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Q Pl ease state your nane and busi ness address
for the record.

A My nane is Dennis E. Peseau. M business
address is Suite 250, 1500 Liberty Street, S.E., Salem

Oregon 97302.

Q By whom and in what capacity are you
enpl oyed?
A | am President of Utility Resources, Inc.

(URI). URI has consulted on a nunmber of econom c,
financial and engineering matters for various private and
public entities for nore than twenty years.

Q Does Exhibit 103 accurately describe your
background and experience?

A. Yes, although ny testinony bel ow expands
this information to be nore specific as to ny participation
in ldaho in regard to avoi ded costs.

Q What is the subject of your direct
testi nony?

A. On July 2, 2002 the Idaho Public Utilities
Commi ssion (“the Conmm ssion”) issued Order No. 29069, an
order on various petitions for reconsideration and notions
to stay related to its May 21, 2002 Order No. 29029. Anpng
ot her things, Order No. 29069 set testinony and hearing
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dates for these proceedings. The Conmm ssion indicated that
“ . . . [T]lhe purpose of the hearing is to receive evidence
on the reasonabl eness of the variables in the existing
avoi ded cost rate nethodology . . .” [Order No. 29069, Page
8.] M testinony will denonstrate that sone of the

exi sting variables are no |onger reasonabl e and propose
revised variables that will nore accurately track future
generation costs.

Q Have you conputed avoi ded costs and rates in
| daho previously?

A. Yes. | and others in ny firm participated
in the original PURPA proceedings in Idaho in the early
1980s on behalf of the Independent Power Producers of
| daho. We continued to devel op avoi ded cost nmet hodol ogy
and policy issues in Idaho until 1997. OQur firm has been
simlarly involved in PURPA avoi ded cost matters in
numerous state jurisdictions and in filings before the
FERC.

Q Do you propose changes in the existing
avoi ded cost nethodol ogy in your testinony?

A No. As | understand the Comm ssion’s
intentions, the purpose of these proceedings is to mnimze
the time period in which present published rates are stayed
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by addressing only issues that involve an updating of the
vari abl es and data necessary to conpute avoi ded costs
within the existing nethodol ogy. The avoided costs | offer
herein continue to be based on the Surrogate Avoi ded

Resource (SAR) as used by this Comm ssion for sone tine. |

will, however, propose enhancenents within the SAR net hod.
Q What concl usi ons have you reached from your
review of the filings in this case?
A | conclude that there are understandable

tensions in Idaho at this tinme between the interests of
ratepayers and the interests of potential qualifying
facilities (QF) devel opers.

The present proceedings are all about costs
and rates. The old assunptions regarding the physical and
financial variables inherent in determ ning avoi ded cost
rates have suddenly becone very prom nent due to the very
hi gh rates produced by the | engthening of avail able
contract terns fromfive to twenty years. These high rates
are shown in Order No. 29057 in Case Nos. AVU-E-02-4, |IPG
E-02-6, and UPL-E-02-1. Rates this high will undoubtedly
attract the attention of the mmjor national and
i nternational devel oper interests. But any avoi ded cost
rates that exceed present utilities’ increnmental costs by
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significant anmounts would not be in the long-terminterests
of local QF developers and certainly not ratepayers.
However, with the vanishing resource surplus in the West,
properly conputed avoi ded cost rates in Idaho and el sewhere
shoul d provide for healthy economc climate for QF

devel opnent.

Potential developers naturally view the
prospect of very high published rates conputed using the
past assunptions favorably. Utilities and Staff have
rai sed concerns that these past assunptions will stinulate
excess devel opnent and nuch higher rates to ratepayers than
if lower cost alternative power sources are acquired.

The Comm ssion has acted quickly and
responsibly to reconsider the nmany conpl ex assunpti ons and
vari abl es maki ng up avoi ded cost estinmates in a manner that
shoul d not del ay devel opers the tinely opportunity to enter
into contracts.

Q Do you have a recommendati on that m ght
simplify and expedite a resetting of avoided cost rates for
t hese proceedi ngs?

A. Yes. At the risk of slightly
oversinplifying, | contend that the reason that the current
publ i shed rates are too high can be attributed al nost
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exclusively to two factors: one, a grossly inaccurate
estimate of initial natural gas prices and, two, a grossly
excessive estimte of natural gas escalation used in
conputing the |evelized fuel conponent avail able for “non-
fuel ed projects.”

| conclude that specific attention and
nodi fication of these two factors would provide a
reasonabl e basis for rates for devel opers wishing to
i mredi ately pursue contracts. | recommend that the
Comm ssi on adjust these two fuel-related variabl es and set
new rates. At that point I would recommend that the
Comm ssi on expeditiously convene a proceedi ng during which
t he Comm ssion could rigorously consider the additional
i ssues that the Comm ssion should evaluate to set accurate
avoi ded cost rates in the new world of open transm ssion
access and deregul ated whol esal e markets. As sone parties
have noted, consideration of QF dispatchability, seasonal
and daily production characteristics, extent of capacity
val ue and nore accurate and flexible quantification of the
i npact QF resource additions wll have on avoided costs is
necessary to set a lasting and stable QF environnent.

These addi ti onal enhancenments can be
consi dered expeditiously, but not in the accelerated
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schedul e set for these proceedings. Below | address the
two key fuel-related factors and the remaining list of
previous “typical” avoided cost determ nants and the rates
which result frommy recommendati ons.

Q Why are frequent updates to avoi ded cost
vari abl es necessary?

A Accurate estimtes of avoided costs have
al ways been necessary to assure that a proper bal ance
bet ween ratepayers’ interests and qualifying facilities
(QFs) is maintained. Avoided cost-based rates that are too
high are costly to ratepayers, while avoi ded cost-based
rates that are too | ow di scourage the devel opnent of cost
effective levels of QF projects.

One original intent of PURPA was to
encourage sonme conpetition between generating resources of
regul ated electric utilities and outside generating
resources. However, with open access and deregul ati on of
whol esal e power nmarkets conpetition anong generators to
sell to utilities is significantly increased.

Per haps nost inportantly, frequent updates
of avoi ded costs are necessary because the utility’'s
mar gi nal or increnmental costs upon which avoided costs are
based may change frequently, especially in today’'s utility
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envi ronnment .

Q What are the principal variables affecting a
utility’s increnental and avoi ded costs?

A. Under the SAR net hodol ogy, the capital and
operating costs of the SAR plant, the assuned rates at
whi ch capital and operating costs escal ate, the forecast
date in which the new SAR plant is needed and, finally, the
short-term cost or value of short-term surplus energy in
years prior to the load/resource deficit are the key
factors or variables making up increnental or avoided
costs.

A nore specific list of these key vari abl es
was provided by Staff in its May 22, 2002 draft update of
avoi ded costs. | include this list as page 1 of ny
Exhi bit 104 for purposes of discussing the updates that |
recommend, along with the updated values | testify to
bel ow.

Q When were the values of the variables |isted
in your Exhibit 104 originally set by this conm ssion?

A Wth the exception of “current year fuel
cost” these values were set prior to 1997. The current
year fuel forecast is updated annually, but is tied to
average gas prices at Sumas, Washington that are two years
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old. All of the variables used in establishing the SAR
avoi ded costs are clearly in need of review

Q How wi | | your review of necessary vari abl e
updat es proceed?

A. | will follow generally the |ist of
variables in my Exhibit 104. However, | will attenpt to
address each variable in descending order of inportance in
t he cal cul ati on of avoided costs. Far and away the npst
i nportant variables in determ ning today’ s avoi ded costs
are today’s actual natural gas prices delivered to the SAR
conbi ned cycl e conbustion turbine (CCCT) and, for the non-
fuel ed Il evelized rate option, the escalation rate assuned
today for the delivered natural gas price over the life of
t he QF contract.

NATURAL GAS PRI CES

Q Why is the “current year fuel cost” such a
| arge and inportant variable in determ ning avoi ded costs?

A. The SAR is presuned to be a Conbi ned Cycle
Conmbustion Turbine (CCCT). This technology is relatively
capital efficient in that these plants are capable of being
operated at very high capacity factors and have relatively
| ow capital costs. Fuel and associ ated vari abl e costs,
here natural gas, will typically conprise nore than two-
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thirds of total power costs nmaking up avoi ded costs.
Therefore, the SAR natural gas cost adopted for purposes of
estimati ng avoi ded costs nust be indicative of what the
utility would pay in the particular year the CCCT is
assunmed to be brought on |ine.

Q VWhat is the price of natural gas delivered
to the CCCT assunmed to be in the proposed 2002-2003 avoi ded
cost update?

A As pointed out by staff in its June 25, 2002
Suppl enent al Answer,

At the present time, the starting fuel price
subject to 6% escal ation over the life of contracts signed
or requested this year is $4.82 per MMBtu. This price wll
increase to $5.23 in July if approved by the Comm ssion.
Under any ot her gas price methodol ogy such as historical
averages, historical trend |lines or future nmarket
projections, the resulting avoided costs would be

significantly below that using the existing nethodol ogy

[ Staff Suppl enental Answer, Page 3.]

Failure to update the gas price assunption to
refl ect actual natural gas prices today will result in the
use of a $5.23 per MVBtu gas price as the basis for
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conputing the adjustable avoided cost rate for fuel ed
rates, contracts and as the initial rate to be escal ated
for non-fueled rate contracts.

Q s the $5.23 per MVBtu natural gas price a
reasonabl e assunpti on today?

A. No. For exanple, at the time of the witing
of this testinony, the Sumas, Washi ngton natural gas price,
adj usted for delivery into Idaho on Northwest Pipeline is
approximtely $1.86 MvBtu ($1.51 border price, plus $.35).
Use of the $5.23 figure for purposes of setting avoided
costs for both fuel ed and non-fuel ed contracts would be
very detrinmental to ratepayers and is not in the public
i nterest.

Q VWhat adjustnments to the assunmed natural gas
price are necessary in order to reflect current and |ikely
annual 2002-2003 prices?

A. The base price of natural gas delivered to
| daho shoul d be reset to $2.79 per MMBtu for purposes of
estimati ng avoi ded cost rates.

Q How di d you determ ne a natural gas price of
$2.79 per MVBtu?

A. | began with a review of the daily firm
prices of natural gas transactions at Sumas, Washi ngton.
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Sumas is the trading center that has been used recently for
i ndexi ng natural gas prices for avoided costs in Idaho.
Attached as nmy Exhibit 105 is a copy of daily recorded
transactions at Sumas for the year ending July 17, 2002.

Al t hough average prices at Sumas during this period were as
|l ow as $1.08 per MMBtu and as high as $3.43 per MvBtu, the
vast mpjority of gas sales were at prices that ranged

bet ween $1.80-2.70 per MMBtu. | note that, consistent with
other forecasts, the trend in gas prices was downward from
July 2001-July 2002.

Q VWhat is the average cost of delivering gas
from Sumas to | daho?

A The firmtransportation rates for delivery
fromeither Sumas or the Rockies on Northwest Pipeline are
approxi mately $.35 per MVBt u.

Q What informati on and forecasts did you
review in your concluding on the $2.79 per MVBtu?

A. In addition to the npost recent gas prices at
Sumas, Washington | analyzed the April 25, 2002 Draft Fuel
Price Forecasts for the 5'" Northwest Conservation and
El ectric Power Pl an published by the Northwest Power
Pl anni ng Council. Although this docunent, which I attach
as ny Exhibit 106, is a draft, it is very simlar to the
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Council’s methods and forecasts used inits 4'" Plan. 1In
addi tion, nost of the natural gas commodity price,
transportation, well-head price and regional basis
differential data are sinply taken from established and
reput abl e forecasting and data processi ng organi zati ons.

A review of the Council’'s 5'" Plan supported
my reconmended gas price of $2.79 per MVBtu.

Q How do ot her forecasting organizations’
natural gas price forecasts conpare with your recommended
$2.79 per MVBtu?

A | reviewed the 2002-2003 U.S. well head
natural gas price forecast for the U S. Energy Information
Adm nistration, the Gas Research Institute, the draft
California Energy Comm ssion and the DRI -WEFA forecast.
These institutions forecast national well head gas prices in
t he range of $2.60-%$2.90 per MMBtu. National well head
prices have a basis differential that is higher than Sumas
by $.35-.45 per MvBtu. That is, these national well head
pri ces nust be reduced by $.35-.45 per MMBtu to be made
into a conparable Sumas, Washington gas price forecast.
These forecasts are sunmmarized in the Council’'s 5'" Plan.

Q Exactly how did you reach a recomended
price of $2.79 per MvBtu delivered to |daho?
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A. In order to reduce these ranges of prices to
a single price, | averaged the 2002 and 2003 gas price
forecasts for Pacific Northwest natural gas prices for
regional utilities. The 2002 gas price of $2.53 and the
2003 gas price of $3.04 per MMBtu can be found on Page F-1,
Appendi x C of nmy Exhibit 106. The sinple average of these
prices is $2.79, which | recommend be used as the base gas
price for purposes of setting avoided cost rates in these
pr oceedi ngs.

Q Aren’t “forward price” curves avail able from

whi ch the 2002-2003 Idaho natural gas prices could be

predi cted?
A. Yes. However, these forward price quotes
are sonmewhat volatile. For exanple, | received a forward

price on Platt’s Gas Daily today (July 18, 2002) for July
2002-July 2003 for $1.90 flat from Sunmas and $1.26 fl at
fromthe Rockies, both deliverable to Idaho for an
additional $.35 per MvBtu. G ven potential volatility,
continue to recommend the price of $2.79 per MVBtu.

Q VWhat is the significance of the second
natural gas price factor you alluded to above, the
escal ation rate to be used for nulti-year non-fueled
pr oj ects?

PESEAU, D 13
| daho Power Conpany



10

11

12

13

14

15

16

17

18

19

20

21

22

23

A. Both fuel ed and non-fueled projects are
entitled to rates containing a | evelized capacity cost
conponent. Non-fueled projects are entitled to a rate
whi ch al so contains a |levelized fuel conponent. Since the
effect of levelizing the fuel conmponent is to lock in an
assunmed rate of inflation and “front-end” |oad this assuned
inflation over the life of the contract, it is very
inportant to use a realistic rate. Staff’s Suppl enenta
Answer, Pages 2-3 discusses the significant inpact that the
fuel price escal ator has upon non-fuel ed | evelized rates.

Q VWhat fuel price escalator has been used
recently for purposes of conputing non-fuel ed project
rates?

A 6%

Q s a 6% assuned escal ation rate for natura
gas a reliable escalator for today' s or near-termfuture
gas prices?

A. No. In fact retail gas prices in the
Paci fic Northwest have generally been flat since the late
1980s, rising only noderately. The one notabl e exception
to this relative price stability was, as we are al
painfully aware, the huge natural gas (and electric) price
runup fromfall 2000 to spring 2001. Any sinple trending
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or averaging technique used to attenpt to forecast price
escalation will be unduly influenced by this market
aberration. The actual cause of this unpredicted price
runup remains the subject of numerous |awsuits and
regulatory inquiries in the western U. S.

Q Do you have a specific natural gas price
escal ation rate that you recommend be used in these
proceedi ngs for purposes of the |levelized fuel conponent
for non-fueled contract rates?

A Yes. For the nost part, natural gas
forecasts show little or no “real” escalation. That is,
gas prices are predicted to escalate at near the general
rate of inflation. For exanple, the Northwest Power
Pl anni ng Council report referenced above shows forecasts of
escal ation rates of about .5%in real terns.

Upon review of |Idaho Power’s 2002 IRP, I
noted that the WEFA Goup’s long-term gas escal ator is
2.62% nom nal. For purposes of estimating avoi ded cost

rates for non-fueled contracts this year, | recommend that

t he escal ation variable be changed fromthe previous 6%to

2.62% For each subsequent update, | strongly recommend an
updating of this variable.
Q You indicated previously that the two
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vari abl es you have just discussed, the initial base natural
gas price and the rate at which it escal ates for non-fuel ed
contracts, are nost crucial for this abbreviated
proceedi ng. Are you prepared to discuss other variable
updat es?

A. Yes. Again | believe the two vari abl es
above to be nobst inportant for purposes of setting an
inmedi ate or interimrate. For determ ning an update on
certain of the engineering, operating and cost data, |daho
Power has retained the firm of Parsons Brinckerhoff. This
firmhas provided me with the follow ng SAR vari abl es:

SAR Pl ant Life

SAR Pl ant Cost

SAR Capacity Factor

SAR Fi xed O&M

SAR Vari abl e &M

The values for these variables and the base

natural gas cost and escalation rate | just recommended are
sunmarized in ny Exhibit 104, along with the variable

val ues | now di scuss.
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FI RST YEAR DEFICIT

Q Wiy is the first year of generating resource
deficit an inportant variable for conputing avoi ded costs?

A. Under the SAR net hodol ogy, the avoi ded cost
rate is conmputed as a surplus energy value for the
i mmedi ate years in which the utility is surplus and a ful
capacity and energy value for the SAR fromthe first year
of resource deficit forward. As the capacity and energy
val ue of the SAR together is generally greater than the
val ue of surplus energy, different assunptions on the year
of the deficit will alter the |levelized avoided cost. |
note, however, that under the assunptions for surplus
energy values used in this case, the deficit year issue is
not very significant.

Q What is the period you recommend as t hat
| daho power shows the need for new pernmanent resources?

A. The year 2005. |I|daho Power’s |IRP indicates
that the Conpany will require additional pernmanent
resources beginning in June 2005 (I RP Page 4). There are
limted peak deficits prior to 2005. Under poorer than
medi an wat er conditions and greater than expected | oads,
small nonthly energy deficits between in 2004.

Accel erating the first deficit year by one year makes only
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a one mll difference in a twenty year non-fueled contract.

SURPLUS ENERGY COSTS

Q What surplus energy cost do you use to
conput e avoi ded costs?

A. | use a 2002 base year surplus energy cost
of 28.28 mlls/kWwh, escalated at 5.90% annually.

CURRENT YEAR FUEL COST

Q What val ue do you use to neasure the current
year fuel cost?

A The current year fuel cost is determ ned by
mul tiplying nmy $2.79 per MVBtu, 2002-2003 natural gas fue
cost by the SAR heat rate of 6994 Btu/ kWh. This results in
a current year fuel cost of 19.51 m || s/ kWh.

UNCHANGED VARI ABLES

Q Have some of the variables used in the
conmputi ng of avoi ded costs renmai ned unchanged?

A. Yes. Sone of the variables, such as the
utility’ s weighted cost of capital, ratepayer discount rate
and capital carrying charge rate, remain the sane as by
prior Comm ssion approval.

The remai ni ng unchanged variable, the SAR
plant life, is still thirty years as the CCCT technology is
essentially unchanged.
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SEASONALI ZATI ON OF AVO DED COSTS

Q What is the issue with respect to the
seasonal i zati on of avoided costs?

A The cal cul ati on of avoi ded costs is based on
the utility' s incremental or marginal costs. As is true
for many utilities, and is particularly true for I|daho
Power, incremental capacity and energy costs vary by
season. To the extent that avoided costs rates are also
seasonal i zed, QF projects that produce power during nonths
in which | daho Power experiences high | oads and/ or high
costs wll receive higher published rates. This is a very
positive cost-based incentive for QFs and a neans to
m nim ze ratepayers’ revenue requirenent.

This is recognized currently in Staff’s
avoi ded cost net hodol ogy program although the
seasonal i zation factors are currently set to zero. In an
effort to reward appropriate QF technol ogies, particularly
QFs that should be able to sone extent shape their
producti on such as anaerobic digesters, the existing
seasonal i zati on factors approved by the Conm ssion in Idaho
Power’s last increnmental cost study should continue to be
reflected in published avoi ded cost rates.

Q Is the use of seasonalized published rates
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in accord with sections 201 and 210 of PURPA?

A. Yes. The essential concept expressed by the
FERC was that of cal culating avoi ded cost-based rates in
accordance with the increnental cost of the utility “but
for” the purchase fromthe QF. Prior rate cases, and rates
to ratepayers approved by the Conm ssion clearly establish
that | daho Power’s incremental costs vary by season
Furthernmore, in my opinion, seasonalized avoi ded cost rates
better conformto rates that are just and reasonable to
| daho Power’ s ratepayers, and would elim nate any
di scri m nati on agai nst QFs because rates paid to them would
be in stricter accordance with increnental costs.

Q Were prior published QF rates seasonalized?

A. Yes, ny understanding is that seasonalized
rates have been approved by the Conm ssion for |daho Power

Q What are the presently approved
seasonal i zation factors of |daho Power?

A The factors are as follows: .735 for March
t hrough May, 1.2 for June through Septenber, and 1.0
Cct ober through February, as established in Conm ssion
Order No. 20350. These, or updated seasonal factors,
shoul d continue to be used to avoid cost paynents.

Q Do you have concl uding remarks?
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A. Yes. As we enter a period of need for
addi ti onal resources, certain other aspects of @ contracts
may need to be considered. Topics | nentioned at the
outset of ny testinony include dispatchability, a review of
seasonal factors, contribution to capacity at peak, and
| oad/ resource bal ances. The intent of considering these
factors would be to add certainty and value for the QF
projects nost capable of contributing to the operating
needs of Idaho Power. A quick resolution of the base fuel
rate and fuel escalator issues with the setting of rates
based on updating these two key vari ables woul d provide
additional breathing roomin which to consider these other
i nportant considerations.

Q Does this conclude your direct testinony?

A. Yes, it does.
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