BEFORE THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE

IN RE: )

)
PETITION OF ATMOS ENERGY )
CORPORATION TO REVISE ) DOCKET NO. 16-00028
PERFORMANCE BASED RATE- )
MAKING MECHANISM TARIFF )

)

RESPONSE OF TRA STAFF (AS A PARTY) TO FIRST DISCOVERY REQUEST OF
ATMOS ENERGY CORPORATION

1. Produce all documents generated by each of your witnesses in this matter,
including without limitation all notes, reports, correspondence, work-papers, spreadsheets,
calculations and the like. The work-papers and calculations should be produced in Excel
working format with numbers, formulas and linked files provided.

RESPONSE: No documents responsive to this request have been generated by
Party Staff’s witness in this matter.

2. Produce all documents that have been referenced or relied upon by each of your
witnesses in this matter.

RESPONSE: In addition to the documents filed in this docket, the following
documents have been referenced or relied upon by Party Staff’s witness in this matter:

A. Documents filed in TRA Docket No. 08-00024, In re: Petition of Atmos Energy
Corporation for Approval of the Cotnract(s) Regarding Gas Commodity Requirements, Etc.,
available at share.tn.gov/tra/dockets/0800024.htm.

B. Documents filed in TRA Docket No. 11-00034, In re: Petition for Approval of
Contract  Regarding Gas  Commodity — Requirements and  Managemeni  of
Transportation/Storage Contracts, available at share.tn.gov/tra/dockets/1100034.htm.



C. Documents filed in TRA Docket No. 13-00111, In re: Petition of Atmos Energy
Corporation to Revise Performance Based Ratemaking Mechanism Rider in Tariff, available
at share.tn.gov/tra/dockets/1300111.htm.

D. Documents filed in TRA Docket No. 14-00009, In re: Amended Petition of Atmos
Energy Corporation for Approval of Contract Regarding Gas Commodity Requirements and
Management of Transportation/Storage, available at share.tn.gov/tra/dockets/1400009.htm.

| 2 Documents filed in TRA Docket No. 14-00101, In re: Request of Chattanooga
Gas Company for Approval of Request for Proposal for Asset Management and Agency
Agreement  and  Gas  Purchase  and  Sale  Agreement,  available  at
share.tn.gov/tra/dockets/1400101.htm.

F. Documents filed in TRA Docket No. 14-00137, In re: Petition of Chattanooga
Gas Company for Approval of Asset Management and Agency Agreement and Gas Purchase
and Sale Agreement, available at share.tn.gov/tra/dockets/1400137.htm.

G. Documents filed in TRA Docket No. 15-00009, In re: Petition of Atmos Energy
Corporation for Approval of Contract Regarding Gas Commodity Requirements and
Management of Transportation/Storage Contracts, available at
share.tn.gov/tra/dockets/1500009.htm.

H. Documents filed in TRA Docket No. 16-00008, In re: Petition of Atmos Energy
Corporation for Approval of Contract(s) Regarding Gas Commodity Requirements and

Management of Transportation/Storage Contracts, available at
share.tn.gov/tra/dockets/1600008.htm.

I. Electronic mail from Joe Shirley to Scott Ross dated October 19, 2015, with
attachment “Proposed Staff Revision to PBRM Tariff.pdf.” attached hereto as Exhibit A.

J. Party Staff Agenda for Conference Call of January 14, 2016, attached hereto as
Exhibit B.

K. Party Staff Issues List, attached hereto as Exhibit C.

L. NRRI Research Paper 2006-15 “A Hard Look at Incentive Mechanisms for
Natural Gas Procurement,” attached hereto as Exhibit D.

M. Confidential Atmos Energy PBR Technical Meeting October 1, 2015 Handout,
provided in PDF format and filed under seal.



N. Confidential Atmos Energy’s TRA Meeting December 10, 2015 Handout,
provided in PDF format and filed under seal.

0. Confidential electronic mail from Scott Ross to Joe Shirley, Wayne Irvin and
Monica Smith-Ashford dated October 8, 2015 provided in PDF format with confidential
attachment “7N PBR new Demand Savings 10-8-2015.xlsx,” provided in Excel format, and
filed under seal.

P. Confidential electronic mail from Blind Akrawi to Joe Shirley dated November
20, 2015 with confidential attachment “Summary of Proposal Scenarios for Staff,
Confidential 11-19-2015.docx” provided in PDF format and confidential attachments “0/-
Exeter 1st yr Recommendations, 14-15 ANNUAL PBR Rpt, Confidential -....xIsx”; “02-Staff
no sharing of preexist demand dsct, 14-15 ANNUAL PBR Rpt, Conf... xlsx”; “03-Staff 90-10
share preexist avoided cost delivered, 14-15 ANNUAL PBR ....xlsx”; and “04-Staff avoided
cost delivered based on dsct demand, 14-15 ANNUAL PBR ...xlsx” provided in Excel
format, and filed under seal.

Q. Confidential electronic mail from Becky Buchanan to Michelle Ramsey dated
December 18, 2015 provided in PDF format with confidential attachment “07 with detail
demand — Exeter Ist yr Recommendations, 14-15 ANNUAL PBR Rpt, Confidential xlsx”
provided in Excel format, and filed under seal.

3. Produce all hearing exhibits and other documents that you plan to introduce, use,
or reference at the hearing on the merits in this matter.

RESPONSE: Party Staff has not determined the hearing exhibits and other
documents that it plans to introduce, use, or reference at the hearing on the merits in this matter.
Party Staff will seasonably supplement its response to this discovery request when such
determinations are made.

4. For the purpose of stating its contentions in this proceeding, provide the specific
Janguage of all of TRA Staff’s recommended amendments and revisions to the Company’s
proposed tariff in this matter. Produce a redlined copy of the Company’s proposed tariff
indicating all of Staff’s proposed amendments and revisions.

RESPONSE: Party Staff is not recommending specific language of amendments
and revisions to the Company’s proposed tariff in this matter, nor has Party Staff drafted a
redlined copy of the Company’s proposed tariff indicating all of Staff’s proposed amendments
and revisions. Party Staff’s concerns regarding the Company’s proposed tariff in this matter are



conceptual in nature, and its recommendations in this docket are designed to provide a
constructive framework within which to address those general concerns. As such, Party Staff has
not recommended any specific alternative amendments or revisions to the tariff proposed by
Atmos Energy in this matter.

5. Admit that, since at least September 2015, Atmos Energy, TRA Staff, and the
CPAD have exchanged email correspondence including draft proposed tariffs and have had
multiple in-person discussions concerning Atmos Energy’s proposed Performance Based
Ratemaking Tariff amendments.

RESPONSE: Party Staff admits that, since at least September 2015, Atmos
Energy, TRA Staff, and CPAD have exchanged email correspondence including draft proposed
tariffs and have had three in-person discussions concerning Atmos Energy’s proposed
Performance Based Ratemaking Tariff amendments.

6. Admit that TRA Staff had the opportunity to ask questions of the consultant
(Exeter) and to provide feedback.

RESPONSE: Party Staff admits that it had the opportunity to ask questions of
the consultant (Exeter) and to provide feedback to Atmos Energy regarding Atmos Energy’s
proposed Performance Based Ratemaking Tariff amendments.

7. Admit that TRA Staff and the Company participated in multiple meetings and
exchanged multiple drafts of proposed tariff language following Exeter’s report.

RESPONSE: Party Staff objects to this request as vague and ambiguous to the
extent it relies on the term “multiple” which is not defined in the First Discovery Request of
Atmos Energy Corporation to Tennessee Regulatory Authority Staff.

Subject to and without waiving the foregoing objection, Party Staff admits that it and the
Company participated in meetings and exchanged drafts of proposed tariff language following
Exeter’s report.

Respectfully submitted,
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J1m R. Ldymdn B P K No. 30662
Tennessee Regulatory Authority
502 Deaderick Street, 4™ Floor
Nashville, TN 37243

(615) 770-6895
jim.r.layman@tn.gov
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CERTIFICATE OF SERVICE

I hereby certify that the foregoing has been served via electronic mail on the following
counsel of record this 23" day of November, 2016:

A. Scott Ross, Esq.

Blind Akrawi, Esq.

Neal & Harwell, PLC
2000 One Nashville Place
150 Fourth Avenue, North
Nashville, TN 37219
sross(@nealharwell.com
bakrawi@nealharwell.com

Wayne M. Irvin, Esq.

Vance Broemel, Esq.

Office of the Attorney General

Consumer Protection and Advocate Division
P.O. Box 20207

Nashville, TN 37202
wayne.irvin@ag.tn.gov
vance.broemel@ag.tn.gov
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Jim R. Layman



EXHIBIT A



Joe Shirley

From: Joe Shirley

Sent: Monday, October 19, 2015 11:18 AM

To: 'Scott Ross'

Cc: Michelle Ramsey; Dan Ray; Pat Murphy; Monica Smith-Ashford
Subject: Atmos PBRM

Attachments: Proposed_Staff_Revision_to_PBRM_Tariff.pdf

Scott:

Staff met last week to review and discuss the proposed changes to the PBRM tariff. With the
proposed elimination of the cap and deadband, which in the past had the effect of minimizing
the plan's goals, we feel it's particularly important for us to have a full understanding of the
impact the proposed changes will have on calculation of savings, with the overall objective
being to assure that the revised plan's incentives are appropriately aligned to spur the
Company's efforts to achieve lower gas costs for customers and, of course, to reasonably
reward the Company for its efforts in this regard. The Exeter report contains valuable
information and recommends a number of changes that we think will strengthen and improve
the plan, and we generally support their implementation. However, we have a few concerns
that are not addressed by the Exeter report which we would like to continue discussing within
the context of the Company's proposed changes to the PBRM tariff. Staff's concerns are:

1. That pertinent rates included in Atmos's pipeline contracts should be used to compute
avoided cost-delivered savings, as opposed to the FERC max tariff rates;

2. That savings for avoided cost-discounts should be computed based on future efforts to
negotiate discounted rates from pipelines, i.e., from the effective date of the revised PBRM
tariff going forward;

3. That computation of savings for avoided cost-discounts included in the Avoided Cost
Incentive Mechanism should be clarified, in particular whether such savings will be computed
for each contract replacement or amendment or whether such savings will be computed
based on comparison of a portfolio of contracts from one period to another, or some other
methodology; and

4, That ongoing triennial reviews of the PBRM should be conducted by an independent
consultant in order to monitor performance of the plan in this constantly changing
marketplace.

Attached are suggested edits to the proposed tariff language that address our concerns.



Also, we think it may be beneficial to arrange a meeting or conference call with Exeter for the
purpose of gaining additional insight and information on the impact of the proposed
recommendations, as well as the considerations that went into forming the

recommendations. Would the Company be agreeable to scheduling and participating in such a
meeting?

Finally, with regard to tomorrow's meeting, do we still plan on having the meeting in light of
the current status of the case? We certainly want to continue open dialogue and exchange of
information regarding the proposed revisions to the PBRM, but we also understand the
Company wanting to move forward as expeditiously as possible with a filing in order to finalize
this matter prior to the beginning of the next plan year. Should the Company choose to make
its filing at this point without incorporating any recommended changes, it is our hope that we
will continue working together to resolve these issues in a manner satisfactory to everyone
involved. In any event, Staff will do whatever we can to ensure that this case moves forward
to a timely resolution.

Hopefully this email will provide you with a better understanding of Staff's analysis and
concerns. Please feel free to contact us to discuss these issues or any other concerns you may
have. Also, please confirm whether or not the Company plans to proceed with tomorrow's
schedule meeting.

Thanks, Joe

Joe Shirley

Deputy Chief, Utilities Division
Tennessee Regulatory Authority
502 Deaderick Street, 4th Floor
Nashville, TN 37243

(615) 770-6888 (direct dial)
(615) 741-2336 (facsimile)
Joe.Shirley@tn.gov




ATMOS ENERGY CORPORATION

TENNESSEE REGULATORY AUTHORITY GAS TARIFF
OF

ATMOS ENERGY CORPORATION

Communications Regarding This Tariff
Should be Addressed to:

Patricla J, Childers, VP Rates & Regulatory Affalrs
Atmos Energy Corporation
810 Cregeent Centre Drive, Suite 600
Franklin, Tennessee 37067

Issued by: Patricia J, Childers, VP Raies and Regulatory AffairsEffective Date: Bills rendered On and after
Date Issued: November 12, 2007 November 19, 2007
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T.R.A. No.1

ATMOS ENERGY CORPORATION dihdrd Revised Sheet No, 45.1
Cancelling Jrd2ad Revised Sheet No.45.1

PERFORMANCE BASED RATEMAKING MECLHANISM RIDIR

Applicsbilny

The Perfonnance-Based Ratemaking Mechanism (the PBRM) replaces the reasonableness or prudence review of the
Company's gas purchasing aclivities overseen by the Tennessee Regulatory Authority {the Authority) in accordance
with Rule 1220-4-7-.05, Audit of Prudence of Gas Purchases, This PBRM is designed 1o cncourage the utility to
maximizo its gas purchasing activities at minimum costs consistent with efficient operations and Sservice reliability,
and will provide for a shared savings or costs between the Company und the Compuny's wikitv's- custoimers and share
holders. Each plan year will begin April 1. The annual provisions and filings herein will apply to this annual period.
The PBRM will continue until it is either (a) terminated at the end a plan year by not Jess than 90 days nofice by the
Company to the Authority or (b) modified, amended or terminated by the Authority.

Overview of Struciure

The Performance-Based Ratemaking Mechanism consists of_four_pirly;+wo-pass;

A._ Gas Procurement Incentive Mechanism h——1 Formatted: Lef, Numbered + Level; 1 +
B. Capacity Management Incentive Mechanhism Numbering Style: A, B, C, .. + Startat: 1 +
C_Avorded CostIncentive Mechnmsim :ll_lgrs"';,“t' Left + Aligned at: 0.25" + Indent
12, OIT Systen Sales Revenue Incentive Mechumsim

The Gas Procurement Incentive Mechanism establishes a predefined benchmark index to which the Company's
cominodity cost of gas is compared. It also addresses the use of financial instruments or private contracts in managing
gas cosis. Lo commodity costs, ona monthly basis, the Company wil) compare its commedity cost of gas to the
upproprine benelimack aroung, The benehmark amount will be computed by muliiplying actual purchinse gumtitivs
{or e month, ineludmg quantitics purehased for inection 1o stormge, by the appropriste prive indes. For wonthly
hmin i puu_hmu- the prici |11_;th\ \ull I ll_,_pmupn.m fm.‘u'ul N fmw .'..'m&u h_'gmu !m! of (he moenth prlee

¢ L
1hc |!Il‘~|l'|u-\ diy of pis _]u-.\ will be uu:.d as rln, mdc\ Fhe net mcenhvel rus ‘r i l e G 'IM :ravmgm eoms wlll
be shared between the Company's customers and the Company on a 3242304 75%/23% basi

The Capacity Management Incentive Mechanism is designed to encourage the Company to aetively market off-peak
unutilized transportation and storage capacity on upstream pipelines in the secondary market. {tincludes ol eredits the
Compniy tecerves theougeh its trnspottation Mu;muu_;_l_} __}j_g_g_w ol p_qr l!‘li& ol iy ﬂﬂll mg[m]lgn ;ppl[;gg;; Vil
pipelines’ electronic bulletin boards/oustomer ¢ webs 4 50 W 1
shured betyeen te Company's eustonwes angd |hsn Company on a }5'_'_,‘4_‘{, busig, It a]so addresses the sharing of
asset management fees paid by asset managers, and other forms of compensation received by the Company for the
release and/or utilization of the company’s transportation and storage assets by third-parties. The net incentive
benefits [renn aysel manapgment fecs will be shared between the Company's customers and the Company on a 90%
/10% basis.

| Issued by: Patricia J. Childers, VP Rates and Regulatory Affairs Effective Date: April 1, 201630+
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Issued by: Patricia J. Childers, VP Rates and Regulatory Affairs Effective Date: April 1, 2016 Kehvaniy 362045
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{Lcgal/02831/18710/01556139 DOCX }



T.R.A. No.1
4thdrd Revised Sheet No, 45,3

ATMOS ENERGY CORPORATION Cancelling Jrid2ndd Revised Sheet No. 45,3

Affliliate Transaclions

T'he following guidelines present the minimum conditions deemed necessary to ensure that affiliate transactions
between the Company and its affiliate(s) do not result in a competitive advantage over others providing similar
services, These guidelines will remain in effect as long as the Company is operating under a performance based
ralemaking plan. We note thal these guidelines may fail to anticipate certain specific methods by which such
advantages may be conferred by the Company on its marketing affiliates. All parties should be nware that to the extent
such instances arise in the future, they will be judged according to this stated intent.

Definitions:
Terms used in these guidelines have the following meanings:

L Affiliate, when used in reference to any person in this standard, means another person who controls, is
confrolled by, or is under common controi with, the first person

2, Control (including the terms "controlling", "controlled by", and "under common control with"), as used in
this standard, includes, bul is not limited to, the possession, directly or indirecily and whether acting alone
adone or in conjunction with others, of the authority to direct or cause the direction of the management or
policies of a company. Under all circumstances, beneficial ownership of more than ten percent (10%) of
voting securities or partnership intevest of an entity shall be deemed to confer control for purposes of
these guidelines of conduct,

3. Marketing, us used in this standard, means selling or brokering natural gas to any person or entity,
including the Company, by a seller that is not a local distribution company.

RFP Procedures for Selection of Asset Manager and/or Gas Provider:

I. In each instance in which Almos Energy Corporalion (Company) intends to engage the services of an
asset manager to provide system gas supply requirements and/or imanage its assels regulated by the
Tennessee Regulatory Authority (TRA), the Company shall develop a written request for proposal (RFP)
defining the Company's assels to be managed and detailing the Company's mininum service
requirements. The RFP shall also describe the content requircments of the bid proposals and shall include
procedures for submission and evaluation of the bid proposals.

2. The RFP shall be advertised twice in a thirty (30) day period as part of a systematic notification process.
This thirty (30) day minimum period may be shortened with the written consent of the TRA Staff to a
period of not less than fifteen (15) days.

3. The procedures for submission of bid proposals shall require all initial and follow-up bid proposals to be
submitted in writing on or before a designated proposal deadline. The Company shall not accept initial or
follow-up bid proposals that are not written, or that are submitted after the designated proposal deadline.
Following receipt of initial bid proposals, and on & non-discriminatory basis, the Company may solicit
follow-up bid proposals in an effort to obtain the most overall value for the transaction.

| 1ssued by:  Patricla J. Childers, VP Rates and Regulatory Affairs Eflective Date: Agpril |, 2016Juned62014
{Lepa)02831218710/01556139 DOCX )
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4. Allinitial and follow-up bid proposals shall be evaluated as they are received. The criteria for choosing

the winning bid proposal shall include, at a minimum, the following; (a) the total value of the bid
proposal; (b) the bidder's ability to perform the RFP requircments; (c) the bidder’s asset management
qualifications and experience; and (d) the bidder’s financial stability and sirength, The winning bid
proposal shall be (he one with the best combination of attribuies based on the evaluation criteria. If,
however, the winning bid proposal is lower in amount than any other initial or follow-up bid proposal(s),
the Company shall explain in writing to the TRA why il rejected each higher bid proposal in favor of the
lower winning bid proposal. The Company shall maintain records demonstrating its compliance with the
evalugtion and selection procedures set forth in paragraph 4 above.

An incumbent asset manager shall not be granted an automatic right to match a winning bid proposal. If
the incumbent asset manager desires 1o continue its asset management relationship with the Company
after expiration of its asset management agreement, it shall submit a written bid proposal in accordance
with thc Company’s RFP procedures, The bid proposal shall be evaluated pursuant to the procedures set
forth in paragraph 4 above

The Company May develop additional procedures for asset management selection as it deems necessary
and appropriate so long as such procedures are consistent with the agreed-upon procedures described
herein.

The Company shall retain all RFP documents and records for at least four (4) years and such docutnents
and records shail be subject to the review and examination of the TRA staff. The Asset Manager shall
maintain documents and records of all transactions that utilize the Company’s gas supply assets. All
documents and records of such transactions shall be retained for two years alier termination of the
agreement and shall be subject to review and examination by the Company and the TRA Staff.

Standards of Conduct:

The Company must conduct its business to conform to the following standards:

If there is discretion in the application of tariff provisions, then the Company must apply such provisions
relating to any service being offered in a consistent manner to all similarly situated entities.

The Company must strictly enforce a tariff provision for which there is no discretion in the application of
the provision.

The Company must process all similar requests for services in the same manner and within the same
period of time.

The Company may not give its marketing affiliate preference over noneffiliated companies in natural gas
supply procurement activities.

The Company may not give its marketing affiliate preference over nonaffilinted companies in its upstream
capacity release activities.

{Legal/02831/18710/01556132. DOCX }
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The Company may not disclose 1o ils marketing affiliate any information that ihe local distribution
company receives fiom a non-uffiliated marketer, unless the priar written consent of the parties to which
the information relates has been voluntarily given.

To the extent the Company provides information related to its natural gas supply activities and upstream
capacity release activities, it must do so contemporaneously to all nonaffiliated marketers, that have
submitted a written request for such information 1o the Company.

To the extent the Company provides information related to natural gas services being offered to a
marketing affiliate, it must do so contemporaneously to all non-affiliated marketers, that have submitted a
writlen request for such information o the Company.

In transactions that involve either the purchase or receipt of informatipn, assets, goods or services by the
Company from an affiliated entity, the Company shall document bolh the fair market price of such
information, assets, goods, and services and the fully distributed cost to the Company to produce the
information, assets, goods or services for itself,

. When the Company purchases information, assets, goods or services from an effiliated entity, the

Company shall either obtain competitive bids for such information, assets, goods or services or
demonstrate why competitive bids were neither necessary nor appropriate.

- To the maximum extent practicable, the Company's operating employees and the operating employees of

its marketing affiliate must function independently of each other. For the purposes of these guidelines,
operating employees are those who are in any way involved in identifying and contracting with
customers, locating gas supplies, making any and all arrangements with intervening pipelines and in any
way managing or facilitating those contracted services

. The Company must maintain its books of accounts and records separately from those of its affiliate.

. If the Company offers a discount to an affiliated marketer, it must make a comparable offer

contemporaneously available to all similarly situated non-affiliated marketers.

The Company may not condition or tic its agreement to release its dedicated, stored, inventoried
or optioned gas or supply contracts or upstream transportation and storage contracts to an
agreement with a producer, customer, end-user or shipper relating to any service by its markcting
affiliate, any services offered by the Company on behalf of its marketing affiliate, or any services
in which its marketing affiliate is involved.

Prearranged, non-posted, capacity release transactions may not be entered into with any affiliate of the
Company in any two consecutive thirty-day periods.

. The Company must maintain a written log of tariff provision waivers which it grants, It must provide the

log to any person requesting it within 24 hours of request. Any waivers must be granted in the same
manner to the same or similar situaled persons.
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17. The Compuny shall maintain sufficiently detailed records that compliance with these guidelines can be
verified at any time,

Complaints:
Any parly may file a complaint relating to violations of these guidelines

1. Any customer, marketer, or other intercsted third-party may file o complaint with the Authority relating to
alleged violations of the affiliate standards set forth in these guidelines. At or before the time of filing, the
complainant shall serve a copy of the complaint on the Company.

2. Within ten (10) days of service of the complaint upon the Company, the Company shall file a written
response to the complaint with the Authority,

3. The Authority may hold hearings on any complaint filed or may take such other action (as it may deem
appropriate), including requesting further information {rom the parties or dismissing the complaint.

4. After notice and opportunity for a hearing, should the Authority find that the Company has violated the
standards contained in these guidelines, the Authority may impose any penalty or remedy provided for by
law.

Reserve Margin

‘The Company may maintain a reserve of natural gas in excess of its projected peak day requirement and recover the
cost of the reserve from their customers through the purchiised gas adjustment (PGA). The projected peak dny
requirement shall be based upon the coldest day on record since 1970, All fiem peak day capacity contracted for by
the Company shall be considered as gas available to meet peak day demand. "Coniract demand” shall be the umount of
finm peak day capacily the Company is entitled to on a daily basis, pursuant to contract, The maximur peak day [irm
demand of the projected heating season shall form the base period demand (o establish the Company's maximum peak
day firm demand. 4 reserve margin of 7.5% or less in excess of the base period firm demand adjusted for specific gain
or loss of customers and/or throughput on a specific case by case basis will be presumed reasonable.

All capacity available to meet the peak day demand in excess of an amount needed to meet the base period peak day
demand plus a 7.5% reserve margin must be shown by the Company to be necessary to meet its customers'
requirements before it can be included in the PGA. All capacity available to meet demand less than an amount of base
period demand plus a 7.5% reserve margin is presumed to be Teasonable unless a factual showing to the contrary is
made.

Determinption of Shaved Savings

Each month during the term of the PBRM, the Company will compute any savings or costs in accordance with the
PBRM. If the Company earns any savings, a separate below the line Incentive Plan Account (IPA) will be debited
with such savings. If the Company incurs any costs, that same 1PA will be credited with such costs. Derng-a-phn
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veardhe-Cormrany- wall-he-Hmited-o-ovarmlsmangs-sesostr-totnling-$ 25 mithon: Interest shall be computed on
balances in the IPA using the same interest rate and methods as used in the Company's Actual Cost Adjusiment (ACA)
account. The offsetling entries to 1PA savings or costs will be recorded to income or expense, as appropriate,

Savings or costs accruing to the Company under the PBRM will form the basis for a rate increment or decrement to be
filed rnd placed into effect separate from any oliter rate adjustments to recover or refund such amount over a
prospective twelve-month period

Tugh year, effective October 1, the rtes for all snles customers will be increased or decreased by a separate rate
Increment or decrement designed to amortize the callection or refund of the March 31 IPA halance over the
succeeding twelve month period. The rate increment or decrement will be established by dividing the March 31 IPA
balance by the appropriate sales billing determinants for the twelve months ended March 31 During the twelve-month
amortization period, the amount collected or refunded each month will be computed by mulliplying the sales billing
determinants for such month by (he rate increment or decrement, as applicable. The product will be credited or debited
to the IPA, as appropriate. The balance in the IPA will be tracked as & separate collection mechanism, Each October |
the unamortized amount of the previous year's IPA balance will be trued-up in the new rate increment or decrement.

il (ith the Authority

The Company will file calculations of shared savings and shared costs quarterly with the Authority not later than 60

days after the end of the quarter and will file an annual report not later than 60 days following the end of each plan

year. Unless the Authority provides writien notification to the Company within 180 days of such annusl reports, the (T)
Incentive Plan Account shall be deemed in compliance with the provisions of this Rider, The Company will file
calculations annually to verify the reasonableness of its reserve margin.

tnecntive nml-RewnrdsProgeam

Fhe Company-witlhave imn-placa-an-theentive-sml-raward: preg forselected Gas-Supply-nov-oxceutive-employees
mvalvedan-the-umplememation o the-Companyst B RM-in-a-manpor-consistent-with-Hie-benelits-aehieved-fo
swrtomeri-ind-shareholdorsthrough-innovements-in-gus-procdrement-and SeeOndRy-rriFh sl il
Partetpanis-in-the-program-wHreeeive-ineentive-sompensaton-tis-teeopnition-Jas-heir-contabutionto-the-customers
and-shareholders-oithe-Company-through-lower par-cost-und-sivingsrelated-therels-

Brurng: the-time thisHordFa-in-effect-the- Company-wil e-bfhive-tplace o -pas-supply-Ineeptive-and-Hewanls
Program-the details shawinehowill-be pravided-fo-the-Aathorty- on-am-annual-basis-within 60-diys-ofthe businning of
east-pan-yeni-Ualess-the-Compiy-ls-advied-within-o0-days: sold-detads-wall- hesvine sl feotive- Mo-filing-forprior
upprovekisteqisred-for chungesn-the perfonmuonue-megsures
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‘#comprehensive review of the transactions and aclwntles related to Asset o
Mul'nl,gcﬂmnl shall L'-c mnducted fepemdentenmeimme et nnd—eeed B e S !)Y An ,ﬂo’fW

H&lWMMmmWMMHFWHMWWWW

ool uuepcindil ot suathi--setionie-erdsret-toCTrinesed-by-rentedconssbiic-ue- (OB A T a’"‘ every
<onsullant-shnth-he-vieleets r‘rmrmmm—.“ st ""“Mﬁmmﬁ-‘ﬂ'l-i-mdmnmmmm'
T T R ey biythve—-HAst-the-enmo ks T =tesmtm} M-.MQ Y&!/S
equdielad-netteemderi-the—Avhormyr The TRA Staff, the Consumer Advocate and Atmos shall make an effort to
rhaintain a Jist of no less than five (5) mutually agreeable independent consultants or consulting firms qualified to 7;‘( Pl rfz‘!'/ 7‘)’1‘ f”md—'f

conduct the aforementioned initial review. Any dispute concerning whether an independent consultant shall be added mw shal { be cpq-/bt‘/%/
to the list shall be resolved by the TRA StafT, after consultation with Atmos and the Consumer Advocate. For the 7 rAes - 2

fritiet review, the TRA Staff shall select three (3) prospective independent consultants from that list. Each such /ﬂ - A ,}‘
consultant shall possess the experience and expertise necessary to conduct the initial review. The TRA Staff shall ﬁn/ Sué el €nn. ,4(

provide the list of prospective independent consultants to Atmos and the Consumer Advocate via electronic mail, m

Atmos and the Consumner Advocate shall each have the right, but not the obligation, 1o eliminate one (1) of the MM CI-U_S s M” M (‘UCJ
prospective independent consultants from the list by identifying the consultant to be eliminated in writing to the TRA '320’)! M"d memé/
Staff within thirty (30) days from the date the list is e-mailed. The TRA Staff shall select the independent consultant
from those remaining on the list after Atmos’s and the Consumer Advocate’s rights to eliminate have expired, The
cost of the review shall be reasonable in relation to its scope. Any and all relationships between the independent
consultant and Atmos, the TRA Staff and/or the Consumer Advocate shall be fully disclosed and the independent
consultant shall have had no prior relationship with either Aimos, the TRA Staff, or the Consumer Advocate for at
least the preceding five (5) years unless Atmos, the TRA Staff and Consumer Advocate agree in writing to waive this
requirement. The TRA Staff, the Consumer Advocate and Atinos may consult amongst themselves during the
selection process; provided, however, that all such communications between the Parties shall be disclosed to each
Party not involved in such comnunication in advance so that each Party may participate fully in the selection process.
H’—ﬂl—leHheﬂ#ﬂﬂl—fewew-we—'liwenmlws—ﬂmm\ere-ﬂr&mam:.ﬂ-ﬁlmnﬁm-m—iIw—wnialﬂmf—iIw-{-‘mmum\-—mmlhﬁ
CHSHINOEPIHR- s - PRIty —H-may-a-tht-Hine-order-a-s ibsequent-review—H-t-subsequent-roviow—is-ordered—the
soeﬂe«#—me-wlﬁequwaw—w#HMamem-ﬂw4»m4hﬂHHo—94dm#—emHlMA—wliHlH«mumni—ﬂm
Hime-whethern-ouigid 4 led-provided-thutCa-considinnt-is—o-be-omploved—thevonswlont-will-by
salected-inthe-manner-sei-forh-shove—The & eﬂmmwr—mtmeme—wﬂl—he—ﬂemmﬁwnmrﬁnMHh& PHoesa-ank
Feviewthorepor-alwiv-rhsaque-review:,

The scope of the nzﬁ%rcwcm erderetty THE-TRA may include all transactions and
activitics related either directly or indirectly to Asset Management, including, but not limited to, the following
categories of transactions and activities: (a) natural gas procurement; (b) capacity management; (c) storage; (d)
hedging; (e) reserve margins; and (f) off-system sales, The scope of each review shall include a review of each of the
foregoing matters, as well as, such additional matters as may be reasonably identified by Atmos, the TRA Staff, or the
Consumer Advocate relative lo Asset Management,
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Atmos, the TRA Staff, or the Consumer Advocate may present documents and information to the independent
consultant for the independent consultant’s review (and subsequent reviews) and consideration. Copies of all such .
documents and information shall be presented simultaneously to the independent consultant and all other Parties. D

The independent consultant shall complete and issue a written report of its findings and conclusions by the—dune J;{y / Uf 7he Yepr
ordered-hythe-thdr 'r|u‘: report deadlines may be waived by tl'!e written consent of Ih‘e TR’A Stalf, Atmos, and the im Mf A;fe./y 'f% /b(); ?f
Consumer Advocate. The independent consultant shall make findings of fact, as well as identify and degcribe arens of

concemn and improvement, if any, that in the consultant's opinion warrant further consideration. Atmos, the TRA m "f"feﬂﬂ:&, fe.l/;w .
Staff, and/or the Consumer Advocate may cite the independent consultant’s report to the Authority in supporl of
recommendations or proposed changes, and the TRA Staff, Atmos, or the Consumer Advocate may support or oppose
such recommendations or proposcd changes.

The independent consultant’s findings and/or recommendations shall not be binding on any Party or on the Authority,
and in any proceeding in which the consultant’s findings or recommendations may be considered, the Authority shall
give all issues de novo consideration. Any changes to the Asset Management Agreement, the bidding process, the
assets under management, or otherwise, whether adopted by agreement or pursuant to a ruling of the Authority, shall
be implemented on a prospective basis only, and following the normal expirations of any affected agreements.

The reasonable and prudent cost of the independent consultant’s review shall be paid initially by Atmos and recovered
through the ACA account. The TRA Staff may continue its annual audits of the performance-based ratemaking
(“PBR”) and the Annual Cost Adjustment (“ACA™) account, and the review shall not in any way limit the scope of
such annual audits.
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EXHIBIT B



% Triennial Review with next review scheduled fall 2018 with consultant’s report in

summer 2019,

% Include existing avoided cost arrangements in revised PBR at 25% savings level

for first 3 years, then 10% savings thereafter.

% Separate the Avoided Cost Incentive Mechanism in Tariff Sheet No. 45.2

¢ Avoided Cost Delivered Savings:

1. Specifically address the benchmarking procedures applicable for citygate purchases
under supply contracts and AMA. — Select benchmark based on index prices applicable
for the contract’s price point location
(e.g)

1) NORA Delivered Supply into ETNG — TGP Zonel
2) Jewell Ridge Delivered into ETNG — TGP Zonel
3) TETCO Delivered into ETNG at Hartsville — TETCO M-1

2. Calculate savings by comparing the cost of delivered supply to existing Atmos
discounted demand charges where applicable

3. Clarify tariff language to specify the events that create incremental savings of 25% for
three years then 10% thereafter.

e Avoided Cost Discount Savings:

1. Calculate savings by comparing discount contract rate to existing/replaced contract rate
or FERC rate, whichever is less.

2. Clarify tariff language to specify the events that create incremental savings of 25% for
three years then 10% thereafter.
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TRA STAFF ISSUES:

e On-going Triennial Reviews as part of the PBR tariff

e Tariff filing date to implement new rate adjustment following the annual report filing for
the PBR Staff audit. Currently Atmos files effective November 1 to coincide with the
effective date of the tariff filing to implement ACA rate adjustment. ACA plan year ends
June 30. Staff prefers a July 1 effective date for the PBR rate adjustment, since the plan
year ends March 31.

e Establish a deadline for filing the executed Asset Management Contract with the TRA for
its approval. Due to one available TRA conference per month and the PBR plan year
beginning on April, the historical filing of the contract by Atmos in March or late
February, Staff does not have enough time to properly analyze the bids and awarding of
the contract to proposed Asset Manager. Staff would suggest December 1 as an
appropriate deadline.

e Effective date of the revised PBR tariff proposed in this docket. The Company wants
April 1, 2016 to coincide with the beginning of the current plan year.

e Atmos proposes that all existing contracts at the effective date of the revised tariff be
considered as new and the 75/25 sharing will apply for the first 3 years following the
effective date At effective date of tariff, the 75/25 sharing will apply only to those
contracts that are in their first 3 years.

e Computation of savings for Avoided Demand Cost Discounts (Avoided Cost Incentive
Mechanism) should be clarified: (1) Contract to Contract or Portfolio to Portfolio and (2)
Triggers, if any, that would cause an existing contract at 90/10 sharing to revert back to
75/25 sharing.

e City Gate Purchases — Clarify calculation of Avoided Transportation Costs.
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EXECUTIVE SUMMARY

The gas procurement choices local natural gas distribution companics (LDCs) make, how they
manage asscls that are held for this function, and the extent to which costs are hedged far in
advance determine the cost of gas their customers ultimately pay. Under the historical arrange-
meuts, utilitics fully recover these costs from customers, subject to prudence review, under a
purchased gas adjustment (PGA) tariff clause. Conscquently, utilities have had no direct incen-
tive to purchase, supply and manage the associated assets most cconomically.

Recognizing that stronger incentives for the gas procure "ment function could lead to improved
utility performance while reducing the need for detailed prudence reviews, state regulators in
at least fifteen states have approved gas procurement incentive mechanisms (GPIMs) for one or
more jurisdictional utilities. This paper discusses the economics of these incentive mechanisms
and desirable features, presenting principles that should guide their design and some of the
trade-ofts that must be addressed. It describes pitfalls that result from certain design attributes
in addition to discussing the regulatory review process for GPIMs.

This paper finds that existing GPIMs take a wide variety of forms across the country, ditlering
in the scope of incentives, the approach to forming a benchmark, and the quality of the resulting
incentives, among other characteristics. While some GPIMs are well-structured, design char-
acteristics that result in weak or distorted incentives for some gas procurement decisions arc
quite common, with many GPIMs allording opportunities for the utility to increase its incentive
award while not reducing, or even increasing, the customers’ gas cost.
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giﬁ;iilﬁ]ijﬂiﬁ)ﬂﬁiiﬁd 5 GPIM Recommendations 19
Some Common Pitfalls 8 Final Observations 20
Appendices 21

Ken Costello is a senior institute cconomist at the National Regulatory Research Institute, Ohio State
University (costello. T@osu.edu). James I. Wilson is a principal with LECG LLC (wilson@lecg.

com). The authors are grateful for helpful comments from many reviewers of carlier drafts. The views
expressed in this article are those of the authors and do not necessarily represent views or positions of
NRRI, LECG, or the authors’ clients. A short article based on an carlier draft of this paper, Natural Gas
Procurement: A [ard L.ook At [ncentive Mechanisms, was published in Public Utilities Fortnightly, Feb-
ruary 2006.



IR Nrri

Executive Summary

Local natural gas distribution companics (LDCs, utilitics) have historically purchased and distributed natural gas to their
customers within their service territories, passing through all associated costs. Beginning in the 1990s, various states imple-
mented incentive mechanisms for the natural gas utility’s supply procurement function. These mechanisms can potentially
benefit consumers by eliciting better procurement performance leading to lower gas cost, while obviating the need for de-
tailed and costly reasonableness reviews,

In most instances, utilities operating under gas procurement incentive mechanisms (GPIMs) have received incentive
awards on a regular basis. However, GPIMs have also at times led to problems and disputes; many have been repeatedly
modified, and some have been terminated. This paper discusses the economics of GPIMs, commenting on many of the
characteristics of existing GPIMs. To a limited extent, it also reviews arrangements under which a utility contracts with a
third party to perform the procurement function.

We have found that existing GPIMs take a wide variety of forms across the country, differing in the scope of incentives,
the approach to forming a benchmark, and the quality of the resulting incentives, among other characteristics. While some
GPIMs are well-structured, design characteristics that result in weak or distorted incentives for some gas procurement de-
cisions are quite common, and many GPIMs afford opportunities for the utility to increase its incentive award while not
reducing, or even increasing, the customers’ gas cost. This paper also describes in detail some of the most common pitfalls
in GPIM design.

[ncentive mechanisms providing strong incentives properly aligned with customers’ interests can reduce the need for
detailed regulatory review of the procurcment function, as a well-structured incentive mechanism’s awards and penaltics
impose appropriate consequences for superior or inferior performance. However, to the extent a GPIM provides weak or
no incentive for some aspects of procurement decision-making, a traditional review of these aspects remains appropriate.
Moreover, to the extent an incentive mechanism provides distorted incentives and gaming opportunities, a more detailed and
focused review would be needed to determine whether any abuse had occurred.

Our review of existing GPIMs indicates that very few are sufficiently broad and well-structured to eliminate the need for
regulatory review of procurement decision-making. Yet in most instances, the regulatory reviews of GPIM results and of
procurement decisions amount to little more than an audit of the utility’s actual costs and incentive award calculations. The
limited scope of the reviews in some cases suggests that the regulatory staff responsible for the reviews may not be aware
of the incentive mechanism’s shortcomings and the resulting weak incentives and gaming opportunities,

Finally, we also observe that the common measure of GPIM “savings” and customer benefits, based on the difference
between a utility’s actual gas costs and a GPIM benchmark, often provides an inaccurate (and overly positive) measure of
utility performance and the impact of the GPIM. For many GPIMs, the benchmark is a simplified formula that is easy to
beat without superior performance, and in some instances, the utility can raise the benchmark through its actions, creating a
distorted measure of savings and benefits.

Well-structured GPIMs can provide real benefits to consumers; however, it may be difficult to achieve a sound design
under some utility circumstances. The goal of this paper is to revicw and assess existing approaches to the design of these
mechanisms, calling attention to some of the shortcomings in current designs and regulatory review processes, and recom-
mend design approaches that can contribute to realizing the potential benefits of this innovative regulatory approach.

The National Regulatory Research Institute ]
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Introduction — The Rationale for Gas Procuréement Incentive Mechanisms

Local gas distribution companies (LDCs, utilitics) have historically performed a gas procurement function, purchasing
natural gas for distribution to customers within their service territories. While most large customers and many smaller cus-
tomers now purchase from a competing retail supplier or arrange their own purchases (with the LDC providing distribution
service), most LDCs continue to be responsible for gas supply for many smaller residential and commercial consumers,

The gas procurement choices LDCs make, how they manage assets that are held for this function, and the extent to which
costs arc hedged far in advance determine the cost of gas their customers ultimately pay. Under the historical arrangements,
these costs are fully recovered from customers, subject to prudence review, under a purchased gas adjustment (PGA) tariff
clausc. Conscquently, utilities have had no direct incentive to purchase, supply and manage the associated asscts most
cconomically. Furthermore, the threat of a prudence review and possible disallowance can discourage utilities from actions
(such as taking reasonable risks, or hedging) that might be in the customers’ long-term interest, but can lead to higher gas
costs under some circumstances.

With the unbundling and increasing competitiveness of the natural gas industry during the past two decades, LDCs have
faccd a much broader array of choices for acquiring gas supply for customers. This has made gas procurement more com-
plex, with increased responsibility and risk for utility procurement managers. It has also made effective regulatory oversight
more challenging and costly.

Recognizing that stronger incentives for the gas procurement function could Icad to improved utility performance while
reducing the need for detailed prudence reviews, state regulators in at least fitteen states have approved gas procurement in-
centive mechanisms (GPIMs) for one or more jurisdictional utilities (while many more states have implemented incentives
applying to a more limited set of procurement-related actions). The characteristics of fifteen current GPIMs are summarized
in Appendix 1, and Appendix 3 provides links to documents defining a few dozen GPIMs that are currently in force.

Regulators in some states have also approved arrangements under which the utility outsources all or part of its procure-
ment responsibilities to a third party procurement agent and/or asset manager, generally a natural gas marketing company,
and often an affiliate of the utility. These arrangements may involve incentive mechanisms or have similar properties to in-
centive mechanisms, and this paper also gives some attention to such arrangements. A few such arrangements are described
in Appendix 2. Another alternative to traditional regulation of the utility procurement role is full retail supply competition,
with the utility either excluded or serving in a highly restricted, “provider of last resort” role; this paper does not discuss this
approach, as the focus here is on incentives applied to a utility procurecment role.

Gas cost to consumers should decline as a result of a gas procurement incentive mechanism if the incentives lead to a
reduction in the actual cost of purchased gas (compared with what it would have been without the incentives) that exceeds
the incentive payment earned under the mechanism. With stronger incentives, LDCs and/or their procurement agents could
lower gas cost by:

* Applying more resources to the function (employing more highly qualified staff, acquiring superior market intelli-
gence, and so forth.);

* Taking greater advantage of the considerable buying power that LDCs and their agents have in the marketplace by
virtue of the large, stable, firm loads they represent, to negotiate lower prices or better terms;

* Managing the substantial flexibility within asset portfolios to maximum advantage;

* Harvesting the full valuc of the transportation and storage assets held for the procurement function when they are not
needed to meet customers’ needs, generating revenues that offset gas costs; and

* Taking calculated risks that, lacking incentives, LDCs might be unwilling to take.

Regulated utilities are understandably concerned that if they take reasonable risks that are likely to benefit consumers,

2 The National Regulatory Research Institute
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they will not share in the benefits but may well be penalized if adverse outcomes occur, With the utility sharing in the out-
comes, good or bad, through an incentive mechanism, it may be more willing to take such risks, and rcgulatory authoritics
may feel less need to second-guess the decisions. As an example, a utility might reduce storage injections during a summer
heat wave, to accommodate the temporarily high gas demands for electric generation and avoid high-cost purchases. How-
cver, this could risk missing storage targets and/or ultimately incurring higher costs for gas for storage, if prices later rise. If
the utility is concerned that its purchasing for storage could be criticized, it will have little incentive to adjust the schedule
in response to market conditions if the bencfits all flow to customers. With an incentive mechanism, the utility can have a
clearer incentive to balance the (uncertain) cost and benefits of such choices, and take reasonable risks.

The observation that most utilities across the country operating under GPIMs have regularly beat their benchmarks and
carned incentive awards suggests that these incentive mechanisms have been successful and achieved their objectives.
However, GPIMs have frequently been questioned and criticized by consumer advocates, regulatory commission staff,
and utility customers. Several state public utility commissions have undertaken evaluations, reviews and/or surveys of gas
procurement incentive mechanisms, either in the context of a specific company’s results, or in a more generic regulatory pro-
cceding.! Doubts have often been raised as to whether GPIM awards reflect superior performance and were deserved, and
whether a GPIM benefits consumers. Such challenges have often led to reduced awards and changes to the GPIM structure.
In several instances more serious disputes or allegations of utility misconduct have occurred around GPIMs.? Some GPIMs
have been terminated, cither by the initiative of the regulatory commission or the utility itsclf.” Appendix 5 provides a bricf
summary of some of the specific issues and complaints that have been raised around various GPIMs in the past.

This paper discusses the cconomics of these incentive mechanisms and desirable featurcs, presenting principles that
should guide their design and some of the trade-offs that must be addressed. Pitfalls that result from certain design attributes
are described. The regulatory review process for GPIM:s is also discussed.

Basic Structure of Gas Procurement Incentive Mechanisms

GPIMs around the country vary substantially in terms of the scope of the incentives (that is, to which procurement-related
costs and/or revenues the incentives apply) and the mechanism’s structure (how the specific incentives and awards are cal-
culated). However, despite the wide varicty, GPIMs generally all have the following fundamental structure:

* Aformula is used to determine a “benchmark™ value for gas cost (or for those components of gas cost or related
revenues to which the incentives will apply), based on various natural gas price indices and other assumptions. In
some instances the definition of GPIM excludes the term “benchmark”; however, while it may not be explicit, all
incentive mechanisms can be interpreted as having a benchmark.* Benchmarks are further discussed in a later section
of this paper.

* The LDC’s actual cost or revenue result is compared to the benchmark value, typically on an annual basis.

1 As examples of recent reviews of gas incentive mechanisms, see Missouri Public Service Commission, Gas Supply and PGA
Survey Results, August 2, 2005; Public Utility Commission of Oregon, Natural Gas Procurement Study, June 2005; State Utility
Forecasting Group, Purdue University, Natural Gas Purchase Incentive Regulation and Benchmarking, A White Paper Prepared for
the Indiana Utility Regulatory Commission, July 2005. The Public Service Commission of Wisconsin is presently investigating the
appropriateness of various coal and natural gas procurement practices, including the gas procurcment incentive mechanisms in place
in that state (Docket No. 5-UI-110).

2 See, for instance, “Madigan Calls For $160 Million Refund For Nicor Customers,” press release dated Nov. 21, 2003, by Illinois
Attorney General Lisa Madigan, alleging that Nicor Gas improperly sold low-cost gas reserves in order to profit under its gas
procurement incentive mechanism. The incentive mechanism has been cancelled and the refunds are presently a subject of Illinois
Commerce Commission Docket No. 01-0705.

3 Asexamples, GPIMs were once in place but have since been terminated for Nicor Gas (1L), Minnegasco (MN), Columbia Gas of
Pennsylvania (PA), and Avista Utilities (WA). Laclede Gas (MO) had a GPIM that was terminated but later redesigned and reinstated.
4 Asone example, Avista (OR) has a Purchased Gas Cost Adjustment provision that sets rates in advance based on estimated prices
and purchase quantities, and then credits the PGA Balancing Account with 90% of the difference between the estimated costs used for
billing and actual costs. The estimated costs serve as the benchmark, and the utility’s incentive results from the 10% of the actual cost
ditference that does not flow through the PGA mechanism.
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* A‘“sharing rule” assigns a portion of the diflerence between actual and benchmark values to the utility (typically
considered an incentive “award” if actual cost is lower than the benchmark, or a “penalty™ if actual cost exceeds
the benehmark). The utility’s award or penalty is typically 50%, 25% or 10% of the difference between actual and
benchmark gas cost.

Table 1 illustrates the operation of a GPIM., with an incentive award in Year 1 and a penalty in Year 2. As the summaries
of GPIM structures in Appendix 1 show, around this basic GPIM structure many variations exist.

Table 1: Hlustrative Example of a Gas Procurement Incentive Mechanism

GPIM Year ; | Year1 | Year2
Computed benchmark gas cost ($ millions) $47.0 $49.0
Actual gas cost 45.4 49.8
Differcnce —amount actual gas cost is below the benchmark 1.6 -0.8
Utility incentive award ((@ 25%: negative value is a penalty) 0.4 -0.2
Total cost to customers: actual gas cost plus utility award/penalty 45.8 49.6
“Savings” to customers (difference between total cost and benchmark) 1.2 -0.6

Note: This example assumes a sharing rule that assigns 25% of the difference between actual and benchmark gas costs
to the utility as an award/penalty, and no tolerance band.

Source: Authors’ Construct

Note that a GPIM provides an incentive for the decisions regarding a particular cost or revenue category only if it estab-
lishes a separate benchmark value for the category to which actual costs or revenues can be compared.  No incentive is
created for a particular cost or revenue category, and the associated decisions, under the following types of arrangements:

* No incentive is created for a particular cost or revenue if it is excluded from both the actual cost and benchmark cost
calculations.

* No incentive is created for a particular cost or revenue if the actual cost or revenue value is included in the benchmark
cost calculation. Under this arrangement, the particular cost or revenue catcgory will pass through to customers and
not contribute to any difference between actual and benchmark costs.

* No incentive is created for a particular type of decision if the utility’s actual choices are reflected in the benchmark
calculation. For instance, if the actual quantities purchased at each supply location are used in the benchmark
calculation, the incentive mechanism docs not create an incentive to optimize the purchase locations.

Under outsourcing arrangements, the counterparty supplier typically commits to provide gas supply and/or asset manage-
ment under pricing defined in a contract, often taking control over the utility’s firm transportation and storage assets. The
pricing may be based on published indices, and the supplier may pay a fixed fee for the right to market excess transportation
and storage capacily. In some instances the pricing formula is structurally similar to a GPIM benchmark and sharing rule,
with a portion of the savings achieved by the supplier flowing back to the utility and its customers (see Appendix 2 for the
deseription of one such agreement).

Under such arrangements, the counterparty marketer is usually expected to achieve lower gas cost by optimizing procure-
ment through its larger portfolio, combining the utility’s asscts with other asscts. The utility should be able to capture a
portion of the expected benefits of such arrangements for consumers through the outsourcing agreement, whether it results
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from a bilateral negotiation or a competitive procurement. Because the regulated utility likely remains ultimately respon-
sible for reliable gas supply, it typically remains closely involved in procurement decision-making, in frequent contact with
its supplicr.

Discussion of Key GPIM Design Characteristics

This section describes the key elements of GPIM design in greater detail, discussing the major benefits and drawbacks of
various approaches, and noting the characteristics of many existing GPIMs. A later section of the paper provides a summary
of reccommended GPIM design approaches.

This section discusses the incentive properties that result from various design attributes. Many GPIMs have characteris-
tics, such as tolerance bands or caps on utility awards, that, under some circumstances, can weaken or eliminate incentives.
For the purpose of this discussion, it is generally assumed the utility anticipates that its incremental choices could potentially
incrcase or decreasc its award or penalty, and therefore faces active incentives,

l. Objectives and Scope

The objective of most GPIMs is to provide incentives for achievement of lower short-term procurement costs. Many
GPIMs are designed to provide incentives for all or nearly all procurement-related costs, including supply (commodity),
transportation, and storage, as wcll as for revenues from resale of unused transportation and storage capacity and off-system
gas sales.® However, some utilities have incentives only for commodity purchases, while others have incentives confined to
off-system sales and capacity releases.

In most instances, GPIMs do not attempt to provide direct financial incentives for decisions concerning longer-term firm
pipcline and storage reservations, which have an impact on reliability and price stability in addition to short-term gas cost.
Reliability and price stability are objectives different from, and in competition with, the objective of low gas cost, and it
would be difficult or impossible to provide effective incentives for these conflicting objectives within a single incentive
mechanism; we are not aware of a successful attempt to do so. The accompanying box describes how hedging can be ac-
commodated or encouraged, without putting the utility at risk, when a utility operates under a GPIM. However, manage-
ment of long-term firm assets in the short term (for instance, using excess resources to gain incremental revenues from gas
sales or capacity releases to offset gas cost). is generally within the scope of a GPIM’s incentives.

GPIMs that encompass as broad a scope of interdependent procurement-related costs and revenues as is teasible, within a
single incentive calculation applicable to all costs, provide the best incentives. Incentive problems can arise when a GPIM
creates unequal incentives for various types of procurement decisions; these potential problems are discussed in a later sec-
tion of this paper.

With regard to contractual arrangements for procurement and asset management, such contracts will determine the di-
vision of responsibilities between the utility and the agent, and the scope of the incentives provided for low gas cost or
other objectives. In some instances, the agent takes control of storage and firm transportation contracts and is respon-
sible for all gas procurement; in other instances, the utility retains control over some day-to-day procurement decisions.

5 Examples of fairly comprehensive GPIMs are PG&E and SoCalGas (CA), LG&E (KY), Atmos and Nashville Gas (TN), Alliant
and Superior (WI).
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( GPIMs and Hedging of Gas Costs A

Many current GPIMs were designed in the mid-1990s when gas prices were relatively low and stable, and few
regulatory commissions were encouraging utilities to hedge gas costs. So it is not surprising that many GPIM
benchmarks assume only short-term gas purchases (with monthly and daily pricing), and little or no forward
purchasing or hedging other than through storage. However, as natural gas prices have increased and become
more volatile in recent years, interest has grown in providing customers with greater price stability, which can
be achieved through physical forward purchases or financial hedging. But when a GPIM benchmark assumes
only short-term purchases, it places the utility at risk through the GPIM for the costs and outcomes of any sub-
stantial amount of forward physical purchases or financial hedges. This discourages hedging.

To accommodate hedging, a GPIM can include a target schedule and quantity of hedging in the benchmark (an
example of a GPIM benchmark that includes a schedule for hedging is New England Gas) or set benchmark
prices bascd on forward prices (this approach is taken for the Oregon utilitics). The utility could be permit-

ted to hedge more or less, or sooner or later, than the benchmark schedule (perhaps limited to some range),

but would be at risk if its adjustments to the schedule ultimately result in higher or lower gas cost. This would
encourage hedging, as the utility would minimize its risk under the GPIM by staying close to the hedging
schedule reflected in the benchmark. Another approach to accommodating hedging is to exclude both the costs
and impacts of hedges from actual and benchmark cost calculations under the GPIM, so the utility’s hedging
program occurs entirely outside of the GPIM and has no impact on incentive awards.

\_ J

2. Design of the Benchmark

The central element of GPIM design is the benchmark formula, which determines to what costs and revenues incentives
apply, the strength and nature of incentives, the relative likelihood of award or penalty, and the utility’s cxposure to risk as
a result of the GPIM,

As discussed above, the scope of some GPIMs encompasses nearly all procurement-related costs and revenues from
management of assets held for procurement purposes, while under other GPIMs, incentives apply to a more limited set of
costs and revenues. For brevity, the discussion that follows will often assume a GPIM that pertains to “gas costs”; however,
in most instances the concepts are equally applicable to more narrowly-focused GPIMs or those applicable only to asset
management revenues.

For some incentive mechanisms, there is no explicit benchmark. For instance, under some incentive mechanisms, the
utility keeps all revenues from capacity release net of a fixed annual dollar amount. In this case, the fixed dollar amount
can be considered the benchmark.

The overriding objective of a GPIM is to provide incentives for performance surpassing that which would be reasonable
and expected under traditional regulation. Under a GPIM, there is no incentive award or penalty if actual costs equal (or
arc within a tolerance band around) the benchmark, and the utility receives an incentive award if it beats the benchmark.
This suggests that, in principle, the benchmark should be designed to reflect the gas cost that would result from a reasonable
procurement strategy reflecting acceptable, but not superior, performance deserving ot no award or penalty.

For a GPIM applicable to gas cost, the simplest benchmark would be a fixed dollar figure set in advance, representing a
forecast of gas cost. However, this simple approach would expose the utility to substantial risk due to factors that it cannot
control, such as the weather-induced variability of gas loads or large movements in natural gas market prices. To remove
these risks from the mechanism and focus incentives on factors under utility control, benchmark formulas typically take into
account actual load levels and actual market prices as reflected in published indices.

Variability of weather-induced load levels, locational price differences, and other market characteristics lead to dynamic
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adaptations to procurement strategies that can be difficult to embody in a formula. Consequently, it can be complex to de-
fine a benchmark formula that will approximate the cost result of a reasonable procurement strategy under all likely future

circumstances. In practice, benchmark formulas are generally kept simple, and, as a result, benchmarks typically reflect
implied purchasing rules and strategics that are often easy to improve upon under actual conditions.

For example, under some GPIMs, the benchmark assumes purchases from available supply basins in fixed proportions,
based on historical averages. a gas supply forecast, or firm pipeline reservation quantities.® If relative prices change and the
utility has substantial flexibility to optimize purchase locations, the resulting benchmark may be easy to beat by a significant
amount. Other GPIMs determine the mix of purchase locations to be assumed in the benchmark through a formula that
adapts to relative prices to some extent.” However, designing a benchmark formula that reflects how procurement deci-
sions should adapt to external conditions will tend to increase its complexity, which can render it more costly to audit and
increascs the potential for misunderstandings or disputcs.

While it is important for a GPIM benchmark to reflect external conditions, such as load and prices, which are outside of
utility control. it is also important that a GPIM benchmark not use parameters that are under utility control. It is a fundamen-
tal principle of the design of incentive mechanisms that a benchmark should provide an external and independent basis for
cvaluating company performance. This means that the benchmark calculation should use only parameters and assumptions
that are independent of the utility’s actual purchasing decisions (we call this an exogenous benchmark). If the benchmark
is exogenous, the utility can only increase its award by lowering actual gas cost, not by raising the benchmark; as a result,
utility and customer interests are aligned.

Any assumptions in the benchmark calculation affected by utility choices result in a benchmark that is not exogenous;
as a result. some incentives are weakened, eliminated, and/or distorted. Such a GPIM may sometimes reward actions that
are not in the customers’ interest, or fail to reward actions that are in the customers’ interest. Unfortunatcly, our review has
found that an exogenous benchmark is the exception rather than the rule — most of the GPIMs summarized in Appendix 1
do not have a fully exogenous benchmark, with the most common compromise being the use of actual purchase quantities
in the benchmark. Discussion of non-exogenous benchmarks and other common GPIM pitfalls is provided in a later sec-
tion of this paper. Appendix 4 provides an arithmetic derivation of the incentive properties resulting from GPIM structure,
demonstrating some of the principles described in this section, including the importance of an exogenous benchmark.

3. Sharing Rules

The actual utility award or penalty under a GPIM is determined in a periodic GPIM accounting review, in which actual
costs are tallied, the benchmark is computed, and the difference between actual and benchmark costs is calculated and as-
signed to customers and to the utility according to the GPIM’s “sharing rules.” The following are common clements of a
GPIM’s sharing rules:

GPIM accounting period — Application of the GPIM sharing rules is usually performed on annual results, with some
GPIMs calculating awards/penalties based on monthly or biannual results. The advantage of an annual period is that it en-
compasses a complete storage cycle and all seasons. Since some gas purchased in summer is consumed in winter, it would
scem to make sensc to pass judgment on a procurement strategy only once the annual cycle has been completed. Calculating
awards and penaltics on a shorter-term basis could lead to gaming opportunities if the utility is able to shift costs or revenucs
between periods in order to maximize an award.

Sharing percentages — The sharing percentage attempts to balance multiple objectives under each utility’s particular
circumstances. Assigning a larger percentage to the utility provides a stronger incentive, and the potential awards should
be large cnough to induce an appropriate level of cffort to perform the procurement role effectively and reduce gas cost. A

6 Examples are Laclede Gas (MO), whose benchmark uses fixed percentages by location; Avista (OR), whose benchmark uses the
weather-normalized prior year actual quantities; Alliant/Wisc. P&L (W1), whose benchmark uses pipeline reservation quantities; and
Superior WP&L (WI), whose benchmark uses volumes from its Gas Supply Plan.

7 An cxample of a benchmark that determines assumed purchase quantities by location in a manner that adapts, to some extent, to

changes in relative prices is PG&E (CA).
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larger percentage assigned to the company also imposes more risk, and could lead to more risk-averse, cautious actions:
the utility might tend to forego attractive but somewhat risky opportunities, raising gas costs. A larger percentage assigned
to the utility also directs more of the benefit from beating the benchmark to the company and less to customers. This will
be more of a concern if the GPIM’s benchmark is too easy to beat, or if external events can cause very large differences
between benchmark and actual costs.

Some GPIMs® provide for asymmetric awards and penalties, for instance, with a smaller utility share of savings against
the benchmark and a larger utility share of costs in excess of the benchmark. The intent may be to make the GPIM more
advantagcous for customers overall by assigning them a larger share of savings and a lower share of excess costs. However,
this approach distorts incentives somewhat, since a different percentage applies to gains as to losses. A better approach to
rebalancing a GPIM with regard to anticipated utility and customer outcomes would be to shift the benchmark (for instance,
by adding/subtracting a fixed dollar amount) or, equivalently, to use an off-centered tolerance band (one that requires a
larger difference between actual and benchmark costs to earn an award).

Some GPIMs” assign a lower percentage to the utility for larger differences between actual and benchmark gas costs,
while others' sct a cap (maximum level) for awards or penalties. This approach reduces the utility’s risk and also the chance
of a very large award. This approach could also be appropriate if it is felt that the larger the difference between benchmark
and actual cost, the more likely it is that uncertain external events outside of utility control are at play, and large awards or
penaltics may be relatively undeserved. These approaches are generally undesirable, as any time a utility anticipates that a
low sharing percentage will apply or its outcome will be capped, the GPIM’s incentives are weakened or eliminated.

Other GPIMs'! assign a larger percentage to the utility for larger deviations between the benchmark and actual costs. The
logic could be that larger savings are more difficult to achieve and require larger incentives. This approach also distorts
incentives, and can encourage risk-taking that is not in the customers” interest.

Tolerance bands — Some GPIMs have tolerance bands; if the difference between benchmark and actual cost is small, there
is no award or penalty. The purpose can be to eliminate the need for determination of a specific award or penalty under
some circumstances, or to afford the utility some flexibility in its procurement decision-making without risk of incurring a
penalty. A larger tolerance band weakens incentives: to the extent the utility may at times anticipate that its GPIM outcome
is likely to end up within the tolcrance band, incentives are weaker. Off-centered tolerance bands are also common,'? and
they essentially shift the benchmark, making it easier or harder to beat and adjusting the relative benefits to the utility and
customers. Tolerance bands, if used at all, should be narrow to avoid blunting incentives.

Some Common Pitfalls in GPIM Design and Structure

Our review has found that existing GPIMs generally do not achieve all of the design objectives suggested in the discus-
sion in the previous section to the fullest cxtent, and, consequently, they provide weak or distorted incentives for some types
of procurement actions; or they expose the utility and customers to some risk of awards or penalties that may at times be
cxcessive and undeserved.

Of course, utilities will not necessarily act according to the incentives of their GPIM, especially when there is a known
conflict with customers’ interests. This does not mean such conflicted incentives are benign. To the extent such conflicts
exist, the incentives serve no useful purpose while increasing the risk of actions contrary to customers’ interests and the
potential need for more detailed review of purchasing decisions.

8 Examples of GPIMs with asymmetric percentages are PG&E (CA) and SoCalGas (CA), which assign 25% for awards, capped,
and 50% for penalties, uncapped; and Laclede Gas, which provides for awards but no penalties.

9 GPIMs with lower percentages for larger deviations from the benchmark include SoCalGas (CA), Laclede Gas (MO),
Louisville G&E (KY).

10 GPIMs that cap awards and/or penalties include PG&E and SoCalGas (CA), Superior WP&L (WI1), New England Gas (RI),
MidAmerican (IA).

11 Examples are Nashville Gas (TN), Indiana Gas (IN), and Louisville G&E (KY).

12 Examples of GPIMs with off-centered tolerance bands are PG&E and SoCalGas (CA), Superior WP&L (WI), Atmos (TN),
MidAmerican (IA).
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This section describes some of the most common characteristics found in GPIM designs that compromise the incentives
provided, create gaming opportunitics, and/or Icad to larger company awards even if performance is not better than would
be cxpected without incentives.

L. Different incentives (sharing percentages) applying to inter-related procurement actions

One common GPIM design characteristic that can lead to incentive problems is the application of GPIM incentives only
to certain cost components, or very different sharing percentages applying to different cost or revenue categorics.' This
encourages the utility to increase its GPIM award by exercising any flexibility it may have to spend relatively more in arcas
where incentives do not apply or are weaker, to reduce other costs (or increase revenues) to which stronger incentives apply.
This can be contrary to the customers’ interests.

For example, some GPIMs assign to the utility a larger percentage of capacity release revenues than of commodity costs
savings."* When capacity is relcased, the utility may incur additional cost for short-term transportation or downstrcam
purchases, and it also may lose opportunities for profitable off-system gas sales. The potential revenue from some capacity
releases may not justify the incremental supply and transportation cost, but this choice would be distorted by a GPIM that
offers the utility a higher percentage of the capacity relcase revenue than of commodity cost savings.

Some GPIMs pass all capacity release revenues through to customers, while applying incentives to commodity costs. This
structure also distorts incentives and creates a conflict between utility and customer interests under some circumstances.

2. Benchmarks that are too easy to beat

A common GPIM characteristic is a benchmark that is easy to beat, so the utility need not achieve superior performance to
earn an award. The benchmark might be highly simplified or inflexible in some respects and, as a result, represents a level of
cost and implied procurement strategy that under many circumstances, if subjected to a reasonableness review, would likely
be found imprudent. For instance, the benchmark might not reflect optimization of purchase locations, or it might include
low expectations (or no expectations) with respect to revenues from release of unneeded capacity, or it might assume the
utility must pay full transportation tariffs when discounting is common, to notc a few cxamples.

Note that even if the utility achieves superior performance relative to what would have been expected under traditional
rcgulation, if a benchmark is too casy to beat, consumers can be harmed and end up paying more. Table 2 provides an il-
lustrative cxample of this,

13 Examples of GPIMs that apply very different incentives to different cost or revenue categories are NIPSCO (IN), Indiana Gas
(IN), New Jersey Natural Gas (NJ), NYSEG (NY), New England Gas (RI), Atmos (TN), Nashville Gas (TN). See Appendix 1 for
details.

14 Examples are New Jersey Natural Gas (NJ) and New England Gas (R1).
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Table 2: I[llustrative Example of Harm to Consumers If Benchmark Is Too High

Gas cost under traditional regulation without incentives (hypothetical) ($ mil.) $47.0
Actual gas cost achicved under incentive mechanism 46.0
Truc cost savings, relative to traditional regulation, under incentive mechanism 1.0
Calculated benchmark cost under incentive mechanism 49.0
Calculated “savings” relative to (flawed) benchmark 3.0
Utility incentive award (@ 50%) 1.5
Total cost to customers: actual gas cost plus utility incentive award 47.5
Customers’ actual “savings” relative to total cost under traditional regulation -0.5
Source: Authors’ Construct

In some instances, it may have been recognized at the time the GPIM was established and its benchmark defined that it
would be easy to beat, and this was part of the deal; perhaps the GPIM incorporates an expected level of utility earnings
that, if not provided in this manner, would have to be provided in some other manner.'> While this may be a reasonable ar-
rangement, it must be recognized that under these circumstances, the benchmark does not reflect the results of a reasonable
procurement stratcgy, or the costs that would be achicved in the absence of the incentive mechanism. Under such an ar-
rangement, the difference between the benchmark and actual costs, and the portion of this difference assigned to consumers,
cannot be called “savings.” If a GPIM is designed to provide an expected level of utility earnings, this should be explicit,
and this objective should be recognized when the GPIM results are evaluated and reported.

3. Use of actual purchase volumes (by time, location, or type of deal) in the benchmark

Another common design compromise is the use of actual utility purchase volumes by month, location, and/or type of
purchase in the benchmark calculation.'® The motivation for doing this is clear—it is a simple approach to creating a bench-
mark that adapts to a broad range of external circumstances, such as changing relative prices and overall load levels, and
keeps the benchmark close to actual costs.

While a GPIM benchmark should adjust to changing load levels, which are not under utility control, some incentives
are eliminated, and others may be distorted if the benchmark reflects actual utility purchasing decisions. When a GPIM
benchmark uses details of actual utility purchase or nct purchase volumes (or weights reflecting them), it means that the
utility’s choices and actions affect the benchmark. The benchmark is no longer exogenous, and incentives can be distorted
to a surprising extent, as further elaborated in the next several subsections.

As a simple cxample, consider a utility that can purchase supply from either of two basins, A or B. Figure 1 illustrates that
when actual purchases by location are used in the benchmark, each purchase is essentially benchmarked to a price index at
the location of the purchase. As a result, the GPIM incentive is not to purchase the least cost supply, but to make the deal
that allows beating the respective locational price index by the largest amount, carning the utility the largest incremental
award.

In the example in Figure 1, the supplier at Basin A is offering the lower cost supply, but the potential award is larger for
purchases at Basin B due to a higher index, resulting in a conflict between the utility’s interests under the GPIM and the
intcrests of its customers.

I5 As one example, Laclede Gas (MO) has argued that without the earnings from its incentive mechanism, it cannot earn its

authorized return.

16 Examples of GPIMs that use actual purchase volumes by tinie, location, and/or type in the benchmark calculation are SoCalGas
(CA), Southwest Gas (CA), MidAmerican (IA), NIPSCO (IN), Indiana Gas (IN), Louisville G&E (KY), New England Gas (RI),
Atmos (TN), Chattanooga Gas (TN), Nashville Gas (TN).
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Figure 1: An Incentive Problem Resulting From Use Of Actual
Utility Purchase Quantities To Calculate the Benchmark

Basin A:
Market Index: $7.40
Supplicr Offer: 7.26
Savings v. Index:  0.14
Award (@ 50%): 0.07
Cost to Customers; 7.33

Basin B:

Market Index: $7.50
Supplicr Offer: 7.30
Savings v. Index:  0.20
Award (@ 50%): 0.10
Cost to Customers: 7.40

When actual purchase quantities by location
are used to calculate the benchmark, the
incentive is to purchase not at the least cost
locatlon, but where the index can be beat by
the largest margin

Source: Authors’ Construct

By contrast, if the volumes used in the benchmark are independent of utility choices (for instance, set by a rule that is a
function only of actual loads and market prices, which the utility docs not control), the utility always has the proper incen-
tive to attempt to purchasc the lower cost supply.

The situation described in Figure |1 may be rare in some arcas, and under many circumstances utilitics may not be able to
anticipate price indices or the gap between offers and indices. Whilc the use of actual purchase locations in the benchmark,
under a utility’s particular circumstances, may only rarely give it a strong incentive to purchase in a manner contrary to its
customers’ interests, this approach to calculating a benchmark always fails to provide the proper incentive to purchasc at
the lowest cost location, cxcept by coincidence. Under an exogenous benchmark, the utility has an incentive to accept the
offer from Basin A in the example in Figure 1, as it is $0.04 cheaper and the utility would anticipate sharing in this benefit.
Under a benchmark that uses actual purchasc locations, it may be unclear which purchase location is more advantageous to
the utility under many circumstances, but under such a mechanism it does not have a clear incentive to purchase at the lcast
cost location.

In sum, the use of actual purchases by location, time, or type in the benchmark has the direct effect of eliminating any
incentive for the utility to optimize purchases by location, time or type. Moreover, as the following paragraphs describe,
usc of actual purchascs in the benchmark creates additional serious incentive problems in the presence of certain other
benchmark featurcs.

4. Use of assumed transportation charges and actual purchase quantities by location in the benchmark

Use of actual purchase locations in the benchmark can lead to serious incentive problems around choices between pur-
chases at upstrcam and downstrcam locations, or other locations between which transportation charges may differ. For
instance, supposc Basin C and Basin D arc usually highly competitive into the LDC, with both basins offering the same de-
livered cost because of the discounting of transportation. It would then be the case that the utility would often have little to
gain in choosing among purchases at Basin C, Basin D or its citygate market. However, for some GPIMs, if price indices are
not available at all three points, the benchmark calculation assumes payment of the full tariff transportation ratc between the
basins and the citygate.'” This could lead to an exaggerated benchmark for basin purchases (basin index plus transportation
chargce), or an understated benchmark for citygate purchases, essentially rewarding the utility for achieving transportation
costs below the tariff rate. The utility will have an incentive to purchase from the basin with the higher nominal transporta-
tion rate, as this will lead to a higher benchmark and higher awards. While the actual purchased gas cost may be unaffected
(as, by assumption. delivered costs are similar for all three locations), due to the higher GPIM awards, consumers may ul-

17 Examples of GP1Ms that have this characteristic are MidAmerican (IA) and Louisville G&E (KY),

The National Regulatory Research Institute 11



nrri

timately pay more, as in the illustrative cxample in Table 2. The problem is eliminated with an exogenous benchmark that
does not reflect the utility’s actual purchases by location. This problem (use of actual purchase locations in the benchmark,
with assumed transportation charges) can also distort incentives with regard to capacity rclease choices.

5. Use of actual net purchase quantities (reflecting actual storage injection quantities) in the benchmark

A similar incentive problem results if the utility’s actual storage injection volumes are reflected in the benchmark (this
would be the casc if net purchases, net of storage, were used in the benchmark)." As an illustration, suppose a utility
chooscs to delay storage injections during spring and carly summer, planning to catch up later in the summer. An exogenous
benchmark would include a specific storage injection schedule, or one based on parameters independent of the utility’s
actual choiccs, placing the utility at risk for a share of the cost impact of deviations from the benchmark schedule. With a
benchmark that uses actual monthly purchases (reflecting actual storage injections and withdrawals), the utility would not
be at risk for whether its chosen injection timing turned out well or poorly, as the benchmark would reflect the choice. As
with purchasc locations, the incentive would be to purchase not when supply is cheaper, but when the indices could most
likely be beat.

The usc of actual net purchase quantitics in the benchmark, resulting in weak incentives applying to the timing of stor-
age injections, can be costly for customers. An extreme example is SoCalGas’ storage fills during the 2000-2001 period.
In 2000, SoCalGas injected relatively little gas for its customers during the spring and early summer, when prices into the
SoCalGas system (SoCal Topock) were in the $2 to $4 range, and had to catch up during July to October when prices rose
to the $4 to $6 range. In 2001, SoCalGas’ injection had the opposite pattern, with a relatively large amount injected before
July I and very little atter July 1; but prices were above $10 until June-July, after which they fell back under $4. The SoCal-
Gas incentive mechanism reflects the actual pattern of storage injections in the benchmark, so the cost impact of the actual
injection pattern relative to, for instance, a ratable injection pattern is not reflected in the calculations of ratepayer benefits
or utility award. In its review of SoCalGas’ incentive mechanism during this period, the Office of Ratepayer Advocates
compared actual and benchmark gas costs, and concluded that SoCalGas did an effective job of managing gas procurement,
saving ratcpayers $192.7 million and $172.4 million in 2000-2001 and 2001-2002, respectively.'® More recently, following
criticisms of the timing of SoCalGas’s storage injections for the 2004-2005 period, additional restrictions on the timing of
storage injections have been imposed.

The direct impact of reflecting actual utility injection timing in the benchmark is only to eliminate any incentives with
respect to the timing of injections; however, it may contribute to more problematic incentive problems. For instance, if
the utility shares in revenucs from release of unused storage, or in hub services that can be provided from utility storage, it
will have an incentive to time its injections in order to maximize the opportunities to eam these revenues, and this may be
contrary to the interests of consumers.?'

6. Use of actual net purchase quantities reflecting daily market transactions, with first-of-month prices
used in the benchmark

A serious incentive problem arises if a GPIM uses first-of-month prices in the benchmark along with net actual purchase
quantities reflecting incremental gas purchases or sales on the daily market during the month.?? Under this arrangement,
in effect, the first-of-month price is the benchmark price for any incremental purchases or sales on the daily market during

18 GPIMs that appear to use actual purchase quantities net of storage include SoCalGas (CA), MidAmerican (IA), LG&E (KY), and
Laclede Gas (MO).

19 SoCalGas received large incentive awards for these years that are subject to modification as a result of an ongoing investigation
in CPUC Docket No. 1.02-11-040.

20 The ratepaycer advocate criticized SocalGas” storage injections in its annual monitoring report and initially recommended that
SoCalGas be required 1o inject gas ratably. Office of Ratepayer Advocates, Monitoring and Evaluation Report of Southern California
Gas Company’s Gas Cost Incentive Mechanism, April 1, 2004 through March 31, 2005 (GCIM Year 11), November 30, 2005, p. 1-4.
21 Under the SoCalGas (CA) incentive mechanism, SoCalGas earns substantial revenues from hub services that flow through its
incentive mechanism, with no associated benchmark value, contributing a large component to annual incentive awards.

22 The SoCalGas (CA) and Laclede Gas (MO) incentive mechanisms appear to have this characteristic.
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the month. As a result, if prices on the daily market rise above the first-of-month price, incremental off-system sales on the
daily market provide an additional GPIM award, regardless of whether they are likely to ultimately lower total gas cost and
benclit customers. Similarly, if prices on the daily market fall below the first-of-month price for the month, increniental
purchases on the daily market provide an additional GPIM award, again regardless of whether they are likely to ultimately

benefit consumers.

Such incremental purchases or sales increase the GPIM award because they increase the difference between the bench-
mark and actual costs in the current month (contributing to a larger GPIM award), and the transactions can generally be
offset in a futurc month through incremental or decremental purchases at benchmark prices with no GPIM impact. While
such transactions are sure to expand the GPIM award (assuming a tolerance band or award cap does not apply), their ulti-
mate impact on the cost to consumers depends upon the future prices at which the transactions can be offset, and the GPIM
sharing pereentage. However, to the extent the current spot price is a good predictor of next month prices (which, duc to
arbitrage using storage, it generally is), these transactions increase GPIM awards at the consumers’ expense. Table 3 pro-
vides an example of how use of first-of-month prices and actual net purchase quantities in the benchmark can cause distorted
incentives to cngage in daily market transactions.

[Table 3: Example of the Perverse Incentive for Incremental Gas Sales or Purchases on the Daily Market
When the Benchmark Uses FOM Prices and Actual Net Purchases

If the spot price rises | If the spot price falls
above the FOM price, |below the FOM price,
incremental sales are | incremental purchascs are

attractive: attractive:
The utility can increase its GPIM reward through incremental transactions if spot prices rise above OR fall below the FOM price:
First-of-month price index for May $6.00 $6.00
Spot price when incremental gas sale (purchase) is contemplated $7.00 $5.00
Impact of the sale (purchase) on actual cost for May (per MMBtu) -$7.00 +$5.00
Impact on the benchmark for May (@ May FOM price) -$6.00 +$6.00
Total impact of gas sale (purchase) on th¢ difference between benchmark and +$1.00 +$1.00
actual cost (positive valucs lead to award)
Total impact on utility award (assuming GPIM sharing rule assigns 50% of the +$0.50 +8$0.50

ditference to the utility)

The utility can offset the incremental transactions the next month at benchmark prices, with no impact on its GPIM award:
Impact of repurchase at June FOM price on actual cost for June +$7.00 -$5.00
Impact of the June repurchase on benchmark (or June +$7.00 -$5.00

$0.00 $0.00

Total impact on difference between benchmark and actual costs

The ultimate impact on the cost to customers will depend on the cost of the future gas purchase that is needed to replace the gas
sold at this time (or, if an incremental purchase was madc, the cost of the future purchase that is not needed due to the incremental
purchase at this time). Assuming the spot price is an accurate predictor of next month’s FOM price:

Total impact on actual cost (May + June) $0.00 -$0.00
Total impact on utility award (May + June) +$0.50 +$0.50
T R o act v 208 e o 'S H 1 q . S )
Total impac on total cost borne by customers, including change in actual cost +$0.50 +80.50
plus change in award

Source Authors’ Construct

This problem arises because the GPIM, in effect, benchmarks incremental spot purchases or sales on the daily market to
an index that, at the time of the decisions, no longer accurately reflects the value of the incremental or decremental supply.
When contemplating any procurement choice, such as an incremental purchase or off-system sale, the utility should focus
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on whether it would ultimately contribute to lower overall costs for customers. The choice is often between a purchase (or
sale) at the present time, and a purchase (or reduction in purchases) at some later time. Incremental purchases on the daily
market late in a month are advantageous to consumers if they reduce the need for future purchases that may ultimately be
higher priced. Thus, the right perspective is a going forward view of likely market prices. GPIMs that, in effect, benchmark
certain decisions to prices, indices or averages that, at the time of the decision, reflect past market conditions, introduce
distorted incentives and opportunities to increase GPIM awards at the customers’ expense.

An exogenous benchmark avoids this problem, even if it uses first-of-month prices exclusively. This is because the
benchmark quantity for cach month is independent of the utility’s actual purchases. An incremental purchase or salc at any
time will increase the utility award only if it contributes to lower gas cost over the course of the entire GPIM period.

7. Use of actual purchase quantities in the benchmark, with non-standard contract provisions

Usc of actual purchasc volumes in the benchmark also distorts incentives with respect to additional contract provisions
that change the value and price of a purchase relative to the standard monthly contracts that the price indices used in the
benchmark primarily reflect.

A utility buyer may receive a discounted price on a monthly purchase by offering the seller valuable flexibility, such as
rights to recall the supply or to terminate the contract at any time during the month. If actual purchases are used in the
benchmark, the utility may be able to increase its award with such deals, as they would be benchmarked to the price indices
that primarily reflect standard transactions calling for a firm, constant daily quantity throughout the month. However, such
recall rights could lead to costly replacement purchases when the supply is recalled under tight market conditions.

With an exogenous benchmark, the utility would have an incentive to provide such recall rights only if the expected valuc
of the additional cost incurred for replacement supply was less than the discounts received and, therefore, offering the dis-
counts would be cxpected to lower total gas costs. The utility’s incentive would be aligned with the customers’ interests.

However, if actual purchase quantities are used in the benchmark, the utility may anticipate that any replacement pur-
chascs could be arranged so that they arc priced at benchmark. For instance, this could be achieved by initially relying on
storage, to defer the replacement purchascs to a later month when the utility can purchase the gas at the benchmark index.
If this is the case, the utility will have an incentive to enter into such contracts to increase its GPIM award, even if total
customer gas cost is raised as a result.”

Similarly, such an arrangement would penalize the utility for any contracts that offer added value (such as additional
buyer flexibility or reliability) for a premium. Some GPIMs attempt to address this problem by allowing the addition of
certain premiums to the benchmark (i.e., to be flowed through to customers).

8. Inappropriate cost basis for off-system sales

Many GPIMs do not clearly specify how the cost basis is established for off-system sales. In some cases, a sale from
storage may be priced at the average cost of gas in storage. In many cases, the utility may have some flexibility in assign-
ing cost to the sale so as to maximize its incentive awards. How costs can be assigned to off-system sales may also distort
decisions as to whether to make off-system sales or to inject additional gas into storage on any day. A GPIM encompassing
all procurcment costs and offsctting revenues, with an exogenous benchmark, avoids such incentive problems.

23 As an example, NIPSCO’s incentive mechanism explicitly states that contracts with such supplier recall rights are benchmarked
to (irst-of-month prices, with “any replacement gas™ also benchmarked to first-of-month prices. However, virtual storage deals, and
parks and loans, are not benchmarked, and these or other approaches potentially could be used to replace any recalled gas with little or
no impact on the incentive award,
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9. Sharing rules providing asymmetric awards and penalties

As noted carlicr, some GPIMs provide awards but not penalties. Such an asymmetry provides a distorted incentive for
risk-taking. For instance, the utility would share in the benefits of hedges that are in the money, but would not share in their
costs if out of the money. At the same time, this arrangement makes hedges a bad deal for consumers, as they would bear
all of the downside while sharing the upside.

Other GPIMs provide substantially different sharing percentages for awards than for penalties. Similarly, this distorts the
incentives with regard to actions, such as forward purchases or financial hedges, that could lead to gains or losses relative
to the benchmark.

10. Potential for gaming between consecutive GPIM accounting cycles

Most GPIMs operate on an annual cycle (calculating the benchimark and actual costs, and applying sharing rules, to
combined results over 12 months), while other GPIMs use a monthly or biannual cycle. Whatever the cycle, a GPIM can
create opportunities and incentives for a utility to shift costs or revenues from one cycle to the next to maximize awards.
For instance, if, ncar the end of a cycle, the utility anticipates that it cannot improve its award in the current cycle (perhaps
due to hitting a cap, or results falling into a tolcrance band), it would face an incentive to shift costs into, and revenues out
of, the current cycle, to maximize its award in the next cycle. A utility might have some flexibility at the end of each cycle
with respect to storage inventory levels, and hedging may also present an opportunity to incur costs in one period with the
benefits to be realized in a later cycle. These particular problems can be addressed by adjusting for inventory discrepancies
at the end of the cycle, and accounting for the costs and results of each hedge within the same cycle. Such incentive prob-
lem’s are minimized if the GPIM’s sharing rules provide consistent incentives under all circumstances, avoiding tolerance
bands, caps, and variable sharing percentages.

The examples of pittalls described in this section are some of the most common compromises to GPIM design principles
that lead to distorted incentives and opportunities for the utility to increase its GPIM award through actions that are contrary
to the interests of customers. How frequently these opportunities arise, the strength of the distorted incentive when they do
arise, and the magnitude of the impact on consumers will depend upon other GPIM characteristics and the particular utility
circumstances.

GPIM Design: Summary and Recommendations

The above discussion of GPIM elements and common pitfalls suggests design principles that lead to strong and undis-
torted incentives that align utility and customer interests. The discussion suggests that GPIMs are typically focused on
providing incentives for low-cost short-term procurement, and their designs should apply a strong and cqual incentive to
all costs and revenues related to this objective. The incentives should not be blunted by caps on awards or large tolerance
bands. GPIMs should use a benchmark that adjusts to external conditions such as market prices and load levels, but is
independent of actual utility procurement choices (an exogenous benchmark); the benchmark should approximate the cost
resulting from a reasonable procurement strategy. GPIMs with such designs provide strong incentives to procure gas sup-
plics at least cost, and only reward actions that lead to lower gas cost. These concepts are summarized in more detail in the
accompanying box.

The importance of each design principle, and the potential consequences of compromising one principle in favor of oth-
ers, will depend upon particular utility circumstances. For instance, to the extent a utility has very little flexibility with re-
gard to certain actions, incentives around these actions, and whether they are strong or weak or distorted, are less important.
If there is little chance that prices at various available purchasing points will diverge significantly, using a fixed weighting of
purchasc locations is unlikely to be a problem. Applying different incentives to different cost categorics, or no incentive to
some cost categories, raises less of a problem to the extent there is little ability to substitute between the various costs.

Under many circumstances, the main challenge in designing a GPIM benchmark will be to come up with a formula, that
adapts to the most significant, changeable external conditions (such as load levels and relative prices), while keeping it
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exogenous (that is, not using actual utility purchase quantitics by location, time or type), and without making the formula
excessively complex. As mentioned earlier and shown in Appendix 1. in the case of many GPIMs, an exogenous bench-
mark has been compromised by the use of actual utility purchasce quantities by time, location and/or type in the benchmark,
rather than values determined in an exogenous manner independent of utility choices. In at least some instances, this prob-
ably reflects a concern that use of an exogenous benchmark defined with fixed purchase quantities by time, location or type
could lead to large and undeserved awards as a result of rather straightforward optimization of purchases. Altcrnatcly, an
exogenous benchmark could determine purchase quantities using a more complex formula that takes into account relative
prices and other relevant factors; however, this would be more complex. Using actual purchase quantities in the benchmark
keeps the benchmark cost close to actual cost, avoiding the potential for undeserved windfall awards, while also keeping the
benchmark simple and avoiding the need to define a more complex formula to determine benchmark purchase quantities.

In one instance (the design of SoCalGas’ incentive mechanism), use of an exogenous benchmark was apparently con-
sidered and rejected, and actual purchase quantities are being used in the benchmark to this day, because of this type of
concern under the particular utility circumstances at the time (SoCalGas® substantial flexibility to optimize purchase lo-
cations, and uncertainty about the quantity of transportation available from various basins and relative prices at various
locations). # The California Office of Ratepayer Advocates (ORA) concluded that under SoCalGas® circumstances, an
cxogenous benchmark would be “inappropriate, risky, and unappealing”, although apparently only simiple forms of an
exogenous benchmark with fixed weights or sequencing by location were considered and rejected.* On the other hand,
the previous section identified the potentially serious incentive problems that can result from the use of actual purchase
quantitics in the benchmark (pitfall numbers three through seven), and the SoCalGas mechanism exhibits most of these
incentive problems and corresponding gaming opportunities. It is unclear to what extent these drawbacks were under-
stood and considered when the choice was made to apply a non-exogenous benchmark, as ORA’s annual reports review-
ing SoCalGas’ incentive mechanism do not reflect an awareness of these incentive problems and gaming opportunities.?

24 Jacqueline Grieg and R. Mark Pocta, Office of Ratepayer Advocates of the California Public Utilities Commission, Rebuttal
Testimony (Redacted), Order Instituting Investigation Phase 1.A, Docket No. 1.02-11-002, April 5, 2004.

25 1d, p. 4.

26 Monitoring and Evaluation Report of Southern California Gas Company’s Gas Cost Incentive Mechanism for April 1, 2005
through March 31, 2006, Divisjon of Ratepayer Advocates, California Public Utilities Commission, Docket No. A.06-06-017, October
12, 2006. ’
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Recommended GPIM Design Principles and Characteristics

Provide Equal Incentives For Interrelated Costs and Revenues: All inter-related and substitutable actions, costs
and revenues should have equal incentives applied to them; this provides broad-ranging incentives, and avoids
creating opportunitics where the utility may be able to maximize less-incented costs to allow optimization of costs
or revenues to which stronger incentives apply.

2. But Focus on Objective of Low Gas Cost: Exclude. or Include Targets For, Hedging: GPIMs are about low
gas cost; incentives for achieving other objectives, such as reliability or price stability, cannot effectively be
created within a GPIM, nor should a GPIM create incentives that jeopardize or conflict with these other objectives.
Consequently, firm capacity holdings for reliability, and target quantities and a schedule for hedging, should be
agreed upon in advance and reflected in the GPIM benchmark (so that holding the required capacity and meeting

the targets result in no award or penalty). Or, hedging costs and results can remain entirely outside of the incentive

mechanism,

Define the Benchmark to Adapt to Uncertain External Conditions: The goal should be to provide incentives
for actions under utility control whilc avoiding undue exposure to uncertainties outside of utility control, such
as load levels and market prices. That would lead to undeserved “windfall” awards or large penalties, and the
exposure to risk could adversely affect utility decision-making.

4. Define the Benchmark To Approximate a Reasonable Strategy -- Not Too Easy to Beat: Avoid rigid
assumptions about purchase locations; include estimates of offsetting revenues from capacity release and off-
system gas sales; etc.

5. But Keep the Benchmark Exogenous To Avoid Weak or Distorted Incentives, Gaming: The benchmark
calculation should be invariant to actions of the utility, so that awards are earned only by lowering gas cost, not
raising the benchmark, and incentives are created for all aspects of procurement decision-making. Avoid reflecting
the actual locations, timing or types of purchases in the benchmark, or use of other parameters that are affected by
the utility’s actual choices,

6. Sct Sharing Rules to Provide Strong, Symmetric Incentives Under All Conditions: The sharing rules should be

sct to balance the strength of incentives, the likelihood of relatively large deviations between actual and benchmark

gas costs, the utility’s risk attitude, and other factors. Variable or asymmetric sharing rules, tolerance bands, and
caps distort and blunt incentives, and should be avoided.

i / : A less complex approach will be less costly to monitor and may reduce the
chance of mlsundmstdndmgs dlsputes and unintended incentives.

. J

Periodic Review and Assessment of GPIM Results and Design

The regulatory process for GPIMs generally involves the utility making an annual filing in which it reports its actual costs,
and calculates the benchmark gas cost and the resulting GPIM incentive award or penalty. The filing is reviewed by staff
of the state regulatory commission or the office of the ratepayer advocate, and the award or penalty, after any necessary
adjustments, is approved and reflected in future customer rates through the utility’s PGA. The structure or parameters of the
GPIM and its benchmark may also be reviewed and adjustments made at the same time.

In principle, strong, well-aligned incentives provided by a GPIM, or a well-structured gas supply and asset management
agreement, reduce the need for detailed regulatory review of the reasonableness of a utility’s performance of the gas procure-
ment function and of the resulting gas costs. State regulatory policies differ on the extent to which reasonableness reviews
are considered needed and appropriate when an incentive mechanism is in place. As examples, according to utility tariffs,
the gas procurement incentive mechanisms are considered to “replace” reasonableness reviews in California and Tennes-
see, while in Missouri tariffs declare the state commission’s authority to determine the prudence of gas procurement efforts
despite the incentive mechanism,

However, as noted above, under many GPIMs there are some procurement-related cost components, and some aspects of
procurement decision-making, that are not subject to GPIM incentives. For decision-making related to costs or revenues
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that remain outside of the GPIM (or, equivalently, for which the actual cost or quantity values are included in the benchmark,
climinating any incentives), traditional regulatory review would seem to remain appropriate.

For instance, as described in earlier sections, if a GPIM uses actual net purchases by time and location in the benchmark,
it provides, at best, no incentive to optimize purchase locations or the timing of storage injections (as described in an carlier
section under pitfall numbers three and five, respectively), and may well provide distorted incentives with regard to these
choices. A traditional regulatory review of the prudence of the utility’s choices in this regard would seem to be appropriate
under these circumstances.

Also, if the GPIM results in no award or penalty because of a cap or tolerance band, and the utility was likely able to
anticipate this result for some time before the end of the cycle, it faced weak or non-existent incentives for some period of
time. Somewhat greater scrutiny of the period when incentives were not effective may be warranted.

This paper has also noted that some GPIM designs provide distorted incentives for some decisions, and can provide op-
portunitics for the utility to increase its incentive award at the customers’ expense. In particular, this can occur if unequal
incentives apply to interdependent cost categories, or if the benchmark is not exogenous, as occurs if actual purchase quanti-
tics or percentages by time, location or type are used in calculating the benchmark. To the extent a GPIM provides distorted
incentives and gaming opportunities, the need for regulatory review of the affected aspects of utility decision-making is
actually greater than under traditional regulation with no direct incentives at all. The review can be focused on those aspects
of procurement for which incentives may be distorted, to determine that the utility did not act in a manner significantly con-
trary to customers’ interests to increase its award under the GPIM.,

ITowever, under many circumstances it may be difficult or impossible to ascertain whether the utility acted in a manner
contrary to its customers’ interests under the influence of distorted incentives created by its GPIM. Referring back to the
example in Figure 1, under which lower-cost supply alternatives were available in Basin A, but the utility could earn a
larger award with purchases from Basin B: [f the utility took advantage of the Basin B offer, increasing its award but also
increasing the cost to customers, the fact that a lower-cost offer had been available at Basin A would not be apparent from
the utility’s GPIM filing; indeed, the utility may have no record at all of such offers that it rejected. For this and other incen-
tive problems created by poor GPIM designs, it could be very difficult to determine whether or not the utility had frequently
acted contrary to its customers’ interests, and it could require detailed knowledge of the market that is not readily availablc,
especially months after-the-fact. Thus, a poorly structured GPIM that provides distorted incentives and profit opportunities
not available under traditional cost of service regulation can increase the incentive for and risk of utility actions that arc
contrary to the customers’ interests, while the typically limited scope of a GPIM review could make it very unlikely that
such misconduct could be identified after the fact.

Furthermore, our review of various regulatory audits of GPIM results, of regulatory commission orders approving the
associated awards, and of the structure of the corresponding GPIMs, suggests that in many instances, the regulatory staff
reviewing the GPIM filing may not be adequately reviewing utility actions to ensure that exploitation of a GPIM’s short-
comings has not taken place to a significant extent. The limited scope of these reviews (typically entailing little more than
verification of costs and calculation of benchmarks and awards), and statements about the ratepayer savings resulting from
the incentive mechanisms (generally not qualified with some acknowledgement of a GPIM’s limited scope or imperfect
incentives), suggest that in some instances the responsible regulatory staff may be unaware of the tull extent of a GPIM’s
shortcomings, the areas where it can provide weak or distorted incentives, and the full scope of opportunities to increase the
utility award at the customers’ expensc.

In most instances, regulatory staff reviews and commission orders on GPIMs reflect the assumption that if actual costs are
below the calculated GPIM benchmark cost, this implies that customers have benefited, the utility’s actions were reason-
able, and there is no need for a detailed review. A utility operating under a GPIM often will interpret the difference between
the benchmark gas cost and actual gas cost as “savings” that it shares with customers, suggesting that it reflects superior
utilty performance for which the GPIM deserves credit. Such claims are often echoed by the regulatory commission staff or
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consumer advocate staff responsible for reviewing the GPIM filing,”” and the claims are often reflected in the commission
order approving the incentive award.?

Concluding that all is well with the GPIM if actual costs are below the benchmark may be reasonable if the GPIM is
well-structured with an exogenous benchmark that approximates a reasonable procurement strategy and is not too casy to
beat. However, we find that very few GPIMs live up to this standard. Because many GPIM benchmarks are not exogenous
and/or the benchmarks use simple formulas and are quite casy to beat under many circumstances, the fact that actual costs
are below the benchmark is not sufficient to even conclude that procurement actions, and the resulting costs, have been
rcasonable. A somewhat more detailed review is necessary.

For GPIMs with non-exogenous benchmarks, the magnitude of the difference between benchmark and actual costs may
partially reflect utility actions that raised the benchmark. For GPIMs with inflexible or overly simple benchmarks. the
difference between benchmark and actual costs may reflect flaws in the benchmark rather than an inspired procurement
strategy. Consequently, while the utility may have achieved “savings™ relative to its benchmark formula, it may not have
achieved savings rclative to the procurement strategy it would have pursued absent the GPIM incentives, or relative to a
merely reasonable procurement strategy that another, similarly situated utility might have pursued. Essentially, the compari-
son of actual to benchmark gas costs, given that GPIMs generally incorporate simplified, imperfect benchmarks, docs not
necessarily tell us whether or not the utility performed well, or whether the GPIM has benefited customers,

Consequently, there is a need for the GPIM review process to drill down and identity how utility procurement differed
from that assumed in the benchmark, and/or how it differed from what would have been expected under traditional regulation
without incentives. The primary drivers and components of the difference between benchmark and actual costs should be
determined., including identification of any significant gains or losses at some time that may have been offset by other losses
or gains during the same GPIM cycle.” The review should also separately review any aspects of utility decision-making to
which incentives are not applied, or for which the actual choices are reflected in the benchmark. Such analysis could reveal
that the main sources of differences between benchmark and actual costs may have little to do with the GPIM incentives or
the quality of utility performance, and may simply reflect the over-simplified assumptions inherent in the benchmark.

Such reviews may suggest necessary changes to the GPIM structure and benchmark for future GPIM cycles. How-
cver, regulatory commissions should be committed to following through on the regulatory bargain and approving incentive
awards consistent with an existing GPIM, even if those awards are considered largely “undeserved”, except under extraor-
dinary circumstances, such as when there is a finding of utility misconduct.

GPIM Review and Assessment: Recommendations

In light of the difficulty in achieving satisfactory GPIM designs and accurately assessing GPIM results, we recommend
that periodic GPIM reviews include the following:

|. By way of introduction, a detailed discussion of the GPIM’s structure, scope and incentives (or citation to an earlicr
such discussion). From this discussion it should be clear for which procurement-related decisions the GPIM creates
strong, well-aligned incentives, and for which aspects of procurement decision-making the incentives are weak and
gaming opportunities may be present. To the extent the GPIM design does not create strong well-aligned incentives
(for instance, to the extent it exhibits any of the pitfalls identified in this paper), the approach to reviewing these
aspects of procurement decision-making would be identified.

27  See, for example, Monitoring and Evaluation Report of Southern California Gas Company’s Gas Cost Incentive Mechanism for
April 1, 2004 through March 31, 2005, Office of Ratepayer Advocates, California Public Utilities Commission, Docket No. A.05-06-
030, Nov. 30, 2005 (p. I-1, “ORA’s review also confirmed that application of the sharing mechanism approved in D.02-06-023 results
in a ratepayer benefit of $28.9 million and a shareholder award of $2.5 million™ and p. 1-6 Table 1-2, summarizing “Total Gas Cost
Savings For Ratepayers™).

28 See, for example, Order Allowing Incentive Gas Supply Procurement Plan Award and Granting Extension of Plan, lowa Utilities
Board, Docket No. RPU-94-3, Nov. 29, 2004 (p. 3, “Through the IGSPP, MidAmerican customers have realized a savings, relative to
the reference price, of $58.4 million ...”).
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2. In addition to the main section of a GPIM review that validates actual costs and calculates the benchmark and award/
penalty, more detailed review and analysis should be included for thosc aspects of procurement decision-making for
which the GPIM does not create effective incentives. This will be highly specific to the particular GPIM structure and
incentive problem. For instance, if the GPIM uses actual net purchases in the benchmark reflecting actual choices of
purchasc locations and the timing of storage injections, a scparate review of these choices is nceded. Did the utility
appear to generally make the maximum possible use of the lowest cost supply at all times? Did the utility appear to
generally inject gas into storage according to a schedule that was most economical for customers? [f not, were there
valid rcasons for the choices made at the time?

The need for and level of detail of such reviews would reflect the potential scope for actions that could have substantial
impacts contrary to the customers” interests: if the scope for unreasonable conduct was very limited (perhaps by a lack
of flexibility and discretion in the utility’s decision-making, or by market conditions such that exercise of the utility's
discretion could not have had a significant adverse impact on customers), the review could be deemed unnecessary.

3. A GPIM review should also include an evaluation of how the utility achieved the differences between actual and
benchmark costs; components might include optimization of purchase locations, optimization of storage use, purchases
at prices below benchmark indices, revenues from capacity release and off-system gas sales, and so forth. The analysis
should further identify whether the savings were achieved over many transactions spread over time, or perhaps
through only a few transactions or concentrated in a single month or season. The GPIM review should also include
an asscssment of the GPIM benchmark under the specific market conditions that occurred during the GPIM accounting
period. Did the benchmark correspond to a reasonable purchasing strategy, such that achieving costs below benchmark
arc descrving of an award? Or was the benchmark easy to beat under the particular market conditions that occurred?
This assessment might lead to a conclusion regarding whether and to what extent the GPIM benefited consumers
during the evaluation period.

4. A GPIM review should also include a discussion of design issues and possible modifications or enhancements, based
on the assessment of results. This might include enhancements to: (a) extend the GPIM’s incentives to a broader
range of procurement-related decisions; (b) improve its structure to address areas where it provides weak or distorted
incentives (with a discussion of the tradeoffs of various modifications); and/or (c) better balance utility and customer
interests and reduce risks.

Final Observations

A GPIM that provides strong incentives for a broad range of procurement-related costs and revenues, using a benchmark
that is both exogenous and adaptive to external circumstances, can benefit consumers through lower gas costs and reduced
need tor regulatory oversight of the procurement function. A GPIM can elicit more active use of utility storage and other
assets, which can contribute to market efficiency and mitigate market volatility, benefiting both utility customers and the
broader market. Incentive mechanisms also can encourage hedging to some extent. If a target level and schedule of hedging
is reflected in the benchmark, the utility minimizes its risk by staying close to the targets. The potential benefit to consum-
ers from an incentive mechanism depends upon the scope of the opportunities for a utility to reduce gas cost by superior
performance, whether a GPIM can be fashioned to provide strong incentives to achieve superior performance, and the extent
to which a GPIM accommodates significant administrative savings in the regulatory process.

In practice, GPIM designs reflect tradeoffs between competing principles, and the best balance between the various prin-
ciples will depend upon each utility’s particular circumstances. Under some circumstances it may be difficult to design a
GPIM that provides sound incentives while not exposing the utility to substantial risks, or customers to the potential cost
of windfall awards, without significant complexity in the benchmark formula. Accordingly, GPIMs may not be appropriate
for some utility circumstances. This will also depend upon utility and regulatory attitudes toward various outcomes; if a
utility is highly risk-averse, or its regulator highly averse to the chance of large and perhaps somewhat undeserved awards
in some years, a GPIM may be a poor fit. If, instead, the parties take the view that the incentive mechanism is expected to
be fair over the long run, and short-run variability is acceptable, an effective mechanism may be possible that is not unduly
complex.
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Appendix 1: Summary of Structures of Gas Procurement Incentive Mechanisms
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Utility:

1. PG&E (CA)

2. SoCalGas (CA)

3. MidAmerican (IA)

Gas Procurement
Incentive
Mechanism:

Core Procurement Incentive
Mechanism (CPIM)

Gas Cost Incentive Mechanism
(GCIM)

Incentive Gas Supply Procurement
Plan (IGSPP)

Scope (utility actions,
costs and revenues to
which incentives are
applied)

Procurement costs including
capacity release and gas sales

Procurcment costs including
capacity release, gas sales and
hub-services revenues

Pipeline reservation, supply,
storage, and transportation costs;
separate incentives for gas sales,
and capacity release

Period for which
incentives computed

Annual (Nov. | to Oct. 31)

Annual (Apr. 1 to Mar. 31)

Semi-annual (May-Oct., Nov.-
Apr.)

Benchmark — prices
used

First-of-month and daily indices

First-of-month indices

Monthly and daily indices, prices
in supply contracts, FERC tariff or
past discounted pipeline rates

Benchmark
— quantities used

Determined by formula based on
load and prices

Actual purchase quantities by
month and location, nct of gas
sales

Actual volumes by month and
location

Benchmark —
treatment of storage

Assumed storage injection and
withdrawal pattern

Actual storage use is retlected in
net purchase quantities used in
benchmark

Actual storage use is reflected in
net purchase quantitics used in
benchmark

Is the benchmark
exogenous?

Yes — formula independent of
company’s actual purchasing
decisions

No — actual purchase quantities by
month and location used

No — actual purchase quantities
used

Treatment of hedging

Hedges flow through the incentive
mechanism, putting the utility at
risk; requests have been made for
authority to do hedges outside the
mechanism

Hedges flow through the incentive
mechanism, putting the utility at
risk; requests have been made for
authority to do hedges outside the
mechanism

Hedging program is outside of
incentive mechanism

Tolerance band (v.
benchmark)

99% - 102%

99% - 102%

99.5% - 102.5%

Sharing rule
(utility %)

For awards, 25% and capped; 50%
for penalties

For awards, 25% up to 5% below
benchmark, then 10%, and capped;
50% for penaltics

50% for first 3% beyond tolerance
band, capped at dollar value; for
capacity release and off system
sales, 50% goes to company

Other key features

Hub-services revenues reduce
actual cost but are not reflected in
benchmark

Incentive for lower pipeline rates;
ratcheted down over time

The National Regulatory Research Institute
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Appendix 1: Summary of Structures of Gas Procurement Incentive Mechanisms (cont’d)

Utility:

4. NIPSCO (NiSource) (IN)

5. Indiana Gas (Vectren) (IN)

6. LG&E (KY)

Gas Procurcment
Incentive
Mechanism:

Gas Cost Incentive Mechanism
(GCIM) and Alternative
Regulatory Plan (ARP)

Gas Cost Incentive Mechanism
(GCIM); capacity release
program; affiliate Proliance is
supplier

Experimental Performance
Based Rate Mechanism

Scope (utility
actions, costs and
revenuces to which
incentives are

Commeodity only; also sharing
rules for demand charge
reductions and capacity release

Commodity only; separate
capacity rcleasc program

Gas commodity, transportation
costs, off-system sales

— prices used

reflecting actual purchase
quantity

reflecting actual purchase
quantity

applied)
Period for
which incentives Monthly Monthly Annual (Nov.1 to Oct.31)
computed

Combination of daily, weekly
Benchmark First-of-month and daily First-of-month and daily and monthly price indices;

pipeline rates approved by
FERC; off-system sales net
revenue

Benchmark
— quantities used

Actual purchascs by location
and monthly/daily

Actual purchases by location
and monthly/daily

Actual purchase quantitics by
location

used

commodity or storagc

B k . e tual ze use is reflected
enchmar Not applicable — monthly Fixed injection schedule, FOM Ac ual storage use 18 retiecte
— treatment of . ) in purchase quantitics used in

mechanism prices used.
storage benchmark
No — actual purchase by No — actual purchases by
(I;(t)}glzl:):::,h mark location, FOM/ daily market location, FOM/daily market, for | No (uses actual volumes)

Treatment of
hedging

Separate from incentive
program

Separate hedging program
outside of incentive mechanism

None in benchmark; company
at risk for hedges

Tolerance band (v.
benchmark)

None

None

None

Sharing rule
(utility %)

Commodity: 50%; interstate
transportation demand charge
reductions: 50%; capacity
release: 15%

Commodity: 30/50/70% if
differential is 0-2/2-4/over 4%;
100% of storage optimization
benefit goes to Proliance

25% up to 4.5% of benchmark
costs; 50% in excess of 4.5%

Other key features

Unuscd entitlements capacity
release: utility auctions 50%,
keeps 15% of revenue; other
50% goes to Proliance for fixed
dollar fee
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Appendix 1: Summary of Structures of Gas Procurement Incentive Mechanisms (cont’d)

Utility:

7. Laclede Gas (MO)

8. New Jersey Natural Gas
NJ)

9. NYSEG (NY)

Gas Procurement
Incentive
Mechanism:

Gas Supply Incentive Plan (GSIP);
also, company retains 100% of
off-system sales and capacity
release revenues after offset

Basic Gas Supply Service (BGSS)
incentive programs

Gas Cost Incentive Mechanisms
(GCIM 1 for NYSEG, and GCIM
2, for parent Energy East and
supplier BP Energy)

Scope (utility actions,
costs and revenues to
which incentives are
applied)

Procurement costs including
financial hedges, but not demand
charges, storage costs; off-system
sales, capacity releasc are separate

Off-system salces, capacity
release, on-system interruptible
sales, storage purchases, risk
management

GCIM 1: NYSEG stand-alone
capacity release and off-system
gas sales: GCIM 2: Energy
East/BP Energy joint optimization
of supply, storage, transportation,
turn back savings

Period for which

— quantities used

quantities by month

incentives computed Annual (Oct. to Sept.) Annual Annual (Apr. 1 to Mar. 31)

Benchmark — prices | .. =~ _ . , . _ GCIM 1: Not applicable; GCIM 2:
used HHSEoSmont Not applicable Determined by utility supply plans
Benchmark Fixed weights by location; actual Not applicable GCIM 1: Not applicable; GCIM 2:

Determined by utility supply plans

Benchmark -
treatment of storage

Actual storage use is reflected
in purchase volumes used in

A storage incentive is defined
relative to a benchmark based on

Not specified (but savings are
split)

(but not penalty)

between customers and the
company

benchmark NYMEX forward prices
Is the benchmark No (uses actual monthly purchase b (C.’.CIM % benchm‘ark 8
Unknown the utility supply plans, which
exogenous? volume) . e
supplier optimizes)
None in benchmark; financial f/le;le:l_tzn?;im?g?ig{nRslfsll;_e d
Treatment of hedging | hedges can contribute to reward & prog Outside of incentive mechanisms

Tolerance band (v.
benchmark)

None

None

None

Sharing rule
(utility %)

10%, reduces to 1% once award
reaches $5 million (awards only).
Incentive payments only if cost
between $4 and $7.50/MMBu,
and no penalties

Off-system sales and capacity
release, 15%; Financial Risk
Management, 20%; on-system
interruptible sales, 10%;
interruptible balancing, 5%;
storage, 20%

GCIM 1: 20% of non-migration
capacity release, local production
and oft-system sales; GCIM 2:
50% with minimum customer
savings, or 25% if savings less
than estimated standalone savings

Other key features

Incentives are not found in tariff
and are under review

Statistical model used to
distinguish GCIM 1 and GCIM 2
transactions, quantify savings
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Appendix 1: Summary of Structures of Gas Procurement Incentive Mechanisms (cont’d)

Utility:

10. Avista (OR)

11. New England Gas (RI)

12. Atmos (TN)

Gas Procurement
Incentive
Mechanism:

Purchased Gas Cost Adjustment
Provision

Gas Procurement Incentive Plan
(GPIP), Asset Management
Incentive Plan (AMIP)

Performance Based Ratemaking
Mechanism (PBRM), with two
parts: Gas Procurement and
Capacily Management

Scope (utility actions,
costs and revenues to
which incentives are
applied)

Commodity costs, financial
transactions, storage, off-system
sales; a separate incentive applies
to capacity rclease.

“Discretionary™ NYMEX
purchases before delivery month
(GPIP); various fixed costs
(AMIP)

Gas commodity; storage and
transportation capacity release

Period for which
incentives computed

Annual (Oct. to Sept.)

Monthly

Monthly

Benchmark — prices
used

Estimatcd monthly average costs
set before the year based on
contract prices

Average cost for cach delivery
month of NYMEX hedges placed
over 24 months

Published monthly and daily
market price indices

Benchmark
— quantities used

Prior year normalized purchases,
adjusted to actual total sales

“Discretionary” purchase
quantities

Actual purchases by month and
location, actual storage injection
quantities

Benchmark —
treatment of storage

Not reflected explicitly in

| benchmark

Not applicable (calculated
monthly)

Not included; monthly purchases
are benchmarked

Is the benchmark
exogenous?

Yes; prices are set in advance,
volumes are based on prior ycar

No (uses actual discretionary
purchase volume)

No —actual purchase quantities
used

Treatment of hedging

Forward purchases reflected in
benchmark (no incentive); other
financial transactions flow through
mechanism

Benchmark has 24-month hedging
schedule

Cost and savings flow through the
incentive mechanism

Tolerance band (v.
benchmark)

None

None

97.7%-102%

Sharing rule
(utility %)

10% of commodity-related costs
(including storage, financial
transactions, off-system sales);
20% of capacity release revenues
in excess of pipcline tariff rate on
a transaction basis.

10%, maximum $1 million award,
$0.5 million penalty (GPIP); 10%
or 20%, maximum $.4 million
award (AMIP); AMIP incentive
tied to GPIP result

Commodity: 50%; Capacity
management: 10%

Other key features

Annual cap on overall utility
incentive savings and costs
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Appendix 1: Summary of Structures of Gas Procurement Incentive Mechanisms (cont’d)
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Utility:

13. Nashville Gas (TN)

14. Alliant/Wisc. P&L (W)

15. Superior WL&P (WI)

Gas Procurement
Incentive
Mechanism:

Performance Incentive Plan with
two parts, Gas Procurement and
Capacity Management

Gas Cost Recovery Mechanism
(GCRM)

Incentive Gas Cost Recovery
Mechanism (GCRM)

Scope (utility actions,
costs and revenues to
which incentives are
applied)

Gas commodity and off-system
sales; storage and transportation
capacity release

Procurement costs including
capacity releasc and gas sales

Commodity costs, capacity
release, gas sales, but not
transportation or storage
reservations

Period for which
incentives computed

Monthly

Annual (Nov. 1 to Oct. 31)

Annual (Nov. 1 to Oct. 31)

Benchmark — prices
used

Published monthly and daily
market price indices

First-of-month indices weighted
by contracted volumes

First-of-month indices (+2.5% for
flexibility, reliability)

Benchmark
— quantities used

Actual purchases by time,
location, and market (daily/
monthly)

Determined by load, firm
transportation capacity rights,
planned storage withdrawals

Forecast volumes from Gas
Supply Plan

Benchmark —
treatment of storage

Not included; monthly purchases
are benchmarked

Plamned storage injection and
withdrawal quantities

Planned storage injections

Is the benchmark
exogenous?

No - actual purchase quantities by
location and type used

Yes

Yes

Treatment of hedging

Cost and savings flow through the
incentive mechanism

Cost and impacts are outside of
incentive mechanism

Not included (does not engage in
hedging)

Tolerance band (v.

(utility %)

savings >3% of demand costs

; . o/, _ 0
benchmark) None None 98.5% - 101.5%
= . Commuodity: 50%; Capacity: 0%
‘ S . 509 to 4% ab bel
PN gn]E for small savings up to 50% if 50% 070 1pito 44 abovSIOROLIoW

benchmark (capped)

Other key features

Annual cap at $1.6 million overall
company gain or loss; company
assigns firm assets to “Asset
Managers” in exchange for a fixed
fee

Fixed dollar offsets for capacity
release or off-system gas sales;
certain cost elements are flowed
through

Fixed dollar offsets for capacity
release or off-system gas sales;
certain cost elements are tiowed
through
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Appendix 2: Summary of Structures of Gas Portfolio and Asset Management Agreements

2. Virginia Natural Gas/

3. NYSEG/ Energy East/ BP

mechanism

Utility: 1. Indiana Gas/ Proliance (IN
& (IN) Sequent (VA) Energy
Gas Purchase and Sale Agreement; [ NYSEG and other Energy East
Utility/supplier Gas Sales and Portfolio Asset Management and Agency affiliates have “strategic alliances”
agreement Administration Agrcement Agreement, includes incentive with BP Energy as gas portfolio

manager

Other utilities
involved in the
same or similar
arrangements

Similar agreements with
Southern Indiana G&E, City of
Indianapolis, Citizens Gas and
Coke

Sequent also has asset
management agreements with
five other AGL LLDCs, and other
customers

Energy East affiliates Rochester
Gas and Electric, Southern
Connecticut Gas, Connecticut
Natural Gas, Berkshire Gas,
Maine Natural Gas

Yes, with Indiana Gas and

Is supplier affiliated? | Southern Indiana G&E (parent: Yes No
Vectren)
Term 2006-3/31/2011 10/05 to 10/08 4/04 to 4/07

Scope of service
provided to utility

Full requirements supply

Full requirements supply

Gas purchasing; optimizing
Energy East companies’ portfolios
and upstream transportation and
storage assets

Assets managed by
supplier

Supplier receives 50% of excess
capacity

Transportation, storage, peaking

Upstream transportation and
storage

Charges for supply
service provided to
utility

Utility pays reservation costs;
commodity cost per utility’s
GCIM; storage gas cost based on
fixed injection schedule and FOM
prices

Utility pays based on index
prices, with quantities set through
utility’s “virtual dispatch”; also,
shares savings if supplier’s actual
dispatch is lower cost

For NYSEG, supplier’s fec is
based on the level of savings from
optimization of the Encrgy East
portfolio, with guaranteed level of
savings (see NYSEG's “GCIM 2”
in previous Appendix)

Compensation to
utility for use of
assets

Fixed dollar amount agreed in
advancc

Fixed dollar amount set in

advance plus portion of net margin
from capacity release, off-system
sales, transportation and storage
optimization

For NYSEG and Rochester, shared
savings; nature of agreements

with other Energy East companies
unknown

Supplier/utility
coordination

Daily communication for supply
planning

Monthly, daily “virtual dispatch”;
utility group for oversight of
performance

Daily communication for supply
planning

Other features

Detailed reporting of actual daily
purchases and their costs

Statistical model applied to
identifying those transactions
for which savings are shared
under this arrangement, and to
quantifying the savings
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Appendix 3: Links to Gas Procurement Incentive Mechanisms

Most of these links are to the company’s complete gas tariff, while others are to a regulatory commission order that includes the
incentive mechanism as an attachment.

This is not a comprehensive list of all existing gas procurement incentive mechanisms: in particular, in some of the states represented
on the list, other gas distribution companies in the state also have incentive mechanisims.

State Company Link to document defining incentive mechanism or agency agreement
CA |PG&E http://www.pge.com/tarifts/pdf/GPSC.pdf (p. 14)
CA | San Diego G&E http://www.sdge.com/tm2/pdf/PBRVIL.pdf
CA | SoCalGas http://www.socalgas.com/regulatory/tariffs/tm2/pdf/PS-VIIl.pdf
CA | Southwest Gas http://www.swgas.com/rates/catariff/cover/CA_Gas_Tariff.pdf (p. 37)
1A MidAmerican (not online; some details can be obtained from Steve.Zimmerman(@iub.state.ia.us)
IN NIPSCO http://www.in.gov/iurc/portal/Guest.aspx?tabid=7 (then Search Case 42884)
IN Indiana Gas Co. http:/fwww.in.gov/iurc/portal/Guest.aspx?tabid=7 (then Search Case 42973)
KY | Columbig Gas KY http://www.columbiagasky.com/pdf/Sheet%20N0%2050.pdf
KY | Louisville G&E http://www.con-us.com/rsc/lge/lgeresgas.pdf
MD | Baltimore G&E htip://'www.bge.com/vemfiles/BGE/Files/Rates and Tariffs/Gas Service Tarif/Brdr_2.doc
MO [ Laclede Gas http://www.lacledegas.com/customer/PDF_rates/PurchasedGasAdjustment.pdf (p. 21)
NJ New Jersey N.G. http://www.state.nj.us/bpu/wwwroot/energy/GR05060488 200604 13.pdf
NY [NYSEG http://www.nyseg.com/nysegweb/webcontent.nsf/Lookup/Psc90/$file/Psc90.pdf
NY |Rochester G&E http://www.rge.com/rgeweb/webcontent.nsf/Lookup/PSC16=56_84/$file/PSC16=56 84.pdf
OR [ Avista “http://www.avistautilities.com/assets/tariffs/or/OR_462.pdf
OR | Cascade http:/./\{vww.cngc.com/post/rates___tarlfts/oregon/O 177 Purchased_Gas_Cost_Adjustment_
Provision.pdf
PA UGI http://www.ugi.com/gas/tariff/GStariff.pdf
RI New England Gas http://www.ripuc.org/eventsactions/docket/3436-NEGasOrd 1 8273(6-16-05).pdf (apdx)
TN Atmos Encrgy https://www.atmosenergy.com/download/tariffs/tn_aec_tariff.pdf
TN | Nashville Gas http://www.nashvillegas.com/rates/tariffs/tn/Rate_Sch. 316-Performance_Incentive_Plan.pdf
TN | Chattanooga Gas http://www.chattanoogagas.com/Repository/Files/cgc_tar_2006.pdf (p. 53)
VA | Virginia N.G http://docket.scc.virginia.gov:8080/vaprod/DOCUMENTS. ASP?MATTER_NO=119533
gm o (incentive mechanism is defined in agreements attached to staff report in this docket)
WI | Alliant/Wis,P&L. http://alliantenergy.com/docs/groups/public/documents/pub/p012625.pdf#tpage=7
WI | Madison G&E http://www.mge.com/images/PDF/Gas/Rates/GasRates.pdf (p. 90)
WI Superior WP&L http://psc.wi.gov/pdffiles/tariffs/gas/5820.pdf (p. 75)
WI Wisconsin Gas http://www.we-energies.com/pdfs/tariffs_vol7/WGCtariffbk _vol7.pdf (p. 55)
W1 | Wisconsin Elec. http.//www.we-energies.com/pdfs/tariffs_volXVI/WEGOtariffbk_volXVLpdf (p. 58)
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Appendix 4: Arithmetic of Gas Procurement Incentive Mechanisms

This appendix describes a generic benchmark incentive mechanism arithmetically, using this representation to cxamine
its incentive properties. In particular, it demonstrates how an exogenous benchmark leads to correct incentives, while a
benchmark that is nol exogenous may lead to weak or perverse incentives.

For clarity, the discussion refers to gas costs; however, it is equally applicable to a benchmark mechanism for any other
performance measure.

Let

B = the Benchmark value of gas cost
A = the Actual gas cost
s = the fraction or Share of the difference between the benchmark and actual gas cost that the utility receives as an
award (or penalty) for achieving costs below (or above) the benchmark; assume no tolerance band is used: 0 <=g <= |
R = the utility’s reward (penalty)
C = the total Cost borne by customers, which equals actual gas costs plus the award (penalty)

Then:

[1] R =s(B-A)
[2]C=A+R=A+s(B-A)

Note that if s = 0. all costs arc passed through and there is no award, thus R=0, C=A. If s = I, customers always incur the
benchmark costs, with the utility keeping all differences between benchmark and actual cost, thus C = B, R = B-A.

Incentives Created For Specific Procurement Decisions
To see how the incentive mechanism creates an incentive for the utility to take a particular action, let

B0, A0, RO, CO = benchmark cost, actual cost, award, and cost to consumers, respectively, without the action.
Bl, Al, R1, Cl = the same values, if the action is taken.
AB = Bl — B0 = impact of the action on the benchmark
AA= Al — AD = impact of the action on actual costs
AR = R1 — R0 = impact of the action on the utility’s award (this is the utility’s incentive to take the action)
AC = C1 = C0 = impact of the action on the cost borne by consumers (identifying whether the action actually benefits
consumers or not)
Using equations [ 1] and [2] above we get

[3] AR =5 (AB - AA)
[4] AC = AA+ AR =SAB + (1-5)AA

Incentives with regard to this particular action are “aligned” it AR and AC have the opposite sign (plus or minus),
indicating that if the action lowers cost to customers, it increases the award to the utility. The incentive is perverse if AR
and AC have the same sign, and the incentive is weak if AR is very small or zero when AC is large.

Incentives Under Exogenous Benchmarks

This description demonstrates the incentive properties when the benchmark is exogenous. If the benchmark is
exogenous, AB = 0 (the utility action does not affect the benchmark). Then

AR =-sAA (using [3])
AC = (1-s) AA (using [4])
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For 0 <'s <1, AR has the opposite sign of AA and AC, so incentives arc aligned. Furthermore, the incentive (potential
award) is always proportional to the potential benefit to customers, so the strength of the incentive is consistent.

Incentives Under Non-Exogenous Benchmarks
If instead the benchmark is not exogenous (the utility’s action affects the benchmark), there are various possibilities.

If the action affects the benchmark and actual gas costs equally (for example, the cost and revenue impact of the action are
included in the benchmark under the design of the incentive mechanism), the incentive with regard to the action will be
Zero:

AB=AA: AR =0; AC = AA

If instead the action increases the difterence between benchmark and actual costs (even if actual costs increase), the
utility’s award is increased and there is a positive incentive. Actions that increase the benchmark create an award that
reflects some false savings and is at least partially undeserved. For example, assuming the action increases the benchmark
and actual costs are unaflected,

AB >0; AA=0; AR= sAB>0
AC=sAB=AR> 0 the utility’s award is entirely at thc consumers’ expense.

[T the action lowers actual costs but also increases the benchmark, the resulting increase in the award may more than offset
the reduction in actual cost. Due to the undescrved award, the cost to consumers C may rise even if actual costs A werce

reduced by the action.

Suppose AA <0 (which is good), and suppose AB =- AA > 0. Using [3] and [4],
AR =-2 s AA > 0. so the utility has an incentive to take the action.
AC =AA -2 s AA=(1-2 s) AA which will be greater than zero if s > Y4,

In this instance, if s > Y4, while actual costs are reduced. the award leads to an increase in the cost to consumers. so there is
a perverse incentive to take the action.

Incentives When Benchmark Reflects Actual Purchase Quantities

Perverse incentives under an incentive mechanism can result if the benchmark is calculated based on actual net purchase
quantities, and monthly indices are used in the benchmark. Under these circumstances, transactions on the daily spot
market arc implicitly benchmarked using the monthly index price used in calculating the benchmark.

Consider the situation where prices on the daily spot market rise above the monthly index price and a gas sale is
contemplated. Supposc the sale is to be replaced in the following month through a purchase on the monthly market, at a
price that will equal the monthly price index. Let

Mi = monthly price index for current month (i)

Mj = monthly price index for the next month (j)

P = daily spot market price at the time of the gas sale
(by assumption, P > Mi)

For a gas sale of one unit, the total impact on the benchmark (AB) equals the impact of the sale in the current month (by
reducing the nct purchase quantity one unit) plus the impact of the repurchase in the next month.

AB = -Mi+ M;j
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The impact on actual gas costs also has the two components.
AA=-P+Mj
Using [3] and [4],

AR =5 (AB - AA)=s (P—Mi) > 0, since by assumption P > Mi. So there is a positive incentive for the gas sale.
AC = AA + AR = (-P + Mj) + s(P-Mi)

Consumers benefit only if AC < 0, which will be the case when
-P+ Mj <-s (P-Mi)
As one example, suppose the sharing rule is such that s = %, Then consumers benefit only if

P+ Mj <-% (P- Mi)
Mj < % (P + Mi)

Consumers benefit from the transaction only if the forward price M;j is less than the average of the spot price and (lower)

curtent month index (that is, it is closer to the current month index than to the spot price). If, instead, the forward price is
closer to the spot price, the cost to consumers increases, even if the transaction itself is profitable, due to the award.
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Mechanisms

Appendix 5: Examples of Issues and Problems Raised in Regard to Gas Procurement Incentive

Utility

Issues/Problems Raised

Avista Utilitics
(WA)*

Reasonablencss of gas supply relationship with affiliate; inability to audit affiliate with the current
information provided to the commission; ease with which affiliate earned an incentive award; large
benefits to the utility relative to its risk; extent of benefits to consumers

Laclede (MO)"

Size of utility awards relative to consumer benefits; structure of mechanism in benefiting consumers;
lack of utility documentation on gas procurement activities; impact of incentive mechanism on
hedging; treatment of transportation discounts: incentives from “individual, compartmentalized”
benchmarks (relative to a comprehensive purchasing program focusing on the delivered cost of gas
and reliability)

Sharing rule; capacity release threshold; benchmark calculation, for example accounting for
transportation discounts and the NYMEX strip price; treatment of storage sales for off-system
transactions; sharing ratios; capacity release threshold

LG&E (KY)
MidAmerican Treatment of discounted transportation rates; reward caps; supply cost premium accounting for
(TA)! reservation costs for firm supply
Extent of consumer benefits, as measured by rates of the utility relative to other gas utilities in the
state over the period of the GPIM; “productivity” offset in benchmark (to reflect market conditions
Minhnegasco prospectively and to ensure continued improvement in the utility’s performance); effect on non-gas
(MN)" costs

NYSEG (NY)

Allocation of transactions and savings between the utility and its parent/suppliers; allocation of fees

Sharing rule for capacity management; treatment of asset management fees in incentive mechanism;
scope of ex post audit (e.g., simply verification of utility calculations, or inclusion of analysis and

Nashville Gas . . X ) i : . .
(TN) review of mechanism); need for outside consultant to audit the incentive mechanism
Use of low-cost stored gas that increased incentive award; storage credit adjustment; firm
deliverability adjustment; sharing percentages for savings and losses; calculation of the benchmark
NICOR (IL)" as “an accurate proxy for costs under traditional regulation”

SoCalGas (CA)

Impact of incentives on spot gas sales, hub transactions and storage management

Virginia Natural
Gas (VA)

Allegations of mismanagement of assets to detriment of customers under a procurement and assct
management agreement with an affiliate

Wisconsin P&L
(WD*

Utility awards despite relatively high purchased gas costs; cost treatment of stored gas; ability of
staff to audit annual performance; distortions from utility motivation to “beat the benchmark”™ rather
than to reduce purchased gas costs; benefits of incentive mechanism structure to consumers versus
traditional cost recovery
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(Footnotes for Appendix 5)

Washington State Utilities and Transportation Commission, Sixth Supplemental Order Rejecting Benchmark Mechanism Taritf,
Docket No. UG-021584, February 13, 2004.

b Missouri Public Scrvice Commission, Report and Order, Case No. GT-2001-329, Tariff No. 200100572, September 20, 2001,

Louisville Gas and Electric Company, Modifications to Louisville Gas and Electric Company’s Gas Supply Clause to Incorporate
an Experimental Performance Based Ratemaking Mechanism, Case No. 2001-00017, December 30, 2004; and Louisville Gas and
Electric Company, Response of Louisville Gas and Electric to the Attorney General's Initial Request for Information, Case No. 2005-
00031, February 21, 2005.

4 Jowa Utilities Board, Memo to Board concerning MidAmerican’s proposed reward resulting from its Incentive Gas Supply
Procurement Plan (IGSPP), Docket No. RPU-94-3, April 21, 2005; and Towa Utilitics Board, Order Granting Extension of Incentive
Gas Supply Procurement Plan, Docket No. RPU-94-3, Scptember 18, 2000.

¢ Minnesota Public Utilities Commission, Report on Performance-Based Gas Purchasing Plans, pursuant to Minn. Stat. § 216B.167,
sub. 7 (1995), Docket No. G-008/CI-98-1219, February 1999; and Minnesota Department of Commerce, Comments of the Energy
Division of the Minnesota Department of Commerce, Docket No. GO011/M-99-1549, January 3, 2000.

"' State of New York Public Service Commission, Order Approving Gas Cost Incentive Mechanism Methodology, Case No. 01-G-
1668, October 7, 2005,

£ Audit Staff of the Ulilities Division, Tennessce Regulatory Authority, Staff Reply to Nashville Gas Company’s Response to the
Utilities Division’s Incentive Plan Account Audit Report, Docket No. 04-00290, May 18, 2005; and Tennessee Regulatory Authority,
Order Adopting Incentive Plan Account Filing of Nashville Gas Company for Year Ended June 30, 2004, Docket No. 04-00290,
September 6, 2005.

" llinois Commerce Comumission, Order on Petition tor Permission to Place into Effect Proposed Rider 4, Gas Cost, Pursuant to
Section 9-244 of the Illinois Public Utilities Act, Docket No. 99-0127, November 23, 1999; David J. Effron, Direct Testimony, before
the lllinois Commerce Commission, Docket Nos. 01-0705, 02-0067, 02-0725 (Consolidated), November 21, 2003; and Richard

J. Zuraski, Direct Testimony on Reopening, before the 1llinois Commerce Commission, Docket Nos. 01-0705, 02-0067, 02-0725
(Consolidated), November 21, 2003.

Public Utilities Commission of the State of California, Interim Opinion on Phase I.A Issues, lnvestigation 02-11-040, November 16,
2004 (this draft decision, of which incentive mechanisms were a minor part, was rejected by the CPUC, and no final decision has been
issucd in the proceeding).

I Commonwealth of Virginia State Corporation Commission, Order Approving Affiliate Agreements and Closing Investigation, Case
No. PUL-2004-00111, October 31, 2005.

K Gail M. Maly, Direct Testimony. before the Public Service Commission of Wisconsin, Docket No. 6680-UR-114, April 4, 2005;

and Public Service Commission of Wisconsin, Final Decision on the Application of Wisconsin Power and Light Company for
Authority to Increase Retail Electric, Natural Gas and Ripon Water Rates, Dockel No. 6680-UR-114, July 19, 2005.
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This report was prepared by the National Regulatory Research Institute (NRRT) with funding provided by the member commissions of
the National Association of Regulatory Utility Commissioners (NARUC). The views and opinions of the authors do not necessarily
express or reflect the views, opinions, or policies of the NRRI, NARUC, or NARUC member commissions.
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