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

A.
My name is Richard J. Kruse.  I am Senior Vice President of Industry Initiatives, Pricing and Regulatory Affairs for Algonquin Gas Transmission Company (“Algonquin”).  Algonquin’s offices are located at 5400 Westheimer Court, Houston, Texas  77056.

Q.
What is your educational background?

A.
I received a Bachelor of Science in Economics from Texas Tech University in 1974 and graduated with a law degree from the University of Houston in 1977.

Q.
Please describe your course of employment with Algonquin and the scope of your current duties and responsibilities for the company.

A.
I started my employment in 1977 with Texas Eastern Transmission Corporation, now Texas Eastern Transmission, LP (both are referred to herein as “Texas Eastern”), in the rate department, which also was responsible for developing and implementing rates and pipeline tariffs.  I subsequently transferred to the legal department, working principally with the rates and regulatory affairs groups at the company.  In 1988, I was appointed Assistant General Counsel for Texas Eastern, and in 1990 I became Deputy General Counsel of Regulatory/Operations for Texas Eastern and Algonquin.  In 1992, I was named Vice President and General Counsel for Texas Eastern and, in 1995, I was named Associate General Counsel of PanEnergy Corp., responsible for PanEnergy’s interstate pipelines.  In 1997, after the merger of PanEnergy Corp. and Duke Power Company, I was named Vice President and General Counsel of Gas Operations for the new Duke Energy Corporation, and in 1998, Vice President and General Solicitor.  In 1999, I took a business position as Senior Vice President for Industry Initiatives, Pricing and Regulatory Affairs.  In March 2000, I assumed responsibilities for rates and regulatory affairs.  In my current position, I have responsibility for all of Algonquin’s proceedings before the Federal Energy Regulatory Commission (“FERC”), which includes rates, certificate matters, and tariff matters generally.  I have similar responsibilities for the other Duke Energy Gas Transmission pipelines and storage facilities, including Texas Eastern, East Tennessee Natural Gas Company, and Egan Hub Partners, L.P. and the pipelines that the Duke Energy Gas Transmission affiliates manage, such as Gulfstream Natural Gas System, L.L.C. and Maritimes & Northeast Pipeline, L.L.C.  Finally, I am on the Board of Directors for the North American Energy Standards Board, an association of numerous energy section companies that addresses electronic communication and common business practice standards.

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

A.
I am presenting testimony to provide (i) an overview of this filing and the testimony included as part of this Statement P, (ii) an understanding of the nature of the instant proceeding and the services at issue, (iii) an overview of the Algonquin pipeline system, and its tariff to provide context for the testimony, (iv) a summary of conclusions to be drawn from the testimony as a whole, (v) an overview of risks, including market and regulatory risk, associated with these services, and (vi) a summary of Algonquin’s tariff revisions.  

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

A.
Yes.  The following testimony will be provided:

· Cost of service allocation, rate design and billing determinants – Gregg E. McBride, Exhibit No. __ (GEM-1).

· Capital structure, cost of debt, and rate of return on equity – Professor J. Peter Williamson, Exhibit No. __(JPW-1) and Exhibit Nos. __(JPW-2), (JPW-3), (JPW-4), (JPW-5).

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

The testimony submitted in this Statement P is to be included with, and made a part of, the November 26, 2003 compliance filing in support of the one-part volumetric rates.

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

A.
Algonquin initiated this proceeding in October 2003 to establish rates to be applicable on a prospective basis to any shippers using certain pipeline facilities, the Manchester Street and Brayton Point facilities, which had been built to provide firm transportation service to a specific customer and which were incrementally priced.  As a result of the rejection of pre-existing contracts by USGen New England, Inc. ("USGen") in its bankruptcy proceeding, Algonquin no longer had firm contracts to recover the costs of service for such facilities.  

Q.
Why did Algonquin submit the November 26, 2003 filing in this proceeding?

A.
On October 9, 2003, Algonquin filed with the FERC, in FERC Docket No. RP04-24, a proposal to implement meter access charges that would be applicable to all customers receiving service on the Manchester Street and Brayton Point facilities (“October 9 Filing”).  On November 7, 2003, the FERC issued an order accepting and suspending Algonquin’s tariff sheets in the October 9 Filing, effective October 10, 2003, subject to refund and conditions.  The November 7 Order required that Algonquin re-file the tariff sheets, effective October 10, 2003, and supplement its tariff filing, tailoring the revised rates and services to provide for a continuation of the recovery of Algonquin’s costs of service for the Manchester Street and Brayton Point facilities from appropriate shippers via one-part volumetric rates.  In that regard, the November 7 Order directed Algonquin to reflect updated test period costs in calculating these revised rates.  

Q.
To provide context for Algonquin's proposal in this proceeding, could you please describe the history of the Manchester Street and Brayton Point facilities. 

A.
Algonquin had constructed the Manchester Street and Brayton Point facilities in the early 1990s, specifically to deliver gas to the Manchester Street and Brayton Point electric power generation plants for the predecessor of USGen New England, Inc. (“USGen”), New England Power Company (“NEP”), at NEP’s request, at a capital cost of approximately $69 million.  The Manchester Street facilities consist of looping, lateral facilities, and additional compression and metering facilities.  The Brayton Point facilities consist of a lateral line and metering facilities. 

After NEP permanently assigned its rights to service on these facilities to USGen, Algonquin provided firm service to and recovered its annual cost of service associated with the facilities from USGen, the sole shipper, under Rate Schedule AFT-1(X-38) and Rate Schedule AFT-CL(X-37) for the Manchester Street and Brayton Point facilities, respectively.  

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

A.
No.  As noted above, USGen has rejected in its bankruptcy proceeding both the AFT-1(X-38) and AFT-CL(X-37) firm transportation contracts, thereby necessitating this rate filing.  In particular, on July 8, 2003, USGen filed a voluntary petition for relief under Chapter 11 of the United States Bankruptcy Code in the United States Bankruptcy Court for the District of Maryland (Greenbelt Division) (“Bankruptcy Court”).  Subsequently, USGen filed on August 12, 2003 with the Bankruptcy Court a motion for an order authorizing the rejection of the gas transportation agreements pursuant to which USGen, as shipper, received firm service at its Manchester Street plant under Algonquin’s Rate Schedule AFT-1(X-38) and at its Brayton Point plant under Rate Schedule AFT-CL(X-37).  On October 8, 2003, the Bankruptcy Court approved a Stipulation and Consent Order between Algonquin and USGen authorizing the rejection of these contracts effective September 11, 2003.  

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

A.
No.  Following the rejection of these firm contracts, Algonquin promptly posted on its Internet website a notice advising interested parties of the availability of this capacity for shippers interested in executing new firm contracts.  Since USGen’s rejection of its firm contracts, however, there have been no contracts for firm service on the Manchester Street or Brayton Point facilities under Rate Schedule AFT-1(X-38) or AFT-CL(X-37).  On December 10, 2003, Algonquin and USGen entered into two contracts under Rate Schedule AIT-2, one for interruptible service on the Manchester Street facilities and the other for interruptible service on the Brayton Point facilities.

Q.
What rates is Algonquin implementing in this proceeding?

A.
As described in Mr. McBride’s testimony and as reflected in the rate sheets and supporting statements and schedules in the November 26, 2003 filing, Algonquin is implementing one-part volumetric rates for firm transportation service of $0.6138 for AFT-CL(X-38) service and $1.0105 for AFT-CL(X-37) service.  In addition, Algonquin is including a billing provision by which a customer electing to take firm service under Rate Schedules AFT-1(X-38) and AFT-CL(X-37) must pay for at least 80 percent of its contractual maximum daily transportation quantity (“MDTQ”) on an annual basis.  As required in the Commission’s November 7 Order, Algonquin is also implementing a new AIT-2 service for interruptible service on the Manchester Street and Brayton Point facilities.  

Q.
Why is Algonquin implementing one-part volumetric rates for AFT-1(X-38) and AFT-CL (X-37) service in this proceeding?

A.
One-part volumetric rates for AFT-1(X-38) and AFT-CL(X-37) services are appropriate in these particular circumstances.  The demand component of a two-part rate is typically based on firm contract quantities and, as I have stated, Algonquin has no firm contracts for these services.  One-part volumetric rates, on the other hand, are appropriately designed using historical volumetric throughput data which is available for the Manchester Street and Brayton Point facilities.  Algonquin therefore has designed one-part volumetric rates for AFT-1(X-38) and AFT-CL(X-37) services that reflect historical volumetric throughput on the Manchester Street and Brayton Point facilities.  

Q.
Please further describe the need for and the terms of the billing provision under the firm rate schedules.

A.
As discussed in more detail below, the billing provision for the AFT-1(X-38) and AFT-CL(X-37) services is necessitated by the implementation of one-part volumetric incremental rates for these firm services.  Under this billing provision, if a customer takes less than 80 percent of its MDTQ on an annual basis, that customer will be charged as though it had taken 80 percent of its MDTQ.  The amount due under the billing provision will be determined and billed on an annual basis.  The provision is thus intended to accommodate any variations in load that customers, including electric generation plants, may experience during the year, and thereby permit these shippers to coordinate the timing of their payment obligations with their use of the pipeline system.  

The requirement to pay at least 80 percent of the contracted capacity ensures that the AFT-1(X38) and AFT-CL(X37) capacity is used for its intended purpose.  In particular, this billing provision is designed to prevent gaming of the system that would harm Algonquin and other parties, and promote accurate contracting and scheduling of capacity on these facilities.  Without a reservation charge typical of a two-part rate design, the one-part volumetric rate design does not sufficiently protect the pipeline from customers contracting for large quantities of capacity and then using the contracted quantity of that capacity only on a peak basis.  Absent the billing provision, customers may game the system by effectively turning their contracted service into a swing service, thus holding the capacity under contract for use on a firm basis – without payment of a reservation charge – and taking the full contractual amount during peak periods.  

In sum, consistent with Commission precedent, the usage parameter in the billing provision discourages the gaming of the system, the use of the AFT-1(X-38) and AFT-CL(X-37) services as swing services for which Algonquin would not be compensated, and the hoarding of this pipeline capacity to the detriment of Algonquin and other parties that otherwise might occur in connection with a one-part volumetric rate. 

Q.
Is Algonquin likely to recover its costs of service for the Manchester Street and Brayton Point facilities if these rates are approved?

A.
No.  Algonquin is still at significant risk for recovering the costs of service for these facilities.  As I have noted, Algonquin currently has no firm contractual agreements in place for service on the Manchester Street or Brayton Point facilities.  Under the selected rate design, Algonquin would recover its cost of service in the event that Algonquin experiences on an annual basis volumetric load factors of 45% for service on the Manchester Street facilities and 5% for service on the Brayton Point facilities.  It is unlikely that Algonquin will experience such annual load factors on these facilities, however.  The actual annual volumetric load factor for the 12-month period ending September 30, 2003 for the Manchester Street facilities was only 30.1%, and for the Brayton Point facilities was only 1.0%.  These percentages are significantly lower than the five-year averages.  Furthermore, it is unknown at this time, especially in light of USGen’s bankruptcy status, whether the plants fed by these facilities will be operated in the future.  Even if these plants are operated, USGen has suggested by its rejection of the firm contracts that it no longer needs service on the Manchester Street and Brayton Point facilities.

In view of the fact that more recent deliveries on the Manchester Street and Brayton Point facilities have been materially below the annual volumetric load factor levels that Algonquin is using in this filing, and that Algonquin now has no firm contracts on the facilities, it is a virtual certainty that the design determinants will not be achieved.  Algonquin could have justified rates materially above those requested, but the realities of the market place make it very unlikely that such rates could actually be collected.

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

A.
Consistent with the November 7 Order, Mr. McBride explains how Algonquin has calculated the one-part volumetric rates for the AFT-1(X-38) and AFT-CL(X-37) services to reflect updated costs and data as required by the Commission’s regulations.  Mr. McBride also discusses the rate design and each of the corroborating statements, schedules and workpapers.  In that regard, Mr. McBride provides details of the rate calculations based on revised cost data and Algonquin’s capital structure, a detailed description of the billing determinants, the load factor, and the development of the one-part volumetric rate design for the two firm services.  In addition, Mr. McBride describes the manner in which the AIT-2 rates, applicable to interruptible service on the Manchester Street and Brayton Point facilities, are designed.  

Professor Williamson verifies Algonquin’s choice of capital structure, cost of long-term debt and cost of equity in designing the rates for these services.  Algonquin is proposing to use its actual capital structure and a cost of long-term debt based on its actual cost of outstanding debt, both as of September 30, 2003.  In addition, Professor Williamson discusses Algonquin’s proposal to use a rate of return on common equity of 16% for the rate design in this proceeding.  Based on his determination of the required return on common equity for a set of publicly traded proxy companies relying on the Discounted Cash Flow method and a review of the particular business and financial risks associated with these services, Professor Williamson concludes in his testimony that such a cost of common equity is reasonable.

Finally, Ms. Harrington testifies that the updated cost statements, supporting data and workpapers included in the statements and schedules in this filing set forth the results shown in Algonquin’s books as of September 30, 2003.

Q.
Please provide an overview of the unique business risks facing Algonquin in recovering the costs of service for these facilities.

A.
Algonquin faces two particular categories of risks with respect to its recovery of costs of service associated with providing future service on the Manchester Street and Brayton Point facilities.  One of these categories is specific to these particular facilities while the second concerns Algonquin’s entire system.  The first set of risks involves the particular circumstances of the Manchester Street and Brayton Point facilities, which place Algonquin at significantly increased risk with respect to its cost recovery.  As discussed above, since USGen rejected its contracts, Algonquin has no firm contracts for service on these facilities.  Further, there has been a marked downward trend in the utilization of these facilities over the last five years.  In summary, Algonquin is attempting in this filing to recover the costs of service associated with providing future service on the subject facilities, but Algonquin is certainly not assured of recovering its costs of service on these facilities through the revised rates.

As a result of the evolution of policies in the gas pipeline industry, Algonquin as a system is also confronted with certain regulatory risks.  The Commission’s current policies place incremental rates for new projects above the generally applicable system rate, at the same time as other Commission policies increase the operational flexibility of existing capacity, creating market forces that change the willingness or ability of shippers to pay for capacity on an incremental basis.  The policies encouraging increased operational flexibility rely on the fact that all shippers do not regularly utilize all firm rights at the same time.  This has greatly increased the substitutability of different forms of capacity, which has had the effect of materially reducing the value of incremental service.  Incremental rates continue to reflect the costs of constructing expansion capacity for the shippers for whom that capacity was constructed.  The expansion shipper may no longer be placing the same value on this incremental capacity, however, because the shipper may perceive that it can obtain similar service – through flexible receipt and delivery points and segmentation – at the system rate.  

While these regulatory tensions present general issues for the pipeline industry, of particular relevance in this proceeding are those provisions in Algonquin’s tariff that permit shippers under the Part 284 open access rate schedules to use incremental facilities without payment of the associated incremental rates.  The provisions in Algonquin’s pre-October 10, 2003 tariff that establish the terms and conditions for service on a secondary basis, including the curtailment provisions, as well as capacity release rights, increase the likelihood that Algonquin will not be able to recoup the cost of service associated with the Manchester Street and Brayton Point facilities.  Under Algonquin’s pre-October 10, 2003 tariff, shippers under the Part 284 open access rate schedules were able to use incremental facilities without payment of the associated incremental rates.  A Part 284 shipper could utilize its own contracts at the generally-applicable rates to make deliveries on a secondary point basis on the Manchester Street and Brayton Point facilities.  Furthermore, in addition to secondary service, the facilities could be served through released capacity, at system rates or below.  The fundamental premise underlying these pre-October 10, 2003 tariff provisions relating to secondary service and capacity release is that the costs of service for the facilities are recovered under a separate incremental contract, which is no longer the case here in light of USGen’s rejection of the AFT-1(X-38) and AFT-CL(X-37) contracts.  

A solution to these conflicting policies may be either to preclude system customers from using the flexibility associated with the incremental capacity, or to change the incremental policy.  This situation is not unique to the Manchester Street and Brayton Point facilities.  Rather, these policies create similar risks for the entire system.  As discussed more fully below, Algonquin has attempted to address this issue for the Manchester Street and Brayton Point facilities by precluding general system customers for using those facilities unless they pay the incremental rates related to those facilities and by precluding utilization of contracts for the incremental services to reach general system delivery points outside the contract path associated with the Manchester Street and Brayton Point facilities.  

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

A.
The increased financial and business risks associated with the Manchester Street and Brayton Point facilities support an upward adjustment in the cost of equity of a typical pipeline in the industry.

Professor Williamson conducted a Discounted Cash Flow ("DCF") analysis of five proxy companies, yielding a midpoint cost of equity of 15.25% for the proxy companies at this time.  Professor Williamson chose five pipeline companies as his proxy companies.  An upward adjustment to the 15.25% average cost of equity to 16% is reasonable due to the additional financial and business risks associated with the AFT-1(X-38) and AFT-CL(X-37) services discussed above.  Therefore, I endorse 16% as an appropriate measure of the cost of equity.  

Q.
Please describe the basic terms of the new Rate Schedule AIT-2 implemented by Algonquin in this proceeding.  

A.
For interruptible service on the Manchester Street and Brayton Point facilities, Algonquin is proposing a new AIT-2 service, and has included a rate sheet, rate schedule and form of service agreement for such service.  Service under Rate Schedule AIT-2 is patterned after service under the Commission-approved currently effective Rate Schedule AIT-1, with the exception that the AIT-2 service is only for interruptible service on the Manchester Street and Brayton Point facilities and that AIT-2 revenues are not eligible for General Terms and Conditions ("GT&C") Section 41 revenue crediting.  Conforming changes have been made throughout the GT&C of Algonquin's tariff to add references to the new Rate Schedule AIT-2 in lists of rate schedule designations where applicable.  Algonquin is also including a transition provision, which indicates that customers will pay the AIT-2 rate for firm service on the Manchester Street and Brayton Point facilities during the transition period from October 10, 2003 through December 9, 2003.  

Q.
Will the AFT-1(X-38), AFT-CL(X-37) and AIT-2 services affect Algonquin's nomination, scheduling and curtailment processes?

A.
Yes.  For purposes of determining available operational capacity during the scheduling process, Algonquin will treat the capacity of the Manchester Street and Brayton Point facilities as separate from other system capacity.  Capacity made available through the Manchester Street and Brayton Point facilities will be utilized only to satisfy nominations made under Rate Schedules AFT-1(X-38), AFT-CL(X-37) and AIT-2.  Algonquin will allocate capacity among the shippers under these rate schedules in accordance with the priorities in its tariff. 

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

A.
Customers under Rate Schedules AFT-1(X-38), AFT-CL(X-37) and AIT-2 have secondary receipt and delivery points within their respective contract paths.  The issue of access to secondary points outside the contract path for these customers is specifically addressed in the terms of Rate Schedules AFT-CL(X-37) and AIT-2; the issue of receipt and delivery point flexibility associated with service under Rate Schedule AFT-1(X-38) is currently pending on clarification, or alternatively on rehearing, before the Commission.  Ultimately, however, customers under these three rate schedules should be restricted to the secondary points within their contract paths on the Manchester Street and Brayton Point facilities.  In addition, in accordance with the November 7 Order, Algonquin has modified the rate schedules in its tariff to provide that system customers will not have access to the Manchester Street or Brayton Point facilities on a secondary basis unless those customers have executed new contracts for AFT-1(X-38) or AFT-CL(X-37) service on those facilities, as applicable.  

Q.
Will the revenues under Rate Schedule AIT-2 be credited pursuant to the interruptible transportation revenue crediting mechanism set forth in GT&C Section 41?

A.
No.  Revenues from service under Rate Schedule AIT-2 are not included as eligible revenues for crediting purposes, since the costs associated with Rate Schedule AIT-2 are not included in the underlying cost of service for the GT&C Section 41 crediting mechanism.  Any revenues associated with service under Rate Schedule AIT-2 are instead applied to the underlying cost of service for the Manchester Street and Brayton Point facilities. 

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

A.
Consistent with the November 7 Order, Algonquin is proposing a crediting mechanism in GT&C Section 49 to provide the procedure by which Algonquin will credit the appropriate damages recovered through the bankruptcy proceeding.  This provision states that, within 90 days after receipt by Algonquin of the final distribution from USGen on Algonquin’s contract rejection damages claim, Algonquin will file a plan with the Commission showing the distributions received and the portion that should be credited to customers, along with the method for such crediting.  In this manner, the crediting of damages in the bankruptcy proceeding will appropriately reflect any adjustment in the damage claim by the Bankruptcy Court as a result of the recovery of costs associated with service on the Manchester Street and Brayton Point facilities through the revised rates.  Further, this provision allows for Algonquin to account for any disbursements that may have been allowed by the Bankruptcy Court but which are not actually recovered.

Q.
Does that conclude your direct testimony?

A.
Yes.
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