

[image: image1.png]BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the Matter of the Application of Southern
Union Company d/b/a Missouri Gas Energy
for Authority to Acquire Directly or Indirectly,
Up to and Including One Hundred Percent
(100%) of the Equity Interests of Panhandle
Eastern Pipeline Company, Including its
Subsidiaries, and to Take All Other Actions
Reasonably Necessary to Effectuate Said
Transaction.

Case No. GM-2003-0238

NN NSNS NN NS NSNS,

AFFIDAVIT OF CHARLES R. HYNEMAN

STATE OF MISSOURI )
) ss.
COUNTY OF COLE )

Charles R. Hyneman, being of lawful age, on his oath states: that he has participated
in the preparation of the following Rebuttal Testimony in question and answer form,
consisting of [S’ pages to be presented in the above case; that the answers in the
following Rebuttal Testimony were given by him; that he has knowledge of the matters
set forth in such answers; and that such matters are true and correct to the best of his

knowledge and belief.

Charles R. Hyneman /

Subscribed and sworn to before me this [‘/'&'day of March 2003.

DSUZIE MANKIN

Public - Notary Seal
STATE OF MISSOgRI -
COLE COUNTY A 2{2 : { 4 . é R
MY COMMISSION EXP. JUNE 21,2004 o





REBUTTAL TESTIMONY

OF

CHARLES R. HYNEMAN

SOUTHERN UNION COMPANY

d/b/a MISSOURI GAS ENERGY

CASE NO. GM-2003-0238

Q.
Please state your name and business address.

A.
Charles R. Hyneman, 3675 Noland Road, Suite 110, Independence, Missouri 64055.

Q.
By whom are you employed and in what capacity? 

A.
I am a regulatory auditor with the Missouri Public Service Commission (Commission).

Q.
Please describe your educational background and work experience.

A.
I graduated from Indiana State University in May 1985 with a Bachelor of Science degree in Accounting and Business Administration.  I earned a Masters of Business Administration degree from the University of Missouri-Columbia in December of 1988.  I am a Certified Public Accountant holding certification in the state of Missouri.

In May 1985 I was commissioned as an officer in the United States Air Force.  I left the Air Force in December 1992 and joined the Commission in April of 1993.

Q.
Have you previously filed testimony before the Commission?

A.
Yes.  See Schedule 1 for a list of cases in which I have filed testimony before the Commission.
Q.
Please list the merger and acquisition cases that were before this Commission in which you participated.

A.
I filed testimony or Staff recommendations in the following merger and acquisition cases:

EM-96-149

Union Electric/CIPSCO, Inc.

EM-97-515

Western Resources, Inc. /Kansas City Power & Light Co.

GM-2000-312

Atmos Energy Corporation/Associated Natural Gas Company

EM-2000-369

UtiliCorp United Inc./Empire District Electric Company

GM-2000-502

Southern Union Company/Valley Resources, Inc.

GM-2000-43

Southern Union/Pennsylvania Enterprises, Inc.

GM-2000-500

Southern Union Company/Providence Energy Corporation

GM-2000-503

Southern Union Company/Fall River Gas Company

EM-2000-292

UtiliCorp United Inc./St. Joseph Light & Power Company

Q.
What is the purpose of your rebuttal testimony?

A.
On January 13, 2003, Southern Union Company (“Southern Union”) filed an application (Application) with the Commission for authority to purchase the equity interests of CMS Panhandle Eastern Pipeline Company (“Panhandle”), including its subsidiaries (also referred to the CMS Panhandle Companies) from CMS Energy Corp. (“Transaction”).  The CMS Panhandle Companies include Panhandle, CMS Trunkline Gas Company, CMS Trunkline LNG Company, which operates an LNG terminal complex at Lake Charles, Louisiana and CMS Sea Robin Pipeline Company.  Once acquired by Southern Union, Panhandle will be operated as Southern Union Panhandle Corp. (“SUPC”).  In this testimony, Panhandle refers to the pre-acquisition Panhandle pipeline and SUPC refers to the 
post-acquisition pipeline owned by Southern Union.

The purpose of this testimony is to respond to this application and the direct testimonies of Company witnesses David J. Kvapil and Thomas F. Karam.  Specifically, I will:  1) provide a list of conditions proposed by the Staff that will lessen the possibility that this Transaction will be detrimental to the public interest, and 2) describe the specific Staff conditions that I am sponsoring and explain why these conditions should be required of Southern Union in any Commission order approving this Transaction.

Q.
What are the terms of this Transaction?

A.
The agreement between Southern Union and CMS Energy Corp. calls for SUPC, a newly formed entity owned by Southern Union and AIG Highstar Capital, L.P. (“Highstar”) to pay $662 million in cash and assume $1.166 billion in debt.  Under terms of the agreement, CMS Energy Corp. will retain Panhandle's ownership interests in the Centennial and Guardian pipeline projects.

Q.
Please describe Panhandle and its subsidiaries.

A.
On March 29, 1999, Panhandle and its principal consolidated subsidiaries, Trunkline and Pan Gas Storage, as well as its affiliates, Trunkline LNG and Panhandle Storage, were acquired from Duke Energy by CMS Energy Corp. for $1.9 billion in cash and assumption of existing Panhandle debt of $300 million.

Panhandle is primarily engaged in the interstate transmission and storage of natural gas.  Panhandle operates a large natural gas pipeline network, which provides customers in the Midwest and Southwest with a comprehensive array of transportation services. Panhandle's major customers include 25 utilities located primarily in the United States Midwest market area, which encompasses large portions of Illinois, Indiana, Michigan, Missouri, Ohio and Tennessee. Panhandle's common stock is privately held by its parent, CMS Gas Transmission, and does not trade in the public market.

Q.
What statute governs Southern Union’s Application in this case?

A.
Southern Union is required to seek Commission approval of this Transaction in accordance with the provisions of Section 393.190 RSMo 2000, which states in part:

No gas corporation, electrical corporation, water corporation or sewer corporation shall hereafter sell, assign, lease, transfer, mortgage or otherwise dispose of or encumber the whole or any part of its franchise, works or system, necessary or useful in the performance of its duties to the public, nor by any means, direct or indirect, merge or consolidate such works or system, or franchises, or any part thereof, with any other corporation, person or public utility, without having first secured from the commission an order authorizing it so to do.

Southern Union must also secure the approval of the Federal Trade Commission who is reviewing this Transaction for possible violations of U.S. antitrust laws.

Q.
What standard has the Commission used in determining whether or not a company application to merge or acquire another company should be approved?

A.
In previous merger and acquisition cases, the Commission has cited the Missouri Supreme Court’s ruling in State ex rel. City of St. Louis v. Public Service Commission (“City of St. Louis case”) as the source of its “no detriment” standard in approving mergers and acquisitions. In this case, the Missouri Supreme Court said, “a property owner should be allowed to sell his property unless it would be detrimental to the public.”

Q.
Did the Missouri Supreme Court provide an indication of what it meant by a “no detriment” standard in the City of St. Louis case?

A.
Yes.  In its Order, the Missouri Supreme Court quoted the Maryland Supreme Court in the case of Electric Public Utilities Co. v. Public Service Commission.  This language states that protecting the public is one of the most important functions of a Public Service Commission and Commissions should not require a merger or acquisition to be beneficial to the public interest.  However, Public Service Commissions have a duty to ensure that no change in ownership “works” to the public detriment:

To prevent injury to the public, in the clashing of private interest with the public good in the operation of public utilities, is one of the most important functions of Public Service Commissions.  It is not of their province to insist that the public be benefited, as a condition to the change of ownership, but their duty is to see that no such change shall be made as would work to the public detriment.  ‘In the public interest,’ in such cases, can reasonably mean no more than ‘not detrimental to the public.’

Q.
What precedent as to the standards of approval of this type of transaction has Southern Union identified?

A.
In its Application at the bottom of page 7, Southern Union states that the term “detrimental to the public interest” has been interpreted to mean “higher rates and/or a deterioration in the level of customer service.”  Southern Union cites Case No. 17,267, 16 Mo P.S.C. (NS) 328, 92 P.U.R. 3rd 426, 1971 as the source of this interpretation.

Q.
Is Southern Union’s description of the Commission’s interpretation of the term “detrimental to the public interest” in its Report And Order in Case No. 17,267 complete?

A.
No.  In this Report And Order, the Commission indicates three conditions that could cause a transaction to be detrimental to the public interest.  These conditions are:  1) changes in rates, 2) changes in conditions of service and 3) substantial changes in methods of operations.

Q.
Does the Staff believe that this Transaction could be detrimental to the public interest?

A.
Yes.  The Staff believes that Southern Union’s acquisition of Panhandle will result in a substantial change in Southern Union’s method of operations in Missouri. As will be described later in this testimony, the acquisition of Panhandle will result in Southern Union owning or controlling the operations of 2 of the 4 interstate natural gas pipelines that provide gas transportation service to MGE and 80 percent of MGE’s pipeline delivery capacity.  See Schedule 1-1 to Staff witness Carmen Morrissey’s rebuttal testimony in this case for a summary of the amount of firm market area pipeline delivery capacity that MGE holds on each pipeline.

The Staff believes that this Transaction, if approved by the Commission without appropriate curing conditions, will lead to higher cost of gas for MGE’s customers including MGE itself as a customer of Panhandle.

Q.
What is the Company’s position concerning the detrimental aspects of Southern Union’s proposed acquisition of Panhandle?

A.
In paragraphs 19 through 23 of its Application, Southern Union provides reasons why it believes this transaction will not be detrimental to the public interest.  Southern Union provides the following reasons:

1.
Southern Union’s Missouri customers will see no change in their day-to-day utility service or rates;

2.
Southern Union’s Missouri customers will continue to be served effectively and efficiently without interruption;

3.
The Commission’s jurisdiction over MGE will not change;

4.
All natural gas commodity, transportation and storage costs that are proposed to be passed on to customers will continue to be subject to review by the Commission through the purchased gas adjustment/actual cost adjustment process included in MGE’s tariff;

5.
All non-gas costs proposed to be passed on to MGE customers will also continue to be subject to review by the Commission;

6.
The day-to-day management and operations of MGE in Missouri will continue to be conducted as they have been in the past;

7.
Panhandle’s Missouri customers will also see no change in their day-to-day service or rates and said customers will also continue to be serviced effectively and efficiently without interruption;

8.
Panhandle will continue to be fully regulated by the FERC;

9.
The Commission will retain full regulatory supervision over MGE after the Transaction is completed;

10.
The Transaction will not restrict access to Southern Union's books and records.

Q.
Does the Staff agree with these assertions?

A.
The Staff agrees with items numbers 3, 4, 5, 8, 9, and 10 above.  However, without agreeing to the proposed Staff conditions that are listed in Schedule 2 to this testimony, the Staff disagrees with Southern Union’s assertion in items 1, 2, 6 and 7.

Q.
Please explain.

A.
In this testimony, and in the testimonies of other Staff witness, the Staff will show that this Transaction has the potential to increase the cost of gas to MGE and MGE’s customers.  This Transaction would remove important incentives for MGE to seek the lowest possible price for the transportation and storage of its gas supplies.  This loss of incentives to operate MGE efficiently and effectively is a serious detriment that will occur if not corrected by the Commission ordering Southern Union to comply the appropriate conditions of approval proposed by the Staff in its rebuttal testimony.

In addition, this Transaction creates two accounting issues that will lead to an increased revenue requirement for SUPC in its next FERC rate case.  These accounting issues are 1) the potential rate recovery of the merger premium or acquisition adjustment Southern Union will pay to CMS Energy for Panhandle’s net assets and 2) the fact that a rate base offset, accumulated deferred income taxes on the books of Panhandle will not be transferred to SUPC and will not be available in SUPC’s next FERC rate case.  The Staff believes that these two acquisition-created costs, which will be discussed later in this testimony, should not be passed on to MGE and its customers.  The Staff’s position is that until Southern Union commits not to seek recovery of the revenue requirement impact of these two accounting issues in SUPC rate cases before the FERC, or until the Commission conditions its approval of this Application on the acceptance of Southern Union of this condition, the Staff considers this Transaction to be detrimental to the public interest.

Q.
In its Application, did Southern Union recognize that this Transaction could result in adverse consequences to its customers?

A.
Yes.  In Appendix 8 of its Application Southern Union lists the following conditions that it asserts will further insulate Southern Union’s Missouri customers from any adverse consequences that may be associated with this Transaction:

1.
No effect on the completion of MGE’s service line replacement program (SLRP);

2.
Recovery of an acquisition adjustment in distribution rates;

3.
No increase in corporate overhead costs allocated to MGE;

4.
Merger and acquisition cost documentation;

5.
No increase in cost of capital;

6.
Commitment from Southern Union to honor MGE’s Stipulation and Agreement in ACA cases; and

7.
Agreement to meet with the Staff and Office of Public Counsel (OPC) to discuss the impact of this Transaction on its corporate overhead allocation methodology.

Q.
Does the Staff agree with these proposed conditions?

A.
Yes.  The Staff agrees with these conditions but takes the position that these conditions do not go far enough to protect the interests of the public in this case.  These conditions were agreed to by the parties to previous Southern Union acquisition cases before this Commission.  These cases related to the acquisition of companies located outside the state of Missouri and, unlike Panhandle, did not have any business operations with MGE or other regulated utilities in Missouri.

Q.
In its Application and direct testimony in the case, has Southern Union excluded any discussion of its management agreement to manage the Southern Star Central Pipeline (“Southern Star” or “Star Central”)?

A.
Yes.  Southern Union Company, through its wholly owned subsidiary Energy Worx, Inc. (“Energy Worx”) now manages the Southern Star pipeline.  This pipeline was formerly known as the Williams Central pipeline and supplies approximately 75 percent of MGE’s annual gas needs.  This pipeline was recently purchased by American International Group, Inc. (“AIG”) from the Williams Companies, Inc.  AIG is also Southern Union’s partner in the deal to acquire Panhandle from CMS Energy.  This affiliated relationship and the November 20, 2002 Management Service Agreement between Southern Union’s Energy Worx and AIG is discussed in detail in Staff witness Morrissey’s rebuttal testimony in this case.

Q.
Is it the Staff’s position that there are several potential detrimental aspects of Southern Union’s acquisition of Panhandle?

A.
Yes.  Several staff witnesses are filing rebuttal testimony addressing their specific areas of concern.  The Staff has compiled a list of conditions that if complied with by Southern Union, would lessen the likelihood of this Transaction having a detrimental impact on the public.  These conditions are listed in Schedule 2 to this testimony. 

Q.
What potential detriments of this transaction and related conditions will you address in this testimony?

A.
The specific detriments that I will be addressing relate to the following:

1.
The potential for MGE and its customers to pay higher gas transportation rates if Panhandle seeks and obtains recovery of an acquisition adjustment in its next FERC rate case.

2.
The potential for MGE and its customers to pay higher gas transportation rates if Southern Union does not make an adjustment to Panhandle’s rate base to compensate for the fact that, upon closing of this Transaction, the accumulated deferred income taxes that are currently on Panhandle’s books and records will be eliminated.

3.
The potential for MGE and its customers to pay higher gas transportation rates due to the elimination of MGE’s incentive to aggressively seek the lowest possible gas transportation rates from Panhandle and Southern Star.

Q.
Please explain the first potential detriment related to an acquisition adjustment.

A.
 Southern Union will pay approximately $662.3 million to CMS Energy Corp. for the net assets of Panhandle and its subsidiaries.  The assets have a net book value of $535.6 million.  This results in an acquisition adjustment (purchase price in excess of the net book value) of $126.7 million (Southern Union response to Staff Data Request No. 3).  After closing, Southern Union will decide how to allocate or assign this $126.7 million to the individual companies it acquired (Panhandle, Trunkline, Trunkline LNG and Sea Robin Pipeline).  If Southern Union decides to assign a portion of this acquisition adjustment to SUPC, there is the potential that SUPC will seek recovery of this acquisition adjustment in its next rate case before the FERC.  If SUPC seeks recovery of the acquisition adjustment related to this transaction and FERC approves this request, MGE has the potential to pay higher costs for the gas transported to MGE on the Panhandle pipeline than it would absent this transaction.  An added concern is that MGE, as an affiliate of SUPC, will not have an incentive to aggressively challenge SUPC’s questionable ratemaking proposals (such as recovery of an acquisition adjustment) before the FERC.  Since MGE’s cost of gas is a direct pass through to its customers through the purchased gas adjustment (“PGA”) process, the higher the rates SUPC charges MGE for the transportation of gas, the higher the net income for Southern Union.

Q.
What condition is the Staff proposing to cure the potential detriment related to the acquisition adjustment?

A.
The Staff is proposing the following condition, listed as condition 3B on Schedule 2, to address and cure this potential detriment: 

RECOVERY OF MERGER PREMIUM

The amount of any asserted merger premium (i.e., the amount of the total purchase price including transaction costs above net book value) paid by Southern Union for Panhandle or incurred as a result of the acquisition shall be treated below the line for ratemaking purposes in Missouri and not recovered in rates.  This provision includes the FERC approved rates charged to MGE by any Southern Union owned, controlled or operated pipeline that provides gas transportation and/or gas storage service to MGE.  Southern Union shall not seek either direct or indirect rate recovery or recognition of the merger premium, including transaction costs, through any purported merger savings adjustment (or similar adjustment) in any future ratemaking proceeding in Missouri.  In addition, Southern Union shall not seek to recover in Missouri the amount of any asserted merger premium in this transaction as being a “stranded cost” regardless of the terms of any legislation permitting the recovery of stranded costs from Missouri ratepayers.

Q.
Please explain the potential detriment related to the loss of Panhandle’s accumulated deferred income tax reserve.

A.
If Southern Union acquires the assets of Panhandle, the accumulated deferred income taxes currently on Panhandle’s books will be eliminated and not transferred to Southern Union.  Accumulated deferred income taxes represent a prepayment of ratepayer funds and serve to reduce the rate base of a utility seeking a rate increase.  Given that this rate base offset will not transfer to SUPC, in SUPC’s next FERC rate case its rate base and revenue requirement will be higher than it otherwise would be without this Transaction.

Q.
Please describe the term “accumulated deferred income taxes.”

A.
A utility company uses an accelerated tax depreciation deduction to calculate taxable income and thus the amount of taxes it has to pay each year.  For book accounting purposes, however, the utility uses straight-line depreciation to calculate book net income.  The numerical difference between the accelerated tax depreciation and the straight-line book depreciation each year is referred to as a book/tax timing difference.  The amount of the book/tax timing difference times the current tax rate is the amount of deferred taxes added to or subtracted from the accumulated deferred tax reserve each year.  While there are other book-tax timing differences that result in deferred taxes, the depreciation book-tax timing difference results in the largest dollar balance in the reserve for deferred taxes.  The Staff understands that this is the same treatment used by the FERC in rate cases with interstate natural gas pipeline companies.

Q.
How are accumulated deferred income taxes treated for ratemaking purposes?

A.
Treasury regulations allow regulatory commissions to treat the accumulated deferred income tax reserve either as a deduction from rate base (deferred liability) or as zero cost capital in the utility’s capital structure.  It has been the practice of this Commission to treat accumulated deferred income taxes as a deduction from rate base.

Q.
What ratemaking treatment of Panhandle’s accumulated deferred income taxes will “cure” the detriment of the potential increase in gas transportation costs to MGE and its customers?

A.
The Staff proposes that the balance of accumulated deferred income taxes at the date of the closing of this acquisition be retained for ratemaking purposes in Panhandle’s next FERC rate case.  The accumulated deferred income taxes in existence at the date of closing will be used as a rate base offset and amortized (reduced) ratably over a 10-year period beginning at the date of closing.

Q.
Was this concern about the loss of the deferred taxes offset to rate base an issue in a previous utility acquisition case in Missouri?

A.
Yes.  Case No. GM-94-40 was a joint application of Western Resources, Inc. and Southern Union Company for a Commission order authorizing the sale of Western Resources’ Missouri gas properties to Southern Union.  This transaction was treated as a taxable asset acquisition by Southern Union.  To prevent Missouri ratepayers from losing the benefits of the Western Resources’ deferred taxes attributable to the Missouri properties, the Staff made the reinstatement of an amount in rate base equal to the deferred taxes eliminated a condition for recommending approval of Southern Union’s acquisition.  Southern Union agreed to this treatment in the Unanimous Stipulation And Agreement that was subsequently approved by the Commission.

Paragraph 8 of the Unanimous Stipulation and Agreement reads:

Southern Union agrees to use an additional offset to rate base in any Southern Union filing for a general increase in non-gas rates in Missouri completed in the next ten years to compensate for rate base deductions that have been eliminated by this transaction.  The amount of the offset for the first year shall be $30.0 million.  The amount shall reduce by $3.0 million per year on each anniversary date of the closing of the subject transaction

Q.
What condition is the Staff proposing to cure this potential detriment?

A.
The Staff is proposing the following condition, listed as condition 3C on Schedule 2, to address and cure this potential detriment: 

OFFSET FOR RATE BASE REDUCTIONS ELIMINATED BY PURCHASE

For ten years following the closing of this Transaction, MGE shall not seek to recover through its PGA rate any component of SUPC’s Federal Energy Regulatory Commission (“FERC”) maximum tariff rate resulting from rate base deductions that have been eliminated by this Transaction; the amount of the offset for the first year shall be MGE’s proportional share of the cost-of-service/revenue requirement amount related to the amount of deferred taxes and investment tax credits reflected on Panhandle’s books and records as of the closing date of this Transaction (i.e., the amount that would exist on Panhandle’s books and records had this transaction not occurred), which amount of deferred taxes and investment tax credits (which is the basis for the calculation of MGE’s proportional share of the cost-of-service/revenue requirement) shall reduce by one-tenth on each anniversary date of the closing of this Transaction.  

Q.
Please explain the third potential detriment related to the loss of MGE’s incentive to seek the lowest possible gas transportation rate from Panhandle Eastern and Southern Star.

A.
As a customer of interstate transportation services, MGE has an incentive to obtain the lowest possible price for the transportation of natural gas on the interstate pipeline companies that serve its distribution system.  As described above and discussed in detail in Staff witness Morrissey’s rebuttal testimony, MGE’s affiliated sister company, Energy Worx, a wholly owned subsidiary of Southern Union is the operator of the former Williams Central, now Southern Star pipeline.  This pipeline supplies MGE with 75 percent of its natural gas requirements.  If the Application to acquire Panhandle is approved, Southern Union will control the flow of gas and the price of gas transportation (when current contracts expire) for 80 percent of MGE’s annual gas requirements.  This affiliated relationship between MGE and its gas transportation providers presents a potential for abuse that could have a significant adverse impact on MGE’s customers.

Q.
Please describe how MGE obtains its gas supplies.

A.
According to Southern Union’s Annual Report to the Securities and Exchange Commission, Form 10-K for the year ended June 30, 2002, the majority of fiscal year 2002 gas requirements for the utility operations of MGE were delivered under short- and long-term transportation contracts through four major pipeline companies.  The interstate pipelines that serve the MGE Kansas City area are Southern Star, Kinder Morgan Interstate Gas Transmission (“KMI”), Panhandle and Kansas Pipeline Company (“KPC”).  With the acquisition of Panhandle and the operational control of Southern Star, Southern Union will control or outright own two of the four major pipelines that provide gas transportation service to MGE.

Q.
What is a prime concern if Southern Union owns the Panhandle pipeline and has operational control of the Southern Star pipeline?

A.
The Staff is concerned that owning and controlling two of the four pipelines that provide gas transportation service and gas storage service to MGE creates a disincentive for MGE to seek to obtain the lowest possible gas transportation and gas storage costs for its customers.  The disincentive to act in the best interests of its customers is clear.  Southern Union Company will be better off if the gas prices charged to MGE from Southern Star and Panhandle are as high as possible.  The payment of higher prices can be either through the failure to aggressively negotiate discounts to the pipeline’s FERC maximum tariff, or failure to aggressively challenge the interstate pipeline in a rate increase proceeding before the FERC.

For example, since MGE passes its cost of gas directly to its customers, MGE’s net income level is not affected by changes in gas transportation costs paid to its pipeline suppliers.  Increase in gas transportation charges by Panhandle and Southern Star paid by MGE will increase Southern Union’s net income but have no effect on MGE’s net income.  This creates an incentive for Southern Union to seek the highest possible gas transportation rate for Panhandle and Southern Star to charge to MGE.  Conversely, if MGE is not affiliated with a gas transportation pipeline, there is no incentive to benefit the pipeline financially by paying higher prices.

Q.
What conditions are the Staff proposing to cure this potential detriment?

A.
Staff witness Morrissey is sponsoring the condition that Southern Union be required to divest Energy Worx and agree not to make an equity investment in Southern Star.  These conditions will eliminate the affiliate relationship between MGE and the Southern Star pipeline.  The Staff believes that the potential detriment to MGE’s customers of the affiliated relationship between Southern Union and Panhandle cannot be totally eliminated.  However, the potential for detriment can be reduced to a level that the Staff believes appropriately matches Southern Union’s right to acquire property with the right of the public not to suffer a detriment as a result of this Transaction.

The Staff is also proposing that effective upon the closing of the proposed transaction, Southern Union will be in compliance with the Commission’s Affiliate Transaction Rules (4 CSR 240-40.015) and Marketing Affiliate Transaction Rules (4 CSR 240-40.016).  This is listed as condition 4 on Schedule 2.  Consistent with these rules, Southern Union will create and maintain a Cost Allocation Manual (“CAM”) (condition 7) as described in Schedule 2.

In addition to complying with the Commission’s Affiliate Transactions and Marketing Transactions rules and maintaining a CAM, another proposed condition that I am sponsoring related to this potential detriment affects the design of Southern Union’s incentive compensation arrangements.

To reduce Southern Union’s incentive to show favorable treatment to Panhandle and Southern Star, Southern Union should restructure its incentive compensation program so that Southern Union corporate personnel and selected MGE employees’ compensation will not be affected by the earnings of Panhandle and Southern Star.  The Staff’s proposed condition, listed as condition 5 on Schedule 2 is:

INCENTIVE COMPENSATION

Corporate Employees

Beginning with fiscal years commencing after the date of closing, and continuing for so long as MGE is an affiliate of SUPC or any other interstate pipeline supplier to MGE, for Southern Union employees, and employees of all affiliates, with direct or indirect decision-making authority over any affiliate participating in the ownership, operation or management of a natural gas pipeline transporting natural gas to MGE, any earnings-based incentive compensation shall be calculated so that revenues from the sale of transportation of natural gas or other services to MGE by those pipelines, are excluded from such earnings measurement.

MGE Employees

Beginning with fiscal years commencing after the date of closing, and continuing for so long as MGE is an affiliate of SUPC or any other interstate pipeline supplier to MGE, for MGE employees with direct/indirect decision-making authority over MGE’s traditional gas purchasing department or who supervise any employee of MGE’s gas purchasing department, any earnings-based incentive compensation shall be calculated solely on the basis of earnings measurements for the MGE operation.

Q.
How will these conditions work to mitigate the potential detriment of MGE having an affiliate relationship with Panhandle?

A.
As described earlier, the acquisition of Panhandle will eliminate the current incentive that both MGE and Southern Union have to obtain the lowest possible price for gas transportation services from this pipeline.  The incentives to negotiate the lowest possible price with the pipeline and aggressively challenge the pipeline’s ratemaking proposals before the FERC are not only eliminated, but also reversed.  Southern Union and MGE would have the incentive to raise the price of gas transportation service from Panhandle to MGE as high as possible.  The proposed incentive compensation condition is designed to remove any personal financial reward in the form of compensation from any Southern Union or MGE employee who is in a position to influence MGE’s gas purchases from acting inappropriately in its business practices with affiliates of Southern Union.

Q.
Are there other proposed conditions that the Staff believes have been accepted by Southern Union and other parties to this case?

A.
Yes.  I am sponsoring the following conditions with the numbers corresponding to their listing in Schedule 2:

3A.  Transaction will have no effect on MGE’s capital needs including its Service Line Replacement Program;

3D.  Transaction will not increase corporate allocated costs to MGE;

3E.  Southern Union will retain documentation on merger and acquisition costs;

3H.  Southern Union agrees to a future meeting to discuss this Transaction’s impact on its corporate allocation procedures;

10.  Southern Union will provide access to affiliate information.

Q.
Does this conclude your rebuttal testimony?

A.
Yes, it does.

Charles R. Hyneman
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