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Q Pl ease state your name, by whom you are
enpl oyed and busi ness address.

A. My nane is Thomas J. Lord. | am enpl oyed by
Teknecon Energy Ri sk Advisors, LLC (TERA). M business
address is 1515 South Capital of Texas Hi ghway, Austin,
Texas 78746.

Q VWhat position do you hold with TERA?

A. | hold the position of Partner.

Q Pl ease descri be your experience relevant to
this testinony?

A | have been involved, as a both consultant
and enpl oyee, in the devel opnment and depl oynment of
energy risk managenent systenms. This experience
i ncludes direct responsibility for assessing,
transacting, and managi ng specul ati ve energy positions
utilizing both physical and financial transactions. It
al so includes guidance for the creation of “best
practice” risk policies, procedures and processes for
i nvestor-owned utilities and najor consuners of
electricity. An additional description of my industry
experience and educational qualifications is attached.

Q VWhat is the purpose of your testinony?

A. The purpose of ny testinmony is to discuss the
requisite internal skills necessary for |daho Power

Conpany (I PC) to assure price risk managenment
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capabilities for its custoners, potential mtigation of
specul ative risks for Idaho Power affiliates due to
contractual relationships with |daho Power, and
reconmmended actions to assure |daho Power receives
appropriate value and rewards fromits affiliate
rel ati onshi ps whenever |daho Power receives
transacti onal assistance or provides internal denand
and supply information.

Q Pl ease summari ze the scope of your testinony.

A. | will testify as to ny understandi ng of
| daho Power’s ability to nmanage forward hedgi ng of
whol esal e energy price risks. | will also testify as
to nmy understandi ng of certain past practices and
transactional patterns that have created or may have
created value for Idaho Power affiliates w thout
appropriate conpensation to the regul ated custoners.
Finally, I will recommend changes that |daho Power
shoul d adopt to both contractual relationships with
affiliates and internal practices that will inprove
busi ness processes and risk/reward all ocation between
| daho Power and its affiliates.

Q | PC testinony (Gale prefiled direct testinony
Case No. | PC-E-01-16, pg 4, line 12) indicates that
|l ong-term (tinme periods beyond 30 days in the future)

hedgi ng activities may not be performed by IPCin the
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future. In your opinion, is hedging an appropriate
activity for a regulated utility to pursue on behal f of
its customers to prudently manage the supply of energy
to its custoners?

A. Regul ated utility custonmers inmplicitly depend
upon the utility provider to nake decisions to manage
the cost of energy for their consunption. Whol esale
energy market price fluctuations, due to internal supply
excesses or shortfalls, nake the risk of price changes
for energy purchases or sales on behalf of the custoners
significant to individual customers. \While hedging
deci si ons are dependent upon a variety of
considerations, the failure to make those decisions
inplicitly exposes the utility consunmer to the
equi val ent of unmanaged specul ation.

My opinion, therefore, is that a utility nust
possess the capabilities to determ ne whether the risk
exposure of its custonmers to future price novenents is,
in the utility s best opinion, acceptable. The
conpl ete reliance upon spot pricing for open narket
transactions is, inplicitly, a speculative decision to
accept conpl ete exposure to whol esal e market price
volatility. Only when a regulated utility has
responsi bly inplenented the internal systenms necessary

to nmake and execute hedging, or price risk managenment
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determ nati ons on behalf of its custoners, can it
renove this inmplicit specul ative risk.

Q VWhy isn’'t the power cost adjustnent an
effective hedge agai nst price novenent?

A. A power cost adjustment (“PCA”) nechani sm
only acts to noderate the rate of change of custoner
prices by averaging price nmovenents from one year and
applying themto the next year’s customer rates. It
does not, however, renove the risk of adverse price
nmovenments. Over time the PCA guarantees the custoner
will pay average cost of the market prices. The PCA
does not renobve custoner exposure to system c adverse
price novenents that are created by the variable nature
of custoner energy consunption patterns. Therefore,
the PCA is not an effective hedgi ng nechani sm

Q VWhat is an effective nmethod of reducing
cust omer exposure to price novenments?

A. The only nethod of reducing customer exposure
to whol esal e price novenents is to secure a source of
energy whi ch possesses, in sone manner, an el enent of
certainty concerning the price of the energy at tinme of
delivery. In contrast, purchasing at “market price” at
the time of delivery assures that the energy consumer
will be a price taker at the time of purchase. 1In any

whol esal e market, a price taker is fully exposed to the
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ability of suppliers to extract value fromthe
production of the good. 1In electricity, the whol esale
mar ket is perceived as inefficient and subject to the
ability of suppliers to extract significant econom c
val ue for pronpt delivery of energy.

It is possible that price risk nanagenent
activities may result in higher consunmer energy costs
than relying on spot price purchases for all whol esal e
energy needs. However, the risk of unnoderated price
nmovenment s and subsequent abrupt changes in annua
prices may be unacceptable to many or all custoners.

Previously, | discussed the inplicit
specul ati on accepted by the decision not to inplenment
price risk managenent decisions. The possibility of
resul tant higher energy prices is the risk accepted
fromthe reward of a smaller range of potential pricing
outconmes that results from hedging activities. It is
this reduction in the range of potential outcones that
reduces the risk of the utility consumer.

Therefore, | believe that captive customers
shoul d be provided some nechani sm by which the
customers can opt to be protected from whol esal e mar ket
price volatility. Price risk managenent, or hedgi ng,
is the | ogical method of providing that nechani sm

Hi storically, regulated utility custoners
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have depended upon their service provider and
regulators to insulate them from whol esal e ener gy

mar kets, either by making |ong-term market purchases or
by constructing generation assets. |In the evolving
der egul at ed whol esal e energy narkets, the forward
energy prices will be the factor that determ nes the
advi sability of the “build versus buy” decision. The
ability to analyze forward market prices and make the
correct “build versus buy” decision is a fundanental
conponent of the capability to provide price risk
managenent services to regulated utility custoners.

Q What types of organizations possess these
Price Ri sk Managenent skill sets?

A. The specul ative activities pursued by I|daho
Power affiliates revolve around exactly these skil
sets. Specul ative transactions that are not based on
anal ysis of forward market prices, the underlying
fundament al production costs of the nmarketplace and a
perception of market supply/demand bal ances, are
essentially decisions to place bets w thout
justification for returns. | believe IdaCorp to be a
fundamental ly well managed organi zation that woul d not

pl ace its corporate well being at risk for unresearched

“ganbles.” Therefore, | believe that |IdaCorp possesses
t hese skill sets internally.
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These skill sets are contained in affiliates
of I daho Power Conpany. The specific affiliates that I
have identified are:

| DACORP Energy Sol utions, LP (“IES")
| daWest

The second conponent of the skills necessary
to provide price risk managenent services for regul ated
custoners is the ability to cal cul ate exposures to
forward market price novenents arising froma custoner
consunption pattern. It is my understanding that the
exi sting conputer hardware and software systens and
supporting staff skills were transferred fromIPC to
| ES under the IPC-1ES services agreenent. It is also
my understandi ng that |1daCorp and I ES portrayed to
Staff and custoners at workshops di scussing the |IPC-1ES
services agreenent that these resources would still be
utilized for regul ated custoner purposes after the
transfer. The responses to staff data requests (see
Exhi bit 107) indicate that | ES has inplenmented a nunber
of “best practice” risk managenent practices.
Therefore, | believe that IdaCorp’ s subsidiaries,
t hough possibly not within I PC, have created and
possesses the skills necessary for this conmponent of
price risk managenent services.

The third conponent of price risk managenent
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is the creation of fundanentally sound internal
policies, procedures and processes for the price risk
managenent deci sion, market transaction execution and
processi ng functions. | have been unable, at this
time, to deternm ne the conplete nature of the IdaCorp
policies and procedures and processes. However, |
believe that the I PC policies, procedures, and
processes that have been provided for my review prior
to this testinony, are not sufficient to assure that
| PC deci sions to accept or reject long-term
transactions for price risk managenment purposes — or
for any other purpose — are made in a consistent and
controll ed manner. The |ack of policies, procedures,
and processes underm nes any assertion by |IPC that
price risk managenent is or is not advisable for the
regul ated customers. An absence of these structures
will inherently nake price risk nmanagenent | ess
consi stent and systematized, which frequently results
in an internal perception that hedging activities are
ri skier than they nmay possibly be.

Q VWhat are the inplications of the absence of
certain “best practice” risk nmanagenent systens for
| PC?

A This lack of structure also calls into

guestion any prior decisions nade by | PC because there
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is no clear basis for their decision-making. The
determ nati on of whether a transaction is advisable
depends on three factors: 1) the current prices and
inplied volatility of prices in the forward nmarket; 2)
t he net exposure of the risk position to price
movenents; and 3) the risk tolerance of the entity for
which the price risk decision is being made. |

acknow edge that there is a wi de degree of latitude in
what nmay conprise an acceptabl e deci si on based on these
factors. | recomend that the Comm ssion grant |daCorp
and | PC a significant amount of future discretion
concerning the creation of mechani sns for supporting
the price risk managenent deci sion.

Q What structure do you reconmend | daho Power
create to establish a clear basis for future decision-
maki ng?

A. | recomrend that | PC be obligated to create
adequat e policies, procedures and process docunents to
show a wel | -grounded understandi ng of these price risk
managenent factors. The ability to evaluate
alternatives based on these policies and the capability
to nmake well docunmented and consistent price risk
managenent decisions are critical to facilitating
appropriate regul atory prudency review of the Idaho

Power’s whol esal e energy purchases and sales. Failure

| PC- E-01-7/11/ 16 LORD, T.(Di)
07/ 20/ 01 TERA




© 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

to adequately inplenent policies, procedures, and
document ation for risk managenent decisions will result
in continued questions regarding the Conpany’s ability
to represent the best interest of its custoners. The
alternative could be the creation of alternative
regul atory or market structures necessary to allow | PC
custonmers the ability to make their own price risk
managenent decisions. |If such alternative structures
were to be inmplenented, tariffs would need to be
restructured in such a manner as to allow custoners to
make such deci sions external to | PC purchasing
practices while retaining the ability to rely upon |PC
for the firmsupply of energy at market prices. This
could include inplenenting a service structure where
customers could receive purely spot market priced
energy on a | oad shaped time of use basis, thereby
allowing the custoner to access alternate suppliers for
ri sk managenent products.
The docunentation that I would expect IPCto

i nplement in this regard are:

A clearly stated risk managenent policy

stating the I PC broad objectives for

energy risk managenent (such as reduction

in potential volatility of energy

prices).
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The del egations of authority and
responsibility within the I PC corporate
structure to devel op and inplenment risk
management structures.

A clearly stated nmethod for determ ning
the risk tolerance of IPC on behal f of
its customers, and the netrics to be used
i n communi cating that tol erance

t hroughout the risk managenent and seni or
managenent organi zati on.

A clearly stated nmethodol ogy, including
assunpti ons and recogni zed areas of
uncertainty, for determ ning the existing
exposure to forward whol esal e energy

mar ket price nmovenents inmplicit in IPCs
consumer sal es obligations and generation
resources. This nmethodol ogy should
include the ability to reflect exposure
to the price risk on an hour-by-hour
basis for a determ ned number of forward
del i very nont hs.

A clearly stated series of procedures and
processes for determ ning and executing
hedge strategi es and for maintaining and

reporting whol esal e market transaction
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i nformati on under that strategy.

Q What is your understanding of the
rel ati onship between |IES and | daho Power?

A. My understanding, prior to the filing of
testinmony by |Idaho Power, was that the Conpany had
transferred its trading and ri sk management operations
to | ES under an Electric Supply Managenent Services
Agreenent (“Agreenment”). In return for that transfer
| daho Power has an obligation to pay |ES approximtely
$4.8 mllion per year, which is closely equivalent to
100% of the cost of those operations in the nost recent
rate proceeding for Idaho Power. This transfer between
| PC and IES allows IES to participate in the
specul ative market, and allows the I daCorp fam |y of
conpanies to retain transactional and ri sk management
skills. Keeping these skill sets within IdaCorp is a
benefit to both the Conpany and the regul at ed
cust omers.

It is nmy understanding that the retention of
skill sets was a critical conmponent of the rationale
for approving the Agreenent. | believe that the
transfer of transactional and risk managenent skil
sets to | ES without retaining access to those skil
sets significantly dimnishes |Idaho Power’s ability to

function effectively in deregul ated whol esal e ener gy
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mar kets. Since lIdaho Power will be conpelled to
participate in those markets due to the fluctuations in
generating capabilities of hydroelectric generation
resources, effective participation in the whol esal e
energy market will be critical to Idaho Power’s
regul at ed customers.

Q VWhat is your understanding of the current
services provided for |Idaho Power by |ES?

A. I n keeping with the understandi ng expressed
above, IES is participating in the near, nedium and
| ong-term markets at the |daho Power interconnections
to the regional markets. Furthernore, |IES is gaining
insights into the market behavior, expected direction
of price novenent, and the inplied narket volatility
expected by the trading community. Specul ative trading
necessitates a significant investnment in risk
managenent infrastructure and skills. | believe it was
assuned that |IES woul d make these investnments to
protect its specul ative positions, while educating
| daho Power in the process. Because of the $4.8
mllion dollar cost paid by Idaho Power to IES, it
seens rational |daho Power shoul d receive constant
advi ce and education fromIES. M understanding is
t hat | daho Power would be able to utilize the IES risk

managenent staff to act on behalf of the regul ated
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customers in fashion simlar to what they did while
| daho Power had the information and systens necessary
to nmake prudent decisions on behalf of the regul ated
cust oners.

However, fromthe testinmony of witness Gale
in the Comm ssion Case No. |IPC-E-01-16 (pg 4 line 12)
and Case Nos. IPC-E-7/11 Hoyd (pg 14 line 4), it
appears that |IES may adopt a nore restricted view of
t hese responsibilities under the Agreenment. The
testinmony indicates that the support provided by IES
may be restricted to the real tinme and day-ahead
managenent of the | daho Power physical deliveries of
energy, the “assurance that system resources are
managed to the benefit of the custoners,” and the
provision of certain limted audit informtion.

| daho Power should clearly indicate whether
it intends to rely on IES for longer-termprice risk
managenent. |If my interpretation of the Gale and
Andersen testinmony is correct, the renmining resources
do not appear sufficient for the exercise of prudent
actions by lIdaho Power within the whol esal e power
mar ket on behal f of the regul ated custoners without the
skill sets provided by IES.

Q Do you believe that the current interactions

bet ween | daho Power and | ES provide instances where the
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ri sks and rewards are shifted between I PC and | ES are
wi t hout appropriate customer conpensation?

A Yes. | ES has received certain benefits from
the relationship that have, or could have allowed, |IES
to transact with lower risk and to shift certain
transactional costs to |Idaho Power and its custoners.
The specific areas of concern are:

Prior knowl edge of market liquidity
Credit risks
Pricing fornul ae
Regul atory authorities necessary for |IES
to participate in the whol esal e energy
mar ket
Access to generation optionality
Each of these areas will be discussed
separately in the follow ng testinony.
My fundanmental prem se is that |daho Power
cannot reduce the risks of IES trading activities
w thout transferring a benefit to |ES that is
unavail able to other market participants, while at the
same tinme reducing the ability of I|Idaho Power Conpany
custoners to achieve the nost conpetitive market
pricing for needed resources. Wthout transaction
specific data, any estimation of whether |IES executed

transactions to inplenment sonme of the benefits, and the
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degree to which I ES was successful in profiting from
t hese benefits, would be highly subjective. However,
the fact that such activities could take place w thout
adequat e custoner conpensation, is only an el enent of
the consuner cost. As discussed |later, an increased
open mar ket transaction costs can arise from narket
perception of inter-affiliate advantage. O her
benefits relating to the reduction of internal
transaction or operating costs, such as reduction in
credit risks, could be determ ned fromthe cost of
securing such benefits fromthe open market.

Q Would it be beneficial for the Idaho Public
Uility Conm ssion to create fornmalized rules for the
interaction of |IES and |daho Power?

A. No. Any regulatory action that transfers
risk and reward between two entities, be it utility and
consumer or utility and affiliate, creates a
transaction that can be nodel ed using financi al
anal ysis tools. Conpanies acting in specul ative
whol esal e energy markets should have resources to
exam ne and di sassenbl e financial conponents to
determ ne the nost profitable actions and extract
maxi mum benefit fromthe regul atory transacti on.
Frequently, regulatory Staff do not have the training

or resources to perform such anal ysis.
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Therefore, it can be nore efficient and
effective in certain instances for regul atory agencies
to adopt objective-based criteria that sets forth
policies, objectives, and goals. The responsibility
for the creation of specific procedures and processes
to respond to these objectives is nost appropriately
left to the Conpany or group of enpl oyees responsible
for daily management of the targeted activities. The
regul atory agency then reviews the specific procedures
and processes to assure their conpliance with the
obj ectives. It is frequently nore tenable for the
regul atory agency to performthe necessary review than
to be involved in the m cromanagenment of financi al
concepts.

| have noted previously certain basic “best
practice” risk managenment structures that shoul d be
i npl emented by IPC. My recommendation is that the
Comm ssi on devel op, preferably in consultation with
| PC, the acceptable objective for the IPC risk
managenent policy — reduction of price volatility or
t he managenent of prices to a “not to exceed” |evel,
for exanple — and a conplete listing of the types of
nmetrics and reports that are expected to be avail abl e
to the Conmm ssion Staff on an annual basis as the

foundati on for prudency reviews.
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| have al so recommended that |daho Power be
given the charge to devel op price risk managenent
procedures and processes based on basic policies and
obj ectives. That is to allow IPC s discretion in
devel oping these nmetrics, in coordination with
Comm ssion Staff, to best utilize IPC s existing skill
sets. This structure is nost |likely to create the
necessary alignment of responsibility and authority to
achi eve the Conmm ssion’s goals.

Q VWhat is your understanding of the current
pricing for transactions between |daho Power and |ES?
A. My understanding is that the pricing of

transacti ons beyond the next delivery day is done at

t he purchase price. It appears, from Conpany testinony
(I PC-E-01-16, Gale, pg 4- line 15, “all whol esal e
transacti on between | daho Power and IES will be at

mar ket prices” and Gale pg 18 line 2) that no
transactions are done directly between | daho Power and
| ES for periods beyond next day delivery. |ES offers
to act as a broker for all such transactions. | have
been unable to determ ne whether |IES charges a

br okerage fee for arranging such transactions or if
such a fee is charged, it is in keeping with nornal

br okerage fees charged in the industry.

For day ahead and real time pricing, |ES uses
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a “representative” market price based on either Md-C
(the M d-Col unmbi a whol esal e market trading hub in
Washi ngton state) or Palo Verde (the California-Nevada
border whol esal e market tradi ng hub) market prices.
The pricing is based on the market prices for those
poi nts, not the actual transaction costs of |IES for
securing or selling the power.

Any di fference between the purchase price and
the representative nmarket price, or transm ssion
arbitrage obtained or lost by IES, is retained on the
specul ative book. Pricing differential and
transm ssion arbitrage opportunities are addressed in
subsequent portions of my testinony.

Q VWhat are the trading risks or opportunities
that could be experienced by IES in the managenent of
| daho Power service obligations under the Agreenent?
A. The manner in which IES interprets the
rel ati onshi p between | daho Power and | ES significantly
constrains the risks under the Agreenent while
retaining a significant number of the advantages.

In regards to the short term (real-tine and
day- ahead), |daho Power represents the |argest narket
participant for firmenergy transactions for power at
the interconnections of |Idaho Power wi th other regional

mar ket participants. |ES, by managi ng the transaction
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fl ow, can assure that |Idaho Power and |IES are not
simul taneously attenpting to conplete transactions in
periods of limted liquidity. 1In addition, if IES
perceives that liquidity at certain pricing |ocations
is constrained, then IES may anticipate that |IPC
purchases will have the inpact of noving whol esal e
mar ket prices in a specific direction.

VWhile this may not inpact the pricing at the
representative pricing points, it nmay have a noticeabl e
i npact on the |Idaho border prices. |If IES believes its
actions on behalf of |Idaho Power could shift the |ocal
prices noticeably fromthe representative prices, |IES
has the opportunity to create |ower risk returns.

For example, if IES determ nes that I PC will
require an additional 500 MW per hour of on-peak power
three days in the future in a nmarket where the nmaxi mum
size of on-peak energy trading over the |ast week was
150 MW per hour, then IES may anticipate that prices
coul d nove higher. By purchasing bl ock power for
future periods in anticipation of this demand, |ES may
be able to position itself to capture returns due to
i ncreased mar ket know edge. This practice has occurred
frequently enough in commodity nmarkets to devel op a
name “front running” and to necessitate Commodity

Futures Tradi ng Comm ssion regulations to prohibit this
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behavi or by commodity brokers.

Wth regard to the long-term markets, |ES
agai n has know edge prior to all other market
partici pants of upcom ng |daho Power market activity.
| nformation given to ne indicates that IES is provided
and has participated in | oad forecasting and ot her
activities that define the energy purchasing and sal es
exposure of Idaho Power. In addition, the audit
requests submtted and responded to in this proceeding
indicate that | ES operates whatever risk position
tracking software is utilized by |daho Power to nanage
its whol esal e market position. | am concerned about
t he existence, or lack thereof, of software security or
firewalls to segregate |Idaho Power information from
| ES.

Wt hout these firewalls, |IES has access to
| daho Power’s intended market activities and
consequently has an advantage that no ot her
participants in the |Idaho whol esal e power market
possess — the understandi ng of when | ES' s specul ative
position would be in conflict with future actions that
| daho Power woul d be expected to assune in the narket.

For exanmpl e, a specul ator in whol esal e power would

under stand that |daho Power nmay at tinmes buy and ot her

times sell. This participant nust be concerned that
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any specul ative position would be inpacted by Idaho
Power activities. |f a specul ator purchased power for
June, only to have Idaho Power soon thereafter
determine it had excess power for the upcom ng June and
therefore need to sell power for that period, the
likely result would be that the specul ative position
woul d | ose noney wi thout other market actions.
Therefore, know edge of risk exposure and
transaction deci sions of |Idaho Power prior to other
mar ket partici pants reduces IES s speculative risks in
t he I daho regi on. However, |daho Power custoners
receive no benefits fromthe risk reduction experienced
by | ES.

Q Do you believe that hedging activity by |IPC
coul d reduce the benefit to IES of access to IPC risk
positions?

A. Yes. Actions by IPC to reduce its whol esal e
mar ket price risk are, by their nature, intended to
reduce IPC s need to transact in the sport market.
This reduction should, in aggregate, reduce |IPC s
conpetition for short-termmarket liquidity. Energy
commodity markets generally experience their highest
volatility, and therefore nost rapid price changes, in

the delivery nonth. Prior hedging of risk, by reducing
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| PC's delivery nonth activities, could reduce IES s
know edge advantage in the marketpl ace.

Q | f 1daho Power Conpany’s purchasing practices
changed fromentering into transactions for tine
peri ods beyond thirty days to a practice of entering
into transactions for periods of less than thirty days,
do you believe it would create opportunities for IES to
benefit fromlower risk transactions?

A Yes, | do believe this could create
specul ative opportunities for IES at |lower risk than
t hat of other specul ative market participants. As
di scussed above, know edge of the activities of
organi zations with significant market positions allows
|l ower risk trading. Any potential change to increase
| PC's exposure to delivery nonth prices increases |ES s
know edge advantage during the period of time when that

advant age has the potential to create greatest

| ever age.
Q How woul d this occur?
A. In this case IES would receive, through its

assistance in | oad forecasting to |Idaho Power,

know edge of |daho Power’s need to purchase or sel
energy in the whol esale market for forward periods for
hi gh, normal, and | ow water flow scenarios as well as

hi gh, normal, and | ow demand scenarios. Wth this
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information, |IES has a forecast of the likelihood that

| daho Power will have purchasing or sal es transactions
during a delivery nonth. IES can assess the likely

mar ket liquidity during that period, estimate the |Idaho
Power inmpact on market liquidity during that period,
and make appropriate specul ative transactions to take
advantage of the likely market price direction during

t hat peri od.

This is not to inply that IES, by the nature
of this information, is guaranteed profitable trading
activities. Abnormal and abrupt conditions can occur,
pl ant outages may take place, and narket pressures from
i nterconnected markets —such as California — nmay
overwhel mt he market bal ance of the Idaho region. | am
not inplying that IES is gaining perfect market
know edge. However, IES is gaining better market
know edge than other participants in the region. This
know edge reduces the risks of speculative activities.

It does not appear that the |Idaho Power regul ated
customers have been conpensated for that risk reduction
in any manner.

W t hout access to all transactions by |IES and
| PC, information as to whether |IES was securing
specul ative positions to have risk exposures in

opposition to I PC, cannot be determ ned. W thout
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specific transaction level information for both the
operati onal and non-operational books as to what the
price novenents were fromthe I ES transaction date
until the delivery date, | can not estinmate the
magni tude of | ES potential gains fromthis know edge.
However, it is sinple to note that a $10/ MMhr novenent
for a 100 MW exposure for any given week is $80, 000
($10/ M\H *100MW * 80 on-peak hours). The price
novenment s experienced during the later portion of the
PCA year under review in this proceeding were, at
times, orders of magnitude greater. | believe that
this is anple evidence that opportunities did exist for
| ES to make substantial profits fromthe prior
know edge of |daho Power purchasing requirenents.

Q VWhat additional benefits do you believe
| daCorp and its affiliates received from | daho Power
during | ast years PCA?

A. | ES received its FERC power marketing |icense
on April 27, 2001. Prior to that time, |IES was not
|l egally authorized to trade whol esal e power. |PC
responses to staff data request (see Exhibit 107)
indicate that all transactions on |ES s behalf were
actually entered into by Idaho Power. This inplies
that all counterparty credit risk for |IES specul ative

transactions was actually assumed by |Idaho Power. The
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open mar ket cost of such credit enhancenment is normally
bet ween 1-2% of the notional anount, i.e., the total
val ue of the transaction as determ ned by nultiplying
all volunes for the |life of the agreenment by the
current pricing under the agreenent. This is a cost of
doi ng business that | ES avoided by receiving free
credit enhancenent by the regul ated custoners.
In addition, IES was allowed to enter the

mar ket nonths earlier than it could have otherw se,
giving IES access to the market volatility of the west
during 2000/ 2001. Prior to receiving its power
mar keter certificate authority fromthe Federal Energy
Regul atory Commi ssion, it was unlawful for IES to enter
i nto whol esal e energy market transactions as a
principal. Wthout |daho Power standing behind all |ES
transactions, |ES would not have received any profits
prior to April 2001. 1In addition, IES was al so all owed
to build name recognition in the market place nonths
earlier and will likely be considered part of I|daho
Power for several nonths into the future, extending its
credit advant age.

Q Do you believe there are opportunities for
|ES to obtain minimal or risk-free profits under the
| PC-1 ES pricing nmethodol ogy?

A. Yes, opportunities could exist under the
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Agreenent. In the area of real-tinme and day-ahead
power purchases for |daho Power by IES, a strong
possibility exists for transm ssion arbitrage under the
contract pricing. Arbitrage is an instance where a

di screpancy between two different pricing points exists
such that a transaction can be entered into to capture
the difference as a profit w thout risk.

My understanding is that transm ssion
services are transferred to IES at cost. In addition,
power purchased at the |Idaho border for |daho Power by
|ES is transferred based on the representative market
| ocations - not the border price. Since the
transportation price is known, it is possible for IES
to determ ne whet her | daho border prices are |less than
the representative market price plus transm ssion. |If
there is a differential, IES collects that differenti al
as a profit. This profit is risk-free and is not shared
with the custoners.

For example, if for the next day deliveries
of energy the M d-C whol esal e energy market is
transacting at a value of $100/ MMhr and the price of
whol esal e energy at the |Idaho border w th Washi ngton
State is $98/ MMr, an arbitrage opportunity woul d exi st
under the pricing formula. As currently utilized, the

formula would price energy at the border at a price
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equal to the Md-C price plus approximtely $1.25/ M\Hr
of transm ssion costs — or $101. 25/ MAhr.  Purchasi ng
energy delivered at the border could occur at a cost of
$98/ MMhr wi t hout requiring any purchase at Md-C. The
di fference between the price under the fornula -
$101. 25/ MMhr — and the market price - $98/ Mhr — woul d
be retained by IES and woul d have required no risk by

| ES on the transaction.

Anot her area of potential rewards to |IES that
is not solely dependant upon the contract pricing
mechanismis the creation of specul ative positions in
anticipation of |Idaho Power open market transactions.

If IES, through its participation in |oad forecasting
and managenment of |daho Power’s risk position

i nformati on, has know edge that |daho Power will have

t he need for significant day-ahead and real -tine
purchases, |ES can enter into specul ative transactions
that reflect Idaho Power’s future needs. For exanple,
if IES has know edge that |daho Power will require
significant energy purchases for on-peak periods during
t he next week, | ES can take specul ative positions to
purchase power during that delivery period prior to the
execution of the power purchase for |daho Power. While
it is possible that weather or other conditions wll

renove that need, |ES actions will be made with
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know edge:
of the projected buying or sal es needs of
the | argest firm energy market
partici pant at the interconnections of
| daho Power with other regional market
partici pants,
that ES will know before any other
mar ket participant if those needs shift,
that TES will view all market transaction
structures of |1daho Power, and
that if IES sells power to |daho Power at
val ues above the | ES purchase price, |IES
will receive a benefit.
Q Can there be additional costs to |Idaho Power
custonmers fromthe I ES rel ati onshi p?
A. Yes. |If the other market participants that
m ght transact with | daho Power perceive that |daho
Power, either explicitly or inmplicitly, favors IES in
its transactions, then there is a significant risk that
t hese market participants nmay decide to withdraw from
t he busi ness of providing energy to |daho Power.
Anot her central prem se of deregulated markets is that

an open and freely contested nmarket is necessary for

efficient market pricing. |f the Idaho Power-IES
rel ati onship reduces the willingness of third parties
| PC- E-01-7/11/ 16 LORD, T.(Di)
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to participate actively in the whol esal e market for
energy at the border of the IPC system inefficient
pricing may occur. This inefficiency may occur during
any time period — real-tinme to nulti-year forward
periods — that the market |acks an adequate nunber of
participants. These inefficiencies reduce market
liquidity and increase prices. Since |Idaho Power’s
regul ated customers are paying market prices, they wl|l
pay nore as a result of decreased liquidity.

Several of my recommendati ons have dealt with
the access to internal |daho Power data by IES prior to
ot her market participants. Wile the major reason for
my recommendati ons have been to reduce IES s ability to
decrease its own risk on specul ative transactions in
relation to other market participants, the potenti al
reduction in market liquidity and the negative inpact
on | daho Power customers if the market |oses
partici pants should not be ignored.

Q Are there additional possible benefits that
| ES may receive fromits relationship that current
audit information may be unable to identify?

A. | believe there are additional risk reducing
or risk transferring transactions that woul d be
i npossible to identify wi thout access to all trading

information for IdaCorp and its affiliates. | am not
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stating such transactions have or have not occurred,
only that information necessary to nake a determ nation
is not available at this tine.

The transaction types referred to above
relate to the nature of generation assets as a real
option transaction. Generation facilities, in
financial engineering terns, constitute a series of
options that can be exercised on an hourly, daily,
weekly, or nonthly basis. Since the generation owner
has the right but not the obligation to utilize the
generation asset, in financial engineering terns this

woul d be consi dered owning the option of being “long”.

The owner of an option has the ability, using
financial formulae such as the Bl ack-Schol es option
nodel, to determne the efficient hedge ratio for sales
of production against the option to produce output.

Fi nancial theory can illustrate that the constant
readjustment of this efficient hedging ratio has the
effect of allowing risk-free nonitization of the
production optionality. The only residual risk is that
mar ket price novenent, or volatility, will not occur
and the cost of acquiring the option, the fixed

carrying costs of the asset, will not be recovered.
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However, in the case of |daho Power and |ES,
the fixed carrying costs of the generation assets are
recovered through regulated rates. [If, and | stress
that to my knowl edge the informati on necessary to
performthe analysis has not been nade available to
either nmyself or IPUC Staff, IES were to transact
knowi ng that |daho Power generation assets woul d have
excess power to sell in the future, it could be
possible for IES to utilize those assets to formthe
basis for this type of transaction. This type of
tradi ng would serve to reduce the risk of IES while
providing potentially profitable trading activities.

Q VWhat m ght be the appropriate relationship
bet ween | ES and | daho Power?

A. | believe that the definition of appropriate
or inappropriate relationships depends upon the
al i gnment of economic interests between |Idaho Power and
| ES. For exanple, | believe that | ES possesses
significant market know edge that would be very
beneficial to the regulated custoners if they can
access it in a nondiscrinnatory manner.

One way to assure that |daho Power regul ated
custoners receive that benefit would be for IES and
| daho Power to adopt a corporate policy that, within

t he acceptable risk tolerance for regul ated custoners,
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| ES and | daho Power woul d al ways share congruent market
views in the region. For exanple, if IES believes that
it isinits best interest to own specul ative positions
in power for the next June, |daho Power woul d assure
that it has mnimzed, to the extent feasible, its
exposure to upward price novenents for the sanme peri od.

In this manner, |daho Power would receive the benefit
of IES' s market know edge and counsel on appropriate
prudent risk managenent deci sions.

I n addition, a nechanism for assuring an
al l ocation of transactions entered into during periods
of inadequate liquidity could be created. For exanpl e,
if IPC has requested | ES to broker a whol esal e
transaction to buy energy for a period in which IES is
al so attenpting to purchase energy, an allocation of
percent ages of requested vol unes nmi ght be made in
i nstances where total desired volunes cannot be
contracted for at the requested prices. In this
manner, | PC custoners could be assured that |ES does
not gain an advantage by preferring its own transaction
needs over those of the custoners.
Q VWhat alternative nmeasure could be required if
their practices are not adopted?
A. | believe that a failure to adopt “best

practice” risk managenent systems by |IPC and a failure
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to structure the interrelationship between IPC and its
affiliates may necessitate Conmi ssion action to assure
customer protection. As noted previously, those
actions could enconpass inposition of innovative tariff
structures. Other potential actions to assure custoner
protection could include a conplete severance of all
transactional and informational ties between |IPC and
any affiliates, a requirenent for transfer of all risk
managenent and execution actions to a third party
supplier, or the resunption of forced customer access
to the profits obtained by IPC affiliates in the
whol esal e market. | believe that some or all of these
measures may be counterproductive to the long term
interests of both Idacorp and its regul ated custoners.
However, a failure to appropriate and effectively
manage |PC s price risk and its affiliate relationships
woul d be adequate justification for Conm ssion
expl oration of alternative nmeasures to protect the
regul ated customer’s interests.

Q Staff has recomrended that | ES be conpensated
at the lower of IES s actual cost of purchasing power
for consunption or the market price of energy at the
“representative price” under the |IPC-|ES agreenent at
time of consunption for purchases for |daho Power

regul ated customers. Staff has al so recomended t hat
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| daho Power be conpensated at the higher of IES s
actual cost of revenues for sale or the nmarket price of
energy at the time of delivery of sales of power by
| daho Power. Do you agree with these recomendati ons?
A Yes, the I PUC Staff has identified one of the
potential flaws in transfer pricing mechanisns — the
ability to create risk arbitrage between two | ocati ons.
Under the current pricing system |ES has the
opportunity to determ ne whet her power purchased at the
| PC i nterconnections with other transm ssion systens is
priced at a different value than that represented under
the IPC-1ES contract price of Md-C market price plus
the tariff costs of transmi ssion to the IPC system from
t hat point.
I f the cost of whol esale power at the |IPC
border is less than the IPC-1ES reference price for
real -time or day-ahead power, the difference is
retained by IES. However, |IES has taken no risk to
obtain that value. Rather, that value is inmplicit in
the I PC custoner |oad and physical assets. Prior to
i npl ementation of the pricing structure of this
Agreenent, risk-free trades were passed on to the
rat epayers for their benefit. As such, | agree with
Staff that the existing pricing structure under the

| PC-1 ES contract should be nmodified to assure that the
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risk-free arbitrage is captured as a customer benefit.

| believe that transfer-pricing nmechanisns,
in general, are a flawed business structure. Because
open market prices are dynam c and a transfer-pricing
mechani smrequires a nore static viewpoint, potenti al
arbitrage of the transfer price for one party’'s benefit
will always occur. 1In organizational structures where
i nter-departnental cost flows have no overall inmpact on
shar ehol der val ue, these inefficiencies nay not be
fatal. However, in this instance, where inefficiencies
may either lead to regul ated custoner subsidization of
non-regul ated profits or to non-regul ated activities
supporting regul ated customer costs, the use of
transfer pricing becones problenmatic.

The Staff position recognizes the fundamental
concern of transfer pricing between two organizations
with differing econom c incentives by allocating all
risks to one entity and all potential reward to
another. While the Staff position clarifies the
situation, it is not a sustainable relationship because
there woul d be no econom c benefit to IES.

| recomrend one of two solutions to this
problem either IES nust create an internal resource
set that trades the | daho Power real-tinme and day-ahead

obl i gati ons without comrunication with the IES
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specul ative trading activities or |Idaho Power should
det ermi ne whet her outsource real-tine and day-ahead
transaction and ri sk managenent coul d be obtained for

|l ess than the $4.8 million dollar per year cost charged
by IES. In the first case the result would be very
simlar to the relationship in place prior to

i npl ement ati on of the Agreenment, with IES maintaining a
regul ated and non-regul ated trading group. In the
second case, the information flow would cease to the
specul ative group.

Si nce | daho Power audit request response (see
Exhi bit 107) indicates that no |l ong-term hedging is
undertaken by IES on IPC s behalf except at the RMC s
direction, either change would only need to inpact the
real -time and day-ahead trading.

In addition, since IES and other affiliates
of I daho Power are specul ative market conpetitors with
| daho Power for market liquidity, | recomend that, in
the interest of assuring equitable market rules, the
Comm ssi on consi der ordering:

1. Any IES Staff in contact with |Idaho Power
ri sk managenent position reports, | oad
forecasting and risk decision analytics
be precluded from di scussi ng such

information with any person who is
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engaged in or who has contact with
persons engaged in | ES specul ative
activities; and

Al l I daho Power risk position, |oad
forecasting and ri sk decision analytics
i nformation be maintained in a secure
information systemto which IES Staff
menmbers can gain access only by specific
written perm ssion fromldaho Power Staff
; and

No | daho Power Staff engaged in
supporting or nmaking risk management

deci sions be allowed to hold a position
of financial responsibility in IES;

| daho Power nust act to obtain market
pricing information, market liquidity
information and to execute trades for

ri sk managenent purposes while treating
|ES as a third-party conpetitor; and

Al'l conversations between | daho Power

ri sk managenent Staff and IES Staff nmust
occur on tel ephone |ines possessing
recording capabilities and all tapes nust
be mai ntained until after the final

det erm nati on of a Power Cost Adjustment
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or simlar cost recovery proceeding for
the period of tinme pertaining to the
conversations has been entered and is no
| onger subject to appeal; and

6. No members of the |da-Wst or other

| daCorp purely nmerchant subsidiaries be
al | owed access to any | PC custoner,

mar ket forecast, |oad forecast or risk
managenent i nformation.

The first five conditions should be nmet for
as long as the | ES-1daho Power contract is in effect.
The sixth condition should be a prerequisite for any
| daCorp nmerchant activities that are not in whole or
part designed to provide services for the | PC regul at ed
customers under Conm ssion regul ation.

Q You have recomended t hat | daho Power be
required to develop price risk managenment policies,
procedures and processes for subm ssion to the
Comm ssion. Wiy is it nore appropriate for |Idaho Power
to devel op these procedures than it would be for the
Conmi ssi on?

A. TERA has been involved in nmany engagenents
devoted to assisting investor owned utilities,
muni ci pal utilities and energy consuners in devel opi ng

price risk managenent policies, procedures and
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processes. While there is significant literature
descri bing industry “best practices” in this area, the
reality is that no single “off the shelf” control
framework is correct for any entity. The best practice
for any organization differs depending on internal
Staff skills; the ability to inmplenent and utilize
conpl ex software systems and the cost versus benefits
of said systens for specific applications; the
whol esal e power nmarket that is being accessed; the
liquidity, variety and sophistication of trading
products available in that market; and the desire of
t he organi zation to utilize personnel or conputer
resources to provide certain data fl ow nanagenent and
security functions. This matrix of varying abilities,
needs and resource allocation decisions can not be
managed externally, as would be the case if the | PUC
i nposed price risk managenment policies, procedures and
processes upon | daho Power. Therefore, | believe that
the only organization that can appropriately determ ne
| daho Power’s best practice price risk managenment
policies, procedures and processes is |daho Power.
However, it is possible for an external party
to review an organi zation’s policies, procedures and
processes to performa “gap” analysis to assure that

adequat e safeguards are in place. | do believe that it
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is appropriate f
price risk manag
processes of |da
comrent. In thi
assured that the
| daho Power acti

| daho Power has

or the Comm ssion to request that the
enment policies, procedures and

ho Power be submitted for review and
s manner, the regul ated custoners are
entity responsible for oversight of
ons on their behalf has agreed that

i npl ement ed the appropriate control s,

al | ocated adequate resources and will provide the

i nformati on nece

oversi ght.

ssary for |egislated regul atory

| believe that |daho Power shoul d be offered

significant latitude and discretion in the drafting and

i npl enmentati on of price risk nanagenent systens. The

Conpany is best

weaknesses. Dev
managenment syste
than confrontati
fundanent al issu
t he 1 daho Power

under st andi ngs r

| daho Power cust

positioned to know its strengths and
el opment and review of the price risk
m shoul d be a col | aborative, rather
onal , process. However, certain

es need to be addressed to assure that
i npl ement ati on deci sions reflect the
eached by |daho Power, |IPUC Staff and

oners during the refinement of the

| daho Power — | ES contract. These i ssues include:
differentiation of IES and | daho Power
dat a,

protection of |Idaho Power customers from
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| ES arbitrage opportunities,

consi stency of |daho Power analysis and

actions, and

access of Idaho Power to IES skill sets

My opinion is that, in this manner, the fair

and equi tabl e guidelines for prudent price risk
managenent actions by |Idaho Power can be achieved.
Furthernore, that subsequent PCA di scussions can be
based upon responses to I daho Power internal nmanagenent
systens rather than concern over fundanmental questions
concerning the relationship between |Idaho Power and its

affiliates.

Q Does this conclude your testinony?
A Yes
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