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Farmers Union Central Exchange. Inc. v. Federal Energv ReL, ulatorv Commi~ion. 734 F.2d 1486 
(D.C. Cir. 1984), ni , Williams Pive Line ComDanV v . . F ~ I I ~ E L . U ~ ] ~  

~ ,  105 S. Ct. 507 (1984), 469 U.S. 1034 (1984). 

(Farmers Union II) 

Four years after, the court's remand of the Farmers Union I case to the Federal Eaexgy 
Regulatory Commission (FERC), this Commission issued its Opinion No. 154 on November 30, 
1982, in Williams Pine Line Comnany, (21 FERC 1 6 1 , 2 6 0 , ~ ,  22 FERC ¶ 61,086 
(1983)). An appeal was taken to the Court of Appeals for the District of Columbia which 
handed down its decision in Farmers Union Central Exchange. Inc. v. 
Regulatory Commission, 734 F.2d 1486 (D.C. Cir. 1984), f , ~ ,  

v. Farmers Union Central Exchange. Inc., 105 S. Ct. 507 (1984), 469 U.S. 1034 
(1984), known as Farmers Union lI. 

The court held that FERC had in Opinion No. 154 contravened its statutory 
responsibility toensure that oil pipeline rates are just and reasonable. The cotu't also gave the 
Commission basic guideposts to follow in formulating a regulatory policy. The court stated that 
pipeline rates must be set within the zone of reasonableness; presumed market forces may not 
comprise the principle regulatory constraint; any departure from cost-based rates must be made, 
if at all, only when non-cost factors axe identified and the substitute methods ensure that rate 
levels are justified by those factors; and the rate of return methodology must take into account 
the risks associated with the regulated enterprise. Finally, the Commission must carefully 
scrutinize the rate base and the rate of return methodologies to ensure that they operate 
together to produce a just and reasonable rate. l(J~. at 1530). 

Pursuant to the court's instructions, the Commission issued Opinion No, 154-B ('31 FERC 
1 61,377 (1985)), which provided the rules and guidelines upon which the justness and 
reasonableness of oil pipeline rate filings shall to be determined. 
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Opinion No. 154-B 

Williams Pine Line Comoanv 
31 FERC ¶ 61,377 (1985) 

Opinion No. 154 was vacated by the Court of Appeals for the District of Columbia in 
Farmers Union Central Exchan~,e. Ing, v. Federal Enenzv ReL, ulatorv Commission, 734 F.2d 1496 
(D.C. Cir. 1984), cert. denied sub nora.. William~ Pine Line CQmnany v. 
Exgh~nge. Inc.. 105 S. Ct. 507 (1984), 469 U.S. 1034 (1984) (Farmers Union ID. The court 
found that Opinion No. 154 had not adequately responded to its earlier remand order (Farmer's 
Union I). The Court said that the Commission's statutory mandate under the Interstate 
Commerce Act required oil pipeline rates to be set within the "zone of reasonableness." 
Presumed market forces cannot comprise the principal regulatory constraint. Any departure 
from cost-based rates must be made, if at all, only when the non-cost factors are clearly 
identified and the substitute or supplemental ratemaking methods ensure that the resulting rate 
levels are justified by those factors. (734 F.2d at 1530). 

The Commission responded to the court with Opinion No. 154-B, ~ l ~ L ~ J ~ L , ~ i ~ g  
m ~ ,  31 FERC ¶ 61,377 0985). Opinion No. 154-B provides a methodology which is 
currently being applied in all oil pipeline rate cases. This methodology is based upon a treaded 
original cost (TOC) rate base, not the depreciated original cost (DOC) rate base employed in 
electric utility or natural gas pipeline regulation. The new methodology does not follow the 
historic valuation rate base formerly applied to oil pipelines by the Interstate Commerce 
Commission and this Commission in Opinion No. 154. (21 FERC at 61,632,61,696 
n. 295). 

The Commission concluded in Opinion No. 154-B that a cost based method should be 
applied generally to oil pipeline rate regulation. The Commission adopted net depreciated 
trended original cost for calculating rate base. The Commission also found that the rate of 
return would be determined on a cost-specific basis with reference to the particular pipellne's 
risks and corresponding cost of capital. The Commission said it would adopt the traditional 
embedded debt costs and set a rate of return on equity capital. It would also use a pipeline's or 
its parent's actual capital structure, but will allow the parties to urge the use of another capital 
structure on a case-by-case basis. The Commission would adopt a starting rate base for existing 
assets consisting of the sum of two numbers" (1) the pipoline's debt ratio times book net 
depreciated original cost, and (2) the equity ratio times the reproduction cost portion of the 
valuation rate base depreciated by the same percentage as the book original cost rate base was 
depreciated. With respect to taxes, the Commission adopted normalization for oil pipelines 
rather than a flow-through of the benefits of income tax deferrals. (31 FERC at 61,833). 
Finally, the Commission removed the previously imposed limitations on the suspension of 
unprotested oil pipeline rate filings, and on the participation of the Commission trial staff in oil 
cases. (31 FERC at 61,838). 
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['[ 61,377] 

Williams Pipe LJ.uo Compeny, Dockst N,0L OR79-1-000 a.nd 022 (Phmm D 

Opinion No. lS4-B; Opinion and Order ms R u u n d  

(b,u,d June 28. *~m) 

n e t ~  c e m m ~ e m ~ .  P.tymmd J. ¢YCmnor, ~ Oeors~a S h e k ~  
A. G. 8ous8 sad Charlu G. Stolon. 

[Not.: Op~km No. ,S4-*.. ~ and Onb, Des]dnS "Reb,u'l~. Jm~ed 
January 31, l ~ &  apsmr8 at 22 l~J IC ¶ 61AO~] 

mtc Jee.-, 1 61,377 
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[Opinion No. 154-B Text] 

[ntroduclion 

On March 9, 1984, the United States Court of Appeals for the District of 
Columbia Circuit affirmed in part and remanded in part the Commission's opinion in 
Phase I of this proceeding.: 

The purpose in Phase I of this proceeding is to devise generic principles for the 
setting of just and reasonable oil pipeline rates. One essential ingredient in this task is 
to adopt rate base and rate of return methodologies which will operate together to 
produce a just and reasonable return allowance. In making this determination the 
Commission must also determine the proper method for computing the tax expense 
component of an oil pipeline's cost-of-service. 2 

Background 

This proceeding began in 1972 when various shippers (Mid-Continent Shippers) 
using the Williams Pipe Line Company (Williams) challenged the lawfulness of 
Williams' rates before the Interstate Commerce Commission (ICC). The ICC found 
those rates to be just and reasonable under its traditional criteria of an overall rate of 
return of 10 percent on a valuation rate base. a The Mid-Continent Shippers appealed 
to the United States Court of Appeals for the District of Columbia Circuit. 

In 1977, while that appeal was pending, Congress transferred regulatory 
authority over oil pipelines to this Commission. 4 In 1978, at the Commission's request 
so that it could begin its "regulatory d u t i e s . . ,  with a clean slate," the court remanded 
the case to the Commission for reconsideration. B The court wanted to allow the 
Commission "to build a viable modern precedent . . .  that not only reaches the right 
result, but does so by way of ratemaking criteria free of the problems that appear to 
exist in the ICC's approach." s 

In 1982, the Commission issued Opinion No. 154. 7 In that opinion, the 
Commission retained the valuation rate base but adopted a new rate of return 
methodology, a The Mid-Continent Shippers and the United States Department of 
Justice (Justice), among others, challenged the opinion. 

Upon review of the opinion, the court remanded certain aspects of it. In its 
opinion, the court concluded that none of the Commission's explanations for its 
rejection of an original cost rate base was satisfactory, 0 that the Commission "did not 
offer a reasoned explanation for adhering to an.admittedly antiquated and inaccurate 
formula [valuation], but rather a host of unconvincing excuses that fail to add up to a 
rational choice," lo that it could not "locate the rhyme nor reason of [the] rate of 
return methodology" ,x and that the Commission "made no attempt to estimate the 
risks involved with oil pipeline operations." ,1 Finally, the court asked the Commission 
to once again inquire into the proper ratemaking method for oil pipelines. To help 
make that inquiry, the court furnished the Commission with some "important and 
basic guideposts." to In sum, it advised: 

Most fundamentally, FERC's statutory mandate under the Interstate Commerce 
Act requires oil pipeline rates to be set within the "zone of reasonableness"; 
presumed market forces may not comprise the principal regulatory constraint. 
Departures from cost-based rates must be made, if at all, only when the non-cost 
factors are clearly identified and the substitute or supplemental ratemaking 
methods ensure that the resulting rate levels are justified by those factors. In 

¶ 61,377 F,e,  en, u Outdo,n,, 
902--23 
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addition, the rate of return methodology should take account of the risks 
associated with the regulated enterprise. It should not be forgotten, too, that the 
choice of a proper rate of return is only part of what should be an integrated 
ratemaking method, and accordingly FERC must carefully scrutinize the rate 
base and rate of return methodologies to see that they will operate together to 
produce a just and reasonable rate. at 

Summary of the Commission's Decision 

It is evident that oil pipeline rates as a general rule must be cost-based. After re- 
examining the record in this proceeding, the Commission concludes that with the 
exception of the starting rate base, as discussed below, a rate base methodology derived 
from original cost rate making models should be adopted. As the court observed, 
original cost is a "proven alternative." ,s Its obvious advantage, as the Commission 
has observed, is that "the language of American finance is an original cost language" 
for American industry reports its earnings on net book investment. ,e Hence, original 
cost is the best yardstick to compare an oil pipeline to other oil pipelines, to other 
industrial companies, to other industries, and to the entire American economy in order 
to approximate the oil pipeline's cost of capital. *7 For oil pipelines, for the reasons 
given below, the Commission adopts net depreciated trended original cost (TOC) as the 
model for calculating rate bases, and therefore, determining revenue requirements. 

Next, the Commission concludes that rate of return should be determined on a 
case-specific basis with reference to the particular pipeline's risks and its 
corresponding cost of capital. Moreover, as discussed below, the Commission shall use 
the usual approach of using embedded debt costs and setting a rate of return on equity 
capital. And the Commission shall use a pipeline's or its parent's actual capital 
structure but will allow participants on a case-specific basis to urge the use of some 
other capital structure. Lastly, for the reasons given below, the Commission shall adopt 
a starting rate base for existing assets consisting of the sum of a pipeline's debt ratio 
times book net depreciated original cost and the equity ratio times the reproduction 
cost portion of the valuation rate base depreciated by the same percentage as the book 
original cost rate base has been depreciated. 

With respect to taxes, the Commission adopts normalization for oil pipelines 
rather than flow-through of the benefits of income tax deferrals. 

The Association of Oil Pipe Lines (AOPL), supported by Texas Eastern 
Transmission Corporation and Sun Pipe Line Company, asks that the Commission 
reopen the Phase I record to receive more evidence on several topics. The Marathon 
Pipe Line Company in a petition also indicates a desire to submit more evidence. None 
of that  supplemental evidence requested by throe parties is required for the 
Commission to reach its decision herein. Hence, the AOPL's motion and Marathon's 
petition are denied. 

Rate ~ n e r o l  

As stated earlier, the Commission adopts TOC as the form of a cost-based rate 
base rather than net depreciated original cost. xs Thus, all new pipeline assets will be 
added to the rate base at original cost and trended as described below. However, for 
existing assets that are currently valued under the valuation formula, a one time 
adjustment will be necessary to arrive at an appropriate base to be trended for the 
future. The formula the Commission has decided to employ for this one time 
adjustment to bridge the transition from valuation to TOC is described below in the 

¶ 61,377 
003--23 
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section called "Starting Rate Base." Before discussing the reasons for the decision, the 
Commission shall describe the TOC model. 

TOC works as follows, as First, TOC, just like net depreciated original cost, 
requires the determination d a nominal (inflation-included) rate of return on equity 
that reflects the pipeline's risks and its corresponding cost of capital. Next, the 
inflation component of that rate of return is extracted. This leaves what economists 
call a "real" rate of return. The real rate of return times the equity share of the rate 
base yields the yearly allowed equity return in dollars. The inflation factor times the 
equity rate base yields the equity rate base write-up. That write-up, like depreciation, 
is written-off or amortized over the life of the property. 

The following example illustrates TOC. Assume a new pipeline with an original 
equity investment of $1,000. Also assume that a just and reasonable overall rate of 
return on equity would be 16 percent and that ? percent of that represents inflation. 
This leaves 9 percent as the so-called "real" rate of return. In its first year of service, 
the pipeline would be entitled to earn $90 (9 percent times $1,000) and $70 (7 percent 
times $1,0G0) would be capitalized into its equity rate base to be amortized over the 
life of the property starting in the first year, along with the depreciation on the $1,000. 
If that  life were twenty years, in addition to the return of $90, the pipeline would be 
entitled to recover, in the f ' ~ t  year, $3.50 as amortization ($70 divided by 20), $50 as 
depreciation ($1,000 divided by 20), its embedded debt cost, and depreciation 
associated with debt investment, s ,  This process would continue over the life of the 
property until the rate base (assuming no salvage value) hit zero. Unless changed in a 
rate case, the real rate, which should be relatively stable, would be 9 percent each year. 
The inflation rate would vary as the chosen inflation index varies, s s  

It  is important to emphasize that TOC and net depreciated original cost are, as 
recognized by Justice, essentially the same except for their treatment of inflation, zs 
TOC reflects inflation through an automatic adjustment to rate base. Net depreciated 
original cost reflects estimated inflation in the nominal rate of return. This difference 
between them results in a different timing of the recovery of the cost of equity capital, 
when inflation exists, over the life of the property. 2, But, and this is crucial, as Justice 
admits, "[t]heoretically, TOC results in the same discounted value of the earning 
stream for the investor as does 'untrended' original cost." ss The Commission concludes 
that  TOC is an acceptable cost-hased rate base alternative to net depreciated original 
cost. True, Justice and the Mid-Continent Shippers raise objections to TOC. They state 
that there could be problems with developing a rate of return, including selecting an 
inflation factor to be extracted from the nominal rate. As discussed below, t h e e  
objections are really aimed at the mechanics of TOC and are not impediments to the 
adoption of TOC. 

The Commission adopts T ~  over net depreciated original cost because it is a 
theoretically acceptable alternative that after the switch from valuation will help 
newer pipelines with higher rate bases to compete with older pipelines with lower rate 
bases and will help them compete with other modes of oil transport and so will tend to 
foster competition generally, x This is so because TOC mitigates the front-end load 
problem for new pipelines. 

The Commission discussed in detail the front-end load problem in Opinion No. 
154 rt  and reaffirms what was said there. In brief, a front-end load occurs under net 
depreciated original cost because under that approach rate base declines over time. 
Hence, the company's allowed return for its equity cost of capital declines over time. 

¶ 61,377 F.d..d e,.,q., a . ~ . a . o s  
0O4--24 
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• This means that the company's allowed equity return is bunched in the early years of 
its property's life when its rate base is still large. The problem is that owing to 
competition a pipeline may not be able to charge rates high enough to recover that 
bunched income, as And those lost revenues are gone forever. TOC, on the other hand. 
defers income until later years by capitalizing the inflation factor into the equity rate 
base. As time goes by and competitors' prices rise because of inflation, the company 
under TOC can raise its rates to recover the deferred income and still compete. In 
Opinion No. 154, the Commission recognized the front-end load problem but retained 
valuation as the inflation-sensitive rate base. But, the Commission stated that a rate 
base linked to inflation, such as TOC, would be the simplest and perhaps best 
approach, as The Commission now takes that approach. 

Moreover, TOC's different time pattern for the recovery of the cost of equity 
capital also has other advantages. TOC comes closer to duplicating pricing in 
unregulated enterprises, ae and provides for greater intergenerational equity by 
providing relatively constant cost of equity capital charges in real terms (adjusted for 
inflation) to ratepayers over the life of the regulated property, s, Under TOC, the 
successive generations of ratepayers will be paying more in dollars but they are paying 
in cheaper dollars because of inflation. 

Rate Base---the Mechanics 

Dr. Myers recommended that the inflation index for ~ be the actual change in 
the construction price index used in the ICC's valuation formula, ss Justice suggested 
that the Commission look to the U.S. Treasury bill rate or some other long-term 
corporate bond index, ss The Mid-Continent Shippers see problems with all indices. =4 
Justice and the Mid-Continent Shippers also point out that the derivation of real rates 
of return will be difficult. The Commission concludes that the choice of index should be 
resolved on a case-specific basis, u What is important is that the index used to 
decrease the nominal equity rate of return is also used to increase the equity rate 
base.ss Finally, as to the determination of the initial real rate of return, all that 
involves is the finding of the nominal rate and the extraction of the inflation 
component. The Commission sees nothing unusual about the determination of nominal 
rates. This is the standard practice for gas pipeline and electric companies. Moreover, 
changes in the real rate will also be determined by reference to changes in the nominal 
rate. 

As noted, Dr. Myers recommended the setting of an overall real rate of return and 
the trending of the entire rate base. We have chmon to trend only the equity portion of 
the rate base. We have done this in order to ensure that the equity holder will not 
benefit from a write-up of the rate base with respect to assets financed by debt. sT The 
equity holder will only be compensated for the inflation to the extent that assets are 
financed by equity. 

Starting Rate Base 

Because the Commission is switching oil pipelines from a valuation rate base to a 
TOC rate base, it must adopt a starting or trausition rate base in dollars for existing 
plant, m The industry argues that the starting rate base should be a pipeline's most 
recent vah~tion. The industry's adversaries argue that book net deprecated original 
cost should be the starting rate base. 

In selecting a starting rate base, the Commission gave consideration to the rate 
which is minimally disruptive but comports with the newly adopted ratemaking 

apprmch. The Commission aim gave much weight to its previously stated view that 

¶ 61,377 
GO0- 16 
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the.valuation rate base is flawed, ss However, the Commission is concerned about the 
long reliance of pipeline investors on the previous rate base method and, as a result. 
has sought a middle ground that is fair in light of investor expectations but without 
perpetuating the serious flaws of the previous method. The Commission believes that 
the appropriate starting rate base should be the sum of a pipeline's debt ratio times net 
depreciated original cost and the equity ratio times the reproduction portion of the 
valuation rate base depreciated by the same percentage as the book original cost rate 
base has been depreciated, to The Commission believes this formula, which is a middle 
ground between valuation and net depreciated original cost, is fair in view of pipeline 
investor reliance on a rate base which has been adjusted for inflation. The starting rate 
base will more closely approximate the TOC rate base that would have existed had the 
ICC not written-up debt. I t  will ensure that the equity holder does not benefit from the 
write-up of debt financed assets, as was the case with the ICC valuation rate base. It 
will also eliminate from valuation the unjustified 6 percent write-up for "going concern 
value." The Commission observes that it regulates around ninety pipelines and the 
factual situation of each can be expected to differ. Hence, a participant in a rate case 
may raise this issue and at tempt to prove that a particular company is not entitled to 
the instant starting rate base. 4z 

Capital Structure 

The Commission must decide on the appropriate capital structure to use to 
determine a pipeline's starting rate base and to thereafter compute the pipeline's 
allowed return. The Commission recently expressed for gas pipelines a general policy of 
using actual capital structures rather than hypothetical capital structures. 4z The 
Commission believes that this approach is appropriate for oil pipelines. The actual 
capital structure could be the actual capital structure of either the pipeline or its 
parent, is The Commission concludes that a pipeline which has issued no long-term 
debt or which issues long-term debt to its parent or which issues long-term debt 
guaranteed by its parent to outside investors should use its parent's actual capital 
structure. ~ However, a pipeline which issues long-term debt to outside investors 
without any parent guarantee should use its (the pipeline's) own capital structure. 46 

Relationship of Rate Base and Capital Structure 

We describe the relationship between rate base and capital structure by an 
illustration. Assume a starting rate base of $1,200, a debt ratio of 70%, a debt cost of 
8%, an equity ratio of 30%, a nominal equity cost of 16%, an inflation rate of 7%, and a 
real equity cost of 9%. A debt equity chart would be: 

Debt 70~ 8~  5.6 
Eq~ty 30~ 9~t 2._Z7 

8.3 

Allowed earnings would be $99.60. The rate base write-up would be $25.20 minus the 
amount amortized, is Depreciation would still be taken on original cmt. 

Rate of Retur~ 

The Commission. has concluded that the equity rate of return should be 
determined on a case-specific ~ with reference to the risks and corresponding cost of 
capital associated with the oil pipeline whose rates are in issue, iT Of course, one factor 
which may be included in any risk analysis is the competition faced by the pipeline, u 

1 6].,377 F,d,r,  eL,,a,L,,m 
OO7--23 



Jnofflclal FERC-Generated PDF of 20050808-0264 Issued by FERC OSEC 08/08/2005 in Docket#: - 

240 7-,8-8.~ Commission Opinions, Orders and Notices 61,837 

Any pipeline may try to prove that it is entitled to additional compensation to reflect 
increased risk or other non-cost factors such as incentives to investment, ts This 
endeavor will yield a nominal rate of return on equity which will then be translated 
into a real rate by the extraction of inflation pursuant to an index determined in the 
particular case. so The Commission observes again that rate base and rate of return 
must  "operate together to produce a just and reasonable rate," consequently, the 
Commission will pay particluar attention to the operation of the two elements together 
in each case. ~, 

Taxes 

Two tax issues require attention. The first tax issue is the determination of the 
interest expense deduction to use in calculating a pipeline's tax allowance. The usual 
method is to multiply the company's weighted cost of debt times its rate base. This will 
not work for oil pipelines. This is so because under the TOC methodology adopted in 
this opinion the rate base includes an equity write-up. The Commission holds, 
therefore, that  oil pipelines should use their actual interest expense. 

The court suggested that  the Commission reexamine the next tax issue: the proper 
ratemaking t reatment  of book and tax timing differences in the recognition of certain 
expenses. For example, oil pipelines may depreciate their properties for federal income 
tax purposes faster than they depreciate those properties for book or cost-of-service 
expense purposes, is  The issue is whether their cost-of-service tax component should be 
calculated using the cost-of-service depreciation expense as a deduction from gross 
income (normalization) or using the greater tax depreciation expense (flow-through of 
tax savings). Opinion No. 154 permitted the pipelines to use normalization on the 
ground that  "normalization facilitates the comparable analyses basic to the 
determination of appropriate rates of return." u The court questioned this decision 
because it found we bad "effectively abandoned comparable earnings analysis" and 
thus had no further justification for using normalization, s t  The Commission has 
concluded in this opinion that  an oil pipeline's rate of return on equity should be 
determined with reference to its risk and corresponding cost of capital. The 
Commission has hence made comparable risks and earnings basic to the determination 
of rate of return. Accordingly, it adopts normalization rather than flow-through to 
accommodate its earnings analysis, g The Commission repeats what was said in 
Op'mion No. 154: 

[W]e opt.., for normalization. The essential reason for that  is that  normalization 
facilitates the comparable  earnings analyses basic to the determination of 
appropriate rates of return on oil pipeline . . .  investments. Throughout the 
economy rates of return . . .  are reported on a normalized basis, m This means 
that  after-tax earnings are computed as though the "deferred taxes" bad actually 
been paid. Hence the taxpayer's actual after tax rate of return is higher than the 
version of that  return given in its financial statements,  reported to the Securities 
and Exchange Commission, and used by the financial community, sT 

So a flow through rule for this field will make for mismatched rate of return 
comparisons between oil pipelines and other industries.Were we to insist on actual 
cash basis, after tax rates of return here, elaborate adjustments would be needed 
in order to compare those returns with actual cash basis, after tax rates of return 
elsewhere. That  would be administratively difficult. And these difficulties would 
be pointless. Nothing of substance would be accomplished, u 

FER~ I ~  61,377 
015 - -23  
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The Commission still finds this reasoning sound. 5s 

Other Ma hers 

The Commission reaffirms its policies set forth in Opinion No. 154 with respect to 
(1) test periods, throughput variations, and developmental losses, eo (2) holding 
company problems, s, and (3) working capital, e= The Commission reverses its 
administrative policies set forth in Opinion No. 154 with respect to oil pipeline rate 
filings, u The limitations imposed upon the Commission and staff in oil pipeline cases 
before the Commission is being removed to help the Commission fulfill its statutory 
mandate under the Interstate Commerce Act to set oil pipeline rates that are just and 
reasonable. 

Procedural Posture of This Opinion 

On March 7, 1965, the Commission approved a settlement which resolved all 
issues in Phase II of this proceeding, u The AOPL is concerned about the procedural 
posture of this case in light of that settlement. In particular, it states that "in the 
absence of any continuing case or controversy over Williams' rates, this adjudicatory 
proceeding may no longer provide a proper vehicle for the resolution of the generic 
issues . . .  pending in Phase I." u It believes the Commission should convert Phase I 
into a formal rulemaking under the Administrative Procedure Act. le The Commission 
sees no reason to do that. Whatever its label, the Commission views this opinion as a 
statement in compliance with the court's mandate that it fashion a "proper 
ratemaking method for oil pipelines." eT The Commission is providing a guide to its 
action in future and pending oil pipeline cases. The Commission is establishing a 
methodology pursuant to which it will test the reasonableness of oil pipeline rates on a 
case-by-case basis. At that tune, the Commission will determine whether the "end 
result" of this methodology produces just and reasonable rates, u The Commission is 
not persuaded that at this late date in these proceedings any person's rights will be 
prejudiced in such a way as to neceuitate turning Phase I into a formal rulemaking. 
Hence, the AOPL's motion is denied. 

~ F / w  

* Farmen Unioo Central Exchange, Inc. v. 
F.E.F~C., 734 F.Zd 1486 (D.C, Cir. I~4 ) ,  cert. 
denied sub nora.. Willimnu Pipe Line Ca v. Farmen, 
Unim C e m c e / E ~ / u m ~  InC.o 106 S.Ct. 507 (1984) 
(hereinafter FARMERS). The C o m m i ~ o n ' s  opinion 
appears at 21 FERC | 61,260 ( I ~ 2 )  rebut den/ed, 22 
FFAtC | 61,086 (1983) (hetehutfter Op~nlon No. 154). 

:t The  F A R M E R S  court  s ta ted  that  the  
C o m m / ~ i o .  cou/d consider the ~ or" cost allocation 
in Phase I. FARMERS at 1529. The Commimioe 
elects n ~  to do that. That i~ue,  also known at  rate 
design, is best suited fat ca~-specific treatment. 

8 The 10 percent rate 0¢ return wat used fe¢ 
refined products pipelines su<h at  Wil l iam.  The rate 
of return for crude oil pipelines was 8 percent. The 
Mid-Continent Shippers lest hefece the full ICC. 
Petroleum Prodt~u, Williams BroOders Pipe Line Co., 
355 ICC 479 (19"/6). 

• Sectioa 4(]2 of the Department of Energy 
O r ~ n i ~ t l m  Act transferred the ICC's ml pipeline 
jurisdiction to this Commissi~n. Department of 
EnerlD, Organization Act, Pub. L. No. 943-91, 91 Scat. 
565, 584 (1977) (codified at 42 U.S.C. §71T2(h)k 
effe¢:tuated, Exec. Order No. 12,009, 42 Fed. Res. 
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~ . 2 ~  (Sept. 13, 1977), ;top.merited. 42 Fed. Reg. 
S5,534 (Oct. 17. 1977). 

e briners Unioa Central ~rc~u~e t< F . E R . C ,  
584 F2d 408, 421 (D.C. Cir. 1978), cert. denied tub 
nora. WilliamJ Pipe l.~t~ Co. v. F.E~R~C., 439 U.S. 
995 0978). 

e ld. 

T Supra note 1. 

l The valUaliOt,) rate ~ formula is 9¢1 out in 
Olainion No. 154, 21 FERC at p. 61,696 n295 and in 
FARMERS at 1495 n.28. The rate of return 
methodolc~  appem's in Opinion No. 154 at 21 FERC 
at pp. 61,636-50 and in FARMERS at 1521.23. 

e FARMERS at 1512. 

** Id. at 1518. 

n ld. at 1522. 

*aid. 

t l  ld. at 1530. 
t e /d .  

m i d .  

*e Opinion No. 154, 2! FERC at p. 61,618 fo* the 
quote. 

FedwM Eneqw ~ l m  
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~r l d  at p h l . h l9  

~s T h e  ¢ ' . u r t  uph t ' hJ  t he  C o m m i s s i o n ' ,  
t ie term,nat ,on tha i  ra~c ha-¢ ~,huuhJ h~* deturmincd on 
a ~ y ~ t c m ~ , d c h a , , ~  F ~ R M E R S a t  1,:,29n79 

:1 The f ' .mm,.~, , ,n '~ dc,t'r~ption i~ ba~cd on the 
It',tlmon~. Uf Dr .~lt'v,;trt M~cr= except that D r  
Myer~ wouhJ t rend the t 'nt i re rate ha~e and ~ t  an 
ov* 'ral l  r c l u r n  Ou r  de.~r ip t ion  is s impl i f ied by 
a~..umin~ .in t 't lUltV rP.te ba~,e t;¢%, our discu~,tion 
undt ' r  the hcading Rc la t i ,n~h ip  . f  Rate Ba=,e anti  
t ' a in ta ]  F, t r u f t u re .  ~nfra 

te l ) r  Myt'r~ viewed the capitalized inflat+on 
amount as rein~'e~ttd income Exhibit 21-1 at 18. 24. 
The Commissitm tJl~lgrt*l:~ and f inds tha t  the rate 
ha.~ write-up reprc,,ents deferred earnings on capital 
and not a return of capi ta l  Justice's expert witnes~ 
agrees that a pipel ine is entitled to collect t h e e  
deferred earnings Exhibit 201.5 at 19. 

=x The equity rate base a t  the start  of year two 
would be $1.01~.50 ($1.000 - 50 + 66.50). 

I t  The Commission recognizes that in some 
situatitms TOC mtght present probiem~ for new 
pipelines.  The  Commission is willing in such 
situations to consider any innovative solutions which 
are presented to it. 

I t  Juttice's Initial Brief  a t  ¢$8; Exhibit 201-5 a t  3. 
23. 

st Justice's Initial Brief  at  ~ .  

ld . ;  Exhibit 21-1 at 23. 

I t  See Exhibit 21-1 a t  44 and n.3. 

r t  Opinion No. 154, 21 FERC at pp. 61.628-30. 

I t  See Exhibit 8-1 at 46. 47 foe a hypothetical 
illust maim.  

I t  Id .  at 61,630-31. 

m Exhibit 21-1 a t  41 .75.  

Is Exhibit 21-1 a t  42, 43 and Eahibit  21-2 a t  17 
on fairne~ to shippers and consumers. 

Exhibit 21-1 a t  45 .47 ;  Transcript at  3580. 

I t  Justice's Initial Brief a t  IO5. 

N Mid-Continent Shippers' Reply Brief a t  28. 

as Other choic~ would be the CPI  and the G N P  
deflator. The mflatie~ rate for the Imst year ~ be 
u~.d as the e=timated rate foe the neat year. Hence, 
the rate bate would be wrltten-up a t  the start  of the 
year and not a t  the end of the year. 

m Cf.  FARMERS at 1524-25. 

st  On th is  point  the Comminion agree* with the 
Mid-Continent Shippers. Mid-Continent Shippers' 
Reply Brief a t  26. 

m Of course, all new plant will be recorded at  
cmt. Subject to reexamination in a particular eaze, oll 
pipelines may add to their rate txutes as an allowance 
fu r  f unds  used during co~nstruction an ammmt 
computed using their nominal overall co~t of t lp i t a l .  

=s Opinion No. 154. 21 FERC at  p. 61,616 and 
see p. 61,696 n .304 .  

• 1 [n fo rmula  form we have: 

SRB - O ( l - e )  + R(e )  

Where: 

SRB = starting rate base 

018-f~ 

( )  = I~x~k m.l dt.pr¢'t tared ,~r,~mJl t'.~t 

R - net depreciated rcpnx iuc t l ,m r~r~t 

t' = rat io of t~ lu i ty  t¢) total  c;tplt;thzatlon 

The rcpruductwn part of "R" ~hould be taken 
[rum the | (~3  valuattun when completed. +'0" ~hould 
h~ taken from the pipehnc's I~N~k~ un that date Thc 
pipel ine may add to Its s tar t ing rate base the or iginal  
c~,t oi land, r lght~ uf way ] t '~ hook depreciat ion. 
work ing  capital ,  ant i  p lant  not inciudt 'd tn the i ~ 3  
va luat ion at curt It',~ ~x>uk dt.prcciat lon Fur  purpo.K.. 
ui  de te rmin ing  the depreciat ion to he appl ied to the 
repr~Jut ' t ion |xJrtitm of rate 5ase. the same rat iu  
~huuld be appl ied as the rat=o of depreciat ion to 
or ig inal  cost For example, if or=ginal co.-t ha~ been 40 
percent depreciated, th is reprcxiuct ion to~t should be 
assumed tu be 40  percent deprec iated 

I t  A pipel ine's exist ing hook depreciated or ig inal  
cost rate base shal l  cont inue for c~t -of -serv ice 
deprec,at ion expense purposes 

el Arkansas Louis iana Gas Co.. a Div is ion of 
Ark la .  Inc. ,  31 FERC | 61,318 (1985). 

¢= Solely for the purpose of f ix ing the s tar t ing 
rate base, actual  ¢a l~ ta l  s t ruc ture  shal l  be the actual  
cap i ta l  s t ruc ture  as of the date of th is opinion. 

Debt guaranteed by the parent should be 
included in the parent*s capital structure. 

For cau~ pending before the Commission. the 
starting rate base should be determined as of the date 
the filed rates in question become effective, tf that 
date is prior to the pipeline's 1983 valuation. 

$1.2(]0 x 2.1% t30% x 7%) - $25.20. 

iv The CommiMion expects the c ~ t  of equity 
capital for oil pipelines will be determined by the use 
of either or bath of the market-oriented or comparable 
e a r n i n g s  s t a n d a r d s .  Both  focus on inves tor  
expectat ions and requirements with respect to 
earnings. 

• t See FARMERS at  15OB n.50. 

I t  See  id.  at  1495 n27 ,  1503 and 1530. 

m Moreover, m~ • r.sae-specifie basis, a pipeline 
will be permitted to argue that  its parent company is 
entitled to compensation for any guarantzes of the 
pipeline's debt. Id .  at  1521. 

s t  Id .  a t  1530. 

I t  I.R.C. §§ 167 and 168 (1982). 

I t  O p i n i ~  No. 154, 21 FERC at  p. 61,656. 

14 FARMERS at  1530 n.80. 

m The court  affirmed the Commitskm', decision 
that  oll pipeline= mut t  exc lude  all deferred tax 
amounts from their rate baaez. FARMERS at  1529, 
1530. The CommiMim~ note= that  it= dech,ion that  oil 
pipel ines are entitled to the full benefit of investment 
tax credits was not  appealed. Opinion No. 154, 21 
FERC at  p. 61.657. and p 61.658. 

e= See Accounting Principle= Board Opinion No. 
I I .  which adopted normalization for 1968 and 
sube~uent  yem~. 

ST A comprehensive statistical demonstration of 
this phenomenot~ appears in Effective Corporate Tax  
Rate= in Iga0, A Special Supplement prepared by the 
Editors of Tag Notes. Arlington. Virginia (1982). 

¶ 61,377 
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61,840 
21"FERC at p O1.656 

5t On Ihe issue of consolidated taxes, the 
Commls~ lun reaf f i rms for now the use of ~ts 
t radi t ional  stand*alone approach. See Opinion No. 
154, 21 FERC at p 61,652, p. 61,653 and Columb~= 
Gulf Tran.~mis#soa Co.. Opmitm No 173. 23 FERC 

61,396 ,Ig63), pet*firm [or review filed sub nora. 
City of Chariot tesvff/e v. F .E  R C,  No. 83-2059 ( D C. 
C i r  Oct  6. 1983). 

eo Opim~n No 154.21 FERC at p. 61.658, and 
p. 61.639 

e* ld. &t p. 61,651. and p. 61,652. 

C i t e d  a s  " 3 1  F E R C  ¶ . . . . "  -'~,) : ls~,~: 
I 

6= l d  a l  p ~ d . 7 ' M  . 3W~ 

fd at p 61.612 

Wilhams Pipe Line Co 30 FERC ",',1.262 
1 ~ 5 )  

u AOPL'$ Motion at 2 

H 5  U S . C . § 3 5 1 , e t s e q .  

17 FARMERS at 1530 

u F . P C  v Hope Natural Ga~ Co.. 320 L" $ 591. 
603 (1944). 

¶ 61,377 s..,w 
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