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I ntroduction and Summary

PLEASE STATE YOUR NAME.

My name is Donad W. Schoenbeck. | am a member of Regulatory &
Cogeneration Services, Inc. (“RCS’), a utility rate and economic consulting firm.
| am the same Donald Schoenbeck who sponsored direct testimony in this
proceeding on behaf of the Industriad Customers of Northwest Utilities
(“ICNU").

WHAT ISTHE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?
The purpose of my surrebuttal testimony is to explain the conditions that ICNU
recommends the Oregon Public Utility Commission (“OPUC” or the
“Commission”) adopt if the Commission intends to approve Oregon Electric
Utility Company’s (“Oregon Electric”) proposed acquisition of Portland General
Electric (“PGE” or the “ Company”).

ICNU’'s Proposed Conditions

WHAT CONDITIONS DOES ICNU PROPOSE THAT THE
COMMISSION ADOPT IF THE COMMISSION INTENDS TO APPROVE
OREGON ELECTRIC’'SAPPLICATION TO ACQUIRE PGE?

ICNU does not believe that Oregon Electric has provided adequate assurances
that PGE customers will not be harmed by the significant risk associated with this
transaction. Nevertheless, if the Commission decides to approve the Application,
ICNU urges the Commission to adopt a number of acquisition conditions that are
designed to protect PGE customers and provide a “net benefit” associated with

ownership by Oregon Electric. These conditions fall under the following general

categories: 1) rate credit conditions; 2) financial and ring fencing conditions; 3)
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transparency conditions; 4) so caled “end game’ conditions; 5) direct access
conditions; and 6) conditions to which Oregon Electric has indicated that it is
willing to stipulate. The specific conditions proposed by ICNU are listed in
Exhibit ICNU/301.

Rate Credit
WHAT ISICNU’'SPROPOSAL FOR A RATE CREDIT?
ICNU proposes that the Commission adopt a condition that would provide a $97
million rate credit over a period of five years following the closing of the
transaction.

WHAT IS THE RATIONALE FOR RECOMMENDING THIS RATE
CREDIT LEVEL?

ICNU'’s direct testimony as well as that of Staff and other intervenors show that
this proposed transaction imposes a higher level of risk upon customers than any
other transaction considered by this Commission in recent years. In addition, the
financial model runs by the Texas Pacific Group (“TPG”) show cost savings and
the high likelihood that TPG will make a substantial profit on the sale of PGE in
five to seven years. These factors suggest that customers should receive a rate
credit at least at the level that Sierra Pacific was willing to offer to customers four
years ago.

HOW DOESICNU’S PROPOSED RATE CREDIT COMPARE TO THOSE
ADOPTED BY THE COMMISSION IN PREVIOUS ORS§757.511
PROCEEDINGS?

ICNU’s proposed rate credit is comparable to the credits adopted by the

Commission in other ORS § 757.511 proceedings. In the Enron merger, for

example, Enron agreed to a $36 million rate credit over a period of four years,
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along with a $105 million payment to PGE customers for use of the Company’s
name, reputation and business experience, wholesale and non-franchise retall

activities, and the added value of the merged entity. Re Enron Corp., OPUC

Docket No. UM 814, Order No. 97-196, Appendix A at 5-6 (June 4, 1997). Thus,
the total rate benefit to customers of the Enron merger was $141 million.

In the Sierra Peacific proceeding, the Commission approved a $97 million
rate credit to be provided to customers over a period of approximately six years.

Re Sierra Pacific Resources, OPUC Docket No. UM 967, Order No. 00-702,

Appendix B a 5-6 (Oct. 30, 2000). This is comparable to the rate credit that
ICNU proposes for this proceeding.

In the Scottish Power acquisition of PacifiCorp, Scottish Power agreed to
approximately $51 million in rate credits payable over four years. Re Scottish

Power and PacifiCorp, OPUC Docket No. UM 918, Order No. 99-616, Appendix-

Stipulation 5 a 9 (Oct. 6, 1999). Finally, athough Northwest Natural Gas
Company’s proposed purchase of PGE in 2001 was never approved by the
Commission, Northwest Natural’s initial proposal for a rate credit was $31.5

million to be provided to customers over five years. Re Northwest Natural Gas

Co., OPUC Docket No. UM 1045, Application, Appendix 3 at 1 (Nov. 28, 2001).

WHAT RATE CREDITS HAS OREGON ELECTRIC PROPOSED IN
THISPROCEEDING?

Oregon Electric initially proposed no rate credit whatsoever for customers. In
supplemental testimony, Oregon Electric proposed a mechanism that would have
allowed PGE to share with customers an undefined percentage of any PGE

earnings in excess of the Company’s authorized 10.5% return on equity. As |
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described in my direct testimony, however, this proposal was so vague it was
essentially meaningless. ICNU/100, Schoenbeck/9. Ultimately, six months after
filing the Application, Oregon Electric proposed a $15 million rate credit to be
provided to customers over a period of five years beginning in 2007. Re Oregon
Electric et al., OPUC Docket No. UM 1121, Oregon Electric/100, Davis/31-32
(Aug. 16, 2004). According to Oregon Electric, this proposed rate credit is based
on estimates of the amounts that would have been shared with customers under
the profit sharing mechanism over a period seven years from closing. 1d. This
proposed rate credit has a net present value of approximately $9.5 million. Given
level of risk and the level of complexity of this transaction, Oregon Electric's
proposed rate credit is wholly unacceptable.

HOW DOES OREGON ELECTRIC'S CURRENT PROPOSAL FOR A
RATE CREDIT COMPARE TO THOSE ORDERED BY THE
COMMISSION IN THE PREVIOUS ORS § 757.511 PROCEEDINGS?

The rate credit currently proposed by Oregon Electric is nowhere close to
comparable to any of the rate credits approved by the Commission and is less than
half of the rate credit proposed in Northwest Natura’s initial application.
Furthermore, customers would not see any rate credit until 2007 under the Oregon
Electric proposal, which would be almost two years after Oregon Electric took
over PGE if the transaction is approved.

DO YOU CONSIDER THE MINIMAL RATE CREDIT PROPOSED BY
OREGON ELECTRIC ADEQUATE IN LIGHT OF THE RISK
ASSOCIATED WITH THISTRANSACTION?

No. Oregon Electric’'s acquisition of PGE poses significantly more risk to

customers than many of the proposed acquisitions in the past. John Antonuk and
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Randall Vickroy described this risk in detail in their direct testimony in this
Docket. 1CNU/200, Antonuk-Vickroy/5-9. TPG is a private equity investment
firm with no experience in the regulated utility industry purchasing Oregon’s
largest utility in aleveraged buyout. Oregon Electric, which was created by TPG
to avoid regulation under the Public Utility Holding Company Act, will be a
highly leveraged parent company with only one source of revenue — PGE.
Overdl, the transaction will result in a heavily leveraged consolidated structure
that will decrease PGE's ability to weather financial stresses, leaves PGE exposed
to potentia liabilities associated with Enron, and does not adequately protect PGE
from potentially being drawn into bankruptcy in the event that Oregon Electric is
unable to make its debt payments. In addition, TPG likely will own PGE for only
five to seven years. Under these circumstances, TPG will only be focused on the
short term to the detriment of beneficial, long-term decisions. None of the other
transactions approved by the Commission have involved this level of overall risk.
This is the reason why John Antonuk, Randall Vickroy, and | all called for some
tangible benefit to customers if this level of risk is going to be introduced into
their utility service. The $15 million rate credit to be provided by Oregon Electric
starting in 2007 is inadequate in light of the risks involved. | believe that a $97
million credit, the same rate benefit approved by the Commission in the Sierra
Pacific transaction, would be an appropriate amount to compensate customers for

therisk involved.
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Financial and Ring Fencing Conditions

WHAT IS THE BASIS FOR THE FINANCIAL AND RING FENCING
CONDITIONS PROPOSED BY ICNU?

These conditions are primarily intended to address concerns identified in the
direct and surrebuttal testimony of John Antonuk and Randall Vickroy on behalf
of ICNU. In particular, John Antonuk and Randall Vickroy describe the need for
conditions to prevent PGE from being drawn into any potential bankruptcy on the
part of Oregon Electric, to reduce the risk associated with Oregon Electric’'s
highly leveraged nature, to maintain PGE as a separate entity, and provide the
Commission the opportunity to be involved, through an audit process, in Oregon
Electric’'s implementation of any cost reductions at PGE. 1CNU/200, Antonuk-
Vickroy/38-41.

Transparency Conditions

WHY ARE CONDITIONS NECESSARY TO ENSURE AVAILABILITY
AND TRANSPARENCY OF INFORMATION WITH RESPECT TO THIS
TRANSACTION?

As | described in my direct testimony, Oregon Electric has proposed a unique
ownership structure that is unlike those approved by the Commission in the past.
As a result, in addition to the conditions that ensure that the Commission will
have appropriate access to information at PGE, it is necessary for the Commission
to adopt specific conditions designed to ensure the transparency of PGE and
Oregon Electric’'s operations and interactions. In particular, ICNU proposes a
condition that would require PGE and Oregon Electric to provide information to

the Commission regarding the exercise of the TPG consent rights listed in Oregon

Electric/Exhibit 7. In addition, ICNU proposes a condition to provide specificity
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to Oregon Electric’'s commitment to provide access to the PGE Board of
Directors.

“End Game’ Conditions

WHY ARE “END GAME” CONDITIONS APPROPRIATE FOR THIS
TRANSACTION?

Oregon Electric and TPG have acknowledged that they intend to own PGE for a
limited period, most likely five to seven years. This short-term ownership focus
creates risk for customers. As such, if the Commission intends to approve this
transaction, it is appropriate to adopt conditions in this proceeding addressing the
scenarios under which PGE will be transferred at the end of Oregon Electric’s
ownership.

Direct Access Conditions

WHAT ISTHE CONDITION THAT ICNU ISPROPOSING RELATED TO
DIRECT ACCESS?

In the Enron merger, PGE made a commitment to file a plan with the Commission
that was designed to promote the development of customer choice in retail
electricity markets. ICNU proposes several conditionsin this proceeding that will
remedy remaining problems with direct access and provide customers additional
optionality in terms of both electric service suppliers and the services available
from PGE.

WHAT OTHER CONDITIONSARE LISTED ON EXHIBIT ICNU/3017?
Exhibit ICNU/301 aso includes certain conditions to which Oregon Electric has
indicated it is willing to stipulate as well as certain conditions that have been

adopted in other ORS § 757.511 proceedings.
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IF THE APPLICANTS ARE WILLING TO AGREE TO THE
CONDITIONS LISTED |IN EXHIBIT ICNU/301 OR IF THE
COMMISSION CONDITIONS APPROVAL OF THE PROPOSED
TRANSACTION ON THE ACCEPTANCE OF SUCH CONDITIONS,
DOESICNU RECOMMEND APPROVAL OF THISTRANSACTION?
Yes, with some concern. This proposed transaction is different from the typical
utility acquisition. Typically a utility is purchased by another utility for various
strategic and financial reasons. TPG is seeking to purchase PGE solely for
financial gain. TPG's business model is to buy undervalued assets, improve
earnings, and then sell at a substantial profit. It is very difficult to predict all of
the risks that this model may present and to protect customers from those risks.
As a result, if the Commission approves this transaction, then it must very
actively monitor and regulate PGE.

DOESTHISCONCLUDE YOUR TESTIMONY?

Yes.
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ICNU PROPOSED CONDITIONS

UM 1121

Rate Credit Conditions

1. Oregon Electric agrees to provide for the benefit of PGE distribution customers, the annual
Oregon Electric Credit set forth in Table 1. Within thirty (30) calendar days of the financial
close of Oregon Electric’s acquisition of PGE, PGE shall establish an Oregon Electric Credit
Balancing Account and credit that account with the annual Oregon Electric Credit as set forth
in Table 1. On the later of January 1, 2005, or the thirtieth calendar day following the
financial close of Oregon Electric’s acquisition of PGE, PGE shall credit the balancing
account with the annual Oregon Electric Credit set forthin Table 1. Every January 1st after
January 1, 2005, ending with January 1, 2009, PGE shall credit the balancing account with
the annual Oregon Electric Credit set forthin Table 1. In the event that January 1 fallson a
Saturday, Sunday, or national holiday for any year from 2005 to 2009, PGE shall credit the
Oregon Electric Balancing Account with the amount set forth in Table 1 on the next business
day.

Tablel
Later of 1-1-06 to 1-1-07to 1-1-08to 1-1-09to
1-1-050r 30 | 12-31-06 12-31-07 12-31-08 12-31-09
days after
closing to
12-31-05

$20 million | $20 million | $19 million | $19 million | $19 million

The Oregon Electric Credit balancing account will accrue interest, compounded monthly,
consistent with current Commission practices, on the unamortized balance at PGE’s most
recently authorized rate of return.

Thisrate credit will remain in place in the event that Oregon Electric sells or otherwise
disposes of itsinterest in PGE. Notwithstanding the amounts of the Oregon Electric Credit in
Table 1, any amounts that remain in, or remain to be credited to, the Oregon Electric Credit
balancing account at the time of OPUC approval of a sale or other disposition of PGE by
Oregon Electric shall be due in alump sum within fifteen (15) days of the date of the

OPUC’ s approval.

2. Amountsin the Oregon Electric Credit Balancing Account shall be distributed to customers
asabill credit designed to reduce the balance in the Oregon Electric Credit Balancing
Account at the beginning of each calendar year to zero at the end of each calendar year. The
bill credit shall be distributed pro rata based on the metered distribution load (in KWh) of
each customer. The rate credit payments to customers shall begin on January 1, 2006.
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Financial and Ring Fencing Conditions

3.

10.

PGE will be operated as a corporate and legal entity separate from all of its affiliates as
defined by ORS § 757.015.

PGE and Oregon Electric commit to secure covenants that the lenders to the parent and
affiliates will commit to rely solely on the creditworthiness of the parent and affiliates, based
on the assets and equity interests owned by the parent and affiliates.

PGE and Oregon Electric commit that the repayment of parent and affiliate indebtedness will
be made solely from the assets of the said parent and affiliate, and not from any assets or
pledge of assets of PGE. For the purposes of this condition, the parents’ assetsinclude
dividends received by virtue of the parent’s equity interest in PGE.

PGE and Oregon Electric commit to secure covenants that no lenders will take any steps to
procure the appointment of areceiver or to institute any bankruptcy, reorganization,
insolvency, wind up, liquidation, or like proceeding that includes PGE or any of its assets.

No company, entity, or person, other than PGE, shall use PGE’s regulated assets as collateral
for any loan, guarantee, or other such use, without prior express Commission approval.

Oregon Electric guarantees that the customers of PGE shall be held harmlessif, as aresult of
Oregon Electric's ownership of PGE, PGE has a higher revenue requirement.

Oregon Electric agrees that the allowed return on common equity and other capital costs will
not rise as aresult of Oregon Electric’s ownership of PGE. These capital costsrefer to the
costs of capital used for purposes of rate setting, avoided cost calculations, affiliated interest
transactions, least cost planning, and other regulatory purposes.

PGE must maintain the common equity portion of its capital structure at 48 percent or higher.

a. PGE’stotal capita is defined as common equity, preferred equity, and long-term debt.
Long-term debt is defined as outstanding debt with an initial term of more than one year
plus the sum of committed and drawn balances greater than $150 million on any of PGE's
unsecured revolving lines of credit (Unsecured Revolvers).

b. The sum of committed and drawn balances on PGE's secured revolving lines of credit
(Secured Revolvers) will be defined as long-term debt.

c. A committed balance is the sum of the commitments used to support any borrowing
capacity or other purposes, such asacommercial paper program.

d. A drawn balance isthe sum of amounts drawn against the Revolvers.
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e. Hybrid securities (e.g., convertible debt) will be assigned to equity and long-term debt
based on the characteristics of the hybrid security. The Commission, prior to their
issuance, will determine the assignment of the equity and debt characteristics.

11. Each PGE distribution to Oregon Electric will be used by Oregon Electric exclusively to pay
direct operating expenses® and debt service unless all of the following conditions are met:?

a. Thesum of the drawn balances of all PGE's Unsecured Revolversis less than $50
million; and,

b. Therolling three-month average sum of the drawn balances of all PGE's Unsecured
Revolversisless than $50 million; and,

c. Thesum of the drawn balances of all PGE's Secured Revolversis zero and there has not
been a balance for three months; and,

d. The senior-secured Credit Rating for PGE is at |east BBB+ at S& P and Baal at Moody's;
and

e. Oregon Electric’s consolidated capital structure® contains more than 40% common
equity.

12. Oregon Electric shall not re-leverage, i.e., increase the amount of its outstanding long-term
debt once it has been liquidated, if the increased debt would, or could reasonably be expected
to, bring the consolidated capital structure® below 40% common equity.

13. TPG Applicants® will not allocate or direct bill Oregon Electric for any goods, services,
supplies, or assets.

14. The Applicants® will not allocate or direct bill PGE for any goods, services, supplies, or
assets except compensation to the Applicants for fulfillment of responsibilities as members
on PGE's Board of Directors as subject to condition no. 18 below.

15. PGE, Oregon Electric, and their affiliates shall notify the Commission within 30 days of the
formation of any subsidiary, affiliate, or partnership. Such notice shall include a copy of the
business plan and capitalization strategy.

! Direct operating expenses are expenses that were incurred from services, supplies, or assets provided by Oregon
Electric personnel directly and are not based on any type of allocation from an affiliate (parent or subsidiary).

2 According to Oregon Electric, Commission Staff has revised this proposed condition, which may change ICNU’s
proposed condition on thisissue.

3 The consolidated capital structure includes long-term debt and equity as described in the Condition regarding
PGE's common equity floor and all debt (short- and long-term) and equity at Oregon Electric.

* See supra note 3.

> See Re Oregon Electric, et al., OPUC Docket No. UM 1121, Application at 6 (Mar. 8, 2004). TPG Applicants also
includes Tarrant Partners.

® The Applicants for this condition means the Local Applicants and the TPG Applicants.
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Except for products and/or services included in schedules filed under Chapter 757 of the
Oregon Revised Statutes, PGE, Oregon Electric, and their affiliates will provide the
Commission with notification, within 30 days, of any new product and/or service, or any
material change in the terms and conditions of existing products and/or services. The
notification will include the name and description of the product and/or service, who it is
offered to, and the specific terms and conditions.

Oregon Electric and PGE shall provide the Commission access to all books of account, as
well as all documents, data, and records of their affiliated interests, which pertain to
transactions between PGE and all its affiliated interests.

PGE'’ s revenue requirement shall not include more than 50% of the total fees and costs of
PGE’s Board of Directors. This does not preclude any party from advocating that ratepayers
pay less than the 50% of the total fees and costs of PGE’s Board of Directors.

Transparency and Access to | nformation Conditions

19.

20.

21.

Oregon Electric shall maintain and provide the Commission unrestricted access to arecord of
each instance in which TPG Applicants withhold their consent to a decision of the PGE
Board of Directors. The record shall detail the basis for the decision, including any
governing report or document that memorializes the exercising of the consent rights and shall
identify the personsinvolved in making the TPG Applicant Consent Rights decision. Oregon
Electric shall provide the records to the Commission on a quarterly basis and at any
additional times upon request of the Commission. Nothing in this condition shall be deemed
to be awaiver of Oregon Electric’s or PGE’ s right to seek protection of information in such
records. However, for each exercise of a consent right described in arecord that has been
provided to the Commission, the following information shall not be subject to protection and
shall be made available to the public from the Commission: the date of the action; the subject
matter; and the enumerated consent right authority (from Exhibit 7 to Oregon Electric’'s
March 8, 2004 Application) under which the action was taken.

Oregon Electric and PGE commit that a representative from each customer group that is
precertified to receive intervenor funding pursuant to OAR § 860-012-0100 may attend no
less than two (2) of the regular meetings of the PGE Board of Directors per year. Attendance
of customer groups of any more than two (2) of the regular meetings of the PGE Board shall
be allowed at the Board' s discretion. At each PGE Board meeting in which arepresentative
of a customer group attends, PGE shall permit each customer group to make a presentation to
the Board.

Oregon Electric and PGE shall maintain and provide the Commission unrestricted access to
all available information provided to and received from common stock and bond rating
analysts, and other financia institutions, which directly or indirectly pertain to PGE or any
affiliate that exercises influence or control over PGE. Such information includes, but is not
limited to, reports provided and presentations made to common stock analysts, bond rating
analysts, and other financia institutions. For purposes of this condition, “available’
information includes, but is not limited to, any written or printed material, audio and
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videotapes, computer disks, and other electronically- or optically-stored information.
Nothing in this condition shall be deemed to be awaiver of Oregon Electric’s or PGE’ s right
to seek protection of the information.

Oregon Electric and PGE shall maintain and provide the Commission unrestricted access to
all books and records of Oregon Electric and PGE that are reasonably calculated to lead to
information relating to PGE, including but not limited to, Board of Directors Minutes, Board
Subcommittee Minutes, and other Board Documents. Nothing in this condition shall be
deemed to be awaiver of Oregon Electric’s or PGE’ s right to seek protection of the
information.

Audit and Benchmarking Review Conditions

23.

24,

PGE and Oregon Electric agree to hire, within twenty-four (24) months of the closing of the
transaction, an independent outside auditor, approved by the Commission, to conduct an
audit of PGE’ s operations. The audit will be conducted at PGE shareholders’ expense and
will be funded by PGE in an amount not less than $400,000. This audit will include an
examination that includes, but is not limited to, the following areas:

» Strategic and operationa planning;

* Budgeting;

» Capital expenditures;

*  O&M expenditures;

* Measures of work planned and performed;

» Maintenance planning, performance, and backlogs;

* Performance measurement; and

» Comparative and trended expenditures and work performance.
PGE will be subject to a process improvement and benchmarking review (“PIBR”), including
amanagement audit. The PIBR shall include detailed review and benchmarking of PGE’s
functions, systems, and processes. The PIBR shall be performed by an independent third
party (the “ Auditor”) with significant expertise in performing such audits. A customer
advisory committee shall be established to assist in the selection of the Auditor and to

monitor the progress of the audit. The Commission shall select the Auditor with input from
the customer advisory committee. PGE shareholders shall pay the cost of the audit.
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End Game Conditions

25. Oregon Electric, PGE, and TPG agree to not merge or dispose of PGE, to any party or entity,
unlessthe saleis structured in such a manner that an ORS § 757.511 filing is required by the
purchaser(s). This provision shal not apply in the event the stock controlling PGE is sold
through a public offering.

26. Oregon Electric, PGE and TPG agree to not restructure PGE or Oregon Electric or convert
the shares of PGE in a manner that does not require an ORS § 757.511 filing. This provision
shall not apply in the event the stock controlling PGE is sold through a public offering.

Direct Access Conditions

27. a

i. PGE shall offer customers with aggregate load larger than 1 aMW athree-year
and afive-year option to opt out of the cost of service rate with afixed transition
amount under the same terms as current Schedule 483 (effective September 1,
2004). The Schedule 483 offer shall be made each September for a 30-day period
for so long as PGE is required to offer direct access.

ii. PGE shall develop and file, within six months of closing of the transaction, aplan
to offer to all customers digible for direct access who do not qualify for Schedule
483 amulti-year option to opt out of the cost of service rate with afixed transition
amount at least one time each year. The plan shall include a mechanism for
determining the costs of administering such program for various size loads and
aggregated loads and the appropriate allocation of costs. The plan shall include
the opportunity for aggregation.

PGE shall offer all customers eligible for direct access an opportunity to elect direct
access for a period of seven calendar days (similar to the current November offering) at
least once each month. PGE shall make afiling within 90 days of closing of the
transaction to initiate a process for developing and obtaining regulatory approval for the
proposal.

PGE shall in consultation with customers eligible for direct access and energy service
suppliers develop a new methodology for calculating energy imbalance penalties, which
accounts for the benefits of the diversity of PGE’s system. The goal of the methodology
shall be to provide imbalance service to direct access customers on the same basis that
PGE provides imbal ance service to cost of service customers. PGE shall make afiling
with the Federal Energy Regulatory Commission within 90 days of closing of the
transaction requesting approval of such changes.

PGE in consultation with customers eligible for direct access and energy service suppliers
shall develop an option that allows direct access customers to purchase flat blocks of
energy from energy service suppliers, while having the option to purchase load shaping
and other necessary services from PGE. PGE shall make afiling within 90 days of
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closing of the transaction to initiate a process for developing and obtaining regulatory
approval for the proposal.

Enforceability Condition

28. Any party to OPUC Docket No. UM 1121 shall have the right to enforce violation of
condition nos. 1, 2, 6, 8, 24, and 25 by PGE or Oregon Electric in the appropriate Oregon
state court or before the OPUC. Enforcement rights are given to the Commission,
Commission Staff, and any customer group that is precertified to receive intervenor funding
pursuant to OAR § 860-012-0100.

Miscellaneous Conditions

29. Oregon Electric agrees that PGE’ s ratepayers shall be held harmless for any liability
associated with Enron’s ownership of PGE.

30. Oregon Electric agrees that PGE will receive the sole benefit of the Stock Purchase
indemnifications related to the following potential liabilities listed in the Stock Purchase
Agreement: 1) Shared Specia Indemnity Matters; 2) Non-Shared Special Indemnity Matters;
and 3) Tax and Benefit Matters. For categories 1 and 2, thisindemnification will be in the
amount of no less than $94 million. For category 3, thisindemnification isin the amount of
no less than $1.25 billion.

Conditions Agreed to by Oregon Electric

31. The Commission or its agents may audit the accounts of Oregon Electric, its affiliates, and
any subsidiaries that are the bases for charges to PGE to determine the reasonabl eness of
allocation factors used by Oregon Electric to assign costs to PGE and amounts subject to
allocation or direct charges. Oregon Electric agrees to cooperate fully with such Commission
audits.

32. Oregon Electric and its affiliates shall not alocate to or directly charge to PGE expenses not
authorized by the Commission to be so allocated or directly charged.

33. PGE shall maintain its own accounting system. PGE and Oregon Electric shall maintain
separate books and records, both of which shall be kept in Portland, Oregon.

34. If the Commission believes that Oregon Electric and/or PGE have violated any of the
conditions set forth herein, any conditions contained in other stipulations signed by Oregon
Electric and PGE, or any conditions imposed by the Commission in its final order approving
the Application (collectively, the “ Conditions”), then the Commission shall give Oregon
Electric and PGE written notice of the violation.

a. If theviolationisfor failureto file any notice or report required by the Conditions,
and if Oregon Electric and/or PGE provide the notice or report to the Commission
within ten business days of the receipt of the written notice, then the Commission
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shall take no action. Oregon Electric or PGE may request, for cause, permission for
extension of the ten-day period. For any other violation of the Conditions, the
Commission must give Oregon Electric and PGE written notice of the violation. If
such failure is corrected within five business days of the written notice, then the
Commission shall take no action. Oregon Electric or PGE may request, for cause,
permission for extension of the five-day period.

. If Oregon Electric and/or PGE fail to file a notice or written report within the time

permitted in subparagraph a. above, or if Oregon Electric and/or PGE fail to cure,
within the time permitted above, a violation that does not relate to the filing of a
notice or report, then the Commission may open an investigation, with an opportunity
for Oregon Electric and/or PGE to request a hearing, to determine the number and
seriousness of the violations. If the Commission determines after the investigation
and hearing (if requested) that Oregon Electric and/or PGE violated one or more of
the Conditions, then the Commission shall issue an Order stating the level of penalty
it will seek. Oregon Electric and/or PGE, as appropriate, may appeal such an order
under ORS § 756.580. If the Commission’s order is upheld on appeal, and the order
imposes penalties under a statute that further requires the Commission to filea
complaint in court, then the Commission may file acomplaint in the appropriate court
seeking the penalties specified in the order, and Oregon Electric and/or PGE shall file
aresponsive pleading agreeing to pay the penalties. The Commission shall seek a
penalty on only one of Oregon Electric or PGE for the same violation.

. The Commission shall not be bound by subsection (a) in the event the Commission
determines Oregon Electric and/or PGE has violated any of the material conditions,
contained herein, more than two times within arolling 24-month period.

. Oregon Electric and/or PGE shall have the opportunity to demonstrate to the
Commission that subsection (c) should not apply on acase-by case basis.
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September 21, 2004
Via Federal Express
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Oregon Public Utility Commission
P.O. Box 2148

Salem OR 97308-2148

Re:  Inthe Matter of Oregon Electric Utility Company, LLC, et a., Application for
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Docket No. UM 1121

Dear Ms. Taylor:

Enclosed please find an origina and six (6) copies of the Surrebuttal Testimony
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Utilities in the above-captioned Docket.

Please return afile-stamped copy of the testimony in the self-addressed, stamped
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I ntroduction and Purpose of Testimony

MR. ANTONUK, PLEASE STATE YOUR NAME.

My name is John Antonuk. | am the President of The Liberty Consulting Group.
I, along with Mr. Vickroy, previously offered direct testimony in this proceeding
on behalf of the Industrial Customers of Northwest Utilities (“ICNU”).

MR. VICKROY, PLEASE STATE YOUR NAME.

My nameis Randall E. Vickroy, and | am Liberty’s principal consultant for utility
financial matters.

WHAT ISTHE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?
This testimony addresses some of the issues raised in the rebuttal testimony filed
by various Portland General Electric Company (“PGE” or “the Company”) and
Oregon Electric Utility Company (“Oregon Electric”) witnesses. ICNU believes
that the transaction as proposed lacks adequate bankruptcy protections, relies
upon unnecessarily high levels of debt at the parent company, and does not
contain adequate assurances that there will be no deterioration in service quality
and reiability. In the event that the Commission decides to approve this
transaction, we propose three conditions to address these concerns, and
recommend that the Commission adopt them as conditions of approval.
Additional conditions that ICNU recommends that the Commission adopt if the
transaction is approved are set forth in the surrebuttal testimony of Donald

Schoenbeck.



[CSIN\)

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

ICNU/400
Antonuk-Vickroy/2

Bankruptcy Protection

WHAT IS YOUR POSITION REGARDING ADDITIONAL
BANKRUPTCY PROTECTION?

We remain unconvinced by the testimony of the PGE and Oregon Electric
witnesses who maintain that their proposed ring-fencing provisions provide
adequate protection. We believe that the Commission should adopt the specific
bankruptcy language that we set forth in our direct testimony, with the addition
related to dividends proposed by Ms. Wheeler in her rebuttal testimony.
THE TESTIMONY OF MS. WHEELER DISTINGUISHES THE
CIRCUMSTANCES OF NUI AND NORTHWESTERN, EACH CITED IN
YOUR DIRECT TESTIMONY, FROM WHAT WILL BE THE CASE
HERE. WHAT ISYOUR RESPONSE?
It misstates and trivializes our testimony to suggest that we view the reasons for
their ultimate difficulties to be analogous to what can happen here. We
understand and we believe that we stated quite clearly that excessive leverage and
exposure to variable rate debt are the concern here, not non-utility investments,
cash commingling, or the other factors cited in Ms. Wheeler's testimony. Our
point in raising these two cases, which, again, we thought we stated quite clearly,
was to point out the extreme difficulty the Commission will have should an
Oregon utility be dragged into bankruptcy due to the utility’s thinly capitalized
parent being unable to meet its very heavy debt obligations as they come due.
This difficulty is why we emphasize the importance of taking in advance

adequate measures to insulate the utility from bankruptcy, however remote the

Applicants think that possibility might be. The “it can never happen here’
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assertion is one that we are quite sure NorthWestern and NUI would have made as
well.

Beyond this limited use of these other two examples, it is useful to point
out that the NUI circumstances strongly illustrate the need to incorporate the
separate operation, no-utility reliance, and commitment to prevent lender actions
against the utility provisions we have proposed. Because the NUI parent was at
grave risk of failing to meet its obligations, the precise situation faced by the
utility subsidiary was a piercing of the corporate veil by lenders and other
creditors as a way of securing repayment from the only entity remaining with the
resources to provide that repayment, the utility.

HOW DOES THE NUI CASE HAVE THE POTENTIAL FOR APPLYING
HERE?

Should utility dividends be too low, or should variable debt costs rise too
substantialy, that is precisely what will be the case here. No entity but the utility
will have the resources to make holding company interest payments as they
become due. In that case, one can expect lenders to seek to pierce the corporate
veil. The lenders can be expected in that event also to seek to get greater control
over the utility’s assets in bankruptcy litigation than they might expect to have
should they (through the utility) be limited to asking this Commission for relief
from dividend limits or utility equity maintenance to the extent necessary to get

more cash up to the parent to pay its debts.
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DO YOU AGREE, THEN, WITH MS. WHEELER'S STATEMENTS
ABOUT YOUR BANKRUPTCY PROTECTION CONDITIONS?

No. Firgt, the fact that there are public requirements for separate utility operation
does not moot the need for affirmations by lenders and borrowers that such
separation actually exists. Public requirements for separate utility operation state
what is required without involving an affirmation by either party that the
requirement is being met. Affirmations by lenders and borrowers of the
separation, which we propose, constitute an acknowledgment that the required
separation does exist. Such an affirmation has clear relevance in the event that
there is a subsequent effort to assert that the required separation did not in fact
exist.

Second, if, as Ms. Wheeler says, the lenders do anticipate relying solely on
Oregon Electric assets, there should be no difficulty in them explicitly committing
to this in legal documents. If they refuse to commit, then it is reasonable to
presume that they wish to preserve the right to argue otherwise. It seems clear
that lenders would want to preserve the right as away of persuading a bankruptcy
court that it is proper to include the utility in the bankruptcy estate because there
was reasonable lender reliance on utility assets when they extended their
commitments. A simple affirmation of what Ms. Wheeler testifies is her
understanding seems a straightforward and appropriate way of foreclosing a later
argument that could be used to the utility’ s and this Commission’ s detriment.

Third, to say that the protection against consolidation in bankruptcy by
lenders provides no protection is wrong. An enforceable promise by lenders not

to seek consolidation, at the very least, provides a credible argument for the utility
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and for this Commission to use, should the lenders try to do so. Moreover, it
misses the point to argue that the clause will not provide much protection or has
not been used before. The better way to look at theissueisthus:
» |If the lenders have no intention to preserve such an option, why would
they object to language confirming that intent?
* If they do, then that is exactly why the clause, combined with the other
elements of our proposed condition, isimportant.

We have aways been troubled by the argument that such clauses have not
been seen and are therefore somehow not worthy of consideration. This argument
ignores many important concepts and facts. First, leveraged buyouts of utilities
are not an established business whose rules and mechanisms are al “down pat.”
Second, if lenders do not want this kind of language, it is not likely to be because
it is irrelevant, but because they do not want to deprive themselves the
opportunity to recover from as many sources of revenue as possible. Third, it
may be that banks will charge more to lend money to holding companies for
giving up this option. If so, however, why should shareowners at the holding
company be enriched by saving the resulting premium at the expense (or risk,
more precisely stated) of utility customers and regulators who will have to dedl
with the consequences of utility consolidation into the estate of a bankrupt parent
or affiliate?

Finally, Texas Pacific Group (“TPG”) has not yet issued the debt that is

expected to be applied toward the purchase price at the time of closing. Thisonly
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increases the lack of certainty and risk associated with this transaction because the
specific terms of the financing are still unknown.

Our bottom lineisthis: if thereis no risk of consolidation, why is there so
much opposition to what should, at worst, be a meaningless provision? If thereis
such arisk, then our proposed provisions are important.

MS. WHEELER RECOMMENDED A CHANGE TO YOUR
BANKRUPTCY LANGUAGE, TO PROVIDE THAT THE PARENT’S
ASSETS INCLUDE THE DIVIDENDS RECEIVED FROM PGE. WHAT
ISYOUR RESPONSE TO THAT PROPOSED CHANGE?

Our proposed condition assumed this situation, i.e., lenders would be relying upon
the payment of dividends from PGE to the parent. It is important to make clear,
however, that the dividends being relied on are those permitted under the
remaining conditions, such as utility equity maintenance. With this

understanding, we are in agreement with her addition.

Reduction in L ever age Risk

WHAT IS YOUR POSITION REGARDING THE USE OF HIGH
AMOUNTSOF LEVERAGE IN THISTRANSACTION?

We are not persuaded by the testimony of the rebuttal witnesses that the reliance
on high levels of debt at the parent level represents a normal level of risk. Inthe
absence of clear benefits from the transaction, we believe it is critical that the
Applicants lower the percentage of debt at the parent level and therefore mitigate
risk. We recommend that the parent be required to secure and maintain at all
times at least an investment grade rating for its publicly held debt. This condition
would also satisfy our concerns about variable rate debt, because the rating

agencies will consider such debt in their analyses. Alternatively, it would be



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

ICNU/400
Antonuk-Vickroy/7

acceptable, but less desirable, to require that there be no decrease in the utility
corporate credit ratings.

HOW DO YOU RESPOND TO THE CONTENTION THAT THIS
PROCEEDING IS NOT A PROPER ONE TO EXAMINE THE
COMMISSION'SAPPROACH TO TAX CONSOL IDATION?

We strongly favor the mitigation of risk by reducing leverage and interest-rate
risk at the parent level. Including our additional ring-fencing provisions is also
important to mitigation of risk. Such mitigation of utility risk should be achieved
by addressing the leverage and utility protection issues. This would render moot
the need to consider providing for customers a share of tax benefits in
consideration for the increase in risk levels due to the deal. Should the Applicants
not accept mitigation of risk through such measures, however, we think it is
entirely appropriate for the Commission to consider decreasing the risk to
customers through other means. One method of compensating customers for the
increased risk would be to examine the increased return potential that occursto a
single-purpose, highly leveraged parent (and one exposed to potentialy
significant interest-rate risk) in major part from the deductibility of high levels of
interest and determining whether this is an appropriate occasion to adopt a
different method of determining what tax expenses should be included in rates.
After al, this is not a case where an affiliate separate from the utility is
experiencing business losses. This is instead a caculated plan to produce
deductions from interest payments for debt that increases utility exposure and will

be issued only because of utility revenue streams, but gives the utility no

compensation. If it is appropriate to add such risk, it is equally appropriate to
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guestion why the added debt is not placed within the utility, in order to reduce its
costs for ratemaking purposes.

Our focus here is on reducing leverage. That said, however, we believe
that if additional utility risk is to be introduced as a result of this transaction, the
next question for the Commission to address is the potentia for sharing the
benefits gained from taking the added risk (i.e., sharing the benefits of the
increased income tax deductions due to interest payments).

PLEASE ELABORATE ON THIS ISSUE OF ADDED RISK TO THE
UTILITY DUETO HIGH LEVERAGE AT THE HOLDING COMPANY .

A leveraged buyout of a utility by an entity whose sole material business purpose
isto own the utility presents uncommon circumstances regarding capital structure.
The atypical capital structure created here drives very significant differences in
tax circumstances for the utility’s owners, as compared with what is usually the
case. It is no more inappropriate to consider changes in the ratemaking
implications of income taxes than it is to consider the approval of a buyout that
will produce such high leverage.

The primary goal of our direct testimony was not to secure a change in
how this Commission determines recoverable income tax expense. It was to
reduce leverage at the single-purpose parent, which would reduce risk at the
utility. The type of parent involved here is quite different from the typical
holding company parent. Among the differences is that this holding company
does not intend to operate a family of companies or businesses—it will operate
only a utility. Therefore, it gains no diversity of risk by combining enterprises

with different risk profiles. The holding company has two principal sets of risks.
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The first are the usua utility risks. The second are the financia risks that are
imposed by its overlaid capital structure, the two most notable components of
which are much greater leverage than utilities generally have and exposure to
potentially sizeable interest rate variability.

The parent has only the utility to rely upon for payment of its debt, absent
firm, clear commitments to add equity at the parent. Oregon Electric has not
offered such commitments. Thus, its thin (relative to a utility) equity
capitalization becomes an issue. The use of a parent to hold the added debt
provides some insulation, the degree and quality of which are obviously matters
in contention in these proceedings. However, it must be observed that this
Commission should look to the utility as the only real source of financia strength
of the single-purpose parent, just as the creditors will do. Therefore, the
capitalization of the parent and the utility will remain intertwined to a material
degree and to afar greater extent than exists in the case of a holding company that
houses diverse, substantial enterprises.

This intertwining will advantage the new owners substantially, in terms of
opportunity to achieve returns. If it did so without risk to the utility, there might

be no public concern. Here, however, there is added risk to the utility.
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MR. DAVIS TAKES ISSUE WITH YOUR CONCLUSION THAT MANY

OF THE PROPOSED BENEFITS OF THIS TRANSACTION, SUCH AS

LOCAL, STABLE MANAGEMENT, REINVESTMENT IN THE

BUSINESS, SIMPLICITY AND TRANSPARENCY, LONG-TERM

PLANNING, LOCAL BOARD PARTICIPATION, AND INVESTOR

EXPERIENCE, ARE BASELINE RESPONSIBILITIES. WHAT ISYOUR

RESPONSE?

We have been reviewing utility management and operations for many years, at

many utilities, and in many places across Liberty’s seventeen years of operation.

We can say categorically that the following are basic, elementa principles of

good utility practice:

* No utility can operate successfully in meeting public service responsibilities
without comprehensive, well-designed, and faithfully performed long-range
planning.

» Ultilities should make sufficient reinvestment in the business to continue to
meet public service obligations.

» Board member familiarity with and understanding of the nature and needs of
the service territory is important in assuring that representation of investor
interests is tempered by recognition of what it takes to provide public service
under afranchise or similar grant of authority.

* Management should not be remote and it should not be unstable.

» There should be no significant barriersto the transfer of information it takesto
give regulators full understanding of the operation of the utilities and the
affiliates whose interactions affect them.

There is aso an assertion about the experience of the investors. Such

experience is not material except to the extent that ownership will exercise
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substantially more direct involvement in utility management and operations than
traditional utility shareowners do. The fact that ownership will have that power
here is not a matter for comfort—it actually poses an added risk.

Oregon Electric has promised nothing more here than the basic, elemental
principles of good utility practice. Although Oregon Electric has claimed that
exceptional leadership is an added benefit, that claim is both highly subjective and
is one that we would not be prepared to support, given what we have seen in the
industry. It isnot that we criticize leadership, but we are not prepared to praise it
as superior to what we believe should be expected of current management of this
or any other similar utility enterprise. In short, the “benefits’ that Oregon Electric
has promised here are not exceptional. In fact, despite Mr. Davis' s argument, the
failure to offer what Oregon Electric puts forth as a benefit would be evidence of
imprudent conduct. Although the question of the experience of investors may be
a separate consideration, we do not see that as a material issue to successful
operations, unless ownership is concentrated and may have more direct
involvement in utility management and operations, as apparently is proposed here.
What the Applicants have offered in these specific regards is not to be criticized
asdeficient. At the same time, and more to the point, it is aso not to be praised as
exceptional. It should not take a buyout to bring about what is no more than

baseline capability.
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THE REBUTTAL TESTIMONY OF MR. JACKSON NOTES YOUR
DIRECT TESTIMONY “SUGGESTS THAT THE INTERESTS OF PGE’S
INVESTORS IN MAKING A PROFIT CONFLICTS WITH THE
INTERESTS OF PGE CUSTOMERS.” WHERE DID YOU SAY THAT?
We did not suggest thisin our testimony, nor do we believeit. An opportunity for
investors to earn a reasonable return on capital invested to provide public service
IS an important cornerstone of utility regulation. It trivializes important issues of
financia risk, the distribution of benefits that arise from taking that risk, and
growing indications of under-spending by utilities on infrastructure growth and
maintenance to state otherwise. Nevertheless, utility-type returns are not what
motivate the shareholders that Mr. Jackson would serve as a director—returns far
in excess of those are the goal. The real issue is determining what financial and
service-quality risks arise from pursuing that goal, how they should be mitigated,
and how the positive and negative results of those risks should be apportioned.
MR. PIRO TAKES ISSUE WITH YOUR DIRECT TESTIMONY
IDENTIFYING KEY FINANCIAL DRIVERS. WHAT IS YOUR
RESPONSE?

Clearly we have done no independent analysis. Equally clearly, our testimony,
beginning at the cited portion of page 28, addresses the variables on which the
financial analysis of the buyers focused. We reported accurately what their

analyses addressed. Moreover, a substantial portion of fuel costs, and the vast

majority of non-fixed ones, are O&M in any event.
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Service Quality and Rdliability

WHAT IS YOUR POSITION REGARDING SERVICE QUALITY AND
RELIABILITY?

We remain unconvinced by the arguments of the Oregon Electric and PGE
witnesses that there is no basis for concern about service quality and reliability
after the change in ownership. To that end, we recommend that the Commission
adopt a condition to approval that PGE commit to funding an outside management
and operations audit to address the effect of the change in ownership on the
maintenance of adequate service quality and reliability. This audit would take
place in the event the Commission decided that such an audit is appropriate.

We believe that the Applicants commitment to continue reporting
service-quality measures is appropriate and beneficial. However, we believe that
such measures are lagging indicators, and the effect of any near-term reductions
in O&M and capital expenditures may not manifest themselves for years.

HOW DO YOU DEFINE LAGGING AND LEADING SERVICE QUALITY
MEASURES?

A lagging measure is one that quantifies performance at the customer-visible
level; e.g., outage frequency, outage duration, times to install or repair, time to
answer a phone cal, or time in queue. Leading measures examine plans,
resources, and activities that drive these results; e.g., equipment replacement and
augmentation expenditures, maintenance backlogs, inspection results, and

customer call center personnel levels.
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WHAT HAS BEEN YOUR EXPERIENCE WITH THE USE OF
LAGGING, ASOPPOSED TO LEADING, MEASURES?

In work for both commissions and utilities, we have found that lagging measures
are often more misleading than validating when it comes to assessing quality
across any measurable period of time. We focus on areview of leading measures
when we look at service quality and we are simply proposing that the same be
done here. An independent review after new ownership has exercised authority
for a year or two is an important way to assure that significant changes in
expenditures or activity levels have sound analytical and operational foundations,
and that there remains a focus on maintaining service quality over the long term.
Our work has disclosed cases where performance as quantified by lagging
measurements has failed to alert management or inform commissions adequately
about looming problems that become much harder to address the more they
linger.

MR. HAWKE AND MR. ELLIOTT DISCUSS “X MEASURES’ IN THEIR
REBUTTAL TESTIMONY. HOW DO YOU RESPOND?

We reviewed both the “UM 814 Proposed Stipulations for Service Quality
Measures,” which sets forth the service quality measures for PGE following the
Enron merger, and the “Stipulations for PGE Service Quality Measures UM
814/UM 1121” that PGE and Oregon Electric have agreed to in this Docket. The
Proposed Stipulations from UM 814 set forth a series of what may properly be
called measures, which we define to be aspects of service delivery that have been
subjected to an objective, quantifiable measurement of results. Those standards

are limited to:
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o At fault customer complaints per thousand customers

» 3-year weighted average SAIDI (an interruption duration measure)

» 3-year weighted average SAIFI (an interruption frequency measure)

» 3-year weighted average MAIDI (an interruption duration measure for
momentary outages)

*  Number of major safety violations.

The UM 814 Proposed Stipulations contain an “objective,” which is blank
in al but the last case, and which implies that there will be an effort to establish a
performance standard for each of these measures (e.g., average interruption
durations will not exceed xx minutes for the measurement period). Furthermore,
the document aso indicates that there will be a revenue requirements reduction
(i.e, a penalty) associated with the failure to meet each standard, after that
standard is adopted. These standards are unquestionably lagging ones.

The document then goes on to list a number of other “measures’
designated by the letter “X.” We presume that these are the X measures the
witnesses referred to in their testimony. These items include:

* Anannua review of vegetation management

* Anannual review of the basic “1&M” (which we take to mean inspection and
mai ntenance)

* Anannua review of any specia programs.

The measurements established in these areas are satisfaction of company
goals. The only “standard” that one could say is established by these goalsis that

a failure to meet historical expenditure levels in certain key areas related to the
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preceding lagging measures can lead to a customer refund, but only if there is a
failure to meet standards, and there is moreover a performance deficiency that
exceeds these same lagging standards. The X measures in the Proposed
Stipulation from UM 814 are similar in substance and nature to those provided in
the Stipulations for PGE Service Quality Measures UM 814/UM 1121 under
which PGE will operate if the proposed transaction is approved.

In other words, there are no standards apart from lagging ones, which is
what we attempted to say, and which remains true, despite the testimony of
Messrs. Hawke and Elliott to the contrary. In short, their criticism of our
statement is made in error.

THAT SAID, WHAT IS YOUR OPINION OF THE STANDARDS YOU
HAVE JUST DISCUSSED?

We have no quams with the lagging measures, but they are basic ones, and, for
the reasons set forth in our testimony, should not be relied upon to determine that
public-service needs are being met on a short- and long-term basis. Similarly, we
support the conduct of the regular reviews identified. However, we would be
troubled if the implication of these X measuresis that things will be considered in
good order if historical expenditure levels are met or if there are no violations of
the lagging standards above some threshold level. If that implication is intended,
then we think that the use of the X measures actually may prove to cause more
harm than good to service quality.

Apart from attempting to link historical expenditure levels and threshold
violations of a small set of lagging standards to presumptions of prudent

performance or conduct in accord with good utility practice, we are very
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supportive of the process of making Commission Staff a participant in scheduled
reviews of planned and accomplished activities that in fact drive service
performance results. That is the concept underlying our recommendation to allow
for an outside audit. The main difference is that an audit will give the
Commission’s participation the benefit of a perspective that is independent and
informed by a breadth of industry experience. That perspective will aso be
unconstrained by any presumption (which we consider wholly inappropriate) that
meeting expenditures that may or may not have been appropriate for a historical
period will satisfy current and future needs. It will also avoid the potentialy
dangerous conclusion that the lack of current degradation in lagging indicator
results establishes confidently that none is looming.

Our recommendation does not compel the performance of an audit; it
merely alows the Commission to direct, secure, and manage an audit as a means
of giving the Commission what we believe to be much better and more robust
information about the drivers of service quality under new ownership that will
operate under significant financial pressure and which, despite extensive
experience in other businesses, cannot fairly claimsubstantial utility expertise.
MR. JACKSON STATES THAT “DRAMATIC" CUTS |IN
EXPENDITURES WOULD MANIFEST THEMSELVES QUICKLY IN
HISEXPERIENCE. WHAT ISYOUR RESPONSE?

First, the “dramatic” cuts Mr. Jackson discusses are not the only ones that have
consequence. Our experience teaches that commissions should be concerned
about more than mgjor, one-time cuts. Second, words like “dramatic” cannot be

given objective dimensions; however, we can say that reductions over a period of
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time do not always have consequence in the time period Mr. Jackson suggests.
Major storms do not arrive on cue to show what can happen to service from
reductions in vegetation management. Equipment on a pole does not fall off the
day, month, or even year after an inspection is missed or a logged maintenance
item becomes overdue. His reported experience is markedly different from what
we have seen in examining service reliability for a number of public utility
commissions and utilities.

BUT WHAT DO YOU SAY TO THE POINT THAT IT IS NOT IN
OWNERSHIP'S INTEREST TO SHORTCHANGE THE FUTURE TO
SERVE THE PRESENT?

We say that we have seen enough exceptions to this supposed truism to make it
dangerous for acommission to rely substantially onit, in lieu of a more active and
direct examination of the drivers of service quality over the long term.

MR. DAVIS SAYS THAT YOU “SUGGEST” THAT ANY COST
CUTTING WOULD BE CONTRARY TO THE INTERESTS OF PGE
CUSTOMERS. WHAT ISYOUR RESPONSE?

Mr. Jackson mischaracterizes our testimony. As we state quite explicitly in our
direct testimony (at pages 39 and 40) in response to a direct question on the
subject, we do not hold to the view that there is a necessary connection between
expenditure reduction and decreased service quality. Our long record in serving
utilities and the commissions that regulate them is testament to our firm’'s belief
that targeted, effective cost reduction is an important component of prudent utility
management.

The circumstances in this case, however, warrant Commission

involvement, through an outside audit, in the process that this company will quite
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clearly undertake under new ownership to seek out cost reductions that benefit
both owners and customers. This issue should be the focus of the discussion
before the Commission rather than the scenario that Mr. Davis stated was
“suggested” in our testimony.

The other thing that this portion of Mr. Davis's testimony does is to point
to the experience that TPG has from making investments in over 50 companies,
which he says has produced “substantial experience in this area” We pay great
deference to the general business knowledge of TPG, but we want to make sure
that we are defining the right “area’ of interest. We are talking about a public
service industry whose rates and service are subject to what must be described as
particularly close scrutiny. Electric service is essential to businesses and
individuals and, as a result of the need for a stable and reliable supply of
electricity, utilities have been granted a monopoly to provide that service. Itisnot
clear to us that experience in other industries, however extensive the base of that
experience, brings one particularly closer to what it takes to succeed in operating
aregulated utility. Among our concerns is assuring that judgments made in the
early years of new ownership get made with the right kinds of perspective and
experience. The prospective owners seem to value the insight that they will get
from bringing in good management and good board members. It appears to us
that it isjust as important and valuable to add to that experience the perspectives
and judgments that would come from an outside review under the direction of
another recognized stakeholder and source of relevant expertise; i.e., this

Commission.



10

11

12

13

14

15

16

17

18

19

20

21

ICNU/400
Antonuk-Vickroy/20

We do not ask that the new owners turn over management and operation
of the utility to an outsider. We ask only that they agree to support an outside
Commission review (and even then only if the Commission asks for it) of what
they are doing and how, as they move into a new industry and do so under a
structure that remains avery novel one in the industry.

PLEASE SUMMARIZE YOUR POSITION ON THE TRANSACTION.

We recommend the following specific conditions in the event that the

Commission decides to approve this buyout:

» The parent should be required to secure and maintain at all times at least an
investment grade rating for its publicly issued debt. Alternatively, it would be
acceptable, but less desirable, to require that there be no decrease in the utility
corporate debt ratings.

» The Applicants should be required to adopt the specific bankruptcy protection
language set forth in our direct testimony, with the addition related to
dividends as proposed by Ms. Wheeler.

* The utility should commit to funding an outside management and operations
audit addressing compliance with all buyout conditions and addressing efforts
to maintain adequate service quality and reliability in the event that the
Commission decides that one is appropriate.

DOESTHISCONCLUDE YOUR TESTIMONY?

Yes.



