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RE: fN 1IHE MATTEROF TW REVlEW OF NATURAL GAS 

On June I ,  2001, S td f  filed its proposal for twicw of natural gas p u r e m c n i  uctivities 
( ' S t d f s  pro9asaJ'3 Reviorssiy, in Decision No. 62994 (November 3, 2009). the Commission 
found rhat "Ihrt Commission should cstokblish a process to review the appropriateness of gas 
pronmmenlt aaivitira." 'Ibis decision hutha ordered Staff'to "hold discussions with the local 
distributmn camps3lies; ("LDCs") and other interested paies  artd submit a forma1 gas 
procurcmmt review process to the Canmission for appva l  by lune 1,2001 ." Staffs proposal 
IS in response to &is requirement. 

Stafl's proposal contains a pmxss that the Commission may adopt for its review of the 
natural gas procurement activities of the LDCs in Arizona. Staffs proposal also contains a 
recomrnendath that the Commission schedule one w more workshops in the near future to 
provide the Commissioners and interested psrtics with an opportunity to discuss issues relz!t+ to 
the reweu of natural gas ptocurcment activities in Arizona. At this time, Staff is not 
recommcndrng that the f 'ommission adopt the natural gas procurement review process contained 
in S I S S  Jim 1. 2001 propad. RElttrer. Staff believes that the June 1, 2001, proposal could 
serve as a aarting p i n t  for workshop discussions. AAer one or more workshops are held, Staff 
will consider the posittcas of all patties, prepare a revised report, and bring an updated gas 
prucurement review process proposal to the Commission for approval. Staff recommends that 
one 01 amre workshops 1 e held to discuss natural gas procurement rev. ew issues and that Staff 
prepare and fik a revis. J natural gas procument review proposal f c t  Commission approval 

on 3f thc works)ropcs). 

Director 1 
Utilities Division 

ORIGINATOR: Robert Gray 
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gas Locj purchast gas on she grot marktt. by ustng basin 
mdcxes, thmugb longer tam contracts, and o € k  mums. To ensure that 
carh IDCs t - m ~ f ~  are not paying mre fban ttrty shod4 the 
e- has illsurical(ly matotad the pracrurmanz of rwural g3s by 
the UXs. In thc past when a revitnrr of gas pnxurcmmt activities bas 
taken pl;rclc t was typically in the cuntext of a rate proccedin~. Given the 
large n m k r  of ismras thaJ am dcalt wth ia B typical me proceedmy, the 
h c  of gas pmwunat may not t#dvc the level of mmtion that is 
wanonted. M a y  other s;tates have a separate gas procurmcnt Itview 
praecss wtkh  taka p:xc on somt type of stt schedule, such as annually 
or every other year. Providing a separate vmuc mobles the state 
cormmission to prowde xhe nuxssaq attention to gas procurmeat issues. 
AdldrtiaaaUy, thcat ~ f c  eases where m s  do not have a rate proceeding 
fbr a large number of years and therefow them is no f m  for a formal 
h e w  of p-t issues. This is rroublewrne from both a 
regukory wd an LDC pcrspcctivle. If there are problems with gas 
prmxemmt activities. the regulator may not discover thum until many 
yean later. For the LDC, Sqrpropriatcnew; of gas procurmat 
activities re lains an open qu&m and a possible liabiliq when there is 
no formal n iew for many yean.” 

Because gerimaHy natural gas costs may be p d  through .o customers by LDCs 
through their purchased gas adjustor (PGA) mechanisms on a dollar for dollar basis and 
don’t aecessrvily impact the L.DCs’ profitability, it is possible that an LDC would not 
have a stlrons incentive to apply the needed resources and effort to do the best job of 
procwing gas for &zona ratepayers. Knowledge that the Commission will do a regular 
review of gas pmure~aent activities will provldt Arizona LDCs with a greater incentive 
to optimize their gas p m u m e n t  activities 

- 
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This report contains a review of gas procument issues, as well as Staffs 
recommendations regarding a gas procummt review process. 
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STAMMZD FOR i.PPROPrcLATlENEss OF GAS PROCUREMEV ACTNITIES 

Isurmg 1998-1999, thc PGA Design Working Group met a number of times to 
work on designing the rolling average PGA mechanism that was adopted for all Arizona 
LDCs (except Bagdad Copper Market) by the Conmission in Decision No. 61225 
(October 30, 1998). Givm Bagdad Coppa Market's unique circumstances, the 
Commission retained the fixed PGA rate for-Bagdad. la working group discussions, 
some LDCs expressed a concm regding their ability to recover gas costs that were 
rncmed under longer tm contracts, as comparcd to spot market purchases. To address 



“For purposes of GCA recovery, the standard of review ‘to be utilized by 
&e Commissm m ;rucssing the action (or lack of amon) of a utility in a 
specrlic Gas Puchsuo Year shall be whetha the tl;ctian (or lack of action) 
of a utility was ncasoaable in iight of the urfbmatim known, or w4tich 
sbuld have becn b w n ,  at tbe m e  ofthc action (or lack of adon).” 

Staf f  morn: icnds that the Commission adopt the foIlouc.ing language as the 
stlrndard a ,4rizoni for rktcrnwung the appropnrrrcncss of namti gas procurement 
aawitics. 

“In detmnt .  .g the prudence af n;annal gas procurement ). ctivities,:the 
standard to b applied is whether each individual action, mci the utility’s 
amous taken as a whole, given the spccific circumstances at the time. 
is‘are reasonable in iight Qf what &c utility knew or should h.we knoun at 
that time.” 

In prmious proceedings the Commission has recognized a number of goals that 
.*ZOM LDCs should pursue In chrk nanual pas procurement process, inc1uch-g 
reliability. p e e .  and pnce stability. %%en the proposed standard for reviewing gas 
procuremcnr activiries is applied. these previously stated goals should taken into 
considention. 



It is  unpcmnt IO undertake a tmew of each L " s  mtw~l gas procunment 
a c t ~ i t m  on a rrpla;r basis, but tf such 3 re\ ICW occurs too frequmtfy. i t  bccarnes an 
unnhccsa'y burden on both the Cbrmaiuon and the LDC. To balance these 
constdmuions. Staff mommmds a t b e  yea review cycle as reasonable and 
appmpnare The pmcss would mtad conducnng m initial fevtew of cnch LDC's gas 
pracwemmt actrvttrts in recent jnvs rind Srtting up a regular xheclule for the htwre. 
such rhat io &e &tu : each LDC's gas procumheat activities would be revhued every 
three yean. The L X s  would btt: &bided up w i h n  the thnc yesu cyde. Because 
C:U&~?F Uatiues YfJ Sou&wst Gas art thre larscJt pnd most cornpiex LDCs, their gas 
procutment activiac. wouId be the only mcs nmcwd in thcir yein dunng the thrce 
)ear cyck Dunng et mJirrin3 year of the thrtt YW cyle, Arizo: a's other remaining 
LDCs. tmiuding Bag ad Copper Market. Biack Mountain Ggg, Dur can Rural Services, 
Energy West, and G r & m  Counry t'tllrticu. woukd have the& gas pr:curemcht activities 
rciimtd. (he benef;.t of staggering the LDC rewews over a three year period is !hat 
each ?car the Cornmassion Staff wili be able to focus on a Limited number of companies 
(in some years only one company) This allows for a more thorough P ~ V I C W  and analysis 
than attempting to review alt LDCs withtn one year 

Each rettew in the tbce year cycic *?!I review the nmu,iI gas procurement 
actiW.cs dunrig the b e t  orcvious calendar )ears For example, If  Staff was conducting 
a re\riew of natural gas procurement activities in 2005 for an LDC, the natural gas 
pot-urernenl activities from 2002 through 2004 would be analjzcd. Due to the timing lag 
in gw p:ocurement reponing, it would take the first several months i ~ i  2005 for the LDC 
to fir,al:zt its PGA information througb the end of 2004 Therefore, under this example, 
i t  IS .mricipared that Staff *odd rrtrtiate its review of the LDC's natural gas procurement 



Onr: issue that be resolve8 is how far bzaclt these initial reviews will go. It 
mUBd btdifkuh, at leas in some cases, to g;c, back to the last time a review was 
cunducted on natural gas procuremen4 rctivitics. Not d y  would i t  bc very time 
conaSming to go back mgny yeam, bur it will &dy be incmashgly difficult to obtain all 
the recards and 0th hfbmatm n required. Additionally, there have been changes in the 
Mrural l%pJwv sad in ttme ttmnertbw nanuraf gas coas haw beGn accounted for and 
pgssed tbrougb to C f 8 i w n C r s  Over the yeas. These fiactors would add to lhe compicxity 
of a review Whtcb would go back many years. HQWCV~Z, Staff believes that it is 
importm to review past gas procurement activities to tllsu113 drat Arizoaa ratepayer 
concerns have bcen pmpcrly cansidered in the purchasing of natural gas in recent years. 
in light of these circurnstmccs, Smff bieticves that B vroper balancing of the issues would 
be to conduct the rzvicw of past nanval gas pmuremeat activities on procurement 
activjhes from the plemeatatiOn of the June 1999 PGA mbchsmism to the present time. 

h is anticippatrrd that once the initial micws arc completed, the dates €or the 
various steps in the tkree y e a  cyck will be finalized. When Staff :ampletes its initial 
reviews, it will file a !~.nter finalizing the thra year cycle dates. 

~ n d a  Stars j w s a i s ,  whm staff-piete~ its review of a1 bc?snatual gas 
procurtracnt activities, Staff wouid file o report documenting its review. The Staff'report 
and rccomnxendations would be brought to the Commission for approval at open meeting. 
Then may be some gas procurement information which the L X s  would consider to be 
confidential in nature. If Staff agrees the information is proprietary, confidentiality 
agreements can be executed to protect the information from public disclosure. Staff 
would then file a separate pubfic version of i ts  gas procurment review. 

It should be noted that Arizona LDCs vary greatly in size and that the gas 
procuamcnt activities of a small LDC will differ greatly &om those of a large LDC. 
For a m p l e ,  it is difficult for an LDC with a very small throughput to diversify its 
supply portfolio, an LDC with a large throughput has many more opportunities to 
diversify its supply portfolio. \ f  
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The SeCollLi god of tbc natural garr procwurmt review would be ensuring proper 
accounting of n a n d  &;is supply related costs an4 cndrts. This would involve a tmitw 
of thc monthly inputs into each E ' s  PGA bank balance account. 

- 
USE OF F~XDWGS I-  %OM PROPOSED NATURAL GAS PROCUEME& REVIEW 

At the end of a givm refiew by SW of an LDC's naturd gas procurement 
activims, Staff would blc a npon which would document its review of the LDC's 
natural gas procurmcnt activities. This report would also contain findings regding the 
properness of the LDC's natural gas procurement activities during the period under 
revlew. Sxh furdings could be considered by the Commission in future rate cases and 
other proceedings as is deemed necessary. If S t a f f  finds improper actions in the 
procurement of natural gas by the LEK, the Commission could take timely action to 
address the situation, such as filing an Order to Show Cause. It is generally anticipated 
that such acmn would only be taken if serious problems were found in the LDC's natural 
gas procilrtmcnt activities 



COEJCLUSlONS 

The procumnmt of hatVal gas is an important process that has a significant 
impact upon thc mes aad quality of service ttLat Arizona natural gas consumers 
experience. Establishmeat of B compgetrtnsive nanural $as procurement pmcws will 
signal the iadusqy that the C d o n  recognizes that Arizona WDCs must optimize 
thck gar procurement cffom. A proas  that is clearly d e h d  will provide greater 
CiCRBinry for W Uxs, tbe CormaissiOn, and Arizona ntqayers. Botb the Commission 
and the kDcs bear rcspmsi%il&y in d g  that Axkona ratqayns are best served in 
the pachasing of aatzrroll gas. It is importat that each LW: actively punu~s an optimal 
gas pracurunmt sprategy, rather thgn mcrely procuring gas in a way which the LDC 
kiiens would minirib the replatory review of its -pwbws. A Commission adopted 
w d  wcwld result in a consistrmx d e w  of natural gas procurrment activities so the 
LM=s will know what is  cxpettd ofthean. 

Sraffbe~ewwttratthegabsprocunmgltrtviewpnxcssc~~~l~inthisreport 
would eaable the Commislsion to eEdvely d t o r  the gas procummuit activities of 
Atizana LDCs. Although Staffhas soiicircd input h in  inturestcd parties in preparation 
of this report, and has had infbmrat discusia with a ftw mtmstal psrtits, Staff hgs not 
received much input fFom interested plutrm to this point. fn light of thc Iimited rcsponsc, 
and given recent events in the natural gas d e t  md other energy markets, S M  believes 
that k woukl be tKeeficil for the Commission to hold one or more workshops on the 
design of a nataral gas procunmmt review process. Such a workshp or workshops 
would provide dl parria, including the commissioners, *th a grestcr oppornmity to 
discuss the issues nIatad to d#: micw of nannaf gas procurement activities and provide 
input to staff on the design of a rcvicW process. The gas p m m m t  process 
contcDlpf8tdd; in this rrport could as a Starring point for discdons at the 
w o m s ) .  If the C- a p e s  that this approach is acceptable, Staff anticipates 
gulckly SCbffNing a first worlbhop. Afbr the first workshop, input would be sought ias 
to whether additioaal w m  would be needed. Mer completion of the necessary 
work;stropIs), Staff woidd consider the @tion of all parties, would prepan a revised 
report, amd would brint; gn updated gas procwremtnt review process 1 o the .Cpnunission 
for approval. 


