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MACE, Chairwoman MARI LYN SHOMLTER, Commi ssioner

Rl CHARD HEMSTAD and Conmi ssi oner PATRI CK OSHI E.
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JUDGE MACE: Let's be on the record in the
Matter of the Petition of Avista Utilities for
Extensi on of the Natural Gas Benchmark Mechani sm
This is Docket Number UG 021584. Today's date is
Novenber 24th, 2003. We are convened in the offices
of the Washington Utilities and Transportation
Commi ssion in Oynpia, Washington. W' re schedul ed
today to begin the evidentiary hearing in this case.

My nane is Theo Mace. |[|'ve been assigned to
hol d hearings in this case, and with me on the bench
today presiding are Chai rwoman Marilyn Showal ter and
Commi ssi oners Di ck Henstad and Pat Gshi e.

I'd like to have the oral appearances of
Counsel now, beginning with the Petitioner

MR. MEYER:. Yes, thank you, Your Honor
Wl the short formsuffice?

JUDGE MACE: Yes, definitely.

MR. MEYER: David Meyer, for Avista
Cor por ati on.

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

MR. TROITER: Donald T. Trotter, Assistant
Attorney General, for the Comn ssion

JUDGE MACE: Thank you. Let ne ask if

there's anybody on the conference bridge who seeks to
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enter an appearance this nmorning? | hear no
response.

| believe that we have an order of wi tnesses
calling for M. Norwood, M. Guber, M. D Arienzo
and M. Hirschkorn fromthe conpany, and then M.
Parvinen and Ms. Elder for Staff and Public Counse
respectively. W have M. Norwood on the stand and
"Il swear himin monmentarily. M understanding,
fromour off-the-record discussion earlier, M.

Meyer, is that M. D Arienzo is ill today; is that
correct?

MR. MEYER: Yes and no. He's very nmuch a
game player. He's here, he's in our mdst. And he
was having trouble with his voice and so forth, so as
the day progresses, we'll check in with Mke. And we
weren't sure he could even nake the trip, to be
honest with you, but he is here and we'll just see
how wel| he does. If it appears that he just can't
or shouldn't take the stand, if | could have your
perm ssion to take himout of order tonorrow, if he's
ready tomorrow. Then, if that doesn't happen, we
have a backup pl an.

JUDGE MACE: It |ooks Iike we can address
that as the day wears on. You're ready to call M.

Nor wood, then?
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MR. MEYER | am Wth that, Your Honor, |

call to the stand M. Kelly Norwood.
Wher eupon,

KELLY O. NORWOCD,
havi ng been first duly sworn by Judge Mace, was
called as a witness herein and was exam ned and
testified as foll ows:

JUDGE MACE: Pl ease be seated.

MR. MEYER:  Your Honor, it's ny
understandi ng, for the record, that the prefiled
testi mony and exhi bits have al ready been admtted?

JUDGE MACE: That's correct. They were al
admtted on the date we had the settlenent hearing.

MR. MEYER Yes. So with that in mnd, |

can be brief.

DI RECT EXAMI NATI ON

BY MR MEYER:

Q M. Norwood, for the record, please state
your name and your enpl oyer.

A My name is Kelly O Norwood. M enployer is
Avi sta Corporati on.

Q And have you prepared and prefiled exhibits
that have been already admitted i nto evidence,

exhibits identified and admtted as 1-T, 2, 3-T, 4, 5
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and 6?
A Yes.
MR. MEYER Wth that, Your Honor, M.
Norwood is avail able for cross.
JUDGE MACE: All right. M. Trotter

MR, TROTTER: Thank you, Your Honor

CROSS- EXAMI NATI ON

BY MR TROTTER

Q Good norning, M. Norwood.

A Good norning, M. Trotter.

Q The benchmar k nechani sm has been in place
since Septenmber of 1999; is that correct?

A Yes.

Q This case is the first evidentiary hearing

t he Comm ssion has held on that nechanism is that

right?
A Yes.
Q And t he Conmi ssion has yet to issue an order

approving the nechanism is that correct?

A | don't recall whether orders were issued in
prior decisions or not.

Q Wul d you accept, subject to your check
t here was not ?

A "Il accept that, subject to check
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Q Now, your position is there needs to be
conpel ling reasons not to continue the mechanisnm is
that correct?

A Yes.

Q When Avista first filed the benchmark
mechanism it did not tell the Commission that the
tariff had to be renewed absent conpelling reasons to
the contrary, did it?

A I don't know if we used the word conpelling
at the tinme that we filed. There was an
understanding that it would be in place for two years
and seven nonths and then be revi ewed.

Q And it was filed as an experinent, was it
not ?

A Yes.

Q On the easel, you have Exhibit 2, page 1; is

that correct?

A Yes.
Q Okay. | have to admit, | can't read the
fine -- even the not-so-fine print fromhere, but I'm

going to refer to that exhibit, and I have it in
front of me in hard copy. But this is a graphic
depi ction of your current proposal that Avista is
sponsoring in its testinony today?

A Yes.
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1 Q And the magni tude of total gas cost for
2 Avista Utilities is around 76.3 nmillion; is that
3 right?

4 A Yes, for this tine period and for the

5 Washi ngton jurisdiction.

6 Q And -- well, is that an annual figure or is
7 it for the total period January 30, 2004, through

8 March 31st, 2007?

9 A There's a footnote at the bottom of the

10 exhibit which indicates it's Washington only for the

11 period April '02 through March of '03.

12 Q So it's an annual figure?
13 A That's correct.
14 Q Do you agree that a benchmark is an

15 obj ective standard agai nst which the Utility's

16 performance i s neasured?

17 A | believe that, yes, is one definition

18 Q In the benchmark nechani smthe conpany is
19 proposing, the Utility's performance is not nmeasured,
20 but rather the perfornmance of its affiliate, Avista
21 Energy, is neasured; is that correct?

22 A The benchmark is established against -- the
23 actual costs that are billed to the Utility and that
24 we charge custoners i s neasured agai nst benchnarks,

25 and Avista Energy is the one that's managing it for
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us, so in that sense, | guess it would be yes.

Q Let's focus on the commmdity part of your
Exhi bit 2, page one, and that includes Tier 1, 2 --
Tiers 1, 2 and 3; correct?

A Yes.

Q I'"d like to start with Tier 1 gas. And Tier
1 covers 50 percent of Avista's average nonthly gas
| oad that serves its retail gas customers; correct?

A Yes, approxi mately 50 percent.

Q And Tier 1 is based on fixed price purchases
of gas that lock in the price of that 50 percent
average nmonthly | oad; correct?

A It's that conponent, as well as some natura
gas storage is also a portion of that 50 percent.
Tier 1 is fixed price purchases together with
st or age.

Q And storage is purchased at fixed price, is

it not?
A Yes.
Q And t hose contracts include purchases of

gas, including gas and storage, as well as hedges,
all of which are entered into specifically for Avista
Uilities; correct?

A That's correct.

Q And Avista Utilities buys hedges on its own
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account to assure those prices are fixed; correct?

A No, in both -- well, in Tier 1, actually
Avista Energy is the one that actually executes the
hedges to lock in the price for the Utility, and
those transactions are done with -- in consultation
with the Utility in the Strategic Oversight G oup.

Q But Avista Utilities does not actually enter
into the hedges; is that correct? It's AE?

A It's Avista Energy on behalf of the Utility.

Q Now, there's no sharing around the contract
prices in Tier 1 under the benchmark nechani sm
correct?

A Correct.

Q And because the price of gas in Tier 1 is
fixed, Avista Energy cannot do better than the price
reflected in the contracts under Tier 1; is that
correct?

A Correct.

Q By the sane token, Avista Energy cannot do
worse than that price reflected in the contracts
under Tier 17

A That's correct.

Q So for this 50 percent part of the average
retail gas load, there is no benchmark to conpare

Avi sta Energy's performance to -- in order to neasure
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Avi sta Energy's performance; correct?

A No, | wouldn't agree with that. There is
actually a benchmark. There's no sharing, but there
is a benchmark, and that benchmark is the market at
the time when the hedges are | ocked in. And as we
| ock in these hedges, there will be the actua
contract itself, together with other market
information as to what the price was at the tinme, and
that woul d be the benchmark agai nst which we can
conpare the price that is locked in. W have not
proposed a sharing, because it's part of the overal
strategy of fixing the price for a portion of the
portfolio.

Q You said you conpare sonething to the price
that's | ocked in. What do you conpare to the price
that's | ocked in?

A We woul d conpare the market prices at the
time the price is locked in. There would be broker
gquotes from a nunber of nmarketers or suppliers at the
time, and that's what the utility has done in the
past and that's what Avista Energy's does, is
docunent the prices available at the tinme the prices
are | ocked in.

Q So there is a difference, then, between the

mar ket price and the price that's | ocked in?
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A. There should not be. At the tinme they |ock
it in, that is the narket. And you have broker
quotes and other information to denonstrate that that
was the market at the tine the decision was nade.

Q Ckay. So if we're conparing Avista Energy's
performance to the benchmark, which you say is the
mar ket price, the difference is always zero, isn't
it?

A In this case, it would be zero; that's
correct.

Q And Avista Energy can't outperformthe
mar ket price in Tier 1, can it?

A We have not asked Avista Energy to attenpt
to outperformthe market on Tier 1 because it's part
of the portfolio of fixing the price on the portion
of the portfolio.

Q My questions are related to the benchmark
mechani sm as you're proposing it, not as how you
m ght propose it. Do you understand that?

A Yes.

Q As the benchmark is currently being
proposed, there's no way for Avista Energy to beat
the benchmark in Tier 1; is that correct?

A That's correct.

Q Pl ease turn to Exhibit 12. This is your
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response to Staff Data Request Number 102, and we
were focusing on your Exhibit 6, Item Five, where you
stated the proposed benchmark mechani smincludes a,
quote, synmetrical sharing of 80/20 around al
conponents of the mechanism and then you go on
unquote. Do you see that?

A Yes, | do.

Q On the next page of the exhibit is a
suppl enment to that data request where we asked you to
specify in nore detail how Avista Energy shares 80/20
around the gas cost established in Tier 1 of the
benchmark mechanism And you agree, do you not, that
there is no sharing around Tier 1?

A Yes, | agree.

Q And so in your Exhibit 6, when you refer to
a symmetrical sharing of 80/20 around all conponents
of the nechanism you did not nean to include the gas
purchases in Tier 1 or Tier 2, for that matter, that
account for 100 percent of Avista Uilities' average
daily gas needs; is that right?

A That's correct.

Q Let's then tal k about Tier 2, and we'll go
back to the chart, Exhibit 2, page 1. And Tier 2 is
the other 50 percent of Avista's average gas |oad for

its retail custoners; is that right?



0124

1 A Yes, that's correct.

2 Q And that's purchased at the FOM i ndex, which
3 is the first of the nonth index price; correct?

4 A Yes.

5 Q And the FOM index is an actual index

6 reported by various reporting services; correct?

7 A That is correct.

8 Q And as an index, sellers are supposed to

9 report prices of actual trades, actual prices of

10 actual trades, and it is those actual trades that

11 generate the index price that Avista Energy pays; is
12 that right?

13 A I think I'"lIl defer to M. G uber on the

14 actual calculation of the indexes.

15 Q I's that your understandi ng?
16 A That's my under st andi ng.
17 Q And Avista Energy enters into specific

18 contracts with sellers of gas for that 50 percent of
19 the Avista Energy's average |oad -- excuse ne, Avista
20 Uilities' average |oad, and those contracts are

21 entered into specifically for Avista Utilities; is

22 that right?

23 A Yes.

24 Q And under the mechani sm Avista Energy has

25 no discretion to purchase that gas at any price other
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than the FOM index; is that correct?

A That's correct.

Q And t hat nmeans that Avista Energy cannot
fail to equal the FOMindex; is that right?

A That's correct.

Q So there is no benchmark for Avista to try
to beat in Tier 2, is there?

A In this case, the benchmark is the index, it
is the market, and they're one and the sane.

Q And Avista Energy can't beat it, can it?

A That's correct.

Q And |ikewi se, it can't do worse than the FOM
i ndex, can it?

A That's correct.

Q And like Tier 1, there is no sharing in Tier
2; is that right?

A. That's correct, there's no sharing for Tier
1 or Tier 2.

Q So looking at Tier 1 and Tier 2 together
100 percent of Avista Utilities' average gas |oad has
no benchmark that AE, Avista Energy, can either beat
or fail to neet; is that correct?

A No.

Q That's not correct?

A No. The Tier 1 is 50 percent of the
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estimated | oad for each of the nonths. The second
Tier 2 is another 50 percent of the estinmated | oad.
Once you progress through the nonths, then it's up to
Avi sta Energy to bal ance the actual |oads with the
actual resources, and that's where there will be a

di fference between the actual prices and what was

| ocked in.

Q And you're tal king about Tier 3, aren't you?

A That's correct, as well as the basin
opti m zations.

Q Maybe it's term nology, but let's -- you
have 50 percent Tier 1, 50 percent Tier 2 on your
chart; right?

A That's correct.

Q Does that represent 100 percent of Avista
Uilities' average gas | oad?

A That's the estimate; that's correct.

Q Okay. And for that, 100 percent of Avista's
average estimate of its average gas |load, there is no
benchmark that AE can either beat or fail to nmeet; is
that correct?

A For those estimates, that's correct.

Q Ckay. And Tier 1 -- oh, excuse ne. Let's
turn, then, to Tier 3 on the chart, which is still on

the commodity conponent; right?
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A Yes.
Q And this tier represents gas used to bal ance
Avista Uilities' daily gas loads to the extent the

daily |l oads are above average or bel ow average;

correct?
A. That's correct.
Q And that is because, on a particular day, if

Avista's actual |oad does not equal its average | oad
for that day, Avista Energy has to buy or sell gas
for that day in order for Avista Utilities to serve
its actual gas |oads; correct?

A Yes.

Q And Tier 3, the daily purchases and sal es,
have a benchmark and it is the FOMindex; correct?

A That's correct.

Q So if Avista buys gas or sells gas in Tier 3
at a price equal to the FOMindex, Avista Energy gets
no extra benefit, nor do the ratepayers; right?

A That's correct.

Q If Avista Energy buys gas at |ess than the
FOM i ndex, it shares the net cost 80 percent to
custoners and 20 percent to Avista Energy; correct?

A That's correct.

Q And on a day in which Avista Energy does not

have any transactions, the gas daily index is used to
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price the gas that's used in Tier 3 that day;

correct?
A Yes, that's on a per supply basin basis.
Q Now, the gas daily index is an actua

reported index, isn't it?

Q And is it your understanding that that index
is conputed by adding up all trades by all traders in
the market for that day, they're all added up and
averaged and the result is the index?

A That's my understanding, but again | would
defer to M. Guber for the actual calcul ation.

Q And over the course of the nechanismas it
is actually operated, Avista Energy's daily sales and
purchases in Tier 3 have been essentially the sane as
if Avista Energy had purchased the gas at the gas
daily index; is that correct?

A Yes.

Q So on average, Avista Energy has not been

able to beat the gas daily index price for Tier 3;

correct?
A That's correct.
Q But by performng at that average |evel in

Tier 3, Avista Energy nonethel ess gets paid in Tier 3

if the price it pays or sells at is |less than the FOM
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1 i ndex for that sale; is that right?
2 A Yes.
3 Q Wuld you turn to Exhibit 18, please? And

4 this is your response to Staff Data Request 86. And

5 you explain --

6 A Excuse me. M ne shows 122.

7 Q I'"msorry.

8 A | want to nmake sure | have the right one.
9 JUDGE MACE: Exhibit -- let's be off the

10 record.
11 (Di scussion off the record.)
12 THE WTNESS: GCkay. | have it in front of

13 me now. Thank you.

14 MR, TROTTER:  Okay.

15 CHAl RMOVAN SHOWALTER: M. Meyer, would you
16 like a copy of the updated exhibit list?

17 MR. MEYER: Yeah

18 CHAI RMOVAN SHOWALTER: | could do wi thout

19 this for the tinme being.

20 MR, MEYER: Appreciate it.

21 JUDGE MACE: And | apologize if you didn't
22 receive the updated copy. | thought | sent it out.
23 MR MEYER. We're all on the sane page now.

24 Thank you.

25 MR, TROTTER: Thank you.
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Q Referring to Exhibit 18, you were asked to
explain how, in theory, Avista Energy can beat the
benchmark in Tier 3, and we established earlier that
that's the FOM index. And at least the first part of
your response indicates that Avista Energy does not
control the daily index price; is that correct?

A Yes.

Q And is it correct in Tier 3 that the only
way that Avista Energy can beat the benchmark is to
secure a sale or purchase at |ess than the FOM i ndex;
is that right?

A Yes. Well, there's another way, and that
is, in mnhagi ng storage, we want to incent Avista
Energy to make the right decision in terns of pulling
fromstorage to serve load on a daily basis or to buy
fromthe daily market, and so that's why we have an
80/ 20 around both of those conponents, for themto
get the best deal possible on a daily basis to
bal ance | oad.

Q Is the word storage included in your

response in Exhibit 18? It is on the last line,

isn't it?
A Yes.
Q Ei t her through storage or purchase and sal es

in the market. Thank you.
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A That's correct.

Q Now, both the FOM index and the gas daily
i ndex price is influenced by weather and custoner
demand for gas, is it not?

A. Anmong ot her things, yes.

Q And Avi sta Energy doesn't control weather or
custoner demands for gas on a daily basis, does it?

A. That's correct.

Q And you indicate that Avista Energy does not
control the daily index price, but Avista Energy
al so does not control the FOMindex price, does it?

A That's correct.

Q Turn to Exhibit 17, which is your response
to Staff Data Request 127.

A. Okay. | have it in front of ne.

Q Okay. And this data request focused on your
rebuttal testinony, where you said that there was no
undue benefit to Avista Energy under the mechani sm
Do you recall that testinony?

A Yes, | do.

Q And in understandi ng your response, am |l
correct to understand that, in your opinion, so |long
as the costs and benefits go where the nmechani sm say
they should go, Avista's position is that those costs

and benefits cannot be undue?
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A I think there's a combination there. One
is, nunber one, they should go where they're intended
to go, and nunmber two, | think they should be
reasonabl e.

Q So if it turns out that costs or benefits
went where they were supposed to, but the result was
not reasonable, then it's possible in that

circunstance that the benefits or costs could be

undue?
A. | think you should take a | ook at that.
Q Is that a yes or a no?

A They shoul d be revi ewed and they woul d be
revi ened.

Q And if they are reviewed and found to be
unr easonabl e, al though they went where they were
supposed to go, then that would be an undue cost or
an undue benefit in that circunstances?

A That woul d be a decision for the Commi ssion
to make, yes.

Q Let's go to your rebuttal testinony, Exhibit
3, page 11. Follow up on that point. On line nine,
you indicate that, in your view, approval of the
benchmar k mechani sm by the Comni ssi on does not
constitute pre-approval of natural gas costs and the

Conmi ssion retains its authority to review and adj ust
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Avista Utilities' gas cost during a PGA proceeding.
Do you see that?

A Yes, | do.

Q So just because this -- in your opinion
just because this mechanismis tariffed and the
tariff is followed, the Conm ssion can still |ook at

t he reasonabl eness of the underlying cost and

benefits?
A Yes.
Q And nmake adj ustnents where they deem

necessary?

A Yes.

Q Your initial testinony, Exhibit 1-T, page
seven.

CHAl RMOVAN SHOMALTER: What page?
MR, TROTTER: Seven.

Q On line 13, you testify that, quote, Through
consol idati on of the conpany's gas procurenent
functions under Avista Energy, Avista Energy has been
able to pool Avista Utilities' supply, storage and
transportation arrangenents with their portfolio. Do
you see that?

A Yes, | do.

Q And what benefits does that confer on Avista

Ener gy?
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A It -- 1 think M. D Arienzo nentioned that
there is a benefit to Avista Energy in that there is
an increnmental amunt of volunme that they do, and
think he mentioned that it's about three percent of
their total business and about eight percent of their
physi cal volunmes. So it does provide an additiona
piece to their portfolio, which nay provide sonme --
as M. D Arienzo mentioned, it does provi de sone
benefits. | would have to |l et him speak to what
t hose benefits are.

Q I don't want you to defer to soneone unl ess
you have to. Let nme ask of your own persona
know edge. Are you aware of any benefits that Avista
Energy receives by the ability to pool Avista
Uilities' supply, storage and transportation
arrangenents within Avista Energy's portfolio?

A | guess | would have to let M. D Arienzo

speak to that. He's the one that operates that

busi ness.

Q So you don't know if there are any or there
are none?

A I think there are some benefits, but, again

I'"d have M. D Arienzo speak to those.
Q Let's go back to the chart, Exhibit 2, page

one, and let's turn to the transportation part or
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conponent of the mechanism And this part of the
mechani smtakes into account capacity rel eases and
of f-system sales; is that right?

A Yes.

Q And Avista is proposing that Avista Energy
woul d guarantee to Avista Utilities $3 million
annual ly in capacity rel ease revenues and of f-system
sal es revenue, and any such revenue above three
mllion would be shared 80 percent to ratepayers and
20 percent to Avista Energy; is that right?

A Yes.

Q The nmechanismthat is currently in effect
today guarantees $5 mllion in capacity rel ease and
of f-system sal es revenues with 50/50 sharing beyond
that; right?

A No. The current nechani sm provi des the
first five mllion to custoners. There's no

guarantee with a 50/50 sharing after that.

Q As the nmechani sm has operated each year, did
the ratepayers, in fact, get $5 mllion, at least $5
mllion in capacity release and off-system sal es
benefits?

A M. Guber would know the nunber, but it's
nmy understanding that, in this past operating year

they achieved just a little over $5 mllion
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Q As part of the contract between Avista
Energy and Avista Utilities that set up the benchmark
mechani sm Avista Utilities gave to Avista Energy the
right to manage all of the pipeline capacity rights
that Avista Utilities has; is that correct?

A Yes, | believe that's correct.

Q Now, before Avista Utilities entered into
that contract, it had already entered into sone
long-termcontracts in which it had sold a portion of
its capacity rights to third parties; correct?

A Yes, that's ny understandi ng.

Q And t hose prior transactions were capacity
rel ease transactions?

A | believe that's correct.

Q And a capacity rel ease transaction is sinply
the conpany selling capacity rights it has on the
pipeline to a third party?

A Yes.

Q O f-system sal es are actual sales of excess
gas that Avista Utilities cannot use; is that right?

A That, or you nmay choose to buy sone gas in
one | ocation and nove it to another

Q Is it correct that the bulk of the capacity
rel ease revenue that has come under the mechani sm

came from capacity rel ease contracts that Avista
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Uilities had made prior to the nmechani sm going into
effect?

A You'd have to ask M. Gruber that question.
"' m not sure.

Q Well, let's go to Exhibit 14.

CHAl RMOVAN SHOWALTER: M. Trotter, |'mjust
goi ng to suggest if you could slow your voice down a
little bit. It's so hard to hear the question at
that pace, so then it's hard to understand what the
answer is.

MR, TROTTER: 1'Ill do ny best. Thank you.

Q Pl ease turn to Exhibit 14. And that's --

A Response to Number 117. | have it.

Q Ckay. And this asked you to provide the
annual capacity rel ease revenue between Septenber '99
and February of 2003; is that correct?

A Yes, it is.

Q And page two of the exhibit shows the
figures for each nonth of that period; right?

A Yes, it does.

Q And woul d you accept, subject to your check
that the revenues from capacity rel eases is averaged
about 3.7 mllion a year over the Septenber '99 to
February ' 03 period?

A Yes, | would accept that. What we have to
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keep in mind in this case is we're proposing a
mechanismto the future, and |I'm aware of at |east
one contract that changes in that future period, so
the future dollars won't necessarily be conparable to
the past dollars. And M. G uber would have to
address that.

Q Well, Avista proposed a nechani sm Sept enber
'99, did it not?

A Yes, it did.

Q And t hose capacity rel ease contracts, as
reflected on this exhibit, were in effect fromthat
period going forward, were they not?

A I"mnot sure if all of these dollars were
| ocked in at that point or whether there was sone
nonthly capacity rel ease that were done. M. G uber
was the witness on this, so you would have to ask him
what's represented here in these nunbers.

Q Avista Utilities has substantial excess
pi peline capacity available in excess of its average
load if you take into account pipeline capacity,
storage and |iquefied natural gas; correct?

A Again, | believe that's a M. G uber
question. He's the manager of gas supply.

Q Each day, for its entire gas portfolio,

Avista Energy has to deliver the results of all of



0139

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

its purchases and sales using all of the pipeline
capacity it has avail able; correct?

A I'"msorry, would you repeat the question?

Q Each day, for its entire gas portfolio,

Avi sta Energy has to deliver the results of all of
its purchases and sales using all the pipeline
capacity it has avail able; correct?

A Are these details for Avista Utilities'
pi peline use or their own?

Q Avista Energy's total portfolio, which would
include, would it not, Avista Utilities?

A | think -- I"mgoing to have to defer that
to M. D Arienzo as to what information's nade
available daily. 1It's ny understanding that every
transaction they do in the pipeline ends up on an
i nvoice, and Avista Utilities -- Avista Utilities
actually receives the invoice, which identifies every
transaction on the transport.

Q That's not the question, so I'Il ask it of
M. D Arienzo. |'d like you to refer to Exhibit 152,
which is the tariff, and page 11 of that exhibit.

A Page 117

Q Yes.

A | have it.
Q

And |Item Four tal ks about -- well, first of
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all, this is the proposed tariff, is it not?

A Yes, it is.

Q And Item Four on that page tal ks about the
pi peline capacity rel ease and off-system sales. And
am| correct that the capacity rel ease transactions
are valued on a transaction by transaction basis?

A Yes.

Q And under 4-C, for off-systemsales, am|
correct that the only off-systemsales -- that only
of f-system sal es that used Avista Uilities
transportation are val ued under the mechanism as
proposed?

A Yes.

Q So an off-system sale by Avista Energy that
did not use Avista Uilities' transportation would
not be credited to Avista Utilities; is that correct?

A No, as long as it didn't use Avista
Uilities' transportation, then that's correct.

Q Goi ng back to our chart, Exhibit 2, page
one, the next conponent I'd |ike to discuss is
storage. And you refer in that place on your chart
to, quote, 100 percent cycle, unquote. Do you see
t hat ?

A Yes, | do.

Q And that nmeans a full cycle of injections
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into storage and withdrawals from storage; correct?
A Yes.
Q And is the facility that we're tal ki ng about

here the Jackson Prairie storage facility?

Q The conpany uses what it calls a, quote,
synthetic, unquote, schedule, and that is a schedul e
that dictates when Avista Energy will inject gas into

storage and when it will w thdraw gas from storage;

correct?
A Yes.
Q And generally speaking, it is econonmical to

inject gas into storage in the sumer nonths when
prices are lower, and then w thdraw gas from storage
in the winter nonths, when gas is nore expensive;
correct?

A. Yes.

Q And that price difference is often called
the sumrer-winter differential; correct?

A Yes.

Q Under the mechanism gas that is injected
into storage is valued at the FOMindex; correct?

A Yes.

Q And withdrawal s are priced at the average

price of the gas inventory that's in storage; is that
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right?
A Yes.
Q And for purposes of the mechanism when a

wi t hdrawal of gas is made from storage, Avista Energy
conpares the average inventory price of the gas to

the FOMindex at the tinme of withdrawal; correct?

A I"msorry, would you repeat the question
agai n?
Q Under the mechanism when there is a

wi t hdrawal of gas nmade from storage, Avista Energy
conpares the average inventory price of that gas to
the FOMindex; is that correct?

A Yes.

Q And if the inventory price is |less than the
FOM i ndex at the tine of withdrawal, Avista Energy
gets 20 percent of the differential and Avista
Uilities gets 80 percent?

A Yes.

Q And to the extent the average inventory
price is greater than the FOMindex at the tine of
wi t hdrawal , Avi sta Energy gets 20 percent of that
cost and Avista Utilities gets 80 percent; correct?

A. Yes. Now, that's on the nonthly injections
and withdrawals. Wen the storage is done on a daily

basis, then there's a different conparison that's
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done to neasure the value of the withdrawal.

Q Avi sta Energy does not control the price of
gas that cones out of storage in the winter or into
storage in the sumer, does it?

A. That's correct, although there are decisions
-- the injection schedule, the synthetic one, is
really established as a guideline, and so there are
di scussions around the tim ng of when natural gas is
injected into storage.

Q And who engages in those di scussions?

A That's the Strategic Oversight G oup, which
woul d include M. Guber, for Avista Utilities, our
ri sk manager at Avista Utilities, M. D Arienzo, and
then there are al so accountants and rates fol ks that
periodically attend those neetings.

Q So the decision woul d be nmade by both Avista
Ener gy personnel and Avista Utilities personnel ?

A That's my understanding, yes. M. G uber
coul d el aborate on that nore.

Q You indicated that sumer gas prices are
typically lower than winter gas prices, and is that
the reason why Avista puts gas into storage in the
sumrer and withdrawals it in winter?

A Yes, although it hasn't turned out to be

true this year. The price in the winter is actually
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| ower than in the sumrer nonths, so actually, with
this mechanismin place, Avista Energy would actually
be absorbing a portion of that difference.

Q But it didn't cause that difference, did it?

A It's a function of the market.

Q And it didn't cause that difference, did it,
because it's a function of the --

A It's driven primarily by the market; that's
true.

Q If Avista Energy sinply follows the
synthetic schedul e and gas prices are higher in
winter than in sumrer, Avista Energy gets to keep 20
percent of the price differential on each therm of
gas that's withdrawn from storage; correct?

A Yes.

Q A true benchmark nmechani sm woul d reward
Avi sta Energy only for perfornmance above and beyond
what the synthetic schedul e generates, wouldn't it?

A. Not necessarily.

Q Let's go back to our Exhibit 2, page one. |
believe the remmi ni ng conponent is basin
optim zation, and this is the first time this el enent
has been proposed by Avista in any of the versions of
t he mechani sm correct?

A It's the first time there's been a proposa
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to share that elenment of it.

Q And it's the first time that the termbasin
optim zation has been used in reference to the
benchmar k nechani snmy correct?

A I don't recall

Q Do you recall specific discussions in prior
versions where the basin optinization i ssue has been
addressed, quantified, and stated that the benefits
go directly to AE and not AU?

A. I don't recall all the specific discussions
that we've had. | know that we've tal ked about the
basin optimnization or the price differentials between
basins. | --

Q The three basins are at Sumas -- are called
Sumas, Rockies, and AECO, A-E-C-O correct?

A Yes.

Q The nmechani sm contains certain wei ghtings
t hat prescribe how nuch of the total gas is assuned
to be purchased with each basin for pricing purposes;
right?

A Yes.

Q Let's turn to Exhibit 152 again, page two.
And actually, it may start on page one, but -- |
guess we should go to page one. And under the

definitions, IltemOne, it tal ks about the FOM
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wei ght ed average i ndex price, and then later in that
paragraph it refers to the index price weighted with
a mnimum 50 percent AECO, 18 percent Sumas, and 18
percent Rockies; correct?

A Yes.

Q And the remmining 14 percent is assigned to
one or nore of the basins pursuant to a procedure
contained in the tariff; correct?

A Yes.

Q And the maxi numthat can -- going over to
t he next page, the maximum percentage that can be
assigned to Sumas or Rocki es cannot exceed 25
percent; right?

A Yes.

Q And is that due to capacity constraints at
t hose two hubs?

A It's nmy understanding it's capacity
constraints on a peak day.

Q And on page two, just reading that first
conti nui ng paragraph, with respect to how the 14
percent is spread, it says, The conpany shall notify
the Conmmission in witing with justification of the
assi gnment of the 14 percent to supply basins on or
before January 1st of each year. The Conmi ssion

shall review the proposed assignment and notify the



0147

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

conpany of its decision on or before February 1st of
each year. Do you see that?

A Yes, | do.

Q First of all, what kind of decision are you
contenpl ati ng by the Comm ssion? Are you
anticipating a hearing and an order, or just what do
you have in mnd?

A No, | believe this is nore of a
notification, as opposed to an expectation that there
woul d be an order of some kind. | believe it's
really up to the conpany to nake a deci si on on what
makes the nost sense and what is the npost econonic
for our custoners, and | think this is nore of a
notification process.

Q It says, The Conmmi ssion shall review and

notify the conpany of its decision. Does the "its
there refer to the conpany or the Commi ssion? It

seens to refer to the Conmm ssion to ne.

A | believe that does refer to the Comm ssion.
And | think this has -- | may be wong, but | think
this has occurred in the past. | think M. Guber is

the one that puts together the letter and notifies
the Conmmi ssion, and |I'm not sure what we have
recei ved back fromthe Comm ssion on this.

Q Okay. And according to this, the weighting
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1 is established by February 1st of each year, but it
2 does not -- it's not effective until October 31st of
3 that year; is that right?

4 A | believe it's effective Novenber 1 of the
5 follow ng year -- or actually the current year

6 that's correct. And the reason for that is you want
7 to establish the percentage so that when you start

8 | ayering in your Tier 1 purchases, then you know

9 where you need to make those purchases, so it needs
10 to be established ahead of tinme for the upcom ng

11 Wi nter season.

12 Q So if a certain basin weighting | ooks

13 appropriate in February, when it's established, but
14 ci rcunst ances change by Novenber, the weightings do
15 not change, do they?

16 A That's correct, and you wouldn't --

17 actually, you wouldn't want to change them

18 Q And the weightings are used to cal cul ate the
19 cost of gas to Avista Utilities' custonmers; correct?
20 A That's the initial calculation, and there
21 are other calculations that would provide benefits if
22 those -- if the prices change between basins, and

23 that's where the basin optimzation val ue cones in.
24 Q I'"'mgetting to that. On an actual basis

25 under the mechanism Avista Energy is not bound to
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those weightings in its day-to-day nanagenent of the
portfolio; correct?

A That's correct.

Q And subject to the availability of gas at
each basin, Avista can buy as nuch as it can at the
cheapest basin, all else equal?

A Yes, and you would want themto do that,
yes.

Q And to the extent Avista Energy can access a
| ower-priced basin to a degree beyond that called for
by the basin weightings in the mechanism that's
where we get basin optimization; is that right?

A Yes.

Q Until -- there has been no sharing of those
basin optim zation benefits. Those benefits have al
gone to Avista Energy; correct?

A No direct sharing. Those benefits have gone
to Avista Energy to cover the risk that they take on
covering the Tier 1 -- actually, the Tier 3
volatility.

Q And when you proposed the benchnmark
mechani smin the past, are you telling us that these
basin optim zation benefits were cited as the reason
for -- to justify other portions of the mechani sn?

A It was understood that there was a bal anci ng
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1 that took place. There was an understandi ng that

2 Avi sta Energy was absorbing a lot of the risk on that
3 daily volatility, and their conpensation for that was
4 the opportunity to capture the basin optinization

5 Q And where was that understandi ng docunented
6 before this Conmi ssion, M. Norwood?

7 A I don't know that it was explicit in any of
8 the filings.

9 Q In any event, the mechanism Avista i s now
10 proposi ng woul d share those benefits 80 percent to

11 rat epayers and 20 percent to Avista Energy?

12 A Yes.

13 Q Were there conpelling reasons for Avista to
14 propose that change, in your opinion?

15 A. I'"msorry, propose which change?

16 Q The change to nake the basin optimzation a
17 speci fic expressed conmponent of the mechani sn?

18 A We actually made that change in response to
19 Staff's desire to capture that basin differential

20 In doing that, then, we also nade an adjustment to

21 the Tier 3, so that you still had a bal ance of risks
22 and rewards in the mechanismfor both the Uility and
23 Avi sta Energy.

24 Q My question was whether, in your view, there

25 was a conpelling reason to nake that change?
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A. We have -- the answer is yes. W have
wor ked hard to try to accommpdate Staff's concerns,
and that was one occasion where we made a change to
try to work out, accommopdate that change.

Q And that issue of basin optimzation
benefits first arose in Staff's neno urging
suspension of the tariff that was filed in this case;
is that right?

A | don't recall when it was first raised.

Q Okay. Well, there was no sharing of basin
optim zation benefits in the tariff that you filed to
initiate this case, was there?

A | believe that's correct.

Q But it is nowin the version that you are
proposi ng?

A Yes, it is.

Q Pl ease turn to Exhibit 15. This was
actually a data request -- well, it's a data request
of Avista, but it was responded to by M. G uber, but
Item Three asked the conpany to provide the actual
basin optini zati on benefits achi eved by Avista Energy
under its agreenment with Avista Corp, the Utility.

Do you see that?

A Yes, | do.

Q And t he response refers us to Exhibit
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RHG 5-C, which is now Exhibit 55-C, correct?

A That's correct.
Q If we could turn to that exhibit, please
55-C? 1'll note for the record this is a

confidential exhibit, so | won't be stating specific
nunbers. Now, the first two lines of data on this
exhibit are called forward basin optim zation and
basin optim zation P&L; correct?

A Yes.

Q And in the total colum, we see the tota
for those two elenents for the period the benchnmark
mechani sm has been in effect, at |east through
February of '03; correct?

A Yes.

Q And if we total those two figures, that
woul d be the total optimnmzation benefits AE obtained
over that period?

A That's my understandi ng, yes.

Q Pl ease turn to Exhibit 16. This is your
response to Staff Data Request 123. And we asked you
to explain your statenment on page two of your
rebuttal, that the existing nmechani smrequires Avista
Energy to optim ze the available transportati on and
storage assets in a way that reduces the overal

costs for Avista Uilities' custoners; is that right?
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A Yes.

Q All of Avista Energy's efforts to maxim ze
price differentials at the basins, other than with
respect to the basin percentages expressly called for
in the nmechanism inured all to AE' s benefit;
correct?

A I"msorry, would you ask the question agai n?

Q Yeah. All of the basin optimnzation
benefits, other than those that would come as a
result of the specific basin weightings that were
established, inured to Avista Energy, did they not?

A That's correct, and if you conpare that for

the past three years, they have actually | ost noney

on that.

Q Well, let's go back to Exhibit 55, then
55-C.

A Yes.

Q Page one. And can you please -- well, let

me ask you this. You told me before that the tota
basin optim zation of benefits achieved by AE since
i nception of the nechani smthrough February of '03 is
the sumof the two figures on the first two lines of
the total columm; right?

A I think we're doing apples and oranges here.

Let me clarify ny response. 55-Cis a backcast of
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what woul d have happened if the proposed mechani sm
had been in place during this tine period. There's
anot her set of information that we provided to Staff
whi ch shows what the actual costs were under the
actual nechanisnms that were in place, and under the
actual nechanisns that were in place, Avista Energy
retained a basin optinization, as you indicated in
your question, but they also absorbed the volatility
that occurred in Tier 3 and, on a net basis, they

| ost noney during this tine period.

JUDGE MACE: Do you have the exhibit
reference for that?

THE WTNESS: It was actually a page in
response to a data request to Staff where we provided
t hat .

CHAI RWOVAN SHOWALTER: We night have a bench
request for that.

JUDGE MACE: Yes, |'ll make a bench request
for that information, unless it's already marked as
an exhibit that we're not aware of.

MR, TROTTER: Well, | want to go back to
Exhi bit 15, then.

JUDGE MACE: Well, let's deal with the bench
request.

MR, TROTTER: That's fine.
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JUDGE MACE: | want to make sure that that
i nformation conmes into the record.
MR. MEYER: Do you have a reference, M.
Nor wod, to that work paper, so --
THE WTNESS: | may need sonme help on the
data response
CHAI RMOVAN SHOMWALTER:  Wel |, in any event,
our Bench Request Nunber One is sinply a backcast of
t he actual operation that would be conparable to
Exhi bit 55.
THE W TNESS: Yes.
CHAI RWOVAN SHOWALTER: But not using the new
mechani sm
THE WTNESS: Correct.
JUDGE MACE: All right.
Q I want to go back to Exhibit 15, because
t hought that's what we asked for, and you referred us
to Exhibit 55. So let's go back to 15, Item Three,
the actual basin optimzation benefits achi eved by
Avi sta Energy under its agency agreement with Avista
Corp, the Utility. Do you see that?
A Yes, | see that.
Q Ckay. Is there anything about that that
suggests to you that it's asking for a backcast of

hypot heti cal or whether it's asking for actual? It's
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asking for actual, isn't it?

A I'"'mreading M. Gruber's response here.
Okay. It's nmy understanding that the response, the
actual calculations that we just tal ked about were
al ready provided to Staff in response to Data Request
Nunmber 5, | think. Three.

Q Okay. Let ne ask this. Exhibit 15, [tem
Three, we asked for the actual benefits achieved by
AE, didn't we, actual?

A. I'mreading the question. Yes, |tem Nunber
Three did ask for actual basin optimzation benefits;
that's correct.

JUDGE MACE: Let's be off the record for
just a noment.

(Di scussion off the record.)

JUDGE MACE: Let's be back on the record.

Q I'"d like to turn now, M. Norwood, to
Exhibits 19, 20 and 21. And these are the quarterly
reports or excerpts of quarterly reports that you
subm tted on behalf of -- or the conpany submtted
regardi ng the benchmark mechanism And I1'd like to
refer you first to Exhibit 19, the second page. And
this is a report for the quarter ended Decenber 31,
2002; correct?

A Yes.
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Q And |'m | ooking under Item Seven. Am |
correct, under the total there, that there was a | oss
related to storage benefits under the nechanism a
| oss to custoners of approxi mately $908, 000?

A. | see that, yes.

Q And in Exhibit 20, which is a simlar report
for the quarter ended March 31st, 2003, shows a | oss
of around $716,000 for storage. Do you see that?

A Yes, | do. 1'd like to point out that I'm
not that famliar with these reports, so | guess |
woul d need to make sure that M. Gruber woul d agree
that that's what that represents here on this page.

Q Okay. Then go to Exhibit 21. The same
second page shows a loss in the storage area of --
this is the report for the quarter ended June 30, '03
-- of around 160,000. Do you see that?

A Yes, | see that.

Q Okay. M question to you is did any nenber
of the strategic oversight commttee discuss with you
these specific |losses and how the nmechani sm coul d be
used to address thenf

A No.

Q Did these --

A And |I'm not a nenber of the Strategic

Oversi ght Group.
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Q I understand that. Did these |osses result
in any changes to the mechanismor how it was
operated, to your know edge?

A I"msorry, would you ask the question agai n?

Q Did those | osses cause any changes to how
t he nechani sm was operated, to your know edge?

A | don't know.

Q I'd now like to turn to the Integrated
Resource Pl ans, which are excerpted in Exhibits 22,
23 and 24.

MR, TROTTER: Your Honor, | spoke with you
off the record at the beginning of the hearing. |
will ask for official notice to be taken of the
conplete report. It's purely for mnimnzing copying
costs, but also to allow parties to refer to the
entire docunent if they w sh.

JUDGE MACE: And you have copies of the

conpl ete report for the Conm ssioners?

MR. TROTTER: | have three of each and | can
make nore. | just couldn't get all the copying done.
So if the Commissioners want it now, | can hand it
up. | know M. Norwood has a copy and the other

parties do. Wy don't we just go through the cross
and if the need arises, |I'd be happy to --

JUDGE MACE: |s there any objection to
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taking official notice of the entire docunents? |
believe that's -- oh, let nme see here, the 1997 IRP
then the 2000 IRP, and the 2003 IRP. If there's no
obj ection and the Conmi ssioners have no problemw th
it, I'Il take notice of those docunents at this tinme,

but we have these excerpts for cross-exam nation

ri ght now.

MR. TROTTER: Okay. | would note for the
record the 2003, | think it shows on the second page,
but it is still in draft, but the other two were
final

Q My question, M. Norwood, is |ooking at
Exhi bit 22, the 1997 Integrated Resource Plan of the
conpany, that was the last plan filed before the
benchmark mechani sm was i npl enmented; is that right?

A Yes.

Q And turn to page -- what is marked in the --
it's the upper left -- six. It's the third page of
the docunent, as part of the summary, and in the
first paragraph after the bulleted text there, the
conpany tal ks about its diversified portfolio
strategy. Do you see that?

A Yes, | do.

Q And it indicates that the --

JUDGE MACE: |'msorry, can you tell ne
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1 agai n where you are?

2 MR, TROTTER: Third page of the docunent, it
3 has a six in the upper |eft-hand corner

4 JUDGE MACE: And whi ch paragraph?

5 MR, TROTTER: It's the third paragraph

6 excl uding the bulleted piece.

7 CHAI RWOVAN SHOWALTER:  Begi nning with what?
8 MR. TROTTER: The conpany's diversified

9 portfolio strategy.

10 JUDGE MACE: It's in the left-hand col um.
11 MR. TROTTER: Yes.

12 JUDGE MACE: Thank you.

13 Q Assunes that WAP can take advant age of

14 conpetition between three major production areas, as
15 wel | as general cycles in natural gas pricing. Do
16 you see that?

17 A Yes, | do.

18 Q And the three major production areas are the
19 three basins we've been tal ki ng about?

20 A Yes.

21 Q So before the nmechanismwas in place, the
22 conmpany was al ready taking advantage of conpetition
23 bet ween the three basins?

24 A Yes, that's correct.

25 Q Next |'d refer you to page C-7 in the upper
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ri ght-hand corner, and this is part of the supply
si de resources section of the IRP. And here you
begin a discussion of capacity rel eases, and on the
foll owi ng page, off-system sales are discussed; is
that right?

A Yes.

Q I'd like to focus on the charts on page C8
and C9. C8 shows capacity release total system for
the years 1993 through '96; correct?

A Yes.

Q And woul d these figures be for the conpany's

Washi ngton and | daho service areas?

A | believe that's correct.

Q So would it be fair to say that the |evel of
-- well, let's go to the -- excuse ne. Go to the
next page, C9. It shows off-system sales for the

same period

A I"msorry, did you see a reference sonmepl ace
where this woul d exclude the Oregon properties?
don't see it here, and |I'mnot certain whether it's
just sol ely Washi ngton and | daho.

Q Okay. Yes, if you go to page C5, where this
section starts, it says Washi ngton/ I daho.

A Thank you.

Q So we were on page C9, the off-system sal es
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total system Wuld it be fair to say that capacity
rel ease revenues were expanding rapidly prior to the

benchmark mechani sm going into effect?

A For these years, yes.
Q And of f-system sal es ranged around five to
13 million prior to the mechani smgoing into effect;

is that right?

A Yes, for these tinme periods.

Q And Avista Utilities achieved those |evels
Wi t hout Avista Energy, did it not?

A Yes. W have to be careful about using the
past to predict the future, though, obviously.

Q Turn to the | ast page of the exhibit, which
is page Cl10. 1'd like to focus on the discussion
under incentive nechanisms in the right-hand side of
t he page.

MR. MEYER |'m sorry, Counsel, what page?
MR. TROTTER: The | ast page.
MR, MEYER: Thank you.

Q Cl10. And it says, in the |ast paragraph.
under incentive nmechani snms, about hal fway through
The challenge is to cone up with fair benchmarks
whi ch can neasure cost deviations resulting from
deci sions and acti ons over which the conpany has sone

control. The conpany believes it should be rewarded
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or penalized on its decisions, not sinply because the
mar ket trends up or down, unquote. Do you see that?

A Yes, | do.

Q Is that a current correct statenment of
conpany policy?

A | believe the essence of the nechani smwe
have before you is consistent with this.

Q That wasn't the question. The question was
whet her the statenent that | quoted is a current
statement of conpany policy?

A I guess | would have to spend tinme | ooking
at this in detail to know whether we woul d nmodify
this in any way.

JUDGE MACE: M. Trotter, |I'mnot sure where
you are in your cross, but it seens like it mght be
time for us to take a break at this point.

MR. TROTTER: Yeah, | think | probably have
about 15, 10 to 15 minutes nore.

JUDGE MACE: Let's take a 15-m nutes recess.

(Recess taken.)

JUDGE MACE: M. Trotter.

MR. MEYER: Excuse ne. Before we get
started, there was a matter of Bench Request Nunber
One.

JUDGE MACE: Correct.
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MR. MEYER: W think we have materials here
that were responsive to Data Request Nunber 3, that
-- an excerpt fromthat that would be responsive to
your bench request. It contains a sheet, it shows
Avi sta Energy's P& as you go back in tinme as the
mechani sm did operate. We'd like to nake that
avail abl e. Perhaps during the lunch hour we could
make confidential copies of that. W want to treat
that as a confidential exhibit.

And then nmy concern is, rather than just
send it in after the hearing's closed and you don't
have an opportunity to ask questions about it, if we
coul d have that done right after lunch, if M.
Norwood's on the stand, but nore inportantly, M.

D Arienzo, with Avista Energy, probably would be in a
better position to respond to questions on that bench
request. |Is that satisfactory?

JUDGE MACE: | think that would be very
hel pful .

MR. TROTTER:  Your Honor, that information
was not supplied under a confidentiality stanp
earlier, data request --

MR MEYER: | think we would like to provide
that on a confidential basis.

MR. TROTTER:. We'Il have to re-mark all of
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1 our copies, then.

2 MR, MEYER: But you haven't -- |'msorry.
3 ["I'l work it out with M. Trotter over the break.
4 JUDGE MACE: If you two would tal k about it,

5 and then we can address it again when you --

6 MR. MEYER  Sure.

7 JUDGE MACE: ~-- present it to us.

8 MR. TROTTER: Thank you.

9 Q I"d like to resune -- turn your attention to

10 Exhi bit 23, the 2000 natural gas |RP excerpts.

11 A Yes.
12 Q Am | correct that this would be the first
13 I RP i ssued since the benchmark mechani smwent into

14 effect?

15 A Yes.

16 Q Pl ease turn to page C5. Focusing on the

17 first new paragraph, about hal fway down, there's a
18 reference to the conpany conbi ni ng custoner |oads in
19 | daho, Oregon, and Washington to increase its

20 operational flexibility, and this results in a

21 portfolio that serves a larger portion of the denmand
22 wi th spot market supplies while serving projected

23 non- coi nci dent peak demands with firm supply

24 contracts. Do you see that?

25 A Yes, | do.
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Q I's one conclusion one can take fromthis
that Avista conbines loads in its three mgjor
jurisdictions and buys gas on a total portfolio basis
for those three jurisdictions to achi eve operating
efficiencies?

A. Yes, you need to talk to M. G uber on
details, but yes, we do conbine some of the |oads, at
| east, to gain sone efficiencies.

Q In each state, |daho, Oregon, and
Washi ngton, gas cost is calculated under the terns of

t he benchmark nmechanismin effect in each state; is

that right?
A Yes.
Q Let's turn over to page &4, and this is --

starts on G3, the action plan conmponent of the 2000
| RP, and page &4, Roman nuneral |11, has action itens
associated with supply and capacity. Do you see
t hat ?
A Yes, | do.
Q And t hey continue over, there's four itens,

the fourth is on page G5; is that right?

A Yes.
Q And each of those action itens, in general
is -- rather than readi ng each one out |oud, but

they're different ways in which the conpany can be
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nore cost effective for benefit of its custoners, and
these are four itens that the conpany has included in
its action plan to take action on; is that right?

A Yes.

Q In each instance, the conpany states, quote,
t hrough the benchmarking arrangenment with Avista
Energy, this function has been achieved. Do you see
t hat ?

A Yes, | do.

Q Woul d you accept, subject to your check,
that nowhere in this IRP is there any quantification
as to how the particular action item has been
achi eved by the benchmarking arrangement with Avista
Ener gy?

A. "Il accept it subject to check.

Q Now, let's turn to Exhibit 24, which is the

2003 natural gas IRP, correct, excerpts?

A Yes.

Q And this is still in the draft stage; is
that right?

A Yes.

Q And that's shown on the second page of the
exhibit, Gl, draft?
A Yes, and I'mnot sure if it's been finalized

at this point.
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Q Ckay. Go to page &, the third page of the
exhibit, and part of -- this is just a table of
contents, and part of the IRP is the action plan
review. Do you see that?

A Yes, | do.

Q Let's go to page G3, where the action plan
revi ew begins, and actually the foll owi ng page, 4.
For the supply and capacity action plan items from
the prior IRP that we just discussed, Exhibit 23,
this is the -- in Roman Nuneral IIl on page &4 is the
conpany's action plan review for that part of the

prior plan; correct?

A I"msorry, would you repeat the question?
Q I'"d better. Thank you. Page G4 of Exhibit
24, in Roman nunmeral 11l is the action plan review

for supply capacity issues; correct?
A. Yes.
Q Now, the prior plan that we discussed, 2000

| RP, had four action itens in it. Do you recal

t hat ?
A. Yes.
Q In the 2003 I RP, we see one entry for supply

capacity; correct?
A Yes.

MR. TROTTER: Your Honor, | don't believe
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1 I've -- that 22, 23 and 24 have been admitted, so
2 I'll offer themat this tine.
3 JUDGE MACE: Any objection to the adm ssion

4 of these proposed exhibits?

5 MR. MEYER: No objection.
6 JUDGE MACE: |'Il admt them
7 MR, TROTTER: Those are all the questions at

8 this tine.

9 JUDGE MACE: Thank you. M. Cromwell.
10 MR, CROWELL: Thank you, Your Honor.
11
12 CROSS- EXAMI NATI ON

13 BY MR. CROWAELL:

14 Q Good norning, M. Norwood.
15 A. Good nor ni ng.
16 Q My nane's Robert Cromwell, Public Counsel

17 section of the Washington State Attorney General's
18 O fice. Do you need a break? Are you all right?

19 A. No, I'mfine. Thank you.

20 Q Your discussion with M. Trotter covered

21 many of the itens | was intending to cover, so | wll
22 try to shorten the tinme estimte we di scussed

23 earlier. Could we please turn to your direct

24 testinony at page four?

25 A Okay.
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Q And if we look at |line three in that
par agraph that begins there, you state that the
mechani sm provi des an objective determ nation of gas
costs; correct?

A Yes, | do.

Q And there are other ways that a mechani sm
could be structured. That's also true; correct?

A. Yes.

Q And if we go down to page 12, if you | ook
down at the nunbered itens beginning at line 13
through 19, you discuss how the commopdity conponent
of the proposed nechani smcontains the -- you discuss
there that the three elenents are tiers; correct?

A Yes.

Q And the Tier 1 fixed price purchases are
essentially forward contracts for gas; correct?

A Together with storage, yes.

Q And as you discussed with M. Trotter, there
is no particular managenent expertise exercised in
entering into forward contracts; correct?

A No, | wouldn't agree with that at all
There's a lot of work that goes into both the timng
as well as the counter-parties in the specific
contracts that you would enter into in Tier 1, as

wel | as the storage transactions.
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Q And in that regard, can you detail for ne
the specific nature of the nmanagenent expertise which
M. D Arienzo woul d exercise for Avista Energy, which
M. Gruber would be unable to exercise for Avista
Uilities?

A | think I'lIl defer that to M. Guber. That
way, you're talking to the person that's actually
managi ng the Utility business, as well as M.

D Arienzo, who operates and runs the gas business on
behal f of Avista Energy.

Q The Tier 2 forward purchases are nade at the
first of the nonth index price; correct?

A Yes.

Q And regarding the nanagenent expertise in
exercising or making first of nonth purchases, is
your answer the same?

A. Yes.

Q And with regard to Tier 3 daily | oad

bal anci ng purchases, are your answers the sane?

A Yes.

Q Isn'"t it true, if we go to page 13, |lines
nine through 13 -- are you with ne?

A Yes.

Q Isn'"t it true that there you say that the

cost of Avista Uility meking daily purchases is
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1 essentially the same as it would be under Avista

2 Ener gy under the proposed nmechani snf?

3 A Yes, for those Tier 3 transactions.
4 Q Thank you.
5 A. What you al so have to keep in mind is the

6 managenment of storage together with the purchases or
7 sales in the market, so there's sone decision-making
8 t hat goes on there.

9 Q Thank you. 1'd like you nowto turn to

10 Exhibit 3, which is your rebuttal testinony, at page
11 four. And if you'd | ook at |ines seven through 16,

12 pl ease. Let ne know when you're there.

13 A VWi ch page? |'msorry.

14 Q It's page four of your KON-3-T --

15 A ' m there.

16 Q -- which has been admtted as Exhibit 3.

17 A " mthere.

18 Q You state that the mechanismis symetrical

19 and therefore custonmers and Avista Energy are treated
20 equal ly; correct?

21 A I"'mnot sure if | would agree with that.

22 VWhat | said is that there's a symetrical sharing

23 incentive that's in place for the elenents of the

24 commodity portion, the storage, and the

25 transportation, as well as the basin optinization so
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that Avista Energy has the sane incentive across al
of the conponents to make the right decision for
Avista Utilities.

Q Al right. Let me put it a bit differently.
Wul d you agree that symetry would only work when
there is an equal risk of reward and | 0oss?

A | think there should be an equal -- or at
| east a bal ance of reward and | oss across the whol e
mechani sm There may be different el enents where it
may be difficult to have a sharing that's conpared to
ot hers, but across the mechanism there should be a
bal anci ng of the risks and rewards.

Q Al right. So therefore, for exanple, if
t he chance of beating the proposed nechani sm versus
not beating it were 50/50 or equal, then symetrica
sharing woul d be appropriate in that circunstance or
hypot heti cal ; correct?

A ["msorry, | didn't follow the question.

Q Well, let's step back. If you flip a coin,
statistically, there's a 50/50 probability of getting
one outconme or the other

A Sure.

Q And simlarly, if a mechani smwere
structured so that the opportunity to beat it or not

beat it were equal, or 50/50, then, again,
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theoretically, if you were to make the sharing
symretrical, that sharing would occur 50/50,
proportionate with the probability of gain or |oss?

A Again, it goes back to looking at the tota
mechani sm all the conponents to nake sure there's a
bal ancing. | don't believe you can take one
conponent, for exanple, of the Tier 1 that we were
tal king about. There is no sharing around that, and
there's no sharing for a reason. The purpose of that
one elenent is to fix the price on that. |If you
start tal king about a sharing, then it unw nds the
objective of fixing the price, so there are certain
el enents where it may not nake sense to have a
sharing, but on bal ance, when you | ook across the
whol e nechani sm there should be a bal ancing of risks
and rewards, and | think there is here.

Q Well, let me put it a different way. |[If the
probability of beating the proposed nechani sm or
receiving rewards under it is greater than the
probability of not beating it, i.e., incurring a
loss, this would result in an asymetry, would it
not ?

A There could be situations where that would
be true.

Q So would you agree with ne that aligning
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Avi sta Energy and Avista Utilities' customers'
interests entails sharing the risks of gain and | oss
equal | y?

A Yes, and that's what's enbedded with the
80/ 20 sharing across all of the conponents. Avista
Energy doesn't have an incentive to favor one
conponent versus the other. They're equally incented
wi th that 80/20 sharing.

Q So then you'd agree with nme that sinply
havi ng equal sharing percentages woul d not
necessarily nmean that there would be an equal risk of
reward or | oss?

A I"'msorry, | may have to have you repeat
t hat questi on.

Q Okay. Assune that we have equal sharing
percentages. Do you have that in your mnd?

A. Yes.

Q Great. Wuld you agree with nme that that
does not necessarily nean that there is equal risk of

gain or |oss?

A That could be true in sonme instances, yes.
Q Okay. Well, let's talk about a
hypot hetical. Let's assune for a nonent that on a

specific elenment the probability of beating the

mechani smor receiving a reward was 90 percent. In
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that circunmstance, gains would be virtually assured
over a long term would they not?

A Yes.

Q And if the chance of beating a proposed
mechani sm were 90 percent, why shoul d sharehol ders
receive 20 percent of the gains when they have little
chance of experiencing 20 percent of the virtually
nonexi stent | osses?

A Agai n, you can't just | ook at one el ement
and say that the elenent is inappropriate because
there's no sharing or else there's a higher
probability of gains. Let nme give you an exanple.
Tier 3 is covering the daily load variability. And
if you |l ook at the nunbers for the past four years,
that is a net cost, and so in your exanple of 90/10,
there's at |least a 90 percent probability that over
time that is going to cost Avista Energy nobney, and
t hey recognize that. We recognize that. That's part
of the package.

There are other elenents of the nechanism
where there's a higher probability that they will
make sonme money on that. And so you have to | ook at
all the pieces and bal ance them out and see, on
average, then, what is the expectation of benefit to

Avista Energy and to Utility custoners. And all the
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anal ysis that we've done shows, on average, Avista
Energy is expected to nmake about a mllion dollars
per year and Avista Uilities' custoners about 2.6
mllion per year. Now, the different elenments are
going to work differently.

Q Al right. 1'dlike to return to the
hypot hetical | gave you before. Do you still have
that in your mnd?

A Yes.

Q Isn"t it true that, in that scenario,
symretrical sharing would be unfair, because the
conpany woul d be virtually guaranteed the 20 percent
gain while being rarely exposed to the 20 percent
| 0ss?

A. No, | don't agree.

Q Wul d you agree, then, that the goal of
symretrical sharing is to create equal exposure to
gai ns and | osses and not sinply share an equa
percentage of gains and | osses?

A I think the goal, if you |ook at the policy
statement and if you |l ook at incentive nechanisns in
general, the objective is to design sonething that
provi des benefits to both parties, that provides the
incentives in the right place so that decisions wll

be made to gain benefits. And obviously, in a
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business like this that's fairly conplex, it's not as
sinmple as just saying | want to apply this percentage
to everything in every el ement and assune that

everyt hing works out right. W' ve done a |ot of

anal ysis around designing this and it's been refined

over the past four years to get to the point to where
| think, on balance, there's a reasonabl e sharing

bet ween the parties.

Q Well, let's ook at some of the specifics.
Wth regard to storage, as you discussed earlier with
M. Trotter, isn't it true that the proposed
mechani sm does not create equal exposure to gains and
| osses associated with storage, but rather sinply
all ocates the resulting gains or |osses equally?

A. Wth the storage, storage is used for both
the sumrer-winter differential, as we tal ked about,
as well as daily transactions to cover spikes in
| oads or, if |oads are off, maybe you can inject gas
on a daily basis in the storage. By having an 80/ 20
sharing apply to that elenent, as well as the other
conmponents, it provides the right incentive for
Avi sta Energy to make the right decision on a daily
basis or a nonthly basis with regard to storage. And
you can | ook at the summer-wi nter and say, Well, how

much control do they have over that, and do they have
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a lot of control? No. But it provides that right
incentive for themto make the right choices around
t he whol e of storage.

And as | nmentioned with Tier 3, they have
exposure there which goes the other way, and you have
to |l ook at the magnitude of the dollars in both cases
to ensure that there's a bal ance there, and we've
done that.

Q | understand your wholistic view, if | may,
but my question was specific to storage. And again,
"Il ask you whether or not you believe it's true
that, as to storage, the nmechanismthat your conpany
i s proposing does not create equal exposure to gains
and | osses, but rather sinply allocates the resulting
gain or loss equally?

A | guess |I'd have to look at -- |I'"mnot sure
| agree with that. And the reason is if you | ook at
this year --in the past, the expectation is that
sumrer prices are |lower than winter prices, but if
you | ook at the |ast several years, the |ast four
years, my understanding is two -- in two occasions,

Wi nter prices have been |ower than sunmmer prices,
which -- and that's the case this year. W' re seeing
now that winter prices are | ower than sunmer, which

means that Avista Energy is absorbing 20 percent



0180

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

i nstead of gaining 20 percent. So | can't sit here
and tell you that, to the future, there isn't an
equal probability of that sharing. They're absorbing
the cost this year and we hope that there will be a
better differential in winters to cone, in which case
then they would gain in that.

Q Well, as to seasonal differentials and
pricing, isn't it true that Avista Energy exercises
no market expertise; it's sinply responding to the
mar ket prices that exist?

A No, | don't agree, and | would encourage you
to talk to M. Gruber and M. D Arienzo as to how
t hey manage storage and the process they go through
internms of the timng of putting gas in the storage,
as well as pulling gas out of storage. |I'mtrying to
think of the right word. The synthetic schedule is a
gui deline, and the Strategic Oversight G oup nmakes
deci sions around the timng and quantities of vol unes
that go into storage.

Q So are you saying that the Strategic
Oversi ght Group makes decisions that affect the
sumrer or w nter market prices?

A I would defer that to M. G uber and M.

D Arienzo. They are the ones that actually nanage

it, and they can give you an answer to that.
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1 Q Al right. Looking again at Exhibit 3

2 turning to page six, at the top of the page you're
3 di scussing basin optinization and daily storage

4 menagement; correct?

5 A. Top of page six?

6 Q Yes, page six of your rebuttal testinony,
7 KON- 3-T, which has been adnitted, | believe, as

8 Exhibit 37

9 A Yes, | see that.

10 Q And here again, Avista Energy would

11 essentially receive 20 percent of the benefits that
12 result from basin optimzation and daily storage

13 menagement; correct?

14 A Yes.

15 Q And is it your understanding that Avista
16 Uilities would al so performthese sanme functions if
17 Avista Uilities were responsible for managi ng the
18 gas portfolio?

19 A. Yes, they would, but | don't believe that
20 the value that the Utility would generate woul d be
21 anyt hing close to what Avista Energy can achieve for
22 the Utility. And that's the point with the
23 mechani sm
24 Q On page 17 of your rebuttal testinony, you

25 di scuss the Conmi ssion Staff's second and third
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alternative recomrendati ons; correct?

A Yes.

Q And your conclusion is that those proposals
woul d shift risk to Avista Energy and benefits to
Avista Utilities in a manner that you conclude to be
i nappropriate; correct?

A Yes.

Q Wbul d you agree that ultinmately that
decision is a matter of judgnent for this Comm ssion
to determ ne?

A | think that's ultimtely a decision that
Avi sta Energy would make. The reality is, in talking
with Avista Energy, that they would not do the dea
under alternatives two and three, because it sinply
isn't econom c.

Q So just so | understand, your understanding
of Avista Energy's position is if, hypothetically,
this Comm ssion conditioned approval of a benchmark
mechani sm upon adoption of Conmm ssion Staff's
alternatives, that Avista Energy would not -- well, |
suppose it would essentially exercise sonme right of
resci ssion or refusal to engage in providing that
service for Avista Uility?

A It is not economic for Avista Energy, and we

woul d not go forward. You need to talk to M ke
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D Arienzo, and he can speak to that.

Q Okay. 1'd like you to turn now to Exhibit
6, which is also KOM6? And do you, by any chance,
al so have a copy of Exhibit 210, which is the
Commi ssion's policy statenent?

A. | do have a copy of it.

Q Al right. And you nmay want to have those
handy together. Let ne know when you're ready.

A. ' mready.

CHAl RWNOVAN SHOWALTER:  What was the second
one?

MR. CROWELL: It's Exhibit 210. It was M.
Parvi nen's 10.

JUDGE MACE: 210.

MR. CROWELL: Yeah, it's been admtted as
Exhi bit 210.

CHAI RWOVAN SHOWALTER: Got it.

MR. CROWELL: It was Exhibit 10 to his
testi nony.

Q And it's your position, is it not, M.
Norwood, that the conpany's proposed nmechani sm
conmports with this policy statenent?

A Yes.

Q And if we | ook at Policy Nunmber Four, the

Conmi ssion states that the proposed nechani sm shoul d
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reflect the market and the conpany should be rewarded
when its performance is better than the market; is
that correct?

A | guess I'd like to read what it says from
the Policy Statement Nunber Four, just to make sure
that we're clear. The gas commodity portion of
i ncentive nmechani snms shoul d judge perfornmance agai nst
a benchmark for gas cost based on nmarket prices, not
an LDC s historic cost. Using an external benchmark
for the commpdity portion will provide LDCs with
incentive to performbetter than the market.

And in this case, what we have is we have
benchmarks for all of the conponents, we have a
sharing around Tier 3, which -- where there is a
conpari son of the actual cost to the benchmark
establ i shed, which is the first of nonth index. You
al so have a benchmark or a sharing around the basin
opti m zati on.

So | don't see -- | nean, the mechanismis
consistent in that it has a benchmark to conpare
agai nst and a sharing against it.

Q Okay. Well, let's break it down. Is it
your readi ng of Nunber Four, and I'lIl focus on the
second sentence, first, that the Comm ssion seeks an

ext ernal benchmark?
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A Yes.

Q And second, that it seeks to incent
performance that is better than the market?

A Yes.

Q Wul d you agree that this inplies that
sinmpl e changes in the nmarket should not result in
benefits?

A Not necessarily. W -- with this whole
mechanism and if you look at this policy statenment,
I think overall the policy statenment, even though it
was done about six years ago, is still pretty good in
terms of trying to devel op a nechanismthat does the
right things. And | think the sharing and the
benchmar ks we have are very effective in
acconpl i shing even this Nunber Four

Q I guess ny question to you, then, going back
to Number Four, in your reading of Nunmber Four, do
you reach the conclusion that changes in the market
that are external to any exercise of discretion or
managenment expertise by Avista Energy or Avista
Utilities should create rewards to the conpany, yes
or no?

A Yes, it can. And in cases, it's
appropriate, because in sone cases it's hard to

di stingui sh between the differences that are caused
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by deci sions nade and differences caused by the
market. And in putting together the comodity
portfolio, you have the Tier 1 and Tier 2

transacti ons, which provide some fixed pricing, sone
ahead of tinme and sone of it a nonth ahead, and the
daily pricing, then, is conpared agai nst the narket
for the nonth, because the desire is to try to stay
close to that. So in that sense, you have Avista
Energy's actual daily prices against the Tier 2

mar ket and there is a sharing that occurs.

Q | understand that that is the conpany's
proposal. Isn't it true that daily price sw ngs
relative to the first of the nmonth price -- | should
say first of the nonth index price -- are typical of

the natural gas market?

A The daily pricing tends to be different than
the first of nonth, yes.

Q And simlarly, are daily price changes
bet ween di fferent basins also typical --

A Yes.

Q -- of the natural gas market? And buying
gas fromthe | owest-cost basin is what you woul d
expect of either M. G uber or M. D Arienzo?

A That's correct, and that's what occurs under

t he nechani sm yes.
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Q O to be generic, | suppose any prudent
Avista Uility gas manager?

A Yes.

Q I'"d ask you to turn to page three of the
sanme Exhibit Nunmber 6. Looking at Number 12, the
Conmi ssion's policy directive says that
narrow y-focused incentive nmechani sns can create an
opportunity for gam ng; correct?

A Yes.

Q And your response here suggests that the
conpany's proposed nmechanismis, in quote, designed

to prevent gaming or manipulation of results; is that

accurate?
A Yes.
Q Woul d you agree that the overall mechani sm

is made up of a nunmber of segnents?

A Yes.

Q And woul d you agree that each of these
smal | er segnments could be ganed?

A I don't think so, and that's -- the reason
for that is we do have the 80/20 around each of the
conmponents so that they don't have an incentive to
use, for exanple, daily purchases instead of storage,
because the sharing is 80/20 on both.

And in the sane way, when you optim ze
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transportation, you don't have an incentive to do
transportati on versus basin optinzation, because
both of them are shared 80/ 20, and so Avista Energy
t hen has an equal incentive across all the el enents
to make the best deal possible.

Q | understand that's your position, but ny
guestion was with regard to specific el ements of the
benchmark nechanism And so it's ny understanding
that your testinmony is that the proposed mechanismis
structured in a manner that would prevent Avista
Energy from gami ng any of the smmller conponents of
the proposed nmechanism is that correct?

A Yes.

Q Well, let's discuss a hypothetical. Let us
assune that the Conmm ssion approves the conpany's
proposed nechani sm and, during the coming w nter,

Avi sta Energy under-forecasts load for that tine
period. Do you understand what |'m saying?

A Yes, | think Avista Utilities is the one
that actually puts together the forecast.

Q Al right. Avista Utilities and/or the
Strategic Oversight G oup. Let's hypothesize that
that | oad is under-forecast. |If such were done, it
woul d virtually guarantee that daily purchases or

storage wi thdrawal woul d be necessary, would it not?
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A. If | oads are higher, then you'll have to buy
fromthe market daily or pull storage.

Q So your answer's yes?

A Yes.

Q And again in this hypothetical, if the daily
prices are higher than the first of the nonth index
price, Avista Energy would w thdraw gas from storage
and thus earn 20 percent of that benefit; correct?

A I guess it would depend on the pricing as to
how t hat woul d work

Q Yes, and the el enent of the hypothetica
that | gave you in the question assunes first that
daily prices are higher than the first of the nonth
i ndex price. Do you understand that?

A. Okay. I'mwth you so far

Q Okay. So under that circunstance, where AE
-- or excuse nme, AU has under-forecast |oad and where
the daily prices are higher than the first of the
nont h i ndex price, under the proposed nechani sm
Avi sta Energy would withdraw gas from storage and in
so doi ng would earn 20 percent of the benefit
derived; correct?

A. If daily prices are higher than the first of
the nonth, there would be a cost associated. |'m not

sure that all the elenments match up here. |1'msorry.
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I"'mnot following. You're talking about daily prices
bei ng higher. But they're pulling storage, so
they're not making any daily purchases.

Q They're wi thdrawi ng from storage; correct?

A. Instead -- okay. They're pulling from
storage, which is a | ower cost than daily.

Q My hypothetical to you is that if the daily

prices are higher than the first of the nmonth index

price --
A. Okay.
Q -- under the proposed nechanismin that

situation, Avista Energy would wi thdraw gas from
storage. That's how the nechanismis proposed.

A. Not necessarily. The decision to pull from
storage on a daily basis is really going to be based
on the current daily price for gas versus the forward
price for gas. |If the daily price today is five
bucks and the forward price for next nonth is four
dollars, then you would pull from storage and you
woul d buy the gas to the future. So it's really not
a decision of daily price versus first of the nonth
as to whether you would pull storage or not. There's
nore to it than that.

| guess | have trouble with the

hypot heti cal, because |'mnot sure -- it sounds |ike
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you' re assum ng that there was an intentiona
under st atenent of what the | oads are, and ny
understanding is, and you can verify this with M.
Gruber, is that the Utility puts together that
forecast, and obviously there's a lot of scrutiny
around what those forecasts are.

Q | understand that. And let's -- just so
that we're clear, let's go back to the hypotheti cal
Avista Utilities under-forecasts |oad, the daily
prices are higher than first of the nonth index
prices, and just to address your concern, let's also
assunme that in that circunstance in this hypothetica
Avi sta Energy chooses to withdraw gas from storage.
Do you have that in m nd?

A. Okay. | think I"'mwth you so far

Q Al right. In withdrawing gas from storage
in that circunstance, the proposed mechani sm woul d
create an 80/ 20 sharing for that withdrawal, with 20
percent of the benefit accruing to Avista Energy;
correct?

A There woul d be an 80/20 sharing if they pul
from storage

Q Thank you. And there's nothing specified in
the conpany's proposed nmechani smthat woul d prevent

this type of gami ng through under-forecast of |oad,
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is there?

A No, | think there is. You have the
Strategi c Oversight Goup that includes M. Guber,
who' s the manager of gas supply for the Utility, you
have our manager of risk managenent who is involved
in that, and then you have M. D Arienzo, fromAvista
Energy. So there's a |lot of oversight as to what
those forecasts are, so | would not agree that that's
an outcome that would occur.

Q Well, if that's the case, then, let's turn
to the source, which would be the conpany's tariffs.
Sorry. | got ny exhibit list out of order here.
Here's M. Hirschkorn. It would be Exhibits 152 and
153. Can you point me to where in the tariff it is
that the tariff has a specification that would
prevent under-forecasting of |oad?

A I don't know that it's specifically listed
in here, but we would be glad to add sonmething in
here that woul d address the oversight that occurs
under the Strategic Oversight G oup.

Q So your answer, then, is that, to your
know edge, there's nothing in this tariff that would
prevent the type of gam ng which | described in ny
hypothetical; is that correct?

A Not in the tariff, but in the proposal there
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certainly is.

MR, CROWELL: | have nothing further for
M. Norwood. Thank you, sir

CHAl RMOVAN SHOWALTER: M ght as wel |l take
lunch. Well, let's see. | guess are you going to
foll ow up on anything else that is produced over the
the lunch hour or are you done?

MR. TROTTER: Are we off the record?

JUDGE MACE: Let's be off the record.

(Di scussion off the record.)

JUDGE MACE: Very well, then. Let's be back
on the record. We'Il adjourn now for lunch unti
1: 30. Thank you.

(Lunch recess taken.)

JUDGE MACE: Let's be back on the record. |
wanted to acknow edge that we received here up on the
bench a copy of what's been marked Bench Request
Nunber 1, and | believe it's been distributed to the
parties. M. Myer, would you just briefly explain
what this is?

MR. MEYER: Yes, |'d be happy to. 1In
response to what we understand to be Bench Request
Nurmber 1, we furnished an excerpt from our response
to Data Request Nunber 3 that had been issued by the

Staff early on in this proceeding. The nature of the
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request was to produce every docunment analyzing the
benefits to Avista Energy of mmnagi ng the gas
procurenent and capacity managenent functions for the
Uility, Avista Corp, and this is a sunmary sheet out
of that document, and it purports to show a
cal cul ati on of the benefit -- excuse nme, calculation
of the results of the nechanismin place at the tine
t hroughout the entire period since its inception,
since September of 1999, right up through February of
2003.

And M. Norwood and M. Gruber, for the
Uility, and M. D Arienzo can speak nore to any
speci fic questions you m ght have on that.

JUDGE MACE: Thank you. 1Is there -- well,
"Il admit this response to Bench Request Nunber 1 at
this point.

And let me ask M. Trotter, does Staff have
any cross-exam nation with regard to this exhibit?

MR, TROTTER: | have a few questions, yes.

JUDGE MACE: Co ahead.

MR. TROTTER: Has this been assigned a
nunber ?

JUDGE MACE: Bench Request Nunber 1. |
hadn't assigned it an exhibit nunber.

MR, TROTTER:. Okay. Should | just refer --
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JUDGE MACE: You can refer to it as Bench

Request Number 1.

CROSS- EXAMI NATI ON
BY MR TROTTER

Q Okay. Let's refer to Bench Request Nunber
1, M. Norwood.

A Yes.

Q First of all, do you recall before the break
you and | were discussing what the actual basin
optim zation benefits were to Avista Energy fromthe
i nception of the nechani smthrough February of 20037
We were | ooking at Exhibit 55-C for that purpose, do
you recall that?

A Yes.

Q And the total figures that we discussed on
that exhibit are the very ones shown on the first two
lines of this exhibit. Wuld you accept that?

A Yes.

Q So the total basin optim zation benefits
actually received by Avista Energy through February
of this year was around 2.87 mllion; correct?
Excuse ne, 3.87?

A It's 3.87, right, through that tine period.

Q Okay. Now - -
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CHAI RWOMAN SHOMALTER: M. Trotter, can you
just -- I'mjust looking for the right cell

MR, TROTTER: Right. The first two |ines of
data, Forward basin optinization and basin
optim zation P&L.

JUDGE MACE: Under the total colum; is that
right?

MR. TROTTER: Well, yeah, but if you | ook
t hrough each of the colums, and then there's a
total, which is the second fromthe right, there's a
total columm, and that is the total basin
optim zation benefits actually received by AE for the
total tinme period, and you have to add those up to
get it.

CHAl RWNOVAN SHOWALTER:  ©Oh, | see. That's
what | was failing to do. Thank you.

MR. TROTTER: That's approxi mately $3.87
mllion.

CHAI RWOVAN SHOWALTER:  Thank you.

Q | believe you said in your testinony that,
and | don't have it in front of me, but there was
some offsetting factors. Was that relating to the
third line, the peaking P&L?

A Yes, under the arrangenents that were in

pl ace during this tinme period, Avista Energy was
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actual ly covering the costs on what's referred to
there as the line three, peaking P&, and under the
same total columm, you can see there's a negative
$8.8 mllion. And so when you net those out, they
receive the benefits fromthe basin optinm zation, but
they absorb the costs fromthe peaking, and so when
you net it out, then there was a | oss that has
actually occurred to date with their managenment of

t he benchmark nechanismfor them And nost of that
was driven fromthe 2000 tine frame.

Q Okay. That was during what's commonly known
as the California energy crisis that rippled into
this state; correct?

A. It was the tinme of very high prices in the
West; that's right.

Q Okay. And apparently Avista Energy had not
made contracts for -- firmcontracts, fixed price
contracts in advance for peaking services to neet
peaki ng needs during that tine frame; is that fair to
say? It had to go to the market to pay very high
prices for peaking?

A Well, this is really related to the
intra-nmonth variability, and so it's hard to buy
contracts in advance to cover. You don't know what

your daily loads are going to be, you don't know what



0198

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

the weather is going to be, and so this is the daily
variability that occurred with those high prices that
were there, and they were absorbed in that portion.

Q And in the past, Avista Utilities has had
contracts in place for peaking services, has it not,
bef ore the benchmark mechani sn®?

A You'd need to talk to M. Guber. | don't
think that there were contracts in place that would
cover this type of variation.

Q And what changes were nmade in the nmechani sm
to address that risk?

A Under the three lines under the tota
colum, the basin optimzation and the P& of $8.8
mllion, the negative value, the proposed nechani sm
woul d share all three lines, 80/20, 80 percent to the
Uility and 20 percent to Avista Energy. So if the
proposed nechani sm had been in place during this
period, Avista Utilities actually would have been
wor se of f.

Q How did the change in April of 2002 to the
tiers change the risk as to this particular itenf

A I think 1'I'l have to have you ask M. G uber
on that. | really don't think it changes, because
the tiers really fixed the price on the first 50

percent, and then a portion of the second, but you
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still have some variability, some exposure to the
daily swings that woul d need to be covered.

Q Did the $8 million loss in 2000 give rise to
di scussi ons between AE and AU regarding the propriety
of the benchmark nechani sn?

A M. Guber or M. D Arienzo would have to
speak to that.

Q You' re not aware of any yoursel f?

A | believe there were discussions. |'mnot
sure what the nature was of discussion

Q Take a | ook at the |left-hand colum for
Sept enber - Decenmber of ' 99.

A Yes.

Q I"'mfinding that the nunmbers don't add, and
| just want you to tell ne where I'moff, if | am

If you look at the first bold line, total system P&L?

A Yes.

Q 2.359 --

A. Ri ght .

Q -- mllion. And then | tried to get that

nunber through the followi ng lines, either by adding
the Avista Utilities actual total P&, which is the

next bold line of 1.25 mllion, and AE's actual tota
P& of .5 million, and that didn't add. Then | added

the Avista Uilities share and the Avista Energy
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share, 1.155 and 1,602,000, and that didn't add

ei t her.

A Ri ght .

Q So just explain how these nunbers add -- how
do | replicate the 2.359 mllion in the total system

P&L col umm as between the two firnms?

A There is a fornula, and unfortunately I
don't have it, but M. G uber or M. D Arienzo could
wal k you through the different |lines that you would
tally up to tally those figures.

Q Is it fair to say, M. Norwood, that Avista
Energy takes nore risk under the mechani smthan
Avista Utilities would take had it operated its own
gas procurenent function during this tinme frame?

A | don't think that's the case. Avista
Energy, actually during this time frame, took on the
risk that the Uility would have borne, and that's
what this shows. The bottomline here is that Avista
Energy, by actually losing noney on a net basis, the
1.1 mllion in the bottomright-hand corner, those
are costs that the Uility otherw se would have borne
during that time period.

Q But you're saying that Avista Uilities
woul d have entered into the same transactions that

Avista Energy did during this tinme frame?
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A. Not necessarily the sane transactions, but
they woul d have been exposed to the sane risks that
were out there.

Q But doesn't that just depend on how they

responded to those risks?

A. It would depend on how you respond to that.
Q And we don't know how Avista Uilities would
have responded because -- during the benchmark

mechani sm because Avista Energy was doi ng that
function at the tine; correct?
A Correct.
MR, TROTTER: That's all | have. Thank you.
JUDGE MACE: M. Cromnel |
MR, CROWELL: Nothing further on this

exhi bit, Your Honor

EXAMI NATI ON
BY CHAI RWOVAN SHOWALTER:

Q M. Norwood, | want to ask you probably sone
foll ow-up questions on the questioning this norning,
and then sone questions of my own that | have from
readi ng your testinmony, but I will just say, in the
background, 1've got four subjects in ny mnd, so
that you can keep that in mnd. The issue of

prudence, hedging, auditability, and the affiliated
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interest issue. But nore specifically, I'm asking
about the nmechanism --

A Okay.

Q -- as others have. First, just working
backwards, with Bench Request Nunmber 1, so that the
exhibit is conplete, what does P& stand for?

A Profit and | oss.

Q Okay. And continuing to work backwards, you
had a discussion with M. Crommel| about the
hypot hetical in which there was a certain probability
overall of beating the benchmark or not. And the
first point I want to clarify is doesn't that al
depend on where one sets a benchmark and isn't that
one of the challenges in any benchmark nmechani snf?

A. It certainly is. Depending on where you set
the benchmark, it changes the probabilities. Al so,
you have to make assunptions about what the future is
as conpared to what the past is, and so that's why
it's difficult to nake a determninati on about whether
it's perfect or not going into the future, is because
you don't know what the future hol ds.

And part of what we've done here is really
put a sharing in on all of the conponents so that,
nunber one, they're easier to identify what's there,

and | think it makes it such that there's nore of a
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symmetrical sharing, | believe. 1It's closer to
followwith all the pieces that are put into place
now.

Q And if there is a certain probability of
beati ng the benchmark, as M. Cromwel |l posited, to
the extent that there's a flat, absolute paynent in
one direction, doesn't that either offset or add to
the odds of profiting off of the benchmark nechani snf?

Specifically, let's take M. Crommell's
hypot hetical in supposing -- | think there was a 90
percent chance of beating the benchmark. Now, if --
if there is a paynent going in one direction, let's
say fromAvista Utilities to the ratepayers -- or
excuse nme, from Avista Energy to Avista Uilities, to
that extent, that offsets to sone degree that -- or
to a degree that probability of beating the

benchmar k, doesn't it?

A ["msorry, I"mnot sure if | followed that.
Let me -- let ne see if | understood. Let ne give
you an exanple. First of all, | don't see any -- the

only one that | see where there's a high probability

of it going one way or the other is the Tier 3, where
there's a high probability that Avista Energy's going
to | ose noney on that one, but that's just part of

t he package deal
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The ot her piece we talked about was the
storage conponent, and | think the assunption is
there may be a higher probability of there being a
value to Avista Energy on that one in the |long-term
al t hough you can't assune that to be true.

So there are a couple of itens where you
don't know for sure which way they're going to go,
but some of them have a greater probability than
others. Then you have to step back and | ook at the
magni tude. What is the magni tude of the exposure or
the benefit to Avista Energy and Utility, and we've
tried to bal ance those out.

Q Well, | believe in your mechanismthere are
two absol ute paynments going two ways. Avista
Uilities is going to pay Avista Energy about
$900, 000.

A. That's correct.

Q So that's a flat anmpbunt. And on the other
hand, Avista Energy guarantees Avista Utilities --
I'"ve now forgotten whether it's three or five?

A It's three nillion.

Q Three mllion?

A Ri ght .

Q And | think my only question was, when

assessing risks and rewards, doesn't one have to take



0205

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

into account those absol ute paynents, as well as
predi cted probabilities of beating a benchmark?

A Yes, | think you do. And if you |ook at --
you really have to | ook at each one of those
individually and then as a whole, | believe. And the
900, 000 that you referred to, the paynent fromthe
Uility to Energy, is a paynment. And the intent of
that is to cover a portion of the cost that Avista
Energy's picking up, like the |abor cost that we
avoid, as a utility, by not having to staff as nany
people. That's a clear cost you can cal cul ate.

Then you have credit, because they are
buying the natural gas for us. \Wen a counter-party
wants collateral to be posted because we' ve purchased
$30 nmillion of natural gas fromthem they post it,
it's their cost, it's no longer the Utility's cost.
So sone of those are specific dollars, and on the
table that M. Parvinen had in his exhibit and the
table that M. Gruber had identifying those different
costs, the 900,000 is actually less than what those
costs are.

So in that sense, even though there's a
direct paynent, it doesn't cover all the costs that
all the parties here evidently agree that are

actually there. Then you'd have to take a | ook at
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the three million, which is related to the
transportation, and there's been a | ot of discussion
t oday about the past and what capacity rel ease has
been in the past and off-system sales in the past,
but what we have to look at, both as a Uility, in
fairness to Energy, as well as Avista Energy | ooks at
is what is the opportunity to the future to capture
that value, and it's going to go up and down over
time.

So what we're trying to do is put together
-- nunber one, have them guarantee sonme anount,
because sonme amount is relatively easy to get. So
send all of that to the custoner. Beyond that, we
want to provide an incentive to Energy to get as nuch
noney as they can, because we get $4 for every dollar
t hey get.

So an exanpl e of transportation, they
guarantee three mllion. |If they get six mllion for
the year, then they get 20 percent of the three,
which is 600,000. 1In the end, they get 10 percent of
that and the Uility gets 90 percent, and we think
that's a pretty good tradeoff to have them going into
the market and optim zing that transportation in a
way that we really don't have the ability to do.

Q Okay. So the 900, 000 goes perhaps nost of
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the way, but not all of the way toward covering cost,
and the three million goes an absol ute anmount toward
areward to the Utilities, but potentially nore, but
al so, | suppose, potentially -- potentially Avista
Energy could end up suffering if it turns out that
they only make two and a half mllion; is that --

A They woul d suffer if they nmade | ess than
three million. And | think sone of the concerns that
have been expressed here is that there's a reasonably
hi gh probability they will reach three mllion. \When
you start going beyond that, that's when you start
havi ng concerns about not being able to neet that.

Q Al right. Now, speaking of the 80/20, why
shouldn't it be a 50/50? And | recognize you could
have symretry, since we're tal king about it, at 100
percent or 80/20 or 50/50. Psychologically, it seemns
to me that 50/50 has a better feel to it, because
there's not one side, either, you know, |osing nore
than they should -- not should, but feeling resentfu
about | osing 80 percent when soneone el se nade the
decision. And on the other hand, on the upside,
guess everybody benefits, but why not 50/507?

A. And that's where the Utility has to | ook at
what nmakes sense and what's fair, and Avista Energy's

only willing to take so nuch risk for the opportunity
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that they have. And as an exanple, with the
transportation, the existing nechanismthat's in

pl ace today, the first five mllion goes to the
Uility. There's no guarantee, but the first five
mllion goes to the Utility, and then there's a 50/50
after that.

Part of the problemwith that is it barely
made five mllion, and so there really wasn't that
much in it for them and from our perspective, we
want themto have a meani ngful incentive to go after
every dollar that they can.

The other part of that is when you get into
the comodity side with the Tier 3, the daily
volatility, when you're tal king about 50 percent of
that, that presents some -- it can be a |lot of
exposure, depending what the prices are, and so then
you have to bal ance a 50 percent sharing on that with
a 50 percent on all the other pieces.

On the conmmmodity side, the cost to cover
that daily volatility is really a one-way deal on
average. It actually costs you nore to cover that
volatility than the nmoney you can make by selling off
the excess if your |oads are bel ow that.

So if they're eating -- if you had a 50/50,

Avi sta Energy woul d be exposed to 50 percent of that,
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but even though they would have 50 percent of the
transportation, you would have to set the guarantee
and the benchmark | ow enough so that you coul d nake
those equal and fair.

Q Al right. So basically what you' re saying
is that there's an interrelationship between where
you set the guarantee, that is, the three mllion or
hi gher or | ower?

A Ri ght .

Q And the ratio you want to inpose, the 80/20
or 50/50, and the risk on the daily piece?

A That's right. And you can do the math, and
that's what's shown in the Exhibit 55-C, where we
went back and took a | ook at what would the nunbers
be if the proposed nechani sm had been in place since
Sept enber of 1999. And you include all the
conmponents, and you include the 80/20 on all the
di fferent pieces, and what it shows is, in the |ast
colum, the annual average, at the bottom $987, 000
per year for Avista Energy. And then, on the | ower
| eft-hand side of the page, you can see
two-mllion-five-fifty-one, which is a tabulation of
the benefits that would accrue to the Utility.

So when you start playing with a 50/50 or a

70/ 30 or putting the guarantee at a different |evel,
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it changes the result, and that's the bal anci ng act
that you get into. And as we just tal ked about on
the response to Bench Request Number 1, the way it
was set up, Avista Energy -- you can talk to M ke
D Arienzo about this, but it is actually taking on
nore risk and nore cost than what he thought,
t hi nk, when the original nmechani smwas put together
and they lost a lot of nmoney in year 2000.

Q So just -- by the way, you were reading

nunbers off a confidential exhibit.

A I"'msorry. You're right, | was.
Q If that's the case, then we should probably
A. That's public information in testinony.

MR. MEYER We're fine.
THE W TNESS: Those pieces were.

Q Al right. Nowl'mjust going to do a
little followup to M. Trotter's questions. Have
there been any changes at all in the nechanism as it
has been operating since it was put in place in '99?

A Yes. We have put into place the tiers,
which fixes the price on a portion of the portfolio.
We have nodified the storage so that there's one ful
turn. | think before it was 85 to 90 percent of one

cycle, nowit's 100 percent. W have an 80/20 on al
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of the conponents now, the commodity storage and
transportation and the basin optimzation. That's a
change on all the different pieces.

Q Al right. For what is in operation today,
how | ong has that formula been operated?

A. | believe that is April 1 of '02. 1'Il have
to check that.

Q Al right. If it's not April 1 of '02, get
back to us through maybe even another witness or --

A. Okay.

Q Well, M. Trotter asked you a question, you
had an answer that had to do with contracts and
hedges and there being no sharing. And I have a
little note to ask you to distinguish contracts from
hedges.

A Okay.

Q At least in the context of what your answer
was.

A. Okay. Right. W were talking about, |
believe, Tier 1, primarily, where what we do is hedge
the price. W fix the price on a portion of the
commodity that we need for |loads in the coming year
So we enter into -- actually, Avista Energy enters
into transactions on behalf of the Uility after

di scussions with the Strategic Oversight G oup, so
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that fixes the price for that portion of the
transactions.

And | think what we were tal ki ng about was
the question of is there a sharing around that, and
we have purposefully not proposed a sharing around
t hose hedges, because the whol e purpose in entering
into themto begin with is to fix the price so that
that part doesn't change for customers. |If you start
doi ng some kind of sharing, then it starts to unw nd
the price that you fix. [It's no |longer fixed,
because you're going to charge the custoner sonething
di fferent than what you | ocked in.

Q Okay. | guess it sounded to nme as if people
were tal king about contracts on the one hand and
hedges on the other, but a hedge is a contract; it
just guarantees a certain result, doesn't it, for a
certain price?

A Wel |, you can have a contract to buy index
gas at first of nonth index, but then you can enter
into a separate type of contract to fix the price,
whi ch woul d be a financial contract. So both are
contracts, but when you tal k about hedging, you're
tal ki ng about | ocking the price in so it doesn't --
it doesn't change.

Q Okay. There are a few places in the
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evi dence where it's tal king about Tier 3 being a plus
or mnus eight percent, and sonetines, when you see
something like that, it looks as if there's a swi ng
of 16 percent. But as | read it, it's that it could

-- that Tier 3 would probably be eight percent or

l ess --
A Yes.
Q -- of --
A Vol une.
Q -- vol une?
A O the therm sales.
Q Ri ght .
A And dependi ng what the prices are, if you

get into a situation where volunes are high and
prices are very high, then that's where the inpact
could come.

Q Al right. So on average, it's going to net
to sonething | ess than eight percent?

A. On aver age.

Q But the price, | suppose, could be greater
than that, depending on if the upside was very high
is that correct?

A. That's right. And that's the area where we
have the 80/20 to have Avista Energy either pul

storage to cover that when prices are high and | oads
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1 are high or to buy on the market.

2 Q And you were asked sone questions about

3 Exhibit 19, and | have a note to say see Exhibit 102,
4 page nine, which is not yours, but | think you'l

5 recognize it. Do you have that? It's --

6 A Let's see. 102 is M. D Arienzo's rebutta
7 testimony. GCkay. | have it.

8 Q Page ni ne.

9 A Yes, |I'mthere.

10 Q Well, I'"mlooking at lines six through 13

11 and it struck nme that, A no one's going to know
12 whet her situation one, two, three, or four is going

13 to obtain at any particular time; is that correct?

14 A That's correct.
15 Q Al t hough where you set your fixed and
16 | ong-term purchases, where you set your expected 100

17 percent could affect how often you get into one, two,
18 three, four?

19 A. That will drive whether you're into one,

20 two, three or four, because what we do is Tiers 1 and
21 2, in those tiers, we actually purchase to the

22 average | oad, and scenarios one, two, three or four
23 it's -- the actual |oads are either going to be

24 hi gher or | ower than that estimted | oad.

25 Q And then, in |ooking at these scenari os
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where it says, for exanple, in nunber three,
Addi tional gas nust be purchased at the nmarket,

shoul d there, in effect, be "or drawn from storage"”
t here?

A Yes, that's correct.

Q Okay. And is this where judgnment and
expertise and | guess scale cone in? |In other words,
what is the advantage of Avista Energy doing this

conpared to Avista Utility? It strikes me this is

getting into the where discretion is exercised --

A Yes.

Q -- in addition to sone other things earlier
but --

A. Ri ght .

Q -- this is the heart of it.

A Right. |In addition to the nunbers that we

| ook at and the benefits to the Utility, you |l ook at
things like -- one illustration or exanple we've

tal ked about is conparing the nom and pop to a

Wal -Mart. And Avista Energy is, in essence, like a
Wal - Mart, where they have access to a | ot of
suppliers, they nove a |lot of volume, and so they
know what the market is. The suppliers are willing
to do business with themvery quickly because they do

a lot of business with them and so they have the
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pul se of the market. And so they're able to execute
these transactions a | ot easier than what we are.
What they also do is they are taking on the,
nunber one, deliverability. It's up to themto nake
sure that the supplier delivers. |If they don't
deliver, it's Avista Energy's problem not the
Uility's problem |f the counter-party does not pay
their bill, then it's Avista Energy's problem not
our problem [If they ask the conpany to post
collateral, it's Avista Energy's problem not ours.
So there's a lot of those things that they're
handling and dealing with that the Uility no | onger
is through this mechani sm
Q And that gets to an area | did want to ask
you about, which is credit risk. And | understand
what you just said, which is if you offload these
responsibilities to Avista Energy, then you're not
taking that risk; Avista Energy is. So then the
guestion is is each side properly conpensated or
rewar ded.

But my next question is Avista Energy's part

of Avista -- Avista Corporation?
A Yes.
Q Is the big parent?

A It's a subsidiary, right.
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1 Q And what benefit is there to Avista Utility
2 of relieving itself of sonme of this risk and placing
3 it with Avista Energy when you're both part of the

4 same operation?

5 A. Avi sta Energy is actually a separate

6 corporation. They have their own line of credit,

7 they do their own financing, and so they have their
8 own i ncome and expenses. And so this -- the

9 collateral that has to be posted to cover these

10 contracts comes out of Avista Energy and their line
11 of credit; does not conme out of Avista Uilities.

12 And so in that sense, the expenses that show up

13 then, show up on Avista Energy's books, not ours.

14 Q And if Wall Street, for exanple, is giving
15 Avista Utilities ratings on various aspects of its
16 operation, does it help Avista Uility to relieve

17 itself of that credit? Does this nake any difference
18 to Wall Street, this kind of contract?

19 A This benchmark, | don't think that this is a
20 maj or driver in what Wall Street's going to | ook at.
21 Q Okay. There was di scussion about who nakes
22 the decision on forecasting load, and | was a little
23 unclear how it actually ends up. Who has the actua
24 responsibility to let Avista Energy know what the

25 load is going to be? |Is that you tell them or you
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consult with them and they deci de?

A There is a couple of elenents to that, and
some of it was discussed earlier, when M. Crommel
asked a question about is there an opportunity to
ganme the loads and so on, and | didn't realize that
in our tariff, it does spell out that when we buy
that first 50 percent and the second 50 percent up to
the average | oad, that average load is based on
basically, the historical five-year average
calculation. And so it's basically predeterm ned by
Avista Utilities. And so in that sense, that sets
the level at where we buy the Tier 1 and Tier 2
nat ural gas.

O herwi se, on a day-to-day basis,
week-to-week basis, it's ny understanding, and M.
Gruber will have to confirmthis, that Avista
Utilities provides that | oad to Avista Energy.

Q ['"m not sure | understood the otherw se,
because what | thought you were saying was that, in
essence, Avista Energy takes the forecasted | oad as
presented to it?

A Yes, when we're buying that first of nonth
and the Tier 1, that's the five-year calcul ation of
what is our average |oads, and then they will go out

and buy Tier 1, Tier 2 to match that. But then, when
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you get within the nonth, you know it's going to be
different.

Q Oh, yes.

A And that's where the Utility will provide
them Avista Energy, with the next day or next week
| oads.

Q Okay. VYes, | see. And then, in terns of
who's maki ng the decision what to buy and how nuch to
buy for Tier 1, again, | was a little confused.
Clearly, there's consultation, but whose job is it to
buy 12 nonths out or wait three nonths, that kind of

di scretionary decision for neeting Tier 17

A Okay. Let nme use a chart here to help --
Q Ckay.

A -- answer that.

Q And | think this is Exhibit 4, it |ooks

like. Mybe I can just start and wal k you through
qui ckly the process from an overvi ew standpoi nt of

the Tier 1 purchases.

First of all, the |ower section of that is
the -- | guess it's purple here, I"'mnot sure if it's
purple in the exhibit -- is the storage, and that's

goi ng to be purchased throughout the sumrertinme, and
there is sone judgnent used as to the timng of when

you inject into storage, and that's done with Avista
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Energy and Avista Uilities.

Q But that, for exanple, it's Avista Energy's
call; is that correct? | mean, who deci des?

A That's a M. G uber question.

Q Ckay.

A. But M. Gruber weighs in heavily as to what
makes sense to them and there's a joint discussion
that takes pl ace.

All right.

A. That's a good question for M. Guber. On
the other piece, the Tier 1 purchases, as was
di scussed this nmorning, we picked a basin weighting
percentages in that Decenber-January time frame, and
then, fromthe February through Novenber period,

Avi sta Energy and Avista Utilities is watching the
mar ket for the upconming winter and foll ow ng period,
and they talk about the timng of when they | ock the
prices in. And again, that's a joint discussion, and
Bob can tell you a lot nore than | can.

But there's judgnent, Avista Energy
obvi ously has their pulse on the market, and so they
have a lot to say about when we |ock those in, but it
is a joint decision.

And as far as the magnitude of what's | ocked

in, what we've done is taken a |look at what is the --
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basically, the mninmum | oad that you woul d expect
during any of these nonths if you had an abnornmally
warm period, for exanple, and that was the basis for
deci di ng how much do you lock in, and it ends up
bei ng roughly 50 percent over the course of the year
when you include storage.

Q Al right. 1In any event, you lock in --
wel |, you, | don't know who the you is, but in the
end, it's Avista Energy who is actually doing the
buyi ng?

A They execute the transactions; that's
correct.

Q And with respect to Tier 1, anyway,
regardi ng prudency, is this Commission entitled to
| ook at that decision and hold Avista Utilities
accountable for it?

A Yes. \What we're doing here, really, at
Avista Energy, is really not nuch different than what
we would do if it were within a utility, although
there's sone differences that | want to point out.
But the UWility has decided that we want to provide
some price stability for our custonmers, and so we've
said we want to lock in the price in advance on a
portion, and what we've decided is about 50 percent.

So we have asked Avista Energy to execute those for
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us in taking advantage of their view of the market
and so on.

But it's still, inny view, the Utility's
choice, in discussions with Energy, to provide that
price stability. So in that sense, it's the
Uility's choice to do that. Wen they |ock those
prices in, there will be specific contracts that wll
be executed, there will be information regardi ng what
the market price was at the tine the deal was done,
so it will be well-documented. W want to know, as a
Uility, that it was done at the nmarket at the tine
they did the deal and that it was a prudent deal
And we, as a Utility, are willing to defend that and
to present it.

Now, what they do, then, is when they
execute those, they are, as | nentioned before, at
risk for delivery fromthe counter-party. |f someone
doesn't pay, it's their problem not our problem and
if there's collateral that has to be posted, they
post it, not us, so that's a major difference between
them doing it and us doing it is they're bearing al
t hose costs for us through this.

Q Ckay. | have sone probably pretty m nor
guestions on your testinony, nmaybe not m nor, but

this one is page -- this is Exhibit 1, page eight.
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A. Ckay.

Q Lines 10 and 11, you say, Under the current
Uility risk policy, the Uility is focused only on
transactions to bal ance | oad and optinize resources.
If the -- if the Uility were to engage in these
riskier transactions, the Utility's current credit
cost would increase substantially.

Now, what does these riskier transactions

refer to? Maybe it's the previous paragraph. |'m
not sure.
A That is a lot of the volumes that would be

done to buy fromone region, sell to another region
that Avista Energy enters into that we do not, as a
Utility.

Q See, | just can't -- it's just the sentences
that | don't follow Ten, it says the Utility is
focused only on transactions to bal ance --

A Yeah, and | think |I probably should have
worded that a little differently. |If the Utility
were to do this, it would -- because we, as a
Utility, obviously we don't do that, other than M.
Gruber nmanages the California gas supply for that
state, but right now, the Uility does not buy and
sell gas to balance | oad, so that could have been

worded differently.
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Q So what you nean to be saying is if we deny
your proposal and you then have to take on
transactions to bal ance | oad and optinize resources,
that that is nore risk than otherw se?

A Well, we'd have a choice to make. If it
noved back in the Uility, we'd have a choice to nake
of do you just buy what you need to cover |oad and
sell your surplus, or do you try to capture some of
the benefits that Avista Energy's doing by noving a
| ot of volune to optim ze that pipeline
transportation.

And |'m not sure that we would want to nove,
inthe Uility, I'"mnot sure that we would want to
enter into the types of transactions that Avista
Energy does. That's not our primry focus.

Q Al right. Page five, line 19. Excuse ne,
I nean page five of Exhibit 1

A Yes.

Q And you have exanples there from | daho and
Exhibit -- oh, 3, I'"'msorry. Yeah, Exhibit 3, page
five.

A I'"mthere.

Q You are discussing Idaho and Oregon. And in
| daho, first, what is the sharing nmechanismfor Tier

3, if it has that feature?
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1 A. In Idaho -- let nme look for just a nonent.
2 In ldaho, it's consistent with what we have in place
3 today, so you have the -- let nme think here. Right.
4 We still have the hedges in place for Tier 1, then

5 you have the Tier 2, but Avista Energy, rather than

6 having a Tier 3, where it's shared 80/20, Avista

7 Energy's actually at risk for nost of the variability
8 around the daily | oads versus the first of the nonth

9 | oads.

10 Q So is it sonmething like the reverse, like

11 20/ 80, or --

12 A It's probably nore like a 90/10, where

13 Avi sta Energy absorbs the 90 percent and Uility nore
14 like 10. Mke D Arienzo could give you a better fee
15 for the risk they're taking there.

16 Q So in ldaho, is there any absolute

17 guar ant eed amount conparable to the three mllion in
18 your proposal ?

19 A. There is a guarantee in ldaho. It's a $1

20 mllion guarantee, with an 80/20 after that on the

21 transportation.

22 Q Okay.

23 A. That's -- ldaho is roughly a third of the

24 Washi ngt on- |1 daho gas busi ness.

25 Q So on the basin sharing nechanism it's --
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I daho's is conparable to what you are proposi ng?

A No.

Q No?

A That's the point that | should have added
just a noment ago. \When | tal ked about Avista Energy
is taking the risk around that daily volatility,
they're al so keeping basin optim zation, and that's
the tradeoff. They're taking the risk here and
they're getting the benefit of the basin
optim zati on.

Q Whi ch was here, when you said here?

A. l'"msorry.

Q They're taking the risk -- they is Avista

Energy, is taking the risk in Idaho?

A Yes.
Q Wher e?
A Around the -- it's actually called Tier 2,

where you buy natural gas up to your estimated
average, and to the extent your |oads are higher or

| ower than that, Avista Energy bears the risk on that
daily volatility. And they're bearing all the risk
of that. Well, nost of it. There is sonme portion

if it gets extrene, then there's another factor that
kicks in. But they're bearing the bulk of the risk

around that daily load variability, and they're
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keepi ng the basin optim zation opportunity.

Well, in this proposal, what we're proposing
is there's an 80/20 sharing on the daily | oad
variability and an 80/20 sharing on the basin
optim zation. That's where, when we tal ked through
this over the past year, you know, Staff had
i ndicated we want the basin optimzation. So we

sai d, Okay, you can have that, but Avista Energy's

not willing to bear the risk on the daily | oad
variability. 1It's got to balance out there.
Q Okay. So you are not seeking in particular

absol ute consistency fromldaho to Washington to
Oregon?

A No.

Q Again, in Exhibit 3, could you turn to page
167

MR. MEYER: Exhibit 3?
CHAl RWOMAN SHOWALTER:  Yes.

Q And |I'm | ooking at lines 13 through 16. And
you're saying there would be I ess of an audit trai
with a third party than for -- than if this is
provi ded by Avista Energy. And I'ma little unclear
of what our authority over Avista Energy is. | have
a fair sense of what our authority over Avista

Uilities is and perhaps what we could get at through
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Avista Utilities, especially in order to approve an
arrangenent, but is there anything to stop Avista
Energy fromengaging in a |lot of business of sone
sort, which I'll call side deals, and by that, | just
mean a business that is not visible to us in terms of
its overall buying and selling of energy on a given
day?

A That woul d involve the Avista Uilities
assets?

Q No, that doesn't.

A Okay.

Q In other words, what I'mtrying to get at is
if Avista Energy is doing this job for Avista
Uilities, we have sonme benchmarks, and | guess that
benchmark is -- the critical index is how we gauge
Tier 3 buying and selling, or at least it's one of
the ones that's critical?

A I think they're all critical. Tier 1
there's a benchmark, and that is the narket, and that
will be documented. Tier 2 is the first of the nonth
i ndex, which is what it is. And then, as you
mentioned, for Tier 3, we're neasuring the daily
results against that first of the nonth index.

Q Al right. But | gather -- | guess in al

i nstances under the proposal, we would be eval uating



0229

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Avi sta Energy's performance conpared to sonething
that it cannot affect. That is, an index or al
traders for that day; am|l right?

A No, | don't -- | think it's partially true.
Cbvi ously, the market is going to be the market and
it's going to change as it wants to change, but what
we have to keep in mnd for Avista Energy and for
this mechanismis that there are choices to be nade,
especially when you get into the daily markets, about
whet her you use storage or whether you buy in the
mar ket on a daily basis to cover your |oads, and
that's where the incentive is there to nmake sure that
t hey nmake the right choices there, and that's where
there are conversations between M. G uber and M.

D Arienzo as to whether you pull storage, because at
some point you start to jeopardize reliability.

Q | suppose it's this. Supposing there's a
transaction that Avista Energy is going to do that's
nore profitable to it than the 80/20 split, so it
prefers to call that nore profitable transaction
sonebody el se's transaction, and maybe a | ess
profitable transaction Avista Utility's transaction
even though the incentive is to beat the market, in
any event?

A | see what you're saying. The way this is
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set up, and this was discussed a lot in the | ast
year, to try to ensure that there wasn't the
opportunity or that you wouldn't get into questioning
why didn't Avista Energy assign the good deal to the
Uility and the higher cost deal to sonebody el se --

Q Ri ght .

A -- their own book. And the way this is set
up, you can't do that. Tier 1 is fixed price
assigned to Utility; Tier 2 is a known deal, known
contract assigned to Uility; Tier 3 is going to be
their average costs, if |oads are higher, they have
to go to the market to buy it, it's going to be their
actual costs fromthose supply basins, and if they
don't buy any fromthat supply basin, it will be the
gas daily -- published gas daily price fromthere

And that's where -- if you |ook at M.

D Arienzo's exhibit, they did an analysis to see what
their prices were during '02, and it showed they were
within a penny, basically, of what the daily prices
were. So there's really no way for themto gane it
and no way for us to not see it, because it's --
that's one of the nice things about this, even though
this proposal is a lot nore work than the existing
mechanismin place. And part of that is to go to the

work, go to the effort to basically add transparency
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1 to all the conmponents, so that there's no place to
2 hi de the transacti ons.

3 CHAl RMOVAN SHOWALTER: | think those are al

4 my questions. Thank you.

5 THE W TNESS: Great, thank you.

6 JUDGE MACE: Commi ssioner Henst ad.
7

8 EXAMI NATI ON

9 BY COW SSI ONER HEMSTAD:

10 Q | think various of the questions | m ght

11 have asked have been inquired into here. First, your
12 di scussion about Wall Street. Avista Utilities,

13 assunme, is at risk by the performance of Avista

14 Energy, whether it does poorly or it does well

15 because you're an integrated conpany. Your ultinmate
16 credit rating will be determ ned by the performance
17 of the entire corporation, not just Avista Utilities.
18 That's true, isn't it?

19 A. We do have a corporate -- overall corporate
20 credit rating; that's true.

21 Q So to that extent, if Avista Energy -- I'm
22 not suggesting this is the case -- but undertakes

23 hi gh risk transactions and | oses, that could have the
24 effect of hurting Avista Utilities' credit rating?

25 A And | think, as you probably know, Gary Ely
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has made an effort to scal e back that operation and
to focus nore on an asset-backed approach to

busi ness, and | think we've seen that their
operations are -- have been fairly stable in terns of
profitability, and so that's what we're working
toward as a conpany, is to have thembe a relatively
st abl e operation.

Q The Staff's primary reconmendation is that
this function be returned to Avista Utilities. Wre
we to order that, what would that entail?

A Well, we would need to add staff in the
natural gas area to nmanage the storage, as well as
the commdity and the transportation within the
Uility. It would involve increased cost in ternms of
credit, as | nmentioned earlier. As we purchase
natural gas, it would be the UWility posting
collateral, not Avista Energy. It would take sone
time to gear up to add that staff and roll that back
in, as well as you think about the transportation and
the opportunity to optim ze that, there would be a
deci si on nmade about are we going to get into noving
| arge volumes of gas to optimze that. In the past,
we have not, and | doubt that we would within the
Uility, so we would be giving up sone opportunity

t here.
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Q But that would -- would that replicate the
envi ronnent in pre-1999?

A The -- | guess the answer is yes and no.
Yes, we would be doing it within the Utility, Iike we
did before. | think the environnment is different
today than what it was before in that -- in a nunber
of categories. The counter-parties, there are fewer
counter-parties to do business with. There are
concerns about who you do business with because of
t he nunber of bankruptcies and concerns about people
paying their bills. If you |look at the volatility of
pricing, it's different than what it was before.

So if you look at the -- fromthe Uility's
perspective, and | keep asking Bob G uber this, as
t he manager of gas supply, is, you know, how nuch
value is there in Avista Energy doing this, and the
answer | keep getting is there's a |lot of value given
the circumstances that we have today versus the way
it was in the past. There's actually -- there's a
greater need for Avista Energy to be managing this
now t han what there was in the past.

Q Well, Avista Energy faces the sane issue of
limted counter-parties, doesn't it?

A Yes, they do.

Q I nean, it doesn't have any nore than the
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Uility would have?

A I"'mnot sure if that's the case -- they
actually nmay have nore counter-parties they would do
busi ness with than what we would have. There would
be some who -- because you don't do a | ot of volune,
they may not want to do business with us on occasion
whereas Avista Energy does a lot of volune. As |
menti oned before, if there's a nonpaynment by a
counter-party, it's Avista Energy's issue, not ours.

Q M. Trotter asked you sone questions about
the integrated resource plans. And in Exhibit 22,
the graph at page C9, | guess | didn't understand
very well the questions and your answers about this.
It shows 1993 through 1996, and now -- and these are
of f-system sales. And now, all of these were
occurring with the responsibility for purchases
within the Utility. That's true, isn't it?

A Yes, and | think if you |ook at the chart
here, | think the |eft-hand bar is revenue,
believe, and then the right-hand bar is nargin, and
SO you can see the margin is relatively snall.

Q Oh, | see, okay. Now, if this graph were
projected forward through 2003, what would it show?

A |"msure M. Guber or M. D Arienzo could

answer that. | don't have the data.
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Q There's nothing -- there's no exhibit that
woul d reflect that?

A There may be, but | nay have to have them
poi nt you to that.

Q Trying to conpare apples and apples, the $3
mllion guarantee, would that reflect the off-system
sales margin or the off-system sal es revenue?

A That's margin.

Q So am1l reading this correctly that, at
| east for these four years, the $3 mllion guarantee
woul d have been nore beneficial to the Uility?

A Well, you have to keep in mind that the
three million is margin from off-system sales, as
wel | as capacity release. And the prior page
i ncludes the capacity release and -- |'m assum ng
that that's margin. But again, you have to go back
to what were the circunstances, what was the

avai | abl e capacity then.

Q Sur e.

A Ri ght .

Q Al right. 1'Il pursue that with the other
witnesses to -- for that to be carried forward, what

it would | ook like.
M. Parvinen, in his testinony, asserts that

the tariff arrangenent, if | recall his testinony



0236

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

correctly, nmeans that the systemw |l be |ess ninble
than if the conpany itself were buying and selling.

What's your response to that?

A Less ninble in terns of flexibility --

Q Yes.

A. -- on buying gas? | don't think that's true
at all. You can wal k through the different pieces to

think about that. Tier 1, you actually make your
purchases fromthe February through Novenber tine
period for the upconing winter. That's a huge tine
frame to think about, to watch the narket, to | ook at
conditions, and then to lock in. And so over that
February through Novenber tinme frane, you have
flexibility to make choi ces around when you | ock in
those prices. For Tier 2, that's the first of nonth
i ndex, and that is what it is.

On Tier 3, there's really maxi num
flexibility to either pull fromstorage, to the
extent you're not jeopardizing reliability. You
don't want to pull so nuch from storage that you
don't have it to cover you later in a cold spell, but
you can either buy fromthe daily market or pull from
storage, so | don't see that there's a restriction on
the resources available to cover your |oads and to

fix prices.
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1 Q Well, and then, finally, I"'mtrying to grasp
2 the ultimte relationship between this proposed

3 arrangenent and the power cost adjustnment nmechani sm
4 And this had been di scussed, but could you wal k ne

5 t hrough that?

6 A. The purchase gas adjustnment mechani sn?
7 Q Yes.
8 A Okay, all right. What we do here is

9 basically each nonth we determ ne what the cost of
10 gas is for our custoners under the benchmark

11 mechani sm so that means we would look at -- let's
12 pi ck a nonth, of Novenber, for exanple. W would
13 know what the fixed prices are for that |evel of

14 vol unes, and that's the anount that would be billed
15 to the UWility, because it's fixed ahead of tine.
16 Then you woul d have the next |evel at first
17 of the nonth index, and it is what it is tines the
18 vol unes. And then you woul d have what ever your

19 variations in | oads are, what the costs are, you'd
20 have those dollar figures. To the extent you had
21 storage transactions, that would be accounted for.
22 Any of f-system sal es or capacity rel eases would al
23 figure in there and there'd be a bill from Avista
24 Energy for all of that.

25 That, together with other transportation
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costs, would be conpared against the rates that are
-- costs that are enbedded in rates.

To the extent there's a difference, it would
be deferred and go into a bal ance, and then each
August, roughly, then we would file to rebate
what ever the balance is that's a positive or
surcharge, to the extent that costs were
under-recovered during the period, together with a
forecast of what the market is going to be to try to
set rates at a level that's going to reflect the
mar ket .

Q Doesn't the net result of all of that nean
that this fairly mechanical process, if that's a fair
way to describe this, largely predeterm nes what the
purchase gas adjustnent end result wll be?

A Wi ch part are you referring to as
nmechani cal that m ght predeterm ne?

Q Well, this entire scheme is what |I'm
referring to.

A | don't think it predeterm nes what the
price will be. The one element that would woul d be
the Tier 1 purchases. To the extent you've | ocked
those in, you know that those are going to be the
costs that you're going to incur for that period.

For the first of the nonth index, you're not going to
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know what those are until you get there, until you
get just before each nonth.

For storage, once you get to the summer,
then you' Il know what you have in storage, so to sone
degree, that will determ ne what your costs are. But
otherwise, for Tier 3, for transportation, those
ot her costs are going to be dependent on what the

market is at the tine as you progress through the

nont hs.
Q But the market is largely the benchmark for
-- well, the first of the nonth and storage, isn't

it? Wiat I'mtrying to get tois -- and this nay be
a good thing, not a bad thing -- that the purchase
gas adjustnent proceeding is going to be pretty
sinmple, isn't it, just to see -- just to assure
ourselves that this schene has been properly handl ed?

A It should be nore straightforward for a
nunber of reasons. One is we have really laid this
thing out in a way that everything is transparent.
You know what the fixed price purchases are, you know
what storage was, you know what the first of the
month index is, what it is, the daily l|loads, all the
informati on's available to know what that is.

Every transportation deal that's done on our

system conmes on the invoice in the pipelines. So we
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know exactly what Avista Energy did. It's all laid

out. For storage, every tine we touch storage, every

time they touch storage, inject, withdraw, it's all

identified. So in that sense, it should be a |ot

nmore straightforward than it has been in the past.
CHAI RMAN HEMSTAD: That's all | have.

JUDGE MACE: Conmi ssioner Oshie.

EXAMI NATI ON
BY COWM SSI ONER OSHI E:

Q M. Norwood, | believe that you testified
earlier that you are not a nmenber of the Strategic
Oversight Group. |Is that -- am| correct?

A That's correct.

Q Who is -- for Avista Utilities, who's on the
Strategi c Oversight Goup? And if you know for
Avi sta Energy who's a nenber of the group?

A Yes, M. Gruber, who's a manager of gas
supply, who's the next witness in line, is on that
group. M. Pat Gorton, our risk nmanager within the
Uility, is on that group, and then M. M ke
D Arienzo, from Avista Energy, is on that group.
Those are the formal participants.

It's nmy understanding that there are fol ks

fromrates and accountants fromthe gas supply area
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that also participate periodically to follow what's

goi ng on.
Q And when you say fromrates and fromyour --
the accounting staff, | presune that to be from

Avista Utilities?

A Yes.

Q Now, let's walk -- naybe we can wal k through
the tiers, and | can get a better understandi ng of
what the Strategic Oversight Goup is responsible
for. In Tier 1, which is the purchase of 50 percent
of your load, or I'Il just call it your base |oad,
let's put it that way, the Strategic Oversight G oup
woul d neet sonetime prior to -- maybe you can help
me. \When would they be neeting to make a deci sion
for the gas purchases for the upcoming year? In

Novenber, if | renmenber fromthe testinony?

A Yeah, and I'll have to be careful here. As
you' ve heard during the day, |'ve referred a | ot of
guestions to M. Gruber, and that's where -- he can

speak in detail as to what they do and the tining

but we set the -- as | mentioned, the basin

per cent ages, the weightings in that January tine
frame, and that sets the foundation for the purchases
that are made from each of the supply basins.

Then, in the February through Novenber
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period is when the Strategic Oversi ght G oup would
work together to start layering in these Tier 1 fixed
pri ce hedges and, to be honest with you, that's about
as far as | can go. M. Guber can el aborate a | ot
better on the details of what they discuss and the
timng.

Q On the -- so as far as, then, for the
Strategic Oversight Goup, let's stick to the Tier 1
does it require -- is it a consensus decision of the
i ndi vi dual nenbers of the Strategic Oversight G oup
in making a decision to buy a particular resource, or
does the -- well, perhaps -- let's stop there. One
guestion at a tine.

A. | hate to do this to you, but I think it
woul d be better if M. Guber, who's on that group
and is probably the one naking the decision, would
answer that question for you.

Q Well, | guess is it your understandi ng that
M. Guber, then, directs M. D Arienzo in the
purchases? |n other words, is the Uility -- maybe
just ask it in a general way. Does the Uility tel
Avi sta Energy what to buy for the resources in Tier
1, your understandi ng?

A The Utility tells them how nuch to buy in

terms of the overall Tier 1 level. As far as the
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timng, again, I'll have to defer to M. G uber as to
who nakes the call as to when you lock in a |ayer of
gas supply.

Q | thought from-- maybe | m sunderstood your
testi nony, but | thought that Avista Energy, at |east
for its Tier 1 and Tier 2 -- excuse ne. Maybe it was
Tier 2 that was based on the historical averages. So
for Tier 1, the Uility tells Energy how nuch gas to
buy for the upcom ng season?

A. Well, what we di scussed awhile ago was the
hi storical average, and that sets the average | oad by
month for the upcom ng year, and that's based on the
hi storical figures. So that sets the total for Tier
1 and Tier 2, and then it's ny understanding that the
Tier 1 really represents basically the m ni num | oad
or the base |load that you woul d expect to have --
you're pretty confident you' re going to have that
much | oad every nonth across all the nmonths, is ny
under standi ng of what dictates that Tier 1 |evel of
hedgi ng.

Q So then, if | can then nmaybe restate it,
that the Uility tells Energy how much gas to buy,
but that figure's derived fromthe Uility's
hi storical use of that resource over the |last five

years?



0244

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. That's my understandi ng, yes.

Q Okay. Now, as far as the -- so | think
we've covered Tier 1 and Tier 2, generally. | can
ask M. Gruber or M. D Arienzo about this, as well,
but -- now, as far as the Tier 3, either you have to
-- the Uility either has to purchase or -- it has to

bal ance the |l oad, so it's either going to purchase or

sell. And at that point is when a decision is nmade
to either buy or sell. | imagine it's pretty
straightforward. 1In other words, if the Uility

| ooks like it's going to be |ight based on the next
day's forecasted load, then it will notify Energy
that -- of its upcomi ng deficit and Energy will buy
or Energy will provide whatever resource is necessary
for the Utility to balance its |oad?

A That's right, and that will be a decision to
either pull storage to cover or they will buy on the
daily market to cover that. That's basically the
only two places you have to go.

Q Now, is the -- the decision, then, to buy is
made by the Uility, or to pull gas from storage, or
is that a joint decision that's made by Utility and
Ener gy?

A In nmy discussions with M. Gruber, who is

the guy to confirmthis, is that he is very concerned
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about making sure that there's a sufficient amount in
storage through the wintertime to nake sure that it's
there to cover |loads, and M. D Arienzo also is
concerned about that. So it's my understanding
there's discussion that goes on between the two as to
whether to pull storage or whether to buy on the
dai |y market.

Q Well, and who woul d nmeke that deci sion
then? Wuld it be the Uility telling Energy, Well
based on these factors, we think you should pull X
anount fromthe storage and buy X ampbunt fromthe
mar ket ? | suppose that kind of result's quite
cormmon.

A. My understanding is the Uility makes the
final call. M. Guber can give you maybe a little
nore col or around what the discussion is and how that
-- how they conme to a decision. Again, since |I'mnot
in the neetings, it's difficult for me to el aborate
nore on what the discussion is and how t he deci sion
i s made.

Q As far as, then, the -- what role does the
Strategi c Oversight G oup have in off-system sal es?

A. That's a good question. |'mnot sure. M.
Gruber would probably -- and M. D Arienzo would have

to answer that.
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Q I'"d ask you the sane question, then, for the
capacity release function that's perforned during the
season. Do you know what role the Strategic
Oversight Group has in that?

A. No, again, |I'd have to defer to M. G uber.

Q Now, as far as the basin weightings, M.
Norwood, the Strategic Oversight Group neets and
makes a decision as to how to wei ght each basin for
t he upcom ng season?

A. | believe that Avista Energy is involved in
that. It's M. Guber that nmakes the ultimte cal
and actually sends the notice to the Comrission in
that Decenber tinme frane.

Q Do you know how much capacity Avista
Utilities has on contract fromthe Al berta fields, or
AECO?

A I don"t. | think it may be in one of our
exhibits, but I"msure M. Guber would have that

Q Could it be 50 percent, or does that sound
about right?

A | think it's in that nei ghborhood. Exhibit
52, page four, has some volunes on it for AECO
Rocki es and Sumas. Again, M. G uber would have to
confirmthese volumes. AECO, it shows 68, 483

decat hernms per day, and at the bottom of this chart,
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1 you can see it shows nmaxi mumtransportation all owed
2 at average day is 35 percent Summs, 32 percent

3 Rocki es, 63 percent AECO. Again, M. Guber's a |ot
4 nmore famliar with those conponents than | am

5 Q Does the Uility retain the right inits

6 contract with Avista Energy to control the capacity

7 rel ease arrangenents that are nmade by Energy on its

8 behal f?
9 A | believe there are discussions related to
10 | ong-term rel eases versus short-term And

11 apol ogi ze for deferring so nmuch to M. G uber, but he
12 is the one that is the hands on, that drives it, so |
13 think he would be able to give you a good answer on
14 t hat .

15 Q Now, just as a general question, M.

16 Norwood, and | think you touched on it, but why is it
17 important to Avista Utility to enbody this purchase
18 gas purchase strategy in a tariff?

19 A. Well, our original proposal to put it in a
20 tariff is really driven by the policy statenent and
21 the effort that we have tried to make to honor that
22 policy statenment and be consistent with it, and so
23 that's the first part. | don't know that it

24 necessarily has to be in a tariff so |long as we have

25 a Commi ssion order approving their proposal. | think
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it does help to have it in the tariff. That way you
have the details around how the cal cul ati ons are made
and how t he mechani sm wor ks, but personally |I'm not
sure that it's necessary, as long as there's an
under st andi ng through the filing here what's going to
take place if the Conm ssion approves this type of
mechani sm

Q I'd like to maybe touch briefly again on a
guestion that M. Henstad asked you, and that is, you
know, why is the Utility, or maybe Energy, perhaps
really they're working in partnership here, |ess
ni mbl e through the use of a tariff than it is through
-- wi thout one?

A. I don't think, from an operating standpoint,
having a tariff versus not having a tariff makes a
difference. The Strategic Oversight Goup is stil
going to neet, they're still going to talk about the
best transactions for the conpany, so | don't think
it takes away -- in fact, we had nore details in the
tariff previously around the synthetic schedul e and
that sort of thing, but we've pulled that out to
provide more flexibility on injections, as well as
flexibility on the Tier 1 purchases, so | think
there's flexibility built in.

Q Well, 1 guess what | understood M. Parvinen
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to nean by that was at least in a couple of areas.

For exanple, if the Utility thought it best to buy 60
percent as an exanple, hypothetically, of its needs
inits Tier 1, you know, fixed price resource, would
that require a tariff change?

A. | really -- | don't think it necessarily
woul d.  Again, it comes back to | think that the
Uility needs to nanage the gas procurenment in a way
that it believes is prudent and in the best interest
of its custoners, and then, when the PGA time cones,
to denonstrate that those costs are the best costs
for custoners.

So | think there's still flexibility for the
conpany to choose to hedge nore, if it feels like
that's the right thing to do. Now, in the past what
we' ve done is we've come to the Conmi ssion and said
we want to hedge nore than what we're hedging and
gai n approval from the Commi ssion.

| think in the mechanism and M. G uber can
confirmthis, but | think there's a certain |evel of
hedges that are planned and then there's another
| evel of hedges that are discretionary, which
provides that flexibility to do nore or |ess.

Q And that would be, as you say, a decision of

the Strategi c Oversight G oup?
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1 A Yes.
2 COW SSIONER OSHI E: | don't have any ot her

3 guesti ons.

4 JUDGE MACE: Thank you. M. Meyer

5 MR. MEYER: Thank you.

6

7 REDI RECT EXAMI NATI ON

8 BY MR. MEYER

9 Q Turning first to the discussion around

10 benchmarks, 1'mgoing to refer you to Exhibit Nunber
11 5, which is a sanple daily log, and I'll use the

12 illustrative exhibit here so everyone can foll ow

13 al ong.

14 JUDGE MACE: [|'mnot sure we'll be able to

15 foll ow al ong that well

16 Q Does that help you? Well, it's that guy,
17 it's that one. It's Exhibit Number 5. Okay. [|I'm
18 going to ask you some questions in ternms of the

19 di scussi on around benchmarks and transparency and

20 auditability, a variety of questions in that area.
21 First of all, let's be clear. Are there

22 benchmarks in Tiers 1 and 2, and what are they?

23 A Yes. In Tier 1, as | nentioned before, the
24 benchmark is really the market at the tine that the

25 decision is made to fix the price, and that
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1 information -- the benchmark is really set by the

2 broker quotes and other information avail able, which
3 tells you what the market price is, and that is

4 docunented. So you can conpare the price that's

5 fi xed agai nst that.

6 On Tier 2, it is the first of nmonth index,
7 and so in that sense, the price you're going to pay

8 and the benchmark or the index is one and the sane.

9 Q And Tier 37

10 A Tier 3 --

11 Q What is the benchmark?

12 A Yes, the benchmark there is the first of the

13 mont h i ndex, and so you conpare the daily purchases
14 agai nst the first of the nonth index.

15 Q Al right. Now, in terns of auditability,
16 whi ch was an issue raised by Chai rwonman Showal t er

17 how are those three tiers auditable?

18 A For --

19 MR. TROTTER: Excuse ne, Your Honor. This

20 is pretty much direct recitation of their direct

21 testimony, so I'll just make a formal objection that
22 it's asked and answered.

23 CHAl RMOVAN SHOWALTER: | think it clarifies

24 what | was aski ng.

25 JUDGE MACE: We'Ill allowthe Wtness to
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answer .

THE WTNESS: For Tiers 1 and 2, it's very
straightforward in terns of auditability, because in
both of those instances there will be specific
contracts in Tiers 1 and 2 that will go into a file
that the Uility can look at and Staff and others can
al so ook at and audit. So there those are very
strai ght f orward.

Tier 3, again, you will have the actua
| oads of the Utility versus the previously-estinmated
| oads, so that will be very straightforward to audit.
And then the pricing will be based on the Avista
Energy actual transactions fromthe respective supply
basins, and all that information will also be
available to audit, as well as a conparison to the
gas daily index, which is also a nmeasure of what the
mar ket is on those specific days, so --

And we will actually prepare this daily |og
to document all the transactions that occur on a
daily basis, whether it's Tier 1, Tier 2, Tier 3,
al so storage optim zation, capacity optim zation,
basin optim zation. So every transaction that occurs
every day will be docunented through this daily |og
so that the information is clearly available to

audi t .
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Q Ckay. | want to -- | wasn't sure if you
m sspoke yourself or not, but you were asked,
believe by Staff Counsel, as to whether or not there
was a benchmark for Tier 1 and 2 for Avista Energy to
nmeet or beat, and what is your answer?

A. Well, there's a benchmark, and | nay have
m sspoke, but there isn't a sharing on the 1 and 2.
And the reason that there isn't a sharing is because
the purpose of those to begin with is to fix the
price for a portion of the portfolio to provide price
stability. But as | nentioned before, there are
benchmar ks, but not sharing on those two pieces.

Q Turning now to the coll oquy around
antici pated transportati on rel ease revenues, capacity
rel ease revenues, why do you believe experience to
date with respect to transportation rel ease or
capacity rel ease revenues nmay not be indicative of
the future?

A. There are a nunber of changes that, as |
menti oned before, you can't really |look at the past
to dictate the future, but one exanple is a contract
with Clark that ends in the next 12 nonths, or
actually the ternms of the contract changes, which may
change the opportunity there, as well as change

things |ike changes in |load. There are changes --
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for exanple, there have been some upgrades to sone

ot her pipelines which will affect the prices between
the different supply basins, so all of that has to be
factored into the opportunity to the future to either
gain revenues from capacity release or off-system
sales. And M. Guber and M. D Arienzo can speak to
that in nore detail.

Q Next, with regard to storage and the
di scussion around synthetic scheduling, why should
the 80/ 20 sharing nechani sm be applied across the
board, even with respect to storage and the use of
synt heti c schedul es?

A Ri ght, the inmportant thing on here, once you
have incentive mechanisnms, it's inmportant to meke
sure that the incentives are causing Avista Energy to
do the things that are good for custonmers. And by
havi ng 80/20 for the storage both on the
sumrer-wi nter, as well as the daily, across all the
pi eces, then they don't have the incentive to do
something that's contrary to the interest of the
Uility. They have an equal incentive across all the
pi eces to do what's right for the Utility's
cust oners.

Q So is it your testinony that notw thstanding

the use of synthetic schedules, that there's still a
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need for an 80/20 sharing with respect to storage?

A Yes.

Q The subj ect of basin weightings was
di scussed. \Why does the conpany believe it is not
advi sabl e to change the basin weightings after they
are set early in a year?

A Right. Once you set the basin weightings,
it really provides a foundation for the other
transactions that will be layered on top. Wen you
set the basin weighting percentage, then that gives
an indication of the available transportation that
can be used for either basin optimzation, where
you' re taking advantage of the price spreads between
two different supply basins, or rel ease of
transportation.

And once you start |ayering those basin
optim zation and transportation arrangements on top
then you really can't unwi nd or change your basin
wei ghti ng percentages; otherw se you're undermn ning
those other transactions. And the way the benchmark
is set up, once you set those percentages, then 80
percent of any of those basin optimzation or
transportati on arrangenents goes to custoners. And
so even though there m ght be a desire to change

percentages, the custoners are actually going to get
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80 percent of any value that's going to nove across
time anyway.

Q What inpact woul d changi ng the basin
wei ghtings, say, twice a year or say nmake a m d-year
correction have on your ability to do long-term
capacity rel eases, for exanple?

A It makes it difficult to do |longer term
capacity rel ease, because if you' re going to change
t he basin weighting percentages, then it may
elimnate sonme transportation that was otherw se
avail able for long-term So -- and again, M. G uber
and M. D Arienzo can speak nore to how it creates
difficulties.

Q Conpare the val ue of |longer term capacity
rel eases vis-a-vis shorter term

A Right. Longer termtends to have a greater
val ue than the shorter termrel eases.

Q Turning now to the discussion around the
policy statenent, what do you understand to be the
pur pose behind this Comr ssion's issuance of a policy
statenment on incentive mechani sns?

A Yeah, | think that the policy statenent
really was intended to pronote some innovative
t hi nki ng around better ways to do gas procurenment and

totry to derive nore benefits, and | think the
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mechani smreally has acconplished that. 1It's been
refined over the past four years. | think it is
better than what it used to be, but I think it works
very well, actually.

Q Is it neant to be prescriptive?

A. No. On the first page of the docunent, it
says very clearly that the principles that are laid
out in there are not fine-tuned to the point to where
they're binding, either on the Uility or the
Conmi ssion at this point.

Q In your estimation, has the benchnmark
mechani sm as it has evolved through tinme, been shown
to be flexible to respond to changi ng conditions?

A. Absol utely. There's been a nunber of
changes that have been nmde, both where the conpany
has come to request changes of the Commi ssion, as
wel | as the discussions that have taken place over
the past three years with Staff and the other
parties. | think it's resulted in refinenents that
have i nproved the nmechani sm

Q There were questions about what happens if
or were this nmechanismto be terninated. Suppose
for exanple, that the Uility were to bring in-house
the very sane individuals that were working at Avista

Energy in order to performthis function and
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ot herwi se do away with the benchmark mechanism Do
you think the Uility could do as well, and why or
why not ?

A No. Again, as | nentioned earlier, Avista
Energy has used the anal ogy of a Wal-Mart, where they
do trenmendous anount of volune, have lots of contacts
with other suppliers, which the Utility would not
have with the | ower volume that we do. So even
t hough you brought in the traders or marketers to do
that, unless a decision's nmade to do those vol unes,
then you wouldn't be able to achieve the sane kind of
savi ngs.

Q And do you understand that M. D Arienzo

will speak later in his testinony to the scale,
scaleability, if you will, of Avista Energy --

A Yes.

Q -- versus the Utility?

A Yes.

Q. Nearing the end here. Beyond the nmanagenent

fee, | think we discussed the $900, 000 nmanagenent
fee, and the extent to which it does or doesn't even
cover costs. Beyond that, is it true that Avista
Energy can't nmake a dollar unless Avista Utilities’
custonmers make $47?

A That's right. The way it's set up is Avista
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Energy really doesn't make noney unl ess Avista
Uilities makes noney. |It's set up so that for every
one dollar they make, Avista Utilities receives four
so in that sense, we want themto succeed, because
custoners get four out of the five.

Q And lastly, do you believe the $3 million
guarantee on transportation capacity rel ease and
of f-system sal es represents the right number by way
of a guarantee?

A | think it does, and that's one of the
i ssues that there's been a | ot of debate around, is
what is the right nunmber. And from our perspective,
I"m speaking for the Utilities, | think it's
i nportant to provide the party doing the business for
you a neani ngful incentive to do -- to get the val ue
for you. And to put a nunber out there that they can
barely reach really doesn't provide the incentive or
reward them for a good job.

The way it's set up, you would have the
first three million, 100 percent going to the
Uilities' custonmers. Beyond that, there's an 80/ 20.
And | think I used the exanple if you had a $6
mllion -- if they achieved that level, then really
Avi sta Energy woul d get about 600,000, which is about

10 percent of the overall value, which isn't a |ot
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1 when you conpare the value that they're adding to the
2 whol e mechanismitself. So I think the incentive

3 needs to be neani ngful enough for themto do a good

4 job for us.

5 MR, MEYER: Very well. That's all | have.

6 Thank you.

7 JUDGE MACE: M. Trotter, anything further?
8 MR. TROTTER: Just a few. Thank you.

9

10 RECROSS- EXAMI NATI ON

11 BY MR TROTTER

12 Q Coul d you go to the page -- Exhibit 2, page
13 one chart, M. Meyer? Could you go back to that very
14 first chart?

15 MR. MEYER:  Sure.

16 Q Thanks. Wth respect to equal incentives
17 across all conponents, is it true that if Avista

18 Energy has a choice between nmaking a transaction in
19 the transportati on conponent or a transaction based
20 on the basin optimnization conponent, there is a

21 different incentive, because it nust guarantee the
22 first three million of transportation revenue, but
23 has no guarantees with the basin optim zation

24 revenue; is that correct?

25 A That's correct.
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Q The PGA tariff filing that the conpany made
this fall was suspended by the Comnmi ssion, was it
not ?

A Yes.

Q And do you believe Avista Energy should be
rewarded for an average job or a good job?

A Well, 1 think they should be rewarded for a
good j ob.

Q Wth respect to the daily log, and that was
anot her exhibit. Since |l can't read it from here,
"Il just ask about it. It is Exhibit 5. Nowhere on
that | og does Avista Energy report Avista Energy's
sal es and purchases that do not use transportation of
Avista Utilities; is that correct?

A That's correct.

Q And the daily | og al so does not report the
effects of Avista Energy's daily balancing of its
total portfolio with regards to Tier 1 and Tier 2
gas, does it?

A That's correct. Neither one of those affect
the Utility.

Q And neither of those are captured under the
mechani sm are they?

A That's correct. There's no val ue provided

to the Utilities' assets and no val ues credited back
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to custoners

Q Is there value provided to Avista Energy by
it being able to use Tier 1 and Tier 2 gas to bal ance
its total portfolio on a daily basis?

A I think, as we've tal ked before, it's
roughly three percent of the load, so it's pretty
smal |, pretty imuaterial

Q So are you saying that Avista Energy is
indifferent to being able to have access to Avista
Uilities' storage, LNG and pipeline capacity?

A | don't think they're indifferent, but |
think you | ook at the package deal where Avista
Uilities is looking at a benefit of 2.6 mllion and
Avi sta Energy one mllion fromthe deal. And there
are other pluses and minuses in there that you can
| ook at, also.

Q You were asked whet her the nechanismis
flexible to respond to change conditions, and you
referred to refinenents in the nechani smover tine.
Do you recall that?

A Yes.

Q Each of those refinenments was done through
tariff changes, was it not?

A | believe that's true.

MR. TROTTER: That's all | have at this
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time. Thank you.
JUDGE MACE: M. Cromnell.

MR, CROWELL: Just a couple, Your Honor.

RECROSS- EXAMI NATI ON
BY MR. CROWELL:

Q M. Norwood, as you've reviewed here today,
there is no sharing around Tier 1 or Tier 2; correct?

A That's correct.

Q And thus there are no consequences, either
reward or |l oss, to Avista Energy regarding Tier 1 or
Tier 2 decisions; correct?

A That's part of the design, that's correct.

MR, CROWELL: Thank you. Nothing further

JUDGE MACE: Thank you very much. You're

excused.
THE W TNESS: Thank you.
JUDGE MACE: |1'd like to take a 15-m nute
recess, and then we'll resume with the next w tness.
MR, MEYER: Thank you.
(Recess taken.)
Wher eupon,

ROBERT H. GRUBER
havi ng been first duly sworn by Judge Mace, was

called as a witness herein and was exam ned and
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1 testified as foll ows:

2 JUDGE MACE: Pl ease be seat ed.
3 MR, TROTTER: Good afternoon, M. G uber.
4 JUDGE MACE: Well, let's -- [I'"Il let M.

5 Meyer present himbriefly, and then --

6 MR, MEYER: Appreciate your eagerness,
7 t hough.

8 MR. TROTTER: Go right ahead.

9 MR. MEYER It will be just a noment.

10 Excuse us.

11 THE W TNESS: Sorry.

12 MR, MEYER: That's all right.

13

14 DI RECT EXAMI NATI ON

15 BY MR MEYER

16 Q For the record, please state your nane and
17 your enpl oyer.

18 A My nane is Robert Guber. | am manager of
19 gas supply for Avista Utilities.

20 Q And have you prepared exhibits that have
21 been marked and entered as Exhibits 51-T, 52, 53-T,
22 54, 55-C and 567

23 A Yes, | have.

24 MR. MEYER Wth that, he is available for

25 Cross.
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JUDGE MACE: M. Trotter.

MR, TROTTER: Thank you, Your Honor

CROSS- EXAMI NATI ON
BY MR TROITER:

Q M. Guber, I'd like to start with sone
guestions that M. Norwood deferred to you.

A Okay.

Q And the first is with respect to the gas
daily index. |Is that an index that adds up al
trades by all traders in the market for that day and
averages them and reports that as an index?

A Yes, it does. It also provides a range, but
the gas daily average is the index that we' re tal king
about, yes.

Q And with respect to Avista Energy basically
perform ng at the average gas daily index, you're
tal ki ng about the average, not the high or |ow end of
the range?

A That's correct.

Q M. Norwood testified in his direct that
Avi sta Energy has been able to pool Avista Utilities'
supply storage and transportati on arrangenents with
its own portfolio. That is, Avista Energy's own

portfolio. And ny question to you is are you aware
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of that?

A Yes.

Q And what benefits does that confer on Avista
Ener gy?

A. Benefits to Avista Energy?

Q Yes.

A I think the arrangenent provides information
to Avista Energy about what's happening with the
Uility, that is, what happens with Utility | oads.

It is a very small portion of their overal

portfolio, as testified by M. Norwood, about three
percent of the physical. So the benefits of the
benchmark mechanismitsel f, including the agency fee
and sharing and all that, is the benefit.

Q No, I'mfocusing totally on the useful ness
of Avista Utilities' supply, storage and
transportation arrangenents --

A Okay.

Q -- to assist Avista Energy in balancing its

own portfolio on a daily basis.

A It's a very small portion of their
portfolio.

Q So it's no benefit to AE, in your opinion?

A I wouldn't say it's no benefit, but it is

three percent of their physical volune, so it is a
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1 smal | portion of the business that they do.

2 Q | asked M. Norwood a question about

3 capacity rel ease revenue under the nmechanism and

4 asked whet her the bulk of that revenue cane from

5 capacity rel ease transactions that Avista Utilities
6 made before the nechanismwent into effect. Can you
7 answer that question?

8 A The capacity rel ease revenues are a mgj or

9 portion of the conbined capacity rel ease off-system
10 sales. Capacity releases that occurred prior to the
11 mechani smin 1999 have tracked through, but there

12 have been many changes in the capacity rel ease

13 structure. We've had a nunber of custoners |eave the
14 system that had capacity rel eases that are no | onger
15 i n business, we have contracts that have been

16 renegoti ated since 1999.

17 Q And woul d all those have been renegoti ated
18 Wi t hout participation by Avista Utilities?

19 A. Avista Utility would have participated in
20 t he negoti ati on.

21 Q Wuld Avista Utility be a signatory on any
22 renegoti ated capacity rel ease contract?

23 A. All of the capacity release contracts are
24 fromAvista Utilities' transportation assets, or the

25 contracts they hold with the various pipelines, and
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so Avista Utilities is a signatory -- essentially a
signatory on all transportation capacity rel eases.

Q Even though this took place after the
mechani smwent into effect?

A. Yes, it may have been structured by Avista
Energy, but we are a signatory.

Q Do you know t he anpunt of excess pipeline
capacity that Avista Uilities has available in
excess of its average load? And I'mreferring to
pi peline capacity, storage, and LNG?

A On a design peak day or on an average day?

Q Bot h.

No, | don't have that nunber at ny
fingertips.

Q | asked M. Norwood about the tariff that
addressed the setting of the basin weightings, and
the tariff called for Avista sending its cal culation
to the Comm ssion in January, and in February the
Conmi ssi on maki ng a decision on that, or at |east a
deci sion on that by February 1st. Do you recal
t hose questions?

A Yes.

Q And what kind of decision are you
contenpl ating by the Commi ssion?

A What has occurred in the past is
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comruni cati on between myself and nenbers of the
Staff. | don't believe we've ever received a fornal
ruling fromthe Commi ssion about the establishnment of
t he basi n wei ghtings.
Q And you don't anticipate any change in that?
A. If the Commi ssioners want to nake a ruling

on whether or not the basin weightings are correct as

proposed each year, that's fine with us. It's --
that's their call. |1 nean, | can't meke that.
Q Yeah, |'m asking the call you nmade by

putting the word Conmi ssion decision in the tariff.
And fromwhat | can tell, you're just referring to
informal contact with the Commi ssion Staff?

A. That's -- that has been our relationship so
far.

Q Before the benchmark mechani smwent into
effect, did Avista Utilities purchase peaking
resources to serve its peaking needs?

A Yes, it did.

Q And there was sonme di scussion regarding

Bench Request Number 1. Can you refer to that,

pl ease?
A Yes.
Q And sone of the discussion centered on the

year 2000, in which Avista Energy apparently | ost
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$8.3 million in the peaking area. Do you see that?

A Yes.

JUDGE MACE: Hold on for just a second.
Have you got that in front of you?
THE WTNESS: | have

Q And | asked M. Norwood what changes were
made to the nmechanismfollow ng that event that
mnimzed the risk that AE experienced in that year
for that item

A. For which specific itemare you referring?

Q The $8 million peaking loss in the year
2000.

A Okay. The changes that we recomended do
not come until 2002, at the end of the first
benchmar k mechani sm and we restructured the
mechani smto include not only hedging, but a sharing
of costs in the tiers. That is, Tier 1 -- actually,
the current has four tiers, which the fourth tier is
what | would call extrene peaking, where we woul d use
storage or day purchases. But it allows the Avista
Energy to avoid the risk that it incurred in 2000 for
the day purchases by sharing in the necessary day
purchases in Tier 3 and Tier 4. That is, the Uility
-- or I'"'msorry, the peaking supplies are handl ed out

of gas daily or storage.
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1 Q I also pointed M. Norwood to three of the
2 conpany's quarterly reports on the nmechani sm

3 A Yes.

4 Q And | believe those were Exhibits 19 through
5 21. And it showed losses in the --

6 MR, MEYER: Excuse ne. Can we get to those?
7 MR. TROTTER: |f he needs them he's

8 wel cone.

9 JUDGE MACE: Which exhibits were they?
10 MR. TROTTER: N neteen, 20 and 21

11 THE W TNESS: COkay.

12 Q It showed | osses in the Item Seven, and

13 believe those are storage-related; is that correct?
14 A That's correct.

15 Q And | focused on, for exanple, Exhibit 20

16 showed a $908,000 loss in that category, and there

17 was a loss in the follow ng exhibit for the next

18 quarter of $716,000. M question to himwas, and now
19 to you, did those | osses generate any changes in the
20 way t he nechani sm was nmanaged or structured?

21 A Those | osses were a result of changes that
22 had occurred in the way we managed the mechani sm

23 Under the very first mechanismthat was in place from
24 1999 to 2002, we canme to the Conmmi ssion and asked to

25 be able to defer costs for hedgi ng program The
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hedgi ng program began at the Utility. It was not
part of the benchmark. W didn't change the
benchmark mechani sm as they existed at that tinme, and
the Utility did the hedges for 2001 through 2000 --
or fall of 2002. Sone of those costs are reflected
in the losses -- in the storage | osses, because sone
of the storage volumes were hedged in early 2001, on
annual contracts.

So we had sonme fairly high costs of hedged
vol unes going into storage that ended in 2000 -- the
sumrer of 2002, and fell into this period for
wi t hdrawal in 2002-2003 winter.

Q My question was whether those |losses led to
any changes in the nechanismas it was structured or
operated. So let ne ask, did it make any changes --
result in any changes to the way the nmechanismis
structured?

A Yes, we changed the structure of the
mechani smin 2002, to reflect a hedging program as
part of the -- as part of the nechanism

Q And how about with respect to the way the
mechani sm was operated before that structural change
was made?

A No.

Q Turn to your rebuttal testinony, Exhibit
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1 53-T, page three.

2 A Wi ch page?

3 Q Thr ee.

4 A Okay.

5 Q Here you show a table conparing your

6 anal ysis of net benefits to the Utility -- or net

7 costs, excuse nme, to the UWility if procurenent

8 operations were to return versus Staff's analysis of
9 the net benefits; is that right?

10 A That's correct.

11 Q And the largest difference is obviously |ine
12 18, 19, the estimated | oss of transportation

13 benefits; is that correct?

14 A Yes.

15 Q The gas market has changed since the

16 benchmark nechani smwent into effect in 1999;

17 correct?

18 A Yes, it has.

19 Q And even since 1997, Avista was |ooking for
20 ways to namke better use of its unused capacity by way
21 of off-system sal es and other neasures; correct?

22 A Correct.

23 Q Wuld it be fair to say that, absent the

24 benchmark nechani sm Avista Utilities would be

25 operating differently in managing its gas portfolio,
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1 including its capacity rights, than it did before
2 19997

3 A. | guess that's correct.

4 Q One of the differences would be inproved

5 managenent of its unused capacity; correct?

6 A. It would be managenent of its unused

7 capacity. | don't knowif it would be inproved. It
8 woul d be different.

9 Q Do you anticipate that the Uility, if it
10 had been operating its own gas procurenent today,

11 woul d be doing a worse job than it was doing in 19997

12 A No.
13 Q Turn to Exhibit 55-C. And this is the
14 conpany's backcast, if you will, an estinmate of how

15 the proposed nechani sm woul d operate if it had been
16 operating in the same form since Septenber of '99

17 t hrough February '03; correct?

18 A Correct, as it is proposed in -- today.
19 Q And this is confidential, so --
20 JUDGE MACE: Actually, | believe that it's

21 been -- not confidential. That | thought was what
22 M. Meyer --

23 MR MEYER. |I'msorry, | couldn't hear

24 MR. TROTTER: 55-Cis still confidential

25 isn't it?
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MR. MEYER: Yes, it is.

CHAl RWOMAN SHOMLTER: Just the bottom i ne

figures.
MR. TROTTER: Certain of the bottomline

figures.
Q So for ease of reference, there's one box

t hat occupi es about the top half of the page, do you

see that?
A Yes.
Q And in the right-hand | ower corner, there's

two stars or asterisks. Do you see those?

A Yes.

Q And right above that is a figure, and it's
AE actual nodel P&L annual average. So it's the
bottom ri ght-hand corner figure in that box?

A Yes.

Q And that's Avista's estimate of the annua
average benefit to AE fromthe nmechanismas it is
proposed; correct?

A Yes, that's correct.

Q And M. Norwood called that figure in his
nonconfidential testinony approximately $1 million
correct?

A That's correct.

Q And that's the sane one mllion you're
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referring to in your testinony; right?

A Yes.

Q Just as an overview, the first third of the
box cal cul ates the total systemprofit and |loss from
the mechani sm and the remaining two-thirds split that
total between the Utility and Avista Energy; correct?

A Yes, but it is not additive, because there
are a nunmber of things in the top box that are Avista
Energy only and a few things that are Avista
Uilities.

Q Okay. The first item| want to tal k about
in the upper third is the line entitled peaking

benefit. Do you see that line? It's the --

A Yes.
Q -- seventh |ine down?
A Yes.

Q And it's your testinony that the Staff
doubl e counted the storage peaking benefit inits
analysis. |Is that your testinony?

A Yes, it is.

Q And in your testinony, and | can give you
the cite if you need it, but you stated that the
st orage peaki ng benefit was included by the conpany
in one of its work papers, and that's -- this is the

wor k paper; right?
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A Yes.

Q Staying with that peaking benefit Iine, the
total amount is shown under the total colum for that
line; correct?

A. You nmean the total ampunt of the peaking
benefit is included in the total system P&L?

Q No, |I'm saying the total amount for peaking

benefit is shown under the total colum for that sane

line. It ends in 484.
A. Okay.
Q Is that correct? That's the --
A Restate that. | was not | ooking at the sane

nunber you were | ooking at.

Q The total peaking benefit anmount --

A Correct.

Q -- is the figure shown in the total colum
of that line, peaking benefit line, and it ends in
three digits, 484; correct?

A Correct.

Q Okay. 1'd like you now to refer to Exhibit
62-C, but keep an eye on that figure, because it's
going to match up. 1'll ask you if it matches up

A In 62-C?

Q Yes. It's your response to Staff Request 19

B and C.
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MR. MEYER:. May | approach the Wtness?
JUDGE MACE: Yes.

THE WTNESS: | have it.

MR. MEYER  Ckay, good.

Q Ckay. The question, in part, asked for the
fair market value of Avista Energy's use of Avista
Uilities' gas storage capability under the current
and proposed benchmark mechanism is that right?

A Correct, yes.

Q And I'"mtrusting that the response to that
itemis not confidential, but the answer is that no

such cal cul ation was made; is that right?

A Just a moment. |'mrereading the response
Q It's the third sentence.

A In this context, that's correct.

Q Now, that response was specifically that

Avi sta Energy had nmade no attenpts to cal cul ate that
value. And my question to you is, since the request
was not limted to Avista Energy's cal cul ation, are
you aware of any calculation by Avista Uilities or
anyone el se of the fair market value of Avista
Energy's use of the Utility's gas storage capability
under the current or proposed mechani snf

A No, |I'm not aware of any cal cul ation.

Q Turn to page four of the exhibit. And there
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was that total peaking benefit figure from Exhibit
55-C, and that same figure is shown on this page in
the -- right on the first line, under Tier 2 and Tier
3 colum; correct, that ends in 4847

A Yes, same nunmber shows there.

Q Okay. Am | correct that this analysis in
Exhibit 62-C is essentially the conpany's | ook at the
period the nechanismwas in place in deternining the
nunber of days in which storage could be used to neet
dai | y peaki ng needs, and then the stored vol unes
could be replaced at a future tine at a price |ess
than the current day's index?

A Yes.

Q And so this page shows for each entry the
nunber of days over the three and a half years the
mechanismwas in effect that it was possible to pul
gas from storage to neet peak day needs beyond the
synthetic schedul e and repl ace those volunmes | ater at
a | ower cost?

A That's correct.

Q And if we count those days, we would get 41
days. Can you accept that subject to your check?

A. I thought it was 36 days.

Q Thirty-six. Do we just count the nunber of

figures in that columm that have a nunber in it other
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1 than zero? | nean, maybe it includes all of them
2 A | think it includes all of them

3 Q Okay.

4 A I'"d have to recount it, but | believe it
5 i ncludes all of them

6 Q "Il ask you to accept that there are 41,

7 subj ect to check, and there are procedures for you
8 correcting that if we're wong.

9 A Subj ect to check, yeah

10 Q Okay. Now, the analysis in Exhibit 62-C
11 which gave rise to the figure that appears in Exhibit
12 55-C only considers using storage to neet peaking
13 requi renents; correct?

14 A. 62-C was an anal ysis of the nunber of days
15 you could utilize storage to neet peaking

16 requi renents and replace it later at a | ower cost.
17 Q And that is what gave rise to the figure

18 that ends in 484; correct?

19 A That's correct.
20 Q Let's go back to Exhibit 55-C. And | would
21 like to discuss the line still in that big box for

22 currency, which is shown under Part A, Avista
23 Uilities' share, and Part B, Avista Energy's share.
24 Do you see those lines?

25 A Yes.



0281

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q And this shows basically the inpact of the
exchange rate between the U S. dollar and the
Canadi an dollar for the period the nmechani sm has been

in effect through February '03; correct?

A. Yes, the currency valuation on an annua
basis was provided in a study to -- on a data request
back in Decenber, | believe, to Staff, but the figure

that is shown there on an annual basis is that
esti mate.

Q Turn to your rebuttal testinony, Exhibit
53-T, page 12. And on line 18, you refer to --

CHAI RWOVAN SHOWALTER: Can you just wait
till we -- one nonent.

MR TROTTER: | will. Sorry.

CHAl RWOVAN SHOWALTER:  Li ne what ?

MR. TROTTER: Line 18.

Q And here you testified that in the 12-nonth
peri od, August 1, 2002 through August 1, 2003, the
Canadi an currency strengt hened agai nst the U S.
dol l ar by about 8.6 cents; is that right?

A That's correct.

Q Pl ease refer to Exhibit 63.

A. Ckay.

Q And this exhibit shows the currency exchange

rates from August '99 through August '03; correct?
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A Yes.

Q Now, if we |ook at the exchange rate change
for the sane period you used in Exhibit 55-C, which
woul d be Septenber '99 through February '03, there
was a net reduction of 1.52 cents, and that's
cal cul ated by taking the Septenber '99 exchange rate
of 67.31 cents mnus the February 2003 rate of 65.79
cents; correct?

A Sept enber ' 99 through February of '03?

Q Yes.
A It woul d appear to be correct, yes.
Q And you note in the last line of this

Exhibit 63 that there can be significant exposure to
currency shifts during each year in both directions.

Do you see that?

A Yes.

Q Is that a correct statenent?

A Yes.

Q Now, the difference between Staff and

conpany on the currency issue is that the conpany
predicts a net cost to the conpany, neaning Canadi an
dollars will be nore expensive going forward, while
Staff's -- conpared to the dollar, while Staff's
position is that currency shifts go each way, so a

net of zero should be used. Is that a correct
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st at enent ?
A That's correct.
Q Does Avista or Avista Energy play the

currency exchange markets?

A. Do we play the currency exchange market?
Q Yes.
A I know that Avista Energy deals with the

currency exchange, and | presune they do that through
financial tools, but I don't have full know edge of
what they do.

Q Does Avista Uilities do it?

A Not currently. Not for gas supply out of
Canada.

Q If you were predicting a persistent prem um
of the Canadi an dollar versus the Anerican dollar,
you woul d be buyi ng Canadian dollars in | arge

amounts, wouldn't you?

A A premiumin Canadi an over the U. S.?
Q Yes.
A | presune | would be. | amnot an exchange

speci al i st, though.

Q Let's go back to your rebuttal testinony,
Exhi bit 53-T, page 15.

A Okay.

Q And here you're responding to testinmony from
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1 Public Counsel's wi tness, but you say, on lines 10

2 through 15, you're referring to the FOM price for

3 Tier 2 and the use of the FOMindex in Tier 3, and

4 you conclude -- you also tal k about the 80/20 sharing
5 in Tier 3. And on line 12, when you tal k about

6 savi ngs and cost above and bel ow that point are

7 shared 80/20, you're only referring to Tier 3, are

8 you not? You're not referring to Tier 1 or Tier 2

9 for that testinony, are you?

10 A. I"'mreferring to the difference between the
11 performance in Tier 3 to the first of nonth index,

12 which is established in Tier 2.

13 Q Okay. But Tier 1 and Tier 2, there's no

14 shari ng 80/ 207?

15 A No.

16 Q Okay. And you conclude that Avista Energy
17 clearly has an incentive to save the custoners noney
18 because they have an opportunity to share in the 20
19 percent of the savings and are at risk for 20 percent

20 of the cost of the benchmark; correct?

21 A Yes.

22 Q And again, you're referring to Tier 3?
23 A Tier 3.

24 Q Only?

25 A Yes.
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Q And do you agree with M. Norwood and M.
D Arienzo that Avista's Energy's purchases in Tier 3
have been virtually the same as the gas daily index?

A That Avista Energy has been able to perform
t hat index, yes.

Q It hasn't beaten that index, has it,
consistently?

A Not by a significant amount in the period
t hat was studi ed here.

Q And as we discussed earlier, the gas daily
index is -- the average index price is sinply the
average of all transactions that occurred on the

prior day; is that right?

A Yes.
Q And the way that the nechani smworks, if
that -- effectively, since Avista Energy's purchases

have been at that average index price, if Avista
Energy continues to purchase at about the average gas
daily index price and the gas daily index happens to
be below the first of the nonth index, there's a
benefit, and if it's above the first of the nonth's
i ndex, there's a cost; is that correct?

A That's correct.

Q Pl ease refer to Exhibit 64. This is a data

request that asks you to explain why it's appropriate
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to enter into hedges based on the basin weightings in
pl ace regardl ess of the price at the individua
basin; is that right?

A Yes.

Q And part of your explanation is that the
hedges Avista enters into are based on the basin
wei ghti ngs, because those weightings are linmted by
physi cal capacity out of each basin; is that right?

A That is correct.

Q And essentially the way this is working is
that if the basin weightings are, say, for exanple 64
percent AECO, 18 percent Sumas, and 18 percent
Rocki es when a hedge is placed, let's say for 5,000
therms per day, then the hedge is split for that
5,000 therms 64 percent to AECO and 18 to the other
two?

A Yes, we try and natch those up. You reach a
poi nt where we do it in -- try to do it in big enough
bl ocks that you have bl ocks that can be transacted.
Sone are so small that they can't, but --

Q And so that neans that 64 percent of the
5,000 decathernms woul d be priced at the AECO hedge
price, 18 percent at the Sumas hedge price, and 18
percent at the Rockies hedge price?

A Yes, that's the target.
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Q So if the hedge price at the Rockies is
attractive, but the hedge prices at the other two
basins are not, the conpany will not enter into a
hedge at just the Rockies; is that right?

A. When the Strategic Oversight Goup sets
targets for hedges within a tinme frame, they
establish the values that we're trying to hit based
on what's happening in the market. And Avista
Energy's goal is to neet those targets. Generally,
you will end up with hedges as you've described. You
wi |l hedge sonme in the cheapest basin and sone in
nor e expensi ve basins.

Q So the conpany will enter into a hedge just
at the Rockies if it's attractive to do a hedge
there, rather than all three?

A If we can stay within the tine frame. If we
think the other basins are going to nmove, that is,
shift in price in the near term you may end up
hedging in the Rockies, but in the overall, at the
end of the day or at the end of the period, which may
be a week or two, you will have hedged 68 percent --
64 percent at AECO in your exanple, 18 percent in the
Rocki es, and 18 percent at Summas.

Q So you don't do an individual hedge just at

t he Rockies, for exanple?
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1 A. We do individual hedges at the Rockies, but
2 we try and neet the targets of the percentages of the
3 basi n wei ghti ngs.

4 Q I guess |I'm not understandi ng the response
5 If you enter into a hedge just at the Rockies, does
6 that nmean there's no correspondi ng hedge at the other
7 two basins or that you woul d make a correspondi ng

8 hedge at the other two basins?

9 A No, on a short term basis, you may have a
10 situation where you've placed the Rockies' position,
11 but you have not yet placed others. You will

12 eventual |y place those.

13 Q Okay. So there mght be some short term --
14 A Yes.

15 Q -- when you woul d have a hedge only at the

16 Rocki es, but eventually the other two will match up?
17 A. Yes.

18 Q Has Avista Energy ever done just that?

19 A. On a short-termbasis, |I'msure they have,

20 yes.

21 Q Now, entering into a hedge just at the

22 Rocki es wi thout a correspondi ng hedge at the other
23 two basins is not barred by the proposed nmechani sm
24 isit?

25 A No.
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Q Wth respect to the basin weightings in the
mechanism it's possible, if nore gas is available at
a particular basin than the wei ghtings suggest, that
AE can exceed those weightings in one basin; is that
right?

A. Not for hedges. Hedges are done at the
basi n wei ghti ngs because that is the anount of
capacity that is available on a peak day to deliver.
The activities in the basin to capture the val ue of
the transportation and/or | ower commopdity cost in the
Rocki es, in your exanple, happens under the basin
optim zation part of the program

Q Let me ask it this way. Let's assune that
the basin weighting is established for the year at
Rocki es of 18 percent.

A Okay.

Q But under the mechanism AE can go as high
as 25 percent in that basin, can it not?

A. If the -- if the basin weightings are
established at 18 percent in the Rockies, Avista
Energy woul d not go above the 18 for hedges.

Q But it can buy gas up to 25 percent at the
Rocki es under that scenario, can't it?

A If the capacity is avail able.

Q And that is the maxi mum pernitted by the
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tariff based on capacity available, is it not?

A That is correct. But the capacity
available, if it is being unused today, is utilized
either in off-system sales, capacity rel eases or
basin optim zati on.

Q Pl ease state why hedges could not be entered
into at a 25 percent weighting based on the capacity,
t hough the wei ghting under the nechanismis 18
percent if prices are favorable to do that
transaction, and then adjust the other weighting
per cent ages accordingly.

A Because, under the nechanism the pricing to
the Utility for the Tier 2 volunes are -- is
establi shed at the basin weightings. And if you have
hedged a greater percentage in any one basin, you're
financially exposed to the differential in price
bet ween the basins. You went long in the Rockies and
you're required to deliver -- you went 25 percent in
the Rockies and you're required to deliver 18 percent
out of Summs, the price differential between Rockies,
if it shifted, Avista Energy would be exposed to the
difference in price.

Q And changi ng the wei ghti ngs under the
mechani sm woul d al so have the effect of reducing --

for exanple, if you increased the weighting of one
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basin that turned out to have very attractively
priced gas conpared to another basin, that would have
the effect of |lowering the basin differentials
avai | abl e under the nechanism correct, because now
you' re rebasing the basin price?

Coul d you restate that?

Yes.

I"'mnot sure | foll owed you.

o > O >

Let me start over. The basin differentials,
once they're established, set forth the basis for
calculating basin differential benefits; correct?

A Yes.

Q And so if, as the mechanismis actually
operated, Avista Energy uses one basin at a higher
| evel than the nechani sm prescri bes for the basin
wei ghting, that can give rise to a basin differentia

and a benefit to AE and Avista Utilities' custoners;

correct?
A Yes.
Q And if you rebase that basin percentage

m dstream that basin differential would disappear,
wouldn't it, if you rebased it to reflect the new
wei ghti ng?

CHAIl RWOMVAN SHOWALTER: M. Trotter, can you

just explain to me what you nean by rebase, so | can
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under stand what the answer is and what tinme you're
tal ki ng about?

Q Yes, the rebase -- let nme just start over
again. I'msorry. Wlat I'mtrying to get at is that
the basin weighting is set in February. And if
Avista Energy is able to say 18 at Sumas, and Sunas
turns out to be a very lowpriced basin after
February, Avista Energy has the discretion to buy
nore than 18 percent of the gas at that basin; right?

A Yes.

Q And if it does, then that will cause a basin
differential benefit to occur, wouldn't it, that
woul d be shared under the nechani sm between Avista
Energy and Avista Uilities?

A 80/ 20.

Q Now, if instead the basin weighting is
changed to reflect that new updated basin weighting
based on the attractive price at Summs, then the
basin differential would be elimnated, because
you're no longer conparing it to what was set in
February; you'd be conparing it now to the updated
actual | y-used percentage; correct?

A You woul d establish a new basis under which
your hedgi ng program should be structured m dstream

That is, in Cctober or Novenber, whenever you changed
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it. You would change your basis or your basin
wei ghting at Sumas to 25 percent in the exanple, as |
recall, and in so doing, to avoid financial exposure,
you woul d have to change your hedging structure. It
woul d al so have an inpact on custoners, but you woul d
have to change your hedging structure to 25 percent
at Sumas in Cctober.
You also -- so you're basically hedgi ng at
t he begi nning of the heating season, which
historically is not the best time to do that.
Additionally, you would -- | won't say
destroy the ability, but you certainly hanper the
ability to do long-termrel eases and internedi ate
termfor the season rel eases at the various basins

based on where you had established your origina

wei ghti ngs.
Q Now I'd like you to answer ny question
A Okay.

Q And that was wouldn't the rebasing of the

basi n percentage elimnate the basin optimzation

benefit?
A Yes.
Q There were a nunber of questions asked about

the Strategic Oversight Goup, and I'mgoing to |et

ot hers pursue those. But one question | did have was
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when was that Strategic Oversight G oup created?
A It was created in, as | recall, in April of
'02, when the current structure went into place.
MR. TROTTER: Thank you. Those are all ny

gquesti ons.

EXAMI NATI ON
BY JUDGE MACE:

Q I just wanted to refer back to a question

t hat Chai rwoman Showal t er asked that sort of reflects

when the Strategic Oversight G oup was set up. The
current benchmark in effect now, has that been
operating since April of '02?
A. That's mny recoll ection, yes.
JUDGE MACE: Thank you. M. Cromwell.

MR, CROWELL: Thank you, Your Honor.

CROSS- EXAMI NATI ON
BY MR. CROWELL:
Q Good afternoon, M. G uber.
A Good afternoon.
Q | just wanted to followup on one thing to
make sure I'mclear on the numbers. M Trotter had
you | ooking at the table one on your rebuttal

testimony, Exhibit 53, and | believe that, at |east
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for the conpany's part of that table, that's the sanme
that's on your table one in your direct testinony; is
that correct?
A That is correct.
Q So for the expense category, can you tell ne
how you cal cul ated t hose expenses?
A Al'l of then®
Q Well, | think there's -- let's take the
first five, enployees, credit, prem um --
JUDGE MACE: Can we hold on, M. Cromnell?
MR, CROWELL: GCh, I'msorry.
JUDGE MACE: Exactly what are you referring
to? | believe it's M. Guber's 3-T, at page three?
MR. CROWELL: It is, Your Honor. It is
either M. Guber's Exhibit 53, his rebuttal
testi mony, at page three, that col unm | abel ed conpany
table per RHG 1-T, which was his direct testinony.
So in other words, that data is derivative of his
direct testinmony, which | believe was adnmtted as
Exhi bit 51, where it can be found at page seven.
JUDGE MACE: Thank you.
CHAI RWOVMAN SHOWALTER:  Can you just, if
we're | ooking at sonething, just tell us a page?
MR, CROWAELL: All right.

Q How about the first instance of this data,
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whi ch woul d be Exhibit 51, page seven, table one.

A Okay.

Q And | suppose, for the record, was | correct
in my assertion, M. Guber, that the data in your
rebuttal testinony on table one that you discussed
with M. Trotter a few nonents ago is in fact the
same that you cane up with for your direct testinony?

A. That is correct.

Q Al right. And for those first five
expenses that you have there, enployee credit,
prem um for delivery, currency and | oad volatility,
can you tell nme how you cane up with those figures?

A Yes, in general terns, the figures are
subject to calculation in various work papers, but
the first figures enploy |oaded |abor costs. That
represents addi ng four enployees at various levels to
the Uility. Loaded for, you know, |abor cost,
| oaded for benefits and sone ancillary services like
conputers and office space. That's the $408, 500
nunber .

Credit of 512,500 is our estimate of the
cost of a credit facility to allowthe Utility to
post collateral for purchases for the gas procurenent
program on the conmodity side.

Currency was based, the 176,000 in currency
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was based on an earlier study that determ ned, over a
period of tinme, it was actually prior to the 2002
time franme, the credit or the -- I'msorry, the
exchange exposure at AECO for purchases that the
Uility makes at AECOin U S. dollars or is billed in
U.S. dollars that are -- the purchases are actually
made in Canadi an dol | ars.

The low volatility is the 20 percent of the
-- of Avista Energy's -- it's Avista Energy's share
of the 20 percent or is their 20 percent of the cost
of covering that |low volatility, as shown on Exhibit
55-C, | believe. That's the first five.

Q Okay. Thank you. And can you tell nme, did
you performthe cal cul ati ons that generated these
nunbers or did soneone under your direction perform
t henf

A They were prepared under ny direction.

Q By whont?

A. A nunber of people, actually. The enpl oyee
| oaded | abor cost was prepared in our -- |I'm
referring now to Exhibit 55. They canme under ny
direction, but the |abor cost was a result of
estimates | made and our accounting departnment nade
for the m scell aneous services and | oadi ngs. The

credit was based on a study by the Utilities' credit
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departnment. The prem um for physical delivery was an
estimate based on a study nade by Avista Energy.
Currency -- Avista Energy provided sone of the data.

| believe that study was done at the Uility by our
accounti ng departnent, resource accounting.

Q And were all these cal cul ati ons perforned
roughly contenporaneously with the subm ssion of your
direct testinmony, or were they historical, actually?

A These have been devel oped over tine. They
were not necessarily devel oped just for ny direct
testimony. We've been discussing how to structure
the -- a revised benchmark mechanismwith the
Commi ssion Staff for some tine, a year and a half,
roughly, and sonme of these nunbers were devel oped as
a part of those discussions, sone were devel oped -- |
think sonme nmay have been devel oped for ny testinony.

Q Al right. Thank you. Do you have a copy
of Bench Request 1 available to you?

A | do.

MR, CROWELL: And Your Honor, if | nmay, as
an aside, M. Meyer, are these nonconfidential, Bench
Request 1?

MR MEYER  Yes.

Q Okay. M. Gruber, 1'd ask you to | ook down

at roughly the bottomthird of the table, those rows
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-- | guess if we say the row AE actual total P&L is
the last row, |I'd ask you to |l ook at the four above
there, prem um for physical delivery, currency,
credit, overhead, and go over to the colums | abel ed
2000, 2001 and 2002. Those are the same nunbers that
you have in your testinony; correct?

A Yes, they are.

Q And those -- in the docunment which has been
marked and | believe adm tted as Bench Request 1
those are the estinmates for the Avista Energy costs
for those same functions; is that correct?

A No, those -- the costs are the benefits to
the Utility. That is what the Uility would
experience in cost if it brought the procurenent
system or program back in-house. And for purposes of
consi stency, we show, for exanple, credit at 512, 000
as an Avista Energy expense. | cannot say that that
is their expense associated with this program

Q So when the title of that box, which is AE
actual operation of benchmark nechani sm you're
telling nme now today that the nunmbers in the bottom
there are not AE s actual operation expenses, but
rather are the AU foregone expensed itens; is that
correct?

A In sonme cases. | can't say -- | think the
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prem um for physical delivery is probably what Avista
Ener gy experiences for physical delivery under the
mechanismas it's proposed. Actually, this is --
this is a -- an estimate of the actuals under the
mechani sns that existed at the tinme, so -- but it is,
in fact, an estimte.

Q Al right. Thank you. 1'd like to turn now
to page 21 of Exhibit 51, your direct testinmony. And
at the top of the page there --

JUDGE MACE: |'m sorry, which page?
MR, CROWELL: Page 21
JUDGE MACE: Thank you.

Q And at the top four lines there, is it
accurate, M. Guber, that you describe the
difference in benefit sharing between the current
mechani sm and the proposed mechani sn?

A Yes, with respect to the $3 mllion
guarantee that's proposed with respect to capacity
rel ease/ of f-syst em sal es.

Q And that's -- in your testinony, you refer
to that as the transportation conmponent; correct?

A Yes.

Q And woul d you agree that ultimately it's a
question of judgnent for this Conmm ssion to deternine

what the appropriate sharing of benefits for
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transportation should be?

A Yes.

Q I'd ask you nowto turn to Exhibit 53, your
rebuttal testinony, at page five. And if you would
refer to lines nine through 13.

A Yes.

Q And t here you suggest that Ms. Elder had
made an error in her calculation of capacity rel ease
and of f-system sales; is that correct?

A Yes.

Q Woul d you recogni ze that the .69, or
shoul d say 69 cents a decatherm includes the val ue
of off-system sal es based on the conpany's records
produced during di scovery?

A Do | understand that it's based on the
conpany's records? | understand Ms. Elder's study
was based on -- partially on information that was
provi ded by the conpany in ternms of the vol unes that
were rel eased and/or established as off-system sal es.

Q And that was information produced by the
conpany in response to Public Counsel data requests;
correct?

A. I'd have to -- can you refer me to the data
request ?

Q I could. It's actually just a foundationa
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questi on.
A Okay.
Q If you will accept it subject to check?
A Okay.
Q I'"d ask you now to turn to what's been

admtted as Exhibit 61, and it was the conpany's
response to Staff Data Request 132. Do you have that
avai |l abl e?

A Yes, just a minute. Yes.

Q And what you produced was -- | believe it's
18 CFR Part 284.8; correct?

A That is correct.

Q And if | could direct your attention to
subsections (H)(1), that's on the right col um,
second paragraph, are you with ne?

A Par agr aph nunber two?

Q I"msorry, no, it's -- it's denoni nated
(H(1). 1t's (H(1).

A. Got you, okay. Sorry.

Q Rel ease of capacity. |If you would sinply

revi ew that paragraph to yourself for a nonent?

A Okay.

Q Let nme know when you're ready.

A ' mready.

Q Woul d you agree that off-system sales are
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1 not subject to the provision you cite in your

2 response to the data request asking for the authority
3 you relied upon in your testinony?

4 A O f-system sal es are not subject to the

5 tariff rate restriction in 18 CFR 284.8, no.

6 Q And so because Ms. Elder's 69 cents a

7 decat herm cal cul ati on includes off-systemsales, it
8 is indeed possible for this aggregate val ue of

9 capacity release and of f-system sales to exceed the
10 . 27760 cap; is that correct?

11 A It is possible.

12 Q Okay. You al so noted that the glut of

13 capacity and | ow val ues for capacity in off-system
14 sales --

15 JUDGE MACE: M. Crommell, could you sl ow
16 down just a little bit, please?

17 MR. CROWAELL: | apologize. | indulged in
18 sone soda this afternoon

19 Q M. Gruber, in your testinony, you also

20 noted, | believe, a glut of capacity and | ow val ue
21 for capacity and off-system sales --

22 A Yes.

23 Q -- that occurs during off-peak nonths; is
24 that correct?

25 A Yes.
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1 Q I'"d ask that you refer to Exhibit 254-C if
2 you have that avail abl e?

3 A That one | don't believe | have at ny

4 fingertips.

5 MR, MEYER: Sorry, which one? Which

6 exhi bit?

7 MR. CROWELL: It's been adnmitted as 254-C
8 It was Exhibit 4-Cto Ms. Elder's testinony.

9 MR. MEYER [I'mstill trying to find it

10 Now that |'ve got Ms. Elder's testinony, which

11 exhi bit?

12 MR. CROWELL: It's 4-C, so it would be
13 mar ked CME- 4C.

14 MR. MEYER 4-C. (Got you.

15 MR, CROWELL: | believe we previously

16 admtted it as 254-C.

17 JUDGE MACE: That's correct.

18 Q Are you with me, M. G uber?

19 A I am now.

20 Q There's a table there, and if we | ook down
21 to -- | believe it's the ninth line or row --

22 CHAl RWOMAN SHOWALTER:  What's the name of

23 it?

24 Q Assune percent of transport recovery. Do

25 you see that? | suppose the other way to | ook at it
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1 is third up fromthe bottom
2 A. Yes.
3 Q And that |ine accounts for the | ower val ues

4 for capacity and off-system sal es during the off-peak
5 nont hs, does it not?

6 A Yes, it does.

7 Q And for peak nonths, that |ine would adjust
8 t he val ue down by 50 percent; is that correct?

9 A For of f-peak nonths, it adjusts the val ue
10 down. It appears to adjust the value down by 50

11 percent for off-peak nonths.

12 Q Thank you. So it's true, is it not, that
13 Ms. Elder, in fact, adjusted for |ower val ue of

14 capacity and off-system sales in off-peak nonths in
15 her analysis, is it not?

16 A Yes, but the total of the off-system sales
17 and transportation capacity rel ease value shown in
18 this table is approximtely 69 cents per decatherm
19 as | testified in ny direct -- or ny rebutta

20 testi nony.

21 CHAl RMNOVAN SHOWALTER:  What row i s that that
22 you're referring to?

23 THE WTNESS: It isn't shown on a row on

24 this exhibit. 1It's a calculation of the total value

25 -- | have to go back to it.
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CHAIl RWOMAN SHOWALTER: Is it inplicit in one
of these rows?

THE W TNESS: Yeah. Well, it's a
cal cul ation of total dollars recovered versus therns
rel eased or decatherns rel eased.

JUDGE MACE: |Is there a way that it could be
cal cul ated by looking at this exhibit?

THE WTNESS: G ve nme just a second. Yes,
"1l give you an exanple. Using one of 100 percent
nont hs, Decenber, for exanple, if you divide the
nunber shown as the nonthly transport rel ease
of f-system sal es revenue, the bottom nunber in that
colum, in the December columm, by the fourth nunber
up, which is the soon available for rel ease, divide
the result of that by 31 days in Decenber, it cones
to 69.47 cents, which is consistent -- pretty much
consi stent throughout this. You have to adjust for
t he assumed percent of transport recovered.

CHAI RMOVAN SHOWALTER: Just al ong those
lines, if you go all the way over to the right-hand
side and divide the bottomright nunber by the fourth
to the bottomright nunber, is that a conparable
calculation? | nmeant third to the bottom right
nunber .

THE W TNESS: | used the fourth.
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MR, CROWELL: Your Honor, just for
clarification, are we -- we're referring to the
nunber that ends in an eight down in that | ower
ri ght-hand corner?

CHAIl RWOMAN SHOWALTER: | was wondering, if
you go to the bottomright-hand corner with the
nunber that ends 797, and you divide it -- | don't
know if it's into or by the nunber that ends with
338.

MR, CROWELL: Ckay. Just wanted to nmke
sure everyone's on the sane page. Thank you.

THE W TNESS: And you have to adjust it for
71 percent assunmed percentage of transport recovered,
t hat number woul d have to be wei ghted by the nunber
of days in each nonth. It's difficult to get to it
in the total colunm, because the percentages are
different. You can't add the percentages across.

But nmonth by nonth, if you follow that formula, it
wor ks out to 69 cents.

CHAl RMOMAN SHOWALTER:  Okay.

Q M. Guber, 1'd like you to now, if we | ook
at -- well, strike that.

If we go to Exhibit 53, and go to page 13,
referring to the last six lines of that page, are you

with me?
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A Yes.

Q You suggest that if Avista Utilities were to
be managi ng the procurenent function, that Avista
Uilities would be exposed to simlar narket
conditions as Avista Energy is and woul d purchase gas
in asimlar fashion; correct?

A Yes. Can | review real quickly the context
that we lead into here? Just a nonent, please.

Q Pl ease do.

A. Yes, | -- the Utility would be subject to
simlar market conditions.

Q So that conclusion is not prem sed upon a
hypot hetical ? You believe that, as a general matter,
that the Utility, if it were to manage this function
woul d be subject to the sane narket conditions that
Avi sta Energy is subject to?

A Yes, and it would follow pretty much the
same steps in terns of basin optimnzation, economc
storage withdrawal, and following that, the Uility
woul d end up at the same place, buying gas at Sunmas
in this exanple.

Q I"d like you to follow ne with a
hypot hetical for a noment. And let us first assune
that the Conmi ssion rejects the Conpany's proposed

mechani sm and returned the procurenent function to
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1 Avista Utilities and placed it under your control

2 A Okay.

3 Q Were you to manage that procurenent function
4 for Avista Utilities, Avista Utilities' custoners

5 woul d recei ve 100 percent of the benefit of your

6 managenment; is that correct?

7 A Yes.

8 Q And if M. D Arienzo does exactly what you

9 woul d have prudently done, then there is no rationale
10 for Avista Energy retaining 20 percent of the

11 benefits associated with a given transaction, is

12 t here?

13 A Not necessarily. The ability to acquire the
14 gas at the sanme price relies on your presence in the
15 market. | think we've testified before in this case
16 that the advantage that Avista Energy brings to the
17 table is the fact that they have a nuch | arger

18 portfolio to deal with, they're in the market every
19 day, the Uility is in the narket on a seasona
20 basis, so Avista Energy, in npst cases, nay be able
21 to purchase gas at -- without paying sone of the
22 premiunms that the Utility ends up paying doing it on
23 -- not necessarily a part-tine basis, but nore of a
24 seasonal basis. So | don't know that we would come

25 to the same dollar result with Avista Energy as the
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1 Uility. 1In fact, we would not.
2 Q | understand that it is the conpany's
3 position that Avista Uilities and Avista Energy face
4 a different position in the market.
5 A MM hmm

6 Q Let me put it differently. There is no
7 reason to reward Avista Energy for taking a
8 managenment action which you or any prudent Avista
9 Uility gas manager woul d have done facing simlar

10 mar ket conditions, is there?

11 A I think there is if they can get a better
12 deal
13 Q Al right. And how would this Comm ssion

14 measure that increment of difference?
15 A. The neasurenent that we're recommending is

16 the 80/ 20 sharing in the commdities portion of Tier

17 3.
18 Q That isn't what you just told me. \What you
19 just told nme was that Avista Energy and Avista

20 Uilities are essentially different actors in the
21 market. So my question to you was how can this
22 Conmi ssi on neasure the increnent or difference in
23 Avi sta Energy's ability in the sane given set of
24 mar ket conditions to obtain a certain deal that is

25 sonme i ncrenent better than the deal which Avista
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Uility could do were it to be perfornmng the same
function under the same narket conditions?

A It is very difficult to nmeasure that
i ncrenment, and what we're recomrending in this case
is 80/20 sharing to reward Avista Energy for what
they bring to the table.

Q So it's true, is it not, that the proposed
mechani sm does not, in any respect, attenpt to
measure the difference between -- to put it
colloquially -- the deal that Avista Energy can do
versus the deal that Avista Utilities could do?

A I"'mnot sure | could point to any mechani sm
to measure that difference in this specifically.

Q Thank you. [|'d ask that you now turn to
page 15 of your rebuttal testinony. And referring to
lines 16 through 25 -- are you with ne?

A. Yes.

Q And here you criticize Ms. Elder's Exhibit
CME- 6, which has been adnmitted as Exhibit 256, where
Ms. El der conpared Avista's compdity cost to basin
wei ghtings; is that correct?

A Yes.

Q Did you performthe sane cal cul ati on Ms.

El der did with the basin weightings you claimwere in

effect during the study period?
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A. I may have done a rough cal cul ation. |
don't think I have it.

Q So you don't know whet her changing the basin

wei ghtings, in fact, nakes any difference at all, do
you?

A Well, it makes some difference, but |I'm not
sure that it was a huge dollar amount. | don't know

t he dol | ar anount.
Q Woul d you agree that it's not a materia

difference in the result?

A I would have to calculate it

Q Woul d you accept, subject to check --

A Subj ect to check.

Q -- that there's not a material difference --
A. Subj ect to check, yes.

Q -- were you to change the basin weightings?
A Yes, sir.

Q Thank you. 1'd like you to go to page 17,

pl ease. And at lines 22 through 24, you state,
gquote, The ability to generate capacity rel ease and
of f-system sal es revenue is a function of the cost
di fferences between supply basins and the anount of
avail abl e capacity that is underutilized in each
quarter?

A Correct.
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Q You don't mention here at all the .27760 a
decatherm FERC cap in applying to these sales, do
you?

A No, | do not.

Q And you' d agree, as we previously discussed,
that of f-system sales are not subject to the FERC cap
on capacity rel ease deals; correct?

A I woul d.

Q So the value of off-system sales can be
determi ned by the cost differences between supply
basi ns, can they not?

A Yes.

Q Do you still believe that the average val ue

of capacity release in off-system sales can be no

greater than .27760 cents a decathern? |'msorry,
excuse ne. |t should be .27760 dollars a decatherm
A Capacity rel eases can be no greater than

. 2776 on Northwest pipeline.
Q However, ny question to you, sir, was --

MR, MEYER: Sorry, he's not finished.

THE WTNESS: |'mnot finished with the
answer. O f-system sales are a function of market
val ue between basins in the anount of avail able
capacity that exists between those basins. It can

exceed the .277 nunber
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Q So again, the average val ue of capacity
rel ease and of f-system sales in the aggregate can
exceed the FERC cap; correct?

A It could exceed it or it could fall way
short, depending on the market.

Q Thank you. And | apol ogize for interrupting
you before.

A That's all right.

Q | heard a pause. Referring to page 18 of
your testinony, and it is, again, your rebutta
testinmony, at lines 11 through 16, you suggest here
t hat changi ng basi n wei ghtings inpacts Avista
Energy's decisions on how to hedge with fixed price
gas; correct?

A Yes, | do.

Q Wul d you agree that the way the conpany's
proposed nechanismis currently structured with fixed
basin wei ghtings allows Avista Energy to take gas
from hi gher cost basins even if gas from | ower cost
basins is avail abl e?

A Yes.

Q And woul d you al so agree that the nmechani sm
that's currently proposed would all ow Avi sta Energy
to take alnost no risk on its determination on where

to purchase hedged gas because Avi sta Energy knows
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the conposition of the first of the nonth ahead of
tine; is that correct?

A I"'mnot sure | follow the question. Can you
restate that?

Q Surely. Wuld you agree that there is very
low risk to Avista Energy in its decision as to where
to purchase hedged gas when it knows the conposition
of the first of the nonth price prior to its purchase
of that hedge?

A. Hedge gas is a part of Tier 1, is a -- is
the basis -- well, it is the basis for Tier 1, and it
is hedged at the basin weightings, and other than
counter-party risk, the ability of a counter-party to
pay its bills, credit issues, et cetera, there is --
those are the risks that Avista Energy experiences in
doi ng the hedges.

I"'mnot sure | understand why there would be
arisk to Avista Energy for hedging what's at the
basi n wei ghti ngs.

Q Are the risks that you just described the
same risks that Avista Utilities would be exposed to
were it purchasi ng hedges?

A Yes.

Q I'"d like to refer you back to your direct

testi nony, page seven, table one.
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JUDGE MACE: This is Exhibit 51.
MR. CROWELL: Yes, Your Honor.
THE W TNESS: Page seven?
Q The table one that we discussed earlier?
Oh.
JUDGE MACE: That's on page seven?
MR. CROWAELL: Yes.
THE W TNESS: Correct.
JUDGE MACE: Thank you.

Q The entry for estinmated | oss of
transportation benefits and of f-system sal es, can you
tell me who perforned that cal cul ati on?

A It was performed under ny direction by our
resource accounting group

Q Wthin Avista Uilities?

A Yes.

Q And how was that determ ned?
A It was determ ned by a cal cul ation of the
transportation -- or I"'msorry, the capacity rel ease

and of f-system sal es that Avista Energy had perforned

over the four-year period. | say the four-year
period. | have to check the Iength of the period in
that study. And it was -- it attenpted to conpare

what the Utility woul d have done under the sane

circunstances, and that is the Uility, the dollars
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were adjusted for the way the Utility did capacity
rel eases. This was shown in a work paper.

It was an adjustment to the Utility
typically doing capacity rel eases on a first of the
nmonth basis, that is a nonthly, so we reprice the
capacity releases at first of the nonth index on the
differentials between basins. W had nade an
adjustnent for the Utility not doing as many
of f-system sales. Basically, the off-systemsales to
end users were adjusted out and the net of that
entire study worked out to about just a shade under
$6 mllion for -- | guess it was a three-year period,
and we averaged that at $2 mllion a year

So it was basically a study to determ ne
what the Utility would have done if Avista Energy had
not been doing it during that sane period, which
i ncluded the 2001 -- or 2000-2001 period.

MR. CROWELL: Thank you, M. Guber. |
have not hing further, Your Honor

THE W TNESS: Ckay.

JUDGE MACE: All right. W'Il resune
tonorrow at 9:30. Let's be off the record.

(Proceedi ngs adjourned at 5:08 p.m)



