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Washington, D.C. 20510

Re: In the Matter of Transactions in Washington
Public Power Supply System Securities

Dear Chairmen Dingell and Proxmire:

I am pleased to transmit a report by the
Commission's staff In the Matter of Transactions in
Washington Public Power Supply System (WEPSS)
Securitjes. The Staff Report contains a comprehensive
discussion of the facts and circumstances that led to
the largest default of publicly issued securities in ths
history of our capital markets.

With the release of the Staff Report, the
Commission has determined to close its investigation
into transactions in WPPSS5 securities without initiating
any enforcement actions. 1/ Thiz deciszion was made
after considering the facts set forth in the staft
Report in the context of applicable legal standards and
industry practices, the potential costs and benefits
that would be assoclated with Commission enforcement

1/ The decision to terminate the investigation without
enforcement action was approved by Commissioner
Cox, acting as cduty ocfficer, with my concurrence.
The other members of the Commission recused
themselves from participation in this decision.
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action, and the extent to which the WPPSS matter
reflects systematic characteristics of the regulatory
framework fer municipal securities that might be
addressed more appropriately by regulatory or
legislative initiatives.

The Staff Report discusses several areas in which
the disclosuresz made to investors in WPPSS securities
were deficient, As the Staff Report indicates, the
parties inveolved in the WPPSS project and its financing
included the Washington Public Power Supply System,
financial advisers, engineers, bond counsel, system
participants (various participating utilities), the
Bonneville Power Administration, underwriters, various
unit investment trusts, and rating agencies. In
reaching its conclusion to close its investigation, the
Commission considered, among other facters, the
difficulty of assigning responsibility for discleosure
deficiencies in a highly complicated factual situaticn
under the federal securities law antifraud provisions
applicable to exempt offerings. In additicn, many of
the disclosure deficiencies do not relate directly to
the precipitating factor in the default, the Washington
Supreme Court's decision invalidating contractual
agreements between WPPSS and certain public utilities,.

The Commission alsc notes that the WPPSS matter has
been the subject of extensive private class action
litigation attempting to establish responsibility in
this matter. Private ¢lasg actions and a bond trustee
action, which are consolidated in federal multi-~district
litigation {MD3-551), have been brought against all the
major participants in the sale of WPPS5S securities.
Tentative settlements have been reached with several
defendants in this case, and a trial involving the
remaining defendants has commenced this month. The
pendency of the private litigation means that the
izsvues and claims will be exposed in a judicial forum
even without institution of a Comnissicn action.

The private litigation alsoe provides an indication
of the extensive resources that might be consumed by a
Commission enforcement action in the WPPSS matter. The
factual record in the MDL litigation may well be the
largest ever compiled in a case brought under the
federal securities laws. It has been reported that the
attorneys for the bondholders' rrustee alone have been
paid $76 million, with the trial having commenced Jjust
this month. Without suggesting that the Commission
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would be reguired to expend anything approaching that
ampunt, I believe that the Commission's enforcement
rescurces would be more effectively devoted to other
natters.

Finally, Commissioner Cox and I determined that the
responsibilities of participants in offerings of
municipal securities might more effectively be
addressed by regqulatory measures that would apply to all
participants in the municipal securities markets, and
not just te the participants in cfferings of WPPRSS
securities. Therefore, I have directed the Commission
staff to review the regulatory framework applicable to
municipal securities transactions and prepare
appropriate recommendations for consideration by the
full Commission.

Certain staff recommendations, including rule
proposals, will be considered by the full Commission at
an open meeting teday. Following consideration by the
full Commission, I will forward to you the text of any
Commission action taken at that meeting, together with a
Commission Report that will place these matkers in a
more complete context.

I believe it extremely important that steps be
taken to enhance investor protection in the municipal
securities markets, and I believe the Commission is
pursuing the course appropriate teo accomplishing that
goal.

Sincerely yours,

David 5. Ruder

Chairman

Enclosure
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INTRODUCTION AND EXECUTIVE SUMMARY
A. INTROCUCTIOH

This Staff Report discusses the circumstances of the
default on $2.25 killion of bonds issued by the Washington
Public Power Supply System ("Supply System"). The default was
the largest non-payment default in municipal bond histery. The
Supply System, a joint operating agency that is a municipal
corperation under Washington State law, issued the bonds to
finance the conmstruction of two of five nuclear power
generating plants, Washington Public Power Supply System
Huclear Projects Wos. 4 and 5, that the Supply System had
undertaken te build on behalf of the publicly-owned utilities
in the Pacific Horthwest. 1/

Construction of Projects Hos. 4 and 5 began in 1976 and
1977, respectively, and the first long-term bonds to finance
the projects were sold in February 1977. Fourteen bond sales
averaging $160 million each were completed over four years from
the beginning of 1977 to early 1981. At the time of the last
bond sale, in March 1981, Project NHo. 4 was 156% complete and

Project No. 5 was 11% complete. The face value of beonds issued

1/ Approximately $6.2 billion of bonds were scld to financa
the other three projects, Project Hos. 1, 2, and 3. Thoze
bonds were backed by "net-billing" agreements under which
the Bonneville Power Administration ("BPA™ or
"Bonneville") essentially accepted the obligation to pay
the bonds out of its revenues. Although only one of these
projects was completed and the other two were mothballed,
the BPA has continued to meet its commitments under the
agreements for all three projects.



to that time, $2.25 billion, egualled the original estimate of
the total ceost of both projects.

Increases in the estimates of construction costs announced
in late May 1581 led to a moratorium on construction of the two
projects. Efforts to provide regional funding to preserve the
projects in a suspended state were unsuccessful, and they were
terminated in January 1982. Eighty-eight publicly-owned utili-
ties in the Pacific NHorthwest ("Participants™) had ente;ed inta
agreements (“Participants' Agreements"} under which they were
obligated te pay the costs of the Supply Systenm's share of the
projects 2/ regardless of whether the projects were completed.
On June 15, 1983, the Washington Supreme Court ruled that
certain Washington publicly-owned utilities, whose agreements
provided for the payment of more than 68% of the Supply
System's share of the projects' cost, lacked the autherity to
enter intc those agreements because they were not to own the
projects but were obligated to pay for the projects even if
they were never completed (a "take or pay" obligation).
Subsequent judicial decisions released the remaining utilities

from their cbkligatiocns.

2/  An investor-owned utility owned a 10% share of Project No.
5.



The Commission ¢commenced an investigation into the
circunstances of the offers and sales of the bonds., This Staff
Report discusses the results of the investigaticon. 3/ Its
" purpese is to advise Congress of events surrounding the
issuance by the Supply System of bonds te finance the
construction of Projects Nos. 4 and 5 and the default by the
Supply System on those bhonds, The Staff Report was prepared
baced on information gathered in the non-public investigation
into this matter. The investigation was not an adjudicatory
rroceading of the Commission and it is not intended that the
findings or conclusions contained in this Report be used in any

adjudicatory proceeding.

s Private actions related to the default are pending. Class
actions and an action by the bond trustee were
consclidated as In re Washingt ublic Power Su
System Securities Litigation, MPL No. 551 (W.D. Wash.).
Some settlements were reached in the Federal MDL No. 551
actions. Trial against the non-settling defendants, who
include most of the Participants that were Supply System
members, the financial advisor te the Supply System and
two construction engineer firms, commenced on September 7,
1988.

State actions have also heen bhrought. In Haberman v,
WPESS, No. 84-2-06452-8 (Super. Ct. of 5t, of Wash. for
King County), beondholders sued for fraud and
misrepresentatien. TIn Arthuy Hoffer v. The State of
Washington, Mo, B4-2- 1645%-0 (Super. Ct. of 5t. of Wash.
for King County), kondholders sued to recover from the
State of Washington prinecipally in connection with the
role of the State Auditor and his certification on the
bonds and his statements in a letter contained in the
Supply System's annual reports. The Washington State
Buprema Court reversed lower court dismissals of thoae
actions. Haberman v, WPPSS, 109 Wash. 107, 744 P.2d 1032
{Wash. 1988): Hoffer v. The State of Washington, 110 Wash.
2d 415, 755 P.2d 781 (Wash. 1988).




B, - EXECUTIV BY

The judicial decisions that invalidated the agreements of
the 88 publicly-oumed utilities to pay for Projects Nos. 4 and
5 caused the ultimate default on payment of the bonds. This
Report takes no position on the merit of those decisions.
Rather, the Report examineé disclosure issues arising frem this
matter. The Report first examines developments during the sale
of bonds relating to costs, financing, power demand, énd
Participant support (Part II). The Report next examines the
marketing of the bonds during the zame peried, including the
roles of the underwriters, the rating agencies and unit
investment trusts (Part III). Finally, the Report examines the
extent to which Supply System counsel recognized and disclosed

legal problems relating to the validity of those agreements.

{Part IV). A summary of the Parts of the Report follows.
1. The Projects (Part II}

a. QLost Estimates (Budgets) for the Projects

The original estimate of the total cost of both Prejects
Hos,., 4 and 5 was 92.25 billion. The estimate after the last
bond sale was almest $12 killion. The largest increases in
cost estimates occurred toward the end of construction. The
last increase, announced in ¥May 1981, caused a moraterium on
construction. The staff's investigation sought to determine
whether the cost estimates made public during the bond sales

had understated the anticipated costs.



The Supply System produced annual budgets, reflecting
estimates of the costs to complete each of Projects Hos. 1
through 5. The budgets consisted principally of estimates of
direct construction costs, the cost of interest on bonds that
financed the five projects, and a contingency amcount tﬁat the
Supply System determined. The estimates were included in the
official statements, issued in connection with the bond
offerings, as establishing the amount of the financing needed
for tha projects.

The Supply System maintains that it produced detailed,
comprehensive, and realistic budgets. The budgets were
produced under a "tight bhut attainable" philosophy to aveid
having budget increases become zelf-fulfilling prophecies. The
budgets that resulted from this practice tended to understate
the likely costs of the five projects. The practice also
sometimes conflicted with the views of the Bonneville FPower
Administration ("BPFA"), a government agency that distributed
power from dams in the Pacific Northwest and planned to obtain
additicnal power from Projects Nos. 1, 2, and 3. The BPA
desired more inclusive budgets in order to plan rate increases
and resource availability. One of the results of the BPA's
interest in Projects Nos. 1, 2 and 3 was that the Supply
System began performing risk analyses, i.e., analyses of the
probability of meeting the budgets. The initial risk analyses,
performed in late 1977 and early 1978, indicated that there was

little praobakility that the budgets would be met.



In 19749, when the Supply System adapfed a fiscal vear that
ran from July to June, the budgets were increased, under the
influence of the BPA, to a level reflecting a 50% probability,
based on the risk analysis, that the projects could be
completed within the budgets. These budgets, however, quickly
became cbsolete because of cost overruns.

The budgets rose again in the summer of 1380 when the
fiscal year 1981 budgets were adopted. The hudgets as adopted,
however, had only a 20% probability of success based on the
risk analysis, Management concluded that further increases
were not warranteda. The budgets alse were determined under the
"tight but attainable" budget practice. The budgets for the
five projects would have had to have been increased hy an
additional %1.5 billion in total to reach the 50% probability
level. The BPA used budgets at a 50% precbability for rate
making purposes and requested a mid-year update estimate. He
disclosure of the 20% probability was made in the cfficial
statement for the next Projects Nos. 4 and 5 bond offering in
July 1980, hut the BPA obtained disclosure of a low probabllity
level in the fiscal year 1981 budget process in the official
statement for the next bond sale, in August 1930, for Project
Ha. 1.

In Wovember 1980, after the conclusion of strikes that had
halted construction at three of the five projects from late
Spring 1980, a possible increase of §3 billion in the budgets,

including $1.5 billion to reach the 50% probability level in



the fiscal year 1981 budgets, was discussed as a revised
estimate. Senior management discussed acknowledging a portion
of the increase then and another portion later. After
management was advised that discleosure cbligations required
that any increase be disclesed at the time that it was
determined, management instructed the staff to conduct an
overall assessment of the budgets. A rapid one-week reestimate
of the budgets was conducted using a medified form of the risk
analysis with input about cost increases from the proiect
persennel. This eztimate showed a $4.4 billion increase over
the fiscal year 1581 budget for the five projects combined.
The Supply System's Managing Director rejected this estimate
and its methodology and, instead, adopted cost increases
related only to the strike and certain other specific
developments, ftotalling %1.38 billion. Most of these
categories of costs had been expressly excluded from the
fiscal year 1981 budgeat at the time it waz adopted, and they
did not reflect overall escalation in the budget. The %4.4
billion increase estimate, in contrast, was a reassessment of
the entire budget and reflected overall increases in the
budget. The %4.4 billicn increase estimate was never
discleosed, even te some of the consultants who helped draft the
official statements.

New budgets for fiscal yeaf 1982 were available in early
May 1981. These budgets, showing an increase of $7.8 billion

over the fiscal year 1%81 budgets for all five projects,



including an increase of $4.16 billion for Projects Nos. 4 and
5, caused the Supply System mahagement to recommend a temporary
maratorium on the construction of the Projects Nos. 4 and &
when the budgets were disclosed in late May. Construction
never resumed.

b. The Financing Program

All costs of the Supply System's share of Projects Nos. 4
and 5, including interest on cutstanding bonds, were financed
by the sale of bonds teo investors. The Supply System financing
reguirements increased from $3.4 hillion at the start of the
bond sales in February 1977 to $11.1 BbBillion at the time of the
construction moratorium. Because the hudgets continued to
increase, the amount of additicnal bonds to be sold increased,
averaging %160 million dollars each over four years. The
increase in the financing requirements made it less likely that
the projects could be succeszsfully financed to completion.
Moreover, increasing rates of current actual expenditures
decreased the availability of cash to pay for current
construction expenses.

In the first twe years after the initial bond sale in
February 1977, the budgets did not increase significantly and
the financing program did not experience serious difficulties.
Although the Supply System was not always able to maintain its
goal of one tu two years cash flow coverage, il.e. the projected
time that current expenditures coéuld be paid from funds avail-

able, it was near the lower range of the goal.



In 1879, as the budgets began fo increase signific;ntly
and the general bond market began experiencing the effects of
inflation and rapidly rising interest rates, the financing
program began to encounter difficulties. The interest rate on
the bhonds rose and went to a premium even over similar high
yielding bonds. Also, the type of investor purchasing the
bonds changed. Insurance companhies, which had been large
investers in the bonds, played a smaller rele, and unit
investment trusts, which were =0ld principally to individuals,
played an increasingly large role.

In late 1979, the Supply System's financial advisor recom-
mended that the Supply System gain the ability tc issue short
and intermediate-term debt, in addition to the lcné—term debt
that had been the method of financing. The Participants'
Agreements for the projects, however, did not require the
Participants to make any payments until the projects were
completed or until a date certain in 1588, unless the projects
were terminated. In order to issue short or intermediate-term
debt that might come due sooner, the Participants were asked to
agrea toc a change in their Agreements. Such a change became
increasingly necessary in 1980. Budgets increased
significantly, and financing Projects Nos. 4 and 5 to
completion became less likely. Also, increased rates of
expenditure put the Supply System in the position where it had
barely encugh cash to meet expenditures from cne offering teo

the next. During this time, the Supply System advised the



Participants that project termination was possible because of
the financial problems unless they appreved the changes needed
for short and intermediate-—term debt. Many Participants,
however, did not make the needed changes to their Agreements.
As a result, in late 1980 and early 1931, the Supply System
used financing devices, such as put bonds -- i.e., bonds that
the investor could require the Supply 5ystem to repurchase
after a fixed peried of time -- to try to maintain sufficient
cash to avoid having te halt construction.

In early May 1981, a planned offering of Projects Nos. 4
and 5 bonds was suspended when the fiscal year 1982 budget
figures became available within the Supply System, although
that reason was not given in the announcement of the
suspension, In late May, the Supply System management
annaunced the budget figures and recommended a moratorium on
construction because of the difficulties in continuing the
financing program and because of the shortage of cash. The
underwriters advised the Supply System that continued financing
would be feasible only if the Participants agreed to pay 50% of
the interest on the bonds. The Farticipants did not give the
required approval for this change, and the financing program
ended,

e, Heed for the Projects ~ Power Supply and
Rescources

The projects were undertaken based on the projected need
for the power that was to be produced by the projects. The

need for the power from the projects was depicted prominently
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in the official statements in tables and charts of forecasts of
future power demand and projected power deficits for both the
Pacific Northwest region and the Participants.

During the period of the sales of the Projects Nos. 4 and
5 -bonds, each successive forecast showed a smaller increase in
power demand. Moreover, the actual demand for power in the
years during the sale of bohds was less than even the reduced
forecasts. Although the cfficial statements substituted the
new forecasts for the old, and deficits were still indicated,
they did not show the decline in the forecasts or that the
reduced forecasts exceeded actual use. This infcrmatiun would
have indicated that the forecasts might be overstated and could

continue to decline.

d. Participants' Committee's Reevaluation of
Participants® Position

The Participants' interests in the projects were
represented by a Participants' Committee. Althcugh the
Participants' Committee had certain formal functions and gave
certain required approvals, the Supply System effectively
controlled the projects, and the Participants'! Committee was
not actively involved in substantive issues in the early years
of the prejects.

The Supply System's request that the Participants changea
their agreements and obkligate themselves to pay short and
intermediate-term debt if it could not be refinanhced caused the
Participants' Committee to become more involved. Some

Participants formally approved the change. The proposal,
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however, ultimately caused a negative reaction in the
Participants' Committee. At a Participants' Committee meeting
on October 16, 1980, the Commlittee members reviewed the
original aim that Prejects Wos. 4 and 5 would be a regional
resource and the burdens would be shared by others., Rising
project costs and falling power demand forecasts, however,
meant that the Participants alone might be left to bear the
burden of high cost power from the projects. The Participants
discussed possible options, including a slowdown or termination
of the projects, if others did not agree to take steps to share
some of the burden.

The Committea asked the Supply System to conduct a study
of a slowdown or termination of Projects Nos. 4 and 5. They
also decided to confront the BPA and its industrial customers
to get them to agree to share sone of the burdens of the
projects, inciuding z BPA commitment to acquire the capacity of
the projects and an extensicon of an industrial customers!
agreement to buy power from the projects. They met with the
BPA a few days later and stated their position. |

The possible adverse consequences to the financing pragram
if these considerations reached the investment community and
the need to keep them secret were recognized in the |
Participants' Committee meeting and in the wmeeting with the
BFA. Although the Supply System knew about these develoﬁments,
and was represented in these meetings, nothing about the

meetings or the considerations was discleosed in the Projects
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Nos., 4 and 5 official statements, which continued to describe
the Participant's invelvement only in positive terms.

The negotiations with the BFA and its Industrial customers
continued until the moratorium on constructicn was declared,
but the PPA was unable, and the industrial customers were
unwilling, to accept more of the burden of the projects. The
Supply System conducted a delay and termination study. The
study became known to, and was reported in, the news media, but
the fact that the study had been reguested by the Participants'
Committee was not disclosed.

when, after the moratorium, the Participants were
reguested to agree to pay 50% of the interest on the bonds to
permit financing to continue, Participants having a substantial
interest in Projects Nos. 4 and 5 stated that they would not
agree unless the burdens of the projects were shared
regionally. Subseguently, when regional agreement to pay the.
costs of mothballing Projects Nos. 4 and 5 could not be
reached, the projects were terminated.

2. Marketing of Projects Hos. 4 and 5 Bonds {Part III)

a. Role pof the Underwriters

Underwriters purchased the bonds from the Supply System
and sold them into the market. With the excepticon of one sale,
the underwriters purchased the bonds from the Supply System
through a competitive bid procedure, as provided under
washington State law. In a competitive bid sale, the issuer

distributes a preliminary official statement and then offers
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the bonds for sale to underwriting syndicates, with the best
hid, i.e., the bid offering the lowest interest cost, winning
the bonds. The other method of public distribution of bonds is
a negotiated sale, in which the issuer selects an underwriter
in advance of the sale. In a negotiated sale, the underwriter
asaists the issuer in preparing the official statement and then
negotiates the price it will pay and sells the bonds through a
syndicate it has formed.

Initially, the Projects Nos. 4 and 5 honds were scld to
two syndicates, each led by two managing underwriters. In
early 1380, the managing underwriters of one of the syndicates
were unable to form a syndicate capable of bidding on tha
bonds, and that syndicate joined with the other syndicate in a
single bid. Only one bid was received by the Supply System on
all the subsequent sales of Projects Kos. 4 and 5 bonds.

In sales of corpurate securities, underwriters can be
liable to investors under provisions of the federal securities
laws for misstatements and omissions in registration statements
or prospectuses unless they establish that they made reasocnable
afforts to determine that there were no misstatements or
omissions. Underwriters of corporate securities usually hire
underwriters' counzsel to conduct an investigation of disclosure
items, or a "due diligence" investigation, and teo issue an
opinicn, limited by the scope of the investigation, that proper
disclosure has keen made. Municipal bonds are expressly

excluded from these liability provisions. Underwriters of
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municipal bonds are legally liable to investors, however, under
the general antifraud provisions of the federal securities
laws. They are alsc subject to market risks in helding the
bonds during the time it takes to sell them. Underwriters
often retain their own counsel, known as underwriters' counsel,
to issue opinien letters on the adequacy of disclosure under
the antifraud provisions in negotiated sales of bonds, vhere
the underwriters participate in drafting the cfficial
statement.

The underwriters did not conduct due diligence-type
investigations to verify the adegquacy of disclosure by the
Supply System in connecticn with the sales of Projeckts Hes. 4
and 5 bonds, During the staff's investigation, the
underwriters contended that they had no legal ckligation to
conduct an investigation and that it was not industry practice
to do =0 in competitive sales of manicipal bonds. Although the
underwriters met with the Supply System from time to time
during the sales of the Projects Nos. 4 and 5 bonds, the
discussions were confined largely to the issue of the market
for the bonds.

The underwriters were aware, as were many in the investing
community, of some problems with the prejects from press
coverage and other sources. In reports that were circulated
internally and te¢ instituticonal investors, analysts for some of
the underwriters noted problems. Also, in bidding on the

bonds, the underwriters had to be knowledgeable about the



market for the bonds. One managihyg underwriter held an
internal meeting in 1979 to consider whether to continue
bidding on the Supply System!s bonds, at which time possible
problems with the projects were discussed.

The underwriters became invelved in one negotiated
offering when, in April 1980, the Suppiy System rejected the
single bid it received and négotiated some of the terms af the
undarwriting with the lead underwriter it selected. Although
in a negotiated bhond sale the underwriter typically conducts
an inguiry, the Supply System wanted to limit the underwriters!'
role and proceed guickly with the underwriting. As a result,
no signifiecant inquiry was dene, and a letter on the adequacy
of disclnsu;e was obtained only from the Supply System’s bond
counsel. After that offering, the underwriters continued the
practice of not conducting investigations on the adeguacy of
disclosure and cf not obtaining any underwriters' counsel
opinion letters. As a result, there was limited opportunity
for the underwriters to discover the November 1980 estimate of
a %4 billion budget incresase or the October 1980 Participants?
Committee's request for a delay and termination study.

In late 1980 and early 1981, some of the underwriters were
consulted on the fipancing preogram. The underwriters then
supported the Supply System on matters hefore the Washington
state legizlature and became invelwed in matters relating to

the short and intermediate-term debt propeo=zal.
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In May 1981, the Supply System, through a change in the
Washingten law, obtained general authority to negotiate under-
writings of the honds of its projects. After the anncuncement
of the fiscal year 1982 budget figqures, the underwriters, which
were then negotiating the underwritings, advised the Supply
System that the Participants needed to agree to begin paying
interest on the bonds in order to make further sales of bonds.
The Participants did not make the needed change, and ne further
underwriting was done.

b. The Reole of the Egting.hgengies

Each offering of the Projects Nos. 4 and 5 bonds was
rated by Moody's Investors Service, Ine. and Standard and
Poor's Corporaticn. The initial Moody's rating of Al and the
Standard and Poor's rating of A+ were maintained throughout the
four years of bond sales, despite growing problems with the
projects. The ratings reassured investors and permitted unit
investment trusts, or UITs, to continue purchasing the Projects
Nos. 4 and B bonds.

The ratings were based in large part on the Participants'
obligation te pay and the need for the projects. Some problems
with the projects, however, were noted over time, and, after
the moratorium recommendation, the ratings were reduced even
before the Washington State Supreme Court ruled that the
obligations of many of the Participants were inwvalid.

The rating agencies’ puhlications ineclude disclaimers

noting limitations on the use of their ratings. Here, the
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rating agencies relied to a large extent on representations by
the Supply System and were not told of some significant
developments, such as the Hovember 1950 update estimate of a
34.4 billion budget increase and the reguest of the
Participants' Committee for a slowdown or termination study.
Also, although the agencies had analysts with experience in
certainh areas who could be consulted, they did not have experts
to examine and evaluate critieal infermation. Thé agenciés
also were not knowledgeable about the market for the honds.
Devalepments in the market might have suggested some grounds
for caution. Finally, it dppears the services tended to wait
for a major development or decisive confirmation of a trend
before changing a rating. Investors who relied conly on the
ratings were not fully apprised that there were devéloping
preblemns.

C. The Role of Unit Investment Trusts

UITs are investment companies that issue redeemable
gecurities representing an interest in a portion of a fixed
portfolio of securities, which, in the case of tax-exempt
trusts, are municipal bond=. The portfoelie heldings are
diversified as to type of issuer and as to individual bonds.
Spenseors, which usually are broker-dealers, purchase bonds and
deposit them in the trusts. Units of interests in the trusts
are then seld by underwriters, including the sponsors, largely

to individual investors.
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Sponsors purchased increasingly large amounts of Projects
Nos. 4 and 5 bonds for UITs. Ultimately, approximately 25% of
all Projects Nos. 4 and 5 bonds were held by UITs, though,
because of internal diversification limits, the bonds seldom
cnmpusedlmore than 7 1/2% of any individual trust's portfelio.
These purchases provided important support to the financing
program.

Purchases of Projects Nos. 4 and 5 bonds for the trusts
increased even as the problems with the projects were
increasing. The sponsors, which usually were alsc members of
the underwriting syndicates, denied that they purchased the
bonds at tﬁe request of their bond underwriting departments.
The purchases, however, helped the market for the bonds and
indire&tly resulted in a distribution of the bonds to
individuals as part of the diversified trust portfelics. The
principal immediate cause of the increasingly large purchases
appears to have been that the trusts competed intensealy on the
basis of investment yield. As the yield of the Projects Nos. 4
and 5 bonds went to a premium even over similar high-yielding
bonds, the sponsors purchased the bonds for the high yield.

The representations of quality standards in the
prospectuses used to sell the trusts generally were not
specific, Most stated that the trusts would include only bonds
rated A or better by one of the rating services. The sponsors!
ocwn gquality evaluatich procedures varied. One sponser did not

have any direct internal credit approval process, but relied
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cnly on the rating and the fact that the sponsor was also an
underwriter of the bonds. Other sponsors had some direct
internal approval process. Even where there was a quality
approval process, however, it appears that it 4id not add much
to the reliance on ratings in meeting the representation in
almost all of the trust prospectuses that one of the factors
considered in selection of the bonda was their price in
relation to other bonds of comparable quality and maturity.
Generally, the sponsors' bond buyer waz told only whether the
bonds were approved and did not have information, other than
the rating service ratings, to compare the quality of bonds and
determine relative wvalue.

The problems with the proiects did not deter the purchase
of the bends. In the case of one trust, a2 guestion was raised
within the sponser in late 1979 about whether to continue pur-
chasing the Projects Nos=. 4 and 5 bonds for the trust.
Negative developments with the projects were discussed. In the
course of deliberations, the person responsible for assembling
the portfolios observed that if these premium yield bonds were
not purchased, the trusts! own yield might not stay
competitive, The person observed further, that if these
trusts, which were the largest purchasers of Projects Hos. 4
and 5 bonds, stopped buying, this might be noticed by the
market and possibly cause a “"slam-out," or collapse, uf tha

Projects Nos. 4 and 5 financing program. The sponser decided
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to continue purchasing relying upon the security of the
Participants' obligation to pay.

3. The Opinigns and Conduct of t Bong _Counsel a
Special Counsel Regarding the ¥alidity apd

Enforceability of the Agreements that Were To

Provide Security for the Froijeckts Nos. 4 and S Bonds
(Fart IV)

Prior to the firszt sale of the Projects Nos. 4 and 5
bhonds, the Supply System's bond counsel and special counsel had
evalvated the validity and enforceability of the Participants’
Agreements, which were to provide security for the bends. At
the closing for each bond sale, bond counsel and special
counsel delivered identical cpinion letters in which each firm
stated that it had examined 72 of the 88 Participants’
Agreements and opined that thogse Agreement= were valid and
enforceable, A form of these letters was included ih the
cfficial statement for that bond sale. The investigation
considered two issues in connectieon with conduct of counsel:
first, whether it was appropriate to issue, for inclusion in
the official statements, unqualified opinions as to the
authority of certain participants, i.e., the Washington
municipal corporations, to enter into the Agreement; and,
second, whether the discleosure about the 16 Participants on
whose Agreements the firms did not give a favorable opinion,

was adequate.
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a. Legal Uncertaipties As to the Participation

cof the Washington State Municipal
forporation Participapts

The most significant Participants' Agreements that counsel

included in thelr opinicn letters were the Agreements of the
Washington State municipal corporation Participants. The
Agreements of these 28 Participants, which consisted of munici-
palities and public utility districts, accounted for the
payment of approximately €8% af the Supply System's share of
the cost of Projects Nos. 4 and 5. The Washington State
Supreme Court's holding that these Agreements were invalid
effectively eliminated the security for the projecta' honds.
The court reached its decision as a result of the
provision of the Participants' Agreement under which the
Participants agreed to pay the Supply System's share of the
cost of the projects regardless of the completion of either
project or of any performance by the Supply System {the "take-
or-pay"™ provision). The court held that the Washington
municipal corporation Participants "simply are not authorized
to guarantee another party's ownership of a generating facility
in exchange for a possible share of any electricity
generated." 4/ The dissenting opinion contended that the

Participants' Agreements were wvalid under Washingteon State case

4/ i EBank v. Washington Pub. Power 99
‘Wash. 2d 772, 799, 666 P.24d 329, 343 (1982), aff'd_on
rehearing, 102 Wash.2d 874, 6%)] P.2d 524 (1984), cert.

denied, 471 U.S5. 1075 (1585).
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precedent, and this Report does not take a position on whether
the court's decision was to be expected.

The Participants' Agreements represented an untried means
of financing in the Pacific Nerthwest., For the first time,
publicly~owned utilities that were not all members of a
project’s sponsor, and that were not to own the project
themselves, agreed to pay the costs of the project regardless
of whether it was completed or the sponsor performed. Unlike
sume other states, Washington had no statute that expressly
authorized a municipal corporation to enter intc a take-or-pay
contract. The Washington statutes authorized municipal
corparations to purchase power and to construct, owWn, and
operate electric facilities. The court previcusly had held
that municipal corperaticns had those powers expressly granted
by statute and those necessarily implied from the express
powers, but that, in case of doubt about whether a power was
granted, the doubt would be resolved by denying the power. The
court had hever before addressed the validity of take-or-pay
arrahgement s,

The bond counsel and special counsel attorneys contended
in testimony that Washington municipal corporations had broad
authority to enter into power purchase contracts and to fix the
terms of those contracts. They viewed the take-cr-pay
provision of the Participants' Agreement as merely ane term of
a power purchase contract that did not change its nature as a

power purchase contract, However, at about the time the
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Participants' Agreements were £igned; representatives of the
BPA's industrial customers asserted £o the speciai counsel and
others that the inclusion of a takeé-or-pay provision in an
agreeinent under which those customers were to acquire some of
the anticipated butput of Projécts Nes: 4 and 5 nade that
agreement a loan guardntes rather than a power purchageé
agreemerit. AS such; thé custémeérs &aid that their dorporate
bond inderitures prohibitéd them frif participating in Projecta
Nos. 4 and § in that wdy: Moéreover, in connection with
preliminary finanecing propogals fbr the projects, the special
coutisel, baseéd on discussions with the bond counsél and dthers,
had prepared a femordnduf noting poagible legal impedimérnts to
the Supply System's is#Uing noted bBackéd by guarantees of
muricipal corpordtiofis that were not Supply System méembers,

Degpitée these indicatiofis of legal difficultigs with the
také=or-pay provisions ard the lack ©f legal precedent on the
issue, counsel issued an ungudlified Spinion without taking
action to héve the legality of the Participants' Agréément
detdrmined. In pricr Pacific Northwést power projects in which
counsel had issued urnghalified opiniShs, test cases had been
brought or legislativeé chafigés were #déught to reselve legal
uncertainties. Counsel testified that they did not even
considér bringing a test casé to determiné the authority of
Washingten municipal corporations to enter inte the

Participants' Agreemsnt.
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L. legal Uncertaintiess as to Other Participants®
Authority

In their opinion letters, the bond counsel and special

counsel each stated that it had "examined into the validity ofn
72 of the utilities' agreements to participate in the Frojects.
Counsel did not disclose that they had looked into all 88
agreements and were unwilling to opine on 16 of the utilities,
accounting for the purchase of 4.06% of the anticipated cutput
of the Projects. Ten of the 16 were excluded because of issues
as to their authority to enter into the agreements. Caunsel
took the position that they believed these Participants had the
legal authority to participate but that counsel had not
attained the high degree of certainty as to the Participants!
authority that was necessary to include the Agreements in their
opinion letters.

The ten Participants had been participants in earlier
Supply System projects. In connection with earlier projects,
where one or both firms identified a question as to a
participant's authority tec enter into the agreement, the firms
made efforts, including seeking amendments to statutes,
municipal charters, or by-laws, to have the authority of that
participant established expressly. When the efforts wera
‘unsuccessful, the firms then excluded the agreements of these
participants from the opinions that they had rendered. Some of
the participants whose earlier agreements were excluded because
of authority issues became Participants in Projects Nos. 4 and

5. The authority issues that had led the firms to exclude
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these Participants' earlier agreements were essentially the
same as the issues that led the firms to exclude the
Farticipants' Agreements of these Participants from the firms!
gpinions for Prolects Nos, 4 and 5.

It appears that, while the agreements for Projects Nos. &
and 5 were being drafted, consideration was given to excluding
from any involvement in the projects those Participants whose
Participants' Agreements the firms later excluded from their
opinion letters because of authority izsues. These utilities
were allowad to participate, howevar, in part because they were
located outside of Washington State and project backers sought
broad regional participation in the projects. Regional
participation was important because the Participants hoped to
obtaln legislation in Congress to allow BPA to acguire the
anticipated cutput from the projects. Regional participation,
it was believed, would lead teo more support in Cpngress.

Counsel did not disclose the legal uncertainties as to the
authority of these Participants. Counsel did not inform the
investing public, ner even the utilities themselves, that they
were unwilling to opine faverably on the validity and
enforceability of these Agreements. Counsel indicated in
testimony to the staff that, because of a "step-up" provision
in the Participants' Aqreement that required non-defaulting
Participants to assume the financial responsibilitie= of a
defaulting Participant, any uncertainty about the enforce-

ability of these Participant's Agreements, which covered
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approximately 4% of one project's anticipated output, did not
have to be disclosed.

Not only did counsel fail to disclose these authority
guestions, but each official statement included a statement in
the section on the security for the bonds, which bond counsel
and special counsel prepared, that "[elach Participant is
cbligated to pay the Supply System its share of the total
annual cost of the projects . ., . ." By including that
statement, and by stating that they had examined, and could
opine favorably upon, 72 of the Participants' Agreements, while
stating nothing about the remaining 16 utilities, including the
ten whose legal authority was uncertain, counsel provided the
investing public with incomplete information.

. IDENTTIFICATION OF PRINCTIFAT, PARTIES

1. The Washington Publi¢ Power Su System

The Supply System is a municipal corporaticon and a joint
operating agency of the State of Washington. It was organized
in 1957 and has the authority to construct and cperate eiectric
power generating facilities. At the time of the first offering
of Projects Nos. 4 and 5 bonds, its membership consisted of 22
publicly-owned utilities in the State of Washington. 5/
Management and control of the Supply System was vested in a
Board of Directors compesed of representatives of the

membership. In addition, the Supply System had an Executive

5/ With three exceptionsg, the Supply System's members also
were among the utilities that participated in the Project
Nos. 4 and 5.
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Compittes, composed of seven members of the Board, that handled
matters arising between meetings of the Board of Directors.

Unlike the utilities that were Participants in Projects
Nos, 4 and 5, the Supply System had no ratepayers and did not
make retail sales of power. Rather, the Supply Systen
functicned primarily as an entity for the construction of
generating facilities that would provide additional rescurces
to meet the power needs of the region. The first Supply Systenm
project, a small hydroelectric facility, was undertaken in
1261. Later, the Supply System built a steam turbine facility
that operated from power generated by a United States
Government nuclear plant. These were the only facilities
constructed by the Supply System before it began a program of
building five nuclear power plants in the early 1970's. Only
one of the five preojects has been completed.

2. 1 Eastman Dillon & Co,

The jnvestment firm of Blyth Eastman Dillon & Co.
("Blyth"™) was the Financial Advisor to the Supply System. 6/
As Financial Advisor, Blyth advised: the Supply System cn the
marketing of its bonds, acted as liaison with the financial
community, and helped draft the official statements. The

principal individual from Blyth who advised the Supply System

6/ In January 1980, Blyth merged with Paine, Webber, Jackson
and Curtis, Inc. The crganization within the merged
company that performed the financial advisory work was
Blyth Eastman Paine Webber. The name of the parent after
the merger was Paine Webber Jackson & Curtis Inc., and
then PaineWekbhbar, Inc.
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during the period of the Projects Nos. 4 and 5 bhond sales was
Donald E. Patterson, The firm and Mr. Patterscon are referred
te herein as the Financial Advisor as the context indicates.

3. E.W. k d Associztes

R.W. Beck and Associates ("R.W. Beck") was the Consulting
Engineer on all of the projects. R.W. Beck provided consulting
services to the Supply System, helped draft the Supply System's
official statements, and provided the Supply System with a
letter for inelusion in each official statement in which it
opined on the feasibility of the projects and set forth
information on the forecasted need for power and projected
revenues of the participating utilities. The principal R.W.
Beck official responsible for Projects Nes. 4 and 5 bond sales
was Winston Peterson.

4, Wood Dawson Love & Sabatine

Wood Dawson Love & Sabatine ("Wood Dawson") 27/ is a small
New York law firm that acted as the Supply System's bond
counsel. Wood Dawson has served as bond counsel for municipal
corporations throughout the United States. Wood Dawson helped
draft the official statements. Brendan 0'Brien was the
attorney at Wood Dawson principally responsible for the firm's

work in connection with Projects Nos. 4 and 5.

1/ The firm now operates under the name of Wood bawson Smith
& Hellman, and, at times relevant to the Staff Report,
cperated under other names.
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5. Houghton Cluck Coughlin & Riley
Houghton Cluck Coughlin & Riley {“Houghton Cluck") &2/ is a

Seattle, Washington law firm that acted as special counsel to
the Supply System. The firm had been involved in the formaticn
of the Supply System and on a continuing basis thereafter per-
formed a variety of work for it. It helped draft the official
statements. Bert L. Metzger, Jr. and Jack R. Cluck were the
attorneys at Houghten Cluck principally responsible for the
firm's work in connection with the sale of Projects Nos. 4 and
5 bonds.

6. The Participants

Eighty-eight utilities entered into agreements to
purchase a share in the Supply System's share 3/ of Projects
Nos. 4 and 5. The aggregate amount that the Participants were
to pay for that power was to equal the Supply System's share of
the cost of the prejects. Of the 88 utilities, only 19 were
memkers of the Supply System. 10/ These utilities were to pay
for 56% of the Supply System's shares of the projects power.

The Participants consisted of municipal corporatieons and
cocperatives in Washington, Oregon, Idaho, Nevada, Montana,

Wyoming and Utah. Some Participants. were very small and

8/ The firm now operates under the name of Skellinger
Ginsberg & Bender, and, like Wood Dawson, at times
relevant to the report, cperated under other names.

9/  An linvestor-owned utility purchased a 10% interest in
Project Ho. S.
10/ During the period of the sale of bonds one other

Participant became a member of the Supply System.
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cthers, zuch as the City of Tacoma, Washington, were ralatively
large. All of the Participants were part of a group of
publicly-owned utilities that was entitled to preference in
access to power by the BFA.

7. The Bopneville Power Administration

Thé BPA is a federal agency within the Department of
Energy. 11/ The BPA marketed to the Participants and others
inexpengive power from fedaral dams located on major river
systems in the Pacific Northwest, 1In addition, the BPA agreed
to purchase, through differing methods, the anticipated
electricity output of projects undertaken by the Supply System,
other than Projects Nos. 4 and 5, and by cther utilities in
the Pacific Northwest. It then incorporated that output ipto
its resource base for sale to its customers. Althcugh the BPA
did not have the same inveolvement in Projects Nes. 4 and 5 as
it had in the other Supply System projects, it helped initiate
the projects and was knowledgeable about them largely because
they were to be built in conjunction with two of the Supply
System projects in which the BPA was involved.

g. The Underwriters

The Projects Nos. 4 and 5 bonds were underwritten by two
syndicates that bid on the bonds, Merrill Lynch, Pierce,
Fenner & Smith Inc. ("Merrill Lynch™) and Salomon Brothers Inc.

({"Salomon") led one syndicate. FPrudential=-Bache Securities,

11/ Priecr to 1977, the BPA was an agency within the Department
of Interjor.
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inc. ("Bache") and Smith Barney, Harris Upham & Co., Inc.
("Smith Barney") led the cther. In eariy 1980, the Bache/Swmith
Barney syndicate ceased bidding on the bonds and jeined in the-
Lid of the Merrill Lynch/Salomon syndicate.

9. The Unit Investment Trusts

Unit investment trusts, a type of investment company,
consist of unmanaged portfolios of securities assembled by
sponsoring brokerage firms. Fractional individual interests in
the portfolios are sold to investors as units. Sponsors of the
truste increased their purchases of Projects Nos. 4 and 5
bonds dramatically over time to the point where UITs ultimately
held approximately 25% of all Projects Nog., ¢4 and 5 bonds
issuad.

10. The Rating Sarvices

Moody's Investors Services, Inc. and Standard and Poor's
Corporation are rating services that rated the Projects Nos. 4
and 5 bonds.

D. CHRONOLOGY OF SIGNIFICANT EVENTS
Listed below are the dates of some of the events referred

to in the Report and of the sales of Projects NHos. 4 and 5

bonds .
Rate Event

1857
January 19 Supply System organized.
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October 23

October 7

May 30

June 22

Hovember 15

December 19

1968

Program under which the Supply System's Projects
Nos, 1, 2, and 3 were undertaken is approved.
That Program, known as Phase 1 of the Hydro-
Thermal Power FProgram, provided for the BPA to
acquire power from non-federal thermal projects
by net billing, which was designed so that,
under the project agreements, the BPA would
assume the risk of a project's non-completion
and of non-performance by a project’'s sponsor.
The power from the Phase 1 projects was to be
integrated into the other power the BPA had
available to market, and the costs were to be
integrated intc the rates the BRPA charged its
customars.

1970
Legislation enacted autheorizing the BPA to
acguire by net billing the anticipated ocutput
of Projects 1, 2 and 3.

1973

An erganization of customers entitled to
preference in eohtaining BPA power, the Public
Power Council, requests that the Supply System
build Project He. 4, which later bkecame Projects
Nos, 4 and &,

Supply System adopts a Resolubion accepting the
proposal for it to undertake Project No. 4.

Houghton Cluck considers preliminary financing
alternatives for Project No. 4 and, after
discussion of alternatives with Wood Dawson and
gthers, notes possible legal impedimentz to the
Supply System's issuing notes based on
guarantees of municipal corporatioms that are
not Supply System membars.

Completion of memorandum describing program, of
which Projects Nos. 4 and 5 were considered a
part, for the ceonstruction of projects in
addition to the Phase 1 projects. The pregram,
known as Phase 2 of the Hydro-Thermal Power
Program, contemplated that the BPA would acguire
power for publicly-owned utilities as their
agent and that the entire Pacific Northwest
region or interested utilities would share costs
caused by any project that was not completed.



March 20
May
August 22

Hovember 1974~
Fabruary 1975

Decempber 1%74-
January 1975

January 20

January 22

March 31

1974

The Supply System goes forward with the first
financing for what became Projects Nos. 4 and 3
by issuing $2,500,000 of member-backed notes for
preliminary wark on Project No. 4.

Work begins on agreement that later became the
Participants' Agreement, and a decision is made
to build Projects Nos. 4 and 5.

Supply System issues 515,000,000 of member-
backed notes for preliminary work on Projects
Haes. 4 and 5.

Wood Dawsen and Houghton Cluck conduct majority
of their research into authority of BPA
preference customers to enter into Participants'
Agreement and Option Agreement.

In order to provide time for power allocation
issues to be resolved and thereby remove an
ochstacle to execution of the Participants!
Agreements, decision iz made for prospactive
participants in Projects Nos. 4 and 5 each to
enter into an Option Agreement, which was
developed to provide security for an interim
financing for Projects Hos. 4 and 5.

1275

Houghton Cluck advises Wood Dawson with regard
to Projects Nos. 4 and 5 that Idzho clties
“"should net be allowed in."

The EPA advises Wood Dawson that each preférence
customer should enter into the Option Agreement.

. Houghton Cluck finalizes summary of Option

Agreement, which includes statewment that Idaho
cities and others would not be parties.

Representatives of Idaho cities meet in
Portland, Oregon with Houghton Cluck, BPA,
Public Power Council attorneys and others to
discuss Frojects Nos. 4 and 5 agreements. A
tentative decision is reached to bring a test
case to determine the authority of Idaho cities
to participate in Projects Hos. 4 and 5.



April 1-7

July 22

July 24

Decembar

aApril 1%

April 16

June 24

July 14

Decision made by Houghten Cluck, and possibly
Wood Dawson and others, not to go forward with a
test case on Idahe cities. Heughton Cluck
informs Idaho city attorneys that there is no
time for a test case, that Idaho cities have
authority, and that, if a court decides
otherwise, the Idahe cities simply will not have
to pay.

The signed Option Agreements are given this
date.

The Supply System issues $100 million of
developnent bonds backed by Option Agreements,
for Projects Nos. 4 and 5: 7.04% interest cost:
Merrill Lynch lead underwriter.

Concern that Participants' Agreements will not
ba executed in time to provide basis for needed
financing leads to consideration of a second
optien agreement to aveid running cut of funds
and/or gpending authority. After it seems that
some ntilities will not sign, the proposal is
abandoned.

1976

The Participants' Agreement is mailed for
signature to Option Participants.

Certain utilities refuse to sign Participants®
Agreement. unless they first know what their
future allocations of power from the BPA will
be, In response, the BPA sends a letter to its
preference customers, including utilities that
signed Opticn Agreements, advising that it would
be inequitable to use participation in Projects
Nos. 4 and 5 a= a basis for reducing future
alleocation of BPA power.

The BPA issues Notice of Insufficiency to
preference customers to the effect that, as of
July 1, 1983, the BPA will not guarantee to meet
the reguirements of its preference customers.
The notice thus encourages preference customers
to participate in Project No. 4 and 5,

Frevicusly signed Participants' Agreements are
dated as of this date.
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19377

February 23 The Supply System issues first bonds for
Projects Nos. 4 and 5 that are hacked by
Participants' Agreements (Serles 1977A): $145
million: 5.%3% interest cost; Smith Barney lead

underwriter.

May 24 Projects Nos. 4 and S bond sale (Series 1977B);
590 million; 6.32% interest cost; Bache lead
underwritar.

July-Septenber BPA guestions Supply System about adeguacy of
cost and schedule projections. Despite
reassurances, BPA requests risk analysis on
propability of projections.

September 13 Projects Nos. 4 and 5 bond sale (Series 1979C);
2130 million: E.96% interest cout; Bache lead

underwriter.
1978
January Risk analysis shows only very low probability on
Projects Nos, 1, 2, and 3 budgets and
Schedules,
January 31 Projects Nos. 4 and 5 bond sale (Series 197BA);

%150 million: Salomon Brothers lead underwriter.

May 23 Prodject= Hos. 4 and 5 hond sale (Series 1978B):
$150 million; 6.86% interest cost: Smith Barney
lead underwriter.

August- Supply System reluctant to acknowledge a
gchedule September slippage in a net-billed
project official statement.

august 1 Supply System Treasurer complains that 12-24
month cash flow goal is net being met.

October 12 Prejects Nos. 4 and 5 bond sale (Series 1978¢C);
$170 million; 6.81% interest cost; Bache lsad
underwriter.



February 12

February 14

June
June 240

July

hugust 28

Octocher 29-
Hovember 2

November

December 11

April 24

1974

Merrill Lynch analyst report noting problems
with Projects Nos. 4 and 5 issued.

Projects Nos. 4 and 5 bond sale (Series 1373A);
$175 million; 7.16% interest costs; Merrill
Lynch lead underwriter.

Merrill Lynch meeting on whether to continue
underwriting Supply System bonds.

Financial Advisor warns Supply System of bad
market for Projects Nos. 4 and 5 bonds.

Fiscal year budgets adapted at 50% probability
under BPA prodding. First and only budget at
that probability.

Projects Np2. 4 and 5 bond sale {Seriesz 1979B):
$150 millien: 7.692% interest costs: Smith Barney
lead underwriter.

Supply System Investor Tour at Richland,
Washington. After tour, Merrill Lynch UIT
analyst recommends reevaluating further
purchases of Projects Mos. 4 and 5 bonds; T.
Rowe Price analyst rates Projects Nos. 4 and S
bonds below investment grade and sells
heldings,

Meeting in Merrill Lynch UIT department
fellowing analyst's recommendation of
reevaluation of Projects Nos. 4 and 5 bonds
purchases, Portfolio buyer speculates on
possible "slam-out" or collapse of Projects
Nos. 4 and 5 market if Merrill Lynch UITs
stopped purchasing.

Projects Nos. 4 and 5 bond sale (Series 1979C);

$200 million; 8.30% interest costs; Smith Barney
lead underwriter.

1380

Board authorizes Supply System to proceed with
Balanced Financing Program.
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April 28

May 9

June

July

July 15

August

August

August 26

September 17

September -

Septenber 23

Only one kid entered on Projects Hos. 4 and &
bonds. First time only one bid received. Bid
rejected and Merrill Lynch subseguently =zelected
as lead underwriter.

Projects Neos. 4 and 5 bond sale {Series 1980a);
5130 millien; 9.23% interest cost: Merrill Lynch
lead underwriter.

Risk analysis on fiscal year 1981 budget.
Projects perszonnel questioned an prokability.
Budget set by management at 20% probability.

BPA notifies Supply System that use of low
probability means budgets likely understate
costs and it will use 50% budget for rate
calculations: believe mid-year update will be
needed. :

Projects Nos. 4 and 5 bond sale (Series 1980B):
$180 million:; 9.5% interest cost: Salomon lead
underwriter. Official statement uses fiscal
year 19381 budget but dees not disclose low
prokability as indicated by risk analysis,

A new Managing Director, Robert Ferguson,
arrives at Supply Systen.

Disclosure first made of low probability of
budgets in Project No. 1 official statement at
EPA request,

Ferguson briefed on budgets, including 20%
probability of 1981 budget and mld-year roview
promised to BPA.

Meeting between large institutional investors
and Supply System at Richland. FProblems
dizcussed. Utility representatives tell
investors that projects will not be cancelled.

Smith Barney considers Balanced Financing
Program; Smith Barney anslyst prepares analysis
eritiquing program and pointing cut some
institutional investor resistance to Supply
System bonds.

Projects NHos. 4 and 5 bond sale (Series 1980C);

%180 millicn; 10.69% interest cost;: Merrill
Lynch lead underwriter.
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October 13

Dctober 16

October 21

November 5

Novembar 1&6-17

Haovenbar 20

Decembef 9

Additional budget briefing for Ferguson.

Participants' Committee meeting. Proposal to
issue short and intermediate-term debt creates
discussion about Participants' position. Changes
in eircumstances from original premise of
sharing burden of Projects discussed.

Discussion of considering slow-down or
termination as possible options. Supply System
asked to do study on slow~down or termination
for Participants' Committee.

Participants' Committee representatives meet
with BPA Administrator to seek to have BPA and
industries share risk. They tell BEPA they are
locking at possibility of slow-down, =sale or
termination.

Supply System meeting on paszsible budget update
immediately after end of strike. Discussion of
possible splitting of recognition of possikble
budget increase is discussed. Managing Director
told that full amount of any increase must be
disclosed. He instructs the staff to prepare
intensive, gquick budget update.

Meetings to review interim budget estimate. New
estimate of $20.4 billion presented, $4.4
billion over 1281 budget recently adopted.

Basis of estimate discussed. Managing Director
orders all figqures be kept confidential and
rejects estimate and methodelogy. Only
estimated costs of certain specific developments
disclosed.

Financial ARdvisecr warns Participants' Committee
of critical financial condition and possibility
of termination if cash shortage. Participants!
Committee not teld that a budget estimate made
four days bhefore indicated a 4.4 killion budget
increase.

Projects Nos. 4 and 5 bond sale (Series 1380D,
E}s %200 million; 12.44% and 11.83% interest
cost; Salomon lead underwriter. Put bonds used
for first time.
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February 5

February 27

March 17
March 18
May 3
May 5
May 29
Auqust 27

Decamber 22

1981

The PNUCC Executive Committee meets and .
discusses its upconming 1981 forecast. The BPA
indicates that its revised estimate for 1398}
will reflect a 500 megawatt reduction for the
forecast year 1981 as a result of a study of
deviation between forecast and actual usadge.

The BPA formally transmits its revised load
estimate for inclusicn in the 1981 PNUCC
regicnal forecast.

Projects Nos. 4 and 5 bond sale [(Series 1981 A,
B); 5200 milllon: 11.77% and 11.06% interest
cost; Merrill Lynch lead underwriter.

The PHUCC System Planning Committee meets and
discusses its 1981 regicnal forecast summary,
dated March 16, 1981, which projected a drop in
forecasted demand for the West Group area of
2,676 average megawatts for the 1981-82 forecast
year.

Initial fiscal year 1282 budget figures becone
available at Supply Systemn.

May 19281 Projects Nos. 4 and 5 bond offering
postpaned because fiscal year 1982 budget
figure=s available. Supply System press release
of May 5, 1%81 does not disclese avallability of
budget figures.

Managing Director anncunces fizcal year 1982
budget. estimate of %23 bkillieon for all Projects,
recommends a moratorium on construction.

Farticipants with 8.2% of shares vote against
resolution to require Particlpants to pay a
portion of interest Quring construction, a
condition required by underwriters for any
further sales of Projects Nos. 4 and 5 honds.
Participants with 30% of zhares indicate they
are unlikely to agree to pay interest during
congtruction unless Projects are regionalized.

Sult challenging validity of Participant's
Agreament of Oregon ity filed by residents

{Defazic action).

- 40 -



January 22

May 18

Hovember 5

Hovemnber 16

May 13

June 15

September

March 2o

November &

April 2%

1982

Projects Nos, 4 and 5 formally terminated.

Trustee for Froiects Nos2. 4 and 5 bonds files
declaratory judgment action in Washington state
court to establish validity of Participants'’
Agreements.

Oregon trial court holds Qregon Participants
lacked authority to enter into take or pay
agreements (Defazio action).

Washington State trial court enters crder on
summary judgment moticn that Washington
Participants had autherity to enter into
Participants' Agresments.

1983

Supply System fails to pay monthly debt service
to Projects Nos, 4 and 5 bond trustee.

Washington State Supreme Court rules that
Washington municipalities and public utility
districts were not authorized to enter into
take-or-pay agreements on Projects Nos. 4 and
5.

Idahc Supreme Court rules that Idaho cities did
not have authority tc enter inte participants!
agreements.,

1984

Cregon Supreme Court reverses trial court
decision and holds that Oregon Participants had
authority to enter into take or pay agreements,
but does not preclude other defenses to
obligation to pay.

On rehearing, Washington State Suprems Court
affirms its June 15, 1983 decisicn and relieves
all Participants of their cbligations.

1285

U.S. Supreme Court declines to review Washington
State Supreme Court decision.
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PART IT

THE T

F. 8 ] TIMATES {(BUDGETS) FOR THE P

1. Intreoductieon

The cfficial statement for each issue cof Projects Nos. 4
and 5 bonds inciuded an estimate of the costs to dnmplete the
projects. 12/ The estimates of the costs to complete were
produced as part of the Supply System's annual Eudqet process
for all five of its projects. The Supply System was obligated
to develop a budget for each project each year by agreements
that governed the projects. The budgets included updated
estimates of the costs to be incurred for each project through
completion. 13/ These annually prepared budgets, which were
occasionally revised in mid—yeér, were subject to disapproval hy
various entities associated with the projects. Therefere, thay
served as both estimates of, and authorizatichs for,

expenditures by the Supply System.

12/ The estimates were included in a table that established the
financing needed for the projects.
13/ The total of the budgets was often referred to as the

"budget" for a given year, and such reference is sometimes
used here.
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a. How The Estimates Were Done

The Supply System's fiscal year began on July 1. 14/ The
budget process began the preceding December or January, when the
Supply System issued instructions tc those working on the
budgets on how to make and present calculations of costs. One of
the important initial steps in the preparaticn of the budgets was
setting the schedules for the projects because the schedules
affected the construction cost analysis and the interest cost
analysis. The schedules were set by consultation hetween the
Supply System and the companies that were managing the building
of the projects.

The costs for huilding the projects were calculated from
the elements of the building process. The direct cost of
construction was determined from estimates of construction
guantities to be installed, such as yards of concrete in the
project, and estimated costs of accomplishing those guantities,
The cost of engineering design work was determined by amounts
axpended and the estimates of design work remaining. Finally,
the cost of equipment purchased from outside vendors was
estimated based on contract prices or on market prices. Each
element of these estimates provided for "escalation" to account

for the effect of inflation over the duration cof the projects.

14/ The Supply System completed a conversion to this fiscal
year from a calepndar year in 1979.
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The assumptions about the rate of inflation for labor and
materials were determined by the Supply System.

The Supply System determined and added variocus "owner's
costs, " which included administrative overhead. The Supply
System also determined and added the cost of the nuclear fuel
that was to be acquired before the start of commercial operation
of the projects. It also determined and added an overall
contingency amount in a Peotential Exposure item to encompass
anticipated cverruns that were not reflected in the contractors!
contingency amounts. Finally, the Supply System calculated and
added to the budgets the cost of interest to be paid on the bonds
isgued to finance the coﬁstructinn of the projects before the
projects were complete. Interest was a very large item for
Projects Nos. 4 and 5 because all the interest payable during the
construction of Projects Hos. 4 and 5 was financed by the sale of
additional konds and was part of the budget. 15/ Because of
this, any schedule delay meant that interest had to be paid on
meore money cover a longer pericd. This interest factor made any
delay very expensive,

The Supply System would generally éomplete the estimates in-

May or June and then submit the resulting budgets for each of the

15/ Interest was less significant in the Projects Neos. 1, 2 and
3 budgets because after a fixed date the BPA paid the
interest on the bonds, issued to finance the construction of
thase Projects.
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projects to its Board of Directors and to each of the entities
having a contractual right to review and pass on the budgets. In
the case of Prejeckts Nos. 1, 2, and 3, the BPA and the
Participants' Review Board, compeosed of representatives of the
Participants in those projects, had such a right. In the case of
Projects Nos. 4 and 5, the Participants' Comnittee, composed of
representatives of the Participants in those projects, had a
similar right. In the case of Projects Nos. 3 and 5, investor-
owned utilities that owned a minority portion of the capability

of those projects also had such a right. 1&/

2. Practices Tending to Cause Understatement of the
Buddgets

a. Introducticon

The Supply System consistently failed to meet construction
goals on Projects Nos. 4 and 5. As a result, there were
enormous cost increases. The estimated ceost to complete
Frojects Nog. 4 and 5 rose from a combined total of
approximately %2.25 billion at the time of the preliminary
estimate to a combinad total of approximately $12 billion. when
the projects were suspended in 1981. Almost every annual budget
showed increases in the estimated cost to complete the projects,

but the greatest increases were recognized in the last two

16/ An investor-owned utility purchased a 10% interest in
Project No. 5. Other investor-owned utilities purchased
0% of Project No. 3.
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budgets. (SEE CHART, NEXT PAGE) 17/

The budget estimates of the cost for Projects Nos. 4 and 5,
reflected in the chart on the next page, were:

Cos ions
Estimate Project Project
Date Ho. 4 Ho., 5
1/75 $1, 009 $1,210
1777 1,610 1,951
1/78 1,870 2,018
T/78 1,915 2,125
1/79 2,251 2,492
/79 2,580 2,753
7/80 3,614 4,002
11/80% 4,932 4,975
5/81 5,510 6,261

* yndisclosed estimate [See SEC Exh. 520 and
discussion in text kbelow).

Presentation to R.L. Ferguson (Octeber 13, 1934) (1/75
through 7/80 estimates) (SEC Exh. 493): Project Cost Summary
(November 1%80 estimate of cost to complete, information
presented at November 16, 1980 meeting (SEC Exh. 520);
Constructicn Budgets, 1982 Estimate at Completion,
Presentaticon te Board of Directors (July 24, 1981) (May 1981
estimate of cost to complete) (SEC Exh. 434}.

The following abbreviations are used in this Report:
Testimony taken by the Commission in jts investigatiaon is
¢ited as "SEC tr. at __ {date}," and exhibits from the
Commission's investigation are cited as "SEC Exh. ___".
Some information from the private actions was considered by
the staff in the investigation. Depositicon testimony from
the federal court proceeding is cited as "MDL tr. at ____
f{date) " and exhibits from those proceedings are cited as

"MDL Exh. ", Deposition testimony from a state court
acticen is cited as "Chemical Bank tr. at {date) ," and

exhikbits are cited as "Chemical Bank Exh. ",
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The Supply System believes that the budgets it produced were
the result of diligent efforts, were consistent with industry
practices, and were realistic. 18/ The budgets were intended to
be constrained, however, and were referred to by Supply System
personnel as "tight but attainable" or "tight but achievable"
budgets. 19/ The Supply System chose to have tight budgets and
tight schedules because management believed that larger budget
figures or longer schedules would become self-fulfilling
prophecies. 20/

A;though continuing constructicn problems caused increases
in each new budget, the budgets that were produced tended to
understate likely costs because of this desire to keep budgets
tight. This often prevented investors from having an accurate
perception of the likely costs and put the Supply System in
conflict with the BPA, which had its own needs for cost and
schedule information on Projects Nos. 1, 2, and 3. The budget

increases in the early stages of construction were relatively

18/ See Memorandum of Washington Public Powar Supply System in
Response to the Staff's Proposed Recommendation That Civil
Injunctive Proceedings be Instituted Against the Supply
System 85-121 (Apr. 9, 1287) [hereinafter Supply System
Memorandum to SEC].

13/ Id.; Frank D. McElwee SEC tr. at 50, 70-71, 86 (Apr. 2,
1988) (Supply System Manager of all the Projects).

20/ Frank D, McElwee SEC tr. at 70 (Apr. 2, 1985) (*([L]oose
budgets, loose schedules were self-fulfilling. I believe
in tight budgets, and tight schedules. I think the record
[bea;s] that out"}; Jerome Read SEC tr. at 59-60 (Feb. 7,
198%).
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modest. Understatement in the budgets appears to have become
more pronounced in the year before the Supply System management
recommended a moratorium on construcktion of Projects Nos. 4 and §
in May 1981, as the budgets reached a magnitude that threatened
continued financing on the existing basis. The underestimate
during this peried is reflected particularly in the undisclosed
results of a November 1980 update estimate 21/ that indicated
that the budgets had grown encrmously.

k. Early Practices

Even as bond sales for Projects Nos. 4 and 5 began in early
1277, the Supply System was following practices that tended to
cavuse understatement of cost estimates for the Supply System
Projects. By the middie of 1977 the Supply System was having
problems maintaining the schedules and cost projections for
Preojects Nes. 1, 2, and 3, and the BP2 held meetings with the
Managing Director of the Supply System in July and September to

dizcuss these problems. 22/ The budget and schedule procedures

21/ BSee discussion, infra.

22/ Letter from S. Munroc to N. Strand {Jan. 31, 1978} (letter
from BPA Administrator to Supply System Managing Director
referring to 1577 maeetings). (5EC Exh. 232.)

The BPA had a particular interest in the budgets and
schedules for Preojects Wes. 1, 2, and 3, because power from
those projects was to become part of the BPA's electrical
supply. The BPA needed accurate schedule information to
make accurate forecasts of when the power from the projects
would be available. The BPA alspo had a keen interest in the
budgets because it had to plan rate increases to pay for
Projects Hos. 1, 2, and 3, including interest it had to pay
during construction. The BPFA alsc had some Xnowledge about
the projects berause it had several employees at the sites
{continued. ..}
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for those projects were the same as those for Projects Nes. 4 and
5 as the Projects Nos. 1 and 3 plants were duplicates of the
Projects Hos. 4 and 5 plants, respectively. 23/

In those meetings, the Supply System advised the BPA about
the Supply System's problems in meeting ceosts and schedules but
told the BPA that there was a 50% probability of meeting the
projected September 1980 completion date on Proiject Neo, 2,
contingent upen an acceleration in construction progress from
1.5% of project completion per month to 2%. 24/ The BPA
nonetheless reguested in September 1977 that a study of the
budgets and schedules be conducted to analyze the probability of
meeting the projected budgets and schedules ("risk analysis") for
each of Projects Nos. 1, 2, and 3. 25/

By January 197B, the increase in the construction rate
projectad by the Supply System had not cccurred. Further, a

risk analysis on Project No. 2 that had been completed in

22/(...continued)
toe help in monitoring Projects Neos. 1, 2, and 3. The Supply
System maintains that policy differences and tensions
between the Supply System and the BPA affected BPA's
position on budget matters. Supply System Memorandum to
SEC, supra, at 129-33,

23/ The projects were being constructed at the same sites, with
the construction activity on Projects Nos. 4 and b
following Projects Nos. 1 and 3 by approximately 18 months.

24/ Letter from 5. Munrc to N. Strand 1 (Jan. 31, 1978){letter

from BPA Administrator to Supply System Managing Director
referring to 1977 meetings). (SEC Exh. 232.)

25/ 1Id. at 2.
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December 1977 by a consulting firm hired by the Supply Syztem at
the reguest of the BPA showed that the probability of achieving
the existing budget on Project No. 2 was only between 3% and 7%
and that the most likely cutcome was a budget increase of $200 to
$300 million and a2 12 to 1% month schedule slippage. 26/ The
analysis was based on project performance to date, a comparison
with other nuclear plants, and an arnalysis of the critical peints
in the construction program. BPA officials expressed their
concern about the impact of these developments on its resource
and rate planning. 27/

A second risk analysis, covering Projects Nes. 1, 2, and 3,
was completed in Janvary 1%78. This analysis did not use prior
experience on the projects or critical construction point

analysis because Projects Hos, 1 and 3 were less advanced than

26/ Holmes & Narver, Inc. Risk aAnalysis (Dec. 1977). {(SEC Exh,
213.)

Letter from $. Munro to N, Strand 2 (Jan. 31, 1978) [letter
from BPA Administrater te Supply System Managing Director):

&

Az mentiohed in our meeting we are very much
concerned with the lack of progress over the
past & months and with your consultant's risk
analysis report. It is apparent te us that
the current commerceizl operation date of
September 1980 has a very low probability of
being achieved.

The current costs of the three net-billed
projects have a very subkstantial impact on
our projected rate increase in 1979, Delays
in the presently scheduled commercial opera-
tion dates and increased project costs will
have a significant impact to BPA's rescurce
planning apd future rate studies.

{SEC Exh. 232.)
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FProject No., 2 and sufficient data were not available, A larger
industry comparison base, however, was used for the industry
comparison. That risk analysis showed a 20% chance of meeting
the schedule on Project No. 1, a 0% chance on Project NHo. 2, and
a.ﬁ% chance on Project No. 3. 28/

The person who performed the risk analyses for the
consulting firm was subsequently hired as an employee by the
Supply System to perform additiconal analyses and to develop
additional industry statistics to be used in risk analyses. 23/
Since the risk analysis process was newly developed for the
Supply System budgets and schedules, however, it was not
initially made a formal part of the budget precess. The Supply
System continued its "tight but attainable" philosophy even
though, as recognized by the Supply System official in charge of
the projects, that appreach produced budgets and schedules that
had less than a 50% chance, in risk analysis terms, of being

achieved. 30/

28/ Holmes & Narver, Inc., Risk Analysis of the Schedules of
Hanford #1, #2, and #3 Nuclear Projects, and the
Development of a Bagic Industry Medel (Jan. 1978). (SEC
Exh. 214.)

29/ In addition to the risk analyses in December 1977 on
Project No. 2 and in January 1378 on Projects Nos. 1, 2, and
3, risk analyses on Projects Nos. 1, 2 and 3 were done in
January 1979 and in Junhe 1979, and a risk analysis on
Projects Nos. 1, 2, 3, 4, and 5 was done in June 19580.

30/ Frank D. McElwee SEC tr. at 71 (Apr. 2, 1985). The
conflict between the appropriate probability level for
manhagement target goals in contrast to the appropriate
prokability level for planning financing needs was
reflected in the first rigk analysig, which expressly

{econtinued. ..}
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Management practices with respect to the budgets occasion-
ally resulted in conflicts between the Supply System wanagenment
and the group of consultants that participated in drafting the
official statements. The drafting group consisted of the Supply
3ystem's Financial Advisor, Special Counsel, Bond Counsel,
Consulting Engineer, and, on Projects Nos. 1, 2, and 3 bond
sales, the BPA. 31/ On one cccasion, involving a Project Ho. 3
cffering in September 1978, infeormation about an event that would
likely cause an addition to costs hecame known to a member of the
drafting group. At a drafting session in August 1978 on the
official statement for the pending bond offering, the Supply
System official in charge of the prejects stated that the next.
budget would "hold the line" on the current budget and would
probably show conly small increases. 32/ The Financial Advisor,
howaver, dquesticned the official about the effect on the budget
of the fact that the pouring of concrete for the project was to

start three months later than the date in the existing schedule:

30/¢...continued} .
stated that a 20% probability would bhe appropriate for a
target budget while an B0% probability would be appropriate
for a financing budget. Holmes & Warver, Inc. Risk Analysis
of the Estimate and Schedule of Hanford #2 Nuclear Project
3% (Dec. 1977). (SEC Exh. 213.)

31/ For identification of the portions involved, see Part I C,
supra.
32/ Memorandum from H. Spigal to H. Durocher 1 (Sept. 7,

1978} (memorandum from BPA employee assigned to represent
the BPA in the official statement preparation to his
supervisor). (SEC Exh. 233.)
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Don Patterson [the Financial Advisor] asked
why the siippage of 3 months for the WNP Ho.
3 concrete pour would not affect the new
vear's budget. McElwee [the Supply Systemn
official in charge of all the projects] said
that the slippage must be analyzed in connec-
tion with the overall schedule. In addition,
a 3-menth slippage was not a question of dis-
closure, but a matter of managenent
philosophy. McElwee stated that he did not
want to slip the overall WHP Fo. 3 schedule
and create a "self fulfilling prophecy." In
response to Patterscon's further guestions
Tegarding slippage of No. 3 and the impact an
budgets for both WHP Nes. 3 and 5, McElwee
stated that he waz not saying there would be
ne schedule slippage, but that he did not
want to take the slippage at this time. 33/

23 the draftiné of the ocfficial statement proceeded to its
final stages in early September, the disagreement over the issue
of whether the slippage on Project No. 3 should be disclosed
continued. The Supply System was of the opinion that the
slippage could be made up, although that weould require a rate of
progress greatly above the rate achieved to that time. 34/ The
dehate revolved around the conflict between management!=s deszsire
for tight budgets and schedules to maintain centrol over
contractors and BPA's interest in having more inelusive budgets
and schedules for planning purposes. As noted by the BPA
employee who supervised BPA's budget oversight and negotiated

with the Supply System on this point:

33/ Id. at 1 (emphasis in origimnal). See also Winston Peterscon
SEC tr. at 87-%1 (Sept. 17, 1985) (testimony of consulting
enginear) .

34/ 1In his testimony McElwee did not recall the events of this
incident but expressed the wview that the estimates could
not be made more accurately than three months in any event,
Frank McElwee SEC tr. at 57=-62 (Apr. 2, '1985).



On august 30 I met with Neil Strand [Supply
System Managing Directer], Frank McElwee
[Head of all the projects] and Jim Perkc
[chief financial officer) to try to resolve
our differences,

It is apparent that WPPS3 and BPA have
conflicting management philosophies with
respect to the need and type of information
that should be disclosed. Their [i.e., the
Supply System's] view is to put off or
postpone as long as possible acknowledgment
of delays, because in their view it would
have a counter productive impact on their
mznagement of the projects. They feel time
constraints on the architect/engineer, the
construction contractors, and thelr own
staff is necessary throughout the duration
of the project. That ultinmately, even

- though there may be achedule extensicns, the
benefit of the time pressure will produce a
lower bottem line cost.

I mentioned te Strand that that phileosophy

conflicts with our needs from a resource and

financial planning standpoint as well as full

disclosure to the investeors. They acknow-

ledge this difference in wviews but did not

have any suggestion as toc how we might

resclve it. 36/
Ultimately the BPA prevailed and the official statement was
changed to disclose the slippage preblem and its possible impact
on the schedules and cost estimates in menths and dellars.

The difficulties in getting adeqguate disclosure in the

efficial statements caused the principal BPA representative in
the drafting group to comment to his superviscr on the deteri-

crating participation of certain members of the drafting group

45/ Memorandum from Thomas Wagenhoffer to Files 1 (Sept. 7,
1978) (memcrandum from BPA Assistant to the Administrator,
Thermal Projects, with copies to the Administrator and
other BPA staff members) (SEC Exh. 58&). SZSee alsoc Thomas
Wagenhoffer SEC tr. at 27-31 (Hov. 8, 1985); Kemorandun
from H. Spigal to H. Durocher (Sept. 8, 1978) (SEC Exh. 585).
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in seeing to disclosure. 36/ A BPA representative was not

356/ Memorandum from H. Spigal to M. Durccher 4-5 (Sept. 8,
1978) (memorancdum from BPA representative on the Projects
Nes, 1, 2, and 2 drafting group to supervisor):

I believe that the process for drafting cfficial
statements haz changed significantly during the 2
years I have been involwvead.

Previcusly, all members of the financing
group took an active role in ferreting out
the information nacessary to make full dis-
closure. WPPSS personnel who reported to
the financing group regarding project con-
struction, although not eager to pass on
information unfavorahle to WPPSS, did not
systematically avoid revealing such facts.
Through the financing group's guestion and
answer process, the facts regarding project
construction, completicn dates, and costs
were determined and disclosed in the
official statements,

Recent experience at financing meetings is that
WEP55's bond counsel [Brendan O'Brien of Wood
Dawson] is present, but says very little.
Retained counsel [Bert Metzger, Jr. of Houghton
Cluck] principally limits his participation to
discussions of legal issues, disclosure regarding
litigation, and similar matters, and aveids
participating in discussions of the discleosure to
be made akbout project construction schedules,
budgets or related problems. Bert Metzger has
advised me that he views his role as that of a
lawyer whose cobligation te provide legal advice
does not extend to recommending what should be
disclosed regarding project construction,
schedules, or completion dates.

WPPSS5's consulting engineer [Winston
Peterson of R.W. Beck] has a clearer
obligation te dig ocut the facts which should
be disclosed and assure that they are
appropriately disclosed. Winn Peterson is
obviously uncomfortable with the level of
disclosure which WPPSS's management seeks to
make, and is clearly concerned about his
liability for failure to make full
disclosure. Howevar, he seems reluctant to
{continued...)
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present in the drafting sessions for the official statements for
the Projects Nos. 4 and 5 bond sales! only the other
representatives of the drafting group participated with the
Supply System in drafting those official statements.

A public event that indicated that budget information in
the official statement was inaccurate subseguently caused
members of the drafting group to express to the Supply System
concern about access to budget information. In early 1979,
shortly after a preliminary official statement had been
published, a news report described an adverse budget development
that the drafting group had not been informed of during the
cfficial statement drafting process. Although the incident
apparently involved a misinterpretation by the media, it prompted
a conference call from some of the members of the drafting group
to the managing director of the Supply System to express concern

about the flow of information on budget matters:

a6/ (...continued)
press WPPSS regarding disclosure matters. In
addition, he has advised me that his only
real access to information regarding project
construction, budgets, and schedules is
threugh Jim Perke, the Assistant Director for
Finance. I believe that Jim Perko's access
to information is limited, at best.

Only the Supply System's financial advisor
[Donald Patterson of Blyth, Eastman Dillon)
now takes an active and aggressive role in
seeking disclosure of relevant information.
Don Patterson has stated that he is
concerned about WPES5' long-term credibility
in the financing marketplace.

(SEC Exh. 585.)
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He [Donald Patterson, the Financial
Advisor]) stated that the matter [of accezs to
cost and schedule information] had recently
cone to head [sic] with respect to financing
for the No. 2 Project when information con-
cerning serious problems with certain of the
construction contracts for Projects 1 and 4
was not disclosed to the financial consult-
ants but was made public after the sale and
prior to the closing, where the information
was of a nature which indicated that it had
been knownh to project staff at the time the
afficial statements were prepared. Mr.
Patterson, Peterson, O'Brien and Metzger all
stated they had serious concerns with the
completeness and adeguateness of the
information flow from preoject staff to the
financing group and indicated that serious
action was called for on the part of
management to correct the situation or major
damage could be done to the credibility of
the Supply System in its financing program
with conseguent serious damage to the
financing program itself. 37/

Subsequently, the Supply System's budgef review group was moved

from the staff of the project manager to the staff of the chief

financial officer, who was involved in the preparation of the

official statement. 38/

37/

Memcrandum from BIM to WPPSS Finance Correspondence File
(&pr. 2, 197%) (memorandum of Bert L. Metzger, Jr. on March
30, 197% conference call from drafting group to Heil Strand
and James Perko) (SEC Exh, 6036); see also Winston Peterson
SEC Tr. at 452-56 (Sept, 19, 1985). The author of the
memorandum, Bert L. Metzger, Jr., testified that, prior to
placing the telephone call, it was learned that the news
report apparently misinterpreted statements by Supply Systenm
personnel. The call was nonetheless made to address
increasing problems in getting the project personnel to
provide information in light of their preoccupation with
project demands., Bert L. Metzger, Jr. SEC tr. at 1964-69
{Nov. &, 1988&%,

James Perko MDL tr. at 298-301 (June 4, 1985); Bert L.

Matzger, Jr. SEC tr. at 1958-69 (Nov., 6, 1986). Alsc,
Winston Peterson of R.W. Beck, the consulting engineer,
{continued...}
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In the beginning of 1979, the Supply System publicly
announced scheduvule extensions for all five projects. 35/ It
appears that Supply System management had initially sought to
ninimize disclosure of the extensions by recognizing only a
portion of the extensions at that time and disclosing the rest
at a later date. 40/ Ultimately the schedule extensions that

were announced were within the general range of a 50% probability

38/ (...continued)
became more invelved in the Supply System budget matters.
Winston Peterson MDL tr. at 1722 (Oct. 17, 1985); Bert L.
Metzger Jr. SEC tr. at 1969 (Mov. 6, 1986).

32/ The completion dates were extended 12 months for Project
Na. 1; 8 months for Project No. 2; 11 months for Project
No. 2; 12 months for Project No. 4; and 11 months for
Project Ho. 5. Washington Public Power Supply System 1980
Project Construction Budgets.

49/ Memorandum from T.V. Wagenhoffer to R. Foleen 2 {Dec. 22,
1972) {memorandum from BPA Assistant to the Administrator
and head of the BPA's oversight team to BPA Deputy
Administrator):

McElwee [The Supply System official in
charge of all the projects] plans to present
the Helmes & Narver analysis to the
Executive Committee on December 29. He
hopes to receive some direction from the
Executive Committee on how to address the
disclosure of the delays. He mentioned that
the staff will be preparing a bond statement
for WNP-44&5 during the week of January 2, and
that the disclosure of the delays will have
to be addressed at that time. He suggested
that the Holmes & Narver 10 tao 20 percent
rreobability schedule delays be used. This
would acknowledge about 50 parcent of the
delays estimated by both Holmes & Narver and
the WFPPSS staff. He then propesed that the
remaining delay and cost be inciuded in the
Fiscal 1980 budget which is due in June
1979,

[SEC Exh. 218.)
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of achievement, as reflected in the risk analysig performed at
that time. Some budget increases were alsd recognized as a
direct consequence of the schedule éxtensicns. 4i/ The fiscal
year 1980 budget, prepared in the Spring of 1579 and effective
Jﬁly 1, 1979, was based on the schedule révisions &f January
1879, The new cost calculations, however, resulted in higher
budget figures than those recognized in January. 42/ 1t appears
that, again, Supply System management initially intended to use
budget figures that, under a risk analysis, had less thah a 50%
probability of achievement, but was induced by thé BEA to
increase the budgets to a 50% probability. 43/

The fiscal year 1980 budgets were qiiickly shown to be

inadequate. During the halance of 1979 thiough early 1980,

41/ The total financing cost increased from approximately 58.7
billion to $10.2 billion for all five projectz and from 54
billion to $4.6 billion for Projects Nos. 4 and 5.

42/ The teotal financing costs fof all five projects increased
to approximately $11.5 billioén and to $5.2 billion for
Projects Hos. 4 and 5.

43/ Letter from S. Munro to N. Strand 2 (June 12, 1972) (letter
from BPA Administrator to Supply System Managing Director):

During a hudget review meeting on May 23,
my staff was informed that the budgeét
estimates were based upon a 30 percent or
less probability level and the project

! schedules were based upon a 50 percent
probability. At the time, we guestioned
the appropriateness of having both the budget
and schedule based upon different probability
levels. It is my understanding that =211 costs
and schedules now have been revised and are
based on a 50 percent probability.

(SEC Exh. €00); see_alsgo Thomas Waggenhoffer SEC tr. at 30-
33 (Nov. 8, 1985).
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likely increases in costs and likely schedule extensions were
identified within the Supply System. 44/ Ceontinuing budget and
schedule problems were taking on critical importance to Projects
Noz. 4 and % because the increasing budgets were becoming a
concern to the finmancial community. 45/

¢. Fiscal Year 1%8]1 Budget _

The fiscal year 1981 budget, to become effective on July 1,
1530, was prepared in the first half of 19280. For this budget
cycle, there was a change in the risk analysis. Up to this time
the risk analyses had been based largely on analysis of
statistical information. The risk analysis for the fiscal year
1981 budget alse invelved, for the first time, an intensive
effort to obtain evaluations of the reliability of the cost

estimates in meetings with the project personnel who created the

44/ Eee, e.g., Supply System Budget Review Meeting Minutes.

45/ For example, the Moody's rating service report on the
August 1979 sale of Projects Nos. 4 and 5 bonds noted in the
introductory opinion section of that report, for the first
time: :

Causes for concern, however, continue
to be the higher construction estimates with
the resultant impact on additional financing
and ultimate higher costs to the
participants. Supply System's ability to
maintain construction schedules and to
contain future cost increases become more
gignificant factors for subsegquent
evaluations of this enterprise,

Moody's Investor Services, Inc., Municipal Credit Report -
Washington Public_Power Supply Svystem-Nuclear Projects Nos.
4_and 5 at 1 (Aug., 22, 1979). (SEC Exh. £323.)
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estinates. 46/ The fiscal year 1581 risk analysis involved, in
essence, having the persons who had produced the budgets revisit
them to assess the likelihood of meeting the budgets. 47/ This
risk analysis indicated only a low probability that. the budgets

would be mat. 48/ The Supply System management reviewed the risk

46/ Jeremy Maidment SEC tr. at 105-08 (Aug. 21, 1984). Wash-
ingten Public Supply System, Risk Analysis of WPPSS8 Nuclear
Projects 1, 2, 2, 4, and &, at 4 (June 1580):

Since it [the risk analysis on the previous
budget)] was the first time that this tech-
nicque [risk analysis] had been used in the
Supply System [formal budgets], it was only
conducted with senior management at a very
limited overview level. It helped to high-
light the fact that the base 1980 budgets
wore significantly underestimated but not to
the extent that has now become apparent with
more detailed analysis.

This year the members of the Financial
Management Controls Division who are
responsible for this analysis were present
at all project budget reviaws =0 as to build
up a background on which to base the final
profiles. These profiles were ultimately
developed at some 80 hours of gpen sessions.
The participants invelved were the estimaters
and engineers directly responsible for the
base figures, senior project and staff
management, A-E personnel, BPA reprecenta-
tives, and the staff members conducting the
analysis. The profiles finally arrived at
coenstitute a technical consensus of all
participants involved,

{SEC Exh. 216(a).)

Also, the risk analysis covered all five projects for the
first time. '

Jeremy Maidment SEC tr. at 105-08 (Aug. 21, 1984}.

B B

Washington Public Power Supply System, Rigk Anhalysis of
WFPS5E8 Nuclear Projects 1, 2, 3, 4, and 5, charts 7-12 {(June
1980) . ([SEC Exh. 2l6({a).}
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analysis results and decided to add a small additional amount to
the budget contingency category so that the budgets would have an
overall probability of approximately 20%. 43/ The total budget
at this level of probability was $15.92 billion for the five
projects. 50/ To get the budget to the 50% probability level
would have regquired the additicon of a total of approximately

1.5 billion to the budgets for the five projects. 51/

The Supply System management stated that the risk analysis
was only a toocl te help evaluate the budgets and, in light of
the budget increases and the substantial contingency allowance
already in the hudget, it decided that further increases to the

cantingency allowance to bring the budgets to 50% on the risk

James Perkeo SEC tr. at 345-47 (Oct. 18, 1985).

49/

50/ Even at the relatively low probability level of 20%, the
budgets showed sharp increases. The teotal financing
requirements for all five projects increased from
approximately $11.7 billion to $15.9 billion. The budget
was accompanied by schedule extensions of 18 months for
Project No, 1, 16 months for Project No. 2, 18 menths for
Projects No. 1, and 12 meonths for Projects Neos. 4 and 5.
The completion date extensions for Projects Hos. 4 and 5
were less than for their twin plants, Projects 1 and 2,
because the Supply System decided to reduce the projected
separation time between the two projects from 18 months to
12 menths. The completion date changes had been adopted in
April 1%B0 in conpection with the initial stages of the
budget preparation process. Washington Public Power Supply
System, 1981 Project Construction Budgets.

The budgets, morecover, expressly did pot inglude anmcunts
for several major developments, including an ongoing strike
that had shut down construction at Projects Nos. 1, 2, and
4, the impact of a crane collapse that had interrupted work
on Projects Nos. 32 and 5, and several other matters.
Minutes of Board of Directors Meeting 5 (July 25, 1980).

1/ Risk Analysis (June 19380), supra, Chart 12 (SEC Ex.
216(a)); James Perko SEC tr. at 345-347 (oct. 1B, 1985).
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analysis was not warranted. 52/ The budget decided upan hy
management at the 20% probability level waz consistent with
management's "tight but attainable"™ budget philosophy. 53/

Scme wWere concerned by the use of a lower than 50% risk
analysis probability for the fiscal year 1981 budget. The person
Yepresenting the City of Seattle on the Board of Directors
expressed this concern when the Board was voting on the budgetis
for all the projects, and he abstained from the vote on approving
the budgets as estimates of costs to complete the projects. 54/
The BPA was also concerned about using a contingency allowance
that was less than the 50% risk analysis amcunt. It informed the
Supply System that it would use project costs on Prajects Nes. 1,

2, and 3 corresponding to 50% probability for its rate calcula-

52/ James Perko SEC tr. at 345-347 {(Qct. 18, 1925} : Lindy
Sandlin SEC tr. at 41-42 fAaug. 21, 19B85). :

53/ Frank McElwee SEC tr. at 86 (Apr. 2, 1985).

54/ Minutes of the Board of Directors Meeting 8-9 (July 25,

1980). See also memorandum from Dean Sunguist te Joe
Recchi Re WPPSS Budget Review Meetings July 1 and 2, 1980
at 5 (July 8, 1980) (Seattle City Light internal memorapndum
regarding July 1 and 2, 1980 Supply System budget review
‘meeting)

I personally have a problem with accepting a
budget which has only a one in five prob-

ability of achievement. However the WFPPSS

staff presents various and asundry [sic]

reasons for this appreoach. Jim Perke always
cautions against negative impacts, on the

‘bond ‘market, which inflated budgets could produce.
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tions. 55/ The BPA also noted that, because of the potential
understatement of the budgets, uncertainties caused by the
aongoing strikes, and other matters that had not been included in
the budget, a mid-year review of the budget probably would be
necessary. 56/

The official statement for the first bond cffering after
the fiscal year 1981 budget figures were available, a projects
Nos. 4 and 5 offering, did not disclose that the risk analysis

indicated a low probability that the budgets would ke achieved

55/ Letter from 5. Munro to N. Strand 2 (July 23, 1980} (3EC
Exh. 575.) (letter from BPA Administrator to Supply System
Managing Directaor): :

An area of serious concern to us is the

change of assumpticns on the use of the risk

analysis for this year's budget. You have

chosen to include amounts in Potential

Exposure which reduce the probability of

achievement to a range of 10 to 25 percent

rather than the midrange 50 percent prob-

ability used last year. Because of this,

your 1981 budget representing costs to

completion has a high probability of being

understated. We believe it to be more

realistic to use project costs for our rate

studies which are based on the 50 percent

prokability and are higher by an aggregate

of $715 millien than your budgeted project

costs for WNP-1, 2, and 70 percent of WHNP-3.

58/ Id. at 3:

To summarize our position on the 1981

Updated Construction Budgets, we have listed
a number of concerns which we believe are
significant . . . . It is also our belief
that because of the many uncertainties and
the potential understatement of project
costs, it is likely a mid year review will be
necessary.



for those projects. 57/ Disclosure of the low probability of
the budgets was not made until the next offering, in August,
1580. That offering was a Project No. 1 offering, in which BFA
was involved. The BPA wanted disclosure of the risk analysis
probability and a brief text reference then was made to the low

probability of the budgets. 58/

57/ Official Statement for $180,000,000 Washingten Public Power
Supply System Generating Facilities Revenue Bonds, Series
1880B (Nuclear Projects Mos. 4 and §) {July 15, 1980) (using
the fiscal year 1981 budget figures, which were expected to
be adopted formally by the Board of Directors shortly).

58/ James Perko SEC tr. at 163-84 (Oct., 18, 1985). The
reference in the official statement was:

After eztimates of the construction costs
have been prepared by the constructien
engineer angd Supply System staff responsible
for estimating costs of a specific project,
such costs are independently assessed by the
Supply System's finance starff. As part of
such independent assessment the Supply System
applies risk analysis technigues to the
construction engineers' and Supply System
staff's estimates to determine the
probability of constructing the projects
within these estimates. To the extent

deemed necessary, the Supply System
established additicnal owners! contingencies
to enhance this probability in preparing the
1981 preject construction budgets. The
Supply System increased the cost estimates so
as to bring the probability to approximately
25%. In considering the methodolegy utilized
in the risk analysis for the 1981 project
construction budgets, the Supply Systen
considers the use of a 25% probability

factor to be appropriate.

Official Statement for %$210,000,000 Washington Public
Power Supply Systenm Generating Facilities Revenue Bonds
Series 1980A (NHuclear Project Ho. 1) 13-14 {Aug. 5, 18B0).
This statement was then included in the next Projects Nos.
4 and 5 official statement for a September 1980 bond sale.
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d. The November 1980 Fstimates

In early August 1980, Robert L. Ferguson ("Ferguson"}, the
new Managing Director for the Supply System, arrived at the
Supply System. 59/ At the time of Ferguson's arrival ongoing
strikes had shut down work on three of the projects, and a crane
accident had disrupted work on the two other projects.

An indication of possible budget and finance problems was
provided to him even before he arrived. After he had been
selected as the Managing Director in June, 1980, Ferguson
requested that senior officials at the Supply System prepare
short summaries of the major issues in the areas under their
contreol for his review. The single sheet summary prepared for
Ferguson by James PerKo, the chief financlal officer of the
Supply System and the supervisor of the budget review officials,
set forth a table of the Supply System's financing needs based on
the fiscal year 1981 estimates that had just been made and noted:

This [financing] program [hased on the
fiscal year 1981 budget] represents the
largest municipal financing program in the
United States. The current status of
project progress would conclude that
additional slippages and cost increases will

cccur, increasing the above regquirements
perhaps as much as 25-40%. &0/

59/ HNeil Strand, the preceding Managing Director, had resigned
in February 1979, but rewained until a new Managing
Director had been selected.

60/ Mewarandum entitled Major Issues and Concerns (SEC Exh.
E6E). See also James Perkec SEC tr. at 336-44 (ockt. 18,
1%85). Ferguson testified that he received summaries
before he arrived pursuant to his reguest and probably read
this summary but he could not specifically recall having
read 1t. Ferguson SEC tr. at 206-53 (June 27, 1985).
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After Ferguson arrived at the Supply System he received a
briefing con the budget by James Perko and his staff on August
26, 1980. In the briefing, Perko informed Ferguson of the 20%
probability of the fiscal year 1981 budget as reflected in the
risk analysis. $1/ The concept of a mid-year review, requested
by the BPA, was also presented. 62/ Ferguscn had already been
advised in an introductory meeting with the BPA that it desired
a budget update. 63/

Oon October 13, 1980, Ferguson was more fully briefed on the
1981 budget. The briefing was conducted by Perko and two other
top budget officials. Again the risk analysis and the use of a

20% probability factor for the 1981 budget were discussed. 64/

£1/ Presentation to Robert L. Ferguson Managing Directer {Aug.
26, 1980). (SEC Exh. 487.)

62/ Id.; James Perko SEC tr. at 386, 388-92 {(Oct. 18, 1985).
The written Presentation outlined a "Streamline Review
Effort" concentrating on major variables from the 1981
budget and on conducting a risk analysis.

Robert L. Ferguson SEC tr. at 15-26 {June 26, 1985).

£ B

Presentation to: Robert L. Ferguscon, Managing Director 1981
Budget Preparation (October 13, 1980} 31-36 (SEC Exh. 493):
Lindy Sandlin SEC tr. at 60-63 (Aug. 21, 1985). The staff
was under the inpression that Ferguson understood and
basically agreed with the use of risk analyﬁls in general
but desired a more detailed briefing on its use at the
Supply System. HNotes by J. Read entitled ARction Items,
October 13, 1980 Meeting with R.L. Fergusomn:

R.L. Ferguson understands methodology of risk
analysis; has used the general approach and
basically agrees. He believes our problem is
in the manner of presentation. A more
detailed briefing on risk analysis might be
helpful.
{continued. ..}
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Satisfying the BPFA's concerna about the low probability factor of
the 1921 budget without upsetting the financial community was
2lso addressed. &5/

During the first few days of Hovember 1980, the strike at
Projects Nos, 1, 2, and 4 ended. 868/ The Supply System
understoocd that the scheduled distribution of an cffiéial
statement in late Movember for a Projects Nos. 4 and 6§ offering
required disclosure ahbout the current status of the budget. On
November 5, 1880, Ferguson met with senior =staff personnel. The
meeting focused on the budget and whether a new budget that
Ferguson could endorse as his first budget could be produced at
this time. 67/ The issue of a budget update as requested by the

BPA also heeded to be addressed, particularly in light of the

64/(...continued)
(SEC Exh. 502.)

Lindy Sandlin SEC tr. at 66-67 {aAug. 21, 1985}. Ferguson
testified that based on his prior negative experience with
risk analysis he was never interested in risk analysis as it
applied to the Supply System budgets. Robert Ferguson SEC
tr. at 19, &3 (June 26, 1%85).

&5/ Action Items, supra, (SEC Exh, 502):

Develop the various scenarios [sic] that
would satisfy BPA's concerns without
upsetting the financial community until we
get 2 handle en the budget. Get all tha
humbers down considering prior budget
omissions, new items/impacts {labor problem)
and additional contingency.

66/ Jerome Read SEC tr. at 365-88 (Feb. 8, 1985); Robert
Ferguson SEC tr. at 50 (June 26, 1985},

67/ James Perko SEC tr. at 413-14 {Oct. 18, 1985).
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BPA's use of 50% risk analysis probability in ita rate
calculations.

Budget personnel had compiled figures reflecting the budget
impact of certain specific items, including the just-ended
strike, recent contract trepds, the amount needed to raise the
risk analysis probability to 50% in the fiscal year 1981 budget,
and certain other developments. These figures showed a "total
projected increase" for the costs to complete all five projects
of almost $3 billion over the fiscal year 1981 budget.

Roughly half the increase was to raise the 1581 budget to a 50%
probability, &8/ The projection was discussed during the
November 5, 1980 meeting between Ferguson and the senior

staff. 63/ OCne issue considered in the meeting was whether to
recognize the $3 bhillion budget increass or to split the increase
and publicly acknowledge part then and part later. 70/
Inmediately after the meeting, a key aide to the chief finance
offlicer in the bond offering process, who had attended the

meeting, prepared an analysis of budget disclosure options for

&8/ Chart entitled Update of Jupe 1980 Risk Analysis (Nov. 5,
1980) {BEC Ex, 229{a}); Jerome Read SEC tr. at 379-88 (Feb,.
8, 1985): Lindy Sandlin 3EC tr. at 78-83 f(Aug. 21, 1985).

&9/ James Perko SEC tr. at 415-16, 420 (Ockt. 18, 1985).
70/ James Perkoe SEC tr. at 415-16 {(Qct. 18, 198%8):

There were som& things said in that meeting
that, at the particular time, I did not --
that went against what I helieved in terms
of disclosure, especially people saying,
"Hey, if it's a $2 billion increase, we'll
take a killion and a half now and a billion
and a half in six months."



the chief finance officer‘'s consideration. 71/ The analysis
reviewed the options on discleosing the %3 billien figure,
including the advantages and disadvantages of splitting the
disclesure and the harm to the financing program that disclosure

of the full amount could cause. 72/ The chief financial officer

71/ Handwritten notes entitled 1982 Budget Strategy ["Notes"j]
{5EC Exh. 494); Stephen Buck SEC tr. 448-4% (Qct. 10, 1985);
James Perkc SEC tr. at 424-429 {(Qct. 18, 1985).

72/ MHNotes, supra, (SEC Exh. 4%4). The notes read in part:

1982 BUODGET STRATEGY

31 BILLION COET INCREASE

"NOW MEANS HOVEMBER 1% or 20" [the date
of the scheduled rating agenecy and
financial commanity meetings on the
upcoming Projects Hos. 4 and 5 bond
sale]

WHY STEP FUNCTION THE COST INCREASES VERSUS ALL NOW?

* * * %

’ PERCEPTION THAT FINANCIAL MARKETS
WILL IMPROVE IN EARLY 1281 FROM
THE CURRENT LEVELS - BREAK NEWS IN
BETTER MARKETS

; POSTIURE OF RATING AGENCIES, ESPECIALLY
S&P RELATIVE TC COST INCREASES - THREAT
OF DOWNGRADING # 4/5 BONDS

x * % %

® IF WE ARE DNWNGRADED -« WILL WE
LOSE MARKET ACCESS BECARUSE WE
DON'T YET HAVE: (1) HEGOTIATICH OR
{2} BALANCED FIHANCING PROGRAM?
[two changes to financing meatheds
awaiting approval]

° IF WE HAVE {1} AND (2) ABOVE, AND
fecontinued...)
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was troubled about splitting disclosure. He felt that the senior
management, many of whom were unfamiliar with investor financing,
did not understand their disclosure obligations. After the
Hovember 5, 1920 meeting, he met with Ferguscon and told nhim that
if the budget increase was going to be §3 billion, the full

amount must be disclosed. 73/ Ferquscon then instructed the

72/(...continued)
WE ARE DOWHGERADED, PERHAPS WE
WOULD STILL HAVE MARKET ACCESS!

i IF NO MABKET ACCESS (EVEN FOR A&
SHORT FERIOD OF TIME) MAY BE
FORCED TO CURTAIL, SUSPEND OR
TERMINATE ONE OR MCRE PROJECTS DUE
TO LACK OF CASH!

* ok ok
HAZARD TO THIS WHOLE POSTURE:

i TREASURY ARGUES FOR "TOTAL
DISCLOSURE", “CREDIBILITY IN
MARKETPLACE", "FREE FLOW OF
IWFORMATIONY AND YET THEN
COHNSEIDERS NOT TELLING THE WHCLE
STORY NOW FOR "MARKETTING
CONEIDERATIONS".

' COULD BE PERCEIVED AS THOUGH
TREASURY IS PROPOSING TO BREAY ITS
OWN "CARDINAL RULES"!

i3/ James Perke SEC tr. 416 (Qct., 18, 1985):

I toid Mr. Ferguson that what the -- vou
know, if he knew the budget was going to be
$3 billion, he had te announce that, now,
That was the ~- simply the disclosure rules
that he had to follow, that the important
thing was that it had to be right. . . and
in conformance with the rules that we were
operating under.



Supply System staff to make an all-out effort to quickly review
the entire budget. 74/

The senior budget officials to whom the task was assigned
understocd that their charge was to develop the best current
assessment of the budget that could ke devaleoped in the sheort
period of time available. 75/ The head of budget reviews used a
budget estimate method that utilized risk analysis. 76/ The
headquarters budget personnel met with senjor management at each
project site during the week of November 9, 1980. Changes in
majer budget items were identified with project perscnnel at the

sites and were evaluated by asking the preoject personnel to give

74,/ TId. at 41&-17:

After some discussion aleng those lines, he
did commit to do it right, quote, right.

And he, at that time -~ I don't know whether
it wa= at that meeting or in the next day or
two, he got the staff together, again, said,
"I'm going to cause to have happen in the
next weak an extensive review,"” and he really
put a burden on Mr. Sandlin and his program
directors te go out and cenduct a most
thorough analysis that they possikbly could
and work in 20 heours a day for six or seven
days, straight.

75/ Lindy Sandlin SEC tr. at 83, 86 (Aug. 21, 19%85). Jerome
Read SEC tr. at 3%5, 398 (Febh. 8, 1985):

To the best of ny reccllecticn the overall
purpose would have been for the senior

people involved in the activities of the
projects to review schedule and cost status,
and provide to Mr. Ferguson all facts as they
saw them, given the shortness of time, and to
come back with, you know, appropriate
supporting information regarding the
schedules and the estimates. {(at 395)

74/ Lindy Sandlin SEC tr. at 83, 86 (Aug. 21, 198EF).

R



their assessments of the probabilities of the costs. 77/ The on-

site personnel were told that the goal of the process was to

produce the bpest estimates possible for public disclosure. 78/

Senior officials for each of the projects met that weekend to

review the results. 79/

i/

Jerome Read SEC tr. at 389-%1, 438-39 (Feb, 8, 1985);
Project Schedules/Estimate Evaluaticn (Nov. 10, 1980)
{(Jercme Read cutline of procedures to be used.) (5EC Exhs.
503, 504): Lindy Sandlin SEC tr. at 86-B8 {Aug. 21, 1985);
Jeremy Maidment SEC tr. at 17-24, 30-33 (Sept. 12, 1985).

Memorandum by B. J, Casey 1 (Nov. 13, 1980) (memorandum by
a senhior afficial for Ebasco Services, Inc., the firm
managing censtruction on Projects Hos. 2 and 5):

On November 11, 1580, a meeting was held to
raview the WNP-3/5 Project Budget. Ebasco
was advised to participate in the meeting by
the attached memorandum. The meeting was
attended by F.D. McElwee, L.S. Sandlin, J.P.
Maidment and W.A. Yatch from the Supply
System's Richland Office. In addition, there
ware varicus attenders from the Supply
System’s and Ebasco's Site 0Office staffs.

Mr. McElwes [Supply System manager of
Projects Nos. 3 and 5 at that time]} set the
fone for the meeting. He stated that Hr.
Ferguson would be meeting with Meodys and
Standard and Poors [rating agencies) next
Tuesday in New York. The objective was, to
start today and complete by Sunday evening a
review of all five project estimates, to
enable Mr. Ferguson to have the best
possible estimates for his meetings with the
bond rating pepople.

(S5EC Exh. 91). Bernard Casey SEC tr. at 70-75 (July 18,
1984) .

7%/ Jerome Read SEC tr. at 441, 442-50 (Feb. 8, 1985); cost

summary documents cowpiling the budget and schedule results
{S5EC Exhs. 514, 518 and 516); Lindy Sandlin SEC tr. at %2-9%
fAug. 21, 1885).



This preocess produced a budget estimate of $20.440 billion
for all five projects, an increase of $4.491 billion over the
$15.949 billion fiscal year 1981 budget. 80/ Schedule slippages
were estimated at 15 months for Project No. 4 and 6 months for

Project No. 5, 81/

B0/ Compilation of results, 1 (S5EC Ex. 520):

PREQJECT COST SUMMARY
{§ in Millions)

1981 11780

Budget Estimate variance
HHE-1 2,738 3,58% 853
WHE-2 2,467 3,062 S5
WHNE-3 1,130 3,882 752
WNP-4 3,614 4,932 1,318
WHDP-5 4,002 4 975 973
Total 15,5449 20,440 4,451

Jerome Read SEC tr. at 456-57 (Feb. 8, 1985},

81/ Coompilation of results, 2 (SEC Exh. 520):

SCHEDULE:
C.0. [commercial
gperation] Date Mont Slippago
WNP-1 6/86 12
WNP-2 1/84 14
WNP-2 9/86 3
WHNEP-4 9/87 15
WNE-5 12/87 &

Jerome Read SEC tr. at 456-57 (Feb. 8, 1%85).

Bechtel Power Corporation, which Ferguson hired to assist
him in evaluating the projects and which then becama
responsible for some of the projects, participated in the
review sessions and prepared its own schedule evaluations
{continued. ..]
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The results of the update were presented at a Sunday
heeting at the Supply Svystem headguarters on November 16, 14980.
The meeting was attended by the senior Supply System officials
and architect-engineers for each of the projects, Supply Systen
budget and finance personnel, persennel from a recently retained
construction management firm, a representative from R.W. Béck
{the consulting engineer), and a representative from the BFA, 82/
The data from the update process were presented by the budget
cofficials. 83/ An estimate similar to that discussed in the
ﬁovemher 5, 1980 meeting, described above, was also
presented. 84/

The project officials and others commented on the results

of the $20.4 bkillion update estimate donle over the preceding

week, and the person who formulated the risk analysis was called

Bl/(...continued)
based on their experiences on other nuclear power plant
projects. Frank Waterhouse SEC tr. at 113-41; Jerome Read
S5EC tr. at 393, 1%4, 425-33 (Feb. 8, 19B85); Jerome Head
notes, page number stamped 114350 (SEC Exh. 512).
Although Bechtal apparently did not preduce comprehensive
results, the compilation of the Supply System budget update
results contains a reference to a Bachtel schedule szlippage
range. S8EC Exh. 520 at 4 ("Bechtel Schedule S5lippage Rande
for Unit #1 - 11 Months to 24 Months"): see also Jerome Read
SEC tr. at 471-73 (Feb. 8, 1985).

82/ Lindy Sandlin SEC tr. at 95-102 (Aug. 21, 1985}).
83/ Lindy Sandlin SEC tr. at 102-03 (Aug. 21, 1985);:
- compilation of results, supra, (SEC Exh. 520).

84/ Lindy Sandlin SEC tr. at 111-14 (Aug. 21, 1985).
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upon to describe the risk analysis procesa. 85/ Some of the
project managers expressed reservations on the limited time for
reviewing the results, 86/ Ferguson asked duestions about the
update process. 87/ The staff responsible for the estimate told
Ferguson that this was their best effort and that if they had to
adopt a new total budget figure they would focus on this number,
although, in light of the limited time that had keen available,

they couldn't be confident of the Figure. 88/ Ferguscn stated

B/ Lindy Sandlin SEC tr. at 9%-100 {(Aug. 21, 1985); Jerome
Read SEC tr. at 478 (Feb. 8, 1985).

Sandlin 5EC tr. at 5% {Aug. 21, 1985).

James Perko SEC tr. at 461 {(Oct. 18, 19%85).

B E

James Perko SEC tr. at 457-58 (Oct. 18, 1985):

Q. Well, what did the [budget staff]
oresentors say that thisz 11-20 esztimate
[ef $20.4 billicn], here, con the first
page of 520 represented?

A. I think they reprezent -- I helieve
that they said in the week or sc¢ that
they had or {-] this was Mr. Sandlin's
and his staff working with the Proiect
people, that if they had to buy into an
182 budget increase in November 'B8§,
that with the kpnowledge that they had, a
week to do it, that that was a numbar
that they probakly would be keying in on

Lindy Sandlin SEC tr. at 110-111 (Aug. 21, 1985):

And to the best of my recollectien, I had to

tell him [Ferguson] that based on the

complexity of it and based on the time

frame, that I did not have a lot of

confidence in that [$20.4 killion] nunbker;

however, I had done my best. So he had —-

he was trying to get his arms arcund these
{continued. ..}
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that he did not find this to be a satisfactory basis for a new
fiscal year 1982 budget and that he would use a different method
for the fiscal vear 1982 budget. 23/ He adjourned the meeting to
take up the matter at a smaller meeting the next day. TFerguson
instructed the persons present to Keep information discussed at
the meeting confidential. 90/

A meeting the next day was attended by a limited number of

Supply System officials and others. 31/ Ferguson pressed the

88/(...continued}
five units, and I tried -- as I pointed out
to him -~ tried to respond az best I could
in the different ways that the estimate and
schedule could be looked at until such time
as his requirement of the bottoms-up
(budget] be done by Bechtel and Ebasco.

89/ James Perko SEC tr. at 451-52 (Oct. 18, 1985): see aisQ
Lindy Sandlin SEC tr. at 116-17 (3ug. 21, 1935).

As discussed belew, the Supply Syster management was aware
of other adverese developments, including financing problems
and Participants' Committee reactions to a new financial
proposal, including a reguest from the Participants!
Committee for a study of the consequences of slowing down ar
terminating the Projects, that might have been made worse by
the disclosure of the November 13980 budget update estimate.

5340/ Frank McElwee S5EC Tr. at 129%-130 {(apr. 2, 1985):

Bolb Ferguson made a statement near the cleose
of that meeting that he would summarily fire
anyone who prematurely disclosed anything out
of that meeting, and I took that to mean that
if anything were taken out of context from
that meeting, and I never heard the matter
further discussed.

See Winston Peterson SEC tr. at 145-46, 153-55 (Sept. 17,
1985); Robert Perguson SEC tr. at 531 (July 25, 1985}.

%1/ Lindy Sandlin SEC tr. at 118-19 (aug. 21, 1985} (5andlin

recalls Ferquson, Squire, Perke, himself and Peterson of
{continued. ..}



head of budget reviews about his relative degree of confidence
in the different estimates, including the estimates discussed
earlier at the November 5, 1980 meeting. The head of budget
reviews told Ferguson that he had the most confidence in the
estimates of the costs limited to the direct impact of the
strike, the crane collapse, and several smaller specific
developments, which had constituted a portion of the 53 hillion
estimate discussed at the November 5, 19890 meeting. 92/

Ferguson anncunced that he rejected the use of the risk
analysis in the budget process. 93/ He then instructed the
budget review staff to prepare cost figures limited to estimates
of the direct impact of certain known events., 94/ The budget
review staff estimated the costs of the specific da_welnpments to
be $1.379 billion. 35/ Most of these developments had been

excluded from the fiscal year 1981 budget, and thus the cost

91/1., . .continued}
E.W. Beck and Lewis of BPA as attendees). Project
directors were called into the meeting as the different
projects were discussed.

92/ 1d, at 119.

93/ Id.

94/ Lindy Sandlin SEC tr. at 118, 136-37 fAug. 21, 19B5);
Jercme Read SEC tr. at 478-84 {Feb. 8, 1985).

25/ The increase included amounts for the strike at Projects

Hos. 1, 2 and 4 {5707 million); accidents at Projects Nos.
3 and 5 ($249 million}: changes in interest rate
assumptions ($223 million); pay increases caused by new
labor contracts (5111 million):; additional capitalization
of nuclear fuel reload ($91 million}; and a reduction of 52
million for training simulator. (SEC Ex. 229 at 2, 3):
Lindy Sandlin SEC tr. at 123 (auyg. 21, 19%85); Jerome Read
SEC tr. at 469-91 (Feb. 8, 1985).
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estimate was not an estimate of escalatishi 6f thé 1981 budget.
The increase of $4.4951 billidh; ih CGentrast, uas fiot limiteﬁ to
specific events but estimated for changés in thée éntite budget.
On November 21, 1980, Ferduscoh reportéed the $1.2379 billien

cost estimate for thé specific developments to the Exetutive
Committee of the Board. In a prepared statement delivered to
the Executive Committee, Ferguscn said:

Wwith thé resolution of the Hanford labot

dispute, the Supply System hag undértaken a

study of facters which wiill additicnally _

impact the 1981 budget. During the past two

waeeks, Supply System personnel have conducted

a detailed review of the five projects now

underway te identify thesé Known additional

costs. As you may recall, I previously

committed to provide you with a midyear

assessment of the 1981 budget. This

evaluation completes that commitment. 26/
No mention was made of the $4.4 billion overall budget estihmate,
the result of the only "detailed review" that had been done
during the preceding two weeks. A November 24, 1930 Supply
System press release also gave the $1.379 billion as the costs

increase without disclosing the $4.4 billion increase

estimate, 37/

86/ Rohert Ferguson'’s Statement at Executive Committes Meeting,
1 (Nowv. 21, 1980) (SEC Exh. 557); Rohert Ferqusion SEC tr. at
84-8% (June 26, 1985).

97/ News Release No. 80-68 (Nov. 24, 1980). {(SEC Exh. 230.} The
Washington State Senate Commlttee was conducting an
1nvestigatlon of the Supply System at this time (resulting
in a published réport in the Spring of 19813, including the
costs of the projects. In response to a letter sent by the
Committee staff the day after the press releate, the Supply
System referred to $1.3792 billion increase and to
consideration that had been given to doing a review of

(continuéd. ..}

_BD -



The official statement for the pending Projects Hes. 4 and

5 bond sale, which had triggered the need for an updated

estimate, disclosed the $1.37% billlen costs for specific

developments and stated that preparations for the fiscal year

1982 budget had begun. 28/ The official statement set forth the

27/¢...continued}

schedules and budgets without revealing that an estimate
actually had been completed or its amount:

Upon conclusion of the Hanford labor strike
and in preparation for information meetings
pertaining to an upcoming bond sale for WHP-
4/5, Mr, Ferguson directed the staff to
conduct an immediate review of the project
schedules and estimates. Because of their
recent invelvemnent with WNP-1, 2 and 4,
Bechtel Power Ceorporation was asked to
assist the WPPSS staff in the evaluation of
these projects.

After a brief review, it was concluded that
substantially more time and effort would be
required in order to provide meaningful
results, 1In lieu of a more in-depth evalu-
ation, which time would not allow, the WPPSE
staff was then directed to identify any known
additions to the 1921 budget. The staff's
working papers for this study which resulted
in the $%1.379 killicn anncunced at the
Executive Committee Meeting of Hovember 21,
1980 are enclosed for your information.

Letter from Al Sgquire to Terry Husseman {[Dec. 1, 1580}
{letter from Supply System Deputy Managing Director to
Chief Counsel, Washington State Senate Energy Utilities
Committee Staff}.

Official Statement for $200,000,000 Washington Public Power
Supply System Generating facilities Revenue Bonds, Series
192B0DLE {(Muclear Projects Nos., 4 and 5) 24 (Dec. 19, 1980):

A detailed analysis of the construction

budgets has begun and will take several

menths to complete. This analysis will be

used in the preparation of the 1982 project
{continued...}
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fiscal year 1981 budget without disclosing that an overall
budget estimate had been prepared that indicated a $4.4 billion
increase in that budget. Alsc, the reference in previous
official statements to the low probability reflected in the June
1980 risk analysis was deleted.

Although the budget update estimate had been prepared in a
short time, it was based on the latest information available
from these responsible for the projects. The management of the
projects was aware that the purpose of the new estimate was to
produce information to be disclosed in connecticon with the next
boend sale. Moreover, the fiscal year 1981 budget had been
prepared in the Spring of 1580, and it was unlikely,
particularly given the history of the projects, that cost
increases over that budget beyond those attributable to the
specific developments reflected in the $%1.3 billion increase had

not cccurred since the time that hudget was prepared. 25/ Thus,

98/(...continued)
construction budgets. During the detailed
analysis procedure, factors may be
identified that would require adjustments to
the schedules and costs in addition to those
identified above.

85/ GSee, e.qg., Dale Dobson SEC tr. at 37=3B (Aug. 27, 1984}
{testimony of a Supply System official whe had become
Project manager at Projects Wos. 3 and 5 in August 1980):

T was serving in the role of the Proiject
Manager. My major efforts were to attempt
to perform against the budget and within the
budget. It was a management tool. I am
aware that in the fall of 1980 and early
1981 there was a great deal of concern with

regard to Units 3 and 5, because we were not
feantinued. ..}
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even though the estimate might not have been appropriate for a
new formal fiscal yvear 1982 budget, it was a reasonable
indication that the fiscal year 1981 budgets set forth in the
cfficial statement were substantially understated. Moreover,
the estimate was not revealed to some members of the official
statement drafting group, which was responsible for evaluating
the need for disclosure of information, including the lawyers

and the Financial addvisor. 100/

S9/(...continued)
performing within the budget at all.

We were slipping the schedule and spending,

I believe, gover that budget. So most of the
conversation had to do with the perception
that barring a dramatic improvement in the
perfermance, the budget -- or there was a low
probability that we would achieve the budget
and the schedule.

The fiscal year 1981 budgets had excluded the costs of the
strikes and the crane collapse that constituted most of tThe
$1.379 billion additional costs announced in November.

Thug those costs did not reflect increases that may have
occurred in the underlying fiscal year 1981 budget.

100/ The Financial Advisor, who was closest to the financial
community, testified that he was not told of the budget
update estimate. Donald Patterson SEC tr. at 246-55 (July
23, 1985). James Perke, the Supply System's chief
financial officer testified that he believed he talked with
Fatterson about the November 16, 1980 meeting and that, if
he did speak with Patterson, he probably would have
mentioned the figure. James Perko SEC tr. at 470-72 {Oct.
18, 198B8). The two lawyers in the drafting group, the
Special Counsel and Bond Counsel, testified that they were
not told of the figure. Bert Metzger SEC tr. at 1639-43
{Feb. 25, 1986); Brendan O'Brien SEC tr. at 1031-32 (June 7,
1985) .

Winston Peterscn of R.W. Beck, the consulting engineer, who

was also member of the official statement drafting group,

attended the November 16th meeting and the meetings of the
feontinued, .. )



e. The Fiscal Year. 1982 Budget

The fiscal year 1982 budget, anhounéed in late May 1981,
showed 4 drastie increase in éstimated costs. The budget
estimated the cost of all fivé projeéts to be $23.78 billian, an
increase of $7.8 billion over the fiscal yea¥ 1981 budget. 101/
These figures exceeded even the November 1980 $20.4 billien
update estimate. The increase in the budget presented cash flow
and financing diffiéulties that compelled Ferguson té récommend
on May 29, 1981 that the Board of Directors impose a moratorium

on thae construction of Projects Nos. 4 and 5. 102/

100/ ({...continued)
following day. Peterson téstified that hé recalled the
presentation on the budget updaté and that Fergurson
instructed the attendees that informatiof discussed at the
meeting was not to be disclosed without his approval, but
he did not remember the $20 hillion figure. Winston
Peterson SEC tr, at 152-53 (Sept. 17, 1985}.

The BPA was not involved in the drafting of the official
statement, which was for a Project Nos. 4 and 5 bond
offering, The BPA representative at the Novembér 16, 1930
meeting, who was new to his pesition as the liaiscn
cfficial, did not recall thé meeting. James lLewls SEC tr.
at 56-77 (Jan. 10, 1985), at 15-22 (Nov. 5, 1985).

101/ Construction Budget 1982 Estimate at Completion, _
Presentation to Board af Diractors at 4 {July 24, 1981).
(SEC Ex. 434.)

The cost of Projects Nos. 4 and 5 was $11.77 ‘billion, an
increase of approximately $4.16 billion over the fiscal
year 1981 budget. 1d.

102/ Minutes of May 29, 1981 Special Board of Directors meeting.
Robert Ferguson SEC tr. at 346-51 (July 24, 19%85):

It [the normal process for the ‘Fiscal Year
1982 budget] would have been to come to the
Board on July 24th [for final formal

approval of the budget], as we did, but the
{continued...}
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The May 25, 1981 budget disclosure and moratorium
recommendation marked the public recognition of cost and
financing problems that had threatened the continued
construction of Projects Nos. 4 and 5. Even in this instance,
however, it appears that the Supply System delayed disclasure
about the existence of the figures., The budgets were developed
during the Spring of 1981. The budget estimate was initially
available by the first weekend in May when the final step in

totalling the budget, the calculation of interest costs, was

lU2/(...continued)
difference was that given the cash that we
had on hand, I was very concerned that the
Board deal with that issue to ramp down, to
preserve the cash and to preserve the
projects, while this dialogue was going on,
and that's why I recommended a moratorium of
up to a year for the region to address this
issue. They wanted to ramp down very gquickly
to preserve the money that we had.

Because, you see, what was happening is
that, with a demand of raising 53 billion
[in the next year for all projects] in order
to conduct [the] projects on the schedule
that we had come up with, and going into the
marketplace te raise that money, and at the
same time to continue to go forward with the
projects and make commitments for which you
didn't -- couldn't be assured that there
would be money available, I felt, was a
terribly irresponsible thing te do, and
that's why I went to the Board as soon as I
could get to them, and as quickly as I was
able to verify the validity of the estimate,
{at 349-50.)

The cne-year moratorium recommendation, applied only to
Projects Nos. 4 and 5 because, among other things, the
financing preoblems were particularly great for these
Projects. Minutes of May 29, 1981 Special Board of
Directors meeting.
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completed. The chief budget review official called the chief
financial officer at home on Sunday, May 3, 1981, and tcld him
of the budget results. 103/ The Managing Director was also
netified of the results on that Sunday. 104/

At the time the estimates first became available in early
May, the Supply System was about to distribute a preliminary
official statement for a Projects Hos. 4 and § bond offering.
The availakility of the initial budget results showing enormous
increases meant that some discleosure would have to be made if
the vffering went ahead. When the chief financial officer
presented this requirement to the Mamaging Director, Ferguson
decided not to go forward with the offering. 105/ The Supply
System announced the postponement of the bond offering on May

5, 1981, citing adverse conditions in the marketplace as the

103/ James Perko SEC tr. at 480 (Oct. 1B, 1985}.
104/ Robert Ferguson SEC tr. at 351-53 (July 24, 1985).

The Managing Director was shocked by the magnitude of the
estimate and asked the budget staff to conduct a
sensitivity analysis on the interest portion of the budget
to see if changes in assumptions about interest rates
would have any effect on the budget. The calculations
showed that the interest costs were influenced mostly by
schedule axtensions and were not significantly affected by
changes in interest rate. Thus, even a drop in interest
rates would not have a significant impact on the large
budget increase. Rokert Ferguson SEC tr. at 350, 352-53
(July 24, 1885).

105/ Robert Ferguson SEC. tr. at 378, 385 {July 24, 1985):
James Perko SEC tr. at 4B3-84 (QOct. 18, 1985).
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reason. 106/ They repeated this explanation to the Executive
Committee of the Beard on May 8§, 1981. 107/ The budget figures

were not discloged until May 29, 1981, when the normal

106/ Supply System News Release No. 81-30 (May 5, 1581) {SEC
Exh. 2783):

Richland--Adverse conditions in the
financial marketplace have resulted in the
postponement of a Washington Public Power
Supply System bond sale, scheduled for the
end of May, J.D. Perke, treasurer, said
today ....

The chief financial officer apparently made reference to
adverse market conditions when he spoke with the Managing
Director about postponing the sale, but the problem about
disclosing the preliminary budget figures was the prime
cause 0f the postponement of the bond cffering. Ferguson
SEC tr. at 378, 385 (July 24, 1985). .

ko
N

Transcript of Regular Executive Committee of the Board
meeting 10 (May 8, 1981} (SEC Exh. 2419):

Now, also this last week, we had a
gituation where on the advice of Jim Perko,
after intensive discussions, we decided to
postpone the 4-5 bond sale.

3] Squire was in Hew York ready to meet
with the rating agencies, and Jim [Perko]
was ahout ready to go, and Don Claybo
[Claybold, a Board member] was caught in at
5 o'clock in the morning before he caught a
& o'clock airplane. 50 it was right up to
the last minute. But, what happened iz the
prime rate was ralsed. The long-term bkond
market got very sloppy, and Jim can talk
some more about this later on, but it just
did not seem like a good time to go inte
the market.

At a Board of Directors meeting on May 15, 1981, the
Deputy Managing Director expressly denied the existence of
any hudget figures. Minutes of Meeting of Board of
Directors 2 (May 15, 1981).
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schedules for the start of budget reviews with various parties
and urgency of the financing situation compelled disclosure.

One study shows a significant, though not precipitous,
market-adjusted drop of 5.51% in the value of Projects Nos. 4
and 5 bonds in the ten days surrcunding announcement of the new
budget figures and of the moratorium. 108/ This suggests the
relative importance to the market of Participant commitment to
the prejects. The weakness of this commitment -- both moral
and legal =~ 109/ was 5till not fully known, and the bond
prices continued to decline as this commitment publicly
unravelled in the monthsz intervening until the Washington
Supreme Court's 1983 decision invalidating the take-or-pay
requirements.

B. TIHE FINANCING OF THE FROJECTS

1. Introduction

The Projects Nos. ¢ and 5 financing pregram was a major
undertaking. From its inception it was subject to potential
difficulties if the budgets increased. Ultimately the large
increase in the fiscal year 1582 budget interrupted the
financing program, leading finally to fhe termination of the

projects.

108/ J. Peavy and G, Hempel, The Effect on the WPPSE Crisis on
the Tax-Exempt Bond Market, 10 J.'of Fin. Res. 23%, 243
{1987).

109/ See discussion in Part II D and Bart IV.



Two problems directly affected the Bupply System's ability
to finance the Projects Nos. The first was the encrmous growth
in the total amount of finmancing needed to complete the
projects. The second was the Supply System's need to maintain
sufficient cash flow to meet immediate cash nesds for
construction.

a. Growth of Total Financing Needs

Both the Supply System's construction costs and the bond
interest costs on Projects Hos. 4 and 9 were financed solely by
the sale of bonds to investors. The Participants were not
regquired to make any payments for the projects until the
projects were operating or uptil 1988, whichever came first,
unless the projects were terminated. 110/ Increases in
construction costs and extensions in the schedules thus
directly increased the total financing needed. The extension
of the schedules, in particular, had a great impact on
financing needs because the extensions Lncreased the pericd of
time during which interest had to be paid. The combination of
increased construction ceosts and extended schedules meant that

more bonds had to be sold to raise more money for a longer time

110/ In the event of termination, the Participants were
obligated to begin making payments one year after
- termination.
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periocd. The amount of teotal required financing increased

evenas the proceeds from completed khond sales rose. 111/ (SEE

CHART, NEXT PAGE.) Because the Supply System's financing needs

increased more rapidly than bond sales financing could ke

coempleted, the amcunt of financing yet to be done, which should

111/ Financing figures for Projects Nes. 4 and 5 at date of

each bond sale:

Total

Financing
Date of Required

Bond {$ in
Sales Billionsi*
2/77 3.38
5/77 3.42
8/77 1.57
1/78 3,77
5/78 1,77
10/78 3.85
2775 4,81
8/7%9 5.08
12/7%9 h.QE8
5/B0 5.08
7/80 7.23
9/80 7.23
12/B0 7.82
3781 F.82
S/29/B1%% 11.18

B B B b e b b

Funds Obtained
te date (includ-
ing this sale)

.15
24
- 37
.52
- &7
.84
.01
- 16
- 36
.49
BT
-85
L 056
.25
.25

Difference
{Financing to
go) {$ in
Billjons)

2.23
3.19
3.20
3.25
3.10
3.0
1.50
1.92
3.72
J.5%9
H.Eh
h.38
5.77
.57
8.93

* Based on published budgets; excludes undisclosed

November 1980 estimate, described above.

**Date of anncuncement of fiscal year 1382 budget.

Source: Official Statements (Estimated Financing
Requirements section) and fiscal year 1982 budgets (for

5/29/81 figure).
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FINANCING COMPLETED
AND TOTAL FINANCING NEEDED
FOR PROJECT NOS. 4 AND 5
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See preceding fooinate for financing figures.
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have been decreasing, actoally increased over time. 112/ (SEE
CHART, NEXT PAGE.) The financing program, therefore, lost
ground despita 14 bonds sales; averaging %160 million each and
totalling %2.25 billion. 113/
b. Decline in Cash Flow Coverage

The second major financing problem was the risk that cash
flow would be insufficient to cover current expenditures.
Initially, cash flow was not a sericus problem. However, over
time, the rate of cash expenditures for construction increased
while more rapidly than the rate of bond =ales. The Supply
System, therefore, was threatened with a cash shortage. By
July 1930, the peried of cash coverage, l.e., the projected
humber of months for which available cash could pay
construction and interest costs, had decreased to the point

where the Supply System consumed all its cash from one offering

112/ Additional financing needed {total financing needed minus
amount of financing obtained to date) for Projects Nos. 4

and 5;
Amount of additional
Date {(of first bond financing needed (in
sale each vear) billicna aof dollars)
2/77 3.2
1/78 3,25
2/79 3.5
S/ B0 3.6
3/81 5.6
6/81% 2.9

* At moratorium recommendation.
Source: 0Official sStatements and fiscal year 1982 budget.

113/ The $2.25 billion of financing that was completed equalled
the initial estimate of the total cost of the projects.
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ADDITIONAL FINANCING NEEDED FOR PROJECT NOS. 4 AND 5
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2m m ym 5/80 381 578
DATE {1ST SALE EACH YEAR AND AT 5/81 ESTIMATE)
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SOURCE: OFFICUL STATEMENTS ND 1982 BUDGET



to the next. 114/ {SEE CHART, NEXT PAGE) Any delay in a bond

sale could cause suzspension of construction.

2. Early Pericd of the Financing Program

Within weeks after the Participants' Agreements were
gigned in July 1%76, the Projects Nos. 4 and 5 budget increased
from $2.25 billion to more than %3 billion. Financing prebhlems
at the time of the first bond sale in February 1977 were not
eritical, however, because the financing program was still of
manageable size and the bond sales had just begun. FProblems

began to develop as the financing program proceeded.

114/ The Supply System's projected months of cash coverage for
Projects Nos. 4 and 5 at each bond sale:

Months of Projected
Dates of Bond Sales Cash Coverage

2/23/77
5/24/77
9/13/77
1/03/78
5/23/78
10/12/78
2/14/79
8/28/79
12/11/79
5/09/80
7/15/80
9/23/80
12/09/80
3/17/81

Il ol )
L LD L B CRON Mh = OD = B B =] D

- []
moormollmS oo oo

Source: Official Statements, Estimated Financing
Requirenents =ection. o
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a. Early Interest in Maintaining Adeguate Cash Flow

In Ahugust 1378 the manager of the Supply System's Treasury
Divigion expressed concern to the Financial Advisor that the
financing schedule for all five Supply System projects failed
to provide the desired 12 to 24 month cash flow coverage:

The current proposed financing schedule
fails to provide the Supply Systen the
ability to achieve its geal of obtaining
and maintaining 12 toc 24 month cash flow
coverage. At best, the current proposed
financing schedule provides six to nine
months cash flow coverage and, at certain
poeints in time, no Coverage at all.

The Supply System wanted the 12 te 24 month coverage to
avold possible disruption of construction from a shertage of
funds. 115/ One way to provide greater cash flow was to
increase the size of the issues. 116/ The Financial Advisor
opposed using larger issues, however, because among other
things this would expose the Supply System to the risk of
receiving only eone bid as the result of the greater capital
cemmitment reguired of the underwriting syndicate. 117/ This

would reduce the Supply System's control over the offering and

increase costs. 118/ The drawbacks of larger offerings

Donald Patterson S5EC tr. at 569-72 [(October 23, 1985).

115/
116/ Id. at 572-75.

117/ rd. at 575.

118/ Id. at 57%~76 ("I can't imagine a worse situation than

having one competitive kid." [(at 575)). As described
below in Part TIII A, the Supply System was required by
Washington State law to sell bonds to underwriters by
sealed bid auction.
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therefore made the desired period of cash coverage
impracticable for the Supply System.

b. Early Exploration of Alternative Financin
Methods

The Projects Nos. 4 and 5 financing program was based oﬁ
the sales of long-term bonds. Long-term bonds are the
traditional methed of financing capital preojects. Lang-term
bonds provide stability and allow the operation of the
complated projects to fund the payment of the bonds. The
Financial Advisor had suggested on several early occasions that
the Supply System consider issuing short or intermediate term
debt for Projects Hos. 4 and 5 in order teo cobtain possible
economic benefits through reduced financing costs. The
Financial Adviser was told that the use of such debt was
contrary to the original understanding of the Participants
about financing the prejects and that the Participants might

not like the proposed change. 119/

119/ Donald Patterson SEC tr. at 679-84. Another issue, the
possible risks of short term debt, was raised by the
attorneys and the consulting engineer, R.W. Beck, who were
members of the official statement drafting group:

G. What was the objection from the
attorneys and Beck?

A. They [threw] out Hew York City. They
fthrew] out the Housing Finance
Agencies [~] that they had experienced
problems with short term gdekt. They
were saying (there] was a potential
for abuse of using short-term debt.

It wasn't something that the
participants would like because it was
a change. "He don't need it so why do
it.m

Id. at 633,
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By the Sumiier of 1978, however, the use of shorter-term
debt was being considered for Prbjects Nos. 4 and 5§ to reduce
interest costs and te protect cash flows on the projects. 120/
The Financial Advisor and the Supply System spoke with a number
of banks to ascértain their views with respect to a possible
bank line ef c¢tédit of up to $500 million dollars. 121/ The
Supply System concluded from these discussicns that a 1ine of
eredit would not be feasible betause of the practical
difficulties. oOhe &f the difficulties was that the
Participants weuld have to ‘agree to a change in the
Participants’ Agre&ments to provide for the payment of short-
term debt because they were ‘hot wbligated to mak91payments_
under the Agreements ultil 1988 or the completion of the
projects. 122/ The Supply System was reluctant to seek fhls
¢hange in the Participant's Agreements unless it was

absolutely necessarty. 123

120/ See Memorandum from Thomas Friery to ‘Donald Patterson
(June 14, 1978):(memoiandum ‘from manager of Supply System
Treasury Departmeint) ‘(with chief Einancial :offdicer's
notation under "hRirposs": "Overall gozl .of ‘financing
‘program is to mairntain two years -cash ‘flow in constructien
fund. The ambiunt raised by C.P. :[commercial paper securad
by a kank line of credit? 'will be :a part :¢f ‘that two
‘years. ™). (SEC Exh. 1B&.} Sece -alzo . James ‘Perko SEC tr.
202-07 (Oct, 17, 1985).

Donald Patterson SEC tr. at 684 (Oct, 23, '1985); .James
‘Parke SEC tr. at 21B-12 {(Dct. 17, 1985).

‘Donald Patterscn “SEC itr. ‘at '685=86 (Oct. 223, 'I9B5).

23/ Id. at €86-87 ("I don't think he /[Harlan -Kosmata, the
Supply System's ligison to ‘the Participants] was looking
forward to goingout and having ‘to deal with all the
Participants again when he didn't see any absclute need,
and I couldn't tell him that there was an absolute need
for the program.™ {at &87)}.



3. onset of Serjous Problems = 1979

In 197%, serious problems were develcping with the
financing program. The costs of Prnjects Nos. 4 and 5 began to
increase substantially. Also, the credit markets in general
were experiencing unprecedented increases in interest rates and
volatility. The interest costs the Supply System had to pay on
Projects Nos. 4 and § bond sales increased in koth absclute

amount and relative to the market. 124/ By 1979, the yield on

124/ Net interest cost on Projects Nos. 4 and 5 bond sales
(excluding put bhonds in December 19, 1980 and March 17,
1981 sales); the Bond Buyer 20 municipal bond index at the
nearest weekly fixing; and the spread between the net
interest cost and Bond Buyer index in absclute amount and
as percentage of net interest cost:

Difference

: BBGO Difference Between HIC

Bond Het 20 Bond Between NIC and BEGD as

Sales Iinterest Index¥ and BBEO Percent of
Dates Cost Bates Index HIC

(percent) (percent)

2/23/77 5.53 5,52 .01 0.0
5/24/77 6.32 5.71 .61 9.6
9/13/77 5,97 5.52 .45 7.5
1/31/78 6.14 5.70 .44 7.2
5/23/78 6.83 6.16 .67 9.8
10/12/78 6.83 6,10 .73 10.7
2/14/79 7.13 6.33 .80 11.2
8/28/79 7.64 6.36 1.28 16.7
12/11/79 8.30 7.26 1.04 12.5
5/09/80 9,23 7.11 2.12 22.49
7/15/80 9.50 8.02 1.47 15.5
9/23/80 10.69 5,18 1.51 14.1
12/09/80 12.44 10.42 2.02 16,2
31/17/81 11.77 9,81 1.96 16.6

¥ The Bond Buyer 20 Bond Index is an index of yields on
twenty yvear general obligation bonds.
covered the entire period of the sale of Projects Nos. 4

and 5 bonds, was a commonly used index during this peried.

Source:
Index.
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Projects Nos. 4 and 5 bonds also ware at a premnium even over
bends of other power agencies with nuclear projects. 125/ The
Supply System noted the increasing interest costs and
increasing spread relative to the market and attributed it to
external developments, such as problems in the nuclear industry
generally following the Three Mile Island nuclear power plan
incident, and to internal developments, such as cost increases,
schedule extensions and the increased volume of bonds sales for
the projects. 126/

By the Summer of 127%, the marketing problenms of Projects

Nos. 4 and 5 beonds were being noted by the Supply System's
Financial Advisor. In a draft letter dated June 20, 1979, that
was transmitted to the Supply System, 127/ the Financial
Advisor expressed his caoncerns about the financing program and
the marketability of the bonds:

a3 1 have advised the Supply System, the

perception of Nuclear Projects Nos. 4 and 5

currently held by investors and the

investment banking community is not very

positive due primarily to their concern

with respect to the Supply System's ability

to finance thea remaining capital

requirements for these prejects. The

remaining financing requirements for the
net billed projects have tended to

125/ See chart, padge 733 , infra.
126/ James Perko SEC tr. at 310-12 (Gct. 17, 1985).

127/ ILetter from Donald Patterson te Donald Karlberg (June 20,
1979} (the letter was drafted by Patterson and transmitted
to the Supply System: a final letter was apparently not
sent}. (SEC Exh. 2575.) See Donald Pattersen SEC tr. at
583-84 (Oct. 23, 1985): Stephen Buck SEC tr. at 119-20Q
(Cet. 7, 1985).
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reinforce this concern, particularly in
view of the togt increases which have been
recognized with respect to both the net
billed projects and Nuclear Projects Nos, 4

and 5. 128/

The Financial Advisor noted that "the indebtedness for
Nuclear Projects Nos. 4 and 5 has not been accepted by many of
the higher grade portfolieos™ and that the difference in yield
between the Projects Nos. 1, 2, and 2 beonds and the Projects
Hos. 4 and 5 bonds had grown from 27 basis peints to between 60
and 70 basis points., 129/ PFatterson noted that the market for
Projects Nos. 4 and 5 bonds was becoming unstable and that bond
funds, and what he characterized in his letter as "kinky"
investors, were becoming the major buyers:

The movement in the spread differential, we
believe, provides zome insight inte the
problem of developing a good sound market
for the upcoming iszue. There is currently
a perception in the marketplace that the
bonds for Nuclear Projects Nos, 4 and 5
have less ligquidity than the net billed
bonds offered in size ($5 to %25 million).
According to our traders the bid price
would move a half or possibly one and a
half points {point eguals 1% of face value]
depending upon the size, and at the present
time the major buyers of bonds for Nuclear
Projects Nos., 4 & 5 are the funds or

128/ Letter from Donald Patterson to Donald Karlbarg 2 (June
20, 1979). (SEC Exh. 2575.) See Denald Patterson SEC tr.
at 599-602 (Dck. 23, 1985).

129/ A basis point iz one one hundredth of one percent.. An

interest rate increase from 7% to 7.5% is a 50 basis
point increase.
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"Rinky" investors who are looking for yield
and disceunt honds. 130/

Indeed, at about thiz time the market for the Projects Nos. 4
and 5 bonds was changing. Traditional large institutional
purchasers of the bonds, particularly insurance companies, were
playing a lesser r¢le, while purchases of the bonds by unit
investment trustz, which are more yield oriented, were playing
a4 greater role. 111/ The Supply System was aware of the
shift. l;éj

The Financial Advisor suggested two methods to help deal
with tha marketing problems. First, he suggested a change in

the format of the official statement to help sales,

130/ Letter to Ponald Karlberyg from Donald Patterson 3 (June
20, 1979). (Exh. 2575.) 5ee Donald Patterson SEC tr. at
604+~10 (Qct. 23, 1985).

Patterscon does not recall who the "kinky" investors were.

Donald Patterson SEC tr. at 610 (Qct. 23, 1985}, The term
was used by the Blyth traders who supplled Patterscon with

informaticn on the market. Id.

131/ See Part IIT C, infra.
132/ See James Perko SEC tr, at 228-28R, 280 {0ct. 17, 19A5):

Well, again, this is mid-1979, and it, yocu
know, was consistent with earlier
testimony, a question you had about, vou
know, the kind of shift that was beginning
to take place to higher yield investors,
and I just think that kind of goes along
with that same kind of thing.

Bond funds were now beginning to buy more
of these securities, more yield, "yield
conscicus buyers" were -- the spreads were
widening. A bigger market was being able
to be attracted, which is consistent with
what we had discussed earlier about that.
(at 280)
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particularly in the retail market. 133/ Although the Financial
Advisor could not recall the change he suggested, the format of
the official statement was changed at this time to bring
forward and expand the description of the need for power and
move back infermation about the Supply System and the projects,
including their budgets. 134/ TInformation akout the Supply
System and the projects was becoming increasingly negative,
whereas power demand, at least as presented 1ln the official
statement, 135/ was the best remaining selling point.

The other change the Financial Advisor proposed was
designed to assist the underwriting syndicates. He proposed
that the Supply System change the manner of calculating bids

from true interest cost to net interest cost, which would

133/ Letter from Denald Patterson to Donald Karlberg 3 (June
20, 1979) (SEC Exh. 2575):

¥You are aware of the changes which have
been proposed with respect to the format of
the Preliminary 9Official Statement. We
believe that these changes will assist in
directing investors' attention to areas
which should be emphasized in order to
develop a strong market desire for this
credit. In particular, we see the
possibility of this credit being forced
into the retail market; the proposed
changes are expected to assist the retail
salesmen.

Donald Patterson SEC tr. at 610-15 (Cct. 23, 1985).
134/ See James Perke SEC tr. at 281-83 (0ct. 17, 1985).

135/ See discussion about presentaticon of power demand in Part
IT ¢, infra.
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permit marketing the bonds as discount bonds. 136/ The
Financial Advisor saw discount bonds as being mere attractive
to some investors and therefore as inhcreasing the underwriters'
interest in bidding on the bonds., 137/ The change also would
encourage closer bids between syndicates and discourage
perfunctory, "sign-off" bids on the sale of bonds by the low-

bidding underwriting syndicate. 138/ A non-competitive "sign-

136/ Bide were evaluated on total interest cost derived from
weighted interest rates on differing maturitieg in each
offering. The true interest cost calculation takes the
future value of money intoc account in computing the value
of a bid. This discourages bids that structure the
offering as discount bonds. The net interest cost
calculation does not take the future value of money inte
consideration and thus permits wider use of discounts.
Sea letter from Donald Patterscon to Donald Karlberg 3-4
{June 20, 2979){5EC Exh. 2575); Daonald Patterson SEC tr.
at 585-89 (Oct. 23, 1985},

137/ Letter sent from Donald Patterson to Donald Karlkerg 2
{June 20, 1979){3EC Exh. 2575):

However it is our opinion that we should do
everything possible to develop the interest
of the members of the syndicate which will
be bidding on these bonds, as well as a
marketing process which will entice
instituticnal investors into logking hard
at this credit. Potential profit to a
syndicate can be a very strong motivating
force, and the institutional buyer has
consistently shown a preference for
obligations cffered at a discount.

See Donald Patterson SEC tr. at 588-90, 615-18 (Oct. 23,
1285) 7 James Perko SEC tr. at 269-72 (Oct. 17, 1985},

138/ Letter to Donhald Karlberg from Donald Patterson 4 (June
20, 1979) (SEC Exh. 2575):

We believe that this procedure will permit

the managers of the two syndicates to

interest their members in submitting good
fcontinaed...]
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off" bid tends to discourage the entire market for the bonds

because it reflects underwriter disinterest in the bonds. 139/

4, Increasing Financing Prch = and Critic cCash
Situation
A Further Consideratio the Uze of _t Aan
Intermediate-Term De — The Balanc nancin
Frogram

In late Fall 1579, the Supply System again considered
using sheort and internmediate-term debt for Projects Nos. 4 and
5 despite its earlier reluctance to seek the Participants!®
approval for the bank lines of credit. The Finangial Advisor
testified that he proposed the program because interest rates
were rising and he did not wish to have the financing program
locked into the high rates through long-term bonds. 140/ It
appears, however, that a principal purpose of the program was
to expand the market for Projects Nos. 4 and 5 bonds and
maintain the cash flow coverage to avoid a possible
construction slowdown or project termination.

On April 24, 1980, a proposal for issuing shert and
intermediate—term debt, known as the Balanced Financing

Program, was presented to the Board of Directors, The

138/(...continued)
bids and not sign-eoff bids. A good cover
bid in this financing may very well he as
important as the successful bid.

A Ysign-cff" bid is a bid that is significantly higher in
interests costs than the winning bid. Donald Patterson
SEC tr. 595-37 (Oct. 23, 1985).

135/ Donald Pakterson SEC tr. at 597-%8 (Qct. 23, 1985).

140/ Donald Patterson SEC tr. at 687-88 (Qct. 23, 1885).
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Findncial Advisor firm had prepared a written presentation for
the Supply System Board of Directors: The Intreduetion to the
presentation stated that "It is becoming ihéreasingly clear
that the Washington Public Power Supply System has enterdd into
a difficult périod in its long-term debt marketing

program.”™ 141/ The presentation édscribéd the difficulty to
instituticnal portfelio saturation in Supply System honds and
increased offerings by cther issuers ih the markeét and stated:
"Given this supply andé demand postiiie, there is a real
possibility that the Supply System might bé unablé to raise the
funds it needs to maintain construction cash flow at acceptable
interest rate levels, or at any interest rate level at

all." 142/ The Financial Advisor recommended the use of
intermedlate-tarm bonds and short-term bond anticipation nctes
as an integral part of the financing program, with intermediate
debt comprising 25% of the financing over the next six years
and with short-term debt conprising another 25% of the
financing over the next three years. 143/ The Board authorized

the program, but the program required the approval of each of

141/ Presentation to Washington Public Power Supply System - A
Balanced Financing Program, Introduction {April 1980)
{prepared by Public Fower Finance Group, Elyth Eastman
Paine Webber, Inc.). (SEC Exh. 2369.)

142/ Id. The Supply System staff had reviewed the Introduction
¢ontaining these statements in draft form. Draft of
Introduction with notations {(undated) (SEC Exh. 2526);
Stephen Buck SEC tr. at 321-23 (Oct. 9, 1985).

143/ Preseéentation to Washington Public Power Supply Sysatem - A
Balanced Finance Program at II-1 (April 1%80). (SEC Exh.
2369.)
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the Participants because thelr agreement to pay the short term
debt was necessary to provide the security for the debt. 144/
b. Only One Bid Received oh B gale

In April 1580, the Supply System received only one bid on
a Projects Nos. 4 and 5 sale. This was a circumstance feared
by the Financial Adviser because it reduced control over the
underwriting syndicate., Up to this point, the Supply System
had received bids on the Projects Nes., 4 and 5 bonds from tuwo
syndicates. 145/ In the offering prior to the April offering,
some bonds could not be sold promptly, and the syndicate that
had won the bid incurred losses. 146/ At the time of the April
bidding on the offering, that syndicate's lead underwriters

were unable to organize an effective bid and its members then

144/ As noted akbove, the Participants were nokt obligated under
the Participants Agreements to make any payments until the
projects were in commercial operation or until 1988,
whichever came first, or until one year after termination.

At the time the Board authorized the program, the
Participants' Committee formally approved the concept, but
subsequent consideration of the program, described in Part
ITI », infra, resulted in a more critical evaluation.

145/ The four leading underwriters were grouped into two
syndicates, Smith Barney, Harris Upham & Co. and
Prudential Bache Securities, Inc. led one; Merrill Lynch,
Pierce, Fenner & Smith, Inc. and Salomon Brothers Inc led
the cother. It was the practice in each syndicate to have
the two lead underwriters in each syndicate rotate the
rolae of leading the syndicate.

For further discussion of the underwriting of the bonds
and the events surrounding the rejected bid see Part IIT

A, infra.
i416/ Denald Patterson SEC tr. at 623-24 (Oct. 23, 1985).
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joined with the other syndicate tec submit a single bid. 147/
Only one bid was subnmitted on each subsequent sale of Projects
Nos, 4 and 5 bonds.

. Consultation opn the Balanced Financipng Program

After the Board approved the Balanced Financing Program
some of the Participants consulted their own financial advisors
about the program. Smith Barney, Harris Upham & Co., which was
the financial advisor to a number of the larger utiiities and
also was one of the underwriters of the Projects Hos. 4 and 5
bonds, was one of the advisers that was consulted. 148/ The
firm was of the opinien that it was preferable to continue
using long term financing for the Frojects to the extent
feasible and to avoid a programmed issuance of short-term debt
as proposed by the Financial Advisor, although a limited use of
short-term debt might be acceptable. 149/ At the request of
the Supply System, representatives of the Supply System met
with representatives of Smith Barney in September 1980, and
asked Smith Barney to review the Balanced Financing Program
further. A vice president in the firm's public finance
department was assigned general responsibility for coordinating

Smith Barney's response. An analyst in Smith Barney's research

147/ The members of the Smith Barney-Prudential Bache syndicate
joined in the bid submitted by the Merrill Lynch-Salomon
Brothers syndicate.

148/ Smith Barney had been a lead underwriter on the December
1979 offering of Preject Nes. 4 and 5 bonds that resulted
in lesses to the syndicate.

149/ James P. Murphy SEC tr. at 111-13, 123 {(July 10, 1985).
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department, who had written analyst reporis on the Supply
System bonds, 150/ was asked to look at the Balanced Financing
Program and report his ideas. 151/ The analyst had
reservations about using short-term debt as a structured part
of the financing program because he believed that short-term
debt could magnify any financing problems that might exist at
the time it became due, 152/ He also believed that short-term
debt could expose an lssuer to greater risk of interest rate
volatility. 153/ The analyst further guestioned whether the
Balanced Financing Program would scolve the "saturation®
problem, i.e., the unwillingness of institutional investers to
increase their holdings of Supply System bonds, and ﬁnted in a
memorandum to the coordinator of the Smith Barney review: "“The
-saturation proklem i1s partially credit related, of course, in

that many institutions will not buy any WPPSS bonds at all on

150/ Smith Barney's research department had produced and
distributed research reports on Supply System bonds. 1In
February 19879, the Smith Barney analyst had lowered his
rating on the Projeacts Kos. 4 and 5 bonds from a 5 on its
rating scale f(equivalent to Moody's Al) to a 6 (equivalent
to Meoody's A). Smith Barney Revenue Bond Review-New
Issues [Feb. 7, 1979). (SEC Exh. 2129.) The downrating
reflected "hoth the slight deterioration in credit
strength c¢reated by construction delays and the
marketability risks concerning the Fhase II [Project Nos.
4 and 5] bonds." JId. at E.

151/ George D. Friedlander SEC tr. at 66-67 (Apr. 16, 1985).

152/ Id. at 7B

153/ Id., at 7H.
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credit grounds." 154/ The analyst opined, however, that "[i]t
is conceivable that the Participants would be well advised to

risk a rating reduction, if the Plan, or any substitute plan

ot

we may devise, substantially improves the likelihood of Projec
completicn, by amellorating the saturation problem."™ 155/
Smith Barney's response to the Financial Adviscr and the
Supply System was to discourage the “structured" use of
intermediate and short<term debt, i.e., using such debt as a
scheduled part of the financing plan to replace some of the
long term debt, as proposed by the Financial Advisor. Smith
Barney proposed that long-term bonds continue to be issued so
long as the Supply System could continue to sell them at a
reasonable cost. The firm also wanted lower limits on the
total amount of short-term debt that could ke issued. Smith

Barney ultimately wrote a letter to the Supply System that

154/ Memorandum from Gecorge D. Friediander t¢o Morgan Murray 2
{oct. 10, 1980). (SEC Exh. 2238.} The manager in charge
of Smith Barney's West Coast municipal finance office and
formerly head of Smith Barney's public finance department
had earlier referred cne of the analyst's reports to the
General Manager of Snohomish County Public Utility
District, one of the larger Projects Nos. 4 and 5 _
Participants, and drawn attention to the saturation issue
addressed in the report:

I wish to specifically call your attenticn
to page 4 of this memorandum which points
out the possible potential market
saturation for major instituticnal buyers
of these [Projects Nas. 4 and 5] revenue
bonds.

Letter from Denald k. Larson to W.G. Hulburt Jr. (Feb. 15,
197%9). {SEC Exh. 2234.)

155/ Freidlander Memorandum, supra, at 2. (SEC Exh. 223B.)
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supported changing the Participants' Agreements to permit

izsuance of short term debt, but cautioned on the mannher and

extent of use of such financing. 156/ The letter noted that if

the Participants did not amend the Participants' Agreement to

permit implementaticon of the Balahced Pinancing Program, there

could ke an adverse affect on the Supply System's ability to
finance.PrajEGts Nos. 4 and 5 to completion in a timely manner. 157/

d. Marketing Problems

Tha Supply System was aware that, as noted by Smith
Barney, some institutional investors had become more reliuctant

to purchase Projects Bos. 4 and 5 bonds., 158/ Indeed, in

156/ Letter from Donald Larscn and Morgan Murray to James Perko
(Feb, 9, 1981) with cover letter to Reobert Ferguson from
Donald Larson. (SEC Exh. 2413.)

157/ Id. at 8: N

The gquestion has been raised as to what
would be the effect on Project financing in
the event that the proposed Balanced
Financing Program is not authorized. In
our opinion, failure of the Participants to
amend the Participant's Agreements as
recommended so as to permit the Balanced
Financing Program could affect the ability
of WPP35 to complete the financing of the
Project in a timely manner. The realities
of a remaining %5 1/2 billion of financing
to complete the presently estimated Project
construction requirements [of the fiscal
year 1981 budgets] within a finite time
frame make it imperative that WPPSS be
afforded maximum flexibility to meet its
responsibilities.

The amounts of finmancing reguired referred to in the
letter did not include the increase indicated by the
undisclosed November 1980 estimate, described in Part II
A, supra.

158/ James Perko SEC tr. at 238-49 (Oct. 17, 1985).
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September 1980, at the time of the first discussion with Smith
Barney about the Balanced Financing Program, the Supply System
received information about the deteriocrating institutional
market for itz bonds in a4 meeting at the Supply System with a
group of large institutional investeors. 153/ The investors met
with Supply System officials, including the Deputy Managing
Director and the chilef financial officer, and with two
Participant representatives. During the meetings, the
financing program and the market for Supply System bonds were
discussed. The discussions left one of the Participants'
representatives with a negative view of the financing
situation:

Generally speaking, I was left with the
impression that there are sericus doubts
about the ability to raise the capital to
complate the projects, particularly for
Projects 4/5. Negative factors include:

i. Pertfolios already contain large
holdings of WPPSS securities.
one substantial investor,
continental Insurance, noted that
5ix percent of their total
portfolio was in net billed
securities and could go as high
as ten percent but not much
higher. Continental deoes not
purchase 4/5 bonds.

2. Slow growth in capital funds
available for investment.

3. Humerous tax exempt securities
are now avallable which wasn't
the case when the WPPSS financing
program was tundertaken,

159/ These included American Express, Continental Insurance,
Crum and Foster Insurance, and Hartford Fire Insurance.
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4. The lack of credibility of the
Supply System program in the
market place based on past cost
overruns and schedule slippages
{this is probably the largest
single negative factor based on
informal off the record
discussions).

5. Necessity to go to the market too
frequently. Investors feel no
urgency to buy a particular issue
since another will be available
in 60 days. 160/

Although beneficial developments might have occurred in
the future, such as authority to implement the Balanced
Financing Program, authoerity to negetiate bond sales, and
enactment of legislation allowing the BPA to acquire an
interest in Projects Mes. 4 and 5, the Participant

representative still =aw a potential inability to finance the

- Projects to completion. 161/ The Supply System officials

160/ Memorandum from E.E. Coates to File 1-2 {Sept. 22, 2198%)
{memorandum of assistant Director, City of Tacoma
Department of Public Utilities to file with copies to
other Tacoma officials). (SEC Exh. 1344.) With respect
to the mesting see alse Edward E. Coates SEC tr. at 166-82
{Sept. 30, 1985); Robert E. Patterson (Continental
Insurance) S5EC tr. at 72-77 (Dec. 12, 1984); Carl P. Jasan
{Crum and Foster Insurance) S5EC tr. at 61-70, 74-7%, 96-9%
{Nov. 27, 1984); Robert L. Stillson (American Express) SEC
tr. at 98-113 (Nov. 20, 1984).

161/ Memorandum from E.E. Coatezs to file 2 (Sept. 22, 1980} (SEC
Exh. 1344):

In summary, the meeting emphasized the need to
broaden financing options to the fullest extent
but cast some deubt upon the market'=s ability
to absork the financing required teo complate
the projects even with the hroadened program

in place. '
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recognized the problem of declining interest in the bonds by

gome institutional investors. 162/

E—I

Continuing Efforts to Gain Participant Approval

of Balanced Financing Program
In late 1280, the Supply System was still trying to get

all the Projects Nos. 4 and 5 Participants to approve changing

the Participants' Agreement to permit the use of short and

intermediate-term debt. By this time, cash coverage had

dropped to the minimum needed to continue canstructién, and the

Supply System was acknowledging the difficult cash situation to

the press in the Pacific Northwest. 163/ The Supply System and

162/ Jayson (Crum & Foster Insurance) SEC Tr. at 97:

Q.

sales.

In connection with that, was there any
discussion or anticipation of at some
point the welcome would be worn out
all together and the market just would
not accept the bonds?

I believe that did come up, yes.

Do you remember what anybkody at the
Supply System's reaction was, the
afficers or directeors?

The cne conversation that we were in a
little group with Parko [Supply
System's chief financial officer] and
he was concerned that they may not be
able te market the four, fives, they
were running out of buyers.

See_also Alexander Squire SEC tr. at 98-9% (July 30, 1935).

This acknowledgement apparently was to help explain to
Pacific Northwest ratepayers the record high interest
rates the Supply System was being forced to pay and to
help win legislative changes, including the right to s=ell
bonds through negotiated salea rather than competitive
For example, a Tacoma Washington newspaper

(continued...)
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its consultants attended meetings in the region to win support

and explained the importance of the short and intermediate-term

debt program to the continued financing of the projects. 164/

162/{...continued)

164/

article, under a headline WPPSS Rocked by 10.7% Interest

Bid on_Bond Sale, clted statements by the Financial
advisor aboyt the financing problems, including the Supply
System's critical cash need, that forced the Supply System
to accept a record high interest bid of 10¢.68% on the
Projects Hos. 4 and 5 bonds and about the need for
autherity for new financing mechanisms, including
negotiated sales and shorter term financing. The Hews
Tribune A-1% (Sept. 24, 19a0) ("Don Patterson, the
system's chief financial adviser, said that had it not
been for the Supply System's critical cash need, he would
have recomnended the bid be rejected."}. The December
1580 Projects Wos. 4 and 5 bond sale, at the even higher
rate of 12.4%, caused additiconal coverage and
acknowledgement by the Supply System of the necessity of
accepting the bid to avoid running out of cash and a
request for additional financing authority. Lone Bidder
Gets WPPSS Bonds at Record Rate, Seattle Post-Intelligence
{Dec. 10, 1980} ("The bid was accepted, in part, because
otherwise WPPSS would have run the risk of not having the
maney needed to continue construction at the two nuclear
projects, afficials said."}.

E.g., Minutes of PUD Association Manager's Section Meeting
at Alderbrock Inn {Aug. 7, 1980}:

He [Donald Karlberg, Supply System
Treasurer] said the reason for the
[Balanced Financing) Program was that the
long-term bond market has reflected a
concern over the volume of financing
expected for the projects to completion . .
. - He [Donald Patterson, Supply System
Financial Adviser] explained that
implementation of a Ralanced Financing
Program would relieve some of the pressure
in the "long® bond market. This would
banefit the Participants by reducing the
possibility of an inability to finance the
construction of the projects to completion,
[that] is to reduce the risk eof termination
of the projects and the resulting adverse
impacts on rates and power supply.

(continued...)
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The need for the Program and the pnssiﬁle saericus conseguences
of nonapproval of it were also presented to the Partieipants'
Committee, which was the Participants'! formal representative’
body for Projects Nos. 4 and 5. The effort to persuade the
Participants' Committee to approve the Balanced Financing
Program was complicated by the fact that the Committee had only
recently expressed concern about the Participants' role in the
Frojects as a result of new paymEnt_obliqatinns that would be
imposed on the Participants under the Program. 165/

At the Hovember 20, 1980 Participants' Committee meeting,
the Supply System's chief financial officer informed the
Committee that cash flow coverage was so low that there was
almost none at times. He explained that to maintain even
minimal cash coverage, the Supply System would have to raise
$1.7 billion through nine to ten hond sales by August of 1581
to finance all the Supply System's projects. He warned the

Participants that in considering whether to support the

164/ (...continued}

Donald Patterson testified that he did not recall making
the statement that the program would reduce the
possibility of not being able to finance the Projects to
completion and the risks of termination. Donald C.
Patterson SEC tr. at 692-94 (Qct. 23, 1885). But see
Patterson's tape recorded statements to the Participants
Committee, described below.

165/ See description of this development in Part II D, infra.
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Balanced Financing program "you have to build in somewhere how
bad financing is for 4 and 5 right now." 166/

The Financial Advisor warned the Participants' Committee
of the imminent danger that the Projects might be terminated

for lack of cash flow:

What we're talking about here is that if we
lese one financing that Jim [Perke, the
chief financial officer] indicated on that
sheet next year we've got a precblem. The
attorneys have - it's not a guestion of
suspension of the projects, or delayihg the
projects, we could be forced into a phase
of termination [because the bond trustee
might take action].

* k % *

I really implore every single one at this
table tao take a look at this separate from
[octher considerations] . . . because the
risks of exposure to you are so strong, I
am perscnally wvery concerned about it. 167/

166/ Participants' Committee mecting of November 20, 1980 (Tape
104¢(a) at 507-509.)

167/ Participants' Committee meeting of November 20, 1%80.
{(Tape 105(a) at 271-74 and 357-59.) With respect to the
exposure to risks, the Financial Advisor stated that if
the financing program failed and the Projects were
terminated it could affect the ratings of the bonds issued
by the Participants for their own wtilities:

Lose 4 and 5, gentlemen, I think right then
you've got a serious problem. Because I
think every single one of you are going %o
be looking at a possible downgrading on
your systems. I don't know how far it
would go. I don't think it's a half a
downgrade. It could be a full grade . . .
. That's why the balanced financing
program was developed. Jim and I didn't
feel that the Supply System had any right
to expose the members, the B8 participants
to the risks that ccould happen if we lost
{continued...)
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In light of the fact that, in connecticn with its recently
expressed concerns about the Participants' rele in Projects
No=, 4 and 5, the Participants' Committee had asked the BEA to
take steps to acquire the projects' capacity, the Supply
Systen's Special Counsel summed up the need to approve the
program so that there would still be projects for the BPA to
acquire:

You don't want the houss to burn down while
you're trying to get somebody to buy

it. 168/
Despite the statements to the Participants about the heed

for the Program, the Participants never gave the reguisite

number of approvals regquired to implement the Program. 169/

167/ (...continued)
the Projects.

Id. at 304-06, 308-10.
168/ Id. ak 265,

169/ James Perko SEC tr. at 645 (Oct. 21, 198%5}. Although a
number of Participants formally approved the needed change
in their Participants® Agreements, the reaction of the
Participants' Committee, described in Part II D, infra,
made the needed unanimous approval of Participants
unlikely,

Although the existence of the Balanced Financing Progran
preposal had heen discussed with some ln the financial
community, such as the rating agencies, the Supply System
was apparently concerned about the Participants!
Committee's negative reactionz to the pregram becoming
known. At the November 20, 1580 Participants' Committee
meeling, the chief financial officer urged that a reporter
be denied admittance while the Balanced Financing Program
was being discussed:

We've told a lot of people that we're
working on this program and that it's
{continued...)
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5. End of the Financing Program
Although the Participants 4id not give the necessary

approvals for the Balanced Financing Program, the Supply System

began utilizing as an interim measure what was, in effect,

intermediate-term debt in the form of $50 amillion of ten-year

put bonds in the December 1980 Projects Hos. 4 and 5 bond

sale., 170/ The use of this intermediate-term debf was

neceasary te provide additional funding to overcome immediate

cash shortages, as the Financial Adviser advised the

Participants' Committee:

169/(...continued)

170/

necessary. We've also been told to wait to
solve some of these other considerations
that Hank has told me about [the
Participant Committee's negative reacticons
discussed in Part II DI, infra] and we
shouldn't open up to the press a wide range
of disagreement and let that surface. That
won't be good for the participants to have
this get back to the financial community -
or whatever affect that exists with the
regional bill.

Participants' Committee meeting of November 20, 1%80.
{Tape 104fa) at 465-65.) There was no discuasicn in the
official statements of the Balanced Financing Program cr
any negative reaction to it.

The intermediate debt could be issued without amendment of
the Participants' Agreements hecause the maturity date of
the put feature was after 1938, when the Participants were
obligated to start making payments under existing
Participants' Agreements., Extensive use of such
techniques, however, could present problems under the
existing debt repayment schedulez. See Standard & Poors
Corporation rating sheet for this bond sale at 2 ("We are
maintaining the cutatanding "A+" but will watch closely
for additional put options and other financing techniques
which could increase bondholder sxposure in the future,
and for further labor settlements and associated cost
increases."). (SEC Exh. 2427.)
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One of the reasons why Jim and T locked at

this [the use of $50 million of put bonds]

was - 1 was basically forced to look at how

to get more money for 4 and 5 because of

the cash flow. We'd have to be back in

January [with anether issue of bonds] in

order to maintain cash flow, This puts us

into the first two weeks in March, 171/
Put bonds were alsc used in the next, and last, Projects Nos. 4
and 5 offering in March 1%81l. The Supply System was also
increasingly using other expedients, such as shortened
maturities and bonds offered as discount bonds.

The tight cash situation continued inte 1981, and it was
imperative that each cffering be made on time te aveold running
out of cash to centinue construction. 172/ After a Projects
Nes. 4 and 5 bond sale in March 1981, a planned bond sale in

early May was postponed when the fisgal year 1982 budget

171/ Participants' Committee meeting of November 20, 1980,
(Tape 106(a) at 266-67.)

172/ The Supply System's problens, including, the financing
problems, continued to be a subject in the financial
press. See, e.g., The Dajly Bond Buyer, Vol 255, No.
26052 at 1, 22 (Feb. 4, 1981); Fate of Nuclear Power In
U.S, Could Depend On Troubled Projegct, Wall Street Journal
{(Jan. 8, 1981): ' '

But even as WPPSS is forced to higher rates
28 1t issues more debt, it is also Yunning
out of customers for its long-term beonds,
according to Blyth Eastman Paine Webker,
the investment banking firm that advises
the supply system. Most major financial
institutions have limits on their
investments in certain kinds of bonds. from
a single source. Consequently, Blyth:
Eastman warns, "Long-ternm (WPPSS5) debt- is
reaching saturation levels in institutional
portfolios, ™
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figures became available to the Supply System management. 173/

on May 2%, 1981, the supply System announced the budget figure

of $23.9 hillion for the five projects, compared with $15.9

billion for the fiscal year 1981 budget, to the Board of

Directers. 174/ Because of the difficulty of raising the

enormous amount of financing required by the new budget and

guestions about whether the projects were needed, the Managing

Director recommended a one Year moratorium on construction of

Projects Nos. 4 and 5 to preserve the limited remaining

cash.

175/

After the moratorium recommendation, the underwriters

informed the Supply System that additional Projects Nes. 4 and

5 bends could be sold wnly 1f the Participants agreed to pay

fifty percent of the interest on the bonds on a current basis. 176/

The

necessary Participant approval was not obtained, 177/

'_J
]
[=2]

:

See discussicon in Part IT A, supra.

Minutes of the Washington Public Power Supply System
Special Board of Director's Meeting of May 29, 19281 at 2-3,.

Id. at 3-4. See alsg Part IT A 2 e, subra.

Underwriters' memorandum (July 15, 1981) (SEC Exh. 2175);
Underwriters' letter to Robert L. Ferguson {Aug. 21, 1981)

{"We alsc believe that any weakening of the terms and
commitments contained in the Plan would render it
inadeguate as a basis for us to undertake the marketing of
such bonds as aforesaid."™ {at 2)) (5EC Exh. 2176).

The failure to obtain the reguired Participant approval

and the foreseeability of this outcome is discussed in
Part II D, infra.
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further financing was not attempted, and the projects
ultimately were terminated. 178/
C. MHNEED FOR THE PROJECTS - POWER SUPPLY AND DEMAND

1. Introductiop

All of the cfficial statements used in the sale of the
Projects Nos. 4 and 5 bonds discussed the need for the Proijects
and anticipated power shortages for the Pacific Northwest
region and the Participants., The forecasted power shortages
were the reason for the construction ¢f the projects. The need
for power in the region was presented prominently in tables and
charts showing forecasted increases in regional power demand

and regional power deficits into future years. 179/ The

178/ Aside from listing the amount of financing needed, based
on the budgets as publicly disclosed, the cofficial
statements used tc sell the bonds over four years
contained only the following description of the state of -
the financing program:

The Supply System's current cash flow
prejections indicate that monies cuvrently
available together with investment income
therecn and the proceeds from [this
offering] will be sufficient to continue
construction of the Projects until [month
and year]. Additional Bonds necessary to
complete the financing of the Projects are
planned to he issued as the need arises..

E.g., 0fficial Statement for $200,000,000 Washington
Public Power Supply System Generating Facilities Revenue
Bonds, Series 1281ALKB [(Projects Nos. 4 and B) at 33 (March
17, 1981).

179/ A table presented the figures for the next ten years for
estimated requirements, estimated rescurces and surplus or
deficits both in actual amounts and in percentage. E.d.,
official Statement for $200,000,000 Washington Public
Power Supply System Generating Facilities Revenue Bonds,

feontinued. . .}
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Participants! power needs were also prominently presented in
tables and charts showing increases in the Participants!?
forecasted power demand and forecasted power deficits. 180/
The failure teo cbtain the forecasted rate of growth in
power demand as set forth in the official statements
ultinately contributed to the termination of Projects Nos. 4
and 5 and the suspension of construction of Projects Nos. 1 and
2. BEBEven during the period of the saleg of Projects Hos. 4 and
5 bonds, each annual forecast showed decreases from pricr year
forecasts in the projections of power demand, indicating that
the ferecasts included in the official statements overstated
growth in demand. Moreover, during the period when the bonds
were being sold, the actual power use was consistently less
than had been forecasted for the years in that pericd.
Although the official statements generally presented the new

reduced forecasts each year, the historical pattern of

179/(. . .continued)
Series 1981ALB (Nuclear Projects Nos. 4 and 5} at 10, A-4
{March 17, 1981). The official statements sometimes
cantained charts showing the resources and deficits in
graphic form, E.q., id. at 11, A-5,

180/ Tables presented (1) the historical power requirements for
the previous five years in peak demand and teotal energy
with growth from year to year in percent and {2) the
Participants' estimated power requirements for the next
fifteen years in peak demand and total energy with
increases in each year in percent. E.d,, Official
Statement for $200,000,000 Washington Puhlic Power Supply
System Generating Facilities Revenue Bonds, Series 19B0DLE
(Nuclear Praojects Nos. 4 and 5) at 9-10, A-11 (Dec. 19,
1980). The official statements sometimes contained charts
depicting the shortage between supplies of power available
to the Participants as calculated under certain conditions
and the forecasted power demands. E,g., id. at 18, A-1%9.
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overastimation of demand was not presentéd. Other negative
ififéormatidn also was minimized, 121/

2. Redional Forecasts

a. The PNUCC Forecast

During the peried in which thHe Frojects Nos. 4 and 5 bonds
were sold, regicdnal load forecasts, 182/ compiled under the
auspices of the Pacific Northwest Utilities Cornferénce
Committes {"PNUCC"} were the forecasts génerally used fo¥ lohg
range planning purpeses in the Pacifi¢ Northwest. 182¢ The

PNUCC was formed in the late 1940's to Ffacilitate advance

181/ The amount of power resources, foér example, was presented
on ¢ritical water period bkasiz, i.4., '©h the woerst
historical water shortage conditicons experienced in the
Northwest over a 42 month peried in the past 40 years.

Beg Katz MDL tr. at 214 {June 17, 1986). While this basis
is disclesed in the official statements, investors were
not provided with information akout the magnitude of
supply in hormal or above normal years, which could bear
on the ability to zell power frowm the projects. The only
information in the official statafments relating to normal
years, in contrast to the tables and charts based oh
critical water years, 1s simply a statement that "during
mogt years, substantial secondary energy, resulting from
nore faverable water conditions is expected to be
available." Notably, In averagée water conditions, an
additicnal 1,500-2,500 megawatts over ¢ritical water
conditions were available, approximately the power output
of Projects Nos. 4 and 5. 'Winston Peterson  -SEC tr. at 449
{Sept. 19, 1985). Likewisa, references to other Fforecasts
cf power demand provided ‘only minimal information abdut
those forecasts, which usually indicated less growth in
power ‘demand-.

182/ "Lowad" is a term commonly used in the ‘energy industry to
refer to the quantity of power reguired,

183/ Other regicnal forecasts were available. -Bdth the ‘Natural
Resources Defense Counsel '("NRDCY)} and the Northwest
Energy Power Preoject {"NEPP") prepared load growth
forecaats showing lower growth -in demand than the PNUCC
forecast, but they were not published annually.
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planning on regicnal electricity matters. The PNUCC membership
included representatives from all of the publicly-owned
utilities, investor-owned electric utilities, agencies that
served the Pacific Horthwast réginn, and the large industrial
customers served directly by the BPA. 184/ The PNUCC's major
function was to prepare annually a ten and twenty year energy
forecast for the Pacific Northwest, which was entitled "West
Group Forecast of Power lLoads and Resources.™
The PNULSC forecast was a "'self" forecast in that each

utility prepared its own forecast. The PNUCC prepared its
annual forecast of energy demand by ohtaining forecasts from
the various utilities in the region. Large generating
utilities submitted their own forecasts directly to the PNUCC. 185/

The BPFA prepared the forecasts for non-generating utilities to
which it supplied power, including many of the

Participants. 186/ In addition, the BPA furnished staff and

184/ Pacific Northwest Utilities Conference Committee,
Econometric Model Electricity Sales Forecast, 4 (July
1981). [SEC Exh. 6006.) The PNUCC meetings were open to
all interested parties. Paul Nolan SEC tr. at 8 (May 20,
1986). Although the BPA was not an official menber of the
PNUCC, it had historically been a strong participant, with
representation on PRUCC ceommittees and input on decision
making. David Heff SEC tr. at 48 (Sept. 4, 1985); Gerald
Garman SEC tr. at 18 (April 24, 198%5).

185/ Gerald Lenzen SEC tr. at 25 (Jan. 14, 1986).

1836/ Gerald Lenzen SEC tr. at 17 (Jan. 14, 1988}. The BPA also
provided the PNUCEC with the load component of the forecast
for the industries served directly by the BPA (“direct
service industries" or Y“"DsIs") based on the amcunts in the
power sales contract between the BPA and the DSIs. The
forecast amount for the DSIs was simply the contract

(continued...)
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computer time to assist the PNUCC in the preparation of its
forecast and assumed responsibility for distributing the PHUCC
forecast throughout the region. 187/

The System Planning Committee of the PNUCC received the
individua) utility forecasts in DPecember or January of each
year. 188/ oOther than checking for méthematical errors, the
PHUCC did not attempt to verifE the utility forecasts. 189/
utility forecasts to determine the total lead growth for the
Pacific Northwest region. The System Planning Committee then
presented the forecast to the PNUCC Executive Ccommittee for its
appreval of the farmat prior to the general publication of the
forecast, which typically occurred in early spring, 199/ The

results of this "sum of the utilities" forecast, as it came to

186/ (...continued)
amount. Twenty-five percent of the contract amount was
characterized ags "interruptible" and was a separate line
item in the forecast. The significance of interruptible
power was that under certain circumstances, there was no
cbhligation to provide such power to the D5Is, and thus the
rower could be "interrupted."

Id. at 15, 19.

is?/

1828/ David Hoff SEC tr. at 34, 43-44 (Sept. 4, 1985}; Gerald
Garman SEC tr, at 13 (Apr. 24, 1%86); Robert McKinney SEC
tr. at 18, (May 22, 1986). '

189/ David Haff SEC tr. at 34, 44 (Sept. 4, 198%); Gerald
Garman SEC tr. at 13 (Apr. 24, 1%86): Robert McKinney SEC
tr. at 19 (May 22, 1986).

130/ Gerald Lemzen SEC tr. at 71 {Jan. 14, 1972); Gerald Garman
SEC tr. at 25, 27 (Apr. 24, 1986): Paul Nolan SEC tr. at
12 (May 2@, 1986); Robert McKinney SEC tr. at 19, 20 (May
22, 1986},
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be known, were then presented, in tabkle format, in the 0fficlal
Statements for Projects Nos. 4 and 5 under the "Power Supply in
the Pacific MNeorthwest" secticn as the regional estimated power

demand.

b. The Pattern of Overestimatjon of the Need for
Pover

The PNUCC forecasts decreased over time, reflecting
diminishing expectations of future growth in demand. Moreover,
during the sales of Projects Nos. 4 and 5 bonds, the actual
power usage was lesgs than had been forecasted for years in that
peried, indicating that the forecasts overestimated power
demand. 191/ The decreases in the forecasts cof demand and the

lower actual usage i1s reflected in the feollowing tabkle of

191/ Although the staff investigation did not attempt to
evaluate the methodology of the PNUCC forecasts, certain
factors may have contributed to PNUCC forecast
inaccuracies. The only written guideline available to
many of the smaller utilities was a 1965 load forecasting
manual published by the BPA for distribution among the
utilities. Winston Peterscn SEC tr. at 214 (September 18,
1985): Bonneville Power Administration, Lead Estimating
Manual (1965) (SEC Exh. &6002). This manual was not
replaced until 1922. Gerald Lenzen SEC tr. at s0-51 {Jan.
14, 1986): Bonnaville Power Administration, Utilities
Studies Section, Utility Load Study Review Guide
{draft) (1982) (SEC Exh. 6043). Further, there were wide
variances in the forecasting techniques that the utilities
used. Some utilities did not consider price elasticity of
demand in their calculations. Robert McKinney SEC tr. at
13 (May 22, 1%86). Utilities did not necessarily update
their forecasts annually, Jd. at 23; David Hoff SEC tr.
at 40 (Sept. 4, 1985). Moreover, the abksence of a regicn-
wide review led to duplicative forecasts in situations
where, for instance, an industry may have proposed several
sites in different utility districts, and each utility
would account for the forecasted need. Gerald Lenzen SEC
tr. at 19 (Jan. 14, 1%88). The forecasts also included an
amount for DST demand based on the contracted ampunt,
which might not reflect real demand or elasticity.
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forecasts made frem 1974 through 1981 for the 1978-1979, 1979-
20, 1980-81, and 1921-82 consumption pericds and the actual
usage in those consumption periods:

COMPARISON OF ACTUAL VERSUS ESTIMATED POWER REQUIREMENTS FOR
THE PNUCC WEST GROUP AREA (LESS BPA INTERRUPTIBLE) 182/

Averadge Megawatts 193/

Copsumpticon Period

DATE OF

ESTIMATE 1978-79 1979-80 1980-81 1981~82
1874 16,464 17,335 18,257 19,199
1575 16,081 16,8823 17,674 18,452
1976 15,756 16,541 17,399 18,234
1977 15,280 16,186 16,978 17,789
1978 15,791 16,611 17,555
1979 15,687 16,460 17,298
1980 16,293 16,992
1981 15,105
Actual Usage 14,714 14,8646 14,830 15,105

Thus, for example, the 1974 forecast projected a use of
18,257 average magawatts for the West Group area in 1980-81.
By 1980, the forecasted demand for 1980-81 had dropped to
16,293 average wmegawatts, a 1,964 megawatt drop. The actual
use of power in 1980-81 was 14,830 average megawatts -~ 3,427
megawatts lower than the 1974 estimate and 1463 megawatts lower

than the 1980 farecast.

132/ Information drawn from SEC Exh. 6010, prepared by EPA -
Divisicon of Power Requirements Utlllty Studies Section,
Table 1 (Sept. 30, 1982).

193/ Average Megawatts are units of epergy measured as the
ratic of energy (in megawatt hours) expected to be
consumed during the pericd of time to the number of hours
in the peried. See Pacific Northwest Utilities Conference
Committee, Northwest Regional Forecast of Power Leads and
Resources at I-11 {June 1981). (SEC Exh. 6008.)
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The regional power demand forecasts were important to
investors hecause they suggested that there would be a strong
market feor the power and strong reqgional support for Projects
Nos, 4 and 5. As indicated above, although the cfficial
statements presented the new forecasts each year, they did not
hote the decrease in the forecasts or that actual usage was
consistently lower than had been forecasted., Forecasted
increases in the regional supply of power were also being
reduced, but this reduction was relatively less. Thus, the
projected deficits decreased. This information might have
alerted investors to the tendency of the forecasts to
overestimate demand.

C. The 1981 PNUSC Forecast Reduction in the Need
for Power

The 1981 FNUCC forecast, publicly disseminated in June
1581, showed a sharp reduction in regional power demand.
Specifically, the relevant West Group portion 194/ of the 1981
PNUCC forecast was adjusted downward by approximately 1,736

magawatts or 9.2% for forecast year 1981-82, 195/ decreasing in

194/ The West Group Area System includes BPA, Pacific Power
and Light Company, Portland General Electric Company,
Puget Power and Light Company, Washington Water Power
Conpany, and the 115 public agency customers of the BPA.
{SEC Exh. 6021 at 2.) For comparison purposes, the West
Group portion of the load forecast is the relevant
forecast because it is the region for which PRUCC
feorecasts were made until 1981 when the region was
expanded to include an East Group.

195/ The 1%80 PNUCC West Group forecaat projected a load
requirement of 18,736 average megawatts for 1981-82. The
West Group portion of the 1981 PNUCC forecast projected a

{continued...)
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greater amounts for the subsequent forecast years, with a

decrease in the 1390-21 forecast year of 2,277 megawatts. 196/

The decrease in the forecast was significant in relatiaon to the

expected Projects Nos. 4 and 5 combined geperating capacity of

appreximately 1700 megawatis 197/ and was a factor in the

Supply System's recommendation of a suspension of constructicn

of Projects Hos. 4 and 5, 1958/

185/ (...continued)

198/

total load requirement of 17,000 average megawatts for
1981-82, resulting in a net decrease of 1,736 average
megawatts for the 1981-82 forecast year,

The 1580 PNUCC West Group forecast projected a load
reguirement of 24,740 average megawatts for 1990-91. The
equivalent West Group portion of the 1981 PNUCC forecast
predicted a 22,463 average megawatt lecad for 1390-91,
resulting in a net decrease of 2,277 average megawatts for
the 1990-91 forecaszst year.

“Although forecasted rescurces to meet power demand were

also reduced in the 1981 forecast, the decrease in
forecasted resources was significantly less than the
forecasted decrease in demand. Specifically, the
projected deficit of power was reduced from 2,314 average
megawatts to 1,177 average megawatts for the forecast year
1281~-82, a fifty percent reduction in the power deficit.
The deficit projected was also adiusted downward in
subsegquent years, with the decrease in the forecast year
1#90-91 at 2,514 average megawatbts, a gixty-twe percent
reduction over the 1980 forecast for the 1990-91 forecast
year.

Project Npo. 4 had a nameplate, or maximum, net generating
capacity of 1,250 megawatts and Project No. 5 had a
nameplate net generating capacity of 1,240 megawatts:
2,430 megawatts for the two plants. However, the
anticipated actual generation aggregated to approximately
1700 megawatts. Coates MDL tr, at 722-723.

Rokert Ferguson, managing director of WPPSS, in first
recommendating a construction slowdown at the May 2%, 1381
WPPSS Board of Directors meeting, ¢ited the decline in the
PHNUCC forecast by the amount of the capacity of Projects
(continued...)
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The results of the PNUCC forecast appear to have been
known as part of the PNUCC review process as early as February
of 1981. On February 5, 1881, the PNUCC Executive Committee
met and discussed the 1981 PHUCC load forecast. 1997 The PNUCC
1981 forecast information was nearing final form at
approximately the time of thig February 5, 1981 nmeeting. 200/
Also, at that time the BPA power manager indicated that the BPA
would reduce its forecast for the small utilities it served by
approximately 500 megawatts. 201/ 1t was agreed at the meeting
that the BPA would furnish its revised load estimate for the
PNUCC regional forecast. 202/ On March 18, 1981, the PHUCC
System Planning Comnittee met and discussed the results of its
1381 regicnal lwvad forecast. Summary tables showing the PNUCC

West Group forecast, dated March 16, 1381, were distributed at

138/(...continued)
Nos. 4 and 5 as a factor creating uncertainty about the
Projects. Minutes of Board of Directors! Meeting of May
29, 1981 at 2.

195/ Gerald Garman S5EC tr. at 39 (Apr. 24, 1986); Paul Nolan
SEC tr. at 35 {May 20, 1986). The 1981 West Group
Forecast values were available at the time of this
February 5, 1981 meeting. Gerald Lenzen SEC tr. at 75
{Jan. 14, 1936}.

200/ Gerald Garman SEC tr. at 43 (Apr. 24, 1988).

201/ Gerald Garman SEC tr. at 423 (Apr. 24, 1986}; FPNUCC
Executive Committee Meeting Report for meeting of February
5, 1981 (Feb. 13, 1981) (SEC Exh. 6&005).

Gerald Garman SEC tr. at 41 (Apr. 24, 1%86): PHUCC
Executive Committee Meeting Report for meeting of February
5, 1981 (Febk. 13, 1981} (SEC Exh. 6005}.

:
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that meeting. 203/ The tables, which reflected a dramatic drop
in forecasted demand, 204/ were ildentical to the tables
gummarizing the West Group Area that ultimately appeared in the
PNUCC forecast dated in June of 1981. 205/

Although informatien on the 1981 forecast existed in
February 19281 and the forecast figures existed by March 16,
1981, the March 17, 1981 official statement for Projects Nos. 4
and 5 bonds contained only informaticn from -the 1980 forecast
and made no reference to the additional drastic decline
included in the preliminary 1981 forecast. 206/ Although the
record does not show that the Supply System or its coansulting
engineer, R.W. Beck, which was responsible for this partion of
the official statement, had the figures, R.W. Beck regeived

forecast information from the PNUCC and attended PNUCC meetings

203/ PNUCC System Planning Committee agenda and attachments
March 18, 1981). (SEC Exh. 6009.)

204/ See discussion supra, for comparison of the 1980 and 1981
forecasts.

205/ Although the figures had not yet been presented to the
PNUCC Executive Committee for final formal approval prior
to release, as dizcussed previocusly, once the individual
utility forecasts were tabulated for the FNUCC forecast
there was no independent verification process which would
be undertaken that would result in changes to the forecast.

206/ The O0fficial Statement discussion of "Regional Power
Requirements and Rescurces" refers to the "Long Range
Projecticon of Power Loads and Resources for Rescurce
Planning" dated September 2, 1280 (the "1980 Blue Book"),
a5 the most current load and resource analysis. 0Official
Statement for $200,000,000 Washington Public Power Supply
System Generating Facilities Revenue Bonds, Series 1981A%&B
{Huclear Projects Nos., 4 and 5) 9 (March 17, 1581;.
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on forecasts from time to time 207/ and could have cbtained
this information for discleosure in the official statement.

3. Participants' Forecasts

a. Geperal

The osEficial statements also contained projections of
power demand for the Participants. These showeéd substantijal
projected growth in power demand. The Participants! power
demand forecasts were compiled by R.W. Beck from forecasts
ocbhtained by R.W. Beck from each of the Participants. Because
the forecasts supplied to Beck generally were the same
forecasts used in the reglional forecasts, they were subject to
the same preoblems that contributed to overstatement of those
forecasts. As with the regional forecasts, the Participants'
forecasts were dropping and actual usage was lower than the
forecasts. Altheugh each year's lowered forecast was
substituted for the previous forecast in the cofficial
statement, the facts that the forecasts were dropping and that
the actual usage was lower than the forecasts were not
specifically disclesed, As with the regional forecasts, this
information would have suggested that the Participants’
forecasts overestimated demand. The following table depicts
the pattern of overestimation and the continual drop in

Participant forecasts over time:

207/ Winston Peterson SEC tr. at 202, 229-39,.
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COMPARISON OF PARTICIPANTS' ACTUAL
VERSUS ESTIMATED POWER REQUIRFMENTS 208/

Megawatt Hours

Consunption Period

Date of
Estimate 1977 19748 1979 1980
19746 36,139,300 39,555,640 42,734,880 45,602,880
1977 35,869,790 39,297,640 42,467,990 45,333,890
1978 2 =———— 38,423,540 41,249,890 44,083,450
1272 40,308,898 42,20&,083
1380 . 42,332,625
Actual 34,185,421 15,425, 168 38,694,748 39,038,000
Usage

As noted above, the BPA had observed in connection with
the preparation of the PNUCC 1981 regional forecast that the
forecasts the BPA subnitted to the PHNUCC, which included most
of the Participants' forecasts, overstated actual demand. This
caused the BPA to make an unprecedented one-time downward
adjustment of &.88% of its portion of the load forecast that it
subnitted to PNUCC to be used as a component part of the 1981
forecast. This deviation was formally analyzed beginning in

1875. 209/ A possible downward adijustment in the Participants

208/ Source: Official statements for Projects Hos. 4 and 5
bonds Series 1877A (Feb. 23, 1977); 1977C (Sept. 13,
1977): 19%78B (May 23, 1978): 1978C {Dec. 11, 1979); 1920B
(July 15, 1%80); and Draft 1981C {(July 1581) (cffering nct
completed). The 1330 estimate, included in the official
statements for Projects Nos. 4 and 5 hond series 1980FE,
dated July 15, 1980, was reduced.slightly from the
42,758,216 megawatt hour estimate included in the official
statement for Projects Hoz. 4 and 5 bond series 1980A
dated May %, 1980,

209/ In the 1970's the BPA became aware that the forecasts it
prepared for many of the Participants were consistently
feontinued. . .)
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forecasts because of this study appears to have been known to the

200/ (. ..continued)
higher than the actual load demands experienced by the
utilities that it served, including the Participants. in
response to this detection of forecast errors, the Power
Reguirements Section of the BPFA initiated a lcad deviation
study in late 197%. Charles Schneider SEC tr. at 7-8
{Jan. 15, 1984): Gerald Lenzen SEC tr. at 36 {(Jan. 14,
1986). The load deviation study covered a period from
July of 1968 to September of 1978, The study compared the
forecast deviation with the actual experience in the first
year of each forecast. The 1979 load deviation study
culminated in a report, including recommendaticns for
several metheds of adjustment to the BPA portion of the
PNUCC forecast. Memorandum from George Guinwatt to
Hechtor Durocher {Dec. 10, 1979). (SEC Exh. &05C.) The
study was presented by the staff of the Power Requirements
Section te the BPA Power Manager. However, no decision
was made at that time to proceed with an adjustment,
Charles Schneider SEC tr. at 15-16 {Jan. 15, 1986),

In the fall of 1980, the BPA staff conducted an
identical load deviaticon study. System Load Deviation
Study (draft) (SEC Exh. 6045)) Gerald Lenzen SEC tr. at 43
{Jan. 14, 1986). 1In a November 21, 1980 meeting, it was
determined that the data be weather adjusted to compare
the deviation to the weather as it had actually cccurred,
not against projected normal weather, System Load
Deviation Study (draft) (SEC Exh. 6046); Gerald Lenzen SEC
tr. at 47 {(Jan. 14, 1986). On January 28, 1981, the BPA
completed its revised 1load estimate, which incorporated
the adjustments in the deviation study. System Load
Deviation Study (draft) (SEC Exh. &045); Gerald Lenhzen SEC
tr. at 43 (Jan. 14, 1986). After making minor weather
adjustments, the revised study recommended a 6.88 percent
downward adjustment. Gerald Lenzen SEC tr. at 49 {(Jan.

14, 1986). The PHUCC was aware of the revised load
estimate a= =opn as the information was developed. Id. at
54, On February 27, 1981, BPA formally transmitted teo the
PHUCC its revised lead forecast using the 6.88 percent
adjustment. This adjustment accounted for between 45 and
55 percent of the reduction in each of the years cof the
PNUCC regional forecast. Pacific Northwest Utilities
Conference Committee, Northwest Regional Yorecast of Power
Loads and Resources ¢ {June, 15981} (SEC Exh. &008}; Gerald
Lenzen SEC tr. at 75 (Jan. 14, 1286},
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Participants' Committee and the consulting engineer. 208/

k. Proiected Power Defjcits for the Participants

The official statements also projected that the
Participants would experience a power deficit beginning in the
mid-1%80's without Projects Nos. 4 and 5, and a deficit in some
years even with power from those projects. 203/ The
anticipated deficit was the preoduct of power demand increases
that had been forecasted and an assumption that the
Participants would be unable significantly to increase the
amount of power acquired from the BPA after 1983. Although the
BPA's power was limited, some additional power beyond that
projected for the Participants after 1983 was potentially
available. The assumption that the power would not be
available to the Participants was based to a large degree on
legal and pelicy guestions that, when resolﬁed, cpuld make the
power avallable. 210/ The official statements made reference

to some of these issues, but the significance to the power

208/ See Part II D, infra.

209/ S5ee, e.qg., Official Statement for 5200,000, 000 Washington
Fublic Power Supply System Generating Facilities Revenue
Bonds, Series 1%30D&E (Nuclear Projects Nos. 4 and 5) at
18 (Dec. 19, 1980). The chart depicting the projected
deficit was placed in the main body of the official
statements beginning in mid-1%79 at the time that power
needs information was moved forward in the official
statement, as described above in Part I1 B, supra.

210/ See discussion in Parts II D and IV, infra.
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deficit was not presented in a way that would have adequately
offset the impression of critical power deficits conveyed by
the cofficial statements,

The presentations of need for power by the region and the
Participants were based in the official statements on ferecasts
in general use in the regiocn. The presentations, however,
emphasized information about the need for power that was
favorable for Projects Noz. 4 and § and did not adeguately
provide infeormation that was negative or that cast doubt on the
forecastsa. Investors, therefore, were not provided full,
halanced information on this important subject.

D. THE PARTICIPANTS' REACTION TO FVENTS AND DEVEIOPING
DISSENTIOH

The problems with the budgets, the financing pregram and
declining rates of growth in power demand began affecting the
Participants. The greoewing problems c2used the Participants’
Committee, the formal representative body of the Participants
for the projects, 211/ to seek a sharing of the burdens of the
projects and to reguest a study of the possibility of delaying
or terminating the projects approximately seven months before
nanagement's moratorium recommendation in May, 1981. Although

the issue of the validity and enforceability of tha

211/ Under the Participant's Agreements, the Participants!
intaerests were represented through a Participants!
Committee composed of up to seven members. Each of the
Participants cculd designate any of the Participant
Committee menmbers to rapresent it.
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Participants' Agreements that abligated the Participants to
provide funds te pay the bonds issued by the Supply System 212/
was not addressed by the Participants' Committee at the time
these deliberations began, the Participants' continued suppaort
for the projects was necessary for the success of the projects,
After the management's recommendation of a maratorium, the
Participants were told that they had to agree to changes in
their adgreements or further financing would not be feasible.
The Farticipants failed to take the necessary actions and the
projects subsequently were terminated., 213/

The official statements cansistently portrayed Participant
support for the projects as streong. They neted a high degree
of regional coeoperation and indicated that the Participants

needed the projects. 214/ The official statements did not

212/ See discussion in Part IV, infra. on the issue of the
validity of the Agreements,

213/ Some of the Participants also ultimately denied the
cbligation to pay hondhalders in the litigation to enforce
those obligations.

214/ E.g., 0fficial Statement for $200,000,000 Washington
Fublic Power Supply System Generating Facilities Revenue
Bonds, Series 1980D&E (Nuclear Projects Nos. 4 and 5) at 6
(Bec. 19, 1980):

The power supply facilities in the
Pacific Northwest have been operated with a
high degree of cooperation fer many years.

* * * *

Early in the 1870's, it hecame
apparent that the initial phasge of the Ten-
Year Hydro Thermal Power Program would net
provide adeguate genherating resourcesz to
{continued...)
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214/(...continued)
supply the region’s growing demand for
electrical power beyond the early 198Q°'s.
The cpoperation that was established during
the develeopment of the Ten-year Hydro
Thermal Power Program was continued and
additional generating projects were
identified. This cosperative planning and
scheduling of resources, including the
Projects, has resulted in constructicon and
planning of generating facilities by
individual utilities and utility groups on
a coordinated basis to meet the growing
loads of the Pacific Worthwest. As part of
this power supply program the preference
customers [principally the Participants]
undartook to provide their own additicnal
generating resources without the
acquisition of the capability therecf by
Benneville., At the same time the
preference customers have been working with
the region's other electric utilities and
Bonneville's direct service industrial
customers in a cooperative effort to cobtain
legislation to authorize Bonneville to
acquire the rescurces necessary to meet the
region's slectric power supply
requirements.

The official statements also contained extensive
information on the forecasted need for power from the
projects. See discussion in Part I1 €, supra.

The gfficial statements alsc centained an ungualified
statement of the Participants' obligation to pay the costs
of the projects, including payment of the bonds. The
cover sheet of each official statement, for sexanmple,
stated:

The Supply System has scld the entire

capability of the Projects in shares to the

Participants. Each Participant i=s

obligated to pay the Supply System, in the

manner and from the sources dezcribed

herein, its Partigcipant'sz share of the

total annual costs of the Projects,

including debt service on the Bonds,

whether or not the Projects are completed,
{continued...)
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reflect any concern or reservatlon ameng the Participants about
their role in the projects or any conflict over the projects
between the Participants and octhers in the region.

Prior to 1280, the Participants' involvement in
substantive matters relating to the projects had heen
relatively limitedd. The Supply System had the operational
reésponsibilities for the projects and prohlems of costs,
decreases in forecasts of power demand, and finansing with the
projects had not reached critical levels. As the preoblems
hecame more acute, the Participants were drawn into the
worsening situation. Thelr reaction indicated thaf their
support for the projects, and the regional cooperation, was
less than portrayed in the official statements.

1. The Farticipants! Commititee's Reevaluation of the
Position of The Participants

a. Development of the Conditions feading to
Participant Committee Reovaluationh

In 1980, several ¢onditicns developed that caused the
Participants' Committee to reevaluate the Participants’

sitwation, It began with the Supply System's request that the

214/ (.. .continued)
operable 'or operating and notwithstanding
the suspensicn, reducticn or curtailment of
the Projects' cutput.

Official Statement for %200,000,000 Washington Public

Power Supply System Generating Facilities Revenue Bonds,
Beries 19B1A&B (Nuclear Projeckts Hos. 4 and 5} cover padge.

The issue of the invalidity of the Participants obligation
is desgcribed separately in Part IV, infra.
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Participants agree to changes in thelr Participants' Agreemcnts
to enable the Supply System to sell short and intermediate-term
debt to prevent a possible interruption in funds needed for
cchtinued construction. 215/ The proposed change would have
exposed the Participants to the risk of having to make payments
on the projects before they were completed. The existing
Participants Agreements did not require payments until the
completion of the projects or 1988, whichever came first.
Moreover, many of the Participants had long kelieved that the
costs of the projects would be shared by others in the region
and melded with the inexpensive hydro power available from the

BPA. 216/ Finally, the projects' searing costs increased the

215/ See discussion in Part II B, supra.

216/ When the Participants entered into the Agreements, there
was substantial uncertainty about the power that might be
available to the in future years, At the time Projects
Nos. 4 and 5 were initiated, the Participants were
statutorily entitled to preference in access to the BPA's
hydro power. Some of the power at that time was con-
tracted to the BPA's direct service industry customers
("D2TI="), which did not have statutory preference to the
BEA's hydro power. If the Participants were able to
chtain this power, it could be used to meet some of their
future needs., Because of unsettled issues as to the DSI
claims for the BPA power, possikble other preference
customer claims for the power, and forecasts at that time
for very large growth in power demand, the BPA was
unwilling, and, because of an ohligation to produce an
enviranmental impact statement was unable, to allocate its
power supply at that time to the preference customers,
The BPA therefore issued a formal "letter of
insuftficiency" that notified the Participants that it
woluld not be able to assure that it would continue to meet
their power growth after 1933, This pressured
Participants to join Project Hos. 4 and 5.

Some of the Participants were concerned that they might
{continued...)
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differential between the inexpensive BPA power and the cost of
Projects Neos. 4 and 5 power. It was beginning to appear that
the cost of the power from the projects weuld be borne by the
Participants alone while other power users, such as the BPa's
direct service industrial customers, or D5Is, could continue to
use the inexpensive BPA powar. It further appeared that this
problem might not be sclved, as had been expected, by federal
legiglation authorizing the BPA to meet regional power needs by

acquiring power from generating facilitiés owned by others,

216/ (...continued)
lose their right teo the inexpensive EPA hydro power if
they jeined Projects Nos. 4 and 5 and the power from thiose
projects were later held to reduce their to <laim on BEA
hydre power. In response to these concertis, the BPA
2dministrator igsued a letter that stated that
Participantz would not be penalized in future allocations
of hydro power because of their participation in Projects
Mes, 4 and 5. Also, since the DSIs would kehefit from
Projects Nos. 4 and 5, their participation in the projects
was sought. Original proposals provided for the DSIs to
assune part of the dry hole risk on Projects Nos. 4 and 5
for a fixed period of time. The DSIs; however, asserted
that the terms of their axisting debt ohligations
prevented them from assuming a dry hole risk.. Their
ckligaticn was then limited to agreeing teo purchase
certain amounts of power for a fixed peried of time. This
obligation was intended to cover the early years of the
operation of Projects No=s. 4 and 5 when the Participants
might not need the power from the ptojects.

Finally, there was a possibility of Federal legislation
which might provide for the acgquisition ef the capability
of Projects Nos. 4 and 5 by the BPA. This would region-
alize the allocation of power and regionalize the risks
and costs ef Projects Nos. ¢4 and 5. Indeed, early pro-
posed legislation expressly provided for the acguisitien
of the capakility of Projects Nos. 4 and 5 by the BPA,
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such as Projects NHos. 4 and 5. 217/ Thus, the Participants
were being asked to assume immediate payment obligations,
because of the financing preoblems, in a situation where they
might have to pay for more expensive power from Projects Nos. 4
and 5 while others for whom the projects alsc had been
undertaken might be able to meet thelr needs with inexpensive
BPA power.

There was some Participant suppoert for the short and
intermediate-term debt program, which was called the Balanced
Financing Pregram. If the projects were terminated, the
Participants would apparently have had to pay for all the bonds
issued to that date without receiving power and without any way
of forecing the region to share the cost. Also, despite the
decreazes in the forecasts of power demand, there was still a
risk of a regionhal power shortage that could affect the
Participants. The Board of Directors and the Participants’
Committee, therefore, approved the concept of the Balanced
Financing Program. However, the program could not go forward
without each of the 8B Participants agreeing to an amendment of
their Participants' Agreements. 218/ The Supply System staff
and the Financial Advisor undertook toe get the approval of each
af the ﬁarticipants. The Supply System worked with the

Participants' Committee to formulate the terms and conditions

217/ The legislation set acguisitien priorities based on type
of fuel and on cost that might not be met by Projects Nos.
4 and 5.

218/ See discussion in Part II B, supra.
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of a supplemental agreéement. Initial issues addressed by ths
Participants' Committee inciuded the mawimum amount of short
and intermediate-~term debt that should be authorized. 218/
There were also discussions about how the Pregram could be
structured to allow the Participants to control the issuance of
the short and intermediate-term deht.

b. October 16, 1980 Participants' Committes Maeting

In October 1980, more fundamental issues raised by the
short and intermediate-term debt proposal were discussed by the
Participants* Committes. At the October 16, 1920 meeting of
the Participants' Committee, the manager of..a Participant that
had one of the largest shares in the projects expreszed the
view that the Participants had to address the central issue:
that the projects had been initiated as a regional rescurce and
that other utilities and the D5Is, for whose benefit the

projects had been undertaken, should share some of the burdens

219/ The Participants' Committee was concernsed about the
adverse impact of a large program, particularly on some of
the smaller Participants. See Minutes of Participants!
Committee meeting of August 21, 1980. The financial
adviser wanted authorization for a large amount of debt
and had preposed a figure of $§1.4 killicn. The
Participants' Committee, working from studies done by R.W.
Beck, the Supply System's consulting engineer, on the
impact that the Balanced Financing Program would have on
the rates of Participants' rate-payers, did not want to
exceed 5750 million. The $750 million amount egquated to
an average 20% rate increase for the customers of the
Participants if the maximum short term debt were issued
and could not be rolled over. On the upper end, this
would mean an increase -of 8% for Pend Oreille, one of the
small utilities. One of the Participants'! Committee
members raised the question of whether some utilities that
"have subscribed beyond their own reguirements" should "be
exposed to the risks of short term bonds." (Id. at 7)
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if the 8B Participants were to take on the risk of short term

financing:

Although an extension of the D5Is' commitment to take

The guestion is, when wWe went into this,
the assurances that we had as participants
from the Bonneville Adwinistration by
letters, by their encouragement, from the
DSIs and their corporate headquarters was
they were going to remove to the legal
extent possible any burdens on our eighty-
eight participants.

x & * %

It =eems to me that along the line here we
have to, as realistic managers and [in]
recommendations to our staff, is not lean
on the financial advisers as to the methods
[of implementing the program] but get right
down to the very heart of it. Shouldn't
we, 1f we're taking additional burdens and
risks, ¢all in the beneficiaries, and the
beneficiaries are the publics [publicly-
owned utilities} that are not the eighty-
eight, are the D5Is, tremendously the D5Is,
who are right noew curtailed on their
fguartile, bring them back to the takle, and
at least put us kback to the same level of
protection which they legally could do that
we wWere when we got inte this. 220/

power would not reduces the risks teo Participants arising from

the short term debt, it would relieve the Participants of

having to take expensive power which they might not need if the

projects were completed. 221/

The Participant's concern that

{Tape

220/ Participants' Committee meeting of October 16, 1980,
59({a) (S-1) at 190-96, 209-19.) The Participants'
Committes meetings were tape recorded.

221/ Participants' Committee meeting af Qctober 18, 1%R0:

Speaker: The region right new is 1% of
what it was a yvear ago and when
([continued...)
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thére would be unneeded power from the projects appears te have
been hased on the Participants' Committee's knowledge that
forecasted lcad growth was decliining and that actual usage was

lower than had been forecasted, as described above. 222/

221/(...continued)
we started this it looked like &-
7% [growth in power demand] a
year. T can visualize with the
high rate of prime money and =a
let of ather thing= that --

Speaker: You can visualize having
[Projects Nos.) 4-5 [power] and
ho place to market it, right?

Speaker: The reason, Don, is that you're
going to have to make some
decisions fairly =zoon on
resources and expansicon and if
you maks the decision to expand
based on some forecasts in our
case that looked at 7-8% growth,
load growth, you could 2asily get
caught in a situation of no place
to peddle it, or no assured place
of peddling it. And that
additional akility to assign to
the D5Ts iz from our prospective
a real advantage and its gone
now, as Bob poinkts out. The
delays have basically
dateriorated that advantage to
zZero.

(Tape 99(a) (5-1) at 487-98.)

222/ See discussion jin Part II ¢, supra. The awareness of
dropping growkth rates alsoc came up later in the meeting
when an R.W. Beck representative explained that
anticipated drops in power demand growth indicated that
the Participants should be concerned about the agreements
with the DSIg because there could be more excess powWer
from the ‘projects in certain ‘periods than the industriez
would be cbligated to take under their existing
agreements’ :

fcontinued...)
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The immediate issue that caused the Participants®

committee to revisit the role of the Participants in the

projects was the requested change in the Participants?®

hgreements to permit the sale of short and intermediate-term

debt under the Balanced Financing Progrxam. The Participants’®

Committes was aware that the Balanced Financing Program was

222/(. . .continued)
Speaker:

Speaker:

Speaker:

(Tape 100(a)}

Historically what's happening is
that avery year the loads fall
off and off and off and if they
fall off an average 400

megawatts in '91, 1922, you've got
a problem. That's why you need
the extension [of the existing
DS5T agreement te take power].

£ * %k *

Basically, at this point, based
on this analysis, if the total
participants loads dreop five
percent, then the nekt result is
that in '8&-'87, '87-'38, and
189-'90 you cannot sheve it all
to the industries.

* * % %

Right now in '86-'857 the lcad
forecast is 6,058 average
megawatts. If you reduce that by
5%, you come up with 5,755
megawatts.,

* X & *

That's certainly a credible 5%
reduction.

Yaah.

(8-1) at 553-574.)
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important to the continued financing of Projects Hos, 4 and 5. 223/
The Participants' Committee was thus faced with the need to

take on new obligations on troubled projects while others for

whom the projects also were undertaken were not sharing the

burdern.

223/ Participants' Committee meeting of October 16, 1980:

Speaker: We're locking at the assessments, I
think, of risks all the way along here.
¥You know the only reason - you Know one
of the main reasons we've come forth with
thig concept of the Balanced Finahcing
program is that there is a perceived
risk to the existing financing program.

Speaker: Well isn't there a guesticon -
would this be a fair statemant:
There is a guestion raised of the
ability to complete both 4 and &
without a Balanced Financing
Program? ° Somebody has mentioned
that that's a possibility, that
vyou might not be able to complete
4 and 5 financing unless we have
a balanced financing [program].

Speaker: That's the rationale for the
short term [debt program].

Speaker: In fact those commnents came from
some of the investors themselves,
yes.

{Tape 99{a) (5-2) at 014-21).

One of the Participants' Committee members had recent
direct knowledge of the financing situation from the
meeting on September 17, 1980 with representatives of some
of the largest instituticnal purchasers of Supply System
bonds, described above, The member concluded that there
was seriocus doubt about the ability to complete the
financing for Projects Nos. 4 and 5. Memorandum from E.E.
Coatez to Participants' Committee File at 1-2 (Sept. 22,
1980). (SEC Exh. 269.)
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In this situation of troubled projects, of the reguest for
new obligationg from the Participants, and of a desire to get a
sharing of the burden, the Participants' Committee discussed
the desirability of considering delaying, selling, or
terminating the projects in connection with discussions with
the BPA and the DEIs:
Speaker: Are there any benefits for

discussion of deferring those

prejects in connection with our

discussions with koth BPA and the

DSI*'s?

Speaker: I think there is a lot of benefit
in looking at it.

* % % *

Speaker: The other possibility besides
delaying the projects is to sell
off a portion, that is, actually
open up and sell off an
additional portion, as many
utilities have done, too, on sone
projects.

Speaker: There's another option: that's
cancel it. 224/

Expected reductions in power demand forecasts and financing
problems were seen as presenting a situation which might

warrant consideration aof delay or cancellation of the

projects. 225/

224/ Participants' Committee meeting of October 16, 1980.
(Tape 99(a) (5-2) at 123-30, 157-62.)

225/ Participants' Committee meseting of October 16, 1980:
Epeaker: Bonnheville in their propeosed
allocation is regquiring for the
conservation portion of the
{continued. ..}
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325/¢. .

.continued)

Speaker:

Speaker:

allocation -- looks at the load
forecast. They are talking about
the expected leoad ferecast they
will have at the end of the year.
This raises another concept. If
there is 15% conservation
possible in the region, then
forecasts are going to be
changed. They will be
reflected. If that's the case,
then we're alse lgoking at a
change in the need for all the
participants for the 4-5
projects. It does seem
appropriate that that be
addressed in the context of
identifying what the needs are:
the timing of those needs,
particularly in relation to the
project delays; the conservation
impact and the slowing growth
rate, to see if cne of these
options shouldn't be promoted.

Similar to that there are other -
plants being considered fer
roughly the same time frame as 4
and 5, on~line basis, such as
Creston, Boardman, Idahe Falls.
All those things added in, and
the uncertainty in financing 4
and 5, or to whatever extent

~there iz an uncertainty, which

seems to be a considerable one,
and I don't know the answers by
any means, but there's aenough
there that you start worrying a
bit, could merit actually
termination [sic]. And I'm not
advocating it by any stretch of
the imagination, but when you
start thinking in terms of

delays, or of problems of

financing, ‘one of the options has
to be termination.

Ohviously when you consider your

{continued.. .}
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The Participants were also concerned that if even the
tentative consideration of alternatives, such as slowdewn or
tarmination, in negotiations with the DS5Is and the BPA became
public, it could cause 2 negative reaction in the financial
community. As pointed cut by one of the members, however, if
the situaticn could not be resolved favorably to the
Participants, the Balanced Financing Program probably would not
be approved and the projects would not be completed anyway:

Speaker: We can all agree to that,
[dealing with the BPA and the
DSI's and ralsing alternatives],
or, if we did all agree to it,
the next and hardest question is
what 4o you do, because as scon
as you put out anything like what
walre suggesting, the reprecus-—
sions could ke horrendous . . .
You may do yourself more damage
just by publicizing the fact
you're considering or analyzing
delay, terminaticn or whatever.

Speaker: It could affect vyour bond rating
on the very next issue,

Speaker: Well, if you say to the weorld
that you've got to have balanced
financing or the project's dead,
and cne of the eighty-eight
decides 1t doesn't like the idea,
you've done it. 22&/

The disclosure of the Participants' deliberations concerning

peossible courses of action undoubtedly would have caused a

225/(...continued)
options you have to take the
whole spectrun.
(Tape 99(a) (5-2) at 163-201.)
226/ Id. at 251-65.
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negative reaction in the financial c¢ommunity because the
Participants' support for the projects was important. These
deliberations were inconsistent with the impression conveyed in
the official statements and with the pesition taken by the
Participants in public that the projects were needed and
definitely would be completed. 227/

Tha committee members then considered how they should
proceed. They decided to meet with the BPA as part of the
effort to get the BPA and the DSIs te share some of the burden
of the projects and to ask the Supply System to conduct a

secret study of the feasibility of delay or termination. 238/

227/ For example, at a meeting with institutiecnal investors in
September, 1980, described above in Part II B, an
instituticnal investor had expressly agsked whether there
was any possibility of cancelling the Projects and had
‘kean told that the Projects would be completed:

. Was cancellatien then something you
were suggesting to them?

A. I do not know if I was suggesting it,
I was Just asking. I thought it was
an aption that they had.

L What was their reaction?

A, They said, definitely not, these
plants will he completed, there iz no
guestion about it. These were the
guys from the PUD's {public util:ity
districts].

Carl P. Jayson SEC tr. at &7 {(Hov. 27, 1984).
228/ Participants'! Committee meeting of October 16, 19801
Speaker: In answer to Dave's guestion - I
presume that was a guestion -
where do we go from here, I would
{continued.. .}



The Participants' Committee formed a subcommittee to negotiate
wWwith the BPA and the DSIs. Because they wanted to Keep their
plans confidential, the Committes members drafted the
resolution establishing the subcommittee in a way that would
not disclose its purpese or the relation of its work to the
Balanced Financing Pregram. The formal motion made was to
"astablish a subcommittee to work on what the Participants!

Committes perceives as problems with the short term salesz

228/(-..continued)
think that a meeting with - that
a committes or group calling on
the Administrator {of the BPA],
expressing these concerns in
private, not necessarily with the
Seattle P.I. [Post-Intelligencer
newspaper} present, we might
sound out, express the concerns
in a very forceful way and maybe
get help in approaching the
DEI's.

* k k *

Speaker: At the =ame time I'd sure like to
see a staff analysis of some of
the things we were looking at
[delay and termination] and I
don't mean a real detailed -- I
mean a very clandestine, hurry-up
sort of analysis of the sorts of
things we were discussing.
Because I think we keep batting
these things around but if on the
surface of them they don't make
sense, then I'd hate tec see us
surface them. I'd hate to see it
come up because of the potential
it has for blowing it sky-high.

(Tape 99(a)(S-2) at 273-306.}
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agreement {with the DSI's] and other related matters."™ The

vague phrasing was ilntentional:

Speaker {(the person making the motion): We
gdon't have to go public with exactly what
we've been saying here today but we could
officially get a subcommittes going and we
could just let people wonder out there in
the world what the hell we're really about
by Jjust simply saying this committee is
going to work on what we perceive as
problems with the short term sales
agreement and other matters. 229/

The minutes did not describe the concerns that were expressed

or the discussion of available alternatives.

Three members were appolnted to the subcommittes., 1T was

agreed that one of them would notify the members of the full

committee of the date of the meeting with BPA sc that any

interested members could attend. 230/ The Participants!

229/

230/

Id. (Tape 99fa)(5-2) at 484-88.)

As to the wheole discussion, the minutes state only that
"The Committee then entered into a lengthy discussion
regarding the Short Term Sales Agreement." This is
followed by the intentienally cryptic motion, described
above. The omiszsion from the minutes Participants’
Committee minutes wasz unusual because the minutes were
customarily exhaustive and were often zlmost word-for-word
accounts and the discussion of these subjects occupied
mest of the meeting. :

It was also suggested that subcommittee members alsc make
telephone ¢alls to the BPA and the D5Is and tell them that
this was a serlious matter and that the motion had been
intentionmally written in vague term# to avoid making the

matter public:

Speaker: I think Al shculd feel free to
even indicate to thesze people
that the problem wasz of such a
serious nature that we didn't
really even -- that's why we
{continued...]
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Committee also asked the Supply System employee who also acted
as both the Committee's secretary and the Supply Systen's
liaisoh to the Committes, Lo have the Supply System develop
guidelines for a study which would include options of delay or
termination of either or both plants. 231/

c. Meeting of Participants! Committer Members with thne
EFPA

On October 21, 1%80, six of the seven members of the
Participants' members met with the Administrator of the BPA and
other BPFA officials. 232/ The BPA was told that a number of

alternatives were being discussed. The alternatives included

230/9(. .. .continued)
worded the motion rather weakly.
¥We didn't want to surface it to
the pubklic at this point in time
because wa felt it was very, very
geriocus and neaded sone sericus
rguiet discussion.

Speaker: Yeah, the fact that it is so
serious that simply discussing it
has a ripple effect —— that it
could be uncentrellable,

Id. (Tape 99(a)(5-2) at 531-36.}

231/ Id. (Tape %9(a) (S~2) at 543-55.)

232/ Memorandum from E.E. Cpates to WPPSS Participant's File
{Oct. 24, 1%B0) (memorializing the meeting with the BPA,
with copies to other utility perscnnel) ("The meeting was
astablished as a result of actions taken at the last
Farticipants' Committes mesting stemming froem concerns
expressed by the Participants over WPPSS's ability to
complete the financing of the projects.™). (SEC Exh.
1217.) Eee alse, Edward Coates SEC tr. at 184-87 {Sept.
20, 1985},

The Supply System employee who was lialson te the
Committee and was the Committee's secretary alsc attended.
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greater sharing of the burdens of the projects by the BPA and
the DSIs, sale of the projects, and extension or termination

of the projects. 233/ BPFA reprezentatives were shocked by what
they were told and were concerned that such discussions by the
Participants could harm the marketability of the bonds. 234/
The Participants! Committee representatives responded that

cther beneficiaries of the projects had not come forward to

223/ Memorandum from E.E. Coates to WPPSS Participants File at
1-2 (Oct, 24, 1380) {(SEC Exh. 1217):

A number of mitigative alternatives were
digcuszsed including (1) extension of
assignment agreements [with the DSI's], (2)
BPA's execution of short-term purchase
authority, (2) stretch-out of one or beth
prajects, (4) sale of interest in projects,
and (%) mothbhall and/or terminate projects.

Harlan EKosmata SEC tr. at 412-13 (May 30, 1988): Edward
Coates SEC tr. at 187-93 (Sept. 30, 1385).

234/ Wetes of David Piper (Oct. 21, 139803} (SEC Exh. 1424):

BPa was very concerned (upset aven) when wWe
told our plans for examining the options to
the balanced financing program.

{a} Termination
{k} Sale
{c} Delay

Mamorandum from E.E. Coates to WPPSS Participants! File at
1 fOoct. 24, 1980) (SEC Exh. 1217):

BPA also appeared taken aback and exprassed
concern that Participants were even '
considering stretch out or termination of
these needed regional projects and pointed
out that such discussions could adverszely
affect marketability of securitiesg,

Edward Coates SEC tr. at 192-93 (Sept. 20, 1935): Kosmata
SEC tr. at 412-13 (May 30, 1986).
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assume risk on the projects and that they wanted to lock at
alternatives., 235/ The tenor of the neeting was

confreontaticnal. 226/ The BPA cfficial agreed to appreach the

235/ Memorandum from E.E. Coates to WPPSS Participant's File at
1-2 {SEC Exh. 1217):

It was also pointed out that other
beneficiaries of the projects have not
gtepped forward to assume part of the risk.
In additicn, prudent utility practice
dictates that alternatives be examined in
the event financing to complete the
projects cannot be obtalned. Participants®
concerns were placed into three general
categories:

{1} the ability to finance the
balance of the 4/5 projects with
or without balanced financings,
{2) the ability to market output
{short term) from the projects,
and [3} dry hole risk sharing.

Saees Harlan Kasmata SEC tr. at 415-17 (May 30, 1986).

236/ Harlan Kosmata SEC tr. at 415-17 (May 30, 19885} (Supply
Eystem lialson to the Participants' Committee):

Well, I think again the character of this
meeting was a hard kall negotiating
meeting. As T remember the moocd of the
participants, they were just getting
absolutely tired of heing the only apparent
parties in the region who were financially
exposed on generation projects. They saw
themselves as on the hook for these
prejects and nobeody else was sharing any
financial liabkility.

And yet when they went into these things,
everybody was supposed to be sharing the
responsibility and the benefits. They
clearly saw thamsalves as being out there
by themseslves at this point, and they were
in this mecting to tell Eonneville that
they were tirad of Bonneville and the DSIs,
who they felt Bonneville had a lot of
{continued. ..}
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DSIs and explore an extension of the short term sales
agreement. 237/ They doubted, however, that the DSIs would be
willing to amend thelr agreements because they had no incentive
to do so. 238/ The cofficials also agreed to explore possible
zhort term or long term purchaze of the projects' capacity but

doubted that it would ke feasible. 239/

236/(...continued)
negotiating pesition to deal with, that
neither Bonneville nor the DSIs had any
riskg in these projects and yet the
participants fully were bearing the risk,
and that they were getting dann tired of
that situation. They just were, in effect,
in turning to Bonneville and others, saying
it's time that other people step up.

And then in making that discussion and
making thelr points, they went through
potential ways in which things might occur,
including the list of things said here,.

But I regarded it again as a negotiating
pesition but, in effect, they were saying
if we have tg, if you, Bonneville, and if
you, DS5Is, won't come back into a position
of sharing the financial obligations here,
we are willing to essentially cut off this.
The hell with it. ®We'll step aside. We
will pay cff what we cwe and let you,
Bonneville, decide how you are going to get
power to meet your obligations under the
act, and you can tell the DSIs how you are
geing to get them power which you [are]
deem[ed] to have.

Now that's the kind of ceonversation that
was going on there.

237/ Memorandum from E.E. Coates to WEFPSS Participant's File at
2. {SEC Exh. 1217.)

238/ Id.
239/ The BPA's authority to make short-term purchazes of power

extended for only 5 years and the Projects might not even
fcontinued...]
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The events at the october 16, 1980 Participants' Committee
meeting and the meeting with the BPA were kept confidential
because of their possibkle impact on the financing of the
projects. 240/ The Supply System knew of these events because
its liaison empleoyee attended the meetings and reported both
meetings to his superiors. 241/ V¥No disclosure of the
deliberations or actions was made by the Supply System and the
affirmative representations in the official statements about
the Participants' support were not changed.

d. Efforts to Get Direct Service Tndustries To Extend

Their Agreements and To Get BPA To Buy the Output or
Capacity of The Projects

Participants continued to try to get relief through the
D5I=s and the BPA up to the announcement of the moratorium on
May 2%, 1981. These efforts were largely unsuccessful because

the Participants had little leverage and there were

239/(,..caontinued)
he completed in that time pericd. Loeng-term purchase
would regquire compliance with procedural processes and
with a prierity scheme that put expensive nuclear projects
at the bottom of the acquisjtion priority. Id.

240/ Id., at 2:

Because of potential impact upon financing
of the projects, some of the alternatives

discussed are considered confidential and

are not reported in Committes minutes.

See also discussion on the October 16, 1980 Participants!'
Committee meeting, supra.

241/ Harlan Ensmata SEC tr. at 431-32, 442-43, 445-49 (May 30,
1435). See_also Supply System Inter Cffice Memorandum to
D.0. Karlherg from 5.M, Buck 23-4 (Oct. 20, 1980)
freferring to subjects discussed in Oct. 16, 1980
Participants' Committes meeting). ([SEC Exh. 2542.)
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restrictions on what could be done. The DSIs resisted. They
were purchasing extremely cheap power from BPA. The purchase
expensive Projects Nos, 4 and 5 power would have increased
their costs enormously. 242/ The negotiationsz with the BPA
were ultimatéely no more preductive because the BPA's purchasze
of the power or gapability of the projects was subject to.
procedural requirements and cost tests.

2. Termination and Slow-dewn Study

Thae Supply System complied with the Participants!
Committee's request for a delay or termination study. 243/ The
memorandum initiating the study was worded in a way that
deflected the significance of the fact that the request came
from the Participants. It cautioned on the alarm that word of
the existence of such a study could cause and spoke of the
study as a normal Supply System undertaking to assess changing
circumstances, making only an oblique reference to the '"neads
and special situations which may be confronting our project

participants." 244/

242/ See Memorandum from Harlan Kosmata to Distribution
(January 30, 1981).

243/ Harlan Fosmata SEC tr. at a31-38, 442-43, 445-49 ({0Oct. 21,
1986). See also James Perko SEC tr. at 643 (June 13,
1985) ; Robert Ferguscn SEC tr. at 175-77 (June 27, 1985}
and at 395-408 {July 24, 1985).

244/ Memorandum from R.L. Ferguson to P.K. Shen, Project
Evaluation Analysis (Oct. 31, 1980). (S5EC Exh. 1577.;
Whether the Supply System alsce decided to do a =ztudy, the
study was a result of the Participants' Committee, Harlan
Kosmata SEC tr. at 431-32:

(contimied. . )
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The existence of the study itself could not be kept
confidential. Several days later newspapers in the Pacific
Northwest published articles about the study. The articles
appear to have originated from statements by a member cof the
Board of Directoers that the budget committee of the Board had
requested information on the costs of delay or termination to
enable it to counter critics of the projects. 245/ The Supply
System Managing Director is quoted as assuring that the
initiation of thiz study did not have any particular

significance. 246/ Neither the Supply System's disclosures to

244/(...continued}
Q. Was the origin of this reguest for a
study both the participants and the
Supply System itself?

[collogquy between caounsel)

A, Ta my recollection it was somewhat
simultaneous. It was brought up in
a discussion at the Participants’
Committee at one of the Committee
meetings, and I cohourred, believed
that it was appropriate te de. I
carried that message back to Mr. Squire,
Mr. Ferguson, Mr. Shen and essentially
we decided to respond in this manner
and teo initiate these studies.

245/ Bee, e.q., WPPSS Mulls Mothballing 2 WN-Flants, Tacoma Hews
Tribune (Heov. 7, 1380): WPPSS Eyes Cost of Shelvinaga
Plants, Seattle Times (Nov. 7, 1980) ("Rather [than a step
toward abandorment], Welch [a Board member] said, the
hoard wants to collect accurate cost preojections with
which to respond to critics whao want to cleose down scme of
the costly nuclear plant construction projects.").

246/ WPPSS Congiders Construction Halt, Daily Olympian (Nov. 8,
1980} ("*'I don't think the issue iz the scrapping of the
{continued. . .}
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the press nor the official statements revealed the critical
fact that the Participants' Committee had requested the study
as a result of its growing concern about the Participants' role
in the projects. As the ecash flow and financing problems
became critical, the delay and termination studies reflected
thase problems as well as the Participants' Committee
restiveness. 247/ By early December 1230, it had been

determined that the study of a slowdown would include analyses

246/(. . .continued)
two projects,' Ferguson said.  'We're locking at a total
range of opticns, it's just prudent management.' Ferdgusaon
confirmed an earlier report that the WPPS5 budget
committee asked staffers last month to start studying the
cost to WPPSS of curtailing work at the twe planks."};
construction May Stop At Two Huclear Plants, Tacoma News
Tribune (Wov. 8, 1930); WPPSS Plans To Look At Nuclear
Plant Cuthacks, Seattle Post Intelligencer {Nov. 8, 19350},

2477 The critical cash situation had been noted by the head of
the delay and termination studies in connection with the
December 1980 Projects Nos, 4 and 5 bond sales discussed
above in Part IT B:

At the Participant's Committee meeting on
the fellowing day in conjuncticon with the
[December 1%B0] bond sale for Projechts 4
and 5, I participated in a management
discussion regarding options en the bid
offer and actively supported the need to
accept the full hond issue, pointing out
the need for additional time to prepare
reasonable alternatives. It was clear in
this meeting that the very limited amount
of cash still remaining gave us no
reascnable option and it was further very
evident that there i1s a real need for
carefully prepared corperate analyses of
alternatives so that management will ke
able to exercise some level of contrel in
congideration of future bond ecfferings.

Memorandum from H.K. Kosmata to P.K. Shen [Dec. 11, 1%&80}.
(SEC Exh. 1582.)
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of two approaches in order to protect the cash flow: a siowdown

that

would try te preotect the completion date as much &s

possible and a "full step" action where the only centinuing

activity would be protecting the work site and all other

activities would completaly stop. 248/

1981,

The results of the delay study were announced in March,

249/ It concluded that delay would inveolve substantial

248,/ Memorandum from H.R. Kosmata to Distribution List (Dec. 4,

249/

1980) f{recording meeting of alternative analysis group).
(SEC Exh. 1579.)

Information for a termination study was to be gathered
along with the information for the delay study but the
termination study itself would be done after the slowdown
study. The goal for the terminaticn study was to

complete it in time for the 1982 fiscal year budget review
which would be done in the late spring cof 1981. The
assumption in the study was a2 termination date of July 1,
1881. Memerandum from H.R. Kosmata to Distribution List
{(Dec. 4, 1980) ("It was alse noted that a termination
analysis needs to be prepared in time for the review cof
the 1982 construction budget . . . . We will take this
approach [of gathering information during the slowdown
study] with the assumption that termination could commence
on July 1, 19281l.") (SEC Exh. 1579 at p. 3.) At the time
of this planning, the Supply System knew that the November
1980 interim budget estimate, which had not been publiicly
disclosed, showed a 54.4 killion increase in the budgets
for the five Projects. See Part II A, supra. It would
have been reasonable for the Supply System to assume that
the 12832 budget could rise at least that much and that,
given the financing situation and the rising cost of pawer
from Projects Noz. 4 and 5, the Projects could be subject
to possible termination when the 1232 budgets were
announced,

The results of the delay study were announhced after a
report on the Supply System by a Washington State 5Senate
Committee referred to the study. Causes of Cost Overruns
and Schedule Delays on the Five WPPSS Nuclear Power
Plant=s, Washington State Senate Energy and Utilities
Committes WPEPSS Inguiry at & (Jan., 12, 1981). (SEC Exh.
1158.} It appears from the report that although the State
{continued. ..}
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extension of the schedules and would thereby cause encrmous
increases in total costs. The Supply System therefore
announced that it had concluded that the cost of any delay
would be prehibitively expensive.

3, Iack of Participant Support Te Cemplete the
Projects

HNonethelaess, the increasing problems with the Projects
Nos. 4 and 5; including ceosts, financing, and ¢uestions of need
for projects, 250/ forced the Supply System Hanagiannireatbr
on May 29, 1981, toc recommend a moratorium on construction of
the projects. In response, the underwriters informed the
Suppiy System that further financing could be Dbtﬁiﬂ&d.ﬂﬂly if
the Participants agreed to pay 50% of the interest on the bonds
on a current basis. 251/ This weoeuld lessen the amount of
financing to be raised and weould democnstrate the Participants!
commitment to the prejects.

When the change, which would have regquired each of the
Participants to amend its Partjicipants! Agreement, came before
the Particjipants' Committee, 14 of the Participants,
representing approximately 8% of the shares, voted against the

resolution and Participants represzsenting approximately ancother

249/(...continued)
Senate conducted an extensive inquiry, the ingquiry staff
was not told of the events af the Participants' Committee
meeting of October 16, 1280 and related events, including
the Participants! Committee request for delay and
termination studies, :

250/ See Part ITI A, B and {, supra.

251/ See Part II B, supra.
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30 percent of the shares indicated that the risks of the
projects would have to be shared by other utilities and major
customers in the region as a condition to a change in their
Participants' Agqreements, 252/ The necessary changes to the
Participants' Agreements were not made, and ne further
financings were attempted. Attempts to preserve the projects
in a state of suspension through regienal financial support
failed, and on Janaury 22, 1982, the projects were terminated.
On termination, the Participants were called upon toc meet the
terms of the Participants' Agreements, reguiring them to pay

for the projects whether or not they were completed. While

some Participants indicated that the were will to pay, when the

bond trustee sought a declaratory judgment on the Participants'!

liability, many of the Participants opposed the liability.

252/ Minutes of the Participants' Committee meeting of August
27, 1981; Official Statement feor %750,000,00 Washington
Publich Power Supply System Bonds Revenue Projects No. 1
Series 1981D, No. 2 Series 1981A&, and No. 3 Series 1981B
{Sept., 4, 14981).
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PART IIT
THE MARKETING OF_F NOS.

- THE UNDERWRITEES

1. Introduction

a. Enle of the Underwriters

Underwriters play 2 central role in the sale of municipal
bonds. They purchase bonds from municipal issuers and sell
them into the market. They also distribute the official
statement, the key disclosure document in sales of municipal
konds, to their customers., 253/

There are two forms of municipal bond sales by issuers to
underwriters, competitive sales and negotiated =sale=, In a
competitive sale, the issuer offers the bonds to underwriters
in a sealed bid auction after circulating a preliminary
official statement. Underwriting firms form syndicates to bid
on the bonds. The syndicate offering the best bid, usually the
lowest interest cost to the issuer, wins the hid.

In a negotiated sale, the issusr selects an underwriter teo
lead the underwriting. The underwriter then helps prepare the
official statement and conducts an investigation into the
adequacy of disclosure in the official statement. It advises
on timing, price and structure for the sale of bonds. When the

issuer agrees to offering terms, the underwriter and the

253/ Underwriters are required by the Municipal Securities
Rulemaking Board rules to supply copies af official
statements to their customers when the issuer produces an
official statement. Rule £-32 of the Municipal Securities
Rulemaking Board.
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syndicate it has formed buy the bondse and sell them to the
market. All of the Supply System Projects Nos. 4 and 5 bonds
were competitively bid, under the requirements of Washington
state law, with the exception of the May, 1980 sale, which was
partially negotiated, 254/

During the perigd in which the Projects Nos, 4 and 5 bonds
were offered to the public, only two syndicates bid on the
offerings. Salomon Brothers Ine. and Merrill Lynch, Pierce,
Fenner & Smith, Inc. led one syndicate and Smith Barney, Harris
Upham & Co., Inc. and Prudential-Bache Securities, Inc. led the
other syndicate. 255/ The syndicate led by Smith Barney and
Bache was the successful bidder in seven out of nine cfferings
prior to the May 1980 offering that was partially negotiateqd.
Thereafter, the Smith Barney and Bache syndicate joined in the
kid of the Merrill Lynch and Salomon Brothers syndicate so that
the Supply System received only one bid on each of the five

subsequent offerings. 256/

254/ See discussion below.,

255/ One of the two firms in each group acted as the managing
underwriter for each offering.

256/ The winning syndicates, indicated by the senior manager on
each Projects NHos. 4 and 5 bond sales, were:

Sale Date Par Value Managing Underwriter
(Millions)
2/23/77 145 Smith Barney
D/24/77 a0 Bache
S/13/77 130 Bache
1/31/78 150 Salomon
5/23/78 150 Smith Barney
{continued...)
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The underwriting firms did not have day~to-day involvement
with the Supply System. They did not participate in the
drafting of the official statéments. Théy did not conduct
investigations of the disclosures in the Supply Systen's
official statements as they customarily did in negotiated sales
aof ponds. Despite the concentration of the bidders into two
groups, and finally intec what was effectively cne group, the
underwriters stated that in these competitive offerings they
did not know whether they would win the bid until the sale was
aﬁarded and thus could not ronduct such an investigation. They
contended that they evaluated the creditworthiness of the bonds
in conformity with their normal buslness practices but that
they were not in a position to verify the disclosures in the
official statement and relied instead on the issuer and others
who provided information for the official statement and on
cartificates of adequate disclosure provided to the

underwrlters at the closings on the bonds. 257/ They contended

256/(...continued)

/12778 170 Bache

2/14/73 175 Merrill Lynch
2/28/79 150 Smith Barney
12/11/79 200 &mith Barney
5/03/80 130 Merrill Lynch
7/15/80 180 Salomon
9/23/80 180 Merrill Lynch
12/09/80 200 Salomon
3/17/780 200 Merrill Lynch

267/ See Submission in Opposition to Issuance ﬁf a Staff Report
60-70 {(1987) (submission to the SEC by cocunsel for the
lead underwriters of Projects Nos. 4 and 5 bonds).

The final official statement for each effering contained a
{continued...)
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that the law does not reguire them to conduct investigations
and that it is naot industry practice to perform them in
conpetitive sales. 258/

The staff investigation sought to determine {1} whether
the underwriters had knowledge that would indicate that the
cfficial statements misrepresented or failed to disclose
material information and (2) whether the practices of the
underwriters in these sales were consistent with protection of

investers. It appears that the underwriters did net know of

257/ (...continuead}
statement akout the role of the underwriters with respect

to information in the official statement that atated:

The infermation contained in this Official
Statement has been abtained from the Supply

System and other sources deemed reliable.

¥No representation or warranty is made, however,

as to the accuracy or completeness of such
infermation, and nothing contained herein is,

or shall bhe, relied upon as a promise or repre-
sentation of the Underwriters. . . . No dealer,
zalesman or other person has been authorized to
give any information or to make any representa-
tions, other than those contained in this Official
Statement in connection with the offering of the
[this series] Bonds, and if given or made, such
information or representation must not be relied
upan. The information and ewxpressions of opinion
herein are subject to change without notice and
neither the delivery of this Official Statement nor
any sale nmade hereunder shall, unhder any c¢ircum-
stances, create any implication that there has been
no ¢hange in the matters described herein since
the date hereof.

Dfficial Statement for $180,000,000 Washington Public
Fowar Supply System Generating Faclilities Revenue Bonds,
Series 1980C (Nuclear Projects Nos. 4 and 5) at (1)
(September 23, 1980).

258/ See Submission in Opposition to a Staff Report, 60-70 (1987).
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significant developments affecting the bkonds that were
concealed by the Supply System such as the November 1980
astimate of a $4.4 billion budget increase or the Participants'
Committea's reguest for delay and termination studies. They
were, however, aware from information generally available to
the financial community that Projects Nos. 4 and 5 were
experiencing problems. It appears that the underwriters did
not investigate disclosure of the problems as they might have
dene in a negotiated coffering. 259/

b. Inderwriter Sources of Information

{1} Organizaticn of Underwriting Firms

Several organizational units in the underwriting firms
were invelved in collecting information about municipal bonds,
including the Supply Systems bonds. The underwriter firms had
municipal bond underwriting, or syndication, units that were
regponsibkle for acquiring and selling the bonds being issued hy
the Supply System. They formulated the bid and, if they won
the bid, distributed the bonds to the syndicate and te the

public threough institutional salespersons connected to the unit

259/ See discussion, infra, oh May 1980 negotiated offering for
a description of underwriting obligations and practices.
See also, e.q., Section of Urbkban, State and Logal
Government, American Bar Association, Discleosure Boles of
Counsel in State and Iocal Government Securities Offerings
{1937) (from a project sponsored by Subtommittes on
Municipal and Governmental Obligations, Committee on
Federal Regulation of Securities, Section of Corpeoration,
Banking and Business Law, American Bar Association:?
Section of Urhan, State and ILocal CGovernment Law, American
Bar Associatlion; and Committee on Federal Securities Law,
National Association of Bond Lawyers) [hereinafter cited as
Disclosure Roles of Coungel].
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and through the separate retail sales organization of the firm. 260/
The individuals acting as underwriters in the underwriting unit
were knowledgeable about the market for bonds, but were less
likely to be familiar ﬁith substantive informaticn about the
issuer.

The underwriting firms alsc had public finance units that
were the investment bankers for municipal bonds. In negotiated
bond sales, they solicited business and, if their firm was
selected as managing underwriter, worked with the issuer to
prepare the offering, including assisting in the praparation of
the official statement. In competitive underwritings, the
underwriter did not engage in these activities. s a result,
the public finance units usually did not develop detailed
knowledge of the igsszuer., Because all but ons of the Projects
Nos. 4 and 5 bonds offerings werae scold competitively, the
public finance units were wsually not invelved in the Supply
Zystem and the sale of its bonds. 261/

The underwriting firms also had municipal bhond research
units that produced research on bonds. 262/ Research reports
were sent to potential customers, including institutional

investors. The research units also sometimes produced more

260/ A trading desk, also usually connected to the underwriter-
syndicate unit, facilitated the sales activity and traded
the bonds in the sacondary market.

261/ Smith Barney publie finance unit officials stated that
they were invelved, in conjunction with the research
department, in reviewing the Supply System bonds.

262/ Salomon did not have a research department.
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dbbreviated infdrmatiofl Cirtulars f8r the use of thée firm's
salespersbns i GFférings 6F thé bends. Wheh Bonds waie seld
through competitive salés, ths researéh ufit wae sftéh the unit
with the ficat sibstartive khowladge abéut thé igs5udr 2637 afid
could be called upon by the unddtwriteérs PoF irférmation and
opiniens. 2&4/

{2} Sources .of Infn;matigg.ahout the Supply
System and its Bonds

The undéerwriters! ihférmatisn absut the Sapply éyétem and
the Projects Hes. 4 and 5 bohde cahe from Several sources in
addition to the official statemehts. One séutce was direct
contacts with the Supply Systenm that oceurréed when sceme of the
underwriters cccasionally made courtesy or business calls on
the Supply System. Persconnel from scme of the underwriters
also occasionally attended luncheons or dinners with Supply
System representatives when the latter éame to New York to meet
with the rating agencies and to make preséntations to the
investment community in connection with upcoming bond
cfferings. Alsc, prior te and during the Préjects Nos. 4 and 5
bond offerings, an adviscry group cémposed of representatives

of the principal underwriters met with the Supply System from

263/ Research unit anpalysts also usually léarned about market
activity for bonds from the firm's itstitutidhal
" salespersons, from the trading desk, and fich
institutiocnal ¢lients.

264/ The Smith Barney reseéarch analyst .on the Supply Systém
bonds, for example, was ceonsulted when Smith Batney had to
address the Balanced Financing Program. See Part II B,
supra. The Merrill Lynch analyst alseo was called upon for
information, as discussed infra.
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time to time, usually at the Supply System's request, to
discuss the Supply System's financing program. The substance
of these various meetings with the Supply System is difficult
to establish since there are few notes or memoranda on these
meetings and witnesses had only general recollections. It
appears, however, that mest of the centacts involved
discussions of the market for the bonds and not of substantive
information about the projects or disclosure issues. It does
not appear that in these meetings the supply System revealed
nen-pubklic adverse information. Indeed, it appears that
information about significant events discussed ahove was kept
from the underwriters. The underwriters, however, appear not
to have sought substantive information from the Supply System
in these meetings. Some substantive information was obtained
by the research analysts in carrying cut their research
functicns. There was also substantial press coverage of
problems with the projects. Aalthough much of this press
coverage was on the construction problems and did not
necessarily inform the underwriters that information was being
concealed by the Supply System, it was an indication that there
ware problems with the projects.

The underwriters alsc obtained informaticn about the
market for the bonds in their role as distributors of, and

dealers in, the bends. Proper pricing and the underwriting
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spread 265/ in bids weire important bedause they zffected how
ionq it took to £&11 thée bdHds afid provided z margin of
compensation for the reldtive risk and effort required.
Institutional invéstofs wére often cdontacted before bids were
submitted td gsauge thelr inteérest in the bdnds. (nderwriter
firms alsc had knowledge dbout pricing and the market for the
bonds from their trading in the bonds in the secondary market.
| The underwriters Have contended that there were ng
negative indications ih the marKet about the Projects Nos. 4
and 5 bonds. 266/ They contend that the yields, interest
rates, and underwriters' spreads on the bénds were not
exceptional given theé unprecedented rise in interest rates and

the great wvelatility in the general credit markets at that

time. They cantend, fuirther, that institutional investor

265/ Bonds are usually kid for on the basis of the interest
cost to the issuer. The underwriter's interest cast bid
egquates to a dellar price which is less than the face
value of the honds. The difference between the prices is
called the spread or take-down. The Syndicate ménmbers
that sell the bonds receive the take-down. Sales to
dealers outside the syndicate are allowed at an
established amount less than the face value. This is
called a concession and is & portion of the take-down.
Investors, usually institutions, that place orders with
the syndicate at the face value of the honds have
priority. Institutional investors can also hegotiate with
syndicate membérs to buy at concession prices, but then
cannot be assured that they will get the bonds. Retail
sales by underwriting firms to their individual customers
are made at the face value of the bonds, with the account
executive getting credit for a portion of the spread.

266/ See Submission i1n Opposition to Issuance of a Staff
Report, supra, 69-87 [1987).
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interest remained high 267/ and that the market was unimpaired.
They alsoc contend that they did not doubt, while they were
selling Projects Nos. 4 and 5 bonds, that the projects could be
financed to completion. They contend that the market merely
reflected the public infermation abkout the bonds and thus would
not reveal undisclosed problem=s. Finally, they contend that
information about the market, the state of the financing
program or any other information was immaterial because the
bonds were secured by the Participants®' obligation to pay.

The market for municipal bonds was becoming volatile and
interest rates were increasing to unprecedented levels during
the sales of Projects Nosg. 4 and 5 beonds. This, and the
increasing veolume of the bends, explains some of the high
interest rates and spreads on the bonds. Also, some of the
chift in the types of purchasers was the result of general
developments affecting some types of purchasers, such as the
decreasing need for tax-free investments by insurance |
companies. It does appear, however, that the Prajects Nos. 4
and 5 bonds were experiencing adverse changes that reflected
problems peculiar tco these bonds. Supply System bond yields
were higher than the yields on bonds issued by other electric

power joint cperating agencies that were invelved in nuclear

267/ Underwriter figures on institutional participation,
however, apparently included purchases for unit investment
trusts, which are sold largely to individuals, see Part
III C, infra, and purchases by intermediaries.

- 175 -



powar. 268/ Moreover, the shift to purchases by unit
investment trusts occurred to a greater degree than would be
expected from the market changes in general, 26%/ 1In addition,
the Projects Has. 1, 2 and 3 bends, which wére kacked by the
BPA, did not experience the szame degree of change in yield,
spread, <r purchase patterns as did the Projects Hos. 4 and 5
bonds.

It may ke that the underwriters did believe, during the
time that bonds were being issued, that the projects could be
financed to completion kecause sufficient buyers, individual or
instituticnal, ccould ke found through higher interest rates.
S5uch belief, however, would be reascnable only under favorable
conditions. The growing problems, scme neot disclosed teo, or
discovered by, the underwriters, were changing the conditions.
Indeed, after the recommendation of a moratorium on
construction by the Supply Systen manhagemant in May 1%31, the
unhderwriters concluded that further finhancing was rnot practical
under the existing arrangements.

The underwriters may have relied on the existence of

Participants' obligations for the payment of the bonds.

263/ See discussion and chart in Part IITI ¢, infra. The
increase in the volume of the bonds that explained some of
the higher yield was caused by the cost overruns that
indicated problems with the Projects.

269/ See discussion in Part III ¢, infra.

- 178 =



Proklems with the projects, however, still would be

material. 270/ The projects were the reason for the sale of
bonds and were expected to generate revenus that could help pay
for the bonds. Moreover, the failure of the projects ccould
affect the willingness of the Participants to meet thelr
ebligations. The Participants' Agreements, finally, contained
untried and untested elements, 271/ although there is no
evidence the underwriters realized this.

2. Underwriter activities

Although the underwriters' contended otherwise,
contemporanecous events suggest that the underwriters were aware
of and were concerned about problems relating to project costs,

power demand and the market for the bonds. 272/

270/ E.g., Edward N. Bennett {insurance company portfelio
manager) S5EC tr., at 42-43 (Jan. 8, 1985):

We would have neo interest in going into a
financing if we said, gee, we don't think
that project is really feasible and it's
preokbably never going to be completed but
who cares hbecause its's a take-or-pay
contract. We wouldn't have gone into a
financing with an attitude like that. We
would have said that doesn't make any
sense. f(at 43)

271/ Eee Part IV, infra.

272/ The underwriters assert that even when problems were
reflected in obgervations by the underwriters! own
perscnnel, those observations were contrary te fact. The
cbhservations, however, appear to be consistent with the

facts.
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a. Early Analyst Reports

As noted above, the initial offerings of Projects Heosz. 4
and 5 bonds were generally unremarkable. 273/ By 1379,
however, budgets had increased, and the bhonds were beginning te
encounter some investor resistance. Merrill Lynch was
expanding ite municipal bond research capabilities at that
time. An analyst was assigned to report on the Projects Nos. 4
and 5 bonds being sold on February 14, 1%7%. The report,
distributed in the firm and to glients, expressed some concern
about the bonds, including the budget increases, the increased
cost of power, and potential decreases in energy demand. 274/
It expressed the opinion that the creditworthiness was
egquivalent te a conditicnal low-range A rating, in contrast to
the unconditional high-range A rating of the rating
agencies. 275/ One of the underwriters discussed the contents

of the report with the analyst 276/ before Merrill Lynch bid on

273/ See Part IT B, supra.

274/ Merrill Lynch Municipal Bond Research Report Washington

Public Power Supply System, State of Washington, (Nuclear

Projects Nos. 4 and 5) {Feb. 12, 1979}. (SEC Exh. 2022.}

295/ Id. at 1:

In ocur cpinion, the credit pledged to the 1879,
Series A Bonds financing censtruction of WPPSS!
Nuclear Projects MNos. 4 and 5 is equivalent to a
conditional low-range "A." The conditional
nature of the rating will be removed and a
higher credit level justifiable only upon
successful operation of the Project. Downward
revisioh may be necessary unless timely
financing and completion of the Projects occour.

276/ Susan M. Linden SEC tr. at 45-5% {(Jan. 28, 1885).
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the bonds and became the lead underwriter on that offering. On
Aprii 17, 1979, the analyst wrote a report on the Projects Hos.
1, Zgand 3 bonds. The report, which was also distributed in
the firm and to clientsz, discussed the praoblems that were
common te Projects Wos. 4 and 5, such as power costs and
demand, as well as issues specifically relating to the Projects
Noz. 1, 2 and 2 bonds. 277/

The reports provoked a negative reaction from the Supply
Systems' Financial Advisor. The Financial Advisor expressed
dissatisfaction with the reports to the head of Merrill Lynch's
municipal research droup. 278/ The head of the municipal
research group then reviewed the critical reports by the
analyst and ceoncluded that they were accurate. He felt that
the reports had touched a nerve, indicating that soﬁething was

happening that warranted continued research. 278/ The

277/ The creditworthiness was evaluated as aquivalent teo a mid-
randga Aa/shd rating, in comparison to the rating services
rating of Aaa/ARAR. :

278/ Leon Karvelis SEC tr. at 111-21 (Febh. 25, 1985).
275/ Id. at 124:

Well, because I viewed it at the time as a
persconal difference beatwean Mr. Patterson
[the Financial Advisor] and myself.
Nevertheless, T vowed to continue deing
what we were doing because as I indicated
boefore, if we struck such a nerve obviously
something was happening. Either we had the
truth or the information was grossly
distorted[.] [A]lfter a review of her
report, which I did, and on the basis of
the Information, as I zaw it, I thought she
was absolutely accurate and I felt that it
{continued. ..}
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Financial Advisor was aware at this time that difficulties were

being encountered and that Projects Nos. 4 and 5 bonds were

becoming more difficult to market. 280/

An analyst for Smith Barney also noted some negative

factors on the Projects Nos. 4 and 5 bonds during this period.

In a February 7, 1879 analyst report, which waz distributed

within the firm and to clients, he dowhgraded the bonds from

the eguivalent of A+ to A. 281/ He cited the recently

announced early 1875 budget increases and their likely adverse

effect on projected power costs and on the Participants., 282/

278/1.

80

81

¢ B E

Lcankinued)
was the proper course o continue to do
that work.

The meeting between the Supply System and Merrill Lynch
apparently occurred in mid to late 1972 durihg a Supply
System financing trip to New York.

The analyst who wrote the reports was also later
perscnally subjected to an intenze confrontation with the
Financilal Advisor in a specially arranged meeting, also
attended by Supply System officials and BPA officials,
during a Supply System investors tour in late October,
1979, Susan Linden SEC tr. at 75-87 (Jan. 28, 1985).

See discussion in Part II B, supra, on a June 20, 1979
draft letter sent by Patterson to the Supply System,

Smith Barney, Harris Upham & Co., Inc. Revenue Bond Review
= New Issues (Feb. 7, 1%7%). (8EC Ex. 2129.)

Id. at 3-4:

The Phase II [Projects Nos. 4 and 5] bonds,
including this issue, are of somewhat
greater <oncern, in that the increasing
project costs would place greater pressure
on the Participating municipalities in the
event of a "dry hole,” extended down time,
or further lengthy delays in completing the
facilities. (at 4)
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The analyst also expressed concern about the increased
financing that might impede marketability. He commented that
while institutional investor portfelio managers might be able
to absorb the increase in the higher-rated Projects FNos. 1, 2
and 3 bonds, their purchases of Projects Nos, 4 and 5 bonds
might suffer. 283/ He reported that the yields on Projects
Nos. 4 and 5 bonds had already increased relative to certain
other power issuers. While recognizing the continued
"relatively impressive" credit attributes, including the
Participants' chligation to pay, the analyst lowered his rating
kased on creditworthiness and marketability concerns. 284/ He

continued the rating in later reports, noting the strengths

283/ Id. at 4:

A Continuing Concern: Potential Market
Saturation . . . An additicnal concern
for the Phase II [Projects Nos. 4 and 5]
bonds would appear to be the potential for
declining marketability . .

Discussions with portfolio manaqers
indicate that they can absorb large amounts
of the Phase I [Projects NHos. 1, 2 and 3]
bonds, because of the Triple-a
craditworthiness. Tt is conceivable,
hoewever, that increased purchases of these
bonds including the subordinated debt, 1if
any, could cause scme institutional buyers
to lessen their purchases of the Phase II
bonds, or at least to hold the line in the
face of increaged financihg. (underlining
in eriginal}

284, Id. at h:

This change reflects bhoth the slight
deterioration in credit strength created by
construction delays and the marketability
risks concerning the Fhase II bohds.
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embodied in the Participants' okligation to pay and the
projected low rates from the melding of hydre and nuclear
power, but cautioning that the preojects' economic and financing
feasibility and the eccnomic pressure on the Participants in
the event that the projects were not completed were also
raelevant factors. 285/

b. A Mesting on Whether To Continue To Underwrite
Supply System Bonds, June 1579

In June- 1979, Merrill Lynch personnel met to consider the

firm's role in future Supply System bond sales. 286/ Merrill

2BE/ Smith Barney, Harris Upham & Co., Inc., Revenue Bond
Review ~New Issues 4 (April 25, 1980) (re Projects Nos. 4
and 5 Series 1920A honds) (SEC Ex. 2131): '

The current issue i= being =old as part of
the financing program for WPPSS Phase II -
Projects 4 and 5. & program of this nature
and magnitude must be examined from a
number of perspectives: I} The financial
feasibility of the Projects; ITY the
economic capability of the Participants to
meet their contractual obligations under
the "hell]l or high water" provisions of the
Participants Agreements if the Projects are
not completed; III) the likelihood that the
Projects will be completed and operated in
the face of number of potential reoadhlocks:
and TV) the ability of the System to market
the massive amounts of bonds required to
complete the Praojects and the Phase I
IProjects. 1In light of thesze factcors, the
major weaknesses of the Bonds continue to
be 1) possible difficulties in placing the
amount of bonds required, 2} the continuing
delay in the Commercial Operation dates and
the resultant escalatiocn of projected
cosgts, and 3) economic pressure on the
Participants in the event of a "dry hole.™

286/ Memorandum from Richard J. ackermann to the attendees of
the meeting {June 14, 1979) {SEC Exh. 201%):
fcontinued.. .|
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Lynch's Supply System znalyst had learned at a Supply System
pre-sale information luncheon for the investment community on a
pending Project Ho. 1 bond sale that (1) new cost increases for
the five projects would be $1.3 billion; (2} a subeordinated
debt financing program on Prejects Hes. 1, 2 and 3 was
cancelled hecause two of the Participants did not approve the
program; and (3) an initiative petition had been placed on the
Novembar ballot that would require such étringent environmental
controls that, in the Supply System's view, the Supply System's
projects could not be operated. 287/ The meeting was attended
by the head of the capital markets group and his assistant and
by senior personnel in the underwriting and syndication unit,
in the public finance unit, and in the research unit.

4%t the meeting the analyst gave a presentation on the
Supply 5ystem. She discussed the cost overruns, the additional
financing needed, and the construction status. 288/ She also

discussed the possible softness in the forecasts of power

286/ (...continued)

As a result of cur Power Analyst Sue
Linden's attendance at Washington Public
Power Supply System infermation luncheon
held June 12, three significant points
prompted & meeting . . ., to determine the
long-range posture of Merrill Lynch's role
in future financing.

Leon J. Karvelis SEC tr. at 161-63 (Feb, 21, 1985).

287/ Notes taken by Rokert Zipf of conversation with the
analyst prior to the meeting at 2-4. (SEQ Exh. 201%.)

288/ Leon J. Karvelis SEC tr. at 164 (Febk. 21, 1985).
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needs. 289/ The head of the municipal research department
commented that he was satisfied with the rate bhase coverage un
Projects Hos, 1, 2 and 3 but was less comfortable with the

coverage on Projects Ho. 4 and 5. 290/ The head of the

289,/ Id. at 164:

Q. Do you remember what she said about
the load forecasts?

. That the numbers were getting soft.
. What is soft? What did that --

A, She said that the growth that was
anticipated in lead for the region, it
looked like the engineeor's forecasts
ware not as on target as either the
Supply Systam or anybody else, for
that matter, would like.

HMotes of Robert Zipf taken at the meeting at 5-6
{("Increase in rates may reduce consumption significantly
. . 90% rate raise in 79 to cover 30 payments.™). {REC
Exh. Z01%)

See Part II ¢, supra, on declines on power demand
forecasts.

220/ Leon J. Karvelis SEC tr. at 164 (Feb. 21, 1985):

Ckay. We -- she went into a bit of an
elakboration about declining leoad forecasts,
the fact that construction overruns were
continuing, and if anything to generalize
the tone of the conversatien, it was that

we Were having -- we were —-- we felt a
little more uncomfortable with 4 and 5 and
we felt very -- we still felt comfortable

with 1, 2, and 3.
Notes of Robert Zipf taken at the meeting at 6 {"Karvelis
- sufficient rate base to cover #1, 2, 3, but ‘antsy’
about #4&5.") (SEC Exh. 2019%)., Leon J, Karvelis S5EC tr.
at 141 (Feb. 21, 1985]):

(continued. . .)
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municipal bond resgearch group also commented that it appeared
that institutional investors were growing hesitant about
purchasing more Supply System bands because their pertfolios
contained too many Supply System bonds and that some
institutional investors were moving away from Ernjects Nos. 4
and 5 bonds to the stronger credit of Projects Nos. 1, 2 and 3

bonds. 291/

290/ (...continued)

Q. Do you recall making such a statement
at the meeting?

A. Well, as I menticoned earlier, I recall
being a little more uncomfortable with
projects four and five than one, two,
and three. It could ke that that was
somebody s interpretation of those

comments,

Q. Do you remember using the word
"antsy"?

L. I do from time to time. It could wall
ke that I did. That is in my lexicon.
(at 1817.

291/ Leon J. Karvelis SEC tr. at 165-66 (Feb. 21, 1985):

Q. Do you recall whethar she said
anything about any difficonlties that
the Supply System might have in
financing the projects to completion?

A, Ha, I -- at one point, I spoke up and
mentionad that, as everybody in the
room was -- no, I'm sorry. I spoke up

and I mentioned that I was sensing a
growing hesitance on the part of
instituticnal investors because of the
fact that, I believe, that scme of the
portfolics were near to being filled
up with a name. Especially on 4 and
5.
{continued. ..}
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The immediate issue was whether to bid on the Project HNo.
1 bonds then being put up for sale. The purpose of the meeting
was to evaluate the exposure of Merrill Lynch's underwriting
position between the time it bought the ponds and the time it
sold the bonds in the underwriting distribution. The public
finance unit members expressed the view that the Projects Nos.
1, 2 and 3 bonds were "money good" and that Merrill Lynch must
maintain a presence in any new financing of Supply System

bonds. 292/ The memorandum of the meeting concluded that "We

291/(...continued)

* * * ¥

Q. Did you learn from them why there was
a distinction between the 4 and Ss and
the 1, 2, 35, in response to their
potential purchases, or in cohnection
with the potential purchases?

* * * *

A, Well, what I was finding out was that
in being filled up with a name, it
meant that they had enough WFPSS bonds
to begin with. They felt they didn't
want any more exposure in thelr
portfolios, but if they had their
druthers, being the conservative
people that they are, they prefer to
go with the stronger credit as opposed
to what they censidered, from a rating
[point] of view, the weaker credit.

292/ Ackeyman Memeorandum at 1, supra, (SEC Exh. 2013):

Mr. Mcore, Mr. Niebling and Mr, Camp expressed

the opinion that the outstanding 1, 2 & 3 Triple

& rated bonds and those bonds to be sold on

Tuesday, June 19, 1979 were money good and that

Merrill Lynch in its syndicate nust waintaln a
{continued...)
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agree to review Nuclear #4 & 5 (Single A Bonds) at the next
time they are coffered for sale.™ 293/ It is unclear whether a
later review of the Projects Hos. 4 and & bonds was made. 294/

c. May 1980 NHegotiated Offering

Only one bid was received for an April 2%, 1980 Projects

Nos. 4 and 5 bond sale., 295/ The Supply Systenm considered the

282/(...continued}
presence in any new financing of this name.

The person taking notes of the meeting stated in an
affidavit that the g¢pinion on the bhonds heing "money good"
applied to all five projects.

The public finance group members, however, did not have
significant involvement in the Supply 5ystem offerings, as
they would have had if these had been negotiatad
cfferings. Roger Camp SEC tr. at 67-68 (May 3, 1585) (one
of the public finance unit members cited as opining on the
bonds being money good):

What I am basiecally telling you is I told
you very early in this discussion that I
was 1n the negotiated area. This was a
competitive financing. I had nothing to
do with it until they rejected their _
financing -- their competitive sale in 1980
or '3l, whatever the date was.

I mean you had this -- and it was doing
competitive sales. I was doing negotiated
gales., I didn't have time to do anything
else other than negotiate sales.

293/ Ackerman Memorandum at 1, supra. {SEC Exh. 2019]).

294/ Roger Camp SEC tr. at 71 (May 3, 1985); Leon J. Karvelis
SEC tr. at 177 (Feb. 21, 1%85); Robert F. Grimming SEC tr.
at 53 (Mar. 21, 1985j).

295/ As noted above in Part II B, the Smith Barney-Prudential
Bache syndicate joined in the kid of the Merrill Lynch-
Salomon Brothers syndicate, in part because of losses
experienced by the Smith-Barney-Prudential Bache syndicate
in the previous Project Nos. 4 and 5 bond sale.
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bid to be teo low. Although state law reguired competitive -
hidding, it permitted negotiation of bond sales under some
circumstances, such as low bids. The Supply System decided to
reject the bid. It immediately solicited applicatiens by
underwriting firms for selection as the managing underwriter
for the offering. Many underwriting firms responded to the
splicitation.

It appears from the Supply System interviews of
progpective underwriters that the underwriters recognized
several troubling aspects of the Projects Hos. 4 and 5 bonds.
They recognized that some institutions were aveiding the bonds
and that, instead, the haonds were being sold more to retail
customers. 296/ The firms told the Supply System that the unit

investment trusts they sponsored had become important vehicles

296/ E.da., Stephen Buck notes on Merrill Lynch presentation
(SEC Exh. 2100) {emphasis added):

70%-30% Hetail/Institutional - Hon-Het
Billed [Proiects Noz. 4 and 5)

70%-30% Institutiopal/Retail - Het Billed
[Prajects Nos, 1, 2 and 3] (emphasis added)

Stephen Buck notes on Smith Barney presentatien (SEC Exh.
2516 at S5}:

Largest order from instituticons on Series
13749C bonhd izsue was $500,000; not one
large, key institutiohal buyer of that
desl.

Stephen Buck notes on Bache Halsey Stuart Shlelds
presentation {(SEC Exh. 2516 at 7):

Instituticnal market has been "burned" con
WPPSS bonds: can't get any priority
institutional business,
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for distribution of Projects Nos. 4 and 5 honds to individuals. 297/
Even those firms that did not sponsor UITs noted their

importance to Projects Nos. 4 and 5 bond cfferings and the

acress they provided to individual investors. 298/ The losses

on the previous offering by one of the syndicates, which led teo

297/ E.g., Stephen Buck notes on Merrill Lynch presentation
(SEC Exh. 2100 at 2):

Unit Investment Trust of M/L as of last
night

.3125mm A-1/A+
.527mm AAA

Stephen Buck notes on John Muveen & Co presentation (SEC
Exh. 2516 at 10}):

Strategy for 18804 issus:

* & k

Huveen Bond Fund
.15t majoxr order 4/2%; will be there
agaln next week; zales activity aft]
51 Billion/year; 7 1/2% of Total
fund in any one name; $9%6 million
Total WPPSS - mostly 4/5 unit
investment trust.

238/ E.g., Stephen Buck notes on First Boston presentation (SEC
Exh. 2516 at 3):

Clesed End Beond Funds were first corders on
4/238

L2020 of them in existence

.at least "AY" rated; price the

key investment criteria

Stephen Buck noctes on Scolomon Brothers presentation (Sec
Exh. 2516 at 1):

Closed End Bond Funds) access individual
Retail Managed Bond Funds) business
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only one bid being received from the combined syndicate, were
alsc noted, 29%/ as were negative credit perceptions. 300/

Merrill Lynch was selected as the lead underwriter. As
this was a negotiated sale, Merrill Lynch was presented with
the issue of how to deal with a due diligence type of inquiry
that is customarily made in negotiated municipal bond
offerings.

{1) Practices in Negotiated Offerings

Section 11 of the Securities aAct of 1%33, which applies to
certain corporate offerings of securities, provides that if a
registration statement contains an untrue statement of a
material fact or omits to state a material fact needed to make
the statements not misleading, certain specified parties,

including "every underwriter,” are liable to purchasers unless

299/ Stephan Buck notes on Smith Barney presentation (SEC Ex.
2516 at 5):

Rank and file feeling was "pessimistic"!
Ancther WPPSS underwriting in red ink was
the dreaded thought--gun shy vs. cover bid
of 12/11/7%

300/ sStephen Buck notes on Goldman Sachs presentation {SEC Exh.
2516 at 12):

WPPSS Credit (# 4/5)

. Not a favorable credit (perception)
Huclear
.Cost Escalation
TDelays
:Weaker credit than the others

.[Rating] Agencies having a
dAifficult time holding the
credit - projects a lowering of
the credit.
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they had, "after reasonable investigation, reasonable ground to
believe and did believe"™ that the statements in the
registration statement were "true and that there was no
omission to state a material fact reguired to be stated therein
or necessary to make the statements therein not

misleading." 301/ The inquiry required by the underwriter
under the provision is often referred to as "due diligence.™
Typically, underwriters retain counsel who perform a "due
diligence” investigation and issue an opinion letter to the
underwriters with negative assurances as toe the truthfulness
and completeness of the registration statement. SEétion 11
does not apply to the sale of municipal securities, however,
because they are exempted from the registration provisions of
the Act. 302/

The sale of municipal securities, however, is not exempt
from the antifraud pravisions of Section 17{a) of the
Securities Act of 1333 or Section 10(k) of the Securities
Exchange Act of 1834 and Rule 10h=5 thereunder. Underwriters

of municipal bonds may violate the general antifraud provisions

301/ Securities Act of 1933, § 1lfa), (b)) [15 U.s5.C. 77k{a),
{b}}. The standard of "reasonableness is provided in %
11{c) [15 U.S.C. 77K(c)]:

In determining, for the purpose of
paragraph {2) of subsection (bh) of this
section, what constitutes reasonable
investigation and reasonable ground for
belief, the standard of reasonableness
shall be that required of a prudent man in
the management of his own preoperty.

302/ Securities Act of 1933 § 3(a)(2) {15 U.§.C. 77c(a)(2}].
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if they participate in fraudulent offerings. Consequently,
they will often recguest a letter, often referred to as a "10b-%
letter," from underwriters' counsel. The 10k-5 letter is
similar to the due diligence opinion provided by underuwriters!
counsel in corporate offerings. The 10b-5 letter states that
in the opinien of, or to the knowledge of, underwriters®
counsel the official statement dees not contain, tracking the
language of Rule 10b-5%, "any untrue statement of a material
fact or omit to state @ material fact necessary in order to
make the statements therein, in light of the c¢ircumstances
under which they [are] made, not misleading.™ 203/ The
underwriter's counsel often moniters the performance of other
parties, including bond counsel or issuer's counsel, in their
respective disclosure roles. 304/ Such letters were common in
negotiated cfferings at the time of the Projects Hes. 4 and %
offering, but were not, and are not, common in competitive
offerings. 3905/ In the Projects Hos. 4 and 5 bend sales prior
to the April 1980 sale, none of the underwriters had reguested
a 10b-5 letter, no underwriters' counsel was employed, and no
"due diligence"™ type investigations were conducted.

{2y Procedure Used Here

303/ See, e.9., Disclosure Roles of Counsel, supra, at 105-10,.

304/ See, e.q., id. at 105. See also Homer Schaaf SEC tr. at
38-41 (May &, 1986} (as underwriters' counsel, often
reviews law even when there was a bond counsel opinien).

305/ See eo.q., Disclosure RBeoles of Counsel, gupra, at 18-20.
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Although the Supply System's rejection of the competitive
bid on April 29, 1980 permitted it to negotiate on the
offering, i1t 4did not wish to have the offering subject to all
the procedures normally followed in negotiated offerings. The
Supply System expressly told the prospective underwriters that
it intended to limit the work of underwriters' counsel to
drafting the underwriting contracts. 308/ Herrill Lynch,
however, routinely reguired 10b-5 opinion letters in negotiated
underwritings. 307/ It was agreed within the Merrill Lynch
public finance unit that a 10b-5 letter would be required. 208/
The Supply Systenm, through ites Financial Advisor, initially
guestioned the position. 309/ The Supply System then suggested
that in-hcouse counsel or its Special Counsel, Houghton Cluck,
supply the 1l0b-5 letter. 310/ Neither counsel wag acceptable

to Merrill Lynch. Merrill Lynch proposed the use of Wood

306/ Letter from Donald ¢, Patterscon to Roger E. Camp (Apr. 30,
1980) (letter sent to potential underwriters) (SEC Exh.

2279}

In view of the time frame in which this
negotiated financing is to be accomplished
and given that all the documents have been
prepared and circulated, the Supply System
would intend to limit underwriters' counsel
to review of the underwriting documents.
Would this format be acceptable to your firm?

307/ Roger E. Camp SEC tr. at 122 (May 3, 1985} ("And we were
in a unigque situation here and we always required 10b-5
opinions.").

ing/ Id. at 122-123.

3bays Id. at 123.

310/ Id. at 123.
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Dawson, bhond counsel on the offering, fur a 10b-5 opinieon
letter, drawing on a recent Merrill Lynch experience as
precedent. 311/ Wood Dawson was retained to prepare the 10b-5
letter and underwriters' counsel did not supply a 10b-5 letter.
Although it is not uncommon for the underwriters to optain
supplemental letters from law firms other than counsel to the
underwriters, as they did from Weod Dawson here, it is uncemnon
for counsel to the underwriters, here Brown, Wood, Ivey,
Mitchell & Petty, ("Brown Wood," now known as Brown & Wood) not
to provide a 1l0k-5 letter in a negotiated sale. 312/

Merrill Lynch, the Supply System and its Financial Advisor
reached an agreement limiting the role of underwriters' counsel
principally to drafting the agreement among underwriters and

the purchase contract. The agreement among underwriters sets

311/ In a recent offering of the North Carclina Municipal Power
Agency, cone of the lawyers in the law firm that was acting
asz underwriters' counsel had left that firm to join the
Wood Dawson firm, which was acting as bond counsel on the
offering. Merrill Lynch decided that the individual
lawyer's role was so impertant that it wanted a 10b-5
letter from Wood Dawson. JId. at 123-124. This was taken
as precedent for Merrill Lynch's accepting a 10k-5 letter
from Wood Dawson in the Supply System offering. Id. at
124, In the North Carolina offering, however, the
specific individual who left to jeoin Wood Dawson had been
doing due diligence work, and it was his opinion in that
capacity that was being sought from his new employear, Wood
Dawsaon. Moreover, in the North Carclina offering, the
Wood Dawson 1l0b~5 letter was a supplemental opinion since
a 10b-5 letter was also submitted hy underwriters' counsel
and by outside counsel to the agency. In the Supply
System affering, however, there was no 10b-5 letter from
underwritaers' counsel.

312/ Id. at 94-%7. See alsg Disclosure Heles of Counsel,
supra, at 29, 103, 105-10.
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ferth the terms of the arrangements among the underwriters.

The contract of purchase iz the contract between the
underwriters and the issuer that delineates the terms of the
purchase. Among other things, it sets forth what opinion
letters and certificates are toc be delivered to the
underwriters at ¢losing. Although underwriters in some joint
operating agency offerings require participating utilities to
certify the truthfulness of various matters in the official
statement, the participants in this offering were not reguired
to se. 313/ Nor did the cantract of purchase require Houghton
Cluck to supply a 10b~5 letter. 214/ The underwriters' counsel
raised the guestion of whether the contract of purchase should
include these items and was told that these items were not part
of the agreement with the Supply System. 315/

In light of the shert time allowed by the Supply System,
the investigation deone by Merrill Lynch and underwriter's
counsel was limited. Merrill Lynch made its presentation to
the Supply System for selecticn as managing underwriter on
Thursday, May 1, 1980, and the Supply System interviewed other

underwritersz through Saturday, May 2, 1980. Merrill Lynch was

313/ Homer Schaaf SEC tr. at 107-109% {May &, 1986).

314/ Houghton Cluck was Special Counzel to the Supply System
and issued bond counsel opinion letters identical to the
Wood Dawson letters. Where an issuer has more than ane
counsel, sometimes additional opinions are cobtained from
the other counsel. Homer Schaaf SEC tr. at 112-17 {May &,
1986) .

315/ Id. at 107-03, 112-17,
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selaected as underwriter before the end ﬁf the weekend. The
lead attorney for Brown Wood learned on Monday that Brown Wood
was to be underwriters' counsel. On Tuesday, an associate in
Brown Wood's San Francisco office was asked by the New York
Office to go to the Supply System headquarters in Richland.

The attorney had little municipal bond experience and had never
performed a review in connection with an offering of municipal
bonds. He arrived in Richland on Wednesday and reviewed bhoard
minutes, a Participant's Agreement and several other documents
and spoke with several Supply System employees, He also spoke
by telephone with the lead Brown Wood attorney in ¥ew ¥York. He
returned to San Francisco on Thursday afterncon.

In New ¥York, the Brown Wood attorneys worked on drafting
the agreement among underwriters and the contract of purchase
on Monday and Tuesday, May 5th and éth. On Wednesday, the lead
Brown Wood attorney and a member of Merrill Lynch's public
finance unit met with the Wood Dawson lawyer at the printers
for the printing of the final official statement. No
significant changes were made in the official statement. 316/
The lead Brown Wood attorney on the offering flew to Seattles on
Thursday for the formal sale of the bonds, which took place on

Friday, May 9, 1%80.

d. Subsequent Roles of the Und;rwrite;s
After the May 1980 offering, all the remaining Projects

Noa. 4 and 5 bond sales were competitively bid. The Supply

3146/ Roger E. Camp SEC tr. at 167-72 {May 3, 1%85).
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System, however, received only one bid on each of these =sales.
The underwriters did not participate in drafting the official
statements and did not conduct negotiated sale type of investi-
gations into the Supply System's disclosures. The underwriters
resumed the competitive underwriting role of bidding on the
bonds and selling the bonds to the market.

The situation with respect to Projects Hos. 4 and 5 bonds
continued to detericrate during the rest of 1380. The proposed
short and intermediate-term debt program, known as the Balanced
Financing Program, which was to provide protection for the
deteriorating cash flow, provoked the Participants' Committee
in October to request a delay or termination study. 317/ Smith
Barney hecame involved in matters relating to the Balanced
Financing Program and, in reviewing the situatien, the firm's
analyst noted some of the problems of marketing the Projects
Nos. 4 and 5 bonds. 318/ Although Smith Barney worked with the
Supply System on the Balanced Financing Program and
communicated with some Participants on the program, Smith
Barney and the other underwriters apparentl]ly were not aware of
the undisclosed Participants' Committes request for a delay or
termination study and attempts to get the direct service
industries and the BPA to accept more of the burden of the

Projects. The underwriters also apparently were unaware of the

317/ See discussion in Part IT D, supra.

318/ See discussion in Part II B, supra.
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undisclosed Hovember 1580 budget estima;e indicating a $4.4

billien increase in the budget for the five Projects. 3185/
At the end of January 1981, the Managing Director and

other Supply System representatives, together with BPA

officials, came to New York for an extensive series of meetings

3159/ See discussion in Part II A, supra. This development
probably would have been uncovered in a due diligence type
of inquiry. Indeed, the Supply System was concerned that
the estimate of $20 billion might have been revealed to a
Merrill Lynch analyst who vizited the Supply System in
January of 1981 as part of his research for a new,
comprehensive report on it. After the analyst completed
his wvisit, the chief financial officer of the Supply
System told an employee who worked for him that the
analyst had teld him that another Supply System employee
had said that the fiscal year 1982 budget would bhe at
least 520 bkillion, which was approximately the amount of
the undisclosed November 1980 estimate. Martin Kuric SEC
tr. at 83 (May 2, 1985). Although the employee to whonm
the statement was attributed denied to the chief financial
officer that he had told the analyst of a %20 billion
dollar estimate and the analyst could not recall being
told of a 520 billion budget figure, the figure was known
to a number of people at the Supply System and inguiry
about estimates in a due diligence type inguiry might have
uncovered the estimate.

In connection with his work in preparing a report cn the
Supply S8ystem, the analyst also learned information about
the market for the Projects WNos. 4 and 5 bonds. He spoke
with the head of the municipal analyst group about
possible saturation of institutional peortfolios and spoke
with the institutional salesmen about the resistance of
some instituticons te Projects Wos. 4 and 5 bonds. Howard
Sitzer SEC tr. at 119-129 {(Aug. 2, 1985). He also spoke
with a member of the underwriting department about the
December 1980 offering. Id. at 121. After his visit to
the Supply System, he hypothesized that the BPA might not
be akle to acgquire Projects Nos. 4 and 5, which could
cause termination and an excessive burden on the
Participants. Id. at 101-102. He expressed this
hypothesis to others in the firm, including persconnel in
the public finance unit. Id. at 100-1032, The analyst,
however, did not publish a report on the Supply Systen
until after the recommendation for a construction -
moratorium by the Supply System's management.
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with institutional investors, leading Wall Street economists,
and an advisory group composed of lead underwriters cof the
Supply System bonds. The Managing Director, who was
inexperienced in invester financing, wanted direct infermation
about the market in which the Supply System was financing its
projects. 320/ The iszsue of the amount of financing reduired
for the Supply System's Projects and its availability was
discussed at that meeting. Some of the underwriters expressed
the opinion that financing would probably be available, but
that it might be expensive, would require other financing
options, and would require increasing reliance on the retail
market or small institutions and individuals. 321/ They
recommended that the Balanced Financing Preogram be approved
promptly. 322/

The underwriters completed a successful sale of Projects
Nos. 4 and 5 bonds in March 1981. Another sale, intended for

early May 1981, was suspended by the Supply System when the

320/ Robert Ferguscn SEC tr. at 632-633 (July 25, 19%85}.
221/ Memorandum on New York meetings, Part III. (SEC Exh. 220.}

322/ Id. As described above in Part II B, supra, Smith Barney
subsequently wrote a letter to the Supply System on the
Balanced Financing Program in which it stated:

In our cpinion, failure of the Participants
to amend the Participants' Agreements as
recommended so as to permit the Balanced
Financing Preogram could affect the ability
of WPP55 to complete the financing of the
Project in a timely manner.

Letter from Donald R. Larscn and Morgan J. Murray to James
D. Perko B (Feh. 9, 1931). (SEC Exh. 2298.)
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fiscal year 1982 budget figures became available to it. 223/
The process of selecting managing underwriters, pursuant to the
enactment in early May 1981 of legislation permitting
negotiated underwritings, was taking place when the Managing
Director announced the fiscal year 1982 budget figures and
recommended a moratorium on construction of Projects Nos. 4 and
5 bonds on May 2%, 1981.

In the Summer of 1981, the underwriters, which ware then
in a negotiated sale relationship with the Supply System,
advised the Supply System that further financing of Projects
Nos. 4 and 5 would be feasible only if the Participants agreed
to pay 50% of the interest on the Projects. 324/ A substantial
portion of the Participants either opposed the change or
indicated that the change would be conditicned on
regionalization of the burdens of the Projects. No further
Projects Nos. 4 and 5 financings were attempted. 325/

The underwriters sold Prgjects Nos. 4 and 5 bonds to the
market. The official statement prepared by the Supply Systen
was the disclosure statement for those sales, The underwriters
contend that they were the auvdience for, rather than the
speakers of, the representations made by the Supply System in
its official statements. They contend that they were not

obligated in these competitively bid sales to verify the

323/ Bee discussion in Part II A, supra.
224/ See Part II B 5, supra.
325/ See Part II B, supra.
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disclosures in the official statements. Ho underwriters!
counsel was emplayed in connection with the offerings and no
investigations of the type employed in negotiated offerings
were conducted. This process made it less likely that full and
accurate disclosure would be made by the Supply System.
D. E TING AGEMCTIES

The two principal rating agencies that rate municipal
bonds are Moody's Investor's Service, Inc. and Standard and
Foor's Corporation. Ratings are important to the marketing of
municipal bkeonds. Although large instituticnal investors can
make thelr own credit evaluations, individual investors and
small inztitutional investors wsually do not have the rescurces
or sophlistication to do so. Moreover, the UITs that were
purchasing the Projects Hos. 4 and 5 bonds, by the criteria set
forth in their prospectuses, could buy only bonds with an & or
better rating from che of the rating services. Moody's rated
Projects Nos. 4 and 5 bonds Al and Standard and Poor's rated

them A+ during the entire period of the bond offerings. 32e/

326/ The ratings range downward from strongest to weakest
credit rating in alphabetical order. The Moody's ratings
ara Aaa, Aa, A, Baa, Ba, B, Caa, Ca and C. A "1™ can be
used as a suffix to indicate a more favorable evaluation
within a rating category. The Standard and Poor's ratings
are AAA, AA, A, BBB, BB, B, CCC, CC, ¢ (no interest being
paid) and D {in default)}. & "+%" or "-" can be use as a
suffix to indicate relative standing in a category. The
lewest rating for bonds ceonsidered to be investment grade
is Moody's Baa and Standard and Foor's BEBR; bonds baelow
that rating are considered to be in a speculative
category. The vast majority of rated honds have a rating
of A or above.
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The Commissioch staff examined the information supplied to
the rating agencies by the Supply System and its consultants.
It alse inguired into the procedures and standards of the
rating process. The purposée of the lnquiries was to determine
whether the ratings were influenced by mizrepresentations or
nen-disclosures by the Supply System and its representatives
and whether there were deficiencies in the rating process,

1. The Rating Progess

Issuers wishing to obtain a rating apply to the rating
agehcies, The agencies request written information from the
iszuer and assign a reviewing analyst, or anhalysts, to work on
the rating. In some cases issuers meet with the reviewing
analyst and other rating agency personnel to present
information and answer questions. A reviewing commitiee
reviews the fating recommendation of the reviewing analyst.
After the committee reaches a decision on the rating, it
notifies the issuer of the rating. The issuer is .charged a fee

by the rating agency. 2127/ The rating is :then stated in the

327/ Moody's had a fee range, which increased during the
Projects Nos., 4 and S bond offerings, based on the size of
the offering. The fees within the range ¢ould also take
into consideration the amount of work inveolwved. Standard
and Poor's fees were based on a judgment of the time and
effort expended in doing the rating., The fees for the
Supply System Projects Nes. 4 .and 5 bond ratings were:

Fees
Band Standard &
Issue Pooxr's Mocdy!s

19772 $5,400 $4, 000
: fecontinued. .. )
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official statement and listed in the agencies' reference works.
Standard and Poor's dees not publish textual reports on the
ratings, but it provides descriptive information from time to
time in its periodic publications on municipal bonds. Moody's
publishes a Municipal Credit Report on each rating, which is
available to subscribers to those reports. The reports express
Mocdy's opinion in summary form, together with a more extensive
description of the bonds and cther information.

The rating aygencies fepresent their ratings as an

assessment of credit quality; 328/ they also represent that

32774, .continued)

19778 51,600 52,000
1877C $1,650 $2,000
19784 $1,525 $2,000
12788 1,775 &7,000
1378C $1,900 $3,500
19795 $2,550 510,000
1379B $2,500 $12,500
1379C $3,200 512,500
1980A 55,400 512,500
13808 3,600 512,500
1380C $3, 600 $12,500
1980D/E $3,600 512,500 -
19814/B $4,200 $12,500

328/ E.g., Moody's Investor Services, Inc., Municipal and
Government Manual, Vol. 1 at v (1287): .

Turpecse: The purpose. . . is to provide
investors with a simple system of gradation by
which the relative investment gqualitiez of bonds
may be noted.

Standard & Poor's Corporation Creditweek at 1415 (June 27,
1983) :

A Standard & Poor's corporate or municipal debt
rating is a current assessment of the
creditworthiness of an obligor with respect to a
specific obligation. This asszessment may take
{continued...)
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their ratings are not a recdmmendation to buy or sell and that
there may be limitations te the use of the ratings as credit
evaluations. 229/ HNevertlieléess; the ratings have a wide
influence on the market fér munidipal boénds. Less
saphisticated investors use them as érédit e?alﬁatidﬂs: UIT=s
uze them asz a criterion in selecting béhdsi dnd evern

sophisticated investors use them aiz reférendeé poHifts.

328/¢{...continued)

into consideration obligors such as guarantors,
insurers or lessgeés.

328/ E.g., Standard and Poor's Creditwéeék at 1415 (Jufs 27,
1983} :

The debt rating is not a recdmiendation to
purchase, =ell, or hold a sedurify,; inagmuch as
it does not commeht as to Warket price or
suitabkility for a4 particular investor.

The ratings are based on current information
furnizhed by the lssuer or obtained by S5&P from
other scurces it donsiders rdéliable. S&P doeés
not perform an audit in connecdtion with any
rating and may, on occasion, rely on unaudited
financial information. The ratings may be
changed suspended, or withdrawn as a rasult of
changes in, or unavailability of, such
information & for otlier gircumistinces.

Moody's Investors Services, Iné.,; Mukicipal Credit Report,

Washington Public Powdr Supply Systen Nucledr Projects

Nos, 4 ard 5 at 1 (bew. 5, 1980)r

Moody's rating are epifiions, not récommendaticns
to buy or sell, and their adcuracy is not
guaranteed. A& rating should be weigled solely
as one factor in dn Investment decdigicr, and you
should make youfF o¥Wn study afd evaluatlionm of any
issuer whose sSecurities ¢F debt obligations ydu
consider buying of selling.
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There appear to be significant limitations on the value of
the ratings. The ratings are based largely on representations
by the issuer. Although the rating agencies' analysts apply
their judgment to the representations, they usually do nct
attempt to conduct independent fact finding. 330/ Alsc, |
although the rating agencies can and do utilize analysts who
are familiar with the type of issues or subject matter to
agsist in a rating determination, they generally do not use

axperts to conduct expertised analyses. 331/ As a result,

3ic/ E.g., Richard E. Huff SEC tr. at 160-61 (Dec. 4, 19885)
fhead of Standard and Poor's municipal bond rating
department during sale of Projects Noz. 4 and 5 bends):

<. Does Standard & Poor's make an effort
to look beyond the representations
made to it in official statements or
in meetings with the issuer and its
representatives about representations
that are made?

A. The very broad comments, I would say
yes, we do. We obviously take what's
presented to us, read it, analyze it,
think about it, and come up with a
judgment of cur own as to whether what
is being represented seems reasonable
to us.

Q. But you don't necessarily -- aside
from making a judgment about what
seems reasonable and what you are
told, you don't make any efforts to
actually go beyond and make your own
independent fact finding?

A, Ho. Most times we wouldn't have the
ability, capability or time to do that.

331/ E.g., Richard E. RBuff SEC tr. at 160 (Dec. 4, 1985):

Q. Did Standard & Pocr's make any
{continued...)
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information supplied by the issuer may not be detected as being
unreliable. The reliance on information supplied by the issuer
is particularly problematic when underwriters do not conduct
due diligence type inquiries. 332/

The rating agency analysts also are not knowledgeable
about the market for the bonds to the same extent as broker-
dealer analysts who have access to market informatienm in their
firms, They dc not, for example, generally follow the reperts
of other municipal bond analysts, know the trend of yields in

relation to the market, or know what types of purchasers are

331/(...continued)

' analysis of the power needs of each of
the 88 ipdividual participants in the
4 and 5 Projects?

A. Ho, not that I'm aware of. It would
have been bkeyond the scope of their
expertise to do =o.

Craig Atwater SEC tr. at 83-84 {June 19, 1985){senior
Mocody's analyst on Projects Nos., 4 and 5 bonds):

Q. In making your rating determinations
with respect to joint operating
agencies, do you rely on the
conclusions of bond counsel as to the
legality of any of the agreements with
respect to the undertakings?

A. Yes, we rely on them.

Q. Do you have an independent ability to
avaluate the correctness of these
cpinions?

A. Ho, I do not believe we do.

232/ See Fart IIT A&, supra.
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purchasing the bonds. 333/ Although the ratings are not
intended to predict the market performance of bonds being
rated, such information could be helpful in the evaluation of
creditwoerthiness of bonds. Negative market acticn could alert
the rating agencies that they should examine an issuer more
closely. HWegative market developments also could translate
into negative credit developments, such as possible
difficulties in fimancing a project to.cnmpletinn.

It alsoc appears that rating agencies tend not to change a
rating until a majeor development cccurs or a trend is

confirmed, 334/ Other analysts, such as broker-dealer analysts

333/ E.g., Craig Atwater SEC tr. at 23-25, 119-21 (June 19,
19856).

334/ E.d., Richard E, Huff SEC tr. at 30-31 (Dec. 4, 1885):

2. Is there in a sense a bias to not
change a rating until something has
been observed that is significant, a
significant change?

A, Well, this is maybe where the earlier
question, the difference hetween the
rating agency at S&P and another
analyst on the street. I think we
felt that S&P has a responsibility teo
be sure that the changes you think are
caming or going to happen really are
permanent changes or that there are
confirmation of trends. So you don't
tend to make a rating change at the
very first indication; whereas, an
analyst on the street may well be able
because he dcocesn't have effectively an
on-going responsibility for that
rating. He may well sound off that
this iz something that should be lower
rated or higher rated, depending. So,

{continued...)
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or institutional investor analysts, who attempt to look for
credit trends and who have access to market information, may
change their ratingz or credit evaluations before the rating
agencies do. Although a 2low response may ba prudent in some
cases, an investor relying only on rating agency credit ratings
may be late in learning of a weakening in creditworthiness.
2. The Projects Hos, 4 and 5 Pond Ratinds

The rating agencies assigned a high A rating for the
Projects Nos, 4 and 5 bonds at the time of the first bond
cffering in February, 19%77. 335/ The ratings were not changed
until the anncuncement of the fiscal year 1982 budget figures
and the moratorium recommendation on May 29, 1981, after the
last completed bhond offering. After that announcement, the

ratings were reduced over time, 336/

334/(...continued) .
T think there is a tendency to be more
deliberate at the rating agencies in
following a situatien and in making changes.

335/ Mocdy's assigned an Al rating and Standard and Poor's
assigned on A+ rating.

3136/ Changes in Projects Nes. 4 and 5 bond ratings after May
29, 1981 {See note 326, supra for rating scale}:

Moody's Ratings

Change Date Reason for Chandge
Al to Baal &£/10/81 Hay 29, 1281 50% budget in-

¢rease announcement and
gquesticons akout need for the
projects raise doubts as to
likely completion of
projects.

{continued...)
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Both Moody's and Standard and

the projects and the Participants’

336/ (...continued)

suspended 1/07/82
Caa 6/01/832
Withdrawn 6/16/83

Poor's cited the need for

obligations to pay as

Participant resistance to
actions nesded to mothball
projects raises uncertainty
of long term credit standing
of bonds.

Failure of Participants to
make reguired payments as
called for in bond
resolution.

Washington Supreme Court
decision holding ckbligations
of certain Washington
utilities invalid.

Standard and Poor's Ratings

Chandge Data

A+ to A 6/1%/81
A to BBB+ 1/22/82
BBE+ to B 11/18/82
B to CC 2728782
CC to D 8/24/83
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May 29, 1981 50% budget
ingrease announcement may
delay completion dates and
cause rate increases.

Termination occurs and rate
increases put financial
burden on Participants.

Participants’ legal
challenges and questions of
legal wvalidity of
Participants' obligations
raised.

Failure of Participants to
make payments to maintain
cash flow to pay bonds make
default likely.

Failure of Participants to
pay after &6/15/83 Washington
State Supreme Court decision
holding chligations of
certain Washington utility
obligations invalid.



significant factors supporting the initial rating. For the

validity of the agreements the adencies relied on the fact that
bond counsel was prepared to issuye an opinion letter. 337/ The
rating was assigned even tlhiough the form of the opinion letters
on the validity of the farticipaﬁts' Agreements had blanks for

the number of Participants being opined on. 338/

337/ Richard E. Huff SEC tr. at 136-37 (Dec. 4, 1985) (Standard
& PoGE'S) ¢

If I understand your quéstion, I think that
would be a valid assumptien, that S&P would
depend on the nain bond counsel's opinion,
that it did cover the required issues, and
that they had done whatever was apprepriate
to have been done by bond counsel to enakle
them to render that opinion:. It is similar
ke an auditor's report saying they had
f3llowed whatever the prdcedures are that
auditors follow in order for them to render
an opinion en the financial =tatements of
the municipality. We just have to, the
rating agency has to assums that hond
counsel do what bond counsel are supposed
to do.

33B/ The senior supervising analyst on the Project Neog., 4 and 5
bonds for Moody's testified that despite the bklanks in
the Bond Counsel copinion letters, he relied on tha
reference in the bond counsel opinion letter that Bond
Counsel had relied on the opinions of counsel for each of
the Participants. Craig W. Atwater SEC tr. at 61-6é5 [June
19, 1985). Although counsel for each of the Participants
did issue opiniens, the reference in the Bend Counsel
opihion letter to Participants® counsel opinicons went only
to Bond Counsel's reliance on the Participants' counsel
opinions as to local procedural matters and, further,
apparently went only to those Participants opined on by
Bend Counsel. Later, when the opinlon letter referred
expressly to the specific number, 72, of the B8
Participants that Bond Counsel was opining on, the rating
analyst incorrectly took that to mean that bhond counsel
had looked into the wvalidity of enly 72 Participant's
Agreements. See discussion in Part IV, infra, on the
validity and enforceability of the Participants’

{centinued. ..}
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Gver the succeeding four years of Project= Nos. 4 and 5
bonds offerings and unchanged ratings, problems with the
projects were growing. As described above, the hudgets grew
despite efforts to keep the published budget figures low; the
financing efforts encountered difficulties; the power demand
projections were declining: and the Participants' Committee
reacted negatively when the Participants were asked to assume
additional burdens., 339/ All of these factors could and did
lead toward the ultimate default.

During this peried, the Supply System, its consultants,
and others connected to the projects met with the rating
agencies to obtain ratings for each bond offering. They gave
reassuring explanations of negative developments. Moreover,
they did not provide the rating agencies with some adverse
information, including the November 1580 estimate of a $4.4
billion cost increase for all five projects or the
Participants' Committee's October 1980 request for a delay and
termination study. The rating agencies appear te have limited
their inguiries largely to the issues that were raised by the
Supply System or were apparent from information in the cfficial
statements.

The rating agencies' publications con the Projects Nos. 4

and 5 bonds did note, after a period of time, concern about the

338/ (...continued)
Agreements and the reason for Bond Counsel's not opining
on 16 of the Participants' Agreements.

338/ See discussion in Part II, supra.
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rising budgets. The rating agencies, which were receiving
explanations and assurahces from the Supply System, do not
appear, however, to have fully appreciated the detericrating
sjituation. Although no issue as to the legality of the
Participant's obligations to pay arose during the bond
offerings, the develgpments that were occurring could and did
have a bearing on the ultimate payment on the bonds. Indeed,
as those developments began unfolding in the period after the
announcement of the fiscal year 1982 budget and the moratorium
recommendation, the rating agencies did downrate the bonds,

- even prior to the Washingteon Supreme Court decision that held
the Washington utilities“ payment agreements invalid. It
appears, however, that some of the limitations of the rating
process, described above, contributed to the continuation of
the ratings during the sala of bonds.

3. An Bnalyst's Visit ke the Supply System

Some of the limitations of the rating agency evaluations
are illustrated by a visit to the Supply System made by an
analyst for Moody's. By the middle of 1979, the increase in
budgets and schedules was being: noticed by Maody's. Before
that time, the introductory "Opinion™ section of its Municipal
Credit Reports referred-nnlgftm~the-E&rticipant"s:nbligatidn,
and apparent ability, to pay. In its August 22, 197% Credit
Report on the August 1979 Projects Nos. 4 and: 5 bond offering,

Moody's added a statement expressing cencerm about the
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increaging cost estimates. 340/ The analyst who prepared the
August 22; 1979 report was a senior supervising analyst, A new
analyst joined Moody's in March, 1979 and began working on the
Supply System ratings. 341/ He rapidly assumed responsibility
on the Supply System bonds. 242/ In late 1879, the analyst

suggested to his supericrs that he be allowed to make trips to

340/ Moody's Investors Services, Inc., Municipal Credit Report
Washington Public Power Supply System - Nuclear Projects
HNo. 4 and 5 at 1. fAug. 22, 1973) (SEC Exh. 2323):

Causes for concern, however, continue to

e the higher constructieon estimates with
Lthe resultant impact on additiconal financing
and ultimate higher costs to the partici-
pants. Supply System's ability to maintain
construction schedules and to contain future
cost lncreases hecome more significant
factors for subsequent evaluations of this
enterprise.

341/ Prior to Jjeining Moody's he had no municipal bond analyst
experience., The analyst had received a Bachelor's degree
in 1965 and subseguently was a student until receiving a
PhD in Economics in 1273. He was then a research
associate in a firm deoing government consulting contracts
on manpower, welfare and urban problems for three years.
He subseqguently was employed in the consumer affairs
department of New York City and later worked in the Qity's
ehergy office where part of his work involved utility
oversight. After he left Moody's in June 1580, he went to
work at a bhank in NHew York and later left the municipal
bond business. Ronald Heedleman SEC tr. at 11-27

{December 12, 1985).

342/ The analyst was assigned to be the reviewing analyst on
the July 1979 offering of Preoject Nos. 1 bhonds and
prepared the published Municipal Credit Report.

The next Supply S8ystem cffering on which he was the
analyst was the Decemker 1979 Proiects Nos. 4 and &
offering. By that time, the analyst had become the
principal analyst, under the supervision of the senior
analyst, doing the electric revenue bond reviewing at
Moody's, Td. at 55.
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majof issuers. 343/ The Supply System was the first issuér he
would vigit under thig propofal. 344/ Moody'g analysts had
atterided Supply Systém groeup toiirs inp 1877 and 1978, but this
was the only separate visit &f a Meody's dnalyst 6 the Supply
System.

The Slpply System and its Finencidl Advisor wére cdncerned
abeut the visit. The Finanéial Advisor uhdérstdsd Hoedy's to
be coricerfied dbout thé credit of the bonds and to want to
conduct a full ctedit review. 345/ THe Supply Syskteémis chief
financial officer notified the Managing Dirdctor of thé Supply
dyetem of thid sigfificatit dévelopmént. 346/ HE lilstéd ah
extensive arrdy of pedple whd &£liduld meet with the Afalyst,
including sénior manadgement, seniocr réepreséntatives of the
contractorg, theé consilting éngineey, bodid members and
Participants' Conhittesé members. & full wesk's agenda of
meetings, presehtations ahd tours was arranged £dr the analyst.

One of the meetings was to be with fepréséritatives of the

343/ Id. at 55.

344,/ 1d. at 73=74.

345/ Donald . Patteérson SEC tr. at 523*31_{Ucf. 22, 1935},
This understanding apparently eéxceédeéd thé purjpeésé and
scope of tHe visit, although conéerns abdut the budgets
was oné of the purpeseés of the visit. Craig Atwateér SEC
tr. at 121-26 (June 19, 1985}.

346/ Handwritten note from James Ferko to Mr, St¥and (June 4,
1980) ("*Was infoimed today that Moedy's Investol Sefvice
has commifsioned a reevaluaticn of tlie Supply System's
ratings, . . . This reevaluaticén will réviéw all bond
ratings but most important are the 4/5 préjeéct ratings.")
{SEC Exh. 2571); James Perko SEC tr. at 568=75% (Oct. 21,
1985,
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Participants at a Participants' Committee meeting. At a March
6, 1280 Participanta' Committee maeting, the Supply System, the
Participants' Committee members, and R.W. Beck, the consulting
engineer, prepared for a presentation to be made to the analyst
at the next Participant's Committee meeting. The presentation
focused on the need for power from the projects and the
Participanta' support for the projects. 347/ The chief
financial «fficer explained that the recent Moody's credit
reports had noted concern about the budget and schedules. The
pessibility of 2 downrating and the need to make strong

presentations were made clear to the Committee. 348/

347/ At the preparatory meeting, the Supply System and the
Participants, believing that the analyst was considering a
downrating, expressed concern about the fact that the
analyst wanted to reduce the length of the trip and that
it was anly through the Financial Advisor that they got
scme agenda items restored. Participants! Committee
meating of March &, 1980. (Tape 53{a) at 454-520.)

348/ 14. (Tape 53({a) at 575-90):

That's the atmosphere we're dealing with and
its important to understand that's what this
guy is -- I don't know if he's got his mind
made up or not yet, but it's important how
much of a reduction in the rating occurs,

if any, and what kind of report the fellow
writes when he decides how far that rating
iz going to be reduced.

We're now at (Moody's} Al. I'll just use
that as a benchmark, it'll apply for the
[Standard and Poor's] A+ as well. We can
go from Al down to A or A-, those are the
two notches. Blyth [the Finaheial advisor]
feels that if we move from an Al to an A,
that's probably not too bad. But if we
move to an A-~, that's going to be much
worse. In other words, it's like a
{continued. ..}
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The analyst stopped at the BPA, visited one of the
Parﬁicipants' utilities, and went to the Supply System. At a
Participants' Committee meeting, Committee memhers made strong
statements of their naed for Projects Nes. 4 and 5 without
providing information that qualified their statements and

without describing downward trends in power demand

348/ (...continued)
geometric progression . . . .

Second key point: it's the kind of report
this fellow writes. He can write a good
report, an indifferent report, or a bad
report. . . . A bad one would be that the
Supply System is having difficulty in the
project management area unigque to the

Supply Sysfem or, number twoe, the
participants do net have the financial
capability to support these projects even
at a higher cost. o©ur attack is going to
be to address those two peoints. . . . The
participants then need to. come ferth that
day to show the strength of these projecks
and: their need and the reason why, even at
a higher cost, that they are still a
valuakle resource and still when melded
they're a very cheap resource.
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forecasts. 34%/ The analyst asked few questions and then left

349/ A Participants' Committee member representing some Qregon

Participants,

for example, stated that they would be =short

of power in 1984-85 without Projects Wos. 4 and 5:

[We] have needs and we have growth that is
scaring us half to death.

] * & *

We'lre going to be terrifically short in
184-85 without program four [and five].

Participants' Committee meeting of March 13, 19280. (Tape
56({a) at 572-73 and Tape 57(a) at 35-36). Minutes of
Participants'! Committee meeting March 13, 1980, at 5.

He did not say, however, that his statemsnt was based on
the BPA's 1976 letter of insufficiency, which was a '
contractual netice, and that the actual allocation of BPA
power to the Participants had not been resolved., The
analyst did not explore this issue with the Participants'
Committee: '

Q. Did you explain to the representative
of Meody's, that -- your statement
about the insufficiency in 1584 and
1985 was related to the [letter of
insufficiencyj--

A. No, I don't think so, because he
didn't ask me any questions in
particular; he just listened to ny
discussion.

Q. ¥You weren't speaking, were you, of
whether there was enough power in ths
region or not to supply Central--

A. No, I was only saying that Central
Linceln would be--the Oregon PUD's
would be short in 1984.

Q. Solely because of the letter of
insufficiency?

A. That's right.

fecontinuead. | )
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the meeting befere its conclusien toe fly back to New York.

&n the next rating of the Projects Hos. 4 and 5 bonds, the
rating was retained and the Opinion section of the Municipal
Credit Report was changed to add favorable comments. It now
stated that: "The guality of the present schedule dnd cost
estimates, despite their preliminary nature, should afford the
Supply System a realistic framework for project completion.™®
It also stated that: "The need for thé pewer from these
projects in the Northwest appears greater than ever. The
participant*s ability to pay for this power, despite its high
cest, 1ls a positive factor." Despiﬁe this optimistic
assessment, the problems in the construction pregram andg
increases in the budget estimates continued. 250/ Also, the
rate of growth in the power demand forecasts was continuing to
decline and the relationship between the Participants' role in
the Projectis and regionalization of the burdens of the Projects
was a complicated situation that would: become z major
issue. 351/

The ratings on the-Projacts-Hné@ 4 and 5 bonds were

important to the continued sales of the bonds. TInhvestors with

349/ (...continued)
Donald DeFreese SEC tr. at 114-115. {Aug:. L1, 1985},

The declining trend in pewer demand projecticons and’
deviaticns between forecasts and actual usage ([see
discussicons in Part II C, supra) also were net discussed.

250/ See Part ITI A, zubra.
35/ Sea Part II C, I+ supra.
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limited sophistication and rescurces relied on the ratings as
the principal guide to creditworthiness. Continued purchases
of the bonds by unit investment trusts were alsc dependent on
favorable ratings. The rating agencies, however, depended
largely on the representations by the issuer., While the
agencies applied their judgment to the facts presented,
generally they did not go behind the representations. It also
appears that the rating changes tended to follew publicized
negative events rather than to reflect negative trends or
gradual developments. Those who relied cn the ratings alone
may not have been fully advised of developing problems. The
rating agencies, however, did not represent that the ratings
alone should be relied on and did not represent thaf they
conducted due diligence type of investigations.
2. THE UNIT TNVESTMENT TRUSTS

1. General

The staff examined the role of unit investment trusts
f"UlTs") in the marketing of Supply System bonds. UlITs
ultimately held 25% of all the Projects Nos. 4 and 5 bonds sold
by the Supply System. They functioned as marketing vehicles
for the bonds since blocks of the bonds were acquired by the
trust sponsors and sold indirectly to individuals wheo invested
in the trusts. Some of the trusts alsc were sponsored by
underwriting firms that participated in the primary offerings

of Projects Nos. 4 and 5 bonds.

- 21% =



UITs are investment companies that issue redesmable
securities, sold mostly to individual investors, in the form of
units of the trust. A sponsor, usually a broker-dealer,
assembles a portfolio of bonds for inclusion in a trust. The
bonds are deposited in the trust and fractional shares of the
trust are then so0ld to investors, typically in units of $1,000.
The units are sold through underwriters. The sponsor also
usually acts as an underwriter. The sponsor can profit both by
selling bonds to the trust, which are purchased by the sponsor
at bid prices and deposited in the trust at offer prices, and
by zales commissions, typically 4-5%, paid by investors.

The trusts are not actively managed. Bonds in the
original portfoeliic normally are intended to remain in the
poertfelio until they mature or are called, at which time the
investor receives a return of his investment. The trustee,
however, generally has the power to dispose of any of the bonds
pricr to maturity under appropriate circumstances. Unitholders
can have their units redeemed by the trustee at the net asset
value of the unit. The sponscrs al=so usually make a secondary
market in units of the trusts they sponsor.

The trust sponsors that purchased Prujects Nos, 4 and 5
honds usually stated in the trust prospectuses that the trusts
were designed to produce tax-exenpt income and to preserve

capital. 352/ The prospectuses usually stated that all bonds

362/ E.g., National Municipal Trust Forty-Eighth Series,
prospectus, 4 (April 22, 15821} (sponsored by Thompson
{continued. . .)
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placed in the truste were rated A or better by the rating
agencies of Standard & Foor's Corporation or Moody's Investors
Service, Inc. Some prospectuses also expressly stated that
quality was a consideration in selecting bonds. 3537 The
prospectuses also stated that bonds were selected on the basis
of thelr price relative to other bonds of comparable guality
and maturity. 354/ The prospectuses alsoc listed all of the
bonds in the trust and the ratings, yields and profit or loss
to the sponsor from the deposit of bonds in the trust.

UITs were advertised as benefiting investors through

352/(. . .continued)
McKinnon Securities, Inc.):

The objectives of the Trust are tax-exempt
income and conservaticon of capital through
an investment in a diversified portfolic of
municipal bonds. There is, of course, no
guarantee that the Trust's cbjective will
be achieved.

(SEC Exh. 247.)

353/ E.g¢., Municipal Investment Trust Fund, ©One Hundred Thirty-
Second Series, prospectus, 6 (May 7, 1980) (sponsored by
Merrill Iynch wWhite Weld Capital Markets Group, Bache
Halsey Stuart Shields, Inc., Dean Witter Reynolds, Inc.,
and Shearson Loeb Rhoades, Inc.)} ("In selecting Debt
Chligations, the following facteors, among others, were
considered by the Sponsor: (1) the guality of the Debt
Okligations and whether they were rated A or better by
Standard and Pecor's Corporation or Moody's Investors
Service, Inc. . . .My, (SEC Exh. 2663.}

354/ 1d. at 7; Nuveen Tax-exempt Bond Fund, Series 155,
prospectus, 7 (June 13, 1989) ("In selecting Bonds, the
follewing factors, among others, were ceonsidered . .
(ii} the prices of the Bonds relative to other bonds of
comparable guality and maturity."). (SEC Exh. 2281.)
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diversification and high yield. 355/ Most UITs restricted
their heldings in an individual bond toa specific percentage
of the trust, fregquently 7.5% but slightly higher for some
trusts, and also limited holdings of any particular fype of

bond, swuch as hospital, housing, or electric utility bends, to

355/ E.g., Municipal Investment Trust Fund, Che Hundred Thirty
Second Series, prospectus, supra, insert between 4-5:

HOW DO YOU BUY MUMICIPAL BONDS?

There are many characteristics of municipal
bonds that increase their attractiveness.
They come in a wide variety of maturities,
giving the investor great choice in how
long he wants teo invest hiz money. In
addition, there are differences in
investment quality, geographical origin and
yield. To sift this vast exciting field
for its most suitakle possibilities, many
investors obtain experienced, Xnowledgeable
help from their securities brokers.

* k Kk &

WHY DU INVESTORS BUY MITF?

* * %k %

Each MITF portfolic is composed of many
different municipal issues, providing
buyers professional selection of a
diversitfied group of bonds with different
sources, maturities and yields which
reduces but does not eliminate the risk of

! an investment in munlclpal bonds . .
Since investment quality is a must wlth
MITF, bonds in the portfolio have a rating
of 4 or better by Standard & Poor's or
Moody's, We seek the highest yields
available among those bonds acceptable to
MITF. By purchasing MITF, investors avoid
the problem of cheeosing their municipal
bonds themselves.

{ZEC Exh. 2662.]
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a specific percentage of the trust. Some UITs were also
advertised as providing professional selection eof bonds from
aﬁong the vast numbers of municipal bonds with different
guality, location, maturities and yield. 356/ UIT unpits are
sold mostly to individual investors. 357/

2. Increase jin Purchases of Projects Hos. 4 and 5 Bonds

by the Trusts and Cowmpariseon to ah Institutional
Investor Portion of Market for the Bonds

Despite the known negative developments that ceocurred with
respect to Projects Nos. 4 and 5, purchases of Projects Nos. 4
and 5 bonds for UITs grew substantially. In the firat vear
that Projectg Nos. 4 and 5 bonds were issued, the UITs
constituted 8% of the market for the bonds. By May 1921, when
Supply System management publicly recommended 2 construction
moratorium, UITs held approximately 24% of all Projects Nos. 4

and 5 bonds: (See chart next page.)

356/ E.g., id.

157/ William J. Mergan SEC tr. at 27 (Mar. 22, 1985%.
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Holdings of Projects Nos. 4 ond 5 Bonds
By Ali Truats as a Percentage of All Projects
Nos. 4 and 5 Bonds Outstanding
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The volume of purchases of Projects Nos. 4 and 5 bonds by

trusts increased even mpore dramatically:

Aggreqate Volume of Purchases of Projects
Hos. 4 and $ Bonds By All Trusts In Ecch Yeor

Egiﬂﬁ[ /
T .
gé;“m.. I %%?

L m % /
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Purchoss
(miions) k1 24 ¥3 N WY o

arrwalited o
|
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Frlemation cbtched trom wd of lay, 1981)
WT's; may ot @ oy bar,
amaf KTy
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The grewth in the purchases ¢f Prdjects Nos. 4 and 5 bonds
for UITs is only partidlly accounted for by thé growth in the
UIT industry in general: Although thé UIT industiy was growing
during the period bf Préjects No&. 4 and 5 bond salés, the
purchases of Projects Nod. 4 and 5 Bonds increaséd faster than
the rate of industry growth over this period. 358/

The increase in purchases of Projects Nos. 4 and 5 bénds
by the UITs appears to reflect a shift in the market for
Projects Nos. 4 and 5 bonds away from institutions purchasing
for their own portfolios to a retail market. 359/ In coentrast
ts the increased holdings of Projects Nos. 4 and 5 bonds in
UITs as a percentage of all Projects Nos. 4 and 5 bonds
outstanding, the heoldings by insurance companies, which were
the principal institutional purchasers buying the bonds for
their own portfolics, were declining as a percentage of all

Projects MHos. 4 and 5 bonds outstanding: (See chart next page.)

358/ While the volume of aggregate purchases of Projects Neos. 4
and 5 bonds for UITs increased by approximately 700% from
1877 to 1981, the total industry volume of UITs grew by
approximately 200%. The total purchaszes of all bonds for
all UITs were (in millians}: 1977 - $2,284; 1978 -
$2,347; 1979 - $2,967; 1980 - %$4,376; 1981 — $5,1398.
Source: John Huveen & Co., Inc,

359/ 5eg discussion in Part II A, supra, about contemporaneous
observations in shift in the market for Proliects Nos. 4
and & bonds, including the Financial Advisor's report te
the Supply System in June 1979 that major buyers of the
Projects Nos. 4 and 5 bonds were becoming “the funds" and
"kinky" investors who were looking for yield and discount
bonds., See alsco discussion in Part III A, supra,
including references by underwriters in the interview
sessions with the Supply System on the selection of a
managing underwriter in May, 1980 ahkout market shifts.
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Holdings of Projects Nos. 4 and 5
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although insurance industry purchases of municipal bonds
generally were decelerating in the later pericd of the Projects
Hos. 4 and 5 bond sales because of a diminished need for tax-
exempt investments, this development does not appear to account
fully for the declining participation in the Projects Nos. 4
and 5 bonds. Indeed, the insurance companies continued their
level of holdings of the higher-rated, BPA-backed Projects Nosz.
1, 2 and 2 bonds as a percentage of the outstanding bonds of
those projects, while the trusts 4id not increase their nominal

purchases: (See chart next page.)
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3. Reasons for the Increasing Purchases of Projects
Nos. 4 and 5 Bonds by Trust Sponsors

Two of the UITs were sponsored by lead underwriters on the
Frojects Hos. 4 and 5 bond offerings, and most sponsors were
members of the underwriting syndicates. The sponsors of the
trusts testified that they did not purchase Projects Heos. 4 and
5 bonds at the request of the underwriting departments of the
sponsor firms. 360/ Although the purchases for the trusts
helped the underwriting of the bonds because they abécrbed a
large amcunt of bonds at the time when the financing program
was experiencing increasing difficulties, 381/ it appears that
internal conzsiderations of the trusts led to the increasing
purchases of the bonds.

The UIT sponsors' increasing purchases of Projects Hos. 4
and 5 bonds during a perjicd when the projects experienced
growing problems appear to be explained by the high yields on
the bonds. Yield was a principal censideration in purchasing

bonds that gualified for purchase. The yields of the UITs were

3560/ Most purchases for the trusts were from the secondary
market, and not from the primary underwriting, because the
assenbly and sale of individual trusts (often denoted as
one of a series) usually did not coincide with a new
offering of Projects Hos. 4 and 5 bonds.

i61/ See, e.q., discussion, infra, on speculaticn of buyer of
bonds for the Merrill Lynch sponsored trusts about
possible consequence to the Projects Hoz. 4 and &
financing program if Merrill Lynch stopped buying the
bonds for its trusts.
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important to the sale of trusts to investors. 362/ The

portfolio buyers for the UITs were aware that even small

differences in yield can affect the competitiveness of a trust

with other trusts. 363/ Buyers for the UIT portfolios were

supplied by their sales organization with information on yields

of competing trusts, sometimes on a daily basis. 384/ Yield

was thus a prime consideration for sponsors when purchasing

bondsz that would constitute the trust portfolie. 365/ Indeed,

362/ E.g., William J. Morgan SEC tr. at 33 (March 22, 198%5):

383/

364/

365/

L) Is it a fair statement to say that's
what zells the unit investment trust.

A. ¥ield?
Q. Yield.
A. Absolutely. ¥Yield and tax exemption,

Thomas D. Van Buskirk SEC tr. at 30-31 21, 1985).

Thomas D. Van Buskirk SEC tr. at 95-96 (May 21, 1985);
RHobert McHNamara SEC tr. at 125 (Hov. 16, 1984} William J.
Morgan SEC tr. at 120-121 (Mar. 22, 19&85); Robert A.
Broman SEC tr. at 37-38% (Dec., 15, 1%84) (". . . And
sometimes the difference between the yield in our trust
and somecne else's may be two or three basis points, just
encugh to say that, you know, s0 we can say that we are
the best, you Know, we have the highest yield. . . ."}

Philip G. Milot SEC tr. at 77-78 (Nov. 13, 1985); Thomas
D. Van Buskirk SEC tr. at 83 {May 21, 1985); William .J.
Morgan SEC tr. at 121 (Mar. 22, 19B8B5)r James R. Couture ——
SEC tr, at 117 {Mar. 22, 198%); William J. Morgan SEC tr.
at 118-20 (Mar. 22, 1985). Portfolic buyers for UITs

also usually noted the bonds included in other trusts.

Fhilip &. Milet SEC tr, at 73 (Nov. 123, 1985); Thomas D.
Van Buskirk SEC tr. at 96 (May 21, 1985) {commenting an
some competitor's use of bonds with guestionable yield-
boosting features to get an advantage on yield:
feontinuad. . .)
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the trust portfeliocs tended to be composed largely of honds

that were higher yielding, particularly hospital, housing and

glectric utility bonds. 366/

The Projects Nos. 4 and 5 bonds were attractive to the UIT

sponsprs. They met the rating criteria for inclusion in the

trusts. They had a yield premium over similar bonds.

cffered a yield premium even over the bonds of other

They

electric power jolint operating agencies with nuclear project

exposure. 367/ (SEE CHART, NHEXT PAGE)

365/ (. ..continued)
This is a nice product for making money so
a lot of pecple really want to get in the
market-place and really when you enter the

marketplace the only thing you've got teo

sell iz yield sco that's what they do. They

go after yield.).

366/ These tended to ke riskier types of bonds that were
avoided by some more conservative investors despite their

higher yield., Edward N. Bennett SEC tr. at 47-4°B

(Jan. &,

1985). The trust prospectuses often contained some
general description of possible negative investment

aspects of these types of bonds.

367/ E.qg., Robert A. Broman SEC tr. at 109-110 (Dec.
1934} (bond buyer for a unit investment trust):

Q. S0 that one-third [the utility bond
portion of the trust] was cften most
or all nuclear issues.

A, It was all nuclear issues, Yyes.

Q. Why was that?

A Because they have a higher yield and
made the trusts more attractive to
se]ll.

Q. Do you remember why that was, or was

15,

(continued on 234)
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YIELDS ON BONDS OF PROJECTS NOS. 4&5 AND
TWO OTHER JOINT OPERATING AGENCIES

WPPSS 4./8 8.123% dus 2018
MASS., MUNI. WHOLESALE ELEC. CO. dus 2017
14 + NORTH CAROLINA MUNICIFAL POWER 8.873% due 2020

i

i b N i
¥
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(Text contimes on next page)

16774 .

continued)

Q.

that true for the industry asz a whole
then that the nuclear iszues palid the
higher yields.

That is correck,

They didn't, T guess, then coupling
this back with an earlier statement
that you made that the [Project Hos.]
IV-V issues were often the highest
yielding bend or one of the highest
yielding. Does that mean of the
nuclear issuez that the IV-V yields
were the highest -

That 1z correct,
-— amohdg nuclear issues?
Yes,
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Although yield is of interest teo all investors, for some
institutional investors purchasing for their own portfolios,
yield was not as compelling a factor. It was only one
consideration, and the rising yields on the Projects Nos. 4 and
5 bonds did not necessarily make the bonds an attractive

purchase. 368/ Concerns about adverse develapments could

3687 E.q., Edward N. Bennett 5EC tr. at 47-48 (Jan. 8,
1985]) {insurance conpany portfolio manager):

Q. You weren't attracted to the higher
yield of the 4, 5 [bonds]?

A Ch, sure they came at a higher yield
but we didn't then and we don't now
make our decision based upon yield.
That's a factor in a decision but it's
not the governing factor.

Steven C. Bauer SEC tr. at 95-97 (Aug. 22, 1584)
{insurance company portfoclic manager):

Q. How, I would suppose that your credit
evaluation of the issuer is relevant
to those determinations [whether a
bond is becoming overpriced or
underpriced relative to the market].

-y Certainiy. That may be one reason why
the relaticonship is changed.
Certainly the relationship of WPPSS
bonds in general teo the general market
changed from the early mid-'70's until
the early '80's because the market had
a different view of the credit
considerations.

So to say that because WPESS bonds
were extraordinarily cheap or looked
cheap historically in 19280 was only
part of the story. ¥You had to look at
what the reason was for why that
relationship had changed; and that's
basically what my jeb is all about.
fat 96-977.
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indicate that even the high yields did not justify the purchase

of the bonds. 2£%/

q. Eond Selecticn and Creditworthiness Evaluaticon
Process

The high yields nn.Prajects HNos. 4 and 5 bonds might have
indicated that extra caution was needed in evaluating the
creditworthiness of the bonds and whether they were fairly
valued. The fact that the bonds were rated Al and A+ by the
rating services would neot aleone neceszssarily constitute a
complete quality evaluation or a basis for determining that
bonds were properly priced in comparison with other bonds. 370/

Sophisticated institutional investors do not rely solely on

368/ Id., Robert E. Patterson SEC tr. at 57-60, 83-234 (Dec. 12,
1284 {insurance company portfolioc manager):

2. [E]Jven in light of the attractive
spread, why did you not buy the
[Projects Nes. 4 and S] bonds?

A, Because at that point it became a
credit guestion and a gquestion in my
mind for all the things we brought
together. It was just a whole host of
factors at that point that I was
concerned about, HNot so much the
viability of the project but the
credit worthiness or the value
orientation of the bonds is the best
phrase to use, I was actually right
on that., I thought it would
deterjiorate and I felt the spreads
were not properly reflected of the
risk that was inherent in the bonds.
And unfortunately it really proved to
be true. (at 84}.

3707 See discussion in Part III B about the limitations of the

rating process. See also Richard Huff SEC tr. at 16B-&9
{Dec. 4, 1985).
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ratings in determining the creditworthiness of bonds, 271/ or

in determining their relative value. 372/ The rating agencies,

moreover, specifically state that their ratings "should be

welghed sclely as one factor in an investment decision.™ 373/

In evaluating the price and creditworthiness of bonds

being considered for purchase, sophisticated institutional

investors review information about the bonds. 0Official

statements are a primary source of information for portfolio

371/

373/

E.g., Carl P. Jayson SEC tr. at 28, 47 (Nov. 27, 1984);
Stephen C. Bauer SEC tr. at 25-26 (Aug. 22, 1984); Jefifreay
J. Alexopules 9-10 (Aug. 15, 1984} ({"We do not rely en
external rating agencies or external analysts for their
opinion, we rely solely upon our own opinion to decide
whether or not to own a security or to place it in one of
our products."); Edward N, Bennett SEC tr. at 25 (Jan. 8,
1985} ("I always ask what they [ratings] were, but I also
emphasized that we wanted to determine what we thought of
the credit so that we could make our own credit
decision.M}.

E.d., Edward H. Bennett SEC tr. at 26 (Jan. 8, 1985); Carl
P. Jayson SEC tr. at 47-48 (Hov. 2%, 1%84): Guy E.
Wickwire SEC tr. at 26-27 {(hug. 21, 1384):; Rcbert E.
Patterseon SEC tr. at 18-19 {(Dec. 12, 1984}.

E.q., Moody's Investors Service, Inc., Municipal Credit

Report (Washington Public Power Supply System Nuclear
Projects Nos. 4 and 5) 1 (Dec. &, 1979) (SEC Exh. 2324):

Moody's rating are opinions, not
recommendations to buy or sell, and their
accuracy is not guaranteed. A rating
should be weighed solely as cone factor in
an investment decision and vou should make
your own study and evaluation of any issuer
whose securities or debt obligations you
consider huying or selling.
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managers. 174/ Information from brokerage firms, analyst
reports, rating agency reports, and financial publications is
also often considered. Sometimes information is Ubtained.fram
the underwriter or the issuer and its consultants. Aall these
gsources of information, in addition teo the official statements,
were available for Projects Nos. 4 and 5 bonds. In evaluating
the Projects Kos. 4 and 5 bonds, information about the econemic
feasibility of the projects being financed was a factor for
some instituticnal investors even though the bonds were secured
by the Participants' cbligations to pay. 3175/ Moreover,
atthough the bond counsel apinion letters supported the legal

validity of the Participants' payment obligations, information

374/ EBE.fg., Edward N. Bennett 5EC tr. at 24 {(Jan. 8, 1%85);
Robert Patterson SEC tr. at 18 (Dec. 12z, 1984) {"The
official statement would have been critical in cur mind
in two factors, one, what was in there; and, two, what was
perceived te be missing in the official statement. I
guess that would be the leading document....").

375/ E.q., Edward N. Bennett SEC tr. at 42-43 (Jan. 8,
1985) (insurance company portfolic manager):

Whether the project iz feasible, sure. We
would neot want to necessarily be associated
Wwith something that didn't zeem to be
feasible just kecause it was a take-or-pay
contract.

We presume that there is going to be a
demand for the product, whatever it is, at
the end of the line. You are also assuming
that the project would be completed. I
mean there's noc point -- We would have no
interest in going inte a financing if we
2aid, gee, we don't think that project is
really feasible and it's preobably never
gaing to ke completed hut who cares because
it's a take-or-pay contract.
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about those obligations and the difficulty of evaluating the
willingness and ability of the Participants to pay were
considerations for some instituticnal investors. 276/

The bond selectlion process for the UITs functioned
somewhat differently, in part because of the importance of
yield to trust competitiveness. The selection of bonds was
usually the responsibility of a bond buyer whose principal
function was to seek out the highest yielding konds that met
the trust's criteria so that the trust would be competitive on
vield with other trusts. The buyer usually did not have
information that would permit him teo azsess the relative merits
of beonds being purchased cther than the ratings. Most sponsors
maintained that they had seme internal credit appreval process.
This was usually performed by the research units of the.

sponsoring firms. Even where there was some cradit approval

276/ Edward N. Bennett SEC Tr. at 49-52;: B3-84 {Jan. 8,
1985) {(insurance company portfolio manager):

Yez, a lot of them [the &8
participants) were very small and I
don't even remember the name of any of
the participants right now, but a lot
of them were =0 small you never heard
of them and the data was so sketchy
that you did have about them that we
weren't able to analyze it. It would
be almost an act of faith in the sense
of investing in them presuming that
you could get ongoing data on them to
menitor how they're doing and we
decided we didn't want to bother with
that, {at 83).

See alse Jeffrey J. Alexopulus SEC tr. at 87-%98, 119-20
{Bug. 15, 1984).
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process, however, the buyer usually was told simply that the
hopds were approved for purchase. This did not provide the
buyer with infermatien to evaluate the price of the bonds other
than on the basis of the rating. 377/ Sophisticated-
institutional investors assess the creditworthiness and the
priee apart from the rating. They thus might not purchase
honds that have superier yields if the bonds were not fairly
valued in cemparison to other bonds, The UITs emphasis on
selection based on yield made the selection of the high
yielding Projects Nes. 4 and 5 bonds likely. 378/ The

selection processes of several trusts are described below.

Smith Barney, Harris Upham & Cg. sponsored and assembled
portfolios for the Tax Exempt Securities Trust. Smith. Barney
was alsa one of four firms that acted as a lead underwriter on-
the Projects Nos. ¢ and 5 bonds. The prospectuses for the
trusts stated that they invested conly in bonds rated A or

better by one of the rating agencies; that the ohjectives of

377/ The trust prospectus usually represented that consider- |
' ation was given to the prices of the bonds relative to
ether bends of cemparable quality.

278/ Some trust sponsors maintained that because the bonhds were
to ke held until maturity, the possibility of negative
developments was not significant so long as they believed
that the interest and: principal weould be paid. HNegative
developments could, and here did, ultimately affect
payment of prlnelpal and interest. Alsp, negative
develﬂpments could affect the market price of the bonds
and. this would affect unlthuldere who redeemed their units
or sold their units in the seeendary markets maintained by
the sponsors kefore maturity of the honds in the trusts,
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the trust were "tax-exempt income and conservation ef capital";
and that among the factors considered in selecting bonds was
that "in the opinicn of the Sponsors, the Bonds are fairly
valued relative to octher bonds of comparable gquality and
maturity." 379/ A sales brochure included in the prospectus
stated that ane of the benefits of investment through the trust
was professicnal selection of bonds for the portfolio. 3180/

The diverzification of bonds and high yields ware also cited as

benefits, 381/ Swmith Barney was a substantial sponsor of UITs,

379/ E.g., Tax Exempt Securities Trust, Series 50, prospectus,
1, 3 (May 20, 1981). (SEC Exh. 2601.)

180/ Id., =ales literature insert between 2-1:

Q. What is the Trust?

A. It's a way for you to invest in a
portfolic of many different bonds -
each with its own maturity, yield and
rating. All securities in the
portfolic are carefully selectead by
gualified bond professionals. The
honds must have a rating of A or
better by Moody's or Standard and
Poor's. The face amount of each unit
is $1,000.

Q. How can you be sure of high yields and
reasonable safety?

A. With Tax Exempt Securities Trust,
you're not locked inte a single bond
with the chance, however slight, that
the issuer will not be able to pay its
debt. Each unit in the Trust
represents a share in all the bonds in
the portfolico. You're investing in
not one, but many bonds. So the Trust
can acguire those bonds offering
{continued...)
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and Projects Nos., 4 and 5 Yords événtually constituted 7:5% of
its UIT portfolios, the maximum permitted undér its policies.
smith Barriey did not Have a UIT rFesearch staif t£6 eévaluate
the quality of the bords that were pirchased for the
portfolios, hor did the Biuyetr of boiids for the tristg!
portfolios consult with Smith Barfiey's fixéd incomé resedrch
department or read its reports. 382/ The portfslis biyer did
not read ihnformation that woéuld permit Him t8 forH an
ifndependent evaluation of thHe qudlity of Bbrids he pliféldsed for

the trists. 383/ As a general practice, the buyef evdluated

381/(...continued)
higher yields and pass the
resulting larger returns aleohg to
you. ({emphasis in the oridinal)}
382/ George 5. Michinard SEC tr. at 45 {Oct. 28, 1985).
383/ Id. at 43-44:
Q. Do you normally read the official
gtatements whHen you'ré trying to
decide what to put into the portfolio?
A. Hao.

Q. Does anybody redd them? Afybedy
inveolved in the UIT portfolic progess?

A Na.,

Q. Do you normally read anything abeiit
the bonds before you make & piirchase
decision?

A. No, normally, - =

Qs Do you read anything in- cbhmectich
Wwith makKing - =

(cantinved. ..}
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guality by relying on the ratings given to bonds by the rating

agencies and on whether Smith Barney or any of the cther

sponsors had underwritten the bonds. 384/

If 5mith Barney or

any of the other sponsors were willing to sell bonds to their

cliants as underwriters,

then the bonds were considered

suitable for purchase for the truats. 3857 1In fact, however,

Smith Barney purchased bonds for the trusts that had not

recently been underwritten by the sponsors, and even purchased

bonds that had never bheen underwritten by any of the sponsors.

The portfolic buyer did not speak with anyone in the

underwriting or public finance department about bonds he was

buying. 387/

Aside from the rating and underwriting criteria,

the portfolio buyer purchased on yield. 388/ The portiolio

buyer was aware that other trusts tended teo buy many of the

same bonds and that the yvields of all the trusts would be

within a few hundreds of a percent of each other. 389/

3g3/{...continued]

A. Normally net.

NG,

I don't.

just not encugh tinme.

384/ Id. at a4-486,
the rating, the unit investment trust department 4did net
subscribe to the rating agency services that publish

Lo
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textual reports on the bonds that are rated.
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at 44-46,

53. Although the portfolio buyer relied on

at 127-128.

at 44-46,
at 50-53,

at 51-%3,

53, 57.
53, 57.
85-36.
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In making the determination to purchase the Projects Wos.
4 &nd 5 bonds, the portfclic buyer followed the general
practices described above. He relied on the ratings and the
fact that Smith Barney was ap underwriter of the Projects HNos.
4 and 5 bonds. 390/ Although the public finance unit of Smith
Barney maintained that it reviewed underwritings of Supply
S¥stem bonds in conjunction with the research department, 3291/
the portfolio buyer did not speak with.anynne in the research,
udderwriting, or puklic finance departments abkout the Projects
Noa. 4 and 5 bonds. 352/ The portfolisc buyer did net read the
official statements or any other source of substantive

information about the Projects Nos. 4 and 5§ bonds. 393/ The

390/ Id. at 85,

391/ Morgan J. Murray SEC tr. at 25-39 (July 11, 1985). The
Smith Barney resaarch department had ncted some investor
concerns about the Project Hos. 4 and 5 honds in the
course of reviewing the proposed short-term debt program
and Smith Barney's own published ressarch reports pointed
out negative devalopments with respect to the bhonds. See
Fart IT B and IIY A, supra.

392/ Gecorge 5. Michinard SEC tr. at 95-96 {Dct; 2B, 1985).
3837 Id. at 946, 119-22:

Q. bid you have any information about the
Supply System bonds when you were
making these purchases, as to their
credit or quality.

A. Well, we knew the rating was A-1l, A+,
We knew that Smith Barney approwed the
name. I didn't have te go any
further.

0. In ether words, you didn't read the
08ts?

{continded. ..}
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portfolio buyer thus was unable to go beyond the rating or the
underwriting by Smith Barney in evaluating the gquality of the
honds. Nevertheless, the UIT prospectuses and sales literature
state that the bonds were, in the opinion ecf the Sponsor,
fairly valued relative to other bonds of comparable gquality ang
that "all securities in the portfeolico are carefully selected by
qualified bhond professicnals™. 294/

bE. Use of Internal Credit Approvals

Some UITs employed a formal creditworthiness approval
procedure, usually utilizing a research group within the
sponsoring firm. E.F. Hutton, which aszembled the E.F. Hutton
Tax Exempt Trust, utilized the firm's fixed income research
department for credit evaluation. 295/ The portfolic buyer
received the reports published by the research department. The
portfeolio buyer would read the summary portion of the report

and note the rating assigned by the analyst. 396/ If the

393/(...continued)

a. Ha.
0. You didn't read any analysts reports?
A Ho.

Q.. You didn't read the Moody's textual
descriptions?

A, Na. f[at 96)

124/ E.q., Tax Exempt Securities Trust, Series 50, prospectus,
sales literature between 2-3 (May 25, 1981). (SEC Ex 2601.)

395/ William J. Morgan SECQ tr.'at 31-35 {Mar. 22, 1%B3).

196/ 14, at 32, 64,
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rating was satisfactory, selection was then based on
diversification and highest yield. 327/ The portfolio buyer
did not normally talk with the apalyst if the report and rating
were satisfacteory, 298/ The E.F. Hutton analyst reperts on the
Projects Nos. 4 and 5 bonds noted positive and negative facts.
The reports rated the Projects Hos. 4 and 5 bonds as a mid-
range A and in august 24, 1979, the classification of "Trend of
Underlying Credit Factors" was changed from "Stable" to |
"Declining™. 395/ However, if the rating was satisfactory for
bonds for the trust, the trust pertfolic buyer was inclined to
buy bonds on yield without allowing for smaller differences in

guality to affect the purchase decislon. 400/ Thus he

39%/ Id. at 73.

398/ 1d. at 90, 134-36.

399/ E.F. Hutton Fixed Income Research, No. 127 (August 24,
1979). ("In consideration of the mixed influences of
significant strengths and weaknesses wa ars maintaining
pur Mid-range & rating on WPPSS Projects Nos. 4 and 5 but
changing the underlying trend te Declining in respense to
the continued escalation of costs and related effects.™
{at 2)). (SEC Exh. 2183.)

400/ William J. Morgan SEC tr. at 81-82 (Mar. 22, 1985):

Q. When you look at a credit and you have:
two similarly situated issues, both
rated, let's, for arguuent's sake, say
&, and one trades at a higher yiald
than the other. The one with the
higher yield is indicated tov be by
research saomewhakt less credit werthy
than the one with the lower yield.

How would that difference affect your
decision as to which security to
purchase. for the unit investment
trust, if at all?
{(continued...)
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continued to purchase Projects Mos. 4 and 5 bonds for the
trusts.

Van Kampen Merritt, Inc. utilized a procedure in which an
analyst gave credit approval for bonds toe be purchased by the
trusts it sponscored. Once a bond was approved, the portfolio
buyer would not need to resubmit the bond unless he was told
the bonds were no longer approved, 401/ The buyer himself did
not read =zourcoes of substantive information about the bonds,
.such as official statements, 402/ but would purchase the
highest yielding approved bonds. 403/ As a result, purchases

of the high yielding Projects Nos., ¢4 and 5 bonds were

made. 404/

400/ {...continued)

. It preokably weuldn't, because if it's
still considered to be investment
grade, you're getting into shadings of
credit rating and as long as I was
satisfied that it was investment
grade, I'd still probably buy the
highest yielding bond.

401/ Rokbert A. Broman SEC tr. at 18, 26 (Dec. 15, 1984).

402/ Id. at z2-29, 1a1.
403/ Id. at e65-70.
404/ Robert A. Broman SEC tr. at €9 {(Dec. 15, 1984):

It's just a == it's a yield determination.

You know you have [a] vast gam[ut] of bonds

to choose from based on credit approval, -and

what you want to do is: you pick out the

highest yielding bonds within certain para-

meters. We wouldn't want to have a trust of

all power bonds or all housing bonds. So

we had diversification there as well. WPPSS
fecontinued. ..}

- 247 -



The Projects Mos. 4 and 5 bonds were sufficiently
attractive on yvield that Van Kanpen purchased Projects Nos, 4
and 5 bonds for its uninsured trusts after they no longer were
eligible for its Insured trusts. Some trust sponsors,
including Vah Kampen, sponsored trusts gonsisting of bonds
where payment of principal and interest wasg inaured by third-
party insurers. The American Municipal Bond Assurance
Corporation (AMBAC) issued such insurance on Projects Nos. 4
and 5 bonds in UIT portfolios. In the middle of 187%, as
purchases of the Projects Hos. 4 and 5 bopds for unit
investment trusts were accelerating, AMBAC classified the bonds
as ineligible for additiocnal insurance commitments. 405/ The
decision to cease issuing insurance on additional Projects Nos.
4 and 5 bonds was based in part on a desire to limit additional

exposure in these bonds and in part on guality considerations. 406/

404/ (.. .continued)
were, yvou know, the highest yvielding hond
avallable with an A or better rating that
had been approved. 50 that iz why we generally
used some of the Washington Power bonds in
our trusts.

405/ See AMPAC underwriting request forms (SEC Exh. 2600.)
Some cutstanding commitments may not have been exercised
until a later time. AMBAC's total <commitment on prlnclpal
and interest or Projects Hos. 4 and 5 bonds was
approximately %70 million.

406/ Vytautas Dudenas SEC tr, at 79, #88-8%, 102, 117-118 {Jan.
18, 15985). AMBAC had not reached its legal commitment
limit, and, despite subsequent growth in its legal limits
and continuing reguests for insurance on the bonds, it
deciined to ilssue additional insurahce. Id. at ¥9-80, 85-
86, 117. AMBAC contihued to insure Projects Hes. 1, 2 and
3 bonds into 1981 to a total exposure of more than 5100
million., Id. at 111-112,
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Prior to the AMBAC's ceasing to insure the Projects NHos. 4 and
5 bonds, all purchases of these bonds by Van Kampen were for
the insured trusts. After AMBAC ceased lssuing insurance on
the bonds, the bonds were bought for the Van Kampen uninsured
trusts, up to the 15% diversification limit of the trusts., 407/

c. Use of Credit Approval Procedure with Other
Circumstances

other firms also employed an analyst approval process.
One firm, John Nuveen & Co., sponsored UITs that were major
purchasers of Projects Nos. 4 and 5 bonds. 408/ The purchases
by the Nuveen sponscred trusts consistently reached the maximum
internal limits of 7.5%. Although the portfolic buyer read
materials about the Projects Hos., 4 and 9 bonds in the early
pericd of the purchases, the prime responsibility for credit
evaluation later shifted to the research department and the
portfolio buyer then relied an the reszearch department to
advise him of any problems with the bonds. 409/ The portfolie
buyer did neot seek approval for each purchase or regularly
discuss the bhonds with the analyst. The analysf's approval was

good until withdrawn by the analyst. 410/ The decision on what

407/ The Van Kampen portfolic buyer was not told of any reason
for limiting the insurance, hut the bonds had been
approved and he noted that sother trust sponsors continued
purchasing the bonds. Robkert A. Broman SEC tr. at 114-24
{Dec. 15, 1984).

408/ The purchases of those trusts totalled approximately $140
million, second in amount only to the trusts sponsored by
Merrill Lynch that are discussed below.

402/ Thomas D. Van Buskirk SEC tr. at 85-87 (May 21, 1985).

410/ Id. at 86-87; Jerome Lepinzski SEC tr. at 36-27 (May 22, 198%).
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bonds were bought among those approved was based enp vield., 411/
Nuveen was an underwriter and participated in #any of the
underwriting syndicates that sold Projects Nos. 4 and 5 hHends,
as well as being a sponsor of UITs. One of the assignmerts of
the analyst who approved the bonds for plitchase by the UITs was
te write reports for bonds that Nuveeh might uriderwrite. 412/
Some sherter reperts, or circulars, containing basie dalds
information, would go principally to Nuveen salesmen. Other,
more extensive reports would have a wider distributics to
potential customers of the firm, including institotisdnal
buyera. The anpalyst wrote one of thase more widely circulated
reports on the Supply System during the périod in whick
Projects Nos. 4 and 5 bonds wete Being issued. In connection

with. that report, the analyst visited the Supply Systém in

413/ Themas B, Van Buskirk SEEC tr, at 30-3¥, 5% (Mdy 21, 19B5):

Q. Hew would you determine whieh
bonds ta Buy clese: £o: the 77 I/
parcent limit or In gquantity and
which bends: not to?

. Well, you know, we'res in a very,
very competitive environment, as
I'm: sure: you. imagine, and the-
thing: tliat sells borid funds,.
regretifully, is current return 5o
what you try to do within the
paramaters thHat you operate under
is. to try to get as much' current
return: as you pessibly can for
that unit helder:

You would cHoose- ther from those ' !
bBonds that: provided: the Best.
current: retiarn: (att I0=313.

412/ Jercme Lepinski SEC tr. at 2-15 (May 22, 1985).
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April, 1979. 413/ At that time, the Supply System's problems
were increasing and a number of other reports and comments by
analysts and others were heginning to note some of the
problems, The analyst told the chief financial cfficer of the
Supply System that Nuveen was trying to offset the negative
coverage of the Supply System and possibly to write a positive
repart:

I explained what Huveen was trying to do

here, that is coming up with some kind of

report that, perhaps, is favorable to

WPPS5. We would try to affset some of the

negative comments coming from the press and

otrher sources in recent days and months.

He agreed he iz familiar with John Nuveen

and respects our firm. 414/
The report that was produced for circulation by Nuveen was, in

fact, highly favorable in almost all aspects for the Supply

System and 1ts projects. 415/

423/ Id. at 25-35.

414/ The analyst's notes of April 14, 1979 through April 13,
1979 trip at JN--43, (SEC Exh. 2227.)

415/ MNuveen Research Comment, WPPSS —— "35til]l a Buy?" {(June 29,
1979} . (SEC Exh. 2201.) The analyst's notes of the visit,
although generally faverable, indicate that some of the
informatien learned may not have been as completely
favorable as the report. See Analysts Notes, supra, (SEC
Exh., 2227) at IJN--37 (Participants' commitment: "I asked
him if the smaller PUD's and co-ops really understand the
cost factors of these Projects. He [Stephen Buck] had to
agree with me that they mest likely do not realize all the
aspects and full implications of the cbligations,
especially smaller communities or co-ops with 20 to 50
customers."), at IJN--36-37 {under normal conditicns BPA
could provide power "well into the 80's" just from hydro-
electric), at JH--42, 54 (board may not have "capability
te work with such large responsibilities.").
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In May, 1980, Nuveen applied to the Supply System to
becone a managing underwriter of the sale that was negotiated
after the Supply System rejected the competitive bkid. 416/
Notes taken by a Supply System employee of the interview with
Nuveen indicate that Nuveen was aware of the increaszing
importance of bond funds to Projects Nos. 4 and 5 bond sales in
light of the changing market for the bonds. 417/ It also
appears that part of the strateqgy for the offering included the

participation of the Nuveen bond funds, beth UITs and a managed

416/ See discussion in Part IIT A, supra, on the May 1980
" negotiated offering.

417/ Stephen Buck neotes of May 3, 1980 John Nuveen & C€Co., Inc.
interview (SEC Exh, 2516 at 95-10):

little presale orders [in rejected bid]
from institutions - $5 milkion - momenium
to dealer accounts, trading acesunts - ne
major institutional business - gne bond
fund;

* ok &k

Bond: Funds) bulk of the deal next
Individuals) week will coma from these

* k f K
Buyver 1:0-8 O 1978
Bank's Porktfolics BE 18%
Ins. Co. 20~25% 40=-05%
Bond Funds. A0=-50%: 204+%
Trust Dept. 5-10% 1O%
Individuals 20-25% 15%.

The reference to bond funds: probably: was principally te
unit investment trusts, as reflected. im the purchases by
unit investment trusts. See charts, supra-.
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kond fund sponscred by Nuveen, as purchasers. 418/ As parbt of
its continuing purchases, Nuveen purchased $10.08 millicon of
the bonds issued in that offering for the four trusts it
assembled over the next zix weeks. 419/ A& Nuveen managed hohd
fund made its first purchase of Projects Nes. 4 and 5 bonds, §2
million, out of the negotiated offering and later sold the

bonds. 420/ A Supply System official subsequently acknowledgad

418/ Id. at 10:
Strateqgy for 12802 issue:

* k & K

. targets for interest rates = Bonds
Funds and Retail

k Kk Kk N

Nuveen Bond Fund[s]

. 1=t major order 4/2%9; will
be there again next week:
sales activity 51
Billion/yeaxr; 7 1/2% of
Total Fund in any che name;
886 million Total WPPSS -
mostly 4/5 unit investment
trust.

418/ Nuveen lists of bonds purchases. (SEC Exhs. 2212, 2290,
2366). The total haond offering was %5130 million. The
purchases were up to, or slightly above, the 7.5% internal
limit for the trusts.

420/ The Nuveen managed bond fund up until this time had bought
Project No, 2 bonds but no Projects Mos. 4 and 5 bonds.
List of Nuveen Municipal Bond Fund, Inc. purchases and
sales. (S5EC Exh. 2228.} The portfclio manager of the
managed bond fund did net recall the reasons for the
purchase or of having any discussion with the underwriting
department. Thomas C. Spaulding, Jr. SEC tr. 29«30 {(May
21, 1985). The bond fund scld the bonds approximately a
month later.
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the role nf the Nuvéen funds in theé offering. 421/ Nuveen
continued purchasing Projects Nos. 4 and 5 bonds to the 7.5%
limit until shortly after the récommendation of a moratorium on
constructicn in May, 1984.

Merrill Lyn¢h, Pierde, Fenher & Smith, Inc. also sponsored
ithit invéstment tiusts that purchased Projects Nos. 4 and 5
bonds. 422/ Merrill Lynch alsc underwrote Préiects Nos. 4 and
5 offerings and was a lead undlerwriter on the syndicate that

s0ld mary of the offerings. The Merrill Lynch-sponsored trusts

421/ Memorandum from Paul R. Daniels (Manager of Research
Department and supervisor of nutual funds) to members of
public finance department (June 9, 1980) (SEC Exh. 2200):

Don Karlberg, who I presume still has the
title Treasurer Division Manager of WPPSS,
called me last week. . . . I have the
feeling that he wanted to esither conzcle

or conciliate us after we were not included
in the [underwriting] management group [en
the May 1980 offering].

Do evidently had figures for Nuveen's takedown
and/ocr sales parformahce and alse for the hends
bought by our managed fuhd. He cemmented that
Huveen funds were in with both- feet. 1T tried

to emphasize the rolé of Nuveen funds as major
WPESS bondholders and alst referred to our
regsearch report of last year -- suggesting that
some future npewsworthy development might trigger
a revisioh of the report.

- . . He did express the belief that there would
Ibé more negotiated finaneing., He alsoc made a
rather pointed “off record" comment about Nuveen
being given prime cdnsideration in the future.

422/ Co-sponsors of the trusts, the Municipal Investment Trust
Fund, during the Project Nos. 4 and § offering peried were
Bache Halsey Stuatrt Shields, Ine., Déanh Witter Reynolds,
Iné., and ‘Shearson Loek Rhoades, In¢. All the operations
of the unit investhant trusts, including selecting of
bends, however, was done by Merrill Lynch's Bopd Fund Division.
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contained the largest amount of Projects Nos. 4 and 5 bonds
among all the UITs. By June 1981, Merrill Lynch had purchased
almost a guarter billicn deollars of Projects Nos. 4 and 5 bonds
for the UITs it sponsored, more than 10% of all Projects Nos. 4
and 5 bonds issued by the Supply System.

Prior to the first cffering of Projects Nos. 4 and 5
bonds, Merrill Lynch had purchased a limited amount of Projects
Nes. 1, 2 and 3 bonds for the trusts that it spenscred. When
the Supply System began selling Projects Nos. 4 and 5 bonds,
Merrill Lynch stopped purchasing the Projects Neos. 1, 2 and 3
bonds for the trusts znd began purchasing Projects Nos., 4 and 5
bonds. Purchases of these bonds accelerated, and by 1%79
holdingsg in the trusts were consistently at or near the 7.5%
internal limit in each of its trust offerings and continued at
that level until the annpuncement of the recommendation of a
construction moratorium in May, 1981.

Merrill Lynch had a Bond Fund Division that assembled the
trust portfelins. One person bought bonds for the trust
portfolies, The division also had three or four analysts
reviewing the bonds that were considered fer inclusion in the
trusts. The analysts in the Boend Fund Division reviewed the
creditworthiness of bonds being considered for purchase. When
the buyer wished to purchase a bond that had not been approved
recently by an analyst, he asked for a decision by the analyst.
The decision was given orally or by a notation of appreoval or

disappreoval on a cover page of an cfficial statement. The
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reviewing analyst often wrote a brief memorandum to the file
zbout the bonds. The huyer, however, did not know what
standards the analysts applied, did not know what factors they
considered, and did not read the analyst's wmemorandum or talk
to the analysts about the bonds he was buying. 423/ The buyer
did not read official statements or other substantive
information about the bonds he purchased. 424/ Subject to the
trusts' limitations of 7.5% for any one bond and diversifi-
cation as tc type of bonds, the buyer sought the highesst
yielding bonds that met the rating criteria and were approved
by the bond department analysts. 425/ The buyer was aware oh a
dally basis of the yields on other trusts with which the
Merrill Lynch trusts competed. 426/

The analyst whe principally reviewed the Projects Hos. 4
and 5 bonds 427/ produced a limited number of credit memsranda

on Projects Hos. 4 and 5 bonds from the beginning of 1977 to

423/ Philip Milot SEC tr. at 56-61 (Nov. 13, 1985).
424/ Id. at 57-61. '
425/ Id. at 73-74.

426/ Id. at 57-6L.

427/ Kevin Baker SEC tr. at 14, 3B (Dec. &, 1985).
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late 1279. 428/ The bonds were approved for purchase and the
heldings in the trusts reached the 7.5% limit.

During this period, proklems were developing on the
projects. The Supply Systenm's budgets were increasing and its
financing program was beginning to experience difficulties. 1In
1979, Merrill Lynch's Fixed Income Research Department, which
was a research department separate from the Bond Fund Division,
igsued repeorts on Projects Hos. 4 and 5 bonds that cited
negative factors. 439/ Also, the Merrill Lynch municipal bond
underwriting department held a meeting in June, 1279 on the
question of whether to continue underwriting Supply System
bonds. 430/

In late Octeober 1579, the management of the Bond Fund
Division suggested to a junior analyst that she go on an
investors! tour being given by the Supply System at its

facilities. 431/ After the tour, she wrote a memorandum to the

428/ Only two research memoranda on Projects Hos. 4 and § were
in the files, The first written memorandum was done in
October 1978. Another brief, undated handwritten draft
wasg apparently done in 1979. Merrill Lynch has stated
that other reports might have been done but missing from
the files. Indicaticns of approval were also made on the
cover pages of some official statements.

429/ See digcussion in Part II B, supra.
430/ See discussion in Part II B, supra.

431/ The analyst had worked for Moody's municipal bond rating
service for a little more than a year before joining the
Merrill Lynch Bond Fund Division in September 1978, When
she started at Merrill Lynch, she reviewed the
croaditworthiness of bands that were in existing trusts.
At the time of her trip she was reviewing bonds for

{continued...)
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head of the Bond Fund Divizion and the administrative head of
the analyst group. 432/ The memorandum listed the current
holdings of Supply System bonds by the Merrill Lynch trusts,
described the security provieions for Projects Nos. 1, 2, and 3
and Projects Nos. 4 and 5 bonds, listed the additional
financing required for the projects, described construction
delays and budget increases, and noted a pending 90% BPA rate
increase and some opposition to the projects. At the end of
the memorandum, she stated that:
The conclusion can be drawn that great

uncertainty lies in the ability of a

program cof this magnitude in the current

economic and regulatory environment to

completaly succeed. While I believe that

our position in Projects 1, 2 and 3 is

sound, a re-evaluation of our position in

respect to Projects 4 and § is in
order., 433/

431/¢(...continued)
prospective purchases as well, She had not been involvad
in reviewing the Supply System bond purchases. Bafore she
went on the tour, which took place in the last days of
Octokber and the first days of Novembper, she read some of
the Supply System official statements, including those on
Projects Nos. 4 and 5.

432/ Memorandum from Andrea Bozzo to Norman Schevy and Steven
Narker (Nov, 11, 1979). (SEC Exh. 2730.}

433/ Id. at 2.

The reevaluation referred to in the memorandum was a
reevaluation of the continued purchase of Projects Nos. &
and 5 bonds for the trusts. Andrea Bozzo SEC tr. at 103
(Apr. 16, 1986).

Another analyst, employed by a managed bond fund, who made
the trip reduced his rating to below investment grade as a
result of the tour. The analyst felt that the costs of
the projects were not ascertainable and only likely to
{continued...)
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Several days later, a meeting was held to consider the
matters raised in the analyst's memorandum. All four analysts
were present, as were the head of the Bond Fund Division, the
administrative head of the analyst group and the portfolic
buyer. The analyst who had prepared the memorandum explained
her analysis. The other analysts expressed their views. QOne
analyst expressed the view that they should stop purchasing any
more FProjects Nos. 4 and 5 bonds. 434/ He was concerned about
the project delays and overruns and akout a potential
downrating if the pattern continued. 43%/ Alse, in preparatien
for the meeting, he had called R. W. Beck, the consulting
engineer, and inquired abhout how it prepared power forecasts
for thé Participants. He was concerned when he learned that
the estimates were obtained from the Participants fheméelves, a

practice that was not satisfactﬁry to him. 436/ A possible

433/ (...continued)
increase; was concerned that the cost increases might
affect the ability to market any power that might not be
needed by the Participants; and considered the possibility
that at least some of the Participants might not have the
ability to pay or that political cpposition might arise if
the take-ocr-pay agreements had to be used. Jeffrey
Alexopulos SEC tr. at 52, 8%, 61, ¥4-76, 9¥=-98, 119-20,
164. (Aug. 15, 1%B84). The managed bond fund liquidated
its Projects Nos. 4 and 5 bend heldings and did not make
any further purchases of the bonds.

434/ Thomas Elmore SEC tr. at 50 (4pr. 18, 1986}); Andrea Bozzo
SEC tr., at 115 {(Apr. 16, 1%86}; Norman Schvey SEC tr. at
121-~122 (0Oct. 23, 1%86); Kevin Baker SEC tr. at 27-28
(Apr. 18, 1586); Notes by Kevin Baker (SEC Exh. 2744).

435/ Thomas Elmore SEC tr. at 49 (Apr. 18, 19885).

436/ Id. at 74.
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overstatement of the forecasts was one of the concerns that
heraised at the meeting, and the reviewing analyst on the bonds
agreed. 437/ Doubts about the economic feasibility of the
facilitles being built were also raised. 438/

The portfolic buyer spoke ahout the competitive
consaguences of not purchasing more Projects Hos. 4 and §©

bonds. He stated that the Projects Nos. 4 and 5 bonds were the

437/ Id. at 75;
Q. What did you say about it?

A. I said that their methodelogy was
flawed and that more than llkely they
had overstated it and they had not
tested it against any elasticity as
should have been done given the cost
estimates for the project.

Q. Did anybody respeond to that at the
meeting?

A. Yas.,
Q. What was the response? Who made 1t7

A.. Fevin Baker [the primary analyst on
the Supply System] responded.

What did he say?

Q

A. He agreed with my analysis,

4] Did he say anything further about it?

.Y Other than te agree with my analysis
that the methodelogy was not set out
the way it osught to have bheen done
and, therefore, the power forecast was
preobably overstated.

4318/ Norman Schvey SEC tr. at 109-10¢ (Oct. 23, 19861 ("I do have
a recollection that there was at the mseting (-] there was
expraessed a very, very serious reservation as to the
econcomic feasibility of the facility.™ fat 110}).
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highest yielding bonds available in their categery and if he
did not purchase them it would be difficult for him to assemble

a portfolio that would be competitive with other UITs. 433/

439/ Andrea Bozzo S5EC tr. at 108 (Apr. 16, 198&). Thomas Elmore
S5EC tr. at 48-43 (Apr. 18, 1986):

Q. Do you recall anything that Mr.
Milot said?

. I remember Mr. Milot expressed
the opinion that it would be
very difficult for him to
assemble a municipal unit trust,
a long~term municipal unit trust,
that would be competitive in
yield with similar products being
sold on the market without
including a =ignificant porticn,
and I yould dafine it[,] a
significant pertion[,] as our
typical portfelis limit of seven
and a half percent, a
gignificant pertion of Supply
System four and five bonds in
each unit trust.

Q. Did he say why that was [, what)
it was about the bond=e?

A, Tt was two fold, a two fold
problem for him and for us. The
Supply System four and five
bonds had high ratings: that is,
above A ratings, they had A+ Al
ratings. Therefore, they were
upper nmiddle grade securities
which had yields that were
significantly higher than
comparably rated issues of the
same maturity and that he could
not find replacement items in the

marketplace that would give him
that kind of yield.

Q. Did he say anything about
whether other unit investment
{continued...]
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The portfolio buyer alse speculated that if the Merrill
Lynch trusts stopped buying Projects Nos. 4 and 5 bonds, the
market might notice this development and it might cause a
fslam-out" on the bonds, j.e., the Supply System's financing
program might collapse because it would not be able to sell any

more Projects Nos. 4 and 5 bonds, 440/ Because the Merrill

439/ (...continued)
trusts were purchasing Supply
[System] bonds?

A. He expressed his knowledge that
all were purchasing the issue
and that any unit trust that did
not purchase and use the issue in
a long term general fund, general
municipal fund, would not have
competitive yield.

440/ Handwritten notes by Kevin Baker about meeting (made at a
later time) ("Phil Milet [~] 1f you stop buying become a
gelf fulfilling prophecy because MITF's [Merrill Lynch
trusts] withdrawal will cause a slam-out of WPPSS four and
five.") (SEC Exh. 2744); Andrea Bozzo SEC tr. at 109
(April 16, 1986); Kevin Baker SEC tr. at 24-27 (Apr. 18,
1986} . Thomas Elmore SEC tr. at &3-64 (Apr. 18, 1986}:

Q- [D]o you recall his saying
anything about what might happen
if the UIT stop[ped) buying four
and five bonds?

A. I believe that he gpeculated
that if UIT's which have a
visible public portfolio page
which [is] easily obtained and
seen and disseminated that if
they ceased their continued
purchase of Supply System four
and five bonds that it might

create a circumstance whereby the
Supply System wouldn't be able to
market any more public issues.

{continued...)
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Lynch trusts were the largest purchasers of the Projects Nos. 4
and 5 bonds and trust sponscors note purchases by other trustszs,
and because of the importance of the UIT purchases to the
financing program, if Merrill Lynch trusts stopped their
purchases, that action could have jeopardized the financing
program. 441/

In further discussions at the meeting, the reviewing

analyst for the Projects WHos. 4 and 5 bonds expressed the view

440/ (.. .continued)]
2. id he say why that might take place?

A, That was his copinion as I stated
it, he didn't offer further
explanation about his analysis,

no.
Q. Did he use the term slam off£?
A. Slam out T think he =aid.

f4l/ See discussion in Part IT B. The role of purchases by the
unit investment trusts were mentioned by Merrill Lynch
underwriter and public finance personnel during the
interview leading to their selection as the lead
underwriter on the negotiated May 1980 offering, described
in Part III C, supra, as was the importance of the retail
market for Projects Nos. 4 and 5 bonds. See Stephen Buck
notes of Merrill Lynch interview of May 1, 1980, 4-7 (SEC
Exh. 2515):
70%-30% RetailsInst. — NHon-Net-Billed [Projects
Hos. 4 and 5]
70%3-30% Inst./Retail - Net Billed [Projects
Nos., 1, 2 and 3] {(emphasis added)

* ® K &

Unit Investment Trust of M/L as of last night[:}]

. %5125 MM A-1/A+ [Projects Nos. 4 and 5]
$27 MM AAA [Projects Nes. 1, 2 and 3]

{at 5]}
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that the Participants' obligations te pay under the take-or-pay
agreements provided the security for the bonds and that those
agreements had been enforced in Washington State for many
years. 442/ The other analysts concurred, 443/ relying in part
on the reviewing analyst's representations. 444/ 1In light of
the views on the security provided by the take-or-pay
agreements, the head of the Band Fund Division made the
decision to continue purchasing the Projects Nos. 4 and 5 .
bonds. 445/ After the meeting, one of the aﬁalysts suggested
to the analyst whe had prepared the original report that even
if Merrill Lynch did neot stop purchasing the bonds, at some
point someecne else would stop buying them and that might cause

the Projects Nos. 4 and 5 financing program to collapse. 446/

442/ Thomas Elmors SEC tr. at 50-51 (apr. 18, 198&6).

443/ Morman Schvey SEC tr., at 111, 121 {Qct. 23, 1988).

444/ Tha two other senior analysts were experienced and had
evaluated issues of entities in the Pacific Northwest,
including those with take-or-pay agreements, although they
had not read the bond counsel opinions on the Projects
Nos. 4 and 5 bonds or noted that bond counsel had not
opiniecned on all 88 Participants. Thomas Elmore SEC tr.
at 54-60 (Apr. 18, 1986); Walter Tyler SEC tr. at 35-39
{Apr. 16, 1985). There were differences hetween these
take and pay agreements and octher take and pay agreements
and these agreements were untested. See discussion in
Fart I¥, infra.

445/ Handwritten Notes by Kevin Baker (SEC Exh. 156&).; Kevin
Baker SEC tr. at 27-28 (Apr. 18, 1986).

446/ Themas Elmore S5EC tr. at 65-66 (Apr. 18, 1986):
fcontinued...)
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In early December, the reviewing analyst on the Projects
Nos., 4 and 5 bonds prepared a draft eof a memorandum on the
pending December 197% Projects Nos. 4 and 5 bond offering. 447/

The draft memorandum lists "Problems," including problems in

446/ (. ..continued)
Q. What did you say to her in [the]
conversation [after the meeting]

A. As I recall I said that there
was a likelihood at some point
that others if not the unit
investment trust or the Merrill
[Lynch] kond fund but iIf cthers
found it in their direct
interest they would stop buying
the bonds., I believe this is
in, you know, in reference to
the things that Milet had said
about what I believe is stated
here, the self-fulfilling
prophecy., I belicve the way I
expressed it to her was that
somebody was geoing to eventually
stop buying the bonds for their
own reasons, they wouldn't just
continue to buy them forever,

Q. Was that in the context of then
that might trigger the same
thing that Mr. Mileot was
concerned abouk?

A. The inability of the Supply
System to sell public bonds, yes.

447/ Memorandum, $200,000,000 Washington Public Power Supply
System Gencrating Facilities Revenue Bonds, Series 1979C
{Huclear Projects Nos. 4 and 5) {Dec. 6, 1%79). [SEC Exh.
2707.) The memorandum appears to relate to the memarandum
of the analyst who went on the invesztor tour and contains
the statement: YAdditions to Andrea Bozzo's memo dated
11/7/79." The memorandum wasg longer and more detailed
than cother memcranda on Projects Nos. 4 and 5 bonds.

- 265 -



financing, construction delays, and possible surplus

power. 448/

One of the listed items under the "Problems®

heading was the Participants' take or pay agreements. 449/

448/ Id. at E-£:

* * * *

Possibility plants won't be completed
fNo. 4 is 12% complete and No. 5 is 7%
complete). Major risk is financing risk
fneed to come back in July 1980), not a
material problem as long as ratings are
maintained. €3.7 billion of additional
financing required.

Construction delays caused by labor strikes,
engineering probklems, design changes brought
about by Kemeny, safety changes.

* * * *

Potential for surplus power after plants
are on line. BPA building plants,
conservation effarts on the part of
participants; higher cost of power -
participants shifting from high energy
intenzive crops to lower intensity crops.
Surplus agreements with industrial
customers only good through 1592,

Uncertainties concerning BPA's reallocation
of power after 1983. Impactgs on rates
uncertain.

& * * *

Days of cheap power over in region. . . .
[eciting BPA rate increases, including 90%
increase effective December 20, 19793].

Take or pay contracta of this magnitude
have not been tested. HNot major population
centers. About 25% of Washington &
Cregon's population., If a participant
defaults, each non-defaulting participant

The

{continued. ..
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creditworthiness argument for continued purchase of the
Projects Nos. 4 and 5 bonds, despite reservations about the
Projects, was the analyst's assertion that the take-or-pay
contracts were tested agreements that would assure payment. As
the analyst noted in his memcrandum, however, take or pay
agreements "of this magnitude" had "net been tested". 450/ The
Projects Nos=, 4 and 5 bonds continuwed to receive purchase
approvals and Merrill Lynch continued to purchase the honds for
the trusts up to the 7.5% limit until the construction
moratorium recommendation in May, 1281.

The UITs bacame a major factor in the Projects Hos. 4 and
5 financing pregram. The trusts purchased the Projects Nos., 4
and 5 bonds despite negative developments. Such trusts were
intensely competitive on yield, and the bonds went to a yield
premium over similar bonds while maintaining their rating.
Moreover, trust diversification policies limited the degree of
trust exposure. The bonds became a conmpellingly attractive
purchase at their premium yield. Although the personnel of
mest trust sponsors who testified maintained that the sponsors
had creditworthiness approval procedures, the mahner of the

approval procedures and the importance of yield raesulted in a

449/ (... .continued)
increases its share up to 25% of its

respective coriginal share. Take or pay
cbligation of utility system only.

450/ I1d. As noted in Part IV, infra, these agreementa
contained some untried and untested elements, The analyst
stated that he talked to bond counsel about the agreements

several times prior te June, 1921.
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selection process that did not necessarily lead to a balanced,’

independent evaluation of the price and quality of the bonds.
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BART IV

THE _OPINTONS AND CONDUCT OF BOND AND SEPLCIAT, COUNSET,
BEGARDIHNG THE VALIDITY AND ENFO 1 o HE

GREEMENTS THAT WERE TO PROVIDE SECU ¥ FOR TH
PROJECTS NOS, 4 AND 5 BONDS

a. INTRODUCTION

The default by the Supply System on its bends for Prajects

Hog. 4 and 5 was triggerad by the June 15, 1983 decision of the

Washington Supreme Court in Chemical Bank v. Washington Public
Power Supply System 451/ ("Chemical Bank I"). There, the court

examined whether the Washington municipal corporation
Participants -- 7 Washington cities, 2 Washington towns, and 19
Washington public utility districts ("PFUDs") -- had the legal
authority to enter into the Participants' Agreewment, which
vbligated the Participants to pay the Supply System's share of
the cost of the projects "whether or not any of the Projects
are completed, operable or operating" and irrespective of the
parformance of the Supply System. 4%2/ This provision made
the Agreement inte what was referred to as & "take-or-pay"" or
"hell-er-high water" contract, and the risk that the projects
would not be completed or operable was known as the "dry hole™

risk. The provision was intended to assure payment of the

451/ %9 Wash. 24 772, 666 P.2d 329 (1983}, aff'd on rehearing,
102 Wash. 2d 874, 691 P.2d 524 (19%84), cert. denied, 471
U.5. 1075 [19%85).

452/ Participants' Agreement § 6(d).
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Projects Nos. 4 and 5§ bohds and was feafured prominently in the
official stateément of each bond igsue. 4523/

The court held that the Washindton municipal corporation
Participants had lacked authority £o enter the Participants*
Agreement. Those Participants accounted for the dispeosition of
63.275% of the projects' potential electrical output, referred
to in the Participants' Agreement as "“Project Capability™, 454/
and for the payment of an egquivalent percentage of the SuEply
System's share of the cost of the projects.

The remaining Participants in Projects Nos. 4 and 5
consisted of 1 Washingten irrigation districet, 7 Oregon cities,
4 Oregon people's utility districts ("PUDs"), 5 Idaho cities,
and 43 rural electric cooperatives located in variousz states in
the Pacific Northwest. Following the decision in Chemical Bank
I, the Idaho Supreme Court, on September 26, 1983, held that
the Participants' Agreement violated the debt limit provision

af the Idaho Constitution and that, therefeore, the agreements

453/ A description of the provision was one of the few items
included on the cover page of each official statement and,
in addition, was included in the sections on the security
for the bonds and the Participants' Agreements. E.dq.,
Cfficial Statement for $14%,000,000 Washington Public
Power Supply System Generating Facilities Revenue RBondsz,
Series 19772 (Nuclear Projects Nos. 4 and 5], at cover
page, 2, 26 (Feb, 23, 197%7) [hereinafter 1977a Projects
Nos. 4 and & Cfficial Statement]. (SEC Exhs. 1152, 2740.)

454/ See infra note 463.
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of the flve Idaho city Participants, accounting for the
purchase of 1.876% of the Project Capability, were void. 455/
On March 20, 1984, the Oregon Supreme Court reversed a
lower court decision and upheld the autherity of the Oregon
city and PUD Participants to have entered into their
Participants' Agreements, which accounted for the purchase of
£.071% of the Project Capability. 456/ However, the Washington

Supreme Court, in a second decisicon, Chemical Bank vw.

Washington Public Power Supply System 457/ ("Chemical Bank

Ii"), relieved all Participants of their contractual
obligations. The court explained that, in light of their
substantial shares, the Washingten municipal and PUD
Participants were "vital" to the financing, construction, or
termination of the Project Nos. 4 and 5. 458/ In view of its

decision in Chemical Bank I, which relieved those Participants

455/ Asson v. City of Burley, 105 Idaho 432, &70 PB.2d 8219
{1983), cert. denied, 469 U.5. 870 (1984}. The decision
ig discuszed infra at note &80,

456/ DeFazio v. Washington Pub. Power Supply Sy=., 296 Or. 550,
679 P.2d 1216 (1984). At the time the Oreqon Supreme

Court issued its decision, the Washington trial court
already had issued a decision releaszsing the Oregon city
and PUD Participantz and all other Participants not
covered by the decision in Chemical Bank I from any
chligations under their Participants' Agreements.
Chemical Bank v. Washington Pub. Fower Supply Sys., Ho.
B2-2-06840, typescript op. at 2-3 (Wash. Super. Ct. Aug.
11, 19823), afi'd, 102 Wash. 2d 874, 691 P.2d4 524 (1984),
cert. denied, 471 U.S. 1075 {1985},

457/ 102 Wash. 24 874, 691 P.2d 524 (19B4), cert. denied, 471
U.5. 1075 (1985}.

453/ Ig2. at 898, 691 P.2d at 538,
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of their obligations under the Agreements, the court held that
the doctrine of commercial frustration eliminated all other
Participants' ohligations. 453/ The court eliminated those
obligations on the additicnal ground of mutual mistake and
rejected arguments for enforcing the Participants' Agreements
based on equitable cor federal or state constituticnal

grounds. 460/

With the Participants' Agreements held invalid, ,and yith
Froject Nos. 4 and 5 terminated, there was no source of revenue
for payment of the Projects Nos. 4 and 5 bonds. The bonds were
not general obligatioens of the Supply System, and the Supply
System had not pledged any money derived or to be derived from
its octher projects to pay the bonds. 461/ Essentially, the
bonds were to be paid from the amcunts the Supply System
recelved from ocwnership and operation of its share of the tweo
projects, and the money the Supply System was to receive from
that ownership and operation was the money it was to receive

pursuant to the Participants! Agreements. 462/

458/ Id., 691 P.2d at 538,

460/ Id. at #99-913, 631 P.2d at 539-46.

461/ See, e.q., 1977A Projects Nos. 4 and 5 Official Statement,
supra note 453, at 1-2.

462/ Id. With the exception of Tacoma, each Participant also

entered into an agreement entitled "Washington Public
Power Supply System Nuclear Projects Nos. 4 and B
Assignment Agreement™ ("Assignment Agreement")] with the
Supply System, and the Supply System entered into an
agreement entitled "Washington Public Power Supply Systenm
Nuclear Projects Nos. 4 and % Short Term Sales Agreement
(continued...)

- 272 -



Prior te the first sale of the Project Nos. 4 and 5 bonds,
the Supply sSystem's bond counsel and special counsel had
evaluated the wvalidity and enforceabllity of the Participants!
Agreements. At the closing for each bond sale, bond counsel
and the special counsel delivered identical opinion letters in
which each firm stated that it had examined into the walidity
of 72 of the B8 Participants' Agreements and opined that they
were valid and enforceable. A form of these letters was

included in the official statement for that bond sale. 463/

4£2/{ .. .contined)
with Industries" ("Short Tarm Sales Agreement"] with 14
industrial companies in the Pacific Northwest. These
hAgreements were to assist the Participants in dispesing of
surplus power or aveiding deficits in the early years of
operation of the projects. The Assignment Agreements and
Shert Term Sales Agreement thus provided the Supply System
with an additicnal source of revenue to provide security
for the bonds. Id. Fach Assignment Agreement, however,
provided that "[t]he Assignor acknowledges that it remains
liable under the Participants' Agreement, as therein
provided, neotwithstanding any provision in this
Aqreement." pAssignment Agreenment § &{d). The
Participants, therefore, were relieved of their payment
obligations under the Participants' Agreements only to the
extent the Supply System collected amounts due from the
surplus power the Participants assigned to it.

463/ In relevant part, each firm stated:

We have examined into the validity of
seventy-two of the Participants’
Agreements, dated July 14, 1976, referred
to in the Dfficial Statement of the System
dated . . ., relating teo the Bonds, between
the System and certain of the Participants
referred to in said Official Statement. Of
gaid seventy-two Participants' Agreements,
thirty-six have been executed by municipal
corperations and proevide for the purchase
vf an aggregate of not less than 76.15% of
the capability of the Projecta . . . and

{continued. ..}
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463/(...continued)
thirty-six have been executed by nonprofit
or cooperative corporations and provide for
the purchase of an aggregate of not less
than 12.79% of the capability of the
Projects . . . . With regard to the
authorization, execution and delivery of
said seventy-two Participants' Agreements,
we have examined certified copies of
proceedings of the System and of the
Participants which are parties to said
Participants'! Agreements authorizing the
execution and delivery of said seventy-two
Participants' Agreements, and such other
documents, proceedings and matters relating
to the authorization, execution and
delivery of sald seventy-two Participants!
hgreements by each of the parties thereteo
as we deemed relevant. In our opinion each
of zald seventy-tweo Participants'
Agreements has been duly authorized,
executed and delivered by each of the
parties thereto and conhztitutes a wvalid and
binding agreement enforceable in
accordance with its termsz.

* * * *

In rendering this opinion, we have
relied upon the opinion of counsel for each

of such Participants . . . that the
Participants' Agreement . . . to which such
Participant . . . is a party has been duly

executed and delivered by such Participant
- - . and is not in conflict with, or in
violation of, and will not be a breach of,
or constitute a default under, the terms
and conditions of any other agreement or
commitment by which such Participant . .
iz bound.

E.gg., letter from Wecod Dawson Love and Sabatine to Board
of Directors, Washington Puklic Power Supply System 1-2
{Mar. 22, 1977} (opinion on agreements) (SEC Exh. 2785);
letter from Houghton Cluck Coughlin and Riley to Board of
Directors, Washington Public Power Supply 1-2 (Mar. 23,
1977) (opinion on agreements) (MDL Exh., 71841). The
opinions also included a statement to the effect that the
{continued.. .}
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This Part of the Staff Report examines the conduct of the
Supply System's bond counsel, Wood Dawson, and its special
counsel, Houghton Cluck, relating to the disclosures wmade in
the official statements concerning the validity and
enforceability of Participants' Agreements. 464/ In Section
B, the Report first discusses the Washington court's Chemical I
decision, and then exanmines counsels' position as to why, in
their view, the Participants' Agreement had been validly

entered intoc by the Washington municipal corporations. Next

463/ (.. .continued)
obligations of Participants whose Agreements were included
in the opinicons and the enforceability of their
Participants' Agreements might be subject to judicial
discretion, valid bankruptcy laws, and other matters.
E.g., letter from Wood Dawson to Board of Directors,
Washington Public Power Supply System 2 (May 22, 1980)
fopinion on agreements) (MDL Exh. 15206); letter from
Houghton Cluck Coughlin & Riley to Board of Directors,
Washington Public Power Supply System 2 (May 22, 1980)
{(opinion on agreements) (MDL Exh. 15207).

The reference in the opinions to opinions of counsel for
Participants was to opinions that had been furnished at
the reguest of Wood Dawson. In rendering its opinions on
agreements for each of the Supply System projects, as well
as for other entities that, like the Supply System, were
joint operating agencies, gsee infra note 467, Wood Dawson
reguired counsel for each of the participating utilities
to execute an opinion letter to the effect that the proper
procedures with respect to the avthorization and execution
of the agreement had been followed by the counsel's
client, that the agreement did not conflict with or breach
any other contract or obligation of that party, and that
the agreement was valid and binding on the party. Id. at
notes 630 & 700.

464/ Since counsel who issue such cpiniens are making
representations that will be relied upon by investors,
their statements are subject to the antifraud provisions
of the federal securities laws, creating the possibility
of legal sanctions, or civil liability,
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the Report examines counsels' conduct leading up to the
issuance of opinidns favorable to these municipal corporations'
authority. The Report then examines counsels' handling of
legal uncertainties in connection with priecr Supply System and
other projects, whereé counsel brought test cases and/or sought
legislative changes to resolve authority issues. Finally,
Section B explores possible reasons why simlilar steps were not
taken hera. i

In Section €, the Report examines a separate issue
relating to counsels' role: statements and omissions concerning
the Agreements entered intc by 16 of the 88 Participants as to
which counsel had validity and enforceability concerns. The
Report will examine a series of questicns related to the legal
authority of 10 of these 16 Participants to participate in the
projects; counsels' findings and conclusions as to the
authority problems: the standard that counsel purportedly
employed on whether to render a favorable opinion; the legal
and policy reasons why, in view of the problems, these
utilities -- which purchased less than 5% of the projects!
po£ential electrical output -- were not simply excluded from
participation in the projects or, alternatively, a test case
was not brought to resolve the authority problems:; why counsel
stated in their opinion letters only that they had "examined
into" 72 Agreements when, in fact, they had examined .all &8

agreements; and finally what counsel told Participants and
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others as to the authority problems and the significance of

opining on 72, rather than all 88, Agreements.

E. BEECOGNITION AND ERESOLUTION OF LEGAL PROBLEME RELATING TO
THE AUTHCRITY OF THE WASHINGTON MUNICIPAL CORBORATION

PARTICIPANTS.

1. The Court's Decision in Chemical Bank I

The focus of the Washington Supreme Court's decisicn in

Chemical Bank I was on the "take-or-pay" or "dry hole®

provisiaon of the Participantz' Agreement. The provision
vbligated each Participant teo pay for an assigned portion of
the cost of Projects Nos. 4 and 5 even if the projects were
never completed or the Supply System failed to perform. 468/
The court acknowledged that the "Washingten participants ha[d]
explicit statutory authority to buy electricity on bkehalf of

citizens," 466/ and that the cities and PUDs were authorized to

465/ The Agreement provided!:

The Participant shall make the payments teo
be made to Supply System under this
Agraement whether or not any of the
Projects are completed, operable or
gparating and notwithstanding the
suspensicn, interruption, interference,
reduction or curtailment of the ocutput of
either Project for any reason whatscever in
whole or in part. Such payments shall not
be subject to any reduction, whether hy
coffset or otherwise, and shall not be
conditioned upon the performance gy
nonperformance by Supply System or any
other Participant or entity under this or
any other agreement or instrument, the
remedy for any non-performance being
limited to mandamus, specific performance
or other legal or eguitable remedy.

Participants' Agreement §6(d} (emphasis added).

4667 99 Wash. 24 at 782, 666 P.2d at 334.
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contract with a Jjoint operating agency,.such as the Supply
System, "'for the purchase and sale of electric energy'". 467/
The court, however, concluded that the statutes did not
authorize the purchase of a generating plant's possible output,
or "Project Capakility™ as it was termed in the Participants'
Agreement. 468/ The court reasched that the purchase of
Project Capability was "egsentially an unconditional guaranty
of payments on the revenue bonds, secured by a pledge of Fhe

participants' utility revenues". 463/ The court held that such

467/ 14, at 783, 666 P.2d at 335 (quoting statute}. The Supply
System was established as a JOA in 1957 pursuant to
lagislation passed by the Washington legislature in 1953,
Act approved Mar. 23, 1953, ch. 28Bl, & 12, 1953 Wash. Laws
743, 753 {(codified as amended at Wash. Rev. Code Ann. §§
47.52.250-.910 (1983 and Supp. 1988)).

Joint operating agencies, or joint action agencies as they
also are known, are found in a number of states.
Typlcally, a JOA is created pursuant to a state statute
and is formed by two or more cities, towns, districts, or
other municipal corperations and, in general, is deenmed %o
be a body corporate and/or political subdivision of the
state. Management and contrel is usually by a board of
directors or commission consisting of representatives of
the membership. Although the specific powers of a JOA
vary according to statute, it generally has the power to
acquire, gonstruct, own, and operate generating and
related facilities; to purchase, sell, and exchange
electrical energy; and to finance the acquisition and
constructien of authorized projects.

468/ Project Capability was defined as "the amounts of electric
power and energy, if any, which the Projects are capable
of generating at any particular time (including times when
either or both of the Plants are not operable or operating
or the cperation thereof is suspended, interrupted,
interfered with, reduced or curtailed, in each case in
whele or in part for any reason whatsoever), less Project
station use and losses". Particlpants' Agreement § 1(v)
{emphasis added).

469/ 99 Wash. 2d at 783, 866 P.2d at 235.
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"an agreement to purchase project capability dees not gqualify
as a purchase of slectricity." 470/

The court alsc determined that the Participants' Aqresment
did not fall within the authority of the Washington municipal
and PUD Participants to construct, acquire, and operate
gerierating facilities. The court noted that the bond
resolution for Project Nos. 4 and § expressly provided that
only the Supply System and one investor-owned utility, Pacific
Power & Light Company, had any ownership interest in the
proiects. 4717 The Participants ﬁere purchasing only Project
Capability, which, teogether with the provision reﬁuiring
payment under all circumstances, meant that the Participants
merely "unconditionally guaranteed WPPSS honds with no guaranty
of electricity in return". 472/ The court also determined that
the Participants also did not retain "sufficient contrel over
the project[s] to cunstifute the eguivalent of an ownership
interest"™. 473/ Although the Participants' committees met

pericdically to review major items pertaining to the two

470/ Id. at 784, 666 P.2d at 335.

Id&. at 785, e66 PF.2d at 336. The Supply System, a
municipal corporaticon, see, e.g9., Wash. Rev. Code Ann,
£43.52.360 (1970}, was empowWered to generate and sell
electric energy, to construct generating facilities, and
to negotiate contracts for the sale of slectric energy,
Act approved May 12, 1975, ch. 37 sec. 1, § 43.%2.360 (1),
{2), (4), 1975 Wash. Laws Ex. Sess. 254, 254-55 (codified
as amended at Wash. Rev. Cade Ann. § 43.52.300(1), (2},
(4) (1983)).

:

472/ 99 Wash. 2d at 785-8&, 666 P.2d at 338,

473/ Id. at 7B7, 666 P.2d at 3237,
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projects, the court concluded that the Participants' Agreement
"sets out a procedure for committee ¢onsideration of WPPSS
propesals that precludes meaningful deliberation on the part of
the committeel. 474/

The committee's procedures, the court stated, did not
"allow sufficient participant involvement in project management
to control their risk". 476/ BAccording to the ccurt; the
committee Mapparently served as a rubker stamp for WPPSS!',
decisions". 476/ The coﬁrt, therefore, concluded that the
Participants had neither sufficient ownership interests nor
sufficient management responsibilities to have acguired a
generating facility. 477/

The court also rejected arguments that the Participants
had implied authority to enter into the Participants’
Agreement. The trustee for beondhelders had argued that "the
express authority to acquire or construct generating facilities
and provide electricity carries with it an implied power to pay

for that service." 478/ The court distinguished Municipality

A74/ Id., 666 P.2d at 337.

475/ Id. at 78B, 6566 P.z2d at 337.

1476/ Id., 665 P.2d at 337.

4777 Id. at 791, 666 P.2d at 339. Apart from the individual
statutes authorizing munieipalities and PUDs to construct,
acguire, and operate generating facilities, the court
addressed whether the statute authorizing cities, towns,
PUDs, and others jointly to develop thermal facilities
could provide a basis for authority. Id. at 785-97, 666
P.2d at 341-42. That statute, inter alia, however, also
reguired participants to have an ownerszhip share in the
project to be built. Id. at 795, 666 P.2d at 341.

438/ Id., at 791, 666 P.24 at 33%.
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of Metropolitan Seattle v, City of Seattle, 479/ tha case oh

which the argument was based, on the ground that, in contrast

to the facts of Metropolitan Seattle, the Participants were not
assured of service or owhership in exchange for the payments
they were reguired to nake. 480/ The court further chserved
that, subsequent to Metropolitan Seattle, it had “adopted a
more stringent test for a municipality seeking to incur
indebtedness based upon general grants of authority to provide
services" and that, in any event,

a municipal corporation's powers are
limited to theose conferred in express terms
or those necessarily implied. TIf there is
any doubt about a claimed grant of power it
must be denied. The test for necessary cor
inplied municipal powers is legal necessity
rather than practical necessity. BAs we
stated in Hillis: '[i]f the Legislature
has not authorized the action in question,
it is invalid no matter how necessary it
might be.' 481/

Although the assumption by the Participants of the "dry

hole" risk may have been needed to sell the bonds, that type of

479/ 57 Wash. 2d 446, 357 F.2d 863 ({(1960).

489/ 99 wash. 24 at 791-92, 666 P.2d at 339. The Supply
System's bond counsel testified that Metropolitan Seattle
was an important case in arriving at its conclusion that
the Washington municipality and PUD Participants had
authority to enter into the Participants' Agreements.
This case is discusszed infra at note 495.

4817 Id. at 792, 666 P.2d at 339-40 {(citations omitted). Other
Washington cases had established a similar proposition.
E.q., Pacific First Fed. Sav. & Lgan Ass'm v. Plerce
county, 27 Wash. 24 347, 353, 178 P.2d 351, 354 [(1247}:
Griggs v. Port_of Tacoma, 150 Wash. 402, 408, 273 P. 521,
523 (1928); State ex rel. Hill v. Port of Seattle, 104
Wash. 634, 638, 177 PB. 671, 673, modified on other
grounds, 180 P. 137 (Wash. 1919).
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need did not provide legal authority. 482/ The Participants®
Agreement, therefore, was not "authorized as an implied power
to pay for an admittedly proper municipal service™. 483/ In
helding that the Washington municipal and PUD Participants
lacked authority to enter into the Agreement, the court stated
that those Participants "simply are not authorized to gu&rantea
another party's ownership of a generating facility in exchange
for a possible share of any electricity generated". 484/

The dissenting opinion criticized the majority's reading
of the Participants® authority, stating that the majority
imposed "constraints on municipalities not intended by the
Legislature". 485/ The dissent relied on Washington case law
providing that statutes such as those allowing the Participants
to enter intc contracts to purchase and sell electri&ity "are
to be liberally construed so as to further their purpose of
furnishing power to the people". 486/ According to the
diszent, under the "rule of liberal construction,"™ the wajority
erred by failing to provide municipalities with “the freedom
and flexibility to use all advisable means" to provide citizens

with electric power. 487/ The dissent maintained that the

482/ 99 Wash. 24 at 794, 666 P.2Zd at 340.

483/ 1d., 666 P.2d at 340,

484/ Id. at 799, 66 P.2d at 343.

485/ Id. at 810, 666 P.2d at 2148 {(Utter, J., dissenting).
486/ Id. at B81l, 666 P.2d at 349,

487/ Id. at 813, 666 P.2d at 350,
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means adopted by the municipality should ke struck dewn only

when they are "arbitrary and capricious". 488/

2. Position of Counsel as to Why the Agreement Was Valid

Counsel, in testimony before the staff, stated a position
that essentially reiterated the view of the dissenting
opinion. That position was that the Washington stétutes
expressly authorized cities, towns, and FUDs to acquire
electricity: to own, operate, and manage electric utilities;
and to enter into contracts therefor. 489/ The JOA law also
authorized cities, towns, and PUDs teo contract with JoAs for
the purchase and sale of electricity. 490/ Once authorized to
run an electric ptility system, cities, towns, and PUDs had
implied powers necessary to carry out the powers expressly
granted. 4%1/ Moreover, because running an electric utility

was a proprietary, rather than a governmental function, the

488/ Id. at Bl4, 666 F.2d at 350. Some law student
commentators also have been critical of the majority's

opinion. E.g., Note, Chemical Bank v. Wazhington Public
Fower Supply System: The Questicnabl The Ultra

Vires Doctrine to Invalidate CGovernnent Take-QOr-Pay
Obligation, 6% Cornell L. Rev. 1099 (1%84); NHote, A Cry

for Reform_in Construing Washingten Municipal Corporation

Statutes, 59 Wash. L. Rev. 653, 660 (12B4).

489/ Bert L. Metzger, Jr. SEC tr. at 1050-51, 1125-26 (Feb. 1%
and 20, 1986) (testimony of Houghton Cluck attorney):
Brendan C'Brien SEC tr. at 134-138, 15%5-157 (Apr. 12z,
1985) (testimony of Wood Dawson attorney).

490,/ Bert L. Metzger, Jr. tr. at 1084-85 (Fekb. 19, 1986)
(testimony of Houghton Cluck attorney); Brendan O'Brien

SEC tr. at 157-58 (Apr. 12, 1986) (testimony of Wood
Dawson attorney).

491/ Brendan G'Brien SEC tr. at 134-37, 155-57 (Apr. 12, 1$85),
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powar to act in that area must, in counsels' view, be liberally
construed. 492/ According to Brendan O'Brien, the Weod Dawson
attorney principally reésponsikble for the firm's work on |
Projeéects Noes. 4 and 5, cities, towns, and PUDs, in exercising a
proprietary function, wére treated like a private corporation. 493/
Under these circumstances, they had authority to enter into
power purchase contracts and to fix the terms of those
contracts, which terms could include a provision regquiring
payments to be made even if no power were received. 494/ Eond
counsel argued that the Metropolitan Seattle case, which the
Chemical Bapk I opinion distinguished, supported their

position. 485/

492/ Bert L. Metzger, Jr. SEC tr. at 1125 (Felh. 20, 1986)
(testimony of Houghton Cluck attorney); Brendan ©'Brien
SEC tr. at 135-36, 1%%-57 (Apr. 12, 1985},

493/ Brendan O'Brien SEC tr. at 135-36, 155-57 (Apr. 12, 1983}).

494/ Id.; see Bert L. Metzger, Jr. SEC tr. at 1110 ({(Feb. 20,
1886) (testimony of Houghton Cluck attorney).

495/ Brendan O'Brien SEC tr. at 141, 679 (Apr. 12 and Fune &,
1285). Metrepelitan Seattle involved a plan that
established a metropolitan municipal ceorporaticon {("Metreo™)
for the limited purpose of providing sewage dispasal
service to Seattle and surrounding areas. 57 Wash. 2d at
448, 357 P.2d at §66. oOnce formed, Metro, which was
governed by a fifteen-member board cconsisting of elected
representatives in the area, adopted a sewage disposal
plan pursuant to which Metre would process and dispose of
sewage for its municipal compeonents. Id. at 449, 453, 357
P.2d at 866, 869, To provide a portion of the sewage
disposzal service, Metro agreed to pay Seattle a sum of
money for the use of some of Seattle's existing disposal
facilities. Id. at 44%, 357 P.2d at 846, It appears that
Metro also was planning to issuve bonds to construct
additional facilities., See id. at 458, 357 P.2d at 871.
Seattle and the surrounding areas were to pay Metro a

fecontinued. ..}
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This Report deoes not review the merits of the state
court's construction of ite law; we take no position on the

matter. We note that the take-or-pay provisions of this type

485/(. . .continued)
sewage disposal service charge for the services they were
to receive. 57 Wash. 2d at 449, 357 ©.2d at B&E.

One argument the appellants made in Metropolitan Seattle
wag that Seattle would be exceeding its constitutional
debt limit because "the zewage diszposal charge to be paid
fby Seattle] is not, in substance, a service charge, but,
rather, iz a means of constructing additional facilities,
thereby technically creating a debt on the city of
Seattle, and that *The City iz in form the guarantor of
Metro's debts but in truth itzelf the debtor.'" Id. at
458, 357 P.2d at 871 (queoting appellants). The court
rejected this argument on the grounds that, as
distinguished from payments from general taxes, payments
from a "special fund and solely from anticipated service
revenie dg¢ not constitute a debt with the meaning of the
[Waghingtan] constitutional debt limitation provisions".
Id. at 45%, 357 P.2d at 871. 1In testimony, O'Brien cited
Metrepolitan Seattle as a case that "addresses the power
of anyone to enter into an unconditional contract to make
unconditieonal paymentse". Brendan O'Brien SEC tr. at 679
{(June 6, 19285). With respect to the ewisting Seattle
facilities, he stated: "If that had bean the only
facility involved and Seattle simply was agreeing to make
payments to Metro Seattle so Metro could return the money
to it, issues such as Seattle was guaranteeing the debt of
Metro Sesattle would not have arisen because there would
not have been a Metre Seattle debt to guarantee.® Id. at
&82. The court in Metropolitan Seattl}la, however, did not
address whether Metro was to issue bonds to construct
additional facilities or whether a municipal corporation
had authority to enter into a contract reguiring it to
make unconditional payments.

Moreover, assuming bonds were to be issued for additicnal
sewage disposal facilities that never were built, Seattle
and the other municipal components of Metro, unlike the
Participants in Projects Nos. 4 and 5, would receive some
service in return for their payment of the sewage disposal
service charge. And, unlike the Participants in Projects
Nos. 4 and 5, the entities that were required to pay the
sewage disposal service charge were the municipal
components, i.e., the members, of Metro.
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ware, as will be discussed below, untested by any court in
Washington or elsewhere; 496/ the Washington court, as the
Chemical Bapk I decision made clear, had in certain instances
restrictively interpreted the powers of municipal corporations;
and the case that bond counsel indicated had facts that were
the closest to those surrpounding the Participants' Agreement,

Metropolitan Seattle, was distinguishable. 397/ Although sone

states had enacted legislation expressly authorizing .municipal
corporaticons te enter into take-or-pay agreements, 4%8/ no such
statute had been enacted in any of the Pacific Horthwest

states.

456,/ See generally 5. Feldstein, "Guidelines in the Credit
Analysis of General Obligaticn and Revenue Municipal
Borids," in The Municipal Bond Handbook 116-17 (F. Fabozzi,
5. Feldstein, I. Pollack, F. Zarb eds. 19283) {

[T]here are now more non-voter-approved,
innovative, and legally untested security
mechanisms. These innovative financing
mechanisms include . ., . take-or-pay power
bonds with step-up provisions requiring the
participants to increase payments to make
up for those that may default . . . . What
distinguishes these newer hondzs from the
more traditional general ohligation and
revenue bonds is that they have no history
of court decisions and other caze law to
firmly protect the rights of bondhelders.).

487/ See supra note 495,

498/ E.q., Fla, Stat. Ann. § 162.01(15)(b} (2} (g} (Supp. 1988};
Tax. Rev. Civ. Stat. Ann. art. 143a, § 4a(g} (Vernon 1980).

- 286 -



3. How This Financjing Arrangement Differed from

Financing Arrangements for Previous Pacific Northwest
Eroiects

The Participants' Agreements differed significantly from
the arrangements that had been used to support the financings
of prior Supply System and other projects in the Pacific
Horthwest. The distinguishing feature of the arrangement for
financing Preojects Nos. 4 and 5 was that the Participants were
not all members of the Supply System (only 19 of the 88
Participants, accounting for the purchase of 56.607% of the
Project Capabllity, were members) 4%9/ and were not to ke
owners of the prejects but were reguired to pay the costs of
the projects, including debt service on bonds issued,
regardless of whether any of the projects were completed or

produced electricity or the Supply Syastem performed. 500/

499/ Between the time the Participants' Agreements were signed
and the termination of the projects an additional
Participant, accounting for the purchase of .625% of the
Project Capability, became a member,

500/ Prior to the first Supply System project, hydreoelectric
proejects were built in Washington aleng the Columbia
River., In connection with those projects, there were
agreements under which the owner and sponsor of a project
contracted with utilities in the region for the sale of
output from the project. For example, in 1956 and 1959
respectively, Public Utility District No. 2 of Grant
County, Washington {"Grant PUDY")} undertock the
construction of the Y"Priest Rapids Hydroelectric
Development Project™ and the "Wanapum Hydreoelectric
Development Project" ., Grant PUD entered inte long-term
contracts with publicly- and privately-owned utilities in
the region for the sale of most of the output from these
Projects and, with Wood Dawson as bond counsel, issued
revenue beonds to finance construction of the Projects. In
contrast to the Participants' Agreement, the agreement({s)
for each of these Projects did not require the purchasing

{continued. ..}
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only in the first Supply System Project, the Packwood
Hydroelectric Project, undertaken in December 1961, did
publicly-owned utility participants assume a dry hole risk. 1In
that relatively small-secale project, the participating
utilities agreed to purchase a share of the project's output
and, beginning on a fixed date, to pay for that output
regardless of whether the project was completed or
cperable. 501/ Although participating utilities in the
Fackwood Project therefore assumed the dry hole risk, there was
a gignificant difference hetween that project and Projects Nos.
4 and 5: in Packwood, all of the participating uvtilities were
Supply System members. Thus under 2 legal theory known as the
alter ego doctrine, the participating utilities could be viewed
as agreeing to pay the costs of a project they themselves were

to own. 502/ By contrast, Projects Nos, 4 and 5 included as

500/ {...continued)
utilities to make any payments unless and until some or
all of the generating units for the Project were
completed, tested, and ready for continuous cperation.
Priest Rapid Power Sales Contract §§ 2({p), 5(d): Wanapum
Power Sales Contract §§ 2{(g), 5{d). After that, the
purchasing utilities were required to make payments
regardless of the operaticonal status of the Project.
Priest Rapids Power Sales Contract § 5(d); Wanapum Power
Sales Contract § 5(d}). Under these circumstances, the
purchasing utilities did not bear the risk of non-
completion or non-perxformance,

501/ Packwood Lake Hydroelectric Project Power Sales Contract
§1(k), 5. (MDL Exh. 105247.)

502/ Cf., e.gqg., N.C. Gen. Stat. § i5%EB-12 (1987) (autherizing
members of a JOA to enter into take-or-pay ceontracts with
the JOA bhecause the J0OA "is an alternative method whereby
a municipality [that is a member ¢of the JOA] may cobtain

{continuad...)
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Participants both members and non-membars of the Supply System,
The Participants! Agreement was structured so that members
would have no greater rights with respect to the projects than
non-mempers. 503/ Thus, even member Participants could not be
deened "owners" of the projects.

In none of the prejects subseguent te Packwood and prior
to Projects Nos. 4 and 5 did publicly-owned utilities that were
not project owners assume the "dry hole" risk. Rather, in many
ISUGh projects, including all of the Supply System's prejects,
the BPA actually or effectively assumed that risk. The BPFA digd
so in two ways. First, for the next Supply System project
after Packwood, the Hanford Electric Generating Proiject
("Hanford Project"}, the Supply System and the BPA entered into
an agreemant with each participating utility pursuant to which
the utility purchased from the Supply System a share of the
potential electrical output that it then exchanged with the
BPA. 504/ The utility was te begin making its payments to the

Supply System on a fixed date, and, regardless of whether the

502/(...continued)
the benafits and assume the responsibilities of ownership

in a project").

503/ See Robert L. McKinney SEC tr., at 125 (July 30, 1985)
{testimony of General Manager of Public Utility District
He. 1 of Cowlitz County, Washington, a Participant in
Projects Nos. 4 and 5 and a Supply System member, that
rights particular to a JOA's members with respect to a
project undertaken by the JOA were “waived" for Projects
Nos. 4 and 5, so that members would have no greater rights
than non-members).

E04/ Exchange Agreement § 5.
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project was operating or operable, the BPA was to begin
exchanging electrical energy for the potential cutput. 505/
The BPA thus had the dry hole risk for the Hanford Project.
For the later Supply System prejects prier to Projects
Nos. 4 and 5, i.e., Projects Nos. 1, 2, and 2, as well as the
Trojan Project, 506/ an arrangement Known as net billing was
used to finance construction of these projects. Each
participating utility in each of these projects purchased a
share of the potential electrical output from the project
gponsor that it then assigned to the BPA. 507/ Beginninhg on a
fixed date, the utility agreed to pay the sponsor for that
potential output regardless of whether the project was
completed, operable, or operating and irrespective of any
performance by the sponsor, the BPA or any other participating
utility. 508/ 1In turn, the BPA agreed to bay the utility for
the assighed potential oubtput, by crediting against the amounts
the utility owed the BPA under its power purchase and octher
cnntracts with the BPA the amount that the BPA owed for the
anticipated cutput, and to make those payments regardless of
whether the preject was completed, operable, or operating and

irrespective of any performance by the sponsor or any

505/ Id. &% 5(L), (e).
006/ See lnfra Part IV Béa.

507/ E,g. Washington Public Power Supply System Nuclear Project
Ho. 2 Agreement (Net Billing Agreement)-§ 5. (SEC Exh.
1094.)

508/ Id. §&§ H(a), &€(b).
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participating utility. 509/ Under this arrangement, the EPA

effectively assumed the dry hole risk. 510/

4. Because the BPA Could Not Enter into Additional Net
Billing Agqreements, An Alternative Financing

Mechaniam Was Decided Upon, and Counsel Ressarched

the Participants'! Authority to Participate in
Projects Hos. 4 and 5.

Net billing was not available as a means of financing

Froject Hos. 4 and 5. A change in Internal Eevenue Service
regulations, pursuant to which the BPA no longer would be

treated as a tax-exempt person, made future honds issued by the

505/ Id. §§ 5(b), 7.

510/ There was, at most, a remote, theoretical possikility that
participants could have some dry hole risk if the BPA
could not fully satisfy its net billing obligations to
those participants. The net billing agreements, however,
included a variety of provisicns to keep this fronm
happening. It was contemplated that BPA preference
customers might participate in more than eone net billed
project, and each net billing agreement included a
provision that the participating utility would nct enter
inte any adgreement that would cauvse the aggregate amount
that the utility owed the BPA under its power purchase and
cther contracts with the BPA to be less than 115% of the
EPA's obligationg to that utility under all net billing
agreements, id. § 7(d). In the event that the BPA's net
billing obligations exceeded the amcount the utility owed
the BPA, each agreenent included provisions for the
assignment of some of that utility's share of the
potential cutput., Id. § 7{(b), (f). If the assignments
were inadeguate to enakle the BPA to zatisfy its
obligations, each agreement further provided for the BPA,
subject to the availability of appropriations, to pay the
balance in cash., JId. § 7{c}.

Only in the event that the BPA was unable to satisfy its
cbligations of net killing, assignment, and cash payment
would the participating utility be in the position of
ultimately paving for Peotential output. Under thesze
circumstances, the utility was entitled to direct that all
gr part of its share of the potential output limited ta
the amcunt for which the BPA was unable to pay, be
delivered to it. Id. & 9({a}.
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Supply System for net billed projects taxable. 511/
Additicnally, the BPA was beginning to run out of net billing
capacity such that, if another project was undertaken and
financed by net billing, individual participants' obligations
to the BPA would be less than the 115% of the BPA's net billing
chligations to those participants that the existing net billing
agreements reguired. 512/

For these reascons, representatives of utilities in.the
Facific Northwest, the Supply System, the BPA, and others began
te explore alternative financing arrangements for what becane
Frojects Hos., 4 and 5, as well as other projects. These
alternatives included having the BPA obtain legislaticn
authorizing it teo purchase power, having the BPA purchase power
as the trustee or agent of its preference customers, aﬁa having
the preference customers supply their own resources without

involvement by the BPA. 513/ There also was consideration of

511/ See, e.q., Bert L. Metzger, Jr. SEC tr. at 773-74 (Feb.
13, 1986) (teatimony of Houghteon Cluck attorney}: Rokert
E. Ratcliffe SEC tr. at 86-87 (Sept. 13, 1985} (testimony
of then Regiocnal Sclicitor and subsegquent Deputy
Administrator of the BPA); Brendan O'Brien SEC tr. at 49—
51 (Apr. 12, 1%86). : .

512/ See, e.d., Bert L. Metzger, Jr. SEC tr. at 773-76
(Feb. 13, 19846) (testimony of Houghton Cluck attorney):
Rebert E. Ratcliffe SEC tr. at 86-87 (Sept. 13, 1985)
{testimony of then Regicnal S5olicitor and subsegquent
Deputy Administrator of the BPA): Brendan ¢'Brien SEC tr.
at 49-51 (Apr. 1z, 1388].

513/ See, e.q., Bert L. Metzger, Jr. 3EC tr. at 776-85 {Feb.
13, 1886) (testimony of Houghton Cluck atterney); Robert
E. Rateliffe SEC tr. at B9-50 (Sept. 13, 19B5) ([testimony
of then Regional Selicitor and subsequent Deputy
{centinued...}
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groups of utilities' building and owning their own plants. 514/
The possibility of having the EFA purchase power as trustee or
agent -- a possibility to which considerable attenticon was
given -- eventually was abandoned because of an “uncertainty as
to whether a generally satisfactory form of a gso-called BPA
'agency' contract could be congcluded in time to permit the
orderly financing of these projects on the accelerated basis
requested of the Supply System by the PPC [Public Power
council, an organization of publicly-owned utility customers of
the BPFA] Executive Committee". 515/ As a result, attention
turned to the arrangements contained in what became of the
Pa;ticipants' Agreement, in which the pfarticipants assumed the
"dry hele" risk.

Wood Dawson and Houghton Cluck each researched the legal

authority for publicly-owned utilities to anter into the

513/(...continued)
Administrator of the BPA); Robert L. McKinney SEC tr. at
B1-83, 85-87 (July 30, 1985) (testimany of General
Manager of Public Utility District Wo. 1 of Cowlitz
County, Washington and an active participant in developing
propasals for additional facilities).

514/ See, e.g., Alan H. Jones SEC tr. at &1 {(Aug. 2, 1935}
(testimony of PPC Chalrman and General Manager of
McHMinnville Water and light Commission of McMinnville,
oregon) .

515/ Letter from Norman A. Stoll to R. Ken Dyar 1 (June 13,
1974 (letter from PPC attorney to PPC General Manager)
(3EC Exhs. 1261, 1507): see also letter from Jack R. Cluck
to LeRoy Love 1 (May 30, 1974) {letter from Houghton Cluck
attorney to Wood Dawson attorney stating that "enactment
of state statute would be necessary, and [that] it was
agreed that the WPPS5S No. 4 and Ho. 5 Projects should be
expedited without awaiting attempts to develop such an
Argency Agreement™) .

- 291 -



Participants' Agreement. The utilities that hecame
Participants in Projects Nos. 4 and § were required, first for
an interim document known as the Option Agreement, 316/ and
then for the Participants' Agreement, to furniéh a number of
documents that Wood Dawson determined were nacessary to enable
it to render its opinions on agreements. 517/ Wood Dawson and
Houghton Cluck each reviewed the documents furnished by the
participants. 518/ Fach firm alsc independently researched
the authority of all of the participating utilities to enter
inte the Option and Participants' Agreements. 519/ Most of the
research Woed Dawson and Heughton Cluck conducted into the
authority of these utilities to enter into the Agreements was

completed prior to the mailing in early 1975 of the Option

516/ See infra Part IV BS5a.

517/ E.g., letter from Wood Dawsocn Love & Sabatine to listed
persons {(July 2, 197&6) (letter transmitting document
entitled "Memorandum of Transcript Documents - Washington
Public Power Supply System Nuclear Projects Noa. 4 and 5
Participants'! Aqreements and Nuclear Project No. 5
Ownership agrcecements”). (Included in SEC Exh. 1141.)

518/ Bert L. Metzger, Jr. SEC tr. at 145 (Feb. 10, 198&)
{testimony of Houghton Cluck attorney}; Brendan Q'Brien
SEC tr. at 518 (June 5, 1985).

£19/ Bert L. Metzger, Jr. SEC tr. at 152-53 (Feb. 10, 19B&}
{testimony of Houghton Cluck attorney); see, e.q., Steven
I. Turner SEC tr. at 231-35 {(May 24, 1985) ({testimony of
Wood Dawson attorney that, at the request of O'Brien, he
researched laws of Washington, Oregon, Idahe, Wyoming,
NHevada, and Montana and that 0'Brien did not tell him to
exclude the autherity of any Participant from his
research) .
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Agreement. 520/ After the Option Agreements were mailed, each
firm updated its research. 21/

Ho memorandum exists setting forth the research conducted,
the conclusions reached, and the basis for those
coﬁclusicns. 522/ The only documents that reflect the research
conducted by Wood Dawson attorneys consist of compilations of
photocopied and typed excerpts of constitutional provisions,
statutes, and cases, and ditations to and brief descriptions of
city charters and articles of incorporation and by-laws of
cogoperatives 523/ covering several issues that a Wood Dawson
attorney assembled at the regquest of Q'Brien. 524/ 1In
addition, there are approximately eleven pages of handwrittan

notes that CO'Brien took wherein he described certain cases and

520/ Bert L. Metzger, Jr. SEC tr. at 1041 (Feb. 19, 1586);:
Brendan O'Brien 3EC tr. at 96 {(apr. 12, 1985}.

521/ Bert L. Metzger, Jr. SEC tr. at 1450 (Feb. 24, 1986);
ftestimony of Houghton Cluck attorney): see Brendan
Q@'Brien SEC tr. at 543 {(June 5, 1985); Steven I. Turner
SEC at 234-35 {(May 24, 198E) (testimony of Wood Dawson
attorney involved in research pertaining to Projects Nos.
4 and 5 agreenents}.

522/ Bert L. Metzger, Jr. SEC tr. at 1042-43 ({Fek. 1G9, 1328&)
{testimony of Houghton Cluck attorney); Stephen I. Turner
SEC tr. at 254 (May 24, 1985) (testimony of Wood Dawson
attorney}.

523/ Decument entitled "Memorandum-WEPSS Nuclear Proiects Nos.
4 & 5 and Skagit Project® (SEC Exh. 1104): typewritten
citations to and descriptions of state constitutional and

.statutory provisions (SEC Exh. 1105); photocopied and
typed excerpts of state statutes and cases (SEC Exh. 1106).

524/ Stephen I. Turner SEC tr. at 25E3-54 (May 24, 198%5)
f[testimony of Wood Dawson attorney).

= 2895 -



cited to statutes, treatises, digests, and cases pertaining to
several subjects. 525/

The only documents that reflect research of attorneys from
Houghton Cluck are approximately 15 pages of handwritten notes 526/
made in early 1975 by Bert L. Metzger, Jr., 527/ a principal
Houghton Cluck attorney involwved with Projects Nos. 4 and 5,
Like O'Brien’'s notes, Metzger's notes consist of descriptions
nf cases and citations to statutes, constitutional provisions,
treatises, and cases pertaining to a number of issues. 528/ In
additien, there are a number of files consisting primarily of
photocopies of constituticnal provisions, cases, and statutes
pertinent to municipal corperations and cooperatives in the BPA
service area. 523/ These research materials shed little light
on counsels' analysis of the “dry hole" or other legal issues.

In testimony Wood Dawscon and Houghton Cluck each took the

position that, in conducting its research, it viewed the

525/ 0'Brien handwritten notes on Projects Heos., 4 and 5

Aagreements [hereinafter O'Brien Notes). (Included in SEC
Exh. 1107.) :

526/ Metzger handwritten notes for Projects Nos. 4 and 5
Agreements [hereinafter Metzger Hotez]. (Included in SEC
Exh. 1456.)

See Bert L. Metzger, Jr. SEC tr. at 337-38, 551-54 (Feb.
il and 12, 1986).

243/
528/ Metzger Motes, supra note 526.
2293/

E.g., file entitled "S5 - Qpinions/legal Research -
Statutes re Authority to Purchase Power - Washingteon" (SEC
Exh. 1455): file entitled "SS - Opinions/Legal Research -
Statutes re Authority to Purchase Power - Idaho/Nevada".
(SEC Exh. 1487},
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Participants' Agreement sclely as a power purchase
contract. 530/ Both firms, however, were aware that the
Farticipants' assumption of the dry hole risk was a
distinguishing feature of the Agreement. 531/ They
nevertheless maintained that the take-gr-pay provision did not
change the nature of the Agreement. 532/

Metzger testified that, in late 1974 and early 1975, he
and Jack R. Cluck, a senior partner at Houghton Cluck, looked

for "everything that we could find" on the authority of

5307 E.q., Bert L, Metzger, Jr., SEC tr. at 1044 (Feb. 1986} ;
Brendan OfBrien 5EC tr. at 5%9 (June 5, 1985).

531/ S5ee, &.4., Houghton Cluck billing statement to Supply
System for January 1975 work 12942197, 129421%8 (Feb. 13,
1275) (showing conferences between Cluck and Metzger,
telephone conversation between Metzger and C'Brien, and
research by Metzger regarding Mstatuteory power to
purchase, take or pay" and research by Metzger "regarding
loan of credit and statutory problems re take or pay and
opticn™) (SEC Exh. 1511); Houghten Cluck billing statement
to Supply System for November 1974 work 12932443 (Dac. 13,
1974) (showing research by Cluck and Metzger into
autherity of Participants "to purchase ‘capability,'"
which, according to Metzger, was "a shorthand way of
saying the term of the purchase was to pay whether the
project could be completed eor delivered or not," Bert L.
Metzger, Jr. SEC tr. at 974-A ({Feb. 19, 1586)) (5EC Exh.
1510) ; Notes on draft agreement referred to as "Washington
Public Powers Supply System Nuclear Projects Nos. 4 and 5
Project Agreement™ (1) (notes on early draft of
Participants' Agreement of whether "1. [plelitical
sub[division]s agreeing to pay unconditionally? Look at
Centralia case. Was issue raised?" which a Weod Dawson
senior partner wrote, Brendan O'Brien SEC tr. 10i({Apr. 12,
1985}) {(included in SEC Exh. 1102).

532/ E.qg., Bert Metzger, Jr. SEC tr. at 1512 {(Feb. 25, 1986);
Brendan O'Brien SEC tr., at 599 (Jun. 5, 1985)..
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prospective participants to enter into take-or-pay
contracts. 533/ According to Metzger, that research included
his review of statutes of states outside of the Pacific
Horthwest "to see if there was any indication in any statute
where they treated the purchase of power, where there was an
ocbligation to pay regardless of whether it was delivered
differently than a subset of power and energy". 534/ #He found
no "statute which treated purchases of power, any purchase of
power under any form separately from the term power and energy
or electricity™. 535/ To Metzger, this supported the
conclusion that he said he and Cluck reached that the
authority to purchase power included "any kind [of power],
including take or pay or a contract where the purchaser of
powar took the risk that it would not be delivered". 536/
adlthough Metzger testified that the statutes he reviewed
supported the conclusion that the authority to purchase power
included the authority to enter into take-or-pay contracts, he
found nc cases that addressed the issue. Metzger said that he
looked for cases, including cases in Washington, Oregon, and

Idahw, addressing the autherity of a municipal corporation to

533/ Bert L. Metzger, Jr. SEC tr. at 976-A toc 977 (Febh., 19,
1586} .

534/ Xd. at 1102 (Feb. 20, 1986); see Metzger Notes, supra note
526, at 12401809 (citing statutes in states ocutside of the
Pacific Northwest} {SEC Exh. 1457).

E25/ Bert L. Metzger, Jr. SEC tr. at 1102-04 (Feb. 29, 198&).

o326/ Id., at 1103-04,
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enter into a take-or-pay agreement for a project of which it
was not to be an owner. 537/ He found no such cases. 538/
O'Brien testified that the attorneys at Wood Dawson who
worked on Projects Nos. 4 and 5 "understood the provisions of
the dry hole risk. We understood their implicatinns. We
recognized what they were." 535/ He testified that he
conducted a “research effort into what all of the cases were
and all of the case law". 540/ He alsc testified, howewver,
that, prier to starting his research, he and the others at the
firm knew from their experience that there were no cases on the
laws applicable to Washingten municipalities or PUDs upheolding
contracts with dry hole provisions and that he was unaware of
any Washington case specifically upholding such
provisions. 541/ 0©O'Brien maintained that he did not feel that
the lack of precedent was a critical problem because the
principles of law enunciated in cases interpreting the powers
of Washington municipalities and PUDs shaowed that they

otherwise had authority to enter into the Agreement, S42/

537/ Id. at 1010, 1104 (Feb. 19 and 20, 19Bg).

Id. at 1010, 1i04-06.

39/ Brendan O'Brien SEC tr. at 697 {(June &, 1%985).

Id. at &75.

EEE &
EE T thead
cEB e

Id. at &75-77.

L
=9
[t

Id. at &76.
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5. Events Indicating that the Participants' Adreement
Might Be Characterized as a Loan Guarantee, Not as a

Power Purcha;e Agreement

Prior to the Participants' Agreement, agreements were
drafted to provide a kasis for preliminary financing fer
Projects Nos., 4 and 5. In connection with that work, Houghton
Cluck identified as an issue the authority of certain
publicly-owned utilities to guarantee loans to the Supply
System. Agreements then were drafted to aveid being censtrued
as loan guarantees. At the same time, the agreements
contained provisions that were similar to the take-er-pay
provision that was later included in the Participants!
Agreenment. Thereafter, direct service industries, which were
BPL customers, informed counsel that the irclusicn of such a
. provisicn in an agreement they were teo zign transformed that
proposed agreement into a lean guarantees. The issue these
customers raised thus presented the gquestion whether the
Participants® Agreement might be subject to the zame
interpretation.

a. Preliminary Financing Proposals

The loan guarantee issue was fifst raised when Houghteon
Cluck attorneys and others were considering methods of
financing for studies and preliminary work on Project Ho. 4.

In October and early November 1973, an agreement was drafted
whereby prospective participants would advance funds to the
Supply System for work they wanted it to perform and the. Supply

System would reserve them a share of project output or
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potential output. 543/ Frospective participants apparently
resisted heing reguired to make an actual outlay of cash. 544/
&5 a partial solution, it was proposed that the Supply System
issue notes for a portion of the amount needed secured by
agreements, each between the Supply System and a Supply System
member, 545/ under which the Supply System would reserve to

members shares of the capability or output of the Project. 546/

543/ E.g., draft agreement entitled "Agreement for Rendition of
Services and Reservaticon of Power Capacity or output {(Oct.
23, 1973).

544/ See Specilal Memorandum from Alan H. Jones to All PPC
Members 1 (Hov. 26, 1973} [(PPC Chairman stating that, with
respect to draft of preliminary financing agreement, "the
attorneys working on this problem now think 1t way be
possible to arrange for this financing on a bkasis which
will not require the payment of cash by the preference
customers, assuming all goes well on the project!
{emphasis in original)) (SEC Exh. 1388); letter from
Horman &. Stoll to Reobert E. Smith 2 (Nov, 9, 1973}
{letter from PPC attorney that "the best we have come up
with so far would permit WPP5S members to make an
unconditional pledge of credit to secure a WPPSS short-
term loan but would require everyone else to raise caszsh in
one way or ancther. However, you can ke sure that we
expect to leave nc stone unturned to see what can be done
tc avoid the necessity of laying cash on the line
immediately.") (SEC Exh. 1386).

545/ See letter from Norman A. Stoll to Robert B. Smith 2z (Nov.
9, 1573} (letter from PPC attorney that only Supply Systen
membrers would pledge credit to secure short-term loan to
the Supply System) (SEC Exh. 1386): Minutes cf Public
Power Councll Executive Conmittee Meeting 2 (Hov. 2, 1573)
{showing that only Supply System members would execute the
agreements securing the notes) (Chemical Bank I Exh. 540).

546/ See, e.g., draft agreement entitled "Washington Public
Power Supply System Huclear Project No. 4 Agreement
Betwean Supply System, Public Power Council and Preference
Customer of Bonneville (Project Ko, 4 Preliminary
Agreement}" & 6(b) (Nov. 12, 1573} (providing that the
Supply System would reserve to Supply System members the

(cantinued...)
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This avenue was determined to be unavailable to many
prospective participantiz that were not Supply System members
becausge of legal restrictions on their authority to guarantee
debt. 547/

A proposal then was advanced under which the Supply System
would issue additional notes secured by agreements, each
between the Supply System, the PPC, and a prespective
participant, pursuant to whicH the Supply System would perform
services and reserve to the prospective participants shares of
the project's output or potential output. 548/ Under both this
plan and the plan for the Supply System to issue member-backed
notes, it was contemplated that the prdspective participants,
including Supply 5ystem menbers, wottld not have to make any
payments under the agreements unless.the Supply Systen was
unable to pay the notes from the proceeds of subsequent note or
bond issues. 549/ Thus, the member-backéed hotes would be paid
from the proceeds of the notes secured by the agreements under

which the Supply System would perform servicezs and reserve

546/ (...continued) -
shares of capability or ocutput reserved to that member in
the agreement that was to be security for the member-
backed notes). (Included in MDL Exh. 102358.)

547/ 8ee infra Part IV BSa.

548/ See Heughton Cluck Coughlin & Riley, Washington Publie
Power Supply System Nuclear Project No, 4 Preliminary
Financing Alternatives 1 (Nov. 15, 19732) [hereinafter
Houghton Cluck Project No. 4 Memorandum]. (SEC Exhs,
1120, 1229, 14a95.}

5497 Id. at 2-3.



ocutput or patential output, 550/ and the notes secured by those
agreements would be paid from the proceeds of notes secured by
the agreements ultimately executed for the purchase of the
entire output or potential output of the project. 551/

In mid-November 1973, Cluck prepared a memcrandum
outlining thesge variocus preliminary financing
alternatives, 552/ which had been selected after discussions
with bond counsel and others. 553/ The principal alternatives
et forth in the memorandum were the proposals for the Supply
System to issue member-backed notes and then to issue notes
backed by agreements with prospective participants under which
the Supply System would perform services and reserve output or

potential., 554/ In cutlining the altermatives, Cluck stated

Id.

Ln in
5] Ln
— [

See Special Memorandum from alan H. Jones to All PERC
wembersz 1-2 (Hov. 246, 1973), (Memorandum from PBEC
Chairman} (SEC Exh. 1385.}

552/ Bert L, Metzger, Jr. SEC tr, at 797-98 (Feb. 13, 1986}.

553/ Houghten Cluck Project No. 4 Memorandum, supra note 548,
at 1.

554/ Id, at 2-3. In the memorandum, Cluck npoted that the

propoesal for the Supply System to issue notes hacked by
the agreements for the performance of services and the
reservation of ocutput or potential output "has not been
cleared by bond counsel®. Id. at 2. A= a result, a
proposal for the Supply System fo enter into agreements
Wwith prospective participants, other than Supply System
members that entered into agreements to back Supply System
netes, under which the Supply System would perform
services and reserve capability or output and the
prospective participants would pay the Supply system
through the PPC was included as an alternative "to allow
direct preference customer financing without the necessity
of bond counsel approvalv. Id.
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that ene of the assumptions underlying their selection was thét
*In]lote financing by Supply System kased on loan guarantees of
municipal preference customers which are not Supply Systen
members is not available because of legal restrictions." 555
When asked by the staff to explain that statement, Metzger
regspended that Supply System members had statutory authority to
make lcans to the Supply System but that he and Cluck believed
that non-members did not have authority simply to lcan money teo
the Supply System. 556/ According te Metzger, “they [the
others] were not in the banking business; they were in the
power business . . . " 557/ In a subseguant deposition,
Metzger stated that the firm had been "unwilling to give an
opinion as to the validity" of loan guarantees by non-members

of the Supply System. 553/

GEE/S Td, at 1.

556/ Bert L. Metzger, Jr. SEC tr. at 800 (Feb. 12, 1986). At
the time, Wash. Rev. Code Ann. § 42.52_.381 (1970} provided
that any member of a JQA could "advance or contribute”
funds to the JOA., The J0A then was required to repay,
with interezt, any such advance or contribution from the
proceeds of revenue bonds, operating revenuss, or other
funds of the agency. Id.

a3t/

Bert L. Metzger, Jr. SEC tr. at BOD {Feb, 12, 1936}.'
558/ Metzger testified as follows:

A. My recollection is that a pure
quarantee of a Supply System borrowing
by such entities, that is, preference
customers which were not Supply System
members, 'did not have a sufficient
legal suppert, -as I recall, to enable
us to ebtain leoans baged on such
guarantees.
fcontinued...)
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558/ (...continued)

Q. When you talk about us "obtaining
lpans," do you mean the Supply System?

A Yes.

* * * *

« « « It isn't just utilities who are
non-memkers or prefarence customers.
It's just municipal preference
customers. It's not utilities in
general.

x % % %

What T was saying was what I said; was
that, as I recall, our firm did noct —--
that there was a sufficient legal
basis to support a pure loan guarantee
of a Supply System loan with no other
features to such a guarantee, by
manicipal customers, preference
customers of Bonneville.

Q. Who were not members.

A, Whe wWere not members., That's correct,
Members of the Supply System.

Q. What do you mean by an insufficient
legal basis to support such a loan
guarantes?

A I mean that I think we would have been

unwilling to give an opinion as to the
validity of such guarantees,

Bert L. Metzger, Jr. MDL tr. at 2614-16 (July 10, 1986).

Metzger and Cluck concluded that, as to members of the
Supply System, they would be willing to render an opinicn
that the members could guarantee leans made to the Supply
System, id. at 2626-27, apparently based on the statute
described supra at note 556. With respect teo municipal
corporations that were non-members, however, he sald that
he recalled "finding that in the light of our knowledge of
(continued...}
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bDegpite the concern about the making of lecan guarantees by
non-memnbers of the Supply Systenm, Cluck, in his memorandum,
made this important point with respect to the proposal for the
supply System to issue notes backed by agreements under which
it would perform services and reserve output or anticipated
output: he said that the prospective participants would bo
required "to make payments to the Supply System without regard
to the cutcome of the work performed by Supply System or to the
progress of such work". 55%/ That provision was incorporated
into a draft preliminary financing agreement for Project No. 4.
The agreement provided that, if the Supply System otherwise was
unable tc pay the notes for which the agreenents were to be the
security, each prospective participant would be required to pay
its share of the debt service on the notes "without regard to
the ocutcome or progress of the work or services performed by
the Supply System pursuant to this Agreement" and that those
payments would "not ke . . . conditioned upon the performance
or nen-perfermance by PPC, Supply System, Preference Customer

or any other Preference Customer under this or any other

558/ (...continued)
legal doctrines concerning interpretation of statutes
regarding authority of municipal corporatiens, together
with the statutes and charters that we found, that there
was not sufficient language in the charters and statutes
to satisfy us that there was sufficient legal basis to
give an opinion that they had such authority". Id. at
2630-31.

555/ Houghton Cluck Project No. 4 Memorandum, supra note 548,
at 2-3. .
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agreement or instrument . . . ."™ 560/ By virtue of this
unconditional commitment, prospective participants might neot
receive anything in return for their eobligatiens but,
regardless of their membership in the Supply System, would
guarantees payment of notes that the Supply System issued.

b. Option Agqreement

ks a result of the adoption of a program known as “Hydro-
Thermal Program Fhase 2", which included Projects Nos. 4 and S,
work on the draft preliminary financing agreement terminated
shortly after the draft agreement was circulated. In 1975,
however, the Supply System went forward with an interim
financing for Prejects Nos. 4 and 5. That financing was backed
by Option Agreements, which provided that the Supply System was
to perform services and reserve to thoze signing the Agreement
an option to purchase a share of the "Project Capability" 561/
of Projects Nos. 4 and 5. 562/ The Option Agreement authorized
the Supply System to issue up Lo $100 million of beonds (the

"development bonds"). 563/ If the Supply System seold

560/ Draft agreement entitled "Washington Public Power Supply
System Huclear Project No, 4 Agreement Between Supply
Syatem, Public Power Council and Preference Customer of
Bonneville" § 4 (Draft 2, Nov. 21, 1973). (Included in
SEC Exhs. 1385, 2790.}

561/ The definition of Project Capability in the Cption
Agreement was the same as that in the Participants'
Agreement. Compare Option Agreement § 1(k) with
Participants’ Agreement § 1(v).

562/ option Agreement §§ 3, 4.

563/ Id. g 5.
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development bonds, and subsequently was unable to pay the

principal and interest through the issuance of additional

bonds, the Agreement further provided that each of the 93 BPA

preference customers that signed an Optien Agreement (“Optiecn

Participant") wguld pay its share ¢f the debt service on the

cutstanding bonds regardless of the performance or non-

perfermance by the Supply System. 564/ The Qption Agreements

were to be security for the development bonds. 565/

The Qptien Agreement, like the draft preliminary financing

agreement, seems to have been drafted te avoid the loan

564/ Id. § 6.

565/ Official Statement for $100,000,000 Washingten Public

Power Supply Sysktem Generating Fagilities Revenue Bonds 9
{July 24, 1973) [hereinafter Development Bonds Officilal
Statement]. (SEC Exh. 13992.) Although the Option
Agreement provided for payment by the Option Participants,
it alse included provisions that would avoid the
triggering e¢f the payment provisiens. The Agreement
chligated the Supply System to deliver the Participants'
Agreement by August 1, 1976, and further provided that the
Supply System was to use its best efforts thereafter to
sell bonds backed by Participants' Agreements. Optien
Agreement §§ 3(d), 4(al(3). The proceeds of those bonds
would be used to pay the debt service on the development
bonds. As long as the. Supply System issued additional
Projects Nos. 4 and 5 honds prior to Sepkember 1, 1977,
the Qption Participants would not have to begin making
payments under their QOptieon Agreements. See id. § &(al.
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guarantee problem. Wood Dawson's files include the following
notes:
Loan of Credit - arg - bkilateral K [contract] not lecan

Statutery Auth[ority] - Try to structure as purchase of
powar. 566/

O'Brien testified that he made the notes apd that he thought
they wWere notes of a communication from Cluck or Metzyger. 567/
In explaining the first line of the notes, 0'Bricnh zaid it was
"expressing the concept that pursuant to the czse law that a
bilateral contract with mutual obhligations does not constitute
a loan of credit. To be a loan of credit it has to be
unilateral where one perscon iz guaranteeing an okligation for
the other private consideration.™ 568/ With respect to the
second line, 0'Brien suggested that "scmebody is wondering
whether you could have the autherity to make an option. And
the =soluticn to that to be clearly within the statutory
authorization would be to structure the arrangement as a take-
or-pay contract for the purchase of power . . . ." 569/
However, in response tc a question whether he had discussed

with anyone at Wood Dawson the issue raised in Cluck's 19732

566/ O'Brien handwritten notes made at time of drafting of
Option Agreement. (Included in SEC Exh. 1107.) The "arg"
in the notes was enclosed in a circle, and Q'Brien, who
wrote the notes, Brendan O'Brien SEC tr. at 117 (Apr. 12,
1585), testified that he could net read what was written,
id. at 123. However, the writing appears to be "argh,

£67/ Brendan ©'Brien SEC tr. at 117, 122-23, 125 (Apr. 12, 1385},
568/ Id, at 123-24. '

569/ Id. at 125.
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memorandum, O'Brien further testified that the Option Agreement
was "structured" as a services agreenent under which the Option
Participants would receive censideration for their ocbligations
and that, therefore, the Agreements would not be a grant to the
Supply System, which, under Washington's JOAR law, was
authorized only for members. 570/ Because services were to be
provided, O'Brien maintained that the Agreement would not be
making a guarantee as such but nevertheless could provide
gsecurity for bonds. 571/

C. D5I Adgreement

Despite these efforts to avoid the loan guarantee problem,
representatives of direct service industry customers of the BPA
("D5Is") informed counsel that their efforts on this matter had
failed at least with respect to the DSIs. This cccurred at
about the time that the Supply System signed the Participants!
Agreements.

The then current draft of the agreement entitled
"washington Public Power Supply System Nuclear Project Nos, 4
and 5 Short Term Sales Agreement with Industries" ("Short Term
Sales Agreement") provided for the sale ef surplus Project
Capability to DSIs. It exposed the ﬁSIs to a dry hole risk

between the time the Projects were to go intc cperation and

574/ Brendan O'Brien SEC tr. at 3157-58 (June 4, 198%5%). The
statute to which 0'Brien was referring was the statute
described supra at note 5564, which authorized members of a
J0OA to make loans or advances te the JOA.

871/ Id. abt 362.
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July 1, 1988. 572/ On July 27, 1976, DSI representatives met
with Cluck, Metzger, and cthers and discussed the then current
draft of the Agreement. Metzger's notes of that meeting show
that the DBI representatives stated that the DSIs' counsel had
said that the companies' "debt covenants bar guarantes & STSh
[Short Term Sales Agreement] is a guarantee . . . & not a power
sales agmk. [agreement]." 573/ Cluck and Metzger responded
that the "ST3A as are Part, (Participants'] Agmi. [Agreements]
must be power sales & can't be & aren't guarantee." 574/
Following the meeting, one of the DSI representatives zent
Cluck a letter further explaining wWhy the DSIs viewed the draft

agreement as a iocan guarantee, 575/ Thereafter, the Short Term

72/ E.g., Memorandum from H.R. KosZmata to Participants in WHP

BE72/
4/5, at 1-2 (Dec. 22, 1976) (memcrandum for Supply System
Manager of Planning and Analysis) (SEC Exhs. 1108, 15449},

573/ Document entitled "mtg. — 7/27/76 SS-STSAY 12012933,
{Included in SEC Exh. 1545.)

574/ Id. (emphasis in original).

578/ The letter stated:

The problem from the standpoint of the
WPP5S contracts is that they would
constitute a 'guarantee' by [Company] of
the funded debt (borrowings) of the seller.

ik % % =x

The term 'quarantee' has been ruled to
include, in our casze, a situaticn where the
buyer purchases goods or services under
circumstances in which the buyer must in
effect service the debt cof the seller
whether or not the goods or services are
delivered.

{continued. ..}
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Sales agreement was chahged so that the DAIs would not assume
any part of the dry hole risk.

Althcdugh MetzZger's notes show that he linked the loan
guarantee provision in the Short Term Sales Agreement with the
same provision in the Participahts' Agreenent, counsel did not
explore whether the take-aor=-pay arrandgemeint in the
Partidipants' Agresment meant that that agreement becane a loan
guitantee. Whern asked by the staff in testimeny whether,
after the meeting, he researched the authority of Washington
municipal corporations to guarantee lpans, Metzger merely
referred to his 1973 research in cénnection with the Project
Ho. 4 preliminary finanhcing proposals. 576/ He did testify,
however, that, after the meeting, hé and €luck discussed
whether the dry hole risk piat the Participants in the "hanking
business" rather than theé "power business". 577/ He said that
he and Cluck ecame "to the firm conclusion that there was no
such effect, that that was not the case where you purchased
power". £78/ Te Metzger, the Participants' Agreement; with the

dry hole provision, was "a purchase of poweér. It's Just

575/ {...geahtinbed)
Letter from J. Fenneth Kaseberg to Jack R, Cluck encl. at
1-2 (Aug. 3, 1976} {(brackets in original). ({(5EE€ Exh. 1548.)
576/ Bert L. Metzger, Jr. SEC tr. at 1508-0% (Feb. 25, 1986}.
577/ Id. at 1509=10,
578/ 1d.
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assignhing certain rigk to the purchase". 579/ Metzger
ewplained that the DSI: had reached a different conclusion -——
that inclusion of take-or-pay provisicons would transform their
agreements inteo loan guarantees, based not on legal analysis
but, rather, on what their debt covenants provided. 580/ But
the DSI positicn at least raised a question on whether the same

conclusion might be reached as a matter of municipal law.

6. Unlike Earlier Projects, Counsel Did Not Soek
Judicial or legislative Resclution of legal
Uncertainties

Despite indications that inclusion of a take-or-pay
provision might cause an agreement to be viewad as a loan
guarant=e and that, therefore, the Participants' Agreement
might ke iInvalid as to municipal corporations that were not
Supply System members, counsel issued ungualified opinions as
te the wvalidity and enferceability of 72 of the Participants'
Agreements without seeking a test case or legislation to
resolve the uncertainty. In scveral previous instances, by

contrast, counsel resolved legal guesticons by bringing test

575/ Id. at 1512. Mo cone from Wood Dawson attended the meeting
with the DSI representatives, and Metzger did not recall
whether he discussed the matter the DSIs had raised with
anyone from the firm, Bert L. Metzger, Jr. SEC tr. at
1504-05 (Feb. 25, 1%86). However, O'Brien indicated that
he was aware of the issue the DS8Is had raized. See
Brendan O'Brien SEC tr. at 150 {(Apr. 12, 1%85). In
addition, Houghten Cluck's billing statement to the Supply
System for the period of time shows that, the day after
the meeting, Metzger spoke with 0O'Brien about the Short
Term Sales agreement and that Cluck also spoke with
O'Brien. Houghton Cluck billing statement to Supply
System for July 1976 work 12944072 {Aug. 16, 1976},

580/ Bert L. Metzger, Jr. SEC tr. at 1495 (Feb. 25, 1928&).
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cases, by segking state or federal legislation, or by
structuring the financing arrangements so that they were
expressly authorized by statute. These actions were taken
where there was no express authority for am entity to enter
into a particular agreement or where the agreement contained
features that were nevel or untested. Significantly! where
there were doubts about an entity's authority to assume dry
hole risks, these doubts were expressly resolved. In this
cecticn, we will first examine these prior cases, and then
explore why a similar approach might net have been taken here.

a. Prior Projects

The, financing arrangement for the secomd Supply System
Project, the Hanford Project, seems to have been structured so
that the BPA, which was to assume. the dry kole. rigk, would have
eXpress statutory. authority to participate in the preoject. The
Bonneville Project Act, 581/ which set forth the powvers of the
BPA, did not expressly.authp:ize-the BPA to purchase power.-

The Act did authorize the BPA to contract with public and
griva;e utilities "for the mutual exchange of unused: excess
power uponh suitable, exchange terms for the purpose of
econcmical ogeratian aor of pruviﬂing;emergency,nr break-down

reliaf". BB82/

581/ Ch. 720, 50.Stat. 731 (1937) (codified as amended at 16
U.5.¢. §§ B22-832} (1982)).

582/ Id. § S(b), 50 Stat. at.735 (codified as amended- at 16
.S.C. & 832d(b) (1982)). '

o
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It appears that the exchange method was chosen as a result
of this provision and that Wood Dawson played a substantial
role in the selection of this method. For example, according
to a person who, at the time, was a staff attorney in the
Fortland, Cregon office of the Department of Interior's Office
of the Regional Saelicitor and later became Regional Seolicitor
and BPA Deputy Administrator, Wood Dawson was

logking for express authority in the

statute and they found express authority

for ewchange. They did not find express

authority for a purchase, although our

office was arguing that by implication,

Bonneville did have the authority to

purchase, but they were unwilling to give a

clean opinion on the strength of the

purchase concept. 583/
~ By structuring the exchange agreement a2 an exchange of project
output for power, the BPA was able to acquire all of the
project output in a manner that addressed Wood Dawson's
cancerns regarding the authority of the BPA directly to
purchase power. Wood Dawson was therefore willing to opine
that exchange agreements to which the BPA was a party were
valid and enforceable.

L significant legal issue relating to the authority of

municipal corporaticns also argse in connection with the

583/ Robert E. Ratcliffe SEC tr. at 46 (Sept. 13 1985); sec
alsc memorandum entitled "Hanford Project--Exchange Versus
Purchase™ 1 {("The exthange method was selected in
deference to the desire of bond counsel who preferred to
base his opinieon on the express authority to exchange
which ig found in section 5(b) of the Bonneville Project
Act rather than the a2uthority to purchase which must be
implied from other provisions in the act."). (Included in

SEC Exh. 1283.}
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centralia Project, which was the first project undertaken as
part of the "Ten Year Hydro-Thermal Power Program" for the
Pacific Nerthwest ("Phase 1"). 584/ The publicly-owned
utilities were to own the project jointly with investor-owned
utilities. Each owner of the Centralia Project was responsible
for financing its share of the costs of the project. The
publicly-owned utilities planned to finance their regpectiVE
shares through the issuance of bonds. Tacoma, Washingtom and
PUD No. 1 of Snochomish County, Washington retained Wood Dawson
to sarve as their bond counsel.

The pubklicly-owned utilities participated in the project
pursuant to a state statute that authorized them to develop,
own, operate, and maintain thermal power facilities jointly
with investor-owned utilities. 585/ According to the then
Tacoma Chief Assistant City Attorney, who later hecame Tacoma'’s
Director of Utilities, the Centralia Project was the first
project built under that statute, and Wood Dawson recommended
that a test case be brought to have the authority of the
publicly-owned utilities to participate in the project jeintly

with the investor-owned utilities determined. 586/ Before the

584/ Phase 1 was a progranm developed by the BPA, publicly-cowned
and investor-owned utilities in the Pacific Horthwest, and
DEIs to address anticipated need for power in the region
through 1979. Bonneville Power Admin., Dept. of the Int.,
A Ten Year Hydre-Thermal Power Program for the Pacifie
Horthwest 4 {15G9%}. {MDL Exh. 9741.} '

585/ Act approved Mar. 21, 1967, «<ch., 1%9, 1967 Wash. Laws 773
{codified ags amended at Wash., Rev. :Code aAnn, §§ 54.44.:010-
L9210 (Supp. 1988)). '

586/ Paul J. Wolan SEC tr. at &7, 76 (Oct. 2, 1985).
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publicly-owned utilities signed the joint ownership agreement
or issved bonds, they brought such a suit. 587/ The Washingteon
Supreme Court ultimately upheld the authority of the utilities
jeintly to own the project. 588/

The same issue as to the authority of publicly-owned
utilities to own generating facilities jointly with investor-
owned utilities arose under Oregon law in connection with the
next Thase 1 project, the Trojan Project. There, a publicly-
owned utility, Eugene, Oregon, wag to own a preoject with two
investor-owned utilities. It retained Wood Dawson to serve as
its bond counsel. Eugene participated in the Trejan Project
pursuant to the Thermal Power Facilities Act, 589/ which
authorized cartain Oregon cities to own generating facilities

jointly with certain publicly=-and investor-owned utilities and

587/ Each of the publiclyv-owned utilities breught its own suit,
and the four suits then were consolidated. Id. at 61-62.
The issues raised pertained primarily to whether the joint
ownership of the project by public and private utilities
violated wWash. Const. art. V¥IIT, § 7 prohibiting municipal
corporations from lending their credit to individuals,
corporations, companies, and associations and from owning
stocks or bonds in a corporation, company, or ascsociation.
See Public Util, Dist. NWo. 1 w. Taxpayers and Ratepayers,
78 Wash. 2d 724, 725-32, 479 P.2d 61, 62-65 [1971).
Additicnally, there was an issue whether the assumption by
cne of the investor-owned utilities of responsibility for
managing the construction and operation of the project
constituted an unlawful delegation of power by the
publicly owned utilities, Id. at 720-31, 479 P.2d at &5.

588/ Public Util. Dist. No. 1 v. Taxpayers and Ratepayers, 78
Wash. 2d 724, 479 P.2d 61 (1971).

584/ Act approved June 20, 1567, ch., 603, 1967 Or. Laws 1454
fecodified as amended at Or. Rev., Stat. §§ 225.450-.490,
261.235-.2558 [1987}).
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to issue revenue bonds therefor. 590/ The Act had been enacted
shortly before the project was undertaken, and Wood Dawson
again reccmmended that litigation be breught. 531/ Suit was
hrought., 592/ and the Oregon Supreme Court upheld the authority
of Eugene to be a joint owner with investor-owned

utilities. 593/

An additional legal iszsue arose in comnection with the
Trojan Project. The BPA was to use the pet billing procedure,
discussed abeove, to acguire all of Eugehe's share of ths
generating capability of the project. The net billing
agreements into which the BPA entered for thisz preject were to
be the principal security underlying the bonds Eugene was to
issue to finance its share of the cost of the project, 584/

The BPA was not expressly authorized to engage in the nat
billing procedure. Wood Dawson recommended that legislation

expressly authorizing the BPA to enter into the agreements he

590/ Id. 8§ 4, 6, 1967 Or. Laws at 1454, 1555 [(codified as
amended at Or. Rew. Stat, §§ 225.470, 225.490 (1%9B7)).

591/ Brendan O'Brien SEC tr. 137 (Apr. 11, 1985} {(testimony of
Wood Dawson attorney). .

592/ The subsequently abandoned Eugene Project also was the
subject of the suit. The principal issue was whether, by
beceming a joint owner with private utilities, Eugene
would viclate restrictions in Or. Const. art XI, &§ 7, 92
against lending credit to, or becoming a stockholder in, a
conpany, <corporation, or association. See Miles v, City
af Fugene, 252 Qr. 528, 531-37, 459% P.2d 59, 6l-64 (1969),

583/ Miles v. City of Eugene, 252 Qr. 528, 459 P.2d 59 (1%69).

5584/ E.q., 0fficial sStatement for $75,000,000 City of Eugene,
Cregon Trojan Huclear Project Revenue Bonds, Series of
1971, at 2 (June 23, 1971).
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sought. 595/ Legislation was enacted in the form of a line
item in the Public Works for Water, Pollution Control, and
Power Development and Atomic Energy Commission Appropriation
Act, 1970, 596/ which simply authorized the BPA to enter into
net billing agreements for the Treojan Project anﬁ the
subsequently abandoned Eugene Project. 587/ With the decision
in the test case and the enactment of the legislation, Woed
Pawson opined that the Trojan Proiject net billing agreemsents
were valid and enforeceable. 598/

The federal legislation authorized the BPA to enter inteo
net billing agreements only for the Trejan Project and the

subsequently abandoned Eugene Project. Largely at the urging

595/ Robert E. Ratcliffe SEC tr. at 48 (Sept. 13, 198%)
(testimony of then Regional Soclicitor and subsequent
Deputy Administrator of the BPFA).

596? Pub, L. Ho. 21-144, 83 Stat. 323 {19&69).
597/ In relevant part, the Act provided:

Provided, That not more than $100,000 af
the fund appropriated herein shall be
available for preliminary enginesring
required by the Bonneville Power
Administration in comnection with the
proposed agreements with the Portland
General Electric Company and the Eugene
Water and Electric Board to acquire from
preference customers and pay by net
billing for generating capakility from non-
federally financed thermal generating
plants in the manner described in the
committes report.

Id. tit. III, 83 Stat. at 332.

568/ E.g., letter from Wood Dawscon lave & Sabatine to Eugene
Water & Electric Beard 2 (Mar. 30, 1977).
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of Wood Dawsan, additional legi=slation expressly authorizing
the BPFA to enter into net billing aéreemEnts for the Supply
System's Phase 1 projects was gought. 598/ Congress included a
line item in the Pubklic Works for Water, Peolluticon Centrel, and
Development and Atomic Enerqy Commission Appropriation Act,
1971 €00/ authorizing the BPA to enter inte net billing

agreements for three Supply System projects, 801/ The

5%9/ See Public Works for Water, Pollution Contreol, and Power
Development and Atomic Energy Commission Appropriation
Bill, 15%71: Hearings on Pub., L. Ho. %1-439 Before the
Subcomm. on Public Works of the House Comm. cn
Appropriations, Slst Cong., 2d Sess. 867-68 (1370}
{statement of then Special Assistant to the Regional
Solicitor of the Department of the Interior that the
legislation was necessary because the beond lssues were for
large amounts of money, and bond counsel and the
underwriting bankers, therefore, wanted express authority).

600/ Pub. L. No. 91-439, 84 Stat. 850 (1570).
601/ In relevant part, the Act provided:

Provided, That not more than $150,000 of
the funds appropriated herein shall ke
available for preliminary engineering
required by the Bonneville Power
Administration in conmection with the
propoesed agreements relating to three nen-
federally financed generating planpts
propesed under the hydro-thermal program to
ke sponsored jeintly or severally by the
Washington Public Power Supply System,
S5eattle City Light, Tacoma Clty Light,
Snchomish County PUD ahd the Puget Sound
Power and Light Company, pursuant to which
the Bonneville Power Administration will
acquire from preference customers and pay
by net killing for generating capability
from non-federally financed thermal
generating plants in the manner described
in the committee report.

Id. tit. XIIT, B4 Stat. at 899,
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legislation satisfied Wood Dawson's desire for some form of
express authorization for the BPA to enter into the net billing
agreements for the Supply System's Projects Wos. 1, 2, and 3.
Theresafter, the firm and Houghton Cluck opined on the walidity
and enforceability of net billing agreements to which the BFA
was party. 602/

| In the cass of Idaho citles that participated in the
Supply System's net-billed projects, an cpinion of the Idaho
Lttorney General concluded that these cities lacked the
statutory authority to enter into net billing agreements. 503/
As a result, Wood Dawson, Houdghton Cluck, and cthers helped
draft legislation that expressly authorized Idahe cities to
enter inte such agreements., 604/ The legislation, however, was
not enacted at the time of the first note issue in a proiject

for which the cities had signed a net billing agreement. As a

a02/ E.gq., letter from Houghton Cluck Coughlin & Riley to Board
of Directors, Washington Public Power Supply System (July
11, 19733} {cpinlon on Project Ha. 2 agreements). (SEC
Exh. 1484.) &As discussed infra at note 649, for each af
the Supply System's net billed projects, the firms did not
include all of the net billing agreements in the opinions
the firms rendered in connection with that project.

603/ Letter from Robert M. Robson to Arthur L. Smith (Oct. 12,
1270) (letter Idaho Attorney General to Idahe Falls, Idaho
attorney). ({SEC Exh. 1460.) The statutes that were
relevant to this issue provided that an Idaho city had
authority to sell excess power, i.e,, power not needed by
the city or its inhabitants. TITdaho Code §§ 50-325, ~327
{1967). The city could contract for the =ale of excess
power only with consumers, and ne szuch contract could be
for a period of more than five years. Id. § 50-327.

604/ Act of Feb. 20, 1971, ch. 31, § 1, 1??1 Idaho Sess. lLaws

7% (codified as amended at Idaho Code § 50-342 (Supp.
19873 . '

- 321 -



result, these utilities initially were allecated zero percent
shares of the project's potential electrical ocutput. §05/

After the legislation was enacted, the Idaho Attorney General
issued an opinion that Idaho clities had authority to enter into
net billing agreements. 606/ Wood Dawson then issued an
opinion concurring in the Attorney General's opinion, 607/ and
the shares of the Idaho city participating utilities were
increased.

In addition to legislative efforts to establish net
billing authority, counhsel made efforts to amend city charters
and rural slectric cooperative by-laws. These efforts were
made where one or hoth law firms identified a guestion as to

the authority of a utility to participate in the project. L08/

605/ See Project Wo. 2 Washingten Public Power Supply System
Nuclear Agreement (Net Billing Agreement) Exh. A. (5EC

Exh. 1094.)

606/ Letter from W. Anthony Parks to. Peter B. Wilson (Aug. 16,
1971) (letter to Bonners Ferry, Idaho attorney). [SEC
Exh. 1014.]

607/ Letter from Wood Dawson Love & Sabatine to Board of
Directors, Washington Public Power Supply System (Apr. 21,
1972). (SEC Exh. 1473, included in SEC Exh. 1115.)

608/ One amendment, which is significant here because it
addressed an authority problem that later arose as to
certain Participants in Projects Nos. 4 and 5, zee infra
note 6458, was made to the Bandon, Oregon Charter. There,
Bandon's charter provided:

Unless otherwise authorized by the
legal voters of tha City of Bandon at a
special election duly called and held for
such purpose, the council shall not
contract a voluntary floating indebtedness
of said city in excess of the sum of

- fcontinued. ..}
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tutside of the Pacific Northwest, Wood Dawson had been
involved in legislative efforts for other publicly-owned
utilities. 1n fact, Wood Dawson had even drafted legislation
in North Careclina and Massachusetts that authorized municipal

corporations to enter inte take-or-pay arrangements. 609/

608/ (...contimaed)
$500.00 for general ¢ilty purposes and the
council shall not contract an indebtedness
in excess of the sum of $1,500.00 for the
maintenance and operation of its muniecipal
utilities . .

Banden, 9Or. cCharter ch. IX, § 34 (Nov. B, 1240). Prior to
the first Project Ho. 2 note iszue, Metzger wrote a letter
" to Banden's attorney advising that, because the Project
No. 2 net billing agreement provided for the participating
utilities to make payments unconditicnally, Bandon's
charter debt limit could restrict Banden's authority to
enter into the agreement and further advising that
applicable law indicated difficulty in opining that
Bandon's agreement was valid and enforceable. Lettar from
Bertram L. Metiger, Jr. to Mr. Spady 1 (Bec. 7, 1370).
(SEC Exh. 1606.} Bandon's Attorney drafted a proposed
amendment to the City's Charter, which he discussed with
Metzger, that made the debt limits inapplicable to the
acguisition, ownership, or operation of utility works
pertinent to furnishing electric power as provided in the
Oregon statutesz., ILetter from Bertram L. Metzger, Jr. to
LeRoy Love 1-2 (Dec., 17, 1370} ({letter ta Wood Dawson
partner in charge for Project No. 2). (SEC Exh. 1255.)
The voters of Bandon approved the amendment. Certificate
of R.V. Blacklund {(Jan. 15, 1971) {(Bandon City Recorder
certifying approval of amendment). (Chemical Bank Exh.
2236.) With the amendment, Wood Dawson and Houghton
Cluck included Bandon's Project No., 2 net billing
agreemaent in their opinions on Project No. 2 agreements.
Bee Bert L. Metzger, Jr. Chemical Bank tr. at 1006-07
fMay 9, 1983), and later included Bandon's Projects No=. 4
and 5 agqreements in their opinions an agreements for those
projects, gsee infra Part IV CZ.

609/ Brendan O'Brien SEC tr. at €1-65% (Apr. 11, 1985).
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L. Possible Reasons Why Similar Actions Were Hot
. aken To lve L artainties a=s to the

authority of the Washington Municipal
Corporation Participants

2lthough counsel had, in the past, resolved authority
gtestions stemming from novel financing arrangements by
bringing test cases or seeking legislation, they made no such
offorts here. According to 0'Brien and Metzger, the firms 4did
not consider seekKing to have a test case to determine the
autheority under existing law, of Washington municipﬁl
corporations to enter into the Participants' Agreement. 619/
Likewise, legislation to address authority matters was not
sought. The firms took the position in testimony that neither
a test case nor legislation was necessary because the existing
law was sufficiently clear to establish the authority. 811/

There were a number of factors that may explain why sach
actions were not taken. There was a real concern about delays
and cost increases. The time spent litigating a test case, as
well as the possibility that those opposed to the projects,
such as environmental groups, might seek to intervene in any
litigation or prevent legislation from kbeing enacted, could

have increased costs and delayed the projects.

£l0/ Brendan O'Brien SEC tr. at 415 (June 4, 1%285); see, e.d.,
Bert L, Metzger, Jr. SEC tr. at 1263-64 (Feb. 20, 128&).

611/ E.9., Bert L. Metzger, Jr. SEC tr. at 1334-35 (Feb. 24,
1986} ; see Brendan Q'Brien SEC tr, at §2 (Apr. 12, 1935}
(testifying that "[tlhe existing statutory authority was
plenty sufficient . , . .M},

- 324 -



From the start of the projects, the Supply System had bkeen
concerned about delays. Far instance, the Option Agreement
provided:

Time is of the essence with respect to
the performance of the Agreement as
provided herein in order to keep the
Projects on a course of construction and
acguisition so as to meet the schedules for
operation of the Projects. There is a very
strong probability that any appreciable
delay would cause gubstantial losses to
Supply System and Option Participant due to
the inability to deliver power and energy,
increases in construction costs and other
causes., 612/

Nonetheless, from the start of the projects, delays were
ancountered. A substantial amount of time was spent in the
efforts to arrange for permanent financing for the
projects. 613/ Significant delays also were caused by problems
relating to allocation of BPA power. 614/ In addition,
litigation was brought and further litigation was threatened
adainst certain option Participants based primarily on alledged
failures to comply with environmental requirements. £15/

Two suits alse were brought against the BPA seeking to

enjoin it from taking any action in connectien with Phasze 2

——r

£12/ Option Agreement preamble.

£12/ Bee supra Part IV B4.
614/ Id. at note 216,
615/ See, e.g., Development Bonds Gfficial Statement, supra

note 565, at 28-29: L.&G., Hittle, Summary of Lawsuits and
Threats of Lawsuits Regarding Execution of the Opticn and
Services Agreement for WPPSS Nuclear Projects Nos. 4, 5
and Skagit Project 1-3 (July 18, 1975) (SEC Exh. 1272).
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pending the completion and circulation of an adeguate
environmental lmpact statement on Phase 2. 616/ As a result,
the sale of the develcpment bonds, which was to have taken
place by June 1975, €17/ was delayed one month, 618/

Because of the experience with the Option Agreement,
consideration was given to a test case in connection with the
Participants' Agreement, 6519/ limited, te environmmental issues
pertaining to Washington municipal corporations, according to
O'Brien and Metzger. 620/ However, it was thought that such an

action would delay the projects and result in cost

616/ See, e.g., Development Bonds Official Statement, supra
note 565, at 19.

617/ See, e.q., letter from Jack R. Cluck to J.J. Stein 1 (Dec.
27, 1974) {letter to Supply System Managing Director that
monies then available to the Supply System for Projects
Nos. 4 and 5 were to run out by June 1, 1975). (SEC Exh.
1561-1562.)

The sale took place after one suit was dismissed, a
threatened suit was resolved, and Wood Dawson and Houghton
cluck cpined that the one pending suit against an Option
Participant was "without substantial merit" and that no
judgment or order rendered in the suits agalnst the BPA
would invalidate the develecpment bonds or the Option
Agreements. E.g., Development Bonds Official Statement,
gupra note 5g%, at 20, 28,

2
<

BlS/ E.g., L.G. Hittle, supra note 15, 3.

620/ Bert L. Metzger SEC tr. at 1108-09 ({(Feb. 20, 1986},
Brendan QO'Brien SEC tr. at 418-19 (June 4, 1935); see
alzo, Paul J. Nolan SEC tr. at 142 {[0Oct. 3, 1985)
(testimony of then Deputy City Attorney and subsequent
Director of Utilities of Tacoma that the case would have
pertained to environmental issues).
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increases. 621/ Additionally, there was concern about

"difficulty in excluding unwanted intervenors," 622/ i.e.,
groups opposed to the Projects on environmental grounds. 623/

Ultimately, no test case of any kind was hrought. 624/

21/ E.gq., L.G. Hittle, zupra note 615, at 4 (stating that,
with a test case, "Supply 5ystem's counsel estimates a
delay in the sale of bonds now proposed for the spring of
19276 until January 1977. This delay will cause ancther
one-year delay in plant schedules and add to the cost of
the projects an additional $350 million.™).

£22/ Inter Office Communicatieon from Paul J. Nelan to File 2
iMay 25, 1976) {memcrandum of the Deputy ity attorney and
subsequent Director of Utilities of Tacoma memorializing
meeting of attorneys involved in Projects Nes=. 4 and 5 and
showing that the unwanted intervencr issue was the reason
gilven why a test casze was "determined not presently
practicakle"). ([SEC Exh. 1146.)

€23/ Paul J, Nolan SEC tr. at 141 (oct. 3, 1985) {(testimony of
then Ceputy City Attorney and subseguent Director of
Utilities of Tacoma)l.

624/ Rather than having a test case brought to address
environmental issues, the Supply System opted for the
Washington municipal corperation Participants to follow a
procaedure under Washington's environmental laws that
limited the period of time during which an action
challenging compliance with state environmental laws could
ke brought. See, e.g., Bert L. Metzger, Jr. SEC tr. at
1163-64 (Feb. 20, 1986}). No such action was brought. Id.

Even without litigation, environmental matters caused scnme
delay to the Projects. Seattle informed the Supply System
that, because of studies it had agreed to undertake in
connection with the dismissal of the environmental suit
against it, it would be unable to execute the
Participants' Agreement bhefore April 15, 1976. Memorandum
from J.,J. Stein to All Option Participants Who Have
Executed the Option and Services Agreement 1 [June 27,
1875). The Supply System, therefors, extended the
schedule for the signing of the Participants' Agreements
and the completion of the first financing based on those
Agreements from January 1, 1976, to April 15, 1976, for
the signing of the Agreements and May 1, 1976, for
completion of the financing. Id. at 2.
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Although not as conclusive as a test case or legislation,
an opinion by the Washington Attorney General would have bheen
ancther, and perhaps less visible, means of obtaining an
independent determination of authoerity. One possible reason
why this option was not pursued was that the firm had a policy-
that prevented it from giving an opinion that was contrary to a
state attorney general’s opinion, irrespective of whether the
firm agreed with the attorney general's opinion. £25/ As such,
a negative opinion from the Washington Attorney General on the
authority of Washington c¢ities, towns, and PUDs to enter into
the Participants' Agreement likely would have prevented the
Supply System from going fo£Ward with Projects Hos. 4 and 5.

C. COUNSELS' RECOGNITICN OF AUTHORITY PROBLEMS OF QTHER
PARTICIFANTS AND THEIR FAILURE TO DISCLOSE THOSE FROBLEMS

At the.closinq for each Projects Heos., 4 and 5 bond issue,
Wood Dawson and Houghton Cluck delivered identical opinicen
letters addressed to the Board of Directors of the Supply
System. In those letters, each firm stated that it had
"ewamined into the validity of seventy-two of the Participants!
Agreemants",. €26/ Nothing was said about the Agreements of the

remaining 16 Participants, which accounted for about 4% of the

625/ LeRoy Love SEC tr. at 294-95 (May 14, 1985) (senior
partner in Wood Dawson testifying that the "danger of
seeking these things" was that the firm "might be able to
go ahead and be satisfied we could, but if we asked for
the Attorney General and he's a bad Attorney General or he
doesn't agree with us, then our policy, which was a very
prudent ane, would have prevented us from going ahecad").

626/ Ses supra note 463.
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Projact Capability. A form of the letters to be delivered at
the closing was included in the official statement for that
bond issue. 627/ The letters did not specify the Participants
whosa Agreements were included in the epinions. Thus, it was
not disclosed which of the 72 Agreements were the subjects of
the opinions and which of the 16 were not. Nor was it
disclosed that the firms had, in fact, looked into the wvalidity
and enforceabkility of the 16 agreements that they did not opine
were valid and enforgeable, In this zection of the Report, we
examine the work performed by counsel in connection with the

16 agreements on which they did not oplne.

1. Authority Problems Are Discovered FPrior to Projects
Nos. 4 and 5

The authority prohlems of five of these 1€ Participants —
thres Oredgon clties (Cascade Locks, Drain, and Milton-
Freewater); Vera Irrigation District No.15 ("Vara") of
Washington; and the Rural Electric Company {("Rural")} of Idaho
-- were First noted in connection with the participation of

thece utilities in the net billed projects. Counsel excluded

627/ The faorm of opinicon letters appearing in the official
statements for all but the first bond issue differed from
the letters delivered at the closing only in that the
forms of letters were undated and unsidgned, were not on
the respective letterheads of Wood Dawson and Houghton
Cluck, and did not contain the date of the cther cpinion
letter Wood Dawscon and Houghton Cluck each delivered at
gach closing, which pertained to the bonds then being
issued. The form of cpinion letters appearing in the
afficial statement for the first bond issue alsoc had
klanks for the number of FParticipants' Agreements included
in the opinions and the percentage of Project Capability
thoze Agreements represented.
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at leazt three of these five utilitiez from their opiniocns,
just as they would do¢ in their opinions for Projectz Hos. 4 and
5. 628/

Az was the firm's practice, in connection with rendering
its opinions for each of the net-hilled projects, Woed Dawson,
prior to the first note issue sent a letter to a number of
perschs, including individuals at Houghton Cluck, the BPA, and
the Supply System, requesting the documents it needed to render
it= opinicn on the notes to be issued and its cpinions on
agreements inveolved in the project. £29/ The documents
requested included those the firm needed to opine aon tha

validity and enforceablility of net billing agreements. 530/

628/ 1t appears that counsel included the agreements of Drain
and Milton-Freewater in at least some of their opinions on
agreements for the net billed projects. See infra ncte
648,

629/ E.g., letter from Wood King Dawson Love & Sabatine to
listed individuals (Nov. 1%, 1970} (letter setting forth
documents needed in connection with upcoming Project Ho, 2
note issue. (SEC Exh. 1376.} For each subsequent note or
bond issue, the firm regquested documents for its opinion
on the notes or bonds then to be isstied.

630/ The documents requested included the following: the
Participating utility's net bkilling agreement; the
resolution or ordinance authorizing the execution of that
agreement; a certificate that the meeting at which the
resolution or ordinance was adopted was duly organized: a .
certified copy of the city charter or by-laws: a
certificate as to the accuracy of attached articles of
incorporation, the good standing of the utility, and the
authority of the utility to do business; and an opinion
letter to the utility from its attorney that the
agreement was duly authorized, valid, and binding on the
utility and was not in conflict with any applicable law,
articles of incorperation, by-laws, or agreement. JId. at
=15,
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For many of these, and other documents, Wood Dawson also
specified the precise information that it required to be
inecluded in the documents. £31/ In addition, the participating
utilities were provided with a form for certain documents that
gegentially enabled the responding person to £ill in

blanks. &322/ The BPA collected the utllities' documents and
trangmitted them to the Supply System, Houghton €luck, and Wood
Dawson, &33/

Wood Dawson and Houghton Cluck independently reviewed the
participating utilities' documents and researched the authority
of participating utilities to enter intg net billing
agresments.  Each firm kept track of the receipt ar non-receipt
of the utilities' documents, as well as problems pertaining to
participating utilities, on check-lisgts that the firm

maintained. 634/

631/ Id. at 14-15 (deseribing contents of opinion to be given
by counsel for each participating utility).

32/ See Bert L. Metzger, Jr, SEC tr. at 135-36, 184-95 (Feb.
10, 11, 1986).

£k

Larry G. Hittle 3EC tr. at €9-70 (Sept. 11, 198%5;
(testimony of BPA official involwved in collecting and
reviewing deocuments for net billed projects).

&34/ Each check-list generally resembled a spread sheet and
consisted of one column under which the names of the
participating utilitieg in the particular project were
listed and, next to that column, a separate column for
each of the documents to be furnished. E.qg., document
entitled “Transcript Check-List from Wood King Dawson Love
& Sakatine" (Houghton {luck check-list for Project No. 2
net billing agreement documentation} (SEC Exhs, 1438-
1439.)
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Wood Dawson and Houghton Cluck each noted nrobhlems as to
the authority of a number of utilities to enter into net
billing agreements. On the firms' lists, the firms' attorneys
used such terms as "authority problems," 635/ "authority

defects, " &36/ "no hope," 637/ and "no statutory

635/ E.q., document entitled "Authority Problems" and “Form
Prablems™ {(Houghton Cluck list of certain Project No. Z
participating utilities, with accompanying notations of
problems). (SEC Exh. 1444.)

636/ Document entitled "S5 3" at 2 {Houghton Cluck list of
certain Project Ho. 3 participating utilities, with
accompanying notations of "defects"). (Included in SEC
Exh. 1492.)

637/ Document entitled "S8 #2-1973 Permanent financing --
Corres. File" 12990152 (Houghten Cluck list of certain
Freject No. 2 participating utilities with accompanying
notations of issues giving rise to the "no hope™
notations) (SEC Exh. 1480); document entitied "List of
Participants Not Approved on #2 Note Issues" WD 102141
{Wood Dawson List of Projects No. 2 participating
utilities, with accompanying notations of issues giving
rize to the "ne hope notations) (SEC Exh. 1116). O'Brien
and Metzger maintained that this notation did not. mean
that there was no hope that the utilities as to which
this notation was made had authority but, rather, that
there was no hope that the applicable statutory, charter
or by-laws provision{s) would be changed so as to enakle
the firms to include in the firms' opinions the agreements
of those utilities. Bert L. Metzger, Jr. SEC tr. at 642
{Feb. 12, 158&); Brendan ¢'Brien S5EC tr. at 731-32 (June
6, 1985).
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authority™ 638/ in noting authority problems that had been
identified. &39/

The autherity issue identified with respect to Cascade
Locks was its charter debt limit, 640/ which limited to $2,500
the amount of "voluntary floating indebtedness"™ and to 55,000

the amount ¢f "bonded indebtednes=" the City could incur €431/,

638/ Document entitled "Participants Hot Approved WPPSS Series
1973 Notes" and "Participants Not Approved WPPSS Series
1974 Notes"™ WD 101748 (Wood Dawson list of certain Project
N, 1 participating utilities with accompanying
notations). (MDL Exh. 15267.})

639/ Metzger testified that his notaticons of authority lasues
on the check-lists and other documents did not reflect
that he or anyone else had concluded that the referenced
participating utilities lacked authority to enter into the
agreement({s] for the project in connection with which the

notations were made, gSee, e.q., Bert L. Metzger, SEC tr.,
272-73, 642 (Feb. 11 and 12, 1986). He maintained that

he was either identifying issues for review by Cluck or
someone else or was identifying the source of the reasons
the firm was unwilling to include certain agreements in
their opinions on agreements. Id. at 226, 770 (Feb. 11 and
13, 1986). Similarly, QO'Brien ztated that Wood Dawson
never reached a belief that any participating utility
lacked authority to enter inte the agreement(s) for a
project into which it entered. Brendan ©'Brien MDL tr. at
896-900 (apr. 14, 1986). HNevertheless, the firms excluded
agreements of uktilities as to which authority proklems
were noted from their opinicns. See infra Part IV C5
f{discussing standard each firm maintained it used in
deciding whether to include an agreement in its opiniaons}.

640/ E.dq., letter from Bert L. Metzger, Jr. toc Ron Wendel 2
{July 3, 1974) {letter to BPA attorney setting forth "a
recapitulaticn of items which must he corrected in
cennection with future financing" fer Project FHo. 1,
which, among cother things, meant that Cascade Locks'
“"Charter must be amended to eliminate the debt limitation
provision™)y. (SEC Exh. 1017, included in SEC Exh. 1488.)

€41/ Municipal Charter of 1956 for Cazcade Locks, Or. ch. X, §
40 (Sept. 12, 1%56). The debt limit could be exceeded
with the consent of the voters. Id. There was no such
{continued...)
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The authority issues identified with respect to Vera were two
Washington statutes: one provided that: without a vote of the
electors, an irrigation district could not enter into a
contract for the sale of electrical energy that was to continue
for more than ten years; 642/ the other limited the amount of
"debt or liability"™ 643/ an irrigation district could

incur. 644/ The authority issue identified with respect to

Rural related to its by-laws debt limit, &45/ which praviged:

B641/{...continued)
vote held in connection with the City's participation in
any of the Buprly System's net billed Proijects or Projects
Hos., 4 and 5. See Gary E. Lockweod SEC tr. at 27-28, a6
{Feb. 20, 1985} (testimony of Cascade Locks attorney).

642/ Act approved Mar. 21, 1967, ch. 206, § 1, 1967 Wash. Laws
1038, 1038-39 (codified as amended at Wash. Rev. Code Ann.
§ 87.02,015 (Supp. 1988)).

643/ Wash. Rev, Code Ann. & 87.03.47%5 (1962) ({(current wversion
at Wash. Rev. Code ann. § 87.03.475 (Supp. 1988}).

¢44/ E.gq., letter from Bert L, Metzger, Jr. to Joseph Custer
{Jan. 25, 1974} {letter to Vera General Manager setting
forth M"the reascon for the necessity of passage" of
amendment to the statutes pertaining to irrigation
districts and stating that the statutes pertaining to
contracts for the sale of energy to last for more than 10
years and to the amount of "debt or liability™ an
irrigation District could incur “gave rise to questions as
to the irrigation districts!'! legal authority to enter into
such [net billing] agreements" and that, therefore, Wood
Dawson and Houghton Cluck “were unable to render an
ungualified legal opinion as to the validity of the
irrigation district's Net Billing Agreement™}. (SEC Exh.
1611.)

645/ E.d., letter from Bert L. Metzger, Jr. to Ron Wendel 2
{Fuly 9, 1974} (letter to BPA attorney setting forth "a
recapitulation of items which must be corrected in
connection with future financing" for Project No. 1,
which, among other things, meant that Rural's "by-laws
must be amended to eliminate the debt limitatian
restrictions"). (SEC Exh. 1017, included in SEC Exh. 1488,)
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"The board of Directors shall not incur indebtedness in excess
of the amount egual to the sum of 40% of the teotal assets of
the association without first obtaining autherization of the
zembers." 646/ |

Counsel sought to have changes made tc the statute,
charter, or by-laws provision applicable to the three utilities
as to which these problems were uncovered., 647/ These efforts
were unsuccessful. &s a result, the firms excluded the net
Pilling agreements of these three utilities, as well as those
of other utilities as to which problems were noted and

outstanding 648/ from the opinions on agreements that they

646/ Rural Electric Company By-laws art. III, § 5 (revised Mar.
1953, as amended through Jan. 19, 1966}. There was no
vote taken by Rural's membership with respect to Rural's
participation in any of the net killed Projects or
Projects Nos. 4 and 5, Larry R. Duff SEC tr. at 44, 109
{Dec. 4 and 5, 1984).

647/ E.g., letter from Bert L, Metzger, Jr. toc Ron Wendel (July
9, 1974) (letter to BPA attorney setting forth "a
recapitulation of items which must be corrected in
connection with future financing" for Project Ho. 1).

{5EC Exh. 1017, included in SE£ Exh. 14B8.,}

Drain and Milton-Freewater were on certain of the lists
prepared in connection with the firms' opinions on net
billing agreements. E.d., document entitled "Participants
Not Approved WPPSS Series 1973 Nates" and "Participants
Mot Approved WPPSS Series 1974 Hotes" WD 101748 (Wood
DPawson list prepared in connection with opinions on
Project No, 1 net billing agreements listing Drain and
Milton-Freewater under the heading of "debt problems").
fMDS Exh. 15267.) It appears that the firms included the
net-billing agreements of these cities in at least some
of the firms' opinions on net billing agreements. Sea id.
at WD 101747, WD 101748. (MDL Exh. 15267.) Both cities,
however, had charter debt limits similar to that of
Cascade Locks. Compare Drain Charter of 1954 ch., X § 421;
Milton-Freewater Charter ch. X, § 2 with Municipal Charter
{centinued. ..}

2
2
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rendered for the note issuef{s) and the bhond issues for each

project. 648/ 1In each copinion, sach law firm simply stated, as

it would do for Projects Nos. 4 and 5, that it had "examined

into the wvalidity" of the number of agreements included in the

opinion. 650/ The firms did not disclose that they were

unwilling to eopine that certain additional agreemenis were

648/ {...continued}

649/

&50/

of 1356 for Cascade LocKks ch. X, § 40 (Sept. 12, 1956).
It is unclear why the agreements of Drain and HMilton-
Freaewater were treated in a manner that was inconsistent
with the agreements of Cascade Locks.

Wood Dawson and Houghton Cluck ultimately opined that 34
Project HNo. 2 net billing agreements, providing for the
disposition of 97.638% of the potential electrical cutput
were valid and enforceable. E.q., letter from Houghton
Cluck Coughlin & Riley to Board of Directors, Washington
Publiec Power Supply System (July 11, 1973} {(opinion on
agreements}. (SEC Exh, 1424.} The firms ultimately
opined that %2 of the NHo. 1 net billing agreementsz, as
amended (in connection with a decision to change the
location of Project No. 1, each Project No. 1 Participant
entered into an agreement amending its net billing
agreoment}, providing for the digposition of 65.50% of the
potaential electrical output through June 30, 198&, £5.53%
through June 30, 1996, and 97.04% thereafter, were valid
and enforceable. E.g., letter from Houghton Cluck
Coughlin & Riley to Board of Directeors, Washington Public
Power Supply System {(Oct. 1, 197%) f(opinion on
agreements). (MDL Exh. 15172.) (The reason for the
different percentages was that the BPA had entered into an
exchange agreement with each of five private utilities
pursuant to which, pricr to July 19928, those utilities
were to purchase and exchange portions of patential
electrical ocutput). Finally, the firms ultimately opined
that 88 of the Ho. 3 net billing agreements, providing for
the disposition of 95.5256% of the potential electrical
cutput, were valid and enforceable. E.g., letter from
Wood Dawsonh Love & Sabatine to Beard of Directors,
Washington Public Power BSupply System (Dec. 17, 1375}
{opinion on agreements}. (MDL Exh. 15173.}

E.q., letter from Wood Dawscn Love & Sabatine to Board of

Directors, Washington Public Power Supply Systeém (Dec. 17,
1975) {opinion on agreements)., (MDL Exh. 15173.)
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valid and enforceable or even that they had looked inte those

agreements, £51/

2. Authority Problems as to 10 of the Participants in
ojects Nos., 4 and 5 Whose cements the Counsel

Excluded from the Opinions

In connection with Projects Hog. 4 and &5, counsel again
maintained check-lists and lists of Participants whose
Agreements the firms excluded from their opinions. The
decuments identify the Participants whose Agreements the firms
excluded and the issues that led te the exclusions. The firms
excluded 10 Agreements because of authority problems and 6
Agreements because of proccdural problems. 652/ The 10
Participants whose Participants' Agreements the firms excluded
from the opinions they rendered for the sales of the long-term
honds bhecause of authority preoblems were the five utilities as

to which problems had been identified in connection with net

651/ This was not the first time that counsel opined on fewer

than all of the agreements and failed to discleose problems

as to additional agreements. In 1963, in connection with

the Hanford Project, Wood Dawson and Houghton Cluck opined
on the exchange agreements of 25 of the 76 participants in

that project. Those 25 agreements accounted for the
purchase and exchange of 91.478% of the output of the
Hanford Froject. Letter from Wood King Dawson & Logan to
Board of Directors, Washington Public Power Supply System
1-2 {May 27, 1963) (aepinion on agreements) (MDI Exh.
15158); letter from Houghton Cluck Coughlin & Schubat to

Board of Directors, Washington, Public Power Supply System

1-2 (May 27, 1962). (MDL Exh. 15159.)

652/ Document entitled "WPP5S #4-5 Participants' Agreement [-]
NOT AFPROVED"™ (2} - (3). ({SEC Exh. 1551, included, with
different page sequence, in SEC Exhs. 1136, 1127). These

procedural problemns were corrected subseguent to the
opinion letters for the first long-term bond issue.
Counsel did not amend their letters to reflect this
change. See infra Part IV C7 & note 724.

- 337 -



billed projects -- Cascade Locks, Drain, Milton-Freewater,
Vera, and Rural -- and the five Idaho cities that participated
in the projects. 653/ The Participants whese Agreements werse
excluded because of procedural problems were six rural electric
cocperatives. 654/

s set forth on a list entitled "WPPSS §4-% Participants’
Agreenent [-] Not Approved,™ 655/ which a Wood Dawson attorney
prepared, £56/ the Agreements of ten Participants were excluded
because of the following authority issues £57/: the Agreements
of Cascade Locks, Drain, and Milton-Freewater were excluded
because of "Charter debt"; the Agreement of Vera was excluded
because of "no Stat[utory]. Auth[ority]"; the Agreement of

Rural was excluded because of "hylaw debt limit"; and the

53/ Document entitled "WPPSS #4-5 Participants' Agreement [-]
NOT APPROVEDY (2)-(3). (SEC Exh. 1551, included, with
different page seguence, in SEC Exhs. 1136, 1137.)

3

654/ 14, at (2).

655/ (SEC Exh. 1551, included, with different page sequence, in
SEC Exh=., 1136, 1137.]

656/ Steven I. Turner SEC tr. at 284-25 (May 24, 1685)
(testimony of Wood Dawszon attorney). Metzger prepared
part of the heading on the document. Id, at 285.

657/ Previously, the firms excluded the Qption Agreements of

thege 10 Participants from the opinions on Option
Participants that they had rendered in connection with the
sale of the development bondz., See, e.q., Wood Dawson
Option Agreement check-list WD 101689, WD 101692-94, WD
101702. ({SEC Exhs. 1126-27, 1129.)
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Agreements of the lIdaho cities were excludad becausge of
"Constitution debt", gS8/

The Idaho Constitution's debt limit provision, which
caused the authority preblem for theose Participants, limited
the amount of "indebtedness, or liabiiity" that municipal
corpotrations could incur, but provided that the limit did not
apply to “erdinary and necessary expenses authorized by the

general laws of the state". 659/ According to O'Brien, because

668/ Document entitied “"WPPSS #4-5 Participants' Agreement [-]
NOT APPROVED™ (2)-{(3). In testimony, C'Brien stated that
he thought that Wood Dawson did not want to include Vera's
Participants' Agreement simply to be consistent with what
had been done with respect to Vera's net billing
agreements, gee supra Part IV C1. The statute limiting
the amcunt of "deht or liakility" an irrigation district
ceuld incur, however, would have had a bearing con Vera's
authority to participate in Projects Meos. 4 and 5.
Moreover, notations for Vera that a Wood Dawson attorney,
Stephen I, Turner, made con the list of Participants whose
Participants' Agreements were not approved, and on other
documents, are inconsistent with O'Brien's testimony. For
example, on the Wood Dawscn check-list for option
Agreenment documentation, Turner wrote next to Vera's names:
"Hot Approvable - NO STATUTORY AUTHORITY"™. Wood Dawson
Option Agreement check-list WD 101702. {SEC Exh. 1126-27,
1129.% ‘Turner contended that this notation did not
represent a conclusion by him but "just represents the
guestions on their authority™. Stephen I. Turner SEC tr.
at 191 (May 24, 19B5). According to Turner, neither he
nor, to his knowledyge, anyone else concluded that Vera
lacked authority to enhter into the Participantst
Agreement. Id. at 1%21-96. He said that questions as to
Vera's authority remained, and, because the firms were not
required to include all 88 Agrecments in their opinions,
it was not necessary to reach a conclusion. Id. at 191-
94. Turner's explanation is inconsistent with O'Brien's
testimony that Vera's Participants’' Agreement was excluded
just to be consistent with the exclusion of Vera's net
hilling agreements from the copiniens on net billing agreements.

&89,/ Idaho Const. art VIiIT, § 3 (1972, amended 1976). In
November 1976, this provision was amended, but the
{continued...}
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the obligations under the take-or-pay provision of the
Participants' Agreement constituted an "indebtedness, or
liability," the relevant ingquiry for Wood Dawscon was whether
the chligations of the Idaho city Participants were "ordinary
and necessary expenseshW, |

0'Brien testified that he thought that, given the cities’
long-standing authority to distribute electricity, together
with the forecast of power deficiency, the cases intgrprgting
the "ordinary and necessary expenses" exception supported
participation in the projects by Idaho cities. &60/ However,
because the cases indicated that the determination whether an
expenditure constituted "ordinary and necessary expenses'
largely was a question of fact, O'Brien believed the cases
"did not reach the state of certainty that would permit us to
render an coplnion with resgpect to the Idaho [Plartici-
pants". 661/

Hetzger, in his testimony to the staff, stated that
Houghton Cluck was confident of the Idaho cities! authority.
He stated that Houghton Cluck was prepared to include the
Option Agreements of the Idaho city Option Participants in its
opinien on Option Agreements and the Participants' Agreements

aof the Idahc city Participants in its opinions on agreements

659 /(...continuead)
portions pertaining to the authority of Idaho cities to
participate in the prejects were not changed.

660/ Brendan O'Brien SEC tr. at 760-61 (June &, 1985).

6617 Id. at 760, TE&8.
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for the sales of the long-term bonds. 662/ He testified
further that those Agreements were excluded only because Wood

Dawson was not prepared to include them in its opinions. 663/

562/ Bert L. Metzger, Jr., SEC tr. at 1175 (Feb. 20, 19B&).

663/ Id. To show that Houghton Cluck was prepared to include
agreements of Idaho city Participants in its opinions on
Projects Nos. 4 and 5 agreements, Metzger referred to a
1975 letter and two 1376 letters that he wrote to the
Supply System's Managing Director. According to Metzger,
the letters were to give the Managing Director some
assurance that there were Agreements that would support
the Supply System's assumption of commitments beyond the
funds that were availabkle at the times at which the
letters were written. Bert L. Metzger, Jr. SEC tr. at
1458 (Feb. 24, 1986}, It appears that the Optien
Agreements of the Idahe city Option Participants were
included in the 1975 letter to the Managing Director. 3See
letter from Bert L. Metzger, Jr. to Washington Public
Power Supply System 1-2 (July 22, 1975)] {letter to
Managing Director that the governing bodies of Opticn
Participants having options to purchase an amount of
Project Capability greater than the amount reserved to the
Idaho city Option Participants had authority to enter into
the Option Agreement) (SEC Exh, 1517}); document entitled
"Ho approval Mng. [Manager's] Opin. [Cpinion] & Bond Opin.
[Opinion]™ 12020275 (Houghton Cluck list apparently of
Option Farticipants whose Option Agreements were excluded
from the 1975 letter to the Managing Director and the
additiecnal Opticn Participants whose Agreements were
excluded from the opinions rendered in connection with the
gsale of the development bonds) [hereinafter Excluded
Option Agreements List] (SEC Exh. 1530).

However, it also appears that the firm included Option
Agreements of Optiaon Participants as to which it had
identified an authority problem. For example, a list that
apparently shows the Option Participants whose Option
Agreements were excluded from the letter to the Managing
Director and the additional Option Participants whose
Agreenents were excluded from the opinions rendered in
conhection the sale of the development bonds, which
Matzger prepared, Bert L. Metzger, Jr. SEC tr. at 1364
{Feb. 24, 12286}, shows that Metzger included the Option
Agreement of Cascade Locks in the letter tc the Managing
Director, Excluded Opticon Agreements List, supra note 663,
at 12020375. Cascade Locks was an QOregon city whose
{continued. ..)
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However, in prior testimony Metzger, when asked whether,

at the time the opinion letters were rendered, he had any'

reason to believe the Idaha City Participants did not have

authority to execute the Participants' Agreements, stated:

*We did not conclude that the Idaho Cities did hawve authority

but we reached no conclusion that they didn't have authority

. +« We never reached a conclusion on that . . . . I never

G340 .. .continued]

charter debt limit had caused Houghtcon Cluck to note a
problem with the City's authority to enter into net
billing agreements, e.q., Document entitled "S5 #3," at
{1) (Houghton Cluck list of certain Project No. 2
Participants with reference to Cascade Locks and its
charter debt limit under heading of "Authority defects")
{included in SEC Exh. 1492), and with the City's authority
to enter into the Option Agreement, document entitled
"WPPSS Nuclear Projects Nos. 4 and 5 and Skagit Project
Check-1list™ 12020293 (Houghteon Cluck Option Agreement
check-1list with notation of an authority problem for
Cascade Locks) (SEC Exh. 1529). Under these
circumstances, the 1575 letter to the Managing Directer
does not establish that Houghton Cluck had concluded that
the Idaho city Option Participants had authority to enter
into the Option Agreement such that it was prepared to
include those cities' Agreements in the firm's opinion
for the development bonds sale.

The two 1976 letters to the Managing Director reference
the Participants! Agreements of Participants on a list
attached to the first of the letters. E.d., Letter from
BPert L. Metzger, Jr. to J.J. Stein 1 (July 13, 1376} .

{(SEC Exh. 1542.) The list, however apparently is ne
longer in existence. Bert L. Metzger, Jr. SEC tr. at 145%
{(Feb. 24, 1986) (statement of counsel for Metzger).
Accordingly, even if these letters otherwise could be s=en
as showing the Participants' Agreements that Houghton
Cluck was prepared to include in itz opinions for the
sales of the long-term bondz, there is no way to

determine from the letters whether Houghton Cluck was
prepared to include the Agreements of the Idaho city
Participants in those opinions.
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reached a conclusion gne way or the other on the Tdaho Cities." 664/
Moreover, on January 17, 197%, Cluck sent a letter ta the
Supply System's house counsel in which he stated: "We are
continuing review of some serious legal guestions and further
revisions of the [draft Option Agreement] encleosure." £65/
Metzger testified that he had no recollecticn of what those
"serious legal guestions® were. &66/ Three days after the
letter, however, Metzger had a telephone conversation with
O'Brien. 667/ HNotez of that conversation, which ©'Brien made, 668/
provide:

Jack's thinking - default provision have Wa[shingtonj

§ Creg[on] underwrite each other Co[-]ops -

underwrite each other or everyhbody

Idahos should net be allowed in. 669/

664/ Bert L. Metzger, Jr. Chemical Bank tr. a2t 18-19 (ARug. 5,
19833 .

£65,/ Letter from Jack R. Clugck to Richard Quigley 1 (Jan. 17,
19758). (SEC Exhs. 1123, 1392, 13%3). Houghton Cluck's
billing statement to the Supply System for this time has
entries for Metzger and Cluck for such matters as
"Ielenference with Mr. Cluck re analysis of legal problems
regarding non-menber temporary financing,"™ and "“research

re Idaho leoan of credit restrictions". Houghton Cluck
killing statement to Supply System for January 1975 work
12942196, 12942198 (Feb. 13, 1975). (SEC Exh. 1511.)
566/ Bert L. Metzger, Jr. SEC tr, at 1013 (Feb. 13, 1986).
667/ See Houghton Cluck billing statement to Supply System for
January 1975 work 12942198, (5EC Exh. 1511.)
£68/ Brendan O'Brien SEC tr. at 156 (Apr. 11, 1985).
669/ O'Brien notes of telephone conversation with Metzger (1)

(Jan. 20, 1975%). (SEC Exh. 109&.)
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O'Brien testified that he made these notes in connection with
Projects Nos. 4 and 5 and that they seemed to be a report of
what Metzger was saying. 670/ To CG'Brien, the reference to the
Idahc cities "means that he [Metzger or Cluck] deoes neot think
that the Idahe municipalit[ies] should be allowed to
participate”. 571/ Metzger said he 4id net recall the
conversation. 672/

Three days after the telephone conversation with O!'Brien,
Metzger sent a letter to O'Brien, Love, and representatives of
the Supply System and Blyth enclesing a summary of the Option
Rgreement. §73/ Part of that summary identified who. the
parties to the Agreement were and were not to be: "Supply
System and all preference customers except Idaho cities,
Washington irrigation districts, certain co~ops with debt
restrictionz in bylaws (East End, Farmers, Riverside and Rural

Electric) and Cascade Locks (debt restriction in:

charter)." &£74/ Metzger maintained that he had no recollection
670/ Brendan O'Brien SEC tr. at 158 {(Apr. 11, 1975).

6dl,/ Id.

672/ Bert L. Metzger, Jr. S5EC tr. at 1015-16 (Feb. 19, 198&).

=)
]
e

Letter from Bert L. Metzger, Jr. to LeRoy Love, Brendan
O'Brien, Richard Quigley, William F. Morgan {Jan. 23,
1975). (SEC Exh. 1121, included in SEC Exh. 151333.)
Houghton Cluck's billing statements to the Sypply System
show that Met:ger worked on the summary. Houghton Cluck
billing statement to Supply System for January 1975 work
12542199 {Feb., 13, 1975) (SEC Exh. 1511.)

674/ Document entitled "Washington Public Power Supply System

Nuclear Projects Hos. 4 and 5 Summary of Preferance
{continued. ..}
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whether there was any response to this lettar or whether there
were discussicons on execluding as signatories to the Option
Agreement and/or the Participants' Agreement the named
preference customers. 675/

The summary of the Option Agreement was distributed at a
January 21, 1975 meeting of the PPC Executive Committee, 676/
which Metzger attended, 677/ and then discussed at a January 27
meeting of the PPC Contract Steering Committee 678/. In a
subzegquent letter to the PPFC Géneral Manager, the attorney for
the PPC, Herman A. S5toll, noted that the summary had been
distributed and discussed and stated:

As pointed out in the above mentioned
Ysummary', we anticipate that all
preference customers will sign, except for
certain very small utilities we have
identified as being subject to certain

legal limitations which made that
impossible, and for whom we hope we

674/ (...continued)
Customers' Option and Services Agreement" 1 (Jan. 23,
1575). (SEC Exh. 1179, included in SEC Exhs. 1121, 1513}.

Bert L. Metzger, Jr. SEC tr. at 1024-25 (Feb. 19, 198&).

675/

676/ Letter from Norman &. Stoll te R. Ken Dyar 1 {Feb. 7,
1875} (letter from FPC attorney to PPC General Manager).
{SEC Exhs. 1176, 1514.)

677/ See Houghton Cluck billing statement te Supply System for
January 1975 work 12942199 (Fek. 13, 1975). (SEC Exh.
1511.)

478/ Letter from Normah A. Stoll te R. Ken Dyar 1 (Feb. 7,
1978) {letter from PPC attorney toc PPL General
Manager}. (SEC Exhs. 1176, 1514.])

!
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eventually can Somehow make arrangements
for their future power supply. £72/

However, notwithstanding the indication that the Idaho cities
and the others referenced in the summary were to be sucluded
because of legal limitations, most of those mentioned in the
summary, the Idahc cities, Vera, Rural, and Cascade Locks,

signed both the Option and Participants' Agreements. &30/

679/ Letter from Norman A. Stoll to R. Ken Dyaf 2 (Feb. 7,
1975). (SEC Exhs. 1176, 1514.)

680/ Following termination, the Idahc Supreme Court later
daclared the Idaho cities' Participants' Agreements void
in Asseon v, City of Burley, 105 Idaheo 432, 670 P.2d B39
(1983), gert. denied, 469 U.S. 870 (1%84). The court
based its holding on the conclusion that the cbligations
of the Idaho cities under the Participants' Agreement did
not fall within the exception to the debt limit provision
for "ordinary and necessary eXpenses authorized by the
general laws of the state.™ 105 Idahe at 443, &70 P.24 at
B50. In reaching this result, the court reasoned that the
obligations were not “ordinary" because the Participants!
Agreement

was a colossal undertaking, fraught with
financial risk. It was open—-ended: the
citie=s could not havé known what their
ultimate dabt or liability would ba. One
cannst stretch the meaning of 'ordinary' to
include an expense for which thers could
not be, until years later, certainty of
limits. The funding agreement left the
Idaho cities with extensive indebtedness --
yet no ownership, and minimal centrol, and
only the possibility of electricity.

Id., 670 P.2d at 850,

The court further reascned that execution of the
Participants' Agreement was not auwthorized by the "general
laws of the state". Idaho cities had the authority to
purchase power and tc acquire and construct generating
facilities. Xd., 670 P.2d at 850. The court, however,
could

{continued...)
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3. Poclicy Reasons Why the Tdaho Cities and Others Were

Hot Excluded

Despite legal uncertainties and the small amount of the
Project Capability purchased by the 10 Participants whose
Agreements were excluded because of authority questions, these
10 Participants were not excluded from the projects. The
principal resson appears to have beean the desire by many of
those invelved in the projects for regional participation. It
was thought that bhroad regional participation would facilitate
Congressional support for federal legislation enabling the BPA
to acgquire the proiects' Project Capaklility. BPA acquisition
would have meant that the costs and risks of the projects
could be spread throughout the Pacific Northwest to all of
BPA's customers, similar te net=hilling, rather than imposing

those burdens seclely on the Participants.

680/¢. . .continued)
find no statutory authorization for the
purchase of ‘project capability' where such
purchase comprehends the payment cof long-
term indebtedness for which no ownership
interest is acquired. The municipality is
neither acguiring, owning, maintaining, or
operating a plant, nor purchasing
electrical power.

14., 670 P.2d at 850. Instead, the Idaho cities simply
were "underwriting another entity's indebtedness in return
for merely the pessibility of electricity". Id., 670 P.2d
at 850. This reasoning why execution of the Agreement was
not authorized by the "general laws of the state" is
similar to the reasocning of the Washington Supreme Court
in Chemical Bank I why the execution of the Participants’
Agreement by the Washington c¢ity, town, and PUD
Participants was not authorized by the Washingteon
statutes.
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BPA acdquisition was expected by major Participants in the
projects., The then Regional Selicitor for the Department of
the Interior testified that, in 1975, there waz discussion "of
trying to obtain some additiconal authority fer Bonneville to
acquire needed resources", £Bl/ According to representatives
of some of the Participants, "the entire top staff of
Bonneville® &82/ had expressed the expectation of being able to
acquire the Project Capability of Projects Nos. 4 and 5, which,
like the output from the net billed prodjects, then would hecome
available to serve the needs of the entire region. 683/ 1In
fact, some viewed the Option and Participants' Agreements as an
"intermediate step" to the regionalization of the projects,
which would require federal legislation. 6847

The Supply System supported the concept of regicnali-

zation, and was aware of the need for regional suppert to

681/ Robert E. Ratcliffe SEC tr. at 110 (Sept. 13, 1985).

B2/ Robert L. McKinney SEC tr. at 220 (July 30,
1985} {testimony of Gengral Manager of Public Utility
District No. 1 of Cowlitz County, Washington and an active
participant in developing proposals for Phase 2, which
included Projects Hos. 4 and 5).

683/ E.q., id. at 119-27, 220-21.

684/ Robert L., McKinney SEC tr. at 119-24 (July 30, 1%85):! see
alson Paul J. Molan 5EC tr. at 167-69 (Cct. 2, 1985)
(testimany of then Deputy City Attorney and subsequent
Director of Utilities of Tacoma that "the idea was how can
you go into the program and still ultimately get to that
solution where Bonneville backs up the projects" and that
"the intent was to keep the projects as similar as
possible to what had happened bafore in the pattern of
marketing, and ultimately there would be statutory
authority for Bonneville to acquire the cutput").
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accomplish that objective. In July 1975, there was a proposal
for the BPA to cbtain authorization for the "direct purchase of

power limited o the current public portien of plants in the

WPFS5S Phase II [which included Projects Hos. 4 and 5] package"™. 5685/

That proposal was discussed at meetings of a PPC comnittee
established to investigate the measures that would be needed to
enable the BPA to purchase power. In a memcorandum reporting on
thoze meetings, the Supply System’s Manager of Planning and
Analysis stated that the BPA officials “stress[ed] it would
have to have unified support of all the regicnal utilities and
power users and might even need the blessings of national
private power organizations, or at least ho active resistance
from such groups". 686/ While encouraging continued work on
the Participants' Agreement, the Manager of Planning and
Analysis advised that "WPPSS has a strong interest in the
development of direct purchase as a possible alternative to the
direct contract between WPPSS and participants, and that this
alternative should be vigorously pursued in order that the
participants might have a choice by the end of the year." 687/

Participation in Projects Nos. 4 and 5 by Idahc cities and
Oregon cities and PUDs was viewed as esszential for the support

af the congressional representatives from Idaho and Cregon for

685/ Inter Office Memorandum from H.R. Kosmata toe J.J. Stein 1
{July 24, 1875] (memcrandum from Supply System Manager of
Planning and Analysis).

a86/ Id.

a7/ Id. at 2.
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legislatioﬁ giving the BPA power purchase authority. Indeed,
the General Manager of the Participant that acquired the
largest share of Project Capability testified that regional
support was so important that, if Idaho utilities had not
participated, his utility would not have participated. 688/

4. Counsel Docide Against a Test Case To Determine the
Idaho Cities' Authority

A test case could have been brought to resolve the
authority questions relating to the Idaho ¢ities. Unlike the

situation as teo the Washington Municipal Corporation

688/ Robert L. McKinney SEC tr. at 129-30 (July 30, 1985)
(testifying:

It was my feeling, and I would have to
judge who was in and who was out at any
time, but if I ever determined that we
didn't have a broad enough base from which
to build a regional consensus, and that
means two Senators from Oregon, two
Senators from Idaho, two Senators from
Montana, two Senators, and then a whole
flock of Congressmen -- it's hard for me to
think that the State of Idaha's two
Senaters would get very much concern in a
Bonneville legislation if none of their
constituency was involved in the projects,

* k x *

Now, 1if Snchomish and Seattle and
Tacoma had dropped cut, we would never have
signed, even if it added up to 100 percent.
If nobody in Oregon signed with two
Senators and their Congressmen down there =~
- if we got no participation in Oregon on
4, 5, we would never have signed.

* k & &

If no one in Idaho had signed, we
wouldn't have signed.).
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Participants discussed above, consideration was given to the
possibility of a test case. Discussion of that opticon tock
place at a meeting in Portiand on March 31, 1975. Attending
that meeting were attorneys representing Bonners Ferry and
Idaho Falls, Idaho, representatives of other Idaho cities, and
Metzger, Hittle, S5toll, and others. €83/ At that meeting, the

participants seem to have decided at least tentatively to

bring a test suit. 690/

689/ See memorandum from Peter B. Wilson to all the Citles
(Aapr., 2, 1975). (MDL Exh. 7247.) Bonners Ferry and Idaho
Falls were Participants in Projects WNos. 4 and 5.

690/ See letter from A.L. Smith to Peter B. Wilson 1 (Apr. 7,
1975} ({SEC Exhs. 1021, 1279) (letter from Idaho Falls
attorney to Bonners Ferry attorney}; letter from Norman A.
Stoll to R. Ken Dyar 4 (Apr. 4, 1975) (letter to PPC
General Manager) (SEC Exh. 1148). Metzger testified that
he did not recall the meesting, Bert L, Metzger, Jr. SEC
tr. at 1149 (Feb. 20, 1986}, but among his notes are notes
concerning a test case that he thought he took at the
meeting, id. at 552 (Feb., 12, 1986). Those notes provide:

1. Timing gquesticon
file after Option financing
for dec[ision]. before perm[anent]}. financing

2. issues - Agreements (Partf{icipant?)
only[?7]
constitutional & legal

3. factg - differ as to under 25 MW [megawatts]
and over 25 MW?

4. Will pendency affect power to finance?

5. Who will prepare 1lst draft of
complaints.

Metzger handwritten notes 12401824. (Included in SEC Exh.
1456.)
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Despite that decision, Houghton Cluck, and possibly Wood
Dawson, apparently decided against a test case. 691/ Houghton
Cluck's billing statements for the days feollowing the meeting
show that Metzger had "conferences with Mr. Cluck re Idaho
cities legal problems," telerhone converzations with 0'Brien
and Stoll on thase problems, and telephone conversations with
the attorneys for Bonners Ferry and Idahe Falls. 692/ Met:zger,
O'Brien and Stoll testified that they did not recall those

conversaticns, £93/ The Bonners Ferry attorney, however,

691/ See letter from A.L. Smith to Peter B. Wilson 1 (Apr. 7,
1975) (letter in which Idaho Falls attorney stated to
Bonmers Ferry attorney: "I know that you have been advised
that bond counsel for WPPSS does not want a test case at
all during this peried of time. This iz somewhat at
variance with the deciszion we arrived at tentatively in
Portland . . . ."} (SEC Exhs. 1021, 1270); letter from
Horman A. S5toll to R. Ken Dyar 4 [(Apr. 4, 1975} ({letter to
PPC General Manager stating:

I also should advise you that, following the
meeting we had the other day with the Idahe
representatives, we had some further discussion
concerning the possibility of initiating test
litigation with respect to the Idaho
municipalities. Although I think that all of
the lawyers concerned with this matter are very
confident as to the likely success of such
litigation, for warious reasons we have now
concluded that it would be inadvizable to embark
on this course.).

(SEC Exh. 1148.}

692/ Heughton Cluck billing statement to Supply Sysztem for
April 1975 work 12942007, 12942008 (May 12, 1975). (SEC
Exh. 1516.)

£93/ Bert L., Metzger, Jr. SEC tr. at 1153-54, 1165-67, 1211-13
Feb. 20, 198s6); Brendan O'Brien SEC tr. at 743-44 (June
£, 19885}; Morman A. Stell SEC tr. at 280-81 {(Jan. 2,
1986) .
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testified that Metzger told him that the Supply System and the
BPA did not want a test case. 694/ The Idaho Falls attorney
provided more detailed testimony. He stated that, prior to
speakiﬁg with Metzger, he had reviewed a draft of the
Participants' Agreement and had concerns about the way it might
be interpreted and, therefore, suggested that a test case be
brought. £95/ He said that, in response,

Bert Metzger said to me then 'HNo. We don't

have time for it. We can't -- it would

throw the whole thing inte a tailspin,' or
words to that effect, that there's no

chance. 'You couldn't sell any bonds at
all until that gets back from ycour Supreme
Court.'

and I think we discussed how long it
tock for a case to get back from the Idaho
Supreme Court. And at that time it was
quite ajjwhile, sSometimes two or three
years.

And I was told, 'Noa. We do not need
it, and do not do that. Don't get a test
case., "A96/

according to the Idaho Falls attorney, Metzger further told him
that Idaho cities had authority to enter into the Participants'

Agreement and that, even if a court subsequently were to decide

694/ Peter B, Wilson SEC tr. at 127 (Feb. 7, 1385); Peter B.
Wilson Chemical Bank tr. at 96-97 {(Apr. 7, 1883).

695/ Arthur L. Smith SEC tr. at 152 (¥eb. &, 1985).

656/ Id., at 193 (Feb. &, 1985}.

- 352 -



otherwise, the Idaho Falls attorney should not worry because
the Idaho city Participants would not have to pay. £97/

The authority issue was alsc discusséd at a May 1, 1975
neeting in Boise that Metzder, attorneys for Idaho cities, and
others attended, Metzger said that he recalled that he
reviewed provisions of the Option Agreement and/or

Participants' Agreement but that he did not recall anything

6977 Id. at 220-21 (testifying:

[Hle kept =aying, 'You worry toc
much, ' or words to that effect. 'You have
authority. Let's not hold this show up,’
or whatever, words toc that effect. 'Yau
can't have a test case because it will
surely hold the wheole thing up.'!

ind then he finally got into this
statement, ‘What are you worried about? 1If
you didn't have authority, you wouldn't be
liable anyway. So why are you holding the
show up?’

and this conversation was in more than
-- this was more than once, because I was
always asking Bert hefore the Boise
meeting, before we signed the {¢]ption
(Algreement. And then, of course, later I
talked to him before we szigned the
[Plarticipants' [Algreemant: 'What do you
know, Bert?' You know, What have you heard
from the cther utilities? Have you heard
any reason why we don't have authority or
that they don't have authority?’

Always the word came back, 'art, ne;
it looks good. You've got autheority. We
don't need a test case. Just get signed up
here.' It was kind of a sales pitch.

and frankly, I guess I worried about
it, that he didn't go into it, that he
wouldn't get off that theme. But that was
the theme he was on.).
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else about the wmeeting. €98/ Atterneys for some of the Idaho
citles, however, took notes of the meeting. One of those who
took notes was the attorney for Heyburn, Idaho, a Projects Nos.
4 and 5 Participant. In his notes, the attorney wrote:

"felven if unenforceable -- WPPSS the lof]ser because Idaho
court held that counldn't enforce contract —-- this leave{s] only
individual councilmen liable but if they have studied
individually and relied on attorney's opinion they [are]
probably =afe." 699/ Testifying on his notes, the attorney
sﬁid that, at the nmeeting, Metzyger stated that

there was no[] Idaho case directly inpoint
on the issue. And then he made reference
to some cases. And in a couple of
cccasions he made reference teo what those
cages involved. And then he had made some
reference to the fact that, well even if
[the Agreement) were invalid, Washington
Public Power Supply would be the loser
because under Idahc law if the city has na
anthority to enter into the agreement, it
is tnvalid and cannot be enforced by other
parties, And so therefore, in [e]ffect the
inference I drew from what he was saying is
why should you be concerned about it. It
doesn't make any difference. 2all we want
you to deo is give an opinieon to your client
that says they have authority. They
[Metzger] had already reached their own
conclusion as to whether or not they had
authority so they really weren't interested
in our opinion on it. 700/

888/ Bert L. Metzger, Jr. SEC tr., at 1231-34 (Feb. 20, 1%56).

699/ Document entitled "Transcription cf Notes Pertaining to
Heyburn Execution of Power Agreements" TUQOQ03846. (SEC

Exh. 29%.)
700/ Peter G. Snow SEC tr. at 62-63 (Dec. 7, 1984)., One of the
documents Wood Dawson requestaed in connection with its

fcontinued. ..}
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The attorney's notes also make reference to a dizcussion of a

test

was 1

case. 701/ The attorney recalled being told that there

nsufficient time for such a sdit. 702/

700/ (..

E

.cantinued)

opinions on agreements for each rote or bond issue was an
opinicn from the counsel for each participant that the
agreement of the counsel's client, inter alia, was valid
and enforceable. A sample opinion, essentially enabling
the atterney to fill in blanks, then was provided to 2ach
participant. Ses supra Part IV C1. Consisteént with this
practice, each Option Participant was provided with a
gample opinion pertaining teo the Option Agreement and each
Participant was provided with a sample opinion pertaining
te the Participants' Agreement. E.q., memorandum from
J.J. S5tein to All Parties to the Option and Services
Agreement (Apr. 15, 1976} (wemorandum from Supply System
Manacging Director enclosing sample cpinion and other
FParticipants' aAgreement documents). Counsel for éach
Option Participant rendered the regquested cpinion that the
Option Agreement of the counsel’s client, inter alia, was
valld and enforceable, and, likewise, counsel for =ach
Participant rendered the requested opinion that, inter
alia, the Participants' Agreement of the counsel's client
was valid and enforceable. Coppare, e.d., document
entitled "Sample Opinion of Counsel (WPPS5 Participants!
adgreement)® (SEC Exh. 304) with letter from A.L. Smith to
City of Idaho Falls, Idaho (July 14, 1976} (epinion letter
of Idahc Palls attorney on Idaho Falls' Participants'
Agreerpent) ({(SEC Exh. 1022). It was these opinions to
which the Heyburn attorney apparently was referring in his
testimony. :

Document entitled "Transaction of Notes Pertalning to
Heyburn Execution of Power Sales Agreements" TUOCD03I846.
{SEC Exh. 29%9.)

Peter G, Snow SEC tr. at &8 (Dec. 4, 1984); see also
William A. Parsons SEC tr. at 79 (Dec. 6, 1984} (testimony
of attorney for Burley, Idaho, another Participant in
Projects Nos. 4 and B, that Idaho ¢ity representatives
were told there was insufficient time for a test case).
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5. Counsels?! Testimony as to The Standards for
Determining Whether To Include an Agreement in an

Opinion

O'Brien maintained that Wood Dawson was willing to include

an agreement in its opinions only if it concluded that “"the
authority waz clear and that a reascnable court could not come
Lo another cenclusion —-- ketter conclusion," by which he meant
that the firm "had reached the conclusion that it was not a
doubtful question to anyone having reviewed the law™. 703/
Metzger, when asked about the standard by which Houghtan
Cluck decided whether it would be willing to include an
agreement, sald that he did not "recall thinking of it as a
standard. I just recall that it -- it was szo crystal clear is
the way I think of it in my own terms that we were willing to
give an apinion." 304/ O'Brien and Metzger testified that the

firme did not always agree on the agreements that each was

703/ Brendan ¢'Brien SEC tr. at 463 {(June 4, 1985). The
gtandard O'Brien claimed Wood Dawson followed iz =zimilar
to the standard the Mational association of Bond Lawyers
has articulated for bond counsel opinions. 'That standard
is: "As to subjects about which the apinion is
ungualified, bond counsel should have concluded that it
would bhe unreaszscnable for a court to held to the

contrary." Hational Association of Bond lLawyers, The
Function and Profeszsional Responsibilities of Bond Counsel
5 (1982).

104/ Bert L. Metzger, Jr. SEC tr. at &880 {Feb. 13, 19B&);: zee
alse id. at 645 (Feb, 12, 1686} (testifyving, with respect
to Project Ho. 2, that the firm would not be willing to
give an opinion if Cluck "had decided that the supporting
documents and law wasn't crystal clear enough for him to
give an opinicn on the bonds, a formal, written opinion™).
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prepared to include in its opinians. 1%§f If, however, one
firm was prepared to include an agreement and the other firm
was not, nejither firm included that agreement in its_
apinicn(s). 706/

&, Counsels' Explanation of Why Disclosure Was Not Made
of Authority Froblems

The language of the Wood Dawson and Houghton Cluck
opinions on agreements was ldentical, with each firm stating
only that it has "examined inte the validity of"™ 72 af the
Agreements. The firms, however, gave different explanations
why each firm did not state that it had "examined into the
validity of"™ all of the Agreements. The position of Wood
Cawson was that it states that it has "examined into the
validity =f" an agreement only when it has examined materials
that enable it to reach the conclusion et forth in the

cpinion. 707/ For example, an attorney who was a senior

—

706/ Brendan O'Brien SEC tr. at 42 (Apr. 12, 13585}: see Bert L.
Metzger, Jr. SEC tr. at 1181, 1548-50 (Feb. 20 and 25, 1%88&].

706/ Brendan O'Brien SEC tr. at 42 (&pril 12, 1985); Bert L.
Metzger, Jr. SEC tr. at 645-46 {Fab. 12, 198&; see id. at
1548-50 {(Feb. 25, 198g),.

107/ Steven I. Turner SEC tr. 36 (May 23, 1985) (Wood Dawson
attorney testifying that, when Weeod Dawson states that it
has "examined inte the validity of" a matter,

it only relates to the examination
sufficient to reach the conclusion stated
in the opinion. It doesn't relate to
examination of other thipngs that are not
stated in the opinion.

The opinion only deals with something

as to which we've been able to form an
(continued...)
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partner at Wood Dawson described the following circumstances
under which the firm would not state that it had "examined into
the validity of" an agreement:

It may have heen possibly we got the
proceeding from X, Y, ¥ Co-op, f[or
instance, and said, 'My God, they didn't
have a quorum.' Bang, throw it in the
wastebasket . . . . [There] iz a
possibility that in some= states there [ ]
may ke a threshold question. Throw it in
the wastebasket . . . . It [the c¢piniont
doezs not state that we examined one, two,
three, and stopped hecause there was a
question, a defect over which we couldn't

get, 703/
Similarly, when O'Brien was asked whether Wood Dawson had
"gxamined into the validity of" the Participants' Agreements of
the Idaho city Participants, he testified that the firm "did
not perform an examination that would enpable us to render that
opinion. We did not perform an examinaticn that led us to the

contrary opinion, either."™ 708/

707/(...continued)
ocpinion as to validity or whatever else is
referred to in the opinicn.):

LeRoy Love SEC tr. 69-70 (May 13, 1985) (senior partner in
Wood Dawson testifying that the Y"[w]e have examined into
the validity of" language means that the Wood Dawson
attorneys "have made such investigations and have loocked
into such matters as in our judgment were necessarily
desirable to enable us to render the subject opinion

. « - . made an examination of such facts and infermation
and so on as in your judgment enables [you] teo give the
opinion.").

J08/ LeRoy Love SEC tr. at 72-72 (May 13, 1985).
709/ Brendan O'Brien SEC tr. 466 (June 4, 1985). In a
subsequent deposition, O'Brien, when asked whether Wood

Dawscn had "examined inte the validity of" the 14
(continued. ..)
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Metzger's dafined the "[w]e have examined into the
validity of" language as follows: - for Houghton Cluck,
Yexamin[ing] into the validity of" agreements entailed “go[ing]
into research and examination of documentation that covered all
of the material deemed relevant in connection with the issuance
of the opinion on that contract."™ 710/ That research and
review of documentation was conducted by someane at Houghton
Cluck for every participating utility in each Supply System
project. 711/ Unlike the Wood Dawson attorneys, Metzger, using
Houghton Cluck’'s definition of the language, acknowledged that
Houghten Cluck had "examined intoe the validity of" all 88
Participants"' Agreements. 712/ The reason, howsver, that
Metzger gave why Houghton Cluck 4id not state that it had
lexamined into the walidity of" all of the Agreements was
"Iblecause the opinion letter was not on 88; it was only on the

number we opined on." 713/ The opinion "was not to describe

705/ (. ..continued}
Farticipants' Agreements excluded from the firm's opinions

on agreaments gave a similar response: Y[W]le examined the
constitution and the statutes, relevant law and the
proceedings of those 16 [plarticipants . . . . We did not

examine into the validity te the point that we got to
where we were prepared to render a bond counsel opinion
with respect to those 16." Brendan O'Brien MDL tr. at
4287-88 (Qct. 30, 1988},

710/ Bert L. Metzger, Jr. SEC tr. at 153 (Feb. 10, 1988).
711/ Id.

712/ Id. at 1532 (Feb. 25, 1982).

713/ Id. at 1533.
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anyﬁhing but the work we had done on the contracts that we were
giving an opinion on%. 734/

Another reason counsel offered for thelr approach to this
issue was that, in their view, a "step-up" provision in the
Participants' Agreement wade it unnecessary for the firms to
opine that all of the Agreements were valid and enforceable.
The step-up provision provided that, in the event of a default
of a Participant, the amount of Project Capability purchased by
each neon-defaulting Participant would be increased, up to a
specified maximum amount, to cover the share(s) of Project
Capaﬁility on which there had been a default. 715/ Metzger
gaid that Cluck had told him that the structure of the
contracts for the various projects, i.ea., the step-up
provision, mwade it unnecessary to include all of the
agreements in the firm's opiniens. 716/ O!'Brien likewise
testified that the firm only needed to include in its opinions
sufficient Agreements that, in the opinion of the firm, were
valid and enforceable so that, taking inte account the step-up

provision, 100% of the Project Capability from the Supply

714/ 14.

715/ Participants' Agreement § 17({c), (d). The Agreement
distinguished between defaults by municipal corporatians
and defaults by rural electric cooperatives. If a
municipal corporation defaulted, the sharesz of Praject
Capability purchaced by the non-defaulting municipal
corporations would be increased. Id. § 17{c). If a rural
glectric cooperative defaulted, the shares of Project
Capability purchazed by non-defaulting rural electric
cooperatives would ke increased. Id. § 17(d).

716/ Id. at 1392 (Feb. 24, 1986).

- 3Bl -



System's ownership share of the Projects would be covered. 17/
It is not clear, however, that the step-up provisjion applied to
the situation where a Participant was found to have lacked the
authority to participate in the projects. 718/

7. What the Participants Were Told About Authority

Problems and Counsels' Opinicon Letters

The Participants were not told about authority problems as

te their Agreements. For instance, at the Boise meeting,
Metzger apparently discussed the take-or-pay provisiens of the
opticn and Participants' Agreements. The Bonners Ferry
attorney testified that he was concerned that the Agreements
"waere calling for some kind of guaranty on us", but that
Metzger responded that the Agreements really were power
purchase agreementsz rather than guarantees. 719/ Similarly,
tha Idaha Falls attorney testified that, from what Metzger
said, he understood that the take-or-pay provisions required

payments to ke made when the power was delivered, regardless of

717/ Brendan C'Brien SEC tr. at 466 (June 4, 12358).

718/ The Washington trial court held that the step-up provision
applied only teo defaults by Participants en their
obligations under the Agreement: therefore, if one or more
Participants lacked authority to enter inta the Agreement,
the step-up provision of the Agreements of the remaining
Participants would not be triggered. Chemical Bank v.
Washington Pub, Power Supply Sys., No. 82-2-06340-3,
typescript op. at 3-4 (Wash. Super. Ct. Dec. 15, 1882).
But see Chemical Bank I, 29 Wash. 2d at 796, 666 P.2d at
341 (dictum that "[sz]ince the record indicates that fram
the statutory outset of the projects there were guestions
about the authority of scme participants, it seems likely
that the municipalities and FUD's would incur a greater
obligation than they initially contracted fer").

719/ Peter B. Wilsen Chemical Bank tr. at 46 (Apr. 7, 1983).
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whether it was needed and that no one wheo gave a presentation
at the meeting z2aid that payments would have to be made if the
projects wWere not built. 720/ In this regard, he testified:

I did not have any understanding that this

would finally be construed as a

guarantorship, whether we've got any power

or not, that we're going to pay these bonds

put. Because of course, cbvicusly

everybody knows no one would sign such a

thing as that -- net cut in the wilds of

Idaho they wouldn*t. 731/
While there is no indication that Metzger told anyone that the
Partieipants would not be reguired to make payments if the
projects were not built, the Idaho Falls attorney's
understanding of the Agreements is consistent with the
partrayal by O'Brien and Metzger of the Participants' Agrsement
simply as a power purchase agreement.

At the time Wood Dawson and Houghton Cluck began to render
their opinions in connection with the sales of the long-term
bonds, counsel failed to inform Participants that the firms had
gxcluded socme cof the Participants' Agreements from their
opinions because of authority problems. The matter did not
arise until an August 7, 1980 Participants' Committee meeting
concerning the Balanced Financing Program and the agreement
proposed for the Participants to sign to implement that

Program. Durihg that meeting, Metzger mentioned that the

opinions did not cover all of the Participants! Agreements. &

720/ Arthur L. Smith SEC tr. at 199-200, 235, 239-40 (Feb. 6,
18BS).

721/ I4. at 198..
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Participants' Committee member then stated that it was .the
undaerstanding that the opinions did net cover all agreements
involved in a project kecause the firms had not lacked into all
agreements. In response, Metzger stated that the firms looked
inte all agreements and excluded certain agreements because of
authority of other issues:

Metzger: Well, there's zome of the
Participants' Agreements which we haven't
rendered approving opinions on, for
technical reasons, for a questionable
authority. There's some of those things.
Now, that's true of the net billing
agreements too. It's not just the
Participants' Agreements. They're just
technical reasons that the gquestion -- and
Jjust -- there's a small number of them.
It's less than 1 percent or 2 percent of
the whole amount of the Participants!
shares.

If vou ever -- if yon look at the bond
opinion, by the way, as attached as an
exhibit in the afficial statements, you'll
notice every one of them for all the net
billed sales, it doesn't say 100 percent or
all 88. It says we have rendered opinions
on so many out of so many of the
agreements. 'This is usually the case. 1T
mean not just with the Supply System. It
isn't the authority on behalf of the Supply
System, it's on the behalf cf the
Participant.

Speaker: OE, but the implication, as is

always because you have not reviewed them
in detail. How, is that the case or are

you saying --—

Metzger: HNo, it's not that we haven't
reviewed them in detail. We -- we got all
the documentation, but sSometimes there's
just guestions of proceedings that haven't
been cleared up and -- or statutory
authority that's a little furzzy for an
irrigation district or something, and I --
there was some guestion. 1 -- it's been so
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long since we did that, we haven't --
there's beeh ne reasen to clarify it since
we don't need it., We don't have to go
through the expanse, the legal expense or
anything else of doing it.

S we have never attempted to clarify
that becauge it iszn't required. It would
be recquired if we didn't have that default
provision. That default provision makes it
unnecessary because if there ever was a
default, that is -- we have it covered.
and cur -- in our cpinion, you'll note the
-~-~ I don't have the official statement
right here, but the official statemant and
our -- the opinion attached, and the
opinien we rendered on the agraements
indicatas that these Agreements cover so
much of the Participants' share. &and read
together with the default, it's more than
enough to give an opinion oen 100%
exposure. J22/

There is no indication that, prior to 1980, Wood Dawson or
Houghton Cluck advised anyone that the firms were excluding
some of the Participants' Agreements from thelr opiniens on
agraesments because of authority guestions. Rather, it seems
that the firms conveyed the opposite impression., For example,
each of the Participants as to whose documentation one or both
firms had identified a procedural or form problem, iﬁcluding
some of the 10 Participants as to which there were autherity

problems, was notified of the procedural or form problem. 723/

722/ Tape of Participants' Committee meeting of Aug. 7, 1980,
(Tape B4{a) at 285-304.)

723/ E.g., letter from Nick Mathias te T.H. Chuxrch 1 (Feb. 17,
1977} {(letter from Houghton Cluck attorney to Heyburn
attorney reguesting that Heyburn attorney delete from his
opinion letter on Heyburn's Participants' Agreement
language that provided that the opinion was not intended
to be relied upon by third parties because, "in approving

{continued...)
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The problem then was corrected. 724/ However, in contrast to
what had besn done in connection with the Supply System's net
billed prejects, nene of the Participants as to which there was
an outstanding authority issue was told, prior to termination,
that one or both firms had a guestion as to its authority to

enter intc the Participants' Agreement. 725/ As a result, none

723/(...continued) _
the Participants' Agreement the bond counsel state
expressly that they rely upon the opinions of the

attorneys for the individual participants"). {SEC Exh. 305.)
724/ See, e.q., letter from T.H. Church to Heyburn City Council

fMar. 10, 1377} {opinion letter on Heyburn'ts Participants'
Agreement written to correct prehlem that had given rise
to letter cited supra at note 827). After the procedural
and form problens were removed, Wood Dawson and Houghton
Cluck, follewing the first issue of long-term bonds,
considered changing their opinions to include the six
agreements that they initially had excluded because af
procedural defects. See, e.q., Stephen I. Turner SEC tr.
at 318-20 (May 24, 1985); draft form of opinion letter
from Wood Dawson Love & O'Brien and Houghton Cluck Couglin
& Riley to Board of Directors, Washington Public Powelr
Supply System (Aug. 11, 1977) {(opinion on agreements for
1977C bond issue showing a change from 72 to 78
Agreements). (SEC Exh. 1138.) The change would have
neant that the firms would have included 78 rather than 72
of the Participants' Agreement in their oplnicns. The
change was not made, however, hecause, according to
Turner, "[i]t wasn't important enough to make the change.
It was such a very small percentage." Steven I. Turner
SEC tr. at 320 (May 24, 1985).

725/ E.q,, Stephen 5. Corey SEC tr. at 67-68 (Feb. 22, 1985}
{testimony of Milton-~Freewater attorney); Donald A. Dole
SEC tr. at 74 (Feb. 19, 1988} (testimony of Drain
attorney):; Thomas H. Church SEC tr, at 132 (Feh. 8, 1985)
{testimony of Heyburn attorney}; Larry R. Duff SEC tr. at
125-26 (Dec. 4, 1984) (testimony of Rural attorney):
Affidavit of Peter B. Wilson {9 8-% (Feb. 1, 1981},
Chemical Bank v. Washipgton Pub. Power Supply Sys., No.
82-2-06840-3 {(Wash. Super. Ck. Aug. 11, 1983} (Order and
Judgment), aff'd, Chemical Bank II (Chemical Bank Exh.
2109). In one deposition, Metzger testified that he

fcontinued. . .}
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of these Participants knew that Wood Dawson and Houghton Cluck

had excluded its Agreement from their opinions.

8. What Persons Other than the Participants Were Teld or
Led Toe Believe About Authority Problenms

The rating services apparently also were not told that,
because of authority issues identified in the course of the
firms' research and review, Wood Dawson and Houghton Cluck were
unwililing to opine that certain Participants' Agreements were
valid and enforceable. For example, the zenier superviszing
analyst at Moody's for the Projects NHos. 4 and 5 bonds
testified that no one told him that authority guestions were a
reason why the firms excluded some of the Agreements. 726/ The
person who was the head of the municipal bond department at
Standard & Poor's testified that, if issue= that could affect
the security for the bhonds had been found, he would have hoped
that those problems would have been brought te the attention of

Standard & Poor's. 727/ He "strongly suspect(ed]" that the

F25/(...continued)
recalled generally that someone in his firm notified each
of the 16 Participants whose Agreements the firms excluded
from their opinions on agreements but that he was not the
person in charge of that matter and did not recall how the
notifications were made., Bert L. Metzger, Jr. Chemical
Bank tr. at 152-55 (Oct., 5, 1982). From the testimony and
affidavits discussed and cited supra at Part IV €8 and
note 725, however, it appears that no such communications
took place.

726/ See Craig W. Atwater SEC tr. at 74 (June 192, 1%985}.
727/ Richard E, Huff SEC tr. at 137 (Dec. 4, 1985). He was one
of the persons who met with Supply System representatives

for the first issue of the long-term Prajects Nos. 4 and &
bonds and f[or subsequent issues.
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mention of such a matter would have caught the attention of the
service. 728/ Notes taken by Standard & Poor's representatives
at meetings in connection with the first long-term bond issue
and subsecuent bond issues for Projects Nos. 4 and 5 reflect no
discussion to the effect that Wood Dawscon and Houghton Cluck
were going to exclude some Agreements from thelr cpinions

because of aunthority issues, 729/

728/ Id. at 137-38 (Dec. 4, 198%).

329/ See, e,q,, documept entitled "WPPSS meeting w/ officials"
{notes of Frank Ingraszia of Standard & Poor's of meeting
on rating for first issue). (SEC Exh. 2606.}

There is testimony from Patterson of Blyth that, in late
1976, in connection with the preparation of the official
statement for the first issue of long-term bonds, he
discussed with O'Brien and Metzger the firms' opinions on
agreements and that they told him that the firms were not
going to include certain Participants' Agreements.

Donald E. Fatterson SEC tr. at 13&6-41 {July 22, 1985).
However, according to Pattersan, ©'Brien and Metzger told
him that the reason certain agreements were to be excluded
did not pertain teo substantive legal issues but only to
procedural matters. Jd. at 139-41, 179 (July 22, 1385).
Patterson further testified that the format for the
presentations to the rating agencies in connection with
the first issue of long-term bands provided for the
attorneys to discuss their opinieons, but he said that he
did not recall if the opinions actually were discussed.
Id. at 183-91 (July 23, 1985).

In a subsequent deposition, however, Patterson testified
that, at the meetings with the rating agencies, which took
place in early 1977, the attorneys told the rating agency
representatives that they then could not say how many
Agreements would be included in the opinions but that,
mest likely, the opiniong would not include all of the
Agreements. Donald . Patterseon III MDL tr. at 2789-2800,
4285-86 (Apr. & and 27, 1987). Accerding teo the testimony
Pattersonh gave in this deposition, the reason given was
that the firms still were reviewing the documentation of
some of the Participants, some documentation was
incomplete, and there were "technical" problems with some
(continued.. .}
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Most importantly, the official statements did not inform
investors that Wood Dawson and Houghton Cluck had dquestions as
to the authority of certain Participants tec enter into the

Participants' Agreement. Rather, the official statements

729/{...continued}
of the procedures that had been followed that might
prevent the firms from including certain Agreements. Id.
at 2B00-02, 4284.

Metzger testified that he recalled discussing with
Patterson the form of opinions that would be in the
official statement for the first lohg-term hond issue but
that he did not recall what was discussed or ever hearing
Patterson ask why the firms excluded certain Agreaments.
Bert L. Metzger, Jr. MDL tr. at 31323-40 (July 15, 1%86}.
Metzger attended the two meetings that were held with each
of the rating agencies in connection with the first long-
term bond issue, see Houghton Cluck bkilling statement to
Supply System for February 1977 work 1294%447 (Mar, 15,
1977) (February 4 entry showing attendance at mestings)
{SEC Exh. 1553); Houghton Cluck billing statement to
Supply System for January 1977 work 12945446 (Feh. 183,
1977) (January 25 entry showing attendance at meetings)
{SEC Exh. 1552}, but testified that he alsc had no
recollection whether he discussed the firms! copinian
letters with anyone from the ratings agencies, Bert L.
Metzger, Jr. SEC tr. at 1556 [Feb. 25, 1986).

O'Brien said he did not recall any discussions with anyone
from Blyth regarding the Agreements the firms excluded
from their opinions. Brendan O'Brienm MDL tr. at 2346-47
{May 12, 1%85). He also said that he did not recall
whether he attended the meetings with the rating agencies
kbut that it would have been unhusual for a J0& To apply for
a rating on its firast bond issue and not to have bond
counsel present. Brendan O'Brien SEC tr. at 54-56 (Apr.
12, 1985), He sazid he had no understanding of what was
discussed at the meetings for the first issue of the long-
term bonds for Projects Hos. 4 and 5. Id. at 56.

If the testimony that Patterson gave to the effect that
the cpinion letters were discussed at the meetings with
the rating agencies 1s correct, it nevertheless is
apparent that the rating agency representatives were naot
told that the firms were excluding certain Agreements from
their opinions because of authority questions.
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implied that there were no such questions. In addition to the
form of opinions on agreements, each official statement
included a section describing the security for the bonds that
referred to the obligations of "each" Participant. In relevant
part, that section stated: "Each Participant is obligated to
pay the Supply System its share of the total annual costs of
the Projects . . . ."™ 730/

Wood Dawson drafted the section, and Houghton Ciuqk.
reviewed and ccmmented on it., 731/ When asked why reference
was made to "each" Participant, since the firms' apinion
letiers cufered only 72 of the Agreements, a Wood Dawson
attorney who had been inveolved in the firm's work on Projects
Heos. 4 and 5, testified that the statement was merely
descriptive of the security for the bonds and that the opinion
on the validity and enforceability of Agreements was in the
opinion letters, a form of which appeared elsewhere in the
official statements. jggj Metzger maintained that the firms
did not want to make the statements in the security section
refer to the zame number of Agreements included in the firms'
opinions kecause Houghten Cluck and, to his knowledge, Wood

Dawson, believed that each Participant was obligated. 733/ As

30/ E.q., 1977A Projects Nos. 4 and 5 Official Statement,
supra note 453, at 2.

E.g., Bert L. Metzger SEC tr. at 1517-18 (Feb. 25, 1986).

Stephen I. Turner SEC tr. at 33-34, 3%-40 (May 24, 1985).

EEE E

Bert L. Metzger, Jr. SEC tr. at 1523-24, 1527 (Feb. 2%,
1986} .
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even the statements that Metzger made at the August 7, 1980
Participants' Committee meeting show, however, the firms were
not certain that all of the Participants had authority.

The statement made in the security section of each
official statement is inconsistent with the cpinion on the
validity and enforceability of Participants’ Agreements that
the firms were willing to render. Testifying on the security
section, an analyst at a broker-dealer that also sponsored bond
funds stated that that secticn was to provide the information
that was in the opinions of counsel and that, if counsel was
unwilling to opine that certain Participants' Agreements were
valid and enforceabhle, that fact and the reasons therefﬁr
should have been discussed in the security section. 734/ He.
said that he considered the statement in that section that
“"each" Participant was required to pay unconditionally to be-a
"strong" statement and one that did not make him think that -
anything was out of order. 725/ As a result, he did not look

at a form af opinions on agreements. 738/

734/ Jereme Lepinski SEC tr. 21, 97-9%8 {(May 22, 1985); see also
Richard E. Huff SEC tr. at 157 (head of municipal bond
department at Standard & Poor's testifying that the
security section is a summary of the opinions on
agreements and that, if counsel had questions as to the
validity and enforceability of Participants! Agreements,
that fact should have been disclosed beth in the opinions
and in the security section).

735/ Jerome Lepinski SEC tr. at 96-98 (May 22, 1985),

736/ Id. at 21, 96.
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not have khdwh what Woed Dawson and Houghton Cluck had done or
the questions they Kad with respéct to the excluded
Participants' Agreeménts. The stateménts in the forms of
opinions may Be read té imply that the firms had looked into
only 72 of the Agréeménts. Readers of an official statement
could hot Have known from the statément that the firms actually

had lookéd into all 88 Participants’ Adreements and hag

sufficient doubts as td thé authority of 10 of thé Participants

to enter into the Agreemént that théy were unwilling to opine
that the Agreements &f thesé Participants were valid and

enforceable.
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EFART ¥V
CONCTUSION

A& sequence of events led to the defaults on the Project No.
4 and 5 bonds. Cost overruns and schedule delays caused the
total cost ef the projects to increase greatly. The cost
increases put a strain on the financing of the projects, which
was obtained sclely from the sale of bonds. A number of
Participants declined to take on additional obligations needed
to continue the financing program, and the projects were
terminated. After termination, the Participants'! ebligations to
pay, regardless of whether any of the projacts were completed or
whether the Supply System performed, were judicially tested. The
Washihgtcn Supreme Court held that the agreements were
uncnforceable.

The Report has described the disclosures that were made by
perzsons invelved in these projects and in the marketing of the
bhonds. The Supply System was, of course, at the center of
disclosure. It was knowledgeable direcktly or indirectly about
some of the factors leading to the termination of the projects.
As the issuer of the bonds, it was responsible for the official
statements used to sell the bonds, although cthers participated
in preparing them and providing some information. The Supply
System avoided disclosure of negative developments. Most
significantly, the Supply System failed to disclese that, in

October 1980, Participants, who were concerned about rising

projects costs and falling power demands, asked the Supply
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Systen to study a possible slowdown or termination of the
projects. In additicn, in Hovember 1980, the Supply System
failed to disclose a $4.4 billion estimated budget increase,

The Supply System was not knawledgeable, however, as to an
issue of crucial importance to investors -- namely, the validity
of the obligations of the Participants to pay even if the
Projects were not completed or the Supply System failed to
perform. Bond counsel and special counsel were principally
responsible for disclosure on this issue through their opinion
letters and the disclaosure in the text of the official
astatements. Although copinions on legal issues freguently
contain some element of uncertainty, the state of the law was
not as ¢lear as those relying on the counsels' cpinicns might
reasonably have assumed. Further, steps were not taken to
clarify legal matters. Moreover, counsel failed to disclese in
its eopinion that it was unwilling to opine on the validity of 10
of the 28 Participants' Agreements, accounting for 4% of the
projects’ capability, as to which authority problems existed,
while the official statements provided that "each" Participant
was obligated under the Participants? Agreement.

Several parties in addition to the Supply System, including
the financial advisor, the consulting engineer, bond counsel, and
special counsel, worked on the official statements for the
projects and provided infermation within their areas of
expertise. It appears that these parties did not seek nagative

information from the Supply System to the degree they might
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have, and some information was withheld from them. They alseo
tended to avold causing full discleosure of negative ilnformation
in their arsas of expertise.

The underwriters also were in a position to discover
inadeguacies. They did not, heowever, cenduct the kind of
investigation in the offerings of these competitively kid bonds
that they perform in negotiated municipal bond sales and in
corporate securities cfferings. The underwriters considered
themselves as part of the audience for, rather than the speakers
of, discleosure in the official statements and did not attenmpt to
verify disclosure. Thus, this potential check on the adequacy of
disclosure was neot available in the sale of the bonds.

In additieon, although rating services were not involved
gither in the sale of the honds or in the official statement
disclosure process, these services issued ratingas which were
used by investeors. The rating services cbtained information
from the Supply System and applied their judgment te the
information, but they 4id not make independent verification of
the information and were not aware of some undisclosed negative
developments. To be sure, the services do not represent that
they perform independent verification. WNevertheless, investors
may have relied on the rating services to discover undisclosed
information and to reflect that infeormation in their ratings on
a timely basis.

Unit investment trusts ultimately came to hold almast a

guarter of all Projects Nas., 4 and % bonds. The trusts were not
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directly part of the Supply Systen's distribution of the konds,
but they indirectly served as a vehicle for distribution of the
bonds as a portion of the trust portfelios. Although the bonds
continued to have ratings consistent with the rating criteria set
forth in the trust prospectuses and most trust sponscrs
maintained that they had an ibternal approval process, the
Projecdts Nos. 4 and 5 bonds were purchased for their premium
yvield bhecause the trusts were highly competitive onh yield. While
yleld is important to all investors, more conservative investors
appear to have been more inclined to weigh yield against the
relative gquality of the bonds.

Better disclosure practices in the sale of Projects Nos. 4
and 5 bonds would have provided investors with more complete and
accurate information on which to hase their investment
decisions. However, due to the reliance placed upon the
supposed Participant guarantees, it cannot reasonakly be
concluded that additional disclosures about matters other than
the guarantees' wvalidity would have prevented ocfferings from
going forward, at least prior to late 1980. HNenetheless,
particular investors might have reached different investment
decisiens, and all investors at leaszt weuld have had an
opportunity to better inform themselves. The experiences in the
sale of Projects Hos. 4 and 5 bonds indicate that clozse

attention to disclosure obligations and the use of appropriate

discleosure practices are necessary in the sale of municipal bonds.
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