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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

EDWARD H. FEINSTEIN

Q.
Please state your name and business address.

A.
My name is Edward H. Feinstein and my business address is 1155 15th Street, N.W., Suite 400, Washington, D.C. 20005.

Q.
Please state your occupation.

A. 
I am a consulting petroleum engineer with the firm of Brown, Williams, Moorhead & Quinn, Inc.

Q. 
What are the services offered by your firm?

A. 
The firm offers technical and policy assistance to the various segments of the natural gas, oil and electric industries on business and regulatory matters.

Q.
Please briefly describe your education, background and training.

A.
I received my Bachelor of Petroleum Engineering degree at the University of Tulsa in May 1963.  From July 1963 to February 1998, I worked at the Federal Energy Regulatory Commission (“FERC” or “Commission”) and its predecessor, the Federal Power Commission (“FPC”).  From the time of my employment at the FPC until approximately 1970, I was engaged in work involving economic feasibility studies in certificate proceedings under the Natural Gas Act (“NGA”).  This work was concerned primarily with market, engineering, and financial analyses for the purpose of determining the economic feasibility of pipeline projects proposed in certificate applications.  From 1970 to the present, my efforts have been concentrated on determining the appropriate depreciation rates for oil and gas pipeline facilities, including the determination of potential supplies of oil and natural gas, and with other rate issues such as storage utilization, operations and cost allocation and gathering rates.  During my nearly 35 years with the Commission, I earned positions of increasing responsibility, including Chief of the Depreciation Branch.  In March 1998, I joined the firm of Brown, Williams, Scarbrough and Quinn, Inc., precursor to Brown, Williams, Moorhead & Quinn, Inc.
Q.
Are you a member of any professional societies?

A. 
Yes, I am a member of the Society of Depreciation Professionals and the Society of Petroleum Engineers.

Q. 
Have you testified in proceedings before the FPC and the FERC?

A.
Yes, I have presented testimony in many different areas, including gas supply and deliverability, depreciation, gathering issues, storage operations, and cost allocation.  I testified in numerous proceedings while employed by the FERC and since leaving the FERC.

Q. 
On whose behalf are you presenting testimony in this proceeding?

A. 
I am presenting testimony at the request of Transcontinental Gas Pipe Line Corporation (“Transco”).

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

A.
My testimony is directed to the determination of the proper and adequate depreciation rates to be applied to Transco’s depreciable production, transmission, storage and general plant.  As part of the support for my determinations, I am presenting an assessment of certain U.S. gas supplies as they relate to the viability of Transco’s present day pipeline properties.  Further, my testimony is also directed to the determination of the proper treatment for the accrual of funds necessary to cover the cost of retirement of Transco’s various plant in service.  To achieve such accruals, I applied both the Commission’s traditional negative salvage approach, as well as the methodology outlined by the Financial Accounting Standards Board (“FASB”) in their FAS 143.

Q.
Are you presenting any exhibits with your testimony?

A.
Yes. I have prepared and will present the attached exhibits numbered T-35 through and including T-79. I prepared or directed and supervised the preparation of each of these exhibits.

Q.
Would you please summarize the results of your analyses of the depreciation rates for Transco?
A.  
Based on my study of the relevant facts (as discussed in further detail below), I propose depreciation rates to be applied to Transco’s pipeline system as follows:   

· Production (Gathering) Plant – Onshore

0.91 percent

· Production (Gathering) Plant – Offshore

0.17 percent

· Underground Storage Plant


2.62 percent

· Other Storage Plant




3.95 percent

· Transmission Plant - Onshore

           2.63 percent

· Transmission Plant – Onshore – Engines
4.25 percent

· Transmission Plant - Offshore

  
1.00 percent

· General Plant

(summarized in Exhibit No. T-36) 

The indicated rate for the transmission plant of 2.63 percent is a slight increase relative to the existing rate of 2.35 percent, which was established as a result of a settlement in Transco’s previous general rate proceeding, Docket No. RP01-245. The turbine compressor engines in the transmission plant, which currently are depreciated at the overall transmission rate of 2.35 percent, are proposed to accrue at a depreciation rate of 4.25 percent. The proposed straight-line rate for the underground storage plant is 2.62 percent, which is a slight increase compared to the existing rate of 2.50 percent. The proposed depreciation rate for Transco’s other (LNG) storage plant is 3.95 percent, an increase compared to the existing rate of 2.50 percent. With respect to the production plant, both onshore and offshore, the proposed rate changes from 0 percent to 0.91 percent (onshore) and 3.80 percent to 0.17 percent (offshore) are the result of the refunctionization of plant from transmission to production. The refunctionalization is described in and supported by the testimony of Transco’s witness Charlotte Hutson.

With respect to the offshore transmission plant, there is essentially no change from the existing 1.25 percent for large pipe and 0.60 percent for small pipe to the proposed composite rate of 1.00 percent, for all of such plant.  

To provide the necessary accruals for the cost of retiring plant, I propose negative salvage rates for LNG storage, onshore production and the onshore transmission facilities of 0.70 percent, 1.19 percent and 0.91 percent, respectively. I employed the Commission’s traditional approach to the determination of the onshore negative salvage. Transco currently does not have a negative salvage rate for its onshore facilities.

Finally, I also determined the annual asset retirement obligation (“ARO”) expense of $31,499,689 under FAS 143 to provide for the cost of retirement of all offshore facilities, all underground storage facilities and certain onshore transmission facilities.  For the above facilities where an ARO is established, there is a legal obligation to remove the plant and restore the respective sites. The ARO determination yields the following projected expenses for each indicated category of plant:

· Offshore production (gathering)

  $3,101,981

· Offshore transmission


$19,511,534

· Underground storage


  $6,300,417

· Onshore transmission


  $2,585,757

 

In addition, I determined a negative salvage rate, again using the Commission’s traditional approach, for offshore interim retirements. Transco’s existing negative salvage rate applied to offshore interim retirements is 0.25 percent. My studies indicate a rate of 0.01 percent, which I propose.

Finally, I determined, an assortment of depreciation rates for the various types of general plant. There was no change from the existing rates.  These depreciation rates are shown on my attached Exhibit No. T-36.

A tabular comparison of Transco’s existing authorized depreciation and negative salvage rates with the rates I am proposing in the testimony is shown by function on my Exhibit No. T-35.

Q.
Please summarize how you determined the indicated depreciation rates.

A. 
I analyzed Transco’s system operations, along with its markets and sources of gas supply. I determined an average remaining life of Transco’s onshore and offshore facilities of 30 years based on the physical lives of its facilities and an economic end life based upon projected Gulf Coast gas supplies. I also considered how competition in the natural gas industry affects the economic life of Transco’s facilities. I applied the average remaining life to each of Transco’s plant accounts to determine the composite depreciation rates for the production, storage and transmission plant. The methodology I employed for determining these proposed depreciation rates for Transco is consistent with Commission precedent.

I.
DEPRECIATION GENERALLY
Q.
Please define and describe what depreciation is.

A.
Depreciation is the allocation of the original cost of tangible facilities in service over their useful lives.  Stated another way, depreciation is the mechanism by which the plant investment is recouped in an orderly fashion over the useful life of the investment. For rate purposes, it is treated the same as an operating expense. Depreciation is intended to systematically recover the invested capital over the useful life of the universe of relevant assets.


The concept of depreciation can be viewed in the light that the purchase of capital goods is in essence a purchase of future services.  Consequently, depreciation is the expiration or consumption, in whole or in part, of the service life, capacity, or utility of property resulting from the action of one or more of the forces operating to bring about the retirement of such property from service. It therefore follows that the basic objective of depreciation under established regulatory practice is the recovery of the full capital investment in facilities in a reasonable and consistent manner over the time period related to such facilities’ use in providing service. This means that customers who are served by a particular investment should pay for that investment in timed installments over the useful life of the investment.


Plant costs are incurred to make the provision of services possible.  Units of plant are no more than stored up services, or stored up work units. The use of plant results in the provision of services and thus reduces the stored-up future services. As service is performed, a corresponding part of the cost of plant (cost of stored-up services) should be charged to consumers of the service. The stored-up services are usually referred to as the service life. Accordingly, depreciation signifies the using up of service capacity or utility of plant.

Q. 
What is the definition of depreciation in the Commission’s Uniform System of Accounts?

A.
The Commission in its Uniform System of Accounts prescribed for natural gas companies defines depreciation as follows:


“Depreciation” as applied to depreciable gas plant, means the loss in service value not restored by current maintenance, incurred in connection with the consumption or prospective retirement of gas plant in the course of service from causes which are known to be in current operation and against which the utility is not protected by insurance.   Among the causes to be given consideration are wear and tear, decay, action of the elements, inadequacy, obsolescence, changes in the art, changes in demand and requirements of public authorities, and, in the case of natural gas companies, the exhaustion of natural resources. 

Q.
How do you determine an appropriate service life for regulated facilities?

A.
Depreciation rates depend on estimates of service life of plant investment.  Because natural gas pipeline systems are made up of a host of different complex property units, it would be impractical to calculate and apply separate depreciation rates for each unit of plant. This calculation would place an undue burden on the accounting system, requiring the maintenance of records for each unit of property. Consequently, the normal approach for developing depreciation rates is to calculate the rates for groups of plant based upon average service lives for those groups, which are determined through studies of the various factors affecting the lives of the pipeline’s facilities. Under this method, individual facilities booked to each relevant FERC account are treated as a single group in those accounts.  

Q.
Please describe the methodology you used in determining the appropriate depreciation life for Transco’s various facilities.
A.
I used the Average Service Life Methodology. This methodology is the most widely used of all the methods to determine depreciation rates for major onshore transmission pipeline systems, and I recommend that Transco’s depreciation rates in this case be based on this methodology. A diagram of depreciation methodologies is shown below. 
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II.
DETERMINATION OF DEPRECIATION –

THE REMAINING LIFE FACTORS
Q. 
Please explain the relationship between useful life and depreciation.

A.
The measurement of depreciation recognizes that all plant will ultimately reach the end of its useful life. The end of the useful life and retirement from service may be caused by the following factors:




wear and tear




action of the elements




deterioration 




inadequacy 




obsolescence




requirements of public authorities, and




inadequacy of supply or market.


The physical causes, such as wear and tear and deterioration, are the most readily observed reasons for retirements. Normal use of facilities involves fatigue of materials, stress and friction, all of which result in wear and tear. An example of wear and tear is the wearing out of major components of compressor stations. Deterioration, on the other hand, may be caused by rusting, chemical processes, or temperature variations. An example of deterioration is the corrosion of metal pipeline segments that requires costly repairs or retirement.


Functional causes, such as inadequacy, obsolescence, requirements of public authorities and inadequacy of supplies or markets are probably the more prevalent causes of retirements in the pipeline industry.


Inadequacy refers to the lack of capacity, which is required to accommodate prevailing supply and demand. Thus, a pipeline main may be retired and replaced by one of larger size in order to achieve an adequate delivery level. In a depreciation study, the adequacy of supply and markets is referred to as the economic life.


Obsolescence may result in retirements due to improvements that render certain facilities uneconomical and inefficient. A common example of obsolescence is the communication equipment used by the pipeline industry. New communication equipment is being developed continually.


Public authorities may occasionally require pipelines to be replaced with stronger-walled pipe because of population encroachment around such facilities, or relocated because of infrastructure improvements such as highway widenings.


For a pipeline system such as Transco, all of the above causes of retirement, whether physical or functional, have one thing in common:  they are ever-occurring and affect individual facilities. On the other hand, the adequacy of supply or market is unrelated to the physical characteristics of the property or the action of public authorities.  Adequacy of supply or market is probably the single most important factor resulting in premature retirements because this factor may affect a large portion of a pipeline system.  Therefore, I will treat this subject in more detail later.

III.
THE DEPRECIATION MODEL
Q. 
Would you please describe the depreciation model that you employed in your study?

A.
 I employed the straight-line average service life method as traditionally adopted by the Commission.  It is derived and described as follows:
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The remaining life technique:
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The Depreciation Model:
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Where,




DE
=  the annual depreciation expense

DB
=  the depreciation base or original cost 

S
=  the gross salvage

COR
=  the cost of removal

DR
=  the accumulated depreciation reserve

ARL
=  the average remaining life
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The determination of depreciation using the above equations serves three purposes:

capital recovery  - ratably allocates a known fixed cost,

cost of removal  - ratably allocates a future obligation, and

salvage  - ratably reflects recognition of future value.

Q. 
Would you describe the average remaining life approach?

A.
The concept of an average service life or remaining service life for a property group implies that the various units in the group have different lives.  The average life of any group of plant items is a matter of estimate until all the items in that group have been finally retired. The issue then is to determine the average life before complete retirement of all units occurs.  The average remaining service life method determines the average period of time the facilities will be in service. This is normally done by first determining the historical life of the plant group and then estimating the life expectancy for the items remaining in service. The life experienced plus the expected life comprises the average life for the group. This analysis can be done by determining the separate lives for each of the property units or by constructing a survivor curve for the entire group. In this testimony, I employed the group method and I used a survivor curve for each group of facilities.

Q.
What is a survivor curve?
A.
A survivor curve, fitted to a particular type of plant, predicts the average remaining service life and retirement pattern of that plant. A survivor curve graphically reflects the percent of capital investment existing at each age throughout the entire physical life of an original group of property. From the survivor curve, the average service life or average remaining life can be calculated. The average service life is obtained by calculating the area under the survivor curve from age zero to the maximum age and dividing the area by 100 percent. The average remaining life at any age is obtained by calculating the area under the survivor curve from the observation age to the maximum age, and dividing this area by the percent of plant surviving at the observation age.


The average remaining life is the average length of time that all units of a group are expected to last. The retirement pattern estimates how much of the group will be retired each year as the group ages. The average remaining life, which is of particular importance in the calculation of the depreciation rate, is derived from the useful life of the facility and from each plant’s survivor curve.


Analyses of historical data are employed in estimating average service lives due strictly to physical or commonly occurring retirement forces. The analyses consist of compiling the past history of the plant groups, reducing the history to mortality trends by the use of actuarial techniques, either vintaged or simulated, and forecasting the trend of survivors for each depreciable group on the basis of past trends and future company plans. The combination of the historical trend and the future trend yields a complete survival pattern from which the physical portion of the average service life is derived. The historical experience data upon which indications of past service life are based reflect not only the capital investment of property items retired during each year of age but also the capital investment of property items that remain in service at the beginning of each year of age out of the total capital investment originally placed in service in any year. These properties that remain in service are said to be exposed to the risk of retirement.


The survivor curves are referred to as Iowa survivor curves. An example of a survivor curve is shown below.  
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They were originally developed at the Iowa State College Engineering Experiment Station and refined through an extensive process of observation and classification of the ages at which industrial property had been retired.  Iowa survivor curves are used to account for the normal retirements that occur over the life of a specific type of plant.


The determination and use of a survivor curve to determine the physical life of facilities require a great deal of experience and knowledge in the interpretation of the results of such a study. The use of judgment must include investigation into whether future normal retirements can be predicted based on the past performance of those facilities. It is important to note that, while the determination of a survivor curve based upon historical plant additions and retirement data is a valuable tool in the evaluation of the average service life, other factors that relate to the useful life must be considered.

Q.
Please explain how you applied this information.
A.
In order to put the average economic life and resulting average remaining life in proper perspective, I employed the group method of determining depreciation. The group method treats large amounts of Transco’s facilities as a group in the useful life determination, rather than determining the life of each and every facility. The facilities are grouped by FERC account. This is the normal, Commission-approved methodology. Further, it is important to note that the economic life determined relates to Transco’s existing facilities. 

IV.
ECONOMIC LIFE OF TRANSCO’S ONSHORE PIPELINE PROPERTIES

Q.
Please describe your analysis of Transco’s onshore pipeline system as it relates to the useful life of its facilities.
A.
The purpose of the depreciation study is to determine the useful life of Transco’s facilities. To achieve this goal, I analyzed and determined the various factors bringing about retirement of Transco’s facilities. I then determined an appropriate nexus between the factors bringing about the retirement and the facility subject to retirement.  

Q.
Would you please describe Transco’s pipeline transmission system?

A.
The Transco system was originally constructed in 1950 from the Gulf Coast gas supply areas of Texas and Louisiana extending through the southern U.S. to New York City. See the map in Exhibit No. T-37 and Exhibit No. T-38, which shows the location of Gulf Coast gas supplies, northeast storage complex and direction of flow.  

Q.
Please describe your analysis and determination of the economic life of Transco’s pipeline properties.

A.
The economic life of Transco’s existing gas pipeline facilities is dependent primarily upon the productive capability of the supply areas to which it is connected and from which it receives gas for transmission. The economic life is also dependent upon the effect of competition on the company’s existing facilities, as any potential loss of markets may affect the useful life of a particular facility.

Adequate supply of gas for shipment is crucial to the economic life of a pipeline system. In the case of Transco’s existing facilities, the sources of gas are the onshore and offshore portions of the Gulf Coast area. Virtually all of the long-haul gas transported by Transco originates in the Gulf coast regions mentioned above. Gas from other supply areas in the Lower-48 states does not benefit the vast majority of Transco’s existing facilities, as I explain later.   Because of the dominant role of the Gulf Coast and offshore regions on Transco’s system, I analyzed how the future viability of the gas supply basins in these areas would affect Transco’s existing properties. The results of those studies, when directly related to Transco’s existing facilities, indicate an economic end life of Transco’s facilities of 30 years. The average remaining economic life of Transco’s facilities, which I will discuss further in my testimony, equates to 25 years. This economic life is used to determine the average remaining life for the calculation of depreciation in this proceeding.  

Q.
You stated that gas from sources other than Transco’s traditional supply areas would not benefit the vast majority of Transco’s existing facilities. Why is that?

A.
Transco’s existing facilities are geographically placed such that gas supplies reasonably and economically available to the system come from only certain gas supply regions. Transco’s traditional mainline facilities are not geographically situated to carry Midcontinent gas, Rocky Mountain gas or Appalachian gas.  

V.
GAS SUPPLY
Q.
Would you please describe your gas supply studies?

A.
I analyzed and modeled gas supplies located in the Gulf Coast area in order to determine their future capability as supply sources. The future capability of these gas supply areas (onshore Gulf Coast and Gulf of Mexico) directly affects the useful life of Transco’s facilities. I analyzed data available on the existing, proven reserves of natural gas, as well as estimates of potential gas resources, in these areas. I modeled the availability of gas from these supply sources in the future. The purpose of my gas supply analysis is to determine a realistic economic life of Transco’s pipeline facilities, which are dependent upon such supplies.

Q.
How did you go about determining the quantities of gas that are realistically accessible to Transco’s system?

A.
I analyzed the specific supply basins accessible to the Transco system, recognizing that gas resources can be categorized as proven reserves and undiscovered resources. Natural gas resources occur in normal porous and permeable reservoir rock, which, at a particular period in time, can be technically and economically produced using normal production practices. However, production differs from area to area because the size, location and depth of each reservoir varies widely.

Q.
Please discuss the Gulf Coast gas supply base you analyzed.

A.
The Gulf Coast supply base is made up of proven (already discovered) gas reserves, appreciation of the already-discovered reserves and resources from new fields as yet to be discovered. I analyzed each to be able to forecast the availability of natural gas in those areas in the future. The Gulf Coast remains the dominant producing area in the United States. The Gulf Coast area is classified into two separate regions, the onshore Texas and Louisiana regions and the offshore waters of the Gulf of Mexico. The majority of the gas production and potential resources of this area are located in the offshore waters of the Gulf of Mexico

The Texas Gulf Coast region is made up of the gas supply areas located primarily in Texas Railroad Districts 2, 3 and 4.  This area is made up of numerous hydrocarbon traps such as anticlines, domes, diapirs and faults.  

The Louisiana region contains major hydrocarbon trapping mechanisms such as faulted anticlines and salt domes. It is one of the major gas provinces of the United States. It is, however, one of the most extensively explored areas in the United States, with 90 percent of the structure closures having already been tested by at least one well. The Onshore Louisiana region is made up of heavily explored areas in a mature state, with some new field prospects in the deeper portions of the basins. Most new reserve additions will, however, come from extensions of existing fields and new reservoirs in existing fields.

The Gulf of Mexico area holds significant gas potential. However, most areas and regions of the Gulf of Mexico, with the exception of the deepwater slope, have been extensively explored. While the offshore portion of the basin grew strongly in the 1990s, that growth has slowed considerably as the basin has rapidly matured. An indication of such a mature stage is the average well productivity, which has decreased dramatically, and the steepening slope of the overall production decline rate. The remaining undiscovered, conventional resources are found in increasingly smaller average pool sizes. 

 Q.
What is the resource base of the producing areas you studied?

A.
Estimates by the Energy Information Administration (“EIA”) of the U.S. Department of Energy of remaining conventional proved reserves in 2004, along with 2004 production, are shown below in trillions of cubic feet (“Tcf”):










  Proved








Reserves
Production

Texas Gulf Coast



Texas RR District 2



1.8

  .3


Texas RR District 3



3.2

  .6


Texas RR District 4



8.7

1.3

Louisiana



Northern




5.8

  .4



Southern




3.8

  .9


Gulf of Mexico



       18.8

3.9



Total Gulf Coast

       42.1

7.4

However, these figures do not reflect undiscovered resources in each area.

Q.
Are undiscovered resources important to a depreciation study?

A.
Yes.  To illustrate the importance of undiscovered resources to assessing the gas supply, in, for example, the Gulf Coast area, consider that, if we divide the total current annual production (7.4 Tcf) into the total proven remaining reserves (42.1 Tcf), it is apparent that only about 6 years of production at the 2004 level can be supported by such reserves. Therefore, to determine the remaining useful life of Transco’s facilities, I had to determine the potential for undiscovered resources in the relevant supply areas. 

Q.
How did you estimate undiscovered resources in your study?

A.
Categorizing the estimation of oil and gas resources by the degree of certainty can be pictured as a spectrum, with the volumes most certain to flow to market at one end and those that are least certain to be produced at the other end. Within this spectrum are various categories of oil and gas accumulations. At the high certainty end are proven and developed accumulations (remaining reserves). They are recoverable under current technology and anticipated economic conditions. Estimates of recover​able reserves employ standard methods that are generally accurate. At the lower certainty end are undiscovered resources. In contrast to the process of estimation of proven gas reserves, estimates of undiscovered resources have a much lesser assurance of accuracy. 



Undiscovered resources can be estimated by several different, volumetric and discovery-process methods. I analyzed the independent estimates of the Potential Gas Committee (“PGC”) and adopted their entire “Most Likely,” “Probable,” and “Possible” resource estimates for the production areas relevant to the Transco system.  PGC’s Probable resource estimate involves the growth in existing fields. Its Possible estimate involves gas resources from new fields. The estimates of the PGC represent potential gas resources that, in the judgment of its members, can be recovered by future drilling under: a) adequate economic incentives in terms of price and cost, and b) currently foreseeable technology.

Q.
What is the PGC?

A.
The PGC consists of volunteer members from all segments of the oil and gas industry, government agencies, and academic institutions. The PGC provides estimates of the potential supply of natural gas, which can make possible an appraisal of long-range gas supply.

Q.
What are the PGC estimates that you used in your study for this case?

A.
PGC’s 2005 estimates of undiscovered resources, as of year-end 2004, for the relevant areas are as follows:










 Undiscovered










    Resources  



(Tcf)




Onshore Texas Gulf Coast


 36.4



Onshore Louisiana

 
 25.6



Gulf of Mexico


 54.8


PGC’s estimates of undiscovered resources are based upon the methodology of attribution, which means that the PGC projects resources in areas based on industry knowledge of areas of proven reserves. The PGC’s estimates represent “most likely” values derived from statistically aggregated mean values. To put the size of the estimated, undiscovered resources into perspective, consider that, according to my studies, the potential undiscovered resources in the relevant supply areas vary between approximately 14 percent and 23 percent of the ultimate resource base in these areas. The ultimate resource base is made up of what has already been discovered (most of which has already been produced) and independent estimates of undiscovered resources.

Q.
Are your gas supply studies included in your testimony?

A.
My gas supply studies are contained in my detailed report, Assessment of the Availability of Natural Gas In the Gulf Coast Area, Exhibit No. T-39. My analysis tested the gas supply capability of the onshore Texas Gulf Coast, onshore Louisiana and the Gulf of Mexico areas individually. I constructed a gas supply model that forecasts the annual availability of natural gas in each area.  This model is a “finding rate model.” I refer to this approach as an “efforts to results,” or discovery-process, technique. It forecasts the annual discoveries of natural gas in the relevant supply areas by analyzing and extrapolating the actual exploration results based on the historical expended effort (drilling).

VI.
THE FINDING RATE MODEL
Q. 
Please explain the finding rate model.

 A.
The finding rate model is a discovery-process model. It forecasts the amount of gas discoveries that will take place in the future by employing historical trends of exploratory and development drilling and the discoveries that resulted from those efforts. It compares the total footage of wells drilled each year with the resulting gas discoveries. This produces a measure of the discoverability of resources in the study area. This method reflects the normal course of events that take place when a gas-bearing province graduates past its initial discovery stage and enters its mature stage. Tthe historical trends reflect the effects on drilling and discoveries of the prevailing economic and technological climate, including increases and decreases in the wellhead price of gas, as well as continuous advances in technology and the availability of transportation outlets. Therefore, those factors are also integrated into the discovery-process model. The total endowment of gas in the relevant producing areas is the other key factor in this approach. The total endowment of gas is the sum of all the gas discovered to date plus the resource estimate of the PGC.

The concept of discoveries per well drilled is referred to by the EIA as the Finding Rate Methodology. The Finding Rate Methodology began in the late 1950s and early 1960s and continues to be used today. The famous oil and gas forecaster, M. King Hubbert, developed various aspects of it and used it in his presentations and forecasts. The renowned petroleum engineer and recipient of the Lester C. Uren Award from the Society of Petroleum Engineers, J.J Arps, also developed the Finding Rate Methodology in the early 1960s, referring to it as the Effectiveness of Exploration. The finding rate approach was reinforced by the publication in Science Magazine by H.W. Menard and George Sharman, October 24, 1975.

The methodology has been and continues to be employed widely by those forecasting the availability of oil and gas resources. The EIA, for example, exclusively uses the Finding Rate Methodology to forecast long-range oil and gas discoveries in its state-of-the art Annual Energy Outlook publication. I employed the methodology beginning in 1973 and thereafter in numerous proceedings at the FPC and the FERC and continue to do so.

Q.
Mr. Feinstein, you mentioned that you have employed this finding rate model since 1973. How have you used this model throughout the years?

A.
My use of the finding rate model began in 1973 when I was employed at the Federal Power Commission. Over the intervening years, the methodology (i.e. finding rate – discoveries related to the number of wells drilled) remained exactly the same. Due to the changing types of data, or lack thereof at times, various different processes were applied to the methodology to accommodate such data. Presently, I believe that the quality of the data is far better than it was in the 1970s and 1980s.

Q. 
What are the normal stages of events in the life of an oil and gas-producing province? 

A. 
Oil and gas accumulations occur in a distribution of fields and reservoirs made up of a small number of large fields, a larger number of medium sized fields and an even larger number of small fields. The three oil and gas provinces I studied, i.e. the Texas Gulf Coast area, the onshore Louisiana area, and the Gulf of Mexico, are no exception. An example of the distribution of gas accumulations in the Gulf of Mexico is shown on Exhibit No. T-40.  Large oil and gas fields are usually the first to be discovered in the life of an oil and gas province and larger discoveries in an area give way to progressively smaller ones. The basic concept of this exploration finding rate model is shown on Exhibit No. T-41.  At times, the declining effectiveness is mitigated by better discovery and resource recovery technologies, greater understanding of the geophysics, and reservoir performance of the field in the province.  This mitigation is also shown on Exhibit No. T-41.  The full description of the analysis and the determination of the amount of gas available in the areas where Transco operates are found in my report, Exhibit No. T-39.  The gas availability results of the study are shown in Exhibit No. T-42.

The degree of maturity of the producing life of, for example, the Gulf Coast areas, can be determined by comparing the amount of gas resources already discovered with an estimate of the ultimate resources. The ultimate gas resources or endowment in the Gulf Coast area is estimated to be 615 Tcf using the EIA’s cumulative production and proved remaining reserves and the PGC’s estimates of potential resources. As of the end of 2004, approximately 501 Tcf had already been discovered, of which 472 Tcf had already been produced. Thus, the Gulf Coast gas resources have significantly passed their half-resource life. Over 75 percent of the entire gas endowment in that area has already been discovered, most of which has also already been produced.

Q.
Are your gas supply studies different from the methodology you proposed in the Williston Basin Interstate Pipeline proceeding in Docket No. RP00-107?

A.
Yes. My methodology has been refined in several significant respects. First, the models I have used to assess Transco’s future gas supply include development drilling, as well as exploratory drilling, to determine development reserve additions for the Gulf Coast area. Second, my models use the entire estimated PGC probable and possible resources—including all the deep gas and deep water prospects that PGC includes in those amounts. Finally, my study here does not use a reserve to production ratio (R/P Ratio) model.  

Q.
Have you utilized this refined methodology in any other pipeline general rate proceedings subsequent to the Williston decision?

A.   
Yes. My gas supply studies in the Kern River Gas Transmission Company (Docket No. RP04-274), Northern Natural Gas Company (Docket No. RP03-398), Northern Border Pipeline Company (Docket No. RP06-72), Gas Transmission Northwest Corporation (Docket No. RP06-407) and Northwest Pipeline Corporation (Docket No. RP06-416) rate proceedings incorporate these changes.

Q. 
Mr. Feinstein, a lot of press attention has been directed to the government leasing portions of the Outer Continental Shelf off the west coast of Florida and that there is potential for new oil and gas discoveries. Did you take that situation into account in your studies?

A.
PGC’s estimates include potential for gas resources in the eastern portion of the Gulf of Mexico, including offshore Florida. Since I employed their estimates in my studies, I have included the potential for new resources offshore Florida.

Q.
What do you conclude from the results of your gas supply models?

A. 
The results of the finding rate model indicate that deficiencies in the amount of available gas in the Gulf Coast, relative to what is currently available, will likely arise in the mid- and long-term horizons. Such deficiencies would affect Transco’s ability to maintain the same level of throughput it has in 2006.

Q.
Mr. Feinstein, are there any other gas supplies that may mitigate the declining Gulf Coast gas supplies and the long-term underutilization of Transco’s system?

A.
Yes, to varying degrees, supplies of gas from water–borne LNG landing on the Texas and Louisiana Gulf Coast, or in some locations on the East Coast, could alleviate the effects of declining Gulf Coast gas production.

Q.
Would you please describe how increments of Gulf Coast-landed LNG can mitigate the decline in Transco’s conventional gas supplies?

A.
Transco’s Gulf Coast pipelines are located in areas that would allow access to the system for imported LNG landing in the Gulf area without major pipeline construction. Some of the pipelines in the mid-Atlantic region may likewise be accessible to LNG landing at terminals on the East Coast. As long as imported LNG is competitively priced for long-haul transportation through pipelines, Transco has a reasonable chance to accommodate some portion of such sources of natural gas. 

Q.
Did you consider the impact of LNG?

A.
Yes, I did. Although there are several proposals that could bring LNG directly or indirectly into the Transco market area from the Gulf Coast and East Coast, receipt of specific volumes of LNG at specific coastal locations is uncertain at this time. It is unclear whether some of these proposals will clear economic or environmental hurdles. It is also unclear whether deliveries, if any, would be made directly to end-users or via Transco’s system, or would serve existing or incremental markets. Nevertheless, because of the long-term declines in traditional natural gas supplies in Transco’s supply areas, I have included volumes of LNG as a supplement to the supplies available to Transco in my studies. The effects on Transco’s system of LNG landing on the East Coast are uncertain. LNG landing on the East Coast directly in Transco’s market area could increase reliance on some Transco facilities, but could also potentially displace the need for much of Transco’s pipeline capacity, rendering large portions of its system underutilized.

Q.
How did you apply the results of your gas supply studies to a determination of the economic life of Transco’s pipeline properties?

A.
My studies indicate gradual, yet significant, decreases in the supply of gas from the Gulf Coast Area. The gas availability profiles set forth in graphic form in Exhibit No. T-42 portray significant future deficiencies in the ability of Transco’s supply areas to provide adequate throughput for Transco’s mainline facilities.   Specifically, my analysis of these gas supplies indicates that, by the year 2035, the production in the supply regions will have decreased from current levels to approximately 10 to 20 percent of such levels.  Such declines in the availability of natural gas from the Gulf Coast gas production will directly affect the utilization of Transco’s mainline facilities. Because of the fall-off in the supply from Transco’s traditional gas supply areas, significant amounts of the system’s capacity will become underutilized.  

Q.
What is the effect of the results of the gas supply study of the Gulf Coast area on the determination of the economic life of Transco’s facilities?

A.
The effect of the forecasted reduction in gas supply availability on Transco’s pipeline system is that, over time, large sections will become underutilized, as shown in Exhibit No. T-43. This will be somewhat mitigated by the fact that water-borne LNG may supplement the declining supplies of gas entering Transco’s system at various points in the Gulf Coast. However, in the long run, Gulf Coast gas supplies still are projected to decline significantly. 

Q.
Could you put into context the import of your analysis of conventional Gulf Coast gas resources as it affects the economic life of Transco’s system?

A.
The purpose of depreciation is to allow for the recovery of the investment in facilities. The economic life component is an integral part of that depreciation determination. The determination of the economic life must rely upon logical and reasoned gas supply forecasts. The gas supply forecasts must permit a sufficiently accurate assessment of the useful life of Transco’s facilities to provide the company reasonable assurance that it will fully recoup its investment and to provide shippers reasonable assurance that, through allowed rates, they will bear their fair generational share of such recovery, no more and no less. I believe the gas supply studies of the Gulf Coast that I am presenting in this proceeding meet this standard. 



Producer exploration for natural gas is driven by a number of factors.  The most important of these is the existence of geological prospects. As gas deposits in a basin such as the Gulf Coast are discovered, the number and size of remaining deposits to be discovered falls. Higher gas prices and advanced technology such as imaging tools are required to accelerate recovery of available resources or reduce the risk of uneconomic drilling. Nevertheless, future supplies of gas are always limited to the remaining endowment of gas in place in the region.

For a study that ultimately determines the recovery of a pipeline’s investment in facilities, it is important that projections of gas production take into consideration only that portion of the ultimate resource that can reasonably be expected to be delivered to markets. By applying various estimates without recognizing the constraints, such as surface location restrictions, that not all pools of gas will necessarily be discovered, and the economic realities of small pools, any production projections will surely overstate the future supply availability.

The purpose of depreciation is to recover investment over a reasonable period of time. I do not believe that it would be in the public interest to set a depreciation rate for Transco based upon sources of supply the availability of which is highly uncertain. Therefore, I think it would be unreasonable to include in the economic life evaluation other gas resources as a supply base from which Transco’s shippers only theoretically and potentially may draw, such as those outside the Gulf Coast region.

Q.
How did you determine the maximum economic life of Transco’s facilities?

A.
The maximum economic life is based upon the following factors:

· Availability of gas in the Gulf Coast indicating significant declines of gas supply in 30 years;

· Gulf Coast gas supply indicating significant reductions in current availability of gas to the Transco system over the long term;

· Present indications of gas production declines in the Gulf of Mexico gas province, in spite of sustained gas price elevations and technological advancements.

· Uncertainty of the flow of LNG through Transco’s pipeline system.

In my judgment, my study results’ indication of gas availability below 20 percent of current production within 30 years, along with competition for both supply and markets, establishes a 30-year maximum term limit from the end of 2004 for any meaningful assurance that declining gas supplies will remain available. Therefore, the combination of the underutilization of major facilities and the availability of declining gas supplies results in an average remaining economic life of 25 years. The determination of 25 years is shown quantitatively and conceptually in Exhibit No. T-43 and Exhibit No. T-44, respectively.   

Q.
What are the results of your analysis of the economic life of Transco’s present onshore facilities?

A.
As a result of my analysis of Transco’s system operations, the nature of its markets, and the gas supply comprising its throughput, I concluded it would be reasonable to use an average remaining economic life of 25 years.  This conclusion is based upon the significant underutilization of its facilities due to depletion of its traditional gas supply sources. Therefore, I believe that the use of 25 years as the average remaining economic life of Transco’s onshore pipeline facilities is conservative.  
Q.
What are major retirements and how do you conceptualize them with respect to economic life?

A.
Major retirements are severely underutilized facilities due to economic forces (rather than physical conditions), such as gas supply depletion causing underutilization and changes in system operations. 
Q.
How did you determine 25 years as the average economic life for Transco’s onshore pipeline facilities?

A.
I determined major underutilization that would take place along Transco’s system from the results of my gas availability study. The results are shown on Exhibit No. T-43. Basically, I established a schedule for achieving accrual of Transco’s investment in direct proportion to the decline in availability of gas supplies. I performed the calculations for the supply availability from the Gulf Coast region using the results of the finding rate model. The 25-year average remaining economic life is an average life which considers the projected underutilization with the economic end life of 30 years. Major retirements take place before and after the 25-year average. I determined the effect that the declining supply would have on Transco’s facilities by assuming that the percentage decline in supply would result in underutilization of Transco’s facilities on a pro rata basis. The determination of the various economic lives is shown on pages 1 through 5 of Exhibit No. T-43. 

Q.
How did you determine “major retirements”?
A.
Permanent underutilization of Transco’s facilities shortens the economic life of the pipeline and will lead to the eventual physical retirement of various facilities prior to the final system closure or abandonment date. My economic life reflects the projected underutilization of Transco’s facilities due to declines in throughput. It is not necessary that an actual physical retirement take place in order to qualify a facility as underutilized in the determination of the economic life of the Transco system. However, certain facilities, such as compressor station equipment, may actually be physically retired at various points in time as underutilization continues. Nevertheless, economic life is based upon a forecast of the permanent underutilization of Transco’s facilities.

Fairness and intergenerational equity support the concept of projecting declines in throughput to establish permanent underutilization as a part of calculating economic life. Intergenerational equity is nothing more than directly relating cost responsibility to those shippers who will use the pipeline facility. For example, when a compressor unit or a loop line is no longer used for its intended purpose, other than for repair or emergency purposes, it should be fully accrued (depreciated). However, such a facility may linger in service for a period of time as an emergency back up; it may be put in mothball status waiting for the appropriate time to physically retire the facility when abandonment is formally approved; or it may simply not be used because it is a component of a larger facility, a portion of which is still used and useful. An illustration of my underutilization of facilities concept, which I sometimes refer to as “major retirements,” and the economic life concept is found in Exhibit No. T-44. The importance of this concept is avoiding a situation where depreciation dollars per unit of gas service become so high as to be unreasonable. This occurrence can only be prevented by taking future declines in gas supply availability into account as a part of calculating economic life.

In addition to providing an adequate opportunity to recoup the investment in pipeline facilities and appropriately matching revenues to the costs of providing gas transportation services, which I have already described, another important factor in establishing depreciation rates is the long-term fairness of the depreciation component. Specifically, the objective in this regard is to minimize intergenerational inequities in the consumption of service value (depreciation). If the recovery of invested capital is unnecessarily deferred, an unfair burden would be placed upon future customers. Inherent in regulatory depreciation is the premise that the ratepayers who are using the pipeline system should pay for its use. If Transco’s primary depreciation rates remain approximately the same as its current rates, further deferral of the recovery of invested capital will either increase costs to future users of the system or expose Transco to potential under-recovery beyond the value of the service that will be consumed in that period.


Thus, as facilities become underutilized due to declining throughput, a depreciation rate which did not take such declines into consideration would result in inequitable treatment of future ratepayers, as the unit cost of depreciation would become significantly higher than that for current ratepayers. The importance of this concept drew the attention of the Court of Appeals, which emphasized in its landmark Memphis decision, “Even assuming continued serviceable life, declining use of pipeline facilities might conceivably lead in future years to depreciation dollars per unit of gas so high as to be unreasonable.” (504 F.2d 225, 234 (D.C. Cir. 1974)).



This same depreciation concept was supported by the Commission in its orders concerning cost responsibility for unused capacity of new pipelines.  That is, a generation of ratepayers who use a portion of a pipeline’s capacity should not bear full responsibility for any unused capacity.

Q.
Do major retirements actually take place in the gas pipeline industry?

A.
Yes. It is my experience, in analyzing retirements of pipeline properties, that major retirements take place in varying degrees. In market areas, loss of customer base causes underutilization and eventual retirement.  In supply areas, depletion of gas reserves and competition are typical causes of underutilization and eventual retirement. For example, offshore Gulf of Mexico facilities are constantly being retired. Further, on March 9, 2001, Trunkline Gas Company (Docket No. CP00-114-000), after exhibiting underutilization on its south Louisiana to Tuscola, Illinois mainline system, retired an entire, 700-mile loop line. The reason that the pipeline loop was retired is because of the severe underutilization on Trunkline’s mainline system. Similarly, Trans-Northern Pipelines Inc. sought, and was granted, abandonment authority by the NEB for its entire Don Valley Lateral to Toronto Harbor. That decision was made as the facility was in a “serious deficit position” due to reduced throughput.

Q.
Are there any other examples of major retirements related to supply or throughput deficiencies?

A.
There are other examples of major retirements.  Florida Gas Transmission Company (Florida Gas) has exhibited major retirements of pipeline and compressor facilities in its South Texas Gulf Coast production area due to decreasing gas availability. Specifically, Florida Gas has retired: (1) pipeline facilities located south of Florida Gas’ Compressor Station No. 2 and (2) pipeline facilities and Compressor Station No. 2, both located south of Station No. 3 and its Matagorda Offshore Pipeline System interconnect (Docket No. CP99-233-000). While the facilities were sold for $2.3 million, a fraction of their replacement cost or original cost, the fact remains that they were no longer useful to Florida Gas’ operations.



Another example, but on even a larger scale, is the abandonment by CenterPoint Energy – Mississippi River Transmission Corporation (Docket No. CP04-334-000) of 307 miles of its Main Line No. 1, consisting of 22-inch diameter pipeline and other equipment such as compressor engines. While, in the case of this facility, the system was old and, in many places, in need of upgrading, other portions were not old. This facility was underutilized. An indication of its underutilization is that it was not replaced.

Q.
Mr. Feinstein, in your economic life analysis of Transco’s facilities, are you estimating the precise year of retirement?

A.
No, for the reasons explained above, the exact date when Transco physically retires such facilities is not relevant for the determination of appropriate depreciation rates.  

Q.
Are there examples of retirements for reasons other than supply or throughput deficiencies?

A.
Yes.  Wear and tear is probably a leading cause of retirement due to physical forces on Transco’s system. Compressor equipment and meters are particularly subject to such a physical force of retirement.



Population growth is directly and indirectly responsible for many of the maintenance-type capital improvements and related interim retirements on the Transco system in various areas. As population density increases, and communities grow closer to Transco’s pipeline, class location changes often dictate the installation of stronger-walled pipe. For example, in 2005, due to increased population around its Spokane Lateral in Franklin County, Washington, Northwest Pipeline Corporation retired 7,773 feet of 20-inch pipe and replaced it with thicker-walled pipe of the same diameter.

 In addition, the growing population requires improvements to the infrastructure to support the additional inhabitants. These infra​structure improvements often take the form of highway widening or the extension or expansion of other utility facilities. These changes often require the relocation of Transco facilities, which were constructed adjacent to existing roadways or in utility easements to minimize environmental disturbance.

Q.
Please discuss how you evaluated and included the increment of negative salvage for interim retirements in your depreciation analysis.

A.
As I stated earlier in my testimony, net salvage is an integral element in the analysis of depreciation. If the net salvage is positive, then the difference between gross plant in service and the reserve for depreciation (referred to as net plant) must be decreased in order to compensate for a smaller depreciable base to be recouped. However, if the net salvage is negative, the depreciable net plant must be increased in order to allow for the recoupment of such a capital cost component.


At my direction, Transco provided me with the actual gross salvage and cost of removal for the most recent 9-year period of interim retirements.  The vast majority of the items retired during that period were transmission plant facilities. The difference between the gross salvage value and the cost of removal was clearly negative. That is, for every retirement, the cost of removal exceeded the gross salvage value. The average net salvage was negative. Thus, on average, for every dollar of plant retired, the company is “out-of-pocket.”  This is shown in Exhibit No. T-45.

VII.
THE DETERMINATION OF DEPRECIATION

FOR TRANSCO’S ONSHORE SYSTEM

The Straight Line Remaining Life Approach

Q.
How did you apply the 25-year average remaining economic life to the depreciation model?

A.
The 25-year economic life plays a key role in the determination of the average remaining life (“ARL”). It represents the average year of the final recoupment of Transco’s investment in its facilities as an overall group. The best way to describe the relationship of the economic life to the ARL is to overlay it with the normal retirement survivor curve.

Q. 
Please describe how you determined the normal retirement survivor curve. 

A. 
The survivor curve represents the pattern of annual normal retirements that will occur over time. I determined the normal retirement curve for each of Transco’s largest transmission accounts. For example, I determined that Account 367 (Mains) has an average service life (“ASL”) of 50 years, with an R4 survival pattern. Mains make up about 60 percent of Transco’s transmission system. I based this determination on the results of the aforementioned statistical survivor curve study, which considered annual reported plant additions, retirements, transfers, and adjustments for the period 1980 through 2005 and the vintaged 2005 surviving plant balances from inception through 2005. The method employed to assemble the data and determine the statistically best fit survivor curves is referred to as the Simulated Plant Record (SPR) method. The often-used SPR method is employed when the exact installation date of historical retirements are not available (Most all pipeline companies do not have or compile such data). In essence, the SPR method simulates the vintage year of retirements and compares it with the actual year of retirement and annual surviving plant balance. When the simulated results compare satisfactorily to the actual retirements and balances, the SPR method is as accurate as the more data intensive actuarial method.  

To complete my analysis, I also relied upon an analysis of the type of equipment, its usage and condition, as well as its age and survivor curve retirement patterns that are typical of such facilities in the industry. While the SPR method is a highly accurate method, and is employed throughout the electric, oil and gas industries, as well as by FERC Staff and the staff of state regulatory agencies, it and other actuarial-type methods are only as good as the amount and quality of the data they assemble. Further, such methods are only a portrayal of historic experience. The results of the SPR method must be supplemented with specific facility analysis, experience and judgment and, if necessary, the experience of other companies.

For the Mains account, the selected 50R4 survivor curve is shown on page 15 of this testimony, within Figure No. 2. I determined the survivor curve and resulting average service life which best applies for each of the other accounts as follows and shown on Exhibit No. T-46:
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Q.
What are the next steps in your analysis?


When the economic life is applied to the survivor pattern, future normal retirements beyond the average economic life are not relevant.  The average remaining life is determined by integrating or calculating the area under the truncated survivor curve. For the transmission mains, the ARL was determined to be 20.1 years. Similar determinations were made for the rest of

A. the accounts in the onshore transmission and storage functions (see Exhibit No. T-47). This calculation is shown in conceptual form in Figure 3, below. 
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ARL is a function of both physical life and economic life.  This is shown on the diagram in Figure 4, on the next page.
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After determining the individual ARLs for each account in each function, which are shown in Exhibit No. T-47, I then divided each ARL into the difference between the depreciable plant and the accumulated reserve for depreciation, thus arriving at the indicated depreciation expense.  The indicated depreciation expense for each account was totaled.  This then is the indicated depreciation expense for the total transmission plant.
Q. 
Would you please explain the mechanics of your calculation of the depreciation rate for the underground storage, other (LNG) storage and onshore transmission plant?

A.
The results of my calculation of the indicated composite depreciation rate for the underground storage plant, LNG plant and onshore transmission plant are shown on Exhibit No. T-48, Exhibit No. T-49 and Exhibit No. T-50, respectively.  The indicated rate for the onshore transmission plant is 2.63 percent.  The indicated rate for underground storage plant and LNG storage plant is 2.62 and 3.95 percent, respectively.  The procedure for determining each depreciation rate is illustrated conceptually in the diagram shown in Figure 5, below. 



Q.
Please continue.

A.
In order to reflect near-term plant additions and retirements for purposes of rate stability, I performed the calculation of depreciation for a period of three years beginning in 2006 and ending in 2008. For underground storage, LNG storage and onshore transmission plant, this is shown on Exhibit No. T-48, Exhibit No. T-49 and Exhibit No. T-50. respectively. I then calculated the indicated depreciation rate by dividing the total indicated three-year expense by the depreciable plant.


Exhibit Nos. T-48 through T-50 show the gross plant balances for the underground storage, LNG storage, and onshore transmission plant for depreciation determination purposes. I would note that the principal reason for the increase to the depreciation rate for LNG storage is the recent plant additions that have been made to this otherwise significantly depreciated plant.

Q. 
Please discuss the accumulated reserve for depreciation used in your rate determination.

A. 
I determined a theoretical reserve for depreciation for each account for calculation purposes, all the while maintaining the actual total function booked reserve figure. The reserve for depreciation for the transmission function and storage functions are shown on Exhibit No. T-48, Exhibit No. T-49 and Exhibit No. T-50.

Q. 
Mr. Feinstein, why are your recommended depreciation rates for Transco’s facilities based on the straight-line method?

A. 
The straight-line approach theoretically allocates the capital recovery in equal installments. In this case, I determined the average remaining service life in years by a concise analysis of the physical life of the facilities and the economic life as affected by the future supply of natural gas. I believe this method is the one that most reasonably allocates Transco’s investment over its useful life.

Q.
Why did you break out Transco’s underground storage, other storage (LNG) and transmission by plant account for purposes of depreciation determination?

A.
Operationally, facilities in different accounts are different -- each performs a different function in providing service. Further, the economic lives and physical lives will differ. As a result, the depreciation rates for each will differ.

Q.
Would you please discuss the determination of depreciation rates for Transco’s turbine compressor engines?

A.
For the exact reason stated above, but magnified to a greater degree, I treated Transco’s turbine compressor engines, which are part of the transmission function and specifically part of Account 368, compressor station equipment, separately. I will proceed below to describe why and how I treated the turbine engines separate from the other equipment in the compressor station account.

Depreciation of Turbine Compressor Engines

Q.
Why did you treat the turbine compressor engines of the transmission function separately from the rest of the onshore transmission plant?

A.
The average service lives of Transco’s turbine compressor engines are much shorter than the lives of the other facilities in Account 368, Compressor Station Equipment.  The lives of the turbine compressor engines range approximately from 2 years to 10 years versus the 27-year average service life of other facilities comprising turbine compressor station equipment. Average service lives of the engines are also relatively much shorter than the vast majority of the facilities in Transco’s onshore transmission function. Therefore, to treat the turbine compressor engines as having an average service life equal to that of the other transmission facilities would not only distort the capital recovery of such equipment, but would create a situation where future generations of ratepayers would pay for the capital recovery of major facilities that are not then in service because they were retired long before.

Q.
How did you determine the appropriate depreciation of Transco’s turbine compressor engines?

A.
I determined depreciation based upon the whole life method, rather than the remaining life method that I employed for the rest of the transmission plant.  The whole life method determines depreciation based on the average service life of groups of facilities, rather than their remaining life. This approach is favored because of the short lives and high turnover of the turbine compressor engines.

Q.
Why did you use the whole life method to determine the depreciation expense for the turbine compressor engines?

A.
Whole life depreciation results in the allocation of a gross plant base over the total life of the investment. This method is particularly useful for short-lived, high turnover properties. Because of the short lives and high turnover ratio of the turbine compressor engines (2 to 10 years), it is an ideal approach to determining the depreciation expense.

The use of the remaining life approach for the turbine compressor engines would seriously under-accrue any new plant unless the depreciation rates were reviewed and revised more often than the rate the facilities are turned over. Obviously, this would not be practiced.

Net salvage plays a significant role in the depreciation determination for the turbine engines. The reason for this is that net salvage is over 60 percent of the original cost of plant retired. Thus, my investigation and analysis of the average service lives of Transco’s turbine compressor engines reveals that a 9.41-year life is just and reasonable. The resulting annual depreciation rate for the turbine compressors, which includes the large amount of positive salvage, is calculated to be 4.25 percent.  This is shown on Exhibit No. T-50. Other appurtenant equipment in Account 368, Compressor Station Equipment, will be depreciated on a much longer-term basis (average service life of approximately 26 years with a composite transmission plant depreciation rate of 2.63%).

Q.
How did you determine the average service life of Transco’s turbine compressor engines?
A.
Each of Transco’s gas turbine compressor engines is periodically replaced pursuant to a maintenance agreement with the engine manufacturer. While the average service life of the turbine compressor engines is only 9.41 years, the retirement returns a positive net salvage value of about 60 percent of the original cost, with relatively little cost of removal. Specifically, a new turbine compressor engine involves an investment of $3,000,000. The salvage received at retirement can be as high as $2,400,000. Thus, a new turbine compressor engine can be replaced for as little net cost as $600,000.  

My determination of the average service life for the turbine compressor engines is based on the actual additions and retirements experienced by Transco and my analysis of the actual service lives of the turbine compressor units.  My analysis centered on the Solar Mars compressor engines. Equipment with moving parts can theoretically last for an extended period of time, as long as it is regularly overhauled and parts are replaced. However, the overhaul and replacement of integral parts is costly. It is the duty of the operations engineers to determine the best operational cycle by weighing the cost of continuous overhauling and heavy maintenance versus replacement of the equipment. This balance includes considering the salvage value that can be received at various replacement intervals (e.g., the shorter the useful life, the higher the salvage value). Based on a careful, engine-by-engine analysis of Transco’s actual history of retirements of Solar turbine compressors, I have determined that the useful life of the turbine engines is 9.41 years. Exhibit No. T-50 describes my determination of the depreciation rate for the turbine engine sub-account of Account 368, Compressor Station Equipment.

Q.
How does the 9.41-year service life and high positive salvage value for the turbine compressor engines translate into a depreciation rate?
A.
Recall the depreciation formula as described earlier:
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Because of the high turnover rate of the turbine compressor engines, the following formula should be used:
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Where, ASL is the average service life (i.e., whole life, rather than remaining life).  
Q.
Even though the turbine compressor engines have a service life of only about 9 years, wouldn’t the investment be fully recouped eventually even if a long-life depreciation rate were used? 

A.
Yes, eventually the investment would be fully recovered. However, the recovery would not be in a reasonable and orderly fashion, thereby placing a burden on the company in the financing of replacements. In addition, because most of the recovery of the investment (via depreciation) would be pushed forward in time, future ratepayers would be burdened with depreciation expense associated with facilities that had long been retired. In fact, by employing a long-life depreciation rate for the turbine compressor engines, future ratepayers might very well pay for two to three generations of units at each station that were no longer in service.
Q.
Please explain how depreciation expense for such short-lived properties would be pushed forward and covered by future ratepayers.

A.
For example, the original Station 83 #1 Solar Mars unit was put in service in November 1998 and was retired in April 2000, a total service life of 18 months. Over those 18 months, Transco accumulated depreciation of the engine at a rate of 2.35 percent annually, recording total depreciation of $92,733. However, it should have accumulated an amount equal to the gross investment in the unit of $2,630,737, less gross salvage value at the time of replacement, plus the cost of removal. For the original Station 83 #1 unit, the gross salvage received was $2,290,695 and the cost of removal was $5,000.  Thus, over that unit’s 18-month service life, Transco should have accumulated depreciation of $345,042 ($2,630,737 less $2,290,695 plus $5,000), or nearly $252,309 more than it actually recouped. This is not an anomalous example, but typical of the relationship between the present book depreciation of turbine compressor engines versus something more in line with realistic capital recovery. 

Q.
But isn’t it true that, under the average service life approach, there will be units of property which will be retired earlier than other, similar units and that, at any particular point in time, there will be some retired units in which depreciation was not completely accrued?
A.
Yes, under the average service life approach, that does occur, because that that method applies an average life to large groups of long-lived facilities, some of which are retired after less than the average life span, and others after more than the average life span. In the end, however, the total investment is fully recouped. This method (average service life or average remaining life), while not absolutely precise, is particularly adaptable to pipeline systems, which contain large numbers of long-lived plant units.  It would be a horrendous task with inherently uncertain accuracy to determine and assign a life to each of the hundreds of units of pipeline system property.  Nevertheless, the average service life method must be applied judiciously, particularly by treating short-lived facilities separate from long-lived facilities.  

Onshore Production (Gathering) Plant

Q. Would you please discuss how you determined depreciation for Transco’s other onshore plant function: production (gathering) plant?

A.
Transco’s production plant, prior to refunctionalization, is fully depreciated on its books. Portions of its transmission plant actually perform a gathering function.  However, those portions, amounting to $12,426,820 of depreciable plant, are now being refunctionalized from transmission to production (gathering) plant. The accumulated reserve associated with the refunctionalized plant was also transferred over to production (gathering) plant.  In that process, the new depreciable plant balance ($16,612,034) of production (gathering) now contains a net undepreciated amount.  As a result, a depreciation rate is necessary to recoup the undepreciated value.  

I determined the depreciation rate for the onshore gathering facilities by using the straight line remaining life method.  These facilities differ from the onshore transmission facilities in that they are related to specific gas fields in the onshore Gulf Coast, essentially south Louisiana.  I therefore synchronized the average life of the onshore Louisiana gas supply of 13.09 years to the undepreciated facilities ($1,971,482) to determine the depreciation expense. The appropriate depreciation rate of 0.91 percent is calculated by dividing the above expense by the gross depreciable plant.  The determination is shown on Exhibit No. T-51.

VIII. DETERMINATION OF DEPRECIATION OF TRANSCO’S OFFSHORE SYSTEM

Offshore Transmission Plant

Q.
Would you please describe Transco’s offshore transmission plant?

A.
Transco’s offshore transmission plant is made up of pipelines and platforms.  Some of the pipelines are large mainline (backbone) facilities, while others are laterals to production platforms and connecting facilities. A full description and list of Transco’s offshore transmission facilities, including the pipelines and platforms, are provided in Exhibit No. T-52 and Exhibit No. T-53.

Q.
How did you determine depreciation for the offshore transmission plant?

A.
I analyzed each offshore facility and the supply of gas related to each facility, and determined the remaining life of the gas fields and reservoirs behind the connected platform(s). As part of my determination of the remaining life of the connected gas fields, I analyzed each producing gas well that flows into Transco’s offshore pipeline system.  In some instances, the lives of various facilities are dependent upon the life of specific, existing producing wells and in other cases the lives are dependent not only on existing wells, but on the development of additional wells and new fields, some in shallow-water areas and others in deep-water continental slope areas. My studies encompassed the relationship between Transco’s existing offshore facilities and existing and future gas supplies. 

As a result of my study, I determined an average remaining life of the offshore transmission plant facilities, not including the meters, to be 18.94 years, with the average remaining life of the metering facilities to be 11.8 years.  When the above remaining lives are applied to the net undepreciated offshore transmission plant, the depreciation rate equates to 1.00 percent.   The results of my depreciation determination are shown on Exhibit No. T-54. 

Offshore Gathering Plant

Q.
Would you please describe Transco’s offshore gathering plant?

A.
Transco’s offshore gathering plant is made up of small lateral lines to producing platforms, with some that connect individual platforms. There are no platforms associated with the gathering plant. All the gathering plant facilities connect to Transco’s offshore transmission facilities. 

Q.
How did you determine depreciation for the offshore gathering plant?

A.
I applied the same approach as that for the offshore transmission plant described above.  Since the makeup of the offshore gathering facilities is somewhat different from that of the offshore transmission facilities, the average remaining lives also differ. Specifically, for the pre-existing gathering facilities, I applied an 11.8-year average remaining life. However, with respect to the refunctionalized facilities that were previously transmission, I found the average remaining life to be 21.94 years. When the results of the above average remaining lives are applied to the undepreciated and refunctionalized gathering facilities, a depreciation rate of 0.17 percent results, as shown on Exhibit No. T-55.

IX.  DETERMINATION OF DEPRECIATION FOR TRANSCO’S GENERAL PLANT

Q. 
What accounts make up the general plant?
A.
The general plant is made up of the following accounts:

Account No.

Description

390.1

Structures and Improvements

391.1

Computer Software and Hardware.

392

Transportation Equipment

393

Stores Equipment

394

Tools, Shop and Garage Equip.

395

Laboratory Equipment

396

Power Operated Equipment

397

Communication Equipment

398

Miscellaneous Equipment

Q. Please explain how you determined the average service life of each of these plant categories and why you made a separate determination for each individual account.

A.
I determined the appropriate average service life that best applies to each type of the equipment in the individual accounts. These lives, along with their respective depreciation rates, are shown on Exhibit No. T-36. These average service lives were developed based upon analysis of the properties in each account, along with historical retirement experience, where available. My analysis was also based on discussions with Transco personnel, as well as the experience of similar properties of other pipeline companies. Specifically, for Account 390.1, Structures and Improvements, the average service life is tied to a leasehold agreement. Therefore, I recommend that any future improvements be amortized over the remaining term of the leasehold agreement.  This will insure full recovery of that asset.  

The determination of the above depreciation rates differs from the mechanics employed for the transmission plant. Because of the high turnover rate of the facilities in the general plant, I used the Whole Life Method to determine depreciation, instead of the remaining life method. The whole life method considers the entire average service life of facilities from installation through retirement, in developing a depreciation rate. The reason for this treatment is that the turnover rate for general plant facilities is so much higher than that of the transmission plant, where the remaining life approach is used.

X.  NEGATIVE SALVAGE AND ASSET RETIREMENT OBLIGATION


Negative Salvage Generally 

Q.
Please explain the term “negative salvage.”

A.
Negative salvage is the net amount of funds necessary to retire a specific facility or group of facilities. It is the difference between the gross salvage, if any, and the cost of removal. Gross salvage may be in the form of value of the facilities stored in a warehouse for reuse or the proceeds from a sale of such facilities.

Q.
What is a negative salvage accrual?

A.
A negative salvage rate is the annual rate, as a percent of the gross plant (which is the traditional Commission approach), or an expense to the cost of service (Asset Retirement Obligation (“ARO”) approach) subject to retirement that will accrue enough funds in an orderly and fair manner to cover the cost of retirement. To accrue negative salvage funds, I used the same straight line remaining life method that I employed to determine the depreciation rates. 


The negative salvage rate reflects the future responsibility for removal when the plant is retired. Like depreciation expense, the cost of retiring facilities is a legitimate cost of doing business. It is both reasonable and necessary for the ratepayers who are receiving service from these facilities to fund the additional costs of retirements through negative salvage depreciation rates. To ensure that an adequate reserve will be on hand to decommission the facilities when they are retired, and to restore the land to its original condition, I recommend that Transco propose to collect such an amount in rates over the estimated remaining useful life of its plant. Failing to include such an expense in current rates will force a subsequent generation of ratepayers to subsidize service provided to current ratepayers. Furthermore, a negative salvage allowance requires current ratepayers to pay the full cost of using these facilities by bearing their fair share of these costs.
Q.
What determines the manner in which abandonment takes place?

A.
Authorization under Section 7 of the Natural Gas Act for the abandonment of natural gas facilities provides for actions that require an environmental assessment by the FERC (see 18 C.F.R. § 380.5 (2001)). Further, Transco, in certain circumstances, may be legally required to decommission or remove various facilities. These obligations place a monetary burden on Transco to decommission its facilities correctly and restore the land to its original condition. 

Q.
In your view, will Transco’s facilities eventually be decommissioned?

A.
Transco’s pipeline facilities will have to be decommissioned. Pipeline facilities eventually wear out, become obsolete or uneconomic. This fact is demonstrated by my plant retirement and survivor curve analysis, which reflects retirements due to physical causes. Gas supply and facility utilization studies reflect retirements that occur due to specific pipeline facilities becoming obsolete, redundant or otherwise unnecessary. At some point, each pipeline reaches the end of its economic life.

Q.
What did you calculate Transco’s negative salvage allowances to be and how did you determine that rate?

A.
Two methodologies were used to determine the amount of funds necessary to accrue in order to fund the decommissioning of Transco’s existing, depreciable facilities. The two methodologies are 1) the Commission’s traditional approach and 2) the ARO approach.  

Traditional Negative Salvage Approach

Q.
What did you calculate Transco’s negative salvage rates for onshore gathering, onshore transmission and other (LNG) storage facilities to be and how did you determine those rates?
A.
I analyzed Transco’s historical retirements, obtained information from company personnel and reviewed the experiences of other companies.  I found that the cost of removal historically has out-paced any gross salvage received for such retirements. This is shown on Exhibit No. T-45, and is confirmed by the final abandonment cost study performed by Transco’s witness Mr. James Taylor. I determined the onshore gathering, onshore transmission and other storage (LNG) plant’s net negative salvage rates to be 1.19 percent, 0.91 percent and 0.70 percent, respectively.    A summary of the results of Mr. Taylor’s terminal negative salvage estimates is shown in Exhibit No. T-56.
Q.
Can you provide a more detailed description of your determination of the negative salvage rate for the onshore facilities?

A.
My determination of the negative salvage rate is a combination of two distinct annual negative salvage accrual calculations – interim negative salvage and terminal negative salvage. The negative salvage rate is the quotient of the annual negative salvage accruals, divided by the gross plant. I determined the negative salvage base for the ongoing normal, interim retirements separately from the major retirements and final closure (terminal negative salvage), because each has an associated average life different from the other.



Normal (interim) retirements will occur from 2006 for a period of an average of 25 years reflecting the average remaining economic life.  The remaining facilities will be subject to the final closure at the 25-year average remaining economic life.  I determined the interim retirements for each plant account from the same survivor curves that I developed earlier for depreciation purposes. Recall that the survivor curve is actually a graphic representation of normal retirements over a period of time. The 25-year period of interim retirements for each relevant account in, for example, the onshore transmission plant is shown on Exhibit No. T-57. I combined all the interim retirements and determined a weighted average remaining life of 14.49 years that would apply as the average period of time to accrue the negative salvage for the interim retirements. This is also shown on Exhibit No. T-57.  



After I determined the future annual normal or interim retirements for each account that would be affected by negative salvage, I applied various net negative salvage values ranging from 4 percent to 58 percent as factors to the anticipated facility retirements. These factors are supported by observation of Transco’s historical retirement experience referred to earlier, discussion with Transco operating personnel and the experience of other pipeline companies.  These historical net salvage values are somewhat lower than Mr. Taylor’s engineering cost estimates, most likely due to the fact that many of them represent facility replacements, rather than terminal retirements.



I adjusted Mr. Taylor’s terminal negative salvage estimates to reflect the fact that some of the facilities will not be retired at final closure, but as normal (interim) retirements over a previous period of time. The difference between the terminal negative salvage estimate and that for the interim retirements represents the negative salvage cost at the final closure.  This is shown on Exhibit No. T-58. The 25-year average economic life was applied to the final closure estimate. I then created a composite of the 25-year accrual period for the final closure with the 14.49-year accrual period for the interim retirements to arrive at an overall average accrual period of 21.71 years for the onshore transmission plant. The 21.71-year period of time is the result of direct weighting of the net negative salvage cost and the number of years to retirement. This is shown on Exhibit No. T-59.  I employed direct weighting in order to be consistent with other direct weighting factors.  

Q.
Can you describe the mathematical calculations used to determine the negative salvage rate?

A.
Exhibit No. T-60 shows the calculation of the negative salvage rate for Transco’s onshore transmission plant. I divided the estimated amount of negative salvage by the overall accrual period of 21.71 years. I then divided that quotient by the transmission plant in service to arrive at 0.91 percent.  



Similar determinations and calculations were made for the other storage (LNG) plant. Those calculations are shown on Exhibit Nos. T-61 through T-64 and the calculation of the negative salvage rate for onshore production (gathering) plant is shown on Exhibit No. T-65. 

Q.
How do you recommend net salvage be reflected for accounting purposes?

A.
I recommend that Transco establish a sub-account for negative salvage for onshore gathering, onshore transmission and other (LNG) storage in Account 108, Accumulated Provision for Depreciation of Gas Utility Plant. Negative salvage accruals and net salvage (gross salvage and cost of removal) will be recorded in this sub-account. This treatment will enable the negative salvage accruals and the actual net salvage costs resulting from retirements to be identified separately from the accumulated depreciation accruals.
Q.
What is the reason for creating this sub-account?

A.
There are two reasons. First, a sub-account allows the negative salvage reserve to be reviewed periodically with ease. This allows the detection of deficiencies or excesses in the accumulated reserve for negative salvage. Inflation, environmental and political considerations may result in future negative salvage costs that may differ from today’s estimates.  

 

Second, when negative salvage accruals and net salvage costs from retirements are reflected in the depreciation reserve, the reserve is distorted by the negative salvage amounts.  This phenomenon obscures the data in the reserve when making capital recovery depreciation analyses.  
Q.
Based on your analysis of historical retirements, what did you determine Transco’s net negative salvage for each dollar of plant retired to be?

A.
Analysis of Transco’s operations, facility configuration, and actual retirements indicates future retirements will result in a cost of removal in excess of any gross salvage for such facilities. I expect that Transco will average approximately 4 percent to 58 percent net negative salvage for each dollar of plant retired.

Asset Retirement Obligation (ARO) 
Q.
What is an ARO?

A.
An ARO is a legal obligation associated with the retirement of tangible, long-lived property that an entity is required to retire and remove, including related obligations to restore land to its original condition, as a result of an existing law or regulation, contractual obligation or promissory estoppel. The ARO is the result of FAS 143, issued June 2001. Responding to FAS 143, the FERC has issued new regulations that address the accounting and financial reporting requirements applicable to asset retirement obligations (Order No. 631).  

FAS 143 requires that the legal obligation associated with the retirement of a tangible, long-lived asset be recognized as a liability and measured at fair value at the time the asset is acquired. When the liability is credited, the offsetting debit is to the related operational asset. The term “fair value” refers to the present value of estimated future cash flows that would be required for the decommissioning at the time of retirement and removal.

The decommissioning of Transco’s offshore facilities is an example of such an obligation. Transco Witness Taylor, as part of his decommissioning study, discusses this legal obligation.  

Removal costs that do not arise from a regulatory or contractual obligation are not governed by the new rule, but treated as described earlier for the onshore facilities under the traditional approach.  

Q.
Would you please explain how the ARO is measured?

A.
Under FAS 143, an entity must recognize an ARO at its fair value.  Therefore, an estimate of the cash flows required to settle the retirement liability must be performed. This also includes an estimate of the amount and timing of the related cash flows, incorporating explicit assumptions about inflation and the estimated cost of retirement. The cash flows must be discounted using what FAS 143 considers a “credit-adjusted risk-free rate.”

Q.
Please explain FAS 143 and its impact on Transco’s facilities.

A.
Transco has adopted FAS 143. FAS 143 requires that companies identify all legal obligations associated with the final retirement of long-lived facilities. In this proceeding, Transco proposes to implement a FAS 143 methodology to calculate a recovery rate for its offshore facilities. Transco has identified and considers all offshore facilities to be under such an obligation. There is no doubt concerning Transco’s legal obligation to decommission upon retirement the offshore facilities it is presently using to perform a portion of its transportation service. With respect to certain of its onshore facilities, personnel at Transco have researched its legal obligations to remove facilities and restore the site to its original condition. They found that Transco’s underground storage facilities, especially its injection and withdrawal wells and its observation wells, must be abandoned under precise and strict conditions. They also found that certain transmission facilities must be removed under its easement agreements with the landowner. 

Q.
How is Transco planning to record and implement the FAS 143 entries?

A.
Exhibit Nos. T-66 through T-78 show the various calculations used to determine Transco’s ARO. The net present value of the projected obligations will be recorded on Transco’s books in accordance with the Uniform System of Accounts upon final approval by the Commission in this proceeding, effective when the rates in this proceeding are no longer subject to refund.

Q.
Please describe the costs associated with the ARO.

A.
The costs are twofold:  depreciation expense of the capital costs (decommissioning) and accretion expense. Note that the term “depreciation” in association with ARO recovery refers to the recoupment of the present value of the capital cost of decommissioning. The accretion expense recognizes the increasing value of the obligations (cost estimates at the current time versus those at the time of settlement).  

Q.
How does Transco propose to treat and recover the ARO amounts?

A.
Using the ARO determination for Transco’s offshore facilities as an example, Exhibit Nos. T-67 and T-68 show how Transco proposes to amortize the regulatory asset over the estimated remaining life of each offshore facility. Additionally, Transco proposes to record ARO depreciation for the capitalized costs and accretion expense. Typically, these provisions are recorded on a monthly basis. The monthly accretion provision increases each month to recognize the increasing NPV of the decommissioning obligation due to the shorter time before the projected time of retirement. To the extent of the increasing accretion provision, Transco proposes to average the projected annual accretion expense for a three year period.



To summarize the ARO recovery, the determination consists of three parts:

· ARO implemented regulatory asset

· ARO depreciation expense

· Annual accretion expense

Recovery of the ARO regulatory asset along with the ARO depreciation and accretion expenses will enable Transco to recover its obligatory retirement costs from current customers prior to actually incurring such costs.  This approach is reasonable because the customers are currently benefiting from the use of Transco’s facilities related to the ARO.

Q.
As part of the ARO depreciation calculation, how did you determine the net present value of Transco’s retirement obligation?

A.
The current dollar estimate of the decommissioning costs provided by Transco Witness Taylor was escalated at 4.24 percent, annually from 2006 in order to obtain the future estimated decommissioning costs based on the escalation rate applied over the projected number of years to the final removal of each of the offshore facilities. The escalation rate was based on the ENR Construction Cost Index and the Handy-Whitman Cost Trends of Gas Utilities. The estimated amount of the future retirement obligation (after adjustment for cost escalation) is shown in column 20 of Exhibit No. T-67 (offshore pipeline and appurtenant equipment) and in column 17 of Exhibit No. T-69 (offshore platforms).



After determining the estimated future decommissioning cost, I discounted the value based upon a credit-adjusted risk free rate of 5.35 percent back to the Transco point of liability for each facility, that is, its installation date.  The application of the 5.35 percent discount rate to the future decommissioning cost resulted in a net present value amount, which is to be capitalized as the initial retirement obligation.

Q.
How did you take into account the increasing accretion over time?

A.
I projected current accretion expense for the ARO for the 2007 to 2009 period. The average accretion over the 2007 to 2009 period is also calculated for each facility. This determination is shown in columns 8, 9, 10 and 11 of Exhibit No. T-68 (offshore pipelines and appurtenant equipment) and columns 7, 8, 9 and 10 of Exhibit No. T-70 (offshore platforms).

Q.
How will Transco account for the three elements in the ARO recovery?

A.
Transco will record ARO regulatory asset, ARO depreciation, and accretion expense monthly in accordance with the requirements of FAS 143.

Q.
Would you please summarize the total offshore FAS 143 related costs for the cost of service?

A.
The total offshore FAS 143 related costs are:


Offshore pipelines and Appurtenant Equipment

$20,021,140

Offshore platforms





$   2,592,374  
Total






$22,613,514

These costs are shown in Exhibit No. T-66 and its related schedules.

Certain Onshore Facilities – Transmission and Underground Storage – ARO Approach

Q.
Would you please discuss the total onshore FASB 143 related costs for the cost of service?

A.
The onshore facilities subject to FASB 143 ARO treatment are certain transmission pipelines, ranging in size from 4-inch to 40-inch laterals and 24-inch to 42-inch mainlines, measuring and regulating stations, (both large and small), Compressor Station No. 20, and various transmission facilities associated with the underground storage operations. As part of Transco’s right of way agreements, these facilities are required to be removed when no longer useful.  



Further, it appears that all the underground storage plant is also subject to FASB 143 ARO treatment. For example, the states of Louisiana (Washington Storage Field), Mississippi (Eminence Storage Field) and Pennsylvania (Leidy and Wharton Storage Fields) all require sspecific procedures for the abandonment of injection, withdrawal and observation wells and related equipment at storage fields.

Q.
Would you please discuss how you determined the onshore FASB 143 related costs?

A.
I applied the exact same technique that I used for the offshore ARO determinations. In the case of the onshore transmission and storage facilities, I applied the already determined 25-year average remaining economic life to the terminal retirements and an increment for interim retirements. Interim retirements were not determined for the meter stations, Compressor Station No. 20 and the transmission facilities associated with the underground storage operations, as they would be de minimus. The calculations, along with the supporting material are shown in Exhibit Nos. T-74 through T-78.   

Hester Storage Decommissioning – ARO Approach

Q.
Please explain why you applied the ARO approach to the decommissioning of the Hester Storage Field.

A.
I applied the ARO approach to the decommissioning costs of the Hester Storage Field because: a) certain facilities, such as injection, withdrawal and observation wells, are required by Louisiana statute to be plugged (decommissioned), and b) the exact certainty of the settlement date(s).  

Decommissioning costs by settlement date are planned and budgeted to be as shown in Exhibit No. T-71. I applied the ARO methodology to those costs and associated settlement date, employing the same discount rate and cost escalation that I used with the offshore ARO calculation. The calculation of the annual Hester ARO expense of $2,648,014 is shown in Exhibit No.     T-72 and Exhibit No. T-73. 

Q.
Please reiterate the main qualifications for the establishment of an ARO recovery process.

A.
The determination of an ARO for rate setting purposes requires two main ingredients:  the first is the establishment of legal obligation and the second is the timing of the settlement of the obligation.  In the instance of Transco, as well as others, the obligations are unconditional. The exact timing of the eventual settlement may be in doubt.

Q.
Is there any uncertainty with respect to the obligation to decommission and restore to the original condition, the Transco facilities?

A.
No, there is no uncertainty. As stated previously, Transco is required under a statute,  regulation and/or contract to disconnect, purge, plug and/or remove all offshore facilities and perform closure procedures with all below-the-mudline facilities at the conclusion of the plant’s service, and to remove or otherwise decommission certain of its onshore transmission and storage facilities.

Q.
Is there any uncertainty in the establishment of a settlement date?

A.
There is uncertainty in the precise settlement date. However, in my opinion this date can be determined with a reasonable degree of certainty. My analysis of the “timing of the settlement,” or remaining life of the offshore facilities, reflects a rigorous analysis of the useful life, based upon the economic limit of gas production and pipeline operations.

Q.
How did you determine the “timing of the settlement” for rate setting purposes?

A.
I employed the results of my analysis and study of the remaining lives of each offshore facility, described earlier in my testimony concerning the depreciation determination.  With respect to the onshore facilities, I applied the remaining lives determined in my depreciation and traditional negative salvage analysis, also described earlier in my testimony.

Q.
Do you believe that it would be prudent to abate any rate recovery of the eventual decommissioning costs of Transco’s offshore facilities at this time?

A.
No, I do not.  First, there is no uncertainty concerning the legal obligation to remove and restore. Second, any uncertainty involves only the date of the settlement of the obligation. It is important to realize that an estimate of the timing of the obligation, while not as certain as the obligation itself, is nevertheless based on factual data and reasonable assumptions where uncertainty is built into the estimate.

To abate the ARO treatment because of an amount of uncertainty in the timing of the settlement date would not be prudent.  Abatement because of such uncertainty would mean that current ratepayers would not pay their fair share of the retirement costs. Conversely, an additional cost burden would be placed unfairly on future customers and/or the retirement obligation would not be fully recovered. 

Q.
Mr. Feinstein, how did you treat the negative salvage of interim retirements of offshore facilities?

A.
Interim retirements take place constantly within Transco’s offshore system.  An example of offshore interim retirements is the replacement of valves and meters. The costs of such replacements, which involve removal of the facility, can be expensive, with no positive salvage to defray the removal cost. I analyzed Transco’s historical offshore interim retirements and their cost of removal and salvage.  The results of that study are shown in Exhibit No. T-79.  I determined a negative salvage rate, based upon the Commission’s traditional negative salvage approach, of 0.01 percent.

Q.
Mr. Feinstein, would you please summarize your testimony?

A.
The purpose of my testimony is to determine the proper and adequate rates of depreciation and accruals for negative salvage for Transco.  To do so, I have analyzed the tangible properties and operations of its pipeline system and estimated its average remaining life.  I determined an economic end life of 30 years and calculated an average remaining economic life of 25 years. Based on this analysis, I developed depreciation rates of:

· 0.91 percent for onshore production (gathering) plant 

· 2.62 percent for underground storage

· 3.95 percent for other (LNG) storage plant

· 2.63 percent for onshore transmission plant, not including the turbine compressor engines

· 4.25 percent for the turbine compressor engines

· 0.17 percent for offshore production (gathering) facilities

· 1.00 percent for offshore transmission plant.

· various rates for general plant

Further, I determined annual negative salvage rates of 1.19 percent for onshore production (gathering) plant, 0.91 percent for onshore transmission plant, 0.70 percent for other storage (LNG) plant and 0.01 percent for offshore plant interim retirements. I further determined annual ARO expenses of $3,101,981 for offshore production (gathering) plant, $19,511,534 for offshore transmission plant, $6,300,417 for underground storage and $2,585,757 for certain onshore transmission plant.

Q.
Does this conclude your direct testimony?

A.
Yes, it does.
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