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Preliminary Statement

1. On February 13, 2006, the Commission issued an “Order Setting Portions of
Pending Complaints for Hearing” which impacted the instant docket as well as Docket
Nos. OR05-4-000, OR05-5-000, OR92-8-025, and OR03-05-000. See Chevron Products
Co. v. SFPP, L.P., 114 FERC 161,133 (2006). In pertinent part, the Commission severed
that part of the complaintsin Docket Nos. OR03-5-000, OR05-4-000 and OR05-5-000
challenging SFPP s North and Oregon Line rates and consolidated them in the instant
docket. Id. at P4. The Commission, further noting that those rates were grandfathered
pursuant to 8§ 1803(b) of the Energy Policy Act of 1992, Pub. L. 102-486, 106 Stat. 2772
(1992), noted that complainants had the burden of proving “that there was a substantial
change in the economic circumstances of the oil pipeline which were the basis for those
rates.” Id. at P 3. It added that they must establish “the substantially changed
circumstances occurred before the date the complaints werefiled.” Id. at P. 4.

2. The parties requested the appointment of a Settlement Judge, and one was
appointed by the Chief Judge on March 16, 2006. See “Order of Chief Judge Appointing
Settlement Judge and Scheduling Settlement Conference.” However, although on April
24, 2006, the Settlement Judge reported that the parties had reached an agreement in
principle, see “ Settlement Judge Status Report,” the partiesfailed to finalize their
agreement and, on May 12, 2006, the Chief Judge terminated the settlement procedures.
See “Order of Chief Judge Terminating Settlement Judge Procedures.” Originally
assigned to another presiding judge who subsequently left the Commission, the matter was
re-assigned to me by the Chief Judge on March 16, 2007. See “ Substitute Designation of
Presiding Administrative Law Judge.”

3. On July 18, 2006, the then presiding judge approved the parties’ stipulation
filed July 10, 2006. The stipulation provided as follows:”

A. SFPP will have no obligation to prepare 2002 or 2005 (or any later period)
cost-of -service studies for the Oregon Line or the North Line on the express

’ Complainants reserved the right to argue that the Commission may order
reparations for periods prior to the filing date of a complaint, whereas SFPP’ s view was
that the Energy Policy Act of 1992 foreclosed reparations for the period prior to thefiling
date of a complaint that challenged rates grandfathered under that act.
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stipulation that these costs of service and related volumes, revenues, and rate design
are not required for any purpose in this case.

B. For complaintsfiled in 2003, SFPP waives the right to claim that Staff or
Complainants failed in their burden of proof or in claims for reparations because
they used 2003 calendar year cost-of-service data for the Oregon Line and the
North Line rather than cost-of-service datafor the 12-month period immediately
preceding the date of the complaint. For complaintsfiled in 2004, SFPP waives the
right to claim that Staff or Complainants failed in their burden of proof or in their
claim for reparations because they used 2004 calendar year cost-of-service data for
the Oregon Line and the North Line rather than cost-of-service data for the 12-
month period immediately preceding the date of the complaint. SFPP waives the
right to argue that the use of calendar year 2003 and 2004 data modifies or
otherwise forecloses the right of any Complainant to receive reparations calcul ated
from at least the filing date of such complaints, if reparations are ordered.

C. Cost-of-service, volumes and revenue presentations for years 2003 and 2004
will servefor all purposes for both (a) calculation of a*“substantial change’ in
“economic circumstances’ of SFPP’ s North Line and Oregon Linerates at issuein
this proceeding under Section 1803(b) of the Energy Policy Act of 1992 (“EPAct");
and (b) a determination of whether the North Line and Oregon Line rates at issue
are “just and reasonable” under the Interstate Commerce Act (“ICA™) and Section
1803(b) of the EPAct. The ultimate burden of persuasion with respect to (a)
whether a“substantial change” in “economic circumstances’ underlying SFPP's
rates has occurred, and (b) a determination of whether the rates are “just and
reasonable” under the ICA and Section 1803(b) of the EPAct remains that of
Complainants and Staff.

D. The burden of production and of persuasion with respect to any income tax
allowance remains that of SFPP, as set forth in the Policy Statement on Income Tax
Allowances, 111 FERC {61,139 (2005) (“Policy Statement™), assuming, arguendo,
that the Policy Statement survives challenge as being inconsistent with the decision
of the Court of Appealsin BP West Coast Productsv. FERC [374 F.3d 1263 (DC.
Cir. 2004), cert. den., 544 U.S. 1043 (2005)]. Staff and other participants are not
restricted in any way from gathering and presenting evidence about the appropriate
Income tax allowancesin this case.

E. Impasse occurred with respect to a stipulation relating to whether the
costs-of -service found by the Commission in the Phase | decisionsin OR96-2
would suffice, without further evidence, to show the “economic basis’ of the
Oregon and North Line rates for the “basis year,” if any, and for 1992. Therefore,
discovery will be pursued by one or more complainants on the subject.
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F. Staff and all parties reserve the right to contest in whole or in part the costs
of service and related data to be provided by SFPP, L.P. pursuant to this stipulation.
SFPP reserves the right to contest in whole or in part the costs of service and
related data provided by Staff or other parties.

4, On September 5, 2006, at the request of the parties, the Chief Judge suspended the
procedural schedule pending aruling by the United States Court of Appealsfor the
District of Columbia Circuit in ExxonMobil Oil Corp. v. FERC, Case No. 04-1102, et al .2
See “Order of Chief Judge Suspending Procedural Schedule.”

5. On June 14, 2007, the parties requested that the Chief Judge continue the
suspension until October 18, 2007. The following day the Chief Judge issued an order
continuing the suspension until October 16, 2007. See “Order of Chief Judge Continuing
Suspension of Procedural Schedules.”

6. On July 12, 2007, at the request of the parties, the settlement judge procedure was
re-ingtituted. See “Order of Chief Judge Designating Settlement Judge and Scheduling
Settlement Conference.” However, this attempt to reach an amicable settlement also
failed, and the settlement judge procedure was terminated by the Chief Judge on October
11, 2007. See“Order of Chief Judge Terminating Settlement Judge Procedures and
Reinstating Procedural Schedule.”

7. BP West Coast Products LLC and ExxonMobil Oil Corporation, (jointly “Indicated
Shippers’) on October 16, 2007, requested that the following two questions be certified to
the Commission:

(1) Arethe 1992 rates that underlie the present rates of either or
both of SFPP' s North and Oregon Line already “de-grandfathered,” such
that it is unnecessary to try that issue again before Your Honor? If not, will
the Commission call upon Y our Honor to decide this question as of 1996,
not just 2003 and 20047

(2)  Will the 2003 and 2004 complaints be reconsolidated by the
Commission, so that before Y our Honor will also be SFPP' s current rates on
the West and East Line, not just the current rates on SFPP' s North and
Oregon lines?

After answers werefiled, | denied the Motion on November 1, 2007. See “Order Denying
Motion to Certify Two Questions to the Commission.”

® The case was decided on May 29, 2007. See ExxonMobil Qil Corp. v. FERC, 487
F.3d 945 (D.C. Cir. 2007).
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8. Concerned about the magnitude of the protected material which was being pre-filed
by the parties, on December 20, 2007, | scheduled an oral argument for April 14, 2008, for
the purpose of addressing those concerns. See “Order Scheduling Oral Argument.”

0. On January 30, 2008, SFPP filed a“Motion . . . to Compel BP West Coast Products
LLC, ExxonMobil Oil Corporation, ConocoPhillips Company, Chevron Products
Company, Ultramar Inc., and Vaero Marketing and Supply Company to Fully Respond to
Data Requests.” An answer to the Motion was filed by BP West Coast Products LLC,
ExxonMobil Oil Corporation, ConocoPhillips Company, and Chevron Products Company,
on February 5, 2008. Ultramar Inc. and Valero Marketing and Supply Company, on that
same date, filed a“Motion for Approval of Stipulation Regarding Movements of Refined
Petroleum Products,” in response to the Motion. After a February 7, 2008, oral argument,
| denied both motions. See “Order Denying Motion to Compel, Motion for Approval of
Stipulation, and Striking Issue from Preliminary Statement of 1ssues,” issued February 8,
2008.° In addition, as SFPP was relying on its claim that the Commission’ s jurisdiction
over the subject transactions was at issue here, but had failed to raise that issuein its
answers until October 2007, | held that that issue was not before me. Id.

10. By order issued February 13, 2008, | struck portions of Exhibit No. BPX-15 which
consisted of statements of Counsel rather than testimony of awitness. See “Order Striking
Counsel’s Statements from Pre-Filed Testimony.”

11.  OnApril 15, 2008, after the submission of briefs and the April 14, 2008, oral
argument, | dissolved the protective order insofar as it protected any evidence or testimony
which would be introduced at the hearing scheduled to begin on April 29, 2008. See
“Order, in Part, Dissolving Protective Order and Striking Testimony.” In addition, |

struck gratuitous statements of counsel from Exhibit Nos. BPX-15, and BPX-21.

12. By order issued April 28, 2008, | granted the requests of SFPP and Staff for leave
to revise previously pre-filed testimony. See“Order Granting Motions for Leave to File
Testimony.” On that same day, | denied amotion filed by BP West Coast Products LLC
and ExxonMobil Oil Corporation “for Decision on Whether SFPP Is Not Entitled to an
Income Tax Allowance as a Matter of Law.” See “Order Denying Motion for Decision on
Whether SFPP Is Not Entitled to an Income Tax Allowance as a Matter of Law.”

13.  BP West Coast Products LLC and ExxonMobil Oil Corporation, on April 25, 2008,
fileda“Motion . . . for Leave to Tender Portions of Tax Returns with Testimony of
Christopher P. Sintetos,” which | denied on April 28, 2008. See “Order Denying Motion
for Leave to Tender Portions of Tax Returns,” issued on April 30, 2008.

® On February 21, 2008, | denied SFPP' s February 20, 2008, “Motion to Permit
Interlocutory Appeal.”
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14.  Staff, on April 28, 2008, filed a“Motion in Limine,” which | denied on that same
day. See“Order Denying Motion in Limine.”

15.  After the April 29, 2008, oral argument, | issued an order striking certain issues
from the April 17, 2008, Final Statement of 1ssues because they constituted a collateral
attack on Commission policy. See “Order Striking Issues and Combining Issues.”

16. Thehearing began on April 29, 2008, and lasted until May 9, 2008. At the hearing
14 witnesses testified and 304 exhibits were admitted into evidence.’® At the end of the
hearing, the parties agreed that the issues for decision were as follows:

l. Grandfathering under the EPAct: Whether there has been a
substantial change in the economic circumstances which were a basis for SFPP's
North and Oregon Line rates in effect during the twelve (12) months prior to
October 24, 1992 (“grandfathered rates’) thus removing their “grandfathered”
status under the EPACct?

A. Must any decisions on cost[-]of[-]service issues be made if it
Isfound that SFPP' s North and Oregon Line rates remain grandfathered?

B. If the North and Oregon Lineratesin effect in 1992 are still
grandfathered, can the rates be lowered beyond the 1992 level ?

. Burden of Proof: Which party or participant bears the burden of proof
on the issues including the Income Tax Allowance and Indexed Incremental Rate
Increase Issuesin this proceeding?

1. Allowed Return: For each complaint year and for the test year used
to determine rates—

A.  What isthe appropriate rate base?
B. What is the appropriate starting rate base?
C. What is the appropriate inflation-adjusted deferred return?

D.  What isthe appropriate methodol ogy for calculating each
year’s deferred return?

19 Two other exhibits offered into evidence were rejected.
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E. What is the appropriate amortization rate and amortization
period?

F. What is the appropriate treatment of ADIT?
G.  What isthe appropriate capital structure?

H. What if any are the appropriate Purchase Accounting
Adjustments?

l. What is the appropriate cost of debt?

J. What is the appropriate methodology for deriving arate of
return on equity?

1. What is the methodology for applying the Dividend
Yield formula (dividend divided by stock market price equals return on equity) if
Master Limited Partnerships are included in the proxy group?
2. What are the appropriate Growth Factors to use?
K. What is the appropriate rate of return on equity?

L. What is the appropriate place in the proxy group for members
of the group used in DCF method for determining the rate of return on equity?

IV. Income Tax Allowance: For each complaint year and for any test
year used to determine rates—

A. Struck

B. Whether SFPP is entitled to any income tax allowance based
on substantial evidence of record?

C. Struck
D.  What isthe appropriate income tax allowance?
1 What is the taxable income (the dollars that are

multiplied by the income tax rate to calculate an income tax allowance in the cost|[-
]of[-]service) of SFPP?
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2. What is the appropriate income tax rate (to be
multiplied by taxable income in order to calculate an income tax allowance) under
the Policy Statement on Income Tax Allowances?

E. What is the appropriate treatment of ADIT?

F. Whether the over-funding of SFPP's ADIT account should
result in offsets to its income tax allowance or be refunded to shippers as a matter
of law?

G.  Whether any over-funding of SFPP's ADIT account should
result in offsets to its income tax allowance or be refunded to shippers based on
substantial evidence of record?

H.  Whether full tax depreciation must be taken as an offset to
SFPP' sincome tax allowance, if any, rather than “booked” to an ADIT account?

l. How to determine the “taxable income” of SFPP for purposes
of determining the component for an income tax allowance under the Policy
Statement on Income Tax Allowances.

J. How to determine the “taxable income” of the relevant
partners for purposes of the component on income taxes, including the
reclassification of categories of partners, the question of whether allocations of
income to the Kinder Morgan Energy Partners general partner should be excluded
because it is a management fee, and the question of whether passive loss carry
forwards, 743-B depreciation, and tax credits can be ignored in the calculations,
each of which operates to lower the amount of “taxable income” flowed through
from the Kinder Morgan Energy Partners partnership.

K. Struck
L. Struck

V. Operation and Maintenance Expenses. For each complaint year and
for the test year used to determine rates—

A.  What isthe appropriate alocation of general and
administrative expenses?

B. What is the appropriate depreciation expense?
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C. What are the appropriate allocation factors for investment and
operating expenses?

D.  What isthe appropriate development and allocation of
environmental remediation expenses?

E. What is the appropriate development and allocation of
litigation expenses?

F. What is the appropriate fuel and power cost?

G. What reserves, if any, for projected future costs can be
included in the cost[-]of [-] service?

VI.  Throughput volume: For each complaint year and for the test year
used to determine prospective rates, what is the appropriate throughput volume
level ?

VII. Just and reasonable rates. What are the just and reasonable rates that
SFPP should be allowed to charge?

VIII. Remedies:
A.  Arecomplainants entitled to reparations in this proceeding?
B. What is the appropriate level of reparations?

C. Does EPAct prevent reparations from being awarded to a
complainant for the period prior to the date on which the complainant filed its

complaint?

D. Isit permissible under the Interstate Commerce Act and
Commission precedent for a complainant to recover reparations related to barrels it
has not shipped?

17. Theomission of any discussion or argument raised by the parties herein does not
indicate that it has not been considered. Rather, such matters are found to beirrelevant,
immaterial, and/or without merit. In addition, any arguments made on brief which were
not supported by reference to evidence in the record or to legal precedent were given no
weight. Finally, the testimonial evidence in this case was limited to factual statements of
witnesses. Legal argument, conclusions of fact, conclusions of law, and supposition are
not evidence and were given no evidentiary weight in this decision.
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SUMMARY OF THE EVIDENCE
A. MATTHEW P. O'LOUGHLIN

18. Matthew P. O’ Loughlin (“O’Loughlin™) isaPrincipal of The Brattle Group, an
economic and management consulting firm. Exhibit No. CC-1 at p. 4. He submitted
testimony on behalf of Chevron Products Company (“ Chevron™) and ConocoPhillips
Company (“ConocoPhillips’) (jointly “CC Shippers’) to evaluate the reasonableness of
SFPP's Commission-jurisdictional rates for its interstate movements on SFPP’ s North
Lineand Oregon Line. Id. at p. 5.

19.  O’Loughlin’stestimony began with a discussion of SFPP' s capital structure. Id. at
p. 7. Inits 2003 cost-of-service data for the North and Oregon Lines, O’ Loughlin
explained, SFPP calculated a capital structure of 45.93% equity and 54.07% debt. Id. He
agreed with SFPP’ s use of its ultimate parent company, Kinder Morgan Energy Partners,
L.P.’s (“Kinder Morgan”) capital structure,™* but disagreed with its calculation of Kinder
Morgan's December 31, 2003, capital structure, stating that it should be adjusted for
purchase accounting adjustments, which would result in a capital structure of 42.37%
equity and 57.63% debt. Id. at pp. 7-8. According to him, it is necessary to remove the
purchase accounting adjustments from Kinder Morgan’s regulated assets if they are
included because they may cause the account balances to no longer reflect the original
costs of the regulated assets, which should not be permitted for ratemaking purposes. |d.
at p. 8. SFPP srate base, O’ Loughlin continued, should not include artificial increasesin
assets due to acquisitions. 1d.

20.  O'Loughlin explained that he made four adjustments to Kinder Morgan’s reported
equity as of December 31, 2003. Id. First, he said he removed an increase in equity due
to a purchase accounting adjustment when Kinder Morgan acquired SFPP; second and
third, he claimed that he added an amount in equity to offset negative purchase accounting
adjustments when Kinder Morgan acquired Trailblazer Pipeline Company (sometimes
“Trailblazer”) and Kinder Morgan Interstate Gas Transmission; and lastly, he noted that
he removed an amount in equity due to Kinder Morgan’s acquisition of Calnev Pipe Line.
Id. at pp. 8-9.

21.  O’Loughlin asserted that he also adjusted SFPP' s capital structure asit relates to its
Deferred Return and Allowance for Funds Used During Construction. 1d. at p. 10. Prior
to 2000, he stated, SFPP controlled its own financing, had its own debt outstanding that

1t is appropriate, according to O’ Loughlin, to use Kinder Morgan’s structure
because it provides financing for SFPP' s operations, its capital structure represents the
amount of debt and equity it has chosen given current market conditions, and it has a
similar capital structure to four proxy oil pipelines used by SFPP to calculate return on
equity. Exhibit No. CC-1 at p. 8 & n.10 (citing Exhibit No. CC-7).
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was not secured by Kinder Morgan, and used its own capital structure. Id. O'Loughlin
also said that he used Kinder Morgan’s capital structure, adjusted for purchase accounting
adjustments of its regulated companies, from 2000 to 2002, the period during which
Kinder Morgan controlled SFPP. Id. These adjustments, O’ Loughlin noted, which result
in 56.78% equity for 2000, 53.59% equity for 2001, and 44.68% equity for 2002, affect
SFPP' s Deferred Return and Allowance for Funds Used During Construction balancesin
O’ Loughlin’s 2003 cost-of-service. 1d.

22.  The appropriate cost of debt for SFPP' s North or Oregon Line costs of service,

O’ Loughlin submitted, is Kinder Morgan’s cost of debt. 1d. While O’ Loughlin said that
Kinder Morgan's December 31, 2003, cost of debt was 6.15%, he claimed that SFPP used
afigureof 6.77%. ld. The difference between these two figures, according to

O’ Loughlin, occurred because he included long term debt, which Kinder Morgan
considers short-term in nature, as well as bonds which Kinder Morgan considers to be
long-term debt and are used by it in determining its capital structure. Id. at pp. 10-11.

23.  SFPPused a 2003 nominal return on equity of 13.15% and areal return on equity
of 11.27% in preparing its 2003 cost-of -service datafor its North and Oregon lines,

O’ Loughlin explained, which was developed by SFPP witness J. Peter Williamson
(“Williamson”). Id. at p. 12. Williamson applied a modified version of the Commission’s
discounted cash flow (sometimes “DCF’) methodology to a proxy group consisting of a
five-company oil pipeline master limited partnership (sometimes “MLP") sample,
O’'Loughlin stated. Id. at p. 12. O’Loughlininsisted it is necessary to modify this
assumed return on equity because, according to him, the Commission’s DCF methodol ogy
was misapplied in two ways: (1) the distribution yield in the DCF formula was not
adjusted to account for the Commission’s concern that a distribution yield is not the same
asadividend yield; and (2) in contrast with Commission precedent, the Social Security
Administration’s long-term Gross Domestic Product (sometimes “GDP”) forecast was
excluded from the growth calculation. Id. at p. 13.

24.  O’Loughlin said that he corrected Williamson’'s 2003 return on equity calculation,
which assumes that 100% of the oil pipeline' s earnings are paid out as a dividend, creating
aproxy dividend yield that is equal to annual net income per unit divided by the limited
partner unit price. Id. at p. 18. O’Loughlin stated that he excluded the portion of the
distribution that does not represent earnings in calculating the dividend yield. 1d. He said
he used the Institutional Brokers Estimated System (sometimes “IBES’) earnings growth
rates and the Commission-prescribed two-thirds weight in determining the weighted
average growth rate for each of the five MLPsin the proxy group. Id. O’ Loughlin claimed
that his use of the IBES earnings growth rates in conjunction with the assumption that
100% of the earnings are being “dividended” to unitholdersis a conservative approach
that yielded a higher than otherwise rate of return estimate. 1d. He stated that thisis
because retained earnings are a significant factor in determining earnings growth rates, but
the assumption that 100% of the earnings are dividends implies that no earnings are being
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retained and that they are al stable long-term surplus earnings not used for future growth.
Id. Thisresulted in a higher dividend yield, O’ Loughlin added, than were he to assume a
portion was retained to fund future growth. 1d. O’ Loughlin contended that his assumption
that proxy dividends will grow at the IBES earnings growth rates even though no earnings
are being retained is more reasonabl e than Williamson' s assumption that distributions will
grow at the IBES earnings growth rates because there is no basis to assume that MLP
distributions will grow at the assumed rate for MLP earnings. Id.

25.  O’Loughlinindicated that he also altered Williamson’ s long-term Gross Domestic
Product growth rate. Id. at p. 19. While Williamson used two sources, Energy
Information Administration and Global Insight, O’ Loughlin explained that he added the
Socia Security Administration’s long-term GDP growth estimate when calculating the
DCF model’ s growth rate. 1d. O’ Loughlin also alleged that he corrected the Energy
Information Administration growth rate used by Williamson because, according to

O’ Loughlin, Williamson used an incorrect Base Y ear Nominal GDP figure to calculate his
long-term growth rate, causing an overstatement of the implied 2008-2025 annual GDP
growth in the Energy Information Administration forecast. Id. at pp. 19-20. Using the
Commission’s DCF methodology with a proxy dividend yield, O’ Loughlin insisted that
the median nominal rate of return on equity was 11.76% for the five-company proxy
group for the period ended December 31, 2003, with areal rate of return on equity of
9.88%. Id. at p. 20.

26.  O’Loughlin stated that SFPP purportedly calculated itsincome tax allowancein its
2003 cost-of -service data by implementing the weighted income tax rate calculation called
for in the Commission’ s Policy Statement on Income Tax Allowances, 111 FERC 161,139
(2005). Id. at p. 21. O'Loughlin also contended that SFPP made errors when calculating
weights for SFPP’ s six categories of unitholders'? and when determining the federal and
state income tax rates. Id. at p. 22.

27.  According to O’ Loughlin, in devel oping the weights for its proposed tax rates for
the 2003 North and Oregon Line costs of service, SFPP attempted to trace its 2003 taxable
income to its intermediate parent, Kinder Morgan Operating Limited Partnership “D”
(sometimes “OLP-D”), and from OLP-D to Kinder Morgan, and, ultimately, to Kinder
Morgan’s unitholders. 1d. He claimed that SFPP incorrectly implemented the calculation
by incorporating incentive distributions and cal culating the weights for the six unitholder
categories from the taxable income data by attempting to demonstrate how the taxable
income in 2003 was passed along undiminished, and what proportion was allocated to
Kinder Morgan, Inc., and its subsidiaries, and what proportion was allocated to public
investors in Kinder Morgan’s Common Units. Id. at p. 23. Because Kinder Morgan does

120’ Loughlin listed the six categories of SFPP’s unithol ders as Subchapter C
corporations, Individuals, Mutual Funds, Pensions/IRASKeoghs, Unrelated Business
Income Tax Entities, and Non-taxpaying entities. Exhibit No. CC-1 at p. 21.
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not track the separate income of its subsidiaries, such an attempt to trace SFPP-related
income to the partners of Kinder Morgan is only speculative, O’ Loughlin alleged. 1d.

28. SFPP'scalculations, O’ Loughlin continued, are also distorted by its
implementation of the Kinder Morgan partnership provision which specifies that all
income be allocated to the general partner until the amount equals the incentive
distributions made to the general partner. Id. According to him, “ SFPP erroneously
relates to its operation $42.8 million of incentive distributions’ that Kinder Morgan G.P.,
Inc., Kinder Morgan’s general partner, received in 2003 from Kinder Morgan. Id. at

pp. 23-24. Incentive distributions, O’ Loughlin explained, represent a substantial portion
of the distributions Kinder Morgan received from Kinder Morgan G.P., Inc., in 2003. 1d.
Thisisthe reason, O’ Loughlin added, according to SFPP, that Kinder Morgan G.P,, Inc.,
receives a proportion of Kinder Morgan’ s taxable income that is well above the percentage
dictated by Kinder Morgan G.P., Inc.’s ownership stake in Kinder Morgan. 1d.

O’ Loughlin contended that it does not make sense to establish an income tax allowance
for SFPP using the taxable income alocations that are distorted by this “erroneous’
application of the incentive distribution provision of Kinder Morgan’s partnership
agreement because the allowance becomes subservient to Kinder Morgan’s cash
distribution policy which Kinder Morgan G.P., Inc., has considerable discretion to
influence. Id. at p. 24.

29. Anincome tax alowance based on SFPP' s proposed methodology allows non-
SFPP operations to increase Kinder Morgan’s overall income and, therefore, O’ Loughlin
also claimed, the amount of cash distributions to Kinder Morgan G.P., Inc. Id. This causes
an increase in income attributable to corporations and an increase in the resulting income
tax rate under SFPP' s methodology, he aleged. Id. Moreover, he added, SFPP
“improperly” relies on all Kinder Morgan-subsidiary-generated income flowed into
Kinder Morgan’ s incentive distribution scheme rather than solely SFPP’s. 1d. at p. 26.
Because Kinder Morgan’ s payouts to the general partner depend on the amount of income
from Kinder Morgan’s subsidiaries, O’ Loughlin testified, SFPP “incorrectly” assumed
that itsincome would generate the same proportion of incentive distributions as Kinder
Morgan'sincome. Id. Accordingly, O'Loughlin explained, he recal culated the amount of
2003 taxable income that flows from SFPP to Kinder Morgan under Kinder Morgan's
incentive distribution scheme when SFPP' s taxable income and cash distributions are
treated on a stand-alone basis. 1d. O’ Loughlin stated that SFPP’ s distributions, when
taxable income is recal culated, result in no incentive distributions to Kinder Morgan G.P.,
Inc. Id. Additionally, he said he recalculated the 2003 taxable income weights using
SFPP s taxable income and accounting for the incentive distribution provision on a stand-
alone basisfor SFPP. Id. at p. 27.

30. Addressing federal and state income tax rates for the six specific categories of
unitholders, O’ Loughlin repeated his claim that there are two rates identified as rebuttable
presumptions. 35% for subchapter C corporations and 28% for all other categories of
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unitholders. Id. at p. 28. O’Loughlin said he assigned SFPP’ s assumed rate of 35% to the
subchapter C corporate class and afederal income tax rate of zero percent to all other
classes. 1d. According to him, the presence of a 28% federal income tax rate implies that
individuals will be the ultimate beneficiaries at the point where tax liability will reside for
the other categories of unitholders (Individuals, Mutual Funds, Pensions/IRAs/Keoghs,
and Unrelated Business Taxable Income (sometimes “UBTI") Entities). 1d. at p. 29.
SFPP' s return on equity, however, already includes a component for such individual
income taxes, O’ Loughlin testified. Id.

31. Stating that there are al'so additional reasons for assigning a zero percent tax rate to
the UBTI and mutual fund categories, O’ Loughlin explained that the UBTI entity
unitholders have not received unrelated business income that would meet the threshold for
liability. Id. at pp. 30-31. SFPP’'s own evidence,™ according to O’ Loughlin, establishes
that there is no foundation for claiming or presuming any tax rate associated with the tax
exempt UBTI entities. Id. at p. 31. O’Loughlin added that he presumed that mutual funds
are managed so as to avoid income taxes by passing through 90% of their income as
dividends. Id.

32. While O’ Loughlin claimed that he assigned a zero percent state income tax rate to
al non-corporate unitholder categories, he stated that SFPP proposes to calculate a state
income tax rate using a hypothetical weighted state income tax rate based on California
and Nevada (North Line) and Oregon (Oregon Line) apportionment factors and marginal
income tax rates. Id. at pp. 31-32. For the Subchapter C corporation category,

O’ Loughlin said he used the same state income tax rates used by SFPP in its cost-of-
servicedata. Id. at p. 32. Further, O’ Loughlin stated that he has attempted to calculate a
blended rate that reflects the income tax status of the owning interest by using the taxable
income percentages and tax rate assumptions for the various unitholders to calculate
weighted average state and federal income tax rates of 5.13% for the 2003 North Line
cost-of-service and 5.01% for the Oregon Line cost-of-service. |d.

33.  O’Loughlin next discussed how SFPP' s proposed Accumulated Deferred Income
Tax (sometimes “ADIT”) balances should be handled in the cost-of-service calculations.
Id. at p. 33. He explained that SFPP has presumably collected revenues to recover an
income tax allowance at the top marginal corporate income tax rate for several yearsin its
existing North Line and Oregon Linerates. |d. Based on his weighted average state and
federal income tax rates of 5.13% and 5.01%, O’ Loughlin aleged that the ADIT balance
issignificantly over funded. Id. Apart from the overfunding problem, O’ Loughlin

3 O’ Loughlin referred to (“Exh[ibit No]. — 38g") in Docket No. 1S05-230, which is
not in the record here. Exhibit No. CC-1 at p. 31. Also, he referred to the testimony of
SFPP witness Bullock who, as well as testifying here, apparently testified in that
proceeding. 1d. O’ Loughlin attached a small portion of the record in that proceeding to
his testimony. See Exhibit No. CC-22.
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maintained that SFPP has erred in the calculation of its proposed 2003 ADIT balancesin
its 2003 cost-of-service data. Id. at p. 34. He stated that he has a problem with SFPP’'s
calculation of its 2003 ADIT balance because it uses weighted income tax rates from the
Commission’ s Policy Statement on Income Tax Allowances, 111 FERC 61,139 (2005),
from 1992 to 2003 instead of using the top marginal income tax rate for corporations
which iswhat was being collected during thistime. 1d. at pp. 34-35.

34.  O'Loughlin indicated that he disagreed with the method by which SFPP calcul ated
its 2003 balance, but noted that SFPP' s use of relatively high weighted income tax rates
from 1992 to 2003 leads to 2003 ADIT balance in its cost-of-service data that are only
dlightly less than what the balance would have been had it used his recommendation of the
top marginal income tax rate for corporations. Id. at p. 35. According to O’ Loughlin,
SFPP s smaller ADIT balance resultsin adlightly larger 2003 rate base and cost-of -
service, while his use of dlightly larger cost-of-service results in a conservatively high
estimate of just and reasonable rates and a conservatively smaller change for substantially
changed circumstances purposes than if he had attempted to correct SFPP's ADIT
calculation. Id. at pp. 35-36.

35. Todetermine ajust and reasonable rate per barrel to Reno, Nevada, on SFPP's
North Line, the total Complaint Y ear 2003 cost-of-service ($12.5 million) is divided by
Complaint Y ear 2003 interstate volumes (13.7 million barrels) deriving arate of 91.05
cents per barrel, according to O’ Loughlin. Id. at p. 50. He stated that it is appropriate to
use the actual 2003 North Line volumes to determine ajust and reasonable rate for
Complaint Y ear 2003 because SFPP' s 2003 actual volume of 13.7 million barrelsis
consistent with the annual volumes occurring over the 2001 through 2004 time period. Id.
at pp. 50-51 and thl.8.

36. Todetermine ajust and reasonable rate for the Oregon Line, O’ Loughlin explained,
he divided the Complaint Y ear 2003 cost-of-service ($4.7 million) by the Complaint Y ear
2003 interstate volumes (16.2 million barrels) to derive ajust and reasonable per barrel
rate of 29.25 cents. Id. at pp. 52-53 and tbl.9. It isappropriate to use 2003 actual Oregon
Line volumes, O’ Loughlin stated once again, because the Oregon Line experienced steady
growth between 2001 and 2004, so SFPP’ s actual Oregon Line 2003 volumes are not at an
anomalous level and thus are reasonable to use. Id. at p. 53.

37.  According to O’ Loughlin, the North Line and Oregon Line rates in this proceeding
are subject to grandfathering. Id. at p. 54. Under the Energy Policy Act of 1992, he
related, all oil pipeline rates in effect on the date EPAct became effective, that were not
the subject of protest, investigation, or complaint during the twelve months prior to the
effective date of EPAct, are “grandfathered” and deemed just and reasonable. Id. at pp.
54-55. The North Line rate, established in 1989, and the Oregon Line rate, established in
1985, were in effect for the twelve months prior to the passage of the EPAct, according to
O'Loughlin. 1d. at p. 54.
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38.  O’Loughlin explained that EPAct created a threshold test for challenging a
grandfathered rate, under which a complainant must present evidence which establishes
that a substantial change in the economic circumstances which were the basis for the oil
pipeline srate occurred after the EPAct was enacted.™ 1d. at p. 54. Based on changesin
volume, rate base, allowed return, income tax allowance, and total cost-of-service,

O’ Loughlin claimed that there is a substantial change in the economic circumstances
supporting the challenged rates for the North Line and the Oregon Line. 1d. at p. 55.

39. Theeconomic basis for the 1989 North Line rate of $1.10/bbl, O’ Loughlin asserted,
was a cost-of -service study that SFPP provided to the Commission to justify a 1989 rate
increase. Id. at p. 57. However, he noted, this cost-of-service study was performed on a
combined interstate and intrastate basis. 1d. O’ Loughlin opined that an interstate-specific
version of the 1989 cost-of -service study developed by SFPP in this proceeding provides a
more reliable interstate cost-of -service calculation, and, therefore, he said he relied on this
study as the economic basis of SFPP' s grandfathered North Linerate. Id. at p. 58. He
stated that the 1989 rate is the Commission’s“A,” or Base Period. |d.

40.  The appropriate cost-of-service data for the 12-months prior to the passage of
EPAct (the Commission’s “B” period) for use when determining whether there has been a
substantial change in the economic circumstances of the 1989 North Line rate, O’ Loughlin
maintained, isafull cost-of-service analysis for the 12-months ending October 24, 1992,
constructed according to the prevailing cost-of-service methodol ogy on the effective date
of the EPAct.”™ Id.

4 According to O’ Loughlin, the Commission determines the percentage change in
the basis for the rate that has occurred since the passage of EPAct by defining “A” asthe
Base Period, “B” as the 12-months prior to EPAct or the Pre-EPAct Period, and “C” as
the Complaint Period. Exhibit No. CC-1 at p. 56 (citing SFPP, L.P., 106 FERC 161,300
at P 22-26 (2004)). If thereisinformation on the economic basis of the rate, the
Commission uses the formula (C-B)/A; if thereis not, the formula (C-B)/B is used,
O’Loughlin added. Exhibit No. CC-1 at p. 57 (citing SFPP, L.P., 106 FERC { 61,300 at
P 22-26).

> O’ Loughlin claimed that using the 1992 study data he recommends is more
appropriate than using the 1992 cost-of-service data that the Commission relied upon in
SFPP, L.P., 91 FERC 161,135 (2000). Exhibit No. CC-1 at p. 59. He added,
inappropriately challenging the Commission’s 2000 Order, that the Commission retained
the grandfathering of the North Line rate utilizing data that reflected a methodol ogy which
was not in effect during the 12-month period prior to EPAct. 1d. O’ Loughlin’s
unbecoming challenge to the 2000 Order will not be entertained here.
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41.  For Complaint Year 2003 (the Commission’s “C” period), O’ Loughlin stated he
used his cost-of-service calculation for the period ending December 31, 2003, and the
associated volume and revenue data for making comparisons to the Base Period and the
Pre-EPAct Period. Id. at p. 60.

42.  O'Loughlin suggested that evidence of substantially changed circumstancesin the
economic basis of the North Line rate can be found by performing an analysis using the
1989 Base Period data and Pre-EPAct Period data presented by SFPP and his own
Complaint Year 2003 data. Id. at pp. 60-61. Using the (C-A)/A comparison required
when the value of “B” islessthan “A,” O’ Loughlin asserted that there has been a 16%
increase in revenue between the 1989 Base Period and Complaint Y ear 2003, relative to
the 1989 Base Period volumes, and a 19% increase in revenue between the Pre-EPAct
Period and Complaint Y ear 2003, relative to 1989 Base Period volumes. Id. at p. 63.
There aso have been large decreases in major cost-of-service factors which do not appear
to be offset by other cost factors, since atotal North Line cost-of-service shows a 6%
decrease between the Pre-EPAct Period and Complaint Y ear 2003 relative to 1989 Base
Period, O’ Loughlin explained. Id. Furthermore, he stated, the change in each factor is
substantial and the combination of the increase and decrease is greater evidence that there
has been a substantial change in the economic circumstances of the North Linerates. Id.

43. To establish that a substantial change in circumstances exists, i.e., higher than 15%,
O’ Loughlin testified he used actual revenue data which shows a combined changein
increased revenue and decreased cost-of -service of 22 percentage points, which, he states,
is above the Commission’s 15% threshold. Id. at pp. 63-64.

44.  Since, O'Loughlin aleged, SFPP did not provide data regarding the economic basis
for the 1985 Oregon Line rate of 45.6 cents/bbl (the Commission’s“A” period), he used
data from the Pre-EPACct Period relative to Complaint Y ear 2003, rather than data from the
1985 Basis Period, to analyze whether there was a change in circumstances. |d. at p. 64.
Relying on SFPP' s 1992 Pre-EPA ct cost-of-service calculations, O’ Loughlin asserted, the
appropriate cost-of -service data for the 12-months prior to the passage of the EPAct (the
Commission’s “B” period) is SFPP sfull cost-of-service analysis for the 12-months
ending October 24, 1992, constructed according to the cost-of-service methodology that
prevailed at the time of the EPACct. 1d. at pp. 64-65. According to O’ Loughlin, for
Complaint Year 2003 (the Commission’s“C” period), he used his own cost-of-service
calculation and the associated volume and revenue data for making comparisons to the
Base Period and Pre-EPAct Period rather than the one the Commission used in its 2005
ruling.® 1d. at p. 65-66.

Yo Loughlin referred to SFPP, L.P., 111 FERC 61,334 (2005). Exhibit No.
CC-1 at pp. 64-65. Aswith regard to the Commission’s 2000 Order in SFPP, L.P., 91
FERC 1/ 61,135, which was previoudly discussed, O’ Loughlin collaterally attacked the
Commission’s 2005 ruling. | previously indicated that his attack on the 2000 order would
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45.  O'Loughlin suggested that there is evidence of substantially changed circumstances
in the economic basis of the Oregon line. 1d. at p. 66. According to him, hisanalysis
shows that there has been a 36% increase in revenues between the Pre-EPAct Period and
Complaint Year 2003 relative to the Pre-EPAct Period revenue. Id. Certain other cost
factors, O’ Loughlin noted, such as rate base, allowed total return, and income tax
allowance have all greatly decreased between the Pre-EPAct Period and Complaint Y ear
2003 relative to the Pre-EPAct Period. 1d. He further claimed that total Oregon Line cost-
of-service between the Pre-EPAct Period and Complaint Y ear 2003 has also decreased by
11%. Id. These substantial changes, O’ Loughlin said, are evidence that there has been a
substantial change in the economic circumstances of the Oregon Linerates. 1d. Although
information is lacking on the basis of the 1985 Oregon Line rates, according to him, the
cost-of-service per barrel isreflected in the rate itself, which, when compared to the cost
per barrel in Complaint Y ear 2003, results in a decrease in cost per barrel of 36% since
1985 and 27% since 1992, indicating a substantial post-EPAct change in the effects of all
rate elements when compared with the Base Period of 1985. Id. at p. 68.

46.  Hischanged circumstances analysis indicates, O’ Loughlin insisted, that SFPP's
North and Oregon Line rates should no longer be grandfathered as of August 2003, the
date of the Chevron complaint. I1d. For the two years prior to the complaint date,

O’ Loughlin noted that he calculated an overpayment as the difference between the
collected rate and the grandfathered rate multiplied by the complainant’s volume. Id.
Additionally, for the period after the complaint date, he calculated the overpayments as the
difference between the collected rate and his Complaint Y ear 2003 just and reasonable
rate multiplied by the complainant’s volume. Id. For the North line, O’ Loughlin added,
overpayments would end on June 1, 2005. Id.

47. He estimated Chevron’s North Line overpayment for the two years prior to its
complaint, O’ Loughlin said, as being $1.0 million, based on the difference between the
collected rate and the grandfathered rate of $1.10/bbl for the two years prior to Chevron’'s
complaint, and based on the difference between the collected rate and O’ Loughlin’s
Complaint Year 2003 just and reasonabl e rate from September 2003 through May 2005.
Id. at p. 69. Inaddition, O’ Loughlin stated that he estimated that ConocoPhillips
overpayment of North Line rates for the two years prior to its December 2004 complaint
through May 2005 is $400,000, based on the difference between the collected rate and the
grandfathered rate of $1.10/bbl for the period January 2003 through August 2003, and
based on the difference between the collected rate and O’ Loughlin’s Complaint Y ear 2003
just and reasonable rate for the period September 2003 through May 2005. Id. at p. 70.

not be entertained here and, to it, | now add his collateral attack on the Commission’s
2005 order.
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48.  Furthermore, according to O’ Loughlin, Chevron's Oregon Line overpayment for
the two years prior to its complaint in August 2003 through August 2007 is $1.9 million
based on his estimate of the difference between the collected rate and the grandfathered
rate of $0.4560/bbl for the two years prior to Chevron’s August 2003 complaint, and based
on the difference between the collected rate and O’ Loughlin’s Complaint Y ear 2003 just
and reasonable rate from September 2003 through August 2007. Id. at p. 71. He added
that ConocoPhillips overpayment of Oregon Line rates for the two years prior to its
December 2004 complaint through August 2007 is $1.8 million, based on the difference
between the collected rate and the grandfathered rate of 45.6 cents/bbl for the period
January 2003 through August 2003, and based on the difference between the collected rate
and O’ Loughlin’s Complaint Y ear 2003 just and reasonable rate for the period September
2003 through August 2007. Id. at p. 72.

49.  O'Loughlin began his Rebuttal Testimony by stating that SFPP’ s analysis showed
that the collected rates in 2003 and 2004 are unjust and unreasonabl e because the 2003
collected rates exceed the rates resulting from SFPP witness George R. Ganz's (* Ganz”)
costs of service by 37% on the Oregon Line and 9% on the North Line. Exhibit No.
CC-44 at p. 7. Additionally, O’ Loughlin testified, the rates resulting from SFPP’s
analysis are less than the grandfathered rates, and thus the non-grandfathered portions of
the collected rates are not just and reasonable. Id. at p. 8. Further, O’ Loughlin indicated
that he disagreed with some aspects of SFPP witness Ganz's 2003 cost-of-service
calculations, including his calculations of capital structure, cost of debt, return on equity,
and the allocation of overhead expense to SFPP. Id. at p. 10. Asaresult of this
disagreement, O’ Loughlin proposed corrections which reduce the 2003 costs-of-service,
and thus the rates, for both lines. 1d.

50. Beginning hisdiscussion of capital structure, O’ Loughlin contested SFPP witness
Williamson’ s claim that adjusting only the equity balance to remove purchase accounting
adjustments can produce “ absurd results,” stating that this concept is reasonable because
debt has the first claim on the value of assets, and equity represents the remaining value of
the assets over and above the debt balance. 1d. at pp. 11-12 (citing Exhibit No. SFO-26 at
pp. 30-31). He elaborated, explaining that, for assets that are regulated based on original
costs, there is adirect relationship between return on the assets and the cost of the assets,
assuming the regul ated assets' current rates reflect its cost-of-service. Id. at p. 12. The

7O’ Loughlin claimed that only the 2003 calculations, and not the 2004
calculations, are relevant in this proceeding because the Complaint Y ear 2003 calculations
are being used to determine just and reasonabl e rates and whether a substantial change has
occurred in the economic basis of the grandfathered rates. Exhibit No. CC-44 at pp. 8-9.
The 2004 cost-of-service also lacks relevance, O’ Loughlin continued, because it includes
the cost of a December 2004 North Line expansion in the rate base, making it larger than it
would be otherwise, and thus making it inappropriate to use to evaluate whether
pre-expansion collected rates are reasonable. Id. at p. 9.
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original cost of the asset is recovered from ratepayers through the depreciation expense
included in rates, O’ Loughlin continued. Id. Moreover, he added, the utility will receive a
reasonable return on its investment in the assets through the allowed return component of
cost-of-service. Id. O’ Loughlin testified that the remaining value in an original-cost

regul ated asset therefore resides in the undepreciated portion of itsoriginal cost. 1d. He
also stated that there should be no significant market value premium that is substantially
greater than the undepreciated original cost of the assetsif the regulated asset isjust
receiving its historical cost-of-service. 1d. Contrary to Williamson’s claims, according to
O’Loughlin, it isonly possible for a premium price above the net depreciated original cost
paid by an acquiring company to exist in the event of over recovery of historical cost-of-
service by the acquired utility asset. 1d. at p. 13. Such a situation, he noted, is unlikely to
persevere. |d.

51.  Shifting to cost of debt, O’ Loughlin accounted for the difference between his
recommended 2003 cost of debt of 6.15% and Williamson’ s recommended 2003 cost of
debt of 6.77% by explaining that, while Williamson omits Kinder Morgan’s commercial
paper debt, Economic Development Revenue Refunding Bonds, Industrial Revenue
Bonds, and Kinder Morgan Operating, L.P. “B” (“OLP-B") specific bonds, he included
them in determining Kinder Morgan’s cost of debt. 1d. Because, O’ Loughlin claimed,
Kinder Morgan characterized $428.1 million of commercial paper aslong-term debt that is
short-term in nature,*® he included it with long-term debt and thus included it in the cost of
debt calculation, while Williamson believes this debt is short-term. Id. at p. 14. Asfor the
other debt instruments, O’ Loughlin justified their inclusion by maintaining that the bonds
are included in determining Kinder Morgan’s capital structure, that Kinder Morgan runs
its funding in a consolidated or aggregate fashion, and that it treats these bonds as long-
term debt in its 2003 SEC Form 10-K. Id. at pp. 14-15.

52.  Indetermining return on equity, O’ Loughlin stated he used SFPP' s allocated return
on equity figures from its 2003 cost-of-service studies and (1) capped the pipeline's
distribution at the level of earnings when calculating dividend yield for the DCF formulg;
(2) included the Social Security Administration’s long-term GDP growth estimate in his
calculation of the DCF model’ s growth rate; and (3) corrected Williamson’s Energy
Information Administration growth rate cal culation for a spreadsheet error.™® 1d. at p. 15.
Williamson, according to O’ Loughlin, disagreed with capping the dividend yield at the

18 O’ Loughlin stated that he relied on Kinder Morgan’s 2003 SEC Form 10-K, in
which Kinder Morgan indicated that it intends to refinance $428.1 million of its short-term
debt on along-term basis under its unsecured long-term credit facility. Exhibit No. CC-44
at p. 14 (citing Exhibit No. CC-10 at p. 10).

9 Williamson, according to O’ Loughlin, corrected his analysis for this error and
now calculates area return on equity of 11.10%. Exhibit No. CC-44 at p. 15.
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pipeline s level of earnings and instead combined the pipeline MLP s full distribution
yield with its Institutional Brokers Estimated System earnings growth rate without any
adjustments. Id. at p. 16. Additionally, O’ Loughlin said he used the 2003 real return on
equity (9.88%) which he calculated in his Direct Testimony, which is essentialy the same
as Williamson'’ s calculation with the Social Security Administration’s growth forecast
included, except that he capped the distribution yield at the pipeline' s level of earnings,
which Williamson did not do. Id. at p. 17 (citing Exhibit No. CC-1 at p. 20 thl.2).

53.  Disagreeing with the Commission’sruling in SFPP, L.P., 121 FERC { 61,240
(2007), O’ Loughlin contended that the weighted income tax rates he calculated in his
Direct Testimony? are correct and reasonable to use when determining SFPP srates. 1d.
at p. 18 (citing Exhibit No. CC-1 at pp. 21-36).>* Moreover, O’ Loughlin said he made
additional calculations for the North and Oregon Line costs of service using the 35%
weighted income tax rate in order to determine just and reasonable rates for the Complaint
Year 2003. Id.

54.  According to O’ Loughlin, he updated his calculations of the North and Oregon

Line just and reasonable rates for Complaint Y ear 2003 using SFPP' s cost-of-service
anaysis, which isonly dlightly different from the cost-of-service analysis he used in his
Direct Testimony. Id. at p. 18. According to O’ Loughlin, the interstate volumes on
SFPP' s North Line use the same rate for all three of its destinations, and thus, it is not
necessary to separate costs into distance and non-distance categories to derive rates. 1d. at
p. 20. All that is needed, he continued, is a just and reasonable rate per barrel, which

O’ Loughlin computed as 96.98 cents/bbl by dividing Complaint Y ear 2003 North Line
cost-of -service of $13.3 million*? by SFPP's actual 2003 volume of 13.7 million barrels.
Id. For the Oregon Line, O’ Loughlin calculated the cost-of-service for Complaint Y ear
2003 as $4.962 million, which he said he divided by SFPP’ s actual 2003 volume of 16.2
million barrelsin order to derive ajust and reasonable Oregon Line rate of 30.72
cents/bbl. 1d. at pp. 21-22.

2 |n his Direct Testimony, O’ Loughlin noted, he calculated an income tax rate of
5.13% for the North Line and 5.01% for the Oregon Line. Exhibit No. CC-44 at p. 19
(citing Exhibit No. CC-1 at p. 33).

2! As previously noted, collateral attacks on Commission decisions will not be
entertained here.

22 O’ Loughlin said he began with SFPP’s 2003 North Line cost-of-service of $14.6
million, which incorporates the 35% income tax rate, and made the af orementioned
correctionsin order to develop North Line cost-of-service of $13.3 million. Exhibit No.
CC-44 at p. 20.
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55.  O’Loughlin claimed that he updated his substantially changed circumstances
analysis to reflect the Commission’ s directives in America West Airlines v Calnev Pipe
Line LLC, 121 FERC {61,241 (2007) (sometimes “Calnev’) and SFPP, L.P., 121 FERC
161,240 to incorporate a 35% income tax rate, and to use grandfathered revenues. Exhibit
No. CC-44 at p. 22. Using his updated analysis, O’ Loughlin said he concluded that there
are substantially changed circumstances on both the North and Oregon Lines as of 2003.
Id. at p. 26. Supporting his conclusion, O’ Loughlin explained, post-EPAct improvement
in the North Line's profit margin relative to the total return embedded in the basis
cost-of-service is at least 30%, larger than either the 15% threshold he emphasized in his
Direct Testimony or SFPP witness Robert G. Van Hoecke's (“Van Hoecke”) proposed
20% threshold. 1d. The improvement in the Oregon Lin€e' s profit margin relative to the
total return embedded in the pre-EPACct cost-of-service, according to O’ Loughlin, is at
least 161% and even larger when measured against the return on equity component
embedded in therate. Id.

56.  Inorder to determine substantially changed circumstances for the North Line,

O’ Loughlin said he reviewed the volume, grandfathered portion of the revenue stream,
and cost-of-service for each period: Basis (*A”), Pre-EPAct (“B”), and the 2003
Complaint Period (“C”). Id. at p. 27.2 O’ Loughlin stated that he calculated a change in
North Line grandfathered revenues of $1.4 million by subtracting the Basis Period
grandfathered revenues from the 2003 Complaint Period grandfathered revenues. |d. at
pp. 28-29. By finding the difference between the 2003 Complaint Period cost-of-service
and the pre-EPAct cost-of-service, O’ Loughlin said he calculated a post-EPAct changein
North Line costs of -$200,000. Id. at p. 29. Using the same analysis for the Oregon Line,
O’ Loughlin maintained that he calculated a post-EPA ct change in grandfathered revenues
of $1.7 million and a post-EPAct change in Oregon Line resulted in costs of -$300,000.%*
Id. at pp. 30-32. O’Loughlin explained that, by determining the change in profit margin
by adding the post-EPAct change in revenues to the post-EPAct change in costs, he
calculated the change in profit margin as $1.6 million and $2 million for the North and
Oregon Lines, respectively. 1d. at pp. 29, 32. While he compared the North Line change
in profit margin to the level of return contained in the basis cost-of-service, O’ Loughlin

23 O’ Loughlin noted that he reviewed the same grandfathered portion of the
revenue stream figures as Van Hoecke for all three periods, but used a different
cost-of-service. Exhibit No. CC-44 at p. 27.

24 O’ Loughlin again claimed that he used the same grandfathered portion of the
revenue stream figures as Van Hoecke, with the exception of the Basis Period. Exhibit
No. CC-44 at p. 30. SFPP, he testified, has not procured data regarding the economic
basis of the Oregon Linerates. Id. O’ Loughlin stated that his costs of service for the
Oregon Line, like the North Line, differ from Van Hoecke's. 1d.
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indicated that he compared the change in the Oregon Lin€e' s profit margin to the level of
return contained in the pre-EPAct cost-of-service. Id.

57.  O’Loughlin stated that the return on equity included in the basis cost-of-service, as
taken from Ganz’'s 1989 North Line interstate-only cost-of-service analysis, is $3.8
million. Id. at p. 29. Expressed as a proportion of the return on equity, the Post-EPAct
changein profit margin is 41% of the underlying return on equity, according to
O'Loughlin. 1d. a p. 30. He suggested that the change in profit margin is 30% relative to
the allowed Total Return plus the Amortization of Deferred Earnings figure of $5.1
million. Id. Using this same measure for the Oregon Line, with afigure of $1.2 million,
O’ Loughlin claimed he determined a change in profit margin relative to the Allowed Total
Return plus the Amortization of Deferred Earnings of 161%. Id. at p. 32. The post-EPAct
change in profit margin for the Oregon Line as a proportion of the return on equity
contained in the pre-EPACct cost-of-service is 232% of the underlying return on equity,

O’ Loughlin continued. 1d. Under either measure of Oregon Line pre-EPAct return, he
claimed that there is a substantial pre-EPAct change in profit margin. Id. at p. 33.

58.  Ciriticizing Van Hoecke' s substantially changed circumstances methodol ogy,

O’ Loughlin stated that Van Hoecke: (1) ignored the Commission’s emphasis on
evaluating changes in return relative to the return embedded in the basis rate;

(2) inappropriately rejected changes in return by creating a strawman with his gross
margin discussion; (3) incorrectly specified the economic basis of the North and Oregon
Line grandfathered rates by ignoring the then-current evidence regarding the devel opment
of the rates; and (4) incorrectly specified the pre-EPAct costs of service for both lines by
ignoring then-current evidence. 1d. at p. 33.

59.  While Van Hoecke' s method may indicate that a percentage change is not enough
to establish substantially changed economic circumstances, O’ Loughlin contended, when
an analysis based on change in return is used instead, the result may indicate the opposite,
even when the same dataisused. Id. at pp. 38-39. Looked at from areturn perspective,
O’ Loughlin explained, the change in pre-tax profit margin needs to be compared to the
return embedded in the basis rate in order to evaluate whether the change in profit margin
iIssignificant. 1d. Using Van Hoecke' s methodology may result in a much higher
improvement in profit margin relative to the return included in base rate, O’ Loughlin
concluded. Id. at p. 39. Furthermore, he added, when costs have increased by more than
grandfathered revenues in the Post-EPAct Period, there will be a negative change in profit
margin and no substantial change. 1d. However, he continued, given that pipelines may
index rates to compensate for cost increases, such asituation isunlikely. Id.

60. Discussing hisanalysis compared with Van Hoecke's, O’ Loughlin pointed out that
both methodol ogies computed the same post-EPAct change in revenue and change in
cost-of-service, but the manner in which these changes were handled differed. Id. at

p. 40. While the return approach, as used by O’ Loughlin, combined these changes to
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determine the change in profit margin which is then compared with the return embedded
in the Basis Period rate, Van Hoecke' s approach, O’ Loughlin contended, diluted the
significance of the change in return by comparing a change in return to total cost-of-
service because the cost-of -service is comprised of a number of elements beyond return.
Id. He added, “[c]omparing an improvement in return to a denominator that includes
operating expenses, depreciation, and the like is not consistent with the Commission’s
direction . . . that the improvements be measured against the basisreturn level.” Id.

61. Continuing his discussion of Van Hoecke' sfirst alleged error, O’ Loughlin pointed
out that using dollars to calcul ate weights with which to add the percentage changesin
revenue and cost isinsufficient because there is no underlying theoretical foundation for
looking at the combined change between the two elements. Id. Moreover, he added,
“[w]eighting two figures by their relative dollar magnitudes is meaningless if the two
elements being measured are of differing importance.” 1d. at p. 41.

62.  According to O'Loughlin, Van Hoecke “creates confusion by introducing the term
‘gross margin’ and referring to it as ‘the mathematical difference between two
broad-based economic factors, revenue and cost.’” 1d. (citing Exhibit No. SFO-1 at

p. 20). He added that, in doing so, Van Hoecke ignored the fact that cost (and by “cost,”
O’ Loughlin claimed that VVan Hoecke meant cost-of service) contains returnisa
component of cost-of-service. Id. at pp. 41, 43. Asaresult, O’ Loughlin argued, Van
Hoecke' s“A” period level of return, which ignores the underlying return on equity, is
erroneous. Id. at p. 43. O’ Loughlin added that, unlike Van Hoecke, he does not think that
rate base, total allowed return, income tax allowance, operating costs, and capital costs
should be ignored when analyzing substantial change. 1d. at pp. 43-44.

63. Asidentified by O’ Loughlin, Van Hoecke' sthird error was using the 2008
methodology instead of documentary evidence that existed and was relied upon at the time
North and Oregon Lines grandfathered rates were developed. Id. at p. 48. Thisresulted
in figures which do not bear relation to the assumptions underlying the grandfathered
rates, according to O’ Loughlin. Id. at p. 48. With regard to the North Line, he continued,
Van Hoecke did not use the 1989 North Line cost-of-service study that was the basis for
the rate, but instead used a new 1989 cost-of-service study prepared by Ganz using a 2008
methodology as the basis cost-of-service. 1d. O’ Loughlin continued, stating that Ganz’'s
cost-of-service study cannot be the economic basis for the 1989 North Line rate because
the grandfathered revenue is too high to be justified by this cost-of-service. Id. at p. 49.
Furthermore, added O’ Loughlin, SFPP justified its 1989 North Line rate increase by using
amethodol ogy to calculate return and income taxes that results in higher figures than if
the 2008 methodology were used. Id. at p. 50. The method that was used at the time of
the rate increase to justify the rate should be used in the substantially changed
circumstances analysis, O’ Loughlin testified. 1d.
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64. Focusing on the Oregon Line, O’ Loughlin disagreed with Van Hoecke' s attempt to
create a 1985 economic basis from scratch, referring to Ganz's 1985 Valuation
cost-of-service study. Id. at p. 51. He aso alleged that Ganz' s cost-of-service is not
representative of the economic basis of the Oregon Line rates because it implies that there
was alarge overrecovery in the first year that the rates were in effect.” 1d. at p. 52. Van
Hoecke, O’ Loughlin added, is not able to explain the difference between the 1985
grandfathered revenues and Ganz' s 1985 V a uation cost-of-service which accounts for the
overrecovery. Id. Van Hoecke' s substantially changed circumstances analysis should not
be relied upon, according to O’ Loughlin, because Ganz’s 1985 Oregon Line
cost-of-serviceistoo low. Id.

65. O’Loughlin also disagreed with Van Hoecke' s argument that the 1985 Oregon Line
grandfathered revenue is too low because the Oregon Line did not begin to achieve the
rates contemplated in the 1985 expansion rate filing until 1999 and that, therefore, he used
“the 1999 Oregon Line volume level of 15.503 million barrels as the 1985 basis and 1992
pre-EPAct values upon which to compare to the 2003 Complaint Period value.” Id. at pp.
52-53. Inresponse, O’ Loughlin argued that this approach * has the erroneous practical
effect of reducing the change in grandfathered revenue between the pre-EPAct and
Complaint Periods by artificially inflating the pre-EPAct grandfathered revenue level.”

Id. at p. 53. He aso claimed that Van Hoecke lacked evidence which shows how the rate
was developed. Id. The purpose of Van Hoecke' s argument, according to O’ Loughlin, is
to show that the 1999 Oregon Line volume should be used as the 1985 Basis and 1992
Pre-EPAct Periods for comparison with the 2003 Complaint Period value, an approach
which O’ Loughlin believes reduces the change in grandfathered revenue between the
Pre-EPAct and Complaint Periods by inflating the pre-EPAct grandfathered revenue level.
Id. Furthermore, added O’ Loughlin, Van Hoecke' s theory that the 1999 volumes should
be used is undermined by the large disparity between the 1985 grandfathered revenue and
Ganz's 1985 Valuation cost-of-service.®® Id. at pp. 53-54.

66. Thefinal alleged error O’ Loughlin noted is Van Hoecke' s use of a 2008
methodology to develop his pre-EPACct costs of service, rather than the method or capital
structure that SFPP used pre-EPAct. |d. at p. 55. Thisresults, he claimed, in lower North
and Oregon Line costs of service than SFPP would have developed at the time and an
overstatement of the post-EPAct increase in costs from 1992 to the present. Id. at

pp. 55-56. According to O’ Loughlin, Van Hoecke used this approach because he contends

2 Citing two sources which were current in 1985, O’ Loughlin pointed out that
neither suggested the type of overrecovery implied by Ganz's cost-of-service. Exhibit No.
CC-44 at p. 52 (citing Exhibit Nos. SFO-84 at p 3, SFO-7 at p. 17).

2 According to O’ Loughlin, the 1985 grandfathered revenue level is $7.069
million, while Ganz's 1985 Va uation cost-of-service is $4.002 million, reflecting an
overrecovery of approximately $3 million. Exhibit No. CC-44 at pp. 53-54.
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that it islogical to use the current interpretation of the Commission’s Williams Pipe Line
Co.”” methodology for the periods in which it was in effect, namely the Pre-EPAct North
and Oregon Line costs of service and the 1989 North Line Basis cost-of-service. Exhibit
No. CC-44 at p. 56. O’Loughlin insisted that the correct method to use is the approach
which was current at thetime. Id. Supporting his point of view, O’ Loughlin stated that
using the 2008 methodology resulted in a 1989 North Line Basis Period cost-of-service
which bore no relation to the Basis Period grandfathered revenues. Id. at pp. 56-57.
Furthermore, O’ Loughlin added, by using the 2008 methodology for the North and
Oregon Line costs of service, Van Hoecke attributed too much of the changesin
cost-of-service to post-EPAct events for both lines. 1d. at p. 58.

67. Van Hoecke, according to O’ Loughlin, also tried to reduce the pre-EPAct costs of
service for both the North and Oregon lines by changing the 1983-1989 capital structure
assumptions to conform with SFPP, L.P., 86 FERC 161,022 (1999), which are
inconsistent with those being used at the time. Exhibit No. CC-44 at p. 58. O’Loughlin
explained that the equity component of capital structure is used to determine the equity
portion of the starting rate base write-up that will be included in rate base. |d. The higher
the equity component, he continued, the larger the rate base. 1d. When SFPP prepared the
then-current ratemaking analysis between 1989 and 1994, O’ Loughlin stated, it used two
approaches to determine capital structure for 1983-1989: the actual capital structure of its
parent and the actual capital structure of its parent for 1983 for all years during the period.
Id. at p. 59. These approaches, he maintained, both rely on relatively high equity capital
structure percentages, which, O’ Loughlin explained, resulted in a higher rate base, higher
allowed total return, and higher cost-of-service. |d.

68. On cross-examination, O’ Loughlin stated that he did not contend, on a basic level,
that a shipper must demonstrate a substantial change in a pipeline’ stotal cost-of-servicein
order to get the grandfathered protection of that rate removed. Transcript at p. 406.
Instead, O’ Loughlin claimed, his analysis measures the magnitude of change in the
cost-of-service and that he looked at the post-EPAct change in profit margin and compares
that change to the return embedded in the basis circumstances. 1d.

69.  Further, O’ Loughlin agreed that, in his Rebuttal Testimony, he expressed concern
with Van Hoecke' s method of measuring substantial change because it requires full cost-
of-service calculations to undertake his evaluation, which may not be available at the time
acomplainant filesacomplaint. 1d. at p. 407. He also added that his concern stems from
the Basis Period economic basis of the rate which may or may not be a cost-of-service
calculation and would not be available without discovery. Id. at pp. 407-08. O’Loughlin
agreed, however, that his own test can also only be implemented with discovery. Id. at p.
408. Thedifference, O’ Loughlin claimed, between histest and Van Hoecke's, is that

O’ Loughlin performed athreshold calculation alegedly based on the Commission’s

27 31 FERC 1 61,377.
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decision in Calnev®® which uses the page 700 workpapers from FERC Form 6 and
compares grandfathered revenues to that cost-of-service for the Complaint Y ear, without
the need for discovery. Id. at pp. 407-08.

70.  Ganz's 2004 North Line cost-of-service concerns O’ Loughlin, he confirmed,
because it includes the North Line expansion that went into service and was booked in
December 2004, which increases the cost-of-service and the rate significantly above what
they would be were it not included. Id. at pp. 418-19. Because the rate base calculation
involves averaging the beginning-of-year plant value and the end-of-year plant values, half
of the effect of the expansion isincluded in therate base. Id. at p. 419. This concerns
O’Loughlin, he testified, because SFPP filed for arate increase for the expansion at a later
date, and therefore, it had not been including the expansion in its rates before that time.

Id. at p. 420. The average for the entire year is essentially distorted by the timing, he
asserted. Id. at p. 420-21.

71.  Upon further questioning, O’ Loughlin confirmed that the substantially changed
circumstances analysis presented in his Direct Testimony examined the change in return or
profit margin relative to return embedded in the base rate, while the analysisin his
Rebuttal Testimony looks at changes in return relative to the Commission’s Calnev ruling,
issued after his Direct Testimony had been filed. 1d. at pp. 437-38. In his Rebuttal
Testimony, O’ Loughlin explained, he relied on grandfathered revenue. 1d. at p. 439.

72.  O’Loughlin next testified that, while in his Direct Testimony he calculated a 22%
change, in his Rebuttal Testimony, the change increased to 30% or 41% using the same set
of data because of “the notion of looking at the change in profit marginsrelative to the
changein return that is embedded in the basisrate.” 1d. at pp. 440-41. O’Loughlin further
stated that the new percentages reflected his interpretation of what the Commissionis
looking for in terms of comparing a post-EPA ct improvement in profit margin relative to
thereturn in the basisrate. Id. at pp. 441-42.

73.  According to O’ Loughlin, he used two different measures of return to calculate the
percentage improvements in profit margin: return on equity and total allowed return,
which includes return on equity, interest, and amortization of deferred earnings. 1d. at

p. 449 (citing Exhibit No. CC-44 at p. 28 thl.4).

74.  Regarding methods which measure a variable over time, O’ Loughlin testified that
whether it is better to measure the variable using the same measurement over the entire
study period as opposed to using two measurements of that variable depends upon the
guestion oneistrying to answer. |d. at pp. 478-79. Specifically, he stated, in this
proceeding, he is being asked to assess post-EPAct change, and thus he is trying to assess

28 121 FERC 1 61,241.
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change from 1992 through 2003, relative to the 1989 Basis Period, which dictates the
notion of having a numerator that is a multi-year change in the profit margin. Id. at p. 479.

75.  During continued cross-examination, O’ Loughlin testified that, when looking at the
post-EPAct change in profit margin, he used two definitions of return, but that there are
other definitions of return that could be used in performing the calculation. Id. at p. 484.
While O’ Loughlin said he used return on equity and the larger measure of return on equity
plus amortization of deferred return plus interest expense, he stated that in between these
measures there also could be return on equity plusinterest. 1d. at p. 485.

76.  O’Loughlin acknowledged that he essentially adopts SFPP witness Williamson's
10.02% real return on equity for SFPP's North Line for 2003. Id. at pp. 485-86. He
asserted that he understood that this figure reflects a median value for Williamson's proxy
group, and, by accepting this number, he accepted that SFPP has arisk profile that is, on
average, the same as the ML Psincluded in the proxy group. Id. at p. 486. O’Loughlin
added, however, that he has not done a study comparing the risk profile of SFPP for 2003
to therisk profile of the MLPsin the proxy group. Id. at pp. 487-88. Concerning MLPs,
O’ Loughlin explained that the 90% gross revenue rule requires that a high percentage of
the partnership’ s business must be from oil and gas related activities, and that, if the MLP
failsto meet thisrequirement, it losesitstax statusasan MLP. Id. at p. 488. Because
SFPP is alimited partnership, not an MLP, O’ Loughlin suggested that it does not face the
same risk which isfaced by the MLPsin the proxy group. Id. at p. 489.

77.  While, in his Direct Testimony, O’ Loughlin stated, he used a weighted income tax
rate of approximately 5% in his North and Oregon Line 2003 cost-of-service calculations,
during cross-examination, he agreed that, in order to comply with Commission policy, he
used SFPP witness Ganz' s calculation of a 35% weighted income tax rate in these
calculations. 1d. at pp. 490-91. The disparity between his 5% tax rate and Ganz’' s 35% tax
rate, according to O’ Loughlin, is so large because the allowed return on equity is a before
individual income taxes return on equity, and he does not include the 28% marginal tax
rate in his weighted income tax rate calculation. Id. at p. 492. Moreover, O’ Loughlin
testified, Ganz’' s tax rate for SFPP is not devel oped on a stand-alone basis with only

SFPP sincome, but is affected by SFPP' s affiliates. 1d. at p. 493. The difference between
the two, he continued, rests on the fact that O’ Loughlin allocated the incentive distribution
to the general partner among al Kinder Morgan limited partners, while Ganz included it
as part of SFPP' sincome. Id. at p. 494.

78.  Responding to my question regarding why he placed the term “dividend” in
guotation marks when referring to an MLP, O’ Loughlin explained that he does not
consider adistribution to be the same as a dividend because, with an MLP, distributions
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tend to exceed earnings.”® 1d. at pp. 500-01. Using adistribution yield, he continued, is
not consistent with the Commission’ s constant growth DCF formula. 1d. at p. 502.

O’ Loughlin testified that, in order to fix the inconsistency, he capped the distribution at
100% of earnings for calculating the yield piece, making the distribution more
synonymous with a dividend yield combined with an earnings growth rate for the DCF
formula. 1d. at pp. 502-03. However, O’ Loughlin agreed that, if the owner of an
individual proprietorship, a partner in a partnership, and a stockholder in a corporation all
receive $10,000 from each of their entities, the payments, if they are coming from profits,
are essentially the same thing, economically. Id. at p. 506. He stipulated that the situation
changes when the pay out is something more than the profits in a partnership, particularly
for aregulated company. Id. at p. 507.

79.  Inresponse to my further questions, O’ Loughlin explained what he meant by a
“before individual income taxes rate of return” in his Direct Testimony. Id. at p. 510. He
testified that, when one buys a share of stock, he or she will get the stock aswell asa
stream of dividends. Id. at p. 510. Income taxes, he continued, will need to be paid on
those dividends, but, when they are used in the DCF formula, these taxes have not yet
been paid. Id. at p. 511. Therefore, investors will look at their after-individual-income tax
return when determining what type of investment to make, according to O’ Loughlin,
because income taxes serve to dilute the return one is getting from the cash that comes
from the dividend or distributions. 1d. at pp. 511, 517. The sameistruefor an MLP, he
pointed out, because there are tax implications if the return is calculated before individual
income taxes. 1d. at pp. 511-12.

B. DANIEL S. ARTHUR

80. Daniel S. Arthur (“Arthur”) submitted testimony on behalf of Chevron and
ConocoPhillips regarding the alocation of overhead expensesto SFPP. Exhibit No.
CC-56 at p. 4.* HeisaPrincipal of The Brattle Group, an economic and management
consulting firm. 1d.

8l. SFPP'scost-of-service data, Arthur stated, includes $32.6 million of Kinder
Morgan corporate unallocated overhead costs allocated to SFPP, $25.5 million of whichis
allocated to carrier operations and $7.1 million to non-carrier operations. Exhibit No. CC-
1 at p. 36. He added that $1.7 million of the $25.5 million is allocated to SFPP' s North

O’ Loughlin noted than an MLP may be paying out 100% of its earnings plus
cash flow that comes from depreciation because they are not fully investing all of the cash
flow back into assets. Transcript at p. 502.

% |n addition to his comments in Exhibit No. CC-56, at the hearing, Arthur took
responsibility for page 36, line 6, through page 50, line 2 of Exhibit No. CC-1, previously
submitted as O’ Loughlin’ stestimony. Transcript at pp. 391-92, 520-21.
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Line interstate operations, $1.1 million is alocated to its Oregon Line, and that SFPP uses
the Commission’ s Massachusetts formula to allocate Kinder Morgan corporate
unallocated expensesto SFPP. Id. Arthur said he does not agree with SFPP's
methodology for allocating Kinder Morgan’s 2003 corporate unallocated expenses to
SFPP s North and Oregon Lines. Id. at p. 37. First, he stated, it was inappropriate for
SFPP to exclude 16 Kinder Morgan subsidiaries from the allocation. 1d. Second, Arthur
disagreed with SFPP’ s calculation of the total Kinder Morgan overhead to be alocated to
Kinder Morgan’s subsidiaries, and third, he stated, SFPP’ s use of ten tiers of overhead
expenses contains too many discrepancies to instill confidence that Kinder Morgan is
performing areasonable alocation. Id. at pp. 37-38.

82.  According to Arthur, SFPP’ s basis for excluding 16 Kinder Morgan subsidiaries
from the Massachusetts formula all ocation is that most of the subsidiaries do not require
any Kinder Morgan management because they are operated by Kinder Morgan’s parent
company, Kinder Morgan, Inc., or by another third party. Id. at p. 38. However, he
continued, $17.5 million of the corporate unallocated expenses represent Kinder Morgan's
cost to have Kinder Morgan, Inc., operate these subsidiaries. 1d. SFPP sbasisfor
excluding these subsidiariesis, Arthur contended, invalid for three reasons. 1d. First,
according to Arthur, under the operating agreements for the Kinder Morgan-subsidiaries
operated by Kinder Morgan, Inc., the fixed payments of general and administrative
expenses are a predetermined arbitrary amount, not related to the actual expensesin a
given year. Id. at pp. 38-39. Moreover, he maintained, if the arbitrary amount paid by the
excluded entities significantly understates the amount reasonably allocated to the
subsidiaries using the Massachusetts formula, this predetermined amount creates the
likelihood of cross-subsidization between SFPP, the regulated entity, and the excluded
Kinder Morgan, Inc.,-operated subsidiary. Id. at p. 39. Second, Arthur stated, because
Kinder Morgan was unable to directly assign any general and administrative expense to
the 16 excluded subsidiariesin its SEC Form 10-K, it is questionable asto why SFPP is
able to directly assign Kinder Morgan’s corporate unallocated expenses to any specific
subsidiaries for SFPP’s cost-of-service. I1d. Third, according to Arthur, it isinappropriate
to exclude any subsidiary from a calculation to allocate overhead expense if the subsidiary
benefits from the parent company in any way. Id. He contended that the 16 excluded
subsidiaries benefit because Kinder Morgan retains some managerial responsibilities and
performs accounting and associated legal work involving the Kinder Morgan, Inc.-
operated subsidiaries. 1d. at p. 38.

83. The$17.5 million of Kinder Morgan’s corporate unallocated overhead expense
attributed to the 16 excluded subsidiaries, Arthur testified, is significantly less than the
$32.6 million allocated to SFPP in SFPP' s Massachusetts formula. Id. at p. 41. Arthur
suggested that this disparity is not plausible because the 16 subsidiaries represent higher
percentages of Kinder Morgan’ s total revenue, total gross property, and total direct labor
than SFPP. Id. at p 41. Heinsisted that the magnitude of the disparity is evidence that
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SFPP' s method does not reasonably allocate Kinder Morgan’s unallocated overhead
expenses among all of its subsidiaries. |d.

84.  Arthur next explained that SFPP included atotal of $140.4 million of overhead
expense in its 2003 Massachusetts formula calculation. 1d. at p. 42. SFPP, he noted,
subtracted $17.5 million from the overhead expense for subsidiaries that are excluded
from the Massachusetts formula cal cul ation because they are operated by Kinder Morgan,
Inc. Id. Arthur disagreed with this alocation and with SFPP' s allocation of $20.7 million
based on the amount SFPP is able, uniquely, to attribute to multiple Kinder Morgan
subsidiaries because Kinder Morgan was unable to identify them on its SEC Form 10-K.
Id. at pp. 42-43.

85.  Arthur related his own determination of the amount of the total Kinder Morgan
corporate unallocated expense which should be allocated by the Massachusetts formulato
Kinder Morgan's subsidiaries. Id. at p. 43. Heindicated that he does not subtract
anything from Kinder Morgan’ stotal overhead expenses of $150.4 million included in the
Massachusetts formula because no Kinder Morgan subsidiary, he submitted, should be
excluded. 1d. As SFPP, he added the $28.2 million of capitalized overhead to the $150.4
million for atotal of $178.7 million to be allocated by the Massachusetts formula. 1d.

86. Hedoesnot agree with SFPP' s use of ten tiers in its Massachusetts formula
calculation, Arthur testified, explaining that its use of ten tiersis based on uniquely
assigning portions of Kinder Morgan’s corporate unallocated expenses to a specific
subsidiary or a specific group of subsidiaries. Id. at pp. 43-44. According to Arthur,
“there are several anomalies and discrepanciesin SFPP s use of ten tiers,” the first of
which isits ability to identify expenses related to specific subsidiaries or groups of
subsidiaries contrary to a data response provided by SFPP that states that Kinder Morgan
does not maintain its accounts in such away that this information would be available. 1d.
at p. 44 (citing Exhibit No. CC-32). The second anomaly, he stated, isthat SFPP's
identification of overhead expenses as being specific to individual or groups of Kinder
Morgan subsidiaries has changed through time with SFPP’ s overhead expense allocation
methodology, indicating that the methodology is subjective. I1d. Arthur insisted that the
result of these discrepanciesisthat SFPP s allocation method over-allocates Kinder
Morgan overhead costs to SFPP. 1d. at pp. 44-45.

87. SFPP' s methodology of assigning overhead expenses to tiers has been modified
over time, according to Arthur. Id. at p. 45. He explained that the ten-tier methodology
SFPP used in the 2003 cost-of-service studies was developed in 2006. Id. The original
2003 Massachusetts formula utilized two tiers, and, he added, the original 2004 formula
utilized four. 1d. The ten-tier methodology, O’ Loughlin contended, is an after-the-fact
reallocation of overhead expenses that reassigns the historical 2003 overhead expensesto
specific Kinder Morgan subsidiaries, contrary to Kinder Morgan’ s statement that it does
not maintain its general and administrative expenses in a manner that reflects expenses
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associated with individual business units. Id. Arthur also stated that the 2003 overhead
expenses that SFPP specifically assigns to a specific Kinder Morgan subsidiary has
changed along with its methodology. Id. at pp. 45-46.

88.  Arthur aleged that there are two problems with SFPP’ s treatment of gross property
in its Massachusetts formula calculations. 1d. at p. 47. First, he stated, while SFPP
excludes purchase accounting adjustments to gross property associated with Kinder
Morgan’ s regulated subsidiaries and unregulated subsidiaries, it does not exclude the
purchase accounting adjustment associated with the regulated Calnev pipeline. 1d. The
second problem, he claimed, is that SFPP uses an average of end-of-year 2002 and
end-of-year 2003 gross property in its calculations, instead of using only an end-of-year
2003 balance. Id. Moreover, Arthur added, the purchase accounting adjustments need not
be excluded with respect to Kinder Morgan’s unregulated subsidiaries because there is no
relationship between the price, revenues, and profitability of these unregulated subsidiaries
and the original cost of the subsidiaries’ gross property, while there is a direct relationship
for subsidiaries that are regulated on an original cost basis. |d. Asaresult, Arthur stated,
he removed the purchase accounting adjustments from gross property only for Kinder
Morgan’s regulated subsidiaries, including the Calnev pipeline, and uses end-of-year 2003
gross property balances in his Massachusetts formula calculation. Id. at pp. 47-48.

89.  According to Arthur, $178.7 million of total Kinder Morgan corporate unallocated
overhead expenses should be allocated to al of Kinder Morgan’s subsidiaries without tiers
of expenses. Id. at p. 48. Moreover, adjustments of the gross property, plant, and
equipment of Kinder Morgan’s regulated subsidiaries to year-end 2003 balances should be
made, Arthur claimed, and the purchase accounting adjustment associated with Calnev
pipeline should be removed. Id. While SFPP proposes an allocation of $32.6 million,
Arthur stated, his calculation resultsin an alocation of $15.8 million of Kinder Morgan
corporate unallocated overhead costs to SFPP, $12.4 million of which is allocated to
carrier operations and $3.4 million to non-carrier operations. 1d. Arthur also asserted that
he allocates $800,000 of the carrier amount to SFPP’s North Line interstate operations and
$600,000 to SFPP’s Oregon Line interstate operations, while SFPP allocates $1.7 million
and $1.1 million in its 2003 cost-of-service study, respectively. Id. at pp. 48-49.

90. InhisRebuttal Testimony, Arthur, discussing the 12 Kinder Morgan subsidiaries
that SFPP witness Dale D. Bradley (“Bradley”) excluded from the Massachusetts formula
calculation, noted that six Kinder Morgan subsidiaries are excluded because they are
operated by Kinder Morgan, Inc., and the other six are excluded because they are operated
by third parties. Exhibit No. CC-56 at pp. 5-6. Kinder Morgan does not provide any
services to the six Kinder Morgan, Inc.-operated subsidiaries, whose overhead costs are
charged directly to them or are charged on a pass-through basis, Arthur explained. 1d. at
pp. 7-8. Moreover, the Kinder Morgan, Inc.-operated subsidiaries, he added, paid fixed
feesto Kinder Morgan, Inc., in 2003, which covered the overhead costs incurred by
Kinder Morgan, Inc., in operating the entities. Id. at p. 8.
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91. However, Arthur continued, Bradley does not address that Kinder Morgan’s
operating agreement requiresit to retain oversight responsibility of the subsidiaries, or that
Kinder Morgan performs several overhead services for the Kinder Morgan, Inc.-operated
subsidiaries. Id. a p. 8. Likewise, Bradley’s conclusion that the fixed fees paid by the
Kinder Morgan, Inc.-operated subsidiaries covered any overhead incurred by Kinder
Morgan, Inc., also is problematic because, Arthur explained, there is no residual overhead
incurred by Kinder Morgan, Inc., being charged to other Kinder Morgan subsidiaries. Id.
at pp. 9-10 (citing Exhibit Nos. SFO-25 at pp. 26-27, SFO-32).

92. Moreover, Arthur testified, Bradley’ s analysis shows that no expenses associated
with a number of overhead services™ provided by Kinder Morgan, Inc.-shared employees
were directly assigned to the Kinder Morgan, Inc.-operated subsidiaries. Id. at p. 10. He
maintained that atotal of $9,000 related to these overhead expenses was assigned to the
Kinder Morgan subsidiaries from Kinder Morgan, Inc.; however, Arthur stated, Kinder
Morgan, Inc., also simultaneously charged the other Kinder Morgan subsidiaries it does
not operate $14.3 million for the same overhead functions. Id. Further, according to
Arthur, Bradley indicated that the Kinder Morgan, Inc.-shared employees should provide
the overhead services to the Kinder Morgan, Inc.,-operated Kinder Morgan subsidiaries,
but also implies that these subsidiaries do not require these overhead services. Id. at p. 11.
Arthur submitted that thisis not plausible. Id. He contended that some entity must be
Incurring expenses related to overhead services for the Kinder Morgan, Inc.-operated
Kinder Morgan subsidiaries, which could mean one of two situations: either (1) the
overhead services are performed by Kinder Morgan, Inc., which charges the expensesto
the other Kinder Morgan subsidiaries through the Kinder Morgan, Inc., cross-charge
instead of charging Kinder Morgan, Inc.-operated subsidiaries; or (2) Kinder Morgan, Inc.,
performs the services in the same manner as it does for its other subsidiaries that it
operates and includes them in its Massachusetts formula cal cul ation, contrary to Bradley’s
testimony. Id. at p. 12. Both situations will, according to Arthur, result in cross-
subsidization of the excluded subsidiaries by the included subsidiaries. Id. Thiswould
occur, Arthur explained, because either the included entities will be allocated the overhead
expenses incurred by Kinder Morgan, Inc., through the Kinder Morgan, Inc., cross-charge,
or the excluded entities will not be allocated overhead from Kinder Morgan, which would
result in an over alocation to the subsidiaries included in SFPP’' s M assachusetts formula,
including SFPP. Id.

93. Bradley excluded six Kinder Morgan subsidiaries, Arthur testified, because they are
operated by athird party which, Bradley claimed, provides all overhead services. Id. at p.
13. Further, Arthur, asserting that Bradley claimed that Kinder Morgan did not provide
oversight or overhead services to these subsidiaries even though it held ownership

31 Arthur listed the overhead services as treasury, human resources, procurement,
income taxes, and information technology. Exhibit No. CC-56 at p. 10.
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interests, insisted that this claim isimplausible because it suggests that Kinder Morgan is
passive and does not oversee each subsidiary’ s attempts to maximize profit or operate in
an efficient manner. Id. at pp. 13-14 (citing Exhibit No. SFO-25 at pp. 29-33). The
operating agreements, according to Arthur, establish that Kinder Morgan is not passive,
but has direct oversight responsibilities separate from the operational responsibilities of
the third-party operators. Id. at p. 14 (citing Exhibit Nos. SFO-35 through SFO-40).

94.  Arthur suggested that SFPP should not exclude the 12 subsidiaries from its
Massachusetts formula calculation because it is clear, he contended, that Kinder Morgan
has oversight responsibilities as an owner separate from the operator’ s responsibilities
which generate overhead expenses. |d. at p. 19. Additionally, Arthur alleged that SFPP's
direct assignment of overhead expensesis flawed and unreliable because the amount of
overhead expense that Kinder Morgan, Inc., directly assigned to the Kinder Morgan
subsidiariesit operates includes atrivial amount of overhead expense associated with the
Kinder-Morgan, Inc.,-shared employees. Id.

95. Addressing Bradley’s claim that the disparity in the combined three-factor average
of gross revenue, gross property, and payroll expense, which exceeds SFPP' s combined
three-factor average, is amost entirely attributable to the revenues generated by one
excluded Kinder Morgan subsidiary, Arthur insisted that revenue is not the only disparity.
Id. at p. 20. According to Arthur, not only does gross revenue for the excluded Kinder
Morgan subsidiaries exceed SFPP' s gross revenue as a percent of Kinder Morgan’ s total
revenue, but the same is true for the gross property and direct labor percentages of total
Kinder Morgan gross property and direct labor. 1d. Even though the excluded Kinder
Morgan subsidiaries represented larger shares of Kinder Morgan’ s total revenues, gross
property, and direct labor, SFPP’s methodology of directly assigning the Kinder Morgan
subsidiaries $17.5 million in overhead expense and excluding the subsidiaries from a
Massachusetts formula allocation results in an allocation of approximately twice the
overhead expense for SFPP, Arthur declared. Id. at p. 21.

96. Arthur testified that Bradley’ s reference to the amount of capitalized overhead
assigned to excluded Kinder Morgan subsidiaries in 2003 should not be relevant in
determining whether the $17.5 million in fees paid by the excluded Kinder Morgan
subsidiaries is reasonable because, in the Massachusetts formula cal culation, the amount
of overhead costs that were actually capitalized is considered not to have been capitalized,
and istherefore included in the amount allocated. 1d. at pp. 21-22 (citing Exhibit No.
SFO-25 at pp. 42-44). Moreover, Arthur added, overhead costs for all subsidiaries are
treated as expenses and allocated by the Massachusetts formula because SFPP does not
capitalize any overhead expenses for FERC Form 6 reporting purposes, and thus any
amount of overhead that was capitalized to the excluded entities, SFPP, or any other
Kinder Morgan subsidiary should be treated the same way as any other overhead expense
and be included in the total amount of overhead expense to be allocated by the
Massachusetts formula. 1d.
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97.  While SFPP alocated $139.8 million in overhead for 2003 in its Massachusetts
formula calculation, Arthur recommended a 2003 overhead allocation of $178.7 million.
Id. at p. 23. Arthur stated that $38.2 million of that difference is accounted for by the
direct assignment of overhead expensesto certain subsidiaries. 1d. The remaining
difference, he added, can be accounted for as a $90,000 payment from Cochin Pipeline
Company (“Cochin) which Bradley subtracted, and the $501,769 for expenses in one
responsibility center where Bradley identified work performed for a subsidiary he
excluded from the Massachusetts formula calculation. Id. (citing Exhibit No. SFO-25 at
pp. 35-35, 44). Arthur recommended including the total overhead amount of $178.7
million reported by SFPP without the direct assignment of overhead expensesto any
subsidiary because he maintained that all Kinder Morgan subsidiaries should be included
in the Massachusetts formula allocation. 1d. at pp. 23-24.

98. Responding to Bradley’s argument that it is reasonable for SFPP to useten tiersin
its Massachusetts formula, Arthur recommended including all Kinder Morgan subsidiaries
inasingle tier and utilizing the Commission’s standard M assachusetts formula. Id. at pp.
24-25. First, Arthur explained, not all costs allocated by the Massachusetts formula are
directly charged to any subsidiary, making it questionable that SFPP can identify $64.9
million in overhead expenses that are directly attributable to a single subsidiary while
Kinder Morgan could not do so on its 2003 SEC Form 10-K. 1d. at p. 24. Further, Arthur
contended that SFPP’'s method is subjective, asillustrated by its shifting assignment of
overhead expenses directly to individual subsidiaries or groups of subsidiaries as the
methodology changes. |d. at pp. 24-25. The subjective nature of SFPP' s ability to
directly assign overhead expenses in its ten-tier method is further reflected, Arthur added,
initslack of direct assignment of overhead expenses associated with services performed
by the Kinder Morgan, Inc.-shared employees to the Kinder Morgan, Inc.-operated
subsidiaries. Id. at p. 25.

99.  While Arthur advocated excluding purchase accounting adjustments from regulated
subsidiaries to allow the balance to reflect original cost, he did not advocate excluding
purchase accounting adjustments with respect to Kinder Morgan’ s unregul ated
subsidiaries. 1d. at pp. 25-26. Specifically, Arthur stated that the purchase accounting
adjustments should not be excluded with respect to unregulated subsidiaries because,
unlike regulated subsidiaries, there is no relationship between prices, revenues and
profitability of the unregulated subsidiaries and the original cost of the subsidiary’ s gross
property. Id. at p. 25. When a purchase accounting adjustment is removed from an
unregulated subsidiary’s gross property balance, he continued, the resulting amount does
not necessarily have any relationship to the original cost of the assets. Id.

100. Arthur recommended using end-of-period balances for gross property in the
Massachusetts formula cal culation because they reflect the changes in gross property that
occurred during the year. 1d. at p. 26. If there are large changes to gross property
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balances during the year due to expansions or acquisitions, he continued, there will be
overhead expenses associated with these acquisitions or expansions that correspond with
the end-of -period balances. 1d.

101. On cross-examination referring to Responsibility Center 0090, Arthur stated that it
appeared to relate to information technology systems supporting the liquids terminals,
while Responsibility Center 0091 appeared to relate to information technology services
supporting products pipelines. Transcript at pp. 531-32. Liquidsterminals, he agreed,
relate to products pipelines, rather than natural gas pipelines, and are Kinder Morgan-
operated entities. Id. at p. 531. Arthur also conceded that the six Kinder-Morgan,
Inc.-operated subsidiaries that are excluded from the Massachusetts formula are natural
gas pipelines, not products pipelines or liquids terminals. Id. at pp. 531-32.

102. Arthur next responded to a series of questions regarding the total cost assigned to
Kinder Morgan-operated subsidiaries included in SFPP' s Massachusetts formula. Id. at
pp. 532-33. Kinder Morgan, Inc.-shared employees incur the costs for these entities,
according to Arthur, and allocate or assign the costs to Kinder Morgan, although he
admitted that it is not clear to him how they charge Kinder Morgan. Id. at p. 533. He
explained further, stating that the Kinder Morgan, Inc. employees perform services for
Kinder Morgan, Inc.-owned and Kinder Morgan, Inc.-operated subsidiaries, as well as
Kinder Morgan-owned and Kinder Morgan-operated subsidiaries. Id. at p. 534. Itishis
understanding, Arthur testified, that there is a split of the expenses between the various
groups, athough it is unclear to him when services are performed for Kinder
Morgan-operated subsidiaries, whether the exact time is charged to those subsidiaries. Id.
Moreover, Arthur agreed that the costs incurred by Kinder Morgan, Inc., on behalf of
Kinder Morgan go from Kinder Morgan, Inc., to Kinder Morgan via the Kinder Morgan,
Inc., cross charge.* Id. at p. 535. He added that in SFPP and Bradley’ s application, the
cross charge is alocated among all of the Kinder Morgan-operated entitiesin the
Massachusetts model. 1d.

103. Moving on to costs which are directly assigned to the Kinder Morgan, Inc.-operated
entities, Arthur stated that it is his understanding that they do not include any costs that
would have been spread among all Kinder Morgan, Inc.-owned entities. Id. at p. 536.
Moreover, he explained that there are no costs directly assigned to the Kinder Morgan
subsidiaries operated by Kinder Morgan, Inc. Id. at pp. 536-37.

%2 SFPP Witness Bradley defined “cross charge” as the costs Kinder Morgan, Inc.,
incurs in providing services to Kinder Morgan-operated entities, which is paid every
month through either a check or wire transfer from Kinder Morgan to Kinder Morgan, Inc.
Transcript at p. 856.
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104. When questioned regarding hisinclusion of direct assignments to certain products
pipelines and delta terminals within the Massachusetts formula cal cul ations despite the
fact that they were done outside of the Massachusetts formula, Arthur stated that he is of
the opinion that a direct assignment to a particular subsidiary must be supported with
documentary evidence. Id. at pp. 543-44. The direct assignments in this proceeding lack
such evidence, he testified, with the exception of the direct assignment to the Kinder
Morgan, Inc.-operated subsidiaries, which, Arthur contended, is not a valid assignment.
Id. at p. 544. Since evidence is lacking, the supposed direct assignments, according to
Arthur, are put into the overhead expense pool. Id. at p. 545. Therefore, he explained, the
direct assignments to certain products pipelines and delta terminals should remain in the
allocation because he does not know why they were moved from the overhead expense
pool to a specific subsidiary. Id. at p. 548.

105. Arthur agreed that the methodology from Distrigas of Massachusetts Corp., 41
FERC 161,205 at pp. 61,555-56 (1987) (sometimes “Distrigas’), isinappropriate for
Tejas Gas LLC and its subsidiaries (“ Tejas Consolidated”),* a Kinder Morgan subsidiary,
because it lacks a pass-through mechanism, placing Consolidated at risk for
underrecovery, which would result in negative net revenue if it under recovered based on a
loss of gas sales or declinein gas sales. Transcript at pp. 554-55. If this were the case,
Arthur insisted, a negative amount of revenues would be used in the allocation under the
Distrigasformula. Id. at p. 555. Because it has no pass-through mechanism, if Tejas
Consolidated makes a natural gas purchase, it isat risk for its purchase price until it sells,
and such sale can be at aloss, according to Arthur. Id. at p. 555. In contrast, Arthur
pointed out, if Tejas Consolidated were a regulated entity with a pass-through mechanism,
it could pass the cost through to its customers. Id. at p. 556. There are various risks, such
as credit risk and legal fees associated with purchase and sale, which require oversight,
according to Arthur, which may not be proportionate to $4 billion. Id. at p. 556.
However, he continued, the Massachusetts formula would account for a disproportion by
weighting gross revenues, gross property, and direct labor. Id.

106. Although capitalized overhead is reflected as an expense on FERC Form 6, Arthur
contended that thisisinconsistent with his statement that capitalized overhead is no longer
an expense. Id. at p. 558. In support of his contention, Arthur explained that there are
multiple books maintained by both Kinder Morgan and SFPP. 1d. On Kinder Morgan’'s
books, capitalized overhead isincluded as an asset for SFPP, he stated, while the FERC
Form 6 and the regulatory books maintained by SFPP state that the overhead was
capitalized is not included on the SFPP books. 1d. Some of the capitalized overhead costs
in SFPP' s study are associated with natural gas companies, Arthur agreed, which do not
filea FERC Form 6, but instead filea FERC Form 2. 1d. at p. 559. Arthur contended that
even if the FERC Form 2 did not list the capitalized overhead as expenses, SFPP's
regulated books would not be impacted. 1d.

* For alist of the subsidiaries of Tejas Gas LLC, see Exhibit Nos. $-32, S-33.
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107. | asked Arthur to explain the three reasons® why he testified that the exclusion
from the Massachusetts formula of the 16 Kinder Morgan subsidiariesisinvalid.
Transcript at pp. 570-71. Explaining the first, Arthur stated that there was an operating
agreement established between Kinder Morgan, Inc., and Kinder Morgan when Kinder
Morgan, Inc., subsidiaries changed ownership to Kinder Morgan which required,
according to him, that Kinder Morgan, Inc., continue to operate the subsidiaries and
Kinder Morgan pay it for doing so, including afixed fee for overhead. Id. at p. 571. The
amount was fixed at $4.5 million, an arbitrary amount with no reference to actual costs
which, therefore, Arthur maintained, should not be included within the Massachusetts
formula. 1d. at p. 572.

108. Secondly, Arthur testified, in 2003, there were general and administrative
expenditures of $150.4 million which were not attributable to any operating segment,
according to Kinder Morgan’s SEC Form 10-K. Id. at p. 573. Arthur explained that,
within that $150.4 million isthe $17.5 million that is directly assigned to the six Kinder
Morgan, Inc.,-operated subsidiaries, all of which are natural gas pipelines. Id. at p. 573. If
it had assigned the $17.5 million directly to these entities, he added, it should not be
included in the $150.4 million and should have shown up within Kinder Morgan’'s
operating expenses related with natural gas pipelines. Id. Since Kinder Morgan did not
attribute the expenses to these entities in the SEC report, Arthur claimed that it is
guestionable whether it is able to do so in this proceeding. Id.

109. Withregard to the third reason that exclusion of the subsidiaries from the
Massachusetts formulawas invalid, Arthur stated that the excluded subsidiaries clearly
benefit from the parent company and cited the operating agreements as evidence of this.
Id. at p. 574. Specificaly, hetestified, these agreements require that Kinder Morgan
provide oversight activities separate and distinct from Kinder Morgan, Inc.-assigned
activities. Id. a pp. 574-75. The sameistrue for both the Kinder Morgan, Inc.-operated
Kinder Morgan subsidiaries and those operated by third parties, he added. Id.
Additionally, Arthur cited testimony submitted by SFPP witness Richard L. Bullock

% The three reasons that the exclusion of 16 subsidiaries from the Massachusetts
formulaisinvalid, Arthur stated, are asfollows: (1) under the operating agreements for the
Kinder Morgan-subsidiaries operated by Kinder Morgan, Inc., the fixed payments of
general and administrative expenses are a predetermined arbitrary amount, not related to
the actual expensesin agiven year; (2) because Kinder Morgan was unable to directly
assign any general and administrative expense to the 16 excluded subsidiaries in its 2003
SEC Form 10-K, it is questionable as to why SFPP is able to directly assign Kinder
Morgan’s corporate unallocated expenses to any specific subsidiaries for SFPP' s cost-of -
service; and (3) it isinappropriate to exclude any subsidiary from a calculation to allocate
overhead expense if the subsidiary benefits from the parent company in any way. Exhibit
No. CC-1 at pp. 37-38.
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(“Bullock™) inaprior proceeding that listed the various activities which Kinder Morgan
performed on behalf of these subsidiaries, as well as a cash management agreement
between Trailblazer Pipeline Company and Kinder Morgan Operating, L.P. “A,” an
operating arm of Kinder Morgan. Id. at pp. 575-76 (citing Exhibit Nos. CC-31, CC-61).

C. KATHLEEN L. SHERMAN

110. Kathleen L. Sherman (*“ Sherman”) submitted testimony on behalf of Commission
Trial Staff. Exhibit No. S-1 at p. 3. Sheisemployed by the Commission as an Energy
Industry Analyst in the Technical Division of the Office of Administrative Litigation. Id.

111. To evauate theissues set for hearing, Sherman said that Staff developed
cost-of-service studies for 2003 for the North and Oregon Lines to determine whether
there are substantially changed circumstances that would justify eliminating the
grandfathering of the rates for service over theselines. Id. at p. 6. She used SFPP's
cost-of-service studies for the North and Oregon Lines for 2003 and 2004 to prepare
Staff’ s cost-of -service studies. 1d. at p. 7. Staff, she continued, did not find a substantial
change in economic circumstances for the North Line, but did, however, find a substantial
change in economic circumstances for the Oregon Line, and has thus developed ajust and
reasonable rate for that line. 1d. at pp. 6-7.

112. The economic basis for the present North Line ratesis a 1989 cost-of-service study
provided by SFPP to justify arate increase for the North Line, Sherman explained. Id. at
p. 8. However, she noted, thereis no similar economic basis for the Oregon Line rates.

Id. Sherman testified that, because SFPP had no data regarding the economic basis for the
rates, Staff used a 1992 cost-of-service study for itsanalysis. Id.

113. Sherman stated that the grandfathered rate for the North Line to Reno, Nevada, is
$1.10/bbl and was established on December 17, 1989. Id. In addition, she continued, the
Oregon Line rate to Eugene, Oregon, of 45.6 cents/bbl was established on May 23, 1985.
Id. To evaluate whether the changed circumstances threshold had been met, Sherman
explained that Staff used the (C-B)/A formulato compare rate e ements for different years.
Id. at p. 9. If thereisno information available for the economic Basis Year (“A”), then the
equation (C-B)/B should be used, she added. Id. While the 1989 cost-of-service is used
for the “A” period for the North Line, Sherman testified, the Oregon Line uses the (C-
B)/B equation, because there is no data from the Basis Period available. 1d. When“B” is
greater than “A” for elements such as volumes that are expected to increase over time, the
equation (C-A)/A should be used, according to Sherman. Id. Of al the rate elements, she
contended, changes in return, or profit expectations, ultimately determine whether there
has been a change in the economic basisof arate. Id. at p. 10. The Complainants
comparison in dollar amounts, Sherman continued, might be more appropriate than
comparing rate elements with different units. 1d.
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114. According to Sherman, Staff conducted cost-of-service studies for 2003 for the
North and Oregon Lines and used these studies to determine 2003 profit margins, the“C”
element in the formula. 1d. at pp. 10-11 (citing Exhibit Nos. S-2, S-3). Sherman said she
included adjustments for taxes and operating expenses which were provided by Staff
witness Kenneth A. Sosnick (“Sosnick”). Id. at p. 11. Staff adopted O’ Loughlin’s
proposed return on equity, capital structure, and cost of debt, Sherman added. 1d.
According to her, Staff’s 2003 cost-of -service for the North Line is $13.263 million and,
for the Oregon Line, it is $4.960 million. Id.

115. To determine whether there has been a change in economic circumstances,

Sherman testified, Staff calculated a profit margin and related percentages for the Base
Year (“*A”), 1992 (“B”), and the Test Year (“C”). Id. a pp. 11-12. For the North Line, the
resulting percentages were used in the (C-B)/A formula, Sherman explained. 1d. at p. 12.
For the Oregon Line, she stated, the percentages were used in the (C-B)/B formula
because it lacks a study for the Base Year. 1d.

116. Sherman testified that there were no changed circumstances for the North Line,
regardless of whether it used an interstate only 1989 amount or the 1989 cost-of-service
study in the Commission’s Order in SFPP, L.P., 111 FERC 161,334 . Id. at pp. 13-14.
Staff, Sherman stated, used the 1992 cost-of -service study amount for the North Line. 1d.
at p. 14. Were Staff to use O’ Loughlin’s pre-EPAct 1992 amount in its cost-of-service
study instead, according to Sherman, the change in profit margin would increase from
4.09% to 24.88%, which, she contended, would support the finding of a substantial change
in circumstances. Id. Sheindicated, however, that Staff does not agree that the pre-
EPAct 1992 amount of $13.477 million is the appropriate figureto use. 1d. Staff’s change
in economic circumstances analysis for the North Line shows that there has been a change
of only 6.64%, which isfar below the 15% threshold, Sherman added. Id. at p. 15. Based
on this study, Staff maintained, according to Sherman, that there was no change in
economic circumstances for the North Linein 2003. Id. Staff also examined the potential
for changed circumstances for the North Line in 2004, Sherman stated, by inserting the
cost-of-service proposed by SFPP, and alternatively inserting the cost-of-service
developed by Indicated Shippers witness Elizabeth H. Crowe (“Crowe”). Id. at p. 16.
The analysis does not show substantially changed circumstances for the North Linein
2004, Sherman explained. Id. at p. 17.

117. Based on Staff’ s analysis, Sherman continued, there was a substantial change in
circumstances for the Oregon Linein 2003. Id. Consequently, according to her, the rate
of 45.6 cents/bbl should no longer be grandfathered and, therefore, Staff developed a
proposed rate of 30.70 cents/bbl, calculated by taking Staff’ s cost-of-service and dividing
it by the actual 2003 volumes. 1d. at pp. 17-18.

118. Sherman explained that witness O’ Loughlin’s method for determining changed
circumstancesis similar to Staff’sin that it compares revenues and costs. Id. at p. 18. She
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testified, however, that the methodol ogies differ in that Staff calculated a profit margin
from the difference between revenues and costs and generates profit margin percentages
that are used in the two equations to generate a result that can be used to evaluate changed
circumstances, while O’ Loughlin developed an overall percentage change for revenues
and an overall percentage change for costs independently, using the same equations, and
subtracted the percentage change generated for the costs from that generated for the
revenues. Id. at pp. 18-19. Sherman submitted that, while both methodol ogies have
similar results, Staff’ s methodology is more accurate and more precisely retained the
original relationship between the years. 1d. at p. 19. For the 2003 North Line, she pointed
out, under either methodology, the changed circumstances threshold has not been met. 1d.
at pp. 19-20. However, she continued, the changed circumstances test is met under either
methodology for the 2003 Oregon Line. |d. at pp. 20-21.

119. In her Rebuttal Testimony, Sherman addressed SFPP witness Van Hoecke's
critique of the Staff method for evaluating changed circumstances. Exhibit No. S9at p. 1
(citing Exhibit No. SFO-1). She explained that Staff’s method compares costs and
revenues for the year that was the economic basis for the rate to evaluate the profitability
of the pipeline’ soperations. Id. at p. 2. To do so, Sherman continued, Staff determined a
percentage change by using profit margins on a gross percentage basis for each of the
relevant years as inputs to the equation. Id. at p. 6. In contrast, Sherman noted, Van
Hoecke' s approach uses the (C-B)/A equation to compute his separate percentage changes
for costs and revenues in the relevant years and to compute a net percentage change by
subtracting the change in costs from the change in revenues. 1d. at p. 2. Moreover, she
added, he claimed to avoid the issue of comparing bases measured in different units by
comparing revenues and costs and by not using volumes as a proxy for revenues, and
weighting each percentage based on the arithmetic mean of these factors during the
economic Basis Period and only using the grandfathered portion of SFPP’ s revenue
stream. Id. at pp. 2-3 (citing Exhibit No. SFO-1 at p. 3). Staff’s method, she contended,
avoids the problem with adding percentages with different bases, and thus does not require
any weighting. Id. at pp. 6-7. Sherman stated, based on reviewing Van Hoecke's method,
that Staff’s method provides a more accurate measure of changed circumstances and

mai ntains a more comparable relationship between the years being investigated. 1d. at

p. 3.

120. Because revenues on the North Line were less in 1992 than they were in 1989,
Sherman asserted that the equation (C-A)/A should be used instead of (C-B)/A. Id. a p. 7.
However, she contended, Staff’s method avoids having to determine whether to use (C-
A)/A instead of (C-B)/B because it does not compare annual revenues directly. Id. While
there may be a decline in revenue between 1989 and 1992, there is no decline in the profit
margin, which is the measure Staff used, according to Sherman, to compare the
percentages from year to year. Id. at p. 9. Therefore, Sherman insisted, the (C-B)/A
formulais appropriate despite a decrease in revenue. Id.
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121. While Staff and Van Hoecke used different 1992 revenues for the North Linein
determining changed circumstances, Sherman maintained that, were Staff to use Van
Hoecke's 1992 revenues, the changed circumstances percentage would decline from
9.94% to 6.98%, which would not support afinding of changed circumstances. Id. at p. 8.

122. Using only the grandfathered portion of the revenues, according to Sherman, would
not change Staff’ s analysis that changed circumstances exist for the Oregon Line, asthere
would still be anearly $3 million difference between the 2003 grandfathered revenues and
Staff’s cost-of -service.™ Id. at p. 11. Similarly, she added, using only the grandfathered
portion of the revenues would not change Staff’ s conclusion that there were no changed
circumstances for the North Line for 2003 because, when only grandfathered revenues are
used, the percentage for changed circumstances, according to Sherman, becomes 1.97%.
Id. at p. 13.

123. Sherman next noted two problems with SFPP’ s use of the valuation method when
calculating the 1985 Oregon Line cost-of-service. Id. at p. 14. First, she stated, thereis no
detall regarding how overhead expenses were allocated from SFPP to the Oregon Line,
and there is no detailed description of the methodology used to calculate revenue or the
study that generated the results. Id. (citing Exhibit Nos. S-12 and S-13). Second,
Sherman noted, is that the Valuation method is not directly comparable to the
methodology from Williams Pipe Line Co., 31 FERC 1 61,377, which was used to
calculate the other cost-of-service studies used for evaluating changed circumstances.
Exhibit No. S-9 at pp. 14-15. Therefore, according to Sherman, a 1985 cost-of-service
calculated using the Valuation method would be less precise and non-comparable to the
costs of service for other years, and should thus be rejected. Id. at p. 15. However, she
noted, were Staff to use SFPP’' s 1985 Oregon Line cost-of-service study in determining
changed circumstances, its conclusion that changed circumstances exist would not change,
as the resulting percentage of 39.04% still supported such afinding. 1d.

124. She updated income taxes and ADIT and adjusted the net-to-tax multiplier for the
2003 cost-of -service studies for both lines, Sherman testified, based on Sosnick’s Rebuttal
Testimony in Exhibit No. S-15. Id. at p. 16. According to her, the revised North Line
cost-of-service for 2003 is $12,982,000, while the revised 2003 Oregon Line cost-of -
serviceis $5,501,000. Id. (citing Exhibit Nos. S-10, S-11). Sherman added that neither
revision changed Staff’s opinion that there is no substantial change in economic
circumstances for 2003 for the North Line, and that there is a substantial changein
economic circumstances for 2003 for the Oregon Line. 1d. at p. 17. Therevised cost-of-
service does, however, change Staff’ s just and reasonable rate for the Oregon Line,

% According to Sherman, 2003 grandfathered revenues of $7,366,000 exceed
Staff’s 2003 cost-of -service of $4,501,000. Exhibit S-9 at pp. 11-12.
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Sherman pointed out. Id. Sherman calculated the just and reasonable rate for each line by
dividing 2003 cost-of-service by 2003 volumes, resulting in ajust and reasonable rate of
27.86 cent/bbl for the Oregon Line and 94.58/bbl for the North Line. 1d.

125. On cross-examination, Sherman agreed that Staff’s method could produce an
anomalous result when the profit margin percentage declines from the “A” period to the
“B” period and then increased again between the “B” period and the “C” period to equal
the percentage at the “A” period. Transcript at p. 1129. This situation, she further agreed,
could show that there has been a substantial change when in fact, there has been no change
between the “A” and “C” periods. 1d. Thisisthe situation in which, Sherman continued,
the formula (C-A)/A would be applied rather than (C-B)/B. Id. at p. 1130.

126.  Sherman next explained that using a 10.02% real return on equity, rather than
Staff’s 9.88%, yielded a higher cost-of-service for 2003. Id. at p. 1114. She stated,
however, that a higher 2003 cost-of-service will not necessarily create less likelihood that
substantial change will be found because she looks at profit margin, which compares cost-
of-service to revenue, rather than looking at cost-of-serviceinisolation. Id. at p. 1115.

127.  Onre-direct examination, using the C-A/A formula, instead of C-B/A, to measure
substantially changed circumstances on the Oregon Line, Sherman calculated a 32.14%
change, which did not affect her conclusion regarding whether there has been achangein
the economic basis of the Oregon Linerate at issue. Id. at p. 1138 (citing Exhibit No. S
44). Furthermore, Sherman contended, the Oregon Line analysis she submitted in her
testimony begins with 1992, rather than 1985, because, according to her, the 1985 study
was hot comparable to studies used for other years asit used a different, less precise
method. 1d. at p. 1138-39.

D. KENNETH A. SOSNICK

128. Sosnick testified on behalf of Commision Trial Staff. Exhibit No. S-4at p. 1. He
is employed by the Commission as an Energy Industry Analyst in the Technical Division
of the Office of Administrative Litigation. 1d.

129. According to Sosnick, SFPP should be required to submit an appropriate state
income tax study, and until this submission is made, no state income tax alowanceis
justified. Id. a pp. 10-11. He argued that the overall weighted average state and federal
tax rate will change from SFPP current proposed methodology, which will change the
overall cost-of-service. Id. at p. 11.

130. The appropriate federal tax rate for UBTI entitiesis 34%, Sosnick suggested,
assuming that those UBTI entities who received distributions from Kinder Morgan have a
taxable income greater than $335,000 and less than $10 million because they should be
taxed at the same rate as taxable corporations. Id. at pp. 12. He asserted that thisis
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contingent upon SFPP demonstrating that the UBTI entities have a taxable base greater
than $335,000, and, absent that showing, SFPP should be required to adopt the 28% tax
rate assumption. Id. If SFPP can prove that the UBTI entities owning unitsin SFPP had
taxable income greater than $10 million, Sosnick stated, then he would accept a tax rate of
35%. Id. at p. 13. With these changes to the state and UBT] tax rates, Sosnick suggested
that the overall federal and state income tax decreases from 38.23% to 32.83% for the
North Line and from 37.26% to 32.83% for the Oregon Line, and the net-to-tax multiplier
will decrease from 0.6189 to 0.4887 for the North Line and from 0.5939 to 0.4887 for the
Oregon Line. Id.

131. According to Sosnick, SFPP did not include the subsidiaries Kinder Morgan
Interstate Gas Transmission or Trailblazer in its 2003 corporate overhead allocation, but
included Plantation. 1d. at pp. 15-16. Sosnick testified that Kinder Morgan Interstate Gas
Transmission, Trailblazer, and fourteen other subsidiaries™ should be added to the 2003
corporate overhead allocation calculation because Kinder Morgan has spent time on and
provided services for these subsidiaries. 1d. The existence of operation and reimbursable
agreements between a parent company and its subsidiary, according to Sosnick, does not
invalidate allocating corporate overhead to that subsidiary. Id. He said heis concerned
about cross-subsidization of costs which can occur because the agreements between
Kinder Morgan and its subsidiaries establish the direct costs that are collected from the
subsidiary as well as fix the amount of indirect costs that the entities will pay. Id. at pp.
17-18.

132. Sosnick proposed to remove any purchase accounting adjustments from SFPP's
average property, plant, and equipment to properly show the balances at the end of 2003
for certain subsidiaries. Id. at p. 19. He explained that not all of the entities are regul ated
by the Commission, and that he considered purchase accounting adjustments for entities
that are not regulated in order properly to set the property, plant, and equipment balance
for those entities that would be allocated corporate overhead expenses. Id. at p. 20.
According to Sosnick, generally accepted accounting principles relate to all entities,
regulated and unregulated, and purchase accounting adjustments arise due to these
principles; thus, Sosnick claimed, the property, plant, and equipment level must be
established for all entities. 1d. Sosnick defined a purchase accounting adjustment
write-up as setting the property, plant, and equipment balances at a higher value than net
depreciated book level. 1d. at p. 21.

% The subsidiaries Sosnick identified included: Casper Douglas Natural Gas
Gathering and Processing System (* Casper Douglas’), KM Upstream LLC, KM Gas de
Natural de Mexico (“KM Mexico”), KM Canada, Coyote Gulf Gas Treating LLC
(“Coyote Gulf"), Red Cedar Gas Treating LLC (“Red Cedar”), Thunder Creek Gas
Services LLC (“Thunder Creek”), Heartland Pipeline Company (“Heartland”), Port Arthur
Bulk Terminals, IMT, and Portland Bulk Terminal. Exhibit Nos. S-4 at pp. 15-16,
SFO-25 at pp. 25, 29.
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133. Thetota property, plant, and equipment balance to be used in the Massachusetts
formula, Sosnick contended, was $7,803,375,830, while SFPP' s was $6,119,508,343. |d.
The difference between the two, according to Sosnick, is $1,683,867,487, which reflects
hisinclusion of the 16 subsidiaries |eft out by SFPP, as well as the elimination of purchase
accounting adjustments. 1d.

134. Sosnick stated that he used SFPP' s carrier percentage, based on SFPP's

K ansas-Nebraska (sometimes “KN”) method®” and its North and Oregon Line interstate
percentage allocation, to arrive at the proportion of Kinder Morgan’'s overhead to be
recovered in SFPP' srates. |d. at p. 23. The KN method, Sosnick explained, isused for
alocating administrative and general expenses between divisions or functions. Id. at

p. 24. The expenses arefirst classified as being labor-related, plant-related, or “ other,”
and then the “ other” category, Sosnick continued, is allocated between labor and plant
proportionately with their totals. 1d. According to Sosnick, the category totals get
allocated between functions by each function’ s direct labor and direct plant ratios, which,
he testified, are calculated by multiplying the total plant and labor related administrative
and general expenses by each function’s direct plant and labor ratios. Id. Within each
function, Sosnick continued, the labor-and plant-related administrative and general
expenses are added together and the ratio of these totals to the total amount allocated is
that function’s KN ratio. 1d. According to Sosnick, the KN ratio is then multiplied by
each administrative and general expense in order to allocate the administrative and general
expenses across functions. 1d.

135. SFPP calculated its North and Oregon Line carrier direct investments, Sosnick
testified, to be 7.19% and 2.34% of the company’ stotal carrier direct investment,
respectively, whileit calculated the North Line carrier direct labor expense to be 6.07%
and the Oregon Line carrier direct labor expense to be 6.64% of the company’s total
carrier direct labor expense. Id. at p. 25. SFPP used the simple average of the two ratios
for each segment to allocate itsindirect expenses, he noted. Id. Thisisinconsistent with
the Commission’ s KN method, according to Sosnick, because SFPP does not differentiate
the expenses as labor-or plant-related, and, therefore does not match cost and causality as
well asthe Commission’straditional method requires. Id. Using SFPP’'s method, Sosnick
alleged, afunction with too little labor, but alarge share of plant, will be allocated too
much labor-related indirect expense and too little plant-related indirect expense, which
may result in asignificant cost allocation difference. Id. at p. 26.

136. SFPP, Sosnick testified, has another KN calculation that “it calls the ‘K/N Factor,”
which isaratio that allocates indirect costs between carrier and non-carrier using a method

3 Kansas-Nebraska Natural Gas Co., 53 FPC 1691, 1721-22 (1975), aff'd sub
nom., Kansas-Nebraska Natural Gas Co., Inc. v. FPC, 534 F.2d 227 (10th Cir. 1976).
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similar to the KN method. 1d. For 2002 and 2003, Sosnick explained, SFPP subtracted
the purchase accounting adjustment from gross carrier and non-carrier property and
calculated the ratios for 2002 and 2003, which are then averaged. 1d. SFPP, he continued,
then takes the direct labor portion of carrier and non-carrier and calculated the ratio of
each to the total for 2003. Id. The resulting property and labor ratios are averaged, which,
according to Sosnick, becomes the “KN Factor.” 1d. Sosnick alleged that this method
may produce very different results from the KN method. Id. He stated that he has not
adjusted SFPP’'s method and, in making his own calculations, only used it as a
placeholder. Id. at pp. 27-28. Sosnick recommended, based on his calculations, a North
Line corporate overhead alocation of $820,660 and an Oregon Line corporate overhead
allocation of $555,571. Id. at p. 28.

137. In his Rebuttal Testimony, Sosnick stated that, after SFPP witness Ganz modified
his procedure for devel oping the weighted marginal state income tax rate for SFPP' s cost-
of-service studies, there is adequate support for his weighted state income tax cal culations.
Exhibit No. S-15 at pp. 3-4. Sosnick also indicated that he accepts SFPP’ s blended federal
and state income tax rate and net-to-tax multiplier, as well as Ganz' s change in the tax rate
used for UBTI entities. Id. a pp. 4-5. He aso noted that SFPP’ s computation of ADIT
changed, stating that SFPP used the weighted marginal federal income tax rates for 1992-
2003 in the calculation of its 2003 ADIT balance. Id. at pp. 5-6. Furthermore, Sosnick
contended, Ganz also has changed the income tax allowance component to properly
recognize the weighted marginal federal tax rate change Sosnick now accepts. Id. at p. 6.

138. Indiscussing the corporate overhead allocation, Sosnick stated that SFPP witness
Bradley did not include Kinder Morgan Interstate Gas Transmission or Trailblazer
Pipeline Company in the Massachusetts formula, but included Port Arthur Bulk
Terminals, Portland Bulk Terminals LLC, and Painter Plant. Id. at pp. 7-8 (citing Exhibit
No. SFO-25 at p. 36). Heincluded Port Arthur Bulk Terminals, Sosnick explained,
because it is ajoint venture that, although never active, would be a part of the formulaif it
were to become active. Id. at pp. 8-9 (citing Exhibit No. SFO-25 at p. 36). Sosnick noted,
however, that Bradley did not include joint ventures which were operated and managed by
third parties in the Massachusetts formula. Id. at p. 9. Operational control, he continued,
should not be the basis of determining whether there should be an alocation of corporate
overhead using the Massachusetts formula, and thus he suggested these entities that are
operated by athird party should be included in the alocation. Id. Moreover, Sosnick
argued that, since Kinder Morgan has an equity investment in these entities and receives
revenue and records | osses, the subsidiaries should be included. 1d. at p. 10. All joint
ventures, in Sosnick’s view, should be treated the same because he does not believe that
any Kinder Morgan entity would invest in ajoint venture and then ignoreit. 1d. In
addition, he stated that officers and directors from Kinder Morgan, Inc., and GP Services
served on management committees and operating teams for the joint venturesin 2003. 1d.
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139. Sosnick contended that Bradley’s testimony in which Bradley stated that Kinder
Morgan does not perform general or administrative services on behalf of entitiesin which
it owns an equity interest, is contradictory because Bradley also stated that Kinder Morgan
performs these servicesin rare instances. Id. at p. 11 (citing Exhibit No. SFO-25 at p. 29).

140. Discussing services performed for Red Cedar, Sosnick noted that Bradley claimed
that costs of these services can be recovered through an invoice distributed to the Kinder
Morgan entity that was provided a direct service, and the entity would then pay Kinder
Morgan, Inc., or GP Servicesdirectly. Id. at pp. 12-13. Asserting that thisisindicative of
adirect charge, Sosnick suggested that these are not the type of overhead costs addressed
by the Massachusetts formula. 1d. at p. 13.

141. Another direct charge that should not be addressed by the Massachusetts formula,
Sosnick contended, is Kinder Morgan’s recovery of $90,000 for costs incurred by Kinder
Morgan, Inc., in its proportionate consolidation of monthly joint interest billing statements
for Cochin. 1d. However, Sosnick continued, even were Kinder Morgan, Inc., to directly
assign these costs to Cochin, Cochin should be included in the Massachusetts formula. 1d.
at p. 14. In Sosnick’sview, he said, the payment of direct costs should not exclude
Cochin from the alocation of residual or indirect overhead costs. |d.

142. Sosnick included Casper Douglas’KM Upstream LLC, Tejas Consolidated, KM
Mexico, and KM Canadain his Massachusetts formula, while Bradley excluded these
entities. 1d. at pp. 14-15. Bradley contended, according to Sosnick, that, if included, they
would be charged twice for overhead costs since they are directly charged or pay afixed
feeto Kinder Morgan, Inc., for all corporate overhead costs related to operational and
managerial duties. Id. a p. 15. Asthe Massachusetts formula allocates residual costs to
affiliated entities based on an average of their proportionate revenue, property, plant and
equipment, and labor only after costs which can be directly assigned are assigned, Sosnick
suggested that the costs incurred by Kinder Morgan, Inc., and GP Services should be
directly assigned to the joint ventures to the extent possible, and then the residual

overhead costs should be proportionately assigned. 1d. at pp. 15-16.

143. While Bradley included capitalized overhead as a category used by Kinder Morgan,
Inc., to capture overhead expenses allocated to Kinder Morgan and Kinder Morgan, Inc-
owned entities, Sosnick disagreed. Id. at p. 16. He stated that capitalized overheads are
overhead costs related to construction and are charged to particular jobs or units. Id. In
response to Bradley’ s concern that the entities he excluded would be double charged if
included in the Massachusetts formula, Sosnick pointed out that the fixed fees represent
direct assigned corporate overhead costs which are charged independently, and not
unallocated indirect corporate overhead costs. Id. at p. 16. Thus, according to Sosnick,
the entities are not being double charged. 1d. He suggested that there is no recovery of
residual unallocated corporate overhead costs within the fixed fee, which only includes
direct assigned corporate overhead. Id. at p. 18. Moreover, Sosnick noted, Bradley
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confirmed that Kinder Morgan, Inc.’s fixed payment recovery in 2004 was for direct
assigned corporate overhead. Id. at p. 19. Sosnick testified that he inferred that Bradley is
suggesting that part of the corporate overhead costsin his Kinder Morgan Massachusetts
formula might be capitalized overhead based on Bradley’ s apparent comparison between
the costs Kinder Morgan, Inc., assigned to its capital burden pool and the costs Kinder
Morgan uses in its Massachusetts formula. 1d. at pp. 19-20. It would not be correct,
according to Sosnick, were Kinder Morgan to pass on capitalized overhead costs in this
manner as they are meant to be directly assigned to the capital project, not included in
residual overhead collection. Id. a p. 20. Asfar as SFPP is concerned, Sosnick stated, he
has no means by which to evaluate whether or not there are capitalized overhead costsin
Kinder Morgan's Massachusetts formulafor allocation to SFPP. Id. at p. 21.

144. Basing his opinion on Kinder Morgan’s SEC Form 10-K, Sosnick testified that
Kinder Morgan takes the position that capitalized overhead should not be shown asa
portion of its corporate overhead. 1d. (citing Exhibit No. SFO-25). He described the
calculation, stating that the overhead balances on the 10K are calculated by subtracting
capitalized overhead from the initial overhead amount, which Sosnick said he understands
to represent expensed overhead. 1d. (citing Exhibit No. SFO-25 at p. 42). The difference
between the amount of overhead reflected on the SEC Form 10-K, $150,435,000, and that
in Kinder Morgan’' s Massachusetts formula, $140,438,000, according to Sosnick, is due to
direct assignments and capitalized overhead. 1d. However, he continued, Bradley stated
that the amount of overhead allocated through the Massachusetts formulaincluded the
amount capitalized, an approach with which Sosnick disagreed, suggesting that Bradley
allocated too much indirect overhead. Id. at p. 22.

145. Sosnick next discussed purchase accounting adjustments, explaining that, since his
Direct Testimony, he revised hislist of purchase accounting adjustments and adopted
Bradley’ s purchase accounting adjustments for non-regulated entities. 1d. at p. 43. In
response to Bradley’ s accusation that Sosnick advocated removing the purchase account
adjustments from the 2003 plant balances provided by SFPP in discovery, Sosnick retorted
that the balances he used in his direct testimony were the same as the numbers provided in
the July 2006 discovery responses by SFPP. |d. at p. 24 (citing Exhibit No. S-16 a p. 6).
He continued, stating that, had Bradley reconciled the year-end 2003 balances used by
Sosnick and the balances SFPP provided in the discovery response, there would not have
been a difference between Sosnick and Bradley’ s 2003 end-of-year balances. Id.

146. Moving on to gross property in the Massachusetts formula, Sosnick explained that
the difference between Staff’ s balance of $8,073,632,433 and SFPP’ s bal ance of
$5,374,647,941 also is due to hisinclusion of twelve subsidiaries and the exclusion of
purchase accounting adjustments. 1d. at p. 25 (citing Exhibit Nos. SFO-30 at p. 10, S-21
at p. 2). Sosnick said he updated Staff’ s gross revenue and payroll components of the
Massachusetts formula based upon Bradley’ s update to the revenue and payroll
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information in the response to a discovery request. 1d. at pp. 25-26 (citing Exhibit No.
S-16 at p. 13).

147. Generation of revenue, Sosnick noted, isimportant as a basis for determining how
to allocate indirect costs to subsidies. 1d. at p. 26. The Commission, in its Distrigas™
methodology, uses net income as the third factor in the corporate overhead allocation
instead of grossrevenues. Id. at p. 27. Sosnick stated that he employed this methodol ogy
for evaluating the inclusion of Teas Consolidated in the Massachusetts formula because
Tejas Consolidated’ s net income appears to him to be a better representation of the actual
business activities of the entity than gross revenues. |d. at pp. 27-28. The difference
between Teas Consolidated’ s net income and gross revenues, Sosnick added, represents
the cost of gas sold, which isthe largest portion of Tegas Consolidated’ s stated gross
revenue, and, if included, would result in an unreasonabl e allocation of residual corporate
overhead coststo Tejas Consolidated. Id. at p. 28.

148. Returning to his discussion of Bradley’s final overhead allocation amount for
SFPP, Sosnick explained that he accepted Bradley’ s conclusion that the amount for 2003
i$$140,437,511. Id. at p. 28. Furthermore, Sosnick accepted Bradley’ s reduction of
$90,000 for Cochin and the removal of Responsibility Center 0375, and thus $501,769,
from the amount of overhead to be allocated. 1d. at p. 29 (citing Exhibit No. SFO-25 at

p. 33). Explaining his acquiescence with Bradley’ s calculation, Sosnick stated that both
the $90,000 and the responsibility center represent direct assignments which should not be
included in the residual overhead alocation. Id. After these changes are made, Sosnick
stated, there will be residual unallocated corporate overhead in the amount of
$139,845,742. 1d.

149. Inorder for SFPP to allocate the carrier portion of the corporate overhead costs
among its functions, Sosnick explained, it would need to show the direct investment in
each business unit/function/line/facility and the direct labor associated with each. Id. at p.
36. SFPP has completed this break down, but has been using carrier direct investment and
carrier direct labor totals that include intrastate costs, which Sosnick suggested is
inappropriate. Id. at pp. 36-37. He stated that all intrastate costs are non-jurisdictional, or
not regulated by the Commission, and should not be included in the carrier interstate plant
investment or labor balances used for the KN functionalization. Id. at p. 38.

150. SFPP takes asimple average of the direct plant investment and direct labor ratiosin
order to allocate the corporate overhead costs between carrier and non-carrier functions,
according to Sosnick. Id. In hisview, the corporate overhead costs are not initially
broken out by the nature of the cost, and thus there is no rationale behind allocating based
onasimple average. 1d. Additionaly, Sosnick continued, a simple average of the ratios

% Distrigas of Massachusetts Corp., 41 FERC at pp. 61,555-56.



20081118- 3021 FERC PDF (Unofficial) 11/18/2008

Docket No. OR03-5-001 54

does not take the dollar value into consideration, and the difference in the magnitude of
these valuesis disregarded. 1d. at pp. 38-39.

151. Sosnick testified that he used an average of total direct plant investment and direct
labor to arrive at the proportion of Kinder Morgan’s overhead to be recovered in SFPP's
carrier rates. Id. at p. 39. To allocate corporate overhead costs between SFPP' s carrier
and non-carrier functions, Sosnick stated that he added the carrier direct investment and
the carrier direct labor and divided the total by the sum of the total carrier and non-carrier
direct investment and total carrier and non-carrier direct labor, resulting in an allocation of
68.5920% to the carrier function. Id. at p. 40 (citing Exhibit No. S-22).

152. However, Sosnick explained, his carrier percentage was not correct because SFPP
had not provided information separating intrastate plant investment and labor costs, which
would alow him properly to allocate between carrier and non-carrier. 1d. Sosnick added
that, on April 18, 2008, SFPP, in response to Staff discovery requests, provided
information related to “interstate/jurisdictional and intrastate property in service, salaries
and wages [sic] expenses and revenues for 2003 and 2004.” Id. at pp. 40-41 (citing
Exhibit No. S-25 and p. 1. Using this new information, Sosnick said he derived the carrier
amount of property in service for the Sepulveda Line and Watson Vapor Recovery lines,
which contained interstate property in service, using the percentage of the West Lineto
the total West Line intrastate and interstate property in service. Id. at p. 41. Sosnick
claimed that the interstate/jurisdictional percentage for these lines was 75.18%. Id. at p.
42. Once he was able to calculate that percentage, Sosnick explained, he was then able to
allocate the corporate overhead costs between carrier and non-carrier, finding a new
carrier allocation of 35.5382% and a new non-carrier allocation of 64.4618%. Id. at p. 42
(citing Exhibit No. S-22).

153. For the North and Oregon Lines, Sosnick explained, SFPP reckoned its KN
alocation factors by calculating direct investment and direct labor expense for each line
and then taking the simple average of the two ratios for each segment, which does not
classify the indirect expenses as labor-or plant-related, thus inadequately matching cost
and causality. Id. at p. 43. Sosnick, on the other hand, said he added the North Line direct
investment and the North Line direct labor and divided it by the sum of the total carrier
direct investment and total carrier labor, and did the same for the Oregon Line. Id. at

p. 44. Using SFPP’'s most recent data requests, Sosnick indicated that he calculated an
Oregon Line alocation factor of 4.6786%, which, when applied to the carrier portion of
SFPP’ s allocated corporate overhead, results in a collection of $275,525 from Oregon Line
customers. Id. at p. 45. Furthermore, Sosnick stated that he calculated a 13.8391% North
Line allocation factor which resultsin a collection of $814,995 from North Line
customers. Id.

154.  On cross-examination, Sosnick stated that because SFPP does not classify costs as
either labor-related or plant-related, he is unable to apply the KN formula properly.
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Transcript at p. 1057, 1064. Asthereis no distinction between costs, Sosnick asserted that
he accumulated all the costs and thus uses the total direct labor and plant costs as the
denominator in the formula. 1d. at p. 1064.

155. Looking at the SFPP and Staff inputs for the KN formula, Sosnick confirmed that
SFPP and Staff’ s interstate direct plant for 2003 for the North Line are the same, as are the
numbers used for the Oregon Line interstate direct plant in 2003. 1d. at pp. 1072-73.

Also, he stated that the North and Oregon Line 2003 direct plant and direct labor ratios
appear to be the same for SFPP and for Staff. 1d. at p. 1074.

156. On re-direct examination, Sosnick explained the disparity between the total amount
of overhead expenses and those directly charged to the Kinder Morgan, Inc.-operated
Kinder Morgan entities in 2003 as the difference between costs that were recorded for the
entities and what they actually paid. Id. at p. 1085.

E. KELLYE JENNINGS

157. Kellye Jennings (“Jennings’) isan audit partner with Argy, Wiltse & Robinson,
P.C., aprofessional organization that provides accounting and tax services. Exhibit No.
BPX-1 at p. 4. Jennings stated that she is a Certified Public Accountant and a Certified
Management Accountant and, as an audit partner, is responsible for the administrative and
technical aspects of all engagements surrounding financial statements and attestations
under the standards set by the American Institute of Certified Public Accountants. Id. at
pp. 5-6. Shetestified on behalf of Indicated Shippers. Id. at p. 4.

158. Jennings' testimony is based on the assumption that the capital account for al
limited partnersis positive. Id. at p. 6. She said she also was advised to measure return on
equity from the current stock market price. Id. For purposes of calculating areturn on
equity each year for an investor, according to Jennings, one needs to know the amount of
the dividend per share, if the investment isin a corporation, or the amount of income
flowed through to alimited partnership unit, if the investment is a partnership. Id. at p. 10.
Assuming a corporation paid no dividends in 2004, Jennings stated, the return on equity to
the shareholder in that year would be zero. Id. at p. 7. The sameistrue, according to
Jennings, if alimited partnership did not flow through any income to the limited partners
in 2004. 1d. For each equation, Jennings explained, the numerator, or the dividend, is
zero, so no extrainformation is needed to do the calculation. 1d. Jenningsindicated that
her calculations show that making cash distributions to limited partners without flowing
income to them does not change the return on equity because cash distributions are a
return of capital, not income. Id.

159. Cash distributions do not have any bearing on the equity yield calculation,
according to Jennings. Id. at p. 8. She explained that she cannot tell, by only knowing the
cash distribution amount, if income is flowed through to alimi