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Summary of Recommendations








The Commission should find that PacifiCorp and Sierra Pacific Power Company are asking for recovery of uneconomic costs, and must impose a 10% rate reduction and commit control of their transmission systems to the ISO.


The Commission should consider, as part of any required rate reduction for PacifiCorp, foregone rate increases PacifiCorp would have enjoyed under its current Performance-Based Ratemaking plan during the transition period.


The Commission should consider, as part of any required rate reduction for Sierra, the rate reduction made by Sierra on June 1, 1996.


The Commission should find that the ISO has indicated it will possess sufficient control over the transmission systems of PacifiCorp and Sierra through the successful negotiation of Inter-Control Area Agreements to meet the purposes and goals of AB 1890.  The Commission should require PacifiCorp and Sierra to provide these agreements to the Commission when finalized, and should reserve the right to reopen this application to examine these finalized agreements if necessary.


The Commission should establish memorandum accounts for PacifiCorp and Sierra to track recovery of uneconomic costs, similar to those established for Southern California Edison Company, Pacific Gas & Electric Company, and San Diego Gas & Electric Company.


The Commission should find that Kirkwood Gas & Electric Company and Southern California Water Company/Bear Valley Electric are not asking for recovery of uneconomic costs, and do not have to reduce rates or commit control of transmission system to the ISO to comply with AB 1890.


The Commission should find that all four applicants provide for Direct Access for their customers.


The Commission should require PacifiCorp to use the California-Oregon Border index price as the market credit afforded direct access customers, and Sierra to use the Power Exchange price as the market credit afforded its direct access customers.


The Commission should require Kirkwood to file a General Rate Case, modeled after those performed for Small Water Companies, no later than December 31, 1998.


The Commission should approve the Stipulation filed jointly by ORA and PacifiCorp.
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INTRODUCTION


Pursuant to Rule 75 of the Commission’s Rules of Practice and Procedure and the schedule adopted in a September 16, 1997 ruling by Assigned Commissioner Henry M. Duque and Administrative Law Judge Steven Weissman, the Office of Ratepayer Advocates (ORA) hereby files its Concurrent Brief in the above-captioned proceedings.


These consolidated proceedings consider the applications of four electrical corporations under the jurisdiction of this Commission, PacifiCorp, Sierra Pacific Power Company (Sierra), Kirkwood Gas & Electric Company (Kirkwood), and Southern California Water Company/Bear Valley Electric (BVE).  PacifiCorp and Sierra are “multi-jurisdictional” utilities, with facilities under the jurisdictions of numerous other Western states in addition to California.  Kirkwood and BVE, in relation to other electrical corporations in the state, are the so-called “small” utilities, with far fewer customers and a substantially lower rate base than the multi-jurisdictional utilities or the “Big 3,” Southern California Edison Company (Edison), Pacific Gas & Electric Company (PG&E), and San Diego Gas & Electric Company (SDG&E).


The multi-jurisdictional utilities have applied for approval of their “transition plans” – i.e., their plans for the transition from a regulated to a competitive electric generation market, in accordance with the directives of the California Legislature in Assembly Bill (AB) 1890, and this Commission in numerous decisions over the last two years.  The small utilities both assert, on different bases, that they are not required to file a transition plan because they do not seek recovery of transition or “uneconomic” costs, and seek clarification as to with which elements of “Electric Restructuring” they have to comply.  Parties have submitted briefs on the legal issue of the applicability of AB 1890 to this proceeding, and some portions of the evidentiary hearings focused on factual elements associated with statutory interpretation, such as the definition of “uneconomic costs” or “headroom” under AB 1890 and Commission rulings.


ORA reiterates its position that all four applicants must comply with AB 1890 to the greatest extent possible.  This position recognizes that strict adherence to all aspects of the legislation might prove impossible, particularly with respect to the issue of Independent System Operator (ISO) control over the transmission facilities of PacifiCorp and Sierra.  However, any deviation from the statute must be justified on the grounds that such a deviation is necessary to effectuate the intent of the statute, and must be drawn as narrowly as possible.  This is not a matter of second-guessing the policy established by the Legislature, but ensuring that such policy is not undermined by the details of implementation.  ORA has sponsored a stipulation with PacifiCorp, Exhibit 13, which exemplifies this approach.


ORA believes that under AB 1890, neither Kirkwood nor BVE are asking for recovery of “uneconomic costs.”  See Section III, infra.  Thus, Sections III and IV will generally apply only to PacifiCorp and Sierra, unless otherwise noted.  


COMPONENTS OF DIRECT ACCESS PROPOSALS


Implementation of Direct Access


An essential tenet of Electric Restructuring is to allow customers to have direct access to generators other than the previous monopoly service provider in a service territory.  All four applicants have proposed to provide for direct access for their customers.  With respect to PacifiCorp and Sierra, the important issues for discussion relate to rate unbundling, the proper generation cost credit afforded direct access customers, functionalization of costs, and execution of Inter-Control Area Agreements with the Independent System Operator (ISO), issues that will be discussed in Sections II.B, II.F and III.F.  For Kirkwood, “direct access” to generators other than Kirkwood is impossible at this time due to the lack of physical connection to the transmission system, but Kirkwood has pledged to make its distribution system available for any third party installing generation and connecting it to the distribution system.  Exh. 20, p. 2.  


With respect to BVE, the situation is slightly more complex, but ORA believes BVE is offering its customers comparable direct access to other utilities with different circumstances.  BVE, as a distribution-only utility purchasing all of its requirements from Edison, has provided in its proposed tariffs a direct access credit for energy, but not for capacity or ancillary services.  BVE’s current transmission service contract and control area agreement with Edison, Exhs. 10 and 11, require BVE to take all “generation capacity” from Edison, but ancillary services do not need to be purchased from Edison.  Price/Tr. 239:3- 240:20; 245:1-4.  Under cross-examination, ORA Witness Price explained that in BVE’s pro-forma tariff, Exh. 18, it was not indicated that ancillary services would be made a component made available for direct access purchases, as energy purchases are.  Price/Tr. 242:17 - 243:19.  BVE, however, can purchase nonfirm transmission from Edison for energy purchases from third parties, although it does not have to purchase ancillary services or even all its energy requirements from Edison.  Price/Tr. 244:24-245:11.  If direct access customers are afforded a credit for ancillary services reflecting their ability to negotiate their own ancillary services, they can receive opportunities comparable to customers in other service territories, because BVE’s contract for capacity with Edison essentially firms up the nonfirm transmission service third parties can purchase from Edison for direct access deliveries.  See Exh. 4, p. 12:17-29; Price/Tr. 245:12 - 248:2.  For the purpose of cost allocation (see Section III.F., infra) and determination of uneconomic assets, ORA recommends treating these contractual requirements as transmission costs, rather than generation costs.


In addition, ORA generally supports BVE’s plans for an exemption from load profiling requirements only for 1998, but not beyond.  See Exh. 4, p. 13:29 - 14:10.   BVE’s witness indicated that if load profiling segmentation recognizes the unique factors of BVE’s system, only the cost of the studies provides an impediment towards implementing further cost segmentation.  Gallagher/Tr. 142:20 - 143:10.   ORA recommends following the guidelines for load profiling that will be determined in the Direct Access proceeding, for which a proposed decision has been circulated.


Bill Unbundling


In general, the requirements set forth in Section X of D.97-08-056 for the content of customers’ bills and in Section VIII.B of D.97-08-056 for unbundled rate design should be followed by the applicants to these proceedings.  The most important issue for customers of PacifiCorp and Sierra has to do with the credit provided to direct access customers to represent a replacement for the utility’s market-based generation cost.  ORA recommends that the PX price be the proper market index for Sierra, rather than a California-Oregon Border (COB) index, because of the lack of proximity of COB to Sierra’s system; a lagged PX price can be used under certain circumstances.  Exh. 4, p. 11:3-24; see infra Section III.E.2 (explaining why, in the context of discussing headroom, the PX is preferable than COB for Sierra).   ORA accepts PacifiCorp’s suggestion to use the COB index, however, because such an index does properly reflect the nature of power deliveries to PacifiCorp’s California service territory, and because the COB and PX indices are expected to equilibrate, taking into account congestion and other transmission-related charges.  Exh. 4, p. 11:25- 12:9.  


Consumer Education Plan


The Commission has approved relevant Customer Education Plans in D.97-08-063, and no further discussion here is needed.


Public Purpose Programs


ORA’s position is that Sections 381 and 382 do apply to all the applicants in this consolidated proceeding, and that all utilities in the state must fund the Public Purpose Programs delineated in those statutory provisions – research and development, environmental, and low-income support programs.  However, Section 381 is silent on the proper level of funding for such programs, and much of the discussion in hearings of this issue focused on determining the proper level of funding.  ORA’s recommendations on level of funding, much like its recommendations regarding the 10% rate reduction for PacifiCorp and Sierra (Section IV, infra), are strongly influenced by the recognition of the lack of headroom possessed by PacifiCorp and Sierra to fund such programs, a factor also recognized by the Commission in D.97-06-060.  ORA also rejects the argument it expects to be posited by Kirkwood and BVE regarding the need for direct benefits within the service territory stemming from environmental Public Purpose Programs and research into alternative generation technologies, because ORA believes: 1) that Kirkwood and BVE cannot affirmatively prove that there are no environmental benefits associated with state-wide programs and authorities created in response to the statutory mandate, and 2) that the statute does not contemplate an analysis of benefits as a prerequisite to funding environmental Public Purpose Programs.  Furthermore, with respect to Kirkwood’s contention that research and development funding will not lead to benefits in generation technologies suitable for Kirkwood’s customers, whom are currently only served by diesel generators, Exh. 23, p. 6, ORA offers that one purpose of R&D funding is to come up with cost-effective alternative generation technologies that might be applicable to Kirkwood.  Given Kirkwood’s extremely high generation rates, they should not deny the potential benefits that could result from R&D.  See generally Exhs. 24-26.


ORA has made a recommendation only regarding levels of Public Purpose Program funding for 1998, and strongly supports the notion that the Commission-established statewide boards collect and allocate such funds as they will do for the Big 3. Exh. 4, pp. 15-16.  The boards should determine funding levels after 1998 on the basis of the “assessment of customer need” required by Section 382, and any relevant factors associated with the need for programs established in Section 381.  


The size of headroom available must be a factor considered in determining the level of funding for Public Purpose Programs.  The Commission has already noted that funding for such programs is not provided for within the frozen rate levels, and concluded, in recognition of Section 381(d)�,


it is reasonable that to the extent the funding of these [Public Purpose] programs jeopardizes the recovery of generation-related transition costs by December 31, 2001, (i.e., reduces headroom), those displaced costs may be recovered during the three-month extended period for CTC collection.  D.97-06-060, p. 36.





ORA suggests that to the extent that it is expected that even with a three-month extension those utilities asking for uneconomic cost recovery, PacifiCorp and Sierra, would not be able to recover displaced costs caused by increased funding of Public Purpose Programs, such utilities do not have to be required to fund at the same levels of utilities which do possess sufficient headroom to pay for such displaced costs by March 31, 2002.�  It is the lack of ability for utilities to increase their rates under the freeze, combined with the relative dearth of headroom for PacifiCorp and Sierra and their relatively low funding of Public Purpose Programs in current rates, that has caused ORA to recommend levels of funding for the applicants lower than those for the Big 3.  These factors distinguish PacifiCorp and Sierra from the municipal utilities in the state, who are required under Section 385 to fund Public Purpose Programs at a level no lower than the lowest funding level of one of the Big 3.  Municipal utilities are not subject to the rate freeze, so they do not have to worry about headroom and can legally increase rates slightly to pay for Public Purpose Programs.  For this reason, the proposal offered by RESCUE/SESCO – that the small and multi-jurisdictional utilities should, like the municipal utilities, engage in a level of spending equal to the lowest level of one of the Big 3 – should not be strictly applied to the applicants in this proceeding.  The previous low level of funding by all the applicants of these programs has had at least some basis in the particular circumstances faced by these applicants (i.e., the lack of cost-effective DSM for BVE), and even though statewide uniformity for level of funding is somewhat desirable, differences between the customers of utilities should be recognized.  The boards that administer these programs are the entities best suited for assessing the needs for these programs for customers of the small and multi-jurisdictional utilities.


Reliability and Safety


Other Commission proceedings are developing reliability and safety standards for direct access service.   Such standards are absolutely necessary under direct access.


Independent System Operator and Power Exchange


In its earlier Briefs on the Applicability of AB 1890, ORA argued that Section 9600(b) requires utilities seeking CTC to “commit control” of their transmission facilities to the ISO, but what constitutes “committing control” for the ISO’s purposes was unclear and warranted ISO and possibly FERC input.  In the intervening weeks, the ISO provided such guidance in letters to both PacifiCorp and Sierra in which the ISO concluded that “it would not be practical to have the ISO assume jurisdiction of” the utilities’ transmission facilities.  Exh. 3, attachment GLP 2; “Exhibit 8” to Exh. 6 (emphasis added).  The ISO noted in each letter that it would continue to “interface” with Sierra and PacifiCorp “as we would with any other control area,” and noted that it was in the process of negotiating Inter-Control Area Agreements that would govern the relationship between the ISO and the transmission systems of the utilities.


ORA urges that the wishes of the ISO be heeded.  The ISO’s letters show that the ISO will have sufficient “control” through Inter-Control Area Agreements of the transmission systems in California of PacifiCorp and Sierra to meet the reliability and safety standards of AB 1890.  E.g., Sections 330(f)-(j), (m), (r).  Both utilities expect to complete negotiations with the ISO of the Inter-Control Area Agreements by the end of the year.  Porter/Tr. 39: 2-15; Kaake/Tr. 134:28 - 135:15.  No evidence has been presented to cast the ISO’s conclusion into doubt, but both PacifiCorp and Sierra should be required to submit finalized versions of these agreements with the ISO to confirm the ISO’s conclusion, and the Commission should reserve the right to reopen proceedings to consider these finalized agreements.  


Although the ISO has concluded it is unnecessary to assume jurisdiction over the transmission facilities of PacifiCorp, ORA supports PacifiCorp’s proposal to commit control of its transmission facilities to the planned Northwest Independent Grid Operator (IndeGO) when IndeGO becomes operational.  Exh. 13, ¶ I.6, p. 4.  A multi-state transmission operator should be able to assert control over most (or all) of PacifiCorp’s transmission system, and interface satisfactorily with the ISO’s system.


PX issues are described above in Sections II.A and II.B dealing with direct access and bill unbundling, and below in III.E regarding recovery of transition costs and the definition of “headroom.”


ISSUES RELATED TO COST RECOVERY


The crux of this proceeding, from ORA’s perspective, is to determine how to allow utilities to recover their uneconomic costs from ratepayers over the transition period, if any such costs exist.  This issue is discussed fully in subsection “E” below.  ORA recommends that for PacifiCorp and Sierra, “headroom” be defined, as it is for the Big 3, as the difference between the rate levels frozen by AB 1890 and the utility’s own operating costs as represented by the Power Exchange (PX) clearing price.  This headroom must be tracked in a separate account in order to determine if the utility has fully collected its uneconomic costs prior to the end of the transition period.  ORA does recognize that the amount of headroom might be limited for PacifiCorp and Sierra, however, and takes that factor into account in its recommendations for rate reductions and public purpose financing.


With respect to Kirkwood and BVE, ORA concurs that neither of these utilities request recovery of uneconomic costs in their proposed rates.  Kirkwood, a physically isolated distribution system unconnected to the interstate transmission grid, would provide a credit equal to Kirkwood’s high generation costs to any customer able to access directly a third-party generator, and thus Kirkwood is not requesting as part of its rates any separate CTC component representing the difference between its generation costs and the market cost as measured by the PX price.  BVE owns no generation assets (see III.E.1.d., infra) and thus has no recoverable uneconomic costs under AB 1890.  Thus, the following subsections are only applicable to PacifiCorp and Sierra, unless otherwise noted.


Cost Recovery for Ongoing Obligations and Direct Access Implementation


Although Public Utility Code Section 367(a) establishes a December 31, 2001 deadline for utilities to recover most types of uneconomic costs, subsections of 367(a) and Sections 375 and 376 do permit recovery of certain costs after 2001.  For example, Sections 367(a)(1) and 375 permit recovery of employee-related transition costs until December 31, 2006.  Section 367(a)(2) allows for recovery of above-market power purchase contract obligations over the duration of the contract.  Section 376 allows a utility to recover any of its costs of implementing direct access, to the extent such costs reduce the utility’s opportunity to recover utility generation-related plant and regulatory assets and have been found reasonable by FERC or this Commission, after 2001.


Only Sierra and PacifiCorp of the four applicants have asked for recovery of uneconomic costs generally, and specifically for ongoing obligations and direct access implementation.  Such costs primarily consist of above-market power purchase obligations.  In its Stipulation with ORA, PacifiCorp agreed not to seek recovery of stranded costs associated with regulatory assets and flow-through of deferred taxes.  Exhibit 13, ¶ II.7., p. 4.  The Stipulation provides for recovery of certain direct access implementation costs consistent with Section 376.


ORA recommends that Commission approval of the transition plans of PacifiCorp and Sierra reflect the opportunity for those two utilities to recover ongoing obligation and direct access implementation costs after 2001 in a manner consistent with AB 1890, as discussed above. 


Performance-Based Ratemaking


As described in ¶ II.8 of Exhibit 13 (p. 5), PacifiCorp currently has a Commission-approved Performance-Based Ratemaking (PBR) plan effective through the end of 1999.  Under its PBR, PacifiCorp’s rates were expected to rise from the beginning of 1997 through 1999, as a result of a net increase in the price index less adjustments for productivity factors.  ORA and PacifiCorp have agreed that should the Commission require a 10% rate reduction as a condition of a request for recovery of transition costs, it should credit as part of that reduction the foregone rate increases PacifiCorp would have made if the PBR were still in effect.  The justification for such a credit will be provided below in section IV.


Rate Freeze


Section 368(a) requires a utility seeking recovery of uneconomic costs to freeze electric rates for each customer class, rate schedule, contract or tariff option, at the level of rates as of June 10, 1996.  PacifiCorp’s preferred Plan A meets this requirement, and ORA endorses PacifiCorp’s plan in this respect.  See Exhibit 13, ¶ II.9, p. 5.


Sierra’s proposal also would freeze rates at June 10, 1996 levels, and complies with this part of AB 1890.  ORA will discuss Sierra’s proposal to credit rate decreases it made on June 1, 1996 as part of any required 10% rate reduction in Section IV below.


Rate Reduction Bonds


In its briefs on the applicability of AB 1890, ORA has argued that the Commission definitively rejected, in D.96-12-077, any linkage between the requirement of a 10% rate reduction and the opportunity utilities possess to finance such a rate reduction through bonds or other securitization measures.  In other words, a utility requesting recovery of uneconomic costs is not mandated to finance the rate reduction through bonds, and is not excused from the rate reduction requirement because of the difficulty (or impossibility) of issuance of such bonds.


Whether or not issuance of such bonds would be beneficial for ratepayers depends upon whether the discount rate is higher than the interest rate of the bonds used to amortize the underrecovery, and the amount of headroom that could be used as financing the bonds.  See Exh. 4, p. 18.  ORA believes that a utility should only issue bonds to finance recovery of transition costs when such securitization would result in a net benefit to ratepayers.  With respect to PacifiCorp, ORA has agreed to PacifiCorp’s statement that it does not intend to finance a rate reduction through bonds.  Exh. 13, ¶ II.10, p. 5.  Although ORA has some problems with the factors PacifiCorp has used to estimate its uneconomic costs and headroom, see III.E. below, it is in general agreement that there is little headroom between the reduced rates for PacifiCorp’s residential (and small commercial) customers and the expected PX price.  The limited amount of headroom means that the “loan” inherent in issuing bonds would be financing transmission and distribution costs, which are not proper components of generation-related uneconomic costs.  More pointedly, the lack of headroom results in a lack of ability to finance the bonds, even using a commercial paper interest rate, such that a rate increase after 2001 might be necessary to finance the bonds.  Given that the intent of AB 1890 is for a total 20% rate reduction from current rates at the end of the transition period, Section 330(a), if the price to pay for an immediate rate reduction financed through bonds is an eventual rate increase, bonds should not be used.  Indeed, the possibility that financing a rate reduction over the transition period might lead to a rate increase after the transition could justify a rate decrease of less than 10% for PacifiCorp and Sierra.  See Section IV., infra.


Transition Cost Recovery


Definition of “uneconomic costs”


Section 367 allows utilities the opportunity to recover its generation-related uneconomic costs.  Costs “may become uneconomic as a result of a competitive generation market, in that these costs may not be recoverable in market prices in a competitive market.”  For fossil-fuel-powered generation units, recovery of uneconomic costs is limited to capital costs, while “going forward” or operating costs must be recovered from the market.  Section 367(c).  The Commission has described these concepts in the CTC Phase I decision, D.97-06-060:





We defined [in the Preferred Policy Decision, D.95-12-063, as modified by D.96-01-009] uneconomic capital costs as those occurring when the market value at the time of divestiture, spin off, or appraisal was less than the net book value of the asset, and for ongoing costs, we defined uneconomic costs as those greater than the clearing price provided by the Power Exchange.  D.97-06-060, p.3.





Section 367 also provides exceptions to the limits on recovery of uneconomic costs, as described above in Section III.A.


Therefore, in order to determine uneconomic capital costs, the utilities must calculate the difference between the net book value of a utility’s generation assets and the market value of those assets.  PacifiCorp states that its book costs are $58.886 million (Exh. 6, p. 14; Exh. 27, Appendix B, p. 2.3), and Sierra estimates the “ratebase value of the California allocated share of generation and generation-related assets” to be $19 million.  Exh. 3, p. 2, A.5.  Both utilities, however, are reluctant to quantify the market value of its generation assets, although PacifiCorp has recommended an administrative approach to market valuation on a “net lost revenue” approach.  Exh. 6, pp. 9-15.  The main reason why PacifiCorp and Sierra do not want to quantify the market value, which would provide a determination of uneconomic capital costs when subtracted from book value, is that both utilities anticipate that whatever the level of uneconomic costs turns out to be, there will be insufficient headroom to recover what they define as “uneconomic” costs. 


ORA will fully explain, in subsection III.E.2, its definition of “headroom” as the difference between the utility’s frozen rates (per Section 368) and the utility’s own operating costs as represented by the PX price, and contrast that definition with Sierra’s particular construction of that term utilizing its own operating costs without reference to the PX price.  What is important to understand at this juncture is that the concept of “headroom” refers to the potential ability of utilities to receive monies from ratepayers to pay for “uneconomic costs.”  Because going forward/operating costs must be recovered by utilities through the market pursuant to Section 367(c), and the “Big 3” are limited to recovering such revenues through the PX, the PX price represents the utility’s own operating costs for calculation of headroom.  Thus, an analysis of transition cost recovery must compare the potential size of uneconomic costs with the amount of headroom potentially available to pay for such costs.  ORA will begin by analyzing the utility’s calculation of its potential uneconomic costs.


PacifiCorp


As stated above, uneconomic costs are the difference between the net book value and the market value of a utility’s generation-related assets.  PacifiCorp has not performed a study of market valuation, but instead offers a substitute method for administratively determining the market valuation through a “Net Lost Revenue” approach.  PacifiCorp’s approach calculates the present value of the difference between embedded (capital and operating) costs of generation, and a market price forecast.  Exh. 6, p. 9, and Exhs. 2 and 5 to Exh. 6 (tables titled “California Uneconomic Cost”).  PacifiCorp compares this difference between embedded costs and a market forecast with a proper calculation of the headroom as the difference between its frozen rates and the anticipated PX prices, under both high and low price scenarios. 


Under PacifiCorp’s analysis, there will be insufficient headroom to pay for “uneconomic costs” during the transition period.  Giving the benefit of the doubt to PacifiCorp, under their analysis uneconomic costs are not so much larger than headroom, so that it can be assumed that the market covers all going forward/operating costs, as it is required to, with the unrecovered residual all assigned to capital costs, which are supposed to be recovered through a transition charge.


Nevertheless, as PacifiCorp’s approach does not include any form of market valuation, it cannot be sure that headroom will be insufficient to pay for uneconomic costs.  PacifiCorp proposes that the Commission should not even require PacifiCorp to establish a tracking account to monitor the status of recovery of uneconomic costs because of their showing that headroom is insufficient to cover such costs.  But because PacifiCorp’s approach explicitly deviates from the Commission’s own approach for determining uneconomic costs, the Commission must reject PacifiCorp’s assertion that it has absolutely shown that such costs will not be recovered under any circumstances.


Furthermore, as ORA demonstrated upon cross-examination, even under PacifiCorp’s own method for calculating uneconomic costs there is no way to guarantee that headroom will be insufficient to recover such costs.  PacifiCorp’s estimate of uneconomic costs is extremely sensitive to the difference between the assumed embedded and market costs.   PacifiCorp’s demonstrations of California Uneconomic Cost in high-cost and low-cost scenarios (Exh. 6, charts and tables entitled “Exhibit 2” and “Exhibit 5”) reveal that the as the escalation rate for market price assumed is increased (from about 1.9 percent in the low-cost scenario, “Exhibit 5” to Exh. 6, to 2.2 percent in the high-cost scenario, “Exhibit 2” to Exh. 6; Wrigley/Tr. 353:22-354:5).�   Furthermore, the assumptions used to forecast the market price differed markedly from the assumptions used to forecast PacifiCorp’s own generation costs.  PacifiCorp forecasted its own costs based on forecasts of the cost of coal, while the market costs are represented by natural gas costs, and the escalation rate for the cost of coal is lower than for natural gas.  (Wrigley/Tr. 351:8-20).  PacifiCorp’s own debt structure contains more equity than the equity assumed for market competitors.  (Wrigley/Tr. 352:22; Hellebuyck/Tr. 352:26).  The complete transition to a competitive market regime based on a natural gas plant using low heat rates (of about 6400-6700 Btu/kWh) would take place from 1999-2001 in PacifiCorp’s forecast.  (Costa/Tr. 344:5-24).  It takes all of these optimistic assumptions to conclude that PacifiCorp’s headroom will be so constricted that there is no possibility it could pay for uneconomic costs.


The Commission must reject this premise and require uneconomic costs to be tracked, as they are for the Big 3.  PacifiCorp concedes that a market price can be assumed to be high enough to eliminate stranded costs (Hellebuyck/Tr. 356:24-357:3), that a small difference in escalation rates between high-cost and low-cost scenarios could lead to a situation where headroom is sufficient (Wrigley/Tr. 4-8), and that use of Sierra’s forecast of market prices for 2000 combined with the escalation rate used by PacifiCorp in its high-cost scenario would lead to a market price higher than PacifiCorp’s own costs by 2015.  (Wrigley/Tr. 358:14-359:2). PacifiCorp’s witness under cross-examination finally admitted that the Commission is “never going to have certainty on what uneconomic costs will ultimately be,” and that tracking such costs is “one approach” in response to the possibility that would be no uneconomic costs.  (Hellebuyck/Tr. 359:28 - 360:6; see generally 360:7 - 362:20 for an explanation of why PacifiCorp believes tracking is unnecessary).  


ORA’s questioning of the assumptions used by PacifiCorp does not lead ORA to dispute the premise that PacifiCorp most likely does not possess sufficient headroom to recover its uneconomic costs by the end of 2001.  However, that probability, even if it were as overwhelming as PacifiCorp purports, would not justify a failure to require PacifiCorp to report how much uneconomic costs it has and how much of these costs ratepayers have been able to pay off during the transition period.


Sierra


Sierra also refuses to perform a full market valuation study (see Berg/Tr. 13:14-21), and instead compares the book value of plant remaining after 2001 with what it perceives to be its “headroom.”  Because uneconomic capital costs represent the difference between book value and market value, Sierra’s comparison implicitly assumes that the market value of its plants is zero.  This assumption might very well be true, but unless a market valuation is performed it cannot be confirmed.   If there is any positive market value for Sierra’s plants, however, Sierra has overstated its level of uneconomic costs.  [JIM– check the rest of this paragraph:  Sierra’s definition of “uneconomic costs” as the “difference in net cash flows on a net present value basis” between the utility’s revenue requirement and market price forecasts, Exh. 3, p. 3, A.6, is offered as an alternative “[u]nder rate base regulation” to more sophisticated methods of determining uneconomic costs meant themselves to substitute “for the market value resulting from a sale.”  However, a market valuation should try to determine what the market would bear if a plant were indeed up for sale, and a determination of uneconomic costs must be based on the difference between the net book value and market value of a plant in turn.]


As will be demonstrated below, Sierra’s main flaw stems from its misinterpretation of the phrase “headroom.”  Because Sierra never provides a true showing of what its headroom should be, it cannot establish with any certainty that it should not track ratepayer contributions towards writing down uneconomic costs.


Kirkwood


Kirkwood has not performed an analysis of what its uneconomic costs might be, because it does not ask for recovery of such costs in its rates or transition plan.  ORA recommends that if Kirkwood opts for a rate structure that does not now request stranded cost recovery from ratepayers, the Commission should rule that Kirkwood forfeits its right to request such recovery from ratepayers throughout the transition, including uneconomic costs incurred after 2001� that otherwise might be recoverable (see III.A. above). 


BVE


Bear Valley Electric owns no generation plant, and thus has no uneconomic costs associated with its generation assets.  BVE does have a capacity contract with Edison for all of BVE’s electric needs that could perhaps be characterized as “generation,” but for reasons discussed in Section II.A. above, BVE and ORA believe it more proper to functionalize these capacity contracts as transmission.


Definition of “Headroom”


The second component of a transition plan asking for recovery of uneconomic costs is the amount of “headroom” a utility possesses in its rate structures to pay off uneconomic costs.  Sierra has calculated headroom incorrectly, as shown below, and has thus come to the erroneous conclusion that it will absolutely be unable to pay off its uneconomic costs during the transition period.


As noted above in the discussion of uneconomic costs, Section 367(c) of AB 1890 limits the recovery of uneconomic costs for fossil units to capital costs alone, as variable operating or “going forward” costs must be recovered solely through the market.  It is this factor which Sierra apparently ignores in espousing its definition of headroom.  Under direct examination, ORA policy witness Danforth compares how the “Big 3” compute headroom compared to Sierra:





The big three define “headroom” as the revenue that will be collected by the CTC which, in turn, is defined as the difference between their unbundled generation rate and the PX price.


	Sierra defines “headroom” as the difference between their unbundled generation rate and their own generation costs.


Now it’s true that Sierra is not selling into the PX and they are arguing that their generation variable costs are higher than what the PX would offer.  But we must remember that AB 1890 limits the recovery of variable costs to what can be recovered in the market.


Section 367(c) calls these going-forward costs. 


So you cannot define headroom with respect to costs that are not recoverable under AB 1890. (Danforth/Tr. 276:22-277:10).





Sierra’s counsel questioned this witness on the definition of “headroom” initially provided in D.96-12-077, page 6, as “the difference between the frozen rates as of June of 1996 and the utilities’ costs of providing service.”  (Tr. 288:8-14).  Sierra apparently believes this construction allows them to use their own true costs of generation to calculate headroom.  (E.g., Berg/Tr. 5:14-17).  Witness Danforth replied that the condition imposed by Section 367(c) preventing variable costs from being recovered as “uneconomic” costs from ratepayers “limits the utility’s own generation costs to the PX price” for purposes of defining headroom.  (Danforth/Tr. 288:18-23).  The ORA witness further explained that p. 53 of the CTC Phase I decision, D. 97-06-060, included a calculation of the Competitive Transition Charge (CTC, the amount ratepayers will pay on their bills to recompense utilities for uneconomic costs) that directly references PX prices.  (Danforth/Tr. 288:24-299:3).  


Decision 97-06-060 stated the following with respect to the relationship between CTC and headroom:





Parties have agreed that the CTC will be calculated as a residual calculation, or the difference between frozen rates and the sum of all rate components, including the Power Exchange price, as discussed above.�  Under  this approach, customers with frozen rates might not benefit from lower Power Exchange prices through lower rates, but would instead receive a benefit because these lower Power Exchange prices would result in increased headroom.  We have approved this approach in D.96-12-077, in which we explained that the headroom revenues consist of the difference between recovered revenues at the frozen rate levels (including the reduced rate levels for residential and small commercial customers), and the reasonable costs of providing utility services.  D.97-06-060, p. 53.





In other words, the Commission has already ruled, for the Big 3, that because Section 367(c) requires utilities to recover going-forward costs from the market, and the Big 3 are required to use the PX for its power sales and market power purchases, the “reasonable costs of providing utility services” with respect to a utility’s own generation costs are measured by the PX price for purposes of calculating headroom.  If a utility were allowed to measure headroom as a comparison against its own generation costs, to the extent those generation costs exceeded the market price set by the PX, a utility would be recovering going-forward costs through CTC and not the market, in violation of AB 1890.


Because Sierra calculates headroom with respect to its own generation costs rather than the PX rate, they have underestimated their true amount of headroom to the extent its generation costs exceed the PX price.  Indeed, their witness concedes that their adulterated “kind of a market valuation” takes into account “the facts that there does exist a difference between Sierra’s generation and what is assumed to be the PX price.” (Berg/Tr. 16:18-20).  Sierra cannot justify failing to utilize the PX price as the proper measure of its own generation costs for purposes of calculating headroom on the basis that its own generation costs exceed the PX price, because a similar situation exists for the Big 3, which do calculate headroom in this fashion.  Sierra’s own generation cost forecast was based on its own ECAC  operating costs, probably from 1996 (see Berg/Tr. 5:23 - 6:8), which resulted in predictions of operating costs that will exceed expected PX prices.  The same was true for PG&E, which has higher authorized revenue requirements from their ECACs than the projected PX price, but still defines headroom with respect to the PX price level.  Danforth/Tr. 289:11-22.  ORA anticipates that Sierra will also argue that because, unlike the Big 3, Sierra is not required to purchase power from and sell to the PX, the PX is not a relevant measure of the market price.  See Sierra’s Counsel’s question at Tr. 289:4-5.  As Witness Danforth’s answer explains, however, the link between headroom calculation and PX prices does not stem from the requirement that the Big 3 only purchase from and sell to the PX, but from the statutory policy that operating costs can only be recovered from the market.  Danforth/Tr. 289:6-10.  


In ORA’s testimony, Exh. 4, p. 17, the witness noted that the COB border index might instead be used as a proper measure of Sierra’s market costs rather than the PX, but the COB price like the PX price should also exceed Sierra’s estimate of its own generation costs, as it is accepted that the COB and PX prices are expected to equilibrate after accounting for congestion and other transmission-related charges.  See Exh. 4, p. 11:26 - 12:1.  ORA’s witness on bill unbundling testified that COB is not a pertinent index for Sierra because power would have to be wheeled through PG&E’s system to move it from the California-Oregon border to Sierra’s service territory.  Exh. 4, p. 11 fn. 4.  Indeed, Sierra seems to accept the PX price as an appropriate index for the market, but it just did not utilize such an index in calculating headroom.  ORA proposes that headroom be calculated with reference to the PX price, similar to the PX price as defined by Edison’s tariff filings in compliance with D.97-08-056.  Exh. 4, p. 11:3-13, Appendix A.


The Commission Must Establish Memorandum Accounts for PacifiCorp and Sierra to Track Recovery of Uneconomic Costs, Consistent With Those for the Big 3


The Commission has already commented extensively on the need to track transition cost recovery for the Big 3 in order to firmly establish if and when transition costs are fully recovered, thus triggering the end of the rate freeze.  See, e.g., D.97-06-060, pp. 47-48, 53-55, Findings of Fact 16-18, p. 84.  Because neither PacifiCorp nor Sierra accurately calculates uneconomic costs, and Sierra furthermore utilizes an incorrect definition (and thus too low a level) of headroom to pay for such costs, neither utility can claim with any certainty that they will not be able to fully recover transition costs during the transition period.  For these reasons and the reasons the Commission has already applied to the Big 3, a tracking account should be implemented for PacifiCorp and Sierra.  


If such cost recovery is to be tracked in a memorandum account, the account should be consistent with those established in CTC Phase I for the Big 3 and track cost recovery by rate group, pursuant to Section 367(e)(1).  See D.97-06-060, pp. 53-55.  As discussed in Section g of ORA’s testimony, Exhibit 4, p. 17, the account would measure the difference between the frozen rate levels and the generation credit provided for direct access customers (the PX and COB price for Sierra and PacifiCorp customers respectively; see Section II.B., supra).  The difference would be calculated and tracked for all customers, whether or not they take direct access service, because all customers are responsible for payment of stranded costs.


Functionalized Class Revenue Requirements and Prices


The Commission’s Rate Unbundling decision, D.97-08-056, established principles applicable to the Big 3 that should be applied to the greatest extent possible to PacifiCorp, Sierra, and BVE.�  This decision distinguished as separate utility functions generation, transmission, distribution, and public purpose program financing, and ruled that costs associated with a function should be recovered through rates for that function and not from another function.  It also adopted principles for “functionalized interclass revenue allocation” for the above categories of functions which determined generation revenues residually after determining all the other revenue components in specified manners.  Exh. 4, p. 9:20-30; Exh. 13, ¶ II.12, p. 6.  Transmission revenues would be allocated using transmission marginal cost responsibility, and distribution revenues were allocated by first allocating combined transmission and distribution revenue requirements in proportion to the sum of transmission and distribution marginal costs (including customer marginal costs) and then subtracting the allocated transmission revenues.  Exh. 4, p. 9:21-26.  


Slight modifications to the above methodology are required for PacifiCorp and Sierra.  Because the transmission and distribution revenue requirements for the Big 3 are relatively close to their respective marginal cost revenues with generation revenue requirements in significant excess of marginal cost revenues, whereas for PacifiCorp its distribution and generation revenue requirements differ significantly from their related marginal costs revenues (Exh. 4, p.10:1-7), the allocation principles in the Rate Unbundling decision should be modified for PacifiCorp.  PacifiCorp’s generation revenue requirement should be allocated first in proportion to its generation marginal cost revenues, and then assigning distribution revenues residually after determining the allocations for all the other functions.  See Exh. 13, ¶ II. 12, pp. 6-7, and Tables 1-6; Price/Tr. 375:3 - 376:5.�  For Sierra, as described by the table in Exhibit 17, “ORA Recommendation Unbundled Revenue Requirement by Class for Sierra Pacific Power Company,” and Witness Price in direct examination, the functionalization is closer to that established by D.97-08-056 for the Big 3 than it is for PacifiCorp, although a FERC allocator rather than a CPUC marginal cost allcoator is used for transmission, and for some customer classes distribution rather than generation had to be set residually.  Price/Tr. 234:15 - 236:4.  





APPLICABILITY OF 10% RATE REDUCTION


ORA’s position, as expressed most clearly in its Reply Brief on the Applicability of AB 1890, filed September 16, 1997, is that this Commission has interpreted the Section 368 of the statute to require a 10% rate reduction for residential and small commercial customers of all utilities requesting recovery of uneconomic costs, in proceedings involving the Big 3.   D.96-12-077, p. 9.  The Commission, however, noted its discretion to approve a transition plan was not “merely ministerial” under the statute, but involved “critically reviewing the utilities’ additional proposals for consistency with the goals expressed in AB 1890 and in our Policy Decision.”  Id. at 4; see also Conclusion of Law No. 2.  ORA supports requiring both PacifiCorp and Sierra to make 10% rate reductions, but in recognition of their already-low rates and relative lack of headroom compared to the Big 3, ORA recommends recognizing PacifiCorp’s foregone PBR rate increases over the transition period,� and Sierra’s rate decrease of June 1, 1996, as part of the 10% rate reduction, thus technically resulting in a rate cut of less than 10% from June 10, 1996 levels.


The Legislature and the Commission have stated that a rate reduction is the quid pro quo for recovery of uneconomic costs.  The Commission has also noted that AB 1890 provides for a fair opportunity for utilities to recover fully their uneconomic costs over the transition period.  D.97-06-060, p. 33.  Finally, the Commission has partially justified the requirement of a 10% rate reduction on the legislative intent language of Section 330(a) which expected a total 20% rate reduction by April 1, 2002.


ORA’s recommendation that the Commission impose a 10% rate reduction, but credit PacifiCorp for foregone PBR rate increases and Sierra for its rate reduction nine days before the statutory deadline for comparison, fairly meets the goals of AB 1890, the Policy Decision, and D.96-12-077, which approved the Cost Recovery Plans of the Big 3.  Both PacifiCorp and Sierra would include in a proper calculation of their transition rates a CTC component of smaller size than for the Big 3.  PacifiCorp’s CTC element for residential and small commercial customers is only about $0.002 per kWh, and Sierra’s $0.0205 per kWh, less than SDG&E’s figure of $0.025 per kWh (with higher initial rates), and PG&E’s  $0.042.  Exh. 4, p. 18.  


The crucial element of this analysis has to do with financing the rate reduction.  Because both PacifiCorp and Sierra have currently low rates, and headroom calculation for the Big 3 starts by factoring in the mandated 10% rate reduction from current rates in comparison to the utility’s cost of service incorporating the PX market price which the Big 3 would receive for its sales into the market, they both have a relatively smaller amount of headroom compared to their expected uneconomic costs than do the Big 3.  For PacifiCorp, the 10% rate reduction would come out of its distribution costs because of its tiny CTC component, and PacifiCorp might have to request a rate increase in 2002 to pay for this rate reduction.  Exh. 4, p. 18.  Sierra’s situation is not as drastic, but it would have little headroom to amortize the underrecovery caused by the 10% rate reduction.  Id.  


ORA believes that the intent of AB 1890 was not to mandate such an immediate large rate decrease that could not be financed without a rate increase after the transition period.  Thus, ORA recommends that the 10% rate reduction be liberally interpreted for both PacifiCorp and Sierra, such that a rate reduction of lower than 10% in absolute terms be imposed that allows a greater amount of headroom for the utility’s to recover and finance their uneconomic costs.  For PacifiCorp, it should be allowed to credit the “foregone” rate increases it would have enjoyed under its current PBR due to its annual escalation rate of about 2% as part of the overall 10% reduction.  Its residential and small commercial customers would therefore not enjoy a 10% reduction relative to other classes.  Danforth/Tr. 279:12-22.  For Sierra, its 5.6% rate decrease imposed on June 1, 1996 should be credited towards the requirement of a 10% rate decrease from June 10, 1996 rates.


Equity considerations also support these recommendations.  The choice of June 10, 1996 as the cut-off date for determination of subsequent rate decreases, in a statute voted into law three months later, was apparently made so as to reflect the timing of certain rate changes for one of the Big 3.  Had Sierra’s interests been taken into account in determining this date, ORA believes that the statute would have taken into consideration Sierra’s significant rate decrease of June 1, 1996 as part of the 10% reduction.  For PacifiCorp, its very small amount of headroom, combined with its current PBR which would have resulted in annual rate increases over the transition period had AB 1890 not been implemented into law, has led ORA to entering into a stipulation (Exh. 13) which would credit PacifiCorp for the loss of increased PBR revenues as part of the 10% reduction.


ORA recognizes that the Commission is not bound by the interpretation of statutes proposed by parties.  D.97-06-060, p. 32.  The Stipulation with PacifiCorp reflects this uncertainty with respect to the 10% reduction.  Exh. 13, p. 1.  ORA has not endorsed the alternate proposal offered by PacifiCorp if the Commission rejects the Stipulation’s offer to credit foregone PBR increases as part of the 10% reduction, but concurs with the ALJ’s implicit conclusion that if transition costs are not sought, the transition period should be considered to “end” immediately and the companies should be required to set rates on a competitive basis.  See generally Danforth/Tr. 293:16 - 296:3.  


APPLICANT-SPECIFIC ISSUES


The Commission Should Approve the Stipulation Between ORA and PacifiCorp


ORA recommends that the Commission adopt the stipulation reached between ORA and PacifiCorp (Exh. 13).  The stipulation provided an opportunity for ORA and PacifiCorp to supplement and improve upon earlier presentations of functionalized revenue requirements, and the requirement that PacifiCorp “commit control” of its transmission system to the ISO.  Mostly, however, from ORA’s perspective the stipulation represents a compromise by both parties on the issue of the 10% rate reduction, with ORA and PacifiCorp urging the Commission to credit PacifiCorp’s foregone PBR increases as part of the 10% reduction.  The stipulation was reached after lengthy, detailed negotiations between ORA and PacifiCorp, and while it certainly does not represent the views of all the parties to the proceeding, it should be accorded more weight than if it represented the separate viewpoints of ORA and PacifiCorp.  ORA and PacifiCorp did not reach final agreement until the afternoon of the first day of evidentiary hearings in this proceeding, and found themselves unable to participate in discussions with other parties prior to reaching the stipulation due at least in part to the necessarily accelerated procedural schedule adopted in this proceeding.  In any event, the stipulation generally memorializes policy positions of ORA and PacifiCorp that had already been hinted at in the filings made in this proceeding (including the AB 1890 briefs and submitted testimony). 


The Commission Should Require Kirkwood Gas & Electric Company to File a General Rate Case by December 31, 1998


Much of Kirkwood’s testimony and evidentiary presentation focused on how Kirkwood’s physical isolation from the transmission grid and otherwise difficult circumstances due to its location should exempt Kirkwood from requirements imposed upon other parties.  However, ORA and Kirkwood seem to be in agreement on the most elemental issues in Kirkwood’s application – that Kirkwood is not asking for recovery of uneconomic costs, and thus does not have to impose a rate freeze nor commit control of its non-existent transmission facilities to the ISO.  And, for different reasons, both ORA and Kirkwood recognize the necessity that Kirkwood, for the first time in its brief history, file a formal General Rate Case application, which ORA suggests be along the lines of those filed by Small Water Companies as modified for Kirkwood’s circumstances.  See Exh. 19; Danforth/Tr. 280:7 - 281:8, 296:15-28.  Kirkwood anticipates the need to apply to this Commission for a large rate increase above and beyond its already extremely high rate of 17 cents/kWh to pay for catalytic converters for its diesel generation.  Exh. 20, p. 2:12-15.  ORA strongly recommends that the Commission require Kirkwood to apply for this increase in the context of a General Rate Case rather than an advice letter, due to Kirkwood’s high rates and request for even higher rates, the total lack of generation competition within its service territory (see Tirschman/Tr. 307:18-20), and the general lack of information about Kirkwood’s load profiles and operation that this Commission possesses.  See Tirschman/Tr. 315:26 - 317:2 for a discussion of load fluctuation.  
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� Section 381(d) states:  “Notwithstanding any other provisions of this chapter, entities subject to the jurisdiction of the Public Utilities Commission shall extend the period for competition transition charge collection up to three months beyond its otherwise applicable termination of December 31, 2001, so as to ensure that the aggregate portion of the research, environmental, and low-income funds allocated to renewable resources shall equal five hundred forty million dollars ($540,000,000) and that the costs specified in paragraphs (3), (4), and (5) of subdivision (c) are collected.”


� For Kirkwood, which does not request recovery of uneconomic costs, although headroom is not a concern, because it could raise rates to pay for public purpose programs, the already high costs to Kirkwood’s customers also leads ORA to recommend that Kirkwood not contribute to such programs at the same funding level as the lowest of the Big 3.  However, ORA does strongly believe Kirkwood must contribute to all the programs listed in Sections 381 and 382.


� Mr. Wrigley attempted to explain that a comparison was inappropriate because the low-cost and high-cost scenarios had “different starting places,” Tr. 354:5-8, but he could not adequately justify why PacifiCorp’s estimate of market price in 1998 differed by $1.64 between the scenarios.  Tr. 354:9-25.


� Under its proposal, Kirkwood would not incur uneconomic costs associated with the implementation of direct access, unless a third-party generator sites a plant so that it could directly connect with Kirkwood’s distribution grid.  Kirkwood also possesses no above-market power purchase contract obligations, and has not shown any employee-related transition costs.


� This reference is to p. 3 of D.97-06-060, which was excerpted on p. 7, Section III.E.1, supra.  Page 3 states the definition of “uneconomic costs” as “those greater than the clearing price provided by the Power Exchange.”


� As noted in ORA’s testimony (Exh. 4, p. 8:12-15) and in Section V.C., infra, ORA recommends that Kirkwood file an application for a General Rate Case to evaluate fully the factors involved in ratesetting in Kirkwood’s service territory, particularly its high generation rates.  Rate unbundling issues are generally inapplicable for Kirkwood, which is not connected to the transmission grid.  BVE is already a distribution-only company with flow-through of other functions’ costs.


� With respect to the issue of the appropriateness of allocating one-third of franchise fees to generation pursuant to D.97-08-056, ORA and PacifiCorp stipulated to abide by the Commission ruling on Edison’s Petition for Modification of D.97-08-056 on this issue.


� ORA stands by the answer of ORA Witness Danforth and PacifiCorp Witness Hellebuyck regarding consideration of possible adjustments to the PBR mechanism that might have been made due to restructuring in calculating foregone increases under the PBR.  Danforth/Tr. 393:25 - 394:8; Hellebuyck/Tr. 394:9-16.
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