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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).
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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.

- 45 =



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.)

- 59 =



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. ..}
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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. ..}

- B2 -



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

N

RO

n
.

N1 /
?/

{, A n
2m m ym 5/80 381 578
DATE {1ST SALE EACH YEAR AND AT 5/81 ESTIMATE)

ﬁmﬁm 32 35 35 16 55 BB

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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ZEROQ LEVEL ©OF CASH COVERAGE

AT TIME OF NEXT OFFERING (LINE)

SUPPLY SYSTEM PROJECTIONS OF MONTHS OF CASH COVERAGE ON
AND APPROXIMATE

PROJECTS NOS. 4 AND 5 AT THE COMPLETION OF EACH OFFERING (BAR)
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