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THE PUBLI C, by ROBERT W CROWELL, JR.,
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robertcl@tg. wa. gov.
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PROCEEDI NGS

JUDGE MACE: Let's be on the record in Docket
Nunmber UG 021584. This is the case of Washington
Utilities and Transportation Conm ssion agai nst Avista
Corporation d/b/a Avista Uilities, and the subject
matter of the case is the Avista benchmark proposal as
contained in its Tariff Number 163.

We are neeting here today on Septenber 23rd,
2003, at the offices of the Washington Utilities and
Transportati on Cormission in Oynpia, Washington. The
pur pose of our hearing today is to address the
settl enent agreenent that has been proposed by the
parties to the proceeding. M nanme is Theodora Mace,
I'"'mthe Adm nistrative Law Judge who has been assigned
to hold hearings in this case. Wth ne here on the
Bench are Chai rwonan Marilyn Showal ter and Comnri ssi oner
Patrick GCshie of the Washington Uilities and
Transportati on Commi ssi on.

I would Iike to have the appearances of
counsel now beginning with the conpany.

MR. MEYER: Thank you, Your Honor, David
Meyer for Avista.

MR. CROWELL: Robert Cromaell on behal f of
Publ i ¢ Counsel .

MR, TROTTER: For the Conm ssion, Donald T.
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Trotter, Assistant Attorney Ceneral.

JUDGE MACE: Thank you.

| have marked the settlenent agreenent as
Exhi bit Number 300 in this proceeding, and |l ater on very
shortly counsel will be making a brief presentation of
the settlenent agreenent, and then we will have one of
the witnesses, one of the parties present here wll
describe the settlement agreemnent.

At this point, | would like to address the
Exhi bits that were narked at the pre-hearing conference
on Septenber 19th. It is ny understanding that the
parties wish to stipulate those Exhibits into evidence
at this tinme. 1s that correct, M. Meyer?

MR. MEYER  That is correct.

JUDGE MACE: Let nme indicate that the
following exhibits are stipulated into evidence.
M. Norwood's Exhibits 1 through 21, M. Guber's
Exhi bits 51 through 64, M. D Arienzo's Exhibits 101
through 119, M. Hirschkorn's Exhibits 151 through 153.
M. Parvinen's Exhibits 201 through 213, Ms. Elder's
Exhi bits 251C through 260. And these exhibits appear
and are identified on the exhibit list that will be
attached to the transcript.

MR, CROWELL: Excuse nme, Judge Mace, what

were the nunbers for M. Guber's Exhibits?
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JUDGE MACE: They were Exhibits 51 through

64.

MR, CROWELL: Thank you.

JUDGE MACE: | would like to turn now to
counsel for the conpany, or will it be for Staff, who
will present the settlenent agreenment?

MR. MEYER: | think what | would suggest is

that perhaps M. Trotter mght present the settl enent
agreenent per se. We'll have 15 or 20 m nutes through
M . Norwood of conment describing the proposed nmechani sm
so you know what will be in place at |east through March
of '05.

JUDGE MACE: M. Trotter

MR, TROTTER:  Thank you, Your Honor. The
Exhibit 300 is the settlenment stipulation. The ones we
circulated to you today did not contain the attachnent,
it was the first page of Exhibit 2. But if you | ook at
t he handout, the first page of that is that attachment.
We' Il nmke sure our record center gets the appropriate
docunent .

That is the proposed benchmark mechani sm

overview that | believe M. Norwood will be discussing
in sone detail. The benchmark mechani sm has been in
effect in sonme form since 1999. It has never been

subject to a hearing as such. The Conm ssion suspended
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the conpany's filing of late last year, and this case is
that docket to exam ne the benchmark nechani sm

The mechani sm has taken on different fornmns,
al t hough generally consistent but some nodifications
over time. There's the existing nmechanism the one
that's in effect, there is the mechani smthat was
tariffed by the conpany and suspended, and then the one
that they proposed in their direct testinony, which is
again slightly different than what they filed as a
tariff, and their tariff filing was suspended. The
settl enent proposes that what will go into effect on
Decenber 1st is the one that they proposed in their
direct testinmony and defended as their preferred
solution with some changes. That's in Exhibit 152 as
the agreenent says. That's M. Hirschkorn sponsored as
a description, tariff description, of the mechani smthat
they are proposing in this docket.

There are a couple of changes to that. The
first is the expiration date. The conpany was asking
for a 2007, March 31st, 2007, expiration date, and the
parties are agreeing that that can be changed and wil |
be changed to March 31st of 2005. That puts this tariff
on par with the tariffs that the conpany has for
mechani sms in | daho and Oregon

The next difference, which is described on
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page 3 of the agreenent, has to do with the |evel of
benefits that are shared between Avista Energy, the
subsidiary of Avista Corp., and rate payers of Avista
Uilities. If you |look at the chart, you can see that

t he conpany was proposing in the transportation section,
and that refers to off-system sal es and capacity rel ease
transactions, they were guaranteeing $3 M1 Ilion of
benefits and then sharing thereafter 80%to custoners,
20% to Avista Energy. |If you |look at the bottom of that
chart, the basin optimzation part, there was 80/ 20
sharing the sane as the other conponent but no guarantee

of any specific level of benefits. So what --

MR. MEYER [I'msorry, and if that is not at
this time i nmmediately clear, M. Norwood will have sone
extended conment about how that will all work in his

presentati on.

MR. TROTTER: So page 3 of the agreenent
nodi fies that, and the conmpany is guaranteeing if you
pool those two conponents together --

CHAl RMOMAN SHOWALTER: Wait, which two?

MR, TROTTER: The transportation box and the
basin optim zati on box, and they are guaranteeing if you
conbi ne the revenues fromthose two boxes, it will tota
$5 MIlion or Avista Energy will make up the difference.

So rate payers will get that nmuch every 12 nonths
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guar ant eed.

The next $1 MIlion in benefits fromthose
two pools, if you will, will go 100%to rate payers, and
then every doll ar above that will go 80/20, 80%
custoners of Avista Utilities, 20%to Avista Energy.

That will require the filing of a newtariff, and the
conpany has comritted to do that, and the parties are
agreeing that that can be handled on |l ess than statutory
notice if required, and it will bear an effective date
of Decenber 1 of this year in order to accommpdate
certain practices and procedures and docunentation that
the conpany will have to create to nake that work.

The other elenment of the proposal is that the
parties here will agree to engage in good faith
di scussi ons regardi ng gas purchase incentive nechanisns.
The goal is that we can conme up with a consensus
mechani smto present to you for your review and
consideration. That effort will go on over the Decenber
1st, 2003, to March 31st, 2005, period, and the parties
agree to support that if we reach a consensus. |f not,
the conpany agrees that at March 31st, 2005, gas
procurenent will revert fromAvista Utilities back to
the utility where it was before Septenber of '99 when
the nmechanismfirst went into effect and that they wil

not file a nechanismof this sort involving an affiliate
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or a subsidiary to the extent that subsidiary is not an
affiliate until after March 31 of 2007. But if they
want to file an incentive mechani sminvol ving Avista
Uilities itself, that's permtted.

The remaining el enents of the settlenent, the
procedural itens and the integration clause and so on
are fairly typical. And if you have any specific
guestions about those, be glad to answer them but in
terms of the substance of the agreenent, in broad form
the parties are agreeing that this nmechani smcan
continue fundanmentally as proposed by the conpany with
the changes | nentioned through March, the end of Mrch
of 2005, and then hopefully we will be bringing you an
i ncentive nmechani sm of sone sort. |f not, the conpany
is agreeing to stay -- not to file an affiliate or
subsi di ary based nmechani sm for a couple of years beyond
t hat .

And so that's the short explanation of what
this agreenent does.

JUDGE MACE: Thank you.

VWhat | would like to do now is swear in
M. Norwood and M. Parvinen and Ms. Elder, and then
M. Norwood could nmake his presentation, and the
Conmmi ssi oners could ask questions. |Is that --

CHAl RMNOVAN SHOWALTER:  Well, | will just say
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I have what | would call a legal or structural question
that's not to do with the nerits of the new proposal
and so | would actually like to ask that question now
just so it doesn't get lost, and it's ny prinmary

questi on.

And it is this, structurally it seens to ne
that you've got basically plan A and plan B if you cal
plan A the short-term agreenent that you have agreed on
let's call that plan A. If the parties fail to
negotiate let's call it plan X, we revert to plan B
that is Avista Uility takes this function back. So it
seens to me you are asking this Commission to find in
the public interest plan Ain the short run and plan B
in the long run, and I am wondering how you justify
that. There are related questions of whether it is
appropriate for one party to be able to veto the ability
to do anything. It rests on the assunption that plan B
isin the public interest in the future when we are --
you are asking us to find that plan Ais in the public
i nterest now.

MR. TROTTER: | will take a first cut at that
one. | think you can find that the preexisting
arrangenent, the pre-Septenber 1999 arrangenent when
Avista Utilities procured its own gas, is inherently in

the public interest because that is how virtually every
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utility in the country does gas procurenent.

CHAl RMOMAN SHOWALTER: If that's the case,
why aren't we insisting on plan A now?

MR. TROTTER: Because we have a |live issue
before us involving a conpany proposal to keep a
benchmark nechanismin effect for another full three and
a half years, and that's before you in a litigated
context. And so the parties are saying -- the parties
are chal | engi ng whether the existing nmechanismis in the
public interest, and what you have before you is an
agreenent that says, well, as we have, as a package, we
are in agreenent that it's in the public interest for
this mechanismto continue with the nodifications that
we have suggested until 2005. |[If we can work out our
differences in the meantine and cone up with a proposal
that's a good result. But if it doesn't, the utility
will revert to what it did prior to the nechanism |
think either of those results can be a nechanismthat is
a consensus mechani sm subj ect to your approval at that
time, could be a public interest result depending on how
you evaluate it at that tinme. Conversely, a gas conpany
that does its own procurenent activity |I think is al nost
by default a public interest -- justifies a public
i nterest finding because that is how virtually every

conpany in the country does it.
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CHAl RMOVAN SHOWALTER: Wl |, that reason
doesn't strike me as adequate. Supposing two years from
now or toward the expiration of this, supposing in fact
inreality the Conm ssion, the company, and one of the
parties feels that it is in the public interest, but one
of the other parties does not.

MR, TROTTER: Think of what is in the public
interest?

CHAl RMOVAN SHOWALTER: \What ever the plan A
Supposing things are going well in the eyes of let's say
t he conpany, one party, and the Conm ssion, but not in
the eyes of another party?

MR. TROTTER: Well, in ternms of the nechanism
continuing; is that what you're tal king about?

CHAl RMOVAN SHOMWALTER:  Wel |, no. Wy would
it be in the public interest if, and why do you wi sh to
bi nd the Commi ssion to a nmechanismthat could, let's say
pl an A could or sone other plan, whatever, another plan
that could be preferable, but allow any single party
here by veto ability to bind everyone to sonething that
we haven't been doi ng since 19997

MR, TROTTER: Well, | think what -- | guess |
woul dn't characterize the agreenent that way. | think
in order for you to make a finding that a particul ar

mechanismis in the public interest would require at
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| east to date, and this docket is the exanple, would
require a hearing, and that's what we have going right
now. And so what we have got here is an agreenent that
this particul ar mechani smcan continue despite the

i ssues that all the parties have with it.

In terns of a veto power, | don't -- | think
it's nore of the conpany agreeing that they are not
going to file an affiliate-related nechanismfor a
coupl e of years after this one expires if they can't
reach a consensus, so |'mnot sure that's a -- | guess
I'"'mnot sure that the Commi ssion would i npose, could
i mpose such a nmechanisminvolving an affiliate. | nean
that -- it seens like the conmpany can propose one, and
t he Comm ssion can deci de whether it's okay. To date,
the Commi ssion has not done that. Conceptually maybe
they could. But | think in the context in which this
case arises, the conmpany deciding howit will file in
the future, that is certainly a decision that the
conpany can make and commit to and the Conmi ssion can
accept.

CHAI RWOVAN SHOWALTER: |'m not fol |l owi ng
this. Because supposing we get to the expiration of
this current plan, plan A but there is not agreenent
anong the parties. Okay, at that point, the conpany

can't, the plan A tariff expires, the conpany can not
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file for anything for two years, right?

MR, TROTTER: No, they can file -- they agree
not to file a mechanisminvolving an affiliate or a
non-affiliate subsidiary for two years, but they can
file an Avista Utilities mechanismif they w sh.

CHAl RMOVAN SHOWALTER: O non-affiliate?

MR, TROTTER. O a third party,
non-affiliate, non-subsidiary. For exanple, they could
hire sonme unaffiliated conpany to do their gas
procurenent and file that with the Conm ssion for
approval .

CHAl RAMOVAN SHOWALTER:  All right. But if the
conpany and say all parties and the Comm ssion but one
at that nonent actually have an opinion that reverting
is not preferable conpared to other alternatives or to
an alternative involving the affiliate, what this
agreenent says is no one can go forward with that.

MR. TROTTER: That's correct.

CHAl R\OMAN SHOWALTER:  Okay.

MR. TROTTER: But | think that the context in
whi ch that would occur is highly unlikely.

CHAl RWOMAN SHOWALTER: That's not an issue

MR. TROTTER: And so | --

CHAI RMOVAN SHOWALTER: All possibilities have

to be assuned, because |'m not going to assune that the
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parties who were not able or with difficulty not very
abl e, you have to assune always all possibilities, one
of which is the parties don't agree.

MR. TROTTER: | agree that you should
consider that possibility. | would just characterize it
as an unlikely one, but I don't deny that you ought to
consi der it.

CHAl RMOMAN SHOWALTER: Do you think this
Conmi ssion can on its own notion two years from now
decide that it wants to entertain a different
alternative?

MR. TROTTER: | think it could on its own
nmotion if there were extraordi nary circunstances that
justified it.

JUDGE MACE: Commi ssioner Oshie, did you have
anyt hing further?

COW SSI ONER OSHI E: Well, | just wanted to
-- if I have anything, it's just to follow the point
believe that the Chairman made, which is |'m having
difficulty with the concept, | guess M. Trotter and
ot her counsel, that this agreenent's in the public
interest today as it's currently constructed, but that
on April 1st, 2005, it's no longer in the public
interest to maintain the mechanismas it now exists.

Because just as a function of tine, we now find that,



0077

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

you know, that it would no | onger be enforceable even
though it may be we nay believe that this current
mechani sm serves the interest of the public and the
conpany as well, so.

CHAI RMOVAN SHOWALTER: And as a follow on to
that point, there's a distinction between a tariff
expiring, which | think is actually a healthy thing
because it allows an automatic review of sonething and
you can regard whatever is going on as a pilot or
tenporary, but the expiration of a tariff does not
precl ude the Conmi ssion from adopting the sane thing
later or the sane thing with variations if that's in the
public interest.

MR, TROTTER: This agreenent addresses what
the conpany will file or not file at the end of the
expiration date. These benchmark nechanismtariffs have
all had expiration dates, and some of them have been
continued without a finding, an explicit finding that
it'"s in the public interest, they were just allowed to
go into effect on occasion of an expiration date had
been changed. So this nechani sm has had vari ous
expiration dates over tine without a finding of public
interest, and I think what we're doing here is just
stating the conditions under which the conpany woul d

bring this back to you.
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And | would invite other counsel to address
that issue if they w sh.

JUDGE MACE: M. Cromnel | .

MR. CROWAELL: Well, | would concur in the
analysis that M. Trotter provided. | think the -- it
seens that the scenario you are npbst concerned about is
ei ther one where we do not have consensus the day after
I guess | should say what would be April 1st, 2005, or
somewhere short of that if there was a non-unani nous
opi nion that the existing nmechani sm should be continued.

And | think the only thing | would add to the
analysis that M. Trotter provided is the fact that this
agreenent does not preclude the conpany fromfiling a
virtually identical mechanismin terns of what is done
in front of this Conmi ssion on April 1st. \What it
precludes the conpany fromdoing is having its Avista
Energy or sonme theoretical other subsidiary or affiliate
do the work. So in ternms of what the work is, there's
nothing in this agreenent that binds or lints the
conpany fromfiling a virtually identical agreenent on
April 1st, it's just that they are agreeing not to have
their own affiliate or subsidiary performthat | abor

I think, to the point that the Chairwonman
raised, | believe first, as with any settlenent, this is

a conprom se of many different issues. As you have seen
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in the testinony that was filed on behalf of Comm ssion
Staff and on behal f of Public Counsel, we have very
strong concerns about a nunber of different aspects of
this mechanismthat's before you. Those concerns are
not conpletely addressed by the settlenment. All of the
conpany's desires are not conpletely addressed by the
settlenent. But as a package as a whole, we are al
here before you to support it. A very significant
material provision relating to our support of this
settlenent is the fact that we will have a consensua
process during the next 18 nonths to attenpt to devel op
a mechani sm cooperatively that we could all conme back
before you to support. W don't know whether that will
work, but we're all willing to give that a try.

CHAl R\MOVAN SHOWALTER:  Wel |, you know,
anot her scenario is the parties can't agree and no party
feels that it's best to go back to the pre '99
mechani sm and maybe all parties agree that some kind of
benchmark nmechani sm of some sort is desirable, but you
haven't agreed, so therefore we all go back to sonething
nobody wants.

MR. CROWELL: | think if we were in that
situation, | think the conmpany would make a filing that
it would deemin its interests, and we woul d agai n have

a litigated proceeding if that matter were suspended.
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1 CHAl RWOMAN SHOWALTER: A technical question,
2 on page 2, paragraph 5, just the word, it says the

3 benchmark mechani sm may continue in the form do you

4 mean may be i npl enent ed?

5 MR TROTTER: Yes.
6 CHAl RMOMAN SHOWALTER:  Ckay.
7 JUDGE MACE: At this tinme, | will swear the

8 wi t nesses in.

9 Pl ease stand and rai se your right.

10 (Wtnesses Kelly Norwood, M chael Parvinen,
11 and Catherine El der were sworn in.)

12 JUDGE MACE: Pl ease be seated.

13 M . Norwood.

14

15 Wher eupon,
16 KELLY O. NORWOQOD,
17 havi ng been first duly sworn, was called as a witness

18 herein and was exani ned and testified as foll ows:

19

20 MR, NORWOOD: Yes, thank you. Wat | would
21 like to do is go through, assum ng that the stipulation
22 i s approved, the nmechanismthat will be in place

23 begi nni ng Decenber 1 and continuing through March 31 of
24 2005. Along with this nmechanism through the nechani sm

25 we have asked Avista Energy to purchase natural gas for
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our retail custonmers. Along with that, we have asked
them to nmanage our natural gas storage and the
transportation that they have contract rights to to
bring the natural gas to our retail customers. Along
with that, we have what's called a strategic oversight
group that includes enployees fromAvista UWilities and
Avi sta Energy where they get together on a regular basis
and tal k about what's going on in the natural gas

mar ket s and what Avista Energy is going to do on behalf
of custoners, so there's that regular conmuni cation that
takes place to oversee --

JUDGE MACE: M. Norwood, can you sl ow down
just a little bit so the reporter can record your words.

JUDGE MACE: Yes, sorry.

Wth that, we have broken the mechani sm down
into three conponents, and | will try to give you in the
next 10 or 15 minutes an overview of the whole natura
gas purchasing function for the utility, which is a |ot
there, but we have broken it down into three conponents.
The first, commopdity. As you can see on the chart that
I have up here, and it's the sane chart that you have in
front of you, that's marked as Exhi bit Number 2. And
with those conponents, you can see the first is
commodity. And that commodity conmponent includes --

it's broken down into three tiers, tier 1, tier 2, tier
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And I'"mgoing to go into that in a |ot of
detail in just a minute, so I'mgoing to go on to the
st orage conponent where the conpany owns one third of
Jackson Prairie, and through this mechani sm Avi sta
Energy is basically managing it in a way very sinmlar to
what Avista Uilities would in that we inject natura
gas into storage in the spring and sumrer and wi thdraw
it during the winter nonths. Typically the prices
during the spring and sunmer are lower than in the
winter time, and so therefore you lock in sone prices
during that period that are |ower than the wi nter
mont hs. What we also do is to the extent you have sone
cold spells during the winter nonths, you may al so pul
nore natural gas out of storage to nmeet the cold spells.

The third conponent is transportation, and to
the extent that we have transportation that's not needed
at a point in time to serve our custoners' |oad, then
Avista Energy will either release that capacity to
anot her party, or they will purchase gas in one supply
basin and nove it to another supply basin and capture
the differential in the prices between the supply
basins. And then basin optim zation is another
conponent that | will explain in just a mnute.

Going then to what's nmarked as Exhi bit Nunber
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4, which is this chart here, you can see the different
tiers or elenents of the commbdity conponent. The | ower
conponent that you see here is storage, and as you can
see, the natural gas that's injected -- well, first of
all, if you look at the black line on this chart, that
represents Avista Utilities' estimated |oad for each of
the nonths that you see on the chart, Novenber through
Oct ober of each year. Prior to the November period,
natural gas woul d have been injected into Jackson
Prairie and it would be full. Then we start pulling
natural gas out of storage during these winter nonths to
nmeet a portion of the winter | oads, and so that portion
of the pricing would be fixed for our custonmers based on
the spring and sunmer pricing.

The next tier that you see is some fixed
price purchases in tier 1, and what the conpany does
here, and again this is based on discussions between
Avista Utilities and Avista Energy, we will fix the
prices for this portion of the volunes for the 12 nonth
period, which is approximtely 50% of the volunmes during
the period, 6 to 18 nonths in advance. And the reason
for fixing those prices is to provide sonme |evel of
price stability for our customers so that, for exanple,
in the winter nonths if prices get very high on a

monthly or daily basis, then this level of pricing is



0084

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

already locked in, so that's tier 1

Tier 2 is another elenment of the supply where
what we have chosen as a conpany, that being Avista
Utilities, is to fix another portion of the pricing on
the gas, but it's based on first of nonth index prices.
So prior torolling into the nonth, for exanple in
Decenber, we will have fixed the price for the Decenber
deliveries for this portion based on the first of the
nont h i ndex price.

So with those two elements then, the tier 1
and tier 2, we will have purchased natural gas prior to
going into the nmonth, an anobunt of natural gas that's
equal to the estimated | oad for the company during that
month. But that's the estinmated average |oad for the
nont h, and as we know, as you get into the nonth, sone
days are going to be warner than others, and your | oads
are going to be higher or |ower than the estimte, and
that's where the tier 3 conponent comes in. \Wereas you
can see on the chart here, Exhibit 4, to the extent that
you have, for exanple, |oads that are higher than the
nmont hl y average, then Avista Energy would need to either
purchase natural gas fromthe market for that day to
cover the load, or they could use storage, purchase
storage, or excuse nme, pull storage in order to cover

that difference. On warner day, |oads night be | ower.
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Did you have a question?

CHAl RMOMAN SHOWALTER:  Yes. |s what defines
tier 3 the horizontal line of the graph or the col ored
bars?

MR, NORWOOD: Tier 3 is actually this line.

CHAl RWOVAN SHOWALTER:  Just that --

MR. NORWOOD: The vertical line with arrows,
and what that really nmeans is that on any particul ar
day, the actual load is going to be different than what
you estimated for the nonth.

CHAl RWOVAN SHOMWALTER: Okay. So the pink
bars are a little smaller or a little bigger than
esti mated there?

MR. NORWOOD: That's correct.

JUDGE MACE: They would turn out to be that,
alittle bit different?

MR, NORWOOD: That's correct. The pink bar
represents the average for the whol e nonth know ng that
each day is going to be different.

And what we have done under the nechanismis
the costs that are charged to the utility by Avista
Energy, if you look at storage, it's going to be the
cost of gas that is put into storage based on first of
the nonth prices that occurred in the spring and sunmer

period. For the other tier 1 fixed price purchases,
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Avi sta Energy will actually go out and enter into
specific transactions to lock in those prices, and they
wi |l put those transactions, the docunentation, into a
file, and they will be there for us to audit and review.
The sanme will be true for the tier 2 conponent where
Avista Energy will lock in the prices at first of nonth
i ndex for this next level, and they will also have those
docunents available, so it will be the actual
transactions on behalf of the utility.

We have not proposed a sharing for the tier 1
or tier 2, because the purpose for that is to lock in
the prices, part of them6 to 18 nonths ahead of tine,
the other tier 2 is it's locked in 1 nonth ahead of
time. MWhere there is a sharing is in this tier 3
bal ancing. To the extent that the daily |loads are
hi gher or | ower, what we have done is provided an
incentive for Avista Energy to keep those costs as | ow
as possible. So that -- and the way that would be
nmeasured is if Avista Energy has to buy gas, additiona
gas to cover | oads because | oads are higher, the price
charged to Avista Utilities will be their average actual
cost fromeach of the different supply basins that we
purchase gas from And the -- actually, the -- there
will be a sharing then.

For exanple, if the first of the nonth index
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price for Decenber is $4 but they have to buy additiona
gas on a day and it costs $5, that's their average cost
fromthe respective supply basins, there will be an

80/ 20 sharing on that to where the customers will be
bear 80 cents of that difference for those vol unes, and
Avista Energy will absorb the other 20 cents for those
volunes. What they will also do is make a choi ce based
on discussions with the utility as to whether they pul
storage to cover that instead of buying fromthe daily
market. And again, there will be an 80/20 sharing based
on the economcs of pulling storage versus buying in the
daily market. And so it's up to themthen to keep those
costs as | ow as possible there.

Wth that, | would like to go back to Exhibit

COW SSI ONER OSHIE: M. Norwood.

MR, NORWOOD:  Yes.

COWM SSI ONER OSHI E:  Before you nove on

MR. NORWOOD: Yes.

COW SSIONER OSHIE:  Now is this captured in
the agreement, or is this a description of the case that
was presented on direct?

MR, NORWOOD: Good question. As M. Trotter
poi nted out, the nechanismthat would be in place if the

settlenent stipulation is approved woul d be the proposed
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mechanismthat's in our direct case with the one

adj ustment over here to the $3 M1 Ilion guarantee goes up
to a $5 MIlion guarantee, plus there's an additional $1
MIlion that would go to custoners at 100% before the
80/ 20 sharing starts.

JUDGE MACE: Isn't it true --

MR. NORWOOD: So all of this --

JUDGE MACE: Isn't it true also that basin
optim zation would be pooled with the transportation to
create that $5 MIlion --

MR. NORWOOD: That's correct.

JUDGE MACE: -- mechanisn?

MR. NORWOOD:  Ri ght.

So the answer to your question is yes. Al
of this is explained in the testinony.

Back to Exhibit 2 and the storage conponent.
The way that will work is there is a -- actually Avista
Energy and Avista Utilities will work together on the
timng of storage. And when storage is pulled, there is
an 80/ 20 sharing between Avista Uilities and Avista
Energy on any differential between the sumer/w nter and
the sumrer/winter differential. And in addition, as |
mentioned, to the extent storage is pulled on a daily
basis to serve load or if there's opportunity at sone

points to inject nore gas into storage as you work your
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way through the winter, there will also be an 80/ 20
sharing on that.

For the transportati on conponent, as has
al ready been nmentioned, the conpany had guaranteed in
their proposal a $3 MIlion guarantee and an 80/20
sharing after that, and that is for capacity rel ease and
of f-systemsales. And in the settlenment stipulation, as
has been said, we have conbi ned the basin optim zation
and the transportation conponent so that there would be
a total $5 MI1lion guarantee before Avista -- actually
it was $5 M I Ilion guaranteed where Avista Energy is at
risk to supply that if they don't achieve it. And then
the additional $1 MIlion also goes to custoners at
100% So that Avista Energy has to achieve a total of
$6 MIlion on basin optimzation and transportation
before they start to get their 20% sharing in that.

I think I will stop there and respond to any
gquestions if | can.

CHAI RMOVAN SHOMWALTER: | have questions about
this possibility of a |ack of agreenent. Supposing it's
about January or February of 2005 and the parties have
not reached agreenent and so you think you had better
prepare for an alternate way to buy gas. |If you took
the responsibility back within the utility, tell nme what

you would need to do in terns of hiring people,
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executing contracts for future periods, that sort of
t hi ng.

MR. NORWOOD: We haven't worked out the
details as to when the discussions woul d take place, but
my expectation would be that we would not wait too | ong
to get going on those discussions. M hope is that we
woul d get started in the February-March tine frane and
that we would know in the May, June, July at the |atest
time frame as to whether we're going to have any kind of
consensus around the nmechanism Realistically for us,
if we're not able to reach consensus and we choose to
bring it back in the utility, we need quite a few nonths
actually in order to hire new people and bring themin,
and there would be three to five people that we woul d
need to hire to bring in the utility and bring that
function back in.

CHAI RMOMAN SHOWALTER:  And how far ahead
woul d you need to be purchasing gas for the post March
2005 peri od?

MR, NORWOOD: The natural gas year really
begins in the Novenber, well, it's really April through
March, and right now all the gas has really been
purchased for the nost part through the March peri od.

So as you think about April kind of starts a new year

and so as we work through next year in the sumrer
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mont hs, we will be making sure that we're planning
ahead, nmking the purchases, locking in the gas that we
want to to nmake sure there's a transition there. As we
get to the end of March or kind of at the end of the

wi nter period --

CHAl RMOVAN SHOWALTER:  Which year are you in
now?

MR, NORWOOD: |'m sorry, every March it's
basically that way.

CHAl RMOVAN SHOWALTER:  Al'l right, but I'm
trying to work backwards from March 2005.

MR, NORWOOD: Right.

CHAIl RMOVAN SHOWALTER:  When will you in a
practical sense would you be needi ng to make purchases
for the post March 2005 period?

MR, NORWOOD: COkay. For the tier 1
purchases, which is where you fix the price, they wll
actually be looking at that in the March-April tinme
frame of '04. They will be starting to | ook and watch
the market. And as you get into the April, My, June,
July period, we will be fixing the price for that
upcom ng wi nter season. And, in fact, they will be
buyi ng gas for that Novenmber '04 through Cctober '05
period as early as the April-May time frane.

CHAl RWOVAN SHOWALTER:  Al'l right. So under
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the current, well, let's call it plan A, under that
mechani sm Avista Energy around April of '04 would be
buyi ng power for the period through March ' 05?

A They coul d be purchasing and fixing the price
on gas as early as really the April-Muy tinme frame of
'"04. That could go all the way through October of 'O05.
And t hose deci si ons woul d be nade together in the
strategi c oversight group that |I nentioned. Avista
Uilities individuals as well as Avista Energy woul d get
together and tal k about how nmuch do we |ock in, and when
do we lock it in, at what price, and those woul d be
specific transactions. So in our view, irrespective of
whet her the nmechani sm conti nues beyond March of '05 or
ends in March of '05, those are transactions that we
believe should be entered into in any event based on
managi ng the portfolio for our custoners.

CHAl RMOVAN SHOWALTER: But if you take let's
say the nonths of April and June '05, who would be
maki ng that purchasing deci sion and how, well, first of
all, who woul d nake this decision?

MR, NORWOOD: Right. The tier 1 purchases,
and let's assunme that this is Novenber of '04, wel
before you get to March, April, My of '05, we will have
al ready purchased and |ocked in the tier 1 back here in

the mddle of '04. And as to who nekes those purchases,
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Avi sta Energy woul d execute them but it's after
consulting with Avista Uilities through the strategic
oversi ght group, and they neet regularly to tal k about
how nuch do we |ock in, when do we |ock in, and what is
the price when we do it. So it's really a joint thing,
Avista Utilities, Avista Energy, especially on the tier
1

For the tier 2, those purchases also wll
have al ready been nade, and they woul d have been made at
the first of nonth index. So you neke a choice that |
want this portion of ny portfolio in April of '05 to be
at the nonthly index, whatever it is. Part of it's
fixed priced ahead of time, part of it will be at the
nmont h ahead i ndex, and then whatever the daily
differences are will be covered with storage.

CHAl RMOVAN SHOMWALTER: Okay. So what is it,
what is the function that would be expiring in March of
20057

MR. NORWOOD: The function --

CHAl RWNOVAN SHOWALTER:  If the tariff
expires --

MR. NORWOOD: Ri ght.

CHAIl RWOMAN SHOWALTER: What I'mtrying to get
at is the transition --

MR, NORWOOD:  Yes.
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CHAIl RWOMAN SHOWALTER: -- fromone plan to
anot her, and what I'mtrying to understand is would
Avista Utilities have to carry out certain functions
bef ore March 2005, or not until after 2005 would the
Avista Utilities have to say hire people or make
pur chases?

MR, NORWOOD: Okay, let ne tell you what
woul d change then. On commodity, as | nentioned, nost
of that would already be in place and whether you change
it to one place or another. What would change is, apart
fromhiring people at Avista Utilities ahead of tine,
woul d be that beginning in April you no | onger woul d
have Avi sta Energy nmnagi ng the storage and naking
decisions on do I pull storage, do | inject into
storage. You also do not have Avista Energy buying and
selling gas or releasing your transportation. Wat you
woul d have is soneone at the utility now using whatever
transport we need to serve |oad. Whatever the |leftovers
are, then we would release it to soneone else. |In the
past, we haven't brought a I ot of gas to nove from one
pl ace to another to capture value, so that's probably
the major difference is, and that's what we have
explained in our testinony, is that Avista Energy noves
a lot of gas, and through this nmechani smwe have relied

upon themto optinmize the transportation in a way that
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the utility has not. So what would change is in Apri

of '05 they would no | onger be noving gas on our
transport for custonmers. We would be doing that within
the utility together with making the decisions within
the utility on when to use storage and when not.

Now as we rolled into the next year then into
April, My, June of '05, the utility then would be
maki ng deci sions on what to lock in for the next year
into the 05/06 winter.

CHAl RWOVAN SHOWALTER:  Thanks.

COW SSI ONER OSHIE: Now this is a question
that did or an issue that was raised in the open neeting
in which this proposed tariff was suspended, and that
i ssue, M. Norwood, is whether or not Avista really is
required to have a tariff in place to inplenent this
acquisition strategy or nechanism And | believe that
was the utility's decision, to approach us with, of
course, with a tariff as opposed to just inplenenting
the strategy and then com ng back to the Conm ssion at a
| ater date and perhaps having to argue the prudency of
the purchases that were nmade on behalf of the utility by
Avista Energy. So |I'm assunming the question relates
back to this agreenment is that whether or not the
utility would be barred frombringing -- fromjust

i mpl enenting the strategy without filing a tariff and
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just | guess taking the chance, if you will, that the
i mpl enentation of the strategy would not be chal |l enged
by the parties in a prudency proceeding.

MR. NORWOOD: | guess | have two responses to
that. One is what we have tried to do through this
benchmark mechanismis, nunber one, conply with the
policy statenent as best we can, which states that you
really should tariff this, and so that's one of the
bi ggest drivers for why it's tariffed. The second
response is | guess there's a question in nmy mnd with
regard to doing it without a tariff or w thout sone kind
of Conmi ssion order or accounting order where we woul d
be having this sharing take place on each of the
conponents. Again, | guess that's the question in ny
mnd is could we do that without some kind of Comm ssion
order whether it's tariffed or not is the question
guess | have in my mnd.

MR, TROTTER: Conmi ssioner, could I give a
bri ef response on that?

We had assuned that the policy statenent
woul d be observed, and it does literally require
tariffing. W don't think, you know, one of the issues
in the case was whet her that makes sense in al
contexts, but | think until the Conmm ssion addresses

that in sone way, we woul d expect that they would have
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to tariff, have to file it as a tariff.

CHAl RMOVAN SHOWALTER: By have to, | haven't
read that policy statenment recently, but policy
statements usually say within themthat they are not
bi ndi ng.

MR. TROTTER: Well, this --

CHAI RWOVAN SHOWALTER: Does anyone have a
copy of the policy statenent?

MR. TROTTER: It is in the record. It's one
of M. Parvinen's exhibits, and we can take a | ook at
it. But | think that the conpany did follow the policy
statement when they filed it. | think M. Norwood nakes
a correct point that it's likely that an accounting
order would be required in any event, but | agree with
the concept at |east conceptually that a tariff filing
woul d not be required if the conpany wants to engage in
a strategy to buy gas. That normally would not require
it.

JUDGE MACE: M. Norwood, do you have
anything further in your presentation?

MR, NORWOOD:  No.

JUDGE MACE: Anything fromthe other two
W t nesses?

CHAI RWOVAN SHOWALTER: | have a question for

one of the other w tnesses.
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JUDGE MACE: Co ahead.

CHAl RMOVAN SHOWALTER:  |' m not sure which
one, but it's not M. Norwood | don't think.

And that is, what is the problemwth -- why
is it objectionable to continue with this until March
2005, see how it goes, have it expire, which would nean
that the conpany would in any event have to propose
sonmet hi ng, whether it would be the sane or different, we
woul d be kind of back to where we are today if it was a
contested proposal, maybe they wouldn't, | don't know,
maybe they woul dn't have to now that we have just had
some di scussi on about whether they even have to, but the
tariff itself would expire, that would be over, what is
wong with that? And | don't even know what witness |I'm

| ooki ng at.

Wher eupon,
M CHAEL PARVI NEN,
havi ng been first duly sworn, was called as a w tness

herein and was exanm ned and testified as foll ows:

MR, PARVINEN:. | will take a shot at that.
JUDGE MACE: That's M. Parvinen for the
record.

MR, PARVINEN: Yes. The tariff is | guess
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kind of a npbot point in regards to the settlenent.
We're talking primarily the benchmark nechanism So
think regardl ess of whether it's tariffed or not, we're
tal ki ng about the nechanismitself.

CHAIl RWOMVAN SHOWALTER:  Well, | guess then
same question, if -- is the benchmark nechanismitself
part of the tariff?

MR PARVI NEN:  Yes.

CHAIl RMOVAN SHOWALTER: Then if it expires,
doesn't the benchmark mechani sm as the nechani smor the
approved nechani sm al so expire?

MR. PARVI NEN:  Yes.

CHAl RMOMAN SHOWALTER: So then if the tariff
expires in March 2005, isn't it essentially then up for
argunent what prudent activity is, what appropriate
benchmark mechanismis, sort of a junp ball in effect?

MR. TROTTER: | will try to answer that.
Certainly on March 31st, 2005, if the tariff expires,
the gas procurenent will revert to the utility. Absent
the settlenent agreenent, they could in theory refile it
and tee it up in litigation. | think this is part of
the overall package, that the Staff saw very significant
i ssues involving affiliates and gas purchasi ng and al
of that, and so we negotiated this so that we woul dn't

face that issue until sometinme in 2007 if the conpany
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wi shed to bring it back. But under nornma

ci rcunstances, when a tariff expires, absent sone
agreenent, under nornmal circunstances, the conpany woul d
be able to tee up what it wi shed at that point, absent
sone | egal constraint.

CHAI RMOVAN SHOWALTER: But this prior
di scussi on about what is and isn't required is
i nteresting, because if March 2005 comes, March 31st,
and under the agreement the procurenent function reverts
to the conpany, then what does prohibit the conpany from
procuring through its affiliate?

MR. TROTTER: | think as M. Norwood
indicated, it's the understanding of the policy
statenent that to do that -- oh, | see what you nean,
they could procure without a benchmark nechanisn is
t hat what you nean?

CHAl R\MOVAN SHOWALTER: Well, the tariff would
go away, the seal of approval of doing this would go
away.

MR, TROTTER: They couldn't --

CHAI RWOVAN SHOWALTER:  But woul d anyt hi ng
prohibit at that point the utility fromprocuring as it
deenms prudent, whatever that nay be?

MR, TROTTER. Well, if they deemit prudent

t hrough a benchmark nmechani sm as defined in your policy
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statenent, | think they would have to file it, and they
woul d have to -- for approval, and they would have to
get an accounting order if there's going to be any
sharing so that they can do deferred accounting of the
sort that is inherent in such proposals. | was thinking
of your statement what if they used Avista Energy to
procure gas and there was no incentive nmechani smat al
with that.

CHAI RMOVAN SHOWALTER: Ri ght .

MR. TROTTER: They just hired them 1 guess
we woul d have a debate over whether that was an
i ncentive mechanismor not that required filing and
deferred accounting. | guess | would have to think that
one through.

But | think in general what this agreenent
does, it says if you're going to foll ow a benchnmark
mechanism | think it's fairly well defined by your
policy statement, then if that involves an affiliate,
you need to wait until March of '07. |If it doesn't, you
can file it to be effective April 1 of 'O05.

JUDGE MACE: Commi ssioner GOshie, do you have
any ot her questions?

COW SSI ONER OSHI E: No.

CHAI RMOVAN SHOWALTER:  Anyone el se want to

vol unteer anything that we haven't discussed?
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COW SSI ONER OSHIE:  Ms. El der, you have been

qui et, would you like to add sonmething to the record?

Wher eupon,
CATHERI NE ELDER
havi ng been first duly sworn, was called as a w tness

herein and was exani ned and testified as foll ows:

MS. ELDER: Well, let nme add this little
t hought. You know, the settlement really represents a
tradeof f. None of us got, none of us here before you
got what we wanted in our heart of hearts or what we put
in our prepared direct testinony. But we agreed that
with this set of tradeoffs that the conmpany gave
sonmet hi ng, we gave sonething, that we felt that it was
in the best interests of rate payers to do that agreed
thing versus continue to litigate our individua
positions. And so | think that's the nost inportant
thing as you approach naking a decision, that's the nost
i mportant thing for you to consider

CHAI RWOVAN SHOWALTER: But you're stating
what is true of all agreenents.

MS. ELDER: That's true.

CHAI RMOVAN SHOMWALTER:  You're stating a

process statenent, the parties agree this is better than
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litigation. That doesn't get to the nerits of what the
agreenent does or how it plays out.

MS. ELDER: Well, and | think you have to
t hi nk about the things, the explicit things that we
traded off. The conpany's position would have been
let's put this nechanismin place until '07. W had
some concerns about the nechanism so we can live with
it for 18 months assunming that we spend the tine to take
a second crack at it, see if we can reach agreement on
what an appropriate, truly appropriate mechani sm woul d
be that we would all agree to. W can at least live
with this if we got sone additional dollars for rate
payers, and that's fundanmentally what the settl enent
achi eves, because it gets -- when you adopt an incentive
mechani sm essentially what you're doing is you're
payi ng the conpany extra to hopefully get a better
result on gas costs. That's your end goal is to give
the conpany a little extra noney to get themto do a
better job procuring gas.

And the question is whether or not this
mechani smreally got enough for rate payers to justify
that extra paynent. That's your fundamental policy
question. And what we're telling you is that we think
that given the way that this agreenment was put together

that we got sonething that you can say to rate payers,
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yes, we think it's worth it to pay the 20% to Avista on
these other itens given that it will be for 18 nonths,
given that we've got the $5 MIlion plus $1 MIlion on
the transportation and the basis optinization, given
that we're going to work together over the next 18
nonths to see if we can come up with a better nechani sm
that we're all confortable with, given all of those
things, we think this is reasonable.

CHAI RWOVAN SHOWALTER:  But your statenment
just now seens to nme to support plan A expiring on March
31st, 2005, during which the parties try to negotiate
sonmething else. | don't see how your statenent supports
reverting to a different plan on that day and, you know,
maybe or maybe not prohibiting one particular sort of
benchmar k.

MS. ELDER: Well, and we have agreed to not
pre-judge that issue and to talk

CHAl RAOMAN SHOWALTER: But if we -- well, the
first thing is I'mnot sure what the agreenent actually
does with respect to the ability of Avista to purchase
t hrough Avista Energy after 2005 if there's no
agreenent. And the reason I'm-- | think the intent is
not to allowthat, I"'mjust not entirely certain that's
what the effect is. But assuming that's the intent,

your statenent in support of the settlenment doesn't seem
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to get at that particular issue. It gets at what is the
mechani sm and tradeoffs between now and 2005, which is
nore typical of a settlenment, to say here's what we're
going to do through this next period. 1It's not so
typical to say, and for the follow ng period we're goi ng
to do sonething totally different.

MR, CROWELL: Well, if | can interject,
maybe to use the anal ogy you used, we're not saying it's
a junp ball in March of '05. W're saying it will be a
new game. And we don't know --

CHAl RMOVAN SHOWALTER:  What does that nean?
I'"'mnot a sports --

MR, CROWAELL: Well, I'msorry, you said junp
ball, whichis a --

CHAl R\MOVAN SHOWALTER: They sound sinmilar to

MR. CROWAELL: Well, a junp ball is
restarting the ball in play in a basketball gane where
two very tall nen bat it back and forth --

CHAI RMNOVAN SHOWALTER:  Yes.

MR, CROWELL: -- to try and get control of
it. What I"'msaying is that this stipulation that's
before you woul d propose not a junp ball, but rather is
starting the clock over, starting a new game. That's

di fferent than taking what you've got going and keepi ng
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t he gane goi ng based on what you've got before. What
we're all committing to do here is to sit down for 18
months and try and work out the rules of a new gane.

CHAl RMOVAN SHOWALTER: Yes, and if you fai
to?

MR. CROWELL: And if we --

CHAI RWOVAN SHOWALTER: Then it's the ol d gane
or the old, old game.

MR. CROWELL: Well, no, actually we don't
know what it will be. The conmpany nmay go back to the
old, old gane. They may cone up with a new game. You
know, there certainly are a range of possibilities out
there for what they could do.

CHAIl R\OMAN SHOWALTER: But do you agree that
what at least the intent of the parties was what they
can not do, your intent was what they can not do is the
current mechani sn®?

MR, CROWELL: Qur intent is that they not
sinmply refile a nechanismthat utilizes Avista Energy,
some other affiliate or subsidiary to performthe work.
| think sonething we all do agree on is, (a) the work
has to be done, the gas has to fl ow when people turn the
knob on their furnace or their stove; (2) it should be
done at the | east cost possible that can be done. And

we're all interested in serving their rate payers as
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well as we can, and the only thing that we' re debating
is how that can best be done. And if it can be best
done t hrough an incentive nechanismthat creates a
notivation for Avista, whether it's through Avista
Energy, whether it's through Avista Uilities itself, or
whether it's through a third party, to do better than
the market if they can do better than the market, then
t hey shoul d be rewarded for doing better than the
mar ket .

CHAl RWNOVAN SHOWALTER:  But can best be done
is sonething that ultimately has to be in the
Conmmi ssion's eyes, but the agreenent says if the parties
can't agree what is best, then in effect any one party
causes reversion to one node.

MR. CROWELL: [|'mnot sure that --

MR, TROTTER:. The way that you might -- one
m ght ook at this is that the company requested on a
March 2000 term nation date of their preferred
mechanism And so if they prevailed in this case, that
woul d be what they would get. And what we're doing with
the settlenent is taking -- is |looking at that period of
time and telling you what on a consensus basis appears
to us to be in the public interest, to keep this
mechanismin a slightly nodified formfor half of that

period in essence, and for the other half the utility
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woul d manage it if a consensus nmechanismisn't
devel oped.

CHAl RWOVAN SHOWALTER:  Ri ght .

MR, TROTTER: O the conmpany could file a
non-affiliate rel ated nmechani smfor your consideration
during that time frane.

CHAl RMOVAN SHOWALTER: | find it very
anonmal ous that the parties would agree that an affiliate
mechani smis okay for the next two years, but it's not
going to be okay if the parties don't agree for the
ot her two years.

MR. TROTTER: Well, | think it's the bal ance
of the negotiations, that there is some change in the
mechani sm but that we don't have to battle the
affiliate relationship issue until '07 again. But if
the conpany cones up with another mechani sm not
involving an affiliate, they can file it, and we'll deal
withit. It is a very significant issue for sone
parties, and this is the way we dealt with that as part
of the bal anci ng of considerations.

MR. CROWELL: | think --

JUDGE MACE: Is there any --

MR, CROWELL: Onh, I'msorry, go ahead.

JUDGE MACE: M. Cromnel|.

MR, CROMAELL: Yes.



0109

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

I think the only thing I would add is, and
think the other parties share nmy feeling on this, is we
did want to express our appreciation for Judge Wallis's
assi stance yesterday. He gave up his day, which I know
was not planned, to assist us, and | think it was
val uabl e to us reaching this resolution.

JUDGE MACE: Yes, | certainly appreciated it,
and |'msure the conm ssioners did too.

M. Meyer, did you have anything further?

MR. MEYER: Not on our end.

JUDGE MACE: Great, then the record is, well
this hearing is concluded at this point.

(Hearing adjourned at 4:40 p.m)



