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Q.
Please state your name and business address.

A.
My name is J. Peter Williamson.  My business address is 89 Main Street, West Lebanon, New Hampshire 03784, and P.O. Box 5160, Hanover, New Hampshire 03755.

Q.
What is your occupation?

A.
I am the Laurence F. Whittemore Professor of Finance Emeritus at the Amos Tuck School of Business Administration, Dartmouth College.  I have retired from teaching and continue to act as a consultant to various organizations, both business and nonprofit institutions, on matters pertaining to corporate finance and investments.  I have testified in numerous proceedings before the Federal Energy Regulatory Commission and other regulatory agencies regarding cost of equity, capital structure and other financial matters.  My education and qualifications are set out in some detail in my Exhibit No. HIO-86.

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

A.
I have been asked to verify the capital structure appropriate for use by High Island Offshore System, L.L.C. ("HIOS" or "the Company") in this proceeding, the cost of long-term debt for the Company, and its cost of common equity.  In addition, I have been asked to verify that the management fee proposed by the Company will be sufficient to provide a necessary cash cushion to protect the Company from insolvency due to variations in revenues and expenses.


Summary

Q.
Please summarize your verification of the capital structure that should be used for HIOS.

A.
The Company is using 60% equity and 40% debt as its capital structure for purposes of this proceeding.  HIOS’s long-term capital structure as of the end of the test period will consist entirely of equity.  However 100% equity financing is, I believe, unacceptable to the FERC for ratemaking purposes.  I believe that a capital structure for ratemaking purposes of 60% common equity and 40% long-term debt is reasonable and appropriate, and I shall present the reasons for that conclusion.

Q.
Please summarize your verification of the cost of long-term debt for HIOS.

A.
The Company proposes to use 8.25% as its cost of debt to be used in this proceeding.  I believe that 8.25% is just and reasonable.  It is consistent with current yields in the bond market, as I shall show.

Q.
Please summarize your verification of the cost of equity for HIOS.

A.
The Company proposes to use 15.25% as its cost of equity.  My overall approach to verification was to determine the required return on common equity for two sets of publicly traded proxy companies.  It is impossible to establish directly the cost of equity for HIOS because HIOS has no equity securities that are publicly traded.  HIOS is a Limited Liability Company that is 100% owned by El Paso Energy Partners.



In determining the cost of common equity for the proxy companies, I relied on the Discounted Cash Flow (DCF) method.

Q.
Please describe your use of the DCF method.

A.
I applied the DCF method first to three publicly traded gas pipeline proxy companies, a mix of gas and oil pipelines, and two publicly traded diversified natural gas companies representative of the gas pipeline industry.  The three are El Paso Energy Partners, Northern Border Partners, and Kinder Morgan Inc.  I shall explain my choice of the three later in this testimony.

Q.
Using your set of three proxy companies, how did you proceed?

A.
I determined the dividend yields for the proxy companies, as the DCF model requires.  Then I turned to forward-looking estimates of growth.  I made use of analysts' earnings growth projections reported by I/B/E/S International, Inc. (IBES).  I believe that the combination of dividend yields and IBES-reported earnings growth forecasts is the most reliable measure of the cost of common equity for use in the DCF model.  However, the Commission has decided in recent years to make use of a combination of forecasts of earnings growth from IBES and forecasts of Gross Domestic Product (GDP) growth from three (now two) different sources, in combination with dividend yields.  The most recent policy is set out in Opinion No. 414-A, Order on Rehearing, Transcontinental Gas Pipe Line Corporation, 84 FERC ¶61,084 (July 29, 1998).  I therefore applied that method.

Q.
What were your conclusions from application of the DCF method to the proxy companies?

A.
Making use of the set of three gas proxy companies, the GDP growth forecasts of the Energy Information Administration (EIA) and DRI/WEFA, the IBES-reported earnings growth forecasts, and the Commission’s DCF methodology, I found the range of reasonableness to be 16.49% to 17.32%, with a mean of 16.80% and a median of 16.58%.

Q.
The Commission has in the past used El Paso Corp. and The Williams Companies as proxy companies in gas pipeline rate proceedings.  Why did you not include those two companies?

A.
I believe the inclusion of El Paso and Williams to be inappropriate at the present time, for reasons that I shall discuss. Briefly, both companies have encountered serious difficulties with their energy trading operations, their stock prices have plunged for reasons that I understand have little to do with pipeline operations, and they are not at present good representatives of the gas pipeline industry. 

Q.
Did you also examine the cost of equity for oil pipelines?

A.
Yes.  Because of the small number of gas pipeline proxy companies, I performed the same analysis for five oil pipeline proxy companies.  I followed the methodology set out by the Commission in Opinion No. 435, which is the same as that used in Opinion No. 414-A.  And I used as proxy companies the publicly traded oil pipeline Master Limited Partnerships (MLPs) used  by the Commission in Opinion No. 435, (except that Santa Fe Pacific Pipeline Partners, used in that proceeding, is no longer publicly traded, and Enron Liquids Pipeline has become Kinder Morgan Energy Partners).

Q.
What result did you reach from your analysis of oil pipeline partnerships?

A.
The range was 12.51% to 19.45%; the mean was 15.41%; and the median was 15.26%.

Q.
How did you reach your final conclusion with respect to the cost of equity for gas pipelines?

A.
I believe that on the basis of the analysis of five oil pipelines it is over 15.25%, and on the basis of the analysis of three gas pipelines it is about 16.5%. 

DCF Method
Q.
Please explain the DCF method.

A.
The origin of the method can be found in the work of John Burr Williams, published in 1938 and entitled The Theory of Investment Value.  Williams said the value of a share of stock is the discounted present worth of all the dividends to be received on that share.  The equation he set out (on pages 55 and 56 of his book) is:





Share Value = Div1/(1+i) + Div2/(1+i)2 + Div3/(1+i)3 + . . .


where Div1 is the dividend to be received next year; Div2 is the dividend to be received in the following year, and so on until the dividends cease.  The denominator in each term in the right hand side of the equation is a discount factor and i is (in Williams’ words) the "interest rate sought by the investor."  He went on to point out (on pages 87 and 88 of his book) that if dividends are expected to grow at a constant rate g, then Div2 = Div1(1+g) and so on, and Div1= Div0(1+g), where Div0 is the dividend in the year just past.  Further, if we assume that the stream of dividends is infinite then the equation above becomes:  





Share Value = Div0(1+g)/(i-g)



Williams also considered cases in which dividends are not expected to grow at a uniform rate and produced somewhat more complicated equations incorporating changes in the rate of growth.

Q.
Is it the Williams equation you used in your determination of the cost of common equity for HIOS?

A.
I used the equation in a different form.  Williams was concerned with determining the value of a share of stock.  His starting point was the investor's desired rate of return.



Professors M. J. Gordon and E. Shapiro turned the Williams equation around to the form generally recognized as the DCF equation for the cost of common equity.  In an article published in 1956 ("Capital Equipment Analysis:  The Required Rate of Profit," 3 Management Science 102, October 1956), they pointed out that if we start with a figure for the value in the Williams equation we can calculate the investor's desired rate of return.  If the market price is used for value, then the equation will give us the rate of return required by the market.



The Gordon and Shapiro version of Williams' constant growth equation is:




Share Price P0 = Div0/(k-g)




 so that
   k = D0/P0 + g

where k is the rate of return required by the market (not necessarily by any particular investor), D0 is the dividend in the year just ended and P0 is the price at the point in time when k is determined.

Q.
Did you use the equation above in your determination of the cost of common equity for HIOS?

A.
Not quite.  There is a small difference between the Gordon and Shapiro equation:






k = D0/P0 + g


and the Williams equation, which can be rewritten as:






k = D1/P0 + g





= D0(1+g)/P0 + g

The difference is due to Williams' assumption that dividends are paid once a year at the year end, while Gordon and Shapiro assumed that they are paid continuously.  Neither assumption is quite correct, and the FERC has expressed a preference for a third formulation:




k =  (1+.5g)y + g

where
k = market required rate of return,



y = current dividend yield (current annual dividend divided by current market price), that is D0/P0,


g = dividend growth rate,



(1 + .5g) = dividend adjustment factor for quarterly dividend payments.


I have used the FERC formula above, and applied it to the proxy companies.

Q.
In Enbridge Pipelines (KPC), 100 FERC ¶61,260 (September 10, 2002), the Commission appears to have stated that the adjustment factor (1+.5g) for quarterly dividend payments is not permissible (100 FERC at 61,967).  Is your adjustment then incorrect?

A.
I believe there is some confusion in the Enbridge decision.  The Staff of the Commission dealt with the adjustment in a different way in that proceeding, as it generally does, a way which leads to exactly the same result as the adjustment I have described, and seems to have been acceptable to the Commission.

Q.
Please describe the Staff method of adjusting the dividend yield.

A.
In Opinion No. 414-A, the Commission relied on Staff testimony that averaged the “continuous” dividend yield with the “discrete” dividend yield. The continuous yield is the ratio D0/P0, from the Gordon and Shapiro formula above.  The discrete yield is calculated as (D0/P0) x (1+g), from the Williams equation above.  Averaging the two leads to the same result as (D0/P0) x (1+.5g).  



In the Enbridge case, the Staff witness actually set out the formula using the adjustment factor (1+.5g) (on page 13 of his testimony), but used the continuous and discrete yields to determine his cost of equity for each proxy company (on page 2 of his Exhibit No. S-20).  



To make the calculation quite clear, I shall use both the adjustment I have described and the Staff adjustment in my exhibits, to show that they are equivalent.


The Use of Proxy Companies
Q.
Please explain the use of proxy companies for the application of the DCF model.

A.
The “market based” DCF model can only be applied to companies for which the common stock is publicly traded.  Hence I have relied on two sets of pipeline proxies.  Almost all of the natural gas pipeline companies that are regulated by the FERC are to my knowledge not themselves publicly traded.  They are subsidiaries of diversified natural gas companies that are publicly traded.  It has been the practice of the FERC to apply the DCF model not to regulated natural gas pipelines directly, but to a set of proxy companies that are publicly traded and are what the Value Line Investment Service calls “diversified natural gas companies.”  I began then, with a set of gas pipeline proxy companies, and I continued with a set of oil pipeline proxy companies.

Q.
How did you choose your particular set of gas pipeline proxy companies?

A.
I first considered the publicly traded companies that I have used in recent testimony and that the Commission has used in recent decisions involving gas pipelines, including Opinion No. 414-A.  The six proxy companies used in that Opinion were Coastal Corporation (Coastal), El Paso Energy (now El Paso Corp.), Enron Corp. (Enron), Panhandle Energy (Panhandle), Sonat Inc. (Sonat), and The Williams Companies, Inc.  Since that time Coastal, Panhandle and Sonat have ceased to be publicly-traded companies.  Enron is bankrupt, and the only remaining companies are El Paso Corp. and The Williams Companies, Inc.  Both of them have encountered serious problems (unrelated, I believe, to the operations of their pipelines) that make them inappropriate as proxy companies.  

Q.
Please explain more fully why El Paso Corp. and The Williams Companies are no longer appropriate choices as proxy companies.

A.
Over the past six months the stock price of El Paso has dropped from a high of 47 in May to a low of 9 in October and has dropped below 5 since then, entirely I believe due to problems with its trading activities.  The dividend yield therefore changed enormously over the six months and the usual six-month average has little meaning.  And if it did have meaning, it would not lead to the cost of equity for a normal gas pipeline.  As the result, a DCF analysis applied to El Paso Corp. is not a measure of the current cost of equity to a gas pipeline.  



Similarly, the stock price of Williams has dropped precipitously from about 24 to about 1 in the past six months, again because of trading activities and liquidity problems.  In addition, Williams reduced its dividend from $0.80 per year to $0.04 per year for the third quarter of 2002.  In effect, Williams came as close as possible to ceasing dividends without quite doing so.  One cent per share per quarter is, I believe, the minimum dividend a company could pay and still claim not to have suspended its dividends altogether.  This makes Williams almost a non-dividend paying company, and the DCF methodology was never intended for application to a company that does not pay dividends.



Neither company is a representative of the gas pipeline industry at the present time and neither should be used at the present time in a DCF analysis to determine the cost of equity for gas pipelines.

 Q.
Please continue with your description of your proxy companies.

A.
I have replaced the now unusable group with El Paso Energy Partners, Kinder Morgan Inc., and Northern Border Pipeline Partners.  El Paso Energy Partners is the former Leviathan Gas Pipeline Partners, a publicly traded partnership with its units listed on the New York Stock Exchange.  It has both gas and oil operations, with the gas operations predominant.  It is also the parent of HIOS.  Kinder Morgan Inc., which until October 1999 was known as KN Energy, is a major diversified natural gas company, with 81% of its 2001 operating income derived from interstate transportation and storage of natural gas.  Northern Border is a publicly traded partnership with its units listed on the New York Stock Exchange.  Seventy percent of its revenue in 2001 was from the operation of a FERC-regulated natural gas pipeline system.

Q.
In the Enbridge decision referred to above, the Commission said, at page 61,969, that a proxy group as small as four companies is too small to be relied on.  Is a set of three companies too small to be considered by the Commission as representative of the pipeline industry?

A.
I do not believe so.  I would of course prefer to make use of a larger proxy set, but there are no other gas companies that are truly appropriate, since El Paso and Williams do not qualify for use at the present time.  As I have noted, I have also performed a DCF analysis on five oil pipeline proxy companies, to supplement my analysis based on the gas pipeline companies.



In Enbridge, the Commission decided to use a proxy group of five companies as opposed to the pipeline’s proposed group of four.  The Commission, however, did not reject the pipeline’s proxy group solely because of the size of the group.  Rather, the Commission found that the size of the group was one factor in finding the alternative proxy group was preferable.  In the Enbridge decision the Commission cited as precedent for its conclusion a decision issued ten years ago: Transcontinental Gas Pipe Line Corporation, 60 FERC ¶61,246, at 61,826, order on rehearing 71 FERC ¶61,305 at 62,195.  I do not find on either of the referenced pages, or on any page of either decision, any rejection of a set of four proxy companies as too small to be reliable.  



In a much more recent decision, EPGT Texas Pipeline, L.P., 99 FERC ¶61,295 (2002), the Commission rejected a proposed proxy group of fifteen energy regulated companies in favor of a proxy group consisting of four companies (the same four used in the Horizon decision, discussed below).  The Commission found that the composition of the four companies met the Commission’s criteria on the selection of proxy groups for natural gas companies.  I conclude that the Commission places more weight on the composition of the proxy group than the size of the group.  Further, in another recent decision, Horizon Pipeline Company, 92 FERC ¶61,205 (September 14, 2000), the Commission was satisfied with a proxy set of four companies of its own selection: Coastal, El Paso, Enron and The Williams Companies, Inc.  These were, I believe, the appropriate gas pipeline proxy companies when the opinion was issued.

Q.
Have Staff witnesses shown that the Commission has expressed itself within recent years as satisfied with sets of proxy companies no greater than four?

A.
Yes.  My quotation below is from page 24 of testimony dated December 17, 2001 and filed by Staff witness Douglas M. Green in Big West Oil Co. v. Anschutz Ranch East Pipeline, Inc., Docket No. OR01-3-000.  Mr. Green wrote:


In Southern California Edison Company (SoCal), 92 FERC ¶61,070, Opinion No. 445, issued on July 26, 2000, the Commission adopted Staff's comparable group of four entities, finding that it better represented Southern California Edison Company's specific risk profile than the larger comparable groups developed by other parties in the case.  Also, in Consumers Energy Company (Consumers), 85 FERC ¶61,100, Opinion No. 429 (1998), the Commission adopted Staff's comparable group of four entities, rejecting arguments that it was too small.  Therefore, my comparable group of five oil pipelines is more than adequate to reflect the appropriate cost of common equity for Anschutz in this proceeding. (emphasis in the original)

Q.
Is it true that two of your proxy companies — El Paso Energy Partners and Northern Border — are publicly traded limited partnerships (MLPs)?

A.
Yes.

Q.
Is there any reason for the Commission to reject the inclusion of limited partnerships in your set of proxy companies?

A.
I believe not.  HIOS is itself a Limited Liability Company, treated for income tax purposes as a partnership.  I believe it is significant that the Commission relies exclusively in oil pipeline rate cases on MLPs as proxy companies.  I am about to discuss the oil pipeline methodology and Commission opinions and orders.  Briefly, I do not believe that in any of the oil pipeline decisions the Commission has referred to differences between MLPs and corporations as a reason for disqualifying either of them for use as proxy companies.  I shall discuss below Opinion No. 435, in which the Staff of the Commission recommended the use of both incorporated gas pipeline companies and oil pipeline MLPs as proxies in the same oil pipeline case, without drawing any distinction between the incorporated form and the MLP form.

Q.
Please explain your use of a set of oil pipeline proxy companies.

A.
While I believe that the set of three gas pipelines shown on page 1 of Exhibit No. HIO-87 is the best selection that can be made at the present time for determining the cost of equity for a gas pipeline, I recognize that the selection is smaller than those on which the Commission has relied in the past.  



Some years ago there were no oil pipeline companies that were publicly traded and witnesses in oil pipeline rate cases applied a DCF analysis to a set of gas pipeline proxy companies.  When a small number of publicly traded oil pipelines became available, witnesses made use of a DCF analysis of the few publicly traded oil pipelines and also a DCF analysis of gas pipeline proxy companies.  Finally, in Opinion No. 435, the Commission stated that there were then enough publicly traded oil pipeline companies that it was no longer necessary to use gas pipeline proxies in an oil pipeline rate case.

Q.
Can you provide more details of these cases in which gas pipeline companies were used as the proxy companies for oil pipelines?

A.
Yes.  In Opinion No. 351, ARCO Pipe Line Company, 52 FERC ¶61.055 (1990), the Commission referred to the Staff witness’s use of six natural gas pipelines as proxy companies (at 61,243-244).  ALJ Benkin, in his Initial Decision (43 FERC ¶63,033 (1988)) commented on the impossibility of finding oil pipeline proxy companies (at 65,383), and accepted Staff witness Mr. Franklin Knight’s DCF analysis of six natural gas proxy companies (at 65,385-387).  The Commission disagreed only with the upward risk adjustment Judge Benkin had made to allow for the risk in the oil pipeline, and increased it 



In Kuparuk Transportation Company, 55 FERC ¶61,122 (1991), the Staff witness applied the DCF methodology to a set of nine gas pipeline proxy companies.  ALJ Paul Fitzpatrick, noting that “there is no group of crude--oil pipelines whose stock is publicly traded and whose market-based equity capital costs could therefore serve as a proxy measurement for the appropriate rate of return allowance,” (45 FERC ¶63,006 at 65,066 (1988)) relied on this analysis to establish an upper bound for the cost of equity to the oil pipeline, and the Commission characterized the methodology as “the best analysis in the record,” but concluded that Staff’s downward risk adjustment to arrive at the cost for the pipeline was excessive (at 61,380).



In Endicott Pipeline Company, 55 FERC ¶63,028 (1991), ALJ Raymond Zimmet appeared surprised that the Staff witness had applied the DCF method to a set of gas pipeline proxies rather than to oil pipeline proxies (at 65,160), but accepted the result after adjusting the average indicated cost for the proxy companies to allow for a lower risk in the oil pipeline Endicott.



In Lakehead Pipe Line Company, Initial Decision Phase II, 69 FERC ¶63,006 (1994), ALJ Delbert Terrill noted that Lakehead and Commission staff had stipulated to a nominal equity return of 12.75%, but that the figure was challenged by the Canadian Association of Petroleum Producers (CAPP), and discussed my use (on behalf of Lakehead) of a set of six natural gas pipeline companies as proxies, the same set used by the witness for CAPP (at 65,030 - 035).  The chief difference between the results reached by the two witnesses lay in the growth rates used in the analyses.  There was no argument about the choice of proxies.

Q.
Can you provide more details of the use of gas pipeline companies along with oil pipeline companies as the proxy companies for oil pipelines?

A.
Yes.  In SFPP, L.P., 80 FERC ¶63,014 (1997), ALJ Ernst Liebman noted (on mimeo pages 65-66) that the three witnesses agreed on the use of a set of six oil pipeline master limited partnerships (MLPs) as proxies, with a group of natural gas pipeline companies serving as a corroborative test.  The ALJ preferred the Staff witness’s conclusion based on an equal weighting of the oil pipeline and gas pipeline DCF analyses.  In Opinion No. 435, however, as I have noted, the Commission concluded, in 86 FERC at 61,099, that there were enough data available from oil pipeline proxy companies that they should be relied on exclusively in determining SFPP’s cost of equity, distinguishing “prior cases such as ARCO, supra, in which gas pipelines were a proxy for data that was not readily available . . .”

Q.
Do you conclude that the history of the use of gas pipeline proxy companies for the determination of the cost of equity for an oil pipeline supports your use in this proceeding of oil pipeline proxy companies as useful in the determination of the cost of equity for a gas pipeline?

A.
Yes.  
I believe that the situation I have described is now reversed.  There are five publicly traded oil pipeline companies that are suitable as proxy companies.  They are Buckeye Partners, Kaneb Pipe Line Partners, KMEP (formerly Enron Liquids Pipeline), Enbridge Energy Partners (formerly Lakehead Pipe Line Partners), and TEPPCO Partners, all of them used by the Commission in Opinion No. 435.  And the number of usable gas pipeline proxies has declined to only three.  (There may be two more in the future, of course, if El Paso Corp. and The Williams Companies recover from their present difficulties.)  I do not rely entirely on the oil pipeline proxy companies, of course.  I make use of them because the set of gas pipeline proxies is limited to three companies.


Criteria to be satisfied for the DCF Method

Q.
What criteria are to be used for the determination of the cost of common equity?

A.
The Supreme Court has established the criteria in Bluefield Water Works v. PSC, 262 U.S. 679, 692-93 (1923), and FPC v. Hope Natural Gas Co., 320 U.S. 591, 605 (1944).  The utility must be allowed a rate of return commensurate with returns on investments in other enterprises having corresponding risks, one that assures confidence in the utility's financial integrity and one that maintains its credit and enables it to attract capital.

Q.
Do these criteria require a methodology that is based on measurement of actual investor expectations?

A.
Yes.  The regulated utility must be able to attract investment capital in a free and competitive capital market.  It must offer investors the prospect of a competitive rate of return, and its allowed rate of return must therefore reflect investor expectations.


DCF Model Market Based

Q.
The DCF model that you have set out in your testimony is:


k =  (1+.5g)y + g.  What is the basis for stating that the DCF model that you have described is “market based”?

A.
The element y in the formula is the dividend yield actually available in the market place for a particular stock.  It is, as I have stated above, the dividend per share, a known quantity for any particular stock, divided by the quoted market price of a share of stock, a known number and one established in a free market where shares are traded frequently.  There is rarely any significant dispute over the value of y to be used in the DCF model in any particular case.



For the value of g to be market based, it must reflect the growth rate expected by the investment community for the particular company.


Dividend Yield
Q.
How did you determine the dividend yield for each of your proxy companies?

A.
I averaged the high and low prices for each company over the most recent six months, and divided the average price into the annualized dividend to arrive at a yield for each company.  The months were May 2002 through October 2002.  The prices, dividends, and yields are shown in Exhibit No. HIO-87.

Q.
Does the Commission generally favor the use of six-month averages to compute yields for use in the DCF model?

A.
Yes.  This was the conclusion in Opinion No. 299, Boston Edison Company, 42 FERC ¶61,374 (1988) and Blue Ridge Power Agency at al., 55 FERC ¶61,509 (1991).


Investor Expected Growth
Q.
Is the determination of the value of g as straightforward as the determination of y?

A.
No. There are practical difficulties in determining the market based growth rate g.  First, not all investors may have the same growth expectation.  Second, growth expectations may vary depending upon the length of the future period for which the growth rate is to apply, and there is no entirely objective way to determine the correct period for the g to be used in the DCF method.  In theory, the model I have described calls for a growth rate “to infinity.”  But as a practical matter, investors are not interested in expected growth to infinity.  There is evidence that investors generally have little use for growth forecasts that purport to go beyond about five years, because such forecasts are believed unlikely to be reliable.  



There are different sources of values for g.  At one time witnesses in rate cases made extensive use of historical growth rates as predictors of future growth rates.  Then published growth forecasts prepared by professional security analysts began to be available.  These forecasts presumably incorporate all that can be learned from history plus the expertise of the analysts in judging the future for a particular company.  Different analysts, of course, provide different forecasts, but there is generally a range of agreement.

Q.
How, in your judgment, should the growth rate g be determined for use in the DCF equation?

A.
First, it is important to note that the rate g is the growth rate expected by the market, that is by investors as a whole.  It is not necessarily a correct growth forecast; the market may be wrong.  But the cost of common equity to a regulated enterprise depends upon what the market expects, not upon what is actually going to happen.



Since the DCF method requires the use of growth rates expected by investors, it is important to use the best evidence of the growth rates actually expected by the investment community.  There is a body of empirical evidence showing that the most reliable measure of investor expected growth rates for use in the DCF model is the set of growth forecasts published by professional security analysts.  Therefore, I examined analysts' earnings forecasts reported monthly by IBES, and show them on page 1 of Exhibit No. HIO-87.


IBES Growth Forecasts
Q.
Please explain how you made use of IBES-reported growth forecasts.

A.
IBES is a service sold by subscription.  The FERC is one of the subscribers.  IBES regularly collects five year earnings growth forecasts from about 2,400 security analysts for about 5,000 companies.  The forecasts are tabulated and distributed monthly to subscribers.  I made use of the earnings growth forecasts published on October 17, 2002, for my proxy companies.

Q.
Are the earnings growth forecasts reported by IBES strictly five-year forecasts?

A.
IBES identifies them as “long-term growth” forecasts, although they are based on five year projections.  So far as investors are concerned, I believe that a five-year forecast is regarded as "long-term."


Use of the Commission’s Two-Stage Growth Model

Q.
Please explain the Commission’s two-stage growth DCF model.

A.
The Commission appears to have been troubled in recent years by the question whether published growth forecasts satisfy the assumption of the DCF model that the value of g is the investor expectation for a long enough period to justify the model’s use.  As I have noted, in theory the model requires a growth expectation “to infinity.”  As a practical matter, there are no published forecasts of corporate earnings growth that purport to go beyond about five years.



The model the Commission has turned to is a two-stage growth model, making use of the IBES-reported earnings growth forecasts that I have discussed and also of forecasts of long-term growth in Gross Domestic Product (GDP) derived from three sources and then averaged.  The sources were DRI/McGraw Hill, EIA and WEFA, an economic forecasting organization.  DRI and WEFA combined in 2001, and now produce a single forecast.  In Opinion No. 414-A, the Commission decided to give the short-term (IBES-reported) growth forecast a two-thirds weight and the long-term (GDP) forecast a one-third weight, because “long-term projections are inherently more difficult to make, and thus less reliable, than short-term projections.”  (84 FERC at 61,423)

Q.
In your judgment, does the Commission's two-stage model accurately reflect the process by which investors make the decision to buy or sell shares of stock?

A.
I believe that the use of the second stage growth forecast does not accurately reflect investor behavior, and that the Commission's method does not qualify as a true "market based" method.

Q.
Did you nevertheless perform your analysis using the Commission’s two-stage growth model?

A.
Yes.  The results are shown in Exhibit No. HIO-87.

Q.
Please explain your exhibit.

A.
To the dividend yields and the IBES-reported growth rates, I have added the GDP growth rate forecast as the Commission has prescribed.  The mean of the two sources of long-term GDP growth forecasts is 6.21%.  I have given a 2/3 weight to the IBES-reported earnings growth rate forecast and a 1/3 weight to the GDP growth rate forecast in arriving at weighted average growth rates.



The end result on page 1 of the exhibit, for the set of gas pipeline proxy companies, is a range of reasonableness of 16.49% to 17.32%, with a mean of 16.80% and a median of 16.58%.

Q.
What was the result of applying the same DCF methodology to the set of five publicly traded oil pipeline companies?

A.
It is shown on page 2 of Exhibit No. HIO-87.  The range is 12.51% to 19.45%; the mean is 15.41%; and the median is 15.26%.

Q.
What is your conclusion with respect to the cost of equity for gas pipelines at the present time?

A.
I believe that on the basis of the analysis of five oil pipelines it is over 15.25%, and on the basis of the analysis of three gas pipelines it is about 16.5%.


HIOS Capital Structure

Q.
You have said that HIOS’s proposed capital structure of 60% equity and 40% debt is a reasonable one.  What is the basis for your conclusion?
A.
A structure that is 60% equity and 40% debt is consistent with the capital structures of gas pipeline companies generally.  In my Exhibit No. HIO-88, pages 2 and 3, I have tabulated the 61 gas pipeline companies filing Form 2 reports for 2001 with the FERC (and that had filed by July 20, 2002), showing for each its capital structure, and for the full set of 61 the medians of the percentages of equity and debt.  I rely on medians rather than averages because the medians minimize the influence of extreme capital structures, of which there are a few examples in the tables.  Pages 4 through 9 tabulate the Form 2 pipeline companies’ capital structures for 2000, 1999 and 1998.  



The results from all of these tabulations are shown in the summary table on page 1 of the exhibit.



I have also tabulated the Form 2 companies that have long-term debt that carries a bond rating from Standard & Poor’s (S&P).  The bond rating indicates that the capital structure of the company has been evaluated by a rating agency and is therefore “market tested.”  Pages 10 through 13 of the exhibit show these tables for 2001, 2000, 1999, and 1998.  The results are tabulated in the summary on page 1 of the exhibit.



Finally, for comparison purposes, I have calculated the capital structure for the S&P 400 (Industrial) Index for 2000, 1999 and 1998 (data for 2001 are not yet available), and the results are included in the summary on page 1.

Q.
What conclusion do you draw from your summary?

A.
I believe it is clear that an equity ratio of 60% is consistent with the capital structures of gas pipeline companies generally, both those with market testing bond ratings and those without.

Q.
Is there a further basis for concluding that the 60% equity ratio is appropriate, and is consistent with the policy of the FERC?

A.
Yes.  For example, in Williams Natural Gas Company, 86 FERC ¶61,232, (March 5, 1999) the Commission confirmed its acceptance of Williams’ 64.29% equity ratio as “not anomalous when compared to other equity ratios approved by the Commission”.  (86 FERC at 61,856)  The language of the Williams decision was quoted in Northwest Pipeline Corporation, 92 FERC ¶ 61,287 (September 29, 2000), at mimeo pages 29-30, as well as in Transcontinental Gas Pipeline Corporation, 90 FERC ¶ 61,279 (March 17, 2000), at mimeo page 10.  The importance of comparisons to capital structures approved by the Commission for gas pipeline companies was emphasized in Opinion No. 414-B, Transcontinental Gas Pipe Line Corporation, 85 FERC ¶61,323, (1998) mimeo pages 4 and 5.


Cost of Debt

Q.
You have said that the cost of debt proposed by HIOS for this proceeding is 8.25% and that this cost is reasonable.  What is the basis for your conclusion?

A.
HIOS does not have a debt rating from a rating agency, but the debt of its parent El Paso Energy partners is rated BB+ by S&P and B1 by Moody’s.  I have examined the most recent yield figures for S&P and Moody’s bond indexes, and find that for September 2002, Moody’s reports 7.23% as the average yield on Baa Public Utility bonds, and does not publish a yield for bonds of lower rating.  S&P reports for October 2002 an average yield of 7.71% for BBB Industrial bonds, and 10.70% for BB+ Industrial bonds.  S&P does not publish utility bond index yields. 



The Moody’s data indicate that a yield for utility bonds rated B1 would be higher than 7.23%.  The S&P data indicate a cost of 10.70% for industrial bonds rated BB+.  The Moody’s data indicate that for the same bond rating, utility bonds carry a higher yield than do industrial bonds, by about 0.15%.  This, in turn would suggest a cost above 10.70% for BB+ utility bonds.  However, Moody’s reports a yield of 6.81% for Baa Industrial bonds, where S&P reports 7.41% for BBB Industrial bonds, both for September 2002, suggesting that Moody’s would report a lower yield than S&P for similarly rated Utility bonds.



On the basis of what data are available, I believe that a cost of 8.25% is a very conservative estimate of the cost of debt for El Paso Energy Partners and for HIOS. 


Cost of Equity

Q.
You have said that HIOS is using a cost of equity of 15.25% in this proceeding, and that 15.25% is a fair and reasonable cost.  What is the basis for your conclusion?

Q.
The 15.25 % cost is below the 16.58% cost I derived from my DCF analysis of gas pipeline proxy companies and below the range of reasonableness for that set of proxies.  It is also slightly below the 15.26% cost I derived for my DCF analysis of oil pipeline proxy companies.  

Management Fee

Q.
Why is HIOS asking for a management fee in this proceeding?

A.
Company witnesses Mr. Gregory R. Schaller and Mr. Richard W. Porter explain in their testimony that as of June 30, 2003, the end of the test period, the Company’s rate base will be zero.  This condition means that under traditional ratemaking there can be no return on rate base included in cost of service.  Without a return the primary incentive for continued operation of the HIOS system is eliminated.  In addition, there is a substantial risk of insolvency.

Q.
Why is there a risk of insolvency?

A.
Without an excess of proposed revenue over cash operating expenses, even a modest shortfall in proposed revenues, or increase in expected expenses, can result in insolvency for HIOS and inability to continue operations.

Q.
In the event of an unplanned shortfall in revenue or increase in expenses, why would the Company not borrow the needed funds, and why would the owners of the Company not provide further necessary financing?

A.
Once the rate base is gone, or nearly gone, there is no provision in the normal ratemaking process for an allowance for interest payments or repayment of debt.  Hence lenders could not look to revenues for interest or loan repayment.  Even when rate base is small but not insignificant, there is no provision in the normal ratemaking process for any return on new investment by owners or lenders, or for recovery of that investment, if the new investment is used to meet expenses rather than to establish new rate base.  Neither lenders nor owners would have any incentive to provide needed funds.

Q.
What would be the function of a management fee in dealing with the prospect of insolvency should revenues prove to be less than expected or expenses prove to be greater than expected?

A.
A management fee, added to such depreciation and return as is still permitted by a declining rate base, could provide justification for revenue higher than the pure operating expenses used to determine cost of service, so as to create a cushion to absorb unexpected revenue shortfalls or expense increases.

Q.
Mr. Porter has proposed a management fee of $9.6 million.  Would such a fee provide the cushion to which you refer?

A.
It would go a long way towards providing a sufficient cushion to prevent insolvency.  However, the operating expense ratio would still indicate a relatively high risk of inability to deal with unexpected shortfalls in revenue or increases in expenses.

Q.
Please explain the risk indicated by a high operating expense ratio.

A.
The cash operating expense ratio is the ratio of expenses that must be paid in cash to revenues that are received in cash.  (Non-cash expenses such as depreciation are excluded, since they do not require cash revenue.)  The higher this ratio the less flexibility a utility has to deal with unexpected declines in revenue or increases in cash expenses.  If the ratio is expected to be 100%, for example, then expected revenues are exactly enough to cover the expected cash expenses but no more.  If revenues fall short by even a small amount, or expenses turn out to be more than expected by even a small amount, then the utility is unable to pay its bills and insolvency results.

Q.
What cash expense ratio is implied by a management fee of $9.6 million?

A.
This fee, when added to the cash operating expenses and other taxes of $18.3 million set out in Mr. Porter’s Exhibit No. HIO-70, indicates needed revenue of $27.9 million.  At this level of cash revenue, the ratio of cash operating expenses to cash revenue is 66%.

Q.
To what can you compare the 66% ratio of cash expenses to revenue?

A.
For a sample set of six gas pipelines similar to HIOS, Mr. Porter’s Exhibit No. HIO-69 shows the five-year averages (1997-2001) of the cash operating ratios of the companies.  The ratios range from 33.4% to 74.7%, with an average of 50.3%.

Q.
What conclusion do you draw from a comparison?

A.
The 66% ratio implied by the $9.6 million management fee is well above the mean for the set of six comparison companies, and not far from the top of the range.  I believe that it indicates that the risk of insolvency to HIOS at a management fee of $9.6 million is greater than it is for five of the six companies, but is not dangerously high.  



I therefore conclude that the proposed management fee of $9.6 million offers reasonable protection against insolvency of HIOS.

Q.
Does this conclude your testimony?

A.
Yes.  It does.
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