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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

Roger C. MontGomery

1Q.

A. 1

Please state your name and business address.

My name is Roger C. Montgomery. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Q. 2 Are you the same Roger c.

behalftestimony

(Southwest or the Company) in this proceeding?

o n of

Montgomery who sponsored direct

Southwest Gas Corporation

A. 2

3Q.

A. 3

average

4

Yes, I am.

What is the purpose of your prepared rebuttal testimony?

The purpose of my testimony is to stress the importance

to Southwest of coming out this proceeding with a rate

design or regulatory mechanism that adequately addresses

the financial implications of declining

residential usage and weather volatility.

Please elaborate.Q.

A. 4

return Commission a s o f the

In my prepared direct testimony, I identified Southwest's

inability to recover its fixed costs and earn the rate of

authorized by the one

Company' s primary problems and greatest challenges.

further identified three factors as the primary reasons

the Commissionfor Southwest's inability t o earn

1
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26

27 authorized rate of return I Two of the f actors I
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1

2

weather

identified were declining average usage by residential

customers and Southwest's sensitivity to variations in

In Southwest's last general rate case

Arizona Corporation Commission (Commission)

We recognize that Southwest Gas is facing increased

financial pressure due to declining usage on a per

customer basis Notwithstanding this finding

stated that

Q. 5

Staff and RUCO failed to present proposals in their

direct testimonies that adequately address the financial

pressure caused by declining average residential usage

and weather volatility

What proposals did the Company' present as part of its

direct testimony to address declining usage and weather

sensitivity

A. 5

12

13

14

15

16

17

In its direct testimony, Southwest proposed a variety of

new rate design and regulatory mechanisms that were

These

proposals

designed to decouple revenues from sales volumes

included revenue decoupling adj vestment

weather

provision (RDAP) t o address declining average usage

normalization (WNAP)adjustment

address adverse effects of weather volatility for both

provision to

22

23

24

that includes a flat commodity rate,

accounting purposes, has a declining block rate for non

gas charges and an inverted block rate for purchased gas

customers and shareholders, and a volumetric rate design

forbut which,

Decision68487,p. 33, Ins. 26-28

19

20
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Southwest's volumetric rate design is based upon

the rate design methodology currently authorized for

cost .

Laclede Gas Company, a natural gas distribution company

(LCD) serving over 630,000 customers in Missouri and one

of the LDCs

Q. 6

companies in the proxy group of eight

selected by Southwest witness Frank Hanley.

Did Staff or RUCO support the Company' s proposals in

their direct testimony?

A. 6 No.

volumetric

Ralph

Although proposing a higher basic service charge,

both Staff and RUCO rejected the Company' s RDAP, WNAP and

Southwest witnesses

rebuttalMiller

rate design proposals.

and Brooks

Staff's

Corydon

and RUCO's

provide

rejection o f these

Q. 7

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17 A. 7

testimony on

proposals.

Did any of the intervening parties support the Company' s

proposals in their direct testimony?

Yes. The Southwest Energy Efficiency Project (SWEEP) and

Arizona Investment Council (AIC) both sponsored testimony

supporting at least one of the proposals presented by the

Q. 8

Company

the Commission Staff' S and RUCO' S21

22

23

24

accepts

recommendations to r e j e c t the Company's proposa ls

there any other ways the Commission cou ld m i t iga te the

f i n a n c i a l pressure due to d ec l i n i n g average r e s i d e n t i a l

are

A. 8 Yes

usage and weather volatility

One way would be for the Commission to use updated

numbers for residential usage ¢ Southwest's currently

26

27
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usage o f 347 terms

effective residential rates are based on average annual

Southwest's test year ended April

30 2007 had weather normalized average

For the twelve

annual

residential customer usage of 332 terms

months ended March 31, 2008, the Company has calculated

that average annual residential usage has dropped from

Southwest witness332 terms t o 319 terms James

average

experienced by the Company

Congdon provides rebuttal testimony quanti fying that the

f i nancia l impact of the decl ine i n res ident i a l average

usage from 332 terms to 319 terms is approximately $6.3

mi l l i on The Commission could u t i l i z e th i s known and

decline

Cattanach provides rebuttal testimony on the continuing

in residential being

Southwest witness Brooks

usage that i s

measurable change i n residential t o

calculate the revenue

average

deficiency and t o

usage

design

residential rates in this proceeding

Another way would be for the Commission to make an

upward adjustment in the authorized. rate of return on

common equity capital that the Commission authorizes in

this proceeding

rebuttal testimony of Southwest witness Theodore Wood

Either of these alternatives would allow the Commission

as discussed in more detail in the

t o mitigate the financial impact declining residential

use per customer has on the Company's ability to earn its

Commission authorized rate of return

27 Q. 9 Why is Southwest so resolute about finding a solution to

Form No. 155.0(03/2001) Word



the financial impact that declining residential usage and

weather volatility has had on its ability to earn the

Commission authorized rate of return?

A. 9 Absent affirmative corrective action by the Commission in

this proceeding, the moment rates from this proceeding

take effect, the Company w i l l already have a revenue

mil l ion,deficiency of $6.3 assuming

usage

between March 2008 and the date that new rates in this

average

approximately

residential does not decline further

become effective . Southwestproceeding Accordingly,

implores the Commission to carefully weigh and consider

the evidence in this proceeding and approve the RDAP,

WNAP, or Southwest's volumetric rate design, or any

combination of these proposals so that Southwest will be

put on the path to improved financial stability, and have

reasonable opportunity Commission

authorized rate of return.

a t o earn

Q.

A.

10 Does this conclude your prepared rebuttal testimony?

1

2

3

4

5

6

7

8

9

10

it

12

13

14

15
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18
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20
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23

24

25

26

27

10 Yes, it does.
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

Randi L. Aldridge

INTRODUCTION

1Q.

A. 1

Q. 2

Gas (Southwest o r t h e Company) i n this

A. 2

Please state your name and business address

My' name is Randi L. Aldridge. my' business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150

Did you sponsor direct testimony on behalf of Southwest

Corporation

proceeding

Yes

Q. 3 What i s the purpose o f your refiled written rebuttal

t e s t i m o n y

7 1.

8

9

10

11

12

13

14

15

16

17

18

A. 3

20

The purpose o f my rebuttal testimony i s t o respond t o

specific aspects o f the direct testimony presented b y

Mr. Ralph C. , Smith, witness f o r the Ar i zona Corpora t ion

Commission U t i l i t i e s D i v i s i o n S t a f f (Staf f) , and Mr

Rodney L . Moore, witness f o r the R e s i d e n t i a l U t i l i t y

Consumer O f f i c e (RUCO) , regard ing t h e i r recommendations

f o r ratemaking t reatment  of i n t a n g i b l e  p l a n t  a n d  c e r t a i n

22

23

24

25

26

27

Q. 4

operating expense items

Did exhibi tsprepare t o support your r e b u t t a l

A. 4

you

testimony

I prepared the exhibi ts i dent i f i ed as RebuttalYes
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Exhibit No. (RLA-2).

Q.

A.

5

5

(RLA-1) and Rebuttal Exhibit No.

Please summarize your rebuttal testimony.

My rebuttal testimony will address Staff and/or RUCO's

adjustments related to the following issues:

• Labor Annualization: RUCO's proposal to exclude the

•

2008 wage increase.

Uncollectibles: RUCO's t o normalize

•

•

proposal

uncollectibles expense based on a 3-year average.

AGA Dues: Staff's proposal to exclude 40 percent of

AGA dues from the cost of service.

Recognition: RUCO' S t o exclude

•

Employee proposal

certain expenses from the cost of service.

Miscellaneous Expenses: RUCO's proposal to exclude

certain expenses from the cost of service.

• Plant : RUCO and Staff's t o

•

Intangible adjustment

update intangible plant through December 31, 2007.

A&G Error Correction: RUCO's acknowledgement of a

$300,000 error to A&G.

LABOR ANNUALIZATION

Q. 6

A. 6

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19 III

20

21

22

23

24

25

26

27

Q. 7

Did the Company propose a post-test year wage increase

in its Labor Annualization pro forma adjustment?

Yes. The Company proposed to increase wages by three

percent in 2008 for those employees who were employed by

Southwest at the end of the test year.

Is this a similar adjustment to the 2005 wage increase

adjustment that Southwest proposed and the Commission

accepted in Southwest's 2004 general rate case?

Form No. 155.0(03/2001) Word
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A. 7 Yes. The Commission agreed that this adjustment "...should

be allowed because it is a known and measurable expense

that is being incurred by the Company on a going-forward

basis. Because the post-test year wage increase has been

applied only to employees who were employed during the

test i s ofthere n o mismatch revenues and

Q. 8

year,

expenses." (D.68487, p 13, Les 1-4)

Does RUCO's concern that this adjustment results i n a

A. 8

mismatch apply in this case?

Similar to the 2005 wage increaseNo. adjustment,

Southwest's proposed 2008 wage increase only applies to

those employees employed by Southwest at the end of the

that thetest year

violated.

matching principle

This adjustment i s also more ref lective of

costs that w i l l be incurred by the Company when the

rates set by the Commission from this proceeding will be

SO i s not

effective .

Q. 9 What i s  the Commission's history of allowing post-test

A. 9

year adjustments for Southwest?

The Commission has h i s tor i ca l l y allowed certain post-

a stest year adjustments in prior Southwest rate cases,

thelong a s i s not violated .

o f

matching

permissible

principle

post-test

for

year adjustmentsExamples

include: wage increases test year employees,

Staff witness

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

completed construction not c lass i f ied on non revenue-

producing plant, and rate case expense.

Ralph c. Smith makes reference to post- test year

Form No. 155.0 (03/2001) Word -3-
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adjustments and the care that the Commission must take

very

This observation

regarding post-test year adjustments on page 6 of h i s

d i re c t testimony, wherein he states: "Any adjustments

that  reach beyond the  end of  the  h is tor ic  test  year must

carefully adopted."be considered before being

i s consistent with pr ior Commission

1

2

3

4

5

6

7

8

orders that have allowed appropriate post-test year

adjustments that do not violate the matching principle,

l i ke testa post-test year wage increase for year

employees.

UNCOLLECTIBLES EXPENSE

9

10

11 111.

12

13

Q. 10 RUCO proposed to normalize uncollectibles expense based

on a three-year average, since uncollectible expense

be volat i le. considertends t o Did Southwest

rather than usingnormalizing uncollectibles expense ,

test recordedthe year amount for uncollectibles

expense?

A. 10 Yes .

Q. 11 Why did Southwest use the test expense for

uncollectibles, rather than

year

normalizing using a

A. 11

historical average?

Southwest analyzed historical uncollectible expense, a s

wel l  as the current and histor ical  level  of write-offs.

Uncollectibles expense has increased steadily from 2004

to the present. At the time the rate case was f i led, it

14

15

16

17

18

19

20

21

22

23

24

25

26

27

was apparent that uncollectible expense for 2007 would

continue Thet o trend upward I following graph

Form No. 155.0 (03/2001) Word _ 4 -



• % of RevenueExpense

illustrates uncollectibles expense and uncollectibles as

a percentage of total revenue over the time period 2004-

2007 and the twelve months ended March 2008:

Uncollectibles Expense and % of Revenue

0.60%

0.50%

0.40%

$6,000,000

$5,000,000

$4,000,000

$3,000,000

$2,000,000

$1,000,000

$0

0.30%

0.20%

0. 10%

I i i | | | 0. 00%

2004 2005 2006 Test Year 2007 12M E 3/08

As illustrated in the graph, uncollectible expense

continues to trend upward. Based upon this historical

trend and the continued impact that the slow economy and

high energy costs

uncollectible expense,

uncollectible expense would result in a clear

are expected to have on

a historical average

ongoing

of test

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

year

under recovery of uncollectibles expense during the

period of time that rates set by the Commission in this

Southwest believes that testproceeding are effective.

year uncollectibles expense more appropriately reflects

expected ongoing uncollectibles expenses during the rate

effective period. Staff applied similar logic with

respect to several of i ts adjustments. Specifically,

Form No. 155.0 (03/2001) Word



Staff year

customer advances and customer deposits be used for

recommends that the end of balance for

ratemaking purposes because "the average balance is not

representative of the conditions at the end of the test

ll (Smith Direct, pp.

Q. 12

year, or on a going-forward basis.

14 and 18.)

Staff'sShould of customer advances and

customer deposits

analysis

also be applied t o uncollectible

expense?

A. 12 Yes. As with customer advances and customer deposits,

the average historical ratio of uncollectible expense

to revenues is not representative of the conditions at

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

the end of the test year, or on a going-forward basis.

For this reason, Southwest proposes that the Commission

apply proposal consistently,

deposits, customer advances, and uncollectibles expense

Staff' S t o customer

AGA DUES

Q.

A.

13 What is Staff's proposal regarding AGA dues?

Staff proposes to disallow 40 percent of AGA dues from13

14

17 IV.

18

19

20

21

22

23

24

Q.

A. 14

cost recovery

What is Staff's basis for this proposed disallowance?

Staff relies heavily on outdated National Association of

Regulatory Commissioners (NARUC) sponsored audits of AGA

expenditures and the ratemaking treatment in selected

states outside of Arizona for AGA dues

Q. 15 Does NARUC continue to sponsor audits o f AGA

expenditures

26

27
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1

2

3

4

A. 15 No NARUC had a

and the

7 Q. 16

For many years Committee

Association Oversight that conducted an audit on AGA

However, NARUC discontinued the audit a few years ago as

that body determined it was no longer necessary. The last

NARUC-sponsored audit was dated March 2005,

audit period ended December 31, 2002

Staff witness Ralph C. Smith discusses a Florida Public

Staff memorandum a t length

which

Service Commission (FPSC)

justificationprovided for 40

10 Florida

percent

i n 2003 anddisallowance for a utility in

included. a related attachment, and attached the audit

reports from June 2001 and December 2000

ended 1999 and 1998) to his testimony. Do you have any

comments on Staff' s reliance on these items?

(for years

A. 16 Yes

12

13

14

15

16

17

Second. a s

June

22

23

24

First. these attachments are outdated and reflect

the activities of AGA nearly a decade ago

Southwest noted in response to Staff data request STF

10-7, AGA eliminated promotional expenditures in 2000

The latest report available to the FPSC at the time of

its lnemo was 1999 data (which. was the subject of the

2001 audit report) , which included promotional

expenditures that AGA no longer incurs Third. Staff

provides information supporting

disallowance of a portion of any category other than

advertising and lobbying The outdated attachments

relied upon by Staff that are included with Mr. Smith's

testimony have no value or relevance in this proceeding

current the

19

20

26

27
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1 Q. 17 Are you providing information regarding AGA i n your

rebuttal testimony

3 A. 17 Yes

testimony

Officer, AGA's mission statement, and AGA's committee

Southwest received additional information directly

from AGA, including a description of AGA written in the

form of thefrom AGA' S Chief Financial

structure This additional for Southwest's

Q. 18

support

request for AGA dues was provided as a supplemental

response to Staff data request STF-12-l, and is attached

as Rebuttal Exhibit No (RLA-1)

What was Southwest's pro forma adjustment to AGA dues

which removed the advertising and lobbying portion

based on?

A. 18

11

12

13

14

15

16

17

18

t o that

20

22

23

24

Q.

The pro forma adjustment proposed by Southwest was based

on the AGA's 2007 budget, which was provided by the

Company to Staff in response to Staff data request STF

6-52 (which i s contrary Sta f f ' s assert ion

Southwest d i d not provide the percentages re l at i ng to

AGA's functions [Smith direct, page 40] ) I have also

attached the AGA 2007 budget, which i l l u s t ra tes the

percentages of AGA act i v i t i es related to each function

as Rebuttal Exhibit No (RLA-2)

19 How do you respond to Sta f f ' s assertion that Southwest

f a i l e d  t o demonstrate that a 96.61 percent recovery of

A.

AGA dues is appropriate

19 My direct testimony provided an abundance of examples of

how AGA's activities provide benefits to the Company and

26

27

Form No. 155.0 (03/2001) Word



avoided costs

its customers (see Aldridge direct, pages 12 and 21-24)

Furthermore, as noted by the AGA i t se l f , AGA' s efforts

provide member benefits of $479 mi l l ion of savings or

i n comparison with $18 mil l ion i n  t o t a l

membership dues, which i s information available on the

AGA's website Southwest has no reason to doubt the

AGA's assertion Staff  made a broad assert ion that the

Southwest not and be

AGA activities would be subject to disal lowance if they

were conducted directly by the uti l ity However. Staff

f ailed to speci f ical ly identi fy a single act iv i ty that

has already removed would

conducteddisallowed the directlyact i v i ty

Despi te Staf f 's broad assert ions, Southwest provided an

abundance of information regarding AGA functions and

Accordingly, Southwest' s pro forma

adjustment removing 3.39 percent of AGA dues from cost

recovery is appropriate

customer benefits

EMPLOYEE RECOGNITION EXPENSE18  v .

19

20

Q. 20 RUCO proposes to remove $54,154 of employee recognition

expenses from the cost of service. What does RUCO base

its disal lowance on?

A. 20

Q. 21

RUCO stated that i t bel ieves i t i s inappropriate to

burden customers with expenses related to certain items

Company'sPlease describe the recogni t ion

22

23

24

25

26

27

A. 21

employee

programs that comprise this expense item

There are four programs

(1) Line Location Recognition Program: recognizes each

Fam No. 155.0 (03/2001) Word



(2) Meter

technician for every 2,500 consecutive Blue Stake

requests completed without an error or dislocate.

Reading Recognition Program:

who have performed their meter reading

recognizes

employees

duties in an outstanding manner.

who drive a(3) Safety Awards:

vehicle o n a basis

employees

who complete a

recognizes

daily

calendar year without a preventable accident, and

recognizes employee department

completes a full calendar year without a lost time

each in a that

mandated

preventable injury.

(4) Trip Reduction Program The Trip Reduction Program

(TRP) ordinance is for all employers in

Maricopa County with 50 or more employees at a

single work site 49-581 et. seq.). The(A.R.S.

Company also agreed to be part of the Ozone Program

and trip reduction itsreceive credit for

22

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q.

A. 22

participation.

What goals do these programs accomplish?

The goal of the first three programs is to reduce the

overall cost of service, along with improving safety and

productivity. The Company recognizes that by providing

modest awards to encourage employees to demonstrate a

commitment to performing their job at the highest level

can reduce overall costs. Customers are the primary

due tobeneficiaries of a reduced cost o f service

25

26

27 Southwest's efforts in preventing accidents and

Foam No. 155.0 (03/2001) Word
-10-

l l II H al \1111111111



injuries, and reducing errors that cause additional work

or compromise safety. Southwest participates in the TRP

comply with

corporate citizen to improve the environment in

the Company operates

t o a county ordinance, and a s a good

which

6 Q. 23

A. 23 No these programs

whose

offer very8

9

10

modest

Do you agree with RUCO's assessment that the expenses

related to these four programs should be disallowed?

As explained above,

rewards employees

extraordinary, or participate in programs which improve

Southwest' s customers and the community at

t o performance

air quality.

large benefit who are motivated and

efficiently

12

13

14

from employees

rewarded for performing their job safely,

and with a higher than expected quality In addition

16

1.7

18

19

20

the TRP is a program mandated by Maricopa County and the

community benefits from Southwest's participation

unclear why RUCO would propose disallow

expenses related to complying with a county ordinance

Furthermore, RUCO has not found these expenditures to be

i s to the

excessive or imprudent. Therefore, these programs should

be allowed in rates

MISCELLANEOUS EXPENSES

24

22 VI.

23 Q.

24 terms o r unnecessary is your

A. 24

RUCO proposes to disallow a number of expenses which it

inappropriate What

response to this adjustment?

Southwest disagrees with RUCO as to whether the expenses

are appropriate for cost recovery

26

27
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Q. 25 Can additional testimony supporting the

A. 25

you provide

appropriateness of these costs?

Yes.

(1) Gif t Certificates: The gift certificates that RUCO

identified in this adjustment were for the Meter

Reading Recognition Program, Trip Reduction Program,

RUCO already removed the

total

and Safety Awards Program.

costs incurred for these i n

Employee Recognition Expense

discussed and rebutted earlier.

programs

adjustment,

Therefore, removing

which I

(2) Office Refreshments :

$18,230 of costs again in the Miscellaneous Expenses

adjustment is a proposal to disallow these costs

twice, which is clearly inappropriate.

It is not unreasonable for a

to provide convenient onsite access to

tea, and water in order to improve the

Productive

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

company

coffee,

productivity and morale of employees.

employees help keep its

employee ratio low, which benefits customers through

a lower cost of service.

Southwest customer-to-

(3) Meals Southwest often

that be present forrequires

meetings

Alternatively, some meetings or work situations may

offer a break that is insufficient in length for

offered during meetings

certain employees

normaloutside o f business hours

employees to obtain a meal When

appropriate, the Company offers meals to employees
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who attend such meetings or are included in certain

work situations. The meals that Southwest did not

remove from the cost of service were offered to keep

employees present during non-working hours at the

Company's convenience to improve productivity. The

majority of these employees are exempt (not eligible

and meal themfor forovertime) covering

occasionally i s far cheaper than hiring additional

employees to compensate for the inab i l i ty to hold

meetings only during business hours with no meals

offered the Company continuing

professional education (CPE) luncheons twice a month

offers

to its accountants who have licenses or professional

which is lesscertifications and need CPE credits,

expensive sending employees

seminars or conferences to obtain the required CPE

than t o

credits

(4) Off-site meetings: rather than own and maintain the

f facilities needed for certain kinds of meetings, i t

i s more economical to hold them offs ite

hotels and other locations maintain the kinds of

fac i l i t ies that suitable for Southwest's

occasional needs

Q. 26 Did Southwest agree to remove additional items that RUCO

identified during its audit?

24

25

26

27

A. 26 Yes. In response to request RUCO-5-1, Southwest agreed

to withdraw its request to recover $13,904 in operating
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Q. 27

expenses.

Did RUCO raise a reasonable doubt as to whether the

A. 27 No .

remaining costs are appropriate for cost recovery?

There several thatare additional items RUCO

proposes safety

photography and photo processing used for communications

or recordkeeping, a payment to a builder to refund an

overpayment, offsite meetings (in addition to those RUCO

identified specifically) , and a leadership conference.

Other than the $13,904 that Southwest identified above,

the remaining items are prudent and necessary business

expenses that are properly included in rates.

t o remove I Examples include : kits,

MISCELLANEOUS INTANGIBLE PLANT

Q. 28 Please explain Southwest's forma adjustment t o

A. 28

pro

miscellaneous intangible plant.

Since the majority of these items are software projects

with a three year amortization period, Southwest made a

post-test year adjustment to remove all items with an

Q. 29

amortization expiring December 31, 2007 or earlier, and

to add the items estimated to close to plant during that

same time period. The purpose of this adjustment was to

better match the Company' s request related to intangible

plant to those projects that w i l l be amortized during

the time rates from this proceeding are effective.

Did Southwest provide updates to i t s estimates during

the discovery process?

1

2

3

4

5

6

7

8

9

10

11

12

13 V I I .

14

15

16

17

18

19

20

21

22

23

24

25

26

27 A. 29 Yes. In response to Staff data requests STE'-6-49 and
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STF-11-4, . Southwest provided the actual projects that

closed to plant after the test year and through December

31

4

5

6

7

Q.

A.

30. How did RUCO address the update of intangible plant?

RUCO fully updated intangible plant as of December 31

RUCO' s adjustment reflects an appropriate match

and comports with the spirit of Southwest' s pro forma

adjustment, which removed all projects that expired by

December 31, 2007 and added all projects closed by

December 31, 2007

31 Why do you disagree with Staff's adjustment?

Since Staff did include all

30

Q.

A. 31 intangible

2007

plant

31,

in a mismatch of

December

9

10

11

12

13

14

projects

adjustment ,

elements

not

closed prior to

it results

in its

ratemaking

Q.

A.

32

32 Yes.

Does the Company agree with RUCO's adjustment?

For the reasons stated above,

with and

adjustment to intangible plant

RUCO the Commission should

the Company agrees

adopt RUCO's

A&G ERROR CORRECTION

Q. 33 In RUCO's Operating Adjustment No.

conforming adjustment of $283, 664 Can you provide some

additional background regarding this adjustment to A&G

2, RUCO made a

16

17

18

19

20 vIIi.

21

22

23

24

25

26

27

A. 33 Yes

expenses

There was a $300,000 credit that was erroneously

booked to Account 923, Outside Services, during the test

This credit should have been charged to Injuries
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and Damages, Account 925

la r g e  d e f i c i en c y  impa c t  i s  t ha t  t he  t e s t  y ea r  a moun t  f o r

Account 923 was understated by $300,000. Whereas, the

i n j u r i e s and damages component of Account 925 was based

on a 10-year average and was 4- factored. As such, t h i s

co r r ec t ion had a much smaller impact on Account 925

Southwest wants t o  c l a r i f y  t h a t t h i s adjustment r e s u l t s

i n a $300,000 increase to Account 923 and a $16,336

The reason there was such a

3410

11

12

13

14

Q.

A. 34

decrease to Account 925

Does this conclude your prepared rebuttal testimony

Yes, it does

1 6

17

18

19

20

22

23

24

26

27
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TESTIMONY OF KEVIN M. HARDARDT

OF THE AMERICAN GAS ASSOCIATION

ON THE BENEFITS OF AGA MEMBERSHIP
Attachment A

STF-12-1 Supplemental

FOR THE ARIZONA CORPORATION COMMISSION

A.

Would you please state your name and address?

My name is Kevin M. Hardardt, 400 North Capitol Street, N.W., Washington, D.C.

Q. By whom are you employed and in what position?

I am the Chief Financial & Administrative Officer for the American Gas Association (AGA).

A.

What is the purpose of your testimony today?

I am here to explain and illustrate how membership in AGA provides a direct and

substantial benefit to a member company's customers -- specifically, how, through a

variety of policies and programs, AGA aide member companies in improving the quality

and reducing the cost of gas service. Membership in AGA helps the member company,

provide the best service to the customer at a lower cost.

A.

What will be the structure of your testimony today?

First, I will briefly discuss the purposes and organization of AGA. Then I will highlight

some of the benefits accruing to a member company's customers as a result of its

membership in AGA. Specifically, l will discuss a few activities in each of AGA's major

functional areas and illustrate how a member companys customers benefit -- either

directly or indirectly -- from each. l also will show how, if a member company were to seek

to obtain, by its sole efforts, even a few of the benefits AGA provides, the most might

Q.

A.

Q.

Q.

l l lull Hlllll\llll\ l l l l l l l l l l l l l\l l l l
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quickly exceed the total dues payment of a member company to AGA. As discussed

below, the projects AGA performs and the availability of various materials are significant.

In addition, l have included three Schedules that will be described below.

Q.

A.

Would you begin then by briefly describing the purposes and organization of AGA?

Yes. AGA is a national trade association comprising 200 distribution companies serving

64 million customers. As such, it exists to fulfill the needs of the local natural gas

distribution companies and thereby improve the industry's ability to better serve its

customers. Schedule 1 provides an elaboration of AGA's mission. Schedule 2 shows

AGA'S current committee organization. Schedule 3 shows AGA's expense breakdown by

functional areas for 2008.

Q.

A.

Would you briefly describe the information shown on Schedule 2?

Yes. The Chairman, First and Second Vice-Chairmen and the Immediate Past-Chairman

are top officials of member companies, and, together with our President, are the senior

officers of AGA. The Board of Directors, who are top executives of member companies,

establishes AGA's policies and actively controls the programs, projects, activities and

budget of the Association. Reporting to the Board of Directors are various committees.

Each committee is composed of employees of member companies of various sizes and

from various parts of the country, and each committee has a "charter" that focuses its

efforts on a specific functional area of a gas company's operations. Member company

employees serve on the approximately 50 committees and their subcommittees and task

forces. In addition, through AGA's functional area contact lists, other employees also

regularly receive materials and information of special interest to their functional areas. It is
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through the work and with the guidance of these committees that many of AGA's activities

are undertaken.

A.

How does a member company and its customers benefit from participation in AGA?

AGA serves a member company and its customers in two general ways: the first is by

helping them improve their local programs, practices, and procedures in all areas of their

operation. In this regard, AGA provides hundreds of forums and other vehicles through

which a member company's employees can exchange information with their peers in other

companies in order to better serve its customers. These face-to-face exchanges include

committee meetings, workshops, seminars, and other forums. In addition, AGA provides

program "clearinghouse" services in a number of areas including customer relations,

educational services, and training and development. Through such clearinghouses, AGA

maintains information on successful programs conducted by member companies and

makes this information available to other companies upon request.

The second way AGA serves a member company and its customers is by doing

things collectively or at the national level that the utility could not do or could not do cost-

effectively on its own. Just one example of the hundreds of projects is the Gas Engineers

Operating Practices manuals that have been made available to member companies

These practice manuals convey the latest engineering information in such areas as

distribution, utilization, transmission, measurement and supply.

that each of the twelve volumes of these practice manuals would cost a utility between

It has been estimated

Q.

$275,000 to $300,000 per manual to produce on its own

All of these activities are directed at the same goal --to improve the efficiency and

effectiveness of member companies in all areas of operation without having them incur
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unnecessary "learning curve" costs. If AGA did not exist, solid business practice would

call for creation of such an organization.

s.

Would you please describe the type of activities conducted in some of the functional

areas, emphasizing how these activities benefit -- either directly or indirectly -- a member

company's customers?

Yes. The following are some relatively recent examples of AGA's operating and

engineering activities -- activities that include literally hundreds of projects to improve the

safety, efficiency and productivity of member companies' engineering and operating

functions. For example:

(1) The safety record of natural gas utilities is outstanding and it keeps getting better. To help

improve the safety of the natural gas delivery system, on December 5-6, 2007, AGA

hosted a Safety Leadership Summit for its members to come together and discuss the

state of the natural gas industry in four critical areas of safety:

Employee Safety

utility Contractor Safety

Pipeline Safety

Public Safety4.

Officers, executives and managers from AGA member companies listened to outstanding

A.

Q.

The Summit participants exchanged

experiences through roundtable discussions on all aspects of safety

presentations from industry leaders and various guest speakers, including Secretary of us

Department of Labor, Elaine L. Chao and Admiral Frank L. "Skip" Bowman (USN Retired)

ideas andPresident of Nuclear Energy Institute.

2.

1.
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(2) AGA publishes the Gas Piping Technology Committee (GPTC) Guide. The Guide is

prepared by safety experts from gas distribution and transmission companies, federal and

state regulatory agencies, manufacturers and industry consultants.

(3) The Operating Section helped initiate a campaign to increase awareness among

contractors and excavators about the damage that can be done to buried pipeline mains

as a result of their activities. AGA is a supporting sponsor of this National Program known

as the "Common Ground Alliance." Two out of three reportable incidents on these mains

are a result of third party excavators. Most incidents occurred because the utility was not

notified that work was about to be done or given the opportunity to mark the line. As a

result of this effort, we have raised the public awareness of the importance of damage

prevention programs and provided a forum for states to better address this issue. We

continue to work to improve communication with excavators and reduce these incidents

which are costly in rems of injuries and repair expenses and are avoidable.

(4) AGA has taken the lead in developing easy-to-use personal computer software to deal

with a variety of operating/engineering issues faced by gas companies. The cost of these

programs to members is minimal in relation to the hours of effort they save. So far

programs have been developed in the following areas: (1) Gas Measurement - performs

orifice flow and super compressibility calculations, (2) Gas Properties - using the most

recent versions of AGA Report No. 10, Speed of Sound in Natural Gas and AGA Report

No. 8, Compressibility Factors of Natural Gas, this software calculates natural gas speed

of sound. critical sow coefficient and other thermodynamic properties
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(5) AGA updates "Report No. 3, Orifice Metering of Natural Gas." This Report is standard

reference in gas contracts. Because of the higher unit cost of gas at the city gate and

wellhead, improved measurement accuracy will be of a great economic importance to

gas consumers.

(6) AGA's Plastic Materials Committee evaluates the use of plastic materials and new

fabrication techniques for gas piping systems. This Committee publishes the AGA Plastic

Pipe Manual for Gas Services, which includes the latest information on plastic materials,

piping components, and design as well as installation procedures covered under today's

codes and standards for natural gas distribution piping systems. Through the use of this

information, member companies can more quickly, confidently and safely move to

increase the use of more cost-effective plastic materials.

(7) The AGA Best Practices Program for Gas Distribution is an effort to identify procedures of

superior performing gas industry companies and innovative work practices that can be

used to improve participants' operations. It focuses on improving the safety and efficiency

of gas distribution system construction, maintenance, operation and inspection. This

committee makes available information regarding a number of operational improvements

in areas such as street repairs, safer trenchless technology and automated dispatching

Our members have documented millions of dollars in savings from participation in this

program. These savings translate to lower costs for the customer

(8) We develop a large number of manuals and textbooks that are essential in day-to-day

operation of gas utilities. An excellent example is the Gas Engineering and Operating
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Practices Services. This 11 book services has become the authoritative work on gas utility

engineering.

(9) AGA's Operating Section Continues to provide support to its members who seek industry

information on a variety of operations and engineering issues. The SOS Program is a

resource for AGA members who have the need to query others on a particular subject.

The SOS program is a simple and effective way for members to better understand how

others are addressing a particular issue/challenge.

Recent SOS requests include member-initiated surveys on the following topics:

Oversight and quality checks on contractors that perform locating services

Security metrics

Excavation and backfill practices around transmission lines

3rd party damage claims

Gas odorization practices

Budget practices used for forecasting operations & maintenance workload

Elevated delivery pressure

Right of Way acquisition

These are just a few of the many operating and engineering-related projects that benefit a

member company and its customers. while in most areas the benefits to consumers in terms of

efficiency and lower costs can not easily be quantified in specific dollar amounts, taken together

they represent very significant cost benefits to the consumers.

al Ill
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Would you please highlight AGA's financial and administrative activities and how they

benefit a member company's customers?

Yes. The following are some relatively recent examples of AGA's financial and

administrative activities.

(1)

(2)

AGA sponsors topical workshops on cutting-edge issues facing our member

companies. This past year we sponsored a seminar on Accounting for Derivatives,

which focused on accounting for the new rules and their applications as they

specifically effect the utility industry.

The Accounting Principles Committee works extensively with the Financial

Accounting Standards Board and the Securities and Exchange Commission to

ensure that new accounting standards or information requests are sound and not

(3)

unnecessarily burdensome. Over the past two years, numerous responses have

been filed with these organizations on their proposals, and have been instrumental

in the positions adopted

Through AGA's Risk Management Committee, member companies are provided

with confidential insurance surveys that are beneficial in negotiating insurance

coverages, premiums and deductibles. Membership also provides utilities the

opportunity to meet with committees representing insurance companies to resolve

mutual problems. in addition, AGA was instrumental in forming a utility mutual

insurance company that provides competition to the commercial insurance

markets, resulting in broader coverage and more competitive premiums. Most

Q.

A.

member companies' insurance coverage is with this mutual insurance company

Premium savings to companies range up to 20 percent over insurance from other
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sources.

(4) In the customer activities area, AGA's Data Source is the utility industry's premier

tool for benchmarking customer service programs. Subjects covered include call

centers, energy assistance programs, billing and meter reading. A powerful online

search engine and analytical tools enable member to retrieve data efficiently,

thereby increasing employee productivity.

(5) Through AGA's Rate Committee, and its rate seminars, member company

representatives are able to learn of successful programs undertaken by other gas

utilities, for example, in the areas of innovative rate design. This information, in

turn, can translate into reduced gas costs and load retention, both of which help

reduce consumers' gas costs

(6) Our Rate Committee has developed and maintains an excellent rate fundamentals

training course and textbook that is used by many member companies and

regulatory agencies in their training programs, the Accounting Services Committee

has developed a training program on public utility accounting

(7) AGA has many programs that assist companies in labor negotiations, collective

bargaining agreements and employee benefits. AGA publishes regular collective

bargaining reports, which assist member companies in reducing their labor costs

AGA also provides corporate and employee salary and benefit information which is

helpful in identifying trends and implementing adjustments. This helps to control
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costs.

These are just a few examples. In addition, we develop a range of financial and

administrative manuals and reference documents. These are widely used in almost every

gas utility. Although the cost to a member company for this information is small, if a

member company were to develop this information on its own, the cost could be in the

tens of thousands of dollars.

What is the function of the General Counsel's Office?

The Office of General Counsel provides legal counsel to AGA. A significant responsibility

of AGA's legal staff is to assist member company attorneys in more effectively performing

their duties, thereby reducing their companies' cost of service. For example, AGA offers

litigation alerts, forums and workshops. Antitrust Compliance Programs, assistance to

members in potentially precedent-setting litigation, and analyses and legal summaries.

The AGA Legal Committee sponsors Legal Forum, the preeminent legal program for

attorneys at gas utilities. Continuing legal education credit is available for attorneys that

participate in AGA's legal programs

Would you please highlight AGA's Policy and Planning activities and explain how they

benefit a member company's customers?

Yes. AGA's Planning and Planning activities provide an important and timely information

service to a member company. For example

A.

Q.

10
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(1)

are GAS FACTS,

(2)

A vast array of data about all aspects of the natural gas industry is

collected and compiled in ready-reference form. Among these publications

and Heating/Cooling Degree-Day Statistics.

AGA also undertakes a wide range of analyses on environmental, financial,

gas supply. gas demand, consumer cost, capital requirements, resource

efficiency and other issues facing the gas industry. These analyses are of

great value in assisting a member company and other decision-makers in

resolving the country's current energy problems and in establishing public

policies that will be in the nation's best interest

Would you please describe AGA's Public Affairs program and discuss the benefits to a

member company's customers of these activities?

AGA has in place a program to monitor federal legislative activities and to discuss with

members of Congress and their staff the regulated gas industry's views on these activities

while the subject matter AGA monitors is broad, all of AGA's legislative positions have

either a direct or indirect benefit to gas utility customers

AGA also has been among the leaders in advocating for increased funding of the

Low Income Home Energy Assistance Program by the federal government - a program

that is essential in reducing the financial burden of those on low and fixed incomes as they

provide themselves with needed basic energy services. And, with the increasing help of

many other consumer-oriented organizations, AGA continues to work to ensure the

maintenance of adequate funding for the Program. Indeed, AGA's efforts have been a

contributing factor in restoring the amounts that were proposed to be cut from the program

the last several years
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Another important issue on which AGA has lobbied is the budget authorizations

and allocations for the Department of Energy's research.and development programs

DOE's R&D budget has been drastically reduced in recent years. We believe, however

that gas-related programs have suffered unjustifiably large cutbacks compared with

projects for other forms of energy -- especially in light of the present and future importance

of gas to the nation and the substantial benefits these programs could provide U.S. gas

consumers

These are a few examples. The point is that AGA's government relations efforts

play a key role in protecting the interests of a member company and its customers from

proposed legislation that inadvertently or otherwise could have serious impacts on gas

supply and cost of gas service

Is the work of the AGA government relations program primarily devoted to lobbying

No. AGA's involvement in federal government lobbying is a small part of the program. For

example, AGA frequently comments on regulations proposed by a great number of

executive branch agencies such as EPA, departments such as DOE, and independent

agencies such as the FERC and DOT to communicate the interests of the gas industry

and its customers, much as companies do individually before the FERC in Rulemaking

proceedings

Reviewing and commenting on the economic and other impacts of the many

regulations affecting the gas industry is an important aspect of AGA's governmental

relations' work. Such efforts reduce the operating costs of member companies and thus

are of direct benefit to consumers who must ultimately pay the costs of compliance with

these regulations

12
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Q. Are government relations' activities or oversight by groups or associations, such as AGA,

needed by and beneficial to natural gas distribution companies?

Yes, with government at the federal level continuing to be involved in matters such as

safety, clean air and water, funding of energy research, and conservation of energy, there

continues to be a need for the regulated gas companies to be aware of proposed actions

and their potential economic and other impacts in a timely manner and for the industry to

have its collective views made known to the federal decisionmakers. The only way the

governmental process can arrive at balanced results is for all interested groups to express

their views. AGA is the most efficient way through which the views of its member

companies on gas industry matters collectively can be communicated, complementing

individual companies' own communications. It is important to note, however, that

communication between AGA and federal agencies is not just one way. Federal agencies

look to AGA when there is a need to get a special notice to gas utilities quickly. On many

occasions, we have provided this service to the Consumer Products Safety Commission

(CPSC), the Environmental Protection Agency, and the National Transportation Safety

Board. For example, CPSC asked AGA to help them get information to gas utility

customers about the proper venting of vented gas heaters. AGA developed an extensive

companies, urging them

communications programs

information package on this issue and distributed this package to each of our member

to incorporate information f rom it in their customer

Would you summarize your testimony about the benefits to a member company's

customers of membership in AGA?

A.

13
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A. The benefits of almost all of AGA's activities either directly or indirectly are realized by the

customers of AGA's members. have briefly highlighted a few of AGA's activities andI

attempted to show how a member company's consumers benefit from them. AGA's

website www.aqa.orq contains additional information about AGA and its programs to

benefit members and their customers.
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VISION STATEMENT

AGA's vision is to be the most effective and influential energy trade association in the
United States while providing clear value to its membership.

MISSION STATEMENT

The American Gas Association represents companies delivering natural gas to customers
to help meet their energy needs. AGA members are committed to delivering natural gas
safely, reliably and cost-effectively in an environmentally responsible way. AGA
advocates the interests of its members and their customers, and provides information and
services promoting efficient demand and supply growth and operational excellence in the
safe, reliable and efficient delivery of natural gas.

To further this mission, AGA:

Encourages, facilitates, and assists members in sharing information designed to
achieve operational excellence by improving their safety, security, reliability,
efficiency, and environmental and other performance metrics'

Assists members in managing and responding to customer energy needs
regulatory trends, natural gas markets, capital markets and emerging technologies

Collects, analyzes and disseminates data on a timely basis to policy makers and
the public about energy utilities and the natural gas industry

Focuses on the advocacy of natural gas issues that are priorities for the
membership and that are achievable in a cost-effective way

Serves as a voice on behalf of the energy utility industry and promotes natural gas
demand growth by emphasizing before a variety of audiences the energy
efficiency, environmental and other benefits of natural gas and promotes natural
gas supply growth by advocating public policies favorable to increased supplies
and lower prices to customers, and

Delivers measurable value to AGA members

1.

Approved September 19, 2006
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Human Resources Policy

Internal Audit

Labor Relations

Rate

Risk Management

Taxation

Technology Advisory Council

*Regulatory Action committees also report to the Operating Section Managing Committee

I

I

I I

January 2008

I



Rebuttal Exhibit No.__(RLA-2)
Sheet 1 of 1

AMERICAN GAS ASSOCIATION
2007 BUDGET

STF-6-52

$
2007

ALLOCATION

%
2007

ALLOCATION

Advertising
Corporate Affairs
General & Administrative
General Counsel
Industry Finance & Administrative Programs
Operations & Engineering Management
Policy, Planning & Regulatory Affairs
Public Affairs

$345,000
$2,099,000
$4,665,000
$1 ,016,000
$1,283,000
$5,993,000
$3,669,000
$5,790,000

1 .39%
8.44%

18.77%
4.09%
5.16%

24.11%
14.76%
23.29%

Total Budget $24,860,000 100.00%

Note
AGA estimates that lobbying expenses, as defined under IRC Section 162, will account for
2% of member dues in 2007
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

ROBERT A. MASHAS

INTRODUCTION

Q. 1

1

Q. 2 sponsor

Gas (Southwest o r the Company)

A. 2

3Q.

A. 3

Please state your name and business address.

My name is Robert A. Mashas. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002.

Did you direct testimony on behalf of Southwest

Corporation in this

proceeding?

Yes, I did.

What is the purpose of your rebuttal testimony?

The purpose of my rebuttal testimony is to respond

specific aspects of the direct testimony presented by

Arizona Corporation Commission Utilities Division Staff

t o

(Staff) witnesses Messrs. Ralph c. Smith, Corky Hanson,

Phillip and Residential3,

(RUCO)

Teumim, Utility Consumer

Office

their

witness Mr .

recommendations for

Rodney L. Moore, regarding

ratemaking treatment of rate

1

2

3

4

5

6

7 I.

8

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23 and the Company's

25 Q. 4

base, certain operating expense items,

line extension procedures and policies

prepare toDid exhibits support your rebuttal

27 A. 4

you

testimony

I prepared the exhibits identified as RebuttalYes

Form No. 155.0 (03/2001) Word



Exhibit No (RAM-1) through Rebuttal Exhibit No

3 Q. 5

5)

Please summarize your rebuttal testimony

My rebuttal testimony will address the following issues

Injuries and Damages: Staff's calculation of the 10

year average of self-insured retentions

•

Yuma Manors :

•

Staff's proposal to disallow all gas

plant required to replace 50-year old pipe

Deferred Taxes: RUCO's proposal to remove deferred

related to Supplemental Executive Retirementtaxes

Plan (SERP) and Management Incentive Plan (MIP)

• regarding interest

•

Lead-Lag Study: RUCO's proposal

expense lag and revenue tax lag

Staff's recommendation toLine Extension Analysis:

update certain inputs

Contribution Model

in the Company' s Incremental

17 11.

18

INJURIES AND DAMAGES

Q. 6 Please summarize Staff's adjustment to the Company's

20 A. 6

proposed injuries and damages expense

Staff's adjustment focuses on the calculation of the ten

year average self-insured retentions First Staff

calculates a ten-year average level of direct Arizona

self-insurance using the ten years of direct Arizona

amountsrecorded self-insurance Second Staff

calculates a ten-year average level of System Allocable

self-insurance by using the ten years of recorded System

Form No. 155.0 (03/2001) Word



Allocable self-insured expense However. Staff excludes

a $10 million dollar expense recorded in 2006 related to

an incident that occurred in Arizona in 2005

4 Q. 7 Is Staff's methodology flawed?

calculates itsStaff 10-year average (Staff

Schedule C-12, Sheet 2 of 2, Column (C) lines 1 through

16) by using the recorded net accruals charged directly

to Arizona thatsurfaceAlthough on the appears

appropriate, in reality it is not The period shown on

that schedule is from January 1998 through November 2007

From January 1998 through July 2004, the Company's

insurance policies in effect during that time period

provided that Southwest was self-insured for 14) to the

first $1 million of expense related to a single claim

such, Southwest's records would

insurance

As accounting only

reflect a maximum o f $1 million for the cost o f self

Beginning August 1, 2004 through July 31

2005, the insurance policies i n effect provided that

Southwest was self-insured for not only the f irst

mill ion per claim, but also self-insured for

claims up to $10 million In other words,

$1

aggregate

the $10

million can come from more than one incident. Beginning

August 1, 2005, and continuing through the present

Southwest acquired an additional policy that covers any

aggregate claim amounts from $5 to $10 million

During the periods August 1, 2004 though July 31

2005, and August 1, 2005 through the present, Southwest's

Form No. 155.0 (03/2001) Word
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accounting records reflect the cost of self-insurance

that may result due t o either the $10 million o r $5

million aggregate self-insurance. Since August 1, 2004,

only one claim has exceeded the $1 million per incident

self-insured amount, and that was the May 2005 incident

that occurred in Arizona, but was recorded as a System

This i s the claim that Staff hasAllocable expense.

removed from its ten-year average of System Allocable

expense U

Accordingly, Staff's ten-year calculation does not

properly reflect the cost of self insurance that is

reflective of what the Company will experience during the

period becauserate effective only reflects the

average of the recorded $1 mil l ion per claim self-

insurance and not Southwest's $5 million aggregate level

of self-insurance.

Q. 8 Is the Company' s proposed ratemaking for the self-insured

aggregate consistent with its proposal that Staff and

RUCO accepted and the Commission adopted in the Company's

last general rate case that resulted in Decision No.

68487.

A. 8 Yes.

million

My direct testimony in that proceeding detailed the

Company' s proposed change in ratemaking related to the $1

self-insurance per incident and the introduction

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

of the self-insurance up to $10 mill ion aggregate.

that proceeding, the Commission ultimately approved the

parties' agreed upon methodology of using a ten-year

I n
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average of self-insurance the average of the

restated claims above $1.0 million but less than the

including

$10.0 million aggregate to properly calculate the level

of and damagesinjuries that the

1

2

3

4

5

6

7

Q. 9

A. 9

expense Company

anticipates incurring during the rate effective period.

Please describe how the ten-year average was calculated

in the Company's last general rate case.

The Company treated all self-insured amounts

allocable.

as system

Therefore, the total of the up to $1 million

incident amount recorded on the Company's books and the

$1 million up to $10 million aggregate not recorded

the Company's books were used in the calculation of the

o n

ten year year average

calculated, Arizona's allocation was determined using the

In order to derive a

average s Once the ten was

Four Factor allocation methodology.

reasonable estimate that reflected the up to $10 million

aggregate level, the Company used its previous ten years

of claims history for all rate jurisdictions. These

amounts were not reflected on the Company's books because

these amounts would have been indemnified by insurance

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

carriers based upon the insurance policies

during applicable the time period (1994-2004).

extent claims exceeded the $10 million aggregate level,

those amounts were not used in the calculation. This

in place

To the

exercise is necessary to calculate a ten-year average

that is reflective of a level of expense that will be

incurred by the Company during the rate effective period.

Fam No. 155.0 (03/2001) Word
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Q. 10

A. 10

Are there any changes to the Company's level of self

insurance since its last general rate case?

The only change is that the aggregate is limited to $5

million instead of $10 million as a result of the Company

acquiring an additional layer of insurance that covers

the $5 million to $10 million portion of aggregate

claims.

Q. 11

A. 11 No.

Q. 12

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A. 12

Has RUCO proposed a deviation from the methodology that

was accepted in the Company's last general rate case?

RUCO proposes no adjustment to the Company's

calculation of Arizona's portion of the self-insured $1

million per incident or the $5 million aggregate.

What adjustment to Staff's proposal is needed to reflect

the 10-year average of Arizona direct amounts subject to

the up to $5 million aggregate?

Staff's proposed level of self insurance would need to be

increased by $1,596,611. During the previous 10 years

(1997-2007) , there were a number of incidents experienced

where the amount of claims paid exceeded $1 million but

were less than $5 million. The ten-year average of these

Arizona direct amounts was $1,596,611. Staff Schedule c-

12, Sheet 2, Line 12, Column (e) should be increased from

the $820,000 to $2,410,000 and should be brought forward

to Sheet 1, Line 2, Column (d) Staff Schedule C-12

Sheet 1, Line 2, Column (e) should be $2,968,765 and Line

18, Column (e) should be a positive $728,283. Using the

average of the .Arizona direct amounts rather than the

Form No. 155.0 (03/2001) Word



Four Factor o f Southwest

Southwest) results a number

(proposed

i s higher

by

by

Southwest Rebuttal

amounts

that

Exhibit No

aggregate

million to $5 million

provides Staff's Schedule C-12, Sheets 1 and 2, adjusted

to reflect the Arizona direct $1,596,611 ten-year average

self-insurance for amounts paid between $1

8 Q. 13

10

11

12

13

14

A. 13

Do you have exhibits that support this calculation of the

$1,596

Yes Rebuttal Exhibit No consists o f two

No17

18

19

20

(RAM-2)

sheets, both of which were included in the workpapers to

this application and. provided. to both Staff and RUCO

The first sheet summarizes the ten-year historical claims

paid by each rate jurisdiction. This workpaper supports

the summarized amounts shown on the Company' s filing

Schedule C-2, Adjustment. 10, sheet 1 Rebuttal Exhibit

(RAM-2) Sheet 2, shows the dollars paid by year, and

rate jurisdiction, grouped into three categories

first includes dollars t o

22

23

24

category claim related

incidents resulting i n payments less than $1 million

The second category includes claim dollars related t o

incidents resulting in payments of at least $1 million

Both of these categories would have been recorded on the

Company' s books and charged directly to the respective

rate jurisdiction throughout the ten year period (1997

2007) The third category shown on sheet 2 lines 25

through 36, relates to claim amounts that resulted from

26

27
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that not

Q. 14

A. 14

incidents where the payment exceeded $1 million per

claim, but to the extent that payments related to a claim

exceeded $5 million, additional amount is

included on the schedule. With the exception of the

amount on line 33, these amounts were not recorded on the

Company's books and therefore, not included in Staff's

calculation. Staff also removes the claim shown .on line

33, therefore none of the amounts in this third category

are reflected in Staff's calculation.

In regards to the calculation of the appropriate level of

self-insurance, should. the Commission deviate fronl the

methodology it adopted in Decision No. 68487?

The methodology agreed to by the Company, Staff and

RUCO and adopted by the Commission in the Company' s last

general rate case is reasonable and appropriate. Nothing

has changed except for the lowering of the self-insured

aggregate exposure.

No.

YUMA MANORS

Q. 15 Please summarize the Staff proposal concerning Yuma

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 111.

19

20

21

22

23

24

A. 15

Manors

Staff believes that the Commission should disallow 100

percent of Southwest's costs incurred in replacing the

pipe to serve the Manors subdivision in Yuma because "the

circumstances that necessitated the immediate replacement

of this system were the direct result of incorrect

actions taken by Southwest personnel resulting in the

failure of this system

26

27
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1 Q. 16 Please describe the scope of your rebuttal testimony with

regard to this issue

3 A. 16 My rebuttal testimony, on this issue

review of the ratemaking standards and precedents that

the Commission has established in past Southwest rate

proceedings to determine the appropriate level of pipe

replacement costs in rate base

Please describe the standard that the Commission has used

i s limited t o a

8 Q. 17

A. 1710

11

12

13

14

in previous Southwest rate case proceedings

The Commission has previously used a betterment/remedial

approach to guide it in determining the appropriate

portion of pipe replacement cost to be included in rate

Betterment i s the life extending value that

while the remedialresults from installing new pipe,

portion is the maintenance value associated with pipe

The Commission has consistently ruled thatreplacement

the betterment portion benefits the customer and 100

16

17

18

19

20

percent of this cost should be included in rate base

Conversely, the Commission has historically ruled that

remedial replacementthe portion pipe

directly benefit customers and this cost should not be

included in rate base

of does not

22

23

24

Beginning in Commission Decision No. 57075 and in

every subsequent

Southwest, the remedial portion of pipe replacement was

shared equally between customers and shareholders, if the

original installation of the pipe was by a gas company

Commission rate case decision for

26

27
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This was the case regarding

Arizona Public Service (APS) installed ABS pipe. This

was also the Commission ruling i n regards t o Tucson Gas

now Tucson Electric Power (TEP) ,

I n

other than Southwest.

and Electric (TG&E),

installed Aldyl A, ABS and 1960s vintage steel pipe.

the one instance where pipe replacement was the result of

Southwest installed Aldyl HD pipe, the remedial portion

the sole responsibility ofof pipe replacement

Southwest's shareholders.

Did each of the five pipe replacement programs share

was

Q. 18

A. 18 Yes.

from either

replaced

through

service i

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

anything in common?

All five pipe replacement programs resulted in the

premature replacement of pipe resulting

defective material and/or installation. For example, the

APS ABS pipe replacement took place from 1985 to 1990 and

pipe that was originally installed from 1960

1970, or on average, after only 23 years of

The reason for the replacement was related to

In Decision No. 57075, page 35, the

Commission found that 43 percent of the replacement

expenditure was betterment and the responsibility of the

Customer. The Commission later, on page 41, ruled that

the remedial portion, after certain adjustments, would be

shared equally between shareholders and customers.

Another

defective material.

example was TG&E installed Alkyl A pipe

that was installed from 1967 though 1979 and replaced

from 1986 through 1993, after an average useful life of

Form No. 155.0 (03/2001) Word
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The Commission determined inapproximately 22 years

Decision No. 57745, page 12, that 28.1 percent of the

replacement was betterment ru led that

remedial port ion be shared equally between shareholders

and also the

and customers

6 Q. 19 Please comment o n the Commission' s previous ruling

8 A. 19

regarding 1960s steel installed by TG&E

In 1971, the federal government ordered all gas utilities

to catholically protect their steel pipe systems by 1976

The steel portion of the gas distribution system that

Southwest acquired in 1979 from TG&E was not fully

I n Decision No.

catholically protected In 1989, the Company began a

program to have the entire steel pipe system catholically

protected by 1998. The portions of the steel system that

could not be protected were replaced

58693, the Commission adopted and

between all toa settlement thatapproved parties

proceeding The settlement addressed the appropriate

level of steel pipe replacement that would be included in

For steel originally installed in the 1960s

and replaced from July 1993 through June 1994, 81 percent

would be included in rate base and the remaining 19

rate base

year o f

22

23

24

percent would be written-off

original 1960sof steel

The average

pipe

Therefore , pipe that had an average useful life of

approximately 30 years was afforded 81 percent rate base

Thetreatment settlement also provided that for

13

14

19

20

26

27
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8 Q. 20

replacement expenditures taking place in future years, an

additional one percent of rate base inclusion would be

granted As a result, in the case of 1960s steel pipe

all replacement expenditures would be included in rate

base by 2012 Therefore, the settlement also provided

100 percent rate base treatment for all Pre-1960's steel

pipe replacement, similar to Yuma Manors pipe

Did the Commission amend the 1993 Settlement agreement in

10

11

12

13

A. 20

the Company's last general rate case?

In its Decision No. 68487, the Commission granted

40-year rule

Yes

the Company' s request to adopt a

Company requested that the Commission modify the write

off percentages contained in the 1993 Settlement to

acknowledge that once pipe has served customers for 40

years, any subsequent replacement expenditures would be

afforded 100 percent rate base treatment. As a result of

its decision, 100 percent of the cost to replace 1960s

steel pipe made after 2004 would be included in rate

Q. 21

A. 21 No

19

20

21

22

23

24

Is Staff's proposal consistent with any of the above

Commission rulings on pipe replacement?

In Decision No. 58693, the Commission adopted a

settlement, provided percent recovery of

replacement cost for steel pipe that was first installed

prior to 1960. The 100 percent recovery was for pre-1960

steel pipe that was replaced in the 1990s In this

proceeding Staff is recommending 100 percent disallowance

which 100

16

17

26

27
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of pre-1960 steel pipe that was replaced in 2007 more

than ten years later

inconsistent

Staff 's proposal

Commission

is totally

previous precedent

acknowledging the betterment value of pipe replacement

I am not aware of a single instance where the

Commission disallowed 100 percent of any Southwest pipe

a s

replacement cost

8 Q. 22 Are there any pipe costs incurred in replacing the 50

year old steel pipe system at the Yuma Manors subdivision

that Southwest would be willing to exclude from rate base

in this and future proceedings?

12

13

14

A. 22 Yes

17

Southwest i s willing t o make an adjustment t o

exclude the additional cost incurred by the Company due

to the urgency required to replace the Yuma Manors steel

pipe system in a relatively short period of time

Company incurred costs that were above the level that

would be experienced had the replacement took place over

a more routine time period The Company considers the

cost related to overtime, and other

20

shi f t premiums ,

related costs to be over and above those that it would

have experienced had the replacement been done in a more

routine manner The Company has identified this amount

to be $320,779 (Mains $123,397 and Services $197,382)

As such, the Company believes if any adjustment should be

made to the Yuma Manors pipe replacement i t should be

limited to these additional costs The balance of the

cost represents a reasonable level required to replace

23

24
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50-year old pipe that betters the system and will serve

customers for 40 or more years, and as such, should be

allowed in rate base

DEFERRED TAXES MIP AND SERP4 I v .

5

6

7

8

Q. 23 Please RUCO' S t o deferred taxes

A. 23

explain adjustment

relative to the Management Incentive Plan (MIP) and the

Supplemental Executive Retirement Plan (SERP)

RUCO attempts to remove a portion of deferred taxes

related to the MIP and SERP Deferred taxes resulting

from MIP and SERP are debits properly recorded in Account

Income283. Accumulated Deferred Taxes-Other

N o

refers to the Company' s response to Staff Data Request

No. 11-11. which indicates that the deferred taxes in

question are recorded in Account 283 RUCO'S adjustment

results in a decrease in rate base of $880,989 by

increasing deferred taxes from a credit of $142,464,212

to a credit of $143,513,286 as shown on RUCO Schedule

RLM-2 Page 1, line 8

Is RUCO' s adjustment appropriate?

Southwest's Schedule B-6, Sheet 3 of 3, lines 1 and

inshow deferred taxes recorded Accounts 282

19

20

21

22

23

Accumulated Deferred Income Taxes-Other Property,

Account 190, Accumulated Deferred Income Taxes, netting

to the amount of $142,632,297 Account 283. Accumulated

Deferred Income Taxes is not used as a component of rate

and

Therefore, RUCO'S adjustment removes from rate

base deferred taxes that were not included by the Company

13

14

26

27
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•

1 Furthermore, the MIP and SERP are System

Allocable amounts and would first need to be allocated to

in rate base.

Paiute and the balances then allocated to the Company's

Four Factor

allocation

state ratemaking jurisdictions using the

methodology adjustment

appropriate and should not be adopted by the Commission

for ratemaking

RUCO's

LEAD-LAG STUDY _ INTEREST EXPENSE LAG

Q. 25 Please comment o n RUCO's t o the

8 v.

9

10

11

12

13

A. 25

proposed changes

Company's interest expense lag in its lead-lag study

RUCO includeproposes preferred

interest on customer deposits in the calculation of the

interest expense lag The Company agrees with RUCO on

the inclusion of preferred securities, but disagrees with

t o and

15 interest on customer deposits

securities

Interest on preferred

is afforded similar ratemaking treatment as

17

capital cost of18

19

20

other interest expense, and is included in the cost of

Although the

includedsecurities is in

weighted

the

preferred

shown o n

22

23

24

$48,035,008

Southwest Schedule B-5, Sheet 2 of 5, line 6, column (b)

the lag impact of preferred securities is not included in

the computation of the 84.65 lag days shown on line 6

column (c) The interest lag on. preferred securities

should be considered in the interest expense lag

interest expense lag including the impact of preferred

securities is only 79.5 days

Interest o n customer deposits is not afforded

26

27
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securities.

similar ratemaking treatment as other debt and preferred

Customer deposits are not a component of the

thecost capital

average balance is used as a rate base deduction

o f and more importantly, 13-month

customer already receives the cash flow value of the

the

average balance in rate base, and to include the lag in

calculationexpense

customers the cash flow value twice

interest would giving

The interest on

be

customer deposits should not be included in the interest

lag calculation if the 13-month average balance is used

as a rate base deduction

LEAD-LAG STUDY REVENUE TAX LAG

13 Q. 26

A. 26

Please comment on RUCO's proposal to include a revenue

tax lag in its proposed lead-lag study

RUCO Schedule RLM-6, Page 2 of 5, line 9, includes a

for revenue based taxes Column A shows

14

15

16

17

component

$97,747,450

Filed

caption "Company Expenses

Column D shows a lag of 51.75 days. The Company

did not include revenue taxes in its cash working capital

allowance as shown on Schedule B-5, Sheet 2 of 4

under the a s

22

23

24

Company has not included revenue taxes i n its lead-lag

studies i n previous rate cases Although the adjusted

$100,949,060 revenue tax shown on Schedule RLM-6, Page 2

of 5. l i n e 9, column C i s Southwest's t o t a l revenue

number

taxes, the 51.75 day lag is not a Southwest calculated

A review of the current TEP rate case shows

51.75 days is TEP's revenue tax lag, and it appears this

19

20

26

27
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number may have been included in Southwest' s case in

3 Q. 27

5 A. 27

The remaining taxes (mill

A review of

and

10

more

Should the Commission include revenue taxes in the lead

lag study, and, if so, what is the appropriate lag

Approximately 90 percent of the revenue taxes are paid

monthly and the lag on these taxes closely approximate

the revenue lag and, as such, would not impact the lead

lag study results

franchise) would impact the lead-lag study

the most recent APS rate case shows a revenue tax lag of

APS provides service to customers residing in

throughout Arizona like

42 . 5 days .

than one county much

Southwest has calculated

14

Southwest's service territory

berevenue to 45.24 which nottax

is

lag

closer to APS however

17

days,

surprisingly lag days

Southwest's lag calculation does fall between the APS and

TEP lag days Should the Commission decide to include

revenue taxes in the lead-lag study, the 45.24 day lag is

more appropriate

Please describe Rebuttal Exhibit No (RAM-3)

sheet 1, calculates theRebuttal Exhibit No

interest lag

preferred securities lag,

expense

(RAm-3)

including impact

while sheet 2 calculates the

the of the

Southwest revenue tax lag

LINE EXTENSION POLICY

Q. 29

19

20

21

22

23

24

25 VII ¢
26

27 No.

Did Staff provide an opinion on the Company's Tariff Rule

which addresses the Company's line extension6,
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A. 29

policies and procedures?

Yes . Staff opines that conceptually it is a reasonable

assuming current cost figures and revenuemethodology,

(emphasis added)estimates are used. H0wevefI Staff

indicates that it has not examined the application of.the

Q. 30

methodology.

Is this the first time that the Company's application of

Tariff Rule No. 6 and the Incremental Contribution Study

(ICS) methodology has been addressed in Southwest rate

A. 30

proceedings?

No. This is the third consecutive Arizona rate case

proceeding where the Company' s application of the ICS has

been addressed. The ICS uses the Incremental

Contribution Model (ICE) as the tool that ensures new

customer additions are cost-justified and do not place a

Q. 31

A. 31

64172,

application of Tariff Rule No. 6.

burden on existing customers.

Please summarize the rate case history of the ICE?

In Docket No. G-01551A-00-0309, resulting in Decision No.

one intervener took issue with the Company's

Decision No. 64172, at

page 32, line 6, states: "Based on the evidence before

notwe do believe that the allowance I or theus,

methodology for its calculation should be changed.

believe, however, that in its next rate case, the Company

it

We

should address the issue of how

determines

specifically

allowancethe for the hookup of new

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27 residential customers.ll

FOITTI No. 155.0 (03/2001)Word
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I n compliance with the Commission's order,1

2

3

4 po l i c i e s

deta i led how average therm use by type of appliance,

investment and operating expenses are determined and how

the projected results are compared to the authorized rate

of return to determine i f the customer i s required to

next filed general rate case (G-01551A-04-0879) Southwest

included. direct testimony detailing i t s l ine extension

Specif ical ly,and procedures. the Company

provide a non-refundable contribution i n aid o f

construction (CIAC). Neither Staff nor RUCO took

t o the Company's ICS practice I o r ICE

5

6

7

8

g

10

11

12

13

14

Q. 32

exception

application.

When was the last time the Company reviewed, changed, or

modified the revenue and cost components contained in the

ICE?

16 A.

17

18

32

S i n c e  t h e  l a s t  t a r i f f

20

Al though i t  has  been near ly  ten years since the Company

has f i l e d with the Commission to modify the Rule 6

p o r t i o n  o f  i t s  t a r i f f , one should not conclude that the

Company has not updated the ICE

change the Company has modified the model on numerous

The most recent updates were implementedoccasions

March 2008

Q. 33

22

23

24

25

26

27

A. 33

What are the important ICE drivers that require periodic

review and updating

fiveThere primary periodic

updating to keep the ICE current They are as follows

1) gas appliance estimated therm use; 2) standard lengths

are drivers that need

Form No. 155.0 (03/2001) Word 19



and cost per foot estimates for service stubs and

extensions; 3) incremental expense;

and

4) pressure

reinforcement standard amounts ; 5) Commission

authorized amounts.

Q. 34

A. 34

How often are these drivers updated?

Items one through four are updated annually and item five

is updated immediately following a Commission rate case

decision.

Q. 35 Please describe how the Company calculates the estimated

levels of therm use for the appliances, and how they are

used in the ICE.

A. 35

the

The ICE calculates margin per new customer by multiplying

margin rate theauthorized customer times

1)

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

per

estimated therm use for the following appliances:

space heat; 2) water heat; 3) cooking; 4) clothes drying;

and 5) natural gas logs. All other gas appliances are

considered determining residential

Demand

not in customer

margin The Company' S department

annually conducts an analysis of new

Planning

vintage year

customer additions and determines the estimated use for

the five appliances.

on a district basis

normalized use (12-months

The analysis is performed annually

The most recent study analyzed the

2007)ended for

Q. 36

August

customers added for vintage years 2003 through 2005

Resulting changes were implemented in March 2008

Please describe how the Company calculates the average

and andlength o f service stubs service extensions

26

27

Form No. 155.0 (03/2001) Word



average cost per foot for each, and how they are used in

the ICE.

A. 36 Due to the high volume of relatively small lengths of

service pipe that run from the main in the street to a

customer's premise,

service in blanket work orders.

1

2

3

4

5

6

7

the Company records the cost of

On an annual basis, the

The

dollars charged t o blankets and associated footage are

compiled t o determine the average length and cost. per

foot o f the service stub (pipe from the main i n the

street t o the stub near the curb o r sidewalk) and the

service extension (pipe from the stub to the meter) .

statistics are compiled by each district office.

results are entered into the ICE and used to analyze all

Staff Exhibit No.

The

new residential customer additions.

PST 2 shows the six 2007) o f cost

8

9

10

11

12

13

14

15

16

17

18

cost of service stubs and extensions.

Arizona

years (2002

statistics that are embedded in the ICE in regards to the

During this six

year period, Southwest extended service to 235,000 new

Arizona customers or approximately 24 percent of all

served Decembercustomers a s of 2007 As

previously mentioned,

component of the ICE was March 2008

the most recent change to this

Q. 3723

24

25

26

27

A. 37

Please describe how the Company calculates the average

incremental expense, and how it is used in the ICE

The ICE contains a component for the incremental expense

that is expected as a result of adding a new customer

Expenses such as meter reading, billing, uncollectibles

Form No. 155.0 (03/2001) Word



are used in the ICE.

customer assistance and blue stake line location expense

The standard amount used in the ICE

1

2

3 i s determined average customer amounts

7 Q. 38

using per

experienced during the most recent twelve months

March 2008, the model was updated to reflect the average

expense during the twelve months ended December 2007

Please describe Company

reinforcement. and how it is used in the ICE

how the calculates pressure

A. 38 the ICE was modified toDuring the last two years,

include a component for pressure reinforcement capital

that resultexpenditures

extended period of time

growth

This is an indirect cost of

from load over a n

customer pressure

reinforcements are reviewed annually on a district basis

growth The cost estimates for

Historical and projected costs are used in the estimate

As previously mentioned,

implemented in March 2008

What are the Commission authorized amounts used in the

the most recent change was

Q. 39

ICE

A. 39 state and federalThe ICE uses the cost of capital,

income tax rates, property tax assessment ratio,

assessment rate that was used by the Commission to set

and

16

17

18

19

20

21

22

23

24

rates i n the Company's most recent rate case The

current basic service charges and margin rates for all

rate schedules are also used in the model

Q. 40 Please describe how the Company calculates the cost of

mains. and how it is used in the ICE

9

10

13

14

26

27
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1 A. 40 The cost o f mains i s determined through engineering

estimates and captured through the work authorization

process included in the Company's Work Management System

(WMS) The cost of mains includes a l l pipe, diameter

WMS provides a tool to estimate the cost of mainssizes

and a review of the estimate to actual cost once the

8 Q. 41

A. 41 Yes

Q. 42

project is completed

Is the ICE updated by the Company to reflect the most

recent cost data available

The five primary drivers used in the ICE are

updated annually by the Company or following a Commission

decision in a general rate case filing

Do these periodic changes require a tariff filing with

the Commission?

A. 42 No

Q. 43 Has the Company formalized the change process regarding

the ICE?

A. 43 Yes

10

11

12

13

14

15

16

17

18

19

20

The Company has

procedures for the ICE

the "Project Charter to Formalize Policies and Procedures

formalized the policies and

(RAM-4) containsExhibit N o

(RAM-5) i s a copy of

Standard Practice 920.0 Incremental Contribution Method

(ICE) Model (Arizona) (SP 920.0) The purpose of SP 920.0

i s to describe the use, change in management controls

processes and procedures related to the ICE SP 920.0

for the ICE Also. Exhibit No

goes on to describe the Company's policy, scope and the

responsibilities twelve departments thato f the are

22

23

26

27
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involved in the use,

Q. 44

change in management controls,

processes and procedures regarding the ICE.

Was Southwest' s senior management kept apprised of the

final results of the project?

A. 44 Yes.

Q. 45 Since the Company filed its general rate case in Docket

No. G-01551A-00-0309, where the ICE was first addressed

by the Commission, has the Company strived to improve the

A. 45 Yes .

Q. 46

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A. 46

mechanics and keep key drivers current?

Since the filing of Docket No. G-1551A-00-0309, the

Company has frequently reviewed how the ICE is used and

the key drivers have been frequently updated.

Does the above testimony, in this proceeding, adequately

respond to Staff' s proposal for the Company in its next

rate case proceeding?

Staff's testimony beginning at the top of page 8,

recommends that the Company, in its next rate proceeding,

of how it has been

Yes .

file an explanation implementing

Tariff Rule No. 6 provisions and to explain whether and

to what extent it has made changes in the methodology and

current tariffits application over the 10 years the

The Company believes this

A s for the

provisions have been in place.

testimony should satisfy Staff's concerns

recommendation to file sample calculations, the Company

is willing to get together with Staff to explain how the

model works with real examples of actual projects

Company believes that the recommendation to present this

The
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information

should not be ordered

i n the next

by the

rate

Commission.

case i s not necessary and

Q. 47

A. 47

Does this conclude your rebuttal testimony?

Yes, it does.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

J
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Southwest Gas Corporation
Injuries and Damages, Account 925

Docket No. G-01551 A-07-0504
Schedule C-12
Page I o f f

Test Year Ended April 30, 2007

Line
No. Description

Company
Test Year

As Recorded

(A )

Company
Requested
As Filed

(B)

Company
Requested

As Conwted

(C )

SraE
Proposed

(D)

l
2
3
4

Arizona Direct
Legal and Other Costs

Reserve for Self Insurance

Selfllnsuled Workmen's Con mp
Total Arizona Direct

s
s
$
s

467,269

(558,765)

497,524
406,028

s
s
s
s

467,269

(558,765)

497,524
406,028

s
$
s
$

467,269

(858,765)

497,524
106,028

s
[ s

s
$

Staff
Adjustment

(E )
Co l .D-Co l .B

467,269 s

z,410,000 let s

497.524 s .
3,374,793 s 2,968,765

2,968,765 I

c (3,930,256)
5
6
7
8
9
10
11

Common Before Allocation to Arizona
Legal and Other Costs
Reserve for Self Insurance
Self-Insmed Worlcmetl's Comp
Insurance

Subtotal before Paiute Allocation
Paiute Allocation

Subtotal aler Paiute Allocation
3.96%

s
s
s
$
$
$
s

179,014
200,000

23,243
9,292,136
9,694,393
(395,033)

9,299,360

179,014
4,130,256

23,243
9,738,915

14,071,428
a (380,379) a

13,691,049

s
s
s
$
s
$
s

$
$
$
$
s
s
$

179,014
5,030,024

23,243
9,738,915

14,971,196
(592,859)

14,378,337

s
s
$
$
$
$
s

179,014
200,000

23,243
9,738,915

10,141,172
(401,590)

9,739,582

$
$
$
s
$
$
$

(3,930,256)
(21,211)

(3,95l ,467)

12
13
14
15
16
17

Arizona Allocation of Common
Legal and Other Costs
Reserve for Self Insunmce
Selfllnsured Wolkrnen's Comp
Insurance
Paiute Allocation
Total Common Allocated to Arizona

56.70%
56.70%
56.70%
56.70%
56.70%

s
s
$
$
$
s

101,501
113,400

13,179
5,268,641
(223,984)

5,272,737

s
s
s
$
$
s

101,501
2,341,855

13,179
5,521,965
(215,675)

7,762,825

s
s
$
s
$
s

101,501
2,852,024

13,179
5,521,965
(336,151)

8,152,518

s
$
s
s
s
s

101,501
113,400

13,179
5,521,965
(227,702)

5,522,343

s

s
$
$
$
$

(2,228,455)

(12,021)
(2,240,482)

18 Total Arizona Direct and Allocated s 5,678,765 I $ 8,168,853 $ 8,258,546 $ 8,897,136

19 Company's proposed adjustments to Account925 in its tiling s 2,490,088
O o l . B - c o l . A

s 2,579,781
Col.C -  Col.A

[s

is 728,283 |

718,283I

20

21

22

23

Components of Company's proposed aqiustments to Account 925, l&J Expense:
SWG Adjustment 7, Out ofPeriod Expenses

SWG Adjustment 10, Selflnsuled Retention Normalization

SWG Adjustment 12, A&G Expeunses, Annualized Paiute Allocation

Total Company-pmposed axiiusunents to Acoount925 expense

s

$

s

s

253,324

2,228,455 b

8,309

2,490,088

s
s
$
$

253,324

2,318,148

8,309

2,579,781

s
bis

$
[s

253,324

2,956,738 I

8,309

3,218,371 I

44% 45%24 Percentage increase over test year recorded amount

25 Staff proposed acliustment to SWG as-filed pro forma expense for Account 925

57%

[  s 728,283 | s
L.23, Col.D - Col.B

728,283

Notes and Source
A SWG response to Staff data request STF-9-14
B Derived from SWG tiling, Schedule C-2, Company Adjustment Nos. 7, 10 and 12 and response to STF-9-14
C SWG response to Stair data request STF-9-14
D See page 2 of this schedule for Staff analysis of ten years ofrecoxded expense for
a Paiute allocation used by SWG in its Sling does not calculate exactly to 3.96%
b SWG Acuushuent lo, Selflnsured Retention Normalization

Component SWG Recorded

Arizona Direct s (55s,76s)

Common Allocated to Arizona S 113.400

SubboM S (445,365)

Net SWG Proposed Adjustment, before change in Paiute allocation

26

27

28

29

SW G Filed SW G Coneeted

S (558,765) S (858,765)

s 2.341.855 $ 2,852,024

s 1,783,090 993.259

$ 2.228.455 2.438 624

L.27. Col.B . Col.A L.27. CoLC . CoLA
To Line 21

S¢affA¢uus¢¢d
[ s z,410,000| [ s

s 113,400 $

is

saab
Adjustment

2,968,765 I

(2,228,455)

740,310 I

30
31
32

Paiute allocation
Change 'm Paiute allocation 6-om test year recorded
Company's proposed corrected a<$ustment, Ne! ofchange in Paiute allocation

s (223,984) Line 16 s
$

(236,0l1)
(12,027)

s
Line 16 Less line 22
$ (344,460)

(120,476)
2.318.148

To Line 21
[s

(12,027)

728,283 I

33 Staff a<§ustment to Southwest recorded, net ofchange in Paiute allocation
See page 2 of this schedule for details of Staffreeonnnended normalized amount for selhinsured expense

Is 2,956,738 I

To Line 21
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Rebuttal Exhibit n<>.__(RAM-2)
Sheet 2 of 2

SOUTHWEST G4l\S CORPORATION

ARIZONA
TEN YEAR HISTORY OF LIABILIW CLAIMS

FOR AMOUNTS LESS THAN ONE MILLION AND FNE MILUON AGGREGATE PER YEAR

Une
No. Year

(a)

Paluts

(b)
So. Ca.

(¢)
No. ca.

(0)

So.Nv.

Te)

No. Nv.

(f)

Arizona

(Q)
SYS Nloc.

(h)
Tout

0)

Una
No.

Less Than $1,000,000 Self-Insurance Per Claim
450,384

1,494,253
37,545

123,755
6,250

18,125
258,333
208,216
415,093

195,000

E
I

1
2
3
4
5
B
7
8
9

1 0
1 1
1 2

1 9 9 7
1998
1999
2000
2 0 0 1
2 0 0 2
2003
2004
2005
2 0 0 8
2 0 0 7

s

100,000

50,ooo

27,soo

s1,000
92,500

a42,000

009,455
400,000
95,491

560,500
179,500

1,853,678
129,059

195.000 s 5,a09,a6_§_$ 141,255

17,soo

4so,ss4
1,518,008

ao0,1za
421,341

1,124,548
400,000
176,491
653,000
sss,so0

1,853,678
1a4,oe0

$ 7,698,138

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2

5,001
0 $ 177.500 $_2_4,375 S 1,a50,14a $ ___ _

»~ $1,000,000 Self-insurance Per Claim
000.000

2.000.0001.000.000

000.000

13
1 4
1 5
1 6
11
LB
1 9
2 0
21
2 2
2 3

1997
199B
1999
2 0 0 0
2001
2 0 0 2
2003
2o04
2 0 0 5
2 0 0 5
2 0 0 7

000.000

000.000

1.000.000

l a
14
15
15
17
18
1 9
20
21
a
2 3
2 4as

1 .000.000
3.000.000

o
1 .000.000

0
0

1.000.000
0

2.000.000
0
0

8,000,0000 s 1,000,000 s 2.000.000 $ 5,000,000 s
$5 Million Agregale above $1,000,000 Self-Insurance Per Claim

2.725.235
1.739.8706,272

502

25
2B
21
28
29
30
31
32
33
34
35
35

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

5.000.000
1.500.000
5.000.000

25
28
27
28
29
to
31
32
33
34
35
350  s as 0 997,774 s 15.9ee,105 ss

2.726.285
1.745.142

0
991 .502

0
0

s.000.000
1.500.000
5.000.000

0
0

0 s 16,963,879

37 Total s 0 s 177,500 s 24,375 s 2,359,143 s 3,192,774 s 25,775,970 s 141,255 s 32,662,017

[1] Amountsfor 1997(May-December) and2007 (January-April) are a partialyear; 1998 through2006 arebased
on calendaryearaments

Am 925 ssmm Aggr.(10YrAvg.)97-0s.x1s WP AdJ10Sh2

WORKPAPERS
SCHEDULE c-2. ADJ. 10
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SOUTHWEST GAS CORPORATION
ARIZONA GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ESTIMATED LAG DAYS FOR REVENUE BASED TAXES

Line
No.

Revenue Based
Taxes (1 ) Paid Monthly Total

Line
No.

1
2
3
4

Franchise Fees
Privilege/Sales Taxes
Business Occupational Taxes
Mill Assessments (ACC/RUCO)

$ 6,448,399 $
82,412,358

0
0

17,165,470
82,412,712

85,768
1,757,145

1
2
3
4

Totals 55

6 Ratio to Total

$ 88,860,757 $

87.62%

Paid Quarterly paid Annually

10,717,071 $ 0 $
0 354

85,768 0
0 1,757,145

10,802,839 $ 1,757,499 $

10.65% 1.73%

101 ,421 ,095

100.00% 6

7 39.53 66.43 203.93 7

34.63 7.08 45.24 88

9

Lag Days

Weighted Lag Days

Dollar Days

3.53

$ 4,588,290,338 9
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MEMORANDUM

D is tri button

From:

Date:

Subject:

Er ic  DeBonis ,  Ed Janov

Augus t 7 ,  2007

Project Char ter  to Formal ize Pol ic ies  and Procedures for  the ICE

Please be adv ised that effec t ive August 1, 2007, Mike Harr ington is  the Project
Manager of the Project to Formalize Polic ies and Procedures for  the Incremental
Contr ibution Method ( ICE) Model. Dur ing this  assignment, Mike wil l  work c losely
wi th  Tom Rader ,  D i rec tor /Spec ia l  Pro jec ts ,  to  fac i l i ta te  the documentat ion and
development o f procedures  to  update and mainta in  the Ar izona ICE

We w i l l  serve  as  jo in t  Pro jec t  Sponsors  and have author ized Mike and Tom to
c o o r d in a te  a n d  ma n a g e  th e  o v e r a l l  p r o c e s s . T h e  i m m e d i a t e  g o a l s  a r e  t o
r e c o n s t i t u t e  t h e  I C E  m o d e l ,  d o c u m e n t  t h e  c o d e ,  a n d  d e v e l o p  t h e  c h a n g e
managemen t  p roc es s .  Sec onda ry  goa ls  a re  to  de te rmine  the  bes t  l ong - te rm
platform for the application, establish internal controls and auditing protocols, and
develop a ver i f ication process to ensure model accuracy

The pr imary  pro jec t  s takeho lders  a l l  cons is t  o f  an Overs ight  Commit tee and a
Project Team. A k ick-off meeting wil l  be scheduled shortly  with the stakeholders
Attached is  the project Organization Chart

Please jo in us in welcoming Mike to this  assignment. Please give him al l  of your
support in leading the group to a successful project completion

FORM NO. 126.1 (4/99 Template)
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Distribution:

Jamie
Phil
Byron
Nichole
Pat
Mike
Fran
Rosalina
Bob
Roger
Tom
Dave
Cheryl
Belinda
Ted
Martha

Cattanach
Connors
Elkins
Everson
Ford
Harrington
Huchmala
Kantar
Mashas
Montgomery
Rader
Schone
Stavely
Thompson
Wood
Wright

c. Gary Clark
Eric DeBonis
John Hester
Roxann DelVecchio
Ed Janov
Richard Jordan
Jim Kane
Ken Kenny
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Jeff Shaw
Lisa Wamble
BobWeaver
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Project to Formalize Policies and Procedures for
the ICE Model

PROJECT DEFINITION DOCUMENT

Last Updated: August 28, 2007

Approved By: Signature Date
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Project to Formalize Policies and Procedures for the ICE Model
Project Definition Document
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Project Background and Objectives

Southwest Gas Corporation (Southwest) utilizes an Incremental Contribution Method
(ICE) model to conduct economic feasibility analyses for potential natural gas projects
in Arizona. The ICE model is used to determine the appropriate level of refundable
advance and non-refundable contribution to ensure an adequate rate of return during
and after the build-out phase of the potential project.

This model has been updated periodically to conform to Arizona regulatory
requirements (Tariff Rule No. 6.B.4) and to reflect current costs, margins and volumes.
The primary platform for the ICE model is an Excel spreadsheet, designed with the
appropriate instructions, security, fields (cells) and formulas. The Revenue
Requirements department has held primary responsibility for ensuring the accuracy and
functionality of the model.

The primary user of the ICE model is Division Service Planning. After obtaining
estimated costs for proposed new projects from Division Engineering, these costs are
entered into the model by Division Service Planners. Other developer provided
information such as number of residential units, number of appliances, and build-out
projections are entered into the model by Division Service Planners

To ensure the ICE model remains accurate and reflective of current rates, policies and
demand data, a Project Team was formed to develop procedures to verify, document
and update the model. The Project Team and stakeholders will re-build the model, fully
document all of the calculations and assumptions in the model, and establish the
change management and auditing procedures to maintain the integrity of the model
The team will also identify the best form and/or application database environment for
the model to reside in the long term

The specific objectives of this project are to

Re-build and verify the accuracy of the ICE model
Document the calculations, logic and assumptions in the ICE model
Develop procedures for maintaining and updating the liM model
Develop control procedures and an audit trail for model changes
Develop procedures for handling change requests
Develop procedures for distributing the model and managing revisions
Develop training materials and a Users Manual for the ICE model
Determine the best platform and database for the model
Evaluate specific training needs for users
Document the procedures and application environment
Close the project in a timely manner

Southwest Gas Corporation
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Project Success Criteria

This Project to Formalize Policies and Procedures for the ICE model will be measured
by the following success criteria (Note: See Responsibility Assignment Matrix beginning
on page 6, and Exhibit 1 at the end of this document for a description of the groups and
team members):

•

•

•

•

•

•

•

•

•

The Oversight Committee and Project Team will take an active role in the
project to ensure project quality.
The Project Team will have a working understanding of the components of the
ICE and its purpose.
The liM Model Owner will be responsible for coordinating development of
policies and procedures.
The Project Manager and ICE Model Owner will report progress and escalate
matters to the Oversight Committee and Project Sponsors.
The Project Team will re-build and document the calculations, logic, and
assumptions in the ICE model.
The Project Team will complete procedures for maintaining and updating the
ICE model.
The Project Team will create internal controls and change management
procedures for the ICE model.
The Project Team will create training materials and a Users Manual for the ICE
model.
The Project Team will recommend the best platform for the database
application for the model to reside in the long term.

Project Scope

The project scope is limited to the following tasks:

Develop a focused Project Team review of the ICE model (including sub-
committees) and reconstitute the model.
Develop a set of standard procedures for the use of the ICE model.
Develop a set of procedures for handling changes to the ICE model.
Determine the best application and database environment for the ICE model.
Establish a method of approving changes to the liM model.
Establish a means of periodically testing and verifying the ICE model.
Establish audit trails for tracking changes and version controls of the ICE
model.
Research and evaluate potential integration with other systems.
Develop a communication process for educating users of the ICE model

Southwest Gas Corporation
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The project scope will M; include

Evaluation and modification of the ICE methodology
Review and development of any other analysis tool using different criteria than
the ICE model
Evaluation and purchase of available software packages for modeling
Development of a similar model for the California and Nevada jurisdictions
Development of Arizona Division business processes for Service Planning

Business Impact

The ICE model is used primarily by Arizona Division Service Planning to conduct
economic feasibility analyses for potential natural gas projects in Arizona. The Excel
spreadsheet model was originally developed and maintained by the Revenue
Requirements department

Data input for the model is provided by various departments, including Systems
Planning, Revenue Requirements, and Division Service Planning. The data provided by
corporate departments includes average gas loads, estimated costs and margin

The ICE model does not directly interface with the Work Management System (\/VMS)
however, the current ICE model is accessible through WMS as an Excel worksheet
Therefore, modifications to the ICE during the course of this project will need to
consider impacts, if any, to WMS

In addition, the project will introduce tighter controls in the change control process for
the model. All impacted departments will require notification when changes to the ICE
model are made and approved. Version control will be available in the new process for
historical versions of the model

Deliverables

The deliverables of this project are

Phase I

A comprehensive review, documentation of code and reconstitution of the ICE
model
An improved change management process
A comprehensive set of procedures for the use, maintenance and revision
process for the ICE model
A Business Process Flow document for handling revisions, document retention
and communications regarding the liM model and ownership processes
A Responsibility Support Matrix identifying all support roles and responsibilities

Southwest Gas Corporation
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Phase II

•

•

A recommendation for the best application and/or database platform for
housing the ICE model.
Implementation of the recommended application and/or database following
management approval.
improved internal controls and auditing protocols for the ICE model.
An improved verification process to ensure the ICE model integrity.

Project Approach

Existing Southwest project management methodology will be used to formally document
the project process and results.

The project documentation will also include periodic progress reports and documented
results of working sessions.

A detailed work plan will be prepared and will be maintained.

The project reporting structure will be as follows:

• Project Sponsors - Eric DeBonis and Ed Janov
• Oversight Committee
• Project Manager
• ICE Model Owner
» Project Team
» Project Sub-committees (as needed)

(See Exhibit 1 for the full Project Organization Chart)

Southwest Gas Corporation

i



Rev: 8/28/2007 Project to Formalize Policies and Procedures for th
Rebuttal Exhibit No._(RAM-4)
Sheet 10 of 18

Responsibility Assignment Ma Trix
Resource Title(s) Roles and Responsibilities

Project Sponsors
Eric DeBonis General Manager/CAD

Operations
Senior VP/FinanceEd Janov

Responsible for authorizing the project
and providing high level direction.
Provide high level go, no go decisions.

Oversight Committee

Eric DeBonis

Fran Huchmala

General Manager/CAD
Operations
Dir./Cntrl Ops and
Planning
Senior Vp/FinanceEd Janov

Roger Montgomery

Dave Schone

VP/Pricing

Dir./Bus Ops and Tech
Support

Lisa Wamble Director/Accounting

Applies to all:
_. Responsible for providing the overall

business and corporate area
direction to the project.

.- Advise the Project Manager and
discuss status of the project with the
manager on a regular basis.

- Resolution of escalated issues and
go, no go decisions at an overall
company level.

- Ensure adequate departmental
resources for project tasks.

- Ensure all regulatory and
governmental issues are adhered to.

Project Manager
Mike Harrington Project Manager/IS Responsible for coordinating and

managing the project through
completion.
Provide status reports to appropriate
project members and conduct
meetings as necessary.
Work with and coordinate activities
with the ICE Model Owner.

Southwest Gas Corporation
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Resource
ICE Model Owner

Title(s) Roles and Responsibilities

Tom Rader Director/Special
Projects

Responsible for coordinating the
development of the ICE model
procedures.
Responsible for ensuring an annual
update process.
Responsible for coordinating the
development of user guides and
instructions where applicable.
Responsible for coordinating the
scheduling of regular audits.
Responsible for developing and
maintaining version controls for the
ICE model.

Project Team
Roxanne DelVecchio Manager/Accounting

Billing Control
Responsible for supporting the
current Excel spreadsheet model and
providing accounting controls and
information related to Billing Control.
Responsible for inputting and
validating data to the current Excel
ICE model as provided by Revenue
Planning and Demand Planning.
Responsible for version control and
document retention.

Cheryl Stavely Mgr/Application
Services

Responsible for providing input for
the database and application
environment.
Responsible for assisting with
documentation of the ICE Excel
spreadsheet model
Responsible for evaluation and
documentation to support analysis for
different application platforms
Responsible for supporting a new
application and database if the Excel
ICE model is transitioned to another
environment

Nichole Everson Admin/Accounting
(CPP)

Responsible for providing policy and
procedures documentation expertise

Southwest Gas Corporation
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Resource
Project Team (cont)

Bob Mashas

Title(s) Roles and Responsibilities

Dir./Revenue
Requirements

Responsible for providing input and
information for the ICE model
Responsible for making physical
changes to current ICE model and
coordinating with Treasury Services
and the Model Owner

Byron Elkins Mgr./Ops Planning and
Development

Responsible for representing Arizona
Divisions and ensuring regulatory
adherence

Phil Connors Dir./Service Planning Responsible for coordinating the
development and implementation of
procedures to periodically update the
ICE model input, such as loads and
costs to ICE model for CAD

M3I'tha Wright Mgr./Service Planning
SA

Responsible for coordinating the
development and implementation of
procedures to periodically update the
ICE model input, such as loads and
costs to liM model for SAZ

Jamie Cattanach Mgr./Demand Planning Responsible for providing load
information and planning for ICE
model input

Rosaline Kantor Specialist/Corp Tax Responsible for Tax input and other
ICM accounting and tax information
impacting the ICE

Ted Wood Sr. Mgr./ll'reasury
Services

Responsible for providing financial
analysis input and rate of return
information

Pat Ford Sr. Mgr./
B.O.A.T.S./WMS Responsible for assisting with

physical changes to the current ICE
model and coordinating changes with
Revenue Planning and the ICE
Model Owner
Responsible for providing information
for the ICE model
Responsible for how WMS will utilize
the ICE model in new platforms and
environments

Southwest Gas Corporation
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Dependen cues

Each identified department may have dependencies with other departments. In addition
to scheduled team meetings, each department representative will be required to
schedule time as needed with dependent departments in order to assist with analyses
and tasks.

Examples of dependencies:

• The ICE Excel worksheet is attached to WMS. The ICE Model Cwner and
other departments need to be aware that updates to the ICE model may
impact WMS.

• Systems Planning and Regulatory Affairs will need to coordinate changes to
the liM model with the ICE Model Owner.

• Treasury Services may need to be involved with changes to the model and will
need to coordinate activities with the ICE Model Owner as well as other
departments as necessary.

» The Corporate Policy and Procedures department (CP8¢P) will be instrumental
in developing written procedures and will need to interface with the various
departments impacted.

• Division Service Planning will be directly impacted by the ICE model and will
need assurance that the model is accurate and up to date

Southwest Gas Corporation
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Schedule
The request to formalize policies and procedures utilizing a project methodology was
initiated in May 2007 and a formal Project Charter was issued in August 2007. The
project will consist of two phases with Phase I scheduled for completion by the end of
2007. Senior management has requested the completion of formal procedures by
December 2007. The selection and development of a new Application database and
environment is dependent on further research and will fall into Phase ll of the project.
Integration with other applications may also be considered during a later phase of the
project. Every effort will be made to complete all tasks prior to the end of each phase.

Milestones
The following graphs represent high level milestone estimates based on information
available at August 2007. Dates may be modified based on additional information
received during the course of the project

Areas marked in blue represent an estimated duration of the task. Areas marked in
green represent an approximate milestone completion date. Some tasks will run
concurrently with other tasks as necessary

Gomplets and distribute Project Gharbr

Completed Business Process Elow document
for handliNg revisions and communications
regarding the ICE Model

Southwest Gas Corporation 10
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Coitnplete recommendation document for best
appllcationldatabase platform for the ICE Model

Project closure complete

Risks

Risks identified in this document are high level and may require more extensive
analyses and plans for contingency/mitigation. The known project risks, at this time are:

Risk: Dependent tasks impacting each other and the projected timeline.

Mitigation (s)

Identify all dependent tasks in the project plan schedule and prioritize
accordingly

Risk: Time restrictions on ProjectTeam members or sub-committees may cause
restrictions that delay completion of identified tasks

Mitigation(s)

Obtain department head commitments for personnel poor to and during the
project kick-off meeting

Southwest Gas Corporation 11



IIlllulll l

Rev: 8/28/2007 Project to Formalize Policies and Procedures for the
Rebuttal Exhibit No._(RAM-4)
Sheet 16 of 18

•

•

Ensure a copy of the Project De tlnition Document is routed to all project
stakeholder.
Obtain senior management support for the project.

Risk: The Excel spreadsheet (i.e. ICE model) is not accurately calculating customer
Contributions/Advance requirements due to incorrect formulas, logic errors, or data
inputs and/or assumptions.

Mitigation (s):

• As one of the initial tasks of the project, the Project Team will analyze in detail
the ICE model and identify each cell and formula to ensure accuracy prior to
documenting.

Risk: Requirements for the new platform and/or database are more complex than
originally thought and will impact the project timeline (Phase ll issue)

Mitigation(s)

Schedule a series of requirements meetings with the appropriate Projecf Team
personnel and sub-committees to determine extent of potential changes required
for a new application/database platform
Ensure that representatives from I/S represent not only applications, but also
Technical Services and database administrators

Contingencies

Maintain the current Excel spreadsheet as a production tool until a full
assessment can be made for changing to a different platform

Risk: Requirements for integration with other applications may be more complex
than originally thought and will impact the project timeline (Phase /I issue)

Mitigation(s)

Include application services representatives for WMS, CSS and other
applications if appropriate to determine requirements for integration
Delay integration until a future phase

Contingencies

Maintain current copy of ICE model until full requirements are developed

Risk: Requests from management to add or modify a significant piece of the
spreadsheet may require lengthy evaluation and coding

Southwest Gas Corporation 12
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Mitigation (s)

Significant changes to the ICE model will be considered outside the scope of this
project. Normal change management processes will be used to develop changes
and will be approved by the Director/Special Projects.

Assumptions

This project is based on certain assumptions:

•

•

The current Excel version of the ICE model has been reviewed by a prior team
and is functional for production use.
Formulas, logic, and input data are accurate in the current production ICE model.
Ownership of the ICE model will be formally transitioned to the ICE Model
Cwner.
All Project Team members (or designates) will be available to assist with the
project tasks and will attend the working meetings.
The ICE model is currently in use as a WMS attachment and is updated as
changes are made to the model.

Southwest Gas Corporation 13
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Exhibit 1

Project to Formallze Policies and Procedures for the ICE
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Purpose

To describe the use, change management controls, processes and procedures
related to the Incremental Contribution Method (ICE) model

Policy

1. To conform to Arizona regulatory requirements, Southwest Gas Corporation
(the Company)utilizes an ICE model (the model) to conduct economic feasibility
analyses for potential natural gas projects in Arizona. The model is used to
determine the appropriate level of refundable advance and non-refundable
contribution to ensure an adequate rate of return during and after the build-out
phase of a potential project

2. The model is updated as needed to conform to Arizona regulatory
requirements (Arizona Gas Tariff Rule No. 6.B.4) and to reflect current costs
margins, and volumes

3. The processes and procedures in this Standard Practice (SP) will be followed
to ensure the model is utilized appropriately, remains accurate and includes
current rates, policies, and demand data

4. The current model is maintained on the Info ret (Qnline
accessed and used by all departments

.,Man,ua1§) and is

5. The model consists of fourteen spreadsheets, all of which are password
protected. Billing Control is responsible for protecting and maintaining security on
the Standard Amounts worksheet and the ACC Authorized Rates worksheet
within the model. Revenue Requirements is responsible for protecting and
maintaining security on the other twelve worksheets within the model

http://home.swgas.com/Cpp/sp9200.htm 4/25/2008
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6. Departments will receive notification when approved changes are placed into
production.

Scope

This SP applies to all Company employees that utilize and maintain the model

Responsibility

1. Corporate Development

a. Ensure annual consumption changes (through Demand Planning)
annual service line average length and cost changes (through Revenue
Requirements), and authorized rate changes (through Revenue
Requirements) are initiated and completed in a timely manner

b. Act as initial contact point for problems identified in the model that
may result in modifications to the model

Provide final approval for all model updates and modifications
including

Consumption changes
Service line average length and cost changes
Rate changes
Model modifications

d. Rename tested and verified model to a production version using the
appropriate naming convention

e. Forward approved production version of model to Billing Control for
placement into production environments [Info ret and Work Management
System (WMS)]

Billing Control

a. Create and maintain password protection for the Standard Amounts
worksheet and Arizona Corporation Commission (ACC) Authorized
Rates worksheet in the model

http://home.swgas.com/Cpp/sp9200.htm
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b. Input data into the Standard Amounts worksheet and ACC Authorized
Rates worksheet (as provided by Revenue Requirements and Demand
Planning).

c. Review and update documentation comments on the Standard
Amounts worksheet and ACC Authorized Rates worksheet.

d. Name and route test version of data changes to the department
originally providing the data for verification and approval prior to placing
into production.

e. Open a change request through the Help Desk to attach the new
model version in the WMS (for Operations Systems Support) and
Info ret (for Customer Assistance Support and Training).

NOTE: The change request will consist of two activities - one to
attach the new model version to WMS (for Operations Systems
Support) and one to place the new model version on the Info ret
(for Customer Assistance Support and Training).

f. Monitor Action Request System (ARS) for change request closure prior
to placing new version model into production environments.

g.

h.

Confirm new version is attached to WMS and placed on the Info ret.

Maintain an accurate notification list.

i. Notify departments (key management and user departments and
Corporate stakeholders) of production version model release.

Revenue Requirements

a. Create and maintain password protection for model worksheets other
than the Standard Amounts worksheet and ACC Authorized Rates
worksheet

b. Provide input data for the Standard Amounts worksheet and ACC
Authorized Rates worksheet including

Average margin rate per therm

http://home.swgas.com/Cpp/sp9200.htm
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Service line historical information for average length and cost
• Key parameter information

c. Work with Treasury Services and Demand Planning to determine data
inputs for the model.

d. Forward data input information to Corporate Development for approval
prior to entry into the Standard Amounts worksheet and ACC Authorized
Rates worksheet.

Maintain documentation for data inputs provided to Corporate
Development.

f. Consult with Treasury Services for model modifications.

g. Maintain document support for comments and descriptions within the
model, except for the Standard Amounts worksheet and ACC Authorized
Rates worksheet (Billing Control responsibility).

h. Maintain verified version in electronic files within department.

i. Enter current version release notes in the Release Notes worksheet.

j. Work with Division Service Planning for review of annual service line
information.

4. Demand Planning

a. Develop analyses and input data for the Standard Amounts worksheet
(including District consumption averages).

b. Work with Revenue Requirements to determine data inputs for model.

c. Forward data input information to Corporate Development for approval
prior to entry into the Standard Amounts worksheet

d. Maintain documentation for data inputs provided to Corporate
Development

Consult with Revenue Requirements and Treasury Services for model

http://home.swg as.com/Cpp/sp9200.htm
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modifications

f. Maintain documentation support for comments and descriptions within
the model, except for the Standard Amounts worksheet and ACC
Authorized Rates worksheet (Billing Control responsibility)

g. Maintain verified test version in electronic files within department

Treasury Services

a. Provide consultation for model design and formulas

b. Maintain formulas used in the model and assist with testing of the
model if changes are made

c . Provide input data to Revenue Requirements for the ACC Authorized
Rates worksheet

d. Provide input for comments and documentation within the model to
Revenue Requirements as needed

6. Corporate Tax

a. Provide consultation for tax related information within the model

b. Provide Revenue Requirements with document support for tax related
comments and descriptions within the model

7. Service Planning (Arizona Divisions)

a. Use the model to justify residential and non-residential construction
projects

b. Provide suggestions for model changes to Division Service Planning
Management

Assure completed analysis is attached to WMS job

d. Use model from Info ret to justify or consider projects outside of WMS

8. aGE (Arizona Divisions)

http://home.swgas.com/Cpp/sp9200.htm
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Use the model to justify non-residential new construction projects

b. Provide suggestions for model changes to Division Service Planning
Management

c. Assure completed analysis is attached to WMS job

d. Use model from Info ret to justify or consider projects outside of WMS

9. Key Account Management (KAM)

a. When appropriate, use the model to justify non-residential new
construction projects.

b. Provide suggestions for model changes to Corporate Development,
Revenue Requirements, and/or Division Service Planning Management.

c. Assure completed analysis is attached to WMS job.

d. Use model from Info ret to justify or consider projects outside of WMS.

e. Notify department employees each time the model is updated.

f. Provide model training for department personnel.

10. Service Planning Management (Arizona Divisions)

a. Use the model to justify residential and non-residential new
construction projects.

b. Provide suggestions for model changes to Corporate Development

Work with Revenue Requirements to review annual service line
information

d. Assure completed analysis is attached to WMS job

e. Notify department employees each time the model is updated

f. Provide model training for department personnel

http://home.swgas.com/Cpp/sp9200.htm
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11. Operations Systems Support (OSS)

a. Receive and process ARS activity ticket for attaching the model to
WMS.

12. Customer Assistance Support and Training (CAST)

a. Receive and process ARS activity ticket for updating and maintaining
the model on the Info ret

PROCEDURE A--Usage - Service Planning

A-1. Service Planning (Arizona Divisions)

a. Access the current model on the Info ret

b. Provide project information to Engineering (to process through WMS
and engineering design), and receive cost estimates and designs From
Engineering (includes main, stub, and service extensions, etc.)

c. Input data in the Cost and Rest Sales Input worksheet, Gen Serv
Sales Input worksheet, and Build-out worksheet in the model

d. Review the rate of return calculated from the advance amount

e. Determine the amount of refundable advance and/or contribution (if
necessary) to ensure the appropriate rate of return

f. Forward project to Service Planning Management for review and
approval

A-2. Service Planning Management (Arizona Divisions)

a. Review and approve project - completing appropriate tasks in WMS

PROCEDURE B--Usage - Key Account Management

B-1. ICE (Arizona Divisions)

http://home.swgas.com/Cpp/sp9200.htm 4/25/2008
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a. Access the current model on the Info ret.

b. Input data in the Cost and Resi Sales Input worksheet, Gen Serv
Sales Input worksheet, and Build-out worksheet in the model

c. Assemble project package (includes print out of cost model, copy of
customer contract, and other related documentation)

d. Save associated project model in accordance with department
practices

e. Send project package to Key Account Management (KAM) for review
and approval

B-2. Key Account Management (KAM)

a. Review and approve project package from ICE

b. Ensure associated project contracts are reviewed and approved by
Legal Affairs and the Vp/Gas Resources

PROCEDURE C--Annual Consumption Changes

NOTE: Annual consumption analyses should begin each August with model
inputs due to Corporate Development by January the following year. These
changes should be coordinated along with annual service line length and cost
information due each February

C-1 I Corporate Development

Each August, confirm that Demand Planning and Revenue
Requirements have initiated analysis of annual residential consumption
data to determine annual estimates for each appliance (at District level)
and are maintaining related information and records in accordance with
department practices. Confirm January, or earlier due date

b. Coordinate annual consumption changes with Revenue Requirements
to determine if changes are required to the average rates section of
model

http://home.swgas.com/Cpp/sp9200.htm
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C-2. Demand Planning

a. Conduct analysis of residential end use/consumption, determine
annual estimates for each appliance (at District level), and file results in
accordance with department practices.

b. Provide residential consumption estimates to Revenue Requirements
and conduct review, as required.

C-3. Revenue Requirements

a. Review residential consumption estimates and determine if a change
to the average margin rate section of the model is required.

b. Forward decision with justification and inputs to Corporate
Development no later than January, or earlier due date.

C-4. Corporate Development

a. Review justification with Demand Planning and Revenue
Requirements.

b. If no change to the model is required,
Control.

provide notification to Billing

NOTE: This completes the annual consumption change
process

c. If a change to the model is required,
consumption inputs to Billing Control

route the approved residential

c-5. Billing Control

a. Access the current model on the Info ret, and create a test version
using appropriate naming convention

b. Input annual consumption changes and average margin rate per
therm changes into the Standard Amounts worksheet in the model, verify
the accuracy, update documentation comments, and protect the
worksheet

http://home.swgas.com/Cpp/sp9200.htm 4/25/2008
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C-6. Demand Planning

a. Verify and test Billing Control inputs for annual consumption changes.

b. Route to Revenue Requirements for verification of the average margin
rate section of the Standard Amounts worksheet.

C-7. Revenue Requirements

a. Verify and test Billing Control inputs for the average margin rate
section of the Standard Amounts worksheet.

b. Unprotect the current Release Notes worksheet.

c. Enter current version comments into the Release Notes worksheet
and protect worksheet.

d. Route to Corporate Development for final approval

C-8. Corporate Development

a. Review and approve the updated, protected model test version and
notify Demand Planning of approval

b. Ensure that all worksheets in the model are adequately protected

c. Rename tested and verified version of model to production version
using appropriate naming convention

d. Forward approved production version of model to Billing Control for
placement into production environments

C-9. Billing Control

a. Call the Help Desk to open a change request to move the model into
production

NOTE 1: The parent change request will consist of two activities

http://home.swgas.com/Cpp/sp9200.htm 4/25/2008
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- one to attach the new version to WMS (for Operations
Systems Support) and one to place the new version on the
Info ret (for Customer Assistance Support and Training)

NOTE 2: The new version will be the current model, and the
replaced version will be added to the historical versions for
control purposes

C-10. Operations Systems Support (ass)

a. Receive ARS activity ticket to place new version of model in WMS
attachments area

b. Schedule new version to be attached to WMS

NOTE: Change should be coordinated with Info ret change for
same production release date

Close activity in ARS and notify Billing Control

d. Add new version to notification e-mail

C-11. Customer Assistance Support and Training (CAST)

a. Receive ARS activity ticket to place new version of model on Info ret
(Online Manuals)

b. Schedule new version to be placed on Info ret

NOTE: If change is a result of an approved rate change, the
new version should be expedited

c. Add new version to page and move old version into previous version
secH0n

NOTE: Change should be coordinated with WMS change for
same production release date

d. Close activity in ARS and notify Billing Control

C-12. Billing Control

http://home.swgas.com/Cpp/sp9200.htm
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a. Maintain an accurate notification list

b. Notify departments (key management and user departments and
Corporate stakeholders) of production version model release

Close the parent change request

C-13. Service Planning Management (Arizona Divisions) and Key Account
Management (KAM)

Notify department employees each time the model is updated

PROCEDURE D--Rate Changes

D-1. Corporate Development

a. Ensure Revenue Requirements is providing timely updates for
authorized rate changes, and maintaining related information and
records in accordance with department practices

D-2. Revenue Requirements

a. Conduct analysis of customer rates and tariffs, and file results in
accordance with department practices

b. Provide related rate and tariff proposed changes to Corporate
Development for review and approval

D-3.

a. Review and approve proposed rate change information

b. Route the approved rate change information to Billing Control

Corporate Development

D-4. Billing Control

a. Access the current model on the Info Net. and create a test version
using appropriate naming convention

b. Input rate changes into the Standard Amounts worksheet in the

http://home.swgas.com/Cpp/sp9200.htm
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model, verify the accuracy, update documentation comments, and
protect the worksheet

c. Input rate changes into the ACC Authorized Rates worksheet in the
model, verify the accuracy, update documentation comments, and
protect the worksheet

d. Forward the updated, protected model test version to Revenue
Requirements for verification

D-5. Revenue Requirements

a. Verify and test Billing Control inputs for rate changes

b. Unprotect the current Release Notes worksheet

Enter current version comments into the Release Notes worksheet
and protect worksheet

d. Route to Corporate Development for final approval

D-6. Corporate Development

a. Review and approve the updated, protected model test version and
notify Revenue Requirements of approval

b. Ensure that all worksheets in the model are adequately protected

c. Rename tested and verified version of model to production version
using appropriate naming convention

d. Forward approved production version of model to Billing Control for
placement into production environments

D-7. Billing Control

a. Call the Help Desk to open a change request to move the model into
production

NOTE 1: The parent change request will consist of two activities
one to attach the new version to WMS (for Operations

http://home.swgas.com/Cpp/sp9200.htm
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Systems Support) and one to place the new version On me
Info ret (for Customer Assistance Support and Training).

NOTE 2: The new version will be the current model, and the
replaced version will be added to the historical versions for
control purposes.

D-8. Operations Systems Support (OSS)

a. Receive ARS activity ticket to place new version of model in WMS
attachments area.

b. Schedule new version to be attached to WMS.

NOTE: Change should be coordinated with Info ret change for
same production release date.

Close activity in ARS and notify Billing Control.

d. Add new version to notification e-mail.

D-9. Customer Assistance Support and Training (CAST)

a. Receive ARS activity ticket to place new version of model on Info ret
(Online Manuals).

b. Schedule new version to be placed on Info ret

NOTE: If change is a result of an approved rate change, the
new version should be expedited

c. Add new version to page and move old version into previous version
section

NOTE: Change should be coordinated with WMS change for
same production release date

d. Close activity in ARS and notify Billing Control

D-10. Billing Control

http://home.swgas.com/Cpp/sp9200.htm
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b. Notify departments (key management and user departments and
Corporate stakeholders) of production version model release.

Close the parent change request

D-11. Service Planning Management (Arizona Divisions) and Key Account
Management (KAM)

Notify department employees each time the model is updated

PROCEDURE E--Service Line Average Length and Cost Changes (Arizona
Standard Amounts)

NOTE: Revenue Requirements will work with Division Service Planning to review
service line average length and cost information prior to review by Corporate
Development. Changes to service line information should be coordinated along
with annual consumption changes to the model. The year-end information to
conduct the annual service line analysis is not available to Revenue
Requirements until mid-January

E-1 I Corporate Development

a. Each December, confirm that Revenue Requirements has initiated
analysis of service line average length and cost and is maintaining
related information and records in accordance with department
practices. Confirm February, or earlier due date

E-2. Revenue Requirements

a. Conduct analysis of service line average length and cost and
document and maintain results in accordance with department practices

b. Work with Division Service Planning Management to review the
annual service line information

c. Provide proposed service line average length and cost to Corporate
Development each February for review and approval

http://home.swgas.com/Cpp/sp9200.htm
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E-3. Service Planning Management (Arizona Divisions)

a. Work with Revenue Requirements to review the annual service line
information

E-4. Corporate Development

Review justification with Revenue Requirements

b. If no change to the model is required, provide notification to Billing
Control

NOTE: This completes the annual service line average length
and cost change process.

If a change to the model is required, route the approved service
average length and cost inputs to Billing Control.

line

E-5. Billing Control

a. Access the current model on the Info ret, and create a test version
using appropriate naming convention.

b. Input applicable data into the Standard Amounts worksheet, verify the
accuracy, update documentation comments, and protect the worksheet.

c. Forward the updated, protected model test version to Revenue
Requirements for verification.

E-6. Revenue Requirements

a. Verify and test Billing Control inputs for service line average length
and cost changes.

b. Unprotect the current Release Notes worksheet.

Enter current version comments into the Release Notes worksheet
and protect worksheet.

d. Route to Corporate Development for final approval.

http://home.swgas.com/Cpp/sp9200.htm
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E-7. Corporate Development

a. Review and approve the updated, protected model test version and
notify Revenue Requirements of approval.

b. Ensure that all worksheets in the model are adequately protected.

c. Rename tested and verified version of model to production version
using appropriate naming convention.

d. Forward approved production version of model to Billing Control for
placement into production environments.

E-8. Billing Control

a. Call the Help Desk to open a change request to move the model into
production.

NOTE 1: The parent change request will consist of two activities
- one to attach the new version to WMS (for Operations
Systems Support) and one to place the new version on the
Info ret (for Customer Assistance Support and Training)

NOTE 2: The new version will be the current model, and the
replaced version will be added to the historical versions for
control purposes

E-9. Operations Systems Support (OSS)

a. Receive ARS activity ticket to place new version of model in WMS
attachments area

b. Schedule new version to be attached to WMS

NOTE: Change should be coordinated with Info ret change for
same production release date

Close activity in ARS and notify Billing Control

d. Add new version to notification e-mail

http://home.swgas.com/Cpp/sp9200.htm
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E-10. Customer Assistance Support and Training (CAST)

a. Receive ARS activity ticket to place new version of model on Info Net
(Online Manuals)

b. Schedule new version to be placed on Info ret

c. Add new version to page and move old version into previous version
section

NOTE: Change should be coordinated with WMS change for
same production release date

d. Close activity in ARS and notify Billing Control

E-11. Billing Control

a. Maintain an accurate notification list

b. Notify departments (key management and user departments and
Corporate stakeholders) of production version model release

Close the parent change request

E-12. Service Planning Management (Arizona Divisions) and Key Account
Management (KAM)

a. Notify department employees each time the model is updated

PROCEDURE F--Model Modifications

NOTE; Modifications to the model that result in changes, additions, and/or
deletions to the Standard Amounts worksheet or the ACC Authorized Rates
worksheet and data therein will be subject to the appropriate processes set forth
in Procedures c. D. and E

F-1. Key Account Management (KAM), Revenue Requirements, Service
Planning Management, Corporate Tax, or Treasury Services

http://home.swgas.com/Cpp/sp9200.htm
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a. Determine that a modification is necessary.

b. Provide data and information regarding modification request to
Revenue Requirements.

F-2. Revenue Requirements

a. Consult with Treasury Services to review and conduct analysis of
modification, determine impact to the model, and determine if a change
to the model is required.

b. Route proposed model changes, including justification, to Corporate
Development for review and final approval.

F-3. Corporate Development

a. Review the proposed model changes and notify Revenue
Requirements of decision

b. Determine the timing of the proposed modifications

F-4. Revenue Requirements

a. If changes are required for the Standard Amounts worksheet or the
ACC Authorized Rates worksheet within the model, request unprotected
version from Billing Control

b. If no changes are required for the Standard Amounts worksheet or the
ACC Authorized Rates worksheet, access the current model on the
Info Net create a test version using appropriate naming convention, and

Procedure F-6proceed to

F-5. Billing Control

a. If contacted by Revenue Requirements for an unprotected version of
the Standard Amounts worksheet or the ACC Authorized Rates
worksheet, access thecurrent model on the Info Net, and create a test
version (unprotected) using appropriate naming convention

b. Forward the unprotected version to Revenue Requirements

http://home.swgas.com/Cpp/sp9200.htm 4/25/2008
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F-6. Revenue Requirements

a. Modify the test version model.

b. Verify and test the updated model. Document and maintain results in
accordance with department practices.

Enter current version release notes in the Release Notes worksheet
and protect worksheet.

d. Route the model test version to Billing Control if changes were made
to the Standard Amounts worksheet or the ACC Authorized Rates
worksheet

e. If changes were not made to the Standard Amounts worksheet or the
ACC Authorized Rates worksheet, protect the model and route to
Corporate Development for final approval

F-7. Billir\£l Control

a. If changes were made to Standard Amounts worksheet or the ACC
Authorized Rates worksheet, verify changes, update documentation
comments, and re-protect the worksheets. Rename the model using
appropriate naming convention

b. Route protected model to Corporate Development for final approval

F-8. Corporate Development

a. Review the updated, protected model test version and notify Revenue
Requirements and Treasury Services of approval

b. Ensure that all worksheets in the model are adequately protected

c. Rename tested and verified version of model to production version
using appropriate naming convention

d. Forward approved production version of model to Billing Control for
placement into production environments

F-9. Billing Control

http://home.swgas.com/Cpp/sp9200.htm
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a. Call the Help Desk to open a change request to move the model into
production.

NOTE 1: The parent change request will consist of two activities
- one to attach the new version to WMS (for Operations
Systems Support) and one to place the new version on the
Info ret (for Customer Assistance Support and Training).

NOTE 2: The new version will be the current model, and the
replaced version will be added to the historical versions for
control purposes.

F-10. Operations Systems Support (OSS)

a. Receive ARS activity ticket to place new version of model in WMS
attachments area.

b. Schedule new version to be attached in WMS.

NOTE: Change should be coordinated with Info ret change for
same production release date

c. Close activity in ARS and notify Billing Control

d. Add new version to notification e-mail

F-11. Customer Assistance Support and Training (CAST)

a. Receive ARS activity ticket to place new version of model on Info ret
(Online Manuals)

b. Schedule new version to be placed on Info ret

Add new version to page and move old version into previous version
sector

NOTE: Change should be coordinated with WMS change for
same production release date

d. Close activity in ARS and notify Billing Control

http://home.swgas.com/Cpp/sp9200.htm
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F-12. Billing Control

Maintain an accurate notification list.

b. Notify departments (key management and user departments and
Corporate stakeholders) of production version model release.

Close the parent change request.

F-13. Service Planning Management (Arizona Divisions) and Key Account
Management (KAM)

a. Notify department employees each time the model is updated.

F-14. Key Account Management (KAM), Revenue Requirements, Service
Planning Management, Corporate Tax, or Treasury Services

a. If a problem or issue is identified with the new version, notify Revenue
Requirements directly. (Changes will be made as required, repeating the
above change process.)

Reference

Other

Action Request System (ARS)

Arizona Gas Tariff

Incremental Contribution Method (ICE) Model

Online Manuals

Work Management System (WMS)

* * *

http://home.swgas.com/Cpp/sp9200.htm
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony

of
Jerome T. Schmitz

7 I. INTRODUCTION

13 Q. 3

Please state your name and business address

My name is Jerome T. Schmitz. my' business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002

Please briefly describe your background and experience

My background and experience is attached as Appendix A

Did you sponsor direct testimony on behalf of Southwest

Corporation

proceeding

No

Gas (Southwest o r the Company) i n this

What is the purpose of your prepared written rebuttal

testimony

The purpose of my prepared rebuttal testimony is to

respond to specific aspects of the direct testimony

presented by Arizona Corporation Commission Utilities

Division Staff (Staff) witness Mr. Corky Hanson regarding

the concerns Pipeline Safety has relating to the costs

and reasons for replacing the gas distribution system in

subdivisionthe Manors ("Manors") i n Yuma My

Hanson Direct, p. 1, ins. 21-23

Form No. 155.0(03/2001)Word



testimony and that of Company witness Robert Mashas will

also address Mr. I-1anson's recommendations related t o

Q. 5 Did

Staff's proposal to disallow all gas plant required to

replace approximately 50-year old pipe in the Manors

subdivision in Yuma, Arizona (Yuma Manors).

to supportexhibits your rebuttal

A. 5 Yes.

you prepare

testimony?

I prepared the exhibits identified as Rebuttal

Exhibit No. (JTS-1) through Rebuttal Exhibit No. (JTS-

3)

STEEL DISTRIBUTION PIPE

Q. 6 How would you characterize Mr. Hanson's statement that

corrosion i s one o f the leading causes o f

A. 6

pipeline failures?

Mr. Hanson's statement i s and

incident

vague misleading.

Furthermore, it is not representative of recent national

data for distribution o r

Arizona.

gas systems,

Southwest's leakage data for its distribution system in

representative of thealso i s not risk

associated with corrosion on distribution systems i n

Q 7

1

2

3

4

5

6

7

8

g

10

11 II.

12

13

14

15

16

17

18

19

20

21

22

23

24 A 7

general.

When were the federal pipeline safety regulations amended

to include corrosion protection requirements?

The federal pipeline safety regulations, adopted by the

US Department of Transportation (USDOT) , Title 49 Code of

Federal Regulations, Part 192 (49 CFR 192) were amended

Form No. 155.0 (03/2001) Word



i n June 1971 t o include Subpart I, which contains the

Q- 8

A. 8

No are

corrosion. protection requirements. The requirement to

protect steel gas distribution piping installed prior to

August 1, 1971 with cathodic protection did not go into

effect until August 1976.

What does Southwest's leak data show regarding corrosion

compared to other leak causes in Arizona?

In Arizona, corrosion accounts for only 14.2% of the

total leaks by cause for the period 2003-2007 (Exhibit

Leaks caused by excavation damages

statistics

(JTS-1).

nearly three greater.

consistent with national numbers.

times These are

Q. 9 Has Southwest had any USDOT reportable incidents caused

by corrosion in Arizona during the last 5 years (2003-

2007)?

A. 9 No.

Q. 10 What information do you rely upon in support of your

answer?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A. 10 First, Southwest' s own leakage data for its distribution

As noted above. corrosion is not asystem in Arizona

leading cause of pipeline leaks as excavation related

damages dwarf corrosion damage by nearly three times

Second, ofDepartment

Pipeline and Hazardous Materials Safety Administration

(PI-IMSA) commissioned Allegro Energy Consulting (Allegro)

to analyze reporting information and produce a report to

the US Transportation (USDOT)

Form No. 155.0(03/2001)Word



report,

Systems: Understanding the Hazards, Apri l  2005" provides

guidance to PHMSA as to how many pipeline safety issues

can be addressed from a risk-based perspective in PHMSA's

examine this very issue,

"Safety Incidents

among many others.

on Natural Gas

Allegro's

Distribution

Program.

collected

external corrosion I

anticipated Distr ibut ion Integri ty Management

Al l egro's report, which was based on data

nationally, indicated in particular the following:

"...only 3% of gas dist r ibut ion incidents reported

to USDOT were caused by Corrosion , a l l of i t

This i s a marked departure

from the situat ion with other types o f  p i pe l i ne

transmission andsystems gas

pipelines, where corrosion is one of the leading

causes of reportable incidents. It is interesting

such a s

that the reason for this difference does not seem

to l i e in

services that

the use of polyethylene mains and

corrode. Evendo not i n steel

assets, corrosion accounts for less than 4% of

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 the reportable incidents for gas dist r ibut ion

On e factor is that corrosion leakssystems l

while plentiful

kindthe of

can usually .be repaired without

that make ii;

incident.

consequences

Another consideration i sreportable

that the pipe

diameter lines is relatively greater than i t is

wall thickness o n these small

Form No. 155.0(03/2001) Word



they

maintain structural integrity for regular use.)

for larger diameter transmission lines, providing

an extra margin of safety before a corrosion pit

fa i l s . (If the small diameter lines had the same

ratio of wall thickness to diameter as the larger

todiameter lines would b e too thin

[Emphasis added. ]

YUMA MANQR DISTRIBUTION PIPE8 III.

g

10

Q. 11 Please provide a brief summary of the history of the gas

distribution pipe in the Yuma Manors subdivision

11 The system operates at or below 27 psig. Most of the

steel mains and services were installed between 1954 and

1958 by Arizona Public Service Company (APS) . The system

had no cathodic protection fol lowing ins ta l l a t i on un t i l

September 1982 at which time a ground-bed and recti fier

was instal led, which provided cathodic protection to the

system. Southwest acquired this system when it purchased

the APS gas properties in 1984. In Apri l  1991, Southwest

replaced the old rec t i f i e r  w i th a new rec t i f i e r at the

same site using the existing ground-bed

In February 2004, Southwest's Technical Service personnel

determined that the ground-bed was no longer effective

and a work plan to replace the ground-bed was initiated

The rectifier was returned to operation again in January

Fom No. 155.0 (03/2001) Word



Q. 12 Why did Southwest elect to install a ground bed and re-

energize the rectifier in February 2004?

A. 12 As a prudent and safe operator,

federal

Southwest strives t o

comply pipeline safety

regulations. At the time, the installation of an anode

with state and

ground bed was the most cost-effective way to maintain

the safety o f the system and comply with those

Q.

regulations.

13 What was Southwest's intent with the installation of the

A.

ground bed?

13 It was Southwest's intent to maintain a safe and reliable

Q.

system in compliance with pipeline safety regulations.

14 Was it Southwest's intent to extend the service life of

A.

the Manors system for 20 years?

14 Not directly. As previously stated, it was Southwest's

maintain safeintent t o a and reliable system i n

with Any

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

compliance pipeline safety regulations.

extension of service life to pipe of this vintage is a

possible consequence of actions done to remain compliant

with pipeline safety regulations. long-term

effect on the service life of the pipe due to the

replacement of the ground bed is uncertain. As such

Southwest continues to assess its distribution systems to

the The

annually determine the need for replacement, regardless

when f facilitieso f cathodic protection have been

installed

Form No. 155.0 (03/2001) Word



Q. 15 Staff contends that had Southwest connected the rectifier

correctly the Yuma Manors distribution systems had

significant remaining life that could have been extended,

A.

do you agree?

15 No. Mr. Hanson is making too many assumptions to arrive

A pipel ine does not operate i n  a

l i ke

a t  h i s conclusion.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

constant laboratory setting,

standard temperatures and conditions, so it is difficult,

environment, a a t

i f not impossible, to predict any remaining l i f e for a

pipel ine after i t has served i t s average useful service

l i f e , as was the case with the Yuma Manors system. In my

opinion, given the age of the pipe, the type of coating,

the lack of cathodic protection for approximately the

f i r s t 25 years of i t s existence, this system would have

been a candidate for replacement any time i n the near

future . Mr. Hanson has provided no studies or other

evidence to support his conclusion that the pipe "had

significant remaining life" or "could have last for many

more years

Q. 16 What process does Southwest use to determine the need for

main and service replacements?

20

21

22 A 16 Main and service replacements are generally determined

through the distr ibution integr i ty management po l i c i es

and procedures, which Staff has reviewed on an annual

i sbasis . This a risk-based process,

o f

which includes

such as type and age pipe ; operating

Form No. 155.0 (03/2001) Word



1

2

pressure; pipe coating; leakage; class location of pipe

(proximity t o buildings) ;

potential for external damage; so i l conditions; cathodic

pipe condition; pipe cover;

protection system customer (s )

served; e tc . Th is  does  no t  p rec lude rep lacement  o f  ma ins

a n d  s e r v i c e s  f o r  c o n d i t i o n s found  tha t  a re  an  immed ia te

effectiveness; type o f

8 Q.

public safety concern

17 Why did Southwest initiate the replacement in the Yuma

9 Manors?

10 A 17 In early 2007, Southwest observed an unusual increase in

leakage. At the time, the cause of this increase was not

known to Southwest 2 As a prudent operator, Southwest made

the decision to replace the steel pipe i n concert with

Southwest's policies procedures

Southwest felt was an immediate public safety concern

and to address what

which

Southwest evaluated which steel' needed replacement, and

actioncould remain i n service An was

(See Exhibit No

Construction resources immediately

plan

instituted during the replacement process to make sure

that public safety was maintained.

(JTS-2))

mobilized to expedite replacement

replacement work started on January 22,

the p ro j ec t

2007 and was

completed on April 14, 2007

Many compelling factors, including age of the system

piping (1950s vintage) , pipe coating type ( ta r ) , p r i o r

It was later learned by Southwest that an employee had incorrectly installed
the rectifier, which likely contributed to the increase in leakage

Form No. 155.0 (03/2001) Word



maintenance periods

cathodic protection, leakage and general public safety

concerns, were considered in the decision to replace the

history, which included without

Q. 18

pipe .

Was all the steel pipe serving Yuma Manors replaced by

Southwest?

A. 18 No.

Q. 19 you replace

distribution piping in the Yuma Manors to be prudent?

Some 4-inch steel pipe serving the Yuma Manors was

checked at tie-in locations during replacement work and

left in service, as the condition of this pipe and its

coating were found to be good.

decisionDo consider the t o the gas

A. 19 Yes .

Q. 20 Does Mr. Hanson also believe that the decision to replace

the

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

A. 20

gas distribution piping in the Yuma Manors was

prudent?

Yes. In his response to Southwest Data Request 2.4, Mr.

Hanson indicates that the decision to replace the piping

in the Yuma Manors was prudent. However, Mr. Hanson

qualified his response by further noting that "but only

after SWG reversed polarity on the rectifier creating the

the system ofneed replace

replacement, both Mr. Hanson and Mr. Bohnenkamp visited

the site and agreed that the actions that were being

t o At the t me the

Q. 21

taken by the Company were appropriate

Was the Yuma Manors part of what Mr. Hanson refers to as26

27

Form No. 155.0 (03/2001)Word



"...the Company's f allure to conduct CP monitoring in

2006"?

21 No. The Yuma Manors system was monitored in 2006 Rebuttal

Exhibit No.

Q. 22

(JTS-3).

Do you have any other comments regarding Mr. Hanson's

recommendation?

A. 22 Yes. First, when a new ground bed was installed and the

rectifier was reenergized in January 2006, it was not

known what condition the pipe was in at that time.

the information Southwest had available to it at that

Given

necessary •

1

2

3 A.

4

5

6

7

8

g

10

11

12

13

14

time, it determined that replacement of the pipe was not

It very well could have been on the verge of

time, Hanson

disregards this f act and other facts that are known when

f allure at that n o one knows I Mr .

he speculates as to how much longer this pipe may have

lasted before it needed replacement For example, most

of this pipe was over 50-years old, approximately 25

years of which did not include cathodic protection

Second, contrary to Mr. Hanson's testimony and responses

data oft o requests Company replacement

approximately 50-year old pipe results in an improvement

to the Yuma Manors d i s t r i bu t i on system, which has an

associated extension of use fu l l i f e to the system or

the

betterment value. As previously noted, it is speculative

to ascertain the remaining life of the pipe that was

However, given the facts that are known, thisreplaced

Form No. 155.0 (03/2001) Word 10



well could have been a candidate forpipe very

replacement

contrary, I can say with a reasonable degree of certainty

that the replacement pipe should last 40 or more years.

Had this been ten or fifteen year old steel pipe that had

been catholically protected I could better appreciate Mr.

Hanson's recommendation.

any t me in the near future . T o the

Even then, as Company witness

Mashas states in his rebuttal testimony, regardless of

thethe cause for the need t o replace the

Q. 23

pipe,
Commission has historically always given the uti l i ty a

betterment (or life extending) value associated with the

replacement pipe. Accordingly, given the f acts that are

known by the parties surrounding this particular pipe,

there is simply no support for a disallowance of the

entire cost of the distribution pipe.

Are you aware of any previous Commission orders relating

to the treatment of vintage pipe as i t is removed from

service?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

A. 23 I am aware of several Commission determinations related

to this issue, which Company witness Robert Mashas will

address in further detail

Q. 24 What concerns do you have regarding the potential effect

such a disallowance,

22

23

24 Hanson, may

investment decisions?

have o n

such as the one proposed by Mr

relating utilitydecisions t o

26
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A. 24 I am concerned that such a disallowance may result in

optimum decisions

replacement decisions are being made. This  i s  espec ia l l y

true on a long-term asset that has served or exceeded its

expected service l i f e , and i s e l i g i b l e for retirement.

Such a disallowance sends the wrong policy message and

seems to encourage operators to consider pursuing minimum

investments, perhaps by spending only maintenance funds,

instead of making larger long-term investments tha t  w i l l

provide long-term benefits to customers and the Uti l i ty' s

less than when maintenance versus

system.

Does this conclude your testimony?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

Yes, it does.
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SUMMARY OF QUALIFICATIONS
Jerome T. Schmitz. P.E

Jerome T. Schmitz is the director/Engineering Staff for Southwest

Gas Corporation (Southwest) He directs and coordinates support

to five operating divisions for pipeline safety code compliance

distribution integrity management; material specifications and

approval; environmental compliance; proper energy measurement

pipeline cathodic protection; project design; and the training

and qualification of technical services personnel

Schmitz joined Southwest in 1989 as an engineer in Phoenix. He

was subsequently promoted to distribution engineer in 1991

distribution engineer/Compliance and Operations Audit Staff in

Engineering Staff later that year; supervisor/Engineering in the

Central Arizona Division in 1993; manager/Operational Quality

Assurance for Engineering Staff i n 1998; and director/Gas

Operations Support in 2003. He holds a bachelor of science degree

in Genetics from the University of California, Davis, and a

bachelor of science degree in Mechanical Engineering from Arizona

State University. He is a registered Professional Engineer in the

State of Arizona with a proficiency in Mechanical Engineering

and is certified as a Quality Auditor with the American Society

for Quality He also served on the Distribution Integrity

Government Industry Team (DIGIT) that oversaw the production of
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the A m e r i c a n G a s Foundation r e p o r t I Safety Performance and

I n t e g r i t y o f t h e N a t u r a l G a s D i s t r i b u t i o n I n f r a s t r u c t u r e . In

addition, he served on the Risk Control Practices Group of the

Distribution Integrity Management Quality Action Team sponsored

by the Pipeline and Hazardous Materials Safety Administration

(PHMSA) 1 These groups were designed to collect and analyze

available information and to reach findings and conclusions to

inform future w o r k by the PHMSA relative to implementing

integrity management principles for gas distribution pipelines .

Schmitz currently serves as a member o f the ASME B31Q

Qualification of Pipeline Personnel Technical Committee. He also

serves on the AGA Distribution and Transmission Engineering

Committee as well as the Operations Safety Regulatory Action

i

Committee .
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JERQME T I SCHMITZ

7612 Grassy Bank Street
Las Vegas, NV 89139

Home
Work

(702)
(702)

492-1412
364-3263

Work Experience
2004- Director/Engineering Staff, Southwest Gas Corporation, Las

Vegas, Nevada
Direct the Company's design and standards, pipeline safety
compliance, distribution integrity management program,
environmental programs, measurement, regulation,
instrumentation and corrosion control technical skills
training, retrial specifications, and technical services
and engineering-related policy and procedures manuals.
Prepare budgets, hire and train personnel and coordinate
department activities to meet corporate strategic goals.

2003-2004 Director/Gas Operations Support Staff, Southwest Gas
C o r p o r a t i o n , L a s  V e g a s , N e v a d a

Directed the Company's technical skills training,
Qualification training and testing, tool and
e v a l u a t i o n s , o p e r a t i o n s - r e l a t e d p r o c e d u r e s

I n c i d e n t M a n a g e m e n t S y s t e m a n d o p e r a t i o n o f a

t h e - a r t  e m e r g e n c y  r e s p o n s e  t r a i n i n g  f a c i l i t y .

Operator
equipment

m a n u a l s  I

s t a t e - o f -

1998-2003 Manager/operational Quality Assurance, Southwest Gas
Corporation, Tempe, Arizona
Managed a department that develops and conducts
operational quality assurance reviews and customer
supplier quality audits. The department provides an
independent and objective assessment of the level of
quality associated with the Company's gas operations and
guides corporate quality improvement activities.

1993-98 Southwest Gas Corporation,Engineering Supervisor,
P h o e n i x , A r i z o n a

Supervised the activities
including New Business,
Planning, Special Projects,
Replacement I

of various engineering groups
Franchise, Code Compliance,
System Improvement and Pipe

1991-93 Distribution Engineer/code Compliance,
Corporation, Las Vegas, Nevada
Monitored external pipeline safety audits and conducted
internal audits of natural gas transmission, storage and
distribution f facilities to evaluate the level of
c o m p l i a n c e w i t h f e d e r a l a n d s t a t e r e g u l a t i o n s a n d Comp a n y

s t a n d a r d s P r o v i d e d i n t e r p r e t a t i o n s o f r e g u l a t o r y c o d e s

a n d  c o d e - r e l a t e d  s t a n d a r d s f o r  g a s  o p e r a t i o n s  p e r s o n n e l

S o u t h w e s t Gas
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1989-91 Engineer , Southwest Gas Corporation, Phoenix, Arizona
Completed a year-long training program in all aspects of
natural gas operations including customer service,
construction, engineering, system planning, measurement,
regulation and corrosion control. Supervised an
engineering group for one year designing new
installations, system improvements and other projects.

1983-85 Site Coordinator (Administrator), Central Texas College,
Fort Greyly, Alaska
Represented Central Texas College and oversaw all
educational contract obligations including two-year degree
programs, military specialty courses and the operation of
a library, testing center and learning resource center at
a remote military post. Hired, trained and supervised all
site personnel; counseled students; and prepared all
administrative and financial reports for the operation of
the satellite campus.

Education

1988,

Arizona State University, Tempe, Arizona
Bachelor of Science in Engineering, Mechanical Engineering,
sumxna cum laude

Servite High School,University of California, Davis
Anaheim, California

Bachelor of Science, Genetics, 1981 Valedictorian, 1977

Registered Professional Engineer, Mechanical Engineering,
Arizona, Certificate Number 28206

Awards, Organizations and Interests
National Society of Professional Engineers, Southern Nevada
Chapter Member, Central Arizona Chapter President (2000-2001);
American Gas Association, Distribution and Transmission
Engineering Committee Member and Operations Safety Regulatory
Action Committee Member; American Society of Mechanical
Engineers, Member and ASME B31Q Qualification of Pipeline
Personnel Technical Committee Member; American Society for
Quality, Senior Member and Certified Quality Auditor; National
Engineers Week Future city Competition, Phoenix Region Co
coordinator (1998-2003) 2002 Chairman's Award National
Engineers Week (Phoenix, Arizona) ; Distribution Infrastructure
Government Industry Team (DIGIT) Member: Distribution Integrity
Quality Action Team Member; and President of Board of Directors
for Academy for Learning
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Febmary 23, 2007

Mr. Robert Miller
Supervisor of Pipeline Safety
Office of Pipeline Safety
Arizona Corporation Commission
2200 N. Central Ave. Suite 300
Phoenix, AZ 85004

Delivered2/23/07 RRC

Leaks and Evacuations, Yuma Manors, Arizona
Informal Data Request - Amendment to Item REM 1.5

Dear Mr. Miller

Southwest Gas Corporation (Southwest) respectfully submits the attached Amendment to
Attachment # ACC - REM 1.5 in the Southwest Response to the Arizona Corporation
Commission Staffs Data Request on the leaks and evacuations in Yuma, Arizona that
occurred during January and February, 2007. The amended portion is contained in the
Manors System Improvement Project (MSIMP) ACTION PLAN attachment, Page 1 of 2
section subtitled "Leak Sulvey". I have bolded and highlighted the amended portion of the
attached Plan for your convenience. All other data in the response remains the unchanged

Please let me low if you have any questions. I can be reached at 602-525-4787

Sincerely

Robert Clarillos
Administxator/Compliance/Arizona
Engineering Staff

Attachment

Galen Denio

Re:

5241 Spring Mountain Road I Las Vegas, Nevada 89150-0002
P.O. Box 98510 1 Las Vegas, Nevada 89193-8510 I (702) 878901 1

www.swgas.com
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ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OF DATA REQUESTS

SOUTHWEST GAS CORPORATION
YUMA DISTRICT LEAKAGE

ATTACHMENT # ACC-REM 1 .5
AMENDMENT TO ACTION PLAN
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Manors System Improvement Project MSIMP)
ACTION PLAN

Purpose
The Manors System Improvement Project is being performed as a result of corrosion leakage
identif ied on l950's vintage steel main and service witibin the Manors Subdivision in Yuma
Arizona. This Action Plan places into motion the rapidand systematic replacement of steel main
and service pipe to eliminate the potential of ligature corrosion leakage within the corrosion
control area (s) currently served by rectifier system Y-18

Location
The system boundaries are: west: Arizona Avenue; east: Engler Avenue, north: Morrison
avenue; and south: 26"1 Place. The area is primarily comprised of single family homes, a trailer
park, and a few adjacent apartment complexes and small businesses

Scope of Project
Replacement or abandonment of 36,690 feet of main and 545 services as follows

Abandon
Install

32.650 feet of 4999 2"* gIld l%" steel
35.340 feet of 4" 8nd 297 PE 8100

1.350 feet of 2" steel
Service

Abandon 406 - %" steel
139 - W' plastic
545 _ w' PE 8100

Schedule
I t is the intent of this plan to provide adequate manpower and material to accomplish design and
replacement of the existing steel facilities described above on or prior to the target date of April

Implementation
To accomplish the aggressive replacement schedule, the design and installation of the project
will be completed in approximately 9 phases of similar size. By dividing the project into phases

The
entire design process is anticipated to take approximately 4% weeks to complete, with
approximately 2 phases of design completed each week

replacement work can commence on the early phases while later phases are being designed.

Design - Phased design process will be completed by Yuma District engineering technician

Construction - To accomplish work in rapidorder, a temporaryparallel construction work group
will be staffed to provide supervision, inspection, construction crews, and, clerical support to
process necessary Blue Stake requests, permits, traffic control and documentation

ay the at1ds8rvic6
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Manors System Improvement Project (MSIMP)
ACTION PLAN

time, the survey cycle for the remaining steel takes approximately 8 days). The leak survey
cycle will then continue to repeat itself upon any remaining steel until all steel •
subdivision affected by the rectifier and ground bed in question has been replaced. At that
point, this specialized leak survey will end.

111 the
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Southwest Gas Corporation - Work Management
WR Work Activity Report Rebuttal Exhibit No.__(JTS»8)

Sheet 4 of 8Report Run on May 7, 2008 09:12:23 A M

Service Address | |
City, State, and Zip Yuma,Az
LocamiorVCross Street
WR Name CATHODIC PROTECTlON PIPE TO SOIL SYSTEM

Nature of Request
WR Type ISPCP-INSPECTION CP

AC Code DANNLPPESOILSFIV » CATHODIC PROT PIPETOSOIL SYS
Operating District 48-YUMA

Crew I-Ieadquarter 6975T-YUMA TECH SERVICES
WR Owner YBARRA. SAMUEL EDWARD

I 48DCP0000833 I I I wm Number 212686

Atlas 4090230082

Construction Complete Date 02/28/2006

Reporting Complete Date 01/29/2007
Tile x-300y618

Wi-BUllt4l3E¥PI?9[

P18 #1 Tax Oodo INVALID CODE

Faolllty Action Facility Type

GD*GOUQ CU Description

Ace: # ea701e99 c o n u w o r

Faclllty ID 48DCF0000838

ACT  CNF Jiiilhll ; Retire Material Labor AmoUnt

LABOR ¢ MAINS (SWG ONLY)

Total amount for this Point/Span

Total amount in As-Built Level

MATL INVESTIGATION PROJECT PROGRAM NO

Approved Y Procedure Code DPSSYSTEM DPSSYSTEM - 48DCP0000833

x Coordinate

Y Coordinate

Gas Latitude

Gas Longitude

Executed On

GAFiCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANOEF\ F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

: `850TEsTl?pT

Executed On [By

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

AIIIIIIIIB Zone

[Dr-

RECTIFIER READ TAKEN

DC VOLTAGE HEAD

ac CURRENT READ

p/s POTENTIAL

PIS EVALUATION

In 11

TEST POINT HEAD

ON AS FOUND pis READ

PIB EVALUATION

Iyp6f=AlD;

TEST POINT READ

ON AS FOUND p/s READ

p/s EVALUATION

Executed On¢ a v
GARCIA. ALEXANDER F

GARCIA ALEXMNDER F

GA°\FlClA. MLEXANDER F

Report  Run By  DENIO, GALEN D

.BECTIFIEB

550TES;TPT



. 3. . ;
TEST pblrrr""hEAo

SMegiflunmlcilon..
TEST POINT REAI\D

TEST po1lilT nEAo

Step lnstruotlt§h
TEST POINT READ

Tile

ON AS FOUND P/S HEAD

ON AS FOUND P/S READ

ON AS FOUND P/S READ

Altitude Zone

Component Type & iD

Component Type a. ID 850TESTPT

ON AS FOUND P/S READ

Approved
Atlas

Step lnstruct ian

Step Instr

P/S EVALUATION

P/S EVALUATION

P/S EVALUATION

Component Type & ID 850TESTPT

ON AS FOUND P/S READ

P/S EVALUATION

. lngtruction

TEST POINT HEAD

Component 84 ID 850TESTPT

P/S EVALUATION

S t e p

ON AS FOUND P/S HEAD

P/S EVALUATION

m o BSOTESTPT

& I D 85QTESTPT

8¢ ID BSOTESTPT

Procedure Code DPSSYST EM ..

850TESTPT

Southwest Gas Corporation - Work Management*
WR Work Activity Report

Y Coordinate

x Coordinate

Report Run on

YES

YES

YES

YES

Result

YES

Resu l t

Resu l t

PASS

PASS

PASS

Resul t

Resu l t

YES

PASS

pAss

Result

PASS

1 19

1 84

1 so

1 41

122

1 89

May 7, 2008 09:12:23 AM

118295

11B297

02/28/2006

02/28/2006

02/28/2006

02/28/2006

02/28/2006

02/28/2006

02/28/2006

02/2a.¢200e

02/28/2006

02/28/2006

Executed Qr

02/28/2006

02/28/2006

02mw006

02/28/2006

Executed On

Executed On

. F a d I I §

Surv ey Area

Executed  On

Executed  On

02/28/2006

02/28/2008

Executed On

02/28/2006

02/28/2006

Gps Latitude

Gas Longitude

GAF4clA, ALEXANDER F

B y
GARCIA, MLEXANDEFI F

GARCIA, ALEXANDER F

GARCIA. ALEXANDER F

GARCIA, ALEXANDER F

GAFlclA. AHEXANDEFI F

GARCIA. ALEXMNDEFI F

GARCIA, ALEXANDER F

GARCIA, ALEXANDER F

GARCIA, ALEXMNDER F

B y
GARCIA, ALEXANDER F

GARCIA, ALEXANDER F

GARCIA. ALEXANDER F

GARCIA, ALEXMNDER F

B y
GARCIA, ALEXANDER F

GARCIA, ALEXANDER F

GAFxclA. ALEXANDER F

DPSSYSTEM - 4806 p00008a3"

B y

FlebuttaI'Exhibit No.__(JTS-3)
Sheet 5 of 8

Comments

Comments

Comments

Comments

Comments

2686

TEST POINT new

Executed On B y

GARCIA. ALEXANDER F

ON AS FOUND P/S R540 GARCIA. ALEXANDER F

P/S EVALUATION GARCIA ALEXANDER F

850TESTETg@,|I!p9rpy4:|;ypg-%=-In

lll¢u.!l¢m9n
TEST POINT nana

Exe¢uted On B Y
GARCIA. ALEXANDER F

ON AS FOUND P/S READ GARCIA. ALEXANDER F

P/S EVALUATION GARCIA. ALEXANDER F

Report RunBv DEn lo, GALEN D

Q •
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Southwest Gas Corporation - Work Management
WR Work Activity Report Rebuttal Exhibit No._(JTS-3)

Sheet 6 of 8Report  Run on May 7, 2008 09:12:23 AM :see

Approved

Atlas

Y Procedure Code DPSSYSTEM DPSSYSTEM . 48DCP0000833

Altitude Zone

X Coordinate

Y Coordinate

Facility

Survey Area

Gas Latitude

Gps Longitude

118301

Result Executed On B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA, ALEXANDER F

Comments

02/28/2006

02/28/2006

02/28/2006

118302

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Result Executed On B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

02/28/2006

02/28/2006

02/28/2006

118803

Result Executed On Comments

Component Type 8¢ ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

02/28/2006

02/28/2006

02/28/2006

B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND PIS READ

P/S EVALUATION

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type 8¢ ID 850TESTPT

Step Instruction

TEST POINT HEAD

ON AS FOUND P/S READ

P/S EVALUATION

Result By
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Result

Executed On

02/28/2006

02/28/2006

02/28/2006

118305

Executed On

02/28/2006

02/28/2006

02/28/2006

118306

Executed on

02/28/2006

02/28/2006

02/28/2006

118307

Executed On

02/28/2006

02/28/2006

02/28/2006

118308

Executed On

02/28/2006

02/28/2006

02/28/2006

B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Report  Run By DENIO, GALEN D Page a of  5



Southwest Gas Corporation - Work Management

we Work Activity Report Rebuttal Exhibnno.-(JTs.3)
Report Run on Sheet 7 of 8May 7. 2008 09:12:23 AM 212686

Approved

Atlas

Y Procedure Code DPSSYSTEM DPSSYSTEM ¢ 48DCP00008S8

x Coordinate

Y Coordinate

Facility

Survey Area

Gps Latitude

Gas Longitude

Result »By
GARCIA. ALEXANDER F

GARCIA, ALEXANDER F

GARCIA ALEXANDER F

Comments

Altlmdo 2000

Qnmpo1rgpt &. IDt.

TEST POINT READ

ON AS FOUND P/S HEAD

P/S EVALUATION

;rypi¢.&: ID

TEST POINT memo

ON AS FOUND p/s HEAD

P/S EVALUATION

Result

118300

EmtscutndQnw
0212012000

0212812008

021281200e

118310

El00CI.l\1l¢IOl1=.,...B y

GAFICIA ALEXANDER F

GARCIA, ALEXANDER F

GARCIA. ALEXANDER F

Comments

Result CommeNts
NO

BY
GARCIA. ALEXANDER F

a ID : 850l1?ESTPT

TEST POINT READ

a 'DL

TEST POINT REIIID

P/S EVALUATION

ON As FOUND P/S READ

Result ~Bv
GARCIA, ALEXANDER F

GARCIA, ALEXANDER F

GARCIA, ALEXANDER F

ComMentS

Result

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA ALEXANDER F

commentS

Result

Garza/aces

1133.121

0212a12006

118212

Ol' l

02r2a1200e

o2rzafaooe

oerzarzooe

4143313

O n .

Garza/zoos

oarzaraooe

0212012000

11B3fA£

Enacuua QU:

02/zefauoe

02!2812008

BY
GARCIA ALEXANDER F

GARCIA ALEXANDER F

GARCIA. ALEXANDER F

Cbllll1l6l1i8

11881

cairlpnnunulypa Ann;

TEST POINT READ

ON AS Found P/S HEAD
PIS EVALUATION

TEST POINT READ

ON AS FOUND P/S READ

P/S EVALUATION

lDi¢i856l€ESTP'1T

TEST POINT READ

Result Executed On -  B y

GARCIA. ALEXANDER F

GARCIA, ALEXANDER F

GARCIA_ ALEXANDER F

Comments

02/28/2006

02/28/2006

02/28/2006

1 8316

Result Executed On

ON As FOUND P/S READ

PIS EVJ\LUATlON

TESIT POINT HEAD NO 02/28/2006

q B y

GARCIA. ALEXANDER F

COMl'l1€l1IS
TEST POINT NO LONGER NEEDED

118817

Result Executed On ,=By

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Gémments
TEST POINT REM)
ON AS FOUND p/s HEAD

02/28/2008

02/28/2006

Report Run By DENIO, GALEN D

1.

5
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Southwest Gas Corporation - Work Management
WR Work Activity Report Rebuttal Exhibit No._(JTS-3)

Sheet 8 of 8Report Run on May 7, 2008 09:12:23 AM 686

Approved

Atlas

Y Procedure Code DPSSYSTEM DPSSYSTEM - 48DCP0000833

Altitude Zone

X Coordinate

Y Coordinate

Facility

Survey Area

Gps Latitude

Gps Longitude

850TESTPTComponent Type & ID

Step Instruction

P/SEVALUATION

Result B y
GARCIA. ALEXANDER F

Comments

Component Type & ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/SREAD

P/S EVALUATION

Result B v
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type & ID 850TESTPT

step Instruction

TEST POINT HEAD

ON AS FOUND P/S READ

P/S EVALUATION

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type 8: ID 850TESTPT

Step Instruction

TEST POINT READ

ON AS FOUND P/S HEAD

P/S EVALUATION

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

Comments

Component Type s. ID 850TESTPT

Step Instruction

TESTPOINT READ

ON AS FOUND P/S READ

P/S EVALUATION

Result B y
GARCIA. ALEXANDER F

GARCIA. ALEXANDER F

GARCIA, ALEXANDER F

Comments

850TESTPT

Result Comments
Component Type & ID

Step Instruction

TEST POINT READ

118317

Executed On

02/28/2006

118318

Executed On

02/28/2006

02/28/2006

02/28/2006

1 t8319

Executed On

02/28/2006

02/28/2006

02/28/2006

t 18820

Executed On

02/28/2006

02/28/2006

02/28/2006

118821

Executed On

02/28/2006

02/28/2006

02/28/2006

118322

Executed On

02/28/2006
B y

GARCIA, ALEXANDER F TEST POINT NO LONGER NEEDED

Action Uninstall
M MW
Component ID118311

Atlas

Manufacturer

X Coordinate

Characteristic

Component Type 850TESTPT

Address Yuma AZ

Serial Number

Y Coordinate

Original Value

Lot Number

Gps Latitud

New Value

Gps Longitude

Component ID118316 Action Uninstal\

Man ufacturer

x Coordinate

Characteristic

Component Type 850TESTPT

Address Yuma AZ

Serial Number

Y Coordinate

Original Value

Lot Number

Gps Latitud

New Value

Gas Longitude
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Southwest Gas Corporation
Docket no. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

Laura Lopez Hobbs

INTRODUCTION

1 Please state your name, business address, and position.Q.

A. 1 My name is Laura Lopez Hobbs. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002.

Q. 2

I am employed by Southwest Gas Corporation (Southwest or

the Company) as Vice President of Human Resources.

Did you sponsor direct testimony on behalf of Southwest

in this proceeding?

A. 2 Yes.

Q.

A.

3

3

witness for the

What is the purpose of your prepared rebuttal testimony?

The purpose of my prepared rebuttal testimony is to

respond to the direct testimony presented by Mr. Ralph

Smith, witness for the Arizona Corporation Commission

(ACC) Utilities Division Staff (Staff) , and Mr. Rodney

Moore, Residential Utility Consumer

their recommendationsOffice regarding

comments concerning the Company's Management Incentive

Program (MIP) , other stock-based compensation, and its

Supplemental Executive Retirement Plan (SERP) expenses.

(RUCO), and

SOUTHWEST' S POSITION ON INCENTIVE PAYMENTS

7 1.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 11.

27 Q. 4 Why does Southwest believe it should be allowed cost
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recovery of incentive payments

As discussed in my refiled direct testimony, Southwest's

incentive payments are calculated and paid to qualified

employees based on reliability, safety, cost-efficiency

and customer satisfaction targets directly related to the

provision of natural gas service I n order t o ensure

customers receive the most reliable and cost-effective

gas service, Southwest must attract, retain and motivate

a skilled and highly competent work force capable of

Mymeeting and even . exceeding customer expectations

analysis of compensation in the utility industry proxy

groups demonstrates that annual variable pay, in addition

to base pay,

plus annual variable pay is defined as total compensation

for the Company's qualified employees. Southwest's total

executive compensation is much less than the market

is standard in the industry Base salary

average and is reasonable, as shown in Exhibit No

1) of my prepared direct testimony

Southwest' s executive compensation per customer is much

the

The fact that

lower than that of other major western energy

utilities, including Pinnacle West and Uri source

given no weight by Staff and RUCO

appropriate for customers to bear these costs as they do

other reasonable costs of service

A s such, i t i s

25 111

26 MIP EXPENSES

27

STAFF' s AND RUCO' s RECOMME:NDATIONS REGARDING THE COMPANY' S

Q. 5 Do Staff and RUCO make any recommendations regarding the

Form No. 155.0 (03/2001) Word



Company's MIP?

In their direct testimony, both Staff witness, Mr

Smith, and RUCO witness, Mr. Moore, recommend a 50/50

a reasonable balancing of thesharing as interests

See Smith Direct

7 Q. 6

between ratepayers and shareholders

page 26 and Moore Direct, page 29

Do you agree with Staff's and RUCO's adjustments related

to the MIP?

No I d o not The sharing concept relating to the

Company' s MIP expense is premised upon a false assumption

that the program is an additional cost to customers. To

the contrary,

savings to customers

I believe the information the Company

provided demonstrates that the MIP expense results in

The program provides a valuable

management tool to promote additional cost savings, to

promote health individualfinancial t o motivate

Each of

employees, to encourage groups of employees to work

together to impact specific goals, and to aid in the

retention of the higher-performing individuals

these benefits is ultimately passed on to customers. The

goals or targets of the current MIP are also heavily

toward benefits t o customersweighted providing

Identifying which of the goals is a greater benefit to

whom in deciding cost recovery is irrelevant.

forthe Company

reduces costs t o

Penalizing

employee program that

customers, promotes increased safety

utilizing a n

provides increased customer services, reduces other costs

Form No. 155.0 (03/2001) Word



unreasonable

and increases the financial soundness of the Company is

Staffand bad policy .

recommendation

and

RUCO' S "sharing"

the to eliminate

Furthermore ,

essentially encourages

management incentive

that are currently being

at-risk

Company

compensation as a component of total compensation, which

would any benefits

customersreceived

negate

by

structure of the incentive compensation.

a s a result of the

Q. 7 Does Staff make any recommendations regarding Southwest

A. 7 Yes .

stock-based incentive expenses?

Staff witness Mr. Smith at page 36 of his direct

testimony recommends the removal of the Company' s stock

option compensation expense allocated for Arizona cost

recovery •

1

2

3

4

5

6

7

8

9 Iv. SOUTHWEST' s STOCK-BASED INCENTIVE EXPENSES

10

11

12

13

14

15

16 Q. 8

page

incentive program provides an incentive for an employee

to perform "in a manner that could negatively affect the

Do you agree with Staff witness Mr. Smith's contention at

34 o f his direct testimony that a stock-based

Company's provision of safe,

a reasonable rate"?

reliable utility service at

22 A. 8 No. Southwest takes issue with Mr. Smith's insinuation

that Southwest management would perform in a manner that

could negatively affect the Company's provision of safe

reliable uti l ity service As discussed earlier in my

prepared rebuttal testimony, Southwest' s MIP uses five

themeasures to determine short-term and long-term

Form No. 155.0 (03/2001) Word



layouts qualified employees.

satisfaction and customer-to-employee ratios both serve

t o The customer

equity measures.

Management clearly has no incentive to cut corners on

a s counter balances for return o n

customer safety expenditures or reduce staff,

customer satisfaction suffers.

such that

1

2

3

4

5

6

7 v.

8 SERP EXPENSES

9

STAFF' s AND RUCO' s RECOMMENDATIONS REGARDING THE COMPANY' s

Q. 9 Do Staff and RUCO make any recommendations concerning the

Company' s SERP expenses in this proceeding

Both Staff and RUCO are recommending the disallowance of11 A. 9

13 Q. 10

100 percent of the Company' s SERP expenses

Do you agree with Mr. Moore's statement at page 30 of his

direct testimony that providing the SERP to officers of

the Company is an unnecessary cost of providing natural

A. 10

gas service

No, I believe that such a program is a necessary cost of

providing service because it is part of the Company' s

which neither RUC() noroverall executive compensation ,

17

18

19

20 Staff has deemed unreasonable As Staff witness Mr

Smith recognizes, companies provide SERP benefits to

attract and retain qualified employees

Mr. Moore asserts that because executives are

RUCO witness22

23

24

25

26

27

fairly

compensated for their work" and are "provided with a wide

array of benefits including medical plan, dental plan

life insurance, long term disability, paid absence time

Form No. 155.0 (03/2001) Word



\

and a retirement plan" that no other cost of benefits1

2

3

4

Q. 11

should be borne by the customer.1

Is the payout under the Company' s SERP guaranteed to

qualified employees?

No. The SERP is an unqualified plan and, a s such,

payments guaranteed

general creditors of the corporation)

are not I participants

Benefits from the

are

50 of the

qualified retirement plan for a vested, 30 year employee

typically equal percent employees final

salary The SERP only makes up the difference between

the benefits from the qualified plan.

SERP. when added to the benefits received under the basic

Benefits from the

retirement plan,

compensation for senior executives, and 50 percent of

equal 60 percent o f annual

annual compensation for all others

Are SERP benefits standard in the natural gas industry

Contrary to both Staff's and RUCO's testimony, each

of total

Yes.

o f the proxy used analysis

suchexecutive

16

17

18

19

20 Furthermore ,

groups in my

compensation provides plan

contrary to both Staff witness Mr. Smith's

and RUCO witness Mr. Moore's assertion that SERP is not a

22

23

24

servicenecessary cost of providing natural gas

Moore could not identify a single gas or electric utility

that offers a qualified defined benefit pension plan, but

not with supplementalthat does provide officers a

26
Moore Direct at page 30

27
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executive retirement 2 RUCO t o1

2 (LLH-

defined

Mr. Smith's

compensation managed and

plan. (See response

Southwest Data Request 2.5, Rebuttal Exhibit No.

1) ) Mr. Moore also could not identify a single gas or

electric utility that does not provide officers with a

supplemental executive retirement plan, regardless of

whether the company offers a qualified benefit

pension plan (See RUCO response to Southwest Data

Request 2.6, Rebuttal Exhibit No (LLH-2) )

and Mr. Moore's assertion that SERP is not a necessary

cost of doing business as a utility is inconsistent with

the reality that such plans are a standard imprint of

natural gas utility executive compensation

Please summarize your prepared rebuttal testimony

Southwest has proven that the Company' s total executive

prudently

RUCOreasonable

expenses

Neither Staff have offered

i s unreasonable

13

14

15

16

17

18

19

20

testimony that the Company' s total executive compensation

As such, it is appropriate for the

Company to be permitted to recover these costs as they do

other reasonable costs of service stock-basedMIP.

22

23

24

25

26

27

compensation, and SERP are key components of Southwest' s

prudently managed total executive compensation expense

and are vital to the Company' s attraction and retention

Mr. Smith simply made no attempt to conduct such an investigation
Staff response to Southwest Data Request 2.40

Mr. Smith simply made no attempt to conduct such an investigation. See
Staff response to Southwest Data Request 2.41
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3

4

5

6

7

Q. 14

A. 14

of highly-skilled employees, which ultimately benefits

customers

Does this conclude your prepared rebuttal testimony

Yes, it does

10

16

17

18

19

20

22

23

24

13

14

26

27
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SOUTHWEST GAS CORPORATION
DOCKET no. G-01551A-07-0504

Rebuttal Exhibit N0._(LLH-1 )

Sheet 1 of 1

RESIDENTIAL UTILITY CONSUMER OFFICE'S ("RUCO")
RESPONSE TO SOUTHWEST GAS CORPORATlON'S

SECOND SET OF DATA REQUESTS

Please identify all gas or electric utilities that you are aware of that offer a
qualified defined benefit pension plan, but that does not provide officers
with a supplemental executive retirement plan

Response: Rodney L. Moore

I am not aware of any



SOUTHWEST GAS CORPORATION
DOCKET no. G-01551A-07-0504

Rebuttal Exhibit No._(LLH-2)
Sheet 1 of 1

RESIDENTIAL UTILITY CONSUMER OFFlCE'S ("RUCO")
RESPONSE TO SOUTHWEST GAS CORPORATlON'S

SECOND SET OF DATA REQUESTS

2.6 Please identify all gas or electric utilities that you are aware of that do not
provide officers with a supplemental executive retirement plan, regardless
of whether they offer a qualified defined benefit pension plan

Response: Rodney L. Moore

Iam not aware of any
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARI zone CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

THEODORE K. WOOD

INTRODUCTION

Please state your name and business address

My name is Theodore K. Wood, and my business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150

Did you sponsor direct testimony on behalf of Southwest

Corporation

proceeding

Gas (Southwest o r the Company ) i n this

What is the purpose of your rebuttal testimony

of my rebuttal testimony is to respond toThe purpose

specific aspects

David c. Parcell, witness for the Arizona Corporation

Commission Utilities Division Staff (Staff) and William

of the direct testimony presented b y

A.

Office

Rigsby, witness for the Residential Utility Consumer

(RUCO) , recommendationsregarding their and

comments concerning the ratemaking capital

Southwest' s investment risk relative to other natural gas

structure

utilities,

Company witness, Frank J. Hanley, will address the cost

of common equity capital methodology and the resulting

and the overall allowed rate of return

allowed return on common equity recommended by Mr
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Parcell and Mr. Rigsby. In addition, Mr. Hanley addresses

Mr. Parnell' s testimony on the f air value rate base rate

of return.

Q. 4

A.

Did you prepare any exhibits to support your rebuttal?

I prepared the exhibits identified as Rebuttal

Exhibit No.

yes.

(TKW-1) through Rebuttal Exhibit No.

(TKW-4) 1

Please summarize your rebuttal testimony.

My rebuttal testimony will address the following key

issues:

I will comment o n both Staff' S and RUCO' s

RUCO has

1

2

3

4

5 4

6

7

8

9

10

11

12

13

14

15

16

the target

recommended ratemaking capital structures.

accepted Company' s requested capital

structure, which contains 45 percent common equity,

4 percent preferred equity and 51 percent long-term

debt Staff has proposed to use the Company's

actual test period capital structure, which contains

42.9 percent common equity, 4.4 percent preferred

equity and 52 .7 percent long-term debt. Therefore

will rebut aspects

justifications for its recommended capital structure

certain o f Staff'S

and discuss Company' s requested target

capital structure, with a slightly higher equity

why the

•

component, is warranted

I will comment on both RUCO' s and Staff' s failure to

adequately consider Southwest' s higher investment

risk relative to the other natural gas utilities

Form No. 155.0 (0.8/2001) Word



used to estimate the cost of common equity capital

in this proceeding; and

I will comment on both Staff' s and RUCO' s overall

recommended rate of return.

1

2

3

4

5 II.

6 A. RUCO's Recommended Capital Structure

RECOMMENDED CAPITAL STRUCTURE

Q. 6 What is RUCO' s recommendation concerning the appropriate

capital structure for ratemaking in this proceeding?

6 RUCO' s recommendation is to adopt the Company' s requested

target capital structure of 45 percent common equity, 4

and 51 percent long-term debt .percent preferred equity,

On page 49 of his direct testimony RUCO witness, Mr.

Rigsby, Company' s

structure is reasonable given his proxy group' s average

capital structure of 45.9 percent long-term debt, 0.2

percent preferred equity, and 53 . 9 percent common equity.

states that the requested capital

Q. 7

7

8

9 A.

10

11

12

13

14

15

16

17 B. Staff' s Recommended Capital Structure

18

19

20 A.

21

7

What is Staff' s recommendation concerning the appropriate

capital structure for ratemaking in this proceeding?

Mr. Purcell is recommending the use of the Company's

actual capital structure at the end of the test period,

which is comprised of 42.9 percent common equity, 4.4

percent preferred equity and 52 .7 percent long-term debt

Both the Company and RUCO recommend the use of a common

equity ratio of 45 percent, which is the common equity

ratio anticipated to be achieved near or shortly after

rates from this proceeding become effective
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1 Q. 8

3 A. 8

Has the Commission. previously' authorized the use of a

target capital structure for ratemaking purposes

In the recent UNS Gas general rate case, Docket NoYes

G-042041-06-0463, UNS Gas requested a target capital

The UNS Gas actualstructure for ratemaking purposes

test period (December 31, 2005) and the requested target

capital structures were as follows

UNS Gas
Docket N0.G-0404A-06-0463

Component

Actual

Ratio

Target

Ratio

Long-Term Debt 55.33% 50.00%

Common Equity 44.67% 50.00%

Total 100.00% 100-00%

I n D e c i s i o n N o . 70011 2007) I t h e

Commission a c c e p t e d

(Nov em ber 2 7 ,

c a p i t a l

T h e  r a t i o n a l e  f o r  t h e  a p p r o v a l  i s

t h e t a rge t s t r uc t u re

12

13

14

15

16

17

18

19

20

21

requested by UNS Gas.

found on page 38 of the Order, which states:

22

23

24

"We b e l i e v e t h e Company '  s e f f o r t s t o i m p r o v e
i t s  e q u i t y  r a t i o  o v e r  t h e  p a s t s e v e r a l  y e a r s ,
t h r o u g h r e t a i n e d e a r n i n g s a n d a d d i t i o n a l
e q u i t y i n v e s t m e n t b y i t s p a r e n t , s h o u l d b e
r e c o g n i z e d a n d e n c o u r a g e d . A s i n d i c a t e d b y
U N S  w i t n e s s  G r a n t , t h e  C o m p a n y '  s  e q u i t y  r a t i o
h a s i m p r o v e d s t e a d i l y s i n c e 2 0 0 3 , a n d UNS
a n t i c i p a t e s a c h i e v i n g a 50 p e r c e n t e q u i t y
r a t i o  b y  t h e  e n d  o f  z o o s . "

25

26

27

The Commission authorized the UNS Gas requested target

equity

component that was 5 .33 percentage points greater than

capital structure I which c o n t a i n e d a C common
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2 Q. 9

the actual test period common equity ratio

Are Southwest' s circumstances similar to UNS Gas, which

would support the Commission' s approval of the Company's

requested target capital structure?

Similar to UNS Gas, Southwest has also achieved

improvement Southwest's common ratio was

described

significant improvement in its common equity ratio. The

in equity

my direct testimony6-8 of I n

addition.

on pages

similar UNS Gas Southwest reasonably

expects to achieve the requested target capital structure

near o r shortly after the time new rates become

effective

In addition. the

No

In comparison, Southwest' s requested target

common equity ratio of 45 percent is lower than the

target 50 percent approved for UNS Gas

target common equity ratio is only 2 . 1 percentage points

higher than the test period actual common equity ratio of

42 . 9 percent, where UNS Gas received approval of a target

common equity ratio that was 5.33 percentage points

higher than the actual test period common equity ratio

Is the requested 45 percent common equity ratio the

Company' s long-term common equity ratio target?

As stated in my direct testimony on page 19, it is

achieve an credit

rating .

the Company' s long-run goal to

The common equity ratio required to achieve .and

sustain this goal will not solely be a function of the

but will also be a

20 Q. 10

21

22 A. 10

23

24

25

26

27

Company's

function of

common equity ratio,

Company' s financial ,the business, and
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1 As a result, the Company' s long-term

2

3

4

proxy group companies,

equity ratio greater than 45 percent.

5

6

7

regulatory risk.

goal wi l l require a common equity ratio similar to the

which on average have a common

The target capital

structure requested in this proceeding is only one step

and one part of the Company' s strategy to achieve an "A"

credit ratings. Staff' s recommended capital structure

8

9

10

11

fails to recognize the Company' s ongoing improvement,

will impede the Company' s effort in obtaining its long-

term goal, and most importantly, is not representative of

the capital structure expected to be in place on a going-

forward basis.12

13 111. SOUTI-IWEST'S HIGHER RELATIVE INVESTMENT RISK

14 Q. 11

15

16 A. 11 Yes.

17 pages

risk in18

Did you present evidence of Southwest' s higher relative

investment risk in your direct testimony?

I presented evidence in my direct testimony on

20-24, regarding Southwest' s relative investment

order to gauge the Company' s investment risk

relative to the proxy group companies used to estimate

The following relative risk

measures were used:

the cost of common equity.

(1) credit rating; (2) return o n

common equity ;

Business Position ;

(3) interest coverage ratios

(5) Value Line Safety Rank;

(4)

and (6)

S&P

the common stock book-to-market ratio Based o n a

comparison of these relative measures of investment risk

1 See Southwest Gas Corporation Recapitalization plan, filed April 20, 2007
attached as Exhibit No (TKW-1) to Theodore K. Wood's direct
testimony
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for Southwest and the average for the proxy group, each

of these measures indicate a higher level of investment

1

2

3

4

risk for Southwest.

Company witness Frank Hanley estimated the cost of

common equity for' a proxy group of eight natural gas

utilities to be 11.0 percent, which he adjusted upward by

to Southwest's higher

The basis for the adjustment was the

difference in the credit rating of Southwest versus the

25 points

investment risk.

basis account for

average of the proxy group companies. This adjustment is

conservative because it does not fully take into account

5

6

7

8

9

10

11

12

13

14

15

Southwest' s higher investment risk, as a majority of the

proxy group stabilizing

designs, and Mr. Hanley' s recommendation assumed that

Southwest' s rate design proposals would be approved by

the Commission in this proceeding

companies have revenue rate

17 Q. 12

18

19

20 A. 12

21

Have other regulatory commissions utilized such a risk

adjustment to determine a f air and reasonable allowed

return on common equity

In the recent California annual cost of capitalYes

22

23

24

25

26

proceeding, the Cal i fornia Publ ic U t i l i t i e s Commission

(CPUC) uti l ized such an adjustment for investment r i sk

In Decision No. 07-12-049, the CPUC adjusted San Diego

Gas & Electric' s (SDG&E) allowed return on common equity

to account for the difference i n SDG&E' s credi t rat ing

cost ofversus the proxy groups used to estimate the
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1 common equity. The decision st:at:ed2 :

2 "The first adjustment results from a disparity
of credit ratings among the utilities included
in the proxy groups of SDG&E, FEA, and DRA
Approximately 60% of those utilities have a
lower medium grade credit rating of BBB in
comparison to SDG&E' s upper medium grade
credit rating of A Ten percent of the
utilities the proxy group have
investment grade credit rating of BBB only
one notch above the lowest investment grade
credit rating With BBB utilities being more
risky than SDG&E, the financial models results
are skewed toward a riskier side Therefore
it is necessary to counter-balance the skewed
financial models results that include more
risky utilities We adopt a 30 basis point
downward adjustment to the base ROE range
being adopted for SDG&E

The same logic applies in Southwest' s current proceeding

as it is necessary to counter-balance the skewed results

of the financial models that include less risky utilities

in the proxy group (average A/A3 bond rating) relative to

Southwest (BBB-/Baa3 bond rating) by providing an upward

adjustment to the base return on common equity range for

the Company The magnitude of the Company' s requested

relative investment risk adjustment of 25 basis points is

somewhat lower, but comparable to the adjustment of 30

basis points found to be appropriate by the CPUC, based

on the difference in credit ratings

A. RUCO's Investment Risk Assessment

Q. 13 Did RUCO' s recommended cost of common equity capital

account for Southwest' s higher relative investment risk

2 CPUC Decision no. 07-12-049, December 20, 2007, pages 41-42
3 Footnote omitted
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2 A. 13 No

a s Frank

10

compared to the proxy group

In estimating the cost of common equity capital, Mr

Rigsby used the same proxy group of eight natural gas

distribution companies did Company witness

Hanley From his common equity analyses, Mr. Rigsby

concluded that the required return on common equity is in

the range of 9.20 percent to 10.83 percent, with a

midpoint of 10.02 percent Mr. Rigsby used the point

estimate of 9.88 percent, which is lower than the mid

point range and provided no adjustment

Southwest' s additional investment risk relative to the

o f his for

13 Q. 14

proxy group

Did RUCO acknowledge that Southwest has higher relative

14

15 14

16

17

A. Ye s

financial risk compared to the proxy group

RUCO witness Mr. Rigsby, on page 49, l ines 13-21

of his direct testimony, acknowledges Southwest' s higher

f inancial r isk, stating

18

19

20

22

23

24

SWG' s actual capital structure is heavier in
debt and preferred equity than the natural gas
utilities included in my sample (Schedule WAR
9) Thus, the cost of equity derived in my
DCF analysis i s applicable to companies that

leveraged and theoretically
speaking not as risky than a u t i l i t y with a
level of debt similar to SWG' s In the case
of a publ ic ly traded company, such as those
included i n my proxy group a company with
SWG' s level of debt would be perceived as
having a higher level of f inancial r i sk and
therefore would also have a higher expected
return on common equity

26

27 Q. 15 Did RUCO make any risk adjustment to the cost of common
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equity capital

financial risk?

given Southwest's higher level of

No . Mr. Rigsby stated that his support t o use the

Company' s requested target capital structure adequately

compensated for the additional financial risk.

1

2

3 A. 15

4

5

6 Q. 16

7 n o

8

9

10

11

A. 16 No .

Do you agree with Mr. Rigsby' s conclusion that given the

use of the Company' s requested capital structure,

financial risk adjustment is required?

The target capital structure i s what the Company

reasonably expects the actual capital structure to be

near or shortly after the time when new rates will become

Even after achieving the target capital

structure, Southwest will still have a higher level of

financial risk relative to the proxy group of natural gas

utilities used by both the Company and RUCO to estimate

the cost of common equity capital

Is there a quantitative method that ear be used to

effective

quantify the remaining difference in financial risk for

Southwest' s requested capital structure?

One method that can b e used i s what has beenYes

referred t o a s the adj vestment method Using

this method, it is possible to estimate the difference in

"Hamada"

the cost of common equity capital for Southwest employing

the leverage of the requested target capital structure

compared t o the actual leverage employed b y the proxy

17 Q. 17

18

19

20 A. 17

21

22

23

24

25

26

27 Q. 18

group companies

Has RUCO used the "Hamada" adjustment method in past
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2 A. 18

3

proceedings

Yes In the general  rate case for Arizona Publ ic Service

Docket No E-01345A-05-0816 RUCO witness

4

Company,

Stephen

di f ference i n  f i nanc i a l  r i sk

G. Hill used this method quantify the

6 Q. 19 P lease the methodology behind the "Hamada

8 A. 19

explain

adjustment to measure the di fference in f inancial  risk

Beta, the measure of  a f i rm's sensi t i v i ty  to systemat i c

9 risk used in the CAPM, i s a function of both business and

10 financial risk The between beta and

leverage

formula

(financial risk)

relat ionship

i s defined i n the following

13 B [1+(1-t)x D/E] x B

14 where

levered beta

16 income tax  rate

17 D/E = the market value debt to equity ratio

unlevered beta

19 As can be seen from the formula, increases in the market

20 value of leverage increase beta In  o rde r  t o  remove the

effects o f leverage and ca l c u l a t e the r i s k o f an

22 un leve red  f i rm , i . e

23 firm,

the beta of  an a l l  equ i ty  f i nanced

compute the "unlevered" beta by simply rearranging

This formula is24 t he  p rev ious  equa t ion  and  so lve  f o r  Bu.

pages
26

27

4 Direct Testimony of Stephen G. Hill, Docket no. E-01345A-05-0816, 43
46

5 See Roger A. Morin, New Regulatory Finance, (Arlington, Virginia: public
Utilities Reports, Inc., 2006) I pp. 221-225, for a discussion of the
relationship between beta and financial risk
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BL I[1+(1-t)x D/E]

4 Q. 20 Please levered and

formulas can be used to estimate the

explain .'how the unlevered

cost of common

beta

Southwest' s higher leverage

8

9

10

A. 20

equity capital impact of

relative to the proxy group companies

The calculation is performed using the following steps

1) calculate the unlevered beta for each company in

the proxy group

2) calculate the average unlevered beta of the proxy

group

3) use the average unlevered beta of the proxy group

to calculate the relevered beta for Southwest

15 based Southwest's

its

value

resulting from

market

proposed target

leverage

capital

17 structure

4) compute the difference in Southwest' s relevered

beta from the proxy groups average levered beta

20

5) estimate the impact to the cost of common equity

the bycapital

multiplying

for leverage

the change in the levered betas by

difference

the equity risk premium

What are the results of this analysis25 Q. 21

26 A. 21

27

Rebuttal Exhibit No (TKW-1) displays leverage

The average unlevered beta for the

the

adjustment analysis .

22

23
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1

2

proxy group of eight natural gas companies was calculated

to be 0 .63 . Employing the average proxy group unlevered

beta to calculate a relevered beta for Southwest resulted

in the following

[1+(1-t)x D/E] x B

[1+(1-.365)x .844] X 0.63

Subtracting the proxy group average levered beta of 0.86

from Southwest's relevered beta of 0.97 results in a

difference of 0.11 The estimated change in the cost of

equity multiplying

difference by the equity risk premium used in the CAPM

Based on the average equity risk premier used by Staff

Southwest, and RUCO, the range of impacts i s 63 to 107

basis points Based on this methodology and using the

Company's requested capital structure, Southwest s t i l l

has significant financial risk which RUCO . did not take

common capital i s found by the

into consideration i n analyses

25

Moreover. the

analysis point

adjustment to be both conservative and reasonable

shows the Company' S basis upward

23 B. Staff's Investment Risk Assessment

24 Q. 22 Did Staff agree with Southwest:'s relative investment risk

25

26 A. 22

27

No

adjustment proposed by Southwest?

Mr. Parnell used the same proxy group of eight

natural gas distribution companies as did Company witness
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Frank Hanley and he also used a second proxy group that

included four additional natural gas utilities listed in

the Value Line Investment Survey, including Southwest.

Parcell concluded

percent.

percent

Southwest' s lower common equity ratio and lower credit

From his common equity analyses, Mr.

that the required return on common equity is in the range

of 9.30 percent to 10.5 percent, with a midpoint of 9.9

Mr. Parnell used the midpoint estimate of 9.9

pointsand added 10 basis t o account for

ratings relative to the proxy groups to arrive at his

recommended 10 percent return o n C common equity for

Southwest.

Q. 23

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

A. 23

What was Staff' s rationale for rejecting the investment

risk adjustment proposed by the Company?

Mr. Parcell, on pages 40-41 of his direct testimony,

states that such an adjustment is not warranted because

Southwest' s bond rat i ng s t i l l contains the l i nger ing

ef fects of h i s t o r i ca l l y lower common equity rat i os and

because Southwest owned PriMer it Bank during the time

I n addition. h e states that the

No

23 Q. 24

24 A. 24

25

26

27

period 1987-1995

Company' s current common equity ratio is similar to other

gas distribution utilities

Do you agree with this justification?

First, credit ratings are not based on historical

common equity ratios, but are a function of a rating

agency' s assessment of a 'variety' of f actors about the

utility's and projectedcurrent conditions financial

18

19
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1

2

3

4

5

6

7

8 Q. 25

performance. Second, any reference to PriMer it Bank,

which was sold nearly 13 year ago, is not germane to the

Company' s current credit ratings . Third, while Southwest

has significantly improved its common equity ratio, the

Company' s common equity ratio is still below that of the

proxy groups used to estimate the cost of common equity

capital in this proceeding.

On what basis did Staff compare Southwest' s common equity

A. 25 Mr. Parcell

ratio to the common equity ratio of the proxy groups

on page 17 of his direct testimony, makes10

11

12

comparisons using common equity ratios based on both a

capitaland total structure basis The

13

permanent

difference between permanent and total capital structure

is that the latter includes short-term debt

Q. 26

A. 26

What type of capital structure is used by the Commission

for ratemaking purposes?

For ratemaking purposes, the Commission' s longstanding

practice has been to utilize capital structures based

excludes short-term debt

15

16

17

18

19

20

upon permanent capital, which

as permanent capital is the capital used to finance the

base investment of a utility The

22

short-term t o finance working

long-term rate

rationale for this practice is that utilities generally

debt capital

requirements, including deferred energy balances, and to

finance construction work in progress.

that is used to finance a utility's working capital

balances

Short-term debt

27 requirements and deferred energy receivable

23

24
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should not be included in setting an allowed rate of

return. as this would lead to an incorrect estimate of

the true cost of financing a utility' s long-term rate

base assets.

structure for can be in

Support for using the permanent capital

ratemaking purposes found

(August 1990) , lines 5-9, page 67

where the Commission discussed the appropriate capital

Decision No. 57075

structure for Southwest

It properly excludes short-term debt from the
capital structure in accordance with prior
decisions See e.g., Ape, Decision Nos. 53761
(date), 55228 (October 9,1986) 55931 (April 1
1988) and Mountain States Telephone and
Telegraph Company Decision 53849
(December 22, 1983)

17 Q. 27

18

19 A. 27

20

Southwest has consistently' excluded short-ternl debt in

our general rate case filing before the ACC and the

Commission has accepted that practice

If comparisons of common equity ratios are based on total

capital structure, how should the comparison be done?

When making comparisons

structure, it is best to use a twelve-month average ratio

rather than an end-of-period ratio The reason for using

an average ratio is due to the seasonal nature of the

based on a total capital

natural gas distribution business, where operating cash

flows and income are higher during the heating season and

lower during the remainder of the year. Correspondingly

short~term debt balances generally are reduced during the

heating season and then build-up outside of the heating

22

23

26

27
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season to accommodate working capital requirements. Using

a twelve-month average total capital structure avoids the

distortions i n leverage caused by short-term debt used

for seasonal working capital requirements

Rebuttal Exhibit No (TKW-2) displays the common

equity rat io computed on both the permanent and tota l

average capital structures for the two proxy groups used

by Mr. Parnell for the time period 2003-2007

permanent capital or ratemaking basis, the 2007 average

common equity ratio of the proxy group of 12 natural gas

distribution companies and the proxy group of 8 natural

gas distribution companies is 55.6 percent and 55.9

On a total capital structurepercent , respectively

basis, the 2007 average common equity ratio of the proxy

group of 12 natural distr ibution companies and thegas

proxy group of 8 natural  gas distr ibution companies i s

49.8 percent and 49.6 percent, respectively.

actual and requested target common

Southwest's

equity rat ios are

lower then the proxy groups used to estimate the cost of

common equity capital

THE OVERALL RATE OF RETURN RECQMMENDATIONS OF STAFF, RUCO

Q. be Please summarize the cost of capital recommendations of

Staff, RUCO. and Southwest

returns

22 AND SOUTHWEST

23

24

25 A. 28

26

27

A summary of the recommended overall ra tes  o f

returns equity

structures, are displayed in the fol lowing table

(ROR) on C common (ROE) and cap i ta l
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Witness

Ratemaking Capital Structure
C o m m o n Preferred Total
Equip Equity

Parcels(Staff)

Rigsby(FiUco)

HanleyAnooa(swG)

8.86%
8.83%
9.45%

10.00%
9.88%
11.25%

45.00%
45.00%

4.48%
4.00%
4.00%

52.08%
51 .00%
51 .00'%

The r a t e s of r e t u r n in the table above a r e o n a n

original cost rate base The resulting

f air value rate base (FVRB) rate of return will depend

(oRB ) basis

appropriate methodology accepted by

Commission for the rate of return to be applied the FVRB

the the

Company witness Frank Hanley

addresses the FVRB rate of return methodology in his

increment above the OCRB

rebuttal testimony

14 Q. 29 What are the key issues concerning Staff' s and RUCO's

15

16 A. 29

17

cost of capital recommendations?

The key issues of concern regarding the recommendations

by Staff and RUCO are (1) how the recommended return on

18

20

common equity and the resulting overall rates of return

will impact the Company' s ability to maintain or improve

existing credit Company's

ability to continue to attract capital on a reasonable

its ratings; and (2) the

22 basis

23 Q. 30 How do credit rating agencies evaluate the authorized

when24 of r e t u r n determining utility' S

creditworthiness?

26 A. 30

27

The impact of utility ratemaking is a key factor used by

credit rating agencies in evaluating the creditworthiness
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of a utility. This issue was addressed in an article by

S&P and was attached to my direct testimony as Exhibit

No (TKW-4.) I have restated a portion of the S&P

article from my direct testimony explaining what key

5 ratemaking issues S&P analyzes:

6

7

8

"The analysis of the rate case fundamentally
explores a two-fold question: are the new
rates based on a rate of return consistent
with the company' s rating, and is the utility
being afforded a legitimate opportunity to
actually earn that rate of return?9

10

11

12

13

On the former question, the analyst looks to
equity returns being authorized for other
u t i l i t i e s  o f  t h e same credit quality, as wel l
as the capital structure employed to arrive at
the overal l rate of return being used to set
rates."

14
S&P evaluates the authorized rate of return based on

15

16

17
rates •

18

19
return C

20

comparisons to the common equity returns authorized for

other utilities and the capital structure utilized to set

S&P also analyzes whether the utility is afforded

a reasonable opportunity to earn its authorized rate of

In doing so, S&P reviews the Utility' s approved

which inrate design, is a critical issue this
21

22
Q. 31

23

24
A. 31

25

proceeding.

Why is it important to consider rating agencies views

concerning the authorized rate of return?

The credit rating impact is an important consideration

since the Company' s current bond ratings are at or near
26

27 6 Todd A. Shipman, "Energy Risk - Fresh Look Ar: US Utility Regulation" ,
PowerMarkers.com, February 2, 2004.
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the lowest investment grade level for S&P, Moody' s and

Fitch ("BBB-" by' S&P, "Baan" by' Moody's, and "BBB" by

Fitch) . Given the capital intensive nature of the natural

gas distribution business, it is important that Southwest

has sufficient access to capital and credit capacity at

reasonable costs . Changes in the Company' s credit rating

are ultimately' borne by' customers through its cost of

capital .

Improvement in the Company' s credit rating would be

benef i c ia l i n reducing the Company' s cost of debt and

preferred addition, help

Southwest remain at investment grade during unfavorable

securities. In would

business conditions. Also, it would increase the amount

o f supplied

Conversely, f ailing below an

rating would be disastrous,

credit Southwest by suppliers.

investment grade credit

Company's cost of capital,

rates for customers.

significantly increasing the

which would lead to higher

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A. Comparison to Authorized Returns on Common Equity

20 32

21

Q. Please comment on the reasonableness of the rates of

returns on common equity recommended by Staff and RUCO

compared to those authorized for other utilities22

23 A. 32

24

Company witness Frank Hanley, has provided a schedule

Exhibit No that reveals,(FJH-30) for the twelve

months ended March 31, 2008, the average authorized

return on common equity was 10 . 33 percent, based on an

average authorized common equity ratio of 52 .42 percent

26

27
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for sixteen litigated cases of natural gas distribution

companies. The following table comparatively displays

the recommended returns on common equity and the common

equity component of the capital structure for all of the

cost of capital witnesses to the average authorized

1

2

3

4

5

6

7

returns on common equity:

Description
Average Authorizedl"
Parcell(StaH)
Rigsby(RUCO)
Hanley/Wood(Southwest)

ROE
10.33%
10.00%
9.88%
11.25%

Equity
Ratio

52.42%
43.40%
45.00%
45.00%

[1] See F. Hanley Exhibit No. (FJH-30)

In evaluating the reasonableness of both Staff and

RUCO's proposed return on common equity to the average

authorized returns, the higher average authorized common

8

9

1 0

11

12

1 3

14

1 5

1 6

1 7

equity ratio relative to Southwest' s lower target ratio

must be taken into consideration. This is due to the

relationship between the cost of common equity capital

and financial leverage, where increased leverage (lower

common equity ratio) results in a higher cost of common

equity capital .

Mr. Rigsby' s recommendation of a return on common

equity of 9.88 percent is 45 basis points less than the

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

average authori zed rate of return on common equity of

10 .33 percent, and his recommended common equity ratio of

45.00 percent is 7.42 percentage points less than the

average authorized common equity ratio of 52 .42 percent.

Based comparison evidento n this i s his
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1 recommendat ion significantly below

returns granted to other gas distribution companies

is the authorized

Mr. Purcell' s recommendation of a return on common

10 .33

Based on a

equity of 10.0 percent is 33 basis points less than the

average authorized return on common equity of

percent, and his recommended common equity ratio of 43.4

percent is 9.02 percentage points less than the average

common equity ratio of 52 .42 percent

comparison to the average return. on common equity' and

common equity ratio authorized for other gas utilities

Parcell's recommended rate of return would put

Southwest at a competitive disadvantage

rebuttal Company witness Mr

deficiencies

In his

Hanley

Rigsby's and Mr. Parnell's cost of capital methodologies

that result in their less than adequate recommended rates

addresses the

testimony,

specific

of return on common equity

18 B. Reasonable Opportunity to Earn Authorized ROE

19

20

Q. 33 design

proposals in terms of Southwest' s ability to earn it

authorized rate of return and the resulting impact to its

Please comment Staff's and RUCO I s rate

credit rating22

23

24

A. 33 Both Staff and RUCO are recommending the Commission

r e j e c t the Company' s proposed r a t e des ign and t a r i f f

mechanisms, i n c l u d i n g the Revenue Decoup l ing Adjustment

P r o v i s i o n ("RDAP") , the  Weather  No rmal i za t i on  Adjus tment

Provision ("WNAP") and the Volumetric Rate Design, which

26

27
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1

2 Absent a

3

4

5

6

are designed to address declining average customer usage

and the Company' s sensitivity to weather.

significant improvement in rate design to address the

phenomenon of declining average customer usage, Southwest

will remain exposed to an asymmetric downside risk, as,

on average, Southwest will not earn its authorized return

7 on common equity.

Commission-authorized rate of return and return on common

Southwest's ability to earn the

8

9

10

11

12 basis

equity are critical determinants of credit protection, as

they provide the ability to generate equity capital

internally, attract capital externally on a reasonable

in the capital markets, and withstand adverse

13 market or business conditions.

14

15 in

Clearly, the absence of any significant improvement

design negative credit

implications for Southwest

rate have rating

Given the relatively long

regulatory lag in Arizona, the possibility of any future

improvement in rate design is at a minimum, two years

out from the decision in this case In its last credit

opinion for Southwest, Moody' s stated that

Due to the regulatory lag and gaps in the
company' s rate design in Arizona and Nevada
this has placed Southwest among the lowest
rated investment grade gas utility companies

In addition, Moody' s cited the factors that could cause

the Company' s credit rating to be downgraded

7 Moody's Investor Services, Credit Opinion; Southwest Gas Corporation, June
21. 2007

8 Id
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Continuing high leverage,
volatility on account of
eroding margins from
consumption related to
continuing lags in
investment costs or
expenses that e
profitability could
possible downgrade

continuing earnings
weather variations
declining customer

gas conservation and
recovery of capital
increase in operating

rode the company's
all be causes for a

S&P, which currently has

outlook for Southwest.

positive" rating

stated that the outlook could

a credit

return to "stable

if financial performance deteriorates from
current levels as a result of unfavorable
regulatory actions an increase in leverage
or material reductions in customer usage
(either due to weather or efficiency) without
adequate regulatory protections

14 Also, S&P stated10:

15

16

17

18

"..we view the ACC regulatory oversight as
less supportive of credit than other
jurisdictions due to its limitations on
purchased gas recoveries and rate design that
is solely based on gas throughput . This type
of rate design exposes the company to reduced
cash flows as volumes decline related to
conservation."19

20

21

22 rate does nota n

23
address

24

Recognizing that Southwest is already on the edge of

having a non-investment grade (junk bond) credit rating,

authorized design that adequately

the Company' s problems with either declining

willt ocustomer usage o r sensitivity weather,

25

26

27
9 Standard & Poor's Ratings Direct, Southwest Gas Corporation Report, April

24, 2008.
10 rd.
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1 substantially reduce the Company' s chances of improving

or even maintaining its current credit rating.

Please illustrate how declining residential consumption

2

3 Q.34

4 per customer impacts Southwest' s ability to earn its

authorized rate of return on common equity.

A. 34 I n his rebuttal witness James

Cattanach has calculated

testimony,

that

Company

the weather-normalized

residential consumption per customer is 319 terms for

the twelve-months ended March 31, 2008 O This i s a

decrease of 13 t e r m s from the test period amount of 332

t e r m s per

information, Company witness Brooks Congdon has estimated

that the annual reduction in revenues at present rates is

approximately $6.3 million.

residential customer. Based o n this

The estimated impact of the $6 .3 million revenue

reduction on Southwest's

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

ability to earn its proposed

return on common equity can be quantified. All else

Southwest'susing proposed

overall rate of return, the $6.3 million reduction in

constant, rate base and

Rebut t al Exhibit the

revenue would result in a return on common equity of

10.48 percent. This is 77 basis points below Southwest's

proposed return on common equity of 11 .25 percent

(TKw-3> displays

calculation of the impact to Southwest' s proposed return

on common equity. The calculation clearly illustrates the

deleterious asymmetric

declining average usage has on the Company' s opportunity

impact and the nature that
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1 to earn its authorized rate of return. If Southwest's

2

3

rate design and tariff mechanism proposals are rejected,

then the Commission should consider increasing the return

4 on common equity to compensate for the lost margin due to

5 declining consumption per residential customer.

6 C. Capital Attraction Basis

7 Q. 35 On the basis of capital attraction, what benchmarks are

useful to check the reasonableness of Staff' s and RUCO's8

g recommendations?

10 A. 35 Southwest must with other utilities and

11

compete

alternative investment opportunities in fully competitive

12 For Southwest

13

global capital markets to attract capital.

to successfully attract capital, it must demonstrate an

14 ability to achieve a competitive risk-adjusted return on

15 that capital.

To examine the reasonableness of the RUCO and Staff16

17 recommendat ions on a attraction basis, thecapital

recommendations can be judged against the historical and

prospective returns on the average book value common

equity distribution

Rebuttal Exhibit No

of other natural utilities

The

gas

(TKW-4) provides the historical

returns for the time period 2003-2007, and the projected

returns for the periods 2008, 2009, and 2011-2013

theanalysis for proxy groups of natural gas

11 Information was derived from the Value Line Investment Survey, March 14
2008

12 Proxy Group 1 - the proxy group of eight natural gas distribution
companies developed and used by Company witness Mr. Frank Hanley, which
both RUCO and Staff also used

18

19
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1 distribution companies can be summarized as follows

2

3

4 Proxv~ Group ROE

Historical 2003-2007

Common

Eouitv R O E

Proiegted 2008-2013

C o m m o n

Equifv

5 Proxv Group 1 12.1% 53.9% 11.9% 57.5%

6
Proxy Group 2 13.2% 52.4% 12.4% 57.8%

7

8

Southwest' s common stock currently trades at a discount

a s p o i n t e d o u t i n a

11

to other natural gas utilities,

LynchM e r r i l l investment report, where

12

recent

stated" :

1 3

14

1 5

"..six trades at a 10% discount to its peers
(13.8x)". In our view, this discount is
warranted given high EPS volatility, rate
structures that prevent SWX from earning
allowed returns in growing jurisdictions, and
uncertainty surrounding regulators
willingness to instate decoupling measures

Recognizing that

Southwest is higher than the average investment risk of

t h e i n v e s t m e n t r i s k a s s o c i a t e d w i t h

the proxy group companies, approving an authorized return

on common equity significantly below the level expected

for other natural gas utilities would place Southwest at

disadvantagea competitive

capital

i n terms of attracting

26

27

Proxy Group 2 - the additional proxy group of twelve natural gas
distribution companies used by Staff

13 Merrill Lynch Investment Report, Southwest Gas, February 21, 2008,
14 The 13.8x is the common stock price to earnings per share ratio

page 1
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1 v. SUMMARY

2 Q. 36 Please summarize your response to the overall rates of

return proposed by RUCO and Staff

4

5

6

A. 36 The Company must earn an adequate overall rate of return

that fairly compensates investors for Southwest' s higher

level  of business, financial , and regulatory risk

Company w i l l continue to

capital markets

need frequent access to the

For the Company to attract additional

and have the

10

13

capi tal at reasonable rates, ab i l i t y to

maintain and improve i t s credit rating (which benefits

its customers) , i t must have a real i st i c opportuni ty to

earn a rate o f return that adequately compensates i t s

investors for the degree of risk they assume

The overal l  rates of return proposed by Staff and

RUCO based on their recommended returns on common equity

16

17

18

are inadequate based on the following

Neither RUCO nor Staff gave adequate consideration

to Southwest' s relative higher investment risk relative

(1)

20

to the proxy groups of natural gas distribution companies

used to estimate the cost of common equity capital in

22

23

24

this proceeding

(2) Both RUCO and Staff' s proposed rates of return on

common equity are below the authorized rates of return on

common equity for other natural gas utilities

average authorized return on common equity for the twelve

months ended. March 31, 2008 is 10.33 percent with an

average authorized common equity ratio of 52 .42 percent

26

27

Form No. 155.0 (03/2001) Word



1

2

3

of

In comparison, Southwest' s requested common equity ratio

45 thepercent

authorized,

significantly average

and therefore, has higher relative financial

i s below

risk

(3) Both RUCO and Staff' s proposed returns on common

equity are significantly below the recently achieved and

projected rates of return on common equity for other

natural gas utilities Value Line Investment Survey

reports the proxy group companies on average,

achieved returns on average common equity of 12.1-13.2

percent (2003-2007) and are projected to earn 11.9-12.4

percent (2008-2013)

have

I n addition the Commission' s determined

appropriate rate of return for Southwest,

needs to have a reasonable opportunity to actually earn

the Company

its Commission-authorized rate of return Investors d o

not make investment decisions based on authorized rates

of return, but on actual and expected realized rates of

return. The Company' s requested overall rate of return

assumes that the Commission will approve the Company' s

rate design proposals. If the rate design proposals are

rejected, as both Staff and RUCO are advocating, then the

Commission-authorized rate of return should b e adjusted

account for the higher variability in the

returns due to weather a n d the

upward to

Company' S

downs ide risk associated with Southwest's

asymmetric

declining

average usage per customer

Form No.155.0(0.8/2001)Word 29



Does this conclude your prepared rebuttal testimony?

Yes, it does.

1

2 37

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23
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BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

FRANK J. HANLEY

1. PURPOSE

11 Q.1 Please state your name, occupation and business address

12 A.1

13

My name is Frank J. Hanley and I am Principal and Director of AUS Consultants

My business address is 155 Gaither Drive, Suite A, Mount Laurel, New Jersey 08054

14 Q.2 Are you the same Frank J. Hanley who previously submitted direct testimony 'm

15 this proceeding

16 A.2 Yes. I am

17 Q.3 What is the purpose of this testimony

18 A.3

19

20

22

The purpose of this testimony is to rebut certain aspects of the direct testimonies of

Arizona Corporation Commission (ACC) Staff Witness David C. Parcell and

Residential Utility Consumer Office (RUCO) Witness William A. Rigsby concerning

their recommended common equity capital cost rates for Southwest Gas Corporation

(Southwest or the Company). I also respond to certain aspects of the critique of both

Messrs. Parcels and Rigsby of my direct testimony. In addition, I present an updated

cost of common equity capital analysis from which I conclude that my original

recommended common equity capital cost rate of 11.25% is still appropriate. Finally

I rebut Mr. Parcell's recommended rates of return related to Southwest's fair value26

rate base

28 Q.4 Have you prepared exhibits in support of this testimony



1 A.4 Yes. They have been denoted as Exhibits_(FJH-15) through (FJH-30).

2 11. SUMMARY

3 Q.s Please briefly summarize your rebuttal testimony.

4 A.5 My testimony describes the errors contained in the testimonies of Witnesses Purcell

5 and Rigsby, which result in a significant understatement of the cost rate of colman

6 equity capital to Soudrwest. Moreover, their contentions that a reduction in common

7 equity capital cost rate is in order should the Company's requested tariff tools be

8 approved are totally incorrect.

9 My testimony will address the following issues related to ACC Staff Witness

10 Parcellz

11 • I will explain why Mr. Parcells contention that if the Company's rate design

12 proposals are approved it would require a significant downward adjustment to the

Company's common equity capital cost rate is incorrect and that he is also incorrect

when he concludes that "it does not appear that the Company acknowledges this risk

transfer in terms of its requested rate of return "1

• I will show that Mr. Parcell's significant reliance upon the Discounted Cash Flow

(DCF) cost rates is inappropriate because of the tendency of the method to understate

common equity capital cost rate when market values exceed their book values

• I will show that Mr. Parcell's recommended common equity capital cost rate is too

low, as his Capital Asset Pricing Model (CAPM) and comparable earnings cost rates

are grossly understated

Purcell Direct Testimony, p. 15, l. 9-10



• Twill show the inadequacy of Witness Parcell's CAPM calculations and demonstrate

why it is incorrect to place any reliance upon geometric mean data in arriving at the

market equity risk premium in a cost of capital detenninadon

• Twill explain why Mr. Parcell's use of total return on long-term government bonds is

incorrect and results in a significant understatement of market equity risk premium

Moreover, I will explain why his failure to utilize the Empirical CAPM (ECAPM)

exacerbates his understatement of a proper common equity capital cost rate

• I will explain why his comparable earnings conclusion is incorrect because of his

presumption that if a stock sells at a substantial premium over its book value, it is

eating more than its cost of capital

My testimony will address the following issues related toRUCO Witness

Rigsby

• In addition to the problems associated with significant reliance upon the DCF method

which I address with respect to Mr. Purcell, I explain the problems associated with

Mr. Rigsby's exclusive reliance upon the sustainable growth method in reaching his

DCF conclusion

• I will explain why Mr. Rigsby's CAPM cost rates are grossly understated; why his

sole reliance upon geometn'c mean data as well as his reliance upon 91-day U.S

Treasury Bill rate as the risk-free rate are incorrect. Moreover, I will explain why his

failure to utilize the ECAPM exacerbates his understatement of a proper common

equity capital cost rate

• I explain and demonstrate why Mr. Rigsby's comments at page 59 of his testimony

regarding risk mitigation related to the Company's revenue decoupling proposal



including his statement that such a mechanism would "essentially provide SWG with

a guaranteed return on the Company's invested capital",' are totally incorrect

In addition to the foregoing, I respond to the critique made of my direct

testimony by Messrs. Parcell and Rigsby and show that their criticisms are invalid. I

also provide an updated cost of common equity capital analysis, which demonstrates

that the requested 11.25% is still valid, if not conservative. Finally, I address Mr

Parcell's testimony with regard to fair value rate base cost of capital contained at

pages 41-49 of his direct testimony. explain why his conclusions are incorrect and

Maher why his alternate proposed weighted average cost of capital (WACC) is

significantly understated

111. ACC STAFF WITNESS PARCELL

12 Q.6 Notwithstanding your disagreement with Mr. Parcell's range of common equity

13 capital cost rate, is his allowance of 0.1% (the difference between his

recommended 10.0% and midpoint of his range of 9.9%) adequate to recognize

Southwest's lower common equity ratio and significantly lower debt ratings

16 A.6 No. It is grossly inadequate. Shave prepared Exhibit__(FJH-15), which consists of

three sheets. Sheet 1 shows Standard & Poor's (S&P) bond ratings, business risk, and

financial risk profiles for the companies in each of Mr. Parcell's two proxy groups. I

have also shown Southwest separately for pLus°poses of comparison. It is shown on

Sheet 1 that the average Moody's bond rating for each of the two proxy groups is AS

versus Southwest's Baan, while the difference is even more extreme based upon the

S&P bond ratings, which is an average of A for each of the two proxy groups, while

Southwest's is BBB~. It is also shown that the average business risk profile for each

proxy group is "Excellent", while Southwest is lower at "Strong". Similarly, the

Rigsby Direct Testimony, p. 59, 1. 12-17. 4



1 financial risk profile for each proxy group is classified "Intermediate", while that for

2 Southwest is "Aggressive". In short, Southwest is viewed as considerably more

3 risky. On Sheet3, Ihave shown that the risk differential between bonds rated AS and

4 Baan by Moody's has increased substantially in the 11 months between April 2007

5 and March 2008. As shown, it has increased from 0.31% to 0.61%, a virtual

6 doubling. This indicates that the market places greater value on quality and views

7 bottom of investment grade (Southwest's bond rating) even more risky than it did

8 almost one year ago.

9 Q.7 In discussing the Company's request to implement two new rate design

10 proposals, Mr. Purcell, at page 15 of his testimony states that "if approved,

11 (they) are risk-reducing (T)he net effect of these proposals is to transfer a

12 significant portion of the Company's risks from its shareholders to its

13 ratepayers. Yet, itdoes not appear that the Company acknowledges this risk in

14 terms of its requested rate of return." Please comment.

15 A.7 There is no question that the requested rate design proposals would help to reduce

16 risk by stabilizing revenues and earnings. However, Mr. Purcell is completely

17 incorrect when he suggests that the Company somehow does not recognize this in its

18 requested rate of return. I have prepared Exhibit_(FJH-16), which consists of two

19 sheets. Sheet 1 graphically depicts what had been previously discussed in my direct

20 testimony, namely that in Southwest's Arizona jurisdiction, it has neither any type of

21 rate decoupling mechanism, nor performance-based rates, or weather normalization

22 adjustment protection. In contrast, die chart on Sheet 1 shows that 75% of the proxy

23 group upon which all three witnesses rely, consisting of 8 LDCs, have some type of

24 rate decoupling mechanisms in place, 50% have some type of performance-based

5
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1 rates in place, and 87.5% have some type of weather normalization adjustment

2 mechanism in place. Consequently, any cost rate for common equity capital derived

3 from such proxy group already overwhelmingly reflects investors' recognition of risk

4 reducion attributable thereto. In addition, since Southwest's bond rating is at the

5 bottom of investment grade, one full rating difference vis-£1-vis the proxy groups

6 (Baan vs. AS), even if the requested mechanisms were approved, it is extremely

7 unlikely that there would be a signif icant improvement in the bond rating

8 immediately. By that I mean the rating may go up a notch or two initially to Baa2 or

9 perhaps even Baal, but still would not in the immediate future be equal to the proxy

10 group average of Moody's A3 or  S & P ' s  A. Consequently,  it  is  likely that

11 Southwest's cost of common equity capital would remain somewhat above any cost

12 rate derived from the proxy LDCs, although the cost rate differential would lessen.

13 Mr. Parcell's observations are simply incorrect.

14 Q.8 Previously, you suggested that Mr. Parcell's "recognition" of the Company's

15 lower equity ratio and lower bond rating of 0.1% (from a midpoint of 9.9% of

16 his range to his recommended 10.0%) is grossly inadequate. Even though you

17 do not agree with his recommendation 'm absolute terms, do you have any

18 evidence that recognition of only 10 basis points is wholly inadequate?

19 A.8 Yes. Of course, I have demonstratedsuprathat the risk rate differential has increased

20 dramatically for Southwest in the last 11 months because of the perceived increasing

21 risk with lower quality rated investments such as investment in bonds of a company

22 with a rating at the bottom of investment grade. That differential currently is 0.61%

23 or 61 basis points as discussed supraand shown in Exhibit__(FJH-15), Sheet 3. Mr.

24 Parcel] claims to have taken into account Southwest's lower equity ratio and lower

6



1 debt ratings versus the proxy groups.3 However, those factors and many others are

2 reflected in the bond rating process as discussed in my direct testimony at page 13,

3 line 10 through page 14, Line 3 and shown in Exhibit_(FJH-2), Sheets 3 through 9).

4 In addition, Southwest witness Wood has quantified the minimal financial r isk

5 difference at 0.63% or 63 basis points in Rebuttal Exhibit_(TKW-1).

6 In view of the foregoing, it is clear that Mr. Parcell's recognition of only 10

7 basis points is grossly inadequate.

8 Q.9 Please comment upon the applicability of the range of Mr. Purcell's DCF cost

9 rates of 9.3% to 10.4% with a midpoint of 9.9% as discussed at page 25 of his

10 testimony.

11 A.9 A common equity capital cost rate of 9.9%, based upon what is known as the

12 "simplified" DCF model,  which a ll three witnesses ut ilize in this  case,  will

13 mathematically mis-specify investors' required return rate when the market value

14 of common stock differs significantly from its book value. It is a basic assumption

15 of the model. As utility rate of return experts all know, and as I discussed in my

16 direct testimony, market values and book values are seldom at unity. A market-

based DCF model will result in a total annual dollar return on book common equity

capital equal to the total annual dollar return expected by investors only when

market and book values are equal, a rare and unlikely situation

Utility stocks continue to trade at market-to-book ratios well above unity

As shown on Exhibit___(FJH-17), Sheet 2, the market-to-book ratios of the proxy

groups of gas distribution companies utilized by ad three cost of capital witnesses

including Mr. Parnell's two groups (one of which is the same as mine), are selling

at substantial premiums over book values

Parcell Direct Testimony, p. 34, 1. 2-4



1 As discussed in my direct testimony, at page 25, lines 9-12:

2
3
4
5
6
7
8

...a market-basedDCF cost rate applied to the book value per share
will either overstate investors' required corr non equity cost rate
when market value is less than book value or understate investors'
required common equity cost rate when market value is above book
value.

Shave demonstrated the inadequacy of Mr. Parcell's DCF cost rate (as well as

9 Mr. Rigsby's), on Sheet 1 of EM1ibit_(FJH-17), which demonstrates that there is no

10 realistic: opportunity to earn the market-based rates of return on book value. In this

11 example, the average market price of Mr. Parce]1's two proxy groups of $36395 is

12 187.78% in excess of the average book value of $19375 and the investor expects a

13 total return rate of 9.90%, the midpoint of Mr. Parcell's DCF cost rate range. The

14 9.90% market-based cost rate implies an annual return of $3.603 consisting of $1 .401

15 in dividends and $2.202 in growth (market-price appreciation). When the 9.90%

16 return rate is applied to the book value of $19.375, which is just 53.24% of market

17 value, an opportunity for a total annual return is just $1.918 on book value. With

18 annual dividends of $1.401, there is an opportunity to earn only $0.517 in market-

19 price appreciation, which is a mere 1.42% on market price in contrast to the 6.05%

20 growth in market price expected on average by investors for both groups. There is no

21 possible way to achieve the expected growth of $2.202 (6.05%) related to an average

22 market price of $36395 absent a huge cut in annual cash dividends, an unreasonable

23 expectation since such an action by a board of directors is usually indicative of an

24 extremely adverse financial condition. Of course, if the converse situation exists

25 (market prices substantially below their book values), a market-based DCF cost rate

26 applied to the book value of common equity capital would overstate the cost rate.

8



1 On the right hand side of Sheet 1, Shave shown similar computations related

2 to the proxy group of eight LDCs relied upon by Mr. Rigsby (and myself) and in part

3 by Mr. Parcell. As shown, the expected rate of growth implicit in Mr. Rigsby's DCF

4 cost rate of 9.73% is 5.18%, but when it is applied to the average book value of

5 $19.668, it returns an opportunity for growth in market value of only 1.11%.

6 Q.10 Please comment on Mr. Parcell's statement at page 26 lines 7-11 of his direct

7 testimony that "...the CAPM is generally superior to the simple risk premium

8 method because the CAPM specifically recognizes the risk of a particular

9 company or industry (i.e., beta), whereas the simple risk premium method

10 assumes the same risk premium for all companies exhibiting similar bond

11 ratings."

12 A.10 Mr. Parcell is incorrect. Beta is a measure of systematic risk, which reflects on

13 average only 32% of company-specific risk as reflected by the average R-squared

14 statistic (or coefficient of determination resulting from the regression analyses

15 from which the Value Line betas relied upon by Mr. Purcell were derived) for both

16 proxy groups relied upon by Mr. Parcel] as shown on Exhibit_(FJH-20), which

17 will be discussed infra. This means that only 32% of total risk is explained by

18 beta. In contrast, the "simple" risk premium method, which I use in addition to

19 CAPM/ECAPM, DCF, and comparable earnings, relies upon the use of  a

20 company-specific expected bond yield. As shown on Ex1tibit__(FJH-2), Sheets 3

21 through 9, S&P explains how and why the utility bond rating process takes into

22 account all of the diversifiable basic components of business and financial risk.

23 Moreover, I also utilize beta to allocate a total market equity risk premium, which

24 is a portion of the total market equity risk premium. Consequently, my approach

9



1 to the risk premium analysis reflects all company-specific risk (i.e., in the

2 company-specific bond yield which reflects all diversifiable business and financial

3 risk, plus that non-diversiiiable portion which is reflected in beta) and the

4 remainder of all risk is reflected through the use of beta in determining the

5 applicable equity risk premium. In view of the foregoing, Mr. Parcell's comments

6 about the CAPM versus the "simple" risk premium method are incorrect.

7 Q.11 Please comment upon Mr. Parcell's estimation of the market return

8 component of his CAPM analysis.

9 A.11 Mr. Parcell used the actual achieved rates of earnings on book colman equity

10 capital of the S&P 500 Composite for the period 1978-2006 as shown on

11 Exhibit_(DCP-7). As discussed previously, both the cost of capital and ratemaking

12 are prospective in nature. And, the underlying theory ofthe CAPMrequires the use

13 of a market return. Therefore, the use of historically achieved earnings on book

14 common equity capital is inconsistent with both the prospective nature of the cost of

15 capital and ratemaldng as well as with the very theory of the CAPM. In his

16 alterative CAPM analysis, Mr. Parcell calculates the historic risk premium using

17 Ibbotson Associates' average total return on large company stocks from 1926-2005,

18 which are appropriately market returns - not returns on book common equity capital.

19 Thus, Mr. Purcell's two CAPM analyses are a mismatch because he has mixed

20 returns on book common equity capital with market returns.

21 Q.12 Another element considered by Mr. Parcell in arriving at his estimation of

22 market equity risk premium is that he relied upon the total return on long-tenn

23 government bonds from the Morningstar, Inc. 2008 Yearbook relating to the

10



period 1926 through 2007. Is Mr. Parcell's use in the CAPM of the total return

on long-term government bonds appropriate

3 A. 12 No. In fact, it is incorrect. Shave prepared Exhibit___(F.TH-18) which consists of five

sheets. Sheets 1 through 4 contain a discussion by Morningstar related to calculation

of the equity risk premium for use in the CAPM. Sheet 5 is a copy of Table 2-1 from

the same publication which represents a summary of total returns, income returns

and capital appreciation of the basic asset classes for the period 1926 through 2007

There are several things to be noted from the Morningstar publication. PML they

9 indicate that the 30-year Treasury Bond yield is "theoretically more correct due to the

10 long-term nature of business valuation

Moreover, as shown at the top of page 28 of Mr. Parcell's direct testimony, he

12 relied upon a yield on long-term government bonds of 5.8% which represents total

return and not the income return of 5.2% for the same period of time. Morningstar

14 Inc. states under the caption "Income Return" at the bottom of Sheet 2 and top of

Sheet 3 of Exhibi¢__(FJH-18)

16

20

22

24

28
29
30

Another point to keep in mind when calculating the equity risk
premium is that the income return on the appropriate-horizon
Treasury security, rather than the total return, is used in the
calculation. The total return is comprised of  three return
components: the income return, the capital appreciation return, and
the reinvestment return. The income return is defined as the portion
of the total return that results from a periodic cash flow or, in this
case, the bond coupon payment. The capital appreciation return
results from the price change of a bond over a specific period. Bond
prices generally change in reaction to unexpected fluctuations in
yields. Reinvestment return is the return on a given month's
investment income when reinvested into the same asset class in the
subsequentmonths of the year. The income return is thus used in the
estimation of the equity risk premium because it represents the truly
riskless portion oft re return.' (footnote omitted) (italics added)

11



1 Thus, his use of the total return on long-term government bonds results in a

2 substandard understatement ofCAPMcost rate.

3 Q.13 Please comment on Mr. Parcell's direct testimony at lines 22-25 on page 27

4 wherein he notes that he has considered both the arithmetic and geometric

5 mean returns for the S&P 500 group as well as for long-term government

6 bonds tabulated by Morningstar, Inc.

7 A.13 As discussed in my direct testimony at page 37, line 14 through page 38, line 9, it

8 is the arithmetic mean return that is appropriate for cost of capital purposes

9 precisely because it captures the effect of changing economic conditions on risk

10 premier over time. Because historical total reams and equity risk premier spreads

11 differ in size and direction over time, the arithmetic mean provides insight into the

12 variance and standard deviation of returns. The prospect for variance, i.e., standard

13 deviation, captured in the arithmetic mean, provides the valuable insight needed by

14 investors and rate of return analysts alike to estimate the expected risk of stocks.

15 Absent such insight, investors cannot meaningfully evaluate prospective risk.

16 As stated previously, the financial literature is quite clear on this point,

17 namely that risk is measured by the variability of expected returns, i.e., the

18 probability distribution ofreturns. Morningstar,Inc.explains in detail, in original

19 pages 77 through 83 of Stocks. Bonds, Bills and Inflation: Valuation Edition 2007

20 Yearbook, shown at Sheets 2 through 8 (Exhibit__(FJI-I-11)) why the arithmetic

21 mean calculated overa very long period of time is the correct mean to use when

22 estimating the cost of capital.

12
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Weston and Brigham provide the standard financial textbook definition of

the riskiness of an asset when they state

The risldness of an asset is defined in terms of the likely variability
of future returns from the asset. (emphasis added)

As previously discussed, investors gain insight into relative riskiness by

analyzing expected future variability. This is accomplished by the use of die

arithmetic mean of a distribution of returns / premier because it takes into account

Q of the returns / premier, thereby providing meaningful insight into the variance

and standard deviation of those remens / premier. In contrast, the geometric mean is

a constant return, which provides no insight into variability

12 Q.14 Can it be demonstrated that the arithmetic mean takes into account all of the

returns and therefore, that the arithmetic mean is appropriate to use when

estimating the opportunity cost of capital?

15 A.14 Yes. I have prepared Exhibit_(FJH-19) which consists of two sheets, which

graphically demonstrates this premise. Sheet 1 charts the returns on large company

stocks for each and every year, 1926 through 2007 from Morningstar, Inc.'s

Stocks. Bonds.Bills. and Inflation- Valuation Edition 2008 Yearbook. It is clear

19 from looldng at the variation of these returns that stock market returns, and hence

equity risk premier, vary significantly from year to year

Shown on Sheet 2 is the distribution of each and every one of dose annual

returns for the entire period from 1926 through 2007. There is a clear bell-shaped

pattern to the probability distribution of returns. The arithmetic mean of this

distribution of returns takes into account adj of the returns in the distn'bution and

thus the potential variance and standard deviation likely to be experienced in the

J. Fred Weston and Eugene F. Brigham,Essentials of Managerial Finance, 3'° Ed., The Dryden
13



1 future when estimating the rate of return based upon such historical returns. In

2 contrast, the bold years: 1926 and 2007, shown on Sheet 2 are the only years

3 considered when the geometric mean is calculated. That is only two of the eighty-

4 two returns are taken into account, namely the initial and terminal years, which, in

5 this case, are 1926 and 2007. Based upon only those two years, a constant rate of

6 return is calculated by the geometric average. That constant return, when

7 represented graphically, would be a flat line over the entire 1926 to 2007 time

8 period which is obviously far different from reality, based upon the probability

9 distribution of returns shown on Sheet 2 and shown chronologically on Sheet 1.

10 In view of the foregoing, it should be clear that the arithmetic mean long-

11 term historical risk premium takes into account the standard deviation of returns,

12 which is critical to risk analysis. Therefore, Mr. Parcell's inclusion of geometric

13 mean returns is inappropriate for estimating the cost of capital and thus for

14 ratemaldng purposes.

15 Q.15 Mr. Hanley, have you recalculated CAPM cost rates utilizing Mr. Parcell's two

16 proxy groups and a proper long-tenn arithmetic average market premium?

17 A.15 Yes, I have. That information is shown on Exhibit__(FJH-20). In Exhibit_(FJH-

18 20), I have utilized Mr. Parcell's risk-free rate of 4.49% and his March 2008 Value

19 Line betas. I utilized the market premium of 7.10%, which is the arithmetic mean

20 average calculated utilizing the long-termaverage income return on U.S. government

21 securities of 5.2% and the long-term average total return on large stocks of 12.30%.

22 As shown, the average CAPM cost rate for the group of 12 gas distribution

23 companies is 10.71%, while the average for the proxy group of 8 gas distribution

24 companies is 10.62%. The median of both groups is 10.53%.

Press, 1974, p. 272. 14
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1 It is clear from the foregoing that Mr. Parcell's CAPM cost rates are grossly

2 understated.

3 Q.16 Do you have any further comment upon Mr. Parcell's CAPM analysis?

4 A.16 Yes. In addition to his incorrect use of returns on book common equity capital in

5

6

developing the market return component of the CAPM, his inclusion of geometric

market returns, and his use of total returns on long-term government bonds, Mr.

7

8

9

10

11

12

Parcell failed to consider that although numerous tests of the CAPM have

confirmed its validity, it has been determined that the empirical Security Market

Line (SML) described by the traditional CAPM is not as steeply sloped as the

predicted SML. (See my direct testimony at page 42, line 18 through page 43, line

29). Hence, the traditional CAPM understates the cost rate for common equity

capital for companies with betas less than 1.0 and overstates the cost rate for

13 companies with betas greater than 1.0. Mr.

ECAPM.

Parcell erred by not employing the

14

15

16

17

Q.17 In Exhibit_(FJH-20), you have corrected Mr. Parcell's CAPM calculations. In

view of his failure to include the ECAPM, have you also calculated what proper

ECAPM cost rates would be, using the inputs described in connection with

18 Exhibit___(FJH-20)?

19 A.17 Yes, I have. That information is set forth in Exhibit___(FJI-I-21), which consists of

20

21

22

23

24

five sheets. Sheet 1 contains a summary of the results of the calculations, while

Sheets 2 through 5 represent the excerpted portion from Roger Morin's book New

Regulatory Finance related to discussion of  the ECAPM, which prov ide further

support for its validity and necessity of use. As shown on Sheet 1, the mean ECAPM

cost rates are 10.93% relative to the proxy group of twelve gas distribution companies

15



and 10.86% for the proxy group of eight gas distribution companies. The median of

both groups is 10.79%. These data further confirm the gross understatement of Mr

Parcell's CAPM mean cost rates of 9.7% and medians of 9.5% as set toM in

Exhibit_(DCP-8)

5 Q.18 Do you have any comments regarding Mr. Parcell's application of the CEM?

6 A.18 Yes. At page 32 of his direct testimony, Mr. Parcels discusses his recommended

range of 10.0% to 10.5%. As support for his conclusion he cites recent returns of

10.0% to 11.0% and market-to-book ratios that substantially exceed 100%. He

9 concludes that "...the fact that market-to-book ratios substantially exceed 100

10 percent indicates that historic and prospective returns of 10 percent to 11 percent

reflect earnings that exceed the cost of equity for those regulated companies

12 (page 32, lines 1-4). By these statements, it is clear that Mr. Parcell believes that a

direct relationship exists between market-to-book ratios and the rates of earnings

on book common equity capital . Such a relationship is supported by neither the

academic literature nor a historical analysis of the experience of non-price

16 regulated companies

17 Q.19 What does the academic literature say about the relationship between allowed

18 regulatory rates of return on common equity capital and utility market-to

19 book ratios?

20 A.19 It is very clear from the academic literature that there is no such relationship. The

21 following excerpts are also set forth on page 24 of my direct testimony. Phillips

22 states the following

24
Many question the assumption that market price should equal book
value, believing that 'the earnings of utilities should be sufficiently

Charles F. Phillips, Jr., The Regulation of Public Utilities - Theory and Practice. 1993. Public
Utilities Reports. Inc.. Arlington, VA, p. 395
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1

2

3

high to achieve market-to-book ratios which are consistent with
those prevailing for stocks of unregulated companies.

4

5

6

7

8

9

10

1 1

12

13

14

In addition, Bonbright6 states:

In the first place, commissions cannot forecast, except within wide
limits, the effect their rate Orders will have on the market prices of
the stocks of the companies they regulate. In the second place,
whatever the initial market prices may be, they are sure to change
not only with the changing prospects for earnings, but with the
changing outlook of an inherently volatile stock market. Moreover,
even if a commission did possess the power of control, any attempt
to exercise it . . . . would result in harmful, uneconomic shifts in
public utility rate levels. (italics added)

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

Q.20 Have you performed an analysis to determine whether or not there exists a

direct relationship between the market-to-book ratios of non-price regulated

companies and their earned rates of return on book common equity capital?

A.20 Yes. There is no relationship. The results of my analysis are presented on

Exhibit_(FJH-22). I analyzed the market-to-book ratios and earned rates of return

on book common equity capital for the S&P Industrial Index and its successor, the

S&P 500 Composite Index, which does not include public utilities, over a long

period of time. On Exhibit_(FJH-22), I have shown the market-to-book ratios,

rates of return on book common equity capital (earnings/book ratios), annual

inflation rates, and die reamings/book ratios net of inflation (real rate of earnings)

annually for the years 1947 through 2006. In each and every year, the market-to-

book ratios equaled or exceeded 1.00 times. In 1949, the only year in which the

market-to-book ratio was 1.00 (or 100%), the real rate of earnings on book equity,

adjusted for deflation, was 18.1% (16.3% + 1.8%). In contrast, in 1961, when the

S&P Industrial Index experienced a market-to-book ratio of 2.01 times, the real

rate of earnings on book equity for the Index was only 9.1% (9.8% - 0.7%). In

2006, the preliminary market-to-book ratio for the Index was 2.75 times, while the

average real rate of earnings on book equity was 14.4% (16.9% - 2.5%).

6 James C. Bonbright, Albert L. Danielsen, and David R. Kamerschen,Principles of Public Utility
Rates, 1988, Public Utilities Reports, Inc., Arlington, VA, p. 334.
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6
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8

9

This analysis clearly demonstrates that competitive, non-price regulated

companies have never sold below book value, on average, and have sold at book

value in only one year since 1947. The data show that there is no relationship

between earnings/book ratios and market-to-book ratios.

Because this lack of a relationship between earnings/book ratios and

market-to-book ratios covers a 60-year period, 1947 through 2006, it cannot be

validly argued that going forward a direct relationship would exist between

reamings/book ratios and market-to-book ratios. The analysis shown on

Exhibit_(FJH-22), coupled with the supportive academic literature, demonstrate

the following:

1. While regulation is a substitute for marketplace competition, it can
only influence, but not directly control market prices, and, hence,
market-to-book ratios, and

10
11
12
13
14
15
16
17
18
19

2. The rates of return investors expect to achieve on market value have
no meaningful, direct relationship to rates of earnings on book equity.

A. Response to ACC Staff Witness Parcell's Comments on Company Testimonv

20 Q.21 On page 36, lines 19-21 of his direct testimony, Mr. Parcell states "To make a

21 modification of the DCF east rates, as Mr. Hanley proposes, amounts to an

22 attempt to "reprice" stock values in order to develop a DCF cost rate more in

23 line with what he thinks the results should be." Please comment.

24 A.21 I made no modification of DCF cost rates and did not "reprice" stock values. I

25 utilized informed expert judgment upon reviewing all of the indicated DCF cost

26 rates vis-8-vis the cost rate results from application of all of the other cost of

27 common equity capital models which I employ as well as my utilization of a

28 reasonableness check on my recommended common equity capital cost rate. The

29 basis for the exercise of my informed expert judgment was set forth clearly in my

30 direct testimony at page 31, line 15 through page 32, line 12. Moreover, in

18
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Decision No. 69663 of the Commission re: Arizona Public Service Company

dated June 28, 2007, the Commission recognized the infirmity of the DCF results

when itstated

(W)e note that the DCF results from all witnesses tend to the
lower end of the range. However, we compare those results with
the results from the other methods, and believe that the DCF
results alone would result not in an appropriate cost of equity in
this case for APS. We are cognizant of APS's current bond rating
as well as the Company's continued growth and the capital costs
associated with that growth. (Decision at p. 49)

The results of the other cost of common equity models and properly calculated

CAPM cost rates for Messrs. Parcell and Rigsby ranging from 10.61% to 10.93%

(Exhibit__(FJH-20, 21 and 25) confirm that their recommended common equity

capital cost rates are understated considerably. Moreover, Southwest's Moody's

bond rating of Baan is actually one notch lower than APS' Baa2, while the S&P

ratings of each are the same, namely BBB-. Also, Southwest has had one of the

highest growth rates of any LDC in the nation. As discussed supra, the cost of

capital has not declined for bottom of investment grade utilities and the risk

differential vis-a-vis higher rated utilities has increased

21 Q.22 At page 37, lines 1 through 13 of his testimony, Mr. Parnell draws on his

memory from the 1970's and early 1980's. He states that he can recall no

instances in which any AUS witness testified that the DCF result overstated

24 the cost of equity. Please respond to his recollection

25

26

28

A.22 In the 1970's and early 1980's, there was no clear trend by regulatory agencies to

place great reliance upon the DCF methodology. It was only in later years that

many commissions turned toward either exclusive use of the DCF methodology or

to place significant weight on it in arriving at an allowed common equity capital



cost rate in a general rate case proceeding. However, if Mr. Parcell was familiar

with cases during that era in which I testified, he would find that my recommended

colman equity capital cost rates were much lower than the 15%, 16% or 17%

DCF common equity capital cost rates, which were indicated based upon market

conditions at those points in time. Because it was not necessary to emphasize that

DCF cost rates were overstated 25 or 30 years ago does not mean that

consideration was not given to their overstatement when market/book ratios of

many utilities were below 100%. I did so back then, as Shave consistently done

relying upon multiple methodologies including the CAPM and risk premium

methods

11 Q.23 At page 37 of his testimony, Mr. Purcell criticizes your use of the long-term

holding period returns published by Morningstar, Inc. in your application of

the risk premium methodology. Please comment

14 A.23 Mr. Parcell's criticism of the use of long-term average holding period returns for

15 the period 1926-2006 is invalid for several reasons. First, Mr. Parcell himself

16 utilizes such long-term returns in his application of the CAPM as discussed supra

Secondly, Morningstar, Inc. in its Valuation Edition 2007 Yearbook, and cited in

18 my direct testimony at page 36, line 6 through page 37, line 20, as discussed supra

19 and again in the Valuat ion Edit ion 2007 Yearbook excerpts shown in

20 Exhibit_(FJH-11), Sheets 5 through 8 provides a complete explanation of why the

use of the long-term holding period returns is correct when estimating the cost of

22 capital

The use of the long-term arithmetic mean, by both myself and Mr. Parcel]

24 in pan, is consistent with the long-term investment horizon of utilities' common



1 stocks. The typical application of the DCF model used in regulation presumes an

2 infinite, i.e., long-term, investment horizon and a constant growth rate. The

3 presumption of a constant growth rate in the DCF model is no different than the

4 presumption of a constant equity risk premium based upon long-term historical

5 holding period returns as discussed in my direct testimony, page 40, line 11

6 through page 41, line 14. As Morin7 states:

7
8
9

10
11
12
13
14

It is not necessary that g be constant year after year to make the
model valid. The growth rate may vary randomly around some
average expected value. Random variations around trend are
perfectly acceptable, as long as the mean expected growth is
constant. The growth rate must be 'expectationally constant' to use
found statistical jargon. (italics added)

The foregoing confirms that the RPM is similar to the DCF model. The use

15 of a very long-term historic mean equity risk premium does not mean that in

16 actuality it is constant year after year in order for the model to be valid. The equity

17 risk premium may vary randomly around some average expected value. As to Mr.

18 Parcell's suggestion that it is somehow incorrect to rely upon the use of long-term

19 average market equity risk premium such as 1926-2006, he contradicts himself by

20 its use in the CAPM as discussed supra. Moreover, Morningstar, Inc. explains

21 very clearly why the use of a long-term historical average is appropriate as

22 discussed at page 36, line 6 dmrough page 37, line 20 of my direct testimony and in

23 detail at Sheets 5 through 8 of Exhibit_(FJH-11). Mr. Purcell's criticism is

24 without merit.

25 Q.24 Mr. Parcell criticizes your use of the empirical CAPM. Please comment.

26 A.24 Mr. Purcell states at lines 6-8 on page 39 of his direct testimony that "[w]hat the

27 empirical CAPM actually does is inflate the CAPM cost for the selected company

21
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or industry on one-fourth of its equity and assumes that one-fourth of the company

has the risk of the overall market." This statement reflects a misunderstanding of

the empirical CAPM. Sheets 2 through 5 of Exhibit_(FJH-21) contain that

portion of Roger Morin's text, which fully explain the academic/empirical support

for the ECAPM

6 Q.25 Mr. Purcell, in discussing the ECAPM, at page 39 of his testimony states that

you provided no rationale or reasons to believe that investors would ignore

published betas and instead rely on "hypothetical betas" that are neither

published nor readily available. How do you respond?

10 A.25 Mr. Parcell's comments make it clear that he does not understand the ECAPM

11 Roger Morin explains clearly (Ex.hibit_(FJH-21), Sheet 5 of 5) that theECAPM is

12 not a beta adjustment. Rather, it is a return adjustment. Some of what Morin

states, which is contained in its entirety on Sheet 5 of 5 of Exhibit_(FIH-21) is as

14 follows

16

20

22

24

Some have argued that the use of the ECAPM is inconsistent with
the use of adjusted betas, such as those supplied by Value Line and
Bloomberg. ...This argument is erroneous. Fundamentally, the
ECAPM is not an adjustment increase or decrease, in beta. This is
obvious from the fact that the expected return on high beta
securities is actually lower than that produced by the CAPM
estimate. The ECAPM is a formal recognition that the observed
risk/retum tradeoff is flatter than predicted by the CAPM based on
myriad empirical evidence. The ECAPM and the use of adjusted
betas comprise two separate features of asset pricing

26 It seems clear to me that Mr. Purcell is confusing the Security Market Line

(SML) with beta. Shave prepared Exhibit__(FJH-23) which consists of six sheets

28 which are excerpts from the book, Financial Management - Theory & Practice

29 Fourth Edition by Eugene F. Brigham and Louis C. Gapenski. As the authors

See page 41 of Mr. Hanley's Direct Testimony
2 2



1 explain in Footnote 12 on original page 203, which is shown at Sheet 5 of 6 of

2 Exhibit_(FJH-23), "students sometimes confuse beta with the slope of the SML

3 (Security Market Line)." The authors go on to state that beta does represent the

4 slope of the line, but not the SML. It is, after all, the SML where the intercept is

5 the risk-free rate. The ECAPM represents an adjustment to that return axis

6 recognizing die reality of a flatter SML slope than that predicted by the CAPM.

7 Consequently, it is a return adjustment as explained by Morin and not a beta

8 adjustment. Therefore, Mr. Parcell's contention that I have used a "hypothetical"

9 beta is incorrect.

10 Q.26 Mr. Parcell criticizes your application of the CEM by stating at lines 5-7 on

11 page 40 of his direct testimony that "The equivalence of beta values (i.e., the

12 basis for his selection of comparison companies) does not indicate that the

13 expected earnings and cost of common equity for these non-utilities and

14 utilities are the same." Please comment.

15 A.26 Mr. Parcell's comments relative to the equivalence of beta are incorrect. The basis

16 of my CEM is identical to that presented in an article co-authored by Pauline M.

17 Ahem and myself published in the summer of 1994 in the American Gas

18 Association's Financial Quarterlv Review entitled "Comparable Earnings: New

19 Life for an Old Precept", attached as Exhibit__(FJH-24), which consists of six

20 sheets. The article presents a selection process of unregulated, domestic

21 companies based upon unadjusted betas, which is entirely logical and consistent

22 with well-documented financial concepts supported by the academic literature,

23 namely, that beta is the product of market prices which, based upon the EMH,

24 reflect all elements of risk. The betas derived from those market prices reflect non-

23



diversifiable market systematic risk, while the residual standard deviations, or

2 standard errors of the regression analyses from which the betas were derived,

3 reflect the remaining company-specific (or non-systematic) risks. Thus, the

4 selected comparable domestic non-price regulated companies in my analysis are

5 indeed comparable to my proxy group of LDCs on a total risk basis, Le., the sum

6 of non-diversifiable systematic risk and diversifiable, unsystematic or company-

7 specific, risk. Mr. Parcell cites the Hope Natural Gas case at page 6 of his

8 testimony which states in part:

9
10
11
12
13

By that standard the return to the equity owner should be
commensurate with returns on investments in other enterprises
having corresponding risks.

The basis of selection of my comparable companies is the regression statistics of

14 market prices, which reflect dl elements of risk. So, my non-price regulated proxy

15 companies are indeed comparable in total risk to the proxy LDCs. Mr. Parcell's

16 criticisms are unfounded and should be disregarded.

17 Iv. RUCO WITNESS WILLIAM A. RIGSBY

18 Q.27 At pages 9 through 16 of his testimony, Mr. Rigsby discusses and adopts the

19 exclusive use of the sustainable growth method reflected in the equation g = br +

20 sv for use in the DCF model. Please comment.

21 A.27 Myron Gordon, who first introduced the DCF model adapted for utility ratemaddng,

22 came to recognize long after his book 'The Cost of Capital to a Public Utility" was

23 published in 1974, that the growth component of his original "Gordon Model," which

24 relied upon the sustainable growth method had a serious Limitation. Dr. Gordon, in a

25 presentation on March 27, 1990 (some 16 years after the publication of his 1974

26 book), before the Institute for Quantitative Research in Finance, in Palm Beach,

.1

24



1 Florida, entitled, "The Pricing of Common Stocks", stated that analysts' growth rate

2 projections were superior to the sustainable growth method when he stated:

3
4
5
6
7
8
9

10
11
12
13
14
15
16

The most serious limitation of the Gordon Model is the assumption
that the dividend expectation can be represented with just two
parameters, D and be We have seen that earnings and growth
estimates by security analysts were found by Malkiel and Craig to
be superior to data obtained from financial statements for the
explanation of variation in price among common stocks. That is,
better estimates are obtained for the coefficient of the various
explanatory variables. ...estimates by security analysts available
from sources such as IBES are far superior to the data available to
Malkiel and Craig. Secondly, the estimates by security analysts
must be superior to the estimates derived solely from financial
statements. (italics added for emphasis)

Q.28 It is clear that the "father" of the DCF model for use 'm utility rate proceedings,

17 Dr. Myron Gordon, said analysts' forecasts are superior to the sustainable

18 growth method, but what are the problems with using the sustainable growth

19 method itself?

20 A.28 It is circular in nature because it relies upon an expected return on equity (ROE). In

21 turn, it utilizes that ROE to establish an allowed ROE, which is lower than the

22 expected ROE. Roger Morin, in his 2006 book, New Rezulatow Finance, sums up

23 the problems with the g = br + sv method for estimating growth in the DCF model as

24 follows:

25 • It may be more difficult to estimate whatb, r, s, and v investors have in mind than it

26 is to estimate what g they envision.

27 There is a potendal element of circulality in estimating g by a forecast of b and ROE

28 for the utility being regulated, since ROE is determined in large part by regulation.

29 • The sustainable growth method is not as significantly correlated to measures of value,

30 such as stock price and price/earnings ratios as other historical measures or analysts'

31 growth forecasts. (pp. 306-307)

25



1 Q.29 Do you have any additional comments regarding the sustainable growth, i.e., g

be + sv, calculations made by Mr. Rigsby

3 A.29 Yes. Mr. Rigsby states on page 16, lines 17 through 22 that "The market price of

a utility's common stock will tend to move toward book value, or a market-to

book ratios of 1.0, if regulators allow a rate of return that is equal to the cost of

capital (one of the desired effects of regulation). As a result of this situation, I

used [( M / B) + 1] + 2 as opposed to the current market-to-book ratio by itself to

represent investor's [sic] expectations that, in the future, a given utility will

achieve a market-to-book ratio of 1.0." Underlying this statement by Mr. Rigsby

10 is the presumption of a direct relationship between market-to-book ratios and

returns on book common equity capital which, as discussed in my direct testimony

12 at pages 23-28, is erroneous and can lead to fatal conclusions of judgment

Moreover, as noted on page 24 of my direct testimony, Charles F. , Phi11ips° states

14

18

Many question the assumption that market price should equal book
value, believing that 'the earnings of utilities should be sufficiently
high to achieve market-to-book ratios which are consistent with
those prevailing for stocks of unregulated companies.' (italics
added)

20 In addition, Bonbright' states

22

24

26

In the first place, commissions cannot forecast, except within wide
limits, the effect their rate orders will have on the market prices of
the stocks of the companies they regulate. In the second place
whatever the initial market prices may be, they are sure to change
not only with the changing prospects for earnings, but with the
changing outlook of an inherently volatile stock market. In short
market prices are beyond the control, though not beyond the
influence of rate regulation. (italics added)

30

Charles F. Phillips, Ir., The Regulation of Public Utilities .- Theory and Practice, 1993, Public
Utility Reports, Inc., Arlington, VA, p. 395

James C. Bonbright, Albert L. Danielson and DavidR. Kamerschen,Principles of Public Utility
Rates, 1998, Public Utilities Reports, Inc., Arlington, VA, p. 334
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Hence, there is no valid empirically supported reason to use diluted market

to-book ratios because of the erroneous assumption that such ratios will move toward

one, i.e., 1.00, or 100%. Doing so results in the understatement of the growth

component in the DCF and the DCF cost rate itself

5 Q.30 Is Mr. Rigsby correct in his use of the yield on 3-month U.S. Treasury Bills as

the risk-free rate 'm his CAPM analysis

7 A30 No. Mr. Rigsby relies upon information contained in the Morningstar, Inc.'s SBBI

8 2007 Yearbook for estimating his equity risk premium for use in the CAPM

9 However, he has ignored Morningstar's recommendation that the yield on long-term

10 Treasury Bonds is the proper risk-free rate to utilize in the CAPM. Sheet 4 of

Exhibit (FJH-25) is a copy of page 59 of Stocks. Bonds, Bills and Inflation

12 Valuation Edition - 2008 Yearbook. Note that Morningstar states

14

16

The horizon of the chosen Treasury security should match the horizon of
whatever is being valued. When valuing a business that is being treated as a
going concern, the appropriate Treasury yield should be that of a long-term
Treasury bond.(italics added for emphasis)

The DCF model which Mr. Rigsby utilizes, implicitly contains an infinite

19 investment horizon. Southwest is a going concern. Moreover, Harrington"', with

20 regard to the use of short-term Treasuly Bill rates in the CAPM states

22
Anyone using the CAPMmust choose theRF proxy with great care
The most widely used proxies, 30-or 90-day Treasury Bill rates, are
empirically inadequate and theoretically suspect. (italics added)

24
Thus, in view of the foregoing, it is clear that only the use of a long-term

Treasury Bond yield is appropriate for use as the risk-free rate in the application of

the CAPM

Diana R. Harrington,Modem Portfolio Theory & the Capital Asset Pricing Model - A User's
Guide,Prentice-I-Iadl, Inc., 1983, p. 108
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1 Q.31 On page 27 of his testimony, lines 8-10, Mr. Rigsby states that he "used both a

2 geometric and an arithmetic mean of the historical returns ... as the proxy for

3 the market rate of return." Is the use of the geometric mean for estimating the

4 cost of capital correct?

5 A.31 No. Shave previously discussed the error of using the geometric mean to estimate the

6 cost of capital 'm my nebuttad to ACC Staff Witness Parcels, supra. Investors are

7 constantly buying and selling stocks. Potential investors require insight into die

8 degree of risk they will experience before they can determine whether to purchase

9 common stock of a firm and the price they are willing to pay. Such insight is critical

10 because the degree of the risk mandates the rate of Ietum required in accordance with

11 the basic financial precept of risk and return, i.e., greater risk means a greater rate of

12 return is required and vice versa. Morningstar, Inc. explains why only the use of the

13 arithmetic mean is appropriate when estimating the cost of capital (see

14 Exhibit_(FJH-11), Sheets 2 through 4 and Exhibit_(IFJH-19) discussed supra re Mr.

15 Parcell's use of the geometric mean.

16

17

The financial literature is quite clear that business risk is measured by the

variability of expected pretax ietums, i.e., the probability distribution of retumsu.

18 Weston & Brigham12 define the riskiness of an asset thusly:

19

20

21

22

The riskiness of an asset is defined in terms of the likely variability offature
retumsfrom the asset. (italics added)

Finally, Jeremy J. Siegel" defines risk as follows:

11

12

13

Eugene F. Brigham,Fundamentals of Financial Management, Fifth Edition, The Dryden Press,
1989, p- 639.
J. Fred Weston and Eugene F. Brigham,Essentials of Managerial Finance, am Edition, The Dryden
Press, 1974, page 272.
Jeremy J. Siegel,Stocks for the Long Run - A guide to Selecting Markets for Long-Term Growth,
Irwin, 1994, p. 40.
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A common measure of risk is the standard deviation of vearlv returns. (italics
in original, underlining added for emphasis)

And, in a note at the bottom of Table 1-1 on page 11 of Stocks for the Long-Run

Siegel notes that: "Risk = standard deviation of arithmetic returns." (italics added

for emphasis)

Thus, it is clear that use of the geometric mean is incorrect to use when

estimating the cost of capital

9 Q.32 Aside from the fact that Mr. Rigsby used a 91-day Treasury Bill rate as the risk

free rate, which you have already discussed, is there anything else about the rate

that he used that is °1nconsistent, and therefore incorrect?

12 A.32 Yes. Shave explained, supra,why the use of 91-day Treasury Bill rate as the risk-free

rate is incorrect, However, Mr. Rigsby's use of a recent six-week average rate

exacerbates the error. By that I mean he has used the long-term returns on large

stocks for the period1926 through 2006, but did not use a compatible rate. In other

words, even though the use of a 91-day Treasury Bill rate is incorrect, the fact that he

did not utilize an average rate for 91-day Treasury Bills over the same period, i.e

1926 through 2006, exacerbates the problem even further

19 Q.33 Have you recalculated Mr. Rigsby's CAPM results appropriately relying on

forecasted yields on long-teml U.S. Treasury Bonds as the risk-free rate, the

income return on long-term U.S. Treasury Bonds 'm cdcdating the equity risk

premium, and the long-term arithmetic mean average equity risk premium

23 A.33 Yes.  On Exhibit (FJH-25), I have shown that the traditional CAPM result is

10.61% while the ECAPM result is 10.85%. As can be seen on Sheet 1, Mr. Rigsby's

average understatement is 0.71%, or 71 basis points
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A. Response to RUCO Witness Rigsbv's Comments on Southwest Gas Corporation's
Cost of Equity Capital

4

5

6

Q.34 At the top of page 55 of his testimony, Mr. Rigsby criticizes your elimination of

returns below 9.60% and suggests that you refuse to consider the fact that the

market has priced returns of LDCs at a lower level than what regulators have

adopted. Please comment

8

9

10

12

14

16

A.34 Mr. Rigsby's comment is incorrect for several reasons. First, he either is not aware or

ignores the fact that the results of my DCF, CAPM, and CEM methods are

substantially higher than 9.60%, thereby confirming through the use of multiple

models that anything below 9.60% is franldy unrealistic, not required by investors

and should be disregarded. Moreover, the use of multiple models is discussed and

encouraged in the academic/financial literature. According to the Efficient Market

Hypothesis (EMH), upon which the DCF model is predicated, investors are aware of

the fact that there are multiple models, that their use is encouraged, and that many

commissions, including this Commission, consider other such models. Mr. Rigsby's

criticism is without merit

19

20

Secondy, the 9.60% floor is actually predicated upon the lowest return during

that period awarded by regulators, as can be seen by reference to Exhibit_(PJH-14)

Also shown on that exhibit, is that the average of litigated cases awards was 10.48%

relative to a common equity ratio of 45.92%

22 Q.3S At page 55, lines 16-18, Mr. Rigsby states that the ECAPM uses unadjusted

betas that are lower than the adjusted Value Line betas. Also, at page 57, lines

8-11. he states that the ECAPM overstates the expected return because of the

use of an adjusted beta ill a model that contains an upward adjustment for the

risk-free rate of return. Please comment.
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1 A.35 Mr. Rigsby, in some sense acknowledges the distinction between an upward

2 adjustment for the risk-free rate of return and beta. However, the use of an adjusted

3 beta in a CAPM (or ECAPM) is to adjust for regression bias, i.e., the tendency of

4 betas which are higher than 1.00 to move downward and conversely, for betas which

5 are lower than 1.00 to move upward. TheECAPM represents an adjustment for the

6 tendency of theCAPM (using adjusted betas) to still mis-specify the cost rate which

7 is on a different axis from beta. As discussed supra in connection with Mr. Parcell's

8 testimony, Morin has made clear (refer to Sheet 5 of Exhibit_(FJH-21)) that the

9 argument of double-counting by using adjusted beta is erroneous. He states:

10
11
12
13
14
15
16
17
18
19
20
21
22

This argument is erroneous. Fundamentally, the ECAPM is not an
adjustment, increase or decrease, in beta. This is obvious from the
fact that the expected return on high beta securities is actually lower
than that produced by the CAPM estimate. The ECAPM is a fonnad
recognition that the observed risk-return tradeoff is flatter than
predicted by the CAPM based on myriad empirical evidence. The
ECAPM and the use of adjusted betas comprise two separate features
of asset pricing. Even if a company's beta is estimated accurately,
the CAPM still understates the return for low-beta stocks. Even if
ECAPM is used, the return for low-beta securities is understated if
the betas are understated.

In addition, it is clear that because the adjustment for an increased risk-free

23 rate results from the ECAPM because the SML is flatter than predicted by the

24 CAPM, has nothing to do with beta. As discussed supra in connection with Mr.

25 Parcell's testimony, Brigham and Gapenski (see Exhibit_(FJH-23)) make it clear

26 that beta is a line, but it is not the SML. The ECAPM is a return adjustment and not a

27 beta adjustment. Mr. Rigsby's comments are incorrect and should be disregarded.

28 Q.36 At page 59, lines 6-18 of his testimony, Mr. Rigsby contends that

29 implementation of the Company's requested decoupling adjustment provision

30 (RDAP) would "essentially provide SWG with a guaranteed return on the

31



Company's invested capital, does in itself merit a lower cost of common equity

capital that reflects the elimination of the risk of not being able to earn an

authorized rate of return." Is he correct?

4 A.36 No. This is a matter of common sense. The requested RDAP will help to stabilize

5 revenues, but it does not guarantee a level of return or revenues. Also, see the

6 Direct Testimony of Southwest Witness Ralph E. Millerat page 3, line 21 through

7 page 4, line 3. While a RDAP, or its equivalent, would stabilize revenues and

hence earnings, it would certainly not "essentially provide a guaranteed return" as

contended by Mr. Rigsby

10 Q.37 I f  Mr. Rigsby's contention were correct, namely that the implementation of a

decoupling mechanism would essentially guarantee a return, what implication

would that have with regard to the volatility of market price relative to a

market index?

14 A.37 If Mr. Rigsby's contention were correct, where such clauses were in effect, the

companies should have betas of essentially zero, since they would have virtually

no non-diversifiable risk. However, such is not the case. For example, Cadifomia

has had in place revenue decoupling mechanisms such as the Electric Revenue

Adjustment Mechanism (ERAM) for nearly three decades. the betas ofYet,

California energy companies are not, and have not been, even remotely close to

zero. Even prior to the re-structuring of the electric industry in California, betas

were still fairly high. For example, in 1996, the Value Line beta for PacificGas &

Electric Company (PG&E) was 0.75. Yet, an ERAM had been in place for many

years. Mr. Rigsby's contention is without merit and should be disregarded



1 Q.38 Have you looked at a California utility company for insight into the validity of

2 Mr. Rigsby's contention regarding the impact of a decoupling mechanism, or

3 its equivalent?

4 A 3 8 I have prepared Exhibit___(FJH-26), which consists of three sheets. They are

5 excerpts from a presentation made by Roland Rosser, Director - Customer Energy

6 Efficiency,  Pacific Gas & Electr ic Company On August 2,  2006. I t  ca n be

7 determined from Sheet 2 that decoupling of revenues and sales for non-fuel costs

8 began in California in 1978 for its natural gas operations and in 1982 for its electric

9 operations. It can also be detennined by reference to Sheet 3 of Exhibit__(FJH-26)

10 that nearly all of PG&E revenues are now decoupled; namely, only about 6% of

11 electric revenues are at risk and only about 4.2% of natural gas revenues are at risk.

12 Q.39 Would the implementation of a revenue per customer decoupling mechanism

13 result in the reduction of a level of risk to the extent that the common equity

14 capital return rate would essentially be guaranteed?

15 A.39 No. Such a proposition is preposterous for several reasons. First, revenues would

16 be stabilized, but not guaranteed, e.g., the loss of customers or the shifting of

17 customers between rate classes. Second, expenses have a significant impact on

18 earnings and their potential for variability, consistent with the definition of

19 business risk. Third, while there is some reduction in risk attributable to a

20 compression of volatility of revenues and EBIT, it is far from eliminated. Thus,

21 there is still the need to ham an ROE commensurate with the real risk perceived by

22 investors and reflected in the cost of capital, including bond ratings/yields. Shave

23 prepared Exhibit_(F]H-27) which consists of eight sheets. It is a copy of the June

24 19, 2007 research report from Standard & Poor's RatingsDirect relative to PG&E.
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1 As can be seen, its credit rating was BBB+, and still is, despite the fact that it has

2 had an ERAM (equivalent to a RDAP) in effect since 1982 and a similar

3 decoupling mechanism in effect for gas revenues since 1978. As noted on Sheet 2

4 of Exhibit___(PJH-27), the current authorized ROE for most California Public

5 Utilities Commission (CPUC) jurisdictional operations is 11.35%, despite the fact

6 that all electric and gas companies have had revenue decoupling mechanisms in

7 effect for nearly three decades.

8 Q.40 Has PG&E, which has both electric and gas revenue decoupling mechanisms

9 in effect, recently received a rate increase?

10 A.40 Yes. As shown on Exhibit_(FJH-28), Sheet 2 of 4, a rate increase was authorized

11 March 15, 2007, which included a return of 11.35% relative to a common equity

12 ratio of 52%. Moreover, as shown on Sheet 4 of Exhibit _ (FJH-28), as noted

13 by Regulatory Research Associates in its March 19, 2008 Regulatory Focus re

14 California Regulatory Review, on December 20, 2007, the California PUC issued

15 ROE determinations for 2008 adopting 11.35% for PG&E as well as 11.5% for

16 Southern California Edison and 11.1% for San Diego Gas & Electric.

17 believe the foregoing data confirms that there is no merit to Mr. Rigsby's

18 contention regarding the implementation of a decoupling mechanism on the cost of

19 common equity capital.

20 v. UPDATED COMMON EQUITY CAPITAL COST RATE

21 Q.41 Have you prepared an update of your common equity capita cost rate to reflect

22 more current capital market conditions?

23 A.41 Yes, I have. In my update, Exhibit___(FJH-29), which consists of 32 sheets, I utilized

24 the most recent information available. In addition, I utilized the same cost of common
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1

2

3

4

5

6

equity capital models and applied them in the same manner as discussed in detail in

my direct testimony. My updated common equity capital cost rate remains the same

at 11.25%. A brief summary of my updated common equity capital cost rates and

updated cost of common equity capital of 11.25% is shown on Sheet 2 of 32.

I believe that by keeping my updated common equity capital cost rate at

11.25% is conservative in view of a considerable increase in the risk premium and

7 CAPM/ECAPM cost rates since the time my direct testimony was prepared. This is

8

9

10

attributable in part to the fact that there has been no decline in long-term debt cost rate

for Southwest despite a substantial decline in the yields on long-term U.S. Treasury

securities; a modest decline in the long-term debt yields of higher rated utility bonds,

which translates to an increase in the risk differential for Southwest as investors have11

12

13

become more wary of investing in lower quality long-term debt such as Southwest's

bottom of investment grade rated bonds. Also, there has been an increase in

Southwest's beta. As shown on Sheet 2 of 32 of Exhibit_(FJH-29), a cost rate of14

15

16

17

18

11.00% based on the proxy group of eight LDCs translates to a cost rate of 11.61%

when the increased risk differential (Southwest's Baan bond rating vs. AS bond rating

of the proxy group) of 0.61% is taken into account. Thus, keeping my updated

recommended common equity capital cost rate at 11.25% is reasonable and

19 conservative.

20 VI. REASONABLENESS CHECK

21

22

Q.42 Have you performed an updated reasonableness check in order to further

ascertain whether your updated common equity capital cost rate of 11.25% is

23 reasonable?

35



1 A.42 Yes, I have. Shave prepared Exhibit___(FJH-30) which consists of 7 sheets. On Sheet

2 1, I show a summary of regulatory awards made to gas distribution companies and

3 the gas operations of combination electric and gas companies for the 12 months

4 ended March 31, 2008. As shown, the average authorized rate of return on common

5 equity capital in litigated rate cases was 10.33% relative to a 52.42% common equity

6 ratio. The average equity risk premium awarded over the yield on Moody's A rated

7 public utility bonds was 4.25%. As discussed supra, view of the increasing

8 financial turmoil in our economy in the past year, there has been a decided trend by

9 investors to higher quality long-term debt resulting in greater cost rate differentials to

10 companies with lower quality debt such as Southwest's bottom of investment grade

11 ratings of Baan by Moody's andBBB- by S&P. For this reason, utility bonds such as

12 those of Southwest's, which are rated at the bottom of investment grade (one more

13 notch down would put them into junk bond status) has increased substantially. Thus,

14 in view of a prospective bond yield of 7.01% (6.26% + 0.75%) on debt rated Baan,

15 and an average equity risk premium of 4.25 percentage points consistent with that of

16 the recent past, i.e., twelve months ended March 31, 2008, it is seen on

17 Exhibit_(FJH-32) that an 11.26% common equity capital cost rate is indicated to be

18 applicable to Southwest. During the past year, the yield has declined somewhat on

19 higher rated public utility bonds, but has remained essentially the same for Southwest,

20 indicating a substantial increase in the relative cost attributable to Southwest's bottom

21 of investment grade rating.

22 Q.43 I notice that you have excluded from your average of awards made for return on

23 cost of common equity capital in litigated rate cases the award to National Fuel
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1

2

Gas Distribution Corp. of 9.10% by the New York Public Service Commission.

Why did you exclude the results from that rate case?

3

4

5

A.43 At Sheets 2 through 7 of Exhibit__(FJH-30), presented information from Regulatory

Research Associates relative to that rate proceeding. As can be gleaned from RRA's

evaluation at the bottom of Sheet 3, they indicate that it is "negative from an investor

6 viewpoint." They go on to state:

The PSC authorized a return on equity (ROE) that is well below the
average returns authorized energy utilities nationwide during the past
12 months. We note that the authorized ROE is equal to that
authorized for Consolidated Edison subsidiary Orange & Rocldand
Utilities' (ORU) electric operations in October 2007 following an
earnings investigation. At that time, we indicated that to our
knowledge, the 9.1% ROE was the lowest equity return authorized an
energy utility nationwide in at least the last 30 years.

7
8
9

10
11
12
13
14
15
16 In view of Southwest's bottom of investment grade rating and RRA's

17 evaluation of the National Fuel Gas Distribution order, it is inappropriate to include

18

19

20

those results in an attempt to verify the reasonableness of my recormnendation.

In view of the foregoing, I believe that my updated recommendation, which is

unchanged from my original recommendation of an 11.25% common equity capital

cost rate is both reasonable and conservative.21

22 VII. FAIR VALUE RATE BASE COST OF CAPITAL

23 Q.44 Mr. Hanley, have you reviewed the section of ACC Staff Witness Pareell's direct

24 testimony entitled, "Fair Value Rate Base Cost of Capital"?

25 A.44 Yes, Shave.

26

27

Q.45 Do you believe that the Company's overall cost of capital of 9.45% should or

must be applied to the fair value rate base?

28 A.45 No, I do not.
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1

2

Q.46 Is it your understanding that the Commission has the discretion to determine

the appropriate methodology for establishing the rate of return to be applied to

a fair value rate base?3

4 A.46 Yes.

5 Q.47 Is there a link between the concepts of rate base and the cost of capital as

6 suggested by Mr. Parcell?

7

8

A.47 Yes, I believe there are. However, I differ considerably with Mr. Parcell who

contends that the fair value rate base (FVRB) increment should be considered as cost-

9 free capital.

10

11

Q.48 Why do you disagree with Mr. Purcell's contention that the FVRB increment

should be considered as cost-free capital?

12

13

A.48 The concept of a fair value rate base is analogous to ownership in a private residence.

When market values rise, the differential between cost and fair value (less any

14

15

16

mortgage debt, etc.) benefits the owner through an increase in the owner's equity.

Conversely, in a market such as being experienced currently and in the recent past,

when market values have been declining, the equity of the owner diminishes to his or

17 her detriment.

18

19

20

Q.49 You do agree, however, do you not that if the normally determined market-

based common equity capital cost rate were applied to the FVRB increment that

it would represent windfall to shareholders?

21

22

23

24

A.49 Yes, I do. I recognize that it has long been established in regulatory ratemaldng that

application of a weighted average cost of capital (WACC or the overall cost of

capital) to an original cost rate base (OCRB) provides for a fair and reasonable

opportunity to earn a return. However, Mr. Parcell's cost-free capital approach to the
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FVRB increment totally obviates any purpose of the FVRB increment. In fact, his

methodology would provide an opportunity for net operating income, which is

actually less than that which would be obtained through application of Staff's

recommended WACC of 8.86% to its proposed OCRB. This is easily demonstrated

as follows

Net Operating Income Under ACC Staff Proposed OCRB Rate Base

$1,070,195,857OCRB Rate Base
Staff Proposed WACC

Net Operating Income

Net Operating Income Based Upon ACC Staff 's  Proposed FVRB Where the
Increment Above OCRB is Considered as Zero Cost Capital

ACC Staff Proposed FVRB
Proposed WACC Applicable

$1,393,340,942

Net Operating Income

As can be readily determined by comparison of the above, Mr. Parcell's

proposed treatment of the increment of the FVRB as cost-free capital actually results

in $71,693 lessnet operating income than by applying the WACC of 8.86% to Staff' s

proposed OCRB. Clearly, this methodology is not only illogical but even worse than

the methodology that has already been rejected by the Arizona Appeals Court

decision ire Chaparral City Water Company (Appeals No. CA-CC 05-002)

$94,747,660

27 Q.50 Mr. Parcell has recommended an alternative method whereby he applies a

1.25% return rate to the FVRB increment and arrives at a WACC relative to28

29 the Staff proposed fair value rate base of 7.09%. Do you agree with his

alternative method?30

31 A.50 No. I generally agree with the basic notion of applying some type of net of inflation

risk-free rate to the FVRB increment, but disagree with his application of 1.25%. Mr
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Parcell's conclusion of allowing only one-half of what he believes is the net of

inflation risk-free rate is totally arbitrary and should be rejected

3 Q.51 Why do you believe that some type of net of inflation risk-free rate is applicable

4 A.51 First, let me say that I think it would be completely inappropriate to subtract inflation

5 from the WACC because any benefit or detriment of FVRB increment should only

6 relate to the common shareholders. The application of a net of inflation risk-free rate

will provide for minimal benefit ofFVRB increment rather than to apply the common

8 equity capital cost rate which would provide an opportunity for an unreasonable

9 windfall to the common shareholders. believe an appropriate net of inflation risk

10 free rate to be applied to the FVRB increment is 2.05%, which is the rate that I

recommend

12 Q.52 What is the basis of the 2.05% cost rate, which you recommend applicable to the

FVRB increment which constitutes 23.18% of the Staff proposed FVRB?

14 A.52 Mr. Parcel] and I have both relied upon the yield on long-term Treasury Bonds. We

15 each use 4.5%. This is reasonable since the cost of capital is a long-term calculation

16 Mr. Parcel] subtracted 2.0% for inflation to get a 2.5% risk-free rate, but then

arbitrarily only applied one-half of it, or 1.25%. I rely upon the average of expected

18 inflation represented by the Consumer Price Index (CPD for the six calendar quarters

19 ending with the third quarter of 2009 of 2.45% from Blue Chip Financial Forecasts

20 dated April 1, 2008 as shown on Sheet 22 of Exhibit___(FJH-29). believe that using

the average expected inflation rate makes sense in view of rising consumer prices and

22 the expectational concept of the cost of capital. Thus, the net of inflation risk-free

rate, which is applicable to the FVRB increment is 2.05% (4.50% - 2.45% expected

24 inflation)

40



1 Q.53 Does that conclude your rebuttal testimony?

2 A.53 Yes, it does.

4
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Sheet 2 of 3

Southwest Gas Corporation
Numerical Assignment for

Moody's and Standard & Poor's Bond Ratings
Standard & Poor's Business and Financial Risk Profiles
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The Equity Hisk Premium

The Market Benchmark and Firm Size
Although not restricted to include only the too largest companies, the sur too is considered a large
company index. The returns of the sur too are capitalization weighted, which means that the weight
of each stock in the index, for a given month, is proportionate to ins market capitalization (price times
number of shares outstanding) at the beginning of that month. The larger companies in the index
therefore receive the majority of the weight. The use of the NYSE "Deciles I-1" series results in an even
purer large company index. Yet many valuation professionals arc faced with valuing small companies
which historically have had different risk and return characteristics than large companies. If using a
large stock index to calculate the equity risk premium, an adjustment is usually needed ro account for
the different risk and return characteristics of small stocks. This will be discussed further in Chapter 7
on the size premium

The Risk-Free Asset

The equity risk premium can be calculated for a variety of time horizons when given the choice of risk

free asset to be used in thecalculation. The zoom lb botson° Stocks, Bonds, Bills, and Inflation' Classic
Yearbook provides equity risk premier calculations for short-, intermediate-, and long~eerm horizons
The short-, intermediate-, and long-horizon equity risk prernia are calculated using the income return
from a 3o~day Treasury bill, a 5-year Treasury bond, and a 2.o-year Treasury bond, respectively

Although the equity risk premier of several horizons are available, the long-horizon equity risk
premium is preferable for use in most business-vduation settings, even if an investor has a shorter time
horizon. Companies are entities' that generally have no defined life span when determining
a company's value, it is important to use a long-term discount rate because the life of the company is
assumed to be infinite. For this reason, it is appropriate in most cases to use the long-horizon
equity risk premium for business valuation

20-Year versus30-Year Treasuries
Our methodology for estimating the long-horizon equity risk premium makes use of the income
return on a to year Treasury bond; however, the Treasury currently does not issue a to-year bond. The

go-year bond that the Treasury recently began issuing again is theoretically more correct due to the
long-term name of business valuation, yet Ibborson Associates instead creates a series of returns using
bonds on the market with approximately to years to maturity. The reason for the use of a 2.o-year rnatu
city bond is that 3o-year Treasury securities have only been issued over the relatively recent past, start
in in February of 1977, and were not issued at all through the early zooms

The same reason exists for why we do not use the Io-year Treasury bond; that is, a long enough
history of market data is not available for ro-year bonds.We havepersisted 'm using a to-year bond to
keep the basis of the time series consistent

IncomeReturn
Another point to keep in mind when calculating the equity risk premium is that the income return on
the appropriate-horizon Treasury securiryg rather: than the total return, is used in the calculation.
total return is comprised of three remen components the income return, the capital appreciation return
and the reinvestment return. The income return is defined as the portion of the total return that results

The

Mumingsta4 inc
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from a periodic cash flow or, in this case, the bond coupon payment. The capital appreciation return

results from theprice change of a bond over a specific period. Bond prices generally change in reaction

to unexpected fluctuations in yields. Reinvestment return is the return on a given month's investment

income when reinvested into the same asset class in the subsequent months of the year: The income

return is thus used in the estimation of the equity risk premium because it represents the truly riskless

portion of the return."

Yields have generally risen on the long-term bond over the 192.6-2.007 period, so it has experienced

negative capital appreciation over much of this time. This trend has turned around since the 198os,

however. Graph 5-z. illustrates the yields on the long-term government bond series compared to an

index of the long-term government bond capital appreciation. In general, as yields rose, the capital appre-

ciation index fell, and vice versa. Had an investor held the long-term bond to maturity, he would.have

realized the yield on the bond as the total retu.rn. However, in a constant maturity portfolio, such as those

used to measure bond returns in this publication, bonds are sold before maturity (at a capital loss if the

market yield has risen since the time of purchase). This negative return is associated with

the risk of unanticipated yield changes.

Graph 5-2
Long~term Government Bond Yields versus Bapiial Appreciation index
1925-2007

'LG
15.0

1.4
Capita! Appreciation 1 4 0

12.0

1.0
we 5

' u  0 . B

Yield

I I I I I I I I I0.0

1925

Year-end

1945 1955 1955 1975 1985 1995 2007

2 Please nor: that the appropriate {urwsrd~looking measure of :be riskless ran: is the yield to marurir.-y on the appropriate-
horizon government bond_ This differs from :he riskless rate used lo measure the realized equity risk premium
historically. Chapter 4 includes a thorough discussion of :isldess rate selection 'm this concur
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The Equity Risk Premium

For example, if bond yields rise unexpectedly, investors can receive a higher coupon payment from
a newly issued bond than from the purchase of an outstanding bond with the former lower-coupon
payment. The outstanding lower-coupon bond will :bus fail ro attract buyers, and its price will decrease
causing its yield to increase correspondingly, as its coupon payment remains the same. The newly priced
outstanding bond will subsequently attract purchasers who will benefit from theshift in price and yield
bowevee those investors who already held the bond will suffer a capital loss due to the fall in price

Anticipated changes in yields are assessed by the market and figured into the price of a bond
Future changes in yields that are not anticipated will cause the price of the bond to adjust accordingly
Price changes in bonds due to unanticipated changes in yields introduce price risk into the coral ream
Therefore, the total return on the bond series does not represent the riskless rare of return.The income
return better represents the unbiased estimate of the purely riskless rate of rectum, since an invator can
hold a bond to maturity and be entitled to the income return with no capital loss

Arithmetic versus Geometric Means
The equity risk premium data presented in this book arc arithmetic average risk premier as opposed
to geometric average risk premier. The arithmetic average equity risk premium can be demonstrated ro

be most appropriate when discounting future cash flows. For use as the expected equity risk premium
either the CAPM or the building block approach, the arithmetic mean or the simple difference of

the arithmetic means of stock market returns and riskless rates is the relevant number. This is because
both the CAPM and the building block approach are additive models, in which the cost of capital is
the sum of its parts. The geomerdc average ismore appropriate for tcponing past performance since it
represents the compound average return.

The argument for using the arithmetic average is quite straightforward. In looking at projected cash
flows, the equity risk premium that should be employed is the equity risk premium that is expected to
actually be incurred over the future time periods. Graph 5-3 shows the realized equity risk premium
for each year based on the returns of the sur too and the income return on long-term government
bonds. (The actual, observed difference between the remen on the stock market and the risldess rare is
known as rho realized equity risk premium.) There is considerable volatility in the year-by-year statistics
At times the realized equity risk premium is even negative

Mumingstan Ina 77
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Table 2-1

Total Returns. Income Returns, and Capital Appreciation of the Basic Asset Classes

Summary Statistics of Annual Rectums

from 1925 it 2007

Geometric Ariihmelin Snandani
Deviation Camlntion

Large Company Stocks

Total Returns

Incur

Capital Appxeciaiinn

lbbolson Small Company Sionkn

Trial Hours

Mill-Cap Stocks

Total Returns

200'/n

Capital Apprecisrion

low-Cap Stocks

Teal Return:

lhpiial Appnacialinn

Micro-tap Stocks

Tote\ Hztums

Capital Apprecintiun

Long-Tenn Curpuratu Bonds

TotalReturns

Long»Tarm Govammen! Bonds
Total Hstums

Capital Appxedaiim

lnlermedlaiu-Tam Government Bonds

Trial Hamm:

Capital Appruclallnn

Treasury Bills

Total Hatufns

lnllatiun

Total rstutn Is equal to the sum of three :omponsm rtztumsz Emma mum capital appruclalimt return, and reinvestment velum

Saunas: wzuunut CRSP, Banter lot Research In Security Prices Graduate School al Huslnsss. The University d Chicago used
with permission All rights resewed wwwcrsp nhlcagogsh edu
See Chapter7 tor details an decile cunxuuutiun

200B lbbotson° SBBI° Valuation Yearbook
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Southwest Gas Comoraiion
Acc Staff Wryness Pan:ell's CAPM Cost Rates Corrected to Reflect a

Proneriv Calculated Historical Market Eauitv Risk Premium

Traditional Capital Asset Pricing Mudd (1)

1

Risk-Free Rate CAPM Cost

Company Beta (2) R-Squared (3) Premium (4)

ACC Staff Witness Parcelrs Value Una Gas
olsurbuucn Companies
AGL Resources Ina
Ammos Energy Corp
Energon Corporation
The Laclede Group, Inc
New Jersey Resources
NICOR Inc
Northwest Natural Gas Co.
Piedmont natural Gas Co., Ina
South Jersey Industries, Inc
Southwest Gas Corp
UGI Corporation
WGL Holdings, Ina

1G . 53%
1 0 5 3 %
1 1  2 4 %
1 0 . 8 8 %
1 0 . 5 3 %
1 1  5 9 %
10  17%
1 0 . 5 3 %
1 0 . 1 7 %
1 0 . 8 8 %
1 0 . 8 8 %
1 0 . 5 3 %

10.71%

10 53%

Acc Staff Witness Parnell's Proxy Group of Eight
Value Llne Gas Distribution Companies (5)

AGL Resources Inc
Athos Energy Corp
The Ladede Group, Inc
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas cu, Inc
South Jersey Industries, Inc
WGL Holdings, Inc

7.10%

10.52%
10.53%
10.88%
1 I 59%
10 17%
10.53%
10.17%
10.53%

1062%

Median

Mean for the R-Squared Correlations for ACC Staff
Witness Paw dl Proxy Group of Value Ume
Companies

Mean for the R-Squared Correlations for ACC Stall'
vastness Purcell's Proxy Group of Eigm Value Line
Gels Distribution Companies (5)

Mean for the R-Squared Conelatbns for ACC Staff
Witness Parudl's Two Proxy Groups at Value Line
Gas Dlstnihutbn Companies

Notes

(1) The traditional Capital Asset Pricing Model (CAPM) is applied as follows: Column 1 + (Column No. 2 ' Column No. 4)

(2) From Eadriblt DCP-B, page 1 of 1

(3) The R-Squared Correlations (R2) are from Value Line, lo, Proprietary database. March 14, 2008

(4) The lbbotson Associates calculated market premium or7.10% for the period 1926-2007 results from a total market return d
12.30% less the average Income return on long-term U1S. Government Securilles or5.20% (12.s0% - 5.20% = 7.10%). From
Stocks. Bonds, Bills. and Inflation - Market Results for 192B-2001 - 20os Yearbook Valuation Edition. Morningstar. lo., Chicago
IL zone

(5) This group is the same as the proxy group relied upon by Mr. Hanley
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Southwest Gas Cornoradon
ACC Staff Witness Paroelrs CAPM Cos! Rates Corrected to Reflect a

Pmnerly Calculated Historical Market Equity Risk Premium

Empirical Capital Asset Prldnq Model (1)

1

Risk-Free
Rate (2) Beta (2)

Market
Premium (a)

ECAPM Cost
Rates

10.79%
10.79%
11.32%

ACC Staff \fitness Parnell's value
Line Gas Distribution Companies

AGL Resources ire
Athos Energy Corp
Energy Corporation
The Lxaclede Group, inc
New Jersey Resources
NICOR Inc
Northwest Nature! Gas Co
Piedmont Natural Gas Co, Inc
South Jersey industries, Inn
Southwest Gas corp
UGI Corporation
WGL Holdings, Inc

7.10%

10.79%
11.59%
10.53%
10.79%
10.58%
11.06%
11.06%
10 79%

10.95%

Median
10.79°/1

ACC Staff Witness Purcell's Prwly
Group of Elghl Value Line Gas
Distribution Companies (4)

AGL Resources Ina
Antes Energy Corp
The Laclsde Group. Inc
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co., Inc
South Jersey Industries, lm;
WGL Hddlngs. Inc

1.10%

10.79%
10.79%
11 .05%
1 1 5 9 %
10.53%
10.79%
10.53%
10.79%

10.86%

1 0 7 9 %
Median

(1) The empirical CAPM is applied is as follows: Column I + (0.25 ' Column No. 3) + (075 * Column No 2
Column No. 3)

(2) From Extrnm DCP-B. page 1 of 1

The lbbolson Associates calculated marks! premium d T.10% for the period 1926-2007 results from a local
market return of 12.30% less the average income velum on long-term U.S. Ganvemment Securities of 5.20%
(rzaoss - 520% = 7. 10%) From Stocks. Bonds, Bills, and lnllalion - Market Results for 1928-2007 - 2008
yearbook Valuation Edition, Morningstar, Inc., Chlcago, IL. 2008

(a) From Exhibit DCP-B, page 1 ol 1
(4) This group Is the same as the proxy group relied upon by Mr. Hanley
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Chapter 6: Alterative Asset Pricing Models

The model is analogous to the standard CAPM, but with the return on a
minimum risk portEo!io that is unrelated to market returns, Rb replacing the
risk~free rate, RF. The model has been empirically tested by Black, Jensen,
and Scholcs (1972), who find a flatter than predicted SML consistent with
the model and other researchers' findings. An updated version of the Black-
Jensen-Scholes study is available in Brealey, Myers, and Allen (2006) and
reaches similar conclusions.

The zero-beta CAPM cannot be literally employed to estimate the cost of
capital, since the zero-beta portfolio is a statistical construct difEc\11t to repl.i~
Cate. Attempts to estimate the model are formally equivalent to estimating
the constants, a and b, in Equation 6-2. A practical alternative is to employ
the Empirical CAPM, to which we now tum.

6.3 Empirical CAPM
As discussed in the previous section, several finance scholars have developed
reined and expanded versions of the standard CAPM by relaadng the con-
straints imposed on the CAPM, such as dividend yield size, and skewness
effects. These enhanced CAPMs typically produce a risk~retl1rn relationship
that is flatter than the CAPM prediction in keeping with the actual observed
risk-return relationship. The ECAPM makes use of these empirical findings.
The ECAFM estimates the cost of capital with the equation:

K = R F + a + l 3 x ( M R p - d ) (6-5)
where d is the "alpha" of the risk-return line, a constant, and the other
symbols axe defined as before. All the potential vagaries of the CAPM are
telescoped into the constant 6¢, which must be estimated economeu'icaJly from
market data. Table 6~2 summa1izes'° the empirical evidence on the magnitude
of 8].Ph8."

"' The technique is formally applied by Liueuaberger, Ramaswamy, and Sosin (1980)
to public utilities 'm order to muff the CAPiVI's basic sbortcorzuings. Not only do

they summarize the criticisms of the CAPM insofar as they affect public utilities
but they also describe the econometric intricacies involved and the methods of
circumventing the statistical problems. Essentially, the average monthly remens
over a lengthy time period on a large cross-section of security e0"p°<1 into
portfolios are related m their correspondingbetasby statistical regression techniques
that is, Equation 6~5 is estimated ham market data. The utility's beta value is
substituted into the equation to produce the cost of equity figure. Their own results
demonstrate how the standard CAPM underestimates thecost Of' equity capital of
public utilities because of utilities' high dividend yield and serum skewness

Adapted from Vilbert (2004)
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TABLE 6-2
EMPIRICAL EVIDENCE ON THE ALPHA FACTGR

For an alpha in the range of 1%-2% and for reasonable values of the market
risk premium and the risk-free rate, Equation 6-5 reduces to the following
more pragmatic form:

K = RF + 0.25 cm... Re) + 0.75 l3(Ru - Pa) (6-6)

Over reasonable values of the risk-free rate and the market risk premium
Equation 6-6 produces results that are indistinguishable from the ECAPM of
Equation 6~5

An alpha range of 1%-2% is somewhat lower than that estimated empirically
The use of a lower value for alpha leads to a lower estimate of the cost of
capital for low-beta stocks such as regulated utilities. This is because the use
of a long-term risk-free rate rather thalia a short-term risk-free rate already
incorporates some of the desired effect of using the ECAPM. That is, the

Typical of the empirical evidence on the validity of theCAPM is a study by Morin
(1989) who found that the relationship between the expected return on a security
and betaover theperiod 1926-1984 was given by

Return = 0.0829 + 0.0520 p

Given that the risk-Bree rate over the estimation period was approximately 6% and
that the market risk premium was 8% during the period of study, the intercept of
the observed relationship between return andbeta exceeds the risk~iree rate by
about 2%, or 1/4 of 8%, and that the slopeof therelationship is close to 3/4 of
8%. Therefore. the empirical evidence suggests that the expected return on a security
is rehaied to its risk by the follow'mg approximation

K = R, + r(Ru .- Re) + (1 - x)B(R,I ¢ Re)
where x is a fraction to be determined enupirically. The value of x that best explains
the observed relationship Return = 0.0829 + 0.0520 B is between 0.25 and 0.30
If x = 0.25, the equation becomes

K = Rf + 0.25(R11 - RE) + 0.75504 -- R,)
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long-term risk-free rate version of the CAPM has a higher intercept and a
Hatter slope than the short~tenn risk-free version which has been tested. Thus,
it is reasonable to apply a conservative alpha adjustment. Moreover, die
lowering of the tax burden on capitan gains and dividend income enacted in
2002 may have decreased the required return for taxable investors, steepening
the slope of the ECAPM risk-remm blade-off and bring it closer to the CAPM
predicted returns."

To illusilate the application of the ECAPM, assume a risk-free rare of 5%,
a market risk premium of 7%, and a beta of 0.80. The Empirical CAPM
equation (6-6) above yields a cost of equity estimate of 11.0% as follows'

K = 5% + 0.25 (12% - 5%) + 0.75 x 0.80 (12% - 5%)

== 5.0% + 1.8% + 4.2%

- 11.0%

As an alterative to specifyiz alpha, see Example 6-1.

Some have argued that the use of the ECAPM is 'inconsistent with the use
of adjusted betas, such as those supplied by Value Line and Bloomberg. This .
is because the reason for using the ECAPM is to allow for the tendency of
betas to regress toward the mean value of 1.00 over time, and, since Value
Line betas are already adjusted for such trend, an ECAPM analysis results
in double-counting. This argument is erroneous. Fundamentally, the ECAPM
is not an adjusunent increase or decrease, in beta. This is obvious from the
fact that the expected return on high beta securities is actually lower than that
produced by the CAPM estimate. The ECAPM is a formal recognition that
the observed risk-return tradeoff is flatter than predicted by the CAPM based
on myriad empirical evidence. The BCAPM and the use of adjusted betas
comprised two separate features of asset pricing. Even if a company's beta
is estimated accurately, the CAPM still understates the return for low»beta
stocks. Even if the ECAPM is used, the return for 1ow~beta securities is
understated if the betas are understated Referring back to Figure 6-1, the
ECAPM is a return (vertical axis) adjustment and not a beta (horizontal
axis) adjustment. Both adjustments are necessary. Moreover, recall from
Chapters that the use of adjusted betas compensates for interest rate sensitivity
of utility stocks not captured by unadjusted betas

The lowering of the tax burden on capital gains and dividend income has no impact
as far as non-taxable institutional 'Investors (pension funds. 401K, and mutual funds)
are concerned, and such investors engage in very large amounts of trading on
security markets. It is quite plausible that taxable retail investors are relatively
inactive traders and that large non-taxable 'mvestozs have a substantial influence on
capital markets
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Soulhweat Ga: Corgqrallon
Market-Io-Book Ralina, Earnings I Book Silas and
lnflallan for Standard & Poor's IMuslrial Index and

the Standsd & Pours 500 Gomposlla Index
f rom 1947 lhmuah2Q@

Year

Market-
m-Book
Rana ll )

S&P Industry
Index (3)

Earnings/
Book Rolla (2)

S&P sao
Compodte
latex (3) Inf ia!ior\(4)

9 . 0  a s

Eamlnqs I Buck Ratio .. Ne\ al Innalicn

8 8 p 5 0 0
Composite
Index (SI

NA
N A
NA
NA
NA
N A
NA
NA
NA

NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA

2 7
( I  8 )
5. 8
5.9
0 9
0 8
( 0 5 )
0 4
2 9
3 0
1 8
1 5
1 5
O 7
1 2
1 7
1 2
1 9
3.4
3. 0
4 1
e l
5 5
a.4
3 4

NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
N A

NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA

a s
1 2 2
R u
4 8
s o
9 0

13.3
12.4
8 9
3 9
a s
4 0
e a
1.1

NA
NA
NA
NA
NA
NA
NA
NA

NA

4 0  S e
14 .6
18.1
1 2 5
8 5

11 a
12 1
14 .0
15.6
10.8
9 .5
BG
9 7
8 .8
9.1
9 7
9 7

11 I
11 a
9 .8
9 1
7 9
8 0
4 9
7 8
8 5
5 8
i s
s o
9 7
7 8
s o
e a
o z
6 .0
7 4
a .4

w e
e t

1 0 4
11 3
1 4 6
13 B
1 0 2

NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA

N A
NA
NA
NA
N A
NA

1 3 0  1 1
1 7 3
1B3
1B3
1 4 4
12.1
1 2 7
1 3 5
IS
13.7
12.5

9 B
11 2
m a
9 8

10.9
11.4
1 2 3
13.2
1 3 2
1 2 1
1 2 6
1 2 1
1 0 4
1 1 2
1 2 0
14.6
14.B
12.3
1 4 s
14 s
1 5 a
1 7 2
1 5 5
14.9
11 a
1 2 2
14.6
12.2
11 . 5
1 5 7
1 9 0
1 8 5
1 5 3
1 0 a
1 3 0
1 5 1
23 0
z z 9
24 B
24 s
21 a
z s
2 3 9

NA
NA

10.1
12.9
2 0 3
2 0 4
21.5
22.9
19.7
22.5
2 0 5

NA
NA
NA
NA

16.0 as
w s
1 e 8
1 4 5
16.7
15.6
15.0 NA

1 3 5  ' A
1 3 5
14.5
12.9
14 o
12.2
1 3 4

1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1900
1951
1952
1989
1954
1955
1965
1967
1968
1969
1970
1971
1972
1973
1974
1875
197B
1977
1978
1979
19BD
1951
19B2
w a s
1954
1985
1906
19B7
1988
1989
'l990
1991
1992
1993
1994
1995
1995
1997
1998
1999
2000
2001
2002
2003
2004
2005
2005

N A
N A
N A

1 2 2
11 7
1 2 7
14.4
1 2 . 6  %

Average

S&P Industrial
Imax(3)

1 2 3  %
1  13
1  o f
1  i s
1.27
1 29
1 2 1
1 45
1  e l
1.92
1 7 1
1  10
1.B4
1  e t
2 DI
1 ea
1 94
2 1 a
2 2 1
2.00
2 0 5
2 1 7
2 10
1 71
1 99
2 15
1  as
1 39
1.34
1 51
1.38
1 2 5
1 2 3
1 3 1
1 2 4
1  to
1 4 5
1 4B
1 e t
2 0 2
2 50
2 1 3
2 5 a
2 5 3
2 7 7
3 pa
3 7 2
3 7 a
4 o s
4 7 9
5.B8
7 1 a
8.27
7 5 1

NA
NA
NA
NA
NA
NA

2.34 as

NA
2 et
2 9 9
a 53
4 1 6
4 1 6
4,51
3 5 0
2 9 3
2 7 B
2 9 1
2.7B
2 7 5  ( 5 )

3 .3 5  %

NA

1 4 . 9  *

14.1
1 5 0
16.1
16.9

15.1 as 3 . 9 % 10.9 as

Notes: (1) Merkel-to-Book Rat io equals average up UB high and low market pr ice lot  The yea' divided by the average book value

(2) EemlngsIBnuk equals eamlngs per share for the year divided by me average book value

(3) On January2, 2001 Slendlrd & Poor's released Global!  1¢1¢U$1f¥ Clessllcalion Slander! !  (GIGS) price indexes lot  all Standard & Peers U s Indexes. As a
result ,  all S&P Indexes have been cdmleled wllh e common base of  we at  e alert  dale of  December31. 1994. Also, the GIGS Industr ial sector Is not
comparable to the farmer S&P Industr ial Index and date lot the former SAP lnduelr lel Index has been dlseuntinued

(4) As measured by the Consumer Price Index (CPI)

(5) Ratios for2D06 are based qaon eetlmeled beck values using The actual average pulse and me eellmeled book vale calculeled by adding the2006 earnings
per share to The zoos book value per share end than eubllecllng Ihe 2008dvldend1 per share as ptovlded by standard & Peers Slatistlcel Record - Gurrenl
Slat lsllos.  Augue\2007,  p 29

Sntnoe of information Standard & Ponds Security Price Index Record. 2000 Edition, p. 40
Standards» Pours Slaiistlcal Samba, Current Stanlstks, Auwsl2oor, p 29
Standard a Pours Statistical Service, Current Slallsilcs. January 2001. p Se
Standard a Pours Cxurem SIBIISMIM. June2006: P 29
Slandsrd a Poor: Curran! Statistics, August2007. p 29
Slsndard a Pools Compuslal Services. Inc. pc Plus Research Insight Database
Ibhorscn Assoddes, Snacks. Bonds. Bills and Inflation -Valuation Edkiqrn 2007 Yearbook. 2007
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Chapter 6 Risk and Mies of Return zoo

A portfolio consisting of low-beta securities will itself have a low beta,
since the beta of any set of securities is a weighted average of the indi-
vidual securities' betas:

Portfolio Beta
Coefficients

Br

n

2 w,b1.
i-1

(6-5)

Here hp is the beta of the portfolio, which reflects how volatile the port-
folio is in relation to the market index; WE is the fraction of the portfolio
invested in the it stock; and b, is the beta coefficient of the it stock.

If an investor holds a $100,000 portfolio consisting of $10,000 invested
in each of 10 stocks, and ii each stock has a beta of 0.8,. then the portfolio
will have hp = 0.8. Thus, the portfolio is less risky than the market, and
it should experience relatively narrow price swings and have small rate
of return fluctuations.

Now suppose one of the existing stocks is sold and replaced by a stock
with b, = 2.0. This action will increase the riskiness of the portfolio from
bpi = 0.8 to hp; = 0.92:

b,2 2 Wlbl
Ill

0.9(0.8) + 0.1(2.0) = 0.92.

Had a stock with b, = 0.2 been added, the portfolio beta would have
declined from 0.8 to 0.74. Adding this stock would, therefore, reduce
the riskiness of the portfolio

In the preceding section, we saw that under the CAPM framework, beta
is the appropriate measure of a stock's relevant n'sk. Now we must spec
icy the relationship between risk and return--if beta rises by some ape
dfic amount, by how much must the stock's expected return increase to
compensate for the increase in risk? To begin, letusKeEne the following
rems

The Relationship
between Risk
and Rates of
Return

K = expected rate of return on the it stock

required rate of ret-um on the it stock.
Ki: then you would not purchase this stock,
sell it if you owned it

If it is less than
or you would

R, = riskless rate of return, generally measured by the rate of
return on U.S. Treasury securities

b; beta coefficient of the it stock.

required rate of return on an average (b = 1.0) stock. k
is also the required rate of recur on a portfolio consisting
of all stocks, or the market portfolio
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202 Part II Valuation and the Cost of Capital

Rp., (Ku Re) market risk premium. It is the additional return over the
riskless rate required to compensate investors for assum-
'mg an "average" amount of risk.

Re. bx(km ` Re) == risk premium on the it stock. The stock's risk premium
is less than,
avenge stock,
equal in,

equal to, or g1:eater than the premium on an
depending on whether its beta is less than,

or greater than 1.0. If bl = 1.0, then RP, = RPm.

(6-7)

The market risk premium, RPM, depends on the degree of aversion
that investors, in the aggregate, have to risk." Let us assume that at the
current time Treasury bonds yield R; = 8%, and an average share of
stock has a required return of kM = 12%. Therefore, the market risk
premium is 4 percent-

RPM=kM-R¢==12% -8%=4%.

It follows that, if one stock were twice as risky as some other, its risk
premium would be twice as high, and, conversely, if its risk were only
half as high, its risk premium would be half as high. Further, we can
measure a stock's relative riskiness by its beta coefficient. Therefore, if
we know the market risk premium, RPM, and the stock's beta coeffi-
cient, Bil we can find its risk premium as the product b,(RPM). For ex-
ample, if b, = 0.5 and RPm = 4%, then RP, is 2 percent:

Risk premium for Stocky = RP, = b,(RpM) = 0.5(4%) = 2.0%. (6-6)

To summarize, given estimates of Re. kM, and bi, we can find the
required rate of return on Stock i:

k,=R,+b,(1<M-r<,)=R,+b,(R1>M)
= 8% + 0.5(12% - 8%) = 8% + 0.5(4%) - 10%.

If some other stoc1<, j, were more risky than Stock i and had bi =
then its required rate of return would be 16 percent:

2.0,

k, 8% + z.0(4%) = 16%.

An average stock, with b = 1.0, would have a required return of 12
percent, the same as the market return:

k..,... = 8% + 1.0(4%) = 12% = 1<,,,.

Equation 6-7 is often expressed as a graph called the Security Market
Line (SML); Figure 6-9 shows the SML when R; = 8% and kM = 12%
Note the following points

"This
premium of an average stock, kM
it is possible toobtain precise values fox k

Treasury bonds
pecked return on the Sid' 400 hdustdal Stacks,
fromyear Io year,

where long-texm U.S.

concept is discussed in some detail in Appendix GB. It should be noted that the risk
Ra. cannot measured with great gredskm because

However, empirical SM Les suggest that
axe used to measure - and where km is the ex

themarket risk premium varies somewhat
and it has generally ranged from 3 to 6 percent during the last 20 years
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Figure 6-9
The Security Market Line (SML)

R 'red Rats
03JéMm[%)

SML:kl I: Fl, + b.(m. - RF)

k,.n91, = 16

km : klwnnga = 12
Flelaiively
Risky Stock's
Risk FrsnuMn:8%

k\,,,,=10
Sale $locit'$
Risk
Pmsmlumz 2%

Market Risk
Premium:4%
Applies Also to
an Average Stock

R ; -  B u.

_Biskless
Rare, 9,

o

I
I
I
I
I
I
I
I
I
I
I
I
I
I

OF

I

I
l
I
I
I
l
I
I
I
I
I
I
I

10
I

1.5

1
I
I
I
I
I
I
I
I
I
I
I
I
I

2.0 Risk, b.

1. Required rates of return are shown on the vertical axis, while risk as
measured by beta is shown on the horizontal ands.

z. Riskless securities have b, = 0; therefore, Ry appears as the vertical
ands intercept.
a. The slope of the SML reflects the degree of risk aversion in the econ-
omy-the greater the average investor's aversion to risk, then (1) the
steeper is the slope of the line, (2) the greater is the risk premium for
any asset, and (3) the higher is the required rate of return on risky
assets These points are discussed further 'm a later section

"Students sometimes confuse beta with the slope of the SW.. This is a mistake. As we
Figure 6-B, and as is developed Fm-tha in Appendix 6A

beta does represent the slope of a line, but not the Security Market Line. This

the Finance literature, as Ku = R, + bl(km
- RF) the variable. It would perhaps be less confusing if the second

Rslba,but this is not generally done

saw earlier in connection with
confusion

arises partly because the SML equation is generally written, in this bonk and throughout
" Re), andintlmisinwmbdookslike the dope

confident and [km
term were written (km
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4. The values we worked out for stocks with b, = 0.5, iv: = 1.0, and
bi 2.0 agree with the values shown on the graph for kLowr kAverager
and kg19h.

The Security Market Line, and a company's position on the line,
change over time as interest rates, investors' risk aversion, and individ-
ual companies' betas change. Such changes are discussed 'm the follow»
'mg sections.

The Impact of
Inflation

_ "rent" on borrowed
money, or the "price" of money. Thus, Re is the price of money to a
riskless borrower. The east-ing market risk-free rate is called the nominal
rate, and it consists of two elements' (1) a real, or inflatiomfree, rate of
return, k*, and (2) an inflation premium, IP, equal to the anticipated rate
of i:nf]aEon. Thus, R, = k* + IP. The read rate on risk-free government
securities has, histoximlly, ranged from 2 to 4 percent, with a mean of
about 3 percent. Thus, if no inflation were expected, risk-free govern-
ment securities would tend to yield about 3 percent. However, as the
expected rate of inflation increases, a premium must be added to the
real rate of return to compensate investors for the loss of purchasing

As we saw in Chapter 3, interest amounts ro

Figlll? 6.10
Shift in the SML Caused by an Increase in Initiation

Ra aired Rate
ofgxetum (%)

mL,

mL,

kM2=I4 -1
I

k.,,,=12

R=,=10

RB\'B
Increase in Anticipated lnilailon. A IP= 2%

lP=5%

k'=-a

Real Rate ofRecur. k

DO 1.0 1.5 Risk. b
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comparable Earnings: New Life for an Old Precept

accelerating deregulation has
greatly increased the invest
went risk of natural gas utile

ties. As a result, the aznhors believe
it more appropriate than ever  to
employ the comparable earnings
model. We believe our application of
the model overcomes the greatest
traditional objection to it - lack of
comparability of the selected non
uti l i ty proxy firms. Our illustration
focuses on o target gas pqaeline com
party with o beta of 0.96 -  almost
equal to the market's beta of 1.00

Introduction
Frank l Hanley  is  pres ident of  AUS Consultants  - -  Ut ility  Serv ices

Group. He has testftied bi several hundred rate proceedings on the sub

sect of cost of capital before the Federal Energy Regulatory Commie

Zion and 27 state regulatory commissions. Before joining AUS in I971

he was an ass is tant treasurer of a number of operating companies in

the American Water' Works System, as well as a financial planning o17i

her  w ith  the Philadelph ia Nat ional Bank .  He is  o  Cer t9 ' ied Rate of

Return Analyst

Pauline M Ahenz is  a senior j inancial analyst with AUS Consultants

Utility Services Group. She has partic ipated in many cost-of -capital

studies. A fanner employee of the U.S. Department of the Treasury and

the Federal Reserve Bank of Boston, she holds an MBA degree from

Rutgers Univers ity and is a Certified Rate of Return Analyst

Embedded in the
Landmark Decisions

capt of Bluefield and Hope predates the

use of such market-based cost-of-equity

models as the Discounted Cash Flow

(DCF) and Capital Asset Pricing
(CAPM), which were developed later
and are currently popular in rate
base/rate-ofl-return regulation Canso

quently, the comparable earnings model
has a longer regulatory and judicial his
Tory. However, it has far greater tele
Vance now than.ever before in its hist

cry because significant deregulation has

substantially increased natural gas utile

ties' investment risk to rt level similar to

that of non-utility firms. As a result, itis

The comparable endings model used
to determine a common equity cost rate
is deeply rooted in the standard of "car
responding risk" enunciated in the land
mark Eluejield and Hope decisions of
the U.S. Supreme Court!  W ith such
solid grounding in the foundations of rate
of return regulation, comparable earnings
should be adapted as a principal model
along with the currently popular market
based models, provided that its most
common criticism. non-comparability of
the proxy companies, is overcome

Our comparable earnings model
overcomes the non-comparability issue
of the non-utliity firms selected as a
proxy for the target utility, in this exam
pie, a gas pipeline company. We should
note that in the absence of common
stock prices for the target utility (as with
a wholly-owned subsidiary), it is app ro
private to use the average of a proxy
group of similar risk gas pipeline com
ponies whose common stocks are active-
ly traded As we will demonstrate, out
selection process results in a group of
domestic, non-utility firms dial is com
parable in total risk. the sum of business
and financial risk, which reflects both
non-divczsiiiable systematic, or market
risk as well as diversifiable unsystemat
in, or limy-specific, risk

As stated in Bluefield in 19221 "A

public utility is entitled to such rates as
will permit it to earn a return . on
investments in other business undettuk
inks which are attended by correspond

in risks and uncertainties
In addition. the coin stated in Hope

in 1944: "By that standard the return to
the equity owner should be commensu

rate with returns on investments in other
enterprises having corresponding risks

Thus, the "corresponding risk" pre

Financial QuarterlyReview • Summer I994 page 4
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ever, if the selection process is arbi-
trary, it likely would result in tr proxy
group that is too broad-based, such as
the Standard & Poor's 500 Composite
Index or the Value l.-lne Industrial Com-
posite. The use of such groups would
require subjective adjustments to the
comparable earnings results to reflect
risk differences between the group{s)
and the target utility, a gas pipeline
company in this example

more important than ever to look to
similar-risk non-utility firms for insight
into common equity cost rate, especially
in view of the deficiencies inherent in
the currently popular market-based cost
of common equity models. particularly
the DCF model.

Despite the fact that the landmark
decisions are still regarded as having set
the standards for determining a fair rate
of return, the comparable earnings
model has experienced decreased usage
by expert witnesses, as well as less reg-

.ulatory acceptance over the years. We
believe the decline in the popularity of
the comparable eamlngs model, in large
measure, is attributable to the difficulty
of selecting non-utility proxy firms that
regulators will accept as comparable to
the target utility Regulatory acceptance
is difficult to gain when the selection
process is arbitrary. Our application of
the model is objective and consistent
with fundamental financial tenets-

Authors' Selection Grlteria

Principles Rf
Bumparahls Earnings

We base the selection of comparable
non-util ity f irms on market-based,
objective, quantitative measures of risk
resulting from market prices that sub-
some investors' assessments of dl ele-
ments of risk. Thus. our approach is
based upon the principle of risk and
retttm; namely, that firms of compara-
ble risk should be expected to cum com-
parable retums- It is also consistent with
the "corresponding risk" standard estnb~
listed in Bluefield and Hope We mea
sure total investment risk as the sum of
non-diversifiable systematic and diver
sifinble unsystematic risk We use the
urradjusted beta as a measure of system
tic risk and the standnnl error of the

estimate (residual standard error) as a
measure of unsystematic risk. Both the
unadjusted beta and the residual star
hard error are derived from ii regression
of the target utility's security returns
relative to the rnorket's returns. which
takes the general form

Ul+blf..»l'l'¢

= vm'(a/ + b/r,,l + e)
substituting (a, + b1r,,1 + e)
for ft

= van(bir,,1) + vat (e) since
var(a,) = 0

= 'JF V=\t(f»l) + vat (8)
since vat(b,r,,,) == bf
var(r,,,)

= systematic +
unsystemnlic risk

Frnncis5 also notes: "The term
G1(rIlrnl) is called the residual variance
around the regression line in statistical
terms or unsystematic risk in capital
market theory language. (52 (r/lrl,,) = .-
= vat (el The residual variaNce is the
squared standard error in regression lan-
guage, a measure of unsystematle risk."
Application of these criteria results in a
group of non-utility firms whose aver-
age total investment risk is indeed com-
parable to that of the target gas pipeline.

As a measure of systematic risk, we
use the Value Line unadjusted beta. Beta
measures the extent to which market-
wide or macroeconomic events affect a
firm's stock price. We use the una
justed beta. of the target utility as u start
in point because it results from the
regression of the target utility's security
returns relative to the market's returns
Thus, the resulting standard deviation of
beta relates lo the unadjusted beta We
use the standard deviation of the una
justed beta to determine the range
around it as the selection criterion based
on systematic risk

We use the residual standard error of
the regression as a measure of unisys
nematic risk. The residual standard nor
reflects the extent to which events ape
civic to the firm's operations affect a
fit's stock price. Thus, it is a measure
of diversif iable, unsystematic, f irm
specific risk

An Illustration
of Authors' Approach

Regulation is u substitute for the
competition of the marketplace More
over, regulated public utilities compete
in the capital markets with all f irms
including unregulated non-utilities. The
comparable earnings model is based
upon the opportunity cost principle; i.e
that the true cost of an investment is the
return that could have been earned on
the next best available alternative
investment of  s imilar r isk Copse
quently, the comparable earnings model
is consistent with regulatory and tina
coal principles. as it is a surrogate for
the competition of the marketplace, and
investors seek the greatest available rate
of return for bearing similar risk

The selection of comparable firms is
the most difficult step in applying the
comparable earnings model, as noted by
Phil l ips !  as well as by Bonbright
Danielsen and Kamerschen a The select
son of non~utility proxy tires should
result in a suff iciently broad-based
group in order to minimize the effect of
company-specific aberrations. How

where:
nth observation of the it
utility's rate of return
No observation of the
market's rate of return
Rh random mar term
constant least-squares
regression coefficient
least-squares regression
slope confident. the
unadjusted beta

As shown by Francis,-' the tom! vary
action or risk of n firm's return. Vat (Vi)
comes from [WO sources

Vat (r,)= tow risk of it asset

Step One: We begin our approach
by establishing the selection criteria as a

range of both unadjusted beta and resit
url stand rd error of the target gas

continued on page 6

1

Flnanciai Quarterly Review v Summer 1994• pages
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minus (-) three of its standard devi
sons. The standard deviation of the

residual standard error is defined as

Step Two: The step one criteria are
applied to Value Line's data base of
nearly 4,000 firms for which Value Line
derives ttnadjusted betas and residual
standard errors on a weekly basis. All
firms with unadjusted betas and residual
standard errors within the criteria ranges
are then selected

Step T hree:  In  the regu latory
raremaking environment, authorized
common equity return rates are applied
to a book-value rate base Thus. the
earnings rates on book common equity
or net worth, of competitive, non-utility
firms are highly relevant provided those
firms are indeed comparable in total
risk to the target gas pipeline. The use
of the velum rates of other utilities has
no relevance because their allowed, and
hence subsequently achieved, earnings
rates are dependent upon die regulatory

pipeline company
As shown in table I, our target gas

pipeline company has a Value Line
unadjusted beta of 0-90, whose standard
deviation is 0.1250. The selection crite-
rion range of unadjusted beta is the
unadjusted beta plus (+) and minus (-)
three of its standard deviations. By
using three standard deviations. 99.73
percent of the comparable unadjusted
betas is captured

Three standard deviations of the Mr
get utility's unadjusted beta equals 0.38
(0.l250 x 3 = 0.3750, rounded to 0.38)
Consequently, the range of unadjusted
betas to be used as a selection criteria is
0,52 - 1.28 (0.52 0.90 in 0.38) and
(1.28 : 0.90 +038)

Likewise, the selection criterion
range of residual standard error equals
the residual standard error plus (+) and

As also shown in table 1, the target
gas pipeline company has a residual
standard error of 31867. According to
the above formula, the standard deviation

of the residual standard error would be
0 1664 (0.l664 = 3.7B67/ 1/2(259)

3 7867I2z.7596, where 259 = N
number of weekly price change obser

nations over a period of five years)

Three standard deviations of the target
utility's residual standard error would

be 0.4992 (0 1664 x 3 I 4992). CODSC
quently, the range of residual standard
errors to be used as a selection criterion

is 3.2875 - 4.2B59 (32875 = 3.7867
0.4992) and (4.2B$9 = 3 7867 +
04992)

Fbxandal Quancrly Review ' Slaumzr 1994 l page 6
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process Consequently, we believe all
utilities must be eliminated to avoid cir-
culari ty. Moreover. we bel ieve non-
domest ic  f i rms must be e l iminated
because their reporting methods differ
significantly from U.S. firms.

S tep  F ou r :  W e  then  e l i m i na ted
those firms for which Value Line does
not publ ish a "Ratings & Report"  in
Value Line Investment Survey so that
the historical and projected returns on
net worth* are from a consistent source.
We use historical returns on net worth
for the most recent five years. as well as
those projected three to five years into
the future. We believe it is logical to
evaluate both historical and projected
return rates because it is reasonable to
assume that investors avail themselves
of both when they are available from
widely disseminated information ser»

vices, such as Value Line Inc. The use
of Value L ine 's re turn ra tes on net
worth understates the common equity
return rates for two seasons. First, pre~
feared stock is included in rel worth
Second, the rel worth return rates are ms
of the end of Mach period. Thus, the use
of average common equity return rates
would yield higher results

Step Five: Median returns based on
the historical average three. four and
five years ending 1992 and projected
1996-1998 or 1997-1999 rates of return
on net worth are then determined as
shown in columns 4 through 7 of table
1. The median is used due to the wide
variations and skewness in rates of
ream on net worth for the non-uti l i ty
firms as evidenced by the frequency
distributions of dose rectums as shown
in illustration 1.

Howev er,  we show the av erage
unadjusted beta, 092, and residual stan-

dard error, 3.7705, for the proxy group
in columns 2 and 3 of table I because

their frequency distributions are not sig-

nificantly skewed, as shown in illus-
tration 2.

Step Six: Our conclusion of n com-

canxfnued on vase 8
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comparable Earnings Page

parable earnings cost rate is based upon

the mid-point of the average of the

median three-, four- and five-year his

topical rates of return on net worth of

121 percent as shown in column 5 and

the median projected 1996-1998/1997

1999 rate of return on net worth of 155

percent as shown in column 7 of able 1

As shown in column 8. it is 13.8 percent

Summary

greater) and because it is based on end
of-period net worth A similar rate on
average rel worth would be about 20 w
40 basis points higher (i ==~. 140 to 14.2
percent) and still understate the app ro
plate regulatory allowed rate of return
on book common equity

Our selection criteria are based upon
measures of systematic and unsystemat
in risk, specifically unadjusted beta and
residual standard error. They provide
the basis for the objective selection of
comparable non-utility firms. Our select
son criteria rely on changes in market
prices over approximately five years
We compare the aggregate total risk, or
the sum of systematic and unsysternntic
risk. which reflects investors' aggregate
assessment of both business and Hwan
coal risk. Thus. no adjustments are rec
essay to the proxy group results to

Our comparable earnings approach

demonstrates that it is possible to select

a proxy group of non-utility firms that is

comparable in total risk ro a target util

tty. In our example, the 13.8 percent

comparable earnings cost role is very

conservative ms i t is  an expected

achieved rate on book common equity

(st regulatory allowed rate should be

compensate for the differences in busy
ness risk and financial risk, such as
accounting practices and debt/equity
ratios. Moreover, it is inappropriate to
attempt a comparison of the target utility
with any individual firm, or subset of
films. in the proxy group because only
the average Et of the group is relevant

Because the comparable earnings
model is firmly anchored in the "cone
spending risk" precept established in
the landmark court decisions, it is war
thy of  consideration as a principal
model for use in estimating the cost role
of common equity capital of a regulated
utility. Our approach to the comparable
earnings model produces a proxy group
that is indeed comparable in total risk
because the selection process is objet
five and quantitative ll therefore over
comes critic ism linked to arbitrary
selection processes

All cost-of-common-equity models
including the DCF and CAPM, are
fraught with deficiencies. usually stem
ming from the many necessary but unre
alistic assumptions that underlie them
The effects of the deficiencies of inti
visual models can be mitigated by using
more than one model when estimating a
uti l i ty's  common equity cost rate
Therefore, when the non-comparability
issue is overcome, the comparable earn
inks model deserves to receive the some
consideration as a primary model, as do
the currently popular market-based
models- I

8lu4leld WalerWorksImprovementCo. v. Pub
Inc Scnvlce Connnlrdon. 262 U S 679 (1922)and
FederalPower Cammlsriull v Hope Natural Ga:
Co. 320 Us 519 (I944)
3Chsu'lus F Phillipe Jr , The Remdminn ol'Puhllr:
lllllhlesz 'l'|\ennvnnrl pwiclicc,public Utilities
Rcpuns Inc . 1988. p 379
James C Bunbrighl. Albeit L Dnnlelsen and

David R Knmerschcn.Principles Rf Public l,Llj_lL
1ir»*1.Bl|l§i- 2nd edition. Public Utilities Rcpuns
Inc l9BB, 9 329
*Jack Clark Francis.Investments: Analvsis and
Mnngggmgnl, enl cdilion. McGraw-Hill Book
Co | 1980, p 363
rd . p 54s

'Rauma on net wvanh must Ba used when
relying nm Value Line dnln because reams on
book common equity for non~u\ilily llrms are
not available from Vduc Line

hancia! Quarterly Rnview 9 Summer1994 page8
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Southwest Gas Corporation
RUCO \Maness Rigsby's CAPM Costs of Equity Rates Corrected to Properly
Reflect Only the Arithmetic Mean Equity Risk Premium and the Appropriate
Long-Term Risk Free Rate of Return and Failure to also Include ECAPM (1)

Line No.

Traditional Capital
Asset Pricing

Model (CAPM) (2)

Emplrlcal Capital
Asset Prlclng

Model (ECAPM) (3)
Average of CAPM

and ECAPM

Risk Free Rate (1) 4.50 % 4.50 %

Arithmetic Mean Market
Equity Risk Premium (4) 1.10 7.10

Adjusted Beta 0.86 (5) 0.86 (5)

Average Company-
Speclfic Equity Risk Premlum s.11 % Le) 6.35 % (7)

CAPM Result (8) 10.61 % ~.10.a5 % 10.73 %
u-l

Mr. Rlgsby's CAPM Conclusion (9) 10.02 % 10.02 % 10.02 %

Understatement of Mr. Rlgsby's
CAPM Conclusion (10) 0.59 % 0.83% 0.11 %

2.

1.

3.

4.

s.

e.

7.

See Sheet 2 for notes,
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Southwest Gas Corporation
the Arithmetic Mean Equity Risk Premium and the Appropriate

Lona-Term Risk Free Rate of Return and Failure to also Include ECAPM (1)
Notes

(1) Average forecast based upon six quarterly estimates of 30-yearTreasury Note yields per the consensus of nearly
50 economists reported in the Blue Chip Financial Forecasts dated April 1, 2008 (See Sheet22 of Exhibit 29). The
estimates are detailed below

30-Year
Treasury Note Yield

y,Second Quarter2008
Third Quarter 2008
Fourth Quarter zoos
First Quarter 2009
SecondQuarter 2009
Third Quarter 2000
Average 4.50%

(2) The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula

Rs=RF+l3(Rm-RF)

Where Re = Return rate of common stock
R: = Risk Free Rate
B = Value Line Adjusted Beta

Return on the market as a whole

The empirical CAPM is applied using the following formula

Rs=RF+-25(Ru -Rs)- l».75B{M -Re )

Return rate of common stock
RF = Risk-Free Rate
B = Value Line Adjusted Beta
R Return on the market as a whole

The lbbotson Associates calculated market premium of 7.10% for the period 1926-2007 results from a total
market return of 12.30% less the average Income return on long-term U.S. Government Securities of 5.20%
(12.30% 5.20% 7.10%). From Stocks, Bonds, Bills, and Inflation - Market Results for 1926-2007 - 2008
Yearbook Valuation Edition, Morningstar, Inc., Chicago, IL, 2008

From Schedule WAR - 1, page 1 of 2

(7)

(8)

Line No. 2 ' Llne No. 3

(0.25 * Line No. 2 ) +( 0.75 * Line No. 2 * Line No. 3)

Line No. 1 + Line No. 4

The midpoint of VWtness Rigsby's CAPM results (10.02% = 9.20% + 10.83a /2 ), from Schedule WAR - 1
pages 4 of 4

(10) Line No. 5- Line No. S

Source of Information: Blue Chin Financial Forecasts. April 1, 2008
RUCO Witness Rigsby's Schedule WAR - 7, pages 1 and 2
Stocks, Bonds. Bills. and lnilation- Market Results for 1926-2007

2008 Yearbook Valuation Edition. Morninqstar, Inc., Chicago_ IL_ 2008
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Overview of Cost of Equlty Capital Models

However, an estimate of each of the above three variables must be formed. Like all components

of the cost of capital, these variables shouldbe measured on a fonvard-looking basis. Chapters 5 and 6

devoted to estimating the equity risk premium and beta, respectively. Factors to consider in

estimating the riskless rate are covered below

Risk~Free Rate
The CAPM implic it ly assumes the presence of a single ris ldees asset,  that is,  an asset perceived by all
investors as having no risk. A common choice for the nominal riskless rate is the yield on a U.S.Treasury
security.  The ability of the U.S. government to create money to fulf i l l  its debt obligat ions under virtually
any scenario makes U.S. Treasury securit ies pract ically default-free. While interest rate changes cause
government obligations to f luctuate in price investors face essentially no default risk as to either coupon
payment  or return of  pr inc ipal

The horizon of the chosen Treasury security should match the horizon of whatever is being valued
When valuing a business that is being treated as a going concern the appropriate Treasury yield should be

that of a long-term Treasury bond. Note that the horizon is a function of the investment, not the investor
If an investor plans to bold stock 'm a company for only f ive years, the yield on a f ive~year Treasury note

would not be appropriate since the company will continue to exist beyond those f ive years
In February of r977 the Treasury began to issue 30-year Treasury securit ies. Prior to this date, the

longest-term Treasury security was to years,  which was die standard lbbotson used for its data series
To remain cons is tent  w i th Ibbotson's  his tor ical  data ser ies ,  the Ibbotson° Stocks ,  Bonds,  Bi l ls ,  and
Inf lat ion' Classic Yearbook cont inued to base the y ield for i ts  long~term government bond on one with
c lose to to years  to matur i ty .  Bonds with at  least  to years  to matur i ty  cont inued to t rade and,  there
fore,  a proxy for the yield on 2.o-year Treasury securit ies was readily available.  In October of  zoo: the
U.S.  Treasury announced that  i t  would no longer issue 3o-year Treasury bonds and the ro-year bond
became the longest  term Treasury security  of fered;  in 2.oo5 this  decis ion was reversed,  and the U.S
T reas ury  res um ed i s s u ing  go-y c ar  T reas ury  bonds  in  F ebruary  o f  z oom .  T hroughout  t h i s  per iod
Ibbotson cont inued (and cont inues) to use the 7.o-year y ield for data-consistency purposes. Present ly,
di f ferences in the y ields  of  the current ly  avai lable long-term ins t ruments  tend to be relat ively  smal l
Table 4-r shows the current  y ields for several dif ferent  horizons

Table 4-1
Current Yields or Expected Riskless Bates
December31.2007

Yield lliiskluss Ball)

lung-Term (20-Y f) u s Treasury Coupon Bund Yield

Long-Tenn (10-year) U.S. Treasury Duupon Bond Yield

intermediate»Tefm l&yearl U.S Treasury Coupon Note Yield

Shun-term (39-day) U S Treasury Be Yield

Maturities are appmxime\e

2.

MnmIngstaL !n::
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RESEARCH

Pacific Gas & Electric Co.
Publication date:
Primary Credit Analyst:

Secondary Credit Analyst:

19-Jun-2007
Dav ld Bodek, New York (1)212-438-7969;
davld_bodek@standardandpoorsnom
Anne Selling. San Francisco (1)415-871-5009;
anne_selling@s1andardandpoors.com

.Major Rating Factors

Strengths: Corporate Grsdit Rallng

saswszablu/A-2

Vew Recovery Ratlngs >>

•

•

The company's strengthened financial performance should
continue.
PG&E's business Is limited to the operations of a regulated
utility, and the utility's financial performance is not exposed to
the llnanclal vagaries of unregulated, competitive businesses,
The company's growth Initiatives are principally focused on
investments that will enhance its existing regulated business.
However. Investments In additional regulated businesses are
possible.
The utility benetlte from an Increasingly supportive regulatory
environment as well as the regulator's contractual and
admlnlstraflve commitments to preserve investment-grade
rallngs and cash flow In the face of rising costs.
The recently settled rate case provides a measure of
predictability of revenues In the coming four years, but. at the
same lime. the tenor of the settlement can leave the company
exposed to changes in circumstances that result In cost
increases that are outside of the balancing account
mechanism.
Although the fiveyear capital program Is expected to exceed
$14 billion, only about onethird of the expenditures will be debt
tlnanced. Whlle the company expects to issue more than $4
bllllon of incremental long-term debt. which is twice the
additions projected in 2005, the amount of incremental debt
relative to the size of the utility and its balance sheet, is
manageable.

Weaknesses:
The company faces numerous operational Issues, including substantial generation resource
procurement needs. an exposure to volatile fuel prices, Calplne's bid to abrogate supply
arrangements as part of its bankruptcy, the resumption of variable pricing lot qualifying facilities
contracts, and the need lo resolve spent nuclear fuel storage Issues as wall as the need to respond
to hurdles to steam geruarator replacements that are altlcal to ongoing nuclear operations
Rates remain frozen for about three-quarters of the resldentid customer base and about one
quarter of total retail customers, which could constrain ratemaklng and financial tlexlblllty as rate
Increases are borne by a fracllon of the customer base
The company's flveyear capital program is projected to exceed $14 billion
The company has factored $138 million of unproven cost savings In its most recent request for rate
relief for 2008 and 2009
A successful bid by one of the several locales seeking to municipalize portions d the company's
electric system could encourage others to follow suit.
Renewable resource and ernlsslons mandates could drive up costs

Rationale

https://www.ratingsdirect,com/AppsIRD/controllerlArticle'?id=585764&type=&outputType=print... 6/21/2007
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The rating on Pacific Gas and Electric Co. (PG8-E) reflects strengtheningfinancial performance following
emergence frombankruptcy, improved regulatory support. and e narrow strategicfocus that Is limited to
regulatedutilityoperations.

Additional strengths that support the ratings include'

•

The recently settled rate casa provides a measure of predictability of revenues in the coming four
years, but. at the same time, the tenor of the settlement can leave the company exposed to
changes in circumstances that result in Increases In costs that are outside of the balancing account
mechanism.
As compared with many energy companies that are pursuing growth through expansion and
divarsllicatlon that might be inconsistent with the preservation of sound credit quality. PG&E's
strategic goals are focused on achieving earnings growth through Investments that should promote
efhclencies as well as the Improvement of existing processes. Outward-looking investments, such
as a regulated natural gee pipeline. areunder consideration, but representa lesser priority.
Only about onethlrd of e $14 billion-plus fiveyear capital program will be debt financed.
Under the terms of a settlement agreement tied to the company's bankruptcy reorganization and
that will remain In force until Apr ll 2013, the California Public Utllltles Commission (CPUC) has
committed to protect the lnvestmant-grade ratings that were assigned to PG&E when it emerged
frombankruptcy in Apr ll 20D4. The settlement agreements terms may be enforced in bankruptcy
court.
The settlement agreement with the cpuc further requires the regulator to authorize an ROE of no
less than 11.22% and an equity component of the capital structure for ratemaking purposes of no
less than 52% until such time that PG&E is upgraded to 'A-' by Standard & Poor's Ratings Sewlces
or its equivalent by another rating a ency. The current euthorlzed ROE for most CPUC lurtsdlctlonal
operations Is 11.s5%.

The rating also relicts the following credit exposures:

|

I

•

•

Long-term electricity and fuel-procurement activities are ongoing and will define the utility's
operational and ltnanclal profile. The expiration of Califomla Department of Water Resources
(CDWR) and qualifying facility (QF) contracts In coming years, as well as the risk of the abrogation
of a Calplne CDWR contract in the context of He bankruptcy proceedings, will heighten financial
exposure related to power procurement and will sharply Increase procurement responsibilities.
Flnanclal performance remains exposed to volatile fuel and power-procurement costs and will hinge
on the CPUC's response lo material Merges In utility costs.
The extent to which the company may realize the $138 rnlflion of savings from capital Investments
and streamlined processes that were embedded In the request for rate relief made as part of the
2007 general rate case remains uncertain
The rapid exhaustloh of spent fuel storage capacity at the Dlablo Canyon nuclear power plant could
curtail the operations of this important component of the utility's generation portfolio that represents
onethlrd of owned capacity and accounted for nearly forequarter of energy supply tn 2005 and
200s
The replacement of steam generators et the Dlablo Canyon nuclear power plant could be delayed
by local opposition to elements of the steam generator replacement plan. which could raise costs
and diminish this plant's Important contribution to the utility's resource mix
Rates remain frozen for a large percentage of residential customers lot usage that falls below
legtslattvely prescribed benchmarks, which shifts costs to remaining electric customers and could
therefore, constrain ratemaking nextbniry
A successful bed by one of the several municipalities and public power utilities that are seeking to
municipalize portions at the PG&E electric utility system could trigger additional bids for portions at
the peas service territory
Renewable resource and emissions mandates could drive up costs

Although Standard & Poor's rates the utility, It does not role the uilllty's parent, PG&E Corp.,a holding
company whose debt has beenprivatelyplaced. However, the parenTs$280 million 9.5%subordinated
notes and the related debtservice are consdldated with theulillty's debtfor purposes of assessingthe
utlllly's credit quality. The parent's notes represent lessthan 5%of the company'snearly $7billion of
oonsolldaled debt. exclusive of securitizationbonds

PG&E's adjustedfinancial ratios correlatewith the ratings tier effectIs given to the debt-Ilkeattributes of
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existing power-purchase obligations that represent operating leverage. These fired commitments largely
consist of contracts for energy from QFs. Over time, as the utility Is required to assume responsibility for
procuring electricity to replace expired CDWR contracts, there may be pressure on flnanclel margins.
Frozen rates for residential usage that falls below legislatively prescribed benchmarks and expectations of
large Increases In fixed purchased power obligations that will likely translate Into additional debt lmputatlorr
represent the most slgrllficant hurdles to positive rating actions.
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Retail electric rates andenergy-procurement practices are establishedby the CPUC. PG&Es inanoial
performance remains exposed to volatile fuel and power-procurementexpenses that requirethe CPUC lo
provide for the tam Ely recoveryof costs that have beenrecordedin balancing accounts for later recovery.

PG&E faces several slgrllfl nt litigations They include legal proceedings challenging the bankruptcy
settlement withthe CPUC and the validityof severalbllllons of dollarsof dlslrlbutlonsmadeby the utility to
Its parent. Lltlgatlcns also include commercial, environmental, and personal injuryclaims that predate the
bankruptcyand survivedthe Chapter 11 proceeding. The company assumes that the litigations will be
resolvedover time and adverse resolutions,if any, will be staggered events that willnot materiallyaffect
Wnanclal results.

In April2005, the utility released thefirst mortgage bonds'security Interest Inaccordancewith the
provlslnhs of the mortgageIndenture and the 'BBB' rating was affirmed on the debt thatwas converted to
senior unsecured oblige sons. The affirmationwas tied to limitations on the company's ability to Issue
senior secured debt with priority over the unsecureddebt.

Liquidity
PG&E Corp. and PG&E together recorded $455 million of cash and short-term investments onItsbalance
sheetas of Dec. 31, 2005, which wasdown from $713 million as of llsoal year-end 2005.The reductions
wereanticipated. Onlyabout 15% of the unrestricted liquid assets wereheld at the utility, whichstands in
sharp contrast lo the prior years40%.

As of Dec. 31, 2006, PG&E Corp. and the utilityhad credit facilities totaling $200 millionand $2 billion,
respectively. The parent's facility was unused as of the fiscalyear end. However, the utility had usedabout
$900 millionof avaliable capacity. Our analysis of liquidityunderstress situations,including marketand
credit eventsindicates that the company'sllquldlly is adequate.

Putlook
The stable outlook on PG&E retteots expectations that strong operating cash flows will support a
substantial portion of a sizeable capital program while limiting the need for debt in support of the capital
program. Presewetlon of the ratings will hinge on a demonstration of an organ abltity to recover costs In
a timely manner that protects cash flow, the development of a procurement strategy that Is protective of
credit metrics, the successful resolution of operational issues, and an absence of growth-related
invesWente by PG&E Corp. that are detrimental to the consolidated companies' credit metrics. Frozen
rates for residential usage that falls below legislatively prescribed benchmarks and expectations of large
increases in taxed purchased power obligations that will likely translate Into additional debt imputation
represent the most slgnltlcant hurdles W positive rating actions.

.Business Risk Profile: Focus On Regulated Utility Operations

PG&E servos approximately s million recall electric customersand 4.2 million gas dlstn'butlon customers in
Norther Callfornla. In 20DG,electric revenues totaled $8.75 billion, net of CDWR pass-throughrevenues,
and there were $3.8billion of gas revenues. Electric operations account for aboutthree-quarters ofthe
combined utility's gross margin, earnings,and cash flow.Net of securitizationbonds, PG&E has nearly
$7.9bllllon of short and long-term debtobligations.

Gas operations consist of the transmissionand dlstribulion of natural gas. Customers' electricneeds are
met through a comblnallon of ownedgeneration resources. eleciridtypurchased underQF and bilateral
contracts, andelectricity thatPG&E conveysto retail customers In its role as agentfor the deliveryof
electricity purchases madeby CDWR under Its long-term contracts

met through CDWR contracts and directcontracts withQFs, renewable.irrigation districts, and others

respunsibillty for electricity and fuel procurementnecessary to meet customers' electric demand.The

in 2008, ownedgeneration met 40% of customers'electricity needs. The balance of electricitysupply is

Over time, the CDWR oonlracts willexpire and PG&E will need toshoulderadditional financial
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obligation lo meet CPUCresource adequacy andrenewabledirectivesalso create additional financial and
operationalobligations.
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PG8¢E faces both price and operational risks In serving its customers' electric needs. Legislation that
protected cash How through a trigger mechanism that compelled the CPUC to adjust retail rates if
underoollections of procurement expenses exceeded 5% of the utility's previous-year generation revenues
has expired. Yet. In e December 2004 decision, the cpuc admlnistretlvely extended the 5% trigger
through the life of the current 10-year resource planning horizon, which represents an Important favorable
regulatory development. Nevertheless, deferrals of less than 5% could still reach about $200 mllllon pretax
dollars without triggering rate adjustments. Deferrals that approach the cap but don't produce rate
adjustments might sufficiently erode debt service coverage to impair credit quality. Moreover, even if
triggered, the CPUC retains the right to establish the schedule for the amortization of amounts recorded In
the betanclng account, The need for tlmety responses to changes in procurement costs has become
particularly important in tight of Calplne's bid tn terminate certain power supply agreements with the utility
and with cows.

As demand grows and CDWR and QF contracts end in coming years. PG&E will need to either buy or
build resources to replace expiring contracts and to meet the recently imposed obligations surrounding
resource adequacy and renewable requirements. These additional commitments, as they are incurred, will
also create the need for the reoondllatlon of revenues and expenses. Moreover, the use of power
purchase agreements (PPAs) to meet demand might affect credit quality because currently only
Investments In owned assets contribute to rate base and yield a velum that produces excess coverage
margins that support credo quality.

Profitability
In coming years, net Income will benetlt from its authorized 11.35% ROE and the earnings power
associated with planned rate base additions as the utility pursues a substantial capital program.
Discretionary cash flow is expected to be negative during much of the forecast period. This result Is largely
a function of the $14 bllllon-plus five-year capital program as well as substantial dwldends. At the same
time. about $4.5 bllllon of incremental debt Issuance over the live-year horizon Is reasonable relative to the
size of the capital program but will increase debt by about 50% to 50%.

Standard & Poor's expects that funds from operations coverage of Interest expense should exceed 4.3x
during the Eve-year forecast period. This range of coverage takes into account the debt sewlce on the
utility's debt, Its parent's debt, and debt service Imputed In connection with taxed obligations created under
existing and anttclpated bilateral power supply contracts. Coverage was likely be dttuted after 2010 as the
utility addresses oapadty and energy needs following the expiration of CDWR contracts. This exposure
has been factored into the rating and the rating outlook.

Business Descript ion:  Thi rd  Largest  Ut i l i ty  In  U .S
PG&E is a vertically integrated, regulated,electric, andgas utility and is whollyowned by PG&E Corp
Retail electric andgas rates are subject 1o oversight by the CPUC. As measured by the number of
customers served, PG&E Is the country's laird~largeslretell electric utility In the U.S., atleeEchelon and
AmericanElectric Power Inc

PG&Es gas operations transmitand distribute natural gas, providing both bundled andtransportation gas
Althoughthe transportation customers procure their own commodity, PG&E procuresand delivers

the commodityto bundledcustomers

In 20D6, bundled customers accounted for 92% of gas system revenues. which was conslslent with the
prior two years share of revenues. Bundled delivery customers account for about ole~thlrd of natural gas
deliveries. Transportation customer revenues and volumes account for the balance. Costs incurred In
connection with the procurement of natural gas oommodlty for bundled customers are fully recoverable if
they are comparable with market-based benchmarks established by the cpuc. In addition, the utility
embarked on a winter gas hedging program in 2005 to shield ala retail gas commodlly customers from gas
prloe volatllily during the peak winter months. The hedging program's costs are borne by the gas
commodity customers

PG&E's electric operations are vertically integrated. PG&E retuneda porllon of Its generation following the
CPU C's December 1995 restructuring decisionthatdirected utlliltes tosell a portionof their generation
assets and provided Incentives for the sale of additionalgeneration. PG&E retained about 8,500 MW of
ownedcapacity andhas contracts for 1.ooo MW of hydroelectriccapacity. PG&E is obligated tosecure
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energy for its customers from owned and contracted resources However, CDWR contracts provide a
portion of customers needs. Electric demand is met through a combination of the cited owned assets,
bltateral contracts, market purchases, and power procured by the CDWR. Owned assets provided 40% of
2006's energy needs and the irrigation districts' hydroelectric capacity, about%. QF contracts with about
270 suppliers represent about another 4,200 MW of on-peak pacttythat supplied 20% of 2006's energy
needs. Peak eleclrlcity demand Is In the vicinity of 18,000 MW for bundled and direct access customers.
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In 2005, CDWR's electricity covered about 24% of the utility's customers' energy needs, which is about
three percentage points lower than the prior year. Over time, however, as CDWR contracts expire. the
utility will bear responsibility for replacing the CDWR energy. PG&E's responsibility for acquiring residual
net short power will grow to about 10x 2004's levels and PG&E will bear additional fnnanclal lesponslbllity
for electricity and fuel procurement necessary to meet customers' electric demand. The most slgnltlcant
growth In the net short postilion will occur in DOB and beyond. Consequently, the company is pursuing
owned and contracted capacity additions.

PG&Es Dans for additional owned generation capacity Include the 675 MW Colusa plant, the 530 MW
Gateway plant that was acquired as part of the settlement of claims against Mirant stemming from the
California energy crisis, and the 163 MW repowered Humboldt Bay plant.

PG&E Corp. Is a holding company with only one principal operating company subsidiary, PG&E.
Consequently.PG&E is the only operating company that an support PG&E Corp.'s financialobligations,
including dividends, debt service, andoverhead.Parentdebt is currentlylimited to $280 million of
convertiblenotes that are duein 2010.

R a t i n g  M e t h o d o l o g y '  R a t i n g s  A r e  B a s e d  O n  C o n s o l i d a t e d  E n t i t y
The ratings on PG&E reflect the consolidated financial and business risk profiles of PG&E and its parent,
PG&E Corp. Because Standard & Poor's views capacity payments associated with long-term PPAs as
having debt-like attributes, debt and debt service have been imputed to PG&E's historical and projected
financial results to reflect the utllttys reliance on QF and bilateral contracts to meet a portion of customers'
energy needs. Future obligations will include Increasing responsibility for securing generation and fuel
resources to meet customers' electric needs as CDWR and QF electricity contracts expire, and as the
utility responds to cpuc resource adequacy and renewable directives. Approximately $2 bllllon of debt Is
currently imputed In connection with existing contracts. We don't impute debt for the CDWR contracts
because PG&E simply acts as a conduit for the delivery of CDWR power and for the collection and
remittance of the retail revenues tendered by retail customers to pay for that power. imputed debt is likely
to Increase as PG&E assumes responsibility for replacing CDWR contracts and pursues contracts to meet
renewable mandates

During their peak year, 2005, the 15 CDWR contracts operationally allocated to PG&E represented 4.650
MW of capacity. PG&E's customers' average annual peak electricity demand stands at about 18,000 MW
Standard & Poor's assumes that PG8¢E will replace expired CDWR contracts with more favorably priced
contracts that will translate into less onerous debt imputation than would be associated with the
assignment to PG&E of Hnenclel responsibility for the CDWR contracts. Regulatory authorization of the
recovery of PPA costs reduces financial risk lo the utility but does not eliminate the imputation of debt and
debt sewlce

Financial Risk Profile: Strengthened Financial Performance Should
Continue

Accounting

Our analysis of the pro forma financial statements Includes several adjustments that we have made
historically to assess PG&E's economic strength. The adjustments principally relate lo the lmputatton of
debt for taxed off-balance-sheet power purchase contracts. For2006, we imputed nearly $2 billion of debt
to the utility, which represents about a 25% increase over the $7.8 billion of 2006 short- and long-term
balance sheet debt, no of rate reduction bond and energy recovery bond securitization debt. The imputed
debt represents the present value of outstanding QF contracts and irrigation district contracts after

years, paNlcularly as CDWR contracts expire, the amount of off-balance-sheet obligations with operating
leverage attributes could increase slgnitlcantly

applying a a0% risk factor to the contractual obligations. As the utilIty's net short position grows in coming

Standard & Poor's financial analysis deducts from PG&E's revenues the amount the company collects lo
sewlce principal and Interest payment obligations on securillzed bonds. Similarly, we adjust the company's
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debt ratios to remove the unamortized balance of the securitization bonds
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Corporate governancelRlsk tolerancelFlnanclal policies
PG&E Corp.'s Investment policy moderated following aggressive, unsuccessful Investments In merchant
energy businesses in the 1990s. Management's appetite for creating or purchasing new growth vehicles
will determine future financial policy. Management has announced an Interest In pursuing the development
of a new Interstate gas transmission pipeline if a certain liquefied natural gas terminal is developed in
Oregon, but managements current focus is on the enhancement of the current regulated utlllly through
process and caplld improvements

Cash flowadequacy
Cash flow will bepartially protectedIn the near term by cD R contracts that shouldhelp reduce
procurement-related risks and fuel price volatility. Gas price volatility Is home byCDWR. In 2006, energy
prices becamevariableonce again, which Increased the utility's exposure to fuel price volatility and
heightened itsdependence oncpuc responses to changes in fuel prices. As CDWR and QF contracts
expire,PG&E's residual netshortobligation and Its financial exposure to market resourceswill expand
significantly

The cpuc uses balancing accounts to track mismatches between revenues and expanses as part of Its
effort to preserve the correlation between the two. The administrative extension of the true-up mechanism
should protect cash llow by compelling the CPUC to adjust retail rates If expenses rise above anticipated
levels and deferrals recorded In the balancing accounts match 5% at the utility's previous-year generation
revenues. In PG&Es less, this threshold could be a few hundred mllllon pretax dollars and may grow as
the utility's procurement obligations increase. Nevertheless, PG&E could exparlence substantial deferrals
that approach but do not cross the 5% trigger. Defenals that approach the cap but don't produce rate
adjustments might sutTlcienlly erode debt-service coverage margins so as to impair credit quality

Discretionary cash Now is expected to be negative during the forecast period. This Is largely a function of a
sizable capital program and substantial dividends

Standard&Poor's expects that funds from operations coverage of Interest expense should exceed 4.3x
........, us- .ive»yearforecastperiod.This range of coveragetakes into account the debtservice on the
utility'sdebt, its parent'sdebt. and debt service imputed tnconnection with fixedobligations created under
bilateral power supply contracts.Thereafter,coveragewilllikely be dilutedas the utilityaddressescapacity
and energy needs following the expiration al CDWR contracts.This exposurehas beenfactored Into the

Capital structure Asset protection
Followlng adjustments for off-belence~sheet obligations, we expect the company to exhibit an adjusted
debt to capitalization ratio of about 55% over the next five years. The adjusted ratio Includes debt
equivalents related to PPAs, We view cpuc regulations requiring PG&E to maintain a ratemaklng capital
structure with a 52% equity layer as protective of the utility financial integrity. Nevertheless, the threshold
ratemaking equity layer prescribed by the CPUC will still permit PG&E to pay substantial dividends to its
parent. The CPUC's methodology for calculating the capital structure differs from Standard a Poor's
methodology principally because the cpuc excludes short-term debt and PPA debt equivalents from its
analysis of a utility's capital structure

PG&E Corp. Peer Comparison
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THE ATTACHED RRA REPORT MAY NOT BE U5ED
OUTSIDE OF THE CONTEXT OF THIS PROCEEDING

The attached RRA reports "SNL Interactive Rate Case Historv - Sur man for
Pacific Gas & Electric from 3/15/2007" and "CALIFORNIA REGULATORY REVIEW

MARCH 19, zoos, oases 1 and 2" are being submitted as part of this exhibit
with the authorization of Regulatory Research Associates, an SNL Company
Copyright 2007 by SNL Financial LC. All Rights Reserved

Any redistribution of this publication, in print and/or electronic format, is strictly
prohibited, except with prior written consent. SNL Financial LC will pay up to
$5,000 to any person providing evidence that this license agreement has been
violated. All violations will be prosecuted to the fullest extent provided by law

SNL Interactive
Interactive Alerts
SNL Financial LC
Phone: (888)275-2822
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. No.  o f  Commissioners
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. Term of Offlce

IInf ant. s a confirmation
I.1DEfEr tar

B .

1 I e governor| r d b
I._4-aAr ld eoaer R -- Minn a second perm extendlnq to January 2011

President
governor

I
Background

Businessman; Presldent and CEO of Moody's; Special
st nt to former u.s. Treasury Seaetarv Renan

l
. Commissioners Party

Began
sew.

T e r m
Ends

Michael R. Peer/ey
(Pr lent)

D 3/02 1 / 09

Iion Gruenelch D 1 05 1 11

»_:

cho of Trueprldng Inc.; Pres. of New Energy Inc.; Pres. of
Ed n Int'I. and Soudwem California Edison

|nEre van Environmental Law Consultant: Attorney

R 5 / 05 1 / 1 1a John Bohn
!
Rachelle Chong R 1 / 06 1 / 09 Attorney; FCC Commissioner; attorney In private practice;

editor; arbitrator

11mothy Alan Simon R z / 07 1 / 13
I

Securities and cornpllanceattorney; appolnunent secretary
in Gov. Sdmwarzn her's admlnlsVatlon
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C A L 1 P O R N 1 A  R E G U L A T O R Y  R E V I E W  . -  M A R C H  1 9 ,  2 0 0 8

Callfomla Publlc utilities Commission (PUC)
California Slate Building
505 Van ness Avenue

San Francisco, CA 94102-3298
(415) 703-2782

Please note that the sections below are updated through 3/19/08, but are
maintained on a real-time basis in the Commission Profiles section of our website.

Miscellaneous Issues: Minority party representation for commissioners is not required. (Section updated
3 / 1 9 / 0 8 )

8
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RRA~REGULATORY FOCUS

Services Regulated:

..2.. March 19, 2008

Privately-owned electric, naturalgas, telecommunications, water,and sewer
utilities;railroads, rail transit, and passengertransportation companies. (Section
updated3/19/0B)

Commission Budget: Fiscal 2008--Approxlmately $1.3 bllllon,ofwhich approximately $152 million is
allocated for the regulation of utilities. The budget is derived from fees Imposed
upon regulated utilities,common carriers, and relatedbuslnessa. (Section
updated3/19/DB)

Commissioner Salaries:

Size of Staff'

President--$132,2DD, Commissloners--$128,100 (Sectionupdated 3/19/08)

Approximately 1000, almostallof whomare selected through and protected by
the State Civil ServiceSystem. The PUC Is structuredinto eight divisions:
administrative law judges; energy; telecommunications; water; strategic planning;
communication andpublic division; information and management services; and,
legal. The PUC also Inducesa consumer advocacygroup, the Division of
Ratepayer Advocates. (Section updated 3/19/08)

ConsumerInterest: Largely represented by the Division of Ratepayer Advocates (DRA)
(approximately 140 employees), which generally presents a full case In major
rate proceedings. The DRA's director Is appointed by, and serves at the pleasure
of, the governor, subject to Senate confirmation. The current DRA director is
Dana Appllng. Other Interveners include various cities and industrial,
commercial, residential, and environmental Interveners, and such consumer
groups as The Utility Reform Network. (Section updated 3/19/08)

Rate Case Timing/
Interim Procedures

State statutes set time limits for PUC completion of certain types of cases:
ratesetting, 18 months; and, adjudicatory (l.e., complaints), 12 months
However, no penalty or enforcement mechanism exists. In the Commlsslon's most
recent general rate case (GRC), asouthern California Edison(SCE) proceeding
decided in May 2006, the PUC took approximately 18 months to Issue a final
decision. SCE Is a subsidiary of Edison Intematlonal (EIX). While the PUC is
permitted to authorize Interim increases, such increases have not been requested
or granted In recent years. In granting an interim Increase, the Commlsslon may
specify whether the Increase will be collected subject to refund or on a firm basis
(Section updated 3/19/08)

Return on Equity Prior to electric industry restructuring (see theElectric Reuulatorv Reform/Indusrrv
Restructurlnasection), the PUC reviewed the major energy utilities' cost of capital
(COC) annually In a separate proceeding, and the Commlsslon has returned to this
framework for companies that are not operating under incentive plans (see the
Alternative Regulationsection). On Dec. 20, 2007, the PUC issued return on
equity (ROE) determinations for zone, adopting an 11.35% ROE for Padflc Gas
and Electric;(PG&E), an 11»5% ROE for Southern California Edison (SCE), and an
11.1% ROE for San Diego Gas & Electrlq (SDG&E). For 2007, PG&E, SCE, and
SDG&E had been authorized ROEs of 11.35%, 11.6%, and 10.7%, respectively
We note that as a result of a settlement that was approved by the PUC In 2003
resolving pG&E's Chapter 11 bankruptcy proceeding, the utility is entitled to earn
an ROE of at least 11.22% on an authorized 52% equity ratio, until PG&E's long
term credit ratings are at least A-/A3, or by due end 2012, whichever occurs first
PG&E and SDGBLE are subsidiaries of PG&E Corporation (PCG) and Sempra Energy
(SRE), respectively

OnDec. 21, 2007, the Southern Callfornla, Northern Callfumia, and South Lake
TahoeDivisions of Southwest Gas(SWX) filed base rate casesthatincorporate an
11.5% ROE (FN 3/14/DB)

In thelate 1990's, the PUC replacedSDG&E's andSouther califomla Gas'(SCG)
annual COC proceeding withan automatic adjustmentmedlanism thatis triggered
If Interest rates exceed a predeterminedheadband. In addition, SCG'smechanism
Is triggered only if this new level of Interestrates Is forecasted to continue for the
following year. If the medwanlsm is triggered, rates are automatically adjusted for
any associatedderange inthe COC according to a preestabllshed formula. The
PUC permitted SDG&Eto Mlle a traditionalzoos test year COC application, and the
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Southwest Gas Corporation
Summary of Cost of Capital and Fair Rate of Return

Based Upon a Hvpothetical Requlatory Capital Structure

Assuming Approval of the Requested Tariff Tools

Weighted Cost
RateType of Capital

Long-Term Debt

Ratios (1 )

51.00

Cost Rate

7.96 (1) 4.06

4.00 8.20 (1)

t1.25 (2)

0.33

5.06

9.45 %

Preferred Equity

Common Equity

Total

45.00

100.00 %

Notes

(1) From Schedule D-1, Sheet 1 of 1
(2) Mr. Hanley is keeping his recommendation of 11.25% unchanged despite an indicated higher

cost of equity for Southwest reflected by the market in general, but especially in view of a higher
yield spread required by the market between companies with bonds rated AS and Baan, the
bottom of investment grade rating such as Southwest, and also because of Southwest's
increased beta which has risen to 0.90
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Southwest Gas Corporation
Brief Sur man of Common Equity Cost Rate

Line
No.

Southwest Gas
Corporation

Proxy Group of Eight
Value Line Gas

Distribution CompaniesPrincipal Methods

Discounted Cash Flow Model (1 ) 9.53 % 9.61 %

2. 11.63 11.24

10.98 10.75

Risk Premium Model (2)

Capital Asset Pricing Model (3)

Comparable Eamings Analysis (4) 12.37 13.02

indicated Common Equity Cost Rate
before Investment Risk Adjustments 11.25 % 11.00 %

Investment Risk Adjustment
Due to Southwest Gas Corporation's
Lower Bond Rating 0.61 (5)

11.25 % 11.61 %

4.

1.

3.

5.

6.

7. Common Equity Cost Rate after
Investment Risk Adjustment -nh-
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Southwest Gas Corporation
Brief Summary of Common Eauitv Cost Rate

Notes:

From Sheet 4 of this Exhibit.

From Sheet 16 of this Exhibit.

From Sheet 25 of this Exhibit.

(1)

(2)

(3)

(4)

(5)

From Sheets 29 and 30 of this Exhibit

The 11.00% indicated common equity cost rate based upon the proxy group of eight
LDCs is applicableto the average AS Moody'sbond rating of the group. As explained in
Mr. Hanley's direct testimony, Southwest Gas Corporation has greater relative risk than
the eight LDCs as evidenced by the Company's Baan» Moody's bond rating. Therefore,
an indication of the magnitude of the investment risk adjustment is based upon the yield
spread between AS and Baan rated public utility bonds. The investment risk adjustment
of 0.61% equals two-thirds of the average spread between A and Baa rated public utility
bonds of 43 basis points plus onethird of the estimated average spread between Baa
and Ba rated public utility bonds of 95 basis points (from Sheet19 of this Exhibit), (0.61%
: (2/3 * 0.43% ) + ( 1/3 * 0.95% ) : (0.287%, rounded to 0.29%) + (0.31l7%, rounded to
0.32°/>) : 0.29% + 0.32% : 0.51% )-
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Southwest Gas Corporation
Indicated CommonEquity Cost Rate through the use

art the Discounted Cash Flow Model for
Southwest Gas Cctporation

and the Proxv Groupof EqhtValue Lino Gas Distribution Companies

1 Q

Dividend Yield
(1)

z
DMdend
Gwwih

Component
(2)

Adjusted
Dividend Yield

(3)
Growth Rate

(4)

Indicated DCF
Recur Rate

(5)

"Recommended"
DCF Return Rate

(5)

Southwest Gas Corporation 3.28 % 0.10 % a.aa % 6.15 % 9.53 % 9.53 %

Proxy Group of Eight Value Line
Gas Distribution Companies

AGL Resources lm:
Minas Energy Corp.
The LadedeGroup, Inc
NICOR Inc.
Northwest Natural Gas Company
PiedmontNatural Gas Company, Inc.
Somh Jersey Industries, Inc.
WGL Holdings, Inc

we %
9.63

9.59

Average

4.78 %
4.90
4.s0
531
344
3.99
3.08
4.38

4.27 %

0.10 %
o. H
008
0.11
0.10
0.10
0,10
0.08

0.10 %

4.aa 'A
s.01
4.38
5.42
3.54
4.09
3.18
4.44

4.37 %

4.34 %
4.82
3.50
4. 17
5.95
5.07
S. 17
3.75

4.10 %

9.22 %
9.63
1.aa
9.59
9.49
9.16
9.85
819

9.06 % 9,61 %

Notes: (1) From Sheet 5 of this Exhibit.
(2) This reflects a growth rate componait equal to one-half the average protected tiveyear

growth rate in EPS (from Sheet s of this Exhibit) x ume No. 1 to reflect the periodic payment
of dividends (Gordon Model) Be opposed to the continuous payment. Thus, for Southwest
Gas Corporation, 3.28% x(1/2 x s. 15% )= 0.10%

(3) Column 1 + Column 2
(4) From sheer e of this Exhibit
(5) Column 3 + Column 4
(6) Includes only those indicated common equity cost rates (ROE) which are greater than 9.50%

% (the lowest rate awarded to e gas distn'bution company or to the gas operations of a
combination electric & g s company during the twelve months ended March 2008), from
Sheet 1 of Exhlbit_(FJH-29) es fully explained In Mr. Hanley's acoompanylng rebiNd
testimony because Regulatory Research Associates noted that it is the lowest awarded
ROE to an energy utility nationwide in at least to years. Neo. as shown on Sheet t of
Exhibit_(FJH~29), on January 11, 2008, Natlond Fuel Gas Distribution Corporation
(NFGDC) was authorized a ROE of 9.10%, which Mr. Hanley has excluded from the
average of litigated cases and as the lowest ROE awarded for the 12-month period ended
March 31, 2008 as fully explained in Mr. Hanley's aooompanying rebuttal testimony
Consequently, he has assumed the 9.50% ROE authorized for Arkansas Wester Gas
Company on 7/13/07 as the lowest reallstio ROE awarded for the t2-month period ended
March 31. 2008

Q .4
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Southwest Gas Corporation
Derivation of Dividend Yield for Use In the

Discounted Cash Flow Model

(4/4/08) (1 )

Dlvidend Yield
Average Based Upon Average High I Low Market

Prices (2)
March 2008 February 2008

Average
Dividend
Yield (3)

Southwest GasCorporation 3.25 % 3.28 %

Proxy Group of Eight Value Line
Gas Distribution Companies

AGL Resources Inc
At nos Energy Corp
The Laclede Group, Inc
NICOR Inc
Northwest Natural Gas Gompany
Piedmont Natural Gas Company, Inc
South Jersey Industries, Inc
WGL Holdings, Inc.

4.93 % 4.86 % 4.56 %

Average 4.38 %

Notes: (1) The spot dividend yield is the culTent annualized dividend per share divided
by the spot market price on 4/4/08

(2) The average dividendyield wascomputed by relating the Indicated
annualized dividend rate and market price on the last trading day of eachof
the two months endedMarch 2008

(3) Equal weight has beengivento the spot.February 2008 and March 2008
dividend yields

Sourceof Information: Standard& Poor's Compuslat Services, Inc.. PCPIuslResearch Insight
Database

EDGAR Online's I-Metrix Database
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Exhi tm _(FJH-9)
Sheet 1 of 10
(Update)

Southwest Gas Corporation
Development of Proieded Growth for Use in the Discounted Cash Flow Model

Q

Value Line
Projected
2010-'12

Growth Rate
in EPS (1)

Reuters Mean
Consensus Long-Term

Growth Rate
No. of

EstimatesEPS

Average Projected
Five-Year

Growth Rate
in EPS (2)

7.50 4.80 [5] 6.15 %Southwest Gas Corporation

Proxy Group of Eight Value Line
Gas Distribution Companies

AGL Resources Ina
At nos Energy Corp.
The Ladlede Group, Inc.
NlCOR Ih8_
Northwest Natural Gas Company
Piedmont Natural Gas Company. Inc.
South Jersey industries, Inc.
WGL Holdings, Inc.

[5]
m
m
[3]
[5]
[6]
13]
[3]

4.34 %
4.62
3.50
4.17
5.95
5.07
6.17
3.75

Average

3.50 %
4.50
3.50
4.00
7.00
5.00
NMF
3.50

4.43 %

5.18 %
4.73
3.50
4.33
4.90
5.13
6.17
4.00

4.74 % 4.70 %

NMF = Not Meaningful Flgure

Notes: (1) From Sheets 7 through 15 of this Exhibit
(2) Average of Columns 1 and 2

Source of Information' Value Line Investment Survey, (Standard Edition), March 14, 2008
ReuterslMarket Guide, stocks.us.reuters.com. April 4, 2008
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operating revenues, beginning in January
apgrnve revenue increases

help Southwest as to hope
operating €l@8DS€S,

with treater
a  f o l  y ear 2009

growth in earn-

Southwest Gas reported wnlmpressive
the four th

the
company experi-

enced suihxess 'm heating demand, owing
temperatures

ins the period. This Isa pvfinllnr elset by
modest

candi-

in the current year. We anticipate relative- an increase of 4».7%. This
How-

pate solid share-earniangs grtwvth
p a l  t o

most Arizona rate case. The
mu.

of October

of 2009. Such
with higher

and provide the com~
pan earnings stability. In-
dee of rate rel ief  in
shad roduee heal thy
snugs, to 82.20 lg" share.
The board o directors  has increased
the div idend.  Start ing wi th the June

about. the quarterly div idend is now
80.225 a share,
follows a similar increase last year.
ever, this issue's current dividend yield of
roughly 3.5%  is not a standout by utility
standard .
Shares of  Southwest Gas are ranked
unfavorably  in our momentum-based
system. Looking further out, we antici-

over the
2011-2013. At the present quota-

tinm, this stock flews impressive total re-
turn potential for the coming years, and
may appeal to patient investors. That said,
conservative accounts are advised not to
overweight this issue, conddexing the reg-
ulatory risks.
Michael Napoli, CPA Math 14, 2008

gheriormance for quarter.
are earnings fell roughly 10% from

prior year's period. The

to warmer-1'l1an-usual dur-

growtlx in the customer base. Over-
all, 200 earnings came in slightly below
the 2006 figure. Looking forward,
sons may remain somewhat challenging

l  slow customer growth, due parts to the
downturn in the housing market.. Tins, we

have lowered our bottuarn-line estimate by
$0.20 a share, to $2.05.
The c ompany  rema ins  f oc us ed  on
procur ing rate re l ie f  and improv ing
rate desl~n. In order' to address weather
related vo ali, Soutlnwveet hots included
several propose rate design changes in its

reeezxtlgled
utility is see g a rate hike of $50.2
lion nearly 5%)- It has asked the commis-
don to implement the new rates at the
start The company' has dau
Hied a rate case a location w Rh Califor-
nia, requesting a £331 million increase in
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t h is  r a n g e .  T h is  a ssu me s  u o rn n a i  w e a t h e r
p a t t e r n s  a n d  a v e r a g e f ° ; 3 °

` _per share  st a

5gure h¢;wE1;§t  to  unfavorab le  com-

t h e eucmpan3r's5 3 8

in

A G L  R e s o u r c e s  r e p o r t e d  s o l i d  p e r -
f o r m a n c e  f o r  t h e  f o u r t h  q u a r t e r  R e v e -
n u e s  d e c l in e d  s l i g h t l y  i n  t h e  r e ce n t  i n t e r -
im.  Howeve r ,  t he  comgagmy en joyed  lowe r
o p e r a t in g  co s t s ,  a n d b o t t o m - l i n e  i m -
p r o v e d  c o n s i d e r a b l y  B u t  s h a r e  e a r n i n g s
fo r  2007  aS a  who le  on ly mahzbed  the  poor
year s
8 a J ' isu n s  in e n d  t h i r d  q u a r t e r s .

p e ra t ixg h e a min g s w e re  lo w e r  a t  t  e  cu m-
o le sa le  Se r v i ce s  b u s in e ss ,  r e -

Elf rmn  a  a i§n i5uan t  decrease  in  com-
: n e r d a o b h d t y  u h  t o  l o w e r  v o l a t i l i t y  i n
t h e  n a t u r a l )  g a s  m a r k e t  d u r i n g  t h e  y e a r .
Pe r f o rma n ce  w a s su p p o r t e d  b y  so l id  e a rn -
in g s  g ro w t h  in  t h e  e o mp a n zg  D is t r i b u t io n
O p e r a t i o n s ,  a n d  a  s t r o n g a tom- l ine  ad -
vance  in  i t s  Re ta i l  Ene rgy Ope ra t ions.  The
`D is t n ' b u t io n  b u s in e ss  b  c i t e d  Ma n n  mo d -
e s t  cu s to me r  g ro w th  a n d  b ig h t '  b a se  ra te s
a t  C h a t t a n o o g a Th e t a i l

eoqaerienced higher average customer
customer base, and in-

g r o w t h  o u g h t  t o  r e s u m e  i n

v o l a t i l i t y
p a ce s  in  2 0 0 8 .  Ea rn in g s
g o o d  c h a n c e  o f  a d v a n c u x g  a t  a b o u t  t h e
same  de l ibe ra te  pace  in  20  9 ,  as we l l .
T h e  b o a r d  o f  d i r e c t o r s  r e c e n t l y  a p -

o v e d  a  m o d e s t  d i v i d e n d  i n c r e a s e .
e  q u a r t e r l y  d i v i d e n d  w i l l  n o w  i n c r e a s e

t o  $ 0 . 4 2 ,  b e g i n n i n g  w i t h  t h e  M a r c h  p a y -
o u t .  Th is  re p re se n t s  s lo w e r  g ro w t h  t h a n  in
t h e  p a s t  f e w  y e a r s ,  w h i c h  m a k e s  s e n s e ,
co n s id e r in g f l a t  e a : - n i n
c o m p a r i s o n  f o r  2 0 0 7  a n d  i t s  l o w e r
b a la n ce  in  re ce n t  t ime s.  N e ve r th e le ss ,  t h is
le ve l  o f  d iv id e n d  g ro w t h  w i l l  p ro b a b ly  co n -
t in u e  g o in g  f o rw a rd .
T h e s e  s h a r e s  h a v e  i m p r o v e d  a  n o t c h
i n  T l n n e d i n e s s ,  a n d  a r e  n o w  r a n k e d  3
( A v e r a g e ) .  T h a t  s a i d ,  l i s s  i s s u e  e a r n s
g o o d  ma rks  f o r  Sa f e t y  a n d  Pr ice  S t a b i l i t y ,
a n d  w e  Prva ie c t  s t e a d y  e a rn in g s  g ro w th  a t
AGL  Resou rces ove r  the  pu l l  t o  2011 -2013 .
I n c o m e - s e e k i n g  i n v e s t o r s  m a y  a l s o  f i n d
t h i s s t o c k  a t t r a c t i v e , c o n s i d e r i n g  i t s
h e a l t h y  d i v i d e n d  y i e l d .  O v e r a l l ,  t h e s e
sh a re s  o f f e r  w o r t h w h i le  t o t a l  re t u rn  p o te n -
t ia l  f o r  t h e  co min g  ye a rs .
M i c h a e l N a p o l i ,  C PA Ma r ch  1 4 , 2 0 0 8

Gas. Energy
l ine
usage, a tar
creased la paynoent. fees.
Earou l §a
2 0 0 8 . e  company has in i t ia ted  sha re -ne t
g u id a n ce  o f  $ 2 .7 5  t o  $ 2 .B5  f o r  t h e  cu r re n t
ye a r .  Ou r  e s t ima t e  l i e s  a t  t h e  mid p o in t  o f
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Almus  Ene rgy 's  h da tes  'bac k i n
1906  h the  Texas  Pan angle .  Ov e r  aha

par! of Pioneer Corporation, and, in 1981,
Pi une a  na me d I s division

Energas. In , Pioneer
Energas as e separate subsidiary and
lrlbuled the ouls landhg shares of Energas
to Pioneer shareholders.Ensrgas changed
ms name lo Ammos In 19Bl Almus acquued
Trans Louhiena Gas in 1986, Weslem Ke n-
m l Ga s  Ul l l l l ln 1 9 8 7 ,  Gre e le y  Ga s In
199 ,United Gil s Gas In 19971 and others.
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Furthermore,

the Hardy Storage joint van are (JV)
tributes to both
the whole of 2008

consolidation of business
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Piedmont Nature]

first
The company was to
earnings for its January interim

W e  h a v e  c a c h e t e d
z o o s ,

t h o u g h , f o r  s o m a

r e ve n u e s  1 8 B d vanc ed  m  t he  low  s ing le -
e  r ed uc ed  ex pec t a t im u  s t em

s t r uc t i on  m ar k e t .  S ubs eq uen ] 31 ,
f o r t v o lu m e s ,  P

of energy
f unrth r t euqaeri c d
»3a=me.t%l$3.§§m,1 weather. But81313-
terim

W N C  p r o t e c t s  t h e  b o t t o m  l i n e  a d j u s t
d e c r e a s e d  u s a g e .  T h e  a d j u s t m e n t  s  a u ld

progresses. And its revenues ought to ad-
vsnce approximately 3% this year and
next. E8'orts to gain customers from the
conversion markets should help this cause.

the company intends to fie
a general rate case in North Carolina, its
largest service area. Meanwhile, its non-
uti1it.y business ought to pick up steam as

con-
tnp and bottom lines for

And, we expect solid
Eerformanoe to persist from its auth Star

energy N
All told, we look for the bottom line to
advance 7% and 3% for this year and
next, respeetivdy. This ought to stem
&om continued investments in its natural
gens infrastructure. Further streaznnlining
and processes
and operations should help maintain mar-

es v/dl.
equi ty of f ers  a sol id d ividend

yield and decent total return poten-
tid to 2011-2013. Meanwhile, these
shares are ranked to perform in line with
the broader market averages for the year
ahead.
Bryan Fong MmM 14, 2008

Gas likely outed
relatively unchanged earnings 8, the

uartelr  (en ed January Slat) .
q scheduled report

atlee this
z e p o x t  w e n t  t o  , g ' = = = -
d o w n  o u r  i o p - k ' n e  e s t i m a t e  f o r go

we OD pro ass is
year. During the first quvrben §redmont's

d'g'it g .
Tim §'?8'w§t growth in the residential cam-

in an et
to incrcan has been

working on converting users of other types
to naharel gas. Meanwhile, the

of  2007

is  not subject to the weather
normalization clause (WNC) for its 'Ilen-
nessee and South Carolina service areas.
The

h l p d  ' g i l l i  J eLry'temfi1m th h.
Oerdl, we 1018! full nozgned eclvenoeegln
share net for the Bret Taarter.
The company ought experience bet-
ter volume comparisons as the year
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0i/dlr aid 12'A al num shoes: Dlnnenslnnmi Foul Advlaurs,
ans ;  aa rc layu.  ws  wav  no )  as t ron.  a  cm Edward e ra -
ham lnauv:  NJ.  Addruu:  I  such Js fsqf  Plan.  Folsom, NJ
oalaal Ta :8419-551-Slllll. Internet vnrw.qlnausuu WID

BUSWEBS: Self Jersey lndushias. Inv; Is s hulling wuwwv Lu
suhsldlary. South Jnnsuy Go 041 dibiblds i  natural go b
335 .553  wdnmsn h New Issy :  suulhs rn caululus ,  W e
wvura 2,550 :was min and bdudu Aiamln coy, Ga: revenue
mk117: lssldenilul. 4654; uumn\uwzlal. 2954! WIBllu=Ilm and do
Mu l i r a W.: lmhasllial. 23%. Non»uWy upunlull lauds:

economic ga;'ning;
14%. Utility South Jersey Gas

Er usage. The CIP protected $7.5 million of

of the nonutility'
badness shout

gas storage capo tty
take advantage of volatility

oc.k

This pnttun seems

this issue scores high marks

Gus, it enjoys a

the vast m4o1-ity of new homes built have
chosen natural ' heating

com expects
economic development in thePXWnntic City

boost housing °

servatiou Incentive Program (CIP). This
initiative allows South Hersey to promote
energy conservation end insulate itself
from the negative impact of lower custom»
net income during 2007 offsetting reduced
customer utilization. Elsewhere the per~
formance dummodity
Marketing continue to
have an important impact on earnings.
This unit maintains 10 billion cubic feet of

which allows it to
in natural gas

pricing and in attractive profit mar
gins. looking forward, we anticipate mod-
erate slwre-earnings and dividend growth
in the current years
likely to continue in 2009 as welL
These shares are ranted to lag the
broader market for the coming six to
12 months. Looking forth r out we
project solid bottom-line growth at south
Jersey over the pull to 2011-2013. More-
over, for Price
Stabile' and Earnings Predictability.
Thus, s stock offers worthwhile total re~
tum potential for a natural 35 utility
Michael Napoli. CPA arch 14,2008

South Jersey Industries reported a
modest advance in revenues for 2007
although increased
roughlybenefited from continued growth m the
customer base and lower interest costs.
The -==>»=v==y= nonutility operations ds
posted a sold pemtormenc8. Readers are
advised that our earnings-per-share 5g-
urss are now based on economic earnings,
a non-GAAP measure that excludes un-
realized gains and losses frown commodity
derivative lzansactions. Thus, the share-
net figures from 2007 onward are not
directly comparable with those from pra-
vioua years.
The company has solid 10:15-temuu
prospects. Nature] 9° remains e fuel
of cindee in the mar sts served by South
Jersey as considerable
price advantage over altemativea. Indeed,

gas aa than main
source. Moreover, the

area will demand an the
coming years. In addition, this business
ought to continue to benefit 8-om the Con-
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doe). indicating suitability
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Southwest GasCorporation
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach

Based on Historical and Protected
Market RlsJc Premium Based Only on Historical Market Risk Premium

Southwest Gas
Corporation

Proxy Group of Eight
Value Line Gas

Distribution
Southwest Gas

Corporation

Proxy Group of Eight
Value Line Gas

Distribution

Prospective Yield on Aaa Rated
Corporate Bonds (1)

Adjustment to Reflect yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.69 (2) 0.69 (2) 0.69 (2)

Adjusted Prospective Yleld on A Rated
Public Utility Bonds 6 .26  % 6.26  %

Adjustment to Reflect Bond
Rating Difference 0.75 (3)

7 .01  %

0.14 (4) 0.75 (3)

7 .01  %

0.14 (4)

6 .40  %Adjusted Prospective Bond Yleld

Equity Rlsk Premium (5)

Risk Premlum Derived Common
Equity Cost Rate 12,66 % 12.21 % 11.24 %

Notes: (1) Derived in Note (4) on Sheet 21 of this Exhibit

(2) The average yield spread of rated public utility bonds over Ala rated corporate bonds
of 0.69% from Sheet 19 of this Exhibit

(3) The average spread between Moody's A and Baa rated public utility bond yields of 43
basis points plus one and one-thlrd the esllmated average yield spread of Baa over Ba
rated public utility bonds to reflect Southwest Gas Corporatlon's Moody's bond rating of
Baan as shown on Sheet 17 of this Exhibit. ((0.43% + (1l3 ' 0.95%) = (0.4a% + 0.317%
rounded to 0.32) = 0.75% (from Sheet 19 of this Exhlblt))

(4) One-third the average spread between Moody's A and Baa rated public utility bond yields
of 43 basis points to reflect the proxy group's average Moody's bond rating of As as
shown on Sheet 17 of this Exhibit. ((1I3 x 0.43% = 0.143%. rounded down to 0.14% (from
Sheet 19 of this Exhlblt))

(5) From Sheet 20 of this Exhibit
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Southwest Gas Corporation
Numerical Assignment for

Moody's and Standard & Poor's Bond Ratings
Standard a. Poor's Business and Financiai Risk Profiles

Moody's
Bond Rating

Numerical
Bond Weiahtina

Standard & Poor's
Bond Rating

9
10

12

Standard & Poor's

Business
Risk Prof lIe

Numerical
Weiqhtinq

Financial
Risk Profile

Numerical
Weiuhtinq

Excellent
Strong
Satisfactory

2
3

Modest
Intermediate
Aggressive
Highly Leveraged

2

4

Vulnerable
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Southwest Gas Cornorailon
Judgment ofEquity Risk Premium for
for Southwest Gas Corporation and

the Proxv Group Qr Eight Value Line Gas Distribution Companies

Based on Historical and Projected Market Rlsk Premium Based Only on Historical Market Risk Premium

4

Una

No.
Southwest Gas

Corporation

Proxy Group of Eight
Value Llne Gas

Distribution Companies
Southwest Gas

Corporation

Proxy Group of Eight
Value Line Gas

Distribution Companies

Calculated equity risk
premium based on the
total market using
the beta approadl (1) 7.62 % 7.28 %

Mean equity risk premium
based ona study
using the holdingperiod
returnsof public utilities with
As ratedbonds(2)
Baan ratedbonds (2)

Average equity risk premium 5.85 % 4.84 %

Notes: (1) From Sheet 21 of this Exhiblt
(2) From Sheet 23 of this Exhibit!
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SouthwestGas Cqrnoratlon
Derlvation of EquityRisk Premium Based on the Total Market Approach

for SouthwestGas Corporation and
the ProxvGroupof Elaht value Llne Gas Distribution ComnaniQ§

Based on Historical and Proieded Market Risk Premium Based Only on Historical Market Risk Premium

Southwest Gas Corporation

Proxy Group of Eight
Value Line Gas

Distribution Companies Southwest Gas Corporation

Proxy Group of Eight
Value Line Gas

Distribution Companies

Arithmeticmean total returnrate on the
Standard& Poor's 500 Composite Index
1925-2006 (1) 1230 'A 12.30 % 12.30 %

Arithmetic mean yield on Aaa and As
Corporate Bonds 1926-2005 (2) (8.10) (8.10) (6.10) (5.10)

Historical EquityRisk Premium 6.20 % 6.20 % s.2o %

ForecasMed3-5 year Trial Annual
Market Return (8) 1B.30 % 1830 %

Prospective yield an Ala Rated
Corporate Bonds (4)

Fore steel Equity Risk Premium 10.73 % 10.73 %

A, Averageof Historical and Forecasted
Equity Risk Premium (5)

B. Historical Equlty Rlsk Premium 5.20 %(6) 6.20 %(6)

Adjusted Value Llne Bela (7)

Beta Adjusted Equity Risk Premium 7.ez % 5.58 %

Notes' (1) FromStqlqks Bonds Bills and Inflation - Market Results for 1928-2007 -2008 Yearbook Valuatlon Edition. Momlngstan
Inc., 2008 Chicago, IL

(2) From Moody's Industrial Manual andMargentBond Record MonthlyUpdate

(3) From Sheet28 al this srhibn

(4) Avert e forecast based upon six quarterly estimates ofAaa rated corporate bonds per the consensus of nearly 50
economists reported In Blue chip Financial Forecasts dated April 1, 2008 (seeSheet 22 of this Exhibit). The estimates
are detailed below

Second Quarter 2008
Third Quarter 200B
Fourth Quarter zoos
Fil'5\ Quarler2009
Second Quarter 2009
Third Quarter zone

Average

(5) Average of the Hlstorlcal Equliy Risk Premlum of B.2D% from Line No. a and the Forecasted Equity Risk Premium of
10.73% from Line No. 6 ((620% + 10.73) IN = 8,4e5%. rounded to 8.47%)

(6) As arplalned in Note 5, the average of the Historical Equity Risk Premium and the Forecasted Equity Risk Premium
s.47"/.. Normally, Mr. Hanley would use this average in his Risk premium Analysts. However, in Mr. Hanley's opinion
the current and recent substantial decline In the stock market is extraordinary and not representative of the exnectee long~
tem, thereby grossly overstating long-term future capital appreciation. Consequently. In this instance, Mr. Hanley will
not consider what he believes is an extraordinary expected petal appreciation and Instead will rely only upon the 8.20%

m From Sheet24 of this Exalt



2 I BLUE CHIP FINANCIAL FORECASTS APRIL 1, 2008

Consensus Forecasts-Quarterly Avg.
2Q SQ 4Q SQ SQ SQ

2008 2008 2008 2009 2009 2009
2.0 1.8 1.8 2.0
5.0 4.9 4.9 5.0
2.4 2.2 2.2 2.3
2.2 2.1 2.1 2.3
1.3 1.4 1.5 1.7
1.5 1.6 1.1 1.9
1.6 1.7 1.8 2.0
1.1 1.8 1.9 2.2
2.5 2.6 2.7 2.9
3.5 3.6 3.7 3.8
4.3 4.3 4.4 4.5
5.4 5.4 5.5 5.6
6.7 6.6 6.7 6.7
4.6 4.5 4.6 4.6
5.8 5.8 5.8 5.9

Consensus Forecasts-Qua
SQ SQ 4Q I Q

2008 2008 2008 2009

2.2 2.5
5.3 5.6
2.6 2.9
2.5 2.8
2.0 z.4
2.3 2.6
2.4 2.7
2.5 2.9
3.2 3.4
4.0 4.2
4.1 4.8
5.1 5.8
6.8 6.9
4.6 4.1
6.0 6.2

rterly Avg.
2 0 SQ

2009 2009
72.5
2.4
2.2
2.3

73.5
2.7
2.2
2.3

71.9
1.9
2.4
2.4

70.8
0.0
2.5
2.9

70.9
1.6
2.3
2.6

71.2
1.7
2.2
2.2

ConsensusEu-vr. T-Note Yldd.

s-momh T-em

consensus
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0

Year Aga
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I Consensus to zoos
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1 O-Year T-Bond
minus 3-Month T-BlR
(Constant Maturity Yields)

Baa Corporate Bond
Yield minus 10-Year
T-Bond Yield
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Ala Corporate Bond Yield
minus 1 D-year T-Bond Yield
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Consensus Forecasts O f U.S.  Interest  Rates And Key  Assumptions'

Exhibit__(FJH-10)
Sheet 7 of g
(Update)

InterestRates
Federal Funds Rate
Prime Rate
LIBOR, 3-mo.
Commercial Paper, l-mo.
Treasury bill, 3-mo.
Treasury bill, 6-mo.
Treasury bill, 1 yr.
Treasury note, 2 yr.
Treasury note, 5 yr.
Treasury note, 10 yr.
Treasury note, 30 yr.
Corporate Aaa bond
Corporate Baa bond
State & Local bonds
Home mortgage rate

Latest' Q*
IO 2008

3.27
6.30
3.27
2.99
2.08
2.14
2.09
2.01
2.73
3.66
4.42
5.45
6.74
4.61
5.90

------- - -History-
- - - - - -Average For  W eek End- - -» - - -Average For  Month- -
Mar.21 Mar. 14 Mar.7 Feb.29 Egg, 14112 Dec.

2.70 2.97 3.00 2.96 2.98 3.94 4.24
5.79 6.00 6.00 6.00 6.00 6.98 7.33
2.60 2.84 2.99 3.08 3.09 3.92 4.98
2. 18 2.47 2.69 2.84 2.90 3.61 425
0.82 1.37 1.55 2.01 2.17 2.82 3.07
1.26 1.49 1.70 2.00 210 2.84 3.34
1.35 1.52 1.66 1.98 2.05 2.71 3.26
1.52 1.59 1.60 1.94 1.97 2.48 3.12
2.34 2.47 2.51 2.80 2.78 2.98 3.49
3.39 3.51 3.61 3.78 3.74 3.74 4. 10
4.26 4.44 4.53 4.59 4.52 4.33 4.53
5.44 5.53 5.54 5.60 5.53 5.33 5.49
6.82 6.91 6.89 6.91 6.82 6.54 6.65
4.88 4.94 4.92 5.11 4.64 4.21 4.53
5.87 6.13 6.03 6.24 5.92 5.76 6.10

--History-.

3 0 SQ I Q 2 0
Kev Assumptions 2QQ§ 2006 21191 2091
Major Currency Index 81.7 81.6 81.9 79.3
Real GDP l . I 2.1 0.6 3.8
GDP Price Index 2.4 1.7 4.2 2.6
Consumer Price Index 3.8 -1.6 3.8 4.6
Individual pane] members' forecasts are on pages 4 through 9, Historical data for inheres\ Ra!
able Born Wm Wall Strict Journal. Definitions reported here are same as those in FRSRH. l
Federal Reserve Board's Major Currency Index is from FRSR I~I.l0 and GO Historical data
sis (BEA) Consumer Price Index (CPI) hislory is from the Department of I.,abor's Bureau
lhmugh the week ended March 2141. Dalufor IQ 200s Ma/or Currency lndev also i!
Chained Price Index and Consumer Pda Index are cansmnufvrecasls based on a .rpecla

2Q
2006
82.2
2.4
3.5
3_9

SQ 4Q 1Q~
2007 2007 2008
77.0 73.3 72. 0
4.9 0.6 0.0
1.0 2.4 3.0
2.7 5.1 4.1

4 except LIBOR is [ram Federal Reserve Release (FRSR) H.I5. LIBOR quotes avail-
5. Treasury yields are reported on a constant maturity basis Historical data for the U. S
for Real GDP and GDP Chained Price Index are from the Bureau of Economic Analy-
of Labor Statistics (BLS) Intern! rate Ada for IQ 2008 based 0/1 historical dura

based an data lhroqh wM add March 2Isl. Flguresfor IQ 2008Real GDP, GDP
I quwian ukd a/thepaudixu (see page 14).

U . S .  T r e a s u r y  Y i e l d  C u r v e
Week ended March 21 , 2018 and Year Ago vs.
ZQ zoos and SQ 2099 Cunnnsuu forscash

U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield
(Qurlerly Average) Huwfv Forums!
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As of week ended March 21, zoos
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As of week ended March 21, zone
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Southwest Gas Corporation
Derivation of Mean EquliyRisk Premium Based on a Study

Using HoldingPerigee Returns QfPublic utilities

Southwest Gas Corporation
Proxy Group of Eight Value Ume

Gas Distrlbutlon Companies

Line
No.

AUS Consultants Rlsk
Premium Study (1)

1928-2006

Aus ConsultantsRisk Premium
Study(1)

1928-2005

Time Period
1. Arithmetic Mean Holding Period

Returns (2):
Standard & Pools Public

amity Index 11.11 % 11.11 'A

(7.12)A.
B.

Arithmetic Mean yield on:
Baa rated Public Utility Bonds
A rated Public UtlIKy Bonds (anal

Adjustment to reflect Company or
proxy group speoiic average Moody's
bond rating

Equlty Risk Premium

Notes: (1)

(2)

S&P Public Ulillty index and Moody's public UtilityBond AverageAnnual Yields, 1928-2008 (Aus Consultants. 2007),

(3)

(4)

Holding period returns are calculated based upon income received (dividends and interest) plus the relative change in the
market value of a security over a one-year holding period .

One-third the average 192B - 2006 estimated spread between Baa and Ba rated Moody's public utility bond yields of 93 basis
points to reflect Southwest Gas Corporation's Moody's bond rating of Baan as shown on Sheet 2 of this Exhibit (( 1/3 x
0.93% = 0.31%). (AUS Consultants. 2007).

One-thlrd the average 1928 - 2006 spread betweellA and Baa rated Moody's public utility bond yields of 52 basis points to
reflect the proxy group's average Moody's bond rating of As as shown on page 2 of this Exhibit. (( 1/3 x 0.52% = 0.173%.
rounded to D.17%). (AUS Consultants, 2007).

2.

4.

a. (0.31)(3)

3.68 %

I I Ill

1

(0.17) (4)

4.34 _%

Z
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Southwest Gas Corporation
Value Line Adjusted Betas

for Southwest Gas Corporation and
the Proxy Group of Eight Value Line Gas Distribution Companies

Value Line
Adjusted

Southwest Gas Corporation

Proxy Group of Eight Value Line Gas
Distribution Companies

AGL Resources Inc
At nos Energy Corp
The Laclede Group, Inc
NICOR Inc
Northwest Natural Gas Company
Piedmont Natural Gas Company, Inc
South Jersey Industries, Inc
WGL Holdings, Inc

Average

Source of lnfomlation: Value Line Investment Survev. (Standard Edition)
March 14. 2008
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Southwest Gas Corporation
Indicated Common Equity Cost Rate Through Use of the

Capital Asset Pricing Model for
Southwest Gas Corporation

and the Proxv Group of Eight Value Line Gas Distribution Companies

Based on Historical and Protected Market Risk Premium

Southwest Gas Corporation

Proxy Group of Eight Value Line
Gas Distribution Companies

Traditional Capital Asset Prldng Model
Derived Company Equity
Cost Rates (1) 13.01 % 12.65 %

Empirical Capital Asset Pricing Model
Derived Company Equity
Cost Rate (1) 13.24 % 12.98 %

CAPM Results 13.13 % 12.82 %

Based Only on Historical Market Risk Premium

LLL Southwest Gas Corporation

ProocyGroup of Eight Value Line
Gas Distribution Companies

Traditional Capital Asset Pricing Model
Derived Company Equity
Cost Rates (2) 10.89 % 19.63 %

Empirical Capital Asset Prlclng Model
Derived Company Equity
CostRate (2) 11.07 % 10.87 %

CAPM Results 10.98 % 10.75 %

Notes:

M

1.

2.

3.

2.

1.

(1) Developed on Sheet 26 of this Exhibit
(2) Developed on Sheet 27 of this Exhibit
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Southwest Gas Qornofation
Indicated Common Equliy Cont Rate Through Use of the Capital Asset Prldng Model

Based on History land Pmiecied Market Risk Premium

Value Llne
Adjusted

Beta

Company-Spectfc
Risk Premium

Based on Market
Premium ol 9.45% H)

CAPM Result
Including
Risk~Free

Rate of 4.50% (2)
Recommended CAPM

Result (3)

Traditional Canltal Asset Prlclnq Model (4)

Southwest Gas Corporation 0.90 8.51 % 13.01 Vt. 13.01 %

Proxy Group of Eight Value Una
Gas nIwIbumm Companies

AGL Resources Inc.
At nos Energy Corp.
The Lsdede Group, Inc.
NICOR Ina
Northwest Natural Gas Company
piedmont Natural Gas Company, Inc
South Jersey Industries, Inc,
\NGL Holdings, Inc.

o.as
D 85
o 90
1.00
1180
0.a5
0.80
o.as

0.86

s.oa %
a 08
8.51
9 4 5
7.56
8.03
7.58
8.03

a.15. *as

12.53 %
12.5a
13.01
13.95
12.06
12.53
12.08
12.sa

_ 12.55 v.

12.53 'as
12.53
1ao1
13.95
12.06
12 53
12.06
12.53
12.65_°/»Average

Empirical Capital Asset Prlcinq Model (5)

Southwest Gas Corporatism 0.90 8.74 % 13.24 % 13.24 %

Proxy Group of Eight Value Line
Gas Distribution Companies

AGL Resources Inc.
At roe Energy Corp.
The Ladeds Group, to
NICOR IDC-
Noxthwest Natural Gas Company
Piedmont Natural Gas Company, Inc.
South Jersey Industries, Inc.
WGL Holdings, Ina

08s5
o . s s
0 . 9 0
1 . 00
0 . 8 0
0 8 5
0 . 8 0
0 . 8 5

0 . a s

8.89 v.
ass
8.74
9.45
e.0a
a.a9
8.03
a.as

a.4e %

12.89 %
12.89
1a.z4
13.95
12.55
12.89
12.53
12.89

12.sa %

12.Bg %
12.89
13.24
1395
12.53
12.89
12.53
12.89

12.98 %Average

See Sheet 28 d this Exhibit for notes

ow II l III
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Southwest Gas Comoratlon
Indicated Common Equity Cost Rate Through Use of the Capital Asset Pricing Model

Based OnW on Historical Market Risk Premium

Value Line
Adjusted

Company-specific
Risk Premium

Based on Historical
Premium of 7.10% (1)

CAPM Result
Including
Risk-Free

Rateof 4.50% (2)
Recommended
CAPM Result (3)

Traditional Capital Asset Priclnu Model (4)

Southwest Gas Corp 5.39 % 10.89 % 10.89 "la

Proxy Group of Eight ValueLlne
Gas DislrlbutlonCompanies

AGL Resources Inc
Ammos Energy Corp
The Ladede Group, Inc
NICOR Inc
NorthwestNatural Gas Company
Piedmont Natural GasCompany, Inc
South Jersey Industries,Inc
WGL Holdings, Inc

10.54 % 1054 %

Average 10.83 v. 10.63 %

Emnlrlcal capital Asset Pl1¢;[l'\q Model (5)

Southwest Gas Corp 11.07 % 11.07 %

Proxy Group of EightValue Ume
Gas Distribution Companies

AGL Resources Inc
Athos Energy Corp
The LacledeGluup, Inc
NICOR |09-
NorthwestNatural Gas Company
PiedmontNatural Gas Company, Inc
South Jersety Industries, Inc
WGL Holdings, Inc

10.80 % 10.80 %

Average 10,87 v, 10.87 %

See Sheetpa of this Exhibitfor notes

l l\IlmlIIII1



Exhibix__(FJH-29)
Sheet 28 of 32

Exhibit (FJH-12)
Sheet 3 of 3
(Update)

Southwest Gas Corporation
Development of the Market-Required Rate of Return on Common Equity Using the

Capital Asset Pricing Model for Southwest Gas Corporation and
the Proxy Group of Eight Value Line Gas Distribution Companies

Adjusted to Reflect a Forecasted Risk-Free Rate and Market Return
Notes:

(1) From thetwo previousmonthend (February'D8- March '08). as wet! asa recentlyavailable (April 11 , 2008),
Value LineSummary& Index,a forecasted 3-5year total annual market returnof 16.30% can be derived by
averaging theFebruary2008, March 2008, and spot forecasted total 3-5 yeartotalappreciation, converting itinto
anannualmarketappreciationand addingtheValue Lineaverage forecastedannual dividend yield.

The 3-5X:ear average total marketappredation of 70%, produces a four-yearaverage annual return of
14.19% (((1,70° )- 1)*100). When the average annual forecasted dividend yield of 2.11% is added. a total
average market return of16.30% (14.19 + 2.11%) is derived.

The average February2008, March 2008 and spotforecasted total market return of 16.30% minus the
risk-free rate of4.50% (developed in Note2) is 11.80% (16.30% - 4.50%). The lbbotson Associates calculated
market premium of 7. 10% for the period 1926-2007 results from a total market return of 12.30% less the average
income return on long-term U.S. Government Securities of 5.20% (12.30% - 5.20% = 7.10%). This is then
averaged with the 11.80%Value Linemarket premium resulting in a 9.45% market premium. The9.45% market
premium is then multiplied by the beta in column 1 of Sheet 26 of this Exhibit. In Mr. Hanley's opinion, the
current and recent substantial decline in the stock markets extraordinary and not representative of the expected
long-term, thereby grossly overstating long-term future capital appreciation. Consequently, in this instance, Mr.
Hanley will not consider what he believes is an extraordinaryexpected capital appreciation and instead will rely
only upon they. 10% historical market premium which will be then multiplied by the beta in column 1 of Sheet27
of this Exhibit.

(2) Average forecast based uponsixquarterly estimates of 30-year Treasury Note yields per the consensus of
nearly 50 economists reported in the Blue Chin Financial Forecasts dated April 1, 2008 (See Sheet 22 of this
Exhibit). The estimates are detailed below:

Second Quarter 2008
Third Quarter 2008
Fourth Quarter 200B
First Quarter 2009
SecondQuarter 20
Third Quarter2009
Average

1_g

30-Year
Treasury Note Yield

4.30%
4.30
4.40
4.50
4.70
4.80
4.50%

(3) Includes only those indicated common equity cost rates which are greater than 9.50% for reasons fully
explained in Mr. Hanley'sdlrect testimony.

(4) The traditional Capital Asset Prlclng Model (CAPM) is applied using the following formula'

Rs=RF+B(Ru'RF)

Where Rs=Return rate d common stock
RF = RiskFree Rate
B = Value Line Adjusted Beta
Rm == Return on the marketas a whole

(5) The empirical CAPM isapplied using the followingformula:

Rs=Rp+.25(Rlvl -RF)+-75$(Pu -RI

Where Re = Returnrate of common stock
RF = Risk-FreeRate
B = Value LineAdjusted Beta

Return onthe market as a whole

Source of Information: Value Line Summary & Index(Standard Edition)
Blue Chin Financial Forecasts, April 1, 2008
Value Line Investment Survey, March 14, 2008
Stocks. Bonds. Bills. and lniiation- Market Results for 19262007

2008 Yearbook Valuation Edition. Morningstar. Inc.. Chicago. IL. 2008
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southwest Gas Cornorallon
Comparable Eamings Analysis

for a Proxy Group of Twenty-Three Non-Utility Companies Comparable to
Southwest Gas Corporation (1 t

Adj, Unadj.

Standard
Error
of the

Regression

2.1299

5-year Projected Rate of Return on
Net Worth, Equity or Partners'

Capital (2)
Student's

T-TestPercent (5)

23.00 %

2.1199 (0.49)
(0 71)

2.0979
22257
1 .9178
2.2117
2.1285
2.0725
2.2208
2.0446

(0.38)

(0.16)

(0.60)
(088)
(0. 16)
(0 38)
(0.71)
(0.80)
(0.38)

(1 15)
(0.93)
(0_49)

Plorcy Group of Twenty»Three Non-Utlllly
Companies Comparable to
Southwest Gas Corporation (1)

Air Products & Chem
Allstate C°\IP
BOK Flnanclal
Bernls CO
Chevron Corp
city National Corp
Compass Bancshares
Danaher Corp
Ecolab Inc
Exxon Mobtl Corp
First Horizon National
Gannett Co
Mercury General

Old Natl Bancorp
Protective Life
Reinsurance Group
Scripps (E.W.) w
SlaB~¢\lddCh
Tootsle Rd!  Ind
Transallantlc Hldgs

Valspar Corp
Washington Federal

W ebster Ftn'l

Average for the Non-Utility Group

2.2257
2.0891
2.1521
2.2097
2.1315
2.1720
2.1701
1 .9170
2.0271

2.1142

(1 15)

Southwest Gas Corporation 0.75 (3) 2.0519 (4)

Mean (5) 1 4 . 2 0  %

Conclusion (6) 12 .87  %

NA = Not Avaliable

See sheets 30 and 31 for notes
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Southwest Gas Calculation
Compmabls Eamlngs Analysis

for a Proxy Gnaup of Thlriy-Four Non-Utility Companies Comparable to
the Proxv Group al Eight Value Llne G Distrlbuiion Companies m

M l .
Beta

Unadj.
B618

5-Year Projected Rate of Return on
Net wnnh. Equity or Partners'

capital (2)
Studalt's

T-TestPercent

27.00 % (10)
23.00
15.00
1a.5o
12.oo
1100
18.00
20.50
12.50
13.50
2650 (10)
22.00
2a.so
1550
11,50
1250
11.00
5.50

10.00
13.60
23.00
12.50
21.50
18.00
11.00
11.50
10.50
12.50
20.00
15.50

Proxy Group Ar Thirty-Four Non-Utility
Companies Comparable to the Proxy Group of
Eight Value Llne Gas Distribution Companles (7)

am Company
Alt' Products & Chem.
Allstars C°'P~
ApterGroup
BOK Financial
Bemls Co,
Buckeye Partners LP
Chevron Corp.
City National Corp.
Danaher Corp.
Du Punt
Ecolab Inn.
Exxon Mobil Corp.
Fmh Third Bancorp
Flrst Horizon National
GBNIBH Co.
Hudson City Bancorp
Lee Entaprlses
Marks C°fP-
Mewauy Gaherd
New York Times
old man Bancorp
Plum Creek Timber
Plurcalr Inc.
PfO\8B1WB Lib
Reinsurance Group
SAFECO Corp.
Scripps (E.w,) 'A'
Sigma-Aldrich
Sonoco Products
UDR Inc,
Unlon Padttc
Valspar Corp.
Webster Fln'I

Average for the Non-Utility Group

0 8 0
035
0.50
0.95
0.90
o.so
080
0. BO
o. BO
0.95
o.es
0.80
0 so
man
D B5
ass
o. B5
o. BO
0.ao
0.90
0.90
0.80
0,95
0 .95
0.95
0.90
0.B5
o.ao
0.90
0.95
o.a5
o. 90
o. BE
0.90

0.89

0.67
0. BE
0.78
0. so
0.82
0. as
0.se
0.82
0.67
o. 86
0. so
0.68
6.80
0.81
0.88
0.70
0.as
0 .ea
o.ss
0.78
G.83
0 .es
o.aa
0.89
o.as
0  M
0 .11
0 .as
o .11
0 8 1
o .77
082
0.78
0.81

0 .79

Standard
Error
of the

Regression

2.2583
2. 1299
2.0690
2.3049
2.1199
2.0848
2.2861
2.0919
2.2257
2.2117
2. 1124
2.1285
2.0725
2.2783
2.2203
2.0446
2.2s4s
22978
2.2668
2.1887
2.a1a4
2.0447
2.2579
1 .9889
2.2237
2.089 I
2.2757
2.1521
2.2087
2.1003
2.2800
z.2s42
2.1707
2.0211

2. 111s

3.00 (W )
12.50
12.oo
9.00

os
1.39

(0.01)
(0.27)

(0.53)
( 0 . 70)
0 . 52
0.95

(0.44)
(0.27)
2 . 00
1 2 1
1 .48
0 . 08

(0.61)
(0.44)
(0.70)
(1.66)
(0.88)
( 0 2 7 )
1 .39

( 0 . 44)
1 .13
0 . 52

(0.70)
(0.61)
( 0 . 79)
(0.44)
0 . 8 7
0 . 2 5

(2.10)

(0.44)
(0.53)
( 1 . 05)

Average for the Proxy Group of Elem Value Line
Gas Distribution Companies 0.88 0.78 (8) 2.1404 (9)

Mean (10) 14 .56  %

Conclusion (5) 13.02 %

See sheets 30 and 31 for notes
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Southwest  Gas Corpora t i on
Comparab le  Earn ings Ana lvs i s

Not es :

(1 ) The cri teria for select ion of the proxy group of twenty-three non-ut i l i ty companies was
that  the non-ut i l i t y companies be domest ic and have a meaningful  projected 2010 -
2012  ra t e  o f  re t u rn  on  ne t  w o r t h  o r  pa r t ne rs '  cap i t a l  as  repo r t ed  i n V a l ue  L i ne
I nves t m en t  Survey (Standard Edi t ion).  The proxy group of  twenty-three non-ut i l i t y
companies was selected based upon Southwest  Gas Corporat ion's unadjusted beta
range of  0.62 -  0.88 and standard error of  the regression range of  1.8715 - 22323.
T h e s e  r a n g e s  a r e  b a s e d  u p o n  p l u s  o r  m i n u s  t w o  s t a n d a r d  d e v i a t i o n s  o f  t h e
unad jus ted beta  and s tandard  error  o f  t he  regress ion as  deta i l ed  i n  Mr.  Han ley ' s
accompany ing  d i rec t  t es t imony.  P lus  o r  m inus two s tandard  dev ia t i ons  cap tu res
95.50% of  the dist ribut ion of  unadjusted betas and standard errors of  the regression.

2010 -2012 .(2 )

(3 )

(4 )

The standard deviat ion of  Southwest  Gas Corporat ion's unadjusted beta is 0.0644.

T h e  s t a n d a rd  d e v i a t i o n  o f  S o u t h w e s t  G a s  C o rp o ra t i o n ' s  s t a n d a rd  e r ro r  o f  t h e
regression is D.0902.  The standard deviat ion of  the standard error of  the regression
is calculated as fo l lows:

Standard Deviat ion of  the Standard Error of  the Regression =

Standard Error  o f  the Regress ion
1l '2N

W here:  N  = number o f  observat i ons.  S ince Va lue L ine betas are  der i ved f rom
weekly pr ice change observat ions over a period of  f i ve years, N =  2 5 9

Thus, 0.0902 2 . 0 5 1 9
1/'518

2.0519
22.7595

(5) None o f  t he  p ro j ec t ed  re t u rns  exceed  2 . 080  a t  t he  95%  l eve l  o f  con f i dence  w i t h
twenty-one (21 = 22 observat ions (Excluding Compass Bancshares) -1) degrees of
f reedom.  There f o re ,  none have  been exc luded,  as  ou t l i e rs ,  t o  a r r i ve  a t  a  p roper
mean pro jected re turn as fu l l y  exp la ined in  Mr.  Hanley ' s  d i rect  test imony.  P lease
note that  a t  t he t ime of  preparat ion of  th i s  update,  Compass Bancshares was not
included in Value Line Investment  Suwev (Standard Edit ion),  and therefore has been
excluded f rom the Student 's T-stat ist ic.

(6) Average of  5-year projected rates of  return excluding those 20% and above as wel l
as those below 9.50% for reasons fu l l y  expla ined in Mr.  Hanley 's d i rect  test imony

(7) The cri teria for select ion of  the proxy group of  thi rty-four non-ut i l i ty companies was
that  the non-ut i l i t y companies be domest ic and have a meaningful  projected 2010 -
2012  ra t e  o f  re t u rn  on  ne t  w o r t h  o r  pa r t ne rs '  cap i t a l  as  repo r t ed  i n Va l ue  L i ne

l l al llllll ll-_
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Southwest Gas Corporation
Comparable Eaminqs Analvsis

Investment Survey (Standard Edition). The proxy group of thirty-four non-utility
companies was selected based upon the proxy group of eight Value Line gas
distribution companies' unadjusted beta range of 0.65 - 0.91 and standard error of
the regression range of 1.9524 - 2.3284. These ranges are based upon plus or
minus two standard deviations of the unadjusted beta and standard error of the
regression as detailed in Mr. Hanley's accompanying direct testimony. Plus or minus
two standard deviations captures 95.50% of the distribution of unadjusted betas and
standard errors of the regression.

(8) The standard deviation of the proxy group of eight Value Line gas distribution
companies' unadjusted beta is 0.D672.

(9) The standard deviation of the proxy group of eight Value Line gas distribution
companies' standard error of the regression is 0.0940 = (2.1404 / 22.7596).

(10) The Student's T-statistic associated with this projected return exceeds 1.960 at the
95% level of confidence. Therefore, it has been excluded, as an outlier, to arrive at a
proper mean projected return as fully explained in Mr. Hanley's direct testimony.

Source of Information Value Line, Inc., Proprietary database, June 15, 2007
Value Line Investment Survey(Standard Edition)
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Cascade Mural Gas Corpusaliun (A Sub of MDU Resounds)
Nnnhem States Power (A Sub of Xoei Energy)
Yanlree Gas Service: (A Sub of Norlheesl Utilltles)
Public Service Company of New Mexico (A Sub of PNM Resornres)
Public Samoa Company of Colorado (A sub of beer Energy)
Arkansas Wesley Gas Co. (A Sub of Southwester Energy)
Aquila Nelworlrs (Gas Dlvldon)
Soul fem Indiana Gas a Balearic Co. (A Sub ofvedren Corp )
Culumbla Gas al x€nrudq (A sub or NiSuurce Ina)
Norlhem Slalei FowerWnnesola (A Sub M Xcel Energy)
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Consollrhled Edison Cvmtwnv of New York
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Della Nelwil Gas Company
Cenlerpolnt Energy Resources (Gas Dlvldon)
Washington Gas Llght Company
Arkansas Oklahoma Gas
UNS Gas (A Sub of Ur1iScurce Energy Corp)
Cheyenne U9hL Fud a Power Co (A Sub of Black Hllts corp)
Madison Gas & Electric Company (A Sub d MG&E Energy)
Northwester Corporation (Gas Division)
Avsta Utllllles (A Sub bIAvlsta Corporation)
Brooklyn Unlun Gas Company (A Sub of Nallond Grid)
KeySpan Gas EestCorporellon (A Sub of National Grid)
national Fuel Gas Distribution Corporation
Pedfic Gas & Eleclnc Comp ny (A Sub or PG&E Corp)
San Diego Gas e. Electric Uompany (A sub of Sempra Energy)
Nor hem States Power-\Altecer\sln ( A Sub of Excel Energy)
Wseunsh Electric Fewer (A Sub of Waeunsln Energy Carp )
Wlsncnnh Gee (A Sub of Wacansln Energy Corp.)
North Shore Go (A sub of Inlegrys Energy Group)
Peoples Gee Llght e Coke (A sub or Integrys Etww Group)
lrrdaua Gee (A Sub ofvedren Corporation)
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(3) lnterlrn rules Implemented prior to Issuance at rind older (normally under bond and eubleol m rtsruna)

(4) Capitol structure lndudee cost-free items or lax credit batanoee et the overall rate of return

(5) Common equity ratio was not spotted In settlement

(6) Rate change 1mprenarrrea In muirlpte steps

(7) Hypothetical
(B) The dedstons for Brooklyn Union Gas Company and KeySpan G East Corporation were not settlements, but the common equity ratios were to: spedfted
(9) Ah drown on sheets a through of this Exhibit. on January 17, 2008, Nettonel Fuel Gas Dlsblbullon Corporation (NFGDC) was authorized e ROE er910%, which Mr Hanley

has excluded num me average oflltigated cases and ea the lowest ROE awarded for the 12-month period ended Merch81, 200B ea fully explained In Mr Hanleys
eooompenylng rebuttal testlrnony bemuse Regulatory Reseeroh Aesodales noted thattt Le the lowest awarded ROE to en energy uttllly natlorwnde in Er least to years
Consequently, he has eesumed they. son ROE eufrorlzed for Arkansas Western Gas Company on7113407 as the lowest reellstlo ROE awarded for the 12-month period
ended Merch81. zoos

(10) From Merge fl Bond Record and Moody'e pubic Utlllty Menuets. verlous Issues, Aolluel A rated public url my bond yldd represents the yield or the prior murtth Lr the order wee
Issued on oraNerthe 10th otthe month. or the yield of the second morrthprlor Who order's Issued betore Me 10th oltho month For example, ttteytetd rare/srov rsmeA
relea puhllc we bond yrerd for April2007 eta the yield for8/13/07 Le the A rated public we bond yield for May2007

(11) Column B-Cdumn4
(12) From Llne a Of Sheet 16 of EJ¢NbR__(FJH-29)
(13) Fran Note 3 on Sheet ro Of E¢llbIt__(FJH-29)

Source of krformatlun,
Major Rate Case Dndsions . January zoos - December2oo1, Supmementd Study. January B, zoom, Published by Regulatory Research Assadates. Inc , An SNL

El'l9!9V Company

Major Rate Case Dedslcns - January zone » meme2898, Special Report, Regulatory Study, April2, zoos, Published by Regulatory Researdr Associates. Inc., An
SNL Energy Company

MBf'QB1'1! Bond Record Monthly Up6BtB, April 2008. Va 75, No 4
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"THE ATTACHED RRA REPORT MAY NOT BE USED
OUTSIDE OF THE CONTEXT OF THIS PROCEEDING"

The attached RRA report "FINAL REPORT. January 17. 2008, STATE: New
York, COMPANY: National Fuel Gas Distribution Corporation, ACTION: $1 .8
Million Gas Rate Increase Authorized" is being submitted as part of this exhibit
with the authorization of Regulatory Research Associates, an SNL Company.
Gopyright 2007 by SNL Financial LC. All Rights Resewed.

Any redistribution of this publication, in print andlor electronic format, is strictly
prohibited, except with prior written consent. SNL Financial LC will pay up to
$5,000 to any person providing evidence that this license agreement has been
violated. All violations will be prosecuted to the fullest extent provided by law.

SNL Interactive
Interactive Alerts
SNL Financial LC
Phone: (888) 275-2822
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FINAL REPORT January 17, 2008

STATE: NEW YORK
COM]'ANY: National Fuel Gas Distribution

ACTION: $1.8 Million GasRate Increase Authorized '

CASE HISTORY

1/29/07

Mil l ions
$52.0

6/7/07

Gas Base Rate Increase Requested

Rate Reduction Recommended by PSC Staff

Rate Increase Recommended by ALJ

(27.4)

9/28/07

12/12/07 Rate Increase Authorized

12/21/07 Final Order Issued

2.5

L s '

1.8'

L a '
12/28/07 New Rates BecomeEffective

Previous
Decision
7/22/053

sz1 .0
2.8%

7/31/06

Pmnual Revenues (millions)
% of Revenues
Test Year End
Rate Base Value (millions)
Rate Base (Year-End or Average)
Return on Common Equity
Common Equity % of Capital
Return on Rate Base

PRESENT CASE
Supported Authorized

by by
Company Commission

$52.0 s1.8'
6.4% 0.2%

12/31/08 12/31/08
$710.9 $698.8
Average Average

11.65% 9.1%
51.09% 44.35%

9.03% 7.61%

Average

2
3

I Additional increase of $l0.8 million Lobe collected through a surcharge. Also, a $4.1 million tax-related credit will be
implemented
Equity component of a hypothetical capital structure
Order followed the adoption of a settlement that included an earnings sharing plan for earnings in excess of an 1 l.5% ROE. The
most recent previous fully litigated :ate case for National Fuel Gas Distribution in New York was decided in 1995, when the
Commission adopted a 10.4% equity remen (54.7% ofcapilal) and a9. l% overall rectum on a $574 million rate base

R R A EVALUAT ION

Ibis New York Public Service Commission (PSC) decision for National Fuel Gas Distribution
(NFGD), a subsidiary ofNational Fuel Gas Corporation, is negative from an investor viewpoint. The
PSC authorized a return on equity (ROE) that is we ll below the average afietums authorized energy
utilities nationwide during the past I2 months. We note that the authorizedROE is equal to that
outnorizedfor Consolidated Edison subsidiary Orange & Rockland Utilities' (ORU 's) electn'c
operations in October 2007, following an earnings investigation. At that Tim e, we indicated that to our

to MontgomeryStreet,Jersey Cily, NJ 07302 - Phone 201.433.5507 Fax 201 .4sa.s1aa - rra@sn\.com

f
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knowledge the 9.1 % ROE was the lowest equity return authorized al: energy utility nationwide in at
least the last 30 years. We also notedthe! in caseswithout ratesettlements, the New YorkPSC
historically. has authorized ROEs that were well below prevailing nationwideaverages. For many
years, it was a ran'tyfor a proceeding before the PS C to befulbf litigated; however, the last two major
rate proceedings in New York (ORU electric and the instant case) werefully litigated, and it appears
that the soon~to-be-decided electric casefor Congo ligated Edison of New York will befially litigated as
well. With respect to the instant case, the PSC adopt ed a hypothetical capital structure that contained

equityratio thatwas well below that supported by the company. While the PSC adoptednumerous
ratebase and net operating income adjustments, these should not significantly impact NFGD 's
opportunity to earn the authorized ROE during thejirst year of new rates. We continue to accord New
York regulation anAverage/3 rating

Rate CaseSummarv

This case was initiated on Jan. 29, 2007, when NFGD tiled for a $52 million rate 'increase
based upon an 11.65% ROE. The request reflected increased operating expenses, an increase in the
allowed rate of return, rate base additions, and an increase in taxes. NFGD proposed to establish a
Conservation Incentive Mechanism (CIM), essentially a decoupling mechanism that would allow the
company to implement a surcharge through whichitwould be able to recover lost margin associated
with conservation savings generated during the 2008 test year

On June 7, 2007, the PSC Staff filed testimony recommending that the PSC order NFGD to
reduce rates by $27.4 million. The Staffs position was premised upon an 8.75% return on common
equity (44.35% of a hypothetical capital structure) and a 7.43% return on an average rate base valued at
$691 .6 million for a calendar-2008 test year. On Sept. 28, 2007, the Administrative Law Judge (ALJ)
recommended that NFGD be authorized a $2.5 million rate increase based upon a 9.4% return on equity
(47.25% of a hypothetical capital structure) and a 7.8% return on a rate base valued at $702.6 million
The ALJ recommended that the company-proposed CIM be rejected .- the Judge indicated that NFGD
should provide the parties "readily verifiable caiculatjons of the changes that occur in the amount of
natural gas use per customer

On Dec. 12, 2007, the PSC authorized NFGD a $1.8 million increase based upon a 9.1% ROE
A Mal order was issued Dec. 21, 2007, andtherate hike became effective Dec. 28, 2007. We note
that the PSC permitted the company to establish a CIM, which will result in implementation of an
incremental $10.8 million surcharge. Additionally, the PSC approved the implementation of a revenue
decoupling mechanism through which NFGD is to collect from small volume customer classes its
allowed margin on average weather normalized usage per customer. Additionally, customer rates will
be impacted by a $4.1 million rate credit related to the company's over-collection of state income

We also note that the PSC adopted a Staff-proposed achustment to reallocate proceeds from a
1999 insurance settlement received by parent National Fuel Gas Corporation related to manufactured
gas sites. These proceeds were dl attributed to the subsidiary companies. The Staff believed that NFGD
should have received a greater portion of the proceeds. The ALJ concurred with the allocation used by
the company; however, the PSC accepted the view of the Staff, and found that proper allocation of the
insurance proceeds should have been made in pro portion to the companies' respective exposure to
liabilities. As such, the PSC determined that the 46% allocation of the insurance proceeds to NFGD
,_ ___ unjust and unreasonable at the time Ir was ma de and diet the proper allocation in 1999 should
have been 64% of the total proceeds to [NFGD]." As a result, the company has indicated that it will be
required to take a write-off of about $6 million ($3.7 million net-of-tax)
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The table below outl'mes the reasons for the $50 million difference between the $52 million rate
increase requested by NFGD and the $1 .8 million increase authorized by the PSC

RATE CASE DISALLOWANCES (Anuroximate)
Disallowances Related To
Rate of Return
Rate Base

Pension Reserve
Working Capital
Miscellaneous Rate Base (pal)

Net Operating Income

(Millions)

Laic Payment Charge
Uncalleciibles
Conservation Incentive Program
Labors; Benefits
Depreciation
Miscellaneous NOI (net)

Total Disallowed

Rate of Return

NFGD sought an 11.65% ROB; the Staff propos ed an 8.75% ROE; and. the ALJ recommended
a 9.4% equity return. To determine the stunt on equity in this proceed'mg, each of the parties used a
comparable earnings approach. The company proposed two natural gas company proxy groups, with
one containing six companies and the other seven. The Staifproposed a 13-company proxy group
composed of gas and electric transmission and dl attribution companies for which regulated revenue
accounted for at least 86% of the total. The ALT utilized a proxy group composed of the Staff's group
and N'FGD's seven-company group. The company and the Staff supported the PSC's long-standing
practice of determining the authorized ROB via a discounted cash How (DCF) approach and the
Capital Asset Pricing Model, with two-thirds weight to the DCF and one-third to the CAPM. The ALJ
recommended that anequalweighting be applied

The PSC used the Staffs proxy group, and indicated that "the parties' controversy overthe
composition of the proxy group does not appear to have influenced the indicated results." With respect
to the ROE methodology, the PSC also sided with the Staff and used its two-thirds DCF, one-third
CAPM methodology to determine the equity return in this proceeding. The PSC indicated that this
approach resulted 'm a 9.2% ROB, and factoring 'm a 10-basis-point reduction to account for the
Comlnission's adoption of a revenue decoupling mechanism (the CIM), resulted in a 9.1% authorized
ROE. As noted earlier in dies report, we believe that this return is the lowest adopted in any state in
more than 30 years

With respect to capital structure, the PSC generally develops a subsidiary's capitalization by
Erst looking at the parent's capital structure, and then removing capital associated with competitive
operations. However, the Coinmissi on noted that neither NFGD nor the Stat? ployed this approach;
both parties proposed a hypothetical capital structure. NFGD supported a capital structure for an A
rated firm with a Standard 8; Poor'sbusinessprofile of"4." (S&.P uses a1-10 business profilescale
with 10 indicating substantial risk.) The Staffused a bond rating of BBB+/A- and business profile of
3" to develop its recommended capitalization. The ALJ also assumed a bond rating of BBB4-/A, but

used a business profile of "4

The PSC stated that NFGD's bond-ra ting target was not reasonable, and stated that by having
ratepayers support a bond rating that was higher than the overall co rporate rating, "there is the
potential for ratepayers to provide a disproportionately higher amount of financial support for [the
parent company's] financial standing than its other operations." The PSC 'indicated that the lower-risk
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companies should be authorized a lower equity ratio, and concluded that the Staff's 44.35% equity
ratio was more compelling than NFGD's 51 .09%, as the profile ranldug of "3" was already at the high
end of the risk range for distribution companies. The 9.1% authorized ROE, in combination with the
adopted capital structure, resulted 'm a 7.61% overall ret nm. The PSC's adoption of lower overall
return than that requested by NFGD reduced the company-proposed revenue requirement by about
$17 million. The hypothetical capital structure and corresponding cost rates approved by the
Commission are detailed in the table below

Tvoe of Capital
Long-Term Debt
Preferred Stock

tamer Deposits
Common Equity

Percent of
Capitalization

45.54% 6.57%

!LQ0%

Rate Base

The PSC's adjustments to rate base reduced the proposed revenue requirement by roughly
$2 million. The Commission adopted a Staff-proposed, ALJ-supported, adjustment to remove about
$35 million Horn the proposed rate base that represented NFGD's pension reserve -- pension amounts
placed in an external reserve by the company that exceeded the amount included in rates. This
adjustment reduced the revenue requirement by roughly $6 million. However, the PSC concluded that
NFGD should be permitted to accrue a non-cash return on the internal debit baLlalnce at a rate equal to
the actuarial-assumed long-run return on pension plan assets. Additionally, the Commission stated
that this balance should be reduced by any portion of the balance that causes the plan assets to be in
excess of the benefit obligation. The PSC updated NFGD'sworlds capital balance, which increased
the revenue requirement by approximately $4 million. Other miscellaneous adjustments were
revenue-neutral OD a net basis

Net Operating Income

The Commission adopted adjustments to net opetati ng income (NOD that, 'm aggregate, reduced
the revenue requirement by about $31 million. Updates to test period was sales revenues increased the
revenue requirement by about $11 million. The elimination oflate navment charges for customers who
are on a deferred payment plan, for accounts dirt are increased the revenue requirement by
roughly $4 million. Adjustments touncollectibles exnetise accounted for $16 million of the revenue
requirement shortfall in the case, with about $4 million of this adjustment stemming &om the above
mentioned elimination of late payment charges for customers on the deferred payment plan. An
additional $9 million of this adjustment is associated with the adoption of the Staff's proposal that this
amount is related to commodity costs, and as such , should be recovered through the commodity charge
The remaining $3 million of this adjustment stems from the correction of an nor in NFGD's
uncollectibles calculation

About $12 million of difference stemmed Hom the adoption of a recommendation to remove
the costs associated with the newConservation Incentive Program ,and allow NFGD to recover such
costs through a separate surcharge. Additionally, the PSC reduced the recoverable CIP costs by
$1 .2 million (liinuiting the recoverable amount to 1.23% of operating revenues). As a result, the initial
CIM charge was set at $10.8 million
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Adjustments to labor and benefits expensereduced the revenue requirement by about
$5 m.illion. A portion of this adjustment flows from the PSC's application of a genera] escalation
factor (that is applicable to other company expenses) to health care expense, rather than a health
care-specific higher escalation factor. Additionally, the Commission adopted a variety of other
adjustments to reduce the recoverable labor expense. Depreciation expenseadjustments accounted for
roughly $9 million of the revenue requirement shortfall. The Commission accepted the Staff-
proposed acijustments related to averageservice lives and net salvage values, and rejected the
company-proposed remaining life methodology 'm favor of the more commonly used whole~life
calculation. Miscellaneous adiustinents accounted for the remaining $4 million of shortfall related to
NOI differences.

Case No. 07-G-0141
Robert Sc1:l8ill

02608, Ttegulalnuy Resaamh Assoainlel, Inc All Rights Msuvnd Confidential Subject Mnllsr WARNTNOI This rcpon cnnlails copyright xuhjed nmner and
conlidemlal Infonmniun owned mlely by Regulniory Research Asincialns, Inc ("RRA") Rzpmducliun. elisirihuxion arweofthil :upon in violallan ohhis lbensc
constitutes copyright Ihfringamanl in vidalion offedeml Md stale Ina
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Southwest Gas Corporation

Docket No. G-01551A-07-0504

BEFORE THE ARI ZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

WILLIAM N. MOODY

INTRODUCTION

Please state your name and business address

My name is William N. Moody. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002.

By whom are you employed and in what capacity?

I am employed by Southwest Gas Corporation (Southwest or

Company) as the Vice President / Gas Resources.

Did you provide direct testimony in this proceeding on

behalf of Southwest?

No .

Please state your educational background and business

experience.

A summary of my educational background and business

Have you previously

commissions?

experience is attached hereto as Appendix A.

testified before any regulatory

Yes.

2

3

4

5

6

7 1.

8 Q. 1

9 A. 1

10

11 Q. 2

12 A. 2

13

14 Q. 3

15

16 A. 3

17 Q. 4

18

19 A. 4

20

21 Q. 5

22

23 A. 5

24

25

26 Q. 6

27 A. 6

I have testified before the Arizona Corporation

Commission (Commission or Acc) and the Public Utilities

Commission of Nevada (PUCN) .

What is the purpose of your refiled rebuttal testimony?

The purpose of my refiled rebuttal testimony is t o

Form No. 155.0 (03/2001) Word

ll l l H Lu u IHIIHll1l1l_lll



1

2

Q.

A. 7

respond to specific aspects of the direct testimony of

Stephen L. Thumb and Rita R. Beale, witnesses for the

Arizona Corporation Commission's Utilities Division Staff

(Staff) , pertaining to natural gas procurement.

Please summarize your rebuttal testimony.

My rebuttal testimony will address the 15 recommendations

made in the below-mentioned. testimony' of Staff. They

include:

3

4

5 7

6

7

8

9

10

11

12

(1) Southwest seeking

capacity, particularly market-area storage capacity.

(2) Southwest should increase the documentation requirements

should continue access storage

(3) Southwest

for its transportation-only (T-1) customers.

should make its Daily Forecasting Accuracy

Southwest'sImprovement Task Force a permanent entity.

policies should also require ongoing validation and back-

its daily load forecast,testing of

required frequency.

along with its

(4) Until the that market -area becomes apoint

reality in Arizona,

storage

is recommended that the ACC

13

14

15

16

17

18

19

20

21

22

23

sharing gas among major

interstate pipeline capacity' in..Arizona during extreme

conditions, including gas LDCs and electric utilities.

(5) While Southwest has taken efforts to diversify its future

develop and implement policies that would promote the

suppliesof the users of

pipeline capacity portfolio

Southwest carefully track the likelihood of liquefied

(LNG)

is recommended that

natural gas imports entering the Company's gas

Form no. 155.0 (03/2001) Word



1

2

market and consider gaining access to such supplies, in

an effort to diversify its gas supplies and reduce its

dependence on the San Juan basin

(6) Consolidate all strategies, policies, and procedures into

a minimal number of documents with sufficient detail such

that new employees could read and immediately perform the

bulk of their work

(7) Clarify the Arizona Price Stability Program (APSP) supply

element by documenting required timing and volumes for

the next forwardone to two years there is

uncertainty, then Windows of time and ranges of volume or

duration can be established instead

(8) Clarify the precise nature

precise strategy should be

of the APSP strategy

recognized and declared in

Company policies and procedures to guide employees and

decision makers, as well as the Acc' s oversight

(9) Designate the Arizona Dispatch Guidelines as the buyers

limits authorization meetand to execute and the

forecasted daily demand requirement in Company policies

and procedures

(10) Company policies regarding the 'unbudging' of gas, as well

as the reasons for the policies, should be reevaluated

documentedand then explicitly in Company

policies and procedures

(11) Ensure all confirmations with gas suppliers include deal

transaction dates

(12) Ensure all confirmations with suppliers include dates of

Form No. 155.0 (03/2001) Word



the internal approval next the signature

authorization.

shorten the lapse between deal

(14) Include

(13) Considerably time

execution and deal confirmation with gas suppl ier.

duringl i s t present

solicitation and purchase of the APSP fixed price gas

supply element (as wel l  as during selection and approval

of the index gas supply element) to ensure independence,

and to improve the qual i ty of the

a o f attendees the

proper monitoring,

aud i t  t r a i l .

(15) Update any o l d master supply agreements that cap the

buyers' liquidated damages at 50 cents per MMBtu i n to

supply agreements that are based on t rue up to actual

market during non-performance.

STAFF RECOMMENDATIONS ACCEPTED BY SOUTHWEST

Q. Are there recommendations that witnesses Stephen L. Thumb

1

2

is
4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

15 I I .

16 8

1 7

1 8

19 A. 8

and Rita R. Beale have made that Southwest can accept and

implement without discussion?

Yes.

implement fol lowing

pract i cable within 60 days of an order i n th i s case

I f approved by the Commission, Southwest would

the recommendations soona s a s

Recommendations numbered 1, 3, 4, 7, 8, 10, 11, 12, 13

and 14

24 III.

25 (T-1) CUSTOMERS

26 Q 9

DOCUMENTATION AND REQUIREMENTS FOR ITS TRANSPORTATION-ONLY

Do you have comments regarding recommendation number 2

that Southwest should increase the documentation and

Form no. 155.0(03/2001)Word



1

2

3

4

A. 9 Yes .

requirements for its transportation-only (T-1) customers?

First, I would like to scope the documentation that

is referred to in this statement.

5

6

7

In his refiled direct

testimony on Page 17, Mr. Thumb suggests that Southwest

require detailed documentation of both supply contracts

and interstate capacity contracts for transportation-only

customers.

Q. lo What is

A. 10

the current process to track transportation

customers' capacity rights?

Southwest works diligently with the upstream pipeline (El

Paso Natural Gas Company or El Paso) , the transportation

customers, and where applicable, their supplier agents to

8

9

10

11

12

13

14

document and confirm upstream

Southwest's

maintains a

Key Accounts Management

documented procedure for and15

16

17

18

19

20

21

22

23

24

25 Q. 11

26 A. 11

27

capacity rights.

(KAM) Department

acquiring

updating this information on a quarterly basis . KAM and

Southwest' s Planning Department personnel together work

closely with El Paso to determine rights that have been

secured by and assigned to transportation customers.

Southwest' s Arizona Gas Tariff clearly establishes that

transportation customers are responsible for any upstream

charges or penalties occasioned by their actions and

Southwest's billing includessystem

transportation-only customer bills.

Can you summarize Southwest' s position on this issue

Southwest believes its existing practice of quarterly

verification of customer interstate capacity contracts is

those costs i n

Form No. 155.0 (03/2001) Word



1 an efficient and effective method of collecting the

allocations of charges2 necessary information to ensure

and penalties incurred by Southwest as a point operator

are accurate and should not be modified.

ACCESSING LNG SUPPLIES

Q. 12

3

4

5 Iv.

6

7

8

9

10

11

A. 12

Please comment on Staff' s recommendation number 5, that

the Company carefully track the likelihood of LNG imports

entering the Southwest market and consider gaining access

to such supplies.

has proceedings

developing nature of the western LNG market and supplies

Southwest commented i n past o n the

and agrees it should continue to monitor the progress and

likelihood of LNG imports entering Southwest' s Arizona

gas market

uncertainty about regularity and

supplies that may be available from this source

of price competition with international markets and the

timing of production area liquefaction f facilities remain

at best, cloudy

However. at this time, there is continuing

reliability of

Issues

the

Q. 13 How do you propose that Arizona customers participate in

these developing supplies

In the short term,

should be indirect

1 t o 3 years, this participation

In other words. if and when LNG

22 A. 13

23

24 flows into market will simply

indirectly available o r reduced

the western gas

increase the available supplies to the market and become

through displacement

demand on traditional producing basins As the LNG

20

21

26

27
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market matures with pricing and reliability in full view

then the direct acquisition of this supply for diversity

should be reviewed and considered

4 v. COMPANY POLICIES AND PROCEDURES

5 Q. 14 What recommendations will you specifically discuss in

this section of testimony

7 A. 14 I would like to comment on recommendations 6 and 9 Each

of these recommendations revolves around documentation of

the policies and procedures used when purchasing gas for

the customer portfolio

11 Q. 15

12

13

your

consolidate all strategies, policies, and procedures into

a minimal number of documents with sufficient detail such

Please discuss views of re commendat ion 6

that new employees could read and immediately perform the

bulk of their work

A. 15

and

In Exhibit sLT-2 on Page 3-17, Mr. Thumb notes as curious

criticismimplies of the fact that Southwest

policies, strategies, and procedures are grouped in the

annual documentation filed with the Commission (Annual

Gas Procurement Plan) I rather than in some other

Southwest believes that is a logical

and convenient place and format for such documentation.

consolidated form.

is easily and readily accessible Staff and

18

19

20

21

22

23

24

25

26 16

27

Q.

Southwest personnel . The Commission has never found this

practice to be deficient.

Do you agree

sufficient to guide a new employee in their task to

that this form of documental ion

16

17

Font No. 155.0 (0.8/2001)Word



develop and execute their portion of the portfolio

A. 16

process each day?

No. Although I agree that quality documentation is

for controls,consistency, ongoing

compliance with established policies and procedures, such

important and

Q. 17

a goal as stated in the recommendation is unrealistic.

The complexity of the work that must be accomplished by

both Planning Department and Gas Purchases Department

personnel and the institutional knowledge of interstate

pipeline and market area matters that must attend this

work is such that no new employee should be expected, nor

would any new employee be allowed, to attempt to perform

the "bulk of their work" from a procedural document.

Recommendation 9 states that Southwest should "Designate

the Arizona Dispatch Guidelines as the buyers' limits and

authorization to execute and meet the forecasted daily

demand requirement in company policies and procedures".

Please discuss Southwest's position on this issue.

A. 17 Southwest believes that Mr. Thumb has mistakenly viewed a

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

internal worksheet "Ari z one Dispatch

document "limits and

monthly

Guidelines" , prepared by Planning Department staff, as a

which designates buyers'

meetingauthorization exe cute "

gas

i n demand

requirements

procedures.

22

23

24

25

26

27

daily

in accordance with Company policies and

The referenced monthly document does not

serve such a purpose and was never designed to do so.

is no more than a listing of firm supply contracts,

Form No. 155.0 (03/2001) Word



detailing

Department

and allowing Planning

t o

Q. 18

A. 18 Yes .

volumes prices,

and Gas Purchase Department personnel

compare and confirm that each of their respective data

systems have available contract data correctly entered.

Does a document exist that accomplishes the intent of Mr.

Thumb' s recommendation?

A more detailed procedural document for Planning

Department and Purchasing Department personnel,

titled "DEPARTMENT AND STAFF RESPONSIBILITIES-PORTFOLIO

Gas

SELECTION PROCEDURES" exists today. Among other things,

document has t o

it includes an itemization of many things that a buyer

must review and consider in arranging supply for a daily

demand. This been supplied the

Commission in the past and was also provided in this

docket in response to Staff Data Request 4.25.

is Rebuttal Exhibit No. (WNM-1))

(Attached

LIQUIDATED DAMAGES IN SUPPLY CONTRACTS

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 vI.

18

19

Q. 19
4

Recommendation 15 calls for Southwest to update any old

master supply agreements that cap the buyers' liquidated

damages at 50 cents per MMBtu into supply agreements that

are based on true-up to actual market during non

review of allperformance

Arizona master supply contracts?

Has Southwest completed a

Yes

Please discuss the results of this effort

24 A. 19

25 Q. 20

26 A. 20

27

old master supply agreements other than

NAESB standard format contracts, which are solely based

Southwest's

Form No. 155.0 (03/2001) Word



market/contract differentials, for

Southwest finds n o

upon provide

liquidated damages equal to the greater of $0.50 or the

market/contract price differential.

modificationscontract are necessary to comply with

Staff's recommendation.

Q. 21

A. 21

Does this conclude your prepared rebuttal testimony?

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, it does.
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Appendix A
Page 1 of 2

SUMMARY OF QUALIFICATIONS
WILLIAM n. MOODY

Experience
Southwest Gas Corporation Las Vegas , Nevada

Vice President/Gas Resources
Director/Gas Supply

05/06/04 to present
01/27/03 to 05/06/04

Direct the negotiation and administration of all gas
purchase contracts, spot purchase activities, and
capacity and transportation agreements. Direct the
planning and execution of the annual gas portfolios
for each regulatory jurisdiction. Also, direct medium
to long term interstate infrastructure planning, gas
scheduling activities, gas control functions, gas
system support staff for the Company

Director/Customer Relations/
Southern Nevada Division 11/98 to o1/os

Directed the Customer Service Meter Reading
Customer Assistance/Call Center functions for the Las
Vegas and Bullhead City Districts

Director/Corporate Development o9/96 to 11/98
R e s po n s i b l e  f o r  n e w  bu s i n e s s  d e v e l o pm e n t  a c t i v i t i e s
Oversaw pr epa r a t i o n o f f i n a n c i a l f e a s i b i l i t y o f
p o t e n t i a l a c q u i s i t i o n s or p r o j e c t s ; conducted due
d i l i g e n c e a c t i v i t i e s ; prepared recommendations f o r
senior management

Director/Facilities and Resource Development 12/93 to 09/96
Responsible for conducting operations analysis and
benchmarking activities focused productivity
enhancement and measurement. Conducted new subsidiary
development and direct business plan preparation

Manager/Administration/
Central Arizona Division 10/91 to 12/93

Responsible for management of central support
functions for Division Operations including: Ware
house, Transportation/Auto Shop, Division Accounting
Risk Management, Materials Management, and Facilities
departments
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Management Development Program 04/91 to 10/91

Participated in comprehensive training program that
required training and short-term participation in
every department in the Company

Director/planning and Financial Services 05/89 to 04/91
Directed the annual budget and multi-year planning
process for the corporation Produced long-term
earnings and cash forecasts for use with bond rating
agencies, appropriate public utilities commissions
and industry financial analysts

Manager/Administrator/Budget 03/85 to os/89
Developed and conducted the corporate annual budget
Developed new corporate Budget Department as an
independent function

Cost Analyst/Rate Department 05/81 to 03/85
Responsible for collecting, analyzing, and preparing
information for all regulatory filings with the
Arizona. California, and Nevada public utilities
commissions and the Federal Energy Regulatory
Commission. This included cost analysis, forecasting
and written testimony. Provided testimony at com
mission proceedings as an expert witness

Gas Accountant/Accounting Department 11/80 to 05/81
Conducted allocations and prepared monthly journal
entries to the corporate general ledger for gas cost
by rate jurisdiction

Accountant/Accounting Department 10/79 to 11/80

Calculated unitized
capital plant

cost of property units for all

Education
University of Nevada , Reno 05/1978

Bachelor of Science degree in Business Administration
with a major in Accounting
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DEPARTMENT AND STAFF RESPONSIBILITIES
PORTFOLIO SELECTION PROCEDURES

Solicitation of Firm Term Bids

Gas Purchases and Transportation (GPT) will consult with Gas
Resources Planning to identify input variables required by the
computer model or other analyses to be used in the upcoming
portfolio evaluation process.

2. In consideration of Gas Resources Planning modeling and other
analytical needs, requisite non-modeled contractual details,
and concerns for respondent understandability, GPT will
fashion a bid solicitation designed to maximize the quantity,
quality, and diversity of proposals received and Southwest's
ability to effectively evaluate such proposals.

3. The firm tem bid solicitation will request index-based supply
pricing.

4. Gas Resources Planning will attempt to evaluate all responsive
term proposals received. The primary tool used for evaluating
the proposals is a computer-based optimization modeling
program. When a proposal cannot be modeled as submitted, it
will be evaluated using other available tools. In cases where
a proposal is submitted with attributes that cannot be entered
into the lnodel a surrogate is 'used that conforms to the
parameters outlined in the bid solicitation guidelines,
subject to any model design limitations.

5. GPT will seek supplier clarification on proposals that appear
incomplete, unclear, internally inconsistent, or not within
the scope of the solicitation. Proposals that cannot be
clarified sufficiently for evaluation will be removed from
further consideration. Gas Resources Planning and GPT will
maintain appropriate documentation as to the reason(s) any
proposal is removed from evaluation.

Fixed-price proposals for the portfolio will be requested as
part of the Nevada Volatility Mitigation Program (VMP) and
Arizona Price Stability Program (APSP) , apart from this firm
term bid solicitation. Similar programs may be conducted for
other rate jurisdictions as deemed appropriate by management

The VMP and APSP will involve periodic solicitations for
various future .purchase periods GPT and Gas Resources
Planning will jointly decide the exact dates for issuing the
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solicitations. The fixed-price solicitation and requested
responses will be briefer and narrower in scope than

Southwest ' s general firm term bid solicitation. The structure
of the solicitation will be tailored to minimize evaluation
time and acceptance response time for Southwest, and also
allow for respondent suppliers to minimize risk, therefore
encouraging participation. GPT will create a bid request that
is applicable to each specific fixed-price solicitation and
distribute the request to suppliers . The bid request will
identify market areas, receipt locations and purchase periods,
as well as setting forth the bid and response date and time
deadlines.

Results from each fixed price bid solicitation will be
reviewed jointly by GPT and Gas Resources Planning to confirm
that all bids are appropriate to the solicitation and entered
into the records correctly. Multiple suppliers will be
contacted to provide up to the minute price quotes for final
selection of the requested supplies.

Evaluation of Firm Term Supplies

Preparation for Evaluation

(a) Evaluation Engineers from Gas Resources Planning wi l l
create a new model set-up for the rate jurisdictions that
require models. Space will be reserved in the model for
existing and future fixed-price contract commitments. The
minimum daily quantities will be dependent on each rate
jurisdiction' s needs. However, the quantity may be
revised at anytime during the analysis to ref lect
changing market conditions and experienced management
judgment

(b) Electronic bid forms will b e held i n
created by an interactive bid program

a database as

(c) Evaluation Engineers review bids for clarity and convert
price statements into modeling equation coefficients. All
bids that appear incomplete, unclear or internally
inconsistent will be returned to GPT for clarification
as noted above. Any proposal that cannot be clarified
sufficiently for evaluation will be removed from further
consideration

(d) All bids accepted for consideration will be sorted by
rate jurisdiction, term and type to f facilitate modeling
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(e) Special cases will receive appropriate treatment.

2. At this point, all offers or surrogates are presented and the
iterative selection and. negotiation. process can begin to
identify and secure the best cost portfolio considering price,
reliability, and resource mix.

3. Modeling will identify the lowest cost portfolio components
from the available bids, based upon portfolio requirements.

(a)

(b)

Demand forecasts developed by the Demand Planning
department will be used in the modeling with minor
exceptions as deemed necessary to meet supply reliability
goals.
Monthly price levels for modeling will be based upon
forward market conditions with adjustments necessary for
specific location or seasonal decision support.

4. Bids will be authorized for inclusion in the portfolio based
upon model results and qualitative consideration with and
without negotiated improvement. At such time as a bid is
authorized, GPT will contact the supplier to confirm purchase
and/or negotiate specific provisions prior to confirming. All
firm supply arrangements are authorized with approval of
executive management .

5. Supplies already contracted and bids authorized during the
evaluation process will be converted to "existing" status as
the iterative selection process continues.

Monthly/Daily Spot Purchases

Monthly spot gas (typically caseload for one month) purchase
requirements for each jurisdiction will be determined by GPT
based on economic, contractual, and operational considerations
prior to the first of each month. Based on these
considerations and the forecasted demand requirements, GPT
will determine if monthly caseload spot gas is applicable for
the next month. If so, a bid solicitation will be sent to
suppliers and results will be reviewed in conjunction with
observation of monthly supplies posted as available on the
Intercontinental Exchange (ICE) electronic trading platform
Supply selections, if any, may be made from either the bids
received or ICE postings with a representative from, Gas
Resources Planning as an independent observer and participant
in the process Bids received and bids selected (or ICE
purchases acquired) will be recorded for each applicable
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jurisdiction. This process may be repeated on an as needed
basis depending upon shifting economic, contractual, and
operational considerations.

2. Daily spot gas purchase requirements for each jurisdiction
will be determined by GPT daily, based on economic,
contractual, and operational considerations, as set forth
below.

Daily Spot Purchase and Nomination Procedures

The following constitutes the general procedure for GPT in
acquiring and nominating daily supplies. These steps are followed
after the previously detailed firm term supplies, firm fixed-price
supplies, and monthly spot purchases have been contracted and are
available for nomination.

Survey current spot market prices.

2. Review daily system
Central Gas Dispatch.

demand forecast, as available, from

3. Review pipeline imbalance activity to determine if a deviation
from Central Gas Dispatch' s daily system demand forecast is
necessary or desired to counteract any imbalance trends.

4. Determine if any further deviation from Central Gas Dispatch's
daily system demand forecast is necessary to accommodate any
requests or demands for action communicated from upstream
pipelines or to comply with pipeline balancing tariffs.

5. Review available upstream pipeline capacity availability for
the flow day for which volumes are being purchased.

6. Review past nomination activity and results .

(a) Review most recent pipeline scheduling reports to
identify any instances of nonperformance on .nominated
supplies

(b) In cases of nonperformance,
nonperformance

identify the cause of the

(c) Determine if it is necessary or desirable to have the
involved supplier re-nominate the shortfall

(d) Contact supplier
desirable

i f re-nomination has been deemed
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(e) Contact Central Gas Dispatch scheduler to verbally advise
of intent to re-nominate supplies

(f) Enter re-nominations into internal nomination systems

(g) Review pipeline reports
nomination attempts

for results of any prior re

(h) If re-nomination
repeat Steps 6(c)

efforts were
through 6(g)

partially unsuccessful
as appropriate

Determine estimated daily spot gas requirement in light of the
preceding steps

Gather market intelligence by receiving calls from and making
calls to prospective suppliers and monitoring electronic
messaging, internet trading platform (s) , and other industry
pricing information to determine daily price parameters
available in the marketplace

Monitor market price fluctuations throughout the daily trading
period and modify offer acceptance threshold based on these
market fluctuations

10 o Review available firm term, firm fixed-price, and monthly spot
supplies/prices and determine what, if any, nomination changes
from prior day should be made in consideration of
opportunities to flex firm term contract volumes up or down
based on prevailing spot market prices

11 Modify daily spot purchase volume target arrived at in Step 7
based on price observations made in Steps 8, 9, and 10

12 Enter daily nomination information in internal systems and
advise respective system Central Gas Dispatch scheduler of its
availability

13 Print daily spot gas
accuracy, and sign them

confirmation letters review for

14 Provide signed daily spot gas confirmation
administrator for faxing to respective suppliers

letters

15 » Review any confirmation letters independently sent by supply
representatives for accuracy, and follow up with supplier on
any perceived errors
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BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

Frank J. Maglietti, Jr

7 Q. 1 Are you the same Frank J. Maglietti, Jr. who submitted

prepared direct testimony in this Docket before the

Arizona Corporation Commission (the Commission) on behalf

of Southwest Gas Corporation (Southwest)

Yes. I am

12 Q. 2

Robert G. the increase o f the

17 Q. 3

My rebuttal discuss why Southwest's

22 Q. 4

What is the purpose of your rebuttal testimony

The purpose of my rebuttal testimony is to respond to the

direct testimony presented by Commission Staff witness

Gray concerning

purchased gas adjustment mechanism (PGA) bandwidth

Please summarize your rebuttal testimony

testimony

proposed bandwidth is better for customers and superior

to unnecessarily prolonging gas cost credit or debit

balances into future periods

Have you reviewed Mr. Gray' s direct testimony concerning

Southwest' s proposal to increase the PGA mechanism to 24

cents per therm?

Mr. Gray agrees that the natural gas market has

increased Southwestvolatility

justified to request that the Commission increase the

and that

Form No. 155.0(03/2001) Word
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bandwidth I he notes that the bandwidth

1

However,

Southwest is requesting would provide Southwest with the

ability to increase rates $0.24 per therm (over a 12

month period) without a formal Commission review or

approval, and instead suggests employ the

implementation of a gas cost surcharge to adjust rates in

times of increasing or decreasing gas costs to protect

Southwest

customers.

Q. 5 How would customers benefit if the gas cost rate more

closely followed the historical 12 month rolling average

cost?

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

.18

19

20

21

22

A. 5 An advantage of allowing the tariff gas cost rate to more

closely track the twelve month rolling average gas cost

is the minimization of the need for and the length of

time that gas cost balances are either recovered from, or

returned to, customers. Rebuttal Exhibit No. (FJM-1)

illustrates the affect on customers of not allowing the

gas cost rates to more closely reflect the market price

of gas. The graph is a .representation of the actual

deferral balances Southwest booked from December 2005

through March 2008 compared to the balances that would

have occurred if the gas cost rate had not been limited

by the bandwidth. As illustrated by the graph, Southwest

will remove the current $0.11 gas cost surcharge on June

However, if the proposed $0.24 bandwidth

would have been . in place over the same time period

Southwest would have removed the surcharge in October

1 of this year.

Form No. 155.0 (03/2001) Word



eight months

surcharge before the winter months would have provided

earlier The removal of the

customers reduced rates just before the high use winter

season

5 Q. 6 Why is Mr. Gray's proposal that Southwest file for a

surcharge or sur credit to clear the bank balance if the

natural gas market prices are changing faster than the

mechanism is allowing the tariff gas cost to adjust

inferior to Southwest' s proposal to expand the bandwidth?

Increasing the bandwidth of the PGA would allow continued

price gradualism while sending a more correct price

signal to customers since the tariff gas cost would be

pricemore reflective o f the market of gas

limitingillustrated in Rebuttal Exhibit No (FJIVI-1) I

The more correct

the gas cost rate may have provided customers with a

lower rate initially, however the trade-off i s higher

rates for a n extended period of time

lead to a more ef f i c i ent useprice signal will o f

resources This may, in turn, have a positive effect on

conservation

21 Q. 7 Mr. Gray proposes the bank balance threshold for over

collections be increased to $55.78 million and that the

forbank balance threshold under-collections be

eliminated.

No.

27 Q. 8

Does Southwest oppose these changes

Southwest does not oppose making Mr. Gray's proposed

changes to the bank balance thresholds

Does this conclude your prepared rebuttal testimony

Form No. 155.0 (03/2001) Word



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

A. 8 Yes, it does.
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

James L. Cattanach

7

8

Q. 1

A. 1

Please state your name and business address

10 Q. 2

My name is James L. Cattanach. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada 89150

Are you the same James L. Cattanach who sponsored direct

Gastestimony

(Southwest or the Company) in this proceeding

o n behalf of Southwest Corporation

A. 2

Q. 3

A. 3

Yes, I am.

What is the purpose of your prepared rebuttal testimony?

The purpose of my prepared rebuttal testimony is to reply

to the direct testimonies presented by Residential

Utility Consumer Office (RUCO) witness Mr. William A.

Rigsby

Division

and Arizona Corporation Commission Utilities

Staff (Staff) witness Mr. Frank

regarding

residential consumption per customer.

Did you prepare exhibits to support your rebuttal?

their statements related t o

Radigan

declining

Q. 4

A. 4 Yes. I prepared the exhibits identified a s Rebuttal

Exhibit No. (JLC-1) through Rebuttal Exhibit No. (JLG-

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. 5

A. 5

3)-

Please summarize your rebuttal testimony.

I will reply to the statement made by RUCO witness Mr.

Form No. 155.0 (03/2001) Word



Rigsby that "This data indicates that there is a limit to

the amount customers conserve and that this

abating" A Direct

15

phenomenon (William Rigs by

Testimony, Page 6, Lines 20 - 22, April 11, 2008) . I will

also rebut the statement made by Staff witness Mr. Frank

Radigan that "With relatively low per-customer total

usage, the losses from conservation will also likely be

small" (Frank Radigan, Direct Testimony, Page 11, Lines

16, March 28, 2008) . I will provide quantitative

residential consumption

continues to decline at a significant rate and has had a

evidence that per customer

significant impact on the annualized volumes in the test

14 Q. 6 Rigsby's testimony

phenomenon related to declining residential consumption

Do you agree with Mr. that the

per customer is abating

No, I do not. The most recent data suggests that declines

20 Q. 7

in residential consumption per customer have not abated

and have actually accelerated

What is the most recent trend in residential consumption

weather

per customer?

Since the test year in the current rate case

residentialnormalized consumption per customer has

declined from 332 to 319 terms per customer. This is a

months .

decline of 13 terms o r 3.9 percent over the last 11

Rebuttal (JLC-1)

presents a time series plot that depicts 12-month moving

The attached Exhibit N o

Form No. 155.0 (03/2001) Word



totals of weather normalized consumption per customer for

the period January 1995 through March 2008. The graph

illustrates both the long-term decline in consumption per

customer and the recent acceleration in declines that

Q. 8

1

2

3

4

5

6

7

8

g

10

A. 8 No, I d o not. residential

t o 319 terms (March

2008)

commenced in January 2007.

Do you agree with Mr. Radigan' s statement that "With

relatively low per-customer total usage, the losses from

conservation will also likely be small."

Since the 2004 rate case,

consumption per customer has declined from 347 terms to

332 terms (current rate case)

In my opinion, these declines of 15 terms and 13

terms, respectively, are not small. In fact, I would not

consider declines customerof 3 terms t o be

insignificant With

per

relatively low residential

any decline i nconsumption per customer in Arizona,

residential consumption that i s the

Company

significant

from current levels

experienced

is deemed

by

t o be

20 Q. 9

23 A. 9

Have you performed any other analysis that quantifies the

impact of continuing declines in residential consumption

per customer since the end of the test year?

Yes updated year

residential consumption per customer for the months of

May 2006 through March 2007 with weather normalized

I the test weather normalized

consumption per customer for May 2007 through March 2008

I performed the consumption per customer updates for the

Form No. 155.0 (03/2001) Word



Single-Family Residential (G-5) , Multi-Family Residential

(G-6) , Single-Family Low Income Residential

Multi-Family IncomeLow Residential

(G-10) and

(G-11) rate

schedules . With the residential consumption per customer

the annualized test year volumes decline by

A .summary of the

updates,

11,930,476 terms or 3.9 percent.

year

Exhibit No.

impact of declining residential consumption on the test

attachedvolumes is in the Rebuttalpresented

(JLC-2) I The details of the adjustments are

(JLC-3) »presented in the attached Rebuttal Exhibit No.

The negative financial implications of the decline in

residential average usage year

quantified and discussed in the rebuttal testimony of

Southwest witnesses A. Brooks Congdon and Theodore Wood.

since the test is

Q. 10

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 A. 10

Could you please summarize your conclusions based on the

information presented?

SouthwestYes . continues to experience

declines in residential consumption per

significant

customer. I n

fact, the most recent data suggests that the decline has

accelerated continued declinesThe in residential

consumption per customer since the end of the test year

in the current rate case has reduced the annualized

Q. 11

A. 11

volumes by 11,930,476 terms

Does this conclude your prepared rebuttal testimony24

25

26

27

Yes. it does

Form No. 155.0 (03/2001) Word
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Rebuttal Exhibit No._(JLC-2)
Sheet 1 of 1

SOUTHWEST GAS CORPORATION
ARIZONA

UPDATED ANNUALIZED SALES VOLUMES (THERMS)
TEST YEAR - 12 MONTHS ENDED APRIL 2007

Description
Rate

Schedule
Test Year

S a l e Volumes
updated Test Year

Sales Volumes
Difference fromTest Year

Amount Percent

Single-Family Residential

Multi-Family Residential

SingleFamily Low Income Residential

Multi-Family Low Income Residential

Total

G-5

G-8

G-10

G-11

289.056115

6,508,059

8,658,972

552,643

-11 ,227,687

-401,040

-279,512

-22,2s7

-3.9%

-6.2%

-3.2%

-4.0%

-3.9%304,775,789

277,828,428

6,107,019

8,379,460

530,406

292,845,313 -11 ,930,476

Notes:
(1) Test year weather normalized residential consumption par customer (May 2006 - March 2007) updated with the months of May 2007

through March 2008.
(2) The test year number of bills were not updated.



Rebuttal Exhibit No._(JLC-3)
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Southwest Gas Corporation
Docket No. G-01551 A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony
of

RALPH E. MILLER

A. Introduction

Q.

A.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. 1 Please state your name and business address.

A. 1 My name is Ralph E. Miller. My office is at 5502 Western Avenue, Chew

Chase, Maryland 20815.

2 Have you presented other testimony in this proceeding?

2 Yes. My direct testimony was part of Southwest Gas Corporation's

(Southwest or the Company) filing on August 31, 2007.

3 What is the purpose of your prepared rebuttal testimony?

3 I am responding to the March 28, 2008 testimony of Arizona Corporation

Commission Utilities Division StaN (Staff) witness Frank Radigan on Revenue

Decoupling, to the Volumetric Rate Design portion of Mr. Radigan's April 11,

2008 testimony; and to the Rate Design testimony of Residential utility

Consumer Office (RUCO) witness William A. Rigsby, which was also filed on

April 11, 2008. All of this testimony addresses aspects of the revenue

decoupling issue, which l supported in my direct testimony.

The remainder of my testimony is in four parts: a response to Mr.

Radigan on the principles of revenue decoupling, a response to Mr. Radigan

on the proposed weather normalization provision and the Southwest

residential rate design, a response to Mr. Rigsby on Southwest's proposed

revenue decoupling mechanism, and a response to Mr. Rigsby on the

Q.

A.

l1111-___



1

2 Q. 4

3

4

5 A. 4

6

7

8

9

10

11

12

13

14

proposed weather normalization provision.

Before proceeding with your response to specific points in the testimony of

Messrs. Radigan and Rigsby, do you have any general comments about the

way the revenue decoupling issue has developed in this proceeding?

Yes. There appears to be general agreement that Southwest's actual annual

sales per customer in future years will differ from its test year sales, that

these differences in sales per customer have a variety of causes, and that the

largest variations in annual sales per customer are typically caused by

differences between actual and normal weather.

Southwest has proposed three distinct rate design changes to attempt

to break the linkage between these unavoidable variations in annual sales

per customer and Southwest's non-qas revenues per customer. The first is

the Weather Normalization Adjustment Provision (WNAP). It operates on a

real-time basis, eliminating the variations in each customer's non-gas

charges that are caused by differences between actual and normal weather

for the month. The WNAP does not achieve complete revenue decoupling

but it goes most of the way towards this goal by eliminating the largest source

of annual variations in revenue. The failure of Messrs. Radigan and Rigsby

to recognize the advantages of the WNAP for Southwest's residential and

small commercial customers is a major flaw in their argument against

revenue decoupling

The second proposed change of Southwest's decoupling proposal is

the Revenue Decoupling Adjustment Provision (RDAP). it could provide

complete revenue decoupling, even without the WNAP, but it operates with a

one-year lag. If sales per customer are higher in some future year (2010, for

example) because the weather in that year is colder than normal, then the

RDAP will not provide a rate reduction until.the following year (i.e., 2011)



When the RDAP is combined with the WNAP, as Southwest is proposing, the

WNAP provides a real-time adjustment for the relatively large variations in

sales per customer that can be caused by large differences between actual

and normal weather, and the RDAP surcharges and credits will be much

smaller because the non-gas revenue effects of weather will already have

been eliminated by the WNAP

The third change of Southwest's decoupling proposal is a modification

to its volumetric rate design, which combines a declining block rate for non

gas charges with an inverted block rate for purchased gas cost recovery

(Herein referred to as "Southwest's Volumetric Rate Design".) This rate

design would achieve much of the decoupling effect of the WNAP, but it

would involve some lag based on the operation of the purchased gas

adjustment (PGA) mechanism. Southwest's Volumetric Rate Design would

also achieve some of the effects of the RDAP, and it would thus make the

annual RDAP surcharges and credits smaller than they would otherwise be

B. Response to Staff Witness Radiqan - Revenue Decoupling Principles

A. 5

I

Q .  5 At page 4 of his March 28 testimony, Mr. Radigan states, 'There has been no

showing that Revenue Decoupling is fair to customers." is that a valid

criticism?

It is a valid criticism of my direct testimony, but not of Southwest's revenue

decoupling proposal. asserted at page 4 of my direct testimony that

revenue decoupling is fair to customers, but l did not support that statement

elsewhere in the testimony, and l shall therefore correct that omission here in

my rebuttal

What is the basis for your opinion that revenue decoupling is fair to

customers?

Q .  6



1 A. 6

2

3

- absent revenue decoupling

13

15

16

17

18

20

22

23

24

25 Q. 7

26

In this proceeding, the Commission will determine Southwest's non-gas

revenue requirement, which is Southwest's annual east for everything but

purchased gas and some relatively small items such as expenditures on

demand-side management programs. The Commission will also establish

rates designed to recover that non-gas revenue requirement from

Southwest's test year sales quantities

Now suppose that in some future year such as 2010, while the rates

established in the present proceeding are still in effect, existing customers

(as a group) purchase less gas than in the test year. Southwest's non-gas

costs of continuing.to serve these customers will decrease as a result of

this reduction in sales per customer, but

Southwest's non-gas (or "margin") revenues Ml decrease. Existing

customers will thus (by reducing their gas purchases) avoid paying the full

amount of the costs that Southwest must continue to incur to provide service

to them. And there is nothing fair about that result

Quite to the contrary, it is eminently fair that the Commission adopt

revenue decoupling so that existing customers continue to pay the full

amount of the non-gas costs that the Commission itself establishes as

Southwest's non-gas revenue requirement in this proceeding

Finally, it should also be noted that the revenue decoupling proposed

by Southwest is a two-way street. If existing customers purchase more gas

per customer in some future year than in the test year, then Southwest's

revenue decoupling proposals will provide them with rate reductions, so that

they pay no more than Southwest's test year non-gas costs per customer

Mr. Radigan also states, "there have (sic) been no showing in this case that

the lack of Revenue Decoupling is a major obstacle to the promotion of

energy efficiency." (March 28, page 4.) Do you agree?



1 A. 7

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21 Q. 8

22

23

24 A. 8

25

26

27

No. As I explained at pages 8-9 of my direct testimony, traditional rate

designs provide a strong financial incentive for a utility to avoid any reduction

in sales per customer. This same regulatory lag in responding to changes in

sales per customer also provides a strong financial incentive for a utility to

promote increased sales per customer, in whatever way it can. Mr. Radigan

apparently considers these financial incentives to be irrelevant. with my

training and experience in economics, do not share that view. One of the

major advantages of the U.S. economy is that we rely as much as we can on

the "invisible hand" of financial incentives to guide the behavior of business

firms, including utilities such as Southwest. Centuries of experience, here in

the United States and around the world, have amply demonstrated that

financial incentives are much more effective than any kind of command

structure in guiding the actions of business firms. So it is with energy

efficiency and conservation. If the Commission wants to maximize results, it

should at least remove completely the financial penalty imposed on

Southwest when sales per customer decrease, and also the financial

incentive for Southwest to achieve higher sales per customer. The

Commission should therefore remove the regulatory lag in responding to

changes in sales per customer, and the way to achieve this goal is through

revenue decoupling.

In the same place on page 4 of his March 28 testimony, Mr. Radigan states,

"ratepayers don't like clauses that are designed to automatically increase

their bills." What is your response?

Customer distaste for rate increases is simply not a valid reason for rejecting

them. If it were, then no utility would ever receive a rate increase, and there

would be no purchased gas adjustment mechanisms or other cost-tracking

clauses in utility rates. The relevant standards are whether a rate adjustment

I,

l l l llllllll I Ill1l 1l11-_



clause is fair to customers, not whether the customers "like" it, and whether it

is reasonably structured to achieve its specific objective without interfering

with other rate design objectives. I have shown that Southwest's revenue

decoupling proposals pass both of these tests. Mr. Radigan has offered no

evidence to the contrary.

At page 8 of his March 28 testimony, Mr. Radigan disputes your showing of

broad support for revenue decoupling, including support from NARUC, and

he claims instead "NARUC has also advised caution." Is that a fair

characterization of NARUC's position on revenue decoupling?

No, it is not. Mr. Radigan's claim that "NARUC has also advised caution"

(emphasis added) is a distortion of NARUC's actual statement, which Mr.

Radigan himself quotes in the same answer on page 8 of his March 28

testimony:

[l]t makes sense to approach implementation with caution,
considering corrective mechanisms to ensure that the change

has the intended effects and avoids harmful unintended
consequences." (Emphasisadded.)

1

2

3

4

5

6 Q. 9

7

8

9

10 A. 9

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

There is a major difference between "advising caution" about revenue

decoupling and "approaching implementation with caution". The former

implies doubts about whether revenue decoupling should be implemented at

all, which is what Mr. Radigan's unfair characterization suggests, and that is

M; what the NARUC statement says. NARUC's actual recommendation, to

"approach implementation with caution," addresses the wav decoupling

should be implemented, notwhetherit should be implemented.

Further insight into the NARUC position and its implications for

Southwest can be gleaned by examining page to of NARUC's September

2007 "FAQ sheet", which is the source of Mr. Radigan's quotation, and which

l  l l\III\Im |||||||||-



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q. 10

16

17

18 A. 10

19

20

22 Q. 11

25 A. 11

26

27

he provides as his Exhibit F\NR-2. The NARUC statement that Mr. Radigan

characterizes as "advising caution" is the beginning of a boxed insert or

sidebar addressing the question, "What off-ramps and adjustments are

possible?" The clear purpose of that sidebar is to explain how revenue

decoupling can be implemented with appropriate caution, not to suggest in

any way that NARUC has doubts about whether it should be implemented. If

one looks at the off-ramps that NARUC actually suggests there, one notices

that Southwest's proposed RDAP already incorporates the first of them, a

balancing account. I am informed by Southwest's management that the

Company would also be willing to have the RDAP treated as a pilot program,

subject to a reporting requirement and reconsideration in Southwest's next

general rate case, and that it would also be willing to consider other "off-

ramps" if that is what the Commission requires for the implementation of

revenue decoupling.

The NARUC "FAQ sheet" quoted by Mr. Radigan is dated September 2007,

which is after Southwest's filing of its direct testimony. Did other expressions

of broad support appear at that time?

Yes. In September 2007, a large number of energy conservation

organizations, led (in alphabetical order) by the Alliance to Save Energy

issued "A Response to the NASUCA 'Decoupling' Resolution". A copy of that

response is attached to this rebuttal testimony as Exhibit "3

At page 8 of his March 28 testimony, Mr. Radigan asserts, "decoupling has

had a varied past", and that the states of Washington, Maine, and New York

have "adopted decoupling and then dropped it." Do you have a response?

Yes. None of this decoupling experience is of any relevance to the present

proceeding, because all of it involved electric utilities in the early 1990s, and

the situation of electric utilities in the early 1990s is very different from the



situation of the gas distribution industry today. A good indication of this

difference is that the Washington State Uti l i ties and Transportation

Commission (WUTC) in 2007 approved a revenue decoupling arrangement

for Cascade Natural Gas in Docket No. UG-060256. Clearly the WUTC did

not consider its own experience with Puget Sound Power & Light Company in

the 1990s to be an obstacle to revenue decoupling for a gas utility in 2007.

Can you provide further information about the current position of the New

York PSC on revenue decoupling?

Yes. In an order issued in April 2007, the NYPSC directed that state's major

electric and gas utilities to develop revenue decoupling mechanisms and file

them for consideration in their next rate cases. The NYPSC issued this order

after extensive investigation of the revenue decoupling issue, initiated for

electric utilities in 2003 and for gas utilities in 2006. In its press release

announcing the order, the NYPSC stated:

Based upon a thorough review of  the comments,  the
Commission today determined that properly designed utility
revenue decoupling mechanisms are needed at this time to
address potential disincentives to utilities' promoting and
implementing more efficient energy use. (Press release,
page 2-)

1

2

3

4

5

6

7 Q. 12

8

9  A . 12

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24
Q. 13

in 2007, the NYPSC approved a revenue decoupl ing

for National Fuel Gas Distribution Corporation in Case

A. 13

A copy of the complete press release is attached to this rebuttal testimony as

Exhibit "4".

Later
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How is the decoupling situation for electric utilities in the early 1990s different

from and of no relevance to the situation for gas utilities today

There are at least two major differences between the revenue decoupling



situation of the electric utilities in the early 1990s and that of the gas utilities

today. The first and most important is that decoupling for gas utilities

(specifically including Southwest) relates only to gas delivery or "distribution

charges, there is no attempt to include any gas supply cost recovery in the

revenue decoupling mechanisms currently under consideration, because gas

cost recovery is already addressed in PGA mechanisms. The situation of

electric utilities in the 1990s was completely different, because the revenue

decoupling mechanisms then encompassed the electric utilities' fixed costs

for power production capacity, and power production costs are the electric

utility analog to gas supply costs. This difference had an important bearing

on the way revenue decoupling operated for electric utilities in the early

1990s

The second major difference is that revenue decoupling for gas

utilities under current conditions involves a much smaller percentage of the

2 4  Q . 14

2 7  A . 14

customer's total bill than electric revenue decoupling in the 1990s. Gas

revenue decoupling therefore preserves a very strong conservation incentive

for customers, because it allows them to achieve large reductions in their

total gas bill by reducing their gas consumption. It is not clear whether

electric utility revenue decoupling in the 1990s achieved this same benefit

These differences may help explain why two of the three jurisdictions

that Mr. Radigan cites as having "adopted and then dropped" decoupling

but only for electric utilities in the 1990s, it Tums out - have recently

adopted decoupling for gas utilities

Why is the inclusion of power production costs in electric revenue decoupling

mechanisms of the 1990s an important difference from the situation of gas

utilities today

As Mr. Radigan himself explains, the problems with electric utility decoupling
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in Washington and in Maine in the 1990s both related to changes in the

power supply situation. The changes in Washington were on the supply side,

involving new power sources and drought conditions that reduced the Puget

Sound's hydropower supply, in Maine, it was a recession affecting the

demand for electricity. In the Puget Sound case, the WUTC identified the

joining of decoupling with a "resource cost adjustment mechanism" - the

analog of an electric fuel cost adjustment, but with a different name because

of the importance of hydropower in the Pacific Northwest - as one of the

problems with decoupling. But this problem arose precisely because the

decoupling mechanism and the resource cost adjustment mechanism were

both addressing power production costs.

For gas utilities, in contrast, the decoupling mechanism applies only

to non-gas costs, which are distinct from purchased gas or fuel supply costs,

and there is no problem of conflict between the two mechanisms. Also, any

decrease in gas use is accompanied by a decrease in the PGA and other

revenues for gas cost recovery, accompanied also by an almost proportional

decrease in the gas utility's purchased gas costs, and the separate effect of

the PGA preserves a strong conservation incentive in the gas rate structure

no matter what the effect of revenue decoupling for non-gas costs

What fraction of a Southwest customer's bill would be subject to the revenue

decoupling that Southwest is proposing

For Southwest's residential customers, the total non-gas (or margin) revenue

of $306 million at Southwest's proposed rates is only 52% of the total

revenue of $591 million, and the remaining 48% of the proposed revenue is

for recovery of purchased gas costs. (See Exhibit (ABC-3) attached to

Southwest witness Congdon's direct testimony.)

l do not have comparable data for electric utilities in the 1990s, but for
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some electric utilities currently, the cost of fuel is only around 30% of the total

residential revenue requirement. In the 1990s, when fuel prices were much

lower, fuel costs were most likely an even smaller percentage of total electric

utility costs, with more than 70% of the total revenue needed for recovery of

the utility's fixed costs. (For electric utilities that have sold much of their

power production capacity, the total cost of fuel and purchased power may

now be more than 30% of the residential revenue requirement, but that is

irrelevant to the situation of the electric utilities in the early 1990s, because

very few of them had then disposed of their generating plants.)

Can you summarize your analysis of Mr. Radigan's position on revenue

decoupling?

Mr. Radigan has presented only one affirmative reason for rejecting revenue

decoupling, and that is his claim that customers "don't like" it because it could

increase their rates. He does not allege that revenue decoupling is unfair to

customers, or that it would be ineffective in helping to promote energy

efficiency and conservation, which he himself supports, or that it would be

ineffective in mitigating the impacts of declining use per customer, and he

does not identify any adverse consequence likely to occur from revenue

decoupling other than the possibility of a rate increase, which I have shown

would be eminently fair and entirely just and reasonable if it occurred.

instead, Mr. Radigan claims merely that Southwest has failed to demonstrate

the fairness and efficacy of revenue decoupling. l have responded to these

claims in this rebuttal, and l have presented additional evidence on both

questions to address these criticisms
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2

3 Q. 17 Can you provide an overview of Mr. Radigan's position on Southwest's

4 proposed Weather Normalization Adjustment Provision (WNAP)?

A. 17 Yes and no. I cannot summarize his position on the WNAP because

nowhere in his testimony does he state a position on the WNAP alone, as

distinct from what he calls Southwest's "three pronged attempt to accomplish

full Revenue Decoupling." Mr. Radigan first mentions this "three pronged"

approach at page 6 of his April 11 testimony, where he describes

Southwest's "Volumetric Rate Design". On the other hand, in his ensuing

discussion of the Volumetric Rate Design, Mr. Radigan makes clear that he

opposes it on the grounds that it would decouple Southwest's non-gas

revenues from the effects of weather, and I think it is fair reading of his

testimony that Mr. Radigan would oppose the WNAP on the same grounds.

Q. 18 Can you provide an overview of Mr. Radigan's arguments on the WNAP and

on the decoupling of non-gas revenues from the effects of weather?

A. 18 Mr. Radigan discusses the WNAP in his March 28 testimony, but he does not

address the merits of weather-related revenue decoupling from the

perspective of customers or consumers. He begins by explaining

Southwest's WNAP proposal at pages 3-4. Then Mr. Radigan changes his

focus to the RDAP, and his testimony from page 4, line 5 through page 6,

line 9 relates to M revenue decoupling, with no recognition that the WNAP

and RDAP are separate proposals, and Mr. Radigan continues in this way

through page 9.

C. Response to Staff Witness Radiqan

Southwest Volumetric Rate Design

Weather Normalization and the
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At lines 1-8 on page 6, Mr. Radigan restates my demonstration that

revenue decoupling is desirable in part because the coupling of revenues to

sales under traditional rate designs hampers a utility's ability to recover its
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authorized non-gas costs. Then, at line 10, Mr. Radigan asks himself

whether he agrees with my argument, and at line 11 he responds "No." But

instead of explaining why he disagrees, Mr. Radigan restates the argument in

favor of revenue decoupling at lines 11-13 and adds only "the Company has

been vociferous on this subject." The remainder of this interlude on weather

to page 7, l ine 2, is nothing more than two extended quotations from

Southwest's Form 10-K and its Annual Report to Shareholders. Nowhere in

this long answer - and nowhere else in his March 28 testimony - does Mr

Radigan provide even one word of explanation why he disagrees with the

analysis on page 3 of my direct testimony, which he has reproduced on

page 6 of his own March 28 testimony. All  we have is the one-word

response, "No", stating without support that Mr. Radigan does not agree with

my analysis

Does Mr. Radigan's April 11 testimony provide a more reasoned discussion

of the issue of decoupling non-gas revenue from weather?

No. He begins at page 5 by restating Southwest witness A. Brooks

Congdon's description of Southwest's Volumetric Rate Design. At page 6 he

restates Mr. Congdon's explanation of Southwest's reasons for this rate

design proposal, and then he asserts his own disagreement with Mr

Congdon

Mr. Radigan's first objection is that Southwest's Volumetric Rate

Design is part of Southwest's "attempt to accomplish ful l  Revenue

Decoupling", with the implication that it should be rejected for the reasons Mr

Radigan has presented in his March 28 testimony. But I have already

demonstrated that nothing in Mr. Radigan's March 28 testimony provides any

basis for rejecting Southwest's revenue decoupling proposals

Mr. Radigan's second complaint (on page 7 of his April 11 testimony)
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is that Mr. Congdon has emphasized the conservation basis for Southwest's

Volumetric Rate Design, rather than its decoupling effect, and Mr. Radigan

responds, "the true intent behind the Company's proposed rate design is to

substantially eliminate all risk from variation in sales due to weather"

(page 7). This criticism is neither fair nor relevant. It is not fair because it

ignores Part F of my direct testimony, where l explicitly identify Southwest's

Volumetric Rate Design as an Alternative Form of Partial Revenue

Decoupling in Q&A 31 on pages 13-14. And it is not relevant unless one also

demonstrates that it is inappropriate to decouple non-gas revenues from the

effects of weather, which Mr. Radigan has not done.

In the next paragraph on page 7, Mr. Radigan states, "The Company's

proposal shifts substantial risk to customers by eliminating any risk of

revenue collection due to variation in weather." Is this a valid reason for

opposing Southwest's attempts to decouple non-gas revenues from the

effects of weather?

l agree that Southwest's Volumetric Rate Design would

eliminate some of the risk of non-gas revenue collection due to variation in

weather, and l agree that Southwest's WNAP would eliminate essentially all

of that risk. I make this point about the WNAP myself, at page 12 of my

direct testimony, where I state, 'Weather normalization benefits utility

companies because it eliminates fluctuations in non-gas revenue ...."

I do .18 agree that elimination of the weather-related non-gas revenue

risk for Southwest would (as Mr. Radigan claims) shift that risk to customers.

Quite to the contrary, the WNAP would reduce the risks to customers, just as

it reduces risk for Southwest. My explanation of this result is also in my direct

testimony, at page 11, and Mr. Radigan restates the main points of my

argument at pages 3-4 of his March 28 testimony, as I have already noted

No, it is not.



But he fails to address this analysis when he makes the unsupported claim

that Southwest's WNAP and Volumetric Rate Design proposals would shift

risk to customers. Or perhaps Mr. Radigan fails to understand that

moderating the weather-related fluctuations in a customer's bill (the language

in my direct testimony, which Mr. Radigan reproduces at pages 3-4 of his

March 28 testimony) is a reduction in risk. I shall return to this topic in my

response to RUCO witness Rigsby, who also presents the risk-shifting claim.

In response to Mr. Radigan, it suffices to note that he provides no support

whatsoever for his claim that the WNAP or the Volumetric Rate Design shifts

risk to customers, and this omission is especially damaging to his position
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because I had already presented the benefits to customers.

Do any of Mr. Radigan's responses to Southwest's data requests shed

further light on his position on weather normalization?

Yes. Question 4 in Southwest's third set of data requests to Staff asks Mr.

Radigan to explain his belief that the WNAP shifts risk from Southwest to the

customer, as opposed to mitigating risk for the benefit of both Southwest and

the customer. Mr. Radigan answered as follows:

r

Based on Mr. Radigan's experience customers have a hard
time understanding financial security provisions like weather
normalization because they require automatic
increases/decreases in the customer bill. At time of warmer
than normal temperatures, sales decrease and the company
loses margin. The next month, customers see an automatic
increase in their bill which they generally don't like. At the time
of colder than normal temperatures, the bill is higher because
of increase [sic] usage. while it is understood that the margin
has increased and there will be a credit in next months [sic]
bills, one must also recognize that since commodity cost are
[sic] 65% of the bill. the increase in the bill due to colder
weather will overshadow the credit. Thus, there is perception
from the customers [sic] perspective that they lose either way
or the utility always wins. (Emphasis added.)



This response suggests that Mr. Radigan does not fully understand

the way the WNAP would operate, and his incomplete understanding leads

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19 Q .  2 2

20

21 A. 22

22

23

him to the incorrect conclusion. Mr. Radigan clearly indicates that the WNAP

adjustments to a customer's bill are lagged one month behind the weather

that causes those adjustments. That is not correct. If the weather is warmer

than normal, the customer will see an upward adjustment to his bill in the

very same month as the warm weather, but the customer will still see a

smaller bill because the decreased use will yield a decreased purchased gas

charge. In colder weather, when the customer is experiencing a higher bill

because his use has increased, he will see - - on that very same bill - a

WNAP credit, which he will readily observe is helping him to cope with the

increased costs of higher gas use. l would agree with Mr. Radigan that a lag

of even one month in applying the WNAP adjustment to customers' bills

would make it harder for customers to understand that the WNAP reduces

their risk and provides a real benefit in difficult months, but there is no lag at

all in the application of Southwest's proposed WNAP adjustments, and Mr.

Radigan's concerns about the customer's ability to understand the beneficial

effects of the WNAP are unfounded.

Do you have any further response to Mr. Radigan's testimony on revenue

decoupling?

Yes. Mr. Radigan's opposition to revenue decoupling appears to be based

primarily on the observation that revenue decoupling would be beneficial to

Southwest (he and I agree on that point), and on the unstated but crucially

important additional premise that anything which is good for Southwest is bad

for customers. Instead of focusing directly on the way Southwest's revenue

decoupling proposals would affect customers, he focuses much more on their

benefits to Southwest, and then he construes these benefits to Southwest as

16
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reasons for rejecting the proposals. This attitude is, unfortunately, a major

impediment to progress in utility regulation, especially in rate design.

I have devoted my entire career to advocacy for consumers, most of it

in the area of utility regulation, principally as a consultant to consumer

advocates and commission staffs, and I have much more extensive

experience in this area than Mr. Radigan. All too often, I have seen a

tendency of some customer advocates (and l  use this term here to

encompass commission staffs) to oppose whatever it is that a utility wants.

This tendency is understandable because the interests of the utility and its

customers almost always are diametrically opposed on revenue requirements

issues, and it is certainly reasonable for customer advocates to be suspicious

of utility proposals even in the rate design area. But it is also important for

customer advocates to move beyond that suspicion and undertake a

comprehensive and thoughtful analysis of what the utility wants, and how it

affects customers.

game, in which customers cannot achieve any benefits except by punishing

the utility. Failure to move beyond an analysis of the way a utility's proposal

affects the utility, and to examine also its effect on customers, is tantamount

to assuming - without investigation - that there is no such thing as a "win-

win" solution in utility regulation. Most customer advocates recognize the

need to take this additional step, and to fight their own tendency to oppose

whatever it is that the utility proposes. Unfortunately, Mr. Radigan has failed

to reach that step in his direct testimony on the revenue decoupling issue in

this proceeding

Failure to do so is treating regulation as a zero-sum

D. Response to HUCO Witness Riqsby on Southwest's Proposed RDAP

Q .  2 3 RUCO witness Rigsby recommends that the Commission reject Southwest's



proposed RDAP. Does he provide a basis for that recommendation?

Mr. Rigsby states three affirmative reasons for his opposition to the RDAP,

but none is a sound basis for rejecting it. These three affirmative reasons are

claims that the RDAP would (i) "pass the risk of variations in weather from

shareholders to ratepayers", (ii) "result in biased and (iii) be

"counterproductive" for conservation efforts. (See pages 7-8 of Mr. Rigsby's

Rate Design Testimony ("RDT"), filed April 11, 2008. All further page

references to Mr. Rigsby's testimony are to this April 11 RDT.)

In addition to these affi rmative reasons, Mr. Rigsby attacks

Southwest's presentation in support of the RDAP, but these attacks have no

rates",
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substance. For example, at page 7 he characterizes the RDAP as a "radical

departure from traditional rate design". This characterization adds nothing to

the record, as I and other Southwest witnesses state in direct testimony that

revenue decoupling is a departure from traditional rate design, and nowhere

does Mr. Rigsby support his view that this departure is any more radical than

Southwest's PGA or its DSM tracker.

Is there any justification for Mr. Rigsby's first claim, that the RDAP would

"pass the risk of variations in weather from shareholders to ratepayers"?

No, there is no justification for this claim, as I explain in my response to Mr.

Rigsby on the issue of weather normalization.

Is there any merit in Mr. Rigsby's claim that the RDAP would "result in biased

rates"?

No, there is not. Mr. Rigsby makes the claim of bias in two places. At

page 6, he states that the RDAP is "unfair and biased" because it is single

issue ratemaking. At page 7, he claims it is biased because it "would require

customers to pay for a predetermined level of gas service regardless of

whether that level was actually used." Neither argument has any merit



Single issue ratemaking is objectionable if and when a utility files a

new application, outside of a general rate case, for a revenue increase

related to a specific cost that happens to have increased. The objection is

that the utility is picking and choosing the costs it knows to have increased

and that other parties are deprived of any opportunity to consider whether

and I would agree that this

form of single issue ratemaking is apt to be biased - appears to be the

objection in Scates v. Arizona Corp. Commission, 578 P.2d 612, 118 Ariz

531 (1978), which RUCO cited in response to a data request from Southwest

about single issue ratemaking. This general objection to single issue

ratemaking vanishes when a regulatory commission considers and then

adopts an automatic adjustment clause in a general rate case, providing rate

adjustments for changes in specific costs elements identified in advance of

other costs may have decreased. This bias -

the changes in those elements. The RDAP fits this latter situation

24 Q.. 26

25

2 6  A . 26

Mr. Rigsby argues at pages 5-6 that it would be biased to permit

Southwest to increase its rates through the RDAP without consideration of

other factors that might indicate the need for a rate decrease. He ignores the

ample evidence that the composite effect of all the other influences on

Southwest's non-gas costs is to increase those costs, and that Southwest's

rate of return will continue to have a tendency to decline even if the RDAP is

adopted. Staff witness Radigan, for example, argues at page 5 of his

March 28 testimony that decreases in sales per customer are a minor factor

in Southwest's continuing need for rate increases

At page 5, Mr. Rigsby claims that Southwest's declining sales per customer is

simply a regulatory lag issue". Do you agree?

agree that declining sales per customer is a problem for Southwest only

because of regulatory lag. l do not agree with the apparent implication that

I



the Commission should reject the RDAP because the problem it addresses is

"only" or "simply" a problem of regulatory lag.

Regulatory lag is extremely important. It is the principal (and perhaps

the only) direct financial incentive in the regulatory process for a utility to

manage and control its costs. Regulatory lag is an incentive for the utility to

prevent cost increases and even to achieve cost decreases, because the

utility retains the financial benefit of any cost savings it achieves between rate

cases, and it also retains the financial benefit of any cost increases it avoids.

The same analysis applies to sales per customer. If a utility can

increase its sales per customer - or even if it can reduce the decline in sales
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per customer - the utility retains the financial benefit of any such changes
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that occur between rate cases. The financial losses that Southwest suffers

from declines in sales per customer between rate cases are a problem for

Southwest, but the financial incentive that this regulatory lag provides for

Southwest to increase its sales per customer is an obstacle to energy

efficiency and conservation, and that is a problem for the public and for the

regulatory commission. The RDAP would eliminate this financial incentive by

eliminating the regulatory lag in the way Southwest's Arizona rates respond

to decreases in sales per customer. There is no reason for the Commission

to reject the RDAP and preserve this regulatory lag, unless the Commission

wants to preserve the financial incentive for Southwest to increase its sales

per customer

At page 5, Mr. Rigsby claims, "any decline in average consumption is trued

up in rates in [Southwest's] next rate case." (Emphasis added.) Do you

agree?

No. In common regulatory usage, revenues and costs are "trued-up" when

there is an after-the-fact reconciliation and any difference is charged or
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credited back to customers. An example is Southwest's PGA, with its

balancing account. There is no such reconciliation or true-up in a general

rate case, as Mr. Rigsby's own testimony indicates. There is no more "true-

up" in the next rate case for declines in consumption than there is for cost

increases incurred and paid by Southwest between the end of the test year in

one rate case and the effective date of a rate change in the following rate

case. Mr. Rigsby appears simply to have chosen the incorrect word when he

characterizes a general rate case as a "true-up", but in my view the incorrect

impression created by this choice of words is important.

Is Southwest's proposed RDAP an automatic adjustment clause?

The RDAP is an automatic adjustment clause in the way that this term is now

generally used in utility regulation. The Scares decision indicates that an

automatic adjustment clause is a device permitting rate adjustments "in

relation to fluctuations in certain, narrowly defined, operating expenses." The

RDAP does not adjust rates in response to fluctuations in any costs. Rather

it adjusts non-gas rates in response to fluctuations in sales per customer. It

does, however, satisfy the requirements mentioned in Scares of being

"initially adopted as part of the utility's rate structure" and "designed to insure

that the utility's profit or rate of return does not change" on account of the

sales per customer fluctuations that it relates to. In my opinion, current

usage of the term "automatic adjustment clauses" has extended beyond the

narrow focus on specific cost elements to encompass also adjustments

relating to specifically defined sales volumes.

Would Southwest's proposed RDAP increase Southwest's revenues above

the level approved in this rate case?

No. The RDAP would adjust Southwest's rates so as to preserve the same

revenue per customer that the Commission approves for this rate case
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What is your response to Mr. Rigsby's claim that the RDAP is biased

because it "would require customers to pay for a predetermined level of gas

service regardless of whether that level was actually used" (page 7)?

The RDAP does not require customers to pay for a predetermined level of

gas service. As I have noted earlier, approximately half of Southwest's

residential rates are for gas cost recovery (and the percentage is, if anything,

larger for other classes of service). If a customer uses less gas, the charges

for gas cost recovery are reduced in direct proportion to the reduction in

usage, and nothing in the RDAP will affect this direct relationship of the

customer's bill to the customer's gas usage.

With regard to non-gas costs, the RDAP only requires customers to

pay for the level of gas service they actually use. Mr. Rigsby apparently

concedes that Southwest's non-gas costs for a reduced level of service are

the same as for a higher level of service, yet he finds a bias in expecting

customers to continue paying those costs if they choose to take delivery on a

smaller quantity of service. He reaches this incorrect conclusion by

assuming implicitly that the "margin" or non-gas charge in a traditional rate

design is unbiased, and then by noting that the RDAP would require

customers to continue paying the margin on Southwest's total gas sales even

if their actual use decreases. The problem is the assumption that the

"margin" in a traditional rate design is an unbiased rate design that properly

balances the utility's and the customers' interests. This assumption

effectively begs the question whether the RDAP is biased, because it

assumes that a traditional rate design is unbiased. In fact, the opposite is

true and correct. Traditional rate designs (except for SFV) are biased

because they associate a positive amount of margin (non-gas revenue) with

all of the terms a customer uses, despite the undisputed fact that non-gas

..22..
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costs do not decrease to any significant degree when customer use

decreases.

What is your response to Mr. Rigsby's claim (page 8) that the RDAP price

would be "counterproductive to conservation because it would dilute the price

message a customer receives when they reduce their demand"?

The RDAP sends the correct price message, which is that conservation

yields savings in purchased gas costs, but not in the non-gas costs that

Southwest incurs for delivering the gas it purchases on behalf of its

customers. Traditional rate designs send the incorrect price message, and

they encourage customers to invest more in conservation than is

economically efficient, because they give the erroneous impression that the

cost of delivering gas can be reduced if the customer uses less gas.

Mr. Rigsby apparently agrees that if average gas use per customer

declines, then Southwest's margin rates will increase in the next rate case

because Southwest's non-gas costs will have to be recovered from a smaller

sales volume. A proper price signal would make customers aware of this

consequence of conservation, but a traditional rate design does not do so.

The RDAP does a slightly better job, because it reduces the regulatory lag in

adjusting rates to changes in user per customer. Under the RDAP, the

regulatory lag is only one year, whereas under traditional rates without the

RDAP, the lag lasts until Southwest's next rate case.

Would you agree that the effect of the RDAP on the conservation price signal

for customers is as important as its effect on Southwest's incentives to

support conservation and energy efficiency?

No. The situation of Southwest and its customers is not symmetrical, and the

asymmetry is due to the PGA provision in Southwest's rates. When

customers conserve, their reductions in gas use yield a reduction in



purchased gas costs. This reduction is the principal benefit that customers

achieve through conservation, and any reduction in non-gas charges would

add only a minor fraction to the benefit from reduced purchased gas costs.

But Southwest gains no financial benefit from the reduction in purchased gas

costs, because the PGA mechanism passes the entire reduction in

purchased gas costs onward to customers. For Southwest, the only financial

incentive for or against conservation is in the regulatory treatment of non-gas

costs. That is why the positive effect of the RDAP on Southwest's incentive

for supporting conservation is more important than the effect of the RDAP on

price signals for customers.

E. Response to RUCO Witness Riqsby on Weather Normalization

Q .  3 3 Does RUCO witness Rigsby provide a basis for his recommendation that the

Commission reject Southwest's proposed WNAP?

A. 33 Mr. Rigsby offers several arguments on this topic, but they are badly flawed,

and none is a proper basis for rejecting the WNAP.

Mr. Rigsby's principal line of argument contains the following steps,

together with several detours that I shall address later in this rebuttal:

He begins by identifying weather (as opposed to conservation) "as
the real cause for SWG's under-recoveries" of its allowed return

(page 9).

1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

• He claims that the WNAP would shift the risk of variations in
weather from Southwest's shareholders to the customers (pages
11-12), and that this shift is improper

In addition to this principal line of argument, Mr. Rigsby appears to

believe that the WNAP fails his test for a "conservation rate design", which is

that it "clearly send a message to ratepayers that the more natural gas they

use, the higher their bills will be." (Page 12.)
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I shall address these arguments in reverse order

Do Southwest's proposed rates, including the WNAP, "clearly send a

message to ratepayers that the more natural gas they use, the higher their

bills will be"?

Yes, definitely. There is no linkage between the WNAP adjustment to

customer bills in any future month (such as February 2010) and the quantity

of gas that Southwest's customers actually use in that month. If two

customers ("A" and "B") have similar gas usage, but CustomerA adopts a

conservation measure such as improved insulation and CustomerB does

not, then CustomerA will use less gas than Customer B. CustomerA will

have a lower bill under present rates, and the conservation benefit on

Customer A's bill will remain if the WNAP is adopted

No matter what the weather, CustomerA will use less gas than

Customer B, but the difference (due to A's improved insulation) wil l

presumably be smaller if the weather is warmer than normal, and larger if the

weather is colder than normal. CustomerA will have a lower bil l than

CustomerB because his purchased gas charges will be lower, and the

presence or absence of the WNAP has no effect on Southwest's charges for

the recovery of purchased gas costs

CustomerA will also have lower non-gas charges than Customer B

again because of his decreased use of gas owing to conservation, and the

WNAP will not change this situation. If February 2010 is warmer than

normal, then the WNAP will increase the Februaly 2010 non-gas charges for

both CustomerA and Customer B, but Customer A's non-gas charges will

remain smaller. If February 2010 is colder than normal, then the WNAP will

decrease the non-gas charges for both customers, again leaving

Customer A's non-gas charges smaller than those of Customer B

url l \ I I I
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Mr. Rigsby's concern about the pricing message sent by the WNAP

would have some merit if the WNAP adjusted each customer's non-gas

charges to reflect that customer's test year gas use, without regard to the

customer's actual gas use in some future month such as February 2010. In

this situation, Customer A would gain no benefit of reduced non-gas charges

if he made his conservation investment after the conclusion of the test year.

But that is not what the WNAP does. The WNAP does not base the

customer's February 2010 non-gas charges on the customer's gas use in

February of the test year. Instead it bases the February 2010 non-gas

charges on the customer's actual gas use in February 2010, adjusted on a

diluted percentage basis for the difference between actual February 2010

weather and normal weather for February. If the actual February 2010

weather is very close to normal, then there would be little or no adjustment

that month for the WNAP. If the customer's actual February 2010 gas use is

much less than that same customer's test year February gas use, then the

customer's February 2010 non-gas charges will reflect the full benefit of this

reduction in gas use, because the WNAP adjusts each customer's non-gas

charges only for differences due to weather variations, for differences

from the customer's test year gas use.

What is the flaw in Mr. Rigsby's principal line of argument, that the WNAP

would improperly shift the risk of variations in weather from Southwest's

shareholders to the customers?

This conclusion is devoid of support because it is based on the factually

incorrect premise that variations in weather are the primary cause of

Southwest's under-recoveries of the non-gas margins authorized by the

Commission in Southwest's rate cases

According to Mr. Rigsby, RUCO looked at Southwest's non-gas



margins during the three-year period 2004-2006, and they found (using data

provided by Southwest) that approximately 80% of Southwest's under

recoveries during this three-year period were due to weather, with only 20%

due to conservation. The data that RUCO reviewed are contained in the

schedules in Attachment 1 to RUCO's July 26, 2007 l e t te r  to  the

Commission, which Mr. Rigsby provides as Attachment A to his testimony

As Mr. Rigsby testifies at page 9

In RUCO's opinion, the data was conclusive: the real cause for
SWG's under-recoveries was not conservation. but weather

27 Q. 36

The problem is that RUCO has drawn a broad, sweeping conclusion from a

data sample that is totally inadequate to support that conclusion. RUCO's

analysis on this point is equivalent to drawing three cards from a full deck

observing that two of the three happen to be red cards, and concluding from

this observation that the deck must have many more red cards than black

cards. It does not take advanced training in statistical inference to see that

the conclusion about the contents of the deck simply does not follow from the

very limited three-card sample

But that is exactly what RUCO did.. it looked at results for three

years. Two of them (2005 and 2006) were much warmer than normal and

actual use per customer was much less than weather-adjusted use. One

year (2004) was somewhat colder than normal, and actual use per customer

was somewhat more than weather-adjusted use. RUCO averaged the

results for these three years and drew the completely unwarranted and false

conclusion that weather variations will continually cause Southwest to

experience the large under-recoveries that happened to occur in a three-year

period when the weather happened to be much warmer than normal

Is there affirmative evidence that RUCO's conclusion about the cause of

27
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Southwest's under-recoveries is incorrect?

Yes. Table REM-1, which is attached to this rebuttal testimony, shows the

effect of weather on gas use per customer for Southwest's residential

customers in each year from 1998 through 2007. The effect of weather is

developed the same way as in the data that RUCO rel ied on for i ts

conclusion that weather is the principal cause of Southwest's under-

recoveries of its allowed margin revenues. It includes the same information

that RUCO relied upon for the years 2004-2006, but it also includes the six

preceding years 1998-2003 and the most recent year, 2007, to complete a

full ten-year period. During this ten-year period, the average effect of

weather was to increase average use per customer, because the weather

was, on average, colder than normal. For this ten-year period as a whole,

weather did not cause any net under-recoveries for Southwest, and instead

helped offset the under-recoveries caused by other factors. And this is not

an artificially selected period, but simply the most recent ten complete years,

including the three years in which RUCO found that weather caused very

large under-recoveries.

At page 11, Mr. Rigsby suggests that Southwest's use of a ten-year period to

determine normal weather for test year purposes "may well provide a truer

picture of how weather impacts the Company." Does the use of a ten-year

period negate the need for a weather decoupling mechanism?

No. The only way to determine the impact of weather is to look at one year at

a time, because Southwest does not accumulate and report its operating

results for ten years at a time. But let us assume that what Mr. Rigsby meant

to suggest was that defining normal test year weather as a ten-year average

addresses Southwest's under-recovery problem. That is a reasonable

suggestion, based on the expectation that a ten-year average would better

-28-
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reflect the effect of a long-term trend towards warmer weather, but it turns out

that it does not help address year to year variations in weather.

Table REM-2 and the accompanying Charts REM-3 (Tucson) and

REM-4 (Phoenix) show the ten-year normal data. They show that weather

risk is due principally to the variations in HDDs f rom one winter heating

season to the next. (There is also a risk from monthly variations, where the

swings are even wider than on a seasonal basis, but I have not prepared any

charts showing the monthly swings.) Some years are colder than normal,

others are warmer than normal. Staff  witness Radigan and RUCO witness

Rigsby both agreed explicit ly in responses to discovery questions f rom

Southwest that absent the WNAP, customers bear the risk of colder than

normal heat ing seasons, and Southwest bears the risk of  warmer than

normal heating seasons. (See questions 3-3 to Staff and 3-5 to RUCO.)

The W NAP moderates the risk of  colder than normal W inters for

customers, because it provides a real-time downward adjustment of their bills

when weather is colder than normal. In exchange, the customers pay an

upward adjustment of their bills in warmer than normal winters, but even with

these upward adjustments their bills remain lower than those bills would be

with normal HDDs, and the upward adjustments moderate the risk of warmer

than normal winters for Southwest. Southwest completes the circle by

absorbing the revenue loss from the WrAP's downward adjustments to the

customers' bills in colder than normal winters. Both sides thus experience a

reduction in risk from the WNAP.

Does your analysis of  the weather situation shed further light on the way

RUCO and Mr. Rigsby may have reached the incorrect conclusion that the

WNAP would shift risk away from Southwest and onto its customers?

Yes, it does. Mr. Rigsby agrees that customers currently bear the risk of
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colder than normal weather, and he states at page 9 that the proposed

WNAP "removes weather-related volatility from the non-gas component of

customer bills". The only logical way to reconcile these premises with the

RUCO position that the WNAP shifts risk onto customers is to assume that

customers never receive much benefit from the WNAP in cold weather

because colder than normal weather does not occur often enough to provide

a significant benefit. Indeed, if one starts from RUCO's erroneous premise

that most of the time the weather is warmer than normal, then it is easy to

reach the conclusion that the WNAP Huns customers but does not help them.

My analysis of the weather situation demonstrates that RUCO's view of the

weather is badly flawed because it is based on much too small a sample of

actual weather conditions, and that a reasonable statistical analysis indicates

a completely different conclusion.

This same incorrect view of the weather may help to explain Staff

witness Radigan's repeated characterization of the WNAP as an adjustment

that customer's "don't like" because (they think) it increases their bills, and

they apparently do not recognize that it also decreases their bills. If Mr.

Radigan is also under the incorrect impression that warmer than normal

weather is much more likely than colder than normal weather, then it is easy

to see how he got from there to the conclusion that the WNAP is primarily a

one-way street, just as RUCO did. The problem is not in their logic, but in

their failure to have begun from a complete and accurate analysis of the

weather situation.

Do any of Mr. Rigsby's responses to Southwest's data requests shed further

light on his position on weather normalization?

Yes. Question 6 in Southwest's third set of data requests toRUCO asks Mr

Rigsby to explain his belief that the WNAP shifts risk from Southwest to the



customer, as opposed to mitigating risk for the benefit of both Southwest and

the customer. Mr. Rigsby's revised response follows:

The Company-proposed weather normalization adjustment
provision shifts risk to the customer because the customer M
pay the difference between actual temperature and weather
adjusted heating degree days regardless of weather
conditions. This in effect benefits SWG since it removes any
weather-related risk that the Company faces.
(Emphasis added.)

The fundamental error in this statement is the view that the customer "will
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the WNAP if the actual degree-days are more than the normal degree-days.

It is a gross misrepresentation of the WNAP to claim that the customer "will

pay regardless of weather conditions." This misrepresentation is perhaps

just an extension of RUCO's mistaken view that warmer than normal

temperatures are the predominant condition for Southwest, but to claim that

customers will pay "regardless of weather conditions" is to claim that actual

weather can never be colder than normal

If Mr. Rigsby's response is further revised to concede that the customer will

pay or receive the difference between actual and normal weather, then it no

longer follows that these WNAP adjustments cause an increase in risk. Quite

to the contrary, as I have explained, the WNAP adjustments moderate the

variations in customer bills and therefore reduce the customer's risk

Do you have any further comments about Mr. Rigsby's testimony and

exhibits?

Attachment A to Mr. Rigsby's testimony is a July 26, 2007 letter from RUCO

It is RUCO's response to Southwest's report of the meetings among

ACC Staff, SWEEP, and RUCO to discuss rate designSouthwest,
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alternatives. One of the attachments to that letter is a slide presentation by

LSU Professor David E. Dismukes to NASUCA in June 2007. The RUCO

letter states that this presentation "covers the topic of incentives and energy

efficiency more expansively" than an AGA paper attached to Southwest's

report. So far as I am aware, the referenced AGA paper has not been filed

as an exhibit in the present proceeding, but it is one of the sources that I

used in preparing my direct testimony.

Mr. Rigsby does not state whether he agrees or disagrees with any of

the material in Professor Dismukes' slide presentation, and the presentation

itself does not indicate whether Professor Dismukes himself supports or

opposes revenue decoupling. l have therefore refrained from addressing the

substance of Professor Dismukes' slide presentation. would note simply

that I do not agree with all of the assertions there, and some of them are

clearly incorrect.

Does this conclude your prepared rebuttal testimony?

Yes, it does.

I
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A RESPONSE TO THE NASUCA "DECOUPLING"
RESOLUTION

ALLIANCE TO SAVE ENERGY [Jeffrey Harris]
AMERICAN COUNCIL FOR AN ENERGY EFFICIENT ECONOMY [Martin Kushler]
CONSERVATION LAW FOUNDATION [Seth Kaplan]
ENVIRONMENT NORTHEAST [Dan Sosland]
IZAAK WALTON LEAGUE OF AMERICA [William Grant]
NATURAL RESOURCES DEFENSE COUNCIL [Ralph Cavanagh]
NORTHWEST ENERGY COALITION [Nancy Hirsh]
ORION ENERGY [Steve Heins]
PACE ENERGY PROJECT [Fred Zalcman]
ROCKY MOUNTAIN INSTITUTE [Amory Lovings]
SOUTHERN ALLIANCE FOR CLEAN ENERGY [Stephen Smith]
WESTERN RESOURCE ADVOCATES [John Nielsen]

SEPTEMBER 2007

Introduction: The National Association of State Utility Consumer Advocates
(NASUCA) adopted Resolution 2007-01 on June 12, 2007, expressing concerns about
mechanisms that have been proposed in many states to remove financial obstacles to utility
investments in energy efficiency and distributed resources. We offer this response in the spirit
of constructive interchange between traditional allies and colleagues. Each section of the
resolution is reprinted below, followed by our comments

[TEXT OF NASUCA RESOLUTION2007-I FOLLOWS]

Whereas, theprovision and promotion of energy efficiency measures are increasingly viewed
by state commissions as a necessary component of utility service

COMMENT: We agree, and because states have applied rigorous cost-effectiveness
criteria to such programs, the result is to reduce energy bills for all customers

Whereas, many states are now encouraging rate-regulated utilities to adopt energy efficiency
programs and other demand-side measures to decrease the number of units of energy each
utility's customers purchase from the utility

COMMENT: We agree, and note that nowhere in this resolution does NASUCA dispute
that utilities incur financial losses from these reduced sales, or that significantly expanded
efforts to improve efficiency would boost such losses

Whereas NASUCA has long supported the adoption of effective energy efficiency programs



Sept. 2007 Response to NASUCA Resolution
Exhibit
Page 2 of 7

COMMENT: We acknowledge and appreciate the long-time support of many NASUCA
members for investments in energy efficiency as an alternative to more costly generation
and grid additions

Whereas recent proposals by rate-regulated public utilities for the initiation or expansion of
energy efficiency measures have featured utility rate incentives or revenue "decoupling
mechanisms that guarantee utilities a predetermined amount of revenues regardless of the
number of units of energy sold

Whereas, theutilities proposing decoupling measures seek guarantees from public utilities
commissions that they will receive their allowed level of revenues

COMMENT: Decoupling mechanisms don't "guarantee revenues" per se; they
guarantee" only recovery of fixed-cost revenue requirements that utility regulators have

reviewed and authorized, "regardless of the number of units of energy sold." Decoupling
does not affect revenues associated with variable charges like fuel payments

Whereas, these utilities justify this departure firm traditional rate-making principles on the
theory they are being asked to help their customers purchase fewer energy units from them by
promoting energy efficiency measures and other demand-side measures, thereby reducing their
revenues and, consequently, their returns to their shareholders, and that decoupling mechanisms
compensate utilities for revenues lost due to conservation

COMMENT: First, it is not a "theory" that energy efficiency programs aim to reduce
energy use, or that this hurts utilities financially if they recover authorized fixed costs
through charges on energy use. Moreover, using periodic rate trueups to make fixed
cost revenue recovery independent of sales is not a "departure from traditional rate-
making practices" (see p. 7 below, reviewing the ample precedents for comparable "true
up" mechanisms). Decoupling removes a potent financial disincentive for utilities without
(as too often has happened historically) reducing their customers' incentive to conserve
and making more of their bill independent of consumption (by raising fixed charges and
lowering variable charges). And the rationale for decoupling goes beyond encouraging
utilities to support energy efficiency programs and distributed resources; the hope is that
utilities also will endorse mandatory efficiency standards and other non-utility initiatives
to help customers save energy cost-effectively, while opposing promotional rate structures
that reward increased consumption ("the more you use, the less you pay")

Whereas. these utilities contend that because these measures reduce their revenues, they have a
disincentive to encourage programs that aid their customers in purchasing fewer units of

COMMENT: We agree that utilities believe this, and the resolution gives no reason to
disagree

Whereas, historically, rates have been set in periodic rate cases by matching test-year revenues
with test-year expenses, adding pro forma adjustments and allowing the utilities an opportunity
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to earn a reasonable rate of return on their investments in exchange for a state-protected
monopo l y ,

COMMENT: We agree.

Whereas revenue guarantee mechanisms allow rate adjustments to occur based upon one
element that affects a utility's revenue requirement, without supervision or review of other
factors that may offset the need for such a rate change,

C OMME N T :  D ecoup l i ng  does  no t  r ead j us t  u t i l i t i es '  au t hor i zed  f i xed- cos t  r evenue
requ i rements  "w i t hout  superv i s i on or  rev i ew  of  o ther  f ac tors ; "  i t  s impl y  makes recovery
of  fu l l y  ad jud i cated revenue requi rements  i ndependent  o f  subsequent  f l uc tuat i ons i n
retai l  energy use.  There is,  as a resul t ,  no reason to review other  rate case assumpt ions
when decoupl i ng adjustments  are made;  note that  ut i l i t i es  may e i ther  gain or  l ose f rom
each adjustment ,  depending on how rapidly  retai l  sales are decreasing or  increasing.
F ina l l y ,  un l i ke rout i ne l y  appl i ed " revenue guarantee mechani sms"  such as  fue l
adjustment  c lauses,  decoupl ing mechanisms focus speci f i cal l y  on removing a potent
f inancial  obstacle to cost -ef fect ive energy ef f i c iency measures that  benef i t  al l  customers.

Whereas, historically, rate-regulated utilities werenot guaranteed they would earn the allowed
return, rather, earnings depended on capable management operating the utilities in an efficient
manner,

COMMENT: We agree, and decoupling in no way affects uti l i t ies' incentive to operate
efficiently, as explained further below.

Whereas, many ut i l i t ies proposing revenue decoupl ing request compensation for revenue lost
per customer, implying that sales volumes are decl ining, when in fact these ut i l i t ies' total
energy sales revenues are stable or increasing,

COMMENT: Decoupling mechanisms based on author ized revenue requirements per
customer do not " imply" declining sales volumes; they reflect a judgment that any growth
in fixed cost revenue recovery between rate cases should reflect increases in the number
of customer served. The alternative, without decoupling, is to tie such growth directly to
increases in electricity and natural gas sales, which is the worst possible outcome from the
standpoint of society's interest in maximizing cost-effective energy efficiency. We agree
with the observation that "many util ities" ' energy sales revenues are increasing, but that
is because their retail energy sales keep rising in the face of pervasive market barriers to
energy efficiency; the whole point of decoupling is to eliminate a perverse barrier to
measures and policies that would reduce electr icity and natural gas consumption

Whereas, there are a number of factors that may cause a uti l i ty to sel l  fewer units of energy
over a period of t ime, including weather, changing economic condit ions, shi f ts in populat ion
loss of large customers and switches to other types of energy, as well  as energy eff iciency and
other demand-side measures
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COMMENT: We agree, but it is precisely the complexity of factors affecting energy use
that make decoupling mechanisms appealing in their simplicity. The mechanisms do not
attempt to disentangle all these intertwined causes and effects: decoupling merely ensures
that recovery of authorized fixed costs is not affected by fluctuations in sales that
regulators did not anticipate when they set the utility rates that are intended to recover
those costs. Of course, for regulators who do not want to shift financial risk associated
with unusual weather conditions from utilities to customers, retail sales can easily be
weather-adjusted before decoupling adjustments are made.

Whereas ma.ny utilities have been offering cost-effective energy efficiency programs and
actively marketing these programs for years without proposing or implementing rate incentives
or revenue guarantee mechanisms such as decoupling, and have continued to enjoy financial
health;

COMMENT: But precisely because utilities typically have a much stronger incentive to
build and own power plants and transmission than to help customers conserve, utilities'
energy efficiency record has been highly uneven over time, and on average utilities today
are targeting average annual energy savings amounting to less than half of one percent of
customers' annual consumption. In sum, and not at all surprisingly most utilities'
economic self-interest is wholly consistent with their relatively modest success in
achieving energy savings.

Whereaspast experience has shown that revenue guarantee mechanisms such as decoupling
may result in significant rate increases to customers,

COMMENT: This is certainly true of fuel adjustment clauses, but the resolution
provides no example of a decoupling mechanism that has resulted in "significant rate
increases to customers," and such mechanisms can readily be designed with built-in rate
impact safeguards. For example, PacifiCorp's most recent Oregon mechanism operated
within a 2 percent annual rate impact limit, and Idaho Power's current mechanism
constrains annual decoupling adjustments to 3 percent or less. Average annual rate
impacts of decoupling in California over the policy's first decade were less than half of
one percent annually. Finally, it bears emphasis that decoupling adjustments can go in
either direction; adopting a mechanism does not mean automatic rate increases. In any
year when electricity and gas consumption grow at unexpectedly high rates, utilities must
give the additional revenues back in the form of rate reductions. Customers collectively
win under either scenario, of course; cost-effective energy efficiency programs steadily
reduce systemwide energy bills, regardless of the direction of each modest decoupling-
related rate adjustment

Whereas some utilities have referenced the benefit of encouraging energy efficiency programs
as a justification for revenue guarantee mechanisms without in fact offering any energy
efficiency programs, indicating that the revenue guarantee mechanisms are attractive to utilities
for reasons other than their interest in promoting energy conservation
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COMMENT: We are not aware that this has ever occurred, but we agree that
Commissions should link approval of decoupling mechanism to utilities' agreement to
offer a robust portfolio of cost-effective energy efficiency programs.

I/Wzereaspast experience has shown that rate increases prompted by revenue guarantee
mechanisms such as decoupling are often driven not so much by reduced consumption caused
by utility energy efficiency programs, as by reduced consumption due to normal business risks
such as changes in weather, price sensitivity, or changes in the state of the economy,

COMMENT: Other factors do indeed affect energy consumption, but why would society
want unexpected changes in energy consumption to affect utilities' ability to recover
authorized costs that are unrelated to consumption - particularly when the result is a
palpable barrier to energy efficiency progress? Also, the resolution appears once again
to be assuming incorrectly that decoupling can only increase rates, when in fact
adjustments in both directions are routine, as explained above. Note, f`1nally, that other
factors affecting consumption include mandatory state and federal efficiency standards,
rate designs that boost rewards for saving energy, and public education on the linkages
between energy use and global warming pollution. Utility support for all these measures
makes them more feasible and productive, and without decoupling all these measures
automatically hurt utilities financially.

Whereasutilities are better situated than are consumersor stateregulators to anticipate, plan
for, and respond to changes in revenue prompted by normal business risks, and the shifting of
normal business risks away Hom utilities insulates them from business changes and reduces
their incentive to operate efficiently and effectively;

COMMENT: Utilities' incentives to "operate efficiently and effectively" are not affected
by decoupling, since with or without it the company keeps any operating savings that it
achieves between rate cases and absorbs any cost overruns. The true-ups associated with
decoupling guarantee only recovery of an authorized revenue requirement, not any
particular level of realized net revenues

Whereas thetraditional raternaddng process has historically compensated utilities for
experiencing revenue variations associated with normal business risks

COMMENT: We agree in general, but ratemaking processes typically also have made
successful energy efficiency programs automatic financial losers for utilities, while
creating a substantial earnings opportunity for investments in more expensive substitutes
like generation and grid assets. Decoupling helps fix this misalignment; it does not
enlarge authorized revenue requirements, and as indicated earlier it includes both upsides
and downsizes for utility shareholders (it eliminates under-recoveries of authorized costs
due to reduced energy sales, but it simultaneously takes away the upside associated with
over-recoveries due to increased energy sales, from which many utilities have profited
handsomely for decades)

NOW THEREFORE NASUCA RESOL VES
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To continue its long tradition of support for the adoption of effective energy efficiency
programs

COMMENT: We applaud this tradition of support, but history shows that the full
potential for such programs cannot be realized without a better alignment of shareholder
and customer interests

And to oppose decoupling mechanisms that would guarantee utilities the recovery of a
predetermined level of revenue without regard to the number of energy units sold and the cause
of lost revenue between rate cases

COMMENT: Here and subsequently, this resolution hints that NASUCA might look
favorably on recovery of lost revenues from kilowatt-hours and terms specifically
determined to have been saved by utility conservation programs. We strongly encourage
NASUCA to rethink this proposal, which introduce (as a substitute for decoupling)
regular payments to utilities of lost revenues, based on estimates of kilowatt-hours saved
by utility programs. The calculations themselves would be hugely contentious and the
rate impacts increasingly significant, since each year's savings and lost revenues would
add to the previous year's tally, and each stream of savings and payments could persist
over decades, with steadily escalating financial consequences for all involved (often more
than three-fifths of the retail value of kilowatt-hours and one-fourth of the retail value of
terms represent "lost revenues" for this purpose). And the system would create
additional perverse incentives for utilities, since the most lucrative programs would be
those that looked good on paper while saving little or nothing in practice (allowing double
recovery of "lost revenues"). Finally, the system would be inherently inequitable and
asymmetrical, since the utility would be recovering its "lost revenues" from energy
efficiency gains without being required to give up its "found revenues" from growth in
sales associated with economic expansion elsewhere on the system

BE ITFURTHER RESOLVED

NASUCA urges Public Utilities Commissions to disallow revenue true-ups between rate cases
that violate the matching principle, the prohibition against retroactive ratemaking, the
prohibition against single-issue ratemaldng, or that diminish the incentives to control costs that
would otherwise apply between rate cases

COMMENT: Traditional ratemaking makes ample provision for "trackers" and/or true
ups associated with, gig fuel costs; decoupling is no different in its "single issue" and
retroactive" implications, rate impacts are lower, and the public interest justification is

at least as compelling. Ken Costello of the National Regulatory Research Institute has
investigated whether decoupling mechanisms meet the traditional tests justifying state
utility regulators' use of "tracking mechanisms that adjust rates and revenues whenever
sales deviate from their targeted level," and has concluded that "[u]nless a state
commission faces legal restrictions in implementing a 'sales tracker' or has a built-in
policy of limiting trackers in general, [revenue decoupling] would seem to meet the

6
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regulatory threshold for a tracker." Ken Costello,Briefing Paper: Revenue Decoupling
for Natural Gas Utilities,p. 9 (National Regulatory Research Institute, April 2006).

NASUCA urges State legislatures and Public Utilities Commissions to, prior to using
decoupling as a means to blunt utility opposition to energy efficiency and other demand-side
measures, (1) consider adtemative measures that more efficiently promote energy efficiency and
other demand side measures, (2) evaluate whether a utility proposing the adoption of a revenue
decoupling mechanism has demonstrated a commitment to energy efficiency programs in the
recent past, and (3) examine weedier a utility proposing the adoption of a revenue decoupling
mechanism has a history of prudently and reasonably utilizing alternative raternaldng tools,

If decoupling is allowed by any state commission, NASUCA recommends that the mechanism
be structured to (1) prevent over-earning and provide a significant downward adjustment to the
utilities' ROE in recognition of the significant reduction in risk associated with the use of a
decoupling mechanism, (2) ensure the utility engages in incremental conservation efforts, such
as including conservation targets and reduced or withheld recovery should the utility fail to
meet those targets, and (3) require utilities to demonstrate that the reduced usage reflected in
monthly revenue decoupling adjustments are specifically linked to the utility's promotion of
energy efficiency programs.

COMMENT: We agree with NASUCA that decoupling should be linked to utilities'
energy efficiency commitments, but we disagree strongly with the proposal to link
decoupling adjustments specifically to savings from conservation programs (as explained
above on p. 6). Moreover, it is at best premature to link decoupling in any way to
utilities' ROE. It is important to recognize that regulators and utilities have only limited
experience with decoupling outside California (whose PUC has never invoked decoupling
as an ROE consideration), and that decoupling creates both upside and downside
exposure for company shareholders (they will no longer under-recover authorized fixed
costs if retail sales drop below expectations, but they also will lose their longstanding
opportunity for gains from sales increases). Whether the net result is a material change
in the company's risk profile cannot be determined without company-specific and capital
market experience. This is particularly true for mechanisms that are weather-adj used to
avoid affecting current allocation of weather-related risks. Finally, if the goal is to
encourage utilities to devote more management resources and creativity to energy
efficiency, tying decoupling to the immediate imposition of a reduction in shareholder
returns would be wholly counterproductive
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STATE OF NEW YORK

Public Service Commission
Patricia L. Acampora, Chairwoman

Three Empire State Plaza, Albany, NY 12223
Further Details: James Denn, (518) 474-7080
hup:l/ .dps.state.ny.us
FOR RELEASE: IMMEDIATELY 07027103-E-0640106-G-0746

PSC SEEKS MORE EFFICIENT ENERGY USE
Utility Revenue Decoupling Mechanisms to Eliminate Disincentives

Albany, NY---4/18/07--The New York State Public Service Commission (Commission)

today directed the state's major electric and gas utilities to develop proposals for true-up based

delivery service revenue decoupling mechanisms. These ratemaking changes are intended to

enhance the achievement of customer-initiated efficient energy use by reducing or eliminating

disincentives that may discourage utilities from actively promoting customer investments in

energy efficiency, renewable technologies and distributed generation. The proposals would be

considered in ongoing and future rate cases

To the extent current design of utility delivery rates continue to link the recovery of

utility fixed costs, including profits, to the volume of actual sales, disincentives exist that limit

the utilities' interest in promoting efficient energy use," said Commission Chairwoman Patricia

L. Acampora. "Creating a mechanism to reduce or eliminate the dependence of utilities

revenues on sales, would thereby increase the utilities' interest in the promotion of customer

initiated more efficient energy use. The resulting public benefits from new energy efficiency

programs, renewable technologies and distributed generation could be substantial. Energy

efficiency improvements, in particular, limit unnecessary load growth and delay or possibly

avoid the installation of costly, new distribution, transmission or generation facilities

The Commission initiated a proceeding in 2003 to investigate potential electric delivery

rate disincentives against the promotion of energy efficiency, renewable technologies and
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distributed generation as part of an overall state program to facilitate customer access to easting

and developing technologies for the clean production and/or conservation of  energy.

Subsequently in 2006, the Commission established a separate proceeding expanding its inquiry

to include the gas utilities. A Notice of Proposed Rulemaking concerning each of the two

proceedings was published in the State Register on July 12, 2006, in accordance with the State

Administrative Procedure Act. Several interested parties filed comments in the proceedings.

Based upon a thorough review of the comments, the Commission today determined that

properly designed utility revenue decoupling mechanisms are needed at this time to address

potential disincentives to utilities' promoting and implementing more efficient energy use. The

Commission will be requiring the utilities to develop mechanisms that true-up forecast and actual

delivery service revenues resulting in significantly reduced or eliminated disincentives caused by

the ongoing recovery of utility fixed delivery costs via volumetric (per kph) rates and marginal

consumption blocks. The true-up would include, among other things, any net lost revenues

attributable to the achievement of more efficient energy use. The true-up would be considered

no less &equently than once per year.

The Commission will be requiring the utilities to file revenue decoupling proposals in

ongoing and new rate cases so that the utilities, staff of the Department of Public Service, and

interested parties may consider utility-specitic circumstances and customer bill impacts within

service classifications before their implementation. Also, the utilities are encouraged to continue

to implement cost-based delivery rate design improvements and hourly pricing tarif fs for

commodity service where appropriate

In addition to the implementation of broad-based revenue decoupling mechanisms that

incorporate appropriate true-ups, the Commission today stated that the promotion of customer

sited renewable resources and distributed generation technologies should be addressed through

greater vigilance on the part of the utilities regarding the proper application and administration of

their interconnection mies and procedures, as well as the expanded application of existing

electric and gas standby delivery rate structures
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The Commission will issue a written order reflecting today's decision. That order, when

available, can be obtained from the Commission's Web site at http://www.dps.state.nv.us by

accessing the Commission Documents section of the homepage and referencing Cases 03-E-

0640 and 06-G-0746. Many libraries offer &ee Internet access. Commission orders can also be

obtained ham its Files Office, 14'*' floor, Three Empire State Plaza, Albany, NY 12223 (518-

474-2500).
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Table REM-2

Docket No. G-01551 A-07-0504

Table REM-2

Southwest Gas Corporation

Annual Heating Season (July - June) Heating Degree Days, Tucson and Phoenix
and Lagged Ten-Year and 30-Year Averages

Heating
Season

Current
Year

Tucson

Ten-Year
Average

30-year
Average

Current
Year

Phoenix

Ten-Year
Average

30-year
Average

lunuau-4-nuunuaunulu

-

1_

nvnunlununrnnnv

1948
1949

1949
1950

2,186.0
1.44'/.5

2,047.0
1,314.0

1955
1956
1957
1958
1959

1956
1957
1958
1959
1980

1,512.5
1,389.5
1,805.5
1,500.5
1.947_5

1,658.4
1,589.8
1.639.8

1,358.0
1,273.5
1,480.5
1,146.5
1,486.5

1 ,476.5
11386.5
1 ,403.7

1965
1986
1967
1968
1969

1966
1967
1968
1969
1970

1,777.0
1,489.0
1,488.0
1,713.5
1 787.0

1,768.3
1 ,T78.3
1 ,746.5
1 ,757.8
1 .749.8

1,623.0
1 ,482.0
1 ,367.5
1,612.5
1,207.0

1,519.2
1 ,540.0
1,528.7
1,575.3
1,547.4

1975
1976
1977
197B
1979

1978
1977
1978
1979
1980

1 ,507,0
1 ,672.0
1 ,306.0
1 ,912.0
1 .4S4.0

1,792.1
1,810.4
1,792.2
1,812.0
1 781.7

1,732.3
1,723.2
1 .723.8

1 ,121.s
1,074.5

144.5
1 ,474.0
1 ,074.0

1,384.9
1,344.1
1,281.8
1,268.0
1,254.7

1 ,429.0
1,409.9
1 ,401.9

1985
1986
1987
1988
1989

1986
1987
1988
1989
1990

211.0
564.0

1.428.0
403.0

1.451.5

555.2
544.4
556.6

1 .505,7
1 .504.5

105.2
111.0

1 .698.4
1.6952

678.6

786.0
916.0
996.5
943.5
927.5

977.4
961.5
986.7
933.7
919.0

293.8
281 .9

1 _265.7
259.0

1 .240.3

1995
1996
1997
1998
1999

1995
1997
1998
1999
2000

1.116.0
458.0

1.879.5
449.5
271.0

409.6
399.0
444.2
448.8
430.8

1585.6
1584.6

597,6
588.8
572.3

736.0
965.0

1265.5
984.0
828.5

918.5
923.4
950.3
954.4
944.5

093.6
076.3

1 _072.9
052.0

1 _039.4

2005
2006

2006
2007

1,194.0
1.504.0

494.4
1 _499_0

486.4
1.480.B

779.0
974.0

944.9
945.8

94G.9
943.6
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rebuttal Testimony

of

A. BROOKS CONGDON

7 1. INTRODUCTION

Please state your name, occupation, and business address

My name is A. Brooks Congdon I am the Manager/pricing

and Tari f fs for Southwest Gas Corporation (Southwest or

Company)

Road, Las Vegas, Nevada 89150-0002

My business address is 5241 Spring Mountain

Are you the same A. Brooks Congdon who submitted prepared

direct testimony in this Docket?

Y e s .  I  a m

What is the purpose of your rebuttal testimony

The purpose of my rebuttal testimony is to respond to the

d i r e c t t e s t i m o n y p r e s e n t e d  b y t h e R e s i d e n t i a l U t i l i t y

t h eConsumer Office (RUCO) Arizona C o r p o r a t i o n

a nd t h eCommission U t i l i t i e s Division Staff (Staff)

t o

Southwest Energy Efficiency Project (SWEEP) with respect

their and comments concerning

Southwest's proposed rate design, tariff mechanisms, and

revenue al location to customer classes, and demand side

management funding levels

recommendations

Did you

testimony

prepare exhibits to support your rebutta l

Form No. 155.0(03/2001)Word



I prepared the exhibits identified as Rebuttal

Exhibit No (ABC-1) through Rebuttal Exhibit No

4 Q. 5

4)

Please summarize your rebuttal testimony

My rebuttal testimony will address the following topics

1) Southwest's continued financial pressure resulting

and sensitivity tofrom declining customer usage

variations in weather

2) Southwest's participation the rate design

Commission' sfollowing thecollaborative process

decision in Southwest's last general rate case

including how Southwest applied what it learned to

its rate design proposals in this general rate

3) Staff's critique of Southwest's residential rate

design proposals

4) The reasons why Staff's and RUCO's proposed rate

designs do not sufficiently address the continued

financial pressure f acing Southwest as a result of

declining customer usage and sensitivity t o

variations in weather

5) Staff' s allocation of non-gas revenue to customer

classes

6)

does require any change

purchased gas adjustment mechanism

Increased demand side management (DSM) spending and

Why Southwest's proposed residential rate design

Company' snot to the

7)

Fawn No. 155.0 (03/2001) Word



the need for full revenue decoupling

SOUTHWEST' s CONTINUED FINANCIAL PRESSURE FROM DECLINING

3 CUSTOM:ER USAGE AND WEATHER SENSITIVITY

4 Q- 6 Please

A. 6

Q. 7

identify and explain the two primary issues

presently facing Southwest with respect to rate design

The two primary issues presently facing Southwest with

respect to rate design are (1) declining usage per

customer and (2) sensitivity to weather

the parties docketDo t o this recognize these two

6

7

8

9

10 issues

f aces due t o customer usage and usage

I n one form o r another, the parties, with the

exception o f Staff, recognize the challenges Southwest

declining

variability due to weather

William Rigsby states

For instance. RUCO witness

this is not to say that the issues and
concerns the Company cites for wanting these
decoupling mechanisms do not have
validity these concerns include the
continued decline average customer
consumption, the relative proportion between

fixed and variable costs to the
Company's existing fixed and variable rates
and the resultant strain that puts on SWG's
opportunity to recover i ts authorized rate of
return

AIC witness Hansen acknowledges the problems when he

states "decoupling wil l  l ikely reduce the frequency of

and decoupling reduce "therate cases that will

Rigsby Rate DesignDirect,p. 15, Ins. 17-23 and p. 16, lines

Form No. 155.0 (03/2001) Word



usage levels over time

financial effects associated with changes in customer

Mr. Hansen also recognizes the

issue of sensitivity to weather when he notes that "when

non-gas costs are recovered through volumetric rates

weather fluctuations lead to significant variability in

customer payments for, and receipt of, non-gas revenue

SWEEP witness Jeff Schlegel also recognizes the issue of

declining use per customer when he states "The financial

disincentive is particularly

utilities that have experienced an overall trend of

strong for natural gas

declining gas usage per customer, which is the situation

for Southwest Gas

13 Q. 8 Please explain how Southwest's rate design proposals

the Commission with the tools t o

A. 8 The Commission can use the rate

provide necessary

address the two primary issues confronting Southwest?

design proposals

fullSouthwest t o achieve revenue

16

17

18

19

20

presented

decoupling implementing

Implementation of the RDAP will protect Southwest and

its customers from non-weather-related changes in cost

by

by the WNAP and the RDAP

recovery of the WNAP eliminatesImplementation

weather-related risk for both Southwest and22

23

24

customers equally, but does not protect customers or

against non-weather-relatedSouthwest variations

Hansen Rate Design Direct, p. 13, Ins.1-2

Id., p. 8, Ins 8-10

SchlegelDirect, p.4

Form No. 155.0 (03/2001) Word



volumetric

customer usage. Implementation of Southwest' s proposed

residential methodology

but does not

rate and

eliminate,

design

increased basic service charge reduces,

recovery variations duecost t o weather-

related and non-weather-related variations in customer

use.

Q. 9. What do you mean by Southwest' s proposed residential

A. 9.

"Volumetric Rate Design"?

By Volumetric Rate Design, I am referring to Southwest's

proposal to combine a declining block rate for non-gas

charges with an inverted block rate for gas costs for

accounting purposes. The effect is that customers will

see a single commodity rate applicable to all of their

usage, while, through its accounting process, Southwest

retains the benefit of a declining block rate to enhance

itsopportunity t o recover costs providing

in conjunction with

of

service. These accounting changes,

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Southwest's proposals to flatten the

theand increase basic service

commodity charge

constitute

Q. 10

charge

Southwest's proposed residential rate design.

You mentioned that in one form or another, all parties

except for Staff, recognize the challenges facing the

Company with respect to declining customer usage and

sensitivity to weather. Please explain

A. 10 Staff's witness, Mr. Radigan never acknowledges the25

26

27

problems, but instead summarily dismisses the Company's

testimony, and analysis statingexhibits, by simply

Form No. 155.0 (03/2001) Word



disagreement with the without any

therelevant evidence o r

Company,

information

offering

invalidate

information he cites from the Company.

Radigan's testimony,Unlike Mr. Southwest, RUCG,

SWEEP, and AIC all recognize the Company's challenges of

and weather sensitivity, anddeclining customer usage

presented rate design alternatives in

Commission's directive in Decision No.

response to the

68487. For

1)

1

2

3

4

5

6

7

8

9

10

11

12

example:

Although RUCO's residential rate design proposal

the Company's

in order to provide Southwest a

does not adequately address rate

design

better

issues,

opportunity to recover its fixed cost of

providing proposes significantly

greater movement in Southwest's residential basic

service RUCO

service charge than Staff

SWEEP supports Southwest's proposed RDAP

supports proposed

decoupling through the RDAP and WNAP

In other words, every party to the case, with the

exception of Staff, believes changes to the status quo

are warranted and have offered alternatives for the

AIC Southwest's revenue

Q. 11

Commission' s consideration in this regard

Do you take exception to Mr. Radigan's statements that

[t]he Commission also wanted evidence that declining

customer usage would continue, to what level and whether

24

25

26

27 conservation efforts are the cause No evidence on

Form No. 155.0 (03/2001) Word



No

A. 11 Yes. Contrary Radigan' s

conclusions, Southwest provided evidence that declining

either of these issues was presented in this case.

evidence was provided that showed that the Company needs

'full Revenue Decoupling.'"5

to Mr. contentions and

customer usage continues and to what level conservation

1)

is the cause. For example:

Company witness Jamie Cattanach presented direct

testimony, at 9 14, thatpages demonstrating

average use per residential customer is continuing

to decline at a rate of 6 terms per year and, for

be expecteda variety

continue to decline.

of reasons, should

2) witness Robert Mashes direct

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

Company

testimony illustrating

effect declining residential use per customer has

had on the Company at pages 6-8 of his refiled

the

presented

significant dollar

direct testimony.

Attached as Rebuttal Exhibit No (ABc-1)

analysis Southwest performed and provided to all

parties in the case in response to a RUCO data

i s a n

request

historical weather and conservation related losses

which illustrates and quantifies the

experienced by Company

demonstrates that over the ten-year

the Rebuttal Exhibit

No (ABC-1)

27 5 Radigan Decoupling Direct., p. 10, Ins. 5-8

Fem No. 155.0 (03/2001) Word



period from 1998 thru 2007, Southwest experienced a

$112.4 million shortfall in residential non-gas

revenue from the amount rates were designed to

recover. Of this amount, $118.2 million was non-

weather-related I conservation and other

possible variables) During this same time period,

weather actually made a positive contribution to

Southwest' s recovery of margin in the amount of

$5.8 million, which would have benefited customers

if Southwest had a weather normalization adjustment

mechanism similar to the WNAP.

1

2

3

4

5

6

7

8

9

10

11

12

13

4) Company

testimony indicating that since the close of the

test period through the 12-month period ending

March 2008, residential use per customer declined

witness Cattanach also filed rebuttal

from an average of 332 terms to 319 terms on an

annual basis.

Q. 12 Under Staff's or RUCO's proposed residential rate design,

what will be the effect of using Southwest's as filed

toresidential customer volumes establish commodity

rates?

14

15

16

17

18

19

20

21

22

23

A. 12 Under both Staff's and RUCO's proposed rate designs,

residential commodity rates established using the filed

customer volumes cannot reasonably be expected to recover

the Commission's authorized cost of providing service

Therefore, from the day rates are placed into service

Southwest will be denied a reasonable opportunity to earn

Form No. 155.0 (03/2001) Word



Q.

its authorized rate of return.

13 Please quantify the effect of Mr. Cattanach' s most recent

twelve-month weather normalized residential volumes on

Southwest's test period revenue at presently effective

rates ¢

A. 13 The reduction in residential volumes results i n a

$6,292,707 decrease to test period revenue

rates as quantified in Rebuttal Exhibit No.

Q. 14 What the

associated with the

are financial

known

consequences to

and measurable

at present

(ABC-2) I

the Company

inchange

residential use per customer usage from 332 terms to 319

terms on a going-forward basis?

A. 14 If the Commission approves Southwest's proposed RDAP

there would be no financial consequences as the test

differencesperiod RDAP would capture the between

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 However,

authorized and actual weather-adjusted non-gas revenue.

f allure to recognize thewithout the RDAP,

reduction i n residential usage, from 332 t e r m s to 319

t e r m s average use per customer, will deprive Southwest

of the reasonable opportunity to recover $6,292,707

with whateverplus a n additional amount

increase l S ultimately

associated

authorized residential

revenue

RATE DESIGN COLLABORATIVE PROCESS FOLLOWING DECISION

Q.

24 III

25 No. 68487

26

27

15 Please respond to Staff' s contention that the Company' s

should rejected lack ofproposals be due to the

Form No. 155.0 (03/2001) Word



1

15 The

stakeholder support.6

thatf act n o consensus was reached i n the2 A.

3

4

collaborative should not be used as a basis to reject all

thisof Southwest's rate design proposals i n case »

Southwest gained a

better appreciation of the participating stakeholder'

concerns and attempted to address those concerns in its

rate design proposals.

16 Please describe how Southwest was able to utilitize the

Through the collaborative process,

Q.

results of collaborative process in developing its rate

design proposals

A. 16 In response t o RUCO's concern expressed the

collaborative that weather- and

during

conservation-related

changes

Southwest

in use per

proposed two

customer be separately addressed,

and distinct tariffseparate

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

mechanisms to recover the non-gas portion of customer

bills based on weather-adjusted volumes (the WNAP) and to

recover or refund differences between actual and weather-

adjusted non-gas revenues (the RDAP).

To respond to concerns expressed by Staff, RUCO and

(and Decision NoSWEEP the Commission 68487 )

Southwestregarding large increases in fixed charges,

structured its Volumetric Rate Design proposal to include

accounting changes for non-gas and gas costs. This rate

design stabilizes residential cost recovery without large

I<L,1>- 10, line 18

Form No. 155.0 (03/2001) Word 10



increases to the basic service charge as would otherwise

be required under traditional approaches to rate design

in order to do so

4 Q. 17 Do you believe the rate design collaborative process and

Southwest's rate design proposals fully respond to the

direction provided by the Commission in Decision No

68487?

A. 17 Yes I n Decision No the Commission8

g

10

68487, clearly

recognized the problems facing the Company when it stated

Southwest facing increasedGas financial

pressure

basis

due declining usage per

The Commission also directed Southwest and

to o n a customer

other parties t o seek rate design alternatives when i t

stated "We encourage the parties to this proceeding to

seek rate design alternatives that  wi l l truly encourage

conservation efforts, while at the same time providing

AS stated inbenefits to all affected stakeholder

considered the from

16

17

18

19

20

my prepared direct testimony and more fully above, the

Company Commission' s directives

Decision 68487 and the opinions expressed the

participating stakeholder at

22

23

24

by

design

collaborative meetings when it developed its rate design

proposals in this case The Commission certainly has not

stated that the inability of the stakeholders to reach

settlement or consensus during the collaborative process

26
Decision No. 68487, P- 33, ins 26-27
Id. at P- 34, ins 14-15

13

14
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would be a basis for the Commission to reject or not

thoroughly consider proposals that mitigate or eliminate

raised by

if a consensus of the collaborative group is

concerns the various stakeholder .

1

2

3

4

5

many

Indeed,

required for the Commission t o implement

i n effect delegated

revenue

decoupling then the Commission has

decision t o themaking authority participating

The Company finds that possibility highly

unlikely and believes that the Commission always intended

to evaluate future proposals on their merits.

stakeholder .

RESPONSE TO STAFF' s CRITIQUE OF SOUTHWEST' s RESIDENTIAL

Q. 18 What are the three reasons Staff provided as support for

6

7

8

9

10

11 Iv.

12 RATE DESIGN PROPOSALS

13

14 reject

residential Volumetric Rate Design?

recommendation t o Southwest's proposed

15

16

17

A. 18 Mr. Radigan states that Southwest's proposed Volumetric

Rate Design should be re jested for three reasons: 1)

current rates are almost flat now and customers currently

thehave no reason not to invest in conservation; 2)

Company' s proposed rate design is intended to eliminate

virtually all risk from weather-related variation in

usage; and 3) the specific line item where customers can

see the commodity cost and track changes from month to

month will no longer appear on the bill and, as such, may

have the unintended effect of discouraging conservation

Q 19 Do you agree with Mr. Radigan's for

Southwest's proposed Volumetric Rate Design

reasons rejecting26

27
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A 19 No. I believe that Mr. Radigan's reasons for re jesting

Southwest's proposed Volumetric Rate Design are flawed

and should not be used as a basis to rejec t Southwest's

proposal for the following reasons:

1) The record in Southwest's last general rate case is

replete with discussion of the need for a rate

design t o send pr ice

conservation.

signals to , encourage

This record includes discussion by

Staff in direct testimony of moving to a flat rate

design in Southwest's next rate case (the instant

case) to eliminate a disincentive forpossible

energy conservation (Robert Gray, page 35, lines 2-

5) , and discussion during the hearing establishing

that "lessresidential customers have of a n

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

opportunity to take actions to conserve their usage

and thereby

commodity rates are reduced (Hearing transcr ip t ,

Decision No. 68487, Volume I I , page 315, l ines 22

24) . Now that Southwest proposes a rate design i n

which the customer sees a f l a t rate design, Mr

reduce their overall bills. I/ a s

Radigan's testimony suggests that Staff's previous

concerns with Southwest's declining block rates were

not relevant

Mr. Radigan also suggests that the reduction or

el imination of r isk with respect to decl ining use

for theper customer and variations i n weather

Company is a negative. However, as discussed by Mr

Form No. 155.0 (03/2001) Word 13



Miller in his rebuttal testimony, reduction of risk

can be a "win-win" proposal for both customers and

1

2

3

4 3)

the Company.

Under Southwest's proposed rate design,

still see the commodity rate on their bill, and it

will likely be easier for customers to track changes

in their rate because there will be fewer line items

customers

o n the bill In addition, showing customers a

may encourage

conservation, as it indicates the total amount per

therm saved if consumption is reduced

Radigan mischaracterized

single rate per therm greater

12

13

14

Q. 20 Do you believe that Mr.

misunderstands how the Commission can use Southwest's

Rate

rate design proposals (the RDAP, WNAP, and its Volumetric

Design) to achieve full partial revenue

A. 20 Yes

decoupling

While Mr. Radigan is correct that Southwest would17

18

19

20

like full revenue decoupling, full revenue decoupling can

be accomplished by implementing the RDAP and the WNAP

Southwest's proposed Volumetricwithout Rate

22

23

24

Design

However, Southwest' s proposed residential Volumetric Rate

Design would serve to reduce the dollar amount of the

adjustments made through the WNAP and,

extent, through the RDAP. Furthermore, if the Commission

is reluctant to approve full revenue decoupling at this

time, partial revenue decoupling can be accomplished by

approving either one of the RDAP, the WNAP or the

to a lesser

26

27
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proposed Design

independently. Southwest specifically structured its rate

design proposals to provide the Commission with as much

flexibility as possible to address the Company's need for

increased revenue stability without adversely affecting

customers or the effective promotion of conservation and

residential Volumetric Rate

energy efficiency.

STAFF' s and RUCO' s PROPOSED RESIDENTIAL RATE DESIGN

Q. 21 Please comment o n Staff's suggestion that most o f the

potential weather and conservation-related losses can be

eliminated "by just adopting simple rate design changes

such as increasing the customer charge."9

1

2

3

4

5

6

7

8 v.

9 PROPOSALS

10

11

12

13

14 A. 21 While Staff is correct that increasing the customer

charge can enhance the Company' s ability to recover the

authorized cost of service, Staff provides no analysis to

demonstrate the level of increase that is necessary to

achieve meaningful results. Southwest demonstrated to the

stakeholders during the collaborativeparticipating

process that significant increases to the residential

basic charge wereservice required t o substantially

affect fluctuations i n margin associated with declining

use per customer and weather. This analysis i s included

as Rebuttal Exhibit No (ABC-3) . This exhibit quantifies

the basic service charge that would be necessary to

Radigan Decoupling Direct p. 10, Ins. 15-16
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eliminate most o f weather- and conservation-related

losses Staff be accomplished by

4 Q. 22 Staf f

suggests

increasing the customer charge

and RUCO modest increases to the

rate .

propose

residential basic service charge and a f l a t commodity

what impact would such a rate design have o n

Southwest, if approved by the Commission in this rate

A. 22 As previously mentioned, Company witness Mr. Cattanach

has demonstrated on rebuttal that, since the end of the

through the 12-month periodtest period i n th i s case

ending per

customer has declined on average from 332 terms to 319

March 2008 Southwest's residential use

terms S ta f f ' s rate ofproposed commodity margin

$.56013 per therm results i n an immediate s ho r t f a l l o f

$6.7 m i l l i on  pe r year ($.56013 X 917,350 customers X 13

terms) This sho r t f a l l almosti s 8.2 percent of

period,

s ign i f i cant change i n rate design i s necessary. RUCO' s

Southwest' s recorded net operating income during the test

compellingand i s further evidence that a

proposed design

million shortfall at the time rates are implemented

similar to Rebuttal

residential rate results i n a $6. 6

Q. 23

22

23

24

Has Southwest prepared an analysis

(ABC-3)Exhibit No re f lec t ing the $6.7 million

shortfall discussed above

23 Yes Assuming proposed

requirement, the fol lowing table i l l u s t r a t e s the e f fec t

Staff 's residential revenue

9

10

13

14

19

20
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Basic Charge $10.70 $11.50 $12. 80 $15.00 $17.50 $20. 00

Commodity* $.560 $.532 $.488 $.411 $.325 $.238

Shortfall $6.7 $6.3 $5.8 $4.9 $3.9 $2.8

% Net Income 8% 8% 7% 6% 5% 3%

1 that increasing the basic service charge has on the above

mentioned $6.7 million shortfall associated with the 13

therm decrease in residential use per customer

*Commodity rate based
residential revenue requirement

upon Staff' S proposed

The table demonstrates that without very

Southwest

large

isincreases to the basic service charge,

deprived of a fair and reasonable opportunity to recover

its Commission-authorized cost of service A s such

Staff's and RUCO's proposed approach to residential rate

design are not viable alternatives to address the issues

presently facing the Company. Rather, Southwest's tariff

mechanisms and rate design proposals to further decouple

revenue from sales, which are supported by AIC and SWEEP

to a limited extent, should be accepted by the Commission

in this case as they are responsive to the Commission's

Decision No. 68487, and there is no evidence of any other

Southwestviable alternative S that would provide a

reasonable opportunity

authorized cost of service

t o recover Commission

STAFF' s ALLOCATION OF NON-GAS REVENUE TO CUSTOMER CLASSES

24 Please comment on the reasonableness of Staff's revenue

Form No. 155.0 (03/2001) Word



allocation.

A. 24 Staff's position is that Southwest's proportional cost

responsibility method (PCRM) allocation of revenues among

customer beclasses should and Staff's

allocation used.

this position:

"tempered, "

Three examples are c i t e d to support

1) the r e l a t i v e l y large 12.2 percent

increase proposed fo r Southwest's Specia l Res iden t i a l

Rate Schedule No. G-15; 2) the r e l a t i v e l y small 1.5

percent increase proposed fo r Mul t i -Fami ly Res iden t i a l

Rate Schedule No. G-6; and 3) the r e l a t i v e l y  l a r g e 10.4

f o r L i gh t i ngpercent

Schedule No. G-45.

increase proposed Street Rate

1

2

3

4

5

6

7

8

9

10

11

12

13

14

Southwest's PCRM allocation methodology is intended

to move class revenues closer to each class' allocated

cost of service Classes whose rates of return are

further from the system average rate receive larger

percentage changes in revenue than classes whose return

is closer to the system average. Although Staff proposes

a "two step process" where step-one is intended to bring

class revenues closer to cost of service, the second step

requires that no class receive an increase "more than l

percent more or less than the overall increase

such, Staff's proposal effectively amounts to little more

than an equal percentage increase to customer class

revenue

Radigan Rate Design Direct, p. 4, In 6
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1

2

3

Thus . Staff' S

Staff's proposal shifts more of the increase in

non-gas costs to Southwest's high load factor customer

classes, when these classes, in fact, cost less to serve

on an average cents per therm. basis

proposal effectively disregards Southwest's actual costs

of providing service to its various classes of customers

the Company's

providing service with rates paid by customers increases

the risk that customers will make uneconomical decisions

In long-run mismatching the cost o f

11

12

13

14

Q-

with respect to their energy consumption

25 Please explain why the examples Mr. Radigan cites do not

provide a sufficient basis to reject Southwest's proposed

allocation method

A.

15

16

17

25 First, two of Mr. Radigan's three examples have nothing

do Southwest' s butto methodology,

instead, result from how Southwest's residential rates

with allocation

Schedule G-15 currently has a

The 12.2

are currently designed

steep declining block during the summer season

Scheduleincrease for G-15 results frompercent

Southwest' s proposal to eliminate its declining block

rate smallresidential The relatively 1. 5

22

23

24

design

percentage increase for Schedule G-6 is the result of the

design of Southwest's currently effective single-family

and multi-family residential rates, which have identical

27

commodity rates and Southwest's proposal not to change

this relationship. These effects have nothing to do with

Southwest's proposed revenue allocation methodology. The

19

20
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10.4 percent increase to Schedule G-45 is necessary to

from -0.71increase that schedule's rate of return

percent to (only) 0.17 percent at proposed rates, and

demonstrates that Southwest' s PCRM allocation method

works as intended to move each customer class toward cost

o f service.

SOUTHWEST' s PROPOSED RESIDENTIAL VOLUMETRIC RATE DESIGN

Q. 26 Please comment on Staff witness Robert Gray's position

that the existing PGA (PGA) mechanism must be changed

prior to the implementation of any rate design decoupling

residentialmechanism Southwest's proposed

1

2

3

4

5

6

7 VII.

8 AND ITS RELATIONSHIP TO THE PGA

9

10

11

12

13

14 A.

(i.e.,

Volumetric Rate Resign).

26 Southwest reviewed the structure and operation of the

monthly PGA mechanism during the development of its

Volumetric Rate Design proposal. Implementation

Southwest's Volumetric Rate Design would not require any

changes to Southwest's current PGA process Southwest's

monthly gas cost will continue to be calculated exactly

as it is today

o f

1) The current month' s 12-month rolling average cost of

2)

gas will be calculated

The current month's 12-month average cost of gas

will be compared to the last twelve months, and the

PGA bandwidth limit applied to determine the allowed

cent per therm change in the monthly gas cost

The resulting cent per therm change in gas cost will3)

I:Ofm No. 155.0 (03/2001) Word 20



Q.

A.

be applied to the first and second tier gas costs in

the rate design.

27 Has Southwest performed analyses showing the effects its

proposed Volumetric Rate Design?

27 Yes. Southwest performed analyses quantifying the dollar

impacts of its proposal under both colder and warmer than

RUCO Data Request 7-1. These responses are

Rebuttal Exhibit No.

normal weather conditions in response to Staff data

request 6-28. Southwest also provided further explanation

of its Volumetric Rate Design proposal in its response to

attached as

(ABC-4) ¢

Q. 28 Please describe the information reflected in Rebuttal

Exhibit No. (ABC-4) I

A. 28 The dollar amounts reflected on Page 4 of 10 show that

the Volumetric Design's decoupling

significant in comparison. to Southwest's net operating

income but, at the same time, has a negligible percentage

effect on Southwest's PGA mechanism. This is reflected in

the table below which shows the rate design's decoupling

effect as a percent of Southwest's recorded net operating

Rate effect is

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

income and recorded total purchased cost of gas.
$ Millions

Colder Weather Warmer Weather

Decoupling $ Amount $1.0 $3.8

% Net Operating Income 4.6%

Total Gas Cost 0.2% 0. 6%
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Rate Design.

except

It is also important to note that as long as no PGA

surcharge is required to recover or return amounts in the

PGA balancing account, the total amount of residential

customers' bills is unaffected by the proposed Volumetric

In that sense, Southwest's monthly PGA

process compliments the proposed Volumetric Rate Design

by limiting the need, in periods of rapidly

changing prices in the natural gas market place,

Southwest to have a surcharge to clear the gas cost

for

balancing account.

Pages 6 through 10 of Rebuttal Exhibit No. (ABC-4)

discus how the Volumetric Rate Design impacts Southwest's

accounting and also the benefits the rate design provides

to the Company and to its customers.

INCREASED DSM PROGRAM SPENDING AND THE NEED FOR FULL

Q. 29 What i s Southwest's DSM

A.

position on increasing its

program spending to at least $12.0 million at this time

as proposed by SWEEP?

29 Southwest has not yet been authorized to spend the entire

amount of its DSM program budget established in its last

general case itrate and therefore would not b e

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 VIII

16 REVENUE DECOUPLING

17

18

19

20

21

22

23

24 gaining

current DSM programs

30 In addition to SWEEP' s proposal that Southwest increase

appropriate to significantly increase that budget prior

to additional Southwest' sexperience under

Q.

its DSM program spending, SWEEP also supports Southwest's

26

27
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proposed RDAP, and correctly points out that lower per

customer revenues that result from successful energy

efficiency measures create a financial disincentive for

Southwest to enthusiastically support increased energy

efficiency efforts. Is there an approach the Commission

could consider that addresses both SWEEP's interests in

maximizing DSM program spending and Southwest' s attendant

financial concerns?

A. 30 Yes. The record is very clear that without revenue

Southwest has a distinct financialdecoupling,

disincentive to promote

However, Southwest understands that reducing the amount

reductions i n customer use.

of energy consumed by customers and reducing the amount

of money spent by customers for their energy requirements

is a goal all parties need to support for a variety of

economic and environmental reasons. Therefore, Southwest

suggests that the Commission entertain an alternative

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

approach in addressing SWEEP's proposal to increase DSM

Southwest'sspending

decoupling.

and proposed revenue

Q. 31 Please explain your proposed alternative approach to

A.

SWEEP's proposal?

31 Southwest proposes the following

Remove the determination of the level of DSM program1)

spending from southwest's general rate case process

and allow the level of spending to be established

annually or bi-annually by Commission order based on

23

24

26

27
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recommendations from the previously established1

2

3

4

This process will
allow more time to evaluate the effectiveness of

Southwest DSM Collaborative.

Southwest's currently-authorized DSM programs and

and/or

increased spending on existing programs, rather than

attempting to determine a level of spending in this

study the effectiveness o f new programs

rate case.

2) Implement Southwest's proposed revenue decoupling

provisions, the RDAP and the WNAP, on  a  p i l ot  bas i s

for three years or un t i l Southwest's next general

5

6

7

8

9

10

11

12

13

rate case, which ever occurs f i r s t .

14

15

16

During th i s

p i l o t period, the part ies can study the resu l t i ng

impacts of the RDAP and WNAP, and Southwest can

provide Staff with reports detai l i ng the dol l ar

collected/refunded theamounts by respective

at the next rate case

provisions

At the conclus ion of  the three year pi l ot  per iod or

Southwest w i l l engage the

services of an independent thi rd party to conduct a

the mechanisms and w i l lreview of provide the

Commission a copy of the consultant's report

that time the effectiveness of the RDAP and WNAP

At

could be reviewed in Southwest's next rate case, and

these mechanisms could be extended or eliminated at

27 Q. 32

that time based on their respective performance

Are you aware of other uti l it ies and state regulatory
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A. 32 Yes.

commissions that have utilized a similar approach?

Que star Gas Company, cited by SWEEP in arriving at

i t s proposed DSM spending for Southwest, had a revenue

decoupling mechanism (the Conservation Enabling Tarif f)

approved on a three-year pilot basis as a part of that

commitmentcompany's efficiency.

Southwest believes that its alternative approach outlined

above is a reasonable balance of the interests expressed

increased to energy

Q.

to date by SWEEP, Staff, RUCO, and the Company.

33 Are there any other benefits associated with Southwest's

1

2

3

4

5

6

7

8

9

10

11

12

13

A. 33 Yes.

Group among other

Page 50 of

decoupling proposals that the Commission should consider?

Arizona Governor Janet Napolitano signed Executive

Order 2005-02 establishing the Climate Change Advisory

(CCAG) and directing the CCAG to,

things, develop a climate change action plan.

climate discussesthe change action certain

program,

achieve these goals One of the energy savings goals

identified by CCAG for natural gas utility spending is

plan

recommendations for energy savings goals for electricity

and natural gas, and the implementation of the pol icy

and funding mechanisms needed tothat are

t o

ramp up to spending 1.5% of gas u t i l i t y
revenues on energy efficiency programs by 2015
pursuant to Arizona Corporation Commission
(ACC) decoupling of gas sales and revenue
Further decisions by the ACC to decouple gas
sales and revenues are viewed as central to
achieving this target Empha s i s added

Form No. 155.0 (03/2001) Word 25



Arizona Climate
2006, p. 50

Change Action Plan, August

the customer and weather

As noted by the CCAG' s recommendation, it is imperative

that, despite the lack of support from RUCO and Staff for

any form of decoupling, the Commission decouple gas sales

and revenues as this is not only central to achieving the

recommeNded target by CCAG, but it is also central to

declining

that

addressing

sensitivity challenges are

usage

negatively impacting

Southwest

Does this conclude your rebuttal testimony

Yes. it does
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Rebuttal Exhibit No._(ABC-1 )

Sheet 1 of 3

305-001
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

RESIDENTIAL UTILITY CONSUMER OFFICE
DATA REQUEST no. RUCO-8

(RUCO-8-1 THROUGH RUCO-8-2)

DOCKET no
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
MARCH 27. 2008

Request No. RUCO-8-1

Declining Consumption Follow-up to RUCO 7.3. Please indicate if the Exhibit RAM
1 Sheet 4, provided in response to RUCO 7.3 measures both weather related as
well as conservation related short-fall. If the referenced Exhibit is applicable to both
phenomena please provide similar exhibits showing the shortfall effect of weather
and conservation separately

Respondent: Pricing/Demand Planning

Response

Yes. The exhibit provided by Southwest in response to RUCO 7.3 measures both
weather and conservation effects

The attached schedule, for the calendar years 1998 (the first year of combined
rates for Southwest's Arizona service areas) through 2007, and for the most
currently available 12-month period ending February 2008, shows the shortfall
effect of weather and conservation separately

The format of the schedule is similar to the schedule provided by Southwest in
response to RUCO's Question 1 in the Decoupling Work Group meetings and
matches the average use per customer used to set rates and resulting average
commodity rates in effect in each of the eleven 12-month periods with: 1) the actual
average use per customer, 2) the weather-adjusted average use per customer, and
3) the average number of residential customers sewed for each 12-month period
included in the study

Schedule RUCO-8 attached shows that weather (see Line 11) actually made a
positive contribution to revenue of approximately $0.8 million per year on average
(Line 11, Col (m)). However, Line 11 also shows approximate $15 - $16 million
weather-related swings in revenue from year-to-year. In contrast to weather

(Continued on Page 2)



Rebuttal Exhibit No.__(ABC-1 )

Sheet 2 of 3

305-001
Page 2

Response to RUCO-8-1: (continued)

conservation has resulted in lost revenue of approximately $12.2 million on
average (Line 10, Col (m)). In total (weather plus conservation), Southwest lost
approximately $11.4 million per year on average during the study period. This
equates to a loss of approximately 8% (Line 18, Col (m)) of total authorized
residential margin over the study period. (The after-tax impact of an $11.4 million
loss in revenue as a percent of Southwest's recorded Net Operating Income is also
approximately 8%.)







Rebuttal Exhibit No._(ABC-3)

Sheet 1 Qr 1
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254-028
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-6-1 THROUGH ACC-STF-6-60)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A_07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 28. 2007

Request No. ACC-STF-6-28

Please identify, quantify and explain in detail the "decoupling effect of a declining
block rate for the recovery of non-gas costs" per Mr. Miller's testimony at page 14
line 3

Respondent: Mr. Miller/Pricing & Tariffs

Response

The above answer in Mr. Miller's testimony begins on page 13 and reads, "The
important feature of this rate design is that the composite commodity charge for
gas sales customers is a flat volumetric rate, but the offsetting block structures for
the recovery of non-gas costs and gas costs provide Southwest with the partial
decoupling effect of a declining block for its non-gas charges. This rate design is
an innovative way of combining the desirable pricing features of a flat commodity
charge rate with the desirable decoupling effect of a declining block rate for the
recovery of non-gas costs." The partial decoupling effect for the recovery of non
gas costs of Southwest's proposed rate design is quantified in the Excel file on the
enclosed CD. The calculations are based on Southwest's proposed single-family
residential non-gas rates, bills and volumes

Southwest's proposed rate design partially decouples the recovery of non-gas
costs from both weather- and non-weather-related changes in sales. To quantify
the decoupling effect of its proposed rate design, Southwest considered both the
test year pro forma weather normalization adjustment to single-family residential
customer volumes of <1,742,533> terms and the decline in weather adjusted use
per residential customer of (approximately) 6 terms discussed by Southwest
witness Mr. Cattanach. Southwest quantified the effects of 100% and 70% of the
change in customer usage taking place in the second block of the rate design

(Continued on Page 2)
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254-028
Page 2

Response to STF-6-28: (continued)

Page 1 of the spreadsheet analysis shows the adjusted single-family residential
class test year volumes of 289,056,115 terms (line 1), the volumes purchased
under the colder-than-normal test year weather conditions of 290,798,648 terms
(lines 5-7), and the volumes customers would purchase in a warmer-than-normal
year with an additional decrease of 6 terms per customer of 282,164,567 terms
(lines 13-15).

Pages 2 and 3 show what customers would pay for non-gas delivery service in
each of these three situations under Southwest's proposed rate design (Lines 1 - 6)
and under a flat-rate commodity charge rate design (Lines 7 - 10). The difference
between the two rate design approaches, which illustrates the partial decoupling
effect of Southwest's proposed rate design for the recovery of non-gas costs, is
shown on Line 11.

In the colder than normal test year, when customers used an additional 1,742,533
terms (page 1, line 2), their non-gas charges would increase by $966,287 with a
flat commodity charge rate design for non-gas charges (pages 2 and 3, line 10). In
contrast, under Southwest's proposed rate design, customers would not incur any
additional non-gas charges if 100% of their additional usage is priced at the
weather-sensitive rate (page 2, line 6), and their non-gas charges would increase
by only $460,389 if 70% of the additional usage is priced at the weather-sensitive
rate (page 3, line 6). Southwest's proposed rate design eliminates at least one-half
or more of the additional non-gas charges customers would otherwise pay under a
flat commodity charge rate design during colder than normal weather.

If usage per customer continues to decline by 6 terms and the weather is warmer
than normal, then total usage would decrease by 6,891,548 terms (page 1, line
10). With a flat commodity charge rate design, Southwest's non-gas revenues

However, the partial
decoupling effect of Southwest's proposed rate design would completely eliminate
the decrease in non-gas revenues if 100% of the decrease in usage is priced at the
weather-sensitive rate (page 2, line 6), and would limit the decrease in non-gas
revenues to $1,820,795 if 70% of the decrease in usage occurs in the weather-
sensitive rate component (page s, line 8). Southwest's proposed rate design
reduces by at least one-half the decrease to non-gas revenue it would experience
under a flat commodity rate design in warmer than normal weather.

would decrease by $3,821,570 (pages 2 and s, line 10).
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302-001
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

RESIDENTIAL UTILITY CONSUMER OFFICE
DATA REQUEST no. RUCO-7

(RUCO-7-1 THROUGH RUC0-7-10)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
MARCH 7, 2008

Request No. RUCO-.7-1:

Allocation of Gas/Non-qas Costs

Please provide the following information related to the cost allocation discussion on
pages 10 through 12 of the testimony of Brooks Congdon:

a) Explain in detail (including illustrative journal entries) how the proposed cost
allocation affects SWG's income statement and balance sheet:

b)

C)

Explain in detail what benefit SWG perceives the Company derives from the
proposed allocation, and

Explain in detail what benefit(s) customers receive from the proposed
allocation.

Respondent: Pricing & Tariffs

Response:

a. The proposed allocation of the non-gas (margin) and gas cost components of
residential sales rates has no effect on Southwest's current accounting and journal
entry procedures. The proposal only impacts the relative amounts of non-gas and
gas cost collected through residential rates as actual use per customer varies from
the level (332 terms per customer per Southwest's proposal) used in setting rates.
The effects of Southwest's proposed residential rate design on the recovery of non-
gas and gas costs versus a more conventional average cost rate design are
illustrated below using the rates reflected in the table on page 10 of Mr. Congdon's
Direct Testimony

(Continued on Page 2)
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302-001
Page 2

Response to RUCO-7-1: (continued)

Non-Gas Rate Gas Cost Rate Total

Average Rate Design $55376 $.93689 $1 .49065

Proposed Rate Design
Non-Weather
Sensitive Use

Weather-Sensitive Use
$88069
.00000

$ .60996
1.49065

$1 .49065
1 .49065

Number of Residential Customers 917.350

Scenario 1 - Assuming that average use increases as a result of colder than
normal weather by 10 terms per customer and all of the increase is in the
weather-sensitive 2nd block of the proposed rate design, the effects under the
average and proposed rate designs in millions of dollars are summarized below

Non-Gas Rate Gas Cost Rate Total

$5.1 $8.6

13.7

$13.7

13.7

Average Rate Design

Proposed Rate Design

Difference <$5.1> $ 5.1 $ 0.0

In Scenario 1. Southwest's net after tax income would be $3.1 million less ($5.1
million X (1 - $0.395292 tax rate)) under its proposed rate design and an additional
amount of $5.1 million (excluding interest) would accrue to Southwest's PGA
Balancing Account resulting in a lower PGA balance than under an average cost
rate design. Also, it is important to note that total gas cost incurred would not
change, therefore, the PGA impact is merely a timing difference resulting from
more timely collection of gas cost. No change in the accounts or methods used to
record these ratemaking impacts in the accounting records would result, but the
decrease in net income, net of tax, would result in a reduction to revenue on the
income statement (vis-8-vis an average cost rate design) for that given period, with
an associated decrease to cash on the balance sheet. The timing difference in
collecting gas cost from customers would reduce the 191 account but also increase
cash for the period, resulting in no net effect on the balance sheet and no ultimate
impact on the income statement

(Continued on Page 3)
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302-001
Page 3

Response to RUCO-7-1: (continued)

Scenario 2 - Assuming that average use decreases as a result of warmer than
normal weather by 10 themls per customer with 50% of the decrease in the
weather-sensitive 2nd block and 50% in the non-weather-sensitive block of the
proposed rate design, the effects under the average and proposed rate designs in
millions of dollars are summarized below.

Non-Gas Rate Gas Cost Rate Total

<$5.1> <$8_6>

<9.6>

<$13.7>

< 13.7><4.1>

Average Rate Design

Proposed Rate Design

Difference $1.0 <$ 1.0> $ 0.0

In Scenario 2, Southwest's net after tax income would be $0.6 million more ($1
million X (1 - $0.395292 tax rate)) under its proposed rate design and there would
be an immediate $1 million impact (excluding interest) to PGA sales customers.
Again, total gas cost incurred would not change and the PGA impact is only a
timing difference resulting from the collection of gas cost over a longer period of
time. No change in the accounts or methods used to record these ratemaking
impacts in the accounting records would result, but the increase in net income, net
of tax, would result in an increase in revenue on the income statement for that
given period, with an associated increase in cash on the balance sheet. The timing
difference in collecting gas cost from customers would have an immediate increase
to the 191 account but also decrease Cash for the period, resulting in no net effect
on the balance sheet and no ultimate impact on the income statement. The $0.6
million addition to after-tax income represents almost 1% of Southwest's recorded
Net Operating Income (see Volume ll, Schedule A-1), while the $1 .0 million impact
to the PGA is less than 0.2% of Southwest's recorded gas cost (see Volume ll,
Schedule C-1, Sheet 3).

Southwest's proposed residential rate design will stabilize the recovery of its fixed
costs of providing service when use-per-customer increases or decreases from the
level used to set rates. As explained above, the effect of the proposed rate design
is to shift over-recoveries of authorized margin per customer that would otherwise
accrue to Southwest's shareholders when usage per customer is greater than the
level used to set rates, to the PGA Balancing Account where the net dollar impact
will be reduced interest on the resulting PGA balance. Conversely, when usage per
customer is less than the level used to set rates, under-recoveries of authorized

(Continued on Page 4)
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Page 4

Response to RUCO-7-1: (continued)

margin that would otherwise reduce shareholder earnings, are also shifted to the
PGA Balancing Account resulting in slightly greater interest expense. Over time,
with both colder and warmer weather, the measurable effect of the proposed rate
design on PGA interest expense should be de minimum in comparison to total gas
cost expense.

Please also refer to the Company's response to Staff data request no. STF-6-28 for
additional discussion of the effects of Southwest's proposed residential rate design.

b. Southwest will benefit from the proposed rate design because the adverse
financial impact of declining use per customer on non-gas revenues, i.e., the
recovery of SOuthwest's fixed costs of providing service, is less than under an
average cost rate design. Southwest's proposed rate design also has the desirable
feature of better matching cost recovery with cost incurrence: 1) recovery of
Southwest's fixed costs of providing service (the cost of pipes, meters, property
taxes, etc.) is less dependent on the total volume of gas delivered to customers
than under a more traditional rate design, and 2) Southwest recovers more gas
cost revenue when use per customer increases and gas prices would also be
expected to be increasing (use per customer increases with cold weather and cold
weather helps drive up winter gas prices) than under an average cost rate design.

c. Customers benefit from Southwest's proposed rate design because: 1)
conservation-related savings are increased by the elimination of the lower priced
second block in Southwest's current declining block rate design, 2) enhanced
recovery of Southwest's fixed cost of providing service will extend the timing of
Southwest's rate cases, all other factors being equal, and may result in reduced
capital costs, 3) improved fixed cost recovery discussed in parts a. and b. above, is
achieved through a single commodity charge effective sales rate with no significant
shifting of costs between small and large volume customers, as would be the case
with a traditional declining block rate design and/or large increases in the basic
service charge, and 4) the only cost/savings to achieve these customer benefits is
the dollar impact to the PGA Balancing Account interest accrual

Because the fixed costs of providing service are recovered through the basic
service charge and less usage-sensitive components of the rate structure as
compared to Southwest's currently effect residential rates, fixed cost recovery
would be more evenly distributed across small and large volume residential
customers. This result would allow Southwest to economically provide service to

(Continued on Page 5)
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Response to RUCO-7-1: (continued)

residential customers whose
Southwest's current
establishing service. This effect is illustrated in the example below.

volumes and resulting annual margin, given
rate design, might not otherwise support the' cost of

Non-Gas Rate
Annual

Usage [1]
Annual Non-Gas

Revenue [2]

Average Rate Design $55376 300 terms $166.13

Proposed Rate Design
Non-Weather-
Sensitive Use $.88069 300 terms $264.21

$ 98.08Difference

Estimated Cost of Service Factor 20%

Additional Supportable Facilities Investment $490.40

[1] 300 terms equals sum of proposed summer and winter rate blocks times six
months (15 terms XI + 35 terms X 6).

[2] Excluding basic service charge revenue, which is assumed to be the same in
both rate designs


