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1
Southwest Gas Corporation

Docket No. G-01551A-07-0504

2

BEFORE THE ARIZONA CORPORATION COMMISSION3

4

5

6

7 INTRODUCTION

P r e p a r e d  R e j o i n d e r  T e s t i m o n y
o f

R a n d i  L .  A l d r i d g e

Q. 18

9

10

11

A. 1 M y  b u s i n e s s  a d d r e s s  i s

Q. 2

Please state your name and business address.

My name is Randi L. Aldridge.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same Randi L. Aldridge who sponsored direct

behalf Southwestand rebuttal o n o f Gas

Corporation

t e s t i m o n y

( So u t hwes t o r the Company) i n this

A. 2

Q. 3

proceeding?

Yes, I am.

What i s the purpose o f your prepared re jointer

testimony?

A. 3 The purpose of my re jointer testimony i s t o respond to

specific aspects o f the surrebuttal testimony presented

by Ralph Smith, the

Corporation Commission Utilities Division Staff (S ta f f ) ,

and Mr. Rodney L. Moore, witness for the Residential

Mr . c . witness for A r iz o n a

12

13

14

15

16

17

18

19

20

21

22

23

24

U t i l i t y Consumer Office I their

25

26

27

Q. 4

(RUCO) regard ing

recommendat ions  for  ra temaking  t rea tment  o f  cer ta in  ra te

base and operat ing expense items.

exh ib i t syou prepare

testimony?

Did t o support your rejoinder

Form No. 155.0 (03/2001) Word



1

2

A. 4 Yes.

Exhibit

I prepared the exhibits identified as Rejoinder

No. Exhibit(RLA-1) through Rejoinder

No. (RLA-3>3

4 Q. 5

5

6

7

A. 5

Please summarize your rejoinder testimony.

My rejoinder testimony will address the following:

(1) RUCO's proposal to exclude the Company's 2008 wage

increase.

(2) Staff's proposal

Company's AGA dues.

(3) RUCO's proposal to exclude a portion of the Company's

t o exclude a portion o f the8

9

10

11

12

13

14

employee recognition expenses.

(4) RUCO's proposal to exclude a portion of the Company's

miscellaneous general expenses.

15

(5) The Company's position regarding Staff's proposal on

customer advances and customer deposits, as a result

of RUCO's withdrawal of i t s proposed adjustment on

(6) Staff's

the Company's uncollectible expense.

incorrect thatassertion Southwest's MIP

costs in this rate case are 76 percent higher than

the last rate case.

2008 WAGE INCREASE

Q. 6 Has RUCO's position regarding the Company's proposal t o

include the 2008 wage increase i n the cost o f service

changed since its direct testimony?

A. 6 No.

16

17

18

19

20

21

22

23

24

25

26

27

Q. 7 Do you have additional evidence t o support the

appropriateness of a three percent wage increase for

Form No. 155.0 (03/2001) Word



2008?

A. 7 Yes. In addition to the discussion in my rebuttal

1

2

3

4

a t pages 2 and which shows that the

5

6

was prepared consistent with the the

7

8

9

10

11

testimony 3,

adjustment does not violate the matching principle and

methodology

Commission approved in the Company's last general rate

case, Southwest's proposed 2008 wage increase is known

Attachedand measurable. a s Rejoinder Exhibit No.

12 wage

(RLA-1) is the Company's announcement to employees

that Southwest's Board of Directors has approved salary

increases to be effective June 23, 2008. The actual

theincrease is identical to estimated wage

three

has not opposed

For these

the

increase the Company proposed in its filing

percent. Furthermore, Staff

Company's request for the 2008 wage increase.

the shouldreasons,

entire labor annualization adjustment as filed.

Commission accept the Company's

Q. 8 Staff maintains that the final NARUC audit report and

the Florida Cities Gas decisions should be considered by

the Commission in determining the appropriate percentage

of AGA dues that should be disallowed from operating

Do either of

15

16

17

18 AGA DtJES

19

20

21

22

23

24

25

provide support

position that AGA's cost for its Public Affairs and

Corporate Affairs departments be disallowed in their

entirety, and that 50 percent of AGA's General Counsel

expenses

these documents

(Smith surrebuttal, page 33)

evidence t o Staff's

13

14

26

27

Form No. 155.0 (03/2001) Word



1

A. 8 No.

and Corporate Secretary functions be disallowed?

Neither theseo f documents contain evidence2

3

4 t o

supporting Staff's proposal to disallow amounts related

the Public Affairs, Affairs, General

5

6

7

Q. 9

Corporate

Counsel and Corporate Secretary functions.

f act AGADoes the that a n dues exclusion o f

A. 9 No.

approximately 40 percent applied to a. Florida utility

have any bearing on this case?

Staff's proposed 40 percent disallowance of AGA

dues is purely arbitrary, and Staff has not presented

evidence demonstratingany o r analysis the

8

9

10

11

12 reasonableness of disallowance o r the

13

14

15

16

17

o f

proposed

Southwest's To the

Q. 10

inappropriateness adjustment.

contrary, my direct and rebuttal testimony demonstrate

the reasonableness of Southwest's proposed adjustment,

which has also not been challenged by RUCO.

Has Staff discussed the functions of Public Affairs,

wouldCorporate Affairs,

customarily be disallowed had they been conducted by

Southwest directly?

in Exhibit No.

o r General Counsel that

A. 10 No. However,

18

19

20

21

22

23

24

(RLA-2) of my direct

testimony, I provided AGA descriptions of its functional

centers. Exhibitcost I n Rebuttal No. I(RLA-1),

provided a narrative prepared by AGA which describes

costvarious functional centers in more detail and

how customers benefit from the activities

25

26

27

explains

performed within each function. The General Counsel

Form No. 155.0 (03/2001) Word



1

2

Office is described on page 10 and the Public Affairs

I have

3

4

through

benefit from AGA activities in excess of the dues that

demonstrated

function is described on pages 11 through 13.

these thatexhibits customers

Southwest pays and it is reasonable for Southwest to

recover the non-lobbying portion of these functions in

rates l

Q. 11

values,

administrative costs

Staff pointed out that the percentages that Southwest

used for marketing and lobbying could be updated to 2008

that portion

(G&A)

(Smith surrebuttal, pages 34-35) .

and a general

should be allocated to the

o f AGA and

advertising function

Is Southwest opposed to this?

5

6

7

8

9

10

11

12

13

14 A. 11

15

16

17

18

19 EMPLOYEE RECOGNITION EXPENSES

No, these proposals are reasonable. Southwest agrees

that an increase to i t s proposed adjustment to AGA dues

for G&A and to re f l e c t 2008 AGA budget percentages i s

Accordingly, Southwest's proposed exclusion

for AGA dues should be increased by $4,575.

reasonable.

Q. 12 RUCO disagrees with the rationale that

recognition expenses

Company's

should be included in

20

21

22

23

24

25

26

27

employee

rates, as the expenses are "...additional compensation

to its employees to perform work functions,

which are county mandated, that should be considered a

condition of employment." (Moore surrebuttal, page 10) .

Do you agree that the work functions that the employees

may receive recognition awards for should be considered

some of

Form No. 155.0 (03/2001)Word



1

A. 12 No2

3

4

a condition of employment?

First of all, Maricopa County's Trip Reduction

Program ("TRP" the mandated program to which

refers) does not mandate that Southwest's employees take

and from work.

I RUCO

5 alternative forms of transportation to

mandatesthe County that Southwest offer6

7

Rather,

incentives t o encourage t o make

It is unreasonable

8

9

10

11

employees voluntary

changes in their choice of transportation as part of the

Company's participation in the TRP.

expect Southwest employees

alternative forms of transportation to and from work as

t o to force t o take

12

13

14

15

Secondly, employee

programs, described in my rebuttal testimony at pages 9

through 11, reward outstanding performance by employees.

Outstanding performance of work functions goes above and

a condition of employment.

the other three recognition

beyond expected performance. It is unreasonable to have

an expectation that all Southwest employees' performance

should exceed expectations at all times, simply as a

condition of their continued employment.

Finally, RUCO recognizes that it is important that

"haveSouthwest programs

cost

and o nproactive

safety, productivity, and

surrebuttal, page 10),

policies

containment," (Moore

16

17

18

19

20

21

22

23

24

25

26

27 make

which provides validity to the

Company's position that it is appropriate that Southwest

offer these programs, and that it is inappropriate to

performancethe rewarded by these programs a

Form No. 155.0 (03/2001) Word



1

2

3

4

condition employment.

recommend that the Commission allow the modest costs of

of Southwest continues t o

these programs in rates since the benefits o f these

programs outweigh the costs, and these employees provide

service to customers above and beyond a satisfactory

level .

Q. 13 Did RUCO recognize that double counted

certificates

gif t

:Lm its miscellaneous adjustment and its

5

6

7 MISCELLANEOUS EXPENSES

8

9

10

11

12

A. 13

employee recognition adjustment?

it did. RUCO increased operating expenses by

Q. 14

Yes,

$19,160 to correct for this.

RUCO states that has differences"

appropriateness

items.

"philosophical

(Moore surrebuttal, page 7) with Southwest regarding the

of remainingcost for the

13

14

15

16

17 A. 14

Do you agree?

In some cases this may be true. However, RUCO did not

provide specific testimony as to why it disagreed with

my rebuttal testimony, other than to state the fact that

it has philosophical differences with Southwest.

don't believe that RUCO has raised a reasonable doubt

that these expenses should not be appropriately included

RUCO simply states that it believes thesei n rates.

RUCO does not provide any

18

19

20

21

22

23

24

25

26

27

Q. 15

expenses are unnecessary.

evidence or analysis to support its conclusion.

Did you provide additional testimony in your rebuttal

supporting the appropriateness of these expenses?

Form No. 155.0 (03/2001) Word



1 A. 15 Yes.

2

3

4

rates I I summarized the5

6

7

8

9

I provided detailed descriptions of these items at

pages 12 and 13 of my rebuttal testimony, and I have

explained how these expenses provide customer benefits

and/or cost savings, and are appropriately included in

Also, on page 14 (Q&A 27)

remaining categories of expenses that RUCO removed that

i t did not describe in its direct testimony or its

Based on my rebuttal testimony,

ofSouthwest

surrebuttal testimony.

i t shas met burden proof that these

expenses are appropriately included in rates.

Q. 16 Since RUCO withdrew proposed

its

t o

uncollectible i n

adjustment

surrebuttal testimony

Staff's

10

11 UNCOLLECTIBLES, CUSTOMER ADVANCES, AND CUSTOMER DEPOSITS

12

13

14 I does Southwest support

15

expense

(Moore, page 10)

proposed adjustment to customer advances and customer

deposits?

A. 16 Yes. opposes

As such, Southwest supports Staff's

proposal to use end of test year amounts for customer

advances and customer deposits.

party

expense a s filed.

No Southwest's uncollectible

MANAGEMENT INCENTIVE PLAN (MIP) EXPENSE

Q. 17 surrebuttal testimony heOn page 26 of Mr. Smith's

asserts expense percent

higher in this rate case than in the prior case, is this

that Southwest's MIP i s 76

correct ?

A. 17 No.

16

17

18

19

20

21

22

23

24

25

26

27 expense since 2001.

I have attached two exhibits showing recorded MIP

(RLA-2) is Southwest'sExhibit No.

Form No. 155.0 (03/2001) Word



response to a data request in the Company's 2004 rate

case, which shows the recorded MIP expense in the 2004

notrate case was and $3,366,667

26 of his surrebuttal

a s

1
case is $5,919,502

test

Q. 18

$6,677,800,

purported by Mr. Smith on p.

testimony. Exhibit No. (RLA-3) is Southwest's response

to a data request in the Company's current general rate

case, which shows the recorded MIP expense in this rate

Contrary to Mr. Smith's assertion,

the MIP expense has actually decreased from. the

year in the 2004 rate case by approximately 11 percent.

Does this conclude your prepared rejoinder testimony?

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

A. 18 Yes, it does.

Form No. 155.0 (03/2001) Word



Year 1 20. 1 % increase
Year 2 17.7% increase
Year 3 9.5% increase
Year 4 9.1% increase
Year 5 8.7% increase
Year 6 8.4% increase

10GE HamanBase News SIIIIIWIIIEST EHS

Rejoinder Exhibit No._(RLA-1)
Sheet 1 of 1

llllllll
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Southwest's Board of Directors has approved salary increases for both exempt and non-exempt
employees. This increase, which is consistent with market compensation trends, will become
effective for the pay period beginning June 23, 2008 and will be reflected in the July 11"'
paychecks.

An Overview of Total Compensation

Before we get into details about the pay increases and how they will work, we thought we'd share
some information with you about the total compensation program at Southwest Gas. In 2008,
wages and benefits compose almost 63% ($218 million) of our Operations and Maintenance
Expense budget. Budgeted company contributions for 2008 include:

•

•

•

$19 million for the pension plan,

$17.3 million for the medical plan,

$2.2 million for the annual step-rate increase (for employees not yet at Step 9), and

$2.6 million for non-exempt wage adjustment (NEWA).

Total compensation encompasses the increases in health and welfare expenses like insurance
premiums, retirement contributions and employer matching on your 401(k) contributions. We
believe that the components of your total compensation that make up your complete package of
wages and benefits must be balanced to ensure your overall well-being.

What Kind of Increase You Can Expect

Nonexempt (overtime eligible) employees will receive an increase based on your classification:

• If  you are a Step 9 employee, you will receive a 3% nonexempt wage adjustment
(NEWA).

• If you are a Step 1 through Step 8 employee, you will continue to receive "step increases"
£21LLS the 3% NEWA.

The following shows the exceptional salary increases received each year-including NEWA--
starting at Step 1:



Docket No. G-01551A-04-0876

RUC0-2-13

SOUTHWEST GAS CORPORATION
MANAGEMENT INCENTIVE PROGRAM

TOTAL COMPANY COSTS FOR THE YEARS ENDED
DECEMBER 31, 2001 THROUGH 2004 AND THE TEST YEAR ENDED AUGUST 31, 2004

RESPONSE TO RUCO DATA REQUEST no. 2-13

Rejoinder Exhibit N0._(RLA-2)
Sheet 1 of 1

Description 2001 2002 2003 2004
TME

8/31/04

Recorded Amounts

Less: Special Incentive Award

$ 4,770,000 $ 5,000,000 $ 6,400,000 $ 5,850,000 $ 6,800,000

108,700 113,000 114,700 122,200 122,200

$ 4,661,300 $ 4,887,000 as 6,285,300 $ 5,727,800 $ 6,677,800Management Incentive



Attachment
RUC0-1-10

Sheet 1 of 1

SOUTHWEST GAS CORPORATION
ARIZONA GENERAL RATE CASE

INCENTIVE PROGRAMS
IN RESPONSE TO DATA REQUEST no. RUCO-1 -10

UPDATED 3/25/08

Rejoinder Exhibit No.__(RLA-3)
Sheet 1 of 1

D A T E C O R P A Z Account
M IP
Eligibi l i ty:  Sr Mgrs and Above 2004

2005
2006

12ME Apr 07

$ 5,699,300
5,681 ,550
5,241 ,806
5,919,502

920
920
920
920

Exempt Special  Incentive
Eligibi l i ty:  Al l  non-incent ive
exempts wi th at  least  6
mos.  service

2004
2005
2006

12ME Apr 07

$ 150,700
148,450
154,500
151,250

920
920
920
920

Service Planning
Qual i ty Incentive Award
Eligibl i tyz service planners,
t he i r  sups  and managers ,
industrial  gas engineers

2004
2005
2006

12ME Apr 07

$ 168,035
140,171
143,865
137,522

$ 431,425
465,150
367,534
290,004

903
903
903
903

Stock Option Expense
Expense that  must  be
recognized on Southwest 's
books

2004
, 2005

2006
12ME Apr 07

1 ,493,694
1 ,507,520

n/a
n/a

920
920
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1

2

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

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

ROBERT A. MASHAS

Q. 1

A. 1 My business address is

3

4

5

6

7 INTRODUCTION

8

9

10

11

12

13

14

Q. 2 Are

Please state your name and business address.

My name is Robert A. Mashas.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

the Robert Mashas previously

sponsored direct and rebuttal testimony on behalf of

Southwest Gas Corporation (Southwest or the Company) in

you same A. who

A. 2

Q. 3

A. 3 t o respond t o

this proceeding?

Yes, I am.

What is the purpose of your prepared rejoinder testimony?

The purpose of my rejoinder testimony is

specific aspects of the sur rebuttal testimony presented

by Arizona Division

Staff

Corporation

witnesses Messrs. Ralph c.

Residential

Commission Utilities

Hanson,

(Staff)

Phillip s. Teumim,

witness Mr.

and

Smith, Corky

17

18

19

20

21

22 Consumer Office Rodney L. Moore,

regarding their recommendations for ratemaking treatment

of rate base, certain operating expense items, and the

(RUCO)

23

24

25

26

27

Q. 4

Company's line extension procedures and policies.

Did you prepare

testimony?

exhibits t o support your rejoinder

15

16

Form No. 155.0 (03/2001) Word



1 A. 4 Yes. exhibit identified as Re jointer

2 Exhibit No.

I prepared the

(RAM-1).

3 Q. 5

4 A. 5

Please summarize your rejoinder testimony?

testimonyrejoinder address the following

5

My

issues:

6

7

8

Injuries and Damages: Staff's calculation of the 10-

year average of self~insured retentions.

Yuma Manors:

9

10

Staff's proposal to disallow all gas

plant required to replace 50-year old pipe.

Gain on sale of Sundt Plant: Staff's calculation of

11

12 •

the gain.

Lead-Lag Staff's calculation of preferred

13

14 •

Study:

equity expense lag.

Line Extension Policy: Staff's recommendation related

15 to the Company's line extension policy.

16 INJURIES AND DAMAGES

17 Q. 6 Does Staff witness Mr. Smith concede that in the last

18 rate case RUCO and Southwest upon a

19

Staff,

deriveto the

agreed

self-insured portion of

20

methodology

injuries and damages?

21 A. 6 Yes.

22 Q. 7 Did Southwest use the same methodology to determine the

23

24

appropriate level of self-insured expense in this rate

case?

25 A. 7 Yes. Consistent with the methodology established in the

26 Company' s last general rate case, for ratemaking

27

Form No. 155.0 (03/2001) Word



Southwest treats all self-insured costs a s1

2

purposes,

"system allocable" rather than direct

expenses3

4

jurisdictional

The Company has two categories of self-insured

first isThe the self-insured

5

6

7

8

9

expense. category

retention for up to the first $1 million of claim expense

for each incident, regardless of the number of incidents

that may occur in a claim year (August l through July 31

of the following year) . The second category is the self-

insured aggregate amount per claim year, which covers

claim expense above the first $1 million self-insured

retention up to an aggregate not to exceed $5 million.

The $5 million can come from more than one incident and

i s not Consistent with the

expense •

jurisdictional-specific.

agreed-to methodology in the last rate case, the Company

used a 10-year average of both categories of self-insured

Finally, in order to determine an appropriate

level of the $5 ndllion aggregate expense, the Company

needed to use the ten-year history of actual claims

the amountsexpense and not recorded o n the

Q. 8

A. 8

paid

Company's books during this period.

Did RUCO propose a methodology different from the one it

agreed to in the Company's last general rate case?

No. RUCO did not recommend a change in methodology from

the one agreed to in the Company's last general rate

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25 case. However, in its direct case, RUCO is recommending

that the Company's proposed self-inured expense level be

increased by $283,664 impactt o reflect the of a n

26

27
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1

2

3

4

Q. 9

accounting error that occurred in June 2006.

Did the Company provide Staff with a comparison of the

Company's current calculation to that agreed upon in the

last rate case?

A. 9 Yes The Company's response t o Staff Data Request No.

13-14 provides a side-by-side comparison. A copy of

Staff Data Request No. 13-14 is included in Staff 's

surrebuttal testimony as Attachment RCS pages

The comparison is shown on page 30 of the

8, 25

through 32

Attachment

Q. 10 Please discuss the three levels of claims

5

6

7

8

9

10

11

12

13

14

A. 10

expense

detailed on Staff surrebuttal Attachment RCS 8, page 30.

The first level of claims expense shown on line 1 is the

ten-year total of claims resulting in amounts less than

$l million. Line two is the ten-year total of $1 million

self-insured retentions . Both of these amounts were

recorded on the Company's books.

year tota l  of  c l a ims expense that  exceeded $1 ndl l i on,

but did not exceed $10 mi l l ion in the last rate case, and

Line three is the ten-

was less than $5 million i n the current rate case.

15

16

17

18

19

20

21

22

23

24

25

26

27

Except for the May 2005 incident, none of these amounts

were recorded on the Company's books since, prior to

August 1, 2004, the Company had insurance coverage that

indemnified i t for these costs. However, on a going-

forward basis, the Company is self-insured for the up to

$5 million aggregate level of claims expense. Effective

with the August 2004 plan year, to the extent claims

Form No. 155.0 (03/2001) Word



1 expense exceeds $1 million, and up to the $5 million

aggregate, these amounts are recorded on the Company's

books.

2

3

4 Q. 11 Please compare the "Arizona allocated" derived in this

rate case to that agreed to in the Company's last rate5

6 case I

7

8

9

10

11

A. 11

Q. 12

12

A. 12

Staff Attachment RCS 8, page 30, line 8 shows the Arizona

allocation in this rate case is $1,762,263 compared to

the last rate case amount of $1,731,312. The allocation

in this rate case is only $30,951 higher, or 1.8 percent.

Please compare the ratemaking adjustment required in this

rate case to that required in the last rate case.

Staff surrebuttal Attachment RCS 8, page 30, line 15,

ofshows that in the last rate case, a n

13

14

15

16

17

was t o increase

adjustment

the recorded$1,168,760 necessary

"positive" $562,552 to the $1,731,312 level of self-

insured expense.

$2,512,119 necessary

"negative" $749,856 to the $1,762,263 level of self-

i s

In this rate case, an adjustment of

thet o increase recorded

Q. 13

A. 13

18

19

20

21

22

23

24

25

26

27

insured expense.

Please explain why the adjustment in this proceeding is

more than double the adjustment in the last rate case

when the end result is only $30,951 higher.

The current adjustment is $1,343,359 higher than the

adjustment required in the last rate case proceeding

primarily because of the difference in the two recorded

test year amounts. The difference between the recorded

Form No. 155.0(03/2001) Word



1

2 and a negative test year)

3

test year amount of a positive $562,552 (2004 test year)

$749,856 (2007 equals

The remaining $30,951 is the increase in the

4

$1,312,408.

level of self-insured expense.

5 Q. 14

6

Is it possible to have a "negative" claims expense on a

going-forward basis?

No.7 A. 14 Actual claims expense will always be positive.

8

9

10

However, liability claims can take years t o process and

during that time, an accrual for a "positive" accrual

estimate recorded in one accounting period can result in

11

12

13

a "negative" adjustment to a previous accounting period's

accrual. Any negative adjustment will only be t o a

previous positive accrual. The negative adjustment will

14 never exceed the positive accrual.

15 Q. 15

16 amounts

Is the dollar magnitude of the adjustment to recorded

reasonablenessindicative of the of the end

17 result?

18 A. 15 No. The end result determines the reasonableness. For

19 the recorded expense t o be

20

21

instance, happened

$1,762,263 and no adjustment was required, i t  does not

make the $1,762,263 any more reasonable, it just makes it

less controversial.22

23 Q. 16 I s Staff' S proposed level of self-insured expense

24 reasonable?

25 A. 16 No. Staff relies on recorded Arizona direct amounts and

26

27 related to

removes the only incident recorded on the Company' s books

the establishedself-insured aggregate in
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1

2

Staff's calculation provides for "zero

3 Q. 17

August 1, 2004.

dollars" for this level of expense.

Staff removed the recorded $10 million amount related to

4

Staff

the May 2005 Tucson, Arizona incident that was recorded

as a System Allocable expense in December 2005.

describes incidentthis a s extreme I unprecedented,

Is this a fairextraordinary, and not expected to recur.

characterization of this incident?

5

6

7

8

g

10

11

12

13

14

A. 17 No, not when the incident is put into the proper context.

The May 2005 incident resulted frmn a leaking pipe in

Tucson, Arizona. The self-insured aggregate level in

place at that time was $10 million, which was recorded as

a System Allocable common expense consistent with the

ratemaking methodology agreed to by Staff, RUCO, and the

Company in the previous rate case. The $10 million could

have been recorded as a direct Arizona expense and it

would have been, but the Company recorded it as system

allocable to be consistent with the methodology agreed to

by all the parties in the last Arizona general rate case.

The Company acknowledges that the claims expense related

to the May 2005 incident was the first time that the

dollar impact of a jurisdictional-specific incident was

Systemrecorded a s a Allocable However,

comparison

15

16

17

18

19

20

21

22

23

24

25

26

27

expense.

comparing that expense to the previously recorded System

Allocable amounts is an "apples to oranges"

because prior to the last Arizona general rate case,

Allocable toSystem recorded amounts were limited
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1 automobile o r personal incidents

2 corporate o r

injury

facilities located

involving

theat

3

4

employees

corporate headquarters in Las Vegas, Nevada; not state

incidents involving gas leaks.

5

6

7

specific The potential

dollar impact of an explosion caused by a gas leak is not

comparable to an automobile or personal injury incident.

Mr. Smith's proposal to exclude the impact of the Tucson

and when taken out of8 incident because it is large,

g ma y extreme I unprecedented,

10

11 automobile

context, appear

extraordinary, and not expected to recur when compared to

claims,accidents personal injury i s

12

13 Q. 18

14

improper.

During the ten-years ending April 2007, was the May 2005

incident the only time where claims paid reached the $5

15

16 A. 18

million aggregate threshold?

The $5 million threshold was met as a result of aNo.

17 January 2003 Arizona incident.

18

In 1993, the Company had

two incidents where the $5 million threshold was met.

19 Furthermore, in 1997 and 1998, there were three incidents

20 where the claims paid exceeded the $1 million self-

but did not exceed the $5 million21 insured retention,

22 threshold. Except for the May 2005 incident, all of the

other incidents were not recorded on Southwest's books23

24

25

because the Company had insurance for claims expense

Since August 1, 2004, the Company has

been and continues to be self-insured for these amounts.

above $1 million.

26

27 Therefore, it is appropriate and necessary to provide for
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1

2

3

4

this level of self-insured expense.

andRico, the

The methodology

thein

5

6

7

Q. 19

8

9 A. 19 The

agreed to by Staff, Company

Company's last general rate case is as reasonable now as

was then. Staff's proposed "zero dollar" level is not.

What adjustment to Staff's proposed cost of service is

necessary in order to provide a reasonable level of both

the up to $1 million self-insured retention and the not

to exceed $5 million aggregate self-insurance?

$1,135,381 increase to pre-tax operating expense

shown at the top of page 40 of Mr. Smith's Surrebuttal

the adjustmenttestimony

reasonable level of self-insured expense

i s necessary t o provide a

10

11

12

13

14

on a going-

The adjustment consists of two parts.

The first part is an increase of $283,664 to reflect the

impact of the

forward basis.

Both RUCO witness

accounting error referred t o i n RUCO's

operating expense Adjustment No. 2 .

Rodney Moore and Company witness Randi Aldridge address

this adjustment i n their respective testimonies. The

15

16

17

18

19

20

21 YUMA MANORS

second part of the adjustment is the $851,717 reversal of

Staff's proposed Adjustment No. C-12 Revised.

Q. 20 Does Staff continue to propose that Southwest write-off

100 percent of the cost of replacing the 50-year old Yuma

22

23

24

25

26

27

A. 20

Manors steel pipe system?

Staff witnessesYes. Smith and Hanson continue t o

propose that 100 percent of the replacement cost of the

50-year old steel pipe system be excluded from rate base.
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This exclusion will require the Company to permanently

write-off the $1,231,762 spent to replace the 50-year old

1

2

3

4 Q. 21

system.

Why ratemaking

considerably harsher than that approved by the Commission

in similar cases where the premature replacement of pipe

was addressed is appropriate in this case?

Staff believes that the circumstances in the Yuma Manors

does Staff believe that a treatment

A. 21

programs

Therefore,

warranted.

are different than those of the four pipe replacement

discussed in my Rebuttal testimony.

harsher punishment of Southwest is somehow

that I

Q. 22 What are the differences noted by Staff witness Smith?

5

6

7

8

g

10

11

12

13

14 A. 22 Mr. Smith, on page three,

testimony, states " in the current rate case as a cost

line 17 of his surrebuttal

that has arisen as the direct result of incorrect actions

line o f his surrebuttal

15

16

17

18

19

20

21

"With respect t o

warrant S a more extreme ratemaking

22

23

24

25

26

27

taken by SWG personnel resulting in the failure of that

system." On page 5, 12

testimony, Mr. Smith further states,

Yuma Manors, as explained by Staff witness Hanson, the

premature replacement was not attributed to defective

material and/or installation, but rather to the actions

of SWG employees." Staff places significant importance

on the notion that a Mistake by Southwest "employees"

treatment than

and/orreplacement resulting from defective material

improper installation.
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1

2 Once all the

How many Southwest employees were involved?

Only one Southwest employee was involved.

facts Southwestwere known I corrective and

remedial actions.

applied

The employee also f aced disciplinary

action .

3

4

5

6

7

Q. 24 Were improper actions taken by Tucson Gas and Electric

resulted(TGE) personnel that in the premature

A. 24 Yes

replacement of Alkyl A pipe?

used Alkyl ATGE a s gas

1978 •

8

9

10

11

12 from TGE in 1979. In Southwest

system

noted a

pipe primary

distribution pipe material during the years 1967 through

Southwest acquired the gas distribution

1981-82,

f alluressignificant

impingement.

number of pipe

Southwest determined that the

due to rock

15

16

17

18

19

20

21

22

23

By 1983,

large number of leaks was caused by TGE's use of:

24

Q. 25

1)

improper backfill material; 2) improper pipe squeeze; 3)

improper heat-fusion; and 4) problems with amp fittings

and service tee caps. As a result of improper actions by

TGE personnel during the ten years that Aldyl A pipe was

installed by TGE personnel, Southwest began replacing

Aldyl A pipe in the 1980s after only a ten-year average

useful life. Approximately 50 percent of the nearly

1,300 miles of Aldyl A pipe, at a cost of approximately

$40 million in 1980 dollars, was replaced.

actions of TGE personnel, did the25

26

27 A. 25

Despite the improper

Commission disallow 100 percent of the replacement cost?

The Commission allowed the life extending benefit ofNo.

13

14
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1

2

3

the new pipe when compared to pipe that was ten to twenty

old. the Company's theIn last rate

4

years case,

Commission adopted a 40-year rule where, regardless o f

even improper installation, 100 percent of

the cost resulting from the replacement of pipe that has

served ratepayers at least 40 years will be included in

the reason

rate base.

5

6

7

8

g

Q. 26 Are the circumstances similar with regard to the Alkyl HD

A. 26 Yes.

replacement pipe?

As part of the TGE acquisition, Southwest acquired

installationTGE who continued the same

10

11

12

13

14 As a result

Q. 27

personnel

practices used to install Alkyl HD pipe from 1979 through

1981. In 1993, a gas leak resulted in an explosion

causing bodily injuries and property damage.

of the ACC Pipeline Safety review of the incident, the

Company undertook a significant pipe replacement program.

The replacement program was completed in 1998.

Did the Commission disallow 100 percent of the cost to

A. 27 No.

15

16

17

18

19

20

21

22

23

24

replace Aldyl HD pipe?

Even though the replacement was undertaken for the

improper installation practices of former TGE personnel

acquired by Southwest, the Commission did not disallow

100 percent of the replacement cost.

the replacement pipe extended the life of the system, the

betterment portion was included in rate base.

To the extent that

Q. 28 Was the mistake o f one Southwest of

25

26

27 significantly greater magnitude than

employee

the examples
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1

2

3

4

A. 28

previously cited and relied on by the Commission so as to

justify penalizing Southwest as recommended by Staff?

No. One individual and personally

Southwest

made a mistake

5

6

7

witness Jerome T.

suffered the consequences of his actions.

Schmitz, in both his rebuttal and

Q. 29

rejoinder testimony, discusses in detail the events that

led up to the replacement of the 50-year old steel pipe

and the actions taken by Southwest.

Does the error made by this one individual warrant the

A. 29 No.

extreme punishment of requiring a 100 percent write-off

of the replacement of the 50-year old steel system?

As detailed above, the Commission has dealt with

considerably larger replacement programs that resulted

from human error with more restrained and reasonable

judgment than what the Staff is recommending in this

Q. 30

A. 30

proceeding.

Is the $320,779 adjustment to the cost of the replacement

pipe that the Company is proposing appropriate?

Yes. nearly 25This percent o f therepresents

cost o f the Yuma Manors system. Thereplacement

betterment i s rule i s

applied.

100 percent when the 40-year

No additional adjustment is warranted.

GAIN ON SALE OF SUNDT PLANT

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. 31 Does the Company agree with Staff's proposed adjustment

to share the gain on the sale of natural gas f abilities

to TEP?

A. 31 Yes. However, the Company notes that there is an error

26

27
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1 in Staff's calculation.

2

3

4

Staff's Schedule C-16, Page 1,

line 1, column (B) is $(67,937) and should be $(37,942).

This will change the gain shown on line 3, column (E)

from Staff's $609,825 to $579,623. The 50 percent three-

year shared gain is $96,504 and not the $101,600 shown on

Staff surrebuttal Schedule C-16.

I

5

6

7

8

g

10

11

12

Q. 32 Please explain Rejoinder Exhibit No. (RAM-1).

A. 32 Rejoinder Exhibit No. (RAM-1) is the Company's response

to Staff Data Request No. STF-14-3, which illustrates the

proper final calculation of the gain on the sale the

natural gas facilities to TEP.

o f

LEAD-LAG STUDY: STAFF' s CALCULATION OF PREFERRED EQUITY :LAG

Q. 33 Does the with Staff's calculation o f

A. 33

Company agree

preferred equity lag?

Conceptually yes, but application is

Staff Schedule B-3 Revised is its cash working capital

Line 6 is described as Staff's interest

Staff's flawed.

13

14

15

16

17 calculation.

calculation when i n the $48,083,335 i s the

cost of

reality

debt and

/

18

19

20

21

22

23

24

25

26

Sheet 1 of 2

27

weighted preferred equity

($1,065,457,617 rate base x 4.512%(4.145% debt + 0.367%

preferred equity) . The 84.65 lag days shown on Staff

Schedule B-3 Revised line 6, column (d) is the interest

lag days. The weighted interest and preferred lag days

is 79.50 as shown in my Rebuttal Exhibit No. (RAM-3)

The 79.50 weighted interest and preferred

equity lag should. be applied to the weighted cost of

interest and preferred equity shown on Staff Schedule B-3
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1

Q. 342

3

4 A. 34

Revised line 6, column (c).

Is the preferred equities calculation shown on Staff

Schedule B-3 Revised line 7 appropriate?

Based on the above, the calculation on line 7 is notNo.

5

6

7

8

appropriate. The lag on preferred equity is considered

when the 79.5 lag days is substituted on line 6, column

Fur thermo re, the $7,772,141 is the total Company

and not the Arizona allocated

9

(d)-

preferred equity cost

It is include the total

Q. 35

A. 35

portion. inappropriate to

Company expense in column (c) when all other amounts in

column (c) are Arizona direct.

Did RUCO calculate the preferred equity lag correctly?

RUCO used the 79.5 average interest and preferredYes.

equity lag days.

LINE EXTENSION POLICY

Q. 36

Teumim continues

additional

In his surrebuttal testimony, Staff witness Phillip S.

to recommend that Southwest provide

extensioninformation o n Southwest's line

Please comment.

A. 36

policy.

Southwest has extensive and

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

2000 general

25

26

27

presented testimony

supporting documentation in this proceeding on its line

extension policy. In response to a Commission directive

in the Company' s rate case proceeding,

Southwest provided testimony and documentation to support

its line extension policy in its 2004 general rate case.

No party in that proceeding expressed concerns with the

Company's policy.line extension To the extent
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1

2

3

4

applicable,

policy that

any changes

result from

in the Company's line extension

ongoing

incorporated into the Company's

In addition, Southwest is willing

the hook-up fee

5 explain Company' s

extension policy on an informal basis at any time Staff

t o

investigation will be

line extension policy.

with Staffmeet t o the line

6

7 requests.

Q. 37

A. 37

Does this conclude your rejoinder testimony?8

9

10

11

12

13

14

Yes, it does.

15

16

17

18

19

20

21

22

23

24

25

26

27
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Rejoinder Exhibit No.__(RAM-1)
Sheet 1 of 4

321 -003
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ka-*

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-14

(Acc-sTF-14-1 THNOUGH Acc-sTF-14-3)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551 A-07-0504
ARIZONA CORPORATION COMMISSION
MAY 21, 2008

Request No. ACC-STF-14-3:

Gain on sale of metering facility and piping to TEP related to Sundt bypass. Refer
to the May 14, 2008 supplemental response to RUCO 7-2. Please confirm that
SWG anticipates the sales prices and net gains upon sale of these assets, as of
March 31 , 2008, the expected sales date:

Net Book Tentative
Value At Sales

Sales Date Prices
114,156 398,381

24,400 350,000
138,556 748,381

S
S
$

$
$
$

$
$
$

Net
Gain
284,225
325,600
609,825

If any of the above amounts, which were provided in, or derived from, the
Company's 5/14.08 supplemental response to RUCO 7-2 are inaccurate, or have
subsequently been revised or changed, please provide the most current
information available and indicate whether it corresponds with the finalized
transaction.

Respondent: Revenue Requirements

Response:

Attached is a worksheet that provides the final calculation of the sale of facilities to
TEP. The final net book value at the time of sale for the metering facility is
s144,150 and not the $144,156 reported in the supplement to RUCO 7-2 and the
$114,156 shown on Staff Surrebuttal Schedule C-16, Page 1 of 1. The final net
book value at the time of sale of the piping is $24,439 and not the $24,440 reported
in the supplement to RUCO 7-2 and the $24,400 shown on Staff Schedule C-16
Page 1 of 1. The final total net book value is $168,589 and not the $168,596 sum
of the two amounts in the Supplement to RUCO 7-2 and the $138,556 shown in
Staff Schedule C-16, Page 1 of 1. The final sale proceeds are $748,212 and that
is consistent with the Supplement to RUCO 7-2 and Staff Schedule C-16. The final
net gain is, therefore, $579,623 and not the $609,825 shown on Staff Schedule C-
16. The three-year normalization period to provide 50 percent of the gain to
customers is $96.604 and not the $101 .606 shown on Staff Schedule C-16.



Rejoinder Exhibit No.__(RAM-1)
Sheet 2 of 4

S O U T H W E S T  G A S  C O R P O R A T I O N
A R I Z O N A

G A I N  O N  S A L E  O F  C E R T A I N  F A C I L I T I E S  T O  T U S C O N  E L E C T R I C  C O M P A N Y
A S  O F  M A R C H  3 1 ,  2 0 0 8

Doc k e t  No.  G -0 1 5 5 1 A-0 7 -0 5 0 4
S T F  1 4 . 3

Line
No. Descr i p t i on

Or ig inal
C o s t

A c c u m u l a t e d
Dep r ec i a t i on

Ne t  Book
V a l u e

S a l e s
Pr i ce Ne t  G a i n

L i n e
N o .

<a) (b ) (C) (d ) (e ) ( f )

1
2
3

Gain  on Sale of  Ut i l i ty  Pr oper ty
High P res s ure  S t ee l  Ma in
Met er  S e t  A s s embly
Total

s 2 8 . 5 2 6  $
182 , 093

$ 210 , 619 $

4 , 0 8 7  $
3 7 , 9 4 3
4 2 , 0 3 0  $

2 4 , 4 3 9  $  3 9 8 , 2 1 2  $
144 , 150 350 , 000
1 6 8 , 5 8 9  $ 7 4 8 , 2 1 2 $

3 7 3 , 7 7 3
2 0 5 , 8 5 0
5 7 9 , 6 2 3

1
2
3

$

4
5
6
7

4
5
6
7

S har i ng  of  Gai n w i t h  R a t e p a y e r s
Rat epay er  s har i ng perc en t
Rat epay er  s har i ng amount  o f  ga in
Normal i zat ion per iod,  in  years
Adjus tment  t o  pre- tax  NOI  f or  ga in  shar ing $

5 0 . 0 0 %
2 8 9 , 8 1 2

3
9 6 , 6 0 4

STF-14-3 Sale  o f  TEP Fac i l i t i es G a i n



Rejoinder Exhibit N0._(RAM-1)
Sheet 3 of 4

SOUTHWEST GAS CORPORATION
ARIZONA

CALCULATION OF ACCUMULATED DEPRECIATION ON ORIGINAL INVESTMENT
AS OF MARCH 31, 2008

Docket No. G-01551A-07-0504
STF 14.3

Line
No. Description

Original
Cost

Month Placed
In-Sewice

Depreciation
Rate Months

Accumulated
Depreciation

(a) (b) (C) (d) (e) (f)

1

2

3

Gain on Sale of Utility Property
High Pressure Steel Main
Meter Set Assembly
Total

$ 28,526
182,093
210,619

Jun-04
May-03

3.82%
4.31 %

45
58

4,087
37,943
42,030

STF-14-3 Sale of TEP Facilities Recorded Deprc.



SOUTHWEST GAS CORPORATION
ARIZONA

DEPRECIATION FOR PLANT SOLD TO TUSCON ELECTRIC COMPANY
AS OF MARCH 311 2008

Docket No. G-01551A-07-0504
STF 14.3

Rejoinder Exhibit No._(RAM-1)
Sheet 4 of 4

Line
No.

Gross
Plant

Depreciation
Rate Expense

Line
No.Description

(3) (b) (c) (d)

$ 1

2

3

1

2

3

Gain on Sale of Utility Property
High Pressure Steel Main
Meter Set Assembly
Total $

(28,526)
(182,093)
(210,619)

3.82% $
4.31%

$

(1 ,090)
(7,850)
(8,940)

STF-14-3 Sale of TEP Facilities Depreciation
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Southwest Gas Corporation
Docket No. G-01551A-07-05041

2

3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

Jerome T. Schmitz

INTRODUCTION

5

6

7

8

9

10

11

Q. 1

A. 1 My business address is

Q. 2

12 o n behalf o f Southwest Corporation

A. 2

Please state your name and business address.

My name is Jerome T. Schmitz.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same Jerome T. Schmitz who sponsored rebuttal

testimony Gas

(Southwest or the Company) in this proceeding?

Yes. I am

13

14

15

16

Q. 3

A. 3

What is the purpose of your prepared rejoinder testimony

The purpose of my rejoinder testimony is to respond to

certain of CommissionArizona

Utilities (Staff)

sur rebuttal testimony related to the replacement of the

natural gas distribution pipe at Yuma Manors

aspects

Staff witness

Corporation

Mr Corky Hanson' S

21 STAFF WITNESS MR. CORKY HANSON

22 Q. 4 Do you agree with Mr. Hanson's characterization of his

direct testimony on page 1, lines 2-4 of his sur rebuttal

25 A. 4 N o

testimony

M r Hanson states that his direct

addresses pipe replacement

Company's negligence in making earlier repairs to the

associated with

testimony

the
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1

2 statements

This is an example of Mr. I-Ianson's vague and

regarding the Yuma Manors pipe

3 There is no evidence in this case

4 Hanson allege

On5

6 he

7

8

9

10

11

12

pipeline."

misleading

replacement project.

that the Company was negligent nor did Mr.

any negligence by Southwest in his direct testimony.

page 2, line 7 of Mr. Hanson's direct testimony,

attributes the pipe replacement to "incorrect actions"

taken by Southwest personnel. The Company does not

dispute that an employee made a mistake which may have

contributed to the need to replace the steel pipe sooner

required, but Southwest strenuously

Hanson's implication that the Company was

is "the13

than may have been

objects to Mr.

negligent. Negligence

f allure to use such care

generally defined as

14 as a reasonably prudent and

similar circumstances/1careful person would use under

17

An employee mistake is entirely different than "Company

negligence" as Mr. Hanson incorrectly states.

18 Q. 5 Do you agree

Rebuttal Exhibit No.

with Mr. Hanson' S characterization o f

19

20 A. 5 No. In his direct

(JTS-1)?

testimony, Mr. Hanson made the

21

22

23

unsupported statement that "pipe corrosion is one of the

leading causes of pipeline f ailures."2

another example of Mr.

This quote is

Hanson's vague and misleading

24 statements regarding this incident, as I mentioned in my

rebuttal testimony Hanson did not qualify hisMr.

1 Black's Law Dictionary 930 (Fifth Edition 1979)
2 Hanson Direct, p. 3, line 3

15

16
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1

2

original statement as pertaining only to steel pipe, nor

that leaksdoes he seem t o recognize o n

3 distribution systems

result in incidents.

are generally not f allures that

4

5 No.

6 context

The purpose of Rebuttal Exhibit

(JTS-1) was to simply put his statement into proper

and demonstratet o that there are numerous

7 f actors to consider when making conclusions regarding

8 pipe failures.

9 CATHODIC PROTECTION

10 Q. 6 Can a simple example o f how pipe i s

11

12 A 6

you provide

protected?

Yes.

13

Without any protection, bare steel in a natural

environment tends to revert to its natural state through

14 a n electrochemical corrosion reaction, which i s ferric

15 oxide, or rust. In order to prevent this reaction from

steel must be insulated from the environment16 occurring,

17

18

by applying a pipe coating or by reversing the electrical

current flow causing the reaction, or both. For example,

19

20

steel pipe can be protected by applying a pipe coating to

insulate from the environmentthe and then

21

22

pipe by

impressing a small direct electric current to reverse the

electrical corrosion reaction process at locations where

23 the coating has a defect that exposes the steel pipe to

24 the environment.

25 Q. 7 Mr. Hanson continues to contend that had the Southwest

26 employee connected the correctly, the Yuma

27
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1 Manors distribution system had significant remaining life

2 that could have been extended. Do you agree?

3 A. 7 No. Mr. Hanson has provided no analysis, studies o r

4

5

other evidence to support his conclusion that the pipe

"had significant remaining life." Instead, he merely

6 relies upon the fact that leak survey reports show a

7

8

g

significant increase in leaks at tee the ground bed was

placed back in service in 2006. His testimony continues

onlyt o imply that impressed current i s the element

10 required to protect pipe. As in the example I discussed

11 above, two other elements, pipeline environment and the

12 pipe coating, must also be considered t o provide

13 effective protection of pipe. Mr. Hanson recognizes that

14 a pipeline does not operate in a constant environment;

15 however, he does not provide any information as to why

16 Similarly, he

17 does

environment is an important consideration.

pipelinenot discuss coatings, which provide a n

18 insulating barrier o n the pipe against a potentially

19 corrosive environment l Effective

20

21

pipeline protection

relies on both the pipe coating and the impressed current

to counteract the effects of the environment in which the

22 pipeline is installed.

23 Q. 8 i s pipe coating a n important consideration when

24

25 A. 8

Why

analyzing cathodic protection?

Pipe coating .is critical to the overall protection of the

26

27

pipe and is considered to be the first barrier of defense

in preventing and mitigating corrosion. A structurally
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1 sound coating with few holes or cracks exposing the steel

2 minimal current I

3

4 current protection needed.

requires impressed Pipe coating

integrity ultimately determines the level of impressed

When the coating f ails, i t

5 compromises the protection o f the

6

7

pipe. Impressed

current from the rectifier can be increased to a point to

overcome a coating f allure, but at some level the amount

8

9

10 point where the pipe can n o longer be

11 protected.

of impressed current to protect the pipe will  actually

accelerate the disbanding of the pipe coating to the

effectively

required

12

13 Q. 9

14

15

The power costs o f providing the

impressed current will correspondingly increase.

Would you expect to see widespread corrosion damage i f

the pipe coating was sound and had few imperfections,

even if the polarity was reversed?

16 A. 9

17

18 but should not result

19

If the polarity was reversed, I believe corrosion would

be accelerated at the coating hole or crack locations,

in the widespread and general

corrosion, as appeared to be the case in the Yuma Manors

20

21 Q. 10

22

system.

Does the Company have any information related to possible

coating problems?

23 A. 10

24

The tar coating on the steel pipe in Yuma Manors was

had been subject to"mature" and over 50 years

i n

o f

25 fluctuations, particularly

As I address in more

areas

26

27

proximate to residential yards.

detail later in my rejoinder testimony, the pattern of
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1 leaks from the leak surveys are concentrated i n one of

2 the four which suggests

had

that this

3 particular area

subdivisions,

theof possible coating

as I indicated4 problems I

system

It is also important to note,

5

6

in my rebuttal testimony, not all steel pipe connected to

this rectifier had to be replaced, even though it was all

7

8 Q. 11

9

10

11 A. 11 No.

12

13

14

15

16 installed, ma y render additional cathodic

17

18

the same vintage.

Do you agree with Mr. Hanson that "improperly installed,

cathodic protection has the potential to extend the life

of a buried pipe of any vintage?"

As I indicated earlier, a number of things other

than impressed current must be considered for adequate

protection of buried steel pipe. For older piping, such

as with Yuma Manors, the condition of the tar coating,

and the nature of the environment in which the pipe is

protection

inadequate sooner, rather than later, so that impressed

current will not provide the needed protection.

19 YUMA MANORS SUBDIVISION

20 Q. 12 Please describe the distribution system i n the Yuma

21 Manors subdivision.

22 A. 12

23 Exhibit No.

24

25

As illustrated on the map included herewith as Re jointer

(JTS-1) , the distribution system in the Yuma

Manors subdivision is located within the geographic area

generally bounded by 24th Street on the north; Engler

Avenue on the east; 26th Place and San Marcos Drive on the26

27 south, and James Avenue on the west. The subdivision
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1

2 Pacific .

3

consists of 14 units: Manors 1, 2, and 3, and. East of

The subdivision is divided by two canal rights-

north/south Carolof-way, one of which runs between

4

5 The

6

7

8

g

10

Avenue in Manors 1 and Mary Avenue in Manors 2, and one

of which parallels the west side of Pacific Avenue.

distribution system was, and still is, served by a 4-inch

steel main running along 24 Street. Prior to the pipe

replacement project, the interior of the distribution

system (excepting the 4-inch steel feeder' main in 24th

Street) consisted of steel mains. Many of the steel

services in Manors 1 and most of the services in Manors 211

12 The

13

14

15

had been replaced with plastic pipe prior to 1985.

steel distribution system was protected by a rectif ier

(designated as "Y-18") located near the back of the lots

on Mary Street and 26th Street near the canal right-of-

16

17 Q. 13

way.

Please describe the history of the Yuma Manors system.

the18 A. 13 A s I indicated i n my rebuttal testimony,

19

gas

distribution system for the Yuma Manors was installed

20 between 1954 and 1958 Arizona Public Service

21 (APS) C

22

23

by

Corporation Southwest's records show remaining

steel services in Manors 1 and Manors 2 dating to 1955,

and remaining steel services in Manors 3 and East of

24 It is not

25 unreasonable

Pacific dating to the 1956 to 1958 time frame.

to development

subdivision occurred from Manors 1 and 2, first, then to

assume that the of this

26

27 Manors 3 and East of Pacific, last.
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1 Q. 14

2

Are you aware of any other information germane to the

conditiondiscussion regarding the o f the

3

purported

distribution system just prior to the rectifier being

4 reversed?

5 A. 14 Yes

6

7

8

Southwest contacted the Yuma Mesa Irrigation and

Drainage District and learned that flood irrigation was

available to homes in the Yuma Manors until the early

This f act was also confirmed by a Southwest19603.

9 This f act i s

10

employee who grew up in the subdivision.

the discussiongermane t o the purported

11 condition of the distribution because, a s

12 discussed in more detail below,

13 nature of the environment in

regarding

system

the cyclical wet/dry

residential willyards

14

15

likely cause the pipe coating to deteriorate more quickly

than in a more stable environment.

16 Q. 15

17 that

Do Southwest's records provide any additional information

historic replacementspertains

subdivision?

t o within the

18

19 A. 15 Yes.

20

21

Steel pipe, not plastic pipe, was utilized in the

construction of gas distribution systems in the 1950s.

It is noteworthy that many of the original steel services

in Manors 1 and all but a few of the services in Manors 222

23

24

25

were replaced with plastic pipe prior to the replacement

project undertaken in 2007 by Southwest. Aps, the owner

and operator of the system until 1984 when Southwest

26

27

purchased the APS gas properties, apparently replaced

many of the steel service lines with plastic pipe prior
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1 t o 1984. APS' pipe replacement is reflected in the

2

3 Q. 16

4 A. 16

5 steel services were early due t o

6

current Southwest maps.

why did APS replace the steel services?

The only reasonable conclusion. I can draw is that the

original

leakage from corrosion.

replaced

As I indicated in my rebuttal

7 testimony, these steel lines had no cathodic protection

until 1982.8

9 Q. 17 Please describe Southwest's Yuma Manors replacement

10

11 A. 17

12

13 In some locations,

14

project.

The replacement project challenged by Staff witness Mr.

Corky Hanson, replaced all of the interior steel mains

and steel services with plastic pipe.

the steel pipe was used as a sleeve into which the new

15 mains were moved

16

plastic pipe was inserted; in others,

from the t o the street t o eliminate future

17 Existing

18

19

20 Q. 18

alley

maintenance challenges with backyard services.

plastic services were utilized and tied over to the new

plastic mains where possible.

Was all of the distribution system within the Yuma Manors

21 subdivision replaced?

22 A. 18 No. The 4-inch steel pipe along 24th Street was not

23 replaced and remains in service because it was determined

24 to still be in good condition. Southwest also determined

25

26

that unlike the service lines, any future replacement of

with littlethis pipe could be done customer

27 interference. Following the completion of the
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1

2

3

4

replacement project, the existing 4-inch steel pipe along

24th Street was connected to the Y-18 rectifier by a cable

inserted into a 1200-foot plastic conduit running north

along the canal right-of-way behind the homes on Mary

Avenue from 26th Street to 24th Street.5

6

7

Q. 19 Do you believe that the pipe that was replaced in Yuma

Manors was poorly coated and would need replacement in

the near future?

A. 19 Yes. I believe one can reasonably conclude that the

8

g

10

11

12

13

14

cyclical wet/dry nature of the environment in residential

yards caused the coating on steel services to deteriorate

more quickly than in the more stable environment that

would exist for mains under pavement i n streets o r

alleys .

these

As such, it was only a netter of time before

deficiencies would come t o light.coating

believe that the inadvertent reversed

The

Furthermore,

polarity actually revealed this deficient coating.

leaks found during early 2007

primarily concentrated iIi a single subdivision .- Manors

3, and most of the leaks found prior to and during the

late 2006 and were

15

16

17

18

19

20

21 replacement project occurred o n services where the

22

23

24

25

pipeline environment continually changed over the years,

undergoing cycles of wet and dry environments. As noted

above, flood irrigation was available to homes in this

subdivision until the early 1960s. Fur thermo re, the fact

that most of the leaks were found on services in Manors

3, a reasonable person can conclude that the effect of

26

27
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1

2

3

the reversed polarity at the rectifier simply identified

the weak links in a system that were at or near the point

where coating deterioration would have become evident in

the near future.4

5

6

7

Accordingly, the employee's mistake did

nothing more than expose this potential issue sooner than

Southwest may otherwise have learned about it, which then

resulted in a pipe replacement project that occurred

sooner than it otherwise would have.8 Nothing more,

g

10 Q. 20

nothing less.

If few leaks were found on mains, why did Southwest not

11

12 A. 20

just replace the service lines?

Southwest did that Given the f acts and

13

14

initially.

circumstances surrounding this distribution system,

did not make sense to continue service replacements on a

15 piecemeal basis as leaks were found, considering that

16 replacement of mains might be deferred for only a few

A new main installation at a future date would17

18

years.

likely require

services because the main would be relocated from an

abandonment o f S Ame o f these newer

19

20 (back of t o a street (front o f

21

alley

residence).

22 time ,

23 minimum l

residence)

By completing the entire replacement at one

service disruptions to customers were kept to a

Additionally, the Company was able to relocate

24

25 gained

some services and mains to be more easily accessible and

toeconomic efficiencies related a complete

26 the customers benefit from the

27

project. As a result,

extension of life to an existing system and a new state-
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of the art system that has fewer maintenance

requirements.

1

2

3

4

Q. 21

5

6

7

8

g

A. 21

Q. 22

Does Mr. Hanson acknowledge that the Company acted as a

prudent operator in replacing the entire Yuma Manors

pipeline system?

Yes. Mr. Hanson acknowledges that the Company acted as a

prudent operator to maintain a safe and reliable system

on page 2 of his surrebuttal testimony.

In the 2007 or 2008 Pipeline Safety Audits, did Staff

cite to any probable noncompliance or violation of either

federal or state pipeline safety regulations with respect

to the Yuma Manors system?

A. 22 No.

Q. 23 Does the replacement pipe provide any value t o the

customer?

A. 23 Yes.

it was only a

The replacement project results in betterment to

the distribution system. that should extend the useful

life of the system for 40 or more years. The point that

Mr. Hanson continues to ignore is that the replacement of

the system is simply a timing issue. Given the f acts and

circumstances surrounding this system,

matter of time before it would have been replaced.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

was simply replaced sooner than it otherwise would have

been, had the rectifier not been reversed. Yet, reading

Hanson's testimony, one could reasonably conclude

that the employee mistake ruined the entire Yuma Manors

Mr.

distribution system. As discussed above, this was not
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the case. The reversal resulted in increased leaks1

2

3

4

primarily in a concentrated area - service lines in

Manors 3.

5

6

7

The replacement project of the distribution

system was much more extensive than Manors 3 due to the

f acts and circumstances surrounding the distribution

Q. 24

system.

Does this conclude your prepared rejoinder testimony?

8

9

10

11

12

A. 24 Yes.

17

18

19

20

21

22

23

24

25

26

27

13

14

15

16
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

LAURA LOPEZ HOBBS

Q. 1 Please state your name and business address

A. 1

89150.

1

2

3

4

5

6

7 INTRODUCTION

8

9

10

11

12

Q. 2

My name is Laura Lopez Hobbs. My business address is

5241 Spring Mountain Road, Las Vegas, Nevada

Did you sponsor direct and rebuttal testimony on

behalf of Southwest Gas Corporation (Southwest or

Company) in this proceeding?

A. 2 Yes.

Q. 3

A. 3

witness

What is the purpose of your rejoinder testimony?

The purpose of my rejoinder testimony is to respond

to aspects of the sur rebuttal testimony presented by

Ralph Smith, for the Arizona Corporation

Commission Utilities Division Staff (Staff) regarding

concerning thehis recommendations and comments

Company's executive compensation expenses.

Q. 4 Please summarize the specific issues your rejoinder

A. 4

Smith his surrebuttal testimony

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

testimony will address.

My rejoinder testimony will address certain comments

made by Mr. in

concerning the Company' s Management Incentive Program

stock-based(MIP) I other compensation and
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1 Supplemental Executive Retirement Plan (SERP)

2 expenses •

3 MIP

4 Q. 5 Mr.

5

Smith's testimony states that "SWG's employee

salaries have continued to increase each year. Thus

6 the MIP is an additional expense./I Do you agree with

7 this assertion?

8 Q. 5 No. I believe that Mr. Smith's assertion is flawed

9

10

11

because the MAP i s not a n additional expense, but a

reasonable necessary expense i n order for Southwest

t o remain competitive and be able to attract, retain

12 and motivate In 1994,

13

management employees .

Southwest contracted with the Wyatt Company (Wyatt)

The14

15

to conduct a study of management compensation.

study reviewed all compensation and benefit plans for

16 174 executives, managers and supervisors. Based upon

this review, it was evident that the Company's total

in orderThereforecompensation was below market

to be able to compete in the marketplace for the

attraction and retention of qualified management

Southwest implemented its MIP in

significantly

level employees,

Rather1995 than increasing

totalguaranteed base management increased

compensation performance

component that would pay only if certain measures

As such. Mr. Smith's assertion that the

by

pay,

adding a risk-based

were met

MIP is an additional expense is inaccurate
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1 Q. 6

2

3

4

5 A. 6 No.

6

7

8

Do you believe it is appropriate for the Commission

to treat all utilities under its jurisdiction the

same with respect to the equal sharing of utility

incentive compensation expense?

Although the Commission has previously ordered

the equal sharing of utility incentive compensation

for Southwest as well as other utilities, the Company

believes that its situation is distinguishable from

9 other Arizona utilities and thus, merits different

10 treatment. Southwest has demonstrated i n this

11

12

13

proceeding that its total compensation expenses are

conservative and reasonable, especially when compared

See Hobbs Direct Testimony

14

15

to the Company's peers.

at pages, 3, 5-6. As a multi-jurisdictional utility,

Southwest executiveallocates the cost of

16

17

18 customers.

19

compensation across a greater number of customers

thereby significantly reducing the cost to Arizona

As such, the 50/50 sharing allocation is,

punitive Southwest unlikei n essence, for since I

20

21

22 Q. 7 I s Mr.

23

24

other Arizona utilities, its executive compensation

expenses are already divided among three states.

Smith's contention that the Company's MIP

expense in the current rate case is 76 percent higher

than in its prior rate case correct?

25 A. 7 i s not . Mr. Smith appears to base his

26

No,

analysis o n inaccurate data . Southwest's MIP

27 expenses are actually lower in the current proceeding
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than in the last rate case. For further explanation,

Southwestplease rejoinder

witness Randi Aldridge.

see the testimony of

Q. 8 Why should the Company's stock-based compensation be

allowed?

1

2

3

4 STOCK-:BASED COMPENSATION

5

6

7 A.

Because the

8

9

10

11

12

8 As stated in my previous testimony, Southwest's total

executive compensation is reasonable and conservative

when measured against its peer group.

Company has demonstrated the reasonableness of its

total executive compensation, I believe that stock-

compensationbased incentive should be allowed.

reasonableness of suchRather than disputing the

Mr. Smith's surrebuttal testimony

stock-based

compensation,

merely reiterates his allegation that

"potentially"could incant Company

enhancet o cut corners i n order t o

compensation

employees

earnings. While acknowledging that there i s n o

evidence that Southwest' s management is performing in

a manner that could negatively affect its quality of

service, Mr. Smith continues to base his argument on

the disallowance rationale in the most recent APS and

15

16

17

18

19

20

21

22

23

24

UNS rate cases.

However, Southwest's controls make it highly

unlikely that one person within a business unit of

Southwest could exert such control and influence over

25

26

27 budget decisions that the person's conduct could

13

14
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1 And t o the

2

3

4

dramatically impact the stock price.

extent that any one person could significantly impact

the amount of money expended on maintenance or other

affect thecosts which of the

5 that such

quality

reductions i n

6

7

service,

probability expenditures

actually impact the stock price is virtually non-

existent. There are numerous f actors that impact

8

9

10

stock price, and to suggest that the Company or any

individual can manipulate the stock price by simply

In addition, to

11

12

reducing expenditures is illogical.

the extent that the quality of service is

customer satisfaction is likely to decline.

reduced,

Any such

13

14

15 the MIP. employees

16

decline in customer satisfaction will directly impact

the incentive pay, including stock, received through

The receiving stock-based

compensation are the same employees that are eligible

17 for the MIP, and any cost

satisfaction18 affect customer

cutting measures that

will directly impact

19

20

21

22

23 With

24

25 a three even a n could

26

27

that employee's incentive pay.

Further, as explained in my refiled direct

testimony, the Company's stock-based incentive plans

are paid out over a period of three years, which is

designed to be incentive to retain employees.

the stock-based incentive plans being staggered over

year period, employee

hypothetically impact ilene stock price i11 the short

term there is really no incentive to do so because
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the employee is not fully vested with his/her stock-1

2

3

based compensation.

regarding stock-based compensation is without merit

As such, Mr. Smith's argument

4 SERP

Q. 9

A. 9

Why should the Company's SERP expense be allowed?

As Southwest has demonstrated, the Company's SERP

expenses are a necessary cost of providing safe,

efficient, and reliable service. In f act, both Staff

and RUCO have acknowledged that every gas or electric

offers such a

5

6

7

8

9

10

11

12

13

14

program.

(RUCO) Response and 2-6;

Response to SWG DR 2-40 and 2-41, attached hereto.

Without such a program, Southwest would be at a

significant disadvantage in the competition for and

the retention of qualified individuals.

Q. 10 Does this conclude your prepared rejoinder testimony?

A. 10 Yes, it does.

utility of which they are aware,

See Residential Utility Consumer Office's

DR 2-5t o SWG Staff's

15

16

17

18

19

20

21

22

23

24

25

26

27
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SOUTHWEST GAS CORPORATION
DOCKET no. G-01551A-07-0504

RESIDENTIAL UTILITY CONSUMER OFFlCE'S ("RUCO")
RESPONSE TO SOUTHWEST GAS CORPORATION'S

SECOND SET OF DATA REQUESTS

2.5 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

RESIDENTIAL UTILITY CONSUMER OFFICE'S ("RUCO")
RESPONSE TO SOUTHWEST GAS CORPORATION'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

I am not aware of any.
I
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ARIZONA CORPQRATION commlsslon STAFF'S RESPONSES TO
SOUTHWEST GAS CORPORATION'S
SECQND.SET OF DATA REQUESTS

DQCKET no. G-01551A-07-0504
APRIL 28, 2008

applicable to all other employees it may do so at the expense of its shareholders.
However, it is not reasonable to place this additional burden on ratepayers.

A utility's SERP expense was also disMowed'in the =Commission's recent decision in the
rate case involving UNS Gas, Inc. See Decision No. 70011 .(dated 11-27-07) at pages 27-29.
Notably, at page 28 of that Derision, the Commission stated:

the issue is not whether UNS may provide compensation to select executives in
excess of the retirement limits allowed by the IRS, but whether ratepayers should be
saddled with costs of executive benefits that exceed the treatment allowed for all
other employees. If the Company chooses to do so, shareholders rather than
ratepayers should be responsible for the retirement benefits afforded only to those
executives. We see no reason to depart from the rational on this issue in the most
recent Southwest Gas rate case [See also Arizona Public Service Co., Decision No.
69663, at 27 (June 28, 2007), wherein SERP costs were excluded in their entirety.],
and we therefore adopt the recommendations of SM and RUCO and disallow the
requested SERP costs.

Consequently, Mr. Smith has recommended an adjustment related to SWG's SERP
expense specifically toremove SWG's expense for the SERP, which is shown on
Schedule C-5 and 'reduces O&M expense by $1.625 million.

40) Please identify all gas or electric utilities that you are aware of that offer a qualified defined
' abenefit pension plan, but that do not provlde officers with

retirementplan.

supplemental executive

AnSwer: The number and/or specific identity of other gas or electric utilities that may have
offered a qualified defined benefit pension plan, but that do not provide officers with a
supplemental executive retirement plan, did not appear to be a consideration used by the
Commission in Decision No. 68487 (February 23, 2006), in Southwest's last rate case, or in
Decision No. 70011 (November 27, 2007), in the recent UNS Gas rate case, Docket No. G-
04204-06-0463 et al, wherein the Commission disallowed Southwest's and UNSG's SERP
expense, respectively, so Mr. Smith did not attempt to conduct such research

41) 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 qualincd
deNned benefit pension plan

an

Answer: The number and/or specific identity of other gas or electric utilities that may not
have provided officers with a supplemental executive retirement plan, did not .appear to be
a consideration used by the Commission in Decision No. 68487 (February 23, 2006), in



ARIZONA C0RPQRATI0NCOMMISSION STAFF'S RESPONSES TO
SOUTHWESTGAS CORPORATION'S
SECOND SETOF DATAREQUESTS

DOCKET no. G-01551A-07-0504
APRIL 28, 2008

S̀o1itilwest's last rate case, or 'm Decision No. 70011 (November 27, 2007), in the recent DNS
rate case, Docket No. G-104204-06-0463 et al, wherein the- Commission-disallowed

1SOuthwat's and UNSG's SERP expense, respectively, so Mr. Smith did -not attempt-to
conduct such research. .» '

42) Please produce copies of all responses, formal and informal, provided by Sta9` in response to
data requests from any other party to this proceeding in the above-qaptioned docket.

AnSwer: None to date.

1.
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1
Southwest Gas Corporation

Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

THEODORE K. WOOD

INTRODUCTION

Q. 1

Wood, and my business address is

Q. 2

Please state your name and business address

My name is Theodore K.

5241 Spring Mountain Road, Las Vegas, Nevada 89150

Did you sponsor direct and rebuttal testimony on behalf

of Southwest Gas Corporation (Southwest or the Company)

in this proceeding

Q. 3 What is the purpose of your rejoinder testimony

The purpose of my rejoinder testimony is to respond to

specific aspects of the direct testimony presented by

David C. Parcels,

A.

witness for the Arizona Corporation

Commission Ut i l i t i e s Division Staf f (Staf f ) and William

Rigs by, witness for the Residential U t i l i t y Consumer

(RUCO) recommendationsOffice regarding their and

comments ratemaking capital

Southwest's investment risk relative to other natural gas

concerning the structure

utilities, and the overall allowed rate of return

Q. 4 Did you prepare any exhibits to support your rejoinder?

exhibits identified as Rejoinder

Exhibit

I prepared the

No (TKw-1) through Rejoinder Exhibit No
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1

2 Q. 5

3 A. 5

(TKW-10).

Please summarize your rejoinder testimony.

My rejoinder testimony will address the following key

issues:4

5 •

6 structure

I will respond to Staff's comments regarding capital

issues, oppositionincluding their t o

7 utilizing the Company's capital

8

requested target

structure, which contains 45 percent common equity,

4 percent preferred equity and 51 percent long-term

debt

• I will also respond to comments from both RUCO and

Staff related to Southwest's higher investment risk

relative to the other natural gas utilities used to

estimate the cost of common equity capital in this

proceeding

I will also respond to comments from Staff regarding

comparisons to average authorized returns on common

equity for other natural gas utilities

19 RECQMMENDED CAPITAL STRUCTURE

20 Q. 6

in his

23 A. 6

What is your general response to Mr. Parcels's comments

sur rebuttal testimony regarding the use of a

hypothetical capital structure?

Mr doesParcels not differentiate the use of a

hypothetical capital structure in past proceedings and

the Company's

structure in this proceeding

requested use target" capital

The hypothetical capital

of a

structure was used in past proceedings to adjust for the

Form No. 155.0 (03/2001) Word



1 difference in financial risk associated with Southwest's

2 lower common ratio versus the proxy

3

4

5 rebuttal is a

6

7

8 Q. 7

9

10 A. 7 Yes.

11

12

13

equity group

companies used to estimate the cost of common equity

capital. In this proceeding, as stated in both my direct

and testimony, Southwest requesting

"target" capital structure that the Company expects to

actually achieve.

Has Southwest achieved the 45 percent common equity ratio

as requested in its target capital structure?

Displayed in the table below is the Company's

actual capital structure as of March 31, 20081, actual

capital structure at the end of the test period (April

30, recommended2007) I and the Company' S "target"

14 capital.

15 Mar-08
50 6%
4.3%

Test Period
Apr-07
52.7%

45. 1% 42 I 9%
100. 0%

Recommended
51.0%
4.0%
45. 0%

100.0%

Long-Term Debt
Preferred Equity
Common Equity

Total 100 U 0%

This table clearly demonstrates that in the eleven-month

common

25 Q. 8

period since the end of the test period, the Company has

continued to make significant progress in improving its

capital structure and now has achieved a slightly higher

common equity ratio than the requested "target

equity ratio of 45 percent

How does Mr. Parcels justify his position against the use

of a "target" capital structure for Southwest?

Rejoinder Exhibit No (TKW-1)
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1 A. 8 Mr. Parcels cites the following two differences between

2 UNS Gas and Southwest t o his position that

3

4

5

6 Second, UNS Gas i s a

7

support

precedent established in UNS Gas is not appropriate for

Southwest. First, UNS Gas was recently formed in 2003

compared with Southwest which has existed for many years.

subsidiary of UniSource Energy

whereas Southwest has maintained its own publicly-traded

8 capital .

9 Q. 9 Do these differences between UNS Gas and Southwest

10

11

support Mr. Parcels's position against the use of a

"target" capital structure for Southwest?

12 A. 9 No. The more relevant f acts are that both UNS Gas and

Southwest had common equity ratios in the mid 30 percent

have significantrange i n 2003 and since achieved

improvement in their respective common equity ratios

Moreover companies improvement

continue and requested a target capital structure for

ratemaking that reflects the capital structure expected

to be in place on a going forward basis, which Southwest

has now achieved Mr. Parcels was the Staff witness in

both expect the t o

the UNS Gas general rate cases and the Commission did not

adopt Mr. Parcels's recommendation to use the actual test

Similarly

Parcels's capital

26 Q. 10

period capital structure in that proceeding.

the Commission should not adopt Mr.

structure recommendation in this proceeding

Parcels's surrebuttal testimony, he

27

On page 8 of Mr.

comments on the Company' s recently improved common equity
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1

2

ratio by stating: "Not coincidentally, this improvement

occurredi n the ratio after continuing

3

equity only

actions on the part of the Commission" What is your

4

5 A. 10

response to this comment?

With all due respect to the Commission, Mr. Parcels

6 erroneously assigns the for the Company' S

7

8

impetus

improved common equity ratio to the Commission's decision

in the last general rate case.

9

10 has a structure for

11

The Company acknowledges

and appreciates that, in past proceedings, the Commission

hypothetical capital

the decision in the

12

13

employed

ratemaking purposes. However,

Southwest's last proceeding, which required the Company

to file a recapitalization plan on how it planned to

14 obtain a 40 percent common equity ratio before its next

was

general rate case, with the caveat that its efforts to

achieve this level of equity would be evaluated for the

continued use of a hypothetical capital structure

not the impetus for the Company' s improved common equity

Southwest's position at the edge of an investmentratio

grade credit rating provides the Company with more than

sufficient incentive to improve its common equity ratio

testimony, and

how

direct pages

Southwest's

6 8 Exhibit

No I describe

A major

In my

(TKW-2) capital

structure improved between the test period (August 31

2004) of the Company's previous general rate case and the

test period (April 30, 2007) in this proceeding

of the improvedcomponent common equity ratio was
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1

2

3

4

achieved by the common stock issuances via the Company's

equity shelf programs. Southwest entered into a sales

5

6

7

8

g

10

11

12

agency financing agreement with BNY Capital Markets Inc.

on April 22, 2004, associated with the $60 million equity

shelf program. This agreement was executed seven months

prior to the Company filing for a rate increase in 2004

(December 9, 2004) and 22 months prior to the final

decision (February 23, 2006) . On September 8, 2005, the

Company completed its issuance under the $60 million

equity shelf and. in November 2005 management received

Directorsfrom Southwest's Board of for a n

13

14

15

16

17

Q. 11

approval

additional $45 million equity shelf program. Contrary to

Mr. Parnell's assertion, Southwest was proactively taking

steps to improve its common equity ratio prior to the

decision in the Company's last rate case.

other tangibleWhat steps has the Company taken to

18

19

20

A. 11

improve its common equity ratio?

During the 10-year period 1998-2007, the Company issued

approximately 12.0 million shares of common stock in

addition to the 3.4 million shares issued via the equity

shelf programs, which has increased the number of common

stock shares outstanding from 27.4 million (December 31

l997) to 42.8 million (December 31, 2007), representing a

56 percent increase in shares outstanding In addition

during period

through February 2007, the Company did not increase its

common stock dividend

the almost thirteen-year of May 1994
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1 Q. 12 Why did the improvement in the Company' s common equity

ratio not occur sooner?2

3 A. 12

4

5

6

Over the past decade, Southwest was one of the fastest

growing natural gas distribution utilities in the nation

requiring significant infrastructure investment, while at

the same time realizing one of the lowest average rates

7 of return o n common i n the industry. The

8

g

10

11 Q. 13 Are structure impacts from low

12

13 A. 13

equity

combination of rapid growth and low realized rates of

return has severely impeded the Company's ability to

improve its common equity ratio.

the negative capital

profitability unique to Southwest?

No. Empirical financial research 311 capital structure

14 theory confirms this same relationship between

15 profitability and capital structure. I n a recent study

16 published in the Journal of Finance, the author states:

17

18

19

"Thus, an inverse relationship between
leverage and profitability frequently found in
the data and identified by Myers (1993) is
perhaps the most pervasive empirical capital
structure regularity,"

20

21
SOUTHWEST' s HIGHER RELATIVE INVESTMENT RISK

22 RUCO's Investment Risk Assessment

23
Q. 14

24

What is your response to Mr. Rigs by's comments on pages

6-7 of his surrebuttal testimony, where he states that

final recommended cost of
25

your position is that his

26

27 2 Ila A. Stebulaev, 2007, "Do Tests of Capital Structure Theory Mean
What They Say?", Journal of Finance Vol.62:4, 1747-1787.
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common equity capital should have been 10.02 percent,

which is the midpoint of his estimated range of 9.20

A. 14

percent to 10.83 percent?

I would like to clarify that I never stated that Mr.

Rigs by should use the midpoint of his range of estimates

for the cost of capital for Southwest. On page 9 of my

rebuttal testimony, I simply provided an observation that

his final cost of common equity capital of 9.88 percent

for Southwest was below the midpoint of his stated range

of return on common equity capital of 9.20 percent to

Q. 15

10.83 percent.

What is your response to Mr. Rigs by's comments on page 7

of his surrebuttal testimony, wherein he responds to your

criticism for not adjusting his cost of common equity

capital recommendation to account for Southwest's higher

financial risk?

A. 15 Mr. Rigs by testifies that his support of the Company's

requested structure adequate

Now that

target capital provides

compensation for the additional financial risk.

Southwest has

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 greater than the

an actual common equity ratio slightly

equity this

Even though the

target common ratio,

argument no longer has any merit

Company has now achieved the target common equity ratio

Southwest still has higher financial risk relative to the

average of the proxy group companies.

accounted for this risk

Mr. Rigs by has not

27 Q. 16 Please respond to Mr. Rigs by's comments on your use of
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the adjustment methodology quantify

difference in financial risk of Southwest versus the

"Hamada" t o the

A. 16

proxy group companies.

This methodology is used to quantify the impact on the

cost of common equity capital by measuring the change in

beta given differences in leverage as measured, by the

to "Hamada"debt ratio . To summarize the

o n 10-13 o f m y

that

adjustment

rebuttal

reported

the

pages

analysis indicated

Southwest's

equity

analysis

testimony,

relevered beta was 0. 97 based o n the

Company's requested target common equity ratio of 45

percent. The average proxy group levered beta was 0.86.

The estimated impact to the cost of common equity capital

for the difference in financial leverage for Southwest

versus the proxy group is estimated by multiplying the

difference in beta 0.11 (0.97-0.86 = 0.11) by the equity

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Rigs by does not directly respond o r rebut the

results o f the "Hamada" adjustment analysis, a method

previously used b y RUCO witness Steve Hill i n the APS

risk premium.

Mr.

general rate case (Docket No. butE-l0345A-05-0816),

instead shifts his comments to the lower equity risk

premiums used by Mr. Hill in his CAPM analysis for the

APS case Without addressing the appropriateness of Mr

HilTs equity risk premiums, using the 4 percent and the

6 percent equity risk premium still supports an upward

risk adjustment equityfinancial in the return for
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Southwest .1

2

3

4 range of 44 t o

No.

that has

In conclusion, RUCO

financial risk

the cost of common capital .

in

The "Hamada"

methodology,

demonstrates that RUCO has not

Employing both the Hamada adjustment analysis

and the equity risk premiums used, by RUCO in the APS

case, the estimated financial risk adjustment is in the

66 basis points. (Rejoinder Exhibit

(TKW-2) displays the calculation using the 4 percent

and 6 percent equity risk premiums).

admitted Southwest higher

relative to the proxy group companies it used to estimate

equity

RUCOwhich used proceedings,

adequately considered

past

5

6

7

8

9

10

11

12

13 Staff' s Investment Risk Assessment

14

Southwest's higher financial risk.

Q. 17 What is your response to Mr. Parcels's comments on page

18 of his surrebuttal testimony, wherein he states you

above averagetestified that Southwest has risk and

A. 17

15

16

17

18

19

20

21

22

23

24

25

26

27

should be awarded an above-average cost of capital?

First, in both my direct and rebuttal testimony, I stated

that the Company should be awarded an adequate overall

rate of return that fairly compensates investors for

Southwest's level of business, financial, and regulatory

I also provided evidence to support Southwest's

higher relative investment risk compared to the proxy

group companies used to estimate the cost of common

equity capital. Second, Mr. Parcell agrees with the

assessment that Southwest has higher relative investment

risk as reflected by the 10 basis points adjustment

risk.
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1

2

relative to the Company's adjustment of 25 basis points

to account for Southwest's higher investment risk. I n

3 addition, Mr. Parcels's surrebuttal Exhibit DCP-11, which

4

5

displays investment risk indicators, confirms Southwest's

higher relative investment risk.

6 Q. 18

7

8

On pages 7-8 of Mr. Parnell's surrebuttal testimony, he

states that he believes Southwest's "lower credit ratings

have been directly linked to the [Company's] lower equity

Southwest's financial9 ratios" resulting from past

10 What is your response to this comment?

11 A. 18

12

13

14 ratings I

15

strategy.

First, while the common equity ratio i s an important

measure of leverage, Mr. Parcell places undue weight on

common equity ratio by directly linking it to the credit

Credit rating agencies use other quantitative

financial metrics as well as qualitative information in

16 Second,

17

the process of developing a credit rating.

similar to the cost of capital concept, a credit rating

Third thei s natureprospective evaluating

Company's past financial strategy based on its historical

and current financial a

existed.

24 Q. 19

position would require

examination of both the historical regulatory framework

and the operating environment in which Southwest has

Mr. Parcels has not provided any such analysis

Please explain why Mr. Parcell's direct linkage of the

25 Company's credit rating to the common equity ratio is

overstated26

27 A. 19 Moody's Investor Services in an attempt to have their
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1

2

rating process be more transparent, published its rating

methodology distribution companies.for natural gas

3 Moody's analysis focuses on four core rating f actors,

4 which are further broken down into eight sub-factors and

5 assigned a specific weight in the rating process The

6 f actors, sub-factors, and corresponding weights are

7 listed below:

8 Factor
Sustainable Profitability

Sub-Factor
Return on Equity
EBIT/customer Base

Weighting
15%

5%9

10 Regulatory Support Regulatory Support 10%

11 Ring Fencing Ring Fencing 10%

12
Financial Strength
And Flexib i l i ty

13

EBIT/Interest
RcF/Debt
Debt/Book Capitalization
Free Cash Flow/FFO

15%
15%
15%
15%

100%14

15

Total Weighting

As seen from the l i s t of f actors and sub-factors, the

16 d e b t - t o - b o o k c a p i t a l i z a t i o n r a t i o ( 1 m i n u s t h e common

17 e q u i t y - t o - b o o k  c a p i t a l i z a t i o n  r a t i o ) o n l y  a c c o u n t s  f o r  1 5

18 p e r c e n t r a t i n g p r o c e s s .

A d d i t i o n a l  f a c t o r s  a r e  i m p o r t a n t , s u c h  a s  t h e  f i n a n c i a l

o f the weight in the credit

19

20 metrics of sustainable profitability, which is assigned a

21 weight of 20 percent and the o f

22 regulatory support,

qualitative measure

which is assigned a weight of 10

23 percent l

24 Q. 20 Did Mr. Parcels recognize o r discuss regulatory risk a s

25 a n  i m p o r t a n t  f a c t o r  i n  t h e  C o m p a n y ' s  c r e d i t  r a t i n g ?

26

27
3 Moody' s Rating Methodology, North American Regulated Gas Distribution

Industry, Moody's Investor Services, October 2006. Rejoinder Exhibit
No._(TKW-3)
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1 A. 20 No. Nowhere in Mr. Parcels' s did he

2

testimony

acknowledge that credit rating agencies not only look at

3 the financial metrics o f a but also the

4 regulatory environment in which it operates. In addition

5 t o Moody's consideration o f regulatory the

6

support,

importance of regulation in the overall creditworthiness

7 of a utility can be found in the following statements

from S&P4:8

9

10

11

"Indeed, Standard & Poor's views the
regulatory and political environment in which
a utility operates as one of the most
significant f actors in assessing the
creditworthiness of regulated utilities.

12

13

14

15

16

17

18

"Our ratings reflect our views on all of the
factors that we believe will affect credit
quality, including economic trends, the
issuer's financial strength, and the
regulatory environment. For regulated
entities, however, the ability to generate
revenues almost entirely depends on regulatory
decisions. So in general, a ruling that
enhances a utility's ability to recover costs
in a timely manner will positively affect its
overall credit quality."

19

20 As stated in my direct testimony on page 16, Moody's has

21 assigned the regulatory support for Southwest as "Ba" or

22 below investment grade. No other Company in the proxy

23

24

25

groups used to estimate the cost of common equity capital

in this proceeding received a regulatory support rating

displaysas low . Rejoinder Exhibit No. (TKW-5) the

26
4

27

Standard & Poor's, Criteria: Influence of Regulatory and Policy Decisions
on Utility Credit Quality Deepens, Demanding Timely Assessments From
Standard & Poor's, May 15, 2007. Rejoinder Exhibit No.-_(TKW-4)
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1 Moody's support rating for the individual

2

3 Q. 21

4

5

regulatory

proxy group companies.

On page 18 of Mr. Parcels's surrebuttal testimony, he

states that you have not provided any evidence that the

risk has since last Arizona

6 Is Mr. Parcels correct?

7 A. 21

Company's

general rate case.

No. The increased risk is reflected in the Company's

8

9

10

11

12

lower credit rating. Credit ratings provide important

information to investors and thereby act as a signal of a

utility's quality. On March 10, 2006, Moody's issued a

press release stating that it had placed Southwest under

review for a possible downgrade:5

13

14

15

16

17

18

19

"Moody's Investor Services places under
review for possible downgrade the
Baa2/negative outlooks senior unsecured debt
of Southwest Gas Corporation (SWX) , following
the company' s recent announcement that the
Arizona Corporation Commission (ACC)issued a
final decision not to adopt the company's
proposed rate design for balancing accounts,
thereby exposing it to continuing earnings
risks associated with weather volatility and
declining customer use resulting from the
effects of gas conservation."

20

21

22
9. 5

23

As reported on pages 15 and 16 of my direct testimony,

Moody's downgraded Southwest's bond rating from Baa2 to

Baa3 just three months after being authorized a

percent return o n common t o a 40
24

equity applicable

withoutpercent common ratio, but any significant
25

26
5 Moody's Rating Action: Southwest Gas Corporation, March 10, 2006.

Rejoinder Exhibit no.__(TKw-6)27
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1

2

improvement in rate design. Moody's rationale for the

downgrade included the following:6

3

4

5

6

7

8

"The downgrade reflects the view that the
credit measures of SWX remain weak when
compared with its gas utility peers in light
of its continued rapid growth and sensitivity
to decline in earnings on account of warmer
than normal weather and the absence of revenue
decoupling in Arizona (54% of gross margins)
and Nevada (37% of gross margins) that would
serve to protect this company from weather
variation and customer conservation....

g

10

11

12

13

14

While the company was able to obtain
some rate relief in recent years, the fact
that it is among the f attest growing gas
utilities in the country (5% p.a. growth)
continues to expose it to regulatory lag as
rate cases in its key state of Arizona take at
least a year to resolve and even then,
typically deliver only part of the rate
improvement necessary for it to earn its
allowed rate of return."

15

16 Q. 22

17 A. 22

18 impact increasing the annual interest

19

20

What were the consequences of the downgrade by Moody's

The change in credit rating had an immediate estimated

by Company's

expense by $375,000 More importantly, the downgrade

increases the incremental cost of new debt for Southwest

In addition,

22

23

the downgrade impacts the cost of debt

refinancing Southwest has $575 million of long-term

debt that will mature in the next five years (2008-2012)

When24 a large portion of which will require refinancing

this debt is refinanced, it generally will be issued with

26
Moody's Rating Action: Southwest Gas Corporation, March 30,
Rejoinder Exhibit NO (TKW-7)

2006

27
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1 As a result, the

2

3

4

5 Q. 23

6

a long-term maturity of 10 to 30 years.

cost of this debt will be embedded in the Company's cost

of capital for ratemaking purposes for a relatively long-

period of time.

What is your response to Mr. Parnell's comments on pages

of makes20 21 his sur rebuttal testimony, where he

7 references to the recent Standard & Poor's published

8 report for Southwest?

9 A. 23

10 but h e f ails t o

11

12

13

Mr. Parcell highlights some of the positive factors for

Southwest cited in the S&P report,

mention some of the other important comments from S&P.

The following from the S&P, which was included on page 24

of my rebuttal testimony, bears repeatings:

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

Also, the importance of rate design for the Company's

credit ratings can be found in the following statement

Despite strong historical customer
growth statistics, annual total consumption
has nevertheless dropped l per year on
average since 2003 due to conservation
efforts, making rate design a key credit
driver for the company

Standard & Poor' s Ratings Direct, Southwest Gas Corporation Report
April 24, 2008
Id
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1

2

In addition, S&P cited as a weakness to the rating the

elevated projected capital expenditures of about $290

3

4 Q. 24

million per year.

other measuresAre there o f risk which reflect the

5 increase in Southwest's investment risk since its last

6

7 A. 24

Arizona general rate case?

BothYes beta and the book-to-market ratio are

8 indicators of investment risk. The decision for the

9

10 o n 2006. The table

11

12

Company's last general rate case, Decision No. 68487, was

issued February 23, following

displays the 24-month change in beta and book-to-market

ratio for Southwest and the average of the proxy groups

13 since February 23, 2006.

14

15
March
2006

March
2008 Change

16 Southwest

17 Value Line Beta
Book-to-market Ratio

0. 80
0. 71

0. 90
0. 85

0. 10
0. 14

18

19

20

Proxy Group 1
Value Line Beta
Book-to-Market Ratio

0. 81
0. 59

0. 89
0. 63

0. 08
0. 04

21

22

Proxy Group 2
Value Line Beta
Book-to-Market Ratio

0. 81
0. 59

0. 88
0. 61

0. 07
0. 01

23

24 The reported changes in betas and the book-to-market

25
9

26

27

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.
Proxy Group 2 - the additional proxy group of twelve natural gas
distribution companies used by Staff.

Form No. 155.0 (03/2001) Word _17_



ratios indicate that Southwest's investment risk has1

2

3

4

increased on both an absolute basis as well as on a

relative basis compared to the average measures of the

proxy groups used to estimate the cost of common equity

capital. Rejoinder Exhibit No. (TKW-8) displays the

beta, book-to-market ratios, and corresponding change for

the individual proxy group companies.

OVERRALL RATE OF RETURN RECOMMENDATION

Q. 25

5

6

7

8

9

10

On page 20 of Mr. Parcels's surrebuttal testimony, he

states that the

A. 25 he

average authorized return on common

equity for other natural gas utilities is below the 11.25

percent requested by Southwest. What is your response?

On page 3 of Mr. Parnell's surrebuttal testimony,

lists the average authorized rates of return naturalfor

gas distribution companies for the period 2003-2007.

However, Mr. Parcels does not include the corresponding

which is a n

11

12

13

14

15

16

17

18

19

20

21

22

average authorized common equity ratio,

important factor in making comparisons to Southwest's

requested return on common equity. The list of average

authorized returns on common equity and the corresponding

authorized common equity ratios for the more recent

and firstperiods

follows .

2006-2007 quarter of 2008 are a s

23

Year
2006
2007
2008

ROE
10. 43
10.24
10. 44

Common
47.43
48.37
52.42

Form No. 155.0 (03/2001) Word



1 Southwest's currently authorized common equity ratio of

2

3

4

40 percent and its requested target common equity ratio

of 45 percent are below the average authorized common

An accepted tenet of modern finance is

5

6 Dr.

7

equity ratios.

that the required return on common equity is positively

related to the debt-to-equity ratio of the firm.

prominentStewart Myers, a finance scholar who has

8 a number of studies o n capital structure

9

published

theory, states:

10 of

11

12

13

14

15

"The cost equity does depend on
capital structure. Comparisons of cost of
equity estimates or allowed or actual returns
make sense only if differences in financial
leverage are accounted for. When a given
utility's debt ratio increases, the cost of
equity also increases and the allowed return
must be adjusted upwards. This adjustment is
required to preserve a f air return to equity
investors." w

16

17

18

19
Q. 26

20

To make comparisons between Southwest's requested return

on common equity would require an adjustment for the

Company's lower common equity ratio.

Is there a way to make an adjustment to account for the

differences in leverage?
21

A. 26 Yes.
22

empirical

Dr. Roger Morin reviews the results of a number of

and theoretical studies of the o n

23
effects

leverage on the cost of common equity capitally. Based
24

25

26

Myers, "Capital Structure and the Cost of Capital for Regulated
prepared for The New York Energy Collaborative, December 4,

27

10 Stewart c.
Companies,"
1992.

Roger A. Morin, New Regulatory Finance, Arlington, Virginia: Public
Utilities Reports, Inc., pages 468-469. Rejoinder Exhibit No.__(TKW-9)

11

Form No. 155.0 (03/2001) Word -19



1

2

on these studies, the cost of common equity capital is

found to increase in the range of 7.6 to 13.8 basis

3

4

points per one percentage point increase in the debt

Using this information, I estimated the range of

of returns based on

ratio.

5

6

7

8

leverage adjusted authorized rates

the difference in the average authorized common equity

ratio and Southwest's target common equity ratio. The

the leverageresults indicate that adjusted

9

average

authorized rates of return for 2007-2008 are in the range

10 The results are displayed in

11

o f 10.50 t o 11.46 percent.

Rejoinder Exhibit No. (TKW-10).

12 CONCLUSION

13 Q. 27

14

15 A. 27 Yes BBB

16

17

19

Do you have any concluding comments to your rejoinder

testimony

The Company's current bond ratings are

S&P and "Baan" by Moody's These ratings are the lowest

that still afford the Company an investment grade credit

Since its last general rate case, Southwest made

in

rating.

significant

ratio

improving common

20

23

progress equity

The Company's ability to sustain and continue to

improve its financial profile is largely dependent on the

regulatory support it receives in this proceeding

Commission of the requested

24

improvement in rate

approval Company's

capital structure and overall rate of return, accompanied

with a significant design,

provide Southwest an opportunity to achieve an improved

financial profile and credit ratings This improvement

Form No. 155.0 (03/2001) Word 20



1

2

benefits Southwest's customers by reducing the long-run

3

4

Q. 28

average capital costs embedded in customer rates.

Does this conclude your prepared rejoinder testimony?

A. 28 Yes, it does

5

6

7

8

9

10

11

12

15

16

17

18

19

20

21

22

23

24

25

26

27
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October 2006

New York
Edward Tan
Sharon Roberts
Mihoko Manabe
John Diaz

1.212.553.1553

Toronto
Allan McLean 1.416.214.1635

North American Regulated Gas Distribution Industry
(Local Distribution Companies)

Summary
.luuzmwn-;4=wJolll.mv 359|l 4

The purpose of this methodology is to provide investors and odler interested parties with a clear understanding of how
y's assigns ratings to issuers and their obligations in the North American local gas distribution (LDC) sector

Our goal is to help the market understand the factors we consider most important for this sector and how they map to
specific rating outcomes. Readers should be able to use this report to gauge a company's ratings within two notches

This rating methodology covers 30 gas udlides in North America (Canada and the United States) all of whom are
regulated by their provincial, state or municipal utility commissions. These are relatively small companies that are lim
ired to a pardcudar franchise territory and which ordinarily would not carry investment grade ratings were they not
protected through reguiadon and assured the certainty of a positive gross margin in exchange for the public expects
don of a reliable and safe gas distribution service

Overall, Moody's analysis of gas utility companies focuses on the following core rating factors

1. Sustainable Profitability
2. Regulatory Support
3. Ring Fencing
4. Financial Strength and Flexibility

In addition Moody's analyzes factors that are common across all industries such as liquidity, corporate governance
event risk, and legal structure

Moody's Investors Service
Global Credit Research
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A b o u t  t h e  R a t e d  U n i v e r s e
. *,.. _. *III'tn

The focus  of  th is  rat ing methodology  is  on the "pure"  gas  LDCs in Norr i  America.  We note that  th is  methodology  is
concerned princ ipal ly  wi th operat ing ut i l i t ies  regulated by  thei r local  jur isdic t ions and not  wi th gas ut i l i t ies  owned by
parent holding companies that  have other non-regulated businesses.

I t  i s  ant i c ipated that  a  separate rat ing methodology  wi l l  be for thcoming that  would govern the rat ings  of  such
"divers i f ied" gas  companies  inc luding diode that  may have expanded through non-ut i l i t y  subs idiar ies  into other non-
LDC businesses such as sales of  unregulated electric  power and gas contracts (energy market ing),  gas pipel ine t rans-
miss ion and storage,  gas gathering and processing,  explorat ion and product ion,  energy t rading or bus inesses that  are
non-energy related act iv i t ies (e.g.  real estate development or underground construct ion serv ices).

Addit ional ly ,  a third rat ing methodology would also be forthcoming for the gas pipel ine companies,  complet ing the
dire sub-sectors that make up the largely regulated natural gas transmission and distribut ion industry in North America.

In al l  Moody 's  rates  30 companies  in the pure gas  LDC sec tor in North America wi th EBITDA ranging f rom USS
32 mi l l ion to USS 681 mi l l ion and total  assets  ranging f rom USS 382 mi l l ion to USS 5,974 mi l l ion.  The rated universe
st retches f rom the east  coast  to the west  and ranges in complex i ty  f rom ut i l i t ies  wi th jur isdic t ion in a s ingle s tate to
those with muddle s tate jurisdic t ions (such as Aunts  Energy Corporat ion,  which has ut i l i ty  operat ions in 12 s tates).

warm:-n~

Industry 0verview
A r

The guiding princ iple behind gas LDCs is  that  they are regulated ent i t ies within their jurisdic t ions and are expected to
conform to the regulatory  f ramework  es tabl ished by  thei r  regulators .  The regulatory  f ramework  may  spec i f y  a pre-
approved level of  capital izat ion,  return on equity  the pass-through of  certain cost  components and the recognit ion of  a
specified level of regulated assets within the base rates established for customers, and the setting of a depreciation sched-
ule based on the average l i fe of  plant  and equipment.  In Canada, regulators may operate at  the provinc ial  level.  In the
United States they might operate at  the state or munic ipal level.  As these companies are regulated by local authorit ies,
there are tremendous variances in regulatory frameworks, some more favorable to the ut i l i ty companies than others.

Al lowed rates of  return on equity  arc general ly  modest  (ranging f rom 9% -12%  in most  cases depending on cost  of
capital).  This creates certain tradeoffs dirt  are meant to ensure a safe and reliable public service in return for stable and
predictable levels of income and cash f low

HI GHLY SEASONAL DEMAND AND WORKI NG CAPI TAL REQUI REMENTS

The gas dis t r ibut ion bus iness 'm North America is  general ly  highly  seasonal  and sens i t ive to weather variat ions f rom
one year to another.  The vas t  major i t y  of  earnings  are der ived dur ing the winter heat ing season ( typical ly ,  the f ive
months  f rom November di rough March).  In d ie summer months  LDCs usual ly  break  even or lose money

In addi t ion,  LDCs are typical ly  subjec t  to vas t  swings  in work ing capi tal  requi rements ,  wi th the bui ld-up of  ram
rel  gas inventory  in underground s torages occurring during late spring and early  summer,  reaching a peak in Novem
Ber/December and fal l ing during the course of  the winter as  gas is  consumed.  Accounts  receivables begin to bui ld in
November and general ly  peak  in late December or january .  The bui ldup of  short - term debt  to meet  seasonal  work ing
capital  needs fol lows the same winter inventory bui ld-up and accounts receivables f inancing pat tern,  wi th many LDCs
complete ly  out  of  short - term debt  by  Apr i l /May

In an at tempt  to s tandardize the measure of heat ing days in the year, the industry has adopted the use of "heading
degree days," commonly def ined as the extent  to which the dai ly  average temperature fal ls  below 65 degrees Fahren
heir,  (general ly assumed to be the point  at  which indiwlduals would typical ly heat their homes).  The number of  heat ing
degree days in a given year are compared against a historical "norm" specif ied by a regulatory commission in a specif ic
jur isdic t ion to es tabl ish the degree of  normalcy  wi thin a t ime f rame.  This  t ime f rame can range anywhere f rom 10 to
30 years,  depending on the formulat ion approved by the ut i l i ty  regulators

In  s ome jur i s d i c t i ons ,  t he  earn ings  impac t  o f  weather  v ar ia t i ons  i s  neut ra l i z ed t hrough t he es tab l i s hment  o f
weather midgants  as  part  of  fundamental  rate des ign.  In i ts  rate appl icat ions to the local  regulatory  commiss ion,  the
local  ut i l i t y  would reques t  protec t ion f rom weather that  is  warmer than normal  for i t sel f  and for i t s  cus tomers  when
readier is  colder than normal.  Specif ical ly ,  weather is  compared with current  def lat ions f rom his torical  norms as mea
sured in  heat ing degree days .  The term of t en assoc ia ted wi t h  t h i s  f ormal  mechanism to  compensate a  u t i l i t y  f or
warmer than normal  weather (or to compensate a consumer for colder than normal  weather) is  commonly  referred to
as  a "weather normal izat ion c lause"  or  "WNC

In jur isdic t ions  that  leave LDCs to thei r  own dev ices ,  LDCs can ei ther go naked, "  or they  can purchase readier
derivat ives or weather insurance to mit igate the ef fects of  margin variat ions caused by f luctuat ing weather condit ions

2 Moody's Rat i ng  Met hodo logy
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In addition to the fact that gas LDCs are subject to regulation by local authorities, they also operate under die premise
that dieir fixed and variable operating costs are borne by dieir firm demand customers (usually residential and com-
mercial) who use gas for space heading, cooking, or a combination of both. Under the terms of the LDC operating
structure, the LDC is not expected to assume the commodity risk of gas, but is able to pass this cost dirough to cus-
tomers in monthly bills. Depending on the gas prices at any given time, die commodity price component of a residen-
dal customer's monthly bill could be as high as 80%. The remaining 20% would be the LDC's charge for operating
and investing in the infrastructure of its gas distribution system (which are, primarily, its fixed costs of operation).

Vvith the advent of diird-party gas commodity marketers, this commodity charge is often provided by gas suppli-
ers to consumers utilizing the LDC's gas delivery network. Under dies mechanism of "distribution only" charges, the
LDC can sometimes use the gas marketer to bill for its 20% of distribution charges, thereby transfening bad debt and
risk of non-collecdon to the gas marketer. More often however, die LDC bills customers for both the gas marketer's
commodity supply charges as well as its own delivery charge, retaining bad debt on its own books.

In several jurisdictions, utility regulators have granted LDCs a "bad debt" tracker, which allows them to recover
the costs of non-collecdon via dieir customers' rate bases or as part of the PGA (purchase gas adjustment clause). Some
states such as Pennsylvania and Tennessee have increased the amount of real-dmc bad debt that could be passed-
through to the customer and are also allowing delivery termination for non-paying or delinquent customers to protect
die margins of the LDC.

PASS-THROUGH OF NATURAL GAS PRICES

If wearer variations are largely mitigated, cost of gas is a pass-diough commodity cost, and regulators permit the com-
pany to recover its cost of investment and other operating costs for maintaining the gas distribution system, the earn-
ings of the LDC should, theoretically, be largely predictable and cash flows should be stable year after year.

In reality however, LDCs' earnings are not stable, as customers continually Hnd ways to conserve on heating bills,
to purchase more efficient appliances or to build better insulated homes. All of diesel measures result in gas "conserva-
don" and diminishing earnings (again, revenues are largely dependent on die volume of gas consumed). In areas of
high growth - i.e. where die customer base is increasing at rates in excess of 3% p.a. - there is also the added pres-
sure of rising operating and maintenance expenditures as well as the need to catch up with lagging capital investment
recoveries. These pressures, coupled with rising cost structures and a volatile energy environment oftentimes require
an LDC to File more frequent rate cases requesting cost recoveries or changes in fundamental rate design to account
for secular changes in consumer behavior patterns that affect die operating margins of the gas utility.

STABLE AND PREDICTABLE EARNINGS AND CASH FLOW

Key Ratings Issues Going Into the Next Decade

Rejoinder Exhibit N0._(TKW-3)
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The key rating issues affecting the near and medium term fall into three general areas:

Rising gas prices
The push for consewadon
The rise of mergers and acquisitions

•

•

RISING GAS PRICES

Gas prices follow many of the pressures that bear on oil prices, but also demonstrate characteristics of their own. His-
torically, North America was an abundant producer of natural gas. What the US could not supply from its own gas
Helds could be obtained reliably from Canada. Over the years, Canada has been consuming more of its gas, both to
supply its own citizens' needs and to recover heavy oil lodged in sand formations where gas is burned underground to
facilitate die oil recovery mechanism.

Also affecting the industry is a change in the pattern of the summer lull in gas prices. This is attributable to the fact
that the electric power industry has been building new generation plans fueled by gas, mainly because of gas clean-com
bastion characteristics. The vast majority of new electric generating plants built in the past few years have been tired by
gas and these power plants bum more summer gas to generate electricity to meet cooling demands. As a consequence, the
traditional lull in summer gas prices has become less reliable with the increased volatility in gas commodity pricing

Rising demand for natural gas has also diminished the supply cushion to the point that hurricane disruptions such
as those in the gas producing areas of the Gulf of Mexico in 2005 created logistical delivery disruptions to certain
LDCs in the soudieastern portion of the US. This confluence of increased gas demand and supply constrains is like
to maintain upward price pressure on natural gas prices over the medium term

Moody's Rating Methodology 3
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h gas prices have the undesirable effect of causing a rise in bad debt expenses and uncollectible receivables for
many gas utilities, creating yet more need for rate design improvements

THE PUSH FOR CONSERVATION

Anodier consequence of high gas prices is consumer modvadon to burn less gas when possible. We have observed an
impetus to reduce consumption in response to rising prices over the past decade. In North America this trend is most
noticeable within the most rapidly growing home building areas, where homes are being built with better insulation
Another impetus for conservation is rising gas prices and warmer weather, where it is relatively easy for homeowners
to turn-down die thermostat for extended periods of time, reducing gas margins earned by LDCs that are dependent
on VoluII1€l'Ilic gas consumption for cost recoveries

Conservation is an important component in balancing the region's gas supply and demand equation, but under
traditional regulatory frameworks in many jurisdictions, few gas utilities have the incentive to encourage gas conserver
don or promote education in gas usage efficiencies among their customers. With the likelihood that gas prices will
remain high and volatile, conservation will likely become a more formidable influence on gas consumption in the rest
denial and commercial customer segments going forward

In the US, utility commissioners in various states differ in their approaches to allowing their gas utilities to recover lost
margins attributable to conservation-driven variations in consumption. Commissions with more supportive regulatory
frameworks tend to allow mechanisms for revenue recoveries and their utilities generally have stronger financial profiles

As more LDCs become aware of the impact that conservation initiatives have on their customers' gas usage and
their own profitability more are considering applying for the appropriate rate design changes. To do this, however
they must first build understanding and support at the grassroots level. Overall, utility rate designs that compensate gas
LDCs for conservation-based margin losses (as with variations due to readier), should help to stabilize udlides' credit
metrics and credit ratings. Utilities with these ratemaking mechanisms also tend to can'y higher credit ratings

T HE  R I S E  O F  M E RG E RS  AND Ac ou s l T I 0 n s

With the repeal of the Public Utility Holding Company Act (PUI-ICA) 'm the US (February 2006) companies are finding
fewer obstacles to mergers across state lines. Companies seeking to expand dieir service territories are now finding it easier
to bid for companies seeking an opportunity to cash out (as price multiples are currently attractive for sellers in this industry)

The pace of industry consolidation as well as the introduction of new players could accelerate beyond 2006. From a
credit standpoint, however, we note that mergers and acquisitions usually entail taking on more debt, attempts to create
new operating synergies, and the need to apply for further rate relief from regulators. Previous periods of heightened
mergers and acquisition activity were typically associated with increased numbers of ratings downgrades, as LDC debt
levels and operating costs rose and rate recoveries lagged. While it is still early to predict whether past performance will
repeat itself in the current merger-driven environment, die denigration of credit metrics remains a possibility

In This Methodology

To explain Moody's approach to rating gas utility companies, we take the reader through the following steps

IDENTIFICATION OF KEY RATING FACTORS

2.

3 .

To determine the rating of a gas utility company we focus on the following factors

1. Sustainable Profitability
Return on Equity
EBIT to Customer Base

Regulatory Support
Regulatory Support and Relationship

Ring Fencing

Ring Fencing
Financial Strength and Flexibility

EBIT/Interest
Retained Cash Flow/Debt
Debt to Book Capitalization (excluding goodwill)
Free Cash Flow/Funds from Operations

4.

Moody ' s  Ra t i ng  Met hodo l ogy
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MEASUREMENT OF THE KEY RATING FACTORS

For each of the core factors cited, we present a set of metrics or "sub-factors" that enable the reader to determine
exactly how we measure this factor. Each of the core factors is comprised of between one and four sub-factors, each of
which are mapped to a rating or score. For example, we consider four different financial metrics widiin the Financial
Strength and Fleidbility Factor.

In total this rating methodology incorporates eight sub-factors. Where possible, we provide quandtadve metrics
derived from a company's financial statements. For some factors, however, non-stadsdcal observation is necessary to
detennine the appropriate results. For each of the eight metrics, we assign a weight based on relative importance.1

Moody's applies a total weighing of 20% for non-financial observations and 80% for financial. (However, we
weigh some sub-factors more heavily than others, as some sub-factors such as the ROE (return on equity) and the ones
for Financial Strength and Flexibility weigh more heavily in determining the relative risk of a particular LDC in com-
parison with its peers). This is because, while regulatory design and support may differ from jurisdiction to jurisdic-
don, the financial metrics do not. This renders them more easily comparable across political boundaries and more
quantifiable. Financial observations also tend to be lagging indicators, as they come at the end of a fiscal reporting
period and serve as the final scorecard for the issuer. The two non-financial sub-factors tend to be less definive and
are more subject to interpretation. Applying the sub-factor weighings and scoring die rating assignment for each sub-
factor in this manner results in ratings dirt track our assigned ratings within one or two notches 'm 93% of the cases.

While Moody's oudooks are forward looking, the rating process does make extensive use of historic financial state-
ments. Historic results help us understand the pattern of a company's results and how it compares to peers. They also
prowlde perspective, helping to ensure that estimated future results are grounded in reality. This document makes use of
historic data primarily. However, if an LDC is undergoing a rate case or fundamental business Iransformadon - negating
the usefulness of past performance as a guide to future credit standing - we use projected 'financial results instead.

Where historical financial results are used, metrics are based on an average of the most recent three years. The
2003 through 2005 periods provide a good cross-secdon of the peaks and troughs that characterize individual company
performance over a normalized period.

Where projected financial results are used, metrics are based on an average of die 2006 through 2008 periods,
or in some cases, 2007 dirough 2009, depending on the implementation dates of rate increases or realization of
expected merger combinations.

All measures incorporate Moody's standard adjustments to income statement, cash flow statement, and balance sheet
amounts including under-funded pension obligations, recurring operating leases, and off-balance sheet commitments and
contingencies.2 Moody's Credit Opinion key indicator ratios will also incorporate these standard adjustments.

MAPPING OUR METRICS TO RATING CATEGORIES

After ident i fy ing the measurements for each factor,  the potent ial outcomes for each of due eight factors/sub-factors are
mapped to a Moody's  rat ing category (Le.  Ala,  As,  A,  Baa,  Ba,  B,  Cao).  For example,  we specify  what  level  of  ROE is
general ly  acceptable for an As credi t  versus an A credi t .  We prowlde a range or descript ion for each of  the measure-
ment  c r l t ena.

COM P ANY  M AP P I NG/ 0UT L l E R DI S CUS S I ON

We next assign a rating to each company in our rated universe for each factor. We also show how this rating compares
to the company's actual assigned rating. The results of dlis mapping appear in a summary table located 'm Appendix B,
as well as in the results section under each factor.

We recognize that any given company may perform higher or lower on a specific factor than its actual rating level.
These companies are identified as "outliers" for that factor. A company whose perfonnance on a specific factor is more
than two rating notches higher than its actual rating is deemed a positive outlier for that factor. A company whose per-
formance is more than two notches below is deemed a negative outlier. We highlight those companies whose factor
mapping is more than two notches higher or lower than its rating and offer a discussion of the general reasons for out
tiers within a given factor

1.
2.

3.

See Appendices A and B for a summary of sub-factors and weightings for each sub-iacron
Moodys Approach to Global Standard Adjustments in the Analysis of Financial Slatemenls for Non-Financial Corporations - Part l (US/Canadian GAAF;' February 2006)
See Appendbr D for non-financial sub-radar des
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DETERMI NI NG THE F I NAL RATI NG

To determine the overall rating, each of the eight assigned sub-factor ratings is converted into a numeric value based
on the following scale.

Each sub-factor's numeric value is multiplied by an assigned weight (refer to the table below and/or Appendices A
and B, for weights), and then summed. For information purposes, the table below also shows sub-totals and how much
weight is given to each broad rating factor.

The total is then mapped to the table below, and an overall alpha-numeric rating is assigned based on where the
score falls in the range. The outcome provides a good correlation, wide indicated ratings falling at or two notches away

from actual ratings.

The entire array of scores and mappings for each of the LDC companies is shown in Appendix B.

Factor Discussions

FACTOR 1: SUSTAINABLE PROFITABILITY

Why I t  Mat ters

Two subfactors provide good indications of a Hrm's ability to remain profitable and efficient despite the inherent vole
deity associated with the sector

Return on equity (ROE), which is calculated for each year by taking a company's profitability in a given
year and dividing it by an average equity of the current and previous year end. ROE serves as barometer of
a company's general level of profitability - and when calculated over a period of years, serves as an india
tor of its ability to sustain its profitability - and provides a good starting point for understanding the over
all efficiency of the operations of the company
Operating Income (EBIT) relative to customer base provides anodier indicator of a gas utility's overall aper
acting profitability relative to the number of customers being serviced. The higher this Figure, the more each
customer contributes to the company's "bottom-line." For purposes of this calculation, only firm demand cos
tamers of the residential and commercial categories are included. as industrial customers often have alternate
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sources of fuel and are the Hist to be cut off by a utility 'm the event of gas pro-radoning (allocation as a per-
centage of available supply) or shortage.

The former calculates returns on a GAAP basis and the latter serves as a measure of overall operating efficiency.
When an average of three years is used as the comparable period, these indicators reveal the company's relative proNt-
ability and ability to maintain this profitability and efficiency on a sustainable basis.

LDCs may differ in their rate design, the effectiveness, and Me timeliness of rate design, but they ultimately cul-
rninate in an ROE scorecard that is an irrefutable indicator of the profitability that the Hrm has achieved (or in the case
of projected figures resulting from a rate case filing or decision, projected profitability) given the business environment
in which it operates. Similarly, the EBIT/customer base measures the relative operating efficiency of the company in
achieving these operating results.

Among the risk factors reflected in ROE are the presence and effectiveness of the LDC's weather normalization
clause (WNC), its ability to increase earnings despite customer gas conservation, the ability of the firm to pass through
bad debt expenses, to true-up for underfunded pension liabilities, die frequency and degree of price adjustments for
gas cost purchase adjusunents, the ability to pass along financial and derivative hedging costs to consumers, to reim-
burse itself for environmental remediation expenditures, to use forward year test data in factoring in capital expendi-
ture cost recoveries, and its ability to cover rising O&M (operating and maintenance) expenditures. The firm's
effectiveness in dealing with these risks is distilled into an ROE calculation. Over time, this calculation provides a pro-
file of the company's ability to generate consistent earnings Mat: are capable of covering the cost of doing business and
capable of doing so over an extended period of time. It also provides a benchmark measure of efficiency relative to
other LDCs with similar business profiles.

It should be noted Mat in the use of ROE, the measure of profitability is indifferent as to whether an LDC
employs multiple approaches to shielding itself from gas commodity price volatility (such as dirough use of various
forms of financial derivatives) or if it relies primarily on underground gas inventory storage or long-term pipeline
deliveries at fixed costs. Similarly, it does not impose a requirement that die LDC have a WNC in place to protect its
gas margins against warmer than normal winters, as the company could achieve similar results by employing its own
form of weather midgants through the purchase of weather insurance or derivatives. The importance of achieving a
desired target ROE is the fact that it signals management's effectiveness in employing all possible measures to achieve
its business goals.

That said, the better the quality of an LDC's rate design or effectiveness in generating operating profits, the
greater and more consistent its ROE. Very few businesses are assured a stable and consistent return on dieir capital by
a regulatory body, but LDCs are (in theory, at least). To the extent they employ highly effective rate designs and busi-
ness solutions in midgadng the laiown risk factors in the business, the better the ROE and efficiency of its operations.

Despite wide variations in individual utility rate designs dierefore, ROE and EBIT/Customer Base appear to cap-
ture the level of profitability and efficiency in an LDC's operations and reflect its ability to generate profits over a sus-
tainable period of time.

We note that profitability (ROE), operating income to customer base (EBIT/residendal+comrnercial customers),
interest coverage, retained cash flow to debt, debt to capital and free cash flow to funds from operation are the credit
metrics that contribute the most to differendadng the stronger LDCs from the weaker ones. These also tend to be the
"lagging" indicators as financial results are only available after the close of a Fiscal quarter. Thus, they serve as a report
card for die close of a given financial period, after all the events of the period have already transpired and all the Onida
dyes of management are eidier completed or left undone

Measurement metrics for thzkfactor are as fnllows

ROE - profitability in a given year / average equity of the current and previous year
Weighting: 15 %
(EBIT) to Customer Base: For purposes of this calculation, only firm demand customers of the resider
rial and commercial categories are included, as industrial customers often have alternate sources of fuel and
are the Hrst to be cut off by a utility in do event of gas pro-radoning (allocation as a percentage of available
supply) or shortage
Weighting: 5 '%

M oody ' s  Ra t i ng  M e t hodo l ogy 7
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Company Mapping Resul ts:  Sustainable  Pr of i tab i l i ty

Issuer Name

Current Senior
Unsecured

Rating ROE
Indicated

Rating: ROE

EBIT/# of
Residential &
Commercial
Customers

Indicated
Rating:

Cperating Ratio

$150 - $250
$150 - $250
$100 $150
$150 - $250
$150 - $250
$250 - $350
$50 - $100
$50 - $100
$100 - $150
$150 - $250
$50 - $100
$50 - $100
$150 - $250

A

A

Baa
A

A

Aa

Ba

Ba

Baa

A

Ba

Ba

A

>$350

Aa

A

Bar

Ba

A

A

Baa

Baa

Baa

Baa

A

Aa

A

A

Ba

A

A

Ba

A

A

T

Baa

T

Baa

Baa

Baa

14-19%
9-14%
5-9%
2-5%
9-14%
9-14%
5-9%
5-9%
5-9%
5-9%
9-14%
14_19%
9-14%
9-14%
2-5%
9-14%
9-14%
2-5%

14-19%
14-19%
9-14%
5-9%
9-14%
2-5%
9-14%
9-14%
2-5%
9-14%
5-9%

Baa

Alabama Gas Corporation

New Jersey Natural Gas Company (Sec Aar)

Wisconsin Gas

Boston Gas Company

Brooklyn Union Gas

KeySpan Gas East Corporation

Northern Illinois Gas

North Shore Gas Company (Sec Al)

Peoples Gas Light and Coke Compa (Sec AL)

Public Service Co. of North Caro

Questar Gas Company

Southern California Gas Company

Washington Gas Light Company

Terasen Gas Inc.

Colonial Gas Company (Sec A2)

Northwest Natural Gas Company

Piedmont Natural Gas Company, In

Connecticut Natural Gas

UGI Utilities, Inc.

AGL Resources Inc.

Cascade Natural Gas Corp.

Indiana Gas Company, Inc

Laclede Gas Company

Southern Connecticut Gas (Sec AS))

Laclede Group, Inc. (The)

South Jersey Gas Company

Yankee Gas

Ammos Energy Corporation

Southwest Gas Corporation

SEMCO Energy, Inc

AL

AL

AL

AS

A2

A2

A2

A2

A2

A2

A2

A2

AS

AS

AS

AS

AS

AS

AS

Baal

Baal

Baal

Baal

Baal

Baa2

Baa2

Baan

Baan

Baan

Bar <0%
Baa

$250 - $350
$150 - $250
$150 - $250
$250 - $350
$250 - $350
$150 - $250
$100 - $150
$100 - $150
$100 - $150
$150 - $250
$100 - $150
$150 - $250
$150 - $250
$50 - $100
$50 - $100
$100 - $150 Baa

egatiyre Gilt: Le(

Observations and Outliers

ROE
Among the negative outliers are Boston Gas and Colonial Gas, two of six natural gas distribution companies owned b
KeySpan Corp. Their low ROE reflects push down accounting relating to KeySpan's acquisition of Eastern Enter
prizes, whereby a pardon of the acquisition debt and goodwill issued by the parent have been allocated to Boston Gas
and Colonial Gas. The debt and parent financing of working capital and gas inventory through die utility money pool
has resulted in noticeably increased debt and interest expense levels. Additionally, National Grid's recently announced
plan to acquire Keyspan raises the possibility of an additional debt servicing burden being "pushed down" to these sub
sidiaries. The low ROE also reflects the lower efficiency of the rate design in these KeySpan subsidiaries. The lack of
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weather midgadon and conservation in the company's rate design leaves it vulnerable to weather and conservation
exposure, which are being mitigated in part through the purchase of readier derivatives.

The Connecticut LDCs of Connecticut Natural Gas, Southern Connecdeut Gas and Yankee Gas also have low
ROEs relative to their assigned ratings, reflecting relatively poor regulatory support from the state commission on
weather and conservation protections, and the ability to pass financial hedging costs to rate-payers as a means to mid-
gate gas price volatility These LDCs are also smaller subsidiaries within larger electric power utility operations that
may require additional forms of parental support for the LDCs.

In the case of Wisconsin Gas the company was approved for a rate base increase, effective January 2006, for an
approved ROE of 11.2%, but historical returns had eroded because of a five-year rate freeze.

Among the positive outliers are UGI Utilities, AGL Resources and Athos. Although UGI has a high ROE rela-
dve to its peer group, the overall rating is suppressed because of its affiliation wide non-investment grade subsidiaries
of the parent.

In the case of AGL and Athos, the diversified earnings of the group include income from operations such as
energy services. These tend to boost the group's returns even dough die combined risk may indicate a less stable and
predictable earnings stream.

EBIT to Customer Base

Northern Illinois Gas and North Shore Gas Company are negative outliers 'm dies operating efficiency ratio, as they
have been suffering from regulatory lag. However, the recent rate increase in doe case of Northern Illinois Gas could
help narrow the gap in its performance going forward.

On the odder extreme, UGI appears to be a very efficient operator and is a positive outlier from a customer base
standpoint. Aldiough UGI has strong operating income (being supported by a higher Dian average customer growth
rate - moody attributable to organic growth), the overall rating is suppressed because of its afhliadon with non-invest-
ment grade subsidiaries of the parent.

FACTOR 2: REGULATORY SUPPORT

Why It Matters

The fact that LDCs are subject to regulation by local authorities has a direct bearing on the success of dieir business
operations. It is difficult for udlides to function without good community relations, as died depend on dieir local reg-
ulators and on the public's understanding to obtain the rate relief and cost recovery necessary for a gas distiibudon sys-
tem's investments.

Of particular importance, regulatory requirements are often delineated not by law or by prescribed statutory
requirement or ruling but rather by the expectation that traditional practices will continue and that LDCs - pardcu-
larly the older and more established ones - will continue to act within established boundaries and in accordance with
past practice. This necessitates a strong relationship with regulators who are, ideally, supportive.

Thus, when the regulatory relationship is strong and cooperative, utilities are able to engage in active dialogue
with regulatory commissioners and staff to End mutually acceptable solutions to utility problems (such as rising
account delinquencies in periods of gas shortages and price increases) or to educate customers about key initiatives
such as gas conservation. In a strong relationship, die commission staff might also serve as a technical advisor to the
utility commission in facilitating constructive discussions with the company - as opposed to playing the role of "con-
sumer advocate" and countering LDC inidadves.

One very important component of the utility/regulator relationship is die ability of the utility to recoup allowed
expenses in a timely manner and its ability to earn in fully-allowed rate of return (without having to file continuously
for new rate cases).

Within this metric we also include the utility's relationship - body perceived and actual wide the public and its
approach to issues of safety, reliability and integrity.

This metric thus helps to define credit impact of the established operational "norms" and the operating frame-
work. It is conceivable for a utility to maintain an investment grade rating with only limited support from its regulators
if it has capable management dirt is able to find alternatives and solutions for its business needs, but the support of reg-
ulators on most matters of economic importance enable a company to operate with far more effectiveness. We note
that, included in the definition of "regulatory environment" are regulatory staff, commission, interveners, consumer
advocates and the public at large.

M ood y 's Rat i ng  Met hodo logy 9
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Ala Caa
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Weighting Ba BA Baa

wlgshgesns

10%10% Inadequate
support from
Utility
Commission
to al low LDCs
to recoup
allowed
expenses,
Utility
commlsssoner
and/or staff
tends to play
the role of
"consumer
advocate" that
often counters
proposals or
initiatives
advanced by
the LDC
Cases otierl
take over 15
months to
resolve or
LDC is frozen
out of rate
fllmgs for over
18 months.48
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by Utility
COMMISSiOn
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new solutions
to deal with
c o m m o n
utility
problems
such as
consewatlon
and weather
variables,
DlW@48W¢8
between
LDCs and
utility
commission
are likely to
be resolved
Rate flllrl
tend
appt
under 12
months.

I4

Exceptional
Proactive
Support by
Utility
Commission
to aNew LDCs
tO timely
aqlust rates to
cover all costs
of service.
Lkitity
commnssnon
alwayswllhng
to help LDC
establish a
cooperative
framework for
discussions.
hearings and
implemental
on of better
roe dg"  no
help LD s'
shareholders
and
consumers
alike Utility
Commission
grants all rate
design
features to
allow LDC to
recover COSKS
on a complete
and timely
basis.

Very Good
Proactive
Support by
Utility
Commission
to allow LDCs
IO timely
adjust rates to
cover all costs
of service.
Utility
commission
highly willing
to help LDC
establish a
cooperative
framework for
discussions.
hearings and
impiementati
on of better
rate design to
help LD s'
shareholders
and
consumers
alike. Rate
design is near
"bulletproof"
cover for LDC
risKs
Requested
rate increases
tend to be
approved in
less than 9
months

Inadequate
and weak
support from
Utility
Commlsslofl
to allow LDCs
ro recoup
allowed
expenses.
Utlliry
commissioner
always plays
the role of
"consumer
advocate" that
tends to
counter
proposals or
initiatives
advanced by
the LDC;
Company is
hardly ever
involved with
working on
special task
forces to deal
with issues of
rising concern
to utility or
customers.
Unsupponive
commussionl
98W
legislature or
consumer
base. Utility
can't earn
allowed ROE.

Reasonable
support from
Utility
Commission
to al low LDCs
tO recoup
allowed
expenses,
Company gets
some support
in proposing
new solutions
to deal with
common
utility
problems
such as
conservation
and weather
issues.
Differences
b€twee¥'1
LDCs and
Utility
Commission
are
reasonably
resolved in a
timely
manner and
rate cases
tend to be
approved IN
12 - 15
months with
at least 50%
of L{)C's
target requests
being granted .

Inadequate
support from
Utllily
Commission
to allow LDCs
[O recoup
allowed
expenses,
Utility
commissioner
often plays
the role of
"consumer
advocate " that
tends to
counter
proposals or
initiatives
advanced by
the LDC,
Company is
seldom
involved with
working on
special task
forces to deal
with issues of
rising account
delinquencies
or educating
customers on
conservation
or warm
weather
issues. Utifiiy
suffers from
increasing
regulatory i8g
and lacks rate
relief
necessary to
earn allowed
ROE.
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Measurement metriesfor this factor are as follows:
• Quality of Regulatory Support: The regulatory relationship is measured on a scale from "Excepdonalf

ProacUve" to "Inadequate/Weak" To assess the quality of due regulatory support we examine the strength
of the regulatory relationship. This will include the speed and degree of willingness with which the regula-
tory commission approves requests for rate increases, approves and encourages rate design modifications
that serve to help a utility recoup its operating and capital invesunent costs and whether regulators enable
utilities to recoup such costs in a timely manner.
Weighting: 10%

Notes on Measurement Criteria

This sub-factor is important and will have a direct bearing on the ultimate credit rating of the LDC, although it lacks
the finality of die more formulaic financial sub-factors (regulatory decisions may be modified or reversed by future
regulators or a court action, whereas ROE results, for example, cannot). Because regulatory support is often subject to
interpretation and change over time as the actions and views of participants change, it is weighed less heavily than are
Financial metrics.
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Company Mapping Results: Regulatory Support

Alabama Gas Corporation

New Jersey Natural Gas Company (Sec Aar)

Issuer Name Current Senior Unsecured Rating Indicated Rating: Regulatory Support
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Baa

Baa

Baa

Baa

baa :f

Ba 1

Ba 5
"e

Ba

A

Baa

Wisconsin Gas

Boston Gas Company

Brooklyn Union Gas

KeySpan Gas East Corporation

Northern Illinois Gas

North Shore Gas Company (Sec AL )

Peoples Gas Light and Coke Compa (Sec AL )

Public Service Co. of North Caro

Questar Gas Company

Southern California Gas Company

Washington Gas Light Company

Terasen Gas Inc.

Colonial Gas Company (Sec A2)

Northwest Natural Gas Company

Piedmont Natural Gas Company, In

Connecticut Natural Gas

UGI Utilities. Inc

AGL Resources Inc

Cascade Natural Gas Corp

Indiana Gas Company, Inc

Laclede Gas Company

Southern Connecticut Gas (Sec AS))

Laclede Group. Inc. (The)

South Jersey Gas Company

Yankee Gas

At nos Energy Corporation

Southwest Gas Corporation

SEMCO Energy, Inc

AL

AL

A1

A2

AS

AS

A 2

A 2

AS

A2

A2

A 2

A 2

AS

AS Baa

active

FACTOR 3: RING FENCING

Why it Matters
Ring Fencing:Many LDCs are owned by diversified energy companies engaged in non-regulated activities
For this reason, the degree to which an LDC is "ring-fenced" will have an impact on the quality and degree of
protection afforded to the utility"s assets and operating cash Hows. Whether imposed by regulators, lenders, or
by the parent company (self imposed) the ring-fencing must assure that die utility is self-standing and pro
teaed from non-regulatory businesses of the diversified parent groups. This is a common objective among
regulators, lenders and consumers alike. Also, as in the case with weather mitiganxs, Moody's does not insist
drat there be explicit written statutes requiring die gas utility to be properly ring-fenced for die utility to be
highly rated, as long as this is accomplished in an effective manner through other means

Among the contributors to a well ring-fenced utility are limitations on inter-company loans and
advances to non-regulated affiliates or prohibitions on the commingling of funds dirough participation in
diversified corporate money pools. These are important in ascertaining that the utility's operating assets and
capital expenditures are justifiable to utility ratepayers

Other contributors to strong ring fencing are legal or regulatory requirements stipulating maidmuni
leverage ratios for the LDC and requirements that an LDC remain investment-grade to preserve its service

The expedadon thatnon-nsgulated eiqaenses incured by affiliates enlargedin other badnesses will not be passed onto the url/ny (whichwould then attempt to seek
recovery nom its consumers) iS intrinsicto the concept offing fencing. Forexample, a diversified gas companywidl agas tradingopelabbn Ls expected to deal with its
regulated utility? arm's length. it iS nd expected that We company will aW the tracing company to determine which entity Would receive the bestpnCe quotes bf
gas purchase transactions orwhrbhshould be chosen tobook trading losses

4.
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franchise. By placing a limitation on leverage, regulators or lenders are implicit limiting die level of diw`-
dends that a diversified parent company might extract from its utility, and discouraging the utility from
using its balance sheet to raise debt for the benefit of non-udlity affiliates or its diversified parent.

The utility's payment of dividends in excess of what the parent company may require for its public
shareholders could also serve as an indication of poor ring fencing, as the surplus funds being paid as divi-
dends by the utility could be viewed as a form of cash support for the parent company's non-udlity affiliates.
Well ring-fenced utilities typically raise their own funds and handle dieir own bank accounts, with non-udl-
ity affiliates establishing their ohm credit facilities and funding requirements separate and independent from
the utility.
Weighting: 10%
Less obwlous, but also important are die proven resolve of management or a utility's board in erecting oper-
adng barriers that isolate die utility from its non-regulated affiliates. This might include, for example, dedi-
cadng separate utility gas purchasing agents from die group's energy trading Ann or locating utility
personnel at separate premises from those of the non-udlity affiliates. These good corporate governance
attributes are implied in having good ring-fencing measures.

Udlides sometimes establish their own boards of directors, especially within a larger and more diversi-
fied company to ensure that their assets, cash flows and operating funds are properly separated and that
attempts by the parent to distribute dividends to the holding company are fair and justified. Any weak cor-
porate governance would typically become evident in reviewing a utility's ring fencing quality and manifest
itself through lax policies and procedures in operations as well as in financial dealings, record-keeping and
internal controls. Corporate governance therefore, is a related indicator for ring fencing quality.

While such efforts as creating a permanent body to ensure the operating integrity of the utility could
add to the strength of the ring fencing provisions, it is a further indicator that die utility stands on its own
and is governed by a board that looks after its interest first rather Man using the utility to advance die goals
of the parent's diversified group. Ultimately, such efforts can enhance the utility's independent operating
performance and credit rating.

The utility's board may also require that it obtain its ow11 credit facilities, issue its own bonds and only
guaranty acdUdes directly related to providing core utility services. Under this framework, the utility serves
as its own profit center and allocates any expenses incurred on behalf of non-utility sister companies back to
those affiliates for recover taMer than burdening its own operating staff and Me utility ratepayers.

Measurement  metriavfnr t /ais  fa€tor are as fnl lows:
• Ring Fencing: This metric is assessed on a scale of "excellent ring fencing isolating utility from non-util-

ity" to "inadequate and weak ring fencing: funds always commingled." In determining the degree of com-
mingling of funds, LDCs range from having dieir own bank accounts and issuing their own debt and
commercial paper to pardcipadng in combined cash money pools or engaging in making intercompany
loans to non-udiity affiliates on a frequent basis). Other indicators that we review for quality of ring fencing
include: the level of dividends that are upstreamed by the utility to the parent vs. the parent to die public
shareholders, the level of intercompany transactions, die ability of various operating entities to raise their
own bank and public financing, the extent of any cross-default provisions or cross-guarantees, the presence
of utility Financial covenants that would enhance their ring fencing and signs of weak corporate governance.
Weighting: 10%
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Factor Mapping: Ring Fencing

B CaaBaAAs BaaAla
Individual
Weighting

Weighting
Ranges

10%10% Good ring-
fencmg
provisions,
Utillty and
Non-Ut»§i'ty
are urxhkaely to
comm ah
funds. *99
Separate
utlhty Money
pool or utility
accounts,
Inter-
cQmpany
loans no:
perrmtiéed
between
utility and
non-utihty,
Utilliy
dividend
payment to
parent
unlikely to be
allocated to
non-utllity.

Very Good
ring-fencing
provnsnons,
Ulilityland
Non~ tilly
highly
unlikely to
CommlHQI&
funds,
Separate cash
program or
own utility
money pool,
lnter-
company
loans not
permitted
between
utility and
non-utihty.
Utility
dividend
payment tO
parent never
end up being
allocated to
non-utnlity.

Reasonable
ring-fencing
prowslons,
U(ili%and
Non- tlllty
may need to
commingle
funds via
consolidated
corporate
money pool,
Bond
indentures or
bank credit
agreements
may
reasonably
restrict the
utility from
financial
dealings with
non utility.
Inter-
Company
loans
between
utility and
non-utility
rare.

/f1dd€Qu8t8
ring~fer¢cirig
provisions,
Utility often
participates in
corporate
cash money
pool that
includes non-
utrhty and
funds are
often
commingled,
Regulators
usually do not
have a
requirement
that LDCs
remain
investment
grade. Bond
indentures or
bank credit
agreements
may not
restrict the
utility
financial
dealings with
non- utility.

Excellent ring-
fencing
provisions
isolating
Utility from
Non-Utility.
No
comminglirig
of funds.
Utility cash
accounts are
separated
from rest of
company.
Inter-
company
loans never
permitted
between
utnlnty and
non-utlllty,
No portion of
Utillty
dividend
payment tO
parent ever
ends up being
allocated to
non-utnlnty
Strong

Inadequate
and weak
ring-fencing
provisions,
Utility and
Nol'l-Utility
generally
always
commingle
funds; No
requirement
for LDCs to
remain
investment
grade. Bonds
indentures/
bank
agreements
never l'6Stl'iCt.
utility
financial
dealing with
non-utllity.
Inter-
company
loans
between
utility and
non-utlllty are
common
place. Utility
dividends to
parent may
fund non-
utlllty needs.

Inadequate
mg-fencing
provnsnons,
Utility often
participates in
corporate
cash money
pool that
includes non-
utllity and
funds are
generally
commingled,
No
requirement
for LDCs to
remain
investment
grade Bond
indentures or
bank credit
agreements
usually do not
restrict Me
utility
financial
dealings with
non- utility.
Inter-
company
loans
between
utility and
non-utility
common
place

Good
Corporate
Governance
Of utility

Inadequate
and weak
Corporate
Governance
Of utility
interests.

Inadequate
Corporate
Governance
for utnlnty as a
stand alone
entity.

Inadequate
Corporate
Governance
protection for
utility as
stand-alone
entity

Corporate
Governance
protecting
utility
interests
\AA'1ich are
treated as
core
operation.

1

Satisfactory
Corporate
Governance
Gas utility
contributes
less than 90%
of
consolidated
group EBIT
and may not
be primary
growth
engine

Very Good
Corporate
Governance.
May lack
formal
regulatory or
creditor
leverage
restrictions or
IG
requirement
for utility. but
company has
9[l'0l'IQ policy
Of rIrlg.
fencing utility.
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Com pany Mappi ng  Resu l ts :  Ri ng  Fenci ng

Issuer Name Current Senior Unsecured Rating Indicated Rating: Ring Fencing

Baa

Baa .

Baa

Baa

Baa

Baa

A

Baa

Baa

Baa

A

Baa

T 5 3
A

Baa
Baa

Baa

Baa

Alabama Gas Corporation

New Jersey Natural Gas Company (Sec Aa3)

Wisconsin Gas

Boston Gas Company

Brooklyn Union Gas

KeySpan Gas East Corporation

Northern Illinois Gas

North Shore Gas Company (Sec A1)

Peoples Gas Light and Coke Compa (Sec AL)

Public Service Co. of North Caro

Questar Gas Company

Southern California Gas Company

Washington Gas Light Company

Terasen Gas Inc.

Colonial Gas Company (Sec A2)

Northwest Natural Gas Company

Piedmont Natural Gas Company, in

Connecticut Natural Gas

UGI Utilities, Inc.

AGL Resources inc.

Cascade Natural Gas Corp.

Indiana Gas Company, Inc.

Laclede Gas Company

Southern Connecticut Gas (Sec A3))

Laclede Group. inc. (The)

South Jersey Gas Company

Yankee Gas

At nos Energy Corporation

Southwest Gas Corporation

SEMCO Energy, Inc.

AL

AL

A1

AS

A2

A2

A2

A2

A2

A2

A2

A2

A2

A3

A3

A3

A3

A3

AS

Baal

Baal

Baal

Baal

Baal

Baa2

Baan

Baa2

Baa3

Baa3

Ba2 Baa

Negative Outlier

O b s e r v a t i o n s  a n d  O u t l i e r s

R i n g  F e n c i n g

Most  of  the indicated r ing-fenc ing rat ings  are compat ible wi th issuer ass igned credi t  rat ings .  The "Aaa" r i ng- f enc i ng
indicators are typically reserved for those companies whose jurisdict ions have established explic it  requirements for sep-
arat ion of  ut i l i t y  and non-udl i t y  bus inesses ,  max imum leverage,  spec i f ic  requi rements  that  the LDC remain invcs t -
ment -grade  o r  hav e  p l ac ed  l im i t a t i ons  on  d iw 'dends  t o  t he i r  pa ren t  f a i l i ng c e r t a i n  c ap i t a l i z a t i on  requ i rement s .
Except ions might  inc lude Washington Gas Light  Company,  where despi te the absence of  spec i f ic  regulatory  require-
ments,  the company has a st ric t  pol icy of  not  commingl ing the gas ut i l i ty  funds with those of  the non-regulated opera-
t i o n s  o f  t h e  p a r e n t  a n d  t h e  L D C  o n l y  r e i s  d i v i d e n d s  t o  t h e parent t ha t  a re  requ i red  f o r  d i s t r i bu t i on  t o  pub l i c
shareholders,  prohibi t ing i ts  LDC from assis t ing or support ing the business needs of  i ts  non-regulated ai i i l iates.

In the case of  Piedmont Natural  Gas,  Cascade Natural  Gas and Southwest  Gas Corporat ion,  the ut i l i ty  is  the par-
ent  company and there is  no need for ring-fencing against  a divers i f ied non-regulated af f i l iate.

Negat ive out l ier A labama Gas resul ts  f rom the LDC hav ing no expl ic i t  r ing-fenc ing prov is ions  f rom regulatory  or
Financing agreements other Dian broad restrict ions under an Alabama state statute.

Re g u l a to r y  S u p p o r t

Several "A" rated companies have outstanding regulatory relat ions and support "Aaa." Some examples include New Jer-
sey Natural  Gas Company,  Northwest  Natural  Gas Company and Piedmont  Natural  Gas Company,  where each one of
these names have pioneered in the introduct ion of  innovat ive service concepts and novel rate design concepts such as
those for "consewadon decoupl ing" in dicer respect ive jur isdic t ions and al l  have prev ious ly  obtained WNC f rom their

1 4 Moody's Rating Methodology
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regulators. The regulatory relationship for some of the "Baa" names have also improved to the point where they also
scored high in this factor ("Aa"), such as Indiana Gas Company and Laclede Gas Company in IV[issouri, where these
LDCs were the first companies to obtain weather protection mechanisms from their public utility commissions either in
the form of fontal WNC or through fixed demand charge rate design. Udlides that score high in dies factor also tend to
be leaders in scoring high on customer satisfaction responses to independent surveys, helping their utility commissioners
forge solutions to common utility problems such as dealing with the cost of high gas prices, or providing safety and sys-
tems integrity solutions before major problems arise, while maintaining Sn°ong community relations.

FACTOR 4:  F I NANCI AL  S TRE NGTH AND FLE X I BI L I W

Why It Matters
Financial strength is an important indicator of an LDC's ability to meet its financial obligations, pand a/Iy in light of
the volatile nature of the industry's performances. The metrics we use to define this factor include the following:

• Interest coverage (EBIT/Interest) is a measure of iinanciad flexibility in an LDC's credit agreement as some
lenders require minimum coverage to maintain their credit lines (die concept being that a stable utility should,
at a minimum, be able to pay its interest expenses if not amortize its debt over a reasonable time period).

Interest coverage serves as an indicator of fixed charge coverage. We chose dies coverage ratio as it is
used in the financial covenants of many LDC bank credit agreements and bond indentures, and is, by exten-
sion, both conventional and accessible for comparative purposes. Naturally, the higher dies fixed charge
coverage, the greater the financial flexibility of the utility

Retained Cash Flow to Debt (RCF/Debt) is a measure of Financial leverage as well as an indicator of the
strength of a utility's funds from operations after dividend payments are made to service die debt. It serves
as a measure of financial health as well as liquidity to cover debt obligations while also providing a measure
of cash available for capital expenditures and to cover working capital needs. RCF/Debt also serves as a
measure of leverage relative to operating cash available for debt service.

The higher the level of retained cash flow relative to debt, the more cash die LDC has after paying div-
idends to support its capital expenditure programs. The stronger LDCs tend to have sufficient retained
cash flow to cover capital expenditure needs, while the weaker ones tend to run cash "deficits" that must be
covered through increased equity issuance or debt, or a combination of body. Usually, debt is issued first,
followed by occasional equity issuance to meet specific project needs or to strengthen the balance sheet.
Debt to Book Capitalization (Excluding Goodwill) is a more generic measure of financial leverage and
has, in the past, been a good barometer with which to gauge die financial flexibility available for a utility to
expand and grow in ice operations when it has a debt load to service. This measure subtracts goodwill from
capitalization because regulators typically do not give credit for premium paid on acquired assets.

High leverage reduces a i-irm's operating flezdbility not only because it raises interest expense but also
because it limits the company's ability to raise addidonai capital to cushion die impact of poor business con-
ditions. High leverage may also portend the approach of maximum allowed debt capacity under most bank
credit agreements, which often set a 65 % debt/capitalization borrowing limit for investment grade LDCs.
Free Cash Flow as a portion of Funds from Operations (FCF/FFO) measures the amount of free cash
flow as a percentage of funds from operations after dividends are paid, working capital changes are taken
into account and capital expenditures are made. While this is a stringent indicator of a utility's cash flexibil-
ity, it is a good indicator of cash generating capability and fleidbility to deal with unforeseen circumstances
or emergencies (gas supply disruptions, producion shortages, etc.) - and the accompanying side effect of
rapidly rising gas commodity prices - while managing long-term dividend layouts, capital expenditure
undertaldngs and possible upswings in working capital requirements.

This ratio is generally negative for most LDCs, but it is nonetheless a measure of free cash generated
from operating funds (net income + depreciation + deferred taxes +/- other non-cash charges). A ratio that
is consistently positive would suggest that the LDC generates surplus cash from its operations. This is rare
for LDCs to accomplish on a consistent basis (which is why Mere are few companies rated Aa or Aaa).

To assess Hnanclal strength and tiexibility Moody's "smoothes" credit metrics by averaging them over a threeyear time horizon whenever possible. The three years
chosen are usually in the past unless the projected years incorporate highly probable events driven by rate changes

5.
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RcFlDebt
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(Excluding Goodwill)
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0-1x
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Measurement memksfor tbzkfacror are as follaws:
• Interest Coverage: EBIT/interest

Weighting: 15%
Retuned Cash Flow to Debt
Weighting: 15 %
Debt to Capitalization (Excluding Goodwill)
Weighting: 15 %
Free Cash Flow to Funds from Operations
Weighting: 15%

Company Mapping Results: Financial Strength and Flexibility

suer Name

Current
Senior

Uluecured
Rating

EBIT /
Interns!
Expense

Indicated
Rafi :
EB1

Interest
Expense

RCF /
Debt

Indicated
Rating:

RcF/Dan

lngigl{gd
Rating: Debt/

Debt / Book Book
Cagtallzatlon Capitalization

(  c l u j (Excludi
G r o W e m w i i i f FCF/FFO

IndIcated
Raton :

For/r?o

Alabama Gas Corporation A (15%) -
(30%)

> 10%

A

Baa 40 - 50%New Jersey Natural Gas
Company (Sec Aa3)

Wisconsin Gas 40-50%

Boston Gas Company

Brooklyn Union Gas

65-85%

40- 50%

40-50%KeySpan Gas East
Corporation

Northern Illinois Gas

40- 50% A

A

A

Ba

A

A

A

Aa

40-50% Baa

30-40%

30-40%

30-40%

Aa

As

A

North Shore Gas Company
(Sec AL)

P'eoples Gas Light and Coke
Compa (Sec AL )
Public Service Co. of North
Caro
Questar Gas Company 40- 50%

Baa

Baa

Baa

A a

Baa

Ba

Ba

A

A

A a

A

50-65%Souther California Gas
Company

Washington Gas Light
Company

Terasen Gas inc.

30-40%

A

A

A

A

A

Aa

AB ! 65-85%

50-65%

40- 50%

50-65%

Baa

Aa

ea

Baa

A

Colonial Gas Company (Sec
A2)

Nmhwest Natural Gas
Company

Piedmont Natural Gas
Company, In

Connecticut Natural Gas

AL

AL

AL

AS

AS

A2

A2

AS

A2

A2

A2

A2

A2

AS

AS

A3

AS

A3

3-5x

>7x

3-5x

1-2x

5-7x

2-3x

3-5x

3-5x

2-3x

2-3x

3-5x

5-7x

5-7x

1-2x

3-5x

3-5x

3-5x

3-5x

T

Ba

Aa

Baa

A

A

Baa

Baa

A

Aa

Aa

Ba.
. A .

A

A

A

>26%

10-15%

10-15%

10-15%

10-15%

21 -26%

10-15%

5-10%

5-10%

15-21%

15-21%

21 -26%

15-21%

5-10%

15-21%

10- 15%

10-15%

15-21%

A

Baa

Baa

A 40-50%

Baa

A

10% -
(15)%

(15%) -
(30%)

(45%) -
(60%)

10% -
(15)%

(30%) -
(45%)

(15%) -
(30%)

(15%) -
(30%)

(15%) -
(30%)

(15%) -
(30%)

(15%) -
(30%)

10% -
(15)%

(15%) -
(30%)

10% -
(15)%

(30%) -
(45%)

(15%) -
(30%)

(15%) -
(30%)

Baa

A

A
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Company Mapping Resul ts:  F inancial  S tr ength  and F lexib i l i ty

Debt]

Capitalization

Issuer Name

Current
Senior

Unsecured
Rating

EBIT /
Interest
Expense

Indicated
Rating:
EBIT/

Interest
Expense

RCF /
Debt

Indicated
Rating:

RcF/Debt

Debt / Book

(Excludin
Gggdwiug
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Rating:

Book
Capitalization

(Excludin
G00dWill§ FCF/FFO

Indicated
Rating:

FCF/FFO
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3 -5x

3 -5x
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A
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Ba 50 - 65% Baa

2 - 3 x Baa 15-21% A 50 - 65% Baa ASouthern Connecticut Gas
(Sec AS))

Laclede Group, Inc. (The) 2 ex 50 - 65% Baa

Baa

A

South Jersey Gas Company

Baal

Baan

Baan 3 - 5 x

Baa

A

5-10%

10-15%

Ba

Baa 50 - 65%

Yankee Gas

Ammos Energy Corporation
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' I - 2 x

2 - 3 x

Ba
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Baa

Baa

50 - 65%
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Baa
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(15%) -
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(30%) -
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(15%) -
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(15%) -
(30%)

(15%) -
(30%)
10% -
(15)%

< (75%)

(15%) -
(30%)

Cao

Baan BaSouthwest Gas Corporation

SEMCO Energy, Inc. Bar

1 - 2 x

1 - 2 x

Ba

Ba

10-15%

5-10%

Baa

Ba

65 - 85%

> 90%

Ba

Caa

(45%)
(60%)

(45%) -
(60%)

Ba

O b s e r v a t i o n s  a n d  O u t l i e r s

I n te res t  Co verag e

This ratio is generally compatible with LDCs' assigned credit ratings. Among the positive outliers in the "A" rated
names is New jersey Natural Gas, whose credit measures have proven much stronger than diode for most of its peers.
During the past few years earnings and cash flow improvements have resulted in higher interest charge coverage and
lower leverage for the company On the other end of the spectrum, Boston Gas Company shows higher interest
expense to service relative to other similarly-rated high names.

In the "Baa" rated category we find that South jersey Gas Company is rated lower than its interest coverage might
suggest. This reflects the transitional nature of the company as it contemplates the issuance of additional debt in the
future to help fund its capital expenditure requirements.

RCF8)ebt
A positive outlier in the "A" rated category is Boston Gas, which has been able to produce strong cash How under a
performance-based rate (PBR) formula approved by regulators in Massachusetts. Negative outliers in die "Baa" cate-
gory include Laclede Gas Company, where retained cash flow has been negatively affected by a policy of increasing
dividend layouts.

Debt to Book Capitalization (Excluding Goodwill)

Low leverage generally correlates with high credit ratings, but there are a few exceptions. The "Ba" leverage factor
score for Boston Gas Company and Colonial Gas Company, both subsidiaries of KeySpan, could be explained by the
parent's use of push-down accounting. Under this approach, the LDCs were assigned a proportionate share of the cost
of their acquisition debt and goodwill when KeySpan purchased them in 2000. The effect of pushing down a pardon
of the parent company's acquisition debt and goodwill raised financial leverage for these LDCs. This occurred not
only because of the added debt burden from the parent but also because the allocated portions of goodwill resulted in a
lower capital base (Moody's practice is to subtract the goodwill from equity for the regulated gas sector).

Outlier

M oody ' s  Ra t i ng  M et hodo l ogy 1 7



15
B

12
Ba

9
Baa

3
A l

1
Ala

18
Cao

6
A

WeightingFactor Sun-rmcr

Sustainable Profitability ROE
EBIT/Customer Base

1 5 %
5 %

1 0 %

10%

Regulatory Support & Relationship

Ring-Fencing

Regulatory Support

Ring Fencing

Financial Strength and Flexlbillty EBIT/Interest
RcF/Debt
Debt/Capitalization (Ex. Goodwill)
FCF/FFO

1 5 %
1 5 %
1 5 %
1 5 %

Total 1 0 0 %

Overall sewlndicllld Mina

~='».
:.'.*'f

_ \

a
. .v

*  .

.
is

JJ

. .

. 1

.

.

'in :
1 |-"".. 1

: 1 r .

> 1 < 4.5

>- 415 < 7.5
>= 7.5  <  145

>= 10.5.-c-13.5
>= 13.5 < 16.5

)=  16 . 5
1 , .

. p

1
P

. :

Au

Al
A
B r
B l
B

c -

Rejoinder Exhibi t N o . _ ( T K W - 3 )
Sheet 18 of  28

FCF/FFO
The scores for the free cash flow ratio are generally compatible with those of the assigned company ratings. A notable
outlier in the "A" category includes Brooklyn Union Gas, which scored a "Ba" in this factor. During the past dire
years this company has had its cash flows stressed by a combination of high capital expenditures, high working capital
uses and high diwldend remittances to its parent. Outliers in the "Baa" rated names include South jersey Gas, which is
in transition, and Yankee Gas, which is in need of further rate relief and rate design improvements despite its recent
rate filings, especially as it makes capital outlays in advance of rate recovery as in its current capital expenditures for
construction of an LNG facility.

Final Considerations
p .r.. 4 .. . m- .;.v '-

To determine the overall rating, each of the eight assigned sub-factor ratings is converted into a numeric value based
on the following scale:

E a c h  s u b - f a c t o r ' s  n u m e r i c  p o i n t  v a l u e  i s  t h e n  m u l t i p l i e d  b y  a n  a s s i g n e d  w e i g h t  ( a s  s h o w n  i n  A p p e n d i x  A ) ,  s u m m e d .

The :oral is then mapped to the table below, and an overall alpha-numeric rating is assigned based on where the
score falls in the range.



Sample Calculation

Factor Score% of Total'Rating ScoreRating

15%

5%

0.5

0.5.

3
9

Factor 1: Sustainable Profitability

Sub-Factor 1

Sub-Factor 2

Aa

Baa

10%9
Factor 2: Regulawry Support

Sub-Factor 3 Baa 0.9

10%aAla
Factor 3: Ring Fencing

Sub-Factor 4 0 1

Factor 4: Financial Strength and Flexibility
15%

15%

15%

15%

A

Aaa

A

A

6

1

6

6

Sub-Factor 5

Sub-Factor 6

Sub-Factor 7

Sub-Factor 8

0.9
0.2
0.9
0.9

100% 4.8
: A1

Rejoinder Exhibit No._(TKW-3)
Sheet 19 of 28

•

•

•

If an LDC'S sub-factors sum to a score of 4.8, as shown above, an overall rating of AL would be assigned. On d'lis
scale, a lower score indicates a sanger credit profile than a higher score. If the LDC's sub-factors sum to a total score
of 9.0, an overall rating of Baa would be assigned. The LDC would be considered to have an average Baa2 rating pro-
file because it falls in die middle of that category range.

In this methodology we cover 30 gas utility companies. After placing these companies dirough die rating factor grid,

7 companies (23%) map to their assigned ratings
14 companies (47%; 70% cumudadvely) fall within one notch of their existing ratings.
7 companies (23%; 93% cumulatively) have indicated ratings dirt are within two notches higher or lower
than actual ratings
All but two companies have actual ratings that fall within two notches of dieir ratings on the grid, with two

' - falling within three and four notches,
respectively, outside of their factor sumn1aries.6

South Jersey Gas currently has an assigned rating of Baan, although the Moody's methodology suggests an A2 rat-
ing (reflecting, primarily, that recent past performance may differ from future results). When one factors the company's
recent rate case capitalization assuxnpdons with the appropriate adjustments made by Moody's, leverage rises, retained
cash Hows decline (on account of higher dividend layouts) and coverage ratios are reduced. The company remains solidly
in the investment grade category However, the financial metrics for dlis company are currently in transition as implied by
the methodology and the ratings based on recent historical data may not be applicable for die future.

Boston Gas is rated A2 senior unsecured compared to die model rating of Baan. This reflects the results of push-
down accounting relating to KeySpan's acquisition of Eastern Enterprises, whereby a portion of the acquisition debt
and goodwill issued by the parent was allocated to Boston Gas. Additionally, as KeySpan is currency under review for
possible downgrade, following the announcement that it is being acquired by National Grid Plc, a UK gas and elec-
tricity transmission business, in a transaction valued at $7.3 Billion (£4.2 Billion). The aansacdon may put pressure on
the regulated subsidiary to support the additional debt.

While there may be outliers from mc to done under the gas LDC rating methodology, the vast majority of Me
companies rated by Moody's do fall within the two rating notches targeted by d'lis methodology, and their credit rat-
ings could be explained by die relevant factors. At any given time, we could assume Mat one or more issuers are in a
state of transition and may therefore Find themselves positioned as outliers relative to their assigned ratings when com-
pared against the ratings implied under the gas LDC methodology (Le. the deviations are either higher or lower by
more than the two desirable notches).

companies ratings - those of South Jersey Gas and Boston Gas

6. See Appendix C for Summary Chart onMoody's Public: Ratingversus IndicatedModel Rating.

Moody's Rating Methodology 19
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Related Research

Special Comments:

Local Gas Distribution Companies: Update on Revenue Decoupling And Implications for Credit Ratings,
June 2006 (98022)

Update On The Gas Supply and Liquidity Needs of Gas LDCs Post Hurricane Katrina, September 2005 (94440)

Impact Of Conservation On Gas Margins And Financial Stabilitv In The Gas LDC Sector, June 2005 (92787)

Comparative ROE Attributes of US Local Gas Disttibudon Companies, Tula 2004 (87301)

Gas Udlitv Cash Management Practices Reflect the Diversity of their Credit Ratings, October 2003 (79828)

Negative Rating Trend For Local Gas Distribution Companies: Impact Of Diversification And Warm Weather,
October 2002 (76344)

Toaccess any ofthexe reports, flick on the enzvgy above. Note that these reteremes are current as of thedateof publication ofthllv report
and that more recent reports may be available. All research may not he available to all cliemx.
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CONSOLIDATED FACTOR MAPPING RESULTS
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MOODY'S PUBLIC RATING vs. INDICATED MODEL RATING

Summary of LDCs Notch Difference
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S UM M ARY  0F  NO N-F I NANCI AL  L DC S UB-F ACT O RS

1.

c.

d.

5.

a.

b.

c.

d.

Reg u l a tor y  S u p p or t  &  Re l a t i on sh i p : Whi le  f ac tor  No.  1  meas ures  t he  adequac y  and e f f ec t i v enes s  o f  t he
LDC's  bus iness model ,  th is  fac tor measures  both the abi l i ty and willingness of  t he  u t i l i t y  regu la t ory c ommi s -
s ion to grant  the necessary  support  and protec t ion that  the LDC requests  in i ts  bus iness plans.  The ut i l i ty  com-
miss ion mus t  be wi l l ing to help the LDC es tabl ish a cooperat ive f ramework  for  d iscuss ions ,  hear ings  and sni f f
relat ions wi th i ts  indigenous ut i l i t ies  as wel l  as  have the s tate const imdonal  Powers to put  the necessary regula-
t ions  or rate des igns  in p lace.  Whi ie the LDC is  interes ted in obtain ing f lex ib i l i t y  in regulatory  growth and r isk
protec t ion,  the commiss ion is  usual ly  focused on ensuring a s table ut i l i t y  operat ion wi th rel iable cus tomer ser-
v ice under reasonable prices.  Quest ions to cons ider inc lude

a. Does the Company have good working relat ionship with the state regulators to recoup allowed ettpenses and
the necessary trust of its regulators that it is doing the right thing for its customers and shareholders alike?

b. Does the Company maintain an act ive dialogue with the commissioners and staf f  in discussing and
propos ing new solut ions to common ut i l i ty  problems and work ing on spec ial  task forces to deal  wi th
common industry issues of ris ing account delinquencies as gas shortages rise and prices increase, or in
educating customers as to gas conservation or safety?
What is the role of the commission star to serve as a technical advisor to the uti l i ty commission in facil i tat ing
constructive discussions with the company or does it  play the role of "consumer advocate" that tends to
counter proposals or init iat ives advanced by the LDC in an adversarial atmosphere for dispute resolut ions.
How are di f ferences between the LDC and i ts  ut i l i ty  commiss ion typical ly  resolved,  do they have a
"set t lement" approach where various interveners and interested part ies are brought  togedier for amicable
solut ions or do they resort  to coin act ions and counter-act ions to achieve their ends?

R i n g F en c i n g Qual i t y :  We f ind that  ei ther regulators  or c redi tors  or the companies  themselves  impose certain
ring-fencing parameters on the f inancial  operat ions of die LDCs. General ly ,  r ing-fencing is  a desirable at t ribute as
the ut i l i ty  is  assured a certain f inancial  insulat ion f rom the non-ut i l i ty  operat ions of  the parent company and is  not
suscept ible to support ing the business of  i ts  non-ut i l i ty  af f i l iates.  The greater the degree of  ring-fencing,  the more
separated is  the ut i l i t y  f rom i ts  non-udl i ty  af f i l iates .  The s t rongest  r ing-fenc ing requi rements  tend to come f rom
legis lat ive statutes and regulators,  fol lowed by bond indentures and bank creditors.  Occasional ly ,  LDCs have self-
imposed guidelines that could be just as rigid as those regulated, but this would depend on the analysts ' conf idence
in the ut i l i ty 's  s t ric t  adherence to i ts  own f i rewal l  pol ic ies and pract ices.  A ut i l i ty 's  sel f - imposed restric t ions on is
own operat ions and i ts  at tempts at  insulat ing i tsel f  f rom other non-regulated af f i l iates could also be ev ident  in i ts
corporate governance polic ies and pract ices. Issues to consider include

Are inter-company loans or advances permit ted between ut i l i ty  and non-ut i l i ty  operat ions of  the same
corporate fami ly?
Does the ut i l i ty part ic ipate in a corporate cash money pool that includes non-ut i l i ty subsidiaries, such that i t
is possible for the ut i l i ty to deposit  i ts surplus funds in general corporate money pool which ends being used
by the non-ut i l i ty  af f i l iates  for thei r WC needs?
Does the ut i l i ty  div idend payment to i ts  parent (perhaps in excess of  what the parent needs to pay publ ic
shareholders) have a port ion that  ends up being al located to non-udl i ty  af f i l iates for their operat ing or
investment needs?

Do the regulators  s t ipulate max imum leverage rat ios  for the LDC or have a requi rement  that  the LDC
remain investment-grade in order to preserve i ts service franchise?
What  is  the qual i ty  of  the LDC's  corporate governance?e.

2 6 Moody ' s  Ra t i ng  Met hodo l ogy
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investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly make its own study and evaluation of each security and of
each issuer and guarantor of, and each provider of credit support for, each security that it may consider purchasing, holding or selling.

MOODY'S hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by
MOODY'Shave, prior to assignment of any rating, agreed to pay toMOODY'S for appraisal and rating services rendered by it fees ranging from $1 ,500 to $2,400,000. Moody's Corporation
(MCO) and its wholly-owned credit rating agency subsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to address the independence of MIS's ratings and rating
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Governance - Director and Shareholder Affiliation Policy."

This credit rating opinion has been prepared without taking into account any of your otyectives. financial situation or needs. You should. before acting on the opinion, consider the
appropriateness of the opinion having regard to your own otgjectives, financial situation and needs.
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Criteria:

Influence Of Regulatory And Polio
Un Utility Credit Quality Deepens,
Timely Assessments From Standard

y Decisions
Demanding
86 PQor's

Standard 86 Poor's Ratings Services expects to see many important utility rate-making decisions over the next

several years, considering the sizable capital spending planned at many utilities around the U.S. Power companies

will use the capital markets to raise funds for these projects, and the capital markets will look to us for opinions and

commentary on the impact on utility industry creditworthiness of both rate-makers' decisions and legislation aimed

at dealing with global climate change. The utility business is unique, in that in no other industry (with the possible

exception of government finance) do legislative and regulatory pronouncements so significantly inform rating agency

opinions.

Indeed, Standard 86 Poor's views the regulatory and political environment in which a utility operates as one of the

most significant factors in assessing the creditworthiness of regulated utilities. Frequently, rate decisions pending

before state commissions, or the evolving dynamics of a specific political situation, are of such consequence to a

particular utility that the financial markets expect regular updates from us to clarify how these developments

ultimately will affect the utility's creditworthiness.

Our role is to opine on the impact of utility rate decisions. Our ratings reflect our views on all of the factors that we

believe will affect credit quality, including economic trends, the issuer's financial strength, and the regulatory

environment. For regulated entities, however, the ability to generate revenues almost entirely depends on regulatory

decisions. So in general, a ruling that enhances a utility's ability to recover costs in a timely manner will positively

affect its overall credit quality. A decision that impedes timely cost recovery will usually have a negative impact on

overall credit quality. As commentators on creditworthiness, we have an obligation to make either situation clear to

market participants.

When a rate order or Le illative decision is reached, utility investors and lenders look to Standard 86 Poor's tog y
provide a rating opinion as quickly as possible--whether it is a rating or outlook change, or a ratings affirmation.

Therefore, it is to be ex ected that we will publish our credit ratio o unions, bulletins and commentaries onP P g P >

utilities often--both in anticipation of important regulatory or rate-making decisions to indicate our opinion on the

potential impact on credit quality, and just after those decisions are announced to elaborate on our analysis.

We do not publish rating reports in order that they be used in regulatory proceedings. But many times, we are asked

to explain our methodology to regulators so that they can understand the factors we deem important in assessing

credit quality, and so that regulators understand the importance of credit ratings to utilities as well as other

participants in the public-debt markets

It is important to note that we have no financial stake in the outcome of a rate case. Over the years, our ratings

opinions have achieved wide investor acceptance as useful tools for differentiating credit quality because the market

judges us to be objective and credible. The value of our ratings rests on our reputation for independence and

objectivity, and our ability to opine on credit as a disinterested observer. Without these essential attributes. our

ratings would cease to be meaningful to the market. Precisely because ratings are a global benchmark, the market

RatingsDirect | May 15, 2007Standard 86 Poor°'s
Standard 81 Poor's. All rights reserved. No reprint or dissemination without S&P?s permission. See Terms of Use/Disclaimer on the last page 381289
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Rating Action: Southwest Gas Corporation

MOODY'S PLACES THE Baa2lNEGATIVE OUTLOOK SENIOR UNSECURED DEBT OF SOUTHWEST GAS
CORPORATION UNDER REVIEW FOR P0$SIBLEPQWNGRADE

Approximately $1.2 BN of Debt Affected

, -- Moody's Investors Service places under review for possible downgrade the
Baa2/negative outlook senior unsecured debt of Southwest Gas Corporation (SWX), following the company's
recent announcement that the Arizona Corporation Commission (ACC) issued a final decision not to adopt
the company's proposed rate design for balancing accounts, thereby exposing it to continuing earnings risks
associated with weather volatility and declining customer use resulting from the effects of gas conservation.
At the same time, the company declared that 2005 was one of the 10 warmest years on record and that it lost
approximately $17MM in operating margins, primarily as result of lower gas usage. Consolidated net income
for 2005 declined 23% from 2004, largely on account of loss in operating margins resulting from warmer than
normal weather. Arizona accounts for approximately 55% of SWX's gas distribution business and the ACC
decision weighs heavily on the company.

New York March 10, 2006

In its review, Moody's will consider what other options may be available to the company in terms of mitigating
the effects of warmer than normal weather, loss of operating margins on account of gas conservation by
customers, the reduction of regulatory lag in dealing with high capital expenditures in a fast-growing service
territory and rising operating expenses. Also under review will be the impact of these factors on the
company's credit metrics and future financial performance.

Ratings of SWX under Review are as follows:

Southwest Gas Corporation - Baa2 senior unsecured

Southwest Gas Capital ll - Baan preferred trust securities

Southwest Gas Corporation - (P) Ba1 preferred shelf

Southwest Gas Corporation is headquartered in Las Vegas, Nevada, and provides natural gas service to
over 1.7 million customers in Arizona. Nevada and California

New York
John Diaz
Managing Director
Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

New York
Edward Tan
Vice President - Senior Analyst
Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

© Copyright 2008, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc
(together, "MOODY'S"). All rights reserved

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED. DISSEMINATED
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided "as is" without warranty
of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness
completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or
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Rating Aetion: Southwest Gas Corporation

MOODY'S DOWNGRADES SENIOR UNSECURED DEBT OF SOUTHWEST GAS CORPORATION TO Baan
FROM Baa2; OUTLOOK IS STABLE

Approximately $ 1.2 Billion of Debt Securities Affected.

New York, May 30, 2006 -- Moody's Investors Service downgraded the senior unsecured long-term debt
ratings of Southwest Gas Corporation (SWX) to Baan from Baa2 with stable outlook. This action concludes
the rating review initiated on March 10, 2006. The downgrade reflects the view that the credit measures of
SWX remain weak when compared with its gas utility peers in light of its continued rapid growth and
sensitivity to decline in earnings on account of warmer than normal weather and the absence of revenue
decoupling in Arizona (54% of gross margins) and Nevada (37% of gross margins) that would serve to
protect this company from weather variation and customer conservation. The company's heightened
sensitivity to warmer than normal weather is exacerbated by the fact that in 2005 it experienced one of the 10
warmest years on record with 2003 being one of the warmest years in over 100 years. The cumulative effects
of this warmer than normal weather has continued into the recent quarter ending March 31, 2006 which was
mostly responsible for the company's loss of $9 million in operating margin.

While the company was able to obtain some rate relief in recent years, the fact that it is among the fastest
growing gas utilities in the country (5% p.a. growth) continues to expose it to regulatory lag as rate cases in
its key state of Arizona take at least a year to resolve and even then, typically deliver only part of the rate
improvement necessary for it to earn its allowed rate of return. while the company has been encouraged in
certain jurisdictions to further pursue discussions with interested parties as to the possibilities of adopting
some form of weather normalization clause protection or conservation tracker, these efforts will take more
time before they could be implemented even if agreed upon by all the stakeholders concerned.

KEY RATING DRIVERS

For a few years the company has been performing at the lower end of its peers in terms of the financial rating
indicators employed by Moody's which include, as example, fiscal 2005 return on equity of 6,0%,
EBIT/lnterest Expense coverage of 1.7, Retained Cash Flow to Adjusted Debt of 10.0% and Adjusted Debt to
Adjusted Cap. of 62.5%. The comparable ratios for Baa2 peers averaged 8.9% ROE, 2.8 EBIT/Interest Exp.
coverage, 13% RCF to Adj. Debt and 55% Adj. Debt to Cap. in addition, cash flow from operations after
dividend payments has been insufficient to cover the active level of capital expenditures, a trend that has
existed for several years and which is likely to continue into the foreseeable future given the company's very
rapid growth rate. In addition, operating expenditures rose 14% in fiscal 2005 and 6% in the first quarter of
2006, reflecting the impact of general cost increases and incremental costs associated with providing service
to a growing customer base, pressures that are expected to continue in the foreseeable future.

The challenges for this company which bear directly on the aforementioned financial indicators are the ability
to obtain the most comprehensive rate design possible to protect against warmer than normal weather, the
reduction of regulatory lag by incorporating forward period test data along with pursuing more profitable
growth alternatives, the correction for margin losses on account of customer conservation, and exercising
strong control over operating expenses

RATING OUTLOOK

The stable outlook anticipates a gradual improvement on the key rating drivers mentioned above that have
negatively impacted the company's credit metrics and have prompted this rating adjustment

Downgraded Ratings of SWX are as follows

Southwest Gas Corporation -- to Baan from Baa2 senior unsecured

Southwest Gas Capital ll -- to Ba1 from Baan preferred trust securities

Southwest Gas Corporation -to (P) Ba2 from (P) Ba1 preferred shelf

Southwest Gas Corporation is headquartered in Las Vegas, Nevada, and provides natural gas service to
over 1.7 million customers in Arizona, Nevada and California
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N e w  R e gu l a t o r y  F i n a n c e

t he  M i l l e r  pos i t i on  t o  rec ogn i z e  t ha t  t he  v ar i ous  t ax  ra t es  o f f s e t  s ome,  bu t  no t

a l l ,  t he . c orpora t e  t ax  adv ant ages  o f  deb t .  L i ne  (3 )  adds  aNod ie r  re f i nement  t o
r e c o gn i z e  t h a t  t h e  c o r p o r a t e  t a x  r a t e  d e c l i n e s  w i t h  a d d e d  d e b t  f i n a n c i n g a s
d i e  f n°m ' s  added  i n t e res t  bu rden  l owers  i t s  t ax ab l e  i nc om e and  henc e  i t s  t ax
ra t e .  L i ne  (5 )  on  t he  graph,  wh i c h  repres ent s  t he  dominant  v i ew o f  ac ademic s ,

ne t s  t he  pe rs ona l  and  c o rpo ra t e  t ax  e f f ec t s  aga i ns t  t he  c os t s  o f  d i s t r es s .  A t
l ow l ev e l s  o f  deb t ,  t he  f ax  e f f ec t s  dom i na t e  and  l ower  d i e  c os t  o f  c ap i t a l .  A s
d i e  d e b t  r a t i o  i n c r e a s e s ,  d i s t r e s s  c o s t s  i n t e n s i f y  a t  a n  i n c r e a s i n g  r a t e  a n d

eventual ly  overtake the tax  advantages ,  and the cos t  of  capi tal  inc reases  beyond
t h a t  p o i n t .  P o i n t  X  o n  t h e  gr a p h  s h o w s  t h a t  t h e  o p t i m a l  c a p i t a l  s t r u c t u r e  o f
t he  hy po t he t i c a l  c om pany  oc c u rs  a t  a  deb t  r a t i o  o f  42% . 1

1

16.4 Empirical Evidence on Capital
Structure

S ev era l  res earc hers  hav e  s t ud i ed  t he  emp i r i c a l  re l a t i ons h i p  be t ween  t he  c os t
o f  c ap i t a l ,  c ap i t a l  S t ruc t u re  c hanges ,  and  t he  v a l ue  o f  t he  f ` i rm ' s  s ec u r i t i es .
C o m p r e h e n s i v e  a n d  r i go r o u s  e m p i r i c a l  s t u d i e s  o f  t h e  r e l a t i o n s h i p  b e t w e e n

cos t  of  capi ta l  and leverage for  publ ic  Ut i l i t ies ,  summarized in Pat terson (1983),
i n c l u d e  M o d i g l i a n i  a n d  M i l l e r  ( 1 9 5 8 ,  1 9 6 3 ) ,  M i l l e r  ( 1 9 7 7 ) ,  B r i g h a m  a n d

G o r d o n  ( 1 9 6 8 ) ,  G o r d o n  ( 1 9 7 4 ) ,  R o b i c h e k ,  H i g g i n s ,  a n d  K i n s m a n  ( 1 9 7 3 ) ,
M e h t a ,  M o s e s ,  De s c h a i n p s ,  a n d  Wa l k e r  ( 1 9 8 0 ) ,  B r i gh a m ,  S h o r e ,  a n d  V i n s o n

(1985) ,  and Gapens ld  (1986) .  Cope land and Wes ton (1993)  prov ided a  c ompre-
h e n s i v e  s u m m a r y  o f  t h e  e m p i r i c a l  e v i d e n c e .  A l t h o u gh  i t  i s  n o t  e a s y  i n  s u c h
ernpi r icad tes ts  to hold al l  other re levant  fac tors  cons tant ,  the ev idence part ia l ly
supports  the ex is tence of  a tax  benef i t  f rom leverage and that  leverage increases
f i rm  v a l ue .  T he  ev i denc e  a l s o  s t rongl y  f av o rs  a  pos i t i v e  re l a t i ons h i p  be t ween
l ev e rage  and  t he  c os t  o f  equ i t y ,  wh i c h  i s  c ons i s t en t  w i t h  t he  M od i gl i an i M i l l e r
p ropos i t i ons .  Howev er ,  t he re  i s  s t i l l  s ome c on t rov ers y  ov er  t he  ac c ep t anc e  o f
t he  l i near  f o rmu la t i on  i n  E qua t i ons  16-3  and  16-6 .  S ome i nv es t i ga t o rs  be l i ev e
t he  re l a t i ons h i p  i s  c u rv i l i nea r ,  o t he rs  be l i ev e  i t  i s  l i nea r  bu t  has  a  s l ope  l es s
t h a n  R  . -  i ;

I

I n  a  s t udy  o f  pub l i c  u t i l i t y  c ap i t a l  s t ruc t u res ,  P a t t e rs on  (1983)  c onc l uded  t ha t
f i rm  v a l ue  r i s es  w i t h  l ev erage  and  rev enue  requ i rement s  dec l i ne  a t  l ow l ev e l s
o f  l e v e r a ge ,  a n d  h e  c o n f i r m e d  t h e  e x i s t e n c e  o f  a  c o s t - m i n i m i z i n g  c a p i t a l

s t r u c t u r e .  W h e t h e r  t h i s  o p t i m a l  c a p i t a l  s t r u c t u r e  a l s o  m i n i m i z e s  r e v e n u e

r e q u i r e m e n t s  d e p e n d s  o n  t h e  e f f e c t i v e n e s s  o f  r e gu l a t i o n  i n  p a s s i n g i n t e r e s t
t ax  s av i ngs  t h rough  t o  ra t epay e rs .  P a t t e r s on  a l s o  f ound  t ha t  u t i l i t i es  t end  t o
opera t e  a t  a  deb t  ra t i o  s l i gh t l y  l es s  t han  t he  opdrna l  l ev e l ,  `1n  d i e  i n t e res t  o f

f l e x i b i l i t y  a n d  m a i n t a i n i n g b o r r o w i n g r e s e r v e s

T h e  e m p i r i c a l  e f f e c t s  o f  l e v e r a ge  o n  c o m m o n  e q u i t y  r e t u r n  a r e  s u m m a r i z e d
i n  B r i gh a m ,  G a p e n s l d ,  a n d  A b e r wa l d  ( 1 9 8 7 ) .  T a b l e s  1 6 - 4  a n d  1 6 - 5  s h o w  t h e

468



ResultStudy

115 basis points
62

237
138

MM (1958)
MM (t963)
Miller (1977)
Average

TABLE 16-4
EFFECTS OF LEVERAGE ON COMMON EQUIW: EMPIRICAL STUDIES

Study Result

34 basis points
45
75

109
72

117
76

Brigham and Gordon (1968)
Gordon (1974)
Robichek, Higgins, and Kinsman (1973)
Mehta, Moses, Deschamps and Walker (1980)
Gapenski (1986)
Brigham, Gapenski, and Aberwald (1987)
Average

TABLE 16-5
EFFECTS OF LEVERAGE ON COMMON EQUIW: THEORETICAL STUDIES
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Chapter  16:  Weighted Average Cost  o f  Capi ta l
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resul ts of  empirical  studies and theoret ical  studies obtained when the debt
ratio increases from 40% to 50%. The studies report that equity costs increase
anywhere f rom a low of  34 to a high of  237 basis points when the debt rat io
increases f rom.40% to 50%. The average ' increase is 138 basis points f rom
die theoret ical  studies and 76 basis points f rom die empirical  studies,  or a
range of 7.6 to 13.8 basis points per one percentage increase in the debt ratio
The more recent  studies indicate that  the upper end of  that  range i s  more
indicat ive of  the repercussions on equity costs

Chapter 18 will show the results of a- simulation model designed to investigate
empirical ly the appropriate capital structure of a ut i l i ty company using current
market data and industry t rends

16.5 Conclusions

The benefits and costs of using debt, including taxes, agency Costs, and distress
costs, were identified and quantified by the vacuous models of capital structure
Body the cost  of  debt  and equi ty were seen to increase steadi ly wi th each
increment in f inancial leverage. Despite the rise of both debt and equity costs
with increases in the debt rat io, die WACC reaches a minimum as the weight
of low-cost debt in die average increases. Beyond this optimal point, the low
cost and tax advantages of  debt are outweighed by the rising distress costs

469
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Southwest Gas Corporation
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BEFORE THE ARIZONA CORPORATION COMMISSION

1

2

3

4

5

6

7

8

9

Prepared Rejoinder Testimony
of

FRANK J. HANLEY

10 1. PURPOSE

11 Q.1 Please state your name, occupation and business address.

12 A.1 My name is Frank J. Hanley and I am a Principal and Director of AUS Consultants.

13 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 and rebuttal

15 testimonies in this proceeding?

16 A.2 Yes. I am

17 Q.3 What is the purpose of this testimony

18 A.3 The purpose of this testimony is to address certain aspects of the surrebuttal

19 testimonies of Arizona Corporation Commission Staff (Staff) Witness David C

20 Purcell and Residential Utility Consumer Office (RUCO) Witness William A. Rigsby

concerning their comments related to my cost of common equity capital conclusions

22 the implications of the requested tariff tools including the Requested Decoupling

Adjustment Provision (RDAP) and Mr. Parcell's comments related to my testimony

24 regarding fair value rate base cost of capital. This testimony is organized by witness

25 Q.4 Have you prepared exhibits in support of this rejo'lnder testimony

26 A.4 Yes. I have prepared seven exhibits which have been marked for identification as

27 Exhibits_(FJH-31) through (FJH-37)



1 11. SUMMARY

2 Q.s Please briefly summarize your rejoinder testimony.

3 A.5 My testimony will address misstatements made by each witness resulting from

4 misperceptions of my rebuttal testimony and will explain why their recommended

5 common equity capital cost rates are significantly understated. Moreover, I will

6 explain why their contention that a reduction in common equity capital cost rate

7 would be appropriate if the Company's requested tariff tools were approved is

8 incorrect. Also, I respond to Mr. Parcell's comments regarding my fair value rate

9 base rate of return testimony (FVROR).

10 My testimony will address the following issues related to Staff Witness

11 Parcellz

12 • I will explain why Mr. Parcels's comment regarding this Commission's awarded rate

13 of return on common equity capital of 9.50 percent in Southwest's last rate

14 proceeding, Decision No. 68487 dated February 23, 2006, is incorrect when he states,

15 "Mr. Hanley's current recommendation recognizes neither the Commission's 9.5

16 percent ROE authorization for SWG in 2006 nor the decline in ROE since that time."

• I will show that Mr. Parcell's perception as to why the Company requests a larger

increment to its cost of common equity capital is misguided

• I will explain why Mr. Purcell's belief that the Commission is not obligated to "again

use a hypothetical capital structure is moot

• I will explain why Mr. Parcels's suggestion of the need to consider a rate reduction

because of any "new" rate design mechanisms is incorrect. In addition, Twill explain

why, if the Company's requested rate design proposals are not adopted by this



1 Commission, the cost rate of common equity capital should be increased to reflect

2 Southwest's added risk vis-é-vis the proxy gas distribution companies (LDCs) .

3 • I will explain why Mr. Purcell's suggestion that I claim that the Company's risk "has

4 increased dramatically" over the last 11 months is incorrect. Rather, it is the

5 investors' required cost rate which has increased.

6 • I will explain why Mr. Purcell's perception of my rebuttal testimony at page 4, lines

7 19-21 and page 5, lines 2 and 3 is incorrect. Moreover, I will explain that his belief

8 that Southwest's lower "security ratings" are directly linked to lower equity ratios is

9 erroneous .

10 • I will explain why Mr. Parcell's criticisms of my application of cost of common

11 equity capital methodologies are invalid as is his response to my criticism of his

12 reliance upon the geometric mean for cost of capital purposes.

13 • I will explain why Mr. Purcell's advocacy of a zero percentage cost rate relative to the

14 fair value increment of a fair value rate base is improper and also why his

disagreement with my recommendation of a 2.05 percent rate of return applicable to

the fair value increment is without merit

My rejoinder testimony will address the following issues related to RUCO

Witness Rigsby

• I will correct a number of misstatements made by Mr. Rigsby resulting from his

erroneous interpretations of sections of my rebuttal testimony

• I will explain why Mr. Rigslby's suggestion that Southwest's outlook is actually quite

positive and any upward adjustment to his recommended cost of equity capital is

unwarranted and is misguided



1 • I will explain why Mr. Rigsby's reliance upon a range of market risk premiums of 4.0

2 percent to 6.0 percent is without merit.

3 • I will show that Mr. Rigsby's CAPM cost rate is understated by 92 basis points.

4 • I will explain why Mr. Rigsby's presumption that it is correct to use a risk-free rate

5 with a time horizon close to the period of time between rate cases is incorrect.

6 • I will explain why Mr. Rigsby's contention that a utility's market price should equal

7 its book price over the long run, as well as his comparison of a utility stock being

8 similar to a corporate bond, is incorrect.

9 • I will point out several significant invalid comparisons made by Mr. Rigsby utilizing

10 his own data.

11 • As with Mr. Parcell, I explain why Mr. Rigsby's contention that it is proper to also

12 utilize the geometric mean in a CAPM analysis when estimating the cost of capital is

13 incorrect.

14 • I will show that 1\/k. Rigsby's belief that survivor bias results in an overstatement of

15 equity risk premium is incorrect.

16 • I will explain why Mr. Rigsby's contention that application of the ECAPM model

17 using adjusted betas is unfounded.

18 • I will explain why Mr. Rigsby's suggestion for a downward adjustment to common

19 equity capital cost rate is without merit,  based on his belief that the requested

20 decoupling mechanism would guarantee achieving the authorized rate of return.



1 III. STAFF WITNESS PARCELL

2 Q.6 At pages 2 and 3 of his surrebuttal testimony, Mr. Parcell puts forth his

3 reasoning as to why your recommended common equity capital cost rate should

4 not be adopted. He states that you neither recognize the Commission's 9.5

5 percent ROE authorization in 2006 nor the decline in ROE since that time. Are

6 his assertions correct?

7 A.6 No. I recognize that the awarded common equity capital cost rate in Decision No.

8 68487 of 9.50 percent was inadequate, especially without tariff tools that

9 accommodate changes in weather as well as declining usage per customer. Without

10 such tariff tools, the Company has little opportunity to am any authorized ROE. The

11 Company's inability to earn its authorized ROE in the Arizona jurisdiction is

12 exemplified on Exhibit__(FJH-1), Sheet 5 of 5, which shows that during the ten years

13 ended 2006, the Company earned or11y an average of 5.72 percent on its Arizona

14 jurisdictional common equity capital, which is in stark contrast to the 11.83 percent

15 earned by the proxy group of eight LDCs over the same period of time. Also, on the

16 same Sheet 5 of Exhibit_(FJH-1), I show that the average yield on Baa rated public

17 utility bonds of 7.13 percent during that period of time was greater than the average

earned ROE of 5.72 percent on the Arizona jurisdictional common equity capital

Mr. Purcell seems to suggest that just because his recommended 10.00 percent

common equity capital cost rate is greater than the 9.50 percent awarded in Decision

No. 68487, he has adequately recognized the cost rate necessary for common equity

capital investment in Southwest's Arizona jurisdiction. He has not

As a benchmark from which to measure whose recommendation more

adequately recognizes the necessary cost rate for Southwest using data more current

5



1 than in Decision No. 68487, i.e., Mr. Parcell's or mine, I observed this Commission's

2 Decision No. 69663 dated June 28, 2007 re: Arizona Public Service Company (APS),

3 a case in which Mr. Parnell was a witness for Staff I prepared Exhibit___(FJH-31),

4 which consists of 11 Sheets. On Sheet 1, I show a comparison between Southwest

5 and APS as to bond ratings, S&P's business and financial profiles as well as the

6 spread between 20-year U.S. Treasury Bond yields versus A and Baa rated utility

7 bond yields. Sheets 2 through 11 contain the cover sheet of Decision No. 69663 and

8 the cost of capital section of the Decision. Sheet 11 of 11 shows that the Commission

9 awarded a 10.75 percent common equity capital cost rate relative to a common equity

10 ratio of 54.5 percent. Sheet 1 shows that there has been a relative increase in the risk

11 on lower rated utility bond yields by a virtual doubling of the spread over the 20-year

12 Treasury Bonds for utility bonds rated Baa. Note that Southwest has an S&P bond

13 rating of BBB- as does APS. Each had the same BBB- rating prior to Decision No.

14 69663. Currently, as well as prior to the APS decision, Southwest's Moody's bond

15 rating has been Baan, while APS has had a slightly better rating by Moody's of Baan.

Also note on Sheet 1 of Exhibit_(FJH-31), that both Southwest and APS have

similar business and financial profiles, i.e., strong business profile as well as an

aggressive financial profile. Note a lso t ha t  t her e ha s  been a n incr ea se of

approximately 26 basis points in the yield spread between A rated utility bonds and

Baa rated utility bonds, meaning that die more risky Baa rated debt has become even

more costly

It is reasonable to assume that the cost rate of common equity capital would

increase by a similar magnitude because the bond rating process is comprehensive

and reflects all diversifiable business and financial risks. Thus, if we take the 10.75

6



1 percent awarded to APS and add approximately 25 basis points to reflect the

2 increased risk related to the lower credit quality, as opposed to an increase in the risk

3 of the entity itself, an approximate 11.00 percent common equity capital cost rate is

4 indicated. I submit Mat my recommendation is substantially more accurate than is

5 Mr. Parcell's, and indeed for that matter, the recommendation of RUCO Witness

6 Rigsby.

7 Q.7 At pages 4-5 of his testimony of his surrebuttal testimony, Mr. Purcell suggests

8 that your criticism of his allowance of 0.1 percent "to recognize SWG's lower

9 common equity ratio is 'grossly inadequate' is without merit". Is his reasoning

10 sound?

11 A.7 No, his reasoning is erroneous. It should be pointed out that at page 4, lines 12-16 of

12 my rebuttal testimony, I stated that his allowance of 0.1 percent was not adequate to

13 recognize Southwest's lower common equity ratio and signu'icantly lower debt

14 ratings. The need for an adequate adjustment to recognize the relative risk between

15 the proxy LDCs and Southwest should be reflective of much more than just "a

slightly lower equity ratio". Consistent with the basic principle of finance, reward

indeed the opportunity to earn for a public utility, should be commensurate with its

risk. Evidence of the gross inadequacy of the award in Southwest's last rate case is

contained in Exhibit_(FJH-32), which consists of 4 sheets. It is a copy of Moody's

Investors Service's rating action reports of March 10, 2006 and May 30, 2006. As

predicted in the last rate proceeding, if an inadequate cost of capital were awarded

without proper tariff tools to afford a reasonable opportunity to am an ROE award, a

downgrading was likely. On Sheet 1 of 4 of Exl1ibit__(FJH-32), please note that on



1 March 10, 2006, Moody's placed Southwest's senior debt onnegative outlook when

2 it stated:

3
4
5
6
7
8
9

10
11
12
13

Moody's Investors Service places under review for possible
downgrade the Baa2/Negative Outlook senior unsecured debt of
Southwest Gas Corporation (SWX)following the company's recent
announcement that the Arizona Corporation Commission (ACC)
issued a final decision not to adopt the company's proposed rate
design for balancing accounts, thereby exposing it to continuing
earnings risks associated with weather volatility and declining
customer use resulting from the effects of gas conservation. (italics
added for emphasis)

Then on May 30, 2006, little more than 3 months aler Decision No. 68487,

14 Moody's downgraded Southwest's debt to Baan firm Baan. Moody's stated, as

15 shown on Sheet 3 of Exhibit_(FJH-32):

16
17
18
19
2 0
21
2 2
2 3
2 4
25
2 6
2 7
28
2 9

This action concludes the rating review initiated on March 10, 2006.
The downgrade reflects the view that the credit measures of SIX'
remain weak when compared with its gas utility peers in light of its
continued rapid growth and sensitivity to decline in earnings on
account of warmer than normal weather and the absence of revenue
decoupling in Arizona (54 percent of gross margins)... [W]hile the
company was able to obtain some rate relief in recent years, the fact
that it is among the fastest growing utilities in the country (5 percent
growth) continues to expose it to regulatory lag as rate cases in its
key state of Arizona take at least a year to resolve and even drew,
typically deliver only part of the rate improvement necessary for it to
ham its allowed rate of return. (italics added for emphasis)

I submit that in view of the foregoing and Southwest's historically documented gross

30 inability to earn its authorized ROE, is much more related to its significantly lower

31 debt ratings than the "slightly lower common equity ratio" suggested by Mr. Parcels.

32 Clearly, Southwest requires approval of the requested tariff tools in order to have a

reasonable opportunity to earn Commission-allowed rates of return on common



1 Q.8 At page 6, lines 5-7 of his surrebuttal testimony, Mr. Purcell suggests that the

2 Commission is not obligated "to again use a hypothetical capital structure with

an ever higher eqLu'ty ratio." Please comment

4 A.8 I have been informed by management that as of March 31, 2008, Southwest's actual

5 common equity capital ratio has already slightly exceeded 45%. Therefore. in the

6 instant matter, the idea of using a hypothetical capital structure is moot. The actual

capital structure at March 31 , 2008 will be supported by Southwest Witness Theodore

K. Wood

9 Q.9 At the bottom of page 6 through line 2 on page 7 of his surrebuttal testimony

10 Mr. Purcell disagrees with your assertion that no common equity capital cost

rate reduction is warranted should the requested tariff tools be approved by this

Commission. Is he correct?

13 A.9 No. First, I must point out that Mr. Parnell distorts my testimony. I clearly state at

14 page 5, lines 15 and 16 of my rebuttal testimony as follows

There is no question that the requested rate design proposals would
help to reduce risk by stabilizing revenues and earnings

Thus, Mr. Parcels's characterization of my testimony is in error when he states

19 that I maintain that the requested rate design proposals should not be construed as

20 risk-reducing to the Company. Rather, the essence of the matter is dart

overwhelmingly, the proxy LDCs have protections in place that have not been, and

22 are not being, enjoyed by Southwest. For example, I show in Exhibit__(FJH-16)

Sheet 2 of 2 (Update of Exhibit_(FJH-1), Sheet 4 of 5) all of the protections enjoyed

24 by the proxy companies ,  the overwhelming major ity of which have revenue

normalization decoupling mechanisms and/or weather normalization adjustment

9



1 clauses or other readier innovative rate designs in place. In essence, as shown

2 graphically on Exhibit_(FJH-16), Sheet 1 of 2, about 7/8 of the proxy companies

3 enjoy protections that have not been available to Southwest in its Arizona jurisdiction.

4 Mr. Purcell is incorrect when he suggests "we need to consider the extent to

5 which any new rate design mechanisms are risk reducing to SWG in relation to its

6 previous position." This proposition is incorrect. Ratemaking is prospective. The

7 cost of capital is prospective. On a going-forward basis, the proxy companies firm

8 which a common equity capital cost rate is established, or will be established by this

9 Commission, overwhelmingly have such protections. Thus, the risk reduction related

10 thereto is already subsumed in the market prices and hence in the common equity

l l capital cost rate derived therefrom. Consequently, if the requested tariff tools are not

12 approved by this Commission, the requested rate of return on common equity capital

13 should actually beincreased.

14 Q.10 Are you able to provide any quantification of the extent to which the common

15 eqlu'ty capital cost rate should be increased if the requested tariff tools are not

16 approved by this Commission?

17 A.10 Yes. Exhibit (FJH-33) is a copy of the response by the Company to a Staff data

18 request STF-2-14 dated December 19, 2007. The request was to indicate the degree

19 to which Southwest's common equity capital cost rate would have to be adjusted

20 upward if its rate design proposals are not approved by the Commission in this

proceeding. As shown, the estimates ranged between 28 and 35 basis points. Even

22 using the more conservative estimate of 28 basis points and with approximately 7/8 of

the proxy companies having such protections in place would indicate, on a rounded

24 basis, an upward adjustment of about 25 basis points, 0.25 percent. Such an estimate

10



1 is consistent with estimates I have formulated in similar matters over the years. Thus,

2 I believe that the common equity capital cost rate which should be allowed if the

3 requested tariff tools are not approved is 11.50 percent (11.25 percent + 0.25 percent).

4 Q.11 Please comment on Mr. Purcell's surrebuttal testimony at page 6, wherein he

5 suggests that it is your testimony that the risk of Southwest has increased

6 dramatically over the past 11 months.

7 A.11 Mr. Parcell's statement is an entirely inaccurate description of my testimony. Shave

8 in no way suggested that Southwest's risk has increased dramatically in the last 11

9 months. Indeed, Southwest's risk is essentially the same as it has been in the past 11

10 months but does not reflect the May 30, 2006 Moody's downgrading discussed supra.

11 Rather, investors' required returns for assuming greater relative risk vis-£1-vis more

12 secure debt and equity investments has increased. When times become more difficult

13 and investor concerns about assuming the greater risk associated with the weaker

14 investment vis-él-vis stronger investments, they require a greater rate of return for

15 assuming the same level of risk than they did previously. Mr. Parnell would have this

16 Commission ignore investors' assessment of risk, which is contrary to the basic

17 financial principle of reward commensurate with risk assumed. Risk perception is not

18 a constant thing. It is relative and changes over time and market conditions must not

19 be disregarded. As discussed supra in connection with Exhibit__(FJH-31) at Sheet 1

of 11, the cost rate of capital for utilities which have the more risky debt in the Baa

rated category has increased at a greater rate than it has for utilities with debt rated in

the less risky A category. This means that the cost rate of capital for Southwest has

also increased

11



1 Q.12 At the bottom of page 7 and the top of page 8 of his surrebuttal testimony, Mr.

2 Parcell addresses your rebuttal testimony at page 4, lines 19-21 and page 5, lines

3 2 and 3. Are his observations accurate?

4 A.12 No. He states that he believes the Company's lower debt security ratings have been

5 directly linked to the lower equity ratios. As I have addressed above, debt security

6 ratings have been linked to much more. I do not claim that historically die lower

7 equity ratio was not a factor, but a major factor has been the Company's inability to

8 cope with the vagaries of weather and declining per customer usage. This was

9 demonstrated, supra related to the Moody's 2006 downgrading of Southwest's senior

10 debt capital as a direct result of this Commission's Decision No. 68487 on February

11 23, 2006. Mr. Purcell also states that the Company's past financial strategy has

12 impacted its ratings, which is true. For example, one past financial strategy of

necessity was avoiding any increase in the common dividend payment for nearly 13

years in order to attempt to bolster its common equity ratio. Had the Company been

afforded a reasonable opportunity to` earn the awarded rates of return on common

equity capital, it is likely that financial strategy would not have been necessary

17 Q.13 At page 8 of his surrebuttal testimony, Mr. Purcell states there is no

18 justification for 'adjusting' stock-priced based models such as DCF." Did you

19 adjust your DCF results?

20 A.13 No. I did not

21 Q.14 Please comment on Mr. Purcell's response to your disagreement with his

22 position that the CAPM is generally superior to his risk premium method as he

posits on page 9 and the top of page 10 of his surrebuttal testimony

12



1 A.14 Mr. Parcels is incorrect. What he refers to as the simple risk premium method reflects

2 all company-speciiic elements of risk that are reflected in the bond yield utilized

3 which reflects all diversifiable business and financial risks which are incorporated in

4 the bond rating process as can be verified by reference to Exhibit__(FJH-2), Sheets 3

5 through 9 of 15. In addition, with regard to the equity risk premium portion, I also

6 have utilized beta (which is a major factor in the CAPM) which can be vediied by

7 reference to Exhibit_(FJH-29), Sheet 21 of 32 at line No. 8.

8 As stated at pages 32-33 of my direct testimony, beta, unfortunately, captures

9 only a small percentage of company-specific risk. Mr. Parcell, at page 10, lines 7-8

10 of his surrebuttad testimony, acknowledges my evidence (shown on Exhibit_(FJH-

11 20), Sheet 1 of 1) that beta only reflects on average about 32% of company-specific

12 risk. Since, by definition, a risk-free rate cannot reflect any company-specific risk

13 and beta only reflects on average 32% of company-specific risk, it does not follow

14 that the CAPM can be superior to the risk premium method when it comes to

15 measuring company-speciiic risk and hence common equity capital cost rate.

16 Q.15 At the bottom of page 10 of his surrebuttal testimony, Mr. Purcell takes issue

17 with your claim that he performed two CAPM analyses. Please comment.

18 A.15 Technically, he may be correct. However, what he did do in estimating the market

19 risk premium is he utilized market returns and book returns. The CAPM

20 methodology requires the use of market returns and not book returns

21 Q.16 At page 11 of his surrebuttal testimony, Mr. Purcell takes issue with your

22 criticism of his inclusion of geometric mean returns in the determination of

equity risk premium. He states that investors have access to both types of

24 returns when they make investment decisions. Is he correct?

13



1 A.16 Yes, technically he is correct. However, we must assume under the Efficient Market

2 Hypothesis (EMH) upon which the DCF model and indeed all market-based models

3 are predicated drat investors are rational, i.e., they are not stupid. Investors, under the

4 EMH are fully aware of what constitutes r isk. Even unsophisticated investors

5 recognize that the greater the level of uncertainty, the greater the risk and d*re greater

6 the return they demand for incurring the greater risk, a concept consistent with a basic

7 principle of finance. It is very clear dart the definition of the risldness of an asset

8 relates to the likely variability of future returns from an asset and that a common

9 measure of risk is the standard deviation of yearly returns (these concepts are well-

10 established in financial literature, as can be determined by reference to pages 28-29 of

11 my rebuttal testimony). Consequently, when assessing risk in order to make a

determination of whether to invest in an asset such as a common stock, it is essential

that investors have perceptions into the standard deviation of yearly returns. This

indicates that the only relevant mean which can provide such insight is the arithmetic

mean

16 Q.17 Mr. Parcell also indicates at page 11 of his surrebuttal testimony that large

17 mutual funds show historic performance based on geometric returns as well as

Value Line. Does that mean that when attempting to gain insight in order to

19 make an investment in an asset on a prospective basis, keeping ill mind that the

20 cost of capital is prospective, that it is appropriate to rely upon geometric mean

returns?

22 A.l7 Absolutely not. As I said, investors are rational. They are not stupid. There is no

way that dley can formulate an opinion about prospective risk by looldng at a

geometric mean return which relates all past volatility into a constant, which by



1 looldng only at that constant (geometric mean), obviates all yearly variability. Hence,

2 they could gain no insight into the standard deviation of yearly returns and therefore

3 no proper insight into risk which is necessary in order to have an idea of the return

4 demanded commensurate with the risk under consideration to be incurred.

5 Q.18 At the top of page 13 of his surrebuttal testimony, Mr. Purcell refers to the

6 Commission's agreement that geometric returns should also be considered in

7 calculating a Company CAPM in the recent UNS Electric case (Docket No. E-

8 04204A-06-0783). What comment do you have to offer to the Commission

9 relative to its decision in that UNS Electric case?

10 A. l8 With all due respect, would submit that it is not a good precedent. To establish the

11 cost of common equity capital on a forward-looldng basis (as opposed to some

12 interesting constant historical mean), investors know that they must rely upon the

13 arithmetic mean which is the only way they can gain insight into the standard

14 deviation of yearly returns which provides the insight into die risk that they will be

15 incurring if they commit their capital to the investment under consideration. I should

16 note that there are other cost of common equity capital models of which investors are

17 aware, but are not used by this Commission, such as the risk premium method and the

18 ECAPM discussed in the financial literature. In addition, there are other types of

19 models,  such as the Arbitrage Pr icing Theory that  are not considered by dlis

20 Commission,  but of which investors are also aware when madding investment

21 decisions. Consequently, the Commission should consider only the aridimetic mean

22 when establishing a common equity capital cost rate to be allowed on a going-

23 forward basis.

15
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1 Q.19 At page 14, lines 1 through 11 of his surrebuttal testimony, Mr. Purcell criticizes

2 your comparable earnings method. He contends that any experience of

3 unregulated companies "simply misses the point of public utility regulation."

4 Please respond to Mr. Parcell's contention.

5 A.19 The Hope and Blueield landmark decisions, in my layperson's opinion, do not

6 specify dirt they must be public utilities. The decisions simply refer to companies

7 which are similar in risk. Regulation is a substitute for the competition of the

8 marketplace. The DCF methodology is based upon returns on market prices and not

9 on book value. In other words, if an investor expects to earn 10 or 11 percent on

10 market price and the market price differs Hom book value,  the investor is not

l l concerned with the application of his or her desired cost rate relative to the book

12 value, but Nadler to the market value. In Exhibit__(FJH-22), I show that there is no

13 correlation between the rates of eating on book equity and market-to-book ratios.

14 Moreover, Phillies and Bonbright (see page 24 of my direct testimony), confirm that

15 regulators can influence, but not control, market prices and that utilities should be

16 able to achieve market-to-book ratios consistent with those of unregulated companies.

17 Q.20 Mr. Purcell suggests at the top of page 15 of his surrebuttal testimony, that you

18 state that his proposed methodology regarding a fair value rate of return has

19 been rejected by the Arizona Appeals Court. Is he correct?

20 A.20 No. He mischaracterizes my testimony. I say precisely on page 39 at lines 24-25 of

21 my rebuttal testimony

24

Clearly, dis methodology is not only illogical, but even worse than
the methodology that has already been rejected by the Arizona
Appeals Court Decision in Chaparral City Water Company (Appeals
No. CA-CC-05-002)

16



1

2

It is very clear from looldng at page 39 of my rebuttal testimony that what I

refer to is Mr. Purcell's recommendation to include the increment above the original

3

4

5

6

7

8

cost rate base (OCRB) as zero cost capital. Based upon Staffs revised rate bases and

recommended operating incomes (as summarized on Schedule A,  page 1 of 1

accompanying the revised surrebuttad testimony of Staff Witness Ralph C. Smith), the

opportunity to earn net operating income is actually less using its revised FVRB and

net operating income where the FVR.B increment is considered as zero cost capital

than it is under its OCRB proposal as follows:

Net Operating Income Under ACC Staffs Revised OCRB

A.
B.

OCRB
Net Operating Income

$1,065,457,617
$94,366,814

9

10

11

12

13

14

15

16

17

18

Net Operating Income Based Upon ACC Staff"s Revised FVRB
Where die Increment Above OCRB is Considered Zero Cost Capital

$1 .388.609.702
$94,286,599

c . FVRB
D. Net Operating Income
Difference in Net Operating Income
Under Zero Cost Capital Methodology
(C-D Above) §$80,215)

A method such as including the increment above OCRB as zero cost capital which

will result in a dollar return $80,215 less than under a study OCRB basis is illogical

and, in a literal sense, worse than a methodology which previously has been utilized

that simply translates the OCRB rate of return to a lower percentage which, when

applied to the fair value rate base (FVRB) produces the same dollars of operating

income. Consequently, it seems to me that the FVROR adopted by the Commission

in the two recent UNS cases was similar to the FVROR which was remanded to the

Commission in the Chaparral City Water case

17



1 Q.21 Please comment on Mr. Purcell's disagreement with your recommended rate of

2 return of 2.05 percent on the fair value increment of rate base as improper.

3 A.2l Mr. Purcell provides absolutely no basis for suggesting that my net of inflation risk-

4 free rate of 2.05 percent is improper to apply to the fair value increment of rate base.

5 Indeed, Mr. Purcell arbitrarily suggests that any figure up to 2.50 percent would be

6 acceptable. The basis of my 2.05 percent is not arbitrary, rather it is specific and

7 explicit and fits well within the range acceptable to Mr. Parcell.

8 Iv. RUCO WITNESS WILLIAM A. RIGSBY

9 Q.22 At page 6 of his surrebuttal testimony, Mr. Rigsby attempts to defend his

10 recommended common equity capital cost rate by responding to your position

11 that his recommendation is too low. How do you respond?

12 A.22 In responding to Mr. Pacell's testimony, supra, I have shown that, using the APS

Decision as a benchmark, that the cost rate would be no less than 11 percent

However, I do not agree that 11.0 percent is the correct cost rate. It should be 11.25

percent if the requested tariff tools are approved and 11.50 percent if the requested

tariff tools are not approved. [11 his comments, Mr. Rigsby suggests that I ignored

any results lower than 9.60 percent. I have previously addressed this issue in my

rebuttal testimony at page 30 in Question and Answer No. 34. As such, it need not be

repeated here

20 Q.23 At page 8 of his surrebuttal testimony, Mr. Rigsby contends that the outlook for

21 Southwest is "actually quite favorable". Do you agree

22 A.23 No. I have discussed, supra, Mr. Parcell's surrebuttal testimony, the Moody's May

23 30, 2006 downgrading and the rationale for that downgrading. The rationale for the

24 downgrading is,  at this moment in time, still very much a reality. Unless Mis

18



1 Commission approves the requested tariff tools, the major reason for the

2 downgrading will continue to exist. Moreover, despite Mr. Rigsby's attempts to

3 substantiate his claim from the S&P April 24, 2008 Credit Rating report, dire is

4 enough indication there to overturn his "quite favorable" conclusion. For example, it

5 is evident from the information contained in lines 33-37 on page 8 of his surrebuttal

6 testimony, that Southwest's cash flow is not adequate. S&P states:

7

8

9

10

11

12

13

We could revise the outlook 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. (Italics added for emphasis.)

In addition, in Mr. Rigsby's Attachment B at original page 2 (which is an

14 update of Data Request No. STF-2-7), S&P, in describing its rating rationale on April

15 24, 2008, states:

16
17
18
19
20
21
22
23
24
25
26

However, we view the ACC regulatory oversight as less supportive of
credit than otherjurisdictions due to its limitations on purchased-gas
cost recoveries and rate design that is solely based on gas
throughput. This type orate design exposes the company to reduced
cash flows as volumes decline related to conservation. Decoupling,
and alternate rate design, separates the utility's margins and cash
flow from commodity sales and encourages conservation. These
mechanisms are currently under consideration as part of the
company's most recent rate case. (italics added for emphasis)

In view of the foregoing, the only way that I can conclude that Southwest's

27 outlook is actually quite favorable is with approval of the requested tariff tools, which

28 of course, RUCO opposes.

29 Q.24 At page 9 of his surrebuttal testimony, Mr. Rigsby discusses a range of market

30 risk premiums of 4.0 percent to 6.0 percent. Do you have any comment

31 regarding his support for that range?

19
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1 A.24 Yes, I do. He cites the direct testimony of RUCO Consultant Stephen G. Hill in die

2 APS rate case proceeding and includes an excerpt Hom it in Attachment C to his

3 surrebuttal testimony, at page 46. On page 46 of Attachment C, there is a reference to

4 Ibbotson and Chen. Roger Ibbotson, is the founder of Ibbotson Associates, which is

5 now owned by Morningstar. I have prepared Exhibit__(FJH-34) which is the

6 Morningstar publication, Ibbotson SBBI - 2008 Valuation Yearbook. Please note

7 several important factors on Sheet 2. First, Ibbotson and Chen clearly specify that an

8 arithmetic mean calculation is "most appropriate when discounting future cash

9 flows." They show that the geometric mean through 2007 was 4.24 percent, but

10 when converted to an arithmetic mean, it is 6.23 percent. Ibbotson and Chen state:

11
12
13
14
15

For use as the expected equity risk premium in either the CAPM or
buildup approach, the arithmetic calculation is the relevant number.
(italics added for emphasis)

I believe that this provides further evidence that the arithmetic mean is the

only mean to properly consider when estimating future cash flows in determination of

the cost rate of common equity capital which is expectational, not retrospective, i.e

historic. Thus, using the arithmetic mean 6.23 percent market risk premium as

discussed supra in Mr. Rigsby's CAPM calculations shown at the top of page 12, a

10.65 percent common equity capital cost rate is indicated as follows

K = 4.61 percent + (0.97 (6.23 percent))

K = 10.65 percent

Such a cost rate is 92 basis points higher than Mr. Rigsby's CAPM finding of 9.73

percent

In addition, I can state that I was also present in Washington, DC on April 19

and 20. 2007 and heard Professor Aswarth Damodaran, Ph.D. when he discussed

20



1 estimates of market risk premium. Mr. Rigsby fails to mention that Dr. Damodaran

2 stated that he did not follow utilities, had little knowledge about utilities, and could

3 not speculate about a proper level of equity risk premium for utilities. Consequently,

4 in view of the foregoing, and the emphasis of Ibbotson and Chen to utilize arithmetic

5 mean da ta ,  any CAPM conclusion less  than 10.65 percent  is  inappropr ia te.

6 Moreover, using the 6.23 percent market risk premium to check on growth rate as

7 utilized by Mr. Rigshy at lines 12 through 16 on page 14 of his surrebuttal testimony,

8 a growth rate of 6.10 percent results. This produces the same cost rate as the CAPM

9 discussed above, namely, 10.65 percent based upon a dividend yield of 4.55 percent

10 plus a growth rate of 6.10 percent.

11 Q.25 At the top of page 15 of his surrebuttal testimony, Mr. Rigsby takes issue with

12 your use of a 30-year U.S. Treasury Note as a proxy for a risk-free rate of

13 return. He reasons a shorter period of time should be used, one that more

14 closely approximates the time between utility rate cases. Is his reasoning

15 supported by financial literature and/or logical?

16 A.25 It is neither. As I have shown by the financial literature citations on page 27 of my

17 rebuttal testimony, the use of short period proxies as a risk-free rate in a CAPM for a

18 going concern is incorrect and the use of very short periods such as 30- or 90'-day

Treasury Bill rates are empirically inadequate and theoretically suspect. Moreover, I

believe there is an inconsistency in Mr. Rigsby's logic since he uses the sustainable

growth method in his DCF methodology. How,can one advocate an interminably

long future period of time for a proper growth rate in a DCF calculation, while at the

same time, argue for a substantially short period of time such as a 30- or 90-day risk



1 free rate in a CAPM calculation, when both are used to estimate the long-term cost of

2 capital for a price regulated public utility?

3 Q.26 At pages 16-17 of his surrebuttal testimony, Mr. Rigsby attempts to explain why

4 he believes that if regulators allow a rate of ream equal to the cost of capital,

5 that the market-to-book ratio will tend toward 1.0 times. He footnotes a

6 reference to Chapter 10 of Roger A. Morin's text, Regulatorv Finance

7 Utilities' Cost of Capital. Have you had an opportunity to review Professor

Morin's latest book entitled New Regulatorv Finance and his discussion related

to market-to-book ratios 'm the regulatory process

10 A.26 Yes, I have. I have prepared Exhibit_(FJH-35) which consists of 6 sheets Hom

11 Morin's book. Sheets 3 through 6 contain his discussion related to market-to-book

12 ratios in the regulatory process. Of course, Morin's entire discussion is contained

therein, but I would like to highlight below some of what I believe are his more

14 salient comments as follows

19
20

The inference that M/B ratios are relevant and that regulators should
set an ROE so as to produce an M/B of 1.0 is misguided. The stock
price is set by the market, not by regulators....Depressed or inflated
M/B ratios are to a considerable degree a function of forces outside
the control of regulators

24

M/B ratios are determined by the marketplace, and utilities cannot
be expected to compete for and attract capital in an environment
where industrials are commanding M/B ratios well in excess of 1.0
while regulation reduces their M/B ratios toward 1.0

29
30

Rate of return regula t ion is  fundamenta lly a  sur roga te for
competition. The fundamental goal of regulation should be to set the
expected economic profit for a public utility equal to the level of
profits expected to be earned by finns of comparable risk, in short to
emulate the competitive result

32 Competit ive industr ia ls of comparable r isk to utilit ies have
consistently been able to maintain the reals value of their assets in

22



excess of book value, consistent with the notion that, under
competition, the Q-ratio will tend to 1.00 and not the M/B ratio.

...This suggests that a fair and reasonable price for a utility's
common stock is one that produces equality between the market
price of its common equity and the replacement cost of its physical
assets. The latter circumstance will not necessarily occur when the
M/B ratio is 1.0. ...It is quite plausible and likely that M/B ratios
will exceed one if inflation increases the replacement cost of a firm's
assets at a faster pace than historical cost (book equity).

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18

...Are we to conclude that regulators have been systematically
misguided all across the United States for all these years by awarding
overgenerous returns, or are we to conclude that M/B ratios are
largely immaterial in the context of ratemaldng? The latter is more
likely.

The foregoing by Morin, upon whom Rigsby relies, as well as the comments

19 of Phillips and Bonbright as set forth on page 24 of my direct testimony,

20 demonstrates the fallacy of Mr. Rigsby's argument.

21 Q.27 Please comment upon Mr. Rigsby's testimony at the bottom of page 17 and the

22 top of page 18 of his surrebuttal testimony wherein he compares 'investment in a

23 utility common stock with that of a bond.

24 A.27 What Mr. Rigsby seems to lose sight of is that a bond has a specified return and a

25 specified maturity. Moreover, a corporate bond, depending upon its type, has either

26 first claim on the assets of the issuing entity or certainly is much higher in the pecldng

27 order than common stock investors who are last in line on any claims on a company's

28 assets and earnings. Moreover, investors care very much about the market-to-book

29 ratio of an enterprise because it is a sign of financial strength. The stronger the

30 market-to-book ratio, the stronger the indication of the financial strength of the

31 enterprise. Brealey and Myers state that market value ratios show how die firm is

23
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1 valued by investors.1 Consequently, investors care very much about market-to-book

2 ratios.

3 Q.28 In your summary of this testimony, you indicated that Mr. Rigsby has made

4 several invalid comparisons utilizing his own data. Would you please discuss

5 those invalid comparisons?

6 A.28 Yes, of course. At page 18, lines 9-18 of his surrebuttal testimony, Mr. Rigsby

7 discusses a CAPM calculated common equity capital cost rate which he performed on

8 page 15 of 8.05 percent. He then compares that cost rate of 8.05 percent with the

9 weighted average cost of capital (WACC) of 8.83 percent that he recommends. Of

10 course, it is not valid to compare a WACC with a cost rate of common equity capital

11 since the latter, on a weighted basis, represents only a portion of the WACC. Another

12 incorrect  comparison is based upon the information shown on page 24 of his

13 surrebuttal testimony where he refers to a deduction to "the authorized rate of return"

14 in a Baltimore Gas & Electric case. He then suggests how that deduction would

lower his recommended cost of capital, or WACC, by 50 basis points firm 8.83

percent to 8.33 percent. If Mr. Rigsby had carefully read Attachment E to his

surrebuttal testimony, which was the source of his statement, he would see that, at the

top of original page 12, the reduction to which he refers was in the authorized rate of

return on common equity capital and not the overall cost of capital, or WACC. Of

course, I have discussed supra why any reduction to the rate of return, whether the

cost rate of common equity capital or WACC, on a forward-looldng basis is incorrect

Richard A. Brealey and Stewart C. Myers,Principles of Corporate Finance,Fifth Edition, McGraw
Hill Companies, Inc., page 766
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1 and would be punitive because the comparable risk proxy companies enjoy the

2 benefits of such tools.

3 Q.29 Please comment upon Mr. Rigsby's response to your criticism regarding his use

4 of the geometric mean as set forth at page 18, line 22 through page 19, line 9 of

5 his surrebuttal testimony.

6 A.29 Mr. Rigsby indicates that both means are published by Morningstar. However, he

7 ignores what Morningstar says, that when discounting iilture cash Hows for cost of

8 capital purposes, it is only the arithmetic mean that is appropriate as discussed supra

9 and in connection with Exhibit_(FJH-34) at Sheet 2 of 3 and also in Exhibit_(FJH-

10 11), Sheets 2 through 4. Thus, the fact that Huey publish both the geometric and the

11 arithmetic means is irrelevant when discounting iilture cash flows when estimating

12 the cost of capital. As discussed supra, in response to Mr. Purcell, investors are not

13 stupid and are aware of the distinction or relevance of each type of mean. Mr .

14 Rigsby's statements at lines 5 through 9 on page 19 of his surrebuttal testimony

15 actually confirm that it is the arithmetic mean that is appropriate. Mr. Rigsby points

16 out that the geometric mean compounds the value of an investment and obviates the

17 ups and downs which have occurred over a past period of time. That is why it is

shown, because it represents a constant rate of growth over an historical time period

19 Q.30 Please address the illustrated differences between the geometric and arithmetic

20 means as set forth by Mr. Rigsby at page 19, line 11 through page 20, line 24 of

his surrebuttal testimony

22 A.30 Mr. Rigsby's illustrations actually demonstrate why the geometric mean is not

23 appropriate when estimating the cost of capital. In the example set forth at lines 13

24 dlrough 20 on page 19 and illustrated on page 20 of his surrebuttal testimony, if all

25



1 one had was the geometric mean, one would think that the potential for loss is very

2 negligible as indicated by the -2.02 percent. The geometric mean provides no

3 indication at all that during the period held (2 years), the stock was extremely volatile

4 with a potential for a 20 percent gain in one year and a 20 percent loss in the

5 following year. As seen in Mr. Rjgsby's illustrations on page 20, the only factors

6 taken into account in the geometric mean are the beginning and terminal values and

7 not the individual values which provide die insight into variance/standard deviation of

8 returns.

9 Q.31 At page 21, line 12 through page 22, line 8 of his surrebuttal testimony , Mr.

10 Rigsby discusses several factors which he believes affect the relevance of the

11 arithmetic mean. He suggests that year-to-year returns are "actually

12 correlated". Is this proposition correct?

13 A.31 No, it is not. At Sheets 5 and 6 of Exhibit_(FJH-11), Morningstar discusses in detail

and empirically demonstrates that the serial correlation of large company stock total

returns and equity risk premiums are random,.. Morningstar states on Sheet 6 of

Exhibit (FJH-11)

The best estimate of the expected value of a variable that has
behaved randomly in the past is the average (or arithmetic mean) of
its past values

21 Q.32 At the top of page 22 of his surrebuttal testimony, Mr. Rigsby discusses what is

22 characterized as "survivor bias". He goes on to state, "the Morningstar

historical return series does not measure the failures, of which there are many

24 Therefore, the return expectations 'm the future are likely to be lower than the

Morningstar historical averages." Does his contention have any merit?
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1 A.32 No. Morningstar has addressed this issue of survivorship. I have prepared

2 Exhibit_(FJH-36), which consists of three sheets from its 2008 Valuation Yearbook.

3 Sheets 2 and 3 specifically address the survivorship issue. Morningstar comments

4 upon the Goetzmann and Jordon study which looked at the question of survivorship

5 based on returns from a number of world equity markets over the past century.

6 Morningstar indicates that while survivorship bias evidence may be compelling on a

7 world-wide basis, one can question its relevance to a purely U.S. analysis. It also

8 points out that the non-U.S. equity risk premium was found to contain significantly

9 more survivorship bias.

10 In short, it seems that survivorship bias is a moot issue regarding the U.S.

11 equities market.

12 Q.33 At the bottom of page 22 and the top of page 23 of his surrebuttal testimony,

13 Mr. Rigsby contends that using adjusted Value Line betas results 'm a double-

14 count. Is his contention correct?

15 A.33 No. His contention is erroneous. At page 31 of my rebuttal testimony and in

16 Exhibit__(FJH-21) and Exhibit_(FJH-23), particularly in Footnote 12 on Sheet 5 of

17 6, Morin and Brigham make it clear that:

18 • The ECAPM is a return adjustment.

19 • The Security Market Line (SML) is a line which reflects the degree of risk

20 aversion.

21 • Beta does represent the slope of a line, but it is not the SML. Specifically,

22 Brigham states in Footnote 12 on Sheet 5 of Exhibit_(FJH-23):

23
24
25

Students sometimes confuse beta with the slope of die SML.
This is a mistake. As we saw earlier in connection wide
Figure 6-8 and as is developed further in Appendix 6A, beta
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1

2

3

4

does represent the slope of a line, but not the Security Market
Line.

In addition, Brigham and Gapensld in the same text, in Appendix 6A entitled,

5 "Calculating Beta Coefficients", demonstrate the calculations where it can be readily

6 seen that the beta, which accounts for regression bias and is not a return adjustment, is

7 indeed based on the slope of a different line. I have prepared Exhibit___(FJH-37)

8 which consists of 5 Sheets. Sheet 4 shows a graphical depiction of the calculation of

9 beta and it is clearly not the Security Market Line. As Morin explains:

The ECAPM is a formal recognition that the observed risk-retum
trade-off is Hatter 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

In view of the foregoing, Mr. Rigsby's contention is unfounded and should be

disregarded

17 Q.34 At page 23 of his surrebuttal testimony, Mr. Rigsby, in response to the question

18 at lines 16-18, indicates that he agrees with you that this is simply a matter of

19 common sense. Is his use of your words that "this is a matter of common sense

20 taken in context?

21 A.34 No. Reference to page 31, line 28 through page 32, line 9 of my rebuttal testimony

22 indicates that my common sense comment related to Mr. Rigsby's contention that the

implementation of the Company's requested decoupling adjustment provision

24 (RDAP) would "essentially provide SWG with a guaranteed return on the Company's

invested capital..." I believe strongly dlat the evidence presented at pages 32-34 of

my rebuttal testimony and contained in Exhibits___(FJH-26), (FJH-27), and (FJH-28)

27 affirm my assessment of his contention. Moreover, please note that the evidence
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1 presented at pages 32-34 of my rebuttal testimony and in Exhibits_(FJH-26) through

2 (FJH-28) remains unanswered

3 Moreover, Mr. Rigsby's comments that common sense says if revenues are

4 stabilized that risks are clearly shifted, etc., while correct, miss the point. The point is

5 that the proxy LDCs relied upon by all witnesses in this proceeding overwhelmingly

6 have been and continue to enjoy protections against the vagaries of weather and

7 declining per customer usage. As discussed supra regarding Mr. Parcell's surrebuttal

8 testimony, investors are aware of those risk-reducing elements. Thus, a common

9 equity capital cost rate established there&om already reflects said reduction. If the

10 Company's requested tariff tools are approved by this Commission, it would be a

11 punitive action to make a reduction to common equity capital cost rate as it would

12 place Southwest at a competitive disadvantage right out of the starting gate vis-a-vis

13 the proxy LDCs.

14 Q.35 Does this conclude your rejoinder testimony?

15 A.35 Yes, it does.
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1

2

3
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Mr.  Scot t  Wakef ield,  Chief  Counsel ,  and Mr.  Daniel
Pozefsky, on behalf of the Residential Utility Consumer
Off ice;

Mr.  B i l l  Murphy,  MURPHY CONSULTING, on behal f
of Distributed Energy Association of Arizona;

Ms. Laura Sixki l ler,  ROSHKA, DcWUT.F & PATTEN,
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Mr .  Timothy Hogan,  ARIZONA CENTER FOR LAW
IN THE PUBLIC INTEREST, on behalf of Southwest
Ener gy Eti iciency Pr oject and Wester  Resour ce
Advocates,

5

6

7

8

9

10

11

Mr. Gary L. Nakarado, on behalf of Vote Solar and
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behalf of the Kroger Company; I
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Lieutenant Colonel Karen S. White, on behalf of the
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12
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15

16

17
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19
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21

22

Mr. Douglas v. Fait, on behalf of the Interest Energy
Alliance and Distributed Energy Association of Arizona,

23

24

25

M r . Lawrence V . Robertson, Jr., M U N G E R
CHADWICK, on behalf  of Southwestern Power Group
H,  LLC,  B owie  P ower  S t a t i on ,  LLC and  Mes qu i t e
Power, LLC.

MI. Christopher Keeley, Chief Counsel, MS. Janet F.
Wagner, Senior Staff Attorney, and Mr. Charles Hans,
Staff Attorney, Legal Division, on behalf of the Utilities
Division oflthe Arizona Corporation Commission
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l

2

3 There is  no dispute between the Company and Staf f  as to the Company's  addit ional

4 adjustment to the Company's original cost of service income tax expense to ref lect a top-down

5 calculation including permanent tax items to reduce test year income tax expense by $4,588,000.

6 (APS Initial Brief, Exhibit 5, Schedule C-2, column 34).

7 3. Adjustments dependent upon final levels

8 kxcome Tax/ Interest Synchronization

9 There is no dispute as to the methodology to be used to reflect the synchronization of interest

10 expense using the adjusted September 30, 2005 test year capital structure and the cost of long-term

l l

were authorized by Decision No. 67744. (APS Initial Brief, Exhibit 5, Schedule C-2, column 31).

Federal and State Income Taxz.

debt, as well as the use of the statutory income tax rate. Using the OCRB and cost of debt as

12 determined herein, the appropriate adjustment is a $2,379,000 increase to test year income tax

13 expense."

14 b. Generation Production Income Tax Deduction

15 This adjustment reflects the tax benefits associated with the American Jobs Creation Act and

16 reflects the cost of capital as determined herein. The appropriate adjustment is ($2,915,000).

Summary of  Net Operating Income

Based on the foregoing, the following statement details the adjusted test year net operating

19 income for ratemaldng purposes

20 Operating Income Summary

23

24 V I I . COST OF CAPITAL

The cost of capital compensates investors for the use of their capital to finance the plant and

26 equipment necessary to provide utility service. There are generally three steps to deteurnining the

27 appropriate cost of capital in a rate case proceeding: establishing the appropriate capital structure

28 pa Reflecting a $6,093,000 decrease to interest expense

OperatingRevenues
Operating Expenses (per APS)
Total Adjusted Operating Expenses
Net Operating Income

$2,609,930,000
$2,415,481 ,000
$2.439.648.000
$ 170,282,000

a.

DECISION no 69663
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determining the appropriate cost of the utility's debt, and estimating a reasonable cost of equity for

2 he utility.

3 A. Capital Structure

4 In estimating the cost of capital for a utility, the appropriate capital structure of the company

5 must be determined. APS proposed using a capital structure consisting of 45.5 percent debt and 54.5

6 Jercent equity. Staff accepted APS' proposed capital structure, and RUCO recommended a capital

7 :structure of S0 percent debt and 50 percent equity.

8 RUCO recommends that the Commission adopt its proposed capital structure because it is

9 similar to that of APS' parent and is therefore sound for the lower-risk utility; it has more common

10 equity than APS has utilized in the past, which will provide additional Financial security for the

l l Company during its construction period; and it will provide a better balance of the interests of

12 ratepayers and stockholders because it is a more economically efficient and less costly capitalization

13 than requested by the Company.

14 The capital structure recommended by APS and accepted by Staff is the Company's adjusted

15 September 30, 2005 capital structure of 45.5 percent long-term debt and 54.5 percent common equity,

16 In response to RUCO's recommendation, APS argues that RUCO's witness improperly included

l'7 short-term debt and financial ratios of companies with "junk" credit ratings, which distort the results

18 APS also believes that use of RUCO's proposed capital structure would result in a Financially weaker

19 APS with non investment grade credit metrics

20 We agree with APS and Staff that a 46/54 percent debt/equity capital structure is appropriate

21 for determining cost of capital in this proceeding. It is the capital structure existing at the end of the

22 test year" and will continue to support the Company's existing f inancial prof ile and maintain its

23 investment grade profile

24 B Cost of Debt

All parties agree that a cost of long-term debt of 5.41 percent is the appropriate cost of debt

l

26

28 Jo Staff Exhibit No. a, Parcel] Direct, p~ 3

D E C I S I O N  n o .  6 9 6 6 3
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I c.

2

Cost ofEquity

APS, Staff, and RUCO all presented expert witnesses to evaluate cost of equity, Their

3 recommendations are as follows:

4 Partv
APS - Avert
Staff- Parcell
RUCO .. Hill

Range

11.00 _ 12.00%
9.50 .. 10,75%
9.25 - 9.75%

Recommendation

11 .50%
10.25 %
9.25%

5

6

7 The cost of equity cannot be observed directly because it is a iimction of the returns available

Eom other investment alternatives and the risks to which the equity capital is exposed. The cost of8

9 equity must be estimated by analyzing information about capital market conditions, assessing

lg company specific risks, and using various qualitative methods to find investors' required rate of

11 return. Because APS is not a publicly traded company and because the cost of capita] is an

12 opportunity cost and is prospective, the cost of equity must be estimated. All of the expert witnesses

IN agreed that no one single mediod or model shod be used to determine a utility's cost of equity. All

14 witnesses testified as to their understanding of the economic, Financial, and legal principles that

15 underlie the concept of a fair rate of return for a public utility.

16 All the expert witnesses conducted a Discounted Cash Flow Analysis ("DCF"). It is one of

17 the oldest, as well as the most commonly used models for estimating the cost of common equity for

18 public utilities." DCF models are used to essentially replicate the market valuation process that sets

19 the price that investors are willing to pay for a share of a company's stock, The DCF model is based

20 upon the "dividend discount model" of financial theory, which maintains that the price of a

21 cornniodity or security is the discounted present value of all future cash flows. The constant growth

22 DCF model recognizes that the return expected or required by investors consists of two factors: the

dividend yield (current income) and growth (future income)

APS' witness, Dr. Avera, applied the DCF model, risk premium methods, and the comparable

earnings method to a proxy group of other electric utilities operating in the western United States

The Commissionhas loNg usedthe DCF model, as was indicated inAPS' 1986 rate case: "As has been stated by the
Commission on previous occasions, Markel measures of commonequity costs are generally preferable to comparative
analyses. Althoughboth require the exercise of considerable subjective judgment,methodologies suchas DCF entail
fewer improved (and sometimesunprovable) assumptions." DecisionNo. 5522B (October 9, 1986)

DECISION NO 69663
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I Dr. Avera's DCF analysis resulted in a cost of equity of.9 percent. Dr. Avera did not believe that his

2 constant growth DCF results should be used as a reasonable cost of equity for APS, stating that it is a

3 "blunt tool" that should never be used exclusively. He testified that the short-temi growth rates used

4 with the DCF model may be overly cautious, and that therefore, the DCF does not necessarily capture

5 investors' long-term expectations for the industry. Dr. Avera also employed risk premium analysis

6 where the cost of equity is estimated by determining the additional return investors require to forego

7 the relative safety of bonds and accept the greater risks associated with common stock, and Men

8 adding this "equity risk premium" to the current yield on bonds. He based his estimates of equity risk

9 premiums on: surveys of  previously authorized rates of  return on common equity (10.7 - l 1.4

10 percent), realized rates ofretum (9.8 - 11.0 percent); and alterative applications of the Capital Asset

l l Pricing Model ("CAPM") (Forward-looking: 12.5 - 12.6 percent, and Historical: 10.9 - 11.9 percent).

12 Dr. Avert also evaluated cost of  equity using the Comparable Earnings Method ("CEM"). This

13 method refers to rates of return available ti-om alternative investments of comparable risk. In his

14 direct testimony, Dr. Avert testified that the most recent edition of Value Line reports that its analysts

15 expect an average rate of return on common equity for the electric utility industry of 10.5 percent in

16 2005 and 2006, and increasing to 11.0 percent over its three-to-Nve year forecast horizon. When Dr

17 Avert used a proxy group &om the unregulated sector of the economy, the expectations averaged

18 15.7 percent. He concluded that the comparable earnings approach implied a fair rate of return on

19 equity of 11.0 to 12.0 percent

20 Dr. Avert concluded., based upon the results of his quantitative analyses and his assessment of

21 the relative strengths and weaknesses inherent in each model, that the cost of equity for the electric

22 proxy group ranges between 10.8 percent and 11.8 percent. He also added a "flotation cost" for the

23 costs associated with issuing common stock of 20 basis points, for a range of equity of 11.0 percent

24 to 12.0 percent, with a midpoint of l1.5 percent

25 Dr. Avert criticized Staffs witness Parcell's use of the "spot dividend yield" instead of the

26 end~of~period yield, which Dr. Avert says understates the cost of equity and leads to a "downward

27 bias" result. Dr. Avera testified that constant growth assumptions are not Mely to be representative

28 of real~world circumstances for utilities and he employed a multi-stage t`orm of the DCF using Mr

J

45 DECISION no 69663
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l Parcels 's reference group and calculated a 10.8 percent cost of equity

Staii"s witness, Mr. Purcell, employed three recognized methodologies to estimate the cost of

3 equity for ANS. He used the DCF, the CAPM, and the CEM. He applied each of these

4 methodologies to two proxy groups: his group of comparison electric utilities with similar operating

5 and risk characteristics to APS and Pinnacle West; and to Dr. Avert's proxy elect-ic companies. Mr

6 Purcell used five indicators of growth in his DCF analysis, including: five year earnings retention, or

7 fundamental growth, average historic growth in earnings per share ("EPS"), dividends per sbae

8 ("DPS"), and book value per share ("BVPS"); 2006-2010 projections of earnings retention growth

9 2004-2010 projections of EPS, DPS, and BVPS; and 5-year projections of EPS growth. As a result

10 of his DCF analysis, Mr. Parcels concluded the current DCF cost of equity for ANS is between 9 and

l l 10 percent. Mr. Parcel] explained that the CAPM is a version of the risk premium method, but is

12 generally superior because it specifically recognizes the risk of particular company or industry, The

13 CAPM is designed to describe and measure the relationship between a security's investment risk and

14 its market rate of return. Mr. Pareell's CAPM analysis resulted in a cost of equity range of 10.5 to

15 10.75 percent. Mr. Parcell also conducted a CEM examination which is designed to measure the

16 returns expected to be earned on the original cost book value of similar risk enterprises. He

17 conducted the CEM by examining realized returns on equity for several groups of companies and

18 evaluated the investor acceptance of these returns by reference to the resulting market-to-book ratios

19 According to Mr. Purcell, it is generally recognized that utilities with a market-to~book ratio of

20 greater than one (100 percent) reflect a situation where a company is able lo attract new equity capital

21 without dilution. His analysis was based upon market data and used prospective returns. The results

22 indicated that historic returns of 9.9 - 11.7 percent have been adequate to produce market~to-book

23 ratios of 139-161 percent. The projected returns on equity for 2006, 2007 and 2009-2011 ranged

24 from 8.2 percent to 10.4 percent for the two proxy groups. Mr. Parcel] concluded that based upon the

25 recent earnings and market-to-book ratios, the cost of equity for APS using the CEM is no greater

26 than 10 percent

27

APS Exhibit No. 42, AvcraRebutth, p. 21, 28
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1 Staffs witness testified that although Arizona is a fair value state, he took into consideration

2 the Bluejield and Hope decisions and considered the additional risk factor of APS' current bond

3 rating and investor expectations in raiding his recommendation. (Tr. Vol. XVII, pp. 3259-60) Based

4 on all of his cost of equity analyses, Mr. Parcell concluded that APS' cost of equity falls within a

5 range of 9.5 percent to 10.75 percent., and he recommended a rate of 10.25, the approximate mid-

6 point of the range. Staff recommends that the Commission not allow flotation costs because APS has

7 not demonstrated that it has incurred any issuance costs, and an $8 million adjustment paid annually

8 is excessive.

9 RUCO's witness, Mr. Hill, also conducted a DCF analysis using market data from a sample of

10 electric utility companies similar in risk to APS. His DCF resulted in a cost of equity of 9.44 percent.

11 He also used three other methods to corroborate his DCF results - the Modified REamings-Price Ratio

12 ("MPER") Analysis, the Market-to-Book Ratio ("iV1TB") Analysis, and the CAPM. The CAPM

13 produced results that ranged from 9.23 percent to 10.56 percent, the MPER ranged from 9.13 percent

14 to 8.79 percent, and the MTB ranged Hom 9.31 percent to 9.38 percent. Mr. HilTs estimate of the

15 1 cost of equity for the sample group ranged firm 9.25 percent to 9.75 percent, and because ANS has a

16 higher equity component in its capital structure than the sample group, Mr. Hill recommends a.n

17 appropriate cost of equity of 9.25 percent. In response to Company criticism as to his reliance on the

18 DCF model, Mr. Hill noted that the DCF is now and has been for over thirty years, the pre-eminent

19 equity cost estimation methodology used in regulation because it works well. RUC() also criticized

Z0 APS for placing primary emphasis on a method its witraess has previously discounted, the risk

21 premium method. Mr. Hill argues that the volatility inherent in the historical data used in Dr.

22 Avera's risk premium analysis indicates that the determination of the historical period effectively

23 determines die outcome of the analysis. Mr. Hill testified that the primary flaw in Dr. Avert's

24 CAPM analysis is the risk premium, because APS used two estimates that are well above the current

25 forward~looking risk premium as evidenced by the Company's own pension fund equity return

26 expectations and current academic research.

27 Mr. Hill took into account not only the financial risks that the Company faces, but also the

28 current economic environment, including anticipated interest rate increases by the Federal Reserve
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1

2

3

Bank and the effect it would have on utility stock. RUCO argues that if the multi-stage DCF analysis

is properly applied to restate RUCO's analysis, the result is an 8 percent return on equity, not the 10.7

percent claimed by APS.

4

5

AUlA supports the APS recommended 11.5 percent return on equity, with a 1.7 attrition

allowance. It agues that Dr. Avert has provided a "current and real-world assessment of what

6 investors expect given the depressed credit ratings, low earnings, growth challenges and dangers

7 faced by APS."  (AUIA Init ial Br ie£ p. 5) AUlA's witness, Ms. Connell, testif ied that investor

8 expectations support the 11.5 percent recommendation. AUIA notes that since the Commission's

9 Decision No. 67744 less than t'wo years ago, "APS' business proliie has increased, all three rating

10 agencies have downgraded the Company, APS' crit ical FFO to Debt metric remains in non-

11 investment grade territory, the Company sits one notch above a junk bond rating and it has a negative

12 outlook from Moody's." (AUIA Initial Brief , p. 6) AUIA argues that investors cannot expect the

13 same or  less  r isk compensat ion as  they did two years  ago,  contrary to Staf f  and RUCO

14 recommendations.

15 The DCF model has long been favored by this and other Commissions as the appropriate way

16 to estimate a regulated utility's cost of equity. As Staff witness Parnell explained, capital costs are

17 currently low in comparison to the levels that have prevailed over the past three decades and it

18 reasonably can be expected that DCF models currently produce returns that are lower than in

19 previous years

While the Company criticized RUCO's return on equity as "completely outside a reasonable

21 range and is entirely inconsistent with mainstream benchmarks", RUCO argued that the Company

22 placed its reliance on the market-based models that yielded the highest costs of equity, and placed no

23 reliance on the model which RUCO believes provides the best indication of the cost of equity, the

24 DCF. RUCO also criticized Dr. Avera's use of the CEM, stating that the updated CEM analysis

25 highlights the inherent f laws of including companies that are unregulated and have substantially

26 different risk 'dam APS. They are not monopolies operating in a franchised service area and have

27

28

much different market positions than APS, and it is unknown whether the returns used in the study

are equal to the cost of capital, unless a market based analysis like the DCF is performed. RUCO

i
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Cost

5.41%

10.75%

Weighted Cost

2.46%

5.86%

8.32%

I believes that Sfaff"s recommendation is also inflated because Mr. Parcel] used the upper range results

2 from his models, and because Staffs common equity ratio recommendation indicates that APS has

3 less financial risk than the others in the sample group, the recommended cost of equity should be in

4 the lower range of the estimate results.

5 The cost of equity recommendations firm the parties vary Eom a low of 9.25 percent to a

6 high of 11.5 percent. We continue to believe that market measures of common equity costs are

7 generally preferable to comparative analyses, and we note that the DCF results firm all witnesses

8 tend to the lower end of the range. However, we compare those results with the results from the other

9 methods, and believe that the DCF results alone would not result in an appropriate cost of equity in

10 this case for APS. We are cognizant OfAPS' current bond rating as well as the Company's continued

l l growth and the capital costs associated with that growth. Mer considering all the rate of return

12 testimony, the legal and policy arguments how to determine cost of equity and its relationship to just

13 and reasonable rates, we conclude that the appropriate cost of equity to be used to determlme thecost

14 of capital is l0.7$ percent. We do not agree that a flotation adjustment or additional "attrition

15 adjustment" to the cost of equity is reasonable or appropriate,

16 D. Cost of Capital Sunrmaw

17 Percentage

18 Long-Term Debt 45.5%

19 Common Equity 54.5%

20 Cost of Capital

21 am . AUTHORIZED I NCREASE

22 A. APS' Revenue Enhancement Proposals

23 APS believes that the entire rate relief it requests is necessary and appropriate because

24 according to the Company, (he current rates: substantially under-collect the costs of providing electric

25 service (pardculaly fuel and purchased power costs); do not adequately reflect certain non-Brel costs;

26 and do not provide APS an opportunity to earn a reasonable rate of return on its invested eq\n'ty.

27 According to APS, it is the non-fuel cost recovery and return on equity issues the have led to

28 "chronic under-earning by APS" and "have driven the Company and its customers to the very brink
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Moody's Investors Ssrvfcs

Rating Action: Southwest Gas Corporation

MDODY'S PLACES THE Baa2/NEGATNE OUTLOOK SENIOR UNSECURED DEBT DF SOUTHWEST GAS
CORPORATION UNDER REVIEW FOR POSSIBLE DOWNGRADE

Approximately $1.2 BN of Debt Affected

New York. March 10. 2008 - Moody's Investors Service places under review for possible downgrade the
Baa2/negative outlook senior unsecured debt of Southwest Gas Corporation (SWX), following the company's
recent announcement that the Arizona Corporation Commission (ACC) issued a final decision not to adopt
the company's proposed rate design for bsdancing accounts, thereby exposingit lo continuing earnings risks
associated with weather volatility and declining customer use resulting from the effects of gas conservation.
At the same time, the company declared that 200. was one of the 10 warmest years on record and that it lost
approximately $17MM in operating margins, primarily as result of lower gas usage. Consolidated net Income
for2005 declined 23% from 2004. largely on account of loss in operating margins resulting from warmer than
normal weather. Arizona accounts for approximately 55% of SlAIX's gas distribution business and the ACC
decision weighs heavily on the company.

In Its review, Moody's will consider what other optionsmay be available to the company in terms of mitigating
the effects of warmer than normal weather. lass of operating margins on account of gas conservation by
customers. the reduction of regulatory lag in dealing wllh high capital expenditures in a last-growing service
territory and dslng operating expenses. Also underreview willbe the impactof these factors on the
company's credit metrics and future financial performance.

Ratings of SWX under Review are as follows:

Southwest Gas Corpuralion - Baan senior unsecured

SouthwestGas Capital ll - Baan preened trust securities

Southwest Gas Corporation - (P) Ba1 preferred shelf

Southwest Gas Corporation Is headquartered in Las Vegas, Nevada, and provides natural gas service to
over 1.7 million customers in Arizona. Nevada and California

New York
John Diaz
Managing Director
Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212~553~037Ei
SUBSCRIBERS: 212-553-1553

New York
Edward Tan
Vice PresldaM - Senior Analyst
Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212~553-0376
SUBSCRIBERS: 212-553-1553

© copyright zoos, Moodys Investors Service, inc, andlor Its licensors including Moody's Assurance Company. inc
(together, "MOODY'S"). All rights reserved

ALL 1nl=onl-:Anon CONTAINED HEREIN IS PRDTECTED BY C9PYRJGHT LAW AND none oF sucH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED. REPACKAGED. FURTHER TnAns14lTreD. TRANSFERRED, DISSEMINATED
REDJSTRIBUTED OR RESDLD, OR STORED FOR SUBSEQUENT USE FDR ANY SUCH PURPOSE, IN WHOLE DR IN PART, IN ANY
FORM GR MANHER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'$ PRIOR WRTITEN CONSENT All
information contained herein is obtained by MDDDY'S from sources believed by It Lu be accurate and reliable. Because of Me
pusslblllty of human or mechanical error as well as other faciurs, however, such information is provided "as Is" without warranty
or any kind and MDODY'5, in partlmlar, makes no representation or warranty, express or Implied, as to the accuracy, timeliness
completeness, merchantability or mess for any particular purpose al' any such information Under no circumstances shall
l~1ODDY'S have any liability to any person nr entity For (a) any loss or damage in whole or in pant caused by, resulting from, or
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relating to. any error (negligent Ar otherwise) or other circumstance or contingency within or oulslde the control or l~1ODDY'S or
any of Its directors, officers. employees or agents in connection with the procurement, cotlectlon, compilation, analysis,
interpretation, communication, publication or delivery of any such lnformetion, or (b) any direct, Indirect, spell, consequential,
compensatory or inddentel damages whatsoever (including without llmilatlon, lost prolix), even if MDODY'5 is advised in
advance of the possibility of such damages, resulting from the use of or inability pa use, any such Information. The credit ratings
and financial reporting analysis observations, If any, constituting pan of the information contained herein ere, end must be
construed solely as, statements or opinion and not statements of fact or recommendations to purchase, sell or hold any
securities NO WARRANTY, EXPRESS OR IMPLIED, AS TD THE ACCURACY, TIMELINESS, COHPLETEHESS, MERCHANTABILITY GR
FITNESS FDR ANY PARTICUIAR PURPOSE OF ANY SUCH RATKNG OR OTHER oprnlon OR INFORMATION IS GIVEN OR MADE BY
f-lOODY'5 IN ANY FORM OR r-1AwneR WHATSOEVER. Each rating or other opinion must he weighed solely as one factor In any
investment decision made by or on behalf of any user of the information contained herein, and eadx such user must accordingly
make its own study and evaluation of each security and of each issuer and quarentor of, and geM provider of creak support for
each security that it may consider purchasing, holding or selling

I~1ODDY'S hereby discloses :her mast Issuers of debt securities (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stuck rated by l-1000Y'S have, polar to assignment of any rating, agreed to pay m l4DDDY'S fur
appraisal and rating services rendered by Ar fees ranging from $1,500 to approximately $2,4no,DDo Moody's Corpnratlon (t-1cO)
and Le wholly-owned credit rating agency subsidiary, f4aody's Investors Service (MIS), also maintain policies and procedures tn
address the independence of r~ils's ratings and retlng processes information regarding certain afNllatlons that may exist
between directors al MCO and rated enriues, and between entities who hold ratings From M15 and have also publicly reported to
the SEC an ownership interest in MCO of more than 5%, is pasted annually on Mordy's website at www.moody5 com under the
heading "Shareholder Relations - Corporate Governance . Director and Shareholder Amliatlon Pollcy
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Rating Action: Southwest Gas Corporation

MOODY'S DOWNGRADES SENIOR UNSECURED DEBT OF SOUTHWEST GAS CORPORATION TO Baan
FROM Baan; OUTLOOK IS STABLE _ . . . -

Approximately $ 1.2 Billion of Debt Securities Affected.

New York, May to, 2006 - Moody/s Investors Sewlce downgraded the senior unsecured long-term debt
ratings of Southwest Gas Corporation (SWX) to Baan from Baan with stable outlook. This action concludes
the rating review initiated on March 10, 2006. The downgrade reflects the view that the credit measures of
SWX remain weak when compared with its gas utility peers In light of its continued rapid growth and
sensitivity to decline in earnings on account of warmer than normal weather and the absence of revenue
decoupling in Arizona (54% of gross margins) and Nevada (a7% of gross margins) that would serve to
protect this company from weather variation and customer consewatlon. The company heightened
sensitivity to warmer than normal weather is exacerbated by the fact that In zoos it experienced one of the 10
warmest years on record with 2003 being one of the warmest years In over 100 years. The cumulative effects
of this warmer than normal weather has continued into the recent quarter ending March 31, zoos which was
mostly responsible for the company's loss of $9 million in operating margin

While the company was able to obtain some rate relief in recent years, the fad that it is among the fastest
growing gas utilities in the country (5% p.a. growth) continues to expose It to regulatory lag as rate cases in
its key state of Arizona take at least a year to resolve and even then, typically deliver only part of the rate
improvement necessary for it to am its allowed rate of return. Whlle the company has been encouraged in
certain jurisdictions to further pursue discussions with interested parties as to the possibilities of adopting
some form of weather normalization clause protection or conservation tracker. these efforts will take more
time before they would be implemented even if agreed upon by all the stakeholder concerned

KEY RATING DRNERS

For a few years the company has been performing at the lower end of Its peers in terms of the financial rating
indicators employed by Moody's which include, as example, fiscal 2005 return on equity or B.D%
EBlT/Interest Expense coverage of 1.7. Retained Cash Flow to Adjusted Debt of 10.0% and Adjusted Debl to
Adjusted Cap. of 52.5%. The comparable ratios for Baa2 peers averaged 8.9% ROE, 2.8 EBlTIlnteresl Exp
coverage, 13% RCF to Adi. Debt and 55% Ad). Debt to Cap. In addition, cash flow from operations after
dividend payments has been Insufficient to cover the active levelof capital expenditures, a trend that has
existed for several years and which is likely lo continue lnlo the foreseeable future even the companys very
rapid growth rate. in addillon, operating expenditures rose 14% in fiscal 2005 and 6% in the first quarter of
2005, reflecting the impact of general cost Increases and incremental costs associated with providing service
to a growing customer base, pressures that are expected to continue in the foreseeable future

The challenges for this company which bear directly on the aforementioned financial indicators are the ability
to obtain the most comprehensive role design possible to protect against warmer than normal weather, the
reduction of regulatory lag by incorporating forwardperiod lestdata along with pursuing more profitable
growth alternatives, the correction for margin losses on account of customer consewalion, and exercising
strong control overoperating expenses

RATING OUTLDOK

The stable outlook anticipates a gradual Improvement on the key rating drivers mentioned above that have
negatively impacted the company's credit metrics and have prompted this rating adjustment

Downgraded Ratings of SWX are as follows

Southwest Gas Corporation - to Baan from Baan senior unsecured

Southwest Gas Capital ll - to Bal from Baan preferred trust securities

Southwest Gas Corporation -»lo (P)Ba2 from (P) Ba1 preferred shelf

Southwest Gas Corporation is headquartered in Las Vegas, Nevada, and provides natural gas service lo
over 1.7 million customers in Arizona, Nevada and California
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2 0 0 7  G E N E R A L  R A T E  C A S E
D O C K E T  n o .  G - 0 1 5 5 1 A - 0 7 - D 5 0 4

A R I Z O N A  C O R P O R A T I O N  C O M M I S S I O N
D A T A  R E Q U E S T  n o .  A C C - S T F - 2

( A C C - S T F- 2 - 1  T H R O U G H  A C C - S T F- 2 - 2 2 )

D O C K E T  N O . :
C O M M I S S I O N:
D A T E  O F  R E Q U E S T :

G - 0 1 5 5 1 A - 0 7 - 0 5 0 4
A R I Z O N A  C O R P O R A T I O N  C O M M I S S I O N
D E C E M B E R  1 9 ,  2 0 0 7

R eques t  N o .  STF-2 -14 :

R E :  s t a t e m e n t  o n  p a g e  2 8 ,  l i n e s  1 1 - 1 4 . P l e a s e  i n d i c a t e  t h e  d e g r e e  t o  w h i c h
Sout hwest  Gas '  ra t e  o f  re t u rn  must  be  ad jus t ed  upward  i f  i t s  ra t e  des i gn  p roposa l s
are  no t  approved by  t he  Commiss ion  i n  t h i s  p roceed ing .

R e s p o n d e n t :  TreaSury Serv i ces

R e s p o n s e :

Absen t  any  improvement s  i n  ra t e  des i gn ,  t he  Company w i l l  con t i nue  t o  be  exposed
t o  a s y m m e t r i c  r i s k  i n  i t s  r e t u rn s . A t  a  m i n i m u m ,  t h e  a d j u s t m e n t  s h o u l d  b e  t h e
sp re a d  i n  u t i l i t y  b o n d s  o f  a d j a ce n t  c re d i t  r a t i n g  ca t e g o r i e s ,  a s  u t i l i t i e s  t h a t  h a ve
r e v e n u e  s t a b i l i z i n g  m e c h a n i s m s  a r e  a f f o r d e d  h i g h e r  c r e d i t  r a t i n g s .  T h e  1 0 - y e a r
h i s t o r i ca l  sp read  be t ween  u t i l i t y  bonds  ra t ed  Baa  and  A  i s  28  bas i s  po i n t s  and  t he
current  spread (January  2 ,  2008)  i s  35  bas i s  po in t s ,  as  shown be low:

Average  Baa U t i l i t y  Bond Y ie l d  1998-2007
Average A  U t i l i t y  Bond Y ie l d  1998-2007

1 0 -y e a r  A v e ra g e  S p re a d

7 . 1 4 %
6 . 8 6
0 . 2 8 %

Current  Baa Ut i l i t y  Bond Y ie ld  (1 /2 /2008)
Average A  Ut i l i t y  Bond Y ie ld  (1 /2 /2008)

C ur ren t  Ave rage  Spread

6 . 3 2 %
5 . 9 7
0 . 3 5 %
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The Equity Risk Premium

Graph 5-15 compares the historical equity risk premium, which includes the P/E ratio, to the
supply side equity risk premium calculated from 1916 to 1oo7 on a geometric basis. Contrary to
several recent studies on equity risk premium that declare the forward-looking equity risk premium to
be close to zero, or even negative, lbbotson and Chen have found the long-term supply of equity risk
premium to be only slightly lower than the straight historical estimate.

The supply side equity risk premium calculated earlier is a geometric calculation. An arithmetic
calculation, as mentioned earlier in the chapter, is most appropriate when discounting future
cash flows. For use as the expected equity risk premium in either the CAPM or the buildup approach,
the arithmetic calculation is the relevant number. There are several ways to convert the geometric
average into an arithmetic average. One method is to assume the returns are independently
lognormally distributed over time, where the arithmetic and geometric averages roughly follow the

following relationship:

H,=H8+-

7 z
6.23%=4.24%+ 198 %

where-
R.  =
ns =

U ~=

the arithmetic average;
the geometric average;
the standard deviation of equity returns.

As stated in IRS Ruling 59~6o, although valuation is a forward-looking process, it must
be based on facts available as of the :required date of appraisal. Therefore, Ibbotson provides data critical
to the valuation process as far back as 1916, such as thehistorical equity risk premium and size premium
presented in Appendix A of this book. Similarly, Table 5-6 presents the supply side equity risk premium,
on an arithmetic basis, beginning `m 191. and ending in each of the last Hz years.

I

Mumingstan Inc
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Chapter 5

Table 5~B
Supply Side and Historical Equity Risk Premium Over Time
1925-2007

Period
Length

Paring
Dams

Supply Side Equity
Risk Premium

(arithmetic average)

6.23%

B 3 5 %

B 29%

s. ta%

5 9 3 %

Historical Equity
Risk Premium

larilhmakic average)

BE years

81 years

B0 years

79 years

CB years

77 years

pa years

75 years

74 years

73 years

1926-2007

1926-2005

1926-2005

1926-2804

1926-2003

1§25-20[12

1925-2001

1925-2DOD

1925-1999

1925-1988

w25-1997

1926-1955

1925-1995

1925-1994

1925-1993

1s2s-1992

1925-1991

1 9 2 5 -ws u

1926-1385

1926-1988

1926-1987

1925-1986

§(P/El

067°/»

D 53%

D 65%

D 83%

I 03%

I 17%

1 53%

1 49%

1 52%

1 40%

1 20%

0 88%

g 74%

0 59%

0 sum.

1 15%

1 \2%

0_57"h

D 50%

0 3 2 %

0 36%

0 83%

5 6 4 %

5 7 1 %

6 06%

5 3 2 %

6 3 5 %

s 3 7 %

5 4 5 %

5.47%

5 3 2 %

5 1 7 %

5 5 8 %

5.11%

5 3 5 %

5 7 1 %

5.75%

5 7 3 %

5 5 1 %

7 DO%

7 13%

7 DB%

7 17%

7.19%

5 9 7 %

742%

7 7 8 %

B07%

7 97%

7 7 5 %

7 50%

735%

7 04%

7 2 2 %

7 28%

7 .39%

7 15%

7 45%

7.21%

7 1 0 %

7 3 5 %

72 years

71 years

70 years

SO years

58 years

s7 years

as years

as years

so years

so years

52 years

SI years

As mentioned earlier, one of the key findings of the Ibbotson and Chen sandy is that P/E increases

account for only a small pardon of the total return of equity. The reason we present supply side equity

risk premium going back only 11 years is because the P/E ratio rose dramatically over this time period,

which caused the growth rate in the P/E ratio calculated from 192.6 to be relatively high. The subtraction

of the P/E growth factor from equity returns has been responsible for the downward adjustment in the

supply side equity risk premium compared to Lhe historical estimate. Beyond the last 2.2. years, the growth

factor in the P/E ratio has not been dramatic enough to require an adjustment.

This section has briefly reviewed some of the more common arguments that seek to reduce the equity

risk premium. W hile some of these theories are compelling in an academic framework, most do l ittle

to prove that the equi ty r isk premium is too high. W hen examining these theories, i t is  important

ro remember that the equity risk premium data outl ined in this book (both the historical and supply

side estimates) are from actual market statistics over a long historical time period.
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New Regulatory Finance I

securities to the point at which new purchases would am only
the old cost of capital on their investments. The only beuelicialies
would be those who happened to own the stock at the time die
policy change was announced or anticipated

i

12.5 Nl/B Ratios in the Regulatory Process I

Ir is sometimes argued that because current M/B réitios are in excess of 1.0
this indicates that companies are expected by investors to be able to earn
more than their cost of capital, and that the regulating authority should lower
the authorized return on equity, so that the stock price will decline to book
value. It is therefore plausible, under this argument, that stock prices drop
from the current MIB value to the desired M/B ratio range of 1.0 times book

There are several reasons why this view of the role of M/B ratios in regulation
should be avoided

(1) The inference that MIB ratios are relevant and that regulators should set
an ROE so as to produce an M/B of 1.0 is misguided. The stock price is set
by the market, not by regulators. The M/B ratio is the end result of regulation
and not its starting point. The view that regulation should set an allowed rate
of return so as to produce an MIB of 1.0 presumes that investors are irrational
They commit capital to a utility with an M/B in excess of 1.0, lowing full
well that they will be inflicted a capita] loss by regulators. This is certainly
not a realistic or accurate view of regulation. For example, assume a utility
company with an M/B ratio of 1.5. If investors expect the regulator to authorize
a return on book value equal to the DCF cost of equity, the utility stock price
would decline to book value, inflicting a capital loss of some 30%. The notion
dirt investors ah willing to pay a price of 1.5 times book value only to see
themarket value of their investment drop by 30% is irrational

(2) The condition that the M/B will gravitate toward 1.0 if regulars set the
allowed return equal to capital costs will be met only if the actual return
expected to be earned by investors is at least equal to the cost of capital on
a consistent long-term basis and absent inflation. The cost of capital of a
company refers to the expected long-run earnings level of other limns with
silnuilar risk, If investors expect a utility to earn an ROE equal to its cost of
equity in each period, then its M/B ratio would be approximately 1.0 or higher
with the proper allowance for flotation cost.

(3) A company's achieved earnings in any given year are likely to exceed
or be less than their long-run average. Depressed or inflated M/B ratios axe
to a considerable degree a function of forces outside the control of regulators
such as the general state of the economy, or general economic or Enancia]
circumstances that may affect the yields on securities of unregulated as well
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as regulated enterpdses. The achievement of a 1.0 M./B ratio is appropriate,
but only in a long-run sense. For utilities to exhibit a long-run M/B ratio of
1.0, it is clear that during economic upturns and more favorable capital market
conditions, the M/B ratio must exceed its long~run average of 1 .0 to compensate
for the periods during which the M/B ratio is less than its long-run average
under less favorable economic and capital market conditions.

1-Iistorically, the MIB ratio for utilities has fluctuated above and below 1.0.
It has been consistently above 1.0 from the 1980s to the mid 2000s. This
indicates that earnings below capital costs and M/B ratios below 1.0 during
less favorable economic and capital market conditions must necessarily be
accompanied with earnings in excess of capital costs and MIB ratios above
1.00 during more favorable economic and capital market conditions.

r

M/B ratios are determined by the marketplace, and utilities cannot be expected
to compete for and attract capital in an environment where industrials are
commanding M/B ratios well 'm excess of 1.0 while regulation reduces their
M/B ratios toward 1.0. Moreover. i.f regulators were to currently set rates so
8 to produce an M/B ratio of 1.0, not only would the long-mn target MIB
ratio of 1.0 be violated, but more importantly, the inevitable consequence
would be to inflict severe capital losses on shareholders. Investors have not
committed capital to utilities with the expectation of incuring capital losses
from a misguided regulatory process.

r

(4) Rate of return regulation is fundamentally a surrogate for competition.
The fundamental goal of regulation should be to set the expected economic
profit for a public utility equal to the level of profits expected to be earned
by Enuns of comparable risk, in short, to emulate the competitive result. For
unregulated Elms, the natural forces of competition will ensure that in the
long run, die ratio of the market value of these E1-nns' securities equals the
replacement cost of their assets. Competitive industrials of comparable risk
to utilities have consistently been able to maintain the real value of their assets
in excess of book value, consistent with the notion that, under competition,
the Q-ratio will tend to 1.00 and not the WB ratio. This suggests that a fair
and reasonable price for a public utility's common stock is one that produces
equality between the market price of its common equity and the replacement
cost of its physical assets. The latter circumstance will not necessarily occur
when the M/B ratio is 1.0. As the previous section demonstrated, only when
the book value of the iirnl's common equity equals the value of the firm's
equity at replacement assets will equality hold.

In an inflationary period, the replacement cost of a fun's assets may increase
more rapidly than its book equity. To avoid the resulting economic confiscation
of shareholders' 'investment 'm Rea] terms, the allowed rate of return should
produce an M/B ratio which provides a Q-ratio oft or a Q-ratio equal to that

377



Exhibit__(FJH-35)

Sheet 5 of 6

I

New Regulatory Finance

I

of comparable firms.. It is quite plausible and likely that M/B ratios will exceed
one if inflation increases the replacement cost of a f`trm's assets at a faster
pace than historical cost (book equity). Perhaps this explains in part why
utility M/B ratios have remained well above 1.0 over the past two decades.
Are we to conclude that regulators have been systematically misguided all
across theUnitedStates for all these years by awarding overgenerous returns,
or are we to conclude that M/B ratios are largely immaterial 'm the context
of ratemaldng? The latter is more likely.

I

I
I

I

Historically, Ir has been highly unusual for utility stock prices to equal book
value. Stock prices above book value are common for utility stocks, and
indeed for all of the major market indexes. Ir is obvious that regulators,
through their rate case decisions, and investors do not subscribe to the notion
that utilities that have market prices above book value are over-earning.
Otherwise, regulators would not grant rate increases for any utility whose
stock price was above book value, and investors would never bid up the price
of stock above book value. IL is very difficult to accept the notion that, in a
free-market economy with rampant competition, the vast majority of all pub-
licly traded stocks are earning well in excess of their cost of capital. \

I

In short, economic principles do not support do notion that the market value
of utility shares should necessarily equal book value. A basic economic princi-
ple holds that, in the long run, market value Should equal asset replacement
cost 'm a given industry. In the presence of inflation and absent significant
technological advances, replacement cost exceeds the original cost book value
of assets. Consequently, it is quite reasonable for the market value of utility
shares to exceed their book value and there is no reason to conclude that
market value should equal book value when one recognizes dirt regulation
is intended to emulate competition.

\
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The discount rate is meant to represent the underlying risk of being in a particular industry or
line of business. There arc instances when a majority shareholder can acquire a company and improve
the cash flows generated by that company. However, this does nor necessarily have an impact on the
general risk level of the cash flows generated by the company.

When performing discounted cash flow analysis, adjustments for minority or controlling interest
value may be more suitably made to the projected cash flows than ro the discount rate. Adjusting the
expected future cash flows better measures the potential impact a controlling party may have while not
overstating or understating the actual risk associated with a particular line of business

Appraisers need to note the distinction between a publicly traded value and minority interest
value. Most public companies have no majority or controlling owner. There is thus no distinction
between owners in this setting. One cannot assume that publicly held companies with no controlling

owner have the same characteristics as privately held companies with both a controlling interest owner
and a minority interest owner.

Other Equity Risk Premium Issues

There are a number of other issues that are commonly brought up regarding the equity risk premium
Thai, if correct, would reduce its size. These issues include

Survivorship bias in themeasurement of die equity risk premium
2.. Utility theory models of estimating the equity risk premium

Reconciling the discounted cash flow approach to the equity risk premium
4. Over-valuation effects of the market
5. Changes in investor attitudes toward market conditions
6. Supply side models of estimating the equity risk premium

In this section, we will examine each of these issues

Survivorship

One common problem in woridng with financial data is properly accounting for survivorship. In working
with company-specific historical data, it is important for researchers to include data from companies dart
failed as well as companies that succeeded before drawing conclusions from elements of that data

The same argument can be made regarding markets as a whole. The equity risk premium data
outlined in this book represent data on the United States stock market. The United States has arguably
been the most successful stock market of the twentieth century That being the case, might equity risk
premium statistics based only on U.S. data overstate the returns of equities as a whole because they only
focus on one successful market?

In a recent paper, Goetzrnann and Jordon study this question by looking at returns from a
number of world equity markets over the past cenzur-y.' The Goetzmann-jorion paper looks at the

6 Gor:amann,'Wil1iam, and Philippe joriun. "A Century of Global Stock Markets," Working Paper 590: National Bureau
of Economic Research, 1997

ZDDB Ibb0!son@ SBBIW Valuation Yearbook



Exhibil__(FJH-36)
Sheet 3 of 3

The Equity Risk Premium

survivorship bias from several different perspectives. They conclude that once survivorship is taken into
consideration the U.S. equity risk premium is overstated by approximately So basis points." The
non-U.S. equity risk premium was found to contain significantly more survivorship bias.

While the survivorship bias evidence may be compelling on a worldwide basis, one can question
its relevance ro a purely U.S. analysis. If the entity being valued is a U.S. company, then the relevant data
set should be the performance of equities in the U.S. market.

Equity Risk Premium Puzzle
In 1985, Mehta and Prescott published a paper that discussed the equity risk premium from a utility
theory perspective. The point that Mehta and Prescott make is that under existing economic theory,
economists cannot justify the magnitude of the equity risk premium. The utility theory model employed
was incapable of obtaining values consistent with those observed in the market.

This is an interesting polult and may be worthy of further study, but it does not do anything

to prove that the equity risk premium is too high. It may, on the other hand, indicate that theoretical
economic models require further refinement to adequately explain market behavior.

Discounted Cash Flow versusCapital Asset PricingModel
Two of the most commonly used cost of equity models are the discounted cash flow model and the
capital asset pricing model. We should be able to reconcile the two models. In its basic form, the
discounted cash How model states that the expected return on equities is the dividend yield plus
the expected long-term growth rate. The capital asset pricing model states that the expected return on
equities is the risk-free rate plus the equity risk premium

For the discounted cash flow model we can obtain an estimate of the long-term growth rate
for the entire economy by looking at its component parts. Real Gross Domestic Product growth has
averaged approximately three percent over long periods of time. Long-term expected inflation is

currently in the range of three percent. Combining these two numbers produces an expected long-term
growth rate of about six percent. Dividend yields have been between two percent and three percent
historically. The discounted cash flow expected equity return is thus between eight percent and nine

percent using these assumptions
If we try to reconcile this expected equity return with that found using the capital asset pricing

model. find a significant discrepancy. The yield on government bonds has been about five percent
If the two models are ro reconcile, the equity risk premium must be in the three to four percent range
instead of the seven to eight percent range we have observedhistorically

7 None :her the equity risk premium referred ro in the Goerzmann and Jordon paper is not :he same as the equity risk premium
covered 'm this publication. Among other differences, their equity risk premium is based on a longer history of darn and does
not rake dividend income or reinvesunem into account

8 The discounted cash How model is a modification of the Gordon Growth model, which stares that: where PT is the price
of the security today, D iS the dividend from next period, k is the cost of equity, and g is the expected growth rare in
dividends. The capital asset pricing model is stated as Ki == Bi (ERP) + If where l*i is :he cost of equity for company i, B

:he beta for company i, ERP is the equity risk premium, and if is the risk-free rare. For the marker as a whole the
capital asset pricing model can be written as k ERP + because the market beta, by definition. is 1. For more
information on these models, see Chapter 4

Mumingstan Inc
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The CAPM is an ex ante model, which means that all of the variables repre-
sent before-the-fact, expected values. In particular, the beta coefficient used
in the SML equation should ref lect volatility of a given stock versus the
market expected during some jzture period. However, people generally cal-
culate betas during some past period and then assume that the stocks' rela-
tive volatility will remain consent 'm the future.

To illustrate how betas are calculated, consider Figure 6A-1. The data at
the bottom of the figure show the historic realized returns for Stock ] and
the market for the last live years. The Clara points were then plotted on the
scatter diagram, and a regression line drawn. If all the data points fell on a
straight line, as they did in Figure 6-8 in Chapter 6, it would be easy to
draw an accurate line. If they do not, then you can fit the line "by eye" as
an approximation.

Recall what the term regression line or regression equation means: The equa-
tion Y = a + bX + e is the standard form of a simple linear regression. lt
states that the dependent variable, Y, is equal to 5 constant, a, plus b limes
X, where b is the slope coefEdent (or parameter) and X is the "independent"
variable, plus an error term, e. Thus, the rate of return on the stock during
a given time period depends on what happens to the general stock market,
which is measured by X = km.

Once the line has been drawn on the graph paper, we can estimate its
intercept and slope, the a and b values in Y = a + bx. The intercept, a, is
simply the point where the line cuts the vertical a>ds. The slope coefficient,
b, can be estimated by the "rise over min" method. This involves calculating
the amount by which Ki increases for a given increase in km. For example,
we observe _(in Figure 6A-1) that ac, increases from -8.9 to +7.1 percent (the
rise) when kM increases from 0 to 10.00 percent (the run). Thus, the b, the
beta coefficient, can be measured as follows:

b Bela
Rise

Run

7.1 - (-8.9)
10.00 - 0.00

16.0
10.00

1.6.

220

Not; that rise over run is a ratio, and it would be the same if  measured
using any two arbitrarily selected points on the Line.
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Figure 6A-1 \
Calcl.dat'mg Beta Coef§ciEnf'5

Historic Realized Return
on StockJ,k_, (%)

40 Year 1
o r Year 5

30  -

=34+bJEM+€J
= - s s + 1 a k , , + e ,

Year a

Year 4

ea = IMercepi = -8.9%

30 Historic RealizeqFieiurn
on the Market, k, (%)

I AE, = 89% + 71% = 16%

aE..=10% u
Rise

Run
1s

Year 2

Stock Kks) The Market (km)

7.2

Average k 14.9%

Stock I, given a value of km. For example, if 12
IE 8.9%  + 1.6(15% ) == 15.l% . The actual return would probably differ
from the predicted return. This deviation is the error term, ay for the year
and it varies randomly from year to year depending on company-spediic
factors

The regression line, or equation, enables us to predict a rate Rf return for
15%, we would predict

AE.

AE..

i s
10

221
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Part 11 Valualinn and the Cost of Capital

In actual practice, monthly rather than annual returns are generally used
for kJ and km, and Eve years of data are employed. Thus, there would be 5
x 12 = 60 dots on the scatter diagram. Also, in practice one would always
use the least squares method for Ending the regression coefficients a and b;
the least squares procedure minimizes the squared values of the error terms,
and it is discussed 'm statistics courses. Note also that the least squares value
of beta can be obtained quite easily by computer or even with a calculator
that has statistical functions.

Problems 6A-l You are given the following set of data:

Yea:

1
2
3
4
5
6
7
8
9

10
11

Historic Rates of Recur (12)

NYSE (lm) Stock Y div)

s o .

18.2

9.1

... 6-D
_15,3

33,1

61

3.2

14.8

24.1

18.0

9.B%

13 1%

4.0%
14.3
19.0

.- 14.7

.. 26.5
37.2
8.8

-7.2
6.6

20.5
30.6

9 B'71
1B.7%

.I

Mean

U

222

a. Construct a "standard" graph showing the relationship between re~
Huns on Stock Y and the market; then draw a freehand approx
radon of the regression line. What is the approximate value of the
beta coefficient? (If you have a calculator with statistical functions
use it to calculate beta.)

b. Give a verbal interpretation of what the regression line and the 'beta
coefficient show about Stock Y's volatility and relative risldness as
compared with other stocks

c Suppose the scatter of points had been more spread out, but the
regression line was exaW y where your present graph shows it
How woad this affect (1) the .firm's risk if the stock were held in a
one~asset portfolio and (2) the actual risk premium on the stock if
the CAPM held exactly? How would the degree of scatter (or the
correlation coefident) affect your confidence in the likelihood that
the calculated beta will hold true in the years ahead?

d. Suppose the regression line had been downward sloping, and the
beta coefficient had been negative. What would this imply about (1)
Stock Y's relative risldness and (2) its probable risk premium

e. Construct an illustrative probability djshibution graph of returns on
portfolios consisting of (1) only Stock Y, (2) 1 percent each of 100
stocks with beta coeftidents similar to that of Stock Y, and (3) all
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7 INTRODUCTION

Prepared Rejoinder Testimony
o f

WILLIAM n. MOODY

Q. 1

A. 1 My business address is

Q. 2 sponsored

Southwest

8

9

10

11

12

Please state your name and business address.

My name is William n. Moody.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same William n. Moody that

rebuttal ofo n behalf Gas

13

testimony

Corporation (Southwest or Company)?

A. 2 Yes, I am.

Q. 3 you

testimony?

Do have any corrections to your rebuttal

A. 3 Yes. agree

surrebuttal assertion that I misattribute all of the

I with Staff witness Rita R. Beale' s

fifteen Staff recommendations to Staff witness Stephen

I further agreeL. Thumb in my rebuttal testimony.

clarificationwith beginning o n page 1, line 23

Q. 4 What

through page 2, line 3.

is the purpose of your prepared rejoinder

testimony?

A. 4

14

15

16

17

18

19

20

21

22

23

24

25

26 Arizona

I am responding to the surrebuttal testimony of the

Corporation Division

Staff (Staff) witnesses Mr. Thumb and Ms. Beale

Commission Utilities

FormNo. 155.0 (03/2001) Word



Q. 5

A. 5 Southwest

Please comment on Mr. Thumb's surrebuttal testimony.

remainingbelieves that there i s n o

1

2

3

4

5

6

Recommendations #2 and regarding

disagreement with the two issues mentioned in Mr.

Thumb's surrebuttal testimony as previously re jected,

#5. Spec i f i ca l l y

Southwest has a quarterly reviewrecommendation #2,

7 process for  T -1 cont rac ts  and w i l l continue i n  t h i s

process into the future. Southwest accepts Mr. Thumb's

explanation of the current status of recommendation

#5

11 Q Did Southwest

contained in Ms.

agree to any of the recommendations

Beale's direct testimony

13 A Yes As indicated in my rebuttal testimony, Southwest

agreed with eight of the ten recommendations made by

Ms. Beale However, the Company disagreed with two of

TheMs Beale' s recommendations issues that

Southwest are referenced in Ms Beale' s

sur rebuttal under Section entitled

SUMMARY OF

accepted

testimony

SOUTHWEST' S SURREBUTTAL TESTIMONY

However, Southwest s t i l l disagrees with two of Ms

Beale's recommendations

SAR:BANES-OXLEY COMPLIANCE

Q Before discussing the two recommendations Southwest is

reject ing, are there any other matters you would l ike

to address?

26 A Yes In her surrebuttal testimony, Ms. Beale implies

that Sarbanes-oxley gas procurement

22

23
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1 documentation and that Southwest is somehow deficient

2 in this area.

3 First, the Sarbanes-Oxley Act of 2002 (Sarbanes-

4 I requires assessment o f internal

5

Oxley)

controls not

6

7

management

over financial reporting, "...complete

sets of internal policies and procedures reviewed and

authorized by the Board of Directors". Furthermore,

i s8

9

10

Company management, not the Board of Directors,

responsible to ensure that these controls are in place

and operating effectively such that the f allure of one

o r more controls does not result i n a material error11

12 in the financial statements. The role of the Board of

13 Directors, spec i f i ca l l y the Audit Committee, i s t o

14 ensure management has evaluated the effectiveness of

internal reporting and

that an audi t of those controls i s performed by an

The Board (Audit

controls over f inancial

independent publ ic accounting fi rm

Committee) does not authorize and approve

Beale's

internal

controls o r a s stated in Ms. terminology

21 Q

internal policies and procedures

Is Southwest Sarbanes-Oxley compliant?

22 A Yes Southwest has been under Sarbanes-Oxley review

for four years and has received clean opinion froma

the firm Pricewaterhouseindependent

Coopers, finding

Company's internal controls for each of these years

auditing

materialn o weaknesses the
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Q. 9 Ms. Beale also implies in her surrebuttal testimony

that the Company is deficient in meeting Industry Best

Has the Commission reviewed Southwest forPractices

1 INDUSTRY BEST PRACTICES

2

3

4

5

6

7 A. 9

best practices in gas supply activities in the recent

past?

Yes. Southwest's gas supply and procurement practices

were reviewed in the last general rate case (Docket

Staff's review resulted in a

8

9

10

11

No. G-0155lA-04-0876).

number of recommendations,

The study

This

procurement

attached

including the preparation

of a benchmarking study of Southwest's natural gas

practice is

Rejoindera s Exhibit No

review did not

benchmarking

(WNM-1)

thatfind Southwestcomprehensive

policies for where

Staff's Report

on Southwest's compliance is

and procedures gas procurement

outside of best practices for the industry. Southwest

has fully complied with all of Staff's recommended

changes in policies and procedures

dated August 22, 2006

attached as Rejoinder Exhibit No (WNM-2 >

RECOMMENDATIQNS 6 AND g

Q 10 After reviewing Ms Beale' s surrebuttal testimony

twohave changed your regarding

recommendations Southwest previously disagreed with?

Beale's recommendations that

you opinion the

25 A 10 No. I have not Ms.

Southwest continues to believe unnecessary are

policies(6) Consolidate strategies and

21

22
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1

2

procedures into a minimal number of documents; and

(9) Designate the Arizona Dispatch Guidelines as the

3 limits and authorization to execute and

4

5

6 Q. 11 Why

buyers'

meet the forecasted daily demand requirement in

Company policies and procedures.

does Southwest believe implementing these

7

8 A. 11

recommendations is unnecessary?

andSouthwest's policies procedures are well

9

10

documented in an appropriate manner in the pertinent

publications. ofSouthwest A this

11 documentation produce

12

13 personnel ¢

14

15

regrouping

minimal, any,

improvement in accessing these documents by Gas Supply

The Arizona Dispatch Guidelines is not an

appropriate document to utilize for buyers' limits and

authorization. Southwest currently uses a system

16

17 produce

generated report from our Gas Transaction System to

daily/monthly lista economic of

18

19

20 This information is used

21

dispatch

available contracts. In addition, "Gas Day" provides a

system generated daily load forecast multiple times a

day to identify load limits.

today Beale suggests

Guidelines document would be used

a s Ms. the Ari zone Dispatch

23 Q Does that conclude your prepared rejoinder testimony

24 A Yes. it does

Form No. 155.0 (03/2001) Word
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Natural Gas Procurement Practices and Benchmarking Study
Prepared for Southwest Gas Corporation

By Ralph E. Miller
July 5, 2006

Introduction and Overview

This report is a review of the gas acquisition practices of Southwest Gas Corporation
(Southwest). The Arizona Corporation Commission expressed an interest in this topic
in the hearings on Southwest's recent Arizona general rate case, Docket No.
G-01551A-04-0876, and in Decision No. 68487 (issued February 23, 2006) it directed
Southwest to continue to cooperate with the Commission Staff in Staff's investigation of
this topic. Southwest requested the preparation of this report in response to the
Commission's interest in this subject, and in furtherance of its cooperation with Staff's
continuing investigation of this matter.

The author of this report is Ralph E. Miller. Mr. Miller is a recognized independent
expert on natural gas supply, acquisition, and commodity purchasing, and he has been
active in this field for more than 25 years. During this Period he has reviewed the gas
supply arrangements of more than 15 different gas utilities in numerous regulatory
proceedings in seven states, and he continues to testify regularly on this subject in three
state regulatory jurisdictions. AppendixA to this report contains a more detailed
description of his expert qualifications in this area

Southwest distributes natural gas to 1.6 million customers in Arizona, Nevada, and
California. Southwest's total annual throughput in 2005 was approximately 249 million
Dekatherms or Dth. This total includes 104 million Dth sold by Southwest to end-users
connected to its distribution systems, and a further 145 million Dth that Southwest
delivered to customers who purchased their gas supplies from vendors other than
Southwest itself. These total system throughput quantities include sales and
transportation deliveries to all customer classes including large commercial and special
procurement customers

Southwest's Arizona service territory encompasses central and southern Arizona, which
includes the Phoenix and Tucson metropolitan areas. In 2005, Southwest sold 66
million Dth of natural gas to 877,000 end-use customers in Arizona. Southwest's
Arizona sales were 63% of Southwest's total gas sales to end-use customers in all three
states where Southwest provides gas distribution service

This principal focus of this report is a review of Southwest's commodity gas
procurement practices for its Arizona service territory. Commodity gas procurement is
one of three major aspects of the gas supply activities typically conducted by a gas
distribution utility, sometimes known as a "local distribution company" or Loc, and more
recently in some states as a natural gas distribution company or NGDC
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The two other major aspects of a typical LDC's gas supply activities are load forecasting
and capacity acquisition. To provide a proper context for the review of Southwest's
commodity gas acquisition practices, this report begins with an overview of Southwest's
load forecasting and capacity acquisition for its Arizona service territory. This overview
is a description of the load forecasts that Southwest has prepared and the gas supply
capacity that Southwest has acquired. It is not intended as an evaluation of the quality
of the load forecasts or an assessment of the adequacy or cost of Southwest's portfolio
of capacity resources.

Annual planning -- Southwest plans and manages its commodity gas procurement on
an annual basis, with each annual period running from November of the current year
through October of the following year. The use of an annual gas supply planning period
is a standard practice.

in the gas industry, annual planning periods typically begin either in November or in
April. November is the start of the winter heating season. April is the start of the
"summer" season when utilities having access to seasonal storage resources typically
begin their storage injections.

Load Forecasts

Load forecasting is important for commodity gas procurement because an LDC cannot
make appropriate gas purchasing decisions unless it knows how much gas it is likely to
need, and when it is likely to need that gas delivered.

A complete load forecast generally includes the following components:

• Annual, seasonal, and monthly loads under normal weather conditions

Commodity gas procurement often involves advance purchase commitments for
part of the gas supply that a utility expects to purchase under normal weather
conditions. A forecast of the normal weather purchase quantities is needed to
establish appropriate levels of advance purchase and hedging commitments.

Design day, design week, and design winter season loads

A utility needs to project the loads it is likely to experience under design weather
conditions so that it can acquire sufficient gas supply capacity to serve those
loads. The utility should also plan its commodity gas procurement to assure a
sufficient and reliable supply of gas available for delivery under these design
weather conditions. As an adjunct to its development of projected design
condition loads, a utility should from time to time review its determination of the
design weather conditions on which the design loads are based. Although
changes in the range of likely weather conditions occur only slowly and are
difficult to measure, a utility should not ignore the possibilities for change
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Maximum and minimum daily loads that may occur in each calendar month

The maximum daily load that may occur in any calendar month is the design
daily load for that calendar month, and a utility needs to establish it for the same
reason that it establishes an annual design day load. The minimum daily load in
each calendar month determines the maximum quantity of gas that a utility can
appropriately schedule for caseload delivery every day of that month. This
maximum caseload quantity also limits a utility's advance commodity purchase
commitments.

No-netice and swing requirements

For Southwest, as for other gas utilities, daily loads depend upon the weather,
especially during the winter heating season. Weather forecasts are never
perfectly accurate, and daily loads are also subject to other random influences.
A utility must therefore arrange its gas supply activities to accommodate the
variance between its actual load on a given day and the load that the utility
forecasted when it made it gas purchases and supply nominations on the
preceding day. That variance is typically accommodated through the use of a
no-notice supply. The utility also needs swing supplies to accommodate
differences from one day to the next in the forecasted load level, so that it can
schedule or "nominate" its daily supplies to match its forecasted daily loads.

Southwest prepares a comprehensive load forecast analysis annually. The load
forecast document includes the first three of the four components identified above:
normal weather projected loads, design condition loads, and minimum and maximum
daily loads in each calendar month. Table 1 shows data from Southwest's most
recently completed forecast for its 2006/2007 gas year.

Southwest's swing requirements in each calendar month are simply the difference
between the maximum and minimum daily loads for that month, and they are implicitly
included in the load forecast. These swing requirements are the range within which
Southwest must be prepared to schedule or nominate its daily gas supplies in each
calendar month.

As this discussion indicates, Southwest's load forecasting process is complete and
comprehensive, and it provides all of the requisite information for Southwest to have an
informed commodity gas procurement policy. As noted in the introduction, this report
makes no attempt to evaluate the methods that Southwest uses to prepare its load
forecast analyses, or to comment on the quality (as opposed to the scope) of the
results

Capacity Acquisition

Southwest maintains a separate portfolio of capacity resources for its Arizona service
territory. The shape of this portfolio is determined largely by one overriding factual
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consideration - at present, all of Southwest's Arizona city Gates are connected only to
the interstate pipeline facilities of El Paso Natural Gas Company (El Paso, or EPNG),
and for most (if not all) of those city Gates it would be extremely difficult and expensive
to establish connections to other pipelines or sources of gas supply, Southwest's
portfolio of capacity resources for its Arizona service territory therefore consists entirely
of services provided by El Paso. Southwest has sufficient firm transportation (FT)
capacity on El Paso to serve the Arizona design day load indicated in Table t.

The shape of Southwest's capacity portfolio is further restricted by the relatively narrow
range of services provided by El Paso, which does not offer any market-area storage
services. Southwest's capacity portfolio for Arizona therefore consists entirely of FT on
El Paso from the San Juan and Permian basin gas production areas. Some storage
services are available in the production area, but they would not add to or substitute for
FT capacity on El Paso, because Southwest would still need FT capacity from the
production area to deliver any storage withdrawals, and that capacity could be used
equally well to deliver gas supplies that Southwest purchased in the production area.
Southwest could perhaps use production-area storage as an adjunct to its commodity
supply arrangements, as discussed below, but it is not at this time a relevant capacity
resource for Arizona.

Southwest continually reviews the availability of alternative methods for delivering firm
gas supplies to Southwest's Arizona city Gates. As is appropriate, Southwest analyzes
these possibilities to determine whether it could use these new resources to supplement
or perhaps replace some of its El Paso FT capacity. The consideration of alternative
capacity resources is an important aspect of Southwest's gas supply planning, but it has
no direct impact on Southwest's procurement of commodity gas supplies unless and
until Southwest is able to acquire some alternative capacity on an economical basis

Southwest is participating in a proposed Transwestern project that would include the
construction of a new lateral from Transwestern's mainline to the Phoenix metropolitan
area. If this project is built, service would not begin until the fall of 2008 at the earliest
The Transwestern capacity would provide Southwest with an alternative to El Paso for
part of its Arizona load

Southwest's Commodity Gas Procurement

Southwest maintains a separate portfolio of commodity gas purchases for its Arizona
service territory. The shape of this portfolio is illustrated in Table 2, which is a chart
showing Southwest's planned Arizona Supply-Demand Balance for the 2005/2006 gas
year. Southwest's portfolio for its Arizona commodity purchases has five major
components

Fixed price purchases for the Arizona Price Stability Program (APSP)

The APSP is designed to help stabilize the gas costs for Southwest's "core
customer" residential and small commercial gas sales load. In the past
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Southwest has implemented the APSP with fixed price gas purchase contracts
having terms ranging up to 12 months. These fixed price contracts have been
caseload contracts with must-take provisions. Southwest's fixed price purchases
for the APSP were 50% of Southwest's forecasted core customer load of 59 Bcf
for the 2005/2006 gas year. Fixed price purchases for the APSP were
approximately 61% of Southwest's actual total purchases for the 2004/2005 gas
year.

o Term contracts for firm caseload supplies - winter season

Southwest also purchases some caseload supplies at prices reflecting current
gas market conditions for first-of-the-month purchases. During the winter
season, Southwest uses firm contracts with terms up to five months in length to
ensure that these supplies will be available. Pricing is index-based. Some of the
term contracts for caseload supplies also have limited monthly swing capabilities.
Southwest's monthly caseload purchases under its winter season term contracts
were approximately 4% of Southwest's total purchases in the 2004/2005 gas
year.

o Term contracts for peaking supplies -- winter season

As indicated in Table 1, there is a very wide range between the highest daily load
that may occur in a winter month and the lowest daily load in that same month.
Southwest cannot make caseload purchases for more gas than the lowest daily
load that may occur during the month, because caseload purchases flow at a
constant daily rate for the entire month, but Southwest must still be prepared to
serve the highest daily load. To obtain the needed flexibility in its daily purchase
quantities, Southwest obtains contracts that allow i t to adjust its purchase
quantities on a daily basis. The supplies purchased under these contracts are
called "peaking supplies." As indicated graphically in Table 2, Southwest relies
on its peaking supplies for more than half of the maximum daily load that it
prepares to serve in each winter month

Southwest's contracts for peaking supplies are firm contracts for the winter
months. Under each contract, Southwest has the right to nominate a purchase
quantity from zero up to the maximum contract quantity on each day. Some of
the peaking supplies are shown in Table 2 as "Late Cycle Peaking" because they
are purchased under contracts that allow Southwest to adjust its daily nomination
after the gas day has begun. These "intra-day" nominations enable Southwest to
respond to weather and other load changes as they occur, even within a single
gas day

Southwest's contracts for peaking supplies have index-based commodity
charges, often accompanied by demand or inventory charges to support the
swing features
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For the 2004/2005 gas year, Southwest used its peaking contracts for
approximately 16% of its total commodity purchases. The commodity volume of
Southwest's peaking supplies is much smaller than the commodity volume of
Southwest's APSP and other caseload supplies (64%, as noted above), despite
Southwest's reliance on peaking supplies for more than half of its daily supply
availability, because the actual load on most days is much closer to the minimum
load served with caseload contracts than it is to the maximum daily load that
Southwest is prepared to serve. Southwest therefore uses its peaking contracts
at a low load factor, whereas the caseload contracts are - by definition - used
at a 100% load factor in each month.

c Monthly caseloadsuppliespurchased at current(spot)prices - summer

During the summer, Southwest purchases some caseload supplies at current
market prices (in addition to the fixed price purchases in the APSP) under one-
month contracts. These monthly caseload purchases are included in the "Spot"
supply category in the chart in Table 2. Southwest's caseload supplies in the
summer months were approximately 11% of Southwest's total purchases in the
2004/2005 gas year.

o Daily spotpurchases for swing supplies .-- summer

During the summer, when daily load variations are not so large as in the winter
months, Southwest matches its daily supply to its daily loads by making daily
purchases in the spot market. Southwest makes some of these purchases at
negotiated (fixed) prices, and some at index-based prices. Daily spot purchases
were about 8% of Southwest's total purchases in the 2004/2005 gas year.

Term Structure of Southwest's Portfolio

Southwest obtains term contracts for all of the commodity gas supplies that it purchases
during thewinter season, but it relies on monthly and daily purchases in the spot market
for about half of the gas it purchases during the summer season. These arrangements
are consistent with the practice of other LDCs. A useful report of the purchasing
practices of other LDCs is the American Gas Association (AGA) annual survey of the
winter season gas commodity purchasing arrangements used by its members. The
AGA published its report of the 2005 survey on July 19, 2005 as Energy Analysis report
EA 2005-01, "Loc Supply Portfolio Management during the 2004-2005 Winter Heating
Season" (2005 AGA Survey). This report is attached as Appendix B

in the 2005 AGA Survey,slightly more than half the respondents indicated that they did
not obtain any of their gas supplies for the peak month using monthly or daily contracts
which indicates that reliance on term contracts (more than one month) is the standard
industry practice for the winter season. The 2005 AGA Survey did not collect data on
the term structure of commodity purchase arrangements for the summer season, but a
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reduced reliance on term contracts for summer purchases is typical of LDCs with which
the author is familiar.

Baselcad and Daily Purchases

Southwest's reliance on extensive use of peaking supplies (in winter) and daily spot
purchases (in summer) is atypical, but it is a direct and necessary consequence of
Southwest's portfolio of capacity resources. Most LDCs use storage withdrawals as the
primary "swing" supply in the winter, and they do not require large day-to-day variations
in their purchase quantities. In summer, they achieve the same stability of daily
purchase quantities by swinging their storage injections up on days when loads are
relatively low, and swinging injections down on days when loads are higher. Southwest
cannot use this portfolio strategy because currently there are no operating natural gas
storage facilities sewing Southwest's Arizona market area 4

Southwest could purchase production-area storage. If Southwest did so, it could reduce
its use of peaking supplies in winter and daily purchases in summer, and instead
increase its caseload purchases during the summer. Southwest's total winter purchase
quantity would decrease, because storage withdrawals would replace some of the
purchases, and Southwest's total summer purchases would increase despite the
reduction in daily spot purchases. Southwest has analyzed production-area storage
proposals in the past, and it has found them to be uneconomic because the price of the
storage service exceeds the commodity cost savings that it would have permitted. Most
other LDCs have market-area storage, and it provides the added benefit of reduced
pipeline transportation capacity costs that Southwest cannot achieve with production
area storage, as explained in the discussion of Southwest's capacity

Pricing Arrangements for Baseload Purchases

Baseload purchases are purchases that flow at a constant daily rate for an entire month
Southwest, like other gas utilities, makes some caseload purchases on a monthly basis
Southwest also makes some caseload purchases under contracts that extend for more
than one month. Contracts that extend for two or more months, up to 12 months, can
be called intermediate-term caseload purchases, and they are a staple of Southwest's
APSP. Baseload purchases extending for terms longer than one year are long-term
purchases Southwest does not generally make long-term caseload purchases, but
Southwest does make intermediate-term caseload purchases at fixed prices for the
APSP,with the gas to be delivered as far as 24 months into the future

While several Arizona market-area storage projects have been proposed, including two projects
from El Paso, none have successfully been developed. Southwest continues to review storage and other
infrastructure projects in Arizona for inclusion in its mix of resources

For example, Southwest might purchase gas in the summer of 2006 for delivery during the
winter months December 2007 through February 2008. The term length of such a contract would be only
three months, so it would be an intermediate-term contract, but the delivery dates would be approximately
18 months after the contract was negotiated
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Several different pricing arrangements are available for caseload purchases.
method is for Southwest to establish a fixed purchase price with the seller.

One

A second method is for Southwest to establish a "basis" component of the total price
with the seller, and then add the NYMEX component of the total price reflecting the
current NYMEX price for the applicable futures contract. The "basis" component of the
total price is the difference between the price at Henry Hub in Louisiana, which is the
location where physical volumes purchased under NYMEX futures contracts are
actually delivered, and the location at which Southwest wishes to make its actual
purchase. Basis differentials thus represent the local market conditions that affect the
price of gas at specific locations where gas is purchased. Most gas purchase
transactions are priced by combining a basis differential with a NYMEX component,
either explicitly or implicitly. .

If Southwest and the seller fix the NYMEX component of the total price at the same time
they agree on the basis, the purchase becomes, in effect, a fixed price purchase.
Alternatively, the parties can agree that the NYMEX component will be the settlement
price on the last day the applicable month's NYMEX futures contract is traded, or they
can establish some other formula for setting the NYMEX component of the total price.
A variation on this arrangement is to complete the purchase with a fixed basis and a
floating NYMEX component, but allow Southwest to "trigger" the NYMEX component at
any time on the basis of the NYMEX price of the applicable month's futures contract at
the time of the triggering.

A third major pricing method is index-based pricing. With index-based pricing,
Southwest and the seller would agree that the purchase price will be based on a
specific published index for first-of-the-month purchases at a specific location, such as
the Bondad receipt point on El Paso in the San Juan basin production area. The actual
purchase price could be agreed to be the published index, or it could be the index plus
or minus a relatively small amount (typically up to a few cents per Dth) agreed upon in
the purchase negotiations or obtained as a result of a competitive solicitation by
Southwest for index-based bids.

Southwest uses all three of these major pricing methods, making some of its caseload
purchases under each method. Some use of fixed prices or NYMEX-based pricing
methods is important because these methods provide greater flexibility and an
opportunity for Southwest to diversify the times at which its prices -- and especially their
NYMEX component are established. When Southwest makes an index-based
purchase, it must accept a price that is not yet known at the time Southwest commits to
the purchase, and the index price that is eventually published will represent gas market
conditions on the last trading day or during the last few days of the month prior to the
one when the gas flows. The 2005 AGA Survey indicates that index-based pricing is
the principal pricing arrangement used by LDCs for monthly purchases. Southwest's
reliance on fixed price contracts for most of its caseload purchases is a direct
consequence of the relatively large size of the APSP, which is discussed below as an
aspect of Southwest's price risk management arrangements
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In procuring caseload commodity gas supplies, it is important for the utility to engage in
a competitive process, and Southwest does so. Southwest uses bid solicitations to
obtain the best (i.e., lowest) basis for its fixed price purchases, including those under
the APSP. Southwest uses informal solicitations or the intercontinental Exchange (ICE)
trading platform to obtain NYMEX-based or index-based contracts for its monthly
purchases. These procurement methods are consistent with the practices of other gas
utilities. ,

Pricinq Arranqements for Swing and Daily Spot Purchases

A swing purchase is a purchase contract covering one or more months, but with a
contractual right for SouthweSt to nominate or change the purchase quantity on a daily
basis. Southwest calls its swing purchases "peaking supplies," and that is the rubric
under which they have been identified as part of Southwest's portfolio for its winter
season purchases.

A daily purchase is a purchase of gas supplies to be delivered on a single day, or
sometimes for more than one day but less than an entire calendarmonth. The
difference between a swing purchase and a daily purchase is that the swing purchase
contract is arranged in advance, whereas a daily purchase is arranged on an ad hoc
basis when Southwest is ready to purchase the gas, typically the day ahead of the day
the gas is to be delivered

Two pricing arrangements are available for daily purchases -- fixed prices, and index
based prices. They are similar to the fixed price and index-based pricing arrangements
for caseload purchases. The only important difference is that index-based prices for
daily purchases are related to a published index of daily gas transaction prices, whereas
the index-based prices for caseload purchases are related to published indexes of first
of-the-month prices. NYMEX-based pricing is not available for daily purchases because
the NYMEX trades gas futures contracts only for caseload monthly purchases

Southwest uses both of the available pricing methods for its daily purchases, sometimes
negotiating a set or fixed price, and sometimes purchasing at an index~based price
This practice is consistent with the practices of other gas utilities

The commodity pricing arrangement for swing purchases is generally index-based
Fixed price arrangements are not generally available because a swing purchase
contract is, in effect, an option -- but not an obligation -- for Southwest to purchase gas
on any day of the month or months covered by the swing purchase contract. If the price
were fixed in advance, Southwest would exercise its option to nominate the full
purchase quantity on days when the market price exceeded the contract price, causing
a loss for the seller. On days when the market price was less than the swing contract
fixed price, Southwest would not nominate any swing contract purchases, and would
instead make a daily purchase in the market. The use of index-based pricing assures

11
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that Southwest will each day pay a price bearing some relationship to the market value
of the gas that it nominates for purchase under the swing contract.

Southwest obtains swing purchase contracts sufficient to provide the daily supplies that
it will need during the winter season, to ensure that these swing supplies are available
when and as needed, especially on cold days. As explained above, this arrangement is
consistent with the practice of other gas utilities. Swing purchase contracts often
involve modest demand charges to compensate the seller for standing ready to provide
the full contract quantity every day of the contract term, even though the seller has no
assurance that it will actually sell any gas because Southwest can choose to nominate
zero purchases every day. Swing contracts may also have small commodity price
premiums above the published index for any quantities actually nominated. Southwest
uses solicitations to obtain the best available terms ~- lowest demand charges, and
smallest commodity price premiums -- for its swing purchase contracts. The use of
solicitations is consistent with the practice of other gas utilities.

Price Risk Manaqement and the Arizona Price Stability Program

Price risk management is an attempt to avoid the unexpectedly high purchased gas
costs that occur when gas prices reach unexpected heights. Price risk management
necessarily involves some costs, because there is no "free lunch" in the market for
natural gas. The most common way of "paying" for price risk management is by
sacrificing some of the opportunity to benefit from unexpected gas price decreases.
Price risk management is not -- and cannot be -- a strategy to achieve uniformly lower
gas costs under all market conditions, because there is no such magic strategy.

Southwest manages its gas price risks by purchasing approximately half of its projected
normal weather requirements under fixed price contracts with prices established (i.e.,
fixed or set) up to 24 months in advance of the time Southwest receives the gas.
Southwest thus avoids the risk of unexpected gas price increases on half of its
purchases, because the prices for those purchases are fixed -- and therefore known --
in advance. But this arrangement also sacrifices the opportunity to gain from any
unexpected gas price decreases on those same fixed price purchases. The effect of
this fixed price purchase program is therefore to provide some stability for Southwest's
purchased gas costs, and the fixed price purchase program is aptly called the Arizona
Price Stability Program, or APSP.

As noted above, price stabilization does not achieve uniformly lower gas costs. But it
does tend to reduce gas costs in a rising gas market. The price that Southwest pays for
its fixed price purchases resects the gas market conditions at the time the fixed price
contract was established, which is (on average) about 12 months before the gas is
received. in a rising gas market, prices from last year are lower than current prices, and
a price stability program thus achieves lower purchased gas costs. But in a falling
market; a price stability program tends to yield higher prices, because the benefit of the
falling prices cannot immediately affect the supplies already purchased in advance of
delivery under fixed price contracts

12
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The evaluation of Southwest's APSP involves three principal issues. The first is the
size of the program, which for Southwest is approximately half of its projected total
normal weather requirements. The second is Southwest's decision to fix the prices of
some gas purchases in advance of delivery, rather than use other possible price risk
management strategies. The third is Southwest's use of fixed price purchase contracts
as the instruments for fixing the price of the purchases included in the APSP.

Size of the APSP -- Southwest's use of price protection for 50% of its projected annual
purchases is towards the high end of the spectrum of typical commodity purchasing
practices. A more typical strategy is to obtain price protection (using fixed price
purchases, financial instruments, or a combination) for approximately 50% of the
planned normal weather flowing gas purchases in the winter season, with less price
protection (often none) for gas purchased in the summer season. Fixed price purchase
programs that apply only or primarily to the winter season are common in Maryland,
Michigan, and Pennsylvania, and only in Michigan is the fixed price purchase target
typically set as high as 50% of projected normal weather purchases in the winter
season. The 2005 AGA Survey reports that fewer than half of the respondents used
fixed prices for any of their purchases under long-term or mid-term contracts, and only
one-fourth used fixed prices for at least 25% of their mid-term contract purchases. On
the other hand, the same survey also indicated that 70% of the respondents used
financial instruments to hedge some of their purchases for the 2004-2005 winter
season, and almost half of all the respondents hedged up to 50% of their winter
purchases.

The relatively large size of Southwest's APSP reflects Southwest's atypical commodity
supply situation, which is in turn a direct consequence of Southwest's lack of seasonal
gas storage resources in its gas supply portfolio. Other gas utilities automatically obtain
greater pricing diversity than Southwest because their commodity purchases are spread
more evenly throughout the year than Southwest's purchases. They obtain this
diversity by purchasing part of their winter delivery requirements in the summer months
and injecting those summer purchases into seasonal storage. Seasonal storage also
improves price stability for supplies used during the winter season, because the cost of
gas in storage is established at the time it is injected and therefore known before the
winter season begins. Southwest's purchases, in contrast, are concentrated in the
winter season because they must match Southwest's seasonal load pattern
Southwest's extensive use of fixed price purchases, in both the summer and winter
helps to offset the absence of storage resources

Alternative price risk management strategies -- Southwest's use of fixed price
purchase arrangements is not the only possible way to manage price risk. The principal
alternative is the purchase of call options. The holder of a call option has the right -- but
not the obligation -- to purchase gas at the "strike price" of the option. The advantage of
a call option is that the holder can benefit from any unexpected gas price decreases
whereas the holder of a fixed price purchase arrangement is obligated to purchase gas
at the price fixed in advance, even if market prices decline between the time the price is

13
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fixed and the time the gas is to be delivered. The disadvantage of a call option is that it
involves an up-front (and non-refundable) cost to purchase the option itself.

When an LDC uses call options for risk management, it typically uses them to protect
against large, and therefore unlikely, gas price increases. It is therefore common for
Most of an LDC's call options to expire without being exercised, but that does not mean
that the LDC's initial purchase of its call options was unwarranted.

An alternative way to offset the cost of purchasing

price if the holder of the option chooses to exercise it
called a

gas price "collar." For example, if the NYMEX futures price for gas to be delivered in

a strike price of $9.00 per Dth. The LDC
would end up paying the market price if it remained in the range between $9.00 and

price rose above that level' and it would be obligated to purchase at $9.00 if the market

a call option is to write (i.e., sell) a
put" option. A put option obligates the writer to purchase gas at the specified strike

, but the writer of the option has no
right to demand that gas. The combination of a put option and a call option is

February 2008 is $10.00 per Dth, an LDC could purchase a call option with a strike
price of $11.50 and write a put option with

$11.50 per Dth, but it would exercise its call option and pay only $11.50 if the market

price fell below that level. The LDC's purchase price would be collared in the range
from $9.00 to $11 .50 per Dth

When the cost of a call is completely offset by the proceeds from the sale of a put, it is
called a "costless collar." Costless collars are typically asymmetric relative to prevailing
market prices and, as a result, they require the consumer to bear more upside price risk
than the potential benefit from falling prices. For example, if the NYMEX futures price
for gas to be delivered in January was $12.00 per Dth, a costless collar may result in a
range of $11.50 to $15.00. The LDC could participate in falling prices up to $0.50 per
Dth but would be exposed to price increases up to $3.00 per eth. Under present gas
market conditions, collars that are reasonably symmetric around the current NYMEX
futures price still require a cash outlay by the LDC, because the price (cost) of the call
option exceeds the sales price received by the LDC for the put option. Even with an
asymmetric collar, like the asymmetric example in the preceding paragraph (with the put
option strike price closer to the current NYMEX futures price than the call option strike
price), reasonably structured collars tend to involve an up-front purchase cost

The opinion of the author is that an LDC should use fixed price purchase arrangements
as the foundation for its price risk management program. The use of call options or
collars is not necessary. If an LDC uses them, it should only be as a relatively small
supplement to a fixed price purchase program. The only advantage of a call option is
that it preserves the opportunity to benefit from gas price decreases. But if an LDC
does not have any fixed price contracts, then it will obtain the benefit of any gas price
decreases on 100% of its purchases. Sacrificing part of this benefit by entering into
some fixed price purchase arrangements is the least painful way to pay for protection
against the risk of gas price increases, and in the author's view it is far better than
incurring an out-of-pocket cost for protection. On the other hand, if an LDC already has
fixed the prices for a substantial portion of its projected purchases, then it has obtained
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its upside price protection by trading away the opportunity to benefit from any price
decreases on those purchases. If further protection against upward price movements
on an even larger fraction of the projected purchases is desired, such protection may
justify the use of call options.

The author is not aware of any compilations or reports of the extent to which gas utilities
use call options or collars (as opposed to fixed price purchase arrangements) for price
risk management. in the author's experience, LDCs that use call options or collars do
so for only a relatively small fraction of their projected purchases, typically around 10%
or less. All of the LDCs that obtain price protection for as much as one-fourth of their
winter purchases use fixed price purchase arrangements as their primary price risk
management strategy.

Price risk management fools, and the use of financial instruments instead of fixed
price purchase contracts -- Fixed price purchase contracts are not the only way for an
LDC to establish fixed price gas purchase arrangements. Alternatives include various
financial instruments that hedge future purchase prices in ways that enable Southwest
to achieve the same result as it would with a fixed price gas purchase contract. For
example, some financial intermediaries and other gas market participants will "sell" the
to-be-published index price for some future month (such as February 2008) at a
specified purchase location (such as the Bondad receipt point on El Paso in the San
Juan basin production area) for a fixed price. If Southwest purchases this "swap" as a
hedge against a future gas purchase, it has the same effect as entering into a fixed
price contract now for delivery of the gas in the specified future month. Southwest pays
the published index price for its actual purchase, but it receives the same published
index price from its swap arrangement and pays the fixed price that it obtained when it
first entered into the swap transaction.

Another alternative is the use of NYMEX futures contracts as hedges. Instead of
purchasing the gas that it actually plans to receive in a future month, Southwest can
purchase a NYMEX futures contract for the delivery of a corresponding quantity of gas
at Henry Hub in Louisiana, which is the physical delivery point associated with all
NYMEX gas futures contracts. Then,when Southwest purchases the gas that it actually
plans to receive, typically in the week or two before the month when the gas is to be
delivered, Southwest sells the NYMEX contract at the same time. Southwest's net cost
from the two transactions is the cost of its actual purchase, less the sales price of the
NYMEX on the same day as Southwest's actual purchase, plus the price at which
Southwest originally purchased the NYMEX futures contract. The difference between
the first two of these three components is the so-called "basis" for the location where
Southwest actually purchases its gas (relative to Henry Hub), so Southwest's total cost
for the purchase is the original cost of the NYMEX futures contract plus the current
basis at Southwest's actual purchase location, typically in the Permian or San Juan
basin gas production areas. The NYMEX futures contract is a good hedge against this
purchase price because the basis differentials for the Permian and San Juan basin
production area receipt points are subject to much less market price fluctuation than the
NYMEX itself, so the purchase of a NYMEX futures contract removes most of the price
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risk from the future purchase of gas even in the Permian or San Juan basins. To
"perfect" the hedging arrangement, Southwest could use a "basis swap" to lock in the
basis differential between the NYMEX contract and the market area, in this case the
Permian or San Juan basin. The basis swap protects against a basis blowout where
prices in the purchase area rise much more than the NYMEX contract. A good example
occurred during the Winter of 2000-2001, when gas prices at the California borderwere
significantly more volatile than at the Henry Hub.

Southwest is considering the use of financial instruments such as NYMEX futures
contracts and swaps instead of fixed price purchase contracts for at least part of the
APSP. If Southwest makes this change, the price hedging arrangements for the APSP
would be divorced from the commodity purchases being hedged, and the commodity
purchases for the APSP volumes would be moved into one or more of the other
categories of Southwest's commodity purchases. A change in this direction is
consistent with the practices being adopted by some of the more forward-looking LDCs
at this time. The 2005 AGA Survey indicated that slightly more than one~fourth of the
respondents used swaps and slightly less than one-fourth used NYMEX futures
contracts as hedges for some of their 2004-2005 winter purchases. These figures
probably overstate the use of hedges to achieve the equivalent of fixed price purchases
because some LDCs may have responded affirmatively as using both swaps and
NYMEX futures, and some of the respondents may have been using swaps for
purposes other than achieving the equivalent of fixed price purchases.

In the author's experience, several LDCs have within the past two years adopted or
proposed plans to use financial instruments rather than fixed price gas purchase
contracts to hedge their future purchases and achieve the equivalent of fixed price
purchases. The author has generally supported these proposals in the proceedings in
which they have been presented.

Financial instruments have two advantages over fixed price gas purchase contracts as
price hedges. The first is that a fixed price gas purchase contract can only be used to
purchase caseload supplies that flow at a uniform daily rate throughout the delivery
month. Financial instruments, in contrast, can also be used to hedge swing or peaking
supplies, because the hedging arrangements are divorced from the actual gas purchase
contract. Of course, the financial instrument hedges only the first-of-the-month price
aha the LDC is still subject to the risk of daily price fluctuations during the month

The second advantage of using financial instruments is that it can help to reduce the
risk of counter-party default. With a fixed price gas purchase contract, Southwest is
dependent upon the survival and eventual performance of the seller. If Southwest uses
NYMEX futures contracts for its hedges, then the counter-party bearing the
performance risk is the NYMEX itself, which is most likely a safer arrangement than a
fixed price gas purchase contract. Even with a swap, Southwest probably has the
opportunity to be more selective about the identity of the counter-party than with a fixed
price gas purchase contract
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Summary and Conclusion

Southwest's purchasing practices are generally consistent with the practices of weli-
managed gas utilities. Southwest employs a variety of different gas purchase contract
term lengths, contract "shapes," pricing arrangements, and risk management tools for
its commodity gas purchases. Some of Southwest's purchases are for terms as short
as one day, others for terms as long as 12 months. Some of the purchases with terms
of one or more months are caseload purchase contracts, others have swing provisions
for Southwest's peaking supplies.

Southwest uses a competitive bidding process to secure fixed price and term contracts.
Term supplies are obtained through an annual solicitation process which encourages
the participation of a broad base of suppliers. Fixed price purchases for the APSP are
acquired on a periodic basis, generally every four to six weeks, through a competitive
bidding process. Southwest secures spot supplies through informal solicitations via the
telephone or electronic medium (like email or instant messaging) or the ICE trading
platform. All of these procurement methods are consistent with the practices of other
gas utilities.

Southwest manages gas price risks through its APSP. In the APSP, Southwest
purchases half of its commodity supplies under fixed price arrangements established at
least a month in advance of the delivery date for the gas, and it arranges some of its
fixed price purchases as much as 24 months in advance of delivery. Southwest's use of
a price risk management strategy is consistent with the practice of most other gas
utilities, but not all utilities make such extensive use of fixed price contracts. The large
size of Southwest's APSP relative to other gas utilities is due to the lack of storage
resources in Southwest's portfolio. Production-area storage would not benefit
Southwest operationally, .and at present there are no market~area storage facilities
available to serve Arizona

In the future, Southwest may wish to expand its APSP to include the use of financial
instruments along with fixed price contracts. Some common instruments include price
swaps, put and call options, NYMEX future contracts, and basis swaps. The use of
these instruments, in a properly structured risk management program, may help
Southwest to further reduce the short-term price volatility in its supply portfolio

The other half of Southwest's purchases use pricing arrangements that reflect current
gas market conditions at the time the gas is delivered. Southwest negotiates the prices
for some of those current purchases, and it uses index-based pricing for other
purchases. Southwest determines the relative importance of each of these different
constituents of its commodity gas portfolio to match the loads that it serves at the best
cost available within the constraints of the portfolio of pipeline transportation resources
that Southwest uses to bring its commodity gas purchases to its Arizona city Gates
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Appendix A
Page 1

Qualifications of Ralph E. Miller

Ralph E. Miller is an independent consulting economist who works in the fields of
regulatory economics, industrial organization, and public policy towards business. He
has more than 30 years of consulting experience in the public utility and energy sectors
of the economy, and several additional years in government and on the faculty of a
major university. He specializes in energy supply and demand analysis, especially
natural gas supply and distribution, antitrust and market structure analysis, including the
introduction of competition into previously regulated areas, public utility ratemaking,
especially gas and electric utility cost allocation and rate design, and the economics of
regulation. He is the author of several published reports and papers in these areas.

J

During the past 30 years, Mr. Miller has presented expert testimony in more than 300
public utility rate cases and other proceedings before the FERC and other federal
agencies, U.S. District Court and state courts, and more than two dozen state regulatory
commissions. Over the years, he has addressed almost all the aspects of gas and
electric utility regulation, including rate of return, accounting and revenue requirements,
rate design and cost of service, electric fuel and purchased gas cost recovery, industry
structure and the role of competition, incentive ratemaking and other types of innovative
rate designs, gas and electric supply planning and power plant licensing, productivity
and efficiency, and the determination of marginal, incremental, and avoidable costs.

Mr. Miller has more than 25 years of experience in gas procurement analysis. He has
reviewed the gas supply planning and/or gas cost recovery arrangements of more than
15 gas distribution companies (LDCs) in numerous regulatory proceedings in seven
states, and he has extensive experience in gas pipeline cases at the FERC.

Mr. Miller has been an independent consultant for twenty years. He also has ten years
of experience as president or vice president of two different consulting firms specializing
in public utility and energy matters. Before that, he spent three years in the federal
government, where he was employed in positions at the Federal Power Commission
(now the Federal Energy Regulatory Commission, or FERC), the Antitrust Division of
the U.S. Department of Justice, and the Federal Energy Administration (now part of the
U.S. Department of Energy, or DOE). He was on the faculty of the University of
California for three years, where he taught economics courses at both the graduate and
undergraduate levels.

Mr. Miller did his undergraduate work at Harvard College, where he received the A. B.
degree summa cum laude in mathematics in 1961, and he was elected to Phi Beta
Kappa~. He then went on to graduate work in economics at Harvard, where he received
a Master's degree in 1963. He continued his graduate studies there until 1966, and he
completed all of the course requirements for the Ph.D. degree, but not a doctoral
dissertation
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Mr. Miller has been working on gas supply planning and purchased gas cost recovery
cases since prior to 1980, and he has concentrated his attention on these areas since
1990. Beginning in 1981, he analyzed the way Southern Union Gas Company acquired
gas supplies for its New Mexico distribution system, and he testified on aspects of this
subject in U.S. District Court in 1982.

At the FERC, he reviewed requests by three interstate pipelines for recovery of take-or-
pay buyout and contract reformation costs under Order No. 500. He has also testified in
many pipeline rate proceedings and two pipeline gas inventory charge proceedings, and
he reviewed the gas supply restructuring plans proposed by two pipelines as part of
their Order 636 compliance. He also reviewed the implementation of Order 637 by two
pipelines.

At the state level, he (along with one or more colleagues) has performed many
management/performance audits of the gas purchasing practices and policies of gas
distribution companies in Ohio, and the reports on these audits were submitted to the
Public Utilities Commission of Ohio (PUCO). The companies that he has audited
include three of the major LDCs in Ohio.

In Michigan, he has reviewed and testified on the gas supply plans and gas cost
recovery (GCR) reconcil iations of Consumers Energy Company and Michigan
Consolidated Gas Company in each year since 1988, except for the three years when
their GCR clauses were suspended. He has also reviewed and testified on many of the
gas supply plans and GCR reconciliations of the other LDCs in Michigan during this
period.

In New Jersey, he participated in the levelized gas adjustment clause (LGAC)
proceedings as a consultant to the Ratepayer Advocate (or its predecessor, the Public
Advocate) for ten years. He reviewed the LGAC filings and gas supply planning of each
of the four New Jersey LDCs at least once during this period. He also participated
extensively in the consideration of gas cost recovery issues in the unbundling
proceedings and base rate cases of the New Jersey LDCs

In Maryland, Mr. Miller has for more than 25 years been reviewing the gas supply
planning and gas purchases of several Maryland utilities, including Baltimore Gas and
Electric Company and Washington Gas Light Company, in a variety of proceedings
Other states in which he has done similar work include Pennsylvania, Nevada, and
Utah
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I. Introduction

As with the prior winter, the issue for consumers and local distribution companies (LDCs)
purchasing natural gas during the 2004-2005 winter heating season(WHS)was not its availability but its
cost. Vvith supply and demand relationships in the market remaining tight, most pressure on commodity
priceswas upwardpressure. in fact, to begin the winter heating season the NYMEX close (October 27,
2004) for November 2004 futures contracts was $3.17 per MMBtu higher than the November close one
year earlier.

Even with that backdrop, natural gas supplies remained relatively strong throughout the 2004-2005
winter. A review of gas supply sources shows that underground storage exceeded the fiveyear average
for inventories at winters end, domestic production appeared to sustain itself and LNG was in the process
of setting another annual record for imports (now accounting for about three percent of available supply).
Still, market prices (at $6.00-7.00 per MMBtu and more) seem to point to high level issues for the longer-
term regarding natural gas supply - and questions emerge. For example, if increasing gas supply and
infrastructure in the form of LNG (or even pipeline gas from Alaska) is viewed as a positive element for
mitigating price volatility and possibly the absolute price level for gas consumers, how can the
infrastructure be developed without long-term commitments to support such projects? Are purchasing
practices beginning to demonstrate changes in contracting terms or lengths and are more companies using
financial or other instruments to protect gas consumers from market price fluctuations?

This analysis describes critical elements of the 2004-2005 WHS and reports the results of the

Transportation and Supply Operations (GTSO) Task Force. Data for thisreport wereacquired by surveying
AGA member local distribution companies and concentrate on defining peak-day and peak-month supply
practices, as well as certain regulatory and market hedging practices

.inter Heating Season Performance Survey, which wasconducted under the guidance of the AGA Gas

©2005 by the American Gas Association
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This year, responses (whole and part) were received from 54 LDCs with service territories in 30
states. Ten of the companies have service territories west of the Mississippi River, while the balance of the
companies that responded are located in the east. The sample companies had an aggregate peak-day
standout of 43,391 ,052 Dekatherms (Dth), acknowledging that the peak-day did not occur on the same
calendar day for each company. However, these same companies planned for an aggregate peak-day of
54,200,554 Dth, meaning only 80 percent of the planned peak volume for standout was actually required
during the 2004-2005 WHS. This is the second year in a row that the sample company actual peak-day
standout was only 80 percent of the design peak-day for the companies supplying responses to the winter
heating season survey.

A list of companies returning surveys for this year's study is shown in Appendix A. The purpose of
the survey is to document some gas delivery system operations during the past winter season and to
provide insights into gas supply trends and procurement portfolio management. The aggregated data
presented in this report is in no way to be interpreted as establishing standards or best practices for gas
supply management. It is instead a snapshot of supply practices. In some cases, the report compares
survey results for the 2004-2005 winter heating season with those reported in prior years. it should be
noted, however that the compared samples are not identical and the data are not normalized in order to
compensate for sample differences, weather or other factors.

ll. Executive Summary

The foundation for this report comes from survey responses submitted by 54 AGA member LDCs
(compared to 43 one year ago). These companies had a non-coincident peak-day standout of 43 million
Dth and an average peak-day standout of 803,538 Dth per company. The 54 companies reporting
represent about 45 percent of the gas delivered by all AGA member companies during an annual period.
Results of the winter heating season survey are generally presented as counts of companies that fit into
percentage based categories (1-25 %, 26-50 %, and so forth) of supply volumes. The intent of this report is
to document the data as a snapshot of current supply behavior by large purchasers of natural gas, in this
case LDCs.

Weather

> Each month of the 2004-2005 winter heating season was warmer-than-normal, with the exception of
March 2005, which was 5.1 percent colder-than-normal, For the period October 2, 2004 - April 2, 2005
heating degree day totals were 6.0 percent fewer-than-norMal and thus the winter was warmer-than
normal on average for the nation as a whole

> A view of heating degree days by region yields similar results. Only New England was colder-than
normal (1 .2 percent), while every other region of the country was warmer for the 2004-2005 winter
heating season. The central portion of the country was warmest when compared to normal for the
cumulative winter heating season

> For the country as a whole, temperature conditions were 6.0 percent warmer-than-normal and
compares to the prior winter heating season (October 2003 - March 2004) when conditions were
nearly the same - 5.0 percent warmer-than-normal

Gas Supply Portfolios

LDCs build and manage a portfolio of supply, storage and transportation services, which include a
diverse set of contractual arrangements to meet anticipated peak-day and peak-month gas requirements
For the 2004-2005 winter, sample companies planned for over 54 million Dth of required peak-day gas
throughput but only 80 percent of that volume was actually required
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> It should be no surprise that purchases moved by firm transportation provided much of the gas to
consumers for the peak-day and peak-month. Fifty-three of 54 companies indicated that firm supplies
were a part of their gas supply portfolio, including 29 companies that showed between 26-50 percent of
their required peak-day volumes coming from firm supplies.

> Forty-six companies indicated that up to 50 percent of peak-day supplies originated from pipeline or
other storage, while 34 companies also noted that up to 25 percent of the deliveries arriving at their
citygateon a peak~day were earmarked for transportation customers on their system.

> Long-term agreements, defined as one year or longer, were used by 37 of 52 of companies within their
peak-day gas supply portfolio (compared to 29 of 41 companies the previous year) and accounted for
more than 50 percent of purchased gas for 15 companies on a peak-day (compared to 10 companies
the previous year). Mid-term (more than one month, less than one year) agreements were utilized
more often than one-month and daily agreements for 2004-2005 peak-day purchases.

> As a general statement, comparing 2004-2005 data to that collected two years ago (2002-2003 winter
heating season with 65 companies responding to the survey), daily and monthly contract terms are
less prevalent today than two years ago among the survey participants. This may be because recent
daily pricing has been high relative to history. It may also be, however, that companies and Public
Utility Commissions are becoming more comfortable with longer-term supply agreements as a part of a
supply portfolio, remembering that a long-term deal today may be two years not 10 or 15 as in the past.

> When asked to describe the distribution of gas supply purchases among suppliers ...- independent
marketers, producers and producer marketing affiliates more than any other classes of supply
aggregators, were cited by those responding to the winter heating season survey.

Supply Pricing Mechanisms and Hedging Issues

Several factors play a role in the market pricing of natural gas and of transportation services,
including weather, storage levels, end-use demand, financial markets and various operational issues.
When asked to identify the tools most effective to manage supply and price risk, survey respondents
pointed to daily swing contracts, storage and LNG, weather-based calls and options, asset managers, fixed
pricing and advanced purchases at fixed prices.

> When examining the purchase practices of companies during the past winter heating season, it is clear
that first-of-the-month index pricing dominates the market for long- and mid-term supply agreements.
However, this year's survey sample included references to fixed price, daily and other NYnEX-based
arrangements,

> For long-term supplies (one year or more), 30 of 49 companies responding used first-of-the-month
(FOM) pricing for a portion of their supplies, including 27 companies that used FOM for 51-100 percent
of long-term gas purchases. Thirteen companies utilized some form of fixed long-term pricing.

> Mid-term purchases (more than one month, less than one year) were reported by 39 companies to
most often be tied to FOM indices for significant volumes of gas. In addition, fixed-price (20
companies) and daily mechanisms (13 companies) were part of the mid-term pricing basket

> Seventy percent of the companies responding indicated use of financial instruments to hedge at least a
portion of their supply purchases. Even though this percentage is identical to last year, three years
earlier only 55 percent of the companies responding had indicated the same. For this past winter
twenty-one of 37 companies providing data hedged up to 50 percent of their gas supply purchases
during the winter
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> In addition, options (23 companies), fixed-price contracts (18 companies), swaps (16 companies) and
futures (11 companies) were most often sited as financial tools used to hedge a portion of gas volumes
delivered on a peak-day. This balance is similar to that of last year. The use of Financial tools may be
understated in this report inasmuch as some volumes delivered to LDCs from marketers and other
suppliers are hedged by the third-party rather than the LDC or customer and may have been excluded
from the LDC hedging calculation

> On the physical side, in preparation for the 2004-2005 WHS 47 companies reported using storage as a
primary hedging tool. Twenty-nine of those companies hedged between 26-50 percent of winter
heating season supplies using underground storage compared to 22 companies last year. Several
companies noted that storage (as a physical hedge) is the only hedge they employ, choosing not to
use financial instruments at all

> Companies use a portfolio of timed hedges to balance their approach to strategic price planning. When
asked about the timing of hedging strategies, 25 of 38 companies (66 percent) responding indicated
that they employ a six-month and less strategy for a portion of their hedges. Thirty-live of 38
companies utilized a 7-12 month strategy for a portion of their hedges, while 19 companies hedged
forward for more than 12 months

> Only seven survey respondents indicated that they used weather derivatives during the 2004-2005
winter heating season. This compares to six companies in 2003-2004 and eight companies during
2002-2003

> When asked about their own regulatory environment, 37 of the companies responding to the question
indicated that financial losses and gains were treated equally within their hedging plans. Only three
noted that losses and gains were treated unequally

> When asked about the relative ease of acquiring hedging products for 6-month or less hedges, thirty
eight companies saw current markets as less difficult or the same as the year before. Thirty-two
companies said the same of hedges more than six months in duration. Very few companies indicated
market conditions to be more difficult to operate within. This compares to last year's survey when UP to
a third of the companies viewed markets as more difficult to operate within

> The majority of companies reported that acquiring financial hedges or implementing a strategy was no
more or less difficult than the prior year. Thirty-one of the 54 companies responding indicated that for
the 2005-2006 winter heating season they planned to hedge the same as this past winter heating
season, eleven companies plan to hedge even more

Gas Storage

Production and market area storage are key tools for efficiently managing LDC gas supply and
transportation portfolios. However, it should be noted that storage practices are no longer dictated only by
local utility requirements to serve winter peaking loads. Storage services now support natural gas parking
loaning, balancing and other commercial arbitrage opportunities that take place at market hubs and
citygates

> Forty-nine of 54 companies answering the question indicated that weather-induced demand compelled
the respondents to utilize storage services. However, respondents also singled out no-notice
requirements (42 companies), pipeline operational flow orders (20 companies), "must tum" provisions
(35 companies) and arbitrage opportunities (18 companies) as reasons to maintain storage services
within their gas supply portfolio during the 2004-2005 winter heating season
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> Must turn provisions may be in place for some storage contracts as a way to maintain facility integrity
through an optimal pattern of injection and withdrawal in a storage field. During the 2004-2005 winter
heating season, storage inventories were consistently higher than the prior five-year average. As a
result, thirty-five of 54 companies (65 percent) singled out must turn provisions as influencing their use
of storage this past winter - eighteen percent more than the prior winter.

> Forty-five of 54 companies used first-of-the-month index pricing to purchase gas for injection into
storage with 20 of those companies indicating that 76-'i0o percent of gas into storage was based on
FOM prices. Twenty-one of 54 companies (39 percent) used fixed-price schedules for some portion of
their storage purchases - up from fourteen companies (33 percent) the year before. Twenty-five
companies indicated that they purchased stored gas in the daily market compared to 18 companies the
prior year. A majority of those 25 companies (15) acquired less than 25 percent of storage purchases
in the daily market.

> Twenty-five companies indicated that they were actually constructing or examining the potential for
physically adding underground storage, while 13 were considering peak shaving facility expansion
during the next five years.

> For the nation as a whole, working gas inventories at the end of March 2005 were significantly higher
than inventories from one-year prior (by 215 Bcf) and pointed to less gas required for net storage
injections during the 2005 refill season.

LDC Transportation and Capacity Issues

Transportation-only customers have assumed a higher profile among all customers served by
LDCs. Managing pipeline capacity efficiently is a challenge for many LDC's and can involve the release of
capacity to the secondary transportation market.

> From April 2004 to March 2005, 20-26 of the companies (varying with the month) released between
one and 25 percent of their pipeline capacity on a monthly basis to the secondary market, when that
capacity was not needed to serve LDC customers. As many as 14 companies released between 26
and 50 percent of their capacity during the summer of 2004 compared to only 5 companies in the
sample one year prior.

>> Although not as active as two years prior when gas storage was under more stress, some operational
flow orders (OFO) were issued during the 2004-2005 winter heating season. Twenty-tvvo companies
indicated impacts from OFOs. The median number of OFOs issued was 3 with a median duration of
3.5 days.
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m. Weather

The 2004-2005 WHS started remarkably similar to the prior winter heating season as shown below
in Table 1. For the October-December WHS kick-off, monthly heating degree days were fewer than normal
in both years, resulting in warmer-than-normal cumulative conditions entering January. However, while
January and February 2004 quickly turned colder-than-normal, January and February 2005 remained
decisively warmer and, in fact, February was 10 percent warmer-than-normal for the nation as a whole.

Cumulative heating degree day totals eventually settled at e.0 percent warmer-than-normal for the
2004-2005 WHS, even after a much colder-than-normal March, while the prior year winter heating season
totals for temperature were 5.0 percent warmer-than-normal. For the 27-week period October 2, 2004 to
April 2, 2005, only 10 weeks registered colder-than-normal conditions, on a national basis, with four of
those weeks coming in March 2005. By winter's end and like the year before, only New England had seen
greater heating degree day totals than normal (1 .2 percent colder).

PERCENTCHANGE FRoM NORNnAL

Source: U.S. Department of Commerce, National Oceanic and Atmospheric Administration

IV. Gas Supply Portfolios

LDCs build and manage a portfolio of supply, storage and transportation services to meet expected
peak-day, peak-month and seasonal gas delivery requirements. The 1992 FERC Pipeline Restructuring
rule (Order No. 636) increased competition in the interstate transportation market but introduced new risks
to the process of acquiring natural gas and required pipeline capacity. in today's business environment
gas portfolio managers continually attempt to strike a balance between their need to minimize gas
acquisition risks and their obligation to provide reliable service at the lowest possible cost

Given the reality of significant deviations from normal weather patterns (warm and cold), volatility in
commodity prices and regulatory scrutiny of costs to consumers, local gas utility exposure to hindsight for
gas supply practices has increased. Also, in some cases, the unbundling of gas sales and transportation
services at the retail level have further prompted many LDCs to reassess the quantity of gas supplies they
must contract for and at what cost
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Table 2 and Figure 1 illustrate the diversity of gas supply sources available to LDCs. It should be
no surprise that purchases moved by firm transportation provided much of the gas to consumers for the
peak-day and peak-month. Fifty-three of 54 companies indicated that firm supplies were a part of their gas
supply portfolio, including 29 companies that showed between 26-50 percent of their required peak-day
volumes coming from firm supplies. An additional eight companies showed 51-75 percent of peak-day
supplies to be firm. But other categories of gas supply for peak-day deliveries are also important to the
sample of companies.

For example, 34 companies out of 54 indicated that up to 25 percent of their citrate peak-day
supplies were earmarked for transportation customers and 43 companies indicated that up to 50 percent
of peak-day supplies originated from pipeline or other storage. Eighteen companies indicated on-
system storage as a supply source, also. Citrate purchases, local production and LNG or propane-
air also provided up to 25 percent of peak-day supplies for 23, 8 and 19 companies out of 54,
respectively. The visual impact of Figure 1 demonstrates that very few companies source a supply
portfolio with all of their eggs in one basket. The table and figure show that the largest number of
companies tend to employ a multiple supply source strategy in increments often amounting to 50
percent or less of their total supply package.
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FIGURE 1

According to Table 2, peak-month supplies were also heavily weighted toward purchases via firm
transportation. Like peak-day supplies, peak-month supplies tended to be supplemented with pipeline and
on-system storage, citrate purchases, citrate deliveries for transportation customers, LNG or propane
air and even some local production

The diverse set of contractual arrangements that LDCs use to procure their gas supplies includes
long-term, mid-term, monthly, and daily agreements. A mix of contracts allows the LDC to balance
between competing needs, such as the obligation to serve its customers as the supplier of last resort and
the need to maximize efficiency while minimizing costs. In many cases, longer-term contracts contribute to
caseload obligations, while shorter-term contracts allow companies to respond to market changes. In the
past, survey results reflected a transition toward shorter-term and spot contracts to meet peak
requirements, which has been consistent with demands from consumers, regulators and the market, in
order to pursue least cost options. However, recent developments in market volatility, particularly as they
apply to natural gas acquisition prices is resulting in a reexamination by consumers and regulators of
supply acquisition contracting with less emphasis on absolute least cost and more emphasis on price
stability. Stability may mean a trend toward longer-term contracting and some argue that longer-term
contracting will be necessary to underpin new supply sources in the future

As a general observation, comparing 2004-2005 data to that collected two years ago (2002-2003
winter heating season with 65 companies responding to the survey), daily and monthly contract terms are
less prevalent today than two years ago among the survey participants. This may be because recent daily
pricing has been high relative to history. It may also be, however, that companies and Public Utility
Commissions are becoming more comfortable with longer-term supply agreements as a part of a supply
portfolio, remembering that a long-term deal today may be two years not 10 or 15
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Table 3 shows that long-term agreements, defined as one year or longer, were used by 37 of 52
companies (answering the question) and accounted for more than 50 percent of purchased gas for 15
companies on a peak-day. Last year's results produced only 10 companies that used long-term deals for
more than 50 percent of their purchased gas on the peak-day. Mid-term (more than one month, less than
one year) were utilized more often than one-month or daily agreements for peak-day purchases, also. This
makes sense in an environment where daily gas prices tended to be high compared to recent history and
many fluctuations in price were upward. in contrast, for peak-month gas purchases, 32 companies utilized
mid-term agreements for between 26 and 100 percent of gas supplies, while 23 companies acquired the
same range of supplies through long-term contracts. Monthly and daily agreements were used to some
extent by 22 and 26 companies, respectively, for peak-month supplies - but like peak-day arrangements
tended to be for 25 percent or less of volumes.

HIS

Percent
Contracted Long-Term Mid-Term Monthly Daily

Source: 2004-05AGA LDC Winter Heating SeasonPerformance Survey

When asked to describe the distribution of gas supply purchases among suppliers, 37 LDCs
identified independent marketers as suppliers with producers (31 companies), producer marketing affiliates
(29 companies) and pipeline marketing affiliates (Q) providing the balance of gas supplies to LDCs. Table 4
also shows that LDC-owned production and purchases directly from pipelines played a very small role in
supplying LDC customers with natural gas
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Pricing Mechanisms
Many factors play a role in the market pricing of the gas commodity and of transportation services,

including weather, storage levels, end-use demand, pipeline capacity, operational issues, and functioning
financial markets. Such market factors impact LDCs and other gas suppliers making it difficult for all
players to plan. In order to deal with the inherent uncertainty of the market, supply planners use a portfolio
approach to pricing gas supplies just as they use a portfolio approach for supply providers and
transportation options. That said, when examining the purchase practices of companies during the past
several winter heating seasons, it is clear that first-of-the-month (FOM) index pricing dominates the market
for the largest portion of long- and mid-tem1 supply agreements. Table 5 examines more closely the
balance of pricing mechanisms among survey respondents during the 2004-2005 winter heating season.
Figures 2-5 compare pricing mechanisms from this year's survey participants with last years sample of
companies

Table 5 and Figure 2 show that for long-term supplies (one year or more agreement) 30 of 49
companies answering the question used first-of-the-month pricing for a portion of their supplies
including 27 companies that used FOM for 51-100 percent of long-term gas purchases. Thirteen
companies utilized some form of fixed pricing for a portion of their long-term arrangements, which is
interesting because two years ago when the survey included 65 respondents the number of
companies citing fixed deals was only 10. A smaller number included daily, average-of-the-last-three
days and NYMEX based pricing mechanisms for small volumes within their gas supply portfolio. For
those companies referencing fixed price mechanisms for gas supply, only five indicated that the
arrangements lasted for more than two years. All others were of less duration. Using a scale of 1-10 %
11-20 %. 21-30 % and so forth, the largest number of companies described their fixed-price deals as 11-20
percent of their supply portfolio

Comparing Figures 2 and 3 (2004-2005 and 2003-2004, respectively) indicates that for the winter
heating season just past there was slightly less diversity in pricing mechanisms for small volumes of gas
but general agreement that the largest number of companies purchased the largest volumes of their supply
using FOM pricing
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FIGURE 2

FIGURE 3

Mid-term purchases (more than one month, less than one year) were reported by companies
to most often be tied to FOM indices for almost any volume of gas during the past two winter heating
seasons, as shown in Figures 4 and 5. In addition, fixed~price, NYMEX and daily mechanisms were
used to a greater extent for mid-term purchases than in the case of long-term purchases. Twenty
companies reported using fixed pricing mechanisms for mid-term purchases compared to 13
companies for long-term and 13 used daily prices for mid-term purchases compared to eight for long
term purchases, which makes sense. in a volatile gas market, trading partners are more likely to limit
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the term of pricing arrangements because local utilities are encouraged by regulators to be in a
position to capture lower gas prices when the market swings down, while suppliers are interested .in
capturing the high end of the market. However, there appears to be a growing undercurrent of concern
among some gas market players that first-of-the-month indices areoverrelied upon and that index pricing
of such large volumes of gas may need to change in the future. That could only happen if market players
were willing to do so and regulatory support was forthcoming.

FIGURE 4

FIGURE 5
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As expected, shod-term purchases (one month or less) depended more heavily on daily pricing
mechanisms but, also, were tied to first-of-the-month, fixed and NYMEX indices (see Table 5). it should be
noted that LDCs build gas supply portfolios and pricing strategies based on prior and anticipated
experiences. Even state regulatory approved pricing mechanisms can appear favorable one year and less
attractive another. Flexibility and constructive review of policies, rather than second~guessing, can effect
positive impacts on bringing natural gas and services to customers at the lowest possible cost.

Hedging Mechanisms
Market developments during the 1990s have expanded gas supply options, transportation capacity

trading and the use of financial instruments. Today, industry players use futures contracts and other tools
to offset the risk of commodity price movements. These financial instruments, which to some extent
include fixed-price gas purchase contracts, futures, and options, allow gas supply portfolio managers to
hedge or lock in a portion of the gas cost component of gas supplies. This is achieved particularly when
the level of risk required and the rewards or benefits of managing the risk are properly balanced by the
company, consumers and regulatory bodies.

Seventy percent of the companies responding to the AGA WHS survey said they used financial
instruments to hedge a portion of their gas supply purchases during the 2004-2005 winter. That number is
identical to the percentage last year and compares to 45 of 65 LDCs (69 percent) answering the question
in the 2002-2003 survey and 55 percent in the 2001-2002 survey (remembering that the sample
companies and sample size were different each year). For this past winter, twenty-one of 37 companies
providing data hedged up to 50 percent of their gas supply purchases during the winter. Options (23
companies), fixed~price contracts (18 companies), swaps (16 companies) and futures (11 companies) were
most often sited as financial tools used to hedge a portion of gas volumes delivered on a peak-day. This
balance is similar to that of last year. The use of financial tools may be understated in this report inasmuch
as some volumes delivered to LDCs from marketers and other suppliers are hedged by the third-party
rather than the LDC or customer and may have been excluded from the LDC hedging calculation.

Only seven companies indicated that they used weather derivatives during the 2004-2005 winter
heating season. This compares to six companies in 2003-2004 and eight companies in the 2002-2003
survey.

When asked about the timing of hedging strategies, 25 of 38 companies (66 percent) responding
indicated that they employ a six-month and less strategy for a portion of their hedges. Thirty-five of 38
companies utilized a 7-12 month strategy for a portion of their hedges, while 19 companies hedged forward
for more than 12 months. Of course, a single company may use one or all strategies simultaneously. The
majority of companies also reported that acquiring financial hedges or implementing a strategy was no
more or less difficult than the prior year. Thirty-one of the 54 companies responding indicated that for the
2005-2006 winter heating season they planned to hedge the same as this past winter heating season.
Eleven companies plan to hedge even more of their purchased gas volumes. Thirteen of the companies
reported that Public Utility Commissions were more receptive to hedging strategies than in the past, while
31 indicated PUC receptivity to be the same compared to last year

On the physical side, companies view gas delivered to storage during the summer refill season as
a price hedge against potential winter run-ups. In preparation for the 2004-2005WHS, 47 companies
reported using storage as a primary hedging tool. Twenty-nine of those companies hedged between 26-50
percent of winter heating season supplies using underground storage compared to 22 companies last year
Several companies noted that storage (as a physical hedge) is the only hedge they employ choosing not to
use financial instruments at all

When asked about their own regulatory environment, 37 of the companies responding to the
question indicated that financial losses and gains were treated equally within their hedging plans. Only
three noted that losses and gainswere treated unequally.When asked about the relative ease of acquiring
hedging products for 6-month or less hedges, thirty-eight companies saw current markets as less difficult
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or the same as the year before. Thirty-two companies said the same of hedges more than six months in
duration. Very few companies indicated market conditions to be more difficult to operate within. This
compares to last year's survey when UP to a third of the companies viewed markets as more difficult to
operate within.

Motivations behind hedging programs are varied among survey respondents. For some
jurisdictions there are no formal standing plans. In some cases, however, companies are permitted to enter
into fixed price deals well ahead of the delivery season (up to 2.5 years ahead) for a portion of their
monthly requirements. Timing of a contract reflects historical price trends and demonstrates a desire to
maintain diversity among market-based prices within a supply portfolio. In other cases, LDCs may be
required to hedge portions of future gas supplies and those hedges must be in place by predetermined
dates. Accelerating or slowing down the process occurs based on evaluation of market fundamentals.
Variations on these themes are many and are shaped to fit the relationship between local distribution
company, regulators and market conditions in a given area.

VI. Gas Storage

As noted earlier, LDCs are concerned with managing gas supply and transportation portfolios
efficiently to reduce costs. Producing area and market area storage can help LDCs to meet such goals.
The use of storage facilities helps LDCs to meet short-term swing opportunities, as well as, to satisfy
peaking needs.

Table 6 shows storage levels as estimated by the Energy Information Administration for January-
April 2005 compared to the same period in 2004. For the nation as a whole, working gas inventories during
the January-April 2003 period were tested, eventually falling to 642 Bcf in total (a historic low). This
occurred during a winter that was only 1.4 percent colder than normal nationally.

In contrast, the lowest volume of gas in storage for early 2004 was 372 Bcf higher than the
previous year and the lowest point for storage inventories in 2005 was another 215 Bcf higher, This is
consistent with the fact that the past two winter heating seasons were five and six percent warmer-than-
normal, respectively. All of the additional gas in storage at the end of the 2003-2004 WHS was located in
the Consuming Region East and Producing Region. By the first week in April 2005, higher inventories of
natural gas in underground storage were distributed in all three regions of the U.S. and were more than 25
percent ahead of the prior five-year average and 20 percent ahead of the previous year.

Forty-nine companies answering the question indicated that weather-induced demand compelled
the respondents to utilize storage services, However, respondents also singled out no-notice requirements
(42 companies) and pipeline operational flow orders (20 companies) as reasons to maintain storage
services within their gas supply portfolio. Thirty-five and 18 companies, respectively, also stated that both
contractual "must tum" provisions and arbitrage opportunities influenced their storage decisions during the
2004-2005 WHS.
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For the previous year, only 20 of 43 companies (47 percent) noted must turn provisions as
significant influences on their storage withdrawal strategy during the winter. Must turn provisions may be in
place for some storage contracts as a way to maintain facility integrity through an optimal pattern of
injection and withdrawal in a storage field. As such, once gas is stored portions must be removed within a
scheduled cycle in order to manage the geologic nature of the reservoir properly. During the 2004-2005
winter heating season, storage inventories were consistently higher than the prior five-year average and,
therefore, companies may have been faced with a need to cycle gas out of storage to meet the must turn
provisions of their contract. As noted above, thirty-five of 54 companies (65 percent) singled out must turn
provisions as influencing their use of storage this past winter - eighteen percent more than the prior winter

I
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Many influences were cited regarding decisions for storage injections during the Spring-Summer
refill season in 2004. Price considerations were noted by 38 companies and were up from only 22
companies the year prior (2003). In addition, 46 companies sited operational issues as influencing storage
injection patterns in 2004. Regulatory plans and mandates were reported by 21 companies, while 44 cited
additional supply considerations as influencing storage injections.
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Figure 7

Table 7 and Figure 6 show that most gas purchases for storage injections during 2004 (preparing
for the 2004-2005 winter heating season) were made based on Hrsf-of-the-month indices, although fixed
price and daily priced gas was also prevalent for small volumes of gas destined for underground storage.
The same is reflected in Figure 7 for the refill period in 2003. For 2004, twenty companies indicated that
more than 75 percent of the supplies purchased for storage injections were FOM priced. Fixed schedules
accounted for some storage volumes injected by 21 companies reporting, while daily pricing applied to 25
of the surveyed companies (compared to 18 companies in 2003). Generally, daily pricing was applied to 1-
25 percent of gas purchased for underground storage, although four companies in 2004 indicated that
between 51-100 percent of their stored gas was purchased on a daily basis.

Twenty-five companies indicated that they were examining options to build underground storage
additions during the next five years or currently constructing expansions, while 13 companies were
considering additions or expansions of peak~shaving facilities. Regarding contracted storage capacity, 10
companies plan to increase underground storage for the 2005-2006 winter heating season,
companies reported plans to keep the same capacity as this past year.

while 33

VII. LDC Transportation and Capacity Issues

Transportation only customers have assumed a higher profile among all customers served by
LDCs. As has been stated before, planning for transportation capacity and supply, in general, is ultimately
held hostage to weather, economic activity and other factors that influence gas consumption. Managing
pipeline capacity efficiently is a challenge for LDC's and can involve the release of capacity to the
secondary transportation market, if events allow it to be so.

Table 8 takes a brief view of this issue. Companies were asked to identify the percentage of
pipeline capacity held by the LDC and released to the secondary market by month from April 2004 to
March 2005. in general, several elements can be noted by examining the table. First, most companies
release no capacity or less than 25 percent of their capacity throughout the year. During the summer
months, however, additional companieswith capacity to release may have up to 50 percent of their
capacity available to the secondary market. This makes sense, assuming that LDCs are less likely to have
large blocks of excess capacity during the winter heating season months in order to meet seasonal heating
loads
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The second item is that most capacity sales to the secondary market were for less then 25 percent
of the LDC capacity portfolio. From April 2004 to March 2005, 20-26 of the 50 companies answering the
question released between one and 25 percent of their pipeline capacity on a monthly basis to the
secondary market, when that capacity was not needed to serve LDC customers. As many as 5 companies
released up to 50 percent of their capacity during the winter of 2004-2005, which can be attributed to the
warmer-than-normal conditions throughout the country for most of that period.

Regarding system operations, 22 of 53 companies (42 percent) in the 2004-2005 AGA \Mnter
Heating Season Survey indicated that they had been impacted by the issuance of operational flow orders
during the past WHS. That compares to 48 of 65 companies (74 percent) during the 2002-2003 WHS and
51 percent during the 2003-2004 winter. For those companies during 2004-2005, the median number of
OFOs issued was 3. Duration for the orders ranged from one day to 45 days, however, the median
duration was 3.5 days.
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D i s c l a i m e r

In issuing and making this publication available, AGA is not undertaking to render professional or other services for
or on behalf of any person or entity. Nor is AGA undertaking to perform any duty owed by any person or entity to someone
else. Anyone using this document should rely on his or her own independent judgment or, as appropriate, seek the advice
of a competent professional in determining the exercise of reasonable care in any given circumstances. The statements in
this publication are for general information and represent an unaudited compilation of statistical information that could
contain coding or processing errors. AGA makes no warranties, express or implied, nor representations about the accuracy
of the information in the publication or its appropriateness for any given purpose or situation

in format ion on the topics  covered by  th is  publ icat ion may  be avai lable f rom other  sources ,  which the user  may  w ish to
consul t  for  addi t ional  v iews or  informat ion not  covered by  th is  publ icat ion
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2004-z005 WINTER HEATING SEASON SURVEY PART\C\PANTS

AGL Resources
Ameren Corporation

Bal t imore Gas & Elec tr i c  Co.

PECO Energy
Peoples Gas Light & Coke Company
Peoples Gas System
Piedmont Natural Gas Co.
PNM Gas Services (Public Service of NM)
Public Service Co. of Colorado (Xcel Energy)
Puget Sound Energy

Quester Gas Company

Chat tanooga  G as  Com pany
Cinergy Corp.

Ci t i zens  Gas and Coke Ut i l i ty
Clearwater  Gas  Sys tem , Ci ty of

Con Edi son Co.  o f  New York
Connec t i cut  Natural  Gas

Cons um ers  Energy
Roanoke Gas Co.

Dom i n i on -  Eas t  Oh i o  Gas
Dom inion Gas  Del i very
DT  Energy . -  Mi chcon

San Antonio Public Service Board, City of
SEMCO Energy
Southern Connecticut Gas Company
Southern Indiana Gas & Electric Company
Southwest Gas Corporation

Equi table Resources

Hope Gas ,  Inc . UG!  Uti l i t ies

Ind i ana  G as  Com pany
Interm oUnta in Gas  Com pany

Vectren
Vermont Gas Systems, Inc.

Virginia Natural Gas, Inc.
KeySpan Energy Delivery-Long Island
KeySpan Energy Delivery-New England
KeySpan Energy Delivery-New York

Washington Gas Light Company
Wisconsin Public Sewioe Company

Laclede Gas Company
Louisville Gas & Electric Company

Yankee Gas Services Co.

MDU Resources  Group,  l r \c . .

Mem phis  L i ght  Gas  & W ater

Mobi l e  Gas  Servi ce Corp.

Mounta ineer  Gas  Servi ce Corp.

Nat ional  Fuel  Gas Dis tr ibut ion Co.

New Jersey Natura l  Gas

Ni agara  Mohawk Power  Corp .
N IC O R  G as

Nor th  Shor e  G as  Com pany
Nor thern  Sta tes  Power  Com pany (Xce l  Energy)
Nor thwes t  Natura l  Gas  Com pany

© zoos by the American Gas Association



ORIG
I I

Rejoinder Exhibit No.._ (WNM-2)

(Sheet 1 of 12)

!!!'a"~a~a;'§'o 6

M!1.MQ3_A_1!l_9.Q.l!!

Ame Hz, 2006

smlff REPORT ON SOUTHWEST GAS CORPORATION COMPLIANCE
MATTERS RBL44\TED 10 TPS zoos RATE PROCEEDING (DOCKET no. G-
01551A--04-0876)

Attached is the Staffkepomt for oommgpliance matters mlanled to its 2005 rate proceeding.

EGJ :BGG:re¢

Ouriginsztor BobGray

Altaelunuunesultz Original and Thirteen Copies

5g¢pn1lMD1\ c4nrniss\°l\
W6OOKET ED

Aus z2 Mae

Utilities Dive

L

°06l(§\'ED BY

I



u

Rejoinder E>d1ibi1 No. __ (WNM-2)

(Sheet 2 of 12)

Service List fur: SmltWwest Gras
Die-aket No. G»-o1ss1A-04-nsva

Mr. Wdtcr W. MeekMn .IMI41¢W Bcttwy
8»outll:weeslGas ClmpoWimrn
5241

NV 89102

2108 N. Ceilltirnal Avannze, Son 218

Phoenix, Az 85004

Ms.. Cynnisia Zwiek

3 Starers, std, 30441
rnu~¢mx.u 85004

Ms.Llsu1rllB.Sixlrill¢lr
It1naikll,DoWu}f.&1'1lllt¢n
One Arizona G=umer
40l}EaltVN1B1|n1H1SU'8Bl.S 8U9
rnu»mx,Azssn04
Auunnuys fur 'hunamm m m Power

'l̀ lxt=lnnBlecuic.Pn»~iutr.Cun1lpuu\y
0lncSnulhCl1ll1lt*diStl*°dLSteL200
'ru¢wu,Azss102

Mr.'1'homna¢H.Cal:nl:b~elI
Le\wisandRsDca
40l~l..Clunll:1alAveml¢
Pho¢niK.Az 85004
Attumfnqrs i n Yuma
Assoeiltinm

on

Mr. ThomasL.Mumzw
Ma.Kaailoc S.R1m1saJcy
PiNnnade West Capital Coronation, MS

Mr.'I'im01hyM Hagarx
Arizona Coma for Law and the Public

PhwnilN AZ 85004

282 B. McD1uwe1l Road, Ste. 1.53
p11¢mi1=,Az 25004
1'\iU°Hn~*=9s for swenrawanc

Mr. Cnanrinupha c. Knmpley
c h i n ;  I i i  m v i s i a n

1200 West Wlui:=i=lngmaan Stream

Plnneuuiir. Arizulnl 85007

Mr.pemQ. NYWUQIIW
qgm a l ggm m g
m=gllalumt;¢L¢wGMm
Dlupallilnulit of8e Amly
901 SUIIM Sh*=¢t
.4,¢1;nl¢¢m,vAmos.las?

MILsm 8. WliaeEdR

Mr. Dan Nei&li1ng8r
Neidiimgu- md Amociates
solo N. 11"' D!IiVB
Phln*=wl&1¢; AZ 85015

Mr. Hmm G. lchnlnn
na¢==m.uu1sa¢¢nivia¢m
Adznmconrpodl\tim Culmnnnnlilllilun
lzutrwur W*ll1i1HlSi°¢¢ sum:

sswr

me West wasmmgnnus1¢~zz0
pp»»=~==ix, A285097

Ms.Lynhrmer
Chidlliglnlwilnglliivisliullx

l2ll0WelI.Waliiinl9HIl'lSi11eel
P1\0¢1Hti14J\liZ041ll8S007

c u



u

Rejoinder Exhibit No. _ (wnM-2)

(Sheet s d 12)

STAFFAaron
UTILITIESDIVISIQN

ARIZONA CORPORATION commlsslon

SOUTHWEST GAS co1m*L1A1~rcE MATTERS RELATED TO rrs 2005 RATE
rROCEB1>1NG

nocxnr NO. G-01551A-04-8876

AUGUST Hz, zone



I

Rejoinder Exhibit No. _ (WNM-2)

(Sheet 4 d 12)

STAFF AexnowLnnGm.mnr

The swf Ryun for Southwest Gas Compliance Matters Related to is 2005 Rate
Proceeding, Docket No. G-01551A--04-0876, was the nsponsizility of the Stat! members listed

s iovrEoonomistm



Rejoinder Exhibit No. (WNM-2)

(Sheet s of 12)

TABLE OF CONTENTS

ninonvcrlou m-1-ann-c-mnuiiaI

rnoclmmnmur rnAc'ncEs

nuwcnnuolmwc STUDY

REVIEW or GASPORTFOLIO EVALUATION SOFTWARE

smocknwvnl:nsuu~ rssuzs _-.-.......-..-...-..-....

u PASO LATIRAL nssuns

UONCLUSIONS



lulrIu. . Lu

Soixii1w¢st 68 Ceulpnraiiom
384448No.  G-81551A-g4,8876

¥ntno.¢cllacd¢xn

OnFehmuanv23,2008,theCanuulnailiiaim.illi:led.m6ld¢.in

Dhdnet Na. .G»I)l55lA.-»D4-8525; The enl du: d'1wnlwesamlwnM¢ cfurinwanansi l lut nnmninre ume:

,mmsby8°w,,. 8w %mgwg&,1l¢,,¢¢l,y,n,p¢¢¢§¢,4ng48w.¢
G4l@l1nuutlissiula. Spudiudly,nuldo1Iingpll:g;phson~pugc68of6\oomdeutlta

glmlMI.,&51l£1i_5t§¢¢.¢§¢5lg4"W'@;h § 8 & 5 0 & y 5 ¢ f 8 i , g ¢ c i , i ¢ n
1:4eg1u1&n4Wul¢:kwlwnnlMlipissuesdilGJitG5Wlll ¢ m 4

Pla|1o ce 6uumdovuumncillipotlndmtnihonthe&uuup4mgr'ss;rstem."(]in1as
Ra-zu

8 4 4 8 9 3 1 9 1 1  M e v l i i l i u 1 . 8 0 d a r l s o f  t l ¢ ¢ E v ¢ & I W d f . W i s D e c a i d h n , a s a
compHlwluuula i l emin M4°d|4=4 a.W°1l i~¢rWV¢®l§ ' !=91l5 i48l ' *°° \¢¢"W' l * |5P
i s s u n , p m u a m u n a m t p n d u e s ; B e l l u n I l n n a r l d n g , . m d E 1 P l s o h t e n r a l s M 1 1 8
&sl¢uss¢dah0*!w="{ l inlU22-24)

swnuwuaaiaimaneawusaumu 1ui¢hsmmvanan6nay»¢fu=»dmas1°u,anaemia
dwlirnfulitii 8lniWsnspurEto&¢CnuunInMii1Idolz,|sm;qu|i1ne3v|ii&i|nl80day;ofthnde¢iai¢n(by

m , s g , § k , ¢ ¢ ¢ g h  e ; | 4 h , 1 e t 4 i , 1 m l E I I i m n ° f , 1 ¢ h i 5 " , , i d _ e m i 5 , 5 ' m g u
ammfmsnfwufepefwa.  hglnusul l  8nEH¢l i4u=v1wdxl tSouurhwu~el i¢ '¢¢d'g l4n;maa»nn4: !yv»i&

, m l ; ; ¢ _ 5 3 4 3 7 - , , q u i M m m , ° M & , . M 6

'q |

no Corpanznaiian Commission ("Gomnnssion") in

Rejoinder Exhibit No. _ (WNM-2)

(Sheets of 12)

lunclremnlell; PrwdCuun

nu¢ i m ¢h¢ l =m »p¢-nvm aag , w & =¢ , w l num n»enn=aa1»uum b l = r¢ f  a1=1m s=¢r=a= I m =s
Saui lnuusl fsp|uoc1m&me|tp|m|vt iael , i1u|chudi1|nglmi lmlt i lugie¢0 l w i I I ' d . MW 5"° **14

W , l ¢ , l w 4 n g ¢ 4 4 l q l & n 1 & 3 i , d i l u n h : 8 n g m e l w d c & p b a u l b l h t e r m b i l q @ g g a m u g g n i u ¢ m i g
..

Melnél i lmml&iI i I4IE9*pl i='Pl9l¢4°&1H1E

z o u s , s . m ¢ u ¢ l w i u ° u 1 ¢ , r : n u ¢ = a » ¢ a ¢ m ¢ e ¢ L  1 h l e 1 = w = = f n a m u

reg1lmii0%PI'°¢1lI=mil¢PllB5©H¢~

. . a . Miliisitma S¢¢~mnm@»s:'sa¢4\:i»i'u4npna=w==s.dw==ihw1=wh
Sn£ceraM lemenxallinni of these

Fm oofuminxw t¢J
so B I

o



II I

Rejoinder Exhibit No. _ (WNM-2)

(Sheet 7 of 12)

SCutinvwest Gals Gorpoarnnion
namer  No.  G-cn551A-*04~( l8 '?6
P a ge 2

Bend: rum; smdvMr

S u M h w 8 h i 1 l B 5 R § i @ M M i l l ¢ I . a ¢ 0 n $ 1 M a l n ( , i o | : n n | & | | n t i e l m c h M : u r l § i n gM | | d y o f
S b 1 | x 1 M u | w e s t * s  y s p n z u m n u n m p n c i i e a s .  T b e n e p o m t  d i s c u s s e s w i u u u s p l e d s  c f  8 a n 1 & u u i u s t '
puuc \ m anen t 13o l i c i us m dpm noeeM us andc c um npa res t hnnnv o i ndus c n ry pu rac t i ou  A m l s c ov ¢1 : e& by
M c  r e v i e w  M e l t ¢ e I o a d i u u d n g ,  c a p l u d t y -  cuu1nmlud&1rprrocmu:na\ t .
: r e p o r t  i n c l u d e s . 8 i s c u u l l l i u n  o f  m  J ' m » e n l u n  G a s  A s u n d a t i o n  ( " A G A * ' § . a h m d y  o n  s o  p e n t f o l i u
nuuumigaununent dudngthe2004-2005 b y  A & A  m e m b e r s

g . , m , w ¢ h , , m w u B m p m m n g p . ¢ l i o a . w h i ¢ u t » u u a m n ¢ ~ ¢ m ¢ ¢ m l » m u g u o w m w
epuhy ear , u¢ummonin |M |s ury prqc t i e¢a | |nanmdi1ngt o ennport; Th¢=n=puvr¢nna=s¢hu»¢S¢u~M~l»e:n'
l oa i f om ec as t i s oo f 1nnpnnehuandv e , i ndud i angm i o reoux pc nenhs uc baa

• Anmn.1,lullo41lal,uld1m»uu;Mly\oe1c\suundar~nuunmdvvwamhercnnditinu1ns
Desigrgday,  dsigmmeds,  anddcsignvinrherseasanloamis
Mlxi ih i l l la aidnui i r l i i l i l lu i lndl i lyloadidnl tnnagoucnr iniealchcai lwl i l i r Month

T n n e p e n i n d h w m e s t h u a r t u o - n m i e a . a n d l » u ¢ i n g m e q M ° u u = n n { u u e d x a n m e a m u n t a - m
tl luntulsuiomin cusl~um~n'demn»andfur . in|ah1mad 98)a1't iml :I icéi t lyindlnd~edinthcoomponmls
i&e4nLtiIié1dlD.1~unib. Themep4nncann4uldadxnSduzhwes¢'8lo¢l¢fo4naaalstingpucu~ea=siseumplemand
¢nw,¢&,¢¢l5iv¢m41p¢widaib¢infnmmninn1need4=dfarS<n~inhvua\ 'sgasp4nclnq1n1entacti1r i t ies
1'h»:epnnnlalms1hn. i tdoesuamadduesstbwqaeei icannleuuedsSulnuhewenunump¢=par¢i lsl¢=»ud
f¢»@=¢»l»»¢nu=q~»»u¢y»f¢h¢1nmaf¢wl¢.

WW`ilU8 iWW W» |W°'t|W°i5 W!.80¢¢|'°5&°*
enuisiduI6omisfhltit8AMBIladi)' WBW00m¢=0idol1ly.tnthcElPnoNMn11lGH
intetahtepipc1insa=ymun,a16WmodiinoiMcitywnl,ii1vnluJdbediMc11ltmda¢p¢ndveto

Fhowmix.Pmj9-eMeling&eP'hoenhnnmrlaut'm2¢lll8. rh»wp¢nin.azw~m=s¢uns~mnwea's
ndtypot&lioitixrtlluurmudiictudbythelinuitdd o&nalibyE1P'llolndlhelll¢kgf

mwdnutuea11lahmi l9uu!gn.in&dza1naL ThlBr¢p4nrt.|MuMlt Slu|Mvw4Gunimmfiily
nuvienvl lime:nntiveopdaus&rpsde1ivwrytoArizun|,Ilntnmesth||¢theeonsidaatilunof
ameun|nu|;tivoddvuycp|iuwlsdomlnot iuug4|¢tI\saotllllploanInawuntat`gas|npplias1u4ntilsu|4i1
timealSnm181rvveualcmua1lyloq1li:usdnuuadsrze1padqn

11m ==pm asw»w f i ve  r anm punen l | s  ocE S un I t l | l wesst 'a 1:-u4:ti'aIio
f or  i l l u i b a s d u a d

t um ! c wqm nrac t s i s rpu | l n i 1nga : 4 |1 : l i es i n t l 1e1v i nm c rs c as om a ne |am uf t l a l y k i ! a l nadm gpgi i c gnc z nen i
i i i ; . ~ ~ . . M  w w n d 4 = i l : r ¢ v ° t 1 = v = W l = w = " l ¢ » & r ° = ' W 1 1 s # = w w l i = i i M \ ° " = m ° 1 '

sm t i v i t i es  Ur  th e  n ee l u l ts  c f th g  AGAR :Am y of  l ow)

The ncsgpnvzt Alan mmplaures a number of chaactwnrisnt ics of SnuiI1w1est 's gas, pro-cunexnent
c o m p a n y  ( " L D C " )  p r a c t i c e s

Southw1e»st's siUuetme o f i t s  n m



II l l l l l l l  I II I I I lIIII I

Rejoinder Exhibit No.._ (WNM-2)

(Sheet a of 12)

Southwest Gas Curpbratiim
umm HO G-01551A-04-40876
Pagrs 3

wnhlcixis ouun||d~slBnMwi&.uI&u1rIDC!L SulI&Hivu~lt1'eiielMpeliddgaUipliauddailyspd
purchasesmuohmnmethmmnrm~stathurIDCs,but Wiaisanaousnatyresmxltjvamdzelanckof
nnmdnetueasmusap(nurageiniw areawM|unatm4algnsiseo|n|sm|=n|nued9'mA»Iiz:n:aL Muemqmn
iln1ii¢1l\i&$ !SiOll!$1I¢V&BmGnlndGu8dinqllilingpuundwlicnal8l40l!ll@(49l'&@W11¢HI¢l1IIM!il
gisp1nn&l.\a=d)but&ulMdiiiob¢\In1acnuncmie. Thenplomt&scu4sles Sou&wnst's1reaf
Mmm4ediilM1=Wmbullsel1ualdpuulcha»se¢ofumtotwd*vIa1mnnWu;wi1hsl{¢l\pIIrubu¢wbdngnm1d¢e
dtlwr on1l1ehmds.uf a&¢ndp11u¢h||nepricq,auae.ot`abaai4 di&Elui\i$l'withaN'Y1iME
wmnlp59IIl1l1ni;iBHvilinden¢pridng. The zq1ortninotaiksaboutSana|th|vv~&?stzacofswinxgaud
dnilyspptpgauudzases. Scuiiawastumuakndi1ypu~cMaslsudngacomubiaaiunofixaedp1déingani
indm:pmi¢ihg,a:mumm1LDCplac&,iuo

'I'h|¢rep|axt1lsooomi¢insaseo6n|1&mlI delE|swid\So|ll4mil!ast'spticeriskm§nH)g1anmnl
e&4ts.whichSolaMw»estrW:stoasitsA1iz4m1aPiiceS1alhi1ityProgr:nnn("APSl?°'). 1111898904

diclI&|esSnn:|$|:rwa:t 1nnaun;ge4itspuzimeriakbyacqdrinlg4prm:i1nn11ddyh:dfofi8psn|ppli~as
tl1u:uan§1 HxedpriceeonUaotswilhpmioaeuWlilhednfm24nn|onn&usinadva1ncc. T\\H4!*°'*
e¢valunus&|1x s|sp~ectsof thaAPSP,i1mc1udi1ng,theiiz¢nf tMpm1ogam,dtwlniivepurioezisk
1==n=ls=vnmw=m=¢==6==.a1»d¢h°u»¢°finw»nda1inwume:nwnsln==§a°fnwedv~=i¢¢v'vr=W==»°

'11wneponmes¢lmSoM\1vut'8APSPislar¢11uire8ecHv¢of tln lmuswdsupply
situationSo¢utlg=wea&ces4§va1thehd¢of1nnsq;kemueastuma@wllic,hmanyLDCsawwnd&\e
c¢numnyhave.uuoeastcL ThnrepoNiMicN¢a8 8nmaltl:tvwu:t'smnndvweuseof5xe4pad¢e
chu1@adshe9pso&etMniiuckofnnlmletueaiumngn.

Tllle IQuR888818581848Mn.bp6mw5l=1IUWIv\'8B\W1nn||un||gepi¢eritk.i8.f0l'
S0WlMruve|¢`to|oqv|ilem1lup8n|ns,whi1:ML1mnI1|ld BlMi|v8cIM|\Irh=ltn.acq\|i1repsstdacitxilnepdce
ofdw optianocalman1tiirusinchaudingpulsuidvéllan. Themepmdiscunasthapuusandaomsof
iNelaoptions befuno¢qun¢:4lc1mding.1I1|rts14|dxqltinunsdh|nm11dgcuura&Igro:\lybearelativglysnnsli
swplennnumtoaixodpukscpumchapepl=o mdnluwtcs&ltLDCsthemartlmnrisasnleofunly
usésmuhiopdaus&rasan1lllpart6f&drp4nu't&lio

WemegantlumdilmsaesthauseufdtlmerEnamdaliMmmont5sncliu wapunn
NYMMCi1m11mucu1uu\e1nsath|urop§em:stbacquinlensrlmnal gnsataiznadpdca.

ceuidstudwi'thmn#v1am»antbya b:d'L.DCamlmuuwlidtincownnllyinnn|si:egmeuriued
Mlmdilliustrwaneats. 1hl¢mqlmnlu4=»bune&aanumuseofuaeseMUamaidinsumnmaiusluding
thnl:~i1itytol1n&geaom»suuing orp|wldmg11upgiiesan|d|hnedn|::Ecminziskofanwunier-p|uty
dehxlling.

&W¢i1edto8nrlnhwmt'S:upmtme annnnMelrofitemi,in¢ludi:n@iel!M:ltaMb¢thawing
luadaud dannllnd! of ou1nlnlitlmL &eAGA'srepou:tmIBlCS»upply

SunM1¥1W.lilodMhlbHonia
dwununuunmprovidMgmovaview ofSa»1ntI:nuu¢st's&n|a.uMillaedgingpglicymd;1mu|cesaasi'uriu

1nupp&y pnnurt£ulio dneumm¢hclude4 Eve lediam deil i lngwi&
glu»1l1uhamcelfUvlctm9,piwuits mdmmlUnn4s,ilehedgeeipilneamdcluuMullsylrlm,lndtheeolie



Southwest Gals Ca¢;:~omllion
Dame: Na. G-01551A»4)I4}876
Page 4

'Dmenapuurts\:mmaMeswlridmanmmnherofenu1olnsIinnsal:lo1nSa~wulwves¢'s.g;sjrocwennfeum
activiiics, inslw

In tiwratcpnloceeding, St l i lucunnumwndnudt lMSou1 i1 |wd tr cv iewi ts  98pon&l i¢
evduziiatl so8wv9una. Sam£:wswm£'s Jay 7, 2006 1epcct wuumins a~diJleuusion of S1outh:wwst's
pea:&lio evaianmionsoMwlnlsview

Rmviewlr at Gas Pnrtfblio Evaluation Software

Sanumhlwvestmpu1cha1in|g pnnacécesaagemnzllyaonsistens witlxpu1lu=iic¢s of
wS!L¢l:n1mgedgasu&Eties

v Sa|1thmle:¢t'sua§d`.aeuuuup&tiv.ebiddiugpn:oemto secmleEx=dp;iaeud
mnncnnnaas ,.aeq¢da=i\ianofixQdpuiv¢nwuwh41l=\°nn9¢1i0¢li¢=11If=l~il.ld
use.ufinfamnnld.solidthdomiuwquir8q;otp1utthucs areeonsimanrwiimtbe
prgletieaofutfhlergu1u£l§es

9 Sau!l:lwu¢'s APSP nudies More hungrily on ired pxioe p4mcl1ume§ to Mdgc
a g p mn o x ia n a te l y h d fo f i t l n w u mi l  ms a l i p p l i a .  N l i » ¢ ¢ m.» mw m¢ a p 4 w
pmurciuasuismatadmslna, ¢dpsvm`Jity&uctotbe lackut`1nll | I;01ii19§
stuwge&dlitinii\d1e1na:lnr1nu.areatoauistinSh1ld1west'lI\¢d,d:u,g¢&niu

•  S o w 1 i l l w w t a c q u i z u  d m . o t h 1 u | : h a l f o f i 1 s g s s i ¢ p l i c e . u s i 1 n g p r i c i n g

H | 4 ° W i l ° ¢ 9 I ¢ W 4 M ¢ G ¢ W W 8 -

Formauyyeenmsou w1estha|useda,anMnva:epm:&a|ge.Inuu|1vunas.UPLAN-G,uwnadnd
¢#Y°\*up°5`vYLCGU'Hm1lml&I@s~ '1'l1issofI@wmeisusedbySoutlzlwesttodwunlunineslautooitmix
of zuouzce into account a-var idy ofhntu ls  inducing fo l le ed Mlunllllfd.

S01uth|w¢iduumi5edd:\:ree g¢u|upsof alvz|ill|Me so&wwan;i1n:iu&|u|gmac|10oe0mnu1ic»

nnmianafunnfnnunalszs°nH=9°" '° l1W=5'° '1**1°°°°@i'°f"1w¥4¥»=¥w»lwd.p! i '==».m¢1
l11nnilhblei1luE*lll&nl¢Ulll8§dIiH1u. 11¢||u¢a¢1imua unnwvamennnzummcmuwkmNndnnf
minednuthepmnlnlna,tlmm9ortaduum,andl§aisd°nal:mzl9l~ Sull1MIw=|¢l e¢1mn1|1¢iedth»a!

¢&@ i ¢ tm11g1¢i4911wgwggvug¢linggmlM¢5W¢Igl1l!1¢9 @4dyW&lmliI¢
itlploMlio¢£lupplyluqmces,duototheuanueof1&uuoldnl6;ofno&vvw1:e»

0pt i lnn im¢!iuumM&|patn l lmoddl un lab lemLDCtonp6nnize i ts l8 leMcnuf~xmmue|

NuM¢liaiga\i1dd1lss&3r,IJPiJ&MG,wMri:Suwuthn1nwtncwurwnlyusgs,Wanklvmaunop¢cgI41nnmunled
SHm1WMWWt\1M8l'6viuwofSoIWd~olttd§Mtidlun£§rMj"iJlnlMidI:glliqttbdWuIUWJIW

Rejoinder Exhibit No. _ (WNM-2)

(Sheets d 12)



SouthwestG98 Cuqzlnrraiinrzx
Dmalnest Na. G-=0 i . 55 l A-84 -0876
Palgs 5

Star ch Owner ship Issues

C o d a = o f B U s i n l e s s  C o 4 n u d w t  a d E & i c s c l J l r m n l l ] r  c u n x d n s . a l i s t . ¢ f m e m e n ¢ s
wfmangsmaitsa»mm»l»¢¢°@.s¢m¢»b=in ::¢uumfliawlm'&1mmq:laQ1qs's&uIiesandcamMqr.tp

d M e e 1 § m 1nysuhsuun1tinl s:tockaa@8mrE1um|dai
mtuwqt mm4r.cnnnnQn8ti&or, mnmppiiu. aontlwmor,orvwudnnroroihu'oupuizaduwnwitlavvhidian
mnqployeqiseng1!gedinlMuiir1usnaIdoM1ip. IfMal?is8u4fq\1¢s#ionuunwhdiunsizeinmmest

1L §Mm4,8d£,¢¢i°¢5-¢m¢l,¢Gm981¢8unnl8¢I"

I n  M 6 9 8 8  p i r u c e e d i l n g S t a f f  c n r p u n e s s e d  a  C a n c u n
p lnmmi l l owns Mip  o f  a i i odnu r o the r 61un l l l nn i¢ \ 'mOw! l8 SUM

suppl ier  ordasa afsuppl ias with which &1eydobua&~es§. m¢u1ynnys¢w~uvwpw»id=¢
S!i|KWiB1adrahdn-cunumtpmovidingamuwe clen'dd6nitiohof.1vlua!Suw&rlv=estvielwedxbdn5

. Inggenueq, thi : 'sdrz18dloc\1unnnul i imdidl lwedial lmi f  aSou¢hrw4§i  emlpl@5*edGv\1ihle4
m n m e l l u a n l  p e ¢ 1 = a m o f t l w . ¢ q \ d t y i n a o u m w u r p u t y , 1 ' n m ¢ w u n n d b e u n n w i d m e d m h s t a m d a l

Stat1`hnsh|daevan11Eu»lla¢w-lzp discuas=ionsvvi8:SomNhwvestregaMmngilzisissne. SHE
haseucpunawpdcamanthatcncpamunmufsomenounwrpaxties,:n1¢l\asamajormit1\rs»1p
P:no¢i1s1=nlunlulrkema\',c¢li1d.8e avaylilge dfnmnmey,1wmilaallsn.reeugl1idtig.tl:it
Sowmthwmhuan1nnnbarofo\heurpol idesandlauwuduum'mp1al¢cthltp l:ov ido&nclsaunld

anployuepwuziblyolnn¢6llc6lngpmocllrelnn~entadvitiésindmumer thmiwqnldhe

s°,l,m',,,,¢9l,°,i4¢d.$9g'.1¥¢¢h,,d3ili°m14¢¢m,gIml¢im4;¢¢,r¢l;,n,8t}*€mMp,mq
tc devdclpitsstndowvnenllipdelixiitionaldhinrvvit!itswitl|iJ:l86uih'w1eSt'sovulll eounwckand
l11°°¢¢lI1@=¢

I n < 1 e v & p p i n g i t s  i t a c i c u w m u l h i p  d $ n @ u M m 1 d a m e d & ¢ ,  S ou t l l w e d  : t i t s
numbero f s t epe  8n |u4rw% s t lB 0 l¢ , i n |d I nd i ng;

4

w i t h  t h e  l a c k of oialuMqr xegaundin8
'm counteqsar tiess,  and

Rejoinder Exhibit No. _ (WNM-2)

(Sheet IO art 12)

•

r¢viewvof thepoBcia,pnnooedlmua,Mdcoamlnlsof theysprucurunnncnt and

;ev i ew o fWeCn d §§0fE&i c l md B. .CuulndllwlttimGl1llliillg ¢~CQmI5i¢¥8f
I1mténnestPolides uf\.7nil¢=vlI1lwEmt&fGoIp°rl1i=1I1u1dAlizunaPuMiicS°wi¢0

SB|WMIWGIII&und&a1itspoiidu l¢sinm§|IrW6¢'poiiduls<of8§S&

V i , 3 w ¢ m l ¢ ~ , , 4 i m m g ¢ , l 1 0 n ¢ " m , , 4 , $ w m w m @ , d ¢ 5 = I W w 5 n , a ¢ ¢ l 3 ? g g
o&nurcouwani=sua:uemAmaican GuAsacdaiionI.Je9lGnannuunitWennlNtila|3

.- t h i i w u d o c f  I m a n
Butudopmnan|td|uo&u1»nmMip di11ulomm¢fuii1nnirihddilinntnSuIQMIuumy

' I o f ' fnm:1&~M¢is 4 . i u l . l 1 .



Southwest Gals Corpiolrution
Nwnemca No. G~01551A-0440876
Paga 6

Rqmdiing Semxiitwesrh wpwocrwemdmtdspwzuthaeunnt, Sevlithlwlest
polices ma pxoceduunu.wldslz help mama WM Sc1uMuvat map»kuyaes as not conxMelilug
Meuunumdvesidammuthltaululdfavnuanmtiqf thcyhada6nawnMalM1¢we¢tin,insh1ldin\g;

• 8wrt'hw¢i=t's iU*ungnunliva6¢nuwb\1y8»lowes=tpnrioe1uaM1nn:\l gs suppliesdneto
WI1HIP=li*i""*P9FWl\l'°'

4 qfSuuthwW'spumcl1l1lsiingpmi£uu~
i Usé.of ahl i11udbi4 s¢l=¢6nhliu:weUM a n d  i n f

1a1hnarqi§épmn1onawimdiingthecomilictd|oesnd]mo¢1|vMeid lgrofthqQupplien
u For8d1yspotorlumpnrllWliopnIltha§¢,Sduthlwtstodypandnlsses&umnWsJldwe§t

pq:id=dqll:IIi&edbid6a1
|. SblidMnmalesMouttoadahd¢nmdlidofsupplimsby8ie4qmhnmtle¢l*d

nottlupsbuyualndun»e1»t:=a1pirty<nbeav~ea&ea¢liciutionpmucess.
Pdodi¢m¢t¢nalandi1nQu1nala1nditz
Rgqadriugeumployeestnsipconiia¢finmeusifnulnm.

S¢um|»v¢¢inasw=»¢n»|¢t1»p~nr¢hm|»gaepummenu annaxwcnmm-1¢.wa»g=s
W¢¢.n¢m¢n¢a.¢9.munnm_ Souslrwestlnasnotcc1nnpie»h|ad dmeprocessofdesignilugits
ufwnanaixip poligry Md I9MI$ld lllWluridi. mdSoml1i:Lw& has =l9¢°°'1 Io-pnrunride Siiiwith
irthwma:melia1snddocumNmtsWen tMyaecomplsted. Sdlulhvvelilludsolglelcdtn have
iultlburdiscusdomvililbStl§xrnd14eseissu8us.n@eoelsanry

El Paso Latent Issues

In the rate proceeding Staff had put forth a reeommemdertion ilwt Suuthzwest should

ccnshuct its own umm (uilnuerthnzmhaving Bl Paso wwsnrwztthan) unless fine is a ocmxpelling
reason lociooiiwrwise. Most ofSo1nI1wesx's loedis savvedou&'ofElPaao's laxeral syweznin
A1izolnaandproposal :sbyB}Pasoin i ts on-going tatepretweedinlgat theFed|ea'alBnetg3r
Regnlatery Commission ("FERC") would rnalae it difficult if not! nmpossibis for Souilzwcam w
access service&~um=noUmarp l8nears toarageserv ieeprov idafor  t heeeloa lds . Thea
r¢r=c=1tai1n¢1nd:aition cameii~u1mStafi's azvgoing concern ablomxtElP*aeo*suse ofitslamard system as
one ofsevemnail meansllo e:tii3:=eumn4:~e¢litio|a inwnapotaatidthirripartystomge mdlurpipeiinne
develapas, in Atiwm. To the extent Lmnexlals are wwW by Axizena entities, ratlaner then EI Paso
Arizumn enBties such as Solnihvwwt zlulary be ask to lumen the effects of such mti-4=nnnlp<eltE£i1fe
behavior. Staff has had discussions with Southwwlvnst and believes Thai Southwest Md Staff have
sit'ailar.viewson the issue Cflsnterrids

Rejoinder Exhibit No. _. (wnm-2)

(Sheet 11 d 12)

* Q *

Options available to Somxthrwest to Inca nslw or growing dennuainld for nartulid 98 in
Al:izumai11ekwdeaosz1sirnctinnofnsvvl:umals eacpansiou nfmcistinlglaltmlals, mdfuracqlxisiiionof
¢xiatinglaMlalals§1umEIPaso. Soutlnwst has acqlxind lanhesalsilusnn £IPasa Mti\ep¢|9t,
inclufling z r of me 8u9946W Rlenl'lubow Valley, P'aalka, mm Elffiam Eaemais.
SoMhrwesthas indicaieéli1atml\~n4l1nt§ctorin|B¥1euud:ngitspossibleacqxizdtinnnf1ata1e&sisEl
PasWspaddmirg ufitse3tinth¢J\rin¢nam1anrte!andfhuatattirnncss-ci\1M1l9wst£~nlu|nhIdliln:ata
acquirelawnals&.ununE1Paso,ImE!p1asamaynotbeinwra&udinsaaxzhaznswtionsfmavatizty



Rejoinder Exhibit No. _ (WNM-2)

(Sheet 12 of 12)

Soufhww: Gas Ccnrplalraticu
nvwkaz Na. Gm551A-04;0876
P8lgc 7

act' ~»- ~. Su1u1lhlwwestwéghl.awrarietyoffmauwsrehniedtoapesdBlaanqm'iticn§run:lnl.:B1P1iso

Bggaal:l:nlentild.bfSumn&ltwest'soowecuslnmus.
Pdiiltiilhighlldnlivlmrpm1ess\:n:ebe1nit=its
Asmnfw al=u¢8sultharsupplicl.
81'P:nso'scm1eatliamitatio11sonScmthvmeNfsuseofihelaMal
¥°l5il,1¢,e4m¢&,M'mm°¢4,¢¢$¢4wg,lw¢f:,¢i_li¢¥,xp,,lsi,°n,°ni¢,6i,n3M16¢n

R!H\Wednl0Uiihtlddi§»MliWHWNN»e¢hwiWBlPlalD
* &omacquisi§cln.of: i@mof-way

If-Smldh1irnitn1sMes apruliminnanry detnrnnizumtidu that ail mquiaition it nOse-eifectiw, it
lm|dHtakesadct4u°led A|Uqukriti0nRsviswE1an; Thephn i nwk i l u  m anu l sdyn l ho f p i pd i ne
capmdly,uriginaldeSipiNdnnsafnuzidag,.illa=tz\lI:Ilnionnaca~gl&sMpma1ctioes,opexrationda1:ld
inadinenanoazworudsgacnnplianae si|1&tyiw:es,righbi-of-wvly,qnrvi1ronunr1|u|nma¢iiss1|ps;
1 n a 1 a d i & c a w t i o n s  r q u i 1 n a d M a c q | n d d 6 u n , a n d a i 1 U u d e m - b m e H t a m a l S a m n l 1 | v v = ¢ t  w u | u 1 | a d m

cuumgidmr theiwm1ityof81les¢i914landnnakeadediinn

Stafflnufdursléxids anndagee¢v1dti1Sdui\w3f?sappmoaschiovveighdlofil|eaevaliuus
&|¢tunrswvhcneonsidmin|gma¢:quidti¢n&\oumB1PahoQro1l:mup&ons hnds=upponssolmll::1vm
cpnduclinga thdmln1u|§\6\nalllillic|n¢~fi&aIe|nna1livel. Sla8s&lls1zppans.a po1icyofm¢oun»d11lg
Suilthtwwstto o'wni1nI&ish\i|d|u1nenlI&|larHtaunlhanriln1gEPiso¢um|stuct,apaMe4mdofv\m

§ii rImlJ|1M\¢,*I¥MHGt¢0N@iiDgihilSMWIWBQQN mU&iq4¢Ci!8}M$ 8 p l N8 M¢ i N
ea i a i ncase¢,m aycho0e4s to  no townotecushuut i h i = i | l huchum csu¢|ndm 1um di Mtm eh
deci1imsmaybeinMbestM¢l l !Bis0t lAr i3unl l8nt4pi \ym ls ' l0ungte1I lxin1=wwls. smantmd
Sofnthrvvaestaiaociizscussedh»awi1ngfiurtherdMuusSions'mtlniuwlnuenglnc&n»gSau&twest'splaludng
andact i tom4eetiscw|el|tiddiulUwu1oi1m&iB&usM1¢n1se6¢.

Qunelsusians

Si:a8'be\i¢eves&¢Snntwes¢'se&ltsinMa1lssdescxibed'mthiueponlrecomsisment
withthewquim1nlanMofD~edl innNo. 68487&ISduthwdt19*IQn¥withSM IEoniWit l i l8q4
m1».;=amn¢»¢¢n.¢tam»1m»»anaemuuaimusa anunan. Soucne amsofintemeninthis
114941,il1¢luai1=15gsprne\n~unmtmdirnedunitesandEIPlsolameunlissueraemwuqefm
@ i M w M é & ancwm ww&lnd@inS1nud&1rwest'sArI:aum1aI\servioetenitu@;5r
an-nuq thanagion,audthlwa&1ceSra16aIu¢idpstu».cu4ntitmod, an-gcingdiwulliamswi&nSo1nlilI\uest





IN THE MATTER OF'

SOUTHWEST GAS CORPORATION

Docket No. G-01551A-07-0504

PREPARED REJQINDER TESTIMONY

OF

FRANK J. MAGLIETTI, JR.

ON BEHALF OF

SOUTHWEST GAS CORPORATION

June 9 2008



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

Table of Contents
of

Prepared Rejoinder Testimony
of

FRANK J. MAGLIETTI, JR.

Description Page No.

INTRODUCTION I l I •

PGA BANDWIDTH I a I I



Southwest Gas Corporation
Docket No. G-01551A-07-05041

2

3 BEFORE THE ARIZONA CORPORATION COMMISSION

4
Prepared Rejoinder Testimony

of
Frank J. Maglietti, Jr.

Q. 1

A. 1 My business address

5

6

7 INTRODUCTION

8

9

10

11

12

13

Q. 2

Please state your name and business address.

My name is Frank J. Maglietti, Jr.

is 5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same Frank J. Maglietti, Jr. who previously

submitted prepared direct and rebuttal testimony in this

Docket on behalf of Southwest Gas Corporation (Southwest

14 or Company)?

15 A. 2

Q. 3

A. 3

Yes, I am.

What is the purpose of your prepared rejoinder testimony?

rejoinder responds surrebuttalt o theMy testimony

testimony presented by Arizona Corporation Commission

(Staff) witness Mr.Staff Robert G.Operations

related

Gray

purchase adjustor (PGA)

bandwidth in which he continues to recommend that the PGA

t o Southwest's gas

16

17

18

19

20

21

22

23

bandwidth be increased from $0.13 per therm to $0.15 per

therm, bytherm instead o f $0.24 per a s proposed

Southwest

PGA BANDWIDTH

Q 4 Mr Gray testimony

increasing the PGA bandwidth "must be balanced with the

states i n his surrebuttal that

25

26

Form No. 155.0 (03/2001)Word



1

2 and therefore,

3

Commission' s interest in having oversight and involvement

in situations where natural gas costs,

natural gas rates, are increasing significantly." Do you

4

5 A. 4

agree?

Yes .

6

However, Southwest does not believe that increasing

the PGA bandwidth from $0.13 per therm. to $0.15 per

7

8

9

therm, as proposed by Staff, or to $0.24 per therm, as

proposed by Southwest, changes the Commission's oversight

authority or involvement in natural gas cost and rates.

The10

11

12

increased bandwidth proposed by the Company

will provide the same level of price flexibility and

Commission oversight that was originally provided by the

Commission when it approved. the implementation of the

monthly gas cost adjustment mechanism in 1997

Southwest currently provides the Commission with

monthly gas purchase information as part of its monthly

filing to adjust rates, and also provides the Commission

with an annual report that details its annual purchases

theI n addition, o f Southwest's costprudence gas

purchases is reviewed by the Commission in each general

These reporting requirements will continue to

be in place, regardless of which bandwidth is approved by

the Commission

rate case

24 Q 5 Although

bandwidth requires the balancing of competing interests

M r Gray states that establishment o f the

between the and Commission he has not

specifically

Company

addressed the interests o f Southwest's

Form No. 155.0 (03/2001) Word



customers. Why do you believe that Southwest's customer's

interests are better served by the Company's proposed PGA

bandwidth?

1

2

3

4 A. 5 Southwest's proposal to increase the bandwidth to $0.24

per therm is intended to smooth out the peaks and valleys

of Account, pricethe PGA Bank reduce

5

6

7

8

9

10

11

12

13

Balancing

volatility for customers, and give

accurate price signal, all of which benefit customers.

As I demonstrated in Rebuttal Exhibit No.

customers a more

14

(FJM-l),

if the $0.24 per therm bandwidth had been in place

beginning in December 2005, Southwest would have been

able to remove the $0.11 PGA surcharge in October 2007,

before the 2007/2008 winter heating season. Instead, the

surcharge remained in place throughout the winter and was

not eliminated until May 30, 2008.

prevailing prices

established closer to actual cost will provide customers

a more accurate price signal, which will lead to customer

i s economic theory that

decisions that result in more efficient use of resources

This should in turn have a positive effect o n

conservation

For each of the reasons I believe

25 Q 6

foregoing

Southwest' s proposed PGA bandwidth better serves the

interests of customers, the Commission and the Company

Gray dispute or comment on Rebuttal ExhibitDid Mr.

No

27 A 6

(FJM-1) in his surrebuttal testimony

No. he did not

15

16

Form No. 155.0 (03/2001) Word



1 Q. 7 Does this conclude your prepared rejoinder testimony?

2 A. 7 Yes, it does.

3

4

5
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Southwest Gas Corporation
Docket No. G-01551A-07-05041

2

3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

James L. Cattanach

Q. 1

5

6

7 INTRODUCTION

8

9 A. 1 My business address is

Q. 2

Please state your name and business address.

My name is James L. Cattanach.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same James L. Cattanach who sponsored direct

Southwestand rebuttal o n behalf of Gas

10

11

12

13

14

Corporation

testimony

(Southwest the Company) in this

15 A. 2

Q. 3

A. 3

proceeding?

Yes, I am.

What is the purpose of your prepared rejoinder testimony?

The purpose of my rejoinder testimony is to reply to the

surrebuttal testimony presented by Arizona Corporation

Commission Utilities Division Staff (Staff) witness Mr

regarding

declining residential consumption per customer

Frank Radigan his statements related t o

RESIDENTIAL CONSUMPTION PER CUSTOMER

Q. 4 you

testimony

Did prepare exhibits t o support your rejoinder

25 A. 4 Yes prepared

Exhibit No

I a n exhibit identified a s Rejoinder

(JLC-1)

27 Q. 5 Please summarize your rejoinder testimony

16

17

22

23

Form No. 155.0 (03/2001) Word



1 A. 5

2

3

4

5

I will reply to the statement made by Staff witness Mr.

Radigan that "You cannot just conclude that because you

see declining customer usage from one year to the next

that it will continue to decline." (Radigan, Sur rebuttal

10, May 27, 2008). I will

6

7

8

Testimony, Page 6, Lines 8 ..

also respond to Mr. Radigan's statement, "In my opinion,

Mr. Cattanach' s testimony does not provide any of the

forinformation necessary the Commission t o make a n

9 informed decision o n this matter. Mr. Cattanach' s

10 exhibits customer for selected

11

12

13

14

show average use per

historic years. It does not show that declining usage

will continue, it does not show what the projected end

level customer usage will be, and it does not demonstrate

that energy conservation efforts are the cause for this

usage I i n f act exists

Lines 7

(Radigan

12, May 27

declining

Surrebuttal Testimony, Page 7,

I will provide analyses and historical data that2008)

suggests

residential consumption per customer will continue to

decline in the foreseeable future

there significant likelihood that

21 Q. 6 Could you briefly comment on Mr. Radigan' s statement that

You cannot just conclude that because you see declining

customer usage from one year to the next that it will

continue to decline"?

25 A. 6 Yes Although we do not know with 100 percent certainty

that residential consumption per customer will continue

to decline in the future, the long-term historical data

Form No. 155.0 (03/2001) Word



1 trend provides insight into the likely trajectory of

I believe that a2 future consumption over the near term.

3 reasonable person would conclude after

4

5

reviewing the

historical consumption information provided in both. my

direct and rebuttal testimonies (Direct Testimony Exhibit

6 No. (JLC-1)), a

residential7

(JLC-1), Rebuttal Testimony Exhibit No.

significant existslikelihood that

8 consumption per customer will continue to decline for the

foreseeable future.9 In the absence of being clairvoyant

10

11

12

13

or having perfect vision of the future, economists must

utilize history as a guide to help assess future trends

in consumption per customer.

The historical data presented in this proceeding

an expectation declines inindicates that o f future

residential consumption is not unreasonable At page 8

of my prepared direct testimony in the Company's 2004

rate case, I testified as follows

Q. 13 Do you have any expectations
regarding when this dramatic
decline in residential consumption
per customer will possibly
slowdown or stop in the Arizona
rate jurisdiction?

A. 13 Unfortunately no However
reasonable conjecture would
conclude a. significant likelihood
exists that the downward trend in
residential consumption
customer will continue for
foreseeable future

per
the

Form No. 155.0 (03/2001)Word



1 Indeed, consumption did decline from 347 terms in the

2004 rate case to 332 terms in the current rate case.2

3 In my direct testimony in the current case, I

4

5 decline .

stated an expectation that consumption would continue to

As outlined i n rebuttal testimony,

6

7

8 (April 2007) and March 2008

9

my

residential consumption per customer has declined from

332 terms to 319 terms between the end of the test year

My expectation is that

based on the ongoing declines in residential consumption

10 per customer, consumption will continue to trend downward

for the foreseeable future.11

12 Q. 7

13

Have you performed any empirical analyses that provide

insight into the future trend in residential consumption

14 per customer?

Yes .15 A. 7

16

Based on the 12-month moving totals of weather

normalized residential consumption data used to construct

17 (Exhibit

18 No.

19

the graph presented in my rebuttal testimony

(JLC-1) , I estimated a statistical equation through

data in residentialthe set t o the trend

20

21

quantify

consumption per customer between January 1995 and March

The graph of the data, the estimated statistical2008

22 regression equation, and the regression statistics are

23 presented i n Exhibit TheRejoinder

statistics indicate

No._(JLC-1).

statistically

negative trend in the(T-Statistic=-64.49)

regression

significant

residential consumption per customer data over the

estimation period The regression results suggest a

Form No. 155.0 (03/2001) Word



1 strong statistical fit (Rsquare=.9636) to the data. On

2 residential per customer has

3

average,

declined

consumption

t e r m s7 over the

4

approximately

estimated period.

normalized

per year

Since the consumption data is weather

5

6

(the impact of weather variations has been

removed from the data) , the estimated downward trend of

7

8

7 terms per year is a reasonable approximation of the

of conservation-related f actorsimpact on residential

9 consumption per customer I Even though the statistical

10 trend equation has underestimated the recent acceleration

11

12

13

in consumption declines, it is a plausible expectation

that residential consumption per customer will continue

to decline by approximately 7 t e r m s per year in the

foreseeable future.14

15 I d o not think the recent acceleration i n the

16 Therefore,

17

18

19

20

declines is sustainable over a longer period.

I would expect to observe residential consumption per

customer falling below 310 terms within the next couple

of years. Although I would not want to use the estimated

statistical equation to forecast declines in residential

21 consumption per customer over a ten to fifteen year

forecast horizon reasonablethe equation l S

statistical tool to assess the trend i n residential

25 Q. 8

consumption per customer over the foreseeable future

Have you performed any other quantitative studies that

will provide insight into the direction of future changes

in residential consumption per customer?

Form No. 155.0 (03/2001) Word



1 A. 8 Yes. Examining calendar weather normalized

2

year

customer data for a longer

3 I

4

5

residential consumption per

period (1985 through 2007) I compared consumption in a

given year to the change (positive/negative) one and two

ahead. Based on this information, I constructed

6

7

years

high level discrete probability distributions using the

frequency approach to

the

o r long-run relative

8 assessment. Based o n constructed

9

empirical

probability

discrete there i s

10

probability

approximately a n 82 percent

distributions,

thatchance residential

11

12

13

14

consumption per customer will decline over the next year

and an 86 percent chance of a decline two years ahead.

In my opinion, these probabilities suggest a significant

likelihood that residential consumption per customer will

continue to decline in the foreseeable future.15

16 Q. 9 Is it reasonable to assume that declines in residential

17

18

19 A. 9 However, when that

20

consumption per customer will decelerate and find an

equilibrium or base consumption level in the future?

Yes, this is a reasonable assumption.

deceleration or equilibrium will occur and at what level

of consumption cannot be predicted with any certainty

but given the most recent data available to me, I do not

believe this will occur in the foreseeable future A s a

researcher, I can continue to monitor the trends and

patterns in residential consumption data that

provide evidence of a deceleration to a base consumption

or equilibrium level In the meantime the null

Form No. 155.0(03/2001)Word



1

2

hypothesis (nothing is different from the status quo) is

that residential consumption per customer will continue

3 t o decline . When I see evidence through

4 statistical and other

graphing

supporting

5

6

7

8

g

techniques, analysis

information ( e . g . , publ ic  po l icy ) that the declines have

ceased, I w i l l re sect the null hypothesis and change my

opinion regarding further declines. Up to this point, I

have observed no evidence that res identia l consumption

In f act,

state and loca l10

11

12

per customer has reached a bottom or plateau.

continued public policy at the federal,

levels that promotes energy conservation reinforces the

reasonable assumption that residential consumption per

13 customer continue t o decline . These

14

15

16

17 Q. 10

policies

include building codes, appliance standards, and utility

DSM programs to reduce residential energy consumption and

greenhouse gas emissions.

Do you agree with Mr. Radigan's assertion that Southwest

has not provided any of the information necessary for the

Commission to make an informed decision related to the

20

21 A. 10 I have

22

23

matter of declining residential consumption per customer?

I strongly disagree with Mr. Radigan's assertion.

provided. more than ample evidence in both direct and

thatrebuttal testimony Southwest has continued t o

experience declines in weather normalized consumption per

customer

explicit

residential consumption per customer will stop declining

estimate

Although I did not, and cannot, provide an

futureof the date i n the that

18

19

Form No. 155.0 (03/2001) Word



1 or at what level, I believe a reasonable person, even

2 with no formal training in statistics or economics, would

conclude after a careful review of the historical data3

4 case, that fur thee

5

and information provided in this

declines are very likely.

6 Mr. Radigan also seems to be attempting to confuse

7

8

the issue by questioning whether declines are actually

Withdue t o conservation. due respect

It does not

t o Mr.

9 Radigan, this

matter10

is unreasonable speculation.

are examining the significant downward

11

12

13

14

15

16 primary have been continuing

In f act,17

if you

trends over the last thirty years in macro level data

such as energy consumption per dollar of economic output

in the United States, residential natural gas consumption

per customer in the United States at the aggregate level,

or natural gas consumption per customer in Arizona, the

contributing factors

conservation related to improved efficiencies.

the American Gas Association in at least two studies18

19 identified increasing efficiencies o f natural

20

21 consumption The declines in

22

23

24

25

gas

appliances as the primary cause of declining residential

per customer since 1980.1

weather normalized residential consumption per customer,

which is an excellent proxy for the conservation-related

declines in consumption, have occurred since the early

1980s in spite of the two longest peacetime economic

26

27 1 The American Gas Association studies were provided to the parties in response to Staffdatarequest 6-47

Form No. 155.0(03/2001)Word



1 expansions in the United States since the end of World

2

3 Mr.

4 n o studies analysis

customer

t o that

5

War II and the upward trend in square footage of single-

family homes in the United States. Radigan has

presented suggest

will stop or evenresidential consumption per

6 slow down.

7 Q. 11

8

Could you please summarize your conclusions based on the

information presented?

9 A. 11 Yes.

10

Southwest has experienced statistically significant

declines in weather normalized residential consumption

11 per customer over the last twenty plus years,

Based on

caused

12

13

14

15

16

17 t o the contrary.

18

19

primarily by factors related to conservation.

the statistical analyses and information presented, there

is a significant likelihood that residential consumption

per customer will continue to decline for the foreseeable

future, and there is no evidence presented in this docket

The Company has provided sufficient

data and analysis for the Commission to assess both the

andhistorical trends i n residential

20

21 Q. 12

consumption per customer.

Does this conclude your prepared rejoinder testimony?

22 A. 12 Yes, it does.

23
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

RALPH E. MILLER

1

2

3

4

5

6

7

8 Q. 1 Please state your name and business address.

9  A . 1 My name is Ralph E. Miller. My business address is at 5502 Western

Avenue, Chew Chase, Maryland 20815.

Q. 2 Have you presented other testimony in this proceeding?

A. 2 Yes. My direct testimony was part of Southwest Gas Corporation's

(Southwest or the Company) fi l ing on August 31, 2007. My rebuttal

testimony was filed May 9, 2008.

Q. 3 What is the purpose of this rejoinder testimony?

A. 3 I am responding to the May 27, 2008 surrebuttal testimony of Arizona

Corporation Commission Utilities Division Staff (Staff) witness Frank w.

Radigan, and to the May 30, 2008 revised surrebuttal  testimony of

INTRODUCTION

10

11

12

13

14

15

16

17

18

19 Residential Utility Consumer Office (RUCO) witness Marylee Diaz Cortez.

22 Q .  4

2 3  A . 4

24

27

Both of these witnesses address Southwest's revenue decoupling proposals

which I supported in my direct and rebuttal testimony

Can you provide an overview of this rejoinder testimony

In my rebuttal testimony, I presented a detailed point-by-point response to the

arguments presented by Mr. Radigan and Mr. Rodney Moore (whose direct

testimony was adopted by Ms. Diaz Cortez). In their surrebuttal, Mr. Radigan

and Ms. Diaz Cortez have in many places repeated the material in their direct

testimony, rather than responding to the substance of my analysis of that



direct testimony. Rather than repeat my point-by-point response, I have

organized this rejoinder testimony to address the principal themes in

Southwest's revenue decoupling proposals and the principal arguments that

Mr. Radigan and Ms. Diaz Cortez have presented against those proposals.

These principal themes and issues are the WNAP, the RDAP, risk, the

Commission's rejection of Southwest's decoupling proposal in Southwest's

last rate case, and the stakeholder collaborative.

1

2

3

4

5

6

7

8

9 Q. 5

10

11 A. 5

12

13

14

15

16

17

18

19

20

21

22

23

WNAP

What is your response to the Staff and RUCO surrebuttal testimony on the

WNAP?

Southwest's proposed WNAP is a win-win arrangement. Everyone agrees

that the WNAP reduces the weather-related risk for Southwest, and that

variations in the weather are the most important factor causing Southwest's

income to fluctuate in the absence of a WNAP. Mr. Radigan and Ms. Diaz

Cortez continue to claim that the WNAP would shift this weather risk from

Southwest to its customers (Radigan SR 10:12, Diaz Cortez SR 9:2-3), but

they continue to provide no support for this claim. Instead of responding to

my demonstration in my direct and rebuttal testimony that the WNAP reduces

the weather-related risk for Southwest's customers (direct Q&A 25, 11:6-

12:1, rebuttal Q8=A 38-39, pages 29-31), they merely repeat their

unsubstantiated and indefensible allegations.

The most significant development on the WNAP issue in RUCO's

surrebuttal testimony is RUCO's apparent abandonment of the claim in Ms

Diaz Cortez' direct testimony that weather is the "real cause for SWG's

under-recoveries" (9:15-23), after I showed in my rebuttal testimony that this

claim was unfounded. Ms. Diaz Cortez' rebuttal testimony no longer makes

the claim that the WNAP would result in rate increases for Southwest's



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 Q. 6

22 A. 6

23

customers. Instead, she makes the illogical and strange claim that the

WNAP should be rejected because it would have benefited customers if it

had been in effect for the past ten years (SR 9:15-10:10). Southwest's

10-year weather normalization in its base rate cases has benefited

Southwest because there has been a slight but discernible cooling trend in

the winter weather in the Tucson area during the past ten years (see my

rebuttal Chart REM-3, Phoenix [Chart REM-4] has been essentially flat). The

WNAP would, therefore, have yielded net reductions in customer bills over

the period as a whole, offsetting the effect of this slight cooling trend on

customer bills.

Most importantly, Ms. Diaz Cortez's use of this 10-year average

misses the entire point of the WNAP, which is to avoid year-to-year

fluctuations in the total delivery charge amounts that customers pay to

Southwest. The past ten years have included some years that were much

colder than normal and some that were much warmer than normal. Absent

the WNAP, customers paid much more in cold years, but they did not like it,

and Southwest received less in warm years. The WNAP would have

removed these year-to-year variations in the amounts paid by customers and

received by Southwest, even though the actual effects of weather averaged

out close to zero (but slightly in Southwest's favor) during the past ten years.

Can you provide additional insight into the weather risk issue?

The following parable may be helpful. imagine that in 2009, the Arizona

legislature decided to involve everyone in a state lottery. Imagine that the

legislature directed that a lottery be conducted each month, one of 21 ping

pong balls from a bowl (with replacement so that there would be 21 balls in

each month's drawing). Imagine further that the 21 balls were labeled with

numbers from -10 to +10, including zero. Now suppose that the legislature



required the Water Utility to adjust its bills to all customers in each month by

a percentage determined by that month's lottery drawing. If the drawing was

a negative number, customers would receive a discount in the range from 1 %

to 10%, depending on the number drawn, and if the drawing was positive,

there would be a surcharge.

The Water Utility did not like the lottery, because it did not like to see

its revenues subject to random influences. Customers initially were

indifferent, but they began to notice that their monthly water bills were varying

unpredictably, and they too began to complain. Eventually the Public Utilities

Commission (PUC) decided to act to undo the effects of the legislative lottery.

It required the Water Utility to make a downward adjustment to its bills in

each month that the lottery drawing was a positive number, so that the PUC's

downward adjustment exactly offset the upward adjustment resulting from the

lottery. The PUC also authorized the Water Utility to make an offsetting

upward adjustment to its bills in months when the lottery drawing was a

negative number. The end result was that the monthly water bills returned to

where they were absent the lottery, and everyone - customers and the

Water Utility - was happy-

How does this parable relate to the issue of weather risk?

Certainly none of us expects the Arizona legislature to institute this type of

lottery. But Mother Nature has already instituted just such a lottery, and it

affects the gas bills of Southwest and all the other gas utilities whose

residential and small commercial customers use gas primarily for space

heating. Mother Nature conducts this lottery by arranging variations in
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19 Q. 7

2 0  A . 7

21

22
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weather, some months are colder than is normal for that season, and others

are warmer than is normal for that season. We cannot do anything about the

fact that customers use more gas when the weather is colder, and less when



it is warmer. But Southwest's proposed WNAP would modify customers' bills

each month to offset the effect of Mother Nature's lottery on customers'

non-gas charges. Unfortunately, we have not yet found a way to offset the

variations in purchased gas charges that customers must pay when their use

of gas increases or decreases in response to Mother Nature's lottery, but

elimination of the variations in non-gas charges certainly represents

progress.

RDAP

What is your response to the Staff and RUCO surrebuttal testimony on the

RDAP?

The principal argument directed specifically against the RDAP is that it is a

biased form of single-issue ratemaking because it addresses only usage per

1

2

3

4

5

6

7

8

9 Q. 8

10

11 A. 8

12

13

14

15

16

17

customer. Mr. Radigan claims that it ignores increases in usage that result

from customer growth (SR 5:13-6:3), whereas Ms. Diaz Cortez focuses on

factors that may enable Southwest to reduce its total costs (SR 2:22-3:4).

I would agree that this issue of ratemaking bias merits careful

consideration, because I would agree that the RDAP can reasonably be

expected to result primarily in higher revenues for Southwest through rate

surcharges rather than rate credits. (The RDAP differs from the WNAP in

this respect. I would contend that the WNAP can be expected to be revenue

neutral when averaged over a period of years, and I have explained that it

would have yielded a slight net rate reduction over the past ten years.) I

would also note, however, that Mr. Radigan tries to have it both ways on the

RDAP. On the one hand, he claims that i t yields an upward bias in

Southwest's rates. and on the other hand, he insists that Southwest has

failed to demonstrate that usage per customer is really declining. If usage

per customer is not declining, then the RDAP cannot be biased in favor of
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Southwest.

My first response to the question of bias in the RDAP is that the

RDAP is cost-based. Southwest's non-gas costs do not decrease when

usage per customer decreases. If revenue decreases when usage per

customer decreases as it does in any rate design with a non-gas

commodity charge - then that rate design is a departure from cost-based

rates. Straight-Fixed-Variable (SFV) rates would eliminate this departure

from cost-based rates, and one cannot claim that they are a biased form of

single-issue rate raking, because they do not involve any change in rates

beyond the end of the test year. I support rates with commodity charges on

the grounds of fairness and equity among customers within a single customer

class. Combining the RDAP with conventional rates (including commodity

charges) preserves the fairness and equity of conventional rates and also

achieves the cost-based revenue stability of the SFV rate design.

My second response is that regulatory lag is most likely to be

disadvantageous to Southwest, even if the effect of declining usage per

customer is removed by the RDAP. I explained in my direct testimony (Q8=A

23, page 10) that customer growth does not solve the problem of decreasing

usage per customer, and l pointed out in my rebuttal testimony that Mr.

Radigan himself sees Southwest's cost recovery deteriorating for reasons

other than declining usage per customer. The bottom line is that regulatory

lag is biased against Southwest under present economic and natural gas

industry conditions. The RDAP would remove some of this bias, but even

with the RDAP in place, the end result would be a net remaining bias against

Southwest

My third response on the question of bias is that Southwest has

informed me that it is willing to eliminate any possibility of favorable bias in



the rates resulting from the RDAP. If the Commission adopts the RDAP and

WNAP on a pilot basis, as proposed by Southwest, or the Commission

approves the RDAP with weather protection, Southwest would agree that in

any year when usage per customer declines, the RDAP surcharge would be

capped at the revenue amount needed to yield Southwest's allowed rate of

return.

RISK
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Are risk considerations an

decoupling?

Definitely not. Mr. Radigan and Ms. Diaz Cortez both emphasize risk, but

both focus on the risk to Southwest, not the risk to customers. (Radigan SR

4:3-14, 5:9, Diaz Cortez SR 7:13-18, 8:17-9:6.) That is a major shortcoming

of their testimony, because the proper concern of customers (and their

representatives) is the way customers are affected. The risks facing

Southwest are relevant only for their effect on customers, but neither Mr.

Radigan nor Ms. Diaz Cortez carries his or her analysis far enough to discern

any effect on customers. All we have are the unsupported (and incorrect, as

I have shown) claims that any reduction in risk to Southwest automatically

shifts that risk to customers. (Diaz Cortez SR 9:2-4, Radigan SR 10:12,

echoing his April 11 direct 7:15-16.) If Mr. Radigan and Ms. Diaz Cortez had

examined the effect on customers, they would have found that customers

benefit from the risk reductions that revenue decoupling would afford to

Southwest, as I showed at pages 14-15 of my rebuttal testimony.

From a regulatory and a customer perspective, it is appropriate and

even desirable that a utility be at risk for its own costs. The imposition of cost

risk on a utility is desirable because it provides a direct and strong financial

incentive for the utility to control and even reduce its costs

appropriate argument against revenue



Revenue risk is a different story. The imposition of revenue risk on a

utility provides no benefit to customers or to regulators, except perhaps that

of schadenfreude (a German word meaning: delight in another person's

misfortune). Worse, the imposition of revenue risk may harm customers by

causing an increase in the utility's cost of capital, which the customers must

ultimately pay. The imposition of revenue risk also provides an incentive for

the utility to increase its revenues (just as cost risk provides an incentive to

reduce costs), and the incentive to increase revenues is _n91 desirable.

Revenue decoupling would reduce Southwest's revenue risk, but it
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would have no effect on Southwest cost risk, and Southwest would continue

to bear the entire risk of changes in its actual costs. The most that

decoupling can possibly "guarantee" is recovery (in future years) of the test

year revenue per customer amount allowed in the present rate case. It

cannot possibly "guarantee the Company revenue requirement recovery",

which is what Ms. Diaz Cortez falsely claims (SR 7:17-18).

The risk reductions that revenue decoupling would achieve for

Southwest have no adverse effect on customers, and some aspects of those

risk reductions are beneficial to customers. Southwest witness Hanley

explains in his testimony that most of the companies in his proxy group

already benefit from weather normalization adjustments, and that denial of

the WNAP to Southwest would, if anything, require an increase in Southwest

allowed rate of return

23

2 4  Q . 10 Mr. Radigan notes that the Commission rejected Southwest's revenue

25 decoupling proposal (the Conservation Margin Tracker, or CMT) in its

26 February 2006 order in Southwest's last rate case, and he asserts that it

27 should do so again because Southwest has not presented anything new or

THE COMMISSION DECISION IN SOUTHWESTS'S LAST RATE CASE
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addressed the Commission's concerns. (SR 5:1-5, 7:14-8:20, 9:11-22.) Do

you have a response?

Yes. Immediately after stating its rejection of the CMT, the Commission

noted Southwest's suggestion that it (Southwest) would be open to other

decoupling mechanisms, apparently inviting alternative proposals. (Decision

No. 68487 [D-68487], pages 33-34.) And that is exactly what Southwest has

done. The RDAP, WNAP, and the Volumetric Rate Design are three

alternative ways of achieving some of the benefits of revenue decoupling.

Southwest is proposing that all three be adopted, but the Commission can

adopt any one or two of them without the other(s). Even without going into

details about the CMT proposal in Southwest's last rate case, it is clear that

this menu of choices is not just the CMT that the Commission rejected.

Two of  these three proposals respond specifically to the

Commission's concern that the CMT would have required "residential

customers to pay for gas that they have not used in prior years" (D-68487,

60:6-7), a concern echoed here by Mr. Radigan and Ms. Diaz Cortez.

(Radigan SR 9:11-22 and Diaz Cortez SR 6:14-20, 8:9-15.) The Volumetric

Rate Design does not involve anything that can be identified as a payment for

gas not used. The WNAP does involve an adjustment that Mr. Radigan and

Ms. Diaz Cortez characterize (I think unfairly, as I have explained) as

payment for the delivery of gas not used in warmer than normal winters, but it

balances this effect by providing free delivery of the additional volumes of gas

that customers do use in colder than normal winters

These same two proposals (the Volumetric Rate Design and the

WNAP) are also responsive to the Commission's hesitancy to address

Southwest's concerns about declining usage per customer in the absence of

more extensive evidence about the causes and likely persistence of such a
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decline (D-68487, 60:3-5). These proposals address this concern because

neither involves any adjustment related to declines in usage per customer.

Only the RDAP responds to declines in usage per customer. l would add that

it is specious to argue against the RDAP on the grounds that Southwest has

failed to demonstrate conclusively that usage per customer will continue to

decline as rapidly as in the past (Radigan SR 6:5-25), because the RDAP will

respond only to the future declines in usage per customer that actually occur.

If usage per customer does not decline any further, then there will be no

RDAP surcharge, and adoption of the RDAP wi l l  have no effect on

customers

Finally, I would note that there is nothing wrong with taking a fresh

look at important policy issues such as revenue decoupling, even if a

particular aspect of that issue has recently been addressed and decided

because the world changes. In 1976 and again in 1977, l testified as the

Minnesota PSC Staff witness on rate of return in base rate cases of

Minnesota Power & Light Company (MP&L). One of the issues was whether

the Commission should permit MP&L to recover in its rates, a return on its

investment in a coal-fired generating station then under construction, rather

than provide allowance for funds used during construction (AFUDC) on that

construction work in progress (CWIP). I opposed MP8¢L's request for a

current return, and the Commission declined to allow it. But a year later

MP&L made the same request a third time. I was again the Staff rate of

return witness, and I again opposed the request, but in the 1978 case the

Commission decided that the time had come to allow MP&L a current return

on its coal-plant CWlP. I would urge this Commission to reevaluate the

revenue decoupling issue here, just as the Minnesota PSC reevaluated the

AFUDC issue in 1978



1 Q. 11

2

3 A. 11

4

5

6

7

8

9

10

11

12

13

14 Q. 12

15 A. 12

16

17

18

19

20

21

22

23

24

25

Do you have any further comment about the stakeholder collaborative on

revenue decoupling?

Yes. Staff and RUCO are, at present opposed to any form of revenue

decoupling, and their opposition made it impossible for the stakeholder

collaborative to reach any constructive solution to the problem of revenue risk

and conservation incentives. Staff and RUCO are, of course, entitled to

oppose all forms of revenue decoupling if they so choose, and to present

their views to the Commission - which they have done extensively in this

proceeding. But they cannot fairly claim that the inability of the stakeholder

collaborative to resolve these problems is yet another reason for the

Commission to reject all of Southwest's revenue decoupling proposals, when

their own opposition to all of those proposals is the reason for the lack of

forward progress in the stakeholder collaborative.

Does this conclude your prepared rejoinder testimony?

Yes, it does.
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2

3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

Prepared Rejoinder Testimony
of

A. BROOKS CONGDON5

6

7

INTRODUCTION

Q. 1

A. 1 My business address is

Q. 2

8

9

10

11

Please state your name and business address.

My name is A. Brooks Corydon.

5241 Spring Mountain Road, Las Vegas, Nevada 89150.

Are you the same A. Brooks Corydon who sponsored prepared

direct this Docketand rebuttal in for

12

testimony

Southwest Gas Corporation (Southwest or the Company)?

13 A. 2

14 Q. 3

15 A. 3

the

Yes, I am.

What is the purpose of your rejoinder testimony?

The purpose of my rejoinder testimony is to respond to

sur rebuttal testimony presented by the following

Marylee Diaz Cortez, witness for thewitnesses: Ms.

Residential Utility

Frank W. Radigan and Phillip S.

Consumer (RUCO)

Teumim, witnesses for the

Office Messrs

Arizona Corporation Commission Utilities Division Staff

(Staff); and Mr. Jeffrey A. witness for the

regarding

their recommendations and comments concerning Southwest's

Schlegel,

Southwest Energy Efficiency Project (SWEEP)

tariff and rate design proposals and the appropriate DSM

funding level

26 Q. 4 Did you

testimony

prepare exhibits t o support your rejoinder

Form No. 155.0 (03/2001) Word



1

2

A. 4 Yes

Q. 53

4

5

6

A. 5

7

I prepared the exhibits identified as Rejoinder

Exhibit No.__(ABC-1) and Rejoinder Exhibit No. (ABC-2).

Please summarize your rejoinder testimony.

My rejoinder testimony will address the following issues:

1) Staff's proposed revenue allocation.

2) Staff's and SWEEP's proposed DSM funding level.

3) that Southwest'sRUCO's proposed

residential Volumetric Rate Design is not revenue

assertion

neutral for customers.

8

g

10

11

12

4) Staff's assertion that Southwest's tariff and rate

13 5)

design proposals are "virtually the same proposals"

as Southwest proposed in the last general rate case.

Staff's and RUCO's rejection of Southwest's RDAP,

WNAP, and Volumetric Rate Design proposals

15 STAFF'S PROPOSED REVENUE ALLOCATION

16 Q. 6 Mr. Radigan states in his surrebuttal testimony that

revenue allocation should be done before rate design and

Please comment

19 A. 6

allocation

the Company has it backwards.

Southwest has not performed rate design before revenue

The Company used the results of its Class

Cost of Service Study to allocate revenue responsibility

The methodology that Southwest

followed results in larger increases to those classes

t o customer classes

that are earning the lowest rates of return at present

rates and smaller increases to those classes that are

Noearning the highest rates of return at present rates

party in this proceeding, including Staff, contested

Form No. 155.0 (03/2001) Word



1 Southwest's Class Cost of Service Study.

2

3

By comparison, Mr. Radigan has proposed a revenue

allocation in which classescustomer receive a

4

5 increase.

6

7

8

9

revenue increase within one percent of the system average

For all practical purposes, Mr. Radigan's

revenue allocation gives no weight to the results of the

Class Cost of Service Study and is an equal percent

increase for all customer classes. It is Mr. Radigan,

not Southwest, who has revenue allocation and rate design

10 backwards .

11 STAFF' s AND SWEEP' s PROPOSED DSM FUNDING LEVEL

12 Q. 7 In rebuttal recommend that a

13

your testimony, you

Commission decision on the DSM funding level be removed

How did the parties respond to thisfrom this rate case

16 A. 7 Mr. Schlegel continues

Mr. Teumim

i n the current DSM million

DSM

24 Q. 8

25 A. 8

proposal?

No party supported this proposal

to propose that the Commission approve an increase in DSM

funding to "at least $12 million annually

who in his direct testimony did not propose any increase

funding level of $4.4

annually, proposed increased funding of $1 ndllion per

year for the years 2010 through 2012, bringing the

funding level to $7.4 million by 2012

What is Southwest's response to these proposals

When Southwest proposed new DSM programs and a total

funding level of $4.4 million in its last rate case, it

did so with an expectation that the Commission would

Form No. 155.0 (03/2001) Word



1

2

3

4

approve

Tracker

the Conservation Margin

financial

5

6

7

8

9

10

11

Company's proposed

(CMT) tariff, thereby removing the

disincentives for Southwest to aggressively encourage its

customers to conserve natural gas. That didn't happen.

In this proceeding, Southwest has proposed a variety of

new rate design and regulatory mechanisms that would

remove or mitigate the financial harm to the Company when

customers use less gas. Staff and RUCO are opposed to

Southwest's proposed rate design and tariff mechanisms.

Although Southwest is firmly committed to the goal of

maximizing conservation and energy efficiency for its

customers, Southwest is opposed to any increase in the

$4.4 DSMcurrent million level, without

14

funding

affirmative relief to the financial pressure Southwest

f aces due to declining average residential usage.

RUCO' s ASSERTION THAT SOUTHWEST' s PROPOSED RESIDENTIAL
VOLUMETRIC RATE DESIGN IS NOT REVENUE NEUTRAL FOR CUSTOMERS

Q. 9 RUCO witness Marylee Diaz Cortez asserts that customers

are not revenue neutral under Southwest's proposed

traditionalVolumetric Rate compared

Please comment.

with a

15

16

17

18

19

20

21

22 A. 9

Design

average cost rate design.

Very simply, Southwest's proposed residential Volumetric

Rate Design, as RUCO itself correctly points out, has the

effective for naturalsame rate therm

23

24

25

26

gas

rate design.

Consequently, it is impossible for the two rate designs

not to be revenue neutral. Ms. Cortez's Surrebuttal

consumed as

per

a traditional average cost

27

12

13

Form No. 155.0 (03/2001) Word



1

2

Exhibit A purportedly demonstrates how smaller users will

under Southwest's Volumetric Rate

3

4 However, Ms. Diaz Cortez's exhibit contains

5

pay more proposed

Design than they would under a traditional average cost

rate design.

a significant error.

6 Q. 10

7

8

g A. 10

Have you prepared an exhibit correctly displaying the

differences between Southwest's proposed Volumetric Rate

Design and a traditional average cost rate design?

(ABc-l) shows a comparison

residential

Yes. Re jointer Exhibit No.

10 o f non-gas cost and cost amounts

11 customers would b e

gas

billed under

12

13

Southwest's proposed

Volumetric Rate Design and under a traditional average

(ABC-1)cost rate Rejoinder Exhibit No.

14

design.

demonstrates that customers are, in f act, revenue neutral

15 under the two rate designs. RUCO is correct that there

16 costs from large

Diaz Cortez's17

is a shifting of recovery of non-gas

users to small users of gas. However, Ms .

18 exhibit t o show the i n the

19

20

21 Q. 11

22

23

offsetting

recovery of gas costs from small users to large users as

demonstrated in Rejoinder Exhibit No. (ABC-1).

Please explain how Southwest's proposed Volumetric Rate

Design more accurately recovers the cost of providing

service than a traditional rate design when the effective

rate per therm is the same in both rate designs

25 A. 11

26

27

Once customers are connected t o the system, Southwest's

non-gas cost of providing service is fixed, and does not

vary with changes in customer use In that regard, it

Form No. 155.0 (03/2001) Word



1

2

costs the Company the same amount to provide distribution

service to a residential customer who uses 40 terms as

3

4 uses

it does to provide distribution service to a customer who

terms. Re jointer (ABC-1)

demonstrates that Southwest's proposed Volumetric Rate

140 Exhibit No.

Design accurately

providing service to residential customers.

At the same time, Southwest's proposed Volumetric

Rate Design shifts the amount of gas cost recovered from

This shift in gas cost

more recovers the fixed cost o f

5

6

7

8

9

10

11

12

small users to large users.

recovery is consistent with cost-based pricing principles

cost follow the

13

14

because changes in the recovery of gas

movement in Southwest's cost of purchased gas associated

with higher and lower gas demands. When gas demand

increases, natural gas prices in the supply basins tend

to increase, and the proposed Volumetric Rate Design will

increase recovery of Southwest's gas cost as compared to

a traditional average cost rate design.

15

16

17

18

19

20

21

STAFF' S ASSERTION THAT SOUTHWEST' s
PROPOSALS ARE "VIRTUALLY THE SAME
PROPOSED IN THE LAST RATE CASE

TARIFF AND RATE DESIGN
PROPOSALS" AS SOUTHWEST

Q. 12 Staff witness Mr. Radigan asserts "In Southwest's last

rate case

Please

A. 12

the Commission rejected virtually the same

proposals, the Company is asking for here

explain how Southwest's current proposals in this rate

case differ substantially from the last case

Southwest's proposed WNAP and RDAP tariff mechanisms and

Form No. 155.0 (03/2001) Word



1 residential Volumetric Rate Design are

2

3

proposed

similar to Southwest's CMT and rate design proposals in

i t s l a s t  ra t e case  on ly  to  the  ex tent they are intended

to address the same issues of weather and non-weather4

5 volatility in revenue.

6 proceeding

Commission Decision No.

have been

Southwest's proposals in this

bet o t o

7

8

designed responsive

68487 and are very different from

Southwest's proposals in

9

its proposals in the last case.

its last rate case and in this case have been juxtaposed

10 in Rejoinder Exhibit (ABc-2>

Some of these differences are also set

No. t o the

11 differences.

12 forth below:

13 1) Accounting for weather-related revenue variations

14 with a real-time weather adjustment mechanism, and

with15 for non-weather variations a

16

accounting

deferred addressesseparate accounting provision

the concern that there could be large swings in

rates from year-to-year due to weather effects

Limiting the proposed increase to the residential

basic service charge to a much lower percentage

50increase than the and 100 percent increases

proposed by Southwest in the last case; an increase

which is only 10 percent greater than the increase

authorized in Southwest's last rate case

Eliminating Southwest's declining block rate design

to address concerns about sending appropriate price

signals

Form No. 155.0 (03/2001) Word



RUCO' s AND STAFF' s REJECTION OF SOUTHWEST's RDAP,
voLmmTRIc RATE DESIGN PROPOSALS

WNAP AND1

2

3

4

Q. 13 Given that Southwest has again demonstrated that customer

5

6

usage continues to decline and that the Company seeks to

reduce customerweather-related volatility in

7

8 A. 13

9

bills,

please provide your perspective on Staff's and RUCO's

rejection of all of Southwest's proposed remedies.

Staff's and RUCO's proposals are premised on the notion

thethere nothing quo,

therefore, there is no need to strive for improved rate

design and tariff mechanisms. However, the record is

i s wrong with status and

10

11

12 very clear that Southwest and its customers continue to

13

14

be exposed to weather-related volatility, and the Company

continues costt o significant erosion i n

15

experience

recovery due to declining use per customer.

rebuttal testimony, I commented on the f act that average

annual residential usage has declined by 13 terms in the

11 months since the close of the test year in this rate

Southwest witness

In m y

case In his Re jointer Testimony,

James Cattanach provides analyses and historical data

suggesting that there

residential usage per customer will continue to decline

in the foreseeable future

is a significant likelihood that

The status quo is not a n

25

26

27

Q. 14

acceptable solution for Southwest

What are the potential consequences if the Commission

does not accept Southwest's proposals and agrees with

Staff and RUCO to essentially maintain the status quo

Form No. 155.0 (03/2001) Word



1 A. 14 I n the short-run, customers will be denied immediate

2 relief from high winter bills due to colder than normal

3 weather that would otherwise be provided under

4

5 longer

6 reduced

7

Southwest's proposed WNAP. In the long-run, customers

w i l l be denied potent ia l benef i ts including: 1)

periods of time between general rate cases, 2)

average capi ta l costs and 3) g r e a t e r  f l e x i b i l i t y in rate

8 design .

9 Q. 15 Please comment on Mr. Radigan's  surrebuttal testimony at

wherein he discusses that while10 lines 15-26,

11

12

page 5,

continued declines in use per customer from the test year

level used to design rates will result in additional

13 f inancial o n Southwest, the has

14

15

pressure Company

presented only one p iece o f  the puzz le because i t  w i l l

a lso  be al lowed to retain any revenues assoc iated with

16 new customer growth.

17 A. 15 Mr.

18

Radigan's inference that growth in margin derived

from new customers wil l  compensate for the loss in margin

i s adue t o declining customer usage f fallacy

Radigan i s correct when h e observes that declining use

per customer from the test year level used t o design

add it ionalrates w i l l financial o n

fallacy Radigan's

discussion is that he f ails to mention that new customers

Southwest

place

However the in M r

are not gifted to the Company at zero cost

the margin derived from customer growth is necessary to

pay for the capital investment and additional operating

As a resul t
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1

2

3

4

expenses serving

customers, and does not compensate Southwest for losses

related to reduced customer usage.

associated with those S are new

Q. 165

6

7

A. 16

Thus, it is actually

Mr. Radigan who presents only one piece of the puzzle.

Do you have any further comments?

I completely agree with Mr. Schlegel's comment at

page 3, lines 128 and 129 of his surrebuttal testimony,

where he states experience of

Yes

implementation

"SWEEP suggests that the

will do more t o resolve the

8

9

10

11

12

pilot

differences among parties than continued debate in

or subsequent rate cases."

Does this conclude your rejoinder testimony?

this

13

Q. 17

A. 17 Yes, it does.

14

15

16

17

18

19

20

21

22

23



Rejoinder Exhibit N0._(ABC-1)

Sheet 1 of 1

SOUTHWEST GAS CORPORATION
COMPARISON OF THE RESIDENTIAL BILL IMPACTS OF

AN AVERAGE RATE DESIGN AND SOUTHWEST'S PROPOSED RATE DESIGN
FOR WINTER SEASON BILLS

Description
Average (Normal)

Rate Design

Southwest
Proposed

Rate Design

Difference
Proposed less

Average

$ $ $

Consumption
20 Therms

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total I s

12.80
11.08
18.74
42.611 l $

12.80
17.81
12.20
42.611 l $

6.54
(6.54)l

$ $ $
40 Therms

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total | s

12.80
22.15
'87.4B
72.431 l $

12.80
30.82
28.80
72.431 I s

8.67
(8.67)l

$ $ s
55 Therms

Monthly Minimum/Basic Charge
Base Commodity/non-Gas Cost
PGA/Gas Cost
Total | as

12.80
30.46
51.53
94.79 I Is

12.80
30.82
51.16
94.79 | I $

0.37
(0,37)l

$ $ $
60 Thermo

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGA/Gas Cost
Total I $

12.80
33.23
56.21

102.24 I | s

12.80
30.82
58.61

102.24 I | s

(2.40)
2.40 I

$ $ $
80 Thermo

Month\y Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total I s

12.80
44.30
74.95

132.051 l $

12.80
30.82
88,43

132.05 I | s

(1348)
13,48 I

$ $ $
100 Therms

Monthly Minimum/Basic Charge
Base Commodity/non-Gas Cost
PGAlGas Cost
Total

12.80
55.38
93.69

12.80
30,82

118,24
151,87 | \ $

(24.55)
24.55

$
120 Thermo

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total

1280
66.45

112.43
191.88 | | s

12.80
30.82

148.05
(35.63)
35.63

140 Therms
Monthly MinimumlBasic Charge
Base Commodity/non-Gas Cost
PGA/Gas Cost
Total

12.80
77.53

131.16

12.80
30.82

177.87
221.49 | | $

(46.70)
46.70

Average Rates Proposed Rates

12.80 12.80Basic Charge
Non-Gas Rates
All Usage/First as Therms
Second Block

0.55376

$

$ 0.88069
0.00000

Gas Cost Rates
All Usage/First 35 Therms
Second Block

0.93689 0.60996
1 .49065



Rejoinder Exhibit N0.___(ABC-2)
Sheet 1 of 1

LAST RATE CASE CURRENT RATECASE

CMT 1) Captures Weather plus
Non-weather-Related
Changes in Usage

WNAP 1) Captures Weather Only

2) Real-Time Adjustment
to Customer Bills

2) Applied Only to
Residential Schedules 3) Applied to Residential and

Smaller General Service
3) Deferred Accounting

with One-Year Lag on
Recovery/Refund 1) Captures Non-Weather Only

2) Deferred Accounting
with One-Year Lag on
Recovery/Refund

3) Applied to Residential and
Smaller General Service

Rate Design
With CMT: 1) 50% Increase to

Basic Charge

Rate Design: 1) 32% Increase to
Basic Charge

2) $.59 Declining Block Rate
with $.25 Tail Block

2) Flat Rate, i.e. Eliminate
Declining Block Rate

Rate Design
W/0 CMT:

3) Accounting Changes for
Non-Gas and Gas Cost
Rate Components

1) 100% Increase to
Basic Charge

2) $.51 Declining Block Rate
with $.15 Tail Block


