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PREPARED DIRECT TESTIMONY
OF GARRY G. YEE
ON BEHALF OF SOUTHERN CALIFORNIA GAS COMPANY

L Purpose
The purpose of this testimony is to present Southern California Gas Company’s

(SCG’s) weighted-average rate base for recorded year 2005, estimated years 2006 and
2007, and Test Year (TY) 2008 (see Table SCG-GGY-5). In addition, this testimony will
describe the development of rate base and its components, including the methodologies
used to derive the TY 2008 rate base of $2.8 billion.

Rate base is defined as the net investment of property, plant, equipment, and other
assets that SCG has acquired or constructed to provide utility services to its customers.
The return on weighted-average rate base is included as a component in the calculation of
total revenue requirement for TY 2008.

The four major components of rate base are fixed capital, working capital, other
deductions, and deductions for reserves. Each component is described in detail herein
under the section entitled, “Rate Base Summary” or in the appropriate witness’

testimonies as referenced.

II. Methodology
This section provides a detailed description of the methodology used to forecast

plant-in-service, which is the largest component of the weighted-average rate base. The
methodologies utilized for other components are discussed in their respective sections
under Rate Base Summary.

As with other rate base components, plant-in-service is computed based on
original cost and is shown on a weighted-average basis. The weighted-average rate base
is calculated using a 13-month average (the sum of the monthly balances from December
of the prior year through December of the current year, less one-half of each December
balance, divided by 12). The weighted-average balance method has been an accepted
industry practice for all California utilities and is a California Public Utilities

Commission (CPUC) approved methodology. To determine the plant balances for the

SCG Doc #192459 GGY-1 Application: December 2006



W

O 00 N N A

10

12
13

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

estimated years 2006 and 2007 and TY 2008, capital expenditure information was
provided through the annual planning process as described below.

A. Capital Planning Process

Both SCG and San Diego Gas & Electric Company (SDG&E) (jointly, the
combined utilities) perform an assessment of the capital requirements for serving
customers to ensure that infrastructure is maintained and developed to provide safe and
reliable service at the lowest reasonable cost. This capital budget process begins with
Capital Committees that are organized by the nature and type of capital investment or
function including Gas Transmission and Storage, Gas Distribution, Information
Technology (IT) and Telecommunications, and Facilities/Other. This venue brings forth
all the capital work that is necessary to ensure that customers’ needs will continue to be
met. Each Capital Committee urges broad input for developing each function’s capital

plan. The following summarizes the major steps in the planning process:

Step 1 - The Utilities Financial Planning Department and the Capital Committees
develop common assumptions for the planning process. The common assumptions relate
to, for example, inflation, customer growth, labor hours, and interest rates.

Step 2 - Each Capital Committee seeks input on the capital work that needs to be
done to maintain and develop infrastructure for satisfying the combined utilities’
obligations to serve. The Capital Committees then build their capital investment plans
and prioritization lists based on this feedback and using the common assumptions
developed in Step 1.

Step 3 - Once the capital investment plans are completed, an inter-functional
Capital Committee cross-prioritizes and ranks the proposed capital work. This inter-
departmental cross-prioritization and ranking involves selecting the projects that the
Committee feels are prudent and of the best value for customers and placing the work in
the order of importance necessary to maintain the integrity and reliability of the
combined utilities’ electric and gas systems.

Step 4 - The inter-functional Capital Committee presents its recommendations for
capital funding for each utility to the combined utilities’ Executive Finance Committee
(EFC). The EFC reviews and approves the recommendations and forwards them to the

Utility Boards for approval.
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Step 5 - The Utility Boards review and approve the proposed capital plans.

Additionally, the CPUC engages in an external review and approval role
regarding many of the major or significant projects (e.g., Pipeline Integrity Project) that
ultimately go forward for the combined utilities. As such, while certain investment
estimates may be included in the combined utilities' capital plans and may go through the
combined utilities' internal capital planning and approval processes, whether certain
projects are ultimately approved by the CPUC, and if so at what levels, has substantial
impact on the combined utilities' capital planning process and final implementation.

Line management and planning representatives in each organization are
responsible for evaluating the technical and economic aspects of each proposed project
and for developing detailed budgets and business cases during step 2 above. Projects
with total costs of $1.0 million or greater are individually evaluated. Projects less than
$1.0 million are aggregated and evaluated at the budget category level. This threshold
has been a long established practice of SCG and was used in past General Rate Case
(GRC) proceedings.

Once the capital plans are approved, the individual operating organizations are
chartered to manage their respective capital needs within the allotted capital. Prior to
starting a project or making any commitments, the project manager must secure specific
project approval signatures in accordance with SCG’s Internal Order processl and the
Sempra Energy approval and commitment policy. The 2006 capital budget was the basis
for estimated year 2006 in the GRC.

B. Plant-In-Service

Based on the projected plant expenditures provided by organizational budget
planners, gas plant balances are then developed using estimated in-service dates for non-
routine projects which are $1.0 million or greater, historical experience for completion
dates on routine projects which are less than $1.0 million, and projected plant retirements
based on historical experience as the plant-in-service component of rate base. Based on
the knowledge and experience of the lead planners, they are able to provide a forecast of

in-service dates for projects $1.0 million and greater. For routine projects less than $1.0

' A Work Order Authorization form is used to document the approval authority of capital project
expenditures. The appropriate level of approval authority required is based on pre-determined dollar
thresholds which vary with the level of capital expenditures.
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million using historical experience to forecast plant additions is reasonable due to the
nature of the projects and is consistent with past CPUC rate-setting applications.

As shown in the Fixed Capital section of the Rate Base Summary, SCG’s plant-
in-service is projected to increase, reflecting higher capital expenditures in 2008 as
compared to previous years. The major drivers for the increase in capital expenditure
levels include new business growth, replacement of aging infrastructure of the
distribution and transmission systems, retrofit and inspection of transmission pipelines
and new systems, and new information technologies to accommodate the growing
business needs of SCG. These major drivers are discussed in detail in testimonies

sponsored by the appropriate subject-matter witnesses.

III.  Projected Capital Expenditures And Rate Base Beyond TY 2008
The growth rate in the level of capital expenditures as described by various SCG

witnesses for TY 2008 is expected to continue. This is due in part to the activities that
are required to maintain current levels of safety and reliability for gas services as
described in the testimonies of Dan Rendler (Exhibit SCG-2) and Joseph Rivera (Exhibit
SCG-5), respectively. The activities include new business installations and the
programmatic replacement of pipeline due to pipeline condition or franchise
requirements. Ongoing upgrades and replacements are also performed to ensure reliable
operation of critical distribution, transmission and storage assets. Another major driver
of future capital spending is the legislated 10-year federal safety requirements (i.e.,
Pipeline Integrity Project), as described in the testimony of Joseph Rivera (Exhibit SCG-
5), which mandates the assessment and any resultant reconditioning or replacement of
Department of Transportation gas pipeline located in high consequence areas.’

IT projects are undertaken on an ongoing basis to refresh, enhance or replace
existing technology platforms. These include projects encompassing server environments
as well as data and voice communication networks. Such IT infrastructure projects are
sponsored in the testimony of J. Chris Baker (Exhibit SCG-12). New IT initiatives,

necessary to improve service quality and/or make operations more efficient, include

? High consequence area, as defined by the Department of Transportation Pipeline and Hazardous Materials
Safety Administration are “populated areas, areas usually sensitive to environmental damage and
commercially navigable waters.”
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projects such as PACER MDT Replacement which would enhance customer response,
are described in the testimony of Patrick Petersilia (Exhibit SCG-7).

Finally, facility oriented capital projects are needed to provide infrastructure
improvements and facility expansions for SCG’s facilities. These requirements are
described in the testimony of Richard Krumvieda (Exhibit SCG-10).

Based on the required capital spending to meet the needs described above, SCG’s
rate base for 2006 through 2008 is projected to be $2.5 billion, $2.6 billion and $2.8

billion, respectively.

IV.  Proposed Change In Accounting For Pipeline Integrity Project Costs

SCG proposes to adopt the Federal Energy Regulatory Commission (FERC)
Order on “Accounting for Pipeline Assessment Costs” effective January 1, 2008.% The
new pipeline integrity management requirements in this FERC Order dictate that FERC
regulated natural gas and hazardous liquid pipeline companies to assess, evaluate, repair
and validate, through a comprehensive analysis, the safety, reliability, and security of
their facilities in high consequence areas to better protect the public and the environment.

The FERC Order dictates that the costs associated with the following activities are
to be treated as operating expense as opposed to capital for accounting purposes: (1)
prepare a plan to implement the program, (2) identify high consequence areas, (3)
develop and maintain a record keeping system, and (4) inspect affected pipeline
segments. The FERC Order further clarifies that costs of modifying pipelines to permit
in-line inspections, such as installing pig launchers and receivers, should be capitalized
consistent with the FERC’s existing rules for plant additions. Similarly, certain costs
associated with developing or enhancing computer software or costs incurred to add or
replace other items of plant for this project also are instructed to be capitalized. SCG’s
current Capitalization Policy, as approved by the CPUC in Decision No. (D.) 04-12-015
for its TY 2004 Cost of Service proceeding, authorizes the capitalization of the initial in-
line inspection costs associated with capital modifications and the retrofitting of existing

pipelines not originally designed to be internally inspected. However, adopting the

? The FERC Order was initiated from the Notice of Proposed Accounting Release, Docket Number A.I05-
1-000 (November 5, 2004), 69 Fed Reg. 67,727 (November 19, 2004) and was issued on June 30, 2005 to
be effective January 1, 2006.
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FERC Order would require SCG to expense the initial in-line inspection costs. Thus,
SCG has not adopted the implementation of the FERC Order in its current Cost of
Service period (2004 to 2007) for the following reasons:

1) Without explicit authorization from the CPUC, SCG would be in conflict
with existing accounting policies and practices that were approved by the CPUC in
previous rate cases.

2) SCG would not be in compliance with the matching principle as set forth
by Generally Accepted Accounting Principles (GAAP) which requires a company to
recognize revenues and expenses that result directly and jointly from the same transaction
or event in the same period.

Currently, the revenues authorized by the CPUC reflect certain capital costs
related to initial in-line inspections costs which are deemed to be expensed under the
FERC Order. Adopting the FERC Order without prior CPUC approval would
inappropriately result in reporting expenses in periods differently from those in which
revenues would be recorded because capital costs are recovered ratably over the service
life of the asset. Consequently, SCG has continued to follow the currently authorized
accounting policy under the Statement of Financial Accounting Standards (FAS) No. 71,
Accounting for the Effects of Certain Types of Regulation, which allows regulated entities
to follow accounting requirements authorized by regulators that are different from non-
regulated entities. By adopting the FERC Order, SCG will expense the initial in-line
inspection costs associated with capital modifications or the retrofitting of existing
pipelines that were not originally designed and constructed to be internally inspected
beginning January 1, 2008.*

As described in the testimony of Joseph Rivera (Exhibit SCG-5), SCG operations
and maintenance (O&M) for TY 2008 will increase by $5.2 million as a result of
implementing the FERC Order effective January 1, 2008 with a corresponding decrease
in capital expenditures. The associated reduction on weighted-average plant-in-service is

approximately $3.0 million. Should the CPUC decide not to adopt the accounting

* By letter from the combined utilities (dated December 1, 2005) addressed to the Director of Energy
Division and the Director of Office of Ratepayer Advocates, it was stated that SCG’s and SDG&E’s intent
was to adopt the FERC’s proposed accounting for pipeline assessment costs with the implementation of the
respective companies’ TY 2008 GRC.
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requirements as outlined in the FERC Order or chooses not to expense the initial in-line
inspection costs as instructed in the Order, SCG requests that the utility be allowed to

continue to capitalize such costs as part of plant-in-service in rate base.

V. Rate Base Summary

A. Fixed Capital
Table SCG-GGY-1

Fixed Capital
{Thousands of Nominal Dollars)

Recorded Test

Line Year Estimated Year Year

No. Account Description 2005 2006 2007 2008

Fixed Capital
1 Plant In Service $ 7,228,827 $ 7,450,192 $ 7,779,601 $ 8,212,102
2 Work-In-Progress (non-interest bearing) 3,154 9,881 11,591 10,760
3___Total Fixed Capital $ 7,231,981 § 7,460,073 $ 7,791,193 § 8,222,861
1. Plant-In-Service

Plant-in-service represents gross fixed assets used in utility operations with an
expected economic and physical life greater than one year from the date of service. As
shown above, weighted-average plant in service is projected to increase by approximately
$1.0 billion, or 14%, when comparing recorded year 2005 to TY 2008. The cumulative
proposed forecasted capital expenditures are $1.1 billion for years 2006 to 2008 (as
sponsored in the testimonies of specific witnesses regarding the capital requirements
related to their organization). For individual projects less than $1.0 million of total
project costs, annual capital additions were forecasted based on capital expenditures
provided by organizational budget planners using historical five-year monthly average
plant addition ratios. For individual projects of $1.0 million or greater, plant additions
were determined by the organizational budget planners based on projected in-service
dates. Capital expenditures are escalated and fully loaded with overheads. The
escalation factors applied are sponsored in the testimony of Scott Wilder (Exhibit SCG-
22). The capital overhead pools for engineering and department overheads are sponsored
in the testimonies of Joseph Rivera (Exhibit SCG-5) and Dan Rendler (Exhibit SCG-2),
respectively. For all remaining capital overheads such as pension and benefits (P&B),

workers’ compensation, administrative and general (A&G), etc., which represent O&M
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to capital reassignments, the cost pools were developed using segmentation and
reassignment rates sponsored in the testimony of Paul Malin (Exhibit SCG-23).

Finally, retirements for 2006 through 2008 for all plant accounts were forecasted
based on using a five-year retirement history from 2001 through 2005.

2. Work-In-Progress (Non-Interest Bearing)

Non-interest bearing work-in-progress represents project costs of plant in
construction that is not subject to the computation of allowance for funds used during
construction (AFUDC). The non-interest bearing work-in-progress amount represents
projects completed and placed in service within 30 days of construction or purchase (e.g.,
computer equipment, routine distribution mains, furniture equipment, and capital tools).
The non-interest bearing percentage is developed using a historical five-year average of
non-interest bearing construction work-in-progress (CWIP) as a ratio to total CWIP. The
non-interesting bearing CWIP is projected to be $10.8 million in TY 2008.

B. Working Capital
Table SCG-GGY-2

Working Capital
{Thousands of Nominal Dollars)

Recorded Test

Line Year Estimated Year Year

No. Account Description 2005 20086 2007 2008

Working Capital

4 Materials & Supplies $ 12,155 $ 12,258 $ 12,256 § 12,849
5 Working Cash * 1,001 1,001 1,001 22,201
6 __ Total Working Capital 3 13,156 $ 13,259 $ 13,257 $ 35,050

* 2005 - 2007 Working Cash Based on TY 2004 COS Joint Settlement Agreement amount.
1. Materials and Supplies (M&S)

M&S represents cost of purchased materials primarily used as current inventory
for construction, operation, maintenance, and contract work. While SCG does not
anticipate significant changes from its current inventory level for operational needs, the
future costs of these M&S are assumed to increase primarily at the projected rate of
capital inflation. As such, the estimated years 2006 ($12.3 million) and 2007 ($12.3
million) and TY 2008 ($12.8 million) are calculated using the December 2005 ending
balance of $12.3 million and then applying an annual factor for capital inflation which is

sponsored in the testimony of Scott Wilder (Exhibit SCG-22).
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