10

11

12

13

14

15

16

17

EXHIBIT NO. TW-67
Docket No. RP06- -000
Page 1 of 28

UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Transwestern Pipeline Company, LLC ) Docket No. RP06- -000

)

PREPARED DIRECT TESTIMONY
OF

JOHN J. REED

I. INTRODUCTION AND QUALIFICATIONS
Please state your name and business address.
My name is John J. Reed. My business address is 313 Boston Post Road West, Suite 210,
Marlborough, Massachusetts 01752.
By whom are you presently employed and in what capacity?
I am Chairman and Chief Executive Officer of Concentric Enetgy Advisors, Inc. and CE
Capital Advisors, Inc. (together “CEA”).
What is your educational background?
I have a Bachelor of Science Degtee in Economics and Finance from Wharton School,
University of Pennsylvania, and have passed the NASD Seties 7, 24 and 63 securities license
exams.
Please describe your professional experience.
I have more than 30 years of experience in the energy industty, and have worked as an
executive in and consultant to the energy industry for the past 25 years. Over the past decade,
I have directed the financial advisory setvices of CEA, Navigant Consulting and Reed
Consulting Group, and I have been involved in the purchase ot sale of more than $15 billion

of electric generation facilities. I have served as Vice Chairman and Co-CEO of the nation’s
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largest publicly traded consulting firm, and as Chief Economist for the nation’s largest gas
utility. My background is presented in more detail in Exhibit No. TW-68.
Have you provided testimony in prior regulatory proceedings?
Yes, I have provided testimony in numerous regulatory proceedings. A detailed listing of
previous testimony I have given is included as part of Exhibit No. TW-68.
On whose behalf are you sponsoring testimony in this proceeding?
I am sponsoring testimony on behalf of Transwestern Pipeline Company, LLC
(“Transwestern”).

II. PURPOSE AND OVERVIEW OF TESTIMONY
What is the purpose of your testimony?
The putpose of my testimony is to identify the business tisks faced by interstate pipelines and
to describe the importance of considering these types of tisk when establishing the appropriate
rate of return. As part of this discussion, I will idénﬁfy the major risks that exist in the current
market for interstate pipeline transportation, including 1) supply soutce competition, 2)
ratemaking risk, 3) general service risk, 4) demand for pipeline transportation and 5) shipper
creditworthiness. I will describe the increased business risk pipelines operating in the
Southwest ate exposed to as compared to pipelines in other tegions of the country. Finally, I
will discuss how Transwestetn specifically is affected by these risks relative to other pipelines in

its service area.
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Q. What is the relationship between your testimony and the testimony of other witnesses
in this proceeding?

A. My testimony provides an explanation of the business tisks faced by interstate pipelines based
on my involverﬁent with the industry throughout the U.S. Transwestern Witness Ms. Corman
will discuss the market dynamics faced by Transwestern, including Transwestern’s specific risk
in the Southwest service area. Transwestern Witness Mt. Hevert has submitted testimony
regarding the appropriate return on equity (“ROE”) for Transwestern. Mr. Hevert’s testimony
provides the regulatory guidelines and financial considerations pettinent to rate of return
estimates, and considers my testimony and the testimony submitted by Ms. Corman in
determining the appropriate ROE for Transwestern.

III.  EXHIBITS

What exhibits are you sponsoring?

A. I am sponsoring the following exhibits:

¢ Exhibit No. TW-68:  Qualifications of John J. Reed
¢ Exhibit No. TW-69: Proposed LNG Projects

e Exhibit No. TW-70:  Natural Gas Price Compatison
® [Exhibit No. TW-71: Interstate Capacity Expirations

Q. Were these exhibits prepared by you or under your direction?

A. Yes.
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IV.  BUSINESS RISKS OF INTERSTATE PIPELINES
Please explain why business risk is an important factor in establishing an appropriate
roe for an interstate pipeline.
As is discussed in greater detail by Mr. Hevert, interstate pipelines, like other publicly-traded,
investor-owned companies, require capital from outside investots in ordet to maintain the
pipeline system, and to provide safe, reliable setvice to existing as well as ne\x; customers. The
capital market is very competitive, publicly-traded, investor-owned companies compete for
capital on the basis of investors’ assessment of which investments will allow them the greatest
opportunity to maximize the returns on their investment given their tisk tolerance. Because
capital markets are fungible, investors can seek out projects that meet their risk/return
threshold from the global market. Therefore, in order to attract capital from the marketplace,
it is essential that an interstate pipeline have the ability to offet a rate of return that is
commensurate with the level of business tisk that would be assumed by investing in the
pipeline company. Limiting the return on equity of a pipeline to a level below that which is
commensurate with the risk profile of that pipeline will reduce the pipeline’s ability to attract
the capital that is necessary for normal operations and for continued growth.
How do investors assess the level of risk involved in competing investment
opportunities?
Rating agency reports, equity analysts’ research, and publicly available financial tepotts are
heavily relied upon by investors to gain a general understanding of the risks in the industry and

as well as the competitive position of the company within its industry.
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What are the key factors that contribute to the risk profile of interstate pipelines?
The key factors in determining the risk profile of an interstate pipeline and establishing its
credit rating include: supply risk, ratemaking treatment, general setvice tisk, demand for natural
gas, and shipper creditworthiness. I desctibe each of these risk factots in the sections which
follow.
V. SUPPLY SOURCE RISK
What is meant by supply source risk?
A pipeline’s proximity to diverse, sizable and economic gas supplies will affect its economic
opportunity, and accordingly, its overall risk. In general, the rating agencies have indicated that
access to diverse supply basins mitigates exposure to supply risks and is favorable for the credit
quality of the pipeline. In addition, rating agencies look mote favorably upon pipelines with
access to supply basins with sustainable or growing production forecasts. On this point,
Standard & Poor’s noted that “Pipelines with access to mature production basins in Oklahoma,
West Texas and onshore Gulf of Mexico areas may not be viewed as favorably as pipelines
with access to the Rocky Mountain region, which has expetienced production growth in recént
years”".
Please explain how the supply source can affect the risk profile of the pipeline.
A pipeline’s business risk can change significantly based on national shifts in supply, changes in
productiqn in the supply basins, and changes in regional demand. As new supply sources are
developed, new pipelines are constructed and existing pipelines develop expansions necessaty

to move these supplies to the market areas. The development of these new supply sources and

“S&P Cites FERC Pipeline Regulation, Order 636 as Supportive of Industry Creditworthiness”, Inside F.E.R.C.,
August 15, 2005, p. 2.
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the supporting transportation infrastructure changes the flow of gas supplies to the market
areas and can make some segments of pipeline capacity obsolete.
Do you expect that there will be changes in the sources of natural gas in the near
future?
Yes. Over the next five years, the sources of natural gas are projected to change dramatically.
The addition of imported liquefied natural gas (“LNG”) is expected to be “a major disruptive
force”?, with forecasts of imports exceeding 7.0 Bef/d by 2010°. Exhibit No. TW-69 identifies
the projects that have been proposed for the West Coast. As is illustrated in this exhibit, there
are five LNG projects that have been approved or proposed for the West Coast of the United
States, and five additional projects proposed on the West Coast of Canada and Mexico
combined. The addition of all of these projects would bring approximately 6.4 Bef/d of LNG
to the western natural gas markets. While it is not expected that all projects will be
constructed, to date, one project, Sempra’s Costa Azul project, has received all its permits and
has begun construction. This project is expected to be on line in 2007, providing average
natural gas vaporization capability of 1.0 Bcf/d. Other projects ate at various stages of
development, with projected in-service dates between 2007 and 2011.*

There are a significant number of proposed projects in other parts of the United States
as well. As shown on Exhibit No. TW-69, there are at least eleven proposed projects in the
Gulf Coast region and there are at least eleven projects that have been proposed for the East

Coast, including Eastern Canadian projects. The addition of any number of these projects will

“All Pipes Are Not Created Equal, A Comprehensive Review of 20 Major US Natural Gas Pipelines” Banc of
America Securities, June 14, 2005, p. 7

Ibid.

West Coast LNG Projects and Proposals, California Energy Commission, August 2006.
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undoubtedly change the flow of gas supplies across the continent and will have an effect on the
current interstate pipeline system.
What effect will changes in supply from onshote production basins have on interstate
pipelines?
Changes in the available supply from the various onshore production basins could potentially
create shifts in the demand for pipeline transportation. For example, if traditional supply
basins, such as those in Oklahoma, West Texas and the Gulf of Mexico, expetience flat ot
declining production, as has been projectedS, then pipelines with access that is limited to these
supply basins will face greater risk of uncommitted capacity in the future, as contracts expite
and shippers seek access to alternative supplies.

VI. RATEMAKING RISK
Please explain the risk to interstate pipelines that is inherent in the ratemaking
process.
The rate structure that is used by the Federal Energy Regulatory Commission (“FERC”) for
interstate pipeline transportation forces the pipeline to assume all ptice tisk for the value of
transportation capacity. The rates established by the FERC for intetstate pipeline
transportation are maximum recourse rates; meaning that this is the maximum rate that the
pipeline can recover. If the market value of pipeline transportation is greater than the rate
established by the FERC, the pipeline’s rate is capped at the maximum tariff rate and the
pipeline does not receive the full market value of the capacity. Conversely, if the market value

of pipeline transportation is less than the recourse rates, the pipeline will likely need to

5

“All Pipes Are Not Created Equal, A Comprehensive Review of 20 Major US Natural Gas Pipelines” Banc of
America Securities, June 14, 2005, Figure 4, p. 7.
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discount its rates in order to minimize uncommitted capacity. The pipeline’s approved revenue
requirement and a projected level of committed pipeline capacity ate used to establish the
maximum recoutse tates for pipeline transportation. If the pipeline does not meet its revenue
tequitement, due to discounting or uncommitted capacity, the pipeline is at risk of not earning
its approved rate of return until such time as the pipeline rates are re-established in a general
rate proceeding. In extreme situations, if the pipeline has negotiated discounted transpottation
rates for a significant amount of its capacity or has significant uncommitted capacity, it is
possible that the pipeline may not be able to recover its costs even if it is granted an increase in
its revenue requirement and rate of return.
Are there differences between the risk profile of interstate pipelines and local
distribution companies (“LDCs”)?
Yes. The competition that pipelines face in the market for services makes most pipelines a
riskier business. Pipelines operate in a competitive marketplace, setving a customer base that
has competitive alternatives for service. In contrast, LDCs have a franchise distribution
service for customers that have limited options with which to contract for distribution service.
Is the interstate pipeline rate structure different than the structure under which
LDCs operate?
Yes. As I described above, pipelines’ economics are shaped by the competitive market. The
rates that have been approved for LDC setvices ate the rates that the LDC will receive from its
customers; it is highly unusual for LDCs to discount their firm setvices.

While the FERC approves the tariff rates that can be charged by pipelines based on
straight fixed variable rate design principles, these rates merely represent a cap on the price that

pipelines can receive for the service provided. Since pipelines opetate in the competitive
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wholesale market for natural gas, pipé]iné rates are affected by the number of shippets, the
demand on other competing pipelines, resales of capacity by existing shippers and competing
fuel sources. All of these sources of competition affect the pipeline’s ability to achieve its
maximum tariff rate. LDCs have the right to chatge approved tatiff rates for the services
provided to their customers, with little or no competition for their services. In addition, many
LDCs have moved towards flat rate structures that decouple revenue and throughput and
further stabilize revenue.
VII. GENERAL SERVICE RISKS

Has the risk to interstate pipelines changed over time?
Yes. The risk profile of a pipeline operating under the current competitive market conditions
is significantly greater than that of interstate pipelines operating in the pre-Otder 436 and pre-
Otder 636 environment. Prior to open access and unbundling, pipelines wete delivering a
bundled product consisting of supply and transportation to market areas with fewer options
for delivered gas supply service. In that environment, pipelines faced significantly fewer
challenges to their service, and were much less likely to find that a significant pottion of their
market had dropped off the system.

In the post-Order 436 and post-Order 636 environment, pipelines provide
transportation setvice, not supply, and‘in many markets face stiff pipeline-to-pipeline
competition. Over the past several years, the natural gas pipeline system has expanded

considerably, bringing additional competition from new pipelines and supply basins to market

~ areas that were once supplied by only one or a few pipelines. Furthermore, the addition of

matket-atea production and storage capacity has increased the options available to shippets

and has reduced traditional shippers’ dependence on interstate pipeline capacity. From a
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regulatory policy perspective, these changes have been beneficial to shippers and end-usets of
gas, but, from the perspective of the pipelines, there is no question that their risks have
increased dramatically. As a result of these changes in the market, interstate pipelines are
cutrently faced with greater service-related risk than ever before. As I have discussed
previously, these risks have not gone unnoticed by the capital markets and, therefore, must be
recognized when establishing the allowed rate of return for én interstate pipeline company.
What are the major service-related risks for interstate pipelines?

There are three main categories of general service risks: 1) uncontracted capacity, 2) discounted
rates, and 3) short-term contracts. Pipeline economics are shaped by the competitive market,
the number of shippers, the demand on other competing pipelines, resales of capacity_ by
existing shippers and competing fuel sources. As more options for delivered supplies become
available to traditional long-term shippers (LDCs, merchant generators and industrial end-
users), there is increasing risk to the pipelines that these shippers will choose not to renew
contracts and the pipelines will be left with higher levels of unsubscribed capacity; In some
markets, even if shippefs do recontract, aggressive competition to acquire customers has
depressed the value of pipeline transportation below the maximum tariff rate, decreased the
duration of shipper contracts and increased the risk to pipelines of unsubscribed capacity.

For example, as I will discuss later in my testimony, the competition among pipelines in
the Southwest region of the interstate pipeline grid is intense. This can be seen in the recent
recontracting practices on El Paso Natural Gas Company (“El Paso™). As discussed in greater
detail in the testimony of Ms. Corman, El Paso held capacity contracts with Southetn
California Gas Company (“SoCal”) that were set to expire in August 2006. Following the

California Public Utility Commission’s (“CPUC”) Order Initiating Rulemaking (“OIR”) that
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authorized the LDCs to turnback contracts on several pipelines (El Paso, Transwestern and
Gas Transmission Northwest (“GTN”)), El Paso, being aware that Transwestern had capacity
contracts with SoCal that would expire prior to the El Paso contracts, chose to entet into
contract negotiations with SoCal early in an attempt to minimize the competition to recontract
this capacity. El Paso signed a new contract agreement with SoCal eighteen months ptior to
the expiration of its existing contracts. The resulting agreement included a discount below El
Paso’s tariff transportation rate and a term of five years.

Have other pipelines serving the California market been exposed to the risk of
uncontracted capacity?

Yes. In 2005 and 2006, a large percentage of GTN’s capacity contracts expired and the
pipeline has increased its exposute to unconttacted capacity. In its recent rate proceeding’,
GTN stated that the average amount of unsold long-term firm capacity between November
1, 2006 and October 31, 2007 is 448,388 Dth/d at Kingsgate and 402,640 Dth/d at Malin. In
addition, GTN indicated that while it has been successful in recontracting some of its
uncommitted capacity, it has done so at “steeply discounted rates™’.

Please discuss the competition that interstate pipelines now face as shippers consider
the renewal of interstate pipeline capacity contracts.

With the increased competition among pipelines and other matket atea suppliets, shippets

facing contract renewal decisions have several options in addition to renewing a traditional

long-term contract with the pipeline. Such options include purchasing supplies in the market

Docket No. RP06-407.
Direct Testimony of Leslie Ferron-Jones, Exhibit No. GTN-26, Docket No. RP06-407, p. 12.
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area, contracting for capacity from a third party and negotiating shorter term contracts with the
interstate pipeline.

Please discuss these sources of competition.

As I have discussed previously, the national pipeline grid and the soutces of supply that are
available in the market have changed considerably over the past twenty yeats. As such,
interstate pipelines face competition from many sources when shipper contracts expire. Major
market areas have become liquid trading points where shippers can contract for flowing gas
supplies, in some cases eliminating the need to hold interstate capacity. For shippets that
continue to require intetstate capacity, there are many mote options available from new
pipelines that have been built to setve the market.

Another soutce of competition for pipelines seeking to renew shipper contracts is
released capacity from other shippers on the pipeline. If the supply and demand balance in a
region is such that there is excess capacity to that region, the pipeline can face competition
from its own customers, or customers of other pipelines who are offeting to release capacity at
discounted prices. Competition from other shippers could also exist as shippers seek to
diversify their supply portfolios as a means of mitigating supply tisk.

What has been the general trend with respect to pipelines’ ability to recontract
capacity?

The success of pipelines in recontracting depends on the regional market conditions; however,
in general, the terms of capacity contracts have been reduced from the traditional 10 to 20 year
terms to 3 to 5 year terms. In regions where supply exceeds demand for capacity, there has

been aggressive competition between pipelines seeking to maintain market share and other
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market participants seeking to contract uncommitted capacity. In these competitive conditions,
shippers have negotiated shorter terms and discounted rates for capacity.®

VIII. DEMAND FOR PIPELINE CAPACITY
Please explain the issues that pipelines face with respect to shipper demand.
There are two main demand-side concerns for pipéh'nes: 1) the risk associated with
renegotiating expiring capacity contracts with existing shippers, and 2) demand destruction.
The success of a pipeline in its recontracting efforts is dependent on some of the same market
dynamics that have been discussed previously; the supply of natural gas, the demand for
natural gas in the end-use market, and the quantity of competing capacity and alternative
supply sources serving the market. The potential for significant LNG impotts to the market
area increases the pressure on pipelines to negotiate to maintain their market share. Other
local area production poses a similar threat to the pipelines’ customer bases. Furthermore, in
some regions, where the quantity of capacity available to setve the market outpaces demand,
the capacity market is a buyers’ market. Shippers in these markets can aggressively negotiate
the term and price of capacity renewals. Pipelines in these regions have little to no leverage in
negotiations with recontracting shippers.
In addition to recontracting risk, you indicated that pipelines also face demand
destruction. Please explain what you mean by demand destruction.
The significant increases in the price of natural gas that have occutred over the past five to six
years have been a major contributing factor to the destruction of the demand for gas by large

scale end-users. In 2000, the annual average price of gas at Henry Hub was $4.29 per MMBtu.

SoCalGas Advice No. 3443, California Public Utility Commission, Docket No. 04-09-022, December 22, 2004.
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In 2005, the average gas price was $8.69 per MMBtu, an increase of 1.03%. This price shift
undermined the economics of gas as a fuel source for market segments such as electric
generation and other large industrial users where the demand for natural gas was projected to
be increasing rapidly.

The effect of demand destruction on pipelines has been more significant in areas where
electric generation was a significant portion of the potential load. For example, when the price
of natural gas was relatively low and the economics of gas-fired generation were attractive
relative to other fuel sources, gas-fired generation was built to serve the projected increase in
demand for electricity in the California market. Additional interstate pipeline capacity was
constructed to support the projected demand from this new load. With current gas prices at
$6.82 per MMBtw’, gas fired generation is less competitive, and the demand for gas pipeline
capacity has been diminished. On a normalized basis California is projecting slow growth in
the demand for natural gas. Statewide demand is projected to be an average of 6.15 Bcf/d this
yeat, growing to 6.69 Bcf/d in 2025. Electric generation would reptesent the largest single
sector use, averaging 1.46 Bcf/d this year, and reaching close to 2 Bef/d in 2025 (1.93 Bef/d),
a growth rate of 1.8% per year. Demand for gas by California power generatots is projected to
grow 1.8% annually over the next 20 years while overall state gas demand growth will only be
0.5% per year. Residential and commercial sectors are projected to see low growth and thete
will be no demand growth among industrials'. Local area production and interstate pipelines
serving California have all experienced declines in deliveties to this market atea; supplies from

California producers declined from an average of 1 Bcf/d in 2001 to 861 MMcf/d in 2005; El

® September 2006 first of month price of gas at Henry Hub as reported by Gas Daily.
Natural Gas Intelligence weekly gas market newsletter, July 10, 2006.
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Paso’s supplies to this market declined from 2.16 Bcf/d in 2001 to 1.37 Bef/d in 2005;
Transwestetn’s deliveries declined from an average of 869 MMcf/d in 2001 to 585 MMcf/d in
2005; and western Canadian supplies declined from 1.71 Bcf/d in 2001 to 1.34 Bef/d in
2005.".
IX. SHIPPER CREDITWORTHINESS
Does the pipeline face any other customer-related risks?
Yes. Shipper creditworthiness is another service-related risk for pipelines that affects the credit
rating of a pipeline. Rating agencies have stated that several pipelines with exposute to
marketers and power generators have experienced a decline in shipper creditworthiness which
affects the overall risk of the pipeline. Therefore, the pipeline’s concentration of customets in

these segments of the industry can increase the risk of the pipeline.

- Please provide an example of how shipper creditworthiness has affected pipelines.

The reorganization of Calpine Corporation (“Calpine”) increased the operating tisk of many
interstate pipelines. In December 2005, Calpine filed to restructure under Chapter 11 of the
U.S. Bankruptcy Code. As the owner of more than 70 natural gas-fired power plants, Calpine
holds pipeline capacity across the national pipeline grid. In addition, the company’s enetgy
management services subsidiaty managed 2.6 Bcf/d of transportation capacity and 8 Bef/d of
storage capacity. As noted in Calpine’s 2005 Annual Repott, the company will be reviewing all
contracts and “will seek to reject further leases or other contracts as we continue our effotts to

strengthen and stabilize the Company's financial condition.”"?

11

12

Ibid.

Calpine Corporation 2005 Annual Report, p. 64.
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X. REGIONAL RISK

Does the location of the pipeline change its exposute to market risk?
Yes. The competitive pressures that pipelines face differ according to market regions. As has
been discussed previously, the market dynamics that influence the risk profile of the pipeline
are the supply tisk, general service competition, demand, and shipper creditworthiness. Each
of these key factors is established by the competitive dynamics of the region in which the
pipeline operates. Pipelines that have multiple options to soutce gas supplies, long-term
capacity contracts, increasing matket atea demand for supplies and limited competition to meet
the demand in their market area would have significantly lower risk than a pipeline that did not
have these desirable conditions.
You have made reference to the California market in your discussions of key risk
factors. Please provide an overview of the California gas market.
The California market for delivered supplies of natural gas is a highly competitive market
driven largely by an over-supply of pipeline capacity for the current level of demand. Since the
energy crisis of 2001, additional interstate pipeline capacity has been constructed to bring gas
to California. These expansions include an expansion of the Kern River pipeline system,
increasing capacity from the Rocky Mountain basin, and increased capacity on the El Paso
system with the conversion of the All American pipeline. In addition, California storage
capacity increased significantly, by almost 41 Bcf, providing a good buffer for the peaking
winter months."

As is illustrated in Ms. Corman’s Exhibit No. TW-33, the California market currently

has interstate pipeline capacity of 9.7 Bef/d and demand of 6.2 Bef/d in 2006, resulting in

California 2005 Integrated Energy Policy Report, Appendix I, November 2005, pp. A-8-A-9.
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excess pipeline capacity of 3.5 Bef/d. As a tesult, the value of interstate pipeline capacity
serving the California market has been declining over the past five years. In addition, the
pipelines serving this market face competition from market area production and storage
facilities. California currently obtains about 86 percent of supplies from out-of-state sources via
major intetstate pipelines. The remaining 14 petcent is produced in California."* The majority
of the supplies that are delivered to the region via interstate pipelines are delivered to the
wholesale market, which is primarily comprised of investor-owned LDCs and municipal gas
distribution companies.

Please describe the interstate pipeline infrastructure that setves the California market.
The interstate pipeline infrastructure that includes the California matket for delivered supplies
of natural gas is a highly competitive market. Ms. Corman discusses the intetstate pipeline
infrastructure to the California market in greater detail. In summary, the pipelines that setve
this market include GTN, which delivers Canadian supplies to the matket, Ketn River Gas
Transmission Company (“Kern”) which brings natural gas from the Rocky Mountain basin, El
Paso, which brings gas from the San Juan and Permian Basins, and Transwestern, which
transports supplies primarily from the San Juan and Permian Basins. Transwestern and El
Paso also have access to Rocky Mountain supplies via intetconnections with two interstate
pipelines, Northwest Pipeline Corporation (“NWPL”) and TransColorado Gas Transmission
Company (“TransColorado”). In addition, Questar Southern Trails Pipeline Company brings
gas from the Rocky Mountain basin and delivers at Topock, CA into Sempra Utilities’
pipelines. Exhibit No. TW-33, prepared by Ms. Corman, provides the capacity of each of these

pipelines.

California 2005 Integrated Energy Policy Report, Appendix I, November 2005, p. A-8.
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You stated that the value of pipeline capacity to the California market has been
declining. Please explain how you determine the value of pipeline capacity.

As I have discussed previously, the market for pipeline capacity is highly competitive and
pipelines serving the California market in particular are price takers. The price of gas in the
supply basins and the price at the California border are set based on the supply and demand
for gas in these markets. Under these market dynamics, the maximum value of the intetstate
pipeline capacity serving the region is the difference between the market value of gas at the
supply basin and the market value of the gas at the market area. Exhibit No. TW-70 provides
the annual average daily price of gas in the San Juan Basin, the California border (SoCal) price
and the differential between these price locations. The differential represents the maximum
value that the market should be willing to pay for interstate pipeline capacity and all associated
fuel costs between these two points. As is illustrated in Exhibit No.

TW-70, in 2006, the average basis differentials between the San Juan and Permian Basins and
the California border have been $0.29 and $0.21, respectively. These differentials are
considerably less than the maximum resetvation rates on the Transwestern and El Paso
pipelines, indicating the need for pipelines to offer discounts on these paths of capacity to
encourage customers to commit to capacity contracts.

Please explain why the basis between the California market and the onshore supply
basins has been declining.

The declining basis between the California market area and the supply regions that serve this
market is the result of two market dynamics 1) the price of gas in the supply tegion, and 2) the
demand for gas in the market area. The California market is setved by gas supplies from the

San Juan and Permian Basins and from the Rocky Mountain region, in addition to westetn
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Canadian supplies. As gas demands in other regions of the U.S. have increased, the ptice of
supplies in the production areas have also increased, reducing the value of pipeline capacity
between these basins and the California market and increasing the pipelines’ tisk of undet-
recovery. For example, SoCal stated that “uneconomic price spreads between the California
border and the Pérrnian Basin result in a monthly utilization rate ranging from 39% to 67% on
a primary flow basis for the SoCal core capacity with assigned Permian Basin receipt point
rights. Therefore, in the Precedent Agreement for New TSAs, SoCal has focused on
contracting for mote capacity from the San Juan Basin.”"* Exhibit No.

TW-70 illustrates the increase in prices in these tegions.

What are the implications for interstate pipelines?

As was the case with SoCal, other shippers will not be willing to contract for intetstate pipeline
capacity that result in a total delivered price of supply that exceeds the price at the California
border. Therefore, the differential between the market atea price and the supply basin price
will become a cap on the rate that pipelines will be able to obtain for interstate pipeline
capacity.

Do the pipelines in the California market face greater risk than pipelines in other
markets?

Yes. Pipelines that were constructed with California as the primary market area are subject to
significantly higher risk than pipelines serving other regions of the country. The greatest
exposute for pipelines operating in this region is supply basin risk and recontracting risk
stemming largely from the supply-demand imbalance. As shippets’ contracts expire, pipelines

in this region are exposed to competition from other pipelines and capacity telease options that

SoCalGas Advice No. 3443, California Public Utility Commission, Docket N0.04-09-022, December 22, 2004.
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are available to customers that seek to recontract for capacity. In addition, the excess capacity
in the region provides customers with the option of purchasing flowing gas supplies at the
California border and reducing their capacity contracts back to the supply regions.

How will LNG projects affect the market for pipeline capacity in this region?

The projects in the Southwest region of the United States have the potential to displace
supplies from some traditional supply sources. These LNG projects pose a significant threat
to interstate pipelines serving the California matket and potentially the Arizona market.
Pipelines that face extensive contract renewals in the short term face the tisk of losing shippets
to the new LNG projects coming on-line in 2007 through 2009.

Have Southwest pipelines seen evidence of the threat of LNG?

Yes. In the near term, LNG poses the greatest threat to pipelines in the Southwest largely due
to recontracting concerns. As has been discussed previously, thete are five LNG projects that
have been approved or proposed on the West Coast that could provide as much as 6.4 Bef/day
of supply to the Southwest market areas. In the past year, as shippets’ capacity contracts
expire, shippers in this region have demonstrated the intention to keep their supply options
open, shortening contract terms or acquiring longer-term release capacity at deep discounts.
Industry analysts have suggested that the addition of the Sempra LNG facility on the coast of
Mexico will bring up to 1.3 Bef/day to notthern Mexico and the Southern California market,

potentially driving additional San Juan Basin supplies out of the California market.'®

16

“Southwest to Need More Pipe Capacity” Plasts, August 11, 2006.
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How is the recontracting risk of the Southwest pipelines different than that of pipelines
operating in other regions?
In addition to the types of risks that all interstate pipelines ate exposed to in general, pipelines
serving the California market have increased risk due to the CPUC’s 2004 Otder Instituting
Rulemaking (“OIR”). In 2004, the CPUC opened a proceeding to ensute reliable, long-term
supplies of natural gas to the State of California. The issues to be addtessed in the Otrder
Instituting Rulemaking (“OIR”) were divided into two phases. Phase 1 primarily dealt with the
amount of interstate capacity SoCal and other California LDCs wete requited to hold and
sought to establish a pre-approval process to allow the LDCs greater flexibility and
responsiveness in dealing with intetstate capacity decisions."” In the Phase I order, the CPUC
stated its preference that the LDCs develop diversified pipeline capacity portfolios. The ordet
also granted authority to SoCal and Pacific Gas & Electtic (“PG&E”) to negotiate reduced
amounts of capacity and to terminate expiting contracts with Transwestern and El Paso:
“Diversified interstate pipeline capacity portfolios, with staggeted terms, maximizes
opportunities to benefit core customers with enhanced supply reliability and gas
price stability. Subject to the Commission review process discussed below, we
grant the utilities authority to negotiate reduced amounts of capacity and to
terminate the expiring contracts with El Paso, Transwestern Pipeline Company,

LLC (Transwestern), and Gas Transmission Northwest Cotporation (GTNC) in

7 Phase 2 of this proceeding will consider issues regarding operational balancing agreements, gas quality

specifications and utility infrastructure, including intrastate transmission capacity and firm receipt point capacity
on SoCal’s intrastate system.
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conjunction with preserving the utilities’ rights of first refusal for firm capacity on
these interstate pipelines.”®

Has the CPUC provided any guidance on the term of interstate capacity contracts?
The CPUC has stated that it encourages staggeting the termns of capacity contracts within the
LDCs’ capacity portfolios. In addition, the CPUC has imposed a contract term limit of three
years for any capacity contract that can be processed under its pte-approval procedures.

What effect will the term Hmits on pre-approved capacity contracts have on the risk to
interstate pipelines?

The risk to interstate pipelines from shortet tetm contracts will increase based on the term
limits established by the CPUC. While the term limit established by the CPUC is not a cap on
the duration of all contracts, the limit, taken in conjunction with the CPUC’s stated prefetence
for staggered contracts, will undoubtedly shape the contracting practices of the LDCs gnd
shorten the term of capacity contracts. A movement toward shotter capacity will have a
significant effect on Transwestern in the next three years. As is discussed in greater detail in
the testimony of Ms. Corman, over the next three years, Transwestern will need to renegotiate
contracts for 50% of the capacity on its system.

Please explain the risk that has been created by the CPUC’s order for interstate
pipelines.

The CPUC’s order has significantly increased the risk to interstate pipelines operating in

California, specifically the Transwestern, El Paso and GTN pipelines, on which the CPUC has

authorized the LDCs to tutn back expiring capacity contracts. Based on the timing of the

18

California Public Utility Commission, Order Instituting Rulemaking to Establish Policies and Rules to Ensure
Reliable, Long-Term Supplies of Natural Gas to California, Decision 04-09-022, September 2, 2004.
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contract expirations, Transwestern may face the greatest tisk from the CPUC’s mandate. The
risk associated with recontracting this quantity of capacity is greater than the risk faced by any
other pipeline in Transwestern’s market region. Furthermore, of this capacity, the CPUC
granted SoCal and PG&E authotization to turnback substantial capacity on Transwestern.
Do Southwest shippers have access to markets other than California?

The California market is the largest market for most Southwest pipelines. Howevet, El Paso
and Transwestern have access to markets in New Mexico and Arizona. In addition,
Transwestern has access to markets in West Texas where Transwestern interconnects with
other pipelines.

Are pipelines exposed to similar risks in the New Mexico and Arizona markets as in
the California market?

The Arizona and New Mexico markets for natural gas are growing and thete is increased
demand for pipeline capacity in this region. In December 2003, the Atizona Cotpotration
Commission (“ACC”) issued its Policy Statement Regarding New Natural Gas Pipeline and
Storage Costs. In this statement the ACC recognized the need for additional natural gas
infrastructure to meet current and forecasted demand. Pipelines setrving these markets will also
be exposed to supply tisk as LNG facilities ate brought on line in the west; however, increases
in supply will be somewhat offset by the demand growth. These markets ate projected to be
the growth opportunity for gas supplies from the San Juan and Permian Basins.

Compared to pipelines in other regions, are pipelines operating in the Southwest
market exposed to more or less business risk?

The Southwest region is currently a high risk business environment for interstate pipelines

compatred to other market areas in the United States. Approximately one-thitd of the capacity
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built to serve the California natural gas market, the major market in this region, is not currently
needed to meet the current demand for delivered sufxplies of natural gas. Pipelines operating
in this market are further threatened by the expected neat-term development of LNG projects
that may make pipeline transportation from the mid-continent supply soutces to the Southwest
less attractive options for major shippers such as LDCs. Even before the first LNG project
takes its first delivery, California LDCs are structuring their supply contracts to enable them to
take advantage of this new supply source. Diversiﬁcaﬁon of supply and pipeline transportation
options has been authorized and endorsed by the CPUC. These market dynamics make the
California market extremely high risk as compated to othet markets actoss the continent.

How does the Southwest market compare to Northeast or Midwest markets?

Banc of Ametica Secutities analysts have indicated in a recent study' that the pipelines in the
Southwest market are exposed to greater tisk than the Northeast and Midwest market areas. In
the Northeast, excluding Tennessee Gas Pipelinezo, pipelines are cutrently well contracted and
expecting moderate contract roll-offs in 2006 and 2007.*' In the Southwest market, analysts
have stated that of the 20 pipelines reviewed in the study, “Transwestern and El Paso Natural
Gas systems, in our opinion, face the greatest challenges and tisks to earnings and cash flows
over the near and medium term. SUG is most exposed, and we see $0.15 to $0.20 per share at

tisk over the 2005 to 2007 period as a result.”””

19

20
21

22

“All Pipes Are Not Created Equal, A Comprehensive Review of 20 Major US Natural Gas Pipelines” Banc of
America Securities, June 14, 2005.

Ibid p.16.

Ibid.

Ibid.
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XI. TRANSWESTERN SPECIFIC BUSINESS RISK
Please describe the market areas served by Transwestern.
The market areas served by Transwestern are addressed in detail in the testimony of Ms.
Corman. In general, Transwestern’s largest matket area and the market area that the pipeline
was originally designedvto serve is the California market. As is discussed by Ms. Corman, this
market represents 54% of Transwestern’s reservation revenues and 38% of contract levels. As
Transwestern’s capacity commitments in the California market have declined, Transwestern
has sought ways to supplement its revenue and has developed eastern and other Southwestern
markets. The next largest markets setved by Transwestern are the eastern markets, which are
off-system and are dependent on other pipeline interconnecté ; these markets contribute of
34% of Transwestern’s reservation revenues and 38% of contract levels. The New Mexico
market area makes-up 10% of Transwestern’s teservation revenues and 23% of contract levels.
Finally, the Arizona market makes up 2% of reservation revenues and 1% of firm contract
levels.
You indicated earlier that the FERC’s maximum recourse rate structure and market
dynamics place price risk on the pipelines. Do the dynamics in Transwestern’s market
regions require Transwestern to assume price risk?
Yes. Transwestern is a price taker, particulatly in California, its largest market. Since there is a
growing demand for natural gas across the continent, price in the supply basins is set by the
competitive market. Natural gas will flow to the shippers and market areas that will pay the
highest prices. Shippers will therefore pay the market clearing price for supplies in the supply
region. Shippers will then choose the pipeline that offers the least cost alternative to move

their gas supplies to market. Since there is a surplus of capacity to meet the demand in
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California, Transwestern and the other pipelines serving this market compete on price and
terms to contract with shippers to provide transportation setvice.

You have discussed the risks of the pipeline industry. Does Transwestern face these
same business risks?

Transwestern faces the same general risks as other pipelines: supply competition, ratemaking,
general service, demand and shipper creditworthiness tisk.

Please discuss Transwestetn’s exposure to supply risk.

As I have discussed previo;lsly, national shifts in the source of supply can change the business
risks to which a pipeline is exposed. As new LNG terminals come online in the West,
Transwestern’s share of the Southwest market may continue to erode as customers divetsify
their portfolios and include this new resource. The results of recent recontracting efforts
suggest that shippers are keeping their options open to new supply soutces by enteting into
shorter term contracts.

Please discuss Transwestern’s exposure to ratemaking risk.

In order to retain and attract customets, Transwestern has negotiated discounted rates for a
significant amount of the capacity on both the east and west areas of the pipeline. Under
ordinary circumstances, a pipeline’s exposure to lost tevenue tesulting from discounts is a
temporaty exposure that can be adjusted in the company’s next rate filing when the company’s
revenue requirement and rates are adjusted. However, as greater percentages of the pipeline
capacity is contracted at fixed rates that are less than the maximum recourse rate, as is the case
with Transwestern, it becomes increasingly more difficult to achieve the company’s allowed

return.
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What is Transwestern’s exposutre to general service risk?

Transwestern is exposed to all the same general service related risks that are present in the
interstate pipeline industry, including uncontracted capacity, discounted rates and shott term
contracts. While all pipelines face these risks on an ongoing basis, the greatest exposute to
these risks is when the pipeline’s contracts with existing shippers are expiring. Transwestern
has significantly greater exposure to recontracting risk than its competitors in the Southwest
region.

How does Transwestetn’s recontracting exposute compare to its majot competitots,
Kern and El Paso?

Exhibit No. TW-71 provides a summary of the expiting capacity on Transwestetn, El Paso and
Kern. Over the next three years, 50% of Transwestern’s mainline west capacity has contracts
that are expiring as compared to 25% of El Paso’s capacity. Kern is essentially fully contracted
during this time period” and will not experience its first significant capacity roll-off until 2011,
when 11% of its capacity contracts will expire.

Does Transwestern have any recent recontracting history to suggest that it faces
increased exposure due to near-term contract expirations?

Yes. Recent recontracting history in the California market area suggests that Transwestetn
should expect highly competitive negotiations in future recontracting efforts which may result
in uncommitted or discounted capacity. As discussed in detail in the testimony of Ms.
Corman, Transwestern has recently negotiated new contracts with SoCal and PG&E. In 2005,
SoCal had 306,000 Dth/d of capacity that expited. SoCal turned back 106,000 Mcf/d. This

capacity had been effectively rendered uneconomic due to uncompetitive supply pricing from

~

2 In 2008, 6,000 Dth/d or less than 0.1% of the capacity contracts on Kern will expire.
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the Permian basin. The remaining 200,000 Mcf/d was recontracted for terms of 3 and 5 years
at rates that reduce Transwestern’s annual revenue by $17.8 million in the first year and $12.0
mullion in years two and three, $18.4 million in year four and $23 million in year five.
Transwestern negotiated a new contract with PG&E for its capacity of 150,000 MMBtu/d at a
similarly discounted reservation rate of $0.30. The term of this agreement is three years.
What conclusions can be drawn from these recontracting expetiences?

While Transwestern was successful in recontracting some portion of the SoCal capacity and all
of the PG&E capacity, the tetms of these contracts demonstrate a high degree of competition
in the Southwest market for interstate pipeline capacity. These two contracting experiences
highlight the price and demand risk that are inherent in the Southwest markets and the
exposure that Transwestern faces over the next three yeats as 50% of its western capacity
contracts expite.

How would you compare Transwestern’s business risk to that of its competitors?
Transwestern has considerably greater exposute to business risk than its competitors. As I
have discussed, market dynamics and recontracting risk are the most significant risks facing
interstate pipelines. With significant excess capacity, the Southwest market for pipeline
capacity is a buyer’s market. Therefore, pipelines facing recontracting decisions are at risk of
increased levels of uncommitted capacity. Over the next three years, Transwestern is exposed
to the highest levels of recontracting risk in the Southwest region.

Does this conclude your prepared direct testimony?

Yes, it does.
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John J. Reed
Chairman and Chief Executive Officer

John J. Reed is a financial and economic consultant with more than 25 years of experience in the energy
industry. Mr. Reed has also been the CEO of an NASD member securities firm, and Co-CEO of the nation’s
latgest publicly traded management consulting firm (NYSE: NCI). He has provided advisory services in the
areas of mergers and acquisitions, asset divestitures and purchases, strategic planning, project finance,
corporate valuation, energy market analysis, rate and regulatory matters and energy contract negotiations to
clients across North and Central America. Mr. Reed’s comprehensive experience includes the development
and implementation of nuclear, fossil, and hydroelectric generation divestiture programs with an aggregate
valuation in excess of $20 billion. Mr. Reed has also provided expert testimony on financial and economic
matters on morte than 125 occasions before the FERC, Canadian regulatory agencies, state utility regulatory
agencies, vatious state and federal courts, and before arbitration panels in the United States and Canada.
After graduation from the Wharton School of the University of Pennsylvania, Mr. Reed joined Southern
California Gas Company, whete he worked in the regulatory and financial groups, leaving the firm as Chief
Economist in 1981. He served as executive and consultant with Stone & Webster Management Consulting
and R.J. Rudden Associates prior to forming REED Consulting Group (RCG) in 1988. RCG was acquired
by Navigant Consulting in 1997, where Mr. Reed served as an executive until leaving Navigant to join CEA as
Chairman and Chief Executive Officer.

REPRESENTATIVE PROJECT EXPERIENCE

Executive Management

As an executive-level consultant, worked with CEOs, CFOs, other senior officers, and Boards of Directors of
many of North America’s top electric and gas utilities, as well as with senior political leaders of the U.S. and
Canada on numerous engagements over the past 20 years. Directed metger, acquisition, divestiture, and
project development engagements for utilities, pipelines and electric generation companies, repositioned
several electric and gas utilities as pure distributors through a series of regulatory, financial, and legislative
initiatives, and helped to develop and execute several “roll-up” or market aggregation strategies for companies
seeking to achieve substantial scale in energy distribution, generation, transmission, and marketing.

Financial and Economic Advisory Services

Retained by many of the nation’s leading energy companies and financial institutions for setvices relating to
the purchase, sale or development of new enterprises. These projects included major new gas pipeline
projects, gas storage projects, several non-utility generation projects, the purchase and sale of project
development and gas marketing firms, and utlity acquisitions. Specific services provided include the
development of corporate expansion plans, review of acquisition candidates, establishment of divestiture
standards, due diligence on acquisitons or financing, market entry or expansion studies, competitive
assessments, project financing studies, and negotiations relating to these transactions.

Litigation Support and Expert Testimony

Provided expert testimony on more than 125 occasions in administrative and civil proceedings on a wide
range of energy and economic issues. Clients in these matters have included gas distribution utilities, gas
pipelines, gas producers, oil producers, electric utilities, large energy consumers, governmental and regulatory
agencies, trade associations, independent energy project developers, engineering firms, and gas and power
marketers. Testimony has focused on issues ranging from broad regulatory and economic policy to virtually
all elements of the utility ratemaking process. Also frequently testified regarding energy contract
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interpretation, accepted energy industry practices, horizontal and vertical market power, quantification of
damages, and management prudence. Have been active in regulatory contract and litigation matters on
virtually all interstate pipeline systems serving the U.S. Northeast, Mid-Atlantic, Midwest, and Pacific regions.

Also served on FERC Commissioner Terzic’s Task Force on Competition, which conducted an industry-wide
investigation into the levels of and means of encouraging competition in U.S. natural gas markets.
Represented the intetests of the gas distributors (the AGD and UDC) and participated actively in developing
and presenting position papers on behalf of the LDC community.

Resource Procurement, Contracting and Analysis

On behalf of gas distributors, gas pipelines, gas producers, electric utilities, and independent energy project
developers, personally managed or participated in the negotiation, drafting, and regulatory support of
hundreds of energy contracts, including the largest gas contracts in North America, electric contracts
representing billions of dollars, pipeline and storage contracts, and facility leases.

These efforts have resulted in bringing large new energy projects to market across North America, the
creation of hundreds of millions of dollats in savings through contract renegotiation, and the regulatory
approval of a number of highly contested energy contracts.

Strategic Planning and Utility Restructuring

Acted as a leading participant in the restructuting of the natural gas and electric utility industries over the past
fifteen years, as an adviser to local distribution companies (LDCs), pipelines, electric utilities, and independent
energy project developers. In the recent past, provided services to many of the top 50 utilities and energy
marketers across North America. Managed projects that frequently included the redevelopment of strategic
plans, corporate teorganizations, the development of multi-year regulatory and legislative agendas, merger,
acquisiion and divestiture strategies, and the development of market entry strategies. Developed and
supported merchant function exit strategies, marketing affiliate strategies, and detailed plans for the functional
business units of many of North America’s leading utilities.

PROFESSIONAL HISTORY

Concentric Energy Advisors, Inc. (2002 — Present)
Chairman and Chief Executive Officer

Navigant Consulting, Inc. (1997- 2002)

President, Navigant Energy Capital (2000 — 2002)
Executive Director (2000 — 2002)

Co-Chief Executive Officer, Vice Chairman (1999 — 2000)
Executive Managing Director (1998 — 1999)

President, REED Consulting Group, Inc. (1997 —1998)

REED Consulting Group (1988-1997)
Chairman, President and Chief Executive Officer

R.]J. Rudden Associates, Inc. (1983-1988)
Vice President

Stone & Webster Management Consultants, Inc. (1981-1983)
Senior Consultant
Consultant
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Southern California Gas Company (1976-1981)
Corporate Economist

Financial Analyst

Treasury Analyst

EDUCATION AND CERTIFICATION

BS, Economics and Finance, Wharton School, University of Pennsylvania, 1976
. Licensed Securities Professional: NASD Series 7, 63, and 24 Licenses.

BOARDS OF DIRECTORS (PAST AND PRESENT)

Concentric Energy Advisors, Inc.
Navigant Consulting, Inc. '
Navigant Energy Capital

Nukem, Inc.

New England Gas Association
R. J. Rudden Associates

REED Consulting Group

AFFILIATIONS

National Association of Business Economists
International Association of Energy Economists
American Gas Association

New England Gas Association

Society of Gas Lighters

Guild of Gas Managers
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Average Annual Price Price Differential
Year SoCal Permian Average ElPaso EPNB SoCal mmus SoCal minus San
(San Juan) Permian Juan
2000 $6.33 $4.19 $3.86 $2.15 $2.47
2001 $7.78 $3.82 $3.51 $3.96 $4.27
2002 $3.14 $3.08 $2.64 $0.06 $0.50
2003 $5.08 $5.07 $4.55 - $0.01 $0.53
2004 $5.39 $5.32 $5.17 $0.07 $0.22
2005 $7.45 $7.27 $7.07 $0.17 $0.37
2006* $6.18 $5.97 $5.89 $0.21 $0.29

* Source: Gas Daily through September 11, 2006.
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