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Q.
Please state your name and business address.

A.
Mary Kay Miller, 1111 South 103rd Street, Omaha, Nebraska 68124-1000.

Q.
What is your present occupation?

A.
I am Vice President – Regulatory and Customer Service of Northern Natural Gas Company ("Northern").

Q.
Please briefly describe your educational background and work experience.

A.
In 1970, I completed the accounting program at the Commercial Extension School of Business in Omaha, Nebraska.  Since then, I have taken additional course work in the College of Business Administration at the University of Nebraska at Omaha.  I have been employed by Northern since December 1969.  Initially, I held various positions within Northern's Controller, Exploration and Production, and Operating Divisions.  In April of 1981, I joined the Regulatory Affairs Division as a Regulatory Principal in the Cost of Service Section.  In July 1983, I became Director, Tariff and Market Rates, and in March 1986, I was promoted to Manager of Certificates and Tariff.  In February of 1988, I became Director of Rates and Tariff and in August of 1990, I became Director of Regulatory Affairs.  In January of 1991, I became Division Vice President, Rates and Tariff.  In June of 1993, I was promoted to Vice President, Rates and Certificates.  In 1996, I also became Vice President of Regulatory for Transwestern Pipeline Company (Transwestern).  I terminated any responsibility for Transwestern effective January 1, 2002.  In August 2002, Northern was acquired by MidAmerican Energy Holdings Company (MEHC).  Later in 2002, I also assumed responsibilities for Northern’s Customer Service.  My current position is Vice President, Regulatory and Customer Service.   

Q.
Have you previously submitted testimony before the Federal Energy Regulatory Commission ("Commission")?

A.
Yes.  I have testified in various rate and certificate proceedings before the Commission on behalf of Northern.

Q.
What are your responsibilities in this case?

A.
I am responsible for the policy and other considerations underlying Northern's rate proposal, the overall planning and direction provided to Northern Witnesses Kirk and Kissner in the preparation of this rate filing, and the process of properly matching total system revenues with the Test Period Cost of Service.  

Q.
What are the other witnesses responsible for in this case?

A.
Northern Witness Kissner is responsible for describing the overall Cost of Service, including the individual components thereof and the adjustments made to the Base Period Cost of Service in deriving the Test Period Cost of Service.  Northern Witness Feinstein will provide support for Northern’s proposed changes to its depreciation rates and will utilize the studies developed by Northern Witness Kolarik to develop negative salvage rates applicable to Northern’s onshore transmission facilities and storage facilities.  Northern Witness Kirk is responsible for cost allocation and rate design.  In his testimony, he explains the derivation of the proposed rates utilizing the Cost of Service provided by Northern Witness Kissner and the volumes supported by Northern Witness Kent Miller and set forth in the Statement G schedules sponsored by Northern Witness Kirk.  In addition, Northern Witness Kirk will describe the tariff changes proposed in this case.  Northern Witness Kent Miller provides testimony with respect to competition in Northern's service areas, the appropriate billing determinants to be used in deriving rates for Northern's transportation and deferred delivery services, and the market need for the proposed service changes.  Northern Witness Mertz provides testimony from the operational perspective with respect to increased O&M costs and Northern’s proposed changes to its gas quality specifications.  Northern Witness Lillo will describe Northern's capital structure, and the impact of Financial Accounting Standard Board (FAS) 143.  Finally, Northern Witness Vander Weide will provide support for Northern's filed return on equity.

Q.
What is the purpose for filing this general rate case proceeding given that Northern has a rate case pending in Docket No. RP03-398-000?

A.
The principal purpose for filing this Section 4 general rate case is to recover increased costs related to the ongoing operation and maintenance of Northern's pipeline system on a basis that ensures safety and reliability.  These costs are not included in the rates that became effective in the Docket No. RP03-398-000 rate case.  Further, Northern has refiled in this proceeding the same or substantially similar prospective proposals as those contained in Docket No. RP03-398-000 since such proposals would not become effective during the effectiveness of the Docket No. RP03-398-000 rates, which cover the period from November 1, 2003 through July 31, 2004.  In addition, Northern is proposing additional rate, service and tariff modifications that were not part of the Docket No. RP03-398 proceeding. 

Q.
What objectives did Northern have as it developed this filing?

A.
Northern seeks to design rates and services to recover its annual Cost of Service.  In addition to recovery of its Cost of Service, Northern is proposing modifications that enhance its service options and are necessary to assist in meeting the increasingly competitive market environment.  Northern also is enhancing its service options to recognize the changing market environment, where many of its traditional shippers are opting for shorter-term contracts. As a result of the trend in the industry toward shorter-term contracts, Northern is proposing to modify its existing TFX/LFT rate structure to provide for an increase in the daily reservation rate and to implement term-differentiated rates, under which short-term contracts have higher maximum rate levels than longer-term contracts.  This is consistent with Order No. 637.  In addition, Northern is modifying its existing seasonal rate structure by changing the tier relationship factors in its rates to reflect increased seasonality.  Northern believes that the proposed changes to its rate design reflect current market realities and will provide more timely and accurate price signals regarding the value and costs of reserving capacity and will promote efficient capacity utilization.

Q.
Please explain Northern's proposed timing for implementation of the changes in this filing.

A.
Northern has proposed two separate implementation dates for the tariff sheets.  The filed rates and certain tariff sheets are proposed to be effective March 1, 2004 ("Primary Case - March 1, 2004").  A number of changes are proposed to become effective on a prospective basis following a Commission order on the merits or a settlement in this proceeding ("Prospective Case").

PRIMARY CASE - MARCH 1, 2004

Base Period and Test Period
Q.
Please explain the selection of the Base Period and Test Period included in this filing.

A.
The Base Period consists of the twelve months ending September 30, 2003.  This Base Period has been updated and adjusted to reflect known and measurable changes in revenues and costs for the Test Period ending June 30, 2004.  These Base Period and Test Period determinations comply with Section 154.303 of the Commission's Regulations.

Q.
Please generally explain the derivation of Northern's Test Period billing determinants.

A.
These billing determinants were derived from the Base Period described above, as adjusted for changes which are known and measurable for the Test Period ending June 30, 2004.  The derivation of these billing determinants is described in the testimony of Northern Witnesses Steve Kirk and Kent Miller.  The filing also includes representative levels of revenue for all current and newly proposed services, including Northern's proposed Small Volume No-Notice Service ("SVNN") Rate Schedule. 

Q.
Does Northern's filing recognize the impact of discounting?

A.
Yes.  The Commission explained that it did not intend to discourage discounting "as a means to capture marginal and interruptible business."  47 FERC ¶ 61,295 at 62,056 (1989).  Northern Witness Kirk describes in detail the process for recognizing discounting in the design of rates in this proceeding. The general approach is to add to undiscounted billing determinants a portion of the volumes that were contracted for at discounted rates.  For example, if a unit of service could only be sold at one half of the maximum rate, one half of the unit was added to the undiscounted units.  Total billing determinants were determined by adding undiscounted billing determinants to a number equal to the discounted billing determinants multiplied by 

RD

RM

where RD is revenues from discounted contracts and RM is the revenues that would have been received if the transactions had been at maximum rates. 

Cost of Service 

Q.
Please explain the approach used in determining the Test Period Rate Base.

A.
The approach followed conforms to Section 154.303 of the Commission's Regulations, which authorizes the use of a Base Period Rate Base, as adjusted to reflect the conditions that are expected to exist at the end of the Test Period.  Thus, to arrive at the total Test Period gross plant as of June 30, 2004, the gross gas plant in service as of September 30, 2003 was adjusted to reflect estimated plant additions, retirements and other adjustments expected to be in-service or completed by June 30, 2004.  Also, to arrive at the total Test Period accumulated provisions for depreciation and amortization, the accumulated provisions for depreciation and amortization as of September 30, 2003 were adjusted to reflect the additional provisions and other adjustments expected to occur by June 30, 2004.  Northern Witness Kissner will explain the computation of these items in describing Northern's Rate Base and Cost of Service.  

Q.
Please describe your general approach to developing the Test Period Cost of Service.

A.
In order to provide an accurate matching of costs and revenues with the throughput, all known and measurable changes occurring during the Base Period and expected to occur during the Test Period in Operation and Maintenance Expenses, Depreciation, and Taxes (Other Than Income) are adjusted to arrive at the Test Period Overall Cost of Service.  As explained by Northern Witness Kissner, interest expense, one of the major items used to compute Test Period income tax requirements, was determined for the Test Period directly from the Test Period capital structure used to develop the overall Rate of Return.  Thus, interest expense and the annual return and related income taxes of Northern's Test Period Cost of Service are also synchronized.  The adjustments to the Base Period operating expenses are explained by Northern Witness Kissner.  Mr. Kissner also discusses Northern's Pro Forma Cost of Service.

Q.
Is the above-described manner of developing the Test Period Cost of Service proper for this proceeding?

A.
Yes.  The approach in developing the Test Period Cost of Service follows the basic accounting principles that revenues and costs should relate to the same period of time, and that all adjustments to the Base Period should be included on a uniform and consistent basis.  This approach also conforms with the methodology Northern has used in previous rate case filings to develop its Test Period Cost of Service.

Q.
What overall Rate of Return is Northern claiming in this filing?

A.
Northern's Test Period Cost of Service in this rate filing includes a return allowance based on an overall Rate of Return of 10.44% applied to the Test Period Rate Base.

Q.
What is the basis for this requested overall Rate of Return?

A.
The capital structure underlying this Rate of Return is comprised of 47.61% debt and 52.39% common stock equity, with cost allowances of 6.53% and 14.0%, respectively.  The capital structure and the cost of debt are discussed in the testimony of Northern Witness Lillo.  Support for Northern's return on equity is discussed by Northern Witness Vander Weide.

Q.
Is Northern's proposed capital structure reasonable to use in this proceeding?

A.
Yes, it is.  It is my understanding that the Commission prefers to use the pipeline's own capital structure if the pipeline has issued debt not guaranteed by its parent, has its own bond rating, and has a capital structure consistent with other capital structures that have been approved by the Commission.  As stated by Northern Witness Lillo, Northern’s debt is not guaranteed by its parent and Northern has its own bond rating.  In addition, Northern's proposed equity ratio of 52.39% is consistent with prior Commission decisions in other proceedings.

Q.
Please discuss the Rate of Return on equity that Northern is requesting.

A.
Northern is requesting a 14.0% return on equity, which is supported by Northern Witness Vander Weide’s testimony.  In arriving at the 14.0% return, Northern considered the need to attract capital, cover financial and regulatory risks, and meet market risks and overall heightened competition, as described by Northern Witness Kent Miller.  Northern believes a 14.0% return on common equity is both appropriate to meet investor expectations and necessary to cover Northern's risks.

Q.
What business risks does Northern face that require a 14.0% return on common equity?

A.
Northern faces significant business risks.  Northern faces heightened competitive market risks.  As Northern Witness Kent Miller discusses in his testimony, the markets which Northern serves face increased competition.  Northern serves a market heavily comprised of deliveries to customers that can use or have the potential to use alternate pipeline facilities.  This competition has significantly increased with the number of new and proposed pipeline projects.  Since Northern's rate case in Docket No. RP98-203, Northern Border Pipeline has expanded its system, Alliance Pipeline has completed construction and commenced operation, Guardian Pipeline is in service, and Viking Pipeline was acquired by Northern Border Pipeline, resulting in increased competition in Northern's Market Area.  In addition, Northern faces significant risk of bypass in its Market Area.  The City of Hutchinson and the City of New Ulm did not extend their entire contract entitlement in effect on October 31, 2003  as a result of their bypass of Northern’s system through the construction of a competing pipeline. They did, however, purchase a  de minimis amount of entitlement to allow for deliveries at the point.  In addition, as discussed in the testimony of Witness Kent Miller, Centerpoint Energy Minnegasco (MGO), Northern's largest customer representing over 21% of Northern Market Area peak day entitlement, has issued a Request for Proposal soliciting bids to bypass Northern for firm transportation services to its Minneapolis area for approximately 330,000 MMBtu/day of firm Market Area capacity. Such capacity represents approximately one-third of Minnegasco’s total firm Market Area requirements on Northern’s system.  In the Market Area, Northern also faces price and contract risk as a result of higher natural gas prices and the potential shut down of taconite and ammonia plants.  Northern continues to face competition with alternative fuels, including coal and residual fuel oil, the prices of which are at times cheaper than natural gas.  Further, Northern's interruptible and short-term firm services face competition from its shippers' unused firm capacity, which is placed in the capacity release program at a fraction of Northern's maximum rates.  As a result of these factors, Northern has to discount volumes in order to retain markets rather than risk losing such volumes due to competition and economic bypass.   

Q. Based on the market risks you have described, does Northern have any means of reducing costs for its customers?

A.
Northern will evaluate the facilities necessary to meet its firm obligations to customers and will retire facilities as appropriate to reduce costs. 

Q.
What other business risks does Northern face?

A.
Northern can no longer look for its cost recovery primarily from long-term contracts with LDCs as a result of competitive changes in the marketplace.  In addition to LDCs, the customer base includes marketers, endusers and other non-utility participants selling gas for their own account.  This customer mix significantly increases Northern's risk.  The ROFR process allows shippers the ability to contract for shorter terms, thereby leaving their long-term capacity requirements decisions open.  The risks in today's market are far greater than under the historic practice of customers executing long-term contracts for 20 years.  This increased risk will only intensify if LDCs utilize the right of first refusal process to rollover at one-year terms and maintain their option to evaluate alternatives.  The rollover process, in effect, provides customers with a free option if they take service for at least one year at maximum rates.  This shipper opportunity places Northern at risk as significant Market Area long-term contract entitlement is due to expire over the next few years. Four major shippers who have had 10 to 15-year agreements for firm Market Area entitlement totaling over 1,600,000 MMBtu/d have contract terms that expire in 2006 and 2007.  This represents over 35% of Northern’s total Market Area peak day firm entitlement.  These shippers have competitive alternatives that will create revenue and contract term risk for Northern.  Long-term contracting of capacity in the Field Area also is changing.  All firm contracts in the Field Area that were available for termination effective November 1, 2003 terminated and no new market participant has stepped up to purchase the capacity for the long term.  In addition, approximately 600,000 MMBtu/d of long-term Field Area capacity held by LDCs remains under contract, but with termination dates in 2006 and 2007.  These agreements contain rates that are at or near the maximum tariff rate. This represents the last of the long-term LDC maximum tariff rate agreements in the Field Area. This lack of interest in long-term firm capacity in the Field Area has developed even though the capacity was fully utilized during the 2002-2003 heating season as market demand increased due to temperatures that were normal and at times much colder than normal.  Market Area LDCs now seek to rely on other market participants to bring the gas to Demarc to meet such demand, where the LDC can buy gas on a bundled cost basis.  This eliminates the long-term fixed cost risk for the LDC, and places it squarely on Northern.  LDCs are also being challenged by state regulators about the prudence of entering into or extending long-term contracts in light of the potential capacity alternatives that may be available to them in the future.  

Northern also faces regulatory uncertainty.  After a decade of unprecedented regulatory change surrounding Order No. 636, Northern faces yet another round of regulatory risks.  The current regulatory and legislative initiatives being reviewed to address recent problems in the industry create significant risk.  These initiatives resulted from the fallout arising from the actions of certain major industry participants, such as Enron.  The areas being reviewed include price reporting, accounting regulation, energy affiliates, and the national energy policy.  In addition, Northern still faces uncertainty as a result of implementation of expanded segmentation rights under Order No. 637.  

In addition, Northern faces changes in the financial risk of its customers as a result of the financial downturn in the natural gas industry.  Many shippers, including LDCs, have had significant downgrades in their credit ratings and this poses significant risks to Northern.  Although Northern has modified its tariff provisions to mitigate these risks, such provisions allowed by the Commission will not eliminate credit risk.  For example, in the past year, Northwestern Public Service, Mirant Americas Energy Marketing, L.P. and Farmland Industries, all of which are or were firm customers of Northern, filed for protection under the bankruptcy laws.  

Q.
You state that Northern’s increased costs are in part due to ensuring the safety and reliability of its pipeline system.  Are these costs related to Northern’s compliance with the Pipeline Safety Improvement Act of 2002 (the "Act")?   

A.
Yes.  Northern’s increased operation and maintenance costs are related to its compliance with the Act as well to ensure the safety and reliability of the pipeline system, as discussed by Northern Witness Mertz.  The Act requires pipeline operators to begin a baseline assessment of high consequence areas (HCA) within two years and to complete 50% of the baseline assessments within five years.  It further provides for a ten-year program to test all HCA areas and then reverify HCA areas every seven years thereafter.  Northern's system has been built over the last 70 years and consists of multiple lines at varying pressures through its Field Area and Market Area, which end with single branch lines to numerous Town Border Stations (TBSs).  Unlike new pipelines, which have been built with internal line inspection or "smart pigging" capabilities (an industry term to describe the mechanical process of examining and cleaning the inside of a pipeline), Northern’s system was not built with smart pigging capabilities.  As a result, Northern’s compliance with the proposed safety requirements is likely to be much more costly than those of new pipelines such as Guardian, Alliance, Northern Border and Viking, with which it competes.  As further explained by Witness Mertz, as part of its compliance, Northern will be constructing facilities wherever possible along its pipeline to launch and receive smart pigs.  Where this is not possible, the affected lines will require hydrostatic testing or direct assessment. 

Q.
Is treatment of the smart pigging, hydrostatic testing, and direct assessment costs as operation and maintenance consistent with Northern’s treatment of pipeline recoating costs?

A.
No.  Northern received authority in Docket Nos. RP92-1, et al., to record pipeline recoating costs as regulatory assets.  Northern is willing to capitalize its smart pigging, hydrostatic testing, and direct assessment costs and treat such as regulatory assets, consistent with the current accounting for pipeline recoating costs and its request to the Officer of Chief Accountant (OCA) dated April 17, 2002.  Pursuant to its pipeline integrity program, Northern has undertaken a review to determine which pipeline facilities may need improvements.  The costs for smart pigging, hydrostatic testing and direct assessment that Northern expects to incur involve major pipeline facility improvements and Northern expects these costs to be significant.  Such improvements will provide long-term benefits by extending the useful life of Northern’s pipeline and will constitute an upgrade in Northern's overall pipeline system.  These factors are consistent with Northwest, OCA Docket No. AC94‑149‑000, and support treatment of such costs as a regulatory asset.

Q.
How does Northern propose to recover costs related to pipeline safety and reliability if such costs are recurring as well as incremental every year? 

A.
Absent any other method, Northern would be at risk for recovery of its costs unless it made annual Section 4 general rate case filings to recover such costs.  Annual general Section 4 rate cases would place a heavy burden on the time and resources of the parties and Commission Staff.  An alternative to recovering such costs pursuant to an annual general Section 4 filing would be to establish a separate mechanism designed to address the recovery of such costs in an annual limited Section 4 filing.  These costs result from a federal mandate and, therefore, such a recovery mechanism would be consistent with previous Commission-approved recovery mechanisms such as ACA and GRI surcharges.  In addition, an annual limited Section 4 filing is consistent with the manner in which Northern recovers its fuel-related costs.  Further, the Commission has permitted pipelines to make limited Section 4 filings to implement peak and off-peak rates under Order No. 637.

Q.
What depreciation rates is Northern proposing?

A.
Northern proposes the following depreciation rates in its primary case:  (1) onshore transmission plant -- 1.80%; (2) storage plant -- 2.17%; and (3) certain intangible plant -- 10.00%.  Northern proposes in its prospective case negative salvage rates of 0.5% for its onshore transmission and storage facilities.  All of Northern’s depreciation and negative salvage rates are supported by the testimony of Northern Witness Feinstein.  The calculation of the Test Period depreciation expense and negative salvage expense is set forth in the testimony of Northern Witness Kissner.

Q.
Please explain the rationale for Northern’s proposal to establish negative salvage rates.

A.
Northern currently does not have negative salvage rates, except for its offshore facilities.  As previously discussed, as a result of the Pipeline Safety Act and the fact that Northern has older pipeline facilities, Northern expects that certain transmission and storage facilities will require retirement and/or replacement.  Northern Witness Kolarik has conducted a Retirement Study that shows Northern has had interim retirements and will continue to have retirements of facilities.  The Commission has approved negative salvage rates for transmission and storage facilities on pipelines such as Northern.  The establishment of the negative salvage account appropriately requires customers that are using the pipeline facilities today to share in the costs of retiring such facilities. 

Q.
Why has Northern proposed certain depreciation and negative salvage rates that are lower than those supported by Witness Feinstein?

A.
Northern has proposed lower depreciation and negative salvage rates in order to achieve a balanced approach of avoiding a sharp increase in its cost of service, while providing additional funds to address depreciation and negative salvage costs. 

Q.
Is Northern’s proposal to implement a FAS 143 recovery rate applicable to its offshore facilities consistent with Commission policy?

A.
Yes.  The Commission recently issued a final rule in Docket No. RM02-7-000, which requires pipelines to identify all legal obligations associated with the retirement of long-lived facilities.  Witness Lillo discusses FAS 143 and the proposed recovery rate applicable to Northern’s offshore facilities.  

Q.
Please explain Northern’s recovery of costs related to employee relocations and the system upgrade costs from Enron and Dynegy.

A.
Northern proposes to recover $11.1 million of operation and maintenance costs related to employee relocations and Northern's separation from Enron by amortizing this amount over a 10-year period, which equates to an annual cost of $1.1 million.  These costs have occurred due to changes in the ownership of Northern, culminating in its current ownership by MEHC.  It is appropriate for Northern to recover these costs as proposed herein because the transition to new ownership by MEHC has resulted in substantial cost savings to Northern’s customers which are reflected in its rates and will continue to benefit the customers over the same 10 year period the costs are proposed to be recovered.  Northern's ownership by MEHC provides annual cost savings in excess of $10 million due to lower financing costs, lower corporate overhead costs, lower insurance costs and reduced rent expense.  These cost savings have been reflected in the rates filed in this case and it would be one-sided and inequitable to reflect in rates the cost savings from Northern’s new ownership but not the separation costs that made such cost savings possible.  

Q.
Please explain Northern’s proposal with respect to its System Levelized Account (“SLA”).

A.
Northern proposes to continue the changes made in Docket No. RP03-398 to the following SLA items: (1) use of 100% of the 13-month average cash balance, instead of 80%, to calculate the adjustment to base rates; and (2) removal of the Cap on future cost recovery. 

Q.  
Is Northern attempting to collect the SLA principle?

A.
No.  Northern’s proposal is limited to the mechanical application of the SLA mechanism.  Northern is not attempting to collect the SLA principle.   

Q.
Why is removal of the 80% appropriate?

A.
The current restriction of using only 80% of the 13-month average cash balance is not appropriate because it denies Northern recovery of costs incurred to meet its customers' needs while maintaining system integrity in response to ongoing operational requirements of the system related to customer imbalances.  The imbalance provisions agreed to in the SLA settlement have not resulted in a significant reduction in customer imbalances.  The crediting mechanism to reduce the SLA balance will continue in effect and, as a result of Northern's change, the credited amount to reduce the SLA balance will increase.  In essence, Northern’s proposal involves the utilization of a 13-month average balance to calculate costs, which is similar to Commission treatment of working capital accounts.  

Q.
Why is it appropriate for Northern to recover its pre-tax return on the SLA cash balance?

A.
Just as Northern is allowed to recover its pre-tax return on its working capital accounts, Northern should be allowed to recover its pre-tax return on the average 13-month balance of the cash portion of the SLA account.  These amounts reflect cash that Northern has already spent and, therefore, Northern should be allowed to recover its pre-tax return associated with that cash outlay.  Further, Northern’s proposal for recovery of its pre-tax return with respect to the SLA is consistent with the SLA Settlement in Docket Nos. RP01-76-000, et al.   

Q.
Why is removal of the Cap appropriate?

A.
Northern should be allowed to recover SLA costs without artificial restrictions or a Cap on cost recovery because the cost of the SLA results from the operation of the pipeline and shipper imbalances. 

Q.
Is Northern's proposed management fee for its Gulf Coast facilities rates appropriate?

A.
Yes.  Northern's offshore shippers should pay appropriate rates for the transportation services that Northern provides.  In addition, all management fee revenues received by Northern are reflected in Northern's firm transportation service revenues.  A management fee is appropriate to compensate Northern for the risks of continuing to operate its offshore facilities and to encourage efficient utilization of such facilities.  Northern's proposal to charge a management fee is consistent with Commission policy.  Tarpon Transmission Company, 57 FERC ¶61,371 (1991).

Q.
Briefly describe the effect Northern's rate filing has on its rates and revenues.

A.
Use of the Test Period Cost of Service of $531.5 million and the Test Period billing determinants produces rates which generate revenues approximately $89.4 million greater than the revenues received in the Base Period; however, this does not recognize the effect of the increased rates which went into effect pursuant to the Docket No. RP03-398 rate case, effective November 1, 2003. Therefore, Northern’s proposal herein is only a $29.6 million increase in revenue requirements, or approximately 6% above the level generated by the rates made effective in Docket No. RP03-398.

Rate Design For Rates Proposed To Be Effective March 1, 2004

Q.
Is Northern proposing a change in rate design with respect to the rates proposed to be effective March 1, 2004?

A.
No. Northern is continuing the same rate design that underlies its Docket No. RP98-203-000 rates as well as the Docket No. RP03-398-000 rates, consistent with Northern’s rate case settlement in Docket No. RP98-203.

Q.
Please describe the rate design underlying Northern’s existing rates that Northern is proposing to continue in the rates to be effective March 1, 2004.  

A.
Northern is proposing to continue the modified straight fixed variable (“SFV”) rate design established by the settlement in Docket No. RP98-203.  Under this methodology, the majority of the transmission fixed cost of service is assigned to the transportation reservation charge and the transmission variable cost of service is assigned to the transportation commodity charge. 

Q.
Please explain the design of Northern’s storage rates.

A.
The storage Cost of Service has been allocated between Northern's deferred delivery storage services ("FDD, PDD and IDD") and operational storage, based on the total cycle volumes and daily deliverability volumes that are assigned to each.  The storage rates continue to be designed in accordance with the Commission-approved methodology set forth in Equitable Gas Company, 36 FERC ¶ 61,147 (1986).  Consistent with Equitable, 50% of the storage fixed Cost of Service is allocated to the reservation charge and 50% to the capacity charge.  Likewise, the storage variable Cost of Service is allocated equally to the injection and withdrawal charges.

Q.
Please explain Northern's rationale for designing TI rates on a 100% load factor basis.

A.
The proposed TI rates continue the rate design established by the settlement in Docket No. RP98-203.  Northern has designed rates on a 100% load factor basis to ensure comparable pricing signals between the various short-term market choices (TI, short-term firm, and capacity release) and to provide for an appropriate contribution to fixed costs.  In addition, a 100% load factor TI rate will result in the efficient allocation of capacity.  This rate design is consistent with Commission policy.    As I discuss below, the proposed increase in the reservation rate for daily TFX/LFT service will result in an increase in the TI rate.

Service Changes Proposed To Be Effective March 1, 2004 

Q.
What service changes has Northern proposed to implement on March 1, 2004?

A.
Northern is proposing to revise its quality specifications for oxygen and carbon dioxide and to clarify the FDD ROFR process.  In addition, Northern is proposing to remove certain provisions from Tariff Sheet No. 303 that are not currently effective as they relate to Northern’s pending rate case proceeding in Docket No. RP03-398-000.  This miscellaneous tariff change is discussed in the testimony of Northern Witness Kirk.   

Q. Please explain what changes Northern is proposing to its gas quality specifications.

R. As further discussed by Northern Witness Mertz, Northern is proposing to revise Section 44, Quality, of the General Terms and Conditions of its Tariff to lower the acceptable levels of oxygen and carbon dioxide for gas received into Northern’s pipeline system.  Specifically, Northern is proposing to revise the level of oxygen from less than or equal to 0.2% by volume to less than or equal to 0.02% by volume, and the level of carbon dioxide from less than or equal to 2.0% by volume to less than or equal to 1.0% by volume.  

Q.
Why is Northern proposing these changes?

A.
In August 2000, following a pipeline rupture on El Paso’s system near Carlsbad, New Mexico, the Office Of Pipeline Safety (OPS) issued an advisory bulletin to owners and operators of natural gas pipeline systems, advising them to review their internal corrosion monitoring programs and operations, including gas quality.  In light of this advisory and industry research, and as part of its ongoing compliance with regulatory initiatives related to system integrity issues, Northern is proposing to revise the gas quality standards for gas received into Northern’s system.  

Q.
Are Northern’s proposed revisions to its oxygen and carbon dioxide specifications consistent with quality specifications approved by the Commission for other pipelines?

A.
Yes.  The tariffs of Natural Gas Pipeline Company of America, Colorado Interstate Gas Company, Trailblazer Pipeline Company, and Kinder-Morgan Energy provide for a threshold level of 0.001% for oxygen in their systems.  These pipeline systems serve many of the same markets served by Northern in its Field and Market Areas.  Southern Star Central Gas Pipeline, Inc. (Southern Star) has the same carbon dioxide specification as that proposed by Northern, i.e., less than or equal to 1% in their systems.  Southern Star is also located in the same geographic region as Northern’s system. 

Q. Do Northern’s proposed revisions to its oxygen and carbon dioxide specifications mean that Northern will shut in this gas if such gas exceeds the 0.02% level for oxygen or the 1.0% level for carbon dioxide?

A. No.  Northern’s current tariff provides that Northern may, on a basis that is not unduly discriminatory, elect to accept gas which fails to meet specifications.  Northern reserves the right to accept off-specification gas as long as such gas can be blended to meet the required levels, or other technologies can be economically and practically used to mitigate the damaging effect to the pipeline.  

FDD ROFR Process

Q. Please explain Northern’s proposal to clarify the FDD ROFR process.

A.
As discussed by Witness Kent Miller, Northern’s proposed clarifications clearly delineate the bid awarding procedures under the ROFR process with respect to FDD capacity.  These clarifications are necessary due to the unique nature of storage capacity and to ensure completion of ROFR process in a timely and efficient manner.

Q.
Is Northern’s proposal consistent with the Commission’s ROFR policies?

A.
Yes.   Under the Commission’s ROFR policy, a firm shipper with a contract for long-term capacity has the right to retain its capacity beyond the contract term, subject to certain matching requirements imposed by the market.  These requirements must be completed before the shipper’s capacity expires. The rationale for the Commission’s ROFR policy was to protect the long-term firm shipper from having its capacity abandoned without prior approval under Section 7(b) of the Natural Gas Act.  Northern’s proposed modifications ensure that all the necessary matching and awarding of capacity steps are completed in a timely fashion.  

PROSPECTIVE CASE
Q.
What changes is Northern proposing on a prospective basis?

A.
Northern has proposed that certain changes become effective on a prospective basis, following a final Commission order on the merits or a settlement in this proceeding.  The prospective changes discussed below include:  (1) negative salvage rates of 0.5% for onshore transmission and 0.5% for storage facilities; (2) changes in the tier relationship factors (TRFs) underlying the TF, TFF and TFX rates to reflect greater seasonality; (3) changes in the TFX/LFT rate structure to provide for an increase in the daily TFX reservation rate; (4) changes in Northern's PRA mechanism and fuel methodology in the Field Area; (5) a new Small Volume No-Notice (SVNN) Service; (6) implementation of term-differentiated rates (TDRs); (7) treating non-pipeline quality gas;  (8) certain billing simplifications; (9) clarification of the qualifications for a delivery point in the Market Area to be part of an Operational Zone and a minimum MDQ requirement for zone delivery points; and (10) a revised Carlton surcharge. Northern Witness Kent Miller also discusses certain of the prospective changes, including revisions to Northern’s Small Customer Tolerance Level and a change in billing overrun charges.

Negative Salvage Rates 

Q.
Please describe Northern’s proposal for negative salvage rates.

A.
The Commission has recognized that it is appropriate for pipelines to have negative salvage rates to address the costs that arise when the costs of removal of facilities exceed the gross salvage, if any.  Northern’s proposed negative salvage rates of 0.5% for onshore transmission facilities and 0.5% for storage facilities are supported by the testimony of Northern Witnesses Feinstein and Kolarik. 

Enhanced Rate Seasonality -- Changes in Tier Relationship Factors

Q.
What is the basis for Northern’s proposed changes in Tier Relationship Factors (TRFs)?

A.
In the Rate Design Policy Statement, the Commission explained that a pipeline’s rates can properly reflect the seasonality of demands on its system, i.e., higher rates during times of peak demand and lower rates during off-peak periods.  The Commission stated that one way to support seasonal rates is to identify the costs of facilities that are used primarily to provide service during peak periods and to directly assign such costs in developing peak period rates.  Consistent with the Commission’s policy, Northern has performed a System Utilization Study that identifies compressor and pipeline usage during the winter peak period and the summer off-peak period.  This study is discussed in detail in the testimony of Northern Witness Kirk.  As shown in his testimony, such study supports Northern’s proposed changes to the TRFs for TF, TFF, and TFX service. 

Daily TFX/LFT Rates

Q. Is Northern’s proposal to implement an increase in the daily reservation rate for TFX and LFT service consistent with Commission policies?  

A.
Yes.  Northern’s proposal to implement an increase in the daily reservation rate is consistent with the Commission’s Rate Design Policy Statement permitting a pipeline to reflect in its rates the seasonality of demands on its system.  A daily reservation rate rations capacity on a peak day so that a shipper that places the highest value on the capacity receives the capacity.  Specifically, the daily reservation rate is designed to compensate the system when a shipper chooses to only acquire capacity for one day of service, and thereby limits Northern’s ability to provide service to other customers, as explained by Witness Kent Miller.  If a higher rate is not charged, there is no incentive for customers to commit to the system for service.   Northern’s proposal results in an efficient allocation of capacity and compensates the other firm shippers on Northern’s system, which is consistent with the Commission's rate design principles.  The 100% load factor TI rate will be based on the daily reservation rate for TFX/LFT service, which is consistent with Commission policy.  
Fuel Methodology Changes

Q.
Is Northern’s proposal to base its PRA calculations on a 3-year average methodology consistent with the practices of other pipelines?

A. Yes.  The Commission has approved pipeline fuel mechanisms that reduce fuel fluctuations from year-to-year. ANR Pipeline Company, 60 FERC ¶61,145 (1992).  In ANR, the Commission approved a fuel mechanism that redetermined fuel and UAF percentages based on the most recent three calendar years' experience of compressor fuel usage and the most recent four calendar years' experience of UAF gas.  Northern's proposed change will result in smoothing out the fuel and UAF percentage changes from year to year, thereby giving Northern's shippers greater fuel cost certainty through less annual volatility.  The proposed modification should also reduce the amount of over or underrecovered volumes from year to year.  Under the current methodology, which uses only the most recent one-year period, fluctuations in weather or shipper behavior can result in large swings in the fuel and UAF percentages from year to year.

Q. How does Northern intend to implement the 3-year averaging methodology?

A. Upon effectiveness of this proposal, Northern would phase-in the 3-year average methodology over the next three annual PRA filings.  The phase-in would begin in the first annual PRA filing following Commission approval of Northern’s proposal and would continue during the next two annual filings until the phase-in is complete.  For instance, the first annual PRA filing following Commission approval would base the PRA calculations on one year’s data, consistent with the current PRA mechanism.  The second annual PRA filing following Commission approval would base PRA calculations on two years of data.  Finally, the third annual PRA filing following Commission approval would fully implement the 3-year average methodology by basing PRA calculations on three years of data.      

Q. Is Northern also proposing to use the 3-year averaging methodology to develop the fuel true-up percentages?

A.
No.  The fuel true-up percentages will continue to be developed using the most recent 12 months.  In this way, any overrecoveries or underrecoveries from the most recent 12 months are brought forward to the next PRA period.

Q.
Is Northern’s proposal to modify the methodology used to develop the Field Area mainline fuel percentages consistent with Commission policy?

A.
Yes.  The Commission encourages the use of rates that reflect the cost of providing service.  The Commission’s primary concern is not with any particular fuel method but with the issue of whether the pipeline’s method accurately reflects fuel usage.  Northern’s proposal to split the current Field Area mainline fuel into four mainline fuel retention areas -- Mainline and Lateral for the Permian area and Mainline and Lateral for the MidContinent area -- will more accurately reflect fuel usage on Northern’s system and match the costs that shippers pay for fuel with the amount of fuel they are responsible for using.  For example, under the current methodology, if a shipper is shipping only through the MidContinent Mainline portion of Northern’s system and is not utilizing any facilities in the MidContinent Lateral fuel retention area to move its supplies, the shipper would still be required to pay the rate applicable to transactions in MIDs 8-16B, including fuel costs for the MidContinent laterals which the shipper did not use.  Northern’s proposed methodology more appropriately reflects in rates the fuel used by the shipper such that the shipper in this example would only be required to pay the MidContinent Mainline fuel charge.  As a result, Northern’s revised fuel methodology, which breaks down Field Area mainline fuel costs into four fuel retention areas as opposed to two will more accurately match the fuel rates that a shipper pays with the amount of fuel it is actually using, consistent with Commission policy. 

New Small Volume No-Notice Service
Q.
Is Northern's proposed new Small Volume No-Notice Service consistent with Commission rules and policy?

A.
Yes.  Northern proposes to initiate SVNN service under its Part 284, Subpart G blanket certificate.  This proposal is addressed by Northern Witnesses Kirk and Kent Miller.

Term-Differentiated Rates
Q.
Please describe the basis for Northern’s proposal to differentiate its TF, TFF and TFX transportation rates on the basis of contract term.

A.
Northern proposes that its TF, TFF and TFX transportation rates vary by contract term, with a higher base rate for shorter-term contracts and a lower base rate for longer-term contracts.  By differentiating the rates by the term of the contract, Northern proposes to better reflect costs and risks and encourage longer-term contracts. 

Q.
How did Northern determine the level of rates that would apply to shorter-term and longer-term contracts?

A.
The rates are differentiated by either increasing or decreasing the return on equity and recalculating the reservation component of the rates for each category of term-differentiated firm transportation service.  The level of return, which was applied to each term-differentiated category, was developed utilizing returns on equity from the 13 to 15 percent return on equity range determined by Northern Witness Vander Weide.  This approach reflects in rates the different risks that Northern faces based on varying lengths of contract.  Northern assigned a higher return on equity to shorter-term contracts and a lower return on equity to longer-term contracts.

Q.
Please describe the term-differentiated categories proposed by Northern.

A.
Northern proposes to establish three categories of term-differentiated rates.  Category 1 rates apply to contracts with terms of less than three years and are the highest term-differentiated rate, based on a 15 percent return on equity.  Category 2 rates apply to contracts with terms of three years or more, but less than 5 years and are Northern’s maximum tariff rates based on its filed 14 percent return on equity.  Category 3 applies to contracts with terms of 5 years or more and is the lowest term-differentiated rate, based on a 13 percent return on equity.   

Q.
Please discuss how Northern plans to implement term-differentiated rates.

A.
Northern proposes to implement term-differentiated rates on a prospective basis, which means that such rates would not become effective on Northern’s system until there is a Commission order on the merits or on a settlement in this proceeding. 

Q.
How will Northern apply TDR to contracts?

A.
Northern intends to apply term-differentiated rates to new contracts and to any contracts that are extended on or after the effective date of the TDR structure.  Each new service agreement or extension will be measured from its effective date until the first possible termination date under the service agreement.  Assuming term-differentiated rates are effectuated April 1, 2005, these rates would apply to new contracts entered into on or after April 1, 2005, or any existing contract extended or rolled-over on or after that date.

Q.
How would customers' contracts for Rate Schedule TF and TFX be categorized for term-differentiated rates?

A.
Northern proposes that all currently effective TF, TFF, and TFX contracts would be placed in Category 2 (3 years to less than 5 years) and be subject to the tariff rate which reflects the filed 14 percent return on equity in the base case.

Q.
How did Northern determine the return on equity to apply to each category of contract term?

A.
The 14 percent return on equity used for Category 2 rates reflects the overall risk that Northern faces today.  Applying a 13 percent return on equity for Category 3 rates reflects the lower risk associated with longer-term contracts.  Applying a 15 percent return on equity for Category 1 rates reflects the higher risk associated with shorter-term contracts.  Therefore, the difference in rates between each category of term-differentiated rates is based on a 1% change in the return on equity used to develop each rate.  

Q.
What is the Commission's policy on term-differentiated rates?

A.
In Order No. 637, the Commission expressed concern about the asymmetry of risk associated with having uniform maximum reservation rates for both short- and long-term contracts.  The Commission recognized that under term-differentiated rates the price of service more accurately reflects the relative levels of risk that a pipeline faces when selling service for a shorter period than for a longer period, as well as the higher risks that customers face when they purchase service for a longer period of time.  Also, term-differentiated rates provide the pipeline with a mechanism that more appropriately prices long-term transportation service.  Northern's term-differentiated rate proposal implements the Commission's policy by better reflecting risk and setting maximum rates for longer-term service that are lower than maximum rates for shorter-term service on a per unit basis.  

Q.
Has the Commission approved any pipeline proposals to implement term-differentiated rates?

A.
Yes.  Since Order No. 637, the Commission has approved term-differentiated rates.  See Viking Gas Transmission Company, 101 FERC ¶61,170 (2002).  Northern’s proposal is similar to Viking’s in that Northern has proposed to group its contracts into the same term categories.  

Q.
Please explain why a shorter-term contract is riskier for the pipeline.

A.
As the Commission explained in Order No. 637, a shorter-term contract provides greater flexibility and less risk to a shipper than a longer-term contract.  This results because shippers who sign contracts with shorter terms benefit from the greater flexibility of such contracts, which allows them to react to changes in the market or in their own circumstances.  Generally, shorter-term contracts provide shippers with more service options.  Hence, a shipper that enters into a shorter-term contract imposes a greater risk to the pipeline and other shippers because such contract does not provide the cost contribution stability or the planning security of a longer-term contract.  A higher rate reflects this additional risk inherent in shorter-term contracts.

Q.
Has the Commission addressed the issue of risk?

A.
Yes.  In Order No. 637, the Commission stated that it has already recognized, in the context of oil pipeline rates, that the lower risk to a shipper and the higher risk to the pipeline associated with shorter-term contracts may properly be reflected in a higher rate for shorter-term service.  Furthermore, the Commission also noted that the existence of long-term contracts reduces a pipeline's risks and, therefore, lowers its cost of capital.  In Order No. 637-A, the Commission further observed that differentiating rates by term, through the use of varying levels of rate of return, may be one reasonable method of designing term-differentiated rates.  Northern's proposed maximum rates for longer-term service would recognize the value of longer-term contracts in limiting Northern's risk.  Further, Northern's term-differentiated rate proposal will result in more efficient pricing of the pipeline's transportation service and send additional market signals.  

Q.
Are Northern's term-differentiated rates cost-based?

A.
Yes.  The Commission indicated that term-differentiated rates should be cost-based so that, in the aggregate, the pipeline recovers its annual revenue requirement.  Northern's rates are designed to recover its annual revenue requirement.  With the term-differentiated rate proposal, the maximum rates for customers with shorter-term contracts will increase, but there would be a decrease in the maximum rates for customers with longer-term contracts.  Both the longer-term and shorter-term rates utilize a change in the return component and are, therefore, cost based.  In total, Northern's rates would produce revenues equal to its allowed revenue requirement.  

Treating Non-Pipeline Quality Gas   

Q.
Please describe Northern’s tariff provisions related to modifications for treating non-pipeline quality gas.

A.
Northern is proposing to add a provision to Section 44 (Quality) that would allow Northern and a shipper to agree that, to the extent Northern agrees with a third party to treat gas on behalf of a shipper in order to meet the gas quality specifications in its tariff, Northern may condition receipt of the shipper’s gas on the shipper’s agreement to reimburse Northern for the incremental costs incurred for such treating activities with the third party.  Treating would include the extraction of any impurities or blending of the gas stream necessary to meet pipeline quality specifications.  Due to the decline of production from certain gathering systems connected to Northern’s Field Area facilities, pipeline quality issues have increased.  Rather than shutting in a producer’s production due to gas quality issues, Northern’s proposed provision would provide these shippers with an opportunity to continue to deliver gas to Northern. 

Billing Simplifications 

Q.
Please describe Northern’s proposal to simplify its billing procedures. 

A.
Northern proposes to simplify its commodity billing process by establishing average out-of-balance transportation rates for the Market Area and the Field Area. Out-of-balance transportation rates are the commodity rates Northern bills when a shipper has taken more volumes at its delivery point than the volumes it has scheduled.  Since Northern’s transportation commodity rates in the Field Area are mileage-based, it is necessary to effectively assign a receipt point to these out-of-balance volumes to establish a commodity rate to bill.  Northern’s current practice is to assign the commodity rate that represents the longest distance reflected in the shipper's scheduled volumes.  This involves a complicated, time-consuming computer process, which checks all the scheduled volumes to determine the longest distance for each shipper.  Today, shippers do not know and cannot estimate what their out-of-balance transportation rate will be each month until they receive their invoice.  In addition, a shipper’s out-of-balance transportation rate changes each month depending on its scheduled volumes.  Northern proposes to simplify the current process by developing firm and interruptible Field Area and Market Area out-of-balance transportation rates.  Northern Witness Kirk describes how the new out-of-balance transportation rates for the Market Area and the Field Area are calculated.    

Q.
Are any other changes required under Northern's proposal?

A.
Yes, the shipper will need to nominate to and from Demarc.

Q.
Is this proposal appropriate?

A.
Yes.  Northern’s proposal simplifies the billing process for its shippers and provides rate certainty as to what their out-of-balance transportation rate will be each month.  Since the out-of-balance transportation rates will be stated in Northern’s tariff, shippers can estimate on a real-time basis the amount they will owe for the transportation of their out-of-balance volumes.  

Delivery Point Qualifications for Operational Zones

Q. Please explain why Northern is proposing to modify the qualifications for inclusion of a Market Area delivery point in an operational zone.

A.
As explained by Witness Kent Miller, Northern is proposing to clarify which delivery points in the Market Area qualify for inclusion within an operational zone.   Northern’s proposed revision to the tariff language requires that LDCs own significant facilities necessary for delivery of gas downstream of their zone delivery point, as explained by Witness Kent Miller.  

Q.
Is Northern’s proposal consistent with the concept of operational zones on Northern's system?

A.
Yes.   Northern implemented operational zones in its Market Area in order to provide its shippers, primarily LDCs, with flexibility with respect to nominations and billing.  By permitting shippers to include a delivery point within an operational zone, shippers do not have to nominate quantities for delivery at individual receipt points but rather can simply make one nomination to the zone in which the shipper delivers gas.  Under operational zones, shippers have the additional benefit of balancing all of their points at an aggregate level rather than a point level. The purpose of continuing operational zones for transportation service was to eliminate the complexity in nominating quantities for LDC shippers that make a broad range of deliveries in Northern’s Market Area; it was not to confer a competitive advantage upon LDCs in serving new markets, as discussed by Witness Kent Miller.   Northern’s proposed revision ensures that shippers do not attempt to add points to their operational zone where the LDC does not own significant facilities downstream of Northern’s delivery point that are necessary to move gas to the enduser, consistent with the original intent of operational zone deliveries.   

Q.
Is Northern proposing any other changes related to delivery points for inclusion in an operational zone?

A.
Yes.  Northern is proposing to implement a minimum MDQ requirement of 50 MMBtu per day at any town border station or each delivery point included in an LDC’s operational zone under firm service agreements in order to assure that shippers have properly matched their firm service purchases from Northern with their firm load requirements.

Carlton Surcharge 

Q.
Please explain why Northern’s proposal to reduce the Carlton surcharge is appropriate.

A.
As further discussed by Witness Kent Miller, Northern is updating the Carlton surcharge to reflect the price differential between Carlton and Ventura.  Northern’s proposal is consistent with other proceedings where Northern has updated its Carlton surcharge to reflect the then-existing market conditions.  
Q.
Does this conclude your Prepared Direct Testimony?

A.
Yes.
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