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BEFORE THE
WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION

In the Matter of the Petition of )
)

AVISTA Corporation (dba Avista Utilities)

)

For an Order Authorizing Implementation )
Of a Natural Gas Decoupling Mechanism )

And To Record Accounting Entries )
Associated With the Mechanism )
)

DOCKET NO. UG-06

PETITION OF AVISTA CORPORATION

I. PETITIONER
In accordance with WAC 480-09-420, the name and address of Petitioner, Avista

Corporation ("Avista Corp." “Avista,” or “Company”), is as shown below. Please direct all

correspondence related to this Petition as follows:

David J. Meyer, Esq.

Vice President and Chief Counsel
Regulatory & Governmental Affairs
Avista Corp.

P. O. Box 3727

1411 E. Mission Avenue, MSC 13
Spokane, Washington 99220-3727
Telephone: (509) 495-4316
Facsimile: (509) 495-8851

E-mail: david.meyer@avistacorp.com

Kelly Norwood

Vice President

State and Federal Regulation

Avista Corp.

P. O. Box 3727

1411 E. Mission Avenue, MSC 13
Spokane, Washington 99220-3727
Telephone: (509) 495-4267

Facsimile: (509) 495-8851

E-mail: kelly.norwood@avistacorp.com

II. COMPANY’S REQUEST
Pursuant to WAC 480-09-420, Avista Corp. hereby requests that the Commission issue

an order authorizing Avista to implement a natural gas decoupling mechanism, and to begin

recording accounting entries associated with the mechanism, effective July 2006. The

Company’s proposed decoupling mechanism is consistent with state and regional energy

efficiency objectives, and provides the Company with an opportunity to continue to recover

the fixed costs of providing service to customers, following a decline in usage resulting from
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conservation and price elasticity. The proposed mechanism does not track changes in margin

related to variations in customer natural gas usage caused by weather.

III. THE NEED FOR A NATURAL GAS DECOUPLING MECHANISM

The increase in the cost of natural gas over the past several years makes consideration of
a natural gas decoupling mechanism especially important at this time. The increased cost of
natural gas, projections of continued high prices in the future, and the fragile balance between
supply and demand, make it increasingly important to focus on effective long-term efficiency
and conservation measures. However, because the Company’s current rate structure(s)
provide recovery of the majority of Avista’s fixed costs on a per-therm (sales volume) basis,
energy efficiency and conservation objectives are directly at odds with the recovery of the
LDC’s fixed costs of providing service. Decoupling breaks the link between the volume of
therm sales and the recovery of fixed costs and would provide for an increased focus on
energy efficiency and conservation. Increased conservation would not only benefit the
individual customers participating in those measures through reduced bills, but would also
reduce the overall demand for natural gas which would help to reduce natural gas prices for all
customers.

Avista has had natural gas Demand-Side Management (DSM) programs in place since the
mid-1990’s, and has worked closely with other stakeholders on DSM policies and programs.
Funding for the DSM programs is provided through the DSM tariff rider approved by the
Commission in 1995. Although Avista has been among the leaders in the Northwest in
implementing and supporting DSM programs, the proposed decoupling mechanism would

provide the Company with incentives to achieve even greater DSM goals. As described later,

>
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the level of fixed costs recovered through the Company’s proposed mechanism would be
directly tied to the Company’s success in achieving the “target” level of natural gas DSM
savings during the prior year. A decoupling mechanism would also allow the Company to
provide a stronger message to customers regarding conservation.

As noted earlier, the majority of Avista’s fixed costs of providing natural gas service are
recovered through a rate per therm for each therm sold. Ideally, from the Company’s cost
recovery perspective, the fixed costs of providing service would be recovered through a fixed
charge each month, since the facilities and support services must be available to serve
customers irrespective of how much energy they use. However, that fixed charge would need
to be approximately $20 per month in order to recover the fixed costs of providing gas
distribution service. Avista presently has a monthly customer (fixed) charge of $5.50 per
month, and the remainder of the fixed costs are recovered on a per therm basis. A substantial
increase in the customer charge, however, would require a substantial decrease in the usage
charge, which would not encourage additional conservation. Because of this and other issues
surrounding higher monthly customer charges, decoupling is a preferable alternative to a $20
customer charge and can be implemented without altering existing rate structures.

The rates established in a general rate proceeding are designed to provide full recovery of
the costs of providing service to customers. When the majority of fixed costs are recovered
through sales volumes, and sales volumes are lower than expected, the recovery of fixed costs
falls short of the level authorized by the Commission. An effective decoupling mechanism,
which separates the recovery of fixed costs from sales volumes, is consistent with the
ratemaking objective of authorizing rates that are designed to recover the fixed costs of

providing service.
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From 1999 to 2005, the Company’s Washington residential and small commercial
(Schedule 101) gas customers reduced their average usage by 13.5%, on a weather-corrected
basis. During the past two years, Avista has implemented natural gas general rate increases
for Washington customers totaling approximately 5%. A primary cause of these increases was
the reduction in customer usage that resulted in an under-recovery of fixed costs (margin).
While a decoupling mechanism would not altogether eliminate the need for future general
filings, it would serve to reduce the frequency and magnitude of general rate requests,
resulting in smaller incremental rate increases over time.

IV. 2005 COMMISSION RULEMAKING TO
REVIEW NATURAL GAS DECOUPLING

The Commission opened a rulemaking proceeding in 2005 to review decoupling for
natural gas utilities. Avista filed comments dated June 10, 2005 in support of a natural gas
decoupling mechanism. On October 17, 2005, the Commission issued a letter that closed the
rulemaking proceeding and stated that it would consider specific utility (decoupling) proposals
included in a general rate filing.

Avista requests that the Commission consider and approve its proposed natural gas
decoupling mechanism “‘outside” of a general rate filing. The Company believes it has
addressed and resolved the two primary issues related to a decoupling mechanism that would
otherwise be examined in a general rate proceeding. These two issues are: 1) the need for a
recent “test-year” to establish a reliable base from which to measure a decoupling adjustment
going forward, and 2) an assessment of the potential change in the gas utility’s business risk

given a decoupling mechanism. With regard to 1), Avista has recently completed a natural gas
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general rate case based on a 2004 test year with rates effective January 1, 2006. Accordingly,
it has established a reliable base for the proposed decoupling mechanism.

With regard to 2), the Company’s proposed mechanism does not significantly affect the
Company’s business risk going forward. The Company’s proposed mechanism captures only
the change in residential and commercial customers’ usage resulting from natural gas
conservation, energy efficiency and price elasticity. It does not capture: 1) changes in large
customer usage often resulting from changes in business or economic conditions, or 2)
changes in customer usage resulting from abnormal weather. These changes in customer
usage that are not included in the Company’s mechanism can be more substantial and affect
the Company’s business risk going forward. Therefore, an adjustment to the Company’s
authorized Return on Equity (ROE) would not be warranted. Additionally, as will be
described later, the mechanism includes an “earnings-test” - a provision that will not allow the
Company to implement a decoupling rate adjustment if its earnings exceed its authorized rate
of return.

Because the Company has a recently completed rate case to use as a base for its
decoupling mechanism, and the proposed mechanism will not significantly affect the
Company’s business risk going forward, the Company believes that it is appropriate for the
Commission to approve implementation of the proposed mechanism outside of a general rate

filing.

V. AVISTA’S PROPOSED DECOUPLING MECHANISM

A. Overview
The ultimate design of the mechanism itself should be understandable and remove the

disincentive to fully pursue energy efficiency and conservation. The mechanism must also
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balance simplicity and completeness. The Company’s proposed mechanism removes the
disincentive related to fully promoting energy efficiency, and provides the Company with the
opportunity to recover the fixed costs of providing natural gas service. The mechanism is
relatively easy to understand and implement, directly ties the recovery of fixed costs to both an
annual earnings-test and pre-established DSM targets, and provides adequate time for audit
prior to implementing any rate adjustment. The mechanism would not require any changes to
existing rate structures or the Company’s billing system. The proposed mechanism results in a
single annual rate adjustment that would be implemented coincident with the annual PGA
adjustment. The rate adjustment would reflect the difference between the weather-normalized
margin (revenue less purchased gas costs) received by the Company during the prior year
compared to the level of margin approved by the Commission in the Company’s last general
filing (2004). The incremental amount of the annual rate adjustment would be limited to no
more than a 2% rate increase.

A decoupling mechanism could incorporate abnormal weather to provide the utility a
more reasonable opportunity to recover fixed costs, regardless of weather. However,
Avista’s proposed mechanism excludes a deferral for abnormal weather, i.e., current sales
volumes are first adjusted for abnormal weather, and only the variance in sales volumes
created by conservation/price elasticity is measured and reflected in the deferral. The
variability in customer usage caused by abnormal weather can be several times that caused
by conservation/price elasticity. By excluding the variation in sales volume/margin caused
by abnormal weather, the Company is still retaining the majority of risk associated with sales
variability. As discussed earlier, by retaining this risk, the Company believes that an

adjustment to the Company’s authorized return-on-equity is not warranted.
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The mechanism would apply to the Company’s natural gas Schedules 101 and 111, which
include all residential and commercial customers, as well as small industrial customers. The
mechanism would not be applicable to the Company’s approximately 70 large industrial
customers served under High Load Factor Schedule 121, Interruptible Schedule 131,
Transportation Service Schedule 146, or special contracts. As previously mentioned, changes
in large customers’ usage is often caused by business and/or economic condition. These
changes in usage can be substantial, such as the closure of a large manufacturing plant, and are

outside of the scope of the mechanism.

B. Proposed Term of the Mechanism

The Company is proposing a three-year “pilot-term” for the mechanism. This three-year
period would extend from July 2006 through June 2009 for the recording of deferred revenue.
As the initial rate adjustment for the July 2006 — June 2007 deferral period would not begin
until the fall of 2007 (coincident with the PGA adjustment), the three-year pilot period would
not be complete until the fall of 2010, upon completion of the third-year rate adjustment.

On or before March 31, 2009 (three months prior to the end of the deferral period), the
Company would have the opportunity to file a request to continue the decoupling mechanism
beyond the three-year pilot term. That filing would include a qualitative and quantitative

assessment of the mechanism.

C. Calculation of Monthly Revenue Deferral

The starting point for the proposed mechanism is the volume of therm sales for each
month of the year from the Company’s last general rate case (2004 test year). The Company

has calculated the weather-normalized calendar therm sales (Base Therm Sales) for each
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month of the 2004 test year, with the total for the months matching the annual amount
reflected in the approved rates resulting from Company’s last general filing.

Following the end of each month, beginning with July 2006, the actual volume of
weather-corrected therm sales for the calendar month (Current Therm Sales) would be
determined and compared with the Base Therm Sales for the corresponding month. The
coefficients (usage per degree-day per customer) used to determine the weather adjustment are
the same as those used in the test year, thereby providing an “apples-to-apples” comparison
between the two years. Only one additional adjustment, other than the weather adjustment,
would be made to the Current Therm Sales. To the extent the Company has added customers
since the test year, these new customers would increase Current Therm Sales as compared to
the Base Therm Sales. Again, in order to have an “apples-to-apples” comparison of Current
vs Base Therm Sales, an adjustment is necessary to remove the usage associated with the new
customers.

The adjustment for new customers would be based on the average actual (weather-
corrected) use-per-customer for the current month multiplied by the number of customers
added since the corresponding month of the test year. Following the adjustment for new
customers, the Current Therm Sales for the month are compared with the Base Therm Sales to
determine the difference in therm sales. This comparison captures only the effect of
conservation and price elasticity since the 2004 test year. This difference is multiplied by the
margin rate (sales rate less purchase gas cost per therm) resulting from the approved rates in
the last rate case, to calculate the fixed distribution costs that are either under-recovered or
over-recovered as compared to the test year. As Schedule 101 consists of a single rate for all

usage, the margin rate is also the same for all usage. As Schedule 111 consists of three
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usage/rate blocks, the Company proposes to use the (lowest) margin from the tail-block in
order to avoid the complexities of determining weather-normalized usage by rate block.
Ninety percent (90%) of these dollars, either positive or negative, are then recorded in a
separate account for later recovery (or rebate). As will be described later, the deferral level of
90% was chosen to allow for an additional incentive to exceed certain gas DSM goals.

In summary, there are essentially seven simple steps to calculating the amount of the
monthly revenue deferral for each of the two rate schedules (101 &111) included in the
mechanism. These steps are as follows and are illustrated in the example shown on Exhibit
No. 1:

Step 1 — Calculate current month weather-normalized sales volumes (“Current Therm Sales™)
Step 2 — Calculate average use per customer for current month

Step 3 — Calculate total usage for new customers by multiplying average use per customer by
the number of new customers added since the test year

Step 4 — Calculate current month usage excluding new customers

Step 5 — Calculate difference in usage between current month and test year

Step 6 — Calculate the margin difference resulting from the usage difference

Step 7 — Record deferred revenue for 90% of the margin difference

The resulting monthly deferred revenue would be accumulated for each twelve-month
period beginning July 2006 through June 2007. Interest would be accrued on the deferred
balance at the same rate applied to the PGA deferral account. Following June 2007, the
Company would calculate a proposed rate adjustment to amortize that amount over a
prospective twelve-month period beginning in the fall of 2007, subject to the “earnings” and

“DSM” tests described below.
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D. Earnings and DSM Tests

The Company would implement a surcharge beginning in the fall of 2007 (coincident
with PGA) only if: 1) it did not “over-earn” for its Washington gas operations during 2006,
based on the recent Commission authorized rate of return for Avista of 9.11%, and 2) it meets
pre-established gas DSM savings targets during 2006. The authorized rate of return of 9.11%
is derived from the Commission’s Order No. 05 in Docket No. UG-050483. These tests would
be repeated for the subsequent two years, i.e., 2008 surcharge based on earnings and DSM
tests for 2007, etc. The “earnings-test” would be based on the Company’s annual
“Commission-basis” operating results, which are currently filed with the Commission by April
30 for the previous year. If the Commission-basis rate of return for the Company’s
Washington gas operations exceeds 9.11% for 2006, Avista would reduce the amount of the
proposed surcharge (amount transferred to the balancing account) to bring the rate of return
down to 9.11%. If this calculation were to reduce the deferred revenue amount to zero, no
surcharge would be implemented.'

Where the amount of the surcharge is reduced as described above, the cumulative amount
of deferred revenue remaining from the prior year will be used to offset future deferrals
(carryover), rather than written off the Company’s books. For example, if the Company
recorded deferred revenue for the prior July 2006-June 2007 period of $1 million, but could
only surcharge $585,000 for the October 2007-September 2008 period, no additional deferrals
would be recorded beginning in July 2007 until the cumulative balance of new deferrals

exceeds $415,000 ($1 million less $585,000). An example calculation of the surcharge

! Avista acknowledges there is a difference in the deferral period (July-June) and the earnings and DSM test period
(prior calendar year). However, the Company believes that the use of the existing information and processes, i.c.,
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amount where the Company does not meet the earnings test is shown on page 1 of Exhibit No.
2.

The second “test” regarding implementation of a decoupling surcharge relates to the
Company achieving pre-established natural gas DSM target savings during the prior year. The
test provides financial incentives to not only meet, but exceed gas DSM goals. The
Company’s 2006 Integrated Resource Plan (IRP) sets forth a natural gas (Washington &
Idaho) target savings level of 1,062,000 therms for calendar years 2006 and 2007. These
targets are developed with input from other interested parties through the IRP process. This
target savings level will be used for determining the level of the fall-2007 and 2008 surcharge;
the target savings level included in the Company’s 2008 IRP will be used for the 2009
surcharge. Assuming the surcharge level is not reduced based on the “earnings test” described
above, the surcharge level could also vary depending on the actual level of gas DSM savings
achieved compared to the target levels described above. The following table shows the level

of the surcharge based on a comparison of actual gas DSM savings compared to the target

savings:
Actual vs Target DSM Savings Surcharge vs Margin Shortfall
90% - 110% 90% (as deferred)
70% - 90% 70%
50% - 70% 50%
<50% 0%
>110% 100% (additional 10% incentive)

Commission-basis and DSM reports, provide a reasonable and sound basis for the application of the earnings and
DSM tests.
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Each month, beginning in July 2006, the margin difference is calculated as shown on
Exhibit No. 1, and 90% of the difference is recorded as deferred revenue. As an example of
the DSM test, let’s assume the total deferred revenue for July 2006 - June 2007 is $1 million,
which is 90% of the total margin difference ($1.11 million) for the period. If during 2006,
between 90%-110% of the gas DSM target savings are achieved, the Company would file for a
decoupling surcharge to recover the total deferred amount of $§1 million beginning in the fall
of 2007. If between 70% and 90% of the target savings are achieved, the surcharge amount
would be 70% of $1.11 million, or $777,000. If the Company achieves over 110% of the
target, it would file for a surcharge of $1.11 million (100% of margin difference), thus
providing a financial incentive for the Company to significantly exceed the target. Any
deferred revenue not recovered as a result of not meeting at least 90% of the DSM target
would be carried forward and used to offset future deferrals that would otherwise be recorded.
Examples of the surcharge amount under various DSM savings levels are shown on page 2 of
Exhibit No. 2.

The earnings and DSM tests would be calculated independently and the test resulting in
the lowest surcharge amount would be used. Examples of potential surcharge levels using

both the earnings and DSM savings tests are also shown on page 2 of Exhibit No. 2.

E. 2% Annual Rate Increase Limitation

After applying the “earnings” and “DSM” tests, the amount of the rate increase resulting
from the adjustment would be subject to an annual incremental limit of 2%, i.e., the annual
increase in the surcharge cannot exceed a 2% rate increase each year (cumulative of
approximately 6% over the three year pilot term). The incremental surcharge (percentage)

increase will be determined by dividing the total deferred revenue for the past year (July-
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June), subtracting the annual amount recovered by the present surcharge rate, and dividing that
amount by the total “normalized” revenue for Schedules 101 and 111 for the same period.
Normalized revenue would be determined by multiplying the weather-corrected usage for the
period by the present rates in effect. If the incremental surcharge would exceed a 2% rate
increase, only a 2% increase would be implemented and any excess deferred revenue would
remain in the deferred revenue account and could be recovered the following year, subject to
the 2% limitation.

The Company has prepared a simulation of the deferral calculation for 2006 using
projected customer usage based on normal weather. The simulation resulted in a total deferred

revenue amount of approximately $550,000, or a 0.3% increase over present rates in effect.

F. Decoupling Rate Adjustment Filing & Implementation

On or before September 1, 2007, 2008 and 2009, the Company would file a proposed
decoupling surcharge (or rebate) based on the amount of deferred revenue recorded for the
prior July through June period, and the results of the “earnings”, “DSM” and “2%" tests. A
proposed tariff would be included in the filing A sample tariff for the
decoupling/conservation rate adjustment is attached for illustrative purposes as Exhibit No. 3.
The Company presently files its Commission-Basis Earnings report (for the prior year) by
April 30" and will file its annual DSM report in advance of the decoupling filing. The
Commission Staff and other interested parties should have ample time to examine and audit
these reports prior to the decoupling surcharge filing.

For the first year, July 2006-June 2007, the total net deferred revenue amount for the year
would be recovered via a twelve-month surcharge implemented coincident with the

Company’s annual PGA adjustment in the fall of 2007. The surcharge would be a single rate
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adjustment (same rate) for both Schedules 101 and 111. If the surcharge is approved by the
Commission, the corresponding deferred revenue amount would be transferred to a separate
account and the surcharge revenue received would reduce the deferred revenue in that account.
Any deferred revenue remaining in the balancing account at the end of the year, resulting from
over- or under-collection, would be added to the “new” revenue deferrals to determine the

amount of the proposed surcharge for the following year.

G. Accounts Used for the Decoupling Mechanism

The Company is proposing to record the deferred revenue in account 186 —
Miscellaneous Deferred Debits. The amount approved for recovery would be transferred into
a 182.3 - Regulatory Asset account for amortization via the surcharge revenue received. On
the income statement, the Company is proposing to record both the deferred revenue and the
amortization of the deferred revenue through Account 407 - Regulatory Debits and Credits in
separate sub-accounts. Exhibit 4 illustrates examples and provides additional detail of the

specific accounts proposed for the gas decoupling mechanism.

H. Future General Rate Filings

Should the Company file a natural gas general case, and the Commission issues its Order
prior to June 2009, the approved test year therm usage from that filing will be used to calculate
deferred revenue for the remaining months of the three-year deferral period. If a Commission
Order is issued prior to July 2008, the new authorized rate of return would be used for the

earnings test for the 2008 Commission-basis results.
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VI. SUMMARY

The increase in the cost of natural gas over the past several years make consideration of a
natural gas decoupling mechanism especially important at this time. This filing requests an
order from the Commission authorizing Avista to implement its proposed natural gas
decoupling mechanism, and to begin recording accounting entries associated with the
mechanism, effective July 2006. The Company’s proposed mechanism removes the
disincentive related to fully promoting energy efficiency, and provides the Company with the
opportunity to recover the fixed costs of providing natural gas service. The mechanism is
relatively easy to understand and implement, directly ties the recovery of lost margin to both
an annual earnings-test and pre-established DSM targets, and provides adequate time for audit
prior to implementing any rate adjustment.

Avista has recently completed a natural gas general rate case with rates effective January
1, 2006. It has established a recent test year that can be used as a reliable base for its proposed
decoupling adjustment. The Company’s proposed mechanism captures only the change in
customers’ usage resulting from natural gas conservation, energy efficiency and price
elasticity. It does not capture changes in large customer usage or changes in customer usage
resulting from abnormal weather.

The Company is proposing a three-year “pilot-term™ for the mechanism, with deferred
revenue accounting entries beginning July 2006 and ending June 2009. The initial rate
adjustment would not be implemented until the fall of 2007, coincident with the Company’s
annual PGA. Lastly, the decoupling rate adjustment would be limited to no more than a 2%

annual rate increase.
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VII. COMPANY’S REQUEST

36 The Company respectfully requests that the Commission issue an order authorizing

Avista to implement a natural gas decoupling mechanism, and begin recording accounting

entries associated with the mechanism, effective July 2006, as explained in this Petition.

AVISTA’S PETITION FOR A NATURAL GAS
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DATED this 4th day if}m‘il 2006

By: : B ..m-J

Kelly Norwood
Vice President, Avista Corp.
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Avista Utilities
Proposed Natural Gas Decoupling Mechanism

Example Calculation of Monthly Deferred Revenue for Decoupling

Step 1 : Calculate current month weather-normalized sales volumes (Current Therm Sales)

Billed Therms for Current Month

Add: Net Unbilled Therms(1)

Add: Weather Adjustment(2)
Normalized Current Month Therms

Step 2: Calculate average use-per-customer for current month
Normalized Current Month Therms
Divided by: Number of Customers
Normalized Use per Customer

Step 3: Calculate total usage for new customers added since test year
Current Month No. of Customers
Less: Test Year No. of Customers
Incremental Customers
Times: Current Normalized Use per Customer
Incremental Customer Usage Adjustment(3)

Step 4: Calculate customer-adjusted current month usage
Normalized Current Month Therms
Less: Incremental Customer Use Adjustment
Customer-adjusted current month usage

Step 5: Calculate difference in usage between current month and test-yvear

Normalized Test Year Therms for Month(4)
Less: Customer-adjusted current month usage
Current Month Usage Shortfall

Step 6: Calculate margin difference between current month and test-year
Current Month Usage Shortfall
Times: Approved Margin per Therm(5)
Current Month Margin Shortfall

Step 7: Calculate deferred revenue based on 90% of margin difference
Current Month Margin Shortfall
Times: 90% Deferral Rate
Deferred Revenue for Current Month

13,824,000
(939,000)

1,274,000

14,159,000

14,159,000
132,300
107

132,300
129,000
3,300
107
363,100

14,159,000
353.100
13,805,900

14,157,000
13,805,900
351,100

351,100

$0.23696
$83,197

$83,197
0.9
$74,877

(1) Addition of current month unbilled & subtraction of prior month unbilled therms
(2) Use of same methodology including coefficients (use/customer/degree day) from test year

(3) Assumes new customers use the average use for all customers

(4) Monthly therms adjusted for unbilled and weather - total for all months of the test year equals

annual test year volumes from the test year
(5) Rate per therm approved in UG-050483 less puchased gas costs

Exhibit 1



Avista Utilities
Proposed Natural Gas Decoupling Mechanism
Example Application of Earnings and DSM Tests

Margin Shortfall between Current Period (July '06 - June '07) & 2004 Test Year $1,110,000
Deferred Revenue during July '06 - June '07 Period (90% of Margin difference) $1,000,000
Example 1 - Earnings Test not met: 2006 Commission Basis ROR exceeds 9.11%(1)
(assumes 100% of DSM target met)
2006 Commission Basis ROR less Authorized ROR equals Excess ROR
9.30% - 9.11% = 0.19%
Excess ROR times Rate Base equals Excess Net Income
0.19% X $136 million = $258,000
Excess Net Income divided by revenue conversion factor = Surcharge Revenue Reduction
$258,000/0.621746 = $415,000
Oct. '07 - Sept. '08 Surcharge = $1,000,000 - $415,000 = $585,000
$585,000 transferred to balancing account upon implementation of surcharge
$415,000 carry-over in deferred revenue account
Example of following year revenue deferral:
Prior Year 90% of Current Current Month Current Year
Carry-Over Balance Month Margin Shortfall  Deferral Recorded Deferral Balance
$415,000
July '07 $415,000 $20,000 $0 $0
Aug $395,000 $20,000 $0 $0
Sept $375,000 $60,000 $0 $0
Oct $315,000 $80,000 $0 $0
Nov $235,000 $120,000 $0 $0
Dec $115,000 $160,000 $45,000 $45,000
Jan '08 $0 $220,000 $220,000 $265,000
Feb $160,000 $160,000 $425,000
Mar $120,000 $120,000 $545,000
Apr $80,000 $80,000 $625,000
May $60,000 $60,000 $685,000
June $20,000 $20,000 $705,000

(1) Based on Commission Order No. 05 in Docket No. UG-050483
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Avista Utilities
Proposed Natural Gas Decoupling Mechanism
Example Application of Earnings and DSM Tests

Margin Shortfall between Current Period (July '06 - June '07) & 2004 Test Year $1,110,000

Deferred Revenue during July '06 - June '07 Period (90% of Margin difference) $1,000,000

Example 2 - Surcharge Level based on Actual DSM savings during 2006

2006 DSM Target Savings 1,062,000 therms
Earnings Test Not Met -

Earnings Test met - Company not over-earning from Example 1
Actual Actual /  Surchg % of Surcharge Deferred Rev Surcharge Deferred Rev
Savings Target Margin diff.(1) Amount Carryover Amount(2) Carryover(3)
1,100,000 104% 90% $1,000,000 $0 $585,000 $415,000
900,000 85% 70% $777,000 $223,000 $585,000 $415,000
700,000 66% 50% $555,000  $445,000 $555,000 $445,000
500,000 47% 0% $0 $1,000,000 $0 $1,000,000
1,300,000 122% 100% $1,110,000 $0 $585,000 $415,000

(1) Based on the following table:

Actual DSM Savings/  Surcharge as a % of

Target Savings Margin Difference
90% - 110% 90%
70% - 90% 70%
50% - 70% 50%
< 50% 0%
>110% 100%

(2) Based on the lower result of either the earnings test ($585,000) or the DSM test

(3) Total deferred revenue amount of $1,000,000 less surcharge amount - carryover would be used
to offset future deferrals as shown in Example 1
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Exhibit 3

WN U-29 Original Sheet 159

DRAFT

AVISTA CORPORATION
dba Avista Utilities

SCHEDULE 159

NATURAL GAS CONSERVATION RATE ADJUSTMENT

PURPOSE:

To allow the Company to recover the fixed costs of providing Natural Gas
distribution service as authorized by the Commission. Recovery of these fixed distribution
costs removes the financial incentive for the Company to increase natural gas sales and
allows the Company to fully support all cost-effective natural gas conservation measures.

APPLICABLE:
To Natural Gas Customers served under General Service Schedule 101 and Large
General Service Schedules 111 and 112.

MONTHLY RATE:
$0._ pertherm

SPECIAL TERMS AND CONDITIONS:

This Schedule reflects a rate adjustment to General Service Schedule 101 and
Large General Service Schedules 111 and 112 to allow the Company to recover the fixed
costs of providing Natural Gas distribution service as authorized by the Commission in
Order No. +

The monthly rate set forth above reflects the recovery of lost revenue recorded by
the Company during the past year resulting from reduced customer usage due to the
implementation of natural gas conservation measures.

The monthly rate set forth above cannot reflect more than a 2% annual increase in
the total rate billed to customers for natural gas service.

This Schedule is a three-year pilot program, effective October 1, 2007 through
September 30, 2010, with the monthly rate subject to change annually based on
Commission approval of a filing by the Company.

Issued  August 1, 2007 Effective  October 1, 2007

Issued by Avista Corporation
By Kelly Norwood, Vice President - State & Federal Regulation




Avista Ultilities
Proposed Natural Gas Decoupling Mechanism
Illustrative Accounting Examples

Monthly deferred revenues resulting from a margin shortfall would be recorded in the
deferral account by crediting Account 407.4 - Regulatory Credits and debiting Account 186 -
Miscellaneous Deferred Debits. Associated deferred tax entries would be recorded by
debiting Account 410.1 - Deferred Tax Expense (Debits) and crediting Account 283 -
Accumulated Deferred Taxes. These entries would increase current net income to reflect the
impact of the additional deferred revenue. The same accounts would be used if the monthly
calculation resulted in a reduction to deferred revenue with the debits and credits reversed.

Interest computed on the Deferred Revenue balance sheet account would be recorded by
debiting Account 186 — Miscellaneous Deferred Debits and crediting the non-operating
Account 419 — Interest Income. Related deferred taxes would be recorded as a debit to
Account 410.2 — Deferred Tax Expense (Debits - non-operating) with the credit to Account
283- Accumulated Deferred Taxes.

When an amount is approved for recovery through a surcharge there would be an entry to
transfer the allowed amount from Account 186 — Miscellaneous Deferred Debits into Account
182.3 — Other Regulatory Assets.

Finally, as revenue is collected from customers through a surcharge, the regulatory asset
would be amortized by debit entries to Account 407.3 — Regulatory Debits that would offset
the revenue collected from customers, and credit entries to Account 182.3 — Other Regulatory
Assets. Associated deferred taxes would be recorded in Account 283 — Accumulated Deferred
Taxes and Account 411.1 Deferred Tax Expense (Credits). These entries offset the effect of
the surcharge revenue resulting in no current net income.

Each of the balance sheet accounts and the 407 accounts would have unique sub-accounts
that would specifically identify the amounts associated with the gas decoupling mechanism.
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Avista Utilities
Proposed Natural Gas Decoupling Mechanism
lllustrative Accounting Examples

If the monthly calculation results in a shortfall or surcharge direction, example $50,000

Misc Deferred Debits - Decoupling Deferred Revenue 186xxx.GD.WA
Regulatory Credits - Decoupling Deferred Revenue 4074xx.GD.WA
Deferred Tax Expense 410100.GD.WA
Deferred Taxes - Decoupling Deferred Revenue 283xxx.GD.WA

If the monthly calculation results in an overage or rebate direction, example -$25,000

Regulatory Credits - Decoupling Deferred Revenue 4074xx.GD.WA
Misc Deferred Debits - Decoupling Deferred Revenue 186xxx.GD.WA
Deferred Taxes - Decoupling Deferred Revenue 283xxx.GD.WA

Deferred Tax Expense 410100.GD.WA

Enter Interest Income on Deferred Revenue balance, example $2,000

Misc Deferred Debits - Decoupling Deferred Revenue 186xxx.GD.WA
Interest Income 419xxx.2Z2.2ZZ
Deferred Tax Expense 410200.Z2Z.ZZ

Deferred Taxes - Decoupling Deferred Revenue 283xxx.GD.WA

At the time a Deferred Revenue Balance is approved for collection through rates - transfer into Regulatory Asset acct,

example $750,000 surcharge

1823xx.GD.WA
186x0.GD.WA

Regulatory Asset - Deferred Revenue Approved for Collection
Misc Deferred Debits - Decoupling Deferred Revenue

Dehbit
$ 50,000.00
$ 17.500.00
Debit
$ 25,000.00
$ 8,750.00
Debit
$ 2,000.00
$ 700.00

Debit
$ 750,000.00

As revenues are collected through customer rates, amortize balancing acct, example $10,000 surcharge

Regulatory Debits - Decoupling Revenue Collected 4073xx.GD.WA

Regulatory Asset - Deferred Revenue Approved for Collection 1823xx.GD.WA
Deferred Taxes - Decoupling Deferred Revenue 283xxx.GD.WA
Deferred Tax Expense 411100.GD.WA
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Debit
$ 10,000.00
$ 3,500.00

Credit
$ 50,000.00

$ 17,500.00

Credit
$ 25,000.00

$ 8,750.00

Credit
$ 2,000.00

$ 700.00

Credit

$ 750,000.00

Credit
$ 10,000.00

$ 3,500.00



