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Q. Pl ease state your nanme and address for the
record.

A. My nane is Terri Carlock. M business
address is 472 West Washi ngton Street, Boise, |daho.

Q. By whom are you enpl oyed and in what
capacity?
A. | am enpl oyed by the Idaho Public

Uilities Comm ssion as the Accounting Section
Super vi sor.

Q. Pl ease outline your educational background
and experience.

A. | graduated from Boise State University in
May 1980, with a B.B. A Degree in Accounting and in
Fi nance. | have attended various regul atory,
accounting, rate of return, econom cs, finance and
ratings programs. | chaired the National Association
of Regulatory Utilities Comm ssioners (NARUC) Staff
Subcomm ttee on Econom cs and Finance for over 3
years. Under this subcommittee, | also chaired the Ad
Hoc Commttee on Diversification. Since joining the
Comm ssion Staff in May 1980, | have participated in
audits, perfornmed financial analysis on various
conpani es and have presented testinony before this

Commi SSi on on numer ous occasi ons.

Q. VWhat is the purpose of your testinmony in
| PC- E-01-7 CARLOCK, T(Di)
| PC- E-01-11 St af f
| PC- E-01- 16

07/ 20/ 01




© 00 N oo o B~ w N P

N NN N NN R R R R R R R R R R
aa A W N P O © 00 N oo 0o~ w N+, O

this proceedi ng?

A. The purpose of ny testinony is to address
the issues identified in Order No. 28722, |PC-E-01-7
and | PC-E-01-11 for |daho Power Conpany (I|daho Power,
Conpany). These issues are trading practices (to
i ncl ude hedgi ng, transni ssion and wheel i ng charges,

M d-C pricing and the use of weighted average pricing)
and what has been ternmed the Novenber trading event.
Al'l of these issues pertain to Case No. |PC-E-01-7 and
| PC-E-01-11. The trading practices going forward
pertain to Case No. |PC-E-01-16.

In initiating the present investigation
regarding the $51.235 mllion of disputed power
purchases, the Conm ssion intended to investigate the
Conpany’s “trading practices (to include hedging,
transm ssi on and wheeling charges, Md-C pricing, and
t he use of weighted average pricing)”. Order No.
28722 at 17. In the prefiled direct testinony of
several of its witnesses, the Conpany asserts that
Staff’s challenge to the Conpany’s tradi ng practices
in the 2000-2001 PCA year is contrary to prior
Comm ssion Orders. The Staff does not agree with sonme
of the characterization or inferences drawn fromthese
interpretations of prior Conmm ssion Orders.

I n particular, the Conpany maintains that
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t he hedging and use of the Md-C Price Index for day-
ahead and real -time purchases were “previously
reviewed and agreed to between | daho Power and Staff
and formally approved by the Comm ssion in Order No.
28596 in Case No. |IPC-E-00-13.” Idaho Power Response
to Coments at p. 8. As discussed later in nore
detail, Staff disagrees with |Idaho Power’s
characterization that the Price Index Mechanismis not
subj ect to review

Staff recommends the assignment to the
non-operating entity and therefore no recovery from
| daho custoners of both the Novenmber transaction
anount of $7,976,701 and the excess transfer pricing
for power of $51,234,902 (ldaho jurisdictional
nunbers). These adjustnents follow normal regulatory
practices intended to protect custonmers from potenti al
affiliate abuse. Staff further recommends |daho Power
establish and i nmpl enent additional objectives and
saf equards prior to acceptance of the Index pricing

mechani smin future Power Cost Adjustnment cases.

POWNER COST ADJUSTMENT OVERVI EW AND HI STORY OF TRADI NG
PRACTI CES
Q. Pl ease provi de an overvi ew of the Power

Cost Adj ustnent (PCA) nechani sm
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A. The PCA is a regulatory nmechani smt hat
all ows for annual recovery or rebate of 90 percent of
power costs differing fromthose already included in
rates. The PCA rate adjustnment has two conmponents.
First, power cost differences are projected each
spring based on known snowpack. Second, differences
bet ween the projection and actual costs are tracked
and trued-up in the follow ng year. |Inaccuracies in
the projection can cause |arge after-the-fact true-up
adj ustments. Actual power costs cone fromthe
Conpany’s books and are verified by Staff audit each
spring. By its nature, the mechanismallows for
deferral of the costs and recovery after the fact.
The majority of the audit verification takes place
with the true up portion after the fact. Once the
audit is conplete, the Conm ssion determ nes the
amount of the deferral to authorize for recovery.

Q. Has t he PCA nechani sm changed since it was
first inplemented in 19937

A. Al t hough the basic PCA franework remains
essentially the sane, the PCA has evol ved and changed
over the years. Several of these changes are
di scussed in Conmpany witness Greg Said s prefiled
direct testinony at pages 9 — 16.

VWhen | daho Power entered the specul ative
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commodi ty tradi ng business for non-system purposes in
1996, the accounting and reporting was not sufficient
to adequately separate trades between system and non-
system purposes. |In Staff comments dated May 7, 1999,
Case No. | PC-E-99-3 (Staff Exhibit No. 108, p. 3),
Staff specifically addressed its concern with the
Conpany’s inability to accurately nake this
separation. Staff continued to express its concerns
in the IPC-E-01-7 and | PC-E-01-11 Staff comments dated
April 16, 2001.

Each year since 1996 when non-system
trading activities began, |daho Power made sone
changes to the way the separations were nmade. These
changes were often nmade during the PCA year. Staff
reviewed the changes after the fact and accepted them
or made recommendati ons for further changes. Most of
this process occurred between the Staff and Conpany
during the audit. Oher interested parties also
participated at tinmes. Changes were al so made by
| daho Power to the pricing nechani smused to make the
separations. These changes were not prospective but
reviewed as part of the PCA. The prudence of al
transactions was al ways reviewed after the fact during
the true up phase of the PCA. Staff reviewed the

transacti ons based on the infornation avail able at the
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time that the decision was made.

Q. Staff nmade an adjustnment for approxi mately
$51 mllion associated with the transfer price from
t he non-system operation to the regul ated system
Pl ease expl ai n why.

A. The market price is not reflective of a
reasonabl e price surrogate between the system and non-
system for the intra-nmonth purchases. The transfer
price between affiliates nmust be shown to be
reasonabl e.

To conpensate for this change, Staff
proposes to nodify the pricing mechanismfor the 2000
— 2001 PCA year for intra-nonth to nore accurately
reflect the total cost. The non-system purchases were
| ess costly overall than the system purchases at
mar ket index. Since these transactions are with a
specul ative arm of | DACORP (regardl ess of whether IES
was a part of Idaho Power or a separate subsidiary
dealing with |Idaho Power), |daho Power nust show the
continued reasonabl eness of the transfer prices. The
| ower - of -cost or nmarket for purchases and the higher-
of -cost or market for sales is the standard default
pricing mechani smused for regulated entities when a
proper pricing mechani sm between affiliates entities

has not been justified.
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Enhanced audit steps are perfornmed to
review affiliate transactions and to protect custoners
from possible affiliate mani pulation. |In connection
with the stipulation nade in Case No. |PC-E-00-13 and
reflected in Order No. 28596, it was clear that
continued review of the pricing mechani sm woul d occur.

Thi s assurance was provided to address the concerns
of parties in the case related to the affiliate
contract and contract pricing.

Q Pl ease conpare system and non-systemterm
transacti ons.

A. Term transactions were inplemented for
non- system pur poses but effectively stopped for system
pur poses after Septenmber 2000. Staff is concerned
t hat | daho Power has substantially limted |ong-term
power contracts (i.e., in excess of one nonth) for the
system operati ng book. Confidential Staff Exhibit No.
109 shows the actual system purchases. This exhibit
shows no term purchases for January and February 2001
as shown in Colums 3 and 4. Long-term purchases
entered prior to the IES contract, account for m nor
term purchases for the systemin Colums 5 and 6.
Confidential Staff Exhibit No. 110 shows the actual
non- system purchases of approximtely 80% for January

and February 2001. Confidential Staff Exhibit Nos.
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111 and 112 reflect the sales transactions. All

Exhi bit Nos. 109 through 112 show graphs to refl ect

t he day ahead, real time, termand total transactions
for the 2000 — 2001 PCA year.

The ability to purchase power at a fixed
price is a valuable tool for rate stability. 1In the
past, the Conpany has purchased | arge anounts of power
at relatively inexpensive prices to serve its |oad.
This is a change in activity and operations that was
not expected. On the contrary, the parties were
assured during the Conpany’s wor kshops that the
operati ons woul d not change.

Q. Isn’t it reasonable to expect non-system
transactions to differ fromsystemtransactions due to
the increased | evel of risk the non-system may be
willing to bear?

A. Yes, the magnitude of the transactions
woul d differ. The non-system may execute additi onal
and potentially nore risky deals. However, the
direction and the existence of transactions should be
consi stent. Therefore, since the non-system executed
termtransactions, the system should have had sone
corresponding transactions within its risk bands.

Term transacti ons reduce the price

variability and usually the cost for that time period.
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Since the termtransactions were effectively stopped
for the system the cost to custonmers was higher. The
power purchases were shifted to intra-nmonth and priced
at the market index.

Q. Pl ease descri be the background events
| eading to the Conpany’s current trading practices?

A. Conpany wi tness Sharon Hoyd outlines the
devel opnent of whol esal e power markets foll ow ng
FERC s issuance of Order Nos. 888 and 889 in 1996. As
she explains in her prefiled direct testinony at pages
3 — 11, while the devel opnent of markets and the use
of various market devices such as futures and options
i ncreased, the accounting industry was al so devel opi ng
nore stringent accounting rules. The purpose of these
new accounting rules was to appropriately separate the
buyi ng and selling of energy for utility operation
fromthe buying and selling of energy for trading or
specul ative purposes. Eventually, the Financi al
Accounting Standards Board (FASB) and its Energing
| ssues Task Force (EITF) promul gated Generally
Accept ed Accounting Principles (GAAP) for these
transactions. The adoption of accounting standards
resulted in the issuance of Statenment of Financi al

Accounting Standards (SFAS) 133, SFAS 138, and EITF

98- 10.
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Q. VWhat do these standards require?
A. | agree with Ms. Hoyd’' s expl anation that:
EI TF 98-10 was witten to give
clarification between energy
contracts and energy trading
contracts for accounting purposes.
SFAS 133 and SFAS 138 were written to
ensure that all obligations with
mar ket price exposure are refl ected
in the financial statenents.
Hoyd Prefiled Direct Testinmony at 7, II. 7-11
(enphasi s added) .

Q. Did the Conpany and Staff discuss the
adoption and application of these new accounting
standards to | daho Power?

A Yes. In a letter dated March 18, 1999 to
the then adm nistrator of the Staff’s Utility
Di vi si on, Conpany witness Ric Gale stated that the
Conpany was changing its classification and reporting
of purchase and sal es transactions relating to its
power trading operations. Staff Exhibit No. 113 at p.
1. In particular, transactions (including purchases
and sal es) pertaining to “the bal anci ng of the
[ Conpany’ s] systemload and . . . systemreliability
are classified as ‘systeni [transactions].” |d.

Conversely, transactions not related to the bal anci ng

of the system | oad and resources are classified as

“non-systent transactions. |d. |daho Power requested
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that the adm nistrator provide a “letter indicating
t he Comm ssion’s acknow edgenent of these changes.”
| d.

Q Did the adm nistrator forward a letter to
t he Conpany?

A. Yes. In a April 7, 1999 letter to M.
Gal e, Stephanie MIller (the Uilities Division
Adm ni strator) noted that the Conm ssion understands
t he Conpany’s inplenentation of the system and non-
system accounti ng. |daho Power Exhibit No. 9. Her
letter stated that the Comm ssion “does not take
exception to the described accounting changes but
reserves judgnent on ratemaking issues related to the

excl usi ons of these [non-system marked-to-market]

transactions fromthe PCA." |d.
Q What was the next historical event?
A. As a result of inplenenting the accounting

changes, the Conpany in the 1999-2000 PCA case (Case
No. | PC-E-99-3) separated power transactions for the
mont hs of January, February, and March 1999 into
operating and non-operating transactions. |daho Power
Exhibit No. 7, Order No. 28049 at 2. The Order
further recites that the Staff asserted in its
comments that “it is unable to reach any firm

concl usi ons about future effects of renoving the non-
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operating power marketing transactions fromthe PCA.”
ld. at 3.

In that PCA case, the Industrial Custoners
of Idaho Power (I1ClIP) also expressed concern that
rempoval of the non-operating sales fromthe PCA would
renmove the revenue accruing to ratepayers from such
sales. 1d. “The ICIP is concerned that |daho Power’s
managenent has every incentive to maxim ze the anmount
of sales renmoved fromthe PCA while mnim zing the
amount of expenses renoved.” |d.

Li kewi se, FMC (now Astaris) expressed
simlar concerns. In particular, the Order recites
that FMC insisted that “ratepayers are entitled to
assurances that costs are properly allocated to the
Conpany’s conpetitive activities and the ratepayers
are conpensated for any use of utility resources to
support the speculative trading.” |daho Power Exhi bit
No. 7, Order No. 28049 at 4.

The Comm ssion agreed with FMC and ICIP

t hat:
Adequat e saf eguards nust be in place
to ensure that the Conpany’s
rat epayers are protected fromthe
ri sks associated with such
[ specul ative trading] activities. W
believe that it is premature to
conduct a formal hearing relating to
this issue but agree that further
consideration of this issue is
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warranted. We direct the Comm ssion
Staff to coordinate with |Idaho Power,
FMC, the ICIP and all other

i nterested persons to deternine,
informal ly, how best to address the

i ssue. Those parties m ght consider
conducting a workshop. |If necessary,
any or all of themare free to
petition this Commission to initiate
a formal case. Regardless, we expect
that some witten work product will
ultimately emanate fromthe efforts
of the parties containing an anal ysis
of the issue and a recomendati on
regardi ng what action, if any, is
needed by this Conm ssion.

| daho Power Exhibit No. 7, Order No. 28049 at 5.

Q Fol l ow ng the issuance of this Order on
May 14, 1999, did the parties participate in a
wor kshop?

A. Yes. As verified by Conpany w tness Said
on page 14 of his prefiled direct testinony, a

wor kshop was held on Septenber 23, 1999.

Q Did the workshop result in a “witten work
product”?
A. Yes. Staff Exhibit No. 114 reflects the

menor andum dat ed February 14, 2000 the Staff submtted
a two-page nenorandum with four attachnments
representing witten materials filed by |Idaho Power,
the Comm ssion Staff, ICIP, and Astaris. Staff’s
witten report |abeled as Attachnent D (Staff Exhibit
No. 114, pgs. 51 - 56), noted that Staff exam ned the
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of f-system transactions for only the nonth of August
1999 “and finds the adjusted M d-C average daily price
to be an acceptable price to use for these inter-book
transfers. . . . The Staff concluded that the Md-C
price with the transm ssion adjustnent is a fair and
just pricing mechanismto use for the inter-book
transfer [between operating and non-operating books of
| daho Power].” Staff Exhibit No. 114, p. 51.
The Staff Report also noted that |daho

Power custoners “are not necessarily benefiting from
the relationship shared with the energy trading
activities.” |d. Prior to the end of revenue sharing
on Decenmber 31, 1999, custoners shared the risks and
any benefits fromthe energy trading contracts. Staff
concl uded that new di scussi ons between the parties
needed to be held to discuss risk, rewards, and
all ocations in basic rates.

Q Was the Staff nenorandum dated February
14, 2001 submtted into the 1999-2000 PCA case record?

A. No, however, in Order No. 28358 issued May
9, 2000, the Comm ssion acknow edged that the Staff
Report was previously filed with the Conm ssion.
However, the nention of the Staff Report addressed
only I1CIP s recomendation that the Conm ssion

initiate a new proceeding “to consider changes to rate
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structure for lIdaho Power.” Staff Exhibit No. 115,
Order No. 28358 at 5.

Q Did the 1999-2000 PCA Order No. 28358
(Case No. |IPC-E-00-6) address hedgi ng or the use of
the Md-C Price Index?

A No. For this reason, the Conm ssion
should not infer fromGeg Said s prefiled direct
testinony at page 15, lines 6 - 16, that the
Comm ssion did so. The Comm ssion “acknow edged the
St af f nmenmorandum addressi ng the accounti ng change
concerns rai sed by opposing parties.” But as he
indicates in the next sentence, the accounting change
al luded to by the Conmm ssion Order No. 28358 concerns
t he separation of “energy contracts” (i.e., operating
transactions) from “energy trading contracts” (i.e.,

non- operating transactions).

Q. VWhat happened next?
A. | DACORP created the | DACORP Ener gy
Solutions affiliate (IES) to be responsible for

natural gas commodity trading. |DACORP expanded the

| ES duties to include the whol esal e power narket
purchases and sales for Idaho Power. To fornmalize the
rel ati onshi p between the non-regul ated affiliate (IES)
and the regulated utility (ldaho Power), the Conpany
filed an application on Septenmber 1, 2000 requesting
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approval of a proposed Electric Supply Managenent
Service Agreenent (“the Agreenent”) between |daho
Power and IES. This was assigned Case No. |PC-E-00-
13.

Q. In their prefiled direct testinonies
Conpany witnesses Said and Gale inply that Conm ssion
Order No. 28596 in Case No. |PC-E-00-13 authorized the
Conpany to utilize Md-C Price Index for real-time and
day- ahead transactions. Staff Exhibit No. 116, Order
No. 28596. Do you concur with these assessnents?

A. No, | believe the Conpany’s reliance upon
this Order is premature for several reasons. First,
in the I PC-E-00-13 case, |daho Power filed an
application requesting approval of the proposed
Agreenent between | daho Power and its unregul at ed
affiliate, IES. Staff Exhibit No. 117. What the
Staff and Conpany do agree upon is that Order No.
28596 approved the adoption of the proposed Agreenent.

Where the Conpany and Staff disagree is the effect of
t he adopti on.

It is Staff’s contention that by its
explicit ternms the Agreenent and its Statenent of
Services (including use of the Md-C Price Index in

5.1 of the Statenment of Services) were not effective.
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Staff Exhibit No. 117 at p. 7. However, paragraph 9
of the Agreenent provides

9. Commi ssion Approval. This
Agreenent and any future anendnents
shall not becone effective until the
Comm ssi ons have issued their
respective final orders approving the
agreenent or any future anmendnents.

If the final orders of any of the
Comm ssions initially approving this
agreenment contain material terns or
conditions that either party finds
unacceptable, within fourteen (14)
days of the issuance of the order,

t he adversely affected party wll
have the right to cancel this
agreenment by giving thirty (30) days
written notice of cancellation to the
ot her party.

Staff Exhibit No. 117 p. 7 (Agreenent f 9 at p. 4)
(enphasi s added). The term “Comm ssions” specifically
i nclude the Idaho Public Utilities Conmm ssion, the
Oregon Public Utilities Comm ssion, and the Federal
Energy Regul atory Commi ssion. Staff Exhibit No. 117
at § 6 p. 7. Gven the explicit terns of the
Agreenent, it is Staff’s position that its operating
ternms, including the use of the Md-C pricing
mechani sm were not effective at the tinme this

Comm ssion issued its Order No. 28596 approving the
Agreenent on Decenber 19, 2000.

Q. VWhen did the Agreenment become effective?
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A. By its own terms, the Agreenent did not
beconme effective until the Oregon PUC and FERC
approved the Agreenent. FERC conditionally approved
t he Agreenent effective April 28, 2001. See Exhibit
No. 118 (95 FERC | 61,147 (2001)). FERC did not
approve the Agreenment as initially submtted.
| nstead, FERC required the Agreenent to be nodified to
reflect that the Md-C Price Index not be used for
real -tinme transactions. Staff Exhibit No. 118 at pp.
1-2. On May 14, 2001, |daho Power and IES filed the
requi site change to its pricing of real-tine
transactions. Staff Exhibit No. 119.

Q. VWhen did the Oregon Comm ssion approve the
Agr eenent ?

A. The Oregon PUC did not issue its approval
until July 3, 2001. Staff Exhibit No. 120. Thus,
under the terns of the Agreenent, it was not effective
until July 3, 2001 -- well after the end of the 2000-
2001 PCA year.

Q. Has t he Conpany submtted the FERC
requi red change to the Agreenent for this Comm ssion’s
approval ?

A. As of July 20, 2001, the Conpany had not

filed an application requesting that the |daho
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Comm ssi on approve the FERC required anmendnments to the

Agr eenent .

The Pricing Mechani sm and Di sputed $51 M I 1ion

Q. Did the Conpany provide any rationale for
why it utilized the pricing mechanism contained in the
Agreenent even though the Agreenent was not effective?

A. I n Conpany witness Gale’ s direct prefiled
testinmony in the conbined | PC-E-01-7 and | PC-E-01-11
cases, he was asked a question about when the Conmpany
i npl ement ed any of the pricing mechani sns included in
t he Agreenent. He replied:

Yes, the Conpany adopted the transfer
price for real-tine hourly
transacti ons once the | PUC approved
the Electric Supply Managenent
Agreenent. This change was

i npl ement ed not because the Agreenent
had becone effective, but because
once the Agreenent and the transfer
pricing were approved by the | PUC,

t he Conpany viewed the new real -tine
transfer price as the appropriate

price.
Prefiled Direct Testinony Gale at p. 6, |l. 10-
16.
Q. Was the Conpany’s use of the M d-C I ndex

effective on a going forward basis as of the date of

the | PC-E-00-13 Order, Decenber 19, 20007
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A. No. M. Gale indicates that the Conpany
made the change to real-time hourly pricing in
Decenber 2000. However, Conpany witness Hoyd testified
the M d-C pricing nmethodol ogy was used to cal cul ate
its power purchase cost from April 2000 for the PCA
cal cul ation. Hoyd Prefiled Direct Testinony at 21,

[1. 5-9.

Q. | daho Power states that the market pricing
mechani smit used was approved in Order No. 28596,
Case No. | PC-E-00-13. Wy should that be changed for
t he 2000-2001 PCA year?

A. As previously stated, the allocations,
separations and pricing nechanisms used in the PCA
over the years has evolved. These changes may have
been for part of a PCA year or for the full PCA year.

Each year the prior year mechani sm was revi ewed for
reasonabl eness in the true-up audit.

The Staff audit function and the Conpany’s
requi renent to denonstrate the continued
reasonabl eness of market pricing was the safeguard
proposed and adopted by parties as part of the
wor kshops and stipulation in | PC-E-00-13. Even wth
this safeguard, the Industrial Custoners of |daho

Power remai ned unconfortable with the nechani sm and

did not sign the stipulation. It would not have been
| PC- E-01-7 CARLOCK, T(Di)
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acceptable to Staff and other parties to endorse a 5-
year contract between the parties wi thout the burden
remai ni ng on the Conpany to show the conti nued
reasonabl eness of the Md-C Index as a surrogate for
price.

The sinple fact is that even if the
Agreenent had been in effect, the Conpany did not
conply with the agreed upon docunentation, oversight
manager, and audit tracki ng nechani sms saf eguards
necessary to justify the reasonabl eness of its market-
priced transactions.

Q Was the retention of docunentation of
mar keti ng transacti ons and deci si on-maki ng a concern?

A Yes. The lack of docunentation retained
by | daho Power to support the decisions was a concern
expressed during the audits since 1997, in Staff
comments and during subsequent workshops. This |ack
of retained docunentation continues to be a concern in
this case.

The docunentation concern now pertains to
the pricing mechanismin addition to the
assignnment/al |l ocati on of transactions between system
and non-system Approval of the pricing nechanismin
Case No. | PC-E-00-13 was prefaced on the continued

revi ew and ongoing i nprovenments to the process. This
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is no different than the process that had al ways been
foll owed between the Staff and |daho Power for the PCA
review. In the instant cases, |PC E-01-7 and |PC-E-
01-11, the dollar magnitude is greater. The increase
in this magnitude is partially due sinply to the
increase in transactions entered into by |Idaho Power
and now its affiliate | DACORP Energy. Any tinme
transactions occur between affiliates, the necessary
revi ew and documentation required for separations,
al l ocations or the pricing products are enhanced.
Failure to require enhanced scrutiny of affiliate
transactions could allow increased costs to be charged
customers by mani pul ation of the affiliate
rel ati onship.

VWhen Staff conducted its true-up audit of
Conpany transactions made during the 2000-2001 PCA
year, it discovered pricing concerns related to the
ongoi ng reasonabl eness of using the Index pricing as a
surrogate. These concerns mnmust be corrected by
al l ocating the higher transfer prices to the non-
regul ated operations. To this end, Staff reconmmends
non-recovery of the $51, 234,902 (1daho jurisdictional
anount) .

Proper safeguards nust be inplenmented to

address and elimnate these issues in the future.
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Once objectives and safeguards are approved and in
pl ace, future true-up audits for prudence will focus
on conpliance with these objectives and saf eguards.

Q. Are there other reasons why the Comm ssion
shoul d adopt the Staff’s adjustnment to power costs
rat her than using of the Md-C Price |Index?

A Yes. Restricted to its context in the
Case No. | PC-E-00-13, the Staff and the Conpany
suggested that use of published market indices is an

appropriate method for pricing transactions between

regul ated and non-regul ated affiliates. However, |ES
was not licensed by FERC to conduct trading activities
until it received FERC approval on April 27, 2001.

See Staff Exhibit No. 118. The tradi ng was perforned
under | daho Power’s authority. The point here is that
until the Conm ssions and FERC approved the Agreenent
bet ween | ES and | daho Power, all power purchases were
made by | daho Power not | ES. Because |daho Power was
purchasi ng energy for itself, ratepayers should not
pay a price for that power that is significantly
hi gher than its cost, even if the “price” was the
mar ket i ndex.

| daho Power was asked in audit requests to
supply vouchers, invoices or documentation supporting

conpliance with the ternms of the contract. The
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Conpany responded that the contract was not in effect
since it |lacked the required approvals. Consequently,

t he Conpany insisted the other provisions had not yet

taken effect. The other provisions -- $2 mllion
annual credit, |Idaho Power Oversi ght manager,
i npl ement ati on of audit tracking mechanisns -- were

saf equards to insulate custonmers from potenti al
affiliate abuse.

Even though the Conpany utilized the
pricing mechani sns contained in the Agreenent, the
Conpany did not credit Idaho retail customers with the
stipulated $2 mllion. Direct Testinmny of wtness
Gal e, Case Nos | PC-E-01-7 and | PC-E-01-11 testinony at
p. 4, Il. 6 - 9.) John R Gale, Vice-President of
Regul atory Affairs, notified the Comm ssion in a
letter dated June 29, 2001 that the “commtnment to
initiate the flowback obligation” of $2 mllion
annual ly, would go into effect on July 1, 2001. Staff
Exhi bit No. 121. Consequently, the pricing mechani sm
should go into effect no sooner than that date.

Q Is it possible for a pricing mechanismto
be reasonable at one point in tinme but not at another

time period?

A. Yes. As markets change and the
relationship between affiliated interests change, it
| PC- E-01-7 CARLOCK, T(Di)
| PC- E-01- 11 St af f
| PC- E- 01- 16

07/ 20/ 01

24




© 00 N oo o B~ w N P

N NN N NN R R R R R R R R R R
aa A W N P O © 00 N oo 0o~ w N+, O

is possible for a pricing mechanismto be reasonabl e
at one point in tinme but not at another. The
magni t ude of transactions also inpacts the possibility
t hat the reasonabl eness may change. When the |evel of
mar ket participation and the dollar prices are small,
the transactions’ reasonabl eness is nore likely to
fall within an acceptable band. As the transactions
change, the level of activity and the price increase.
Thi s exacerbates the differences between a surrogate
or market price and the actual cost of the affiliate
beyond an acceptabl e band, making it so the market
price is no | onger reasonabl e.

Q. Pl ease explain the calculation for the
pricing adjustment reconmmended by Staff.

A. For the nonths of Decenber 2000, January
2001 and February 2001, Staff has re-priced the day-
ahead power purchased fromthe Non-QOperating Systemto
the System at the daily wei ghted average price paid by
t he Non-QOperating System That way, the System pays
exactly what the Non-Operating System pays. The Non-
Operating System should not be allowed to profit
substantially fromthe regul ated system Staff
bel i eves that the wei ghted average price is fair and
reasonable. It provides incentive to make sure that

all trades are sound and reasonable for both the
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system and non-system transacti ons with n ni nmal
ability to gane or manipul ate the price.
Substantially greater margins on simlar transactions
for a non-regul ated entity conpared to a regul at ed
entity is an indicator of an inproper pricing
mechani sm The magnitude of this adjustnent is shown
on Staff Confidential Exhibit Nos. 122 - 127. Staff
Confidential Exhibit No. 122 shows the daily record
for Decenmber 2000, Staff Confidential Exhibit No. 123
shows the daily record for January 2001, and Staff
Confidential Exhibit No. 124 shows the daily record
for February 2001

Consi stent with the adjustment for the
detailed audit for the three nonths |isted above,
Staff deternmi ned that the rest of the day ahead power
for the PCA year should be re-priced using a weighted
average nonthly price. Wile not as precise as a
daily price, Staff believes it is fairly
representative. These nonths were not audited on a
day by day basis due to tinme constraints. The nonths
of August and Septenber 2000 did not have adjustnents,
the transfer prices were already at the | ower of cost
or market, when conpared to the wei ghted average
mont hly price for purchases, and at the higher of cost

or market for sales. This adjustnment is shown on
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Staff Confidential Exhibit No. 125 for the nonths of
April through November 2000.

Staff has made adjustnments to the day
ahead transactions for the nonths of April 2000
t hrough February 2001, with the exception of the
nmont hs of August and Septenber, and included themin
t he Non-Firm Purchases and Surplus Sales, Lines 19 and
20 of the PCA cal cul ati on on Conpany Exhibits 1 and 3
of Case Nos. |PC-E-01-07 and | PC —E-01-11,
respectively. The net adjustnent, before the
jurisdictional and sharing allocations, and w thout
the effect of interest on the deferral bal ance for the
day ahead transactions is ($61,467,386.84). The |daho
jurisdictional nunber is $51,234,902. This represents
a benefit to the custoner. The calculation is
summari zed on Staff Exhibit No. 128.

I n Decenmber 2000, the Conpany changed the
way the Real Tinme Transactions were priced. |In the
past, the transactions always flowed through the
system at their actual cost. Now, however, the
transactions are priced based on the wei ghted average
price of all real time transactions that touch the
| daho Power system on an hourly basis. According to
Staff’s analysis, this has also resulted in

over charges and under paynents in several cases. Staff
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has re-priced the real time purchase transactions for
t he nont hs of Decenmber 2000 through February 2001 to
the | ower of the Non Systenis cost or market price.
Staff has also re-priced the real time sale
transactions for the same nonths using the higher of
sales price or market. Staff believes that purchases
and sal es shoul d be kept separate and that the system
shoul d get the benefit of the best price.

The Staff made adjustnents to the inter-
book real tine sales and purchases for the nonths of
Decenber 2000, and January and February 2001. The net
adj ustment, before the jurisdictional and sharing
al l ocations, and wi thout the effect of interest on the
deferral balance, for the real time transactions are
(%4,666,381.95). This represents a benefit to the
custonmer. The calculation is shown on Staff
Confidential Exhibit Nos. 122 - 125 and summari zed on
Staff Exhibit No. 128.

NOVEMBER TRANSACTI ON

Q. Pl ease explain what has been ternmed the
‘Novenber transaction’.

A The * Novenber transaction’ is the
transaction identified by Staff during the PCA audit
as an adjustnment in the true up. The Ri sk Managenent

Committee (RMC) M nutes reflected a termtransaction
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for the systemthat was not conpleted. Staff adjusted
the PCA results as if that transaction were conpl eted
resulting in a recomrended renoval of the higher
priced replacement power fromthe recomended

i ncrease. |daho Power clains the transaction was not
conpl eted because the RMC changed its decision |ater
during the sane neeting. The continued Staff review of
this transaction and the explanation by |daho Power

does not change the Staff position.

Q Pl ease explain the operating plan.

A The operating plan is a primary planning
tool used by Idaho Power to operate the systemand is
a primary tool used by the RMC for its decision making
related to the system The operating plans are the
documents provided to Staff to support the power
purchase transactions, sales transactions and the
deci sions made by the RMC. The operating plans show
the forecasts under the expected scenario, a best
scenario and a worst scenari o.

Q What did the operating plans reveal that
are available for the tinme of the RMC neeting on
Novenmber 21, 2000 when the purchase deci sion was nade
for January?

A. The operating plans provided to Staff

showed t hat under al nbst every scenario the system
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woul d be short in January. The RMC m nutes and
avai | abl e supporting docunentation do not provide
information to counter the original decision to
purchase power for the systemto cover the January
shortage. Any subsequent information on pricing or

ot her data was not reflected in the RMC m nutes or
retained to support the decisions nade. Absent this
docunment ation, the change of decision sinply | ooks

|i ke a bad decision or an error that was contrary to

t he prudent decision originally made, and passes the
detrimental cost to custoners. These costs should not
be recovered from custonmers. The decision not to
purchase was nmade by the RMC and shoul d be absorbed by
t he non-system operations.

Staff has adjusted the anount of the
purchased power expenses in January 2001 by the total
system anount of $10, 288, 386, as shown on Staff
Confidential Exhibit No. 127, that woul d have been
saved if the RMC had conpleted the directive. All the
docunment ati on supports a forward purchase of power for
the system Rationale for a change of vote has not
been provided. It is reasonable for Staff to adjust
t he purchase power expense to reflect the purchase as
if it had been made. To do otherw se woul d pass the

result of inproper decision on to custoners at their
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expense.

Q. VWhy does Staff find the Conpany’s
expl anati on unpersuasi ve?

A. The operating reports avail able for
review, the RMC m nutes, and the subsequent events
referenced by | daho Power do not justify the reversal
of this termtransaction. The subsequent events do
not reflect the sane product for conparison. A
| onger-term product may be packaged to get a better
deal overall even when one portion of the transaction
woul d result in an inbalance for the system |daho
Power coul d have been short in January but still
packaged a deal that would sell power for the first
gquarter in exchange for power in the third quarter.
These transactions are not mutual ly excl usive.

Q. In his testinmony Darrel Anderson, Vice
Presi dent — Finance & Treasurer, |daho Power Conpany,
expl ains why the system didn’'t need to purchase for
January 2001. Do you accept his explanation as a
protrayal of the conplete facts?

A No. Price trends from | daho Power
documents al so reflect forward prices for January 2001
increasing. While there may be several reasons for any
increase, historical price trends were probably not

the primary consideration. Recent price increases for
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gas and electricity caused deci sions by nost traders
to be based on other data, such as forward market
prices, total trading position of |IDACORP and | daho
Power. Staff Confidential Exhibit No. 129 summari zes
t he operating plan forecasts and the forward market
price data avail abl e as docunentation for RMC

deci sions. The Novenber transactions relates to the
Novenmber 21, 2000 RMC neeting. The docunentation
retained includes the operating plans for Novenber 16,
2000 and Novenber 28, 2001 but not anything in

bet ween.

Exhi bit No. 129 shows the operating plan
docunment ation to sketch the transaction referred to by
Conpany witness Anderson for the forward sal e of power
in the First Quarter of 2001 in exchange for the
purchase of power in the Third Quarter of 2001. |If
mar ket prices were higher in the third quarter than
the first quarter, M. Anderson’s claimthat they
woul dn’t sell if short m ght not be conpletely
accurate because line 24 of Staff Exhibit No. 129
shows they conpleted the opposite where they were
buying for the third quarter when Septenber was
forecasted to be long. This exhibit shows how forward
mar ket prices and inventory nmay have been greater

factors for consideration than absol ute bal ance of the
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system f orecast ed need.

Q. Pl ease explain how these problens can be
avoided in the future.

A. Proper docunentation to support prudent
deci sions should include information supporting the
deci sion or change in decisions and the rationale if
t he decision made is not directly supported by the
avai l abl e data. AlIl charts or discussion papers nust
be retained as support. The PCA review is conducted
at |l east annually. This is a reasonable time frame for
t he Conpany to retain such docunentation. [If the
deci sion can not be shown to be prudent at the tinme it
was nade, the associ ated expenses shoul d not be
recovered fromthe regul ated custoner but shoul d be
assigned to the non-system operation or recorded bel ow

the |ine.

REQUI RED OBJECTI VES AND SAFEGUARDS

Q. Pl ease provi de an overvi ew of the
obj ectives you believe |Idaho Power nust inplenent
related to trading activities and ri sk nmanagenent.

A. | daho Power is responsible for providing
power at a reasonable cost to its custoners. To
assure the costs are reasonable, |1daho Power nust

mai nt ai n docunentation and RMC m nutes reflecting the
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data avail abl e and considered in making its decisions.
When a product or service is provided to the
regulated utility froman affiliate or non-regul at ed
operation, the review by the Comm ssion Staff of those
transactions nust be enhanced. Therefore |daho Power
must retain and provide additional docunentation above
that required for a third-party transacti on.

The objectives | recommend the |daho Power
focus on include the follow ng categories: 1) term
transacti on deci si on managenment and docunentation, 2)
forecasting documentation, 3) risk managenent profile
nmeasures, 4) performance standards and 5) transfer of
val ue eval uations. These objectives, as further
di scussed by Staff w tness Thomas J. Lord, wll
provide parties to |daho Power cases additional
opportunity to review the decision nmaking process of
| daho Power and ensure that customers are paying
reasonabl e prices for power. The affiliate
relati onship and the transfer pricing mechanisns are a
maj or portion of the review conducted by Staff and
parties to assure the transfer prices are and renmnin
reasonabl e.

Q. Woul d you anticipate that the | ower-of-
cost or market for purchases and the higher-of-cost or

mar ket for sal es continue now that | DACORP Energy is
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in full operation and in separate facilities from
| daho Power ?

A. | believe market pricing for the intra-
nmont h transactions will be the appropriate pricing
mechani sm once the control objectives are quantified
and operational. Staff recommends for the current
filings, IPC-E-01-7 and I PC-E-01-11 that the foll ow ng
pricing mechanisnms apply to all day ahead
transacti ons:

1. Purchases by | daho Power fromthe non-
operating book for the system should be priced at the
| ower of cost or market. Staff recommends that the
mar ket price continue to be based on the Md-C price
or anot her acceptable pricing nechani sm approved by
t he Conmi ssi on.

Staff further recommends that the cost be
based on the actual cost of the power, using a daily
wei ght ed average of the price actually paid for the
power by the non-operating book to third parti es.

2. Sal es from |l daho Power fromthe operating
book to the non-operating book should be priced at the
hi gher of cost or market. Staff recommends that the
mar ket price continue to be based on the Md-C price
or anot her acceptable pricing nechani sm approved by

t he Comm ssi on.
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Staff further recomrends that the cost be
based on the actual price of power sold to third
parties.

These pricing recommendati ons will provide
the ratepayer with the assurance that they will not
pay rates based on prices that are unfair, unjust and
unr easonabl e.

The Conpany, Staff and other interested
parties should work together to develop the objectives
and safeguards. This is critical to ensure the
reasonabl eness of using an Index as a surrogate for
actual costs going forward in | PC-E-01-16. The
continued cooperative efforts are necessary to achieve
a wor kabl e solution. |daho Power has informally
i ndi cated they favor the proposed process. The
resulting objectives and safeguards shoul d be
presented to the Comm ssion for approval or rejection
in the order issued in Case No. |PC-E-01-16. These
efforts will be made between now and the hearing in
t hese cases.

Absent appropriate safeguards, Staff will
continue to propose |ower-of-cost or market for
purchases and the higher-of-cost or market for sales

as the only transfer pricing nechanismto assure there

in no affiliate mani pul ati on and that customers are
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charged fair, just and reasonabl e rates.
Rl SK MANAGEMENT COWM TTEE
Q. Pl ease provide an overview of the Risk

Managenent Committee?

A. During the 2000 — 2001 PCA year, the Risk

Managenent Committee (RMC) consisted of | DACORP and
| daho Power officers. These nmenbers are listed on
Exhi bit No. 130 as provided in Response to Staff
Production Request No. 1. No nmenber solely
represented the interests of Idaho Power and its

custoners.

According to | daho Power, “The purpose of

the RMC is to nmaintain general oversight over al
commodity tradi ng and financial risk management
operations.” Response to Staff Production Request
3. The deci sion-maki ng process of the RMC is
expl ai ned in Response to Production Request No. 4.

The RMC revi ews operating proposals
prepared by | daho Power Conpany
personnel. The proposals include
assumpti ons for supply and denmand
requi renents based on data avail abl e
at that time. Based on the results
of this data, the collective
experience of the commttee nmenbers,
ot her pertinent internal and external
data, and an in-depth discussion

bet ween conm ttee nenbers, decisions
are made to determ ne the need to buy
or sell energy. Nunerous factors are
considered in comng to these

deci sions including weather, expected
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| oad requirenents, current snowpack
transm ssion availability, pricing
and the overall system portfolio
position. Wen it is determ ned that
an action is required, a
recomrendation is nade by a commttee
menber and put to the entire RMC for
a vote. A mpjority is required to
confirma transaction for inclusion
in the operating plan.

Staff expressed concern in its coments
filed on April 16, 2001 in these cases that the RMC
consists of the sane nmenbers for both the utility and
for the non-regul ated operations. Staff review of the
RMC m nutes indicates that the Conm ttee does not
consistently support a mandate to first take care of
t he system needs before the non-regul ated operations,
even though this is the stated policy. Based on a
review of the mnutes, Staff believes that the RMC has
not focused enough energy on the utility and as a
result, system costs are higher than they otherw se
woul d have been.

Recently the Ri sk Managenent Conmittee was
split into two commttees, an | DACORP Energy Risk
Managenment Conmmttee and an | daho Power Ri sk
Managenment Conmmittee. The current nenbers of the
commttees are listed on Exhibit No. 131. This split

shoul d all ow the respective commttees to focus nore

directly on its primary responsibilities. The non-
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operating group, now | DACORP Energy can focus on non-
regul ated matters and the |Idaho Power RMC can focus on
matters pertaining to the regul ated operati ons.

Q. Does this conclude your direct testinony

in these cases?

A. Yes, it does.
| PC- E-01-7 CARLOCK, T(Di)
| PC- E-01-11 St af f
| PC- E-01-16

07/ 20/ 01

39




