BEFORE THE DEPARTMENT
OF PUBLI C SERVI CE REGULATI ON
OF THE STATE OF MONTANA

NOTI CE OF PUBLI C HEARI NG
ON PROPGSED ADCPTI ON

In the Matter of the Proposed
Adoption of Rules | — XV
Pertaining to Default
Electricity Supply Procurenent
Gui del i nes

N N’ N N

TGO Al Concerned Persons

1. On January 7, 2003, at 1:30 p.m, a public hearing wll
be held in the Bollinger Room Public Service Comm ssion (PSC)
of fices, 1701 Prospect Avenue, Hel ena, Mntana, to consider the
adoption of new Rules I - XVI.

2. The PSC wi ||l nake reasonabl e accommodati ons for persons
with disabilities who wish to participate in this public hearing
or need an alternative accessible format of this notice. |If you
requi re an accommodati on contact the PSC no later than 5:00 p. m
on January 3, 2003, to advise us of the nature of the
acconmodati on that you need. Please contact Rhonda Simmons, PSC
Secretary, 1701 Prospect Avenue, P.O Box 202601, Helena,
Mont ana 59620- 2601, tel ephone nunber (406) 444-6170, TTD nunber
(406) 444-6199, fax nunber (406) 444-7618, email rsimMmons@
state. nt. us.

3. The proposed new rul es provide as follows:
RULE | | NTRODUCTI ON AND APPLICABILITY (1) These guide-

I ines provide policy guidance to default supply utilities (DSU)
on long-term default electric supply resource planning and

procur enent . The guidelines do not inpose on DSUs specific
resource procurement processes nor mandate particul ar resource
acqui sitions. Instead, the guidelines describe a process

framework for considering resource needs and suggest optina
ways of neeting those needs. Electric default supply resource
decisions affect the public interest. A DSU can better serve
the public interest if it involves the public in the portfolio
pl anni ng process. The DSU nust wultinmately make electric
resource acquisition decisions based on economcs, reliability,
managenent expertise and sound judgnent, although managenent
shoul d consi der these guidelines and public input.

(2) A DSU should thoroughly docunent its default supply
portfolio planning processes, resource procurenent processes and
managenent decision-making so that it can fully denonstrate to
t he comm ssion and stakehol ders the prudence of default supply-
rel ated costs. A DSU should routinely comrunicate with the
conm ssi on and stakehol ders regardi ng on-going default supply
portfolio planning and resource procurenent activities.

(3) These guidelines will provide the basis for conm ssion
review and consideration of the prudence of a DSU s default
supply resource planning and procurenent actions. As such, the
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gui del i nes shoul d assist DSUs in maki ng prudent decisions and in
fully recovering default supply-related costs. Successf ul
application of the guidelines wll require a conmtnent fromthe
conm ssi on, DSUs and stakehol ders to honor the spirit and intent
of the guidelines.

(4) These guidelines are applicable to any public utility
designated by the comnm ssion or Mntana |law as the default
supplier of electricity to retail custonmers in its distribution
service territory. These guidelines do not apply to public
utilities that are not required to restructure pursuant to
Title 69, chapter 8, MCA

(5) These guidelines supercede the comm ssion’s electric
| east cost planning rules (ARM 38.5.2001 through 38.5.2012)
solely with respect to a DSU s default supply resource planning
and procurenent functions.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE |1  DEFINITIONS For the purpose of this subchapter,
the followi ng definitions are applicable:

(1) "Default supply costs" neans the actual electricity
supply costs of providing default supply service, including but
not limted to: capacity costs, energy costs, fuel costs,
ancillary service costs, demand nmanagenent and energy efficiency
costs, transmi ssion costs (including congestion and | osses),
billing costs, planning and adm nistrative costs, and any ot her
costs directly related to the purchase of electricity,
managenent of default electricity supply costs and provision of
default supply and rel ated servi ces.

(2) "Default supply resource" neans:

(a) a wholesale power transaction, including bilatera
contracts, however structured, and spot energy purchases;

(b) a demand nmanagenent activity, including energy
efficiency and conservation prograns, |oad control prograns and
pricing nmechani sns; or

(c) a conbination of wholesale power transactions and
demand managenent activities.

(3) "Default supply utility or DSU" neans a distribution
servi ces provider regul ated by the conm ssion.

(4) "Environnentally responsi bl e" nmeans explicitly
recogni zing and incorporating into default supply portfolio
pl anni ng, managenent and procurenent processes and deci sion-
maki ng the policy of the state of Montana to encourage utilities
to acquire resources in a manner that will help ensure a clean,
heal thful, safe and econom cal |y productive environnent.

(5) "External costs" neans costs incurred by society but
not incorporated directly into electricity production and
delivery activities, or retail prices for electricity services
directly paid by consuners.

(6) "Long-terni neans a tinme period at |east as long as
DSU s pl anni ng hori zon. Long-term shoul d al so be considered
that tinme period in which a DSU can reasonably expect to provide
defaul t servi ce.
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(7) "Planning horizon" neans the | onger of:

(a) the longest remaining contract termin a DSU s current
default portfolio; or

(b) the longest contract term being considered for a new
resource acquisition, but at |east 10 years.

(8 "Rate stability" means mininmal price variation, both
mont h-to-nonth and year-to-year, and mninmal price inflation
over tinme.

(9) "Stakehol der” means a nenber of the public
(i ndividual, corporation, organization, group, etc.) who may
have a special interest in, or nmay be especially affected by,
t hese rul es.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE 111 GOALS (1) The goals of these default supply
resource planning and procurenent guidelines are to:

(a) facilitate a DSU s provision of adequate and reliable
default electricity supply services, stably and reasonably
priced, at the lowest long-termtotal cost;

(b) pronote economc efficiency and environnental
responsi bility;

(c) facilitate a DSU s on-going financial health;

(d) facilitate a process through which a DSU identifies
and cost-effectively manages and mitigates risks related to its
obligation to provide default supply service in a retail choice
envi ronnent ;

(e) foster an environnent in which neaningful retai
custonmer choice and workable conpetition can devel op, where
feasi ble; and

(f) build on the fundamental rate naking relationship
bet ween the conm ssion and the DSU to advance these goal s.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE 1V OBJECTIVES (1) |In order to satisfy its default
supply responsibilities, a DSU should pursue the follow ng
objectives in assenbling and managing an electricity supply
portfolio. The DSU shoul d:

(a) provide default supply custonmers adequate and reliable
default supply services, stably and reasonably priced, at the
| onest |ong-termtotal cost;

(b) design rates for default supply service that pronote
rational, economcally efficient consunption and custoner choice
deci si ons;

(c) assenble and nmaintain a balanced, environnentally
responsi ble portfolio of power supply and denmand-nmanagenent
resources coordinated wth economcally efficient cost
all ocation and rate design that nost efficiently supplies the
daily, weekly and seasonal capacity and energy requirenents of
default supply customers over the planning horizon;
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(d) maintain an optimal mx of power supply sources with
respect to wunderlying fuels, generation technologies and
associ ated environnental inpacts, and a diverse mx of |ong,
medi um and short duration power supply contracts with staggered
start and expiration dates; and

(e) maximze the dissem nation of information to default
custoners regarding the level of emnmssions associated wth
default supply service through item zed |abeling and reporting
of the default supply portfolio s energy products.

(2) These objectives are listed in order of inportance,
but no single objective should be pursued such that others are
i gnor ed. Si mul t aneously achieving these nultiple objectives
will require a balanced approach. A DSU should apply the
recomrendations in [Rules V through XV], in addition to rel evant
conmi ssion orders, to achieve these goals and objectives.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE V. DEFAULT SUPPLY UTILITY SERVI CE RESPONSI BI LI TI ES

(1) A DSU s default service responsibilities are:

(a) to plan and manage its resource portfolio in order to
provide adequate, reliable and efficient annual default
electricity supply services at the Iowest total cost. (During
and after the transition period, sonme custoners that participate
inretail markets will occasionally rely on default service for
count| ess reasons. Retail custoners may subscribe to default
service while they study market supply alternatives. Custoners
may return to default service after their contracts with a

licensed electricity supplier expire wuntil they find new
suppliers. O custoners may beconme pernmanent default service
custonmers if their |licensed conpetitive supplier exits the
mar ket . ) ;

(b) to provide adequate, reliable and efficient |ong-term
default electricity supply services at the |owest total cost.
(Sone retail custoners may subscribe to default supply service
for a very long tinme, perhaps perpetually. Retail markets may
never develop for all custoner segnents, and markets with the
potential to benefit customers will take tinme to mature. Sone
custoners may resist choosing alternative suppliers. Ohers may
have trouble finding nmarket suppliers wlling to serve them
because of poor paynent histories or undesirable consunption
characteristics.); and

(c) to provide all or a substantial anmount of the
energency electricity supply requirenents of retail customers
who have electricity supply service contracts with a |licensed
electricity supplier or marketer that has failed to deliver the
required electricity supply. (A DSUis not required to maintain
a reserve of electricity supply to fulfill its emergency supply
responsi bilities. To the greatest extent practicable, a DSU
shoul d recover the costs of providing energency service fromthe
supplier or marketer that failed to deliver the required
electricity or the customers that directly benefited from the
DSU s provision of energency service. A DSU nust provide
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energency service according to comm ssion-approved tariff
schedul es.)

(2) The DSU nmay establish an optional retail electricity
product conposed of power generated by renewabl e resources. For
purposes of this rule, "renewable resources" neans bionass,
wi nd, solar or geothermal resources.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE VI MODELING AND ANALYSIS (1) A DSU s default supply
portfolio planning, resource procurenent and decision-nmaking
processes should incorporate proven, cost-effective conputer
nodel i ng and rigorous anal yses. A DSU shoul d use nodeling and
anal yses to:

(a) evaluate and quantify probable default supply | oad
characteristics, including trends in |oad shapes, |oad grow h,
| oad mgration to choice and price elasticity of denmand;

(b) evaluate the potential effect of various rate designs
and demand managenent nethods on future |oads and resource
needs;

(c) evaluate and quantify projected portfolio resource
requi renents over the planning horizon;

(d) develop conpetitive resource solicitations, including
associ ated bid evaluation and selection criteria;

(e) develop nethods for weighting resource attributes and
ranking bid offers. Resource attributes may include, but are
not necessarily limted to:

(i) underlying fuel source and associated price volatility
and risk, including risks related to future regulatory
constraints on environnmental em ssions such as carbon di oxi de,
sul fur dioxide, nitrogen oxides and mercury;

(ii) contributions to achieving the |owest, |ong-term
portfolio cost;
(iii) total life cycle resource costs;

(1v) contributions to achieving optimal resource diversity;

(v) external costs related to environnental em ssions and
i ntrusions;

(vi) direct or indirect transm ssion costs and/or benefits;

(vii) project feasibility, including engineering, devel op-
ment and financi ng;

(viii) resource availability, reliability and dispatch-
ability;

(i x) supplier/devel oper creditworthiness; and

(x) supplier/devel oper experience;

(f) evaluate the performance of alternative resources
under various | oads and resource conbinations through:

(i) scenario anal yses;

(i1) portfolio anal yses;

(ii1) sensitivity analyses; and

(iv) risk anal yses;

(g) help the DSU s managers inject prudent and inforned
judgments into the portfolio planning and resource acquisition
pr ocess;
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(h) optimze the mx of portfolio resources in the context
of the goals and objectives of these guidelines; and

(1) neet the DSU s burden of proof in prudence and cost
recovery filings before the conmm ssion.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE VII RESOURCE NEEDS ASSESSMENT (1) Before soliciting
new nulti-year whol esale power contracts for inclusion in the
default supply portfolio, a DSU should evaluate its existing
default supply resource portfolio and anal yze future resource
needs in the context of the goals and objectives of these
guidelines. A DSU should use an annual planning horizon that
covers the | onger of:

(a) the longest remaining contract termin its portfolio;

or

(b) the longest contract term the DSU would consider
signing, based on the analyses described in these guidelines.
(An annual planning horizon of at |east 10 years is reasonable.)

(2) A DSUs default supply portfolio resource needs
assessnent shoul d incl ude:

(a) analyses of default customer |oads including base
| oad, internmediate l|oad, peak l|load and ancillary service
requi renents, seasonal and daily |oad shapes and variability,
t he nunber and type of default custoners, |oad growmh, trends in
custoner choice and retail markets, technology that may lead to
substitutes for grid-based electricity service and price
el asticity of demand;

(b) an assessnent of the types of resources that are
avai lable and could contribute to neeting portfolio needs,
including denmand-side resources, suppl y-side resources,
di stributed resources, and rate design inprovenents;

(c) an assessnent of the types of electricity products
that could contribute to neeting portfolio needs including base
| oad, heavy | oad, peak, dispatchable, curtail able, assignable,
firm full requirenments, load follow ng, unit contingent, slice
of the system (fixed percentage of hourly system | oad
requi renents), and ot hers;

(d) an assessnent of the resource diversity of the
existing portfolio wth respect to generation fuel and
generation technology (e.g., conventional coal, clean coal,
hydro, natural gas conbined cycle, natural gas sinple cycle,
wind, fuel <cell, etc.) in the context of the goals and
obj ectives of these guidelines; and

(e) an assessment of the flexibility of the existing
portfolio wth respect to generation resources, denmand-
managenent resources, electricity products, contract |engths,
contract terns and conditions.

[ The conm ssion proposes to include in these rules either
Rule MI(3) and (4) - Aternative A or Rule VIl -
Al ternative B]
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[ ALTERNATI VE A

(3) A DSUs resource needs assessnent should include
anal yses of how cost allocation and rate design decisions m ght
i mpact future | oads and resource needs. A DSU s cost allocation
and rate design practices should support and conplenent the
goal s and objectives of these guidelines. A DSU should eval uate
and consider the following itens when assessing its resource
needs and devel opi ng cost allocation and rate design proposals:

(a) the ability of opportunity cost-based prices to
i ncrease econom c efficiency;

(b) <cost allocation anmong custonmer segnents and services
based on cost causati on;

(c) ~custonmer desire for long-term rate stability and
under st andabl e price structures;

(d) costs and benefits of inplenenting various rate
types/structures, including:

(1) time-of-use;

(11) seasonal

(ii1) bl ocked;

(iv) tiered;

(v) conm tnent-based; and

(vi) other structures as may be reasonable and consi stent
with the goals and objectives of these guidelines;

(e) the potential for retail denmand-response to cost-
effectively enhance econom c efficiency and pronote the other
goal s and objectives of these guidelines; and

(f) the potential for direct l|load control to cost-
effectively contribute to retail demand response.

(4 A DSU nust ensure that all default supply-related
costs are recovered through default supply service prices, not
in transm ssion or distribution service prices. An analysis of
the sources of default supply costs m ght support the recovery
of sone costs through non-bypassabl e prices.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

[ ALTERNATI VE B]

RULE VI11 COST ALLOCATI ON AND RATE DESIGN (1) A DSU s
cost allocation and rate design practices should support and
conpl enment the goals and objectives of these guidelines. A DSU
shoul d eval uate and consider the follow ng itens when allocating
costs and designing rates:

(a) the ability of opportunity cost-based prices to
i ncrease econom c efficiency;

(b) <cost allocation anong custonmer segnments and services
based on cost causati on;

(c) ~custonmer desire for long-term rate stability and
under st andabl e price structures;

(d) costs and benefits of inplenmenting various rate
types/ structures, including:

(1) time-of-use;
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(1i1) seasonal

(ii1) bl ocked;

(iv) tiered;

(v) conm tnent-based; and

(vi) other structures as may be reasonable and consi stent
with the goals and objectives of these guidelines;

(e) the potential for retail demand-response to cost-
effectively enhance econom c efficiency and pronote the other
goal s and obj ectives of these guidelines; and

(f) the potential for direct l|load control to cost-
effectively contribute to retail demand response.

(2) A DSU nust ensure that all default supply-related
costs are recovered through default supply service prices, not
in transm ssion or distribution service prices. An analysis of
the sources of default supply costs m ght support the recovery
of sone costs through non-bypassabl e prices.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE I X RESOURCE ACQUISITION (1) A DSU should apply
industry accepted procurenent practices to acquire default
supply resources. The conm ssion cannot prescribe in advance
the precise industry accepted practices a DSU nust apply since
industry accepted practices vary depending on context and
ci rcunst ances. CGenerally, an industry accepted approach to
resour ce procurenent shoul d enconpass the foll ow ng basic steps:

(a) explore a wide variety of alternative supply and
demand resources, products and prices;

(b) collect proposals fromvarious parties offering supply
and demand resources and products;

(c) analyze the proposals or offers with respect to price
and non-price factors in the context of the goals and objectives
of these guidelines;

(d) select the best proposals and devel op a short-1list;

(e) negotiate the best contract; and
(f) anticipate changing circunstances and remain flexible.
(2) Al though these basic steps could be achi eved through a
variety of methods, a DSU should use conpetitive solicitations
with short-list negotiations as a preferred nmethod of procuring
default supply resources. A DSU should design requests for
proposal s based on its resource needs assessnent. Conpetitive
solicitations should treat bidders fairly, pronote transparency
in a DSUs default supply portfolio planning and resource
procurenent processes and contribute to achieving the goals and
objectives of these guidelines. A DSU s resource acquisition
process should conformto the follow ng principles:

(a) A DSU should clearly define the resources, products
and services it needs, including any predetermned price to
beat, before issuing a resource solicitation and clearly
communi cate these needs to potential bidders in the request(s)
for proposals. Miltiple solicitations and/or solicitations for
mul ti ple resources, products and services may be necessary to
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obtain information sufficient for prudent analyses and deci sion-
maki ng;

(b) A DSU should establish bid evaluation and bidder
qgqual ification standards and criteria it will use to select from
anong offers before issuing a resource solicitation and clearly
comuni cate these standards and criteria to potential bidders in
t he request for proposals. Once bids are received, a DSU shoul d
apply its bid evaluation and bidder qualification standards and
criteria firmy and consistently. A DSU should develop a
systematic rating nechanismthat allows it to objectively rank
bids with respect to price and nonprice attributes;

(c) A DSU should establish a short-list of offers from
bi dders with which the DSU wi || pursue contract negotiations. A
DSU shoul d conpl ete due diligence regarding bid qualifications,
bi dder credit worthiness and experience and project feasibility
before selecting an offer for the short-list. A DSU should not
indicate to a bidder that its offer is being considered for the
short-list while performng initial due diligence;

(d) If, in evaluating offers, a DSU determnes that a
previously unidentified resource attribute should be considered
in the bid evaluation, or that additional evaluation criteria
shoul d be used, all bidders should be given an opportunity to
suppl enment their offering to address the DSU s desire for the
new attribute or the new criteria. The DSU should attenpt to
m ni mze such occurrences;

(e) A DSU should not "flip" default supply contracts.
That is, contracts should not be reassigned or secured by an
additional third party(ies) after the original bid activity;

(f) During conpetitive solicitation and resource
acquisition processes a DSU should not publicly disclose
specific information related to particular bids, including
price, before the DSU conpletes its resource acquisition process
and has signed contracts with the sel ected bidder(s);

(g) An independent third party should review the contract
terms and conditions in any power purchase agreenent between a
DSU and an affiliate before the DSU signs the agreenment. A DSU
should consult with its advisory commttee before selecting the
i ndependent third party and should evaluate the third party’s
findings wwth the advisory conmttee; and

(h) A DSU should not provide any information to an
affiliate with respect to the DSU s resource needs assessnent,
eval uation criteria, bi dder qualification «criteria, due
diligence or any other relevant resource procurenent information
unl ess such information is sinultaneously provided to all other
prospective bidders.

(3) To the extent a DSU does not wuse conpetitive
solicitations to acquire default supply resources it should
t hor oughly docunment the exercise of its judgnent in eval uating
and selecting resource options, including the decision not to
use conpetitive solicitations.

(4) Use of conpetitive solicitations as the preferred
met hod for procuring default supply resources nmay not adequately
achieve the goals and objectives of these guidelines wth
respect to demand-side resources. A DSU shoul d design prograns
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-10-

and associated nmarketing and verification neasures, as
necessary, to ensure that its procurenent of demand-side
resources is optimzed in the context of the goals and
obj ectives of these guidelines.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE X. DEMAND- SIDE RESOURCES (1) Energy efficiency and
conservation neasures can effectively contribute to serving
total default electricity load requirenments at the | owest |ong-
termtotal cost. A DSU should devel op a conprehensive inventory
of all potentially cost-effective demand-side resources
available in its service area and optim ze the acquisition of
demand- si de resources over its planning horizon.

(2) A DSU should evaluate the cost-effectiveness of
demand-side resources and prograns based on its long-term
avoi dabl e costs. Cost-effectiveness eval uati ons of demand-side
resources should enconpass avoidable electricity supply,
transm ssion and distribution costs.

(3) A DSU should strive to achieve steady, sustainable
investnments in cost-effective, |ong-term denmand-side resource
targets. A DSU s investnent in demand-side resources should be
coordinated with and conplenment its universal system benefits
activities.

(4) Prudently incurred costs related to procuring demand-
side resources are fully recoverable in rates. The conm ssion
wi || evaluate the prudence with which demand-side resources are
procured, including resources acquired through prograns, sub-
contractors, and conpetitive solicitations consistent wth
eval uati ons of supply-side resources.

(5) A DSU s devel opnent of demand-side resources should
include an exam nation of innovative nethods to address cost
recovery issues related to demand-side resource investnments and
expenses, including undesirable effects on revenues related to
t he provision of transm ssion and distribution services.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE Xl RI SK MANAGEMENT AND M TI GATI ON (1) Pr udent
default supply resource planning and procurenent includes
eval uating, managing and mtigating risks associated with the
i nherent uncertainty of electricity supply markets and defaul t
supply load characteristics. A DSU should identify and anal yze
sources of risk using its own techni ques and judgnment. Sources
of risk may include, but are not limted to:

Under | yi ng Price Load
Ri sk Uncertainty Uncertainty
Fact or Ri sk Ri sk
(a) Fuel prices and price volatility X X
(b) Environnental regulations & taxes X X
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(c) Default supply rates X
(d) Conpetitive suppliers’ prices X
(e) Transmi ssion constraints X

(f) Weat her X X
(g) Supplier capabilities X X
(h) Supplier creditworthiness X

(i) Contract ternms and conditions X X
(2) A DSU s strategy for managing and mtigating risks

associated with the identified risk factors should be devel oped
in the context of the goals and objectives of these guidelines
and include an evaluation of relevant opportunity costs.

(3) A DSU should nmanage and mitigate risk through adequate
utility staffing and technical resources (e.g., conputer
nodel ing), diversity (fuels, technology, contract terns), and
conti ngency pl anni ng.

(4) A DSU shoul d use cost-effective resource planning and
acqui sition techniques to nanage and mtigate risks associ ated

with the above identified risk factors, including, but not
[imted to:

(a) nodeling and analyzing the relative risks of
alternative resources, individually and integrated with all

portfolio resources;

(b) acquiring resources whi ch enhance schedul i ng
flexibility;

(c) acquiring an optimal mx of small, short lead-tine
resources that better match | oad requirenents;

(d) diversifying the resource portfolio to acconmpdate a
broad range of future outcones; and

(e) mintaining a transparent planning and procurenent
process (i.e., one which produces resource plans that can be
reasonabl y understood by the public and the conm ssion.)

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE XI1 TRANSPARENCY AND DOCUMENTATION (1) A DSU should
t hor oughl y docunent the exercise of its judgnent in inplenenting
all aspects of the guidelines, including any deviations fromthe
framework set forth in these guidelines.

(2) A DSU nust procure and nmanage a portfolio of power
purchase contracts and demand resources to serve the full | oad
requirenents of its default supply custoners. The conmm ssion
must allow a DSU to recover through default supply rates all
costs it prudently incurs to performthis function. Wether the
costs a DSU incurs are prudent is, in part, directly related to
whether its resource procurenent process was conducted
prudently. It is vital that a DSU docunent its default supply
portfolio planning, managenent and procurenent activities to
justify the prudence of its resource procurenent decisions. The
better a DSU docunents the steps involved in its resource
procurenent process and explains how and why decisions were
made, the easier it is to satisfy its burden of proof. Wen a
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DSU requests cost recovery related to the procurenent of new
power purchase contracts it shoul d:

(a) docunent and explain all due diligence regarding the
qualification of bidders and resource offers, including why
selected bidders were sufficiently qualified financially and
technically to warrant further evaluation of the offer based on
t he resource needs assessnent;

(b) list and describe all resource attributes considered
in evaluating resource alternatives and how the attributes are
rel evant to the evaluation of potential resources based on the
resource needs assessnent;

(c) explain how the identified resource attributes were
wei ghted as part of the resource evaluation and discuss the
trade-offs between alternative resources that have different
attri butes and vari ous wei ghts;

(d) docunent and explain the wuse of the ranking
nmet hodol ogy and decision criteria used to evaluate resource
alternatives

(e) docunent and explain conmputer nodeling and anal ysis
designed to assess how various potential resources fit wth
exi sting resources and contribute to optimzing the overall
portfolio;

(f) document relevant industry practices observed in other
utilities in the western electricity coordinating counci
regarding portfolio design, to the extent such practices form
the basis for a DSU s deci si ons;

(g) docunent and explain how and when managenent injected
its judgnment onto analyses of resource alternatives, final
selection and contract negotiations, and the inpact of
managenent judgnent; and

(h) docunent the discussion and recommendations of the
DSU s advi sory comm ttee.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE X1 AFFI LI ATE TRANSACTIONS (1) The comm ssion
subj ects transactions between a DSU and any of its corporate
affiliates to close scrutiny. A DSU should not acquire

resources involving affiliate transactions except through
conpetitive solicitations that are consistent wth these
gui del i nes. DSUs should sufficiently denonstrate through
transparent, docunented nodeling, analysis and judgnent that any
resource acquired from an affiliate <corresponds to a
predeterm ned portfolio need.

(2) To the extent a DSU procures resources involving
affiliate transactions it should respond to the follow ng
primary regul atory concerns:

(a) A DSU should denonstrate that it has not subordi nated
its default supply obligations in favor of an affiliate
corporate entity;

(b) The burden of proof is on a DSU to denonstrate that
costs it incurs through any affiliate transactions are just and
reasonable and in the public interest and, as such, are
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recoverable through regulated rates. Since affiliate
transactions could be conducted on a I|ess-than-arns-|ength
basis, leaving room for gamng, self dealing and certain
subsidies, the comm ssion will subject these transactions to

greater scrutiny to reasonably protect ratepayers served under
regul ated rates fromharm This higher |evel of protection is
referred to as the "no harm to ratepayer"” standard. Thi s
standard has evolved over time from |long standing regulatory
practices and policies that require affiliated transactions to
be fair, reasonable and in the public interest before the
associ ated costs are recoverable through rates. In keeping with
the "no harmto ratepayer" standard, the comm ssion wll judge
t he reasonabl eness of affiliate transactions-related costs in
relation to the lower of cost or market. For purposes of this
rule, cost, by definition, is the applicable regulated cost
structure, including a return on the capital invested, to
provide the relevant affiliated services;

(c) A DSU nust reasonably assure that costs and revenues
are accurately and properly segregated between regul ated and
non-regul ated affiliated entities in order to protect captive
custoners served under regul ated rates, and avoid subsidies to,
and excess charges by, non-regul ated affili ates;

(d) The "no harmto ratepayer" standard requires that the
books of account and related records of any affiliate
transacting business with the DSU nust be available for audit
and revi ew purposes. A DSU should inpute the estimted costs of
necessary audit activity into affiliate resource costs when
eval uating resource alternatives according to these guidelines.
As reasonabl e and necessary and when | awful, the conm ssion wll
pr ot ect affiliate i nformation t hr ough confidentiality
agr eenent s;

(e) In order to provide for ongoing regulatory review, a
DSU should separately report on its on-going affiliated
transactions and relationships in the context of the issues
identified in this rule. Such reporting should be sufficient to
allow the conmssion to adequately nonitor whether on-going
affiliate transactions-related costs are prudent and, therefore,
recoverabl e through regul ated rates; and

(f) A DSU nust inmplenent a code of conduct to guide
managenent and ot her enpl oyees regardi ng standards for day-to-
day business activities with affiliates and to guard agai nst
sel f-dealing, gam ng and resulting subsidies.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE XIV STAKEHOLDER INPUT (1) A DSU should maintain a
br oad- based advisory commttee to review, evaluate and nake
recomrendati ons on technical, econom c and policy issues rel ated
to a DSU s default supply portfolio managenent and resource
procurenment process. Miintaining an effective advisory conmttee
could involve funding certain nenber participation. A DSU
shoul d also facilitate processes that provide opportunities for
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a broader array of stakeholders to comment. Such processes
coul d incl ude:

(a) public neetings;

(b) custoner surveys (large and small custoners); and

(c) other processes that may provide a DSU information
about public opinion on resource procurenment matters.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE XV DEFAULT SUPPLY RESOQURCE PLANNI NG AND PROCUREMENT
FILINGS (1) As necessary, a DSU s cost tracking filings should
include the information, analyses and docunentati on recomended
in these guidelines to support its request for cost recovery
related to default supply resource additions or changes.

(2) A DSU s annual cost tracking filing should docunent
the status of on-going default supply portfolio planning,
managenent and resource procurenent activities and include
rolling three-year action plans. Action plans should include a
di scussion of activities involving transm ssion and distribution
functions and services.

(3) The conmssion may inmplenent a DSU s annual cost
recovery request on an interim basis, subject to retroactive
adjustnment, to allow adequate tinme to process such requests and
render a final order.

AUTH:  69-8-403, MCA
| MP:  69-8-403, MCA

RULE XVI REWARD FOR SUCCESSFUL DEFAULT SUPPLY SERVI CE

(1) The commssion will evaluate a DSU s performance in
provi ding default service pursuant to the goals and objectives
of these guidelines and may reward the DSU for superior
performance at a | evel comensurate with such performance.

AUTH:  69-8-403, MCA
| MP:  69-8-201, 69-8-210 and 69-8-403, MCA

4. The conmm ssion may designate a public utility or
distribution services provider as a default supplier of
electricity to those persons not served by a conpetitive
supplier of electricity, or those persons who choose to be
served by the public utility. 69-8-201(2), MCA. The conm ssion
has designated a regulated distribution utility (NorthWstern
Energy, f/k/a The Montana Power Conpany) as the default supplier
(DSU) of electricity inits service territory. ARM 38.5.6007.
It is possible that the comm ssion could designate other public
utilities as default suppliers in the future. A default
supplier is responsible for procuring electricity supply to neet
the needs of its custoners. The prudent costs of procurenent
are recoverable in rates. The procurenent of default supply is
a difficult and challenging task for a DSU, involving a risk of
underrecovery of costs on conmm ssion review. These rules are
reasonably necessary to provide a DSU with guidance on the
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procurenent of supply. Follow ng these procurenment guidelines
shoul d reduce the risk of underrecovery to a DSU which wll
benefit the DSU and, ultimtely, DSU custoners.

5. Concerned persons may submit their data, views, or
argunments, either orally or in witing, at the hearing. Witten
data, views, or argunents (original and 10 copies) may al so be
submtted to Legal Division, Public Service Conm ssion, 1701
Prospect Avenue, P.O Box 202601, Helena, Mntana 59620- 2601
and nmust be received no later than January 7, 2003, or may be
submtted to the PSC t hrough the PSC s web-based comment form at
http://psc.state. nt.us/PublicComent/PublicComent.htmno |ater
than January 7, 2003. (PLEASE NOTE: When filing comments
pursuant to this notice please reference "Docket No. L-02.11.5-
RUL. ")

6. The PSC, a conmm ssioner, or a duly appointed presiding
of ficer may preside over and conduct the hearing.

7. The Montana Consuner Counsel, 616 Hel ena Avenue, P.QO
Box 201703, Hel ena, Montana 59620-1703, phone (406) 444-2771, is
avai | abl e and may be contacted to represent consunmer interests
inthis matter.

8. The PSC maintains a |list of persons who wi sh to receive
noti ces of rul emaking actions proposed by the PSC. Persons who
wi sh to have their name added to the list shall make a witten
request which includes the name and mailing address of the
person to receive notices and specifies that the person w shes
to receive notices regarding: electric utilities, providers, and
suppliers; natural gas utilities, providers and suppliers;
tel ecommuni cations wutilities and carriers; water and sewer
utilities; comon carrier pipelines, notor carriers, rail
carriers, and adm nistrative procedures. Such witten request
may be mailed or delivered to Rhonda Sinmmons, Public Service
Conmi ssion, Legal Division, 1701 Prospect Avenue, P.O Box
202601, Hel ena, Mntana 59620- 2601, faxed to Rhonda Simmons at
(406) 444-7618, emailed to rsimmons@tate.nt.us, or may be nade
by conpleting a request form at any rules hearing held by the
PSC.

9. The bill sponsor notice requirenents of 2-4-302, MCA
do not apply.

L R A M 190y

Chairman Reviewed By Robin A. McHuglf

CERTI FI ED TO THE SECRETARY OF STATE NOVEMBER 18, 2002.
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