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I. Identification and Qualifications 1 

Q: Mr. Chernick, please state your name, occupation and business address. 2 

A: I am Paul L. Chernick. I am the president of Resource Insight, Inc., 5 Water 3 

Street, Arlington, Massachusetts. 4 

Q: Summarize your professional education and experience. 5 

A: I received an SB degree from the Massachusetts Institute of Technology in June 6 

1974 from the Civil Engineering Department, and an SM degree from the 7 

Massachusetts Institute of Technology in February 1978 in technology and 8 

policy. I have been elected to membership in the civil engineering honorary 9 

society Chi Epsilon, and the engineering honor society Tau Beta Pi, and to 10 

associate membership in the research honorary society Sigma Xi. 11 

I was a utility analyst for the Massachusetts Attorney General for more 12 

than three years, and was involved in numerous aspects of utility rate design, 13 

costing, load forecasting, and the evaluation of power supply options. Since 14 

1981, I have been a consultant in utility regulation and planning, first as a 15 

research associate at Analysis and Inference, after 1986 as president of PLC, 16 

Inc., and in my current position at Resource Insight. In these capacities, I have 17 

advised a variety of clients on utility matters. 18 

My work has considered, among other things, the cost-effectiveness of 19 

prospective new generation plants and transmission lines, retrospective review 20 

of generation-planning decisions, ratemaking for plant under construction, 21 

ratemaking for excess and/or uneconomical plant entering service, conservation 22 

program design, cost recovery for utility efficiency programs, the valuation of 23 

environmental externalities from energy production and use, allocation of costs 24 

of service between rate classes and jurisdictions, design of retail and wholesale 25 
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rates, and performance-based ratemaking and cost recovery in restructured gas 26 

and electric industries. My professional qualifications are further described in 27 

Exhibit OCS____(PLC-1). 28 

Q: Have you testified previously in utility proceedings? 29 

A: Yes. I have testified approximately one hundred and ninety times on utility 30 

issues before various regulatory, legislative, and judicial bodies, including the 31 

Arizona Commerce Commission, Connecticut Department of Public Utility 32 

Control, District of Columbia Public Service Commission, Florida Public 33 

Service Commission, Maryland Public Service Commission, Massachusetts 34 

Department of Public Utilities, Massachusetts Energy Facilities Siting Council, 35 

Michigan Public Service Commission, Minnesota Public Utilities Commission, 36 

Mississippi Public Service Commission, New Mexico Public Service Commis-37 

sion, New Orleans City Council, New York Public Service Commission, North 38 

Carolina Utilities Commission, Public Utilities Commission of Ohio, Pennsyl-39 

vania Public Utilities Commission, Rhode Island Public Utilities Commission, 40 

South Carolina Public Service Commission, Texas Public Utilities Commission, 41 

Utah Public Service Commission, Vermont Public Service Board, Washington 42 

Utilities and Transportation Commission, West Virginia Public Service Commis-43 

sion, Federal Energy Regulatory Commission, and the Atomic Safety and 44 

Licensing Board of the U.S. Nuclear Regulatory Commission. 45 

Q: Have you testified previously before the Commission? 46 

A: Yes. I testified on behalf of the Utah Office of Consumer Services (or its 47 

predecessor, the Committee of Consumer Services) in the following dockets: 48 

• Docket No. 98-2035-04, on the proposed acquisition of PacifiCorp by 49 

Scottish Power. My testimony addressed proposed performance standards 50 

and valuation of performance. 51 
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• Docket No. 99-2035-03, on the sale of the Centralia coal plant. My 52 

testimony addressed the costs of replacement power, the allocation of plant 53 

sale proceeds, and the potential rate impacts on Utah customers of Pacifi-54 

Corp’s decision to sell the plant. I testified that the sale of Centralia was 55 

not in the interest of ratepayers and that if the Commission approved the 56 

sale it should allocate more of the sale proceeds to Utah to mitigate 57 

potentially high replacement power costs. The Commission adopted this 58 

latter recommendation as part of approving the sale. 59 

• Docket No. 07-035-93, on the reasonableness of cost-of-service study, rate 60 

spread and residential rate design proposals of PacifiCorp, which now 61 

operates in Utah as Rocky Mountain Power (RMP). 62 

• Docket No. 09-035-23, on RMP’s cost-of-service study. 63 

I also assisted the Office of Consumer Services in analyzing various issues 64 

in the multi-state process. These issues included resource planning, cost 65 

allocation of generation-and-transmission plant, regulatory policy and risk 66 

analysis. 67 

II. Introduction 68 

Q: On whose behalf are you testifying in this rate case proceeding? 69 

A: My testimony is sponsored by the Office of Consumer Services (Office). 70 

Q: Please summarize your understanding of the purpose of this phase of the 71 

proceeding. 72 

A: The Public Service Commission has bifurcated this proceeding into two phases. 73 

This first phase will consider whether an energy-cost-adjustment mechanism 74 

(ECAM) is needed and in the public interest (Docket No. 09-035-15, Order of 75 

June 18, 2009, at 9). The Commission (at 2) further clarified that it uses “the 76 
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term ECAM to refer to both an energy balancing account in general and the 77 

Company’s proposed mechanism in particular.” For the purposes of this phase, 78 

the first definition seems more relevant, since the PSC has deferred the details of 79 

any potential mechanism to the second phase.1 80 

In its scoping order in this docket (June 18, 2009, at 9–10), the PSC 81 

elaborated that this phase should address, at a minimum, the following issues: 82 

• an explicit and quantitative analysis of the risks of fluctuating power costs 83 

i.e., the magnitude and nature of the risks; 84 

• whether these risks are manageable and by whom; 85 

• who should bear the risks; 86 

• what alternatives are available to manage these risks; 87 

• evaluation of rate-making issues associated with power costs and the valid 88 

regulatory processes which will effectively handle such costs; 89 

• evaluation of regulatory objectives and the ability of a ratemaking 90 

treatment of power costs to balance the objectives; 91 

• an analysis of the impacts of alternative ratemaking treatments of power 92 

costs to management incentives for least cost risk adjusted planning, 93 

expansion and operation; 94 

• alignment of Company and customer objectives. 95 

Q: How did RMP respond to these directions from the PSC? 96 

A: On August 17, 2009, RMP filed supplemental testimony of Bruce Williams, 97 

Greg Duvall, Karl McDermott, and Frank Graves. 98 

                                                 
1Whether any second phase would occur depends on the results of this first phase. “If we find 

the adoption of an ECAM is in the public interest, we would then consider the design of an 
ECAM” (Docket No. 09-035-15, Order of June 18, 2009, at 9). 
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Q: Does the RMP supplemental testimony demonstrate that an ECAM is 99 

needed and in the public interest? 100 

A: No. While RMP’s supplemental witnesses make a large number of assertions, 101 

they provide little substantive support for those assertions or for the Company’s 102 

position that an ECAM is needed or in the public interest. 103 

Q: Please summarize the positions advanced in RMP’s supplemental 104 

testimony. 105 

A: Most of RMP’s assertions can be grouped into the following four basic themes: 106 

• PacifiCorp’s net power cost (NPC) has consistently been higher than the 107 

costs allowed in Utah rates for the same period. 108 

• The NPC is subject to many volatile cost drivers that are beyond Pacifi-109 

Corp’s control. 110 

• An ECAM would have benefits to customers, even beyond the reduction in 111 

risk to PacifiCorp shareholders. 112 

• An ECAM would have no adverse incentive effect, as demonstrated by the 113 

widespread adoption of ECAM-like mechanisms. 114 

Q: Please summarize your conclusions. 115 

A: I conclude as follows: 116 

• The Company has failed to provide the explicit and quantitative analysis of 117 

the magnitude and nature of the factors driving fluctuations in power costs 118 

required by the PSC. 119 

• The Company grossly exaggerates the uncontrollable risks to which it is 120 

exposed by the lack of an appropriately-structured ECAM. 121 

• The Company’s claims that ECAM provides ratepayer benefits are 122 

incorrect. 123 
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• An ECAM would create incentive problems that would be very difficult to 124 

correct. 125 

• The Company has not demonstrated that an ECAM is needed or that it 126 

would be in the public interest. 127 

Q: Please summarize your recommendations. 128 

A:  I recommend that the PSC reject RMP’s request for an ECAM. 129 

Q: How is the rest of your testimony structured? 130 

A: I examine RMP’s application and testimony in view of the Commission’s scope 131 

for this case, grouping the issues by the following topic areas: 132 

• the Company’s explanation of past differences between Utah-allowed and 133 

actual NPC; 134 

• the scope of NPC risks to which RMP is exposed; 135 

• customer benefits of an ECAM; 136 

• the effect of an ECAM on PacifiCorp’s incentives for cost control. 137 

III. Historical Differences between Utah-Allowed and Actual Net Power Cost 138 

Q: What evidence does the Company provide about the explicit and quanti-139 

tative analysis of the magnitude and nature of the risks of fluctuating power 140 

costs, which the PSC required in the scoping order? 141 

A: In his supplemental testimony (at 2), Mr. Duvall asserts that he and Dr. 142 

McDermott address this issue. 143 

Q: How does Mr. Duvall address this issue? 144 

A: His central piece of evidence is Table 1 (at 4; actually a graph), which Mr. 145 

Duvall says compares actual PacifiCorp NPC to the PacifiCorp-wide NPC 146 

authorized in Utah. 147 
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Mr. Duvall observes that the actual and authorized NPCs were quite close 148 

for 1990–1999, and that the deviations in 2000 and 2001 were due to the power 149 

crisis and the Hunter outage.2 From 2002 through 2008, Mr. Duvall reports that 150 

“the amount of NPC included in the Company’s rates consistently has been 151 

below its actual costs, in every year by a wide margin” (Duvall Supplemental at 152 

5). 153 

Q: How does Mr. Duvall explain the 2002–2008 results in Table 1? 154 

A: Mr. Duvall asserts (at 5), 155 

The primary reasons are that the current mechanism of using normalized 156 
modeled NPC does not account for the increased uncertainty and volatility 157 
of assumptions that are key drivers to actual NPC. The difference between 158 
modeled authorized (normalized) NPC and actual NPC has become more 159 
pronounced in recent years due to both increased price volatility in natural 160 
gas and electricity prices and Rocky Mountain Power’s increasing resource 161 
portfolio exposure to uncertainty and volatility. Rocky Mountain Power’s 162 
portfolio mix of resources is highly diversified, but the mix of resources in 163 
the past several years has changed and is projected to continue to increase 164 
reliance on flexible natural gas resources and intermittent renewable wind 165 
resources. At the same time, potential carbon legislation also increases 166 
uncertainty on the cost of emissions from historically more stable coal 167 
generation resource costs. 168 

Q: Do future increased reliance on gas and wind explain the differentials in 169 

Mr. Duvall’s Table 1? 170 

A: No. 171 

Q: Does potential carbon legislation explain the differentials in Mr. Duvall’s 172 

Table 1? 173 

A: No. 174 

                                                 
2The effect of the power crisis on PacifiCorp was exacerbated by PacifiCorp’s short power 

position at the time. 
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Q: Excluding these forward-looking observations, what causes are left in Mr. 175 

Duvall’s explanation? 176 

A: Mr. Duvall claims that the differentials are due to “increased uncertainty and 177 

volatility of assumptions that are key drivers to actual NPC.” He then elaborates 178 

that the uncertainty and volatility is due to (1) increased price volatility in 179 

natural gas and electricity prices and (2) increased reliance on gas and wind. 180 

Q: Does Mr. Duvall demonstrate that the differentials in his Table 1 for 2002–181 

2008 resulted from increased volatility in natural gas and electricity prices 182 

or increased reliance on gas and wind? 183 

A: No. He does not offer any breakdown of the historical differentials. 184 

Q: Would it have been straightforward for RMP to test whether increased 185 

volatility in natural gas and electricity prices or increased reliance on gas 186 

and wind generation have created the differentials in Mr. Duvall’s Table 1? 187 

A: It should be. The Company could have compared its projected prices for natural 188 

gas, short-term electric purchases, and short-term electric sales in its NPC 189 

projection (as modified by the UPSC order or stipulation) in each rate case with 190 

the actual price RMP booked in each year for which the resulting rates were in 191 

effect. Multiplying the difference in price by the annual quantity would provide 192 

an approximation of the effect of changes in prices between the NPC forecast 193 

and actual values. Similarly, RMP could easily compare its projected and actual 194 

generation of wind power, and value the difference at some proxy price, such as 195 

average short-term sales by month and time period (HLH versus LLH). For 196 

wind power, the comparison would be between the price of the wind purchase 197 

and the costs of a proxy for replacement power. 198 
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The Company’s failure to support its assertions regarding the origin of past 199 

differentials between projected and booked NPC undermine its arguments about 200 

the need for an ECAM. 201 

A. Variability in Electric and Gas Prices 202 

Q: Has RMP provided information about the variability of prices for gas and 203 

wholesale electricity? 204 

A: Yes. Mr. Graves presents spot market prices for gas at Opal and electricity at 205 

Palo Verde in his Figure 4 (Graves Supplemental at 16). 206 

Q: Does this information demonstrate that variability of prices for gas and 207 

wholesale electricity resulted in the variation between the projected and 208 

booked NPC values? 209 

A: No, for at least three reasons. First, RMP has not demonstrated that the 210 

commodity price forecasts used in developing the NPCs for various years were 211 

incorrect. The data provided by the Company show that prices change over time, 212 

so that the spot price of gas in January 2008, for example, was higher than in 213 

January 2007. That does not imply that the spot price of gas in January 2008 214 

was higher than the forecast of gas prices for January 2008 when the NPC 215 

projection was developed. 216 

Second, even if the spot gas price (for example) were higher than the price 217 

forecast in PacifiCorp’s NPC projection, that price difference would raise NPC 218 

compared to the forecast only if PacifiCorp were buying in the spot market. If 219 

PacifiCorp purchased the gas prior to developing its NPC projection, subsequent 220 

changes in forward prices (as well as differences between forward and spot 221 

prices) will have no effect on the cost of that quantity of gas. The Company 222 

acknowledges that fact (DR OCS 2.54). 223 
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Third, since PacifiCorp buys gas and electricity and sells electricity (and 224 

may also sell off previously-contracted gas it no longer needs), changes in prices 225 

cut both ways. An increase in gas and electric prices may increase PacifiCorp’s 226 

costs for purchases, but increase its sales revenues by an equal or greater 227 

amount, especially since PacifiCorp is a net seller in the short-term and spot 228 

electric markets. 229 

Q: If it turned out that historical differences between PacifiCorp’s forecast and 230 

actual NPC have been driven in part by changes in gas and electric prices, 231 

would that justify an ECAM? 232 

A: No. As Mr. Duvall says (Supplemental at 6), “Hedging instruments are generally 233 

available to mitigate the risk of uncertainty in the price of natural gas and 234 

wholesale power for a known net open position.”3 Electricity contracts are 235 

available “up to about four years forward,” and gas up to five years (DR OCS 236 

2.121, OCS 2.128). Mr. Graves describes PacifiCorp’s hedging strategy, which 237 

largely insulates ______________________________________________ 238 

________.4 Even were PacifiCorp exposed to gas and electric price risks in 239 

2002–2008, it now appears to be substantially protected from price swings. 240 

____________________________________________________________241 

________________________________________________________________242 

___________________________________. (Confidential Attachment OCS 243 

                                                 
3Mr. Duvall also says that “the Company was significantly hedged with regard to the forecast 

net open positions for power and natural gas at the time of several recent NPC filings” (Supple-
mental at 6), but does not define “significantly” or define how much of RMP’s forecast net open 
positions were hedged in each year 2002–2008. 

4Another witness for the Office, Lori Smith Schell, will address the hedging policies in more 
detail. 
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2.120) Mr. Graves describes these plans at some length. His conclusions are as 244 

follows: 245 

Conventional, financial hedges using forwards are available for two to four 246 
years or so, depending on the commodity involved and the location of 247 
delivery. (DR OCS 2.85) 248 

For those plants that can receive multiple sources of PRB and Utah coals, 249 
the Company has typically been able to get fixed prices for up to three 250 
years. (DR OCS 2.86b) 251 

Natural gas is traded several years in advance at the Henry Hub. 252 

The Company agrees that for coal, gas and power purchases and wholesale 253 

sales “the price would not be volatile if it is set at the time rates are determined 254 

and that price covers all the quantity that may be needed in the subsequent year” 255 

(DR OCS 2.45). 256 

B. Load Uncertainty 257 

Q: If gas and electric costs can be hedged, and have been significantly hedged 258 

in recent years, and will be mostly hedged in the future, what risk does 259 

RMP perceive with gas and electric price volatility? 260 

A: Mr. Duvall implies that, even with some level of hedging, gas and electric price 261 

volatility was responsible for his observation that “actual NPC were substanti-262 

ally different than projected NPC” (Duvall Supplemental at 6). He presents no 263 

evidence to support that suggestion. 264 

Mr. Duvall does offer an explanation how significantly-hedged gas and 265 

electric supplies can still contribute to a differential between projected and 266 

actual NPC. Mr. Duvall (Supplemental at 6) explains that, once the gas and 267 

electric positions are “significantly hedged,” then “significant variations subse-268 

quently occur in the net open position through the actual period as a result of the 269 

large, uncontrollable and unpredictable volatility in both loads and resources 270 
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that occur simultaneously with large, uncontrollable and unpredictable volatility 271 

in prices of natural gas and electricity.” 272 

I interpret Mr. Duvall’s explanation as a claim that, in each year, two types 273 

of events occurred simultaneously: 274 

• PacifiCorp’s load was higher than projected, or its resources were lower 275 

than expected, so PacifiCorp needed additional energy; 276 

• Market prices for gas and electricity were higher than expected, so the 277 

additional energy was particularly expensive.5 278 

Q: Does Mr. Duvall offer specific examples that demonstrate that those condi-279 

tions occurred over any of the years from 2002 through 2008? 280 

A: No. Mr. Duvall (Supplemental at 7) provides a partial example for one hour, 281 

January 27, 2009, which d not even within the 2002–2008 period of Table 1. He 282 

points out that load in that hour was higher than forecast two months earlier.6 283 

Q: Does Mr. Duvall explain why that particular November forecast is particu-284 

larly important? 285 

A: No. The NPC portion of rates in effect for January 2009 would have been de-286 

termined by the PSC decision in 07-035-93, issued August 11, 2008, and based 287 

on RMP updates through the hearing in June and the subsequent stipulation in 288 

September, 2008. Given the hedging policies described by Mr. Graves, it does 289 

not appear that PacifiCorp would have been purchasing much gas or making 290 

most of its electric commitments in November 2008 for January 2009.  291 

                                                 
5Other parts of Mr. Duvall’s testimony (e.g. at 7, lines 148–149) suggest that low loads or high 

resource levels, combined with low market prices, might have an adverse effect, although he does 
not describe the underlying mechanism for that effect. 

6Mr. Duvall also notes , “On February 7, 2009, actual loads were 524 MW below expectation,” 
but does not explain when that expectation was established. 
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Q: What is the significance of a particular hour having a higher load than 292 

forecast two months earlier? 293 

A: Not much. It seems obvious that any forecast of the loads on particular hours 294 

conducted more than a few days in advance will be wrong. In any January, there 295 

will be some very cold days and some mild ones; in any July, there will be some 296 

very hot days and some merely warm ones. Mr. Duvall does not provide any 297 

data on the accuracy of its load forecasting on an annual basis. 298 

Q: If PacifiCorp has not been doing a good job of forecasting a realistic 299 

pattern of high and low loads for estimating NPC, would that justify 300 

implementing an ECAM? 301 

A: No. In that case, PacifiCorp should improve its load modeling for NPC. 302 

Q: Did Mr. Duvall demonstrate that electricity and gas were more expensive 303 

on January 27, 2009 than anticipated in November 2008? 304 

A: No. He does not present any information on the projected and actual commodity 305 

prices. 306 

Q: Do you have any of that information? 307 

A: I have that information for natural gas. In November 2008, the price settlements 308 

for natural gas at Henry Hub for January 2009 ranged from $6.39 to 309 

$7.49/MMBtu, averaging $6.82/MMBtu over the 19 trading days in the month. 310 

In May and June 2008, when the NPC estimates were being finalized, the 311 

January forward averaged $13.13/MMBtu. Even earlier, back as far as January 312 

2006, the forward contract for January 2009 traded in the $8–$12/MMBtu 313 

range. The Henry Hub spot price on January 26 for January 27 was 314 
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$4.62/MMBtu.7 Nor was gas particularly expensive in the West; the spot price at 315 

Opal was $3.27/MMBtu. 316 

Hence, if PacifiCorp’s response to the high loads on January 27, 2009 was 317 

to run its gas plants more, the cost of the additional gas would be lower than was 318 

expected when the NPC was determined. 319 

Q: What was RMP’s estimate of the additional cost of the higher loads on 320 

January 27, 2009? 321 

A: The Company was unable to estimate that cost (DR OCS-15b). Nor could the 322 

Company identify the cost effects of the lower loads on February 7, 2009 (DR 323 

OCS-15f). 324 

Q: Were RMP’s NPC greater than expected on January 27, 2009, would that 325 

be a problem for the Company? 326 

A: No. First, as I discussed above, the NPC rate should be set to reflect some cold 327 

days in January; whether GRID happened to identify that January 27, 2009 was 328 

one of those days is irrelevant for setting annual rates. Second, RMP’s revenues 329 

must also have been greater than expected for January 27, 2009, since additional 330 

load results from additional sales. 331 

Q: What is RMP’s estimate of the increase in its retail sales revenue over 332 

forecast due to the high loads on January 27, 2009? 333 

A:  The Company was unable to (or declined to) estimate those revenues (DR OCS-334 

15d). 335 

Q: Is it likely that RMP shareholders lost money due to the higher load on 336 

January 27, 2009? 337 

                                                 
7This is the average price for the day reported by the Intercontinental Exchange at 

www.theice.com. 
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A: No. Even if the incremental cost of gas and electric purchases and the revenue 338 

lost from foregone off-system sales per kWh of incremental load equalled or 339 

exceeded the NPC embedded in RMP’s rates, its total revenues are set to cover 340 

many other cost components (fixed generation costs, transmission, distribution 341 

and general) that did not increase with the load on that day. Increased sales are 342 

almost always beneficial to utility shareholders. 343 

Q: Has RMP estimated the effect of unexpected increases in annual sales on 344 

NPC and revenues? 345 

A: No. The Company claims to be unable to estimate either of those values (DR 346 

OCA-2.55, 2.64). Thus, there is no evidence that short-term load uncertainty 347 

actually poses financial problems for RMP. 348 

Q: Does RMP offer any other explanation for why it cannot fully hedge fuel 349 

and wholesale electric transactions? 350 

A: Yes. Mr. Graves suggests that fuel and electric prices cannot be hedged for the 351 

following reasons: 352 

• PacifiCorp does business at “remote locations where few buyers other than 353 

the local utility transact business” (Graves Supplemental at 34). 354 

• “It is difficult to cover the complex (uneven, irregular, weather dependent) 355 

load shapes of retail load customers” (Supplemental at 35). 356 

• The “duration of available hedges is fairly short” (Supplemental at 35), by 357 

which Mr. Graves appears to mean more than a few years into the future 358 

(DR OCS 2.121, 2.128). 359 

Q: What is the importance of Mr. Graves’s three points? 360 

A: Not much, from the perspective of whether to implement an ECAM. His first 361 

point (remote locations) would be important if RMP’s cost risks were being 362 
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driven by the need to dispatch generation out of merit order to meet unexpected 363 

loads in isolated areas. The Company does not make that argument. 364 

As to his second point, Mr. Graves is correct that PacifiCorp cannot hedge 365 

costs in every hour. Fortunately, that is not necessary for the NPC in rates to 366 

cover actual NPC. If rates are based on the costs of meeting load at a variety of 367 

load levels, and if PacifiCorp is hedged for bulk power supply (including sale of 368 

its excess wholesale energy), then the deviation of costs from the projection, 369 

over the course of a year, should be small, and the average deviation over many 370 

years should be smaller still. 371 

Mr. Graves’s third point is also technically correct, but irrelevant to the 372 

question of need for an ECAM. Unless the Commission wants to encourage 373 

RMP to file rate cases less frequently, existing hedges and contract horizons are 374 

adequate for ratemaking. If RMP’s contracts indicate that its NPC will rise faster 375 

than revenues after the test year, the Company can choose to file a new rate 376 

case. 377 

Q: Does Mr. Graves express other concerns with hedging and contracting? 378 

A: Yes. He seems to be concerned in many places in his testimony that PacifiCorp 379 

will enter into contracts and later face price risks if it wishes to liquidate those 380 

contracts as market prices and volatility change. For example, Mr. Graves 381 

worries that “Market parameters change in unforeseen and unforeseeable ways, 382 

invalidating prior hedged positions” (Supplemental at 35). 383 

This would be a valid concern for a power marketer, who makes money on 384 

buying and selling power in the markets. For RMP, which sells its retail power 385 

at prices set by the Commission, a change in the market price for gas, power, or 386 

coal it has already purchased will not normally be a problem. Indeed, in 387 

discovery, Mr. Graves backs off of his testimony, limiting his concern about 388 
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“invalidating prior hedged positions” to a nebulous possibility that market price 389 

changes will “expose the utility to a credit risk or trigger a cash collateral 390 

event.” (DR OCS 2.124) He also reverses his position that changes in market 391 

prices invalidate prior hedged positions; instead decrying their effect on 392 

unhedged positions: 393 

Changes in market parameters may also make the utility’s unhedged 394 
positions more or less risky than before the change, thereby “invalidating” 395 
some of the overall portfolio hedging plan or its attainment from prior 396 
positions. (DR OCS 2.124) 397 

In other words, changes in market prices may cause PacifiCorp to regret its 398 

failure to hedge supplies prior to the setting of NPC in the rate case but those 399 

price changes are unlikely to increase the costs of hedged supplies. 400 

PacifiCorp may need to adjust its commodity commitments (although in 401 

the case of coal, it can also adjust its coal stocks) to reflect changes in load 402 

forecasts or resource availability. These adjustments should average out, unless 403 

there is some correlation among loads, availability, and prices, which RMP has 404 

not demonstrated. 405 

C. Wind Generation 406 

Q: Has RMP provided information about the differentials between forecasted 407 

and actual generation by the wind plants it owns or purchases from? 408 

A: No. 409 

Q: If RMP did provide information demonstrating that wind generation varies 410 

substantially between years, would that demonstrate the wind variation has 411 

or will contribute to variation in the NPC? 412 

A: No. Reduced generation by a PacifiCorp-owned wind farm would reduce the 413 

energy available for off-system sales or increase PacifiCorp’s need to purchase 414 
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power or increase output at thermal (probably gas-fired) plants. Those changes 415 

would increase NPC. On the other hand, reduced generation by a wind farm 416 

selling to PacifiCorp would have similar effects on sales, purchases or fuel 417 

costs, but would reduce the amount that PacifiCorp pays the wind-farm owner. 418 

So long as the wind-power contract price is higher than the cost of the 419 

incremental fuel or purchase, or the lost sale, reduced wind generation will 420 

reduce NPC. 421 

Q: Did RMP discuss all the causes of the historical variation between the Utah-422 

authorized NPC and PacifiCorp booked NPC? 423 

A: No. I have identified two additional factors that reduce the discrepancies, and 424 

even show that in some years in which Mr. Duvall reports that RMP under-425 

collected NPC, the Company actually over-collected NPC. 426 

First, the actual NPC values in Mr. Duvall’s Table 1 are not adjusted for 427 

differences in sales from the forecast, nor for differences due to policy or 428 

prudence determinations. If sales are greater than forecast, NPC should be 429 

greater than forecast, but PacifiCorp revenues would be greater as well. That 430 

situation would not be problematic for PacifiCorp; if anything, earnings would 431 

likely be increased by the higher sales level. 432 

The Company’s forecast of NPC for 1992, which was reflected in rates in 433 

1992 through early 1999, was $392 million and RMP reports that actual NPC 434 

was $445 million in 1998 (Duvall Supplemental Table 1 workpaper). Mr. Duvall 435 

therefore concludes that cost exceeded revenue by $53 million in 1998. From 436 

the EIA Form 861 data base, PacifiCorp retail sales were 41,511 GWh in 1992 437 

and 46,884 GWh in 1998. Since rates remained the same while sales grew 13%, 438 

the NPC included in rates by 1998 would have been about $443 million. Hence, 439 
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NPC-related revenues were within $2 million of the actual NPC in 1998, rather 440 

than $53 million below. 441 

Second, RMP acknowledges that the Table 1 “actual data does not include 442 

a revenue imputation for SMUD” (DR OCS 2.9). In other words, Mr. Duvall did 443 

not adjust his Table 1 to Utah-regulatory terms. 444 

D. Modeling of Potential Risks 445 

Q: Which RMP witnesses attempt to quantify RMP’s NPC risks? 446 

A: Mr. Duvall (Duvall Supplemental at 8) and Dr. McDermott (McDermott Supple-447 

mental at 27–28, Tables 2 and 3) address this issue. 448 

Q: What was Mr. Duvall’s analysis? 449 

A: Mr. Duvall attempted to estimate the contribution to expected NPC of random 450 

variation in loads, forced outages, and hydro generation. He compared 100 451 

stochastic iterations for 2012 NPC using random values for these variables 452 

(along with fuel costs) with 100 runs with load, outage, and hydro generation 453 

fixed. 454 

Q: Does Mr. Duvall’s analysis support the need for an ECAM? 455 

A: No. While I have not been able to review fully the assumptions and analysis, I 456 

have identified three issues with the analysis that undermine RMP’s use of the 457 

results to support the need for an ECAM. 458 

First, Mr. Duvall overstates the effects of load variability on RMP earnings. 459 

He estimates NPC for a range of load levels, but does not compute RMP 460 

revenues for each of the corresponding sales levels. The high-cost iterations tend 461 

to be the highest-sale iterations, and would have revenues (both for NPC and 462 

other cost components) as much as 25% greater than the forecast. Many of the 463 
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high-cost, high-load iterations might actually be profitable to RMP. Mr. Duvall 464 

ignore the increased revenues in these cases. 465 

Second, the load variability in this analysis is quite extreme. The annual 466 

energy requirements in the 100 stochastic iterations range from 18% below 467 

expectation to 25% above (Attachment OCS 2.21). Thirteen of the 100 runs have 468 

loads at least 10% greater than forecast. Since the ECAM is intended to cover 469 

changes in NPC only between rate cases, and since RMP would have the 470 

opportunity to file a rate case if loads (and hence costs for generation, 471 

transmission and distribution) were rising rapidly, the chance of annual energy 472 

requirements being even 10% above forecast over a year or two must be much 473 

lower than 13%.8 Perhaps Mr. Duvall was modeling the uncertainty in 2012 474 

energy requirements at the time of the 2008 IRP, rather than at a later time when 475 

rates for 2012 would be set. 476 

Third, and most fundamentally, Mr. Duvall’s analysis supports a critique of 477 

PacifiCorp’s NPC forecasting as well or better than a critique of Utah’s regula-478 

tion. He points out that ignoring variability in hydro output, forced outages, and 479 

loads results in an underestimate of expected NPC. If PacifiCorp’s forecast of 480 

NPC ignores variability and is therefore consistently understated, the solution is 481 

to improve that forecast, rather than eliminate RMP’s incentives to control costs. 482 

I understand that the GRID model reflects stochastic forced outages, as do all 483 

complex production costing models, and models a range of hydro conditions. If 484 

uncertainty in loads has an important effect on RMP’s annual NPC, RMP should 485 

be working to incorporate that uncertainty in its forecasting (although not with 486 

                                                 
8The Company would generally know in advance of major drivers of load, such as new 

industrial, commercial, or residential development. 
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the extraordinary swings in energy requirements assumed in Mr. Duvall’s 487 

model). 488 

Q: Is Dr. McDermott’s analysis of the coefficient of variation for expenses any 489 

more relevant to the issue of the need for an ECAM? 490 

A: No. First, the coefficient of variation simply measures the dispersion among the 491 

annual values in the sample; it does not measure the volatility from one year to 492 

the next. Dr. McDermott is confused about this point, claiming that standard 493 

deviation is the same as the variation from year to year (DR OCS 2.51). The two 494 

patterns of costs in Figure 1 below have the same mean, standard deviation and 495 

coefficient of variation, but those costs occur in different patterns over time, 496 

resulting in very different year-to-year variation and volatility.9 497 

Figure 1: Smooth and Volatile Cost Patterns 498 
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9Each pattern in Figure 1 comprises the same data set of annual values, arranged in different 

chronological order. 
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Second, some of the “volatility” in Dr. McDermott analysis simply reflects 500 

inflation from 1992 to 2008. 501 

Third, Dr. McDermott uses expenses in each category, rather than costs per 502 

MWh; some of the increase in expenses was offset by increased revenues from 503 

load growth, which Dr. McDermott effectively ignores. I discuss this in more 504 

detail in association with Mr. Duvall’s Table 1 (at the start of Section III above). 505 

Fourth, and most important, Dr. McDermott does not reflect the rate 506 

increases that the Utah PSC allowed in this period. Even had those rate increases 507 

covered NPC in every year, Dr. McDermott’s analysis would still have identified 508 

the same level of volatility and risk for RMP. 509 

IV. Not All Risks Are Relevant to Energy-Cost-Adjustment Mechanisms 510 

Q: Other than gas and electric market prices and the possible correlation with 511 

loads and generation availability, does RMP discuss the nature and 512 

magnitude of other risks that may drive fluctuating power costs? 513 

A: Yes. While RMP acknowledges that “Natural gas purchases and power purchases 514 

are the main examples of highly uncertain variable operating costs” (DR OCS 515 

2.103), Company witnesses also mention the following sources of risk: 516 

• potential carbon legislation (Duvall Supplemental at 5, 11; Graves Supple-517 

mental at 5, 19); 518 

• the price of coal from non-captive mines (Duvall Supplemental at 10–11); 519 

• spot market prices for coal (McDermott Supplemental 25); 520 

• the quantity of coal used, even from captive mines, because the quantity is 521 

“related to demand that is not under the control of the utility” (McDermott 522 

Supplemental at 30); 523 
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• variability in hydro generation (Duvall Supplemental at 7–8, Graves 524 

Supplemental at 17); 525 

• the resource mix of available generation changes over time as assets are 526 

built or retired (Graves Supplemental at 17); 527 

• environmental surcharges for SO2 (Graves Supplemental at 19); 528 

• transmission wheeling charges, (Graves Supplemental at 20); 529 

• fuel transportation charges (Graves Supplemental at 20); 530 

• holding excess allowances whose value may increase or decrease (Graves 531 

Supplemental at 20); 532 

• default by counterparties (Graves Supplemental at 38–39); 533 

Q: Does the prospect of climate legislation justify implementation of an 534 

ECAM? 535 

A: No. Under the proposed legislation, utilities will be allocated allowances for a 536 

significant portion of their historical carbon emissions, and additional allow-537 

ances will be available for purchase at auction prior to the compliance date. 538 

Experience with other emissions trading schemes (for CO2 in Europe and the 539 

Northeast, and for NOx and SO2 regionally and nationally) indicates that once 540 

the legislation is enacted forward contracts will start trading. This will provide 541 

RMP with additional options for covering its obligations. 542 

In the unlikely event that RMP finds itself in a rate case immediately prior 543 

to implementation of carbon legislation, facing undefined rules and a rudiment-544 

ary market, it should propose a ratemaking solution to fit the conditions of that 545 

specific circumstance. 546 

Q: Is the price of coal from non-captive mines or the spot price of coal a 547 

significant risk factor for RMP’s NPC on the time scale over which an 548 

ECAM would operate? 549 



Redacted 

Direct Testimony of Paul Chernick • Docket No. 09-035-15 • November 16, 2009 Page 24 

A: No. PacifiCorp receives more than 30% of its coal from captive mines (Duvall 550 

Supplemental at 10), and purchases 99.4% of the remainder under long-term 551 

contracts with an average remaining duration of 3.4 years (Attachment OCS 552 

2.27). The bulk of PacifiCorp’s coal supply is thus locked in for the typical 553 

period between rate cases. 554 

Q: How relevant are the spot coal prices in Dr. McDermott’s Figure 4 to the 555 

need for an ECAM in Utah? 556 

A: They are not very relevant. As noted above, PacifiCorp purchases very little of 557 

its coal in the spot market. Dr. McDermott does not provide any data on contract 558 

coal prices. 559 

In addition, of the five coal regions for which Dr. McDermott’s Figure 4 560 

reports prices, PacifiCorp purchases only from the two least-expensive and 561 

least-volatile regions: 24% of its supply comes from the Powder River Basin 562 

and 35% from the Uinta Basin. 563 

Q: Is the quantity of coal used by PacifiCorp “related to demand that is not 564 

under the control of the utility,” as Dr. McDermott asserts? 565 

A: That is not RMP’s position elsewhere in discovery, where the Company asserts 566 

that coal-plant dispatch is not dependent on PacifiCorp load (DR OCS-2.16). 567 

The latter position is probably correct on this point, given the low running cost 568 

of the coal plants. 569 

Q: If the quantity of coal used by PacifiCorp were “related to demand that is 570 

not under the control of the utility,” as Dr. McDermott asserts, would that 571 

be a problem for PacifiCorp? 572 

A: No. Since PacifiCorp’s retail rates exceed the cost of coal, higher demand met 573 

by burning additional coal would benefit PacifiCorp. Dr. McDermott argues that 574 

a demand-related increase in coal use “may be an issue for PacifiCorp” and 575 
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justifies ignoring the associated revenues by saying that he “is not referring to 576 

revenue in this portion of his testimony” (DR OCS 2.61). 577 

Q: To what extent is variability in PacifiCorp’s hydro generation relevant to 578 

Utah? 579 

A: The variability is not very relevant. The Revised Protocol is designed to take 580 

away from Utah most of the benefits of PacifiCorp hydro entitlement. If Utah 581 

gets no benefit from PacifiCorp’s major hydro resources in the allocation of 582 

forecasted NPC, Utah should not be charged for the increased cost if hydro 583 

generation is below the level expected in the rate-case NPC. 584 

The Company does not seem to understand this relationship, and suggests, 585 

“All of the hydro variability would flow through to Utah” (DR OCS 2.20). 586 

Q: Is the change in generation-resource mix as assets are built or retired a 587 

source of risk that might be addressed by an ECAM? 588 

A: No. The effects of additions and retirements can be forecast in the rate case 589 

before the change in supply.10 590 

Q: Are environmental surcharges for SO2 a significant source of risk for 591 

PacifiCorp? 592 

A: No. PacifiCorp is a net seller of SO2 allowances (DR OCS 2.98) and can retain 593 

excess SO2 allowances well in advance of usage. 594 

Q: Would holding excess allowances whose value may increase or decrease 595 

expose PacifiCorp to risk? 596 

                                                 
10On occasion, delay in completing a generator may temporarily increase NPC. On the other 

hand, if PacifiCorp can bring a plant on line ahead of schedule, NPC will decrease. The completion 
of resources is at least in part under PacifiCorp’s control. 
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A: No. PacifiCorp’s NPC includes allowances and other commodities at cost, not at 597 

market value. If PacifiCorp has unexpected excess allowances due to reduced 598 

coal generation, it can use or sell those allowances in later years. 599 

As in several places in his testimony and discovery responses, Mr. Graves’s 600 

comments on the risks of holding excess allowances conflates PacifiCorp’s 601 

recovery of costs through the NPC with a power-trading firm’s revenues from 602 

market transactions. If PacifiCorp purchases a commodity hedge, or a forward 603 

contract for delivery to PacifiCorp, and prices fall, PacifiCorp has no need to 604 

unwind that position. PacifiCorp revenues are based on expectations, including 605 

committed hedges, at the time of the rate case. The power trader, on the other 606 

hand, would need to sell that same hedged supply at a loss. 607 

Q: Do transmission wheeling charges expose PacifiCorp to NPC risk? 608 

A: Not much. Transmission rates are regulated and not subject to wide swings. 609 

PacifiCorp can take wheeling charges into account in deciding whether to 610 

procure remote resources. 611 

Asked to demonstrate that transmission wheeling charges are uncertain in 612 

price and required volume, RMP provided only the datum that wheeling expense 613 

changed by $12 million from the prior general rate case to the current general 614 

rate case, reflecting changes in both price and volume (DR OCS 2.99b). 615 

Changes known in a rate case are not uncertainties that would justify an ECAM. 616 

With the addition of new wind resources, PacifiCorp may be incurring predicted 617 

new wheeling charges as part of the resource addition. 618 

Q: Do fuel transportation charges expose PacifiCorp to NPC risk? 619 

A: Transportation charges are a part of the delivered cost of coal and gas. As RMP 620 

notes, pipeline tariffs are regulated (DR OCS 2.99) In any case, RMP did not 621 

provide any evidence of material risk from fuel transportation charges. (Ibid.) 622 
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Q: Does default by counterparties expose PacifiCorp to significant risk? 623 

A: No. The Company was only able to identify two occasions since 2000 on which 624 

PacifiCorp suppliers went into default: Enron and Lehman Brothers (DR OCS 625 

2.135). In neither case did PacifiCorp experience any loss. 626 

V. Alleged Customer Benefits of an Energy-Cost-Adjustment Mechanism 627 

Q: What customer benefits does RMP allege would flow from an ECAM? 628 

A: I count four such benefits claimed in RMP’s supplemental testimony, as follows: 629 

• increased efficiency due to better price signals to customers; 630 

• stability and gradualism in rates; 631 

• avoiding situations in which the financial stress of high, unrecoverable 632 

NPC encourages management to skimp on maintenance and investment, 633 

resulting in degraded reliability; 634 

• lower costs of capital. 635 

A. Increased Pricing Efficiency 636 

Q: Which RMP witnesses promise that an ECAM would result in increased 637 

efficiency? 638 

A: Dr. McDermott asserts that “we should expect that consumers will be better off 639 

under an ECAM approach” (Supplemental at 13) because 640 

consumers, and indeed, society, benefit when the price of electricity reflects 641 
the cost of production. This promotes the right amount of consumption on 642 
the part of consumers and provides benefits by directing consumers to 643 
consume only that incremental amount of electricity that provides them an 644 
equal incremental benefit. (Supplemental at 15) 645 

Mr. Graves says, “Timely recovery of NPC will help customers receive 646 

accurate information about the economic value of power, in order to make 647 
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efficient consumption decisions. This may seem like cold comfort, but in fact it 648 

can be very valuable” (Supplemental at 6). 649 

Q: Is this claim valid? 650 

A: Dr. McDermott’s statement from page 15 (quoted above) is correct, but an 651 

ECAM would not result in efficient pricing. Dr. McDermott’s description of the 652 

benefits of setting prices at the cost of production is rather an argument for 653 

marginal-cost pricing, including time-of-use and real-time pricing, in which the 654 

rate faced by the customer in each hour reflects the cost in that hour. That is 655 

principally a issue of rate design. 656 

An ECAM would not increase rates in the hour, day, or even month in 657 

which costs are high; it would defer the difference between forecast and actual 658 

NPC in one period (a year in RMP’s proposal, but potentially some shorter 659 

period, such as a quarter) for collection in a later period. Assuming that NPC is 660 

accurately forecast for the second period, the ECAM would make rates too high 661 

in that period, again sending the wrong price signal. 662 

As Mr. Graves concedes, “For certain decisions,...[efficient pricing] 663 

requires a very short, very immediate horizon of price revelation, such as 5-664 

minute locational marginal prices (LMPs) needed to induce peak-demand 665 

shifting. For other, longer term decisions, such as replacing appliances with 666 

more efficient new ones, a price indicative of the expected long run marginal 667 

cost is more relevant, which need not be signaled or updated extremely 668 

frequently to be useful to customers’ decisions.” (DR OCS 2.116b) Increased 669 

volatility in NPC prices, with the lags inherent in any ECAM, would not 670 

improve pricing signals for peak shifting or for appliance efficiency. 671 

Q: Does RMP recognize that efficient price signals require marginal-cost-based 672 

rates? 673 
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A: Interestingly, the RMP witnesses are split on this point. On the one hand, “Dr. 674 

McDermott claims that economic theory suggests that prices that more closely 675 

reflect cost (either average or marginal cost) result in better price signals” (DR 676 

OCS 2.42). I know of no economic theory that would suggest that average-cost 677 

pricing is efficient. He also emphasizes that consumers make decisions about 678 

incremental (i.e., marginal) prices and benefits of energy usage (Supplemental at 679 

15). 680 

In contrast, Mr. Graves correctly states that “Efficient prices signal the 681 

avoidable, marginal cost of consumption to customers” (DR OCS 2.116b). 682 

Q: Does RMP demonstrate that an ECAM in the period 2002–2008 would have 683 

better matched prices to cost? 684 

A: No. On the contrary, Dr. McDermott admits that an ECAM that recovered NPC 685 

shortfalls from 2001 or 2004 in the following year would not have resulted in 686 

rates “closer to production costs than was actually the case without an ECAM” 687 

(DR OCS 2.42b and 2.42c). 688 

Q: Does Dr. McDermott cite any other regulators to support his argument 689 

regarding the efficiency of pricing with an ECAM? 690 

A: Yes, but inaccurately. Dr. McDermott quotes the Minnesota PUC to the effect 691 

that an ECAM matches power expenses and rates (which is certainly the case 692 

over time), as evidence that the Minnesota PUC identified “directing consumers 693 

to consume only that incremental amount of electricity that provides them an 694 

equal incremental benefit” as a benefit of ECAMs (Supplemental 15). The quote 695 

from the Minnesota PUC as reproduced by Dr. McDermott and in context 696 

appears to refer to matching utility costs and revenues, without any reference to 697 
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consumer response. Dr. McDermott was unable to explain how that Minnesota 698 

PUC order had any connection to his point.11 699 

Q: What schedule for ECAM filings does RMP propose? 700 

A: Mr. Duvall proposes an annual filing on December 15, with the ECAM 701 

adjustment effective February 15 (Duvall Direct testimony at 8–9). The Com-702 

pany reiterated that position in DR OCS 2.29 and DR OCS 2.104. 703 

Q: What schedule for ECAM filings does Mr. Graves assume in his testimony? 704 

A: He believes that to be an issue for Phase 2, so he cannot determine how an 705 

ECAM would have affected prices over 1990–2008. (DR OCS 2.92). He also 706 

acknowledges, 707 

The efficiency advantages of an ECAM, as well as the financial risk-708 
reduction benefits, are greater with a shorter horizon for passing through 709 
the actual costs. At present, at least an annual accrual and amortization 710 
pattern has been suggested but this is not a finalized aspect of the ECAM 711 
policy. (DR OCS 2.116a) 712 

B. Gradualism 713 

Q: Which RMP witness argues that an ECAM would promote gradualism in 714 

ratemaking? 715 

A: Mr. Graves says, 716 

Eventually, customers should bear all of the costs that are prudently 717 
incurred to provide service. If this is done in a timely, incremental fashion, 718 
customers do not experience occasional, jarring rate shocks, and they have 719 
the ability to make gradual adjustments to their own consumption habits. 720 
(Supplemental at 6) 721 

                                                 
11The order he cited was not considering whether to implement or continue an ECAM, but 

whether to change the allocation of ECAM charges among rate classes. The issue appeared to be 
inter-class equity, rather than efficiency. 
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With an ECAM, the costs will be recognized and passed on in a more 722 
gradual, smoother way that avoids disruptive rate shocks. (Supplemental at 723 
11) 724 

Q: Would an ECAM result in more gradual changes in rates than the PSC’s 725 

current approach? 726 

A: Not in any systematic way. In general, an ECAM would tend to delay a price 727 

spike in year 1 to the subsequent year 2, when prices may still be high, resulting 728 

in collecting year-2 and the excess year-1 costs in year 2, producing a greater 729 

price jump from year 1 to year 2. 730 

Mr. Graves was unable to demonstrate any gradualism benefit for RMP’s 731 

historical NPC data (DR OCS 2.92) He describes the “gradualism” benefit of an 732 

ECAM as follows: “An ECAM is more likely to routinely adjust rates up and 733 

down, in response to recent market conditions, than a test-year, base-rates 734 

mechanism” (DR OCS 2.115a). This description of ECAM operation implies 735 

greater volatility in rates, not gradualism. 736 

An ECAM would be unlikely to provide either gradualism in adjustment of 737 

rates or strong contemporaneous signals of changing prices. It would be very 738 

unlikely to provide both gradualism (which requires slow price changes) and 739 

strong price signals (which often require rapid price changes). 740 

C. Skimping on Maintenance and Investment 741 

Q: Where does RMP argue the that lack of an ECAM would cause manage-742 

ment to skimp on maintenance and investment, resulting in degraded 743 

reliability and have adverse long-term impacts on customers? 744 

A: Dr. McDermott asserts that, if fuel costs exceed the level of costs in rates, 745 
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tradeoffs are imposed on management that may require budget cuts to 746 
capital expenditures, O&M, and other cost components under manage-747 
ment’s control that may have long term impacts on customers. (Supple-748 
mental at11) 749 

While maintaining the status quo may, in the short-term, cause prices to be 750 
lower, in the long-run the negative results of higher capital costs, excessive 751 
cost cutting of manageable costs, and perhaps even underinvestment in 752 
facilities and maintenance will present risks to consumers that are likely to 753 
far outweigh the short term gain, if any. One need only consider the 754 
enormous costs of outages or slower restoration times to understand that 755 
refusing to allow reasonable cost recovery shifts colossal risk onto the 756 
backs of consumers. (Supplemental at 15) 757 

So does Mr. Graves: 758 

If costs prove to be higher than forecast, the utility attempts to live within 759 
the operating budget implied by that forecast for as long as possible. This 760 
can lead to stresses on the utility that are absorbed through such practices 761 
as reduced or deferred maintenance [or] underinvestment in otherwise 762 
attractive new infrastructure.... (Graves Supplemental at 7) 763 

And RMP speaks for itself when it says, 764 

In the Company’s view, rational business entities attempt to live within 765 
their operating budgets. If specific costs prove to be higher than the 766 
budgeted levels, entities take reasonable steps to compensate, including but 767 
not limited to reprioritizing and reducing other costs. (DR OCS 2.83) 768 

Q: Has RMP identified any occasions on which PacifiCorp or any other utility 769 

has made such cuts? 770 

A: No. Dr. McDermott cannot identify any “instances in which PacifiCorp has 771 

made budget cuts that increased long-term costs to customers, due to NPC 772 

variation” (DR OCS-2.35b) or “outages or slower restoration times” (DR OCS-773 

2.41). Nor could he identify any other electric utility as having made budget cuts 774 
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that increased long-term costs to customers (DR OCS 2.35c, 2.39, 2.40, 775 

2.41b).12 776 

The closest Dr. McDermott gets to an example of the problems he imagines 777 

might result from the lack of an ECAM is to cite the effect of the California 778 

power crisis on Southern California Edison and Pacific Gas and Electric. At that 779 

time, those utilities were purchasing entirely in the short-term market and were 780 

unable to raise rates to reflect market prices that were rising rapidly in response 781 

to Enron’s manipulation of the wholesale market (DR, 2.39, 2.40). Even in that 782 

situation, which was much more severe than any NPC-induced crisis conceiv-783 

able for RMP, given its resource mix and hedging, Dr. McDermott finds no 784 

evidence of damaging budget cuts. 785 

Asked for occasions on which RMP or PacifiCorp has acted in the manner 786 

described by Mr. Graves, the Company cites a press release it issued following 787 

the decision in the 2008 rate case, in which it threatened to reduce customer 788 

service and even curtail power supply to customers. However, RMP is unable to 789 

estimate any costs to customers (DR OCS 2.83). 790 

On the other hand, RMP also says that it has no budget limits for NPC. 791 

“The Company has an obligation to serve customer loads and does so at the 792 

lowest cost that can reasonably be achieved” (DR OCS 2.112). 793 

Q: Does Dr. McDermott demonstrate that PacifiCorp or other utilities could 794 

make such cuts and evade facing penalties from regulators? 795 

                                                 
12Dr. McDermott explains his lack of empirical evidence for these problems by asserting that 

“there are few utilities without an ECAM” (DR OCS 2.39 and 2.40). Yet his testimony lists several 
jurisdictions and utilities that have recently adopted an ECAM (Supplemental at 36–37), so some 
examples should be available over the last few decades, if lack of an ECAM really causes utilities 
to cut back on other essential services. 
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A: No. He declines to provide any evidence that RMP or other utilities can profit 796 

from reducing service or reliability, and suggests that high actual NPC might 797 

instead result in lower profits to shareholders. When asked 798 

Is it Dr. McDermott’s testimony that a utility can make budget cuts in ways 799 
that increase long-term costs to customers, without regulators identifying 800 
those costs and requiring shareholders to absorb them? 801 

he responded as follows: 802 

This is not the point of Dr. McDermott’s testimony. The point of the testi-803 
mony is that denying a reasonable opportunity to recover legitimate costs 804 
can force a utility into a situation where it either cuts the return to share-805 
holders or makes cuts in budgets that may harm customers. This situation is 806 
not fair to either customers or shareholders. Dr. McDermott did not testify 807 
as to whether he thinks regulators will “catch” a utility in such a situation 808 
as that is not the overriding purpose of regulation. The purpose of 809 
regulation is to create a set of incentives that, on balance, create an 810 
environment in which we expect utilities and customers to honor their 811 
respective parts of the regulatory bargain. (DR OCS 2.35d)13 812 

D. Cost of Capital 813 

Q: Would an ECAM reduce RMP’s cost of capital? 814 

A: Yes. In the event that the Commission institutes an ECAM, it should reduce 815 

RMP’s authorized return, as did the Vermont Public Service Board in its recent 816 

approvals of stipulations to establish temporary ECAMs for two utilities. 817 

VI. Incentive effects 818 

Q: Please describe how RMP responds to the PSC’s issues regarding the 819 

following incentives effects of an ECAM: 820 

                                                 
13While he does not say so, low actual NPC would result in higher profits to shareholders, so 

unbiased forecasts of NPC should result in average returns close to the authorized value. 
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• evaluation of regulatory objectives and the ability of a ratemaking 821 

treatment of power costs to balance the objectives; 822 

• an analysis of the impacts of alternative ratemaking treatments of 823 

power costs to management incentives for least cost risk adjusted 824 

planning, expansion, and operation; 825 

• alignment of Company and customer objectives. 826 

A: The Company addresses these issues through the testimony of Dr. McDermott. 827 

Q: What are RMP’s principal arguments regarding the incentive effects of an 828 

ECAM? 829 

A: The Company makes the following assertions: 830 

• The Company has not seen any “direct evidence” of an incentive effect 831 

(McDermott Supplemental at 38). 832 

• PacifiCorp has no control over NPC, so no incentive effect is possible. 833 

• Even with an ECAM, NPC costs would be subject to regulatory review. 834 

• If any such incentive effects exist, ECAM-like mechanisms would not be 835 

so widely accepted by regulators. 836 

Dr. McDermott asserts that “nuanced understanding” of the “details of 837 

procurement incentives inherent in the current system…can be difficult to 838 

convey in a litigated proceeding” (Supplemental at 38). Dr. McDermott does not 839 

even try to convey that “nuanced understanding” or any explanation of why 840 

RMP’s cost-control incentives would not change with an ECAM. 841 

A. Evidence of an Incentive Effect 842 

Q: Do RMP’s witnesses describe any studies that examine the incentive effects 843 

of ECAM-like mechanisms or of power-cost recovery in general? 844 

A: No. Dr. McDermott has not conducted any such analysis (DR OCS 2.74). 845 
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Q: Have you identified any such studies? 846 

A: Yes. A number of studies have examined the effect of instituting ECAM-like 847 

mechanisms, or the transition from cost-of-service regulation (with ECAM-like 848 

mechanisms) to competitive power markets and/or incentive regulation. In all 849 

the examples I found, the researchers found that putting some or all of 850 

responsibility of fuel costs on the power-plant operator improved performance. 851 

Kahn (1989, at 48, original emphasis) finds, 852 

The regulatory lag—the inevitable delay that regulation imposes in the 853 
downward adjustment of rate levels that produce excessive rates of return 854 
and in the upward adjustments ordinarily called for if profits are too low—855 
is thus to be regarded not as a deplorable imperfection of regulation but as a 856 
positive advantage. Freezing rates for the period of the lag imposes 857 
penalties for inefficiency, excessive conservatism, and wrong guesses, and 858 
offers rewards for their opposites: companies can for a time keep the higher 859 
profits they reap from a superior performance and have to suffer the losses 860 
from a poor one.14 861 

Gollop and Karlson (1978, at 574–575) say that an ECAM 862 

can lead to higher total cost without introducing any [bias in technology 863 
choice]. Since the automatic adjustment policy is intended to circumvent 864 
the lag in the regulatory review process, a factor-neutral inefficiency…can 865 
result. In short, firms face reduced financial punishment if inefficient 866 
production methods are adopted….regulatory lag and formal hearings play 867 
an important efficiency inducing role. A policy designed to circumvent the 868 
regulatory process reduces the penalty for inefficient behavior. The fuel 869 
adjustment mechanism is just such a policy. Automatic rate increases 870 
immediately compensate for higher production costs. Our research suggests 871 
that [fuel] inefficiency results soon after fuel clauses are sufficiently 872 
liberalized. We first observe [fuel] inefficiency in 1971, the very year fuel 873 
clauses are widely introduced and have their customer coverage greatly 874 
extended.15 875 

                                                 
14Kahn, Alfred. 1989. The Economics of Regulation: Principles and Institutions Vol. II, 2nd Ed. 

Cambridge, Mass.: MIT Press. 
15Gollop, Frank, and Stephen Karlson. 1978. “The Impact of the Fuel Adjustment Mechanism on 

Economic Efficiency” Review of Economics and Statistics 60(4) (Nov., 1978): 574-584 
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Bushwell and Wolfram (2005, at abstract page) state, 876 

Our results suggest that fuel efficiency improved by about 2% following 877 
divestitures, although nondivested plants that were subject to incentive 878 
regulation also saw fuel efficiency improvements of similar magnitudes. 879 
Our results suggest that changes in incentives were the main driver behind 880 
the efficiency improvements and that the ownership transfers had little 881 
positive and possibly negative impacts on fuel efficiency.16 882 

According to Knittel (2002, at 530), 883 

those programs that modify traditional fuel cost passthrough programs such 884 
that the firm is held accountable for a portion of fuel cost overruns, and at 885 
the same time is able to capture some of the rents from cost savings, are 886 
associated with higher efficiency levels relative to the more traditional fuel 887 
cost programs.17 888 

Fabrizio, Rose, and Wolfram (2006, at 1272) find, 889 

IOU plants in restructuring regimes reduced their labor and nonfuel operat-890 
ing expenses by 3 to 5 percent in anticipation of increased competition in 891 
electricity generation, relative to IOU plants in states that did not re-892 
structure their markets. The estimated efficiency gains are even larger when 893 
compared to a benchmark based on municipal, federal, and cooperative 894 
plants: on the order of 6 percent reductions in labor use and 12 percent 895 
reductions in nonfuel operating expenses relative to non-IOU plants over 896 
the same time period.18 897 

Golec (1990, at 165) says, 898 

                                                 
16Bushnell, James and Catherine Wolfram (2005). “Ownership Change, Incentives and Plant 

Efficiency: The Divestiture of U.S. Electric Generation Plants” CSEM WP-140. Berkeley, Cal.: 
University of California Energy Institute, Center for the Study of Energy Markets. 

17Knittel, Christopher. 2002. “Alternative Regulatory Methods and Firm Efficiency: Stochastic 
Frontier Evidence from the US Electricity Industry” Review of Economics and Statistics, 84(3): 
530–540. 

18Fabrizio, Kira, Nancy Rose, and Catherine Wolfram. 2006. “Do Markets Reduce Costs? 
Assessing the Impact of Regulatory Restructuring on U.S. Electric Generation Efficiency” 
American Economic Review 97(4): 1250–1277. 
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It has become clear to PUCs that FACs have eliminated or lessened utility 899 
incentives to reduce fuel costs....19 900 

Lien and Lihong (1996) note, 901 

for several years, the FAC has been the object of numerous criticisms, For 902 
one, they reduce the incentive to search for the least cost source of fuel. 903 
Baron and De Bondt (1979) and Kaserman and Tepel (1982) find some 904 
support for this….This second criticism of the FAC is perhaps its most 905 
basic; it distorts the incentive to produce efficiently. Tiemann (1978), Baron 906 
and De Bondt (1979, 1981), Atkinson and Halversen (1980), and Scott 907 
(1985) find that under certain conditions the FAC may induce the utility to 908 
bias its selection of inputs towards those whose costs are covered by the 909 
FAC pass-through. Gollop and Karlson (1978) provide empirical support 910 
for this possibility. For generation of electricity, typically, fuel is 911 
overutilized relative to capital inputs, resulting in plants operating at less 912 
than optimal heat rates.... A third elemental criticism is that the FAC can 913 
exacerbate problems associated with self dealing. (158) 914 

...without FACs, the firm will naturally seek the cheapest source of fuel. 915 
(171)20 916 

Isaacs (1982, at 168) concludes, 917 

Suspicions that fuel adjustment mechanisms distort input choices are justi-918 
fied. In the case of no fuel cost uncertainty, there is an incentive for utilities 919 
to invest in relatively more fuel-intensive technologies than would be 920 
employed by a firm producing the same output. The addition of uncertainty 921 
does not eradicate the result that input incentives are altered, but the 922 
interpretation of these biases as “profuel” or “antifuel” becomes difficult.21 923 

Atkinson and Halvorsen (1982, at 82–83, 86) find that 924 

                                                 
19Golec, Joseph. 1990. “The Financial Effects of Fuel Adjustment Clauses on Electric Utilities” 

The Journal of Business 63(2) (Apr., 1990): 165–186. 
20Lien, Donald, and Lihong Liu. 1996. “Futures Trading and Fuel Adjustment Clauses” Journal 

of Regulatory Economics 9(2) (March 1996): 157–178. 
21Isaacs, Mark. “Fuel Cost Adjustment Mechanisms and the Regulated Utility Facing Uncertain 

Fuel Prices” The Bell Journal of Economics, 13(1) (Spring 1982): 158–169. 

http://www.springerlink.com/content/100298/?p=0d676b7e217845969a644060ff3d75dd&pi=0
http://www.springerlink.com/content/100298/?p=0d676b7e217845969a644060ff3d75dd&pi=0
http://www.springerlink.com/content/x10tupr58772/?p=0d676b7e217845969a644060ff3d75dd&pi=0
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When a fuel adjustment clause is used….more than the cost minimizing 925 
amount of fuel will be used relative to capital and labor, respectively.... 926 
[F]uel adjustment clauses have a significant effect on input choice....22 927 

The Regulatory Assistance Project (1994, at 4) says, 928 

It is not possible to discuss PBRs without briefly touching on the other 929 
extreme—the fuel adjustment clause. Most utilities have fuel adjustment 930 
clauses which, for the most part, allow utilities to recover every dollar they 931 
spend on fuel and some forms of purchased power. Fuel clauses, 932 
particularly the simpler versions, leave the utility with no incentive to 933 
control fuel costs. 934 

At the same time, they tilt the playing field in favor of high fuel cost 935 
options Fuel clauses also create a disincentive to the utility to operate its 936 
units efficiently. If a utility spends money to improve the fuel efficiency of 937 
a generator, the money spent on improvements decreases profits, while the 938 
savings (the lower fuel costs) are passed through to ratepayers under the 939 
fuel clause. Fuel clauses tell utilities that investments that save fuel are not 940 
a good expenditure. 941 

There are two potential solutions. The easiest and best is to recover fuel 942 
costs in the same manner as all other costs. If this is not feasible, the other 943 
option is to sever the link between actual fuel expenses and allowed 944 
revenues as fully as possible. Options here include adjusting only for 945 
changes in the price of fuel, but not in the generating mix or allowing 946 
recovery of only a portion of the variance between expected and actual fuel 947 
expense.23 948 

Bonbright, Danielsen, and Kamershen (1988, at 574) say that “automatic 949 

clauses” (such as ECAM) are the subject of regulatory concern about several 950 

issues, including the tendency of such mechanisms to 951 

                                                 
22Atkinson, Scott and Robert Halvorsen. 1980. “A Test of Relative and Absolute Price Efficiency in 

Regulated Utilities” Review of Economics and Statistics 62(1) (Feb., 1980): 81–88. 
23“Fuel Clauses—The Anti-PBR,” sidebar in “Performance Based Regulation: A Policy Option 

for a Changing World.” The Regulatory Assistance Project IssuesLetter (1994): 4. 
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blunt a utility’s incentive to minimize fuel costs, although a company stands 952 
to lose the time value of its money due to time lag before recovery and they 953 
are sometimes requires to use reasonable care in negotiations....24 954 

Q: Are these results consistent with standard economic thought and practical 955 

experience? 956 

A: Yes. Economics generally assumes that individuals and firms respond to 957 

financial incentives. Empirical studies generally confirm that economic actors 958 

engage less in an activity as its cost to them rises and do more as the reward 959 

increases. 960 

Q: Does RMP assume in other parts of its testimony that financial incentives 961 

affect behavior? 962 

A: Yes. Dr. McDermott assumes that consumers will respond to the pricing of 963 

electricity and have responded to prices of natural gas and petroleum (Supple-964 

mental at 15–16). He also asserts that financial incentives for power plant 965 

performance could produce “unintended consequences, such as promoting one 966 

resource over another” (Supplemental at 46), bias the “trade-off between energy 967 

efficiency and power production and purchase and the relative structure of the 968 

rewards with respect to fuel type which may cause a utility to desire to procure 969 

too much of one fuel type over another,” and “impact…worker and customer 970 

safety” (DR OCS 2.80). 971 

When asked to reconcile his position allowing full NPC pass-through to 972 

consumers would have no effect on utility incentives but that any modification 973 

of that pass-through could have very serious effects on utility incentives, Dr. 974 

                                                 
24Bonbright, James, Albert Danielsen, and David Kamerschen, 1988. Principles of Public 

Utility Rates. Arlington, Va.: Public Utility Reports. The authors cite Phillips (Charles Phillps Jr. 
1984. The Regulation of Public Utilities: Theory and Practice. Arlington, Va.: Public Utility 
Report) at 236–237 for this analysis. 
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McDermott replied “The statements are made in different contexts and need not 975 

be reconciled” (DR OCS 2.81). 976 

Q: What should the PSC conclude about the incentive effect of an ECAM? 977 

A: The PSC should assume that an ECAM would reduce PacifiCorp’s incentive to 978 

control costs by reducing attention to the least-cost procurement of gas and 979 

electric power, the marketing of wholesale power, and maintaining and 980 

improving the fuel efficiency and reliability of generation. 981 

B. Utility Ability to Affect NPC 982 

Q: Which RMP witnesses argue that PacifiCorp cannot affect the NPC? 983 

A: Dr. McDermott argues strenuously that PacifiCorp’s Net Power Cost is “largely 984 

beyond the control of utility management” (McDermott Supplemental at 30): 985 

the prices paid for fuel and power are not within the control of the utility.... 986 
(Supplemental at 39) 987 

Rocky Mountain Power has no control over the price set in power markets 988 
and therefore it has no control over the prices that are paid for purchased 989 
power or the selling price. (Supplemental at 30) 990 

Once a set of prudent decisions has been made about the types of power 991 
plants that a utility deploys and its approach (or tolerance) for hedging fuel 992 
and purchased power, the resulting costs are essentially the cost of the 993 
commodity to run the set of plants the utility owns and to purchase the 994 
power necessary to meet its obligation to keep the lights on. (Supplemental 995 
at 31) 996 

if the utility has to purchase 20 MW in the next hour to meet its demand it 997 
will pay the market price as a result of its obligation to serve. This will 998 
occur with or without an ECAM. (McDermott Supplemental at 39) 999 
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Dr. McDermott is of the opinion that PacifiCorp must pay a market-1000 
determined price for power that it procures and therefore has de minimis 1001 
control over the price it pays for power. PacifiCorp can slightly alter the 1002 
choice of which types of forward contracts it uses (e.g., the length of 1003 
forward commitment), which will affect the available price, but it cannot 1004 
negotiate for a better price on any standard product it uses. (DR OCS 1005 
2.46d) 1006 

Dr. McDermott is of the opinion that PacifiCorp has de minimis control 1007 
over the price it obtains for selling power as that power is sold in a market. 1008 
(DR OCS 2.46g) 1009 

Q: Is it true that PacifiCorp has no control over its NPC? 1010 

A: No. PacifiCorp affects the NPC with the following decisions and actions: 1011 

• every generation and transmission maintenance decision it makes or 1012 

neglects; 1013 

• the scheduling of every maintenance outage; 1014 

• selection and training of every employee whose activities may affect a 1015 

generation unit, major transmission line or wholesale transaction; 1016 

• negotiation of each wholesale power purchase or sale; 1017 

• every wholesale power purchase or sale the Company does not con-1018 

summate; 1019 

• each potential natural gas purchase that PacifiCorp accepts or rejects; 1020 

• every call that a PacifiCorp trader takes from or places to a market partici-1021 

pant and the decisions not to make some calls; 1022 

• each decision to dispatch a generator; 1023 

• each forecast of load underlying purchase, sale and dispatch decisions. 1024 

Q: Does the Company recognize that PacifiCorp has some control over its 1025 

NPC? 1026 

A: Yes. Dr. McDermott contradicts his basic position a couple pages later (at 40), 1027 

when he admits that utilities have been found to have increased costs through 1028 
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their imprudence in “numerous examples.” He also agrees (DR OCS 2.33) that 1029 

PacifiCorp management has some degree of control over each of the following 1030 

aspects of NPC: 1031 

• which short-term wholesale purchases and sales PacifiCorp makes; 1032 

• the quality of PacifiCorp negotiations of standard and non-standard short-1033 

term wholesale power contracts with third parties; 1034 

• the maintenance of generators, to the extent that affects outage rates and 1035 

heat rates; 1036 

• the management of scheduled and forced outages, including spending on 1037 

overtime and expedited delivery of equipment, to the extent those decisions 1038 

affect the length of outages; 1039 

• the timing of maintenance outages; 1040 

• the purchase of fuel, including timing, contract periods and terms; 1041 

• the resale of fuel contracts that are excess to PacifiCorp’s needs, given 1042 

actual loads and operating conditions.25 1043 

Q: Dr. McDermott says (McDermott Supplemental at 39), “if the utility has to 1044 

purchase 20 MW in the next hour to meet its demand it will pay the market 1045 

price as a result of its obligation to serve. This will occur with or without an 1046 

ECAM.” Is he correct? 1047 

A: Not for PacifiCorp. Dr. McDermott’s description might be accurate for some 1048 

utilities at some times, especially small utilities without generation, operating in 1049 

highly standardized markets. It is true that, if PacifiCorp finds at 9 AM that its 1050 

                                                 
25Oddly, while agreeing to all these points, RMP refers to McDermott’s Supplemental at 30–33, 

in which he accepts utility control only over fuel mix (which he considers an IRP issue), hedging, 
and ownership of fuel supply (at 31), and in which he repeatedly claims (at 32) that PacifiCorp has 
“little or no control over NPC.” 
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load forecast for 10 AM has increased 20 MW, or that it has lost 20 MW of 1051 

generation, it will have to do something to correct the balance. PacifiCorp’s 1052 

options include reducing a sale it had expected to make, increasing output from 1053 

a fossil unit that is already operating, starting up additional generator (probably 1054 

a combustion turbine), increasing output from a hydro unit at 10 AM and 1055 

changing dispatch sometime later to allow the water level at the dam to recover, 1056 

or purchasing power. Among purchases, PacifiCorp is not restricted to a single 1057 

market; PacifiCorp reports purchases from about 120 parties at 73 locations 1058 

during 2008, including 82 entities in the hour-ahead market (DR OCS 2.75a).26 1059 

The Company has not found that those entities offer the same prices (DR OCS 1060 

2.75b). In July 2008, for any particular day (and separately for both LLH and 1061 

HLH energy), PacifiCorp received offers from other parties that wanted to 1062 

purchase power that varied widely, by an average of a three-fold ratio and often 1063 

by five times or more. PacifiCorp certainly did not face a single market price. 1064 

Without an ECAM, PacifiCorp shareholders bear the cost of the 20 MW 1065 

purchase and PacifiCorp has every institutional incentive to encourage its 1066 

employees to select the least-cost supply. With an ECAM, ratepayers bear the 1067 

cost of the 20 MW purchase and PacifiCorp has no incentive to do any more 1068 

than is required by PSC oversight. As I discuss below, that oversight is much 1069 

less complete than PacifiCorp’s ability to control costs. 1070 

Q: Does PacifiCorp acknowledge that it has all the options you list in your 1071 

previous answer? 1072 

                                                 
26The number of parties is from PacifiCorp’s FERC Form 1 at 346–347, excluding unit, long-

term and intermediate purchases. Another 28 parties engaged in exchanges with PacifiCorp. The 
number of delivery points is from Attachment OCS 2-127. 
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A: No. PacifiCorp takes the position that it would not adjust dispatch in response to 1073 

load changes, because its “plants are normally dispatched economically and 1074 

independent of load levels” ( DR OCS 2.16). 1075 

That would be a reasonable position if the change in conditions on the 1076 

PacifiCorp system, including any resulting increase in PacifiCorp purchases 1077 

from the market (or decreased sales into the market), had no effect on market 1078 

prices. In reality, increasing loads (from RMP, the rest of PacifiCorp, or other 1079 

Western utilities) will increase prices. 1080 

It is true that sometimes the incremental market price will happen to be 1081 

much higher than the most expensive operating PacifiCorp unit and much lower 1082 

than the least expensive PacifiCorp unit in reserve, considering ramp-up costs, 1083 

cycling constraints, and the opportunity costs of using hydro in the current hour, 1084 

rather than later. In this situation, a change in RMP load will result in PacifiCorp 1085 

buying more power or selling less power, but not changing its generation. But in 1086 

many hours of the year, PacifiCorp will have generation with running costs 1087 

close to the market price; with higher load and the resulting higher market price, 1088 

PacifiCorp’s least-cost response would be to increase output at an operating unit, 1089 

or to start up an additional unit. 1090 

C. Regulatory Scrutiny and Energy-Cost-Adjustment Mechanisms 1091 

Q: Which RMP witnesses argue that regulatory scrutiny will force PacifiCorp 1092 

to be as efficient with an ECAM as it would be without an ECAM? 1093 

A: Mr. McDermott argues, 1094 
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the Commission will review the utility procurement methods for reason-1095 
ableness under the ECAM. If the utility acts imprudently, the Commission 1096 
can deny cost recovery for such costs. This is the same incentive that other 1097 
functions of the utility operate under and therefore we should not expect 1098 
that the incentive to operate efficiently is any weaker here.… This suggests 1099 
that regulatory bodies are fully capable of reviewing fuel adjustment data 1100 
and procurement procedures of utilities. (Supplemental at 39–40) 1101 

the ECAM does not guarantee one penny of cost recovery as the utility will 1102 
still need to demonstrate prudent operation. (Supplemental at 33) 1103 

and 1104 

Rocky Mountain Power will still be required to justify every dollar that 1105 
passes through the ECAM.... (Supplemental at 17) 1106 

Q: Is this position realistic? 1107 

A: No. As I discuss above (at 42), PacifiCorp’s NPC is determined by many kinds 1108 

of PacifiCorp decisions, made over a period of years by hundreds of people in 1109 

many parts of the Company. PacifiCorp engaged in tens of thousands of gas and 1110 

electric transactions in calendar 2008 (Confidential Attachment OCS 2.60), 1111 

purchasing power at 73 locations (Attachment OCS 2.126) and selling power at 1112 

54 locations (Attachment OCS 2.127). Several times as many additional 1113 

contacts, bids, and offers must have occurred between PacifiCorp and potential 1114 

counterparties. There is no way to determine what communications that Pacifi-1115 

Corp might have originated, but chose not to. The PSC is in no position to 1116 

monitor all of these power- and gas-trading communications, decisions, actions 1117 

and inactions, let alone do the same for generation dispatch, power-plant and 1118 

transmission maintenance, staff training, outage scheduling, and load fore-1119 

casting. The PSC may never know about staff errors that never resulted in 1120 

remedial responses, phone calls that were not made to potential trading partners, 1121 

or delays in power-plant start-up while dispatchers finished lunch. 1122 
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In most situations, a wide range of utility actions fall into a gray zone that 1123 

is neither unequivocally optimal nor clearly imprudent. Running any large and 1124 

complicated business, including a utility, requires many judgment calls: whether 1125 

to sign a short-term or longer-term contract, when to seek new contracts, 1126 

whether to accept reduced credit assurance or increased indexing in exchange 1127 

for lower expected prices, and many more. Regulators are understandably 1128 

reluctant to second-guess management decisions in that broad gray area, 1129 

especially once hindsight has shown that the outcome was problematic. 1130 

Prudence reviews are often very demanding of time and resources, as 1131 

should be clear from the reviews of the market problems and Hunter outage in 1132 

2000–2001. 1133 

Q: Is Dr. McDermott correct that, with an ECAM, PacifiCorp’s power-supply 1134 

function would have “the same incentive that other functions of the utility 1135 

operate under and therefore we should not expect that the incentive to 1136 

operate efficiently is any weaker here?” 1137 

A: No. For most other utility functions, PacifiCorp bears the costs of its decisions 1138 

and actions for some time prior to reflecting those costs in rates. For some 1139 

expenses that do not fall in any test year, PacifiCorp may never be reimbursed 1140 

by ratepayers for any portion of the expense. For longer-term contracts and 1141 

commitments, PacifiCorp bears the costs of the services until the effective date 1142 

of the next rate proceeding. For capital investments, PacifiCorp bears the 1143 

depreciation cost and earns no return until rates change. 1144 

PacifiCorp thus has an incentive to minimize most costs, even if it is 1145 

confident that the costs will pass the prudence scrutiny. This is currently the case 1146 

for NPC and almost all other costs; with an ECAM, the inherent cost-control 1147 

incentives for NPC would disappear. 1148 
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Q: Is RMP correct (DR OCS 2.59) that “the PSC would determine the 1149 

prudence of the utility’s actions in a similar manner as it determines the 1150 

prudence of any cost that it allows into rates?” 1151 

A: No. For most costs, including NPC in Utah, the utility shareholders bear costs 1152 

for some time before they are reflected in rates. Shareholders therefore have 1153 

some skin in the game: an incentive to control costs. The PSC can rely on the 1154 

utility’s self-interest as the first defense against imprudence and inefficiency. 1155 

With an ECAM, this protection disappears and the PSC must find other 1156 

mechanisms for seeking out and remedying inefficiency and waste. 1157 

D. Practices of Other Jurisdictions 1158 

Q: How does RMP interpret the widespread use of ECAM-like mechanisms in 1159 

other jurisdictions? 1160 

A: The Company interprets that practice as evidence that ECAM would not change 1161 

PacifiCorp’s cost-control incentives. 1162 

While RMP witnesses assert that national practice demonstrates the lack of 1163 

an incentive problem, actual practice is quite diverse. The Company does not 1164 

provide much detail on the specifics of each ECAM-like mechanism, but it is 1165 

apparent that many jurisdictions recognize the incentive problem and have 1166 

provisions to mitigate it. 1167 

Q: How many jurisdictions does RMP claim have some form of ECAM? 1168 

A: According to Exhibit KAM-2S, thirty-six states are “unrestructured,” of which 1169 

all but Utah have some form of ECAM for at least some utilities. 1170 

Q: Has RMP described these ECAM-like mechanisms? 1171 

A: No. Despite its reliance on practice in other jurisdictions, the Company was 1172 

unable to describe the mechanisms, in terms of the share of costs flowed through 1173 
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the mechanism, adjustment caps and dead bands, generator performance 1174 

requirements, categories on costs included, and whether the adjustment is based 1175 

on actual fuel prices or market indices (DR OCS 2.66). 1176 

Q: Do the cost-recovery mechanisms for power costs in all of these jurisdic-1177 

tions support RMP’s position? 1178 

A: Not in all cases, for four reasons. First, Tennessee does not have any regulated 1179 

utilities that have any direct control over their power costs. Tennessee has only 1180 

one investor-owned electric utility—Kingsport Power—that serves more than a 1181 

dozen customers. Kingsport Power is a full-requirement customer of its affiliate 1182 

Appalachian Power, so its power costs are set by FERC and not by the 1183 

Tennessee Regulatory Authority. 1184 

Second, Dr. McDermott acknowledges that he is aware of “four 1185 

jurisdictions that have specific incentive mechanisms in the ECAM…and nine 1186 

others that have some form of partial cost recovery” (Supplemental at 39). Since 1187 

two states—Arizona and Missouri—are in both lists (DR OCS 2.36, 2.68) and 1188 

Dr. McDermott has corrected his count of partial recovery mechanisms to eight 1189 

states (DR OCS 2.69), his count of states with cost-control incentives is ten. 1190 

Third, the Vermont Power Cost Adjustment Mechanisms are embedded in 1191 

temporary and complex utility-specific settlements, which reduce the utility 1192 

ROEs, limit total rate increases, limit the recovery of variable fuel and 1193 

purchased-energy costs, and provide other ratepayer benefits. Thus, Vermont 1194 

should have been in Dr. McDermott’s list of jurisdictions with partial cost 1195 

recovery, but is not (DR OCS 2.36). 1196 

Fourth, while Dr. McDermott counts Wisconsin as having a full ECAM, 1197 

without any cost-sharing incentive mechanism, the Wisconsin PSC describes the 1198 

Fuel Adjustment Clause (FAC) as follows: 1199 
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New FAC rates are set on a forward-going basis. Therefore, utilities have a 1200 
financial incentive to control their costs to produce or purchase energy, 1201 
since they are only allowed to recover increased future costs (not costs 1202 
already incurred) if such costs for the year exceed a given threshold. 1203 
(Wisconsin PSC, “Electric Residential Bill Comparison, Further 1204 
Explanation of the Fuel Adjustment Clause (FAC)”)27 1205 

I have not attempted to review the cost-recovery mechanisms of the other 1206 

33 states. By my count, excluding Tennessee as irrelevant, 12 of the 35 un-1207 

restructured states have been identified as imposing incentives in the ECAM-1208 

like mechanism, implying that they believe that an ECAM weakens the normal 1209 

cost-control incentives. 1210 

Q: Dr. McDermott also mentions the power cost pass-through mechanisms of 1211 

the 14 states he lists as restructured (Supplemental at 35). Do ratepayers in 1212 

those states generally bear the risks of changes in fuel prices, markets, 1213 

loads, forced outages and other factors after the power rate is set? 1214 

A: No. In most cases, power suppliers assume those risks, which are incorporated 1215 

in the power rate, along with the risk of migration to or from the utility power 1216 

supply option. 1217 

Q: Can the oversight of power procurement for the utilities in those states be 1218 

reproduced in the Utah context? 1219 

A: No. Dr. McDermott claims no familiarity with these procurement methods (DR 1220 

OCS 2.70). In most of the restructured states, utilities purchase only a small 1221 

number of standard full-requirements products, under close scrutiny, in periodic 1222 

competitive processes, conducted annually or a few times a year. In New Jersey, 1223 

the procurement is a highly formalized state-wide process. In Maine and Illinois, 1224 

a state agency runs the procurement auction. In Maryland and Connecticut, 1225 

                                                 
27http://psc.wi.gov/apps/electricbill/content/definition.htm#FAC, accessed 11/13/2009. 

http://psc.wi.gov/apps/electricbill/default.htm
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consumer advocates and consultants to the regulators are involved in the 1226 

selection of the winning bids. 1227 

It would not be practical or efficient for the Utah PSC, the Division, and 1228 

the Office to have staff or consultants continuously supervising PacifiCorp 1229 

trading and dispatch on site, let alone generation and transmission operations. 1230 

VII. Conclusions 1231 

Q: Is there any need to change the PSC’s existing practice with regard to 1232 

recovery of NPC? 1233 

A: I do not believe that any such need has been demonstrated. Various RMP 1234 

witnesses have hinted that past PacifiCorp cost forecasts have been biased 1235 

downward. If that is the basic problem behind RMP’s ECAM Application, 1236 

PacifiCorp should improve its forecasting to remove that bias. 1237 

Dr. McDermott agrees that the standard for fair ratemaking is “providing a 1238 

reasonable opportunity for cost recovery at the time rates are set” and that only 1239 

“in cases in which that opportunity cannot be provided,… regulation must 1240 

provide another method to provide the utility with a fair opportunity to recover 1241 

prudently incurred costs.” (DR OCS 2.78) The Company has not demonstrated 1242 

that RMP has not been provided a reasonable opportunity for cost recovery. 1243 

The Company agrees that “If the forecasted level of net power costs could 1244 

be set such that, on average, the utility would be expected to recover its costs 1245 

from the rate case approach, a fundamental premise of ratemaking, then the rate 1246 

case approach and the ECAM approach will produce, on average, the same 1247 

rates” (McDermott Supplemental at 18). 1248 

Dr. McDermott asserts that the PSC’s methods and precedent for approving 1249 

NPC costs in rate cases fails the standard he lays out (DR OCS 2.44a). 1250 
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Unfortunately, when asked to explain why the PSC’s approach produces the 1251 

wrong results on average, Dr. McDermott responds by explaining why the actual 1252 

NPC for an individual year may vary from the forecast (DR OCS 2.44b). 1253 

As RMP admits, the Company’s forecast of NPC has been lower than 1254 

actual NPC for most of the period 2002–2008 (DR OCS 2.5, OCS 2.44c). 1255 

If the Commission wants to encourage RMP to stay out for longer periods 1256 

between rate cases, it might explore some alternatives to ECAM that maintain 1257 

PacifiCorp’s cost-control incentives. 1258 

Q: Do you have any recommendations regarding the structure of an ECAM, if 1259 

the Commission were to decide that one was justified? 1260 

A: Not at this time. It is my understanding that performance incentives, cost 1261 

sharing, and other design features would be considered in Phase II of this 1262 

proceeding, if the Commission determines that an ECAM is desirable. 1263 

Q: Does this conclude your testimony? 1264 

A: Yes. 1265 
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