arrangement
includes three components: (1)BPA cost cuts of a minimum of $30 to $40miillion

per year beginning in FY 1996; (2) credits against BPA'’s cash transfers to Treasury under
section 4(h)(10)(c) of the Northwest Power Act; and, (3)to the extent required,
reductions in BPA’s accumulation of cash reserves and its probability of meeting its annual
paymentsto Treasury. ld. See also sections4.1 and 10.4.

By proposing redesigned rates and products BPA is attempting to reposition itself in the
market to be more competitive. Buchanan,et al., E-BPA-11, at 3. This fundamental
repositioning includes: unbundling BPA’s power products so that customers pay for only
the products and services they want; designing products that meet specific customer
needs, including offering longer-term products; and redesigning rates to result in
competitive prices for products and services, and that send appropriate price signalsto
customers. Id. at 3-4. Because of recent restrictions in hydro system flexibility, the
amount of water available at certain times and, therefore, the generating capability of the
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system, no longer matches system loads asin the past. I1d. at 5. BPA has less water
available to generate power in the winter when loads are high and it has excess generating
capability in the spring when loads are lower. 1d. By redesigning its rates, BPA hopes to
match its loads more closely to its generation capability and its costs, thereby encouraging
amore efficient use of the system.

BPA also is moving to become more competitive by unbundling its products. Unbundled
products are those that are defined, priced and offered individually, to be combined with
other products as the customer chooses. Buchanan,et al., E-BPA-11, at 8. Unbundling is
being proposed because the traditional bundled product delivered by BPA was resulting in
certain undesirable outcomes, including: 1) BPA providing products and services that
customers did not need to serve their loads or to operate their resources; 2) BPA
providing products and services that may be provided more efficiently or cost-effectively
acquired from another supplier; 3) BPA providing products and services for which it was
not being reimbursed directly by the customer responsible for the costs associated with
that product or service; and 4) customers using products and services inefficiently because
they did not have a price that they can track to each product or service they used.ld.
Customers are receiving offers that allow them to match more closely their needs to
particular products and services, and BPA’s proposals to unbundle its products and
services will permit it to compete at its lowest price with an equivalent product or service
to its competition. 1d.

Unbundling also will improve BPA’s competitive position by helping to keep costs down.
Id. a 10. In combination with sending correct price signals through its rate redesign
proposals, unbundling will encourage more efficient operation of BPA’sresources. This
will result because specific uses of the system will be priced separately, so customers will
face the cost impacts of their decisions. 1d. The resulting increase in BPA’ s operational
efficiency will lead to either lower costs for the same output or greater output for the same
costs, or both. 1d. In addition, as the system is operated more efficiently, BPA will avoid
investments in new resources that otherwise would be needed to meet loads at different
times of the year or week, and it will be able to sell more products and services from
existing resources. Some customers, however, have expressed concerns about potential
adverse operational and financial impacts BPA'’s rate redesign and unbundling proposals
may have on them. These issues are discussed in the following section.

2.3 BPA’s Business Relationship

In this proceeding, parties have explained how BPA’s longterm success is dependent
upon developing strong business relationships with its customers. PGP Brief,
WP-96-B-PG-01, at 7; WPAG Brief, WP-96-B-WA-01, at 3. They aso have raised
arguments that this relationship is dependent on BPA recognizing the interdependence of
BPA'’s operations with customer resources and their operations. Id. They urge the
Administrator to work with computed requirements customers to develop contractual
arrangements which “address the situations in which the utilities could face penalties
despite operating efficiently and appropriately under the 1981 contracts.” 1d. at 8. PGP
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“urges the Administrator to engage in discussions with the computed requirements
customers with an eye toward making the contracts more consistent with the rate proposal
without requiring the customers to give up rights they deem valuable.” Id. at 9. PGP
sums up this section of their brief by stating that “[i]f BPA wants these customers to make
significant load commitments on BPA, the contractual arrangements must recognize the
operational and business needs of the customers, not just the needs and desires of BPA.
PGP urges the Administrator to keep that critical fact in mind in implementing and
finalizing the rate structure.” 1d.

WPAG stated that since BPA “no longer” has a price advantage, it must make up for that
by providing “quality of service,” which they argued has been poor based on BPA’s track
record, as “exemplified by the load commitment and amendatory agreement process.”
WPAG Brief, WP-96-B-WA-01, at 3. They aso imply that BPA is not areliable business
partner, because BPA “re-interpret[s] contracts and commitments in light of changed
circumstances,” and that customer confidence is enhanced when BPA “sticksto a
commitment even when circumstances have change[d].” Id.

BPA agrees that its long-term business relationship with its customers is important, and is
repositioning its products to make them more attractive to customers. Buchanangt al.,
E-BPA-11, at 3. BPA isattempting to offer productsthat are as flexible and attractive as
possible so as to be the provider of choice. I1d. at 9. BPA does not desire an adversarial
relationship with PGP or other customers. BPA is attempting to position itself to provide
PGP members (and other customers) service packages which are tailored to the needs of
each individual customer, and which provide that service at the lowest possible price. Id.

BPA also recognizes that in order to have a “partial requirements business relationship
that works for the customer and Bonneville” (Beck,et al., WP-96-E-WA-13, at 60), BPA
must be compensated fairly for the productsit provides. Inthisrate case, BPA has
attempted to price fairly the different products various types of customers currently are
receiving from BPA. Asdocumented extensively in this rate case record, the competitive
pressures on BPA are enormous. BPA has responded in numerous ways, including by
making very significant cost cuts where lawfully possible. Given alevel of remaining costs
that must be recovered, BPA will be better positioned to compete by avoiding
cross-subsidies and by recovering the costs of services from those customers who are
provided the services. Kitchen, Moorman, WR96-E-BPA-98, at 8.

BPA has taken many steps to achieve alongterm business relationship with its customers
that works for both sides. These have included significant cost reductions, as well as
changesin rate design in response to customers concerns. These include changes to the
availability of load shaping options and industrial exemption under 1981 contracts,

revising the seasonality of our energy rates (particularly August), increasing the demand
charge while lowering the energy charges, changing the demand hilling determinants for
computed requirements customers under the 1981 contracts and, obviously, the
compromises reached in the Settlement Agreement. See generally sections 11, 13, 1.13
and 2.5. We also have indicated a willingness to negotiate changes to existing power sales
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contracts, in order to allow customersto take advantage of rate options. These all have
been done to give customers good reasons for doing business with BPA. We are greatly
encouraged by comments made by counsel for WPAG about our longterm business
relationship during oral argument before the Administrator. See generally Or. Tr.
2427-2430.

However, BPA isin the midst of contract negotiations with most of our customers. The
issues raised by PGP and WPAG in thelr briefs, cited above, are issues to be dealt with in
contract negotiations, not in thisrate case. In addition, severa parties raised argumentsin
their testimony to the effect that certain BPA product and rate design proposals adversely
affected some of their rights under the 1981 contract. See e.g., Smith, et al .,
WP-96-E-PG-01, and WP-96-E-PG-05; LeoneWoods, et al., WP-96-E-PA/PG-03.
These parties did not, however, raise these issues or provide any argument in support of
their positionsin their initial briefs. Therefore, no issue has been presented for the
Administrator’s decision regarding the consistency between BPA'’s product and rate
design proposals and these customers’ 1981 contracts. Bonneville Power Administration,
Rules of Procedure Governing Rate Hearings, 8§ 1010.13(c). Nevertheless, BPA wishesto
clarify in the Record of Decision the business and policy reasoning behind these proposals.

BPA’s Rate Proposal is Consistent with 1981 Contracts

In testimony, WPAG argued that Bonneville is proposing to fundamentally alter the
relationship between BPA and its partial requirements customers under the 1981 contracts
by imposing separate charges, and in some cases penalties, on numerous separate
products. Beck, et al., E-WA-13, a 20. They also argued that product unbundling has
become a tool with which to force contract amendments, reduce operating flexibility, limit
power supply choices, and extract additional revenues from the existing customer base.

Id. at 23. In particular they disagree about the appropriateness of “standing ready to
serve’ type charges. These are specifically discussed in Sections 11.2.1 (Load Shaping),
11.3.2 (Power Demand Reservation Charge) and 11.3.3 (Availability Charge). WPAG
also stated that the supplemental rate proposal makes doing business with BPA
“extremely” difficult, imposes restrictive operating requirements, charges for services not
requested or rendered, and assesses penalties that exceed costs incurred by Bonneville.
Beck, et al., E-WA-13, at 24.

In testimony, PGP argued that BPA’s proposed rate structure will increase the charges
assessed under the 1981 contracts, allow less flexibility in utility operations, and limit the
rights of the utilities under the 1981 contracts. Smith,et al., E-PA/PG-05, at 7. They
assert that “[b]y virtue of the terms, conditions, and new definitions instituted through this
rate proceeding, [their] 1981 contract isimplicitly modified.” Smith,et al., E-PG-01, at 1.
They argue that BPA is “unilateraly modifying” the contract, 1d. at 7, and that BPA seeks
to unbundle and price separately servicesit “allegedly” provides with no recognition of the
collaborative relationship [that exists]. PGP Pr. Brief, P-PG-01, at 7. PGP reiterates
these positions in its brief on exceptions. PGP Ex. Brief, WP/TC-96-R-PG-01, 4.
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BPA does not intend for generating utility customers to relinquish their existing
contractual rights, and BPA's rate proposal will not require them to do so. Kitchen,
Moorman, WP-96-E-BPA-41, at 8. BPA designed a rate structure intended to send price
signals regarding the costs of providing various products and services. BPA’s proposed
rate design and product unbundling were an attempt to encourage more efficient operation
of the resources BPA usesto provide products. This efficiency would result when
customers faced the cost impacts of their decisions when the specific uses of the system
were priced separately. Buchanan, et al., E-BPA-11, at 11.

PGP argues that this rate proposal modifies their 1981 contract such that it “no longer will
have the value it did when it was negotiated.” Smith,et al., E-PG-01, at 8. BPA’srate
proposal does not modify the 1981 contracts. Any change in “value” of the contract is
limited to the change in the value of those products and services in the marketplace or to
changesin the cost to BPA of providing those services, asreflected in BPA’'srates. BPA
is pricing the different service options available to customers, including those under the
1981 contracts. The rate proposal does not modify those contracts, nor eliminate any
service options that customers have. Kitchen, Moorman, EBPA-41, at 3.

In BPA’sinitial proposal, BPA priced the specific product packages customers currently
purchase under their 1981 contracts. Id. at 9. If customers wanted different purchase
relationships, they could use their contractual rights within their 1981 contracts to change
their customer designation. Kitchen, Moorman, EBPA-41, at 6. The 1996 rate proposal
represented one piece of BPA’'s marketing strategy. Id. at 1. In addition to the rate case,
BPA was implementing its marketing strategy through new power sales contract offers.
Id. at 3. Beyond the optionsin the 1981 contracts, BPA assumed customers would
primarily exercise their choice options through new power sales contractual relationships.
Infra section 10.3.

PGP raised several issuesin testimony related to operations under their 1981 contracts.
They state that the PGP utilities worked effectively with BPA under the 1981 contracts,
operated their resources to minimize adverse economic impacts on the Federal system, and
added resources to cover load growth as the contract requires. They then argued that the
proposed rate design changes will penalize these utilities for doing so. Smith,et al.,
E-PG-01, at 8; see also PGP Ex. Brief, R-PG-01, 4. They also stated that the 1981
contracts were negotiated and operated as a collaborative approach to operation of BPA’s
and the generating public’s system to benefit both the customers and BPA. They indicated
that the “PGP utilities have operated their resources within the parameters of the contracts
and have received PF service from BPA, all to the Region’s benefit.” Smith,et al.,
E-PG-05, at 2. Because they feel these contracts have “worked well for all concerned”
they see “no significant reason to change that arrangement.” 1d. WPAG, PGP and APAC
all argued in testimony that BPA’s supplemental rate proposal will reduce operating
flexibility or operational parameters, (Beck, et al., E-WA-13, a 23, and Smith, et al.,
E-PG-05, at 3), or will reduce operating efficiency. Id. at 6.
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BPA disagrees with this assessment. Nothing in thisrate case is intended to modify
existing contractual rights or to change operationa flexibility. BPA is simply attempting
to price that flexibility appropriately through rate design changes. Kitchen, Moorman,
E-BPA-98, at 6. BPA does not believe its rate proposal penalizes customers for adding or
operating resources. BPA has not changed any of the terms of the 1981 contractsinits
rate proposal. Kitchen, Moorman, EEBPA-41, at 7. Customers have prudently operated
in away consistent with the price signals BPA has previously sent, so asto minimize their
operational costs. However, asis documented throughout the record, BPA’s current price
signals no longer match the costs of providing the various products and services our
customers purchase from BPA. The operational flexibility reflected in the 1981 contracts
carriesacost. Inthisrate case, BPA has attempted to more accurately assess those costs
to the customers that cause BPA to incur those costs. Kitchen, Moorman, EBPA-98, at
6-7. The significant reason to change the rate design that applies to the 1981 contractsis
that BPA'’s existing rate design no longer sends price signals consistent with its costs. See
generally Buchanan, et al., E-BPA-11. PGP confuses BPA’s contractual right to change
rate design with unilaterally modifying the 1981 contract. Thereis no contractual
entitlement to the old rate design. Section 8 of the General Contract Provisions (Exhibit
B), provides that BPA may periodically review and revise rates. BPA previously has
changed its rate design under this contract to reflect changing conditions in the electric
utility industry. The 1981 contract provides for such changesin rate design. Kitchen,
Moorman, E-BPA-41, at 4.

WPAG asserted in testimony that BPA isimposing “punitive rate conditions’ (Beck,et

al., E-WA-13, at 9) that “punish utilities which seek power supply diversity” (id. at 12),
and that BPA must “quit trying to control the operational and power supply activities of
its preference customers.” 1d. BPA disagreesthat thisisthe case. As WPAG recognizes
initstestimony, BPA must make significant changes to the products and pricing it offers
to its customersin order to remain viable in current competitive wholesale power markets
and carry out its statutory obligations to recover the Federal investment in the FCRPS.
These changes are not punitive, they merely increase BPA’s ability to pass on to those
customers the costs imposed on the Federal system by their actions, so that those costs do
not have to be borne by other customers. Nor do the changes represent an attempt to
control the operational and power supply activities of customers. Rather, BPA’s
proposed product and pricing changes are intended to increase the operational and power
supply choices available to customers, but to do that in away that ensures customers face
the full costs associated with planning and executing those activities. Even though BPA
previously developed bundled rates that included some of the standready services
provided to customers, it is not correct to characterize as “punitive’ the changes to BPA
product and rate designs intended to pass on those costs to customers causing them. BPA
is not trying to punish utilities for taking actions that impose costs on BPA, or to control
their activities through unbundled charges. That is neither the intent, nor the result, of
BPA’srate proposal. Kitchen, Moorman, EBPA-98, at 5.
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Bundled Rate Design

As evidence that BPA is modifying the 1981 contract, PGP states in testimony that the
contract anticipated power as a bundled product to be sold under the PF rates. Smithgt
al., E-PG-05, at 5. They argue that BPA'’s efforts to unbundle will mean that the PGP
utilities under the 1981 contracts will pay “PF plus’ for their power and will be limited in
their transmission service choices. They argue that “[i]n total, this results in a different
treatment for those utilities who choose to retain their 1981 contracts, both in the
provisions of federal power and for accessto the transmission system. In short, BPA’s
application of the tariffs to the 1981 contracts has dramatically diminished the value of
these contracts.” Smith, et al., E-PG-01, at 7.

BPA does not agree with PGP that the 1981 contract describes PF as a bundled product.
Neither the language, nor the intent, of the 1981 contracts either locks in bundled pricing
or precludes the product pricing proposed by BPA in thisrate case. Kitchen, Moorman,
E-BPA-98, at 5. Historicaly, BPA’s rates were designed to recover most of is costs
through an energy charge and a demand charge. Included in these charges were products
that BPA now proposes to unbundle. See generally Buchanan, et al., E-BPA-11; Kitchen,
Moorman, E-BPA-41; and Kitchen, Moorman, E-BPA-98. Also included in those energy
and demand charges were charges that compensate BPA for being prepared to meet its
service obligations under its power sales contracts. As stated above, BPA is now
proposing to unbundle charges for certain products provided under the 1981 contracts. In
addition, the way BPA is setting its rates, by definition, means a utility does not pay “PF
plus.” Inthisrate proposal, BPA has changed the way it classifies costs. It now classifies
costs to capacity, energy and rights to energy. See Supplemental Wholesale Power Rate
Development Study, WR-96-E-BPA-61, section 2.2.2. Rightsto energy include
unbundled products, such as Load Shaping. The expected revenues from unbundled
products are credited to generation costs, which make up BPA’s power rates. This credit
results in a PF energy rate lower than it would have been without the unbundled products
credit. Therefore, customers are not paying “PF plus’ for their power. Kitchen,
Moorman, E-BPA-41, at 40-41.

Customers Have Sufficient Choices To Respond To Price Signals

In testimony, PGP, WPAG, and APAC (in joint testimony with PGP) generally argued that
BPA is not offering its customers choices, either in the package of products that they
purchase from BPA, or to access markets to obtain services from others. They also
argued that BPA’s rate proposal, coupled with their lack of supply choices, isforcing a
dramatic increase in their rates. PGP Pr. Brief, P-PG-01, at 6; PGP Brief,
WP-96-B-PG-01, at 9; Beck, et al., E-WA-13, at 22-23; Smith, et al., E-PG-05, at 3;
Leone-Woods, et al., WP-96-E-PG/AP-02, 23. They also argued that the rate proposal is
atool to unilaterally force contract amendments on the customers. Smithet al.,
WP-96-E-PG-05, at 3; Beck, et al., E-WA-13, at 23.
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PGP argued in their testimony that “BPA gives every indication that it intends to make the
1981 contracts as unattractive as possible to push customers into signing new contracts
prior to the termination of the 1981 contracts.” Smith,et al., E-PG-05, at 3. They further
stated that “BPA has increased the costs under the 1981 contract and changed the
operational parameters. Y et, the partial requirements 1981 contract holders are prevented
from accessing the very market upon which these costs are allegedly based.” 1d. PGP

also indicates that “the traditional ‘' PF service' has been repriced in away apparently
intended to make it an uneconomical choice.” Id. at 5. PGP uses as an example of the
lack of choice that customers have, the fact that to take advantage of purchasing Partial
Load Shaping under the 1981 contracts, the customer must become a planned computed
requirements customer. They indicate that this requires the customer to “substantialy
change the way it operates, plans, and schedules’ power. Id. at 9. They stated that
customers who may not want to change their purchase arrangement for “sound business
reasons’ face additional charges and potential penalties. Id.

BPA does not intend to eliminate any service options that customers have under their
1981 contracts. Kitchen, Moorman, EEBPA-41, at 3. Nothing in this rate proposal
changes the provisions of the contract governing customers’ ability to access, or not
access, power markets. Kitchen, Moorman, EBPA-98, a 6. Infact, during ora
argument counsel for PGP told the Administrator that in the upcoming contract
negotiations the Administrator should consider the PGP utilities as “high load factor
customers with choices.” Or. Tr. 2446 and 2449. BPA developed a product and pricing
strategy in this rate case to make its productsmore attractive to customers by designing
different products that meet individual customers needs so that customers pay for only
the products and services they want. Buchanan, et al., E-BPA-11, at 3.

BPA’s goal isto provide customers with more choices in their purchase relationship with
BPA, not less. Kitchen, Moorman, E-BPA-41, at 8. In rebuttal testimony, BPA indicated
that it is not BPA’s intention to push customersinto the 1996 Contracts:

Our intent is to price the package of services that customers are receiving under
the 1981 contract. Our intent isto price various products similarly, whether a
customer purchases them under the 1981 contract or the 1996 Contract. The 1996
Contract will be available for customers who want to purchase a different set of
products than they currently purchase.

Kitchen, Moorman, E-BPA-98, a 8. Infact, thisfinal rate proposal offers customers even
more purchase options under their 1981 contracts than originally included in the initial
proposal. These include, for example, various load shaping options; ability to amend 1981
contracts to avoid the power demand reservation charge; different billing determinants for
different purchase arrangements; and the flexible PF and NR rate options. See generally
infra section 11.

The one choice computed requirements customers do not have is the ability to purchase
exactly the same way they always have, and not face a different set of charges. Thisis
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because BPA is using its contractual right to change rate design to reflect the different
costs to BPA and/or value of various products in the market place. See supra section 2.2.
Customers do have the contractual ability to respond to those price signals, which is
BPA’sintent. Intestimony, and in aline of crossexamination questions by their attorney,
WPAG created a hypothetical example to illustrate how they do not have choices as to
when various charges or penalties apply. However, WPAG confuses customers having
choices about what services they will get with having to pay for those services. They have
achoice of what servicesthey take. If they take those services, they do not have a choice
about paying for them. See generally Tr. 410; Kitchen, Moorman, E-BPA-41, at 5-6, 8.
PGP argues that the way BPA has unbundled its PF service has resulted in a dramatic
increase in the overall rates charged by BPA to the PGP utilities. PGP Pr. Brief,
P-PG-01, a 5-6. PGP provided no evidence to substantiate this claim. However,
assuming it istrue, adramatic increase in overall rates would occur only if the PGP
utilities did not respond to our new rate design. It is possible, that if a utility operated
exactly the way it used to operate, its bill from BPA would increase. However, aswe
have said, that would reflect the change in the costs to BPA of providing those services.
Kitchen, Moorman, E-BPA-41, at 3. However, our customers have extremely flexible
contracts, and we have provided many options for customers to choose to purchase
different packages of products. We fully expect these customers to use those toolsto
respond to the price signals BPA is trying to send through these rates. Inthisway,
customers’ rationa actionsto lower their purchase power costs will also result in lower
costs to BPA and the Region, rather than shifting costs to other customers. Tr443. We
expect thisto be true for metered requirements customers as well, who purchase al, or
nearly al, of their power from BPA. Tr. 442.

RCC stated that customers must have “[e]qually viable and unbiased options for full or
partial requirements service.” RCC Brief, WP-96-B-RC-01, at 2. Thisconcernisa
contract issue. However, as stated above, BPA has priced both the full and partial
requirements service packages. Whether an individual customer sees those packages as
equal will depend on the unique circumstances of the customer.

WPAG equates choices to respond to price signals for unbundled products with wanting
to take load off of BPA. Intestimony they state

[flor unbundled products to provide customers freedom of choice, the customers
must have the freedom to decide whether they will or will not purchase the
product. Bonneville has combined its unbundling proposal with a policy
determination that preference customers must continue to purchase at or near
current Bonneville load levels for the rate period.

Beck, et al., E-WA-13, at 22-23. Within existing contracts, customers have sufficient
flexibility to respond to the price signals BPA is sending through these proposed rates, by
selecting different product packages. As noted above, nothing in this rate case modifies
existing contractual rights.
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2.4 Compar ability

2.4.1 Introduction

With enactment of the Energy Policy Act of 1992 (EPA’92), Congress declared its policy
choice to encourage the development of competitive power markets through the
availability of open transmission access. EPA’92 amended sections 211 and 212 of the
Federal Power Act to allow FERC to order utilities to wheel power over their systems.
The definition of transmitting utility includes a Federal Power Marketing Administration,
such as Bonneville. EPA’92 contains provisions specificaly applicable to the FCRTS. 16
U.S.C. § 824k(i)(1).

Since passage of EPA’92, FERC has actively declared its policy to remove barriersto
competition in the electric energy industry by promoting open transmission access, both
through rulings on a case by case basis and through rulemaking:

Non-discriminatory open access to transmission servicesis critical to the
full development of competitive wholesale generation markets and the lower
consumer prices achievable through such competition. Transmitting utilities own
the transportation system over which bulk power competition occurs and
transmission service continues to be a natural monopoly. Denials of access
(whether they are blatant or subtle), and the potential for future denials of access,
require the Commission to revisit and reform its regulation of transmission in
interstate commerce.

Promoting Wholesale Competition Through Open Access Non-discriminatory
Transmission Service by Public Utilities; Recovery of Stranded Costs by Public Utilities
and Transmitting Utilities, 61 Fed. Reg. 21,540, 21,550, FERC Stats. & Regs. 131,036
(1996) [hereinafter Order 888].

The construct that has emerged relies on the concept of “comparability.” In March 1995,
FERC issued a Notice of Proposed Rulemaking (NOPR) to adopt terms and conditions
for open transmission access. Promoting Wholesale Competition Through Open Access
Non-discriminatory Transmission Service by Public Utilities; Recovery of Stranded Costs
by Public Utilities and Transmitting Utilities, 70 FERC 1 61,357. On April 24, 1996,
FERC announced its final rule, Order 888. As FERC stated:

The Commission found that a voluntarily offered, new open access transmission
tariff that did not provide for services comparable to those that the transmission
owner provided itself was unduly discriminatory and anticompetitive. In reaching
that conclusion, the Commission broadened its undue discrimination analysis. . . to
include afocus on the rates, terms and conditions of a utility’s own uses of the
transmission system.

Order 888, at 21,548.
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The Commission further stated that “[ A]n open access tariff that is not unduly
discriminatory or anticompetitive should offer third parties access on the same or
comparable basis, and under the same or comparable terms and conditions, as the
transmission provider’s uses of the system. 1d., citing American Electric Power Service
Corporation, 69 FERC 161,035 at 61,490, reh’g denied, 72 FERC 1 61,071
(1995)(AEP); see also Southwest Regional Transmission Association, 69 FERC 161,100,
at 61,398 (1994), order on compliance filing, 73 FERC 1 61,147 (1995) (SWRTA).
FERC has applied the comparability standard to “all transmitting utility members of an
RTG.” Order 888, at 21,548, 21,549-50. Bonnevilleisa member of two RTGs. FERC
has also promulgated pricing guidelines that adopt theAEP comparability standard. Order
888, at 21,549. See also Inquiry Concerning the Commission’s Pricing Policy for
Transmission Services Provided by Public Utilities Under the Federal Power Act; Policy
Satement, 59 Fed. Reg. 55,031 (1994) [hereinafter Pricing Guidelines]. In addition
FERC has required that certain ancillary services that are needed to provide basic
transmission service be provided to transmission customers. Order 888, at 21,578. FERC
has also required that jurisdictional utilities must functionally unbundle transmission from
generation. Id. at 21,552.

While Order 888 by its terms does not apply directly to Bonneville, FERC has declared its
intention to apply the policies it announces as broadly as it can through sections 211 and
212 of the Federal Power Act, to promote a national policy of open transmission access.
Id. at 21,572-73. Thus, Bonneville and its customers have been guided throughout the
rate proceeding (and the terms and conditions proceeding) by a desire to arrive at rates,
terms and conditions for access to the FCRTS that would conform to the policies
announced in the Pricing Guidelines, the NOPR, and ultimately, the Final Rule adopted in
Order 888. See, e.g., Metcdlf et al., WP-96-E-BPA-27; Metcalf, et al., TC-96-E-BPA-
03.

A number of parties have stated that the rates, terms and conditions embodied in the
Transmission Settlement Agreement meet the comparability standard. Portland General
Electric, Puget Sound Power & Light, and PacifiCorp stated in their joint brief:

[A]ssuming Bonneville adopts the proposal agreed to by partiesto the
Transmission Settlement Agreement dated April 4, 1996 (“Transmission
Settlement Agreement”), FERC should find that Bonneville's proposed PTP and
NT tariffs are comparable to the Commission’s stage-1 pro forma tariffs.
Bonneville s tariffs should satisfy FERC' s threshold requirement that a power
marketer have transmission open access tariffs that provide comparable services.

PGE, Puget, PacifiCorp Brief, WP-96-B-GE/PL/PS-02, at 4-5. Similarly, the Public
Generating Pool (PGP) stated

Comparahility is a critical issue for all BPA customers who purchase transmission
services from BPA. Much of the transmission terms and conditions testimony by
PGP and others has focused on whether BPA's proposal meets comparability
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requirements. . . . The proposad NT and PTP tariffs, as modified by the
settlement, are arealistic approach to the needs of BPA in operating the Federal
Transmission System while maximizing the customers ability to use the system.
PGP believes that the proposed tariffs contain terms and conditions which are
generaly consistent with FERC's pro forma tariffs. They appropriately balance the
obligation to substantially conform to the pro forma tariffs with the specific needs
of BPA's customersin the Northwest. PGP believesthat NT and PTP tariffs under
the Settlement Agreements are equal to or better than the FERC pro formatariffs
when considered in light of the particularities of the Northwest hydro system and
the historical usage of the Federal Transmission System.

PGP Brief, WP-96-B-PG-01/T C-96-B-PG-01, at 5-6.

2.4.2 Comparable Treatment of Transmission for BPA Power Sales

I mplementing comparability posed some unique challenges for Bonneville. For example,
unlike many transmission providers, Bonneville sells its power at wholesale only. In
testimony, BPA identified two general alternatives for implementing comparability as it
applied to BPA power sdles. Metcalf, et al., E-BPA-27, at 5-6. One alternative would be
to treat the power business as alarge wheeling customer. Thiswould allow BPA to
combine all its business under a single PTP contract or put its requirement sales under
single NT arrangement and the remainder of its business under a single PTP agreement.

The other general aternative would be to apply the tariffs individually to each sale. Inthis
way each customer could choose whether to be a PTP or NT customer. The major
advantage of this alternative is that it is more consistent with principle of transparency.
Each customer would face the same transmission rates, terms and conditions buying from
BPA than if they requested wheeling for an alternative resource or purchase. Metcalf,

et al., E-BPA-27, a 6, A-1, A-2. Thisalternative also has the advantage of allowing the
customers the ability to combine the transmission for BPA power purchases and wheeling
under a single umbrella arrangement. Metcalf, et al., WP-96-E-BPA-84, at 2.

However, it dso could have the impact of putting the BPA Power Business at a
disadvantage relative to its competitors. The PTP tariff allows transmission service to be
provided to both power purchasers and power sellers. Thus, the power business
competitors can purchase transmission from BPA and make fixed price offers for delivered
power. The seller may take the risk that the transmission rates may be different than
assumed, and the seller may be able to utilize their PTP rights to complete a number of
arrangements with varying seasonality and diurnality but that, in total, fit underneath a
single contract demand. Metcalf, et al., WP-96-E-BPA-84, at 3.

In supplemental testimony, BPA proposed a compromise. For its PF, 1P, and NR sales
BPA would apply the tariffs individually to each sale. However, for other business, BPA
will have the same options as other sellers to purchase firm transmission rights and utilize
themin aflexible manner. 1d. at 4.
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As proposed in its Supplemental proposal, BPA will apply the rates and tariffs individually
to each PF, IP, and NR power sale. Thisinsures compliance with the principle of
transparency for these sales. For BPA’s remaining business, the power business will have
the option of purchasing PTP service under the same rates terms and conditions as other
wheeling customers and bundle that transmission with power productsin aflexible
manner. Thiswill allow BPA to compete on an equal footing with other power marketers.
This outcome is consistent with the Settlement Agreement.

2.4.3 Functional Unbundling

|ssue

Whether Bonneville can provide open and comparable transmission service without
functionally separating its power and transmission businesses. Clark Brief,
WP-96-B-CP-01, at 23.

Parties Position

Clark claimsin its brief that BPA excluded from dockets any substantive discussion of

how and when BPA will functionally separate, and argued that functional separationisa
necessary and integral part of the NT and PTP rate schedules and that a proposal that does
not include functional separation is substantively deficient. Clark Brief, WP-96-B-CP-01,
at 23-24. Clark does not cite any testimony to support its position.

Evaluation of Positions

Clark’ s assertions regarding functional unbundling are based on an incorrect assumption:
that Bonneville will not functionally unbundle its power and transmission businesses.
Clark implies that Bonneville should be held to a high standard of proof regarding
functional unbundling. Clark Brief, B-CP-01, at 23. Clark’s position is founded upon an
incorrect reading of FERC's rules. FERC does not require utilities with voluntary open
access tariffs to provide proof of functional separation or include functional separation in
pro formatariffs. FERC has articulated three tests for functional unbundling:

(1) a public utility must take transmission services (including ancillary services)
for al of its new wholesale sales and purchases of energy under the same tariff of
general applicability as do others;

(2) a public utility must state separate rates for wholesae generation,
transmission, and ancillary services,
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(3) apublic utility must rely on the same electronic information network that its
transmission customers rely on to obtain information about its transmission system
when buying or selling power.

Order 888, at 21,552.

Clark’ s assertion that BPA did not present evidence regarding plans for functional
separation isincorrect. Metcalf et al., E-BPA-27, at 3. Infact BPA stated in testimony
that it would meet each of these tests. During this rate proceeding, Bonneville has
consistently recognized and agreed that it would use the tariffs of general applicability for
itsown use of the system. Id. at 3. No one challenged the assertion. Bonneville has also
consistently proposed and supported separate rates for wholesale generation, transmission
and ancillary services. 1d. at 4, 11; see also Rehman, et al., TC-96-E-BPA-04.
Bonneville' srates for ancillary services are discussed in Chapter 13. Finally, Bonneville
has consistently recognized the importance of the real time information network (now
OASIS) in implementing comparability and has taken steps to comply with the OASIS
requirement. Metcalf, et al., E-BPA-27, at 4, see also Arnold, TC-96-E-BPA-05.
Bonneville made the following comments in the Real-Time Information Networks and
Standards of Conduct Docket, RM95-9-000 that led to the adoption of the OASIS final
rule, Order No. 889. Inthose comments, BPA stated that it was

separating its wholesale power marketing function from its transmission system
operations and reliability function to the extent possible under law, and is
establishing a Real-Time Information Network. Finally, BPA will conduct its
future operations consistent with the standards of conduct to the extent possible
under law. However, BPA's ability to isolate the Administrator from decisions
made by either the power marketing or transmission functions or to accomplish
total unbundling or divestiture, should that become FERC' s policy, is constrained
by Acts of Congress that established a single agency conducting both transmission
and power marketing functions, and a single Administrator with all agency powers
and responsibilities. In addition, total unbundling or divestiture would be
substantially complicated by BPA'’s status as a singular financial entity whose tota
debt isretired without regard to the source of the revenues.

In addition, Bonneville plansto file its procedures for compliance with the FERC
Standards of Conduct of Order 889, Open Access Same-Time Information System
(Formerly Real Time Information Networks) and Sandards of Conduct, 61 Fed. Reg.
21,737 (1996), under the reciprocity provisions of FERC’s order.

No further proof of compliance is required as a prerequisite to adopting the proposed
comparable transmission rates, terms and conditions.
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Decision

Although Bonnevilleis not required to prove in a rate case that it will comply with FERC
requirements for functional unbundling, nevertheless there is sufficient uncontroverted
evidence in the record to demonstrate that Bonneville intends to comply with the FERC
requirements for functional unbundling.

2.4.4 Customer Service Policy

|ssue

Whether the retention of Bonneville's Customer Service Policy (CSP) violates the
comparability standard. Clark Brief, B-CP-01, at 26.

Parties Positions

Clark claimsthat “[t]he proposed NT and PTP Rate Schedules are deficient because they
fail to include any disposition, whether by revision or elimination, of Bonneville's current
Customer Service Policy.” 1d. Clark further statesthat “[t]his Customer service policy is
inconsistent with the provision of transmission access and service on a uniform and
comparable basis.” Id.

Evaluation of Positions

Clark does not cite any record evidence to support its position. Clark did not offer any
evidence during the proceeding to support its position. The Customer Service Policy was
raised as an issue by several parties. See e.g., Huntsinger, et al., WP-96-E-
GE/IPIMP/PL/PS/WP-01/TC-96-E-GE/IP/MP/PL/PS/WP-01, at 8-9; Black, et al., WP-
96-E-PG-04/TC-96-E-PG-04, at 18. No party claimed that therate schedules were
deficient because they “fail to include any disposition . . . of Bonneville's current

Customer Service Policy.” Infact, the issue was whether Bonneville's proposed terms
and conditionstariffs should contain referencesto the CSR

In its supplemental/rebuttal testimony, Bonneville testified that it would “apply FERC
standards to determine cost responsibility for construction of new transmission facilities’
rather than utilize the CSP to make these determinations. Metcalf,et al., WP-96-E-BPA-
96, 29-30. Referencesto the CSP have been removed from the transmission tariffs. This
position was reiterated at oral argument. Or. Tr. 2467, 2494.

Decision
Consistent with the settlement agreement and testimony in the record, BPA will apply

FERC standards to determine cost responsibility for construction of new transmission
facilities rather than utilize the CSP for making these determinations.
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25 Settlement
25.1 Introduction

As described above, the Settlement Agreements were signed by most of Bonneville's
customers. However, two partiesto the rate proceeding, Clark Public Utility District and
Association of Public Customers (APAC)(*non-signing parties’) have raised issues
relating to the settlement and have argued that the Administrator should not adopt the
proposals contained in them. See section 2.5.3, below. They have objected on both
substantive and procedural grounds, and have raised issues related to individual provisions
of the Settlement Agreements. Individual issues will be discussed in the appropriate
section of thisROD. The Administrator can adopt the proposals embodied in the
Settlements if they are consistent with sound business principles, supported by substantial
evidence in the hearing record, and otherwise comport with all applicable statutory
requirements.

25.2 Consistency of Settlement Agreementswith Sound Business Principles

Clark urges the Administrator to reject the Agreements for a host of reasons, including the
proposition that the rates and terms and conditions proposed by the Agreements are not
consistent with Bonneville's statutory directives. See, e.g., Clark Ex. Brief, WP-96-R-CP-
01, at 8. Parties who signed the Agreements, on the other hand, have urged the
Administrator to adopt the Settlements. See, e.g., NIU Brief, WP-96-B-NI-01, at 1; PPC
Brief, WP-96-B-PP-01, at 9; Powerex Brief, WP-96-B-BC-01, at 1; PacifiCorp Brief,
WP-96-B-PL-01, at 2-3; RCC Brief, WP-96-B-RC-01/TC-96-B-RC-01, at 8-9; PGP

Brief, WP-96-B-PG-0L/TC-96-B-PG-01, at 5. Seealso Or. Tr. 2376, 2388, 2401, 2413,
2422, 2446, 2455. The signing parties who either briefed or argued the issue urged the
Administrator to adopt the settlementsin their entirety Id.

Clark does not specifically raise the issue of sound business principles. Clark makes many
arguments by assertion with little supporting documentation or record support. In
addition, legal arguments are made on bare assertion without explanation. Clark asserts
that statutory directives are violated, and while Clark recites some statutory standards that
apply, it does not explain how directives are violated. Nevertheless, this section will
analyze the underlying claim that adopting the settlement would violate statutory
directives.

As described in section 1.2 above, Bonneville's rates are to be set to “recoveyin
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 (FCRPS) (including irrigation
costs required to be repaid by power revenues) over areasonable period of years.”

16 U.S.C. §839¢(a)(1). FERC reviews Bonneville' sratesto assure that the repayment,
cost recovery and equitable allocation tests are met. 16U.S.C. 8§ 839¢e(a)(2). During oral
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argument in this proceeding, the PPC argued that the acceptance of the settlement goes
right to the heart of the concept of sound business principles:

| would suggest to you that the sound business principle language found in
[the] Northwest Power Act[,] found in section 7(a)(1)[,] isatried and true
mechanism with new relevance today. | would suggest that sound business
principles alow Bonneville to make the necessary decisions to remain competitive
in this case.

Or. Tr. 2392-94 (PPC). Section 2.1 of this Record of Decision contains a discussion of
Bonneville's need to be competitive and will not be repeated here. Bonneville agrees
however, that settlement of this rate proceeding is consistent with sound business
principles.

Bonneville has routinely faced the issue of “sound business principles’ in itsrate
proceedings. For example, in 1993, parties argued that Bonneville should keep its rate
increase at 14 percent or lessin order to be competitive. Bonneville took the position in
that case, asit doesinthis, that program level issues were not properly part of the rate
proceeding. Administrator’s Record of Decision, 1993 Final Rate Proposal, WR93-A-02,
at 11 (1993 ROD). Inthe evaluation of the position, however, the Administrator stated:

If, viewed as awhole, al reasonable rates actions have been taken to establish the
rates as low as possible consistent with sound business principles--and here it must be
understood that decisions on many issues trade off and factor into decisions on other
issues--the consequence is that the rates are the lowest consistent with sound
business principles. If those rates, however, are not competitive--meaning for rate
determination purposes that BPA cannot recover its costs--the consequence is that
BPA must change some aspect of its business to attain competitive rates.

1993 ROD, WP-93-A-02, at 14. Inthis proceeding the parties have reached agreement
regarding both some rate levels and some cost alocation issues, all with aview to
achieving rates that allow Bonneville to remain competitive {.e., remain in the market),
which is surely consistent with sound business principles, while at the same time
recovering its costs.

Bonneville recognizes that it cannot continue to do business and expect to recover its
costs unless it pays attention to the effect its rate increases have on its competitiveness.
Asthe Administrator stated in the 1993 ROD:

The conclusion that the "lowest possible rates’ standard is a not an operational
standard, but a ratemaking standard, in no way detracts from the fact that BPA
must be concerned with operating in a sound and businessike fashion and
conducting its business so as to assure the Pacific Northwest an economical
power supply. Throughout BPA's history, Congress has expressed its intent that
BPA act in abusinesdike fashion.
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Id. at 15 (emphasis added). Reviewing the statutory underpinnings of “sound business
principles,” the Administrator noted that “section 2(f) of the Bonneville Project Act was
aimed at enabling the Administrator to ‘employ business principles and methods in the
operation of abusiness enterprise...” H.R. Rep. No. 777, 79th Cong., 1st Sess., 3 (June
21, 1945).” Id. A similar purpose was recognized for the budgeting provisions of the
Transmission System Act:

One of the primary purposes of the Transmission System Act was to enable BPA
to rely on stable and flexible funding, so that it could thereby better act in a
timely, orderly and businessike fashion. E.g., S. Rep. 931030, 93rd Cong., 2d
Sess., 78 (July 25, 1974). . . . That Act provides that the budget program of each
wholly owned Government corporation shall "provide for emergencies and
contingencies and otherwise be flexible so that the corporation may carry out its
activities." 31 U.S.C. § 9103(b)(3).

Id. a 16. Finally,

With the passage of the Northwest Power Act, the Administrator's responsibilities
were significantly expanded. Now, the Administrator would be charged with
encouraging cost-effective resource development; assuring the Pacific Northwest
an adequate, efficient, economical, and reliable power supply; protecting,
mitigating, and enhancing fish and wildlife resources; and many other
responsibilities. In all of these undertakings, Congress charged in section 9(b) of
the Northwest Power Act that "The Secretary of Energy, the [Regional] Council,
and the Administrator shall take such steps as are necessary to assure the timely
implementation of this Act in a sound and businesslike manner.” 16 U.S.C. 8§
839f(b).

Id. Asdiscussed in sections 2.2 and 2.3 above, it is consistent with Bonneville's statutory
directions to operate in a sound and businesslike manner to keep rates low in the new
competitive environment. It isalso businesslike to respond to regional views on
comparable rates, terms and conditions for use of the Federal Columbia River
Transmission System (FCRTS). In fact the Settlement Agreements represent substantial
regional consensus that, even after cost reductions had been reflected in BPA's
supplemental proposal, there were additional cost cuts Bonneville could make. Thus, it is
also consistent with businesslike operation to arrive at a mutually agreeable proposal for
determination of issuesin arate proceeding. Finally, given the uncertainty and turmoil in
the utility industry in general at thistime, it is consistent with sound business principles to
offer an element of certainty to customers based on a proposal that is embraced by all but
atiny minority. Such certainty, and the satisfaction it engenders, promotes the widest
possible diversified use of BPA’s power and transmission services.

Although the Ninth Circuit Court of Appeals has not addressed directly Bonneville's
ability to settle rate proceedings, it has expressed strong support of settlement of disputes
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by Bonneville in other situations. InUtility Reform Project v. Bonneville Power Admin.,
in reviewing Bonneville's settlement of litigation arising out of the Washington Public
Power Supply System’s Project Number 3, the Court stated:

[W]e are firmly of the view that this case is heavily colored by the fact that it isa
settlement that we are reviewing. BPA was facing a claim in which the IOUs
estimated their damages as exceeding $2.5 billion; they aready had invested some
$800 million in WNP-3. The litigation promised to assume epic propositions.
There was clearly an overriding public interest in settling the controversy. See,
e.g., United Sates v. Mclnnes, 556 F2d 436, 441 (9th Cir. 1977); Van Bronkhorst
v. Safeco Corp., 529 F2d 943, 950 (9th Cir. 1976). Thisisnot to say that BPA
could act contrary to aclear statutory directive in settling, but if there isroom for
doubt, we ought not to resolve it in a manner that sends the parties back to
litigation. This settlement will therefore be set aside only for the strongest of
reasons. See Cities Serv. Qil Co. v. Coleman Oil Co., 470 F.2d 925, 929 (1<t Cir.
1972), cert. denied, 411 U.S. 967, 93 S.Ct. 2150, 36 L.Ed.2d. 688 (1973).

Utility Reform Project v. Bonneville Power Admin., 869 F2d. 437, 443 (9th Cir. 1989)
(emphasisin original) (URP). Seealso U.S v. Cannons Engineering Corp., 899 F.2d 79
(1st Cir. 1990) (Cannons Engineering) (it isthe policy of the law to encourage
settlements). InCannons Engineering the court described the settlement discussions as

a situation where the cards have been dealt face up and a crew of sophisticated
players, with sharply conflicting interests sit at the table. That so many affected
parties, themselves knowledgeable and represented by experienced lawyers have
hammered out an agreement at arm’s length and advocate its embodiment in a
judicial decree, itself deserves weight in the ensuing balance. [Citation omitted.]
The relevant standard, after all is not whether the settlement is one which the court
itself might have fashioned or considers as ideal, but whether the proposed decree
isfair, reasonable and faithful to the objectives of the governing statute.

Id. at 84. Although Cannons Engineering dealt with a consent decree under the
Comprehensive Environmental Response, Compensation, and Liability Act of 1980
(CERCLA), the situation surrounding the Settlement Agreementsis similar: the rate and
terms and conditions proceedings were fully litigated in the 7(i) process, which is designed
for formal creation of arecord for review; the issues that were litigated and ultimately
settled were controversial and parties had a full opportunity to participate in the creation
of therecord. The agreements reached in the Settlement Agreements represent regional
balancing of interests for this period of transition to competitive power markets.

BPA hastaken care to act in conformance with statutory directives: the Settlement
Agreements preserve rights of parties under the statutorily required 7(i) process because
they are agreed-upon proposals that still must pass muster under Bonneville's organic
statutes and, where applicable, EPA’92. Thus, before deciding to adopt the rate proposals
embodied in the Settlement Agreements, the Administrator must determine that they
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comport with the review standards of section 7(a) of the Northwest Power Act and other
statutory standards. Ratesthat the Administrator intends to submit to FERC for approval
as rates applicable to FERC ordered transmission access must also meet the “not unjust or
unreasonable or unduly discriminatory or preferential” test of EPA’92. 16 U.S.C.
8824k(i)( (i) Indeed the parties agreed and the Transmission Settlement Agreement
states:

The Administrator’s final decision in the Dockets must be supported by and made
based on the records of the Dockets. Neither the fact of this Transmission
Settlement Agreement or the Power and Transmission Partial Settlement
Agreement . . . being concurrently entered into the record of the Dockets, nor any
provision of the Settlement Agreements, nor the fact of the Administrator’s
eventual adoption of the proposals contained in the Settlement Agreementsin any
way evidences a closed mind by the Administrator or constitutes a prejudgment or
predetermination by the Administrator as to any matter at issue in the Dockets, and
no party agreeing to this Transmission Settlement Agreement may argue
otherwise; provided, however, that thisin no way precludes that party from
arguing on the basis of any other evidence that the Administrator has a closed mind
or has prejudged or predetermined any matter at issue in the dockets.

Attachment 1, p. 1, “Proposal.” The same language is found in the Power and
Transmission Settlement Agreement, Attachment 2, p.1, “Proposal.” Non-settling parties
Clark and APAC have claimed that adoption of the Settlement Agreements deprives them
of the procedural guarantees of section 7(i). Procedural issues related to the Settlement
Agreements are discussed in section 14.2.5, below.

The Settlement Agreements are the product of regional consensus. FERC has recognized
the importance of regional consensus in the implementation of open and comparable
transmission access. Seee.g., Order 888, at 21,666-67. Numerous cases demonstrate
that FERC views settlements of disputes reached by the interested parties favorably. See,
e.g., American Electric Power Service Corporation, 71 F.E.R.C. 161,393, at 62,542
(1995) [hereinafter AEP] (may settle in accordance with the NOPR pro formatariffs or
other “agreed to termsthat are fair and reasonable”) cited inUtilicorp United, Inc., 74
FERC /61,138, at 61,492 (1996). Indeed, in AEP, FERC stated “we encourage parties
to the proceedings to attempt to reach settlements consistent with the intent of the
NOPR.” AEP, 71 F.E.R.C. 61,393, at 62,540. That is precisely what the settling parties
have done in the Settlement Agreements.

Similarly, FERC, in approving the Governing Agreements for the WRTA, which BPA has
joined, FERC recognized the importance of regional consensus in implementation of open
and comparable transmission access. See Western Regional Transmission Association, 71
FERC 161,158, at 61,524, n.10 (1995) (“ When we issued the RTG Policy Statement, the
Commission recognized the value of affording flexibility to regional concerns: ‘We have
decided to adopt a policy statement rather than arule because . . . the ongoing
development of RTGs clearly indicates a need for flexibility to adapt to specific
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geographic, operational, historical and other circumstances.’”) The transmission rates and
terms and conditions finally adopted in this proceeding will be submitted by Bonneville to
comply with the governing agreements of the Western WRTA and the Northwest
Regional Transmission Association (NWRTA).

25.3 Compliance of Settlement Agreements with Statutory Ratemaking Standar ds

|ssue

Whether the rates that result from the Settlement Agreements are consistent with
Bonnevill€e s statutory rate directives.

Parties Positions

Clark urges the Administrator to reject the Agreements for a host of reasons including the
proposition that the rates and terms and conditions proposed by the Agreements are not
consistent with Bonneville's statutory directives, although Clark does not specificaly raise
the issue of sound business principles. Clark raises issues about the compliance of
individual provisions of the Agreements with applicable law. Clark Brief, B-CP-01, at 12-
23; Clark Ex. Brief, R-CP-01. APAC arguesthat the underrecovery of delivery cannot be
assigned to Power rates. APAC Brief, WP-96-B-PA-01, at 35. See also APAC EXx. Brief,
WP/TR-96-R-PA-01, at 34. Parties who signed the Agreements, on the other hand, have
urged the Administrator to adopt the Settlements. See, e.g., NIU Brief, WP-96-B-NI-01,
at 1; PPC Brief, WP-96-B-PP-01, at 9; Powerex Brief, WP-96-B-BC-01, at 1; PacifiCorp
Brief, WP-96-B-PL-01, at 2-3; RCC Brief, WP-96-B-RC-01/TC-96-B-RC-01, at 8-9;
PGP Brief, WP-96-B-PG-01/TC-96-B-PG-01, at 5. Seealso Or. Tr. 2376, 2388, 2401,
2413, 2422, 2446, 2455. The signing parties who either briefed or argued the issue urged
the Administrator to adopt the settlementsin their entirety Id.

Evaluation of Positions

As noted above, Clark’s arguments are made by assertion with little supporting
explanation, documentation or record support. This section deals generally with the rate
directives applicable to Bonneville. Individual allegations of inconsistency with or
violation of the rate directives are discussed in the appropriate chapters of this ROD.

As Parties urged in Oral Argument, the Settlement Agreements should be viewed as a
whole, and should not be evaluated based on whether individual sections taken alone
would withstand the statutory tests, but on whether the Settlement Agreements, taken has
awhole, are areasonable solution to the issues presented and litigated in this proceeding.
Seeeg., Or. Tr. at 2376, 2401, 2455. Indeed, the evaluation of Bonneville'sratesas a
whole is the appropriate method of analysis. United States Dep't of Energy--Bonneville
Power Admin., 39 F.E.R.C. 161,078, at 61,208 (1987).
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Repayment and Cost Recovery

Inits brief, Clark raises three issues related to cost recovery. Clark Brief, B-CP-01, 12-
15. Clark repesats these assertions in its Brief on Exceptions. Clark Ex. Brief, R-CP-01, at
6-10, 20-22. In general, Clark arguesthat the rate levels agreed to by the partiesin
settlement will be insufficient to recover BPA’s costs. With regard to the transmission
rate schedules, the PF rate and the Delivery Charge, Clark clams that “[i]f adopted by the
Administrator, the . . . rate levels proposed in the settlement will not generate revenues
sufficient to cover the costs. . . asreflected in the record.” Clark Brief, B-CP-01, at 12,
13, 14; Clark Ex. Brief, R-CP-01, at 8, 10, 20. Clark further states, with regard to the
transmission rate levels, the PF rate level and the delivery charge, “no evidence has been
presented to substantiate this rate reduction by the parties to the settlement agreement.”
Clark Brief, B-CP-01, at 12, 13 and 14. The substantial evidence test is discussed below.

As discussed above in sections 2.2 and 2.3 (competitiveness, sustainable revenues), and
below in section 4.0 (repayment, spending levels and transmission cost recovery), thereis
ample evidence in the record to support the adoption of the settlement rate levels and to
demonstrate that the proposed rate levels are reasonable and will recover costs. Because
thisis a“spending level” issue, measures BPA istaking to insure that it can meet cost
recovery requirements are discussed in the Revenue Requirements chapter, sectiord.2,
and won't be repeated here. Discussion of the PF rate level is found in section 2.6.
Similarly, Clark’s claim that the settlement Delivery Charge will be set alevel below cost
is discussed in Chapter 12, section 12.2.2.

Equitable Allocation

Clark and APAC make several allegations that various cost allocation or rate design
proposals contained in the Transmission Settlement Agreement are inconsistent with the
equitable allocation standard. For example, Clark alleges that a Delivery Charge set at
$9.00 that does not recover the cost of the delivery facilities violates the Northwest Power
Act and constitutes an unduly preferential and discriminatory rate. Clark Brief, B-CP-01,
at 14-15; see dso Clark Ex. Brief, R-CP-01, at 20. APAC claimsthat the assignment of
General Transfer Agreement (GTA) costs and a portion of delivery costs to power
purchasersis a violation of the equitable allocation provision of the Northwest Power Act.
APAC Brief, B-PA-01, at 33-35; APAC Ex. Brief, R-PA-01, at 34. Clark claimsthat
including former Fringe facilities in the Network results in an inequitable allocation of
costs. Clark Brief, B-CP-01, at 28-29; see also Clark Ex. Brief, R-CP-01, at 16-17.

Clark aso argues that allocation of the Delivery facilities charge to power violates the
Northwest Power Act equitable allocation standard. Clark Brief, B-CP-01, 15-16;see
also Clark Ex. Brief, R-CP-01, at 22. In addition, Clark argues that assignment of the
costs associated with General Transfer Agreements to all power customers provides an
unduly discriminatory and preferential transmission rate to Bonneville's power customers
that receive transfer service. Clark Brief, B-CP-01, at 18-19; see also Clark Ex. Brief, R-
CP-01, at 24-25.
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APAC and Clark both claim violations of section 7(a)(2)(C) of the Northwest Power Act
which provides that FERC will confirm and approve Bonneville's rates upon afinding that
“such rates equitably allocate the costs of the Federal transmission system to Federal and
non-federal power using the system.” 16 U.S.C. 8839¢(a)(2)(C)(emphasis added).
Generally, Bonneville alocates the costs of the Federal transmission system by first
dividing the transmission revenue requirement into segments, and then by further dividing
the costs between non-Federal and Federal customers according to use through the
Transmission Rate Design Study (TRDS). The TRDS also determines the assignment of
costs between and within customer classes. This methodology has been used by
Bonneville in prior rate cases and has been approved and confirmed by FERC as a
methodology that equitably alocates the transmission costs between Federal and non-
Federal power using the transmission system. Central Lincoln Public Utilities District v.
Johnson, 735 F.2d 1101, 1129 (1984) [hereinafter Central Lincoln].

In addition to the equitable allocation standard, section 7(a)(1) of the Northwest Power
Act and section 10 of the Transmission System Act provide that the rate must be
established to recover the costs associated with transmission of electric power “in
accordance with sound business principles.” 16 U.S.C. 8839(a)(1), 16 U.S.C. § 838h.
Section 7(a)(1) of the Northwest Power Act incorporates by reference section 9 of the
Transmission System Act, which provides that rates “shall be fixed and established: (1)
with aview to encouraging the widest possible diversified use of electric power at the
lowest possible rates to consumers consistent with sound business principles.”

16 U.S.C. § 8389 (emphasis added). Similar language is also contained in section 5 of the
Flood Control Act. 16U.S.C. § 825s.

Taken together, the “equitable allocation” and “widest possible use consistent with sound
business principles’ standards evince a Congressional intent to give BPA's substantial
ratemaking discretion. The equitable allocation standard does not expressly or implicitly
mandate that each of Bonneville' s transmission rates must reflect costs that are equitably
allocated between Federal and non-Federal power. It requires fairnessin allocating the
transmission costs between Federal and non-Federal power using the systemin the

aggregate.

Thisview isreinforced by reference to two cases where the “widest possible use standard”
or an analogous standard were examined and found to be such a broad grant of discretion
asto constitute an “action committed to agency discretion by law” within the meaning of
the APA. The Ninth Circuit analyzed the “ most widespread use” language of the Flood
Control Act and found that the standard was “too vague and general to provide law to
apply.” City of Santa Clara, Cal. v. Andrus, 572 F.2d 660, 668 (9th Cir. 1978). In
Pacific Power & Light Co. v. Duncan, the District Court for the District of Oregon
determined that BPA'’s statutory ratemaking directives do not require Bonneville to
establish rates that are limited to “cost of service” standards. Pacific Power & Light Co.

v. Duncan, 499 F. Supp. 672 (D.C. Or. 1980) [hereinafter PP&L]. The PP&L court
rejected the argument that multiple references to cost recovery required Bonneville to
adopt strictly cost-based rates. As noted by the court, “[d]espite all the referencesto cost,
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the. . . quoted passages do not support an inference that cost is the only basis upon which
rates may be computed.” PP&L, 499 F. Supp. at 683 (emphasisin original). Moreover,
the PP&L court ultimately held that BPA's “statutory schemes, taken as a whole, invest
the [Administrator] with. . . broad ratemaking discretion. . . .” 1d. The court expressly
considered the equitable allocation standard of section 10 of the Transmission System Act
to support this holding. Id.

Furthermore, Section 7(e) of the Northwest Power Act, grants the Administrator
considerable rate design discretion, including the ability to determine the appropriate
method for recovering transmission costs that have been allocated to Federal use. Section
7(e) provides that “[n]othing in this chapter 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).
Accordingly, where atransmission rate is based upon something less than actual

embedded costs of the service, such as the Delivery Charge, Bonneville' s ratesin total
certainly can still be designed to insure that the costs of the transmission system are
equitably alocated and recovered.

In this rate proceeding Bonneville proposed various new methods of segmenting (or
alocating) the costs of the Federal transmission system to achieve rate comparability.
Bonneville generally followed the segmentation methodology approved irCentral
Lincoln. Parties opposed many of BPA’s transmission cost allocation or rate design
proposal, on the basis that it would result in unfairness. These controversial issues were
fully litigated in the rate case. As described above, Bonneville and the vast mgjority of its
customers have reached agreement on a proposal for allocation and recovery of the costs
of the transmission system. The Transmission Settlement Agreement was intended to
provide a global solution to the thorny problems posed by a shift to a comparable, open-
access transmission scheme. Thus it provides that for a 5-year transition period certain
costs will be allocated in certain ways in order to achieve the fairness that the equitable
alocation standard contemplates.

Pursuant to the settlement agreement Bonneville has assigned the GTA costs to Federal
power as the user of those facilities. In addition, the primary users of the Delivery
segment are Bonneville' s Federal power customers. Accordingly, where Bonneville has
not recovered these costs in specific transmission rates, Bonneville may use its rate design
discretion to assign the costs to Federal power customers in another manner. Bonneville
has done this by identifying these costs in the TRDS as costs to be assigned to the
Bonneville Power Business. The Bonneville power business, then may exercise its rate
design discretion to determine how to recover these transmission costs.

Similarly, Clark argues setting the Delivery Charge at arate below the cost of service and
assignment of the GTA coststo all power customers provides an unduly discriminatory
and preferential transmission rate to Bonneville's power customers that receive transfer
service. Clark Brief, B-CP-01, at 18-19; Clark Ex. Brief, R-CP-01, at 20, 24. Clark
provides no explanation of why this treatment is unduly preferential and discriminatory.
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Bonneville does not agree that the assignment of the GTA coststo all power customers
provides a discriminatory and preferential rate to power customers served by transfer.
Clark does not explain why Bonneville should be required to alocate the costs of transfer
only to the customers served by transfer, instead of defining classes of customers more
broadly, asit has done in previous rate cases. To distinguish delivery customers who are
served by transfer from customers for whom Bonneville built facilities might in itself result
in an unduly preferentia or discriminatory classification.

Although, the ratemaking directives do not specify how Bonneville must design its rates,
Bonneville's rates must represent a reasonable accommodation of conflicting policies that
are committed to its care by statute. Aluminum Co. of America v. Bonneville Power
Administration, 903 F.2d 585 (9th Cir. 1989). Accordingly, consistent with sound
business principles, and to achieve the widest possible use of electric power at the lowest
possible rates, it is appropriate for Bonneville to establish the Delivery Charge at arate
less than the cost of service, and assign GTA costs to power and recover the GTA costs
for such facilities and the delivery costs not recovered by the Delivery Charge from all
power customers.

As described in the next section, Clark impliesin its brief that the ratemaking requirements
applicable to Bonneville pursuant to section 212(i) of the Federal Power Act (FPA) apply
generaly to all of Bonneville'srates. They do not. The ratemaking standards of section
212(i)(1)(B)(ii) apply only to transmission service ordered by FERC under section 211 of
the FPA. 16 U.S.C. § 824k(i). FERC has issued no order requiring Bonneville to provide
transmission over the GTA facilities. Accordingly, the “not unjust or unreasonable or
unduly discriminatory or preferential” standard of section 212(i) of the FPA are not
applicable.

Bonneville will continue to treat all power customers as a single class, including customers
served by transfer, and will assign GTA costs and costs not recovered by the Delivery
Chargeto power. Thistreatment does not result in undue discrimination and is not
preferential. Assignment of the GTA costs and unrecovered delivery costs to power is
also consistent with the Settlement Agreements. In fact, the signing parties agreed that
they could not argue that the Transmission Settlement Agreement does not meet the
requirements for a FERC Stage One filing, which means that the proposed rates, terms
and conditions satisfy the pro forma tariffs, including the applicable rate review standards.

Not Unjust, Unreasonable, Unduly Discriminatory or Preferential

As described above in section 1.3.1, the EPA’ 92 included new authority for FERC to
order access to utility transmission systems, including the authority to order access to the
FCRTS. Asnoted there, Congress added an additional standard to be applied to rate
determinations for FERC ordered transmission access: “no rate for the transmission of
power on the system shall be unjust, unreasonable, or unduly discriminatory or
preferential, as determined by the Commission.” 16 U.S.C. 8§ 824k(i)(1)(ii) (1985 &
Supp. 1993). The conference report on EPA'92 and the fact that the final language does
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not incorporate sections 205 and 206 makes clear that Congress intended the "unjust and
unreasonable” standard to be applied consistently with the existing requirements for
repayment, cost recovery, and equitable allocation. 16 U.S.C. § 839(a)(2); H.R. Conf.
Rep. No. 102-1018, 102nd Cong., 2d Sess., 389 (1992),reprinted in 1992 U.S.C.C.A.N.
2480. The new standard does not override existing statutes as Clark asserts. Clark Brief,
B-CP-01, at 3. Clark also misstates the applicable EPA’92 standard and also claims that it
applies generally to BPA’stransmission rates. Id. FERC has held the that the EPA’92
standards apply only to access ordered by FERC under section 211. U.S. Department of
Energy--Bonneville Power Admin., 67 F.E.R.C 161,351 (1994). Inthisrate proceeding,
Bonneville has proposed comparable rates to be used with open access transmission tariffs
designed to meet the standards and to be available for FERC-ordered access.

FERC has not yet applied the “not unjust or unreasonable” standard to any of BPA's
rates. 1n applying the “just and reasonable” standard found in Federal Power Act sections
205 and 206, FERC has approved the rates if they were in a“zone of reasonableness.”

The “zone of reasonableness’ test is helpful when applying the EPA’92 standard. The
Supreme Court has defined this "just and reasonable” standard as delimiting a zone of
reasonableness between arate so low as to be ataking, and arate set higher than the value
of the serviceto the ratepayer. See Federal Power Comm'n v. Conway Corp., 426 U.S.
271, 278 (1976). A "just and reasonable" rate should allow the utility a profit, and a
below market value, no-profit rate is confiscatory unless a higher rate would be prejudicial
to the public ratepayer. Duquesne Light Co. v. Barasch, 109 S.Ct. 609, 615 (1989)
(citations omitted). This balance between the investor and public interests is the goal of
the "just and reasonable" standard found in sections 205 and 206 of the Federal Power
Act. 16 U.S.C. 88 824d,e (1988). The “just and reasonable” standard as described by the
courts for profit-making utilities is not a perfect fit to determine that rates are “not unjust
and unreasonable” for a Federal power marketing agency that has no investors. However,
what is clear isthat FERC will review the rates that are subject to the “not unjust or
unreasonable”’ standard to assure that they are neither too high nor two low, balancing the
interests of ratepayers and investors (or in Bonneville's case, the United States Treasury).

Bonneville's existing statutory standards contain analogous provisions. For example, the
Administrator must establish rates to meet the widespread use and lowest possible rates
standards discussed in section 1.2.1. Thus, the Administrator considers the effect on the
ratepayer in determining the rate levels. In this case the need to keep rates at alevel to
allow BPA to remain competitive serves to assure that the rates will not be set too high.
Similarly, setting rates to assure repayment and recover costs protects Bonneville's major
investor, the United States Treasury. That is, in determining that the Administrator has
met the repayment and cost recovery requirement of the Northwest Power Act §7(a),
FERC will aso be determining that the rates are not too low. Application of these tests
achieves a balancing comparable to that contemplated by the zone of reasonableness test.
The zone of reasonableness test also means that there may be many rates that are just and
reasonable. Thusthere isroom for the Administrator to exercise discretion and make rate
decisions that satisfy the standards and the Settlement Agreements.
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The other standard contained in the EPA’ 92 section applicable to rates for FERC ordered
transmission access is that such rates not be “unduly discriminatory or preferential.”
Again, reference to existing precedent on discrimination is instructive, although not
controlling. In general, even a substantial disparity in rates charged does not equate to
undue or unreasonable discrimination. “Differences in rates are predicated upon

differencesinfacts....” &. Michaels Util. Comm'nv. FPC, 377 F.2d 912, 915 (4th Cir.
1967). Appellate review islimited to determining “whether the record exhibits factual
differencesto justify . . . . differences among rates charged.” 1d., see also Environmental

Action, Inc. v. FERC, 939 F.2d 1057 (D.C. Cir. 1991)(there is no undue discrimination “if
there are rationa reasons for treating [a particular group] differently.”)

Clark has alleged that customers served by transfer are “receiving subsidized transmission
service which provides an unduly discriminatory and preferential transmission rate to
[them].” Clark Brief, B-CP-01, at 19; see also Clark Ex. Brief, R-CP-01, at 24-26. As
discussed above, this treatment does not result in undue discrimination.

Despite Clark’s attempts to denigrate the importance of the Settlement Agreements, they
should be viewed as indications of general agreement in the region that the rates they
propose achieve afair balancing of interests. Thisis especially true in light of the fact that
the Settlement Agreements cover a5 year transition period toward a fully competitive
market.

The Settlement is Supported by the Rulemaking Record

As noted above, the parties urged the Administrator to adopt the Settlement Agreements
asawhole. Whether each specified term of each agreement is supported by reasonable
and substantial evidence is discussed below. See the discussion of the PF rate levels at
section 2.6, availability charge at section 11.3.3, and partial load shaping in section
11.2.1.4. Similarly, the discussion of consistency of specified resolutions of transmission
issues in the Transmission Settlement Agreement with statutory requirements will be
found in Chapter 12.

Regarding unspecified issues, Transmission Settlement Agreement provides:

Except as otherwise specified in this Transmission Settlement Agreement, the
Administrator should establish all other transmission rates in the dockets in the
manner proposed by Bonneville in its Supplemental Proposal, including errata,
subsequent record revisions, and its subsequent testimony.

Attachment 1, p.3, “Transmission Rates.” The parties clearly intended the Transmission
Settlement Agreement to be a global settlement of transmission issues. Bonneville's
supplemental proposal is found in its supplemental studies, see generally Supplemental
Transmission Rate Design Study, WP-96-E-BPA-62; Supplemental Segmentation Study,
WP-96-E-BPA-59; testimony, see generally WP-96-E-BPA-84; WP-96-E-BPA-85; WP-
96-E-BPA-86; WP-96-E-BPA-96; errata, WP-96-E-BPA-62(E1); and in transcripts of
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cross examination. Because Bonneville's supplemental proposal is contained in the
rulemaking record, and the parties have agreed that, with regard to issues not specified in
the Transmission Settlement Agreement, Bonneville should adopt its supplemental
proposal, there is substantial evidence in the record to support the decision.

Decision

The adoption of the proposals embodied in the Settlements is consistent with sound
business principles, supported by substantial evidence in the hearing record and
comportswith all applicable statutory requirements. The Agreements represent
substantial regional consensus on the issues addressed in them, including transmission
rates and the form of the open-access tariffs to be adopted by BPA. For these reasons,
and also based on decisions made in other sections of this Record of Decision, the
Settlement Agreements are hereby adopted.

2.6 PF Rate L evel

|ssue

Whether reducing the PF rate to an average 24.4 mills kWh is substantiated by the
record.

Parties Positions

Clark argues that the settlement rates are too low and will not allow Bonneville to recover
itscosts. Clark Brief, WP-96-B-CP-01, at 12-15; Clark Ex. Brief, WP-96-R-CP-01, at
10-12.

Parties who signed the Agreements, on the other hand, have urged the Administrator to
adopt the Settlements as comporting with law and the record in this case. See, e.g., NIU
Brief, WP-96-B-NI-01, at 1; PPC Brief, WP-96-B-PP-01, at 9; Powerex Brief, WP-96-B-
BC-01, at 1; PacifiCorp Brief, WP-96-B-PL-01, at 2-3; Requirements Customer Coalition
Brief, WP-96-B-RC-01/TC-96-B-RC-01, at 8-9; PGP Brief, WP-96-B-PG-01/TC-96-B-
PG-01, at 5. Seealso Or. Tr. 2376, 2388, 2401, 2413, 2422, 2446, 2455.

BPA's Position

Reducing the PF rate to an average 24.4 mills kWh is substantiated by the record, is
required to provide competitive rates, and is appropriately based on additional cost cuts
made during this case by the Administrator.

Evaluation of Positions

Clark, by virtue of its membership in WPAG, had exhorted BPA throughout the testimony
and briefsit submitted in this rate case to become more competitive by, among other
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things, lowering itsrates. Carr, Wolverton, WP-96-E-PP/DS/PA/PG/RC/WA-01, at 4;
WA Pr. Brief, WP-96-P-WA-01, at 8. Even so, Clark now, in an apparent effort to derail
the rate case settlement, complains as follows:. "If the proposed average PF-96 Rate is
adopted by the Administrator, it will not generate sufficient revenues to cover the costs of
the service being provided as reflected in the record.” Clark Brief, B-CP-01, at 13;see
also Clark Ex. Brief, R-CP-01, at 11. Later, and somewhat ambiguoudly, Clark

concludes. "Absent further cost reductions, the PF-96 Rate proposed in the Settlement
Agreements will violate Bonneville's statutory due [sic.] to set rates at alevel reasonably
expected to cover the cost of the service provided.”Id. at 13-14. One could infer from
this latter statement that Clark's argument is ssimply an exhortation to the Administrator to
make additional cost cutsto support the settlement rates. However, initsBrief on
Exceptions, Clark reiterates its position that Bonneville's adoption of cost reductions are
“bare assertion[s]” and are not a substitute for record evidence of cost reductions. Clark
Ex. Brief, R-CP-01, at 9. Whatever Clark's motivation, as hereafter demonstrated,
reducing the PF rate to an average 24.4 mills kWh is substantiated by the record, is
required to provide competitive rates, and is appropriately based on additional cost cuts
made during this case by the Administrator. The reduced rate clearly effectuates the
Administrator's responsibility under Northwest Power Act section 7(a) to establish rates to
recover costs in accordance with sound business principles, 16 U.S.C. § 839¢(a)(1).

Therecord in this case is replete with warnings that BPA must reduce its ratesiif it wishes
to survive asabusiness. Nearly al of BPA’s current sales are at risk from competition
because all of BPA’s sales are in the wholesale power market. Moorman, Evans, WP-96-
E-BPA-65, at 11. Parties representing every segment of BPA’s customer base--investor-
owned utility, direct-service industry, and public utility--have acknowledged the fact that
BPA isfaced with an increasingly competitive market and is at risk of losing a significant
portion of its salesif it does not charge prices for its products and services that are
competitive. See, e.g., Brattebo, WP-96-E-GE/PL/PS-03, at 2; Schoenbeck, Bliven, WP-
96-E-DS-01, at 3-4; Drummond, WP-96-E-RC-01; Piper, WP-96-E-RC-05, at 1, 7;
Eldridge, et al., WP-96-E-PP-01, at 1-3; Beck, et al., WP-96 -E-WA-01, at 6-11; Carr,

et al., WP-96-E-PP/PA-03, at 4. Most have urged BPA to become more competitive if it
isto stay in business and collect sufficient revenues to meet its statutory obligations. See,
e.g., PPC Brief, WP-96/TR-96-B-PP-01, at 9-11; WPAG Brief, WP-96-B-WA-01, at 2-5;
RCC Brief, WP-96-B-RC-01, at 1-5; DSI Brief, WP-96-B-DS-01, passim; Piper, WP-96-
E-RC-05; Eldridge, et al., WP-96-E-PP-01, at 1-3.

In fact, during the course of this rate proceeding, BPA has continued to lose load
notwithstanding the fact that its proposed rates generally represent a significant reduction
compared to existing rate levels for most customers. Since BPA filed itsinitial proposal in
July 1995, it has lost approximately 700 aMW of DS| salesto aternative suppliers, and
projections of public utility purchases from BPA have been reduced to account for utilities
that are actively seeking other suppliers. Moorman, Evans, E-BPA-65, at 6; Supplemental
L oads and Resources Study, WP-96-E-BPA-57, at 13; Supplemental Loads and
Resources Documentation, Vol. 1, WP-96-E-BPA-57A, at 229. Additional evidence
suggested that BPA'’s proposed rates were above the market price of power, in spite of
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the significant reduction from their current levels. Carr, et al., WP-96-E-PP/PA-03, a 4;
Moorman, Evans, E-BPA-65, at 9; Beck, et al., E-WA-01, at 8; Schoenbeck, Bliven,
E-DS-01, at 2.

Clearly, BPA’s sales must be earned through competitive prices and quality, reliable
service. “BPA would virtually assure that it would lose some or all of the load from many
of these utilities” if BPA cannot deliver competitive rates. Piper, E-RC-05, at 7; see also
Eldridgeet al, E-PP-01, at 3. Failureto meet the competitive challenge will make it
increasingly difficult, and ultimately impossible, for BPA to meet its statutory mission,
including its cost recovery and Treasury repayment obligations. Moorman, Evans, E-
BPA-09, at 26.

During the course of this rate proceeding BPA's customers, including Clark through its
participation in WPAG, urged BPA to redouble its cost cutting efforts. Carr, Wolverton,
E-PP/DS/PA/PG/RC/WA-01, at 4; Piper, E-RC-05, at 3; Beck, E-WA-13, at 12; Carr, E-
PP/PA-03, at 5. WPAG, which then included Clark, complained that BPA was "providing
insufficient attention to cutting its costs, and therefore the overall level of itsrates. Asa
result, Bonneville's customers are even more determined to seek power supply elsewhere,
which in turn jeopardizes Bonneville's financial position further and makes repayment of
funds owed to the United States Treasury less and less likely."WA Pr. Brief, WP-96-P-
WA-01, at 8. Thisbelief that BPA could cut additional costs was fundamental to the
discussions that resulted in the settlement proposals.

Outside this rate case, as observed earlier, BPA has been struggling to market its power
and to effectively compete. Day to day changes in the utility industry clamor for BPA to
position itself to become more competitive for both the short term and the long term.
Even as BPA's Draft Record of Decision was being written, one of the Pacific Northwest's
lowest cost investor-owned utilities announced a plan to allow a portion of its industrial
load to obtain retail wheeling and access aternative power suppliers.

In response to pressures such as these, as well as competitiveness concerns raised in the
rate case, the Administrator has acted to cut costs. Section 4.1.2 of this Record of
Decision and Appendix A to the Final Revenue Requirement Study, WP-96-FS-02, specify
actions taken by the Administrator to cut costs, and thereby to provide more competitive
rates. These cost cuts and program level redeterminations have been made on the basis of
all information known by and made available to the Administrator. His determination
considered and factored in information from BPA's internal budget process, budget
revisions submitted by other entities, the rate case (even if the material was stricken),
Congressional Hearings, the Congressional budget process, meetings held with customers
and interested third parties, and any other source. Implementation of the Northwest
Power Act in atimely and businesslike manner warrants this approach.

These cost cuts, as well as the overwhelming record evidence that Bonneville must reduce
itsrates, provides ample and compelling support for the reduction of the average PF-96
rate to 24.4 millskWh. The fact that all but afew of BPA's customers support the
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Settlement Agreements, with their reduction, well nigh dictate that the reduced rates be
achieved unless the law would require otherwise.

Clark’s aim appears simply to be to upset the Settlements, as opposed to urging cost cuts
by the Administrator to assure achievement of the lower rates, because it complains that
the Administrator's cost cuts were not formally entered into the rate case record before
this time for consideration. Clark Ex. Brief, R-CP-01, at 10-12. Such aclaim must fall
for at least three reasons. Firgt, it would defeat the purpose of conducting a Northwest
Power Act section 7(i) proceeding. Second, it would perversely preclude reduction of
rates based on budget actions that the Administrator has determined, based on business
needs faced outside the rate case, must be taken to enable BPA to compete. Third, it
ignores the fact that program and budgetary issues are properly determined outside the
rate case as a matter of law.

First, a central purpose of conducting a Northwest Power Act section 7(i) proceeding isto
enable parties to influence the Administrator's final decision establishing rates. See, 16
U.S.C. 8§ 839¢(i)(2), (i)(5); Central Lincoln Peoples Util. Dist. v. Johnson, 735 F.2d

1119, 1118 (9th Cir. 1982) [hereinafter Central Lincoln]. It would border on the absurd
to suggest that at the end of a case like this, the Administrator could not adjust his
proposal—i.e., reduce rates—in response to the overwhelming chorus that he must do so
just because evidence had not earlier been placed in evidence to achieve cost cuts
necessary to reduce the rates. Asrecognized by the Court inCentral Lincoln, the
Administrator must enjoy the freedom to respond to parties suggestions, and this freedom
is "supported by the language of section 7(i)(5), which provides no right of rebuttal for
materials 'developed’ by the Administrator, presumably in response to received
commentary.” |d.

Second, and related to the first, if the Administrator were to conclude from competitive
pressures and other day-to-day business events outside the rate case that Bonneville was
facing serious customer losses and must therefore cut costs to better competitively
position Bonneville, it would contravene sound business principles to preclude rate
reductions based on those cost cuts simply because they were achieved following close of
the formal evidentiary record. Northwest Power Act section 7(a) requires that the
Administrator establish and revise rates to recover costs "in accordance with sound
business principles,” and section 9(b) of the Act requires that the Administrator implement
the Northwest Power Act in "a sound and businesslike manner.” 16 U.S.C. 88 839¢(a)(1),
839f(b). It would be unsound and unbusinesslike to preclude the Administrator from
establishing rates based, in part, on cost cuts he, as the head of Bonneville, has determined
to make, whenever he determines to make them.

This, then, leads to Bonneville's consistent position that programmatic decisions and
program level issues are not properly part of the rate proceeding. The full basis for BPA's
position was detailed in the 1993 rate case, and will be incorporated by reference herein,
rather than repeated in detail. See Administrator’s Record of Decision, 1993 Final Rate
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Proposal, WP-93-A-02, at 11, 319-329, 333-340 (1993 ROD). Parts of that position will
be repeated and summarized here.

BPA’s Federal Register Notice of 1996 Proposed Wholesale Power Rate and
Transmission Rate Adjustment, 60 Fed. Reg. 36464, 36465 (1995), states that

BPA’s spending levels are developed as a part of its Business Plan,
which includes a public comment process. They are also determined as a
part of the Federal budget process.

Pursuant to Section 1010.3(f) of the Procedures, the Administrator
directs the Hearing Officer to exclude from the record any material
attempted to be submitted or arguments attempted to be made which in any
way seek to visit the appropriateness or reasonableness of BPA’s decisions
on spending levels, as included in BPA’s cost evaluation period of FY 1996
through FY 2001 and itstest period revenue requirement for FY's 1997
through 2001. If, and to the extent, any re-examination of spending levels
IS necessary, that re-examination will occur outside the rate case.

(Emphasis added.) This position is supportable as a matter of law and sound business
policy.

Section 7 of the Northwest Power Act governs BPA rate proceedings. Section 7(a)(1)
requires that rates 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 Federal
Columbia River Power System (including irrigation costs required to be
repaid out of power revenues) over areasonable number of years and the
other costs and expenses incurred by the Administrator pursuant to this Act
and other provisions of law.

Section 7(a)(1) requiresratesto be set to recover costs associated with al of BPA’s
activities. Programs and program levels are not part of the rate case, but the rates must
recover the costs of those programs. BPA interprets section 7 not to alow litigation of
those activities, program levels, and budgetsin the rate case. 1993 ROD, WP-93-A-02, at
319-329.

While BPA isdirected to conduct its business in a sound and businesslike manner, e.g., 16
U.S.C. 8§ 839f(b), and is charged with delivering many products and services, no statutory
link is ever drawn between those responsibilities and the ratesetting requirement of the
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lowest possible rates consistent with sound business principles. Section 5 of the Flood
Control Act simply provides in pertinent part that BPA

shall transmit and dispose of such power and energy in such manner as
to encourage the most widespread use thereof at the lowest possible
rates to consumers consistent with sound business principles, . . . Rate
schedules shall be drawn having regard to the recovery . . . of the cost
of producing and transmitting such electric energy, including the
amortization of the capital investment allocated to power over a
reasonable period of years.

16 U.S.C. § 825s. Clearly, the incurrence of costsis not the object of this language;
rather, the language is directed to the marketing of power and setting rates as low as
possible consistent with sound business principles to recover the cost of the power,
whatever those costs are. Section 7(a) of the Northwest Power Act—in directing BPA to
set itsrates to recover its costs—similarly takes costs as a given for the ratemaking
process. While section 2(2) of the Northwest Power Act indicates that one of the Act's
purposes is to "assure the Pacific Northwest of an adequate, efficient, economical, and
reliable power supply,” 16 U.S.C. § 839(2), that purpose is one of many overarching
purposes enunciated in section 2 of the Act, none of which are the "lowest possible rates
consistent with sound business principles.” It isinappropriate to confuse an economical
power supply with a power supply priced at the lowest possible rates consistent with
sound business principles.

Section 7(a) of the Northwest Power Act's ratemaking requirements provides that rates
shall also be established in accordance with the requirements of section 9 of the
Transmission System Act and section 5 of the Flood Control Act of 1994. 16 U.S.C. 8
839¢(a)(1). Section 9 of the Transmission System Act requiresin part that BPA set rates
having regard to the recovery of its costs and "with a view to encouraging the widest
possible diversified use of electric power at the lowest possible rates to consumers
consistent with sound business principles. . .." 16 U.S.C. § 838g. As previously noted,
the Flood Control Act issimilarly worded. 16 U.S.C. § 825s.

However, the statutory requirements that BPA "establish™ or "periodically review and
revise" or "fix and establish” itsrates "at the lowest possible rates to consumers consistent
with sound business principles,” cannot be read as concerning anything more than just
that, the establishment of rates. 16 U.S.C. § 838g; 16 U.S.C. 8 839¢e(a)(1). Therates can
be no lower than would be consistent with sound business principles. 16 U.S.C. § 838g.
In addition, rates are to be established to "recover, in accordance with sound business
principles, the costs' financially borne by BPA. 16 U.S.C. 8 839¢(a)(1). Recovering the
costsis, however, a matter separate from the incurrence of the costs.

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 reasonably foreseeable financial, political, and operational situation
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of BPA and the region. Issues of competitiveness and keepingcosts as low as possible
have played an important role in the determination of what program costs to cut, and how
far. Factors also considered by the Administrator in making those program cuts included
such judgmental matters as increasing financial, economic, and environmental
uncertainties; providing the services expected and demanded by BPA's customers and the
region, while maintaining competitive rates; the demands on BPA's existing resources;
BPA's environmental commitments to protect and enhance the region's natural resources,
the need and desirability of program stability; and the need to increase overall confidence
in BPA's financial soundness. These are al matters of judgment that clearly fall within the
penumbra of implementing the Northwest Power Act in a sound and businesslike manner.
However, these matters cannot be said to constitute matters of "establishing rates’ under
section 7(i) or as defined in theProcedures Governing Bonneville Power Admin. Rate
Hearings, section 1010.2(j), 51 Fed. Reg. 7611 (1986).

Decision
Reducing the PF rate to an average 24.4 mills kWh is substantiated by the record,
isrequired to provide competitive rates, and is appropriately based on additional

cost cuts made during this case and outside this case by the Administrator.

2.7 Five-Year Rates

Since passage of the Northwest Power Act, BPA has developed its power rates for atwo-
year term, except for its Surplus Firm power rates. Power rates also have included a
mechanism to allow for an interim adjustment if costs or revenues deviated from those
expected when the rates were developed. Inthe 1996 rate proposal, BPA is breaking
from tradition and developing rates for a 5-year period, except for the Firm Power and
Services (FPS) rate, which is proposed for a 10-year term. BPA also is proposing not to
include any interim adjustment mechanism in its rates. BPA proposes to develop rates for
more than atwo-year term in order to better compete and in response to customers need
for price certainty and stability over alonger time horizon. Moorman, Evans, EBPA-09,
at 29. BPA’'ssales are entirely at the wholesale level and thus are not protected by
franchise rights or service territory grants by state law. Tr. 336. AsPPC warns, “in order
for BPA to continue to thrive in this competitive environment, it must provide power and
transmission products and services at prices that its customers are willing to pay over an
extended period of time.” Eldrige, et al., WP-96-E-PP-01, at 2 [emphasis added].

In response to its customers need for price certainty, BPA initially proposed optional
5-year Priority Firm Power (PF), Industrial Firm Power (1P), and New Reurce Firm
Power (NR) rate schedules, in addition to its traditional 2-year rate schedules. Metcalf,
et al., WP-96-E-BPA-18, a 2-6. Therates offered in the 2- and 5-year rate schedules
were the same, but the 5year rates were available only to customers making a
corresponding 5-year purchase commitment. 1d. Dueto customers positive response to
the longer term rate and a desire to smplify the rate filing, in its supplemental proposal
BPA €eliminated the dual rate schedules, and instead proposed to establish the PF, 1P, and
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NR rates for a 5-year rate period. Metcalf, et al., WP-96-E-BPA-74, at 2-3. Although
BPA eliminated the dual rate structure, it did not eliminate the condition of a contractual
purchase commitment to lock in the rate for the Syear period. Id. If acustomer does not
make a 5-year purchase commitment, BPA retains the discretion, if needed, to revise the
rates during the 5-year period. Id. AsBPA witnessestestified, if the rates are performing
satisfactorily, there may be no need to revise them before the end of the Syear period. 1d.
In that case, customers would continue to purchase under the 1996 rates until the rates
were revised, even without a contractual commitment. Id.

In addition to proposing longer term rates, BPA proposes not to include any provisions
for interim rate adjustments in its rate schedules, which will increase the rate certainty for
its customers. Metcalf, et al., E-BPA-18, at 2-6; Arnold, et al., WP-96-E-BPA-15, at 4-
5. Customers who commit to purchase power from BPA for five years also will be able to
lock in the price for all of the supporting services for that term, such as transmission and
load shaping. Buchanan, et al., WP-96-E-BPA-11, at 12.

Most of BPA’s public utility and cooperative customers applaud BPA’s proposal to put in
place a 5-year rate without an interim rate adjustment. Nelson, WR96-E-RC-02, &t 6;
PPC Brief, WP-96-B-PP-01, at 11; Saven, WP-96-E-NI-02, at 13-14. The Northwest
Irrigating Utilities (N1U) believe that including a mandatory rate adjustment would lessen
BPA'’s attractiveness as a business partner. As stated by RCC, “BPA’s offer of five-year
ratesisin direct response to customer appeals for rate certainty over time. . . . BPA'sfive
year-rate offer, without the possibility of an interim rate adjustment, tells customers that
the agency is making a serious effort at not only offering competitive ratelevels, but
competitiveterms.” Nelson, E-RC-02, at 6 [emphasisin original].

Locking in arate for five years entails risks, so BPA has attempted to mitigate and share
the risk by requiring a 5-year purchase commitment. While BPA iswilling to take the
necessary steps to manage its costs to mitigate the cost uncertainties, BPA is unwilling to
take on the revenue risk of significant load loss and thus needs some load certainty to lock
initsratesfor five years.

The Power Settlement Agreement preserved BPA's ahility to adjust its rates absent a
contractual purchase commitment by the customer. The Power Settlement Agreement
states:

Notwithstanding any other provision in this Power Settlement Agreement, nothing
in this Power Settlement Agreement isintended to alter in any way any authority
and responsihility of the Administrator’s to periodically review and revise, whether
during or following the five year rate period (October 1, 1996 through

September 30, 2001), the Administrator’s power and transmission rates so that
they meet statutory requirements, including but not limited to any requirement that
the Administrator’ s rates recover costs.

Power and Transmission Partial Settlement Agreement, WR96-E-BPA-128.
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The Power Settlement Agreement also recognizes BPA’s contractual obligations. The
Power Settlement Agreement states that “[n]othing in this Power Settlement Agreement
amends any contract . . ..” 1d. Assuch, if BPA’s ability to adjust itsratesis limited by
the contract, the Power Settlement Agreement would not disturb that limitation. Thus, if
acustomer executes a contractual purchase commitment for five years in exchange for
BPA’swaiver of itsrights to change the rate during that five years (thereby locking in
BPA’s power and transmission rates for five years), the contract, not the Power
Settlement Agreement, controls BPA'’s ability to adjust this customer’s rates.

The Administrator’s authority and responsibility to adjust BPA’s power and transmission
rates during the 5-year rate period is clearly stated in the Power Settlement Agreement.
All signatories to the agreement agreed to this provision. Notwithstanding the Power
Settlement, PPC argues that regardless of the Administrator’s authority to adjust rates,
“consumer-owned utilities expect that the five-year rate will not be subject to change
during the course of the rate period.” PPC Brief, BPP-01, at 12. BPA understandsiits
customers’ desire for rate stability. BPA also recognizes that it must take actions now to
control costs. Moorman, Evans, EBPA-09; Moorman, Evans, WP-96-E-BPA-65. The
5-year rates may be sufficient for the 5-year period without any purchase commitments by
BPA’s customers. In thissituation, BPA would not expect to adjust the rates during the
5-year period. Metcalf, et al., E-BPA-74, at 2-3. If BPA loses substantial load during
that time, however, BPA may be forced to raiseitsrates. In effect, the purchase
commitment is a necessary element for BPA to lock in itsrates for a5year period. To the
extent consumer-owned utilities execute a contractual purchase commitment for the
5-year period, their rates will not be subject to change during that period. Id.

Because the purchase commitment, in effect, defines the purchase relationship between
BPA and its customers, the nature of the purchase commitment is not defined in the rate
schedules but will be developed through negotiations with purchasers willing to make a
purchase commitment. RCC initially complained that as part of the contract negotiations,
BPA was requiring a certain level of load commitment, and other terms and conditions, in
exchange for providing 5-year rate certainty. Nelson, E-RC-02, at 6. WPAG raised the
same complaint that BPA was demanding a high level of load commitment in exchange for
the stability of its 5-year rate. Beck, et al., WP-96-E-WA-13, at 7. Infact, WPAG
argued that since the load commitment is a “precondition” to obtaining service under the
5-year rate, it should be included in the availability section of the rate schedule. Id. at 86.
Both WPAG and RCC claim that by asking for aload commitment in exchange for price
stability BPA isimposing conditions on its rate offer that are not imposed by other
suppliers. Beck, et al., E-WA-13, at 7; Nelson, E-RC-02, at 6. Nevertheless, WPAG
recognizes that securing a purchase commitment from public agency customersis
necessary for BPA and for successful implementation of the rate settlement. Or. Tr. 2427.
BPA is currently involved in contract discussions with these customers as to the nature of
the purchase commitment. BPA remains hopeful that by continuing the discussions and
negotiations with its customers, the parties can reach an agreement on the nature of the
commitment. However, BPA will not resolve load commitment issues as part of the rate
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case. Metcadlf, et al., WP-96-E-BPA-105, at 28. The nature of the commitment isa
contract issue and should not be resolved in the rate case. Id. Perhaps the parties, upon
reflection, now recognize the advantages associated with resolving the commitment
through the contract negotiations. Neither of these parties pursued this issue on brief, and
as such, the issue is not addressed here.
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3.0 LOADS AND RESOURCES

3.1 Introduction

BPA’s Loads and Resources Study provides an overview of BPA’s load forecasting
process and Federa system resources used for BPA’s 1996 wholesale power and
transmission rate proposals.

3.1.1 Loads

BPA'’s load forecasts are developed by analyzing the expected firm electric power
requirements of the Pacific Northwest and projecting what “share” of these requirements
BPA will serve. The BPA loads are grouped by customer class. BPA’s magjor customer
groups are asfollows. (1) the non- and small-generating public utilities (NSGPUS);

(2) the generating public utilities (GPUs); (3) the IOUSs; (4) the DSIs; (5) the contract
Federal agencies; and (6) the United States Bureau of Reclamation (USBR).

Standard econometric techniques are used to estimate simple forecasting equations for
both NSGPU and GPU regional loads. The 10U regional load forecast used in thisrate
proposal was produced by BPA in 1993. Thislong-term forecast updated the economic
assumptions from the forecast jointly produced by the staffs of the BPA and the
Northwest Power Planning Council in April of 1991, and also used a modified version of
the residential sector model. The aluminum DSI load forecast is based on an aluminum
price forecast, estimated smelter production costs, and other factors affecting smelter
operation and load placement on BPA. The non-aluminum DSI forecast is based on
information collected on historical, current, and future operating schedules; plant
technology; expected economic and market conditions; and load placement on BPA. The
contract Federal agency forecasts are developed by BPA District Offices in cooperation
with each Federal agency. Finally, the USBR load requirements are provided by the
USBR.

BPA’s forecasts of regional loads by customer group are used as the basis for forecasting
total Federal system firm loads. Total Federal system firm loads are comprised of BPA's
firm DSI load, sales to other Federal agencies, current obligations and projected salesto
regional public agencies, and Federal transmission losses. The remaining portion of the
projected total Federal system load is comprised of BPA’s obligations to the IOUs under
their power sales contracts, and other inter- and intra-regional contractual obligations.

WPAG testified that BPA’s public utility load forecast is too high, given the potential load
reduction that could occur, evidenced by recent Firm Resource Exhibit (FRE) submittals.
Beck, et al., WP-96-E-WA-13, a 10-11 and 14. BPA filed testimony disagreeing with
WPAG's testimony and stating that in developing its load forecast, BPA reasonably
accounted for load growth, FREs accepted based on the 1994 Whitebook deficit, FRE
waivers granted through the 1995 rate case settlement process, and additional utility
resource diversification that BPA expects will occur. Lee, et al., WP-96-E-BPA-118,
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a 2. Inthe same testimony, BPA stated that it might revise the final load/resource study
to reflect any new information from the negotiation process BPA was engaged in with its
public utility customers. 1d.

For the final study, BPA proposes to decrease its forecast of GPU purchases to
incorporate load loss for this group of utilities. Additional load lossis projected, based on
current market information. In BPA’s supplemental proposal load forecast, BPA had
assumed that GPU customers would purchase power under new contracts instead of the
existing 1981 Contracts. For BPA'sfinal study, it is assumed that GPU customers would
purchase power under their 1981 Contracts. See chapter 10, infra. BPA believesthat its
forecast of public utility purchases for the final study will adequately reflect the potential
load reduction that could occur by these utilities within their rights under the 1981
Contract. Because the load commitment negotiations were not at a definitive stage when
the load forecast for the final rate proposal was completed, BPA is not basing the final
load and resource study on the outcome of those negotiations. Neither WPAG nor any
other party submitted surrebuttal testimony on thisissue, nor did any party raise thisissue
initsinitial brief. Therefore, pursuant to the Procedures Governing Bonneville Power
Administration Rate Hearings, 51 Fed. Reg. 7611, § 1010.13(b) (1986), the issues are
waived.

BPA also prepared an unbundled products forecast. For GPU, NSGPU, and Federal
agency customers, the forecasted unbundled products include Full Load Shaping, Partial
Load Shaping, Load Regulation, and Control Area Reserves for Resources. For DSIs, the
unbundled products forecast includes DSI Load Shaping, Load Regulation, and Shaping
Services. Forecasts of unbundled product purchases by the public utilities and DSIs were
developed based on knowledge of these customers' current and future power sales
contract arrangements and on available information on customer demand for these
products. In addition, forecasts were developed using the proposed billing factors for the
products. The unbundled product forecasts for the GPU and NSGPU customers have
been revised since the forecasts used in BPA’s supplemental proposal. The load shaping
forecasts were revised to incorporate the new assumption regarding GPU power
purchases under the 1981 Contracts instead of 1996 Contracts. Under the 1981 Contract,
Metered and Actual Computed Requirements customers must purchase the load shaping
product, while it is an option under the 1996 Contract. The changed assumption
regarding contracts increased the load shaping forecast. The load shaping forecast was
also adjusted downward to reflect revised estimates of the load qualifying for an industrial
exemption. No issueswere identified regarding the unbundled products forecast.

3.1.2 Resources

The Pacific Northwest regional resources are comprised of generating resources operated
or being built by Federal entities, public agencies, |0OUs, and independent power
producers. BPA markets power generated by federally owned hydro resources and
several non-federally owned resources, including the Washington Public Power Supply
System Nuclear Plant No. 2 (WNP-2); Packwood Lake; City of Idaho Falls Bulb Turbine
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hydro project; Lewis County PUD’s Cowlitz Falls hydro project; and Mission Valley's Big
Creek hydro project. BPA’s available firm resources also include short-term power
purchases, exchange energy from capacity/energy exchanges, and non-utility generation
from several sponsored small wind and hydro projects. No issues have been identified
regarding BPA’s forecast of resources.

3.2 Hydr orequlation Studies

The hydroregulation studies demonstrate the energy production that can be expected from
the Pacific Northwest hydro system when operating in a coordinated fashion. BPA
modeled the hydro system using updated project data and operating requirements
consistent with those included in Pacific Northwest Coordination Agreement (PNCA)
planning. The operating requirements include flow augmentation constraints from the
National Marine Fisheries Service's (NMFS's) Biological Opinion (BO), dated March 2,
1995. The hydro system was modeled using 50 years of historical streamflows, modified
to reflect current irrigation levels. The system was modeled in two stages. The first stage,
an Actual Energy Regulation (AER) type study, determines 50 years of contractually
allowable draft at hydro projects, consistent with the PNCA. This stage operates the
coordinated hydro system to meet the coordinated system’'s FELCC. All hydro projects
are operated to meet these loads except for the Canadian hydro projects, which are
operated according to the Canadian Treaty Assured Operating Plan (AOP). The second
stage, an Operational type study, determines 50 years of expected system operations as
well as hydro generation. This stage operates the coordinated hydro system to estimated
regional firm loads. However, while meeting the regional load, non-Federa projects are
kept to their AER operation and all operation changes occur at Federal hydro projects.
Running the study in two stages is a change from the initial proposal, which used only an
Operational type study. This change is consistent with BPA’s supplemental proposal
testimony. Midey, Davis, WP-96-E-BPA-68, at 3.

Each of the five study levels of load development, 1997 through 2001, were run through
these two steps. The 1997 studies were run with reservoirs starting nearly full, based on
recent 1996 runoff information. All other study levels, 1998 through 2001, wererunin a
“continuous’ mode, reflecting no available information about 1997 through 2000 runoff.

Asintheinitia proposal, BPA's Loads and Resources Study uses the 1930 water
conditions from the Operational step of the hydro studies to estimate the firm energy
available on the system during the critical period. The 1930 water conditions were used
for the analysis because of the similarity to the critical period conditions and to simplify
the rate analysis process.

The Operational step of the hydro studies determines the amount of nonfirm energy that is
available on the system over 50 water years, as well as system deficits, for which spot
market purchases are made. This portion of each study was input into the Federal
Secondary Energy Analysis (FSEA), which determines by month the secondary energy,
adjusted for interchange between the Federa system and other non-Federal utilities, that
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will be available from Federal system hydro projects. The FSEA results were then used in
the Nonfirm Revenue Analysis Program (NFRAP) to determine nonfirm energy sales and
revenues.

3.3 Forecasted Prices of Natural Gas

|ssue
Whether BPA should update its forecast of natural gas prices.

Parties Positions

No party raised thisissue in their briefs. Because BPA is proposing to update its forecast,
however, it is being addressed as an issue.

BPA'’s Position

BPA proposes to incorporate an updated gas price forecast in its final studies.

Evaluation of Positions

BPA’s annual natural gas price forecast is based on the expected long-term equilibrium
price for gas delivered to pipeline at 1gnacio, Colorado, and the previous year’s price. In
the Supplemental Proposal, each year’ s forecast was composed of 60 percent of the
previous year’s price and 40 percent of the long-term equilibrium price. Bolden,et al.,
WP-96-E-BPA-80, at 15. BPA forecasted that it would take five years for gas pricesto
recover from cyclical lows and reach the long-term equilibrium price. Id. at 17. BPA’s
current natural gas forecasts are lower than the forecasts contained in BPA’ s supplemental
proposal. BPA now projectsthat gas prices will reach an equilibrium price of
$1.23/MMBtu around 2005. The decline in the price projections results primarily from
persistently low western supply basin prices that suggest lower long-term equilibrium
prices and the likelihood that prices will take alonger period to reach equilibrium levels.

One factor contributing to low natural gas prices, both current and projected, is abundant
supply. United States natural gas production rose 6 percent from 1990 to 1994, despite
relatively low prices. During the same period, imports increased by over 15 percent. In
1994, Canada exported 50 percent of its production to the United States, an increase of
13 percent over the prior year’slevel. Imports of Canadian gas represented about

13 percent of United States natural gas consumption in 1994. During the past two years,
imports from Canada provided about 40 percent of gas consumption in California, Oregon
and Washington. United States gas production and imports are expected to continue to
increase. For the next several years, growth in gas demand in the United States could be
met by increased production from the Gulf of Mexico as well as onshore Gulf Coast
supplies. Thiswould be a shift from the trend of the early 1990s when the growth in
demand was amost exclusively met by higher production in western producing basins.
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The average wellhead price of natural gasin the United States declined 7 percent from
1990 to 1995. Greater declines occurred at western delivery points. For example, the
price a Ignacio, Colorado declined 29 percent and at Sumas, Washington 22 percent.
These declines provide evidence of the increasing separation of eastern and western North
American gas markets, which islargely aresult of a surplus of natural gas in the West and
limited pipeline capacity to transport this gas east. On the national level, for the near term,
the natural gas futures market suggests that future natural gas supplies will be adequate
relative to expected demand. However, the western region is projected to remain in
surplus until either increases in regional gas demand or increased pipeline capacity brings
the region closer to balance.

In addition, the changing natural gas market structure puts continuing pressure on the
natural gas industry to cut costs and improve efficiency. Deregulation has reinforced cost-
cutting measures, put downward pressure on margins and created additional opportunities
for both buyers and sellers. As noted in theNatural Gas L ong-Term Report, Fall/Winter
1995 published by the WEFA group, “In recent months, several market and pooling
centers have sprung up offering end-users an array of services designed to provide greater
access to supplies from diverse locations. Although the dominance of the spot supplies
has increased the market’ s exposure to the risks of price fluctuations in a commodity
market, end-users can now hedge against such risks through judicious use of the futures
contracts and/or the interstate storage facilities.”

The reduction in the gas price forecast is also consistent with positions taken by other
natural gas forecasting organizations. The Energy Information Administration (E1A) has
lowered its natural gas forecast significantly; the 1996 EIA projections of lower 48
wellhead prices for natural gas are 38 percent lower for the year 2010 than its 1995
projections.

The EIA noted in the documentAnnual Energy Outlook 1996, “EIA forecasts of oil and
gas wellhead prices have varied over the past several years, with differences resulting from
changes in assumptions and data based on updated information. The significant drop in
natural gas wellhead prices between the 1995 and 1996 forecasts is based on a variety of
factors, including a reassessment of the resource base and a determination that the impact
of technology on the economics of offshore drilling will be greater than previously
assumed . . . . Although the undiscovered resource base has not changed significantly, the
inferred resource base as assessed by the U.S. Geological Survey has increased
substantially. Higher levels of inferred reserves allow for more sustained recovery from
known fields, which in turn leads to lower wellhead prices.”

Given this information, BPA’s new, lower gas forecast should be incorporated into the
rate case. Including the updated forecast should result in more accurate projections of
natural gas prices and consequently more accurate projections of BPA’s revenues and
expenses.
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Inits brief on exceptions, the Public Generating Pool (PGP) notes that the draft ROD did
not state either the new long-term equilibrium price or the time when BPA expects gas
prices to reach the long-term equilibrium price. In addition, PGP argues that the evidence
on which BPA relies for its new gas forecast is not on the record, and therefore that
BPA’sintroduction of the new forecast is a violation of due process. PGP Ex. Brief, WP-
96-R-PG-01, at 18 n.2 & 20-21.

The new long-term equilibrium price and BPA'’s projection of the time needed for prices
to reach equilibrium are included in the Final Wholesale Power Rate Development Study.
BPA has also included these projections in the Final ROD.

Initsdirect testimony, the PGP urged BPA to adopt alower natural gas price forecast.
The PGP argued that BPA’s Power Marketing Decision Analysis Model overstated
marginal costs because it “use[d] forecasts of natural gas prices that include a 40 percent
increase real [sic] in prices over the next two years. We have seen no other projection of
increases in real gas or oil pricesthat approach BPA’sforecast.” Wolverton, et al., WP-
96-E-PA/DS/PG-01, at 4. Other parties also concluded that BPA’s forecast of nonfirm
revenues, which depend on gas prices, was too high. On cross-examination, a number of
BPA’ s witnesses were asked whether BPA intended to substitute a more up-to-date
forecast when it calculated final rates. In response, BPA testified that “prices are lower
than what we expected at the time that we prepared this forecast [of nonfirm revenues] for
the supplemental proposal. And if those conditions were to continue for the next five
years, then it’s very likely that our forecast that we have on the record is optimistic.” Tr.
1582. BPA then testified as follows:

Q. And are you planning to re-evaluate that forecast before you
determine what prices for non-firm to include in the final proposal?

A. Weéll, there's certainly that information out there about what
should the market assumptions be, proposals as to what those market
assumptions should be, and we're definitely going to review that
information.

Q. And if you conclude that areduction is appropriate, you'll
include it in the final?

A. Yes.
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Another BPA witness testified that BPA did not expect market prices for power to
improve during the rate period. He then testified as follows:

Q. And areyou, in fact, projecting that the market from
Bonneville's perspective will get worse during the rate case?

A. 1 think we've already indicated at the moment some prices
appear to be lower than we thought they were when we wrote the
testimony. When we put together the final rates, we'll be looking again at
what we think the markets are going to be.

Id. at 352.

Thus, in its testimony BPA indicated that, when it calculated final rates, it would be
updating its projections of market prices and power sales revenues, both of which depend
critically on natural gas prices. Participantsin the electric utility business are aware that
electric power prices and natural gas prices are inextricably linked, and that an update in
the former presupposes an update in the latter. See Bolden, et al., E-BPA-80, at 14. The
PGP criticized BPA’s natural gas price forecast because BPA'’s projections of higher gas
prices caused increases in marginal cost and consequently in electric power rates.
Wolverton, et al., E-PA/DS/PG-01, at 5-6.

BPA must set rates in accordance with sound business principles to recover the costs
associated with the acquisition, conservation, and transmission of electric power. 16
U.S.C. §839¢(a). Inorder to do so, BPA must make reasonable forecasts of its costs and
revenues. BPA’sinitial proposal in this case was filed July 10, 1995, proposing rates to
become effective October 1, 1996, more than one year later. Since last July power
markets have undergone substantial evolution. Seeinfra § 8.2.2, Parts [(C)(1) and I (D).
BPA’s supplemental proposal was filed in December 1995, still aimost a year before rates
were due to take effect.

The length of BPA’s rate case process virtually ensures that significant changes will occur
before the processis completed. Unless BPA can update its studies, it may be unable to
base its rates on reasonable forecasts of revenues and costs. In thisinstance, BPA has
lowered its gas forecast significantly. Had BPA not done so, its forecast of revenues from
nonfirm power sales would have been overstated significantly, and BPA would be unlikely
to recover its costs during the rate period. The parties raised this prospect during cross-
examination of BPA’s witnesses in February and March, and BPA indicated that it would
be updating its forecasts to ensure that they were based on the most accurate and up-to-
date information. The parties’ questioning demonstrates their understanding that BPA
must base final rates on the best information available.

BPA put the parties on notice that it would be updating its nonfirm revenue forecasts, and
consequently its forecast of natural gas prices. BPA made many changes between its
initial and supplemental proposals; it could not change its gas forecast until it was
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convinced that its initial forecast was too high and needed to be updated. Once this
became clear, BPA’s choice was to knowingly set rates based on an outdated forecast,
thus jeopardizing its cost recovery, or to update its forecast. Under the circumstances,
BPA chose the appropriate course.

Decision

BPA will incorporate its updated gas forecast in itsfinal studies. This update should
result in a more accurate forecast, and consequently more accurate projections of BPA's
revenues and costs. In its testimony BPA put the parties on notice that, when it
calculated final rates, it would be updating its forecast of revenues from nonfirm power
sales, and hence its natural gasforecast. BPA's alternative was to knowingly base rates
on an innacurate forecast, and thus jeopardize its cost recovery.
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4.0 REVENUE REQUIREMENTSAND RISK ANALYSIS
4.1 | ntr oduction

BPA is a self-financing power marketing agency within the United States Department of
Energy. Salesof electric power and transmission services provide BPA’s primary sources
of revenue. See Central Lincoln Peoples’ Utility District v. Johnson, 735 F.2d 1101,

1116 (9th Cir. 1984). BPA’s power and transmission rates must produce revenues
sufficient to assure repayment of all Federal investments in the FCRPS over a reasonable
number of years after first meeting the Administrator’s other costs. 16 U.S.C. § 8329

& 839¢e(a). At the sametime, BPA must set rates with a view to encouraging the widest
possible diversified use of electric power at the lowest possible rates consistent with sound
business principles. 1d. 8 U.S.C. 839(a)(1). The Revenue Requirement Study determines
the level of revenue required to recover all costs of acquiring, conserving, and transmitting
electric power, including the repayment of the Federal investment in the FCRPS (including
irrigation assistance) over a reasonable number of years, and all other costs and expenses
incurred by the Administrator pursuant to law. See Revenue Requirement Study,
WP-96-FS-BPA-02.

4.1.1 Revenue Requirement Development

BPA has continued to develop generation and transmission revenue requirementsin
conformance with the financial, accounting, and ratemaking requirements of the
Department of Energy’s Order No. RA 6120.2. In compliance with a FERC Order dated
January 27, 1984, BPA determines separate revenue requirements for generation and
transmission. United States Dep’t of Energy--Bonneville Power Admin.,

26 FERC 961,096 (1984). Each revenue requirement, in turn, is comprised of two pats.
First, a repayment study is prepared for each function to determine the projected annual
interest expense and amortization payments on the Federal investment. These studies are
conducted for the rate test period and extend through the repayment period. Second,
projections of annual operating expenses of the FCRPS and planned net revenues are
compiled and functionalized to the generation and transmission functions of the FCRPS.
Planned net revenues may be included in revenue requirements to cover projected annual
cash requirements and to satisfy the Administrator’ s financial objectives. Revenue
Requirement Study, FS-BPA-02, § 4.1.1.

A cost recovery demonstration is conducted for each function, consisting of two important
tests. First, revenues must be sufficient to recover all planned annual accrued expenses

and annual cash requirements associated with BPA’s financial objectives. Second,
revenues must be sufficient to repay the Federal investments within their allowable
repayment periods. These tests must be satisfied in both the generation and transmission
functions for each year of the rate test and repayment periods. Since revenues from
current rates fail to meet these tests ee Revenue Requirement Study, FSBPA-02, § 4.2,
Tables 10A-B through 14 A-B and 15 A-C), aplan must be developed to satisfy cost
recovery and repayment requirements. The plan may include an adjustment to rates and/or
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reductionsin costs. See Department of Energy (DOE) Revised Order RA 6120.2, “Power
Marketing Administration Financial Reporting” (Sept. 20, 1979). The revenue
requirements in the current revenue test already include substantial cost reductions. A rate
increase to address this underrecovery would be counterproductive under prevailing
market conditions. BPA'’s sustainable revenues analysis shows that if BPA smply
extended or increased its current (FY 1996) rates through the five-year rate period,
substantial load loss would occur. Thiswould result in a very large decrease in BPA
revenues. See Moorman, Evans, WP-96-E-BPA-09, and Moorman, Evans, WP-96-E-
BPA-65. Thereisvirtualy no chance that BPA would recover its costs and be able to
repay Treasury each year during the rate period if the current rates were extended.
Therefore, BPA’s plan to satisfy cost recovery and repayment requirements entails a
decrease in power rates and an increase in transmission rates.

4.1.2 Spending L evel Development

The process used to develop the spending levelsin BPA'’s revenue requirements stems
from the Competitiveness Project, which BPA initiated in 1993 in response to fundamental
changes in the electric utility industry. The project was launched because of BPA's
growing realization that its ability to meet its statutory mandates was threatened by
increasing costs, decreasing revenues, and the possibility of losing customers to fast-
emerging and low-cost competition. The goal of the Project was to “reinvent” the agency
to make it more customer-focused, cost-conscious, and market-driven.

As apart of the Project, BPA developed a Strategic Business Plan. The Business Plan is
the result of a comprehensive effort to integrate long-term strategic plans of BPA’s
programs with a strategic financial plan, setting the overall direction for both serving
BPA'’s customers and meeting BPA’s financial and legal responsibilities. The Business
Plan includes new statements of BPA’s mission, values, and strategic business objectives
to guide BPA’s activities. Spending levels were determined as a part of the development
of the Business Plan, and included expense and capital program spending levels for BPA
programs and the power portion of the Corps of Engineers, Bureau of Reclamation, and
U. S. Fish and Wildlife Service (USFWS) programs, as well as for non-Federal programs
such as the Supply System, for FY's 1994 through 2002. The spending levels were
developed taking into account already-mounting competitive pressures and BPA'’s cost-
recovery imperatives.

BPA published a draft Business Plan in June 1994 that included preliminary spending
levels. BPA encouraged written comments on all aspects of the draft Business Plan.
Meetings to take public comments were held in Coeur d' Alene, Seattle, and Portland in
August and September of 1994. BPA set spending level parameters in September 1994,
which included reductions in spending levels from those released in June 1994, based on
public comments and BPA'’s then-current assessment of the increasingly competitive
marketplace. BPA organizations then developed budgets based on the lower spending
level parameters.
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The Business Plan called for a fundamental change in BPA’s approach to determining
spending levels. Previoudly, BPA'’s practice was to develop budgets “from the bottom
up.” Each sub-organization would develop its own budget in detail, then organizational
budgets would be compiled into atotal BPA budget. Now a*“top down,” strategic
approach to budgeting calls for BPA’s senior managers to determine broad spending
ceilings for each year taking into account competitive pressures, statutory, contractual and
other program requirements, and financial policy objectives, including cost recovery
imperatives. It also involves a new approach to capital budgeting, in which capital
decisonmaking is based on review of all projects through a portfolio approach using BPA-
wide fiscal and non-fiscal ranking criteria.

On January 12, 1995, a public briefing was held to address Business Plan issues and to
communicate proposed spending levels, including some additional cost reductions. At this
meeting BPA executives clarified and encouraged discussion and input on both the draft
Business Plan and proposed spending levels. 1n addition to providing additional data,

BPA executives identified people at BPA who could provide further detail and answer
follow-up questions on spending levels. Attendees at the meeting were encouraged to
contact BPA Account Executives to obtain additional information on the Business Plan
and spending levels, and to provide the Account Executives with any further comments
and recommendations on the spending plans.

After the January 12 briefing, BPA announced that it planned to reduce the expenses
presented at the briefing by $40 million. Subsequently, due to increasing market

pressures, BPA determined that further cost reductions were essential. It was decided that
expenses needed to be reduced from the January 12 spending estimates by an average of
$250 million per year for FY's 1996-2000. Additionally, FY 2001 revenue requirements
were to be reduced by $350 million. BPA then engaged in its new, strategic, top-down
budget process to establish broad spending ceilings for programs and organizations, and to
begin specifying where mgjor cuts would fall. Because the budget process was not
completed before BPA finished its 1996 initial rate proposal, the Revenue Requirement
Study for the initial proposal included the total expense cut in each function as an
“undistributed reduction,” that is, as a lump-sum expense decrease in revenue
requirements for each year. The undistributed reduction averaged $298 million per year
for the rate period. See Supplemental Revenue Requirement Study, WP-96-E-BPA-58, at
18; DeWolf, et al., WP-96-E-BPA-69, at 8. In August 1995, BPA'’s budget process
identified major program and organizational cuts for all but $13.7 million per year of the
targeted average reduction of $298 million per year. The August 1995 spending level
process was the basis for the 1996 supplemental proposal revenue requirements, which
included a $13.7 million undistributed reduction. See Revenue Requirement Study,
E-BPA-58, at 18; DeWolf, et al., E-BPA-69, at 8.

In January 1996, despite all the cost reductions previously identified, BPA forecasted a
potential gap of up to $200 million per year between projected revenues and the projected
expenses included in the supplemental rate proposal. To ensure that rates would be
competitive and that costs would be recovered, BPA determined that it would have to
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reduce spending levels even further. Inrebuttal testimony, BPA withesses indicated that
BPA was in the process of reviewing and revising the spending levels included in the
supplemental proposal. Although BPA had not yet determined where this round of
changes in spending levels would be made, the decisions would be reflected in the final
proposal revenue requirements. DeWolf, et al., WP-96-E-BPA-101, at 2. BPA
anticipated that the budget review would conclude in March 1996. Tr. 492.

In March 1996, BPA revised spending levels to further reduce operating program
expenses by about $70 million, capital outlays by about $40 million, and overhead costs by
about $25 million from supplemental proposal levels. Then, in April, BPA determined that
it was prudent to reduce transmission system development and replacements investments
by an additional $75 million over the rate period, or an average of $15 million in each
year. The net effect of these cuts and some offsetting adjustments result in areduction in
revenue requirements of an average of $3 million per year in the generation function, and
$51 million per year in the transmission function, from levels in the supplemental proposal.
See Revenue Requirement Study, WP-96-FS-BPA-02, § 4.3 and Appendix A.

BPA also has taken other actions for the final proposal that have the effect of lowering
revenue requirements or increasing revenues, including:

(1) Accessing excess fundsin the Supply System WNP-1 Construction Fund to cover a
portion of net billing requirementsin FY 1997. Fundsin excess of expected site
restoration costs will be used to cover a portion of net billing requirements that BPA
would otherwise pay from current revenues. This use of the Construction Fund, which
will be reflected in future WNP-1 Supply System budgets, is expected to produce $72
million in savings in 1997 in the generation function.

(2) Accessing the Fish Cost Contingency Fund (FCCF). An agreement between the
Administration and members of the Northwest Congressional delegation calls for
establishment of this fund, consisting of credits available to BPA, but not yet used, for fish
and wildlife expenditures that BPA has already paid on behalf of non-power purposes of
the dams under the provisions of section 4(h)(10)(C) of the Northwest Power Act of
1980. The agreement allows BPA access to the credits under specified conditions, to be
used against its cash transfersto the U. S. Treasury. BPA projects that credits received
from the FCCF will average about $23.5 million per year on a probabilistic basis, atotal of
$118 million for the 5-year rate period. These annual credits are treated as increases in
power revenues in the final proposal. Thisis the same accounting treatment applied to
section 4(h)(10)(C) credits described in the March 1995 cost-sharing arrangement
between BPA and the Administration. DeWolf, et al., WP-96-E-BPA-14, at 7, lines 8-11.
See also infra § 10.4.2; Revenue Requirement Study Documentation Volume 1,
WP-96-FS-BPA-02A, Chapters 13 and 14; DeWolf, et al., E-BPA-69; Arnold, et al., WP-
96-E-BPA-71; and Wholesale Power Rates Development Study, WP-96-FS-BPA-05,
§5.2.8.
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(3) Applying updated interest rate forecasts, based on projections of a continuing decline
in Treasury yield curves. The new forecasts reduce projected interest expense on long-
term BPA borrowing and appropriations repayment obligations in both functions, and on a
small amount of non-Federal debt for WNP-2 capital additions. This is expected to
produce total average savings of $5-6 million in each year.

(4) Consolidating Supply System Trustees. The Supply System has re-negotiated its
trustee contracts for WNP-1, -2, and -3, and has consolidated the trustee functions under
onetrustee. Estimated savings are $5 million over five yearsin generation.

(5) Reducing the amount of revenue financing for BPA transmission investments from
$150 million to $75 million for the rate period, an average of $15 million per year, rather
than the $30 million per year as proposed in the initial and supplemental rate proposals.
Seeinfra §4.3.

These revenue increases, cost reductions, and financing savings are essential ingredientsin
BPA’s ability to meet its competitiveness challenge. See Moorman, Evans, E-BPA-09;
Moorman, Evans, E-BPA-65. Cost reductions also are called for in afish-cost-sharing
arrangement that BPA forged with the Administration in March, 1995. See DeWolf,

et al., E-BPA-69, at 2-7. Thisarrangement calls for BPA to reduce its costs by $30-40
million per year. See DeWolf, et al., E-BPA-14, at 3- 4. Beginning in FY 1995, BPA will
receive annual credits on a permanent basis for BPA’s direct fish and wildlife expenditures
under the cost-sharing arrangement. |t also will receive credits through FY 2001 for
BPA’s power purchase costs related to its fish and wildlife programs. These section
4(h)(10)(C) credits are estimated to total about $60 million annually for FY's 1997-2001.
See DeWolf, et al., WP-96-E-BPA-14, at 3. Further, under the arrangement BPA may, to
the extent necessary, reduce its accumulation of cash reserves. Id. at 7-8; Revenue
Requirement Study, FS-BPA-02, § 5.2.1.

The Energy and Water Development Appropriation Act of 1996 was passed in November
1995. ThisAct directs BPA to pay exchange benefits of $145 million in FY 1997, an
increase of $78.6 million over what would have resulted from the final proposal. It also
prescribes the manner in which the payment is to be distributed among utilities
participating in the residential exchange program. BPA has conducted a separate
interpretative rulemaking process to determine the proper method for allocating residential
exchange benefits for FY 1997 in accordance with the Appropriation Act of 1996. This
Act aso allows BPA to market surplus Federal power abandoned by regional customers
or generated during hydrosystem operations, or purchased, primarily for the benefit of fish
and wildlife without regional “call-back” provisions and without the prohibition on resale
of Federal power by private entities not in the business of selling power in the retail
market. Sales or exchanges of surplus power that is surplus for reasons other than these
reasons will continue to be subject to the regional call provisions and the prohibition on
resale of Federal power. In addition, the Act authorizes the Corps of Engineersto
procure goods through BPA using the authorities available to the Administrator, and
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provides the Administrator with the authority to use targeted voluntary separation
incentives for the next five years.

In direct testimony, the public agencies and large industrial users argued that BPA
included in itsinitial proposal Revenue Requirement Study projections of Corps of
Engineer (COE) investment related to the 1995 Biological Opinion that were redundant,
infeasible, or imprudent. See Carr, Tester, WP-96-E-PP/DS/PA/PG/RC/WA-02, at 2-4.
Subsequent to the initial proposal, BPA, National Marine Fisheries Service (NMFS),
COE, and the Northwest Power Planning Council (Council) held numerous discussions to
refine estimates of the types and timing of investments that would (1) meet the objectives
and intent of the 1995 Biological Opinion as well as the Council’ s Fish and Wildlife
Program; (2) be cost effective and technically feasible given ongoing or other planned
capital improvements; and (3) stabilize BPA’s fish costs. Revised estimates based on
these discussions were included in the supplemental proposal. See DeWolf, et al.,
WP-96-E-BPA-42, at 4-6. The parties did not pursue this issue after the refinements to
the estimates were made, and did not raise the issue in briefs. Therefore, the issue is not
addressed here.

In testimony, the public agencies and large industrial users proposed that BPA reduce the
revenue requirement impact of its conservation program. See Carr, Carr, WP-96-E-
PP/DS/PA/PG/RC/WA-03, a 3. They did not pursue this issue on brief, and, as such, the
issue is withdrawn.

4.1.3 Implementation of Revised Bonneville Appropriations Refinancing Act

In testimony and a workshop supporting BPA’s 1996 supplemental proposal in January
1996, BPA outlined how the BPA Appropriations Refinancing Act, if enacted, would be
implemented in repayment studies and revenue requirements. DeWolf et al., WP-96-E-
BPA-93; Workshop: Implementation of Appropriations Refinancing Act in Rate
Proposal, January 31, 1996.

As explained at that time, the bill called for resetting the unpaid principal of FCRPS
appropriations and reassigning interest rates. New principal amounts are established at the
beginning of FY 1997, at the present value of the principal and annual interest payments
BPA would make to the U.S. Treasury for these obligations in the absence of the Act, plus
$100 million. Current Treasury interest rates are assigned to the new principal amounts.
The bases for calculating interest during construction and assigning interest rates to future
investments funded by appropriations also are specified in the bill. Prepayment of the
refinanced appropriationsis limited to $100 million during the first five years after the
effective date of the refinancing transaction. Other repayment terms and conditions
remain unaffected. The bill includes assurances to ratepayers that the Government would
not increase repayment terms and conditions on the refinanced appropriations in the
future. It also changed the timing of the credits against BPA's year-end cash transfers to
Treasury provided by the Colville Settlement Act of 1994. DeWolf,et al., E-BPA-93.
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Since BPA'’s supplemental proposal testimony and the January workshop, the bill was
revised in both houses of Congress with the Administration’s support. The revisons were
limited to: (1) delaying the effective date of the refinancing transaction one year, from
October 1, 1995 to October 1, 1996; and (2) eliminating the Colville creditsto BPA's
year-end Treasury paymentsin FY 1996 and increasing the credits from $4.1 million to
$18.55 million in FY 2001 and from $4.1 million to $4.6 million in subsequent years.

In late April, Congress passed and the President signed the Act as part of an omnibus

FY 1996 Appropriations Act. Accordingly, BPA isimplementing the Act in thisrate
proposal. See Revenue Requirement Study, § 5.1.5; Revenue Requirement Study
Documentation Volume 1, FSBPA-02A, Chapter 9, for the Act and supporting legislative
language.

Implementation of the Act in this proceeding will be performed as outlined in testimony,
with the following exceptions:

-- Reflect the revisions to the Act described above. The net effect of the revisionsisto
avoid increasing BPA’ s debt service requirement and reducing financial reserves by about
$12 million in FY 1996; reduce annual interest expense by an average of $2 million and
$0.5 million in the generation and transmission functions, respectively; and increase
generation revenues by $14 million in FY 2001.

-- Reduce BPA appropriations principal to be refinanced by the amount of accumulated
net property transfers. Since 1978, BPA has transferred about $43 million of assetsto
Federal agencies outside the FCRPS (net of transfersto BPA). FCRPS audited financial
statements have reflected these transfers as reductions to overall outstanding BPA
repayable appropriations. Because the transfers were not applied to reduce individual
annual appropriations, the $43 million reduction has not heretofore been reflected in
repayment studies. This action will effectively bring repayable appropriations shown in
repayment studies into line with amounts reflected in audited financial statements. Since
the transferred assets were funded by BPA transmission appropriations, the reduction will
be reflected in transmission repayment studies. Transmission interest expense will be
lower than it otherwise would be by an average of $2.5 million per year.

-- Implement a plan for annual recognition of the capitalization adjustment resulting from
the refinancing transaction. The Act entails an estimated $2,183 million reduction to
outstanding appropriations liabilities in FCRPS financial statements. The capitalization
adjustment is recognized annually over the remaining life of the refinanced appropriations,
and is determined separately for the generation ($1,846 million total) and transmission
($337 million total) functions. Annual recognition will be included on BPA's income
statement as a negative, non-cash component of interest expense and on the statement of
cash flows as a reduction in funds from operations. BPA had indicated at its January
workshop that the annual recognition (referred to at the time as “accounting gain”) could
be shaped flexibly over the remaining repayment period of the refinanced appropriations
and that BPA would attempt to preserve the capitalization adjustment for instances when
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it would provide areduction in revenue requirements. Subsequently, BPA developed a
schedule of recognition that isin clear conformance with generally accepted accounting
practices and with the expectations of BPA’s financial auditors. The schedule for each
function is based on the increase in annual interest expense resulting from implementation
of the Act, asreflected in final proposal FY 1997 repayment study results. As such,
$185.6 million in generation and $76.8 million in transmission of the capitalization
adjustment is recognized over the 5-year rate period.

4.2 Cost Recovery

|ssue

Whether transmission rate levelswill generate revenues sufficient to cover the costs of
the transmission facilities.

Parties Positions

Clark Public Utilities argues that the Settlement Agreement transmission rates will not
cover transmission costs. Clark Brief, WP-96-B-CP-01, at 12-15; Clark Ex. Brief, WP-
96-R-CP-01, at 10-12.

BPA'’s Position

The revised revenue test in the final proposal Revenue Requirement Study demonstrates
that the proposed rates will recover the costs in both the transmission and generation
functions. Revenue Requirement Study, FS-BPA-02, § 4.3 and Tables 21A-21C.

Evaluation of Positions

Initsinitial brief, Clark states that the transmission and PF-96 rates proposed under the
Settlement Agreements Gee supra 8 1.1.3) violate Bonneville's statutory obligation to set
rates at levels that will cover the cost of the service provided, “absent further cost
reductions.” Clark Brief, at 12-13. They aso argue that the average PF-96 rate as
proposed in the Settlement Agreements will not generate sufficient revenuesto cover the
costs of the service being provided as reflected in the record, and that its adoption will
materially reduce Bonneville's probability of repaying the U.S. Treasury during the rate
period. However, the revised revenue test in the final proposal Revenue Requirement
Study demonstrates that the proposed rates will recover the costs in both the transmission
and generation functions. Revenue Requirement Study, FS-BPA-02, 84.3 and Tables
21A-21C. The probability that BPA will meet all five years of Treasury paymentsin full
and on time, based on projected revenues at proposed rates, is 80 percent.ld. at § 2.2.
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In its brief on exceptions, Clark states that in order for the negotiated transmission rates to
be found legally sufficient, Bonneville must include in the record evidence of specific cost
reductions it has made and will make, in order to ensure that the negotiated transmission
rate levels meet the legal standard set forth in Section 7(a)(2) of the Northwest Power
Act. Clark Ex. Brief, at 11-12. “At thisjuncture, the record reflects promises by
Bonneville to reduce its costs enough to match the transmission rates it seeks to adopt.
These promises, which have not been subject to review or challenge by the parties to this
case, are what determines whether the proposed transmission rates are legally sufficient.”
Id. However, as explained in section 2.6 of this Record of Decision, though rates must
recover BPA’s costs of programs, the programs and program levels are not part of the
rate cases. BPA interprets section 7 of the Northwest Power Act not to allow litigation of
those activities, program levels, and budgets in the rate case. 1993 Administrator’s
Record of Decision (ROD), WP-93-A-02, at 319-329. The Administrator’s decisions
outside the rate case to reduce costs constitute fundamental management decisions as to
how best to conduct BPA’s affairs. Since its supplemental proposal, BPA has further
reduced costs, as described in Sections 2.6 and 4.1 of this document, toward ensuring
rates are competitive and costs can be recovered. The functionalized revenue
requirements, id, 8 4.1, include the reduced costs. Appendix A to the Revenue
Requirement Study contains a letter sent by the Administrator to customers and interested
parties detailing where cost cuts have been made. But the fact that these cost reduction
“promises’ have not been subject to challenge by the partiesin the case isirrelevant. The
reduced costs are included in the final proposal revenue requirements, are a part of the
record, and do demonstrate cost recovery.

Decision
BPA'sfinal proposal revenue requirement demonstrates cost recovery in both the
generation and transmission functions under rates at the levels of the settlement

agreements.

4.3 Sour ces of Capital

|ssue

Should BPA fund a portion of transmission and WNP-2 capital investments with current
revenues?

Parties Position

APAC contends that BPA’s proposal for revenue financing a portion of long-lived
transmission investments and WNP-2 investments does not spread costs to future
ratepayers who would benefit from the investments. Therefore, APAC argues BPA should
fund all capital investments using debt.
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APAC also contends that using debt reduces the pressure on near-term rates during the
current period of intense competition. If all transmission and shorter-term WNP-2
investments were funded with debt, BPA’s revenue requirement would be reduced by $67
million for each year of the rate period. APAC Brief, WP-96-B-PA-01, at 36;

APAC Ex. Brief, WP-96-R-PA-01, at 35.

BPA'’s Position

BPA contendsthat it isimportant at thistime to pursue rate stability and financial
flexibility through revenue financing of a small portion of its capital investments. Further,
BPA contends that the benefits of rate stability and financial flexibility outweigh APAC's
concerns regarding intergenerational equity. The Congressional Committees to which
BPA reports have made clear their expectations that BPA reduce its reliance on Treasury
debt by funding a portion of its capital investments through current revenues.

BPA also contends that the APAC estimate of the revenue requirement impact of revenue
financing is overstated.

Evaluation of Positions

The choice between debt financing and revenue financing involves a tradeoff between
APAC’s goals of intergenerational equity and competitiveness of current rates, and BPA's
goals of rate stability and financia flexibility. BPA generally agrees that intergenerational
equity and the competitiveness of current rates are important considerations, but on
balance BPA finds that it is far more important at this time for BPA to pursue stability and
flexibility through revenue financing. APAC argues that intergenerational equity is more
important.

APAC arguesthat costs should be recovered from the rate payers who benefit from the
investments. |t states that revenue financing does not spread the costs evenly and
therefore creates an intergenerationalinequity. While BPA agrees that intergenerational
equity is an important consideration, BPA expects to receive several benefits through
revenue financing, including prolonged access to low-cost debt, improved rate stability,
reduced fixed interest expenses (and associated improved Treasury repayment
probability), greater ability to respond to market opportunities as they arise, and
compliance with Congressional and GAO reports on the subject of BPA finances.

BPA is particularly concerned about rate stability. Revenue financing will help BPA
achieve greater program and rate stability. If BPA’s existing borrowing authority is
exhausted before it is replenished legidatively, then at that time revenue will remain the
only available source of capital for BPA investments. Revenue financing of most or all of
BPA'’s capital program would likely lead to substantial rate increases. Thus, the
intergenerational equity that the parties espouse may be achieved best by including modest
amounts of revenue financing in rates now, to help minimize the need for a much higher
proportion of revenue financing and potentially large rate increases down the road. The
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benefits of stability outweigh the “equity” criticisms advanced by the APAC and others.
DeWolf, et al., E-BPA-42, at 22.

It is especially important to reiterate that Congress expects BPA to make efforts to
achieve stability and flexibility and to reduce its reliance on Treasury debt by funding a
portion of its capital investments through current revenues. In fact, Congress specifically
directed BPA to begin revenue financing as one method to accomplish BPA stability and
flexibility. The GAO and House and Senate Committees echo BPA'’s sentiment that
complete reliance on debt financing can greatly hamper BPA’s flexibility to address
operating and financial challenges. DeWolf, et al., E-BPA-14, at 16-18. The GAQ, ina
report titled “Bonneville Power Administration, Borrowing Practices and Financial
Condition” (released in April 1994), stated;

Substantially all of BPA’s new borrowing is projected to come from
Treasury. By contrast, investor-owned utilities, public utilities, and
Federal entities like the Tennessee Valley Authority (TVA) generally use a
higher portion of their current revenues to pay for capital expenditures
than BPA does. . . . BPA faces significant operating and financial risk
because of its heavy reliance on borrowing. . . . Inthe short term, BPA's
low financial reserves provided little flexibility to respond to further
operating losses, increasing the probability that BPA would be unable to
make its annual payment to Treasury. In the longer term, BPA’s financia
viahility could aso be jeopardized if the gap between BPA rates and the
cost of aternative energy sources continues to narrow.” See DeWolf,

et al., E-BPA-14, at 6-17.

Congress also is concerned about BPA’s capital structure. 1n a 1994 Senate
Appropriations Committee report, the Senate stated, “BPA’s reliance on debt financing
for capital programsis risky and leaves the agency with little flexibility in meeting future
challenges.” The Senate report goes on to say that BPA is“too highly leveraged and [the
Committee] directs Bonneville to begin rectifying the situation. . . .” See DeWolf, et al.,
E-BPA-14, at 17.

The House of Representatives also expressed concerns about BPA'’s capital structure. Ina
House Appropriations Committee report, the House Committee stated that

the GAO report reinforces the concerns voiced by this Committee that the
agency’ s highly leveraged position and resulting debt servicing gives BPA
little flexibility in meeting unexpected operating conditions. . . . The
Committee supports the concept of financing a portion of capital
investments from revenues. . . . It was the intent of Congress that
borrowing from Treasury for capital improvements was to augment
available operating funds not replace themtotally. . . . With the severe
budget constraints expected to continue in the future, appropriating
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additional funds to replenish BPA’s borrowing authority will be very
difficult. See DeWolf, et al., WP-96-E-BPA-14, at 17-18.

BPA believesit is very important to address the concerns of the GAO and Congress
through specific measures, including pursuit of revenue financing. 1n addition to revenue
financing, BPA has pursued several other avenues to reduce its reliance on debt financing
and to improve its financial position, including heavy cost cutting in capital programs, joint
project development, third party financing of new resource acquisitions, and shifting of
some debt between the two existing borrowing authority caps. DeWolfget al., E-BPA-42,
a 21-22. APAC sarguments ignore Congressional expectations placed on BPA.

Specifically with regard to BPA investmentsin WNP-2, BPA adopted a 10-year Financial
Plan in the 1993 rate case as an important step in ensuring BPA'’s long-term financia
stability and flexibility. The Financial Plan specified that WNP-2 investments with
estimated service lives in excess of 10 years would be financed with debt, and assets with
lives under 10 years would be funded by current revenues. 1993 ROD, WP-93-A-02, at
C28. BPA continues to follow the 10-year plan by revenue financing WNP-2 short-lived
capital additionsin order to make progress regarding stability and flexibility.

After consideration of these points, BPA concludes that the benefits of ensuring that a
relatively small intergenerational inequity does not occur in the next few years are far
outweighed by the benefits of increased stability and flexibility.

APAC aso argues that revenue financing causes near-term pressure on rates. APAC
Brief, B-PA-01, at 36; APAC Ex. Brief, R-PA-01, at 35. APAC clamsthat BPA's
revenue requirement would be $67 million lower in each year of the rate period if BPA
were to pursue all debt financing. APAC Brief, B-PA-01, a 36. APAC'sclaimis
incorrect. The amount of WNP-2 capital additions to be revenue financed was reduced
from an average of $47 million per year in the initial proposal to an average of $22 million
per year in the supplemental proposal. 1n addition, most WNP-2 capital additions are
items with estimated service lives of 5 years or less. Capital additions with 5-year service
lives would be financed with short-term debt. Since the cost of short-term debt is
relatively high, debt financing would decrease BPA'’s revenue requirements by only

$4.2 million per year. |If debt instead of revenues were usd to finance WNP-2 short-lived
assets, any savings would more than likely be used to increase repayment probability, not
reduce power rates. DeWolf,et al., E-BPA-42, at 20. Specifically with regard to BPA’s
transmission investments, BPA initially proposed $30 million per year in revenue
financing. Since BPA’s supplemental rate proposal, additional cuts in transmission capital
investments have occurred for the FY 1997 - 2001 rate period. These cuts, together with
BPA’s intentions to pursue joint project development on alimited basis and shift some
debt from borrowing cap 1 to cap 2, should extend existing borrowing authority into the
FY 2002 - 2003 time frame. Accordingly, BPA, initsfinal proposa, isreducing its level
of revenue financing for transmission by 50 percent, from $30 million per year to

$15 million per year. The combined effect of revenue financing for both WNP-2 and

WP-96-A-02
Page 77



transmission investments on yearly revenue requirements is drastically lower than the
$67 million stated by APAC.

Decision

Through heavy capital and expense reductions, BPA has reduced revenue requirements
to enable it to set rates to meet the market and still recover costs. Additional reductions
to revenue requirements that could be achieved through reduced revenue financing and
associated increases in debt leverage would, on balance, be more harmful to BPA's
competitive position than the relatively minor effects of increases to price due its
proposed revenue financing.

BPA believes that, on balance, the benefits of increased financial stability and flexibility
far outweigh the benefits of ensuring near term intergenerational equity. Congress and
the GAO have recognized the need for BPA to improve its financial position, and have
made clear their expectations that BPA reduce its reliance on Treasury debt by funding a
portion of its capital investments with current revenues. The increasingly competitive
environment demands that BPA pursue reduced leverage to ensure financial integrity.
Abandoning a moderate level of revenue financing now would lead to a much greater
likelihood of significantly heavier reliance on revenue financing in the future. The end
result would be much greater intergenerational inequity and rate instability. BPA will
keep revenue financing at an average of $22 million per year for WNP-2 investments,
and reduceits earlier proposal of $30 million per year to $15 million per year for
transmission investments.

4.4 Transmission Replacements

|ssue

Whether BPA should utilize alternative methods of calculating transmission replacements
in its repayment study.

Parties Position

APAC argues that BPA should adopt the alternative method it has suggested for
determining baseline values to be used in calculating the cost of transmission replacements
in the repayment study. APAC Brief, B-PA-01, at 36; APAC Ex. Br., R-PA-01, at 35. In
testimony, a Joint Customer group, including APAC, argued that BPA's use of the
Handy-Whitman index has three major problems. The customer group suggested the use
of a combination of the chain-weighted Producers Durable Equipment deflator and the
Handy-Whitman index. Wolverton, Carr, WP-96-E-PP/DS/PA/PG/RC/WA-05, at 4, 8.
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BPA'’s Position

BPA testified that the three alleged problems with the Handy-Whitman index are all based
on false premises. Furthermore, the customers’ suggested index would be less accurate
than the Handy-Whitman index. DeWolf, et al., E-BPA-42, at 9.

Evaluation of Positions

The Handy-Whitman index is a price index for public utility construction costs. It contains
index numbers for six different regions of the country and for several categories of costs.
It measures costs for building construction in general and for electric, gas and water
utilities; and it contains numerous subcategories within those four categories. Each
category and subcategory contains a number of individual items commonly referred to as a
“basket of goods.” BPA uses the Handy-Whitman index to determine the capital cost of
original units of property at current price levels. Essentidly, it is ameans of inflating
historical costs to calculate the cost of future replacements for the transmission system.
Id. at 9-10.

The parties argue that BPA’s reliance on Handy-Whitman has three major problems.
First, they argue that “the indices are applied to accounting data that in the past are not
very good.” Wolverton, Carr, E-PP/IDS/PA/PG/RC/WA-05, a 4. In support of this
position they cite a BPA memorandum indicating that the accounting data are only
estimates. Id. at 4 (citing 1985 Revenue Requirement Study, WP-85-FS-BPA-07A,
Chapter 8). The parties have misinterpreted the memorandum, which states that “the
component amounts which support the overall figures are not specifically identified in
BPA plant accounting records according to the investment categories specified (initial and
replacement) in the request. Consequently, the calculatedline item amounts. . . are
smply estimates. ...” DeWolf, et al., E-BPA-42, at 11 (emphasis added). Thus, only
the subdivision of total plant into initial plant and replacement plant is an estimate. The
Handy-Whitman index does not distinguish between initial plant and replacement plant;
the only relevant figure isthe total. Therefore, the use of estimates for this subdivision
does not affect application of the index. Id.

Next, the parties argue that the Handy-Whitman index has an “index estimation problem”
because the basket of goods in a given category in one time period is different from the
basket of goods in another time period. For example, according to the parties, the Handy-
Whitman index for 1940 included manual switches and land-line installations, while the
current index probably does not. Wolverton, Carr, E-PP/DS/PA/PG/RC/WA-05, at 4.
The parties state that the basket of goods used in the Handy-Whitman index has changed
significantly over 50 years, making comparisons of two time periods difficult. They cite
selected portions of an article from the April 1992 issue of Survey of Current Business, in
which the author notes that over long periods of time comparisons become increasingly
uncertain. Id. at 5.
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The parties argument contains two flaws. First, the producers durable equipment index
that they suggest using instead of Handy-Whitman has increased from 183 components to
645 componentsin only 28 years. The Bureau of Economic Affairs had so many problems
with the index’ s basket of goods that they developed a new index methodology. DeWolf,
et al., E-BPA-42, at 13. Second, the article the parties cite discusses only the cost-of-
living index, and makes clear that the index estimation problem arises because of the great
changes in “the economy, in the way people live, and in tastes and customs.” Id. Thus,
the cost-of-living index has an index estimation problem because the index is very wide;
that is, it contains alarge basket of goods. Id. at 9, 13-14. The Handy-Whitman index,
which contains such items as nonresidential structures, poles, and fixtures, is both much
narrower and far less susceptible to change than the cost-of-living index. 1d. at 14.
Therefore, the same index estimation problem does not exist.

Finally, the parties argue that in many cases BPA does not replace the transmission system
in kind but as part of a general upgrade. For example, BPA may replace a115 kV line
with a240 kV line. Priceindices, however, are designed to measure the costs of
replacements in kind. Wolverton, Carr, E-PP/DS/PA/PG/RC/WA-05, at 6. The parties
misunderstand both the use of the Handy-Whitman index and the assumptionsin BPA’s
repayment study. The only use of the Handy-Whitman index is to forecast transmission
system replacements for purposes of the repayment study. The index is not used in BPA's
system replacement program or when BPA is making actual system replacements.

Moreover, the future replacements used in the repayment study are not intended to be
actual projected future replacements. Therefore, the parties reference to actual BPA
upgrades is misplaced. The repayment study determines the minimum levelized revenue
requirement sufficient to retire BPA’s outstanding obligations. This levelized revenue
requirement assumes that the same power will be sold at the same rates throughout the
repayment period. Thus, future replacements are assumed to maintain the existing system
so that it is capable of producing and delivering that power and earning those revenues.
Replacements in kind will maintain the existing system, and are therefore what the
repayment study uses. DeWolf, et al., E-BPA-42, at 12.

The parties suggest use of a combination of a chain-weighted index and the Handy-
Whitman index. The Handy-Whitman index is a fixed weight index, which uses one basket
of goods. The index in agiven year is the ratio of the cost of that basket of goods for that
year to its cost in the base year. A chain-weighted index uses a different “basket of
goods’ for each year. According to the parties, the chain-weighted index solves the index
estimation problem by redefining the goods that are included in the index. Wolverton,
Carr, E-PP/IDS/PA/PG/RC/WA-05, at 7-8. In achain-weighted index, the index for a
given year is based on the cost of the basket of goods in that year and the following year,
thus chaining the years together.

The parties suggest that the ideal index would be a chain-weighted Handy-Whitman index.
They make a compromise suggestion because no such index exists. Id. at 8. They
propose that the Handy-Whitman index be combined with the Producers’ Durable
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Equipment index, with the weighting given to each changing over time. The weighting in
the early years would favor the Producers Durable Equipment index, and in the later
years the Handy-Whitman index. Thus, in the first year, 1940, the index would consist
entirely of the Producers Durable Equipment index. This proportion would decline until
it reached zero in 1994, when the index would consist entirely of the Handy-Whitman
index. Id. at 8-9. The chain-weighted Producers Durable Equipment index, however, is
available only as of 1959. Therefore, for 1940 through 1958 the parties suggest using the
rate of change of the overall GDP index as the implied rate of change of the chain-
weighted index. Thus, the parties propose that BPA combine three indices. Id. at 7.

The parties’ proposal would exacerbate the problem they wish to solve. First, as noted
above, the Producers Durable Equipment index has grown from 183 items to 645 in only
28 years. Therefore, it is subject to a significant index estimation problem. DeWolf, et
al., E-BPA-42, at 15. Second, the parties claim that the fixed-weight Handy Whitman
index overstates inflation. Wolverton, Carr, E-PP/DS/PA/PG/RC/WA-05, at 3. To test
this theory, BPA compared the annual average rates of inflation of a number of chain-
weighted and fixed-weighted indices. In amost all cases the rate of inflation of the chain-
weighted index exceeded the rate of inflation of the corresponding fixed-weight index.
DeWaolf, et al., E-BPA-42, at 17 and Attachment 4. Thus, were BPA to employ the
parties’ ideal—a chain-weighted Handy-Whitman index—the rate of inflation could be
expected to increase, not decrease. The parties ideal index—which their proposal is
intended to emulate—would increase the cost estimate for transmission replacements.

BPA also calculated the rate of change of the Producers’ Durable Equipment index from
1959 to 1987. The annual rate of change is considerably smaller than the rate of change in
the Handy-Whitman index. Therefore, the annual rate of change of the Handy-Whitman
index, when calculated as a chain-weighted index, should be greater than the annual rate
of change of the fixed weight Handy-Whitman index. Id. at 18 and Attachment 4. Thus,
the parties’ proposed index would first,, seriously understate the actual rate of inflation;
and second, deviate further from the parties’ ideal index than does the Handy-Whitman
index.

Finally, the parties are introducing an “index estimation problem” of their own by
proposing to combine three indices: the overall GDP index for 1940 to 1959, the chain-
weighted Producers’ Durable Equipment index, and the Handy-Whitman index. Thus, for
example, BPA compared the parties index for overhead conducts for 1953 and 1993.
The 1953 index is weighted 24.1% Handy-Whitman index and 75.9% GDP. The 1993
index is weighted 98.1% Handy-Whitman index and 1.9% Producers Durable Equipment
index. Id. at 15. It isnot clear that these two indices are even intended to represent the
same basket of goods; they appear to have a deliberate index estimation problem. Id. at
15-16. Calculation of future transmission replacements is more accurate using the fixed-
weight Handy-Whitman index than using the combination index the parties have proposed.
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Decision

The Handy-Whitman indices will continue to be used in the calculation of transmission
system replacements. The parties have failed to demonstrate that it resultsin an
inaccurate measure of the cost of replacements. Moreover, the index the parties have
proposed as a substitute would be less accurate.

45 Risk Analysis

The objective of the Risk Analysisisto evaluate the impact that various economic and
generation resource capability variations could have on BPA'’s ability to make its annual
U.S. Treasury payments during the rate period. The Risk Analysisis performed through
the use of the Short-Term Risk Evaluation and Analysis Model (STREAM) and the Tool
Kit Model. The STREAM simulates the variability in net revenues (revenues minus costs)
BPA faces due to operating risks. TheTool Kit Model calculates the probability that BPA
will make all of its scheduled payments to the U.S. Treasury in full and on time, based on
the projected level of financial reserves at the beginning of the rate period, the projected
cash flows during the rate period, and the variability in net revenues simulated by the
STREAM.

In the Record of Decision for the 1993 Final Rate Proposal, BPA determined that as a
long term policy, BPA will plan to set its rates to maintain financial reserves sufficient to
achieve a 95 percent probability of meeting Treasury paymentsin full and on time for each
2-year rate period. 1993 ROD, WP-93-A-02, at 72-73. In addition, the Administrator
determined in that Record of Decision that BPA would adopt a phase-in Treasury
payment probability standard of 85 percent for the FY 1994-FY 1995 rate period in
recognition of a number of factorsincluding the overall level of the rate increase. Id.

at 76.

The 95 percent, 2-year standard is equivalent to an 88 percent probability of making all
five Treasury paymentsin a 5-year period (.975"5 =.88, .975"2 = .95). Revenue
Requirement Study Documentation Volume 1, FS-BPA-02A,8 3.2. The probability of
meeting its Treasury payment obligation is one measure of BPA’s expected ability to
recover its costs.

Because of competitive pressures and the need to keep costs and rates low, BPA is
reducing its probability of making Treasury payments for thisrate case. Arnold, et al.,
WP-96-E-BPA-15, at 4, Moorman, Evans, WP-96-E-BPA-9, at 28. The Administration
has agreed that, to the extent necessary, BPA may reduce its accumulation of cash
reserves, which isto say, reduce its probability of meeting Treasury payments on time and
infull. DeWolf, et al., E-BPA-14, at 7-8. BPA’s costs are met according to a specific
priority of payments out of the Bonneville Fund. The order in which BPA’s costs are met
are asfollows. (1) costs of the Net Billed Projects and the Trojan Nuclear Project, to the
extent covered by net billing credits; (2) cash payments out of the Bonneville Fund to
cover al required cash payments incurred by Bonneville pursuant to law, including net
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billing cash payments, other than payments to the United States Treasury; and

(3) paymentsto the U.S. Treasury. Because making paymentsto Treasury isthe lowest
priority, maintaining a high probability of Treasury payment also assuresthat all other
costs will be met.

45.1 Short-Term Risk Evaluation and Analysis Model (STREAM)

The STREAM is a hydro regulation model that makes operational and economic decisions
based on various reservoir, streamflow, load, resource performance, and nonfirm market
conditions and estimates revenues and expenses under these various conditions.

STREAM projects the expected variation in BPA’s annual cash flows by systematically
combining and analyzing variations in each of the major risk factorsto determine the
frequency, duration, and impact of these interactions on BPA’s annual cash flows.

In direct testimony on BPA'’s supplemental proposal, WPAG asserted that BPA has
overstated the probability of repaying the Treasury on time and in full. Beck,et al., WP-
96-E-WA-13, at 14 . WPAG argues that BPA has been overly optimistic in its projection
of load commitments from preference customers and in its associated projection of
revenues. |d. at 14. BPA testified in rebuttal that the results of its probability analysis
reflect prior use of BPA’s best estimate of projected average load commitment from
Priority Firm (PF) customers of 95 percent in studies impacted by loads. Conger, WP-96-
E-BPA-102, 2; see also Leg, et al., WP-96-E-BPA-118, at 2-3. These studiesinclude the
Hydroregulation Study, Loads and Resources Study, Federal Secondary Energy Analysis,
Revenue Forecast, and Risk Analysis. Conger, WP-96-E-BPA-102, at 2. BPA believes
that it has accurately estimated its Treasury repayment probability.

APAC and PPC testified that utilities have two choices: 1) they can pay a Load Shaping
charge to BPA specifically designed to compensate BPA for load variation risk; or 2) they
can absorb the risk themselves. In either case, BPA’s power rates should not include a
risk component to cover load variability due to weather or economic changes. When the
lower BPA risk is taken into account, the average Treasury repayment probability rises by
0.6 percent, the amount of expected missed Treasury payment drops by 10 percent, and
the number of deferrals drops by ailmost 2 percent. Hicks, Wolverton, WP-96-E-
PP/DS/PA/PG/RC/WA-08, at 2. APAC and PPC correctly note that take-or-pay
contracts reduce revenue risk that BPA faces due to load variations. Arnoldet al., WP-
96-E-BPA-45, at 4. However, APAC and PPC incorrectly conclude that BPA no longer
faces revenue and purchase power expense risks due to load variations for those utilities
that purchase BPA's Load Shaping product. Id. For utilities that purchase the Load
Shaping product, the risk of load variations remains on BPA. The Load Shaping product
offered by BPA to its utility customers reduces BPA’s customers' risk, not BPA’srisk.

Id. at 5. For customers buying Load Shaping, BPA continues to face the power purchase
expense and revenue risks when loads deviate from forecasts. Load Shaping product
revenues do not account for the revenue risks associated with load variations due to
weather and economic conditions. Id. Instead, the revenues from Load Shaping services
serve to reduce the amount of generation costs that BPA recovers through its energy
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charges. Load Shaping is merely a rate design mechanism that defines how BPA will
collect its revenue requirement. It does not set the level of costs, or planned net revenues,
that should be included in BPA’s revenue requirement to cover risks associated with load
deviations due to weather or economic conditions.|d. Moreover, in contrast with the
1993 Rate Case, BPA is not recovering all the planned net revenues for risks related to
load variations due to weather and economic conditions. Id.

452 Tool Kit Model

Inputs to the Tool Kit model include beginning financial reserves (the level of reserves
estimated to be on hand at the start of the rate period), the cash flows projected for each
year of the rate period, the STREAM output, which consists of a vector of net revenue
outcomes (deviations from expected net revenue values), and the potential application of
additions to BPA Fund cash reserves occasioned by the use of the Fish Cost Contingency
Fund. The primary output of the Tool Kit is an estimate of the probability that BPA will
make all of the planned annual paymentsto the U.S. Treasury in full and ontime. The
amount of “planned net revenues for risk” that are included in revenue requirements plays
akey rolein the Treasury payment probability. Planned net revenues for risk are one
component of BPA’s planned net revenues. Under the less-competitive circumstances
BPA faced in 1993 when BPA’s 10-Y ear Financial Plan was crafted and adopted in
coordination with customers, inclusion of larger planned net revenues for risk in the
revenue requirements resulted in higher rates and cash flows, a build-up of financia
reserves, and therefore a higher probability of making Treasury payments. Under the
current highly competitive circumstances, if BPA were to add sufficient planned net
revenues for risk to its revenue requirement to conform with the long-term probability
policy, BPA’s rates would rise, making its products less competitive in the market, and
BPA would therefore lose revenue, with the effect being a reduction in Treasury payment
probability. Arnold, et al., WP-96-E-BPA-15, at 4. There were no issues raised specific
to Tool Kit modeling.

APAC and PPC testify that, in the past, BPA included Program Cost Deferras as atool to
better ensure Treasury repayment probabilities. Hicks, Wolverton,
WP-96-E-PP/DS/PA/PG/RC/WA-08, a 3. Inthe 1996 rate case, BPA has dropped this
tool under the belief that no reliable, quantifiable prospect for additional cost cuts could be
made under a cost deferral mechanism. 1d. APAC and PPC assert that the cuts BPA
proposed are a permanent baseline that will continue to present opportunities to defer
costs and should be retained. Id. at 4. BPA did not include a program cost deferral
mechanism in its 1996 initial proposal because in that proposal, BPA proposed reducing
its costs on average by $250 million per year over FY 1996-2000 and by $350 million per
year in FY 2001. Id. at 3. Giventhislevel of cost reduction, it is unlikely that additional
cost cuts could be reliably achieved through a program cost deferral mechanism, and BPA
will not apply the mechanism in thisrate case. Arnold, et al., E-BPA-15, at 4.

WP-96-A-02
Page 84



45.3 Probability of Treasury Repayment

According to the risk analysis that has been performed, there is an 80percent probability
of making Treasury paymentsin full and on time during the 5-year rate period. Revenue
Reguirement Study Documentation, Volume 1, FSBPA-02A, Chapter 13. Wholesae
rates that are being adopted in the final rate proposal take into account a number of
factors and BPA's recognition of the need to offer competitive rates while at the same time
meeting its other financial obligations. Reducing the Treasury repayment probability for
thisrate case is one of the steps BPA is proposing to help maintain competitive rate levels.
Arnold, et al., E-BPA-15, at 4, Moorman, Evans, E-BPA-11, at 28. In her testimony
before the Senate Appropriations Committee, Subcommittee on Energy and Water, Alice
Rivlin, Director of the Office of Management and Budget, discussed how BPA’sfish
mitigation costs would be partly alocated to non-power uses. Ms. Rivlin stated that . . .
“to the extent necessary, BPA will reduce its build-up of cash reserves. This may make it
more likely that BPA will have to reschedule a portion of its annual Treasury payment in
future years. If such an event occurs, BPA will reschedule its debt consistent with existing
Treasury policy.” Revenue Requirement Study Documentation Volume 1, WP-96-E-
BPA-02A, Chapter 14, Attachment 1, at 7.

There were no issues identified in the 1996 rate proposal regarding reducing Treasury
repayment probability from the level determined in the 1993 rate case policy.

Because no party raised any issuesin their initial briefs concerning the STREAM or Tool
Kit models or concerning repayment risk, the issues described in parties’ testimony noted
above are waived. Procedures Governing Bonneville Power Administration Rate
Hearings, 51 Fed. Reg. 7611, § 1010.13(b) (1986).
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50 RESIDENTIAL EXCHANGE COSTS
51 | ntr oduction

The Northwest Power Act created the residential exchange program to provide residential
and small farm customers of Pacific Northwest (regional) utilities a form of accessto low-
cost Federal power. Under the Northwest Power Act, the BPA Administrator
“purchases’ power from each participating utility at that utility’s average system cost
(ASC). The Administrator then offers, in exchange, to “sall” an equivalent amount of
electric power at BPA’s Priority Firm (PF) power rate. The amount of power purchased
and sold is the qualifying residential and small farm load of each participating utility. The
Northwest Power Act requires the net benefits of the program to be passed directly to the
residential and small farm customers of the participating utilities.

For ratemaking purposes the residential exchange is treated as a “purchase and sale of
power.” However, the residential exchange is not a conventional power exchange. No
actual power istransferred either to or from BPA. It is only an exchange on paper.

Each utility’s ASC is determined by the Administrator according to the 1984 Average
System Cost Methodology (ASCM) developed by BPA in consultation with its customers
and other interested parties. The ASCM isincorporated for reference as Exhibit C to the
Residential Purchase and Sale Agreement (RPSA), which BPA signs with each utility that
participates in the residential exchange program. In simple terms, a utility’s ASC isthe
sum of the utility’ s production and transmission-related costs (contract system costs)
divided by the utility’s system load (contract system load). A utility’s system load isthe
firm energy load used to establish retail rates.

BPA uses the “jurisdictional approach,” which relies as a starting point upon the cost data
approved by state utility commission (in the case of IOUs) and utility governing bodies (in
the case publicly owned utilities) to determine a utility’s ASC. Costs that are not
approved by the state commissions or utility governing bodies cannot be included in
contract system cost.

The cost of the residential exchange program is part of BPA’s revenue requirement, which
must be recovered through rates. The ratemaking treatment of the residential exchange
costs and loads is discussed fully in the WPRDS, WP-96-FS-BPA-05. Additionally, the
individual 10U ASCs and the combined public utility ASCs are used as an input to the
Supply Pricing Model (SPM) which is used to calculate the section 7(b)(2) rate test. A
full discussion of the inputs to the section 7(b)(2) rate test is contained in the
Documentation for the 7(b)(2) Rate Test Study, WR96-FS-BPA-07A.

While the parties have raised a number of issues regarding BPA'’s residential exchange
costsin 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 the
Procedures Governing BPA Rate Hearings, arguments not raised in parties’ briefs are
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deemed to be waived. Such issues will be implemented based on BPA's stated position in
the record.

52 Adjustment for Coyote Springsin PGE’'s ASC

|ssue

Whether BPA should include costs for Coyote Springsin its forecast of Portland General
Electric’s (PGE’ s) average system cost (AC).

Parties Positions

PGE argues that this proceeding is not the proper forum to determine the treatment of the
Coyote Springs generation plant in PGE's ASC. PGE Brief, WP-96-B-GE-01, at 2. PGE
argues that this issue should be addressed in the BPA docket opened by BPA’s Exchange
Branch when PGE seeks to introduce those costs in its average system cost. I d.

WPAG argued that the BPA should replace the output of PGE’s Coyote Springs plant
with firm power purchased on the open market, which would reduce the costs of Coyote
Springsincluded in ASC. Beck, et al., WP-96-E-WA-01, at 14-15. WPAG did not raise
thisissue initsinitial brief or brief on exceptions.

BPA'’s Position

WPAG essentially asks BPA to predetermine that Coyote Springs is an imprudent
resource. Grinberg, et al., WP-96-E-BPA-43, a 15. It ispremature to determine the
prudence of PGE’s investment in Coyote Springs. Id.

Evaluation of Positions

Initstestimony, WPAG estimated the production costs of Coyote Springs to climb from
$33.34 per megawatt-hour in 1997 to $37.58 per megawatt-hour in 2001. Becket al., E-
WA-01, at 14-15. WPAG argued that a private utility with a diversified resource base of
generating resources would not likely build an additional generating unit with production
costs as high as Coyote Springs when cheaper power is available in the bulk power
market. 1d. at 15. WPAG then argued that BPA should replace the output of Coyote
Springs with firm power purchased on the market, which would provide a more
reasonable estimate of PGE’s least cost power supply optionsin the future. I1d. In
rebuttal testimony, PGE argued that this issue is not properly determined in this rate case
and should be addressed in the BPA Exchange Branch docket in which Coyote Springs
costs are introduced into PGE's ASC. Piro, Schue, WP-96-E-GE-01, at 1.

WPAG is essentially asking BPA to determine that Coyote Springs is an imprudent
resource. Grinberg, et al., E-BPA-43, at 15. It is premature to determine the prudence of
PGE’s investment in Coyote Springs for a number of reasons. Id. First, replacing the
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Coyote Springs costs with the costs of a power purchase at market rates would be
tantamount to BPA predetermining that Coyote Springs is an imprudent resource. | d.
BPA does not yet have a complete record upon which to make such a determination.ld.
PGE has made arequest for the recovery of itsinvestment in Coyote Springs in Oregon
Public Utility Commission (OPUC) Docket No. UE93. Id. The OPUC, however, has
not yet reviewed PGE’sfixed costs for Coyote Springs. Id. BPA’s|jurisdictiona

approach for the establishment of a utility’s ASC relies upon the costs approved by the
jurisdictional regulator as the starting point of itsreview. 1d. Until BPA hasthe
opportunity to review the OPUC’s order regarding the Coyote Springs resource, it would
be inappropriate to determine that the resource is imprudent. 1d.

Furthermore, the OPUC has approved the inclusion of the variable power costs of Coyote
Springsin the base rates it approved in Docket UE88. 1d. BPA reviewed these costs as
part of PGE’s Revised Appendix 1 Filing, Docket 6-A1-9501. Id. Giventhe OPUC's
prior approval of variable power costs, it is reasonable to assume that the OPUC will
approve the fixed O&M and capital costs of Coyote Springsin its review of Docket
UE-93. Id. In BPA’s supplemental testimony (Grinberg, et al., WP-96-E-BPA-72), BPA
proposed to include the costs of Coyote Springs recently filed by PGE before the OPUC
in Docket UE-93. Id. The costsfiled by PGE are the best data available at thistime. Id.

In BPA’s supplemental testimony, BPA proposed to include the cost data from the revised
Appendix 1 filing in BPA’sfinal rate proposal. 1d. BPA has received the Revised
Appendix 1 filing from PGE based on the costs approved by the OPUC in Docket UE-93
and is currently reviewing that filing in BPA Docket No. 5-A1-9503.

Decision

It is premature to determine the prudence of PGE’ s investment in Coyote Springs. The
costs approved by the OPUC and submitted by PGE in BPA Docket 5-A1-9503 are the
best data available at this time and should be included in BPA' s forecast of PGE’s ASC.

5.3 Treatment of Undepreciated Trojan Costsin PGE’ s ASC

|ssue

Whether BPA has properly reflected the costs of the Trojan nuclear plant in BPA's
forecast of PGE’'s ASC.

Parties Positions

PGE argues that this proceeding is not the proper forum to determine the treatment of the
Trojan Nuclear Power Plant investment recovery in PGE's ASC. PGE Brief, WP-96-B-
GE-01, at 2. PGE argues that the decision to include Trojan costs was already made by
the OPUC and was addressed in BPA’s Docket No. 6-A1-9501. Id.
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PPC argued that BPA did not use its most recent final ASC report, that BPA is not
obliged to follow the OPUC’ s determination on Trojan costs, and that BPA should review
its record given that a number of parties have challenged the legality of PGE’s recovery of
Trojan costs. Carr, Hicks, WP-96-E-PP-07, at 2. PPC did not raise thisissue initsinitial
brief. Initsbrief on exceptions, PPC argues that a recent Oregon circuit court opinion
precludes PGE from recovering the unamortized portion of its investment in the Trojan
nuclear facility. PPC Ex. Brief, WP-96-R-PP-01, at 7-8. PPC argues that, if upheld, the
decision could reduce PGE’s ASC and thus residential exchange benefits. 1d.

BPA'’s Position

Because BPA hasissued afinal report on this matter, the concerns identified by the PPC
regarding BPA’s use of arevised Appendix 1 filing are moot. Grinberg, et al., WP-96-E-
BPA-43, at 14. Ongoing litigation is not a sufficient reason in this instance to assume
costs other than those in BPA’s report. 1d.

Evaluation of Positions

Initstestimony, PPC argued that BPA did not use its most recent final ASC report in
determining PGE’s ASC but improperly relied upon PGE’s most recent revised Appendix
1, which could change by the time BPA issues its final report. Carr, Hicks, E-PP-07, at 2.
PPC aso argued that BPA is not obliged to adopt the OPUC’ s determination for BPA's
ASC determination. 1d. at 4-5. PPC also argued that several parties have chalenged the
legality of PGE’s recovery through rate base of PGE’s investment in Trojan and BPA
should therefore review the record before it in PGE’s Appendix 1 filing and not include
the disputed components of the Trojan nuclear plant. 1d.

On November 8, 1995, the BPA Administrator signed an ASC report regarding PGE’s
above-noted Appendix 1 filing. Grinberg, et al., E-BPA-43, at 14. For thisreason BPA
will no longer rely on PGE’s Appendix 1 filing for its forecast of PGE's ASC. 1d. BPA’s
supplemental exchange cost forecast will be based on BPA’s fina report. 1d.
Consequently, PPC’s arguments are moot. 1d.

Inits Draft Record of Decision, BPA concluded that to the extent that there are legal
challenges to the OPUC’ s treatment of Trojan costs, it would be inappropriate at thistime
to assume costs other than those contained in BPA’s ASC report. Draft ROD, WP-96-A-
01, at 84, citing Grinberg, et al., E-BPA-43, at 14. BPA noted that it has not previously
changed its treatment of costs simply because of ongoing litigation. Id. Inits brief on
exceptions, PPC notes that an Oregon circuit court judge recently found that PGE could
not legally recover the unamortized portion of its investment in the Trojan nuclear facility.
PPC Ex. Brief, WP-96-R-PP-01, at 7-8. PPC argues that, if upheld, the decision could
reduce PGE’s ASC and therefore PGE’ s exchange benefits by millions of dollars. Id.

BPA acknowledges that the recent court decision cited by PPC could potentially reduce
PGE’s ASC and thus PGE’s residential exchange benefits. While BPA respects PPC's
justifiable concerns, BPA must conclude that it is premature to rely on the decision for
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purposes of forecasting PGE’s exchange benefits. BPA takes official notice of the fact
that PGE and the OPUC have appealed the judge’' s decision. Therefore, the litigation
regarding this issue has not been completed. The judge’ s decision may be affirmed on
appeal or reversed. In the event the decision is reversed, it would be inappropriate to rely
on the decision in forecasting exchange benefits. Furthermore, even assuming for the sake
of argument that the decision is affirmed, the decision must be implemented by the OPUC.
BPA is unable to predict the manner in which the OPUC might implement the decision and
therefore is unable to forecast the effect that the decision and the OPUC’ s subsequent
order would have on PGE's ASC. In summary, while PPC has raised a legitimate

concern, it would be both inappropriate and impractical to revise BPA’s forecast of PGE's
ASC and exchange benefits at thistime.

Decision
BPA will use the OPUC approved costs to determine PGE's ASC. While there may be
legal challengesto the OPUC’ s treatment of Trojan costs, it isinappropriate to assume

costs other than those contained in BPA's ASC report at thistime.

54 Forecast of PRAM 4 True-Up Amount

|ssue

Whether BPA has properly estimated the amount of the Periodic Rate Adjustment
Mechanism (PRAM) true-up for Puget Sound Power & Light Company’s (Puget’s)
residential exchange benefits for fiscal year 1997.

Parties Positions

PPC argues that BPA’s Draft Record of Decision is inconsistent with the Record of
Decision for the Fiscal Year 1997 Residential Exchange Benefit Allocation (Allocation
ROD), which provides that BPA will pay Puget the actual amount of the PRAM 4 true up
in excess of the $8.354 million used to determine Puget’s allocation percentage. PPC EX.
Brief, WP-96-R-PP-01, at 7.

BPA'’s Position

A $10 million PRAM true-up for FY 1997 was assumed in BPA’s rate proposal.
Documentation for the Supplemental WPRDS, WP-96-E-BPA-61A, at 533. BPA takes
official notice of the Washington Utilities and Transportation Commission’s (WUTC's)
Docket Number UE-950618, which approved costs for Puget’s PRAM true-up for FY
1997 that would increase the true-up amount over the $10 million originally forecasted by
BPA. BPA should reflect the additional amount of the FY 1997 PRAM true-up amount
as an additional adjustment in determining the probability of BPA making its Treasury
payment. See Keep, et al., WP-96-E-BPA-66, at 4.
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Evaluation of Positions

Puget’ s residential exchange benefits are determined in part by a PRAM true-up. Keep,
et al., WP-96-E-BPA-99, Attachment 3, at 2. The PRAM is aratemaking experiment
established jointly by the Washington Utilities and Transportation Commission and Puget
in which differences between forecasted costs and actual costs (on a modeling basis) that
occurred during the test year are compared at the beginning of the second subsequent
PRAM rate period. Any over- or underrecovery of costs are then trued-up, that is,
Puget’ s revenue requirement is adjusted. At that time, Puget makes an average system
cost (ASC) filing with BPA. Following the 210 day ASC review period, Puget’s PRAM
true-up ASC filing results in a change to its ASC and exchange benefits for a period 2
years earlier.

In the 1996 rate case, BPA assumed that Puget’s PRAM true-up for FY 1997 would be
$10 million. Documentation for the Supplemental WPRDS, E-BPA-61A, at 533.
However, BPA’s testimony establishes that while the historical forecasts of PRAM
payments were $10 million annually for fiscal years 1993 and 1994, the actual PRAM
true-up amounts have greatly exceeded the forecasts. Keep,et al., WP-96-E-BPA-99,
Attachment 3, at 2. The fiscal year 1993 true-up (PRAM 2) was $26.4 million, or $16.4
million over the forecast. The fiscal year 1994 true-up (PRAM 3) will be $26.1 million, or
$16.1 million over the forecast. Id.; BPA Docket No. 7-A1-9501. Thistrend is
continuing for the PRAM true-up for fiscal year 1995 (PRAM 4), which is scheduled to be
paid in FY 1997.

Pursuant to section 1010.11(c) of theProcedures Governing BPA Rate Hearings, BPA
takes official notice of WUTC Docket Number UE-950618, Exhibit 39. The WUTC
approved costsin WUTC Docket No. UE-950618 that resulted in a $28.9 million dollar
PRAM 3 true-up filing by Puget. Keep, et al., WP-96-E-BPA-99, Attachment 3, at 2.
The WUTC aso approved PRAM 4 costs for the first seven months of the PRAM 4
period in the same WUTC docket. The approved PRAM 4 deferrals for the 7-month
period are $32,764,459 and the approved PRAM 3 deferrals for the comparable 7-month
period are $40,479,182. The PRAM 4 deferrals are therefore approximately 80 percent of
the PRAM 3 deferrals for the comparable 7-month period. The level of PRAM 4 deferrals
approved to date indicates that the trend of relatively high PRAM true-ups will continue.
Assuming that the PRAM 4 deferrals are 80 percent of the PRAM 3 deferrals, the total
PRAM 4 true-up amount will be approximately $21 million. BPA assumed a $10 million
true-up in its supplemental proposal. Documentation for the Supplemental WPRDS, E-
BPA-61A, at 533. In order to reflect the increase in the PRAM 4 true-up amount, $11
million should be added to the $10 million already assumed for the PRAM 4 true-up to
more accurately reflect the actual cost.

The addition of $11 million to the PRAM true-up amount for FY 1997 cannot be
incorporated into BPA’s ratemaking absent knowledge of the manner in which the
additional amount would be handled in the allocation of residential exchange benefits for
FY 1997. Asnoted in BPA’stestimony, BPA has conducted an interpretative rulemaking
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process to determine the proper method of allocating residential exchange benefits for FY
1997. Keep, et al., E-BPA-99, Attachments 2 and 3. BPA’s Record of Decision adopting
an alocation methodology was released concurrently with the 1996 rate case Draft
Record of Decision. Pursuant to section 1010.11(c) of theProcedures Governing BPA
Rate Hearings, BPA takes official notice of BPA’s final alocation methodology. Under
this methodology, in simple terms, BPA pays $145 million in FY 1997 residential

exchange program benefits. The $10 million previously forecasted for the Puget PRAM 4
true-up isincluded in total FY 1995 benefits for purposes of determining Puget’'s
percentage share of 1997 exchange benefits.

PPC argues that BPA’s Draft Record of Decision is inconsistent with the Record of
Decision for the Fiscal Year 1997 Residential Exchange Benefit Allocation (Allocation
ROD), which provides that BPA will pay Puget the actual amount of the PRAM 4 true up
in excess of the $8.354 million used to determine Puget’s allocation percentage. PPC Ex.
Brief, WP-96-R-PP-01, at 7. PPC’'s argument iswell founded. In addition to the
foregoing discussion, BPA will pay Puget any PRAM 4 benefits due Puget for FY 1995 in
excess of $8.354 million. BPA should reflect the additional $12.646 million of the FY
1997 PRAM true-up amount as an additional adjustment in determining the probability of
BPA making its Treasury payment. See Keep, et al., E-BPA-66, at 4.

Decision

BPA will add $11 million to the $10 million forecast of the PRAM 4 true-up amount to be
paid in FY 1997 in order to more accurately reflect the expected level of the PRAM 4
true-up for that year. BPA will reflect the additional $12.646 million of the FY 1997
PRAM true-up amount as an additional adjustment in determining the probability of

BPA making its Treasury payment.

55 $145 Million Residential Exchange Payment in FY 1997

|ssue

Whether BPA recouped a portion of the legidated $145 million in residential exchange
payments for FY 1997 from Portland General Electric Company (PGE) in 1998-2001.

Parties Positions

PGE argues that BPA’s supplemental rate proposal recoups from PGE’s residential
customers approximately $14 million of their FY 1997 benefits in the subsequent 4 years
contrary to the legidative history of the Energy and Water Development Appropriations
Act, P.L. 104-46. PGE Brief, WP-96-B-GE-01, at 3.

WPAG argues that PGE’s conclusion, that an increase in the PF Exchange rate to PGE
means that BPA is attempting to recoup the $145 million exchange payment in FY 1997,
does not follow from its premises. Beck,et al., WP-96-E-WA-15, at 14. WPAG notes
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that the PF Exchange rate could increase for other reasons, which does not mean that
BPA is attempting to recoup the $145 million. 1d.

BPA'’s Position

BPA is not recouping any portion of the $145 million in residential exchange benefits for
FY 1997 from PGE. Keep, et al., WP-96-E-BPA-99. Differencesin the PF Exchange
rate or in residential exchange benefits for a particular utility are the result of other
changes between BPA’s initial and supplemental proposals, particularly changesin
exchanging utilities' average system costs (ASCs). Id.

Evaluation of Positions

PGE notes that the Conference Report to the Energy and Water Development
Appropriations Act of 1995 indicates that it was not intended that BPA’s residential
exchange payment of $145 million in FY 1997 be recouped from residential exchange
customers in the remaining years of the 5-year rate period. PGE Brief, B-GE-01, at 3;
Piro, Schue, WP-96-E-GE-02, at 1. PGE then compares its forecasted exchange benefits
under the initial proposal PF Exchange rate to its estimated benefits under the $145million
payment. PGE Brief, B-GE-01, at 3; Piro, Schue, E-GE-02, at 2. PGE notes that the
increase in benefits is approximately $20 million. 1d. PGE then notes that PGE’s effective
PF Exchange rate in the supplemental proposal is higher than its effective PF Exchange
rate in the initial proposal, which resultsin lower forecasted benefits for PGE under the
supplemental proposal for 1998-2001. |d. PGE then concludes that the $14million
difference in projected PGE benefits between BPA' s initial and supplemental proposalsis
somehow a manner of “recouping” the extra $20million in exchange benefits that PGE
estimates it should receive under the $145million alocation for FY 1997. 1d.

These arguments are not persuasive for a number of reasons. First, total residential
exchange benefits for the four years FY 1998 through FY 2001 averaged $66.5 million per
year in BPA’s supplemental proposal compared to an annual average of $56.5millionin
BPA’sinitial proposal. Keep, et al., E-BPA-99, a 2. This constitutes an increase of

$10 million per year in total residential exchange benefits under BPA’s supplemental
proposal. 1d. BPA has not “recouped” the increased FY 1997 residential exchange
benefits from exchanging customers in the remaining years of the 5-year rate period. Id.
In fact, the residential exchange benefits for those remaining years have increased by an
average of $10 million per year. Id. at Attachment 1.

Furthermore, the Energy and Water Development Appropriations Act of 1995 states that
“the cost benefits of eligible utilities' total purchase and exchange sales under 16 U.S.C.
839c¢(c)(1) shall be $145,000,000 for fiscal year 1997.” The Conference Report on the
legidation states that “[i]t was not intended that BPA’s residential exchange payment of
$145 million in fiscal year 1997 be recouped from BPA's residential exchange customers
in the remaining years of the 5-year rate period.” In the testimony of Keep,et al.,
WP-96-E-BPA-66, BPA described its implementation of the foregoing legislation. BPA
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proposed to develop rates in a manner that would not recoup the additional FY1997
exchange benefits from residential exchange customers and would not increase rates to
BPA’s public utility and direct service industrial customers. Keep, et al., WP-96-E-BPA-
99, at 2-3. BPA’s proposal determined rates by calculating BPA’s revenue requirement
for the rate period in the same manner as it was calculated in BPA’sinitial proposal. 1d. at
3. The cost of the residential exchange in FY 1997 was not adjusted to reflect exchange
benefits of $145 million. Id. Thiswasimplemented in the following manner. First, the PF
Preference and PF Exchange rates were calculated. Id. Second, the amount of the

FY 1997 exchange benefits resulting from the PF Exchange rate was determined. Id.
Finally, BPA calculated the difference between the $145million and the FY 1997
exchange benefits derived from the PF Exchange rate. 1d. This additional amount was
taken from projected BPA cash reserve estimates that would have otherwise been
available for risk mitigation. 1d. By isolating the additional amount in this way, BPA
could not “recoup” the $145million from the residential customers in the remaining years
of the 5-year rate period. 1d. Differencesin the PF Exchange rate or in residential
exchange benefits for a particular utility are the result of other changes between BPA's
initial and supplemental proposals. Id. For example, PGE ignores the fact that its
forecasted ASC declined from the initial rate proposal to the supplemental rate proposal.
Following adjustments to cost escalators, purchase power costs, and to the Coyote
Springs Generating Unit (Grinberg, et al., WP-96-E-BPA-72, a 2-4), PGE’s forecasted
ASC for FY 1998 declined from 34.91 mills per kWh in the initial proposal to 34.62 mills
per kWh in the supplemental rate proposal. Supplemental WPRDS, E-BPA-61A, at 530.
A reduction in a utility’s ASC results in a reduction in a utility’ s residential exchange
benefits. This effect is not aresult of BPA recouping exchange benefits from exchanging
utilities during the four years following FY 1997.

In addition to changes in PGE’s ASC, the ASCs of other exchanging utilities also changed
in BPA’s supplemental proposal. Grinberg, et al., E-BPA-72, at 1-8. The section 7(b)(2)
rate test determines the total amount of exchange benefits available to the exchanging
utility customer class asawhole. Thistotal level of benefits has increased in each of
BPA’srate proposals. Benefits are then allocated based on utilities ASCs and exchange
loads through the applicable PF Exchange rate. When modeling the distribution of these
benefits, an increase in an exchanging utility’ s individual ASC and/or exchange load
relative to PGE’s ASC and exchange load will cause PGE'’s individual share of the total
exchange benefits to decrease. In this case, Puget Sound Power & Light Company’s
(Puget’s) ASCsin the initial proposal ranged from 33.51 millgkWh in FY 1997 to 35.55
mills’kWhin 2001. Initidl WPRDS, WP-96-E-BPA-05A(E4), at 53. InBPA’s
supplemental proposal, Puget’s ASCs ranged from 34.19 millskWh in 1997 to 37.25
millskWh in 2001. Supplemental WPRDS, E-BPA-61A, at 530. As noted above, PGE’'s
ASC declined from the initial proposal to the supplemental proposal. Therefore, a
reduction in benefits to PGE is not the result of BPA recouping part of the $145 million
from PGE, but instead is the result of BPA reflecting revised ASCs for exchanging utilities
in the development of the PF Exchange rate. In simple terms, PGE’s reduction in
exchange benefitsis largely due to Puget’s increase in exchange benefits.
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Decision

BPA has not recouped any portion of the $145 million in FY 1997 residential exchange
payments from PGE.

5.6 In Lieu Transactions and Exchange L oads

|ssue

Whether BPA should assume that in lieu transactionswill occur in the July 1, 2001, to
September 30, 2005 (2002-2005) time period and what the appropriate exchange loads
will be during that period.

Parties Positions

The Mgjor Residential Exchange Participants (MREP or 10Us) argue that BPA’s initia
proposal assumption that there would be no in-lieu transactions is inconsistent with BPA’s
“real world position.” MREP Brief, WP-96-B-GE/PL/PS-01, at 29-30; MREP EXx. Brief,
WP-96-R-GE/PL/PS-01, at 21-22. The IOUs also argue that BPA has declined to take a
position on the assumption about in-lieu transactions. MREP Brief, WP-96-B-GE/PL/PS-
01, at 31.

WPAG argues that BPA should assume that the current in-lieu notice requirements
continue after 2001. WPAG Brief, WP-96-B-WA-01, at 17. WPAG aso argues that the
in-lieu notice periods under the post-2001 RPSA commence no earlier than the date such
contracts are executed, thereby reducing the amount of exchange load subject to in-lieu
transactions. Id.

PPC argues that BPA should not assume that it will exercise its in-lieu rights with
exchanging utilities after 2001. PPC Brief, WP-96-B-PP-01, at 19-20; PPC EX. Brief,
WP-96-R-PP-01, at 6. PPC argues that the simultaneous pressures of competition and
regulation should force the IOUs into a narrow set of alternatives regarding the types of
generation and transmission costs eligible for subsidization under the exchange program
such that they will not be able to retain full tariff costs after 2001 that would make in-lieu
transactions inevitable. Id.

BPA'’s Position

In BPA’sinitial proposal, BPA assumed that no in-lieu transactions would occur either
pre- or post-2001 through 2005. Grinberg, et al., WP-96-E-BPA-16, at 10. InBPA’s
rebuttal testimony, BPA acknowledged that an assumption of some in-lieu transactionsis
appropriate because it islikely that in-lieu resources will be available at lower cost than the
ASCs of many exchanging utilities during the outyears. Grinberg, et al., WP-96-E-BPA-
43, at 2. BPA also agreed with the IOUs that it is appropriate to base an estimate of
future in-lieu transactions on transactions occurring after July 1, 2001. 1d. at 2-3.
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Because there are currently no RPSAs in effect that govern the post-2001 period, BPA
recognized that any estimate of future in-lieu transactions must be based on assumptions
of contract provisions governing the implementation of in-lieu transactions under RPSAs
in effect after July 1, 2001. 1d. BPA recognized that there are two basic approachesto
assumptions regarding post-2001 RPSA provisions. Id. at 3. One approach assumes that
the post-2001 RPSA is similar to both the current RPSA and the principles developed for
the subsequent RPSA. Id. Using this approach, BPA proposed that a reasonable estimate
for in-lieu transactions for the period from 2002 through 2005 is50 percent of the
exchange load of PGE and Puget and 100 percent of the exchange load of Oregon Trail
Electric Cooperative and the southern Idaho jurisdiction of PacifiCorp (approximately
1300 aMW). 1d. at 9. One hundred percent of exchange loads should be assumed to exist
for the years 2002-2005. |1d. at 10-12. The other approach assumed that the post-2001
RPSA is significantly different than the current RPSA and principles. Id. Under this
approach, it was assumed that new RPSAs would allow BPA to in-lieu 100 percent of
exchange loads and that no exchange loads should exist for the years 2002-2005. Id. at

10, at 12-13. BPA noted that it would determine the proper approach after reviewing the
parties briefs.

Evaluation of Positions

The residential exchange program involves a “purchase” of power from an eligible utility
at the utility’s average system cost (ASC) and a“sale” of an equal amount of powerback
to the utility at BPA’s applicable PF rate. 16 U.S.C. 839¢(c). The amount of the
purchase and sale equals the utility’ s residential and small farmload. 1d. Under section
5(c)(5) of the Northwest Power Act, BPA may “acquire an equivalent amount of electric
power from other sources to replace power sold to a utility [as part of the residential
exchange] if the cost of such acquisition is less than the cost of purchasing the electric
power offered by such utility.” 16 U.S.C. 839¢(c)(5). In other words, in lieu of
purchasing power from the utility at the utility’'s ASC, BPA may purchase power from an
aternative source (an “in-lieu resource”) if the cost of the acquisition is less than the
utility'sASC. Id. Thisacquisition of power from other sourcesis“in lieu” of the
“purchase” of power at the utility’s average system cost (ASC) that would otherwise
occur under the residential exchange and is designed to provide a mechanism to control
the costs of the residential exchange. Grinberg, et al., E-BPA-16, at 9. Without “in lieu”
transactions or a similar cost-control provision, BPA’s “purchase” of power from utilities
participating in the residential exchange would have no limit to the amount of costs that
BPA, and its customers, might be required to bear. Id. Thein-lieu transaction is not
mandatory and is implemented subject to the Administrator’s discretion consistent with
applicable law and the applicable RPSA. 1d.

The Mgjor Residential Exchange Participants (10Us) argue that BPA’s assumption in its
initial proposal that there would be no in-lieu transactions in the 2002-2005 period is
inconsistent with BPA’sreal world position. MREP Brief, B-GE/PL/PS-01, at 29-30.
While the 10Us criticize BPA’s initial proposal assumption, the assumption of zero in-lieu
transactions was abandoned in BPA’s rebuttal testimony. See Grinberg, et al., WP-96-E-
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BPA-43, at 2. Nevertheless, the IOUs argue that BPA has served exchanging utilities
with purported notices of itsintent to invoke itsin-lieu authority. MREP Brief, B-
GE/PL/PS-01, at 30. The 1OUs cite a June 2, 1995, letter from BPA to exchanging
utilities “asserting its right to in-lieu up to 100% of their exchange loads, and asserting
that the economics of the power business suggest such a strategy.” 1d.; Piro, et al., WP-
96-E-GE/PL/PS-02, at 7. Thisletter, however, did not require BPA to in lieu 100 percent
of BPA’s exchange load, but rather noted that BPA may conduct in-lieu transactions for
anywhere from zero to 100 percent. Grinberg,et al., E-BPA-43, at 9. This letter
therefore does not establish that BPA would conduct in-lieu transactions for any particular
amount of exchange load. 1d.

The 10Us aso argue that BPA’s economic forecasts support the proposition that there
should be in-lieu transactions. MREP Brief, B-GE/PL/PS-01, at 30. The IOUs argue that
BPA'’s supplemental proposal projects more than 4000 MW of firm power available in
fiscal year 2001 at prices less than or equal to 29 mills’/kWh. Id. The I0OUs argue that
given BPA’sforecast that power available to displace DSI and preference customer loads
increases from 1998-2001 at rates of 29 mills or less, with average system costs exceeding
29 mills, an assumption of no in-lieu transactions is inconsistent with BPA’s case. |d.
Again, as noted above, BPA abandoned itsinitial proposal assumption that there would be
no in-lieu transactions after 2001. See Grinberg, et al., E-BPA-43, at 2. BPA agrees with
the IOUs that in-lieu transactions would occur after 2001. 1d. The issue, however, is
what would be the extent of such in-lieu transactions and what would be the effect on
post-2001 exchange loads. BPA addressed thisissue at great length during the hearing, as
recounted in greater detail below.

With regard to the argument that there are 4000 aMW of power available for in-lieu
transactions after 2001, the IOUS argument is not persuasive. The 4000 aMW cited by
the IOUs is not based on a forecast of regional resources and costs for the post-2001
period. Indeed, the record establishes that the proper manner of determining the cost of
in-lieu resources for 2002-2005 is based upon an estimate of the marginal cost to servean
increment of regional load based on the regional planning model developed in BPA's
Strategic Planning Group. Grinberg, et al., E-BPA-43, at 6-7. Even this analysis may
understate the cost of in-lieu resources. Id. a 7. Instead of adirect analysis of in-lieu
resources and costs, however, the IOUs rely upon BPA'’ s testimony on competitiveness
and, in particular, atable entitled *Potential Sales L osses for High Price Case.” Moorman,
Evans, WP-96 -E-BPA-65, at 7. This table addresses potential BPA sales losses as
opposed to surplus regional resources and resource costs. The table provides that BPA
would incur sales losses of up to 4000 aMW if it were assumed that BPA’s PF rate were
29 millskWh and BPA's I P rate were 27 millsskWh. BPA’s proposed PF and IP ratesin
BPA’s supplemental proposal were 24.94 millskwWh and 22.60 mills’kWh, respectively,
not the higher numbers cited by the IOUs. Therefore, BPA is not forecasting that BPA
will experience load losses of 4000 MW or that 4000 MW will be available asin-lieu
resources after 2001 based on BPA’s competitiveness testimony. Furthermore, the table
relied upon by the IOUs only shows data through the year 2001. Moorman, Evans, E-
BPA-65, at 7. Therefore, the table does not provide the cost of in-lieu resources for the
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post-2001 period when in-lieu transactions would occur. Also, the table does not
establish the cost or amount of surplus resources available after 2001.

Given that BPA does not forecast sales losses of 4,000 aMW which would make surplus
BPA power available as in-lieu resources, the issue becomes whether power that
otherwise would have been sold by BPA’s competitors to BPA’s customers would instead
be available as in-lieu resources. Even assuming, arguendo, that BPA incurred sales
losses, the table provides no indication of the type of resources that would be used by
BPA’s competitors to serve BPA’s sales losses, nor does the table indicate the terms and
conditions that would be assumed to exist between the seller and BPA’s former customer.
There is no indication whether BPA’s potential lost sales would be served by BPA's
competitors with existing surplus, nonfirm energy sources, new generation or purchase
power. Thereisno indication that potential sales would be month-to-month, yearly, or
long-term. The 10OUs have long argued that an in-lieu resource should be a firm resource.
Grinberg, et al., E-BPA-43, at 5. Under a post-2001 RPSA similar to the existing RPSA,
the term of an in-lieu transaction would have to be at least 5 years duration. Id. at 5. The
table provides no evidence that 4000 aMW in in-lieu resources would be available from
BPA’s competitors after 2001 that would satisfy these conditions.

In their brief on exceptions, the |OUs argue that BPA objects to the use of atable entitled
“Potential Sales Losses for High Price Case” from BPA’s competitiveness testimony
because the cited resources may be of a nonfirm nature. MREP Ex. Brief, WP-96-R-
GE/PL/PS-01, at 22. The IOUs argue that BPA’s objection is inconsistent with the fact
that the sales losses in the table are potential losses of DSI and public agency firm sales.

Id. The IOUs have misinterpreted BPA’s argument. BPA did not argue that BPA’s
potential sales losses were nonfirm. Instead, BPA argued that the table did not
demonstrate the replacement power of BPA’s competitors would be firm, and therefore
one could not demonstrate that the replacement power would meet the requirements of an
in lieu resource. I1n order for the table to demonstrate the availability of BPA firm power
asanin lieu resource, the referenced table would have to contain rates similar to BPA’s
proposed rates and the time period of the table would have to cover the proposed in lieu
period. In order for the table to demonstrate the availability of competitors power as an
in-lieu resource, the replacement power used to displace BPA firm power would have to
meet the conditions required of an in lieu resource and the time period of the table would
have to cover the proposed in-lieu period. However, the rates used in the table are not the
rates BPA is forecasting for the relevant time period. Furthermore, the time period of the
table ends in 2001, while the in-lieu period beginsin late 2001. Also, there has been no
demonstration that the replacement power used to displace BPA firm power would meet
the conditions required of an in lieu resource. In summary, the cited table does not
establish that 4,000 aMW of in-lieu resources are available after 2001.

The IOUs argue that they cannot discern BPA'’s position on in-lieu transactions. MREP
Brief, B-GE/PL/PS-01, at 31. Thisis puzzling, however, because BPA’s position has
been laid out in great detail, as evidenced by the discussion below. In summary, BPA
acknowledged that it was appropriate to include the assumption of some in-lieu
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transactions in the post-2001 period. Grinberg, et al., E-BPA-43, at 2. BPA noted that
there isno RPSA currently in effect that would govern the post-2001 period.ld. BPA
then noted that any assumption regarding the implementation of in-lieu transactions
depends upon the assumptions made regarding the terms of the RPSA for the post-2001
period, because the RPSA governs the manner in which BPA implements in-lieu
transactions. Id. at 3. BPA stated that there are two basic approaches to assumptions
regarding post-2001 in-lieu provisions. 1d. One approach assumes that the post-2001
RPSA is similar to both the current RPSA and the principles developed for the subsequent
RPSA. 1d. The other approach assumes that the post-2001 RPSA is significantly different
than the current RPSA and principles. 1d. Each of these approaches was described in
great detall in order that the parties would have a complete opportunity to address any and
all issues associated with either approach, or with alternative approaches that BPA did not
identify. Id. at 3-13. BPA would determine the proper approach in developing its rates
after reviewing the parties’ briefs on this issue.

The 10Us aso argue that BPA ducked the controversy about its assumptions
contradicting its conduct and experimented with the assumption that it would invoke the
in-lieu provison. MREP Brief, B-GE/PL/PS-01, at 31. To the contrary, however, as
discussed in greater detail below, BPA directly addressed every issue raised by the IOUs
regarding allegations that BPA’s assumptions somehow contradicted its conduct. In
addition to falsely accusing BPA of “ducking” issues, which is refuted by the record, the
|OUs raise another ad hominem argument, suggesting that BPA incorporated the
assumption of a 100 percent in-lieu in developing its supplemental ratesin order to
“inspire parties receiving rate reductions under BPA’s proposal to put evidence in the
record purporting to support BPA’s initial position that no in-lieu transactions should be
assumed.” MREP Brief, B-GE/PL/PS-01, at 31. Thisargument is completely unfounded.
BPA never considered that the use of a 100 percent in-lieu assumption would incite any
particular party or parties to file testimony supporting BPA’s initial proposal assumption
of no in-lieu transactions. Furthermore, such an argument makes little sense for many
reasons. First, as noted above, BPA abandoned itsinitial proposal assumption of no in-
lieu transactions in its rebuttal testimony. BPA had no incentive to seek new testimony
supporting a position it no longer advocated. Second, the actual reason for the
assumption of 100 percent in-lieu transactionsis plainly stated in the record:

BPA recognizes that two approaches for determining exchange loads in the
outyears have been presented. Because there is currently no contract
which governs the residential exchange program after June30, 2001, BPA
must make some estimate of the manner in which in-lieu transactions will
take place under post-2001 RPSAs. BPA has made no decision to
implement either approach at this time, although some approach had to be
used in order to perform the supplemental section 7(b)(2) ratetest. BPA’s
initial proposal section 7(b)(2) rate test assumed zero in-lieu transactions
and thus incorporated 100 percent of exchange loads. The assumption of
zero exchange load in the supplemental proposal allows partiesto see the
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other extreme regarding the greatest potential impact of in-lieu transactions
on the section 7(b)(2) rate test.

Grinberg, et al., WP-96-E-BPA-72, at 9. Thisrationale states the true reason BPA
included this assumption in its supplemental proposal. Finaly, the use of a 100 percent in-
lieu assumption could equally be seen as a means of inciting parties who favor the 100
percent in-lieu assumption to file testimony supporting BPA’s proposal. In summary, the
IOUS ad hominem arguments are unfounded.

The IOUs argue that BPA has expressly stated that it has no position on whether in-lieu
transactions should be assumed -- it will let the parties know when the Draft ROD is
released. MREP Brief, B-GE/PL/PS-01, at 31. Again the IOUs have mischaracterized
BPA’s position. As noted above and discussed in greater detail below, BPA identified
two options for in-lieu transactions: one assuming that the post-2001 RPSA is similar to
both the current RPSA and the principles developed for the subsequent RPSA (using a 50
percent in-lieu of PGE and Puget and a 100 percent in-lieu of PacifiCorp’s southern Idaho
jurisdiction and Oregon Trail Electric Cooperative), and a second option that assumed an
RPSA different from the existing RPSA and principles (using a 100 percent in-lieu of all
exchanging utilities). Grinberg, et al., E-BPA-43, at 3-13. Neither of these options
advocated an assumption of no in-lieu transactions. Each of these options was presented
in great detail in order that parties could comment on each approach during the hearing
and the parties’ briefs could assist BPA in making a determination of the proper approach
in the Draft Record of Decision.

The foregoing discussion of the issues raised by the partiesin their briefsis illuminated by
amore complete review of the record and the development of BPA’srate proposals. In
BPA’sinitial proposal, BPA assumed that no in-lieu transactions would occur either pre
or post-2001 through 2005. BPA made this assumption for a number of reasons. Id. at
10. First, the current RPSA does not allow BPA to start in lieu transactions until 7 years
from the date of BPA’s notice of itsintent to in lieu. Id. Because the in lieu would not
begin until after the expiration of the current RPSA, BPA will not in lieu a utility under the
current RPSA and there are no contracts in place to implement in lieu transactions
between now and 2005. 1d. Second, BPA was unsure if there would continue to be a
significant difference between the expected price of in-lieu power and the ASCs of what
would today be the most likely utility candidates for inlieu transactions. 1d. Finally, BPA
was unsure whether utilities would sign the new proposed RPSA that may soon be offered
to replace the current RPSA. |d. The proposed draft RPSA template was released on
June 26, 1995. Id. Because of current differences between BPA and certain parties
regarding the proposed draft RPSA, it was not clear whether any parties would accept the
proposed draft RPSA. Id. If, for whatever reason, the utilities did not sign the proposed
draft RPSA, then BPA would have no inlieu opportunities prior to July 1, 2001, and
would assume no in-lieu opportunities post July 1, 2001, unless it were assumed that BPA
would rely onin lieu under a subsequent RPSA that incorporates “statutory inlieu”
provisions beginning July 1, 2001. Id.
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While BPA’sinitial proposal did not assume any in-lieu transactions in the outyears, BPA
did not reject the possibility of in-lieu transactions and identified possible aternatives to
the assumption of no in-lieu transactions. Id. at 10-11. BPA identified two general
approaches that might govern BPA’s implementation of inlieu transactions. 1d. First,
utilities representing 75 percent or more of qualifying exchange load might sign the draft
proposed RPSA and BPA could then begin irlieu transactions consistent with the
provisionsin the draft proposed RPSA. Id. Inthe second approach, utilities might choose
not to sign the draft proposed RPSA and BPA, under alater RPSA, could begin inlieu
transactions after June 30, 2001. |d.

Under the draft proposed RPSA, BPA determined that if the proper number of utilities
were to sign the draft proposed RPSA and loads, resources and costs were to remain
unchanged from the present, and BPA were to provide in lieu notices, it would then likely
be assumed that BPA would send intlieu notices to PGE, Puget, and PacifiCorp. Id. at
11. The notice to PacifiCorp would be for only its southern Idaho jurisdiction. Id. BPA
would assume that PGE and Puget would limit BPA to the 100 aMW cap in each of the
first two in-lieu periods provided in the draft proposed RPSA. BPA would issue
subsequent notices to these utilities consistent with the draft proposed RPSA.Id. This
would result in in-lieu transactions totaling 226 aMW for the FY 1998-1999 period, 453
aMW for the FY 2000-2001 period, 915 aMW for the FY 2002-2003 period, and 1388
aMW for the FY 2004-2005 period. 1d. These amounts of in lieu transaction under the
proposed draft RPSA are consistent with the rampin limits for in-lieu transactions
contained in the draft proposed RPSA. Id.

Under afuture RPSA beginning July 1, 2001, BPA noted that the amount of in-lieu
transactions would be different. Id. If BPA were to issue in-lieu notices under some
future RPSA, BPA assumed that in-lieu notices equal to 50 percent of PGE’s and Puget’s
exchange load would be issued, and PacifiCorp’s southern Idaho jurisdiction would be

in lieued for its entire exchange load. 1d. Thiswould total 1225 aMW of in-lieu
transactions beginning July 1, 2001. 1d. These amounts of in-lieu transactions were
chosen because both PGE and Puget have large residential exchange loads (approximately
1,000 MW). Id. at 12.

BPA initially assumed that it would send in-lieu notices to those three utilities because
these utilities, PGE, Puget Power, and PacifiCorp’s southern Idaho jurisdiction, have
among the highest ASCs of the utilities participating in the residential exchange. Id.
Additionally, it would be administratively easier to serve a smaller number of utilities that
could provide potentially large amounts of savings. Id. The combined ASC of
PacifiCorp’s other jurisdictionsis close to resource costs and thus could be marginally
attractive for in-lieu purposes. 1d. Most of the public agency customersthat participate in
the residential exchange either have ASCs that are not much greater than resource costs or
have very small residential exchange loads. Id. To inlieu public agency customers would
require BPA to issue many in-lieu notices to achieve a comparable level of savings to that
which would be available by issuing an in-lieu notice to PGE or Puget. Id.
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The 10Us argued that BPA inappropriately assumed that there would be zero in-lieu
transactions during the years 2002 through 2005. Piro, et al., E-GE/PL/PS-02, a 6-7. In
BPA’s rebuttal testimony, however, BPA acknowledged that an assumption of some in-
lieu transactions is appropriate because it is likely that in-lieu resources will be available at
lower cost than the ASCs of many utilities during the outyears. Grinberg, et al., E-BPA-
43, at 2. BPA also agreed with the IOUs that it is appropriate to base an estimate of
future in-lieu transactions on transactions occurring after July 1, 2001. See Piro, et al., E-
GE/PL/PS-02, at 6-7. Currently there are no RPSAs in effect that govern the post-2001
period. Grinberg, et al., WP-96-E-BPA-43, at 2. Any estimate of future in-lieu
transactions, therefore, must be based on assumptions of contract provisions governing
the implementation of in-lieu transactions under RPSAs in effect after July 1, 2001. Id. at
2-3.

As noted above, BPA recognized that there are two basic approaches to assumptions
regarding post-2001 RPSA provisions. Id. at 3. One approach assumes that the post-
2001 RPSA is similar to both the current RPSA and the principles developed for the
subsequent RPSA. 1d. The other approach assumes that the post-2001 RPSA is
significantly different than the current RPSA and principles. Id. BPA must choose one of
these approaches, or avariation of these approaches, in determining itsin-lieu
assumptions. The parties addressed thisissue in their briefs. WPAG arguesthat BPA's
ability to exercise in-lieu rights after 2001 depends upon the RPSA provisions governing
such transactions at that time and since this is after the current RPSA expires, it is a matter
of speculation what provisions will be agreed to in such new contracts regarding the
exercise of in-lieu rights. WPAG Brief, B-WA-01, at 17. WPAG argues that in such
circumstances it is best to assume that the in-lieu provisions in the current RPSA will be
carried forward into the post-2001 period. Id. WPAG argues that this approach reduces
speculation and allows the section 7(b)(2) rate test to operate on the basis of provisions
which are known and determinable. 1d. WPAG notes that this does not mean that all
post-2001 exchange load would be subject to the exercise of in-lieu. Id. WPAG argues
that any notice given under the existing RPSA would cease to have effect when the RPSA
expiresin 2001 unless the utilities agree under the subsequent RPSA to be bound by the
prior notice. 1d. WPAG argues that the utilities would not agree to be so bound and
therefore the notice period for any in-lieu notice issued under the post-2001 RPSA would
commence no sooner than the date such RPSA would be executed.ld. at 18.

PPC notes that in-lieu transactions are discretionary and need not occur unless BPA
chooses to implement them. PPC Brief, B-PP-01, at 19. PPC argues that while the IOUs
successfully compete with BPA in large-load markets, they ask BPA to make the contrary
assumption in this rate case that their full tariff costs will still be so high after 2001 that in-
lieu transactions will be inevitable. 1d. PPC argues that the IOUs are charging their
residential customersretail rates around 50 mills’kWh while they are simultaneously
competing for larger loads at prices of 20 mill/kwh or less. 1d. PPC argues that thisrate
disparity will motivate customersto either seek regulatory redress or seek competitive
aternatives over the next 5 years. 1d. If customersfail to act, PPC argues that regulatory
intervention will occur on their behalf. 1d. PPC argues that the simultaneous pressures of
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competition and regulation should force the IOUs into a narrow set of alternatives
regarding the types of generation and transmission costs eligible for subsidization under
the exchange program, which will force the IOUs to reduce such costs through elimination
or restructuring. |d.; PPC Ex. Brief, WP-96-R-PP-01, at 6. PPC concludes that the most
reasonable assumption is that the IOUs will have been forced to have reduced their
respective ASCs by the time BPA could start making in-lieu transactionsin 2001. Id. In
summary, PPC argues that in-lieu transactions should be unnecessary by 2001. Id.

As noted above, the IOUs disagree with the PPC position and argue that there is no basis
for an assumption that there would be no in-lieu transactions after 2001. MREP Brief, B-
GE/PL/PS-01, at 30-31.

Based upon the record, BPA finds that an approach which assumes that the post-2001
RPSA will be similar to both the current RPSA and the principles developed for the
subsequent RPSA is the best approach. Under this approach, as explained in greater detall
below, BPA would in-lieu 100 percent of the exchange loads of PacifiCorp’s southern
Idaho jurisdiction, Oregon Trail Electric Cooperative, PGE and Puget. Such an approach
is the most reasonable because it is based on the existing RPSA which has been used to
implement the residential exchange program for the past 16 years and it also reflectsthe
principles developed in contract negotiations for the subsequent RPSA. Thus, thereisa
factual basis for the rules governing in-lieu transactions under this approach. The other
approach, which smply assumes that a subsequent RPSA would allow BPA to implement
in-lieu transactions virtually without limitation, is both speculative and contrary to the
existing RPSA and principles. There is no factual basis supporting such an approach.

Tr. 2069.

WPAG argues that BPA should assume that there would be a notice requirement for in-
lieu transactions and that BPA should assume that any in-lieu transaction could not begin
until after the RPSAs were executed and the notice requirement satisfied. WPAG Brief,
B-WA-01, at 17. Under the current RPSA thereis a7 year notice requirement prior to
implementing in-lieu transactions. Under the RPSA principles for the subsequent RPSA
there isa 2 year notice requirement. While it istrue that the notice requirement must be
satisfied and can only be satisfied after the RPSA is effective, the date of execution of the
next RPSA is not known. The RPSA could be negotiated and executed well before 2001
such that any notice requirement could be satisfied by 2001. Alternatively, notice
provisions could be established in the new RPSA that would allow initia in-lieu
transactions upon shorter notice than the current RPSA and principles.

As noted above, PPC argues that the simultaneous pressures of competition and regulation
should force the 10Us to reduce the costs €eligible for subsidization under the exchange
program. PPC Brief, B-PP-01, at 19; PPC EX. Brief, WP-96-R-PP-01, at 6. Thiswould
force the IOUs to reduce their respective ASCs by the time BPA could start making in-
lieu transactions in 2001. 1d. PPC's argument regarding future market forces may be
correct, however, because BPA cannot know the events to unfold in the retail rate arenain
the future, PPC’s conclusions are speculative at thistime. PPC has not cited any factua
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evidence presented in the hearing in support of its argument. As noted previously, based
on BPA'’sforecast of utilities ASCs and the forecasted cost of in lieu resources, BPA
believes that it is appropriate to assume that in lieu transactions will occur in the outyears.

During the hearing, the |0OUs argued that there would be no exchange benefits in the
2002-2005 period because the cost of in-lieu resources would be below the PF rate. Piro,
et al., E-GE/PL/PS-07, a 6-7. Viewed from the perspective of a post-2001 RPSA similar
to the existing RPSA and principles, however, BPA should assume that some exchange
benefits are available during the 2002-2005 period because, while BPA would in lieu the
exchange loads of PacifiCorp’s southern Idaho jurisdiction, Oregon Trail Electric
Cooperative, PGE and Puget, it may not be administratively or economically feasible to in
lieu the exchange loads of BPA’s preference customers other than Oregon Trail.

The 10Us argued that BPA’s initial proposal assumes that the cost of alternative sources
of power will be 24.9 mills per kwh during the 2002-2004 period and 25.4 mills per kWh
in 2005. Piro, et al., E-GE/PL/PS-02, a 6-7. The I0OUs also noted that the PF Exchange
rates for these years ranged from 28.5 mills per kWh in 2001 up to 29.8 mills per kWhin
2004. 1d. ThelOUs, however, did not properly calculate the cost of in-lieu resources.
Grinberg, et al., E-BPA-43, at 4. The cost of alternative sources of power cited by the
|OUs was an estimate of the cost of BPA’s monthly short-term power purchasesto serve
existing BPA load. Id.; see Documentation for Section 7(b)(2) Rate Test Study, WP-96-
E-BPA-07A(E1). These purchases are nonfirm over the year and firm for the month.
Grinberg, et al., E-BPA-43, at 4. Thisis an inappropriate resource to use to determine the
cost of in-lieu resources because it does not provide guaranteed availability. 1d. The
|OUs have never agreed that short-term purchases alone can be used as an in-lieu
resource. Id. at 5. The lOUs have long argued that an in-lieu resource should be afirm
resource. |d. Inthe recent power sales contract and RPSA negotiations, the Joint
Customer Proposal of October 31, 1994, at page 10 stated that “[t]he in lieu resource
must be afirm resource which BPA has, at the time of notice, a contractual or statutory
right to purchase for thein lieu period.” Id., Attachment 1. The “Proposed Tentative
Agreements -- Power Sales Contract Negotiations’ regarding the Residential Exchange
Agreement (hereafter Tentative Agreements) at page 4 stated that “The [in-lieu] resource
package shall be a firm resource in the amount of the in lieu notice shaped to the utility’s
systemload.” 1d., Attachment 2. Thiswas supplemented by the ability to use a
combination of “(1) nonfirm energy or spot market purchases used to displace firmin lieu
resources in an amount estimated to be available to BPA for such displacement and at a
cost equal to the opportunity cost of such displacement, and (2) other spot market firm
energy purchases; provided that the other spot market firm energy purchases under (2)
may not constitute more than 10% of the total energy of the in lieu package.” Id. In
addition, the Tentative Agreements provided that the identified resources must be of types
customarily relied upon by Pacific Northwest customers to meet utility firm loads. Id. In
summary, short-term power purchases alone are inconsistent with the type of resources
the 10Us have argued should be permitted as in-lieu resources and are an inappropriate
source to determine the cost of in-lieu resources. Grinberget al., E-BPA-43, at 5.
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The IOUS proposal was aso inappropriate because there are a number of additional
factors that may be considered in determining the cost of in-lieu resources. |d. One factor
isthe term of the in-lieu transaction. 1d. If anin-lieu transaction must continue for an
extended period of time, resources would have to be available throughout the term of the
transaction and the cost of acquiring the resources would be higher. 1d. For example, the
current RPSA requires a 5-year minimum term and the Tentative Agreements provide for
a7-year minimumterm. ld. The cost of the in-lieu resource would therefore be higher
than a short-term market price since the power must be available for alonger term. Id. at
6.

Another factor is whether there are additional constraints regarding the types of power
that can be acquired as an in-lieu resource. 1d. For example, the Tentative Agreements
provide that in addition to resources being types customarily relied upon by Pacific
Northwest utilities to meet their firm loads, the resources must be types that are available
to BPA at the time of the in-lieu notice and have identified costs which are obtainable at
the time of the in-lieu notice. 1d. In addition, the Tentative Agreements would require
that the expected cost of the in-lieu resource include the cost of transmission, necessary
reserves, and any appropriate risk premiums. Id. Such items would increase the cost of
in-lieu resources. 1d.

A proper estimate of the cost of in-lieu power for the 2002-2005 time period is based
upon BPA'’s estimate of the marginal cost to serve an incremental 1500 aMW of regional
load. Id. The marginal costs are derived from BPA’s regional planning model developed
in BPA’s Strategic Planning Group. Id. The model estimates monthly costs to serve
incremental load in the region. Id. The model does not identify specific resources that are
used to meet the incremental load but instead uses a combination of regiona and
extraregional firm and nonfirm resources to serve the incremental load. Id. Nonfirm
energy is used when it is available, primarily April through July. I1d. The cost of
transmission and reserves is included in the cost estimates. 1d. If the market prices are
higher than the cost of building a combustion turbine (CT), then the model assumes that a
combustion turbine is built to serve the incremental load (instead of using a combination of
regional firm and nonfirm resources to serve incremental load). 1d. at 6-7.

The model results were shaped to the average residential load of PGE, PacifiCorp’s Idaho
jurisdiction, Puget and Oregon Trail Electric Cooperative. The cost of power is as
follows:

Y ear 2002 2003 2004 2005

mills’kWh 29.85 3019 3053 3148

Grinberg, et al., WP-96-E-BPA-43 at 7.
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In their brief on exceptions, the IOUs argue that the foregoing figures are not supported in
the record and are not appropriate for calculating the costs of resources projected to be
available for in-lieu transactions. MREP Ex. Brief, WP-96-GE/PL/PS-01, at 22. The
argument that the figures are not supported in the record is puzzling. BPA’s rebuttal
testimony discussed the cost of in-lieu resources at length and included the foregoing
figures, indeed, the exact same table noted above, as reflecting the “appropriate manner to
calculate the cost of in-lieu resources.” Grinberg, et al., WP-96-E-BPA-43 at 6-7. BPA's
testimony also described the model used to develop these figures and the shaping of the
model resultsto reflect the average residential load of four exchanging utilities that would
be the subjects of in-lieu transactions 1d. Far from not being supported in the record, the
foregoing figures were a central part of BPA’s case which was thoroughly documented in
BPA’stestimony. Id.

The IOUs also argue that the foregoing costs are overstated because they are based on the
cost of serving incremental regional loads. MREP Ex. Brief, WP-96-GE/PL/PS-01, at 22.
The IOUs argue that loads which might be in-lieued are not incremental to regional loads.
Id. The IOUs cite no evidence in the record to support their argument. 1n any event,
however, this argument is misplaced. In the normal implementation of the residential
exchange program, BPA is assumed to purchase power from the exchanging utilities and
sell an equal amount of power in return, but the fictional nature of the exchange makes the
actual existence of such power unnecessary. Under an in-lieu transaction, however, BPA
no longer implements the residential exchange program as afictiona purchase and sale of
power. Under an in-lieu transaction, BPA must actually acquire power fromin-lieu
resources and actually deliver PF power to the exchanging utility for the appropriate
portion of the utility’s residential load. In other words, BPA must acquire incremental
amounts of power to physically meet loads it was not previously required to meet. The
fact that these should be viewed as incremental resources is supported by the fact that one
of the consequences of an in-lieu transaction is to render the exchanging utility surplus
because BPA acquires incremental resources to meet aload it did not previously serve and
the utility no longer needs it own resources to meet that portion of the regional load.

In addition, it is appropriate to use the cost of resources to meet incremental regional load
as the cost of in-lieu resources because the RPSA and the principles for the subsequent
RPSA require BPA to identify the in-lieu resource, that is, the incremental resource, to be
acquired. Because this power isincremental to power that is used to meet regional loads,
it is appropriate to use the cost of resources to meet incremental regional loads as the cost
of in-lieu resources. Although a utility may elect to set its ASC equal to the cost of the in-
lieu resource for the amount of the in-lieu transaction instead of accepting an actual
delivery of PF power, BPA must demonstrate that the in-lieu resources are available prior
to being able to implement the in-lieu transaction. For example, the current RPSA
provides that an in-lieu notice must state the amount, duration, source, estimated cost and
estimated scheduling provisions of the intended acquisition. See RPSA, Section 4(a). In
addition, the principles for the subsequent RPSA provide that any in-lieu notice must
identify a resource or resources (“in-lieu resource package’) in the amount specified in the
in-lieu notice, including the amount, duration, source, expected cost and availability of
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each such resource. Grinberg, et al., WP-96-E-BPA-43, Attachment 2, at 2-3. The
principles also require that the identified resources must be types customarily relied upon
by Pacific Northwest utilities to meet utility firm loads and be of types available to BPA at
the time of the in-lieu notice and have identifiable costs which are obtainable at the time of
thein-lieu notice. 1d. In summary, therefore, given that BPA must identify asin-lieu
resources particular resources that are not being used to meet regional loads, it is
appropriate to use the cost of resources to serve incremental regional load as an estimate
of the cost of in-lieu resources.

The lOUS argument that BPA should assume no exchange benefits for 2002 through
2005 is not based solely on the cost of in-lieu resources, but also on an assumption that
BPA would implement in-lieu transactions for 100 percent of its exchange load. Piro

et al., E-GE/PL/PS-02, at 6-7. Thisassumption is not reasonable. Grinberg, et al., E-
BPA-43, a 7. Firdt, the errata distributed at the July 25, 1995, clarification session show
that some utilities in the 2002-2005 time period have ASCsthat are clearly greater than
the PF rate but less than the estimated cost of the in-lieu resource. 1d., Attachment 3.
Such utilities would still receive positive residential exchange benefits.

Second, some of the utilities have ASCsthat are fairly close to the forecasted in-lieu
resource cost. Id. at 8. This difference could be less, or negative, due to forecast
uncertainty in the estimates of both ASC and in-lieu resource costs. Id. In-lieu
transactions with these utilities would yield minimal, if any, savings. Id. The
administrative cost of implementing the in-lieu transaction for these utilities could
outweigh the savings from the transactions. 1d. In summary, for forecasting purposes, it
is reasonable to assume in-lieu transactions only with utilities that have significant
differences between ASC and in-lieu resource costs. 1d.

A reasonable estimate for in-lieu transactions for the period from 2002 through 2005 is
100 percent of the exchange loads of PGE, Puget, Oregon Trail Electric Cooperative and
the southern Idaho jurisdiction of PacifiCorp. Thiswould equal approximately 2300-2400
aMW. In lieu transactions for these loads make sense for a number of reasons. First, each
of these utilities has an ASC substantially higher than the cost of in lieu resources. For

this reason, these transactions would be economically advantageous for BPA. BPA would
reduce residential exchange costs by the difference between the utilities ASCs and the
cost of the in lieu resources multiplied by the utilities' exchange loads. Second, because of
the significant difference between the utilities ASCs and the cost of in lieu resources,

BPA would have an incentive to in lieu as much of the utilities’ loads as possible. Third,
the need to acquire alarge amount of in lieu resources may be mitigated by the provisions
of the RPSA which allow the utility to elect to reduce its ASC to the cost of the in lieu
resource for the amount of the in lieu transaction and continue the normal implementation
of the residential exchange program. Under this option, the utility elects not to receive an
actual delivery of PF power and BPA is not required to acquire any in lieu resources.
Findly, it would be administratively easier to in lieu a small number of large exchanging
utilities than a large number of small utilities.
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The assumption of in-lieu transactions for only the four specified utilities is supported by
the fact that some exchanging utilities have ASCs that are greater than the PF rate but less
than the in-lieu resource cost, in which case in-lieu transactions make no sense. Id. at 10.
This assumption also recognizes that other exchanging utilities have ASCsthat are very
close to the cost of in-lieu resources, thereby making an in-lieu transaction risky, with little
or no financial benefit to BPA. 1d. In addition, the vast majority of benefits from in-lieu
transactions are available from a small number of utilities. 1d. In summary, BPA’s
proposed in-lieu transactions would require the acquisition of approximately 2300-2400
aMW of in-lieu resources. BPA would substantially reduce the cost of the residential
exchange program by undertaking this level of in-lieu transactions.

The 10Us argued that BPA should assume that there are zero exchange loads during the
2002-2005 period. Piro, et al., E-GE/PL/PS-02, at 7. Thisisinappropriate. Id. First, in
order for there to be no exchange load, all exchanging utilities would have to terminate
their RPSAs. Grinberg, et al., E-BPA-43, a 10. In order to terminate an RPSA, the rate
test of section 7(b)(2) of the Northwest Power Act must trigger and the supplemental rate
charge provided for in section 7(b)(3) of the Act must be applied and the cost of the
power sold to the exchanging utility must exceed, after application of the rate charge, the
average system cost of power sold by the exchanging utility. Id. at 11. This, however,
cannot occur in BPA’s analysis because in determining whether BPA should conduct in-
lieu transactions with exchanging utilities, BPA must first assume that the section 7(b)(2)
rate test has not triggered and the PF Preference and PF Exchange rates are the same. I d.
Thisis consistent with the manner in which BPA has always conducted this analysis. 1d.
Because BPA cannot assume that there is arate test trigger, BPA cannot assume that
utilities would have the ability to terminate their RPSAs. |d.

It is also inappropriate to assume that BPA would have zero exchange loads for 2002-
2005 because, as noted above, the cost of in-lieu resources is higher than the PF rates for
that period. 1d. The exchange would therefore continue and there would be exchange
loads during the 2002-2005 period. Id. Utilities exchange loads are defined in the
applicable RPSA. 1d. The draft RPSA for the 2002-2005 period requires the exchange of
a utility’s entire residential and small farm load. 1d.

Furthermore, the residential exchange program operates in two basic modes: (1) a paper
purchase and sale; or (2) areal purchase and sale under in-lieu transactions. Id. In both
cases, the PF sale portion of the transaction constitutes the exchange load. Id. During in-
lieu transactions, utilities have two options: (1) to adjust their ASC down to the cost of
the in-lieu resource in the amount of the in-lieu transaction; or (2) to purchase PF power
in the amount of the in-lieu transaction. 1d. Under the first option, the utility continues to
participate in the residential exchange in the normal manner, except that its ASC is
reduced and its benefits are decreased accordingly. 1d. The utility continues to have an
exchange load regardless of whether there is a partial or 100 percent in-lieu transaction.
Id. If thereisa 100 percent in-lieu and the cost of the in-lieu resource is less than the PF
rate, the election to adjust the ASC to the cost of the in-lieu resource would result in the
utility deeming its ASC equal to the PF rate. 1d. A utility might choose this course if it
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did not want to receive adelivery of real PF power. Id. a 12. A utility might be willing
to do so in order to continue its participation in the residential exchange program and the
possibility of receiving positive exchange benefits in the future years of the RPSA. 1d.

Where a utility elects the second option, to purchase real PF power, BPA acquires power
from an in-lieu resource instead of the utility and BPA continues to sell PF power to the
utility, except that the utility now receives an actual delivery of PF power. Id. Where
there is a partial in-lieu transaction (that is, only a portion of the utility’s load is the subject
of an in-lieu transaction) and the utility elects to purchase real PF power, the portion of
load not subject to in-lieu continues as a normal exchange load and the other portion
continues to have an exchange load because BPA continues to purchase resources and sell
PF power, although the purchase is from a source other than the utility. 1d. Where there
isa 100 percent in-lieu transaction and the utility elects to purchase real PF power, the
utility continues to have an exchange load for the same reason. 1d. Even if 100 percent of
a utility’s exchange load is the subject of an in-lieu transaction, this does not mean that the
utility has no exchange load. Id. In summary, BPA should assume 100 percent of
exchange loads for the years 2002-2005.

The IOUs argued that BPA’s supplemental proposal supports the assertion that the
residential exchange should not be assumed to exist after September 30, 2001, because the
Conference Report to the Energy and Water Development Appropriations Act of 1995
states that “[t]he conference report now before the Senate encourages BPA and its
customers to work together to phase out the residential exchange by October 1, 2001.”
Piro, et al., E-GE/PL/PS-06, at 1-2. The IOUs, however, failed to note a colloquy
between Senator Domenici and Senator Hatfield which expresdly clarifies the Conference
Report. Grinberg, et al., E-BPA-103, at 2. Senators Hatfield and Domenici stated:

“Hatfield: ... The conference report now before the Senate encourages
BPA and its customers to work together to phase out the residential
exchange by October 1, 2001. Furthermore, it is my additional
understanding that the conferees did not intend this encouragement to
affect the current development of rates by BPA because the outcome of the
regional review and settlement discussions are not known at thistime Mr.
President, let me ask the Senator from New Mexico if this comports with
his understanding?

Domenici: Mr. President, let me say in answer to my friend from Oregon,
the distinguished chairman of the full committee and the author of the
provision we are now discussing, that his statement does indeed comport
with my understanding.” (Emphasis added.)

In summary, Congress expressly directed that its encouragement to phase out the
residential exchange program by October 1, 2001, was not intended to affect the
development of rates by BPA in the current rate case. Grinberg,et al., E-BPA-103, at 2-
3. The statement cited by the IOUs provides no support for arate case assumption of the
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elimination of the residential exchange program after September 30, 2001, because the
cited colloguy confirms that the statement was not intended to be reflected as requiring the
elimination of the program on that date in BPA’s current rate case. Id. at 3.

The IOUs aso argued that BPA should assume no exchange benefits in the Program Case
for the years 2002 through 2005 because BPA'’s supplemental proposal projects 600-700
aMW of sales under new SP contracts during that period at rates of 24.2 millskWh or less
and projects a PF Exchange rate without a section 7(b)(2) trigger of 27.79 mills’lkWh for
each year of the period; thus, resources will be available at a cost less below the PF
Exchangerate. Piro, et al., E-GE/PL/PS-06, at 2. The lIOUs argument assumes that the
cited resources are acquired in lieu of purchasing power from the exchanging utility at its
average system cost (ASC). Grinberg, et al., E-BPA-103, at 3. A portion of the cited
resources, about 60 aMW, are already committed sales and therefore not available for an
in-lieu transaction. Id.; see Documentation for Supplemental 7(b)(2) Rate Test Study,
WP-96-E-BPA-63A, at 39, columns “New SP Comb” and “Total.” The remaining cited
SP resources may be unavailable for use as in-lieu resources and would be inadequate to
support in-lieu transactions for BPA'’s entire exchange load. Grinberg, et al., E-BPA-103,
a 3.

BPA would logically begin marketing the SP power as soon asit was available. Id. For
example, in FY 1997, BPA would attempt to market all SP power available at that time.

Id. Thiswould also be true for whatever SP power was available in subsequent years, that
is, FY 1998, 1999, 2000 and 2001. Id. Inthe event, for example, that BPA sold the
power in 2000 for a 5-year term or used the power for other purposes, no power would be
available as an in-lieu resource for the period 2002 through 2005. |d. at 3-4 The SP
resources are therefore not necessarily available as in-lieu resources. 1d. at 4.

In addition, the cited SP resources comprise only 600 to 700 aMW. Id. BPA’stotal
exchange load is approximately 3700 aMW in 2002 and approximately 3850 aMW in
2005. 1d. Even assuming for the sake of argument that the SP power were used as an in-
lieu resource, it would only be sufficient to support in-lieu transactions for a portion of
BPA’s exchange load. 1d. The existence of 600 to 700 aMW of SP power thereforeis
not a basis for assuming zero exchange benefits for 2002 through 2005. 1d. In order for
there to be no exchange benefits during this period, BPA would have to acquire in-lieu
resources in the amount of BPA’s entire exchange load, al of which were priced less than
BPA’sPFrate. 1d.

Furthermore, under the existing RPSA and principles developed for the subsequent RPSA,
even if BPA acquired in-lieu resources in an amount equal to BPA’s total exchange load
and such resources were priced less than the PF rate, there would be no exchange benefits
but there would still be 3700 to 3850 aMW of exchange loads. 1d. Thisis explained in
greater detail in BPA’ s rebuttal testimony on residential exchange costs. 1d.; see

Grinberg, et al., E-BPA-43, at 12-13. Also asexplained in greater detail in that testimony,
the only manner to eliminate all exchange benefits and exchange loads during the period
2002 through 2005 would be under the assumption of a post-2001 RPSA which did not

WP-96-A-02
Page 110



have the constraints of the existing RPSA and recent principles. Grinberg, et al., E-BPA-
103, at 4. Asdiscussed previoudly, such is an unreasonable assumption.

PPC/APAC argued that assuming that the IOUs are in-lieued is tantamount to assuming
that the IOUs will not be competitive power suppliers even by 2002. Carr,et al., WP-96-
E-BPA-PP/PA-03, at 20. In effect, PPC/APAC contended that any 10U subject to an in-
lieu transaction in 2002 would not be competitive. Grinberg,et al., E-BPA-103, at 5.
Thisisincorrect. Exchanging utilities average system costs (ASCs) are generally based
on the average cost of generation and transmission. 1d.; see 1984 ASC Methodology. If
the marginal cost of power is below average power costs, and continues to be over an
extended period of time, average power costs will trend downward. Grinberget al., E-
BPA-103, at 5. It isnot unlikely, however, for a utility making prudent purchases and
sales at prices below its ASC to still be in a position by the year 2002 in which its ASC
exceeds BPA's PFrate. 1d. Despite the availability of low-cost power, the utility’s ASC
would still be dominated by acquisitions made in a higher cost era. Id. Therefore, BPA
does not equate a utility’ s vulnerability to an in-lieu transaction with a utility’s
competitiveness as a power supplier. Id.

Decision

A reasonable approach for estimating in-lieu transactions is based upon the assumption
of a post-2001 RPSA that is similar to the existing RPSA and principles developed for the
subsequent RPSA. A reasonable estimate of the extent of in-lieu transactions for the
period from 2002 through 2005 is 100 percent of the exchange loads of PGE, Puget,
Oregon Trail Electric Cooperative and the southern Idaho jurisdiction of PacifiCorp
(approximately 2300-2400 aMW). BPA would substantially reduce the cost of the
residential exchange program by undertaking thislevel of in-lieu transactions. A proper
estimate of the cost of in-lieu power for the 2002-2005 time period is based upon BPA’'s
estimate of the marginal cost to serve an increment of regional load. One hundred
percent of exchange loads should be assumed to exist for the years 2002-2005.
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6.0 MARGINAL COST ANALYSISFOR WHOLESALE POWER
6.1 | ntr oduction

BPA developsits rates by allocating costs to firm loads that BPA is obligated to meet.
Supplemental Wholesale Power Rate Development Study, WR96-E-BPA-61, at 5.
However, BPA does not allocate costs to all loads. For instance, BPA does not allocate
costs to projected short-term sales of firm and nonfirm power. Id. at 18. Revenues from
short-term power sales are credited againstthe costs allocated to firm loads so that BPA
does not recover more than its revenue requirement.ld. For ratemaking purposes, the
cost of anincrease in BPA’sfirm, in-region loads is the cost of any associated resource
acquisition or operation or power purchase, plus the revenue foregone due to any
associated reduction in nonfirm or surplus firm sales. Therefore, the estimate of BPA's
marginal costs reflects both the cost of resource acquisition and operation by BPA, and
the price at which BPA buys and sells power products in the West Coast market.
Supplemental Marginal Cost Analysis Study, WP-96-E-BPA-60, at 4.

The Margina Cost Analysis (MCA) estimates BPA’s marginal cost of serving firm load on
amonthly, daily, and hourly basis. 1d. at 1. These marginal cost estimates are used to
develop seasonal and diurnal shapes for BPA rates, and to classify costs between firm
energy and demand. The primary tool used for estimating BPA’s marginal costsisthe
Power Market Decision Analysis Model (PMDAM). Id. PMDAM simulates wholesale
power market activity throughout the interconnected West Coast system.ld. BPA can
serve load at the margin either by acquiring new sources of generation or by purchasing
power from other West Coast utilities. Because BPA is an active participant in the West
Coast market, the marginal cost BPA faces no longer is likely to be the cost of acquiring
long-term rights to the output of new generation, but is more likely to be the costs of
acquiring products and services from other utilities in the West Coast market. Vatter,

et al., WP-96-E-BPA-17, at 17. Therefore, BPA’s marginal cost for a product or service
often isthe price at which that product is sold in the West Coast market. Id.

6.1.1 Power Marketing Decision Analysis M odel

PMDAM has been reviewed independently by the California Public Utilities Commission
(CPUC) and the Western Systems Coordinating Council (WSCC). Id. a 10. The CPUC
compared PMDAM to several other models and ranked it the highest in terms of accuracy.
ld. PMDAM is available commercially to all utilities. 1n addition, PMDAM has been used
and continues to be used by several West and East coast utilities. I1d.

Prior to the beginning of the formal rates process, BPA conducted numerous workshops
on the Marginal Cost Analysis, which focused on PMDAM. Id. a 9. At these
workshops, BPA discussed the model logic, algorithms, input data assumptions, and
outputs. In addition, BPA provided tutorials to the workshop participants on all aspects
of the model including sensitivities and hands-on experience with running the model.
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Perhaps as a result of these workshops, no party took issue with ussing PMDAM to
measure BPA’s marginal cost.

| ssue #1

Whether BPA should revise PMDAM to account for forced outages on the intertie links
with California.

Parties Positions

APAC, DSIs, and PGP, representing high load factor customers, (hereinafter called the
high load factor customers) initially suggested that one shortcoming of PMDAM s that
the model fails to take into account forced outages on either a planning or an operational
basis on the intertie links with California. Wolverton, et al., WP-96-E-PA/DS/PG-01,

at 10. The high load factor customers assert that including an allowance for intertie
outagesin PMDAM increases the marginal cost of capacity. Id. at 11. Whilethe DSI and
PGP did not pursue thisissue in their briefs, APAC, in afootnote, continues to argue that
PMDAM should not assume that the southern intertie is available 100% of the time.
APAC's Ex. Brief, WP-96-R-PA-01, at 29 n.36.

BPA'’s Position

While PMDAM does not simulate forced outages on any intertie links, including the
Pacific Northwest-Pacific Southwest (PNW/PSW) Intertie, other modeling assumptions
tend to reduce the affect that this assumption would have on the estimate of marginal
capacity costs. Vatter, et al., WP-96-E-BPA-47, at 11. Moreover, even when portions of
the PNW/PSW Interties were not in service for extended periods of time in the recent
past, the market for capacity in the West Coast was not so constrained or limited that
PNW utilities had way to purchase surplus capacity from other West Coast suppliers.

Id. at 12.

Evaluation of Positions

APAC, DSIs, and PGP initially filed joint testimony arguing that PMDAM under estimates
the marginal cost of capacity by failing to take into account forced outages on either a
planning or an operational basis on the intertie links with California. Wolverton, et al.,
WP-96-E-PA/DS/PG-01, at 10. Only APAC continues to pursue thisissuein its brief.
APAC's Ex. Brief, R-PA-01, at 29, n. 36. For purposes of this evaluation, statementsin
the joint testimony are attributed solely to APAC. Since the DSIs and PGP did not pursue
thisissue in their briefs, they are deemed to take no position on thisissue. See

Procedures, Section 1010.

APAC claims, without providing any supporting analysis, that if forced outages on the
PNW/PSW Intertie were included in PMDAM, the amount of surplus capacity available to
the PNW from the Southwest would be reduced. Wolvertongt al., E-PA/DS/PG-01,
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at 11. If capacity from the Southwest is reduced or constricted, APAC opines that
Northwest utilities will install additional generating capacity. Id. at 9.

As APAC correctly notes, purchasing off-season surplus capacity from the Southwest is
cheaper than building new capacity. 1d. Consequently, aslong as PNW utilities and BPA
can contract for surplus capacity from the Southwest, PMDAM will select this source of
capacity before building additional capacity resources as the least cost approach to
meeting additional capacity needs. APAC, inits quest for increasing the marginal cost of
capacity, focuses on one modeling assumption in PMDAM that APAC believes will
reduce the amount of surplus capacity from the Southwest and thus force the model to
install additional capacity resourcesin the Northwest. APAC’s argument ignores both
reality and the conservative modeling assumptionsin PMDAM that compensate for that
affect that forced outages on the interties would have on the marginal cost of capacity.

As BPA witnesses testified, building additional capacity resources would be alower cost
aternative for PNW utilities and BPA than purchasing off-season surplus capacity from
the Southwest when the amount of future capacity purchases from the Southwest
approaches or reaches the limits of the intertie capability. Vatter,et al., E-BPA-47, at 13.
Under these conditions, market prices would increase to where installing new capacity
resources would be the preferred alternative in PMDAM. Until the transmission capability
of the PNW/PSW Interties is insufficient to accommodate the expected level of sales,
decreases in Intertie capability due to forced outages has no impact on BPA’s estimated
marginal costs of capacity. See also Beck, et al., WP-96-E-WA-11, at 19 (Forced
outages that occur when the Intertie is not fully loaded have no impact on [marginal
cost]). The expected amount of future capacity purchases by PNW utilities and BPA, in
PMDAM, is no where near the limits of the intertie capability. Given the level of capacity
transactions expected on the PNW/PSW intertie during the rate period, revising the model
to explicitly model forced outage percentages on the intertie would not materially change
the expected marginal cost of capacity.

In addition, PMDAM requires that a selling entity have far more system capability than
needed to support the sale. 1d. Assuch, PMDAM'’s conservative planning criteria
compensates for not explicitly modeling forced outages. Id. PMDAM assumes that any
intertie over which the seller would move the contracted-for power would be fully loaded.
Since transmission losses are greater when the lines are fully loaded, compared to when
the lines are not, each transaction over the intertiein PMDAM assumes the maximum
associated transmission losses. In PMDAM, the seller must “back up” the transmission
losses with its own resources. 1d. Assuch, PMDAM requires that any seller provide
greater system capability than would normally be required to support the transaction. Id.
If PMDAM explicitly modeled forced outages on the interties, the conservative planning
criteriacould be relaxed. 1d. The net result would not lead to the results postulated by
APAC.

Moreover, in the recent past when a portion of the PNW/PSW intertie has been out of
service, power still moved across the portion of the intertie still in service. AsAPAC
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notes, aforest fire in Northern California recently closed one of the AC lines.

Wolverton, et al., E-PA/DS/PG-01, a 11. Yet even under these conditions, transactions
between the two regions continued on the other lines. As BPA witnesses testified,
temporary outages on portions of the intertie do not appear to be a present or perceived
near-term problem that would constrict or limit sales of capacity and energy between the
two regions. Vatter,et al., E-BPA-47, at 12. Assuming a 10% forced intertie outage, in
PMDAM, on 3,000 MW of intertie capacity is not a sufficient enough reduction in intertie
capability to drive market pricesto alevel where installing new capacity generation would
be the preferred aternative. Id. at 13.

Decision

PMDAM will not be revised to explicitly account for forced outages on the intertie links
with California in thisrate case. PMDAM includes other assumptions that account for
and compensate for forced outages on the PNW/PSW intertie line. PMDAM does not
underestimate the marginal cost of capacity.

| ssue #2

Whether BPA should revise the gas forecast used in PMDAM.

Parties Positions

APAC, DSIs, and PGP initially suggested that the gas forecast used in PMDAM should be
revised. They argued that no other forecast projects increasesin gas or oil prices at the
rate or to the level indicated by BPA's forecast. Wolverton,et al., E-PA/DS/PG-01,

at 10. Again, the DSI and PGP did not raise thisissue in their briefs. APAC, however,
continues to recommend that BPA incorporate a revised gas forecast in PMDAM.
APAC's Ex. Brief, R-PA-01, at 29 n.36.

BPA'’s Position

PMDAM does not generate it own gas price forecast. Rather the gas price forecast
incorporated in PMDAM is consistent with the gas price forecast used in the other rate
case models. If BPA revisesits gas forecast used to develop itsrates, that forecast will be
incorporated in PMDAM. Vatter, et al., E-BPA-47, at 11. BPA updated the natural gas
price forecast in its supplemental proposal and that price forecast was incorporated in
PMDAM. Vatter, et al., E-BPA-73, at 10. For the final rates, BPA proposesto again
revise its gas price forecast and that forecast has been incorporated in PMDAM.

Evaluation of Positions

The gas forecast incorporated in PMDAM is consistent with the rate case gas price
forecast, which is used in the other rate case models, such as the Nonfirm Revenue
Estimating Program and STREAM. APAC, DSIs, and PGP initially suggested that the
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gas forecast used in PMDAM should be revised. They argued that no other forecast
projectsincreasesin gasor oil prices at the rate or to the level indicated by BPA’s
forecast. Wolverton, et al., E-PA/DS/PG-01, at 10. As part of the Supplemental
proposal, BPA proposed arevised gas forecast and that forecast was incorporated in
PMDAM. Vatter, et al., E-BPA-73, a 10. Since the DSIs and PGP did not pursue this
issue in their briefs, they are deemed to take no position on this issue. See Procedures,
Section 1010. APAC continuesto pursue thisissue inits brief. APAC's Ex. Brief,
R-PA-01, at 29 n.36.

APAC’s continuing argument that BPA should lower its gas forecast in PMDAM is
mystifying. BPA has revised its gas forecast and incorporated the revised gas forecast in
PMDAM. When BPA proposed alower gas price forecast for its supplemental proposal,
that forecast was incorporated in PMDAM. Vatter, et al., E-BPA-73, at 10. Inthe draft
ROD, BPA proposed to update the gas price inits final study, and that revised forecast
has been incorporated in PMDAM. See Final Documentation for the Marginal Cost
Analysis, WP-96-FS-BPA-04A. Yet, even after the Draft ROD was released, APAC
continues to argue that the gas price forecast should be revised and incorporated in
PMDAM. To repeat again, the gas price forecast has been updated and incorporated in
PMDAM.

APAC's continuing argument to lower the gas price forecast in PMDAM is puzzling for
other reasons aswell. APAC argues that incorporating alower gas price in PMDAM wiill
result in alower underlying base for high-load-factor customers, such asthe DSI.
APAC'sBrief, B-PA-01, at 29; APAC's Ex Brief, R-PA-01, at 29. Incorporating alower
gas price forecast in PMDAM, however, resultsin higher rates for highload-factor
customers. In PMDAM, gasisthe resource on the margin during the heavy load hours.
See Final Documentation for the Marginal Cost Analysis, FS-BPA-04A. In the light load
hours, coal plants are more likely to be the marginal resource in PMDAM than a gas-fired
turbine. 1d. Consequently, alower gas price forecast resultsin lower marginal costs
during the heavy load hours. The marginal cost during light load hours remains relatively
the same. By incorporating the lower gas price in PMDAM, the marginal cost during
heavy load hoursiis closer to the marginal cost during light load hours. See Find Marginal
Cost Anadlysis, WP-96-FS-BPA-04. For high-load-factor customers, arate design where
the heavy- and light-load hour rates are only amill or two different actually resultsin a
higher rate than would be the case if there was a greater difference between the heavy and
light load hour rates.

Decision

Therevised gas price forecast isincorporated in PMDAM. The final marginal cost
analysis reflects the lower gas price forecasts.
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6.1.2 BPA’sMarginal Cost Components of Serving L oad

BPA’s marginal cost is the added cost of meeting an additional unit of load. Supplemental
Marginal Cost Analysis Study, E-BPA-60, at 4. There are a number of aspects or
attributes of load that a utility takes into account in making decisions on how it will meet
an additional unit of future load reliably. For purposes of the marginal cost analysis these
load attributes are defined in terms of energy, firmness of energy, capacity, and demand.
Id.

6.1.2.1 Energy

As used here, “energy” means kilowatthours actually produced by BPA during any given
hour. 1d.

6.1.2.2 Firmness of Energy

As used here, “firmness of energy” means energy that a utility must be prepared to
produce over the course of amonth. Id. The cost of firmness of energy does not include
the cost of producing the energy, only the costs of being prepared to produce the energy
sometime during the month. Id. The high load factor customers initialy suggested that,
because the marginal cost of firmness of energy represents the cost of preparing to
produce energy, this cost is associated with meeting peak load, which is a demand cost
and not a power energy cost. These customers argued that the marginal cost of firmness
of energy should be reflected in BPA’s power demand charges and not in BPA’s power
energy charges. Wolverton, et al, E-PA/DS/PG-01, at 7. The costsof preparing to
produce energy, however, are not necessarily the costs associated with preparing to meet
peak loads, which are costs appropriately recovered through demand charges. The
marginal cost of firmness of energy is the cost of preparing to produce additional energy
over the course of the month, which may not add to the utility’s ability to meet the highest
single-hour peak load in the month. Vatter,et al., WP-96-E-BPA-47, at 3-4. Because
commitments during any hour of the month, not just the monthly peak hour when demand
costs are incurred, cut into BPA’s supply of firmness of energy, the marginal cost of
firmness of energy is appropriately added to the marginal cost of energy and not demand.
Id. The high load factor customers did not pursue thisissue in their brief and, as aresult,
the issue is not addressed any further here.

6.1.2.3 Capacity

As used here, “capacity” means the maximum number of kilowatthours a utility must be
prepared to produce within the heavy load hours during each week of a given month. The
marginal cost of capacity isthe cost associated with being prepared to serve loads during
the heavy load hours. Supplemental Marginal Cost Analysis Study, E-BPA-60, at 5.

NIU, APAC and PPC criticized BPA'’s estimate of the monthly marginal cost of capacity
inits supplemental proposal. Most of the criticism was directed to the marginal cost of
capacity in August, which was high compared to the other months and compared to the
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initial proposal. Olsen, Saven, WP-96-E-NI-03, at 3; Carr et al., WP-96-E-PP/PA-03,

at 16. These parties note that the marginal cost for heavy load hoursin August increased
more in the supplemental proposal than the marginal cost for heavy load hours in the other
months. Olsen, Saven, E-NI-03, at 3; Carr et al., E-PP/PA-03, at 16. NIU, PPC and
APAC point out that the difference between heavy and light load hour marginal costsin
August was much greater in the supplemental proposal than in the initial proposal. Olsen,
Saven, E-NI-03, at 3; Carr et al., E-PP/PA-03 at 16. NIU also argues that power system
and West Coast operations do not support the large differential in BPA’ s supplemental
proposal between the marginal costs in the winter/early spring period and August. Olsen,
Saven, E-NI-03, at 5-6. NIU attributes the August heavy load hour increase to the
adjustment BPA made to bring the shape of summer capacity costs in line with the
monthly shape of Southwest capacity loads. Olsen, Saven, ENI-03, at 3.

In response to the criticism from NIU, PPC and APAC, BPA reviewed its estimate of the
marginal cost of capacity. Based on thisreview, BPA discovered that it was double
counting the marginal cost of demand, in that the capacity product in PMDAM contains
both a capacity and a demand component. Vatter,et al., WP-96-E-BPA-104, a 4-9. In
the supplemental proposal and before, the marginal cost of demand was treated incorrectly
as an additional and separate cost from the marginal cost of capacity. Id. at 8. Assuch,
the marginal cost of power in the heavy load hours double counted the marginal cost of
demand, once in the marginal cost of capacity and again in the marginal cost of demand.
Id.

To correct this error, BPA proposed to subtract the marginal cost of demand from the
marginal cost of capacity. Id. This correction lowers the marginal cost of firm energy
during heavy load hours, especially during months, like August, when the marginal cost of
capacity isrelatively high. Id. Apparently, this correction addresses the concern
expressed by NI1U, PPC and APAC. No party opposed the correction. While NIU
continued to oppose the July through September, and particularly August, capacity costs
in BPA’s supplemental proposal, NIU did not challenge the costs as corrected. NIU’s
Brief, B-NI-01, at 2-3. PPC and APAC did not raise the August heavy load hour marginal
cost issuein their briefs. BPA will adopt the proposed approach for measuring the
marginal cost of capacity, as corrected.

6.1.2.4 Demand

As used here, “demand” means the number of kilowatthours that a utility must be
prepared to produce during the hour of its monthly peak energy load. Supplemental
Marginal Cost Analysis Study, E-BPA-60, at 5. To meet a customer’s demand, a utility
must have access to sufficient generating and contracting capability to ensure that it can
provide this number of kilowatthours during the peak hour of the month.Id. Intheinitial
proposal, the marginal cost of demand was based on the current market price of a 60-hour
per-week, 24-hour return capacity product. Initial Marginal Cost Analysis Study,
WP-96-E-BPA-04, at 15. The market price for demand reflected BPA’s judgment and
experience with marketing capacity. 1d. Inthe supplemental proposal, BPA provided
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additional analysis to supplement and corroborate BPA’s judgment and experience. For
the supplemental proposal, BPA looked at costs of acquiring peaking resources, which
were adjusted to account for the expected capacity surplus during the rate period. Vatter,
et al., WP-96-E-BPA-73, at 5. BPA calculates the marginal cost of demand based on the
marginal cost of capacity in PMDAM, as adjusted by the ratio of the capital cost of a

150 MW single-cycle combustion turbine compared to the capital cost of a 250MW
combined-cycle combustion turbine. Id.

WPAG initially recommended that the capital costs of the two combustion turbines, the
single-cycle combustion turbine and the combined cycle combustion turbine, should be
based on turbines of equal capacity, instead of costs from different-sized machines.

Beck, et al., WP-96-E-WA-13, at 68. BPA explained that the two combustion turbines
selected were lowest cost turbines. Vatteret al., E-BPA-104, a 4. In making the
selection, BPA assumed that utilities would acquire the leastcost source of capacity, and
would operate those plants at costefficient levels either because the utility’ s retail loads
were large enough to absorb the output of the machines, or because the utility would be
able to market any surplus machine capability on awholesale basis. 1d. WPAG did not
pursue thisissue inits brief and, as such, WPAG is deemed to no longer take a position on
this issue.

6.1.3 Sdlection of Seasonal Costing Periods

BPA’s costs vary over different times of the year and day. Often, BPA’s costs vary from
one hour to the next. The market price for the different products and services reflects
these cost variations. Vatter, et al., E-BPA-17, at 13. In order for BPA to effectively
compete in the market, BPA needs to provide customers with information on the variation
in BPA’s costs over time. Id. Therefore, BPA identified the changesin its marginal cost
over different times of the year and day.

Monthly pricing periods or seasons are identified by grouping different periods of the year
when marginal costs are similar and separating them from other periods that are dissimilar.
The monthly pricing periods were selected so that (1) the months grouped together were
contiguous, and (2) the difference between monthly marginal costs of firm energy and
average marginal costs for the pricing period was limited to 2 mills or less. Based on
these criteria, BPA proposed 6 different monthly pricing periods. SeptemberDecember,
January-March, April, May-June, July, and August. Vatter, et al., E-BPA-73, at 3. See
also Supplemental Marginal Cost Analysis Study, E-BPA-60, at 11.

NIU supports the increase in the seasonal differentiation of BPA'’s power rates, compared
to previous rates which reflected two seasons. Olsen, WR96-E-NI-01, at 7-8. RCC
concurs and notes that BPA’s six seasons provide a fair approximation of market
conditions given Pacific Northwest and Californiaload profiles, and the Federal system’'s
predominately hydro based operations. Nelson, WR96-E-RC-02, at 1-3.
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WPAG, on the other hand, opposes the greater number of seasonal pricing periods.

Beck, et al., WP-96-E-WA-01, at 27. WPAG initialy urged BPA to reduce the number

of seasonal pricing periods to two asin previous rate schedules. |d. WPAG recommends
two seasonal pricing periods. August through March, and April through Jduly. 1d. As
BPA witnesses noted, WPAG did not provide support for their conclusions through either
statistical analysis or verbal explanation. Conger, Schloth, WP-96-E-BPA-46, at 11.
WPAG did not pursue thisissue in its brief and, as such, WPAG is deemed to no longer
take a position on thisissue.

6.1.4 Sdlection of Heavy and Light L oad Hours

Heavy- and light-load hours are identified by grouping together hours of the week with
similar marginal costs of energy. Vatter, et al., E-BPA-17, at 13. Hours with high
marginal costs are assigned to heavy load hours, and hours with low marginal costs are
assigned to light load hours. Supplemental Marginal Cost Analysis Study, E-BPA-60,
at 9-10.

RCC agrees with the results of BPA's analysis and notes that BPA'’ s price differences
between heavy and light load hours are consistent with the secondary market
“rule-of-thumb” of about $3.00/MWh. Nelson, E-RC-02, at 2.

WPAG disagrees. WPAG assertsthat as competition grows within the industry, so do
opportunities for arbitrage. Beck, et al., E-WA-01, at 26. Under these conditions,
WPAG claimsthat the difference between prices of homogeneous products tends to
dissipate. 1d. To support this claim, WPAG points to the shrinking seasonal prices within
the deregulated natural gas industry. 1d. WPAG recommends reducing the price
differential between heavy and light load hours by 50 percent from approximately atwo
mill differential to a one mill differential. 1d. WPAG also recommends including a portion
of the hours on Sunday (the hours of 6 am. to 10 p.m.) in the heavy load hours. Id.

Again, WPAG relies on historical monthly nonfirm price differences to support its
recommendations by developing a Univariate Box-Jenkins ARIMA model. Beckget al.,
E-WA-01, at 24-27. The high load factor customers note that the data used by WPAG
have serious shortcomings. Wolverton,et al., WP-96-E-PA/DS/PG-02, at 1. BPA
witnesses, independently, reached the same conclusion. See Conger, Schloth, E-BPA-46,
at 2-9. Asprevioudy stated, the analysis prepared by WPAG contained fundamental and
fata flaws. 1d. WPAG's analysis relies on questionable data and misuses statistical
techniques. Id. Ineffect, WPAG unknowingly constructed its analysis to predetermine
the outcome. Id. While WPAG initially took issue with BPA’s proposed heavy and light
load hour differential, WPAG did not pursue thisissue inits brief. Therefore, the issueis
not evaluated and discussed here.
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6.2 Firmness of Ener gy

|ssue

Whether BPA should shape the annual marginal cost of firmness of energy into monthsin
proportion to the ratio of BPA's total monthly demand for firm energy to monthly inflows
to BPA'’s hydrosystem.

Parties' Positions

APAC, DSIs, and PGP initially recommended that BPA shape the annual cost of firmness
of energy into the months when standby power is needed, November through February.
Wolverton, et al., E-PA/DS/PG-01, at 10. The high load factor customers note that the
months November through February are the months when the Pacific Northwest is likely
to experience extreme cold weather. These customers conclude that the annual cost of
firmness should be assigned only to these months. 1d. Only APAC continues to advance
this recommendation in its brief. APAC’s Ex. Brief, R-PA-01, at 29 n.36.

WPAG argues that the annual marginal cost of firmness of energy should be shaped across
the months based solely on the monthly demand in the West Coast market. Becket al.,
E-WA-13, a 70; WPAG's Brief, B-WA-01, at 9. WPAG recommends shaping the annual
cost of firmness of energy based on BPA’s monthly purchase transactions in the West
Coast market. WPAG urges BPA to return to the approach used in the initial proposal,
and to shape the annual marginal cost of firmness of energy according to the relationship
between monthly off-system purchases of firmness of energy and the average off-system
purchases for the year. Id.

NIU suggests that the monthly shape of the marginal cost of firmness should reflect
conditions on BPA’s system. Olsen, ENI-01, at 9. NIU notes that during the months
May through August, the Federal system has abundant energy due to spring runoff and
minimum flow requirements imposed on the hydrosystem. 1d. Based on these conditions,
NIU concludes that the marginal cost of firmness of energy for the months May through
June should be “quite low” compared to the other months.1d. NIU questions whether
BPA’s monthly purchases in the West Coast market adequately captures these conditions
on BPA’s system. |d.

BPA'’s Position

BPA proposes to distribute or shape the annual marginal cost of firmness of energy into
the months in a manner that reflects the monthly demand for firm energy by BPA’s power
customers and monthly variation in supply conditions on BPA’s system. Initial Marginal
Cost Analysis Study, E-BPA-04, at 8. Intheinitial proposal, BPA suggested one
approach for reflecting the monthly demand for firmness of energy. Initially, BPA
proposed to shape the annual marginal cost of firmness of energy based entirely on the
demand for firmness of energy by regiona customers. Id. Intheinitial proposal, the
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annual marginal cost of firmness of energy was shaped based on the ratio of (1) expected
monthly purchases of firmness of energy by BPA from other utilities in the West Coast
market, less any BPA sales of firmness of energy during the month to other utilities, to

(2) BPA’stotal annual purchases of firmness of energy lessany BPA sdles. 1d. In
response to comments by the parties, BPA proposed another approach in the supplemental
proposal. 1n the supplemental proposal, BPA proposed to shape the annual marginal cost
of firmness of energy into the months based on the ratio of the total demand for firm
energy from BPA to BPA’s supply of firm energy, with hydro inflows used as a proxy for
monthly variation in supply conditions. Supplemental Marginal Cost Analysis Study,
E-BPA-60, at 8.

Evaluation of Positions

The marginal cost of firmness of energy represents the marginal cost that BPA incursin
being prepared to produce energy sometime during the month. Supplemental Marginal
Cost Analysis Study, E-BPA-60, at 4. Put another way, the annual cost of firmness of
energy represents the costs that BPA would incur to convert nonfirm energy purchases or
generation to firm energy. Documentation for the Initial Marginal Cost Analysis Study,
WP-96-E-BPA-04A, at 231. PMDAM measures the marginal cost of firmness of energy
in the West Coast market on an annual basis but does not measure any monthly variations
inthat cost. Vatter, et al., E-BPA-17, at 12. The fact that PMDAM does not measure
the monthly variations in the marginal cost of firmness of energy does not mean that the
cost does not vary by month. As BPA witnesses testified, the coststo BPA of having
sufficient generation or contract capability to insure that it can produce firm energy during
amonth do vary by month due to supply conditions on its system. I1d. For instance, BPA
generally has large amounts of energy between May and August due to spring runoff and
minimum flow requirements imposed on the hydrosystem. I1d. In these months, the costs
of being prepared to produce energy during the month are relatively low compared to
other months. Id. Infact, the parties tacitly agree that the margina cost of firmness of
energy varies by month. The area of disagreement is over how to apportion the annual
cost of firmness of energy to reflect the monthly cost variations.

Because BPA’s marginal cost analysis forms the basis for BPA’srate design, BPA's
objective in distributing the annual cost of firmness of energy into the months was to
assign these costs in a manner that would track the difference in the monthly costs that
BPA would incur to provide this service. Initial Marginal Cost Analysis Study,
E-BPA-04, at 9. Assuch, the marginal cost of firmness of energy would be higher in the
months when providing this service imposes more costs on BPA, compared to other
months when the cost may be lower.

BPA initially proposed to use expected firmness of energy purchases by BPA, less any
BPA sdles of this product, as a proxy for reflecting the monthly differencesin cost. 1d.
This approach rests on the assumption that the amount of expected net purchasesin a
month indicates the relative demand for firmness of energy in that month. Economic
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theory indicates that higher demand for a product means the buyer is willing to pay a
higher price, all other factors being equal. Id.

The high load factor customers argue that purchases by BPA and other suppliers are an
inappropriate proxy for shaping BPA’s annual cost of firmness of energy.

Wolverton, et al., E-PA/DS/PG-01, at 10. The basic thrust of the high load factor
customers argument is that the time of year when a utility buys or sells firmness of energy
may have no relationship to when that energy is used or needed to meet load.ld. The
high load factor customers point out that, because of storage capabilities, in a hydro
system the pattern of purchases to fill reservoirs differs from the pattern of withdrawals or
use of the water in the reservoirs. 1d.

APAC, DSIs, and PGP initidly filed joint testimony recommending that an equal amount
of the marginal cost of firmness of energy should be shaped into the months in which
standby power is needed -- the four winter months. 1d. Only APAC continues to pursue
thisissueinits brief. APAC'sEx. Brief, R-PA-01, at 29, n. 36. For purposes of this
evaluation, statementsin the joint testimony related to shaping the marginal cost of
firmness of energy into the four winter months are attributed solely to APAC. Sincethe
DSIs and PGP did not pursue thisissue in their briefs, they are deemed to take no position
onthisissue. See Procedures, Section 1010.

APAC recommends shaping an equal amount of the marginal cost of firmness of energy
into the months in which standby power is needed—the four winter months.1d. APAC
argues that assigning firmness of energy costs to the fish flush months is nonsensical
because the region has far more power in these months than there is any reasonable
market for that power. Id.

NIU also takes issue with the net purchase approach BPA used in itsinitial proposal to
shape the annual marginal costs of firmness of energy. Olsen, E-NI-01, at 9. Likethe
high load factor customers, NIU questions the level of firmness of energy costs assigned
to the months May through July. Id. NIU hints that the method for assigning the annual
cost of firmness of energy should reflect price differences between the months in addition
to the amount of purchases between the months. Id. Moreover, NIU hints that the
method for assigning the annual costs of firmness of energy should be comparable to the
current price differences between months. While NIU does not suggest, as APAC does,
that the marginal cost of firmness of energy should be zero in the fish flush months, NIU
implies that the firmness of energy costs in the period May through July should be quite
low or close to zero when compared to the other monthsid.

BPA agrees with APAC and NIU that the approach for shaping the annual cost of
firmness of energy into the months should account for supply conditions on BPA’s system,
as well as the demand for this by BPA inthe market. Vatter,et al., E-BPA-47, at 5. That
is, BPA agrees that supply conditions on the Federal system are more limited and thus
more stressed in the winter than in the spring when the hydrosystem produces energy in
excess of BPA’sfirm obligations. 1d. While BPA agrees with the general concepts
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advanced by APAC and NIU, no party advanced a workable approach for how to reflect
supply conditions on BPA'’s system in the method for distributing the annual marginal cost
of firmness of energy into the months.

NIU did not advance any method for apportioning the annual marginal cost of firmness of
energy to the months. NIU suggests that the monthly marginal cost of firmness of energy
should be comparable to the current monthly differential in the market price for firmness
of energy, but did not provide any specifics on how the monthly market price for firmness
of energy would be estimated or determined. Although APAC advanced an approach for
apportioning the annual marginal cost of firmness of energy to the months, its approach
provides customers with misleading information on BPA’s monthly costs of firmness of
energy.

By assigning an equal amount of the annual cost of firmness of energy to the four winter
months, November through February, APAC simplistically assumes that the cost of
firmness of energy is the same in each of the four winter months, and zero in all other
months. This assumption ignores the fact that BPA prepares to meet its obligationsin all
months, and in no month is the cost of preparing to meet its obligations zero.

Vatter, et al., E-BPA-47, at 4. With its new fish obligations, BPA’s operationa flexibility
has been reduced, which, in turn, limits BPA’s ability to use the hydrosystem to shape
energy to follow monthly loads. Documentation for the Loads and Resources Study,
WP-96-E-BPA-57B, at 41. In the past, BPA could shape or shift energy from other
periods into the fall as away to meet its firm obligations. 1d. at 39. The new operational
constraints reduce this ability to draft the system proportionally in the fal. Id. The
changing constraints on the operations of the hydro system mean that BPA has less firm
energy available to meet firm loads in the months when the system is storing water
(January through mid-April) and in the months when the system is recovering from fish
operations (September through December). Id. Consequently, it no longer istrue that
BPA hasto prepare to serve loads only in the winter months and can use the
hydrosystem'’ s flexibility to meet its obligations in the fall months and spring months.
Furthermore, using the hydrosysten's flexibility is not without cost. The cost of using the
flexibility of the hydrosystem reasonably may be reflected in the marginal cost of firmness
of energy. This cost can be expected to track customers’ demand for firm energy relative
to BPA’s supply of firm energy.

Moreover, even though the Federal system produces more than enough energy to meet
BPA’s firm obligations during the spring “fish flush” period, the energy produced by the
fish flush is not guaranteed to be available continuoudly: it lacks a firmness of energy
component. Guaranteeing or preparing to make the energy available at the time the
purchaser needs the energy, even during the spring months, imposes a cost on BPA. For
instance, even during the spring, there isamarginal cost to firmness of energy because
utilities must carry reserves to back up purchases of nonfirm, but not of firm, energy.
Vatter, et al., E-BPA-47, at 4.
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While BPA does not agree with the approach advanced by APAC, BPA agrees that the
winter months should have a greater share of the annual costs of firmness of energy, and
the fish flush months a lesser share, than in the initial proposal. Accordingly, BPA
proposed an aternative approach to reflect the relationship with the market and conditions
onitsown system. Vatter,et al., E-BPA-73, at 3. See also Supplemental Marginal Cost
Analysis Study, E-BPA-60. In the supplemental proposal, BPA proposed to shape the
annual marginal cost of firmness of energy based on the ratio of demand for BPA’s firm
energy, including secondary sales, forecasted in PMDAM, to the natural monthly inflows
to the hydrosystem, also from PMDAM. Id. This approach assigns a higher portion of

the marginal cost of firmness of energy to the winter months, and a lower portion of the
annual marginal cost of firmness of energy to the fish flush, than were assigned to these
months in the initial proposal. 1d. Infact, in the “fish flush” months of May through July,
the marginal cost of firmness of energy is very closeto zero. Id. Neither NIU nor the
high load factor customers objected to the approach advanced by BPA in the supplemental
proposal.

WPAG, however, challenged the approach proposed by BPA in its supplemental proposal.
Beck, et al., E-WA-13, at 69-71; WPAG's Brief, B-WA-01, at 9-10. WPAG argues that
BPA'’s supplemental proposal mixes operational and market data. Beck, et al., E-WA-13,
at 69. Because BPA choseto use aWest Coast approach to measure marginal cost,
WPAG asserts that BPA must use only West Coast purchases and sales as the approach
for shaping the annual marginal cost of firmness of energy. Id. at 70. Initsinitia brief,
WPAG argues for the first time that the shift away from using only market data resultsin a
loss of accuracy and objectivity. WPAG's Brief, B-WA-01, at 10. WPAG apparently
believes that by choosing the West Coast market as the appropriate market for measuring
BPA’s marginal cost, BPA can look only at market transactions and cannot look at
information related to its own system. Beck,et al., E-WA-13, at 70. WPAG’s view of
market information is very narrow and somewhat disingenuous.

While WPAG accuses BPA of selectively dismissing broad market information in favor of
information specific to BPA, WPAG ignores that the market prices available to an
individual utility as a purchaser and a seller in the West Coast market are partly a function
of supply conditions on that utility’s system and partly a function of demand conditions on
that utility’s system. For BPA, that means that the market prices for BPA are partly a
function of the supply and demand conditions on BPA’s system. Vatter,et al.,
E-BPA-104, at 10. Because the interaction of demand and supply conditions for each
West Coast utility determines market prices, the interaction of BPA’s demand and supply
conditions affect the market price for BPA. 1d. Contrary to WPAG's assertion, the
relationship between demand and supply conditions on BPA’s system is an objective
standard for shaping the annual cost of firmness of energy and is consistent with the
market approach for measuring BPA’s marginal costs of firmness of energy.

In addition, WPAG either misunderstands or ignores the fact that BPA’s demand for firm
energy used in this shaping methodology includes off system sales in the wholesale
market, the role of which WPAG emphasizes. Although the supply side data are specific

WP-96-A-02
Page 125



to BPA’s system, unlike most other supply sources, expected hydro inflows exhibit
significant variation in availability on a seasonal basis. As such, hydro inflows represent an
appropriate proxy for seasonal variation in BPA’s supply conditions.

Perhaps WPAG' s view is based on the misunderstanding that PMDAM is measuring the
marginal cost for the West Coast as awhole and not for individual utilities such as BPA.
PMDAM is not estimating a single marginal cost for the entire West Coast. Rather,
PMDAM measures the marginal costs for BPA and for 12 other West Coast parties.
Supplemental Marginal Cost Analysis Study, E-BPA-60, at 4. Each party’s marginal co<t,
as estimated by PMDAM, is different. Vatter, et al., E-BPA-104, at 11. In PMDAM,
BPA buys power from or sells power to another utility at a price that balances BPA’s and
the other party’s supply and demand. Initial Documentation for the Marginal Cost
Analysis Study, WP-96-E-BPA-04A, at 218. In other words, the model determines the
market price to BPA by finding the price at which the transaction(s) between BPA and
another party or partiesis beneficial to both—a“win-win” solution—and resultsin a
supply and demand balance for BPA and the other party. 1d. However, the market price
for each utility modeled in PMDAM may be somewhat different. Vatter,et al.,
E-BPA-104, at 11. The cost to each utility differs because of the cost of buying ard
selling with one another, and conditions on their respective systems. Id.

For the first time in its brief, WPAG argues that BPA should return to the approach used
initsinitial proposal because using market prices for net purchases of firmness captures
the stress on BPA’'s system. WPAG's Brief, B-WA-01, at 10. In support of this position,
WPAG asserts that the method BPA used in the initial proposal relied on market pricesto
assign the marginal cost of firmness of energy to the months. Id. at 11. WPAG's
statements in their brief suggest that WPAG misunderstands the method BPA used in its
initial proposal. Intheinitial proposal, BPA did not use the monthly relationships of
market pricesto assign the marginal cost of firmness of energy to the month, but the
monthly relationships of purchase amounts. Vatter, et al., E-BPA-04, at 8. Again, the
objective was to distribute the annual marginal cost of firmness of energy to the monthsin
amanner that reflects BPA’s customers' monthly demand for firmness of energy. Asthe
high load factor customers correctly point out, monthly power purchases may differ from
the monthly demand for firmness of energy. Wolverton,et al., E-PA/DS/PG-01, at 9.

The high load factor customers correctly observe that a utility may purchase the power at
times when demand is low and store that power for later use. 1d. 1n addition, utilities may
purchase power before it is needed because the priceislow.

Decision

BPA will shape the annual marginal cost of firmness of energy from PMDAM into
months in proportion to the ratio of demand for firm energy from BPA, on- and
off-system, to natural hydro inflows. This shaping approach reflects the monthly demand
for firmness of energy and recognizes that the market price to BPA for this component of
providing power is a function of market conditions and BPA’s own system conditions.
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7.0 WHOLESALE POWER COST OF SERVICE ANALYSISAND
RATE DESIGN ADJUSTMENTS

7.1 | ntr oduction

The cost alocation process involves four major steps. First, costs are functionalized
between generation and transmission. Second, transmission costs are segmented
according to the types of transmission services provided. Transmission cost allocations
are discussed in chapter 12.0 of the ROD. This section discusses the power cost
alocations. Third, generation costs are classified to capacity, energy, or rightsto energy.
Fourth, generation costs are allocated to the various customer classes. 1996 Supplemental
Rate Proposal, Wholesale Power Rate Development Study (WPRDS), WR96-E-BPA-61,
at 6.

The purpose of the cost allocation process is to assign preliminary responsibility for the
test period generation revenue requirement to each of BPA's customer classes. Thetest
period revenue requirement allocated to BPA's customers is subsequently modified
through rate design adjustments: (1) to reflect BPA's rate design objectives, including
BPA’s objective to achieve competitive rates; (2) to comport with contractual
requirements; (3) to reflect the results of other BPA studies; and (4) to conform with the
requirements of applicable legidation. Id. at 5.

BPA alocatesitstest period generation revenue requirement to the various customer
classes based on their use of services or facilities and the cost allocation directives
contained in the Northwest Power Act. Id. at 9. The Northwest Power Act identifies
three resource pools. (1)Federal Base System (FBS) resources; (2) resources acquired
through the Residential Exchange program under section5(c); and (3) any new resources
acquired by the Administrator. 1d. at 10. In addition, short-term power purchases are
made during the rate period to provide operational flexibility and to replace reductionsin
the capability of the FBS. The costs of these purchases are treated as FBS costs and are
alocated assuch. 1d. All other costs not specifically included in those resource pools,
including, but not limited to, “conservation, fish and wildlife measures, uncontrollable
events, reserves, the excess costs of experimental resources acquired under sectioré
[billing credits], operating services and the sale or inability to sell excess electric power”
are to be “equitably allocated to power rates’ in accordance with “generally accepted
ratemaking principles and the provisions of this[Northwest Power] Act.” 16U.S.C.

§ 839¢(Q).

For the 1996 rate case, BPA has made severa changes in its generation cost alocation and
rate adjustment methodologies. Keep, Revitch, WP-96-E-BPA-23, at2-4. Most of

BPA's cost alocation and rate design adjustment methodologies established in prior rate
cases remain unchanged, however. While the parties raised a number of issues during the
hearing regarding BPA’s cost alocation methods and BPA'’ s use of the marginal cost
analysisin designing its rates, a number of these issues were not raised in the parties’ brief.
These issues are not discussed here and are deemed withdrawn in accordance with section
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1010.3 of the Procedures Governing Bonneville Power Admin. Rate Hearings, 51 Fed.
Reg. 7611 (1986).

7.2 Recovery of Transmission Costs Allocated to Power Users

BPA classifies costs to three components of power: Capacity, Rightsto Energy, and
Delivered Energy. The costs of capacity and rightsto energy are not directly allocated to
customer classes; instead, the costs are classified based on expected revenues from these
products. Supplemental WPRDS, E-BPA-61, at 9. Generation costs classified to energy
are the generation costs remaining after subtracting revenues received from the sale of
capacity and rightsto energy. 1d. These energy costs are then alocated to the individual
customer classes. Transmission costs are allocated to the BPA power business for all its
uses of the FCRTS. Power customers are also assigned transmission costs for
transactions from which they benefit, such as Capacity/Energy exchanges, and uses of
interties for storage or purchases. In the supplemental proposal power transmission costs
that are not directly associated with a particular customer class, such as the cost of the
Generation-Integration segment, were treated as revenue deficiencies and included in the
power energy rates. Id. at 18. Inthe Draft Record of Decision, BPA proposed to
allocated and recover transmission cost not directly recoverable from power usersin their
transmission rates through the power demand charge. 1996 Draft Record of Decision
(ROD), WP-96-A-01, at 117-118. These transmission costs include, but are not limited
to, Utility Delivery costs, Genera Transfer Agreement (GTA) costs,
Generation-Integration Transmission Segment costs, and costs for using the interties for
storage or purchases. Id.

|ssue

Whether BPA should allocate and recover transmission costs that are not directly
recoverable from power usersin their transmission rates, such as the Utility Delivery
Charge underrecovery, the General Transfer Agreements cost, Generation Integration
costs, and transmission costs associated with capacity/energy exchanges and intertie us
for storage and purchase, through its power demand charge.

Parties Positions

APAC, DSIs, and PGP (representing high load factor customers) argue that BPA’srate
design to high load factor customers results in uncompetitive price levels. Wolverton,

et al., WP-E-PA/DS/PG-01, at 2. The high load factor customers recommend increasing
BPA’sdemand charge. Id. at 12; APAC Brief, B-PA-01, at 29; APAC EX. Brief,
R-PA-01, at 29; Or. Tr. 2388; Or. Tr. 2453. These parties suggest that BPA’s demand
charge could be as high as $6.84/kW-mo for the months November through February.
Wolverton, et al., E-PA/DS/PG-01, at 12. In ora argument, PGP suggested recovering
some of the transmission costs collected from power customers through the BPA demand
charge, as away to increase the demand charge. Or. Tr. 2448.
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WPAG cautions against rate design choices that eliminate the benefits that low load factor
customers would receive from the lower PF rate in the Power Settlement Agreement. Or.
Tr. 2427. WPAG urges BPA to apportion the Utility Delivery Charge underrecovery and
the GTA costs between its demand and energy cost so that no party is unfairly burdened
with the costs of implementing the Transmission Settlement Agreement. WPAG Ex.

Brief, R-WA-01, at 6, 7. The alocation of transmission costs associated with
capacity/energy exchanges, GenerationIntegration facilities and intertie use associated
with purchases and storage transaction, WPAG argues, should be allocated entirely to
energy. Id. at 7-8.

PPC complains that BPA has not explained the reason for the increase in the demand
charge for power. PPC, R-PP-01, at 8. PPC suggests that the Administrator should
return the power demand charge to the level presented in BPA'’s supplemental proposal.
Id.

BPA'’s Position

In both the initial and supplemental proposals, BPA set its power demand rate equal to the
marginal price for capacity developed in the Marginal Cost Analysis Study (MCA). Initia
WPRDS, WP-96-E-BPA-05; Supplemental WPRDS, E-BPA-61, at 16. BPA no longer
alocates generation capacity costs to its different classes of service directly. Instead the
expected revenues from demand are subtracted from BPA’s total generation revenue
requirement. Supplemental WPRDS, E-BPA-61, at 16. Transmission costs are allocated
to the BPA power business for all its uses of the FCRTS. Power customers are allocated
transmission costs for transactions from which they benefit, such as Capacity/Energy
exchanges, and uses of interties for storage or purchases. In the supplemental proposal,
power transmission costs that are not directly associated with a particular customer class,
such as the cost of the Generation-Integration segment, were treated as revenue
deficiencies and included in the power energy rates. Id. at 18. Inthe Draft Record of
Decision, BPA proposed to allocated and recover transmission cost not directly
recoverable from power usersin their transmission rates through the power demand
charge. 1996 Draft ROD, WP-96-A-01, at 117-118. These transmission costs include,
but are not limited to, Utility Delivery Charge costs, GTA costs, Generationl ntegration
costs, and costs for using the interties for storage or purchases. 1d.

Evaluation of Positions

The high load factor customers argue that BPA understated its demand charge.
Wolverton, et al., E-PA/DS/PG-01, at 2. These customers claim that BPA’s rate design
produces rates for high load factor customers that exceed the costs of aternative power
sources. |d. These customers caution that “unless BPA changesits rate design to
recognize that fact, the agency risks the loss of major portions of its base load.”

Id. at 2, 6. The high load factor customers warn that BPA’s current rate design, which
seeks to recover most of BPA's costs through energy charges, encourages lowoad factor
loads to be placed on BPA and high load factor loads to purchase from others, whichin
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turn could erode BPA’s system load factor, and “thereby reduc[€] the flexibility of
resource operations and [BPA'’g] ability to market ‘naked’ capacity.” Id. at 6.

Initially, the high load factor customers suggested various adjustments to BPA’s Marginal
Cost Analysis that would increase the marginal cost of capacity. See generally Id. at 7-12;
Wolverton, et al., PA/DS/PG-02, at 15-16. The adjustments suggested by the high load
factor customers, however, were flawed and not supportable. See section 6.0, which
evaluates the high load factor customers recommendations related to BPA’s Marginal
Cost Analysis. Later, however, the high load factor customer advanced another
suggestion for increasing the demand charge: recovering the Utility Delivery Charge
underrecovery and GTA costs assigned to Federal power users through BPA’s demand
charge. Or. Tr. 2448. PGP claimsthat because demand charges are difficult to avoid, “it
isin Bonneville' s best interest to collect more of its costs through demand charges.” 1d.

PGP’ s suggestion has merit. Firm power customers benefit from certain uses of the
Federal transmission system. Supplemental WPRDS, BPA-61, at 18. Recovering the cost
of transmission through a demand charge is a standard utility practice. BPA's
transmission system planning is based on peak load. Woerner, et al., WP-96-E-BPA-85,

at 8. Assuch, transmission costs are associated more with meeting peak loads than with
meeting energy loads. BPA incurs transmissions costs to meet peak periods load. Off-
peak loads on the Federal transmission system do not impose additional costs on BPA.
Recovering transmission costs assigned to power users through the demand charge results
in rates that more accurately track BPA’s cost incurrence.

There are other transmission costs, besides the Utility Delivery Charge underrecovery and
GTA costs, that are not directly recoverable from power usersin their transmission rates
and which also are incurred to meet peak loads. Such costs include use of the
transmission system for Capacity/Energy exchanges, Generation-Integration costs, and use
of interties for storage or purchases. In theinitial and supplement proposals, these costs
were treated as arevenue deficiency and collected through BPA'’s energy charges.
Supplemental WPRDS, E-BPA-61, at 18. However, like the GTA costs and Utility
Delivery Charge underrecovery, these transmission costs are associated peak loads and as
such should be recovered from power users through BPA’s power demand charge.

WPAG disagrees. WPAG argues that BPA should look at the reason the costs were
incurred, what product or benefit was obtained, and who was the beneficiary of the costs
incurred. WPAG Ex. Brief, R-WA-01, at 4. WPAG acknowledges that the GTAs serve
the same function as, and are replacement for, Network transmission facilities. 1d.
However, because the GTA costs were moved out of the Network and into power to
implement the Transmission Settlement Agreement, WPAG argues that these costs should
be viewed as settlement costs and spread equally to both the demand and energy
components of al firm power rates. 1d. Similarly, WPAG argues that the Utility Delivery
Charge underrecovery results from implementing the Transmission Settlement Agreement
and, as such, should be spread equally to both the demand and energy components of all
firm power rates. Id. at 5, 7. WPAG aso clams that based on principles of cost

WP-96-A-02
Page 130



causation the transmission costs of capacity/energy exchanges, Generation Integration and
intertie use associated with purchases and storage transactions are incurred to obtain
energy and as such should be recovered through energy charges. Id. at 8-9.

WPAG' s argument misses the point. The fact that these costs are settlement costs or are
being recovered by all power customers does not change the characteristic of these costs.
The GTA costs and Utility Delivery Charge underrecovery still are transmission costs.
Moreover, contrary to WPAG’s claims, the GTA costs, the Utility Delivery Charge
underrecovery and the other transmission costs allocated to power users are costs
associated with meeting peak loads. For instance, BPA’s Délivery facilities and
Generation-Integration facilities are sized to meet peakload. Generation/Integration
facilities are designed to integrate the full capacity of the hydro system, including peak
capacity. In addition, both the Delivery Charge and the GTA costs are billed on a demand
basis. That is BPA pays a demand charge for power delivered across the GTAs. Assuch
the reason these costs were incurred is to meet peak loads, not energy loads.

WPAG argues that spreading the GTA costs and the Utility Delivery Charge
underrecovery between both the power rates demand and energy components ensures that
the cost alocation does not disproportionately impose the cost of the settlement on any
particular customer class. Id. at 7. Concentrating these costs in the power demand
charge, WPAG asserts, imposes the costs of the Transmission Settlement Agreement
disproportionately on low load factor customers. Id. PPC argues for the similar results,
urging BPA to set the power demand charge at the level presented in BPA’s supplemental
proposal. PPC Ex. Brief, R-PP-01, at 9. WPAG's and PPC’s arguments ignore the fact
that before the settlement these costs were recovered through demand charges. To now
change and recover more of these costs through an energy charge would result in a cost
shift between low load factor customers and high load factor customers, with high load
factor customer receiving more of the costs. BPA believes that the costs shifts between
customers from implementing the Transmission Settlement Agreements should be no more
than necessary. In this case, there is no overriding reason to shift costs to high load factor
customers.

Recovering the transmission costs from power users through their demand charge is firmly
grounded in the generally accepted ratemaking principle of cost causation. Moreover,
recovering transmission costs from power users through a demand charge provides rate
continuity. Historicaly, following principles of cost causation, thisis precisely how BPA
recovered its transmission costs assigned to Federal power users. See 1983
Administrator’s Record of Decision, WP-83-A-02, 40, at 64 (transmission costs classified
100 percent to capacity); 1985 Administrator’s Record of Decision, WR85-A-02, at 40-
41 (transmission costs classified 100 percent to capacity). BPA’s long-standing practice
has been to recover transmission costs from power customers through a demand charge.
Recovering transmission costs assigned to power users through a demand charge is
consistent with standard utility practice, and promotes rate stability and continuity.
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Decision

The level of BPA's demand charge will be based on the marginal cost of capacity plus
any transmission costs not directly recoverable from power usersin their transmission
rates. These transmission costs include, but are not limited to, Utility Delivery Charge
underrecoveries, GTA costs, Generation Integration Transmission Segment costs, and
costs for using the interties for storage or purchases.

7.3 7(b)(2) Industrial Adjustment

The 7(b)(2) Industrial Adjustment re-links the I P rate to the PF Preference rate when the
section 7(b)(2) rate test triggers. BPA’srates include rate protection for the Priority Firm
preference class, asindicated in the Supplemental Section7(b)(2) Rate Test Study, WP-
96-E-BPA-63. The section 7(b)(2) rate test is discussion in section 9.0 of the ROD.

|ssue

Whether the 7(b)(2) Industrial Adjustment should be used to link the Industrial Firm
Power (IP) rate with the Priority Firm Power (PF) Preference rate when the section
7(b)(2) rate test triggers.

Parties Positions

The Mgjor Residential Exchange Participants (MREP or 10Us) claim that the 7(b)(2)
Industrial Adjustment is unnecessary and improperly shift costs to the residentia
exchange. Piro, et al., WP-96-E-GE/PL/PS-02, at 24. The MREP state that BPA “ties
the DSI rate to a preference rate that is already lowered as aresult of the rate test trigger.
... Theeffect isto give the DSI’ s the same rate test protection as the preference
customers. Thisisaviolation of the law and should not withstand scrutiny by the
Administrator or on judicial review.” MREP Brief, B-GE/PL/PS-01, at 46. The MREP
complain that BPA's position violates the language and legidlative history of the section
7(b)(3) rate directive, and that BPA's contrary construction of the section is unpersuasive.
MREP Ex. Brief, R-GE/PL/PS-01, at 21-22.

BPA'’s Position

The applicable wholesale rate paid by BPA’s public agency and cooperative customersis
the PF Preference rate. The 7(b)(2) Industrial Adjustment re-links the IP rate to the PF
Preference rate when the section 7(b)(2) rate test triggers. Keep, Revitch,
WP-96-E-BPA-89, at 3. Ineffect, the 7(b)(2) Industrial Adjustment is a second
calculation of the 7(c)(2) delta. Id.
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Evaluation of Positions

The 7(b)(2) rate test first triggered in BPA’s 1987 rate case. Keep, Revitch, EBPA-89,

at 4. The7(b)(2) rate test is discussed in section 9.0 of the ROD. As part of its 1987rate
case, BPA first proposed the 7(b)(2) Industrial Adjustment. During the 1987 rate case the
MREP raised the same issues that they now repeat in this case, that the 7(b)(2) Industrial
Adjustment provides the DSIs “price protection” provided to preference customers.id.

In 1987 the Administrator carefully considered those comments but concluded that “the
7(b)(2) Industrial Adjustment is required by section 7(c)(2) of the Northwest Power Act.”
1987 Administrator’s Record of Decision, WP-87-A-02, at 121. Thereafter, whenever the
7(b)(2) rate test triggered, BPA followed the same approach as first adopted in 1987.
Keep, Revitch, E-BPA-89, 4. BPA followed that same approach in this case. That is,
after the 7(b)(2) rate test triggers, BPA hifurcates the PF rate into the PF Preference rate
and the PF exchange rate. BPA credits the PF Preference rate and allocates IP rate its
share of the 7(b)(2) cost. Assuch, if the 7(b)(2) rate test triggers, the 7(b)(2) cost is
alocated to the DSIs, as well as other non-preference customers. After applying the
7(b)(2) credit to the PF Preference rate, BPA then recalculates the I P rate such that it is
re-linked to the PF Preference rate. Id. The MREP ask that BPA abandon past practice
and itsfirst interpretation of the statutory requirements for setting the I P rate, when the
only change in circumstances is that now the market simply will not sustain a higher DS
rate. For amore detailed discussion on the need for competitive DSI rates see section 8.2
of the ROD.

The MREP claim that the 7(b)(2) Industrial Adjustment is “redundant.” Piro, et al.,
E-GE/PL/PS-02, at 24. The MREP assert that the “first 7(c)(2) adjustment effectively
increases the PF rate in the program case, putting upward pressure on the 7(b)(2) trigger.
Thisis another example of improper shifting of costs onto the residential exchange, away
fromthe DSI’s.” Id. According to the MREP, BPA is not required to make a second
7(c)(2) adjustment. As such the MREP assert that the second 7(c)(2) adjustment “is
another example of BPA making arbitrary decisions to shift costs among customer
classes’ 1d. at 25. “BPA now proposes to give the publics rate test protection to the
very party that was supposed to share in paying for it, the DSI’s, thereby leaving the entire
burden to the residential and small farm customers of exchanging utilities and relieving the
DSI’s of their responsibility to pay.” MREP Brief, B-GE/PL/PS/01, at 45.

Section 7(c) of the Northwest Power Act determines how the DSI equitable rate isto be
set. Section 7(c)(1)(B) very specifically provides that after July 1, 1985, the DSI rate or
rates shall be set “at alevel which the Administrator determines to be equitable in relation
to the retail rates charged by the public body and cooperative customersto their industria
consumersin theregion.” 16 U.S.C. 8 839¢(c)(2). Section 7(c)(2) goes on to provide that
the determination of equitability is to be based on BPA’s “applicable wholesale rates’ to

its preference customers and the “typical margins’ included by those customersin their
retail industrial rates. See section 8.2 in the ROD, which discusses “typical margin”
included in the DSI rate determination. Section 7(c)(3) further provides that the DSI rates
are also to be adjusted to account for the value of power system reserves provided
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through contractual rights that allow BPA to restrict portions of the DSI load.
Supplemental WPRDS, E-BPA-61, at 21. See section 8.3 in the ROD, which discusses
the value of reserves credit. In effect, section 7(c) contains a prescribed and, on its face,
complete formula for setting the level of the DSI equitable rate. The DSI equitable rateis
set equal to the applicable wholesale rate, plus atypical margin, minus a credit for value of
reserves (VOR). Id. at 22.

Public body and cooperative customers are BPA'’s preference customers, and if the section
7(b)(2) rate test triggers, the PF Preference rate, including the 7(b)(2) credit, isthe
applicable wholesale rate paid by these customers. Keep, Revitch, E-BPA-89, at4; see
also 1987 ROD, WP-87-A-02, at 120. Section 7(c)(2) does not state that the rates
applicable to the DSl s shall be the Administrator’s wholesale rates to such public body and
cooperative customers before any 7(b)(2) protection isincluded. The statute specifies that
the DSI equitable rate should be based on the applicable wholesale rate paid for BPA’s
preference customers. That rate isthe PF Preference rate. Id. The 7(b)(2) Industrial
Adjustment assuresthat the IP rateistied to BPA’s PF Preference rate. Id.

The MREP claim that the nothing in the legidative history identifies the DSIs as even
potential beneficiaries of the section 7(b)(2) rate test. MREP Brief,

B-GE/PL/PS-01, at 44. They argue that Congress intended the section 7(b)(2) rate test to
protect preference customers, not the DSIs. Id. In support of this, the MREP cite to
passages from the House and Senate Reports accompanying the hill that reference section
7(b)(2) as establishing a preference customer rate ceiling or rate limit. Id. (citations
omitted). While the cited language expresses Congress's intent that the section 7(b)(2)
rate test protect preference customers, nowhere in the language does Congress state that
the DSIs are not to be incidental beneficiaries of the test despite the express linkage of the
DSl and preference customer rates in section 7(c). Congress clearly intended that the
DSlspay arate that is equitable to the preference customers' rate to their retail industria
customers. Congress intended that the equitable rate be based on the actual rate charged
BPA'’s preference customers, not some hypothetical or imaginary rate that these
customers would have paid without the 7(b)(2) credit. In describing the DSI equitable
rate, the Senate Report identifies the applicable wholesale power rate as the rate paid by
preference customers.

The [DSI] rate will be set at a level no less than that set for the year 1984-85 and
that is equitable in relation to the retail rates charged by the public body and
cooperative customers to their industrial customers. This level is determined by
applying atypical margin of cost . . . to the BPA wholesale rates to the preference
customers for all power used to serve their industries.

S. Rep. No. 272, 96th Cong., 1st Sess. 59 (1979) (emphasis added).
The reference in the quote above to "alevel no less than that set for the year 198435"

refersto the DSI floor rate test, which effectively ensures that DSI rates on or after July 1,
1985, recover revenues that would be recovered by applying the rates that were in effect
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for the contract year ending on June 30, 1985. See 16 U.S.C. § 839¢(c)(2). By the end of
the contract year ending on June 30, 1985, the residential exchange was almost completely
phased in pursuant to section 5(c)(2) of the Northwest Power Act.See 16 U.S.C. §
839c(c)(2). Also, prior to the end of the contract year ending on June 30, 1985, the SDI’s
rates were "to recover the cost of resources required to serve such customers' loadgplus
the otherwise unrecovered net costs of the section 5(c) exchange. . ." H. Rep. No. 96-
976, Pt. 1, 96th Cong., 2d Sess., at 69 (1980); see 16 U.S.C. § 839¢e(c)(1). It isunder this
initial ratesetting process that the DSIs pay higher rates so asto "'permit the Administrator
to enter into" the residential exchange contracts. MREP Brief, B-GE/PL/PS-01, at 45,
guoting S. Rep. No. 272, 96th Cong., 1st Sess., at 29 (emphasis added). However,
Congress clearly enunciated in section 7(c)(2) and elsewhere that after July 1, 1985, the
DSl "rates are to be equitable in relation to the retail rates charged by the Administrator's
public body and cooperative customersto their industrial consumersin the region." H.
Rep. No. 96-976, Pt. 1, at 69; see 16 U.S.C. 8§ 839¢(c)(1). Despite this shift away from
rates that recovered exchange costs to rates based on equitability considerations, the floor
rate test--not the section 7(b)(2) test--has the effect of setting a minimum level of DSI
responsibility for cost recovery, including whatever exchange cost recovery would be
covered through application of the floor rate.

Nothing in the Senate Report or the other legidative history cited by the MREP supports
the notion that the DSIs responsibility for paying exchange costs is unlimited or, except
for the floor rate test, extends unabated past June 30, 1985. Indeed, the Congressional
Committees on the legislation were clear that "[t]the cost of the exchangeluring the first
five yearsis charged to the rates applicable to DSI's under section 7(c)(1)(A)," H. Rep.
No. 96-976, Pt. 1, at 61 (emphasis added), and

Customers of preference utilities will not suffer any adverse economic
consequences as aresult of this[residential] exchange since, as discussed below, the
direct-service industrial customers of BPA are required to pay the costs of the exchange
during itsinitial yearswhile a"rate ceiling" protects the customers of preference utilities
during later years.

H. Rep. No. 96-976, Pt. 11, 96th Cong., 2d Sess., at 35. The rate ceiling protects
preference customers, not the exchange customers.

With regard to the DSI rate after June 30, 1985, the purpose and intent of the 7(c) rate
directivesisto establish aDSI rate that reflects rates paid by other magjor industrial
customers served by preference customers. In effect, the 7(c)(2) rate setting directives put
the “DSls on a comparable basis with most of the region’s other industries particularly
those industries served by the utility systems that would be most likely to serve the DSIsin
the absence of the legidation.” Letter from Sterling Monroe, BPA Administrator to Hon.
Abraham Kazen, Jr. Chairman, Subcommittee on Water and Power Resources, House
Committee on Interior & Insular Affairs of 8/9/80 (presenting BPA’s analysis of projected
7(c)(2) rates under the House bill). In fact, one of the objections to the Act, raised by
Congressional members who opposed the Act, was that the section 7(c)(2) rate directives
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“command BPA to set prices at the level which these [direct service industries] would pay
if they received energy from local utilities. ..” Dissenting remarks of Reps. Weaver,
Kostmayer, Vento, Markey and Miller, H.R. Rep. No. 976, Part 11, 96th Cong., 2d Sess.
at 89 (1980). BPA’'srateto local utilities is the PF Preference rate, not an imaginary PF
rate. Inturn, their rate to retal industrial customers reflects the PF Preference rate, not
some hypothetical PF rate. That preference rate reflects the full protection of section
7(b)(2).

The MREP point out that section 7(b)(3) of the Northwest Power Act states that the
7(b)(2) amount, which serves to reduce the PF rate for preference customers, shall be
alocated to all other customers. MREP Brief, B-GE/PL/PS-01, at43. The MREP assert
that “BPA has not followed this direction. It has not proposed surcharging the DSI’s.”
Id. The MREP argument appears to be that 7(b)(3) requires that BPA surcharge al other
customers by the 7(b)(2) credit, and since BPA did not surcharge the DSI ipso facto,

BPA violates section 7(b)(3). The MREP' s argument overlooks the fact that if the 7(b)(2)
rate triggers, the 7(b)(2) cost isindeed alocated to the IP rate. Moreover, the MREP
argument ignores that the plain language of the statute requires the IP rate to be linked to
the PF rate. BPA's approach gives effect to the provisions of section 7 as awhole, which
is afundamental principle of statutory construction. See, e.g., Massachusetts v. Morash,
490 U.S. 107, 115 (1989).

Even if the statutory language is plain, if reliance on that language would defeat the plain
purpose of the statute, the literal language must be disregarded. Bob Jones Univ. v.

United Sates, 461 U.S. 574, 586 (1983); Lynch v. Dawson, 820 F.2d. 1014, 1019 (9th

Cir. 1987). The plain purpose of section 7(c) isto link the DSI and PF rates in a certain
manner, and the rate directives for each class of customer are subject to the paramount
directive that "BPA must continue to set its rates so that itstotal revenues continue to
recover itstotal costs." H. Rep. No. 96-976, Pt. 11, at 36. Ininterpreting the section
7(b)(3) alocation scheme, BPA considers a number of factors including whether BPA
could recover the surcharge from a particular customer or customer class. For instance,
BPA does not include the 7(b)(2) surcharge in its nonfirm energy rates. To do so would
be futile, as these rates are determined by the market not by BPA’s cost. Another example
of where BPA does not include the 7(b)(2) surcharge is sales of surplus firm power when
BPA has long-term contracts which contain rate formulas, such as the PP&L capacity rate.
Since the contract formula does not include any provision for surcharging the customersin
the event the 7(b)(2) rate test triggers, BPA does not surcharge these customers. Likethe
PP& L capacity rate, the IP rate also is based on aformula that does not make mention of
the 7(b)(2) surcharge. Unlike the PP&L capacity rate, the formulafor the IP rate is
determined by statute.

The MREP aso state that the 7(b)(2) Industrial Adjustment is “arbitrary.” Piro, et al.,
E-GE/PL/PS-02, at 25. BPA has consistently applied the 7(b)(2) Industrial Adjustment in
same manner since the 1987 rate proposal, the first time that the section 7(b)(2) rate test
triggered. Keep, Revitch, EBPA-89, at 4. Thus, the decision to use the
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7(b)(2) Industrial Adjustment cannot reasonably be characterized as arbitrary, asthe
MREP allege.

The MREP s primary concern appears to be the costs that are allocated to the

PF Exchange rate as aresult of the 7(b)(2) and 7(c)(2) adjustments. Piro,et al.,
E-GE/PL/PS-02, at 24, 25; MREP s Brief, B-GE-PL/PS-01, at 46. The MREP assert that
BPA is*“ making arbitrary decisions to shift costs among customer classes’ by creating “a
new adjustment not identified in the rate directives of section 7 of the Regional Act . . .”
MREP Brief, B-GE/PL/PS-01, at 25, 45. The MREP's statement that the adjustment is
arbitrary has no basis. The 7(b)(2) Industrial Adjustment is performed since 1987 to fulfill
the requirements of section 7(c)(2) as well as section 7(b)(2) of the Northwest Power Act.
1987 ROD, WP-87-A-02, at 120. Neither section 7(c)(2) norsection 7(b)(2) of the
Northwest Power Act protects the PF Exchange rate from allocation of costs necessary to
protect the rate levels of BPA’s preference and DSI customers. Moreover, the MREP
ignore that the 7(b)(2) Industrial Adjustment not only is required by section 7(c)(2), but
necessary for BPA to recover its costs consistent with sound business principlesin
accordance with section 7(a) of the Northwest Power Act. 16 U.S.C8 839¢(a)(1).

Decision

BPA will continue to use the 7(b)(2) Industrial Adjustment to link the IP rate with the PF
Preference rate, asrequired by section 7(c)(2) of the Northwest Power Act.

7.4 Power Purchases as FBS Resour ces

BPA uses power purchases to replace reductions in capability of the Federal hydrosystem
and other FBS resources. Keep, et al., WP-96-E-BPA-117, at 5. The IOUs disagree with
BPA’spractice. MREP Brief, B-GE/PL/PS-01. The context for the IOUs concernisthe
section 7(b)(2) rate test. I1d. Treatment of FBS resources for the 7(b)(2) rate test is
discussed in the ROD section 9.4.

75 Crediting Excess Revenues from Capacity Sales

|ssue

Whether BPA should directly credit revenues from capacity salesto light load hour
loads.

Parties Positions

APAC, DSIs, and PGP initialy recommended that the excess revenues from capacity sales
should be directly credited to all light load hour sales. Wolverton,et al.,
WP-96-E-PA/DS/PG-01, at 14. These customers argued that direct crediting of the
excess capacity revenues to light load hour sales recognizes that light load hour sales
contribute to BPA' s ahility to sell capacity. 1d. Therefore, these customers conclude that
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light load hour sales should receive the benefits of the excess revenues associated with
these capacity sales. Id. The DSIsand PGP did not pursue thisissue in their brief.
APAC, however, continues to argue thisissuein its brief. APAC Ex. Brief, R-PA-01,
at 29, n. 36.

BPA'’s Position

BPA allocates its costs and subsequent rate adjustments based on annual average energy
loads or alocation factors. Supplemental Wholesale Power Rate Design Studly,
E-BPA-61, at 12. The allocated generation energy costs are then apportioned into
different seasons and hours of the day using the results of the Marginal Cost Analysis. 1d.
at 26. Theresults of the Marginal Cost Analysis reflect the benefits in light load hours
associated with capacity sales through lower marginal costs during these hours. Vatter,
et al., WP-96-E-BPA-47, at 2.

Evaluation of Positions

In developing its 1996 rates, BPA apportions its generation costs between capacity,
energy, and rights to energy. Supplemental WPRDS, EBPA-61, at 8. To apportion the
costs of these joint products, BPA setsthe costs of generation demand and rights to
energy based on the marginal costs of these products. Id. at 9. The costs of energy are
the residual generation costs. Id. Since the generation costs of demand and rightsto
energy are defined by the marginal cost of the products, these costs are the same for all
customers. Consequently, the only costs directly allocated to the different customer
classes are energy costs. 1d. Energy costs and any subsequent cost adjustments are
alocated based on annual average energy allocation factors or loads. Id. at 12. The
annual average energy costs are apportioned into different seasons and hours of the day
using the results of the Marginal Cost Analysis. 1d. at 26. No costs are allocated to
capacity loads. It is precisely because of this allocation scheme that sales of capacity are
recognized as a “revenue credit.”

BPA includes the revenues from surplus capacity sales with the excess revenues from
surplus power sales. These revenues then are apportioned uniformly to all loads. Id.
a 21. Inthisway all customers benefit from BPA’s surplus sales.

APAC, DSIs, and PGP initialy filed joint testimony recommending that the excess
revenues from capacity sales should be directly credited to al light load hour sales.
Wolverton, et al., E-PA/DS/PG-01, at 14. These customers argued that direct creditng
of the excess capacity revenues to light load hour sales recognizes that light load hour
sales contribute to BPA’ s ability to sell capacity. |d. Therefore, these customers
conclude, that light load hour sales should receive the benefits of the excess revenues
associated with these capacity sales. 1d. The DSlIsand PGP did not pursue thisissuein
their brief and therefore they are deemed to take no position on thisissue. APAC
continues to argue thisissue in its brief. APAC Ex. Brief, R-PA-01, at 29, n. 36. For
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purposes of this evaluation, statements in the joint testimony are attributed solely to
APAC.

Capacity sales are sales where the purchaser receives energy from BPA during heavy load
hours and then returns the same amount of energy to BPA during the light load hours.
APAC arguesthat if BPA does not have light load hour loads above its minimum
generation constraints to consume this return energy, BPA would not be able to make any
capacity sales. Wolverton, et al., E-PA/DS/PG-01, at 14. APAC then concludes that

light load hours should receive the benefits of the “capacity revenue credit” by directly
crediting the revenues from capacity salesto all light load hour loads. 1d. To accomplish
this direct crediting, APAC recommends that BPA separate the revenues from the capacity
sales from its other revenue adjustments. Id. After apportioning the adjusted allocated
energy costs between the months and hours, APAC proposes to then subtract the capacity
revenues from the light load hour revenues. 1d.

APAC's proposal is somewhat disingenuous. APAC selects one of the excess revenues
adjustments and argues that this adjustment should be allocated directly to light load hour
sales instead of being allocated to annual average energy loads like al other adjustments.
APAC did not provide any rationale for why this one source of excess revenues should be
treated differently than all the other sources of excess revenue. Nor did APAC suggest
that BPA should allocate all costs and subsequent rate adjustments based on heavy and
light load hour costs and benefits. APAC merely picked one adjustment, excess capacity
revenues, to offer as athinly disguised approach for lowering the light load hour energy
rate. APAC’s proposal would shift the entire benefit from BPA’s sales of surplus capacity
to high load factor customers.

APAC's proposal aso isflawed. BPA’s heavy and light load hour rates are based on the
relationship between heavy and light load hour marginal costs. The relationship between
heavy and light load hour marginal costs reflects the benefits of energy returns during light
load hours. Vatter, et al., E-BPA-47, at 2. Energy returned to BPA’s system lowers the
marginal cost of energy during light load hours when these returns occur. Id. The
relationship between the heavy and light load hours rates already captures the benefits to
light load hour loads related to energy returns from BPA'’s capacity sdles. 1d. APAC's
proposal, in effect, inflates and exaggerates the benefits that light load hours sales add to
BPA'’s ability to make capacity sale.

Decision

Excess revenues from capacity saleswill be included with other surplus firm power
revenues and apportioned uniformly to all loads.

7.6 Calculation of Bonneville's Aver age System Cost

In 1987, BPA proposed to include the calculation of Bonneville's Average System Cost as
part of aformulafor capping its sales of nonfirm energy rates. 1987 Administrator’s
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Record of Decision, WR-87-A-02, at 186-187. After the Administrator adopted BASC in
1987, BPA and parties to long-term contracts agreed to use changesin BASC as an index
for escalating long-term contract rates. The PPL-90 rate is one of the long-term contract
rates that escalates based on changes in BASC from the BASC calculated in 1987.

Keep, et al., WP-96-E-BPA-94, at 89. BASC isdetermined by dividing BPA’s Total
System Costs by BPA’s Total Annua System Loads. Id. Theterms BPA’s Total System
Costs and BPA’s Total Annual System Loads are defined in BPA’s General Rate Schedule
Provisions (GRSPs). Supplemental Wholesale Power and Transmission Rate Schedules,
WP-96-E-BPA-64, at 152.

Parties' Positions

PacifiCorp urges BPA to include its currently projected cost cuts, as well as cost cuts
needed due to the lower total revenues from firm power sales, in its revenue requirement.
PacifiCorp Brief, B-PL-01. PacifiCorp cautions that in no case should BPA project
artificialy high firm and nonfirm revenues and as a result either (a) retain expendituresin
the final rate study which are higher than BPA actually plans to spend, or (b) project a
buildup of reserves that BPA does not actually expects to achieve. Id. PacifiCorp also
urges BPA to include the Fish Cost Contingency Fund (FCCF) credit in the calculation of
BASC. PacifiCorp Ex. Brief, R-PL-01, at 3-4.

Evaluation of Positions

PacifiCorp recommends that BPA incorporate its anticipated reductions in revenues and
expenses in the calculation of BASC. 1d. BASC determines the rate PacifiCorp pays for
surplus firm capacity from BPA under a long-term capacity sale. 1d. PacifiCorp notes
that BPA has an implied obligation of good faith under its contracts, and PacifiCorp is
relying on BPA’s good faith calculation of BASC. Id. at 5.

PacifiCorp argues that the evidence on the record suggests that BPA’s supplemental
proposal overstated BASC. Id. at 6 PacifiCorp points to a number of factors, which
taken together, suggest that BPA must reduce its cost from the costs projected in the
supplemental proposal. First, PacifiCorp notesthat even prior to the Transmission and
Power Settlement Agreements BPA planned to take additional cost cuts not reflected in its
supplemental proposal. Id. With these settlement agreements, PacifiCorp posits that BPA
will need additional cost and revenue requirement reductions. Id. Second, PacifiCorp
argues that the market outlook for BPA’s salesis lower than BPA previously estimated,
which in turn reduces BPA'’s revenues from these sales. 1d. PacifiCorp asserts that gas
prices are not expected to improve as rapidly as BPA previoudly forecasted. 1d. Also,
PacifiCorp claims that BPA isfacing lower firm sales to its customers. 1d.

For the final proposal, BPA will reflect the change in market conditions since the initial
and supplemental proposals. These changes will affect BPA’s expected revenues and sales
during the test period. BPA proposes to incorporate arevised gas forecast that is lower
than the forecast used in BPA’s supplemental proposal. 1n additional, BPA expects that
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its generating utilities will take actions to reduce their purchases from BPA during the test
period. For BPA'’sfina load forecasts, generating utility customer loads are lower than
projected in the supplemental proposal. See section 3.3 and 3.1.1, which discuss revisions
to BPA’s gas price forecast and generating utility customers’ load forecast.

BPA has included in its revenue requirements the additional cost cuts that BPA planned to
take before the Transmission and Power Settlement Agreements. In March 1996, BPA
further revised its spending levels, resulting in lower operating program expenses than
were included in its supplemental proposal. See section 4.0 of the ROD and Final

Revenue Requirement Study, WR96-FS-BPA-02, Appendix A, which provide greater
detail on the actions BPA is taking to cut its costs even further than it anticipated at the
time of the supplement proposal. The net effect of these cost cuts reduces BPA’s tota
revenue requirements by about $67 million. BPA has taken other actions that will also
lower BPA’s Total System Costs. These additional actionsinclude: (1) accessing excess
funds in the Supply System WNP-1 Construction Fund to cover a portion of net billing
requirementsin FY 1997; (2) accessing the Fish Cost Contingency Fund; (3)using
updated interest rate forecasts to project interest expense on long-term borrowing and
appropriations repayment obligations; (4) consolidating supply system trustees; and

(5) reducing revenue financing for BPA’s transmission investments. See section 4.0 of the
ROD; Final Revenue Requirement Study, FS-BPA-02, Appendix A. Each of these actions
is directly reflected in the BASC calculation. BPA expects that the final BASC will be
lower than BASC calculated in BPA’s supplemental proposal.

PacifiCorp expressed concern that because the Fish Cost Contingency Fund (FCCF) is
accounted for as a revenue credit, this credit may not be included in the BASC calculation.
PacifiCorp Ex Brief, R-PL-01, at 4. As PacifiCorp notes, it is not concerned with the
method BPA chooses to account for the FCCF in its revenue and income statements.|d.
Rather PacifiCorp is concerned that for purposes of determining BASC, the FCCF credit
isincluded as areduction in Total System Costs. 1d. PacifiCorp raises this concern
because even though the Draft Record of Decision stated that the FCCF credit would
lower BPA’s Total System Costs used in computing BASC, in other sections of the Draft
Record of Decision BPA described the FCCF credit as arevenue credit. PacifiCorp
assumed that if the FCCF credit istreated as an increase in BPA power revenues than it
would not be included in the BASC calculation. Id.

BPA appreciates how the statements relating to the accounting treatment of the FCCF
credit and treatment of the FCCF credit for purposes of calculating BASC may have been
inconsistent or confusing. Even though annual access to the FCCF credit will be
accounted for asincreased power revenues and will not reduce BPA’s revenue
requirement for the rate period, the FCCF credit isincluded in BPA’s Total System Costs
used in the BASC calculation. Although BPA’s Total System Costs used in calculating
BASC are based on BPA'’s revenue requirements, BPA’s Total System Costs are not
identical to BPA’s revenue requirements. BPA’s Total System Costsis aterm defined in
BPA’s GRSPs for calculating BASC; as such it is not a financial or accounting term.
BPA’s Total System Costs are lower than BPA’s revenue requirement by the amount of
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revenue credits BPA projects during the test period. Expected revenues associated with
COE and USBR project revenues, interchange, irrigation pumping power, and CSPE were
subtracted from the FBS costs included in BPA’s revenue requirement for the test period
in BPA’s cost allocation steps. Supplemental WPRDS, E-BPA-61A, at 185-187. These
adjusted FBS costs then are included in BPA’s Total System Costs used to calculate
BASC. While these revenues are accounted for as increased revenues and do not reduce
BPA’s revenue requirement, these revenue credits always have been included in the
calculation of BASC. Inthisrate case, BPA has additional revenue credits that will be
accounted for as increase revenues such as expected annual access to the FCCF,
prospective 4(h)(10)(C) credits, and Colville credits. Each of these revenue creditsis
included as an adjustment to the test year revenue requirement for purposes of calculating
BASC.

Decision

BPA is proposing a number of revisions to its revenues and costs, based on the best
information BPA has available. These revenue and cost adjustments will be reflected in
BPA's Total System Costs and the calculation of BASC. For purposes of calculating
BASC, expected revenue credits during the test period will be subtracted from BPA’s
revenue requirement for the test period.

7.7 Residential Exchange Billing Deter minants

|ssue
Whether the residential exchange billing determinants should be diurnally differentiated.

Parties Positions

The DSIs argue that the residential exchange load should be split between heavy and light
load hours. The DSIs suggested using the relationship between the PF Preference heavy
and light load hour loads as a proxy to separate the PF Exchange loads between heavy and
light load hours. Schoenbeck, Bliven, WP-96-E-DS-06, at6.

BPA'’s Position

The residential exchange transaction is a paper transaction and not an actual sale of
power. Keepet al., E-BPA-94, at 7. Since these customers do not place any actual load
on BPA, incorporating time of day energy price signalsis unlikely to result in any cost
savingsto BPA, and therefore seems unnecessary. In addition, BPA does not have load
information for the individual exchanging utilities to differentiate the residential exchange
load between heavy and light load hours. Id.; Boling, Doubleday, WP-E-BPA-36, at 4.
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Evaluation of Positions

In BPA’sinitia proposal, the PF Exchange loads were not separated between heavy and
light load hours. Initiddl WPRDS, E-BPA-05A. Instead, BPA assumed that all PF
Exchange load was in the heavy load hours. 1d. One of the reasons that BPA did not
attempt to estimate the amount of the PF Exchange loads during heavy and light load
hoursisthat BPA did not have sufficient datato support such aforecast. Boling,
Doubleday, E-BPA-36, at 4. BPA invited parties to comment on data sources and
procedures that BPA could use to account for exchange utility-specific load shapes. Id.

The only party offering any suggestion was the DSIs. The DSIs suggested that the
relationship between the PF Preference customers' heavy load hour loads and their light
load hour load could be used as a proxy to separate the PF Exchange customers' load
between heavy and light load hours. Schoenbeck, Bliven, EDS-06, at 5. The DSIs admit
that residential exchange heavy and light load hourly data are not available to construct the
actual shape of the PF Exchange loads over the different hours of the day. Id.

BPA agrees with the DSIs that residential exchange load occurs in both heavy and light
load hours. Nevertheless, BPA initialy questioned whether the characteristics of the

PF Preference load were similar enough to the characteristics of the PF exchange load
such that the hourly shape of the PF Preference load is a good proxy for the hourly shape
of the PF Exchange load. PF Exchange loads are by definition residential and small farm
loads. PF Preference loads include residential and small farm loads, but also include
significant amounts of commercial and industrial load. Keep, et al., E-BPA-94, at 7.
Residential and small farm consumers tend to consume more electricity during the heavy
load hours than during the light load hours. Commercia and industrial loads, on the other
hand, tend to be flatter across the hours of the day. 1d. at 7-8. Or said another way, the
PF Exchange load has alower load factor than the PF Preference load and occurs mostly
in heavy load hours. The hourly shape of the PF Preference load also reflect the fact that
generating utilities are able and often do shape their power purchases from BPA into the
light load hours. 1d. at 8. Consequently, the PF Preference load would have higher loads
in the light load hours compared to the loads of residential and small farm customers.

Nevertheless BPA agrees with the DSIs that assuming all PF exchange load occursin the
heavy load hours does not comport with how the actual load occurs. Some PF exchange
load occursin light load hours. Upon reflection and absent better information, BPA
believes using the PF Preference load as a proxy for shaping the PF Exchange load isa
better approach than simply assuming that all PF Exchange load occurs in the heavy load
hours.
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Decision

The residential exchange billing determinants should be diurnally differentiated to reflect
the fact that some load will occur in light load hours. Absent better information, the
hourly shape of the PF Preference load will be used as a proxy for the hourly shape of
the PF Exchange load. The PF Exchange rate for each season will be based on a
weighted average of the heavy and light load hour PF Exchange rates calculated for that

season.
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8.0 DIRECT SERVICE INDUSTRY POWER RATE
DEVELOPMENT

8.1 | ntr oduction

The rates charged to Bonneville Power Administration’s (BPA’s) direct service industrial
(DSI) customers are based on section 7(c) of the Pacific Northwest Electric Power
Planning and Conservation Act (Northwest Power Act). Section 7(c)(1)(B) provides that
after July 1, 1985, the DSI rates will be set "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." Pursuant to section 7(c)(2), this
determination is to be based on BPA's "applicable wholesale rates’ to its preference
customers and the "typical margins' included by those customersin their retail industrial
rates. Section 7(c)(3) providesthat the DSI rates are also to be adjusted to account for
the value of power system reserves provided through contractual rights that allow BPA to
restrict portions of the DSI load. Section 7(c)(2) also provides that the DSI rates shall be
no less than the rates in effect for the contract year ending June 30, 1985.

BPA last calculated the typical margin and the value of reserves credit in the 1985 rate
case. 1n 1987, BPA established the Industrial Firm Power (1P)-Priority Firm Power (PF)
rate link (1P-PF Link), under which the typical margin and the value of reserves credit
were inflated each rate period by the Gross National Product (GNP) deflator. Therefore,
it was unnecessary to recalculate the typical margin and the value of reserves credit each
rate case. However, the IP-PF Link will expire with the expiration of the current Variable
Industrial Rate Contract and cannot be used to set rates in this rate proceeding.
Therefore, BPA has calculated new values for the typical margin and the value of reserves
credit.

This chapter addresses issues relating to the 7(c)(2) Industrial Margin Study and the Value
of Reserves Study that BPA performed to determine new values for the typical margin and
the value of reserves credit. Issues related to each study are addressed in separate sections
below. Furthermore, this chapter includes a section that addresses an issue related to the
DSl floor rate calculation.

8.2 7(c)(2) Industrial Mar gin

8.2.1 DataToUseln Calculation Of The Margin

|ssue

Whether the 1985 data base as updated by the DS s should be the starting point for
BPA'sindustrial margin study.

WP-96-A-02
Page 145



Parties Positions

The 10Us argue that the Administrator should reject BPA’s margin study because it is
based on data supplied by the DSIs, an economically interested party. They argue further
that, because BPA did not verify the data or the margin calculations with the utilities in the
sample, the data are not reliable. MREP Brief, WP-96-B-GE/PL/PS-01, at 18-22. APAC
urges the Administrator to reject BPA’s margin study for the same reasons. APAC Brief,
WP/TR-96-B-PA-01, at 15-18. The DSIs argue that their interest in the margin does not
make the information they provided unreliable. They add that the information includes
utilities COSAs and financial statements that they photocopied and gave to BPA. DS
Brief, WP-96-B-DS-01, at 27-28.

BPA'’s Position

BPA notes that most of the data used in the margin study come from utility documents,
and argues that the evidence demonstrates that the data are reliable. BPA also argues that
the parties have offered no evidence that the data are unreliable. Tr. 1701.

Evaluation of Positions

Until 1985, the Industrial Firm Power (IP) rate was established pursuant to section
7(c)(1)(A) of the Northwest Power Act. 16 U.S.C. 8§ 839¢(c)(1)(A). Since 1985 the IP
rate has been established pursuant to section 7(c)(2), under which the rate is based on
BPA'’ s applicable wholesale rates and the “typical margins’ included in public body and
cooperative customers' retail industrial rates. 1d. 8 839¢(c)(2). Inthe 1985 rate case
BPA performed an industrial margin study to calculate the typical industrial margin. The
margin was then added to the applicable wholesale rate to determine the IP rate. 1n 1987,
BPA established the Industrial Firm Power-Priority Firm Power Link (IP-PF Link), under
which the industrial margin that BPA had derived in 1985 was inflated each rate period by
the Gross National Product deflator and added to the applicable wholesale rate.
Therefore, BPA did not recalculate the margin each rate case, and subsequent margin
studies were unnecessary. Chang, Cocks, WP-96-E-BPA-25, at 2.

By itsterms, the IP-PF Link applied to any IP rate that went into effect on or before July
1, 1996. In February 1995 BPA filed its Preliminary Rate Proposal in the 1995 rate case.
The purpose of that rate case was to set rates for two years beginning October 1, 1995.
Therefore, the proposed IP rate was based on the Link. No margin study was required,
and none was performed. Chang, Cocks, WP-96-E-BPA-54, at 2.

Shortly after BPA filed its preliminary rate proposal, BPA and its customers began
negotiating a settlement of the 1995 rate case. A settlement agreement with most of the
customers was signed March 15, 1995. Under the agreement, BPA’s existing rates were
extended for one year, until September 30, 1996, with a 4-percent surcharge. BPA began
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work on five-year rates to go into effect October 1, 1996, after expiration of the |P-PF
Link. Therefore, as of mid-March, 1995, a new industrial margin study became necessary.
Id.

BPA’sinitial proposa in the 1996 rate case was published July 10, 1995, less than four
months after the settlement agreement was signed. It would have been difficult at best for
BPA to gather the data and perform a margin study in such a short time. The DSIs had
updated the data compiled in the 1985 study. Because of the sudden need for a new
margin study and the severe time constraints, BPA obtained the updated data from the
DSIs and used these data as the initial basis for the new study. 1d.

Under the circumstances, BPA’s only feasible alternative was to use the data compiled by
the DSIs. Inits brief on exceptions, however, APAC asserts that because BPA knew the
IP-PF Link would expire at adate certain, its “failure to exercise foresight in gathering its
own data’” does not justify “wholesale reliance” on an interested party’s data. APAC Ex.
Brief, WP/TR-96-R-PA-01, at 16. Since 1990, when the Link was extended, BPA knew
the Link would expire at a date certain; namely, for rates that were effective after July 1,
1996. Had BPA begun gathering data in 1990, the data would have been grossly out of
date before they were needed. BPA began the 1995 rate case in the fall of 1994,
expecting to use the IP-PF Link to set rates for the period October 1, 1995, through
September 30, 1997. Thus, it was still three years before rates adopted pursuant to a new
margin study were due to take effect. In early 1995, while the 1995 rate case was
ongoing, expected implementation of a new margin study was still almost three yearsin
the future. Moreover, BPA anticipated that, once the 1995 rate case concluded, it would
have a full year or more before the start of the 1997 rate case. This would have been
ample time to conduct a new margin study. Gathering the data earlier would only have
meant that the data would be out of date.

As discussed below, the only specific objection the parties raised to any of the datain the
margin study was in fact that some of the data were out of date. It isinconsistent for
APAC to suggest that BPA should have gathered data that necessarily would have been
out of date before it was needed. When the 1995 rate case settled in March 1995, and
BPA began a 1996 rate case, the time line for conducting a new margin study suddenly
advanced by more than one year. BPA did not fail to exercise foresight; circumstances
changed, and BPA adapted by taking the most reasonable and feasible course open to it at
that time.

Furthermore, as discussed extensively below, BPA hardly exercised “wholesale reliance”
on the data supplied by the DSIs. BPA changed 12 of the 20 utility marginsin the study,
aswell asthe test period energy for five utilities. BPA updated many of the margins with
additional information. (Intheir briefs on exceptions, neither APAC nor the IOUs
challenge any of the draft ROD’ s extensive discussion (identical to the discussion
contained in this Final ROD) of BPA'’s independent analysis of the data. Instead, APAC
simply asserts that BPA exercised “wholesale reliance” on the data provided by the DSIs.)
The parties argue, however, that any reliance on the data base is inappropriate because the
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DSlsare an interested party and because BPA failed to verify the data with the utilities.
MREP Brief, B-GE/PL/PS-01, at 22; APAC Brief, B-PA-01, at 16. For five reasons, it is
appropriate to rely on the BPA margin study to determine the industrial margin:

First, the parties have presented no evidence that the data are biased. Their argument
relies entirely on innuendo. Second, most of the data in the study are copies of documents
generated by the utilities themselves. Further verification of the data would serve little
purpose. Third, independent, uncontested evidence in the case supports the credibility of
the data. Fourth, the parties have had a full opportunity to rebut the data and BPA’s
margin calculation. Fifth, the parties have failed to offer a reasonable alternative to BPA’s
margin study.

Thefirst issueisbias. APAC arguesthat the DSIs are “a biased party with the strongest
economic interest in lowering the margin.” APAC Brief, B-PA-01, at 16. APAC points
out that the study was furnished to BPA “by the DSIs to whom the margin applies.”
Wolverton, WP-96-E-PA-01, at 7. The IOUstestified that the DSIs are “a biased party . .
. with a strong economic interest in the outcome.” Pirogt al., WP-96-E-GE/PL/PS-02,

at 13. They argue that BPA should not rely on a “data base supplied by a biased party.”
MREP Brief, B-GE/PL/PS-01, at 18.

Asthe DSIs point out in response, al of the parties to this proceeding have an economic
interest in the margin. DSI Brief, B-DS-01, at 27. Indeed, the parties’ interest is amply
demonstrated by the vigor with which the parties have contested BPA’s margin study.
But economic interest alone does not prove that the DSIs, or any party, manipulated or
otherwise biased the data. Intheir brief on exceptions, the IOUs argue that the DSIs have
the most interest in the margin. MREP Ex. Brief, WP-96-R-GE/PL/PS-01, at 12. Even
assuming thisis so, an allegation of bias still cannot substitute for evidence of bias. The
parties have introduced no evidence of bias or manipulation, despite having had a copy of
the data base since August 1995. See WP-96-E-GE-05; WP-96-E-PA-07. They have
filed their own testimony challenging BPA’s margin study, and have had the opportunity
to engage in discovery and to cross-examine the DSI witnesses. At no stage of this
proceeding have they offered any evidence supporting their charges. The parties have
relied not on evidence but on alegation.

The evidence that has been introduced demonstrates that BPA reasonably relied on the
data asits starting point for the study. For fourteen of the twenty utilities in the sample
(70 percent of the sample), the data the DSIs supplied are actual utility documents. Tr.
1697; see also E-PA-07. As BPA testified, and as can be seen by reviewing the
documents themselves, nothing on the documents gives any indication that they are
“anything other than documents that had been obtained from the utility and turned over in
the same formto BPA.” See Tr. 1697 and E-PA-07. Nor have the parties aleged that the
documents have been altered in any way.

A review of the data base illustrates its reliability. 1n the 1985 margin study the identities
of the utilities were kept confidential; they were identified by code numbers and letters. In
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the data base, the utilities are aso identified by their codes. See E-PA-07. APAC,
however, introduced into evidence a data response that includes a sheet identifying the
utilities. See WP-96-E-PA-10. In addition, BPA identified the utilities by both code and
name. See, e.g., Chang, Cocks, WP-96-E-BPA-120, Attachment E. Most of the utilities
in the current sample are the same ones from the 1985 sample, and the codes are the same.

For ten of the utilities, the data consist of actual pages from the utilities' cost of service
analyses (COSA). These utilities are the following: Utility 2A (Columbia River PUD); 4A
(Oregon Trail Cooperative); 15A (Chelan County PUD); 18C (EWEB); 20A (City of Port
Angeles); 22A (Grays Harbor PUD); 26A (Benton County PUD); 27A (Tacoma City
Light): 31A (Clark County PUD); and 35B (Snohomish County PUD). See WP-96-E-
PA-07. (See Chang, Cocks, E-BPA-120, Attachment E, for the identities of the utilities.)
It is obvious in reviewing these documents that they were generated by the utilities
themselves.

For two utilities, the data consist of portions of their COSAs and other utility documents.
For utility 1A (Grant County PUD) and 21A (Seattle City Light), the data base contains
portions of the utilities COSAs and financial statements. For utility 34C (McMinnville
Water and Light), the data base includes the utility’s Financial and Operating Report.
Finally, for utility 36A (Clatskanie County PUD), the information in the data base is the
utility’s Industrial Contract Rate Schedule. See E-PA-07. (Inthe data base, Clatskanie
County PUD, utility 36A, is mistakenly identified as utility 36C. Inits study, BPA listed
Clatskanie as 36A, the same designation it bore in the 1985 study. Neither this study nor
the 1985 study contains a utility with code 36C. Chang, Cocks, E-BPA-120, Attachment
E. Inaddition, the data response that APAC introduced into evidence also identifies
Clatskanie as utility 36A. See E-PA-10. Finally, it is clear from the other evidence in the
case that this utility is Clatskanie County PUD. The Industrial Contract Rate Schedule
contained in the data base for utility 36C lists proposed rates for summer and winter
energy charges and for the demand charge that match the rates contained in Clatskanie's
1993 Industrial Contract Rate Schedule. See E-PA-07 and Chang, Cocks, WP-96-E-
BPA-79, Attachment 3. The BPA margin analysts obtained the utilities' rate schedules
from the BPA areaeconomists. Tr. 955. The rate schedule for Clatskanie matches the
datain the data base. Thisrate schedule is additional evidence of the accuracy of the
documents in the data base, which, as noted, are for the most part documents generated by
the utilities themselves.)

APAC argues that BPA was unable to verify the data base because it contained only
excerpts from the utilities COSAs. APAC Brief, B-PA-01, at 16. One of the BPA
analysts testified that the data base contained no indications that any data were missing.
Tr. 1716. She concluded that the data were sufficient to calculate each utility’s margin.
Id. APAC has presented no evidence that any necessary data are missing. In fact, asthe
BPA analyst testified, excerpts from a utility’s COSA are all that is necessary to calculate
the utility’ s industrial margin.
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For example, APAC introduced into evidence the 1995/96 COSA for Seattle City Light.
Seattle’s COSA consists of 164 pages plus 35 pages of appendices, or approximately 200
pages. See E-PA-10. Most of the COSA consists of narrative about the rate-setting
process. Chapter 1 istitled “Introduction and Organization of Report”; chapter 2 istitled
“Mayor’s Recommendations’; chapter 3 is“Policy Framework.” After these introductory
materials, the COSA contains a lengthy “Overview of Cost of Service Methodology” that
explains the overal framework for the utility’ s rate-setting methodology. Finally, further
narrative follows on the various details of the process, including a variety of tables that
have nothing to do with calculating the margin. Id.

In short, practically the entire COSA isirrelevant to the calculation of the margin. Whatis
relevant are the pages displaying the utility’s revenue requirements. Tr. 1727. Based on
thisinformation, the analyst can determine the revenue allocated to each customer class
and thus the industrial margin. Id. The data base BPA received from the DSIs contains
thisinformation. See E-PA-07.

Inits brief on exceptions, APAC asserts that the DSIs did not act smply as a conduit for
utility documents, because they supplied only excerpts and summaries of the documents.
APAC Ex. Brief, R-PA-01, at 16. APAC did not, however, respond to BPA’s conclusion,
supported by evidence in the record, that the excerpts were sufficient to calculate each
utility’s margin. Nor has APAC presented any evidence that the excerpts are insufficient,
or provided any rationale by which the Administrator could draw that conclusion. The
DSlIsinfact acted as a conduit for all necessary utility documents.

APAC added that a number of the supporting documents were not turned over by the
DSIs until well after the rate case had begun. 1d. Thisfact isirrelevant; all out-of-date
margins were updated with the additional data, and the updates were introduced into
evidence. Thus, the final margin is based on all of the documents, not simply on the
original data base. Moreover, the parties had ample opportunity to contest both the
original and the final margins, as well as the data used in all calculations. (Although
APAC asserts that the data were not turned over “by the BPA™ until after the case had
begun, the context suggests that APAC meant to refer to the DSIs. In either case, the
point isirrelevant.)

The data base contains data for six utilities that are not solely utility documents. For one
of these utilities, utility 14A (Mason County PUD), the data base contains the margin
calculation summary sheet from the 1985 study. Seeid., Utility 14A. This document in
fact is the same summary sheet introduced for this utility in the 1985 study. See WP-96-
E-GE-16, Page A11 of A46. Therefore, the data for this utility also are independent of
the DSls.

Thus, the data base contains only five utilities for which the data can in any way be tied to
the DSIs. One of theseis utility 28C, Cowlitz County PUD. See E-PA-07. Inthe case of
Cowlitz, the data base contains a table prepared by the DSIs rather than an actual Cowlitz
document. Thistable lists Cowlitz's demand charges for loads from 0-50,000 kW and for
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loads above 50,000 kW, and summer and winter energy charges. See E-PA-07, Utility
28C. These charges were used in calculation of the margin; they match the chargesin
CowlitZ's Industrial Rate Schedule, which the BPA analyst obtained from the BPA area
economists. 1d., Attachment 2 (Rate Schedules); see also Chang, Cocks, E-BPA-79,
Attachment 5, at 2.

Thus, in the case of both Mason and Cowlitz, the documents prove that the DSIs did not
bias or manipulate the figuresin the data base. For 16 of the 20 utilities, the datain the
data base either consist of actual utility documents, or can be verified in whole or in part
by reference to other, uncontested evidence. Considered together with the parties’ failure
to present any contrary evidence, thisis strong evidence that the data are reliable. Inits
brief on exceptions, however, APAC argues that BPA’s failure to gather the data itself
forced BPA to use “questionable data.” APAC Ex. Brief, R-PA-01, at 17. BPA has
already explained why, as of mid-March 1995, the need to conduct a new margin study (or
the desirability of conducting a new study) had not yet arisen. Moreover, APAC has still
failed to provideany evidence that the data supplied by the DSIs are questionable.

Instead, as with BPA’s independent analysis of the data, APAC challenges none of the
discussion in the draft ROD wherein the Administrator concluded that the evidence
demonstrated the reliability of the data. Again, APAC substitutes assertion for evidence.

For their part, the IOUs do not argue that any particular margin is suspect; they rely
entirely on general allegation. APAC cites one margin, Seattle City Light’s (SCL), asthe
“most telling” example of BPA’sfailure to verify the data. APAC Brief, B-PA-01, at 16.
According to APAC, at cross-examination BPA admitted that “the DSIS' data produces an
unusually high distribution cost for SCL.” 1d. APAC concludes that Seattle's high
distribution costs “are indicative of how the study’s data can be manipulated to lower the
margin.” 1d. at 17.

The facts are much different. First, what BPA acknowledged at cross-examination was
that the distribution costs for two utilities, Seattle City Light and Oregon Tralil
Cooperative, were “substantially higher than any of the other distribution costs for any of
the remaining utilities.” Tr. 1643. By changing “substantially” to “unusually,” APAC
implies that BPA acknowledged the suspiciousness of the data. BPA did no such thing.
The fact that two utilities have higher distribution costs than the others, taken by itself—
and thisis APAC'’s only evidence of “ manipulation”—proves only that those two utilities
allocate more costs to distribution than do the others. (Oregon Trail’ s distribution costs
are actually higher than Seattle’s. Chang, Cocks, E-BPA-120, Attachment E. By citing
only SCL’s distribution costs, APAC implies falsely that SCL stood suspiciously aone.)

Second, Seattle’ s distribution costs are not “the DSIS' data’; they are taken directly from
Seattle City Light’s financial statements, which APAC has in its possession and which
APAC introduced into evidence. E-PA-10. On cross-examination regarding Seattle’s
margin, the BPA analyst testified that the distribution expense for Seattle waslisted on a
DSl summary sheet. Tr. 1648. She noted that the summary sheet contained two figures
for distribution expense, $3,841,000 and $28,573,000. Id. at 1649 (citing E-PA-07,
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Utility #21 Margin Analysis, Page 3 of 3, lines 7 and 8). When counsel for APAC
challenged the analyst to locate those numbers in an actual Seattle document, the analyst
cited a page from Seattle’ s financial statements titled “ Operations/Maintenance By Major
Function For The Period Ending 12/31/92.” Tr. 1649. Asthe anayst explained, under
the column on that page titled “ Current Year,” a number of costs appear as part of “Total
Digtribution Expense.” Seeid. and E-PA-07. The costs labeled “ Metering Expenses’ and
“ Customer Installation Expenses’ add up to $3,841,000, the first figure on the DS
summary sheet; the rest of the expenses add up to $28,573,000, the second figure on the
DSI summary sheet. See Tr. 1649 and E-PA-07. Again, the utility documents confirm the
DSIs numbers.

Third, in the 1985 margin study, which the IOUs urge the Administrator to adopt, two
utilities also had substantially higher distribution costs than the rest. Thus, the result in the
current margin study is consistent with the result in the 1985 study. Moreover, one of the
utilities that had high distribution costs in 1985 was Seattle City Light, utility 21A. See E-
GE-16, Page 13 of 20. (Oregon Trail was not in the 1985 study.) Once again, the
independent, uncontested evidence corroborates the data the DSIs compiled.

Fourth, APAC argues that if Seattle’s distribution costs were reduced, the difference
would be reallocated to the “other costs’ category, and therefore would be included in the
margin. APAC Brief, B-PA-01, at 17. APAC provides no evidence or argument
supporting this assertion. Its citation for the assertion is a summary sheet that smply lists
Seattle's costs by category. Seeid. (citing Initial Proposal Wholesale Power Rate
Development Study, WP-96-E-BPA-05, Appendix A, at A-19.) Infact thereis nothing
automatic about this reallocation; as with all costs, the category to which the costs would
be reallocated depends on what the costs consist of. The BPA analyst testified that the
costs relate to maintaining the distribution system, and therefore would be allocated to
either transmission or distribution, depending on whether the customer was a distribution
customer or atransmission customer. Tr. 1723.

Fifth, if APAC believes the data support a different margin calculation, it had every
opportunity to make its case. Asnoted, APAC introduced the entire Seattle City Light
COSA and Seattle' s financial statements into evidence. Y et its case rests on unsupported
alegations that BPA and the DSIs manipulated data that, in fact, were generated by the
utility itself. The DSIs simply passed on photocopies of Seattle’s COSA and financia
statements. APAC in effect asserts that the documents have become tainted by having
passed through the DSIS' hands.

Thus, the record contains substantial evidence verifying the accuracy of the data base:

first, most of the data come from actual utility documents, which have been introduced
into evidence. Second, in every case in which the record contains independent information
regarding the utilities margins, this evidence corroborates the information in the data

base. Moreover, to the extent that additional verification might serve some purpose, BPA
reasonably relied on the DSIS' statements that they had sent the calculations of the margin
to the utilities. On the last page of notes the BPA analyst took of her conversations with
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DSI representatives, she wrote that “Everybody in study, except Seattle, has bought off on
margin—don’t expect anyone to challenge.” WP-96-E-GE-06. On cross-examination
regarding this note, the analyst testified that a DSI representative had told her that he had
sent the margin calculations to every utility in the sample, and that none of the utilities had
disagreed with the numbers. He added that Seattle City Light had replied by letter that it
would not check the calculations. Tr. 974. This conversation took place on May 19,
1995, before discovery in this case had begun. E-GE-06.

BPA issued data request BPA/DS:49 to the DSIs on January 9, 1996. WP-96-E-PA-09.
Included in the response to this data request was a letter from Seattle City Light to the
DSI representative, in which Seattle wrote that it had looked at the tables the DSIs had
used to calculate its margin and had “no comment regarding the methodology and have
not checked the accuracy of your calculations.” (APAC has included the attachments to
BPA/DS:49 as part of E-PA-10.) Thisletter, which the BPA analyst received
approximately eight months after her conversation with the DS| representative,
corroborated what the representative had told her. (As can be seen from the letter,
Seattle’s“refugal]” to verify the data, as APAC putsit, was ssmply a statement of no
comment. See APAC Brief, B-PA-01, at 17.) Given the other corroborating evidence in
the case, BPA has substantial reason to rely on the DSI representations about the data,
and no reason to assume these representations are false. (It should aso be noted that all
of the utilities included in the data base are represented in this proceeding by at least one
umbrella group, including the Requirements Customer Coalition, the Western Public
Agencies Group, and the Public Power Council. No utility has challenged any of the data
used to calculate its margin, nor offered any testimony that either the data or the margin is
inaccurate.)

The parties suggest that, in addition to verifying the raw data with the utilities, BPA
should have verified the “calculations of the margin.” Piro, Semro, WP-96-E-GE/PL/PS-
08, at 1. Asnoted above, when the DSIs sent their calculations to Seattle City Light, the
utility replied that it had “no comment regarding the methodology.” E-PA-10 (Letter
from Paula Laschober, Supervising Rates Analyst, to Larry Frank, Regulatory &
Cogeneration Services, Inc. (January 18, 1994)). Thisreply istelling: Seattleisin no
position to comment on the methodology or the calculation of its industrial margin
because the “industrial margin” is aterm of art employed in section 7(c)(2) of the
Northwest Power Act. Although to some extent the industrial margin is intended to
mimic the margins that BPA'’s preference customers add to their retail industrial rates, it is
not a calculation the utilities themselves do. It is not an aspect of utility ratemaking.

To illustrate this point, consider the issues that were raised when the industrial margin was
first calculated in 1985. A number of these issues concerned the appropriate cost
components of the margin. The costs at issue included non-BPA funded conservation
costs; high-voltage transmission costs; revenue taxes; and legal expenses related to
generation resources. See WP-96-E-GE-19 (Administrator’ s Record of Decision, 1985
Final Rate Proposal, WP-85-A-02), at 134-40. To take three of these examples (revenue
taxes are discussed elsewhere in this Record of Decision,See infra 8 8.2.2): In 1985 the
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parties agreed that transmission costs should be excluded from the margin because BPA's
Priority Firm Power rate (which was the “applicable wholesale rate” to which the margin

is added) already included transmission costs. E-GE-19, at 136. Northwest Utilities
argued, however, that certain transmission costs were related to distribution and therefore
should be included in the margin. The Administrator concluded that he could not
segregate transmission functions related to generation-integration, which represented costs
not included in the margin, from transmission functions related to distribution, which
represented costs that were included in the margin (before accounting for the size of load
adjustment). Therefore, he excluded all transmission costs from the margin. Id.

Under the formula contained in section 7(c)(2), the inclusion of any transmission costsin
the margin would have resulted in double recovery: the costs would have been included in
both the “applicable wholesale rate” and the margin. Thisissue turned on an application
and interpretation of section 7(c)(2) of the Northwest Power Act rather than on any
nuances of utility ratemaking. Similarly, legal expenses related to generation resources
were excluded from the margin because they are related to power expense, which under
section 7(c)(2) is not a component of the margin. Id. at 139. Public utilities, which do not
set rates under section 7(c)(2) of the Northwest Power Act, would not face the same issue
in the calculation of their margins.

Whether to include conservation costs in the margin turned on whether such costs were
reimbursed by BPA under its Average System Cost methodology, and whether they were
related to acquisition of aresource. Id. at 135. The Administrator concluded as follows:

It is difficult to determine the extent to which utility-funded
conservation activities, including advertising and customer information,
lead to the acquisition of conservation resources. However, it would not
be appropriate to include identifiable non-BPA funded conservation
expenditures related to nonacquisition in the power cost component.

Conservation costs not associated with direct acquisition of a
resource or energy savings and not reimbursed by BPA are included as a
margin component.

ld.

Thus, the decision whether to include conservation costs in the industrial margin was
based on one, the fact that power costs (which include conservation acquisition costs) are
excluded from the industrial margin under section 7(c)(2); and two, the fact that certain
conservation costs are reimbursed by BPA under the residential exchange program
because they are included in utilities' average system cost. These issues are unique to
BPA; retail utilities calculating industrial margins would not have to first resolve them. All
of the above arguments concerned application of the Northwest Power Act rather than
utility ratemaking. (Thereis no indication that the Administrator checked with the utilities
after issuing the 1985 Record of Decision to ask whether he had correctly calculated their
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margins.) In short, the industrial margin is a creature of the Northwest Power Act, and
utilities are in no position to verify it.

The IOUs aso suggest that BPA should have updated or verified the study with
Northwest Utilities, which, along with the DSIs, sponsored the data base used in the 1985
study. Piro, et al. E-GE-PL/PS-02, at 13. BPA testified that it had no belief that
Northwest Utilities had updated the data. Tr. 957. Northwest Utilitiesis not a party to
thisrate case. Since the industrial margin isirrelevant for all purposes other than thisrate
case, there is no reason to believe it has updated the study. The I0Us also fault BPA for
not checking with the Public Power Council (PPC), which participated in the study in
1985. MREP Brief, B-GE/PL/PS-01, a 20 n.18. The I0Us neglect the fact that the PPC
isaparty to thisrate case and has not objected to any of the data used in the margin study
or indicated that any of it isincorrect. It certainly has had the opportunity to do so. In
addition, given the evidence corroborating the data and the DSIS' representations, and the
absence of contradictory evidence, the BPA analysts reasonably believed the DSIS
statement that they had sent the data to the PPC. See E-GE-06, page six of notes.

Both APAC and the I0OUs filed testimony challenging a number of the margins BPA had
calculated. Although neither party suggested what the correct margin should be for any
utility in the study, they did point out problemsin BPA’s analysis. APAC testified that
several of the margins were out-of-date and that BPA had omitted several qualifying
utilities from the sample. Wolverton, E-PA-01, at 7-9. The IOUs agreed with this
conclusion. Piro, et al., E-GE/PL/PS-02, at 14.

BPA agreed with most of the parties' criticisms. APAC testified that Tacoma Public
Utilities, Mason County PUD #3, and Grays Harbor PUD had increased rates since
publishing the data used in the study. Wolverton, WP-96-E-PA-01, a 8. (Although
APAC lists only the first of these by name, the evidence makes the identity of the other
two utilities clear. See Chang, Cocks, E-BPA-54, at 4-5.) BPA updated all three margins
based on the utilities' data. BPA updated Tacoma' s margin based on its new COSA, and
it updated the margins for Mason County PUD and Grays Harbor based on their financial
statements. Chang, Cocks, E-BPA-79, at 2-3 and Attachments 1 and 2. Thus, while the
data base was the starting point for calculating the margins, the final margins were based
on additional utility documents.

APAC dso testified that the margins for Clatskanie County PUD and Cowlitz County
PUD aretied to BPA’srates by contract. Because BPA had increased its rates since the
contracts included in the data base were executed, the margins were out-of-date.
Wolverton, WP-96-E-PA-01, at 4, 8. BPA updated the margins for both of these utilities,
based on their more recent Industrial Rate contracts. Chang, Cocks, E-BPA-79, at 3-4
and Attachments 3-6.

The parties did not challenge any of the recalculated margins. Initsinitial brief, however,
APAC argued that Seattle City Light’s margin is still based on out-of-date financial
statements. APAC Brief, B-PA-01, at 17. Here APAC misrepresents BPA's testimony.
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As discussed above, APAC cross-examined the BPA analysts regarding Sesattle’s
distribution costs. In his cross-examination, APAC’s counsel asked the witnesses to refer
to “the supporting documentation to go with the summary table in yourinitial proposal
from July of 1995, which was BPA-05, [Appendix] A.” Tr. 1644 (emphasis added).
Then, referring to Exhibit WP-96-E-PA-07, which contains the original data base, counsel
asked whether that exhibit included “the documents you provided as supporting
documentation for the table in[BPA-]05, Appendix A?" (emphasis added). Id. The
witness agreed that it did. Id. Counsel then asked the witness whether it was accurate
that the margin numbers for Seattle City Light in Exhibit BPA-05 were derived from a
“*94 cost of service study and 1992 year-end figures.” 1d. The witness agreed that this
was accurate. 1d. at 1644-45.

At cross-examination, therefore, the witness agreed with APAC’s counsel that Sesttle’s
margin as contained in BPA’ s initial proposal was based on a 1994 COSA and 1992
financial statements. Inits brief, however, APAC referenced exhibit WP-96-E-BPA-120,
Attachment E asits source for Seattle City Light’s margin numbers. APAC Brief, B-PA-
01, at 17, line 1. Then, citing the above cross-examination, APAC asserted that ‘BPA
staff admit the [sic] these figures were derived from out-of-date financial statements, even
though Seattle’s 1995 COSA had been available to BPA for several months before it
issued the proposed rates.” Id. at 17 (emphasis added). Exhibit WP-96-E-BPA-120 is
BPA’s surrebuttal testimony on the margin study. It was published in February 1996 and
includes the final updated margin calculations for each utility in the study. As
demonstrated above, however, in its cross-examination APAC specifically directed the
witness's attention to BPA’ sinitial proposal from July of 1995, and asked questions
regarding the supporting documentation for the margin listed in that proposal.

In the cross-examination, therefore, BPA staff acknowledged only that the figures for
Seattle City Light in theinitial proposal were out-of-date. This was the acknowledgment
APAC's counsel requested. Initsinitial brief APAC cites pages 1646-47 of the transcript
for its allegation that the figures for Seattle remain out-of-date. APAC Brief, B-PA-01, at
17. On those pages the BPA analyst acknowledged that the margin for SCL in BPA’s
initial proposal was based on out-of-date information. Also on page 1647, the analyst told
APAC counsdl that “in our—the numbers that appear in [BPA-]120 are based on 1994
and 1995.” Tr. 1647. Initsrebuttal testimony to the parties direct case on BPA’s
supplemental proposal, BPA responded as follows to the DSIS’ criticism that its margin
for Seattle was out-of-date: “In the supplemental study, BPA used 1994 load data and
1994 revenues. The 1995/1996 data, however, are the most up-to-date. BPA has
substituted these datain its margin study.” Chang and Cocks, WP-96-E-BPA-110, at 2.
On redirect examination at the hearing, the witness testified that Seattle’s margin was
based on “1994 financial statements and 1995/96 COSA,” not, as APAC suggests, 1992
financial statements and 21994 COSA. Tr. 1717.
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During cross-examination, counsel for APAC acknowledged that BPA had updated
Seattle’s margin in its final calculation:

Q. Just to make sure | understand this, your updatesto the ®attle
City Light figures contained in BPA-110, Attachment 1 and carried
forward to the final summary table in BPA-120, those reflect your updating
of the July 1995 Sesttle City Light figures from your analysis of the COSA
and the financial statements provided to you by the DSIs, correct?

A. (Ms. Chang) That’s correct.
Id. at 1661.

Nevertheless, in its brief APAC suggested that BPA’ s final calculation was out-of-date. It
is clear, however, that BPA’s margin calculation for Seattle City Light is based on up-to-
date data. Moreover, APAC' s assertion that BPA admitted that the updated information
had been available to it for several months before BPA issued the initial proposal subtly
changes the import of BPA’stestimony. On cross-examination the witness agreed only
that Seattle’'s 1995/96 COSA had been published in September 1994. 1d. at 1646. This
date is printed on the cover page of the COSA. See E-PA-10. The witness testified that
she received the COSA in January 1996, after BPA published itsinitial proposal. Tr.
1717. Again APAC relies on innuendo, this time to suggest that BPA simply ignored an
updated COSA. Once BPA received the COSA, however, it incorporated the updated
information in its analysis, and the parties have presented no evidence that Seattle’'s
margin is incorrect.

APAC aso testified that the data for several of the utilities in the sample did not include
the effect of BPA’s 1993 rate increase. Wolverton, E-PA-01, at 8. BPA rebutted this
assertion, and APAC has not continued to make it anissue. Chang, Cocks, E-BPA-54, at
2-3. AsBPA tedtified, the datafor all of the utilities in the sample are from January 1993
or later, after BPA published itsinitial proposal in the 1993 rate case. Most utilitiesin the
sample were setting rates to go into effect October 1, 1993, coincident with the BPA rate
increase. Standard ratemaking practice suggests that the utilities included the effect of
BPA’srateincrease intherr rates. Id. at 3.

Finally, APAC asserted that BPA omitted four utilities from the sample. Wolverton, WP-
96-E-PA-01, at 9. AsBPA pointed out in its rebuttal testimony, one of these utilities was
included in the sample. Chang, Cocks, E-BPA-54, at 5. BPA acknowledged that it
omitted the other three utilities because it did not have cost data for them. BPA’s sample,
however, includes 89 percent of all industrial load in the region that meets the sample's
criterion. 1d. This proportion of load is sufficient to calculate an accurate margin. As
shown below, BPA adjusted the margins of twelve utilities, and changed the test period
energy for five, with little effect on the final margin, because changes tend to cancel each
other out. In addition, sensitivity analyses demonstrated that changing the number of
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utilities in the sample has little effect on the margin. E-GE-05, Attachment 2. 1n 1985,
the Administrator noted only that the joint data base contained “the majority of loads in
the region above 3.5 megawatts of peak demand [the sample criterion.]” E-GE-19, at
130. A sample of 100 percent of qualifying loads isideal, but is not essential.

In addition to the above updates, for five of the utilities BPA updated the test period
energy included in the initial proposal, substituting more recent data. (Compare Initial
Proposal Wholesale Power Rate Development Study, E-BPA-05, Appendix A, at A-6, and
Chang, Cocks, E-BPA-120, Attachment E). Because each utility’s margin is weighted by
its energy salesto determine that utility’s effect on the overall margin, these changes affect
the final margin. See Supplemental Proposal Wholesale Power Rate Development Study,
WP-96-E-BPA-61, Appendix A, at A-3.

Finally, the DSIs themselves offered testimony that the margin should be higher than the
margin BPA calculated initsinitial proposal. Tr. 1701. Initsinitial proposal, BPA
calculated a margin of 0.45 millkWh. Initial Proposal Wholesale Power Rate
Development Study, E-BPA-05, Appendix A, at A-6. The DSIs filed testimony indicating
that a number of BPA’s individual margin calculations were incorrect, and that the margin
should be 0.55 millgkWh. Schoenbeck, & al., WP-96-E-DS-03, at 4. Inresponse to the
DSIs testimony, BPA updated the margins for Seattle City Light, Whatcom County PUD,
and the City of Port Angeles. Chang, Cocks, E-BPA-120, at 2; Chang and Cocks, E-
BPA-110, at 2. TheDSIS testimony supports BPA’s conclusion that the DSIs were
attempting to derive an accurate margin. Tr. 1701.

All told, the parties raised objections to 16 of the 20 individua utility marginsin BPA’s
initial proposal. Not a single objection was based on the credibility of the data or caled its
credibility into question. The parties’ only objection was that data for some of the utilities
were out-of-date. In every case in which this objection was borne out, BPA updated the
data based on additional information. BPA reviewed all 16 objections, and changed 12 of
the margins in response to the challenges. Tr. 1729-30. As noted above, BPA also
changed the test period energy for five utilities. It is clear that the data base provided by
the DSIs was only the starting point for BPA’s analyss.

The IOUs argue, however, that “judgment is required to put the datainto a usable and
comparable format.” Piro, et al., E-GE/PL/PS-02, at 13. Asthe DSIs have pointed out,
such judgment “was exercised throughout the entire testimony phase of this proceeding.”
DSl Brief, B-DS-01, at 28. In the data base, the DSIs included not only the raw data for
each utility but a complete explanation of how they derived each margin. E-PA-07. Their
“judgment” was on full view for all partiesto challenge. BPA responded to the parties
every argument regarding the margin, and recalculated most of the margins. The parties
did not present any evidence that any of the final margins are incorrect, even though
APAC’ switness testified that every other year he conducts “a survey of Northwest public
agencies to obtain information on their industrial rates.” Wolverton, E-PA-01, at 8.
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Every rate case begins with BPA’s publication of arate proposal in al itsintricate detail.
The parties then have an opportunity to present their own case, to point out problemsin
BPA'’s case, and to argue for different treatment of any rate element. Thisisthe course
the parties took regarding the industrial margin study, just as they did regarding many
aspects of BPA’s initial proposal (as demonstrated by both the volume of testimony in the
case and this Record of Decision). Inthe margin study, asin many other aspects of its
case, BPA adopted the parties’ positions whenever it concluded that these positions were
justified. The parties pointed out problems with BPA’s initial proposal, but not in any
subsequent calculations.

Thus, the fact that many of the initial margins were changed in BPA’s final calculations
does not suggest that BPA’s margin study isinvalid. To the contrary, it demonstrates that
the data provided by the DSIs were the starting point for the analysis, and that BPA was
receptive to new evidence. Inits brief on exceptions, APAC asserts that, based on aclaim
that BPA has verified the data and that “the parties have not disproved the data's
accuracy,” the draft Record of Decision “adopts the industrial margin study provided to
BPA by the DSIs.” APAC Ex. Brief, R-PA-01, at 15. APAC citesfor this assertion the
draft ROD’s “Draft Decision,” which is repeated verbatim in this final Record of Decision.
(See concluding paragraph of this section.) Inthat decision, the Administrator adopts
“[t]he industrial margin study conductedby BPA.” (emphasis added). The Administrator
added that “BPA has presented persuasive evidence that the data base provided by the
DSlIsisareliable source of datato be used as the starting point for the study. . . . The
parties have presented no evidence that the data provided by the DSIs are biased.”

As both the evidence in the case and this Record of Decision make clear, the
Administrator has not “adopted” a study provided by the DSIs. BPA has conducted
substantial analysis to update the data and ensure the accuracy of the margins. Moreover,
the Administrator has not concluded that the parties have “not disproved” the data's
accuracy. BPA has presented substantial evidence that the data are accurate and unbiased.
Throughout the case, from their initial testimony to their briefs on exceptions, the parties
have alleged that the data must be biased because they were supplied by the DSIs. Yet at
no point in the case have they presented even a shred of evidence to support their
allegations. The Administrator recognizes that BPA must support the validity of its study.
BPA hasdone so. The parties failure to prove biasis relevant because they have alleged
that the data are biased. Mere unsupported allegations of bias, however, are no reason to
reject BPA's study.

APAC cites Friends of the Earth v. Hintz, 800 F.2d 822 (9th Cir. 1986), for the
proposition that BPA should be required to independently verify the data submitted by the
DSIs. APAC Brief, B-PA-01, at 17-18. InFriends of the Earth, the court held that the
Army Corps of Engineers had a duty to independently verify data submitted by an
applicant for a permit under section 404 of the Clean Water Act. AsAPAC
acknowledged, regulations governing the Corps required independent verification. (The
regulations provided that when information was prepared by the applicant for a permit,
“the district engineer is responsible for independent verification and use of the data,
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evaluation of the environmental issues, and for the scope and content of the
[Environmental Assessment].” Friends of the Earth, 800 F.2d at 835 (quoting 33 C.F.R.
Part 230, App. B § 8(h)).

As APAC also acknowledged, no such regulation governs BPA'’s preparation of the
industrial margin study. Just as significant, however, are the differences between the data
and the administrative process in each case. InFriends of the Earth, ITT Rayonier

applied for a permit to discharge fill material into awetlands area. 1n support of its
application Rayonier provided areport to demonstrate that its activities were water-
dependent, and that there was no practicable aternative to the discharge of the fill material
that would have less adverse impact on the aquatic ecosystem. In its submission, Rayonier
evaluated four alternative sites. It concluded that two were not practicable while the other
two would require substantial additional expense. The Corps reviewed Rayonier’s report
and issued the permit.

In Friends of the Earth, Rayonier submitted subjective, evaluative reports analyzing
biological and economic issues. Most of the data the DSIs provided were ssimply
photocopies of documents prepared by the utilitiesin the study. Moreover, the crucial
information on these documents was not subjective, analytical assessments but simply
numbers. The parties have presented no evidence nor even made any alegation of
tampering. The documents can be verified by looking at them.

In addition, to the extent that any judgment was necessary to make use of the numbers,
the parties have had ample opportunity to engage in discovery, to cross-examine BPA and
the DSIs (they waived their rights with regard to the DSIs), and to file testimony
challenging any number or calculation in the margin study. In Friends of the Earth, the
public process was far more limited. The Corps accepted comments on the application
without an adjudicative proceeding, and then issued the permit.

Finaly, there is the question of aternatives. BPA reasonably explained why circumstances
dictated that it rely onthe DSIS data as a starting point. The parties have challenged
none of thistestimony. APAC suggests, however, that the Administrator adopt a margin
“based on independent analysis.” APAC Brief, B-PA-01, at 20. Given the course of this
proceeding, it is clear that BPA has developed a margin that meets this criterion.
Moreover, APAC does not explain where the Administrator should turn for an alternative
margin. Although APAC filed testimony suggesting that a number of BPA’s margin
calculations were out-of-date (all of which BPA subsequently updated without further
challenge), it has presented no alternative margin either in the aggregate or asto any
individual margin in the study. APAC may be suggesting that the Administrator not adopt
any industrial margin until another margin study is performed. If the Administrator took
this course, he would be unable to establish an Industrial Firm Power rate until the margin
study was completed and subjected to another rate case. This course would leave BPA's
rates and cost recovery in an extremely uncertain state. Y et the parties have presented no
evidence that the DSIS' data were biased, and BPA has addressed all of their specific
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objections. Given the substantial record that has been compiled in this case in support of
BPA’s margin study, APAC’ s suggestion is not reasonable.

The IOUs suggest that the Administrator should rely on the existing study that was used
to calculate the margin in the 1985 rate case. Tr. 2438; see also MREP Brief, B-
GE/PL/PS-01, at 23. The IOUs offered no evidence that BPA’s margin study was flawed;
instead, they relied on APAC’s objections. See Piro, et al., E-GE/PL/PS-02, at 14. BPA
has addressed all of these objections. The IOUS principal objection was that they “found
datathat are out-of-date.” 1d. (Infact, thiswas the only basis on which the parties
challenged any particular utility margins.) Y et the IOUs suggest adoption of an eleven-
year-old study whose every margin would be out of date. This aternative is unreasonable.
(The parties pointed out that in 1985 the Administrator rejected a study prepared by the
DSlIsin favor of a consensus study offered by three parties, including the DSIs. The
Administrator did not reject the DSIS' study because it was prepared by an interested
party. Instead, he concluded that, because the study contained only 13 utilities, it was too
limited. E-GE-19, at 130. He added that the joint data base had “the same quality of data
for an additional six utilities.” Id. Finally, in 1985 the Administrator had a choice of up-
to-date data bases. Here, the parties have offered no real alternative. Instead of
presenting an alternative data base, or even an aternative calculation for any margin in the
study, the parties have been content with making allegations against BPA’s studly.)

BPA has presented credible, substantial evidence that its margin study is credible and
valid. The parties have presented no contrary evidence. BPA’s study will be adopted.

Decision

The industrial margin study conducted by BPA will be adopted for calculation of the
industrial margin. BPA has presented persuasive evidence that the data base provided
by the DS sis a reliable source of data to be used as the starting point for the study.
BPA has corrected the problemsin its Initial Proposal. The parties have presented no
evidence that the data provided by the DS s are biased, or that any margin in the margin
study isincorrect.

8.2.2 Revenue Taxes

| ssue
Whether revenue taxes should be included in the industrial margin.

Parties Positions

The IOUs argue that BPA arbitrarily excluded revenue taxes from the industrial margin.
They assert that the Administrator addressed thisissue in 1985, and concluded that
revenue taxes were a cost utilities incurred in distributing power. Finally, they argue that
the number of utilities that pay revenue taxesis irrelevant to whether revenue taxes are
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part of the typical margin. MREP Brief, WP-96-B-GE/PL/PS-01, at 24-26. APAC adso
argues that BPA'’s proposal to exclude revenue taxes from the margin contradicts the
Administrator’s decision in 1985. APAC addsthat BPA'’s effort to achieve a competitive
DSl rate has no statutory basis. APAC Brief, WP/TR-96-B-PA-01, at 12-15. The DSIs
argue that revenue taxes represent legislative policy choices regarding how to collect
revenues and are not part of providing electric service. They argue further that because
most of BPA’s public body and cooperative customers with industrial customers do not
pay revenue taxes, such taxes are not part of the typical margin. Finally, they argue that
BPA’s decision is consistent with the Administrator’s decision in 1985, and that even if
the two decisions are inconsistent, changed competitive circumstances justify the exclusion
of revenue taxes from the margin today. DSI Brief, WP-96-B-DS-01, at 23-26.

BPA'’s Position

BPA argues that revenue taxes should be excluded from the margin because the majority
of BPA’s public body and cooperative customers with industrial loads do not incur them,
and do not include revenue taxes in their retail industrial rates. Chang, Cocks, WP-96-E-
BPA-25, at 7; Chang, Cocks, WP-96-E-BPA-54, at 5-7. Therefore, revenue taxes are not
a component of the typical industrial margin. In addition, the wholesale power market
today is extremely competitive. BPA argues that it cannot establish a competitive DSI
rate, and retain DSI load and revenues, if it includes in the margin a cost that most power
suppliers do not incur. Chang, Cocks, E-BPA-25, at 4, 7-8.

Evaluation of Positions

I ntroduction

Section 7(c)(1)(B) of the Northwest Power Act provides that rates applicable to the DSIs
shall be set “at alevel which the Administrator determines to be equitable in relation to the
retail rates charged by the public body and cooperative customers [also known as
preference customers| to their industrial consumersin theregion.” 16 U.S.C. 8
839¢(c)(1)(B). Section 7(c)(2) providesthat the determination under section 7(c)(1)(B)
shall be based on BPA'’ s applicable wholesale rates to its public body and cooperative
customers “and the typical margins included by such public body and cooperative
customersin their retail industrial rates.” Id. 8 839¢(c)(2). BPA asserts that revenue
taxes are not a component of the typical industrial margin because a majority of BPA’s
preference customers with industrial customers do not pay revenue taxes, and therefore
the mgjority do not include revenue taxes in their retail industrial rates.

Two factors distinguish the situation today from that in 1985, and warrant a reversal of
the Administrator’s previous decision. First, since 1985 the electric utility industry has
undergone arevolution. 1n 1985 BPA was the unchallenged low-cost provider of power.
Today, it isa participant in afiercely competitive electric market, and has already lost
substantial DSI and public agency load to the competition. The inclusion of revenue taxes
in the margin would make its DSI rate uncompetitive, and the loss of loads and revenues
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would be even greater. Section 7(c) of the Northwest Power Act must be read in
conjunction with section 7(a), which requires BPA to recover its costs. The parties assert
incorrectly that, in the draft ROD, BPA posited a conflict between these two sections. Far
from positing a conflict between the two statutory sections, BPA’s exclusion of revenue
taxes alows BPA to comply with both.

Second, the record in this case is more fully developed than the record wasin 1985. In
1985, the Administrator could not determine from the record how many of BPA’s public
body customers with industrial customers were subject to revenue taxes. This record
contains such evidence. Therefore, the Administrator has a more complete record on
which to base his decision.

In addition, BPA’s conclusion in this case is consistent with the Administrator’s reasoning
in 1985. Inthe 1985 rate case, the DSIs argued that revenue taxes should be excluded
from the margin because they were not incurred byal utilities. The Administrator
rejected this argument. He did not address the question of whether a cost should be
included in the typical margin when it isincluded in only a minority of utilities’ rates.

[. In Applying Section 7(c) Of The Northwest Power Act, The Administrator Must Take
Into Account The Need For A Competitive DSI Rate In Order To Retain Load

A. Section 7(c) Of The Northwest Power Act Must Be Read In Conjunction With
BPA'’s Other Ratemaking Directives, Including Section 7(a)’s Mandate That BPA
Recover Its Costs And The Ratemaking Directives Of BPA's Other Enabling
Statutes

Section 6 of the Bonneville Project Act directs the Administrator to establish rates with a
view to encouraging the widest possible diversified use of electric energy. 16 U.S.C. 8
832e. 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 a reasonable period of years. Id. § 832f.

Section 9 of the Federal Columbia River Transmission System Act provides that BPA's
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 Act. 1d. § 838g.

The Flood Control Act of 1944 contains similar rate directives. 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.
16 U.S.C. 8§ 825s. Section5 also provides that rate schedules should be drawn having
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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.

The Northwest Power Act contains rate directives that apply to particular customer
classes. Section 7(c)(1)(B) of the Northwest Power Act providesthat ratesto the DSIs
shall be set “at alevel which the Administrator determines to be equitable in relation to the
retail rates charged by the public body and cooperative customersto their industrial
customersin theregion.” Id. 8 839¢e(c)(1)(B). Section 7(c)(2) provides that the
Administrator’s determination under section 7(c)(1)(B) “shall be based upon the
Administrator’s applicable wholesale rates to such public body and cooperative customers
and the typical margins included by such public body and cooperative customersin their
retail industrial rates.” 1d. 8 839¢(c)(2) (emphasis added).

Section 7(a) of the Northwest Power Act is BPA's primary rate directive; it provides that
rates shall be established

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 Federal Columbia River Power System . . . over areasonable
period of years and the other costs and expenses incurred by the
Administrator pursuant to this Act and other provisions of law.

Id. § 839e(a)(1).

BPA’s rates must be approved by the Federa Energy Regulatory Commission, on a
finding that the rates “are sufficient to assure repayment of the Federal investment in the
Federal Columbia River Power System over areasonable number of years after first
meeting the Administrator’s other costs.” 1d. 8 839¢(a)(2)(A). The Administrator has
previously noted that

[section 7(a)] states, point blank, that BPA’s rates must be established to
recover its costs and that the Federal Energy Regulatory Commission
(FERC) cannot approve rates which fail to recover BPA’s total costs. This
simple, declarative statement in section 7(a) controls all other statutory
provisions on BPA ratemaking, because BPA cannot implement rates
without first obtaining FERC approval.

Administrator’s Record of Decision, 1986 Variable Industrial Power Rate Proposal, V1-
86-A-02, at 13 [hereinafter 1986 Variable Industrial Rate ROD].

Thus, the Administrator’s primary ratemaking obligation is to set rates sufficient to
recover his costs and assure repayment of the United States Treasury. The legislative
history of the Northwest Power Act confirms this conclusion. The House Report
accompanying the final bill stated that the rate directives for particular customer classes
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are “[s]ubject to the general requirement (contained in section 7(a)) that BPA must
continue to set itsrates so that itstotal revenues continue to recover itstotal costs.” H.R.
Rep. No. 976, Part 11, 96th Cong., 2d. Sess. 36 (1980) [hereinafter House Report 976].
To accomplish this objective, section 7(a) authorizes BPA to set rates within awide
discretionary range. 1986 Variable Industrial Rate ROD, at 12. The Act’slegidative
history confirms this conclusion aswell. In reference to section 7(e) of the Northwest
Power Act, which grants the Administrator wide discretion in establishing various rate
forms, see 16 U.S.C. 8§ 839¢(e), the House Report stated that “[t] his subsection also
clarifies that the rate directives contained in this bill only govern the amount of money
BPA isto collect from each class of customer and not the form of the rate used to collect
that sum of money.” House Report 976, at 53. Thus, the Administrator has concluded as
follows:

[T]he proper test for judging the efficacy and legality of arate or rates
under section 7(c) of the Northwest Power Act is arevenue test, not an
average rate test.

Viewed in this context, Northwest Power Act sections 7(c)(1) and
7(c)(2) provide a DSI revenue target toward which BPA should strive if
economic conditions permit. Section 7(a) is the paramount ratemaking
directive, because it requires BPA to design rates that recover costunder
all economic conditions

1986 Variable Industrial Rate ROD, at 14-15 (emphasis added).

BPA cannot fulfill the purposes of the Northwest Power Act unlessit first ensures that it
will recover its costs. Asthe Administrator recognized ten years ago, BPA can make this
assurance only if it sets rates taking into account the prevailing economic conditions. BPA
must apply its ratemaking authorities with this overarching goal in mind.

B. Statutes Must Be Read As A Whole So As To Effectuate The Statute's Overall
Purpose

The United States Supreme Court has called it a“familiar principle’ that “in expounding a
statute, we [are] not . . . guided by a single sentence or member of a sentence, but ook to
the provisions of the whole law, and to its object and policy.” Massachusetts v. Morash,
490 U.S. 107, 115 (1989) (quotingPilot Life Ins. Co. v. Dedeaux, 481 U.S. 41, 51
(1987)). InMorash, the Court held that the payment of unused vacation time to
discharged employees was not an “employee welfare benefit plan” under the Employee
Retirement Income Security Act of 1974 (ERISA), because such payments presented none
of the risks ERISA was intended to address. Morash, 490 U.S. at 115. Therefore, it was
unnecessary to regulate such payments to effectuate the Act’s overriding policy; the Court
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analyzed the issue by “viewing the [Act’s] reference to vacation benefits not in isolation
but in light of the words that accompany it and give the provision meaning.” Id.

Similarly, in King v. &. Vincent’s Hosp., 502 U.S. 215 (1991), the Court emphasized the
“cardinal rule that a statute isto be read asawhole. . . since the meaning of statutory
language, plain or not, depends on context.” King, 502 U.S. at 221. Thus, “[w]ords are
not pebbles in alien juxtaposition; they have only a communal existence; and not only does
the meaning of each interpenetrate the other, but all in their aggregate take their purport
from the setting in which they are used.” Id. (quoting NLRB v. Federbush Co., 121 F.2d
954, 957 (2d Cir. 1941)).

Following these precepts, inUnited States Nat’| Bank of Or. v. Independent Ins. Agents

of Am,, Inc., 508 U.S. 439, 113 S. Ct. 2173 (1993), the Court interpreted section 92 of a
1916 Act by reference to the Act’s structure, title, and, as “final and decisive evidence. . .
the language and subject matter of section 92 and the paragraphs surrounding it.” United
SatesNat'| Bank, 508 U.S. 439at  , 113 S. Ct. at 2185. Noting that statutory
construction isa “holistic matter,” the Court said that in interpreting a statutory provision,
it must look to “the provisions of the whole law, and to its object and policy.” 508 U.S. at
__, 113 S. Ct. at 2182 (quoting United States v. Heirs of Boisdore, 8 How. 113, 122
(1849)).

Even if statutory language is plain, a court must “go beyond the literal language of a
statute if reliance on that language would defeat the plain purpose of the statute.” Bob
Jones Univ. v. United States, 461 U.S. 574, 586 (1983). Thus, in Bob Jones Univ., the
Court denied tax-exempt status to a private school that enforced racially discriminatory
admissions policies, even though the school qualified for an exemption under the literal
language of the Internal Revenue Code. The Court said that the Internal Revenue Code's
provision for tax exemptions “ must be analyzed and construed within the framework of
the Internal Revenue Code and against the background of the congressional purposes.”

Id. The Court concluded that tax-exempt organizations must meet certain common-law
standards of charity, even though the Code did not explicitly contain such a requirement.

Finally, the Ninth Circuit Court of Appeals has also consistently held that even the literal
language of a statute must be disregarded if its application would thwart the statute’s
purpose. See, e.g., Lynch v. Dawson, 820 F.2d 1014, 1019 (9th Cir. 1987).

Section 7(c) of the Northwest Power Act does not mention revenue taxes. It contains no
language addressing the components of the typical industrial margin. Instead, the Act
leaves the Administrator substantial discretion to determine these components. Since the
plain language of the statute does not govern this question, it must be answered by
reference to the statute’s overall purpose and policy. BPA must read section 7(c) in
conjunction with its other statutes, and give effect to the entire statutory scheme. The
exclusion of revenue taxes from the industrial margin fulfills the overall purpose of section
7 that BPA recover its costs and repay the United States Treasury for itsinvestment in the
Federal Columbia River Power System. In addition, it helps fulfill the Transmission
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System Act’s policy of encouraging the widest possible diversified use of electric power at
the lowest possible rates to consumers consistent with sound business principles. As
discussed below, the inclusion of revenue taxes through arefusal to consider the redlities
of today’s competitive marketplace would defeat these statutory purposes.

C. BPA'’s Failure To Consider The Competitive Market In Calculating The Industrial
Margin Would Defeat The Purpose Of Section 7 Of The Northwest Power Act

1. Competition For BPA’s DSI Load Puts That Load At Risk If BPA Raises The
Industria
Firm Power Rate Above The Proposed L evel

As discussed at length elsewhere in this Record of Decision, BPA faces fierce competition
for itsloads. See supra 8 2.2. Thiswas not true in 1985, when the Administrator last
calculated the industrial margin. Throughout the 1980s, BPA remained the low-cost
provider of power. Moorman, Evans, WP-96-E-BPA-09, at 5. Only in the 1990s,
particularly after passage of the Energy Policy Act of 1992, did the utility industry become
truly competitive. 1d. at 12. Given the relatively recent emergence of a competitive bulk
power market, competition can only be expected to increase. Norman, Oliver, WP-96-E-
BPA-10, at 12. The wholesale power market is going through “a transformation of huge
proportion”; during just the few months when BPA was preparing its initial rate proposal,
the number of participants in the bulk power and transmission markets expanded
markedly. Beck, et al., WP-96-E-WA-01, at 6, 7.

The parties, including BPA’s customers and others, agree that BPA must set competitive
ratesin order to survive. The Public Power Council (PPC), which represents most of
BPA’s preference customers, has testified that “in order for BPA to continue to thrivein
this competitive environment, it must provide power and transmission products and
services at prices that its customers are willing to pay over an extended period of time.”
Eldridge, et al., WP-96-E-PP-01, at 2. The PPC testified that if BPA’s prices remain
above competitive levels, asits existing rates are, it will continue to lose significant load.
Id. at 3.

The Western Public Agencies Group (WPAG) represents 21 BPA customers that
historically have purchased almost all their power requirements from BPA. Beck,et al.,
WP-96-E-WA-01, at 2, 8. WPAG agreesthat BPA no longer enjoys the significant price
advantage over the competition that it had in the past; it testified that if BPA continuesto
set rates based on the sum of its costs without regard to the market it will risk losing “a
significant portion of its bulk power sales.” Id. at 9. The Requirements Customer
Coalition (RCC) represents 53 BPA customers that together comprise approximately 20
percent of BPA’sload. Drummond, WP-96-E-RC-01, at 1. The RCC has aso testified
that BPA cannot simply set rates to cover pre-set spending levels. If it does so, it will fail
to attain revenues as customers choose to purchase their power elsewhere. Piper, WP-96-
E-RC-05, at 2. When BPA was the low-cost provider of power, higher prices meant
greater revenues. That is no longer the case. Id. at 1-2.

WP-96-A-02
Page 167



Although APAC challenges BPA’s reference to the competitive market in interpreting
section 7(c), APAC aso urges BPA to set competitive rates. APAC has testified that in
today’ s highly competitive market, raising prices will not increase revenues. Wolverton,
WP-96-E-PP/DS/PA/PG/IRC/WA-07, at 2. APAC has further testified that, in a
competitive market, a supplier that raises prices and thus overprices its goods will in fact
loserevenue. Tr. 2134. Finally, APAC has acknowledged that “the market will not
sustain a higher BPA price.” Wolverton, E-PP/IDS/PA/PG/RC/WA-07, a 2. APAC's
argument is contradictory: it urges BPA to ignore competitive pressures and raise the DSI
rate, while acknowledging that raising the rate will reduce BPA’s revenues from the DSIs
and therefore would not be a sound business decision. As noted earlier, section 7(c) of the
Northwest Power Act requires BPA to attain sufficient revenues from the DSI's so that,
along with its other revenues, BPA will be able to meet its cost recovery obligations under
section 7(a). As APAC acknowledges, raising the DSI rate above the proposed level
would make fulfillment of these obligations highly uncertain.

BPA’srevenues from all its customers are at risk. However, BPA has already lost
consderable DSI load. Chang, Cocks, WP-96-E-BPA-110, at 4. Since publishing its
initial proposal, in which BPA proposed virtually the same IP rate it is establishing in this
Record of Decision, BPA has lost approximately 700 megawatts of DSI load (out of
approximately 2,600 megawatts) to alternative suppliers. Moorman, Evans, WP-96-E-
BPA-65, at 6. Some of BPA’s competitors are targeting DSI loads in particular, offering
variable rates and seeking to lure away the larger loads. Norman, Oliver, E-BPA-10, at
12. The DSIs can demand better prices from BPA’s competitors because they offer
valuable loads: they have high load factors and their loads are fairly constant throughout
the day and over the course of the year. Thus, their loads are cheaper to serve than loads
that vary more, and they are the objects of more intense competition than BPA’s other
loads. Moorman, Evans, E-BPA-65, at 5.

The evidence indicates that the market smply will not sustain a higher DSI rate. When
BPA published itsinitial proposal in July 1995, its proposed rates approximated market
prices. Moorman, Evans, E-BPA-09, at 15. Since then market prices have falen. Tr.
383. None of BPA’s proposed rates are below the market. I1d. at 291. Therefore, any
increase in the DSI rate would bring it above the market. According to APAC’ s testimony
aswell as BPA’s analysis, thisincrease would result in aloss of revenue. Inclusion of
revenue taxes in the industrial margin would increase the margin by 1.75 mills/kWh. Final
Wholesale Power Rate Development Study, WP-96-FS-BPA-05, Appendix A. The DSIs
testified that if BPA increased the margin by this amount it would make few if any salesto
them. Instead, BPA would be forced to sell the power on the open market at even lower
rates, resulting in a significant loss of revenues. Schoenbeck, Bliven, WP-96-E-DS-03, at
10-11. Given the substantial loss of DSI load even when revenue taxes are excluded from
the margin, this testimony is credible.

Furthermore, BPA’s own analysis indicates that an increase of approximately 2 millsin the
DSl rate would result in aloss of 1592 megawatts of load, causing in turn a significant
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revenue loss. Moorman, Evans, E-BPA-65, a 7-8. Given today’s fierce competition,

even rates dightly above the proposed rates—as little as half a mill—would likely result in
significant sales and revenue losses. |d. a 9. Therefore, inclusion of revenue taxesin the
margin would surely reduce BPA’s revenues, and put virtually the entire DSI load at risk.

2. If BPA Ignored The Competitive Market In Setting The DSI Rate, 1t Would
Violate The Requirement Of Section 7(a) That It Set Rates Consistent With Sound
Business Principles To Recover Its Costs Under All Economic Conditions

Under the Federal Columbia River Transmission System Act, BPA must establish “the
lowest possible rates to consumers consistent with sound business principles.” 16 U.S.C.
8 838g. Section 7(a) of the Northwest Power Act incorporates this standard; it requires
BPA to set rates to recover costs “in accordance with sound business principles.” 1d. §
839%¢(a)(1). Similarly, section 9(b) of the Northwest Power Act requires BPA to
implement the Act “in a sound and business-like manner.” 1d. 8 839f(b). In adopting the
Variable Industrial Power Rate in 1986, the Administrator concluded that “[i]t is Smply
not a sound business principle to set rates that price BPA out of the market during times
of power surplus and unrecovered fixed costs.” 1986 Variable Industrial Rate ROD, at
13.

The Administrator adopted the Variable Industrial Power Rate, under which the DSI rate
varies with the price of auminum, at a time when fluctuations in alu