
 

 
 
 
 
 

December 12, 2003 
 
 
Ms. Magalie R. Salas, Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 
Washington, D.C.  20426 
 
Re: Algonquin Gas Transmission Company, Docket No. RP04-24-___ 

Submittal of Statement P Testimony 

Dear Ms. Salas: 

In compliance with the November 7 Order1 and the November 21 extension notice 
issued in the captioned docket, Algonquin Gas Transmission Company (“Algonquin”) 
hereby submits Statement P, Testimony, to be included with and become a part of its 
November 26 filing in this proceeding.  

On November 26, 2003, Algonquin submitted tariff sheets and supporting 
statements and schedules in compliance with an order issued by the Commission on 
November 7, 2003 in the captioned docket.  Pursuant to a Commission notice issued on 
November 21, 2003, which extended the date by which Algonquin must file Statement P 
until December 12, 2003, the November 26 filing did not include Statement P.  The 
Statement P submitted in this filing consists of the testimony and corresponding affidavits 
of the following witnesses:   

(1) Richard J. Kruse – Overview of pipeline system, services at issue, and 
summary of proposed tariff revisions; 

(2)  Gregg E. McBride – Cost of service allocation, rate design and billing 
determinants; 

(3) Sabra L. Harrington – Books and records; and 

(4) J. Peter Williamson – Capital structure, cost of debt, and rate of return on 
equity.  

In accordance with Section 154.208 of the Commission's regulations, copies of 
this filing are being mailed or, if requested, transmitted by email to all affected customers 
of Algonquin and interested state commissions, and to all parties on the Commission's 
official service list in this proceeding. 
                                                 
1  Algonquin Gas Transmission Co., 105 FERC ¶ 61,180 (2003) (“November 7 Order”). 
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Please do not hesitate to contact the undersigned at (713) 627-5215 with any 
questions regarding this filing. 

Respectfully submitted, 
 

/s/ Steven E. Hellman 
 

Steven E. Hellman 
Assistant General Counsel 

 
Enclosures 
 
cc: Robert R. Sheldon (FERC) 

Jason M. Stanek (FERC) 
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PREPARED DIRECT TESTIMONY OF 
RICHARD J. KRUSE 

Q. Please state your full name, title and place of employment. 1 

A. My name is Richard J. Kruse.  I am Senior Vice President of Industry Initiatives, 2 

Pricing and Regulatory Affairs for Algonquin Gas Transmission Company 3 

(“Algonquin”).  Algonquin’s offices are located at 5400 Westheimer Court, Houston, 4 

Texas  77056. 5 

Q. What is your educational background? 6 

A. I received a Bachelor of Science in Economics from Texas Tech University in 1974 7 

and graduated with a law degree from the University of Houston in 1977. 8 

Q. Please describe your course of employment with Algonquin and the scope of your 9 

current duties and responsibilities for the company. 10 

A. I started my employment in 1977 with Texas Eastern Transmission Corporation, now 11 

Texas Eastern Transmission, LP (both are referred to herein as “Texas Eastern”), in 12 

the rate department, which also was responsible for developing and implementing 13 

rates and pipeline tariffs.  I subsequently transferred to the legal department, working 14 

principally with the rates and regulatory affairs groups at the company.  In 1988, I 15 

was appointed Assistant General Counsel for Texas Eastern, and in 1990 I became 16 

Deputy General Counsel of Regulatory/Operations for Texas Eastern and Algonquin.  17 

In 1992, I was named Vice President and General Counsel for Texas Eastern and, in 18 
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1995, I was named Associate General Counsel of PanEnergy Corp., responsible for 1 

PanEnergy’s interstate pipelines.  In 1997, after the merger of PanEnergy Corp. and 2 

Duke Power Company, I was named Vice President and General Counsel of Gas 3 

Operations for the new Duke Energy Corporation, and in 1998, Vice President and 4 

General Solicitor.  In 1999, I took a business position as Senior Vice President for 5 

Industry Initiatives, Pricing and Regulatory Affairs.  In March 2000, I assumed 6 

responsibilities for rates and regulatory affairs.  In my current position, I have 7 

responsibility for all of Algonquin’s proceedings before the Federal Energy 8 

Regulatory Commission (“FERC”), which includes rates, certificate matters, and 9 

tariff matters generally.  I have similar responsibilities for the other Duke Energy Gas 10 

Transmission pipelines and storage facilities, including Texas Eastern, East 11 

Tennessee Natural Gas Company, and Egan Hub Partners, L.P. and the pipelines that 12 

the Duke Energy Gas Transmission affiliates manage, such as Gulfstream Natural 13 

Gas System, L.L.C. and Maritimes & Northeast Pipeline, L.L.C.  Finally, I am on the 14 

Board of Directors for the North American Energy Standards Board, an association 15 

of numerous energy section companies that addresses electronic communication and 16 

common business practice standards. 17 

Q. What is the nature of your testimony in this proceeding? 18 

A. I am presenting testimony to provide (i) an overview of this filing and the testimony 19 

included as part of this Statement P, (ii) an understanding of the nature of the instant 20 

proceeding and the services at issue, (iii) an overview of the Algonquin pipeline 21 

system, and its tariff to provide context for the testimony, (iv) a summary of 22 

conclusions to be drawn from the testimony as a whole, (v) an overview of risks, 23 
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including market and regulatory risk, associated with these services, and (vi) a 1 

summary of Algonquin’s tariff revisions.   2 

Q. Would you please outline the testimony that is being filed in this proceeding, besides 3 

your own.  4 

A. Yes.  The following testimony will be provided: 5 

• Cost of service allocation, rate design and billing determinants – Gregg E. 6 

McBride, Exhibit No. __ (GEM-1). 7 

• Capital structure, cost of debt, and rate of return on equity – Professor J. Peter 8 

Williamson, Exhibit No. __(JPW-1) and Exhibit Nos. __(JPW-2), (JPW-3), 9 

(JPW-4), (JPW-5). 10 

• Books and records – Sabra L. Harrington, Exhibit No. __(SLH-1) 11 

The testimony submitted in this Statement P is to be included with, and made a part 12 

of, the November 26, 2003 compliance filing in support of the one-part volumetric 13 

rates. 14 

Q. Why did Algonquin initiate the proceeding in Docket No. RP04-24? 15 

A. Algonquin initiated this proceeding in October 2003 to establish rates to be 16 

applicable on a prospective basis to any shippers using certain pipeline facilities, the 17 

Manchester Street and Brayton Point facilities, which had been built to provide firm 18 

transportation service to a specific customer and which were incrementally priced.  19 

As a result of the rejection of pre-existing contracts by USGen New England, Inc. 20 

("USGen") in its bankruptcy proceeding, Algonquin no longer had firm contracts to 21 

recover the costs of service for such facilities.   22 

Q. Why did Algonquin submit the November 26, 2003 filing in this proceeding? 23 
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A. On October 9, 2003, Algonquin filed with the FERC, in FERC Docket No. RP04-24, 1 

a proposal to implement meter access charges that would be applicable to all 2 

customers receiving service on the Manchester Street and Brayton Point facilities 3 

(“October 9 Filing”).  On November 7, 2003, the FERC issued an order accepting 4 

and suspending Algonquin’s tariff sheets in the October 9 Filing, effective October 5 

10, 2003, subject to refund and conditions.  The November 7 Order required that 6 

Algonquin re-file the tariff sheets, effective October 10, 2003, and supplement its 7 

tariff filing, tailoring the revised rates and services to provide for a continuation of 8 

the recovery of Algonquin’s costs of service for the Manchester Street and Brayton 9 

Point facilities from appropriate shippers via one-part volumetric rates.  In that 10 

regard, the November 7 Order directed Algonquin to reflect updated test period costs 11 

in calculating these revised rates.   12 

Q. To provide context for Algonquin's proposal in this proceeding, could you please 13 

describe the history of the Manchester Street and Brayton Point facilities.  14 

A. Algonquin had constructed the Manchester Street and Brayton Point facilities in the 15 

early 1990s, specifically to deliver gas to the Manchester Street and Brayton Point 16 

electric power generation plants for the predecessor of USGen New England, Inc. 17 

(“USGen”), New England Power Company (“NEP”), at NEP’s request, at a capital 18 

cost of approximately $69 million.  The Manchester Street facilities consist of 19 

looping, lateral facilities, and additional compression and metering facilities.  The 20 

Brayton Point facilities consist of a lateral line and metering facilities.  21 

After NEP permanently assigned its rights to service on these facilities to 22 

USGen, Algonquin provided firm service to and recovered its annual cost of service 23 
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associated with the facilities from USGen, the sole shipper, under Rate Schedule 1 

AFT-1(X-38) and Rate Schedule AFT-CL(X-37) for the Manchester Street and 2 

Brayton Point facilities, respectively.   3 

Q. Is USGen still a shipper under the AFT-1(X-38) and AFT-CL(X-37) contracts?   4 

A. No.  As noted above, USGen has rejected in its bankruptcy proceeding both the AFT-5 

1(X-38) and AFT-CL(X-37) firm transportation contracts, thereby necessitating this 6 

rate filing.  In particular, on July 8, 2003, USGen filed a voluntary petition for relief 7 

under Chapter 11 of the United States Bankruptcy Code in the United States 8 

Bankruptcy Court for the District of Maryland (Greenbelt Division) (“Bankruptcy 9 

Court”).  Subsequently, USGen filed on August 12, 2003 with the Bankruptcy Court 10 

a motion for an order authorizing the rejection of the gas transportation agreements 11 

pursuant to which USGen, as shipper, received firm service at its Manchester Street 12 

plant under Algonquin’s Rate Schedule AFT-1(X-38) and at its Brayton Point plant 13 

under Rate Schedule AFT-CL(X-37).  On October 8, 2003, the Bankruptcy Court 14 

approved a Stipulation and Consent Order between Algonquin and USGen 15 

authorizing the rejection of these contracts effective September 11, 2003.   16 

Q. As of this filing date, are there currently existing contracts for firm service on these 17 

facilities? 18 

A. No.  Following the rejection of these firm contracts, Algonquin promptly posted on 19 

its Internet website a notice advising interested parties of the availability of this 20 

capacity for shippers interested in executing new firm contracts.  Since USGen’s 21 

rejection of its firm contracts, however, there have been no contracts for firm service 22 

on the Manchester Street or Brayton Point facilities under Rate Schedule AFT-1(X-23 
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38) or AFT-CL(X-37).  On December 10, 2003, Algonquin and USGen entered into 1 

two contracts under Rate Schedule AIT-2, one for interruptible service on the 2 

Manchester Street facilities and the other for interruptible service on the Brayton 3 

Point facilities. 4 

Q. What rates is Algonquin implementing in this proceeding? 5 

A. As described in Mr. McBride’s testimony and as reflected in the rate sheets and 6 

supporting statements and schedules in the November 26, 2003 filing, Algonquin is 7 

implementing one-part volumetric rates for firm transportation service of $0.6138 for 8 

AFT-CL(X-38) service and $1.0105 for AFT-CL(X-37) service.  In addition, 9 

Algonquin is including a billing provision by which a customer electing to take firm 10 

service under Rate Schedules AFT-1(X-38) and AFT-CL(X-37) must pay for at least 11 

80 percent of its contractual maximum daily transportation quantity (“MDTQ”) on an 12 

annual basis.  As required in the Commission’s November 7 Order, Algonquin is also 13 

implementing a new AIT-2 service for interruptible service on the Manchester Street 14 

and Brayton Point facilities.   15 

Q. Why is Algonquin implementing one-part volumetric rates for AFT-1(X-38) and 16 

AFT-CL (X-37) service in this proceeding? 17 

A. One-part volumetric rates for AFT-1(X-38) and AFT-CL(X-37) services are 18 

appropriate in these particular circumstances.  The demand component of a two-part 19 

rate is typically based on firm contract quantities and, as I have stated, Algonquin has 20 

no firm contracts for these services.  One-part volumetric rates, on the other hand, are 21 

appropriately designed using historical volumetric throughput data which is available 22 

for the Manchester Street and Brayton Point facilities.  Algonquin therefore has 23 
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designed one-part volumetric rates for AFT-1(X-38) and AFT-CL(X-37) services 1 

that reflect historical volumetric throughput on the Manchester Street and Brayton 2 

Point facilities.   3 

Q. Please further describe the need for and the terms of the billing provision under the 4 

firm rate schedules. 5 

A. As discussed in more detail below, the billing provision for the AFT-1(X-38) and 6 

AFT-CL(X-37) services is necessitated by the implementation of one-part volumetric 7 

incremental rates for these firm services.  Under this billing provision, if a customer 8 

takes less than 80 percent of its MDTQ on an annual basis, that customer will be 9 

charged as though it had taken 80 percent of its MDTQ.  The amount due under the 10 

billing provision will be determined and billed on an annual basis.  The provision is 11 

thus intended to accommodate any variations in load that customers, including 12 

electric generation plants, may experience during the year, and thereby permit these 13 

shippers to coordinate the timing of their payment obligations with their use of the 14 

pipeline system.   15 

The requirement to pay at least 80 percent of the contracted capacity ensures 16 

that the AFT-1(X38) and AFT-CL(X37) capacity is used for its intended purpose.  In 17 

particular, this billing provision is designed to prevent gaming of the system that 18 

would harm Algonquin and other parties, and promote accurate contracting and 19 

scheduling of capacity on these facilities.  Without a reservation charge typical of a 20 

two-part rate design, the one-part volumetric rate design does not sufficiently protect 21 

the pipeline from customers contracting for large quantities of capacity and then 22 

using the contracted quantity of that capacity only on a peak basis.  Absent the billing 23 
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provision, customers may game the system by effectively turning their contracted 1 

service into a swing service, thus holding the capacity under contract for use on a 2 

firm basis – without payment of a reservation charge – and taking the full contractual 3 

amount during peak periods.   4 

In sum, consistent with Commission precedent, the usage parameter in the 5 

billing provision discourages the gaming of the system, the use of the AFT-1(X-38) 6 

and AFT-CL(X-37) services as swing services for which Algonquin would not be 7 

compensated, and the hoarding of this pipeline capacity to the detriment of 8 

Algonquin and other parties that otherwise might occur in connection with a one-part 9 

volumetric rate.  10 

Q. Is Algonquin likely to recover its costs of service for the Manchester Street and 11 

Brayton Point facilities if these rates are approved? 12 

A. No.  Algonquin is still at significant risk for recovering the costs of service for these 13 

facilities.  As I have noted, Algonquin currently has no firm contractual agreements 14 

in place for service on the Manchester Street or Brayton Point facilities.  Under the 15 

selected rate design, Algonquin would recover its cost of service in the event that 16 

Algonquin experiences on an annual basis volumetric load factors of 45% for service 17 

on the Manchester Street facilities and 5% for service on the Brayton Point facilities.  18 

It is unlikely that Algonquin will experience such annual load factors on these 19 

facilities, however.  The actual annual volumetric load factor for the 12-month period 20 

ending September 30, 2003 for the Manchester Street facilities was only 30.1%, and 21 

for the Brayton Point facilities was only 1.0%.  These percentages are significantly 22 

lower than the five-year averages.  Furthermore, it is unknown at this time, especially 23 
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in light of USGen’s bankruptcy status, whether the plants fed by these facilities will 1 

be operated in the future.  Even if these plants are operated, USGen has suggested by 2 

its rejection of the firm contracts that it no longer needs service on the Manchester 3 

Street and Brayton Point facilities. 4 

In view of the fact that more recent deliveries on the Manchester Street and 5 

Brayton Point facilities have been materially below the annual volumetric load factor 6 

levels that Algonquin is using in this filing, and that Algonquin now has no firm 7 

contracts on the facilities, it is a virtual certainty that the design determinants will not 8 

be achieved.  Algonquin could have justified rates materially above those requested, 9 

but the realities of the market place make it very unlikely that such rates could 10 

actually be collected. 11 

Q. What is the purpose of the other testimony submitted by Algonquin in support of this 12 

filing? 13 

A. Consistent with the November 7 Order, Mr. McBride explains how Algonquin has 14 

calculated the one-part volumetric rates for the AFT-1(X-38) and AFT-CL(X-37) 15 

services to reflect updated costs and data as required by the Commission’s 16 

regulations.  Mr. McBride also discusses the rate design and each of the 17 

corroborating statements, schedules and workpapers.  In that regard, Mr. McBride 18 

provides details of the rate calculations based on revised cost data and Algonquin’s 19 

capital structure, a detailed description of the billing determinants, the load factor, 20 

and the development of the one-part volumetric rate design for the two firm services.  21 

In addition, Mr. McBride describes the manner in which the AIT-2 rates, applicable 22 
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to interruptible service on the Manchester Street and Brayton Point facilities, are 1 

designed.   2 

Professor Williamson verifies Algonquin’s choice of capital structure, cost of 3 

long-term debt and cost of equity in designing the rates for these services.  4 

Algonquin is proposing to use its actual capital structure and a cost of long-term debt 5 

based on its actual cost of outstanding debt, both as of September 30, 2003.  In 6 

addition, Professor Williamson discusses Algonquin’s proposal to use a rate of return 7 

on common equity of 16% for the rate design in this proceeding.  Based on his 8 

determination of the required return on common equity for a set of publicly traded 9 

proxy companies relying on the Discounted Cash Flow method and a review of the 10 

particular business and financial risks associated with these services, Professor 11 

Williamson concludes in his testimony that such a cost of common equity is 12 

reasonable. 13 

Finally, Ms. Harrington testifies that the updated cost statements, supporting 14 

data and workpapers included in the statements and schedules in this filing set forth 15 

the results shown in Algonquin’s books as of September 30, 2003. 16 

Q. Please provide an overview of the unique business risks facing Algonquin in 17 

recovering the costs of service for these facilities. 18 

A. Algonquin faces two particular categories of risks with respect to its recovery of 19 

costs of service associated with providing future service on the Manchester Street 20 

and Brayton Point facilities.  One of these categories is specific to these particular 21 

facilities while the second concerns Algonquin’s entire system.  The first set of risks 22 

involves the particular circumstances of the Manchester Street and Brayton Point 23 
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facilities, which place Algonquin at significantly increased risk with respect to its 1 

cost recovery.  As discussed above, since USGen rejected its contracts, Algonquin 2 

has no firm contracts for service on these facilities.  Further, there has been a marked 3 

downward trend in the utilization of these facilities over the last five years.  In 4 

summary, Algonquin is attempting in this filing to recover the costs of service 5 

associated with providing future service on the subject facilities, but Algonquin is 6 

certainly not assured of recovering its costs of service on these facilities through the 7 

revised rates. 8 

As a result of the evolution of policies in the gas pipeline industry, Algonquin 9 

as a system is also confronted with certain regulatory risks.  The Commission’s 10 

current policies place incremental rates for new projects above the generally 11 

applicable system rate, at the same time as other Commission policies increase the 12 

operational flexibility of existing capacity, creating market forces that change the 13 

willingness or ability of shippers to pay for capacity on an incremental basis.  The 14 

policies encouraging increased operational flexibility rely on the fact that all shippers 15 

do not regularly utilize all firm rights at the same time.  This has greatly increased 16 

the substitutability of different forms of capacity, which has had the effect of 17 

materially reducing the value of incremental service.  Incremental rates continue to 18 

reflect the costs of constructing expansion capacity for the shippers for whom that 19 

capacity was constructed.  The expansion shipper may no longer be placing the same 20 

value on this incremental capacity, however, because the shipper may perceive that it 21 

can obtain similar service – through flexible receipt and delivery points and 22 

segmentation – at the system rate.   23 
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While these regulatory tensions present general issues for the pipeline 1 

industry, of particular relevance in this proceeding are those provisions in 2 

Algonquin’s tariff that permit shippers under the Part 284 open access rate schedules 3 

to use incremental facilities without payment of the associated incremental rates.  4 

The provisions in Algonquin’s pre-October 10, 2003 tariff that establish the terms 5 

and conditions for service on a secondary basis, including the curtailment provisions, 6 

as well as capacity release rights, increase the likelihood that Algonquin will not be 7 

able to recoup the cost of service associated with the Manchester Street and Brayton 8 

Point facilities.  Under Algonquin’s pre-October 10, 2003 tariff, shippers under the 9 

Part 284 open access rate schedules were able to use incremental facilities without 10 

payment of the associated incremental rates.  A Part 284 shipper could utilize its own 11 

contracts at the generally-applicable rates to make deliveries on a secondary point 12 

basis on the Manchester Street and Brayton Point facilities.  Furthermore, in addition 13 

to secondary service, the facilities could be served through released capacity, at 14 

system rates or below.  The fundamental premise underlying these pre-October 10, 15 

2003 tariff provisions relating to secondary service and capacity release is that the 16 

costs of service for the facilities are recovered under a separate incremental contract, 17 

which is no longer the case here in light of USGen’s rejection of the AFT-1(X-38) 18 

and AFT-CL(X-37) contracts.   19 

A solution to these conflicting policies may be either to preclude system 20 

customers from using the flexibility associated with the incremental capacity, or to 21 

change the incremental policy.  This situation is not unique to the Manchester Street 22 

and Brayton Point facilities.  Rather, these policies create similar risks for the entire 23 
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system.  As discussed more fully below, Algonquin has attempted to address this 1 

issue for the Manchester Street and Brayton Point facilities by precluding general 2 

system customers for using those facilities unless they pay the incremental rates 3 

related to those facilities and by precluding utilization of contracts for the 4 

incremental services to reach general system delivery points outside the contract path 5 

associated with the Manchester Street and Brayton Point facilities.   6 

Q. What effect do these risks have on Algonquin’s revised rates? 7 

A. The increased financial and business risks associated with the Manchester Street and 8 

Brayton Point facilities support an upward adjustment in the cost of equity of a 9 

typical pipeline in the industry. 10 

Professor Williamson conducted a Discounted Cash Flow ("DCF") analysis 11 

of five proxy companies, yielding a midpoint cost of equity of 15.25% for the proxy 12 

companies at this time.  Professor Williamson chose five pipeline companies as his 13 

proxy companies.  An upward adjustment to the 15.25% average cost of equity to 14 

16% is reasonable due to the additional financial and business risks associated with 15 

the AFT-1(X-38) and AFT-CL(X-37) services discussed above.  Therefore, I endorse 16 

16% as an appropriate measure of the cost of equity.   17 

Q. Please describe the basic terms of the new Rate Schedule AIT-2 implemented by 18 

Algonquin in this proceeding.   19 

A. For interruptible service on the Manchester Street and Brayton Point facilities, 20 

Algonquin is proposing a new AIT-2 service, and has included a rate sheet, rate 21 

schedule and form of service agreement for such service.  Service under Rate 22 

Schedule AIT-2 is patterned after service under the Commission-approved currently 23 
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effective Rate Schedule AIT-1, with the exception that the AIT-2 service is only for 1 

interruptible service on the Manchester Street and Brayton Point facilities and that 2 

AIT-2 revenues are not eligible for General Terms and Conditions ("GT&C") Section 3 

41 revenue crediting.  Conforming changes have been made throughout the GT&C of 4 

Algonquin's tariff to add references to the new Rate Schedule AIT-2 in lists of rate 5 

schedule designations where applicable.  Algonquin is also including a transition 6 

provision, which indicates that customers will pay the AIT-2 rate for firm service on 7 

the Manchester Street and Brayton Point facilities during the transition period from 8 

October 10, 2003 through December 9, 2003.   9 

Q. Will the AFT-1(X-38), AFT-CL(X-37) and AIT-2 services affect Algonquin's 10 

nomination, scheduling and curtailment processes? 11 

A. Yes.  For purposes of determining available operational capacity during the 12 

scheduling process, Algonquin will treat the capacity of the Manchester Street and 13 

Brayton Point facilities as separate from other system capacity.  Capacity made 14 

available through the Manchester Street and Brayton Point facilities will be utilized 15 

only to satisfy nominations made under Rate Schedules AFT-1(X-38), AFT-CL(X-16 

37) and AIT-2.  Algonquin will allocate capacity among the shippers under these rate 17 

schedules in accordance with the priorities in its tariff.  18 

Q. Please describe the receipt and delivery point flexibility available under these rate 19 

schedules.   20 

A. Customers under Rate Schedules AFT-1(X-38), AFT-CL(X-37) and AIT-2 have 21 

secondary receipt and delivery points within their respective contract paths.  The 22 

issue of access to secondary points outside the contract path for these customers is 23 
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specifically addressed in the terms of Rate Schedules AFT-CL(X-37) and AIT-2; the 1 

issue of receipt and delivery point flexibility associated with service under Rate 2 

Schedule AFT-1(X-38) is currently pending on clarification, or alternatively on 3 

rehearing, before the Commission.  Ultimately, however, customers under these three 4 

rate schedules should be restricted to the secondary points within their contract paths 5 

on the Manchester Street and Brayton Point facilities.  In addition, in accordance 6 

with the November 7 Order, Algonquin has modified the rate schedules in its tariff to 7 

provide that system customers will not have access to the Manchester Street or 8 

Brayton Point facilities on a secondary basis unless those customers have executed 9 

new contracts for AFT-1(X-38) or AFT-CL(X-37) service on those facilities, as 10 

applicable.   11 

Q. Will the revenues under Rate Schedule AIT-2 be credited pursuant to the 12 

interruptible transportation revenue crediting mechanism set forth in GT&C Section 13 

41? 14 

A. No.  Revenues from service under Rate Schedule AIT-2 are not included as eligible 15 

revenues for crediting purposes, since the costs associated with Rate Schedule AIT-2 16 

are not included in the underlying cost of service for the GT&C Section 41 crediting 17 

mechanism.  Any revenues associated with service under Rate Schedule AIT-2 are 18 

instead applied to the underlying cost of service for the Manchester Street and 19 

Brayton Point facilities.  20 

Q. Please describe Algonquin's crediting mechanism in GT&C Section 49.  21 

A. Consistent with the November 7 Order, Algonquin is proposing a crediting 22 

mechanism in GT&C Section 49 to provide the procedure by which Algonquin will 23 

credit the appropriate damages recovered through the bankruptcy proceeding.  This 24 
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provision states that, within 90 days after receipt by Algonquin of the final 1 

distribution from USGen on Algonquin’s contract rejection damages claim, 2 

Algonquin will file a plan with the Commission showing the distributions received 3 

and the portion that should be credited to customers, along with the method for such 4 

crediting.  In this manner, the crediting of damages in the bankruptcy proceeding will 5 

appropriately reflect any adjustment in the damage claim by the Bankruptcy Court as 6 

a result of the recovery of costs associated with service on the Manchester Street and 7 

Brayton Point facilities through the revised rates.  Further, this provision allows for 8 

Algonquin to account for any disbursements that may have been allowed by the 9 

Bankruptcy Court but which are not actually recovered. 10 

Q. Does that conclude your direct testimony? 11 

A. Yes. 12 

FINAL Richard Kruse testimony for RP04-24.DOC 13 
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PREPARED DIRECT TESTIMONY OF 
GREGG E. MCBRIDE 

Q. Please state your full name, place of employment, and title. 1 

A. My name is Gregg E. McBride, and I am Vice President of Rates and Economic 2 

Analysis for Algonquin Gas Transmission Company ("Algonquin").  Algonquin's 3 

offices are located at 5400 Westheimer Court, Houston, Texas  77056. 4 

Q. What is your educational background? 5 

A. I received a Bachelor of Science degree in Accounting from Eastern Illinois 6 

University in 1978. 7 

Q. Please describe your course of employment with Algonquin and the scope of your 8 

current duties and responsibilities for Algonquin.  9 

A. I have been employed with Duke Energy Corporation and its predecessor 10 

corporations, PanEnergy Corp. and Panhandle Eastern Corp., since January 1979.  11 

I have held positions in the Regulatory Affairs Department of those corporations' 12 

respective natural gas pipeline companies for over 16 years.  I have presented 13 

testimony for the pipeline companies in numerous proceedings before the Federal 14 

Energy Regulatory Commission ("Commission").  In addition, I have held 15 

positions of responsibility in the Investor Relations, Marketing and Capacity 16 

Management departments for the corporations listed above.  As part of my current 17 

responsibilities, I oversee the preparation of various rate and tariff filings that 18 
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Algonquin files with the Commission.  My responsibilities also include the 1 

preparation of economic analyses for various projects on Algonquin's behalf. 2 

Q. What is the purpose of your testimony in this proceeding? 3 

A. In the November 7 Order, the Commission held that the charges proposed by 4 

Algonquin in its October 9, 2003 tariff filing in this proceeding were "based on 5 

the most recently approved costs of the AFT-1(X-38) and AFT-CL(X-37) 6 

services" and therefore could be used to replace the existing two part rates, 7 

provided that they were re-filed to reflect updated test period costs.  November 7 8 

Order, at P 19.  The November 7 Order noted that "[i]t is appropriate, in 9 

proposing new incremental rates, to reflect the most recent cost of service and 10 

billing determinants as required by the Commission's test period regulations."  11 

November 7 Order, at P 10.  In accordance with the directives of this order, I am 12 

sponsoring the updated cost of service and rate design for the one-part volumetric 13 

rates applicable to service on the Manchester Street and Brayton Point facilities.   14 

Q. What statements, schedules, or exhibits are you sponsoring in conjunction with 15 

your direct testimony?   16 

A. I am sponsoring the following statements and schedules:  Statements A, B, C, D, 17 

E, F-1, F-2, F-3, H-1, H-2, H-3, H-4, H-4(1), and J, and supporting Schedules B-18 

1, C-1, E-2, and H-3(1).  These statements and schedules were all included in 19 

Appendix C of the November 26 Filing and are hereby included in and become a 20 

part of my testimony.   21 

Q. Were these exhibits prepared by you or under your direction or supervision?   22 
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A. Yes, all of these statements and schedules were prepared under my direction and 1 

supervision.   2 

Q. Are there other statements and schedules contemplated by the Commission's 3 

regulations in Part 154 that are not included as part of the November 26 Filing? 4 

A. Yes.  Appendix C of the November 26 Filing included the statements and 5 

schedules necessary to reflect the most recent cost of service and to revise the 6 

billing determinants to reflect the 12 months ending September 30, 2003, thereby 7 

meeting the requirements of the November 7 Order.  Certain statements and 8 

schedules were not included in this compliance filing because they were not 9 

necessary for the updating of costs and billing determinants for these two projects.   10 

Q. Please explain generally how Algonquin updated the costs and data to reflect the 11 

most recent cost of service and billing determinants in this proceeding.  12 

A. Algonquin updated its cost of service to reflect actual data for the 12 months 13 

ending September 30, 2003.  Ms. Sabra Harrington, Vice President and Controller 14 

for Algonquin, provided me with the data reflected in the statements and 15 

schedules.  As verified by Ms. Harrington, the data included in this filing reflects 16 

the results in Algonquin's books and records, except as noted in my testimony.   17 

Q. How did Algonquin assign system-wide operation and maintenance ("O&M") 18 

expenses to the AFT-1(X-38) and AFT-CL(X-37) services? 19 

A. Consistent with Commission policy, Algonquin has allocated certain costs on the 20 

basis of the ratio of (i) gas plant in service for the Manchester Street and Brayton 21 

Point facilities, which are recorded in separate plant sub-accounts, to (ii) the total 22 

Algonquin gas plant in service as of September 30, 2003, as reflected in 23 
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Algonquin's books.  Algonquin has applied this plant ratio to its system-wide 1 

transmission O&M and administrative and general ("A&G") expenses (less gas 2 

costs, GRI and ACA).  The resulting ratios were 6.25% for the Manchester Street 3 

facilities and 1.59% for the Brayton Point facilities.  See, e.g., Transcontinental 4 

Gas Pipe Line Corp., 101 FERC ¶ 63,022, at ¶ 289 (2002); Northwest Pipeline 5 

Corp., 87 FERC ¶ 61,266 (1999), order on reh'g, 96 FERC ¶ 61,049, at p. 61,120 6 

(2001).  7 

Q. Were any other cost items assigned in this way? 8 

A. Yes.  Algonquin's system-wide working capital and payroll taxes were allocated 9 

to the AFT-1(X-38) and AFT-CL(X-37) services using the same gross plant 10 

factors.  11 

Q. Has Algonquin used a 9-month test period to project cost of service underlying 12 

the AFT-1(X-38) and AFT-CL(X-37) rates? 13 

A. No.  Given the unique circumstances surrounding this filing, as discussed by Mr. 14 

Kruse, Algonquin's rate request was immediate in nature and Algonquin requested 15 

rates effective as of the day after the original filing.  Instead of the traditional test 16 

period concept of Part 154, Algonquin therefore has relied on its most recent 17 

actual experience for the 12 months ended September 30, 2003 for its cost of 18 

service and rate calculations.  As noted above, this approach is consistent with the 19 

Commission’s requirement that Algonquin submit an updated cost of service to 20 

justify its rates.   21 

Q.  What adjustments, if any, were made to the actual data for 12 months ended 22 

September 30, 2003?   23 
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A. There were no adjustments made to actual data for changes that might occur after 1 

September 30, 2003.  However, the following items were eliminated from 2 

Algonquin's transmission O&M and A&G expenses before these expenses were 3 

assigned to the two projects:  (i) gas costs which are recovered separately under 4 

Algonquin's FRQ mechanism, and (ii) ACA and GRI amounts that are recorded as 5 

expenses on Algonquin's books but are recovered as separate surcharges under its  6 

FERC tariff.   7 

Q. Please describe the statements that set out the calculations for the cost of service 8 

for the 12-month period described above.  9 

A. Statement A summarizes the overall cost of service for the AFT-1(X-38) and 10 

AFT-CL(X-37) services for the 12-month period ending September 30, 2003.  As 11 

shown on Line 7, the total cost of service for AFT-1(X-38) is $9,623,667 and for 12 

AFT-CL(X-37) is $2,212,895.  The cost of service consists of O&M expense, 13 

depreciation expense, income taxes, other taxes, and return based on an overall 14 

rate of return of 11.21%, as developed in Statements H-1, H-2, H-3 and H-4, and 15 

B, respectively.  Additional information regarding the rate of return is included in 16 

the testimony of Richard J. Kruse, Exhibit No. ___(RJK-1) and Professor J. Peter 17 

Williamson, Exhibit No. ___(JPW-1).  18 

Q. Please explain Statement B.  19 

A. Statement B summarizes the rate base and return as derived in Statements C, D, 20 

E, and Schedules B-1 and F-2.  The rate base consists of the sum of net plant and 21 

working capital, reduced by accumulated deferred income taxes.  The rate base 22 

for the Manchester Street and Brayton Point facilities is $33,509,165 and 23 
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$4,641,925, respectively.  The overall rate of return of 11.21% yields an overall 1 

return on rate base of $3,756,377 and $520,360 for the AFT-1(X-38) and AFT-2 

CL(X-37) services, respectively.   3 

Q. Please describe Schedule B-1.  4 

A. Schedule B-1 sets forth the accumulated deferred federal and state income taxes 5 

deducted from the rate base for the AFT-1(X-38) and AFT-CL(X-37) services as 6 

of September 30, 2003.  The total deferred income taxes deducted from rate base 7 

for the Manchester Street and Brayton Point facilities are $9,027,381 and 8 

$1,384,323, respectively.  These amounts were calculated based on the difference 9 

between the total book depreciation and tax depreciation from the in-service date 10 

of each project through September 30, 2003.  Algonquin is omitting Schedule B-2 11 

because there are no regulatory assets or liabilities associated with these facilities.  12 

Q. Please describe the contents of Statement C and its supporting schedules. 13 

A. Statement C provides a summary of the cost of plant for Accounts 101 through 14 

107, 117.1 and 117.2.  The total costs of plant for the Manchester Street and 15 

Brayton Point facilities are $54,747,973 and $13,927,659, respectively.  Schedule 16 

C-1 shows the detail of the plant balances for Gas Plant in Service for the 17 

facilities as of September 30, 2003.   18 

Q. What is contained in Statement D?  19 

A. Statement D sets forth accumulated depreciation, depletion and amortization from 20 

Account 108, Account 111, and Account 115 as of September 30, 2003.  These 21 

totals are incorporated in Statement B to determine total rate base for the 22 

Manchester Street and Brayton Point facilities. 23 
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Q. Please explain Statement E and Schedule E-2.  1 

A. Statement E reflects the components of working capital shown in Statement B as 2 

part of the rate base.  Schedule E-2 shows Algonquin’s 13 monthly balances, from 3 

September 1, 2002 through September 30, 2003 for materials and supplies 4 

(Account 154) and pre-payments (Account 165), allocated to the Manchester 5 

Street and Brayton Point facilities.  The average of these 13 monthly balances is 6 

$71,804 for the Manchester Street facilities and $18,267 for the Brayton Point 7 

facilities.  The working capital does not include a separate allowance for cash 8 

working capital.  Algonquin allocated the system-wide monthly balances to the 9 

AFT-1(X-38) and AFT-CL(X-37) services using the same plant ratios used to 10 

allocate O&M and A&G expenses as shown above.  11 

Q. Please explain Statement F-1.  12 

A. Statement F-1 explains that Algonquin is proposing a return on equity of 16% for 13 

the AFT-1(X38) and AFT-CL(X-37) services.  This rate of return is endorsed by 14 

Mr. Richard J. Kruse, Exhibit No. ___(RJK-1), and Professor Williamson, Exhibit 15 

No. ___(JPW-1), in light of the risks associated with the recovery of costs of 16 

service for these facilities.   17 

Q. Please explain Statement F-2.  18 

A. Statement F-2 shows the detail of Algonquin's capital structure, the debt and 19 

equity costs and the resulting overall rate of return.  Algonquin is using its actual 20 

capital structure, as of September 30, 2003, of 46.49% long-term debt and 53.51% 21 

equity, which was provided to me by Ms. Harrington.  As shown on Statement 22 
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F-2, Algonquin is using a cost of debt of 5.71% which is Algonquin's actual cost 1 

of long-term debt capital as of September 30, 2003.   2 

Q. Please explain Statement F-3.  3 

A. Statement F-3 sets out Algonquin's cost of long-term debt capital.  The sources of 4 

debt are shown, along with the calculation of the weighted average 5.71% debt 5 

cost.   6 

Q. Please explain Statement H-1.  7 

A. Statement H-1 shows by FERC account Algonquin's transmission O&M and 8 

A&G expenses assigned to the AFT-1(X-38) and AFT-CL(X-37) services.  9 

Algonquin has developed these transmission O&M and A&G expenses by first 10 

removing gas costs and ACA and GRI expenses from its per book numbers and 11 

then multiplying the netted twelve months of actual expenses ending September 12 

30, 2003 by the same plant ratios used to allocate O&M and A&G expenses 13 

above.  The resulting allocated transmission O&M and A&G expenses were 14 

$2,696,881 and $686,084 for the AFT-1(X-38) and AFT-CL(X-37) services, 15 

respectively.  16 

Q. Has Algonquin made any changes in or adjustments to the book values in the 17 

accounts other than applying the percentage attributable to the Manchester Street 18 

and Brayton Point facilities? 19 

A. As noted above, Algonquin has deducted from the total Algonquin transmission 20 

O&M and A&G expenses gas costs subject to recovery in its FRQ, as well as 21 

ACA and GRI amounts.  Since ACA and GRI are surcharges added to customers' 22 

bills, reflecting these charges in the total transmission O&M and A&G expenses 23 
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would lead to double recovery.  Other than the removal of these items, no 1 

adjustments to the book transmission O&M and A&G expenses were made. 2 

Q. Please explain why only transmission O&M and A&G expenses were reflected on 3 

Statement H-1. 4 

A. O&M expenses other than transmission O&M and A&G were considered to be 5 

inapplicable to the Manchester Street and Brayton Point facilities.  For instance, 6 

no storage-related line items are included in this statement because there are no 7 

storage facilities associated with the AFT-1(X-38) or AFT-CL(X-37) services on 8 

Algonquin's system.  Thus, Statement H-1 includes only transmission O&M and 9 

A&G expenses.   10 

Q. Please explain Statement H-2.  11 

A. Statement H-2 shows the depreciation, depletion and amortization expense 12 

allocated to the AFT-1(X-38) and AFT-CL(X-37) services.  The depreciation rate 13 

for AFT-1(X-38) service is the Commission-approved system rate of 1.81%.  14 

Algonquin Gas Transmission Co., 95 FERC ¶ 61,077, at p. 61,229 (2001).  The 15 

depreciation rate for the AFT-CL(X-37) service is the Commission-approved 16 

depreciation rate of 4.00%.  These depreciation rates were applied to the 17 

September 30, 2003 depreciable gas plant in-service balances to derive the 18 

depreciation expense for the two projects.  Algonquin Gas Transmission Co., 87 19 

FERC ¶ 61,008 (1999). 20 

Q. What is reflected in Statement H-3?  21 

A. Statement H-3 shows the computation of $256,740 and $1,554,783 in state and 22 

federal income taxes, respectively, for the Manchester Street facilities, and 23 
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$35,826 and $216,957 in state and federal income taxes, respectively, for the 1 

Brayton Point facilities, for the 12-month period ending September 30, 2003.  2 

Based on the composite state income tax rate developed on Statement H-3(1), 3 

Algonquin has calculated state income taxes on Line 10 by multiplying the 4 

applicable taxable income by the composite state income tax rate of 5.46374%.  5 

Algonquin has calculated the federal income taxes on Line 11 by multiplying the 6 

applicable taxable income by the federal income tax rate of 35%.   7 

Q. What is reflected in Statement H-4? 8 

A. Statement H-4 shows the property taxes by state assigned to the Manchester Street 9 

and Brayton Point facilities.  These amounts were allocated using the actual tax 10 

payments for those states during the twelve month period ending September 30, 11 

2003.  Statement H-4(1) calculates the payroll taxes for the Manchester Street and 12 

Brayton Point facilities for the twelve month period ending September 30, 2003, 13 

using the allocation ratios of plant costs for the respective facilities to the total 14 

Algonquin plant.  Applying the same plant allocation ratios of 6.25% for the 15 

Manchester Street facilities and 1.59% for the Brayton Point facilities to the total 16 

payroll taxes, Algonquin has allocated $51,580 and $13,122 of payroll taxes to 17 

the AFT-1(X-38) and AFT-CL(X-37) services, respectively.  18 

Q. Please explain the rate design for firm services used by Algonquin in this 19 

proceeding.  20 

A. Algonquin has developed one-part volumetric rates for the firm AFT-1(X-38) and 21 

AFT-CL(X-37) services in this proceeding.  To determine these rates, Algonquin 22 

has divided the cost of service, as reflected on Statement A, by annual volume 23 
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determinants projected using the average annual load factor over the past five 1 

years, as described below. 2 

Statement J shows the computation of the proposed firm rate for AFT-3 

1(X-38) service by dividing the AFT-1(X-38) cost of service by the annual 4 

volume determinants equal to a 45% average annual load factor.  The proposed 5 

firm rate for AFT-CL(X-37) is calculated by dividing the AFT-CL(X-37) cost of 6 

service by the annual volume determinants equal to a 5% average annual load 7 

factor.   8 

Q. Please explain how you established the level of annual volume determinants used 9 

to design the AFT-1(X-38) and AFT-CL(X-37) rates for firm services.  10 

A. In establishing the level of determinants for firm services, Algonquin had to 11 

determine the appropriate balance between (i) a rate design that will recover its 12 

cost of service associated with the Manchester Street and Brayton Point facilities, 13 

and (ii) the realities of the marketplace.  As a result, Algonquin is undertaking 14 

significant risk with respect to the selected annual volume determinants.   15 

As more fully explained by Mr. Kruse, whether Algonquin recovers its 16 

costs of service pursuant to the rates proposed in this filing will depend on how 17 

the Manchester Street and Brayton Point facilities are used in the future.  18 

Algonquin currently has no firm contracts for service on those facilities and it is 19 

not evident what shippers will use these facilities.  USGen has indicated in the 20 

bankruptcy proceeding that it no longer will require firm transportation contracts 21 

on Algonquin.  Consequently, as Mr. Kruse indicates, the risk that Algonquin will 22 

not be able to sell this capacity on a firm basis is extremely significant, 23 
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particularly with respect to the Brayton Plant facilities that extend only to the 1 

Brayton Point generating facility.   2 

As a review of recent annual load factors at these facilities demonstrates, 3 

the quantities of natural gas transported on the Manchester Street and Brayton 4 

Point facilities have been declining.  The actual load factor for the 12-month 5 

period ending September 30, 2003 for the Manchester Street facilities was only 6 

30.1% as shown on page 2 of Statement J.  Similarly, as shown on page 4 of 7 

Statement J, the actual load factor for the 12-month period ending September 30, 8 

2003, for the Brayton Point facilities was only 1.0%.  9 

While Algonquin has attempted to design a rate that will provide at least 10 

an opportunity to recover some of its costs of service on the incremental facilities 11 

from the appropriate shippers, it is unlikely that these rates will recover all of its 12 

costs of service.  Algonquin has used the five-year average of actual annual load 13 

factors for the Manchester Street and Brayton Point facilities to design the 14 

AFT-1(X-38) and AFT-CL(X-37) rates.  The five year average annual load 15 

factors for the Manchester Street and Brayton Point facilities are 46.2% and 4.0%, 16 

respectively, and Algonquin has utilized annual volume determinants of 45% and 17 

5% in developing the AFT-1(X-38) and AFT-CL(X-37) rates, respectively.  In 18 

view of the fact that more recent deliveries on the Manchester Street and Brayton 19 

Point facilities have been materially below these levels and that Algonquin now 20 

has no firm contracts on those facilities, it is a virtual certainty that these design 21 

determinants will not be achieved.  Algonquin could have justified rates 22 
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materially above those requested, but the realities of the marketplace make it very 1 

unlikely that such rates could actually be collected. 2 

Q. How did you determine the interruptible rates for these facilities under Rate 3 

Schedule AIT-2?  4 

A. As required by the Commission's November 7 Order, and consistent with 5 

Commission policy and precedent, Algonquin has designed interruptible rates for 6 

the AIT-2(X-38) and AIT-2(X-37) services equal to the 100 percent load factor 7 

rates of the firm AFT-1(X-38) and AFT-2(X-37) rates, respectively.   8 

Q. What is the Commission's policy with respect to load factors and calculation of 9 

the interruptible rate? 10 

A. Generally, the Commission provides that interruptible rates should be designed in 11 

such a manner that the total rate that an interruptible shipper would pay for 12 

service during a month should equal, on a per unit basis, the total amount paid by 13 

a firm shipper who contracted for that same quantity in a month, when that firm 14 

shipper takes 100% of its contractual quantities during the month.  As a result of 15 

using a one-part volumetric rate for firm services with the firm customer paying 16 

on a per-unit basis, the necessary result is that the 100% load factor rate for 17 

interruptible service equals the same rate as the firm rate design produces.  By 18 

way of example, the total amount paid by an interruptible shipper taking 100 units 19 

per month at a rate of $0.6138 per Dth would equal $61.38.  Likewise, the total 20 

amount paid by a firm shipper taking 100 units per month under its firm contract 21 

at a volumetric rate of $0.6138 per Dth would equal $61.38.  As reflected above, 22 

the total amount paid in both circumstances is the same. 23 
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Q. Does Algonquin's rate structure comply with this Commission principle with 1 

respect to interruptible rates? 2 

A. Yes.  As noted above, Algonquin's interruptible rates are equal to the 100% load 3 

factor rates of the corresponding firm rates for service on the Manchester Street 4 

and Brayton Point facilities.  As shown on Statement J, the AIT-2(X-38) rate of 5 

$0.6138 is the 100% load factor rate of the firm AFT-1(X-38) rate.  The AIT-2(X-6 

37) rate of $1.0105 is the 100% load factor rate of the AFT-CL(X-37) rate.   7 

Q. Does this conclude your prepared direct testimony?  8 

A. Yes. 9 

 10 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

 § 
Algonquin Gas Transmission Company §  Docket No. RP04-24 
 § 
 

PREPARED DIRECT TESTIMONY OF 
SABRA L. HARRINGTON 

 

 

Q. Please state your name and business address. 1 

A. My name is Sabra L. Harrington.  My business address is 5400 Westheimer 2 

Court, Houston, TX 77056-5310. 3 

Q. By whom are you employed and in what capacity? 4 

A. I am the Vice President and Controller for Algonquin Gas Transmission Company 5 

(“Algonquin”), which is a subsidiary of Duke Energy Gas Transmission 6 

Corporation (“DEGT”).  In that capacity, I oversee the preparation and 7 

maintenance of the books and records of Algonquin. 8 

Q. Please briefly summarize your education and professional background.  9 

A. I graduated with honors from Stephen F. Austin State University, earning a 10 

bachelor of business administration degree in accounting and am a certified public 11 

accountant.  After college, I worked for Arthur Andersen for 4 years as an auditor 12 

and then took a position at DEGT, where I am currently employed.  In my 15 13 

years with DEGT, I have held a number of accounting positions of increasing 14 

responsibility in the controller's department, gaining a vast amount of experience 15 

working with the company's pipeline systems and corporate reporting areas.  16 

These positions have included Manager of Public Reports (Corporate), Manager 17 

of Gas Accounting and Revenue Billing (MidWest Pipelines), and Director of 18 
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Accounting (Northeast Pipelines).  I was the controller for DEGT's pipelines in 1 

the U.S. immediately prior to my current position as Vice President and 2 

Controller of DEGT.   3 

Q. Were Algonquin's books and records for the base period in this proceeding 4 

prepared under your supervision and direction? 5 

A. Yes. 6 

Q. Can you please verify for the record that the cost statements, supporting data, and 7 

workpapers in the statements and schedules filed in this proceeding that purport to 8 

reflect the books of Algonquin do, in fact, set forth the results shown by such 9 

books? 10 

A. The cost statements, supporting data, and workpapers set forth in the statements 11 

and schedules filed in this proceeding do in fact reflect and set forth the results 12 

shown by the books of Algonquin as of September 30, 2003, except as 13 

specifically noted in the testimony of Gregg McBride. 14 

Q. Does this conclude your prepared direct testimony? 15 

A. Yes, it does. 16 

 17 
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 § 

PREPARED DIRECT TESTIMONY OF 
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1 

Q. Please state your name and business address. 1 

A. My name is J. Peter Williamson.  My business address is 89 Main Street, West 2 

Lebanon, New Hampshire  03784, and P.O. Box 5160, Hanover, New Hampshire  3 

03755. 4 

Q. What is your occupation?  5 

A. I am the Laurence F. Whittemore Professor of Finance Emeritus at the Amos Tuck 6 

School of Business Administration, Dartmouth College.  I have retired from 7 

teaching and continue to act as a consultant to various organizations, both 8 

business and nonprofit institutions, on matters pertaining to corporate finance and 9 

investments.  I have testified in numerous proceedings before the Federal Energy 10 

Regulatory Commission and other regulatory agencies regarding cost of equity, 11 

capital structure and other financial matters.  My education and qualifications are 12 

set out in some detail in my Exhibit No. __(JPW-2). 13 

Q. What is the purpose of your direct testimony in this case? 14 

A. This case concerns the appropriate charges for recovery of costs associated with 15 

certain pipeline facilities known as the Manchester Street and Brayton Point 16 

facilities.  Algonquin Gas Transmission Company ("Algonquin") had constructed 17 

these facilities to provide firm transportation service to electric generation plants 18 

now owned by USGen New England, Inc. ("USGen").  Algonquin’s filing 19 
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initiating this proceeding was necessitated by the rejection of the pre-existing firm 1 

transportation contracts by USGen, which has declared bankruptcy.  I have been 2 

asked to verify the capital structure, the cost of long-term debt, and the cost of 3 

common equity appropriate for use in determining the revised rates for the 4 

Manchester Street and Brayton Point facilities. 5 

Summary 6 

Q. Please summarize your verification of the capital structure that should be used for 7 

Algonquin. 8 

A. For purposes of this proceeding, Algonquin is using its own capital structure, as of 9 

September 30, 2003, of 53.51% equity and 46.49% debt.  Algonquin does its own 10 

debt financing, without guarantees from its parent.  The 53.51% equity ratio is 11 

well within the range of equity percentages allowed by the Commission in prior 12 

cases, and therefore is consistent with the Commission's guidelines for capital 13 

structure set out in Opinion No. 414-A.  Transcontinental Gas Pipe Line Corp., 14 

84 FERC ¶ 61,084 (1998).  As such, this capital structure is reasonable. 15 

Q. Please summarize your verification of the cost of long-term debt for Algonquin. 16 

A. Algonquin proposes to use the actual cost of its outstanding debt of 5.71% as its 17 

cost of debt in this proceeding.  18 

Q. Please summarize your verification of the cost of equity for Algonquin. 19 

A. Algonquin proposes to use 16% as its cost of equity in this proceeding.  It is 20 

impossible to establish directly the cost of equity for Algonquin because 21 

Algonquin has no equity securities that are publicly traded.  Algonquin is 22 

indirectly 100% owned by Duke Energy Corporation.  My overall approach to 23 

verification of the proposed cost of equity was to determine the required return on 24 
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common equity for a set of publicly traded proxy companies and to adjust this cost 1 

of equity to reflect the risk for Algonquin.  In determining the cost of common 2 

equity for these proxy companies, I relied on the Discounted Cash Flow ("DCF") 3 

method. 4 

Q. Please describe your use of the DCF method. 5 

A. I applied the DCF method to five publicly traded proxy pipeline companies:  6 

Enterprise Products Partners L.P. ("Enterprise"), GulfTerra Energy Partners, L.P. 7 

(formerly El Paso Energy Partners, L.P.) ("GulfTerra"), Kinder Morgan Energy 8 

Partners, L.P. ("KMEP"), Kinder Morgan, Inc. ("KMI"), and Northern Border 9 

Partners, L.P. ("Northern Border").  I shall explain my choice of these five 10 

companies later in this testimony. 11 

Q. Using your set of five proxy companies, how did you proceed? 12 

A. I determined the dividend yields for the proxy companies, as the DCF model 13 

requires.  Then I turned to forward-looking estimates of growth.  I made use of 14 

analysts' earnings growth projections reported by I/B/E/S International, Inc. 15 

("IBES").  I believe that the combination of dividend yields and IBES-reported 16 

earnings growth forecasts is the most reliable measure of the cost of common 17 

equity for use in the DCF model.  However, the Commission has decided in recent 18 

years to make use of a combination of forecasts of earnings growth from IBES 19 

and forecasts of Gross Domestic Product ("GDP") growth from three (now two) 20 

different sources, in combination with dividend yields.  The Commission’s most 21 

recent statement of its policy is set out in Opinion No. 414-A, Transcontinental 22 

Gas Pipe Line Corp., 84 FERC ¶ 61,084 (1998).  I therefore applied the 23 

Commission’s methodology. 24 
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Q. What were your conclusions from application of the DCF method to the proxy 1 

companies? 2 

A. Making use of the set of five proxy pipeline companies, the GDP growth forecasts 3 

of the Energy Information Administration ("EIA") and Global Insight, the IBES-4 

reported earnings growth forecasts, and the Commission's DCF methodology, I 5 

found the mean and median to be 15.25%. 6 

Q. In the past, the Commission has used El Paso Corp. ("El Paso") and The Williams 7 

Companies, Inc. ("Williams") as proxy companies in gas pipeline rate 8 

proceedings.  Why did you not include those two companies? 9 

A. I believe the inclusion of El Paso and Williams to be inappropriate at the present 10 

time.  Briefly, both companies have encountered serious difficulties with their 11 

energy trading operations, and have drastically reduced their dividends.  As a 12 

result, I do not believe that the two companies continue to be suitable for 13 

inclusion in a DCF analysis, which is designed for companies with significant 14 

dividends.  Further, since their stock prices and dividend distributions have 15 

plunged for reasons that I understand have little to do with pipeline operations, 16 

neither company at present is a useful representative of the gas pipeline industry.  17 

Q. What is your final conclusion with respect to the cost of equity for gas pipelines 18 

and for Algonquin? 19 

A. I believe that, on the basis of the analysis of five proxy pipeline companies, the 20 

cost of equity for gas pipelines is about 15.25%.  The cost of equity for the 21 

Manchester Street and Brayton Point facilities is determined by an upward 22 

adjustment to the required return on equity for the set of proxy companies to 23 
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reflect additional risks associated with the recovery of the costs of the Manchester 1 

Street and Brayton Point facilities. 2 

Algonquin's Capital Structure 3 

Q. You have said that Algonquin's actual capital structure of 53.51% equity and 4 

46.49% debt is a reasonable one.  What is the basis for your conclusion? 5 

A. The Commission has made clear in decisions beginning with Opinion No. 414-A 6 

that a test of reasonableness is a comparison of the company's equity ratio to 7 

equity ratios accepted by the Commission in past cases.  For example, in Williams 8 

Natural Gas Co., the Commission confirmed its acceptance of Williams' 64.29% 9 

equity ratio as "not anomalous when compared to other equity ratios approved by 10 

the Commission."  86 FERC ¶ 61,232, at p. 61,856 (1999)  The language of the 11 

Williams decision was quoted in Northwest Pipeline Corp., 92 FERC ¶ 61,287, at 12 

p. 62,005 (2000), as well as in Transcontinental Gas Pipe Line, 90 FERC 13 

¶ 61,279, at p. 61,936 (2000).  The importance of comparisons to capital 14 

structures approved by the Commission for gas pipeline companies was 15 

emphasized in Opinion No. 414-B, Transcontinental Gas Pipe Line Corp., 16 

85 FERC ¶ 61,323, at p. 62,265 (1998).  I show in my Exhibit No. __(JPW-5) a 17 

table of equity ratios approved in nine recent FERC decisions, ranging from a low 18 

of 55% to a high of 68.9% equity. 19 

Algonquin's Cost of Long-Term Debt 20 

Q. On what is Algonquin's proposed cost of long-term debt of 5.71% based? 21 

A. Algonquin's proposed cost of long-term debt is based on its actual cost of 22 

outstanding debt as of September 30, 2003, as noted in Statement F-1 of 23 

Algonquin's November 26 compliance filing in this proceeding.  24 



EXHIBIT NO. ___(JPW-1) 

 6

DCF Method for Cost of Equity 1 

Q. Please explain the DCF method for determining the cost of equity. 2 

A. The origin of the DCF method can be found in the work of John Burr Williams, 3 

published in 1938 and entitled The Theory of Investment Value.  Williams said the 4 

value of a share of stock is the discounted present worth of all the dividends to be 5 

received on that share.  The equation he set out is: 6 

  Share Value = Div1/(1+i) + Div2/(1+i)2 + Div3/(1+i)3 + . . . 7 

 where Div1 is the dividend to be received next year; Div2 is the dividend to be 8 

received in the following year, and so on until the dividends cease.  (The Theory 9 

of Investment Value, pp. 55- 56.)  The denominator in each term in the right hand 10 

side of the equation is a discount factor and i is (in Williams' words) the "interest 11 

rate sought by the investor."  He went on to point out that if dividends are 12 

expected to grow at a constant rate g, then Div2 = Div1(1+g) and so on, and Div1= 13 

Div0(1+g), where Div0 is the dividend in the year just past.  (The Theory of 14 

Investment Value, pp. 87-88.)  Further, if we assume that the stream of dividends 15 

is infinite then the equation above becomes:   16 

   Share Value = Div0(1+g)/(i-g) 17 

Williams also considered cases in which dividends are not expected to 18 

grow at a uniform rate and produced somewhat more complicated equations 19 

incorporating changes in the rate of growth. 20 

Q. Is it the Williams equation you used in your determination of the cost of common 21 

equity for Algonquin? 22 
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A. I used the equation in a different form.  Williams was concerned with determining 1 

the value of a share of stock.  His starting point was the investor's desired rate of 2 

return. 3 

Professors M. J. Gordon and E. Shapiro turned the Williams equation 4 

around to the form generally recognized as the DCF equation for the cost of 5 

common equity.  In an article published in 1956, Gordon and Shapiro pointed out 6 

that if we start with a figure for the value in the Williams equation we can 7 

calculate the investor's desired rate of return.  ("Capital Equipment Analysis:  The 8 

Required Rate of Profit," 3 Management Science 102, October 1956.)  If the 9 

market price is used for value, then the equation will give us the rate of return 10 

required by the market. 11 

The Gordon and Shapiro version of Williams' constant growth equation is: 12 

   Share Price P0 = Div0/(k-g) 13 

   so that   k = Div0/P0 + g 14 

where k is the rate of return required by the market (not necessarily by any 15 

particular investor), Div0 is the dividend in the year just ended and P0 is the price 16 

at the point in time when k is determined. 17 

Q. Did you use the equation above in your determination of the cost of common 18 

equity for Algonquin? 19 

A. Not quite.  There is a small difference between the Gordon and Shapiro equation: 20 

   k = Div0/P0 + g 21 

and the Williams equation, which can be rewritten as: 22 

   k = Div1/P0 + g 23 

     = Div0(1+g)/P0 + g 24 
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The difference is due to Williams' assumption that dividends are paid once a year 1 

at the year end, while Gordon and Shapiro assumed that they are paid 2 

continuously.  Neither assumption is quite correct, and the Commission has 3 

expressed a preference for a third formulation: 4 

   k =  (1+.5g)y + g 5 

  where k = market required rate of return; 6 

  y = Div0/P0 = current dividend yield (current annual dividend 7 

divided by current market price); 8 

   g = dividend growth rate; 9 

and (1 + .5g) = dividend adjustment factor for quarterly dividend payments. 10 

I have used the FERC formula above, and applied it to the proxy companies. 11 

Q. In Enbridge Pipelines (KPC), the Commission appears to have stated that the 12 

adjustment factor (1+.5g) for quarterly dividend payments is not permissible.  100 13 

FERC ¶ 61,260, at p. 61,967 (2002).  Is your adjustment then incorrect? 14 

A. I believe there is some confusion in the Enbridge decision.  The Commission 15 

Staff dealt with the adjustment in a different way in that proceeding, a way which 16 

leads to exactly the same result as the adjustment I have described, and seems to 17 

have been acceptable to the Commission. 18 

Q. Please describe the Staff method of adjusting the dividend yield. 19 

A. In Opinion No. 414-A, the Commission relied on Staff testimony that averaged 20 

the "continuous" dividend yield with the "discrete" dividend yield.  The 21 

continuous yield is the ratio Div0/P0, from the Gordon and Shapiro formula above.  22 

(See Exhibit No. S-20, p. __, in Docket Nos. RP95-197 and RP96-44.)  The 23 
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discrete yield is calculated as (Div0/P0) x (1+g), from the Williams equation 1 

above.  Averaging the two leads to the same result as (Div0/P0) x (1+.5g).   2 

In the Enbridge case, the Staff witness actually set out the formula using 3 

the adjustment factor (1+.5g) (see Exhibit No. S-20, p. 13), but used the 4 

continuous and discrete yields to determine his cost of equity for each proxy 5 

company (see Exhibit No. S-20, p. 2).   6 

To make the calculation quite clear, I shall use both the adjustment I have 7 

described and Staff’s adjustment in my exhibits, to show that they are equivalent. 8 

The Use of Proxy Companies 9 

Q. Please explain the use of proxy companies for the application of the DCF model. 10 

A. The "market based" DCF model can only be applied to companies for which the 11 

common stock is publicly traded.  Almost all of the natural gas pipeline 12 

companies that are regulated by the FERC are to my knowledge not themselves 13 

publicly traded.  They are subsidiaries of diversified natural gas companies that 14 

are publicly traded.  It has been the practice of the FERC to apply the DCF model 15 

not to regulated natural gas pipelines directly, but to a set of proxy companies that 16 

are publicly traded and are what the Value Line, Inc. ("Value Line") calls 17 

"diversified natural gas companies." 18 

Q. How did you choose your particular set of proxy pipeline companies? 19 

A. I first considered the publicly traded companies that I have used in recent 20 

testimony and that the Commission has used in decisions involving gas pipelines, 21 

including Opinion No. 414-A.  The six proxy companies used in Opinion 22 

No. 414-A were Coastal Corporation ("Coastal"), El Paso Energy Corporation, 23 

now El Paso Corporation, Enron Corp. ("Enron"), Panhandle Energy 24 
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("Panhandle"), Sonat Inc. ("Sonat"), and Williams.  Since that time Coastal, 1 

Panhandle and Sonat have ceased to be publicly-traded.  Enron is bankrupt, and 2 

the only remaining companies are El Paso and Williams.  Both of those 3 

companies have encountered serious problems (unrelated, I believe, to the 4 

operations of their pipelines) that make them inappropriate as proxy companies.   5 

Q. Please explain more fully why El Paso and Williams are no longer appropriate 6 

choices as proxy companies. 7 

A. The stock price of El Paso has dropped from a high of $47 per share in May 2002 8 

to about $6 currently, I believe, largely because of problems with its trading 9 

activities and lack of liquidity.  El Paso's annual dividend has been cut to $0.16 10 

per share from $0.872 per share, making doubtful the suitability of a DCF 11 

analysis, which depends on dividends.  In its March 2003 report, Value Line 12 

described the company as "a speculative long-term holding," and in its June 2003 13 

report continued to use the term "speculative" in describing El Paso.  As a result, a 14 

DCF analysis applied to El Paso is not a measure of the current cost of equity to a 15 

gas pipeline.   16 

Similarly, the stock price of Williams dropped precipitously from about 17 

$24 per share to about $1 per share, and has recovered to only about $9, again in 18 

part because of trading activities and liquidity problems.  In addition, Williams 19 

reduced its annual dividend from $0.80 per share to $0.04 per share.  In effect, 20 

Williams came almost as close as possible to ceasing dividends without quite 21 

doing so.  One cent per share per quarter is, I believe, close to the minimum 22 

dividend a company could pay and still claim not to have suspended its dividends 23 

altogether.  This makes Williams almost a non-dividend-paying company, and the 24 
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DCF methodology was not intended for application to a company that does not 1 

pay dividends. 2 

Neither company is representative of the gas pipeline industry at the 3 

present time and neither should be used in a DCF analysis to determine the cost of 4 

equity for gas pipelines. 5 

Q. Please continue with your description of your proxy companies. 6 

A. I have replaced the now unusable group with Enterprise, GulfTerra, KMEP, KMI, 7 

and Northern Border.  Enterprise owns participating interests in several gas 8 

pipelines.  GulfTerra is the former El Paso Energy Partners, L.P., a publicly traded 9 

partnership with its units listed on the New York Stock Exchange.  It has both gas 10 

and oil operations, with the gas operations predominant.  KMEP has been known 11 

as primarily an oil pipeline company for many years, but has diversified 12 

substantially into gas pipelines.  KMI, which until October 1999 was known as 13 

KN Energy, Inc., is a major natural gas pipeline company.  Northern Border is a 14 

publicly traded partnership with its units listed on the New York Stock Exchange.  15 

It is mainly engaged in the operation of several FERC-regulated gas pipeline 16 

systems, including interests in Northern Border Pipeline, Midwestern, and Viking. 17 

Q. Have you prepared an exhibit showing the contributions of the various segments 18 

of each of your proxy companies to the company's income? 19 

A. Yes.  In Exhibit No. __(JPW-3), I show the contributions to a measure of the 20 

company income from the various segments of each proxy pipeline company.  The 21 

income measure varies from company to company and is the one used by the 22 

company in its segment analysis.   23 

Q. What conclusions do you draw from Exhibit No. __(JPW-3)? 24 
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A. It is clear from the exhibit that gas pipelines and storage are the major contributors 1 

to income for GulfTerra, KMI, and Northern Border.   2 

Enterprise is heavily engaged in both gas and oil pipelines.  It is difficult to 3 

determine the relative contributions of each from data in the company's annual 4 

reports.  Enterprise owns 100% of Cypress and Acadian gas pipelines, 50% of 5 

Stingray, and smaller percentages of five other gas pipelines. 6 

KMEP has for some years been used in rate cases as an oil pipeline proxy 7 

company, but the company has also been acquiring major gas pipelines, including 8 

Trailblazer.  I conclude that KMEP is an appropriate proxy in both gas and oil 9 

pipeline rate cases.   10 

Q. Is it true that four of your five proxy companies – Enterprise, GulfTerra, KMEP 11 

and Northern Border – are publicly traded master limited partnerships ("MLPs")? 12 

A. Yes. 13 

Q. Is there any reason for the Commission to reject the inclusion of MLPs in your set 14 

of proxy companies? 15 

A. I believe not.  While Algonquin is a corporation rather than a limited partnership, 16 

I believe it is significant that the Commission has relied in its most recent oil 17 

pipeline rate case decision exclusively on MLPs as proxy companies.  Mobil Oil 18 

Corp. v. SFPP, L.P., Opinion No. 435, 86 FERC ¶ 61,022 (1999).  I do not 19 

believe that in any of its pipeline decisions the Commission has referred to 20 

differences between MLPs and corporations as a reason for disqualifying either of 21 

them for use as proxy companies.  In Opinion No. 435, the Commission Staff 22 

recommended the use of both incorporated pipeline companies and MLPs as 23 

proxies in the same oil pipeline case, without drawing any distinction between the 24 
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incorporated form and the limited partnership form.  Mobil Oil Corp. v. SFPP, 1 

L.P., Opinion No. 435, 86 FERC ¶ 61,022 (1999). 2 

Criteria to be Satisfied for the DCF Method 3 

Q. What criteria are to be used for the determination of the cost of common equity? 4 

A. The Supreme Court has established the criteria in Bluefield Water Works v. PSC, 5 

262 U.S. 679, 692-93 (1923), and FPC v. Hope Natural Gas Co., 320 U.S. 591, 6 

605 (1944).  The utility must be allowed a rate of return commensurate with 7 

returns on investments in other enterprises having corresponding risks, one that 8 

assures confidence in the utility's financial integrity and one that maintains its 9 

credit and enables it to attract capital. 10 

Q. Do these criteria require a methodology that is based on measurement of actual 11 

investor expectations? 12 

A. Yes.  The regulated utility must be able to attract investment capital in a free and 13 

competitive capital market.  It must offer investors the prospect of a competitive 14 

rate of return, and its allowed rate of return must therefore reflect investor 15 

expectations. 16 

Market Based DCF Model  17 

Q. The DCF model that you have set out in your testimony is: 18 

k =  (1+.5g)y + g 19 

What is the basis for stating that the DCF model that you have described is 20 

"market based"? 21 

A. The element y in the formula is the dividend yield actually available in the market 22 

place for a particular stock.  It is, as I have stated above, the dividend per share, a 23 

known quantity for any particular stock, divided by the quoted market price of a 24 



EXHIBIT NO. ___(JPW-1) 

 14

share of stock, a known number and one established in a free market where shares 1 

are traded frequently.  There is rarely any significant dispute over the value of y to 2 

be used in the DCF model in any particular case. 3 

For the value of g to be market based, it must reflect the growth rate 4 

expected by the investment community for the particular company. 5 

Dividend Yield (y) 6 

Q. How did you determine the dividend yield for each of your proxy companies? 7 

A. I averaged the high and low prices for each company over the most recent six 8 

months, and divided the average price into the annualized dividend to arrive at a 9 

yield for each company.  The prices, dividends, and yields are shown in Exhibit 10 

No. __(JPW-4). 11 

Q. Does the Commission generally favor the use of six-month averages to compute 12 

yields for use in the DCF model? 13 

A. Yes.  This was the conclusion in Boston Edison Co., Opinion No. 299, 42 FERC 14 

¶ 61,374 (1988) and Blue Ridge Power Agency, et al., 55 FERC ¶ 61,509 (1991). 15 

Investor Expected Growth (g) 16 

Q. Is the determination of the value of g as straightforward as the determination of y? 17 

A. No. There are practical difficulties in determining the market based growth rate g.  18 

First, not all investors may have the same growth expectation.  Second, growth 19 

expectations may vary depending upon the length of the future period for which 20 

the growth rate is to apply, and there is no entirely objective way to determine the 21 

correct period for the market based growth rate to be used in the DCF method.  In 22 

theory, the model I have described calls for a growth rate "to infinity."  But as a 23 

practical matter, investors are not interested in expected growth to infinity.  There 24 
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is evidence that investors generally have little use for growth forecasts that purport 1 

to go beyond about five years, because such forecasts are believed unlikely to be 2 

reliable.   3 

There are different sources of values for g.  At one time witnesses in rate 4 

cases made extensive use of historical growth rates as predictors of future growth 5 

rates.  Subsequently, published growth forecasts prepared by professional security 6 

analysts began to be available.  These forecasts presumably incorporate all that 7 

can be learned from history plus the expertise of the analysts in judging the future 8 

for a particular company.  Different analysts, of course, provide different 9 

forecasts, but there is generally a range of agreement. 10 

Q. How, in your judgment, should the growth rate g be determined for use in the 11 

DCF equation? 12 

A. First, it is important to note that the growth rate g is the growth rate expected by 13 

the market, that is, by investors as a whole.  It is not necessarily a correct growth 14 

forecast; the market may be wrong.  But the cost of common equity to a regulated 15 

enterprise depends upon what the market expects, not upon what is actually going 16 

to happen. 17 

Since the DCF method requires the use of growth rates expected by 18 

investors, it is important to use the best evidence of the growth rates actually 19 

expected by the investment community.  There is a body of empirical evidence 20 

showing that the most reliable measure of investor-expected growth rates for use 21 

in the DCF model is the set of growth forecasts published by professional security 22 

analysts. 23 
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IBES Growth Forecasts 1 

Q. Please explain how you made use of IBES-reported growth forecasts. 2 

A. IBES is a service sold by subscription.  The FERC is one of the subscribers.  IBES 3 

regularly collects five year earnings growth forecasts from about 2,400 security 4 

analysts for about 5,000 companies.  The forecasts are tabulated and distributed 5 

monthly to subscribers.  I made use of the earnings growth forecasts published on 6 

September 18, 2003, for my chosen proxy companies. 7 

Q. Are the earnings growth forecasts reported by IBES strictly five-year forecasts? 8 

A. IBES identifies them as "long-term growth" forecasts, although they are based on 9 

five year projections.  So far as investors are concerned, I believe that a five-year 10 

forecast is regarded as "long-term." 11 

Use of the Commission's Two-Stage Growth Model 12 

Q. Please explain the Commission's two-stage growth DCF model. 13 

A. The Commission appears to have been troubled in recent years by the question 14 

whether published growth forecasts satisfy the assumption of the DCF model that 15 

the value of g is the investor expectation for a long enough period to justify the 16 

model's use.  As I have noted, in theory the model requires a growth expectation 17 

"to infinity."  As a practical matter, there are no published forecasts of corporate 18 

earnings growth that purport to go beyond about five years. 19 

The model the Commission has turned to is a two-stage growth model, 20 

making use of the IBES-reported earnings growth forecasts that I have discussed 21 

and also of the average of forecasts of long-term growth in GDP derived from 22 

three sources.  Until 2001, the sources were the EIA, DRI/McGraw Hill, Inc. 23 

("DRI"), and The WEFA Group ("WEFA"), the latter two of which are economic 24 
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forecasting organizations.  In 2001, DRI and WEFA combined to form Global 1 

Insight and now produce a single forecast.  In Opinion No. 414-A, the 2 

Commission decided to give the short-term (IBES-reported) growth forecast a 3 

weight of two-thirds and the long-term (GDP) forecast a weight of one-third, 4 

because "long-term projections are inherently more difficult to make, and thus less 5 

reliable, than short-term projections."  Opinion No. 414-A, 84 FERC at p. 61,423. 6 

Q. In your judgment, does the Commission's two-stage model accurately reflect the 7 

process by which investors make the decision to buy or sell shares of stock? 8 

A. I believe that the use of the two-stage growth forecast does not accurately reflect 9 

investor behavior, and that the Commission's method does not qualify as a true 10 

"market based" method. 11 

Q. Did you nevertheless perform your analysis using the Commission's two-stage 12 

growth model? 13 

A. Yes.  The results are shown in Exhibit No. __(JPW-4). 14 

Q. Please explain your exhibit. 15 

A. To the dividend yields and the IBES-reported growth rates, I have added the GDP 16 

growth rate forecast as the Commission has prescribed.  The mean of the two 17 

sources of long-term GDP growth forecasts is 5.87%.  I have given a 2/3 weight to 18 

the IBES-reported earnings growth rate forecast and a 1/3 weight to the GDP 19 

growth rate forecast in arriving at weighted average growth rates. 20 

The end result of the exhibit, for the set of proxy companies, is a mean and 21 

a median of 15.25%. 22 

Q. What is your conclusion with respect to the cost of equity for gas pipelines at the 23 

present time? 24 
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A. I believe that on the basis of the analysis of five proxy companies, the cost of 1 

equity for gas pipelines is approximately 15.25%. 2 

Cost of Equity for Manchester Street and Brayton Point Facilities 3 

Q. You have said that Algonquin is proposing a cost of equity of 16% in this 4 

proceeding.  Is 16% is a fair and reasonable cost? 5 

A. I believe it is.  In light of USGen's rejection of the pre-existing contracts that were 6 

to provide a means for payment, Algonquin's risk of recovering its costs for the 7 

Manchester Street and Brayton Point facilities is well above average.  In his 8 

testimony, Mr. Richard J. Kruse discusses the special risks related to recovery of 9 

the costs of these facilities created by a conflict between the Commission's 10 

incremental rate policy and policies encouraging expanded rights and flexibility 11 

for customers receiving service under open access rate schedules.  (See Exhibit 12 

No. __(RJK-1)) 13 

Q. Please explain briefly the nature of this risk. 14 

A. Mr. Kruse describes these circumstances in detail in his testimony, and I am 15 

relying on his description as the factual basis for my conclusions.  Mr. Kruse 16 

describes a policy environment that has evolved from one in which gas pipelines 17 

provided service that was strictly limited to terms set forth in contracts with 18 

customers to an environment in which certain contractual limitations have been 19 

largely eliminated.  Under past Commission policy, certain customers, for 20 

example those served by incremental facilities, would enter into a contract that 21 

specified a route that could be used to serve specific receipt and delivery points.  22 

During the past decade, Commission policy has evolved so that these contractual 23 

rights and limitations are much less meaningful.  Under current Commission 24 
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policy, customers are given broad, flexible rights to access receipt and delivery 1 

points across the entire pipeline system.  This access – at no extra cost to the 2 

customer – has tended to make contractual rights and limitations materially less 3 

meaningful.  This change in Commission policy has created particular risks for 4 

companies with facilities that are incrementally priced.  The ability of lower-cost 5 

system-wide services to be used to serve markets previously limited to service 6 

under incremental contracts creates both an opportunity and an incentive for 7 

customers to avoid the costs of the incremental facilities and to use the lower-cost 8 

service.   9 

Under Algonquin's pre-October 10, 2003 tariff, shippers under the open 10 

access rate schedules had the ability to service markets previously limited to 11 

service under incremental contracts without payment of the associated rates.  The 12 

tariff sheets effective October 10, 2003 restrict access to the Manchester Street 13 

and Brayton Point delivery points to those shippers paying the revised incremental 14 

AFT-1(X-38) or AFT-CL(X-37) rates.  In addition, in light of USGen's rejection 15 

of its firm contracts, Algonquin has attempted to reflect a rate that will provide an 16 

opportunity to recover the cost of service on the incremental facilities.  As Mr. 17 

Kruse indicates, however, it is unlikely that Algonquin will actually recover its 18 

costs.  These circumstances have caused a significant increase in the risk 19 

associated with the recovery of the costs of the Manchester Street and Brayton 20 

Point facilities.  Accordingly, the adjustment in the median 15.25% cost of equity 21 

resulting from the proxy group to the proposed 16% cost of equity is 22 

commensurate with this additional risk and the 16% cost of equity is reasonable.  23 
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Furthermore, the problems created by the policy conflict described by Mr. Kruse 1 

still exist with respect to other services on Algonquin.   2 

Q. Does this conclude your testimony? 3 

A. Yes.  It does. 4 

 5 

FINAL Professor Williamson testimony for RP04-24.DOC 6 


















































































