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Q.	Please state your name and business address.


A.	Joseph M. Lillo, 1111 South 103rd Street, Omaha, Nebraska 68124-1000.


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


A.	I am Vice President of Finance for Northern Natural Gas Company 	("Northern").


Q.	Please describe your educational background and experience.


A.	I hold a Bachelor of Science degree in Accounting from Pace University at New York, and a Master of Business Administration degree in Accounting from Pace University.  I am also a Certified Public Accountant.  From 1991 through 1996, I was employed by Coopers and Lybrand as a Senior Associate in the public accounting department.  In 1996, I joined a predecessor of MidAmerican Energy Holdings Company (MEHC) as the Financial Reporting Manager responsible for internal and external financial reporting.  In July 1999, I was promoted to Vice President and Controller for MEHC.  In August 2002, I assumed my present position as Vice President of Finance for Northern.


Q.	Are you a member of any professional societies?


A.	Yes.  I am a member of the American Institute of CPAs and the Nebraska Society of Certified Public Accountants.


Q.	What is the purpose of your testimony?


A.	My testimony will:  (1) address the capital structure of Northern and the cost of debt; (2) present Northern's and MEHC’s financial statements as of September 30, 2003; (3) discuss the depreciation rates that Northern is using in its primary case and the establishment of negative salvage rates for its onshore transmission and storage facilities that Northern proposes to make effective in its prospective case; and (4) discuss the impact of Financial Accounting Standard (FAS) 143 on Northern’s offshore transmission facilities and Northern’s proposal to implement a FAS 143 recovery.  


Q.	What exhibits are you sponsoring in this proceeding?


A.	I am sponsoring the following Exhibits, which are included in this rate proceeding or testimony:


Exhibit No. NNG-23�
Capitalization and Cost of Capital�
�
�
(Statements F-2 and F-3)�
�
�
�
�
Exhibit No. NNG-24�
Balance Sheets and Statements of Income


(Statements L and M)�
�
�
�
�
Exhibit No. NNG-25�
Confidential - Estimated Offshore Asset Retirement Obligation


�
�
�
�
�
CAPITAL STRUCTURE


Q.	Please explain Exhibit No. NNG-23.


A.	Exhibit No. NNG-23, which consists of Statements F-2 and F-3 contained in the Notice of Rate Change Volume II, was prepared under my direction or supervision and is incorporated herein by reference.  Statement F-2 sets forth the capital structure that Northern used to calculate the overall rate of return.  The balances as of September 30, 2003 were adjusted for any known and measurable changes for the period ending June 30, 2004.  Northern's filed capital structure is comprised of 52.39% equity and 47.61% debt.


	The Overall Rate of Return is 10.44%.  This return is computed using an embedded cost of debt of 6.53% and a return on common equity of 14.00%.  The testimony of Northern Witness Vander Weide, Exhibit No. NNG-34, supports the range of required return on common equity expected by investors.  Northern Witness Mary Kay Miller supports Northern’s use of the Overall Rate of Return.


Q.	What is the basis of Northern’s 6.53% cost of debt?


A.	The calculation of Northern’s 6.53% cost of debt is set forth on Statement F-3.  As shown on Statement F-3, Northern’s embedded cost of debt relates to $800 million of debt outstanding as of September 30, 2003.  The $800 million is comprised of four issuances:  (1) the May 1993 issuance of $100 million at an interest rate of 6 7/8%; (2) the September 1998 issuance of $150 million at an interest rate of 6 3/4%; (3) the May 1999 issuance of $250 million at an interest rate of 7%; and (4) the October 2002 issuance of $300 million at an interest rate of 5 3/8%.  None of these debt issuances are guaranteed by MEHC.  Northern has its own debt rating of A- by Standard & Poor’s Rating Group and Baa2 by Moody’s Investors Service, Inc.  In addition, the annual amortization of discounts and premiums on reacquired debt is included in the calculation of net weighted average cost of debt capital, as provided in General Instruction 17B of the Uniform System of Accounts.  


FINANCIAL STATEMENTS


Q.	Please explain Exhibit No. NNG-24.


A.	Exhibit No. NNG-24 consists of Statements L and M contained in the Notice of Rate Change Volume II, which are incorporated herein by reference.  Statements L and M set forth for Northern and MEHC balance sheets as of September 30, 2003 and September 30, 2002 and income statements for the twelve months ended September 30, 2003.


DEPRECIATION RATES


What depreciation and negative salvage rates is Northern proposing?


A.	Northern is proposing the same depreciation rates and negative salvage value rates as those set forth in Docket No. RP03-398 for its primary and prospective cases.  Northern proposes in its primary case the following depreciation rates: (1) onshore transmission plant - 1.80%; (2) storage plant - 2.17%; (3) Intangible Plant-Other - 10%; (4) General Plant Excluding Buildings - 10%; (5) General Plant - Buildings - 2.75%; (6) Intangible Plant CIACs - Contract Life or 10%; and (7) Offshore Transmission Plant - 4.64%.  Northern is not proposing any change to the existing negative salvage rate of 0.25% for its offshore facilities.  However, in its prospective case, Northern proposes to establish a negative salvage rate of 0.5% for onshore transmission and 0.5% for its storage facilities.  


Q.	How has Northern reflected the primary case rates in regard to its Test Period? 


A.	Northern has assumed the higher depreciation rates proposed in Docket No. RP03�398-000 went into effect on November 1, 2003; therefore, the accumulated reserve has been updated to reflect these rates as further explained by Witness Kissner.


Q.	Why is Northern proposing a negative salvage rate for onshore transmission facilities and storage facilities?


A.	As explained in the testimony of Northern Witness Feinstein, negative salvage is the net amount of funds necessary to replace or retire a specific facility or group of facilities.  It is the difference between the cost of removal and the salvage proceeds, if any.  Northern Witness Kolarik reviewed Northern’s existing onshore transmission and storage facilities and performed a study that shows retirement costs for Northern’s onshore transmission facilities and for Northern’s storage facilities.  These retirement costs were provided to Northern Witness Feinstein, who supports Northern's proposed negative salvage rate of 0.5% for onshore transmission plant and a negative salvage rate of 0.5% for storage plant.  


Q.	Please explain why a negative salvage rate is needed when the costs to retire or remove facilities in the future have not yet been incurred.


A.	The depreciation rates for onshore transmission and storage facilities are not designed to recover the future costs of retiring or removing those facilities - only to depreciate the costs of constructing and installing those facilities.  Negative salvage provisions are needed to allocate a portion of those future removal costs to current customers so that such costs are shared equitably among current and future generations.


	FAS 143


Q.	Please explain FAS 143 and its impact on Northern’s offshore transmission facilities.


A.	The Financial Accounting Standards Board issued FAS 143, Accounting for Asset Retirement Obligations in June 2001. Northern adopted FAS 143 effective January 1, 2003.  This accounting standard requires that companies identify all legal obligations associated with the final retirement of long-lived facilities.  Northern has identified and recorded such obligations associated with its offshore facilities in the Gulf of Mexico.  Northern has not recorded any asset retirement obligations associated with its onshore facilities because management intends to continue to utilize the onshore facilities into the indefinite future and, as such, cannot reasonably estimate the present value of any such obligations.  FAS 143 anticipated the indeterminate life situation that applies to Northern's onshore transmission and storage facilities in the following passages:


	"A14.  An asset retirement obligation may result from the acquisition, construction, or development and (or) normal operation of a long-lived asset that has an undetermined useful life and thereby an indeterminate settlement date for the asset retirement obligation.  Uncertainty about the timing of settlement of the asset retirement obligation does not remove that obligation from the scope of this Statement but will affect the measurement of a liability for that obligation."


	"A16.  Instances may occur in which insufficient information to estimate the fair value of an asset retirement obligation is available.  For example, if an asset has an indeterminate useful life, sufficient information to estimate a range of potential settlement dates for the obligation might not be available.  In such cases, the liability would be initially recognized in the period in which sufficient information exists to estimate a range of potential settlement dates that is needed to employ a present value technique to estimate fair value."


Q.	Please continue.


A.	While Northern does not currently have sufficient information to estimate the present value of future retirement or removal costs for onshore facilities for purposes of recording an asset retirement obligation pursuant to FAS 143, Northern does know that interim retirements will occur and therefore, Northern should be able to establish an onshore negative salvage provision.


Q.	How were the initial implementation entries recorded?


A.	Exhibit No. NNG-25 is a summary of the various calculations used by Northern in the determination of its retirement obligations.  The net present value of projected asset retirement obligations has been recorded on Northern’s books beginning in January 2003.  To the extent that facilities were placed in service in prior years, cumulative depreciation of the capitalized costs of the retirements and cumulative accretion of the present valued liabilities to the January 2003 implementation date have been recorded in a regulatory asset account.  


Q.	What costs associated with the asset retirement obligations have been recorded after the implementation date?


A.	Monthly accretion expense of the retirement obligations and depreciation expense of the capitalized costs beginning January 1, 2003 were recorded in the regulatory asset account.  Northern has recorded the accretion and depreciation expense in the regulatory asset through October 31, 2003.  Pursuant to Northern's rate case filing in Docket No. RP03-398, Northern commenced amortizing the regulatory asset November 1, 2003, which has been reflected in the updated cost of service.  


Q.	How do you propose to treat and recover these costs?


A.	As shown on Exhibit No. NNG-25, Northern began amortizing the regulatory asset on November 1, 2003 over the estimated remaining life of Northern’s offshore facilities.  In addition, beginning in November 2003, Northern recorded a monthly depreciation provision for the capitalized costs and monthly accretion expense to recognize the increasing value of the obligations.  The monthly accretion provision increases each month to recognize the increasing value of the obligation due to the lessening of time before the actual retirements are projected to occur.  Therefore, Northern proposes to average the projected annual accretion expense for the next four years.  Recovery of the regulatory asset and the depreciation and accretion expenses enables Northern to recover a portion of its retirement costs from current customers. 


Q.	How did Northern determine the net present value of its retirement obligation?


A.	The current dollar estimate of final removal costs provided by Northern Witness Kolarik was escalated at 2% in order to obtain the future dollar estimated removal costs based on the projected years of final removal for the various offshore segments.  The annual cost escalation rate of 2% was based on U.S. Department of Labor Statistics for Oil and Gas Field Services.  The estimated amount of the retirement obligation, after the adjustment for cost escalation, is found in Exhibit No. NNG-25.  


	After adjusting for cost escalation, Northern discounted the retirement obligation based on an assumed risk-adjusted risk free rate of 6% to the original in-service date for each offshore segment.  The assumed risk-adjusted risk free rate was based on the U.S. Treasury rates with 10 and 20-year maturities adjusted for an assumed risk premium.  This resulted in a net present value amount to be capitalized as the initial retirement obligation.


Q.	How is Northern addressing the issue of increasing monthly accretion as time passes?


A.	For the purposes of calculating its cost of service, Northern has projected current accretion expense for currently recognized asset retirement obligations for a four-year period subsequent to the implementation of new rates in this docket.  The total accretion expense for the four years, as shown on Exhibit No. NNG-25, was divided by four to determine the accretion allowance for the cost of service for this rate case. 


Q.	How does Northern account for accretion expense?


A.	Northern has recorded accretion expense monthly in accordance with the requirements of FAS 143, just as a non-regulated company would do.  However, Northern has established a tracking account to defer the difference between the fixed monthly accretion expenses included in rates and the monthly accretion expenses calculated using generally accepted accounting principles.  Rates would not be adjusted to recognize cumulative differences in accretion until the next general rate case. 


Q.	Why does Northern need to recover FAS 143 costs since Northern already receives a negative salvage rate of 0.25% for its offshore facilities?


A.	FAS 143 relates to the net removal costs of those facilities that are being abandoned permanently and for which there is a legal obligation to remove. The ongoing negative salvage rate of 0.25% will provide for removal of faulty valves, pipe or other capitalized assets that require replacement in order for Northern to continue to provide services. The negative salvage rate, however, is inadequate for Northern to recover the amount of expected final asset retirement obligations from its customers.  As reflected on Schedule H-2(1), the amount included in Northern’s cost of service for negative salvage for offshore facilities at the rate of 0.25% is $371,331.  Over the estimated remaining life of the offshore facilities (i.e., 22 years and 4 months), less than $8.2 million would be recovered as a result of the negative salvage rate.  Northern expects the majority of the funds collected through the negative salvage rate to be expended for interim retirements.  Because Northern has an obligation to expend significant dollars associated with the final removal of offshore facilities as well as assure pipeline safety and provide continued service in the interim, it is appropriate that both a FAS 143 recovery rate for final retirements be established and the negative salvage rate for interim retirements be maintained.


Q.	Does this conclude your Prepared Direct Testimony?


A.	Yes, it does.


�
AFFIDAVIT





STATE OF NEBRASKA			§


						§


COUNTY OF DOUGLAS			§





Joseph M. Lillo, being duly sworn according to law, deposes and says: that he has read and is familiar with the contents of the attached “Prepared Direct Testimony of Joseph M. Lillo,” submitted on behalf of Northern Natural Gas Company in the matter of Northern Natural Gas Company in Docket No. RP04-____-000 before the Federal Energy Regulatory Commission; that if asked the questions contained in said prepared testimony, his answers in response thereto would be as shown in said testimony; that the facts contained in said answers are true to the best of his knowledge, information, and belief; and that he hereby adopts these answers as his own.








					_____________________________


						Joseph M. Lillo





Subscribed and sworn to before me, a Notary Public in and for the State of Nebraska, this ______ day of ________________ 2004.





(Seal)





					_____________________________


						     Notary Public
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