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UNITED STATES OF AMERICA

BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

Transcontinental Gas Pipe Line Corporation
Docket No. RP06-_____

PREPARED DIRECT TESTIMONY

OF

FRANK J. FERAZZI

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

A.
My name is Frank J. Ferazzi.  I am Vice President – Commercial Operations for Transcontinental Gas Pipe Line Corporation (“Transco”).  My business address is 2800 Post Oak Boulevard, Houston, Texas 77056.

Qualifications
Q.
Please summarize your education and professional background.

A.
I graduated in 1978 from Central Michigan University with a B.S. degree in business administration.  I did post graduate work at Eastern Michigan University and Wayne State University in Detroit, Michigan.



In 1978, I joined Michigan Wisconsin Pipe Line Company (now ANR Pipeline Company), where I held various positions in the Certificates Department until I was transferred in 1980 to Rates Research.  In 1981, I joined Transco as a Rate Analyst.  In 1983, I was named Supervisor of Cost of Service.  I became Manager of Cost of Service and PGA in 1985 and Director of Cost of Service and Budgets in 1987.  In August 1988, I was named Director of Financial Planning and Budgets.  In October 1989, I became Director of Cost of Service and Rates Research.  In April 1992, I was named Director of Production Area Transportation and Customer Service.  

In May 1995, I became Transco’s Vice President of Customer Service.  My responsibilities were further broadened later in 1995, when I was named Vice President of Customer Services and Rates.  My title was recently changed to Vice President – Commercial Operations.  

During my 28 years in the interstate pipeline industry, which include 25 years with Transco, I have become very familiar with the financial and business risks that Transco faces and with the business risks of its major gas pipeline competitors.  I am also generally familiar with the business risks of the gas pipeline industry as a whole.

Q.
Please describe the scope of your present responsibilities.

A.
In my capacity as Vice President – Commercial Operations, I have overall responsibility for Transco’s Business Development, Customer Services (including Scheduling, Nominations, and Transco’s 1Line system) and Rates and Regulatory functions.

Q.
Have you previously been a witness in proceedings before the Federal Energy Regulatory Commission (“Commission”)?

A.
Yes.  I was Transco’s witness on capital structure, financial and business risks and other matters in its last two general rate proceedings in Docket No. RP01-245 and in Docket No. RP97-71, and I also presented testimony in its prior rate proceeding in Docket No. RP95-197.  I was also one of Transco’s witnesses in ANR Pipeline Co. v. Transcontinental Gas Pipe Line Corp., Docket No. CP98-74, and have submitted testimony in various other proceedings.

Purpose of Testimony
Q.
What is the purpose of your direct testimony in this proceeding?

A.
My direct testimony, first, sets forth and explains Transco’s use of its own test period capital structure and its test period cost of debt in determining its cost of service, overall rate of return, and return on rate base.



Second, my testimony supports Transco’s requested rate of return on equity, specifically with respect to Transco’s placement in the range of returns on common equity for comparable proxy companies supported and explained by its witness, Dr. Charles E. Olson.  In that regard, my testimony presents my assessment of Transco’s financial risks and of Transco’s various business risks, as well as its efficiencies, and explains my conclusion that Transco should be placed at the median of the applicable range of returns on common equity. Dr. Olson has overall responsibility for the determination of the appropriate range of returns on equity for Transco in this case.

Q.
Are you sponsoring any statements or exhibits related to your direct testimony?

A.
Yes.  I am sponsoring Statements F-1 through F-4 of Transco’s filing and Exhibit Nos. T-3 through T-9, all of which were prepared under my supervision and direction.  I will describe these statements and exhibits later in my testimony.

Capital Structure
Q.
What is Transco’s test period capital structure in this case?

A.
Transco has used its own test period capital structure to determine its overall rate of return and return on rate base in this case.  The use of Transco’s own capital structure reflects no change in practice from the use of the pipeline’s capital structure (which generally was similar to that here) that Transco proposed and the Commission accepted in the Company’s last three general rate proceedings in Docket No. RP01-245, Docket No. RP97-71, and Docket No. RP95-197. 



Further, the use of Transco’s own capital structure is consistent with well-established Commission policy and practice.  The Commission fully discussed its policies in this regard in its decision in Transco’s general rate proceeding in Docket No. RP97-71 (Transcontinental Gas Pipe Line Corp., 90 FERC ¶ 61,279 (2000)), as well as in Transco’s earlier rate proceeding in Docket No. RP95-197, which concluded in this regard with the Commission’s Opinion No. 414-A, 84 FERC ¶ 61,084 (1998).  That is, Transco has been raising its own capital without assistance from its parent company for many years, and it intends to continue to do so during the period in which the rates in this docket will be effective.  Specifically, Transco has raised, and is able to continue to raise, capital by issuing long-term, bond agency-rated debt without any guarantees from its parent.  Therefore, Transco meets the Commission’s prescribed requirements for use of the pipeline’s own capital structure in setting rates, because Transco funds its capital requirements and operations through its own access to financial markets.  

Q.
What are the components of Transco’s test period capital structure?

A.
Transco’s estimated test period capital structure is described in Statements F-1 through F-4, which are in Statement F in Transco’s filing.  As there shown, Transco’s test period capital structure is comprised of 62.34 percent equity and 37.66 percent long-term debt.

Q.
Please briefly describe Statements F-1 through F-4.

A.
Statement F-1 summarizes the rate of return claimed, which is an 11.45 percent overall rate of return (including a 13.80 percent allowance on common equity) based on the estimated, test period capital structure at February 28, 2007, and the need for such a return to enable Transco to maintain its credit and attract the capital necessary to its continued economical operation without prejudice to, or impairment of, the committed invested capital.  



Statement F-2 shows the rate of return and cost of capital, as adjusted.  This Statement reflects an adjustment for the projected test period retained earnings, the percent of long-term debt and percent of common stock capital, and the weighted cost of each component of capital.



Parts 1 and 2 of Statement F-3 break down the components of Transco’s long-term debt capital, including two outstanding debenture issuances and five issuances of notes.  Statement F-3, Part 3, shows the amortization of gains/losses on re-acquired debt, as adjusted.



Finally, Statement F-4 indicates that Transco has no preferred stock capital and projects no such capital for the test period.

Q.
Is Transco’s equity-to-debt ratio within the normal range for natural gas pipeline companies?

A.
Yes.  Transco’s equity-to-debt ratio, or equity “thickness,” in this general rate proceeding (62.34/37.66) is generally similar to what it was in Transco’s last general rate proceeding in Docket No. RP01-245 (63.81/36.19), and what it was in Transco’s prior general rate proceeding in Docket No. RP97-71 (60.2/39.8), where the Commission found it to be within the normal range for gas pipelines.  Transco’s equity ratio is also similar to:  the equity ratio (65/35, using the parent’s capital structure) found to be within the normal range and adopted by the Commission in Entrega Gas Pipelines Inc., 113 FERC ¶ 61,327 (2005); the equity ratio (58.98/41.02, including preferred stock) found to be within the normal range and adopted by the Commission in Williston Basin Interstate Pipeline Co., 104 FERC ¶ 61,036 (2004); the equity ratio (64.29/35.71) found within the normal range and adopted in  Williams Natural Gas Co., 86 FERC ¶61,232 (1999); and, the equity ratio (60.7/39.3, including preferred stock) approved in Williston Basin Interstate Pipeline Co., 84 FERC ¶61,081 (1998).
Rate of Return
Q.
What rate of return on equity is Transco claiming in this case?

A.
Transco is claiming a rate of return on equity of 13.80 percent, which is at the median of the range of returns on equity for comparable proxy companies developed by Transco’s witness, Dr. Olson.

Q.
Why is Transco claiming a rate of return on equity of 13.80 percent?

A.
The 13.80 percent return on equity -- which produces an overall, after-tax return of 11.45 percent on Transco’s capital structure -- is an appropriate return, given the range of returns on equity developed by Dr. Olson and the financial and business risks faced by Transco.  That is, such a return will allow Transco to maintain or improve its present credit standing and to attract the capital necessary to continue current operations and to expand to meet customer needs.

Financial Risk
Q.
What do you mean by “financial” risks?

A.
Financial risks are the risks associated with a company’s debt-to-equity ratio.  Generally, the greater the debt-to-equity ratio, the greater the financial risk to the equity holders, who are the company’s owners.  This is because the interest due on the company’s debt is a legal obligation that has a higher claim on the company’s earnings than does any dividend on the equity investment.

Q.
What is your assessment of the financial risks that Transco presents to the investor?

A.
While the rise in interest rates currently experienced tends to reduce a natural gas pipeline’s realized equity return (and debt agreements can reduce the pipeline’s financial flexibility), Transco’s capital structure in my view presents about average financial risk compared to other gas pipelines, although I would note that its Standard & Poor’s (“S&P”) debt rating is BB-, i.e., below investment grade.  I have previously pointed out that the Commission has found Transco’s and other gas pipelines’ similar equity ratios to be within the normal range.  This is further demonstrated by the information on gas pipeline capital structures that I have included in my Exhibit Nos. T-3 and T-4.  As this data shows, the 2005 median of common equity ratios for a broadly representative group of 107 FERC-regulated gas pipelines is 74.45 percent, and the 2005 median for a smaller group of major, debt-rated gas pipeline companies is 54.49 percent.
Business Risk
Q.
How do you define “business” risks?

A.
Business risks include risks related to business factors that may reduce a pipeline’s revenues or make its revenues more uncertain, or increase its cost of doing business.  These are, first of all, revenue risks such as those associated with competition, cost recovery, throughput, service contract renewal, and customer credit (i.e., risks bearing on whether the pipeline will be paid).  Second, there are also risks which may increase costs to the business, such as those associated with changes in environmental and safety regulations.

Current Risks in General

Q.
Before turning to Transco’s particular business risks, please briefly review the current, overall business risk environment for major natural gas pipelines such as Transco.

A.
The current business risk environment for major gas pipelines like Transco is characterized, first and foremost, by intense – and growing – competition driven by a continued increase in gas demand, as well as dramatic changes in gas supply sources.  Competition among pipelines for new and existing markets, as always, is intense. But increasingly large shifts in supply have made and will make it even more likely that pipelines will compete even more intensely for new and existing market demand. This situation will further intensify over the next several years as new sources of supply make their way into the market. This highly competitive and rapidly changing environment has grown out of a steady increase in gas demand, coupled with a flat to declining supply, combined with the substantial regulatory and business restructuring over the past two decades in the gas industry. After the transformation of interstate pipelines to unbundled, open access transportation, the restructuring of local gas distribution companies (“LDCs”) began, and progressed to various stages in different states.  While LDC restructuring is now at a virtual standstill, there has nevertheless been a shift in many states to a larger and more varied group of end-users purchasing gas from a variety of gas marketers and producers, which are transporting gas on both the pipelines and, in some cases, LDCs.  These changes have promoted and greatly increased competition generally, and have also increased the complexity of commercial interactions and their fluidity.  



At the same time, continuously growing energy demands have combined with relative declines in important natural gas supply sources – such as Transco’s traditional supply sources in the Gulf of Mexico – to drive up natural gas prices and spur intense competition to move supply from alternative supply sources to market. The search for new supply has not only been within traditional supply areas, but also encompasses non-traditional sources, such as liquefied natural gas (“LNG”), along with access to growing Canadian Rockies and East Texas gas.  Thus, as I will discuss in greater detail with respect to Transco’s competitive risks, there have arisen numerous new, supply-related projects and transportation proposals that compete directly and indirectly with Transco’s transportation services.
Q.
Please summarize how these competitive market and supply changes have impacted the risks faced by pipelines such as Transco.

A.
All of these market and supply changes have tended to increase dramatically the intensity of competition – both for new and existing markets, and for access to new and existing supply sources – for pipelines such as Transco.  Such changes have not only increased such pipelines’ competitive risks, they have, in the process, also increased their risk of cost recovery, throughput, contract renewal, and customer credit risks as well.  Further, these developments have made pipeline projections of the extent and location of future demands for transportation, from new and ever-changing supply sources to a greater variety of markets and end-users, more difficult, increasing the risks of new investments generally.  

Q.
Are the risks associated with the intensely competitive market and supply situation for pipelines such as Transco affected by other regulatory developments?

A.
Yes.  At a time when pipelines such as Transco are trying to compete by making substantial new investments to meet ever-changing projections of new market demands from shifting supply sources, there are also ever-growing environmental and safety rules and regulations applicable to both new and existing facilities.  For example, significant cost-of-service items in this rate filing are Transco’s capital expenditures related to new Clean Air Act regulations.  Further, there are expenditures related to safety regulations, as Congress promulgated new safety standards in the Pipeline Safety Improvement Act of 2002.  The new law has led to new regulations that require pipeline companies to develop and implement an integrity management program for segments of pipeline in “high consequence areas,” generally where transmission facilities are in close proximity to densely populated areas.  Such areas are common in the mid-Atlantic and northeastern areas of Transco’s system.  There also seems to be, particularly in these more heavily populated areas, an ever-increasing resistance – popularly described as “NIMBY” (not in my back yard) – to new construction of any sort.  These factors add to the costs and compound the uncertainties faced by pipelines such as Transco.

Transco’s Specific Revenue Risks

Q.
In the current context of the intense market and supply competition and other developments facing gas pipelines, how does Transco rank, in terms of the level of its business risks, compared to the industry as a whole?

A.
While virtually all major pipelines are experiencing increased business risks as a result of these substantial competitive and other developments, I believe that Transco’s risks have been increased by such changes, if anything,  somewhat more than those of the industry generally.  That is, Transco’s business risks are, in my judgment, somewhat higher than those of most major pipelines, including Transco’s main competitors.
Volumetric Rates and Throughput

Q.
Turning to Transco’s specific business risks, please describe the revenue risks that Transco currently faces with respect to the company’s volumetric rates in its rate structure.

A.
Transco has a significantly larger exposure than do other major pipelines, including the company’s main competitors, to the recovery of its fixed costs through volumetric rates.  This is because, unlike the situation on most other pipelines, a significant portion of Transco’s revenues are not recovered through the collection of reservation charges under the Commission’s Order No. 636-prescribed, straight fixed variable (“SFV”) rate design.  Both Transco’s “IT-feeder” rates (for transportation service that “feeds” FT contracts on the mainline) and its separate, volumetric gathering rate (its firm gathering rate is unsubscribed) in the production area are volumetric rates, without reservation charge components.

Q.
Please quantify Transco’s risk of fixed cost recovery through its volumetric rates.

A.
Transco in this case has allocated over $92.3 million in fixed costs to recovery through volumetric rates.  From the vantage point of the potential investor, the fact that Transco has allocated $92.3 million in fixed costs to volumetric rates means that Transco is subject to higher risk than it would be if it were able to allocate some or all of those dollars to fixed charges.



Further, the bulk of the $92.3 million of fixed costs which Transco has allocated to recovery through volumetric rates is associated with the IT-feeder service, which is, in a sense, a component of Transco’s longhaul FT transportation service.  However, Transco’s competitors, Texas Eastern Transmission Corporation, SONAT, Columbia Gas Transmission Corporation, Dominion Transmission Corporation, and Tennessee Gas Pipeline Company, do not have this outmoded IT-feeder structure.  Rather, they have “firm-to-the-wellhead” type, two-part rates, with firm transportation services covering transportation through their entire systems, from supply sources to city gates.  Thus, there is not the same likelihood that their customers, like Transco’s customers, will have incentives to by-pass whole segments of their systems, and thereby avoid paying significant portions of their fixed costs.
Q.
What opportunities are there for shippers to avoid paying Transco’s IT-feeder charge?

A.
Shippers have significant opportunities to avoid paying Transco’s IT-feeder charge, either by avoiding the Transco system altogether or by re-routing their gas supplies to avoid Transco’s supply laterals.  Transco’s LDC customers generally have the capability,  during most of the year, to obtain all the gas they require through other pipelines, because nearly all of the LDCs have annual requirements that are less than their aggregate annual firm entitlements on all the pipelines that serve them.  This means that these LDCs are unable to operate during much of the year on a 100 percent load factor basis on each pipeline on which they have a firm contract, presenting a clear opportunity to shift loads among those pipelines.



Further, it is possible for shippers to avoid Transco’s IT-feeder service by delivering their gas supplies to Transco’s mainline via pipeline interconnects, rather than via Transco’s supply laterals.  To demonstrate the opportunities for such circumvention of Transco’s supply laterals, I am sponsoring Exhibit No. T-5, which compares the actual 2005 flows and capacity into Transco at pipeline interconnects that bypass Transco’s supply laterals.  This exhibit shows that, if shippers choose to re-route gas away from Transco’s supply laterals in order to avoid the IT-feeder charge, there is sufficient, existing mainline interconnect capacity to facilitate such bypass with over 5.1 MMDt/d of gas that otherwise may use the IT-feeder service on Transco’s supply laterals.  While the full 5.1 MMDt/d of supply could not actually be transported on Transco’s system because it is more than Transco’s mainline forward haul capacity, it is nevertheless the case that the interconnect capacity for circumvention of Transco’s supply laterals is well in excess of Transco’s historical IT-feeder throughput. This risk will likely increase over the next few years because a number of large interconnects with LNG import terminals are being proposed along Transco’s mainline.
Q.
Are customers in fact avoiding the Transco gas supply laterals currently?

A.
Yes.  There are not only new Gulf Coast gas supply sources in deep water that have transportation alternatives to Transco’s gas supply laterals, but there are also substantial quantities entering the Transco mainline at various downstream points, such as the Trunkline Ragley interconnect.  I have included in Exhibit T-5 a chart showing the growth in the total of such mainline volumes over the past three years.  As Transco’s witness Paul F. Egner describes in his testimony, such volumes using transportation alternatives have generally been growing, while Transco’s IT-feeder throughput has been in decline and is expected to continue to fall.  Indeed, there is every reason to believe that this trend will continue into the foreseeable future. 
Q.
Has Transco sought to eliminate and replace its IT feeder rate structure?

A.
Yes.  Transco has sought on a number of occasions, including its filings in Docket No. RP92-137 and in Docket No. RP98-381, and several court appeals, to replace the IT feeder rate structure with the firm-to-the-wellhead structure enjoyed by competing pipelines.  However, Transco has been frustrated repeatedly in these efforts. Last year, the U.S. Court of Appeals for the D.C. Circuit denied the most recent petitions for review of the Commission’s refusal to permit Transco to implement firm-to-the-wellhead rates in Exxon Mobil Corporation v. FERC, 430 F.3d 1166 (D.C. Cir. 2005).  

Q.
Hasn’t Transco made reasonable projections of test period throughput for IT services in this case, and, if so, shouldn’t Transco be able to recover the costs which it has allocated to IT feeder service?

A.
Even if Transco’s projected test period IT quantities are “reasonably” attainable, Transco still faces a risk which no other pipeline faces.  Transco must allocate substantial fixed costs for recovery through its IT-feeder rates.  This makes Transco inherently riskier than other pipelines that are guaranteed recovery of comparable costs through reservation charges.

Q.
You earlier discussed the relative declines in gas supply sources, such as those in the Gulf of Mexico, and the resulting search for new supply, including non-traditional sources such as LNG.  Will such supply sources affect Transco’s IT-feeder throughput?

A.
Yes, the decline in traditional sources and advent of new supply sources will undoubtedly reduce IT-feeder and other production area throughput in the next few years.  As the gas supply sources in Transco’s traditional gas supply areas in the Gulf of Mexico continue to decline, they will be replaced with new sources that will tend to be of such a nature and location as to use less, or even none, of Transco’s production area supply laterals -- or its other facilities.  Of particular note are the numerous, proposed LNG import terminals and associated pipeline projects, including several coming onstream in relatively short order in the Gulf Coast area.  I have included an overview of these LNG proposals in my Exhibit T-6, and I will present and specifically discuss later, in the context of Transco’s risks as to its expiring firm transportation and storage contracts, the various new LNG proposals and other supply-related projects having a direct impact on Transco.  While some of these LNG and other supply-related projects may benefit Transco by replacing dwindling Gulf Coast supplies on its system, Transco nevertheless has significantly more exposure to risk associated with these new LNG supplies than any other major systems because these supplies will, for the most part, be delivered downstream of all or significant portions of Transco’s supply laterals and other production area facilities.

Q.
Please describe the business risks associated with Transco’s gathering charge.

A.
Transco’s business risks are increased by its separately-stated, volumetric gathering charge in two respects.  First, like the IT feeder rate, the gathering charge increases the risk of fixed cost underrecovery because all gathering costs (the firm gathering rate is unsubscribed) are recovered through volumetric rates which are as fully subject to bypass as the volumetric IT-feeder charges, and for all of the same reasons.  Indeed, as a result of Transco’s refunctionalization, in this general rate proceeding, of a significant portion of its transmission facilities in the Gulf of Mexico to its gathering function, consistent with the Commission’s determination that these facilities are gathering facilities, the fixed costs at risk of underrecovery are now greater.  The refunctionalization of these transmission facilities to the gathering function is supported by Transco witness Charlotte Hutson.

Firm Contract Renewal

Q.
Please discuss Transco’s revenue risks associated with firm service contract renewal.

A.
Transco is already exposed, and soon will be even more so, to significant risks related to the expiration of the primary terms of firm transportation and storage contracts and the need to renew those contracts.  Indeed, the company has numerous firm transportation and storage contracts with primary terms which have already expired, and the primary terms of numerous other firm contracts will be expiring within just the next few years. Exhibit No. T-7 groups, by primary term and expiration date, Transco’s firm transportation and storage contracts.  As this exhibit shows, more than 21% of Transco’s total firm transportation demand is under contracts whose primary terms have already expired, while more than 41% of the total firm storage capacity is also under contracts with expired primary terms.  Further, within only two years after the end of the test period, additional contracts’ primary terms will expire, so that nearly one-third of the total firm transportation contract capacity and over 45% of the total firm storage contract demand will have expired primary terms.
These contract primary term expirations expose Transco to the risk that service under the affected agreements will be terminated in whole or in part, thus substantially reducing Transco’s transportation and storage revenues.  Indeed, even if service were to continue under these contracts’ so-called “evergreen” provisions, the potential termination of a growing percentage of firm services would continue to hang over the company’s head.
Further, even though a portion of the additional contract primary term expirations will occur after the test period, the related risks are certainly near term enough to be an important factor in evaluating Transco’s risks from the point of view of investors.  The Commission’s current version of its DCF methodology makes clear its view that setting rate of return involves looking at both short-term and long-term risk factors. Therefore, the expiration of Transco’s contracts certainly should be a consideration in assessing Transco’s business risks.

Q.
Is there in fact a substantial, near-term de-contracting threat to Transco’s firm transportation and storage contract revenues?

A.
While there may not yet be an immediate threat to all of Transco’s firm transportation and storage contracts, it is nevertheless a fact that over a fifth of the transportation CD and over 41% of the storage CD is under contracts that have primary terms which have expired already.  Further, many of the primary terms of these contracts – representing substantial portions of firm transportation and storage CDs – will have expired within only two years of the end of the test period, as I have previously explained.  Therefore, de-contracting is, at the very least, both an existing and a rapidly growing threat to firm contract revenues.  


Further still, while the primary terms of Transco’s firm transportation and storage contracts are expiring, Transco’s competitors are increasing Transco’s re-contracting and cost recovery risks by aggressively competing in Transco’s southern, and mid-Atlantic and Northeastern market areas with new and proposed expansion projects.  As I have previously discussed, there are also numerous alternative supply proposals to deliver new supply sources to Transco’s markets, including new LNG projects and pipeline projects providing access to other new and existing supply sources.  

Q.
Please describe these new and proposed, market and supply competitive expansion projects which increase re-contracting and cost recovery risks, beginning with those projects aimed at Transco’s market areas.

A.
In Transco’s southeast market area, El Paso is proposing to build the Elba Express pipeline which is designed to bring up to 1.1 Bcf/d of regasified LNG from the Elba Island import terminal to various points of interconnection on Transco’s mainline near major markets in Georgia and South Carolina. In the mid-Atlantic and New York markets traditionally served by Transco, the Millennium Pipeline project of Nisource, KeySpan and DTE Energy will bring Canadian gas from Corning, New York to an Algonquin interconnect in Rockland County, New York. From there, Algonquin will expand its system to move such gas to Tennessee, Iroquois, and Islander East for ultimate delivery into the New York City area. Tennessee has proposed a project to move gas from the new Rockies Express supply pipeline to New York markets. Texas Eastern’s TIME II Project will provide expanded capacity from Ohio across Pennsylvania to serve New Jersey, and its Market Area Crossing Project would bring gas from various supply basins to eastern delivery points on Texas Eastern’s system, potentially in competition with Transco.  I have included in Exhibit No. T-8 a table showing these and other proposed Transco-competitive market area projects that will compete with Transco along with their specific markets, capacities and proposed in-service dates.  I would note that Exhibit No. T-8 also includes numerous supply-related projects that represent competition for Transco, and which also could have a contract renewal and cost recovery impact on Transco.

Q.
Please describe the additional, supply source-related risks to re-contracting and cost recovery that Transco faces.

A.
I previously mentioned that there are current, major shifts in supply sources that will impact Transco – including, notably, new and proposed imports of LNG along with large increases in flow of Rockies and East Texas gas eastward – which increase the re-contracting and cost recovery risks for both existing and new investments in facilities by pipelines like Transco. While changes in projections of natural gas demands, including demands spurred by changes in the electric industry, tend by their nature to cause shifts in gas supply sourcing, these shifts are further increased by recent supply tightening.  For example, it is becoming more difficult and costly to find and develop new sources of supply in the offshore Gulf Coast area.  This is a situation made even worse by drilling restrictions in the eastern Gulf. 
On the other hand, as previously discussed, there are a number of currently pending and soon-to-be filed proposals to construct - on a relatively near-term basis - new, or expansions of existing, LNG terminals to import significant new or additional supplies of LNG, including particularly in the Gulf.  As previously noted, Transco has more exposure to risks related to these new LNG supplies than any other major pipeline. There are also new pipeline projects to bring additional quantities of Canadian gas and western U.S. gas into various regions of the United States, including some of Transco’s market areas.  

Exhibit No. T-8 includes numerous proposed LNG and other supply-focused projects that represent competition for Transco.  It is clear that the many LNG related projects on Exhibit No. T-8 can present both re-contracting problems, as well as fairly near-term throughput risks for Transco.  This is because these projects either can avoid Transco’s system altogether to serve demands in Transco’s traditional market areas, such as the Crown Landing LNG terminal and the associated Logan Lateral proposed by Texas Eastern, or, even if they supply LNG to Transco’s system, they do so in a way that bypasses substantial portions of Transco’s upstream facilities.  This is the case with, for example, the Cove Point LNG import terminal and associated pipeline, which delivers regasified LNG to Transco and others in Virginia; the Elba Express pipeline, which would deliver gas from the Elba Island LNG terminal to interconnections with Transco as well as with SONAT; and the various LNG header pipeline projects proposed by producers to transport gas to Transco’s production mainline near Stations 30, 45 and 50 in Louisiana and Texas.

Other supply-related, competitive projects also present re-contracting and throughput problems.  For example, the Rockies Express Project will bring Rockies gas from the Wamsutter/Opal Hub to Clarington in eastern Ohio, while CenterPoint and Duke Energy’s MidContinent Crossing project will bring east Texas gas to the TETCO and Dominion systems in Pennsylvania. Several projects, including the Duke/Centerpoint Southeast Supply Header project and the Gulf South Southeast Expansion project, will bring Barnett Shale, Bossier Sand, and Fayetteville Shale basin gas east to Transco’s system in Zone 4.  All of these supply-related project developments are significantly changing (and are likely to change even more so in the near future) the historical supply patterns upon which much of Transco’s existing pipeline and other infrastructure was premised, making re-contracting and developing new capacity to meet customer needs more difficult and competitive. 

Q.
Do these new and changing supply sources and projects increase Transco’s re-contracting and cost recovery risks to any greater degree than they increase such risks for the pipelines with which Transco competes?

A.
Yes, I believe they do.  While these significant new LNG and Canadian and western U.S. gas supplies clearly create contract renewal and cost recovery risks for both Transco and its competitors, Transco’s risks in this regard are – if anything – even greater than those of its competitors.  

Transco’s system was built primarily to deliver Gulf Coast supply to Southeast and East Coast markets. Many of the new projects being developed are designed to transport new sources of supply either directly into Transco’s market or to downstream interconnections with Transco for ultimate delivery to Transco customers. As a result, Transco customers will have greatly increased access to supply and increased choices of transportation providers. Much of this supply will likely use existing Transco infrastructure to reach the ultimate market but, in many cases, Transco’s customers will be able to avoid various of Transco’s upstream facilities, including those associated with Transco’s volumetric charges. This directly increases Transco’s supply source risks related to contract renewal and cost recovery.  Another major new source of competitive projects with a supply focus is new and expanded LNG import projects, and I have discussed recently announced LNG import terminals and/or supply expansions and new terminals.  Many of these new sources of supply will avoid, in whole or in part, or otherwise tend to lower the value of, upstream, and possibly even downstream, capacity on Transco’s system.  

These re-contracting and cost recovery risks are even greater on a system such as Transco’s, without a firm-to-the-wellhead rate structure and with a significant portion of its fixed cost recoverable only through volumetric rates, than they are on the competitors’ systems.  Thus, Transco faces greater risks than its competitors both as to whether its customers will renew their firm contracts, or will instead decide to access other supply sources to a greater extent even on a near term basis.  

Transco’s Specific Cost Risks

Q.
You earlier noted that businesses face cost-related risks in addition to revenue-related business risks.  What are the cost-related risks that Transco faces?

A.
In recent years and currently, Transco has embarked on numerous, major new construction projects (as shown in Statement O) designed to meet the transportation requirements for new demands for gas, as well as ever-increasing environmental and safety regulations and other needs, such as to repair hurricane damage.  In addition to the basic construction costs of these projects, there are also substantial, additional costs to comply with ever-tightening environmental and safety regulations for both new projects and for existing facilities.  Transco’s geographic location in the populated regions east, rather than west, of the Appalachian Mountain range contributes significantly to its somewhat greater exposure to these various cost risks than its principal pipeline competitors.

Q.
Do you have an exhibit which shows how Transco’s geographic location affects Transco’s costs related to such new projects?

A.
As shown in Exhibit No. T-9, Transco’s pipeline route traverses a number of major, densely populated and rapidly growing metropolitan areas.  Because there are large populations with high growth rates in many of Transco’s areas of operation, expansion projects to meet new demands in these areas are met with the most stringent environmental and safety requirements, as well as outright resistance to construction of any sort.  These factors increase Transco’s costs and the risks of such new investments.

Q.
What are the cost-related risks Transco faces with respect to its existing system?

A.
Just as with Transco’s new construction projects, environmental and safety requirements also increase Transco’s costs and risks with respect to its existing system.  For example, the relatively large amounts of compression that Transco has in air quality non-attainment areas such as the Atlanta region require large capital expenditures to comply with Clean Air Act regulations, particularly under the Clean Air Act amendments of 1990, as previously discussed.  These regulations will increase costs, but not capacity.  In addition, the rapid population growth along Transco’s system leads to frequent changes in classification of the locations of its pipeline under current pipeline safety regulations.  Increased population density requires Transco to replace existing pipe with new pipe having greater wall strength. This increases costs, but not capacity. 
New pipeline safety legislation has also increased safety requirements and costs.  As also previously discussed, the Pipeline Safety Improvement Act of 2002 has lead to new regulations that require pipeline companies to develop and implement an integrity management program for segments of pipeline in “high consequence areas,” generally where transmission facilities are in close proximity to densely populated areas.  Because of the density of population in many of Transco’s market areas, Transco’s costs and risks are affected by these requirements, if anything, even more than those of its major competitors.
Changes in Transco’s Risks
Q.
In Transco’s last litigated rate of return case, in Docket No. RP97-71, Transco was placed in the middle of the range of returns on common equity.   Have there been any significant changes in Transco’s business risks since then?

A.
The financial and business risks faced by Transco in its last general rate proceeding included essentially the same set of risk categories.  However, these risks have, if anything, intensified, with Transco’s risks relative to its major competitors also increasing, and its S&P long term debt rating has gone from BBB to BB- since its last rate case. Certainly, the risks of fixed cost recovery under Transco’s volumetric IT-feeder rate structure and gathering rates, given the increase in customers’ bypass opportunities (including substantial near-term LNG and other supply alternatives), has increased appreciably.  Also, the risks related to firm contract renewal are now greater, because the primary terms of many of Transco’s contracts have already expired, which also further increases Transco’s unique volumetric rate risks in the production area.  Transco’s environmental and safety cost risks have also increased, particularly in its densely populated market areas.
Q.
Transco has had to deal with competitive expansion alternatives in its market and production areas for many years. What is it about the projects that have been announced over the last few years that creates additional risks for Transco?

A.
Transco serves large markets, including major metropolitan areas, along its pipeline system. These markets include the Atlanta metropolitan area, the Carolinas, Washington D.C., Newark, Philadelphia and New York. Given the size of the markets served by Transco, they have become targets for large scale pipelines and supply related projects.



The competition that Transco faced in the past involved smaller scale projects designed primarily as enhancements to its competitors’ existing infrastructure. A project that involved an expansion of, for example, 200,000 Mcf/d would be considered a large expansion.



Many of the most recent projects announced involve the development of infrastructure, or the introduction of large packages of gas, never before experienced on the Transco system. For example, Elba Express, Rockies Express and the numerous LNG projects either announced or under construction in the Gulf Coast and the Northeast all involve packages of gas and related infrastructure in excess of 1 Bcf/d each and all of them are designed to serve markets currently under contract, in whole or in part, by Transco. Projects of this size can cause major dislocations:  changes in pricing dynamics affecting the value of existing pipeline capacity, potential capacity turnback risk and a significant risk that Transco’s IT feeder system will be bypassed. 

Efficiencies
Q.
In Opinion No. 414-A, the Commission held that it would not lower a pipeline’s return on equity if its lower business risk is the result of its own efficiencies.  Please comment on Transco’s business risks vis-à-vis its efficiencies.

A.
First of all, as is clear from my testimony above, I do not believe Transco’s business risks, related either to revenues or to costs, are lower than average, compared to other pipelines.  To the contrary, such risks are, in my view, somewhat higher for Transco than for most pipelines.  

However, to the extent that arguments are made, as they have been in the past (although the Commission always has rejected such arguments), that Transco’s business risks are somehow lower than those of other pipelines, the Commission should also consider Transco’s efficiencies in operating its pipeline.  For example, Transco, due to its efficient operations, continues generally to be the low cost provider in much of its service territory. Indeed, Transco also provides its customers with services that are generally superior in quality, so that Transco’s services are a solid value.  



In addition, and perhaps even more importantly, the Commission should consider Transco’s positive and consistent record of undertaking the very substantial new investments in pipeline infrastructure (and Transco’s willingness to take the considerable risks related to those projects) that are needed to meet the transportation needs associated with the projected growth in demand for gas, in the context of the decline in traditional supplies, such as those from the Gulf of Mexico supply areas, in the Company’s important southern and eastern U.S. market areas.  The critical and growing needs for natural gas and gas-fired electric generation in this country, and new supply sources to meet those needs, are well recognized.  Therefore, Transco should be encouraged, not penalized with a lower return on equity, to continue to undertake the investments necessary to help meet these critical and growing demands for gas. Transco has entered into these investments – in both past and present projects – with the expectation that the Commission would permit the company an opportunity to at least make a reasonable return on the investments. 
Overall Conclusion on Risks

Q.
What is your overall conclusion regarding the level of financial and business risks facing Transco?

A.
In sum, I believe that the foregoing discussion fully supports a conclusion that Transco faces a somewhat higher level of business risk than most pipelines, including Transco’s major pipeline competitors.  Transco’s business risk, when combined with its financial risk previously discussed, more than justifies the mid-range return on equity Transco has claimed.

Q.
Does this conclude your direct testimony?

A.
Yes.

