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EXECUTIVE SUMMARY
BLACK MOUNTAIN GAS COMPANY AND
SEMSTREAM ARIZONA PROPANE, L.L.C.
DOCKET NOS. G-03703A-06-0694 AND G-20471A-06-0694

On October 31, 2006, Black Mountain Gas Company, a subsidiary of Southwest Gas
Corporation and SemStream Arizona Propane, LLC filed a joint application for the approval of
the sale of Black Mountain Gas Company, Page Division’s assets and transfer of its Certificate
of Convenience and Necessity (“CC&N”) to SemStream Arizona Propane, LLC.

Black Mountain Gas Company, Page Division serves approximately 1,530 customers,
consisting of 1,400 customers in the City of Page System and 130 customers in the Greenhaven
System. Its current rates and charges were approved in Decision No. 66101.

SemStream Arizona Propane, LLC is a Delaware Limited Liability Company, located in
Tulsa, Oklahoma. The Company maintains a statutory agent as well as a local address in
Phoenix, Arizona. SemStream Arizona Propane, LLC is a wholly owned subsidiary of
SemStream, L. P., one of the largest wholesale distributors of propane in the industry.
SemStream, L. P. reportedly owns, operates and has access to vast resources, including 10
private propane terminals with a combined throughput in excess of 300 million gallons a year.
Also, SemStream, L. P. has access to excess of 10 million gallons of physical storage. In 2005,
SemStream, L. P. transported 6.8 million gallons of natural gas liquids per day, of which 42%
was propane. SemStream Arizona Propane, LLC states that its parent’s assets and management
expertise would be available to its operations in Arizona. In addition, SemStream Arizona
Propane, LLC would retain the current employees of Black Mountian Gas Company, Page
Division to insure a seamless transition. Thus, the current customers would continue to receive
service from the existing management team, customer service and technical support personnel.
Also, SemStream Arizona Propane, LLC agrees to retain the current rates and charges approved
for Black Mountain Gas Company, Page Division in Decision No. 66101. In summary,
SemStream Arizona Propane, LLC claims that its access to ample resources would enable it to
bargain for the best propane rates, transport and store sufficient quantity to insure supply security
during peak demands. The Applicants contend that this transaction is consistent with the intent
of Decision No. 66101, and that it is in the public interest.

Staff finds that SemStream Arizona Propane, LLC is a fit and proper entity to acquire the
assets of Black Mountain Gas Company, Page Division and retain its CC&N. The Company has
adequate resources and management expertise to operate propane distribution in Arizona. Staff
recommends approval of the sale of Black Mountain Gas Company, Page Division’s assets and
transfer of its CC&N to SemStream Arizona Propane, LLC, subject to the conditions listed in the
recommendation section of this report.
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Background

On October 31, 2006, Black Mountain Gas Company (“Black Mountain” or “Company”)
and SemStream Arizona Propane, LLC (“SemStream Arizona”) filed a joint application
(collectively, “Applicants”) with the Arizona Corporation Commission (“Commission”) for
approval of a proposed sale of the regulated assets of Black Mountain Gas Company, Page
Division (“Page Division”) and transfer of the related Certificate of Convenience and Necessity
(“CC&N™) to SemStream Arizona.

Black Mountain is wholly owned subsidiary of Southwest Gas Corporation (“SWG”). It
is certificated to own and operate propane distribution systems through the Page Division, in and
around the City of Page, Arizona. SWG acquired the common stocks of Black Mountain
pursuant to Decision No. 66101, dated July 25, 2003. The decision approved transfer of Black
Mountain’s natural gas and propane assets as well as the related CC&N to SWG. Black
Mountain states that Decision No. 66101 contemplated that SWG would absorb its natural gas
operation and that the related CC&N would transfer and subsume into SWG’s certificate.
Further, the decision required Black Mountain to retain the CC&N relating to the operation of
propane distribution in the Page Division and remain in existence for a period no longer than 19
months, from the effective date of the decision. The decision intended that Black Mountain
would exist solely for the purpose of operating the Page Division’s propane distribution system,
until such a time that SWG was able to divest the Page Division. Decision No. 66101 ordered
dissolution of Black Mountain as a legal entity and cancellation of its CC&N upon
consummation of a sale of the Page Division. Also, the decision states that in the event that
SWG was unable to divest its Page Division within the stipulated time, it should amend the 2002
filing to indicate that Black Mountain would subsist for the purpose of providing propane service
to its certificated area. On June 24, 2004, SWG filed a report informing the Commission that it
could not dissolve Black Mountain due to its inability to divest the Page Division. SWG claims
that its proposed sale of the Page Division is consistent with the intent of Decision No. 66101.

SemStream Arizona is a Delaware Limited Liability Company located in Tulsa,
Oklahoma, with a statutory agent in Wilmington, Delaware. Also, it maintains a local address
and a statutory agent in Phoenix, Arizona. SemStream Arizona is a wholly owned subsidiary of
SemStream, L.P., one of the largest private propane operators in the industry. SemStream, L. P.
engages in natural gas liquids supply, marketing, propane terminal operations and risk
management services. It reportedly owns and operates 10 private propane terminals with a
combined throughput in excess of 300 million-gallons a year and excess of 10 million gallons of
physical storage. In addition, it has access to over 42 million gallons of storage capacity leased
at various locations in the United States and Canada, as well as a fleet of 450 rail cars. In 2005,
SemStream, L. P. transported 6.8 million gallons of natural gas liquids per day, with propane
accounting for 42% of that volume. SemStream Arizona states that the assets of its parent
company would be available to its operation in Arizona. These resources would enable it to
purchase propane at competitive rates, transport and store adequate quantity to insure supply
security and price stability. Aside from the above assets, SemStream, L. P. claims that its
management team has vast experience in the gas industry, some of which was acquired at
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Ferrelgas, Amerigas and Thermogas Propane, large retailers of propane. SemStream Arizona
proposes to retain Page Division’s current employees, thus enabling the current customers to
continue to receive service from the same management, customer service and technical
personnel. SemStream Arizona asserts that its proposal to acquire the assets and CC&N of the
Page Division is in the public interest.

The Transaction

On September 20, 2006, Black Mountian and SemStream, L. P. entered into a Purchase
and Sale Agreement (the “Agreement”) for the sale of Page Division’s assets, including non-
excluded property and assets utilized for propane distribution, and transfer of its remaining
CC&N in Arizona. The assets to be conveyed by this agreement include the pipeline system,
real property, lease interests, structures, fixtures, facilities, and appurtenances, easements, right
of way, property use agreement, line rights and real property licenses, tools, parts, tanks,
machinery, equipment, computer hardware, inventory, and other items and contracts identified in
the Agreement. As of December 31, 2006, the Page Division had a net book value of
approximately $2.103 million. Also, the Agreement provides for a purchase price of $1.8
million, to be adjusted by the Page Division’s working capital at the close of this transaction. On
October 26, 2006, SemStream, L. P. assigned its right under this Agreement to SemStream
Arizona.

Staff Analysis

Our review of Decision No. 66101 confirms Black Mountain’s assertion that the decision
intended divestiture of the Page Division and cessation of its operation as a public service
company. On the other hand, our investigation indicates that SemStream, L. P is a major
distributor of propane in the gas industry and that its vast assets could benefit SemStream
Arizona’s prospective customers in and around the City of Page. Staff finds that SemStream
Arizona is a fit and proper entity to acquire the assets and CCN of the Page Division.

SemStream, L. P. reports significant storage capacity as well as distribution assets that
are located throughout United States and Canada. SemStream Arizona asserts that these assets
would enable it transport and store adequate propane to mitigate price fluctuation and supply
insecurity, especially during the winter months. Staff agrees with SemStream Arizona that
assured propane supply could positively impact ratepayers by mitigating price swings.

Staff was initially concerned about SemStream Arizona’s limited experience in operating a
propane retail system. SemStream Arizona states that its parent’s management team has
significant experience, some of which were acquired at the largest propane retailers in the
industry. Also, SemStream Arizona has committed to retain the current employees of the Page
Division. SemStream Arizona states that by retaining the Page Division’s employees, customers
would continue to receive quality service from the same team, upon conclusion of this
transaction. Staff finds that SemStream Arizona’s proposal to retain the Page Division’s current
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employees would result in availability of adequate and experienced personnel to operate propane
distribution in the certificated territory.

The Applicants’ Purchase Agreement provides for a purchased price of $1.8 mullion, to
be adjusted by the Page Division’s working capital at the close of this transaction. The
adjustment relating to working capital will encompass the balance of prepayments and customer
deposits, at the close of this transaction. SemStream Arizona will then assume liability for the
Page Division’s prepayments and customer deposits, on a going forward basis. Staff finds that
the arrangement whereby SemStream Arizona assume obligation for existing prepayments and
customer deposits provides adequate protection for Arizona ratepayers.

As of December 31, 2006, the Page Division reported a net book value of approximately
$2.103 million. Based on the tentative figures, it appears that the sale of the Page Division
would result in a loss. However, in the event that this transaction results in a net gain to SWG or
an acquisition adjustment to SemStream Arizona, Staff recommends that the Applicants’
shareholders be responsible for the net impact of this transaction, and that Arizona ratepayers be
held harmless. Ordinarily, the Commission does not permit recovery of any acquisition
adjustment arising from a sale of assets, especially, when the Applicants have not demonstrated
any extraordinary circumstances compelling this transaction. Accordingly, Staff recommends
that any acquisition adjustment arising from this transaction be absorbed by the shareholders of
SemStream Arizona or that the Commission denies SemStream Arizona of any recovery of this
acquisition adjustment, in future rate proceedings. Also, Staff recommends that SWG assume
full responsibility for any gain or loss arising from this transaction. However, in the event that
the Commission determines it appropriate to defer consideration of the treatment of acquisition
adjustment to a future proceeding, Staff recommends that the Commission require SemStream
Arizona to meet the minimum standard for recovery, as espoused in Decision No. 63584.
Decision No. 63584 required Arizona-American Water Company to “demonstrate that clear,
quantifiable and substantial net benefits to ratepayers have resulted from the acquisition of
Citizens’ systems that would not have been realized had the transaction not occurred before the
Commission would consider recovery of any acquisition adjustment in a future rate proceeding.”

SemStream Arizona indicated in this filing that it would retain Page Division’s current
rates and charges, as approved by the Commission in Decision No. 66101. In addition, it
proposes to retain Page Division’s existing low-income rate assistance and weatherization
programs. Staff finds SemStream Arizona’s proposal to retain Page Division’s current rates and
charges to be reasonable.

Based on the above analysis, Staff agrees with the Applicants that SemStream Arizona is
a fit and proper entity to acquire the assets and CC&N of the Page Division. Staff’s conclusion
is driven by the ample resources reportedly available to SemStream Arizona as well as the depth
of its parent company’s experience in the distribution of propane. We find that this transaction
could positively impact ratepayers, in terms of propane price stability, supply security and
quality of service.
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Propane Supply Acquisition Issues

Black Mountain currently acquires its propane supplies from a number of suppliers in
New Mexico and Arizona, having the propane supplies delivered via truck to its northern
Arizona service territory. Sources of propane supplies for Black Mountain include the Adamana
storage facility, east of Flagstaff, and the Ignacio and Wingate gas plants in northwestern New
Mexico. Black Mountain purchases its propane supplies on the spot market, with some supplies
purchased during the summer months being placed into storage for later access during the winter
heating season. SemStream Arizona has indicated in response to a data request that it expects its
propane acquisition activities to essentially remain the same, with certain potential benefits
resulting from the possible affiliation with SemStream, L. P. Benefits in the area of propane
supply procurement that have been cited by SemStream Arizona include having a wider range of
supply options, greater supply security, and verification of third party pricing. SemStream
Arizona’s discussion of future propane acquisition activities for the Page Division parallels the
propane acquisition discussions that have taken place to date in its pending acquisition of Energy
West propane operations, currently before the Commission in Docket Numbers G-20471A-06-
0515 and G-02696A-06-0515.

Certainly SemStream, L. P. is a large energy company with significant facilities and a
sizable presence in the propane industry. While the Applicants have indicated that ownership of
the Page Division by such a large energy company will have benefits for its acquisition of
propane supplies, specific benefits have not been clearly identified and quantified in the
application or supporting materials. However, it is certainly possible that SemStream, L. P.’s
presence in the propane market could provide benefits to SemStream Arizona and its future
procurement of propane supplies.

Black Mountain’s propane costs are passed through to its customers via its purchased gas
adjustor (PGA) mechanism, and the acquisition will not impact the operation of the PGA
mechanism. Black Mountain currently has a PGA surcharge of $0.2562 per therm, effective
through January 2008, with a $0.10 per therm PGA surcharge replacing the $0.2562 per therm
PGA surcharge in February 2008, pursuant to Decision Number 68816 (June 29, 2006). These
surcharges are subject to the condition that they expire when the PGA bank balance reaches zero.
Staff recommends that the existing PGA mechanism and PGA surcharge be retained by
SemStream Arizona, as previously approved by the Commission.

In response to a Staff data request, Black Mountain indicated that during the 2005-2006
and 2006-2007 periods, Black Mountain did not acquire any propane supplies from any
SemStream affiliate. While there have been no recent propane purchases from a SemStream
affiliate, SemStream, L. P. is a potential source of propane supplies in the future. Therefore,
there is the potential for SemStream Arizona to acquire propane supplies in the future from a
SemStream affiliate.

Staff fully supports SemStream Arizona pursuing the best portfolio of propane supplies to
meet the needs of its customers, whether such supplies come from an affiliated supplier or a non-
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affiliated supplier, while recognizing the goal of having a diversified portfolio of supplies.
However, by nature, making purchases from an affiliate creates a concern regarding possible
favorable treatment of an affiliated supplier in comparison to how non-affiliated suppliers are
treated.

In the Energy West acquisition, Staff recommended additional reporting requirements
regarding propane acquisition to provide additional monitoring of possible acquisitions from an
affiliate.  Staff believes that adoption of such additional reporting requirements in this
proceeding is also warranted, and in response to a Staff data request, SemStream Arizona
indicated that it was willing to follow the same reporting requirements for the Page Division if
the acquisition is consummated. Specifically, Staff recommends that if the acquisition is
approved, SemStream Arizona should be required to file an additional page with each monthly
PGA report, documenting any purchases made from an affiliate. Staff further recommends that,
if the acquisition is approved, as part of SemStream Arizona’s monthly PGA report for the Page
Division, filed in April each year, that SemStream Arizona provides a summary of the previous
calendar year’s propane purchases each year from any affiliate, as well as noting any other
affiliate transactions related to its acquisition of propane supplies.

Staff does not believe any additional requirements regarding record retention are required
in regard to SemStream Arizona’s acquisition of propane supplies from affiliates, as Black
Mountain is already required to retain its records documenting how it acquires it propane
supplies. Such records would reflect matters such as the various bids SemStream Arizona
receives at the time it selects an affiliate bid, as well as other related records. The Commission
would continue to have full authority to review SemStream Arizona, Page Division’s propane
procurement activities, as it deems appropriate.

One additional issue for consideration is the potential that SemStream Arizona’s
acquisition of the Energy West and Black Mountain service areas will result in SemStream
Arizona operating two propane companies in Arizona. In response to a Staff data request,
SemStream Arizona indicated propane purchasing activities for the Page Division will be
coordinated amongst personnel at Page, Arizona; Payson, Arizona; and Tulsa, Oklahoma. This
would indicate that there will be at least some overlap in propane purchasing activities between
the Page and Payson Divisions, two separate entities. It is not clear to Staff at this time how such
coordination would occur or how propane purchases might be allocated between the two entities.
Therefore, Staff recommends that within 90 days of the approval of this acquisition, subject to
the Commission also approving its acquisition of Energy West, that SemStream Arizona file a
report with the Commission in this docket, providing a detailed explanation of how propane
supplies will be purchased for the Page Division and how such purchases will be coordinated and
allocated between the Page and Payson service areas.

Pipeline Safety Issues

As previously discussed, SemStream Arizona will retain Page Division’s current
employees, upon conclusion of this transaction. Although it is not our policy to dictate who a
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pipeline operator employs to perform pipeline activities, such personnel are required to have
pertinent knowledge and skills as well as to be qualified in accordance with the Code of Federal
Regulations 192 Subpart N. Staff finds that Page Division’s current employees are qualified to
run the day to day propane operation, if retained by SemStream Arizona.

Staff recommends that SemStream Arizona maintains all procedures and records needed
to demonstrate compliance with pipeline safety regulations at the Page office.

Staff further recommends that SemStream Arizona upgrades the existing manuals to
more correctly reflect Page Division’s propane operation within 30 days after completion of sale.

Also, Staff recommends that Black Mountain or Southwest Gas Corporation corrects all
non-compliance items noted during the 2007 code compliance audit before completion of sale.

Consumer Service Issues

Staff’s inquiry confirmed that Black Mountain and SemStream Arizona are in good
standing with the Corporation Division of the Arizona Corporation Commission.

Our search of Consumer Services database for the past three years from January 1, 2003
though November 7, 2006, shows that there were no complaints, inquiries and opinions filed
against Black Mountain or SemStream Arizona.

Public Notice

On February 12, 2007, Southwest filed an Affidavit of Publication, indicating that notice
of this transaction was mailed to Page Division’s customers of record, on January 31, 2007. The
same notice was published in the Lake Powell Chronicle and Navajo Times Weekly, on January

31, 2007 and February 1, 2007, respectively.

Recommendations

Staff recommends approval of the Applicants request for transfer of Page Division’s
assets and the related CC&N to SemStream Arizona, subject to the following conditions:

1. That SemStream Arizona retains the tariff, rates and charges approved by the
Commission for the Page Division in Decision No. 66101, pending conclusion of a
future rate case.

2. That SemStream Arizona retains Page Division’s PGA surcharge of $0.2562 per
therm, as approved in Decision No. 68816, dated June 29, 2006, pending any change
by the Commission in a future PGA surcharge proceeding.
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10.

11.

12.

13.

That SemStream Arizona maintains a separate accounting record for the Page
Division and retains a copy of the related books and records in Arizona.

That SemStream Arizona and its parents make available to Staff their books and
records, upon request during a rate case or other proceedings.

That SemStream Arizona shall not seek regulatory recovery of any costs arising from
this transaction in a future rate proceeding.

That the Commission deny SemStream Arizona recovery of any acquisition
adjustment resulting from this transaction.

That if the Commission decide to defer consideration of regulatory recovery of
acquisition costs and acquisition adjustment in a future proceeding, that SemStream
Arizona be required to “demonstrate that clear, quantifiable and substantial net
benefits to ratepayers have resulted from the acquisition of the Page Division’s
systems that would not have been realized had the transaction not occurred, before the
Commission would consider recovery of any acquisition adjustment in a future rate
proceeding.”

That SWG assumes full responsibility for any gain or loss arising from the sale of its
Page Division and transfers of the related CC&N.

That SemStream Arizona assumes responsibility for the balance of Page Division’s
prepayments, customer deposits and the refundable portion of AIAC, at the close of
this transaction.

That SemStream Arizona maintains adequate level of staffing, including qualified
technical personnel, sufficient to avoid degradation of service to its customers in
Arizona.

That SemStream Arizona complies with all Commission rules, orders and other
requirements relevant to the provision of service in Arizona.

That SemStream Arizona timely files financial and other reports required by the
Commission in the proper format.

That SemStream Arizona adds an additional page to its monthly PGA report, listing
any propane purchases made during that month from any affiliate. Also, Staff
recommends that as part of SemStream Arizona’s monthly PGA report, filed in April
each year, that it provides a summary of the previous calendar year’s propane
purchases from any affiliate, as well as noting any other affiliate transactions related
to its acquisition of propane supplies.



Black Mountain Gas Company & Semstream Arizona Propane, LLC
Docket Nos. G-03703A-06-0694 et al
Page 8

14. That SemStream Arizona maintains all procedures and records needed to demonstrate
compliance with pipeline safety regulations at the Page office.

15. That SemStream Arizona upgrades the existing manuals to more correctly reflect
Page Division’s operation, within 30 days after completion of sale.

16. That Black Mountain or Southwest Gas Corporation corrects all non-compliance
items noted during the 2007 code compliance audit before completion of sale.



