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Executive Summary

Pursuant to Arizona Corporation Commission (Commission) Decision No. 70665, Southwest
Gas Corporation (Southwest or SWG) performed a feasibility study to evaluate the potential of
extending natural gas service to Payson, Arizona. Southwest estimates the cost of the project
at approximately $97.0 million in the initial year and additional costs of approximately $49.0
million over the following nine years, for a 10-year total cost of approximately $146.0 million.
The incremental annual revenue requirement would increase the current delivery cost
component from $1.19 per therm to between $4.71 and $12.55 per therm, depending on the
number of customers who choose to convert. This would represent an increase in a Payson
residential customer’'s average monthly bill of between 196 and 520 percent. Southwest has
therefore concluded that this would not be an economically feasible project, nor would it
necessarily be in the best interest of Payson residents or Southwest.

In order to provide natural gas service to Payson, a 62.5 mile long 8-inch high pressure steel
pipeline operating at 600 pounds per square inch (psi) would be constructed from a location
northwest of Mayer, Arizona traveling in an easterly-southeasterly direction to the north side of
Payson (see Appendix A, page 1). Extensive rights-of-way acquisition and land leases would
be required from the US Forest Service, Arizona State Land Department, Bureau of Land
Management, private land owners and the Arizona Department of Transportation. The
acquisition of right-of-way and the construction of the pipeline with its associated
appurtenances are estimated to cost approximately $62.7 million.

The studied pipeline would feed natural gas into the existing SemStream propane system. To
provide such service, Southwest would also have to acquire the Certificate of Convenience
and Necessity currently held by SemStream and SemStream would need to be willing to sell
its existing system at a reasonable price. For the purpose of quantifying costs for this study,
Southwest conservatively estimates the cost to acquire SemStream’s system at $17.0 million.

Assuming the pipeline was connected to the existing propane system, extensive distribution
system upgrades would be required to accommodate the delivery of natural gas. Due to the
difference in chemical properties, natural gas requires a more robust system with higher flow
rate capacities than that of propane. Required system improvements are estimated at
approximately $9.0 million during the first year and another approximate $18.1 million over the
following nine years. The actual transition from delivering propane to delivering natural gas
would pose a significant challenge and is addressed in more detail in the study. Southwest
would provide the labor to convert Payson customers’ propane appliances to natural gas at an
estimated cost of $1.5 million. Customers would be responsible for the cost of parts, which
could reach up to $1,500 per household. Only the customers currently connected to the
existing distribution system were considered as potential Southwest customers, as it would not
be feasible to extend natural gas service to the approximately 2,300 residents served by
propane tanks. In addition, the establishment of a district operations center in Payson to serve
the community would also be required for Southwest to provide natural gas distribution
service; including vehicles and equipment, such an operations center is estimated to cost
approximately $3.5 million.

In accordance with the Commission’s preference that growth not negatively impact existing
utility customers, Southwest did not analyze any alternatives that would impact its existing
Arizona customer base.
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Introduction

Payson, Arizona is located in Gila County between the Sierra Ancha and Mazatzal
Mountain Ranges. It has a population of approximately 16,700 and an elevation of 4,850
feet. Residents of Payson have had propane service since 1968. SemStream began serving
Payson in 2007 and continues to serve approximately 7,800 customers in the Payson area
utilizing its Commission-regulated underground distribution system.

During 2007 and 2008, Payson residents experienced significant increases in propane
prices. In a June 6, 2008 Staff Report titled “Arizona Semstream Propane”, Staff Economist
Robert Gray determined that the Mont Belvieu, Texas (Mont Belvieu) pricing hub provides a
reasonable price comparison point to SemStream’s wholesale propane costs. Mont Belvieu
spot market prices reflected that the average monthly price per gallon of propane rose from
$.89 to $1.81 between January 2007 and June 2008, an increase of 103 percent. Citing the
high cost of propane at the time, Mr. Gray explored alternatives for utility service to Payson,
including the possibility of extending natural gas service to Payson.

In Southwest’'s recent rate case, resulting in Decision No. 70665, Commissioner (now
Chairman) Mayes referenced Mr. Gray’s report and asked Southwest to conduct a cost
study to evaluate the potential for extending natural gas service to Payson. Pursuant to this
request, Southwest conducted a study to explore the feasibility of extending service to
Payson.

Commodity Price Update

Propane and natural gas prices have dropped significantly since June 2008. The average
monthly Mont Belvieu price per gallon of propane fell from $1.81 to $.64 between June 2008
and April 2009, a decrease of 65 percent. The average monthly price per dekatherm of
natural gas, using the El Paso Natural Gas San Juan Basin price, fell from $10.74 to $2.74
between the same periods, for a decrease of 74 percent.

In June 2008, the average monthly price of a dekatherm equivalent of propane (10.91
gallons) was $9.01 more expensive than that of a dekatherm of natural gas. In April 2009,
this difference fell to $4.24. A U.S. Energy Information Administration graph of daily
historical Mont Belvieu prices is provided in Graph 1.
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Cettificate of Convenience and Necessity

Aside from the economic considerations regarding the potential for extending natural gas
service to Payson, Southwest would need to acquire a Certificate of Convenience and
Necessity for the Payson area. SemStream currently holds the Certificate of Convenience
and Necessity authorizing it to provide gas utility service to Payson. Absent a change in
circumstance or some other arrangement, including acquisition of the Payson system from
SemStream, any extension of natural gas service to Payson would need to be compatible
with the Certificate of Convenience and Necessity currently held by SemStream.
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Approach Pipeline

Studied Route

The route Southwest analyzed for extending an approach pipeline to Payson commences
approximately 2.5 miles northwest of Mayer, Arizona in Yavapai County. It then follows an
existing Arizona Public Service Company (APS) 69 kV electric power line, more or less, in
an easterly-southeasterly direction across approximately 40.5 miles of Yavapai County and
22 miles of Gila County to the north end of Payson. Maps and pictures of the proposed
approach pipeline route are included in Appendix B. Drawings of the proposed route over
topographical maps are included in Appendix C.

Special considerations for selecting this route included:
¢ Follows an existing APS utility corridor

Proximity to interstate pipelines with available supply capacity

Less expensive right-of-way costs due to the remote location of crossed lands

Avoids protected wilderness areas

Avoids crossing Indian Reservations/Tribal Lands and the potentially higher right-of-

way costs associated with such land

¢ Minimizes crossing Arizona State Trust Lands (approximately 5.9 miles at the front
end of the pipeline) and the potentially higher right-of-way costs associated with
such land

Environmental Considerations involving the proposed route include:

¢ Pipeline would cross the Verde River between mileposts 33 and 34

¢ Pipeline would parallel and cross Fossil Creek between mileposts 37 and 41, which
is undergoing restoration by the U.S. Forest Service, U.S. Fish & Wildlife Service,
Arizona Game & Fish Department, Northern Arizona University, and the Bureau of
Reclamation following the decommissioning of the APS Irving and Childs power
plants

¢ Pipeline would cross the East Verde River at milepost 59

Distribution Pipe — Type, Size, and Operating Pressure

Southwest performed a hydraulic analysis of 8-inch, 10-inch, and 12-inch X-52 Grade steel
pipe in order to determine ideal pipeline diameter and terminal pressure for an approach
pipeline to Payson. This analysis was based on a pipeline length of 63 miles, a starting
pressure of 600 psig (pounds per square inch gauge) at pipeline take-off, and a projected
20-year future peak winter hourly load of 591 thousand cubic feet per hour (mcfh). As a
result, Southwest determined the 8-inch steel pipe would be the most effective option.

The selected 8-inch steel pipeline would be designed to operate at 600 psig and would be
tested and rated for a maximum allowable operating pressure (MAOP) of 720 psig.
Materials specified would ensure its classification as a high-pressure distribution line due to
its ability to operate at a hoop stress under 20 percent of the specified minimum vyield
strength (SMYS) at the operating pressure of 600 psig. While this pipeline would be
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classified as a distribution line, mainline block valves would be installed at the spacing
called out for transmission lines due to the pipeline’s Class 1 location. Mainline block valves
with blowdown assemblies would be installed at takeoff (milepost 0.0), two on either side of
the Interstate 17/Dugas interchange (milepost 10.5), and at mileposts 23, 43, and 62.5
(terminus of the pipeline).

Southwest projected a 20-year peak winter hourly load of 591 mcfh for Payson using a per
capita peak hourly load of 50 cubic feet per hour (cfh), an existing customer base of 7,823
customers (based on the number of services reported in Semstream’s 2007 Annual DOT
report for gas distribution systems), and assumed annual growth of 200 customers per year
over the next 20 years. This results in an existing peak hourly load of 391 mcfh and a
projected future growth load of 200 mcfh by 2029. Southwest considered its service territory
of Sierra Vista, Arizona when developing these projections, as Sierra Vista’s elevation and
coldest heating degree day (HDD) in the last 30 years are similar to those of Payson.

Projected Approach Pipeline Costs

Southwest estimates total costs for extending the proposed 8-inch steel high-pressure
approach pipeline to Payson at $61,341,000. A summary of approach pipeline cost
estimates for all pipe diameters considered is provided in Table 1. Ten-inch steel pipe is a
non-standard size in the industry and, as a result, is more expensive than 12-inch steel

pipe.

Table 1. Summary of Approach Pipeline Costs by Pipe Diameter.

Approach Pipeline Costs by Pipe Diameter
Pipe Size 8-inch 10-inch 12-inch
Installed Cost per Foot $186.00 $213.00 $208.00
Total Cost $61,341,000 $70,426,000 $68,641,000

These costs include:
e Supplier tap, meter station, and associated land acquisition
SWG city gate regulator and check meter station
Telemetry and SCADA
Inline inspection: Pig launcher and receiver at take-off and end of line
SWG large district regulator station (Payson)
62.5 miles of steel pipe and labor to construct pipeline and facilities
Mainline block valves (6) with blowdowns
Professional engineering design services
Land survey
Environmental impact study
Permits
Land restoration
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Rights-of-Way
Land Ownership

The studied route for the approach pipeline crosses private, state, and federal land. The
state lands crossed are managed by two agencies: Arizona Department of Transportation
(ADOT) and Arizona State Land Department (ASLD). The federal lands crossed are
managed by four agencies: Bureau of Land Management (BLM), Prescott National Forest
Service (PNFS), Tonto National Forest Service (TNFS), and Coconino National Forest
Service (CNFS). The land ownership interests for this project are shown in Table 2.

Table 2. Land Ownership Interests.

Land Ownership Miles
BLM 2.6
US Forest Service 50.0
ASLD 59
Private 3.1
ADOT 1.0

Total 62.6

Projected Right-of-Way Costs

Southwest estimates 10-year right-of-way costs for the approach pipeline to Payson at
$1,558,000. A breakdown of this cost estimate is illustrated in Table 3. Recurring costs will
include rents due to BLM, US Forest Service, and ASLD in subsequent 10-year periods.

Table 3. Right-of-Way Cost Estimates.

Right-of-Way Costs
One-Time Perpetual First
Right-of- Right-of- 10-Year :
Land Ownership Way Way Rent Total
BLM & US Forest
Service $30,000 $39,000 $69,000
ASLD 6,000 215,000 221,000
Private 48,000 | 1,220,000 1,268,000
Total $84,000 | $1,220,000 | $254,000 | $1,558,000

Assumptions and Criteria by Land Ownership Group

BLM and US Forest Service Land: BLM and US Forest Service lands are combined in the
cost estimate calculations as application processes, fees, and rent rates are similar for both
agencies. Rental rates for 2009 were used with an assumed annual increase of 1.9 percent
through 2015. Thereafter, a new rental rate will apply. While rent can be paid annually or in
multiple-year terms, a 10-year term was used in order to coincide with ASLD’s 10-year term
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policy. A right-of-way width of 50 feet was assumed considering the topography of the land
and the need to access and patrol the pipeline. A Right-of-Way Agent fee of $5,000 to
administer the processing of the application was also included in the cost estimate.

Application and monitoring fees are not included in the cost estimate for BLM and US
Forest Service land as these fees would be estimated by the agencies after receipt and
review of the applications. The agencies are allowed full cost recovery for processing
applications and monitoring the land before, during, and after construction. Therefore, it is
likely that a deposit would be required before the applications are processed. All fees and
rent payments would be due in full prior to issuance of the final right-of-way documents.

ASLD Land: Rights-of-way acquired from ASLD are usually for a period of 10 years with
rent paid in advance. Rates on ASLD lands are based on current market value of the land.
When the right-of-way expires, a new application is filed and the land is re-appraised to
determine the rent for the next 10-year period. A land value of $65,430 per acre was used in
the rent calculation pursuant to discussion with ASLD. A right-of-way width of 25 feet was
assumed due to the topography of the land. A Right-of-Way Agent fee of $5,000 to
administer the processing of the application was also included in the cost estimate.

Private Land: There are potentially 16 private parcels of land where perpetual right-of-way
across for this project would need to be acquired. As a result of researching property
values, a cost of $5 per square foot was used to estimate the value of the right-of-way.
Southwest assumes that right-of-way would be acquired on all 16 parcels. A right-of-way
width of 15 feet was assumed to be sufficient as the pipeline facilities would be located
along the exterior boundaries of the project. A Right-of-Way Agent fee of $3,000 per parcel
was included in the cost estimate.
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Interstate Transportation

Payson is located approximately 63 miles from El Paso’s Line 1203 and Transwestern’s
new Phoenix Lateral. Both of these pipelines provide firm transportation service to the
Phoenix market area.

Southwest assumes that interstate transportation service for Payson will be attainable from
either the Transwestern or El Paso pipeline without causing any significant impact to the
rest of Southwest’s customers in Arizona (assuming that a new lateral from an existing
interstate pipeline to Payson is not paid for through an interstate transportation agreement).
Therefore, assuming Payson is served from El Paso's Line 1203, Southwest estimates the
annual interstate capacity cost associated with service to Payson will range between
approximately $652,000 and $772,000 over a 10-year period beginning January 1, 2012.
These cost estimates are based upon El Paso’s current rate case (RP08-426-000).
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Distribution System

Review of Existing Distribution System

Southwest performed a limited review of the existing gas distribution system currently
serving Payson and surrounding areas. This review was based on SemStream’s 2007
Annual DOT report and visual inspections of the service area. Based on Southwest's
experience with system acquisitions, Southwest assumes that a pipe replacement program
may be warranted. For the purpose of this study, Southwest assumes that approximately 20
percent of the mains and services would require replacement. Depending upon the results
of a due diligence study and a distribution integrity management analysis, this replacement
activity would likely be planned over a five- to 10-year period. Southwest has not inspected
any existing Payson propane distribution piping, however, and potential pipe replacement
costs are solely based on Southwest’s own historic operational experience.

Pipe Replacements
Southwest assumes the following mains and services would be considered for replacement:
e Main
o 37 miles of plastic main
e Services
o 1,565 services (including 535 isolated steel services)

Projected Replacement Costs
The estimated cost of the pipe replacement program is $20,150,000 over the period. A
summary of these replacement costs is provided in Table 4.

Table 4. Summary of Projected Distribution System Replacement Costs.

Description Cost per Foot Total Footage Total Cost
Distribution Main $70.00 195,000 $13,650,000
Plastic Services 50.00 85,000 4,250,000
Steel Services 50.00 45,000 2,250,000

Totals 325,000 $20,150,000

Capacity Upgrades
Southwest assumes that distribution system upgrades would be required, in addition to the

integrity management-related replacements mentioned above, to address potential capacity
constraints associated with flowing natural gas through the SemStream propane piping
network. For the purposes of this study, Southwest estimates that 10 percent of the existing
main would need to be replaced at an estimated cost of approximately $7,000,000. These
replacements would generally be associated with trunk lines that carry the gas from the
district station to the extremities of the system.

Southwest believes that these capacity upgrades would be necessary to support the switch
to natural gas due to the difference in chemical properties between the two gases. The
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heating value of liquid petroleum gas (propane) is approximately 2,500 British Thermal
Units (BTUs) per cubic foot while the heating value of natural gas is approximately 1,000
BTUs per cubic foot. Due to the significant difference in the heating energy per unit volume
of propane gas to natural gas (~2.5 times), a propane gas distribution system can utilize
smaller diameter pipe than what would be required of a comparable natural gas system. As
a result, capacity upgrades would likely be necessary to ensure that Southwest could
provide uninterrupted service. These upgrades could include distribution pipe
replacements/upgrades, pressure upratings, and the installation of additional high pressure
distribution infrastructure to support outlying areas.

Table 5. Summary of Projected Capacity Upgrade Costs.
Description Cost per Foot Total Footage Total Cost
Distribution Main $70.00 100,000 $7,000,000

The distribution system replacement cost estimates associated with the integrity
management replacement program and capacity upgrades assume comparable
replacement activity costs in the Phoenix metropolitan area and do not include any potential
burdensome costs that could be imposed by the Town of Payson such as excessive impact
fees, permitting, and pavement restoration requirements.
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Customer Conversions

Conversion Considerations

The following considerations and assumptions are based on Southwest's knowledge and
experience converting propane customers to natural gas. The conversion of any liquid
propane appliance to natural gas involves not only replacing the orifices (fixed and pilot),
but the replacement of appliance regulators and in some cases, burners as well.

While historically most appliances could be converted from one fuel to another, gas
appliances manufactured today are generally designed to be used with a dedicated type of
fuel as specified by the manufacturer. For this reason, some appliances are unable to be
converted and may have to be replaced.

In most cases, interior house piping size does not present a problem when converting to
natural gas. There are, however, times when the diameter of interior gas piping is too small
to be used with natural gas and will have to be replaced. Any modifications or additions
typically require a test and inspection. The cost of bringing interior house piping up to code
for use with natural gas can cost from several hundred to several thousand dollars
depending on the extent of the work.

The cost of converting propane appliances to natural gas will typically range from $200 to
$500 for conversion parts depending on manufacturer specifications and type of appliance.
This brings the average price to convert three appliances (furnace, water heater,
oven/range) to $600 to $1500, not including labor. In some cases, it would be less costly to
the customer to replace the appliance with a natural gas equivalent rather than convert it.

Projected Customer Conversion Costs

Southwest estimates that an experienced technician can convert several homes per day
from propane to natural gas, which includes the installation of the meter set assembly. If
Southwest provided the labor, the labor cost for converting the approximately 7,800
customers in the Payson area would be between $1,000,000 and $1,500,000. This cost
includes lodging and per diem expenses that would be required for a contingent of
employees assigned to this activity. Conversion parts and new appliances are not included
in this cost estimate as Southwest will assume, for the purpose of this study, that customers
would be responsible for those costs.
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Operational Transition

Acquisition Considerations

Southwest estimates that acquiring SemStream’s current distribution system would be the
most feasible option for serving the Payson customer base with natural gas distribution
service. According to the Staff report, SemStream purchased the Payson system for
approximately $15,000,000 in 2006. For the purposes of this study, Southwest will
conservatively assume that it could purchase the Payson system from SemStream for
approximately $17,000,000. The actual price for the Payson system could vary based on
factors such as economic conditions, depreciation, current book value, and capital
investments made to the system since 2006. Any unwillingness on the behalf of SemStream
to sell the Payson system at a reasonable price would be a significant obstacle to extending
natural gas service to Payson.

Southwest recognizes that SemStream serves approximately 2,300 additional customers
through the unregulated portion of its business. These customers typically live in
surrounding areas and obtain service through propane storage tanks. Due to the remote
location and low population density of these surrounding areas, Southwest assumes that it
would not be feasible to extend new underground natural gas infrastructure to the
surrounding areas not already connected to SemStream’s underground distribution system.
Southwest assumes that these customers would continue to require propane tank service
from SemStream (or some other propane service company) and that the existing
SemStream operations facilities would be required to provide that service.

System Conversion

Southwest recognizes that acquiring SemStream’s distribution system and the transition
from flowing propane gas to natural gas would pose difficult and potentially disruptive
challenges. Southwest would have to segregate the Payson distribution system and
complete the conversion process in phases in order to minimize disruptions .in. service.
Propane and natural gas cannot be simultaneously transported in the same pipeline due to
the significantly higher heating value of propane per cubic foot relative to natural gas. All
propane appliances within each phase would require conversion or replacement before
Southwest could provide natural gas service. The conversion of 7,800 customers is
estimated to take between 2,000 and 3,000 person-days to complete. With as many as
twenty technicians dedicated to this task, it would take between 100 and 150 workdays to
convert all customer appliances. Southwest would likely need to serve each converted
segment of the system with compressed natural gas (CNG) injection equipment until the
conversion process was completed and service could be provided by the new high-pressure
approach pipeline. Costs associated with segmenting the existing system and providing
temporary CNG service are not quantified in this study. It is important to understand that
this particular aspect of the project would require a comprehensive engineering study to
determine logistics, required resources, and associated costs.
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Operations Center

Southwest assumes that a new operations center similar in size to its Globe facility would
be required to service Payson. Southwest's Globe operations center serves a similar size
customer base and is remotely located from Division headquarters, much like Payson would
be. The employee base required to serve the Payson area is estimated at approximately 20
employees including several construction and maintenance crews, service technicians,
administrative support, and supervision.

Land and Building

Southwest estimates it would require three acres of land to accommodate a Payson
operations center and that constructing the center would be preferable to leasing due to the
unique needs of a utility operations center. Southwest estimates that it could purchase the
land for $800,000 and that it could construct the operations center for $1,304,000, which
includes furniture, telecommunications equipment, personal computers, and a security
system.

Vehicles and Equipment

Southwest estimates vehicle and equipment costs for Payson at $944,000 initially, and at
$150,000 per year thereafter. The vehicles required to support Payson operations would
include: construction crew trucks, backhoes and trailers, service trucks, and emergency
response vehicles. This estimate also includes a variety of power-operated equipment.

Tools and Supplies

Southwest estimates the initial cost of tools and supplies for the Payson district office at
$500,000. This cost includes all warehouse stock of pipe and fittings, tools to equip all of the
construction, service, and emergency response vehicles, and other operations related tools.

Operational Expenses

Southwest estimates annual operational expenses associated with Payson at approximately
$3,250,000. This estimate includes all operations, maintenance, and capital expenditures
associated with standard day-to-day operations. This estimate does not include special
costs associated with extending service to Payson, such as distribution system
replacements or conversion costs, which are estimated in separate sections of this study.
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Cost Estimates Summary

Southwest estimates that extending natural gas service to Payson would cost approximately
$96,983,400 in the first year and another $48,963,600 over the following nine years for a
10-year cost of $145,947,000. Cost estimates are in 2009 dollars. A cost estimate summary
for year one is provided in Table 6. An additional cost estimate summary for years one
through 10 is provided in Appendix A.

Table 6. Cost Estimates Summary for First Year.

COST ESTIMATES SUMMARY (FIRST YEAR) AMOUNT
Purchase of SemStream Distribution System $17,000,000
Rights-of-Way 1,329,400
High-Pressure Pipeline 61,341,000
Capacity Upgrades 7,000,000
Distribution System Replacements (Year 1/10) 2,015,000
Customer Conversions (Labor) 1,500,000
Operations Center Land and Building 2,104,000
Vehicles and Equipment 944,000
Tools and Supplies : 500,000
Operational Expenses 3,250,000

Total 96,983,400

These cost estimates do not include:

¢ Any unknown obstacles that could alter the identified route of the approach pipeline

¢ Extending natural gas infrastructure to areas surrounding Payson that are not
currently connected to SemStream’s underground distribution system

e Customer expenses associated with the conversion of appliances (non-labor) or
house piping modifications

e Costs associated with the system conversion from propane gas to natural gas
(segmentation of the existing system, providing temporary supplies via CNG, etc.)

e Application and monitoring fees associated with BLM and US Forest Service Lands
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Cost Recovery Analysis/Rate Impacts

To analyze the customer impact of extending service to Payson, an incremental annual
revenue requirement was developed using the estimated capital costs and expenses
required to construct and operate a natural gas transportation system to deliver gas to the
existing Payson distribution system. For the purpose of this incremental cost analysis, it is
assumed that the existing Payson rates are sufficient to fully recover the cost of providing
the current level of distribution service; however, Southwest anticipates certain incremental
investments would be necessary to serve Payson and these costs are included in the
incremental annual revenue requirement. The analysis also assumes rates required to
recover the incremental revenue requirement were implemented immediately upon the
initiation of service, and therefore, Southwest has not included any costs related to
regulatory processing and approval. The estimated first year incremental revenue
requirement is $13,707,920, the details of which are shown in Table 7.

Table 7. Incremental Annual Revenue Requirement.

Capital
Approach Main and Tap 61,341,000
Right-of-Way 1,304,000
Distribution System Improvements1 4,119,000
Propane/NG Conversion? 1,500,000
Distribution System Capacity Upgrades® __ 7,000,000
Total Capitalized Cost $75,264,000
Cost of Service Factor* 18%
Return, Depreciation and Taxes $13,547,520
Expense
Operations and Maintenance® $ 135,000
Right-of-way® 25,400
Incremental Revenue Requirement $13,707,920

According to Semstream’s most recent annual statistical summary filed with the
Commission in August 2008, SemStream provided distribution service to approximately
7,800 customers in Payson and delivered approximately 3,640,000 therms annually. The
Commission has addressed issues associated with the cost of customer growth and has
expressed a preference that the addition of new customers be accomplished in an
economical manner that does not negatively impact existing utility customers. Southwest’s

1 $2.015,000 Distribution System Replacements + $2,104,000 District Office

? Capitalized labor necessary to perform conversion of homes and appliances

* Distribution system upgrades related to conversion

* Cost of service factor based on the authorized rate of return, depreciation rates and taxes authorized in Decision
No. 70665

3 Estimated at one percent of total capital

¢ 10-year amortization of $254,000 in prepaid rent
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facilities extension policy and tariff is designed to allow for growth only when it can be
accomplished economically.

In Southwest’s experience, when given the option to change service from propane to
natural gas, not all customers will convert. For the purpose of analyzing customer impacts,
Southwest has modeled a customer base conversion rate from a high of 80 percent to a low
of 30 percent. Customers’ decisions are based on various factors, including fuel preference,
price differential, and cost to convert or replace appliances. If 80 percent of propane
customers were to convert to natural gas, the incremental revenue requirement would be
$2,197 per customer per year or $4.71 per therm. However, if only 30 percent of the
existing propane. customers were to convert to natural gas, the incremental revenue
requirement would rise to $5,858 per customer per year or $12.55 per therm. In addition,
customers would pay the local distribution and the gas cost rate for each therm consumed.
Table 8 includes incremental annual revenue requirement estimates for various customer
conversion levels.

Table 8. Incremental Annual Revenue Requirement Estimates for Various Customer
Conversion Levels.

Incremental Annual Revenue Requirement

Proportion of Customers Incremental Revenue Incremental Revenue
Converted to Natural Gas | Requirement per Customer* Requirement per Therm*

80% $2,197 $4.71

70% $2,511 $5.38

60% $2,929 $6.28

50% $3,515 $7.53

40% $4,394 $9.41

30% $5,858 $12.55

*This represents an average of all customer classes and assumes that system-wide consumption would
correlate directly with the proportion of customers converted to natural gas.

Impact on Monthly Bill

In its annual statistical summary, Semstream reported they serve 7,200 residential
customers who use approximately 2,540,000 therms annually, or approximately 29 therms
per month per customer. If the cost of extending gas service to Payson were recovered
from customers in volumetric rates, assuming a customer conversion rate of 80 percent to
30 percent and natural gas/propane price parity, a residential customer who uses the class
average of 29 therms per month would experience an increase in their monthly bill ranging
from $137 to $364. The bill impact could be smaller or greater, depending on any differential
between propane and natural gas prices. Table 9 estimates the impact on monthly bills for
various customer conversion levels.
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Table 9. Impact on Monthly Residential Bills for Various Customer Conversion Levels.
Estimated Impact on Monthly Residential Bill for Various Conversion Levels

Convertodto Natural Gas | Average Curent Bil Natural Gas Bl
80% $70 $207
70% $70 $226
60% $70 $252
50% $70 $288
40% $70 $343
30% $70 $434

* This represents an average of all customer classes and assumes that system-wide consumption would
correlate directly with the proportion of customers converted to natural gas.

Another consideration is how future distribution rates will be affected by customer
conversion levels. Customers who choose not to convert would make no contribution to the
fixed costs associated with operating the regulated natural gas distribution system. The
existing SemStream rates were established based on its current customer level. With fewer
active customers, the existing SemStream rates would not sufficiently cover the fixed costs
of providing service. This would introduce additional upward pressure on local distribution
rates as the fixed costs of service were spread among fewer remaining customers.
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Conclusion

Southwest estimates the costs associated with extending natural gas service to Payson at
$97.0 million in the initial year and another $49.0 million over the following nine years for a
10-year cost estimate of $146.0 million. Assuming the cost of extending service to Payson
would be borne solely by the existing underground system customers who convert to
natural gas, the incremental revenue requirement would increase the cost of delivery
component from $1.19 per therm to between $4.71 and $12.55 per therm depending on the
proportion of customers converted. This would represent an increase in the monthly bill of a
residential customer who uses a class average of 29 therms per month from $70 to
between $207 and $434.

Based on the rate and customer bill impacts associated with this project, ‘Southwest
concludes that it would not be economically feasible to extend natural gas service to
Payson nor provide a desirable option for potential customers.

Review of Potential Obstacles

Aside from the prohibitive costs outlined in this study, several other obstacles exist that
could potentially interfere with Southwest’s ability to extend natural gas service to Payson. A
review of these obstacles includes:

e Acquisition of SemStream’s Certificate of Convenience and Necessity

e Unwillingness of SemStream to sell the Payson system at all or at a reasonable
price

e Environmental impact of extending 62.5 miles of steel pipeline through mostly
undisturbed lands
Public objections to the construction of the approach pipeline

¢ Significant out-of-pocket costs for Payson customers related to conversion parts and
new natural gas appliances

~ e Customers would pay a significantly higher price for natural gas distribution service

compared to propane service

o Possible lack of conversion interest by Payson customers

o Exclusion of approximately 2,300 SemStream propane tank customers living in
surrounding areas due to the low population density of these areas and high costs
associated with extending distribution service to these areas






000°Lv6'SPL$

[e301 JeaA-0} ISiid

001'€86°96$  [€3OL B0 ISl

000'051°L$ 00+'GZ8°L$ 000'05¥$ 000'scL'8L$ 000'80.°€6$ s{ejo]
000°000°L 000°008°} 000'05¥ sesuedx3 [euonelad)
000°00S safiddng pue sjoo.
000°05} 000'v¥6 Juewdinb3 pue ssIYaA
000'701°C Buipjing pue pue 8y JoHIsIq
000'SEL'81 000'6L0'C sjuswaoe|dey welsAg uopnauisig
000'00S‘L {(Joge) suoIsIaAUCY) J8LoIsSnY)
000'000°2 sapeibdn Ayoede)
000'L¥€'19 auifedid a.nssaid-ybiH yoeoiddy
00v'sT 000'¥0¢€'L Aep Jo syybry
000°000°L1 we)sAg uonnguysiq WesiSwag Jo eseydind

lended W20 paiiajeg (01-Z siea)) (1 1e9))
sosuadx3y sasuadx3y uonduosaq 1s0)
sasuadx3 suopnesadQ jenuuy Bujog-ug jendes paxi4 feyden paxi4

$]S09 pajewnsy [ejo] jo Arewwing - Apn)s Ajjiqisesaq uoshed

| obed

v xipuaddy



000°L¥9'89% IS0 [Ej0.L
000°Ler'e 150D eseg paxi]
000'0L2'99 (SalliNl G'29) 380D lejo L
L2G'650°L 9|IN Jod 180D [BI101gNS pajewnsg
000'v9 (ske@ 1noH 0} XIS) %9809 88F ¢S ® SHOSMA Oz uoijoedsu| LononiISuoD
00001 Sl Jad 150 Bulssulbug pejewnsy
280°St9 9N Jad }S0D pig JojoBIUCD pPajewl}s]
6ev'v82Ce a|IN 1ad speayian + sbuipeo + jeusiey ¥ adid Ysul-gL

1s0D auljadid yosuj-ZL
000°9Z¥°0.L$ 1500 [B16L
000°LEY'C 1500 oseq pexi]
000°666°29 (sallin 6°29) 3s0D lejo L
180'880°L ol Jad 1509 [8)0)ang pajewlsy
000°v9 (sAeq 1noH 0L XIS) X33MW/09'88P' 28 @ SN 92 uoidadsu) uoldNIIsuoD)
000°0EL 3N Jad 180D Bulissuibug pajewiysg
280°6H9 I Jad 1809 pig J010B[UOD pajewls]
666'2LES altN Jad speaysanO + sbuipeo + (etele g adid ysul-gi

}soD sugadid Yyaul-0L
000°L¥E 19$ 1500 €10
000°'LEV'C 1500 oseqg paxi
000°0L6'8S (S|l §'29) 10D |1BJO L
8L.'2v6 ] QI Jad 1809 [Blolgng pajewl)sy
000'v9 (sReq INoH 01 XIS) 32209 8y 2$ © SO 9¢ uonoadsu] uoiRonsSuo)
000'0¢1 S|y Jod 150 bullsaulbug pajewnsy
280'st9 I Jad 150D plig J0}0BHUOYD palew}s]
9c9'/91¢% 9| Jod speaylanp + sbuipeo + [euaje R adid you|-g

}soD auijadid ysul-g

J9jawe|q auijadid Ag s3so) pajewnysy
auljadid yoeouddy - Apnis Ajljiqiseaq uosAed

7 obed

V Xipuaddy



000019 [£101nS
000'6 pEaYISAQD UOIJONIISUC)
000'8 oan4v
000°G¢ pesyJan) SAlBlISIUILIPY
000°0¢ SpIoM Aed-X
000} WINASY B SPISM - AoAINS
000°L uoIoONNSUOY - ASAINS
000°c Buipeis) @ buues|) - AeAINg
000°CL uoneipawiay pue
uoljelpaway pueT aje}s § 158104 [BUOHEN - SjiWISd
000°L DULICHUON dddMS
000°L dddMS ‘AlunoD pue ajels ‘|edapa4 - Sjiuliad
Juswaseq
000°L BULICHUON puB ASAING [eInjNy
000°L Apmg [eaibojoig
00S'C Juswdojanaq o uejd - ASAING Joeduwl} [BIUSWUOIIAUT
000G 3|yoid B ueld ayHoIny - sbumesq buusauibug
00G6°¢ ublsaq - klemng
000°91 ubisaqg a2JnosInQ - buudauibug
000°1$ OMS - bulesuibug

}s0) uondiuosag
3|IINl 1@d 3509 aAjeJjSIUlWIPY R bullddauibul pajew}sy
aujjadid yoseouddy - Apnys Ajjiqiseaq uosAed

¢ obed v xipuaddy




000°LE¥'T$ [EjoIans

000'GZ %oojg dwn|S - aunsopug 029
0008z 18599y 9Id 5'C9
000°0¥ UMOPMOIG /M Y20[g SUUIBIN - DA[BA §'Z9
000°LS loyenbay ‘181 - UOIRIS UMO | §'29
000°00€ buissoi) Jany spIap Jsed 06
00005 {punolc) anoqy) 8INSOjOUT R UMOPMO|] /M Y00|g SUljUIBIA - SAIBA K24
000°00€ buissou) JaAly SpIap g'ee
00005 {punoJo) anoqy) 2INSO[OUT R UMOPMO|T /M ¥20|g BuljUIBI - SAJBA 022
00002 (punolgy mojag) sUMOpPMOlg UlIM SBA[BA UoNe|oS| AVY Aemaaid /1 1oAY S0l
000'00% (4/00v$ © ¥ 000°1) bueydIeju] sebnq - buissoI) /|- 9108 501
000°Ge 19Z110p0 00
0005 320|g dWn|S - 84nS0|oUT 00
000'sz Jayoune 9|d 00
000°0Y UMOPMO|G /M X20|g Suljuiely - SABA 00
000'2yS uonels uonenbay % I8N o1es) Ay 0'0
000'005$ 1s09 Ayjioe de] Jsiddng |eny 00

}sod uonduosaqg JaquinN
}sod 9llN
S]S0) 9seg %QQO._n_ PaXi4 po{jewl}sy
auljadid yoeouddy - Apnis AJjiqiseaq uoshed
i obed v xipuaddy




Appendix A

Payson Feasibility Study - Operations Center
Estimated Land and Building Costs

Description Cost
Architectural $50,000
|Engineering 20,000
Civil 30,000
Permitting 25,000
Surveying 10,000
Layout 1,500
Water Mains 60,000
Sewer 50,000
Dry Utilities 80,000
Grading/Paving 100,000
Curbs, Gutters, Sidewalk 50,000
Site Utilities 45,000
Stripping 2,000
Fencing (Chain Link) 25,000
Landscaping 10,000
Concrete 88,000
Masonry 15,000
Structural Steel 60,000
Rough Carpentry 5,000
Casework 8,000
Waterproofing 2,000
Insulation 5,000
Roofing 30,000
Skylights 3,000
Hollow Metal Doors 8,000
Qverhead Doors 3,000
Aluminum Framed Storefronts 9,500
Framing, Drywall, Paint 35,000
CeramicTile’ 4,000
Carpet and VCT 9,000
| Signs 1,500
Partitions 2,500
Toilet Accessories 1,000
HVAC 100,000
Plumbing 25,000
Fire Suppression 15,000
Electrical 120,000
Security Camera system 20,000
Card access system 18,000
GC's+OH 55,000
Fee 25,000
Furniture (Installed) 35,000
Misc. Furnishings 3,000
Telecommunication/ PC support 40,000
Land (Purchase of 3 Acres) 800,000

Total Cost

$2,104,000

Page 5
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