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UNITED STATES OF AMERICA

BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

Pine Needle LNG Company, LLC  

)
Docket No. RP06-___
PREPARED DIRECT TESTIMONY OF

CHARLES E. OLSON

Q.
Please state your name, occupation and address.

A.
My name is Charles E. Olson and I am an economist.  My address is 10822 Alloway Drive, Potomac, Maryland 20854.

Q.
Please summarize your education and experience.

A.
I attended and received the following degrees from the University of Wisconsin at Madison:  B.B.A. in 1964 (Senior Honors), M.S. in 1966, and Ph.D. in 1968.  My doctoral dissertation analyzed the structure of the electric power industry. 


         I joined the University of Maryland in 1968 as an Assistant Professor and taught full-time in the College of Business and Management.  I taught graduate courses in managerial economics, public utilities and transportation and undergraduate courses in public utilities and transportation.



 In 1971, I was appointed Associate Professor and held that position until I left in September 1976 to join Zinder Companies, Inc. (Zinder) as Senior Economist.  In December 1977, I was elected Vice President and in December 1979, I was elected Senior Vice President.  In September 1980, I resigned to organize my own firm.  I returned to Zinder in December 1986 as its President.   In November 2000 I resigned as President of Zinder.  Currently, I am a Tyser Teaching Fellow at the University of Maryland, Robert H. Smith School of Business where I teach courses in economics to MBA students and am Director, Business Honors.  I am also a public utility and pipeline rate consultant.



During the past 35 plus years, I have authored and co-authored various papers, articles, reports and other published material. These have been published in the Public Utilities Fortnightly, Land Economics, the Transportation Journal, Business Horizons, and the Highway Research Record.  The Institute of Public Utilities at Michigan State University published a revised version of my thesis, which is titled “Cost Considerations for Efficient Electricity Supply.”  I have also contributed to two other volumes, Regional Economic Effects of Alternative Highway Systems (Ballinger Publishing Co., 1974) and Studies in Electric Utility Regulation (Ballinger Publishing Co., 1975).



I have given speeches, workshops and papers to many groups, both academic and business.  I was a coordinator and lecturer in the American Gas Association’s Annual Rate Fundamentals Course at the University of Wisconsin from 1971 to 1996.  The topics I have lectured on in this course include pricing, utility accounting, rate level determination, cost of capital and cost of service analysis.  I also have lectured at other American Gas Association short courses.

During the past 35 plus years as a consultant, I have worked on more than 400 rate and certificate cases and have presented testimony more than 300 times.  I have testified before the Federal Communications Commission, the Postal Rate Commission, the Federal Energy Regulatory Commission (FERC), the Interstate Commerce Commission, the New York Energy Planning Board, the Dallas and Beaumont City Councils and public utilities commissions in 40 states, the District of Columbia and three Canadian provinces.  The cases involved electric, gas, water and telecommunications utilities.  I have also testified in oil pipeline and taxi cases.  My testimony covered numerous subjects, including fair rate of return, rate base, revenue requirements, revenue and expense adjustments, pricing and rate design.



In addition, I have been a consultant on numerous other projects and studies, including a study of the Uniform System of Accounts for telephone companies and a study of entry and fare determination policies for the taxicab industry in Washington, D.C.  Working for the Development Advisory Service of Harvard University, I advised the government of Colombia on public utility rates in 1969.  From 1977 to 1978, I directed a demand study for the gas distribution utilities in New York.  Finally, I also directed a study on gas rate design for the Economic Regulatory Administration from 1977 to 1978.



I have also done a significant amount of community service work, testifying in a number of cases on a pro bono basis.  I have presented testimony before two congressional committees.  I was a member of two Federal Power Commission (FPC) National Power Survey Advisory Committees. In 2005 I testified before a Maryland Senate Committee. Finally, I was Vice Chairman of the former FPC’s Gas Policy Advisory Council: Transmission, Distribution and Storage-Technical Advisory Task Force-Rate Design.



I am a member of the Transportation and Public Utilities Group of the American Economist Association and I am listed in Who’s Who in America. 
Q.
Dr. Olson, what is the purpose of your testimony?

A.
The purpose of my testimony is to provide an estimate of the cost of common equity to Pine Needle LNG Company, LLC (“Pine Needle” or “the Company”).


CALCULATING PINE NEEDLE’S COST OF EQUITY

Q.
Please explain the methodology you will use to estimate the rate of return on original cost common equity capital in this case.
A.
I am using the same DCF methodology FERC historically has used. This methodology is based on certain fundamental economic principles that, at least in theory, drive investment decisions. 

Q.
Please explain.

A.
Equity owners share in the residual that remains from revenues after expenses, including interest, are paid. Thus, there is no contractual relationship as to required earnings between the common stockholder and the corporation.  Earnings on equity can only be judged in terms of whether they produce market prices for the common shares that permit capital attraction on terms that are considered fair and reasonable.


From an investor’s viewpoint the cost of common equity of a given company is the minimum expected return which will induce him to buy stock at the going market price.  Thus, the focus must be on what a reasonable investor -- and not the analyst -- would consider a reasonable return.

For illustrative purposes, consider the following simplified example:  If an investor will buy a stock that is selling at $20.00 per share but will not buy it at a higher price, and expects to receive $1.20 in dividends and to sell it in exactly one year at $21.20, the cost of capital is 12 percent, as shown below:



Dividend Yield = ($1.20 ÷ $20.00)

=   6%




Growth = ($21.20 ÷ $20.00)-1

=   6%


 
Cost of common equity (k)


= 12% 

Unfortunately, the task is not this easy because we do not know what investors really expect when they decide to buy a given stock.


In my opinion, the most reasonable way to go about estimating the cost of common equity is to utilize the DCF approach.  The DCF approach to estimating the cost of equity capital is based on the premise that the investor is buying two things when he purchases common stock, dividends and growth.  Investors in American corporations have come to expect growth in earnings and dividends per share of common stock because of a public policy that is committed to increasing Gross Domestic Product (GDP).  In addition, the experience of most U.S. corporations since the end of World War (( has been one of increased dividends and earnings per share.  The cost of equity capital using the discounted cash flow method is that discount rate which equates a given market price of a stock with the expected future flow of dividends.


The discounted cash flow method is frequently expressed as a formula in which "k", the cost of capital, is equal to D/MP (dividends divided by market price), the dividend yield, plus "g", expected growth in dividends.  Thus:




         k = D/MP + g    


In utilizing this formula it must be assumed that "g" can not exceed "k" because that implies negative dividends.  It must also be assumed that a growth rate, "g", that is equivalent to a constant rate of growth to infinity can be estimated.  Mathematically this is true, but it is not important for purposes of application.
Implementation of the DCF approach requires the exercise of considerable judgment concerning the views of investors.  The real question is what affects investor expectations.  Estimating investor expectations is a difficult task because of the many factors that affect capital markets in general and common stocks in particular.  The current state of the economy, Federal budget uncertainty, the trade deficit, fiscal policy, expected inflation, foreign exchange rates and Federal Reserve Board policy all impact significantly on investor judgments.  In addition to these factors, the appropriate return on equity for Pine Needle is governed by all of the specific factors that influence its particular situation.
Q.
What information is available and useful for purposes of making a DCF estimate of the cost of equity capital for Pine Needle?
A.
Investors are aware of current conditions in the economy.  Significant factors include the current budget and trade deficits, concerns about higher inflation, unemployment and uncertainty regarding fiscal policy.  This type of information is available in detail, particularly in this age of the worldwide web.  Presumably, investors utilize it, understand the state of the economy and have their own expectations about GDP growth, interest rates and other factors.  These opinions influence their return expectations and thereby determine the maximum price they will pay for various types of securities.  Thus, because investors take the economic situation into account in their decision-making, information concerning the economy is reflected in the prices of stocks and bonds at any given time.

Q.
Please explain generally how the Commission’s DCF model is applied to establish a pipeline’s rate of return on equity. 

A.
FERC has utilized the DCF approach in gas pipeline cases for over 20 years.  The DCF methodology generally has been implemented by using the publicly traded holding companies that own FERC-regulated pipeline companies and imputing the results to the pipeline.  Public companies that were used in the past included ANR, Panhandle Eastern, Texas Eastern, SONAT, Transco, Williams, El Paso, Enron and others.  The group changed over time as mergers reshaped the industry, but the focus was always on finding appropriate -- i.e., comparable -- proxies for jurisdictional gas pipeline companies.  Thus, when El Paso was owned by a railroad, Burlington Northern, it was not part of the group.  However, after it was spun-off and acquired Tennessee Gas Pipeline, it became part of the comparable group.  In a similar fashion, when Duke Energy acquired Panhandle Eastern Corporation, Duke was not included in the group because it was primarily a large electric utility with extensive retail electric customers and which owned numerous coal and nuclear generating units.  Usually the FERC pipeline proxy group had between 4 and 6 companies, depending on the merger pattern.  The group usually included most of the major operating gas pipelines in the U.S.

Q. 
How has the recent consolidation within the industry altered the proxy group selection process for DCF purposes?

A.
Obviously, the universe of suitable proxy companies has been reduced in recent years.  There is no longer a conventional, generally accepted proxy group for use in pipeline rate proceedings.  As a result, the identification and selection of appropriate proxy companies has become a more difficult, and often contentious, issue in rate case litigation.  And because the reliability of any DCF analysis is necessarily a function of the reliability of the proxy companies used, selection of proxies that are not reasonably comparable (in terms of business and financial risk profiles) will produce inappropriate results. 

Q.
What approach is currently followed in selecting proxy companies?

A.
In my view, the transitional posture of the industry, i.e., following the recent spate of mergers and consolidations, and the fallout from the Enron bankruptcy, has made it difficult to land on a standard proxy group that could be reliably applied across the pipeline industry. As a result, FERC Staff and other parties have, on occasion, proposed to include gas distribution or electric utilities in the proxy group.  The Commission, however, has generally stuck to pipeline comparables in rate cases but has considered other approaches in certificate cases, such as Young Gas Storage and Petal Gas Storage.  

Q.
Please describe how the Commission’s implementation of the DCF model has evolved over time.

A.
FERC has consistently based its return on equity decisions on a group of pipeline holding companies (as previously discussed) using a two-stage DCF analysis to determine the required return.  It has also used the middle of the range (midpoint or median) for rate setting purposes since the mid-1990s.  (See Panhandle Eastern Pipe Line Company, 71 FERC ¶ 61,076 (1995) and Northwest Pipeline Company, 71 FERC ¶ 61,253 (1995)).  While the group of preferred proxy companies has evolved as a result of mergers and other factors, FERC has not deviated from the use of a two-stage DCF, generally adopting as the appropriate return rate the central tendency (midpoint or median) of the group.  More recent precedent indicates that the median should be used in setting gas pipeline returns. 



More recent orders on pipeline rate of return are Enbridge Pipelines, 100 FERC ¶ 61,260 (2002) and Williston Basin Interstate Pipeline Co. 104 FERC ¶ 61,036 (2003).  In Enbridge, FERC determined that a proxy group of four pipelines was too small.  Accordingly, the Commission adopted a five-member proxy group recommended by Staff, which consisted of Coastal, Columbia Energy, El Paso, Enron and Williams.  The return decided on was 11.83 percent, based on the median of the range.  

In Williston Basin, decided in 2003, the Commission relied on an expanded proxy group of nine companies proposed by the pipeline.  However, five of the nine proxy companies, Columbia, Equitable Gas, Kinder Morgan, National Fuel and Questar, were diversified, vertically integrated companies, owning significant gas distribution assets.

Q.
In your view, what is the viability and/or relevance of the proxy group determinations made by the Commission in Enbridge and Williston Basin?

A.
Since these decisions were issued, the industry has continued to experience significant change.  Mergers and bankruptcies, for example, have reduced the Enbridge proxy group to three companies, and these remaining three have undergone organizational and/or economic changes.

Q.
Please explain.

A.
For starters, Coastal Corp. was merged into El Paso.  In addition, Enron has gone bankrupt and Columbia Energy was acquired by NiSource, a combination electric-gas utility.  El Paso and Williams have experienced severe financial difficulty.  These events have made it difficult to find a reliable proxy group that consists of four or more companies.  

Q.
What is your view of the proxy group used in Williston Basin?

A.
I believe that LDCs, or companies with significant LDC (or retail electric utility) assets, are not appropriate proxy companies for purposes of setting equity returns for interstate gas pipelines.

Q.
Please explain.

A.
The risk profile of LDCs and/or retail electric utilities is significantly different from the risk profile of typical interstate pipelines.  LDCs enjoy a natural service monopoly, with relatively low demand elasticity, price sensitivity and throughput risks.  Retail electric utilities are operationally similar, with relatively stable and captive markets that provide fairly predictable revenue streams.  The “franchise” structure of LDC and retail utility operations translates into lower overall business risk and lower investor expectations.

In contrast, gas pipelines and LNG operations are one level removed from the end-use markets served by LDCs and retail utilities and enjoy no such service monopoly or territorial franchise.  Indeed, the relative risk within the pipeline sector is largely a function of whether, and to what extent, a pipeline’s firm capacity is subscribed by comparatively stable small residential customers, versus more price-sensitive end-users.  Particularly when contrasted to the markets served and risks faced by Pine Needle, the use of LDCs, or companies with high-percentage LDC assets, as proxy companies does not produce a reliable or representative match.

Q.
As a general matter, Dr. Olson, are gas pipelines and storage operations more risky than electric transmission operations?

A.
Yes.  Gas pipelines serve LDCs, electric generating plants and industrial gas users.  Electric transmission companies serve retail electric customers.  In my view, there is less risk with the customer profile of electric transmission companies than pipeline companies.  On average, the price and income sensitivity of retail electric customers is less than that of gas customers.  There are substitutes for gas in almost all applications, but no substitute for many retail electric applications.  The higher risk in gas markets carries through to pipeline and storage operations.
Q.
What are the risks faced by Pine Needle?

A.
All FERC regulated gas pipelines and storage projects face regulatory risk; Pine Needle is not an exception.  Thus if the facility should no longer be necessary to its LDC customers it could become unviable. In addition, Pine Needle is a small and single-purpose asset, making it more risky than a geographically diverse entity.  Moreover, the FERC recognized in its orders granting certificate approval for Pine Needle’s LNG storage facility that Pine Needle encountered more risk than conventional pipeline projects when constructing its LNG facility, citing the longer than two-year construction period, the fact that storage service (and, hence, collection of reservation charges) could not commence until construction was complete, and that the 40-year depreciation period for the LNG facility was double the 20-year term of the service agreements with Pine Needle’s firm customers (who have subscribed to 91.6 percent of Pine Needle’s capacity until 2019; Pine Needle has since subscribed an additional 4.8 percent of its storage capacity until 2026, which in aggregate is still well short of the depreciable life of the facilities).  Pine Needle LNG Co., LLC, et al., 77 FERC ¶ 61,229 at 61,917 (1996); Pine Needle LNG Co., LLC, et al., 75 FERC ¶ 61,121 at 61,140 (1996).  The facts upon which the FERC based its decision have not changed, although Pine Needle has now been in service approximately seven years.  Pine Needle took a greater risk than usual in constructing its LNG facilities, a factor that should not be ignored simply because the project is now in-service. To do so would be unfair to Pine Needle and its investors, and it would send the wrong message to potential future developers of new storage infrastructure. 
On the positive side, Pine Needle has been a necessary facility for its users and it has performed well.  Further, approximately 96 percent of Pine Needle’s storage capacity is currently subscribed under long-term firm contracts with creditworthy (LDC) customers, which means that Pine Needle is not likely to become underutilized, at least for a number of years.  On balance, Pine Needle falls in the broad middle of the pipeline distribution with respect to risk.
Q.
Have you determined an appropriate proxy group for deriving a rate of return on equity for Pine Needle using the DCF model?

A.
Yes.  For purposes of this case, I have selected six entities that are primarily involved in the pipeline, processing and storage businesses.  For the most part, these companies all own gas pipelines or other midstream assets and do not have an extensive base of residential and small commercial customers. Thus, unlike gas distributors and retail electric utilities, they do not have the degree of monopoly power that is associated with a traditional public utility franchise. The six entities are:

             Energy Transfer Partners (ETP)  

                                              Enterprise Products Partners (EPD)

                                              Kinder Morgan Energy Partners (KMP)

                                              Kinder Morgan, Inc.  (KMI)

                                              Northern Border Partners (NBP)

                                              The Williams Companies, Inc. (WMB)

Q.
On what basis did you determine these companies to be comparable to Pine Needle?

A.
In my opinion, an analysis of Pine Needle’s equity return requirements cannot be reasonably or accurately undertaken based on a proxy group of holding companies with high percentages of retail gas and electric customers.  Such companies are not comparable to Pine Needle due to their lower risk and return requirements.  Accordingly, a proper application of the DCF approach must use companies that, as closely as possible, match the risk of the pipeline being analyzed.  The companies I have selected have risk profiles that are generally comparable to Pine Needle.  The comparables, like Pine Needle, are engaged in midstream activities and operations.

Q.
Would you comment further on the appropriateness of the recently used Staff and Williston Basin proxy companies for pipeline rate of return purposes?

A.
Yes.  My objection to these proxy groups is based on their failure to reflect any risk-related distinctions between LDCs (or retail electric utilities) and interstate gas pipelines.  This is a critical consideration. Gas pipelines provide wholesale service to gas distribution companies and sometimes to industrial users and electric generating plants.  The gas pipeline network in the U.S. is well developed and this means that few gas pipelines have locational monopolies.  Gas pipeline cash flow is stable and predictable only to the extent that there are firm, long-term contracts with investment grade distribution utilities and other customers.  However, there is no monopoly power in comparison to LDCs and electric utilities that have exclusive franchises. This translates generally to lower investor perceptions of risk for retail gas and electric companies than for interstate gas pipelines. Hence, the use of vertically integrated proxy companies -- whose large retail customer bases with captive pipeline operations are inherently more secure and more stable than typical pipeline markets -- is totally inappropriate.

Q.
Did you analyze these various integrated companies that have been suggested as pipeline proxies in prior cases?

A.
Yes.  I began with the three companies that have significant electric operations.
CenterPoint Energy is an example of a gas and electric utility that has been inappropriately included as a comparable company in the past.  CenterPoint has 1.8 million electric customers and over 3 million gas distribution customers in addition to its pipeline operation.  The company’s strategy puts the emphasis on low cost gas and electric operations.  Neither its pipelines nor its gas and electric operations are comparable to Pine Needle.



Dominion Resources is another example of an electric and gas company with a relatively minor pipeline operation that has been used as a gas pipeline proxy company.  It has 2.2 million retail electric customers and 1.7 million retail natural gas customers.  Dominion Transmission, Inc., (DTI), its gas subsidiary, is an integrated interstate gas transmission pipeline and storage system.  DTI has some wholesale customers in addition to its own LDC customers, but its overall business is very small relative to the total assets of Dominion Resources.  Value Line classifies Dominion Resources as an electric utility; in my view it does not belong in a group of gas pipeline comparables.  Certainly, Dominion Resources’ operational, organizational and business risk characteristics make it an especially inappropriate proxy candidate for a single asset company such as Pine Needle.



Duke Energy is another electric utility that sometimes has been used as a proxy for pipelines because it owns some pipeline assets.  At the end of 2004, however, Duke’s natural gas assets were less than 50 percent of its total assets on a gross basis; further, a significant portion of these assets relate to natural gas distribution in Canada.  With seven nuclear power units and 2.2 million retail electric customers, Duke should not be viewed as a reasonable proxy for a pipeline company.

Q.
What about El Paso Corporation?

A.
 El Paso Corporation has long been used as a comparable pipeline in the determination of pipeline rate of return.  While El Paso is primarily a natural gas pipeline, it heavily invested in the merchant generation and trading businesses, which contributed to its widely reported financial difficulties.  El Paso is currently going through a restructuring process that involves the sale of assets to reduce its risk. 


Value Line (March 17, 2006) reports that “the company still has much work for the years ahead.”  It has a sizeable portion of non-core operations to divest.  The true picture is still unclear with numerous nonrecurring items reported in the fourth quarter of 2005.  Its debt ratio is 81 percent, well above the historical average for a pipeline holding company.  In my view it is still inappropriate to use as a comparable or proxy company at this time.
Q.
Please turn now to Equitable Gas, National Fuel Gas and Questar.  Are these companies appropriate proxies for a pipeline or storage cost of equity analysis?

A.        No.
 According to Value Line, Equitable Gas distributes natural gas to 275,000 customers in Pennsylvania, parts of West Virginia and Kentucky.  Its pipeline operates in the same states, providing gas supply to its distribution customers.  It obtains 30 percent of its gas supply from its own gas wells; its gas supply operations provide a high percentage of its earnings.  Clearly, Equitable is a vertically integrated, low risk operation and is not viewed as a midstream interstate pipeline company by investors.  Value Line classifies Equitable as a diversified natural gas company.



In early March 2006 Dominion Resources announced the sale of its gas distribution utilities in Pennsylvania and West Virginia to Equitable for $970 million.  This will add 473,500 LDC customers to Equitable’s base moving it further in the direction of being largely in the distribution business.  While Equitable continues to add some midstream assets it certainly is not viewed by investors as a “pipeline” play.



National Fuel Gas is an integrated natural gas utility with more than 700,000 gas distribution customers in New York and Pennsylvania.  Its pipeline and storage division has pipelines in these states that serve its distribution business and other customers as well.  It also operates as an oil and gas producer.  Quite clearly the pipeline operation was established to connect the contiguous distribution properties in New York and Pennsylvania and not as a production-area-to-market-area transportation system.  Thus, while its larger diameter interstate pipe is a “pipeline” in the legal sense, it is not in an economic sense.  
Value Line makes the following observations relative to National Fuel’s pipeline business: “The company’s pipeline and storage division owns gas pipelines between Pennsylvania and the New York/Canadian border near Buffalo.”  This is a relatively compact area.  If the so-called pipeline property were within the boundaries of a single state it would be considered distribution property.  Contrast this with California.  Sempra Energy and PG&E Corp. both own large pipeline facilities that connect their distribution nodes with interstate pipelines at various border points.  Yet these operations are not considered pipelines and the companies are not used as proxies.  National Fuel should not be a proxy simply because its gas lines cross state boundaries.


Questar is also involved in natural gas production, transportation, storage and distribution with 750,000 end-use customers in Utah, Wyoming and Idaho.  Its pipeline income is about 20 percent of total income and some of it is derived from its distribution affiliate.  Again, this is another example of a company that cannot be viewed as a reliable proxy for setting the return rate for an interstate natural gas pipeline.




In summary, these three companies (Equitable Resources, National Fuel and Questar) are primarily involved in gas distribution with secondary involvement in gas production.  Midstream operations are relatively minor.  In all three instances these companies have FERC regulated pipelines because they own lines that serve their affiliated gas distribution customers in more than one state.  However, in an economic sense, they are not true midstream operations that connect production areas with market areas.  They are viewed differently by investors because they possess substantial monopoly power.

Q.
Hasn’t FERC used Equitable, National Fuel and Questar as proxies in the past?

A.
Yes.  In Williston Basin Interstate Pipeline Co., 104 FERC ¶ 61,036 (2003), the Company proposed a group of proxies that included Equitable, National Fuel and Questar.  Williston requested a return based on this proxy group, perhaps because it is a pipeline that connects its affiliated gas distribution customers that are scattered over several states.  However, even with its lower risk characteristics, FERC granted a return on common equity of 12.48 percent.  Likewise, in High Island Offshore System, L.L.C., 110 FERC ¶ 61,043 (2005), order on reh’g, 112 FERC ¶ 61,050 (2005) (“HIOS”), the Commission departed from past practice based on the record in that case.  Among other things, FERC noted that the gas moving through HIOS is captive to the system and has no direct alternative means of transportation.  In this regard it is like a natural gas business with a franchised service territory.



In short, while Equitable, National Fuel and Questar have been used as proxies in the past, the decisions appear to have been case specific.  Both cases were unique and apparently involved low risk pipelines.

Q.
Please describe the business/organizational profiles of the proxy companies you chose for your DCF analysis.
A.
Energy Transfer Partners engages in the midstream activities of transportation and storage of natural gas in the United States.  The company’s midstream segment gathers, compresses, treats, processes and markets natural gas primarily in Texas.  Its Transportation and Storage segment transports natural gas from various natural gas producing areas through connections with other pipeline systems, as well as through the company’s various pipelines.  Its assets exceed $4 billion.

Kinder Morgan, Inc. has been used by FERC as a pipeline proxy even though it owns some gas distribution operations. Its gas distribution assets contribute less than 10 percent of total profits. 
Its affiliate, Kinder Morgan Energy Partners owns gas, oil and carbon dioxide pipelines, liquid terminals and dry bulk transfer facilities.  A substantial portion of its revenue appears to be somewhat at risk.  While the ownership of oil pipeline assets is not ideal from a comparability perspective, such assets are closer in risk to a gas pipeline than are distribution assets.



Northern Border Partners, L.P. operates several major natural gas pipelines.  It is probably the “cleanest” gas pipeline equity vehicle that is available to investors.  



Enterprise Products Partners, L.P. is an integrated provider of natural gas and natural gas liquids storage, transportation and processing.  While some of its operations are unregulated, it clearly operates on the wholesale side of the natural gas industry.  This makes it more comparable to Pine Needle than a gas distribution or an electric utility business.  



The Williams Companies, Inc. has long been used by FERC as a gas pipeline proxy company.  Williams was negatively impacted by the Enron bankruptcy and had to sell assets to reduce its debt. The company has recovered and currently has a larger percentage of gas pipeline assets than it did several years ago.  In addition to gas pipelines, it has a large gathering and storage operation, a natural gas exploration business, and an energy trading and marketing business.  

Q.
I note that four of your comparable companies are Master Limited Partnerships.  Has FERC recently issued an opinion on the use of MLPs?

A.
Yes, the FERC issued its decision in HIOS in 2005. That decision is significant because it addressed the issue of comparable companies in a context that reflects the post Enron meltdown and the use of MLPs.  On the other hand, the decision is based on the record that was developed in that case.



In my view, there are several key findings the Commission made in HIOS that are of relevance.  First, the Commission apparently agreed with the Staff recommendation in that case that El Paso and Williams should be excluded from the proxy group because financial difficulties have resulted in lowered dividends for these companies.  In the context of this case, I believe that Williams has recovered and can be used but El Paso cannot.


Second, the Commission found in HIOS that the proxy group proposed by Staff witness Manganelo of Equitable Gas, KMI, National Fuel and Questar was the best available proxy group in that case, based on the limited record. These four companies were what remained of the original nine-company Williston group.


Third, the Commission discussed the differences between MLPs and corporations and the appropriateness of MLPs as proxy companies.  The Commission observed that it will not consider including the MLPs in the proxy group unless the record demonstrates that the distribution used as the dividend includes only a payment of earnings and not a return of investment.

.

Q.
How does the Commission’s decision in HIOS relate to this case?
A.
HIOS is relevant in two respects.  First, while FERC ruled out the use of MLPs in HIOS, it also suggested that they would be considered again in the context of more information.  Second, the HIOS decision indicates that any witness proposing to use as proxies companies with electric or gas distribution assets that are not integrated with pipeline assets carries a heavy burden.  I would also again note that utilities with integrated distribution and pipeline operations are far less risky than non-integrated gas pipelines.   The characterization of their midstream activities as being interstate is more a matter of geography and law than it is economics
Q.
Do all of the six proxy companies that you chose pay dividends or distributions?

A.
Yes.  Dividend/distribution yields for each of the six entities for the months of September 2005 through February of 2006 are shown on Exhibit No. PN-___ (CEO-2).  The average of the monthly dividend yields is presented in the right hand column.  They range from a low of 1.3 percent for Williams Companies, to a high of 7.1 percent for Northern Border Partners.



The first step in the yield calculation process was the collection of price and dividend or distribution data.  This information was obtained from Yahoo Finance, a widely used and free data base that is available on the internet.  For each month from September 2005 through February 2006 the monthly high and low prices were averaged.  They were then divided by the most recent average annual dividend rate.  For example, in November 2005 Kinder Morgan, Inc.’s annual dividend payment rate was $3.00 per share.  This amount was divided by an average price of $89.90 to obtain a dividend yield of 3.3 percent, as shown on Exhibit No. PN-___ (CEO-2).



Step 2 in the yield calculation process is averaging the dividend yields over the six month period from September 2005 through February 2006.  For example, the six monthly figures on Exhibit No. PN-___ (CEO-2) for Enterprise Products were averaged, resulting in a figure of 7.0 percent as shown in the last column.  These averages are then carried forward to the first column of Exhibit No. PN-___ (CEO-5).

Q.
How does FERC determine the earnings growth rate for gas pipelines?

A.
In gas pipeline cases, FERC prefers a two-stage DCF growth model.  The first stage is the five-year earnings growth rate; first stage growth is given a weighting of two-thirds in the FERC model.  I obtained the five-year growth rates from the Yahoo Finance website; the data are provided to Yahoo by Thompson First Call.  Thompson recently bought IBES which is the source of five-year earnings forecasts in the FERC model.  In that these growth rates are available at Yahoo Finance, it is clear that investors have ready access to them.



The growth rates in earnings per share for the six selected proxies are shown on Exhibit No. PN-___ (CEO-3).  They range from 5.0 percent for Northern Border Partners to 15.0 percent for Williams Companies. 

Exhibit No. PN-___ (CEO-4) presents the calculation of the FERC two-stage growth rate that combines the five-year growth rates with the forecasted long-term GDP growth rate of 5.8 percent. The long-term GDP growth rate is taken from the Energy Information Administration’s Annual Energy Outlook 2006. Finally, Exhibit No. PN-___ (CEO-5) presents the cost of equity calculation for the six proxy pipeline companies.  The range is from 12.6 to 14.8 percent and the median is 13.6 percent.

Q.
In HIOS, FERC noted that the distribution made by MLPs may also include a return of the partners’ original investment, unlike a corporate dividend.  Does this invalidate the DCF model for MLPs?

A.
No.  There are several issues here.  The first is that the DCF approach is conceptually valid as a financial tool to estimate the cost of equity for an MLP.  DCF, after all, stands for discounted cash flow.  The model is a variant of the net present value model that is based on cash flows.  Investors and analysts evaluating an MLP clearly look at and value the cash flows they expect to receive, not accounting-based definitions of income.  In doing the discounted cash flow analysis for an MLP, investors realize that large current cash distributions reduce the ability to increase earnings later.  Thus, the higher distributions that are reflected in the yield result in lower projected earnings growth rates than would be the case with greater cash retention. There is no double counting by Thompson and the analysts and no conceptual problem associated with the application or interpretation of the DCF model.  Thus, use of the DCF model to evaluate the cost of partnership (equity) capital does not produce “skewed” results.



Second, at page 19 of the HIOS order on rehearing, FERC notes that MLP distributions may include a return of the partners’ original investment, “unlike a corporate dividend”.  This is incorrect.  Corporate dividends may also include a return of capital to the extent that they exceed retained earnings.  Conceptually there is no difference in this regard between an MLP and a corporation.  Indeed, during the late 1970s and early 1980s there were many electric utilities whose so-called “dividends” included a return of capital.  FERC never found that the DCF model was “skewed” in these situations. 


Third, the return of capital concept cited by FERC in HIOS is an accounting and income tax concept rather than an operating and financial concept.  MLPs do not borrow to return capital to investors.  All of the MLPs that were used in HIOS had significant expected growth rates in earnings per share.  This would have been impossible if they were borrowing to pay distributions.  Instead, distributions are paid from operating cash flows and are not reducing the year-to-year capital available to the entity.  Alternatively, the return of capital component relates to what is taxable to the individual.


Finally, ever since the earlier cited Northwest and Panhandle decisions, FERC has recognized that it is analyst estimates that drive share prices.  To the extent that distributions exceed accounting earnings per share, analyst growth estimates will be lower.  There is no need to reduce distributions to make the DCF model work; analysts’ estimates take care of that.

Q.
Does the difference between the level of distributions for the MLPs in your group of comparables and their accounting earnings make a significant difference in their FERC derived cost of capital?

A.
No.  On a forward basis, there is little difference.  My distribution yield calculation for Energy Transfer Partners was based on distributions of $2.00 and $2.20; expected accounting earnings for 2006 are $2.29.  For Northern Border, the numbers are also close with earnings of $3.15 and distributions of $3.20.  The difference for Enterprise Products Partners is greater with expected earnings of $1.09 and a distribution of $1.75.  This would reduce the cost of equity for Enterprise Products Partners from 14.6 percent to about 11.9 percent if adjustments were made to reflect the HIOS concerns.  Likewise, the Kinder Morgan Energy Partners number would decline from 13.8 percent to 12.3 percent.  
 

Exhibit Nos. PN-___ (CEO-6) and (CEO-7) present earnings yield based DCF results.  Energy Transfer Partners is earning more than its distribution and there is no adjustment.  For Enterprise Products Partners, Kinder Morgan Energy Partners and Northern Border Partners earnings are used in place of distributions in the yield calculations.  The recalculated yields are presented on Exhibit No. PN-___ (CEO-6).  The earnings numbers are 2006 estimates from the same Yahoo Finance site that provides the Thompson consensus estimates.  The estimates are $1.09 for Enterprise Products, $2.39 for Kinder Morgan Partners and $3.15 for Northern Border.  Exhibit No. PN-___ (CEO-7) shows the revised cost of equity estimate.  The median is 12.6 percent, 100 basis points less than the distribution derived cost of common equity. 
Q.
Is 12.6 percent less than the cost of common equity for Pine Needle?
A.
I believe it is.  Relative to the information on Exhibit No. PN-___ (CEO-5), it is at the bottom of the range.  There is no basis for reducing a market driven DCF result based on the notion that because an MLP distributes more that it “earns”, that the result is “skewed”.  Quite clearly the Wall Street consensus is that growth will continue in spite of present distribution levels.  If the DCF model is appropriate, its result should be driven by the data and not other considerations.

Q.
Have any Administrative Law Judges (“ALJ”) recently addressed the question of using MLPs in the proxy group for determining appropriate allowed rates of return for natural gas pipelines?

A.
Yes.  On March 2, 2006, an ALJ issued an initial decision in a Kern River rate proceeding.  Kern River Gas Transmission Company, 114 FERC ¶ 63,031 (2006). In that case, the ALJ chose to not use MLPs within the proxy group based on her assessment that there had not been an adequate explanation in the record concerning the issues that had been raised in HIOS.  The proxy group chosen by the ALJ instead used other proxies, including some companies whose business activities are dominated by local distribution activities.  The resulting recommendation for an allowed rate of return on equity for the median point of the range was 9.34 percent.

Q.
Have you observed any reactions from the investment community concerning this particular result?

A.
Yes.  Investor analysts and commentators about regulatory and industry developments have reacted strongly to this result indicating their surprise at such a low ROE result and pointing out the inconsistency of this result with FERC’s current policies encouraging the development of needed pipeline infrastructure.  Examples of investor analyst and commentators reactions include reports or publications generated by (1) Samuel Brothwell, Senior Analyst, Wachovia Securities, entitled “Look Out Below,” dated March 5, 2006 (reprinted with permission from the author), (2) article published in INSIDE FERC, “Kern River rate case puts pipeline industry on edge,” dated March 13, 2006 (reprinted with permission from Platts), and (3) article published in Gas Daily, “Kern River rate case decision alarms pipeline industry officials,” dated March 14, 2006 (reprinted with permission from Platts).  Copies of each of these reports or articles have been included as part of Exhibit No. PN-___ (CEO-8). 
Q.
Have you reviewed past determinations made by the Commission concerning allowed rate of return on equity and compared those determinations with the Kern River ALJ decision?

A.
Yes.  With the assistance of the legal staff at Williams that is supporting this rate proceeding, a study was made of natural gas pipeline rate cases over the past thirty years where the final allowed rate of return on equity was determined by the Commission through litigation.  The results of that study are shown in a listing of those cases which is presented in Exhibit No. PN-___ (CEO-9). While the results are the product of various different return on equity assessment models, vary from pipeline to pipeline and are highly dependent upon economic conditions that are prevalent at the time each case is filed, the overall results show that the Commission has approved litigated rate of return on equity determinations ranging from 11.0 percent to 16.5 percent.  The clear majority of such determinations have fallen within the range of 12 percent to 15 percent.  Based upon this review, I am of the opinion that the result announced by the ALJ in the Kern River decision represents a clear departure from thirty years of litigated results before the Commission.
Q.
What do you conclude the cost of common equity is for Pine Needle based on the analysis you have performed?

A.
The DCF study supports a return on common equity capital of no less than 12.6 percent and no more than 14.8 percent.  Because my analysis places Pine Needle at the middle of the risk continuum, I recommend an equity return of 13.6 percent.  Commission guidance in Opinion No. 396-B indicates that pipelines should be placed at either the low end, the median, or the high end of the continuum.  

Q.
Does this conclude your testimony?

A.
Yes, it does.
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