ORDER NO. 01-777
ENTERED AUG 31 2001

Thisisan electronic copy. Attachments may not appear.
BEFORE THE PUBLIC UTILITY COMMISSI ON

OF OREGON

In the Matter of Portland General Electric )
Company’s Proposal to Restructure and ) ORDER
Reprice Its Services in Accordance with the )
Provisions of SB 1149. )

SUMMARY

In this order, the Commission approves new rate schedules for Portland General
Electric Company (PGE). The new schedules reflect the unprecedented increases in the prices
for electricity on the wholesale power markets. Due to a combination of increased demand, lack
of new generating facilities, low water conditions, and the troubled deregulation effort in
California, wholesale electricity prices have nearly tripled since PGE's |last general rate change in
late 1997. At that time, power costs averaged 1.37 cents/kilowatt- hour (kWh). Power costs have
since increased some 173 percent, and now average 3.74 centkWh. The power markets have
also become extremely volatile, with peak power prices exceeding $1.20/kWh at various times
last winter.

The new schedules also restructure and reprice PGE'’ s services, beginning
March1, 2002, to meet the requirements of Senate Bill 1149, an electric industry restructuring
bill.! SB 1149 requires electric utilities to functionally separate their power generation from
distribution services and provide consumers with access to power supply options.

The exact impact on customer rates will not be known until September 12, 2001,
the date that energy rates will be calculated based on PGE'’s forward price curves and the value
of the company’s resources. Based on PGE'’ s latest power cost calculations and the terms of this
order, however, the Commission projects an overall rate increase in customer rates of
approximately 35 percent. Applying this estimate to the rate spread adopted for the new
schedules, residentia rates will increase about 26 percent, and industrial rates will increase about
46 percent. In its September 12, 2001 filing, PGE will submit a rate design table identifying, for
each rate schedule, the specific percentage increase resulting from the updated power cost
estimates and consistent with the terms of this order.

In an effort to help offset rising power costs, the Commission imposes reductions
to PGE’s non-power Operation and Management (O& M) budget. Given the largely unavoidable
power cost increases and the resulting impact on customer rates, the Commission concludes that
it is prudent for PGE to reduce other discretionary internal operating costs. With the decisionsin

! In House Bill 3633, the 2001 L egislative Assembly delayed the implementation of SB 1149 from October 1, 2001
toMarch 1, 2002.
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this order adopting stipulations among the parties and resolving contested issues, the authorized
increase, aside from the effect of power costs, is almost $50 million less than the company
requested.

In addition, the Commission adopts a Power Cost Adjustment (PCA) mechanism
that will lower rates if the company’s power costs decline. The PCA establishes how PGE will
account for variations between expected power costs included in base rates and actua power
costs, and describes the method by which the company and its customers will share in the
benefits and burdens of such variations. This mechanism will track the fluctuations in power
costs and require arefund to customers of overcollections exceeding a preset amount. The PCA
bal ances the interests of customers and PGE and helps ensure the company’ s continued ability to
secure a reliable source of energy to meet demand.

The Commission aso adopts atiered rate structure for residential customers that
will benefit consumers who use lower amounts of energy. The first 225 kWh of electricity used
is priced lower than electricity used above and beyond that amount. The rate design also ensures
that residential and small farm customers receive the full benefit of low-cost subscription power
managed by the Bonneville Power Administration (BPA).

INTRODUCTION

On Octaober 2, 2000, Portland General Electric (PGE) filed Advice No. 00-14, an
application for revised tariff schedules. The tariffs were designed to implement a genera rate
revision and put into operation the provisions of Senate Bill 1149.> Among other things, PGE’s
filing unbundled the company’ s services into generation, transmission, distribution, ancillary,
and customer services, established charges to electricity service suppliers, formulated market-
priced standard offers, and calculated competitive transition amounts.

At its October 20, 2000 Public Meeting, the Commission found good cause to
investigate the filing and suspended Advice No. 00-14 pursuant to ORS 757.215. Because the
Commission determined that the rate investigation could not be completed within an initial
six-month suspension period, it ordered that the filing be suspended for atotal period of nine
months from November 1, 2000.3 PGE later waived the statutory suspension period and agreed
to an extension of the suspension through August 31, 2001, with rates to become effective
October 1, 2001.*

Prehearing Conference
On October 24, 2000, Michael Grant, an Administrative Law Judge (ALJ), held a

prehearing conference to identify parties and to establish a procedural schedule. The following
participated as parties to this proceeding: PGE, Industrial Customers of Northwest Utilities

2 pGE’sfiling originally included the company’s proposal to reclassify its transmission assets. That proposal,
however, was later bifurcated to allow timely review by the Federal Energy Regulatory Commission (FERC). On
March 14, 2001, PGE, Oregon Office of Energy, and Staff filed a stipulation intended to resolve all issues related to
reclassification of transmission assets. No party opposed the stipulation, which was also signed by Fred Meyer
Stores. We reviewed the stipulation and adopted it in Order No. 01-325.

% Order No. 00-669.

* Orders No. 01- 575 and 01-724.
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(ICNU), the Citizens Utility Board (CUB), Fred Meyer Stores (Fred Meyer), City of Portland
(Portland), League of Oregon Cities (League), Oregon Office of Energy (OOE), Oregon Steel
Mills, Inc. (OSM), City of Glendale (Glendale), PG& E National Energy Group, Inc., Northwest
Natural Gas Company, Associated Oregon Industries, PacifiCorp, Northwest Energy Coalition,
Renewable Northwest Project, ATOFINA Chemicals, Portland BOMA, Warren Parrish, and the
Commission Staff (Staff).

Public Hearings and Presentations

In November and December 2000, the Commission held public comment hearings
in Portland and Salem to give the general public an opportunity to comment on PGE'’s tariff
filings. In addition, the Commission held special public meetings for opening and closing
presentations by the parties. In March 2001, the Commission heard opening presentations from
PGE, PacifiCorp, ICNU, CUB, City of Portland, Fred Meyer Stores, and Staff. I1n July 2001, the
Commission heard closing oral argument from PGE, ICNU, CUB, Fred Meyer, OSM, OOE, and
Staff.

Commission Orders

During the course of this proceeding, the Commission issued three orders relating
to procedural matters. On December 4, 2000, the Commission issued Order No. 00-765,
granting PGE additional protection for confidential information.

On March 21, 2001, the Commission issued Order No. 01-249, denying ICNU's
request to allow aformer Staff employee, John Thornton, to participate as an expert witness.
The Commission, in explaining OAR 860-012-0010(2), set forth an analysis for determining
when aformer employee may testify for another party. In this case, the Commission determined
that Mr. Thornton could not appear as an expert witness in this docket or in docket UE 116, the
PacifiCorp restructuring and rate case.

On July 20, 2001, the Commissionissued Order No. 01-592, which involved a
guestion certified to the Commission by the presiding ALJs in dockets UE 115 and UE 116. In
that order, PGE and PacifiCorp had challenged the agency’s Internal Operating Guidelines that
govern post-hearing procedures. They claimed that the policies were unlawful and sought the
immediate adoption of more stringent procedures recommended in the Report to the Oregon
Legidature from the HB 3615 Interim Task Force (Task Force).

The Commission determined that the Internal Operating Guidelines, which allow
limited post-hearing communications between Commissioners and so-called “ party Staff,” were
legal. The Commission, however, acknowledged the utilities' concerns about Staff’s role in the
decision making process, and noted that the issue will be carefully examined during review of
the Task Force Report. Therefore, the Commission concluded that, while the Task Force
recommendations should not be fully implemented at this time, Staff witnesses who sponsored
testimony or testified at hearing would not appear at decision meetings, and that only
"non-party” Staff members would participate in deliberations on rate of return issues.
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Evidentiary Hearings

On June 4 and 5, 2001, ALJ Grant held evidentiary hearings in Salem, Oregon.
During those proceedings, the following appearances were entered: J. Jeffery Dudley, and Philip
VanDer Weele, attorneys, appeared on behalf of PGE; David Hatton, Assistant Attorney
General, appeared on behalf of Staff.

Based on the record in these proceedings, we make the following:
FINDINGS OF FACT AND CONCLUSIONS OF LAW

Applicable Law

In this rate case, the Commission’s function involves two primary steps. First, we
must determine how much revenue PGE is entitled to receive. A utility’s revenue requirement is
determined on the basis of the utility’s costs.”>  Second, we must allocate the revenue
requirement among the utility’ s customer classes.

In the revenue requirement phase of arate case, we must determine: (1) the gross
utility revenues; (2) the utility’ s operating expenses to provide utility service; (3) the rate base on
which areturn should be earned; and (4) the rate of return to be applied to the rate base to
establish the return to which the stockholders of the utility are reasonably entitled.® The purpose
of answering these questions is to determine the utility’ s reasonable costs of providing service
and expected revenues, so that the Commission can set utility rates at just and reasonable levels.

A question has arisen in this case regarding the application of the burden of proof.
The phrase “burden of proof” has two meanings. one to refer to a party’s burden of producing
evidence; the other to a party’ s obligation to establish a given proposition in order to succeed.’
To distinguish these two meanings, we refer to the burden of production and the burden of
persuasion.® In Commission proceedings, ORS 757.210 provides that a "utility shall bear the
burden of showing that the rate or schedule of rates proposed to be established or increased or
changed isjust and reasonable.” This burden is borne by the utility throughout the proceeding
and does not shift to any other party.

PGE acknowledges that the utility has the initial burden of production and
persuasion to show that the proposed rates are just and reasonable. PGE contends, however, that
once the utility presents its evidence, both burdens shift to parties opposing the rate increase.® It
relies on the Commission’s decision in docket UT 125, Inre U SWEST Communication, Inc.,
which provides, in pertinent part:

® See, e.g., American Can Co. v. Lobdell, 55 Or App 451, 454-55, rev den 293 Or 190 (1982).

6 See Pacific Northwest Bell Tel. Co. v. Sabin, 21 Or App 200, 205 n. 4, rev den (1975).

’ See Hansen v. Oregon-Wash. R. & Nav. Co., 97 Or 190 (1920).

8 See, e.g., Oregon Evidence Code, Rule 305 and Rule 307.

° We note that PGE’s claim is contrary to the argument traditionally raised by utilities when scheduling the filing of
testimony and order of appearance at hearing. In rate cases, the utilities have alwaysinsisted on having the last
word dueto its burden to show that the proposed rates are just and reasonable.
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“[U SWEST] as the proponent of the rate increase must submit
evidence showing that its proposed rates are just and reasonable. Once
[U S WEST] has presented its evidence, the burden of going forward
then shifts to the party or parties who oppose including the costs in the
utility's revenue requirement. Staff or an intervenor, if it opposes the
utility's claimed costs, must in turn show that the costs are not
reasonable. Each time the burden of going forward shifts, the burden of
persuasion shiftsaswell. That is, each party who has the burden of
going forward must, in order to prevail, persuade us by competent
evidence that its position with respect to that set of costs should
prevail.”1°

PGE'’ s reliance on the above-cited language is misplaced. First, PGE ignores the
Commission’s concluding paragraph to that section, where it clarified that:

“The Commission's role is to weigh the evidence presented on each
issue in the case and determine where the preponderance lies. We
make that decision on the record as awhole. The basic decision we
make with respect to each issue in this case is whether the utility has
produced persuasive evidence that its revenue requirement is
reasonable. A component of that decision is whether Staff has
persuasively rebutted [U S WEST's] revenue requirement evidence.
Weregject [U SWEST' 5] arguments that Staff has the * burden of proof’
with respect to disallowances and test year adjustments, because the
arguments distort the way evidence is presented and decisions are
madein arate case.”

When the section isread in its entirety, it is clear that the Commission did not agree with

U S WEST's arguments about shifting burdens. More importantly, however, the Commission
later rescinded Order No. 97-171, and did not readopt the language relied upon by PGE in
Order No. 00-191.32 Thus, that section has been withdrawn and no longer has precedential
value.

In our most recent rate case, docket UG 132, In re Northwest Natural Gas
Company, we stated:

10 Order No. 97-171 at 8.
M 1d. at 8. (Emphasis added.)
12\We note tha Order No. 00-191 contained a general reference to the burden of proof language relied upon by PGE.
Specifically, the order states at page 15:

“Aswe stated above, in the section called [U S WEST's] Burden of Proof Argument,

[U SWEST] must show that its expenses are reasonable for us to allow them as part

of the revenue requirement calculation.”
Although Order No. 00-191 contains no section entitled "[U SWEST’s] Burden of Proof Argument," PGE claims
that the inclusion of this reference indicates that the Commission implicitly adopted the burden of proof language.
PGE is mistaken. We simply made an error by placing areference to a section in Order No. 00-191 that does not
exist.
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“As the petitioner in this rate case, NW Natural has the burden of
proof on al issues. Thus, NW Natural must submit evidence showing
that its proposed rates are just and reasonable. Once the company has
presented its evidence, the burden of going forward then shifts to the
party or parties who oppose including the costs in the utility's revenue
requirement. Staff or an intervenor, if it opposes the utility's claim
costs, may in turn show that the costs are not reasoreble.” *®

We adhere to that language and affirm that, under ORS 757.210, the burden of
showing that the proposed rate is just and reasonable is borne by the utility throughout the
proceeding. Thus, if PGE makes a proposed change that is disputed by another party, PGE still
has the burden to show, by a preponderance of evidence, that the change is just and reasonable.

If it fails to meet that burden, either because the opposing party presented compelling evidencein
opposition to the proposal, or because PGE failed to present compelling information in the first
place, then PGE does not prevail.

STIPULATED ISSUES

PGE entered into five stipulations designed to resolve many of the contested
issuesin this proceeding. OnApril 26, 2001, PGE, Staff and Fred Meyer filed a stipulation
regarding changes to PGE’s cost of service. The stipulation represents a settlement of all
revenue requirement issues identified by Staff except the authorized return on equity portion of
the cost of capital and net variable power costs. Several norrevenue requirement issues are also
covered by the stipulation. The stipulation, which is attached as Appendix B, is supported by
joint testimony of Jm Barnes and Sara Cardwell of PGE, and Ed Krantz of Staff.

On June 7, 2001, PGE, Portland, and L eague submitted a stipulation intended to
resolve specific rate and tariff issues identified by Portland and League in their opening
testimony. These issues include interconnection standards, restoration of utility services, utility
relocation, alocation of ancillary service costs, and streetlights. The stipulation, which is
attached as Appendix C, is supported by joint testimony of Sara Cardwell of PGE, David Tooze,
Duane Sanger, and Bill Graham of Portland, and Andrea Fogue of League.

On July 27, 2001, PGE, Staff, ICNU, CUB, and Fred Meyer filed a stipulation
designed to resolve al power cost issues. Most notably, the stipulation establishes a mechanism
by which PGE will value its long-term and short-term resources for the purposes of establishing
rates for energy services. It also establishes a mechanism by which PGE will account for
variations between expected power costs included in base rates and actual power costs, and the
method by which the company and its customers will share in the benefits and burdens of such
variations. The stipulation, which is attached as Appendix D, is supported by joint testimony of
Stefan Brown of Staff, Bob Jenks of CUB, Lincoln Wolverton of ICNU, Kevin Higgins of Fred
Meyer, and Randy Dahlgren of PGE. To help further explain the stipulation, PGE and Staff
submitted a letter from PGE counsel that clarifies the assumptions and inputs that the company
will useinits final Monet power cost run. The letter, dated August 20, 2001, is included asan
additional attachment to the stipulation set forth in Appendix D.

13 Order No. 99-697 at 3. (Statutory language and citation omitted.)
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On August 6, 2001, PGE, Staff, and Fred Meyer filed a supplemental stipulation
regarding franchise fees and steam sales. The stipulation adjusts PGE’ s revenue requirement to
reflect the company’ s agreement to permit cities the ability to choose between the volumetric or
revenue-based method of calculating franchise fees. The stipulation aso adjusts steam sales to
incorporate a recent contract to sell steam at PGE’ s Coyote Springs Generating Plant (Coyote
Plant). The stipulation, attached as Appendix E, is supported by an explanatory brief.

Finally, on August 10, 2001, PGE and Staff filed a stipulation concerning
residential rate design for Schedule 7. The stipulation is intended to resolve how the benefits and
burdens of subscription power from the Bonneville Power Administration (BPA), as well as cash
benefits, should be flowed through to eligible customers, and how the Resource Vaue
Mechanism in PGE’s Schedule 125 should be applied to residential and small farm classes of
customers. The stipulation is attached as Appendix F and supported by an explanatory brief.

All five stipulations and supporting testimony were entered into the record of this
proceeding as evidence pursuant to OAR 860-014-0085(1). We address each separately.

l. Revenue Requirement Stipulation

PGE, Fred Meyer, and Staff filed a stipulation that represents a settlement of
most of the revenue requirement issues raised by Staff. The parties’ settlemert resultsin a
$135.6 million reduction in rate base, a $40.6 million reduction in operating expenses, and an
increase in other revenue of $1.7 million from PGE'’s original proposal. The stipulating parties
believe that each of the adjustments discussed in the stipulation are reasonable and, overall, will
yield fair and reasonable rates if adopted by the Commission.

CUB and ICNU are not parties to the stipulation and believe that PGE’s non
power O&M costs are inflated. PGE initially sought $229.3 million in non-power O& M costs.
The stipulation reduces PGE’ s request to $206.9 million. CUB and ICNU contend that this
stipulated amount is excessive and should be further reduced. To demonstrate the significant
increase in these costs, ICNU claims that PGE’ s regulatory adjusted average cost per customer
averaged $219 during 1997-1999. Even with the adjustments contained in the stipulation, ICNU
calculates that this figure increases to $275 per customer for 2002, a 25 percent increase.

Preliminarily, CUB and ICNU question whether PGE may have inflated its non
power O&M costs to account for the six- year rate freeze contained in the PGE/Sierra Pecific
merger stipulation. This potentia rate freeze, CUB and ICNU maintain, appears to have caused
the company to inflate its costs in this docket to account for future increases in program costs
occurring over the next six- year period.
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CUB and ICNU are particularly troubled by the proposed increase in PGE’s
non-power O&M costs given the significant and largely unavoidable increases in power costs.
The parties believe it is inappropriate for PGE to initiate, at this time, large and expensive
increases in any portions of its regulated business. Before passing these additional expenses on
to ratepayers, CUB and ICNU contend that the Commission should first consider the rate impact
on customers and determine whether some non-power expenditures should be delayed or ssimply
not made at thistime. CUB notes that the Commission has previously ordered utilities to reduce
discretionary costs to mitigate a significant rate increase.**

To offset the rising power costs, CUB and ICNU recommend that PGE’ s nort
power O& M costs be limited to the rate of inflation. They each present similar, but slightly
differing inflationescalator models to forecast a reasonable level of expenditures. Adjusting the
company’s 1999 actua costs for inflation, CUB contends that PGE’ s 2002 test- year forecast for
non-energy expenditures, as originally filed, should be reduced by $61.9 million. CUB proposes
the Commission achieve this inflationbased target by accepting some elements of the stipulation
and making additional reductions for customer service, labor, distribution O&M, technology, and
other revenues. These adjustments, which are further addressed below, reduce PGE’ s non-power
O&M costs by $55 million.

ICNU proposes an aternative test year forecast by taking PGE’s 1999 actual nort
power O&M expenses, applying the regulatory adjustments from docket UE 88, and escalating
the results by anticipated customer growth and inflation. This methodology results in base 2002
test year non-power O&M costs of $175.6 million, a $31.3 million reduction from the
stipulation. If the Commission does not adopt this alternative test year forecast, ICNU proposes
the Commission make specific adjustments in addition to those contained in the stipulation.
These adjustments are al so addressed below.

In response, PGE contends that the non-power O&M costs contained in the
stipulation are reasonable. It objectsto CUB’s and ICNU’s speculation that the company
inflated the 2002 test year forecast in anticipation of the potential six-year rate freeze resulting
from the PGE-Sierra Pacific merger. PGE explains that it developed its forecasted revenue
requirement using traditional ratemaking principles. It started with budget information and
adjusted the numbers to remove abnormalities and to include recurring expenses and revenues
that were reasonably certain to occur during the 2002 test year.

Next, PGE objects to CUB’s and ICNU'’ s inflation-escalator proposals to
establish non-power O&M costs. PGE contends that the approach violates established
ratemaking principles. Citing American Can Co. v. Lobdell, and In re Pacific Northwest Bell
Co., PGE argues that a utility s forecast for the test year must consider known and measurable
changes that are expected to persist.’® PGE points out that, under CUB’s and ICNU'’s proposal,
the Commission would ignore numerous factors that relate to the company’ s operating costs and
expenditures. Moreover, PGE contends that CUB and ICNU are essentially asking for a

14 see Inre Portland General Electric Company, Order No. 95-322.
15 See footnotes 5 and 6. In American Can, the Supreme Court explained that:

“When an historic test year is used, adjustment to the test year data are made to remove

abnormal events not expected to persist into the future. When afuture test year is used,
the datais drawn from budget figures and financial models of the utility. Abnormal events

of the past are therefore excluded and all know future changes areincluded.” (Emphasis added.)
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moratorium on all spending that exceeds inflation—without regard to the company’s need to
make appropriate up-front capital investments and properly maintain its plant. PGE believes
that, in the long run, the adoption of a management-by-crisis approach would increase overall
costs. Due to these limitations, PGE contends that the inflation-escal ator approach cannot
establish reasonable expenditures and should be rejected by the Commission.

Before turning to CUB’s and ICNU'’ s specific adjustments to PGE’ s non-power
O&M costs, we firgt find no evidence that the six-year rate freeze adopted in the PGE-Sierra
Pacific merger case influenced either PGE’s 2002 test year or the revenue requirement
stipulation between PGE, Staff, and Fred Meyer. Neither CUB nor ICNU provide any support
for their alegation. Moreover, the record contradicts their claim. PGE had completed the
underlying budget process before the parties devel oped the six-year rate freeze in the merger
docket, and actually made its rate filing in this case before the Commission approved the merger
agreement. In addition, PGE took specific steps to ensure that consideration of a six- year rate
freeze did not affect the budget process. For these reasons, we conclude that PGE, Staff and
Fred Meyer used a 2002 test year without considering the impact of the Sierra Pacific
acquisition.

We also reject CUB’s and ICNU’ s inflation-escalator proposals as independent
methods to establish non-power O& M costs for PGE. Consistent with established Oregon
ratemaking principles, PGE’ s test year should be based on actual or budgeted expenditures and
adjusted to remove abnormalities and to include known and measurable changes that are
expected to persist.’® The parties’ respective inflation benchmark proposals are not appropriate
for evaluating PGE’ s expenditures, because the methodol ogies do not examine the
reasonableness of historical operations, fail to consider abnormalities in the baseline year’s
results of operations, and do not take into account known and measurable changes between the
baseline and test year, such as the passage of SB 1149.

We further conclude, however, that CUB’s and ICNU’ s inflation-benchmark
comparisons, as well as ICNU’ s cost per customer assessment, highlight the increases that PGE
is seeking for its nonpower O&M costs. While PGE disputes the accuracy of these comparisons
and recommends numerous corrections, the fact remains that PGE’ s stipulated non-power O&M
costs are significantly higher than the company’s actual costsin 1999. We acknowledge that the
implementation of SB 1149 drives many of these cost increases. Nonetheless, given the
unavoidable increases in power costs and resulting impact on customer rates, it isimperative that
we carefully review the company’ s internal operating costs and capital expenditures to ensure
that proposed increases are reasonable and prudent. With thisin mind, we turn to the specific
non-power O&M adjustments proposed by CUB and ICNU. We address each parties
recommendations separately.

CUB Recommendations

CUB recommends that the Commission reduce PGE’ s nornpower O&M costs, as
origindly filed, by $55 million. CUB proposes the Commission achieve this result by accepting

16 See, e.g., Inre U SWEST Communications Order No. 00-191; In re PacifiCorp, Order No. 00-091; In re Pacific
Northwest Bell, Order No. 87-406.
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some elements of the stipulation™” and making additional reductions for customer service, labor,
distribution O& M, technology, and other revenues. The individua adjustments are summarized

as follows:

1.

Customer Service

CUB contends that PGE’ s proposed revenue requirement for customer service of

$54.8 million is simply too great for customers to absorb, given the forecasted increase in power
costs. CUB proposes an overal reduction in Customer Service of $13.86 million, which is
broken down as follows:

Reduce PGE'’ s request for $39.2 million to deliver
information and service by $11.05 million. CUB believes
that the cost of the Web, responding to media requests and
initiating channels of information should be split 50-50
between customers and shareholders. In addition, the cost
of providing information to customers through telephone
and personal contact should be reduced 25 percent.

Eliminate the $1.2 million cost for PGE’s proposed credit
card payment option.

Reduce by two-thirds the cost for Network Meter
Reading/Automatic Meter Reading (NMR/AMR) system, as
only one-third of the system is for customers located in test
areas where the program is necessary to implement SB 1149.

Eliminate the $750,000 allocation of distributed generation

costs to customer service.

Reduce the cost of customer surveys by $100,000 by
increasing the amount alocated to nonregulated
operations.

Eliminate the $160,000 costs for Weather\Wise.

In response, PGE contends that—with one minor exception—the record does not
support the proposed reductions to customer costs. PGE first claims that CUB provides little

17 CUB participated in settlement discussion and agrees with some adjustments set forth in the stipulation. Those
adjustments, which reduce non-power O&M costs by $26.53 million, are as follows:

Issue# | Description Adjustment Issue# | Description Adjustment

S 14 SERP -$4.645 million | S-32 SERP O&M -$1.250 million
S15 Remove Trojan -$16.584 million | S-33 Bonus/Incentive Pay -$2.477 million
S 16 Remove NEIL +$3.818 million | S35 OPUC Wage Formula -$1.717 million
S-28 Public Purpose Adj. | -$0.699 million | S-38 Y 2K Amortization -$1.977 million
S31 A& G Accounts -$1.00 million Total [ -$26.53 million

10
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analysis for its proposed $11.05 million reduction for the delivery of information and services.
PGE observes that the company already allocates 62 percent of Internet Web (Web) costs to non
regulated activities—well above the 50 percent CUB claims s reasonable. PGE adds that the
company has justified the need for, and the benefit of, a credit card payment option for
customers, and that the reduction of the scope of the NMR/AMR system will not save money
due to the fixed costs of the system. In addition, PGE explains that a portion of distributed
generation is properly alocated to customer service, as certain costs involve program
development, testing, and analysis. Similarly, PGE maintains that customer surveys are properly
allocated to regulated operations, since less than one percent of the cost, effort, and questions
related to customer surveys concern nonregulated services. PGE does agree with CUB’s
proposed adjustment for WeatherWise, and acknowledges that approximately $160,000 should
be removed from above-the-line expenditures for this program.

After our review, we share CUB’ s concerns about the significant increases to
PGE’s Customer Service costs. While some of these costs are related to PGE’ s efforts to meet
the requirements of SB 1149, others are in response to PGE’ s belief that its customers want new
services, more options, and better communication channels. To address these perceived needs,
PGE is adding payment options, expanding communication choices, adding new customer
services, and increasing the frequency of customer surveys. PGE admits that these changes cost
more, but explains that they provide more value to PGE’ s customers.

PGE is correct that we should judge these services and the costs associated with
them on the basis of the value they provide and the demand they meet. We must do so, however,
in the context of PGE’s overall request, which includes significant increases to its power costs.
While we commend PGE for it efforts to enhance its services based on customer requests, we
guestion whether its customers would enthusiastically support the addition of costly new
programs when aso faced with unprecedented power cost increases. Indeed, as CUB’ s counsel
explained during oral argument:

“[A]dvocates of PGE's customers are here to say that we're not
nearly as concerned about more payment options right now as we
are about how we' re going to pay for the electricity we use. More
than anything, customers want to be able to afford to use electricity
to heat and light their homes, run appliances and, in short, live
their lives. Business customers want to stay in business.”*8

We find that some of PGE’s Customer Service expenses, such as the distributed
generation, NMR/AMR system costs, and others related to SB 1149, should not be reduced or
delayed at thistime. PGE has showed that postponing these programs will not lead to decreased
costs, and may actually increase costs over time. PGE has failed, however, to establish that it
has made every reasonable effort to reduce other, discretionary Customer Service costs to help
offset its spiraling power costs. We acknowledge that such reductions require difficult choices.
Nonetheless, given the increasing wholesale power costs and PGE’ s reliance on that market to
meet customer load, we believe that PGE must consider the rate impact on customers and
critically examine whether some of these proposed expenditures should be delayed or smply not
made at this time.

18 Oral Argument, July 13, 2001, Transcript at 32, lines 13-19.
11
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For these reasons, we agree that the stipulated Customer Service costs should be
further reduced. AsICNU notes, customers want an economical power supply more than a new
Internet Website or the ability to pay their bill with a credit card. However, we decline to adopt
CUB’s overall proposal to reduce Customer Service costs by $13.86 million. As noted above,
some challenged costs should not be reduced or delayed at thistime. Moreover, CUB has
double-counted some costs, such as the credit card payment option, by targeting the same
expense in two separate adjustments, and targeted other expenses that are already reduced by the
revenue requirement stipulation. Adjusting CUB'’s proposal, we conclude thet PGE’s Customer
Service costs forecast for the 2002 test year should be reduced by an additiona $3.5 million
above and beyond the adjustments contained in the stipulation. We decline to identify particular
program areas that may be susceptible to reassessment or to impose specific cost reductions.
These discretionary costs are best managed by the company.

2. Labor

CUB notes that, as with any large organization, PGE has staffing vacancies at any
point in time. Due to these vacancies, CUB claims that PGE’ s actual employment costs were
5.3 percent below the budgeted employment level. In order to account for these unfilled
positions for the 2002 test period, CUB proposes a reduction of 143.2 full-time equivalent (FTE)
positions. This results in a reduction of operating expense of $6.4 million.

PGE questions CUB’ s methodology, but argues that a proper application of the
analysis shows that the stipulated reduction of FTES is reasonable. Using alonger time period
(1995 through 2000), PGE cal cul ates the percentage of unfilled positions to be 2.9 percent below
budget. Applying this calculation to the 2002 forecast results in a proposed reduction of 78
FTEs, which istwo less than the 80 FTEs eliminated by the stipulation.

We agree with PGE and adopt, as reasonable, the stipulated adjustment to the
company’s labor costs. PGE has demonstrated that CUB’ s analysis, when applied over the last
Six years, supports the stipulated reduction of 80 FTEs. Moreover, the 2002 test period, as
stipulated, has a dightly lower FTE count than PGE’'s FTE total as of December 31, 2000. The
stipulation, therefore, effectively caps the level of FTEs included in customer rates to the number
of FTEs employed at the end of last year.

3. Distribution O& M

CUB contends that PGE’ s distribution O& M costs should be limited to 1999
actuals, adjusted for inflation. To accomplish this, CUB argues that these costs should be
reduced by $3.9 million. PGE counters that CUB’ s suggestion to delay these expenditures,
which are required to ensure safety, reliability, and regulatory compliance, isirresponsible.

We find no basis to adopt CUB’s proposed adjustment to PGE’ s distribution
O&M costs. As PGE notes, CUB has failed to question a single program as unnecessary or
unreasonable, and does not allege that PGE’ s forecast of the cost of any program is inaccurate.
We have previously rejected an inflation-escalator approach as an independent means for
establishing PGE’ s revenue requirement. Accordingly, in the absence of any specific
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information challenging PGE’ s proposed expenditures for these critical services, we are
unwilling to cap such costs with a ssimple inflation factor, as CUB recommends.

4. Technology

CUB believes that PGE’s technology costs support non-regulated activities and
should be adjusted accordingly. For example, CUB claims that the company’ s website provides
information on a variety of nonregulated activities, such as wholesale power products and Earth
Smart Homes. CUB also contends that its customer database has uses that go beyond the
regulated system. For these reasons, CUB proposes a 30 percent, or $4.3 million, reduction in
PGE’s Information Technology (1T) budget.

PGE responds that CUB’s proposed 30 percent reduction is unsupported. PGE
explains that the challenged website program is just one of 16 different IT systems presented in
PGE’s case, and adds that it already allocates almost two-thirds of its web budget to non
regulated activities. Moreover, PGE clarifies that its Customer Information System (CIS) is not
part of its I'T budget, but rather is part of Customer Services and is specifically subject to the
stipulation adjustment S-29.

We reject CUB'’s proposed reduction to PGE’ s technology costs. Adjustment S-31
of the stipulation, which CUB supports, already reduces the company’s I T costs by $1 million.
The stipulation also requires an audit of PGE's I T capital expenditures that will result in arefund
to customers of capital costs that are not expended or found to be imprudent.*® Moreover, PGE
agrees that its website has non-regulated uses and has allocated almost two-thirds of its costs to
nonregulated activities. For these reasons, we accept, as reasonable, the stipulated adjustments
relating to PGE'sIT costs.

5. Other Revenue

CUB believes that the company’s filing underestimates the Other Revenue that it
will receive in 2002. CUB claims that PGE’ s revenues should continue to increase, because of
the company’ s on-going success in increasing revenues from pole attachments. After accepting
some adjustments contained in PGE’ s rebuttal testimony, CUB proposes that Other Revenues be
increased to $15.87 million, some $40,000 more than set forth in the stipulation.

PGE responds that CUB’s forecast of Other Revenue is overly optimistic. The
company believes that CUB’s reliance on the growth in pole attachment revenues is misplaced,
because the limited number of poles places alimit on any growth in this area. Additionally, PGE
notes that many telecommunications companies have recently suspended build-outs of
broadband access systems, and that much of the current growth in telecommunications occurs
underground.

We rgject CUB’s proposal to increase PGE’s Other Revenue by $40,000. Staff,
PGE, and Fred Meyer have stipulated to pole-rental revenues of $5.8 million for 2002, a
$100,000 increase from the company’s actua revenuesin 1999. Given the company’s finite
number of poles, the suspension of broadband access systems, and expanding use of

19 We further address this issuein our analysis of ICNU’s proposed adjustments to non-power O& M costs.
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underground conduit, we conclude thet the projection for Other Revenue contained in the
stipulation is reasonable and adopt it.

| CNU Recommendations

Like CUB, ICNU aso recommends that the Commission make specific
adjustments in addition to those contained in the stipulation. Specifically, ICNU recommends
that the Commission: (1) reduce PGE’s non-power O&M costs by an additional $13.4 million;
(2) adopt certain adjustments proposed by CUB; (3) exclude a portion of PGE’s proposed IT
costs; and (4) exclude SB 1149 implementation costs. We address each separately.

1 Non-Power O& M Adjustments

ICNU claims that PGE’s costs for lobbying, governmental affairs, and strategic
planning costs should be excluded from the company’ s revenue requirement. Citing Re Cascade
Natural Gas Co, ICNU contends that lobbying and other “expenses for legidative activities
should not be borne by ratepayers.”?° These costs include $650,923 for lobbying costs, $510,798
for state, local, and federal governmental affairs, and $1,030,267 for competitive strategic
planning, for atotal of $2.19 million.

ICNU also contends that PGE has failed to establish that the following new
programs and costs increases are warranted and benefit ratepayers. (1) general business support
costs ($368,421); (2) administrationof compensation programs ($659,717); (3) employee
training and devel opment costs ($1,585,831); (4) management of Commission relationship costs
($354,000); and (5) customer service and IT costs ($6,588,577). ICNU states that the removal of
these programs results in atotal disallowance of approximately $9.5 million.

Finally, ICNU maintains that PGE has included in its test year cost increases
related to rates and regulatory affairs that are not reasonably certain to occur in the future. ICNU
explains that these costs are related to PGE’ s filings before state and federal agencies. ICNU
does not believe that the year 2000 should be used to gauge atypica level of such activity, and
proposes. (1) two adjustments to reduce rates and regulatory affairs costs by atotal of $972,697;
and (2) two adjustments to reduce legal costs by atotal of $691,734. Together, these exclusions
result in a $1.66 million reduction.

In response, PGE claims that ICNU has failed to support its specific
recommended reductiors. First, the company claims that, contrary to ICNU’ s assertion, the
general support and governmental affair cost categories contain no expenses for lobbying. PGE
explains that the company always charges lobbying costs below the line. PGE further argues that
it has fully justified its costs for general business support, administration of compensation
programs, and employee training and development. Moreover, according to the company,
historic cost levels and increased regulatory requirements justify the increased expenses for legal
services and regulatory affairs.

We agree with a portion of ICNU’s proposed adjustments to PGE’ s non-power
O&M costs. PGE adequately rebuts ICNU’ s allegations relating to governmental affairs and

20 Order No. 74-898 at 10.
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strategic planning, but fails to sufficiently describe or provide evidence detailing the costsin
Ledger N42255, General Support-Manage External Relations. PGE’s general assertion that the
company “aways charges lobbying costs below the line” is not, by itself, a sufficient
justification for the expense. Accordingly, we adopt ICNU’ s proposed $650,923 reduction.

Second, we conclude that PGE has justified its programs and proposed cost
increases related to general business support and administration of compensation programs.
We agree with ICNU, however, that the company has failed to adequately explain why its
proposed employee training and development costs increase from $1.6 million in 1999 to
roughly $3.2 million in 2002. PGE explains the various training areas within its Human
Resource Department, but offers no explanation as to why its test year training costs are twice
those incurred in 1999. Similarly, while PGE identified that $1.3 million of its proposed $1.654
million increase for Commission relationship costs was related to SB 1149 project management,
it provided no evidence to justify the remaining $354,000 increase in other, non-SB 1149 costs.
Therefore, we adopt ICNU’ s $1,585,831 reduction in employee and devel opment costs, and
exclude $354,000 of PGE’s costs associated with management of Commission relationships. We
have aready reduced PGE’'s Customer Service costs, pursuant to CUB’s recommendations, and
decline ICNU’s additional request.

With regard to test year cost increases related to rates and regulatory affairs, we
agree with ICNU that PGE’ s 2000 costs should not be considered reflective of typical
department activity. Asthe parties are well aware, the year 2000 started a period of extensive
regulatory activity at PGE, primarily due to the passage of SB 1149. Before this Commission
alone, PGE initiated this rate case, filed a resource plan in docket UE 118, and actively
participated in numerous rulemaking proceedings, such as dockets AR 380 and AR 390. The
PGE/Sierra Pacific merger proceeding in docket UM 967 occurred that year. Moreover, the
company sought an interim rate increase in docket UE 117, and a power cost adjustment
mechanism in dockets UM 1008/1009. We do not believe that it is reasonable to assume that this
abnormally high level of regulatory activity will continue to occur in al the future yearsin which
PGE’ s rates will be in effect. We further agree with PGE, however, that 1999 was a relatively
quiet year for the company’s regulatory activities. The lack of major contested dockets that year,
and the future efforts required for the implementation of SB 1149, confirm that the 2002 test year
expenditures should be increased above the level of actual regulatory expenditures for 1999.
Accordingly, we adopt half of ICNU’s proposed $660,945 adjustment, and reduce PGE’ s 2002
test year expenditures for rates and regulatory affairs by $330,472. This adjustment alows for a
considerable increase in PGE’s rates and regulatory affairs budget, yet reflects a reasonable level
of future regulatory activity. >

We make a similar adjustment to PGE’s proposed legal costs in its 2002 test year.
PGE has forecasted a $1.0 million increase from 1999 costs based on “the restructuring of PGE's
business environment from regulated to competitive.”>> AsICNU notes, however, PGE fails to
account for any cost decreases that may be associated with unbundling and the transfer of
operational control of transmission assets to a Regional Transmission Organization. Moreover,
like the company’ s regulatory activities, we do not believe that all costs associated with the

21 |CNU also recommended an additional $311,752 reduction in rates and regulatory affairs costs, for atotal
reduction of $972,679. We do not adopt ICNU’ s additional adjustment, which would reduce expenditures for PGE’s
Environmental Affairs.

2 see PGE/700, Stevens/7.
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competitive transition will continue to occur in all future years. Accordingly, we adopt ICNU’s
recommendation and disallow half ($505,829) the proposed increase in legal fees. We do not
adopt ICNU’ s additional $185,805 reduction relating to Ledger Account N44013, which includes
the cost of Portland General Holdings (PGH) employees performing legal services for PGE.

2. Adopted CUB Adjustments

While the majority of the proposed adjustments by CUB do not impact industrial
customers, ICNU accepts, as reasonable, $32.04 million of those adjustments and recommends
the Commission adopt them.

We have previously addressed the relevant CUB adjustments above and need not
repeat our analysis here.

3. IT Codts

In addition to the adjustments cited above, ICNU recommends the Commission
exclude $49 million of PGE’s proposed I T costs from the 2002 rate base. ICNU contends that
PGE has failed to provide sufficient justification for the need and reasonableness of these costs.
PGE responds that ICNU’ s proposed disallowance for IT costs is unsupported. We agree with
PGE.

As clarified above, PGE has the burden of showing that any proposed expense is
just and reasonable. Nonetheless, any intervenor opposing a claimed cost must provide
competent evidence that such costs are not reasonable. ICNU’s proposal, based solely on three
lines of testimony, is not sufficient. In fact, ICNU presents no explanation as to whether it
objects to the programs or the program’s costs.

After a Staff review of the company’s new IT systems and their associated capital
costs, Staff determined that PGE’s capital costs for the new IT systems were prudent and
stipulated to full recovery, subject to audit. In thisaudit, Staff will examine PGE's actual capital
expenditures for IT costs, and only those expenditures that are deemed reasonable and prudent
will be authorized in rates. Expenditures that are not made or found to be imprudent will be
refunded to customers. We conclude that this stipulated agreement on I T costs is reasonable,
will ensure that customers will only pay for prudently incurred expenditures, and should be
adopted.

4. SB 1149 Costs

ICNU agrees that PGE should be compensated for prudently incurred SB 1149
costs, but contends that PGE has failed to establish that these costs are reasonably certain to
occur during the time period when UE 115 rates will be in effect. ICNU notes that PGE’s
assumption that the restructuring bill will take effect in October 2001 appears to be erroneous,
given the recent passage of HB 3633. Moreover, regardless of the implementation date, ICNU
believes that the SB 1149 costs are both extraordinary and nonrecurring and should not be
included in revenue requirement. ICNU argues that implementation costs not already incurred to
date should be recovered through deferred accounting.
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In response, PGE first clarifies that HB 3633 delayed implementation of SB 1149
only until March 2002, so SB 1149 will be in effect during 2002. Second, PGE contends that
these expenditures reflect new components of PGE’ s ongoing operations that are required by
SB 1149. Thus, PGE argues they are not extraordinary, uncertain, and nonrecurring.

We agree with PGE. The five-month delay of SB 1149 will not materialy affect
PGE’s activities to implement the restructuring. As PGE notes, SB 1149 will take effect in
March 2002, and the company will be making expenditures in the first quarter of next year to
prepare for the implementation. Contrary to ICNU’ s assertions, we conclude that the challenged
expenditures reflect ordinary, certain, and recurring costs that should be included in PGE’s
revenue regquirement.

Commission Resolution

We appreciate the efforts of PGE, Staff, and Fred Meyer in negotiating and
stipulating to 54 separate revenue requirement issues. With the exception of the additional
non-power O& M adjustments sought by CUB and ICNU, the stipulation was unopposed by any
party. We have reviewed the unopposed portions of the stipulation, find the proposed
adjustments contained therein to be reasonable, and conclude that the results should be adopted.

For the reasons cited above, we aso find that the results contained in the disputed
portions of the stipulation should be adopted, but conclude that additional reductionsto PGE’s
non-power O& M costs are necessary to yield fair and reasonable rates. These adjustments
include an additional $3.5 million reduction in Customer Service expenditures and a $3,427,055
reduction in management of Commission and external relationships, employee training and
development, rates and regulatory affairs, and legal costs. Moreover, PGE has agreed to CUB’s
proposed $160,000 reduction for WeatherWise. Together, these additional adjustments total
$7,087,055.

. Portland and L eague Stipulation

This stipulation covers several issues raised by Portland and League regarding
PGE'’ s proposed tariffs, rules, and rates. Under the stipulation, PGE agrees that its
interconnection standards will continue to reference applicable Institute of Electrical and
Electronics Engineers (IEEE) criteria and that its interconnection standards will follow those
|EEE criteria. If Portland or a member of the League opts to pursue interconnection with PGE’s
distribution or transmission system, PGE will work cooperatively with that municipality in
applying these standards. Moreover, PGE agreesto revise Rule C relating to restoration of
utility services to confirm that it will reconnect critical retail load consumers as soon as possible.
PGE also agrees to continue to work cooperatively with municipalities and other public bodies to
identify critical load customers. In addition, PGE agrees to further revise Rule C to clarify what
constitutes a “ public works project.”

The stipulationalso addresses disputed issues related to street lighting. The
stipulation addresses four rate-related components: (1) circuit charges (marginal costs of service
drops); (2) group relamping; (3) power door luminaries; and (4) emergency pole replacements.
PGE, Portland, and League request that the Commission approve the various tariff adjustment
described in the stipulation. No other party has filed any objection to the stipulation.
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Commission Resolution

We have reviewed the Portland and L eague stipulation and find the proposed
adjustments contained therein to be reasonable. Accordingly, the stipulation, set forth in
Appendix C, is adopted.

[Il.  Power Cost Stipulation

In this stipulation, PGE, ICNU, CUB, Fred Meyer, and Staff agree on matters
related to power costs issues raised in this docket. The stipulation establishes methodol ogies or
mechanisms by which PGE will: (1) establish its power costs; (2) value its long-term and
short-term resources and credit that value to all consumers, including consumers selecting direct
access; (3) pass al of the benefits of BPA subscription power to all residential and small farm
customers; (4) reflect, in rates, the current adverse hydro conditions facing the company; and
(5) share, with its customers, the benefits and burdens of variations between expected power
costs included in base rates and actual power costs. The stipulation also includes a shopping
credit for commercial customers and addresses charges to Boise Cascade.

Under the stipulation, charges for PGE’ s energy services are based on a
combination of market prices and the value of PGE’s resources. PGE will first determine the
market price of power using its most recent forward price curves. The company will make that
determination on September 12, 2001 for this upcoming year, and on November 15 for each
calendar year thereafter.® In addition to this market price, PGE will credit or charge each
customer with the positive or negative value of PGE’s resources. This credit or charge will be
calculated from the Resource Valuation Mechanism (RVM) set forth in Schedule 125.

The RVM compares, by customer class, the total cost of power from PGE’s long-
term and short-term resources to the market price of an equivalent amount of power. If total cost
of power from either long-term or short-term resources is less (greater) than the market price of
an equivalent amount of power, the difference will be provided as a credit (charge) to customers
and spread among customers in the class on an equal cents per kWh basis. PGE will make a
similar calculation for BPA subscription power to ensure that 100 percent of the benefits of
subscription power will flow to eligible customers.?*

For purposes of allocating total fixed and variable power costs among customer
classes and calculating the RVM, PGE will alocate its long-term and short-term resources as
follows:

2 The stipulation originally listed September 11, 2001 at the valuation date for the upcoming year. In post-
stipulation settlement discussions, however, the parties agreed that September 12, 2001 will be the date for final
E)rici ng in this docket.

“ To reflect the projected differencein net variable power costs between expected and normal hydro conditions,
PGE will calculate a separate charge under Part C of Schedule 125. This chargeis described in Paragraphs 1 and 2
of the Stipulation and is designed to account for the current adverse hydro conditions. The charge applies only until
December 31, 2002. The charge is based on reduced hydro generation of 300,000 MWh over the period
October 1, 2001 through December 31, 2002, spread to months based on Exhibit E to the stipulation.
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@ First, PGE will allocate its long-term resources among customer
classes in proportion to their respective percentages of retall
load for the 12 month period ended September 30, 2001,

(b) Second, BPA subscription power will be alocated to the
residential and small-farm customers of PGE €eligible to
participate in BPA’s residential exchange program;

(© Third, PGE will alocate its short-term resources among all
customer classes until each customer class has been alocated a
sufficient amount of resources to cover the expected load of that
class. If resources are insufficient to serve all expected
customer load, PGE shall alocate the shortfall among the
customer classes in proportion to their respective percentages of
expected shortfall. Any shortfall of resources for any customer
class shall be filled by market purchases,

(d) Any excess of short-term resources over expected load shall be
allocated among all customer classes in proportion to their
respective percentages of expected load; and

(e If, after applying (a) and (b) above, the residential class has
sufficient resources to meet expected load, short-term resources
shall be allocated to the other classes ona pro rata basis until
they reach the same relative position as the residential class.
Any remaining short-term resources shall then be allocated in
accordance with (d) above.

PGE will next alocate the net variable power costs produced by Monet, its power
cost model, for the rate period for long-term resources, short-term resources and BPA
subscription power among the customer classes in accordance with their relative percentages of
each type of resource. PGE will then allocate and add the fixed costs of long-term resources
among the customer classes in accordance with their relative percentages of long-term resources.

The stipulation also adopts a Power Cost Adjustment (PCA) to address the
uncertainty in forecasting power costs. The PCA, set forth in Schedule 127, starts with net
variable power costs as described above, adjusted for specific items.?® The credits or charges
produced by portions of the RVM are combined with net variable power costs to produce a base
net variable power cost (NVPC). The power cost variance (PCV) is then calculated. The PCV is
the difference between actual and base NV PC |less the difference between actual and base energy
revenues. Base energy revenues are the energy revenues forecast from existing tariffs and the
load forecast used to develop the base NVPC.

The PCV isthen compared to atable in Schedule 127 to determine an adjustment
amount that will be charged or credited to customersin rates. The table includes a dead band of
negative $28 million to positive $28 million in PCV before there is any adjustment amount. The

% Schedule 127 does not apply to BPA Subscription Power.
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table also includes percentage sharing of the PCV between PGE and its customers in percentages
ranging from 50 percent to 95 percent. This sharing is designed to motivate PGE to manage its
power costs prudently, while recognizing the current volatile power markets.

The stipulation also includes a shopping incentive of 0.5 cents per kwWh for large
nonresidential customers with load lessthan 1 MWa. Thisincentiveis limited to the first
10 percent of eligible customers that choose direct access, and its cost is recouped from the
eligible class. Finally, the stipulation addresses charges to the Boise Cascade St. Helens Plant.

Commission Resolution

As noted above, this stipulation represerts a settlement in compromise of the
positions of most of the active parties to this docket concerning power costs. The executing
parties recognize that PGE’s power cost situation is unique, given PGE’s exposure to the
wholesale energy market and the current uncertainty and volatility of that market. The parties
believe that the stipulation produces several benefits for customers that are consistent with the
provisions of SB 1149. No party opposed the stipulation.

After our review, we conclude that the stipulation is reasonable. As the executing
parties note, the stipulation establishes rates for PGE’ s energy services based on the market price
of energy. Thisallows customersto know the actual price of energy by sending the appropriate
pricing information to the retail market. In addition, the RVM passes the value of PGE’s long-
term and short-term resources to all of PGE’s customers, including those electing direct access
and portfolio service. This promotes competition and choice consistent with SB 1149.

The stipulation also provides the methodol ogy to allocate PGE’ s resources among
customer classes. Thiswill more appropriately alocate, to each customer class, the actual cost to
provide energy service and resource value to that class and reduce potential cross-subsidies
among customer classes. Finally, the stipulation provides a means for PGE to mitigate the
adverse impact of current hydro conditions, and implements a PCA that fairly distributes among
the customers and PGE the potential benefits and costs resulting from changes in load, resources
and the wholesale power market. Accordingly, the stipulation, set forth in Appendix D, the
attached Schedules 125 and 127, and the August 20, 2001 letter explaining the assumptions and
inputs that PGE will use in the final Monet run, are adopted.

IV.  Supplemental Revenue Requirement Stipulation

PGE, Staff, and Fred Meyer filed this stipulation to resolve the treatment of
franchise fees and steam sales. Inits original filing, PGE believed that ORS 221.450, as
modified by SB 1149, required franchise fees to be paid on a volumetric basis, rather than a
revenue sensitive basis described in the previous version of the statute. After discussions with
the League, however, PGE now agrees that cities will be able to choose the basis that is most
advantageous to them pursuant to a specific set of procedures. Because the parties believe that
citieswill utilize the revenue basis for fees based on revenues collected in 2001, the stipulation
permits PGE to revise its revenue requirements to: (1) reflect a $794,000 increase in franchise
fees based on 2002 revenues at current rates, and (2) adjust revenue sensitive costs in the test
year 2002 to reflect a 2.26 percent rate.
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The steam sale adjustment is due to arecent contract to sell steam produced at
PGE’s Coyote Plant. Under this stipulation, PGE will decrease Other Revenue by $306,000 to
remove imputed steam sales as originaly filed. Other Revenue is increased by $1,143,000 to
reflect PGE' s total estimated steam sales revenue for 2002. Further, PGE will make certain
adjustments to its Monet power cost model to reflect expected steam sales for each month. PGE,
Staff, and Fred Meyer request the Commission to approve the stipulation. No party opposesit.

Commission Resolution

We have reviewed the supplemental revenue requirement stipulation and find the
proposed adjustments contained therein to be reasonable. Accordingly, the stipulation, set forth
in Appendix E, is adopted.

V. Rate Design Stipulation

Under the Northwest Regional Power Act, residential and small farm customers
of PGE are entitled to share in the benefits of the low cost power sold by the BPA. Traditionally,
the BPA provided those benefits in cash to PGE, which in turn has credited its customers under
Schedule 102. Beginning in October 2001, however, the BPA will begin providing the benefits
in the form of both power and cash. This stipulation is intended to resolve how PGE should pass
the BPA power and financial benefits to PGE's residential and small farm customers.

Under the stipulation, PGE will value the BPA subscription power by comparing
the cost and market value of that power. This vaue will flow through to customers under
Schedule 102 as a credit or charge per kWh, which will be valued consistently with the way PGE
prices energy and establishes the RVM under Schedule 125. This gives customers a credit or
charge equal to the rate BPA charges PGE for subscription power, and ensures that all of the
benefits and burdens of subscription power will flow through to eligible customers. PGE will
also pass through the cash benefits in the form of a credit to al residential customers for all
kWhs of use in excess of 225 kWh per month.

PGE and Staff designed the application of the BPA credit, BPA cash and the
RVM credit or charge to produce an initial rate differential of between 10 and 25 mills per kWh
for residential customers between the first 225 kWh of use per month and any kWh of usein
excess of 225 kWh per month. Because changes in the forward price curves applied to PGE's
final Monet run may produce arate differential outside these parameters, the stipulation alows
an adjustment to the rate differential so that there is an initia price differential that is neither too
large nor too small.

In the stipulation, PGE and Staff also agree that the basic or customer charge shall
be $10 per customer per month. Although PGE had originally requested a $7 per month charge,
the company provided evidence that customer-related costs are in excess of $15 per month.
According to the explanatory brief, Staff and PGE believe that the stipulated rate of $10 per
month more accurately reflects the per-customer costs incurred by PGE. PGE and Staff request
the Commission to approve the stipulation.

CUB and OOE are not parties to the stipulation, and object to certain portions of
it. CUB does not oppose the content of the stipulation, but believes that the explanatory brief
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supporting the stipulation mischaracterizes the reason why the parties negotiated an increase in
the basic or customer charge. While it does not support the proposed increase to $10 per month,
it recognizes that the increase avoids the perverse result of having some low use customer rates
go down, while overall rates go up. CUB clams that thisis the basis for the stipulated increase,
not the one contained in the explanatory brief. CUB believes that adoption of the stipulation
based on the need to “more accurately reflect the per customer costs incurred by PGE” represents
asignificant change to Commission policy that is not supported by the record.

OOE also does not oppose PGE’ s and Staff’ s settlement on residential rate design.
OOE contends, however, that the proposed stipulation does not provide adequete inversion to
residential rates to move the rate for use over 1,000 kWh per month significantly closer to the
long-run incremental costs for space heat use. Therefore, it recommends the Commission further
modify the stipulation by adopting its rate design proposal. Like the stipulated rate design, OOE
recommends an initial residential block set at the per-customer amount of BPA power and priced
equal to what BPA charges PGE. OOE proposes a second block for use above the BPA block
and below 1,000 kWh per month, and athird block, or tail block, for al use above 1,000 kWh.

To move energy charges for space heating closer to the high costs to serve these
loads, OOE recommends that the calculation of the average rate for the first 1,000 kwh should
equal the sum of the commodity charges, plus the $3.00 increase in the basic rate, divided by
1,000 kwh. It then recommends PGE decrease the net rates for the first 1,000 kwh and
increase the net rate for the tail block to obtain arate differential of 1.1 certs per kWh. OOE
explains that this 1.1 cent differential would exist only until further adjustments are applied
after October 1, 2001, and that the rate differential could be greater or less than 1.1 cents after
that date. OOE claims that the higher tail block rate will begin to provide better price signals
for residential customers when making home-heating decisions.

Commission Resolution

We have reviewed the rate design stipulation and find the proposals contained
therein to be reasonable. Accordingly, the stipulation, set forth in Appendix F, is adopted. In
making this decision, we clarify that we adopt the proposed increase in the basic or customer
charge based on reasons cited by CUB. The increase will avoid a rate decrease to low use
customers while overall rates are increasing.

We decline to adopt OOE’ s proposed modification. OOE provides little evidence
or analysis of how its proposal would affect consumers or whether it will accomplish its apparent
goal of reducing space heating. OOE'’s proposed rates could significantly affect alarge number
of customers that live in multi-family dwellings and, consequently, have no control over their
heat source. Moreover, it is unclear how many customers that live in single-family dwellings
would switch to gas heating under OOE’ s proposal. Only about 16 percent of PGE’s residential
customers heat with electricity. Many of these homes have no duct systems, which are necessary
for the convenient installation of gas systems.
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CONTESTED ISSUES
RATE OF RETURN

The United States Supreme Court established the standard for determining cost of
capital alowance in utility rate- making proceedings:

“[T]he return to the equity owner should be commensurate with returns on
investments in other enterprises having corresponding risks. That return,
moreover, should be sufficient to assure confidence in the financial
integrity of the enterprise, so as to maintain its credit and to attract
capital[.]”?

To determine arate of return on rate base that is appropriate for PGE, we must
first identify the costs and components of the company’s capital structure. The cost of each
capital component is estimated and weighted according to its percentage of total capitalization.
These weighted costs of capital are combined to calculate PGE’ s overall cost of capital, which
becomes the allowed rate of return on rate base.

During settlement discussions, PGE and Staff reached agreement on all rate of
return issues except PGE’ s required return on equity (ROE or cost of equity). PGE estimates its
required ROE to be 11.5 percent and seeks an authorized ROE at or above that level. PGE
contends that this return is the appropriate rate, using a 2002 test year and considering the
company’s pricing and operation risks. The company’ s ROE recommendations are based on the
joint testimony of Mr. Patrick Hager, PGE’s Manager of Regulatory Affairs, and Mr. William
Valach, PGE' s Manager of Finance (collectively Hager-Vaach). Hager-Vaach present ROE
estimates using a single-stage and multi-stage Discounted Cash Flow (DCF), the Risk
Positioning Method, and a comparison of actual determinations of required equity returnsin
other jurisdictions.?’

Staff contends that PGE’ s request is excessive and recommends the adoption of
an ROE for the company of 9.0 percent.?® Staff presents ROE estimates from two witnesses.
Bryan Conway (Conway), Staff’s Program Manager of Economic and Policy Analysis, presents
cost of equity estimates using a single-stage DCF model, the Fisher-Kamin version of the Capital
Asset Pricing Model (CAPM), and a qualitative analysis of the Commission’s most recent
contested ROE decision in docket UG 132.2° James A. Rothschild (Rothschild), President of
Rothschild Financial Consulting, quantifies his cost of equity recommerdations using the single-
stage and multi-stage DCF model and two versions of what he calls the risk premium/CAPM
method.

26 Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 603 (1944). We note that the 2001

L egislative Assembly recently codified this standard in HB 3502, amending ORS 756.040(1).

27| rebuttal testimony, Hager-Valach update their original ROE recommendations based on information available
through April 30, 2001, and make certain adjustments to their DCF analysis based on Staff’ s testimony. In this
order, we address Hager-Valach’' s recommendations contained in their rebuttal testimony.

28 gtaff originally recommended an authorized ROE of 8.9 percent, but adjusted its recommendation in its opening
brief to account for theincreasein risk free rate. See footnote 35, infra.

29 1n re Northwest Natural Gas Company, Order No. 99-697.
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Our discussion is divided by methodology. For each section, we begin with a
review of the methodology, followed by a summary of the parties’ recommendations. We then
address and resolve the contested issues under each specific methodology. After addressing all
five methodol ogies, we conclude our discussion by adopting an authorized ROE for PGE.

1 Discounted Cash Flow (DCF)

The DCF model estimates the cost of equity by determining the present value of
the future cash flows that investors expect to receive from holding common stock. The current
stock price is assumed to reflect investors expectations for the stock, including future dividends
and price appreciation. The return on equity under the DCF model is the rate that equates the
current stock price and expected cash flows to investors.

In this case, the parties used two DCF models. The basic, or single-stage DCF
formula assumes a constant growth rate in future dividends. It is generally expressed as:

Ke = D:
Po e
Where:
ke = cost of equity;
D; = dividends per share over the next 12 months,
Po = current stock price; and
g = annua growth rate in future dividends per share.

The multi-stage, or complex DCF formula assumes that growth rates may change
over time. That formulais expressed as:

Po = D D, DN

+... 4
(1+ke)! (1 +key (1+ke)"

Where:
D; ... D, = the expected stream of annual dividends per share.

DCF Estimates

Hager-Vaach could not apply the DCF model directly to PGE, because the
company is no longer publicly traded following the merger with Enron Corporation. Therefore,
as aproxy for PGE, Hager-Vaach use three sample groups of electric utility companies. The
first group, which they had originally selected in their direct testimony, is comprised of
17 utilities listed in Moody’ s Electric Utility Index and Standard & Poor’ s Electric Utility Index.
The second and third sample groups are ones used by Staff in its testimony. Although PGE does
not agree with Staff’s sample groups, Hager-Vaach include them to demonstrate that the
different samples did not significantly impact the DCF calculations. Hager-Vaach use both the
single-stage and multi-stage DCF models.
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For their single-stage DCF analysis, Hager-Vaach estimate the dividend yield
(D1/ Py) as four times the most recent quarterly dividend payment divided by the stock price.*°
To calculate stock price, Hager-Vaach use the month-high closing price, month-low closing
price, and the month-end price for each month during the February through April 2001 period.

To determine future growth (g), Hager-Vaach use the br + vs method, which
allows for growth through stock issuance and through earnings growth. In this formula,
b represents the percentage of earnings retained by the company, and r represents the rate of
return investors expect to earn on the company’s book value. For these inputs, Hager-Vaach
rely on Value Line® forecasts. For the vs component, v represents the portion of the proceeds
from future stock expected to exceed book value, and s is the growth rate of the stock
outstanding. For these inputs, Hager-Valach use historical data.

For their multi-stage DCF analysis, Hager-Vaach separate dividend growth into
three stages. For the first stage, they use Value Line forecasts for the indicated dividend for the
next 12 months. These forecasts reflect implicit one-year growth rates. Hager-Valach estimate
the second growth rate as the annual growth rate occurring between 2001 and 2004. The 2004
dividend is estimated as an average of estimated dividends for the years 2003-2005, as estimated
by Value Line. For the fina growth rate, Hager-Vaach use the br + vscalculations they usein
their single-stage DCF.

For the three electric utility sample groups, Hager-Valach’'s single-stage DCF cost
of equity estimates range from 11.44 to 12.80 percent, while their complex DCF estimates range
from 10.90 to 12.13 percent.

Staff presents atotal of three DCF models: Conway’ s single-stage model and
Rothschild’ s single-stage and multi-stage models. Conway applies his single-stage DCF analysis
to a sample of 42 electric utility companies he believes are suitable for use as a proxy cost of
equity estimate for PGE. He limits his sample to companies covered by the Value Line
Investment Survey that are primarily engaged in retail sales of electricity, companies that have
not omitted an annual dividend in the past five years and for whom Value Line is forecasting
continued dividend payments, and those companies for whom he could calculate CAPM betas.

To compute his yield component, Conway uses reported stock prices for
January 11, 2001, and Value Line forecasts of dividend per share for each company for the next
12 months. To estimate future growth, Conway uses past dividend growth as an indicator of the
marginal investor’s expectations of future growth. For his sample of eectric companies,
Conway examines both the arithmetic and geometric means across the sample of historical
dividend growth. Conway’s single-stage DCF analysis produces a cost of equity estimate
between 7.75 and 8.0 percent.

Rothschild applies his single-stage DCF anaysis to four sample groups. First, he
examines the groups of electric companies selected by PGE in this proceeding and by PacifiCorp
in docket UE 116. Next, to confirm the reasonability of his estimates, he performs a DCF

30 Hager-Valach initially used a different methodology, but adopt this approach in response to Staff’ s testimony .
Although Hager-Valach believe that this approach causes the cost of equity to be understated, Hager-VVaach adopt it
for purposes of this case.

31 Value Line isawidely-circulated subscription service that provides independent analysis of stocks.
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analysis on the group of gas distribution companies used by PacifiCorp in docket UE 116, as
well as a group of water companies.

Rothschild considers dividend yield data at a recent point in time and over the last
year. First, he calculates dividend yield by dividing the most current annualized dividend rate
declared by each company by the spot stock price as of February 28, 2001 for each company. He
also divides the most current annualized dividend rate declared by the average high and low
stock price of each company over the year ended February 28, 2001. He increases the dividend
yield result by adding one- half the future expected growth rate so that the yield is equal to an
estimate of dividends over the next year.

To calculate a growth rate, Rothschild uses a br + vsformula similar to that used
by Hager-Valach, but with different data. He calculates b, the retention rate, based on a derived
dividend yield on book value, and r, return on book equity. To determiner, Rothschild examines
both analysts’ forecasts and historical data for returns on book equity. Finaly, he uses Value
Line forecasts for his vsinputs.

Rothschild’s simplified DCF results produce a cost of equity range of 9.17 to
9.24 percent for the PacifiCorp sample group, and arange of 9.47 to 9.71 percent for the PGE
sample group. He places no weight, however, on the results for the PGE sample group, which he
considers to be an upwardly biased example.

In his multi-stage DCF model, Rothschild separates dividend growth into two
stages. Hisfirst stage of the model is based on Value Line's forecasts for earnings per share and
dividends per share for 2000 through 2004. Because Value Line does not forecast a specific
earnings and dividend projection for every year in that period, Rothschild projects those omitted
years by extrapolating the available data.

Rothschild determines second stage earnings by multiplying the future book value
per share by the future expected return on book equity used to calculate future growth, g, in his
sngle-stage DCF model. Rothschild projects growth in his second stage for 40 years into the
future. Rothschild’s complex DCF results produce a cost of equity range of 9.71 to 9.81 percent
for PacifiCorp’s sample group of electric utility companies.

Disputed DCF Issues

Of the two DCF versions presented, the parties differ the most with regard to the
sngle-stage DCF model. Specifically, the parties disagree significantly on the proper method to
calculate the growth component. PGE criticizes Conway’ s single-stage DCF estimate, because
he uses historical data to estimate the growth rate component. While Rothschild uses the same
br + vsformula used by Hager-Valach to calculate growth, PGE claims that Rothschild's
estimates for retention ratios, b, and return on book equity, r, are highly subjective, downwardly
biased, and flawed. Staff counters that Hager-Valach’'s use of Value Line forecasts for retention
ratios, b, combined with an historic dividend rate in their calculations, seriously overstates the
cost of equity. Staff contends that the mismatch in the time chosen to estimate these two inputs
creates substantial and unnecessary error. These differences are so significant that Staff suggests
that the Commission smply reject the use of the single-stage version of the DCF model in favor
of the multi-stage formula.
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Staff and PGE agree that the single-stage version of the DCF model can only be
properly used if dividends, earnings, stock price and book value are expected to grow at the same
rate. The difficulty arises, however, in selecting the values to use for these inputs. PGE and
Staff disagree on whether the use of aforecasted retention ratio requires an adjustment to the
current dividend to avoid double counting. Both parties provide a reasonable basis for their
respective positions, but neither has sufficiently established why the opposing methodol ogy
should be rejected.

We have previously favored use of the multi-stage DCF analysis over the single-
stage DCF formula. In docket UG 132, In re Northwest Natural Gas Company, we noted that
the multi-stage DCF improves on the implicit assumption in the single-stage version that
dividends grow indefinitely at the same rate.3? This limitation of the single-stage DCF model is
even more significant given the ongoing restructuring of the electric industry. For this reason,
and in light of the parties’ significant disagreements over the proper application of the single-
stage DCF model, we adopt Staff’s recommendation to reject the single-stage DCF analysisin
favor of PGE’s and Staff’ s multi-stage DCF results. We conclude that the parties' single-stage
DCF analyses provide no information not already contained in their complex DCF analyses.
Parties are free to use the single-stage version of the DCF method in future dockets, but they will
be expected to show that the required industry stability is present.

Turning to the multi-stage DCF models presented, PGE identifies four primary
errors in Rothschild’s multi-stage DCF calculation, three of which relate to his second stage
growth projections. First, PGE criticizes Rothschild’ s estimate for expected return on book
equity, r. PGE notes that, while Rothschild claims to have relied, in part, on Value Line forecasts
for the companies in PacifiCorp’s sample group, he actually lowers that average by omitting the
company with the highest expected return—DPL, Inc. (DPL). Rothschild retained DPL in his
sample for the purpose of calculating market-to-book ratio (M/B).

Staff responds that Rothschild's exclusion of DPL isjustified, because the Value
Line forecast of a 23 percent return on equity for that company is not indicative of the return
investors expect could be maintained into the future. Staff notes that the 23 percent forecast is
more than three standard deviations above the mean for the forecasted returns for the sample
group, and that only one company earned more than 20 percent on equity in any given year out
of about 150 historic earned returns reported by Value Line.

Staff is correct that the Value Line forecast for DPL is high by historical
standards. The issue presented, however, is not whether to include DPL in the DCF estimate, but
rather if data for the company should be used selectively inthe analysis. As discussed above,
Rothschild excludes DPL to estimate return on book equity, but includes the company to
calculate his average M/B for the PacifiCorp sample group. This selective use of data overlooks
the interrel ationship between the various components of the DCF model. Given the high
forecasted return on book equity, it is likely that investors have bid up DPL’s stock price, which
is the numerator of the M/B calculation. Because a higher stock price produces a higher M/B, it
is not surprising that DPL, the company with the highest forecasted return on book equity, also
has the highest M/B. Thus, we agree with PGE that Rothschild has, in effect, decreased his cost

32 Order No. 99-697 at 23.
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of equity estimate by using DPL’s relatively high stock price but excluding the company in his
assessment of the expected returns that generated the higher stock price in the first place.
Accordingly, we conclude that Rothschild’s expected return on book equity for his second stage
of his DCF calculation should be adjusted to 13.37 percent—the value Rothschild used for the
last year (2004) of hisfirst stage calculation.

Second, PGE claims that Rothschild erred in calculating the retention rate, b.
PGE explains that, rather than relying on Value Line forecast, Rothschild reverts to a 2001
retention rate for his second stage growth projection. PGE observes that Rothschild' s reversion
to the 2001 retention rate creates a sharp discontinuity between the first and second stagesin his
model. PGE also contends that Rothschild provides no basis to disregard VValue Line forecasts in
his second stage. PGE notes, while he claims the current retention rate is “more consistent with
investor expectations,” Rothschild fails to provide any basis for that statement. PGE adds that he
also failed to sufficiently explain why he used the current forecast in this docket, when he had
used long-term forecasts in a prior Commission docket, UE 102.

In examining Rothschild’ s calculation of the retention rate, we are not
persuaded that current data should be used instead of forecasted rates. To explain his switch in
methodol ogies since docket UE 102, Rothschild refers to a large forecasted difference that
existed in an intervening case, but fails to explain whether a similar difference existed in this
case. He similarly fails to support his assertion that the current retention rate seems to better
represent investor expectations. Indeed, Rothschild’ s adjustment causes a steep decline in
retention ratios after 2004, reversing an upward trerd forecasted by Value Line. We concur with
PGE that the use of a forecasted retention rate should be used in this docket. We are not
precluding the use of historical retention rate information in future dockets, but parties
advocating such usage must justify the use of such data.

Third, PGE criticizes Rothschild’ s use of Value Line forecasts to estimate the sale
of newly issued stock, the sterm in vs. Although PGE admits that DCF inputs should, in
general, be based on forecasts rather than historical rates, PGE contends that an exception is
appropriate here, because Value Line does not forecast large but relatively infrequent public
offerings.

Staff disagrees and believes it inappropriate for PGE to favor the use of historical
data to estimate s, while strenuously arguing that forward-1ooking projections should be used for
both b and r. We agree. Moreover, while we acknowledge the difficulty in predicting large
offerings, PGE failed to establish that Value Line expressly excludes the possibility of such
offerings in forecasting future sales of newly issued stock. Moreover, Staff demonstrated that
the historic datais miseading, since new stock sales as a percentage of the amount of stock
outstanding has been in a steep decline. Based on this record, we conclude that projections
should be used to estimate the sale of newly issued stock in this docket.

PGE contends that the fourth flaw in Rothschild’s multi-stage DCF model is his
calculation of stock price using a mismatched M/B. PGE explains that, for each stock in the
sample group, Rothschild calculated a M/B using a February 28, 2001 stock price but an
estimated book value as of year-end 2000. He then used the sample average M/B rate of 1.78 to
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calculate a sample average 2000 stock price for his first value for market price—$38.47.%% PGE
claims that Rothschild should have used, for his first value for market price, the actual average
stock price of $36.99.3% By using the higher stock price, PGE contends that Rothschild drove
down the cost of equity, because the higher the stock price, the lower the discount rate—which is
the cost of equity in the multi-stage cal culation—needed to equate future cash flows to the stock
purchase price. PGE adds that the use of the correct, lower stock price, also requires reducing
the M/B, since the stock price serves as the numerator in that calculation. Otherwise, PGE
explains, the cost of equity will be overstated.

Further, PGE claims that Rothschild used the wrong denominator for his M/B.
PGE observes that, for this figure, Rothschild used Value Lin€e's estimated book value for the
sample for year-end 2000, which ignores the growth in book value expected to occur by
February 28, 2001. Thus, PGE contends that, in his analysis, Rothschild should have added to
the year-end book vaue one-sixth of the expected growth in 2001. This, according to PGE,
resultsin a book value of $21.70, and aM/B of 1.70. PGE adds that this lower M/B resultsin
lower proceeds from the sale of stock and, all things being equal, reduces the cost of equity.

We agree with PGE’ s observations and conclude that Rothschild’s multi-stage
DCF estimates should be adjusted so that the average stock price on February 28, 2001 of
$36.99 is used for the hypothetical stock purchase. There is no explanation why an investor
would irrationally pay $38.47 for a stock that he or she can buy on the market for $36.99.
Moreover, because of this adjustment, both the numerator and denominator of Rothschild’s
M/B calculation should also be modified. For the numerator, Rothschild should have used the
average stock price of $36.99; for the denominator, Rothschild should have increased year-end
2000 book values by one-sixth of the increase in the estimated year-end 2001 book values.

2. Capital Asset Pricing Model (CAPM)

Another method of estimating cost of equity isthe CAPM. The CAPM isarisk
premium analysis that calculates the expected equity return by adding arisk premium to a*“risk free”
rate of return. Risk is represented by the term “beta,” which measures the stock’ s volatility relative
to the market as awhole. The beta for the market is equal to one. Therefore, a stock with a beta
greater than one is more risky than the average stock, while a stock with a beta of less than oneis
less risky than the average stock. The risk premium is generally calculated by multiplying the
company’s beta by the difference between the expected market return and the risk freerate. The
formulais generaly stated as follows:

Ke = Risk-freerate + beta (market risk premium)
CAPM Estimates
Only Staff presents ROE estimates based on the CAPM. Conway’s CAPM
analysis relies on the traditional formula set forth above. Assuming that investors have

intermediate-term investment horizons, Conway calculates a risk-free rate based on an average
of intermediate-term U.S. Treasury notes. Averaging the yields-to-maturity of the 5-, 7-, and

33 See Staff/702, Rothschild Schedule JAR 5, page 1, column 9.
34 See Staff/701, Rothschild Schedule JAR 3, page 1, column 5.
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10-year U.S. Treasury securities quoted in the March 21, 2001 edition of The Wall Street
Journal, Conway calculates arisk free rate of 4.7 percent.®

Using Staff’ s traditional Fisher-Kamin method and a new GARCH approach,
Conway then calculates a beta for his sample group of electric utility companies of between
0.26 and 0.29. He estimates the sample companies beta by “regressing” their stock returns—
minus a risk-free proxy rate—on the combined portfolio of NY SE/AMEX/NASDAQ stock
returns—minus a risk-free rate proxy. Conway notes that his beta cal culations may require some
subjective adjustment, because they are significantly lower than historical beta estimates. Noting
that 5-, 7-, and 10-year moving averages for beta estimates are 0.40, 0.42, and 0.44, respectively,
Conway believes it is reasonable for the Commission to rely on the longer-term historical betain
this docket.

To estimate the expected market risk premium, Conway assumes that the average
market risk premium over a large number of historical intermediate-term holding periodsis a
reasonable estimate of the expected intermediate-term market risk premium. He estimates the
average historical intermediate term market risk premium by calculating the difference between
expected compounded returns on the market portfolio and the compounded returns on the risk
free asset over an intermediate period. The difference is then annualized.

To make his estimate, Conway uses monthly returns from 1926 to 1999 for all
NY SE/AMEX/ NASDAQ stocks as a proxy for the theoretical market portfolio returns. He then
estimates the risk- free rate over that period by using 1926 to 1999 data on intermediate-term
U.S. Treasury securities. Next, he separates the 1926 to 1999 data into holding periods of five to
ten years each, such that all the data were used just once. Finally, he calculates the average rate
of return difference between holding the market portfolio and holding the risk-free rate over the
intermediate-term.

Conway estimates a range of historical market-risk premia of 6.6 to 6.8 percent.>’
Inserting these figures into the CAPM formula with his beta range of 0.29 to 0.44 and arisk free
rate of 4.7 percent, Conway estimates a range of cost of capital for his electric utility company
sample of 6.6 to 7.7 percent.

Rothschild uses two different versions of what he calls the “CAPM/risk premium
method.”*® His first version estimates the cost of equity by adding the historic inflation premium
to investors' current expectation for inflation. In this calculation, Rothschild first estimates the
expected rate of inflation to be 2.0 percent by comparing the yields on Treasury bonds with
inflation-indexed Treasury bonds. He then adds this 2.0 percent factor to a 6.6 to 7.2 percent

35 Inits opening brief, Staff updates the risk-free rate to 4.8 percent, based on the arithmetic average of the three
U.S. Treasury rates listed in the June 20, 2001 edition of The Wall Street Journal .

36 Staff explains that the GARCH approach was developed by Dr. Curt Wells, Professor of Economics at the Lund
University in Sweden.

37 Conway also derives market risk premium cal cul ations based on the recommendations of Dr. Pettit, who reviewed
Staff’s risk premium estimation proceduresin 1999. Utilizing Dr. Pettit's recommended approach, Conway
estimates the market risk premium to be 4.5 to 4.8 percent. Conway does not rely on these estimates in his CAPM
recommendation, however.

38 Although these can fairly be called risk premium methods, we do not consider them versions of CAPM.
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historic return on common stocks net of inflation to get an inflation risk premium indicated cost
of equity for an investment average risk of 8.6 to 9.2 percent.

Rothschild adjusts this return to account for the lower than average market-risk
for the electric utility sample group. To accomplish this, he subtracts the 4.83 percent yield on
90-day U.S. Treasury bills from the historic return on common stocks. He then multiplies this
figure by the average Value Line beta for the PacifiCorp sample group of 0.53 to derive a0.94 to
1.26 risk adjusted equity premium. Finaly, Rothschild adds this risk adjusted equity premium
back to the 6.6 to 7.2 percent range of historic returns on common stocks to derivea 7.77 to
8.09 percent risk premium for the sample group.

In his second risk premium analysis, Rothschild estimates PGE’ s cost of equity
based on an increment to the historic annua earned returns. He makes four separate calculations
using various interest rates—ranging from 4.83 to 6.71 percent—as his risk-free rate, and various
market risk premia—ranging from 3.51 to 5.33 percent. Rothschild takes the average of these
four calculations using both an average risk beta of 1.0 and the Value Line beta of 0.53 for electric
utilities. Under this methodology, he produces a cost of equity range of 7.60 to 9.55 percent.

To arrive at his final recommendation, Rothschild averages the high-end and
low-end of his two methodol ogies to obtain a range of 7.69 to 8.82 percent, with a midpoint of
8.25 percent.

Disputed CAPM |ssues

PGE beginsits criticism of Staff’s CAPM analysis by attacking the reliability of
the model itself. PGE contends that there are several problems with the CAPM model in general,
and with Staff’s Fisher-Kamin version of CAPM, in particular. PGE contends that these
problems are so significant that the Commission cannot rely on CAPM estimates to establish an
ROE for the company.

PGE argues that the most persuasive evidence against the use of CAPM in this
case is the unredlistically low results it is producing. PGE observes that both Rothschild and
Conway made numerous ad hoc adjustments to artificially inflate their CAPM results. PGE
clams that Rothschild and Conway’ s true CAPM results are uniformly below the company’s
cost of new, long-term debt, which is 8.17 percent.*® PGE contends that such low results are not
consistent with financial theory—that the return on ariskier asset, like common stock, should be
higher that the return on a less risky asset, like long-term debt.

39 PGE contends that Rothschild’ s true CAPM/Inflation Risk Premium results yield arange of cost of equity of
6.83 to 8.58 percent, not 7.60 to 9.55 percent as reported in histestimony. PGE asserts that Rothschild inflated his
results by using, without explanation, abeta of 1.0 to calculate one of hisfour findings. PGE also claimsthat, in his
inflation-based analysis, Rothschild uses an unconventional method to cal culate the company-specific risk premium
that increased his estimate by 94 basis points.

Similarly, PGE contends that Conway’s CAPM results would have been significantly lower had he
followed Staff’ s traditional CAPM approach or adopted the recommendations made by Drs. Wells and Pettit for
calculating betas and market risk premium. For example, PGE notes that, while Conway cal culated the Fisher-
Kamin betato be 0.29, he actually used a beta of 0.44 derived from a 10-year historical average. PGE believes that
this adjustment is contrary to Staff’ s traditional endorsement of the Fisher-Kamin methodology, namely that it
allows betas to change over time.
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Staff defends the CAPM model and disputes PGE'’ s specific criticisms. Staff
notes that the CAPM model is a commonly accepted method of determining cost of equity and
contends that the CAPM estimates here provide important insights into PGE’ s cost of equity.
Staff acknowledges that the CAPM may be currently understating the cost of equity due to
present market conditions. Nonetheless, Staff adds that Conway and Rothschild took this fact
into consideration and liberally rounded up the results in their analyses.

This Commission has relied on the CAPM as an appropriate method for
estimating a utility’s cost of common equity for over 20 years. Recently, however, many utilities
have argued against its use for reasons similar to those presented by PGE in this proceeding. To
date, this Commission has rejected those arguments, concluding that the CAPM remains aviable
method for determining cost of equity. *°

We acknowledge that Staff’s CAPM methodology faces its biggest challenge yet.
Staff cannot escape the fact that its CAPM analyses appear to be producing results below PGE’s
current cost of new, long-term debt. While Staff recognizes that the CAPM may be currently
understating cost of equity, it is unable to fully explain the significant drop in the Fisher-Kamin
betas used in its calculations.** It has also failed to convince us that its upward adjustments and
rounding of results have accurately and fully compensated for the current CAPM deficiencies.

While the results in this case cast further doubt on the validity of Staff’s CAPM
methodology, we do not believe that CAPM should be rejected in its entirety. We continue to
believe that, in certain cases, CAPM analyses may provide a useful and reliable addition to the
DCF results for determining cost of equity. After our review of the resultsin this case, however,
we further conclude that the CAPM does not provide supportable and reasonable results in this
docket. Accordi nglg/, we give no weight to the CAPM results in determining an appropriate cost
of equity for PGE.*

3. Risk Positioning Method

The Risk Positioning Method is arisk premium model that estimates the cost of
equity by adding a premium for risk to a current or expected interest rate. In this analysis, PGE
contends that the non-stipulated ROE decisions by regulatory bodies provide, on average,
unbiased estimates of the cost of equity for electric utilities. By measuring differences between
the authorized returns on equity and the yields on electric utility corporate bonds and yields on
U.S. Treasuries, PGE calculates ranges of estimates of the equity risk premium. The company
then adds the equity risk premia estimates to the current bond and treasury yieldsto derive a
range for cost of equity.

In their analysis, Hager-Valach rely on approximately 500 reported, nor
stipulated ROE decisions dating back to January 1983. Using the Risk Positioning Method with
corporate bonds Hager-Vaach estimate arisk premium of 3.44 percent. Adding that figure to
the yield from PGE’s most recent non-callable bond (8.19 percent) and the yield for A-rated

0 See, e.g., Order No. 99-697 at 19.

41 Conway’s 0.29 beta is based on data through the year 1999. Using data through the year 2000, PGE found that
the Fisher-Kamin beta for companiesin Conway’s sample declined to 0.09—arisk figure close to that for U.S.
Treasuriesthat are used asthe “risk-free” ratein CAPM calculations.

“2 This conclusion also applies to Rothschild’s “CAPM/Risk Premium” analyses.
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bonds from the S& P Bond Guide (8.21 percent), Hager-Valach produce a range for PGE’ s cost
of equity of 11.28 to 11.48 percent.

Hager-Valach calculate a risk premium range of 5.70 to 5.80 percent using the
Risk Positioning Method with U.S. Treasury Bonds. Adding that range to the 7- year
U.S. Treasury rate for 2002 using the WEFA forecast (5.39 percent), Hager-Vaach calculated a
range for PGE’s cost of equity of 11.09 to 11.19 percent.

Staff contends that the Commission should place little weight on PGE’s Risk
Positioning Method for three primary reasons. At the outset, Staff notes that the proposed
methodology is not a commonly accepted method for determining cost of equity. Second, Staff
believes that PGE’ s proposed analysis is flawed, because it measures cost of equity without a
review of whether the alowed return, relative to the interest rate, is more or less than the cost of
equity actually demanded by investors.

Next, Staff contends that PGE’ s Risk Positioning Method suffers from omitted
variable bias. Staff explains that, in conducting a regression analysis, it is critica to include all
relevant variables to eliminate bias. While PGE admits that many factors influence commissions
in setting the return on equity, such as business risk, interest rate risk, financial risk, and liquidity
risk, Staff points out that the company’s Risk Position Method fails to consider them, instead
relying solely on lagged treasury rates. Because PGE fails to include al the relevant variables
relied upon by the various commissions, Staff contends that PGE’ s regression equation suffers
from omitted variable bias and should be rejected.

This Commission rejected a similar risk-positioning method proposed by another
utility in arecent rate case.** We reach the same conclusion here. As Staff notes, PGE's
proposed methodology using authorized ROES and yields on treasuries and corporate bonds is
unconventional and has not been accepted by other regulatory agencies as a reliable means for
determining cost of equity. Because the methodology is not based on accepted regulatory
principles, we decline to adopt it for use in this proceeding.

4, ROEs Authorized by other Regulatory Commissions

In addition to their DCF and Risk Positioning Method estimates, Hager-Valach
rely on recent authorized ROE decisions by other regulatory commissions. Hager-Vaach note
that, during the last twelve months, electric utilities received an average authorized ROE of
11.6 percent, with arange of 11.0 to 12.9 percent. Because an investor will consider this type of
information when making an investment, Hager-Valach believe that PGE should be awarded a
common equity return within this range.

Staff objects and contends that PGE’ s proposal is circular in reasoning, because
decisions would simply be based by looking at what other commissions allow. Staff adds that
PGE'’ s proposal would have the effect of improperly transferring to other jurisdictions the
Commission’s obligation of setting cost of equity for Oregon utilities. Finally, Staff notes that
the Commission rejected a similar request made by NW Natural in docket UG 132:

“3 See, e.g., Order No. 99-697 at 19.
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“NW Natural contends that the Commission should rely on recent
common equity return decisions made in other jurisdictions. We
disagree. As Staff and NWIGU point out, there is frequently a
substantial lag between the time evidence is prepared in a rate case
and when a decision isfinally rendered. Because interest rates
have been steadily declining during the past severa years, the
failure to account for the regulatory lag could result in an
overstatement of cost of capital. Moreover, as noted above, the
authorized ROE isjust one component of setting rates and is often
tied to other, unknown elementsin arate case. Therefore, while
other ROE determinations may provide evidence to confirm a
decision, we are reluctant to base an award for NW Natural on
unknowable parameters from other cases, set in other jurisdictions
and different capital market conditions.”**

PGE believes that areview of other authorized ROEs is relevant to determine
investor’s expectations. Because an investor views a commission decision as the utility’s best
estimate of the cost of equity at the time of the decision, PGE maintains that the investor will go
elsawhere if the authorized ROE is set too low for the risk of the investment. PGE adds that,
contrary to its argument here, Staff has previously asked the Commission to consider ROE
decisions from other jurisdictions. Asan example, PGE notes that Staff referred the Commission
to a decision by Nevada Commission to justify its ROE recommendation in docket UG 132.%

We adhere to our prior determination that, while other ROE determinations may
provide confirmation of a decision, they should not be used as an independent method on which
to base an award. Capital market conditions, not regulatory decisions, determine a utility’ s cost
of equity. While we agree that regulatory agencies generally make every effort to capture those
conditions, areview of past decisions cannot replace an independent analysis of current market
conditions and how they affect the particular utility. Moreover, ROE determinations are made
not just in traditional rate cases, but also in arange of other proceedings, such as industry
restructuring plans, merger approval cases, or performance-based regulatory plans. Thus, the
ROE awards may have been based, in part, on other unknown parameters relevant in that
particular docket.

Accordingly, we will continue to review ROEs authorized in other jurisdictions to
help gauge the reasonableness of the cost of equity estimates derived from independent
methodologies. We will not, however, rely on such decisions to base an ROE award for a utility.

5. Qualitative Analysis

Staff’s final cost of equity estimate is based on a qualitative analysis that updates
the Commission’s most recent contested ROE decision. Conway notes that, in docket UG 132,
Order No. 99-697, the Commission set rates for NW Natural based on a return on equity of
10.25 percent. There, the Commission adopted a market risk premium of 8.5 percent, arisk-free
rate of 6.3 percent, and a beta estimate of 0.46, to obtain arounded CAPM estimate of

44 Order No. 99-697 at 23.
5 Order No. 99-697 at 24.
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10.2 percent. The Commission averaged that estimate with a DCF estimate of 10.3 percent to
obtain a10.25 percent cost of equity.

Updating those figures with new information, Conway presents a range of
estimates for PGE’s cost of equity from 8.3 to 10.1 percent. Conway provides this range as an
upper bound for ROE estimates.

While recognizing that Conway’ s qualitative analysis favors the company, PGE
contends that it is misleading and unprincipled. PGE notes that Conway developed its upper cost
of equity estimate of 10.1 percent using: (1) the Fisher-Kamin betafor NW Natural; (2) an
updated 1999 estimate for the market risk premium plus 150 basis points; and (3) the 6.3 percent
risk-free rate used in that prior docket. PGE questions how the 1999 beta for Northwest Natural
is applicable to PGE in this case, and why Conway relies on an outdated risk-free rate even
though he acknowledges that it is contrary to Commission policy. PGE believes that Conway’s
analysis is unprecedented and another example of the contortions through which that Staff is
willing to go rather than admitting that the Fisher-Kamin CAPM is not producing realistic
results.

Staff responds that PGE misrepresents its qualitative analysis. Staff explains that
it provided the qualitative analysis to give an upper bound to the range of reasonable cost of
equity, consistent with the Commission’s internal operating guidelines.*® Furthermore, Staff
notes that its testimony made clear that the analysisillustrated various permutations and
combinations of factors to update the Commission’s decision in docket UG 132.

We acknowledge and commend Staff’ s efforts to provide additional analyses for
our review of thisissue. Nonetheless, we agree with PGE that the adjustments included in the
gualitative analysis are not sufficiently linked to the company to provide a valid cost of equity
estimate in this docket. Accordingly, we give it no weight.

Commission Resolution

We begin with the range of rates of return on common equity offered by each of
the parties. For the reasons stated above, we reject the parties' single-stage DCF estimates,
Staff’s CAPM and risk premium calculations, PGE’s Risk Positioning and Comparison to
Authorized methods, and Staff’s Qualitative Analysis. Focusing on PGE multi- stage DCF
calculations, we adjust Hager-Valach’ s estimates by using Value Line forecasted information to
calculate s, the growth rate of new stock. This produces a cost of equity range of 10.4 to
11.5 percent, with a mid-point of 10.95 percent.

Turning to Rothschild’s multi-stage DCF analysis and using the PacifiCorp
sample group and actual stock closing prices as of February 28, 2001, we first adjust his estimate
by using the average forecasted retention rate, b, for 2004 (43.74 percent) throughout his second
stage. Thisincreases hisoverall cost of equity estimate to 9.89 percent. Next, we adjust
Rothschild's second stage input for the expected return on book equity, r, by using the year 2004

“ Those guidelines provide that Staff is “responsible for ensuring that the record includes arange of legally
supportable positions so that the Commission has options when making afinal decision.” Order No. 01-253, App C
al
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value of 13.37 percent. This adjustment further increased Rothschild’s DCF estimate to

10.13 percent. Finaly, we correct Rothschild’s inputs for the stock purchase date and price set at
February 28, 2001, and adjust his M/B accordingly. This produces afina adjusted DCF estimate
of 10.53 percent.

Together, these two adjusted estimates produce a cost of equity range of 10.53 to
10.95 percent, with a mid-point of 10.74 percent. We round this number to 10.75 percent. We
find that this average of 10.75 percent is an appropriate cost of equity for the comparable group
of electric utilities. We conclude, however, that this figure should be adjusted for PGE, whose
capital structure contains a substantially higher percentage of common equity than the average
for the comparative group of electric utilities.

It iswell understood by finance practitioners and theoreticians that the cost of
equity drops as the percentage of common equity in the capital structure increases. Because the
average amount of common equity in the capital structure of the comparable group of electric
companies was 45.14 percent compared to 52.16 percent for PGE, it necessarily follows that
PGE has alower cost of equity. PGE’s capital structure is therefore less risky, and its cost of
common equity should be adjusted accordingly.

The question therefore becomes how much of an adjustment should be made.
This record contains varying estimates that the cost of equity for regulated electric utilities
decrease anywhere from 4 to 13.8 basis points for each one percent increase in the level of
common equity in the capital structure. We find Rothschild’' s proposed 25 basis point reduction
to be a reasonabl e adjustment to account for the above average percentage of common equity in
PGE's capital structure. Contrary to PGE’s arguments, this reduction does not constitute a
“penalty.” Rather, it is smply an adjustment to acknowledge PGE'’ s reduced financial risk due
to itsincreased level of common equity in its capital structure. Reliance on the stipulation in
docket UM 814 is reasonable for the purpose of establishing a capita structure for PGE. The
stipulation, however, cannot reasonably be used to argue for an ROE that does not correspond to
the adopted capital structure.

Accordingly, we will adopt this adjusted average of 10.50 percent as an
appropriate and reasonable cost of equity for PGE.*’ Evidence shows that this award will allow
PGE to maintain a reasonable financial structure and attract capital at a reasonable cost. Using
this figure in connection with other stipulated capital costs and the company’s capital structure,
which we find reasonable and adopt, yields arate of return for PGE of 9.09 percent.

Capital Component Ratio Cost Weighted Cost
L ong-term Debt 46.32 % 7.508 % 3.48 %
Preferred Stock 1.53 % 8.432 % 0.13%
Common Equity 52.16 % 10.50 % 5.48 %
Total | 100.00 % 9.09 %

Finally, we close this subject with a short discussion on efforts expended in this
docket to fix areasonable ROE for PGE. ROE determinations have always been a fundamental

“” Given this conclusion, we need not address PGE’s argument that Staff’s ROE recommendation, if adopted, would
impair the company’ s bond ratings.
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part of utility regulation and, despite a decline in the frequency of traditional utility rate cases,
continue to play an important role in ratemaking. The task of determining a reasonable ROE,
however, is often one of the most difficult and contentious aspects of arate case proceeding.
This docket was no different. PGE and Staff presented ROE testimony from seven witnesses and
submitted over 600 pages of prefiled testimony and supporting documents. They required two
full days of hearing on the ROE issue, at which they introduced approximately 30 new exhibits.
After hearing, PGE and Staff produced over 100 pages of legal argument on the issue, and spent
amajority of their time at oral argumert addressing the issue to the Commission.

We recognize the inherent complexity of the issue, and that it may be impossible
to devise a method to make the process of determining a reasonable ROE an agreeable one.
Others with more time and expertise have tried to establish a consensus on the overall efficacy of
ROE techniques and methodologies, but failled. It appears that contention over ROE is
unavoidable. Nonetheless, while we recognize our inability to make the ROE process easy, we
believe that the adoption of certain principles on this matter will make the process of setting a
reasonable ROE easier. Based on our experience in this and in other dockets, we offer
guidelines, set forth in Appendix A, for witnesses providing cost of equity recommendations.

. PRICING

The parties to this docket largely agree with PGE’s proposed pricing structure,
tariff building blocks, rules and regulations, rate design and rate spread. ICNU, OSM, and OOE
disagree with specific proposals, which we address below.

1. Customer Impact Offset

To help mitigate the rate impact on customers, PGE proposes to limit rate
increases to not more than 150 percent of the overall average increase in base rates.
Consequently, PGE proposes prices for Schedules 38, 48, 49, 93, and 97, that are less than the
cost of service. To offset the revenue lost by this limitation and the effect of certain special
contracts, PGE proposes to increase the energy charges of the remaining schedules.

While it acknowledges the need to mitigate large rate increases, ICNU contends
that it is equally important to have an orderly transition to cost-based rates. Therefore, rather
than embed a subsidy in base rates, ICNU recommends that PGE establish an adjustment
schedule to phase out the customer impact offset over a two- to five-year period. ICNU explains
that the adjustment schedule should be implemented such that, once a year, prices are increased
for schedules whose prices are significantly below the long run incremental cost (LRIC) of
service and reduced by a corresponding amount for the remaining schedules.

Commission Resolution

If adopted, ICNU’ s proposal would move al customersto LRIC in aslittle as two
years, essentially eliminating the customer impact offset. Even under a full five-year period, the
Commission would be required to determine how much certain rates should be increased,
resulting in administrative difficulty and confusing price changes. In the past, this Commission
has phased out the customer impact offset and similar offsets in conjunction with other general
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rate changes. We affirm that practice, which allows us the opportunity to consider the impact of
rate changes on all customer classes at the time that general rates are being changed.

2. Non-Conforming Load Charge

PGE’ s proposed Schedule 83 and 583 includes a Nonconforming Load Charge of
$5.60 per kW/month.*® PGE explains that this charge is needed to offset the costs required to
maintain generating capacity for these highly variable loads.

OSM contends that PGE failed to establish that the charge is either necessary or
that the amount is appropriate. Therefore, OSM asks the Commission to reject the proposed
charge. In the alternative, OSM requests that, if the Commission determines a specia chargeis
necessary to cover the cost of load following and load regulation for highly variable loads, the
charge should be based on the actual costs associated with providing the service.

Commission Resolution

We conclude that PGE’ s proposed non-conforming load charge is premature.
PGE admits that no customers will be subject to the charge until 2004. While PGE claims that
the charge is proposed to recover the costs of regulating capacity, it is not known what those
costs will be at that future date to serve these variable loads. Accordingly, we reject PGE's
proposed non-conforming load charge. During the next three years, PGE will have the
opportunity to observe industry developments and propose, at a more timely date, an appropriate
charge for load following and load regulation for non-conforming loads.

1.  OTHER ISSUES
1. Emergency Default Service

PGE’s Schedule 82 is designed to provide back-up service for any direct-access
customer that loses its Electricity Service Supplier (ESS) and has not provided PGE with the
notice required to receive service under the applicable standard offer service rate. PGE proposes
to provide Emergency Default Service under Schedule 82 on arestricted “as available” basis.
Schedule 82, as proposed, provides in part:

“In all territory served by the Company, Emergency Default
Service shall be provided by the Company as available. The
Company may restrict customer loads returning to this schedule if
it experiences constraints in the availability of electricity.”

PGE explains that the purpose of the “as available” language is to prevent a
returning direct access customer from causing PGE to curtail service to other customers who did
not go to direct access or who are already on Schedule 82. Without limiting the availability of
emergency default service, PGE explains that these direct access customers—who do not pay to
have backup resources in case their ESS fails—would have the ability to get firm service under

“8 PGE defines “nonconforming loads” as consumer loads grater than 10 MW that routinely cycle up and down
during the course of the day at arate of at least 10 MW per minute.
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Schedule 82 for free. PGE contends that other customers should not be required to suffer rolling
outages to provide emergency default service or to pay for standby resources for direct access
customers.

Staff and ICNU contend that PGE’ s proposal is discriminatory and could act as a
barrier to competition. Because PGE remains the provider of last resort within its service
territory, Staff notes that the company is obligated to provide safe and adequate service to all
customers within its service area regardless of whether the customer is returning to uility service
or has remained as a PGE customer. Thus, Staff contends that PGE should not be permitted to
treat customers who choose direct access and subsequently return to PGE’ s Schedule 82
differently than other customers within its territory.

ICNU adds that ORS 757.622 requires the Commission establish terms and
conditions for emergency default service for direct access customers that “provide for viable
competition among electricity service suppliers.” It adds that any customer with critical
reliability concerns or large costs associated with a disruption of service could be dissuaded from
going to direct access under PGE’ s proposed Schedule 82.

Commission Resolution

We share ICNU and Staff’s concerns. For the successful implementation of
SB 1149, it isimportant that direct access customers be treated equally to those customers who
remain with the utility. For that reason, we agree that customers who choose direct access
should not be limited to default service on an “as available” basis. We are not persuaded by
PGE’s claims that the restriction is necessary to protect existing customers. AsICNU notes,
PGE'’ s argument focuses on extreme conditions when power is not available at any price and
rolling blackouts are imminent. Under such conditions, PGE’ s ability to offer Schedule 82 on an
“as available” basis would not guarantee service reliability for existing customers. Furthermore,
contrary to PGE’s claim, returning customers would not be receiving firm service under
Schedule 82 for free. Initsfiling, PGE proposes to charge a 25 percent premium on the Dow
Jones Mid-Columbia Daily on-peak and off-peak Firm Electricity Price Index for emergency
default service under Schedule 82. While PGE claimsin its brief that this premium covers only
the administrative costs, its testimony explains that the premium is necessary to mitigate the risk
associated with the supply of emergency default service and “to cover the unpredictable nature of
service under this rate.”*

PGE’s Rule K Curtailment Plan specifies that the utility may initiate certain
actions “when necessary or prudent to protect the performance, integrity, reliability, or stability
of the Company’s electrical system or any electrical system with which it is connected.” We
agree with ICNU that PGE should follow the Rule K procedures for Schedule 82 customers
under short-term emergencies. Accordingly, we adopt ICNU’s recommendation that PGE’s
Schedule 82 conditions be modified so that the “Available’ section reads:

“In al territory served by the Company. The Company may
restrict Consumer load returning to this schedule in accordance

49 5pe PGE/100, Fowler-Lesh at 12.
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with Rule K, Curtailment Plan and Stage 5 Utility Actions under
short-term emergency conditions.”

2. Refusal of DASR

A Direct Access Service Request (DASR) is an electronic notification provided
by an ESS to PGE that a customer has selected the notifying ESS as the customer’s supplier of
electricity service. As applicable here, PGE proposes that the company should have the authority
to refuse a DASR when:

1) The Company has not received full payment from the
Consumer for past due amounts or other obligations related
to regulated charges from a Consumer’ s prior Electricity
Service account(s) unless such charges are part of a
pending Consumer dispute; or

2 The Company has not received full payment or the
Consumer or ESS has not made an arrangement to pay the
balance on an existing Budget Payment Option or other
agreements.*®

Staff objects to PGE’s proposal and believes that, if the ESS has not paid PGE,
the customer should not be held hostage and not be allowed to switch electricity suppliers. It
contends that the consumer should be allowed to switch and that PGE should address non
payment issues through its disconnection policies. PGE responds that Staff’s proposal simply
creates a potential conflict between PGE, the customer and ESS. It contends that it would be
simpler to alow the company to refuse the request until past due amounts are paid, rather than
requiring it to make the switch and then subsequently disconnect the customer from its new
service supplier for nonpayment of past bills.

Commission Resolution

Both parties raise valid concerns. A customer should not be held hostage due to
the misconduct of its ESS. At the same time, however, it would be confusing and
administratively burdensome for the company to switch a customer to a new ESS, then
disconnect the customer for unpaid charges from a prior account. We believe it is appropriate to
focus on the party at fault. PGE's Rule H should be amended to allow the company the limited
ability to refuse arequest for direct access for a customer if that customer has not fully paid PGE
for prior regulated services rendered. PGE should not be allowed to refuse a DASR where the
ESS, not the end-user customer, has failed to make full payment.

3. Offsetting Termination Payments

PGE has proposed that its ESS service agreement allow any termination payment
owed to the defaulting party to be offset against any amounts due or owed by the defaulting party

*0 See Advice No. 00-14, PUC Oregon No. E-17, Original Sheet No. H-15, as marked in copy attached to PGE’s
Opening Brief.
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or any of its affiliates to the non-defaulting party. ICNU does not dispute the ability to offset,
but contends that it is not industry practice for the offset to include the nondefaulting party’s
affiliate under any other agreements.

Commission Resolution

We disagree with ICNU’ s contention. As PGE explains, the language contained
in the ESS service agreement was modeled after the Edison Electric Institute Master Purchase
and Sale Agreement, which is becoming the model for power purchase and sal es agreements
throughout the country.

4. Portfolio Fees

PGE'’s proposed Rule J addresses dligibility requirements and enrollment terms
and procedures for residential and small norntresidential customers participating in the portfolio
options and standard offer service. After an initia free enrollment period, PGE proposes to
charge residentia customers a $5.00 fee each time a portfolio selection is made or changed.

PGE proposes a $20 switching fee for small non-residential customers moving between portfolio
options or switching to or from direct access or the standard energy offer.

CUB and Portland believe that PGE’ s proposed switching fees will create
economic disincentives for customers to exercise choice. Portland contends that PGE should
recover any administrative costs by recovery through rates, not by separate fees to individual
customers. Portland recommends that PGE recover the modest costs associated with option
enrollment and switching through the basic charge. Portland maintains that a separate charge
would be confusing and unnecessary, and impede access to hew electricity options.

Commission Resolution

We first note that PGE’ s proposed fees are authorized by OAR 860-038-
0220(9)(e), which provides that “an electric company may impose nonrecurring charges to
recover the administrative costs of changing suppliers or rate options.” CUB and Portland offer
no evidence that the proposed fees are so high as to prevent a customer from switching services
or providers. In fact, as PGE notes, many service providers might offer to pay any switching
fees, asis common in the telecommunications industry. We find no reason why PGE should not
be allowed to charge these fees to customers on a cost-causation basis under the SB 1149 rules.

5. Pur chase of Transmission Services

In its Schedule 600, PGE proposes the requirement that an ESS must purchase
firm transmission service on a monthly basis under PGE’s Open Access Transmission Tariff.
Portland contends that the minimum duration of purchase of transmission services by ESSs
should be reduced from one month to one day. Portland notes that PGE’ s merchant function can
purchase transmission services for as little as one day.
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Commission Resolution

We are not persuaded by Portland’s argument. As PGE notes, Portland attempts
to compare transmission for merchant trading with transmission to serve retail load. PGE must
secure transmission service for its retail service customers on afirm basis to ensure reliable
service. ESSs should not be allowed to provide any less reliable transmission services. Indeed,
OAR 860-038-0590(2) requires electric companies to coordinate the filings of tariffs “to ensure
that all retail and direct access customers are offered comparable services at comparable prices.”
Moreover, if ESSs were to purchase non-firm transmission on a daily basis, they would run the
risk that no transmission would be available on certain days because firm purchasers take priority
over the short-term and non-firm purchasers. We believe that, like PGE, ESSs should be
required to secure firm transmission on a long-term basis.

6. Merchant Trading Fee

Staff seeks to impose a one-half percent fee on the absolute value of al PGE’s
Merchant Trading Activity. Staff proposes the fee to compensate ratepayers for the use of
expertise gained in PGE’ s regulated trading operations. It believes that PGE’ s unregulated
Merchant Trading activity benefits from the knowledge and expertise its traders gain from
conducting trades for the company’ sretail customers.

PGE objects to the proposed fee. It contends that the fee is prohibited by the
stipulation approved by the Commission in the EnronPGE merger, docket UM 814, in which
PGE agreed to pay ratepayers $105 million for the expertise used or to be used in PGE’'s
unregulated wholesale trading activities. It relies on Paragraph 20A of that stipulation, which
provides, in relevant part:

“Enron and PGE are obligated to provide PGE's customers $105
million upon merger completion, which represents full payment for any
entitlement PGE's customers may have to value that relates to:

(1) use of PGE's name, reputation, business
relationships, expertise, goodwill or other intangibles;

(2) wholesale and non-franchise retail activities that
PGE has undertaken that will not take place within
PGE after the merger (this includes but is not limited
to PGE's discontinued term wholesale trading and risk
management activities), and wholesale and non
franchise retail activities that PGE might have
undertaken had the merger with Enron not occurred;
and,

(3) added value of the merged entity that is achievable

because of the combination or because of the
association with PGE

42



ORDER NO. 01-777

This payment obligation also shall constitute full payment to PGE's
customers for any entitlement to the revenues, value or other benefits
arising from the business activities of the merged entity, other than the
regulated business activities conducted by PGE. The term ‘regulated
business activities' shall mean the assets and services of PGE which are
subject to economic regulation under Oregon or federal law.”®!

PGE contends that Staff’s proposed fee violates: (1) the release relating to all
future customer claims to PGE’s expertise set forth in Condition 20(A)(1); (2) the release
relating to wholesale and non-franchise retail sales the PGE might have undertaken had the
merger not occurred, as stated in Condition 20(A)(2); and (3) the release as it relates to
unregulated activities of the merged entity set forth in the final paragraph Staff responds that
the stipulation anticipated that PGE would discontinue wholesale trading after the merger with
Enron. Thus, Staff contends, the stipulated $105 million payment applies only to wholesale
trading activities that PGE had engaged in prior to, but not after the merger.

Commission Resolution

The wording of the stipulation is ambiguous, and our ability to determine the
parties intent in drafting the language is frustrated by the fact that, at the time of entering the
stipulation, both PGE and Staff believed that PGE would permanently discontinue its Merchant
Trading activities. We need not, however, resolve the issue of whether Staff’s proposed fee is
barred by the merger stipulation. Even assuming that the PGE-Enron merger does not control,
we agree with PGE’ s aternative argument that Staff’s Merchant Trading fee proposal lacks
sufficient evidentiary support.®?

Both Staff and PGE agree that benefits of trading expertise and information
flow both ways between the company’ s Retail and Merchant Trading activities. The
combination of functions give the Merchant Trading operations access to information about
regulated utility operations that is generally not available to independent trading operations. At
the same time, the company’s Retail Trading operations gain greater access to price
information as aresult of the contacts made through Merchant Trading. The combination of
functions also enables PGE to leverage better terms for purchases to meet retail load
requirements.

There is nothing in this record, however, that sufficiently quantifies the value of
this expertise and information. Consequently, we are unable to determine whether the flow of
this information is, as Staff believes, so unbalanced as to require the imposition of afee on
PGE’s Merchant Trading activity. Indeed, there is no empirical evidence to establish that the
value of information and expertise that PGE’s Merchant Trading operation receives is greater
than the value of the information and expertise that it provides to the company’s Retail Trading
activities. Moreover, there has been no analysis on what effect Staff’ s proposal may have on
retail rates, as the imposition of atrading fee would provide the company incentive to transfer
the Merchant Trading activity to an unregulated affiliate.

*1 Order No. 97-196 at Appendix A, page 6.
2 n light of this conclusion, we also need not address PGE’s motion to strike Staff’ s testimony relating to the
proposed Merchant Trading Fee.
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In short, we find that the synergies of joint trading operations flow both ways
between PGE’ s retail and Merchant Trading operations. In the absence of any evidence that
establishes that the flow of this expertise and information is unbalanced in favor of PGE's
unregulated operations, we reject Staff’s proposal to adopt a one-half percent fee on the
absolute value of all PGE’s Merchant Trading Activity.

CONCLUSIONS
1. PGE is a public utility subject to the Commission’s jurisdiction.

2. The stipulations, attached as Appendix C, D, E, and F, should be
adopted. The results contained in the revenue requirement
stipulation, attached as Appendix B, should be adopted with the
additional adjustments to nornpower O& M costs described above.

3. Based on the record in this case, PGE’s rates that result from the
stipulations and the Commission’ s conclusions in the body of this
order are just and reasonable. A results of operations spreadsheet
is attached as Appendix G.
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ORDER

IT IS ORDERED that:

1.

Advice No. 00-14, filed by Portland General Electric Company on
October 2, 2000, is permanently suspended.

The stipulations attached as Appendices C, D, E, and F are adopted in
their entirety.

The results contained in the stipulation attached as Appendix B are
adopted, with the additional adjustments to non-power O&M costs
described above.

In its September 12, 2001 power cost filing, PGE shall submit arate
design table identifying, for each rate schedule, the specific percentage
increase resulting from the updated power cost estimates and consistent
with the terms of this order.

PGE may file revised tariffs consistent with findings of fact and
conclusions of law contained in this order, to be effective no earlier than
October 1, 2001.

Made, entered, and effective

Roy Hemmingway Roger Hamilton
Chairman Commissioner
Joan H. Smith

Commissioner

A party may request rehearing or reconsideration of this order pursuant to ORS 756.561.

A request for rehearing or reconsideration must be filed with the Commission within 60 days
of the date of service of thisorder. The request must comply with the requirementsin

OAR 860-014-0095. A copy of any such request must also be served on each party to the
proceeding as provided by OAR 860-013-0070(2). A party may appeal this order to a court
pursuant to applicable law.

UE115F04
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GUIDELINES FOR COST OF EQUITY WITNESSES

When providing cost of equity recommendation in Commission proceedings,
witnesses should bear in mind the following guidelines:

Clarity: All witnesses should clearly and fully explain the
methodol ogies used and the theoretical support for using the
methodologies. When advocating a new approach, or one
previously rejected by the Commission, a witness should explain
why the Commission should adopt the proposed methodology in
the present docket.

Candor: All witnesses should clearly explain the use of every
subjective adjustment and explain the reasons for making them,
whether they are based on academic literature, personal judgment,
or other reasons. The witnesses should include any such
explanations in the text of their testimony, rather than bury themin
footnotes, work papers, or appendices.

Reproducible Results: All witnesses should clearly explain every
formula, calculation, and adjustment used in sufficient detail to
allow other parties and the Commission the ability to easily
reproduce and adjust their results. If necessary, the witnesses
should include el ectronic spreadsheets and step-by-step
instructions for use.

Professionalism: When challenging the opinions offered by others,
witnesses should exercise a high degree of professionalism. While
the Commission must consider the credibility of witnesses, the
emphasis in testimony and briefs should be on the evidence
presented, not the integrity of opposing witnesses. Criticism of
opposing testimonies should be clearly articulated and objectively
supported. Before criticizing other positions, witnesses should
ensure that their own opinions are properly supported and clear.
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