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Q.
PLEASE STATE YOUR NAME AND ADDRESS.
A.
My name is Raymond Reno Cassidy.  My business address is 1155 15th Street, NW, Suite 400, Washington, D.C. 20005.

Q.
WHAT IS YOUR OCCUPATION?
A.
I am a financial Consultant and an associate of the energy consulting firm of Brown, Williams, Moorhead, and Quinn, Inc.

Q.
PLEASE DESCRIBE YOUR EDUCATION AND PROFESSIONAL EXPERIENCE.
A.
Most of my professional career was spent at the Federal Energy Regulatory Commission (FERC) from which I retired in September 2000, after 29 years of service.  Since then I have provided advice and assistance on financial matters to natural gas pipelines, electric utility companies, and consumer groups.  My education and experience are described in greater detail in Appendix A
 to this testimony.

Q.
HAVE YOU TESTIFIED BEFORE REGULATORY AGENCIES AND/OR PREPARED WRITTEN DIRECT TESTIMONY?
A.
Yes.  I have testified and/or prepared written testimony in a number of rate proceedings which are identified in Appendix B
 to this testimony.
Q.
WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?
A.
I will recommend a fair and reasonable rate of return on rate base that Chandeleur Pipe Line Company (hereinafter referred to as Chandeleur) should be allowed to earn in this case.  My recommendation is based on an analysis of the cost of equity of a proxy group of companies because Chandeleur has no publicly traded common stock.  Chandeleur’s parent company, Chevron Texaco Corp., is not a suitable proxy because it is one of the world’s largest international oil companies and the risks of its consolidated operations are not similar to the gas pipe line industry.
Q.
WHAT CONSTITUTES A FAIR RATE OF RETURN ON COMMON EQUITY?
A.
The allowed rate of return on common equity should be equal to its cost.  Investors determine the cost of equity and changes in the cost of common equity of a company are reflected in changes in the price that investors are willing to pay for its common stock.  The cost of common equity is the rate of return that will permit the company’s stock to trade at a price at least equal to its book value.

The legal standards that have been applied in determining the fairness of a utility’s allowed rate of return are based on two landmark Supreme Court decisions: Federal Power Commission vs. Hope Natural Gas Company, 320 U.S. 591 (1944) (hereinafter referred to as Hope); and Bluefield Water Works and Improvement Company vs. Public Service Commission of West Virginia, 262 U.S. 679 (1923) (hereinafter referred to as Bluefield).

In the Hope case, the Court ruled that the allowed rate of return should be sufficient to maintain the utility’s financial integrity and ability to attract capital.  The Court stated:

The rate making process ... the fixing of “just and reasonable” rates involves a balancing of the investor and consumer interest. The investor has a legitimate concern with the financial integrity of the company whose rates are being regulated.  From the investor or company point of view, it is important that there be enough revenue for not only operating expenses, but also for the capital of the business.  These include service on the debt and dividends on the stock.  By that standard; the return to the equity owner should be commensurate with returns on investment in other enterprises having corresponding risks.  That return, moreover, should be sufficient to insure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.

In the Bluefield case, the Court ruled that the return granted to a utility should equal the return expected from investments having comparable risk.  The Court stated:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time ... in other business undertakings which are attended by corresponding risks and uncertainties ... The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate under efficient and economical management to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.

The Hope and Bluefield cases establish the capital attraction and comparable earnings standards.  Under Hope and Bluefield, a regulated utility must be allowed a rate of return commensurate with returns on investments in other enterprises having corresponding risks, one that assures confidence in the utility’s financial integrity and one that maintains its credit and enables it to attract capital.

Public utility regulators have the responsibility of allowing a utility the opportunity to earn a reasonable return on its capital invested in utility operations.  Regulators must provide an allowance sufficient to permit a utility to attract capital on reasonable terms and to earn returns that are commensurate to other companies with similar risks.  However, utility customers must be protected from having to pay excessive rates.  Therefore, a rate of return that balances these considerations in order to be fair to the utility’s investors and its customers is what should be allowed.

Q.
WHAT APPROACH HAVE YOU USED TO DETERMINE THE COST OF COMMON EQUITY FINANCING AND THE RESULTING RETURN ON COMMON EQUITY THAT SHOULD BE ALLOWED IN THIS CASE?
A.
I have performed a discounted cash flow (DCF) analysis.  The DCF method expresses the return required to attract common equity financing as a function of the market price, dividends, and growth expectations of the common stock.  An explanation of the DCF method is contained in Appendix C to my testimony.

Q.
CAN YOU APPLY THE DCF APPROACH DIRECTLY TO CHANDELEUR?
A.
No.  Chandeleur does not issue common stock in the market and its parent company does not have risks that are representative of the gas pipe line industry.  Therefore, I have analyzed the cost of equity of a group of proxy companies in order to measure the opportunity cost of capital of current and prospective stockholders of Chandeleur.  The proxy companies are engaged in the same business as Chandeleur and, therefore, have similar risks.
Q.
WHAT UTILITIES HAVE YOU INCLUDED IN YOUR PROXY GROUP?
A.
I have compared Chandeleur to five other utilities.  They are

Equitable Resources, Inc.,

Kinder Morgan,

National Fuel Gas Company,

ONEOK, Inc., and

Questar Corp.

These companies are all included in the Value Line Investment Survey’s (Value Line) Natural Gas (Diversified) Industry group.  They all have significant gas pipeline operations.  These companies have not reduced their dividends in the last two years and they are not master limited partnerships.

Q.
DID YOU PREPARE EXHIBIT NO. CPLC-4 THAT IS ENTITLED “CHANDELEUR PIPE LINE COMPANY, DOCKET NO. 03-     -000, RATE OF RETURN STUDY@ DATED SEPTEMBER 30, 2003”?
A.
Yes, I did.

Q.
WHAT FINANCIAL DATA HAVE YOU CONSIDERED IN YOUR ANALYSIS?
A.
I considered financial data contained in Exhibit No. CPLC-4 which contains information and analysis in support of my recommendation in this case.  Schedule No. 1 shows that industrial bond yields are at their lowest levels in the last six years.  Schedule No. 2 shows that A-rated utilities, on average, pay slightly higher interest rates than those paid by A-rated unregulated industrials for long-term bonds.  The yields on BBB-rated utilities are somewhat lower than the yields on BBB-rated industrials.  To the best of my knowledge there are no electric utilities rated AAA by Standard & Poor’s.  Furthermore, Standard & Poor’s has also discontinued publishing an average yield for AA-rated electric utilities since there are few of them.
Schedule No. 3 shows the yields on U.S. government securities of varying maturities.  These securities represent the pure time value of money, as default risk is not present.  The yield on short-term government securities is the best estimate of the risk-free rate.  Intermediate and long-term government securities do have interest rate risk as their market values can rise or fall as interest rates decline or increase.

Q.
HOW DID YOU IMPLEMENT THE DCF METHOD IN DETERMINING A FAIR AND REASONABLE ALLOWED RETURN ON COMMON EQUITY FOR CHANDELEUR?

A.
I began my DCF analysis by determining a range of reasonable growth components for the DCF model.  There are several approaches that investors may take in determining their growth expectations.  They might analyze industry growth rates for dividends and earnings per share, as well as the growth rates for the company being considered for an investment.  They may calculate their own estimates of growth, rely on estimates published by advisory services, or use some combination of both to arrive at their growth expectations.  Many investors will incorporate the long-term growth rate of the economy into their growth estimates for a specific company

There are no means by which to directly measure investors' expectations for the growth of a company.  They can only be estimated.  Investors may form their expectations based on information from a number of sources so I have used a variety of sources to compute a range of growth rates that encompasses investor expectations. Specifically, I have used three different growth models in my DCF analysis: analyst estimates of company-specific earnings growth; a two-stage growth rate using short-term growth rates for the companies and the sustainable growth rate that is based on retained earnings, and a three-stage growth rate using company-specific short-term growth rates, the expected long-term growth of the gross domestic product (GDP), and a transition growth rate.

Q.
WHAT ESTIMATES OF THE LONG TERM GROWTH OF THE ECONOMY HAVE YOU USED IN YOUR DCF MODEL IN DEVELOPING YOUR RECOMMENDATION FOR THE ALLOWED RATE OF RETURN ON COMMON EQUITY IN THIS CASE?
A.
I have used the average of the growth rates to the year 2025 for the future estimates of the GDP made by the Social Security Administration (SSA) and the Energy Information Administration (EIA).

Q.
UPON WHAT SOURCES HAVE YOU RELIED FOR ESTIMATES OF THE EXPECTED GROWTH RATES FOR THE INDIVIDUAL COMPANIES IN THE PROXY GROUP?
A.
I have used estimates published by Value Line and Zacks Investment Research (Zacks).  Value Line is a highly regarded advisory service that publishes reports quarterly for 1700 companies.  It is priced to be affordable to individual investors and is also readily available to investors in the business section of many public libraries.  This publication would be attractive to individual investors who invest through discount brokers that provide minimal research to their clients.  Zacks surveys institutional investment firms and publishes average growth rates developed by these firms for individual companies.

Q.
WHY HAVE YOU USED A FIVE-YEAR GROWTH RATE FOR ONE OF YOUR GROWTH MODELS, CONSIDERING THAT THE ACADEMIC FOUNDATION OF THE DCF MODEL IS BASED ON LONG-TERM GROWTH?
A.
The DCF model is predicated on the growth in dividends per share or earnings per share.  Despite the desirability of company-specific earnings per share estimates beyond five years, no advisory service publishes them.  The reason is that less confidence can be placed in estimates of more than five or six years because it becomes increasingly difficult to predict future earnings for an individual company as the time horizon is lengthened.  It is therefore reasonable to believe that many investors may have less confidence in the accuracy of long-term estimates for individual companies, thereby giving more, or perhaps total, weight to shorter-term estimates.
Since utilities are entitled to recover their cost of equity, which is determined by investors, it is crucial to try and measure what investors actually rely on in making their growth estimates.  The fact that the DCF model is partial to the use of long-term, company-specific earnings growth estimates does not necessarily mean that all investors use long-term economy-wide growth estimates exclusively when formulating their expectations for a company.  To account for these investors that have more confidence in the reliability of short-term, company-specific estimates, and therefore give more weight to such short-term growth estimates, so too should regulatory agencies.  After all, the sole purpose of rate of return regulation is to measure investor requirements based on their expectations, and allow a company a return on equity equal to those requirements.
Another reason such investors may have for weighting short-term growth rates more heavily is that they are company-specific.  It is reasonable to assume that many investors may not believe that all companies will grow at the same growth rate as the economy in the long-term.  This is true because there is a wide range of retention ratios (a major component of future growth) among companies, implying the possibility for differences in long-term future growth.  Therefore, I believe that it is reasonable for a range of investor-expected growth rates to include relatively short-term growth rates, just as investors may consider them when pricing a company’s common stock.

Q.
WHY DO YOUR OTHER TWO GROWTH MODELS USE A PERIOD OF TWENTY YEARS?
A.
I believe that many investors want a long-term horizon for their growth estimates, as they may indeed believe that the company-specific earnings growth rates might eventually trend toward the expected growth rate for the economy.  Also, if the short-term growth estimates are high or low compared to the company’s history or sustainable growth rate, investors may expect the company’s growth to eventually settle at the sustainable growth rate.  Therefore, I have used longer-term models in two of my three growth estimates to reflect these expectations.  By considering both long and shorter-term composite growth rates, as many investors do, I believe that my range of growth estimates encompasses those made by investors when making investment decisions.  Simply put, the use of several models allows for the full spectrum of growth rates that may be used by investors in a DCF model.

Q.
WILL INVESTORS REJECT SHORT-TERM GROWTH ESTIMATES BECAUSE THE ACADEMIC FOUNDATION OF THE DCF MODEL REQUIRES LONG-TERM GROWTH ESTIMATES?

A.
I do not believe they will.  The expected growth of earnings and dividends is only one of many judgments made by investors and investment advisors about stocks being considered for investment as well as stocks already owned.  Short-term and long-term growth estimates each have strengths and weaknesses and both are under almost constant review and often revised as warranted by new information. Zacks publishes growth estimates monthly, Value Line publishes new company reports quarterly, and the SSA and the EIA, the sources of the long-term data I used, publish that data annually.  The short-term company-specific estimates are revised or reaffirmed on a more frequent basis than the estimates of the long-term growth of the economy.  This is reason enough to believe that investors will have confidence in these estimates and not reject them.

Q.
YOU HAVE MENTIONED THE SUSTAINABLE GROWTH RATE PREVIOUSLY IN YOUR TESTIMONY.  WILL YOU EXPLAIN WHAT THAT IS AND HOW IT IS CALCULATED?

A.
The sustainable growth rate is the growth rate that is supported by a company’s retained earnings. It is expressed as:

g = br
where:

g = growth rate for earnings per share;

r = return on common equity; and

b = retention ratio.

Q.
HOW WILL YOU COMPUTE THE APPROPRIATE DIVIDEND YIELD TO BE USED IN DETERMINING THE INVESTORS’ REQUIRED RETURN FROM AN INVESTMENT IN THE PROXY COMPANIES?
A.
Financial analysts most commonly use two forms of the DCF model.  One of these employs the annual dividend expected to be paid one year after the investment is made. This model assumes that dividends are paid annually.  The other model most widely implemented uses the current dividend to compute the yield portion of the annual return.  This model assumes that dividends are paid continuously.  Both of these models make simplifying assumptions.  The assumption of annual payments leads to an overstatement of the required return and the assumption of continuous payments leads to an understatement of the required return.  Since these utilities pay dividends quarterly, it is proper to use a quarterly payment model.  In Appendix D
, I develop an adjustment factor to be applied to the current dividend yield to account for quarterly payment of dividends.  This adjustment factor is equal to 1 plus one half of the growth rate.

Q.
WHAT ARE THE DIVIDEND YIELDS OF THE PROXY COMPANIES?

A.
The unadjusted dividend yields are shown on Schedule No. 4 of Exhibit No. CPLC-4.
Q.
PLEASE DESCRIBE YOUR DCF ANALYSIS OF THE PROXY COMPANIES USING YOUR SHORT TERM GROWTH MODEL.

A.
The five-year growth rates obtained from Zacks are shown on Schedule No. 5 of Exhibit No. CPLC-4.  I will use the mean of these growth rates to represent the market consensus growth rate because it is more representative of the market consensus than the median when the sample size is small.  These growth rates are used to compute the adjusted dividend yields and costs of equity for the proxy companies on Schedule No. 6.  The average cost of equity of the proxy group is 12.92 percent.  The median cost is 11.80 percent.

Q.
WHAT ARE THE COMPONENTS OF THE TWO-STAGE GROWTH RATE YOU PROPOSE TO USE?

A.
The two-stage growth rate incorporates the short term growth estimates published by Zacks and the sustainable growth rate.
Q.
PLEASE EXPLAIN HOW YOU DERIVED THE SUSTAINABLE GROWTH RATES OF THE PROXY COMPANIES.
A.
I began by using the estimates of future book values, earnings, and dividends per share published by Value Line to estimate future earned rates of return and earnings retention ratios for the proxy companies.  The Value Line estimates of this data are shown on Schedules 7 and 8 of Exhibit CPLC-4.  I have computed an estimated book value per share for 2006 for the companies by dividing the book value for 2007 by one plus the growth rate of book value per share.

The expected returns for 2003, 2004, and 2006-08, computed by dividing earnings per share by the average book value, are shown on Schedule No. 9.  The averages of these estimates for each company will be used in my estimate of the sustainable growth rate.

The retention ratios, the share of earnings not paid out in dividends, are shown on Schedule No. 10.  I will use the averages of these estimates, as I did for the expected returns, to compute the internal growth rates of the companies.

The sustainable growth rate is the product of the expected return and retention ratio and is shown on Schedule No. 11 for the proxy companies.

Q.
HOW HAVE YOU COMPUTED THE TWO-STAGE GROWTH RATE YOU PROPOSE TO USE FOR YOUR DCF ANALYSIS?
A.
The two-stage growth rates for the proxy companies are shown on Schedule No. 12 of Exhibit No. CPLC-4.  They are computed over a twenty-year period with the short-term growth rate assumed to prevail for five years and the sustainable growth rate for fifteen years.
Q.
WHAT COST OF COMMON EQUITY FOR THE PROXY COMPANIES IS INDICATED BY A DCF ANALYSIS USING YOUR TWO- STAGE GROWTH RATE?

A.
The results of the two-stage growth DCF analysis are shown on Schedule No. 13.  The average cost of equity of the proxy group is 13.43 percent.  The median cost is 14.14 percent.

Q.
SOME ANALYSTS BELIEVE THAT A COMPANY CANNOT EXPERIENCE EARNINGS GROWTH IN THE LONG TERM THAT EXCEEDS THE GROWTH OF THE GROSS DOMESTIC PRODUCT (GDP).  WHY DO YOU BELIEVE YOUR TWO-STAGE MODEL IS REASONABLE?

A.
The theory that a company cannot grow in the long term at a rate faster than GDP growth is based on the assumption that it will become the whole economy if it does so.  Even the proponents of this theory acknowledge that it would take an extraordinary length of time, depending on the size of the company, for this to happen.

This assumption is misplaced.  Large companies with high growth rates in earnings may generate higher amounts of cash than can be reinvested efficiently in their businesses.  This is a problem all companies would like to have and it can be resolved easily.  The regular dividend payout can be increased or a special one-time dividend can be declared.  Another approach taken by large companies with high growth rates is to purchase their own shares.  This allows earnings per share to grow at a faster rate than total earnings and, therefore, allows stockholders to benefit from high growth of earnings per share and eliminate the prospect that the company will overrun the whole economy.

Q.
HAVE ANY OF THE PROXY COMPANIES REALIZED GROWTH IN EARNINGS PER SHARE THAT EXCEEDED THE GROWTH OF GDP?

A.
All of the proxy companies have achieved growth rates higher than the growth of GDP.  Schedule No. 14 shows that all of the companies have had growth in earnings higher than 6 percent in the last 10 years.
Q.
WOULD INVESTORS EXPECT THE THEORY THAT EARNINGS GROWTH MUST TREND TOWARD THE GROWTH RATE OF THE ECONOMY IN THE LONG TERM TO APPLY UNIFORMLY TO ALL COMPANIES IN EXACTLY THE SAME WAY?

A.
No.  It is obvious that some companies choose to retain a larger portion of their earnings than other companies.  Some companies have more opportunities to expand their markets through the reinvestment of retained earnings than others.  The stocks of these companies will be characterized by low dividend yields and high growth rates.  Other companies, by choice or because of more limited reinvestment opportunities, pay out more than half of their earnings as dividends.  The stocks of these companies will be characterized by high dividend yields and low growth rates.  The market abounds with both types of companies.

It simply is not realistic to believe that investors would expect the growth rate of both types of companies to converge to the growth rate for the overall economy at the same time.  If investors subscribe to this theory at all, they might expect the low growth companies to trend toward the economy-wide growth within a few years.  The high growth companies would take a much longer time to do so.  Indeed, depending on the individual company or companies, investors might expect earnings per share growth higher than GDP growth for the duration of their investment horizons, which might be twenty years or more.

Q.
THE PROXY COMPANIES ARE MATURE COMPANIES.  WOULD THEIR GROWTH RATES NOT BE MORE LIKELY TO TREND TOWARD THE ECONOMY-WIDE GROWTH RATE SOONER RATHER THAN LATER BECAUSE OF THIS?

A.
Not necessarily.  As markets mature and reinvestment opportunities diminish, a company has more than one option for the disposition of the cash flow generated by operations.  It can increase dividends and transition from a high growth to a low growth company and perhaps assume the growth rate of the overall economy in a few years.  Alternatively, the company may choose to buy back its common shares with the excess cash generated by operations.  This is indeed done by a number of companies and it allows these companies to maintain high growth rates for earnings per share even as the growth of total earnings slows.

It is important to remember that the appropriate growth rate to use for a DCF analysis is the expected growth of earnings per share.  This is the growth rate that investors incorporate into their investment decisions.  The growth of total earnings is the rate that indicates if a company is becoming “too big for its britches” relative to the overall economy. These two growth rates are not interchangeable and should not be confused in the rate making process.

Q.
TO DATE, ONLY EQUITABLE RESOURCES AMONG THE PROXY COMPANIES HAS REPURCHASED SHARES IN THE LAST FEW YEARS.  CAN YOU CITE SOME EXAMPLES OF MATURE COMPANIES THAT HAVE MAINTAINED HIGH GROWTH RATES RELATIVE TO THE ECONOMY BY, AT LEAST IN PART, REPURCHASING THEIR SHARES?

A.
Yes.  General Electric Company and the Coca Cola Company are two such companies.  Each of these companies was certainly a mature company in 1993 and 1987 respectively.  And yet, through good management, high retention of earnings, and share repurchases, each maintained a growth rate for earnings per share more than twice as high as the growth of the economy as shown on Schedules 15 and 16 of Exhibit No. CPLC-4.  Expected growth rates of 10.95 percent for General Electric and 11.10 percent for Coca Cola published by Zacks in June 2003 indicate that high growth in earnings per share is expected to continue despite the maturity of the companies.

Q.
DO YOU CONCLUDE FROM THE FOREGOING DISCUSSION THAT INVESTORS WOULD NOT EXPECT THE GROWTH OF EARNINGS PER SHARE OF ALL COMPANIES TO CONVERGE ON THE GROWTH RATE OF THE ECONOMY IN A PREDICTABLE MANNER?

A.
Yes.  Furthermore, there is no compelling reason that investors should believe that the growth rate of earnings per share for these companies must decline to the growth rate of the economy at any time in their lifetime.

Q.
DO YOU BELIEVE THAT THE TWO-STAGE MODEL RENDERS A RELIABLE ESTIMATE OF THE FUTURE GROWTH OF EARNINGS PER SHARE?

A.
Yes.  However, for the purposes of this proceeding, I believe it is important to consider the whole range of reasonable growth models that might be used by investors.  Therefore, I will give this model equal weight with the short term and three stage models.

Q.
PLEASE DESCRIBE YOUR THREE-STAGE GROWTH MODEL.

A.
I began by computing the growth rate.  It is composed of three stages; the short-term growth rate and the sustainable growth rate, which have already been discussed; and the long-term growth rate for GDP.

Q.
HOW HAVE YOU COMPUTED THE GROWTH RATE FOR GDP?

A.
I have relied on the estimates published by the EIA and the SSA.  These data sources are well respected and available at no charge on the internet.  This is especially important to individual investors who do not have the resources to pay thousands of dollars for some of the privately produced investment research materials.  The EIA data and the associated growth rate to the year 2025 of 5.89 percent are shown on Schedule No. 17.  The SSA data and associated growth rates for various periods are shown on Schedule No. 18.  I will use the growth rate to the year 2025 of 4.98 percent from this source to be consistent with the time frame of the EIA data.  The average of these two growth rates is 5.43 percent.

Q.
HOW HAVE YOU COMPUTED THE THREE-STAGE GROWTH RATE YOU PROPOSE TO USE FOR YOUR DCF ANALYSIS?

A.
The three stage growth rates for the proxy companies are shown on Schedule No. 19 of Exhibit No. CPLC-4.  They are computed over a twenty-year period with the short-term rate prevailing for five years, the sustainable growth rate prevailing for ten years, and the growth rate for GDP prevailing for five years.

Q.
WHAT COST OF COMMON EQUITY FOR THE PROXY COMPANIES IS INDICATED BY A DCF ANALYSIS USING YOUR THREE-STAGE GROWTH RATE?

A.
The results of the three-stage DCF analysis are shown on Schedule No. 20.  The average cost of equity for the proxy group is 12.11 percent.  The median cost is 12.68 percent.

Q.
WHAT IS YOUR ESTIMATE OF THE AVERAGE COST OF EQUITY FOR THE PROXY GROUP AFTER CONSIDERATION OF THE FULL RANGE OF GROWTH ESTIMATES THAT INVESTORS MIGHT INCORPORATE INTO THEIR INVESTMENT DECISIONS?

A.
I believe that consideration of all three DCF models derives the best estimate of the market consensus cost of equity.  I have done this on Schedule No. 21 of Exhibit No. CPLC-4.  The range, from 11.01 percent to 14.78 percent, is rather broad and the extremes of this range would probably not be appropriate for a company that does not have exceptionally high or low risks.  I have examined the Value Line Safety rankings of the proxy companies, and the risks of the proxy group, considered together, are slightly less risky than the risks of the average company.  On a scale of 1 (highest) to 5 (lowest), three companies have a safety rank of 2, and two companies have safety ranks of 3.  While the risks of the proxy are somewhat lower than the risks of the average company, the difference does not warrant an allowed return at the bottom of the range.

The average for the proxy group is 12.82 percent, the median is 12.85 percent and the midpoint of the range is 12.90 percent.
Q.
WHAT IS YOUR RECOMMENDATION FOR THE RATE OF RETURN ON COMMON EQUITY THAT CHANDELEUR SHOULD BE ALLOWED TO EARN IN THIS CASE?
A.
Chandeleur should be allowed to earn 12.85 percent on its common equity in this case.  It is the middle of the three measures of central tendency for the proxy group.  Chandeleur should receive this allowed rate of return because it is engaged in the same business as these companies.

Q.
WHAT OVERALL RATE OF RETURN SHOULD CHANDELEUR BE ALLOWED TO EARN ON ITS RATE BASE?

A.
Chandeleur should be allowed to earn an overall rate of return of 10.50 percent on its rate base.  It is computed as follows, using a hypothetical capital structure and the average debt cost of the proxy companies:

CHANDELEUR PIPE LINE COMPANY

CAPITAL STRUCTURE AND COST OF CAPITAL

Component
Weighted

Ratio
     Cost      
    Cost   _

Long-Term Debt
40.00%
6.98%
2.79%

Common Equity
60.00
12.85
7.71
Total
100.00%
10.50%

Q.
WHY HAVE YOU EMPLOYED A HYPOTHETICAL CAPITAL STRUCTURE TO COMPUTE THE RATE OF RETURN ON RATE BASE?
A.
Chandeleur does not issue its debt publicly, so it does not have a market-tested capital structure.  The parent company, ChevronTexaco, has a capital structure consisting of 79 percent common equity and 21 percent debt, a structure common for its principal line of business of exploration and marketing of petroleum products.  Its regulated utility business is a relatively minor part of ChevronTexaco.  Consequently, that business has little influence on the capital structure.  To the best of my knowledge, the Commission has never approved the use of a capital structure with this much common equity in the cost of service for a regulated pipe line.  I believe that the highest equity ratios allowed by FERC in litigated cases were 77.94 percent Midwestern Pipeline in June 1985 (31 FERC ¶ 61,317) and 70.50 percent for Colorado Interstate in November, 1987 (41 FERC ¶ 61,179).  Since then, there have been a number of equity ratios higher than 60 percent approved in litigated proceedings.  In January, 2000, the Commission approved an equity ratio of 59.08 percent for Trunkline Gas Company (90 FERC ¶ 61,017).
An equity ratio of 60 percent is appropriate in this case.  It is fair to Chandeleur.  Its regulated operations are less risky than the consolidated operations of ChevronTexaco, but a reduction of the equity ratio of more than the 19 percentage points requested here would result in some level of subsidization of Chandeleur’s customers by the unregulated operations of ChevronTexaco.  An equity ratio of 60 percent is also fair to Chandeleur’s customers because it is within the range of equity ratios allowed by the Commission and is not at the extreme high end of that range.

Q.
WHY HAVE YOU USED THE COST OF DEBT OF THE PROXY COMPANIES?
A.
The use of a hypothetical capital structure requires the use of a hypothetical debt cost.  The average cost of long-term debt for the proxy companies in the current market is 6.98 percent as shown on Schedule No. 22.  The proxy companies have equity ratios ranging from 43 percent to 58 percent as shown on Schedule no. 23.  A company with a 60 percent equity ratio could not hope to have a cost of long-term debt as low as a company with an equity ratio of 79 percent in today’s market.  The Commission has used analyses of proxy groups to determine allowed returns on equity for years.  There is no compelling reason why the same procedure could not be employed for debt costs.

In this proceeding, it would be unfair based on Commission precedent to not permit the 79 percent equity ratio and still impose the debt cost produced by that equity ratio.  The equity ratio and cost of debt are linked.  Chandeleur’s proposal, a 60 percent equity ratio and 6.98 percent debt cost, is within the normal bounds for the regulated pipe line industry and is more cost effective than using a 79 percent equity ratio from the customers’ standpoint.
Q.
IS THERE ANY PRECEDENT FOR THE USE OF AN IMPUTED COST OF DEBT IN SETTING RATES.
A.
Yes.  There is at least one settlement in which the utility and its parent both had equity ratios of 100 percent.  The settlement agreement required the use of an imputed capital structure consisting of debt and equity.  A cost of debt, of necessity, had to be imputed.  This instant case, while not exactly identical to that one, involves the same principal.
Q.
I HAVE NO MORE QUESTIONS AT THIS TIME.

�I don’t think I have this


�I don’t think I have this, either


�I don’t have this document
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