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KuDaruk Transnortation Comnanv 
Order Affirming in Pan, and 

Modifying in Part, Initial 
Decision, and Setting 

Complaint for Hearing 
55 FERC ¶ 61,122 (1991) 

> 

The Federal Energy Regulatory Commission (Commission) issued an order on April 25, 
1991, in KuDaruk Transnortation Comvanv, 55 FERC ¶ 61,122,which affirmed in part and 
modified in part the Initial Decision issued on October 26, 1988, in Docket 
Nos. IS85-9-000 and 0R85-I-000 (45 FERC ¶ 63,006 (1988)). The order also set for hearing a 
complaint filed by the State of Alaska (State) in Docket No. OR90-1-000 which challenged the 
reasonableness of Kuparuk Transportation Company's (Kuparuk) rates for 1988 and 1989. 

The Commission agreed with both Kuparnk and the State that the unit-of-throughput 
(UOT') depreciation method was appropriate. However, the Commission reversed the Initial 
Decision on the use of an automatic rate adjustment procedure, known as the variable tariff 
mechanism. It concluded that the Interstate Commerce Act does not grant it the power to 
impose a variable tariff mechanism requested by the State and the Commission Staff. (55 FERC 
¶ 61,122 at 61,366). 

The Commission affirmed the Initial Decision on the issue of "carrier property balance" by 
finding that all accumulated deferred income taxes (ADrl') must be deducted from the book 
original depreciated cost of any property transferred to Kuparuk. ([~ at 61,368). On the issue 
of a starting point for trending, the Commission revised the Initial Decision by holding that the 
end of the test year methodology would be applied to determine the point from which both 
trending and depreciation would begin, lid. at 61,370). 

The Commission then addressed the issue of working capital, h revised the finding in the 
Initial Decision that: (1) Kuparuk would not be required to apply the ~ trending 
methodology ( , ~  Opinion No. 154-/3, 31 FERC § 61,377(1985)) to working capita/ items 
included in Koparuk's rate base; (2) Koparuk cannot include 55{}8 feet of pipe in storage in its 
working capital; (3) Kuparuk must deduct property tax pre-payments from its rate base; and (4) 
Kuparuk's trending calculation is to be performed a/~er ADIT is credited. (55 FERC § 61,122 at 
61,370-71). 

The Commission ordered Kuparuk to apply its weighted average cost of capital to a single 
rate base instead of using two separate rates of return and two rate bases. The Commission also 
required an adjustment to the equity return to account for the deferred trended original cost 
CI'OC) earning. 0_~ at 61,371). 

Concerning the allowance for funds used during construction (AFUDC), the Commission: 
(1) affirmed the Initial Decision by permitting AFUDC to be accrued beginning with the date 
construction costs are continuously incurred; (2) reversed the Initial Decision's datenainagon 
that AD1T generated before operations began should not be deducted from the AFUDC accrued 
before Kuparuk began operations; and (3) agreed with the Initial Decision that FERC 
regulations permit only semi-annual compounding of AFUDC equity balances. (]d, at 61,371- 
61,372). 
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[161,122] 
Kulmruk Transportation Company, Docket No~ ISS&4)-000, ORSS-I-000, and 

ORg0-1-000 

Ordlr Affirming in Part, and Modifying in Part, Ini,4=t Deckion, and Setting 
C o m p l a i n t  f o g  [ ' ] [~ t r t ng  

(b. d April 2s, 
Be~or, Commim/omm¢ Martin L. Allday, Chairman; Charks A. Trabandt, 

El~Iz~th Anne Moler, Jerry J. Lan~lon and Branko Terz/c. 

[Note:. Init~tl Decision of the pmdd/ng administrative law judge issued October 
26, Ig88, appmms at 45 FERC le~,ooe.] 

This  order a f f i r m  in part ,  and modifies .in 
an Init ial  Decision ( ID) iseund October 

26, 1 ~ 8 ,  in Docket  N m .  IS85-9-C00 and  
OR,85-1-0~0, t and determine* the ~ b l e -  
n m-  of the initial rate* f'ded in lg~4 and 1985 
by  the K u p a r u k  Transpor ta t ion  C o m p m i y  
(Ku.mu'uk). These rates apply to common car- 
rier t r s n s p m ~ t i o n  of oil between the Kuparuk  
R/v~r Uni t  c/I field in northwest Alaska and a 
connectkm with the T rans -Aluka  Pipeline Sys- 
tem ( ' rAPS) a t  the la t ter ' s  P u m p  Star/on No. 1. 
This  order also establishes s tandards for rates  
for the same services throush December 31, 
1987. Thia order also sets for hearing s com- 

plaint filed by the State of Alaska (State), on 
D e c e m b e r  29, 1989, in D o c k e t  No. 
ORgO-I-GG0, which challenges the reummble-  
n m  of Kup~ruk 's  rates for the period Janua ry  
1, 1988 throush December 31, 1989. 2 The Com- 
mission will apply  the s tandards contained in 
Wiilim~ P~pe LL~e, collectively Opinion Nes. 
154-B 3 ;rod 154-C, 4 which set forth the Com- 
mis~on 's  cmt-tmsed principles for determining 
the r easonab lenm of oil pipeline rates, s 

The  methodology established here is to be 
applied by the part ies and the adminis t ra t ive  
law judge (ALJ)  in the proceeding addressing 
the  S t a t e ' s  second c o m p l a i n t  concern ing  

t* Order N~ ,Ig~, exhibit C, Tariff Sheet PNgina- 
tion C, ulddlne~ .... 

t 45 ]LqGRC !" 63,005 ( 1~88)~' 
2 Under mctlm 16 of the Ia temate  C~mme~t 

Act fZCA), which Sin,ram oU ~]~dtm ~ t ~  t]~ C~a- 
m/talon may awsnd rlpsratlom for up to two years 
im~d~n/the date the c ~ p l s h ~  is flle~ 

1 6 ] ~ 7  (tam) (Opdai~ N= ]S4-S)~ - • 
• w'ah~m, 4~pe L~e C~. 33 1tEat f 6 1 J O  

(lgss) (01pdb~m No. IS4-~. Th~ ot~Jer b cm d three 
m k v u t  ~ on the r q u k t l m  d o/I p4pdlm'ratu. 
~ m  oth~s awe ARCO ~ C~, 52 FE~C 161,0S5 

161,122 

(19g0) (Oplnim N~ 3Sl), ~ ' # ~ t e d  and ~ e d / a  
part, 53 II?..RC 161,398 (1990) (Opinion No~ 351-A). 
sad ~ c ~ , / e  P ~  L ~  Comj~¢, L.P., s3 FF~C 
161.4~ (t 99o) (BucJb~j~) (Opera ~o. 36o). 

s In Bucke~ P/pe LMe Cam/~eLv, 44- I~.]RC 
161,066, ~ m n~'~ 45 F]~C 161,o4e ( l ~ ) ,  
the C.ammiu/cm applled • l~ht-handed resula~ 
aplzruach aml ¢omdudKl that Ikr.key~ rat~ coukl be 
based on nutrket forces, • mmdsKI lem rigid than 
that et Oplnkm No. ]54.B. T ~  ~ t m  net 
b~n szduKI to nnnm~ thil pmumdi~ fm a ~ 
determinatkm and m will teNive this matter und~ 
the standards c( Opinion Ne~ I S4-B. 

Psdstal [mrl~ OUkk~lms 
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~z~gl Cornmi~on Opinions, Ordsrs and Notices 61,363 
Kuparuk's rote% fi led December 29, 1989, m 
Docket No. O R g ~ I ~ 0 0 .  The Comm/~ion is ~.tin+ me st.w. l ~  co..~,i.t ~ , Ii~°~_~to~r.a, ms4, g.par,~ ,~ 

KuPlnt lk 's a - ~ - - -  or berating "~? ,mine, lOopt ing l ~ t ~ ,  7 ,;led an adop. 
. . . .  ' • " - - , ~  IS P r e r n l . . - - -  o~4ar.e $ - - -  ... s e x i s t l n g  t ranspof  

be he ld /n  l~ .ya l~e  lae 1989 COmp~Unt shotdd reducfftg itS rate to 61 centS Per until the C o m m / ~ o n  hart barrel o. 
~ l ~ e o  ~ ~ review of the %D 1,. r,-_. mr mOVementS through the K u m r u k  

line to Pump Station No. 1 
new rate of 55 CentS Per and eal~blishing a the record to be - ~ ' .  ,ms w ~  Permit  from the West ~-~ barrel for shin,,, . . . .  

updlt.ed ~ on the prJm~, i~ r l t .  Kuparuk%"~...Connoct/on to t h e ' - ~ . ~  

• - ,~ung  rotes Were t h e r e - ~  
~.e~u~+ may apply the ~t+ ~ avai/able 
-m ~ to be " ~ s  uetermlned ,Z_" yean  ~ 1987 ~ n ~  m a n d ~  e f "  ~ e  on June 28, 1985. 'on No. 154.B i . u e d  

i~edan~ua~Ye 3, 1985, the State of AJ~ska 

_Ifi~-9-1XX) and filed a ..... DOcket No. 

L ~ • • • ~ J a a . a r ~  ~4, 1ms.  The Oil Pipeline Board mumpem~l the new rates for 
h n K ~  i~ a pmlnen~ :_  one day, and I:X~att,-,~ . L  . 

• sub~c lh t ,~ . . .o  . "I+ owned by the --- tire on ~__ ~ ~ e m  to , - - , . . - - -  -- 
"-'*- m Zonr " /~pe- . .ra~aUary 16, I .-...-mu¢ ellec. 

~IVer Unlt  pm+1~l 6 ~.  - - ' ' uOl~ l  I~I the g . m _ . ~  rates J ib .m_ t. ,:. - .'~+", m u t .  cellt .,+,.i g = - -  
z4-mch ~ e l ~ e  _ ~ " P ~ k .  f~'~tUe~ mcl,"-  - for hea~.o z . . +  . ~  m ~ . ~ x =  l ~ -  - -  - 
r . ~  lU,v,-_..._ "~4m~lrl~tely  3 7  ,~ ; ,~  ~- " dl+,,. ~ ~.~. , " ,~u  ~ tWO d o c l ~ . .  . v ~  -rare set 

memberl~ . - - -  x,4,+~a vertical l -~ -  Were fi led I~.~_-"-~._+" an<l reD~v ~..... - -  

Conn,~- * ; .  . ~  ~ ~ l O - ~ h  , , ~ , ,  " .  " . ' ~ " "  . . .~ . ~  . . . .  "+ COflaUcted 1. ~, 7 - -  - re=o,  
~ " ~ . .  u~e tWO Cent ra l  ~ .~ . . . .~ ,~c~na  f s c ~ i t y  , - m  one r e c o r d  c k ~ , , ~  r . _  " ++Oveml :~r  I g 8 6  

~, , '?'~ = . m m m U o m ' , ~ m - , ~ _ ° m ~ .  ~t ."~+'~ ~m,-, ,m~ t~--;,-t'. "= m. t%m. ,y  , ~  
- ' ~  l ~ / n t  ~I/ ~ w ~ t  Sak £ ~ 8  ~xce - ~  m s u ~  on fields, which and • pt/ons and - October 26, 

~ n  Ol th • r ~ . . .  ~ n  staff  , ~ u  .__ • 2 4 - i , ~  - :  ..... < ~ u t ~ a  . , ~ d  e+ a..__...I~ ~ C O m m i ~ , ; , , .  
I~B3 an,' I--- ~ ~pemme m the c- - .  c ( A O p . .  ~- "'~, 'aacson: of "~, --_ ,-77". " 
l~v,~ " ~ m m  o l ~ r a t / . ,  i" ~ . P ~  of "+* ,.m P',Pehne+ 
- - , .  -'e L ~ Uctot:er 6, 

The ~D cons/sis of seven • 
• . ° • + ~  

16-~ .;~.~v'~-~._ e, t.:empany (KPc) ~_~e struCtme of Ku~ruk' ,  . . . . .  

rapport m e c h e n i s ~  ,.-[ " '  me Same -vort/cal u m  ~ m p R a / s t r u +  oase, (3) rate of 
~ 6. 1 ~  ~...'~_ .~ '~m~r 1 ~  L~.) '~t~o,~j  ; , , ~ "  (4) ~ " " . ~ t  of 

t h e  v e r t l c a  - - - ' ~ , ,  m e  ~ o n  r o m t  u n i t ;  a n d  ~ , x  ~ ' + ~ - m  groin t h e  
1 S u p p o r t  . m ~ t  o f  s t r U C t u r e  tn  h. .  , , 2 . ~ f "  ~ ' *  ~ t y n ~  . ~  - - 

g U p l r u k  f o r  t A ~ + d , ,  m a C h o n l s m s  f r o m  t h . . + _  + - -  ~ "  ~ zm' f u t , , ~  ~ - ~  ~" rate 
time the nmo~l"~__ +''+ per mmmum d u , ~ . .  ,~'- - - -  -m~<~ the test perio~ ~--'+" .,,ram, refunds, 
" ~  s rates and ~ --  ~m~ proceeding fil~-I . ~ Umues. J~XcepU 7 "  ~ spec/aJ 
by the ~mm~. ;~ .  :_~=~"~ ~e  not d a t e n n i . . ~  , -m on s~ of t h . e  t , ~ . . .  ~ to me 11> w e ~  
ral ~ ~ the ICA - - ~  ~ the following care--  , • Ga~ Act (N'GA) bemuse • . o r ~ N a t u .  - - ' ~ "  "n~ord~ ' therefore  

,o," of tbe o f ' - . - :  ( , )  
~t m,,~h~es the - - - " - - - , ~ ;  t o ) h r ~ + , .  . . . .  7-'. '~s~; t ,~ rate ~l+s# ; . . , .~  ... .~u+ IP~thoH,.,9~. 

~+ , ,+  u~ nO~ltlris. 

mt.rastate transPOrtation 
K u l a u ~  aho a,~.,,:._~ of na tu ra l  ~raa ~. 
vert ical  s . ~ - ' ~ _ .  ' ' = a  m o a t  o f  t h e  s , , - - . - - = ' - "  m c t i o n a l  p ~ v .  ~ 

• -,-..~.rL mechanis -m+m'ur~ cast of c ;,2,.-;7/' ~.r~ rote of ret - • 

- ~  "- u~ UIIt dll~ ,_ -,-mum, r e ~ o v ~  . . .~  ' ~"1 ++J~NII~ f0¢r 
" o t h e r  m ~ r . . : _  , - - ~u  r e s b x a t m n . . . . ~  . . , .  

61[.be ,.,,+,,~-_ - -  -Y- .  =,ulna eXPenl l~l  T'k;. _Y~--' - , , .u  l , I )  
Corn , , . , . .  ,'7,, ' " " ~ e  ~ t f i -~ te~  - - -  " ~ .... ureer also dis. 
---,-.-.7 t $ 7  Pemmm~ zm ,..~= r ,  U l ~ : u k  p/, . . ,+__ . --- 

l . ~ m l ~ l l ~  i , .~+l.  . _ _  xa++,~m, o j  . Umc~ Irma~,+ m .... ~-~lamy (I0 m,,-....~ 8Th...  ___ 
rq~ml~l b=my %0 P ~ e n t  .o~ on the - - ~ q a s  to the/D* 

moo sq, or~ 

161,122 
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61,364 Cited as "55  FERC ¶ . . . .  " 5zz 5-23-91 

cusses the remedies, if  any, to he applied in this 
~tse. 

A. The Will iams MeOsado/o~v 
P r i m  to the issuance of Opinion Nos. 154-B 

and 154-C in W/H/ares, supca, oil pipelines 
were entitled to earn a return on capital  deter- 
mined by  mul t ip ly ing  the allowed r s t e  of 
return t imes • valuation rate  b e e .  9 The value-  
t/on fm~nula '~wJshts  o¢isinal cast and repro- 
d u c t ~  c ~ t  according to their  relative 
and then aver•gee them. The resul t ing 
weil~htod mean is then reduced for depeecia- 
t/o~ ''1o Opinion No. l~ l -B  adopted net depce- 
cis tnd t rended original cost (TOC) as the 
• p l p r o ~ t e  fo rm of rate  base to replace the  
valttatiem rate  bl~e. 11 In addition, Opinion No. 
154.B ndopted a s t a r t ins  or t rsas i t ion n/te bs s~  
in d ~ s r s  for existing plant  in order to "o r idge  
the trlu~Um from valuat ion tO TOC. ''I~ Opin- 
ion No. 154-B stated that the fmmula  was " fa i r  
in view of pipeline investee reliance on • ra te  
base which has  been sdjusted fo~ inflation," 
and that  i t  would "more c leu ly  s ~ t e  
the TOC rate Iztee that  would have existed ha~  
the ICC [ 'Interstate Commerce Commission] 
not writ ten-up debt  [in the valuat ion formula | .  
I t  will ensure tha t  the equi ty  holder does not 
benefit f rom the write-up of debt financed 
es~ts. . . .  ''13 ~ o~dor also noted that '~c~ the 
purpose of determlnin~ the ~ rate  ha~+ 
[the] actual capital structure [to determine the 
debt and equity ratios] shah be the actual 
capital structure as of the date of this opin- 

The ~ ,  in adopting TOC, was t m -  
cernod about the abili ty of newer oil pipelines 
to cm~pe~  with ohler ml pipelines. TOC 
ates this problem because it  eliminates the 
f i - ~ 4 ~ n d  ~ d  eas~'~mtAt'~ W/th n e t  dopt[~M."~ted 

9 The vahmtlon formula e p p ~  in ~ P'~s 
C~, 21 FERC 1 6 1 ~ 0 ,  at ~ 6 1 ~ 6 ,  

(1982), sad F a r a d s  U ~  C ~ t m / ~ / a c .  
734 F ~ l  1486, 8t 1495 n.28 (D.C. Cir. 1984), 

~ , ~  ~ ~d~ a ~ . ,  W////sms P / ~  L / ~  C~ v. 
F m l x r s  Ua/an C~ t r s l  ~ /a~,  469 U~q. 
1034. (Farmers Uaio~). 

~o Farme~ U n ~ ,  734 F~,d at 14W5, n ~ .  
u The C _ ~  has d ~  TO~ u f o ~ : .  

~n~, I~C, ~u~ I/ke ~t dewecisted e,'~ cmt. 
~equlm, the detmnlnat~ a£ a ~nlnal ( ~  
in~udml) m TM el return ~ eq'~ty ths~ r ~  tbs 
pt0eUn~'J rbks and tte cm-rsapond~ c~x of capital. 
N a t ,  the inflation cemlz~mt of that rate o( mttwn 
is extrscu~. This }eaves whet ece~mls~ call a 
"real" rate of return. The resl rate d return times 
the ~ut ty  sha~ of the rate ~ y l ~  the yearly 
allowed equity mum in doUart The iM~ticm fac- 
te~ times the equity rate b~e yields the equity rate 

write-up. That write-up, like depce¢tatlo~, i8 

$ 61,122 

original cost by reducing the equity return in 
the pipeline's early years. However,  the Com- 
miss ion ' s  policy of p romot ing  compet i t ion  
among pipelines does not include raising the 
rates of the oklm pipelines to permi t  new pipe- 
lines to compete with them. TOC changes the  
t iming  pat tern  for recovery of the equi ty  com- 
ponent to foster competition. Is 

After  the a l~f icat ion of the WH//ams meth- 
OdoiMY to the pipeline's rate  base, the remain-  
ing ra te  i nues  i n v o ~  typical cost-of.servlce 
i uues  such as throughput  volumes, revenues, 
expenses, and cost of capital,  and •re  deter- 
mined usins the Commimon's usual procedures 
for determining whether rates are just  and rea- 
sonable. 

B. App//cat/on 04 the Will iams Methadofa~ to 
th/s Case 

The part ies  have • fundamenta l  disagree- 
ment  whether  the  Williams methodology is 
appropr ia te ly  applied in these proceedinss.  
Specifically. tile State and the Alaska State 
Regulatory Commission (ASRC), argued that  
the Williams methodology is not wholly appli- 
cable to this case. The ASRC arsued  that  the 
TOC methodology results in lower rates in the 
early years  and higher rates  in the later  years. 
The State and the ASRC further  assert  that  
this has the practical effect of mak ing  oil pro- 
duction in later years  mine expensive a t  the 
very  t ime that the efficiency and productivi ty 
of • field are declining, and its production c '~ts  
rising. They  assert  that  K u l ~ r u k ' s  propesed 
depreciation methodolesy should fall outside 
the Williams methodology, and urge, wi th  
Kupm'uk,  the use of accelerated ra ther  than 
s t ra ight  line depreciation, a position oppmed 
by  staff.  Further,  the  State, with staff 's  sup. 
part, urges adoption of a. variable tar iff  mecha- 
nism,te which would he used for the recovery of 
K u p a r u k ' s  costs a f te r  December  31, 1967, 

written-ell of smort~d over thk llfe o( the 
m y .  

Pipe L/he Ca, 31 FERC 161.377, at p~ 
61~14 (1985). • 

~ i ~  at p. 61 ~&3. The e ta t t t~  rste hue,  anather 
cmnputation invu,tved in W'dHams, is not relevant 
hem , i ~ e  Kupsruk is e nsw plpeli~ asd hes never 
had the resmnahlene~ of ite rste~ determln~ under 
the ICC valuatim based meth~lo~W. 

" / d .  
t*/d. at p. 61J39 n.43. 
15 See Op/nlon No. 352, muprm, 52 FERC at p. 

61.237. 
~ A vm-iab~ tsriff me~animn Im~vides for a rate 

d m n p  to I~ flied on aw annu l  butl. The annual 
filing typically sd jmu rate levels to take into-m:cotmt 
c h a n ~  in ~ p u l L  net i n v ~ t ,  ¢o~pm~te 
iecm~ taxes, and c ~  in Srms rate hem invust- 
r~nt. 

F ~ w a J  Eemlf f  h k ~ k n e s  
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rather than a fixed rate tariff. They take this 
position to assure that  Kuparuk does not over- 
recover its cost of equity as its rate base 
declines. 

In addressing these disputes, the ID noted 
that the State utilized the basic cost conven- 
tions of Wil l iams,  and then a t tempted to mod- 
ify W i l l i a m s  to re f lec t  the p a r t i c u l a r  
circumstances the State believes exist in this 
case. The ID  found that  the State's modifica- 
tion of the TOC methodology is based on its 
assertion that  Kuparuk has a transportation 
monopoly, and therefore tha t  the W i l l i a m s  
methodology is inappropriate. The ID  further 
noted that  the State 's  position varies from 
Opinion No. 154-B by using a front loaded 
method of depreciation, in this case a unit-of-  
throughput (UOT) method, 17 in contrast  to 
conventional straight-line depreciation. 

The ID  also concluded that  the use of the 
UOT method is inappropriate because it would 
result in a rate profile tha t  would resemble one 
using a depreciated original cost methodology 
rather than one rate profile resulting from the 
application of the traditional Wil l i ams  method- 
ology. The I D  found that  the Wil l i ams  depreci- 
ation methodology is applicable to Kuparuk 
because Kuparuk is an oil pipeline. For the 
reasons discussed below in the section on depre- 
ciation costs, the Commission agrees with the~ 
State and Kuparuk  that  the UOT method is- 
the most appropriate  method under the cir- 
cumstances, and will reverse the ID  on the 
issue of depreciation. The Commission con- 
cludes that  nothing in the Wil l iams  methodol~, 
ogy, which focuses on, the t rending of the 
deferred equity return, precludes this result, 

The ID's  conclusion on the issue of depreca- 
tion contrasts with its adoption of a variable 
tariff mechanism, to govern future rates. The 
ID did so even though the ALJ thought such a 
device was not contained in either Opinion 
Nos. 154-B or 154-C. The IX) noted that  both 
the State and staff proposed that  future rates- 
be governed by a variable tariff mechanism, 
which would require Kuparuk to adjust its 
rates annually to reflect changes in cost fac- 
tors. Staff's variable tariff mechanism would 
account solely for changes, in net investment 
base, throughput,  and corporate income taxes, 
whereas the State's method would account for 
virtually all changes in costs and throughput.  

Orders and Notices 61,365 

The ID also stated that staff asserted that a 
variable tariff mechanism might also account 
for changes in the cost of debt. 

After rejecting Kuparuk 's  arguments that  
the Commission lacks the authority to impose a 
variable tariff mechanism, the ID concluded 
that  because it appears that  Kuparuk 's  rate 
base will steadily and significantly decrease 
every year, even assuming a modest amount of 
additional trending of the equity portion of 
rate base, a variable tariff mechanism in com- 
bination with a test year approach will better 
insure that Kuparuk will not over time over- 
collect a greater amount  of return dollars on a 
greater portion of the rate base that  no longer 
exists for regulatory purposes, is Thus, even 
though nothing in the earlier Wil l iams  deci- 
sions would support the application of a varia- 
ble tariff mechanism to oil pipelines, the ID 
accepted the arguments  of the State and staff' 
on the issue of the declining rate base. To this 
end the variable tariff mechanism adopted by 
the ID requires Kuparuk to file & variable 
tariff mechanism in a form satisfactory to the 
Commission, and to include in the variable 
t a r i f f  m e c h a n i s m  a me thod  to ad jus t  
Kuparuk 's  rates for changes in its rate base, 
throughput,  and federal income taxes. 

Kuparuk and AOPL except to the ID's  adop- 
tion of the .variable tariff mechanism. They 
argue that  section 6 of the ICA permits com- 
mon carriers regulated by that  Act to adjust~ 
rates at  any time on their own motion and tha~ 
nothing in section 6 of the ICA can be read tq  
require a carrier to make periodic rate filings 
in a manner contemplated by the ID. They,. 
assert that  to the contrary,  the Supreme Court 
has stated unequivocally that  "[a] carrier is 
entitled t o  initiate rates and to adopt such 
policy making as it deems wise subject to the 
revisory power conferred ul~n the Interstate 
Commerce  Commiss i  on-' '19 K u p a r u k  and 
AOPL note that  a variable tariff mechanism 
was adopted in the case of TAPS, but that  it 
was voluntary, z° 

Kuparuk and AOPL also argue that a varia-  
ble tariff mechanism overlooks the fact that  
section 15 of the ICA has different procedures 
depending on whether an investigatiot~ is of a 
rate filed by the carder,  or is in response to 
complaint, or is ou the ICC's own motion. They 
point out that  under section 15(7), the Corn- 

17The unit-of-throughput method calculates the 
annual depreciation charge based on the percentage 
of total throughput over the useful life of the pipeline 
represented by the estimated-volume to be handled 
each year. For example, if 100 units would be handled 
over the 20-yegr period: the pipeline operates, and I0 
units would be transported the first year and eight 
the second, the first year depreciation would be I0 
percent of the rate base and the second year deprecia- 
tion would be 8 percent. A similar method is the unit- 
of-production method which is baaed on the annual 
percentage of the output of the field served by the 

FERC Reports 

pipeline over the field's productive life. If the pipeline 
serves only one field, the two methods are identical 
since the useful life of the pipeline equals that of the 
field it serves. 

iaSee 45 FERC at p. 05,088. 

19 United States v. Illinois centraJ Railroad, 26,% 
U.S. 515,532 (1924). 

2o See Trans Alaska Pipeline System, 35 FERC 
61,245 (1986). 

¶ 61,122 
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mi~/on may suspend • f'ded rate for up to 
w e n  months and lnvestipte • changed rate. 
Inve~tilpttim~ •s • result of • complaint are 
concluded s/tor • hearing under tectien 15(1) 
of the Act. They further note that the burden 
of ~ is oa the carr/er f/ring the rate if • 
changod rate is involved under ruction 15(7), 
but that the burden of pro~ is on the complain- 
ant trader sectio~ 15(1). 

Kuparuk and AOPL further argue that 
neither m~ction 15(1) n ~  sectic~ 15(7") &utho- 

impmidon of • requirement for periodic 
rate ~ They ttso . m e n  that periodic rate 
reviews illegally ihift the burden of preof on 
e~abiishl~ whether e.~kttn s rate* are just and 
re•tamable from the shipper ~ Commi~on to 
the carrier, and deprive the carrier of its right 
under mctien 15(1) to • full henrinll in com- 
plaint cases. They aim ma/nta/n that because 
each rate change would be sub~ct to suspen- 
don, • variable tar/ff mechanism precludes the 
carriers from collecting r a t~  prevloum~ deter- 

to be just and remmmthic. Finally, they 
argue that the componente of the variable 
tariff meehanism adopted in the IX) are ill- 
defined and arbitrary, and that • variable 
tariff mechanism would fail to •lye shippers 
adequate notice of the rates to be ~ as' 
required by ~*tio~ 6 of the ICA. Kupm'uk •lso 
a r su~  t h a t  the role of the C ~ m i ~ i m  i n  
reviewing the formula is unclear, - -  is that of 
the i~rtics who might pmte~ its operetic~. 
Kulm.uk •Ira claims that the record ia 
proceedins daes not suppers the conchmion that. 
Kuparuk will experience • rapid decline in its 
rate base, Kuparuk argues, that Co•m/u/on 

FERC ¶ . . . .  " 

Purdum~ G ~  Adjustment (PGA) mechanism, 
is vo|untary. 

The State art 'u~ that the Commlsaioo hat 
the power to require period/e fil/n~, and has 
done so in the l ~ t .  The State argues ~ that 
a cest-4~-aervlce tariff is the'devlce most 'fie- 
quently treed, and that under.such • mecha- 
nism cap/tai, depr~lation, and Ol~mtinll o~ts 
are adjusted on •--,emhiy bash,. The State aim. 
cite, the ~ ' s  PGA mechanism as 

another example of • formula rate, and refers 
to the use of various tracking devices used in 
electric utility rate making as •no•her exam- 
ple. The State further arsue~ that the variable 
tariff mechanism is warranted in light of the 
fact that Kuparuk'a c ~ t  of service is projected 
to decline by slightly more than 14 percent in 
the period 1985 throullh 1990, and that 
throughput is expected to substantially 
increase. The State further argues that the 
difference between projected throughput and 
actual throughput in the first two years of thk 

would ,.~_tify: • 16-percent ~i,h~t- 
men•-to Kuparuk s rates. ~ These fisur~ are 
the basis for the State's argument that  
Kuparuk's return on equity will" incremle rap. 
idly, and that periodic rate review la appropri- 
ate. 

_ m UI.FEMC |61~44 ( l~) ' (Opintm N~ 138):, ~ 
19 ~ 161,116 (lgS2) (Opinion No. I~-A~, 36 
FF-,itC | 6&008  ( i ~ ) .  srtqmmak etuuapts to dlsth~ 

|61,2~f (I~7) (OIMm~t N~ 27&A), ae~ the 
that dm Cemmimtm d*tormb~d tbat It, t~etl~ 5 
~ t y  w~s Inadsqtmto to protect c~ummers in 
that lmum~. ~ .  U~ imm ta bmh Trellbla~ 
sad Oserk Is imq~r ~ t  ~ arsptdly de¢linin/ 
mm bs~. la throe two u ~*  ttm Cemmi**ka reed a 

ann~ty as a nu~m ~ ~ ratelm3nnt 
de~t ttm~ wu m ~utx~atmy ~ tbat ~dd 
P~v~d* ~ ~ fdt~a t ~ t  we~d z ~ y  th, 
~ptt in~'  ~ ~ d  rat~.  , • 

The State recommends: (1) that the Commie- 
don adopt • variable tariff mechanism formula 
bsand on the Wi//~ms methodole~, (2) that 
the formui• be applied fog the calendar years 
1 ~ - ! ~ 9  train8 scttmi data for these yenn~' 
(3) that each year thereafte~ Kulmruk file • 
tariff that is consistent with that fro'mule, (4) 
that the formula adapted uJe • t rue-up•ache.  
nlam, and (5) that after fding its Form 6 (the 
Annual Report of Oil Pipeline Companies), 
Kupsruk she~ld be required to resubmit • cal- 
culation of IUt previous year's tar i f f  using 
actual data and adjust its current tariff to 
reflect any over or under recovery. The State 
further mmerte that if the C o • m i z e n  does net 
adopt • variable tariff mechanism, it should 
not apply any determination made here beyond 
the period of the State'& first complaint, and 

policy Itronsly diMtvoct periodic rate review, should determine the reasonableness of 
~pany,tins cer~  decisions in 7Va//h/a~r P/pe/ /~ Kuparuk's rates for the period after December 

and trltues that the clearest m u m -  3t, 1987, in • separate proceodinS. 
pie of periodic rate review, the Commission's 

The Comm|~io~ •includes that the ICA does 
not grant it authority to-impote the variable 
tariff •e than/am requested by the State and 
staff. The Co•min ion  concludes that the 
requirement of an involuntary annual fdins, 
and the related review of the reasmmblenm of 
Kuparuk's rates, violates the court's decision in 
N e w  York Public S e r v i c e  Colami~/oa v. 
FERC. zs At is argued in Kupnntk's supplemen- 
tal brief on 'exceptiom,/a PSCNY ~ F E R C  the 
court held that PERC could h e / u J e ~  ~ - n m t  

i 

"The State makes Mmilar W t s  in its ~ -  
end complaint, mmertinlg that KuImruk's Imnual 
throullbput was 99,470,000 barrels in 1~6,  
l~,~ti,000 in 1 ~ ,  sad 110,4~,000 In 19B, and 
was •tim•ted at 112,42D/000 in tgQg~ It claims that 
In ine sm~ pelted Irupmruk's ~ t  plainly I~se 
declined from $111~'9,000 is. 19B6 m $ 1 ~ S B , 0 0 0  
l n l ~ .  

¶ 61,1  

"*8¢56 F.2d 487 (D.C. .Cir .X|989)(pSCNF v. 
~ O .  
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implementing authori ty under section 16 of the 
Natural  Gas Act (NGA) to require Ozark Gas 
Transmission System (Ozark) to make filings 
every three years as a way of preventing excess 
equity returns on Ozark's rapidly declining 
rate base. The court 's conclusion that  the Com- 
mission could not shift the burden of proof as it 
is allocated under sections 4 and 5 of the NGA 
applies with equal force to the distinction in 
the allocation of the burden of proof under 
sections 15(7) and 15(1) of the ICA. The Com- 
mission concludes that  it may not use its gen- 
eral ancillary authori ty under section 16 of the 
ICA to require periodic filings any more than it 
may require such filings under section 16 of the 
NGA. 

In reaching this conclusion the Commission 
notes that  the mat ter  of periodic filings under 
the ICA appears to be a question of first 
impression. First, while it is true that  none of 
the provisions of the ICA specifically authorize 
a requirement of periodic filings, they do not 
expressly prohibit such filings either. Second, 
the early Supreme Court cases from the 1920's 
cited by Kuparuk do not address the point 
directly. Finally, the cases cited by the State 
all deal with the ability of the ICC to at tach 
conditions to specific rates in the context of the 
ICC's suspension power, which, as with that  of 
this Commission, is discretionary. None of 
those cases deal with the ~ issue of mandatory- 
periodic review. 

The most instructive of the cases cited by the 
State, I C C  v. Amer ican  Truck ing  Ass'n,  4 6 7  
U.S. 354 (1984), holds that  there are signifi- 
cant limits to the ability of the ICC to retroac- 
tively reject a previously filed tariff, as this 
would deprive a rail carrier of its right to a 
hearing under the ICA. In making a limited 
exception to this rule, the Court then noted the 
difference between the ICC's  powers to reject 
tariffs before they are filed, and the procedural 
safeguards that  exist to protect those tariffs 
that  have already been accepted, z4 In its anal- 
ysis the Court also reviewed similar provisions 
involving the NGA and the Civil Aeronautics 
Act, and concluded that  these statues also dis- 
tinguished between tariffs filed by the regu- 
lated entity, and those already on file that  are 
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subject to complaint or modification by the 
agency. 

Given the Supreme Court 's analogy to the 
provisions of the NGA in determining the 
importance of burden of proof under the ICA, 
the Commission concludes that  the relationship 
of sections 15(7) and 15(1) of the ICA is similar 
to that  of sections 4 and 5 of the NGA. In 
PSCNY v. F E R C ,  supra, the court rejected the 
Commission's argument  that  the annual PGA 
mechanism supported the proposition that  the 
Commission could impose a three-year period 
filing requirement on Ozark, explicitly noting 
that  the PGA is voluntary, and that  therefore 
the court 's concern for protecting distinctions 
between sections 4 and 5 of the NGA did not 
apply. By analogy, the variable tariff mecha- 
nism adopted in the TAPS proceeding, which 
involved the same economic issues at  issue 
here, was also voluntary. 25 The variable tariff 
mechanism advanced here is not voluntary and 
the Commission concludes that  the court 's  
rationale in P S C N Y  v. F E R C ,  supra, is appli- 
cable to the instant case. 26 If the Commission 
were to impose a variable tariff mechanism in 
this proceeding, it would be using its general 
ancillary power under section 16 of the ICA to 
eliminate the distinction between voluntary 
rate filings under section 15(7) by the carrier 
and complaints against the carrier's filed rates 
under section 15(1) of the ICA, the action that  
was rejected in P S C N Y  v. F E R C ,  supra. There- 
fore the Commission will not impose the var ia -  
ble tariff mechanism urged by staff and the 
State.Z7 

The State further argues that  the variable 
tariff mechanism it proposes is in fact an 
annua! cost-of.service tariff, and that  therefore 
it does not violate the ban against periodic rato. 
filings contained in P S C N Y  v. F E R C ,  supra. 
However, as the State's own citations demon- 
strate, such tariffs are  used reluctantly and 
then only until traditional cost-of-service ele- 
ments can be more firmly established. 2s As 
Kuparuk correctly notes, the case most heavily 
relied on by the State and staff involved the 
consent of the pipeline involved. 29 

Unlike the procedures under section 5 of the 
NGA, section 16 of the ICA provides for repa- 
rations for up to two years before the date the 

z4 American Trucking Association v. ICC, 467 
U.S. at 363, 365. 

zs See TAPS Settlement .Order I, 33 FERC 
61,O53, at p. 61,140(1985). 

Kupargk correctly states that the annual fil- 
ings under the TAPS voluntary settlement would be 
sub~ct to protest as would any new rate change filing 
under the ICA, and the burden of showing that t h e  
n e w  rate is just and reasonable would be on the TAPS 
carders. See TAPS Settlement Order II, 35 FERC 
1161,425, at p. 61,983, n.17 (1986). 

The result is consistent with the Commission's 
r e c e n t  decision in Trailblazer Pipeline Company, 50 

FERC Reports. 

FERC ¶61,188 (1990), in which the Commission 
rejected a request by the State of New York for a 
periodic rate review of two years, citing PSCNY v. 
FERC, 50 FERC at p. 61,599, n.84. See also Over- 
thrust Pipeline Company, 53 FERC ~ 61,118, at pp.  
61,371-72 (1990). 

z8 See American Louisiana Pipel ine Company v. 
FPC, 344 F.2d 525 at 526-27 (1965), which holds that 
a cost-of-service tar i f f  was proper ly  used whea the 
Commission lacked informat ion on current costs and 
volumes and the tariff was voluntarily accepted by 
the pipeline. 

z9 PANGL, 31 FERC at p. 61,500 (1985). 

¶ 61,122 
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complaint was filed if the subject rates are 
determined to be unjust and unrenmnable. This 
permits the State to protect its interest in 
maintaining just and reasonable rates by filing 
complaints periodically against existing rates 
at such times as it believes that Kup~truk's c~ t  
factors have caused the rates to become unjust 
and unreatonable, and to obtain reparatiom for 
the period up to two years before the complaint 
was filed. This procedure provides the State 
with an alternative form of relief to the varla- 
ble tariff mechanism that the Commission has 
rejected here. In fact, the State has filed such a 
complaint in Docket No. ORg0-1-0(D for the 
c~endar years 1968 and 1 ~ .  In Hght of that 
co~phdnt, the Commission will 'not determine 
whether Kuparuk's rates for I ~  and 1989, 
and sub~quent yenr% are just and reasonable, 
but will defer a final d e ~ e n  until complefio~ 
of the proceeding on the reasc~sblene~ of the 
rates for these, and subsequent, years. In deter- 

the reumu~lene~ of the rates for these 
latter years, the ~ and the parties are 
directed to produce a record and conciusions 
applying the principles discussed in this order. 

C. RJze B ~ e / ~ u e ~  

Rate base issues addrets the type and 
amount of capital upen which Kupsruk win 
have an opportunity to earn a return. The IX) 
addressed si~ such is~t~l: (1) carrier property 
balances; (2) trending issues under the M~d- 
I/am~ methodology; (3) allowance for funds 
used during construction (AFUDC); (4) accu- 
mulated deferred inceame taxes (ADIT); (5) 
w~16ng capital; and (6) accumulated deprecia- 
tion. Ezcelxtam were fried to all the /ssues 
except accumulated depreciation. The remain- 
ing five issues are discussed below with the 
accumulated deferred income tax (ADIT) and 
wm'kins capital immes trotted in the context in 
which they occur, namely carrier pmparty 
antes, the trendlnll of working capita], and 
AFUDC. 

I. Carrier property hahmcas 

guparuk acquired m ~  of the ~upparfinS 
vert ical support mechanisms: and central 
preceding fscilities frmn KPC c~ Octeber 6, 
1984. O~e important issue in this case concerns 
the rote b~e  treatment to be accorded t he  
,me,-  thus tranderred to Kuparuk from KPC. 

turns princil~lly on the treatment of 
ADIT behmces incurred beforo the transfer of 
the suete to Kupsruk. 

The ID coocluded that Kuparuk should 
value the aueta acquired from.KPC at their 
net depreciated book value les* the ADIT.hal- 
snees auechtted with the transferred property." 
Kuparuk excepts, claiming that the ADIT bsl- 

~° Farmers Union IL 734 F2d at I ~ ;  

¶ 6 1 , 1 2 2  

ances should not be deducted from the assets 
tranlferred to it from KPC. Kuparuk claims 
that because the transaction was at arms 
length, and because greater efficiency re~du, 
it is entitled to a higher rate base for regula- 
tory purpes~. Kuparuk further argues that 
greater efficiency resulted when Kupsruk built 
a new 24-inch pipeline, replacil~ the 16-1rich 
pipeline l~"viously operated by KPC, and that 
rates dropped when that facility entered u r -  
vice. Kuparuk further s~erte that its pes/tlo~ 
is consistent with the tax provisions of the 
partnership documentation that created it. 

Staf f  and the State  argue that no efFu:ienci~ 
were obtained from the a~ete,  i.e. the vertical 
support mechanisms and central processing 
facilities, transferred to Kuparuk becau~ the~ 
~ t ,  were capable of carrying the new 24-inch 
pipeline and the previously existing |6-inch 
pipeline simultaaem~y. Therefore, they argue, 
any increase in efficiency came solely from the 
comtructien of the 24-inch pipeli~, and not 
from the transfer of ~ mmete f r ~  K.PC 
to Kuparuk. Under these cir~m,-umc--, they 
claim, Kuparuk has not met the test of Farm- 
~rJ U~J~ H ~° requirln8 it to d e m m m ~ e  by 
clear and c~vincing evidence that an immm~ 
in efficiency hgs resulted, aad that, therefese, 
Kuparuk cannot claim an increase in its rate, 
b~e  even ff it is a ~ m ~ d  (which the State and 
staff dispute) that a tale occurred. They aim. 
argue that Kupm'uk's theory does not conform 
to the tax provisions of its o~n parmershtp 
document since that document speciflcal~ p¢o- 
vide* that. each of the contributins l~rties will 
obtain the tax benefits and liabilities related to 
that preener', capital contrlbutlm. They amert 
that th~ means that the benefit of any dimin- 
ished tax liability will accrue mkly on KPC 
because of the apprmdmately $19 millkm in 
ADIT it obtained before transferring any 
assets to Kuparuk. 

The Commimon concludes that the ADIT 
asmciated with the tranderred assets should be 
deducted from. Kuparuk's rate ~ ADrY 
reflects the difference between depreciation fur 
tax ~ and delta,elation for b ~ k  pur~ 
pines. F e d ~ l  inenme t a ~ ,  paid in enrly y ~ n ,  
are le~ than throe rocosnla~l by the Commis- 
slon f~ book and rote ~ ~ Thls Is 
because the Internal Revenue Code permits the' 
use of accelerated de~eciatlea while the Cem- 
miui0n normally requir~ sLraight I L ~ ' ~  
atioa of the plpt~/~'S Im~perty i~cm~te. In 
the early ~n,u's of a pipeline project, the d/ff~- 
ence between ~ federal income tax uffect d 
the two different levels of deprec/ation ;-.act~- 
muhted in Account NO, 282 (Accumulated 
Deferred Income Taxes ~ Other Prope~y). In 

F ~  Inwlf f  @t~MM~ 
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later years, when book depreciation exceeds the 
accelerated tax depreciation under the Internal 
Revenue Code and the income taxes increase 
due to the reduced depreciation expense deduc- 
tions, the pipeline reduces the balance i n  
Account No. 282 to reflect the payment of the 
p rev ious ly  deferred taxes owed. In  the  
meantime, the pipeline has the time value ben- 
eflt, i.e, the interest free use of the funds that  
otherwise would have been paid in taxes. 31 

The time value benefit of the ADITs was not 
eliminated wbe11 the property was transferred 
to the new Kuparuk partnership. The ADITs 
continue to benefit the partner who contrib- 
uted any a u c t  that  generated ADITs before 
the mmete were contributed to the partnership. 
The benefit= and the liabilities associated with 

contributions are allocated amoug the 
partners based ou the terms of the partnership 
agreement. The Partnership Agreement does 
not addreu  the relationship of the partners and 
the ratepayers. Regardless of bow the benefits 
from the ADITs are allocated among the part- 
ners under the Partnership Agreement. the 
ratepayers will continue to pay for the current 
depreciation a t  the book rate, and for the 
return on the book value of Kuparuk's assets. 
Commission policy, as stated in its regula- 
tio~s, t~ and recent Commission and court deci- 
sions, ~ requires tha t  the ratepayer burdened 
by the payment for the assets should receive 
the tax benefits that  result from any ADITs. 
Thus, the fact that  the Partnership Agreement 
provides that  the tax benefits and liabilities of 
any contributed asset "will remain" with the 
partner that  contributed the particular asset 
addresses only the tax liabilities and benefits of 
the respective partners, 34 and does not defeat 
the Commission's policy providing that  the 
ratepayer should have the benefits that  may 
inure to all the partners as result of the ADITs 
taken before or after the partnership was cre- 
ated. 

Kuparuk argues in the alternative t ha t  the 
transfer of the vertical support mechanisms 
and related faci l i t ies  to Kupa ruk  was a 
purchase and, since efficiencies result, the 
higher depreciation and asset basis is war- 
ranted. The argument is without merit. The 
Partnership Agreement clearly states that  all 
transfers to the Kuparuk partnership were cap- 
ital contributions and that  none involved a 
sale. ~ "Contribution" is a term of ar t  in part- 
nership and partnership tax law. Its meaning is 

the transfer of value for a percentage interest 
in the partnership.  Similarly,  "purchase"  
means the acquisition of the assets for consider- 
ation other than a partnership interest, usually 
cash or an instrument evidencing indebted- 
nees. ~ Neither of these two latter types of 
consideration is involved here, and their  
absence defeats Kupernk's argument that  a 
sale occurred in this proceeding. 

Moreover, as the State and staff point out, 
all of the claimed efficiencies come from capi- 
tal expenditures made for the 24-inch pipeline 
after the vertical  support mechanisms and 
other existing assets were transferred. At the 
time they were transferred these assets were 
capable of supporting up to six different pipe- 
lines of various sires. The gains in efficiency 
come not from the transferred assets but from 
the new 24-inch pipeline that  was constructed 
on the assets that  were transferred to Kuparuk. 
These gains would have occurred whether the 
transaction invofvcd a transfer of assets to the 
partnership, the lease of the vertical support 
mechanisms and other facilities to the partner- 
ship with the partnership owning only the new 
24-inch pipeline, or if KPC built  the new line 
solely with its own capital. As staff asserts, the 
ratepaycrs' r ight to a lower rate base should 
not be defeated by the form which this transac- 
tion has taken. Therefore, Kuparuk has failed 
to meet the test under Farmers Union I I  that  
additional efficiencies would benefit the rate- 
payer and is not entitled to a higher rate 
for regulatory purposes. The ID is affirmed 
and KPC's  accumula ted  A D I T  mus t  be 
deducted from the book original depreciated 
cost of the transferred property. 

2. Trending Issues 
Under Will/runs, once carrier property bal- 

anees and the other elements of a pipei/ne's 
asset base are established, that  portion of the 
equity return that  is deferred is trended using 
the formula explained in VWdliams. The issues 
raised on exceptions include: (1) the start ing 
point for the trending of the deferred equity 
component, (2) the definition of the working 
capital to be trended, and (3) the calculation of 
the debt and equity components tha t  are 
applied to the rate base. 

a. StLrting point for the trending of carrier 
property balances 

The ID concluded that  the starting point for 
trending of the deferred equity component 
should be the average of the opening and cles- 

~! See T r ~ l ~ ,  supra, 50 FERC at p. 61,588. 

~ZSee 18 C.FR.  § 2 6 7  and 18 CF.R.  
§ 154.6(3Xa) (1990). 

See Columbia LNG Corpcndon, 54 FERC 
|61,260 (1991), and Trunkline LNG Co. v. FERC. 
(D.C. Cir.), No. 89-1492, slip op. dated Dec. 14, 1990. 

b w m  

~4 See Kuparuk Transportatioo Company Part- 
nership Agreement (Partaenthlp A~,eemem), EL No. 
KTC-2- I, at pp. 5, 19-20. 23-24. 

~$ ld. at pp. 10-11+ 

Id. at pp. 9. 12-13. 

¶ 61,122 
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ins balances of account in the year in which 
the trending begins, i.e., the point • t  which the 
rates become effective. The Staff suppot~ this 
conclusion, •nd  Kup• ruk  excepts. The ID 
fotmd that  the •veraging methodololD' is more 
likely to protect consumers against • rapidly 
declining rate base and is not inconsistent with 
the Willl•ms methodology. Kuimruk argues 
th*t • one-day, beginning of yegr balance is the 
proper starting point, and that  effective appil- 
ca•tin of the Willi&ms methad~ogy depends on 
the nse of such a single tUtrting point foe trend- 
ing carrier property balance*. Kupsruk  further 
~ r t s  that  the s a m p l e  contained in Opinion 
No. 154-B contemplates • beginnin~ of the yea~ 
singte point methodol0~ly for determining the 
pot-tim of the rate base to be trende d-~ 

Staff argues that  the example in Opinion No. 
l~t-B does trot addrus  the ~ at  hand, that  
it  is baaed on the now.discred/ted ICC method 
of rate b ~ e  valuatiee, and tha t  there is no 
need to continue that  mashed if there'is • more 
accurate mW to measure the assets tha t  
tctmdly be in tervice during the year.  Staff 
further a rSu~  that  fee this ream~ the C o m m ~  
• ~on h a s  ~ • stnmg preference for the 
averaging •ppre~ch for p s  pipelines and elec- 
tric utllitie~ 

The C o m m ~ o n  t~-vertes the IlYs determi- 
nation to me the averaging method. In settinlt 
gas pipeline rate*, the Commi~on normally 

the , . d   laot. !an a  
the s ~  point for depreciat~cm o~ plant 
facilities in the y ~ r  in which the new rates will 
• ppiy. Williams implies that  the starting point 
for trending is the opening capital plant bal- 
ance in the year that  trending will occur, i~., 
the first year in which the rate* at  issue will 
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re•dew by complaint, with reparations, as was 
discussed earlier in this order. 

b. The Definition and Trending of Working 
Capital 
The ID concluded that  Kuparuk should be 

permitted to •ppty  the Williams trending 
methodology to worltin~ capital items included 
in K u p • r u k ' s  rate base,  and  pe rmi t t ed  
Kul~truk to include 55(]8 feet of pipe in its 
working capital account. Staff excepts, n(~ing 
tha t  w~king capital is normally replaced on an 
annual bezis, is expensed, and is therefore autO- 
matical~y reptsced a t  the higher prices. While 
the State •Steed that  working capital should be 
trended, it argues that  one item, pipe in stor-  
ase, does not exist in K.uparuk', aecou~hata~a - 
should be deleted from rots rate baes, aim tna~ 
tecend item, an a ~ C e  for tax prel~tyments, 
fails to recesnt~ that  there are off|erring 
• rices later in the y~ t r  tha t  shattld alto pre- 
clude that  item from being included in w~king 
eaptu . 

The C ~  will reverse the ID on these 
working capital related issue. A pipeline is 
permitted to earn • return on • 13 m ~ t h  
average balance of cash wecking capital itemS. 
Staff argue* that  wofklng eapilai i t e ~  m 
replaced on a regular bas is ,  and therefore 
should be excluded from the trending methodo|- 
olD' s~nce they axe consistently replaced at 
higher prices. Staff identifies such items as 
quarterly insurance l~yments  to highlight the 
narrow dist inctlm between wm'ktnlg capital 
items, and normal operating expenses, which 
are trot trended since they are reflected in 
almtml operating ex~mtee. 

The  C o m n f i ~ m  notes that  because • pipe- 
line incurs a carrying cnst on w~rking capital 

actmdly apply. In f tct .  in both ARCO and i t em,  it is allowed • rate of return on its 
investment in win'kin4; capital. Under the IX), 

• ~:eoted, b ~  om ~ ezra ol u~ w.~ 1--- meU xi. Thu,. while averagiaS misht tetdt  rezt co t  of equity rather tie ..t -~uit,, as is the c u e  with oCtzer wecgmg 

under Wlllhtm~ the Commission concmumm w~. armrest basis. ~ with ~ wf laJmf  
rate tmae couvenfiom~ for the t u e t  ~ U t  ~ methodology requires tha t  the eqmty tempo- 
oil pipelines should continue to he the tame an neut ol all items included in the ptpeline's rate  
Sis pipelines, )s and will apply, tha end. el ~ ~ be trended under •lust methodolol;Y. The 
test year methodology for determtmns tau plpelimD wonld lose the portion of it* equity 
point from which both the trenOmt anti mlXe- return tha t  would be attributed to inflation if 
clarion will beSin. This will m u t t  in cemi~ tency in regulttofy policy and will conform to trending of the wef~ng eapttat i t e m  ~ net 
the technical requirements of the Wll//ams permitte& 
methodology. This requires tha t  trending, The Commtssicm also agre~  that  Kulmruk 

t . _ .  ~ a m t ~ t h l i ~ t ~  g ~ t  it  aCtu•lly main•aims a 
depreciation, and the amortization of the ~ i ~  inven"--'~"to~ d 5508 feet of pipe. As 
equity mark-up tl!  begin s t  the ~ time.,T~. . . . .  ~ :n the State 's  Brief on Exceptions, 
depreciation calculation is tubject to pertomc not©o 

b/m~t, Jup~, 50 FF.~C | 61,Y m, at p. 61,~7 (1990);, 
~md Overthrm~ ~up~, 53 FEItC 161,118, at pp. 
6|,371-72 (1990). 

s~31 I~KRC at p. 61 ~34 .  

J In recent gas pil~ltne cases invelvir~ pipeline* 
with • rapidly de~inln8 n~t¢ tma¢ the Cemmlauien has 
adopted • levelised annuity methedolaty. See Tra/l- 

¶ 61,122 
F o ~ l t  Em¢l~ Quk t~ tms  
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Kuparuk 's  books do not show any such materi- 
als or supplies, and the sole source Kuparuk 
presents is a consultant 's study that  antedates 
its official reports to the Commission. The 
working capital return should be on docu- 
mented inventory, not on an estimate that  
appears based on industry custom. Kuparuk 
may trend its working capital using the Wil- 
l iams methodology, but is directed to remove 
the estimated cost of the 5508 feet of pipe. 

The Commission also agrees with the State 
that  the working capital allowance for property 
tax prepayments  overstates the rate base. 
Kuparuk makes a midyear payment  of the 
total taxes due the State for the current year. 
Thus, at  midyear it advances the taxes due for 
the second half of the year, and collects the 
balance from shippers over the remainder of 
the year. During the first half of the year 
Kuparuk collects the taxes from its revenues in 
advance of the midyear  payment ,  thereby 
accruing shipper prepayments  in the first part  
of the year. Except for the first three months of 
Kuparuk 's  operations in the fourth quarter  of 
1984, the two prepayments  offset one another 
and therefore no working allowance for tax 
p a y m e n t s  should be pe rmi t t ed .  K u p a r u k  
should deduct the tax prepayments  f rom its 
rate base. 

Finally, the ID  determined that  the trending 
calculation should be performed before ADIT  is 
credited. In Opinion No. 351 the Commission 
reached the opposite conclusion and ruled that  
A D I T  should be deducted before the trending 
calculation is per formed)  9 For the reasons 
stated in Opinion No. 351, the ID  will be 
reversed. 

c. N a t u r e  o f  the return appl ied to the rate 
base 

The ID followed the Init ial  Decision in 
A R C O  Pipe l ine  Company ,  4° and permit ted 
Kuparuk to apply two separate rates of return 
to its rate base. The first return applied the 
nominal interest rate on debt to the debt com- 
ponent, and the second applied the real rate of 
return on equity to the equity component. The 
ID adopted this approach to assure that  as 
equity dollars in the rate base increase due to 
trending, Kt~paruk would have an opportunity 
to earn an equity return on those additional 
dollars. Staff excepts to this conclusion, arguing 
that  the distinction between the two types of 

rate bases is artificial, and that all pipelines 
should apply a weighted cost of capital to the 
rate base even if in some cases the equity 
component may be increasing. The Commission 
will modify the ID based on its recent decisions 
in Opinion Nos. 351 and 351-A. 

In Opinion No. 351, the Commission initially 
concluded tha t  ARCO's  re turn  al lowance 
should be derived solely by applying the 
weighted cost of capital to a single rate base 
amount. However, the Commission modified its 
conclusion on rehearing in Opinion No. 351-A. 
The Commission concluded that the capitalized 
deferred TOC earnings that  are to be included 
in the rate base under Will iams should earn an 
equity return. After positing this amount  at 
$200, the Commission stated that  the issue was 
whether the pipeline is entitled to earn an 
equity rate of return or an overall rate of 
return on the $200. The Commission concluded 
in Opinion No. 351-A that the $200 is the 
functional equivalent of an equity investment 
in the enterprise because it represents deferred 
equity earnings. Hence, the pipeline should 
adjust its capital structure by including the 
$200 as equity capital, and thereafter have an 
opportunity to earn an equity return on the 
deferred' earning. Since the issue is the same 
here as in Opinion No. 351-A, Kuparuk should 
use the same approach in this case. This means 
applying a weighted average cost of capital to 
a single rate base except for the adjustment for 
the equity return on the deferred TOC earning 
described here. 41 

3. Treatment  of AFUDC 

Allowance for funds used during construction 
(AFUDC) represents the capitalized cost of 
debt and equity financing incurred during con- 
struction. The purpose of AFUDC is to com- 
pensate the utility for the costs of financing 
during construction. The issues on exceptions 
relate to the construction of the new 24-inch 
pipeline on the vertical support members that  
Kuparuk acquired from KPC and include: (1) 
the time frame for which AFUDC will be 
allowed, (2) whether A D I T  deductions associ- 
ated with interest payments  during the con- 
s t ruct ion phase should be deducted from 
Kuparuk 's  rate base, and ( 3 ) w h e t h e r  any 
AFUDC equity return should be compounded 
monthly or semiannually. '. 

39 52 FERC at pp. 61,238-39. 

4o ARCO Pipeline Company (ARC'O), 43 FERC 
6 3 , 0 3 3  (19~), afrd in part and modified in part, 52 

FERC ¶ 61,055 (Opinion No. 351). The term "ARCO" 
is used to distinguish the ID from the Commission's 
Opinion Nos. 351 and 351-A. 

41 The Williams approach does permit the pipe- 
line to modify its depreciation expense to reflect the 

increase in the equity rate base and to amortize that 
premium over the useful life of its assets. The 
increased equity amortization available to the pipe- 
line under the Williams methodology is properly 
included in the pipeline's rate design and is recouped 
through its rates. 

e,mc eeport, ¶ 61,122 
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Regarding the first issue, the ID concluded 
that Kuparuk could accrue AFUDC commenc- 
ing from the date construction expenditures 
were made. The ID concluded that  the part- 
ners who created Kuparuk incurred the financ- 
ing cost of construction funds even though 
Kuparuk itself was not formed at the time that  
p lann ing  and cons t ruc t ion  began on the 
24-inch pipeline. The State excepts, arguing 
tha t  regula tory  policy requires tha t  only 
A F U D C  ac tua l l y  recorded in K u p a r u k ' s  
accounts should be available to Kuparuk .  
Kupa ruk  responds tha t  the par tners  who 
formed Kuparuk committed substantial funds 
for expenditures before the partnership agree- 
ment was executed, that  detailed records were 
kept of those expenditures, that  the construc- 
tion costs and the carrying costs were credited 
to each partner 's  capital contribution, and that  
they are entitled to AFUDC for expenditures 
that  actually benefitted Kuparuk.  

The Commission will affirm the ID. Opinion 
No. 154 provided that  all new plants may be 
recorded at cost and that  oil pipelines may add 
to their rate base a s  art AFUDC an amount  
computed using their Overall cost of capital. 42 
In Opinion No. 351 the Commission affirmed 
this determination, stating in note 26 that  the 
Commission's intent was to put oil pipelines ort 
the same basis as gas pipelines and electric 
utilities where AFUDC is recognized as a com- 
ponent of the construction cost.43 AFUDC is 
permitted for the period of construction. 44 I t  
may be capitalized from the date that con- 
struction costs are continually incurred on a 
planned progressive basie. *s The Commission's 
regulations for accruing AFUDC focus ort the 
construction activity, not on the ownership of 
the facilities being constructed. The Commis- 
sion therefore will permit  A F U D C  to be 
accrued commencing.with the date construc- 
tion costs are continuously incurred. 

However, the Commission will reverse, the 
LD's de te rmina t ion  tha t  A D I T  genera ted  
before operations began should not be deducted 
from the AFUDC accruing before Kuparuk 
began operation. The ID  concluded that  Order 
No. 144, which deals with normalization of the 
difference in timing of expenses for. regulatory 
and tax purposes, does not require that  A D I T  
be deducted from AFUDC before operations 
begin. 46 However, the staff and State argue 

that the Commission's decision in Opinion No. 
319 requires the opposite result. 47 

In Opinion No. 319 the issue was whether 
the time value of benefits of ADIT  generated 
during the period of construction before opera- 
tions actually began should benefit the rate- 
payer or the stockholder. In addressing the 
import of Order No. 144, the Commission 
stated: 

The Commission will reverse the Initial 
Decision and require that  the time value [of 
ADITS] be awarded to Trunldine L N G ' s  
ratepayers through reduction in AFUDC. As 
all parties agree, Commission policy concern- 
ing normalization of tax benefits clearly 
requires a reduction in rate base of Account. 
No. 282 balances for operating companies. 
Section 2.67 of the regulations makes no dis- 
tinction between deferred taxes arising as a 
result of construction as opposed to other 
uJ~ility plants. I t  is inconsistent and illogical 
to require the time value of construction 
re la ted  deferred taxes to be used to reduce 
return of an operating utility and not to 
require a similar reduction of return solely 
because the construction project was under- 
taken under a different corporate form or a 
company in a different stage of its existence. 
To hold otherwise would elevate form over 
substance and permit pipelines to circum- 
vent Commission policy though the use of an 
incorporation device. 48 

The Commission reverses the ID in the 
instant case for the reasons stated in Opinion 
No. 319. In this instance nothing in the Wil- 
liams methodology, which deals primarily with 
trending, requires that  oil pipelines receive dif- 
ferent regulatory t reatment  than gas pipelines 
on other rate base items such as AFUDC. 

The f inal  AFUDC issue is"~vhether to use 
monthly or semiannual compounding of the 
A F U D C  equity balance. The ID  concluded 
that  the Commission's regulations permit only 
semiannual compounding. Kuparuk  excepts, 
arguing that the regulations are permissive and 
do not require semiannual compounding. 

In Opinion No. 319, the Commission permit ,  
ted Trunkline LNG to amend its books to use 
semiannual compounding rather than a purely 
annual s tatement of the return on A~UDC. 49 
In doing so, the Commission stated that  the 

42 31 FERC at p. 61,839, n.38. 

43 52 FERC at p. 61,235. 

44 See Gas Plant Instruction No. 3(17), 18 C.F.R. 
Part 201 (1990). 

4s Accounting Release No. 5, FERC Statutes and 
Regulations ~ 40,005 (1990). 

Regulations Implementing Tax Normalization 
for Certain Items Reflecting Timing Differences in 

¶ 6 1 , 1 2 2  

the Recognition of Expenses or Revenues  for 
Ratemaking and Income Tax Purposes, Order No. 
144, FERC Statutes and Regulations, Regulations 
Preambles, 1977-1981, ~ 302.54, at p. 31,556 (1981). 

47 Trunkline L N G  Company, 45 FERC | 61256 
(1988) (Opinion No. 319). 

*8 Id. at pp. 61,781-82. 

49 Id. at pp. 61,792-793. 

Federal Enerlw Guidelines 
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regulations provide for semiannual com- 
pounding, and permitted Trunkline LNG to 
conform on the grounds that it had not clearly 
elected the annual accounting method. As such, 
the six-month option is appropriately available 
to Kuparuk in the instant case. As already 
sta:ed, the Commls~,ion's intent in Williams 
wa~ to put oil Pipelines on the Same basis as gas 
and electric utility companies with respect to 
AFUDc. Coma/salon Order No. 5615o permits 
compounding no more frequently than semian- 
he,lily, which was reaffirmed in Order No. 
561-A.n Kuparuk has not presented any reason 

it these requirements should be modified. 
The Commhmion will affirm the ID. 

D. Treatment of Nonjurisdictio~l Property 
Before Kuparuk began operation of its 

24-inch pipeline, ILPC sold its 16-inch pipeline 
to the Oliktok Pipeline Company (Oliktok) for 
we as a natural gas pipeline. Oliktok rented 
sgqtce on the vertical support mechanisms and 
t~;e use of the central processing facilities from 
Kuparuk for an annual rental of Y~t32~14 dur- 
ir.g the time the record was open. Since Oliktok 
it an intrastate gas pipeline rather than an oil 
pipeline, the determination of the reasonable. 
ness Of its rates is not subject to the Commi~ 
• on's jurisdiction under the ICA and the NGA~ 
"I~is ra/s~ the iSSue of the amount, if any, of 
tais nonjunsdictioual revenue that should be 
credited to Kuparuk's cost Of service, and if so, 
the method that should be used. The ID 
adopted staff's recommendation that  an 
~mount equal to 32 percent of all fixed plant 
costs (including a return on capital, deprecia- 
lion, and deductions for dismantling, removal, 
and restoration) should be deducted from 
Kuparuk's cost of service, and its rates reduced 
accordingly. The 32-percent figure is based on 
t more limited 32-percent cost allocation 
agreed to by Kuparuk and Oliktok in their 
lease agreement for the vertical support mech. 
anitms. 

Kuparuk excepts, arguing that the ID is 
confiscatory and deprives Kuparuk of an 
opportunity to earn an adequate return on its 
investment. I t  asserts that Oliktok w~uki not 
be in butinets if it had not been able to 
purchase the 16-inch pipeline and lease sp*ce 
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that in fact shipments through Oliktok recently 
ceased, leading it to file with the Alaska Public 
Service Commission a "Petition for Disc<mtinu. 
ance" of its services as a pipeline.~ Kuparuk 
further argues that Oliktok's Operations are 
marginal ,  and therefore incidental to 
Kuparuk's use of the vertical support mecha- 
ni~os and other COmmon facilities. Kuparuk 
also argues that assets that are used and useful 
in a carrier's service are properly included in 
the carrier's rate base, and any incidental reve- 
nues generated by throe assets are properly 
included in its gross revenues without any 
reduction of its rate base. 

Kuparuk acknowledg~ that the 32-percent 
figure adopted by the ID was part of a negot/. 
ated formula for the rent of the vertical sup- 
port mechanisms by Oliktok. I t  argues, 
however, that the parties never contemplated 
that Oliktok's payment would equal the full 32 
percent of the costs of service that the staff and 
the State would attribute to the Kuperuk verti- 
cal support mechanisms. I t  asserts that 
Oliktok's operations cannot support such a"  
rental, and that the issue is whether Kuparuk 
shonld be able to accept, without fear of pen- 
alty, a rental Oliktok can afford, or face receiv- 
mg no rental since Obktok would never enter 
into a transaction that it could not afford. 
Kuparuk further argues that Ol~ktok pays an 
arm's-length rental reflecting the maximum 
rental that Kuparuk could receive for the 
16-inch pipeline. It  claims that this is demon. 
strated by the fact that no other party was 
will ing to purch~¢ the 16-inch pipe. Kuparuk 
concludes that since Oliktok can realistically 
cover only a smell part of the COmmon facility 
costs, that to require payment of the full 32 
percent deprives Kuparuk of the opportunity 
to earn a return on those assets that are attrib- 
uted to the joint usage. This is because Oliktok 
could never reimburse Kuparuk, through 
Oliktok's rent, for the portion of the rate of 
return that would be deducted from Kuparuk's 
cost of service if a full 32 percent of all capital 
costs attributed to the COmmon facilities is 
deducted from Kuparuk's rate base. 

The State and staff argue that Kuperuk has 
not established that arm'~length negotiations 
were involved in setting the annual rental on the vertical support mechanisms, that Oliktok actually pays to Kuparuk, and they 

Oliktok cannot afford to pay the full "rental" claim that the rental is imtdequate. The State 
that the State and staff would impute to it, and auerts that because Kuparuk and Oliktok are 

5o AccotmUnl Re4utatio~ to Provide for the copy of that peti~on and Ollktok's related roque~t to Dute . rn~ t~  of AFUDC, Order No..561, 57 ~ st 
6t2 (re'n). 

sl Areauatins Rcguhttlons to Provide for the 
DetetminmUon of AFUDC, Order No. 561, 59 FPC 
1340at 1344-$ (1977). 

~Kuparuk Brief On Exceptions • t  p. 60. 
Kulmruk ~ filed • motion to receive mto evidence • 

veqc  mct,. 

the Alaska Department of Natural Reseurc~ far 
approval under the right-of.way ~ to Oiacontlnue 
service. The motion ~il! be granted since then are 
public documents and relev~t to ~ ~ here. The 
l]Ts ruling on this p~nt is re~,,~s~l. 

161,122 
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affiliated entities, they have the burden of 
establishing that  the rental te rms reflect fair  
marke t  value. Moeeover, they argue that  the 
incidental use a rgument  advanced by K u l ~ r u k  
has no merit ,  that  the historical ICC valuat ion 
methodology relied on by  Kuparuk  has been 
thoroughly discredited, and tha t  the joint use 
o~ jurisdictional property requires a proration 
of both the  i n v e s t m e n t  and  the  re la ted  
expenses. Both s taf f  and the State assert  that  
the vertical  support mechanisms were clearly 
designed for more than one pipeline, and that  

fact  defeats Kuparuk ' s  a r sumen t  tha t  the 
16-iuch pipeline is an incidental use of those 
facilities. This  is the b a ~  for the SUtte's argu- 
ment  tha t  since there are two pipelines, each 
should bear  50 percent of the cesta. Otherwise, 
the State argues, K u p t r u k  could chose to use 
the 16-inch pip*Hne for oil and the 24-inch 
pipeline for Ssz, and rea l lo~ te  the cmts  of the 
service accmdinSly, u 

The Commission will modify this i ~ . i o n  of 
the ID.  The part ies do not d m s r e e  ths t  the 
common facilities in question were engineered 
for more than one pipeline, and agree that  th/s 
action was prudent given the potential require- 
ments  of KPC ' s  customers at  the t ime the 
facilities were built. Moreover, the State does 
not contest that  the incremental costs of addi- 
timml capaci ty  to handle more than one pipe- 
line are relatively low, in this case $1.4 million 
doilars wo~ld be nece~mry to carry a 16.inch u 
well as a 24-inch pipeline, and tha t  the balance 
of the investment  in the common facilities 
wou]d he n e c e s u r y  simply to carry the 24-inch 
pipeline. No pa r ty  argues tha t  this additional 
expenditure was imprudent ,  that  i t  is not used- 
or-useful, or that  i t  is not in the public inter- 
eat.s4 

The Com.m/uion cm~ciudes that  Kuissruk has 
established that  the entire cost of the common 
facilities is prudent,  that  i t  can be placed in i ts  
oil pipeline rate  base, and that  Kuparuk  is 
entitled to a reamt~ble  opportunity to earn  a 
return on that investment. The issue ~ then 

how Kuparuk*s rate  payers  should be compen- 
sated for the effictencies that  result from any 
joint use of that  rate  base, i.e., by deducting a 
pm~on of the rate  base or by  the crediting of 
any  third pa r ty  revenue to Kuparuk ' s  cost of 
service. The Commi~ion agrees with Kuparuk  
that  under the c i r c u m m m c ~  involved in this 
case the poten t /a / lou  of return from rent ing to 
a marginal  tenant  creates incentive* to deny 
joint u ~  of a potential l andlo~ ' s  assets. ~ is 
because the reduction in Kuparuk ' s  rate  b ~ e  is 
certain, and the risk time i t  will fail to obtain 
adequate  revenue from the tenant  is high. 

In this instance czeditirq~ of revenues to 
jurisdict ional  costs protects  the  ra tepayers  
without creattnS disincentive* to develop n m -  
j u r i ~ i i c t lm  ~ of revenues, ss This  conclu- 
sion moots the a rsumante  of the part ies  on 
what c~t rat io ~honkl be al}ocated to each 
service, excel~ as ~ rs t ies  m a y  be evidence 
of the r e u ~ a b l e n e ~  of the rent  K u l ~ r u k  
charges to i ts  affil iated c~npany.  Staff  and the 
State are correct in auer~ins  that Kuparuk  
mm,t establish that  the rental is a fair  one. In  
this instance the rental formula Kuparuk  used 
is based on s t ra ight  line depreciation without 
any  cost of capital  factor or other additional 
costs tha t  are related to f'uted plant, such u the 
r e se rve  for Demol i t ion ,  Restoration, and  
Removal  (DR&R).  The State and s taff  a rsue  
that  this formula is too limited, p~rt/cularly i f  
compared to Kuparuk ' s  transaction with the 
Prudhce Bay Uni t  (PBU), in which Kuparuk  
permit ted PBU to use the vertical support 
mechanisms tha t  cross the Kuparuk  River.  The 
total distance in the PBU transaction is 10,387 
feet, with compensation of $575,000 each year  
for the placement of the pipeline, and ~;0,000 
for the placement of a power cable. The annual 
rental for the Oliktok system was ~,32,814 for 
joint usage of some 27 sys tem m/le% or 13 
t imes  the length of the PBU trantaction.  This  
presents an issue of fairness if  i t  is assumed 
tha t  PBU and Ollktok are capable of pay ins  

M The State p¢olme~ in the shermtt/ve that the 
pm~ sll~atlon b~t~ the two sy~tomJ ~uld I~ 
60 pemmt to Kupm'uk's a/l p/l~I/ne and 40 percent to 
Olila~'s las i~peliae, since this repre~nts the raUe 

the ~ ~us~ly ~p~l by the two p/l~I/ne~ 
rath~ th~n the mt/o d the ~ ,.-~ by ,~ch p/l~- 

to the to¢~l Ws~ available (i~.ludms vacant 
N~scs). The Store cm~ud~s that th~ ~?.~t f~t~ 
~ti~ly ,~o~t~ all the unussd spsc~ m the v~tl- 
cal ~rt meml~ to the ~i~Ik't/~m~ u~. 

Kuparuk arSues that the maximum cap/tot 
value that c~ po,~/~y I~ chsrS~ to O l ~ t ~  by 
maldn| s d~luckion h~m the rato be~ i~ tl~ ~- 
m~tol  Investment m~cesssry to carry m~e than one 

s9 A historical example involves the sales o/ 
lk~uefiable~ derived from S~ p u t , m s .  If liquid~ 

SI,122 

liquefiable pmducu are removed from the gas stresm 
u pert of • Ipm plpeiine°s jurisdtctimud ~-vtce. and 
the by-lxoducto .we ~ 1  In • nmm~dan~l n l rket .  
them ~ mtepsyers and the ~ l~dit~ The 
ra~l~y~rs cbto/n a low~ c~ d m~vke s~l the 
p/l~1~u~ reduces the risk that It -,~ukl fa/l to ~ 
iUt jurisdktkmal c~ t  of re,vice. I f  demand fro' Um 
ttqtfid pmd~t s  m~l~t  de~ m t  emt .  ~ de~ in~  
thee neith~ the pipeline ~ the ratelmy~n ~ e  ~ 
off alum they would have beea If that market ~mveT 
ez~tod. For a ~mmary  ef the r~ulatmy h l w ~  e~ 

t u ~  ~ N o r t h ~  P i ~  C o ~ ,  49 
FERC 161,072, at pp. 6 1 ~ & J l l  (1989), sad ¢ u ~  
cited. 

F m  ~ Q J k ~ w S  
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the same amo~at  of rent per linear foot right- 
of-way that  each shares with Kuparuk.  

In this regard, Kuparuk  argues that  because 
the Partnership Agreement requires at  least a 
70-percent agreement of the owning partners 
in the case of self-dealing, Oliktok could not 
have obtained its current  rent without the 
approval  of disinterested pro'ties, and therefore 
an arm's-length deal is involved. In reply, the 
State a r g ~ s  that  a]l the partners  have a vested 
interest in keeping third pa r ty  revenues as low 
am pouibi¢ to maximize Kuparuk ' s  cest of ser- 
vice, thereby reducing the wellhead price of the 
petroleum and the State 's  royalties. The State 
also argues that  i t  ignores the fact  that  the 
par tner  contxoilin$ the affiliates, ARCO, is the 
manag ing  par tner  of Kuparuk.  

The C o n ~ o n  coocludes that the State's 
mlDunents are refuted by other evidence in the 
record. For example, the fact  that  Kulmruk 's  
cost of service might  be reduced by nonjurisdic- 
tional revenues did not deter Kuparuk  from 
demanding a rent for PBU that  was higher in 
absolute dollar terms ($615,000 total) than it  
charged Oliktok ($4"32,814). This higher rental 
would have  the  same  ef fec t  of r educ ing  
.Kuparuk's pint of service, and thereby increas- 
m s  the royalties due the State. ~ Kuparuk ' s  
willingness to charge a full service rental to 
another oil pipeline defeats the State 's  argu-. 
merit that  Oliktok's rent has been set low sim- 
ply to limit the amount  of revenues that  would 
otherwise be credited to Kuparuk ' s  service. In  
fact, i t  appears  at  this point that  Oliktok is 
abandoning its service and will discontinue 
operations which, if true, would simply mean 
that  there is no incremental revenue to be 
derived from the joint usage contemplated by 
the parties. 

The conclusion in the instant  case is also 
supported by the fact that  Kuparuk  is not 
owned wholly by ARCO affiliates. As previ- 
ously noted, a t  the t ime its rates were filed 
Kulmruk was owned 57 percent by KPC,  an 
ARCO affiliate, 28 percent by BP Pipeline, I0  
percent by  Sohio Pipeline, and 5 percent by 
Unocal K u I ~ r u k  Pipeline Company.  Other  
strong commercial part ies are involved and the 
State 's  a rguments  assume that  these l~r t ies  
would be willing to |ul~idiz¢ their competitor 's  
affiliate. This  is inconsistent with the State 's  
own evidence that  indicates that  extensive har- 
gaining occurred before Kuparuk  was created. 
Thus, even if  ARCO is the manag ing  partner,  
in mat ters  involving self-dealing, i t  has a fidu- 
ciary obligation to discl~ the terms of the 

61,375 
t ransact ion,  to obtain  ra t i f ica t ion from a 
majori ty of the disinterested partners,  and to 
deal in good faith. There is no assertion in the 
instant  case that  any of these duties were 
breached. 

The fact that  ARCO's competitors accepted 
OHktok's rental is an important  factor in the 
conclusion reached here. The conclusion is lira- 
ited to this case since if  Kuparuk  were owned 
only by ARCO and the transaction in question 
were not subject to the scrutiny of third-party 
competitors,  the Commission would be less 
likely to conclude that  Kuparuk  had met  its 
burden to establish that  the rental in question 
was the most that  Ol/ktok could reasonably be 
expected to pay. Therefore," under the facts 
established in this c a ~ ,  the Commission will 
accept the existing rental formula between 
Kuparuk  and Oliktnk as reflecting a fair  mar-  
ket rent. Since the revenue crediting method. 
will be used in this proceeding, Kuparuk  will be 
required to credit  100 percent of Oliktok's 
rental to Kuparuk ' s  jurisdictional costs. 

E. Rate of Return, Includi~ Cost o[ Capital 

The I D  addressed four issues involving rate 
of return: (1) the debt-equity ratio; (2) the cost 
of debt, including whether that  coat should 
include a surety premium; (3) the cost of 
equity; and (4) the weighted cost of capital.  
The I D  concluded that  Kuparuk  should have:  
(1) an imputed debt-equity ratio of 50 percent 
debt and 50 percent equity; (2) a debt-cost of 
10.51 percent; (3) no surety premium; (4) a 
pretax nominal equity cost of 12.90 percent; 
and (5) a weighted cost of capital  of 10.5 per- 
cent using real cost of equity of 8.90 percent. 
Exceptions were filed to all of these conclu- 
sions, m a n y  of which turn on the parties '  differ- 
ing perceptions of Kuparuk ' s  business risk. 

1. Kulmruk 's  debt-equity ratio 

The I D  adopted an imputed capital struc- 
ture of 50 percent debt and 50 percent equi ty  
for Kuparuk  rather  than using Kuparuk 's  stip- 
ulated capital  structure of 30 percent debt and 
70 percent equity. The Commission will modify 
the ID ' s  imputed capital  structure to reflect 
the weighted capital structure of Kul~ruk ' s  
owning partners  for the years  1984 to 1986, 
which is approximately 422 percent debt and 
57.8 percent equity. For the reasons discussed 
below, this lat ter  capital  structure is more com- 
m e n s u r a t e  wi th  the  cap i t a l  structure of 
Kuparuk ' s  owning partners in the years  to 
which this order will apply. 

~ If  t/m PBU is shipping ~I in a strm~ market, it 
has the option d lm/Idin4g its own facilities. Therefore 
Kuparuk can tmrp/n foa a rentaJ that is tinted on an 
tmmmt just und~ the replacement coat M facilities 
the two parties shaxe. If  Ollktuk's gas market is mar. 

nmc am t, 

sinai, then it reasonably would be able to pay oely to 
purchase the 16-inch p/peline (normally at a sum 
somewhat greater than selvage value) and pay its 
own operatin8 coats plus • small rental. 

¶ 61,122 
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The I D  first  evaluated earlier Commission 
decisions on the use of imputed capital  struc- 
tures, including the AJ'kla case, s;' which sup. 
ports  the  use of ac tua l  r a the r  than  the  
hypothetical structures in natural  gas pipeline 
rate casos, and Opinion No. 154-B, which holds 
that  a pipeline issuing debt to its parent  com- 
pany or relying on the paren t ' s  guarantee  
should use the parent ' s  capital  s tructure.  ~ 
However, the I D  •]so concluded that  Opinion 
No. 154-B permits  par t ic ipants  to urge other 
capital  s tructures in specific proceedings, and 
determined that  the use of the debt-equity 
ratio of Kulmruk 's  owning l~trtners is inappro- 
pr ia te  because oil companies have unusually 
thick equi ty  ra t im.  

The I D  alto analysed Kuparuk ' s  bus ine~ 
risk in determining its capital  structure.  In the 
ID,  the ALJ  concluded that  Kuparuk's risks 
• re sul~tamtlaliy different than throe of i ts  
owning partners,  that  use of the capital  struc- 
ture of the own/rig partners was inappropriate,  
and that  therefore an  imputed capital  struc- 
ture shcmld he adopted. The imputed debt- 
equity r • t in  adopted in the ID,  50 percent debt 
and 50 percent equity,  is similar  to the ratio 
recommended by staff, ~ and reflects the debt- 
equi ty  ratio of other oil pipelines involved 
solely in the transportation of crude petroleum. 
The I D  rejected as u n n e c e ~ r i l y  complex and 
theoretical the State 's  peoition tha t  because 
Kuparuk  is • low risk pipeline, i t  could he 
f inanced on a project-financed basis using a 
capital  structure of 70 percent long term debt 
and 30 percent equity. In  doing so, the I D  
explicitly rejected the State 's  assertion tha t  
Kuparuk ' s  risk* are equivalent  to those of an 
electric uti l i ty,  and tha t  such •n  •nalogy 
should  be used e i t h e r  for  d e t e r m i n i n g  
Kuparuk ' s  capital  s t ructure or its equi ty  cmt  
of capital.  The I D  ~ concluded that  because 
it is a transportation m e ~ p o f y ,  Kup~-uk faces 
s u b s t a n t i a l l y  less r i sk  t h a n  the  a v e r a g e  
Imver-48 oil pipeline, and I ~ t  risk than m a n y  
lower-48 interstate gas  pipelines. 

Admnmz ~ G u  C o m f y ,  31 FF-.~C 
| 61.318, at p. 51,276 (1~5) (Adds). 

J 3 1  FERC |61~177. s t  p. 61,836 (feotnot~ 
omitted). 

~ Prapered T ~ y  o( ~ M. Shrlver, 
HI  Ez. N~ FF.JtC 20-0 (GMS-12) st  pp. 4-5. Staff 

that in~estm~ would net require • greater 
debt4Kluity ratio than that o( th# svera/~ ptdx~c 
utility and t h ~  adolm~ • Cal~tsl stroctum d 49.56 
~ t  debt sad 50.44 equhy based m the |984 year 
end •verage ef the capital ~ure M seven eil pipe- 
lines t ~ t .  like Kul~ruk. tranJpert m~y crude peuo- 
leum. 

eo The market risk involv~ whtth~ there will be 
• demand f ~  Kuperuk't, ef any ether plpdine's, 
t ~ t i ~  Jcrvim~ in the market that Kul~Uk is 

¶ 61,122 

Kuparuk  excepts, arguing that  the I D  did 
not properly apply  Opinion No. 154-B. I t  
argues that Opinion No. 154-B mandates  the 
use of the parent  company 's  capital  structure if 
the •ppropr/• teness  of a capital  structure is 
questioned, and held that  the parent ' s  capital 
structure |honld be used unless that  structure 
is totally unreamnable.  I t  further argues  that  
oil pipelines • re  much more risky than any  
type of natural  gas  pipefine, and that  to the 
extent  the I D  and s taf f  use any  sample of 
natural  gas  pipelines as an indicia of risk, the 
comparison is improper. Kuparuk  also a r g u ~  
tha t  the c a s ~  relied on by the I D  involved 
extreme equi ty  r a t i o ,  both in excess of 90 
pe rcen t ,  and  the re fore  do not  app ly  to 
Kuparuk.  Kuperuk  asserts that  its stipulated 
capital  structure of 30 percent debt  and 70 
percent equity is w/thin the range of the equi ty  
r a t im discmtsod in s taff  testimony, 30 percent 
to 72 percent, and therefore is reasonable. 
Kuparuk  also argues  that  i ts  operating reve- 
nues will not carry an imputed capital  struc- 
ture a t  the rate  levels suggested by the State 
and staff. 

Finally, Kulmruk  argues a t  length that  i t  
faces substantial  marke t  risk e° even if i t  is 
considered a tranzpot'tation monopofy. This  is 
beceuae Kup~ruk 's  oil is more cmtly  to produce 
and  to m a r k e t  than  oil produced in the  
lower-48 states. Kuparuk  asserts that  the pre- 
cipitous drop in oil p r i c ~  between 1981, when 
its piarming studies were produced, and 1 ~ 5  
means  that there is some realistic danger th•t 
the oil fields served by Kuparuk may be shut 
in. This would in turn place Kuparuk's invest- 
ment • t risk. I n  suppor t  of this  p ~ i t i o n  
Kupm'uk  cites studies concluding tha t  in 1966 
there was some risk that  i f  oil prices were to 
drop much below • wellhead price $15.00 per 
barrel in lower-48 production areas, further  
developn~nt  of the K u p ~ u k  field would be 
deferred, 61 and that  some of the smeller fields 
would not be developed a t  all. b2 Kuparuk  con- 
cludes tha t  the I D ' s  analysis of its capital  

now ~ n g .  Trsnspectatien competition addreu~ 
the sham that will be captured by the diHerent firms 
comi~eting in the market inv~ved. 

st However, the First Beaten Study dated April 
15, 1~6, that ce~cludes that the total ¢~tt  per tmrrtl 
far Prudhoe Bay Crude m only ~lllhtly in ~ d 
$$.G0 I~r barrel, tlmt the hi6h cmts e( eglatlnl Alu- 
kaa ~ ara in~q~--t, ,rod that many lower-48 
w ~ ,  would be abut in befene e~ t in8  AlaJkan pmduo 
tiou. Alaska EL No. 14-20 at p. 4. Kupsruk o/I is 
viewed as mmewhat mm~e cmtly, ld. at p. $. 

~ See th* two studies far the Stste e/Alaalm c|ted 
in Ks. Nm. KTC.3-1, pp. 5-7, and 8; and KTC-3-Z •t 
pp. I, 5. K ~  amm~ that th~ studi~ ammme • 
~ l d  wellhead price et $20.00 per barrel and $10.00 
per ~ wellhead ~ at the Kupm~k field, sad 

F , ~ r s l  E n w ~  Gtmle l lms  
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~tructUr¢ doe~ not adequately address the risk 
that its wells might be shut in, and suffers from 
the same deficiency in its determination of 
Kul~ruk's ~ t  of cspiUd- 

. . _~f , ~  t ~ t  . u  ~eve~. oi~.,~ d 
tn repw, • --, -ransport crm~ mh au 

|ineS in its sample ooAy ~ pipelineS, they are 
t h a t  s ince  four  are T ~ P S  • ,~ Kun,~-uk for the purpose of deter- 
a ~  " ~.~tstrOcture. SteH sseer~ that 
minln~ lU capu.~.~ - ~l ~ s v  to arrive at a typical ~ .  b t ~ t y  
the Y - .~ ..... .~ of oil pipefines mcmS 
ratio is to use mu =,..-..-o- does this. 
s:milar risks, and that ite a~ lym - "~-t gu~uk's export ~u~,_,. 

r---- 15 Staff siso a r g u ~ . . ~  .~.  ~m~C t m~ Kuparug • 

o~r~ting nuulP~ ~ .~- KU,~uk 's  
stalactite, o r s .  

applied to KuP~rUk's co.t of capiu~t. 

f 
that .~rld~ supra, held trust competition in the 
marke~g of natur~l gas me~m that gas pipe- 
lines have incre~ed incentives to ~ that 
they adopt cast dficle~t capital su-uctures and 
tc effectively mirm~ market fisk~- It a~¢rts 
t~nt since Kup,~mk fsces no competition, th~ 
incentive is lacking. The State cm~lud~ that 
guparuk's c~l~ud structure is contrived and 
w'~ designed tokly to meet the regulatorY 

• • Opinion No. 
requirements contmned,  m the inter- 
1¢4_B et The State emphasizes tlmt the owninS partners 
n~l planning documentS of low 
indicate that KuP~Uk was co~Sidered a 

returns would be lug t~um, " "  equally 
o ~ e r s '  perception of low risk applies 
well to the determinatic~ of Kul~ruk's cost of 

v~ll as to itS capital structure. For 
capital as State notes that the Kul mruk 
example, the ...... .inn in the fsice of falling 
field i nq reu~  p r ~ - - - - -  _~ .~ . .  Ku~u'uk's o~ers stated 

• - ~ t u ~ -  r -  . . i t ~ v e  ml prices, _ _ . ~  be relauvely insens 
that thro~hpu.t o ~  
to changes in oll p - . - 

ff~mote ~t~ ) 
. . . .  ~ thst et ~t6.00 per b~r- 

t h a t  t h ~ 9 ~ t l ~ l ~ m S ~  - ~ r  i t ~  f~}~ COSUL 1 ~  

~ecmd study,t~ I & ' t ~ -  ~.. ¢!6~0 ~ l~vrrel st the 
~ P ~ ' w " ~ "  • - -  • T ~  ~ b ~ - ~  ~ 

ow fsomoto ndkets ~ - -  
dt~uritmtio~ to west ~ markets- 

M S ~  Schrtve'r, supra, s t  PP. 16-18, and Est. 1 

the~etoo at PP. 1-4, 
See ~ ~ Nm- 14-10 t t  p. 3; 14-12 at p. l; 

14-20 st P9 "1,2'4' 
See Algskt ~ Has. 14-9 at pP. 8-~ 14-11 at p. 

2; and 14-12 at p. • 

Commission Opinions, O ~ d s r s  and Notices 61,377 
The Com.msssion agrees that the ID's conclu- 

sions on Kuparuk's capital structure should be 
modified. First, the Commission does not structure of 
believe that the stipulated capital equity is so 

debt and 70 percent 
30 percent as to wart/me ~t  imputed capital 

sppt~dmate wetgnu:u ~ v  . . . . . . . .  stated 
owning partners in 1964, which, as 
strove, ~ U  be ~ u s t o d  for a more represonta" 
tiv¢ weighted capital structure that obtaint~ ¢ 
in 1965 and 1966. Moreover, to the extent 
ID is based ~ the evilUation of KuporUk'S 
risk, the ID's  amdysis did not adequately 
address the issue of Kup~-uk's market risk and 

• - assumptlOa that the 

T ~  oh p~P~"~'~ t~tnsportation 
and Kul ~ruk, which face no 
competition, have timi~ ~i sha.~s Tha se~rot 
com~tlns reports available in 1966 support 
both the conclUSiOn that oil prices would not 
drop sUfficientlY far to shut in Kuparuk's wells. 
and that there was sufficient unCertaintY in 
1~5  and lg~6 amcorning lobs-term trends in 
oil p~Ces that this might still occur. 

The Commission concludes that Kuparuk 
faces sufficient market risks unrelated to tranS- 
portation competition, and that the lD's analy- 
sis does not overcome the strong pre~erenc~ in 
Opinio~ 154-B for the use of & parent 

--'tal the pe  .t 
corapa~Y'S ca.p~ . . . . . . . .  ernal debt. ~ ~x,~ 
antees the o~l ptpeune s ~ .  record cc~- 
are also significant disputes in the 

the proper level of imputed inter- 
cerning (1) • - - ted Ion8 term, more 
est tares for anY unpu highly le vetaged debt structure, (2).whether 
the Milne point revenueS will be available to 
suppOrt Kuparuk '~  (3) Kuparuk's  future 
volumes, and (4) whether the owning l~rmers 
ever intended to, or wmdd be able to, obtain 
the loeg term debt financing that is ~ u m e d  in - imputed capi- 
the State's, staffs, and the I D ' s  
tel structures. Given the conflicting evidence,. 
the Commiesin~ will follow the preference 
stated in Williams and use the p~rontS" 
weighted ~ t  of capital lo eStah~sh K~P aruk's 

In addltiee to their ~ trSum~u, K~ps~k 
ve Sus to advance sReraSti s~luments 

and I ~  m~kds. The C o m m t ~  
on their reJp~tlve financial the~ effov~ sr¢ 
sgrecs with the ID's ~ tl~t 

~,F~ a similes omclust~ see ~ No. 3,51, 

supra, at pp 6 1 2  ¢ 2 ~ "  

a f a r  e~mpk, the ID states in nA thet to the 
AIj's Imawled4~, prud~tk'e from the ~ Point 

.... ,~d~ ~d p~h~ 

f ~  the West ~ • ~'~ 

~ y . 4 s  Fz~c at~6S,041. ¶ 61,122 

~ R c ~  
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capi ta l  structure.  This result is consistent with 
the Commission's recent decision in Opinion 
No. 351, which also adopted the parent  com- 
pany 's  debt -equi ty  rat io for the year  in which 
the rates would first apply.  69 

However, as noted above, the Commission 
will not adopt  the 1984 weighted capi ta l  struc- 
ture of Kupa ruk ' s  owning par tners ,  but  will 
adopt  the average of their  weighted capi ta l  
s t ructure  for the years 1985 and 1986. This is 
approx imate ly  42.20 percent  debt  and 57.80 
percent  equi ty  7° ra ther  than the 30 percent  
debt  and 70-percent equi ty  weighted s t ructure  
tha t  existed in 1984. There are several reasons 
for selecting this period. K u p a r u k  was in opera- 
tion for only the last three months of 1984, and 
the Commission is set t ing rates for the calen- 
dar  years  1985-87 in addi t ion to the last three 
months of ca lendar  year  1984. The 1985 and 
1986 cap i ta l  s t ructures  of the owning par tners  
were s ignif icant ly  different  from those in 1984, 
which is an unrepresenta t ive  year.  Moreover, 
interest  rates also dropped sharply  af ter  1984, 
and the weightings of the composite cost of 
capi ta l  should reflect the two full ca lendar  
years  that  are used here. 

2. The cost of debt  

When  the record  closed,  K u p a r u k  was 
financing its debt  on the basis of short term 
90-day commercial  paper ,  rolling the paper  
over though an aff i l ia ted f inancing ent i ty .  The 
ID concluded tha t  the proper  interest  ra te  for 
Kuparuk ' s  debt  was 10.51 percent,  assuming 
the 50 percent  debt  and 50-percent equi ty  cap- 
i ta l  s t ruc ture  adopted  by the ID. The ID 
derived the debt  ra te  by weighting the ra te  of 
the first  30 percent  of debt  a t  the ac tua l  ra te  of 
Kupa ruk ' s  debt  for the period ended December 
31, 1984, using staff 's  figure of 9.26 percent,  
and es t imated  the remaining 20 percent  of the 
debt rate  using a 10-year ra te  of 12.38 percent.  
The long-term rate  was based on staff 's  esti-  
mate  of the cost of long-term debt  for the 
addi t ional  20 percent  of imputed  debt  con- 
tained in the ID ' s  capi ta l  s t ructure.  The Sta te  
excepts, arguing tha t  the Commission should 
adopt  its es t imated  debt  rates, but  adjust  them 
for the lower risk tha t  is reflected in the capi ta l  
s t ruc ture  ac tua l ly  adopted in the ID. Kupa ruk  
argues tha t  the result ing debt  ra te  should be 
higher than tha t  recommended by the State 
since the risk premium used by the State  is 
understa ted.  

The Commission will modify the debt  rate 
adopted  by the ID. First ,  the ID contains no 

reasoned basis for developing a weighted debt 
rate  based on Kupa ruk ' s  actual  short- term 
debt  for the first 30 percent  of the debt  struc- 
ture, an imputed long-term rate for the second 
20 percent.  Adoption of a long-term rate  tha t  
matches  the long-term nature of the capi ta l  
inves tment  involved here would seem appropr i -  
ate. zi I t  would also seem appropr ia te  to use a 
pure ly  short- term rate  tha t  would reflect the 
decision by Kuparuk ' s  management  to reduce 
costs through the use of short- term paper,  a t  
least unti l  the regulatory cr i ter ia  appl icable  to 
K upa r uk  has been more clearly defined. How- 
ever, the hybr id  ra te  selected by the ID  is 
suppor ted  by neither  of these t radi t ional  con- 
ventions.  

The Commission concludes tha t  there is no 
reason to depa r t  from the use of the ac tual  
embedded debt  since the rates here are to be 
set for only sl ightly more than three years. This 
is pa r t i cu la r ly  true since this is the method 
ac tua l ly  used by K u p a r u k ' s  management .  72 
The result  here is consistent with the earl ier  
de te rmina t ion  in Will iams to use the embedded 
debt  ra te  if the parents '  capi ta l  s t ructure  is the 
basis for the subsidy 's  capita~ structure.  To 
assure consistency with the weightings selected 
for the cap i ta l  s t ructure,  the rate  of debt  will 
be based on the embedded cost for the year  
1985, which equals 7.99 percent.  73 As is demon- 
s t ra ted  by Kupa ruk ' s  own filings, interest  ra tes  
were subs tan t ia l ly  lower in 1986 than in 1985. 

The ID also denied Kupa ruk ' s  owning par t -  
ners a sure ty  premium, an addi t ional  financing 
cost tha t  K upa r uk  argued should be added to a 
s u b s i d i a r y ' s  f inanc ing  costs to ref lect  the 
higher rate  tha t  the subsidiary would have 
paid  if its parents  had not guaranteed  its 
financing. The ID did so on the grounds tha t  
the close ident i ty  of the owners and the ship- 
pers means tha t  Kupa ruk ' s  par tners ,  as ship- 
pers, have a l ready received the benefit  of this 
surety premium in the form of lower rates tha t  
reflect the lower interest  costs tha t  come from 
using the paren t ' s  guarantee.  The ID further 
concludes tha t  since K upa r uk  is a secondary 
inves tment  in the owning par tners '  overall  
i nves tmen t  in the K u p a r u k  oil field, such 
financing costs were at  best a secondary factor 
in any inves tment  decisions, and tha t  there is 
no credible evidence tha t  Kuparuk ' s  interest  
rates would have been any higher given the 
close affi l iat ion between Kupa ruk  and its par-  
ents. Kupa ruk  excepts, arguing tha t  Opinion 
No. 154 clearly authorizes a surety premium to 

See Opinion No. 351, supra, at pp. 61,242-43. 

70 See Ex. No. ALK-14-30. 

;'l For the projected periods the cost of capita! 
calculations in Kuparuk's exhibit 8-11 (ALD-1 !) use a 
long-term rate that is approximately two percentage 
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points greater than the commercial paper rate 
Kuparuk used in the same period. 

72 See Alaska Ex. No. 14-28 at pp. 1-2. 

73 See Ex. KTC-7-1 (CHC-I). p. 4. 
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compensate the parent  for the risk of the guar- 
antes,  and that  competent test imony estab- 
lishes that  the owning partners' guarantees 
were required for Kuparuk  to issue commercial 
paper  a t  a favorable rate. 

Opinion No. 154-B provides that  a surety 
premium m a y  be appropriate  when the parent  
g u a r a n t e ~  the subsidiary's  financing,but does 
not mandate  such a premium. 74 In  arguing 
that  Opinion No. 154 c~mtemplated such a 
premium as the norm, K u p s r u k  relies ca  the 
rate  of return portion of Opinica No. 154, 
which was rejected by the Court of Appeals. As 
s taf f  correctly points out, the surety premium 
issue was reduced to a footnote in Opinion No. 
154-B. In the instant  case the guarantee  is in 
the form of throughput guarantees  Such guar-  
antees are commca in the oil pipeline industry,  
which implies that they would normally he  
used as par t  of financing to reduce-the paren t ' s  
equi ty  contribution to the project without boc. 
rowing against  its own balance sheet. 

In  this case the panne r s  used a separa te  
legal ent i ty  to obtain adminis t ra t ive  efficien- 
cies in tax, regula tory ,  and  m a n a g e m e n t  
issues, r5 and whether a surety premium was 
available dees not appear  to have been mate- 
rial in determining Kuparuk's capital  struc- 
turef 6 In fact, the partners seem to have 
considered the matter of a surety premium 
only in relation to their regulatory strategy, 
and the p a r t n e r '  planning documents do not 
even mention the subject controlling their  
inves tment  decisions. Mas t  impor tant ly ,  as 
s taff  correctly notes, there is no demoustrat ioa 
in this case that  the parent  companies actually 
incurred any  increase in the cast of their own 
financing from the use of their credit  to sup- 
port the investment  in Kuparuk.  Therefore the 
essential premise for a surety premium does 
not exist. The Commission couclndes that  a 
surety premium is unsupported by the record 
in this proceeding and will a f f i rm the IX). 

3. The cost of equi ty  and weighted cost of 
:api ta l  

In  the I D  the ALJ  concluded that  the nomi- 
nal cost of Kuparuk ' s  equi ty  is 1Z.90 percent 
~lnd the real cmt  of equi ty  is 8.90 percent, af ter  
deducting a four percent inflation rate. The 
? J - J  therefore developed a range of reasonable- 
ness for the equity cost of capital  with: (1) a 
lower boLmd of 2.25 percent above the average  
: O-year treasury bond for 1988 of 9.25 percent, 
(~ 11.50 percent, and (2) an upper  bound of 
;4.3 percent, the average  15185 est imated nomi- 
nal equi ty  return for nine gas pipelines devel- 

oped by s taf f  in this proceeding. The 12.90 
percent nominal cost of equity adopted by the 
I D  is the midpoint of this range. Using a 50 
percent debt and 50 percent equity ratio, and a 
four percent inflation rate, the IX) determined 
that  Ku l~ ruk ' s  weighted cost of capital  was 
10.51 percent. The A L l  developed this method- 
ology because he found neither Kuparuk ' s  nor 
the State 's  cost of capital  evidence credible. 

Kuparuk  and the State except. Both argue 
that  the methodology used by the I D  is not 
based on record evidence. As was discussed in 
greater  detail above, Kuparuk  asserts  that  the 
I D  understates Kuparuk ' s  marke t  risk and 
therefore its cost of equi ty  capital.  The State 
argues  that  since Kuparuk  has no t ransports .  
t ica risk and its marke t  risk is minimal,  the I'D 
overstates Kuparuk ' s  risk and overstates its 
cost of capital.  Staff  supports the I D ' s  conclu- 
sioas, a rguing that  i t  is based on Staff 's  meth- 
od~ogy, as adjusted by the I D ' s  conclusion 
that  Kuporuk faces even lower risk than that  
imputed to it by staff. 

The Commission a ~ , e s  that  the ID ' s  analy- 
sis of Kuparuk ' s  cost of equity was arbi t rary  
and will modify it. The fault in the I D ' s  couclu- 
sion lles in its determination of a range of 
reasonableness, which include* the use of da ta  
and calculations for periods that  are outside 
the rates at  imme in this case. For example, the 
I D  uses the average  of lO-year t reasury bonds 
between October 1984, and June 1988, pins 2.5 
percent, as the lower bound of its zone of rea- 
sonableness, and the 1985 cmt  of equi ty  calcu- 
lationz by s taf f  as the upper bound. Interest  
rates, and the overall tes t  of capital,  dropped 
substantial ly during these four years, and the 
upper and lower bounds in the I D  are not 
derived from the same t imeframe.  To correct 
this error the Commission will base its conclu- 
sions on the average  for the calendar years 
1985 and 1986, the two years  most fully cov- 
ered by the record. 

Second, as was discussed above, the I D  
unders ta ted  K u p a r u k ' s  business r isk,  and 
therefore a higher equi ty  cost of capital is 
warranted.  However, the Commission agrees 
with the I D  that  Kuparuk ' s  risk is less than 
that  of the average lower-48 oil pipeline since 
such pipelines often face extensive transporta- 
tion and market  risk. For example, in a recent 
decision the Commission permit ted ARCO Pipe 
Line Company,  a lower forty-eight pipeline fac- 
ing substant ia l  t ranspor ta t ion and marke t  
compet/tion, a 1986 nomina! equi ty  cost of 

~4 W'd//ams, Opinion No. IM.B, 31 FERC at p. 
~.1~7 (n.51). 

,Tee Alaska Ez. Nm 14-4 at p 17; 14-6 at pp. 
2-3; and 14-9 at p. 5. 

See Alaska Ex. Nm. 14-9 at pp. 5,9, and 14-10 
at p. 6. 
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capital of 14.1 percent/7 If adjusted for the 
higher capital costs that existed in 1985, ~s 
ARCO's nominal equity cost of capital would 
have been 15.1 percent, and a simple two year 
average of 14.6 percent. Kulmruk faces no 
transportation competition and therefore has a 
k~ver overall bmdne~ risk than ARCO. There- 
fore, Kuparuk's nominal equity rate of return 
should not exceed an amount equal to the two 
year average of ARCO's nominal cost of capi- 
tal, and should he substantially less. The 
equity ccet-of-capital advanced by Kuparuk is 
far in exce~ of this average. 

The Commiuiou t im  agrees with staff that 
Kuparult faces less risk than the nine g u  pipe- 
lines nsed in s taffs  primary compm'ism~ sam- 
ple. While sta/f does not analyse the relative 
risk in specific terms, both staff and the ID are 
correct that since the mid-1980's gas pipelines 
have faced increasing competition in transpor- 
tatiou and marketing of natural gas. The staff 
pedormed a conventional discounted cash flow 
analysis, which despite its faults, is the best 
analysis in the record. This analysis concluded 
that the nine gas pipelines in staff's primary 
comparison sample had a fm~vard looking nom- 
inal cost of capital in 1985 of 14•3 percent, 
which staff then reduced to 13•73 percent ou 
the srounds that Kul~u'uk faced leu risk. This 
would equate to 13.3 percent in 1~6 ,  and 
resuh in a two year nominal average of 138  
percent. 

The Commi.iou believes that staff's reduc- 
tion was too great because gas pipelines had 
only jutt begin to operate in an open-aceexs 
enviroument during the locked" in period cov- 
ered by this order. Therefore, the Commiuiou 
will use a somewhat lower adjustment and 
grant Kuparuk a 1985 nominal cost of equity 
of 14.0 percent, a 1986 nominal equity cost of 
capital of 13.0 percent, and • nominal two year 
average equity cost of capital of 13.5 percent. 
Since no party excepted from the use of the 4 
percent inflation adjustment factor, Kuparuk's 
real c o t  of equity capital for the 1985-86 two 
year average is 9.5 percent. Using a 7.99 per- 
cent cost of debt, a 9.5 percent real cost of 
equity, and a 42.2 percent debt and 57.80 
percent equity capital structure, Kuparuk's 
cost of capital through the calendar year 1987 
is 8~5  percent, rather than the 10.50 percent 
adopted by the ID. 

Finally, the Commissiou will follow Opinion 
No. 351-A, supra, and apply a nominal rate of 

equity to the equity portion of the AFUDC 
rate• As in Opinion No. 351-A, it is difficult to 
determine the rate to be applied for the years 
prior to throe actually addressed by this order, 
and as in Opinion No. 351-A, the Commission 
will extend the methodololly adopted in this 
order to the earlier years. Using Kupm-uk's 
estimates for the difference in the equity cost 
of capital for the preceding years, the retult is 
a I5.9-percent nominal rate for 1984, 14.69 
percent rate for 1~3 ,  and a 19.95-percent rate 
for the years 1 ~ 2  and 1961. ~ The IX) is modi- 
fied accordingly. 

F . / ~ p ~ / a ~ o ~  
The ID concluded that Kul~truk should use 

s ~ t  line depreciation over its stipulated 27 
year useful life. The ID muoned that the 
straight line method properly accounts for 
uncortmnti~ involved in the anticipated rate 
of Kul~ruk's  throughput and m u r ~  that 
future shippers do not obtain lower deprecin- 
tiou costs at the expense of current shippers. 
The ID rejected the arguments of the State and 
Kuperuk that some form of front Imded depre- 
ciatiou should be mm:l in the instant case. 
Kuperuk and the State except. 

Kuparuk argues that  the ID  should be 
reversed because all parties u~ng Kuparuk's 
service support some type of front Imded 
depreciatiou, and that only staff, which has no 
ec(mmnic interest in the proceeding, objects. 
Kul~truk states that while it supported the use 
of the uun-of-the digits method of depreciation, 
it has no objection to the u ~  of the unit-of- 
throughput (UOT) method urged by the State. 
Kuparuk a~m'ts that Commission precedent 
holds that UOT is appropriate where both the 
production rate and total reserves can he pro- 
jected with some reasonable confidence, and it 
claims that standard is met here• Finally, 
Kuparuk a rgu~ that the UOT method is con- 
sistent with the Commission's approval of such 
• method in the TAPS case, s0 and will 
encourage further development of Alaskan oil. 
The State also argues that the UOT method 
will result in lower depreciation charges in 
later years and will encourage the production 
of marginal fields. 

Staff argues against adoption of a UOT 
method since Kulmruk's future throushput is 
uncertain, and is likely to increase in the latter 
part of the 1980's. Staff also auerts  that the 
probability of greatly increased production 

~7 See ARC'O, supra, 52 FERC at PP. 61.223-24. 
ARCO Pipeline is owned by ARCO, which has the 
largest oercente~ ownership in Kupm'uk. 

Kuimruk's own testimony stat~ that the dif- 
ferenoe in both the nmmnal and real c~t of equity 
capital between 1965 and ! ~ 6  wu approximately 
o~e percent. See KTC's F.,x. ALK-II, Panel B. All 
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further adjustments between 1~$ and 19a6 will 
reflect this differential. 

~The merce of the adjustmen~ ~ KTC's El. 
ALK-II, Panel B. 

so33 FERC at p. 61,139. 

Fed*~l F.ne~y 0uki~m* 



]nofflclal FERC-Generated PDF of 20050808-0274 Issued by FERC OSEC 08/08/2005 in Docket#: - 

522 5-Z3-91 Commission Opinions, Ordms and Notices 61,381 
means that  volumes will remain high over the 
life of the Kuparuk  system, and that  present 
problems with the production of new sources 
ad j acen t  to K u p a r u k  a re  ev idence  t h a t  
Kuparuk 's  rates are too high. Staff  further  
argues that the sensitivity of the UOT method 
to changes in production requires that  greater  
information be available before any  commit-  
ment  is made to use that  method. 

The CommiMion concludes that  the facts of 
this proceeding support use of the U O T  method 
of depreciation here, and will reverse the ID.  A 
Stipulation, executed by most of the part ies in 
a related proceeding and introduced in this 
p rc~ed /ns ,  s! addresses both Kuparuk ' s  useful 
life and the est imated percentage of the total 
t h rm~hpu t  that  will occur in each year. T h e  
Stipulation reflects the projected output  of-the 
limited fields served by Kupm'uk, since all 
throughput will cease when those fields are no 
longer preduclns. Since Kuparuk  se~-ves only a 
limited number  of fields, and as of the date  of 
the I D  only one of these was actually in pro- 
duction, the stipulated throughput is tied to 
specif ic  ascer ta inab le  p resen t  and  fu tu re  
~ r v e s  and the productive life of that  field. 
Thus, while in the instant  case the stipulation 
is tied to the throughput of the pipel/ne rather  
than the predicted output of the field, foe all 
practical purposes the two are identical in this 
proceedir~. 

The stipulated throushput  therefore meets 
the test  of the first Tennessee case, s2 that, the 
reserves of the field be known and asceslaina,  
ble, and is analogous to the use of .the unit  of 
production (UOP)  method to depreciate spe- 
cific isolated resorves in the second Tenn~sce  
case. s~ While s taff 's  witness Sullivan pro;~;octs 
higher oil prices and greater  t h ~ p u t , S 4  in 
the near term staff 's  conclusions rely on studies 
that  are similar to those prepared for the State 
of Alaska. ss The State 's  studies project sharply 
declining projected outlmt levels for nil North 
Slope p roduc t ion  a f t e r  1987, ~ and  the  
throughput volumes in the Stipulation begin to 
decline in 1991. In the second Tennessee c u e ,  
the Commismon rejected staff 's  assertions of 
expanded production for offsbo~e gas  fields on 
the grounds these were speculative, and will do 
so here. s~ Finally, the result is consistent with 
the. Commission's pr/or action in the TAPS 
proceeding, which accepted a U O T  methodol- 

ogy. In TAPS the Commission specifically 
noted that  the U 0 T  method would encourage 
future production, as is urged by the State and 
Kuparuk  in this proceedins. M 

The Commission notes that  the bulk of the 
early depreciation charges will be borne by 
shippers who are also owners of Kuparuk.  Any 
danger  that  depreciation m a y  be too low in 
later years  can be mit igated by revised rate  
filings. Since, as s taff  states, the depreciation 
charges are similar in the first three full years  
under either s t ra ight  line or the UOP method, 
the Commission prefers the method that  will 
encourage additional oil production. The Com- 
mission notes this conclusion applies only to 
Kuparuk  at  this t ime because it  serves a single 
field with a finite life, and is therefore analo- 
gous to the offshore gas fields involved in Ten- 
nea~ee, supra, and to the Commission's  earlier 
decision in TAPS. The  result  here is not 
intended to apply to the oil pipeline industry 
as  a whole. The I D  is modified to permit  the 
use of UOT depreciation method contained in 
the parties '  StipulatiorL 

F. Allowance for Demolition, Removal, and 
Restoration 

The I D  concluded that  Kuparuk  should be 
permit ted  to include in i u  rates a charge for 
the ant icipated cos t s  of demolition, removal, 
and restoration (DR&R). Kup~ruk leases its 
right-of-way from the State, and DR&R cesta 
are those that  m a y  be incurred for restoring the 
right-of-way to its natural condition upon the 
expiration of the lease. The stipulated cost of 
DR&R is $11 million in 1986 dollars. The I D  
found that  these anticipated costs were suffi- 
ciently certain that  they are not mere contin- 
gency  coots, and  a re  therefore  p roper ly  
reimbursed by Kuparuk's  ratepayers. 

The I D  also concluded tha t  the DR&R corts 
should be amortized on a level payment  basis 
over Kuparuk ' s  27 year  stipulated economic 
life. In  doin8 so the I D  rejected arguments  by 
the State and Kuparuk  that  the DR&R costs 
should be front-loaded, thereby placing more of 
these costs in the earlier years  of operation. 
The I D  also required that  Kuparuk  establish 
an external fund to hold the DR&R funds, and 
denied Kupdu'uk any inflation or cost incrcam~ 
over the year~ the DR&R fund would be col- 
lected. The I D  concluded that interest on the 

Sl See EL No. I .B. The proceodins was bofore the 
Alaska Public UtHitlez Commission (APUC) in a 1~6  
rate case (1)~.ket No. P-85-2) and was executed by 
Kuparuk, the State, the APUC, the Commiuioo staff, 
and the Arctic Slope ReSimu~ Commimo~ 

Te~nel~e G~ Pipeline Company, 56 FPC 120 
st 128 (1976). 

m See Tennessee GaJ Pipeline Company, 25 
FERC | 61,{~0, at pp. 61,103-04 (1985). 

mtc h w m  

s .  Staff EL No. 77-1, DRI  Forecast Sumraary. 

ss See Wade, Exploraticm and Production in 
Alaska: A review and foreca~, WORLD OIL, Febru- 
ary, 1965. 

m See Prep4red Rebuttal Teltimo~y of John H. 
Lichtblau, Ez. KTC 6-3. 

v Tennesaee, 25 FERC at pp. 61,096-97. 

m See 33 FERC at p. 61,139. 
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DR&R fund would be sufficient to offset the 
rate of inflation and assure tha t  sufficient 
funds accrued to cover all future costs that  
K u p a r u k  would incur  for DR&R.  S ta f f ,  
Kuperuk,  and the State except. 

Staff  argues that  the IX) improperly con- 
cluded tha t  K u p i r u k  is likely to incur costs for 
DR&R. Staff  further  argues  that  the lease 
agreement  permits  the State to forgo collection 
of the DR&R funds, and therefore these funds 
are contingencies that  should not be included 
in Kuparuk 's  costs. Staff  a im  asserts  that  the 
I D  erred in assuming that  interest  on any  
external fund would offset future costs in the 
DR&R. Staff  a rgues  tha t  cost factors m a y  
actually decrease as well as increase over time, 
and that  some cmt  factors did decrease in 
1986. Accordingly, the staff argus• that the 
entire concept of the DR&R is speculative and 
that none should be approved. 

The State supports the ~copt of a DR&R 
charge, but argues that the ID also under- 
stated the earnings that would occur on the 
funds collected. The State asserts that since all 
funds collected to cover DR&R costs are com- 
mingled with corporate funds, they should be 
deemed to earn a return eqmd to the after-tax 
cast of capital applicable to all of Kuparuk's 
other assets. The State would require Kuparuk 
to keep • sep*rate accounting of all DR&R 
funds, and would then adjust Kul~ruk's cmt of 
service to reflect the earnings on the account. 
The State did not challenge the actual methed 
for determining the annual cost that should be 
credited to the DR&R account. 

Kuparuk  excepts to the basic m u m p t i c m  in 
the LD's method for calculating the  DR&R 
cost, while support ing the charse  itself. First,  
Kuparuk  asserts that  the requirement  of an 
external fund is not author im~ by the ICA, and 
tha t  there are significant adminis t ra t ive  hur- 
dles involved in the sdmlnJstrat ion of such a 
fund. Second, Kuparuk  ~ r t e  tha t  an  internal 
accounting would be adequate  to - - , u re  that 
the funds are available when needed, Third,  
Kuparuk  • r sues  that  the I D  improperly uses 
an accrual method rather  than  an  annui ty  
method to determine the proper annual  c~t . .  
Under  this method all costs, including osti- 
mates  for inflation and c ~  in cost,factors, 
should be included in the D R & R  costs to be 
atnot'tiged, and current  rates  should reflect all 
these crate, includins an allowance for the 
interest  component of the annuity.  Finally, 
Kuparuk  asserts that  the I D  was simply wnmg 
in assuming that  the interest  on any DR&R 

fund would protect Kuparuk  from infl• t ionary 
increases in its projected DR&R costs. 

The Commission agrees that  Kuparuk  should 
be permit ted to recover iU DR&R costs for the 
reasons stated in the ID.  However, the Com- 
mission will modify the method the I D  used to 
implement  the DR&R cost deduction. First,  
the Conunlssion will permit  Kuparuk  to use a 
U O T  method of •mor t iz ing  its DR&R costs 
that  parallels the depreciation methodoinSy 
used here. I f  the U O T  method is not utilized 
and the costs escalate, they will fall most heav- 
ily on t h e e  shippers t ransport ing oll when 
t h r o ~ h p u t  volumes • re  lower. The first  Ton- 
nessee case, supra, upon which s taf f  relies, 
appears  to turn  on the fact  that  the depreci•- 
tion of the s u e t s  in question would be com- 
pleted subetentlally in advance of the no~nal 
amortizat ion of the DR&R, and that  the costs 
would fall unduly on the shippers first using 
the pipeline." Here the depreciation period and 
the period in which the DR&R will be recov- 
ered • re the same length, and correspond to the 
depreciation period and methodelolD' •dopted 
in this order. 

Second, the Commission will use the accrual 
rather  than the annui ty  method to determine 
the  p e r m i t t e d  D R & R  cost. The  a n n u i t y  
method is premised on complex auumpt ions  on 
the rate  of inflation generally, changes in spe-. 
cific factor prices involved in North Slope oper- 
ations, uncertain and unsubstant iated changes 
in productivity,  possible joint operations with 
other companies, change* in the m • r k e t  for 
surplus materials,  and modifications in regula- 
tory policy. Kuparuk ' s  request that  this issue 
be remanded for further  litigation simply high- 
l ights the  speculat ive and •dmin i s t r a t ive ly  
complex nature  of this undertaking.  

Th i rd ,  the  Commiss ion  will reverse  the  
requirement  of a n  external fund. Unlike the 
electric util i ty cases cited by staff,  only • hand- 
ful of easily identified customers are involved 
in the instant  case, and any  refunds would flow 
primari ly  to Kuparuk ' s  owners. The Commis- 
sion notes at  this point that  Kupm'uk will be 
liable if the accumulated D R & R  funds are not 
used for tha t  p ~ ,  and that  as general 
partners,  Kuparuk ' s  owners will be liable to 
any  shippers if  Kuparuk  itself should lack the 
funds to make  the required refunds. The  Com- 
mission will require maintenance of a dosig- 
rutted •ccount,  w and Kuparuk  m u t t  s ta te  in its 
annual  reports the sums credited to the DR&R 
fund. 

Finally, the Commiulon  will adopt s t a f f s  
recommendation that  the accrued funds be 

m This accotmt must include an entry for any 
funds accrued to date of transferred to Kupsruk 
under the Partnership Al~emenL 

¶ 6 1 , 1 2 2  F u l w s i  | m r l f f  @ v M d a l  



Jnofflclal FERC-Generated PDF of 20050808-0274 Issued by FERC OSEC 08/08/2005 in Docket#: - 

522 5-23.91 
Commission Opinions, Orders and Notices 61,383 

detl~cted from the rate base since Kupsruk has 
the cost free use of the funds until they are 
acttml|y expended fm DR&R purposes. The 
State would permit the DR&R f~md to he 
included in the rate base but to have 
Kuparuk's cmt of ~ervice reduced by • return 
equal to that of Kuparuk's nominal after tax 
cost of capital. The Commistdoo practice is to 
reduce the rate h u e  rather than the rate of 
return, and will do so here. ~) ~ decision to 
deduct the accruing account from the rate base 
moots any del~te about the interest rate that 
sheuid be applied. The Commission will also 
adopt staff's recommendation on the tax l~y - 
ments that wi~ result from the interest actu- 
ally aocrued'on the DR&R fundS. The IX) is 
modified a c c m ~ l l y .  

G. Odor c~t b~u~ a.d Re"~es 
Exce~ons were filed to three cmt isttm: (1) 

the throughput to be used; (2) whether there 
ahould be a coat adjustment to reflect tax 
chengcs at a result of the Tax Equity and 
Fbca l  Accountability Act of 1982 (TEFRA); 
and (3) the izrgper amortigat/o~ per/od for 
Kutmrnk's litigation expenses in ~ case. In 
adclition, Kuparuk requests ;.hat any relief not 
be applied retroactively. 

The ~ )  did not make any determinatimls on 
the appropriate amount of thrm~hp~t b e t a S "  
the edoptim of a variable tarilf mechanism 
mo~ted this determination. The Commiu~on 
h ~  ruled that an involuntary variable tariff 
m ~ m l s m  is unlawful, and it wi]] make a 
merits determination here. . 

Staff recommends a throughput  "o[ 
I01,~gL355 barrels per year. Kupat~t  . ~  
that the use of any infornmtion beyond its 1 ~ 5  
test period 91 violates the Commismon'• policy 
~ i n s t  ~ the U~IL year & nxoving L~g@L 
Kumm~k further argues that the teat year is 
based only on 1965 dat~ and given Kui~ruk ' t  
sho~ operating hi~ofy, the record, n~ght be 
reopened to obtain additimml in format i~  o¢ 
• lttrnative~, the Commission might use the 
actual information available for 1 ~ 4  and 
I~S .  Staff replies that Kupwnflt submitted- 
actual data in respottse to data reqneste show- 
ing appreximately .50,42~,000 harmb f ~  the 
flit-, six mo~ths of I ~ ,  which reflects a strong 
upward trend in volume, and that this was the 
~ for staffs use o4 1 ~  as ,.he base yesr. g~ 

over 1985 voi~mes, or approximately 
102,557,659 barrels. I t  asserts that this con- 
firms that staff's estimate of 101,681,355 bar. 
rels per year w u  ~ b l e ,  and further notes 
that the Stipulation indicates that Kupttruk's 
throughput will increase through 1990. Staff 
asserts that any arguments to the contrary are 
speculative. Given Kuparuk's 100 million trot- 
tel throughput  in 1986, the stipulated 
throughput profile, and the lack of persuasive 
evidence that throughput will decline, staff 
m-Sues that the Commission should not adhere 
strictly to Kul~ruk's definition of the test 
period, 

The Commiuion agrees that the projected 
throughput urged by Kuparuk is too low to. be 
uaed for the years at issue here. At the same 
time, the Commlmon recognizes that in 1984 
and 1985 Kupm~k w ~  in a start up phase and 
that adopting StatPs votumes for those years 
could lead to an underrecovery of costs in those 
years. Kuparuk may use its projected volumes , 
of 85 million harreis for the years 1984 and 
1~$, and shall use staff's level of 101,681,355 
Imrreh in 1 ~ 6  and 1987. Pm}ections for the 
years after 1987 may be developed in Phase 11 
of this proceeding, including modification of 
the Stipulation if this proves necessary. In its 
~tion here the Commiuioo is relyii~ on the 
vol~Cz a~tt~tUy stipnlated by the parties, and. 
therefose Kup~rnWs assertion that the Com-" 
mission is improperly extending the test period 
iS irrelevan t.~ The ID is modified accordingly. 

The ID permitted Kup~ruk to utilize the full 
I0 percent investment tax credit (YrC) permit- 
ted it under the TEFRA. The ID concluded. 
that Kuparuk has the right to make maximu~ 
use of the investment tax credit created by 
Congremv without a reduction in that benefit 
through regulatory action~ Specifically, 
TEFR~ permits the tazl~yer tO elect either a 
lO-percent, tax credit.with a 95-percent depre- 
clable tax basis, m an eight percent ITC with a 
100.percent depreci•ble basis. The State 
excel~te, arsuing that Kuparuk's income tax for 
ratemaking purples  should reflect a hypothet- 
ical 100.percent depreciation tax b~sis rather 
than the depreciation tag besis of 95 percmn 
actually used by Kup/truk tnd  staff. The ID is 
affirmed as it cm~re~tly concluded ttmt TEFRA 
crested a statutory right that may no/ b~ 

Staff also asserts that the Stlptflstion shows • diminished by state or federal regulatory 

" ~ f i o ~ d ' n m d t  ~ p~ute p/pete  
90 See TemNmw C~, ~.o~, at 25 FERC at p. 

61220. 
SeeF.L No. KTC 4-0, at pP. i8,19. 
See EL No. FF~C 24-3, Scheduk I. 
In any event, the Commission may rely m~ 

evidence outside the test period if thi~ ~ nt.c~um~ to 

psny, 54 FERC | 6 1 ~  n.14. at p. 9, stlg o ~  
issu~ March 26, 1991. In tblt ~ the ~tmd 
throughput fox the years 1986 ae~ I ~  , ~  came to 
t be pro~-do~ ,~lopted tn ~ls c~uw. 

¶ 61,122 
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The ID alto concluded that Kuparuk's esti- 
mated Urination expenses for this proceedins 
shonld be amortized over three yearL Staff 
excepts, argulnl~ that the amortization of these 
costs should be over five years. Kuparuk arSu~ 
that no amort/zation is appropriate because 
the $800,000 in test year cmts represents the 
actual cost for the test year and sh~ld  be 
recouped thrmagh its cost oi service, or at least 
over not mo~ than three years. Staff a r su~  
that Kulmruk's analysi~ assumes that it will 
incur $800,(~0 in I/riga•ion c ~ U  in each of the 
years that the current rates are in effect, just 
as other costs included in Kuparuk's c~ t  of 
service are assumed to eccur in each year that 
the rates are in effect. The ID also determined 
that Comm/~on precedent perm/ts a m c / ' t i ~  
• ion of such costs over three ye~s; Since the 
three year periud to which this order •pplie~ 
involves locked in rate*, the three year period 
adopted by the ID is aoproo~ate. Therefeee: 
the ID will be affirmed. 

Finally, Kuparuk url~es that  any relief 
should be applied only pr~peetively. I t  
that its inithd and reviJed rates w~re flied well 
before the Commission's standardJ in Opini~ 
No. 154-B, which issued on J'une 28, 1985. The 
ID rejected this argument on the grounds that 
Kuptmk was clearly o~ notice that cmt-tmeed 
rate maklns would be involved, and that 
Kuparuk chine to set its rates as hilgh as pmsi- 
ble. Kuparuk replies that it had to select Its 
initial rates from a wide ranse of Ixmible rate 
leve~ to avo/da peu/ble shortfall in c~ t  recov- 
ery if its initial rat~t were too low. Staff arSUeS 
that all regulated enterprise* set their rates in 
anticipation of the r e s~ to r ' y  climate, and tbet~ 
Kupm'uk was simply/:um¢~¢t on • number of 
important factors. This in itself should not jus- 
tify abnormally hish returns even tho~lh reim- 
rations are cle~trly diosretimmry under the IC~t~ 

The' Cm~mi~on a s r m  with the Stew and  
staff that the reasonableness. Of Kuparuk's 
ratee is 8ovemed by the law. in effect at th(r 

time when this decision issues, and •11 rates for 
tim c~nplaint period should be so decided. ~ 
Kuparuk't requezt that thit order be •pplied 
prospectively ~ is denied. 

The Commimtm orders: 

(A) The Initial Doc~on ;, all'wined and reed- 
• fled as s t a t ~  in the bedy of this order. 

(B) The proceedlns in OR90-I-O00 is 
remanded for determination of the reamnable- 
nea of Kuparuk's rates for the calendar years 
I ~  and 1969, and subsequent years. 

(C) Within 30 day|-of the issuance of this. 
onkr,  Kuparuk shall file tariff sheets that con- 
form to the prov/sions of thk order, prodded. 
that  if a rehearing request is filed, then 
Kuparuk shall file such tariff sheets within 30. 
days after Commission actiml on any such 
request. 

(D) Kuparuk shall include in its revised fll- 
ins a ~hedule'of refuhds, if any, to be imid to 
its shippers as • result of this eeder, all refunds 
to be I :~d.bq~mlnS with the date the tsr/ffs 
were filed in this proceedlns. 

(E) A premdins administrative law judge, to 
be designated by the Chief Administrative Law 
Judge for that ~ (18 C.F.R. ~ 3?5.304). 
shall convene • preheating conference in the 
preceedlns in org0-14300 to be held within 45 
days after the issuance of this older, in s hear- 
ins or conference room of the Federal Enersy 
Regulatory Commise/on, 810 Fhl t  Street, NE., 
Washington, DC 20426~ The preheating confer- 
ence shall be held for the p u r ~  of clarifica- 
tion of the positions of the-participants;  
delfneat/on of the iseu~, and estobl/thment by 
the presiding judge of any proeedura| dates 
n e c e m r y  for the hearing-. The presiding 
administrative law j u d ~  is further authori__-~d 
to c~ lu t ' t  further proceed/nlp in accordance 
with the order and the Rules ~ Practice and 
~ u r e .  ' 


