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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107
l
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Southwest Gas Corporation ("Southwest" or "Company") is engaged in providing natural
gas service within portions of Arizona pursuant to authority granted by the Arizona Corporation
Commission ("Commission" or "ACC"). Southwest serves approximately one million customers in
the counties of Gila, LaPaz,Cochise, Graham, Maricopa, Pima, Greenlee, Mohave, Pinal and Yuma,
Arizona. Of these customers, approximately 990,000 are Residential while 40,000 are Commercial.
Soudiwest also serves a smaller number of Industrial, Irrigation and Transportation customers.

On May 2, 2016, Southwest docketed a rate case application with the Commission for the
establishment of just and reasonable rates and charges. The application utilizes a test year consisting
of the 12 months ended November 30, 2015. The Company seeks a total rate increase of
$31,926,894 over its adjusted test year revenues of $481,681,406 for a total revenue requirement of
8513,608,300. The Company's requested rate increase results in an operating income of
8108,844,799 or a 6.01 percent rate of return on its adjusted Fair Value Rate Base ("FVRB") of
31,812,414,667.

Staff recommends a total rate increase of $11,318,939 over its adjusted test year revenues of
$481,681,406 for a total revenue requirement of $493,000,345 Staffs requested rate increase results
in an operating income of $100,967,708 or a 5.61 percent rate of return on its adjusted Fair Value
Rate Base ("FVRB") of $1,801,065,079.

Mr. Bozzo's direct testimony addresses Staff recommendations covering revenues, expenses,
revenue requirement and compliance requirement.
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l 1. INTRODUCTION

2 Q. Please state your name, position and business address.

3 A .

4 o r

5

My name is Brian K. Bozzo. I am an Administrative Services Officer in the Utilities Division

of the Arizona Corporation Commission ("Commission" "ACC") located at 1200 West

Washington, Phoenix Arizona.

6

7 Q . Please identify your current position in the Utilities D ivis ion.

A .8

9

10

I am currently assigned in the Utilities Division Revenue Requirements and Audits ("RRA")

section as an Administrative Services Officer II. The RRA Section investigates regulatory and

utility issues and is responsible for conducting audits of rate change request filings, preparing

economic analysis in die preparation of financial and statistical reports, formulating

12

13

recommendations, and developing testimony and evidence in the disposition of Commission

proceedings dealing with utility applications and services.

14

15 Q. Have you ever testified before the Commission?

A.16 Yes.

17

18 Q. Please describe the typical duties associated with your position.

19 A.

20

I perform financial analysis, conduct audits of utility books and records, determine revenue

rate design recommendations for

21

22

requirements, and develop complex regulatory matters.

This includes making pro forma adjustments to rate base and operating expenses, developing

rates of return. I have also

23

rate schedules and calculating net incomes and resulting

composed numerous staff reports, prepared direct and surrebuttal testimony encompassing

24 recommendations to the Commission and served as a Staff witness in various types of utility

25 rate hearings.

26
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1 Q. Please provide a brief summary of your educational background.

2 A.

3

4

I attended the University of Arizona in Tucson, Arizona. In 1993, I received my Bachelor of

Science degree in Business Administration with a major in General Business. The General

Business program centered on the primary areas of business administration.

5

6 Q. What is the purpose of this testimony?

A.7

8

The purpose of my testimony is to present Staffs recommendations regarding the revenue,

expense, pro forma adjustments and revenue requirement amounts proposed by Southwest.
|

I

9

10 11. BACKGROUND

11 Q. Has Southwest filed an application for an increase in its current rates andcharges?

A.12

13

14

Yes. On May 2, 2016, Southwest docketed a rate case application which was based on a

revenue deficiency of $31.9 million. The Company's current rates and charges were approved

by the Commission in Decision No. 72723, based on a test year endedjune 30, 2010.

15

16 Q. Please provide relevant background information included in the current rate

17 application.

18 A.

19

Southwest operates as a public utility subject to the jurisdiction of die Commission and

pursuant to Article XV of the Arizona Constitution and Title 40 of the Arizona Revised

20

21

22

Statutes ("A.R.S."). The Company is engaged in the retail distribution, transportation and sale

of natural gas for domestic, commercial, agricultural and industrial uses. Southwest currently

serves approximately 1.9 million customers in Arizona, California and Nevada.

23

24

25

26

Approximately 54 percent of the Company's customers are located in the State of Arizona,

including portions of Cochise, Gila, Graham, Greenlee, La Paz, Maricopa, Mohave, Pima,

Pinal and Yuma counties. For operational purposes, Southwest's central Arizona division

headquarters are in Phoenix and its southern Arizona division headquarters are in Tucson.

27
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l

l

l 111. REVENUE REQUIREMENT

2 Q. Does your testimony address the overall revenue requirement proposed by Southwest
l

l

3 under original cost rate base ("OCRB")?

4 A. Yes. However, Southwest also utilized a fair value rate base ("FVRB") which is derived as

5 the simple average of OCRB and its reconstruction cost new depreciation ("RCND") Rate

6 Base.

7

8 Q. What revenue increase is the Company seeking under OCRB?

9 A.

10

11

12

Southwest proposes an overall increase in base revenue of $31,926,895, or an approximate

6.63 percent increase, based on current adjusted base revenues of $481,681,406 The

Company's total operating revenue including the proposed increase is $513,608,300 These

amounts are shown on Company Schedule A-1, Sheet 2 of 3, Line 3 of the Company's

13 application.

14
I

15 Q. What revenue increase is Staff recommending under fa ir  value rate of  return

16 ("FVROR")?

17 A.

18

19

20

21 Please see the written testimony of Mr. Liu for details on the

22

Staff recommends an overall increase in base revenue of $11,318,939 on adjusted fair value

rate base using Staff Witness Liu's fair value rate of return ("FVROR") recommendation. As

shown on Schedde BKB-1, Staffs jurisdictional revenue deficiency is $11,318,939 On

adjusted fair value rate base ("FVRB") and utilizing Staffs recommended fair value rate of

return of 5.61 percent.

determination of FVROR.

23

24 A. Company .Ye/evled Tex! Year

25 Q. What is the test year as it applies to a utility rate case approval request filing?

26 A.

27

The test year is an assemblage of costs relating to investment and operations from a specific,

recent 12 month period of Company operations. The ACC uses a historical test year concept
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l

2

and therefore bases rate case analysis on historical operating information. However, the

historical costs serve only as the base foundation for the rate case information and are often

3

4

5

modified by the use of pro forma adjustments which either increase or decrease the level of

the historic costs. In this way, actual operating results are updated to represent going forward

cost levels and thereby determine rates that are applied to future periods.

6

7 Q. What test year is Southwest utilizing in this proceeding?

A.8 The Company's rate application utilizes a historic test year ending November 30, 2015.

9

10 Q. Has the Company provided any information on the selection of the test year?

l l A.

12

13

14

15

Yes. Company witness Cunningham's testimony at page 3, line 1 indicates that per the

Settlement Agreement in Decision No. 72723, the Company agreed to file a rate case

application "no earlier" than November 30, 2015. She furrier stated that "since the

Company determined that a revenue deficiency existed at this date, the rest year in the GRC is

the twelve months ended November 30, 2015". Staff has accepted the Company selection of

16 the November 30, 2015 ending test year.

17
ll

18 B..Yummagf of Coznpazyf Pmpafed and .1"fe#Ac§u.v!ed Revenue Requirement

19 Q. Please provide a brief summary of your conclusions on revenue requirement.

20 A. The Company's request for revenue requirement is higher than the recommendation of Staff.

21 Staff has calculated a jurisdictional base rate revenue requirement deficiency on FVRB of

22 $11,318,939 million as opposed to the $31,926,894 million requested by the Company.

23

24 Q. How was Staffs revenue requirement deficiency calculated?

A.25

26

27

Staffs revenue requirement deficiency and the overall revenue requirement recommendation

are based on the combination of my adjustments to operating income, Staff Witness

Chukwu's adjustments to rate base, the 5.61 percent FVROR recommendation of Mr. Liu,
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l

2

and recommendations made by Staff Witness Balcom of Gverland Consulting. We impact

of these recommendations can be seen on Staff schedule BKB-1.
l

3
l
l
I

4 C. 5rajA mounting Srbedu/es

5 Q. How are Staffs accounting schedules organized for your testimony?

6 A.

7

The accounting schedules formulated by Staff are attached to this written testimony and are

organized into both summary schedules and individual adjustment schedules. The areas

8

9 Revenue

covered in my testimony are the revenue requirement and operating income sections. The

summary schedules sponsored in my testimony include Schedule BKB-1 -

10 Gross Revenue Conversion Factor, Schedule BKB-10Requirement, Schedule BKB-2

l l

12

13

14

15

16

17

Operating Income Statement and BKB-11 - Income Statement Adjustments. I also sponsor

income statement adjustments on Schedule BKB-12 through BKB-19. These adjustments are

for costs related to the Management Incentive Program ("MIP"), Restricted Stock/Unit Plan

("RSUP"), Supplemental Executive Retirement Plan ("SERP"), Director's and Officer's

Liability Insurance ("D&O Insurance"), Employee Vehicles, Self-Insurance Expense, Rate

Case Expense, Investor Relations Expense, Income Tax Expense, Depreciation Expense and

Property Tax Expense.

18

19 Q.

20

Does your testimony sponsor schedules/recommendations regarding Rate Base or

Cost of Capital?

A.21 No. Staffs schedules do include the rate base adjustment schedules of Ms. Chukwu and the

22

23

24

cost of capital schedules of Mr. Liu. But these sections are not explained as part of my

assignment in this case. Please see Men testimonies for details of the accounting schedules

and overall recommendations in the Rate Base and Cost of Capital areas.

25
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What is shown on Schedule BKB-1?Q.

A. l

l

Schedule BKB-1 presents a summary encompassing Staffs recommended adjustments for

this rate case. This schedule identifies the revenue requirement increase needed for the

Company to achieve the recommended rate of return on Staffs proposed FVRB. The

operating income amounts are taken from Schedule BKB-10. The Rate Base and Cost of
i

\
l

Capital amounts are taken from the testimonies and schedules of Ms. Chukwu and Mr. Liu.

Q. How is Staffs revenue requirement calculated on Schedule BKB-1?

A. The schedule begins with die adjusted rate base, adjusted operating income and rate of remen

amounts shown on lines 1, 2 and 3 of due individual columns. Multiplying the amount on

lines 1 and 4 provides the required operating income amounts shown on line 5. The

operating income deficiency on line 6 is the result of subtracting the adjusted operating

income amount on line 2 from die required operating income amount on line 5. The

operating income deficiency amount on line 6 is then multiplied by the gross revenue

conversion factor ("GRCF") on line 7 to determine the required revenue increase as shown

on line 8.

Q. Does Staff agree with the GRCF proposed by the Company?

A. No. The Company proposed a GRCF of ].6329. As shown on Schedule BKB-1, Staff

recommends a GRCF of 1.6226.

D. Return on Fair Value Rate Barei

How was Southwest's FVRB determined?Q.

A. The FVRB is determined by averaging the OCRB and the RCND.

l

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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l Q. How did Southwest determine the rate of return to apply to FVRB in its filing?

2 A. The Company applied its proposed FVROR to its adjusted FVRB. This can be seen on Staff

3 anSchedule BKB-1, Line 8, Column A. As shown in column A, Southwest calculated

4 1

l
l

l
5

operating income deficiency of $19,551,763 and an overall increase in gross revenue

requirements of $31,926,894

6

7 How was Staffs fair value rate base determined?Q .

8 A. Staffs FVRB is also determined by averaging the OCRB and the RCND.

9

10 Q . Ho w did Staff determine the rate of return to apply to FVRB in its filing?

7l l A.

12

13

Staff applied its proposed F\ ROR to its adjusted FVRB. This can be seen on Staff Schedule

BKB-1, Line 8, Column B. As shown in column B, Staff calculated an operating income

deficiency of $6,975,804 and an overall increase in  gross revenue requirements of

14 si 1 ,318,939

15

16 Iv.

17 Q.

ADJUSTMENTS TO OPERATING INCOME

Please explain how Staff presents its proposed adjustments to operating income.

18 A.

19

Staffs schedules include Staff Schedule BKB-10 which is titled the "Operating Income

Statement - Test Year and Staff Recommended" schedule. This schedule summarizes the

20

21

22

23

24

25

26

27

revenue, expenses and net operating income recommended by Staff. Staff Schedule BKB-11

presents the detail to those individual adjustments that compose the summarized information

on BKB-10. Southwest proposes an adjusted test year net operating income of $89,293,036

Staff recommends an adjusted test year net operating income of $93,991,904, Staffs adjusted

current net operating income is $4,698,869 greater than drat proposed by the Company. The

following section of  my testimony provides Staffs discussion of  its recommended

adjustments to operating income. These adjustments are discussed in the order in which they

appear on Staff Schedule BKB-11.
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l C7 Management/ Inwnfif/e Plan Expense l

1
l

2 Q. Please explain Staff Adjustment C-1 to Management Incentive Plan ("MIP") expense.

3 A.

4

5

6

7

8

Staffs adjustment to MIP expense continues the sharing of expense between ratepayers and

shareholders. It recognizes the benefits and effects of incentive goal management and

considers that both ratepayers and shareholders stand to gain from increases in efficiency and

improved performance. As shown on Staff Schedule C-1, Staff recommends that the MIP

expense be reduced by $974,781 to recognize the allocation of 20 percent of this expense to

shareholders.

9

10 Q. Provide a brief explanation of the term MIP.

11 A. On Page 5, Line 7 of Company witness Holmen's testimony, he describes the Company's

12 MIP as follows:

13

14
15
16
17
18

"The MIP is an annual incentive program that provides Executives and other
participating employees with an opportunity to receive variable,. at-risk pay
based upon the achievement of specific benchmarks that are cntlcal to the
short-term and long-term success of the Company and that reward superior
performance for the Company's customers."

19

20 Q. Did Southwest have incentive compensation plans in place during the Test Year?

i

21 A. Yes. The Company had both a MIP and a Restricted Stock/Unit Plan ("RSUP") in effect

22 during the test year.

23

24 Q. Did Staff issue discovery seeking details of the MIP?

A.25

26

Yes. The Company's response to data request Staff 2-031 provides the following detail

information on the MIP:

27

28
29
30
31
32

"The Management Incentive Plan ("MIP") provides variable at-risk
compensation to executives and upper level management based upon the
achievement of specific benchmarks vital to the Company's short and long-
term success. The MIP provides a direct l ink between executive and
employee compensation and customer service, and incentivizes management
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to operate the Company in an efficient manner that minimizes customer rates
which maximizing customer satisfaction and safety.

The MIP is at-risk each year based on performance relative to four measures:
customer satisfaction, customer-to-employee ratio, return on equity ("ROE")
and operating costs each contributing 25 percent toward the total award for
the year. For plan year 2015, two additional measures were added for safety,
which underscore the Company's emphasis in this area: damages per 1,000
tickets and incident response time. The four existing measures were weighted
at 20 percent with the two new safety measures weighted at 10 percent each.

1

2

3
4

5

6

7

8

9
1 0

l l

12

13

1 4

15

16

17

18

19

2 0

Historically, forty percent of the total earned under the MIP was paid in cash
immediately following the financial close of the most recent calendar year.
The remaining 60 percent was issued as performance shares and vested three
years in the future. For plan year 2015, the cash portion of die MIP increased
from 40 to 60 percent of the total earned, wide the remaining 40 percent
issued as performance shares, vesting three years in the future. The longer-
term performance shares act as a retention tool while aligning the interests of
customers, Southwest Gas management, and shareholders for continued
financial and customer oriented performance."

21

22 Q.

23

Has the Company provided data response information from a prior case detailing and

defining each performance measure that serves as a goal of the MIP?

24 A. Yes. The Company described the nature of each measure in response to data request STF-6-

25 1:

26
27
28
29
30

"The MIP is variable compensation at-risk each year based on the
performance relative to four measures that define the goals and benchmarks
of the MIP, all designed to align the interests of customers, SWG
management and shareholders. The measures are: (1) customer satisfaction;
(2) customer-to employee ratio; (3) return on equity; and (4) operating costs.

31 Customer Satisfaction
I

i 32
33
34
35
36
37
38
39

The customer satisfaction performance measure is a standard measure of
performance in the utility industry and SWG is an industry leader in this area.
SIG routinely performs in the low-to-mid 90's under this metric.
Performance is currency measured monthly by an independent third-party,
and the process is periodically audited by the SIG Internal Audit department.
The target for dies measure is set at 85 percent and is measured individually
for each SIG operating division. This measure is a direct representation of
the quality and efficiency of the service provided to SIG customers.

40
41
42
43
44

The customer satisfaction metric measures the quality, efficiency and
reliability of service provided to SWG customers by capturing satisfaction
levels of customers following recent contact with SWG. The goal of this
metric is to maintain and enhance the customer experience by developing a
solid service relationship upon which customers can depend. The
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attention while further sol idi fying an efficient and

l

2

3

4

information collected through the tracking program provides management

with a tool to improve customer satisfaction and provides awareness of areas

which may need

dependable customer service relationship.

5 Customer-to-Employee Ratio

6
7
8
9

10
l l

The customer-to-employee ratio performance measure compares the actual

prior year customer-to-employee ratio to an established benchmark. This is a
standard productivity measure in the utility industry. Labor costs plus

loadings represent nearly two-thirds o f  S a G s ' total operations and

maintenance expense. The SIG customer-to-employee ratio has shown

consistent improvement during the past 1() years.

12

13

14

15

16

17

18

19

The customer-to-employee ratio illustrates a company's ability to operate

efficiently. Therefore, a favorable customer-to-employee ratio indicates that a

company is achieving increased efficiencies while at the same mc controlling

labor costs. The executive management team at SIG takes a hands-on

approach to managing employee headcount, which includes reduction

dirough attrition, detailed reviews of position requests and challenging

employees to develop and embrace change (including technological advances)

that yields higher productivity.

20 Return of Equity (ROE)

21

22

23

24

25

26

27

28

The ROE performance measure considers the authorized weighted average

ROE of the returns uti l ized to establ ish rates in each of the regulatory

jurisdictions in which SWG operates and is theoretically the ROE dirt SWG

should be able to achieve on a company-wide basis. Over the last 10 years,

SIG has experienced an actual average ROE of 6.9 percent, compared to an

average authorized weighted average ROE of 10.8 percent for the same

period. The target for this measure represents 80 percent of the Company-

wide authorized weighted-average ROE.

29

30

31

32

ROE is the total measure of SWG's performance and annually measures

SIG's ability to manage costs. Indeed, SWG must judiciously manage costs

in order to maximize earnings (ROE), which, in mm, benefits customers by

minimizing rate increases.

33 Operating Costs

34

35

36

37
38

39

Ute operating costs performance measure quantifies management

effectiveness in controlling operation and maintenance costs. The use of the

rolling 10-year average used in prior years was replaced with a target that

reflects estimated inflation and a growth factor. The inflation factor is

determined by the Blue Chip Economic Indicators publication and the growth

factor is based on customer growth.I
III

40

41

As previously noted, the operating costs performance measure quantifies

management effectiveness in controlling operating costs. The target for Ms

I
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1
2
3

measure is based on productivity efficiencies and is dependent upon
management to act prudently to support cost containment, which, in turn,
benefits customers by providing a reasonable cost of service."

4

5 Q. What changes were made in the MIP since the prior case?

6 A.

7

The testimony of Company witness Holmes indicates that Southwest has modified the MIP

from the prior rate case.

8

9

10

11

12 Development) .

13

14

The Company has included new Safety and Construction

Development performance measures to the plan. The new Safety measure is meant to

measure success in "minimizing damages per 1,000 tickets and incident response time" and

applies to all plan participants. And a sixth metric has been added which specifically applies

to three executives only (the Company's President/CEO, the CFO and its SVP, Corporate

This measure is connected to Southwest's non-regulated construction

services sector. In 2015, Southwest also began paying 60 percent of the MIP award in cash

while the remaining 40 percent is paid in performance shares as restricted stock units.

15

16 Q .

17

18

Are the current MIP performance measures composed of the four existing measures

in place prior to the test year and the new Safety measure that was recently added to

the MIP plan?

19 A. Yes. Southwest's broad based MIP has five performance measures in place at this mc, the

20 Customer Satisfaction metric, the Customer-to-Employee Ratio, Safety, Operating Cost

21 Containment and Return on Equity ("ROE"). Prior to the test year, the former MIP

22 The five currentconsisted of those measures with the exclusion of the Safety metric.

23

24

25

26

measures, including the Safety metric, are the Southwest MIP performance measures that will

be in effect on a going forward basis. On page 20-22 of Company witness Holman's direct

testimony, the Company outlines that four of the five performance measures provide a

"direct benefit" to customer/ratepayers and furdacr identifies that the Customer Satisfaction

27 measure is "explicit ded to customer satisfaction" and so benefits ratepayers.

28
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1 Q. What is the historic rationale for allocating a portion of Southwest's MIP expenses to

2 shareholders?

A.3

4

5

6

7

8

Incentive compensation programs are structured to provide benefits to both shareholders of

the organization and the ratepayers that receive utility service. The historic removal of 50

percent of the MIP expense consti tuted an equal sharing of the cost associated with

generating these benefits and was meant to provide a balance between the benefits attained

by both shareholder and ratepayer interests. Both shareholders and ratepayers stand to

benefit from the achievement of performance goals.

9

10 Q. What Southwest employees are eligible for MIP award?

A. According to Soudlwest's response to Staff DR 2-031, the positions eligible to receive a MIP

12 award are as follows:

Position

13

14

15

16

17

18

19

20

21

22

CEO
President
Executive VP
Senior VP
Vice President
Non-Officers
Director/Senior Manager
Key Management Employees

23

24 Q.

25

Has the Company prov ided data response information showing t h a t  M IP

performance measures were designed to address interests of both customers and

shareholders?26

A.27

28

4 29

Yes. This information was addressed in Southwest's prior case (Docket No. G-01551A-10-

0458) and that information is oudined in above question about "detailing and defining" the

performance measures. The introductory section of that response provides the following:

30

I

I

i

31
32

"The MIP i s  var iable  compensat ion a t - r i sk each year  based on die
performance relative to four measures that define the goals and benchmarks
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1
2
3

of the MIP, all designed to align the interests of  customers, SWG
management and shareholders. The measures are: (1) customer satisfaction;
(2) customer-to employee ratio; (3) return on equity; and (4) operating costs."

4

5

6

Additionally, in the prior case (Docket No. G_01551A-10-0458), Southwest's response to

Staff DR 11-10(a) stated the following on the purpose of the historic performance measures:

7
8
9

10
l l

" ... due mix of performance measures and their respective targets are designed
to address the interests of both customers and shareholders through the
Company's financial performance, increased productivity and customer
satisfaction."

12

13 Q. Did Decision No. 71914 include a Commission a decision on allocating a percent of

14 incentive compensation cost to shareholders?

15 A. Yes. The Commission provided the following at Page 28, line 19.

16

17
18
19
20
21
22
23
24
25
26
27

"We believe that the Staff and RUCO recommendations, to require a 50/50
sharing of incentive compensation costs, provide a reasonable balancing of
the interests between ratepayers and shareholders. The equal sharing of such
costs recognizes that the program is comprised of elements that relate to the
parent company's financial performance and cost containment goals, matters
that primarily benefit shareholders, while at the same time recognizing that a
portion of the program's incentive compensation is based on meeting
customer service goals. This offers the opportunity for die Company's
customers to benefit from improved performance in that area. Therefore,
consistent with the recent cases  c i ted above, we wi ll adopt the
recommendation of Staff and RUCO on this issue ..."

28

29 Has the Commission issued a recent rate decision that resulted in a different outcomeQ.

30 on the MIP than that in Decision No. 71914?

31 A. Yes. In Docket No. WS-01303A-14-0010 and Decision No. 75268 (dated September 8,

32

33

2015) for EPCOR Water Arizona, Inc. ("EPCOR"), the Commission made the following

conclusions as shown on Page 31, Line 16:

34
35
36
37

"Staff recommends reducing EPCOR's request for incentive compensation by
50 percent, stating the compensation programs should be borne by both
shareholders and ratepayers as each group benefits. (Ex. S-13, at 7-8.)"
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"The real issue in evaluating incentive compensation is whether total
compensation, including the incentive pay, is reasonable. If overall
compensation for employees is reasonable, it should be allowed assuming the
allocation methods are reasonable ..."

l
2
3
4

5

6

7

8

9

10

l l

12

"The evidence in the record does not indicate that the overall compensation
requested by EPCOR is excessive or unreasonable. Rather, Staff and RUC()
argue that placing a label of "incentive" on a pardon of total wages is
sufficient to require the disallowance of some or all of that compensation. We
believe that the Company's compensation request is reasonable with the
removal of the 10 percent of pay Lied to the Company's financial performance.
We therefore adopt EPCOR's proposal on this issue."

13

14 Q. Has evidence been provided in the docket to show that Southwest's compensation

levels are unreasonable?15

A.16 No. Certainly, Southwest has provided testimony on compensation in its rate application.

17

18

The Company hired a consultant from Korn Ferry Hay Group ("Hay Group") to provide

testimony on "the competitive positioning of the Company's executive compensation pay

7519 . This testimony is provided by Company witnesslevels and design relative to the market

20

21

Holmen and presents the consultant's conclusion that 8oud1west's aggregate compensation

has been "within or below" the compensation levels of comparative markets.

22

23 Q. Please summarize Staffs recommendation concerning Southwest's MIPexpense.

24 A.

25

26

27

Staff recommends continuing time historic position of sharing die MIP expense between

ratepayers and shareholders. Staff recommends the disallowance of 20 percent of the MIP

expense related to die ROE performance measure. As seen on Staff Schedule BKB-12,

adjustment C-1 this results in a reduction to test year expense of $974,780.

28

29 C2 .Sloc,€~Ba.red Compefmafion (Restfivfed Stork/ Unit Plan)

30 Q.

31

D o e s th e  Co mp a n y have  a  s to c k-b as e d  c o m p e ns at i o n p la n  c a l le d  th e  Re s tr ic te d

Stock/Unit Plan?

A.32 Yes.
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l Q . Briefly describe RSUP.

A.2

3

4

The RSUP is a long term incentive plan introduced by the Company in 2006. It replaced the

Company's then existing Stock Options program, and remained in operation for the

Company during the Test Year.

5

6 Q . What is the purpose of the program and who may participate?

7 A. The Company's response to data request Staff 2-031 describes die RSUP plan details as

follows:8

9

Restricted Stock/Unit Plan10
l l "The second component of variable at-risk pay is the Restricted Stock/Unit

Plan ("RSUP"). The RSUP is a long-term incentive plan designed to
enhance the competitive position of the total direct compensation and ro
further align customer, management and shareholder interests, while
rewarding sustained performance with respect to the metrics the MIP
measures on an annual basis.

12
13
14

15
16
17
18
19
20

lime RSUP is available to officers and other key management employees. The
RSUP is measured as a percentage of year-end base salary and varies by tide,
as follows:

21

0/0 of Base Salary
45
30
25
20
15
10

°/o Value Range Distribution
22.5 to 67.5
15.0 to 45.0
12.5 to 37.5
10.0 to 30.0
7.5 to 22.5
5.0 to 15.0

Position
CEO
President
Executive VP
Senior VP
Vice President
Other Participants

I

22

23

24
25

26
27
28
29
30
31
32

As a measurement of long-term sustained performance, the average MIP
award over the dire year period ending before the award date is the criteria
used to calculate awards for officers and key employees. Amounts granted
pursuant to the RSUP range from 50 to 150 percent of the target for each
participant. The minimum three-year average MIP percent of target achieved
required to receive a distribution under the RSUP is 90 percent. The doLlar
amount distributed under the RSUP is converted to restricted share units
using the market price on the date such awards are approved by the
Company's Board of Directors. The units vest over a three year period with

40 percent for the first year and 30 percent for the second and third years."

33
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l Q. Did SWG have stock option expense in its prior rate case?

2 A. Yes, Southwest included expenses related to the RSUP in the cost of service in the prior case.

3

4 Q. Please discuss the RSUP recommendation made by Staff in the prior case.

A.5

6

7

In the Direct Testimony of Staff Witness Ralph Smith Bled on June 10, 2011 in Docket No.

G-01551A-10-0458, Page 34, Line 7, Mr. Smith recommended the full disallowance of the

Company RSUP costs included in the rate case:

8

9

10

l l

12

13

14

15

"As shown on Schedule C-4, this adjustment decreases test year expense by
$1,033,723 to reflect the removal of Southwest's RSUP compensation
expense that is allocated to Arizona operations. The expense of providing
other stock-based compensation ro officers and employees beyond their
other compensation should be borne by shareholders and not by ratepayers.
As noted above, the stock-based compensation addressed in Staff
Adjustment C-4 is for stock-based compensation other than MIP."

16

17 Q. Please explain Staffs adjustment to RSUP expense in the current case.

18 A.

19

As shown on Staff Schedule BKB-13, Staff adjustment C-2 decreases test year RSUP expense

by $2,5504494 to reflect the disallowance of the RSUP expense allocated to Arizona. Staff

20

21
I

22

continues to recommend that incentive compensation and stock-based compensation

expenditures specifically for high level employees are costs that are properly borne by

shareholders rather than ratepayers.

23

24 C-3 tupplemenfal Execwliue Retiree/rent Plan Expense

25 Q. Provide a brief explanation of the term SERP.

A.26 A SERP is a retirement plan for top "executive" employees of a business enterprise. It is

27

28

29

30

created and managed specifically to supplement standard retirement benefits and

compensation offered by a Company. Such a plan is considered to improve the benefits of

the Company so the Et can attract and retain highly competent, top executives. A SERP

would also enable individual executives to maintain a higher standard of living as they move
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1

2

3

into their retirement years in appreciation for valued service to the Company. An important

element of the SERP is that it provides benefits to executives above and beyond basic plans

that have Internal Revenue Service ("IRS") limits.

4

5 Q. Does Southwest have other plans or programs in addition to the aforementioned

6 incentive programs?

A.7

8

9

Yes. The Company has a number of such plans including the Employee Investment

Plan/401(k) ("EIP"), The Executive Deferral Plan ("EDP"), and the Defined Benefit

Retirement Plan ("DBRP") in addition to the SERP.

10

l l Q. Did the Company provide a summary of the individual retirement/savings programs?

A .12

13

The Company's response to data request Staff 2-031 provides the following summary

information on the above plans:

14

15

16
17
18
19
20
21
22
23
24
25
26

Employee Investment Plan/401(k)
The Southwest Gas Corporation Employee Investment Plan ("EIP") is a
qualified defined contribution plan that provides a retirement savings
mechanism by allowing tax-deferred contributions and the tax-deferred
growth of earnings. As a part of the plan, the Company provides matching
contributions equal to one-half the deferred amount up to 7 percent of their
annual salary. Employees control how savings are invested by investing in
any of due investment options the EIP offers. The Internal Revenue Service
("IRS") limits the amount participants can contribute to the EIP to $28,000
plus an additional $6,000 in catch-up contributions for participants age 50 or
older. Officers of Southwest Gas may invest in the EIP, but they are not
eligible to receive a Company match under this plan.

Executive Deferral Plan

l

The Executive deferral Plan ("EDP"), allows executives at the vice president
level and above to supplement their salary deferral opportunities by deferring
up to 100 percent of their annual compensation and 100 percent of the cash
portion of their variable atrisk compensation. As a part of die EDP, the
Company provides matching contributions that parallel the contributions
made under the Company's EIP. Payouts under the EDP begin six months
after the retirement date based on pre-selected time periods or at some other
employment terminating event. Interest on EDP deferrals and the matching
contributions is accrued annually at 150 percent of the Moody's Seasoned
Corporate Bond Rate. l

l

27
28
29
30
31
32
33
34
35
36
37
38
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The EDP is an unqualified plan and, as such, participant balances are not
guaranteed (Le. participants are general unsecured creditors of the Company
and dieir contribution to this account are at risk).

Southwest Gas maintains the EDP to attract and retain qualified executives in
a compeddve marketplace in which the majority of the Company's peer
companies offer comparable executive retirement programs. The EDP
provides participating executives the opportunity to receive retirement
benefits available to other Company employees under the EIP, thereby
putting them on a par with odder employees with respect to die level of
benefits received at retirement.

Pension
The Company's non-contributory, Defined Benefit Retirement Plan
("DBRP"), is available to all employees of the Company, including
executives. Benefits are based on an employee's years of service, up to a
maximum of 30 years, and the 12.-month average of the employee's highest
five consecutive years' salaries, excluding bonuses, within the final ten years
of service. The IRE limits the amount of annual compensation that can be
considered in determining benefits under the DBRP. For 2015, the
maximum annual compensation amount was $265,000. In future years, the
maximum annual compensation will be adjusted to reflect changes in the cost
of living as established by the IRS.

Supplemental Executive Retirement Plan
Executives also participate in the Company's SERP. The SERP supplements
the basic retirement plan for qualifying executives by providing a normal
retirement benefit at a level of 50% to 60% of base salary, widiout regard to
the IRS limits applicable to the DBRP. SERP benefits are based on the 12-
month average of the highest consecutive 36 months of salary. Generally
officers must be at least 55 years of age with 20 or more years of service to
receive retirement benefits. Some reductions may apply, depending on an
officer's age and years of service at the date of retirement.

The SERP is an unqualified plan and, as such, payments are not guaranteed
(i.e. participants are general unsecured creditors of die Company). Benefits
payable under die SERP are offset by benefits payable under die DBRP to
avoid the double-payment of benefits.

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
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

As with the EDP, Southwest Gas maintains the SERP to attract and retain
qualified executives in a competitive marketplace in which the majority of the
Company's peer companies offer comparable executive retirement programs.
The SERP provides participating executives die opportunity to receive
retirement benefits available to odder Company employees under the DBRP,
thereby putting t.hem on par with other employees with respect to the level of
benefits received at retirement.

47

l

l

l

ll
\
\
l

3l
3
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l

1l Q.

2

Is the SERP designated for highly compensated executives such as members of the

Board of Directors ("BOD")?

A.3

4

as5

6

7

8

9

Yes. The Company's response to data request Staff 10-017 provides that: "An executive shall

become a participant in the Plan as of the effective date of his/her election by the Board of

Directors ("BOD") an officer of die Company". Although it is for officers/execudves,

SERP is an "unqualified plan" which indicates that plan payments are not guaranteed. In

addition, the summary information in data request Staff 2-031 (above) states that SERP

retirement benefits generally apply to officers of age SS or older (wide a minimum of 20 years

of service) and are "based on the 12-month average of the highest consecutive 36 months of

10 salary".

11

12 Q. What adjustment does Staff recommend to Southwest's SERP expense?

13 A.

14
l

l15

W
16

Staff recommends sharing the SERP expense between ratepayers and shareholders by

allocating 50 percent of SERP costs to shareholders of the Company. Therefore, as outlined

on Staff Schedule BKB-14, Staff adjustment C-3 recommends that SERP expense totaling

$813,602 be removed from Southwest's rate case.

17

18 CO Direvfors and Ojiwrs IJabi/£91 Insurance Expense

19 Q. What is Directors and Officers Liability Insurance ("D8cO Insurance")?

A.20 D&O Insurance is liability insurance which covers directors and officers of a company from

21 Thislegal claims from others while serving on a board of directors or as an officer.

22

23

protection aims to cover corporate employees against lawsuits resulting from management

decisions dirt ultimately or allegedly had adverse and or unintended consequences.

24

25 Q. Has the Company included D&O Insurance costs in this rate case?

26 A. Yes. The Company included these costs in expenses and in the rate base.

27
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l Q. Has the Company provided clarifying information on the need for D&O Insurance?

2 A. e Company's response to data request Staff 10-026 provides the following on D&()

3 Insurance:

4

i
1

l

"It is necessary for the Company to maintain a strong program of D840
coverage in order to continue to attract and retain competent and
experienced directors and officers. Because of the potential of shareholder or
other stakeholder lawsuits against corporate directors and officers, the risk of
sitting on a board of directors without corporate insurance coverage could
outweigh any advantages of serving on a board of directors. Consequently,
this would decrease the Company's ability to attract highly qualified outside
directors with their unique areas of expertise. Therefore, the Company
maintains corporate indcmnificadon for its directors and officers, as well as
provides liability insurance coverage to protect body the individual directors
and officers and the overall Company from D&O exposure. Also included is
entity coverage against corporate entity securities claims. D&O insurance is
purchased to protect the Company and its customers against some of the
risks of doing business, just like any other insurance policy purchased by the
Company.

5
6
7
8
9

10
l l
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

D&O insurance claims could be brought by a wide variety of stakeholders,
including competitors, vendors, creditors, employees, customers,
governmental agencies, or shareholders, just to name a few, for actual or
alleged errors, misstatements, omissions, breech of duty, etc. that occurred
during the execution of director's or officer's fiduciary duties to the
Company."

27

28 Q- Was a D&O Insurance adjustment made in the last Southwest Arizona rate case?

29 A.

30

31

32

33

Yes. In the June 10, 2011 Direct Testimony of Mr. Smith filed in Docket No. G-01551A-10-

0458, Page 55, Line 9, Mr. Smith recommended die disallowance of 50 percent of the

Company D&O Insurance expense included in the rate case. Staffs testimony stated "

SWG's proposed test year expense for D&O Insurance should be reduced by $386,403 to

reflect an allocation of 50 percent of this expense to shareholders."

34

35 In explanation, Mr. Smidl stated at, Page 53, Line 22:

36

37
38
39
40
41

"This type of insurance coverage usually comes into play when a shareholder
sues the officers and directors of a public company, such as Southwest.
Thus, it helps [to] protect the officers and directors from the costs of a
shareholder lawsuit. Shareholders benefit from layouts under the policy that
would reduce the cost not recoverable from ratepayers. Qn the other hand,
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l

personal liability.

1
2
3
4
5

ratepayers benefit from this because having such insurance improves the
ability of the corporation to attract and retain qualified directors and officers
and enables the directors and officers to make decisions without fear of

Consequently, it is reasonable for shareholders to bear
some of the cost for the D&O Insurance."

6

7

8

Further, at Page 54, Line 16 through Page 55, Line 5, Mr. Smith discusses other jurisdictions

(Arkansas, California, Connecticut and Florida) that shared D&O Insurance expense between

9 Additionally, in his writtenshareholders and ratepayers on a 50/50 or greater basis.

10 testimony, he attached excerpts from decisions in other state Commission orders on the

l l
l

subject.

l
12

13 Q. Please provide a summary of Staffs adjustment to D&O Insurance expense.

14 A. As shown on Staff Schedule BKB-15, Staff adjustment C-4, reduced Soudlwest's D&O test

15 year insurance expense by $333,962 to reflect a 50 percent allocation of this expense to

shareholders.16

17

18 Q . Has Staff proposed a corresponding adjustment to ratebase?

19 A.

20

21

22

23

24

Yes. As mentioned above, the Company included D&O Insurance costs in both expenses

and rate base as a prepayment in the Company's proposed working capital allowance. My

adjustment C-4 addresses die disallowance of 50 percent of the D&O Insurance expense that

Staff recommends be allocated to shareholders. A corresponding adjustment to remove 50

percent of the prepaid D&O insurance costs was recognized as a reduction to rate base

section on Staff schedule BNC-3. Please see the testimony of Ms. Chukwu for details on the

25 rate base portion of Staffs overall D&O Insurance adjustment.

26

27 C5 Emf/Q/ee Ve/Jie/e Compensation Expense

28 Q. Does the Company discuss employee vehicle expense in its rate application?

29 A. Yes. Southwest's rate case schedules include pro forma adjustment No. 6 related to employee

30 use of Company vehicles.
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l Q. Please provide a summary of the employee vehicle expense issue.

2 A.

3

On Page 23, Line 1 of Company witness Cunrlingham's testimony, the Company provides the

following detail on employee vehicle compensation:

4

5
6
7
8

"The Adjustment No. 6 removes from test year expenses the cost of
Company vehicles related to personal use by employees. This adjustment is
consistent with those approved in Southwest's last several rate cases. This
adjustment reduces operating expenses by $62,108."

I

9

10

11

12

13

14

15

16

17

18

19

20

The Company's purpose in sponsoring this adjustment was to proactively remove these

expenses from the test year amounts allowed in this case. To accomplish this, the Company

identified Arizona costs for removal and then calculated the Arizona portion of the System

Allocable costs for further exclusion. As such, the Company schedule begins with Arizona

direct charges of ($55,112) prior to calculating the System Allocable portion. The Company's

System Allocable amount of ($3()2,089) is multiplied by a 4.13 percent MMF allocation (Lines

3 and 4). It is further reduced by an Arizona 4-Factor allocation of 56.07 percent (Line 5 and

6). The surviving amount of ($6,996) is the Company proposed portion of System Allocable

vehicle expenses allocated to Arizona. This is combined with the Arizona direct charges of

($55,112) for a Company proposed reduction to employee vehicle compensation expense of

l862,108).

21

22 Q. Did Staff agree with the Company's calculations on employee vehicle compensation?

23 A.

24

25

26

27

28

No. Staffs review of die pro forma Adjustment No. 6 amounts showed dirt the Company

calculation needed restating due to a computer entry error. Specifically, Staff noted that the

surviving amount after application of the 4.13 MMF allocation (Line 4) was incorrect. The

Company calculation multiplied the ($302,089) System Allocable amount by 4.13 percent

rather than removing an amount equivalent to 4.13 percent from the ($302,089) amount.

Subsequently, the application of the Arizona 4-Factor allocation of 56.07 percentage began
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1 with an incorrect number and the Company proposed vehicle compensation expense of

2 (362,108) was understated.

3

4 Q. Did Staff recalculate pro forma adjustment No. 6?

A.5

6

7

Yes. Staff recalculated the pro forma adjustment by reducing the ($302,089) of System

Allocable expense by an amount equivalent to the 4.13 percent allocation percentage and

continued the calculation to its conclusion. The calcutladon results in a restated pro forma

8 adjustment No. 6 amount of ($217,494).

9

10 Q. Has the Company addressed the need to restate pro forma adjustment No. 6?

A.l l

12

13

Yes. In response to Staff DR 10.28, the Company recalculated their pro forma adjustment

and stated the following: "The total Employee Vehicle Compensation adjustment should

have reduced expenses on Line 7 by $217,494, rather than $62,108."

14

15 Q . Please summarize Staffs adjustment to employee vehicle compensationexpense.

A.16

17

18

19

20

21

The Company's original pro forma reduced expenses in this account by (362408) and Staff's

recalculated amount produces an adjustment totaling ($217,494). Since die (862,108) has

already been removed from the case via pro forma adjustment No. 6, StafFs adjustment is the

net of ($217,494) and (62,108). As shown on Staff Schedule BKB-16 and Staff adjustment C-

5, Staff's recalculation of pro forma adjustment No. 6 results in a reducion to the Company's

proposed employee vehicle compensation totaling ($155,386).

22

23 C6 Seflnxuranw Expense

24 Q.

25

Did the Company include a pro forma Adjustment related to Self-Insurance Expense

in this rate case?

26 A. Yes. Southwest's pro forma adjustment No. 9 seeks to normalize the test year expense level

27 of this expense.
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l

l Q . Please provide a summary of the self-insurance issue.
l

l

A.2

3

On Page 23, Line 9 of Company witness Cunningham's testimony, the Company provides the

following detail on the level of self-insurance claims in the test year:

4

5

6
7

8
9

10

"The Company is self-insured for up to $1 million of claims expense for each
occurrence aper occurrence component). To the extent that a specific claim
exceeds $1 million, the Company is self-insured for the excess over $1 million
up to an aggregate (aggregate component) of $4 million. Once the $4 million
aggregate  is  reached,  any  amount  pa id above the S4 mi llion is  the
responsibility of the insurance carrier."

l

12 The Company therefore tracks claims paid in three component levels of self-insurance, <

13 $1,000,000, at s1,000,000 and the 34,000,000 Aggregate level.

14

15 Q.

16

Please discuss the Company's pro forma Adjustment No. 9 shown on Company

Schedule C-2, Adjustment No. 9, Sheet 2 of 2.

A.17

18

19

20

21

22

Pro forma Adjustment No. 9 provides the amount of c laims paid for each of die three

component levels under both Arizona Direct and System Allocable expenses. Total claims

paid for these costs (Line 4) were $6,260,345 and $9,508,854, respectively. These amounts

are divided by 10 to apply a ten year claims average. The 10 year claims average amounts of

$626,035 and $950,885 were then compared to the test year recorded expense (Line 6) to

produce Company adjustment amounts of $519,680 and $328,385, respectively. After

23 allocation, the Arizona portion of the $328,385 System Allocable amount is $176,517. The

24

25

$519,680 Arizona direct cost and the $176,517 Arizona portion of the System Allocable cost

combine to a total Company pro forma adjustment which increases Self-insurance expense by

26 $696,197.

27

28 Q. Does Staff agree with the Company proposed adjustment on Self-insurance?

A.29 No. Staffs review of the work paper showed Mat die Company inputs on Line 3 of pro

30 Ronna Adjustment No. 9 needed restating. Specifically, Staff noted that the Company
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l

1

2

3

omitted entering a $4,000,000 claim under Arizona Direct expense and improperly included

an $8,000,000 claim under System Allocable expense. Staff therefore concluded that the Line

3 amounts of -0- and $8,000,000 proposed by Southwest is not correct.

4

5 Q. Did Staff recalculate the Company's pro forma adjustment No. 9?

A.6

7

8

9

10

12

Yes. Staff recalculated the pro forma adjustment by replacing the Line 3 inputs. Staff

inserted the missing $4,000,000 claim in the Arizona Direct column and removed the

$8,000,000 claim entered under the System Allocable column. After adjustment, Staffs Line

3 Arizona Direct and System Allocable claim inputs were $4,000,000 and -0-. Staff then

recalculated the pro forma adjustment. The recalculation by Staff resulted in a decrease of

$30,030 to recoverable Self-insurance expense. This is captured on Staff Schedule BKB-17 in

Staff operating adjustment No.6.

13

14 C 7 Rate Care l8>q>en.re

15 Q. Does the Company discuss Rate Case Expense in its rate application?

A.16 Yes. Southwest's rate case schedules include pro forma Adjustment No. 12 related to rate

1 7 case expense.

18

19 Q. Please provide a summary of the rate case expense issue.

20 A.

21

On Page 26, Line 1 of Company witness Cunningham's testimony, the Company provides the

following detail on rate case expense:

22
23
24
25
26
27
28
29
30

"The Company estimated the incremental costs that would be incurred to
prepare and process this general rate case, including printing, postage, court
reporting, noticing, publication, travel, and outside consultants. The total
incremental costs are divided by four, which is roughly equal to the number
of years in one rate case cycle, to calculate an annual amortization to Account
928. The adjustment, which increases operating expenses by $35,112, is the
difference between this new amortization amount and the amount of rate
case expense amortized on the Company's books during the test year."

31
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1 Q . Please discuss Company pro forma adjustment No. 12 on Schedule C-2, Adjustment

2 No. 12, Sheet 1 of 1.

A.3

4

5

6

Company pro forma adjustment No. 12 outlines estimated cost figures employed by the

Company to annualize rate case expense. The Company estimates $150,000 for printing,

copying, postage and freight costs (Line 1), $265,000 for professional services (Line 2),

$35,000 for Not ice/Publicat ion costs ,  $1,000 for court  report ing and $125,000 for

7 travel/transportation/misc. costs. The total of Company estimated rate case costs is

8 $576,000.

9

10 Q. Did Staff remove any portion of Southwest's $576,000 in estimated rate case expense?

l l A.

12
I
!

13

Yes. During its review, Staff identified a $50,000 Study that Southwest commissioned from

ITS Economics and Country Risk. The Company's response to data request RUCO 2-006

and the related RUC() 2.06_Attachment 1 included the following information on Southwest's

14 purpose for the contract and the overall need for the study:

15

16
17
18
19
20
21
22
23

"Conduct a study to estimate the economic impacts of pipeline replacement
on the state and local economies in the Arizona service area. Using
investment and operational data provided by Soudiwest Gas, ITS wi ll
provide estimates of the direct, indirect and induced impacts of pipeline
replacement on gross state product, labor income, value of output, generated
tax revenues and jobs. ITS will deliver to Southwest Gas a final report of
approximate ly  15 pages in length and an accompany ing PowerPoint
presentation that summarizes the key findings of the study."

24
25
26
27

"The purpose of  and the need for the ITS s tudy  was to  quant i fy  and
demonstrate the broad statewide economic benefits associated with the
Company's proposed capital investments in Arizona gas infrastructure."

28

29 Q- Did Staff agree with the Company's inclusion of the ITS Study costs?

30 A.

31

32

33

No. Staff concluded that the burden for die $50,000 cost of the ITS study was best borne by

shareholders rather than ratepayers and should not be a recoverable item in rates. Further,

Staff would note that this study failed to consider the impact associated with the loss in

disposable ratepayer income resiting from the need to pay higher gas utility rates. Staff
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l therefore removed the 350,000 cost from die Company's $576,000 rate case expense estimate,

2 reducing the amount to $526,000. Staff then amortized the estimated rate case amount over 5

3 years.

4

5 Q. Why did Staff amortize the rate case amount over a 5 year period?

6 A. Staff utilized a 5 year period because it has been over 5 years since the last case. The

7

8

appropriateness of the period is reinforced by the May 2, 2016 application of the Company in

the introduction to Part 1, Page 1. This introduction states:

9

10
l l
12
13

"As set forth more fully in the supporting testimony, it has been more dan
five years since the Company last filed a general rate case, and currently
effective rates are based upon the level of operating expenses and capital
investments made by the Company prior to June 30, 2010."

14

15 Staff's $105,200 annual rate case expense is the result of applying Staffs 5 year amortization

16 period to Staffs $526,000 estimated rate case amount. The result is a reduction of $38,800 in

17 annual rate case expense recovery.

18

19 C-8 Inverfor Relations Co.fLr

20 Q. Did Southwest discuss investor relations costs on discovery?
!

A.21

22

23

24

25

26

Yes. The Company's response to data request RUCO 3-006 stated that investor relations

costs were included in the application. The Company's response in RUCO 3.06__Attachment

1 also included a full page listing of investor relation costs for the test year totaling $388,576.

Southwest was also asked for a brief description of the costs but a high level summary of the

costs was not provided. The Company's data response did clarify that the costs "are incurred

at the corporate level, and are prior to allocation to Arizona".

27
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1 Q. The $388,576 in investor relations expenses are not the costs specifically allocated to

Arizona?2

A.3

4

5

6

This is7

8

That is correct. Staff therefore applied a MMF allocation percentage of 4.13 percent to the

$388,576 in costs and removed that quantity prior to applying the Arizona 4-Factor allocation

percentage of 56.07 percent to reach an Arizona total for investor relations expense of

$208,876. Staff recommends that investor relations expense be reduced by a total of

$104,438 to reflect Staffs 50 percent allocation of these costs to shareholders.

captured on Staff Schedule BKB-19 in Staff Operating Adjustment No. 8.

9

10 C-9 Incofne Taxes and Infereslf 5)/nr/Jmniqation

Q . Please explain Staffs adjustment related to interest synchronization.

A.12

The13

14

Staff adjusted interest expense in i ts income tax calculation because the rate base

recommended by Ms. Chukwu is different than that proposed by the Company.

calculation of the interest synchronization adjustment is shown on Schedule BKB-2. Staffs

15

16

recommended income tax expense is $37,501,454, an increase of 33,249,319 over the

Company's adjusted test year figure of 334,252,135

17

18 C-70 Depredation E>q>en.re

19 Q. Was Southwest required to provide a depreciation study in the current rate case?

A.20

21

Yes. On Page 44, line 21 of Decision No. 72723, the Commission issued the following

ordering paragraph:

22

23
24
25
26

"The Settlement re Aires SIG to file a com rehensive dh reciadon stud in. q p  . . p . . y
its next general rate case that addresses dh reclatlon and amortlzatlon rates

g . . . . p .
for all of the Company's ]unsdlctlonal Direct and System Allocable
depreciable and amortizable plant accounts."

27
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l

l Q

2

Did Southwest's pending rate case include a pro forma adjustment to address the

implementation of the new depreciation rates?

A .3

4 The implementation of the new

5

6

7

Yes. Company pro Ronna adjustment No. 14 addressed the implementation of die new rates

and die proposed impact to Depreciation expense.

depreciation rates proposed by the Company had a very significant impact on depreciation

expense outlined in pro forma adjustment No. 14, decreasing Company proposed

depreciation expense of $41,806,078.

8

9 Q. Did Staff contract with a consultant to review the rates presented in the depreciation

10 study?

A.11

12

13

14

15

16

17

Yes. Overland Consulting ("Overland") was assigned to review the Company proposed

depreciation rates and offer written testimony on the depreciation study. A number of the

depreciation rates were adjusted by Overland. As shown in schedule BKB-21, the effect of

the Overland recommendations is a $3,053,267 decrease to the Company proposed

depreciation expense. Please refer to the testimony of Mr. Balcom for further details of

Staffs depreciation study analysis. Staff notes that the depreciation expense calculation

reflects other adjustments to rate base that Staff has proposed.

18

19 C7 f Property/ Tax

20 Q. Does Staffs recommendation include an adjustment to Property Taxes?

21 A. Yes. StafFs property tax adjustment of $106,556 is shown on Staff schedule BKB-22.

22

23 v. COMPLIANCE REQUIREMENT

24 Q. Did Staff issue a data request asking that Southwest identify any compliance items

that were outdated?25

26 A. Yes. Staff Data Request 2-064 sought the following from due Company:

27
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i

Q . l

l
3

A.

l
2
3
4
5
6
7
8
9

10
l l
12
13
14
15

Please refer to all Southwest Gas compliance requirements that
have been imposed on the Company by previous decisions of the
Commission. Prepare and provide a detailed lis ting of  all
compliance items that the Company considers to be outdated,
ineff icient and/or unnecessary. The listing should include the
decis ion number, page number, line number and complete
ordering paragraph of each individual compliance requirement
that the Company would like reviewed during the rate case for
removal/termination by the Commission. Also, include a full
explanation of why the Company supports removal of the each
compliance item on the list.
The Company appreciates Staffs desire to consider removing
outdated and unnecessary compliance items. The Company has
identif ied the following compliance items to be reviewed for
removal/tenninadon in this proceeding.

16

17 Q.

18

Please present the Company outline for each of the outdated compliance items and

provide Staffs position indicating whether Staff is in agreement with the Company.

19 A.

20

The Company and Staff information is provided below. Staff has listed the Company

items, the on those items and Staf fsidentified compliance

21

Company responses

recommendations on the elimination of these compliance items:

1.
22
23
24
25
26

Docket No. 98-01841 Page No. 4, Line No. 10. Issue: Notify the
ACC about use of IPCS in last year. Company reason to eliminate:
Southwest Gas has rarely utilized this program, and in fact has not
utilized it in the past decade.

27
28
29
30
31

Staff response: Staff agrees that the program is no longer utilized by
the Company and that there is nothing to report. Therefore, Staff
agrees duet it is reasonable to discontinue due Compliance reporting on
this matter. Summary: Eliminate.l

i

2. Docket No. 04-0876, Page No. 67, Line No. 4. Issue: Notify the
ACC about intervention in FERC Dockets. Companv reason to
eliminate: Company has been proving this information with no action
from Staff. Staff frequency intervenes along with the Company in
these proceedings. Company works with Staff on issues of shared
interest at other times. Requirement to file a letter is outdated and
unnecessary, particularly given the development of electronic
notifications and access that has occurred since dis compliance item
was ordered.

32
33
34
35
36
37
38
39
40
41
42
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ll

2

3

4

5

Staff response: Staff agrees that the FERC requirement is no longer
necessary. Southwest will continue to work with Staff on pipeline
issues relating to Arizona even in the absence of this requirement.
Staff agrees that it is reasonable to discontinue die Compliance
reporting on this matter. Summary: Eliminate.

3. Docket No. 10-0458, Page No. 43\ Line No. 7. Issue: Quarterly
Decoupling Reports. Company reason to eliminate: Southwest Gas'
decoupling mechanism is subject to annual review by Staff and vote by
the Commission, no action is taken on quarterly decoupling reports.
To simplify compliance requirements and review from Staff, die
Company would be comfortable including a section on an analysis of
decoupling bill impacts in its annual decoupling filing.

6

7

8

9

10

l l

12

13

14

15

16

17

18
19

20

Staff response: Staff supports further consideration of reporting
requirements depending on what form of decoupling is ultimately
ordered in the current case. Therefore, Staff recommends that the
elimination or modification of dies compliance item be determined in
conjunction with the adjudication of the rate case. Summary: Defer
to end of the current case.

4. Docket No. 10-0458, Page No. 43\ Line No. 22. Issue: Semiannual
Communications report. Company reason to eliminate: The
settlement agreement approved in Decision No. 72723 requires the
Company to file semiannual reports detailing developments in its
efforts to improve communications with customers, including a
section on whether the Company can use texdng to communicate with
customers. The Company has since implemented the following
communication enhancements, and believes this compliance item is no
longer necessary:

1. In June 2013, the Company fully implemented text
messaging, allowing customers to receive information
during a natural gas service interruption.

2. The Company implemented outage notification calls to
notify affected customers during a natural gas service
interruption.

3. The Company increased its use of social media,
including Facebook and Twitter to communicate with
customers and the general public during natural gas
service interruptions, and natural gas safety messaging.

4.

21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47

The Company recently redesigned its website to
improve die customer experience, including pages in
Spanish.
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l

5.
l
1
i

The Company created video content on You Tube,
and these videos are distributed on the Company's
social media pages.

l
2

3

4

5

6

7

8

9

10

Staff res once: This com lance item was created as a tem era r itemP P P 15
per Commlsslon requirement after the 2011 outages. Staff behaves it
is reasonable for this item to have run its course because the Company
has made man r lm movements in this area. Staff a hes that it is

5 . P . . g r .

reasonable to discontinue the Compliance reporting on this matter.
Summary: Eliminate.

Q. Please summarize Staffs recommendations on the four "outdated" compliance items

presented by the Company.

A. Staff concurs with the Company that item numbers 1, 2 & 4 are no longer necessary and

should be eliminated. Staff recommends duet item number 3 be deferred and reconsidered

within the context of due Commission's decision on due decoupling issue in this rate case.

I Q. Does Staff have any other issue with Southwest over Compliance matters?

A. No. The Company works well with Staff and positively manages its compliance

responsibilities.

Q. Does this conclude your direct testimony?

A.

12

13

14

15

16

17

18

19

20

21

22

23

24 Yes, it does.
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REVENUE REQUIREM ENT

[B]
STAFF
FAIR

VALUE
$1,801,065,079

[A]
CCMPANY

FAIR
VALUE

$1,812,414,667

LINE
N O . DE S C R IP T IO N

1 Adjusted Rate Base

2 $89,293,036 $93,991,904Adjusted Operating Income (Loss)

3 4.93% 5.22°/oCurrent Rate of Return (L2 / Ll)

4 6.01% 5.61%Required Rate of Return

5 $108,844,799 $100,967,708Required Operating Income (IA * L1)

6 $19,551,763 $6,975,804Operating Income DeBciency (LS L2)

7 Gross Revenue Conversion Factor 1.6329 1.6226

8 $11,318,939$31,926894Required Revenue Increase (L7 * L6)

9 $481,681,406 $481 ,681 ,406Adjusted Test Year Revenue

$513,608,300 $493,000,34510 Proposed Annual Revenue (LB + L9)

6.63% 2.35%11 Required Increase in Revenue (°/o)

I

E
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Test Year Ended November 30, 2015

GROSSREVENUE CONVERSIONFACTOR

[A]

RateDescription

[B]
Company

Proposed

0.30%

4.90%

35.00%

Line

No.

1

2

3

4

5

6

7

1.0000

0.0030

0.9970

0.0489

0.9481

0.3318

0.6163

Gross Revenue

Less: Uncollectible Revenue

State Taxable Income

Less: State Income Taxes

Federal Taxable Income

Federal Income Tax

Change in Net Operating Income

Gross Revenue Conversion Factor

[C]
Sta ff

Recommended

1 .0000

0.0030

0.9970

0.0489

0.9481

0.3318

0.6163

1.62261.6226

Components of Revenue Requirement Increase

Net Income

Federal and State Income Taxes

Uncollectibles

Tgtal Revenue Increase

8

9

10

11

12

13

14

15

Amount

$6,975,636

4,309,063

34,240

$11,318939

L.13 / L.316

17

Percent

61 .62800/0

38.0695%

0.3025%

100.0000%

38. 1850%

38.5750%

Computation of State and Federal Income Tax Rate

Per SWG Schedule C3, page 2 off

18

19

20

21

22

23

24

25

Adjusted rate base

Weighted cost of debt

Synchronized interest per Staff

Synchronized interest per Company

Difference (decreased) increased interest deduction

$1,801,065,079

1.85%

$33,283,449

$33,627,705

($344,256)



Schedule BKB-10Southwest Gas Corporation
DocketNo. G-01551A160107
Test Year Ended November 30, 2015

OPERATING INCOME STATEMENT - TEST YEAR AND STAFF RECOMMENDED

[A] [B] rD [E]

COMPANY
TEST YEAR
AS FILED

STAFF
RECOMMENDED

CHANGES
STAFF

RECOMMENDED

STAFF
TEST YEAR

ADIUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADIUSTED

$0

0

so

s481 ,681 ,406

0

$481681406

$481681406

0

$481,681,406

$11,318939

0

$11318939

$493,000345

0

$493,000,345

$1,345,425

111,226,774

27,827,100

872,491

0

so
0
0
0
0

51,345,425

111,226,774

27827,100

872,491

0

$1,345,425

111,226774

27,827100

872,491

0

so
0
0
0
0

0
0

6052009

70,960,598

5,838,203

66,172,927

5,838,203
66,172,927

(213,806)

(4,787,671)

83124,568

12,796366

(52,943)

41,628,621

2355,227

34252135

3392,388370

80200850

12,666,817

(52,943)

41,735,177

2,355,227

37,501,454

$387,689,501

0

0

0

0

0

4,322137

$4322137 80,200850

12,666,817

(52,943)

41,735177

2,355227

41823591

$392,011638

(2923718)

(129549)

0

106556

0

3,249,319

($4,698,869)

$4,698,8695899293,036 $93991 904 $100,988,706$6996,802

Line
No. Description

I Operating Revenues
2 Revenues
3 Gas Cost
4 ToW Margin
5
6 Operating Expenses
7 Other Gas Supply
8 Distribution
9 Customer Accounts
10 Customer Information
1 I Sades
12 Administrative and General
13 Direct
14 System Allocable
15 Depreciation and Amortization
16 Direct
17 System Allocable
18 Regulatory Amortizations
19 Other Taxes
20 Interest on Customer Deposits
21 Income Taxes
22 ToW Operating Expenses
23
24 Net Operating Income
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Schedule BKB-12Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 1 - MANAGEMENT INCENTIVE PROGRAM

[B][A]
ACT. COMPANY
NO. AS FILED

[C]
STAFF

AD1US1MENT ADIUSTED
LINE
no. DESCRIPTION

1 A&G Salaries
2 Direct
3 System Allocable
4 Total A8cG Salaries

920 $25,915
920 44,267,104
920 $44,293,019

$0 $25,915
(974,780) 43,292,324

($974,780) $43,318,239

5

6

7

8

9

10

11

12

13

14

15

$9,067,243
4.13%

$374,713
$8,692,530

56.07%
$4,873,902

20.00%
$974,780

Test Year Management Incentive Program Expense (Corporate)
Paiute Allocation Rate
Less: Paiute SG TC MI\IF Allocation (Line 8 * Line 9)
After Allocations to FERC.]urisdictions (L8 L10)
Arizona Four Factor Allocation
Test Year amount of Management Incentive Program Expense (Arizona) (L11 * L12)
Shareholder allocation percentage
20% Allocation of MIP Expense to Shareholders (L13 * L14)

REFERENCES:
Column [A]: Company Schedule C-1 O&M Summary, Column e
Column Company response to Staff DR 10009 and Staff DR 10010
Column [C]: Column [A] + Column

I



Schedule BKB-13Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 2 - RESTRICTED STOCK/UNIT PLAN "RSUP"

[B][Al
COMPANY
AS FILED

ACT.
NO.

[C]
STAFF

ADIUSTMENT ADIUSTED

$0
1,578,508

$1,578,508

920 $25,915
920 44,267,104
920 $44,293,019

$25,915
42,688,596

$42,714,511

$0 $0

L I NE
NO. DESCRIPTION

1 A&G Salaries
2 Direct
3 System Allocable
4 Total A&G Salaries

5
6 Miscellaneous General
7 Direct
8 System Allocable
9 Total Miscellaneous General

930.2
930.2
930.2

$0
3,922,005

$3,922,005
2,950,023

$2,950,023
971,983

($971,983)

10

11

12

13

14

15

16

17

18

19

920 930.2
$2,936,604 $1,808,244

4.13% 4.13%
$121,358 $74,727

$2815,246 $1,733,517
56.07% 56.07%

$1,578,508 $971,983

Test Year Incentive Compensation Plans Other than MIP (Corporate)
Paiute Allocation Rate
Less: Paiute SG TC MINIF Allocation (Line 14 * Line 15)
After Allocations to FERC jurisdictions (L14 L16)
Arizona Four Factor Allocation
Test Year amount of Management Incentive Program Expense (Arizona) (L17 * Ll8)

REFERENCES:
Column [A]: Company Schedule C1 O&M Summary, Column e
Column Company response to Staff DR 10009, Staff DR 10011 and Staff DR 10013
Column [C]: Column [A] + Column [B]

i
:

I



Schedule BKB-14Southwest Gas Corporation
Docket No. G01551A-I6-0107

Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 3 . SUPPLEMENTAL EXECUTIVE RETIREMENT PLAN "SERP"

[B] 1(31
SlAlF

ADIUSTED

III
ACT. COMPANY
no. AS FILED AD]UslMlinl

L INE
NO. D1;sc1<1v11on

A&G Salaries

Direct

System Allocable
Total A8¢G Salaries

926 $25915
926 44267104
926 344293019

($549091)
44,028,510

s43,479418

(s575,006)

(238595)
(s813,601 )

72.99%

100.00%

95.47%

Test Year Supplemental executive Retirement lixpensc (Arizona)

Test Year Supplemental Executive Retirement Expense (Corporate Direct Arizona)
System Allocable Amount of SERP
Total

SI 285966
211395

499837

so ,997198

50° i>
Sharing

$469,309

105698

238595
$813601

Arizona

Amount

5938618
21 1395

477 189
SI 627,202

1

2

3
4

5

6
7

8

9

10
11

12
13

14

R1;:1: : :<

Column III: Company Schedule C1 O&1\l Summary Column e

Column III: Company response to Staff DR 10019

Column III: Column IA] + Column [B]

1
1

1



Schedule BKB-15Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 4 - DIRECTORS AND OFFICERS LIABILITY INSURANCE

[B]
ACT.
no.

[Al
COMPANY
AS FILED

[C]
STAFF

ADIUSTMENT ADIUSTED

925

925
925

$162,325

6,530,513
$6,692,838

$0
$333,962

$333,962

$162,325

6,196,552

$6,358,876

L I NE
NO. DESCRIPTION

1 Injuries and Damages
2 Direct
3 System Allocable
4 Total Injuries and Damages

I
i

* L12)

5

6

7

8

9

10

11

12

13

14

15

$1,242,581

4.13%

$51,351

$1,191,230

56.07%

$667,923

50.00%

$333,962

Test Year Directors and Officers Liability Insurance Expense (Corporate)
Paiute Allocation Rate
less: Paiute SG TC MMF Allocation (Line 8 * Line 9)
After Allocations to FERC jurisdictions (L8 L10)
Arizona Four Factor Allocation
Test Year Directors and Officers Liability Insurance Expense Amount (Arizona) (Ll1
Shareholder allocation percentage
50% Allocation of MIP Expense to Shareholders (L13 * L14)

REEEREEQES;
Column [A]: Company Schedule C1 O&M Summary, Column e
Column [B]: Company response to STF DR 9002 and RUCO 5-012
Column [C]: Column [A] + Column



Schedule BKB-16Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 5 - EMPLOYEE VEHICLE COMPENSATION

[B][A]
COMPANY
AS FILED

ACT.
NO.

[C]
STAFF

ADJUSTMENT ADIUSTED
LINE
no. DESCRIPTION

1 A&G Salaries
2 Direct
3 System Allocable
4 Total A8cG Salaries

920 $25,915
920 44,267,104
920 $44,293,019

$0 $25,915
155,385 44,111,719

($155,385) $44,137,634

Test Year Employee Vehicle Compensation Expense (Corporate)
Paiute Allocation Rate
Less: Paiute SG TC MMF Allocation (Line 8 * Line 9)
After Allocations to FERC jurisdictions (L8 L10)
Arizona Four Factor Allocation
Test Year Employee VehicleCompensation Expense Amount (Arizona) (L11 * L12)

($302,089)
4.13%

(512,484)
(5289,605)

56.07%
($162,381)

5
6
7
8
9
10
11
12
13
14
15
16

Original Adjustment by the Company
Staff Adjustment

($6,996)
($155,385)

REFE N :
Column [A]: Company Schedule C1 O ac M Summary, Column e
Column Company response to Staff DR 10-028
Column [C]: Column [A] + Column



Schedule BKB-17Southwest Gas Corporation
Docket No. G01551A-16-0107

Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 6 - SELF INSURANCE

[B][A]
ACT. COMPANY
N(). AS FILED

[C]
STAFF

ADJUSTMENT AD]USTED

925

925
925

$162,325

6,530,513
$6,692,838

$400,001

430,023
$30,022

$562,325
6,100,490

$6,662,815

LINE
NO.  D ESC RI PTI ON

1 Injuries and Damages
2 Direct

3 System Allocable
4 Total Injuries and Damages

5

6
7

Claims Paid
< $1,000,000

System
Allocable

$1,508,854

0
0

$1,508,854

150,885

622,500
(8471 615)

Arizona Direct

$5,260,345
1 000000

4,000000

s10,260,345

1 ,026,035

106,354
$919,681

$519,680

$400,001

at $1 ,000,000

$4,000,000 Aggregate
Total Claims Paid

10Year Average (Line 12/10)

Recorded During Test Year

Staff Calculated Amount of Self Insurance Expense (L13 L14)

Company Pro Forma Adjustment (Arizona)
Staff Calculated Adjustment (L15 L16)

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Test Year Self Insurance Expense (Corporate) (L15)

Paiute Allocation Rate
Less: Paiute SG TC MMF Allocation (L19 * L20)
After Allocations to FERC jurisdictions (L19 - L21)
Arizona Four Factor Allocation
Test Year Self Insurance Expense Amount (Arizona) (L22 * L23)

Company Pro Forma Adjustment (Corporate)

Staff Calculated Adjustment

($471,615)

4.13%

($19,490)

($452,125)

56.07%
($253,506)

$176517

($430,023)

Column [A]: Company Schedule C1 ()&laI Summary Column e
Column [B]: Staff detail as shown above

Column [C]: Column [A] + Column



Schedule BKB-18Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 7 - RATE CASE EXPENSE

[B]
ACT.
NO.
928

1A1
COMPANY
AS FILED

$144,000

[ q
STAFF

ADJUSTMENT AD]USTED
($38,800) $105,200

DESCRIPTION
Regulatory Commission Expenses

LI N E

NO.

1

2

3

4

5

4

5

6

7

8

7

8

9

10

11

10

11

Printing/Copying/Postage/Freight
Professional Services
Notice/Publication
Court Reporting
Travel/Transportation/ Misc.
Total Rate Case Expense
Less: Staff adustment for ITS Stud 1
Staff Recommended total Rate Case Expense
Staff Amortization Period (Years)
Staff Annual Rate Case Expense
Company Amortized Rate Case Expense
Adjustment

$150,000
265,000
35,000
1,000

125,000
$576,000

50,000
$526,000

5
$105,200
144,000

($38,800)
1
1

1

1
1

1

1
1

REFERENCES:
Column [A]: Company Schedule C2, Adjustment 12, sheet 1 of 1
Column [B]: Company response to RUCO 2006 and Staff detail as shown above
Column [C]: Column [A] + Column [B]



Schedule BKB-19Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 8 - INVESTOR RELATIONS

[B]
ACT.
NO.

[A]
COMPANY
AS FILED

[C]
STAFF

ADIUSTMENT ADIUSTED

$0921

921

921

$0
8,419,321

$8,419,321

$0
8,423,284

$8,423,284
3,963

(83,963)

$0 $0930.2
930.2
930.2

LINE
no. DESCRIPTION

1 Office Supplies and Expenses
2 Direct
3 System Allocable
4 Total OHio Supplies and Expenses
5 Miscellaneous General
6 Direct
7 System Allocable
8 Total Miscellaneous General
9

$0
3,821,533

$3,821,533
$12,240,854

3,922,005
$3,922,005

$12,345,289

100,473
$100,473
$104,435Total Adjustment

Act. No. Total
$388,576

4.13%
$16,058

$372,518

10

11

12

13

14

15

16

17

18

19

921
$14,745

4.13%
$609

$14,135
56.07%
$7,926
50.00%
$3,963

930.2
$373,831

4.13%
$15,449

$358,382
56.07%

$200,945
50.00%

$100,473

56.07%
8208,871

50.00%
$104,435

Investor Relations Expense (Corporate)
Paiute Allocation Rate
Less: Paiute SG TC MMF Allocation (Line 8 * Line 9)
After Allocations to FERC jurisdictions (L8 L10)
Arizona Four Factor Allocation
Test Year Investor Relations Expense (Arizona)
Shareholder Allocation Percentage
Investor Relations Expense Allocated to shareholders

RE=EE8ENQE&
Column [A]: Company Schedule C1 O&M Summary, Column e
Column Company response to RUCO DR 3-006
Column [C]: Column [A] + Column

I



Schedule BKB-20Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 9 - INCOME TAX

181[A]
COMPANY
AS FILED

34,252,135
AD]USTMENT

$3,249,319

[C]
STAFF

AD]USTED
$37,501,454

12

13

14

15

16

17

18

19

STAFF

ADIUSTED
$481,681,406

350,188,048

$33,283,449

$98,209,909

4.90%

$4,812,286

$93,397,623

35.00%

$32,689,168

$37,501,454

STAFF
RECOMMENDED

$493,000,345

$350,188,048

$33,283,449

$109,528,848

4.90%

$5,366,914

$104,161,934

35.00%

$36,456,677

$41,823,591

LINE
n o . DE S C R IP T IO N

1 Income Taxes

2

3

4

5

6

7

8

9 Calculation of Income Tax:

10 Revenue (Sch BKB-10, Col. [C] Line 4, Col. Line 4)

11 Operating Expenses Excluding Income Taxes

Synchronized Interest (Sch BKB2, L25)
Arizona Taxable Income (L10 L11 L12)
Arizona State Income Tax Rate (Sch BKB2 L4)
Arizona Income Tax (L13 x L14)
Federal Taxable Income (LI3 . L15)
Total Federal Income Tax Rate (Sch BKB-2, L6)
Total Federal Income Tax
Combined Federal and State Income Tax (L15 + L18)

1
1
1

R EF ER EN C ES :

Column [A]: Company Schedule C1, sheet 1 of 18, Column e

Column [B]: Staff detail as shown above

Column [C]: Column [A] + Column

I



Schedule BKB-21Southwest Gas Corporation
Docket No. G0155lA160107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 10 . DEPRECIATION EXPENSE

[DIOBI1A1

Dl I'RFC1AIl()N
EXPENSE

1(II
ST.\FF R1;c:omm1=n1>l=1>

I) l£l 'R li( . lAl l( )N
RA1.1:DI1s(IRlpll( )N

NONDEPRI£(IlABlJi/
FULLY DFl'Rl£(.lAll'D

PLANT
BALANCE

ACCT.

NQ
Dinrl

0.()0"o

0.00%

0000(1

1.37%

3.35%

1.81%

3.87%

2.82%

4.15%

1.78%

0.00%

0.00%

2.79%

2.79%

7.29%

I.1nn

n o .
1
2

3
4
5
6
7
8
9
10
l l
12
13
14
15
16
17

SO

0

0

405666

0

0

0

0

0

0

O

0

16211030

0
U
0
0
0
0
0
0
0
0
0
0
0

21940/a

I 4.370/0

4.07%

3.73%

10.3900

5.48%

3.46%

1 .1 I%

21 .')6°.0
6.38%

542653

2131 095

1968623

405666

2580656

1 l()557

1,664700525

75,260770

836933947

292374234

11813831

432098

16.211030

50485778

47227

5200798

17115708

2364>,l 16

15252736

845802

9863065

503064

8173,953

2209647

569911

1152518

301 Urbanization

302 Franchise and Consents

303 Miscellaneous Intangible

374 Land 8: Land Rights

374 Rights of Way

375 Structures & Improvements

376 Mains

378 Measuring and Reg. Stations

380 Services

381 Meters

385 industrial Measuring and Reg. Sta.

387 Miscellaneous Equipment

389 Land 84 Land Rights

390 Structures & Improve Co. Owned

390 Structures & Improve Leasehold

391 Office Furniture 81 Fixtures

391 Computer Software & Hardware

392 lransponation Equipment Light

392 Transportation Equipment Heavy

393 Stores Fquipment

394 Tool Shop 84 Garage Equip.

395 Laboratory Equipment

396 PowerOperated liquipmcnt

397 Communication Equipment

397 Telemetry liquipmcnt

398 Miscellaneous liquipmcnt

18

19

20

21

22

23

24

25

26

27

28

29

30

so

69261

0

O

35355

3704

30131 080

2912592

23601 537

12133531

210286

0

0

1408553

131 s

379138

3755186

3397659

620786

31 548

1024772

27568

282819

(24527)

125152

73531

80200850

83 124568

(2923718)

Total Direct Depreciation
Direct Depreciation as Sled

Staff Recommended adjustment

0.00%

2.79%

2.79%

7.29%

21.94"/0

14.37%

4.07"0

()OF%

3.73%

10.39%

5.48%

3.46%

. l .11%

21 .96°/0
6.38%

0

0

2364261

0

0

0

0

0

0

0

0

O

O

O

O

O

O

34660

122666985

2364261

16969792

2546644

5025979

9530290

2040966

0

0

19969

352328

546398

6594

3742521

1256

685,621

0

301 Organization

303 Miscellaneous lntangiblc

389 Land 84 Land Rights

390.1 Structures 8: Improve . Co. Owned

390.2 Structures & Improve . Leasehold

391 ()face Furniture 84 Fixtures

391 .I Computer Software 84 Hardware

392.11 Transportation EquipmentLight

392. 12 Transportation EquipmentHeaq

392.21 Transportation EquipmentAircraft

393 Stores Equipment

394 Tool Shop & Garage Equip.

395 Laboratory Equipment

396 Power mtcd Equipment

397 Communication Fquipment

397.2 Telemetry Equipment

398 Miscellaneous liquipmcnl

Rounding

0

9301 683

0

473457

71 os

366394

2090946

293287

0

0

745

36607

29943

228

(41542)

276

43,743

(I

12666817

12 796 366

129549

Total System Allocable Depreciation
Direct Depreciation as filed

Staff Recommended adjustment

Total Plant in Service 53206,564272

3 I

32

33 $111444//mék
34

35

36

37

38

39

4()

4 l

42

43

44

45

46

47

48

49

50

St

52

53

54

55

56

57

58

592,867667

595920934

$3053267

S18980957 Total Deprecation

Direct Depreciation as filed
Staff Recommended adjustment



Schedule BKB-22Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

OPERATING AD USTMENT no. 11 - PROPERTY TAX

[B][Al
COMPANY
AS FILED

$41628,621
AQIUSTMQENT

$106,556

[C]
STAFF

ADIUSTED
$41,735,177

LINE
NO. DESCRIPTION

1 Other Taxes
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

Adjustment to Property Tax Expense
Adjusted Net Plant in Service
Add: Materials and Supplies
Less: Transportation Equipment
Less: Land Rights
Estimated Full Cash Value
2016 Assessment Ratio
Assessed Value
Composite Property Tax Rate
Annualized Property Taxes
Capitalized Property Taxes
Annualized Property Tax Expense
Recorded Property Tax Expense
Adjustment

$1,754,880,282
17,366,994
(41,538,459)
(16,616,696)

$1,714,092,122
18.00%

$308,536,582
14.11%

$43,522170
(1,831,351)
41,690,819
41,584,263

$106,556

REFERENCES:
Column [A]: Company Schedule C-1, sheet 15 of 18, Column f
Column Staff detail as shown above
Column [C]: Column [A] + Column



BEFORE THE ARIZONA CORPORATION COMMISSION

i

DOUG LITTLE
Chairman

BOB STUMP
Commissioner

BOB BURNS
Commissioner

TOM FORESE
Commissioner

ANDY TOBIN
Commissioner

DOCKET no. G-01551A-16-0107

I|

IN THE MATTER OF THE APPLICATION OF )
SOUTHWEST GAS CORPORATION FOR THE )
ESTABLISHMENT OF jUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERTIES OF SOUTHWEST GAS )
CORPORATION DEVOTED TO ITS ARIZONA )
OPERATIONS )

)

DIRECT

TESTIMONY

OF

BLESSING NKIRUKA CHUKWU

EXECUTIVE CONSULTANT III

UTILITIES DWISION

ARIZONA CORPORATION COMMISSION

NOVEMBER 30, 2016



TABLE OF CONTENTS

Page

1. INTRODUCTION 1

11. PURPOSE OF TESTIMONY 2

111. BACKGROUD 3

Iv. SUMMARY OF PROPOSED RATE BASE 4

v. RATE BASE 4

:

II

i
I

I
i

Fair Value Rafe

Rate Bale

Rafe Bare

Rare Ba.feAdju.ff/non! No. 1 Po.ft Te.r!Year ("PTYQ Plan!Addiziom

Rafe Bare Aofmrfrzfenf No.2 Po.rz Tex! Year P/am' Aaldifiomr (Sy.r!em

Rafe Bare A¢§u.r!/near N0.3a - Airplane, Aiqb/ane Equoofzfenf and Hangar (Original 7
Rafe Ba.feA¢§u.f!fr:en! No.3b - Airplane, Airplane Equiprnen! and Hangar (RgnD)
Working
Rare Ba.\eA¢§u.r!menf N0.4 - Ca.r/J Working
Rafe Bare Ao§u.r!mezn No.5 - Marina/and.Sz¢ppée.f 10
Rafe Ba.reAu.r!meat No.6 - Prepaid Ljabiigf Imruranoe 70
Rafe BweAuHmenf No.7 - Cu.rfo.wer 77
Rate Ba.reAc#u.r!rzzen: No.8 - 72
Rafe BareAafuffmenz No. 9 - Aocurau/a!ed Do/érrvd Intorae Taxer (ADIT'Q Bonus Tax Depreciation on PTY Plant Adalz?ion.r

SCHEDULES

Rate Base - Fair

BNC9a

Summary of Original Cost Rate Base Adjustments
Summary of Reconstruction New Less Depreciation Cost Rate Base Adjustments (RCRB) Bnc-4b
Rate Base Adjustment No. 1 - Post Test Year ("PTY") Plant Additions (Direct)
Rate Base Adjustment No. 2 - Post Test Year Plant Additions (System Allocable))
Rate Base Adjustment No. PA - Airplane, Airplane Equipment and Hangar (OCRB) BNC-7a
Rate Base Adjustment No. CB - Airplane, Airplane Equipment and Hangar (RCRB) Cb
Rate Base Adjustment No. 4 - Cash Working
Rate BaseAdjustment No. 5 - Material and
Rate Base Adjustment No. 6 - Prepaid Liability
Rate Base Adjustment No. 7 - CustomerDeposits
Rate Base Adjustment No. 8 - Customer 8e
Rate Base Adjustment No. 9 - Accumulated Deferred Income Taxes ("ADIT") Impact related to Post Test

Year Plant



EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

This testimony provides Arizona Corporation Commission Utilities Division Staffs ("Staff")
analysis and recommendations regarding Southwest Gas Corporation's ("SIG" or "Company") rate
base in this rate case application.

The Company proposes a $31,926,894 or 4.25 percent revenue increase from the test year
revenue of $481,681,406 The proposed revenue increase would produce an operating income of
$108,844,799 for a 6.01 percent rate of return on a fair value cost rate base ("FVRB") of
$1,812,414,666. l

l
l
l

4

l
l

Staff recommends the following adjustments be made to SWG's proposed Original Cost
Rate Base ("OCRB") and Reconstructed Cost New Depreciated Rate Base ("RCND"):

Summa of Staff Adustlnents to Rate Base ORCB RCND RB
Adj.
No.

Increase

decrease

2
3
4
5
6
7

I t
9

$
$
$
3
$
75
$
s
s

s
$
s
3
s
3
$
s
$

2,193,988
1,892,895
2,650,064

388,000
2,002,668

148,588
173,954

2,826,727
(7,560,471)

Increase
decrease

2,193,988
1,892,895
3,055,505

388,000
2,002,668

148,588
173,954

2,826,727
(7,560,471)

Descry son
Post Test Year Additions erect
Post Test Year Additions Allocable

. lane, Al lane E up went and Han Ar
Cash Workmen Ca ital
Material and Su lies
Pre aid Insurance
Customer De sits
Customer Advances
Accumulated Deferred Income Tax -Bonus Tax Depreciation on
Post Test Year Plant Additions
Total of Staff Adustxnents
S I G Pro used Rate Base Ort . al Cost and RCND»

$

s

s

8
$
s

11,146,86
1,336,049,260
1,324,902,393

11,552,308
2,288,780,073
2,277,227,765Staff Proposed Rate Base (Original Cost and RCND)

_
_
_
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1 INTRODUCTION1.

2 Q .

3

Please state your name, business address, by whom and where you are employed and

in what capacity.

A.4

5

6

My name is Blessing Nkiruka Chukwu. My business address is 1200 West Washington Street,

Phoenix, Arizona 85007. I am employed by the Utilities Division ("Staff") of the Arizona

Corporation Commission ("ACC" or "Commission") as an Executive Consultant III.

7

8 Q. Please describe your educational and professional background.

A.9

l

l

l

10 l
l

11

12

I received a B.S. in Accounting and a M.B.A. in Finance from die University of Central

Oklahoma. I was employed for over eight years by The City of Oklahoma City ("City") in

various capacities. For approximately eight years of my employment with the City, I was an

Administrative Aide with the responsibility of overseeing the various Environmental

13 Protection Agency's mandates on Stormwater Quality within the Corporate City limits. Prior

14

15

16

17 departments.

18

19

20

21

22

23

24

25

to being an Administrative Aide, I was a Budget Technician where I was responsible for

reviewing, analyzing, and recommending budget requests and/or proposed budgets, fund

transfers, appropNadons and/or any other budget related issues proposed by assigned

Prior to joining the Commission, I was employed by the Oklahoma

Corporation Commission ("OCC") for five years in the Public Utility Division, where I held

various Public Utility Regulatory Analyst positions of increasing responsibilities. My

responsibilities at the OCC included processing of applications consisting of rates and

charges, streamline tariff revisions and requests for Cerdhcates of Convenience and Necessity

("CC&N") filed by local exchange telecommunications companies, payphone providers,

resellers, and operator service providers. I also reviewed mergers and acquisitions,

Interconnection Agreements (including Arbitrations), and performed special projects as

requested by the Director of Public Utility Division and/or the Commissioners.

26
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1 Q . How long have you been employed with the ACC?

2 A. I have been employed with the ACC since May 27, 2003.

3

4 Q. What are your responsibilities as an Executive Consultant III?

A.5
I

6

7
l
i
W

8 \

My responsibilities include, but are not limited to, serving on the case teams, development of

policies and procedures for appropriate regulatory oversight of public utilities; review of

applications for CC&Ns, review of applications for rate cases and writing Staff Reports and

Testimony.

9

10 Q. Have you testified previously before this Commission?

l A. Yes, I have testified before this Commission.

12

13 11. PURPOSE OF TESTIMONY

14 Q. What is the purpose of your testimony?

15 A. The purpose of my testimony is to provide Utilities Division Staffs ("Staff") analysis and

16

17

recommendations regarding Southwest Gas Corporation ("Soudlwest" or "SWG" or

"Company") rate base in this rate case application.

18

19 Q. What is the basis of your recommendations?

20 A.

21

22

23

24

25

26

I performed a regulatory audit of the Company's application to determine whedmer sufficient,

relevant, and reliable evidence exists to support the Company's requested rate base. The

regulatory audit consisted of examining and testing the financial information, accounting

records, and other supporting documentation and verifying that the accounting principles

applied were in accordance with Me Commission-adopted National Association of Regulatory

Utility Commissioners ("NARUC") Uniform System of Accounts ("USoA") and Generally

Accepted Accounting Principles.

27
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l

l 111. BACKGROUD

2 Q. Please provide a brief description of Southwest and the service it provides.

A.3

4

5

6

Southwest is an Arizona Class A utility engaged in the retail distribution, transportation, and

sale of natural gas for domestic, commercial, agricultural, and industrial uses. Southwest

currently serves over 1.9 million customers in due states of Arizona, California, and Nevada.

Approximately 54 percent of the Company's customers are located in the state of Arizona,

7 including pardons of Cochise, Gila, Graham, Greenlee, La Paz, Maricopa, Mohave, Pima,

8 Penal, and Yuma counties. SIG's Central Arizona Division is headquartered in Phoenix and

9

10

its Southern Arizona division is headquartered in Tucson. The current rates for the Company

were approved in Decision No. 72723, dated january 6, 2012.

11

12 What is the primary reason for Southwest's requested permanent rate increase?Q.

A13

14

15

According to the Company, it has been more dan Hve years since it filed its last general rate

and currently its effective rates are based upon the level of operating expenses and capital

investments made by the Company prior to June 30, 2010. Also, its authorized revenues need

16 to be updated to reflect overall changes in the level of operating expenses currency being

17

18

experienced by the Company and to reflect the significant amount of capital investments that

have been made in the natural gas distribution system since its last rate case that are not

19 presently included in rates.

20

21

22

23

As a result, the Company is seeking Commission approval for certain adjustments to its rates

and charges for utility service so that the Company may recover its operating expenses and

have a reasonable opportunity to earn a just and reasonable rate of return on the fair value of

24 its property.

25
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l Iv. SUMMARY OF PROPOSED RATE BASE

2 Q. Please summarize the Company's filing.

A.3

4

5

6

7

The Company proposes a $31,926,894 or 4.25 percent revenue increase from the test year

revenue of $481,681,406 The proposed revenue increase would produce an operating

income of $108,844,799 for a 6.01 percent rate of return on a fair value cost rate base

("FVRB") of S1,812,414,666. The Company's proposed rates represent a 2.8 percent increase

to the average annual bill for residential customers.

8

i9 Q. What test year did SWG utilize in this filing?
i

i

10 A. Southwest's test year is based on the twelve months ended November 30, 2015.

l l

12 RATE BASEv.5
I|

I 13 Fair Value Rafe Base

14 Q.

15

Did the Company prepare schedules showing the elements of Reconstruction Cost

New Rate Base?

16 A.

17

18

Yes, the Company did. Southwest prepared schedules that show the Original Cost Rate Base

("()CRB"), the Reconstruction Cost New Rate Base ("RCRB") and averaged the two using

equal weighting to calculate due FVRB.

19

20 Q. What is the difference between SIG's proposed rate base and Staffs recommended

21 rate base?

22 A. Below is a comparison of Southwest's proposed rate base and Staffs recommended rate base:

23
\Summa of Rate Base Com an Staff Difference

sIOrt . al Cost Rate Base
RCND Rate Base
Fair Value Rate Base

s
s
s

s
3
s

$
s
s

1,336,049,260

2,288,780,073
1,812,414,667

1,324,902,393
2,277,227,765
1,801,065,079

11,146,867
11,552,308
11,349,588
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l Rate Bare Summary'

2 Q. Please summarize Staffs rate base adjustments for Southwest.

l

A .3 Below is a summary of  Staf f  adjustments for Southwest:

i 4

l
l
E
l

Summa of Staff Adustments to Rate Base ORCB RCND RB
Adj.
No.

I t
•»

|

2

3
4

5
6
7

9

s

s
s
s

s

s
$

$
$

$
$
$

s

$
$
$

$
$

Increase
decrease

2,193,988

1,892,895
2,650,064

388,000
2,002,668

148,588
173,954

2,826,72
(7,560,471)

Increase
decrease

2,193,988

1,892,895

3,055,505
388,000

2,002,668
148,588

173,954
2,826,72

(7,560,471)

s $

Descry don

Post Test Year Additions erect
Post Test Year Additions Allocable

A l lane,  . . lane E i i  went and Han Ar
Cash \Vorkin Ca i tal

Material and Su lies
Pre aid Insurance

Customer De posits
Customer Advances

Accumulated Deferred Income Tax -Bonus Tax Depreciation on
Post Test Year Plant Additions
Total of Staff Adjustments

SIG Pro used Rate Base Ori . al Cost and RCND
Staff Pro used Rate Base Ort pal Cost and RCND

s
s

s
s

4¢
(11,146,867)

1,336,049,260

1,324,902,393

_
_
_

(11,552,308)

2,288,780,073
2,277,227,765

5

6 Rate BaseAzkflmenfr

7 Q .

8

Please discuss Staffs adjustments to SW G' s  rate  b as e shown on Schedules B N C - 5 ,

BNC-6, BNC-7a, Bnc-7b, BNC-7c, Bnc-7d, BNC-7e, BNC-8a, Bnc-8b, and BNC-

9 9.

A .10 Staf f  is  recommending 9  ad jus tments  to  SW G's  proposed rate  base. Staf f s  ad jus tments  to

12

SWG's FVRB result in a net decrease of  $11,349,588 from $1,812,414,667 to 31,801,065,079.

These adjustments are discussed below.

13

14 Rafe Base Aa]u.ftmenf No. 1 Par/ Tex/ Year ('7>TY'9 Plant Additions (Direrl)

15 Q . Please explain the adjustment for  Post T est Year Plant Additions (Direct).

16 A .

17

This adjustment increases SWG's f iled jurisdictional rate base by $2,193,988 and ref lects the

actual costs incurred for Post Test Year Plant (Direct) through August 31, 2016, as shown on

18 Schedule BNC-5, line 16.

19
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1

2

3

4

5

6

The Company's response to data request ("DR") STP 8-001 indicates that the costs on the

work paper Schedule B-2 Post Test Year Plant as filed were those incurred through

approximately March 25, 2016. In response to STD 8-001, the Company updated the

worksheets comprising work paper Schedule B-2, Company's Adjustment 18, to include up-

to date cost and in-service date information. Staff believes it is appropriate to include only

actual costs incurred through August 31, 2016 in its post-test year adjustment.

7

8 Rafe Base Azuflmenf No.2 P051 Tex! Year Plant Additions (jjufem A//orab/e)

9 Q.

10

Please explain the Staff adjustment for Post Test Year Plant Additions (System

Allocable).

A.l l

12

leNs adjustment consists of two components: (1) a Miscellaneous Intangible Plant (Account

303) adjustment and (2) a General Plant adjustment.

13

114

15

16
1
1

17

18
1

19

As stated above, the Company's response to DR STD 8-001 indicates that the costs on the

work paper Schedule B-2 Post Test Year Plant as filed were those incurred through

approximately March 25, 2016. In response to STF 8-001, the Company updated die

worksheets comprising work paper Schedule B-2, Company's Adjustment 18, to include up-

to date cost and in-service date information. Staff believes it is appropriate to include only

actual costs incurred through August 31, 2016 in its post-test year adjustment.

20
l
l21 The total adjustment for Post Test Year Plant Additions (System Allocable) reduces SWG's

22 filed jurisdictional rate base by $1,892,895 and reflects the actual costs incurred through
l

23 August 31, 2016, as shown on Schedule BNC-6, line 14.

24
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l Q. Are there related adjustments that need to be considered?

A .2

3

4

According to Company's response to STP DR 2-004 and 2-017, and RUC() 2-011, "there are

no accumulated depreciation associated with post-test year plant additions. Therefore, there

are no book/tax depreciation differences and the associated deferred tax impact is $0."

5

6

7
I
I
.

8

9

However, in a subsequent DR, RUC() 8-007, the Company indicated that all post-test year

plant additions are eligible for bonus depreciation and that the Company in fact takes bonus

depreciation on all eligible plant additions. The bonus depreciation is discussed further with a

related adjustment to Accumulated Deferred Income Tax.

10

l l l

l

Rafe Bare A4WJ!menl No.3a - Airplane, Airplane Equibmenf and Hangar (Original Cori)

l
12 Q. Please explain the adjustment for Airplane, Airplane Equipment and Hangar

1
1

13 (Original Cost) .

A.14

15

16

17

This adjustment consists of two components: (1) Airplane adjustment and (2) Airplane

Equipment and Hangar adjustment. Schedule BNC-7a shows the costs for corporate

airplane, airplane equipment and hangar that were included in rate base as system allocable

plant that were charged to Arizona jurisdiction. Those company-owned aircraft costs are

18 removed from Arizona rate base, reducing rate base by a net amount of 32,650,064 Staff

19

20

believes the company-owned airplane, airplane equipment and hangar are unnecessary for the

provision of safe and reliable utility service to Arizona customers.

21

22 Q. Is there an adjustment to operating expenses related to this adjustment?

A.23

24

Yes. There is a related adjustment to test year depreciation expense, based on the adjustment

to Plant in Service. The adjustment is addressed in Staff witness Brian K. Bozzo's testimony.

25
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1 Rate Base Adj/J!/nent No.3b - Airy)/ane, Airplane Equipment and Hangar (RCND)

2 Q . P l e a s e  e x p l a i n  th e  a d j u s tm e n t  fo r  Ai r p l a n e ,  Ai r p l a n e  E q u i p m e n t  a n d  Ha n g a r

3 (RCND).

4 A.

5

6

7

8

jus t as  Ad jus tment No. pa, this  ad jus tment cons is ts  o f  two components . Us ing  info rmation

in the  C o mp any' s  ap p l ic at io n,  S taf f  c alc ulate d  an R C N f ac to r  o f  1 .5 5  f o r  the  ai rp lane

equipment and  hangar, us ing  the  Handy-W hitman I ndex Methodo logy. The  A irp lane  is  the

only i tem in Account No . 392 .21  so  S taf f  calculated  the  RCN f ac to r us ing  the  Company's

OCRB and RCRB reported balances . Schedule  Bnc-7b shows the cos ts  that were  charged

9 to  Arizona ratepayers . Those cos ts  are  removed f rom the Arizona rate  base, reduc ing rate

10

l l

base by a net amount o f  $3,055,505 As s tated above, the airp lane, airp lane equipment and

hang ar are  unne c e s s ary f o r  the  p ro vis io n o f  s af e  and  re l iab le  ut i l i ty s e rvic e  to  A r izo na

12 customers.
I
I
I

I
I
I
I
I 13

14 Q . Is there an adjustment to operating expenses related to this adjustment?

A .15
1

1
1
1
1116

Yes. There is a related adjustment to test year depreciation expense, based on the adjustment

to Plant in Service. The adjustment is addressed in Brian K. Bozzo's testimony.
1
1

17

1
18 Working Capita/A//owanve

19 Q .

2 0

Wh a t  c o m p o n e n ts are i n c l u d e d  i n  t h e C o m p a n y ' s  p r o p o s e d  w o r k in g  c a p i ta l

allowance?

21 A .

22

23

24

The Company's  proposed working capital allowance consis ts  of  three components. They are

(1) a thirteen-month average prepayments balance of  $6.9 million;

(2) a thirteen-month average material and supplies balance of  $15.4 million; and

(3) a negative cash working capital balance of  $4.11 million based on a lead/lag study.

25
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1 Q. Did Staff make working capital adjustments to rate base?

2 A.

3

Yes, Staff made adjustments to prepayments, materials and supplies and cash working capital.

The Staff adjustments are discussed below.

4
l

5 Rule Bale A¢§zufmen1 No.4 - Cash Working Capita/

6 Q. Please describe Staffs cash working capital adjustment to rate base.

7 A.

8 company needs tO operate.

9

10

1 1

The calculation of a cash working capital requirement quantifies the amount of cash drat a

Staffs  recommended adjustments are based on Staff

recommended revenue and expense levels in the schedules, and adjustments that Staff is

recommending to the expense lag (lead) days for operating expense. As expenses were

increased or decreased in the revenue requirement these were also increased or decreased in

12 the cash working capital requirement.

13

14 Q. What basis did the Company use for its proposed allowance for cash working capital?

15 A. The Company's proposed allowance for cash working capital is based on a lead-lag study.

16

17 Q. What does the net result of the lead-lag factors suggest?

18 A.

19

20

21

22

23

24

25

the net result from a lead-lag study indicates whether investors or ratepayers are being asked

to provide the operating cash levels required to run recurring operations. The timing of the

collection of revenues was compared to the timing of expenses SIG proposed. I f  the

expense took longer to pay than to collect the revenue, SIG receives the benefit of cash

working capital and the opposite is true if the expense is to be paid prior to die revenues

being received. A net lead-lag factor was multiplied by the average daily operating expense

applicable to each category of operating expense to calculate the positive or negative working

capital required.

26
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l Q. What adjustments did Staff make to the revenue lag (lead) days?

A.2 l

i

3

4

On Schedule B-5, page 2, column C of the Company's application, die operating expense lag

(lead) days were 40.68. Based on Staff recommended operating expense levels in the

schedules Staff believes that die appropriate lag (lead) days is 40.95.

5

6 What is Staffs recommendation?Q.

7 A. Staff recommends a decrease to the allowance for cash working capital of $388,000 as shown

8 on Schedde BNC-8a.

9

10 Rafe Bare Adjustment No.5 - Malefic/ and51/pp6e.f

l l Q. Please describe Staffs material and supplies' adjustment to rate base.

12 A.

13

14

15

16

17

As mentioned above, the Company's proposed working capital allowance includes a thirteen-

month average material and supplies balance of $15,364,326 In Company's response to Staff

Informal DR 4_Attachment 1, SIG provided updated monde end balances for the thirteen

months ending September 30, 2016. The updated thirteen-mondi average material and

supplies balance is $17,366,994 Staff reviewed the month end balances during the period

and determined Mere is a need to normalize the balance included in the rate base.

18

19 What is Staffs recommendation?Q.

A. Staff recommends an increase to material and supply of $2,002,668 as shown on Schedule20

21 Bnc-8b.

22

23 Rate Base Ad/k/Jfmenf No.6 - Prepaid Libbi/ig Intu/ame

24 Q. Please explain Staff's Prepaid Liability Insurance adjustment to rate base.

A.25

26

This adjustment consists of two components: (1) a Prepaid Directors' and Officers' Liability

Insurance adjustment and (2) an adjustment for updated thirteen-month average prepayments

27 balance.
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l

l

l

2

3

4
l

l

l5

6

In data request responses to STF 9-002 and RUCO 5-012, SIG identified $290,653 as the

level of Prepayments to include in rate base for Prepaid Directors' and Officers' Liability

Insurance. This Staff adjustment removes $145,326 (one-half ), of the rate base amount for

Prepaid Directors' and Officers' Liability Insurance, to reflect a 50-50 sharing of such cost

between shareholders and ratepayers, as shown on Schedule BNC-8c. The sharing of this

cost is addressed further with a related adjustment to expense, M Brian K. Bozzo's testimony.

7

8 l

l

9

10

11

1
1

\
1
1

1

and November 2015.12 l

13
1
1
l

14

15

As indicated above, the Company's proposed working capital allowance includes a thirteen-

mondu average prepayments balance of $6,885,291. In the Company's response to Staff

Informal DRs 1-006 and 4_Attachment 1, S I G provided updated month end balances for

the thirteen months ending September 30, 2016, and also corrected the amounts for October

The updated thirteen-month average prepayments balance is

$7,179,205 Staff reviewed die month end balances during the period and determined there is

a need to normalize the balance included in the rate base. This adjustment would normalize

the prepayments balance and would increase the rate base by $293,914.

1

1

l

16

1

17 Q. What is Staffs Net Prepayments recommendation?

A.18 Staff recommends a net increase to prepayments of $148,588 as shown on Schedule BNC-8c.

19

20 Rate Base Azu.rlmen! No. 7 - Cu;/omer Deposit

21 Q. Please describe Staffs Customer Deposits adjustment to rate base.

22 A.

23

24

25

This adjustment normalizes the balance included as a reducion to rate base. In Company's

response to Staff Informal DR 4_Attachment 1, SWG provided updated month end balances

for the thirteen months ending September 30, 2016. In the Company's application, the

proposed thirteen-month average customer deposits balance is $39,253,787 while the updated

26 amount is $39,427,741.

27
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1 What is Staffs recommendation?Q.

A .2 Staff recommends an increase to customer deposits of $173,954 as shown on Schedule BNC-
l

I

8d.3

l

4
1

l

5 Rafe Ba.fe Az§uJrl»1enf N o . 8 - Curio/1verAd1/anves

6 Q. Please describe Staffs Customer Advances adjustment to rate base.

7 A.

8

9

10

This adjustment also normalizes the balance deducted from rate base. SIG had provided

updated month end balances for the thirteen months ending September 30, 2016. In the

Company's application, the proposed thirteen-month average customer advances balance is

$38,815,661 while die updated amount is $41 ,642,388.

12 What is Staffs recommendation?Q.

A.13 Staff recommends an increase to customer advances of $2,826,727 as shown on Schedule

14 BNC-8e.

15

916 Rafe Base Azfzutmenl No. Arfufmz/ated De/2'm»d Imvme Taxer ('ADIT'Q Bonus Tax Dqbreria/ion on PI Y

17 Plan! A Adi/iam

18 Q.

19

Please explain the adjustment for Accumulated Deferred Income Taxes for Bonus

Tax Depreciation on Post Test Year Plant Additions.

A.20

21

22

23

24

In SIG's response to data request STF 2-017, regarding bonus income tax depreciation on

any post-test year plant additions for which the Company is requesting rate base inclusion,

the Company stated that "as of the end of the test year, there is no accumulated depreciation

associated with post-test year plant additions. Therefore, there are no book/tax depreciation

differences, and the associated deferred tax impact is $0."

25

26 However, in SWG's response to data request RUCO 8-007, the Company indicated that "all

27 projects in the PTY plant adjustment arc eligible for 50% bonus depreciation. The Company
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l

2

takes bonus depreciation on all eligible plant additions." The Company also stated that the

amount related to bonus depreciation is 50% of each amount on the schedules provided, as

follows:3

4

5

6

7

WP B-2 Dir: $12,407,289

WP B-2 PTY Sys 303: $11,644,662

WP B-2 PTY Sys Gen: $1,325,263

8

9

10

l l

12

13I
I

According to SWG's response to data request RUCO 8-007, the Company based its

"response on the costs it is requesting for recovery in the post-test year plant adjustment, as

updated in response to Staff 8.01." The Company further stated that, "there may be trailing

charges after August 31, 2016, that will impact the final cost of each project, but will not be

requested for recovery in this proceeding."

1
114

I

i

In15
l

16 l
l

17

its supplement to SIG updated response to STF 8-001, SWG revised the PTY Plant

balance for System 303 (Miscellaneous Intangible Plant) from $23,289,325 to $23,931,832

Therefore, WP B-2 PTY Sys 303 should be $11,965,916

18

1

1
1

119

20

To calculate the bonus tax depreciation impact on ADIT, based on the PTY Plant Addition

(Direct), Staff multiplied 50°/o of the PTY Plant Additions' cost by the effective tax rate.

21

1
1
1

l

22 $24,814,579 X 50% x 38.06950/0 : $4,723,393

23

24

25

26

To calculate the bonus tax depreciation impact on ADIT, based on the PTY Plant Addition

(System Allocable 303), Staff multiplied 50% of the PTY Plant Additions' cost by the four-

factor allocator and by the effective tax rate.

27
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l $23,931,832 x 50% X 56.07% X 38.06950/0 = 82,554,193

2

3

4

5

To calculate the bonus tax depreciation impact on ADIT, based on the PTY Plant Addition

(System Allocable General), Staff multiplied 50% of the PTY Plant Additions' cost by the

four-factor allocator and by effective tax rate.

6

352,650,526 x 50% X 56.07% X 38.0695% : $282,885

As shown on Schedule BNC-9, the total impact is $7,560,471 which is added to ADI1 and it

7

8

9

10 reduces SWG's as-filed rate base.

Q.

11

12

13

What is the total reduction to Arizona jurisdictional rate base for the federal ADIT on

the PTY Plant Additions amounts?

14 A . The total reduction to Arizona jurisdictional rate base for the ADIT on the PTY Plant

Addition amounts is $7,560,471, as shown on Schedule BNC-4a, line 81

Aqzfuffments to Recons/ruafion C051 New Depreda/ed Rate Bare

Q. Please describe Staffs adjustments to RCND rate base.

15

16

17

18

19 A. Staffs adjustments to SWG's proposed RCND rate base are shown on Schedule Bnc-4b

(RCND). Except for Corporate Airplane, Airplane Equipment and Hangar costs, the RCND

adjustment amounts are the same as Staff's adjustments to OCRB.

Q. Does this conclude your direct testimony?

20

21

22

23

24 A. Yes, it does.
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Schedule BNC-5Southwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 1 - POST  TEST  YEAR ADDIT IONS DIRECT

[B]
ACT.
NO.

1.11
COMPANY
AS FILED

[C]
STAFF

ADIUSTMENT ADIUSTED
n

376

378

380

L I NE
n o . DESCRIPTION

Di r ib  t i  n P l
Mains
Measuring and Reg. Stations

Services

Total Distribution Plant

$1,671,744

176,529

433,837

52,282,110

$12,124,818

3,546,554

2,822,622

$18,493,994

$13,796,562

3,723,083

3,256,459

520,776,104

391.1

392.11

393

394

396

General Plant
Computer Software & Hardware
Transportation Equipment Light
Stores Equipment
Tool, Shop, & Garage Equip.
PowerOperated Equipment

Total General Plant

$28,003

1,921,601

106,981

83,896

349,269

$2,489,750

$30,500

1,885,166

64,615

126,262

295,085

$2,401,628

$2,497

(36,435)

(42,366)

42,366

(54,184)

(888,122)I
I

F
I
i

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 $20,983,744Total Post-Test Year Additions (Direct) $2,193,988 $23,177,732

REFERENCES:

Column [A]: Company Schedule B-2, page 1 and \Vorkpaper Schedule B2 Sheet 2

Column [B]: Company response to STF DR 8-001

Column [C]: Column + Column



ScheduleBNC 6Southwest Gas Corporation
Docket No. G01551A16-0107
Test YearEndedNovember 30,2015

RATE BASE AD USTMENT no. 2- POST TEST YEAR ADDITIONS ALLOCABLE

[8]

DESCRIPTION
ACT.
NO.

[Al
COMPANY
AS FILED

[q
STAFF

ADIUSTEDADIUSTMENT
Intanvi 1 Pl n

303 $15,277,341

$15,277,341

$13,418578

$13,418,578

Miscellaneous Intangible
Total Intangible Plant

($1,858,763)

(S1,858,763)

LINE
n o .

1
2
3
4
5
6
7 390.1

390.2
391

398
I

n  r  P  n
Structures & Improve Co. ()urned
Structures & Improve Leasehold
Office Furniture & Fixtures

Miscellaneous Equipment
Total General Plant

S951,958
107,532
287,479
40,623

$1,387,591

$917,417
104,167
291,215
40,659

$1353,459

(534540)
(3,364)
3,736

36
(534,132)

$16,664,932Total PostTest Year Additions (Allocable) $14,772,037($1,892,895)

l

l

l

Arizona 4Factor 56.07%

303

COMPANY
AS FILED
$277246,908
$27,246908

Amount Allocated
to Arizona

S15,277,341
Sl5,277,341

STAFF
ADJUSTED

$23,931,832
$23,931,832

Intangible Plant
Miscellaneous Intangible

Total Intangible Plant

Amount Allocated
to Arizona

S13,418,578
s13418,578

390.1

3909

391

398

8
9

10

11
12

13

14

15

16
17

18

19

20
21

22

23
24

25

26

27

28
29

General Plant
Structures & Improve Co. Owned
Structures & Improve Leasehold
Office Furniture & Fixtures

Miscellaneous EquiDm¢1][
Total General Plant

$1697,802
191,781
512,714
72,450

$2,474747

$951,958
107,532
287479
40,623

S1,387,59l

$1,636,200
185,781
519,377
72,515

$2,413,873

$917,417
104,167
291,215
40,659

S1,353,459

REF S:
Column [A]: Company Schedule B-2, page2 and Workpaper Schedule B2 Sheets 1, 2, 7, and 8
Column IB]: Company response to STF DR 8001
Column [C]: Column [A] + Column [B]



Schedule BNC-7aSouthwest Gas Corporation

Docket No. G01551A-16-0107

Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. PA AIRPLANE, AIRPLANE EQUIPMENT AND HANGAR

III
LINF
no

ACT.
N().

III
(;OMI>ANY
AS 1:I1.l;1)

I<rI
srAI:I:

ADIUSTVDA1>lus1mlan1

390.1

392.21

DIis(:RIp11on
(ycncral Plant
Structures & Improve Co. Owned

Transportation Fquipment-Aircraft

Total (general Plant

so

0

S0

$529,442

4609628

$5,139,070

(S529,442)
4609628

(s5,139070)

Accumulate Do r . so n n Am ) z  .  n

1

2

3

4

5

6

7

8

0

1,013,033

S1,013,033

(so 2851497251

99,705,173

(51 384854898)

Direct

System Allocable

Total Accumulated Depreciation and Amortization

(S1 ,285I49,725)

98692140

(St ,383,841,865)

Deferred Taxes 1,475,973(430,564,584) (429088611)

Iotal

Arizona

Allocation

Staff

Adjustment

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Act. No.

Original Cost

Accumulated Depreciation

Accumulated Deferred Income faxes

Net Arizona Rate Base

Airplane

Hangar and

Equipment

390.1

$529442

(200,035)

(17938)

S311469

$5,139,070
(1 ,013033)
(1 475,973)
$2650064

Airplane

392.21

$4609628

(812998)

(1 458035)

$23385595

($5,139,070)
1 ,013033
1,475973

($2650064)

F N C E :

page
Column [BJ: Company response to STI' DR 9001 ANI) RUCO DR 5.11

Column |(:]: Column + (Column OBI



Schedule Bnc7bSouthwest Gas Corporation

Docket No. G01551A16-0107
Test Year Ended November 30 2015

RATE BASE AD USTMENT no. CB AIRPLANE AIRPLANE EQUIPMENT AND HANGAR

l1*l
l.IN!€
NO.

LAI
COMPANY
AS lfl1.l:I>

Act.
N(). I I I

s.1.AI:l:

ADIUSTFDADI us1m FNI

390. I

392.21

D1;s<;R 11y11on

Sicnualjllanx
Structures B: Improve . Co. Owned
Transportation lIquipmcnlAifcraft

Total General Plan!

523422809

5070 591

S284933')')

$22601 709
0

5222601709

(S821l00)
5 O7O S91

(55891 6')0)

0

I204528
$1204528

(al 285149325)

(98.500.<»46»
(SI,$83650371)

($l285l49725)
(99705.I73)

($l3848548')8)

Direct

System Allocable
Total Accumulated Depreciation and Amortization

Deferred Taxes 1631 Asa(430564584) (428932926)

RUN

Staffs OCRB

Adjustment
Aiq>lznc

Hangar and

Staffs RCRB
Adjustment

Airplane
Ilnnlgar and

m mint Iactor I un men
390. 1 1.55

1.55

1.55

Original Cost
Accumulated Depreciation

Accumudntcd Deferred Income Taxes
Ne! Arizona Rate Base

$529,442
(200035)
(I 7.938)

$311 .469

$821 100

(310230)
(27820)

$483050

392.21

RCN

Factor
1.10

1.10
1.10

Staffs OCRB

Adjustment
Al lane

$4609628
(812998)

(1 458035)

Original Cost

Accumulated Depredation
Accumulated Dcfcfrcd Income .I3L\cs
Net Arizona Rate Base

Staffs RCRB
Adjustment

Al lane

S507()5() I
(894298)

1 603 839

$2572 455so 38595

1

2
3

4
5

6
7

8
9
lo

l I
12

13
14

15
16

17
18

19
20

21
22

23
24

25

26
27

28
29

30

31
32
33

34
35

36
37

38
39

40
41
42

Original Cost

Accumulated Dcprcciadon

Accumulated Deferred Income Taxes
Not Arizona Rare Base

Staff
Adustmcm

(sss91 690)
1204528
1631 658
3055.505

Total
Arizona

Allocation
$5891 690

(1 204528)
l 631 658

$3055505

Column Company response to STF DR 9001 AND RUCO DR 5.11

Column [Cl Column [AI + Column [B]



Schedule BNC-8aSouthwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 4 CASH WORKING CAPITAL

l
l

W113] [D] [E]

Lag Days

42.43

10.90

120.00

2.03

26. 10

[C]
STAFF

ADIUSTED
$256,651,324
130,574,851

2,272,445
95,051,685

$484,550,305

IA]
COMPANY
AS FILED

$256,651,324
134,338,717

2,369,037
96,289,296

$489648,374

Dollar Days
$10,889,715,677

1423,265878
272,693,418
192.,954,920

512,778,029,893

DESCRIPTION
Cost of Gas
Labor and Labor Loading
Provision for Uncollected Accounts
Other O & M Expenses
Total O & M Expenses

.\D]USTMENT
$0

(3,763,866)
(96,592)

(1 ,237,611)
($5,098,069)

Interest 91.00$33,627,705 $3,028,793,859($344,256) $33,283,449

174.28
37.00
40.95

$7,273,606,711
1,547,472,852

$24,628,503,315

$41,628,621
46,530,675

$611,435,375

Taxes Uther Than Income Taxes
Income TaxesCurrent
Total Operating Expenses

$106,556 $41,735,177
(4,707,084) 41,823>591

($10,042,853) $601,392,522

365
$1,675165

365
$1,647,651

Number of Days in Test Period
Average Daily Operating Expense

40.95
38.22

40.68
38.22
2.46

I

i (2.73)

Lag in Receipt of Payment of Cash Expenses
Lag in Receipt of Revenue
Net Difference RevenueExpense Lag

L INE

NO .

1

2

5

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 ($4,l l 3,6 /̀6)

Cash Working Capital:
Per Staff
Per Company
Staff Adjustment

($4,502,1400
(4,113,676)
($388464)23

24

25 ($388000)Staff Adjustment (rounded to thousands)

REFERENCES:

Column [B]: Staff recommended adjustments, per testimony.
Column [C]: Column + Column
Column Company Schedule B5, page 2 of 4
Column Column [C] * Column [D]



Schedule Bnc-8bSouthwest Gas Corporation
Docket No. G-01551A.16-0107
Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 5 MATERIALS AND SUPPLIES

[B][A]
COMPANY
AS FILED

ACT.
NO. ADJUSTMENT

$2,002,668

5155364,326 [C]
STAFF

ADIUSTED
$17,366,994

Description

LINE
NO. DESCRIPTION

1 Materials and Supplies

2
3
4
5
6
7

Account
154
155
163

System Allocable

13Month Average
t Company as Filed

$14,924,229
42,535

407,395
(9,833)

$15,364,326

13-Month Average
Updated

$16,861 ,899
17,975

508,134
(21,014)

$17,366,994

Staff
Adjustment
$1,937,670

(24,560)
100,739
(11,181)

$2,002,668Total Materials and Supplies

1

RENCE :
column [A]: Company Schedule B-2, page 1 and Workpaper Schedule B2 Sheet-
Column Company response to Staff Informal 4 attachment 1
Column [C]: Column [A] + ColumnI

I
I
I

1
1
1
1
1



Schedule BNC-ScSouthwest Gas Corporation

Docket No. G-01551A-16-0107

Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 6 PREPAID LIABILITY INSURANCE

[B]
ACT.

NO.

165I
;
I

[A]
COMPA N Y

AS FILED

$290,653

ADIUSTMENT

$148,588

[C]
STAFF

ADIUSTED

$439,240

Account

165

Prepaid

D840 Insurance

In AZ jurisdictional

Rate Base

$290,653

Staff

Allowance

(One-Half)

$145,326

Description

Prepayments

Staff

Adjustment

(8145,326)

LINE
NO. DESCRIPTION

1 Prepayments

2

3

4

5

6

7

8

9

10

11

12

13

14
i

13Month Average

Account Company as Filed

165 $6,885,291

Staff

Adjustment

$293,914

13Month Average

Updated

$7,179,205

Description

Prepayments

REFERENCES:

lolurnn 1A]= Company Schedule B-2, Page 1 and Workpaper Schedule B-2 Sheet-

Column [B]: Company response to STF DR 9002, Staff Informal 4 attachment 1 and RUCO

DR 5.12

Column [C]: Column + Column [B]



Schedule Bnc-8dSouthwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 7 CUSTOMER DEPOSITS

[B]
ACT.
NO.
235

[Al
COMPANY
AS FILED

($39,253,787)

[C]
STAFF

ADIUSTMENT ADIUSTED
($173,954) ($39,427,741)

LINE
NO. DESCRI PTI ON

1 Customer Deposits

2

3

4

5

6

7

13Month Average

Account Company as Filed

235 (39,253,787)

Description
Customer Deposits

Staff
Adjustment

($173,954)

13Month Average
Updated

($39,427,741)
I

I
l

IIl

REFERENCES:
column [A]: Company Schedule B-2, page 1 and Workpaper Schedule B-2 Sheet _
Column Company response to Staff Informal 4 attachment 1
Column [C]: Column [A] + Column



Schedule BNC-8eSouthwest Gas Corporation
Docket No. G-01551A-16-0107
Test Year Ended November 30, 2015

RATE BASE AD USTMENT no. 8 CUSTOMER ADVANCES

[B]
ACT.
N().
252

[ l
COMPANY
AS FILED

($38,815,661)

[C]
STAFF

ADIUSTMENT ADIUSTED
(88,826,727) ($41,642,388)

LINE
N O . DESCRI PTI ON

1 Customer Advances

2

3

4

5

6

7

Description

Customer Advances

13-Month Average
Account Company as Filed

252 ($38,815,66l)

Most current balance
as of September 2016

($41,642,388)

Staff
Adjustment
($2,8267727)

I
I
I
I

I
I

Iwwll
REFERENCES:
al : Company Schedule B2, page 1 and Workpap-edule 11 Sh-

Column [B]: Company response to Staff Informal 4 attachment 1
Column [C]: Column [A] + Column



Schedule BNC-9Southwest Gas Corporation
Docket No. G01551A-16-0107
Test Year Ended November 30, 2015

RATE BASE ADJUSTMENT no. 9 - ACCUMULATED DEFERRED INCOME TAXES ("ADIT") IMPACT
RELATED TO POST-TEST YEAR PLANT

[BlW
COMPANY
AS FILED

($430,564,584)

[C]
STAFF

AD]US.IZ\IIiNT ADIUSTED
($7560,4'/1) <$438,125,055>

$24,814579

50.00%

12,407290

38806950/0

$4,723,393

\VP B2 PTY Direct: PTY Additions
PTY Additions as of August 31, 2016
X 50%
Subtotal (LE * LE)
Combined Federal and State Income Tax Rate (L35)

Total (L4 ' LE)

LINE
NO.  D E S C RI P TI ON

1 Deferred Taxes

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

$23,931,832

50.00%

11,965,916

56.07%

6,709,289

38.0695%

$2,554,193

WP B2 System 303: PTY Additions
PTY Additions as of August 31, 2016
x 50%
Subtotal (LE * Ll0)
x 4 Factor Allocation Percentage
Subtotal (L11 * L12)
Combined Federal and State Income Tax Rate (L35)

Total (L13 * 1.14)

21

22

23

24

25

26

27

28

29

$2,650,526

50.00°/o
1,325,263

56.07%

743,075

38.06950/0

$282,885

\VP B-2 System General: PTY Additions
PTY Additions as of August 31, 2016
X 50%
Subtotal (Ll 8 v L]9)
x 4 Factor Allocation Percentage
Subtotal (L20 * L2l)
Combined Federal and State Income Tax Rate (L35)

Total (L22 * L23)

$7,560,47 l

30

31 Total Adjustment (LE + L15 + L24)

1u2FER1i x( tvs:

Column [I31: Company response to RUC() DR 8007

Column [C]:  Column [A] + Column [B]
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

My testimony provides an estimate of the cost of capital ("COC") for the current filing of
Southwest Gas Corporation ("Southwest Gas" or "Company"). My overall cost of capital
recommendation for Southwest Gas is summarized as follows:

Cost

5.210/0
9.00-9.50%

Percent

48.31 °/o
51 .69°/o

100.00%

Item
Long-Term Debt
Common Equity

Total

Weighted
Cost

2.52%
4.65-4.91 °/o
7.17-7.43%

(7.300/0 Midpoint)

I have used the Company's proposed end of test year capital suucmre M my COC analyses.
Moreover, Southwest Gas' test year 5.21 percent cost rate for long-term debt is used.

My cost of equity recommendation is based upon my application of the following three
meModologes and my findings are:

Methodology
Discounted Cash Flow ("DCF")
Capital Asset Pricing Model ("CAPM")
Comparable Earnings ("CE")

Range
8.5%-9.0% (8.750/0 mid-point)
6.1%-6.2% (6.150/0 mid-point)
9.0%-10.0% (9.50°/o mid-point)

My recommendation of 9.25 percent cost of equity is the mid-point of the 9.0 percent to 9.5
percent range that reflects the upper end of the resits for the DCF model and the mid-point for the
CE model. My recommendation does not directly incorporate the CAPM resits, which I believe to
be somewhat low at this time, relative to the DCF and CE results. However, the CAPM results are
an appropriate indicator of the continuing decline in the cost of capital, including the cost of equity.

I also provide a calculation of the Fair Value Rate of Return ("FVROR"). I recommend
using the Company's proposed cost rate of 0.93 percent on die FVRB Increment and an overall
FVROR of 5.61 percent.
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l INTRODUCTION

2 Q. Please state your name, occupation, and business address.

A.3

4

i
i

i

5

My name is Yue "Nick" Liu. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("Commission") in the Utilities Division ("StafP'). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Please describe your educational background and professional experience.

8 A.

9

10

11

12

13

14 I

15

16

In 2013, I graduated wide high distinction from the University of Minnesota, receiving a

Bachelor of Arts degree in economics, mathematics and statistics. In 2014, after working as an

investment-banking analyst for one year, I enrolled in the graduate program in statistics at the

University of California Berkeley and received a Master of Arts degree in 2015. Before joining

the Commission in December 2015, I worked on several research projects of various

disciplines as a stadsdcal consultant, offering clients advisory services on experimental designs,

sampling methodologies, data analytics and statistical inferences. Moreover, have passed

Exam P/Probability Theory and FM/Financial Mathematics of Society of Actuaries ("SOA"),

and I am currently a candidate for the Chartered Financial Analyst ("CFA") Level I Exam in

17 June 2017.

18
I

19 Q . Briefly describe your responsibilities as a Public Utilities Analyst.

20 A.

21

In my capacity as a Public Utilities Analyst, I analyze and provide recommendations to the

Commission on assigned cases.

22

23 Q. What is the purpose of your testimony in this case?

24 A.

25

26

I evaluated due cost of capital ("COC") aspects of the current fi ling of Southwest Gas

Corporation ("Southwest Gas" or "Company"). I have performed independent studies and

am presenting StafFs recommendations of the current COC for Southwest Gas.

27
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Q. Have you prepared an exhibit in support of your testimony?

A. Yes, I have prepared one exhibit, made up of twelve schedules, identified as Schedule 1

through Schedule 12.

RECOMMENDATIONS AND SUMMARY

Q. What are your recommendations in this proceeding?

A. My overall cost of capital recommendations for Southwest Gas arc (also shown on Schedule

1);

1

2

3

4

5

6

7

8

9

Cost
5.21%
9.00-9.50%

Item
Long-Term Debt
Common Equity

Total

Percent

48.31 °/0
51 .690/0

100.00%

Weighted
Cost
2.52%
4.65-4.91%
7.17-7.43%

(7.30% Midpoint)

Southwest Gas' application requests a return on equity of 10.25 percent and a total cost of

capital of 7.82 percent.

Q. Please summarize your cost of capital analyses and related conclusions for Southwest

A.

Gas.

This proceeding is concerned with Southwest Gas' regulated natural gas utility operations in

Arizona. My analyses are concerned with the Company's total cost of capital. The first step in

performing these analyses is to develop die appropriate capital structure. Southwest Gas

proposes use of a capital structure (adjusted) at the end of the test year period, November 30,

2015, which reflects the removal of its equity investment in Century Construction Group (a

non-regulated subsidiary of Southwest Gas). I have used the Company's proposed end of test

year period capital structure in my COC analyses.

10

11

12

13

14

15

16

17

18

19

20

21

22

23
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1

I2

3

The second step in a cost of capital calculation is a determination of the embedded cost rate of

long-term debt. have used a 5.21 percent cost for long-term debt which is contained is

Southwest Gas' application.

4

5

6

7

8

The third step in the COC calculation is the estimation of the return on common equity

("ROE"). I have employed three recognized methodologies to estimate Soudmwest Gas' ROE.

Each of these methodologies is applied to a proxy group of gas uti li t ies. These three

methodologies and my findings are:

9

Methodology
Discounted Cash Flow ("DCF")
Capital Asset Pricing Model ("CAPM")
Comparable Earnings ("CE")

Range
8.5%-9.0% (8.75% mid-point)
6.1%-6.2% (6.150/0 mid-point)
9.0%-10.0% (9.500/0 Hlld-pol.Iltl

10

l l

12

13

14

Based upon these findings, I conclude that Southwest Gas' ROE is within a range of 9.0

percent to 9.5 percent (9.25 percent mid-point), which is based upon the upper end of the

range of the results for the DCF model and the mid-point for the CE model' I recommend

the mid-point of this range, 9.25 percent, as Southwest Gas' ROE.

15

16 Combining these three steps into the weighted COC results in an overall rate of return range

17 of 7.17 percent to 7.43 percent (7.30 percent mid~point which incorporates a 9.25 percent

18 Ron).

19

20 ECONOMIC PRINCIPLES AND METHODOLOGIES

21 Q.

22

What are the primary economic principles that establish the standards for determining

a fair rate of return for a regulated utility?

A.23

24

Public utility rates are normally established in a manner designed to position mc utilities to

recover its costs, including capital costs. This is frequently referred to as "cost-of-service"

1 As I indicate in a later section, my ROE recommendation does not directly incorporate the CAPM results, which I
believe to be somewhat low Ar this time,relative to the DCF and CE results.
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l

2

3

4

5

ratemaking. Rates for regulated public utilities traditionally have been established using the

"rate base .- rate of return" concept. Under dais method, utilities are allowed to recover a level

of operating expenses, taxes, and depreciation deemed reasonable for rate-setting purposes,

and are granted an opportunity to earn a fair rate of return on the assets utilized (Le. rate base)

in providing service to their customers.

6

7
l

8

9

l

10

The rate base is derived primacy from the asset side of the utility's balance sheet as a dollar

amount and the rate of return is developed from the liabilities/owners' equity side of the

balance sheet as a percentage. Thus, the revenue impact of the cost of capital is derived by

multiplying the rate base by the rate of return, including income taxes.

3
l

12

13

14

15

The rate of return is developed from the cost of capital, which is estimated by weighting the

capital structure components (i.e. debt, preferred stock, and common equity) by their

percentages in the capital structure and multiplying these values by their cost rates. This is also

known as the weighted cost of capital.

16

17

18

19

20

21

Technically, "fair rate of return" is a legal and accounting concept that refers to an ex post

(after the fact) earned return on an asset base, while the cost of capital is an economic

and financial concept which refers to an ex ante facto (before the fact) expected, or required,

return on a capital base. In regulatory proceedings, however, the two terms are often used

interchangeably, and I have equated the two concepts in my testimony.

22

23

24

25

26

From an economic standpoint, a fair rate of return is normally interpreted to mean that an

efficient and economically managed utility will be able to maintain its financial integrity, attract

capital, and establish comparable returns for similar risk investments. These concepts are

derived from economic and financial theory and are generally implemented using financial

27 models and economic concepts.
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1 Q Is Southwest Gas requesting a "fair value" increment to this proceeding?

2 A.

3

Yes, it is. Southwest Gas witness Hevert recommends a cost rate of 0.93 percent on the fair

value increment, resulting in a 6.01 percent fair value rate of return.

4

5 Q. Does Staff agree with the Company's proposed cost rate on the fair value increment?

A.6 Yes. The analysis will be discussed in detail in a later section.

7

8 Q.

9

How can economic principles and methodologies be employed to estimate the cost of

capital for a utility?

10 A.

l

12

Economic/financial theory has not developed exact mechanical procedures for precisely

determining the cost of capital. This is the case because the cost of capital is an opportunity

cost and is prospective-looking, which dictates that it must be estimated.

13I
II

14

15 These include the DCF,

16

17

18

There are several useful models that can be employed to assist in estimating the ROE, which is

the capital structure item that is the most difficult to determine.

CAPM, CE and risk premium ("RP") methods. Each of these methods differs from the

others and each, if properly employed, can be a useful tool in estimating the cost of common

equity for a regulated utility.

19

20

21

22

23

I utilized three methodologies to determine Southwest Gas' cost of common equity: the DCF,

CAPM, and CE methods. I have not directly employed a RP model in my analyses although,

as discussed later, my CAPM analysis is a form of the RP methodology. Each of these

methodologies will be described in more detail in my testimony that follows.

24
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l GENERAL ECONOMIC CONDITIONS

2 Q. Are economic and financial conditions important in determining the costs of capital
l

3 for Southwest Gas? l

4 A.
W
lYes. The costs of capital, for both fixed-cost (debt and preferred stock) components and for

5

6

common equity are determined, in part, by current and prospective economic and financial

conditions. At any given time, each of the following has an influence on the costs of capital:

7

8

9

10

the level of economic activity (i.e., growth rate of the economy);

the stage of the business cycle (i.e., recession, expansion, or transition);

the level of inflation;

the level and trend of interest rates; and

12 current and expected economic conditions.

13

14 Q. What indicators of economic and financial activity have you evaluated in your

15 analyses?|

A .16 I examined several sets of economic statistics from 1975 to the present. I chose t.his time

17

18

19

20

period because it permits the evaluation of economic conditions over four full prior business

cycles, allowing for an assessment of changes in long-term trends. Consideration of

economic/financial conditions over a relatively long period of time allows assessment of how

such conditions have had impacts on the level and trends of the costs of capital. This period

21 also approximates the beginning and continuation of active rate case activities by public

22 utilities.

23

24

25

26

A business cycle is commonly defined as a complete period of expansion (recovery and

growdi) and contraction (recession). A full business cycle is a useful and convenient period

over which to measure levels and trends in long-term capital costs because it incorporates the
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1

2

cyclical influences (i.e., stage of business cycle) and thus permits a comparison of structural (or

long-term) trends.

3

4 Q. Please describe the timeframes of the four prior business cycles and the current cycle.

ll
l

l
l

l
i

A.5 The four prior complete cycles and current cycle cover the following periods:

6

Contraction Period
Aug. 1981-0ct. 1982
Aug. 1990-Mar. 1991
Apr. 2001-Nov. 2001
Dec. 2007-june 2009

Business Cycle Expansion Cycle
1975-1982 Mar. 1975_]u1y 1981
1982-1991 Nov. 1982-july 1990
1991-2001 Mar. 1991-Mar. 2001
2001-2009 Nov. 2001-Nov. 2007
Current .Idly 2009-
Source: National Bureau of Economic Research, "Business Cycle Expansions and
Contractions.2

7

8 Q.

9

Do you have any general observations concerning the recent trends in economic

conditions and their impact on capital costs over this broad period?

10 A. Yes. Una the end of 2007, the United States economy had enjoyed general prosperity and

l l stability since the early 1980s. This period had been characterized by longer economic

12

13

expansions, relatively tame contractions, relatively low and declining inflation, and declining

interest rates and odder capital costs.

14

15

16

17

18

19

20

21

However, in 2008 and 2009, the economy declined significantly, initially as a result of the 2007

collapse of the "sub-prime" mortgage market and the related liquidity crisis in the financial

sector of the economy. Subsequent, this financial crisis intensified with a more broad-based

decline, initially based on a substantial increase in petroleum prices and a dramatic decline in

the U.S. financial sector, culminating with the collapse and/or bailouts of a significant number

of venerable institutions such as Bear Stearns, Lehman Brothers, Merrill Lynch, Freddie Mac,

Fannie Mae, AIG and Wachovia. The recession also witnessed the demise of national entities,

2h : www.n r. r . .
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l

2

such as Circuit City, and the declared bankruptcy of automotive manufacturers, such as

Chrysler and General Motors.

3

4

5

This decline has been described as the worst financial crisis since the Great Depression and

has been referred to as the "Great Recession." Beginning in 2008, the U.S. and other

6

7

governments implemented unprecedented actions to attempt to correct or minimize its scope

and effects.

l
8

9

10

12

It appears that the recession reached its low point in mid-2009 and that the economy has since

begun to expand again, although at a slow and uneven rate. However, the length and severity

of the recession, as well as a relatively slow and uneven recovery, indicate dirt the impacts of

the recession have been and will be felt for an extended period of mc.

13

14 Q. Please describe recent and current economic and financial conditions and their impact

15 on the cost of capital.

A.16 Schedule 2 shows several sets of relevant economic and financial data for the cited mc

17 periods. Pages 1 and 2 contain general macroeconomic statistics, pages 3 and 4 show interest

18 rates; and pages 5 and 6 contain equity market statistics.

19

20

21

22

23

24

25

Pages 1 and 2 show that the U.S. economy ended 2007 as the sixth year of an economic

expansion, but it subsequently entered a significant decline. This is indicated by the growth in

real (i.e., adjusted for inflation) Gross Domestic Product ("GDP"), industrial producion, and

an increase in the unemployment rate. This recession lasted until mid-2009, making it a

longer-dian-normal recession, as well as a much deeper recession. Since then, economic

growth has been somewhat erratic and the economy has grown slower than die prior

26 expansions.

27
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1 The rate of inflation is also shown on Pages 1 and 2. As reflected in the Consumer Price

2

3

4

5

6

7

8

9

Index ("CPl"), for example, inflation rose significantly during the 1975-1982 business cycle

and reached double-digit levels in 1979-1980. The rate of inflation declined substantially in

1981, and remained at or below 6.1 percent during the 1983-1991 business cycle. Since 1991,

die CPI has been 4.1 percent or lower. Starting from 2008, the CPI has been 3 percent or

lower, will 2013 being only 1.5 percent and 20142015 being below 1 percent. It is thus

apparent that the rate of inflation has generally been declining over the past several business

cycles. Recent and current levels of inflation are at the lowest levels of the past 35 years,

which is reflective of lower capital costs.3

10

l l Q. What have been the trends in interest rates over the four prior business cycles and at

12 the current time?

13 A .

14

15

Pages 3 and 4 of Schedule 2 show several series of interest rates. Rates rose sharply to record

levels in 1975-1981 when the inflation rate was high and generally rising. Interest rates have

declined substantially in conjunction wide inflation since the early 1980's.

16

17

18

19

20

21

22

23

From 2008 to late 2015, die Federal Reserve System ("Federal Reserve") maintained the

Federal Funds rate (i.e., short-term interest rate) at 0.25 percent, an all-time low. The Federal

Reserve raised it slight to 0.50 percent recency in December 2015. The Federal Reserve also

purchased U.S. Treasury securities to stimulate the economy.4 As seen on page 4 of Schedule

2, both U.S. and corporate bond yields have declined to their lowest levels in the past four

business cycles and in more Dian 35 years. Even with the 2015-2014 "tapering" and eventual

ending of the Federal Reserve's Quandtadve Easing program, interest rates have remained

3 The rate of inflation is one component of interest rate expectations of investors, who generally expect to receive a return
in excess of the rate of inflation. Thus, a lower rateofinflation has a downward impact on interest rates and other capital
costs.
* This is referred to as Quantitative Easing,inwhich the Federal Reserve initially purchased some $85 billion of U.S.
Treasury Securities per month in order to stimulate the economy. The Federal Reserve eventually "tapered" its purchase
of U.S. Treasury securities through October 2014, at which time Quantitative Easing ended.
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l low. Currently, both government and corporate lending rates remain at historically low levels,

2 again reflective of lower capital costs.

3

4 Q. What does Schedule 2 show for trends of common share prices?

5 A .

6

7

Pages 5 and 6 of Schedule 2 show several series of common stock prices and ratios. These

indicate that stock prices were essentially stagnant during the high inflation/high interest rate

environment of the late 1970s and early 1980s. The 1983-1991 business cycle and die more

8

9

10

11

recent cycles witnessed a significant upward trend in stock prices. The beginning of die recent

financial crisis saw stock prices decline precipitously, as stock prices in 2008 and early 2009

were down significantly from peak 2007 levels, reflecting the financial/economic crisis.

Beginning in the second quarter of 2009, prices recovered substantially and ultimately reached

12 On die other hand, recent equity

13

and exceeded the levels achieved prior to the "crash".

markets have been somewhat volatile.

14

15 What conclusions can be drawn from the discussion of economic and financialQ.

16 condit ions depicted in your data?

17 A.

18

19

20
I

21

22

It is apparent that recent economic and financial circumstances have been radically different

from any that have prevailed since at least the 1930s. The late 2008-early 2009 deterioration in

stock prices, the decline in U.S. Treasury bond yields, and an increase in corporate bond yields

were evidenced in the then-evident "flight to safety." On the other side of this "flight to

safety" is the negative perception of the concurrent decline in capital costs and returns, which

significantly reduced the value of most retirement accounts, investment portfolios and other

23

24

25

26

assets. One significant aspect of this has been a decline in investor expectations of returns,

even with die return of stock prices to levels achieved prior to the "crash". Finally, as noted

above, corporate bond interest rates are currently at levels below those prevailing prior to the

financial crisis of late 2008 to early 2009 and are near the lowest levels in the past 35 years.

27
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l SOUTHWEST GAS' OPERATIONS AND RISKS

2 Pleasedescribe Southwest Gas.Q.

A .3

4

5

6

Southwest Gas is an operating gas distribution company. The Company is engaged in the

business of purchasing, transporting and distributing natural gas to residential, commercial,

and industrial customers in geographically diverse pardons of Arizona, Nevada and California.

Soudtwest Gas is the largest distributor of natural gas in both Arizona and Nevada.

7

8 Q. What are the current security ratings of Southwest Gas?

A.9 As is shown on Schedule 3, the current bond ratings of Southwest Gas are:

10
l

12

13

Moody's

Standard & Poor's

Fitch

AS

BBB+

A

14

15 Q. What has been the trend in Southwest Gas' debt ratings?

A.16
I
I
I
I

17

18

19

This is shown on Schedule 3. As this indicates, Southwest Gas' debt ratings were raised twice

in 2012 and 2014 by Moody's, raised in 2013 and downgraded in 2014 by S&P, and raised

twice in 2012 and 2013 by Fitch. Moreover, Southwest Gas' debt ratings from the three rating

agencies have been stable since 2014.

20

21 Q.

22

What are the cost of capital implications of the implementation of Southwest Gas'

regulatory cost-recovery mechanisms?

23 A.

24

25

26

27

28

Southwest Gas' most recent general rate case in Arizona resulted in a settlement agreement,

with rates effective January 2012. Fitch considers that setdernent agreement to have been

constructive, supporting credit quality. The agreement includes an Energy Efficiency Enabling

Provision ("EEP"), which provides for a full revenue decoupling mechanism with a monthly

weather adjuster. This rate mechanism increases the stability and predictability of earnings and

cash flows and provides for more timely cost recovery, since the Company's revenues, and
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i

l

1il
i

1

2

3

income, are essentially insulated from variations due to weather and usage. The full revenue

decoupling mechanism is Risk-reducing, and the net effect of it is to transfer a significant

pardon of die Company's risks from its shareholders to its ratepayers.

4

5 CAPITAL STRUCTURE AND COST OF DEBT

6 Q. What is the importance of determining a proper capital structure in a regulatory

7 framework?

8 A rate of returnA udlity's capital structure is important because the concept of rate base

9

10

11

regulation requires that a utility's capital structure be determined and utilized in estimating the

total cost of capital. Within this framework, it is proper to ascertain whether the utility's

capital structure is appropriate relative to its level of business risk and relative to other utilities.

12

I.
13 As discussed in previous sections of my testimony, the purpose of determining die proper

14 rate of returncapital structure for a utility is to ascertain its capital costs. The rate base

15

16

17

18

19

20

concept recognizes the assets employed in providing utility services and provides for a return

on these assets by identifying the liabilities and common equity (and their cost rates) used to

finance the assets. In this process, the rate base is derived from die asset side of the balance

sheet and the cost of capital is derived from the liabilities/owners' equity side of the balance

sheet. The inherent assumption in this procedure is that the dollar values of the capital

structure and the rate base are approximately equal and the former is utilized to finance the

21 latter.

22

23

24

The common equity ratio (i.e. the percentage of common equity in the capital structure) is the

This occurs becausecapital structure item which normally receives the most attention.

25

26

common equity: (1) usually commands the highest cost rate; (2) generates associated income

tax liabi li t ies; and (3) causes the most controversy since its cost cannot be precisely

27 determined.
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1 Q. How have you evaluated the capital structure of Southwest Gas?

2 A.

3

I have examined the historic (2011-2015) capital structure ratios of Southwest Gas. Schedule 4

shows historical capital structure ratios of the Company. The respective common equity ratios
l

l

l4 over the past flvc years are as follows:
l

5

2011
2012
2013
2014
2015

Including S-T Debt
49.4%
49.8%
50.4%
47.6%
50.3%

Excluding S-T Debt
49.4%
49.8%
50.4%
47.7%
50.6%

6

7

8

It is apparent that Southwest Gas has maintained a stable equity ratio around 50 percent over

the past five years.

9

10 Q. How do these capital structure ratios compare to the gas distribution utility industry?

l l A . I have prepared Schedule 5 to make this comparison. Schedule 5 shows the common equity

12 ratios (including short-term debt in capitalization) for die Value Line group of natural gas

13I
| utilities. The average ratios are:

14

Year
2011
2012
2013
2014
2015

Value Line Group
50.7%
49.8%
47.4%
46.7%
46.4%

Southwest Gas
49.5%
49.9%
50.4%
47.3%
50. 10/0

15

16 These equity ratios are relatively lower than those of Southwest Gas.

17

18 Q. What capital structure has Southwest Gas requested in this proceeding?

19 A. Southwest Gas requests use of its adjusted test year capital structure as of November 30, 2015:

20
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Percent

48.310 0

51 .690/0

Capital Item
Long-Term Debt
Common Equity

1

2

3

The actual test period capital structure is adjusted for the removal of equity investment in

Centuri Construction Group (a non-regulated subsidiary of Southwest Gas).

4

5 Q. What capital structure do you propose to use in this proceeding?

A.6 I have utilized due adjusted test year period capital structure of the Company in my analyses.

7

8 Q. What cost rate of long-term debthave you used in your analysis?

9 A. I have utilized the 5.21 percent cost of long-term debt shown in the Company's Being.

10

l l Q. Can the cost of common equity be determined with the same degree ofprecision as

12 thecost of debt?

13 A.
9

14

No. The cost rates of debt are largely determined by interest payments, issue prices, and

The cost of common equity, on the other hand, cannot be precisely

15

related expenses.

quantified, primarily because this cost is an opportunity cost. As discussed earlier, there are,

16 however, several models that can be employed to estimate the cost of common equity. Three

17

18

of the primary methods - DCF, CAPM, and CE - are developed in the following sections of

my testimony.

19

20 SELECTION OF PROXY GROUP

21 Q. How have you estimated the ROE for Southwest Gas?

A.22

23

24

Southwest Gas is a publicly-traded company. Consequently, it is possible to directly apply

ROE models to Southwest Gas. However, it is customary to analyze groups of companies, or

"proxy" companies as a substitute for Southwest Gas to determine its ROE.

25
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1

2

3

4

I have accordingly developed such a proxy group for comparison to Soudiwest Gas. My

group of proxy companies is derived from die group of gas distribution companies followed

by Value Line. Schedule 6 shows the criteria used to select my proxy group. The following

criteria were employed for each company's selection in my proxy group:

5

6 Inclusion in Value Line Natural Gas Utility Group;

7

8

9

10

l l

12

(1)

(2)

(3)

(4)

(5)

(6)

(7)

Currency pays dividends;

Percent regulated gas revenues of 30 percent or greater,

Common equity ratio of 40 percent to 60 percent;

Value Line Safety rank of 1, 2, or 3;

Standard & Poor's ("S&P") stock ranking of A or B; and,

S&P and Moody's bond ratings of BBB or greater.5

13

14

15

In addition, I excluded Soudmwest Gas from the proxy group for the ROE analysis, although it

meets all the above criteria.

16

17 DISCOUNTED CASH FLOW ANALYSIS

18 Q. What is the theoretical and methodological basis of the DCF model?

A.19

20

21

i
I

22

The DCF model is one of the oldest, as well as the most commonly-used, models for

estimating the ROE for public utilities. The DCF model is based on the "dividend discount

model" of financial daeory, which maintains that the value (price) of any security or

commodity is due discounted present value of all future cash flows.

23

24

25

26

The most common variant of the DCF model assumes that dividends are expected to grow at

a constant rate (the "constant growth" or "Gordon DCF model"). In this framework, the

ROE is derived from the following formula:

5 S&P and Moody's bond rating information of Chesapeake Utilities is not available.
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l
DK =-+P s

2

where: K : discount rate (cost of capital)

P : current price

D : current dividend rate

G : constant rate of expected growth

This formula essentially recognizes that the return expected or required by investors is

comprised of two factors: the dividend yield (current income) and expected growth in

dividends (future income).

Q. Please explain how you have employed the DCF model.

A. I have utilized the constant growth DCF model. In doing so, I combine the current dividend

yield for the proxy utility stocks described in the previous section with several indicators of

expected dividend growth.

Q. How did you derive the dividend yield component of the DCF equation?|

i

A. There are several methods that can be used for calculating die dividend yield component.

These methods generally differ in the manner in which the dividend rate is employed; i.e.,

current versus future dividends or annual versus quarterly compounding of dividends. I have

utilized the version listed below which is a quarterly version:

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23
y  L a D 0(1 + O52)

be =

Po24

25



Direct Testimony of Yuh "Nick" Liu
Docket No. G-01551A-16-0107
Page 17

1 This dividend yield component recognizes the doing of dividend payments and dividend

2 increases.

3

4

5

The Pu in my yield calculation is die average of the high and low stock price for each proxy

company for the most recent three month period fluty-September, 2016). The Du is the

6 current annualized dividend rate for each proxy company.

7

8 Q. How have you estimated the dividend growth component of the DCF equation?

9 A.

10

i2 11

12

The dividend growth rate component of the DCF model is usually die most crucial and

controversial element involved in this methodology. The objective of estimating the dividend

growth component is to reflect the growth expected by investors that is embodied in the price

(and yield) of a company's stock. As such, it is important to recognize that individual

13 investors have different expectations and consider alterative indicators in deriving dieir

14

15

16

17

expectations. This is evidenced by the fact that every investment decision resulting in the

purchase of a particular stock is matched by another investment decision to sell that stock.

Obviously, since two investors reach different decisions at the same market price, dieir

expectations differ.

18

19 A wide array of indicators exists for estimating investors' growth expectations. As a result, it is

20 It therefore isevident that investors do not always use one single indicator of growth.

21

22

necessary to consider alternative dividend growth indicators in deriving the growth component

of the DCF model. I have considered five indicators of growth in my DCF analyses. These

23 are:

24

25 1 .

26 2.

27

Years 2011-2015 (5-year average) earnings retention, or fundamental growth,

Five-year average of historic growth in earnings per share (EPS), dividends per share

(DPS), and book value per share (BVPS);
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l 3. Years 2016, 2017, and 2019-2021 projections of earnings retention growth (per Value

2 Line) ;

4.3 Years 2013-2015 to 2019-2021 projections of EPS, DPS, and BVPS (per Value Line);

4 and,

5 5. Five-year projections of EPS growth aper Yahoo! Finance).
l

6 i

i

7

8

9

I believe this combination of growth indicators is a representative and appropriate set with

which to begin the process of estimating investor expectations of dividend growth for the

group of proxy companies. I also believe that diesel growth indicators reflect the types of

10 information that investors consider in making their investment decisions. As I indicated

12

previously, investors have an array of information available to them, all of which would be

expected to have some impact on their decision-making process.

13

14 Q. Please describe your DCF calculations.

A.15

16

Schedule 7 presents my DCF analysis. Page 1 shows the calcudadon of the "raw" (i.e. prior to

adjustment for growth) dividend yield for each proxy company. Pages 2 and 3 show the

17

18 These results can be

growth rates for die group of proxy companies. Page 4 shows the DCF calculations, which

are presented on several bases: mean, median, and high values.

19 summarized as follows:

20

Median
7.7%

Mean

7.60 0

Mean
Low°
7.0%

Mean
H i g h

8.5%

Median
LOW7
7. 1 °/o

Median
High"
9.00 0Proxy Group

21

22

23

24

I note that the individual DCF calculations shown on Schedule 7 should not be interpreted to

reflect the expected cost of capital for the proxy group; rather, die individual values shown

should be interpreted as alternative information considered by investors.

6 Using only the lowest growth rate.
7 Using only the highest growth rate.
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Q. What do you conclude from your DCF analyses?

A. The DCF rates resulting from the analysis of the proxy group falls into a range between 7.0

percent and 9.0 percent. The highest DCF rates are 8.5 percent to 9.0 percent (8.75 percent

mid-point). I believe a 9.0 percent represents the current DCF-derived ROE for the proxy

group. I recommend a cost of equity of 9.0 percent for Southwest Gas, which focuses on die

upper end of the DCF range. I focus on the higher DCF results since recent financial

conditions have had the effect of driving many of die DCF results to low levels relative to

those of recent years. As such, my recommendation can be viewed as conservative.

CAPITAL ASSET PRICING MODEL ANALYSIS

l

2

3

4

5

6

7

8

9

10

l l Q. Please describe the theory and methodological basis of the CAPM.

A.

l

CAPM was developed in the 1960s and 1970s as an extension of modern portfolio theory

("MPT"), which studies die relationships among risk, diversification, and expected returns.

The CAPM describes and measures the relationship between a security's investment risk and

its market rate of return. The CAPM is a vMant of the RP rnediod.

How is the CAPM derived?Q.

A. The general form of the CAPM is:

K = R, +8(n,,, - RE)

where: K : cost of equity

Rf : risk free rate

Rm : ream on market

(5 = beta

Rm-Rf = market risk premium

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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l

2

3

4

I believe the CAPM is generally superior to the simple RP method because the CAPM

specifically recognizes the risk of a particular company or industry lie., beta), whereas the

simple RP method assumes the same risk premium for all companies exhibiting similar bond

ratings.

5

6 Q. What value do you use for the risk-free rate?

7 A.
l

8

The fist input of the CAPM is the risk~free rate (Rf). The risk-free rate reflects the level of

return that can be achieved without accepting any market risk.

9

10

l l

12

In CAPM applications, the risk-free rate is generally recognized by use of U.S. Treasury

securities. Two general types of U.S. Treasury securities are often utilized as the Re

component: short-term U.S. Treasury bills and long-term U.S. Treasury bonds.

13

14

15

16

17

I have performed CAPM calculations using the three-month average yield Quly-September

2016) for 20-year U.S. Treasury bonds. I use the yields on long-term Treasury bonds since this

matches the long-term perspective of ROE analyses. Over dies three month period, these

bonds had an average yield of 1.91 percent.

18

19 Q. What is beta and what betas do you employ in your CAPM?

20 A.

21

22

23

Beta is a measure of the relative volatility (and thus risk) of a particular stock in relation to the

overall market. Betas less than 1.0 are considered less risky dan the market, whereas betas

greater than 1.0 are more risky. Utility stocks traditionally have had betas below 1.0. I utilize

the most recent Value Line betas for each company in my proxy group.

24

25 Q. How do you estimate the market risk premium component?

26 A.

27

The market risk premium component (Rm-Rf) represents the investor-expected premium of

common stocks over the risk-free rate, or long-tenn government bonds. For the purpose of
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l

2

estimating the market risk premium, I considered alternative measures of returns of the S&P

500 (a broad-based group of large U.S. companies) and 20-year U.S. Treasury bonds.

3

4
l

l5

6

7

8

9

First, I compared the actual annual returns on equity of the S&P 500 with the actual annual

yields of U.S. Treasury bonds. Schedule 8 shows the ROE for the S&P 500 group for the

period 1978-2014. This schedule also indicates the annual yields on 20-year U.S. Treasury

bonds and the annual differentials (i.e. risk premiums) between the S&P 500 and U.S. Treasury

20-year bonds. Based upon these returns, I conclude that the risk premium from this analysis

is 6.85 percent.

1 0

l l

12

13

1 4

I next considered the total returns (i.e. dividends/interest plus capital gains/losses) for die

S&P 500 group as well as for long-term (i.e., 20-year) government bonds, as tabulated by

Morningstar (formerly Ibbotson Associates), using both arithmetic and geometric means. I

considered the total returns for the entire 1926-2014 period, which are as follows:

15

S&P 500 Risk Premium

12.1%
10.1%

Arithmetic
Geometric

L-T Government
Bonds

6. 1 %
5.7%

6.0%
4.4%

16

17 I conclude from this analysis that the expected risk premium is about 5.75 percent (i.e. average

18 of all three risk premiums (6.85 percent from Schedule 8; 6.0 percent aridimedc and 4.4

19 percent geometric from Morningstar).

20
I
I

21 Q. What are your CAPM results?

22 A . Schedule 9 shows my CAPM calculations. The results are:

23

MedianMean

6. 1 % 6.2%Proxy Group

24
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l Q. What is your conclusion concerting the CAPM ROE?

A.2 The CAPM results indicate a ROE of 6.1 percent to 6.2 percent for the group of proxy

3 utilities. I conclude that an appropriate CAPM ROE estimation for Southwest Gas is 6.2

4 percent.

5

6 COMPARABLE EARNINGS ANALYSIS

7 Q. Please describe the basis of the CE methodology.

A.8

9

10

The CE method is based upon the economic concept of opportunity cost. As previously

noted, the ROE is an opportunity cost: the prospective return available to investors from

alternative investments of similar risk.

l l

12
l

:
!

13

14

The CE method is designed to measure the returns expected to be earned on the original cost

book value of similar risk enterprises. Thus, it provides a direct measure of the fair return,

since it translates into practice the competitive principle underlying regulation.

15

16

17

18

19

20

21

22

The CE method normally examines the experienced and/or projected return on book

common equity. The logic for examining returns on book common equity follows from the

use of original cost rate base regulation for public utilities, which uses a utility's book common

equity ro determine the cost of capital. This cost of capital is, in turn, used as the fair rate of

return which is then applied (multiplied) to the book value of rate base to establish the dollar

level of capital costs to be recovered by the utility. This technique is thus consistent with the

rate base-rate of return methodology used ro set utility rates.

23

24 Q. How have you employed the CE methodology in your analysis of Southwest Gas'

25 ROE?

A.26

27

I conducted the CE methodology by examining realized returns on equity for the group of

proxy companies, as well as unren ted companies, and evaluating investor acceptance of
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1

2

3 a

4

5
3
i

l

6

these returns by reference to die resulting market-to-book ratios ("M/B"). In this manner it is

possible to assess the degree to which a given level of return equates to the COC. It  is

generally recognized for utilities that M/B of greater than one (i.e. 100 percent) reflects

situation where a company is able to attract new equity capital without dilution (i.e. above

book value). As a result, one objective of a fair ROE is the maintenance of stock prices at or

above book value. There is no regulatory obligation to set rates designed to maintain an M/B

7 signiticandy above one.

8

9

10

11

It can be further noted that my CE analysis is based upon market data (through due use of

M/B) and is thus essentially a market test. In addition, my CE analysis also uses prospective

returns and thus is not backward looking.

12

13 Q. What time periods do you examine in your CE analysis?

14 A.

15

16

17

18

19

20 I

21

22

My CE analysis first considers the experienced ROEs of the proxy group of utilities for the

period 2002-2015 (i.e. the last fourteen years). The CE analysis requires that I examine a

relatively long period of time in order to determine trends in earnings over at least a full

business cycle. Further, in estimating a fair level of return for a future period, it is important

to examine earnings over a diverse period of time in order to avoid any undue influence from

unusual or abnormal conditions that may occur in a single year or shorter period. Therefore,

in forming my judgment of the current ROE, focused on two periods: 2009-2015 (the

current business cycle) and 2002-2008 (the most recent business cycle). I have also considered

projected ROEs for 2016, 2017 and 2019-2021 .

23

24 Q. Please describe your CE analysis.

25 A.

26

Schedules 10 and 11 contain summaries of experienced ROEs for two groups of companies,

while Schedule 12 presents a risk comparison of utilities versus unregulated firms.I

.
i

27
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1 Schedule 10 shows the ROEs and M/B for the group of proxy utilities. These can be

2 summarized as follows:

3

Proxy Group

11.2-11 .9%

10.8-11.4%

183-188%
174-179%

Historic ROE
Mean

Median
Historic M/B

Mean
Median

Prospective ROE
Mean
Median

9.9-10.4%

10.0-11.0°/o

4

5

6

7

8

These results indicate that historic ROEs of 10.8 percent to 11.9 percent have been adequate

to produce M/Bs of 174 percent to 188 percent for the group of proxy utilities. Furdiermore,

projected returns on equity for 2016, 2017 and 2019-2021 are within a range of 9.9 percent to

11.0 percent for the utility group. These relate to 2015 M/Bs of 186 percent or greater.

9

10 Q.I
l

Have you also reviewed earnings of unregulated firms?

11 A.

12

13

14

15

16

Yes. As an alternative, I also examine the S&P's 500 Composite group. This is a well-

recognized group of firms that is widely utilized in the investment community and is indicative

of the competitive sector of the economy. Schedule 11 presents the earned ROEs and M/Bs

for the S&P 500 group over the past thirteen years (i.e., 2002-2014). As this schedule

indicates, over the two business cycle periods, dies group's average ROEs ranged from 12.4

percent to 13.6 percent, with average M/B ranging between 220 percent and 275 percent.

17

18 How can the above information be used to estimate Southwest Gas' ROE?Q.

19 A.

20

The recent ROE of the proxy utilities and S&P 500 groups can be viewed as an indication of

the level of return realized and expected in the regulated and competitive sectors of the

21 economy . In order to apply these returns to the required ROE for the proxy utilities,

22 however, it is necessary to compare the risk levels of the gas utilities and the competitive
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l I

2

3

companies. have done this in Schedule 12, which compares several risk indicators for the

S&P 500 group and the gas utility group. The information in Schedule 12 indicates that the

S&P 500 group is riskier than the gas utility proxy group.

4

5 Q. What ROE is indicated by your C E analysis?

A.6

7

8

9

10

l

12

13

14

Based on recent earnings and M/Bs, I believe the CE analysis indicates that the ROE for the

proxy utilities is no more than 9.0 percent to 10.0 percent (9.5 percent mid-point). Recent

ROEs of 10.8 percent to 11.9 percent have resulted in M/Bs of 174 percent and greater.

Prospective ROEs of 9.9 percent to 11.0 percent have been accompanied by M/B over 186

percent. As a result, it is apparent that authorized ROEs below this level would continue to

result in M/B of well above 100 percent. Accordingly, an earned return of 9.0 percent to 10.0

percent should result in a M/B of over 100 percent. As I indicated earlier, the fact that M/Bs

substantially exceed 100 percent indicates that historic and prospective ROEs of 10 percent to

12 percent reflect earning levels that exceed the actual cost of equity for dose regulated

15 companies.

16

17 RETURN ON EQUITY RECOMMENDATION

18 Q. Please summarize the results of your three ROE analyses.

19 A. My three ROE analyses produced the following findings and conclusions:

20

21

22

23

DCF

CAPM

CE

9.0%

6.2°/o

9.5%

24

25

26

27

These results indicate an overall broad range of 6.2 percent to 9.5 percent. I recommend a

ROE range of 9.0 percent to 9.5 percent for Southwest Gas. This range includes my DCF

result (9.0 percent), and my CE result (9.5 percent). For the purposes of this proceeding, I

recommend the average of these values, which is 9.25 percent.

28
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l Q.

2

3

It appears that your CAPM results are less than your DCF and CE results. Does this

imply that the CAPM results should not be considered in determining the ROE for

Southwest Gas?

4 A.

5

6

7

8

9

10

12

13

14
i
z
I

15

No. It is apparent that the CAPM results are less than die DCF and CE results. There are

two reasons for the lower CAPM results. First, risk premiums are lower currently than was

the case in prior years. This is the result of lower equity market returns that have been

experienced over the past several years. This is also reflective of a decline in investor

expectations of equity returns and risk premiums. Second, the level of interest rates on U.S.

Treasury bonds (i.e., the risk free rate) has been lower in recent years. This is partially the

result of the actions of the Federal Reserve System to stimulate the economy. This also

impacts investor expectations of returns in a negative fashion. Ir can be noted dirt, initially,

investors may have believed that the decline in Treasury yields was a temporary factor dirt

would soon be replaced by a rise in interest rates. However, this has not been the case as

interest rates have remained low and continued to decline for the past five-plus years. As a

result, it cannot be maintained dirt low interest rates (and low CAPM results) are temporary

16 and do not reflect investor expectations. Consequently, the CAPM results should be

17 considered as one factor in determining the cost of equity for Southwest Gas.

18

19 TOTAL COST OF CAPITAL

20 Q. What is the total cost of capital for Southwest Gas?

21 A.

22

23

24

Schedule 1 reflects the COC for Southwest Gas using the adjusted test year capital structure

and embedded cost of debt, as well as my ROE recommendations. The resulting total COC is

a range of 7.17 percent to 7.43 percent with a 7.30 percent midpoint. I recommend a 7.30

percent total COC for Southwest Gas.

25
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l FAIR VALUE RATE BASE COST OF CAPITAL

2 Q.

3

What is your understanding of Southwest Gas' position on the issue of fair value rate

base ("FVRB") and related cost of capital implications?

4 A.

5
E
1
I
i

6

It is my understanding that Southwest Gas is requesting that a 6.01 percent cost of capital be

applied to the level of its FVRB. This 6.01 percent return incorporates a 0.93 percent cost rate

of the "fair value increment" as well as a 10.25 percent cost of equity.

7

8 Q. Do you have any observations as to whether a cost of capital developed for application

9 to an original cost rate base is consistent with a FVRB?

A.10

l l

12

13

14
I
I

15

16

17

18

19

Yes. Conceptually, the cost of capital is designed to apply to an original cost rate base

("OCRB"). This  is  the case s ince the cost  of  capi ta l is  pr imari ly  derived from the

liabilities/owners' equity side of a utility's balance sheet using the book values of the capital

structure components. The cost of capital, once determined, is then applied to (i.e., multiplied

by) the rate base, which is derived from the asset side of the balance sheet (i.e., OCRB). From

a financial perspective, the rationale for this relationship is that the rate base is financed by the

capitalization. Under this relationship, a provision is provided for investors (both lenders and

owners) to receive a return on their invested capital. Such a relationship is meaningful as long

as the cost of capital is applied to the original cost (i.e., book value) rate base, because there is

a matching of rate base and capitalization.

20

21

22

23

24

25

When the concept of fair value rate base is incorporated, however, this link between rate base

and capital structure is broken. The amount of fair value rate base that exceeds original cost

rate base is not financed with investor-supplied funds and, indeed, is not financed at all. As a

result, a customary cost of capital analysis cannot be automatically applied to the fair value rate

base since there is no financial link between the two concepts.

26
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i
i
iQ. Why is it important that there be a link between the concepts of rate base and cost of

capital?

A.

l

2

3

4

This link is important since financial theory indicates that investors should be provided an

opportunity to earn a return on the capital they provided to the uti li ty. Since the capital

finances the rate base (in an original cost world), the link between cost of capital and rate base

satisfies this financial objective.

Q. Do you have a suggestion as to how to account for the use of a FVRB in setting rates

for Southwest Gas?

5

6

7

8

9

10 A. Yes. Since the increment between the FVRB and OCRB is not financed with investor-

11

12

13

14

supplied funds, it is logical and appropriate, from a financial standpoint, to assume that this

increment has no financing cost. As a result, the cost of capital, through the capital structure,

can be modified to account for a level of cost-free capital in an equal dollar amount to the

increment of FVRB over the OCRB. Such a procedure would still provide for a return being

earned on all investor-supplied funds and would thus be consistent with financial standards.15

16

Q. Have you developed an alternative method with which to apply a FVROR to a FVRB?

A. Yes. Should the Commission determine that there should be a specific return (greater than

zero) applied to the FVRB Increment, I have provided such a procedure.

Q. Why is it necessary to add a return on only the portion of FVRB that exceeds the

OCRB?

A. The WCOC authorized by the Commission has already provided for a full cost of equity

return and cost of debt on the portions of equity and debt capital that are supporting the

OCRB portion of the FVRB. As a result, there is no need to provide any additional return on

the pardons of FVRB supported by common equity and debt.

17

18

19

20

21

22

23

24

25

26

27
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l

2

3

4

5

Stated different, both the cost of debt and the return on common equity (i.e., capital stock,

paid-in capital, and retained earnings - the investment of common shareholders) are already

provided for in a traditional WCOC. Only the portion of the FVRB that exceeds OCRB

("Fair Value Increment") needs to have a specific return identified in order to reflect a return

component on that Fair Value Increment ("FVI").

6

7 Q. What is the proper cost rate to apply to the FVI?

A.8

9

10

As indicated previously, from a financial perspective, it is not necessary to provide for any

return on the FVI since this is not investor-supplied capital. However, I recognize that the

Commission might choose to evaluate this issue from both a financial and a public policy

12

13

14

perspective. I am aware that Soudiwest Gas may claim that the concept of fair value carries

with it the notion that investors should receive some benefit when fair value is greater than

original cost and should suffer some detriment when fair value is less than original cost. It is

possible that the Commission may determine that Arizona's fair value provision, which is

15

16

17

18

19

somewhat unique, is not inconsistent with these concepts. Nonetheless, the idea that the

Company should receiv e some benefit from the FVI  does not mean that one should

automatically apply to the FVRB a WCOC developed by reference to original cost rate base.

If Ir is determined that it is desirable to provide an additional (non-zero) return on the FVI, the

proper return should be no larger than the real (i.e., with inflation adjusted) risk-free rate of

20 return.

21

22 What is the "real" risk-free rate?Q .

23 A.

24

25

26

27

The concept of real risk-free rates involves the removal of the rate of inflation from the

nominal risk-free rate. I propose to use the real risk-free rate recommended by Staff in the

recent Tucson Electric Power ("TEP") rate case (Docket No. E-01933A-15-0322), which is

1.4 percent. This rate is calculated by subtracting the 2.3 percent inflation rate from the 3.7

percent nominal risk-free rate based on the yield of U.S. Treasury securities.
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Q . Please explain why Southwest Gas' FVROR should consider the real risk-free rate, as

opposed to the nominal risk-free rate.

A. The investors of Southwest Gas are already receiving an inflation factor due to the inclusion of

inflation in the FVRB Increment. Specifically, the FVI incorporates inflation by considering

the current value of assets, which reflect, in part, past inflation. It would be double-counting

to also include the inflation components in the return to be applied to the FVI.

Q. What return on the FVI do you recommend in your alternative FVROR proposal?

A.

7

My alternative FVROR proposal incorporates a return on the FVI with a maximum value of

1.4 percent, as developed above. In reality, any value between zero percent and 1.4 percent

could be used as the cost rate on the FVI. The Company's proposed cost rate of 0.93 percent

on F\ I is well suited within this range. Therefore, I would propose 0.93 percent.

Q. What is the resulting impact of your alternative proposal in this proceeding?

A. I am proposing the following FVROR for Southwest Gas:

1

2

3

4

5

6

7

8

9

10

12

13

14

15

16

Cost
5.21%
9.25%
0.93%

Capital Item
Long-term Debt
Common Equity
FVRB Increment
Total

P€fC€I1t8
35.46%

37.95%

26.59%

100.00%

Fair Value
Return
1.85%
3.51%
0.25%
5.61%

17

4
As shown in die above table, this alternative proposal provides for a non-zero return on the

FVI of Southwest Gas, and provides for an overall FVROR of 5.61 percent on the FVRB.
I
I
I

Q. Does this conclude your direct testimony?

A .

18

19

20

21

22 Yes, it does.

8 As developed by Staff Witness Blessing Chukwu
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Exhibit YL-1
Schedule 1

SOUTHWEST GAS CORPORATION
TOTAL COST OF CAPITAL

Item Percent 1/AMOUNT Cost Weighted Cost

i

l

l

LongTerm Debt

Common Equity

48.31%

51.69%

5.21% 2/

9.00% 9.25% 9.50%

2.52%

4.65% 4.78% 4.91%

i
l

i

i
i
l
i
lTotal 100.00% 7.17% 7.43%

7.30%

1/ Capital structure at the end of the test period as contained in Company filing Schedule D1 .

2/ Percents of Company test period costs of debt. as contained in Company filing Schedule D2.
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ECONOMIC INDICATORS

Real

GDP '

GrowthYear

Industrial

Productlon

Growth

Consumer

Price Index

Unemploy-

ment

Rate

1 .1%

5.4%

5.5%

5.0%

2.8%

0.2%

1.8%

2.1%

1975

1976

1977

1978

1979

1980
1981

1982

7.0%

4.8%

8.8%
9.0%

13.3%

12.4%

8.9%

3.8%

1975 . 1982 Cycle

8.9% 8.5%

10.8% 7.7%

5.9% 7.0%
5.7% 6.0%

4.4% 5.8%

1 .9% 7.0%

1.9% 7.5%

4.4% 9.5%

|
I

l

\
1
W

1983

1984

1985

1986
1987

1988

1989

1990

1991

4.0%

6.8%

3.7%

3.1%

2.9%

3.8%

3.5%
1 .8%

-0.5%

1983 1991 Cycle

3.7% 9.5%

9.3% 7.5%
1.7% 7.2%

0.9% 7.0%
4.9% 6.2%

4.5% 5.5%

1.8% 5.3%

-0.2% 5.6%

-2.0% 6.8%

3.8%

3.9%

3.8%
1.1 %

4.4%

4.4%

4.6%

6.1 %

3.1 %

1992

1993
1994

1995

1996

1997

1998

1999

2000

2001

3.0%

2.7%

4.0%

3.7%
4.5%

4.5%

4.2%

3.7%

4.1%

1.1%

1992 . 2001 Cycle

3.1% 7.5%

3.4% 6.9%

5.5% 6.1 %

4.8% 5.6%

4.3% 5.4%

7.3% 4.9%

5.8% 4.5%

4.5% 4.2%

4.0% 4.0%

3.4% 4.7%

2.9%

2.7%

2.7%

2.5%

3.3%

1.7%

1.6%

2.7%

3.4%

1.6%

2002

2003

2004

2005

2006

2007

2008
2009

1.8%

2.8%

3.8%

3.3%

2.7%

1 .8%

-0.3%

2.8%

2.4%

1.9%

3.3%

3.4%

2.5%

4.1 %

0.1 %
2.7%

2002 - 2009 Cycle

0.2% 5.8%
1.2% 6.0%

2.3% 5.5%

3.2% 5.1 %

2.2% 4.6%

2.5% 4.6%

3.4% 5.8%
11 .3% 9.3%

2.5%

1.6%

2.2%

1.5%

2.4%

2.4%

2010

2011

2012

2013

2014

2015

Current Cycle

5.6%
3.0%

2.8%

1.9%

2.9%

0.3%

1.5%

3.0%
1.7%

1.5%

0.8%

0.7%

9.6%

8.9%
8.1%

7.4%

6.2%

5.3%

'GDP=Gross Domest ic  Produc t

Source: Counc il of Economic  Advisors Economic  Indicators various issues
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EC O NO M I C  I ND I C AT O R S

Val

Indultrhl Unemploy
P1°tlu¢i\0n mum

Growth R m
Consumer
Prior lndu

Raul
GDP

Growth

zo02
m Qtr
2nd au.
3rd Qtr
am Qtr.

2n%
2270
2.4*
02%

3.8*
12%
mess
i v .

sess
5.9%
5.8%
5.9%

2.8*
0.9%
2.4%
1.0%

2003
m Qtr
am Qu.
3rd Qtr.
l l  Q tr

5.8%
o.2%
a n s
5.9%

12%
3.5*
wa s
2.7%

1.1*
0.9%
4 9 %
1.5%

4.8%
0.0%
3.2*
0.3%

II
3

2004
5 .ass
4418

Is! Qt!
2nd Qtr.
old Qtr
am QU.

ams
3.5*
3.0%
25%

5.0*
S n
5.4%
s.4as

2.9%
49%
4.6%
4.3%

0.8%
a.o%

5.3*
5.1*
s.oss

a.eas
3.0%
2.7%
29%

2005
an Qtr
AM au.
am Qtr.
am Qu

4.1%
1.7%
a n s
2.1% 4.9%

4.4%
1094
8.8%
2.0$

34°/»
45%
52%
3.5*

5.4%
1.4%
01%
:ans

zoos
it Q tr
206 Qu.
3d av
Mil QU.

4 8*
4.8%
0.4%
0095

4.7*
43%
4.7%
45%

o w
32%
2.3%
2.9%

zao l
alt Qtr
2nd Qtr.
Jld Oh
4th Qtr.

4.5*
4.5%
mess
4.8%

4.8%
5.2%
1 ass
s.4%

2.5*
18'/
1.8%
1.7%

4.9%
5.3*

zone
111 QV
2nd Qtr
3rd QU
All Our

1.9%
0.2%
4.0%
wa s

1 .ass
1.3*
17%
8.9%

6.0%
6.9%

23%
Ross
2.8%
13.2*

5.3*
0.3%
1.4%
4.0%

2009
1st QV.
2nd Qtr
3rd Qtr
4th Qtr.

1 was
1298
0.3%
.4.5*

2.4%
: ws
ams
z 5%

a.1%
9.3%
o s
10.0as

2.7%
49.5%

sum
It Qtr.
2nd Qu.
3rd Qtr.
4th Qtr.

9.7*
9.7%
9.6%
95%

wa s
3.9%
2.8%
2.8%

wa s
6.2%

o n
1.298
2.9%
wa s

5 4 *
3.8%
3.3*

1 .sos
2.9%
0.8ss
4.0% 4.0%

2011
Lu Qtr.
na Qtr.

SM Qtr.
4th G11.

4.ass
3294
2.4%
0.4*

9.0%
to%
wa s
8.1%

32%
0.0%
4.0%

2012
it Q tr
2M Qtr.
3rd Qtr.
am Orr.

4.5%
4794
3.4%
23%

2.3*
1.0%
2.5%
o n s mms

seas
a.2ss
a n s
7.8%

201:
ht Q!!
2nd au.
am OIL
lM Qtr

2.5*
2.0*
2.eas
13%

1.9%
1194
:um
3.9%

71%
7.0%
7.3*
7.0%

2.0%
1.2*
1.8$
12as

410%
wa s
1.3%
2.1*

2014
in  a v.
2nd au.
3n.IO\l
lM Qtr.

12%
4.2%
4.1%
4.5%

a u x
8.2%
6.1 as
5 7 *

1.8%
:ass
0.0%
.2.ass

2015
I t a v.
2nd Qtr
310 011
4th Qtr.

0.0%
g o *
2.0%
14%

5.8%
5.4%
52%
5094

3.5%
0.4%
0.1*
1 .ass

L E*
32%
411%
0.0%

201s
1slQv. l.7*0.5% 4.9% .0.4*

GDPGxoaa Domestic Product

Sauce: Council al Economic Advisau. Economic Imaunra vlliona issue:
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INTEREST RATES l

l
ll
l

i

I

i

I Prime
Rate

US Treasury
TBIIIS

3 Month

Corporate
Bonds
Baa

Corporate
Bonds
AaaYear

US Treasury
T Bonds
10 Year

l

I
I

i

1975 1982 Cycle
5.84% 7.99%
4.99% 7.61 %
5.27% 7.42%
7.22% 8.41 %
10.04% 9.44%
11.51% 11.46%
14.03% 13.93%
10.69% 13.00%

7.86%
6.84%
6.83%
9.06%
12.67%
15.27%
18.89%
14.86%

1975
1976
1977
1978

1979
1980
1981

1982

8.83%
8.43%
8.02%
8.73%
9.63%
11.94%
14.17%
13.79%

10.61%
9.75%
8.97%
9.49%
10.69%
13.67%
16.04%
16.11%

1983
1984
1985

1986
1987
1988
1989

1990
1991

12.04%
12.71%
11.37%
9.02%
9.38%
9.71%
9.26%
9.32%
8.77%

1983 1991 Cycle
8.63% 11.10%
9.58% 12.44%
7.48% 10.62%
5.98% 7.68%
5.82% 8.39%
6.69% 8.85%
8.12% 8.49%
7.51% 8.55%
5.42% 7.86%

10.79%
12.04%
9.93%
8.33%
8.21%
9.32%
10.87%
10.01%
8.46%

13.55%
14.19%
12.72%
10.39%
10.58%
10.83%
10.18%
10.36%
9.80%

6.25%
6.00%
7.15%
8.83%
8.27%
8.44%
8.35%
8.00%
9.23%
6.91 %

1992
1993
1994
1995

1996
1997
1998
1999

2000
2001

1992 . 2001 Cycle
3.45% 7.01%
3.02% 5.87%
4.29% 7.09%
5.51% 6.57%
5.02% 6.44%
5.07% 5.35%
4.81% 5.26%
4.66% 5.65%
5.85% 6.03%
3.44% 5.02%

8.98%
7.93%
8.62%
8.20%
8.05%
7.86%
7.22%
7.87%
8.36%
7.95%

8.14%
7.22%
7.96%
7.59%
7.37%
7.28%
6.53%
7.04%
7.62%
7.08%

4.67%
4.12%
4.34%
6.19%
7.96%
8.05%
5.09%
3.25%

2002
2003
2004
2005

2006
2001
2008
2009

6.49%
5.67%
5.63%
5.24%
5.59%
5.56%
5.63%
5.31 %

2002 . 2009 Cycle
1.62% 4.61%
1.01% 4.01%
1.38% 4.27%
3.16% 4.29%
4.73% 4.80%
4.41% 4.63%
1.48% 3.66%
0.16% 3.26%

7.80%
6.77%
6.39%
6.06%
6.48%
6.48%
7.45%
7.30%

3.25%
3.25%
3.25%
3.25%
3.25%
3.26%

2010
2011

2012
2013
2014
2015

6.04%
5.66%
4.94%
5.10%
4.85%
5.00%

Current Cycle
3.22%
2.78%
1.80%
2.35%
2.54%
2.14%

4.94%
4.64%
3.67%
4.24%
4. 16%
3.89%

0.14%
0.06%
0.09%
0.06%
0.03%
0.60%

Sources: Council of Economic Advisors. Economic Indicators various issues Federal
Reserve.
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INTEREST RATES

Pime
Rota

US Tnaluy US Tnnuly Corporila
T Biiia T Bunch Bo n¢

3 lunch 10 V-1 A l l

COIP0llll
Bend:

Baa

3.13%
ans ms
3.13%
a  ws
3.42%
s 20*

2010
Jan
Feb
M u
Au
May
Jno
July
AW
5191
O¢\
Nov
D B

3.01%
:Joss
285*
2.54*
2.16*
new

o 25%
o  ws
e 27%
625%
GDS*
a 23%
601%
s i x
5 M*
s 12%
59294
0.10%

5 :ass
5 35%
s 27*
5 :vas
4 os
a  ws
A 72%
A has
4 53*
4  ws
157%
502%

0.06*
0.10ss
0.15%
015*
0.18%
0.12%
DIG*
0.15*
0. 15*
0113*
013%
015*

a s s
a2sss
125*
3 25*
3 25*
325%
125*
315%
azsas
125%
32594
s.25ss

2011
Jan
Fob
Mal

8.59%
3.58%
8.41*
3 ansAu

W e
June
July
A w
5191
Of(
Nov
Dec

045%
014%
0.11%
0.00%
o.01%
0.04%
003%
0.05%
0.gQ*
0.02%
0.01%
o.02ss

3.25%
8.2594
125%
825*
325*
125*
125*
125%
a 25*
3254
a 25*
uses

5041.
522%
a m s
510%
nuns
499*
493%
437%
409%
398*
sans
393%

317%
9.00%
S.00*
2.50%
196%
2.15%
2.01*
1.95%

o 09%
o 15%
403%
c 02*
5 78%
575*
5 18%
5 36%
5.27*
5 ans
5 14*
5 25%

0.02%
0.oass
0.09%
0 mass
o 09*
0 go*

1.97%
1.97*
2 17*
: o s
1.80%
L 02*
1.53%

zo12
J in
Feb
M u
Au
May
Jno
Jury
*W
5101
Oct
Nov
D o

3264
a 25*
8.25*
325%
125%
azsvs
125*
325%
825%
125*
125%
5254

010%
0114
01058
0.10%
01195
one s

LAB*
1.72%
L 75*
1.65%
1.72%

5.23%
5 14*
5  ws
519%
5 07%
5 02*
A ms
4.91%
4 8 %
45898
4.51%
1.63%

a 55%
a 85%
a was
3.96%
3 50%
3 04*
s 40%
318%
a loss
347%
3.50%
SUB*

l

Lows
1 98%

0.07*
0.10%
0.09*

ll

l

0044
0.06%
095%
00494
0.0l*
002%
0.06%
o.o1ss
0.07%

325*
a2s%
315%
525*
125%
a :sos
5254
3 25%
s 25%
3.25*
3.25%
125%

201:
Jan
Feb
Mir
M '
May
Juno
July
A w
$694
Oct
Nov
D06

a was
3 nose
a go*
3 73*
3 go*
4 27*
A 34%
4.54%
4 Aus
4 53%
403%
40295

I ness
moss
mass
2342%
2.5098
214%
2 Bl*
2  we
2 72*
2 90%

4 73*
4 85%
I 85%
4 sox
4 73*
5  o w
5 32%
512%
5 47%
sans
SBU*
ssa% l

l

I.
I

ne ss
2014
Jan
Feb
Mal
Aw
May
Juno
July
Ava
SOP*
O f
No
08:

3.25%
3. 25*
325*
3.25%
3.25*
3. 25*
125*
3.25*
8. :sos
125%
s 25*
3 25*

211%
2 72*
2 71%
2.54%
2 GO*
2 54%
242%
2 53%
2.aoss
2.33%
22\*

o.05%
0.00%
0.05%
o.o4ss
0.03%
00398
0.08*
0.03%
0.02%
0.o2%
0.02%
o 04*

s was
5 10%
506*
n o s
479%
I  w*
4 has
449%
A :has
w e
4 m s
47496

4 49%
4 45%
u s ;
4 24%
4 16%
4 25%
414%
4 ea%
4 11%
302s
392*
s has

4 45*
4.51%
4 54*
JIM*
4 ws

sue s
A u s
3 Of*
a52%
SRO*
419%
4.15*
404%
4.07%
3.95*

2015
Jun
Fob

M
May
Jim
July
M
SOP
Of
Nov
Doc

3 25%
3 25%
8.25*
3.25%
3.25%
325%
125*
3.25*
9 25*
325*
3 25%
3.50%

0.0ass
o 00%
0.03%
0.02%
0.02%
o  ws
ODS*
o 09%
0.06%
0.01ss
o 1396
0.28%

4.ooss
s 91%

mass
1.96*
2.04%
10495
220%
z 3a%
2.32%
2 17%
21798
207%
g r*
224%

5.13%
52094
5 was
5. ws
5.34%
5.46*
s 4a%

3.50*
5.50%
8.50%
a go*
350%
3.50%
a 50%
3.50%
3 50%

545%
5  ws
5.13%
419%
4 GB*
4.53%
4.22%
4.14%
431%

0 25%
o 32*
o 32%
ORS*
0.27%
020%
o 31 as
03098
0 32%

4  o w
396%
3.52%
3.02%
BBS*
350*
3.28%
a. 32%
341%

2  o w
mass
15985
L M *
I ans
1.64%
woes
158*
1 ws

h a s
Jan
Feb
Mu
Au

May
Mn:
July
A w
509

Souvaea Council d Economic Adwlon. Economic Indiealan vaious inns Fadofal
Rou l vo
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l
l

l
lSTOCK PRICE INDICATORS

1

DJIA
S&P
D/P

S&P
EIP

ss.p NASDAQ
Composite[1]Composite[1 ] l

l

1975 . 1982 Cycle
1975
1976
1977
1978
1979
1980
1981
1982

802.49
974.92
894.63
820.23
844.40
891 .41
932.92
884.36

4.31 %
3.77%
4.62%
5.28%
5.47%
5.26%
5.20%

5.81% 9.15%
8.90%
10.79%
12.03%
13.46%
12.66%
11.96%
11.60%

1983 . 1991 Cycle

[1]

1983
1984
1985
1986
1987
1988
1989
1990
1991

[1]
322.84
334.59
376. 18 491 .69

4.40%
4.54%
4.25%
3.49%
3.08%
3.64%
3.45%
3.61%
3.24%

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41%
6.47%
4.79%

1 190.34
1 178.48
1 32B.23
1 792.76
2275.99
2060.82
2508.91
2678.94
2929.33

1992 . 2001Cycle
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

4.22%
4.46%
5.83%
6.09%
5.24%
4.57%
3.46%
3.17%
3.63%
2.95%

299%
2.78%
2.82%
2.56%
2.19%
1.77%
1.49%
1.25%
1.15%
1.32%

599.26
715.16
751 .65
925.19

1 164.96
1 469.49
1 794.91
2728.15
2783.67
2035.00

415.74
451 .21
460.42
541 .72
870.50
873.43

1 .085.50
1 .32733
1 427.22
1 194.18

3,284.29
3522.06
3793.77
4493.76
5742.89
7441 .15
8625.52
10464.88
10734.90
10189.13

993.94
965.23

1 130.65
1 .207.23
1 310.46
1 477.19
1 220.04
948.05

2002
2003
2004
2005
2006
2007
2008
2009

1.61%
1.77%
1.72%
1.83%
1.87%
1.86%
2.37%
2.40%

2.92%
3.84%
4.89%
5.36%
5.78%
5.29%
3.54%
1 .BE%

2002 . 2009 Cycle
1539.73 9226.43
1647.17 8993.59
1986.53 10317.39
2099.32 10547.67
2263.41 11408.67
2578.47 13169.98
2161.65 11252.62
1845.38 8876.15

Current Cycle
2010
2011
2012
2013
2014
2015

6.04%
6.77%
6.20%
5.57%
5.25%
4.59%

1.98%
2.05%
2.24%
2.14%
2.04%
2.10%

1 .13997
1268.89
1 379.35
1 462.51
1 .930.67
2.061 .20

2349.89
2677.44
2965.56
3537.69
4374.31
4943.49

10662.80
11966.36
12967.08
14999.67
16773.99
17590.81

[1] Note: this source did not publish the S&P Composite prior Io 1988 and the NASDA
Composite prior to 1991.

Source: Council of Economic Advisors Economic Indicators various issues.
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Page 6 of G

STOCK PRICE INDICATORS

S&P
D/P

s ap
EIPDJIA

S8P
Composlta

NASDAQ
Compose

2004
1st Qtr.
2nd Orr.
3rd av
am au.

1.64%
1.71%
119%
1.75%

1.13329
1.122.87
1104.15
1162.07

2.041 .95
1984.13
1.B72.90
2.05022

4.62%
4 .92%
5.18%
4.83%

10488.43
102es04
10129215
10362.25

l

l

1
2005

1st Qtr.
2nd Qtr.
3rd Qtr.
4th Ole.

1191.98
1181 .65
1225.91
1262.07

2.05G.01
2.01224
2144.61
2246.09

5. 11%
5.32%
5.42%
5.60%

1.77%
1.85%
1.83%
1.86%

10.G48.48
10382.35
10532.24
10.82719 1

l

i

2006
1 S( Qtr.
2nd au.
3rd Ort.
am Qtr.

2281.97
2240.46
2.141 .97
2390.26

5.61%
5.86%
5.88%
5.75%

1283.04
1.281 .17
1.288.40
1389.48

1.85%
1.90%
1.91%
1.81%

10996.04
11188.84
11274.49
12115.30

I
I
!

20o1
1 s\ Qtr.
2nd Qtr.
3rd Of.
am au.

5.85%
5.65%
5.15%
4.51%

1.84%
1.82%
1.86%
1.91%

1425.30
1.196.43
1490.81
1494.09

2444.85
2552.37
2.609.68
2.101 .59

12.470.97
13214.26
13488.43
13.50295

200s
1st 00.
2nd au
3rd au.
am Qtr.

1350.19
1.371 .65
1.251 .94
909.80

2332.91
2426.26
2290.87
1599.64

12383.86
12508.59
11322.40
a.195.e1

2.11%
2.10%
2.29%
2.98%

4.55%
4.05%
3.94%
1 .65%

2009
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

809.31
892.23
996.66

1088.70

0.86%
0.82%
1.19%
4.57%

3.00%
2.45%
2.16%
1.99%

1.774.06
8327.83
9229.93
10112.78

1485.14
1731.41
1985.25
216233

2010
1$l av.
2nd Qtr.
3rd Qtr.
am Qtr.

5.21%
6.51 %
6.30%
6.15%

134%
137%
209%
1 .95%

1.121.60
1135.25
1096.39
1204.00

10454.42
10.570.54
10390.24
11236.02

2.274.88
2343.40
2237.97
2534.62

2011
1st Qtr.
2nd Qtr.
3rd Qtr.
am Qtr.

185v.
187%
2.15%
2.25%

2141.01
2768.64
2613.11
2.60081

6.13%
6.35%
7.69%
6.91%

1302.74
1319.04
123712
1225.65

12024.62
12370.73
11671 .47
11798.65

2012
1st au
2nd OU.
3rd av.
am Qtr.

2902.90
2928.62
3029.86
3.001.69

1347.44
1350.39
1402.21
1.41821

2.12%
2.30%
227v.
2.28%

12839.80
12765.58
13. 118.72
13.142.91

6.29%
6.45%
6.00%
6.07%

2013
1 sl QU.
2nd Qu.
3rd OU.
am av.

2.21%
2.15%
2.14%
2.06%

5.59%
5.66%
5.61%
5.42%

3117.10
3369.49
a.s4a.s3
3960.54

1514.41
1609.77
1.675.31
1.770.45

14000.30
14961.28
15.255.25
15751.96

2014
Isl Qtr.
2nd Qtr.
am Qtr.
am Qtr.

2.04%
2.06%
2.02%
2.03%

5.38%
5.26%
5.37%
4.97%

1834.30
1.900.37
1975.95
2012.04

4210.06
4195.81
4483.51
4607.88

16.170.26
16603.50
16953.85
17368.36

2015
1st Qtr.
2nd au.
am av.
am au.

2.02%
2.05%
2.16%
2.16%

2.063.46
2094.37
2.026.14
2053.17

4.821 .99
502947
4921.81
5000.69

4.80%
4.60%
4.72%
4.23%

17806.47
18.007.48
17065.52
17482.97

4.20%
4.14%

201s
1st Qtr.
2nd Qtr.
3rd Qtr.

2.31%
2.19%
2.13%

4609.47
484555
5.165.06

16635.76
177763.85
18367.92

1.94e.a2
2014.99
2.161 .36

Source: Council d Economic Advisais. Economic Indicates valimns issues.
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Schedule 3

SOUTHWEST GAS CORPORATION
HISTORY OF CREDIT RATINGS

1I

;
I

Year

UNSECURED DEBTRAWNGS
Moody's S8¢P Fitch

Baa2
Baal
Baal
AS
AS
AS

2011
2012
2013
2014
2015

20161/

BBB+
BBB+

A-
BBB+
BBB+
BBB+

BBB+
A-
A
A
A
A

1/ As of July 7, 2016.

Source: Response to STF 3.7.
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Schedule 4

SOUTHWEST GAS CORPORATION
CAPITAL STRUCTURE RATIOS

2011 - 2015
($ in thousands)

YEAR
LONG-TERM

DEBT 2/
COMMON
EQUITY /1

SHORT-TERM
DEBT

I
$0

0.0%
$1 ,225,031

49.4%
49.4%

$1 ,253,476
50.6%
50.6%

2011
°/0 Total Capital

% Permanent Capital

$0
0.0%

$1 ,308,498
49.8%
49.8%

$1,318,510
50.2%
50.2%

2012
% Total Capital

% Permanent Capital

$0
0.0%

$1 ,412,523
50.4%
50.4%

$1 ,392,432
49.6%
49.6%

2013
% Total Capital

% Permanent Capital

$5,000
0.2%

$1 ,506,308
47.6%
47.7%

$1 ,650,566
52.2%
52.3%

2014
% Total Capital

% Permanent Capital

$18,000
0.6%

$1 ,608,433
50.3%
50.6%

$1 ,570,679
40.1%
40.4%

2015
% Total Capital

% Permanent Capital

1/ Includes redeemable non controlling interest.
2/ Includes current maturities of long-term debt.

Note: Percentage may not total 100.0% due to rounding.

Source: Response to STF 3.6.
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Exhibit YL-1
Schedule 5

l
1
l

PROXY COMPANIES
COMMON EQUITY RATIOS l

l

COMPANY 2011 2012 20142013 2015
2011 -2015

Average

Southwest Gas 49.9%49.5% 47.3% 50.1%50.4% 49.4%

50.4% 48.0%46.6%
Not repo

55.3%
52.0%
45.5%
45.5%
58.1%

45.5%
reed in AUS

58.1 %
48.1 %
45.4%
43.3%
57.1%

49.4%
49.8%
46.0%
43.3%
52.4%

41 .8%
51 .7%
47.3%
41 .4%
45.8%

45.8% 50.5%
Utility Reports

51 .5% 40.5%
44.7% 52.7%
44.7% 45.1 %
43.9% 42.5%
53.6% 47.5%

Proxy Group
At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

49.8%50.7% 47.4% 45.7% 48.2%45.4%Average
:
II

Me d i an 49.3% 47.3% 45.5% 45.5%45.3% 48.7%

Note: Percentages include short-term debt.

Source: AUS Utility Reports
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Exhibit YL1
Schedule 6

1
iPROXY COMPANIES

BASIS FOR SELECTION

COMPANY

Common
Equity
Ratio

Percent
Reg Gas

Revenues

S&P
Stock

Ranking

Moodys
Bond
Rating

Market
Capitalization

($000)

S&P
Bond
Rating

Value
Line

Safety
i
i

i
iA-ASouthwest Gas 57% 52.7% AS3$3400,000

A2
NR
AS
Aa2
A1
A2
A1

1

2

2

1

1

2

1

A-

N R
A+
A+
AA-

A
A+

A-

A
B+
B+
B
A
B+

72%
53%
101%
32%
97%
50%
45%

52.6%
53.0%
48.0%
48.9%
51.7%
51.1%
47.2%

$7800,000
$1 000000
$3000000
$3000000
$1 700000
$2,400000
$3,300000

Proxy Group
At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

Sources: AUS Utility Reports Value Line Investment Survey.

I
!
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Exhibit YL-1
Schedule 7
Page 1 of 4

PROXY COMPANIES
DIVIDEND YIELD

COMPANY DPS
Qtr
DPS YIELD

July - September, 2016
HIGH LOW AVERAGE

Southwest Gas 1.8 79.58_$0.450. 67.97 73.775 2.4%

$0.420
$0.305
$0.490
$0.255
$0.468
$0.264
$0.488

$1.68
$1.22
$1.96
$1.02
$1.87
$1.06
$1.95

$81 .97
$67.88
$71 .21
$38.92
$66.17
$32.03
$72.16

2.2%
1.9%
2.9%
2.9%
3.0%
3.5%
2.9%

$71 .61
$59.12
$61 .96
$32.27
$57.96
$28.17
$60.27

$76.79
$63.50
$66.59
$35.60
$62.07
$30.10
$66.23

Proxy Group
At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

2.8%Average

Source: Yahoo! Finance.



Exhlblt YL1
Schedule 7
Page 2 of 4

PROXY COMPANIES
RETENTION GROWTH RATES

COMPANY 2012 20132011 20152014 2017 2019212016 AverageAverage

Southwest Gas 5.3% 6.1%6.1% 5.0% 4.0% 5.3% 4.8%4.0% 6.0%4.5%

2.8%
6.4%
4.3%
6.2%
1.6%
5.8%
4.8%

3.3%
6.6%
4.9%
6.2%
2.4%
6.7%
3.4%

4.0%
7.1%
1.0%
5.2%
1.5%
4.8%
2.6%

4.9%
6.8%
3.7%
6.8%
0.6%
2.8%
5.4%

4.7%
7.4%
1.5%
11.0%
1.1%
4.3%
4.3%

5.5%
7.0%
4.0%
5.5%
1.0%
1.5%
4.5%

3.9%
6.9%
3.1%
1.1%
1.4%
4.9%
4.1%

5.5%
7.0%
3.5%
4.5%
1.0%
1.0%
4.0%

5.5%
8.0%
5.0%
4.5%
3.5%
1.5%
3.5%

5.5%
7.3%
4.2%
4.8%
1 .8%
1 .3%
4.0%

Proxy Group
Ammos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL HoldingsI

4.5% 4.1%Average

Source: Value Line investment Survey.

1l
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Exhibit YL-1
Schedule 7
Page 3 of 4

iPROXY COMPANIES
PER SHARE GROWTH RATES

COMPANY
Estd '13'15 to '19'21 Growth Rates

EPS DPS BVPS Average
5Year Historic Growth Rates

EPS DPS BVPS Average

10.0%Southwest Gas 6.2%7.0% 8.5% 3.0%8.2%5.5%9.0%

2.5%
5.0%
3.0%
7.0%
3.0%
9.5%
3.5%

6.5%
6.0%
3.5%
3.0%
2.0%
6.5%
2.5%

5.5%
7.0%
5.7%
3.5%
3.8%
5.8%
4.0%

4.8%
7.7%
3.3%
5.7%
0.2%
7.3%
2.8%

6.5%
8.5%
9.0%
1.0%
7.0%
3.0%
3.5%

7.0%
10.0%
-1 .0%
6.5%
5.0%
4.0%
2.5%

3.5%
6.5%
4.5%
6.5%
2.5%
8.0%
6.0%

5.0%
8.0%
8.0%
6.5%
2.5%
8.5%
2.5%

Proxy Group
At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

5.0%4.7%Average

Source: Value Line Investment Survey.

i
i
ii
i

i

i

i



Exhlblt YL-1
Schedule 7
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PROXY COMPANIES
DCF COST RATES

HISTORIC
RETENTION
GROWTH

PROSPECTIVE FIRST CALL
PER SHARE EPS
GROWTH GROWTH

DCF
RATES

ADJUSTED
YIELD

PROSPECTIVE
RETENTION
GROWTH

HISTORIC
PER SHARE
GROWTH

AVERAGE
GROWTHCOMPANY

2.5% 4.8% 4.0% 8.2%5.7%5.3% 6.2%8.2%Southwest Gas

3.9%
6.9%
3.1 %
7.1%
1.4%
4.9%
4.1%

5.5%
7.0%
5.7%
3.5%
3.8%
5.8%
4.0%

7.3%
3.0%
4.7%
6.5%
4.0%
6.0%
8.0%

2.2%
2.0%
3.0%
2.9%
3.1%
3.6%
3.0%

4.8%
7.7%
3.3%
6.7%
0.2%
7.3%
2.8%

5.4%
6.4%
4.2%
5.7%
2.3%
5.1 %
4.6%

7.7%
8.4%
7.2%
8.7%
5.3%
8.7%
7.5%

5.5%
7.3%
4.2%
4.8%
1 .8%
1 .3%
4.0%

Proxy Group
At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

5.6% 7.6%4.1%Mean 2.8% 4.5% 5.0% 4.8%4.7%

Median 3.0% 6.0% 5.1% 1.7%5.5%4.1% 4.8%4.2%

7.3% 7.0% 7.5% 8.5% 7.6%7.9%Composite . Mean

7.1% 7.2% 9.0% 8.1%8.5%7.8%Composite Median

Note: negative values not used in calculations.

Sources: Prior pages of this schedule. Yahoo' Finance.

i

l

i

l



Exhibit YL-1
Schedule 8

STANDARD a. POOR'S 500 COMPOSITE
20-YEAR u.s. TREASURY BOND YIELDS

RISK PREMIUMS

Year BVPS
RISK

PREMIUM

20-YEAR
T-BOND
YIELDROEEPS

I

I

|
g

1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

7.10%
7.69°/o
5.09%
2.95%
2.11%
1 .85%
2.15%
0.55%
2.51 %
5.50%
8.28%
7.04%
6.28%
2.23%
4.93%
6.07%
9.78%
8.98%
10.90%
9.69%
8.79%
11.72%
9.72%
1.91 %
2.77%
9.35%
9.96%
11 .43%
12.35%
7.94%
1 .42°/o
7.09%
9.91 %
10.78%
11 .12%
11 .63%
10.85°/o

15.00%
15.55%
15.05%
14.50%
11.39%
12.23%
13.90%
11.80%
11.49%
13.42%
17.25%
15.85%
14.47%
10.45°/o
12.22%
13.24%
16.37%
16.58%
17.08%
16.33%
14.62%
17.29°/o
16.22%
7.44%
8.36%

14.15°/o
14.98%
16.12%
17.03%
12.80%
3.03%
10.56%
14.16%
14.59%
13.52%
14.49%
14.18%

7.90%
8.86%
9.97%

11.55%
13.50%
10.38%
11.74%
11.25%
8.98%
7.92%
8.97%
8.81%
8.19%
8.22%
7.29%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
6.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.68%
4.86%
4.45%
3.47%
4.25%
3.81 %
2.40%
2.86%
3.33%

$12.33
$14.85
$14.82
$15.36
$12.54
$14.03
$16.64
$14.61
$14.48
$17.50
$23.75
$22.87
$21 .73
$15.29
$18.86
$21 .89
$30.60
$33.96
$38.73
$39.72
$37.71
$48.17
$50.00
$24.70
$27.59
$48.73
$58.55
$69.93
$81 .51
$66.17
$14.88
$50.97
$77.35
$86.95
$86.51
$100.20
$102.31

$79.07
$85.35
$94.27
$102.48
$109.43
$112.46
$116.93
$122.47
$125.20
$126.82
$134.04
$141 .32
$147.25
$153.01
$158.85
$149.74
$180.88
$193.06
$215.51
$237.08
$249.52
$255.40
$290.58
$325.80
$338.37
$321 .72
$367.17
$414.75
$453.05
$504.39
$529.59
$451 .37
$513.58
$579.14
$613.14
$566.97
$715.84
$726.96

6.85%Average

Source: Standard & Poor's Analysts' Handbook Ibbotson Associates Handbook.
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Exhibit YL-1
Sehedule 9

PROXY COMPANIES
CAPM COST RATES

COMPANY BETA
RISK-FREE

RATE
CAPM
RATES

RISK
PREMIUM

I
l
l

Proxy Group

0.75
0.50
0.70
0.80
0.65
0.80
0.75

1.91%
1.91%
1.91%
1.91%
1.91%
1.91%
1.91%

6.2%
5.4%
5.9%
6.5%
5.6%
6.5%
6.2%

5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%

At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

Mean 6.1%

Median 6.2%

Sources: Value Line Investment Survey, Standard 8. Poor's Analysts' Handbook, Federal Reserve.
20-year Treasury Bonds
Month Rate

July 2016 1.82%
August 2016 1.89%

September 2016 2.02%

1.91%Average
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Exhibit yL-1
Schedule 11

STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOE

2002 _ 2014

YEAR
MARKET-TO
BOOK RATIO

RETURN ON
AVERAGE EQUITY

295%8.4%2002

278%14.2%2003

291 %15.0%2004

16.1% 278%2005 1
1

277%17.0%2006

284°/o12.8°/o2007

224%2008 3.0%

10.6°/o 187°/o2009

208%14.2°/o2010

207%14.6%2011

214%2012 13.5%

14.5% 237%2013

268%14.2%2014

275%12.4%

Averages :

2002-2008

220%13.6%2009-2014

Source: Standard & Poor's Analyst's Handbook, 2015 edition.
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RISK INDICATORS

COMPANY
VALUE LINE

BETA

VALUE LINE
FINANCIAL
STRENGTH

VALUE LINE
SAFETY

S& P
STOCK

RANKING
i

Proxy Group

I

I

i

I
i
i

1
2
2
1
1
2
1

0.75
0.60
0.70
0.80
0.65
0.80
0.75

4.00
3.67
3.67
4.33
4.00
4.00
4.00

3.67
4.00
3.33
3.33
3.00
3.67
3.33

At nos Energy
Chesapeake Utilities
Laclede Group (Spire Inc.)
New Jersey Resources
Northwest Natural Gas
South Jersey Industries
WGL Holdings

i
I

A
B++
B++
A+
A
A
A

B+/A-1 .4 3.48A 3.950.72

A-

A
B+

B+

B
A-

B+
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Schedule 12
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RISK INDICATORS

VALUE LINE
SAFETYGROUP

VALUE LINE
FIN STR

VALUE LINE
BETA

S a P
STK RANK

2.7 1.05 B++ B

S & P's 500
Composite

1.4 0.72 A B+/A-Proxy Group I

i

Sources: Value Line Investment Survey, Standard & Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is more variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the later representing the highest level.
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EXECUTWE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

In support of the Arizona Corporation Commission's review of Southwest Gas
Corporation's rate application, we examined and analyzed Southwest's depreciation studies. To
conduct our assessment, we:

Reviewed the analysis of the year life and the Iowa Curve dispersion for each FERC
account.

Evaluated the net salvage analysis including salvage, cost of removal, and that salvage
rate.

l

Determined whether recent and future salvage and cost of removal experience
support die analysis for each FERC account.

Confirmed due accuracy and completeness of figures used in the calculation of the
$74,607,780 distribution plant and general plant structures and improvements
depreciation and die $6,864,744 million general plant amortization.

I

i

I
Verified the accuracy and completeness of the comparison of existing and proposed
depreciation and amortization rates.

As a result of our review and analysis, we developed four recommendations with regard to
Soudiwest's depreciation studies:

1. Approve the distribution plant and general plant structures and improvements
revised depreciation rates based on revised depreciation reserve balances recorded
from book reserves, the elimination of the theoretical reserve allocation of book
reserves, and increase of the average remaining life for mains. This recommendation
decreases the annual depreciation accrual by $4,275,831.

2. Approve the general plant revised annual amortization rate based on establishing a
deficiency reserve calculated from a theoretical reserve, amortize the deficiency
reserve, and amortize plant in service net of the theoretical reserve calculated for
general plant. This recommendation increases the annual amortization accrual by
$1,009,715

3. Approve a distribution and general plant annual expense accrual of $78, 206,408
based on distribution and general plant in service at December 31, 2015 totaling
33,000,903,439. This recommendation decreases the previous authorized annual
expense accrual by $45,270,354

4. We recommend that, before the next rate case, a detailed independent and objective
cost of removal study be performed to determine the validity of significant increases



i
I

|
n

in cost of removal charges recorded in 2015, and for any that may occur after 2015
and before the next rate case. In the meantime, we recommend that Southwest Gas
Corporation review the cost of removal charges recorded in mains and services
accumulated depreciation accounts in 2015 to determine whether charges, if any,
should be transferred to operations, maintenance, or other accounts. This review
would help ensure the account balances of mains and services accumulated
depreciation are fairly stated going forward into the next rate case. When filing for
its next rate case, Southwest Gas shall provide the Commission with results of such
study and review.

I
I
I
I
I
I

II
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INTRODUCTION

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

My name is Kirk Balcom.A. I work for Rehmann Robson LLC ("Rehmann Robson"), a

subsidiary of Rehmann LLC ("Rehmann"). My business address is 675 Robinson Road,

Jackson, Michigan 49203.

Q What is your current position at Rehrnann Robson?

A. I am currently a Principal.

Q.
l

Please describe your background and qualifications for your testimony in this

proceeding.

A. Examples of accounting systems internal audits pertinent to this rate case include:

die system

Construction Management System - the system that accounts for electric distribution

and gas main construction.

Distribution Management System that accounts for electric and gas

service construction.

Construction Work in Progress System - the system that accounts for major electric

and gas construction and equipment.

Integrated Plant In-Service System - the system that accounts for in-service electric

and gas real property and electric and gas personal location property.

Mass Property System .- the system that accounts for in-service electric and gas

personal mass property and unitization of personal mass property.

I have audited components of accumulated depreciation reserve including cost of removal

l

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 and valuing vintage retirement units based on statistical aging programs. My most recent



i
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I

1

2

3

utility experience includes auditing a Distribution Capital Investment Rider of Duke Energy

Ohio, a Management Audit of United Illuminating Company, and an investigative audit of

three Ohio Gas Utilities.

4
i

5 A copy of my resume, which includes a list of clients, is attached to this testimony as Exhibit

KSB-1 - Kirk Balcony Resume.6

7

8 Q. What is the purpose of your testimony in this proceeding?

9 A. The Arizona Corporation Commission ("Commission"), Utilities Division ("Staff"),

10

11

12

contracted with Overland Consulting to review and assess certain aspects of die Southwest

Gas Corporation ("SWG" or "Company") rate application filed with due Commission on May

2, 2016. Rehmann Consulting is acting as a subcontractor to Overland Consulting.

13

14 Q. What is Overland's scope of work with respect to reviewing and assessing SWG's rate

15 application?

A.16 Overland was asked to examine and analyze SWG's depreciation studies.

17

18 Q. Can you summarize  the  approach that  Ov erland ut ilized in  carrying out its

19 assessment?

20 A.

21

22

Overland employed a workflow process to accomplish its investigation in an efficient manner

by reviewing relevant filings, orders, and statutes; inidadng discovery requests; evaluating

discovery responses, and providing follow-up with additional discovery as needed.

23

24 Q. What specifically did you review in the SWG depreciation study?

A.25 Specifically, we reviewed the depreciation rate study as follows:

26
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l

2

For each Federal Energy Regulatory Commission ("FERC") account, we reviewed the

analysis of the year life and the Iowa Curve dispersion.

3

4

5

For each FERC account, we reviewed the net salvage analysis including salvage, cost

of removal, and the salvage rate. We also determined whether recent and future

salvage and cost of removal experience support the analysis for each FERC account.6

7

8
.
i
l9

i

We verified the accuracy and completeness of figures used in die calculation of the

$74,607,780 million distribution plant and general plant structures and improvements

depreciation and die $6,864,744 million general plant amortization.10
l l

12

13

We verified the accuracy and completeness of the comparison of existing and

proposed depreciation and amortization rates.

14

15 Q. Who assisted you in this review?

16 A.

17

18

19

This independent investigation was performed under my direct supervision with the

assistance of two other subcontractors, Frank DiPa1ma and Thomas Simonsen. Copies of

their respective resumes are included in Exhibit-KSB-2. - Frank DiPalma Resume and Exhibit

KSB-3 - Thomas Simonsen Resume.
I
!

20:
I

21 SUMMARY OF RECOMMENDATIONS

22 Q. As a result o f your review and analysis, summarize your recommendations with regard

23 to SWG's depreciation studies.

24 A. Our recommendations can be summarized as follows:

25

26 1.

27

Approve die distribution plant and general plant structures and improvements revised

depreciation rates based on revised depreciation reserve balances recorded from book
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l reserves, eliminate the theoretical reserve allocation of book reserves, and increase the

2 This recommendation decreases the annual

3

average remaining li fe for mains.

depreciation accrual by $4,275,831 .

4

2.5

6

7

8

9

Approve the general plant revised annual amortization rate based on establishing a

deficiency reserve calculated from a theoretical reserve, the amortization of the

deficiency reserve, and the amortization of plant in service net of the theoretical

reserve calculated for general plant. This recommendation increases die annual

amortization accrual by $1,009,715
l

10

l l 3. Approve a distribution and general plant annual expense accrual of $78,206,408 based

12 on dis tr ibut ion and genera l plant  in serv ice at  December 31,  2015, to ta ling
i
I

13 $3,000,903,439. This recommendation decreases die previous authorized annual

14 expense accrual by $45,270,354.

15

16 4.

17

18

We recommend that, before the next rate case, a detailed independent and objective

cost of removal study be performed to determine the validity of significant increases

in cost of removal charges recorded in 2015, and for any that may occur after 2015

19 and before the next rate case. In the meantime, we recommend that Soudiwest Gas

20

21

22

Corporation review the cost of removal charges recorded in mains and services

accumulated depreciation accounts in 2015 to determine whether charges, if any,

should be transferred to operations, maintenance, or other accounts. This review

23 would help ensure the account balances of mains and serv ices accumulated

24

25

26

depreciation are fairly stated going forward into the next rate case. When filing for its

next rate case, Southwest Gas shall provide the Commission with results of such

study and review.
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1 SUPPORTING ANALYSIS

2 Q. Please describe the SWG depreciation rate study.

A.3

4

5

6

7

8

9

10

12

13

14

15

16

The depreciation rate study' was completed as of December 31, 2015, and used the straight-

line, Average Life Group ("ALG"), and remaining life depreciation system to calculate annual

and accrued depreciation for Distribution Plant FERC accounts 374.20 Rights-of-Way,

375.00 Structures and Improvements, 376.00 Mains, 378.00 Measuring and Regulating Station

Equipment - General, 380.00 Services, 380.00 Meters, and 385.00 Industrial Measuring and

Regulating Station Equipment. The depreciation system was also used for General Plant

FERC account 390.10 Structures and Improvements. A vintage year accounting method

approved by the FERC in Accounting Release Number 15 ("AR-15") was used to amortize

General Plant FERC accounts 391.00 Office Furniture and Equipment, 391.10 Computer

Equipment, 392.11 Transportation Equipment - Light, 392.12 Transportation Eqtupment -

Heavy, 393.00 Stores Equipment, 394.00 Tools, Shop, and Garage Equipment, 395.00

Laboratory  Equipment,  396.00 Power Operated Equipment,  397.00 Communicat ion

Equipment, 397.20 Telemetering Equipment, and 398.00 Miscellaneous Equipment. AR-15

excluded General Plant account 390.10 Structures and Improvements.

17

18 Q. What did the depreciation rate study recommend?

19 A. The study recommends an overall depreciation decrease of $42.0 million annually to $81.5

20 FERC account 376.00 Mains and account 380.00 Servicesmillion from $123.5 million.

21 accounted for a $45 million decrease in depreciation, while all other Distribution Plant

22 accounts and all General Plant accounts accounted for a $3.0 million increase in depreciation

23 and amortization. Both the increases in services lives and reductions of the negative net

24 salvage resulted in the 345 million decrease in depreciation for mains and services.

25

1 Generally in preparation for a rate case, utilities will often prepare depreciation rate studies. Depreciation is a key factor
in the final revenue rate calculation, as utilities get recovery of their investment through depreciation.
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l Q. Did the SWG depreciation rate study suggest a change in the average remaining life

2 for mains and services?

A .3

l

i4

Yes, the approved life for account 376.00 Mains that was previously used was 45 years with a

R4 dispersion,2 and for account 380.00 Services was previously 42 years and an L0 dispersion.

5 The current study moves to a 53-year life and to a Rl.5 dispersion for mains and a 44-year Life

6 and an LI dispersion for services.

7

8 Q. Did the depreciation rate study suggest a change in the net salvage value?

A.9 Yes, the previously authorized net salvaged for FERC account 376.00 Mains was a negative 60

10 percent. The study recommended a decrease to negative 35 percent due to 5- to 10-year

11 trends. The previously authorized net salvage for FERC account 380.00 Services was a

12

1
13

negative 96 percent. The study recommended a decrease to negative 55 percent due to recent

trends excluding 2015 which had a net salvage of negative 266 percent.

14

15 Q. Was the depreciation rate study supported by a detailed analysis?

A.16

17

The depreciation rate study was supported by detailed analysis of plant in service records by

vintage year, retirement data by vintage year and activity year, salvage credits, and cost of

The leftmoded curves describe life expectancy characteristics whereby the greatest retirement frequency occurs

2 Average life and retirement pattern shape dene the characteristics of an Iowa-type survivor curve. The L series
designates leftmoded curves, the S series designates symmetricalmoded curves, and the R series designates right-moded
curves.
prior to the average service life. The right-moded curves show the greatest retirement frequency after the average service
life has been achieved. In the symmetrical-moded curves, the greatest retirement frequency occurs at the average service
life. There is also an O series that designates originmoded curves, whereby the highest rate of retirement occurs in the
year of placement. Naming conventions for the Iowa-type curves specify a letter (L, S, R, or O), indicating the type of
retirement pattern as well as a number designating the width of the dispersion pattern. A low number indicates a wide
dispersion pattern and a high number indicates a narrow dispersion pattern.
3 Net salvage is also recorded in the depreciation reserve. Net salvage is credits received from removal of plant retired
less the cost of removal. Salvage credits increase the depreciation reserve and cost of removal decreases the depreciation
reserve.
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1

2

removal data. It was also supported by numerous Iowa Curves" used to determine the curve

that best fits the existing life of the plant in service.

3

4 DEPRECIATION RESERVE

5 Q. What is depreciation reserve?

A.6

7

or accumulated provision for depreciation means the summation of

net salvage, and the

Depreciation reserve

charges for annual provision

8

retirements, for depreciation accrual(s)

recorded by the utility under an approved method of depreciation accounting.

9

10 Q. Do you have any concerns with regard to the depreciation reserve in the rate study?

11 A. The Company reported that Accumulated Provision for Depreciation and Amortization
I

12 fo r  Dis t r ibut ion Plant  and Genera l P lant  St ruc tures  andDetail at $1,290,046,943

13I.
I

14

15

16

17

18

19

20

21

22

Improvements FERC accounts and ($7,408,140) for all other General Plant FERC accounts

was included in the depreciation study. Since distribution plant and general plant structures

and improvements depreciation expense were based on allocated accumulated depreciation

reserve of $1,249,336,609 and general plant had been allocated (before assigning retirement of

fully accrued assets) accumulated depreciation reserve of $33,179,209, we are concerned that

distribution plant and general plant structures and improvements have not been allocated

enough accumulated depreciation reserve based on subsidiary records.° We also believe

allocating book reserve based on theoretical depreciation reserve is not appropriate since

actual plant records were maintained at the FERC account level. Allocating an additional

$40,708,333 of accumulated depreciation to distribution plant and general plant structures

4 Iowa curves are survivor curves developed in a study at the University of Iowa. The curves comprise asetof
standardized patterns of asset retirement dispersion and are the most widely used standardized survivor curves in the
utility industry.
5 In response to Data Request No. Staff 4.43, a schedule VVPB-2 AZ ADA provided accumulated provision for
depreciation and amortization as of December 31, 2015.
oSubsidiary records are required to be maintained according to the Uniform System of Accounts Prescribed for Natural
Gas Companies subject to the provsions of die Natural Gas Act.
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i

1
l

2
l

3

4

and improvements and using book depreciation reserve increases distribution plant and

general plant structures and improvements depreciation expense by $1,1676624 from the

depreciation study, when using the same average service lives in the study. See Exhibit KSB-

4 Revised Depreciation Reserve.

5

6

7

8

Furthermore, general plant has a depreciation reserve of ($7,408,140); therefore, we are

concerned dirt it can never be trued-up so dirt each asset will be fully amortized at the end of

their recommended amortization period, where the amortization reserve will be sufficient to

9 cover future additions.

10

11 Q. In view of your concerns for general plant, what do you recommend?

12 A.»
13

14

We recommend that a deficiency reserve be established for $33,516,328 and amortized

$4,061,646, annually. We also recommend an additional amortization of net plant of

$3,812,813 for a total of $7,874,458 for annual general plant amortization. This change

15 results in an increase of $1,009,715 for general plant amortization from the depreciation

16 study. See Exhibit KSB-5 Revised General Plant. We recommend that general plant be

17

18

amortized under AR-15 going forward in 2016 and that the Company continue to use

amortization based on a deficiency reserve and net plant, for general plant placed in service

19 before January 1, 2016.

20

21 COST OF REMOVAL

22 Q. What was the cost of removal in 2015 and how does it compare with the previous year?

A .23

24

Cost of removals in 2015 for mMs totaled $5,230,681 and for services totaled $27,096,366

and were 2.8 and 9.1 does higher, respectively, than the 2014 cost of removal.

25

7 Cost of removal refers to the costs associated wide taking an asset out of service. Cost of removal reduces accumulated
depreciation and therefore increases net plant value used in calculating the annual depreciation accrual.
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l

l

l 1Q. Does this dramatic increase in cost of removal give you cause for concern?
l

l

A.2

3

4

5

96

7

Yes, although an increase in cost of removal could be anticipated, the magnitude of die

increase is significant. Initially, we were advised that the increase was related to the

Customer-Qwned Yard Line ("COYL") Program"; subsequently, we received a corrected

discovery response stating that the increases are related to ongoing Distribution Integrity

Management Program ("DIMP") work. Based on this revised response, we have a concern

duet errors could have been made and COYL Program work charged to cost of removal.

8

9 Q. With regard to cost of removal, do you have any other concerns?

10 A.

11

12

Yes, SIG uses a retirement unit of feet for both mains and services. This makes work on

mains or services for smaller footages a capital expenditure instead of maintenance, resulting

in higher cost of removal percentages.

13

14 Q.

15

Could you please provide examples that would illustrate both of these cost of removal

concerns?

A.16 Examples that would illustrate both accidental errors and use of feet as a retirement unit can

17

18

be seen by comparing the cost of removal per unit for a variety of work orders in the

following table."'

s Responses to data requests Staff 4.18 and Staff 4.19 stated that the increases are related to the COYL Program.
9 Revised responses were received in Supplemental Staff 4-018 and Supplemental Staff 4019.
10 Response to data request Staff 5.08 Attachment 1. .
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KSB-1l

Retirement
Amount

Work Order
Number

Cost of
Removal
Amount

Type of
Work
Order

Quantity
Removed

(Feet)

Main
Main
Main
Main
Main

Service
Service

0042W1796371

0042W1860136

0042W1864750

0042W1985835

0042W1988840

0034RB02600

0036RB02600

Cost o f

Removal

Per Unit

Feet

$26,398

$7,078

$1,256

$103

$653

$583

$108

$26,398
$21,233
$1,256
52,055
$4,573

$2,937,568
$4,388,218

1
3
1
20
7

5,457
40,490

$3.33
$86.34
$5.73

$347.40
$63.56

$38,036.67
$395,712.13

2

3 Q. Can you estimate the potential impact of cost of removal beingoverstated?

4 A.

5

6

7

8

Without doing a detailed cost of removal study, we cannot estimate the impact of cost of

removal being overstated. However, any overstatement of cost of removal would add ro the

accumulated depreciation reserve for mains and services. In addition, the current net salvage

percent, which is the net of cost of removal expense and salvage credits, could result in a

lower negative percentage. Both adjustments would lower the annual depreciation accrual.

I
I

I

!

9

10 Q. Can you provide an example as to what would be the impact of cost of removal being

overstated by, say, 50 percent in 2015 for both mains and services?

12 A.

13

14

15

16

17

18

19

20

Yes, if a further study disclosed a 50 percent overstatement of mains and services actual cost

of removal in 2015, then an additional $2,615,341 would be added to the depreciation reserve

for mains and $13,548,183 would be added to accumulated depreciation for services. This

change reduces annual depreciation accrual for mains by $50,952 and by $414,444 for services

when using Exhibit KSB-8 Computation of Revised Depreciation Accrual Rates as a baseline.

The significant increase in cost of removal was not factored into die net salvage calculation

for services but was for mains. Reducing mains net salvage from negative 35 percent to

negative 30 percent reduces the annual depreciation accrual for mains by another $1,618,042.

The total impact of a 50 percent overstatement of cost of removal and a 5 percent reducion
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l

2

3

4

5

6

in net salvage is a $2,083,438 additional reduction from the annual distribution plant and

general plant structures and improvements depreciation accrual described in Exhibit KBS-8

Computation of Revised Depreciation Accrual Rates. Exhibit KSB-9 Impact of Cost of

Removal on Mains and Services details the cost of removal impact, should the results of an

actual detailed analysis result in the 50 percent overstatement in this hypodietical estimate of

cost of removal for both mains and services.

7

8 REMAINING LIFE CALCULATIONS

9 Q. How is remaining life of an asset predicted?

A.10
1

11

12

13

14

The remaining life of an asset is difficult to predict as it can be lengduened or shortened by a

variety of potential contributing factors including materials used, maintenance techniques

employed, installation or design standards changes, and varied system operating conditions.

However, using the Iowa Survivorship Curves standardized patterns of asset retirements

dispersion can be identified.

15

16 Q.
I
I.
I
E

Did you review the remaining life calculations for all distribution plant and general

17 plant structures and improvements?

18 A.

19

20

Qverland reviewed the average remaining life calculations for all distribution plant and

general plant structures and improvements. For example, die Iowa Curve analysis for mains

moves to a 53-year life and to a R1.5 dispersion.

21

22 Q. Do you agree with the remaining life calculation as contained in the SWG

23 depreciation study?

A.24

25

26

While Overland understands that judgment plays a significant factor in assigning the best fit

for the Iowa Curve, we believe a 6-year life and 1.1 dispersion is a better tit. See Exhibit

KSB-7 Survivor Curve for Account 376.00 Mains. We base our opinion on three factors:
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i

l SWG's historical retirements, consideration of the early vintage plastic replacement program

which began in 2007, and benchmarks more closely aligned to the life curves of other utilities.2

3

4 Q. What is the impact of using a 61-year life and L1 dispersion?

A . Using a 61-year life and 1,1 dispersion (see Exhibit KSB-7), produces an average remaining

life for mains of 51.33, as noted in Exhibit KSB-6 Revised Main Average Service Life LI 61.

The revised average remaining life reduces the studies' annual depreciation for mains by

another 85,443,455, or a total main reduction of $8,034,887 (see Exhibit KSB-8) after

considering the change in depreciation reserve for mains noted in Exhibit KSB-4.

5

6

7

8

9

10

l l Q. Please summarize your testimony.

A.12 As a result of our review and assessment of the SIG depreciation study, we have four

recommendations, as follows:13

14

1. Approve the distribution plant and general plant structures and improvements revised

depreciation rates based on revised depreciation reserve balances recorded from book

reserves, eliminate the theoretical reserve allocation of book reserves, and increase in

This recommendation decreases the annualthe average remaining life for mains.

depreciation accrual by $4,275,831.

2. Approve the general plant revised annual amortization rate based on establishing a

deficiency reserve calculated from a theoretical reserve, amortizing the deficiency

reserve, and amortizing plant in service net of the theoretical reserve calculated for

general plant. This recommendation increases the annual amortization accrual by

31,009,715

15

16

17

18

19

20

21

22

23

24

25

26
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1 3.

2

Approve a distribution and general plant annual expense accrual of $78,206,408 based

on distribution and at December 31, 2015 totaling

3 $3,000,903,439.

general plant in service

This recommendation decreases die previous authorized annual

4 expense accrual by $45,270,354

5

4.6 We recommend that, before the next rate case, a detailed independent and objective

7 cost of removal study be performed to determine the validity of significant increases
i

8 9in cost of removal charges recorded in 2015, and for any that may occur after 2015

9 and before the next rate case. In the meantime, we recommend that Southwest Gas

10

l l

12

13

Corporation review the cost of removal charges recorded in mains and services

accumulated depreciation accounts in 2015 to determine weedier charges, if any,

should be transferred to operations, maintenance, or other accounts. This review

the account balances of mains and services accumulatedwould help ensure

14

15

16

depreciation are fairly stated going forward into the next rate case. When filing for its

next rate case, Southwest Gas shall provide the Commission with results of such

study and review.

17I

I

18 Q. How do your recommendations compare to the previous authorized study?

19 A.

20

21

22

23

The previous authorized annual accrual rates and the recommended annual accrual rates are

described in Exhibit KSB-10 Comparison of Previous Authorized Rates to Recommended

Authorized Rates. The previous audiorized annual accrual expense was $123,476,762 and the

recommended annual accrual expense is $78,206,408 This recommendation decreases the

annual accrual expense by $45,270,354

24

25 Q Does this conclude your direct testimony?

26 A. Yes, it does.
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Kirk S. BalcomName:

Title: Principal, CIA, CISA, CFE

Education: B.S. Accounting, Iowa State University

Membership in
Professional
Societies:

Institute of Internal Auditors
Information Systems Audit & Control Association
Association of Certified Fraud Examiners

Career Synopsis:

l

i

Professional consultant with 40 years' experience in evaluating internal controls. Areas
of expertise include Sarbanes-Oxley, operational auditing, information systems auditing,
risk assessments, service organization controls, and quality assessments of Internal
Audit Departments. Expertise spans numerous industries with 27 years in the utility
industry. Performed operational, financial, information technology, joint venture, and
international auditing for the utility. Most recent experience includes investigative and
management audits of two utilities. Experienced in using the 2013 Committee of
Sponsoring Organization's (COSO) Internal Control-Integrated Framework and the
Control Objectives for information and related Technology (COBIT) Framework to
evaluate and document internal controls. skilled at using flow charts to document
processes and evaluate the effectiveness and efficiency of the process tlow.

Selected Consulting Responsibilities:

&Management Audits, Sarbanes-Oxley, Internal Audits, Risk Assessments
Service Organization Controls Exams

2015 - Principal Team Member of a Public Util ities Regulatory Authority
management audit of a Connecticut electric utility.
2014 - Principal Team Member of a Public Utilities Commission of Ohio investigative
audit of three Ohio natural gas utilities.
2008/2014 - Principal in Charge of Rehmann's Service Organization Controls (SOC)
Practice that attests to service organization internal controls that affect their user
organizations internal controls over financial reporting (SOC 1) and attests to internal
controls over security, availability, processing integrity, confidentiality, and privacy of
service organization operations (SOC 2 and SOC 3).

I
I

I
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l

9
9
l

I
I

l
l

2009/2014 - Principal in Charge of internal audits at Ferris State University. These
internal audits cover all areas of university operations.
2004/2011 - Principal in Charge of risk assessments and start up internal audit
consulting at Allegiance Health Systems. These risk assessments coved all areas of
health systems operations.
2004/2010 - Principal in Charge of Sarbanes-Oxley external financial reporting
evaluations for Cara co Pharmaceutical Company's, a generic drug manufacturer,
assertion on the effectiveness of internal controls over financial reporting .
2005/2013 - Principal in Charge of Sarbanes-Oxley documentation for Fremont
Insurance Company's and Monarch Bank's senior management's assertion on the
effectiveness of internal controls over financial reporting.
2008/2010 - Principal in Charge of the Committee of Sponsoring Organizations
(COSO) risk assessments for Demmer Corporation, a large manufacturing firm.
2008/2012- Principal in Charge of External Quality Assessments of Internal Audit
Departments of the Lansing Board of Water and Light, Wolverine World Wide, and
JSJ Corporation that assessed their Internal Audit Department's compliance with the
International Standards for the Professional Practice of Internal Auditing.
2003 - Team leader for Sarbanes-Oxley documentation for Consumers Energy
Company, a $18 billion combination natural gas and electric utility, and subsidiary of
CMS Energy Corporation. Responsibilities focused on all systems that provided
financial reporting support.
1999/2003 - Supervised information technology and financial audits of Consumers
Energy Company.
1998/1999 - Lead International Auditor for CMS Enterprises Company, a non-
regulated company of parent company CMS Energy Corporation. International
audits were located in Australia, Chile, Argentina, and Morocco.
1987/1998 - Supervised operational internal audits for Consumers Energy
Company. These audits resulted in cash recoveries and cost savings for numerous
natural gas and electric utility operations.
1980-1987 - Lead auditor for application system audits for Consumers Energy
Company. These audits covered the numerous applications that impacted internal
controls over financial reporting.
1978/1979 - Team member of the Foreign Corrupt Practices Act internal controls
documentation project for Consumers Energy. This documentation covered all
operations of Consumers Energy Company and its subsidiaries.
1977 - Team member of natural gas and electric utility distribution financial audits
for Consumers Energy Company.
1976 - Team member for Electric Utility Generating Plant financial audits for
Consumers Energy Company.
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Recent Publications and Presentations:

l

I

r

l
ll
i

"Fraud and Theft " K.S. Balcom presented to the Audit and Assurance Group of
Rehmann Robson, 2016.
"COSO 2013" K.S. Balcom presented to the Audit and Assurance Group of
Rehmann Robson, 2015.
"The New COSO and its Relationship with COBIT 5," K S Balcom presented at the
ISACA and VIA Joint Seminar, 2014
"What's New With COSO," K S Balcom presented at the Governmental Accounting
& Auditing Conference, 2013
"Internal Auditing," K.S. Balcom presented to the Association of  Government
Accountants, 2011 .
"Service Organization Controls," K.S. Balcom presented to the Audit and Assurance
Group of Rehmann Robson, 2011 .
"Service Organization Control Reports Updated Reporting Standards," K.S.Balcom
published article in Business Wisdom Delivered, A Rehmann Publication, 2011 .
"Internal Audit Reporting," K.S. Balcom presented to the Institute of Internal Auditors,
2010.
"Internal Controls - What Do They Look Like," K.S. Balcom presented to Michigan
Association of County Administrators Organization, 2010.
"Service Organizations Internal Controls," K.S.Balcom published article in Business
Wisdom Delivered, A Rehmann Publication, 2010.

Employment History:

2003 - Present
1976 .- 2003

Rehmann
Consumers Energy Company
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Name: FRANK T. DiPALMA

Title: Partner/Principal

Education: Fairleigh Dickinson University, MBA Management/Finance
New Jersey Institute of Technology, BS Mechanical Engineering
University of Michigan, Executive Development Program

Professional
Affiliations:

American Gas Association
Society of Gas Operators
Souther Gas Association
University of West Virginia, Institute of Technology (Adjunct Professor)

Career Synopsis:

An operations oriented engagement/project manager who leads teams of consultants to
resolve complex bus iness problems in power generation and transmiss ion and
distr ibution entities, skilled at directing, planning and implementing approach and
objectives for client's project, experienced in engineering and operations management,
process improvement, project management, construction, business development,
marketing, continuous improvement, strategic alliances, labor relations, strategic
planning, change management, organization assessments and regulatory compliance.
Consulting expertise supports  both management and technical projects, with
assignments grouped in the following categories: Operations Reviews, Merger Due
Diligence, Safety and Reliability Reviews, Emergency Response, Integrity Management,
Benchmarking, Regulatory Assessments and Various Studies.

Selected Consulting Assignments:

Management Audit of United illuminating (2015-2016) Public Utility Regulatory
Authority
Served as Jacobs' responsible of f icer and project manager we are conducting a
comprehensive diagnostic review the major functions of UI. The scope of the audit
includes: organization and management, f inancial systems and controls, marketing,
engineering and operations, information technology, customer-service operations, and
relationships with parent company.

Gas Infrastructure Filing - Public Service Electric and Gas Company (2015)
PSE8tG wanted to initiate a gas infrastructure filing to replace approximately 4,000 miles
of cast iron and bare steel, while recovering all associated costs in a timely manner. To
address requirements for a comprehensive f iling, Jacobs analyze and developed: a
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Safety case, a Business case and a Program execution plan. The analysis resulted in
Jacobs preparing direct testimony that was filed with the NJ Board of Public Utilities on
February 27, 2015.

Operational Due Diligence Consulting in Connection with the Exelon - Pep co
Holdings Incorporated Merger (2015) Maryland Public Service Commission and
Delaware Public Service Commission
Analyzed and testified as to the potential impacts on Pep co Holdings' two operating
utilities in Maryland and Delaware. Jacobs' role was to assist the Maryland and
Delaware Public Service Commission's (MDPSC) and (DEPSC) Staff in determining if
the transaction was in the public interest by assessing how it could affect the reliability,
adequacy and safety of electric service in Maryland and gas and electric service in
Delaware. Specific support activities included: analysis of pre-filed materials, participate
in discovery, provide expert analysis, provide expert testimony, develop cross
examination, assist in brief preparation, and support settlement discussions.

Public Service New Hampshire Clean Air Project at Merrimack Station (2010 -
2014)The New Hampshire Public Utilities Commission
PSNH was installing a wet scrubber at Merrimack Power Generating Station, originally
the project was estimated to cost $250M, at the time Jacobs was assigned to the project
the cost estimate had increased to $457M. Acting as both responsible officer and
project manager, our scope of work included: due diligence on completed portions of
the project, monitoring of the ongoing portion of the project, quarterly reports to track the
progress and summarization of project completion. The project due diligence was
summarized in testimony and presented at a New Hampshire Commission cost of
service hearing.

j
l

l

Electric Reliability Reporting Metrics of the New York State Electric Utilities (2014-
2015)New York State Public Service Commission
The objective of the audit was to verify that the data provided by the six major New York
State electric utilities to the NYSPSC is sound and accurate, and reflects the
appropriate levels of reliability. Sewing as project manager, we reviewed the
completeness and accuracy of data collected by various systems, identified
opportunities for improvements and recommend best practices metrics.

i
i
i
i
l

i

Technical Reliability Study of Curacao Refinery Utilities (2014) Refineria Isle
CuracaoB.V.
Prior to deciding on possible investment strategies, it was important to determine the
reliability of the supply of the steam, water, air, electricity utilities from Curacao Refinery
Utilities (CRU) to Refineria Isle. Accordingly, Jacobs was contracted to: review
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equipment maintenance schedules and operating data, configuration and integration,
perform a physical site visit to examine the condition of the equipment and review
operating logs, perform life-expectancy estimation on the main equipment, benchmark
the performance and reliability of the equipment, evaluate CRU using a SWOT analysis,
Identify significant gaps and mitigation requirements, and prepare recommendations.

Root Cause Analysis of Weld Failure (2014) Enbridge Pipeline Inc.
A tie-in weld failure was detected while conducting a commissioning hydrostatic test on
a new 36-inch pipeline. In view of the nature and complexity of the weld failure,
Enbridge wanted to have an independent third-party opinion identify the events or
causes that resulted in the defective girth weld. Acting as project manager and
facilitator, Jacobs SME's conducted a root cause analysis (RCA) conducted interviews,
utilized knowledge gained through our operations risk management assessments,
participated in a facilitated RCA session, and conducted the facilitation effort.

Conduct Comprehensive Review of UGI's Penn Natural Gas, Inc Gas Program and
Activities (2014)
UGI Corporation
Conducted a comprehensive review of UGI PNG's Natural Gas Distribution programs
and activities based on their operating policies, processes, standards, procedures,
systems, records, culture, staffing levels, and training programs. Sewing as responsible
officer, specific areas of focus were organizational silos, decision-making, knowledge
sharing in the areas of leak management, corrosion management, transmission integrity
management, and emergency response.

1

E

l

Conduct Technical Due Diligence Power Generation Assets (2013) Elliott
Management Corp.
Elliott was interested in acquiring fossil and renewable power generation assets located
in Latin America. Sewing as responsible officer and project manager, Jacobs performed
a technical, organizational, environmental, and power market assessment. In addition
we provided assumptions for Elliott's cash flow spreadsheet and develop a
Dispatch/Market Analysis Model.

l
l
1

Conduct Operational Risk Management Assessments (2013 to 2014) Enbridge
Pipeline Inc.
Enbridge wanted to determine ongoing conformance with project management systems
and to identify current good practices and improvement opportunities to achieve
industry leadership in pipeline construction. Serving as project manager, Jacobs
conducted a number of Operational Risk Management Assessments for both pipelines
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and major facility construction that focused on organizational design, delegations of
authority, and knowledge sharing within the 2000 person field organization structure.

Investigation into the Performance of Connecticut's Electric and Gas Distribution
Companies in Restoring Service Following Storm Sandy (2013) Connecticut
Public Utilities Regulatory Authority
Serving as responsible officer, Jacobs provided technical expertise to PURA's staff in
areas pertaining to electric distribution company and gas company preparation for and
action in response to significant outages that occurred as a result to Hurricane Sandy.

Assessment of Safety Policies and Emergency Response Procedures (2013)
NiSource

l

l
l
l
l

l

In response to a gas related incident, NiSource sought an independent review of its
safety policies and emergency response procedures. Included in the projects scope of
work was a review of the pertinent policies, processes and procedures, identification of
opportunities for improvement, and development of roadmap for how these
opportunities should be prioritized for implementation. Sewing as project manager, our
analysis involved assessing policies, practices and procedures in the categories of
emergency response, facility damage prevention, and leak management and leak
investigation. In each category, unclear decision-making, communication barriers, poor
organization structure were contributing factors contributing factors.

|

|

|

I

Transmission and Growth Strategy Assignments (2012 to 2015) Central Alberta
Rural Electric
Sewing as responsible officer, Jacobs performed the following assignments:
• Operational Capabilities Report to support right to serve all new customers within its

territory.

• Transmission Report to support having costs allocated directly for existing
transmission lines.

• Load Settlement Report to determine the feasibility of taking over the existing lines.
• Independent Operating Agreement with Fortis.
• Fortis-AB Rate Case Phase 2 Assistance for CAREA as merged with North

Parkland.

Responding to the Requirements of Public Act No. 12-148, An Act Enhancing
Emergency Preparedness and Response (2012) Connecticut Public Utilities
Regulatory Authority
In the aftermath of Tropical Storm Irene and the October 2011 Snow Storm, Connecticut
recognized the need to enhance emergency preparedness and response and establish
electric and gas company performance standards for emergency preparation and
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service restoration. Acting as project manager, Jacobs facilitated an interactive process
with five utilities, Rate Council and Commission Staff.

Technical Analysis of the New Jersey Natural Gas Company's Safety Acceleration
Facility Enhancement Program (2012) New Jersey Division of Rate Counsel
Working as project manager, Jacobs performed an assessment of NJNG proposal to
undertake a five year $204 million capital investment program for the replacement of
existing cast iron and unprotected steel distribution mains and services, and achieve
cost recovery through annual rate adjustment filings.

I

Assessment of Pacific Gas & Electric Co. Pipeline Safety Enhancement Plan
(2011-2012) CPUC
The PSEP is a multiphase, multi year, multimillion dollar program that is in addition to
PG&E's existing transmission pipeline maintenance and integrity management
programs. Jacobs was asked by the CPUC to review the PSEP, supporting work papers
and testimony filed by PG8=E, as well as interveners.

i
I
|

Management Audit of Public Service Electric and Gas Company (2010-2011)
NJBPU
Jacobs Consultancy participated in an independent management audit of PSE8tG
mandated by The State of New Jersey's Board of Public Utilities (BPU). Serving as
Jacobs' project manager, the technical and management practices of PSE&G were
assessed in the areas of electric transmission and distribution, gas transmission and
distribution, gas procurement and supply and contractor performance.

lEnergy Reliability Consulting Exelon - Constellation Energy Merger (2011)
Maryland PSC
Analyzed the potential impacts on BGE in connection with the Exelon and Constellation
Energy Merger, my role was to assist the Maryland Public Service Commission's
(MDPSC's) Staff in determining if the transaction was in the public interest by assessing
how it could affect the reliability, adequacy and safety of electric and gas service in the
State of Maryland .

Assessment Study of Project Execution of Major Gas Pipeline Project (2011)
Spectra Energy
Performed a Critical Assessment study of project execution for the New Jersey-New
York Pipeline Expansion Project. As project manager coordinated a review the risk
mitigation areas already recognized, and identified additional issues that may arise,
which could impede permitting and construction of the Project. In total, 13-risk mitigation
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areas and strategies already recognized were expanded, six additional risk mitigation
issues were identified, and four additional project management tools were suggested .

Report of the Independent Review Panel, San Bruno Explosion (2010-2011) CPUC
Jacobs was retained by the an Independent Review Panel to gather and review facts
and suggest recommendations for the improvement and safe management of PG8E's
natural gas transmission lines. Sewing as project manager our investigation identified
multiple weaknesses in PG8tE's management and oversight, as well as in the CPUC's
resources and organizational focus.

I
!

Management Audit of Fitchburg Gas and Light Company d/b/a Unitil (2010-2011)
Massachusetts Department of Public Utilities
Jacobs Consultancy was asked to conduct an independent management audit of FG&E.
Sewing as engagement director and project manager, the management practices of
both FG&E and Unitil were assessed in the areas of strategic planning, staffing and
workforce management, management and control, customer and public relations and
emergency preparedness and response planning.

i

l
iDevelop an Economic Model and Provide Testimony for Rockford Eclipse Valve

Replacement (2009-2010) South Jersey Gas Company
Developed an economic model for estimating the cost of replacing approximately
70,000 Rockford Eclipse (RE) valves, currently in South Jersey's distribution system.
Advanced how actual costs would be accumulated and tracked against the RE valve
replacement estimate developed to assure that all RE placement costs are tracked, and
that only RE replacement costs are tracked. Sewed as an expert witness presenting
testimony for the RE valve replacement in South Jersey Gas Company's 2010 base rate
case. Testimony resulted in establishing an activity-based tracker for annual cost
recovery throughout the multiyear replacement program.

Operations and Energy Reliability Consulting in Connection with the merger of
First Energy Corp. and Allegheny Energy, Inc. (2010) Maryland Public Service
Commission
Analyzed from a reliability and operations perspective the problem areas, deficiencies,
and merits of the proposed acquisition of AYE by FE. My role was to serve as the
Maryland Public Service Commission's expert electric witness testifying as to the
potential impact on AYE's Potomac Edison reliability and safety in a post-merger
environment.

Service Response and Communications of CL&P and UI following the Outages
from the Severe Weather(2010) Connecticut Department of Public Utility Control



Exhibit KSB2

The scope of this assignment entailed: analysis of pre-filed testimony, preparation of
discovery requests, auditing CL8=p's and UI's procedures, examination of the evidence,
cross-examination at public hearings and providing the DPUC with a report containing.
Sewing as project manager, Jacobs conducted its investigation in seven focus areas:
Emergency Planning, Preparedness, Restoration Performance, Mutual Assistance,
Post-storm Activities, Best Practices and Other.

i
l

Energy Reliability Consulting in Connection with the Elecfricité de France
Purchase of Constellation Energy Group's Nuclear Holdings (2009) MDPSC
Analyzed the potential impacts on BGE in connection with Electricité de France's
proposed purchase of half of Constellation Energy Group's Nuclear Holdings. Serving
as the MDPSC's expert electric and gas witness, I testified to: overall electric reliability
performance, effectiveness of the vegetation management program and other
maintenance and inspection programs, adequacy of funding for capital asset
replacement and operations & maintenance needs, need for contemplated cast-iron
replacement program, need to re-examine service replacement policy and assessment
of customer satisfaction surveys.

Workforce Study Analysis of Illinois Electric Utilities (2008) Illinois Commerce
Commission
The Illinois Commerce Commission retained Jacobs Consultancy to conduct a
workforce study analysis of the five major Illinois electric utilities. The intent of the
analysis was to determine the adequacy of in-house staffing in each job critical to
maintaining quality reliability and restoring service. The study also included: assessment
of asset management practices, use of technology, operational practices, system
maintenance and condition, call center, safety and training.

Technical Evaluation of New Connecticut Peaking Generation Units (2008)
Connecticut DPUC
Coordinated a technical evaluation and review of 11 proposals to build 500 MW of new
peaking generation units in the state of Connecticut. Our work included: land site costs,
insurance, capital costs, operating costs, starting capacities, type of fuel, proximity and
availability of electric and gas connections, inclusion of Nox controls, heat rate, permit
schedule, and other critical path items.

Energy Reliability Consulting Services in Connection with the Exelon-PSEG
Proposed Merger (2005-2006) New Jersey Board of Public Utilities
Jacobs Consultancy completed 14 month engagement analyzing the problem areas,
deficiencies, and merits of the proposed acquisition of PSEG by Exelon, with specific
emphasis on how the proposed merger may affect New Jersey ratepayers.
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|

:

Organization Assessment and Work Force Analysis (2006-2007)

l

City of Atlanta, Department of Water Management
Sewed as Jacobs' project manager, conducting an Organization Assessment and Work
Force Analysis of City of Atlanta DWM, Safety and Security Division. The Division is
responsible for securing approximately 57 water management related facilities and 1400
DWM employees. The analysis covered: strategic direction, DWM expectations,
ongoing operations, workforce management practices, determination of areas of
strength, as well as areas of potential improvement. Benchmarking was utilized to help
expand horizons and to identify gaps. In addition, a workforce analysis was conducted
to quantify the effort associated with position responsibilities, communications, and
knowledge.

Industry Assignments:

Operations-Responsible for the installation, operations and maintenance of the gas
distribution system, managed workforces between 500 and 1000 employees.
Engineering- Managed the planning, budgeting, design, measurement and engineering
support services.
Quality Management/Process Improvement-Designed, implemented and promoted
quality and organizational activities including organization design, culture change,
knowledge transfer, workforce staffing, communications and process improvement.
Technical Support and Regional Performance-Developed a technology and
performance focus to improve performance, reduce costs and improve customer service

DesignatedExpert Witness:

•

•

•

•

•

•

•

•

Exelon-Pepco Holdings merger (Delaware Public Service Commission), 2015
Exelon - Pep co Holdings merger (Maryland Public Service Commission), 2015
New Hampshire Clean Air Project at Merrimack Station cost of service (New
Hampshire Public Utilities Commission), 2014

Exelon and Constellation Energy merger (Maryland Public Service Commission),
2011
First Energy Corp. and Allegheny Energy, Inc. merger (Maryland Public Service
Commission), 2010
Rockford Eclipse valve replacement cost of service (South Jersey Gas Company),
2010
Electricité de France purchase of Constellation Energy Group's Nuclear Holdings
(Maryland Public Service Commission), 2009
Exelon and PSEG merger (New Jersey Public Utilities Commission), 2006
Ductile iron pipe failure - Larkhall, Scotland (Transco), 2002
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Employment History:

l

l

l

l

l

l
l

l

Williams Consulting Inc. (2015 - present) Partner/Principa/
Jacobs Consultancy Inc. (2002 - 2015) Director
Stone 8¢ Webster Consultants (2000 - 2002) Associate Director
Mounta ineer  Gas  Company (1996 -  2000)  Vice President of Operations and
Engineering
Public Service Electric 8t Gas Company (1968 - 1996) various senior management
positions
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THOMAS L. SIMONSENName :

Title: Consultant

Education: Michigan State University, MBA Accounting
Lawrence Institute of Technology, BS Electrical Engineering
Western Michigan University Institute of Technological Studies,
Various Depreciation Courses
George Washington University, Depreciation for Managers and
Regulators of Public Utilities Course

Professional
Affiliations:
(Past)

American Gas Association, Chairman of the Depreciation Committee
Edison Electric Institute, Property Accounting and Evaluation Group
Institute of Electrical and Electronic Engineers l

1
l
l

Career Synopsis:
l

1
l
l

l
i
I

I

I

i

A senior accounting executive who has over 30 years of  varied utility accounting
experience. He has in-depth expertise in all aspects of book and tax depreciation. while
with Consumers Energy Company he held a number of  positions with increasing
responsibility, including: Accounting Analyst, Supervisory Accountant, Corporate Tax
Supervisor, Senior Corporate Tax Supervisor, Corporate Tax Manager and Director of
Depreciation and the Commission. As Director of Depreciation and Decommission, Mr.
Simonsen was responsible for the preparation and control of depreciation accounting
records and systems for both book and tax depreciation.

Expert Witness Appearances:

Mr. Simonsen has filed testimony and/or testif ied before the Michigan Public Service
Commission in the following cases:

U-6041 (Reopened) -  (Campbell No. 3) Accounting and Ratemaking Approval of
Depreciation Practices for Electric and Common Utility Plant (1982)

U-7564 - Discontinuance of Service in Areas of the City of Holland (1983)

U-9197 - Accounting and Ratemaking Approval of Depreciation Practices for Gas Utility
Plant (1989)

U-9493 - Accounting and Ratemaking Approval of Depreciation Practices for Electric
and Common Utility Plant (1990)
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U-9668 - Adjustment of Surcharges for Nuclear Power Plant Decommissioning (1991 )

U-10342 - Accounting and Rate making Approval of Depreciation Practices for Ludington
Pump Storage Plant (1993) (This case was resolved by settlement prior to my testifying)

U-10800 - Adjustment of Surcharges for Nuclear Power Plant Decommissioning (1995)

U-11662 - Adjustment of Surcharges for Nuclear Power Plant Decommissioning (1999)

To increase its rates for the distribution of natural gas and for other reliefU-13000
(2002)

U-12999 - Accounting and Ratemaking Approval of Depreciation Practices for Gas Utility
Plant (2004)

LA-  14292 -  Statement of  Financ ia l Accounting Standards  number  143 (2005)

Mr. Simon sen has also f i led testimony and testif ied before the Federal Energy
Regulatory Commission:

l

Docket No. ER89-256-000 - Palisades Generating Company, on the subject of Nuclear
Power Plant Decommissioning (1991 ).

Employment History:

ACRO Services Corporation (2005 - 2006) Consultant
Consumers Energy Company (1975 - 2005) variety of senior accounting positions
including Director of Depreciation and Decommission
National Steel Corporation (1969 - 1975) Electric Maintenance Foreman
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Exhibit! KSB6

Deprncladon
Revised Main Average Sewlce Life L1 61

1
Vln

Average
Sewlce Life
c amulmae Year

1
11

ACUVIQY Year

2015

2015

2015

2015

2015

2015
2015

2015

2015

2015

2015

2015

2015

2015

2015

2015

2015
2015

2015

2015

2015

2015

2015
2015

2015

2015

2015

201s

2015

2015

2015

2015

201s
2015

2015

2015

201s

2015

2015

2o1s

2015
2015

2015

2015

2015

2015

2015

2015

2015

2015
2015

2015

2015

2015

2015

2015

2015

201s

2015

2015
2015

2015

2015

2015

2015

2015

2015

201s
201s

2015

2015
2015

2015

2015

2015

2015
2015

2015

2015

2015

2015

2015

2015

2015

2015
2015

2015

2015

2015

2015

2014

2013

2012
2011

2010
2009

2008

2007
2006

2005

2004

2003

2002

2001

2000
1999

1998

1997

1996

1995

1994

1993
1992

1991

1990

1989

1988

1987

1986

1985

1984

1983

1982
1981

1980

1979

1978

1977
1976

1975

1974
1973

1972

1971

1970

1969

1968

1967
1966

1965
1964

1963
1962

1961

1960
1959

1958
1957

1956
1955

1954

1953

1952
1951

1950

1949
1948

1947
1945

1945
1944

1943

1942

1941
1940

1938
1937

1936

1935

1934

1931

1930

1929

1928
1927

1926

1924

1923

Account
ARIZ 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARI2 . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARiz . 376.00 Mains
ARiz . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 37600 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARlZ . 376.00 Mains
ARiz 37600 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 37600 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARiz . 37600 Mains
ARIZ . 376.00 Mains
ARiz . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 37600 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 37600 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 376.00 Mains
ARIZ . 378.00 Mains
ARIZ . 376.00 Mains
Total

Endlng Balance
115389.56670
12307954G.51

88727745.42
86.849448.70

121.040.839.05
62296.511 .11
39790851.38
48.031 31965
71 .552317.32
59.938066.71
65667906.55
70.601.234.91
53633531 . 11
61 .594.101 .50
57821.B84.84
51703.162.57
47253851 .93
39.334958.13
34676269.54
38.765156.00
41878.836.08
33.960.567.70
28096.713.04
151035494.16
108D5499.38
24378139.50
171818749.66
22029604.03
20.276291.22
18832.646.91
6.759.607.31
8.409.769.12
6303.234.40
3.571 .343.88
4662486. 17
2477140155
1 .782.228.40
1529878.21
1 866334.92
1 045730.35
2396.618.06
4122454.50
3.784.192.4217
5132593.61
3250822.06
1411288.24
2.464.565.04
115691620
2033628412
2421 .441 .46
1934125.84
1987452.09
1638.230.25
2041286.15
1734494.48
1622.985.15
1647.994.34
1752625.65
1.092790.B1
1.114366.68
2612130.74

589586.46
411 214.28
634177.13
668.283.12
727615.91
495516.25
668335.34
20552053

9584.08
48522.67
13269.01
28812.58
17554.10
30.443.09

182.23
19897.44
14239.72

0.27
7532.59
2239.76
2459.06

64590.15
215.25
829.34
353.77
26.33

120.29
2 166.42

1661082.833.93 51.33

WQIQ°d
lnvurmene

6981068785
7335540972
5208318656
5011213190
6887223712
3488604622
2192475911
2608100657
3820893745
3152742309
3401597559
3600662980
2692403262
3048908024
2811947980
2481751803
2239832581
1836942545
1595108399
1759938082
1876171856
1501057092
1225016689
648029798.3
4592337231
1023881859
739478110.9
9032137652
8211897944
755189141 .1
2676804495
3296529495
2445654941

137139605
1767082258
93140488.44
56298896.48
56299518.13
67934591 .09
376462926

85559264.74
1455226439
1320683032
177074479.5
110853032.2
47701542.51
82316472.34
3829392622
66499649.33
78454703.3

61892026.88
63002231 .25
51276606.83
63279250.65
53248980.54
49176450.05
4M39M0.2

52052981 .81
32128049.61
32316633.72
74968152.24
16744255.46
11555121 .27
17630124.21
1 M77785.8

19791152.75
13329387. 13
17777720.04
5405192569

249166.08
1247032.619
337032.854
B72998268
435341.68

748900.014
4446.412

4a151a.048
341753.28

6.426
1777s9.124
52410.384
57050.192

1485573.45
4907.7

18743.084
7924.448
584.526
2526009

47227.98
85.258923.030.35

Remalnlng
i f s
60.5
59.6
58.7
57.7
56.9
56

55.1
54.3
53.4
52.6
51 .8
51

50.2
49.5
48.8
48

47.4
46.7
46

45.4
44.8
44.2
43.6
43.1
42.5
42

41 .5
41

40.5
40. 1
39.8
39.2
38.8
38.4
37.9
37.6
37.2
36.8
36.4
35

35.7
35.3
34.9
34.5
34.1
33.8
33.4
33.1
32.7
32.4
32

31 .7
31 .3
31

30.7
30.3
30

29.7
29.4
29

28.7
28.4
28.1
27.8
27.5
27.2
26.9
26.6
26.3
26

25.7
25.4
25.1
24.8
24.6
24.4
24.2
24

23.8
23.6
23.4
23.2
23

22.8
22.6
22.4
22.2
21

21 .a
3217.30
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

The gas procurement function is generally managed on an efficient and cost effective basis.
However, at least over the review period, Soudiwest Gas Corporation's ("Southwest Gas" or
"Company") hedging program has resulted in a significant incremental cost to Arizona customers,
without necessarily achieving the intended benefit of reducing price volatility. The costs and
benefits of the hedging program are not currently quantified in internal managerial reports or
reported to the Arizona Corporation Commission ("Commission") in Southwest Gas' Annual Gas
Procurement Plan.

As a result of Overland Consulting's review, and recognizing the current and intennediate-
term market conditions for gas supply at stable prices, we recommend that the Commission adopt
die following:

Southwest Gas should continue to manage its hedging program based on its
discretion. However, it should limit due amount of gas hedged to not more than 25
percent, subject to the consent of the Commission to do odierwise.

The Company should file additional information about the effect of its hedging
program on the cost of gas in its Annual Gas Procurement Plan filed with the
Commission, including:

O Hedging activity by month such that it reflects the volume and percent of gas
hedged.

O Hedging gains and losses incurred.

O Summary of the 12-mondi gas price volatility with and without hedging.

l
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

A.3 My name is Howard E. Lubow. My business address is Overland Consulting, 11551 Ash

4 Street, Suite 215, Leawood, Kansas 66211.

5

6 Q. What is your current position at Overland?

A.7 I am President of the Firm.

8

9 Q. Please describe Overland Consulting and your role in the firm.

A .10 Overland Consult ing generally provides management, f inance, regulatory policy, and

accounting services to clients in or associated with die electric, gas, telecommunications, and

12 railroad industries. I typically participate in these services as project director or project

13

14

manager in the frrm's major engagements, providing testimony on regulatory policy, finance,

management practices, and ratemaking issues.

15

16 Q. Please describe your professional experience.

A.17 I

18

For most of the last 40 years, have provided consulting services in due subject areas

identified above either on behalf of industry clients or state regulators such as the Arizona

19
I

I

|

I

20

21

22

I23

Corporation Commission ("ACC" or "Commission"). I have testified on many occasions in

state and federal administrative proceedings before state commissions and the Federal Energy

Regulatory Commission ("FI3RC"). On occasion, I have also testified in state and federal

courts on utility and valuation matters. Aside from this consulting experience, I have also

served as Chief Financial Officer and Chief ()operating Officer of a gas utility located in the

24 Midwest. A more detailed description of my professional experience is contained in my I
I
i

25 resume, attached to this testimony as Exhibit HEL-1.

26
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1

l

Q.

2

Would you please characterize your experience as it relates ro the fuel procurement

function?

I3 A.

4

5

6 I

7

have sponsored testimony on fiiel procurement practices in proceedings focused solely on

dies subject, as well as in rate fi lings. These testimonies have generally focused on

procurement portfolios, hedging programs, transactions with affiliates, load forecasting,

pipeline, and operational issues. have also rev iewed the procurement function in

connection with utility management audit reviews conducted by the firm.

8

9 Q. What is the scope of your testimony in this proceeding?

10 A.

l l

12

13

Uverland was retained by Corporation Utilities Division Staff ("Staff") to address certain

elements  of  the Southwest Gas Corporat ion ("Southwest Gas" or "Company") rate

application filed with the Commission on May 2, 2016. Specifically, the areas for review

included:

14

15

16

17

18

Conducting a Gas Procurement Review.

Analyzing the Depreciation Study and Proposed Depreciation Rates.

Reviewing the Rate Design and Decoupling measures proposed by Southwest Gas.

Reviewing the Class Cost of Service Study contained in the Southwest Gas fling.

19

20

21

22

This testimony addresses die firm's review of Gas Procurement for the period .lune 2010 to

November 2015, the "review period" identified in the Utilities Division request for proposal

dated May 19, 2016.

23
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FUEL PROCUREMENT

Q. What were Southwest Gas' gas costs in Arizona during the time period audited?

l

2

3

4

A. For the time period from June 2010 to July 2015, the Company reported $1.338 billion in gas

costs. Details of die monthly gas costs are presented in Exhibit HEL-2. A graph showing

die cyclical nature of these costs is shown in the following figure'5

6

7 Figure HEL-1

,40
$60,000,000

$50,000,000 .

s40,000,ooo .

$30,000,000 .

$20,000,000

$10,000,000
I

I
so yr; lIYIII lllylql, Hay

fn
9 -1'g u
:

I I I 1 - 4 9 9 I I
o f o 4 4

§ 8 3 8 8 E ' » § 8 . e - 6 § § a 3 8
8

Q. What is the Company's policy with respect to the acquisition of naturalgas?

A. According to Southwest Gas, it "... endeavors to acquire the best-cost portfolio of natural gas

supplies considering price, reliability, flexibility, and protection from short-term market

volatility while still providing security of supply to meet sales customer demands."2I

9

10

l l

12

13

14

1 Obtmed from the Annual Gas Procurement Plans filed with the Arizona Corporation Commission. Data for August
2015 through October 2015 would have been included in our summary but was not available since these months will be
included in the next Annual Gas Procurement Plan which is expected to be filed in late November or early December
2016.
2 Response to Staff 448,Attachment 5, p. 1.
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l Q. Did this policy change between June 2010 and November 201593

A.2 However, the  manner in which i t  wasThe actual policy statement did not change.

3 implemented by Southwest Gas did change.4

4

5 Q. Please describe what change was implemented.

A.6 In Arizona, Southwest Gas builds a portfolio of gas supplies using three different programs.

7 The first program includes Arizona Price Stability Purchases ("APSP") which consist of either

8

9

10 Between 2010 and 2015,

fixed-price firm gas supplies or term first-of-month indexed price purchases coupled with

fixed-for-floating index swaps. All other things being equal, both of these strategies achieve

the same short-term market price volati li ty mitigation goal.

11 Southwest Gas chose to decrease the use of the APSP from approximately 50 percent of total

12 gas year demand to a range of 25 to 40 percents This  was doc primari ly  to reduce

13

14

operational issues associated with APSP supplies exceeding minimum daily demand and to

reduce the risk of penalties and imbalance char es from u stream interstate i e1ines.°p g P P p

15

16 The inSouthwest Gas Arizona termissecond program employed by purchases selected

17 an annual solicitation. Thcsc term for one or more andduring purchases range yearsgas

18 typically have prices based on a market index. Temp purchases are designed to provide the

19 flexible firm peaking supplies that Southwest Gas must have available to provide reliable

20 service to its sales customers.7 As die use of the APSP has waned somewhat in more recent

21 years, term purchases have filled the void, increasing as a percentage of the total gas year

22 demand supplied. On a calendar year basis, term purchases have ranged from approximately

i 3 The audit period considered by Overland was June 2010 through November 2015.
4 Responses to Staff 448, Attachments 15, and Staff 455.
5 The Company's gas year runs fromNovember through the subsequent October. In its procedures, the quantities are
expressed as "Ettypercent of the annual average forecasted portfolio volume" in 2010 to "about thirtypercent to about
40-percent" of the annual average forecasted portfoliovolume in 2015 (see response to Staff 448, Attachments 1 and 5).
The range of 25%400/0 was obtained from the response to Staff 455.
6 Response to Staff 455, p. 3.
7 Response to Staff 448, Attachment 5, pp. 2 and 4. .

l
i
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1 and 2015 with the highestone-third to nearly one-half of all volumes acquired between 2011

2
. . 8

percentages occurring 1I1 more recent years.

3

4 The final program used by Southwest Gas to build its gas supply portfolio is spot purchases.

5 These short-term supplies of one month or less may be firm or interruptible and are intended
l

6

7

8

9

to fill daily requirements or serve as an alternative to higher cost term purchases. Spot

purchases may have eidier fixed or indexed pricing." The use of spot purchases has generally

ranged from 15 to 20 percent of total gas supply on a calendar year basis between 2011 and

2015.lu

10

l l Q.

12

Did au at tem t to test the reasonableness of an of Southwest Gas' est purchases ofy P y P p

natural gas in Arizona?

A .13 Yes, we did.

14

15 Q. What purchases did you test?

A.16

17

18

19

We tested the spot purchases made by the Company because dies pricing could be

independency verified. Unlike term purchases which are made using a computer model that

is designed to secure a "...best cost portfolio considering price, reliability, and resource mix"

or purchases made under the APSP which are based on a competitive solicitation process,

20 . l lspot purchases were made at market prices.

21

22 Q. Please describe the testing you performed.

23 A.

24

The Company initially provided us a summary listing of the natural gas market prices for

monthly and daily spot purchases during the time period from June 2010 to November

x Computed from data provided in response ro Staff 455.
9 Response to Staff 448, Attachment 5, p. 2.
10 Computed from data provided in response to Staff 455.
II Responses to Staff 448, Attachment 19, pp. 23, Staff 716, and Staff 717.
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l

2

3

2015.12 We judgmentally selected ten months and 25 days during this time period and traced

the prices summarized on the Company's listing to Plates Inside FERCE Cay Market Repo# and

Platts Ga: Daily, noting no exceptions.

4

5

6

7

8

9

10

Having gained assurance that the Company's market price listing is accurate, we then chose

the Eve largest spot purchases from each calendar year, along with five other judgmcntally

selected spot purchases from each calendar year, and compared the prices paid by the

Company to the market price listing." This review of 60 transactions indicated that the prices

paid by the Company for Arizona spot purchases were all within two percent of the index

prices attributed to Platts by the Company.
l

l l

12 Q. What conclusion can you draw from this testing?

A  .13 Since we did not identify any significant differences between prices paid by the Company and

14 market pric ing in our test ing of Arizona spot purchases, we believe the Company 's

15 representation that this pardon of its gas supply portfolio is based on market prices to be

16 true.

I

I

I

17

18 Q. Is Arizona the only state in which Southwest Gas has reduced its hedging of the price

19 of gas supplies to mitigate price volatility?

A  .20 No.

21

22

23

24

In 2013, the Nevada Bureau of Consumer Protection ("BCP") approached doe

Company with questions regarding the level of volatility mitigation program ("VMP")

purchases made M Nevada. After performing studies on the matter, which included the

impacts on the deferred accounting adjustment mechanism, Southwest Gas presented its

findings to the BCP and the staff of the Public Utilities Commission of Nevada ("Nevada

12 Response to Staff 718.
13 Actual spot purchases were provided in response to Staff 456. The largest purchases were based on the Nominal
Gross Volumes listed in this report. In response to Staff 114, Southwest Gas explains how the listed delivery points in
Staff 456 can be associated with the pricing provided in Staff 718.
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l

2

Commission"). Later in 2013, the Nevada Commission approved a stipulation between the

BCP, the staff, and the Company to suspend VMP purchases effective November 2013 with

3 the understanding that on a quarterly basis Southwest Gas would both revisit the

4

5

6

continuation of the suspension and present its recommendation on the matter." The

suspension of the price hedging program in Nevada continued through late 2015.15 It is our

understanding that the suspension has continued in 2016."6

7
I

8 Q.

9

Was the decision to suspend the VMP purchases in Nevada in late 2013

communicated to the Staff or the Commission?I
I

I

II
A.10

12

I
I

I

I

:

13

According to the Company, it met with Staff on January 9, 2014 to discuss the agreement to

suspend the Nevada VMP. Also according to the Company, it was at that meeting that

Southwest Gas informed the Staff that it intended to reduce the APSP to approximately 20 to

25 percent of the overall Arizona gas supply portfolio. The Company reported that the Staff

14 cc understood the Company's intention to reduce the APSP and did not express any concern

15 with it.>al7

16

17 Q. On an incremental basis, how much does Southwest Gas spend to conduct the APSP?

18 A.

19

20

21

22

Southwest Gas cannot quantify either the transaction costs associated with APSP activities or

the specific gains or losses it incurs as a result of hedging the price of natural gas. However,

since purchases for the APSP are representative of market prices at the time of purchase, the

Company provided its estimate of the difference between the actual APSP prices paid and the

first-of-month market indices." This data is presented in the table below for the five gas

23 years ended October 31, 2015:

'* Response to Staff 78.
is Response to Staff 448,Attachment 13.
no Interview of john Ole rick, Director of Gas Supply, and Steve Williams, Manager of Gas Resource Planning, dated
September 1, 2016.
17Response to Staff 78.
"*Responses to Staff 711 and Staff 713.
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l

l
l

Table HEL- 1

i
lTime Period

APSP Cost
(Higher) /Lower Than
First-of-Month Index

i
I

I

November 2010 - October 2011
November 2011 - October 2012
November 2012 - October 2013
November 2013 - October 2014
November 2014 - October 2015

I Grand Total

$43,300,000
30,900,000
8,100,000

4,600,000
10,300,000
$88,000,000

res once to Staff 7-13.Source: Obtained or derived from

2

3

4

5

6

7

Based on the data presented in dies table, Southwest Gas has incurred at least $88 million of

costs over and above what it would have cost if purchases of natural gas had been made at

first-of-month indices." While some of these purchases would likely have been made

historically on a term basis rather than a spot basis, this data is the only surrogate for actual

gains and losses realized as a result of the APSP that the Company produced.

8

9 Q.

10

The goal of the APSP is to mitigate short-term market price volatility. How effective

was the program in achieving this goal in recent years in Arizona?

l l A.

12

13

14

15

16

17

The results are mixed. Southwest Gas defines short-term gas price volatility as the month-to-

month changes in monthly natural gas prices. It suggested that one way it would quantify the

effectiveness of the APSP would be to compare the historical volatility (i.e., the standard

deviation) in the month-to-month percentage change in the Company's monthly weighted

average cost of gas that includes the APSP to a hypothetical monthly weighted average cost

of gas that replaces the APSP with monthly index price gas supplies" The following table

summarizes the Company's computations for the five gas years ended October 2015:

18

19 The cost is actually slightly more than the amounts reported in the table since transaction costs have been ignored in
the analysis.
20 Monthly index prices would be set to the San Juan first of month index price as reported in Plates In.rideFERC (see
response to Staff 460).



Direct Testimony of Howard E. Lubow
Docket No. G-01551A_16-0107
Page 9

1 Table HEL-2

Time Period
Historical
Volatility
APSP

Historical
with Volatility without

APSP

I

10.4°/o
12.0°/o
6.2%

14. 1 %

8.4%

8.8%
13. 1 %
6.3%
11.4%
9.6%

November 2010 - October 2011
November 2011 .- October 2012
November 2012 - October 2013
November 2013 - October 2014
November 2014 - October 2015
Source: Res once to Staff 7-12.

This table demonstrates that in less than half the gas years (two of Eve), short-term natural

gas price volatility was reduced because Southwest Gas employed APSP. In the two years

where volatility was reduced, the reduction was in the range of 15 - 20 percent.
I

i
To what does Southwest Gas attribute these results?Q.

A. The Company suggests that the unprecedented overall reduction in gas price volatility in the
l

i

l
market during this time period had the effect of either reducing or reversing the price-

stabilizing effect that the APSP was intended to have.2'

Q. Has quantitative data regarding the recent effectiveness of the APSP identical or

similar in nature to that in the preceding table ever been communicated to the Chief

Executive Officer or board of directors of Southwest Gas?

A. As of mid-September 2016, no - it has not."

Q. To reiterate, what forms of hedging did Southwest Gas employ in Arizona for the time

period from June 2010 to November 2015 to carry out the APSP?

A.

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19 Fixed price gas purchases and fixed-for-floating index swaps."

21 Response to Staff 460.
22 Response to Staff 721.
23 Response to Staff 710.
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1 Q.

2

And during that same time period, did the Company ever enter into any derivative

transactions on a speculative basis pursuant to the programmatic APSP hedge

3 program?

4 A. According to the Company, n0.24

5

6 Q. Do you have any recommendations as to the prospective use of the APSP?

A.7 Past data suggests that the Company and, more specifically, its customers are paying a high

8 price to obtain results which frequency run counter to the intent of the program, which is to

9
l

1

10 1

l l

12

13

reduce the short-term market price volatility of natural gas. I recommend that Southwest Gas

consider reducing its reliance on APSP even more than it has when market price volatility is

low. In due future, if short-term natural gas price volatility were to reverse and increase

significantly, the percentage of the natural gas supply hedged by Southwest Gas should be

similarly increased.

14

15

16

17

More specifically, I recommend that a 25 percent guideline be set for Soudlwest's ASPS (or

similar) hedging. If Southwest chooses to hedge above Mat limit, it would be required to

send a letter to Staff indicating it would be hedging above the 25 percent level with the ASPS

18 (or similar) hedging program.

19

Q. Should the Commission be able to monitor the SWG hedging program and activity,20

21
I

y
I

aside from looking at it as part of a rate filing review?

22 A. Yes. The Company currently files an Annual Gas Procurement Plan with the Commission. I

23

24

25

recommend that SIG be required to provide its hedging activity by month such that it

reflects the volume and percent of gas hedged. Further, the Company should report the gains

or losses incurred as a result of the hedging practice and procedures employed in Arizona.

24 Response to Staff 715.
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Finally, SWG shoddy provide a summary of the 12-month gas price volatility wide and

without APSP.

Q. For the time period from ]ume 2010 to November 2015, how diverse was Southwest

Gas' Arizona supply?

A. During dies time period, the Company purchased from approximately 30 to 40 different gas

suppliers. The maximum percentage purchased from any one gas supplier for various

calendar periods during this time frame ranged from 13 percent to 27 percent." This data, as

well as the identity of the largest supplier for each period, is summarized in the following

table:

l

2

3

4

5

6

7

8

9

10

l l

12 Table HEL-3

%
Time Period No.

Suppliers
\  »

Maximum
of  f rom Largest Supplier

a Single
Su lier
26° 0 BP Energy

3

13%
17%
19%
21 %
27%

Tenaska
Tenaska
ConocoPhi1li s
BP Ener
ConocoPhillips

j u n  2 0 1 0  - Dec  29
2010
an 2011 .- Dec 2011 38
an 2012 .. Dec 2012 31
an 2013 - Dec 2013 32
an 2014 .- Dec 2014 31

jar 2015 - Nov 30
2015
Source: Res once to Staff 4-55.

Q.
9

During this same time period, what was the peak day demand in Arizona for

Southwest Gas?

A. The following table provides the specific data for each month:

13

14

15

16

17

25 Response to Staff 455.



Direct Testimony of Howard E. Lubow
Docket No. G-01551 A- 160107
Page 12

l
ll

1

l TableHEL-4

Month 2010 2011 2012 20152013 2014

lllll
lllll
lllll
lllll
lllll

aqua
Februa
March
A oil
Ma 7
ume

I

I
o
o

I
I
I
I
I

500,913
232,012
216,344
124,548
104,859
81,791
70,174
69,359
71,502
109,736
335,181

611,206
441,748
277,451
136,949
97,192
81,921
71,497
70,862
78,270
122,831
227,799
407,535

342,910
306,153
311,415
162,572
96,511
77,648
68,789
75,435
79,058
103,058
185,712
406,067

324,949
324,092
164,505
150,881
105,610
76,306
69,671
73,958
80,272
93,374
244,570
443,383 lllll

al r

Au st
Se member
October
November
December
Source: Res

497,204
618,422
198,421
205,610
109,650

83,302 89,634
70,407 72,208
71,213 69,419
75,418 75,874
106,045 104,374
389,417 202,512
541,989 425,416
once to Staff 4-54.

When graphed, the data above shows the seasonality of the peak day demand as customers

take more gas during the typically colder months of die year and scale back their demand

during the warmer months:

2

3

4

5

6

7 F igure  HEL-2

1oo.ooo
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1 Q. What was the interstate capacity utilization of the Company during this time period?
1

A. When grouped by calendar year, Southwest Gas experienced the following utilization:2

3

4 Table HEL- 5

Time Period Uti li za t ion %
un 2010 - Dec 2010 67.85%
an 2011 .- Dec 2011 73.77%
an 2012 - Dec 2012 73.78%
an 2013 - Dec 2013 77.10°/o
an 2014 - Dec 2014 62.59%
an 2015 .- Nov 2015 49.02%

Source: Response to Staff 4-57.
Uti lization percentage based on Total Available
M D th

Q. Does this conclude your direct testimony?

A.

5

6

7 Yes, it does.
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Howard E. Lubow, President

Overland Consulting I 11551 Ash Street, Suite 215 | Leawood, KS 66211 I 913-599-3323
hlubow@overlandconsulting.com9

GENERAL

Mr. Lubow is President of Overland Consulting. He has more than 30 years of experience as a public
utility consultant. His consulting engagements have encompassed a broad spectrum of management,
finance, and regulatory issues for electric, Sos. water, pipeline, and telephone utilities. Recent project
experience includes focused management audits, analysis of utility diversification and acquisition plans,
prudence studies, accounting systems design, cost-of-service determination and allocation, utility
property valuation, rate of return determinations, and rate design issues. Mr. Lubow has testified in
more than 100 regulatory andcivil litigation proceedings and has testified in approximately 20
jurisdictions through the county.

PROFESSIONAL WORK HISTORY

1991 - PresentOverlandConsulting
President

l
l

l

1997-1999

l

l

i
I

i

I

1990-1991

Responsible for administration and review of management auditing, regulatory consulting, and litigation
support services. Provide expert witness services in projects involving decision analysis, damages
assessment, rate making, valuation, and accounting.

Kansas PipelineCompany
Executive Vice President, Chief Operating and Financial Officer

Responsible for the day-to-day operations of this natural gas pipeline, as well as direct responsibilities
associated with the financial, accounting, and regulatory functions of the Company. Implemented a
Reengineering and downsizing program that resulted in a major reduction in operating expenses.
Negotiated new gas supply and transportation contracts. Renegotiated credit lines on more favorable
terms. Responsible for the negotiation and acquisition of a natural gas marketing company. Developed
and implemented a management incentive program for senior executives. Developed due diligence and
presentation materials relied upon by potential buyers of Kansas Pipeline assets.

Ameruax, Inc. (Americonnect)
Chief Executive Officer

Directed the IPO for this telecommunications switch less refiller. The company implemented a national
marketing program, focusing primarily in the Midwest. After five years, the company was acquired for
approximately three times its IPO valuation.

1983 - 1990LMSL, Inc.
President

Responsible for administration and review of regulatory services projects and research studies. Expert
witness in regulatory proceedings. Director of special projects including management audits, financing
feasibility studies, property acquisition and merger feasibility studies, and development of innovative
solutions to current regulatory issues.

HGWARD E. Luiamv Page 1
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1976- 1982Dress Dunn Lubow & Company
Managing Partner

Responsible for projects for utility clients. Responsibility included financial and managerial analysis of
public utility companies and the presentation of expert testimony before regulatory commissions.

1972 - 1976Troupe, Kehoe, Whiteoker & Kent
Senior Regulatory Consultant

Responsible for special services work for utility clients, including accounting systems design, cost-of-
service determination and allocation, budgeting, and rate designs. Performed fair value determinations,
developed cost analysis studies, curtailment requirements analysis, and forecasts of utility operations.

1968-1972Kansas City Power & Light Company
Senior Accountant

Analyzed accounting and reporting procedures, taxes, and costs of operations. Assisted in the
preparation of Federal and State income tax returns and the Annual Report to stockholders. Assisted
with rate filings in Kansas and Missouri. Developed tax basis property accounting system.

PROFESSIONAL EXPERIENCE

I

ELECTRIC AND GAS i
ii

I

i
i
iEngagement Director in a comprehensive management and operations audit of Central Hudson, on

behalf of the New York State PSC. The audit includes a comprehensive assessment of the utility's
construction program planning processes and an evaluation of the efficiency of the utility's
operations with a focus on opportunities to improve performance.

Project Director in a focused review of the general rate application of Southwest Gas Corporation,
on behalf of the Arizona Corporation Commission. The review addresses procurement activities,
depreciation studies, rate design and revenue decoupling, and a class cost of service study.

Project Director in the review of the proposed merger between Exelon Corporation and Pep co
Holdings, Inc., on behalf of the Maryland PSC. Appeared as the lead policy witness, addressing
financial, governance, and rate issues implicit in the merger review.

Project Director in the review of the proposed merger between Exelon Corporation and Pep co
Holdings, Inc., on behalf of the Delaware PSC. Prepared written testimony, addressing financial,
governance, and rate issues implicit in the merger review.

Project Director in a focused audit of all major electric and gas utilities in the State of New York. The
audit addressed the reliability and comparability of operating metrics reported to the Commission
concerning electric reliability, gas safety, and customer service.

Project Manager in a management audit of South Jersey Gas Company and its parent, South Jersey
Industries. The audit addressed compliance with affiliate transaction rules, as well as all primary
functional areas of utility and corporate operations. Specifically addressed corporate governance,
finance, gas operations, gas safety, and gas procurement functions within the audit. Reviewed
implications of diversification on utility risk.

Project Director in a focused review of PG&E practices associated with their gas transmission
system. This project arose from the San Bruno incident, which led to intense investigations at the
state and federal level. Overland was retained by the California PUC to audit the management
operations and financial commitments of PG&E necessary to assess the adequacy of resources

HOWARD E. Ludlow Page 2
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supporting gas safety policies and procedures. In this context, capital expenditures and operating
budgets were reviewed in relation to regulatory commitments reflected in customer rates over
time. Provided testimony on the financial capacity of PG&E to support capital investments needed
to upgrade gas safety and reliability across the transmission system, as well as to consider the
implications of potential fines under review by the cpuc.

Project Director in a focused review of PG&E gas distribution gas safety and reliability financial
commitments and operations procedures. Considered the adequacy of financial commitments and
management practices, as well as consequences of resource restrictions on safety and reliability
metrics. Results were provided in a report filed with the CPUC on behalf of the Public Safety
Division.

Project Director in a focused audit of National Grid service and parent company charges to New York
jurisdictional utilities. The audit included a review of internal control procedures, as well as an in-
depth review of transactions over a 20-month period, ultimately associated with jurisdictional cost-
of-service implications. The scope of charges considered in the audit exceeded $5.0 billion.
Overland sampled the total population of costs through direct and statistical analysis.

Project Director in the review of the proposed merger between Exelon Constellation Energy on
behalf of the Maryland PSC. Appeared as the lead policy witness, addressing financial, governance,
and rate issues implicit in the merger review. Considered the implications of market power and
cost-benefit analyses in making recommendations concerning proposed settlement options.

Project Manager in a management audit of Connecticut Natural Gas and its parent, lberdrola IsA.
The audit scope included all significant functions of the company including a review of corporate
governance and executive management, accounting and finance, conservation activities, and
operations. A number of special topics were also addressed including: customer demand metering,
billing determinates, and billing procedures.

Project Director in the review of the proposed merger of First Energy and Allegheny on behalf of the
Maryland PSC. Appeared as the lead policy witness, addressing financial, governance, and rate
issues implicit in the merger review. Proposed conditions necessary to comply with statutory
criteria. Provided a set of ringfencing conditions appropriate to maintain financial and governance
policies necessary to protect Potomac Edison, the Maryland regulated utility under review.

Project Director in the review of the proposed transaction between Constellation Energy and EDF
involving, among other things, the sale of a 50% interest in Constellation's nuclear facilities. Lead
witness on behalf of the Maryland Staff addressing various transaction issues including: impact on
Baltimore Gas & Electric customers, corporate governance and financial implications, ring-fencing
measures, and cost-benefit analysis.

Project Manager of the management audit of Atlantic City Electric and its parent PHI Holdings. The
audit covered a detailed review of the corporate governance, strategic planning, executive
management, and finance functions. Other key areas of review included affiliate transactions,
generation and transmission planning, service quality, and system reliability.

Project Manager in the review of long-term financial projections prepared by Midland Cogeneration
Venture Limited Partnership to be used in regulatory proceedings concerning proposed
modifications to a power purchase agreement. The engagement included the sensitivity testing of
major variables in the partnership's financial model.

HOWARD E. Ludlow Page 3
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Project Manager in the review of accounting and finance issues raised by Connecticut utilities in
connection with proceedings on long-term capacity measures. Addressed the implications of new
generation facilities and DSM projects on regulated electric utilities.

I

l

Project Director for a multi-disciplinary consulting team that reviewed the proposed Exelon/pSEG
merger on behalf of the New Jersey Board of Public Utilities. Also the primary expert witness in
areas of finance and regulatory policy; responsible for analysis of the merger's financial impacts, in
particular the impact on PSE&G, the New Jersey utility. Responsible for recommendations to insure
that if the merger is approved, the transaction price, terms, and conditions are fair and reasonable
in light of applicable standards for review, and that the New Jersey utility remains financially secure.

Performed a financial and market feasibility study of a fiber optic network designed to provide
SCADA requirements for a large multi-state electric utility interested in selling capacity to
telecommunications carriers and high volume customers.

Sponsored the overall development of utility revenue requirements, jurisdictional, and class cost-of-
service studies and rate design issues in numerous electric, gas, water, and telecommunication cases
throughout the country.

Conducted an analysis of the adequacy of depreciation rates for a large independent telephone
company located in Texas in order to assess the relationship of capital recovery in light of
technological obsolescence.

l
I

i
I Directed and developed a two-day training seminar for the Kentucky Public Service Commission

addressing energy and telecommunications issues raised in rate filings, utility planning, and forecast
models required in considering the use of projected test year data.

Supervised and directed a group of PSC Staff members in the review of a rate filing relying upon the
use of a projected test year.

Directed a comprehensive financial and regulatory base period audit of a large gas transmission and
distribution company in connection with implementation of an incentive regulation plan. Reviewed
savings resulting from force reducions of 1,200 employees and implementation of aggressive cost
reduction programs.

i

l

Performed a study of a LDC's gas supply and transportation procurement practices in a
post-Order 636 operating environment, where the LDC's transportation and supply services
continued to be provided by affiliated companies. The parent reorganized its pipeline transmission
and gas supply services into a separate company, transferring jurisdiction from state regulators to
the FERC. Developed a model to quantify an optimal supply and transportation mix for state
ratemaking purposes.

Performed a review of intrastate pipeline issues including the use of a straight fixed-variable cost
methodology, regulatory treatment of stranded costs, pipeline competition issues, and the merits of
a corporate restructuring and related effects on cost-ofsewice and changes in corporate
operations.

Developed a revenue requirement analysis of an intrastate gas transmission pipeline company
addressing issues including: proper recognition of net operating loss carryforwards for ratemaking
purposes, treatment of deferred start-up costs, application of criteria for consideration of
acquisition premium in rates, and the recognition and relationship of financial criteria in the rate
setting process.

HowARo E. Ludlow Page 4
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Directed a comprehensive review of the $850 million PG&E gas transmission pipeline expansion
project. This study included a review of regulatory considerations in recognizing construction and
operating costs in light of competition in the California pipeline markets and, based upon the
Commission intended allocation of risks among regulated customers, project shippers, and the
pipeline owner.

Directed a review of gas procurement policies and procedures and addressed the impact of FERC
Order 636 for three Wyoming LDC's. This study addressed the relationship of gas pipeline and LDC
affiliate organizations associated with the gas supply and transportation functions and the impact of
the affiliated organizational structures on gas prices measured against other utilities in the region.

I

I
I Reviewed impacts of FERC Order 636 on gas utility distribution companies including staffing and

other operating requirements, changes in gas procurement and storage policies, and effects on
marketing plans. Also reviewed various pipeline compliance filings, analyzing impacts on firm and
non-firm customers.

Reviewed electric and gas utility fuel procurement policies and procedures, organization, and
internal controls in various engagements. Developed recommendations resulting in significant
benefits to utilities under review.

Performed fuel audit investigations in several jurisdictions addressing such issues as economic
dispatch procedures, fuel acquisition policies, affiliated mine or pipeline operations, captive mine
development, and compliance with Commission rules and regulations. These studies included the
review of prices and returns produced from affiliated operations versus third-party options and
market prices available.

Reviewed gas supply issues including procurement policies, supply mix, affiliate transactions, and
contract provisions in the content of both costofservice and management review proceedings.
Provided policy analysis regarding considerations and benefits of increased gas supply and pipeline
competition.

Participated in three FERC interstate pipeline rate proceedings addressing cost-ofsewice issues,
including appropriate classification and allocation methodologies. Also addressed construction
costs, overhead, and pipeline operations issues in a major oil pipeline docket.

Performed a detailed analysis and presented testimony regarding the relative economic benefits of
the operation of a LNG plant versus meeting seasonal peak demands through pipeline contract
commitments.

Developed gas transportation pricing criteria and implementation guidelines in the development of
tariff service offerings for several gas LDC's.

Developed numerous gas cost service studies and related rate design recommendations for local
distribution companies, as well as pipeline suppliers. Testimony regarding such studies was
presented before various state commissions, as well as the FERC.

Responsible for gas distribution company revenue requirements in over 25 cases addressing
accounting, cost allocation, operations, and rate design issues. These cases generally included an
analysis of gas production, gathering, and transmission systems owned by the LDC parent.

Developed a damages model for a gas utility in civil litigation arising from acquisition of a defective
distribution system caused by improper installation practices. Measured incremental construction
and operating costs associated with pipe replacement program.

HowAno E. Ludlow Page 5
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Developed a risk analysis model used to associate the relationship between cost recovery and
changes in class consumption patterns for a gas distribution company.

Developed a quantitative model to estimate jurisdictional and class-peak consumption for
distribution gas companies.

Performed an overview of regulatory considerations in the oversight of holding company formations
and operations. This project was conducted on behalf of a PUC to analyze issues associated with
holding company formations, utility diversification, and affiliated interest oversight and controls.
The four largest electric utilities in the state were included in the study. The final report covered
policy issues, as well as more detailed discussions of monitoring procedures and recommended filing
requirements.

Developed diversification guidelines for utilities in several jurisdictions. Addressed regulatory
concerns and limits that might be implemented to control contingent adverse consequences to
utility ratepayers.

Performed an overview of regulatory considerations in the oversight of holding company formations
and operations. This study addressed appropriate regulatory guidelines and oversight policies for
utility and non-utility operations.

Directed reviews of two major utility subsidiary gas intrastate pipeline systems, addressing cost-of
service, operating issues, and appropriate accounting for overheads and affiliated transactions from
regulated electric utility parent companies.

Developed a financing plan and reorganization of corporate structure for an electric utility having
gas properties and a separate gas subsidiary. This project included preparation of SEC U1 filings,
filings with regulatory agencies, and testimony to address the impact of the proposed financing and
reorganization on cost of capital and rates.

I

l

Responsible for the independent analysis of the feasibility and economics of consolidation of two
major electric utilities. The project focused primarily on the quantification of merger benefits
associated with consolidated operations. This indepth 12-month study also included a detailed
review of the scope of services and basis of pricing such services among affiliates. The study
addressed a number of affiliate interest issues including: the basis of pricing and level of capacity
and/or energy supplied by affiliate versus third parties, the services provided by an affiliate "service"
company versus internal resources or purchases from third parties, and the consideration of
management resources devoted to non-utility functions and the basis of compensation for such
resource transfers.

l

l

l
W
l
l

Reviewed American Electric Power System Agreement to assess the reasonableness of fuel and
purchased power costs incurred and allocated to its utility operating companies. The analysis also
considered system dispatch and related fuel accounting issues associated with energy requirements
of regulated customers versus wholesale transactions.

Responsible for the development and implementation of phase-in plans utilized to defer initial costs
of new generation facilities. Developed assessment criteria and related models to assign capacity
from new plant additions between jurisdictional and nonregulated service.

Developed and conducted a training program on the measurement of relative and absolute fuel
productivity measures in ranking utility's effectiveness in fuel procurement and generation system
operations.

HowARd E. Ludlow Page 6
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Developed a framework for implementation of competitive pricing for an electric utility facing

higher costs due to nuclear plant additions. The analysis also encompassed an incentive rate

program designed to induce greater use of excess capacity, as well as to improve the utility load

factor.

Analyzed and implemented economic dispatch models used to evaluate the effects of changes in
generation capacity and fuel use.

Conducted several comprehensive nuclear management and prudence reviews addressing

construction, management, planning, and economics issues.

Directed a two-year study of the impacts on and options available to an electric utility due to the
abandonment of a nuclear plant near completion. Presented a workout plan to regulators. Study
involved a fiveyear forecast of financial results including construction expenditures and operating
costs. l

l

Developed commercial operation date criteria and guidelines for nuclear power plants which were
supported by a national industry survey.

Developed a financial analysis of a major municipal utility facing an extended outage of its nuclear
power plant, with alternative pricing strategies, recognizing competitor pricing in adjacent service
areas. Developed multi-year cost-of-sewice and revenue requirements models and presented
results to the Utility Board.

Performed studies for municipalities to determine the feasibility of acquiring street lighting facilities
or, in the alternative, pricing options other than PSCregulated tariffs.

Conducted an industry survey of the effectiveness and relative benefits achieved from the use of
uniform filing requirements in utility rate applications. The findings were published and distributed
to the utility industry and regulatory commissions.

Developed class cost-of-sewice studies including identification of direct assignments and review of
distribution facilities, methodologies, and criteria for the allocation of generation and bulk power
facilities and risk differentials associated with various classes of service.

Project Director of a review of Kentucky current statutes, regulations, and policies governing
integrated resource planning. The project addressed recommendations necessary to mitigate
impediments to the development of appropriate demand-side management programs, energy
efficiency, renewables, and new generation technology options available within the state.

WA TER

Senior Auditor on two financial audits of a large Kansas City area water utility. Lead Consultant
working with this client on an engagement to develop an improved model to forecast water
consumption. Provided consulting services to the client in the development of inverted rate design
structure.

Project Director in revenue requirement, cost-of-service, and rate design studies for a Kansas area
water utility. Responsible for the filing of two cases before the Kansas Corporation Commission.
Also advised this client on the going concern valuation of the utility, relied upon in a transaction for
the sale of the utility assets.

Developed a class costof-service analysis involving a St. Louis area water utility and submitted the

study in rate proceedings before the Missouri Public Service Commission.

HowARd E. Ludlow Page 7



Exhibit HEL-1

Addressed tax issues impacting the revenue requirements of a large Indiana water company before
the Indiana Utility Regulatory Commission.

Developed rate filings on behalf of several water companies within the state of Missouri.
Responsible for revenue requirement, costof-service, and rate design evidence in two applications
on behalf of this client.

Project Manager of a regulatory audit of California American Water Company's general office
activities and costs, including unregulated activities, cost allocations, and affiliate transactions.

Project Manager in a rate design analysis of Cal Am Water Phase 2 Rate proceedings. Addressed
appropriate rate design considerations in a market area highly constrained by available supply.
Proposed use of inverted rates and other conservation mechanisms to address limited supply
conditions. Reviewed price elasticity implications on usage, metering options for irrigation
customers, cost-of-service analysis, and pricing of service charge component of customer tariffs.

VALUATION

Conducted a feasibility study regarding the sale of a utility power plant used to provide steam heat
and process steam to commercial customers through a downtown area distribution system. The
feasibility study addressed energy alternatives and pricing options, cogeneration, and a financial and
operating forecast assuming alternative case scenarios based upon various potential ownership
structures.

Performed a valuation analysis on behalf of an investor group for the construction and operation of
a high-capacity fiber network between Seattle and Vancouver, designed to serve large commercial
companies and telecommunications providers. Provided due diligence analysis of market demand
and pricing assumptions, competition, and anticipated construction and operation costs.

Performed a valuation analysis of an electric utility in the southwest on behalf of a private investor
group interested in making a tender offer for the shareholder interests of this public company. Also
participated in presentations to investment bankers and commercial banks who were to fund the
acquisition.!

i
I Performed a valuation study regarding two natural gas distribution affiliates in the Midwest, whose

electric utility parent was seeking offers for a sale of the assets and related securities. Developed
analysis of the impact of regulation on property values.

lPerformed a valuation analysis of a gas transmission company used to evaluate offers for the
company. Developed due diligence and information materials provided to interested parties.
Participated in presentations to interested parties with investment bankers.

Developed a valuation analysis used in litigation proceedings to support the reasonableness of the
acquisition price for a rural electric company acquired by an investor-owned electric utility
company.

Developed and applied a model for the determination of the value of helium extracted from natural
gas relied upon in litigation cases in federal courts in Oklahoma and Kansas. Analysis required the
determination of extraction costs at plants involving four major pipeline systems in the Midwest.
Developed studies of construction and operating costs associated with helium extraction plants, as
well as the analysis of incremental costs and revenues related in by-product liquid extractions.

Performed an analysis of the value of long-term gas transportation contracts relied upon in civil
litigation and by regulators. The studies included the development of construction cost and
operations estimates, as well as discount rates to be employed.
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Performed a reproducion cost study for a cable television company located in the west. As part of
the project, developed a continuing property records system. The company used the results in the
negotiation of the sale of its assets.

Represented a member of a consortium formed to build a satellite network for cellular services with
commercial applications throughout the United States. Developed a valuation analysis and business
plan used in a private placement for equity financing. Acted as a coinvestment advisor with a large
Wall Street firm in providing these services and making presentations to potential investors.

Developed a valuation analysis of nuclear facilities which included a detailed study of assets, and
their costs, required for environmental protection as defined by state statutes and federal
regulations. The study was relied upon in determining the proper classification and valuation of
nuclear assets for property tax purposes.

l

On behalf of a state department of revenue, developed a review of property tax rules and
definitions as applied to telephone, cellular, and cable companies. The study included a national
survey of valuation practices relied upon by each state department of revenue.

Developed appraisals of telecommunications properties for property tax purposes using standard
valuation methods. Presented studies in administrative and civil proceedings. Developed cost of
capital analysis based upon applications of the DCF and CAPM models.

Developed appraisals relied upon in property tax cases involving telecommunications properties
where subject sales were involved within two years of the date of property assessment.

Prepared appraisals for a natural gas transmission company in appeals of property tax assessments
in administrative proceedings in Kansas and Oklahoma.

Prepared appraisals of two investor-owned utilities on behalf of the Iowa Department of Revenue.
The appraisals included a subject sale analysis and a review of economic obsolescence.

Developed appraisals of two Class I railroad companies in contested property tax valuation in civil
proceedings in New York. Valuation studies included the review of the cost method based on
RCNLD.

Assisted an electric G&T coop in valuation and due diligence analysis of electric and gas properties
offered for sale by a large independent telephone company.

Developed a manual for "Alternative Valuation Procedures" on behalf of the Virginia State
Corporation Commission - Public Service Taxation Division in a state that otherwise relies on the
cost method.

Developed a business plan and other financial advisory services to the National Homebuilders
Association joint venture subsidiary, "Smart house," in connection with securities offerings.

Developed a complete appraisal of a cogeneration facility on behalf of the Virginia State Corporation
Commission - Public Service Taxation Division. The study included "Subject Sale" and "Comparable
Company" analyses, as well as a review of capacity and energy forecast prices in the PJM market
area.

Prepared a complete appraisal of CSX Railroad operating property on behalf of the Florida
Department of Revenue.

Prepared a complete appraisal of Qwest Corporation on behalf of the Iowa Department of Revenue.
The appraisals included "Subject Sale" and "Comparable Company" market analyses.

HowARd E. Ludlow Page 9
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Developed a complete appraisal of the Dickerson Electric Generation Plant located in Dickerson,
Maryland, on behalf of the Maryland State Department of Assessments and Taxation and
Montgomery County, Maryland. The plant was comprised of three coal and three gas units with a
total capacity of approximately 900 Mw. The ultimate owner of these facilities was Mirant
Corporation, now known as GenOn Energy.

Retained by the Virginia Public Service Taxation Division to perform a valuation of the Portsmouth
Genco and James River Genco, both coal-fired generation units. The units were owned and
operated by Cogentrix Energy, whose ultimate owner was the Carlyle Group.

l

l

l

lIi.
I.I
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TELECOMMUNICA TIONS

Developed and directed a three-day nationally attended conference entitled, "Competitive
Strategies in the Local Exchange Marketplace."

Directed audits of RBOCs regarding compliance with regulatory accounting requirements,
procedures to allocate costs between regulated and non-regulated activities, policies and rules for
pricing transactions among affiliates, and monitoring reports filed with regulators.

Conducted a review of depreciation rates for local exchange telecommunications property of the
central division of a national carrier.

Directed a comprehensive review of the operation of a RBOC telecommunications incentive plan,
based upon a revenue sharing mechanism, over a three-year period. The study reviewed quality of
service measures, capital expansion programs, workforce reductions, and other major elements of
operating expense for the review period. Provided policy options regarding modifications to the
incentive plan for prospective consideration.

Developed a business plan and other related materials for a telecommunications reseller in its initial
public offering. Provided ongoing financial and regulatory services, including development of all SEC
filings.

Directed an analysis of switching and other LEC facilities required and costs of providing inter-
exchange services to an alternative service provider in the Phoenix, Az, area.

INCOME TAX

Expert witness in numerous regulatory proceedings addressing the proper recognition of investment
tax credits and accelerated depreciation for accounting and ratemaking purposes. Provided
guidance on intent of IRS regulations in use of tax benefits in the rate-setting process. Such
testimony was provided in a number of jurisdictions including: Arizona, Oklahoma, Missouri,
Indiana, Kansas, and Mississippi.

Addressed the implications of utility net operating loss carryforwards for GAAP and ratemaking
purposes before the Kansas Corporation Commission and the FERC.

Provided expert analysis and testimony on the proper recognition of tax benefits arising from
participation of subsidiary utilities in consolidated tax returns that include regulated and
unregulated affiliates.

1
i

Expert witness testimony and analysis of tax timing differences arising from utility operations as
considered for income tax, accounting, and rate making purposes. Provided an assessment of proper
application of normalization or flow-through of tax timing differences for accounting and rate making
purposes. These issues were addressed in over 20 cases in various jurisdictions throughout the U.S.

EDUCATION AND PROFESSIONAL CERTIFICATION

University of Missouri - Kansas City, Kansas City, MO
Bachelor of Business Administration - Accounting, Economics Minor, May 1968.

University of Missouri - Kansas City, Kansas City, MO
Graduate studies in quantitative and systems analysis, 1968 - 1970.

HowARd E. Ludlow Page 11
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PUBLICATIONS AND PRESENTATIONS

Utility Merger Review - Training Workshop for Regulators and Consumer Stakeholder
Representatives. An advanced course discussion of utility M&A technical and policy issues.

Presented to Regulators and Staff in Dover, DE, and Trenton, Ni, May 2015.

Systematic Ring Fencing: A Quantitative Approach to Balancing the Interests of Utilities and
Regulation. Presented at the NARUC Accounting & Finance Spring Meeting, Jacksonville, FL,

March 2014.

CPUC Knowledge Transfer Workshop - Executive Summary. A presentation for senior staff and
policy makers, February 2014.

California Public Utilities Commission Staff Workshop. An overview of management, financial, and
regulatory considerations associated with the PG&E San Bruno incident, November 2013.

How to Build a Fence (and When); Co-authors. Public Utilities Fortnightly, October 2013.

Constellation/EDF Nuclear Joint Venture: Regulatory issues and Subsequent Resolutions.
Co-author. Published in the Electricity Journal, March 2010. Also presented at the Western States

Association of Tax Administrators Annual Meeting, February 2010.

Rating Agencies - Current Methods Employed and Recognition of imputed Debt. WSATA Unitary
Appraisal School, Advanced Class, Logan, uT, January 2008.

Accounting Pronouncements impacting Financial Reporting Associated with Utility Purchase Power
Agreements. WSATA Unitary Appraisal School, Advanced Class, Logan, uT, January 2008.

l
1 Accounting and Finance issues Associated with Contracts for Du'ferences - Generation/DSM Projects.

Gregory Oetting, co-presenter. Connecticut Department of Public Utility Control, September 2007.

l
lOverview of FIN 46(R), SFAS No. 133, and SFAS No. 71. Gregory Oetting, copresenter. Connecticut

Department of Public Utility Control, May 2007.

Application Issues. WSATA Unitary Appraisal School, AdvancedThe Yield Capitalization Method -
Class, Logan, UT, January 2007.

Blue Chip Method Overview. 21" Conference of Unit Value States, Memphis, TN, October 2004.

Appraisers Find Help in Recent Accounting Rules. Gregory Oetting, co-author. Fair & Equitable,
August 2003.

Impact of Deregulation and Competition On Property Tax Valuation Within the Utility industry.
Western States Association of Tax Administrators, Austin, To, September 1995.

Considerations Associated with the Review of Rate Applications Based Upon Projected Test Periods.
A two-day training seminar conducted on behalf of the Kentucky Public Service Commission,
December 1992.

Competitive Strategies in the Local Exchange Marketplace. A three-day telecommunications
conference sponsored by Overland Consulting and the University of Missouri - Kansas City,

September 1991.

Fromeworkfor a Competitive Strategy. Southeastern Regional Public Utilities Conference,
Atlanta, GA, September 1988.

HowARd E. LuBow Page 12
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RegulatoryConsiderations Inherent in Assessing Utility Culpability. Richard Ganulin, co-author.
Public Utilities Fortnightly, 1987.

I

On the south Texas Project and Other Cases. Published in The Advisory, March 1987.

Regulatory Implications Associated with the Prudence Audit Process. NARUC Biennial Regulatory
Information Conference, September 1986.

i

l

I

Presentation to the FinancialReview of The Proposed Amendment to FASB Statement No. 71.
Accounting Standards Board, June 1986.

Rate Moderation Plan Considerations. Presented at the Public Utilities Accounting and Ratemaking
Conference, sponsored by the Texas Society of CPAs, April 1985.

Regulatory and Accounting Implications of Phase-in Plans. Presented at the NARUC Biennial
Regulatory Information Conference with Gary Harpster, co-presenter, September 1984.

The Use of Uniform Filing Requirements by State Regulatory Commissions -An industry Survey.
May 1980.

HowARd E. Ludlow Page 13
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Exhibit HEL2

Spot

Purchases

($)

Total Gas

Purchases

(S)

Total

Gas Costs

(S)

Firm

Purchases

($)

Transportation

Charges

($)

Southwest Gas Corporation
Cost of Gas Summary

Storage

Charges

(S)M Year

2010

2010

2010

2010

2010

13,942,052

13,303,054

13,570,695

12,681,584

15,397,173

10,032,925

9,364,744

9,711,267

7,840,826

10,226,612

646,127

771,298

688,373

1,560,337

1,654,483

10679,052

10,136,042

10,399,640

9,401,163

11,881,095

3,263,000

3,167,012

3,171,055

3,280,421

3,516,078

2010 5,320,618 68,894,55816,397,56647,176,374 52,496,992

Jun

Jul

Aug

Sep

Oct

Jun~Oct

Nov

Dec

Jan

Feb

Ma r

Apr

Ma y

Jun

Jul

Aug

Sep

Oct

2010

2010

2011

2011

2011

2011

2011

2011

2011

2011

2011

2011

26,893413

37,847,170

50,303,727

46,445,420

25,155,683

14,801,770

13577,545

11,020,052

8,999,274

10,063,708

9,502,978

11,881,187

6720,167

3,190,740

11,612,732

11051,088

831,988

5,833,409

6,308,116

3,962,596

1,708,495

2,776,797

2,448,801

2,291,812

20173,246

34,656,430

38,690,995

35,394,332

24,323,695

8,968,361

7,269,429

7,057,456

7,290,779

7,286,911

7,054177

9,589,375

7,126,417

8,631,234

9,010,400

8,144,951

7,643,951

4,524,461

4,420,411

3,508,971

3,390,208

3,391,822

2,119,983

2,172,741

34,019,830

46,478,404

59,314,127

54,590,371

32,799,634

19,326,231

17,997,956

14,529,023

12,389,482

13,455,530

11,622,961

14,053,928

2010-2011Nov-Oct 58,736,741 207,755,186 64,085,550266,491,927

\\
1

9

2011

2011

2012

2012

2012

2012

2012

2012

2012

2012

2012

2012

7,635,518

5,713,893

1,622,806

1,591,942

2,075,762

4,793,849

4,522,680

4,510,640

3068,886

4,366,383

3,881,054

6,714,029

19,578,669

40345,906

31,250,990

26,696,710

19,427,011

7,508,685

7,834,557

7,219,927

5,868,765

7,166,830

6,589,159

9,521,012

11,943,151

34,632,013

29,628,184

25,104,768

17,351,249

2,714,836

3,311,877

2,709,287

2,799,879

2,800,447

2,708,105

2,806,983

6,166,934

8,137,845

8,413,893

7,464,669

6,967,054

2,252,991

2,089,302

2,139,888

2,144,029

2,152,854

2,134,248

2,268,848

l

9
l
l

1

2011-2012 50,497,442 189,008,221138,510,719 52,332,555

330,577,477

25,745,603

48,483,751

39,664883

34,161,379

26,394,065

9,761,676

9,923,859

9,359,815

8,012,794

9,319684

8,723,407

11,789,860

241,340,776

2012

2012

2013

2013

2013

2013

2013

2013

2013

2013

2013

2013

Nov

Dec

Jan

Feb

Mar

Apr

May

Jun

Jul

Aug

Sep

Oct

NovOct

Nov

Dec

Jan

Feb

Mar

Apr

May

Jun

Jul

Aug

Sep

Oct

611,369

1,487,722

1,862,056

1,427,738

1,111,344

10,642,170

8,047,465

6,440,933

5,922,117

5,403,837

5,957,106

7181,657

15,381,503

27499538

38,128,454

29784,571

17,802,164

13,513,498

10,446,390

8,106,844

7,863,792

6,439,388

7,686,435

10,897,426

14,770,134

26,011,816

36,266,398

28,356,833

16,690,820

2,871,328

2,398,925

1,665,911

2,717,548

1,811,424

2,426,517

3873,518

6,237,664

7,893505

8,066,581

7,350,528

6,797,938

2,389,859

2,114,732

2,173,871

2,279,502

2,273,637

2,271,602

2,445,889

21,619,167

35,393,043

46,195035

37,135,099

24,600,102

15,903,357

12,561,122

10,280,715

10,143,294

8,713,025

9,958,037

13,343,315

(775,873)

(775,873)

(697,188)

(157,749)

Nov-Oct 2012-2013 139,861,17256,095,514 193,550,003(2,406,683) 52,295,308 245,845,311
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Total

Gas Costs

Spot

Purchases

(S)

Transportation

Charges

($)

TotalGas

Purchases

($)

Storage

Charges

($)M
82,977

84,870

(153,436)

648352

146,751

435,644

41,031

245,817

11,551,990

10,444,241

6,818,158

6,606,352

5,301,019

6,483,791

7,657,364

14,407,355

37,088,630

33,667,475

26,381,264

19,396,273

14,538,016

13,242,865

9,023,394

9,054,139

7,851,540

8,811,091

10,210,884

6,676,891

8,313,508

8,640,688

7,578,889

7,148,827

2,482,835

2,237,084

2,460,018

2,463,710

2,462,502

2,449,246

2,731,965

(S)

21,084,246

45,402,138

42,308,163

33,960,153

26,545,100

17,020,851

15479,949

11,483,412

11,517,849

10,314,042

11,260,337

12,942,849(35,030)

56,380,510

Firm

Purchases

(S)

13,676,026

36,941,879

33,146,961

26,340,233

19,150,456

2,986,026

2,798,624

2,205,236

2,601,223

2,550,521

2,327,300

2,588,550

147,313,035 55,646,163203,672,926(20,619) 259,319,089

(14,181)

I

I

561,541

301,105

451,015

224,02s

68,798

6,005,268

4,822,854

3393757

3,286,271

18,408,267

27,660,807

29,278,407

18,050,231

13,008,933

2,771,121

2,467,461

2,122,896

2,750,370

18,969,808

27,961,912

29,715,241

18,274,256

13,077,731

8,776,389

7,290,315

5,516,653

6,036,641

6,971,132

8,765,274

9,878,828

8,805,155

8,338,182

3,808,249

3,399,729

3,452,807

3,458,723

25,940,940

36,727,186

39,594,069

27,079,411

21,415,913

12,584,638

10,690,044

8,969,460

9,495,364

135,618,946

1,040,839,015

56,878,079

297,635,221

(14,181)

(2,441,483)

192,497,025

1,338,474,236

Year

Nov 2013

Dec 2013

Jan 2014

Feb 2014

Mar 2014

Apr 2014

May 2014

Jun 2014

Jul 2014

Aug 2014

Sep 2014

OCt 2014

Nov-Oct 20132014

Nov 2014

Dec 2014

Jan 2015

Feb 2015

Mar 2015

Apr 2015

May 2015

Jun 2015

Jul 2015

Aug 2015

Sep 2015

Oct 2015

NovJul 2014-2015 19,114,634 116,518,493

Total 246,145,459 797,135,039

Source: Southwest Gas Annual Gas Procurement Plans.
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

Staffs testimony concerns the following Southwest Gas Corporation ("Southwest" or
"Company") proposals: (i) to expand its Customer Owned Yard Line ("COYL") program to include
customers who are not experiencing leaks or living in the vicinity of a planned replacement; to
increase flexibility by inspecting each COYL once every three years instead of inspecting a third of
known COYLs once a year; to "rebrand" or expand the COYL adjustor mechanism, thereby
modifying it to become a "Gas Infrastructure Modernization" ("G.I.M.") mechanism; (iv) to use the
G.I.M. mechanism to recover the costs of accelerated replacement of vintage steel pipe ("VSP") in
its Arizona territory; and (v) to change the way in which L.N.G. facility costs are recovered.

Staff's testimony also addresses proposed changes to Southwest's Rules, with the exception
of those relating to line extensions and Southwest's request to move to a four month winter and
eight month summer.

Staff's recommendations are the following:

!
I
I

i
I

i
.

1. l

\
Staff recommends that Southwest be allowed to expand its COYL program to
include customers who are not experiencing leaks or living in the vicinity of a
planned replacement.

2. Staff recommends that Southwest be allowed to inspect each COYL once every
three years instead of inspecting a third of known COYLs once a year.

3. Staff recommends that the COYL adjustor mechanism not be rebranded as the
G.I.M. adjustor and that it not be modified to recover the costs of accelerated
replacement of Vintage Steel Pipe in addition to recovering die cost of the COYL
program.

4. Staff recommends denial of Southwest's proposed VSP program at this time.

5. Staff recommends dirt the Company, at its discretion, file to request Commission
approval to initiate an accelerated VSP replacement program and address cost
recovery in a future filing or through a separate docket. In a future filing Southwest
should include a detailed explanation of any pipeline replacement projects it wishes
to fund, including infonnadon on why replacement is required, how projects are
prioritized, and what the projected costs and timelines will be. A proposal for
recovering the costs arising from extraordinary pipe replacements should be included
and the Company should include a detailed Plan of Administration.

6. Staff recommends that Southwest's L.N.G. costs be recovered in the manner
specified in Decision No. 74875 (December 23, 2014), with the exception that the
authorization to defer costs be extended from November 1, 2017 to December 31,
2020.



7. Staff recommends that Southwest discontinue the Field Collection Fee, as proposed.

8. Staff recommends that the language of the Rules be revised, if necessary, to reflect
the testimony of Staff Witness Howard Lubow regarding Line Extensions and
Southwest's proposal to move to an eight month summer and four month winter.

9. Staff recommends that the proposed changes to Rules 7 and 11 which potentially
limit the Company's legal costs and liability be allowed.

10. Staff recommends wide respect to Rule 7, Section H, that the current language
regarding the requirement for notification should be deleted and replaced with
language describing what type of incidents require nodtication and referring the
reader to the Arizona Administrative Code R14-5-203.

11. Staff recommends that, in future rate cases, Southwest provide a redline of its Rules
showing the changes it is proposing.

l

l

9
l

I
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Docket No. G-01551A-16-0107
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

A.3 I am a Utilities Analyst V employed by the Arizona

4

5

My name is Julie McNeely-Kirwan.

Corporation Commission ("Colnmission") M the Utilities Division ("Staff"). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as a Public Utilities Analyst.

A.8

9

10

l l

My dudes include reviewing and analyzing applications filed with the Commission, and

drafting staff reports and proposed orders for Open Meeting. In addition, my dudes include

performing rate case sufficiency reviews, preparing written testimony in rate cases, and

testifying during related hearings. I have also assisted in the management of rate cases.

12

13 Q. Please describe your educational background and professional experience.

14 A.

15

I have a Master's Degree in Political Science from the University of Wisconsin, Madison.

Prior to that, I graduated Magna Cum Laude from Arizona State University, with a Bachelor

16 I have been employed by the Commission as a Utilities Analyst since

17 During that time, I have attended the Annual Regulatory Studies

18

of Arts degree.

September of 2006.

Program, given by the Institute of Public Utilities at Michigan State University, and a number

19

20

of regulatory courses taught by the New Mexico Center for Public Utilities. In addition, I

attend seminars and classes on regulatory issues on an ongoing basis as part of my work for

21 the Commission.

22

23 SCOPE OF TESTIMONY

24 Q. What is the scope of your testimony in this case?

A.25 o rI will address Southwest Gas Corporation's ("Southwest" "Company") proposed changes

26 to its Customer Owned Yard Line ("COYL") program and Southwest's proposed "rebranding" or
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i

i

i

1

2

expansion  of  the COYL adjustor  mechanism,  which  would  be known as the "Gas

Infrastructure Modernization" ("G.I.M.") mechanism.

3

4

5

6

7

My testimony will also cover

Southwest's proposal to replace vintage steel pipe ("VSP") in its Arizona territory on an

accelerated basis. (The costs of the VSP accelerated replacement program, along with the

costs of the COYL program, would be recovered by the G.I.M. mechanism.) In addition, my

testimony covers Southwest's proposals to alter the way in which it would recover the costs

for its L.N.G. facility. Lasdy, my testimony addresses changes to Southwest's Rules.

8

9 Q.

A.10

Have you reviewed testimony submitted by the Company in this case?

I

l l

12

13i

Yes. reviewed the testimony of Christy M. Berger, particularly as it pertains to proposed

changes to Southwest's Rules. My review has also included the testimonies of Edward

Gieseking, Theodore K. Wood, and Kevin M. Lang, primarily as they pertain to the COYL

program and the G.I.M.

14

15

16 Please describe the changes to the COYL program proposed by Southwest.

17

18

19

Proposed Expansion and Rewlrion off/Je COYL Program

Q.

A. Southwest proposes to expand the COYL program to allow replacement regardless of

whether or not a customer's COYL is leaking. With the requested change, customers will not

need to have leaks or live in the vicinity of a planned replacement in order to participate in

20 The Company estimates that this proposed expansion would allow

21

the COYI. program.

Southwest to eliminate all COYLs in a more timely fashion.

22

23

24

25

26

Southwest also proposes to change its leak survey frequency. Instead of a third of known

COYLs being inspected once a year, as required by Decision No. 72723, Southwest proposes

that each known COYL be inspected once every three years. This latter change would allow

Southwest greater flexibility in managing its leak surveys.
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1 Q . Please describe the current status of the COYL program.

2 A.

3

4

5

Approximately 86,205 COYLs remained as of the end of 2015. Southwest is projected to

complete 3,000 COYLs in 2016, 4,500 in 2017, and 6,000 in 2018 and going forward. The

higher numbers projected for 2017 and beyond are based on the assumption that the

Commission will approve the changes requested by Southwest in this rate case.

6

7 Q. What is the approximate total budget of the COYL program?

A.8 The current total budget of the COYL program is approximately $256 million over the life of

9 the program.

10

11 Q. Will there be a limit on how much Southwest will be able to spend on the COYL

12 program?

A.13 Yes. The amount Southwest can recover dmrough the COYL surcharge is limited to an

14 increase of $0.01 per then per year.

15

16 Q. What does Staff recommend with respect to the changes to the COYL program

17 proposed by Southwest?

18 A.

19

20

The changes proposed by Southwest will enhance the COYL program's ability to reach

customers and improve program efficiency. Staff recommends Mat the Commission approve

the changes to the COYL requested by Southwest.

21

22 Cos IraJlr1¢fure Modemiqation Mer/Janixm

23 Q. What is the G.I.M. Mechanism proposed by Southwest?

24 A.
i

I

i 25

26

The G.I.M. mechanism is what Souduwest refers to as a "rebranding" of the COYL adjustor

mechanism. As proposed by Southwest, the existing COYL adjustor mechanism would be

used to recover the costs associated with both the COYL and the VSP replacement
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1

2

3

programs. These costs are characterized by Southwest as "investments in the modernization

of the natural gas delivery system infrastructure," and would include the capital costs (pre-tax

return on investment and depreciation expense, net of associated retirements).

4

5 Q. Please describe the proposed VSP program.

6 A.

7

8

The VSP program would involve accelerated replacement of vintage steel pipe installed in

Arizona prior to January 1, 1970. Vintage steel pipe is already replaced by Southwest as part

of normal operations when there is a safety or other issue with a given segment of pipe. The

9

10

VSP program would be in addit ion to business-as-usual pipe replacement acdvides.

Southwest indicates that the accelerated replacement of VSP would represent a proactive

12

13

14

avoidance of future pipeline problems and higher future costs, particularly steel costs, and

would result in Southwest having improved documentation for its system. Soudiwest also

asserts dirt approval of the G.I.M. would increase the likelihood of Soudiwest improving its

credit ratings and assist in avoiding future rate shock.

15

16 Q. What is the projected cost of the VSP replacement program?

17 A. Southwest has estimated the total cost of the VSP replacement program at $3.7 billion. This

18

19

20

I 21 The

22

23

amount does not include interest. Given interest, the long timeframe for the project (30-40

years), the volatility of steel prices, and other variables, the final cost of the project is

unknown and is likely to be higher than $3.7 billion. The estimated $3.7 billion cost of the

VSP replacement is more than Southwest's most recent market capitalization.

approximate annual cost of the VSP project, as proposed by Southwest, would range from

$100 to 5,5140 million per year.

24
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1 Q. What would be the bill impact on an average residential customer of the proposed

2 G.I.M. surcharge?

3 A.

4

5 i

l
i

\
l

l6
1

7

8

9

10

Based on average monthly usage of 26 terms and the $0.03 per therm surcharge level

allowed under Southwest's G.I.M. surcharge, an average residential bill would increase

approximately $0.78 a month or approximately a 1.9 percent, in comparison to the $41.33

average residential bill under current rates cited by Southwest in Schedule H. If the G.I.M.

surcharge increases by the allowed 3.03 per therm each year for Eve years, residential

customers would be paying an additional $3.90 monthly or $46.80 annually under the G.I.M.

surcharge or a total 9.4 percent increase over current rates. Significant additional increases

would result over the projected 30-40 year lifetime of the program.

12 Q. Please briefly discuss the physical size of the proposed VSP project.

A.13

14

There are approximately 6,000 miles of VSP in Southwest's Arizona territory. There are 193

miles of transmission pipeline and 5,741 miles of distribution pipeline.

15

16 Q. Is VSP replacement necessary for safety and the public welfare?

A.17 No. Soudiwest indicates dirt it is not proposing to accelerate replacement of VSP because

18

19

20

21

22

there is an existing safety issue. Southwest states: "[P]re-1970's vintage steel distribution or

transmission pipe in Southwest Gas' system do not present an immediate safety concern and

mc Company maintains vigorous programs to ensure the distribution system is operated in a

safe and reliable manner." Southwest also testifies that "[u]nsafe pipe, regardless of age or

i e e, is re laced iinmediatel in accordance wide the Com an r'8 O rations Manual."P P P y P ) P

23

24

25

26

Also, as Staff Witness Alan Bourne confirms in his testimony, Southwest's Distribution

Integrity Management Plan ("DIMP") does not mandate accelerated replacement of any pre-

1970's pipeline.
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l Q. If Southwest's G.I.M. mechanism were approved, would there be a cap on the G.I.M.

2 surcharge?

A .3

4

5

6

Yes. The annual adjustment to the G.I.M. Surcharge would be limited to $0.03 per therm. If

the adjustment would result in an increase in excess of $0.03 per therm, then the excess is

deferred for recovery to a subsequent G.I.M. Surcharge. (Deferred amounts will be the first

amounts recovered in mc following year.) Interest would be applied to the deferred balance

7 equal to the one-year nominal Treasury constant maturities rate.

8

9 Q. Is the cap on the G.I.M. surcharge cumulative?

10 A.

11

12

Yes. As proposed by Southwest, the G.I.M. surcharge can increase by $0.03 each year. For

example, if the surcharge were approved and increased by the maximum each year, after Eve

years the G.I.M. surcharge rate would be $0.15 per therm.

13

14 Q. What are the concerns related to the proposed VSP replacement program?

I
15 A.

16

17

18

Two related concerns are the very high cost and size of the proposed VSP accelerated

replacement program and the cumulative nature of the proposed cap. The potential three

cent per therm per year increase could result in large per-therm increases and significant bill

impacts over time.

19

20

21

22

Other related concerns are whedler the accelerated replacement program as proposed by

Southwest is necessary at this time and weedier it would resit in significant replacement of

VSP that is still used and useful.

23

24 Q. Has Southwest demonstrated the need for an accelerated VSP replacement program?

A.25 No. Staff docs not believe Southwest has demonstrated the need for an accelerated VSP

26 replacement program at this time.
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l What are Staffs recommendations?Q.

2 A . Staff recommends that the COYL adjustor mechanism not be rebranded as the G.I.M.

3

4

adjustor and that it not be modified to recover the costs of accelerated replacement of

Vintage Steel Pipe in addition to recovering the cost of the COYL program.

5

6 However,The safety of Southwest's pipeline system is of primary and critical concern.

7

8

9

10

l l

12

13

14

15

Southwest in its direct testimony stated that the distribution system is already being run in a

safe and reliable manner. Based on the Company's information, it is not reasonable to

conclude that $3.7 billion or more in additional spending is necessary for purposes of

improving the safety of a system where integrity management already meets or exceeds

current federal and state pipeline safety requirements. There is also insufficient information

to demonstrate that the future costs avoided through die VSP accelerated replacement

program, or the potential improvements to its credit rating should G.I.M. be approved, would

equal or outweigh the extremely high cost of the VSP program itself and the loss of useful

remaining life of existing steel pipe. Staff recommends denial of Soudlwest's proposed VSP

I
I

16 program at this time.

17

18 Q. Does Staffs recommendation to deny Southwest's proposed VSP program in this

19 proceeding mean Staff would always oppose such a program?

A.20

21

22

23

24

25

26

No. Staff believes the Company's management needs to decide on the level of investment

necessary to provide safe and reliable services. In addition, Staff Witness Alan Bourne has

testified that "[i]f safety concerns related to vintage steel pipeline dmroughout the state

increase in due future, an accelerated replacement program may be warranted." If Southwest

were to seek approval of such a program in the future, Staff would evaluate such a proposal

on its merits. Staff could support a program in the future if there is a clear demonstrated

need and the program details are properly designed.
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l Q.

2

If such an accelerated replacement program becomes warranted in the future, how

should the Company seek approval of such a program and recovery of the related

3 costs?

4 A.

5

6

In such an event, Staff recommends that the Company, at its discretion, file to request

Commission approval to initiate an accelerated VSP replacement program and address cost

recovery in a future filing or through a separate docket.

7

8

9

10

11

12

In a future filing, Southwest should include a detailed explanation of any pipeline replacement

projects it wishes to fund, including information on why replacement is required, how

projects are prioritized, and what the projected costs and timelines will be. A proposal for

recovering the costs arising from extraordinary pipe replacements shod be included and the

Company should include a detailed Plan of Administration.

i
I

13

14 Q . What could make accelerated replacement necessary, as opposed to replacement

15

16 A.

17

18

made necessary for safety reasons?

Changes in policy by due U.S. Department of Transportation's Pipeline and Hazardous

Materials Safety Administration ("PHMSA") could also result in the need to replace VSP on

an accelerated basis. It is Staffs understanding that PHMSA has not currently made any

19 changes requiring such accelerated replacement.

20

21 Q.

22

23

If the Commission does not approve the Company's proposals regarding accelerated

replacement of VSP, would this mean that VSP cannot be replaced in the normal

course of business, for example, for safety reasons?

24 A.

25

No . As is currently the case, any pipeline requiring replacement in the normal course of

business can be continue to be replaced as part of Southwest's ongoing integrity management

26 practices.
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1 Recover/ ¢fL.N.C. Cort;

2 Q. Has Southwest made any other proposals with respect to the G.I.M. mechanism?

A.3

4

5

6

7

Yes. Southwest has proposed dirt the costs of the L.N.G. facility be recovered through the

G.I.M. mechanism. The Company indicates that adding diesel costs to the G.I.M. would

ensure timely recovery and would not take place until the L.N.G. facility was placed into

service. Southwest has also asked drat, if the Property Tax True-Up mechanism is approved,

the revenue requirement associated the L.N.G. facility investment be modified to include

8 depreciation expense, operations and maintenance expense, and carrying costs.

9

10 Q .

l l

\Vhat are Staffs recommendations regarding Southwest's proposals to alter the

manner in which the Company recovers its costs related to the L.N.G. project?

12 A .

13

14

15

16

The L.N.G. facility was pre-approved in Decision No. 74875 (December 23, 2014), without

liquefaction. The project is in its early stages. Staff does not believe dirt Southwest has

demonstrated a need to change die way in which the Company would recover the costs

related to the L.N.G. project. This is particularly the case in light of language in Decision No.

74785 which indicates a need for L.N.G. costs to be considered in the context of a future rate

17 case.

18

19

20

21

Staff recommends that Southwest's L.N.G. costs be recovered in the manner specified in

Decision No. 74875 (December 23, 2014), with the exception that die authorization to defer

costs be extended from November 1, 2017 to December 31, 2020.

22
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1 RULES

2 Q. Did Southwest propose any changes to its Rules Section of its Tariff?

A.3

4

Yes. Southwest has proposed various changes to its Rules. My testimony will cover the

discontinuance of the Field Collector's Fee and a number of changes relating to Southwest's

5 liability.

6

7 Q. Are you testifying about all the proposed substantive changes to the Rules?

A.8

9

10

No. Staff Witness Howard Lubow will testify with respect to Service and Main Extensions,

as addressed in Rule 6. Staff recommends that all language in the Rules regarding Service and

Main Extensions should be changed to reflect Mr. Lubow's testimony, if necessary.

12

13

14

15

In addi t ion,  Sta f f  W i tness  Howard Lubow wi ll tes t i fy  regarding Sta f fs  pos i t ion on

Southwest's proposal ro redefine winter as a four-month period from December through

March, as shown in Rule 1. Staff recommends that all language in the Rules regarding the

length of summer and winter should be made to reflect Mr. Lubow's testimony, if necessary.

16

17 Q. What is the Field Col1ector's Fee and why has Southwest proposed to discontinue it?

A.18

19

20

21

22

23

Currently, Southwest's Rules allow their employees to accept payments by check in the field.

However, Southwest has now has a variety of payment methods available to customers,

including the ability to pay with a check over the phone and without a service fee. Customers

using this method of payment can also pay their bills after business hours and on weekends.

Given that customers can now pay with a check over the phone and at their convenience,

Southwest has proposed to remove the language that allows customers to pay by check in die

24 field.

25
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i

1 Q. What is Staffs recommendation regarding discontinuance of the Field Collection

2 Fee?

1\.3 Staff recommends that Southwest be allowed to discontinue the Field Collccdon Fee. With a

4 Field Collection Fee is redundant andmore convenient method now available, the

5

6

unnecessary. Discontinuing the Field Collection Fee also allows Southwest to eliminate an

unneeded administrative cost.
l

7 l

l

8 Q. Are there any other changes Staff wishes to discuss?
l

l

l

Please see below:9 A.

10

l l
l
l

12

13

14

15

In Rule No. 7, Section B Southwest is proposing changes to clarify which test the

utility should perform to determine whether customers have a leak tight system for

receiving gas. The proposed changes also codify long-established practices. This

change may also reduce Me utility's litigation costs, because it narrows the Company's

duties and liabilities.

16

17 There are other changes to Rule 7 which are designed to reduce Southwest's risk of

18 liability for litigation costs and damages.

19

20 Proposed changes to Rule 11 clarify and/or establish that disputes arising out of the

21
1
z
i

Tariff shall be adjudicated by the Commission, reducing potential legal costs for the

22 Company and customers.

23
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1 Q . What is Staffs recommendation regarding this changes?

A.2

3

4

The changes proposed by Soudiwest potentially limit the Company's liability and litigation

costs, thereby potentially lowering costs to ratepayers. Staff believes these revisions to the

Rules are reasonable and that they be allowed.

5

6 Q. Is Staff concerned by any of the changes proposed by Southwest?

A.7 Yes. In Rule 7, there are deletions in Section H which remove language discussing the l

l

l

8

9

10

requirement for notification to the Commission following certain pipeline incidents.

Southwest considers the language proposed for removal redundant, because this requirement

is addressed more comprehensively in Arizona Administrative Code ("A.A.C.") R14-5-203.

11

12 available in the Rules.

13

14

Staff believes there is value in having information regarding notification requirements

To address Staffs concern, the current language regarding the

requirement for nodflcation should be deleted and replaced with language describing what

type of incidents require nodficadon and referring the reader to A.A.C. R14-5-203.

15

16 Q. Do you have any other recommendations?
i

I

I

17 A.

18

19

20

Yes. In the future, when filing a rate case, Southwest should provide a redline of its Rules

showing the changes it is proposing. A redline provides a clear and exact indication of the

changes being proposed and will more easily allow Staff to evaluate whether or not changes

are substantive.

21

22 SUMMARY OF STAFF RECOMMENDATIONS

23 Please summarize Staffs recommendations.Q.

A.24 Staffs recommendations are the following:

25
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l

2 l

Staff recommends that Southwest be allowed to expand its COYL program to include

customers who are not experiencing leaks or living in the vicinity of a planned

3 replacement.

4

5

6

Staff recommends that Southwest be allowed to inspect each COYL once every three

years instead of inspecting a third of known COYLs once a year.

7

8

9

Staff recommends that the COYL adjustor mechanism not be rebranded as the

G.I.M. adjustor and flat it not be modified to recover the costs of acceleratedr
I

replacement of VSP in addition to recovering due cost of the COYL program.1 0

Staff recommends denial of Southwest's proposed VSP program at this time12

13

1 4

15

16

17

18

19

20

21

Staff recommends that the Company, at its discretion, file to request Commission

approval to initiate an accelerated VSP replacement program and address cost

recovery in a future filing or through a separate docket. In a future filing, Southwest

should include a detailed explanation of any pipeline replacement projects it wishes ro

fund, including information on why replacement is required, how projects are

prioritized, and what the projected costs and timelines will be. A proposal for

recovering the costs arising from extraordinary pipe replacements should be included

and die Company should include a detailed Plan of Administration.

22

23 Staff recommends that Southwest's L.N.G. costs be recovered in the manner

24

25

specified in Decision No. 74875 (December 23, 2014), with the exception that the

authorization to defer costs be extended from November 1, 2017 to December 31,

26 2020.

27
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Staff recommends that Soudiwest discontinue the Field Collection Fee, as proposed.l
2

3

4

Staff recommends that the language of the Rules be revised, if necessary, to reflect

the testimony of Staff Witness Howard Lubow regarding Line Extensions and

Southwest's proposal to move to an eight monde summer and four month winter.5

6

7 Staff recommends that the proposed changes to Rules 7 and 11 which potentially

limit the Company's legal costs and liability be allowed.8

9

10

l l

12

Staff recommends with respect to Rule 7, Section H, dirt die current language

regarding the requirement for notification should be deleted and replaced with

language describing what type of incidents require notification and referring the

reader to A.A.C. R14-5-203.13

14

Staff recommends indirt, future rate cases, Southwest provide a redline of its Rules

showing the changes it is proposing.

Q . Does this conclude your direct testimony?

15

16

17

18

19 A. Yes, it does.
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EXECUTWE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-16-0107

The Direct Testimony of Staff witness Alan Borne addresses the following issues from the
perspective of the Arizona Corporation Commission Office of Pipeline Safety:

1. Southwest Gas Corporation ("Soudiwest Gas") request to extend customer owned
yard line ("COYL") replacement program to include all C()YLs throughout the state.

2. Southwest Gas request to begin accelerated replacement of all pre 1970s vintage steel
pipeline ("VSP") throughout the state.

3. Southwest Gas use and usefulness issues. 1

l
lStaff makes the following recommendations:

1. Extension of the COYL program be allowed to include all COYLs throughout the
state.

2. Disapproval of the proposed accelerated replacement of pre 1970s VSP throughout
the state.

3. That Southwest Gas continue wide die replacement of VSP per its existing
replacement plans and programs.

Staff concludes that all projects and equipment reviewed to date are used and useful.

I
I.
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1 Q. Please state your name and business address?

A.2 My name is Alan Borne. My business address is 1300 West Washington Avenue, Phoenix,

Arizona.3

4

5 Q.

6

What is your current position and how long have you been employed by the Arizona

Corporation Commission?

7 A.

8

I am a Lead Pipeline Safety Inspector. I have been employed by the Arizona Corporation

Commission ("Commission") for over 13 years.

9

10 Q. Please describe briefly your duties as a Lead Pipeline Safety Inspector.

A.

12

Brief ly , my dudes inc lude conducting annual pipeline safety inspections, conducting

investigat ions into die causes of pipeline fai lures, conducting pipeline construct ion

13

14

15

16

inspections, conducting inspections and/or investigations with respect to the Underground

Facilities Law (Blue Stake), completing required reports associated with each inspection or

investigation, managing the master meter inspection program and providing testimony on

behalf of die Commission.

17I
I

l

l18 Q. Please describe your education, training and pertinent work experience.

19 A.

20

21

22

23

24

I have over 13 years' experience as a Pipeline Safety Inspector with the Commission. During

my time with the Commission I have attended and successfully completed all required

training classes required by the Commission and Department of Transportation to execute

my duties. Prior to my time with the Commission I have 20 years' experience in the field of

gas processing and oil refining plant operations and maintenance and held die tide of

Environmental, Health and Safety Regional Advisor. I have an A. S. in Electrical Engineering

25 Technology.

26
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Q. What is the purpose of your testimony in these proceedings?

A. The purpose of my testimony is to address the following issues from the perspective of the

Commission's Office of Pipeline Safety ("StafF'):

1.

l

l

l

Discuss any outstanding probable non-compliance items with Southwest Gas

Corporation ("SWG" or "Southwest Gas").

z

I
2. Help to determine use and usefulness of Southwest Gas's projects and equipment.|

I

3. Provide a technical perspective on Soudawest Gas's proposal of extending the

Customer Owned Yard Line ("COYL") program.

4. Present a technical perspective on Souduwest Gas's proposed accelerated replacement

of pre-1970 vintage steel pipe ("VSP").

Q. Are there any outstanding non-compliance items on file with the Arizona Corporation

Commission Office of Pipeline Safety?

A . No.

Q. Has your office examined SWG's gas distribution system and equipment with regard

to used and useful?

A. Yes, during the 2016 Standard Annual Audit conducted by our office, inspectors visited the

SWG's offices in Tucson, Bullhead City, Yuma, Phoenix, Sierra Vista, Casa Grande, and

Globe and visited numerous Held locations and projects.

l

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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1 Q .

2

Did your office find any of the SWG's gas system or equipment not to be used and

useful?I
:

II
iI 3 A.

4

No, I consulted with the inspectors and all projects and equipment were found to be used

and useful.

i
l5
l

6 Q.

7

W hat is  your  Of f ice 's  determination f rom a technical s tandpoint in regard to

extending SWG's COYL program to include all COYLs within the state?

8 A.

9

10

11

12

It is our understanding that this program, from its inception, was going to be extended from

replacement of leaking COYLs only to include all COYLs within the state at some point.

Our office believes that the extension of this program is well justified in that it transfers

ownership of a COYL from the customer to SWG thereby also transferring all responsibility

for maintenance of the COYL to SIG as well and that in the interest of public safety will be

13 the best course of action.

14

15 Q.

16

What is your Office's determination from a technical standpoint in regard to an

accelerated replacement of pre 1970s VSP throughout the state?

A .17

18

Pre 1970's VSP is addressed in the SWG Distribution Integrity Management Program

("DIMP"). threat evaluation and assessment, and risk mitigation processes integral to the

19 SWG distribution pipeline integrity process determine when replacement is mandated or

20

21

22

23

other risk control practices should be implemented. The SWG DIMP presently does not

mandate an accelerated replacement of any pre 1970s vintage pipeline. If safety concerns

related to VSP throughout the state increase in the future, an accelerated replacement

program may be warranted.

24

25 Q. Does this conclude your direct testimony?

A.26 Yes, it does.
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

Doc1<ET no. G-01551A-16-0107

Ranelle Paladino's testimony presents the results of the Utilities Division Staff's ("StafF')
review of the proposed Property Tax True-Up mechanism. This testimony also addresses the
elimination of the Gas Research Fund ("GRF") Surcharge and the need for a comprehensive Plan of
Administration ("POA") for all of Soudiwest Gas Corporation's ("Southwest Gas" or "Company")
current adjustor mechanisms.

1
l
l

l

Staff recommends that Southwest Gas be allowed to defer the difference between die actual
property tax expense incurred compared to the level of property tax expense included in the test
year data for the rate case. The deferral is not a recommendation for the creation of a Property Tax
True-Up Mechanism, but an opportunity for the Company to defer the costs until the next
Soudawest Gas rate case filing.

Staff also recommends that Southwest Gas eliminate the GRF surcharge and recover
$820,000 for GRF through base rates.

I
I
i..
!

Staff recommends that Southwest Gas be ordered to work with Staff to implement POA
documents for all of its existing adjustor mechanisms.
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l INTRODUCTION

2 Q. Please state your name, occupation, and business address.

A .3

4

l5

My name is Ranelle Paladino. I am an Executive Consultant employed by the Arizona

Corporation Commission ("Commission") in the Utilities Division ("Staff"). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007.
9

6 i

i
7 Q . Briefly describe your responsibil ities as an Executive Consultant.

i

A.8

9

10

In my capacity as an Executive Consultant, I review and analyze utility applications filed with

the Commission, and prepare memoranda and proposed orders for Open Meetings. I also

assist in the management of rate cases and track moodily fuel adjustor reports.

l

12 Q. Please describe your educational background and professional experience.

A.13

14

15

In 1992, I graduated magna cum laude from Creighton University, receiving a Bachelor of

Science degree in Business Administration. In 1999, I received a Master's Degree in Business

Administration from Creighton University. I have been employed by the Commission since

November of 2011.16

17

18

19

20

21

22

Prior to working at the Commission, I was employed by UtiliCorp United, Inc. and Aquila

Energy in various departments including the Gas Supply Operations Department and the Gas

Accounting Department in both a regulated and non-regulated capacity. A fter leaving Aquila

Energy, I was employed by Northern Natural Gas, an interstate pipeline company, as a

Regulatory Analyst and Marketing Analyst.

23

24 Q.

25

As part of your employment responsibilities, were you assigned to review matters

contained in Docket No. G-01551A-16-0107?

26 A. Yes.
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1 Q. What is the purpose of your testimony in this case?

A.2

3I

4

The purpose of my testimony is to discuss Staffs review of Southwest Gas Corporation's

("Southwest Gas" or "Company") request for a Property Tax True-Up Mechanism and the

status of Plan of Administration ("POA") documents for all of its existing adjustors.

5

6 Q. Have you reviewed testimony submitted by the Company in this case?

7 A.

8

Yes. I reviewed the testimony of Byron C. Williams and Edward Gieseking, particularly as it

pertains to the scope of my testimony.

9

10 PROPERTY TAX TRUE-UP MECHANISM

Q. What is the Company requesting regarding property tax deferral?

12 A.

13

14

15

16

17

18

19

Southwest Gas is requesting authority to track 100 percent of the Arizona property taxes

above or below the test year level and implement a property tax true-up mechanism.

According to the testimony of Mr. Williams, this mechanism would track the dollar level of

change in the Arizona property tax expense above or below the level established in the

current rate case.' Mr. Gieseking further explains the Company would track the dollar level

change in a balancing account. The Company  would plan to  f i le  annua lly  wi th the

Commission for approval to put in place a surcharge or credit adjustor which reflects the

recovery or refund associated with the balancing account.2

20

21 Q.

22

Why is the Company asking for a property tax deferral and the implementation of a

Property Tax The-Up Mechanism?

23 A.

24

Property taxes are a function of property values.

authorities must raise tax rates to maintain revenues.

As property values decrease, taxing

Southwest Gas indicated in its

25 application Mat as a result of declines in net assessed property values, property tax rates have

' Williams Direct page 2 lines 810.
2 Gieseking Direct page 5 lines 1418.
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l

2

3

4

5

6

increased in Maricopa, Pima, and Pinal counties. Over 90 percent of the Company's Arizona

plant is located in these three counties as of November 30, 2015.3 For most taxpayers, lower

values and higher tax rates may not necessarily change the taxpayer's tax payment. However,

for Southwest Gas, the assessed value is based primarily on the net book value of its fixed

assets, a value which is typically rising. As a result, when a taxing authority raises tax rates,

Southwest Gas' property tax liability also increases.

7

18 1
\
li
l9

10

l l

12

In addition, Southwest Gas specified that an increase in capital expenditures, moody for the

replacement of natural gas infrastructure, have resulted in an increase in property tax liability

from the last Arizona rate case (Decision No. 72723, dated January 6, 2012).4 Overall, the

Company believes that die volatility in the actual property tax liability and that the amount

recovered in the last rate case will condnue.5

13

14 Q. Has the Commission granted other property tax deferrals?

15 A.

16

17

18

Yes. The Commission approved the rate case settlement agreement that provided a property

tax deferral for Arizona Public Service Company ("APS") in Decision No. 73183, dated May

24, 2012. The Commission also recently approved a property tax deferral for future recovery

in the UNS Electric, Inc. ("UNSE") rate case Decision No. 75697, dated August 18, 2016.

19

20 Q-

21

How is Southwest Gas' property tax deferral different from that which the

Commission approved for APS and UNSE?

A.22 For its property tax deferral, Southwest Gas proposes recovery of 100 percent of any

23 The APSproperty tax increase or decrease, which is similar to the deferral for UNSE.

24 Decision included provisions for deferral if property tax rates increased over varying

A \Villiams Direct page 2 lines 1719.
* Williams Direct page 4 lines 23-25.
s Williams Direct page 5 lines 1619.
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1

2

3

4

5

6

7

percentage levels (an increase of 250/0 the first year, 40% the second year, and 75% all

subsequent years or decreased any percentage). Recovery in the APS settlement was spread

over ten years for a positive balance and refunds spread over three years for a negative

balance. In addition, the Company is also requesting authority to implement a Property Tax

True-Up Mechanism. As explained above, this adjustor would utilize a balancing account and

the Company would file annually with the Commission a request for approval to put in place

a surcharge or credit based on the balance in the account.

8

9 Q. How is Southwest Gas recommending that the property tax deferral be calculated?

A.10I
!
i

l

The Company has proposed the following calculation be performed for each tax year (this is

a hypothetical example)('.

12

A A

C C = A x B

C x D

G:E_

E
F
G
H

to

to

r

Current Year Taxable Pro e V
Current Year Statuto Assessment Ratio
Assessed Value
Current Year Com onsite Pro et Tax Rate
Current Year Pro Er Tax Liabili r
Ca vitalized Pro erv Tax
Current Year Pro Er Tax Ex else
Test Year Annualized Pro et Tax Ex case
Pro er Tax Deferral

$L700DOOD00
1 MM

$306,000,000
M U M

842340900
m m

$4L008L49
$4L584263

$575,614l l I=G-I-Q

13

14 Q.

15

What is Staffs recommendation regarding the proposed property tax deferral and the

implementation of a property tax true-up mechanism?

16 A.

17 methodology for calculating that deferral amount.

18

Staff recommends accepting Southwest Gas' proposed property tax deferral and the

However, Staff is hesitant to introduce

another adjustor mechanism to customers' bills without first knowing the magnitude of such

19 an adjustor.

20

c Gieseking Direct page 6 lines 19.
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l

2

While Staff recognizes that volatility in property taxes are beyond the control of the Company

and that a deferral balances the interests of consumers and shareholders, Staff believes it is

3

4

more appropriate to defer the variances and include those variances in the next rate case

rather than implement another adjustor mechanism.

5

6

7 Q.

EXISTING ADJUSTOR MECHANISMS

What adjustor mechanisms does Southwest Gas currently have in place?

A.8 Southwest Gas has the following adjustors currency in place:

9

•10 Low Income Ratepayer Assistance ("LIRA Adjustor")

• Demand Side Management ("DSM Adjustor")

•12 Department of Transportation ("DOI` Adjustor")

13 Customer Owned Yard Line Cost Recovery Mechanism ("COYL CCRM")

14

I
I

i

.
15

•16

Gas Research Fund ("GRF")

Energy Efficiency Enabling Provision ("EEEP")

Purchased Gas Adjustor ("PGA") (including the Balancing Account)

117

18 Q. What is the purpose of an adjustor mechanism?

A.19 The purpose of an adjustor mechanism is to recover certain types of costs between rate cases.

20
1
1
1The I.IRA Adjustor recovers the low income discounts provided during the prior winter

21

22
i

23

24

25

26

heating season. The DSM Adjustor recovers Southwest Gas' costs associated with Southwest

Gas's Demand-Side Management portfolio. The DOT adjustor recovers Southwest Gas'

costs associated with the Transmission Integrity Management Program mandated by the

Federal Pipeline Safety Improvement Act of 2002. The COYL CCRM recovers the costs

with die replacement of customer-owned yard lines. The GRF adjustor recovers Southwest

Gas' costs associated with research and development. The EEEP rate recovers the time-up
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l associated with Southwest Gas' revenue decoupling mechanism. The PGA rate recovers the

2 costs associated with purchased gas.

3

4 Q. Is Southwest Gas proposing any changes to its adjustor mechanisms?

5 A.

6
l

7

Yes. Southwest Gas is proposing to eliminate the GRI" surcharge and recover the funding

dmrough base rates. The total funding for GRF proposed to be included in base rates is

$820,000 per year. The current surcharge funding level for the GRI' is $688,712.

8

9

10

l l

Southwest Gas is also proposing a new adjustor mechanism to replace the COYL CCRM.

The new adjustor mechanism is being referred to as the Gas Infrastructure Modernization

Mechanism ("GIM") and is explained further by Mr. Gieseking.7

12

13 Q.

14

Does Staff agree with the changes Southwest Gas has proposed for its adjustor

mechanisms?

15 A.

16

Staff agrees with the inclusion of the GRF funding into base rates and the slight increase in

funding. Staff recognizes that due need for natural gas research funding has not declined over

17

18

time, but in fact is more imperative now with an increase in dependence upon natural gas

over the last few years. The Company indicated that it will continue to File its annual plan

19

20

detailing the programs to be funded by the Company through the GRP so that Staff will be

able to maintain oversight of this program."

21

22

23

Staffs position aim regard to the implementation of the GIM is discussed in more detail in

the Direct Testimony of Staff Witness julie McNeely-Kirwan.

24

7 Gieseking Direct pages 7-12.
8 Cunningham Direct page 30 lines 68.
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l Q. Is Staff proposing any changes to the Southwest Gas' adjustor mechanisms?

A .2

3

4

Yes. In the direct Rate Design testimony of Howard Lubow, Staff will be proposing changes

to die EEEP. Staff is also proposing that Soudiwest Gas file a Plan of Administration

("POA") for each of its adjustor mechanisms.

5

6 Q.

7

Why is Staff proposing that Southwest Gas file a POA for each of its adjustor

mechanisms?

A.8

9

10

11

12

13

With respect to adjustor mechanisms, the purpose of a POA is to create a record describing

the intended functioning of the adjustor, including how the adlustor rate is reset. This

provides for transparency and ease of implementation for body existing and future

Commission Staff and Company employees. In particular, POAs for adjustor mechanisms

should include a specific list of the types of costs permitted to be recovered through each

adjustor ensuring no inappropriate costs are recovered through the adjustor.

14

15 Q. Does Southwest Gas currently have any POAs approved for its adjustors?
l

A.16

17

18

Soudmwest Gas does not currently have any approved P()As for its adjustors. The Company

did include in its rate case application two draft POAs for review: a POA for the EEEP and

a POA for the proposed Gas Infrastructure Modernization Mechanism ("GIM" adjustor).

19

20 Q. Should the Company create POAs for allof its existing adjustor mechanisms?

21 A. Yes. Staff recommends that Southwest Gas be ordered to work with Staff to compile draft

22

23

24

POAs for all of its adjustors to be included in the Company's Reloinder Testimony. Staff

requests that Soudiwest Gas outline the scope, type of eligible costs to be recovered, and

method of calculation in its draft POAs.

25
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l Q. Does this conclude your direct testimony?

2 A. Yes, it does.


