Docket No. RP02-__

Exhibit No. VGT-4

Docket No. RP02-__

Exhibit No. VGT-4


UNITED STATES OF AMERICA

BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

Viking Gas Transmission Company              )                 Docket No. RP02-_____





PREPARED DIRECT TESTIMONY OF 


ADRIAN L. MOORHEAD


ON BEHALF OF


VIKING GAS TRANSMISSION COMPANY
I.  INTRODUCTION AND QUALIFICATIONS



I.  INTRODUCTION AND QUALIFICATIONS


Q.
Please state your name and business address.
A.
My name is Adrian L. Moorhead, and my business address is 1155 15th Street N.W., Suite 400, Washington, DC 20005.

Q.
Would you please state your present occupation?
A.
I am an officer and employee of the consulting firm Brown, Williams, Moorhead & Quinn, Inc. (“BWMQ”) which has offices in Washington, DC and Houston, Texas.

Q.
Would you describe the nature of the consulting work performed by BWMQ?
A.
The firm provides technical and/or policy assistance to natural gas pipelines, oil pipelines and electric utilities on business and regulatory matters.

Q.
Please briefly state your professional experience and qualifications.
A.
I was employed at the Federal Energy Regulatory Commission (“FERC”) and its predecessor, the Federal Power Commission (“FPC”), hereinafter, collectively referred to as the Commission, for over 32 years, beginning in February 1966 and ending in December 1998.  During that time, I held many positions, including Chief, Allocation and Rate Design Branch, Division of Gas Pipeline Rates, Office of Pipeline and Producer Regulation; Deputy Director, Division of Pipeline Rates, Office of Pipeline and Producer Regulation; Associate Office Director - Litigation, Office of Pipeline and Producer Regulation; and from 1994 to December 1998, I served as Director of the Litigation Division in the Office of Pipeline Regulation.


During my employment at the FPC and FERC, I presented expert testimony in various formal proceedings, directed and supervised staff work on technical matters related to natural gas and oil regulation and served as an advisor to the Commission on rulemaking and policy matters.  Also, I represented the Commission in meetings with representatives of other federal agencies, state agencies and foreign governments.  Since leaving the Commission, I have provided advice and assistance to companies on regulatory matters, as well as on the adaptation of their operations to the competitive market.  A copy of my curriculum vitae is attached as Exhibit No. VGT-5.

Q.
Briefly describe your education background?
A.
I graduated from Howard University with a degree in Engineering.  I did graduate work at George Washington University in Engineering Economics.

Q.
On whose behalf are you presenting testimony in this proceeding?
A.
I am appearing on behalf of Viking Gas Transmission Company (“Viking”).

II.  PURPOSE AND SUMMARY OF TESTIMONY
Q.
What is the purpose of your testimony?
A.
The purpose of my testimony is to address the policy and ratemaking considerations supporting Viking’s use of the Straight Fixed Variable (“SFV”) method of cost classification, allocation and rate design and its term-differentiated rate proposal.   I am also sponsoring Schedule I-2.

Q.
What conclusions have you reached as a result of your evaluations?
A.
I have concluded that Viking’s SFV rate design and its term-differentiated rate proposal are consistent with Commission policy and result in rates that are just and reasonable.  Furthermore, these rate initiatives better position Viking to compete effectively in the market place.
III.  SFV COST CLASSIFICATION, ALLOCATION AND RATE DESIGN
Q.
In Order No. 636, did the Commission address the cost classification methods used by pipelines to allocate costs and design rates?

A.
Yes.  The Commission expressed particular concern over whether  current methods of pipeline rate design distorted gas purchasers’ decisions because the amount of fixed costs included in the transportation usage charges of each pipeline’s rates varied.  The Commission stated that the differing levels of fixed costs in pipeline usage charges can hinder competition between gas sellers at the wellhead because competition would not be based on the seller’s costs and, therefore, not on their ability to compete directly with each other.  The Commission stated that the appropriate cost classification method used to allocate costs and design rates should not inhibit the creation of a national gas market of efficient gas merchants as envisioned by Congress in enacting the Decontrol Act.

Q.
Did the Commission require the use of a particular cost classification method for cost allocation and rate design?

A.
Yes.  The Commission amended its regulations to require pipelines to recover their transportation costs under the SFV method.  Under the SFV method, all of a pipeline’s fixed costs are classified to the demand/reservation component of the pipeline’s rates and are collected on the basis of contract demand determinants.  All of a pipeline’s variable costs are classified to the commodity/usage component of rates and are collected on the basis of throughput.

Q.
Are Viking’s current transportation rates designed on the basis of the SFV method?

A.
Yes.  The Commission approved settlement rates in Viking’s last rate case, Docket No. RP98-290-000, that were designed on the basis of the SFV method.

Q.
Does Viking propose to continue to design its rates using the SFV method of cost classification, allocation and rate design?

A.
Yes.  The Primary Case rates to be effective on July 1, 2002 continue the use of the SFV methodology for cost classification, allocation and rate design established in Docket No. RP98-290-000 for the FT-A, FT-B, FT-C, IT and AOT rates currently in effect.  The Primary Case rates for Rate Schedule FT-D service (“1999 Expansion Facilities”) reflect the incremental pricing accepted by the Commission in Docket No. CP98-761-000.  




For its pro forma rate proposal, Viking proposes to roll-in the costs and volumes of the 1999 Expansion Facilities to the rates for the pre-1999 expansion services, which consist of Rate Schedules FT-A, FT-B, FT-C, IT and AOT.

Q.
Please explain in more detail the SFV cost classification and allocation approach used by Viking that you are sponsoring.

A.
Schedule I-2 reflects the classification of Viking’s costs of service based on cost behavior.  Fixed costs are constant costs that do not vary with throughput and are predominately associated with investment.  Variable costs are costs that vary with changes in volumes or throughput.  Viking has used the SFV method to classify the fixed and variable costs to demand and commodity costs.  With the SFV method, all fixed costs are classified as demand costs and all variable costs are classified as commodity costs.

Q.
Please explain how Viking’s use of the SFV method meets the Commission’s objectives as expressed in Order No. 636.

A.
Use of the SFV method fosters competition by ensuring that no fixed costs are collected through the usage charge.  Viking’s continued use of the SFV method assures that customers’ decisions are not affected by fixed costs in the transportation usage charge.  Therefore, Viking’s continued use of the SFV rate design method satisfies the Commission’s primary concern while permitting Viking to provide competitive transportation services. 

IV.  TERM-DIFFERENTIATED RATES
Q.
Please explain how Viking proposes to differentiate its firm transportation rates based on contract term.

A.
Viking proposes to implement transportation rates that vary based upon the term of customer contracts.  Viking proposes higher base rates for shorter-term contracts and lower base rates for longer-term contracts.

Q.
What is the Commission’s Policy on term-differentiated rates?

A.
In Order No. 637, the Commission expressed concern about the asymmetry of risk associated with having uniform maximum reservation rates for both short-and long-term contracts.  The Commission recognized that, under term-differentiated rates, the price of service would more accurately reflect the relative levels of risk that a pipeline would face when selling service for a shorter period than for a longer period, as well as the higher risks that customers face when they purchase service for a longer period of time.  Order No. 637, [FERC Statutes and Regulations, Regulation Preambles July 1996-December 2000] ¶ 31,091 (2000).  Also, term-differentiated rates would provide the pipeline with a mechanism that it can use to price capacity more efficiently.  Viking’s term differentiated rate proposal addresses the Commission’s concern by setting maximum rates for longer-term service that are lower than maximum rates for shorter-term service on a per unit basis.  Ms. Laureen Ross McCalib discusses in more detail the development and basis for Viking’s term-differentiated rates.

Q.
Please explain why a shorter-term contract is riskier for the pipeline.

A.
As the Commission explained in Order No. 637, a shorter-term contract provides greater flexibility and less risk to a shipper than a longer-term contract.  This is so because shippers who sign contracts with shorter terms benefit from the greater flexibility of such contracts, which allow shippers to react to changes in the market or in their own circumstances.  Hence, if a shipper enters into a shorter-term agreement, the shipper has less risk.  On the other hand, shorter-term contracts impose a greater risk to the pipeline because such contracts do not provide the revenue stream stability or the planning security that the pipeline gets when it signs longer-term contracts.  Consequently, a higher rate compensates the pipeline for this additional risk inherent in shorter-term contracts.

Q.
Has the Commission addressed this concern previously?

A.
Yes.  In Order No. 637, the Commission stated that it has already recognized, in the context of oil pipeline rates, that the lower risk to the shipper and the higher risk to the pipeline associated with shorter-term contracts may properly be reflected in a higher rate for shorter-term service.  Furthermore, the Commission also noted that the existence of long-term contracts reduces pipeline risks and therefore lowers its cost of capital.

Q.
Would term-differentiated rates be applicable to short-term services only?

A.
The Commission indicated that a pipeline may propose term-differentiated rates just for long-term service or for both short- and long-term services.

Q.
Does Viking’s term-differentiated rate proposal apply to short-term or long-term services?

A.
Viking’s proposal applies to both short-term and long-term services.

Q.
Are Viking’s term-differentiated rates cost-based?

A.
Yes.  The Commission indicated that term-differentiated rates should be cost-based so that, in the aggregate, the pipeline recovers its annual revenue requirement.  Viking’s rates are designed to recover, in the aggregate, its annual revenue requirement.  With the term-differentiated rate proposal, the maximum rates for customers with shorter-term contracts will increase, but there would be a concurrent decrease in the maximum rates for customers with longer-term contracts.  In total, Viking’s rates would produce revenues equal to its allowed revenue requirement.  The lower maximum rates for longer-term service would recognize the value of longer-term contracts in limiting Viking’s risk.  Viking’s term-differentiated rate proposal will therefore result in a more efficient pricing of the pipeline’s transportation service and send the appropriate market signal.

Q.
Did the Commission establish a particular method for designing term-differentiated rates?

A.
No.  The Commission has indicated that it will not limit a pipeline to one method, but will let pipelines and their customers work out the details of the methodologies in specific rate proceedings.

Q.
How does Viking determine the level of rates to apply to shorter-term and longer-term contracts?

A.
Viking projected levels of service at the various contract term categories and allocated costs based on those projections with a progressively higher rate of return imputed to the descending contract term categories.  (i.e., the shorter the contract term, the higher the return imputed to the category.)

Q.
What categories of term-differentiated firm transportation rates does Viking propose?

A.
Viking proposes to establish three categories of term-differentiated rates.  Category 1 rates will apply to contracts with terms of less than 3 years and will reflect the highest term-differentiated rates.  Category 2 rates will apply to contracts with terms of 3 years or more but less than 5 years.  Category 2 rates will reflect Viking’s filed return on equity.  Category 3 rates will apply to contracts with terms of 5 years or more and will reflect the lowest term-differentiated rate. 

Q.
How does Viking’s method of developing term-differentiated rates address the Commission’s policies expressed in Order No. 637?

A.
It recognizes the risk inherent in shorter-term contracts by imputing a higher return to reflect the risk associated with varying contract terms.  In Order No. 637, the Commission noted that the existence of long-term contracts reduces pipeline risks and therefore lowers a pipeline’s cost of capital.  In Order No. 637-A, the Commission further observed that differentiating rates by term, through the use of varying levels of rate of return, may be one reasonable method of designing term-differentiated rates.  In addition, Viking’s proposal addresses the Commission’s concern with respect to the asymmetry of risk resulting from uniform maximum rates for both short- and long-term contracts by providing maximum stated rates for long-term service that are lower than rates for shorter-term service.

Q.
Does this conclude your testimony?

A.
Yes, it does.

IN THE DISTRICT
)

OF COLUMBIA
)


Before me, the undersigned Notary Public, in and for the District of Columbia, personally appeared Adrian L. Moorhead, who being by me first duly sworn, deposes and says that he is the individual identified and responding to the questions in the attached direct testimony and that the same is true and correct to the best of his knowledge, information and belief.
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Sworn to and subscribed before me on this _____ day of December, 2001.
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My Commission expires:
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