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Evaluation Plan
for Avista’s Natural Gas Decoupling Mechanism

A. Introduction

Avista, with substantial input and comments frora dther interested parties in Docket
No. UG-060518, has prepared this draft evaluatiam Plan) for Avista’'s natural gas
decoupling mechanism (Mechanism), as referencedhen Settlement Agreement,
included as Appendix A to Order No. 04 (Order) incket UG-060518. The parties
participating in the development of this Plan akgista, the Staff of the Washington
Utilities and Transportation Commission, the Pul@imunsel Section of the Washington
State Attorney General’'s Office, the Northwest Isitial Gas Users, The Energy Project,
and The Northwest Energy Coalition. One represimetérom each party will serve on a
Stakeholder Advisory Group (Advisory Group), whietill provide oversight and
guidance during the course of evaluation of the hMecsm. This Plan shall serve to
define the work plan for an independent evaluatibthe Mechanism through December
31, 2008.

This Plan is comprised of a number of areas toXaenened as part of the Evaluation.
These areas are both directly and indirectly rdldate the Mechanism, and the final
Evaluation Report should allow the Commission, Advy Group members, and
interested parties to fully examine the Mechanism.

Whether or not the Company requests an extensidheoflecoupling mechanism, the
Evaluation Report and supporting workpapers will fbed with the Commission by
March 31, 2009. The following section of this Pkats forth the proposed timeline for
selection of an independent evaluator and completfdhe final Evaluation Report. The
succeeding sections generally set forth questiohe tanswered using the information to
be examined and documented by the Evaluator. Th&u&tor, once selected, may seek
clarification or modification of aspects of the ®faom the Advisory Group, as described
in the attached Memorandum of Understanding (MQitjyided as Attachment C to the
Request for Proposals.

B. Proposed Timeline for Evaluation

All Parties agree that the Evaluation should bedoeted by an independent third-party.
The Commission has adopted the following timelines¢lect an independent evaluator
and complete the Evaluation Report (Order 05, UG508, § 31).

Proposed Timeline:
April 30, 2008 - Plan filed with the Commission by Avista, incladiany agreed upon

request for proposals (RFP) soliciting an evalumtimntractor and any agreed upon
Memorandum of Understanding (MOU) among the Parties
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May 9, 2008- Comments filed with Commission by any Party nod@sing the Plan.

May 10-31, 2008- Plan and any comments reviewed by Commissionpfussible
guidance to the Parties.

June 16, 2008— Distribution of the RFP by Avista (based on wk of the Advisory
Group).

July 15, 2008 - Proposals due from interested evaluation cotdrac
August 6, 2008- Advisory Group selects top 2-4 candidates torimesv.
August 18-22, 2008- Advisory Group conducts interviews with candidate

September 5, 2008 Joint Recommendation or Separate Recommendafiiedswith
Commission concerning Evaluator Selection.

September 26, 2008- Selection of Evaluator as set forth in Sectior21ef the Request
for Proposals.

January 1, 2009- Preliminary Evaluation Report with final 2007suéts due from
Evaluator, submitted to Advisory Committee.

February 28, 2009 - All 2008 data provided to Evaluator, includingneplete DSM
verification for 2008.

March 31, 2009- Final Evaluation Report filed with Commission.
April 30, 2009 — Avista permitted to petition to extend pilot gram.
TBD - Prehearing conference to set schedule for petdocket.

June 30, 2009 End of Pilot. Deferrals terminate if review pess is not complete.

C. Evaluation of Avista DSM Programs and Savinggom 2006 — 2008

Information related to Avista’s DSM programs anthaites will be examined for 2006-

2008 as a key part of the Evaluation. As partha tecoupling pilot program, an
independent third-party performs an audit of Avgstastimated annual programmatic
savings for the annual rate adjustment filing afdSM test® each year (DSM

Verification). The audited DSM savings are based¢d@mpleted projects during the prior
year. Audited programmatic savings for 2006 wesedufor the DSM-test supporting the
decoupling rate adjustment effective November 1)720 The independent DSM audit
report for 2007 programmatic savings will be congdeby August 1, 2008. The

! As referenced in Docket No. 060518 — Final Ordpprving Decoupling Pilot Program
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independent audit report for 2008 programmaticregs/will be completed no later than
February 28, 2009.

Since the DSM Target for the Pilot Mechanism iseblagn DSM savings in Washington
and Idaho, all data in this section, respondingh® questions below, should provide
disaggregated results for Washington and Idahw/elisas combined totals.

1) Based on the results of the independent DSM aubitswhat amounts did the
Company change its DSM program expenditures an@stgdting natural gas therm
savings through Company-sponsored programs ovetetine of the Mechanism,
relative to the 2004 — 2005 pre-decoupling period/hat were the annual audited
DSM savings (completed project basis) for 2006-2@38customer class, by DSM
program and by rate schedule, compared to achigwerdh savings in the 2004 —
2005 (completed project basis) pre-decoupling périoFor any electric or gas
DSM programs sponsored by Avista that may produsebined electric and gas
savings, or increased gas or electric usage, vesaingptions or methods are used to
allocate savings to the gas therm values providedesponse to this question?
What assumptions or methods are used to allocaté&kwah savings or increased
electric consumption, and what were the amount&vwdi savings or increased
electric consumption from any Avista sponsored gBSM program?
The response to this question should make cledrtki®ea2004-2005 completed
project DSM data provided by Avista has not beetitad.

2) What is the proportion of therm savings from Compaponsored DSM programs
compared to overall weather normalized sales vadynmetotal, and by customer
class and/or rate schedule for each year 2004, 200%, 2006, 2007, and 20087

3) What were the associated lost margins from Compspgnsored DSM, by
customer class and by rate schedule for each y#xt, 2005, 2006, 2006, 2007,
and 20087

4) During the 2004 — 2008 time period, did the @any change the scope or
magnitude of any of its DSM programs in the follogiareas: a) natural gas DSM
programs, b) natural gas or electric DSM programas thay produce combined gas
and electric savings, or c) electric DSM prograhe thay produce changes in gas
usage?

5) What incremental program changes or expansimre implemented, and when,
during 2004 — 2008, for the three categories of D@@bhrams described above in
question 4? Identify and describe each new, rdvimeexpanded programmatic
changes by customer class (residential, commeioidlistrial) and corresponding
rate schedule.

6) Were there any changes in Avista’s avoidedscdsting the Pilot Period that may
have contributed to any changes in customer ppatilcin and savings for Company
sponsored DSM programs? Identify any other fadtwas may have contributed to
an increase in DSM savings and/or new or expand&d program offerings.
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8)

9)
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What new or revised customer educational, médronal and marketing programs
related to DSM were implemented by the Companyndu?i006-2008? What were
the primary messages and estimated costs of eatihesé programs? Were any
therm savings attributed to such programs in tdependent DSM audit, and if so,
how much, and using what assumptions or studies?

What were the annual revenues collected fraepegers under the gas tariff rider
(Schedule 191), by rate schedule, to fund gas D&grpams for 2004-2008? What
was the gas tariff rider (Schedule 191) surchaogéhfe years 2004-20087?

What were actual yearly DSM expenditures f004£22008? How were such
amounts spent each year by customer class (resifjelmited income, non-
residential) and rate schedule? Identify the texgdenditures directly distributed to
customers (by customer class), and the total expead for the administration of
the programs.

10) How did Avista’s natural gas Integrated ReseuPlan (IRP) conservation

D.

achievement goal(s) compare to the verified/audit8§1 savings each year?

Revenue Deferred and Collected under the Mech&am

1)

2)

3)

4)

5)

6)

What was the monthly, annual, and cumulativeowam of revenue deferred and
recovered through the decoupling mechanism dur®d@y/2and 2008, before and
after any percentage adjustments to reflect the @6¢érral limitation, as well as
any percentage adjustments due to the DSM TebedEarnings Test?

Has Avista made any changes to its methodsatmulations of the decoupling
deferral over the course of the pilot, as refleatethe quarterly deferral reports?
Describe any such changes, their purpose and inopaitte deferral.

Were there any issues that arose regardingniidodology or input values for
calculation of the accounting journal entries whiatiplemented the decoupling
deferral? Explain and quantify the impact of ahgrmges in methodology or input
values.

How do the annual recorded decoupling defeamlounts compare to the
Company’s estimate of $600,000-$700,000 developéat [ implementation of
the Mechanism, as described in Paragraph 24 dEdmemission’s Order 047

What was the mathematical result of the eamiiegt and the DSM test for 2006
and 2007, used for and provided in the Septemb@y 2bid 2008 rate adjustment
filings, respectively?

What was the pretax margin and net income impesulting from the recoverable
revenue deferrals for 2007 and 2008 as a resuheopilot? What percentage of
total pretax margins and net income for the Comgawashington Gas operations
is represented by these deferrals in each year?
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8)

9)

10)
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What was Avista’'s Schedule 101 recorded gagyimaevenue and recorded gas
margin revenue per customer for 2006-2008, befodeadter decoupling deferrals?

What was the total amount of decoupling sumbarevenue collected from
ratepayers each month from November 2007 througieidber 20087

What is the monthly customer bill impact of tecoupling rate adjustment for
customers during the three year recovery pefio@iRe bill impact analysis should

provide actual data for the period November 200buph October 2008, and

anticipated bill impact for the periods Novembef&Q@hrough October 2009, and
November 2009 through October 2010, using the tlatesilable cost of gas and
billing determinants. The bill impact analysisablexamine annual usages typical
of customers having: a) natural gas space heanabgr heat, c) both space and
water heat, as well as d) the average Scheduldel@ls of annual usage. This
should be expressed as an average monthly dollaur@neollected and percentage
based on the total decoupling amount to be colledigided by total estimated

revenue for Schedule 101 customers for the Nover@béi7-October 2008 and

estimated for the November 2008-October 2009 andgehwver 2009 through

October 2010 periods.  Estimate the bill impdcthe deferrals from July 2008

through February 2009.

What was the total amount of interest accwsder the Mechanism for each month
and for the period November 2007-December 20087

Proportion of Margin Lost to Company-Sponsored DSM Relative to the

Amount Subject to Recovery

Paragraph 26 of the Commission’s Order No. 4 staigsthe Commission will “closely
scrutinize” the proportion of margin lost to Comgaponsored DSM relative to the
amount subject to recovery. This information isréfore a key part of the Evaluation.

1)

2)

The timing of base rate changes will affect recmseof lost margins through base
rates. The evaluation should therefore identifgoueries of margin through
updating of baseline values in rate cases, asagdlhe deferrals booked under the
decoupling authorization.

What was the annual amount of estimated lost madlgim directly to Company
DSM programs/installations for Schedule 101 custsnauring 2007 and 2008
compared to the annual amount of lost margin catedl (and subject to recovery)
under the Mechanism (at both the 100% and 90% dgv&l This analysis should
compare the estimated annual reduction in custosege (therms) and margin ($)
directly attributable to Avista’s programmatic DSbr Schedule 101 customers to

2 This bill analysis should make clear that whilealgpling deferrals are allowed for 2 years and Giimg)
the recovery period is longer (three years).
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the total annual reduction in (weather-correctedst@mer usage/margin as
calculated under the deferral Mechanism, as weladditional margin revenues
provided by Schedule 101 customers as a resukwfrates taking effect.

Impact of General Rate Cases During Implement@n of the Pilot Mechanism

1)

2)

Did Avista file any rate cases during the pilotipd? If so, when?

To the extent new base rates took effect duringtio¢ period, when did those new

rates take effect and what impact did that havthermethods and mechanics of the
deferral calculations? Please include changes a®e ltherm sales, weather
adjustments, and rate of return.

New Customer Usage and Adjustment under the Md&anism

1)

2)

3)

4)

5)

6)

7)

What was the impact of the new customer adjustmdfd®? 2007 and 2008, what
were the monthly and annual sales volumes deddotetew customer usage, and
how do they compare to total sales volumes (bothah@nd weather normalized
sales volumes)?

Did Avista’s methods to identify, track, and remavew customer usage appear
reliable and accurate? Did Avista implement angngies to this methodology
during the course of the pilot?

If the Mechanism did not include a new customewusitpent, what would have
been the impact on the decoupling deferral for 280@ 2008, at both 100% and
90% levels?

What were the monthly numbers of customers serogdate schedule, in 2006,
2007 and 2008?

For 2007 and 2008, what was the actual aeesagual usage for “new” Schedule
101 customers, as excluded from the monthly ddfeaigaulation compared to the
actual average annual usage for existing Schedlledstomers?

Based on the average annual usage for exiSthedule 101 customers determined
above, would the inclusion of margins earned frarviag new customers in the
monthly deferral calculation have increased or el®seed annual deferrals and
surcharge revenues during 2007 and 2008, and bynmogh? The average therm
use per customer for_newustomers will be compared with the average use pe
customer for_existingustomers in the determination of the impact anrtionthly
deferral calculations.

In this section, please also refer to and dscie data regarding total sales
volumes and total gas margin revenues, provideddponse to questions J1 and J2
below.
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H. DSM Verification

1) Was the DSM Verification analysis performed, asurel by the pilot Mechanism?
By whom, and when?

2) What was the cost of the DSM verification analy$ws, each year (2006, 2007,
2008)?

3) For each year, what were the verification analyssults? Were Avista’s assumed
savings levels increased or decreased?

4) Were there any changes in the methodologies us#tkimdependent verification
of DSM savings that would have changed the overadit results during the 2006-
2008 time period? What was the resulting impidany, on the deferral amount
subject to recovery?

5) Based upon the Evaluator’s review of the DSM Veafion Final Reports, did the
Evaluator become aware of any problems or potemigaicuracies within any of the
DSM Verification (audit) analyses that were perfetnand if so, what is the nature
and potential importance of each problem or pad¢miaccuracy, and would each
problem or potential inaccuracy have had any sSiganit impact on the verified
results? In that regard, please identify any jueigial assumptions, allocations or
methodologies that materially impacted the conolusithat were reached?

|.__Customer Migration between Rate Schedules 1¢Gdnd 111

Schedule 101 (General Service — Firm - Washingwayailable for residential and low
usage commercial customers that use less thanh&mg per month. Schedule 111
(Large General Service — Firm - Washington) is galhea commercial rate schedule
that consists of a higher minimum charge and igdhas usage greater than 200 therms
per month.

1) What was the monthly number of customer migrati@ehedule shifting) between
schedules 101 and 111 during the time of the pilot?

2) Based on the answer to #1 above, Did customersatiogrhave any impact upon
the decoupling deferrals since initiation of théof® Furthermore, what is the
actual (or estimated if actual data is not readiNywilable) therm usage resulting
from customer migrations between schedules 1011atd

3) Does the Company periodically audit or verify SalledLO1 customer eligibility? If
so, describe the timing and procedures for sucktsaud

J . Related Rate and Customer Usage Information (&ual and Forecasted)

1) What were total therm sales (and transportatvmtumes by rate schedule, before
and after weather normalization in 2006, 2007 B2
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2)

3)

4)

5)

6)

7)

8)

K.
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What were total gas margin revenues by ratedsdbe before and after weather
normalization in 2006, 2007 and 2008?

What was the rate of average annual gas ma@stgrowth by rate schedule from
2006-2008? How does this compare to Avista’s hisabrevels of gas customer
growth in the 2004-2005 period? What is the Corgjsaforecast for future
customer growth? What were the average annual rogst@ount totals by rate
schedule for the period 2006-20087?

What proportion of Schedule 101 customers weredeesial versus commercial
during the pilot. What proportion of Schedule lidage was residential versus
commercial during the pilot?

On a rate schedule basis, how has both actualvaather normalized annual gas
use per customer changed during 2006-20087?

What has been the change in the Company'salajas delivered average monthly
price per therm by rate schedule during 2006-20B88vide a detailed incremental
chronological listing (including Docket #) and @iper therm impact of all rate
adjustments (commodity, general rate case, decaypétc.) during the 2006 —
2008 time period. What was the cumulative impactdring in all rate adjustments
from the beginning of 2006 to the end of 2008?

What has been the natural gas commodity cobsedded in the average monthly
price per therm values by rate schedule in theipusvquestion and how did
margin revenues (excluding recovery of gas comrgantist) change during 2006-
2008? Provide a detailed incremental chronolodisting (including Docket #)
and impact of all commodity adjustments during 2686 — 2008 time period.
What was the total impact factoring in all adjustiisefrom the beginning of 2006
to the end of 20087

What is the Company’s most recently available fear forecast for (a) natural gas
rates/prices, and (b) numbers of customers by setedule, and (c) usage per
customer by rate schedule, and (d) overall thertarwes and margin revenues by
rate schedule in each available projected futuriege

Impact on Washington Limited Income Customers

1)

2)

What is the estimated number of limited income @u&rs in Avista’s service
territory? In evaluating this question, the evaduamay rely on census data,
participation in government programs, and otheiabé, public information.

Describe the methodology used to develop the ettima

Based on the results of the independent DSM Vatibo audits, did the Company
change its natural gas therm savings through Coygaonsored limited income

Page 8 of 10
Page 8 of 10 E-8



Exhibit 1 Evaluation Plan for Avista's Natural Gas Decoupling Mechanism

programs for the 2006 — 2008 time period, as coetparth 2004 - 2005? What
were the annual audited limited income DSM savifugsnpleted project basis) for
2006-2008 for Company sponsored limited income?

3) What is the proportion of therm savings from Compaponsored limited income
DSM programs compared to estimated sales volumémii@d income customers
taking service under Schedule 101?

4) What were the associated lost margins from Compsonsored limited income
DSM programs?

5) Did Avista make any commitments to program funding,program changes or
expansions as part of any rate cases or otherategylproceedings during 2004 to
2008? Identify the regulatory proceeding, and @lewhe program funding, or
program changes or expansions Avista made in regpon

6) What program funding or program changes or expassiere implemented during
the 2006 — 2008 time period for gas, shared sayiog®lectric efficiency with
natural gas impact (either savings or increaseda)san limited income DSM
programs as compared with the 2004 — 2005 timeog@ri Identify each new,
revised or expanded programmatic change includingesand funding.

7) Were there any changes in Avista’s avoided costmglahe Pilot Period that may
have contributed to any changes in customer ppatiicin and savings for Company
sponsored limited income DSM programs? Identify ather factors that may
have contributed to an increase in limited incom@VDsavings and/or new or
expanded limited income DSM program offerings. ?

8) What limited income DSM customer educational, infational and outreach
programs were implemented by the Company duringgZBD8? What were the
primary messages, including dates of publicatiobroadcast, and estimated costs
of each of these programs? Were any therm sauwittigisuted to such programs in
the independent DSM verification (audit) referenabdve in Section (C), and if so,
how much, and using what assumptions or studies?

9) What information is captured and retained by Avistarack service provided to
limited income customers in the normal course @imess, including monitoring of
participation in DSM and rate assistance programs?

10) What is Avista’s estimate of average usage peroouwst for customers that have
participated in the limited income DSM, LIHEAP andRAP programs, in
comparison to all Schedule 101 customers, and hasvauch estimate derived?

11) At the average per customer usage levels for larineome customers provided in
response to question #10, what is the approximadeto a typical limited income
customer for funding of DSM programs and for recgvaf decoupling deferrals?
How does the average cost for recovery of decogplieferrals compare to the
estimated average savings for customers in théddvincome DSM program?
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12)

13)

14)

15)

16)

17)

18)
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Using the estimate of limited income customers flQuestion #1, and the estimate
of limited income usage in Question #10, what s ¢stimated proportion of the
total amount of decoupling deferrals borne by lediincome customers for 2007
and 20087

Identify and summarize any further information atalavailable that would assist
in the determination of whether or not decoupliag la disproportionate impact on
limited income customers?

What was the total limited income DSM expenditui@s2006, 2007, and 20087
Did Avista make any commitments regarding fundiegels as part of any rate
cases or other regulatory proceedings? What istAg best estimate of the
proportion of limited income participation in eaghits conservation programs and
how such estimates were derived?

What was the total distribution of LIRAP funds imited income customers for
2006, 2007, and 2008? Did Avista make any comnitmeegarding funding
levels as part of any rate cases or other regylgtarceedings? What is Avista’s
best estimate of the proportion of limited inconagtigipation in this program and
how was this estimate derived?

What was the total distribution of LIHEAP funds limited income customers for
2006, 2007, and 2008? What is Avista’s best eséirnaithe proportion of limited
income participation in this program and how sustineates were derived?

Based on a sampling of those customers who reddiBEAP or LIRAP funds,
what was the estimated average surcharge for Nomegd97 — October 2008 and
the estimated impact for November 2008 — Octob8620

What is the approximate cost to the limited-incaznstomer population to fund 1)
the DSM programs and 2) the recovery of the dedogpdeferrals if each of the
average usage figures above were applied to thenagetd limited income
population derived in Section K, Question #1?

L. Other Information

1)

Was the decoupling pilot Mechanism in Washingtecognized in any public
reports issued by credit rating agencies or firgramnalysts? If so, provide a copy
of the report.
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[Service Date February 1, 2007]
BEFORE THE WASHINGTON STATE
UTILITIES AND TRANSPORTATION COMMISSION

In the Matter of the Petition of ) DOCKET UG-060518

)

)
AVISTA CORPORATION, D/B/A ) ORDER 04
AVISTA UTILITIES, )

)

) FINAL ORDER APPROVING
For an Order Authorizing ) DECOUPLING PILOT PROGRAM
Implementation of a Natural Gas )
Decoupling Mechanism and to )
Record Accounting Entries )
Associated With the Mechanism. )
............................. )

Synopsis: The Commission grants Avista’s request for approval of a decoupling
mechanism pilot program, and requires an analysis of the pilot program’s results.
The Order accepts a proposed multiparty settlement, subject to conditions limiting
accumulation of interest and carry-over of benefits between periods, and denies
requests by other parties to reject the proposal.

NATURE OF PROCEEDING. Docket UG-060518 involves a petition by Avista
Corporation for authority to implement a mechanism to decouple its rates for
conducting business operations, in part, from its rates for commodity sales.

HEARING. The Washington Utilities and Transportation Commission
(Commission) convened a hearing in this docket at Olympia, Washington on
December 22, 2006, before Chairman Mark Sidran, Commissioners Patrick Oshie and
Philip Jones and Administrative Law Judge C. Robert Wallis.

APPEARANCES. David Meyer, attorney, Spokane, Washington, represents Avista
Corporation (Avista). Simon ffitch, Assistant Attorney General, Seattle, Washington,
represents the Public Counsel Section of the Washington Office of the Attorney
General (Public Counsel). Greg Trautman, Assistant Attorney General, Olympia,
Washington, represents the Commission’s regulatory staff (Commission Staff or
Staff). Ron Roseman, attorney, Seattle, represents intervenor The Energy Project.
Nancy Glaser, Seattle, represents Intervenor The Northwest Energy Coalition, and Ed
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DOCKET UG-060518 PAGE 2
ORDER 04

Finklea and Chad Stokes, attorneys, Portland, represent Intervenor Northwest
Industrial Gas Users, or NWIGU.

MULTIPARTY SETTLEMENT: All parties except Public Counsel and The
Energy Project have settled their differences and propose a settlement of all issues.
Public Counsel and The Energy Project oppose the proposal.

HEARING AND BRIEFING. The Commission convened an evidentiary hearing in
the proceeding on December 22, 2006. The parties submitted prehearing briefs on
December 14, 2006, and presented closing arguments at the conclusion of the
evidentiary hearing.

DECISION. The Commission finds that the benefits of this pilot program
sufficiently outweigh its potential disadvantages and should be approved. The pilot
program, supported by Staff as well as industrial and environmental interests, will
allow a test of decoupling from which the parties can obtain objective data and
analysis. The proposal is of relatively small scale and includes provisions to
ameliorate the minor risk to ratepayers.

BACKGROUND

Decoupling is a ratemaking and regulatory tool intended to break the link between a
utility's recovery of fixed costs and a consumer’s energy consumption by reducing the
impact of energy consumption on a utility’s recovery of its fixed costs. Conservation
advocates view decoupling as an important tool to promote greater conservation
efforts by the utility by removing financial discentives.

Under traditional ratemaking structures, utilities recover a large portion of their fixed
costs through charges based on the volume of energy that consumers use.
Consequently, a reduction in energy consumption may lower the probability that the
utility can fully recover its fixed costs. Energy consumption may be lower for a
variety of reasons. Consumers may lower their thermostats or take shorter showers.
More energy efficient building codes and appliances, better and more efficient
insulation, and warmer than normal weather can also reduce energy use. Conversely,
an increase in energy consumption may lead to a utility over-recovering its fixed
costs. The traditional financial incentives rewarding higher sales, some argue, create
an environment in which utilities do not support conservation because it is
inconsistent with their economic interests.
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DOCKET UG-060518 PAGE 3
ORDER 04

Promoting energy conservation is a goal that we strongly support, and provides a
highly appealing rationale for decoupling on its face. Our states’ laws and policies
encourage us to look with favor upon incentives to stimulate increased energy
conservation as well.! Our statutory responsibility to regulate in the public interest,
however, requires us to look beyond the abstract and examine the specific evidence to
determine whether the facts support this rationale for Avista.?

Some of the parties to this proceeding reached agreement on all disputed issues. The
settling parties are the Company, the Commission Staff, NWIGU, and the NWEC,
(the Northwest Environmental Coalition), collectively the “Joint Parties.”* Along
with the Northwest Industrial Gas Users (NWIGU) they support adoption of a three-
year pilot "partial™ decoupling mechanism that they propose as a multiparty
settlement.*

Public Counsel and the Energy Project oppose the proposal.

STANDARDS FOR REVIEWING SETTLEMENT AGREEMENTS

The Commission’s procedural rules govern the process for reviewing proposed
settlement agreements. The Commission “may accept [a] proposed settlement, with
or without conditions, or may reject it.”> The Commission must “determine whether
a proposed settlement meets all pertinent legal and policy standards.”® The
Commission may approve settlements “when doing so is lawful, when the settlement

! See RCW 80.28.024, RCW 80.28.025, and RCW 80.28.260.

% The Commission has determined that it is not desirable to take a blanket approach to
decoupling. “The Commission believes that the wide variety of alternative approaches to
decoupling make it more efficient to address these issues in the context of specific utility
proposals included in general rate case filings rather than through a generic rulemaking.”
Rulemaking to Review Natural Gas Decoupling, Docket UG-050369, Notice of Withdrawal of
Rulemaking (October 17, 2005). This is the third in a recent series of decoupling proposals we
have considered, including one for Puget Sound Energy, Inc., WUTC v. Puget Sound Energy,
Inc., Order 08, Dockets UE-060266 and UG-060267 (2007), and the other for Cascade Natural
Gas, WUTC v. Cascade Natural Gas, Order 05, Docket UG-060256 (2007). Each proposal has
unique qualities and a unique setting which has shaped our analysis and determined our decision.
*Though a sponsor of the settlement stipulation, NWIGU did not sign on to the joint testimony,
joint rebuttal testimony, or the pre-hearing brief.

“WAC 480-07-730.

> WAC 480-07-750(2).

® WAC 480-07-740.
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DOCKET UG-060518 PAGE 4
ORDER 04

terms are supported by an appropriate record, and when the result is consistent with
the public interest in light of all the information available to the Commission.”’

In reviewing the proposed settlement, we must consider the terms of the decoupling
proposal, and whether those terms are lawful, are supported by the record and are in
the public interest.

TERMS OF THE PROPOSED SETTLEMENT

The main features of this proposed pilot decoupling mechanism include the
following:®

e Term: It would begin January 1, 2007. Recording of deferred revenue will
end on June 30, 2009. However, the amortization period would begin on
November 1, 2007 and end on October 31, 2010.

e Application: It would apply only to schedule 101 (residential and small
commercial customers).

e New Customer Adjustment: It would remove the usage associated with new
customers added since the corresponding month of the test year.

e The Deferral Amount: It would defer 90% of the margin difference, either
positive or negative, for later recovery (or rebate).

e Recovery: It would subject recovery of deferred costs to:

0 An earnings test — Avista could not earn more than its authorized
9.11% rate of return.

o A demand side management (DSM) test — recovery based on Avista
achieving specific conservation targets.

"WAC 480-07-750(1).
8 See Exh. 15 (Settlement), 116A-6J.
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Actual vs. Target DSM Savings Amount Deferred

< 70% 0%

> 70% and < 80% 60%

> 80% and < 90% 70%

> 90% and < 100% 80%

100% 90%

o Any deferred amount not recovered due to the earnings or DSM tests
would carry over and offset future deferrals.’

o Variations due to weather will be excluded from calculations of
savings.

e Review of DSM Savings: The Company will retain an independent third
party to audit the results of DSM savings reported for decoupling purposes.

e Annual Rate Changes: The mechanism would limit annual rate increases due
to the mechanism to 2% annually.

e Decoupling Evaluation: Prior to filing a request to continue the mechanism
beyond its initial term, the company must evaluate its results.

According to the Joint Parities, the stipulated decoupling mechanism would “break
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.” They argue
that the resulting “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.”™® The Joint Parties further assert that the proposed
decoupling mechanism “would align the Company’s interest with that of its
customers with an increased focus on effective DSM programs.”*

Decoupling, like many other departures from traditional ratemaking structures that
have come before this Commission, has both potential advantages and disadvantages.

% We address this provision, and require modification, below.
10 See Exh. 10 (Joint Testimony), 7:1-15.

1d, 7:22-8:2.
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A key disadvantage, as Public Counsel points out, is the potential shifting of risk to
ratepayers. ** Under the stipulated proposal, the risks of changes to weather-
normalized consumption would shift to customers. All customers, regardless of their
individual efforts to lower use, will experience a surcharge in rates should
consumption by class fall below the expected level. This points us to a second
potentially serious problem—the distortion of price signals and consequent
dampening of customer conservation initiatives.

Balancing fixed-cost recovery on an annual basis via a surcharge or credit mechanism
diminishes the value of rates as a means to send appropriate price signals to
customers. Based on changing energy market conditions, price signals undoubtedly
affect customer choices to conserve or not. This price signal may be weakened if
customers conserve and then are faced with paying a surcharge that reduces their
financial benefit. In those circumstances, decoupling actually may prove
counterproductive to its laudable purpose. Just as we must be concerned that in some
instances the absence of decoupling or something similar may prove a disincentive to
a company promoting conservation, the implementation of decoupling, and associated
surcharges, may prove a disincentive to customers who might be inclined to conserve
if it is to their financial advantage.

A third potential problem, vigorously argued by Public Counsel, is the risk over time
of distorting the “matching principle ” through single issue ratemaking.*® Under this
principle, revenues and costs are balanced at a common point in time, i.e., a rate case,
to determine fair, just, reasonable and sufficient rates. If a company is largely assured
recovery of fixed costs and most variable costs are routinely passed through to
customers (e.g., via purchased gas adjustment mechanisms and the like), then the
company has fewer reasons to file a general rate case. In this context, any cost
savings achieved by the company are not shared with customers. The result risks
over-earning by the company and over-paying by the customers.

Considering these concerns, we must examine carefully the stipulated proposal to
determine whether the record is sufficient to prove the potential advantages from
decoupling outweigh its potential disadvantages in this case.

A fundamental test in this regard is the likelihood of increased conservation as a result
of implementing a decoupling program. A key complaint of Public Counsel and the

12 pyblic Counsel Initial Brief,  91.
31d., 1 22-28, 56-59.
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Energy Project is that there is no guarantee that the decoupling proposal would
increase conservation. Public Counsel argues that the stipulation’s use of the 2006
Integrated Resource Plan’s (IRP) savings level as the conservation target does not
satisfy the “requirement for incremental conservation.”** The Energy Project also
expresses skepticism over whether the proposed decoupling mechanism would
increase conservation and recommends a higher conservation target.*

The Joint Parties respond that Avista performed a comprehensive assessment of
natural gas efficiency measures to establish its gas savings targets as part of the IRP*®
development process. This effort was carried out with the help of an external
oversight group, the External Energy Efficiency Board. As a result, the Joint Parties
claim that the savings target is “meaningful and elevated” as well as being
“appropriate and in the public interest.”*” The Joint Parties further assert that with the
stipulated decoupling program, the Company can continue to encourage customers to
conserve natural gas through education, as well as through programmatic DSM.*®
Finally, the Joint Parties claim that the prospect of a decoupling mechanism has
already increased the Company’s focus on natural gas DSM. The Company has
increased resources “to achieve higher DSM goals in 2006 and beyond.”*

We note that the stipulated decoupling mechanism includes a DSM test whereby
Avista must achieve at least the 2006 IRP’s targeted savings level to maximize
recovery of deferred costs. Moreover, the Joint Parties point out the 2006 IRP target
was based on a comprehensive assessment of available efficiency measures and is
about four times the goal of the previous 2004 IRP.% Finally, it appears that Avista
has recently made efforts to increase its conservation program in anticipation of this
decoupling mechanism. Ms. Glaser, testifying on behalf of the Northwest
Environmental Council, emphatically supported this view. Together, these factors
lead us to conclude that the proposed decoupling mechanism has some potential to
increase Company conservation.

1 See Exh. 51 (Public Counsel Testimony), 12:4-20.

1> See Exh. 60 (Energy Project Testimony), 5.

18 Integrated Resource Plan, a means by which utilities identify resources to meet likely future
loads. See, WAC 480-107.

7 See Exh. 11 (Rebuttal Joint Testimony), 3:8-9, 4:17-18.

¥ 1d, 7:3-11.

¥ d, 7:18-8:7.

2 d, 3:8-15.
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Public Counsel also asserts that deferrals under the decoupling mechanism would be
far out of proportion to the lost margins from Avista’s energy efficiency programs.
Of the $617,000 deferral simulated by the Company for the July 2005-June 2006 time
period, it alleges that only $141,000 (less than 25 percent) was due to Avista’s own
conservation efforts.”* The Joint Parties argue that Public Counsel “fails to recognize
that the [decoupling] mechanism is intended to capture up to 90 percent of the lost
margin resulting from all reductions in usage... even conservation beyond that which
results from the Company’s sponsored DSM programs.” The Joint Parties further
imply that some of the customer conservation results from Company education
efforts.”?

Public Counsel makes a strong argument that the decoupling mechanism may recover
lost margin far out of proportion to losses from effects of Avista’s efficiency
programs. As noted above, we are concerned that the mechanism not simply be a
way to shift from the Company to customers the risk of falling individual natural gas
consumption. That said, it is reasonable to assume, as the Joint Parties do, that
company-sponsored educational efforts have an effect on individual efficiency
decisions. It is also reasonable to conclude that the application of an earnings cap and
the exclusion of weather from the mechanism will prevent such a significant shift in
risks that the Company would earn windfall profits—especially over the three-year
test period proposed in the stipulation.

To ensure that the program does not result in inappropriate benefit to the Company,
we require two changes to the proposal. First, any funds that are not deferred due to
the “earnings” and/or the “DSM” test may not be carried over to the next period.
Second, the Company may not record interest on deferrals until we approve the
deferrals for recovery.”® In light of these changes, we do not find Public Counsel’s
argument sufficiently strong to prevent implementation of the multi-party settlement.
However, the proportion of margin lost to company sponsored DSM relative to the
amount subject to recovery is of great interest to us, and we will closely scrutinize this
factor in reviewing the results of this pilot decoupling program.

2! See Public Counsel Pre-Hearing Brief 1 5.

22 See Joint Parties Pre-Hearing Brief { 35.

2% Generally, interest on deferred amounts should be limited to instances where a utility’s investors have
provided a direct investment. In this instance, the deferral is the amount of money the company would
have made if they had earned their authorized rate of return. Since deferral is not derived from investors’
finds that are expensed or capitalized, it should also not earn interest.

Page 8 of 15 E-18
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Public Counsel claims that eliminating schedule 111 from the decoupling mechanism
creates two serious problems. First, he argues that any incentive resulting from
decoupling will benefit Schedule 111 (large user) customers who will not be paying
anything to remove the “disincentive.” Second, he argues that since the settlement
decoupling proposal recovers the full lost margins for all rate schedules, Schedule 101
(residential) customers are paying not only for their own lost margins, but for all
Avista’s lost sales volumes for all customer schedules. This, he alleges, amounts to a
cross-subsidy.?*

The Joint Parties respond that Schedule 111 has a significant number of large
commercial and industrial customers, whose gas usage can vary greatly due to
economic reasons. These customers should not be part of the pilot decoupling
mechanism and it would be difficult to identify, track and remove them from the
mechanism. So the Joint Parties agreed to eliminate all of Schedule 111 customers.
The Joint Parties further assert that the mechanism determines lost margin only from
Schedule 101 customers and any adjustment applies only to those customers. Any
lost margin associated with Schedule 111 customers would not be included in the
decoupling mechanism.?

We find little merit in the assertion that decoupling proposal would result in Schedule
101 customers subsidizing Schedule 111 customers. The lost margins would be
calculated solely for and apply only to Schedule 101 customers. We also do not agree
with the apparent argument that a cross subsidy occurs simply because the
conservation tariff rider applies to all customers, but all customers may not equally
share in the conservation acquired through the rider. The tariff rider creates a public
benefit by providing a pool of funds to acquire the most conservation at the least cost,
wherever that may occur. The argument that this creates a cross-subsidy could
equally apply to other utility programs such as rate relief provided to some low-
income customers.

In prior reviews of proposed decoupling mechanisms, we have noted the importance
of the information accompanying a general rate case to making a fully informed
decision. Although this petition is not part of a general rate case, the fact that Avista

2d, 11:12-22.
% See Exh. 11 (Rebuttal Joint Testimony), 10:9-15.
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had such a case before us within the past 13 months is sufficient in this context to
guide our decision.”®

Public Counsel raises substantive concerns as to the appropriateness of decoupling.
We conclude that an appropriately designed pilot program with adequate safeguards
to protect ratepayers is in the public interest, because it will test the hypothetical
benefits of decoupling generally and the specifics of this mechanism set forth in the
settlement agreement. This proposal, as conditioned, has many limitations and
safeguards to protect the public; it follows a review adequate for the purpose in a rate
proceeding decided recently; and it is low-risk, putting ratepayers to a minimal
exposure.”” As modified, this proposal constitutes an acceptable form for a pilot
program.

To ensure an adequate review of the program and its accomplishments, we require
that the program be reviewed at its conclusion in a general rate case.

CONCLUSION

The Commission favors the resolution of contested issues through settlement “when
doing so is lawful and consistent with the public interest.”® We have carefully
considered the design of the stipulated partial decoupling mechanism, including the
public protections afforded by the DSM test and the earnings test on recovery of
deferred costs. After reviewing all of the arguments, we determine that it is in the
public interest to allow the Company to proceed with this pilot program. However,
we agree with Public Counsel and the Energy Project that the proposal is not without
potential flaws. The settling parties should consider our approval as an opportunity to
demonstrate that decoupling mechanisms do indeed increase utility sponsored
conservation and that the potential flaws do not outweigh the program's benefits. We
will carefully evaluate the mechanism, and will only consider an extension upon a
convincing demonstration that the mechanism has enhanced Avista’s conservation
efforts in a cost-effective manner.

%6 We note in contrast our rejection of Avista’s petition for a power and transmission cost update outside a
general rate case. See, Order 04, docket UE-061411 (2006).

%" The mechanism limits annual rate increases to a maximum of 2%. Avista’s study indicates that if the
mechanism had been effective between July 2005 and June 2006, ratepayer exposure would have been 35
cents per month for a typical residential customer. Exh. No. 1, p.11.

% WAC 480-07-700.
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FINDINGS OF FACT

Having discussed above in detail the evidence received in this proceeding concerning
all material matters, and having stated above our findings and conclusions upon issues
in dispute among the parties and the reasons supporting the findings and conclusions,
the Commission now makes and enters the following summary findings of fact,
incorporating by reference pertinent portions of the preceding detailed findings:

1)

(2)

)

(4)

()
(6)

(7)

The Washington Utilities and Transportation Commission is an agency of the
State of Washington, vested by statute with authority to regulate rates, rules,
regulations, practices, and accounts of public service companies, including gas
companies.

Avista Corporation is a “public service company” and a “gas company,” as
those terms are defined in RCW 80.04.010, and as those terms are used in
RCW Title 80. Avista is engaged in Washington State in the business of
supplying utility services and natural gas to the public for compensation.

Avista filed a petition on April 5, 2006, requesting an order authorizing a
natural gas decoupling mechanism which would defer certain costs and
revenues in order to potentially recover fixed costs unrelated to consumption.

Four parties entered into a multi-party Agreement resolving their differences
and agreeing to a pilot program. The settling parties included the Company,
Commission Staff, and the Northwest Environmental Coalition (NWEC). In
addition, the Northwest Industrial Gas Users (NWIGU) supports the proposed
settlement. The Settlement Agreement is attached to this Order as Appendix
A.

Public Counsel and the Energy Project oppose the settlement proposal.

The proposed pilot decoupling program includes sufficient elements,
mechanisms and commitments to protect ratepayers and real incentives for the
Company to deliver on the promise of conservation. It is likely to increase

Company conservation.

An evaluation of the pilot, partial decoupling program, regardless of whether
Avista seeks to continue the program after the three-year pilot period expires,
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is important to determining the value of decoupling mechanisms for regulated
utilities in Washington State.

CONCLUSIONS OF LAW

Having discussed above all matters material to this decision, and having stated
detailed findings, conclusions, and the reasons therefore, the Commission now makes
the following summary conclusions of law incorporating by reference pertinent
portions of the preceding detailed conclusions:

(1)  The Washington Utilities and Transportation Commission has jurisdiction over
the subject matter of, and parties to, this proceeding. RCW Title 80.

2 Informal settlements in administrative proceedings are encouraged. RCW
34.05.060. The Commission may approve settlements “when doing so is
lawful, when the settlement terms are supported by an appropriate record, and
when the result is consistent with the public interest in light of all the
information available to the commission.” WAC 480-07-750(1).

(3)  The Settlement Agreement is supported by the record, and is consistent with
the law and public interest.

(4)  Awvista’s petition should be granted, authorizing accounting treatment effective
January 1, 2007, as described in the Settlement Agreement to implement a
decoupling mechanism pilot program, but only subject to the following
conditions: First, any funds that are not deferred due to the “earnings” and/or
the “DSM” test may not be carried over to the next period. Second, the
Company may not record interest on deferrals until such time as the deferrals
are approved for recovery by the Commission. If the parties fail to accept
these conditions, this Order shall become void and Avista’s petition shall be
set for a full hearing on the merits.

(5)  The Commission should retain jurisdiction over the subject matter of and the
parties to this proceeding to effectuate the terms of this Order. RCW Title 80.
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ORDER

The Commission approves, subject to condition, the Joint Parties' proposal and
authorizes Avista to implement accounting treatment, as described in the Settlement
agreement, to effect a decoupling mechanism pilot program. For the approval to
become effective, the settling parties must each agree within ten business days to a
settlement agreement modification containing the following changes: First, any funds
that are not deferred due to either the “earnings” and/or the “DMS” test may not be
carried over to the next period. Second, the Company may not record interest on
deferrals until such time as the deferrals are approved for recovery by the
Commission.

The multi-party Settlement Agreement filed in this proceeding on October 27, 2006,
attached to this Order as Appendix A and incorporated herein by this reference as if
set forth in full, is accepted and approved, subject to conditions, as set out in the body
of this Order.

Dated at Olympia, Washington, and effective February 1, 2007.

WASHINGTON STATE UTILITIES AND TRANSPORTATION COMMISSION

MARK H. SIDRAN, Chairman

PATRICK J. OSHIE, Commissioner

PHILIP B. JONES, Commissioner
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NOTICE TO PARTIES: This is a final order of the Commission. In addition to
judicial review, administrative relief may be available through a petition for
reconsideration, filed within 10 days of the service of this order pursuant to
RCW 34.05.470 and WAC 480-07-850, or a petition for rehearing pursuant to
RCW 80.04.200 or RCW 81.04.200 and WAC 480-07-870.
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APPENDIX A

PROPOSED SETTLEMENT
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BEFORE THE WASHINGTON
UTILITIES AND TRANSPORTATION COMMISSION

In the Matter of the Petition of DOCKET NO. UG-060518
AVISTA CORPORATON, d/b/a
AVISTA UTILITIES,

For an Order Authorizing Implementation of a SETTLEMENT AGREEMENT
Natural Gas Decoupling Mechanism and to
Record Accounting Entries Associated With the
Mechanism,

)
)
)
)
)
)
)
)
)
)
)

p—

I. PARTIES
I. This Settlement Agreement is entered into by Avista Corporation (the
“Company™), the Staff of the Washington Utilities and Transportation Commission
(“Staff”), the NW Energy Coalition (“the Coalition™), and Northwest Industrial Gas
Users (“NWIGU™), jointly referred to herein as the “Signing Parties.” The Public
Counsel Section of the Washington Attorney General’s Office and The Energy Project

do not join in this Settlement. The Signing Parties agree this Settlement Agreement is in

-..the. public interest and should be accepted as aresolution of all issues.in.this. docket. The ... . ...

Signing Parties undérstand this Settlement Agreement is subject to Commission épproval.
II. INTRODUCTION

_2. The Company filed a Petition, dated April 4, 2006, requesting the Commission to

approve a proposed Natural Gas Découpling Mechanism. The Company also provided a

copy of the Petition to representatives of Public Counsel, the Northwest Industrial Gas

Users, the Coalition, the Washington Energy Policy Group (Department of Community

1
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Trade and Economic Development or “CTED”) and the Spokane Neighborhood Action
Program.

Workshops were held on May 17™ and June 28" at the Commission’s offices to
discuss the Company’s proposed Mechanism. Representatives of all of the
aforementioned organizations were present, as well as a representative of The Energy
Project. A number of different issues and alternatives were explored during these
workshops. On August 7%, the Company filed an Amendment to its original Petition to
address several issues raised by the otﬂer parties.

3. A prehearing conference was held on September 6, 2006, and the Coalition,
NWIGU and The Energy Project were granted permission to intervene and participate
along with Staff and Public Counsel.

4, After analysis of the filing, all parties commenced discussions for purposes of
resolving or narrowing the contested issues in this proceeding in a settlement conference
held October 16, 2006.

5. The Signing Parties have reached agreement on the issueé. in this proceeding and
wish to present their agreement for the Commission’s consideration. This Settlement is
the product of discussions among all parties at the aforementioned workshops.and

settlement conferences. The Signing Parties believe that the Settlement will serve the

broader interest of removing disincentives to engage in additional conservation. The

Signing Parties therefore adopt the following Settlement Agreement in the interest of

expediting the disposition of this proceeding.

2
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III. AGREEMENT
6. The Signing Parties have agreed that the company’s Decoupling Mechanism

(hereinafter “Mechanism™) shall consist of the following:

A. Term of Pilot Program: The implementation of the Mechanism will begin
January 1, 2007, whereupon deferred revenue entries would begin being recorded for that
month. The proposed term of the Mechanism is 2 years and 6 months for the recording
of deferred revenue (January 2007 — June 2009). However, the proposed amortization
period would be three years, beginning on November 1, 2007 and ending on October 31,
2010.

B. Application _of the Mechanism: The Mechanism would apply only to
customers under the Company’s natural gas Schedule 101.

C. Calculation of Monthly Deferral Amount: Following the end of each

month, the actual volume of weather-corrected therm sales for the calendar month
(Current Therm Sales) will be determined and compared with the weather-corrected
therm sales for the corresponding month from 2004 (Base Therm Sales), the Company’s

most recent test year.

(1)  Adjustment for New Customer Usage — Prior to weather-correcting

actual therm sales for the month, an adjustment will be made to remove the usage

associated with new customers added since the corresponding month of the test
year. 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. The actual usage for new customers will be subtracted from the

total current month usage.

3
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(2) Adjustment to Weather-Correct New Usage - Following the

subtraction of usage for new customers, the net current month usage will be
weather-corrected. The coefficients (usage per degree-day per customer) used to
determine the weather adjustment will be the same as those used in the test year,

thereby providing a true comparison of the usage between the two periods.

(3.) Comparison of Usage Between Current Month and Test Year —

Following the adjustments for new customer usage and weather, the net Current
Therm Sales for the month will be compared with the Base Therm Sales to
determine the difference in therm sales. This comparison captures the effect of
conservation and price elasticity for “existing” customers since the cofresponding
month of the test year.

(4)  Over/Under-Recovery of Margin Resulting From Usage

Differences — The difference in usage will then be multiplied by the approved

margin rate for Schedule 101 (sales rate less purchased gas cost per therm) to

calculate the fixed distribution costs that are either under-recovered or over-.

recovered, as compared to the test year.

(5.) Ninety Percent (90%) of Margin Difference Deferred — Ninety

percent (90%) of the margin difference, either positive or negative, will be

deferred and recorded in a separate account for later recovery (or rebate).

(6.) Effect of Intervening General Rate Case - If the Company files a

natural gas general rate filing and the Commission issues its Order in that filing
prior to June 30, 2009, the Base Therm Sales and margins resulting from that

filing will be used in the Monthly Revenue Deferral Calculation for the remaining

4
Page 4 of 16

E-29



Exhibit 3 Docket 060518 Settlement Agreement

months of the pilot term. Any weather adjustment approved in that filing would
be used for determining the Base Therm Sales and Current Therm Sales. The
authorized rate of return in that filing would be used for the prospective

application of the earnings test, as set forth below in Section E.(1.).

D. Rate Adjustments Coincident with Annual PGA: The monthly deferred

revenue will be accumulated through June of each year during the term of the
Mechanism. If the Mechanism is approved to be effective January 1, 2007, the Company
will accumulate the monthly deferred revenue for January through June 2007. It will
then file a request to implement a rate adjustment, coincident with the 2007 PGA rate
adjustment, to amortize that deferred balance over a twelve-month period, subject to the
“earnings” and “DSM” tests described below. For each of the two successive years, the
Company will accumulate the deferred revenue for each July-June period, and file a
request on or before September 1 to‘implement the appropriate rate adjustment coincident
with the annual PGA. Interest would be accrued on the deferred balance at the same rate
applied to the Company’s PGA deferral account.

E. Deferred Revenue Recovery Subject to Earnings and DSM Tests: The
level of deferred revenue recovery will be subject to (a) an annual earnings test, and (b) a
 DSMtest. The tests will be caloulated independently and the test resulting in the Jowest
surcharge amount would be used.

(1.)  Application of Earnings Test - The “earnings-test” will be based on
the Company’s annual “Commission-basis” operating results, which are filed with
the Commission by April 30 for the previous calendar year results. If the
Commission-basis rate of return for the Company’s Washington gas operations

exceeds 9.11%, it would reduce the amount of the proposed surcharge (amount

5
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transferred to the balancing account) to bring the rate of return down to 9.11%.
(The authorized rate of return of 9.11% is derived from the Commission’s Order
No. 05 in Docket No. UG-050483.) If removing the entire deferred revenue
amount from the Commission-basis results does not reduce the rate of return to
9.11%, no surcharge would be implemented. Where the amount of the surcharge
is reduced as a result of the earnings test, the amount of deferred revenue
remaining (not recovered through the surcharge) will be carried forward and used
to offset future deferrals that would otherwise be recorded, rather than written off
the Company’s books. (See Attachment 1 for illustration of Earnings Test)

(2.)  Application of DSM Test — The “DSM test” relates to the

Company achieving pre-established natural gas DSM target savings during the

prior year. The Company’s 2006 Integrated Resource Plan (IRP) sets forth a

natural gas (Washington & Idaho) target savings level of 1,062,000 therms for
each of the calendar years 2006 and 2007." This target savings level for each year
will be used for determining the level of the 2007 and 2008 surcharges; the target
savings level included in the Company’s 2008 IRP will be used for the 2009
surcharge. The Company will file its 2008 gas DSM goal as a tariff revision to its

decoupllng tariff, which will provide an opportunity for review and comment

from all mterested partles The followmg table shows the level of the surcharge
(as a percentage of the margin difference between the current year and the test
year) based on the actual gas DSM savings compared to the pre-established IRP

target:

" The expected cost to achieve thls savmgs target is $2.5 million for 2006 and $3
million for 2007.

6
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Actual vs Target DSM Savings Surcharge vs Margin Difference
<70% - 0%
> 70% and <80% - 60%
> 80% and < 90% 70%
> 90% and < 100% 80%
>100% 90% (amount deferred)

If less than 70% of the target savings are achieved, the surcharge amount will be
Zero. .DSM savings achieved between.70% and 100% of the target will result in
the corresponding surcharge level shown in the above table. Any deferred
revenue that cannot be recovered through a surcharge as a result of not meeting at
least 100% of the DSM target will be carried foﬁard and used to offset future
. deferrals that would otherwise be recorded. (See Attachment 2 for illustration of

DSM Test)

retain an independent third party to audit the results of DSM savings reported for
decoupling purposes. This independent auditor will be chosen through an “RFP” process
reviewed and approved by the parties to this Settlement Agreement. The scope of the
audit will include an appropriate sampling of projects to verify the work completed, the
savings recorded, and a review of the engineering estimates used to estimate the saviﬁgs.
7_
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The cost of the audit will be funded through DSM tariff rider funds and will not exceed
$35,000 per year. (The Company will change the present method of recognizing DSM
savings for decoupling reporting purposes to one where all savings associated with a
project are recognized at the time the entire project is completed in order to reduce the
cost of the audit, and for purposes of applying the DSM test in Section E.(2) above.)

G. Annual Two Percent (2%) Rate Change Limitation: After applying the

“earnings” and “DSM” tests, the amount of the rate increase resulting from the

adjustment will 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 6% over the
initial term). The incremental surcharge (percentage) increase will be determined by
subtracting the annual revenue amount recovered by the present surcharge rate from
deferred revenue to be recovered through the proposed surcharge rate, and dividing that
net amount by the total “normalized” revenue for Schedule 101 for the most recent July —
June period. The normalized revenue wduld be determinéd 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% incréase would be implemented and any
excess deferred revenue will remain in the deferred revenue account and could be

recovered the following year, subject to the 2% limitation.

2007, the Company will file a proposed decoupling surcharge (or rebate) based on the
amount of deferred revenue recorded for the prior January through June 2007 period. For
the September 2008 and 2009 filings, the proposed rate adjustment would reflect the total
deferred revenue for an entire year (July-June). The results of the “earnings”, “DSM”

and “2%” tests will be included with the filing and used to determine the amount of the

8
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rate adjustment. A proposed tariff will be included in those filings. A sample tariff for
the decoupling rate édjustment is attached for illustrative purposes as Attachment 3. The
Company presently files its Commission-Basis Earnings report (for the prior year) by
- April 30" and will file its DSM report in acivance of the decoupling filing.

The proposed tariff will reﬂect a rate adjustment that would recover the deferred
revenue amount over a twelve-month period to be implemented coincident with the
Company’s annual PGA. If the rate adjustment is approved by the Commission, the
deferred revenue amount approved for recovery or rebate will be transferred to a
balancing account and the revenue surcharged or rebated during the period will reduce
the deferred revenue in the balancing account. Any deferred revenue remaining in the
balancing account at the end of the year, resulting from over- or under-collection, will be
added to the new revenue deferrals to determine the amount of the proposed surcharge for
the following year.

L. Accounting and Quarterly Reporting for the Mechanism: The Company

will record the deferred revenue in account 186 — Miscellaneous Deferred Debits. The
amount approved for recovery will be transferred into a 182.3 - Regulatory Asset account
for amortization of the surcharge revenue received. On the income statement, the

Company would record both the deferred revenue and the amortization of the deferred

The Company will file a quarterljf report with the Commission showing pertinent
information regarding the Mechanism. This information will include a spreadsheet
showing the monthly revenue deferral calculation for each month of the current deferral
beriod (July — most recent month), as well as the current and historical monthly balance

in the deferral account.

9
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1. Evaluation Plan and Extension of Mechanism: On or before March 31,
2009 (three months prior to the end of the pilot deferral term), tﬁe Company may file a
request to continue the Mechanism beyond its initial term. That filing would include an
evaluation of the Mechanism and any proposed modifications of the Company. Any
party is free to argue that the renewal of the Mechanism is only appropriate in the context
of a general rate case. The Company would bear the burden of demonstrating why the
pilot program should be extended other than in the context of a general rate case.

The Company, Commission Staff, and other interested parties will develop,
through a collaborative process, a draft evaluation plan to be filed with the Commission

no later than December 31, 2007.

IV.EFFECT OF THE SETTLEMENT AGREEMENT AND PROCEDURE

7. Binding on_Parties. The Signing Parties agree to support the terms of the

Settlement Agreement throughout this proceeding, including any appeal, and recommend
that the Commission issue an order adopting the Settlement Agreement contained herein.
The Signing Parties understand that this Settlement Agreement is subject to Commission
approval. The Signing Parties agree that this Settlement Agreement represents a

compromise in the positions of the Signing Parties. As such, conduct, statements and

documents disclosed in the negotiation of this Settlement Agreement shall not be

admissible evidence in this or any other proceeding.

8. Integrated Terms of Settlement. The Signing Parties have negotiated this

Settlement Agreement as an integrated document. Accordingly, the Signing Parties

recommend that the Commission adopt this Settlement Agreement in its entirety. Each

10
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Signing Party has participated in the drafting of this Settlement Agreement, so it should
not be construed in favor of, or against, any particular Party.

9. Procedure. The Signing Parties shall cooperate in submitting this Settlement
Agreement promptly to the Commission for acceptance. The Signing Parties shall make
available a witness or representative in support of this Settlement Agreement. The
Signing Parties agree to cooperate, in good faith, in the development of such other
information as may be necessary to support and explain the basis of this Settlement
Agreement and to supplement the record accordingly.

The Signing Parties agree to stipulate into evidence the prefiled direct testimony
and exhibits of the Company, together with such evidence in support of the Agreement as
may be offered at the time of the hearing' on the Settlement. If the Commission rejects all
or any material portion of this Settlement Agreement, or adds additional material
conditions, each 'Signing Party reserves the right, upon written notice to the Commission
and all parties to this proceeding within seven (7) days of the date of the Commission’s
Order, to withdraw from the Settlement Agreement. If any Signing Party exercises its
right of withdrawal, this Settlement Agreement shall be void and of no effect, and the
Signing Parties will support a joint motion for an expedited procedural schedule to

address the issues that would otherwise have been settled herein.

10.  No Precedent. The Signing Parties enter into this Settlement Agreement to avoid

further expense, uncertainty, and delay. By executing this Settlement Agreement, no
Signing Party shall be deemed to have accepted or consented to the facts, principles,
methods or theories employed in arriving at the Settlement Agreement, and except to the

extent expressly set forth in the Settlement Agreement no Signing Party shall be deemed
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to have agreed that such a Settlement Agreement is appropriate for resolving any issues
in any other proceeding.

11 Public Interest. The Signing Parties agree that this Settlement Agreement is in the
public interest and results in rates which are fair, just, reasonable and sufficient.

12.  Execution. This Settlement Agreement may be executed by the Signing Parties in

several counterparts and as executed shall constitute one agreement.

12 _
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Entered into this 27 day of October, 2006

Company:

Staff:

~ The NW Enerpy Coalition

Northwest Industrial
Gas Users

By:W/{/“‘"’
—

David J. Meyer
VP, Chief Counsel for Reguiatory and
Governmental Affairs

By:

Gregory J. Trautman
Assistant Attorney General
Counsel for Commission Staff

By:

Nancy Glaser
The NW Energy Coalition

By:

Edward A. Finklea
Cable, Huston, Benedict, Haagenson &
Lloyd, LLP :

7002/002
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Entered into this Q 27?;;& October, 2006

Company: By:

David J. Meyer
VP, Chief Counsel for Regulatory and
Governmental Affairs

Staff:

Assistant Attorney General
Counsel for Commission Staff

The NW Energy Coalition  By:

Nancy Glaser

The NW Energy Coalition
Northwest Industrial
Gas Users By:

Edward A. Finklea
Cable, Huston, Benedict, Haagenson &
Lloyd, LLP
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Entered into this day of October, 2006

Company: By:
David J. Meyer
VP, Chief Counsel for Regulatory and
Governmental Affairs

Staff: By:
Gregory J. Trautman
Assistant Attorney General
Counsel for Commission Staff

Nancy
The NW

The NW Energy Coalition By: VZ :gé/h‘("\,
lader
' gy

Coalition

Gas Users By:
Edward A. Finklea

Cable, Huston, Benedict, Haagenson &
Lioyd, LLP
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Entered into this &_J7h_day of October, 2006

Company:

The NW Encrey Coalition

Northwest Industrial
Gas Uscrs

By:

David 1. Meyer
VP, Chicf Counsel for Reuulatory and
sovernmental Alfairs

By:

-Gregory ) Travtman
Assistart Allomey General
Counsel for Commission Stafl

By:
Nancy Glascer
The NW Energy Coalition

_ milea
Fdward A. Finklea :
Cable, Huston, Benediet, Haagenson &
Lloyd, LLP
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