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Q.
Please state your name and business address.

A.
My name is Edward H. Feinstein and my business address is 1155 15th Street, N.W., Suite 400, Washington, D.C. 20005.
Q.
Please state your occupation.
A. 
I am a consulting petroleum engineer with the firm of Brown, Williams, Moorhead & Quinn, Inc.

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

Q.
Are you a member of any professional societies?
A. 
Yes, I am a member of the Society of Depreciation Professionals and the Society of Petroleum Engineers.

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

A.
Yes, I have presented testimony in many different areas in the field of energy, including depreciation.
Q. 
On whose behalf are you presenting testimony in this proceeding?

A.
I am presenting testimony at the request of Chandeleur Pipe Line Company (“Chandeleur”).

Q.
What is the purpose of your testimony?

A.
My testimony is directed to the determination of the just and reasonable depreciation rate to be applied to Chandeleur’s present pipeline system.  Further, I will discuss and recommend a negative salvage rate for these facilities.

Q.
Mr. Feinstein, would you please summarize the results of your analysis.

A.
As a result of my analysis and studies of the forces impacting the life of Chandeleur’s pipeline system, I determined a depreciation rate of 2.10 percent is appropriate.  Further, I determined a negative salvage rate for Chandeleur’s pipeline properties of 0.67 percent.  The negative salvage rate was based upon the remaining lives of the properties along with Witness Thomas Grice’s estimate of the negative salvage value.

A comparison of the recommended rates with Chandeleur’s existing depreciation and negative salvage rates are shown on Schedule No. 1 of Exhibit No. __(CPLC-7).

This testimony will describe the studies performed that support my recommendation of the just and reasonable depreciation and negative salvage rate in this case.  It will also describe the concept of depreciation and negative salvage and its application to Chandeleur’s pipeline properties.

BACKGROUND

Q.
Please describe Chandeleur’s operations and its relationship to the subject facilities.

A.
Chandeleur is an open access pipeline which operates approximately 172 miles of pipeline facilities extending from the Main Pass Area of offshore Louisiana to its terminus at the Pascagoula Refinery in Jackson County, Mississippi.  It receives gas, both by direct connection and from gatherers in the Main Pass, Chandeleur Sound, Mobile and Viosca Knoll areas and transports the gas to three downstream interstate pipelines:  Destin Pipeline Company, LLC, Texas Eastern Transmission Corporation and Gulf South Pipeline Company, as well as the Pascagoula refinery located onshore Mississippi.

Chandeleur’s pipeline system operates at high pressures (typical of offshore – 1000 psi and greater).  It transports up to 321,000 MMBtu per day.

Chandeleur’s system consists of a looped mainline and a lateral pipeline.  The mainlines consist of an original 12-inch pipeline and a 16-inch loop line extending from the “B” platform at Main Pass Block 41 and terminating onshore Mississippi at Pascagoula.  The lateral, which transports produced gas to the mainline, is a 12-inch pipeline.

DEFINITION AND DISCUSSION OF DEPRECIATION

Q.
Let us turn first to a definition of depreciation, would you please define and describe depreciation?

A.
Depreciation is the allocation of the original cost of tangible facilities in service over their useful lives.  Stated another way, depreciation is the mechanism by which the plant investment is recouped in an orderly fashion over the useful life of the investment.  For rate purposes it is treated as an operating expense.  Depreciation is intended to systematically recover the invested capital over the useful life of the universe of relevant assets.
The concept of depreciation can be viewed in the light that the purchase of capital goods is in essence a purchase of future services.  Consequently, depreciation is the expiration or consumption, in whole or in part, of the service life, capacity, or utility of property resulting from the action of one or more of the forces operating to bring about the retirement of such property from service.  It therefore, follows that the basic objective of depreciation under established regulatory practice is the recovery of the full capital investment in a reasonable and consistent manner over the time period related to a property’s use in providing service.  This means that current customers who are to be served by a particular investment pay for that investment in timed installments over the life of the investment.
Plant costs are incurred to make the provision of services possible.  Units of plant are no more than stored up services, or stored up work units. The use of plant results in the provision of services and reduces the stored up future services.  As service is performed, a corresponding part of the cost of plant (cost of stored up services) should be charged to the service.  The stored up services are usually referred to as the service life.  Accordingly, depreciation signifies the using up of service capacity or utility of plant.

I used the Average Service Life Methodology and recommend that Chandeleur’s depreciation rate in this case be based on this methodology.  This methodology is the most widely used of all the methods to determine depreciation rates for major onshore transmission pipeline systems.
Depreciation rates depend on estimates of service life of plant investment.  Because natural gas pipeline systems are made up of a host of different complex property units, it would be impractical to calculate and apply separate depreciation rates for each unit of facility.  This calculation would place an undue burden on the accounting system for depreciation purposes requiring the maintenance of records for each unit of property.  Consequently, the normal approach for developing depreciation rates is to calculate the rates for groups of plant based upon average service lives for those groups which are determined through studies of the forces affecting the lives of the pipeline’s facilities.  Under this method, individual facilities booked to each relevant FERC account are treated as a single group by those accounts.

Q.
What are some of the official definitions of depreciation?

A.
Official definitions of depreciation by government agencies and associations are generally consistent, differing only by emphasizing either the description of depreciation or its purpose.
The Federal Energy Regulatory Commission in its Uniform System of Accounts prescribed for natural gas companies defines depreciation as follows:

 “Depreciation” as applied to depreciable gas plant, means the loss in service value not restored by current maintenance, incurred in connection with the consumption or prospective retirement of gas plant in the course of service from causes which are known to be in current operation and against which the utility is not protected by insurance.   Among the causes to be given consideration are wear and tear, decay, action of the elements, inadequacy, obsolescence, changes in the art, changes in demand and requirements of public authorities, and, in the case of natural gas companies, the exhaustion of natural resources.
This definition bears a striking resemblance to that stated in a landmark Supreme Court decision in Lindheimer v. Illinois Bell Telephone.  The key to the Courts definition is its concept of depreciation as a loss.  In spite of the concept of depreciation as a loss or decrease in value, its application in accounting, financial, engineering, tax, and rate cases is always based on cost, not value. 
The National Association of Railroad and Utilities Commissioners Committee on Depreciation stated:

Depreciation is the expiration or consumption in whole or in part, of service life, or utility of property resulting from the action of one or more of the forces operating to bring about the retirement of such property from service; the forces so operating include wear and tear, decay, action of the elements. Inadequacy, obsolescence, and public requirements; depreciation results in a cost of service.
The American Institute of Accountants defines depreciation by stressing its purpose:

Depreciation accounting is a system of accounting which aims to distribute the cost or other basic value of tangible capital assets, less salvage (if any), over the estimated useful life of the unit (which may be a group of assets) in a systematic and rational manner.  It is a process of allocation, not valuation.  Depreciation for the year is the true portion of the total charge under such a system that is allocated to the year.  Although the allocation may properly take into account occurrences during the year, it is not intended to be a measurement of the effect of all such occurrences.
THE DEPRECIATION MODEL
Q.
Would you please describe the depreciation model that you employed in your study.
A.
I employed the straight line average remaining life method as traditionally adopted by the Commission.  It is derived and described as follows:
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The remaining life approach
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Where,

DB =  the depreciation base or original cost
S =  the gross salvage

COR =  the cost of removal

DR = the accumulated depreciation reserve

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

capital recovery - rateably allocates a known fixed cost,

cost of removal - rateably allocates a future obligation,

salvage - rateably reflects recognition of future value.
Q.
Would you describe the average remaining life approach?
A.
The concept of an average service life or remaining service life for a property group implies that the various units in the group have different lives.  The average life of any group of plant items is a matter of estimate until all the items in that group have been finally retired.  The issue then is to determine the average life before complete retirement of all units occurs.  The average remaining service life method determines the average period of time the facilities will be in service.  This is normally done by first determining the historical life of the plant group and then estimating the life expectancy for the items remaining in service.  The life experienced plus the expected life comprises the average life for the group.
USEFUL LIFE OF CHANDELEUR’S PIPELINE PROPERTIES

Q.
Did you perform a study on how Chandeleur’s facilities are impacted by declining gas supply?

A.
Yes.

Q.
Would you please describe your studies, analysis and determination of the useful life of Chandeleur’s pipeline properties?

A.
The useful life of Chandeleur’s present gas pipeline facilities is dependent primarily upon the productive capability of the individual fields and supply areas from which it receives gas for transmission.

Adequate supply of gas for shipment is crucial to the useful life of a pipeline system.  In the case of Chandeleur’s existing facilities, the sources of gas are the following areas:

· Main Pass Block 41 Field

· Chandeleur Sound

· Mobile

· Viosca Knoll

Gas from other areas would not benefit the Chandeleur pipeline system.  All of the gas transported originates in the above listed areas.  I analyzed the future viability of these areas and how they would affect Chandeleur’s existing pipeline properties.  The results of those studies when directly related to Chandeleur’s existing facilities, indicate a useful life of Chandeleur’s facilities of between 15 and 20 years.  It is these useful lives that should be used to determine the average remaining life for the calculation of depreciation and negative salvage in this proceeding.

Q.
Would you please describe your gas supply studies?

A.
I studied, analyzed and modeled gas supplies located in the eastern portion of the Gulf of Mexico, referred to by the Potential Gas Committee as the Eastern Gulf of Mexico.  It is in this area that Chandeleur’s pipeline system resides.  While the eastern Gulf of Mexico area encompasses many locations far beyond the reach of Chandeleur’s mainline system, Chandeleur is located in active areas of the eastern Gulf of Mexico.  Thus, the use of the gas resources of the entire eastern Gulf of Mexico is a reasonable surrogate for the broad area in which Chandeleur would have an interest.  Of course, Chandeleur would not be able to connect much of the future gas resources in the entire area because of its geographic location, configuration and size.  However, I have assumed that Chandeleur would be able to connect a reasonable share of such resources as Chandeleur has done in the past.

The future capability of these gas supply areas directly affects the useful life of Chandeleur’s facilities.  I analyzed data available on the existing proven reserves of natural gas in these four areas (Main Pass Block 41 Field, Chandeleur Sound Area, Mobile Area and Viosca Knoll area).  I modeled the availability of gas from these supply sources in the future.  The purpose of my gas supply analysis is to determine a realistic useful life of Chandeleur’s pipeline facilities that are dependent upon such supplies.

As a result of my analysis of the gas supply areas as they affect Chandeleur’s pipeline system, I recognized that the facilities upstream of Mobile Block 902 have their use life based essentially upon the gas availability at Main Pass Block 41 Field.  On the other hand, facilities downstream of Mobile 902 are based upon existing connections and future resource discoveries in the Mobile and Viosca Knoll areas.

Q.
How did you go about determining the supplies of gas that are realistically accessible through Chandeleur?

A.
Recognize that gas resources can be categorized as proven resources and undiscovered resources.  Natural gas resources occur in normal porous and permeable reservoir rock which at a particular point in time, can be technically and economically produced using normal production practices.

Q.
Please discuss the gas supply base you analyzed.

A.
Gulf of Mexico – The Gulf of Mexico is made up of supply areas located in the offshore waters off Texas, Louisiana, Mississippi and Alabama.  The Gulf of Mexico has long been a significant source of domestic oil and natural gas production.  Currently, the Gulf of Mexico contributes approximately 28 percent of the lower 48 states’ gas production.  The exploration and exploitation process in the Gulf of Mexico can be categorized as shallow water (Continental Shelf) and deep water (Continental Slope).  Since the shelf areas are already highly explored, any new resource additions in this area will be a result of new fields of smaller grade and new reservoirs in existing fields.  The slope areas of the flexure trend and Northern Gulf of Mexico area with its deep water drilling will play an increasing role in the production of gas.  I narrowed my analysis of gas supply in this proceeding to the eastern portion of the Gulf of Mexico.  Actually, Chandeleur’s pipeline system resides in a small (and shallow water) portion of the eastern Gulf of Mexico.

Q.
Could you please quantify the resource base of that specific eastern portion of the Gulf of Mexico?

A.
Current (end of 1999) estimates, by the Minerals Management Service (“MMS”), an agency of the Department of Interior, of remaining proved reserves along with 1999 production, are shown below in trillion cubic feet:

	
	Production

Bcf
	Proved

Reserves

Bcf

	Main Pass Block 41 Field
	38.4
	104.5

	Chandeleur Area
	6.0
	16.0

	Mobile Area
	162.0
	1,019.0

	Viosca Knoll Area
	24.0
	175.0

	Total
	230.4
	1,314.5


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

Q.
Please continue.

A.
To give you an idea of the importance of undiscovered resources upon the gas supply in those areas, if we divide the total current production (230.4) into the total proven remaining reserves (1,314.5), only 5.7 years of production at the 1999 level can be supported by such reserves.  Therefore, to determine the useful life of Chandeleur’s facilities, I must determine the potential for undiscovered resources in the relevant supply areas.

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

There are several different ways to estimate undiscovered resources.  I analyzed the independent estimate of the Potential Gas Committee (“PGC”).  Their estimates of undiscovered resources for the Chandeleur, Mobile & Viosca Knoll areas are 6.250 Tcf.  This volume reflects PGC’s potential resource estimates from water depths of 0 to 200 meters.  PGC also estimated potential resources in deep water (200 to 1,000 meters) of 2.0 Tcf.  I have not employed this deep water estimate as Chandeleur is a relatively short distance and shallow water pipeline.  The deepest water depth that Chandeleur operates in is less than 20 meters.

Q.
Would you please describe the PGC estimates?

A.
The PGC consists of volunteer members from all segments of the oil and gas industry, government agencies and academic institutions.  The PGC provides estimates of the potential supply of natural gas which can make possible an appraisal of long-range gas supply.  The estimates of the PGC represent potential gas resources that, in the judgment of its members, can be recovered by future drilling under:  (a) adequate economic incentives in terms of price and costs, and (b) current foreseeable technology.

PGC’s estimates of undiscovered resources are based upon the methodology of attribution, which means that the PGC projects resources in areas based on knowledge of areas of proven reserves.  The PGC’s estimates represent “Most Likely” values derived from statistically aggregated mean values.  To put the size of the estimated undiscovered resources into perspective, according to my studies, the potential undiscovered resources in the relevant supply areas vary between approximately 15 and 30 percent of the ultimate resource base in these areas.  The ultimate resource base is made up of what has already been discovered (most of which has already been produced) and independent estimates of undiscovered resources.

Q.
Would you please describe in depth your gas supply studies?

A.
My gas supply studies are shown in the detailed report in Exhibit No. ___(CPLC-7), (An Assessment of the Availability of Natural Gas in the Eastern Gulf of Mexico (Chandeleur, Mobile and Viosca Knoll Areas)).  My gas supply studies tested the gas supply capability of the specific eastern Gulf of Mexico area.  I constructed a gas supply model that forecasts the annual availability of natural gas.  The study is referred to as the Effectiveness of Exploration Model.  I refer to this study as an “efforts to results” model.  It forecasts the annual discoveries of natural gas in the relevant supply areas.  It analyzes and extrapolates the actual exploration results based on the expended effort (drilling).

The Effectiveness of Exploration Model

Q.
Please discuss your Effectiveness of Exploration Model.

A.
The Effectiveness of Exploration Model compares the drilling footage in a particular year with the related discoveries.  It is a measure of the discoverability of resources.  This method depicts the normal stage of events that take place when a gas-bearing province graduates past its initial discovery stage and enters its mature stage.  The degree of maturity of the producing life of, for example, the eastern Gulf of Mexico area, can be determined by comparing the amount of gas resources already discovered with estimate of the ultimate resources.  The ultimate gas resources in the eastern Gulf of Mexico area are estimated to be 9,121 Bcf (See Schedule No. 2 of Exhibit No. ___(CPLC-7)) using MMS’s cumulative production and proved remaining reserves and the PGC’s estimates of potential resources.  As of the end of 2000, approximately 2,871 Bcf had already been discovered, of which 1,758 Bcf has already been produced.  With respect to gas reserves associated with the offshore state waters of Alabama, 5,000 Bcf has already been discovered, of which 2,235 Bcf has already been produced.  This area is really outside the scope of the remaining life study as it would at best only affect the extreme downstream portion of Chandeleur’s facilities.

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

A.
Oil and gas accumulations occur in a distribution of fields and reservoirs made up of a small number of large fields, a larger number of medium size fields and an even larger number of small fields.  The eastern Gulf of Mexico is no exception.  An example of the distribution of gas accumulations in the entire Gulf of Mexico is shown on Figure 1 of Exhibit No. ___(CPLC-7).  Thus, under my exploration model, large oil and gas fields are usually the first to be discovered in the life of an oil and gas province and larger discoveries in an area give way to progressively smaller ones.

The basic concept of this exploration model is shown on Figure 2 of Exhibit No. ___(CPLC-7).  At times, the declining effectiveness is mitigated by better discovery and resource recovery technologies, greater understanding of the geophysics, and reservoir performance of the field in the province.  This mitigation is also shown on Figure 2 of Exhibit No. ___(CPLC-7).

Q.
Mr. Feinstein, has this model ever been used by industry or government to assess the gas supply in various regions?

A.
Yes, it has.  The basic premise of the Effectiveness of Exploration Model is efforts (drilling) to results (reserves).  This same approach is employed by the Energy Information Administration of the Department of Energy in its Annual Energy Outlook 2001, December 2000.  A description of EIA’s use of such a model is found in Oil and Gas Supply Module, Pub. No. DOE/EIA-M063(2001).

Q.
Mr. Feinstein, would you please guide us through the practical application of this model?

A.
I first considered whether the gas supplies of the Gulf of Mexico areas are consistent with the premise of this model, i.e., that large initial field discoveries had already occurred and, therefore, only smaller discoveries remain.  I studied the wells drilled in each of these three areas.  My analysis confirmed that in those areas, indeed, most all of the larger fields have been discovered as well as some of the medium size fields.  This is proven by my analysis of the effectiveness of exploration in terms of “exploratory effort.”  The exploratory effort is the accumulation of wells drilled in an area over time.  I considered both exploratory wells and development wells together as being representative of the effort undertaken to discover resources.  A compilation of the wells drilled annually (efforts) is shown on Table 1 of Exhibit No. __(CPLC-7).  “Results” (in terms of annual gas discoveries) of the drilling efforts are shown on Table 2 of Exhibit No. ____(CPLC-7).  When these “results” are divided by the annual wells drilled, a more accurate relationship develops as to the size of successful discoveries for the effort expended.  This is shown on Table 3 of Exhibit No. ___(CPLC-7).

Q.
Please describe the calculations involved at this point in the model.

A.
The model used the relationship between annual reserve additions per well drilled and time.  For the “Most Likely” case, I extrapolated the effectiveness at a constant level per well drilled for 25 years or until 90 percent of the ultimate resources was reached.  At that point, I decreased the effectiveness by 10% per year.  This reflects the fact that as a gas producing province enters the very mature stage of its endowment, the effectiveness of exploration decreases.  The ultimate resources are determined and shown on Table 4 of Exhibit No. ____(CPLC-7).  The “Most Likely” level of effectiveness represents the mean value of the effectiveness from 1988 through 2000.  This period of time was chosen as the most active exploratory period in the history of the area.

Q.
Mr. Feinstein, why did you forecast the effectiveness at a constant level?

A.
The reason I used a constant level of effectiveness instead of the indicated decline is that I expect some occasional increases in the effectiveness due to forces not directly indicated in the data.  As mentioned earlier, declines in the effectiveness curve will be mitigated by technological improvements in exploration and drilling techniques along with an increased awareness of the geophysics and reservoir mechanics.

Q.
Why did you limit the constant level of effectiveness to 90 percent of the ultimate resources?

A.
The reason is that when only 10 percent of the ultimate produced and producible gas remains, the accumulations will be measurably smaller and harder to find, irrespective of price and technology.  The effectiveness will then decrease by 10 percent annually.

Q.
Once you developed a future level of effectiveness, how did you determine the future discoveries?

A.
I applied a constant level of exploratory and development wells drilled each year to the effectiveness.  The “Most Likely” case level of wells drilled was based on the value of the most recent 13 years of exploratory and development drilling in each of the areas.  This represents the same period of time that the average effectiveness was determined from.  This is also shown on Table 3 of Exhibit No. ___(CPLC-7).

The future discoveries, resulting from the application of the exploratory and development drilling to the effectiveness are shown on Table 5 of Exhibit No. ___(CPLC-7).

Q.
How did you determine the gas availability or production from the annual forecasted reserve additions?

A.
To determine the future gas availability, I applied gas delivery rates to each determined annual future reserve addition for each area’s gas supplies.  The delivery rates are based on average gas production rates for typical fields in the offshore area as compiled by PGC.  This results in the gas availability from new reserves beginning in 2001.
Q.
How did you determine the availability profile for all the reserves?

A.
 To the available profile of future reserves, I added the profile developed for year end 2000 proved gas reserves.  This is shown on Table 6 of Exhibit No. ___(CPLC-7).

Q.
How do the results of your model compare with the potential new discoveries estimated by the PGC?

A.
A comparison of the Effectiveness of Exploration Model with PGC’s estimates for potential new discoveries is shown on Schedule No. 3 of Exhibit No. ___(CPLC-7).  Generally, the “Most Likely” case is in line with PGC’s estimates.

Q.
What can you conclude from the results of your Eastern Gulf of Mexico gas supply model?

A.
The results of the Effectiveness of Exploration model indicates that reliance on gas supplies from those areas are assured for the next 15 to 20 years.  The results of my study indicate that supply deficiencies could take place beginning around 2015.  Such deficiencies would affect Chandeleur’s ability to maintain the same level of flows it had in 2000.

The Economic Life of

Chandeleur’s Pipeline Properties

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

A.
The gas availability profile set forth in Schedule No. 4 of Exhibit No. ___(CPLC-7) indicate initially subtle declines, but later significant deficiencies in the ability of Chandeleur’s supply areas to provide adequate throughput for Chandeleur’s mainline facilities.

Because of the fall-off in the supply from Chandeleur’s traditional gas supply areas, significant amounts of pipeline facilities would become underutilized.  Specifically, my studies indicate gradual, yet significant decreases in the supply of gas proceeding 15 to 20 years.

I recognized that Chandeleur’s system can be broken down into two segments.  The first segment (Segment A) has the basis for its useful life on essentially a single supply source, Main Pass Block 41 Field.  There are other relatively short-term supply sources such as Chandeleur Sound 32 and 35, located in the heavily explored Chandeleur Sound area.  I believe that the reserve life of the Chandeleur Sound Area is no greater than the giant Main Pass Block 41 Field.  In the shallow water, highly explored Chandeleur Sound Area, new discoveries are short lived and relatively small.

Segment B are the pipelines located downstream and associated with the Mobile 861 Lateral pipeline connection at Mobile Block 902.  I believe that the gas supply associated with the connection at Mobile Block 904 has an economic life greater than 15 years.

Segment A and Segment B are broken out as 75 percent and 25 percent of the total investment based upon their length, respectively.  The useful life of Segment A is essentially based upon Main Pass Block 41 Field and Viosca Knoll areas.  The useful life of Segment B is based upon the existing gas reserves and future gas resources of the Mobile area.

Q.
Mr. Feinstein, what is the result of fall-offs in the amount of gas available from Chandeleur’s supply sources and how will that affect its ability to serve its markets?

A.
The results of the gas supply model indicate that reliance on gas supplies from Chandeleur’s share of the eastern Gulf of Mexico is probably assured for the next 15 to 20 years.  The results of my studies also indicate significant deficiencies could take place beginning around 2015.

Q.
Mr. Feinstein, will Chandeleur actually transport all of the gas that you project will be produced in the Gulf of Mexico production areas?

A.
No.  The production of those fields also supplies several other much larger and much longer interstate pipelines as well as intrastate pipelines.  However, because of Chandeleur’s geographic location, it will transport a share of the gas supplies produced in those production areas.

Q.
What are the results of your analysis of the useful life of Chandeleur’s present facilities?

A.
As a result of my analysis of Chandeleur’s system operation, the nature of its markets and the gas supply comprising its throughput, I determined the economic life to be approximately 15 years for Segment A and 20 years for Segment B.  This conclusion is based upon estimated major retirements due to depletion of its traditional gas supply sources and competition.

Q.
What are major retirements?

A.
Major retirements are retirements of facilities due to economic forces (rather than physical forces) such as gas supply depletion causing underutilization and changes in system operations.

Q.
How did you determine 15 and 20 years as the economic lives for Chandeleur’s pipeline facilities?

A.
I determined major retirements that would take place along Chandeleur’s system from the results of my gas availability study.  The results are shown on Schedule No. 5 of Exhibit ___(CPLC-7).  Basically, major retirements would relate to the economics of operating the Chandeleur system.  The economics of operating the Chandeleur system are controlled by the decline in availability resulting in underutilization of its system.  I performed the calculations using the results of the Effectiveness of Exploration Model as well as existing supplies.  The useful life is considered an average life.  Major retirements may take place before and after the 15 and 20 year average.

Q.
How did you determine major retirements?

A.
I determined the effect that the combined supply areas would have on Chandeleur’s facilities by calculating an economic limit of operating its various facilities.  The economic limit is based upon the cost of operation and the revenues received for transporting the offshore gas to onshore terminals.  The determination of the economic limits for the various segments are found on Schedule No. 5 of Exhibit No. ___(CPLC-7).
Q.
Do major retirements actually take place in the gas pipeline industry?

A.
Yes.  It is my experience in analyzing retirements of pipeline properties in the Gulf of Mexico that major retirements in varying degrees take place.  Pipelines connected to specific supply sources are constantly being retired in synchronization with the producers’ abandonment of gas supply as well as the cost of operating.

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

A.
No.  The exact date when Chandeleur actually retires such facilities is not relevant to the analysis.

Q.
Do you have any additional support for your estimate of the economic life of Chandeleur’s facilities?

A.
Yes.  I calculated the amount of years it would take the current production to exhaust the proven reserves and PGC’s estimates of undiscovered resources base for the eastern Gulf of Mexico areas of Chandeleur Sound, Mobile and Viosca Knolls to be 5.7 years.  The calculations are shown at the bottom of Table 2 of Exhibit No. ___(CPLC-7).  Further, I have calculated an economic life based upon a direct relationship between throughput fall-off and underutilization.  This results in a 14 year useful life and is shown on Schedule 5, page 3 of Exhibit No. ___(CPLC-7).

Q.
Mr. Feinstein, if the gas availability declines, as you have demonstrated, wouldn’t the above amount of years actually increase over time?

A.
Yes, theoretically, the amount of years would increase as the divisor in the equation decreases.  However, that demonstrates the exact premise that certain of Chandeleur’s facilities would be underutilized due to the decreased gas availability.

The Determination of Depreciation for Chandeleur’s System

The Straight Line Remaining Life Approach

Q.
How did you apply the 15 and 20 year useful lives to the depreciation model?

A.
The useful life plays a key role in the determination of the ARL (average remaining life).  It represents the average year of the final recoupment of Chandeleur’s investment in its facilities as an overall group.

Q.
Would you please explain the mechanics of your calculation of the depreciation rate?

A.
After determining the useful life or average remaining life for each segment, I then divided each into the difference between the depreciable plant and the accumulated reserve for depreciation, thus arriving at the indicated depreciation expense.  The indicated depreciation expense for each account was totaled.  This then is the indicated depreciation expense for Chandeleur’s total transmission plant.  The results of my calculation of the indicated composite depreciation rate for the entire system is shown on Schedule No. 6 of Exhibit No. ___(CPLC-7).  The indicated rate is 2.10 percent.

Q.
Please continue.

A.
In order to reflect near-term plant additions and retirements for purposes of rate stability, I performed the calculation of depreciation for a period of three years beginning in 2004 and ending in 2006.  This is also shown on Schedule No. 6 of Exhibit No. ___(CPLC-7).  I then calculated the indicated depreciation rate by dividing the total indicated 3-year expense by the depreciable plant.

Q.
What is the source of the gross depreciable plant shown on that schedule?

A.
The source of the gross depreciable plant is Chandeleur’s rate filing, in Schedule C-1 as its June 30, 2003 test year plant.  With respect to actual and very near-term additions of plant, I estimated a modest amount as representing additions resulting from the 2003 Pipeline Safety Act.  No near-term retirements were included in the calculation as no appreciable amounts are expected in the near-term.

Q.
What is the source of the accumulated reserve for depreciation used in your rate determination shown on Schedule No. 6 of Exhibit No. ___(CPLC-7)?

A.
The June 30, 2003 reserve for depreciation for the transmission function was also from Chandeleur’s rate filing, Schedule D.

Q.
Mr. Feinstein, why is your recommended depreciation rate of 2.10 percent based on the straight-line method?

A.
The straight-line remaining approach allocates the capital recovery, theoretically in equal installments.  In this approach, I determined the remaining economic life in years by a concise analysis of the life of the supply.  I believe this method to be one which most reasonably allocates Chandeleur’s investment over its useful life.

NEGATIVE SALVAGE

Q.
What is negative salvage and a negative salvage rate?

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

A negative salvage rate is the annual rate, as a percent of the gross plant subject to retirement that will accrue enough funds in an orderly and fair manner to cover the cost of retirement.  I used the same straight-line remaining life method employed to determine the capital recovery depreciation to also accrue negative salvage funds.

Q.
Is it proper to provide for the cost of retirements through negative salvage rates?

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

Q.
Is there evidence that Chandeleur will have to retire its pipeline facilities? 

A.
Yes.  Chandeleur’s pipeline facilities will have to be decommissioned.  Gas supply from a particular platform or area eventually depletes beyond the point where it becomes economical to produce.  This fact is demonstrated by the fact that 400 platforms, according to the MMS, have been decommissioned out of a total of 900.  Gas supply and facility utilization studies reflect retirements that occur due to specific pipeline facilities becoming obsolete, redundant or other-wise unnecessary.  At some point, each pipeline reaches the end of its economic life.

Q.
How did you compute your recommended negative salvage rate for Chandeleur’s facilities?

A.
My negative salvage rate determination began by familiarizing myself with and adopting Mr. Thomas Grice’s salvage and cost of removal study.
Schedule No. 7 of Exhibit No. ___(CPLC-7) shows the calculations of the negative salvage rate.  Basically, I first reduced the estimated amount of negative salvage by that amount which has already been accrued.  I then divided that difference by the accrual period of 16.25 years (weighted average between Segment A and Segment B).  I then divided that quotient by the transmission plant in service to arrive at 0.67 percent.

Q.
How should Chandeleur account for its annual negative salvage allowance?

A.
I recommend that Chandeleur apply the negative salvage accruals to a sub-account to Account 108, Accumulated Provision for Depreciation of Gas Utility Plant.  Negative salvage accruals and net salvage (gross salvage and cost of removal) will be entered into this sub-account.  The establishment of such an account will enable the negative salvage accruals and the actual net salvage costs resulting from retirements to be identified separately apart from the accumulated depreciation accruals.

Q.
Why do you recommend the establishment of a negative salvage reserve which is separate and distinct from the reserve for depreciation?

A.
There are two reasons for this.  First, the negative salvage reserve could be reviewed periodically with ease.  This would allow the detection of deficiencies or excesses in the accumulated reserve.  Second, when negative salvage accruals and net salvage costs from retirements are reflected in the depreciation reserve, such reserve is distorted by the negative salvage amounts.  This obscures the data in the reserve when making capital recovery depreciation analyses.

Q.
Does this conclude your testimony?

A.
Yes, it does.
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