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IN THE MATTER OF THE APPLICATION
OF SOUTHWEST GAS CORPORATION

FOR THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES DOCKET NO. G-01551A-04-
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF SOUTHWEST
GAS CORPORATION DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA.
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APPLICATION
AND
REQUEST FOR IMPLEMENTATION OF NEW RATES BY NOVEMBER 1, 2005

Southwest Gas Corporation (Southwest) respectfully states
and represents as follows:
Applicant

Southwest, a corporation organized and existing under the
laws of the state of California, is engaged in the business of
purchasing, transporting, and distributing natural gas in
service territories lécated. throughout the states of Arizona,

California and Nevada.

Southwest is a public service corporation subject to the

jurisdiction of the Arizona Corporation Commission (Commission)




by wvirtue of Article XV of Arizona’s Constitution and applicable
provisions of Title 40 of Arizona Revised Statutes (A.R.S.).

Southwest’s certificated service territories in Arizona are
located in portions of the counties of Cochise, Gila, Graham,
Greenlee, La Paz, Maricopa, Mohave, Pima, Pinal and Yuma. For
operational purposes, Southwest’s Central Arizona Divisgion is
headquartered in Phoenix, Arizona, and Southwest’s Southern
Arizona Division is headquartered in Tucson, Arizona.
Approximately 55 percent of Southwest’s customers are located in
Arizona.

Corporate Headquarters; Communications

Southwest’s corporate headquarters is located at 5241
Spring Mountain Road in Las Vegas, Nevada. Southwest’s mailing
address 1s P. O. Box 98510, Las Vegas, Nevada 89193-8510, and
Southwest’s telephone number in Las Vegas is (702) 876-7163.

Communications regarding this Application should be
directed to the attention of Debra Jacobson, Director/Government
& State Regulatory Affairs, at the above lLas Vegas address and
telephone number and Andrew W. Bettwy, Assistant General
Counsel, at the above Las Vegas address and telephone number
(702) 876-7107.

Statutory Authority

This Application 1s made pursuant to Sections 3 and 14 of

Article XV of Arizona’'s Constitution, A.R.S. 8§ 40-250 and 40-




251 and other applicable provisions of Title 40 of A.R.S. and
Sections R14-2-102 and R14-2-103 of the Arizona Administrative
Code (A.A.C.).

Supporting Documentation

Southwest is a Class A utility within the contemplation of
A.A.C. R14-2-103; accordingly, the sgchedules required by that
Rule are a part of this Application. Also accompanying this
Application 1is a copy of Southwest’s 2003 Annual Report to
Shareholders. Additionally, accompanying this Application is
the testimony and exhibits which Southwest submits in support of
this Application.

Nature of Relief Sought by Southwest

Southwest seeks the establishment of rates and charges for
the provision of natural gas service in Arizona at Jjust and
reasonable 1levels 1n order to provide Southwest with the
opportunity to earn a fair and reasonable rate of return on the
fair wvalue of Southwest’s properties devoted to its Arizona
operations.

Circumstances Justifying Relief

Southwest’s primary zreason for filing this Application,
which is based on the historical test vyear ended August 31,
2004, is that current rates and charges are not sufficient to

provide Southwest with a reasonable opportunity to earn a fair

and reasonable rate of return on 1ts investment 1in order to




attract the capital necessary to ensure the continuation of a
reliable gervice to present and future customers. The
historical test year in Southwest’s last general rate case was
the twelve-month period ended December 31, 1999.

For the 12-month test vyear ended 2August 31, 2004, as
adjusted, the rate of return associated with Southwest’s Arizona
properties is 4.78 percent. Southwest 1is proposing a rate of
return of 9.40 percent and, accordingly, an annual margin
increase approximating $70.8 million is needed to achieve the
proposed rate of return.

The testimony and exhibits accompanying this Application
reflect that approximately $15.2 million of the deficiency is
attributable to Southwest not achieving the margin levels
authorized by the Commission in Southwest’s last general rate
case due to circumstances beyond the control of Southwest --
e.g., declining average residential usage due to Dbetter-
insulated homes and more efficient appliances.

Although Southwest has been successful in its efforts to
control costs and to improve productivity since Southwest’s last
general rate case, the strains on Southwest’s financial
resources have been extraordinary. Southwest’s capital
expenditures for its Arizona operations from December 31, 1999,
the end of the test year in its last general rate case, through

August 31, 2004, the end of the test year in this general rate




case, exceeded $500 million. Southwest was able to fund only 38
percent of its capital expenditures with cash flows from its gas
operations. The remainder, over $300 million, had to be raised
from external financing sources. With unprecedented customer
growth expected to continue for the foreseeable future,
Southwest’s need to access the financial markets to fund a
substantial portion of its capital expenditures will be reduced
if the relief requested in this general rate case is granted.

During this period of  unprecedented customer growth,
Southwest’s customer-to-employee ratio, a key measure of
productivity, has continued to improve substantially. Cn
December 31, 1999, the test year ending date in Southwest’s last
general rate <case, Southwest was serving approximately 645
customers per employee, and on August 31, 2004, the test year
ending date in this general rate case, Southwest was serving
approximately 745 customers per employee. Despite this
significant increase in its customer-to-employee ratio,
Southwest was ranked in 2003 by J.D. Power & Associates as the
best gas utility in the western region of the United States in
terms of customer satisfaction. Southwest has been successful
controlling costs while, at the same time, not compromising
Southwest’s commitment to customer satisfaction.

The best interests of Southwest’s customers are served by

ensuring that Southwesgst is sufficiently strong financially to be




able to make the expenditures necessary to enable Southwest to
continue to provide safe and vreliable natural gas service
throughout its Arizona service territories. Existing rates are
unjust and unreasocnable and their continuance threatens
Southwest’s financial integrity.

The Overall Theme

The overall theme of Southwest’s Application is to seek
ratemaking treatment which recognizes that declining average
regidential usage and sgsignificant growth in a historical test
year jurisdiction place an enormous financial strain on
Southwest’s ability to earn ite authorized return and, as a
consequence, to compete effectively for capital at a reasonable
cost.

In his direct testimony, Chief Executive Officer Jeffrey
Shaw explains from a broad policy perspective why it is critical
that Southwest be provided with a reasonable opportunity to
actually earn the rate of return authorized by the Commission in
this proceeding. Among other things, Mr. Shaw stresses the
importance of designing a rate structure that addresses the
phenomena associated with a continued decline in average
residential usage due, inter alia, to conservation and increased
efficiencies in housing stock. Exhibit No. (RAM-1)
demonstrates that Southwest has been unable to earn the rate of

return authorized by the Commission since 1994, except for the




year 1998, a year in which the weather in Arizona was 28 percent
colder than normal. The associated schedules show that, over
the approximately eleven-year period, the total earnings
shortfall from Southwest’s Arizona operations approximates
$145.6 million.

Consistent with the overall theme, a central focus of this
Application is the need for Southwest to have the ability to
compete effectively in the financial markets to secure the
capital required to meet the growth demands in one of the
fastest growing states in the country. In this Application,
Southwest advances proposals which are designed to improve
Southwest’s financial strength over time and to achieve parity
with comparable natural gas distribution companies in the
competitive financial marketplace.

Southwest 1s confident that, 1f the Commission adopts
Southwest’s proposals addressing the obstacles hindering
Southwest’s ability to earn the rate of return authorized by the
Commission, Southwest would have a reasonable opportunity to
earn its authorized rate of return and, over time, to improve
its capital structure and, in turn, its credit ratings -- which

reasonably could be expected to lower the overall cost of debt

for the benefit of Southwest’s customers.




Conservation Margin Tracker

Southwest 1is proposing aggressive programs to further
promote conservation and energy efficiencies. Successful
programs necessarily erode Southwest’s opportunity to earn the
rate of return authorized by the Commission so long as a portion
of Southwest’s revenue requirement is placed at risk through a
rate design which relies on volumetric throughput to recover
Southwest’s fixed costs.

Southwest urges the Commission to adopt the proposed
conservation margin tracker (CMT) as a means to address the
phenomenon of declining average residential usage, thereby
removing the inherent disincentive to aggressively promote
conservation and energy efficiency. Whether average residential
usage turns out to be higher or lower than the consumption level
recognized 1in this proceeding [due to weather variations,
conservation or other factorsgs], neither Southwest nor its
customers would either benefit or be disadvantaged.

The proposed CMT is consistent with the July 2004 Joint
Statement of the American Gas Association, the Natural Resources
Defense Council and the American Council for an Energy-Efficient
Economy, and the Joint Statement garnered the support of the
National Association of Regulatory Utility Commigssioners (NARUC)

during NARUC’s 2004 Summer Meetings.




A real benefit to both Southwest and its customers would be
that, with such a mechanism in place, an element of risk which
influences credit zratings would be eliminated -- and that
reasonably could be expected to impact positively on Southwest’s
ability to improve 1its earnings, compete for the capital
necessary to continue to provide both current and future
customers with safe and reliable natural gas service and fund
infrastructure investments. Approval of the proposed CMT
further benefits customers, as it results in a reduction of the
proposed common equity cost rate.

Line Extension Policy and Practices

In Southwest’s last general rate case, the Commission
directed Southwest to address in this proceeding the manner in
which Southwest determines the magnitude of allowances
associated with extending facilities to provide service to new
customers. In his direct testimony, Southwest witness Robert
Mashas details the methodology employed by Southwest to
calculate the allowances. Mr. Mashas also demonstrates that the
analyses conducted by Southwest include a consideration of the
incremental revenues, expenses and investment required to serve
new customers and that new customers generate a sufficient
revenue stream for Southwest to earn from the new customers at

or above the authorized rate of return.




Southern Arizona Pipe Replacements

Southwest 1s proposing a modification to the settlement
agreement (Agreement) which was approved by the Commission in
the general rate case in Docket No. U-1551-93-272. Essentially,
Southwest seeks the establishment of a sunset date for the
write-offs associated with certain pipe zreplacement activities.
Throughout the decade following the Commission’s decision in
Docket No. U-1551-93-272, the magnitude of pipe zreplacement
activities has been reduced substantially, and pipe that is
subject to the write-off provisions of the Agreement continues
to be utilized to provide service to Southwest’s customers even
though the pipe has reached the end of its normal, estimated
service life.

Witness Testimony

A complete and accurate explanation of the circumstances
and conditions relied upon by Southwest as justification for the
proposed adjustments in rates and charges and the changes in
other tariff provisions proposed in this Application is embodied
in the following accompanying testimony:

Jeff Shaw, Chief Executive Officer [policy and general rate
case overview]

Chris Palacios, Senior Vice President/Scuthern Arizona
Division [safety, cost control, productivity and customer
service]
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Robert Mashas [revenue deficiency, 1line extension policy,
transmission integrity management program and southern Arizona
pipe replacements]

Randi Aldridge [rate base, expenses and allocations]

Theodore Wood [overall rate of return, capital structure,
and cost of debt and preferred equityl]

Frank Hanley [cost of common equity]

James Cattanach [weather normalization, decline in average
residential usage and price elasticityl]

Christy Berger [class cost of service studies]

Steve Fetter [regulatory policy related to conservation
margin tracker and credit rating impacts]

Edward Gieseking [rate design policy and conservation
margin tracker]

Brooks Congdon [billing determinants, revenue allocation,
rate design and related tariff revisions]

Vivian Scott [demand-side management, conservation and
energy efficiency programs]

Request for Implementation of New Rates by November 1, 2005

Southwest requests that this Application be processed under
a schedule which contemplates the implementation of new rates by
November 1, 2005, the beginning of the winter heating season.
Mr. Shaw, has provided assurance to the Commission that all
Southwest personnel are dedicated to making every effort
possible to facilitate a process which results 1in a final

decision as soon as practicable.
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Southwest proposes the following timetable and, in
particular, Southwest seeks the support of the Commission Staff
and the Residential Utility Consumer Office for such a schedule:

January 7, 2005

January 14, 2005
June 3, 2005

Staff Notice of Sufficiency
Procedural Conference
Filing of Staff & Intervenor Direct

July 1, 2005 - Filing of Rebuttal
July 11, 2005 - Filing of Surrebuttal
July 21, 2005 - Filing of Rejoinder
July 22, 2005 - Prehearing Conference
July 25 ~

August 5, 2005 - Conduct Hearing

Effective Date of New Rates

November 1, 2005
As indicated above, the rate of return experienced by
Southwest from its Arizona operations for the test vyear ended
August 31, 2004, was 4.78 percent. It is inevitable that, by
November 1, 2005 [fourteen months after the end of the test
year], Southwest’s earnings from 1its Arizona operations will

have continued to erode.
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WHEREFORE, Southwest regpectfully requests that the
Commission issue a special order pursuant to A.A.C. R14-3-101.C
to establish notice, filing, discovery and hearing procedures.

Southwest requests further that, upon conclusion of the

hearing, the Commission issue its Decision determining the fair
value of Southwest’s Arizona properties, authorizing a just and
reasonable rate of return thereon and establishing rates and
charges designed to realize the authorized rate of return.
RESPECTFULLY SUBMITTED this 8ﬂ1day of December, 2004.

SOUTHWEST GAS CORPORATION

e M7~

Andrew W. Bettwy/—
Karen S. Haller
Legal Department
5241 Spring Mountain Road
Las Vegas, Nevada 89102
(702) 876-7107

(702) 252-7283 - FAX
andy .bettwy@swgas.com
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but we made
it smell bad for
a good reason
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We make it stink! Nothing is more
important to Southwest Gas than the safety
of our customers and the communities we serve.
Because natural gas is odorless, a harmless
additive that smells like rotten eggs is used to
help detect its presence. That's why we encourage
customers, and non-customers alike, to call us
when they smell that rotten-egg odor.

Safety of our customers is serious business
at Southwest Gas. From pipe replacement
programs and annual leak inspections to safety
communications and appliance checks for
new customers, Southwest Gas spends millions
of dollars to ensure the system remains safe,
and that our customers know what to do
if there's a leak.




But natural gas does provide
some good smells, too. There’s nothing
better than the aroma of fresh-baked cookies
directly from the oven, or what could be
better than the great smell of sauce-smothered
ribs simmering on a natural gas barbecue?

Our mouths water just thinking about it.

Natural gas helps create other pleasant
smells, too—fresh towels coming directly

from a natural gas dryer, and relaxing scents
from a hot bubble bath.




s our “stink”

' helps create the
| amazing smells
| of home
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cookies bring out the
kid in all of us

Warm! Delicious! Chocolate chip, oatmeal, sugar cookies right from
the oven. Natural gas ovens can fill the kitchen with delectable
smells that bring squeals of delight. = The combined range and
oven is one appliance that's used almost daily, and cooking with
natural gas makes baking even easier. It's efficient. It's economical.
Customers know they can depend on Southwest Gas to help make
those cookies mouth watering. The J.D. Power survey of natural
gas utilities ranked Southwest Gas as the best in customer serv-
ice in the western United States in 2003. ~ When it comes to
baking cookies, it's hard to deny that the first cookie out of the
oven is worth the wait. = A glass of milk anyone?
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hot bubble bath
soothes the senses

There's nothing quite as relaxing as a hot bubble bath. Having enough
hot water to indulge in this luxury is essential to the experience. = With
a natural gas hot water heater you will have adequate hot water when
you want it-and need it most.  Just sit back and relax. With a
natural gas hot water heater you have the best source for heating
that bubble bath. And to think, it only took 10 million feet of new
pipe this year to assure customers that the hot water would be
there when they want it. ~ Hey, where’s the rubber ducky?
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aah. soft, fluffy,
fresh-smelling towels

fzf

Better yet, hot, soft, fluffy fresh-smelling towels... % Better still,
hot, soft, fluffy towels quickly. Nothing feels better or smells as
fresh as a towel just out of your natural gas dryer. % There are
added benefits, too. A natural gas clothes dryer saves time and
money for the things you really want to do. There's no lengthy
warm-up, and because natural gas is instant on and off, you have
complete temperature and drying control. As an added bonus,
newer models dry clothes with lower temperatures that are gentler
on clothes. Enjoy soft and wrinkle-free clothing with every load.
% About the only thing natural gas dryers won't do to towels
is fold them.
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to our shareholders

“Our product stinks”...but J.D. Power & Associates still ranked Southwest Gas the best natural gas utility

in the western United States in 2003 and 67,000 new customers followed the "“Guide to the Southwest
Territories” (last year's annual report theme), positively answering the question posed “Do you have gas?”
(2001's annual report theme) with a resounding YES. Southwest Gas remains one of the fastest growing

natural gas distribution companies in the nation (if not the fastest growing) for the 10th year running.

“Our product stinks”...and unfortunately so did earnings in 2003. The whole year ended...much as it
began...warmer than normal. In fact, 2003 was the 2nd warmest year in Nevada and 5th warmest year in
Arizona overall in the last 109 years. Good weather for the tourism industry throughout our service terri-
tories, but not so good for the gas business. To complete the whining...earnings per share were $1.14 in
2003 compared to $1.33 in 2002. Weather, or lack thereof, robbed us of nearly 60¢ per share in 2003!

“We're Cooking,” our annual report theme for 2000, was chosen at the time to not only focus on one of
the most pleasurable uses for our product but to describe the robust growth environment and construc-
tion activities in our service territories. “We're Still Cooking” could easily have been the theme of this

year's annual report because nothing better encapsulates the level of the Company’s activities for 2003.

2003 established an all-time high of 67,000 new customer additions...a five percent increase overall. An
additional 9,000 customers joined the Southwest ranks with the acquisition of Black Mountain Gas in
October 2003. Our southern Nevada division (Las Vegas) led the Company with over 29,000 (six percent)
new customer hook-ups. We ended the year with 1,531,000 customers. Whatever slowdown in activity that
was experienced in various segments of the economy in other parts of the country, and in our own service
territories, just never translated into a slowdown in the housing markets in Nevada and Arizona. As we

begin 2004, we keep a watchful eye, but don't yet see any signs of construction activities tapering off.

If record new customer growth wasn't enough to keep our folks busy, a record amount of new
government regulations did. Southwest Gas, as well as the rest of the industry, had to contend with
extraordinary new and complex pipeline safety mandates from governmental agencies. As is often the
case in America today, the innocent are punished with the guilty. These new rules will cost pipeline
operators more than $5 billion to prove that existing tried and true operating practices are as good
as a century’s worth of experience has proven them to be.

These false alarms remind thoughtful people that reactionary government creates distrust in institutions
by insinuating that the “sky is falling” and the only protection is more and more costly rules and regula-
tions. There is no such thing as an accident anymore. Someone must be blamed and guilt by association
is now the rule of the day. Despite proclamations that “this type of incident must never happen again,”
the reality of course is accidents will happen again regardless of increased rules and regulations.
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As has every publicly traded company in 2003, the Board and senior management spent an inordinate
amount of time implementing new regulations associated with the Sarbanes-Oxley federal legislation
adopted in July of 2002 and the various implementation phases expected to occur through the year 2005
as promulgated by the Securities and Exchange Commission. For Southwest Gas very little has changed
in terms of the overall quality of corporate governance. However, the Board and management have spent
a great deal of time working through the new regulations. The efforts have been more of an exercise

of “rearranging the deck chairs,” while “killing a lot of trees” in the process. Our Board believes the
Company's overall corporate governance practices have always been among the very best, and this is
confirmed by our recent Institutional Shareholder Services (ISS) index ranking of over 99%. This ranking
indicates that Southwest Gas outperformed over 99% of the companies in the S&P 600 Index in terms

of corporate governance issues.

Aside from the ever increasing burdens of new regulations, our greatest concern to the Company and
for the industry in general is the level and volatility of commodity prices. Gas markets have dramatically
changed over the past few years. Prices are higher generally and the associated volatility is historically

unprecedented.

Elevated natural gas prices are the result of the accumulated impact of years of incongruent regulatory
policy and the continued failure of Congress and the last two Presidential administrations to develop
balanced national energy use and resource development legislation and regulation. For over a decade,
environmentalists, federal regulators and in some cases, the natural gas industry itself, have promoted
the use of natural gas as a more environmentally friendly way to meet the growing demand for additional
electricity generation.

The increased use of natural gas to generate more electricity, when combined with incompatible regula-
tions for limiting access to new natural gas supply, is creating a growing natural gas supply/demand
imbalance. One set of environmental policies is driving up the demand for natural gas, while other
environmental policies are simultaneously severely limiting development of adequate natural gas supplies.
The resulting impact is clear. Not only does this negatively impact our customers’ pocketbooks, but it

creates serious regulatory and customer relations problems for the LDC's who are caught in the middle.
We have continued to pursue those key elements we believe have made us successful:

e remaining focused on core competencies
e continuing to maximize efficiency and productivity

e continuing to be aggressive in managing growth

e striving to exceed our customers' expectations
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Yet, we believe we remain watchful and positioned to seize strategic growth opportunities.

As mentioned above, Southwest Gas is very proud to be designated the best natural gas utility in the
western United States by J.D. Power & Associates. This is quite a tribute to our 2,500 employees who,
despite phenomenal growth, volatile energy prices and ever changing regulations and requirements,

manage to create and maintain a customer centric-environment. Congratulations to all of you!

2004 will see a significant transition in membership of our Board of Directors and management.
Due to mandatory Board retirement age or change in personal circumstances, Michael Jager, Len Judd,
David Gunning and Mark Feldman are not seeking re-election to the Board this year.

The Board wishes to express its deepest gratitude to these gentlemen for their years of service...
their leadership and friendship.

In 2003 and in anticipation of the above noted changes, LeRoy C. Hanneman, Jr., Chairman and Chief
Executive Officer, Element Homes, LLC located in Phoenix, was added to the Board. In addition, Richard
M. Gardner, Retired Partner, Deloitte & Touche and who resides in Phoenix, and Thomas E. Chestnut,
Owner, President and CEO, Chestnut Construction Company located in Tucson have been nominated for
election to the Board at the Shareholders’ meeting in May.

Lastly, we need to comment on Mike Maffie's intention to retire as CEO in the summer of this year. One
of the Board's (any Board’s) most significant responsibilities is to determine who runs the Company. To
that end, the Board went through an extensive and lengthy process over the past several years planning
for this eventuality. In July 2003, Jeff Shaw was made the president of the Company and it is the Board’s

intention that he will become chief executive officer in June.

Certainly, Mike's leadership and experience will be missed. However, the Board is confident Southwest
will continue to flourish under Jeff's leadership with the help of its 2,500 outstanding employees.

Sincerely,

Thomas Y. Hartley Michael 0. Maffie
Chairman of the Board Chief Executive Officer
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a brief farewell

Ed and | both came to Southwest Gas in the fall of 1978.
Southwest was a small natural gas distribution company with just over
160,000 customers spread throughout three states. The Company had
recently contracted to purchase the natural gas business in Tucson from
Tucson Gas & Electric, which would double its size. In 1984, the Company
doubled its size again, acquiring the natural gas business in Phoenix from
Arizona Public Service. At a time in history when many doubted the
industry’s long-term viability, these acquisitions created the footprint for
the Company to take advantage of the phenomenal opportunities in the
southwest over the next 20 years...resulting in a company today with over
1.5 million customers. Growth and change became ingrained parts of

our corporate culture, and we and all Southwesters flourished.

Exciting, challenging, exasperating and many other things. After more

than 25 years, we've decided it's time that the “next generation” has

their turn and we're confident they're up to the task. We couldn’t have
asked to spend 25 plus years of our careers with a better company.

Southwesters are a unique bunch...they‘re the best!

Michael 0. Maffie
Chief Executive Officer
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after over 25 years at southwest gas,
mike and ed are retiring

> s

Edward S. Zub
Executive Vice President/Consumer Resources
and Energy Services (front)

Michael 0. Maffie
Chief Executive Officer (back)

A 1y
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Market Price
Relative to Book Value
(in dollars)
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Stock Prices & Trading Volume per Year

(stock prices in dollars, volume in millions)

volume
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consolidated selected financial statistics

YEAR ENDED DECEMBER 31, 2003 2002 2001

2000 1999
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natural gas operations

YEAR ENDED DECEMBER 31, 2003 2002 2001 2000 1999
Sales $ 984966 $ 1,069917 $ 1,149918 $ 816,358 $ 740,900
Transportation 49,387 45,983 43,184 54,353 50,255
Operating revenue 1,034,353 1,115,900 1,193,102 870,711 791,155
Net cost of gas sold 482,503 563,379 677,547 394,711 330,031
Operating margin 551,850 b52i521 515,555 476,000 461,124
EXPENSES
Operations and maintenance 266,862 264,188 253,026 231175 221,258
Depreciation and amortization 120,791 115175 104,498 94,689 88,254
Taxes other than income taxes 35,910 34,565 32,780 29,819 27,610
Operating income $.3128287 '$ 138593 . $ 12525101 1203175 Sl 24 BO2
Contribution to consolidated net

income § a1y $ 0 30008 §- 32626 § | 3290848 6472
Total assets at year end $ 2528332 +$ 2345407 $ 2289111 $ 2,154,641 $ 1855114
Net gas plant at year end $ 2,175,736 $ 2034459 $ 1,825571 $ 1,686,082 $ 1,581,102
Construction expenditures and

property additions S 228288, $ 263,576 % 248352 % 205161 S 20713
CASH FLOW, NET
From operating activities § a8y 192 8 981379 04%:103:848 4.9+ 11109.872-4 165220
From investing activities (249,300) (243,373) (246,462) (203,325) (207,024)
From financing activities 60,815 (49,187) 154,727 95,481 40,674
Net change in cash $ (1:863)+:$  (11:231) -3 1211318 2028 % (1,130)
(thousands of therms)
TOTAL THROUGHPUT
Residential 593,048 588,215 589,943 571,378 554,507
Small commercial 279,154 280,271 279,965 272,673 266,030
Large commercial 100,422 121,500 107,583 63,908 62,566
Industrial/Other 157,305 224,055 283,772 199,715 154,306
Transportation 1,336,901 1,325,149 1,268,203 1,482,700 1,186,859
Total throughput 2,466,830 2,539,190 2,529,466 2,590,374 2,224,268
Weighted average cost of gas

purchased ($/therm) $ 046 $ 038 $ 0,551 % 042 $ 0.28
Customers at year end 1,531,000 1,455,000 1,397,000 1,337,000 1,274,000
Employees at year end 2,550 2,546 2,507 2,491 2,482
Degree days — actual 1,772 1,912 1,963 1,938 1,928
Degree days — ten-year average 1,931 1,963 1,970 1,991 2,031
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EXECUTIVE SUMMARY
The following discussion of Southwest Gas Corporation and subsidiaries (the “Company”) includes information related to
regulated natural gas transmission and distribution activities and non-regulated activities.

The Company is comprised of two business segments: natural gas operations (“Southwest” or the “natural gas operations”
segment) and construction services. Southwest is engaged in the business of purchasing, transporting, and distributing
natural gas in portions of Arizona, Nevada, and California. Southwest is the largest distributor in Arizona, selling and
transporting natural gas in most of central and southern Arizona, including the Phoenix and Tucson metropolitan areas.
Southwest is also the largest distributor and transporter of natural gas in Nevada, serving the Las Vegas metropolitan area
and northern Nevada. In addition, Southwest distributes and transports natural gas in portions of California, including the
Lake Tahoe area and the high desert and mountain areas in San Bernardino County.

Northern Pipeline Construction Co. (“NPL" or the “construction services” segment), a wholly owned subsidiary, is a
full-service underground piping contractor that provides utility companies with trenching and installation, replacement, and
maintenance services for energy distribution systems.

consolidated results of operations
(thousands of dollars, except per share amounts)

YEAR ENDED DECEMBER 31, 2003 2002 2001

CONTRIBUTION TO NET INCOME

Natural gas operations $-5 34210 G 3029888 SN B2 676
Construction services 4,291 4,737 4,530
Net income $ 138502 == 43965 1= - 37,156

EARNINGS PER SHARE

g Natural gas operations § 101 § 119 § 102
: Construction services 0.13 0.14 0.14
I Consolidated $ £14. ¢ 133 § 1.16

See separate discussions at Results of Natural Gas Operations and Results of Construction Services. Average shares
outstanding increased by 807,000 between 2003 and 2002, and 831,000 between 2002 and 2001, primarily resulting
from continuing issuances under the Dividend Reinvestment and Stock Purchase Plan (“DRSPP”).

As reflected in the table above, the natural gas operations segment accounted for an average of 89 percent of consolidated
net income over the past three years. As such, management’s main focus is on that segment.

Southwest's operating revenues are recognized from the distribution and transportation of natural gas (and related services)
billed to customers. An estimate of the amount of natural gas distributed, but not yet billed, to residential and commercial
customers from the latest meter reading date to the end of the reporting period is also recognized in revenues.

Margin is the measure of utility revenues less the net cost of gas sold. Management uses margin as a main benchmark in
comparing operating results from period to period. The three principal factors affecting utility margin are general rate relief,
weather, and customer growth.

g TNAR BER Sjeeewn  on  Shigsson, e i i G.Giediee i jte- soseicosccte
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Rates charged to customers vary according to customer class and rate jurisdiction and are set by the individual state and
federal regulatory commissions that govern Southwest's service territories. Southwest makes periodic filings for rate
adjustments as the costs of providing service (including the cost of natural gas purchased) change and as additional
investments in new or replacement pipeline and related facilities are made. (See the section on Rates and Regulatory
Proceedings for additional information). Rates are intended to provide for recovery of all prudently incurred costs and
provide a reasonable return on investment. The mix of fixed and variable components in rates assigned to various customer
classes (rate design) can significantly impact the operating margin actually realized by Southwest.

Weather is a significant driver of natural gas volumes used by residential and small commercial customers and is the main
reason for volatility in margin. Space heating-related volumes are the primary component of billings for these customer
classes and are concentrated in the months of November to April for the majority of the Company's customers. Variances in
temperatures from normal levels, especially during these months, have a significant impact on the margin and associated
net income of the Company.

Customer growth, excluding acquisitions, has averaged five percent annually over the past 10 years and over four percent
annually during the past three years. Incremental margin has accompanied this customer growth, but the costs associated
with creating and maintaining the infrastructure needed to accommodate these customers also have been significant. The
timing of including these costs in rates is often delayed (regulatory lag) and results in a reduction of current-period earnings.

Management has attempted to mitigate the regulatory lag by being judicious in its staffing levels through the effective use
of technology. During the past decade while adding nearly 600,000 customers, Southwest only increased staffing levels by
232. During this same period, Southwest's customer to employee ratio has climbed from 402/1 to 600/1, one of the best in
the industry. It has accomplished this without sacrificing service quality. Examples of technological improvements over the
last few years include electronic order routing, an electronic mapping system and, most recently, a work management
system.

The results of the natural gas operations segment and the overall results of the Company are heavily dependent upon the
three components noted previously (general rate relief, weather, and customer growth). Significant changes in these
components (primarily weather) have contributed to somewhat volatile earnings. Management continues to work with its
regulatory commissions in designing rate structures that provide affordable and reliable service to its customers while
mitigating the volatility in prices to customers and stabilizing returns to investors.

As of December 31, 2003, Southwest had 1,531,000 residential, commercial, industrial, and other natural gas customers,
of which 851,000 customers were located in Arizona, 542,000 in Nevada, and 138,000 in California. Residential and
commercial customers represented over 99 percent of the total customer base. During 2003, Southwest added 67,000
customers (excluding 9,000 associated with the acquisition of Black Mountain Gas Company (“BMG") in October 2003), a
five percent increase, of which 30,000 customers were added in Arizona, 31,000 in Nevada, and 6,000 in California. These
additions are largely attributed to population growth in the service areas. Based on current commitments from builders,
customer growth is expected to be between four and five percent in 2004. During 2003, 56 percent of operating margin
was earned in Arizona, 36 percent in Nevada, and 8 percent in California. During this same period, Southwest eamed

84 percent of operating margin from residential and small commercial customers, 6 percent from other sales customers,
and 10 percent from transportation customers. These patterns are expected to continue.
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RESULTS OF NATURAL GAS OPERATIONS

(thousands of dollars)

YEAR ENDED DECEMBER 31, 2003 2002 2001
Gas operating revenues $ 1,034353 $ 1,115,900 $ 1,193,102
Net cost of gas sold 482,503 563,379 677,547
Operating margin 551,850 552:521 515,555
Operations and maintenance expense 266,862 264,188 253,026
Depreciation and amortization 120,791 115,175 104,498
Taxes other than income taxes 35,910 34,565 32,780
Operating income 128,287 138,593 125:251
Other income (expense) 2,955 3,108 7,694
Net interest deductions 76,251 78,505 78,746
Net interest deductions on subordinated debentures 2,680 — —
Preferred securities distributions 4,180 5,475 5,475
Income before income taxes 48,131 57721 48,724
Income tax expense 13,920 18,493 16,098
Contribution to consolidated net income $-. 34911 339228 % . 32,626

2003 vs. 2002
Contribution from natural gas operations declined $5 million in 2003 compared to 2002. The decrease was principally the
result of lower operating margin and increased operating expenses, partially offset by decreased financing costs.

Operating margin decreased $671,000 in 2003 as compared to 2002. Approximately 67,000 customers were added during

the last 12 months, a growth rate of five percent. Another 9,000 customers were added in October 2003 with the
acquisition of Black Mountain Gas Company. New customers contributed $16 million in incremental margin. Differences in
heating demand caused by weather variations between years resulted in a $13 million margin decrease as warmer-than-
normal temperatures were experienced during both years. During 2003, operating margin was negatively impacted

$32 million by the weather, while in 2002 the negative impact was $19 million. Conservation, energy efficiency and other
factors accounted for the remainder of the decline.

Operations and maintenance expense increased $2.7 million, or one percent, compared to 2002. The impacts of general
cost increases and costs associated with the continued expansion and upgrading of the gas system to accommodate
customer growth were offset by cost-curbing management initiatives begun in the fourth quarter of 2002. Going forward,
operations and maintenance expenses overall are expected to trend upward corresponding to the customer growth rate
and inflation. The costs of additional regulation, social programs, medical costs and pensions are some of the primary
factors responsible for this trend.

Depreciation expense and general taxes increased $7 million, or five percent, as a result of construction activities. Average
gas plant in service increased $231 million, or nine percent, as compared to 2002. The increase reflects ongoing capital

expenditures for the upgrade of existing operating facilities and the expansion of the system to accommodate continued
customer growth.
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Other income (expense) decreased $153,000 between years. The prior year included income of $2.2 million related to
several non-recurring items. Interest income (primarily on purchased gas adjustment (“PGA") balances) declined
$1.6 million between years. Improvements in returns on long-term investments substantially offset the negative factors.

Net financing costs declined $869,000 between years primarily due to lower interest rates on variable-rate debt and interest
savings generated from the refinancing of industrial development revenue bonds and preferred securities instruments in
2003. Interest costs are expected to trend upward in 2004 as the Company finances the infrastructure associated with
customer growth.

During 2003, Southwest recognized $2 million of income tax benefits associated with plant-related items. In 2002,
Southwest recognized $2.7 million of income tax benefits associated with state taxes, plant, and non-plant related items.

2002 vs. 2001
The gas segment contribution to consolidated net income for 2002 increased $6.6 million from 2001. Growth in operating
margin was partially offset by higher operating costs and a decline in other income (expense).

Operating margin increased $37 million, or seven percent, in 2002 as compared to 2001. The increase was a result of rate
relief and customer growth, partially offset by the impacts of warm weather between periods. General rate relief granted
during the fourth quarter of 2001, in both Arizona and Nevada, increased operating margin by $33 million. Southwest
added 58,000 customers during 2002, an increase of four percent. New customers contributed $20 million in incremental
margin. Differences in heating demand caused by weather variations between periods and conservation resulted in a

$16 million margin decrease. Warmer-than-normal temperatures were experienced during the second and fourth quarters
of 2002, whereas during 2001, temperatures were relatively normal.

Operations and maintenance expense increased $11.2 million, or four percent, reflecting general increases in labor and
maintenance costs, and incremental costs associated with servicing additional customers. Uncollectible expenses in 2002
were slightly below the amounts recorded in 2001 as natural gas prices declined, lowering average customer bills.

Depreciation expense and general taxes increased $12.5 million, or nine percent, as a result of construction activities.
Average gas plant in service increased $207 million, or eight percent, compared to the prior year. This was attributed to the
continued expansion and upgrading of the gas system to accommodate customer growth

Other income (expense) declined $4.6 million between years principally because of a $5 million decrease in interest income
earned on the balance of deferred purchased gas costs. Significant components of the 2002 balance included: an

$8.9 million gain on the sale of undeveloped property, $4 million of net merger-related litigation costs, and $2.7 million of
charges associated with the settlement of a regulatory issue in California.

Net interest deductions declined $241,000 between years. Strong cash flows during the first half of 2002, from the
recovery of previously deferred purchased gas costs and general rate relief, mitigated the amount of incremental
borrowings needed to finance construction expenditures. Declining interest rates on variable-rate debt instruments were
also a contributing favorable factor.

During 2002, Southwest recognized $2.7 million of income tax benefits associated with state taxes, plant, and non-plant
related items. In 2001, the resolution of state income tax issues resulted in a $2.5 million income tax benefit
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RATES AND REGULATORY PROCEEDINGS
Arizona General Rate Case. In May 2000, Southwest last filed a general rate application with the Arizona Corporation
Commission (“ACC") for its Arizona rate jurisdiction. The ACC authorized a general rate increase of $21.6 million effective
November 2001. Management has not determined the timing of filing its next general rate case in Arizona.

Nevada General Rate Cases. In March 2004, Southwest filed general rate applications with the Public Utilities
Commission of Nevada (“PUCN"), which included annual increases of $8.6 million for northern Nevada and $18.9 million
in southern Nevada. A PUCN decision is expected in the third quarter of 2004.

In July 2001, Southwest filed general rate applications with the PUCN for its southern Nevada and northern Nevada rate
jurisdictions. The PUCN authorized general rate increases of $13.5 million in southern Nevada and $5.9 million in northern
Nevada effective December 2001.

California General Rate Cases. In February 2002, Southwest filed general rate applications with the California Public
Utilities Commission (“CPUC") for its northern and southern California jurisdictions. The applications sought annual
increases over a five-year rate case cycle with a cumulative total of $6.3 million in northern California and $17.2 million in
southern California. The last general rate increases received in California were January 1998 in northern California and
January 1995 in southern California.

In July 2002, the Office of Ratepayer Advocates (“ORA") filed testimony in the rate case recommending significant
reductions to the rate increases sought by Southwest. The ORA concurred with the majority of the Southwest rate design
proposals including a margin tracking mechanism to mitigate weather-related and other usage variations. At the hearing
that was held in August 2002, Southwest modified its proposal from a five-year to a three-year rate case cycle and
accordingly reduced its cumulative request to $4.8 million in northern California and $10.7 million in southern California.
For 2003, the amounts requested were $2.6 million in northern California and $5.7 million in southern California. The final
general rate case decision, originally anticipated to have an effective date of January 2003, was delayed due to the
reassignment of the Administrative Law Judge (“ALJ") assigned to the case. As a result of this delay, Southwest filed a
motion during the first quarter of 2003 requesting authorization to establish a memorandum account to track the related
revenue shortfall between the existing and proposed rates in the general rate case filing. This motion was approved,
effective May 2003. In October 2003, the ALJ rendered a draft decision (“proposed decision” or “PD") on the general rate
case. The PD was modified in February 2004. If approved as modified, the PD would increase rates by about 60 percent of
the 2003 amount filed for and provide for attrition increases beginning in 2004. Southwest filed comments largely in
support of the PD. In January 2004, an alternate decision (“AD") from one of the commissioners was received, reducing the
rate increase in southern California as proposed in the PD by $2 million, with no significant change to northern California.
In addition, the AD proposed a disallowance of $12.2 million in gas costs. Southwest filed comments vehemently opposed
to the AD. The general rate case is on the agenda for mid-March; however, management can not determine which, if any,
of the proposed or alternate decisions will be approved.

FERC Jurisdiction. In July 1996, Paiute Pipeline Company, a wholly owned subsidiary of the Company, filed its most recent
general rate case with the Federal Energy Regulatory Commission (“FERC"”). The FERC authorized a general rate increase
effective January 1997. The timing of Paiute’s next general rate case filing has not been determined.
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Management believes that it is difficult to predict the ultimate outcome of the proceedings or the impact of the FERC action
on Southwest. Southwest has had adequate capacity for its customers needs during the 2003/2004 heating season to date
and management believes adequate capacity exists for the remainder of the heating season. Additional costs may be
incurred to acquire capacity in the future as a result of the FERC order. However, it is anticipated that any additional costs
will be collected from customers through the PGA mechanism.

CAPITAL RESOURCES AND LIQUIDITY
The capital requirements and resources of the Company generally are determined independently for the natural gas
operations and construction services segments. Each business activity is generally responsible for securing its own financing
sources. The capital requirements and resources of the construction services segment are not material to the overall capital
requirements and resources of the Company.

Southwest continues to experience significant customer growth. This growth has required significant capital outlays for new
transmission and distribution plant, to keep up with consumer demand. During the three-year period ended December 31,
2003, total gas plant increased from $2.4 billion to $3 billion, or at an annual rate of nine percent. Customer growth was
the primary reason for the plant increase as Southwest added 194,000 net new customers (including BMG) during the
three-year period.

During 2003, capital expenditures for the natural gas operations segment were $228 million. Approximately 72 percent of
these current-period expenditures represented new construction and the balance represented costs associated with routine
replacement of existing transmission, distribution, and general plant. Cash flows from operating activities of Southwest (net
of dividends) provided $159 million of the required capital resources pertaining to total construction expenditures in 2003.
The remainder was provided from external financing activities.

asset purchases
In October 2003, the Company completed the purchase of BMG, a gas utility serving portions of Carefree, North
Scottsdale, North Phoenix, Cave Creek, and Page, Arizona. The Company paid approximately $24 million for BMG. BMG
has approximately 9,000 natural gas customers in a rapidly growing area north of Phoenix and about 2,500 propane
customers. The Company plans to sell the propane operations.

2003 financing activity
In March 2003, the Company issued several series of Clark County, Nevada Industrial Development Revenue Bonds
("IDRBs") totaling $165 million, due 2038. Of this total, variable-rate IDRBs ($50 million 2003 Series A and $50 million
2003 Series B) were used to refinance the $100 million 7.50% 1992 Series B, fixed-rate IDRBs due 2032. At December 31,
2003, the effective interest rate including all fees on the new Series A and Series B IDRBs was 2.66%. The $30 million
7.30% 1992 Series A, fixed-rate IDRBs due 2027 was refinanced with $30 million 5.45% 2003 Series C fixed-rate IDRBs.
An incremental $35 million ($20 million 3.35% 2003 Series D and $15 million 5.80% Series E fixed-rate IDRBs) was used to
finance construction expenditures in southern Nevada during the first and second quarters of 2003. The Series C and
Series E were set with an initial interest rate period of 10 years, while the Series D has an initial interest rate period of 18
months. After the initial interest rate periods, the Series C, D, and E interest rates will be reset at then prevailing market
rates for periods not to exceed the maturity date of March 1, 2038.
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The 2003 Series A and Series B IDRBs described above are supported by two letters of credit totaling $101.7 million, which
expire in March 2006. These IDRBs are set at weekly rates and the letters of credit support the payment of principal or a
portion of the purchase price corresponding to the principal of the IDRBs while in the weekly rate mode.

In June 2003, the Company filed a registration statement on Form S-3 for an incremental $100 million of various securities
with the Securities and Exchange Commission (“SEC"”) and to revise $200 million of securities previously registered to
provide additional flexibility in the types of securities available for issuance. After the issuance of the preferred securities
described in the following paragraph, the Company has a total of $200 million in securities registered with the SEC which
are available for future financing needs.

In August 2003, Southwest Gas Capital ll, a wholly owned subsidiary and financing trust, issued $100 million of 7.70%
Preferred Trust Securities. A portion of the net proceeds from the issuance of the Preferred Trust Securities was used to
complete the redemption of the 9.125% Trust Originated Preferred Securities effective September 2003 at a redemption
price of $25 per Preferred Security, totaling $60 million plus accrued interest of $1.3 million. For more information,
including the accounting treatment, see Note 5 — Preferred Securities.

In October 2003, a $55.3 million letter of credit, which supports the City of Big Bear $50 million tax-exempt Series A IDRBs,
due 2028, was renewed for a three-year period expiring in October 2006.

In July 2003, the Company registered 1.5 million shares of common stock with the SEC for issuance under the Southwest
Gas Corporation 2002 Stock Incentive Plan. In December 2003, the Company registered 600,000 shares of common stock
with the SEC for issuance under the Southwest Gas Corporation Employees’ Investment Plan.

2004 construction expenditures and financing
In March 2002, the Job Creation and Worker Assistance Act of 2002 (“2002 Act”) was signed into law. The 2002 Act
provided a three-year, 30 percent bonus depreciation deduction for businesses. The Jobs and Growth Tax Relief
Reconciliation Act of 2003 (“2003 Act”), signed into law in May 2003, provides for enhanced and extended bonus tax
depreciation. The 2003 Act increased the bonus depreciation rate to 50 percent for qualifying property placed in service
after May 2003 and, generally, before January 2005. Southwest estimates the 2002 and 2003 Acts bonus depreciation
deductions will defer the payment of $35 million of federal income taxes during 2004.

Southwest estimates construction expenditures during the three-year period ending December 31, 2006 will be
approximately $690 million. Of this amount, $233 million are expected to be incurred in 2004. During the three-year
period, cash flow from operating activities including the impacts of the Acts (net of dividends) is estimated to fund
approximately 80 percent of the gas operations’ total construction expenditures. The Company expects to raise $50 million
to $55 million from its Dividend Reinvestment and Stock Purchase Plan (“DRSPP”). The remaining cash requirements are
expected to be provided by other external financing sources. The timing, types, and amounts of these additional external
financings will be dependent on a number of factors, including conditions in the capital markets, timing and amounts of
rate relief, growth levels in Southwest service areas, and earnings. These external financings may include the issuance of
both debt and equity securities, bank and other short-term borrowings, and other forms of financing.
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off balance sheet arrangements
All Company debt is recorded on its balance sheets. The Company has long-term operating leases, which are described in
Note 2 — Utility Plant of the Notes to Consolidated Financial Statements. No debt instruments have credit triggers or other
clauses that result in default if Company bond ratings are lowered by rating agencies. Certain Company debt instruments
contain customary leverage, net worth and other covenants, and securities ratings covenants that, if set in motion, would
increase financing costs. To date, the Company has not incurred any increased financing costs as a result of these
covenants.

Southwest has fixed-price gas purchase contracts, which are considered normal purchases occurring in the ordinary course
of business. These gas purchase contracts are entered into annually to mitigate market price volatility. The Company does
not currently utilize other stand-alone derivative instruments for speculative purposes or for hedging and does not have
foreign currency exposure. None of the Company’s long-term financial instruments or other contracts are derivatives that
are marked to market, or contain embedded derivatives with significant mark-to-market value.

contractual obligations
Obligations under long-term debt, gas purchase obligations and non-cancelable operating leases at December 31, 2003
were as follows:

CONTRACTUAL OBLIGATIONS

(millions of dollars) PAYMENTS DUE BY PERIOD
TOTAL 2004 2005-2006 2007-2008 THEREAFTER
Short-term debt (Note 7) $ 52 $ 52 $ — $ — Poat=
Subordinated debentures to Southwest
Gas Capital Il (Note 5) 103 — — — 103
Long-term debt (Note 6) %21 6 204 43 868
Operating leases (Note 2) 47 8 10 8 21
Gas purchase obligations (a) 218 170 48 — —
Pipeline capacity (b) 551 69 137 132 213
Other commitments 8 4 4 — —
Total $ 2,100 $:.°309 $' 2403 R $ 1,205

(@) Includes fixed price and variable rate gas purchase contracts covering approximately 99 million dekatherms. Fixed price
contracts range in price from $3.70 to $5.84 per dekatherm. Variable price contracts reflect minimum contractual
obligations.

(b) Southwest has pipeline capacity contracts for firm transportation service, both on a short- and long-term basis, with
several companies (primarily El Paso Natural Gas Company and Kern River Gas Transmission Company) for all of its service
territories. Southwest also has interruptible contracts in place that allow additional capacity to be acquired should an
unforeseen need arise. Costs associated with these pipeline capacity contracts are a component of the cost of gas sold and
are recovered from customers primarily through the PGA mechanism.

Estimated pension funding for 2004 is $14 million.
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liquidity
Liquidity refers to the ability of an enterprise to generate adequate amounts of cash to meet its cash requirements. Several
general factors that could significantly affect capital resources and liquidity in future years include inflation, growth in the
economy, changes in income tax laws, changes in the ratemaking policies of regulatory commissions, interest rates,
variability of natural gas prices, and the level of Company earnings.

Since the winter of 2000-2001, the price of natural gas has varied widely. Southwest customers have benefited from the
fixed prices associated with term contracts in place during 2003. These contracts are generally of short duration (less than
one year) and cover about half of Southwest's supply needs. Southwest enters into new contracts annually to replace those
that are expiring to help mitigate price volatility. Remaining needs will be covered with the purchase of natural gas on the
spot market and are subject to market fluctuations. Over the next few years, continued strong growth in natural gas
demand and limited supply increases indicate prices for natural gas will remain volatile. Southwest continues to pursue all
available sources to maintain the balance between a low cost and reliable supply of natural gas for its customers. All
incremental costs are expected to be included in the PGA mechanism for recovery from customers in each rate jurisdiction.

The rate schedules in all of the service territories of Southwest contain PGA clauses which permit adjustments to rates as the
cost of purchased gas changes. The PGA mechanism allows Southwest to change the gas cost component of the rates
charged to its customers to reflect increases or decreases in the price expected to be paid to its suppliers and companies
providing interstate pipeline transportation service. On an interim basis, Southwest generally defers over or under collections
of gas costs to PGA balancing accounts. In addition, Southwest uses this mechanism to either refund amounts over-
collected or recoup amounts under-collected as compared to the price paid for natural gas during the period since the last
PGA rate change went into effect. At December 31, 2003, the combined balances in PGA accounts totaled an under-
collection of $9.2 million versus an over-collection of $27 million at December 31, 2002. See PGA Filings for more
information on recent regulatory filings. Southwest utilizes short-term borrowings to temporarily finance under-collected
PGA balances. Southwest has a total short-term borrowing capacity of $150 million (with $98 million available at
December 31, 2003), which the Company believes is adequate to meet anticipated needs.

PGA changes affect cash flows but have no direct impact on profit margin. In addition, since Southwest is permitted to
accrue interest on PGA balances, the cost of incremental, PGA-related short-term borrowings will be offset, and there
should be no material negative impact to earnings. However, gas cost deferrals and recoveries can impact comparisons
between periods of individual income statement components. These include Gas operating revenues, Net cost of gas sold,
Net interest deductions and Other income (deductions).

The Company has a common stock dividend policy which states that common stock dividends will be paid at a prudent
level that is within the normal dividend payout range for its respective businesses, and that the dividend will be established
at a level considered sustainable in order to minimize business risk and maintain a strong capital structure throughout all
economic cycles. The quarterly common stock dividend was 20.5 cents per share throughout 2003. The dividend of

20.5 cents per share has been paid quarterly since September 1994.

security ratings
Securities ratings issued by nationally recognized ratings agencies provide a method for determining the credit worthiness
of an issuer. Company debt ratings are important because long-term debt constitutes a significant portion of total
capitalization. These debt ratings are a factor considered by lenders when determining the cost of debt for the Company
(i.e., the better the rating, the lower the cost to borrow funds).
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Since January 1997, Moody'’s Investors Service, Inc. (“Moody's") has rated Company unsecured long-term debt at Baa2.
Moody's debt ratings range from Aaa (best quality) to C (lowest quality). Moody's applies a Baa2 rating to obligations
which are considered medium grade obligations (i.e., they are neither highly protected nor poorly secured).

The Company's unsecured long-term debt rating from Fitch, Inc. (“Fitch”) is BBB. Fitch debt ratings range from AAA
(highest credit quality) to D (defaulted debt obligation). The Fitch rating of BBB indicates a credit quality that is considered
prudent for investment.

The Company's unsecured long-term debt rating from Standard and Poor’s Ratings Services (“S&P") is BBB-. S&P debt
ratings range from AAA (highest rating possible) to D (obligation is in default). The S&P rating of BBB- indicates the debt is
regarded as having an adequate capacity to pay interest and repay principal.

A securities rating is not a recommendation to buy, sell, or hold a security and is subject to change or withdrawal at any
time by the rating agency.

inflation
Results of operations are impacted by inflation. Natural gas, labor, and construction costs are the categories most
significantly impacted by inflation. Changes to cost of gas are generally recovered through PGA mechanisms and do not
significantly impact net earnings. Labor is a component of the cost of service, and construction costs are the primary
component of rate base. In order to recover increased costs, and earn a fair return on rate base, general rate cases are filed
by Southwest, when deemed necessary, for review and approval by regulatory authorities. Regulatory lag, that is, the time
between the date increased costs are incurred and the time such increases are recovered through the ratemaking process,
can impact earnings. See Rates and Regulatory Proceedings for a discussion of recent rate case proceedings.

RESULTS OF CONSTRUCTION SERVICES

(thousands of dollars)

YEAR ENDED DECEMBER 31, 2003 2002 2001
Construction revenues $ 196,651 $/2<205,009= "% © 203,586
Cost of construction 184,290 191,561 189,429
Gross profit 12,361 13,448 14,157
General and administrative expenses 5,543 5,542 5,026
Operating income 6,818 7,906 9,131
Other income (expense) 1,290 1227 871
Interest expense 855 1,466 1,985
Income before income taxes 7253 7,661 8,017
Income tax expense 2,962 2,924 3,487
Contribution to consolidated net income $ 4291 $ L7319 4,530

2003 vs. 2002
The 2003 contribution to consolidated net income from construction services decreased $446,000 from the prior year. The
decrease was primarily due to a decline in construction revenues and an insurance settlement, partially offset by lower
interest expense.
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Revenues decreased $8.4 million due to a reduced workload in some operating areas, the completion of certain projects,
and the non-renewal of two long-term contracts. Cost of construction includes a one-time $1.3 million charge for an
unfavorable insurance settlement. Interest expense declined $611,000 as a result of the refinancing of long-term debt to
take advantage of lower interest rates.

2002 vs. 2001
The 2002 contribution to consolidated net income from construction services increased $207,000 from the prior year. The
increase was primarily due to a decline in Income tax expense and an increase in Other income. Revenues remained
relatively constant, while the gross profit margin percentage decreased slightly.

Gross profit decreased $709,000 because of the absorption of significant increases in insurance costs. Other income in

2001 included $400,000 of goodwill amortization that was not included in 2002 due to the adoption of a new accounting
pronouncement. General and administrative expenses increased by $516,000 due to increased labor costs and additional
depreciation related to a new computer system. Interest expense declined as a result of the refinancing of long-term debt to
take advantage of lower interest rates. Income tax expense decreased largely as a result of a $274,000 tax credit in the state
of Arizona.

RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS
In January 2003, the Financial Accounting Standards Board (“FASB"”) issued Interpretation No. 46 “Consolidation of
Variable Interest Entities — an Interpretation of ARB No. 51 (“FIN 46") effective July 2003. This Interpretation of Accounting
Research Bulletin No. 51 “Consolidated Financial Statements,” addresses consolidation by business enterprises of variable
interest entities. FIN 46 explains how to identify variable interest entities and how an enterprise assesses its interests in a
variable interest entity to decide whether to consolidate that entity. Southwest Gas Capital Il (“Trust II"), a wholly owned
subsidiary, was created by the Company to issue preferred trust securities for the benefit of the Company. (See Note 5 of
the Notes to Consolidated Financial Statements for additional information.) Trust Il, the issuer of the preferred trust
securities, meets the definition of a variable interest entity.

Although the Company owns 100 percent of the common voting securities of Trust I, under current interpretation of

FIN 46, the Company is not considered the primary beneficiary of this trust and therefore Trust Il is not consolidated. The
adoption of FIN 46 results in the Company reflecting a liability to Trust Il, which under the prior accounting treatment would
have been eliminated in consolidation, instead of to the holders of the preferred trust securities. As a result, payments and
amortizations associated with the liability are classified on the consolidated statements of income as Net interest deductions
on subordinated debentures.

APPLICATION OF CRITICAL ACCOUNTING POLICIES
A critical accounting policy is one which is very important to the portrayal of the financial condition and results of a
company, and requires the most difficult, subjective, or complex judgments of management. The need to make estimates
about the effect of items that are uncertain is what makes these judgments difficult, subjective, and/or complex.
Management makes subjective judgments about the accounting and regulatory treatment of many items. The following
are examples of accounting policies that are critical to the financial statements of the Company. For more information
regarding the significant accounting policies of the Company, see Note 1 — Summary of Significant Accounting Policies.

= Natural gas operations are subject to the regulation of the Arizona Corporation Commission, the Public Utilities
Commission of Nevada, the California Public Utilities Commission, and the Federal Energy Regulatory Commission. The
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accounting policies of the Company conform to generally accepted accounting principles applicable to rate-regulated
enterprises (including SFAS No. 71 “Accounting for the Effects of Certain Types of Regulation”) and reflect the effects of
the ratemaking process. As such, the Company is allowed to defer as regulatory assets, costs that otherwise would be
expensed if it is probable that future recovery from customers will occur. If rate recovery is no longer probable, due to
competition or the actions of regulators, the Company is required to write-off the related regulatory asset. Refer to
Note 4 — Regulatory Assets and Liabilities for a list of regulatory assets.

s The income tax calculations of the Company require estimates due to regulatory differences between the multiple states
in which the Company operates, and future tax rate changes. The Company uses the asset and liability method of
accounting for income taxes. Under the asset and liability method, deferred tax assets and liabilities are recognized for
the future tax consequences attributable to differences between the financial statement carrying amounts of existing
assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which those temporary differences are expected to be recovered or
settled. A change in the regulatory treatment or significant changes in tax-related estimates, assumptions, or enacted tax
rates could have a material impact on the financial position and results of operations of the Company.

= Depreciation is computed at composite rates considered sufficient to amortize costs over the estimated remaining lives
of assets, and includes adjustments for the cost of removal, and salvage value. Depreciation studies are performed
periodically and prospective changes in rates are estimated to make up for past differences. These studies are reviewed
and approved by the appropriate regulatory agency. Changes in estimates of depreciable lives or changes in depreciation
rates mandated by regulations could affect the results of operations of the Company in periods subsequent to the
change.

* InJune 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations,” which was effective for
fiscal years beginning after June 15, 2002. SFAS No. 143 establishes accounting standards for recognition and
measurement of liabilities for asset retirement obligations and the associated asset retirement costs. The Company
adopted the provisions of SFAS No. 143 as of January 1, 2003.

In accordance with approved regulatory practices, the depreciation expense for Southwest includes a component to
recover removal costs associated with utility plant retirements. In accordance with the SEC's position on presentation of
these amounts, management has reclassified $68 million and $55 million, as of December 31, 2003 and 2002,
respectively, of estimated removal costs from accumulated depreciation to accumulated removal costs (in the liabilities
section of the balance sheet).

Under utility accounting, all plant is assumed to be fully depreciated upon retirement. However, retirements often occur
earlier than the average service life of the plant group. Accumulated depreciation has a historical mix of credits
(depreciation amounts designed to recover plant investment and net removal costs) and debits (charges for retirements
and actual costs of removal). The actual amount of net removal costs recorded as credits has never been tracked by the
Company. The estimate of the calculated cost of removal embedded in accumulated depreciation employed various
assumptions including average service lives and historical depreciation rates. Variations in the assumptions utilized would
result in a range of accumulated removal costs that would vary significantly from the amount estimated above.

Management believes that regulation and the effects of regulatory accounting have the most significant impact on the
financial statements. When Southwest files rate cases, capital assets, costs, and gas purchasing practices are subject to
review, and disallowances can occur. Regulatory disallowances in the past have not been frequent but have on occasion
been significant to the operating results of the Company.

FORWARD-LOOKING STATEMENTS
This annual report contains statements which constitute “forward-looking statements” within the meaning of the Securities
Litigation Reform Act of 1995 (“Reform Act”). All statements other than statements of historical fact included or
incorporated by reference in this annual report are forward-looking statements, including, without limitation, statements
regarding the Company's plans, objectives, goals, projections, strategies, future events or performance, and underlying
assumptions. The words “may,” “will,” “should,” “could,” “expect,” “plan,” "anticipate,” “believe,” “estimate,”
“predict,” “continue,” and similar words and expressions are generally used and intended to identify forward-looking
statements. All forward-looking statements are intended to be subject to the safe harbor protection provided by the
Reform Act.
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A number of important factors affecting the business and financial results of the Company could cause actual results to
differ materially from those stated in the forward-looking statements. These factors include, but are not limited to, the
impact of weather variations on customer usage, customer growth rates, changes in natural gas prices, our ability to
recover costs through our PGA mechanism, the effects of regulation/deregulation, the timing and amount of rate relief,
changes in gas procurement practices, changes in capital requirements and funding, the impact of conditions in the capital
markets on financing costs, changes in construction expenditures and financing, changes in operations and maintenance
expenses, changes in pipeline capacity for the transportation of gas and related costs, acquisitions and management's plans
related thereto, competition and our ability to raise capital in external financings or through our DRSPP. In addition, the
Company can provide no assurance that its discussions regarding certain trends relating to its financing, operations and
maintenance expenses will continue in future periods. For additional information on the risks associated with the
Company’s business, see Item 1. Business — Company Risk Factors in the Company’s Annual Report on Form 10-K for
the year ended December 31, 2003.

All forward-looking statements in this annual report are made as of the date hereof, based on information available to the
Company as of the date hereof, and the Company assumes no obligation to update or revise any of its forward-looking
statements even if experience or future changes show that the indicated results or events will not be realized. We caution
you not to unduly rely on any forward-looking statement(s).

COMMON STOCK PRICE AND DIVIDEND INFORMATION

2003 2002 DIVIDENDS PAID

HIGH Low HIGH LOW 2003 2002

First quarter $ 2364 5% 19.30/" % 25.35 % 21,808 0205 % 0.205
Second quarter 22.45 19.74 24.99 22.60 0.205 0.205
Third quarter 23.49 20.14 24.75 18.10 0.205 0.205
Fourth quarter 23.48 22.04 23.63 19.82 0.205 0.205

$ 0820 $ 0.820

The principal markets on which the common stock of the Company is traded are the New York Stock Exchange and the
Pacific Exchange. At March 1, 2004, there were 23,259 holders of record of common stock and the market price of the
common stock was $23.45.
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(thousands of dollars, except par value)

e il _ i e

DECEMBER 31, 2003 2002

" ASSETS

:

: UTILITY PLANT:

i Gas plant $ 3,035969 $ 2,779,960
Less: accumulated depreciation (896,309) (814,908)

, Acquisition adjustments, net 2,533 2,714

i Construction work in progress 33,543 66,693
Net utility plant (Note 2) 2,175,730 2,034,459
Other property and investments 87,443 87,391

d CURRENT ASSETS:

[ Cash and cash equivalents 17,183 19,392
Accounts receivable, net of allowances (Note 3) 126,783 130,695
Accrued utility revenue 66,700 65,073

1 Deferred income taxes (Note 10) 6,914 3,084

v Deferred purchased gas costs (Note 4) 9,151 —

‘ Prepaids and other current assets (Note 4) 54,356 43,524

'; Total current assets 281,087 261,768

| Deferred charges and other assets (Note 4) 63,840 49,310

‘ Total assets $ 2,608,106 $ 2,432,928

j

F
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(thousands of dollars, except par value)
DECEMBER 31, 2003 2002

CAPITALIZATION AND LIABILITIES

CAPITALIZATION:
Common stock, $1 par (authorized — 45,000,000 shares; issued

and outstanding — 34,232,098 and 33,289,015 shares) $ 35862  § 34919
Additional paid-in capital 510,521 487,788
Retained earnings 84,084 73,460
Total equity 630,467 596,167
Mandatorily redeemable preferred trust securities (Note 5) — 60,000
Subordinated debentures due to Southwest Gas Capital Il (Note 5) 100,000 —
Long-term debt, less current maturities (Note 6) 1,121,164 1,092,148
Total capitalization 1,851,631 1,748,315

Commitments and contingencies (Note 8)

CURRENT LIABILITIES:

Current maturities of long-term debt (Note 6) 6,435 8,705
Short-term debt (Note 7) 52,000 53,000
Accounts payable 110,114 88,309
Customer deposits 44,290 34,313
Income taxes payable, net — 10,969
Accrued general taxes 32,466 28,400
Accrued interest 19,665 21,137
Deferred purchased gas costs (Note 4) e 26,718
Other current liabilities 45,442 41,630
Total current liabilities 310,412 313,181

DEFERRED INCOME TAXES AND OTHER CREDITS:

Deferred income taxes and investment tax credits (Note 10) 277,332 229,358
Taxes payable 6,661 —
Accumulated removal costs (Note 4) 68,000 55,000
Other deferred credits (Note 4) 94,070 87,074
Total deferred income taxes and other credits 446,063 371,432 ]
Total capitalization and liabilities $ 2608106 $ 2432928 !

The accompanying notes are an integral part of these statements.
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(in thousands, except per share amounts)
YEAR ENDED DECEMBER 31, 2003 2002
OPERATING REVENUES:
Gas operating revenues $ 1,034,353 §$ 1,115900 $ 1,193,102
Construction revenues 196,651 205,009 203,586
Total operating revenues 1,231,004 1,320,909 1,396,688
OPERATING EXPENSES:
Net cost of gas sold 482,503 563,379 677,547
Operations and maintenance 266,862 264,188 253,026
Depreciation and amortization 136,439 130,210 118,448
Taxes other than income taxes 35,910 34,565 32,780
Construction expenses 174,185 182,068 180,904
Total operating expenses 1,095,899 1,174,410 1,262,705
Operating income 135,105 146,499 133,983
OTHER INCOME AND (EXPENSES):
Net interest deductions (77,106) (79,971) (80,731)
Net interest deductions on subordinated debentures (Note 5) (2,680) — —
Preferred securities distributions (Note 5) (4,180) (5,475) (5,475)
Other income (deductions) 4,245 4,329 8,964
Total other income and (expenses) (79,721) (81,117) (77,242)
Income before income taxes 55,384 65,382 56,741
Income tax expense (Note 10) 16,882 21,417 19,585
} Net income $ 38502 -$ - 43,965 % 37156
Basic earnings per share (Note 12) $ 114 o3 13y 1.16
Diluted earnings per share (Note 12) $ LIS 132§ 145
Average number of common shares outstanding 33,760 32,953 32,122
Average shares outstanding (assuming dilution) 34,041 33233 32,398
The accompanying notes are an integral part of these statements.
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consolidated statements of cash flows

(thousands of dollars)

YEAR ENDED DECEMBER 31, 2003 2002 2001

CASH FLOW FROM OPERATING ACTIVITIES:
Net income $ - 38502 2:%.=43965 § - 37,156

ADJUSTMENTS TO RECONCILE NET INCOME TO NET
CASH PROVIDED BY OPERATING ACTIVITIES:

Depreciation and amortization 136,439 130,210 118,448
Deferred income taxes 44,144 (15,684) (11.175)
CHANGES IN CURRENT ASSETS AND LIABILITIES:

Accounts receivable, net of allowances 4,416 24,687 (19,773)
Accrued utility revenue (1,627) (1,300) (5,900)
Deferred purchased gas costs (35,981) 110,219 8,563

Accounts payable 21,586 (20,858) (85,512)
Accrued taxes (386) 33,997 18,766

Other current assets and liabilities 1,692 4,763 34,051

Other (1,009) (11<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>