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Q. 
Please state your name and business address. 

A.
My name is Richard W. Porter. My business address is Nine E. Greenway Plaza, Houston, Texas 77046. 
Q.
By whom are you employed and what are your responsibilities? 
A.
I am employed by ANR Pipeline Company ("ANR"), as Director of Rates and Regulatory Affairs.  My responsibilities include the oversight of the preparation of rate cases, including computation of the cost of service and rate calculations associated with proceedings before the Federal Energy Regulatory Commission ("FERC").
Q.
Please describe your educational background and work experience.
A.
I graduated from Louisiana State University in 1976 and was awarded a Bachelor of Science degree with a major in Economics.  From 1976 to 1979, I was employed by Allied Bank of Texas in the Trust Department.  Since 1979, I have been employed by various interstate pipelines in their rates and regulatory departments.  During these years, my responsibilities included: a) the preparation of rate cases, including cost of service and rate design analyses, b) the preparation of semi-annual PGA filings, and c) intervention in and analysis of certificate applications and general rate filings of other interstate pipelines. 
Q.  Have you had any responsibilities in connection with HIOS? 
A.  Yes.  In 1992, I was appointed head of the HIOS Rate Committee, a position I held until the abolition of the committee approximately two years ago.  As chairman, I was responsible for coordinating and directing all rate and regulatory matters for HIOS.  I was also charged with making recommendations to the Management Committee on all regulatory matters.  In this role, I prepared and oversaw the preparation of rate cases, tariff filings and restructuring under Order Nos. 636 and 637.   

Q.
Have you previously provided testimony in proceedings before the FERC?

A.
Yes, I have sponsored testimony before this Commission on several occasions. 
Q.
What is the purpose of your testimony in this proceeding? 

A.
First, I will review the various HIOS witnesses and their testimony.  Second, I will briefly describe the HIOS system, the nature of its business and its operations.  Next, I will explain the purpose, justification and derivation of a management fee that HIOS is proposing.  As part of this discussion, I will explain the business risk facing HIOS, and how this risk impacts the need for an appropriate allowance to operate the system.  Finally, I will explain the need for a new approach to the design of transportation rates for HIOS.

Q.
Please explain the purpose of the filing. 

A.
HIOS is filing this rate case in compliance with Article V of the Stipulation and Agreement, dated July 7, 1995, in Docket No.RP94-162.  This article, as amended in 1998, requires that HIOS file a rate case no later than January 1, 2003. 

Q.
Who are the HIOS witnesses and what part of the rate case are they supporting?

A.
The table below is a list of the HIOS witnesses and a general description of their area of testimony.



Witness


Description of Testimony              

Richard W. Porter


Management Fee, Business Risk,






Rate of Return on Equity, 





Modifications to Rate Design

Gregory R. Schaller
O&M Expenses, Depreciation 



Expense, Other Taxes, Credits to


Cost of Service


J. Scott Jenkins
Remaining Depreciable Life
Robert C. Byrd


Negative Salvage
J. Peter Williamson


Rate of Return, Management Fee

Joan F. Collins


Rate Design Determinants

Katherine D. Mosley


Rate Design

Q.
Are you sponsoring any exhibits as part of your testimony? 

A.
Yes.  I am sponsoring the following exhibits in support of my testimony:


   Exhibit No.


Description of Exhibits

HIO-65
Calculation of Management Fee Using Tarpon Method
HIO-66
Calculation of Deficiency in Management Fee when the Tarpon Method is Applied to HIOS
HIO-67

Calculation of Management Fee Using 

HIOS Proposed Method
HIO-68

Calculation of Disincentive to Invest In 

Facilities Under Tarpon Method
HIO-69
Calculation of Operating Ratios for Offshore Natural Gas Pipelines for the Years 1997 – 2001.
HIO-70
Determination of a Management Fee Utilizing Pipeline Operating Ratios

HIO-71
Firm and Interruptible Services As a

Percentage of Throughput and Capacity

HIO-72
Decline in Fixed Cost Recovery Volumes For the Years 1998 through 2002

HIO-73
Calculation of Service Differential For Rate Schedule FT-2
HIO-74
Derivation of Rate Schedule IT Service Differential
The HIOS System
Q.
Can you briefly describe the HIOS system? 
A.
The HIOS system is shaped like a three-pronged fork, with the three upstream lateral prongs delivering gas from production areas in the Western Gulf of Mexico to a point where the three prongs converge at High Island Block A-264.  From this point of convergence, HIOS operates a 42-inch diameter mainline which extends northward for 66 miles where it interconnects with three interstate pipelines -ANR, U-T Offshore System, L.L.C. and Tennessee Gas Pipeline Company. 

Q.
What is the primary purpose of HIOS? 

A.
HIOS was constructed for the purpose of moving gas produced in the offshore Gulf of Mexico to interconnections with other pipelines for further delivery to onshore markets.  When HIOS was first placed in service in 1978, it was supported by long-term firm transportation contracts.  As described in more detail below, these contracts have since expired, and HIOS has been competing to attach new supplies since that time.  In 1999, HIOS implemented a new firm transportation service under Rate Schedule FT-2 to address offshore producers' desire for a more flexible service that was suited to their particular needs.  While this service was initially successful in attracting new firm throughput to the system, today HIOS provides mostly interruptible transportation service. 

Management Fee

Q.
What return on investment is HIOS proposing in this case? 

A.
As discussed by HIOS witness Gregory R. Schaller, HIOS projects a negative rate base at the end of the test period in this case.  Therefore, for purposes of setting rates in this case, HIOS' rate base is zero.  Since a pipeline's return and associated income taxes are directly related to its remaining rate base under the Commission's traditional ratemaking methodology, the zero rate base produces neither a return allowance nor a related income tax allowance for the cost of service in this case. 
Q.
Why does HIOS project a rate base of zero as of the end of the test period? 
A.
Various factors produce this outcome on HIOS' projected rate base.  First, HIOS' depreciation rate was originally certificated at 8.33 percent based on a projected twelve-year life.  In the early 1990's, HIOS' depreciation rate was reduced to the current rate of 1.00% for its transmission facilities.  Second, in the early years of operation, HIOS credited certain revenues to its account for accumulated depreciation, which was recorded as "Supplemental Depreciation".  Third, although HIOS still has approximately $13.0 million in net plant, the net plant amount reflected on Schedule B, Line 5, includes amounts associated with negative salvage which are also recorded to the accumulated depreciation account.  Thus, the combination of the initial high depreciation rate, the Supplemental Depreciation, and the accumulation of negative salvage collections have all contributed to the elimination of rate base.  When coupled with the fact that HIOS has been in service for over twenty-four years, or twice as long as the original twelve-year estimated life, it is not unexpected that the rate base would be zero. 
Q.
What are the consequences of this zero rate base on HIOS? 

A.  The absence of an allowance for return eliminates the primary incentive for the owners to continue to operate the HIOS system.  Without a return on investment included in HIOS' cost of service, the recourse rate will, in the best of circumstances, only supply enough revenue to pay for day-to-day operating expenses of the system.  In addition, as HIOS witness J. Peter Williamson explains, there is a much smaller cushion of dollars to absorb variations in either operating expenses or revenues.  Any significant increases in operating expenses or temporary declines in revenue normally are absorbed by cash flow generated by pipeline services.  However, the small allowance for depreciation expense included in this case and the absence of a provision for return and taxes significantly reduces cash flow from current levels.  Consequently, HIOS may not have sufficient cash reserves to manage any significant fluctuations in either expenses or revenues. 
Q.
Can HIOS take any unilateral action to prevent these types of fluctuations in expenses or revenues? 
A.
HIOS has entered into a contractual arrangement to minimize the possibility of significant fluctuations in day-to-day operating costs.  As explained by Mr. Schaller, HIOS' base operating expenses are subject to an annual operating agreement, and therefore should not vary substantially from year to year.  This only leaves the volatility of non-routine operating expenses as a concern.  However, as explained further below, there is substantial risk of further volume erosion and resulting revenue reductions. 

Q.
How does HIOS propose to address the adverse consequences that result from a zero rate base in this case? 

A.
HIOS proposes a management fee in lieu of the Commission's traditional return on rate base.  The management fee is intended to allow HIOS to continue operating as a viable economic entity by providing it with an opportunity to collect sufficient revenue to (1) pay for the day to day operations of the system, (2) provide sufficient cash flow to deal with extraordinary items and (3) provide a financial incentive for the owners to continue operating the system.  As I stated above, without such a fee to replace the traditional return allowance, the owners of HIOS have no incentive to continue operations.  Indeed, no prudent investor maintains any investment without the prospect of either regular earnings or capital appreciation, or both. 

Q.
Wouldn't the prospect of a return on rate base provide sufficient incentive for HIOS to invest in facilities in the future? 
A.
No.  Absent some assurance that HIOS will earn either a traditional return on future investment or a management fee, there is little financial incentive for HIOS' owners to either invest in new facilities or maintain existing ones.  In fact, absent construction of significant new facilities, there is no guarantee that any new investment would produce a positive rate base and, consequently, an opportunity to earn a return on the investment. 

Q.
Why? 

A.
As I discussed above, one reason that HIOS' rate base is negative is the accumulation of negative salvage funding.  In the case of HIOS, this causes the rate base to become negative even before its assets are fully depreciated.  Over time, these negative salvage collections will continue to grow.  Consequently, rate base can remain at or below zero even if new plant additions are added.  Therefore, HIOS will not qualify for a return on new plant investments until the level of the investments exceeds the amount of both negative salvage and accumulated deferred income taxes, which are deductions from rate base.  Without the possibility of either a return on new investment, or a management fee, most pipelines would opt to invest their capital elsewhere. 

Q.
Is there any Commission precedent for the concept of a management fee? 
A.
Yes.  There are a number of proceedings in which the Commission has acknowledged the appropriateness of a management fee concept.  In a series of decisions involving Wyoming-California Pipeline Company, 44 FERC ¶ 61,001 (1988), 45 FERC ¶ 61,234 (1988), and 50 FERC ¶ 61,070 (1990), the Commission stated that a management fee would be appropriate after the pipeline recovered its capital investment during the first 25 years of service.  Several other decisions, including the Green Canyon Pipeline Company, 47 FERC ¶ 61,310 (1989), referred to a rate which was derived for service beyond twenty years, consistent with WyCal, to recover operating costs, taxes other than income, and a management fee.  Finally, in Tarpon Transmission Company, 57 FERC ¶ 61,371 at 62,240 (1991), the Commission explained in more detail the justification for a management fee as follows: 
"As Oryx points out, the fee is an operator's fee to compensate Tarpon's owners for the risks of continuing to operate the pipeline and to provide incentive for efficient operations ...Absent an owner's fee, they would have only limited incentives to manage the operations of the pipeline on an efficient basis, because the actual return on equity is so small once Tarpon's gas transmission plant has been depreciated.  Under these circumstances a modest management fee is a more effective means of encouraging efficiency than an occasional regulatory proceeding, particularly if the pipeline exceeds its throughput projection." 


In the Tarpon decision, the Commission modified its methodology referenced in the WyCal decision.  In WyCal the Commission calculated a management fee as 10% of the historical average pretax return for the pipeline.  However, in Tarpon, the Commission determined that the use of the average rate base over the life of the project was more predictable and easier to calculate than an average pretax return.  Therefore, the Commission adopted a formula that applied the current pretax cost of capital to 10 percent of the historical average rate base. 

Q.
Should a fully depreciated gas transmission plant be a prerequisite for a management fee? 
A.
No.  Although plant was fully depreciated in Tarpon, the more significant factor was that the return on equity calculated on a rate base that included fully depreciated plant would be too small to provide the necessary incentives for the owners to operate and manage the pipeline on an efficient basis.  In HIOS' case, a zero rate base would result in no return, and therefore a management fee is even more imperative.  In short, because it is the totality of the rate base components that eventually gives rise to a return allowance, all of the components of rate base, not just depreciable plant, must be considered together when determining if an alternative to a traditional return on rate base is appropriate.  

Q.
Do you believe that HIOS is required to utilize the methodology used in Tarpon for determining a management fee?
A.
No.  It should be pointed out that the Tarpon decision is the only Commission decision that I am aware of where the Commission has discussed a proposed methodology used to compute a management fee, and that decision is over ten years old.  Much has changed in the last ten years.  Moreover, just because one methodology was approved over ten years ago does not mean that that is the only methodology that could be used. 

Q.
Do you agree with the methodology used in Tarpon for determining a management fee? 

A.
No.  I do not believe that multiplying current cost of capital by 10% of the pipeline's average annual rate base is an appropriate methodology for determining a management fee.  To compute a substitute for the return allowance that is based on a return on 10% of a pipeline's rate base halfway through its life is arbitrary.  It is equivalent to calculating a return on roughly 5% of the original gross plant investment.  I agree that current cost of capital must be applied to some base of investment to calculate a management fee.  My disagreements with Tarpon relate to the calculation of the base. 



First, the use of an historical average rate is not a reasonable starting point for determining a management fee.  As stated in Tarpon, the use of the pipeline's historical average annual rate base equated to approximately 50% of the pipeline's original gross investment.  This normally would be the result when a pipeline records uniform depreciation every year of its useful life.  However, as I discuss below in regards to HIOS, there are many reasons why a pipeline's rate base does not decline on a uniform basis throughout its life.  As a result, an average rate base calculation may produce a higher or lower base upon which to calculate a management fee, depending on whether a particular pipeline's rate base declines faster or slower than one that declines uniformly.  There is no logical nexus, however, between the rate at which a pipeline's rate base declines and the level of a pipeline's management fee.
Second, ten percent is not necessarily the correct percentage to utilize, much less the correct percentage in every case.  The Commission stated in Tarpon that the management fee should be high enough to encourage the pipeline to aggressively market its services, increase its throughput and minimize costs, but not so high that it would be equivalent to a monopoly return unavailable to a firm operating under competitive conditions.  The appropriate percentage to use may depend on the specific circumstances applicable to the pipeline, including for example, the business and financial risks facing the pipeline.  It seems to me that a pipeline like HIOS would need a proportionately larger cushion to withstand fluctuations in cash flow.
Third and finally, this methodology yields the same result going forward year after year. If the management fee is calculated only once on 10% of average rate base, and at the same time that depreciable plant went to zero,  HIOS will receive approximately the same amount of management fee over its remaining life.  If HIOS were to restate its rates at some point in the future and the Commission determined that the management fee should be recalculated, there would most likely be a reduction in the management fee associated with a lower average rate base.  Worse yet, if HIOS continued making capital improvements to the system, it would create depreciable plant and forfeit the management fee in its entirety.  The consequences of the Tarpon method are that, all other things being equal, a pipeline will never see any upside in earnings, will never voluntarily file to restate its rates and will never invest in routine capital projects and expansions.  
Q.
Have you calculated a management fee on HIOS using the method approved by the Commission in the Tarpon decision?
A.
Yes, I have calculated a management fee for HIOS using the Tarpon methodology.  As shown in Exhibit No. HIO-65, based on the Tarpon methodology, and the overall rate of return of 12.45% proposed in this case, the management fee, excluding income taxes, would be approximately $0.7 million. 

Q.
Would this amount be high enough to provide the appropriate incentives for HIOS, and to address the risks facing HIOS? 

A.
No.  This amount is inadequate to address the concerns facing HIOS going forward.  Such amount provides sufficient revenues to cover only a 4% swing in the operating expenses of $18.3 million.  Further, as I discuss in more detail below, this amount is insufficient to address the many other business risks facing HIOS, such as the virtual absence of firm contracts, the decline in system throughput and the resultant continued volatility in revenues.  Furthermore, it does not provide the ability to cope with the competition for future reserve attachments and the need for related additional capital - not to mention the need for capital to continue operating HIOS' existing system in a safe and efficient manner. 

Q.
Are there any other reasons why using the Tarpon methodology to develop a management fee for HIOS in particular would be inappropriate?
A.
Yes, there are several reasons.  One of the most significant reasons is that some of the assumptions embedded in the Tarpon methodology do not hold true on HIOS.  For example, as I mentioned above, the method assumes that plant in service is depreciated in a relatively constant manner over time. Thus, when calculating average rate base, the result should be a close approximation of rate base at the mid-point of the pipeline's useful life.  However, this assumption does not hold true for HIOS due to the impact of other rate base items, such as accumulated deferred income taxes which may vary significantly throughout the pipeline's useful life due to changes in tax rates and Commission policy, among other factors.  The method also fails to take into account differences in depreciation methods which caused HIOS' rate base to decrease on a non-uniform basis.  As I described earlier, HIOS utilized a higher depreciation rate in its early years, and recorded certain revenues as Supplemental Depreciation.  Thus, HIOS' plant depreciated much faster than it otherwise would have.  As a result, HIOS' average rate base calculation is skewed and the Tarpon method does not provide a meaningful result when applied to HIOS. 
Q.
Does the accelerated depreciation in HIOS' case create any other effects that skew results of the Tarpon method? 
A.
Yes.  Due to the additional depreciation recorded by HIOS, in combination with other factors such as negative salvage and deferred income taxes, HIOS' rate base turned negative in 1998.  As a result, a negative balance was used in four years in the calculation of the average rate base pursuant to the Tarpon methodology.   See Exhibit No. HIO-65.   This phenomenon, as well, skews the average rate base calculation.  I don't believe that the inclusion of negative rate base balances was contemplated when the Commission approved the Tarpon methodology.  Indeed, assuming HIOS’ rate base continues to decline as a result of negative salvage, HIOS will at some point in the future have a negative average rate base. 
Q.
If HIOS had been depreciated on a uniform basis, what would be the results of the Tarpon methodology? 
A.
I have prepared Exhibit No. HIO-66, which assumes HIOS’ average cost of facilities as a simplified calculation of average rate base at the midpoint of the pipeline’s useful life as assumed in Tarpon.  Utilizing this assumption, a management fee calculated in accordance with the Tarpon method would be approximately $2.2 million, or about $1.5 million higher than the fee calculated on the basis of HIOS' actual rate base balances.  While this is certainly a more appropriate result, it still suffers from the other flaws that I have described, and is likewise insufficient to satisfy HIOS' financial requirements.

Q.
Please describe your proposal for HIOS' management fee. 
A.
I believe there should be some pre-established floor below which a return on rate base would be supplemented by a management fee.  This would ensure that a pipeline would receive a minimum level of some combination of return on rate base plus management fee to provide it with the needed incentives and protect it against the volatility of revenues and operating expenses. 

Q.
If such a floor were established, would the company receive an allowance for depreciation based on the floor? 

A.
No.  Since depreciation represents a return of original investment, instead of a return on outstanding investment, depreciation would be discontinued once HIOS' facilities were fully depreciated.  To the extent new facilities were placed in service at a later date, those facilities would be depreciated until they become fully depreciated. 

Q. What floor did you establish for HIOS? 
A.
I have selected a floor based on 20 percent of HIOS' gross plant.  When HIOS' rate base declines below 20 percent of gross plant, HIOS would be allowed a management fee equal to the difference between its return on rate base and a return on the 20 percent of gross plant.  Since HIOS' rate base is currently at zero, the management fee in this case would be based entirely on a return on the base of 20 percent of gross plant.  As shown on Exhibit No. HIO-67, HIOS' management fee would be based on 20 percent of HIOS' gross plant of approximately $385.2 million or $77.0 million.  Multiplying this figure times HIOS' proposed rate of return of 12.45% yields a management fee of roughly $9.6 million, exclusive of income taxes. 

Q.
Will this management fee vary from one rate proceeding to the next?
A.
Yes.  Unlike the WyCal or Tarpon methodologies, this management fee will vary based on the amount of rate base remaining.  The object of my proposed management fee proposal is to supplement the traditional return and income tax allowance on depreciated plant in order to provide the same return and income tax allowance that would be determined by using 20 percent of gross plant. 

Q.
Will the other components of rate base, such as future investment, working capital and deferred income taxes, have an impact on the management fee?
A.
Yes.  They will have the same impact that they currently have on the rate base and return calculations. These other rate base items will continue to be handled in the Commission's traditional manner, as either additions or subtractions to rate base.  As HIOS makes future plant investments, the value of the incremental plant will be reflected in the calculation of rate base.  All of the traditional components of rate base will be treated in the customary manner.  To the extent that future net plant exceeds the rate base deductions, there will be a positive rate base which yields a return allowance.  Whatever the allowance, it would become a reduction from the management fee.  So on Exhibit No. HIO-67, there would be an entry on line 6 which would reduce the management fee on line 7.
Q.
How does this method differ from the methodology used in Tarpon?
A.
A major conceptual difference is my proposed use of a rate base floor of 20% of gross plant for calculation of the fee.  The use of a floor eliminates the disincentive to invest in facilities that exists under the Tarpon method.  Because a management fee is only available under the Tarpon method when the pipeline has no depreciable plant and consequently no rate base upon which to earn a return, a pipeline would have no incentive to invest in facilities that would eliminate the management fee, unless the expected return was greater than the forfeited management fee.  For example, assuming a hypothetical pipeline had a zero current rate base, an average rate base of $50 million and a 12% rate of return, the pipeline would be entitled to a management fee of $600,000 ($50,000,000 X 10% X 12%) under the Tarpon method.  In this situation, the pipeline would have no incentive to invest in needed facilities costing less than $5 million because to do so would result in the loss of the $600,000 management fee, and not enough return on the new investment to make up for it.  In short, the investment would be a losing proposition. 

Q.
How would this phenomenon affect HIOS?
A.
Because HIOS currently has a negative rate base, HIOS would need to invest an even greater amount to provide it with a return that exceeds the management fee that it would be forfeiting.  To illustrate, at the end of the base period HIOS had a negative rate base balance of over $4.6 million.  Thus, HIOS would have to invest in facilities sufficient to wipe out that negative balance, as well as produce a return that was greater than its expected management fee.  Exhibit No. HIO-68 shows that, under the Tarpon methodology, HIOS would have to invest more than $13.6 million to both wipe out its negative balance and earn a return equal to the management fee that it would forfeit if it made the investment.  Thus, given this situation in the future, HIOS would not have the economic incentive even to invest in the $6.6 million in facilities that it placed in service during the test period in this case.

Q.
What would be the result under your proposed method?
A.
By allowing for a management fee even where an investment creates a positive rate base balance (but below the 20% floor), my proposal would not discourage a pipeline from making needed investments that might result in a small positive rate base balance for fear of losing its management fee.  On the other hand, my method will prevent the pipeline from earning both a return on the new investment and a full management fee.  If HIOS is awarded a management fee and does invest in facilities, and the result is a positive rate base in the future, any return on rate base will be deducted from a future management fee. 

Q.
Do you have any evidence to corroborate the reasonableness of the management fee that you are proposing?
A.
Yes, I have.  Because the management fee is being proposed as a substitute for a return on investment, I have determined the level of return and income tax allowance that would be required by HIOS to arrive at an operating ratio that is commensurate with operating ratios achieved by offshore pipelines similar to HIOS.  I then compared this return with the management fee that I am proposing. 

Q.
Please explain how an operating ratio is calculated. 
A.
The operating ratio represents a relationship between total gas operating revenues and operating expenses, including other taxes, but excluding depreciation and income taxes.  This ratio shows the percentage of revenues required to cover day-to-day operating expenses, while the balance of revenues provides the cash flow and the equivalent of return and income tax allowance to the company. 
Q.
What was the HIOS operating ratio during the last five years? 
A.
As shown in Exhibit No. HIO-69, HIOS' weighted average operating ratio was 43.4% during the five years ended in 2001. 

Q.
How does this compare to the ratios of other companies?
A.
Exhibit No. HIO-69 also shows the latest five-year weighted averages for the major offshore natural gas transportation pipelines.  The ratios for the pipelines vary roughly from 26% to 75%.  The median of the weighted average ratio represents what the typical offshore pipe requires to cover normal operating expenses, with sufficient flexibility for extraordinary items and a monetary incentive to operate the pipeline.  The median weighted average for the pipelines excluding HIOS is 50.3%. 

Q.
How does this weighted average operating ratio compare with your recommended management fee for HIOS? 

A.
Exhibit No. HIO-70 shows that utilizing the average operating ratios previously described would result in a management fee of $10.1 million.  This allowance was calculated by starting with the filed operating expenses of $18.3 million that underlies the rates that HIOS is proposing to place into effect in this proceeding.  The operating expenses are then divided by the offshore pipeline median weighted average operating ratio to arrive at the total required revenue of $36.4 million.  Once the total revenue has been determined, other elements of HIOS' cost of service, such as depreciation expense, negative salvage, other taxes and revenue credits, are deducted to arrive at the revenue that a management fee would be required to produce.  As shown in Exhibit No. HIO-70, the average operating ratio of pipelines similar to HIOS results in a return requirement of $10.1 million, compared to HIOS' requested management fee of approximately $9.6 million. 
Q.
Are you aware of any other regulatory contexts in which operating ratios are used?
A.
Yes.  Before it ceased to regulate motor carriers, the Interstate Commerce Commission had used operating ratios from time to time as one of the mechanisms to judge the reasonableness of rates for the trucking industry.  These calculations were used because the trucking industry is not very capital intensive and an objective measure was needed to establish a return allowance.
Q.
You mentioned that your recommended management fee is also needed to address the business risks that HIOS faces.  Can you describe these risks?
A.
A major risk facing HIOS is the lack of revenue certainty associated with a change in the primary business purpose of the system.  HIOS was formed as a partnership of various pipelines primarily for the purpose of transporting offshore gas supplies to long haul interstate pipelines.  HIOS began providing transportation service under long-term firm rate schedules in 1978.  As shown in Exhibit No. HIO-71, as of December 1992, 56% of pipeline capacity and 94% of contracted capacity on HIOS was subscribed under firm contracts.  However in the following year, as a result of restructuring under Order No. 636, firm services accounted for only 41% of the pipeline capacity and 85% of contracted capacity.  As of the end of the test period in this case, firm service represented only 5% of the pipeline capacity and 17% of contracted capacity. 

Q.
How does the reduction in firm contracts affect HIOS?
A.
The virtual absence of firm contracts creates various issues on the HIOS system.  First, HIOS has no assurance of a firm revenue stream that could be used to support either system expansion or continued operation of the system.  In the current financing climate, lenders rely on the ability of the pipeline to produce a constant and stable stream of revenues.  Second, in conjunction with declining throughput, the lack of firm contracts contributes to inefficiencies when shippers contract for capacity on HIOS.  Since approximately 95% of the HIOS capacity will not be contracted on a firm basis as of the end of the test period, interruptible service is virtually firm and there is no incentive for a shipper to purchase firm service. 

Q.
What other issues contribute to HIOS' business risk?
A.
HIOS is also experiencing a significant decline in throughput.  As shown in Exhibit No. HIO-72, over the past 5 years, total throughput has declined by 21% from 341.4 MMDth per year to 270.6 MMDth per year.  As explained in the testimony of HIOS witness Joan Collins, HIOS anticipates that base period total throughput will continue to decline by a factor of 20% next year to approximately 207.8 MMDth per year.  The expectation of a continuing significant decline in throughput is also supported in the testimony of HIOS witness J. Scott Jenkins.  Exhibit No. HIO-77, prepared by Mr. Jenkins, shows that the remaining depreciable life of reserves that are currently attached and located on the continental shelf will all but disappear by the end of 2006.  That exhibit also demonstrates that even the deepwater reserves currently attached to HIOS will have significantly tapered off by the year 2015.  Absent the introduction of significant new volumes to the system, the risk of full recovery of cost of service will continue to increase. 
Q.
What action has HIOS taken to increase throughput on the system?
A.
HIOS is actively engaged in the competition for new sources of supply that can be economically attached to its system.  To offset the turnback of firm contracts that occurred, HIOS in 1999 filed, and received approval for, a new firm flexible firm service under Rate Schedule FT-2 in an effort to facilitate the attachment of new deepwater gas to the system.  However, the process to attach these new sources of supply is extremely competitive.  While HIOS initially had some success in attaching supply in mid-2000, since then it has not been successful in its negotiations with other producers.  In addition, HIOS has recently implemented a new pipeline condensate allocation methodology that recognizes the unique characteristics of deepwater gas and provides proper economic incentives for producers to attach supply to HIOS. 

Q.
Does HIOS face any other business risks?
A.
Yes.  HIOS faces the risks described above that result from having no rate base.  Absent the approval of my recommended management fee, HIOS will, in the best-case scenario, only recover enough costs to defray current operating expenses.  Even with a management fee, it is uncertain how long the pipeline will be an economically viable option.  As explained by Mr. Jenkins, based on a comparison of projected throughput and the cost and rate levels embedded in this case, operating the pipeline may not be an economically viable option in ten years. 
Q.
Will you please summarize the business risks facing HIOS?
A.
HIOS projects that in the future the system will experience continuing declines in both firm contracts and total throughput.  These declines produce significant revenue uncertainty for the pipeline.  This uncertainty inhibits the ability to compete for new deepwater supplies because of the capital investments required to connect them.  Absent significant investment in new facilities the earning opportunities are eroded under the regulatory model which only provides an allowance for return in the presence of a rate base.  Consequently, HIOS is at significant risk to recover sufficient revenues that support the ongoing operation of the pipeline. 
Q.
What do you conclude from these business risks?
A.
I conclude that the nature and extent of these risks support my requested management fee of approximately $9.6 million.  It should be kept in mind that because HIOS has no rate base, a rate of return is not applied to rate base, but rather is applied in calculating the management fee.  In this case, HIOS' requested management fee is based, in part, on an overall rate of return of 12.45%, which in turn, is based on a return on equity of 15.25%.  Thus, HIOS' business risk supports both the HIOS' requested return on equity, as well as the level of the management fee. 
Q.
Why have you chosen a 15.25% return on equity?
A.
Dr. Williamson has found that a range of reasonableness for his proposed group of pipeline proxy companies is 16.49% to 17.32%, with a median of 16.58%.  He also examined the cost of equity for a larger group of oil pipelines, and concluded that a range of reasonable for this group is 12.51% to 19.45%, with a median of 15.26%.  To be conservative, I chose a return on equity of 15.25% to utilize in computing the management fee in this case.
Q.
Will you please summarize your recommendation for a management fee?
A.
It is imperative that HIOS be provided with a recourse rate the offers the opportunity to collect revenues sufficient to (1) cover day-to-day operating expenses, (2) provide a cushion for unexpected increases in expenses or decreases in revenues and (3) offer an incentive for the owners to continue operating the system.  The existing regulatory model would provide no such allowance because HIOS has a zero rate base.  HIOS must be provided the financial wherewithal to continue (1) operating the system in a safe and efficient manner, (2) competing for new supplies to attach to the system and (3) making new plant investments that ensure the continued access of offshore shippers to the interstate pipeline grid.  Any proposal must meet all of these goals.  HIOS' proposed management fee will accomplish these goals. 
Modifications to Rate Design
Q.
Please describe the services that HIOS offers under its various rate schedules. 

A.
HIOS offers two firm services under Rate Schedules FT and FT-2.  Rate Schedule FT is the basic firm transportation service that has been offered by HIOS since restructuring under Order No. 636.  In 1999, HIOS designed Rate Schedule FT-2 to meet the demands of offshore producers for a more flexible firm service that met their specific needs.  This service was designed to secure significant quantities of long-term firm gas transportation on the system.  To qualify for service under this rate schedule, a shipper must dedicate a gas supply of at least 40 Bcf for the life of the reserves.  In return for this reserve commitment, shippers are charged a volumetric rate, conditioned on the requirement that production from the committed lease be maintained at a throughput level of 80 percent of the shipper's maximum daily quantity over a rolling three month period.  HIOS also offers an interruptible transportation service under Rate Schedule IT.
Q.
How are these rates currently designed?
A.
Currently, HIOS designs a system wide rate for all services on its system. This rate, for service under Rate Schedule FT is the default rate from which all other rates are derived.  Specifically, both the FT-2 and the IT rate are derived from the FT Rate. A shipper under Rate Schedule FT-2 pays the same reservation and commodity rates as does the shipper under Rate Schedule FT.  However, the FT-2 shipper is billed a volumetric rate and pays the 100% load factor of the FT rate as long as volumes are between 80 and 100% of the MDQ for the applicable three month period.  Shippers using service under Rate Schedule IT pay the 100% load factor of the FT rate on all volumes transported. Any volumes received at or downstream of High Island Block A-264 and delivered to West Cameron Block 167 are considered short haul and are charged 40 % of the long haul rate.  
Q.
What adjustments to the current rate design are you proposing?
A.
I propose (1) an adjustment to the rates under Rate Schedule FT-2 to better reflect the system benefits provided by these services and (2) an adjustment to the rates under Rate Schedule IT to encourage efficient contracting and to provide a proper, and much needed, incentive for shippers to subscribe to firm service.
Q.
Why are you proposing these rate design adjustments? 

A. As I discussed earlier, the nature of the services provided on the HIOS system over time has changed dramatically.  All of the long-term firm contracts for interstate pipeline system supply that HIOS had initially entered into have terminated.  HIOS' success in replacing the loss of firm load has been limited at best.  Through the implementation of Rate Schedule FT-2, HIOS has been able to secure two new long-term firm commitments to the system.  In the meantime, the system load factor has declined significantly.  As shown in Exhibit No. HIO-71, the system average load factor for 2002 was 41%.  Due to the low system load factor, shippers are reluctant to subscribe to firm services.  Without some rate recognition of these two phenomena, shippers will not efficiently contract for capacity on the system. 

Q.
Why are you proposing a rate design adjustment for Rate Schedule FT-2?
A.  As mentioned above, to qualify for service under this rate schedule a shipper must dedicate a gas supply of at least 40 Bcf for the life of the reserves.  The assurance of this kind of long-term firm transportation brings significant benefits to the system.  Because of these benefits, the FT-2 recourse reservation rate should be lower than the FT reservation rate. 
Q.
Please explain the system benefits of Rate Schedule FT-2.
A.
These incremental services provide several benefits for the existing shippers on the system.  Because of the increased contract quantities, there are more units to contribute to fixed cost recovery.  Because of the firm nature of the service, this contribution is more consistent than the contribution of interruptible services.  Because the service provided under Rates Schedule FT-2 must be long-term, it produces a stable stream of revenues.  All of these factors contribute to lower rates and rate stability for existing shippers.
Q.
Do services provided by HIOS under Rate Schedule FT provide the same benefits? 
A.
Any firm service provides a more secure revenue stream.  However, it is unlikely that any firm shipper under Rate Schedule FT would be able to provide incremental load of 40 Bcf or more over a period approaching 20 years.  Rate Schedule FT-2 was designed with input from producers as to the type of service they required in order to connect incremental load from the deepwater Gulf of Mexico.  Furthermore, it is not likely that these producers would opt for service under Rate Schedule FT when they could avail themselves of the flexibility offered under Rate Schedule 
FT-2. 

Q.
Can you demonstrate more specifically the system benefits produced by the firm services that HIOS currently provides under Rate Schedule FT- 2? 

A.
Based on test period projections, the MDQ for services under Rate Schedule FT-2 is 119,000 Dth/day.  As shown in Exhibit No. HIO-73, adding this firm throughput to the imputed MDQ reflected by interruptible transportation on the system, produces total reservation design units of 561,452 Dth/day and a system-wide 100% load factor rate of about 17.35¢.  If there was no Rate Schedule FT-2 and HIOS had not secured these volumes, the design determinants would fall to 466,252 Dth/day and the 100% load factor rate on the system would be approximately 20.89¢.  By virtue of the fact that these FT-2 volumes are connected, shippers are receiving a rate benefit of 3.54¢, or a rate reduction of approximately 17%. 
Q.
How do you propose to reflect this benefit in the design of the FT-2 rates?
A.
Given the magnitude of the rate benefit provided to the system by the FT-2 service, I believe some rate differential to recognize this benefit would be appropriate.  However, I do not believe that it is necessary or desirable for the rate differential to be as high as 17%.  In my view, such a differential is greater than is necessary for HIOS to compete for the attachment of new supplies, and may cause a rate shock for HIOS' other shippers that should be avoided.  Therefore, I propose that the reservation charge for FT-2 be equal to 95% of the FT reservation rate.  This would effectuate a minimal adjustment to reflect the benefits provided by the FT-2 service to the system, and at the same time provide the other services on the system with most of the benefit provided by the additional contribution to fixed costs made possible by this service.  I instructed HIOS witness Katherine D. Mosley to make adjustments in the design determinants and rate design, respectively, to effectuate this proposal.  She explains these adjustments in her testimony.
Q.
Why are you proposing a change to the calculation of the recourse rate for Rate Schedule IT?
A.
Given the huge disparity between the level of firm and interruptible service that is subscribed to on HIOS, I believe that the current 100% load factor IT rate produces a pricing inequity between firm and interruptible service.  As shown in Exhibit No. HIO-71, by the end of the test period, HIOS will be operating at a system average load factor of 31%.  If the two firm services are not included, the remaining capacity is subscribed at a 26% load factor.  Furthermore, IT service is typically contracted for on a month-to-month basis.  Because of the significant excess capacity, there is no incentive for any shipper to subscribe on a firm basis.  Any shipper will assume that, in the short run, there will never be an interruption of service.  The only possible interruption of service might occur many years in the future, when and if HIOS is successful in attracting significant deepwater supplies to the system.  Consequently, interruptible shippers enjoy a free ride.  They are receiving firm service, but paying a lower effective interruptible service rate.  This causes shippers to make evaluations regarding the value of system capacity on short-term considerations, rather than the cost of providing the service on the true value of the capacity.  The result is an inefficient allocation of capacity, where all shippers value the service as firm, but none are willing to pay for the service when it can be achieved at a lower effective rate. 

Q.
Please explain your proposed changes to the design of the recourse rate for Rate Schedule IT. 

A.
Because of the low system load factor and the resultant pricing inequity between Rate Schedules FT and IT, I believe that IT shippers should pay a rate that reflects the value that a firm shipper places on the capacity.  To calculate a rate differential that captures this value, I have tried to measure the additional risk that would be created if all of HIOS' throughput were interruptible.  Specifically, I reviewed the range of returns on equity calculated by Dr. Williamson for his proposed gas pipeline proxy group.  To measure the additional risk that would exist if all of HIOS throughput were interruptible, I assumed that the cost of equity would increase from the median cost of this proxy group, 16.58%, to the highest cost in the range, or 17.32%.  To quantify the incremental risk, I calculated the effect that this additional .74% cost of equity would have in this case.  The results are shown in Exhibit No. HIO-74.  Substituting the higher ROE produces an overall rate of return of 12.89% versus the 12.45% as filed basis.  When applied to the management fee, this higher rate of return produces an increase in cost of service of approximately $300,000.  The result is a service differential of .16¢ or 3.5%.   I propose to utilize the percentage relationship to derive the IT rate. 
Q.
How would such a rate promote pricing equity and efficient utilization of capacity on the system? 
A.
Any shipper desiring firm service will presumably attempt to efficiently contract and operate as close to a 100% load factor as possible to achieve the lowest effective unit rate.  If a firm shipper correctly contracts for firm service, and fully utilize its contract every day, it will achieve the same unit rate as an IT shipper, assuming that the IT rate is designed on a 100% load factor basis.  However, while firm shippers may try to achieve 100% utilization of their firm contract, to do so consistently is virtually impossible.  The proposed rate adjustment recognizes this and removes the price disincentive to contract for firm services.  The result is pricing equity for firm and interruptible services.
Q.
Would the pricing of interruptible services affect the pricing of firm overrun quantities? 
A.
Yes.  Rate Schedule FT overrun service would be priced on the same load factor as interruptible service.  This would ensure that shippers did not under-contract for firm services in order to transport quantities of overrun at a rate lower than the IT rate. 
Q.
How have the changes in the calculation of the IT rate been implemented? 

A.  I have instructed HIOS witness Mosley to reflect the necessary adjustments in the calculation of design determinants and recourse rates, respectively.  She explains these adjustments in her testimony. 

Q.
Please summarize your proposed changes to rate design.
A.  The firm services transported under Rate Schedule FT-2 produce significant benefits to all shippers on the system.  The recourse rate for this service should reflect this benefit through a 5% service differential.  Interruptible services on the system are enjoying a free ride on the system, securing virtually firm service at interruptible rates.  The evaluation of whether or not to purchase firm or interruptible service should not be skewed by a pricing advantage associated with either of the services. An interruptible shipper should face the same economic choices as a firm shipper.  Therefore, I propose that the recourse rate for interruptible services be calculated at a 96.5% load factor of the FT rate.  

Q.
Does this complete your testimony?
A.
Yes.  
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