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Inside F.E.R.C.

March 13, 2006

HEADLINE: Kern River rate case puts pipeline industry on edge
An administrative law judge's initial decision on a proposed rate hike by Kern River Gas Transmission has triggered alarm in the gas pipeline industry that it might set a precedent for lower returns on equity for major pipelines, especially those serving expanding Rocky Mountain gas producers.

If the commission upholds the decision of ALJ Charlotte Hardnett, Kern River's proposed return on equity of 15.1% would be ramped down to 9.34%, based on a median ROE for other pipelines with similar market risks, including El Paso Natural Gas, Equitable Resources, Kinder Morgan Interstate Gas Transmission, National Fuel Gas Supply, Questar Pipeline and Williams. 

In the nearly two-year-old rate case (RP04-274), Kern River has taken the position that it should be placed at the high end of the zone of reasonableness because it has extraordinary financial and business risks. Kern River testified that it had a highly leveraged capital structure, resulting in lean equity capitalization, the ALJ's decision noted, adding the pipeline claimed its shippers are poor credit risks and gas supply problems are exacerbated by competition for customers.

The judge and those who testified on behalf of the proxy group disagreed. "Kern River did not carry its burden of proving that it should be placed at the high end of the zone of reasonableness. The evidence shows that Kern River should be at the median or broad range of average risk," Hardnett concluded. 

Hardnett said Kern River failed to show that "high unusual circumstances" exist to avoid the commission's presumption that existing pipelines fall within a broad range of average risk. The judge noted that, contrary to "every participant weighing in on the issue" and most investors, Kern River argued that information provided by credit analysts such as Moody's and Standard & Poor's were unreliable.

"Participants are quite convincing in making the points, among others, that Kern River has: great credit ratings, good supply and demand, impressive number of firm contracts, little risk from the Mirant bankruptcy and otherwise shows no extraordinary risk," the judge said. "It is especially telling that although Kern River claims to be the most risky pipeline, its witness admitted he had not done a study of the credit risks of the pipelines in the Kern River proxy group."

The judge also rejected Kern River's proposal to blend its debt costs at a 6.62% interest rate for two debt issuances. In doing so, the judge disagreed with the FERC staff position that the blended debt cost in the Kern River case would be just and reasonable. Staff concluded that neither pricing policy nor a certificate issued for a pipeline expansion in 2003 precluded blending debt cost. The expansion was designed to serve new electric generation and boost delivery capacity to 1.7 Bcf/day (IF, 21 April '03, 18).

Hardnett ruled instead that Kern River failed to prove that a weighted-average blended cost of debt would result in just and reasonable rates. Therefore, separate costs of debt should be used for the rolled-in system and the expansion, she concluded. "Blending the cost of debt inappropriately raises the rates charged to the 2003 expansion shippers when they are already paying incremental rates."

The rate case began in mid-2004 when FERC suspended and set for hearing the pipeline's proposed rate hike (IF, 7 June '04, 6). Besides the 15.1% ROE, the tariff filing reflected a $40 million rise in jurisdictional cost of service to about $347 million, and a decrease in projected throughput from 630 million Dt to 572 million Dt.

The Kern River system, which began service in 1992, stretches 900 miles from Wyoming through Utah and Nevada, to the San Joaquin Valley in California. It was built to provide 700,000 Mcf/day of year-round services.

The pipeline asserted that because it is relatively young compared with other pipelines, a limited amount of its capital investment has been recovered. It proposed an increase in annual depreciation accrual rates for transmission facilities.

The March 2 initial decision, which now will be taken up by the full commission, caught the attention of Donald Santa, president of the Interstate Natural Gas Association of America. Expressing disappointment with the decision, Santa warned that it sends a negative message to investors. When the ALJ decision reaches commissioners' desks, their decision will be a "litmus test" for how serious they are about encouraging further development of pipeline infrastructure.

"It kind of looks like no good deed goes unpunished if this is what they're going to end up with for an ROE," he said, noting that the industry has invested heavily in recent projects to transport stranded Rocky Mountain gas to consumer markets east and west.

Santa asserted that pipelines face an increasingly uphill battle when they get caught up in rate cases at FERC, and the commission appears less inclined to fully recognize the risk factors.

"They rarely get to the top of the zone of reasonableness. They never seem to get there," Santa said. "The pipeline industry faces greater commercial risk with respect to shorter duration contracts and shipper creditworthiness, and with respect to pipe-on-pipe competition. It's a different competitive dynamic. There doesn't really seem to be much recognition of that."
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Gas Daily

March 14, 2006

HEADLINE: Kern River rate case decision alarms pipeline industry officials
An initial decision on a proposed rate hike by Kern River Gas Transmission has triggered concerns in the gas pipeline industry that it might set a precedent for lower returns on equity?especially for systems serving Rocky Mountain producers. 

If the Federal Energy Regulatory Commission upholds the ruling by Administrative Law Judge Charlotte Hardnett, Kern River's proposed return on equity of 15.1% would be cut to 9.34%. The proposed change is based on the median ROE for other pipelines with similar market risks, including El Paso Natural Gas, Equitable Resources, Kinder Morgan Interstate Gas Transmission, National Fuel Gas Supply, Questar Pipeline and Williams.

Donald Santa, president of the Interstate Natural Gas Association of America, expressed disappointment with the ALJ's decision, saying it sends a negative message to investors. 

"It kind of looks like no good deed goes unpunished if this is what they're going to end up with for an ROE," Santa said, noting that the pipeline industry has invested heavily in recent projects to transport stranded Rocky Mountain gas to markets to both the east and west.

In the nearly two-year-old case (RP04-274), Kern River has taken the position that its rates should have a higher-than-average return because it has extraordinary financial and business risks. 

But the ALJ disagreed. "Kern River did not carry its burden of proving that it should be placed at the high end of the zone of reasonableness. The evidence shows that Kern River should be at the median or broad range of average risk," Hardnett concluded. 

She said Kern River failed to show that "high unusual circumstances" exist to avoid FERC's presumption that existing pipelines fall within a broad range of average risk. 

The rate case began in mid-2004, when FERC suspended and set for hearing the pipeline's proposed rate hike. Besides the 15.1% ROE, the tariff filing reflected a $40 million rise in jurisdictional cost of service to about $347 million, and a decrease in projected throughput from 630 million Dt to 572 million Dt.

The Kern River system, which began service in 1992 with capacity of 700,000 Mcf/d, stretches 900 miles from Wyoming through Utah and Nevada to the San Joaquin Valley in California. A $1.2 billion expansion that more than doubled its capacity to 1.7 Bcf/d went into service in 2003.

The pipeline asserted that because it is relatively new compared with other pipelines, a limited amount of its capital investment has been recovered. 

INGAA's Santa said FERC's consideration of the ALJ's decision will be a "litmus test" for how serious the commission is about encouraging further development of pipeline infrastructure. He asserted that pipelines face an increasingly uphill battle when they get caught up in rate cases at FERC, and the commission appears less inclined to fully recognize the risk factors.

"They rarely get to the top of the zone of reasonableness. They never seem to get there," Santa said. "The pipeline industry faces greater commercial risk with respect to shorter duration contracts and shipper creditworthiness, and with respect to pipe-on-pipe competition. It's a different competitive dynamic. There doesn't really seem to be much recognition of that."
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