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PREPARED DIICECT TESTIMONY 

OF MICHAEL M. SCHNEIDER 

ON BEHALF OF SOUTHERN CALIFORNIA GAS COMPANY 

I. Purpose and Summary 

The purpose of my prepared direct testimony is to request that the California 

Public Utilities Commission (Commission) approve Southern California Gas Company's 

(SoCalGas) post-test-year (PTY) ratemaking framework proposal to provide additional 

revenues beginning in 2009. The framework implements principles and policies 

described in the prepared direct testimony of SoCalGas witness Debra L. Reed. 

SoCalGas proposes a PTY ratemaking mechanism to adjust its gas authorized 

revenue requirements in the post test years by applying separate formulas to the 

operating & maintenance (O&M) -related and capital-related revenues, as described in 

Section I1.B. This mechanism will provide SoCalGas with the opportunity to collect 

sufficient revenues during the post test years to continue providing safe and reliable 

service to its customers, while providing a reasonable opportunity to earn the rate of 

return (ROR) authorized by this Commission. Compared to its current PTY mechanism, 

the proposed mechanism better aligns ratemaking between rate cases with SoCalGas' 

projected cost structure by providing for annual adjustments to specifically identified 

cost drivers like inflation, customer growth and necessary capital investments. 

SoCalGas is proposing to invest significantly in its infrastructure, and this PTY 

mechanism, containing a separate and distinct capital adjustment ratemaking 

mechanism, aligns with this commitment. 

The proposed PTY ratemaking mechanism will update the revenue requirements 

in years 2009-20 13 under the six-year general rate case (GRC) term proposed by 

SoCalGas, as discussed in Section IV. The proposed GRC term includes an annual 

sharing mechanism that shares earnings above or below authorized ROR with customers 

and shareholders during the post test years (2009-2013), as discussed in Section V. This 

proposed PTY ratemaking mechanism will remain in effect during the six-year GRC 

terrn unless one of the "off ramp'' provisions discussed in Section VII is triggered. 

SoCalGas is proposing a six-year GRC term to provide greater incentives to achieve 
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productivity and focus on the business, as opposed to a three-year perpetual rate case 

cycle. In addition, this longer-term proposal provides customers with the benefits of rate 

stability for known cost drivers, guaranteed productivity at levels comparable with 

customer growth, and the additional benefits of potential rate reduction through the 

earnings sharing mechanism if SoCalGas can achieve sustained efficiencies in its 

business practices over the course of the mechanism. 

Finally, SoCalGas proposes to continue balancing account treatment for revenues 

adopted in this proceeding to balance changes in revenues due to sales fluctuation. 

SoCalGas is proposing this PTY framework as a package of balanced revenue 

adjustments, revenue sharing, productivity and other adjustments as contained herein. 

To the extent that the Commission does not approve this proposed PTY framework as 

outlined, SoCalGas will withdraw this request and instead propose a traditional three- 

year GRC with annual attrition in years 2009-2010, based on separate adjustments for 

capital and O&M as proposed in this application, with no adjustment for customer 

growth and productivity and no earnings sharing. 

11. PTY rate ma kin^ Mechanism 

A. Background 

The traditional GRC framework has a three-year GRC period with an annual 

attrition mechanism to make interim adjustments to the test-year revenue requirements in 

the second and third years. The attrition mechanism for authorized O&M-related 

revenue requirements is an adjustment for inflation, based on appropriate utility cost 

escalation factors (utility price indexes), with no explicit adjustments for customer 

growth and productivity target. The attrition mechanism for authorized capital-related 

revenue requirements is generally an update to authorized rate base using multi-year 

inflation-adjusted averages of previous years' recorded plant additions. 

SoCalGas has been operating its gas businesses under a non-traditional GRC 

framework since 1997 when its performance based ratemaking (PBR) framework was 

adopted in Decision (D.) 97-07-054. Under that PBR framework, authorized base 

margin per customer was escalated by utility price indexes plus customer growth minus 

an adopted productivity factor. That PBR framework was scheduled to remain in effect 
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through 2002 but was extended an additional year pursuant to D.O1-10-030. 

D.05-03-023 adopted SoCalGas current PTY ratemaking mechanism, based on a non- 

precedential settlement agreement that escalates SoCalGas' business revenue 

requirements by the Consumer Price Index (CPI) with minimum and maximum 

adjustments established beginning 2005. This PTY ratemaking mechanism will be in 

place through 2007. 

B. Proposed PTY Ratemaking Mechanism 

SoCalGas proposes a PTY ratemaking mechanism very similar to the traditional 

GRC mechanism that adjusts gas authorized revenue requirement in the post test years 

by applying separate formulas to the O&M-related and capital-related revenue 

requirements. The revenue requirement adjustments are needed to recover increases in 

costs during the post test years due to inflation, increased capital spending, and growth in 

customers, especially given the fact that gas revenues adopted in this proceeding will be 

balanced for sales fluctuation. Under balancing account treatment, revenue changes 

resulting from increases in sales are returned to customers and thus, revenue increases 

are not available to offset increases in SoCalGas' costs during the post test years. 

SoCalGas proposes to continue the revenue balancing account treatment during this 

GRC period. 

As discussed in more detail below, the PTY ratemaking mechanism adjusts 

O&M expenses (except for medical costs that are adjusted separately) using utility cost 

escalation factors (utility price indexes) and SoCalGas customer growth rates with an 

offset for productivity gains and adjusts capital-related costs for plant additions based on 

a three-year average of SoCalGas' historical plant additions as a proxy for future plant 

additions. This proposed PTY mechanism represents a change from SoCalGas' current 

mechanism that escalates its total revenue requirement by a general measure of inflation 

(CPI with minimum and maximum adjustments based on the settlement adopted in 

D.05-03-023) which does not adequately track utility cost changes. SoCalGas believes 

that its proposed mechanism does a better job of aligning SoCalGas costs and revenues. 

The revenue adjustments proposed are based on major utility O&M and capital cost 

drivers, including adjustments for inflation specific to the utility sector, customer 

growth, and necessary replacement capital spending. 
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For example, the proposed utility cost indexes used to adjust O&M expenses 

contain cost components consistent and reflective of utility sector cost increases as 

opposed to the generic CPI which is based on a basket of goods that has very little 

correlation to SoCalGas' cost structure. In addition, the PTY mechanism separately 

adjusts for capital-related costs and is more aligned with SoCalGas' capital investments 

to improve and maintain the utility infrastructure and deal with inflation on these capital 

expenditures than the CPI adjustment. Finally, SoCalGas' proposed PTY mechanism is 

more precise than the current PTY mechanism by recognizing that certain costs, like 

medical, have very unique drivers and thus, SoCalGas is proposing to separately identify 

medical costs and index them on a basis more reflective of the cost trends experienced in 

southern California. 

The proposed PTY mechanism consists of four components: (1) O&M Expense 

Adjustment; (2) Capital-Related Cost Adjustment; (3) Medical Cost Adjustment; and (4) 

Z-factor Adjustment, if applicable. Section A of my workpapers presents a sample 

calculation of the 2009 revenue requirement based on the proposed PTY ratemaking 

mechanism described below: 

1) OdiMAdjustrnent 

The first component of the proposed PTY ratemaking mechanism is an 

adjustment to O&M expenses (including payroll taxes and excluding medical costs) to 

recover cost increases in expenses resulting from inflation and customer growth. The 

mechanism adjusts O&M expenses to reflect the effects of inflation on goods and 

services SoCalGas uses to provide service to its customers by multiplying the previous 

year's authorized O&M expenses by national utility cost escalation factors plus recorded 

customer growth minus an adopted productivity factor. Annually, SoCalGas will submit 

an advice letter to the Commission providing the change in the mechanism inputs, along 

with the resulting adjustment to the O&M-related revenue requirement based on these 

input changes, as explained in Section K.A. 

The proposed inputs to the O&M adjustment mechanism are discussed in more 

detail below: 
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SoCalGas proposes that the labor and non-labor utility cost escalation factors 

:utility price indexes) used in the mechanism to calculate PTY O&M expenses be based 

Jn forecasted escalation for gas operations from Global Insight's Utility Cost 

Information Service (UCIS), as addressed in the direct testimony of SoCalGas witness 

Scott R. Wilder. In September, one-year-ahead projections of the price indexes (with 

true-up of past forecasts to reflect actual national utility price changes) will be used to 

calculate the percentage change in the indexes in the forecast year relative to the current 

year. 

(b) Customer Growth Rate 

SoCalGas proposes that the customer growth rate used in the mechanism to 

calculate PTY O&M expenses be equal to the change in the average recorded number of 

customers based on the most recent 12-month recorded customer data available. The 

forecast of the annual customer growth rates during the post test years are identified in 

Section B of my workpapers. 

(c) Productivity Factor 

SoCalGas proposes that the productivity factor used in the mechanism to 

calculate PTY O&M expenses be based on the same measure used in the traditional 

attrition approach - customer growth. In the traditional attrition method both customer 

growth and productivity are omitted from the formula. This requires that the utility 

achieve a level of productivity such that the costs associated with customer growth are 

offset by achieved productivity. SoCalGas is proposing to use the same measure except 

that it will be explicit in the attrition formula. Over the post test years of the six year 

GRC term these proposed productivity factors average 1.3 percent which is equal to the 

weighted average of customer growth forecasted for SoCalGas, San Diego Gas & 

Electric Company's (SDG&E) electric, and SDG&E's gas operations, as presented in 

Section B of my workpapers. SoCalGas and SDG&E (the Utilities) share many common 

services across companies and across functions of gas and electric operations and 

therefore, believe that a weighted average productivity factor is appropriate to apply 

across the Utilities and functional areas. 

But instead of using 1.3 percent every year, SoCalGas is proposing a progressive 

productivity structure similar to that adopted in all previous non-traditional GRC post- 
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test year mechanisms, one that requires SoCalGas to stretch for higher productivity 

during each of the post test years. The productivity factor would start with a value of 1.1 

percent and increase by 0.1 percent a year. This would result in a productivity factor of 

1.1 percent in 2009, 1.2 percent in 2010, 1.3 percent in 201 1, 1.4 percent in 2012, and 

1.5 percent in 20 1 3. 

SoCalGas believes the proposed productivity factor is reasonable for use in the 

PTY 0&M mechanism, especially given SoCalGas' recent productivity results shown in 

the direct testimony of Dr. Mark Lowry. This productivity level is expected to be 

comparable to that adopted for the other major utilities in California over the GRC 

period. ' 
2) Capital-Rehted Cost Adjustment 

The second component of the proposed PTY ratemaking mechanism is the 

adjustment to capital-related revenue requirements to reflect the cost of plant additions. 

The capital-related portion of the revenue requirement consists of the authorized ROR 

on rate base, depreciation expenses, and taxes. SoCalGas proposes that during the post 

test years its capital and rate base parameters be adjusted to reflect the effect of rate base 

growth due to plant additions. The capital and rate base parameters in addition to plant 

additions include: book depreciation, tax depreciation, deferred taxes and property taxes. 

These parameters, along with revenue and expense changes are used to calculate income 

taxes and revenue requirements. Traditionally, the rate base growth component of the 

PTY mechanism has been limited to increases in plant, depreciation reserve, 

depreciation expense, and deferred taxes caused by capital additions. Consistent with 

this practice, SoCalGas is not proposing to adjust the rate base elements of materials and 

supplies, customer advances, or working cash. 

Like the traditional GRC ratemaking mechanism, SoCalGas proposes to update 

authorized rate base based on multi-year averages of previous years' recorded plant 

The Commission adopted a similar level of implied O&M productivity for Southern California Edison 
Company (SCE) in D.06-05-016 and both Pacific Gas & Electric Company (PG&E) and Division of 
Ratepayer Advocates (DRA) have proposed a similar level of implied productivity in PG&E's 2007 GRC, 
Application 05- 12-002. 
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additions. These recorded amounts are escalated to the appropriate PTY dollars, and 

then averaged. SoCalGas proposes the use of a three-year average, similar to Division of 

Ratepayer Advocates' (DRA) alternative method proposed in Southern California 

Edison's (SCE) recent GRC.~  Using SoCalGas' three-year average of historical plant 

addition as a proxy for future plant additions is appropriate since the factors contributing 

to plant additions in 2006-2008 (e.g., aging infrastructure and customer growth) will also 

drive plant additions in the post test years. Therefore, this approach correctly bases 

future plant additions on SoCalGas' recent past plant additions 

The plant additions for each year are escalated to PTY dollars based upon Handy 

Whitman construction cost indices from UCIS as described in the testimony of Scott R. 

Wilder. For example, in 2009, the recorded net plant additions for years 2005,2006 and 

2007 would be escalated to 2009 dollars, and then averaged. This well-established 

method accounts for inflation specific to the type of plant additions SoCalGas will be 

making during the post test year period. The resulting amount would represent the net 

plant additions to include for year 2009. 

After the plant additions have been determined, a weighting factor is applied to 

the additions amount to determine the weighted average plant additions included in the 

weighted average rate base for the subject year. Incremental depreciation expense and 

the impact to depreciation reserve, net salvage, retirements, and deferred taxes are also 

calculated in order to determine the weighted average rate base for the subject year. The 

weighted average rate base for the subject year is multiplied by SoCalGas' authorized 

weighted cost of long term debt, preferred stock and common equity to calculate the 

return on rate base for the subject year. These and other components of the capital- 

related revenue requirement are described in further detail in the exemplary tariff 

contained in Section C of my workpapers. 

3) Medical Cost Adjustment 

The third component of the proposed PTY ratemaking mechanism is an 

adjustment to medical costs. Because SoCalGas' medical costs are expected to continue 

increasing faster than general utility cost inflation, medical costs included in FERC 

Account 926.3 are escalated separately based on Towers Perrin's actuarial forecasts, as 

- - 

DRA also proposed to use 2 years of forecast data that SoCalGas is not proposing to use. 
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described in the direct testimony of SoCalGas witness G. Joyce Rowland. As discussed 

in Section =.A, SoCalGas will file an advice letter on or before November 1 (beginning 

November 1,2008) to update the authorized medical cost revenues to reflect one-year- 

ahead projections of the medical cost escalation with no adjustment for customer 

growth, productivity, or true-up. 

4) Z-factor Adjustment 

The fourth component of the proposed PTY ratemaking mechanism is the 

inclusion of a Z-factor adjustment, if applicable. Section VILC describes the Z-factor 

process. 

111. Costs Included in PTY Ratemakina Mechanism 

The starting point for the proposed PTY ratemaking mechanism used to calculate 

SoCalGas' PTY revenue requirement is the authorized total gas revenue requirement less 

revenues that should be excluded from PTY ratemaking treatment. Pension and Post 

Retirement Benefits Other than Pension (PBOP) costs are excluded since SoCalGas is 

proposing that these costs continue to receive two-way balancing account treatment (& 

direct testimony of SoCalGas witness Joseph A. ~ouseholder).~ 

Appendix A presents the starting point for calculating the PTY revenue 

requirement under the PTY ratemaking mechanism based on SoCalGas'proposed 

revenue requests in this proceeding. 

In additions to the exclusion of Pension and PBOP costs from the PTY mechanism, there are other cost 
items not included in the GRC filing that should be excluded from the mechanism. The following cost 
items need to be excluded: (a) Catastrophic Event Memorandum Account (CEMA); (b) Hazardous 
Substance Cleanup Cost Account (HSCCA); (c) Regulatory Transition Costs; (d) Mandated Social 
Programs, including California Alternate Rates for Energy (CARE) and the low-income Direct Assistance 
Program (DAP); (e) Gas Costs (including Company use gas and Unaccounted for gas) and Pipeline 
Demand Charges; (f) costs imposed by the Commission, such as, Intervener Compensation Fees and costs 
related to Commission staff supervised management or financial audits; (g) RD&D costs recovered 
through the Public Goods Charge; (h) DSM shareholder incentives; (i) Montebello storage field costs; (i) 
AlisoIGoleta costs associated with the sale of cushion gas; and (k) any other costs recoverable through a 
separate mechanism as authorized by the Commission. As described in the proposed PTY Mechanism 
Tariff in Section C of my workpapers, these items are being excluded to retain the items as separate 
regulatory mechanisms or preserve the Commission's discretion to prescribe specific ratemaking treatment 
at an appropriate time in the future. 
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