Q. Are you the same A. Richard Walje that provided direct testimony in this proceeding?

A.
Yes.
Q.
What is the purpose of your second supplemental direct testimony?

A.
The purpose of my second supplemental direct testimony is to provide a brief overview of the update to the Company’s 2008 Utah rate case that was ordered by the Commission in its test period decision on October 30, 2008.  My supplemental testimony also addresses the recent changes in the economy and the implications of those changes on Rocky Mountain Power and on the rate increase request in this case.  Finally, I will address the changes in the regulatory process in Utah that are needed to sustain a healthy utility that will be able to continue to provide safe and reliable service to our customers.
Q.
What level of rate increase is Rocky Mountain Power requesting?

A.
With the updated test period and recognition of the changes in costs which have moved in both directions, Rocky Mountain Power is now requesting an increase of $116.1 million or 8.6 percent above current retail tariff rate levels.
Q.
What impact would this level of increase mean for the average residential customer?

A.
The rate increase requested in this case amounts to an increase of 11¢ a day for a residential customer with average electricity use. Our Utah residential customers use an average of 742 kilowatt hours per month at an average price of 8.4¢ per kilowatt hour before the requested increase. This computes to a cost of $62.56 per month or about $2.06 per day before the increase or about $2.17 per day after the increase. This amount provides our lighting, cools our homes, washes and irons our clothes, keeps our food edible and powers our computers, iPods and entertainment centers. All at a cost that is less than the cost of a gallon of milk.  


To put this cost in perspective, this is the same nominal price that customers paid in 1985. During this same period of time the consumer price index has increased almost 100%. The company understands that any price increase may seem insensitive or challenging for consumers to deal with during such difficult economic times; but, this level of increase is reasonable when it is being used to provide the system reliability, customer service and the capital investments our state needs to support its long term economic vitality.
Q.
How has the Company managed to keep rates level for 20 years?

A.
The Company’s ability to provide these low rates for such a long time is founded on the significant capital investments it has made and its relentless focus on operational efficiency. Previous investments in generation and transmission assets have allowed the Company to keep the production costs of owned generation low and to take advantage of opportunities to buy and sell power in wholesale markets.  


But, dramatic growth in energy usage and high peak demand in Utah have created the need for significantly more investment in generation, transmission and distribution capacity.  These investments are required to “keep the lights on.” The Company is willing to make long term investments, but only if the returns available are sufficient to justify the risks associated with making these long term investment decisions. 


The Company has also been very effective at finding operational efficiencies through the use of best practices, deployment of information technology, increased standardization, enhanced procurement savings,  effective employee training, successful goal setting and a focus on employee performance management. Our employees’ dedication to keeping the lights on, while understanding the impact our prices have on customers, has been a significant contributing factor to accomplishing the achievement of these efficiencies. Our labor unions have proven to be flexible and responsive to our customers needs – and they are always there when we need them.


Customers would have to look far and wide to find better value from anything they spend their money on.  The costs of our inputs have gone up and the population in the state of Utah has grown.  The Company and our shareholders have absorbed more than 20 years of inflation and growth.  Additional savings can only be achieved by sacrificing quality of service.  



Rocky Mountain Power has consistently ranked among the highest in customer satisfaction with commercial and industrial customers.   It therefore surprises and disappoints me that despite having some of the lowest prices and some of the best service in the country, some people have suggested that if the utility does not have enough revenue to run its business in the way customers want it to, it is its own fault.  Others have suggested that the utility is not recovering its costs because it is just not effectively making its case before the Commission.  The Company makes the same case in five other states, and Utah has granted less than half of the percentage rate increases that other states have recently allowed.  The 2007 rate increase approved by the Commission was both the lowest percentage of the initial request and the lowest percentage price increase that the Company has received in recent history.  Such revenue levels do not provide the company an opportunity to meet its obligations and provide the level of service customers expect and deserve; they do not provide sustainable level of funding. 
Q.
How is it possible that customers are paying the same price per unit of electricity now that they did in 1985 considering the rate increases you have sought and received in recent years? 

A.
Actually, customers are getting an even better deal.  In 1985 the total price per KW/h was 7.01¢; in 2007 the total price per KW/h was 6.19¢.  From approximately 1985 to 1997 we either maintained level rates or voluntarily filed for rate decreases.   In addition, when adjusted for inflation, Rocky Mountain Power rates are approximately half of what they were in 1985.  Imagine having to pay for food, shelter and other necessities with the same salary that you had in 1985.  
Q.
What has changed since you filed your direct testimony on July 17, 2008?

A.
Much has changed since I filed my direct testimony in this case in July.  I think we are all aware of the changes in the economy that have taken place over the last few months.  The current economic environment has had a significant impact on the Company’s load growth projections, capital investment plan, power costs and certain commodities prices.  In addition, changes in the capital markets have made borrowing more expensive and difficult which results in higher debt and equity costs for all businesses, including utilities such as Rocky Mountain Power. 
Q.
How have the Company’s load projections changed? 

A.
The Company has made specific adjustments to its load forecasts to account for the current economic downturn.  While 2009 sales in Utah are expected to decline, loads are still projected to grow over the next several years, albeit at a somewhat slower pace than previous projections.  Recognizing the importance of accurate load forecasts, the Company has engaged industry expert ITRON to assist it in developing new forecasting tools and methodologies.   In his second supplemental testimony, Dr. Peter C. Eelkema will provide the details on specific changes that were made to the load forecast (including the incorporation of new forecasting tools and methodologies) and the implications of the current economic downturn.
Q.
How has the Company’s capital investment plan changed as a result of the new load projections? 

A.
 While our capital investment plan is still significant, we have scaled back the Utah 2009 local transmission and distribution capital expenditure budget by ten percent.  These local transmission and distribution facilities can be more closely matched to contemporaneous load growth.  The reduced load growth has allowed the Company to delay certain projects (such as transformer change outs and line re-constructions) a year or more.  Even with this reduction, this case includes approximately $2.8 billion in new plant investments the Company has made or will make between June 30, 2008, the end of the historical base year, and December 31, 2009, the end of the test year.  This level of investment puts significant financial pressure on Rocky Mountain Power.   
Q.
What are the impacts of the Company’s significant investment cycle on earnings and cash flows?

A.
Due to the of the Company’s investment pattern involving numerous discreet, large projects being placed in service over the course of a year or test period, the impact on earnings is significant if there is delay between the end of the booking of AFUDC (allowance of funds used during constructions) on a capital project and its inclusion in rate base and recovery in rates.  To the extent there is a delay, then earnings and cash flows will decline significantly. For example, a typical wind project can cost up to a quarter billion dollars, and we are completing several projects each year. A three month lag on a single project of this size results in approximately $11 million of lost return on investment at a total company level. Under the current ratemaking process in Utah, the only way to eliminate this impact is to use test periods that fully match the rate effective period and to have annual rate cases.  Otherwise, with multiple generation, transmission and distribution projects being placed in service throughout each year, no matter when we file a rate case there can be a lack of synchronization between the end of the accrual of AFUDC for an investment and the beginning of recovery of the costs of and return on that investment from customers (i.e., when the Commission issues a rate order).  This is no mere timing difference in when we recover the costs; the costs we incur during that period, such as debt payments, are lost forever.
Q.
Are there other cost recovery impacts that should be considered related to the ratemaking process?

A.
Yes.  In a period of price volatility, the current ratemaking process will unavoidably result in a difference between the costs of fuel and power purchases recovered in rates and the actual costs of those items.  And, that difference can be either positive or negative. At the end of my testimony, I address this issue further.
Q.
How have the changes in the economy impacted cash flow and borrowing costs?
A.
For the first time in the many years I’ve been with the Company, we are experiencing cash flow challenges.  This occurs as the Company attempts to maintain sufficient common equity in the capital structure to maintain its debt ratings while financing approximately $20 billion of infrastructure investment over the next 10 years to serve load growth.  Note this challenge is being faced even though the Company has never paid a dividend to MidAmerican ($815 million increase in retained earnings) and has, in fact, received significant equity cash infusions of $615 million from MidAmerican.  


In addition, the cost of borrowing has gone up at least 150 to 200 basis points.  While the Company is fortunate that it can still borrow (unlike some of its lower rated utility brethren), its cost of debt still has increased significantly.  


The Company’s cost of equity has also increased, although not yet to the level of the increase in debt cost.  To moderate the rate increase sought in this case, the Company is proposing a cost of common equity at the very bottom of the range of reasonableness recommended by its expert, Dr. Samuel Hadaway.


The under-earnings, the mismatch between actual costs and costs in rates, the cash flow challenges, the increased costs of debt and common equity all hamper the Company’s financial performance and increase rating downgrade risk.  Investors will view the Company as a higher risk and, therefore, increase the costs of capital for the Company.  
Q.
In your direct testimony you cited a recent credit report from Standard & Poor’s (S&P) (see Exhibit RMP___(ARW-1)).  Are the challenges and concerns addressed in that report still relevant in the current environment? 

A.
Yes, even more so.  The report states that the Company’s “capital program underscores the need for what is expected to be sizable rate relief in the coming years.”  The report also noted that the Company has “below average regulatory protection from fuel and purchased power cost escalation,” due to “an absence of PSAs [energy cost adjustment mechanisms] in Utah, Washington and Idaho.”  The Company has since filed for an energy cost adjustment mechanism (ECAM) in Idaho and anticipates a similar filing in Utah.  The S&P report also notes that “Utah will be an important state to monitor,” in terms of the regulatory support the Company will receive for its capital investment program.

Q.
Does the Company agree with S&P’s observation in this regard?

A.
Yes.  The Company is focused on providing reliable, reasonably priced electric service to its Utah customers. We are also dedicated to meeting increased demand from our Utah customers while maintaining high levels of customer service, a challenging proposition in today’s energy markets coupled with the need to make large infrastructure investments.  We need support from the Utah Commission and other parties to ensure we can continue to meet this challenge and hope to receive it in this case. 

Q.
How would a failure to address these issues affect Rocky Mountain Power’s ability to attract new capital required to serve new load and maintain its system?

A.
Absent supportive regulatory treatment in this, and future, rate cases, the combination of: 1) the Company’s current construction program; 2) the current unpredictable nature of fuel and material costs, and; 3) the inability to match the end of AFUDC on completed projects with recovery in rates will negatively affect the Company’s credit ratings position, making it difficult for the Company to obtain the capital it needs at competitively low prices for the benefit of our customers.  Credit ratings are particularly critical when companies are in a “build” cycle and a challenging credit market as Rocky Mountain Power now is.  Inadequate regulatory treatment and outcomes will lead to a less favorable credit rating and higher borrowing costs which will eventually translate into higher prices for our customers. 
Q.
Does MEHC remain committed to the capital investment required by PacifiCorp?

A.
MEHC remains committed to the capital investment required by PacifiCorp. As previously mentioned, the commitment is made clear by the fact that MEHC has not taken any dividends from PacifiCorp since the transaction and is not expected to take any cash out of the business until at least 2013, while at the same time providing additional equity infusions.  The Company’s budget includes significant additional cash equity contributions before the end of the test period.  Their commitment can only continue, however, if there is a supportive regulatory environment that provides the Company with a reasonable opportunity to earn a fair return on that investment.  
Q.
Some people would argue that this would be a good time to cut your capital investment plan by significant amounts precisely because of the economic downturn. What would you say to those people?

A.
First, as noted above, the Company has decreased its capital spending and reflected these reductions in this supplemental filing.  Second, the economic development policy of the state continues to encourage growth.  That growth creates an increase in energy usage and demand despite our best efforts to deliver cost-effective energy efficiency and demand response programs.  While load growth has slowed somewhat in the near term, Rocky Mountain Power projects load growth to continue into the future.  If the state is to serve that increased demand for power, significant ongoing investments in generation, transmission, and other infrastructure will be necessary.  
Q.
If the full requested rate increase proposed in this application is not approved, will the Company have a reasonable opportunity to cover the costs it incurs to serve its customers? 
A.
No. Despite the economic downturn, every new generation plant, every transmission line, and nearly every distribution facility is significantly more costly than similar facilities currently included in rates.  While we see a leveling of fuel and net power costs, the level of capital investments that are being made by the Company and other increases in operating costs cannot be entirely offset by productivity gains achieved by the workforce and through the implementation of technology, or through increased sales. The costs are real, and this level of expenditures is necessary to provide customers with the level of service that they expect.  Reflecting this level of costs in rates is also necessary to send customers the correct price signals regarding the cost of their usage.  

Q.
How will the proposed rate increase sought in this application contribute to Rocky Mountain Power’s financial health in Utah?
A.
The proposed rate increase will temporarily give the Company a reasonable opportunity to earn its allowed rate of return and hopefully allow the Company to maintain its credit ratings.  But, unfortunately, other legislative and regulatory changes will be needed to more permanently address the ability of the Company to recover the costs of satisfying the growth and infrastructure needs of the state. 

Cost Reduction Measures 
Q.
Please explain the relationship between the requested rate increase and the Company’s expenditure plans.
A.
The revenue the Company receives through rate orders establishes the amount the Company has available to invest in generation, transmission and distribution facilities as well as the funding for operations, maintenance, employment, customer service  and electric energy purchases used to serve customers. In other words, Rocky Mountain Power’s budget is a function of the revenues it receives from customers and changes in those revenues from rate orders. When these revenues are less than anticipated and required, the Company, like any other business or government entity, must adjust itsplans to live within its expected revenues. 

Q.
Does the Company attempt to limit these adjustments to the state in which the revenues are lower than expected?
A.
Yes.  As a general rule, the Company attempts to limit the impact of revenue deficiencies from rate orders to the state issuing the order.  The options for achieving this are very limited, however, because expenses for generation, transmission and power purchases impact all of the system.  Thus, adjustments are essentially limited to distribution investments, maintenance, operations, and customer service in the affected state.   Unfortunately, while these types of adjustments can temporarily reduce expenses, they cannot continue without negatively impacting efficiency and service quality.
 

Q.
How does the Company determine which adjustments to make?
A.
The Company starts with the premise that it must balance the outcomes of any plan changes with regulatory requirements, the expectations of customers and the potential prospective changes to reliability, customer service, investments, etc. The Rocky Mountain Power executive team, which consists of my direct reports and their direct reports, has over 1,100 years of combined experience building, operating and maintaining our systems. We use this combined experience and expertise to make the decisions that allow us to minimize the impact of the cost cuts we implement. However, we would much prefer to have the funding we request.  


We request only the amount we need, without inflating the amount as a negotiating tactic. We do not ask for more than we are entitled as some sort of regulatory game.  Every dollar the Commission grants in this case will be used for the benefit of Utah customers. 


We hope the Commission has noticed that the Company does not ask for unreasonable levels of profit.  The Company acknowledges that there will be philosophical and technical disagreements, and that there will also unfortunately be errors.  But, the Company tries to be reasonable in the amount that it requests to provide the safe, reliable and affordable power to our customers.

Q.
Explain some of the cost reduction measures that the Company publicly announced in the September 2, 2008 press release to reduce expenses to the level deemed appropriate by the Commission. 
A.
These cost reduction measures are some that the Company has historically undertaken any time its revenues are inadequate to cover its costs.  The difference is that the Company never discussed these measures publicly before.  The current owners and executive team believe that customers deserve to have an open and frank discussion about the situation.  



We are loathe to take these cost reduction measures, and they are not something that we take lightly.  They are inconsistent with the ethos we strive for as employees dedicated to serving customers 24 hours a day, every day of the year. These types of cuts may affect customer service and reliability, lower employee morale and, frankly, cause public relations problems with our customers.  We take pride in installing quality facilities and in maintaining them appropriately.  When we are forced to cut back on operations and maintenance, we take a step backwards and undo much of the effort that we expended over the previous few years into making the facilities as reliable and good quality as they are.  


Nevertheless, the significant difference between what the Company forecast as the amount of revenue needed and the amount ultimately granted by the Commission caused the Company to implement a hiring freeze directed at positions dedicated to serving customers in Utah. In addition, the Company has curtailed the use of contractors.  



We also will be expanding our efforts to control load growth and to eliminate policies that encourage that growth at the expense of other customers.



Even this will not be enough if we do not receive adequate rate relief.  It still may be necessary at some point to put in place energy purchase curtailment tariffs, limit overtime for power restoration except when employee or public safety is threatened, eliminate discretionary maintenance and discontinue funding research associated with renewable and clean coal technology. 
Q.
 Why is it necessary to cut costs that were not expressly denied by the Commission?    
A.
The managers of any Company, not just this one, allocate the revenues budgeted to them and apply them as they deem most appropriate to continue to run the business the best way possible.  As the Commission Secretary recently correctly stated in a newspaper article “[t]he commission does not micromanage the company … we can’t determine how they will spend the money recently awarded to them in the case.”  


As long as it has that responsibility under state law, the Company must continue to plan for the growth that the state is encouraging and build or buy sufficient generation and other infrastructure to service the growth. If that means that we have to cut back in other areas (such as service), we have no other choice.  As mentioned, none of these cost savings are being paid back to the owners as dividends. 
Q.
Some have suggested that the Company’s temporary cost reduction measures could lead to an argument for rate reductions in the future. Do you have anything to say about that? 

A.
Our intent and expectations are that these cost reduction measures are only temporary so we have the funds to provide the electricity our customers need.  But, rate reductions could make permanent the temporary changes that we have implemented, and would require us to find other initiatives that would reduce costs and lower investments.  This “death spiral” would have an even more dramatic impact on the Company’s operations and customer service. 

Having low rates is not the only objective of utility regulation.  Having and maintaining safe, reliable service is also very important to our customers.   The Company cannot continue to run a business to meet customers’ expectations of Cadillac service on a Chevrolet budget.  


The Company’s rates are already ranked in the lowest twenty percent of  U.S. utilities. Had the Commission allowed another two percent increase above the 2.9 percent that we recovered in the 2007 general rate case, we would still have some of the lowest prices charged by a U.S. utility.  
Q.
What can the Company, ratepayers and regulators do to mitigate changes in prices resulting from this volatile economic environment?  
A.
As stated by many of the interveners, we are experiencing a volatile economic environment.  Prices are going up and down and no one can predict when prices will stabilize again in this environment.  Fortunately, there are mechanisms that can be implemented that will significantly mitigate such pricing volatility, such as the ECAM mentioned above and further discussed in Mr. Gregory N. Duvall’s second supplemental testimony.  By having such a mechanism in place, ratepayers can be assured that they will not overpay and the Company can be assured that it will recover its costs.  In case of overpayment, a cost adjustment mechanism will guarantee that ratepayers receive a refund.  And vice-versa, in the event the Company does not recover the amount needed to cover its costs, it can recover such costs through the cost adjustment mechanisms.  Other mechanisms can be implemented that provide timely recovery of capital investment without putting customers at risk of paying for new facilities before they go into service.  
Q.
Does this conclude your testimony?
A.
Yes.
Page 16 – Second Supplemental Direct Testimony of A. Richard Walje


