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Kuvaruk Transt~rtation Comvanv 
Initial Decision 

45 FERC ¶ 63,006 (1988) 

This proceeding involved Commission review of the lawfulness of rates charged for the 
transportation of crude oil by Kuparuk Transportation Company (Kuparuk) on the North Slope 
of Alaska. The Presiding Administrative Law Judge (ALl) issued his Initial Decision on 
October 26, 1988. CKuvaruk Transportation Company, 45 FERC ¶ 63,006). 

The ALI stated that the fundamental issue in this proceeding was whether oil pipelines 
generally, and Kuparuk specifically, had special characteristics which required the application of 
ratemaking principles different than those used to regulate natural gas pipelines and electric 
utilities. (J_d. at 65,042). Although all parties agreed that oil pipelines should receive unique 
treatment in those areas required in Opinion Nos. 154-B and C, the essential dispute in most 
issues concerned whether an oil pipeline should receive unique treatment in all ~e.as of 
ratemaking. Kuparuk argued for treatment different than other regulated pipelines and electric 
utilities now receive. The Commission Trial Staff, the State of Alaska, and Arctic Slope 
Regional Corporation urged the same treatment as applied to the natural gas pipelines and 
electric utilities. The ALJ determined that the regulatory methodology set out in Opinion Nos. 
154-B (31 FERC ¶ 61,377 (1985)) and 154-C (33 FERC ¶ 61,327 (1985)) applied to this 
proceeding to the extent that Kuparuk is an oil pipeline and should have oil pipeline regulatory 
rules applied to it, where required. However, the ALl also found that the Commission has not 
otherwise established a different regulatory framework for oil pipelines. (45 FERC ¶ 63,006 at 
65,044). 
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notwithstanding it i~ not best from an environ- 
mental standpoint, remains open. Also availa- 
ble to the Commission is the option of 
certificating more than one of the applicants-- 
or all of them---and permitting market forces 
to decide which one or more will ultimately 
construct a pipeline. Finally, the Commission 
may, with fidelity to its environmental obliga- 
tions, decide that the EOR market would be 
best served by continuing the status quo, and 
permitting the current intrastate pipeline 
monopoly to persist. 

Another significant thing that emerges from 
this phase of the case is that the Commission 
has before it a Final Environmental Impact 
Statement that is sufficient to satisfy its obli- 
gations under the National Environmental Pol- 
icy Act to examine certain aspects of the 
Mojave and Kern River applications. The evi- 
dence in this exhaustive record tends to sup- 
port the conclusions reached in that FEIS. 

[¶ 63,0O6] 
Kuparuk Transportation Company, Docket Nos. ISSS-9-000 and ORS.~I-000 

Initial Decision 

(Issued October 26, 198S) 

Paul J. Fitzpatrick, Presiding Administrative Law Judge. 
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I. Background 

'['his proceeding involves a review of the just- 
ne:~s and reasonableness of the rates charged 
for transportation of crude oil by the common 
carrier, Kuparuk Transportation Company 
(KYC), under the Commission-developed crite- 
ria in Opinion Nee. 154-B and 154-C, Williams 
Pil~ Line Co., 31 FERC |61,377,  reh'g 
8rented in part and denied in part, 33 FERC 

61,327 (1985). KTC is a partnership made up 
of Kuparuk Pipeline Company" (KPC), BP 
Alaska Pipelines Inc., Sohio Alaska Pipeline 
Company, and Unocal Kuparuk (formerly 
Union Kuparuk) Pipeline Company. KTC 
owns and operates a pipeline system that 
trausports crude petroleum from the Kuparuk 
River Unit (KRU) oil field on the North Slope 
of Alaska to Pump Station No. l of the Trans. 
Alaska Pipeline System (TAPS). Today, the 
facilities include • 24-inch pipeline, above- 
ground supporting structures (vertical support 
members or VSMs), at least two central pro- 
duc:ion facilities (CPFs), a 12-inch and lO-inch 
pipeline system between the CPFs and connec- 
tions with the West Sak and Milne Point oil 
fields. The pipeline system runs approximately 
37 miles, virtually all of which is above-ground. 

Prior to the start-up of the 24-inch KTC 
pipeline system, crude petroleum was trans- 
parted from the KRU through a 16-inch pipe- 
line then owned by KPC, a wholly owned 
subsidiary of Atlantic Richfield. The 16-inch 
pipeline system commenced operation in 
Deccmher, 1981, by transporting up to 138,000 
barr.~ls of oil per day from lhe KRU to TAPS. 

¶ 63,006 

In the summer of 1981, it became evident 
that available throughput would likely exceed 
the cap~city of the 16-inch line by late 1964 or 
1985. Plans were therefore made to add a new 

• 24-inch pipeline parallel to the 16-ineh pipe- 
line, both resting on T-shaped vertical support 
members. KPC sought partners for a joint yen- 
ture to construct and operate a 24-inch pipe- 
line resulting in subsidiaries of British 
Petroleum, the Standard Company of Ohio, 
Atlantic Richfield and Union Oil Company of 
California signing a Partnership Agreement 
which formed KTC. 

Full construction of the Z4-inch pipeline sys. 
tern began in the spring of 1983, and KTC 
commenced operations on October 6, 1984. 
Upon start-up of the 24-inch system, KPC sold 
the 16-inch pipeline to Oliktok Pipeline Com- 
pan), (Ol/ktok). KTC purchased the VSMs and 
CPFs from KPC, KPC having used them in 
connection with the 16-inch pipeline. Oliktok 
rents space on the KTC-owned VSMs. The 
acquired facilities cost $57.9 million while the 
newly constructed facilities cost ~3 .7  million 
for a total arms carrier property in service 
amount of $121.6 million at the commence- 
ment of operations. 

Since the start-up of operations, the 24-inch 
pipeline system has operated with very few 
interruptions in service. For example, during 
1985, there were only three slow-down inci- 
dents and two shut-down incidents. Exh. KTC 
3-5. Throughput has been continuously increas- 
ing since start-up, having risen from approxi- 

Federal Eneq D, Ouldelln4s 
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mately 1(o2,003 barrels per (lay' during 1984 to 
274,000 barrels per day during 1986. 

n .  P r o c e d u r a l  H i s t o r y  

Before the 24-inch pipeline became opera- 
tional, KTC filed with the FERC an "Adoption 
Not ice"  dated October 3, 1984, adopt ing 
KPC's original tariff of 69 cents per barrel. On 
December 4, 1984, KTC filed revised tariff 
sheets in Docket No. IS85-9-(.O0 which reduced 
the rate to 61 cents per barrel for movements 
through the KTC line to Pump Station No. 1 
and established a new discount rate of 55 cents 
per barrel for shipments from the West Sak 
connection to TAPS. Under KTC's tariff, ship- 
ments from all origin points from which no rate 
is stated are charged the rate in effect from the 
next most distant point, and thus, shipments 
from the Milne Point connection, which is 
downstream from the West Sak connection, 
were charged the same rate as West Sak ship- 
ments from their commencement in late 1985 
until their suspension) KTC filed this revised 
tariff prior to the June 28, 1985 issuance of 
Opinion No. 154-B. 

On J a n u a r y  3, 1985, in Docke t  No. 
IS85-9-000, the State of Alaska ("the State") 
protested the changed rate and sought an 
investigation of the revised tariff, and further, 
filed in Docket No. OR85-1-000 a complaint 
and petition for investigation of the existing 69 
cent per barrel rate that had been in effect 
from October 3, 1984 through January  14, 
1985. After consideration of the State's protest, 
the FERC's  Oil Pipeline Board suspended the 
proposed rate change for one day, allowed it to 
go into effect subject to refund, and instituted 
an investigation. Subsequently, by order issued 
June 5, 1985, the Commission set for hearing 
the complaint filed by the State concerning the 
69 cents per barrel rate and at the same time, 
consolidated the Docket No. OR85-1-000 com- 
plaint proceeding with the already established 
investigation in Docket No. IS85-9-003. 31 
FERC ¶ 61,269 (1985). 

The intervenors in this proceeding include 
the Arctic Slope Regional Corporation (ASRC), 
Conoco, Inc. (Conoco), the Association of Oil 
Pipe Lines (AOPL), Phillips Pipe Line Com- 
pany (Phillips), and the Alaska Public Utilities 
Commission (APUC). 

The first prehearing conference was held dur- 
ing February 1985. The parties requested that, 
because of the pending Williams proceeding 
before the Commission, the Presiding Judge 
defer fixing a procedural schedule until a pro- 
posed June 1985 prehearing conference. The 

request was granted subject I o  a monthl.v sta- 
tus reporting procedure. 

On May 30, 198.5, the parties submitted a 
motion to postpone the prehearing conference 
set for June 5, 1985 until 30 days after the 
Commission issued its Williams decision. The 
motion was granted subject to a continuation of 
the monthly status reports. 

After the June 28, 1985 issuance of the Com- 
mission's Opinion No. 154-B in Williams, the 
Presiding Administrative Law Judge called a 
prehearing conference to discuss the issues and 
procedures for these proceedings. The procedu- 
ral schedule, adopted in an order issued August 
16, 1985, provided for two rounds of discovery, 
a joint s tatement  of the issues, company open- 
ing and rebuttal testimony dates, testimony 
filing dates for protestants and FERC Staff, 
and a hearing date. 

Discovery proceeded through the spring of 
1986. A number of potential disputes regarding 
the scope of discovery were resolved by a com- 
prehensive stipulation entered into by all the 
parties. Tha t  stipulation, which the Presiding 
Judge approved with certain conditions on Jan- 
uary 24, 1986, also included certain substan- 
tive agreements which removed the necessity 
to provide independent evidence on various 
factual matters. The parties also resolved dis- 
putes involving the second round of discovery. 
On March 28, 1986, the parties submitted a 
joint s tatement of issues. 

In early 1986, the APUC requested that the 
interstate proceedings before the FERC be con- 
solidated with similar proceedings involving 
the intrastate transportation of crude oil by 
KTC. On April 1, 1986, the Commission issued 
an order establishing concurrent proceedings. 
Kuparuk Transportation Co., IS85-9-000 and 
OR95-1-000, Order Establishing Concurrent 
Proceedings,  April  1, 1986. The par t ies '  
presentations to the two agencies ultimately 
diverged on a number of issues. The concept of 
concurrent hearings therefore was abandoned, 
and the APUC and FERC hearings proceeded 
independently. 

KTC filed its direct testimony and exhibits 
of eight witnesses on May 15, 1986. On August 
1, 1986, direct testimony and exhibits were 
filed by the State of Alaska (six witnesses), the 
Arctic Slope Regional Corporation (one wit- 
ness), and Conoco, Inc. (one witness). FERC 
Staff filed the direct testimony and exhibits of 
eight witnesses on August 29, 1986. The rebut- 
tal testimony and exhibits of eight witnesses 
were filed by KTC on October 14, 1986. 

On October 28, 1986, the State, KTC, ASRC, 
Conoco and Staff submitted trial briefs. The 

! To this judge's knowledge, production from the 
Milne Point field has been indefinitely suspended, and 

production from the West Sak Pilot Project has been 
terminated entirely. KTC Initial Brief at 11. 

FERC Reports ¶ 63,006 
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hearing cummcnccd ~,n November 4, 1986 and 
"continued until Nox ember 26, 19~5. prOducing 
a total of 19 x.olum, s and 1,921 pages of tran- 
script and more than 300 exhibits. 

The Presiding Judge ordered the evidentiary 
record officially clo~cd on December 10, 1986, 
and a subsequent motion to reopen the record 
to receive a late exhibit was denied on January 
30, 1987. 

Simultaneous initial briefs were filed on Feb- 
ruary 17, 1987 and simultaneOus reply briefs 
on March Z3, 1987. 

I IL  Applicat ion of Opinion No. 154-B 

A. Positions of the ponies  
The fundamental issue underlying each of 

the technical controversies involved in this prO- 
reading is whether oil pipelines generally and 
KTC specifically have special characteristics 
which require tha t  different  regu la tory  
ratemaking principles, other than those used 
by the CommiSsion to regulate natural  gas 
pipelines and electric utilities, be applied. 
While the protestants (State of Alaska, ASRC, 
and Commission Staff) assert that oil pipelines' 
rates must be "just and reasonable" and there- 
fore are regulated in generally the same man- 
ner as natural  gas companies and electric 
utilities, KTC argues that  the Commission 
intends to treat oil pipelines differently from 
other reguLatecI pipelines and electric utilities 
reflecting the historical treatment of oil pipe- 
lines as common carriers under the Interstate 
CommerCe Act. 49 U.S.C. § 1 et seq 

In reviewing the proposed rates, the impor- 
tance of part icular  Commission decisions, 
known as Opinion Nos. 154-B and 154-C and 
more formally referred to as Williams Pipe 
Line Company, becomes clear after a brief dis- 
cussion of oil pipeline history. Williams Pipe 
Line Company, Opinion No. 154, 21 FERC I 
6L260 (1982.), reh'g denied, 22 FERC ¶ 61,086 
(1(363), rev'd and rem'd Farmers Union Cen- 
tral Exchange, Inc. v. FERC, 734 F.2d (D.C. 
Cir. 1978), cert. denied sub nora. Williams Pipe 
Line Co. v. Farmers Union Central ExcJulnae, 
Inc., 105 S. Ct. 507 (1c~4); Opinion No. 154-B, 
31 FERC ¶61,377 (1~5);  Opinion No. 154-C, 
33 FERC ¶ 61,327 (1965). 

The Interstate Commerce Commission (ICC) 
was first given jurisdiction over oil pipelines in 

FERC ¶ " 4o7 11-17~8  Cited as "45 . . . .  

the ICC'b iurisdicti°n 1o include interstate 
common carrier transporters of oil by pipeline. 
The Act prohibits oil pipelines from charging 
unjust and unreasonable rates, 49 U.SC. § 1 
(5), and from causing any undue or unreasona- 
ble discrimination or preference. 49 U.S.C. § 
3(1). Unlike natural gas pipelines, however, oil 
pipelines are not required to obtain permission, 
in the form of certificates of public convenience 
and necessity, before the commencement of 
operations (compare, e.g. 15 U.S.C. § 717f(c)), 
cannot be compelled to extend facilities or 
make particular physical connections (com- 
pare, e.g., 15 U.S.C. § 717f(a)), and do not 
need approval to terminate or permanently 
abandon service (compare, e.g., 15 U.SC. § 
717f(b)). Moreover, statutory provisions con- 
trolling interlocking directorates, mergers and 
similar aspects of business operation do not 
apply to common carrier oil pipelines. 

In its regulation of oil pipeline rates, the ICC 
adopted an approach that became known as 
the "ICC valuation methodology." This meth- 
odology, which evolved from a series of cases in 
the 1940 s, was built around the statutory 
requirement that the Commission determine 
each pipeline's "valuation"'1 pipeline valua- 
tion has long been calculated through a 
formula that  includes a weighted average of 
the pipeline's original cost and its "cost of 
reprOduction new." The cost of reproduction 
new element results from trending the original 
cost by individualized price indiceS. 

The ICC historically employed the pipeline 
valuation as the regulatory rate base in assess- 
ing the reaaonableness of pipeline rates. This 
ICC valuation methodology thus served as the 
basis for oil pipeline ratemaking virtually 
without challenge until the 1970's, when a 

group of midwestern shippers objected to the 
rateS charged by the predecessor of the William 
Pipe Line Company. The shippers challenged 
not only the specilic rates included in Wil- 
liams' tariffs, but aim the underlying ICC val- 
uation methodologY. The ICC approved the 
challenged rates,4 but instituted a rulemaking 
proceeding to as.Seas the continuing validity of 
its traditional ratemaking app r°ach's 

While both the rulemaking proceeding and 
the shtpper petition for review of the ICC's 
decision approving the Williams rates were 
pending, the Dep~rtment of Energy Organizs- 

19(36, when the Hepburn Act, 35 Stat. 584 tlon Act was passed, transferring regulatory 
(19C6), codified at 49 U.S.C. § ! (b), extended responsibility over oil pipelines from the ICC to 

' PetroJeum Products, Williams f~thers  Pipe 
z Reduced pipeJine RateJ & Gat/w.r/r~ Ctuu'l~, Line Co., 355 I.C.C. 479 (1976). 

Z43 LCC 115 (1940), reopened, 272 IC.C. 375 
,19445); Rail Shippers Association v. Ahfm 7 Southern 
gadJnald, 243 I.CC. 589 (1941); Minneh~ Oil Corp. 
v. Con~nenud pipe Lioe Co., 258 I.CC 41 (1944). 

3 49 U.S.C. § 19a. 

¶ 63,006 

Eot Paste No. 308, Valuation .olCommon Carrier 

/,/pellneL 
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the FERC.  6 Shortly thereafter ,  the F E R C  
requested that the U.S. Court of Appeals 
remand the petition for review that had been 
filed following the ICC's  Williams decision, so 
that  the newly formed agency could examine 
for itsclf the generic methodological question 
raised by the Williams rate case. The Court of 
Appeals agreed to the remand. 7 

On remand, following a wide range of exten- 
sive presentations from carriers, shippers and 
government  entities, the Commission issued its 
Opinion No. 154. s T h a t  decision included a 
thorough discussion of the history and special 
a t t r ibutes  of the common carrier  oil pipeline 
industry. I t  concluded, based on that  discus- 
sion, that the essence of the ICC valuation 
methodology well served all of the interests 
directly concerned with oil pipeline rates, and 
therefore should be retained as the governing 
oil pipeline ra temaking  standard.  9 

The Court of Appeals subsequently vacated 
Opinion No. 154, in the decision, that  has  
become known as Farmers  Union II. tO The 
Court there found that  Opinion No. 154 had 
not adequately responded to its earlier remand 
m'der, in large par t  because in the Court 's  view, 
tbe  C o m m i s s i o n  bad  not  s a t i s f a c t o r i l y  
explained why it had retained the valuation 
approach rather  than adopting • cost-based 
alternative.  It 

Opinion No. 154-B, issued June  28, 1985, 
embodies the Commission's  respeese to F~rm- 
ere Union II. While sett ing f~rth a policy favoc- 
ins case-by-ca~e rosoiutimt of • number  of 
impor tan t  r a t e m a k i n g  issues, Opinion No. 
154-B announced certain "generic  principles" 
that  would apply generally in oil pipeline rate  
proceedings. Most important ly ,  the Opinion 
rejected •pp]icatiou of the traditional orislnal 
cost methodoiogy that  the Commission ee~tin- 
ues to employ in assessing natural  gas  pipeline 
s a d  electr ic  rates.  Ra the r ,  i t  adopted an  
approach grounded in t rended original cost 
CI'OC), whereby the  Commission ~ g h t  to 
trend the original cost rate  base to reflect infla- 
tion, with return calculated by applying • 
"real" (i.e., without inflation) rate  of re turn to 
the trended ra te  b~tse. ~ The Commission did 

e 91 Star. ~5.5, 4Z U.&C. | 7155. 
Farmers U m  C~trsJ ~ v. FF.RC S84 

F.?.d 4015 (D.C. Cir. 19~) ,  cert. c l a u ~  439 U.q. 995 
(1978) ( "F ,  rnm= Unim/"~  

• s WH/hu~, P/pe Line C~, 21 FERC 1161,260 
(1982), ~c~tod sub ~ m .  F#tmen, U ~  ~ 

v. FERC 734 Y2d 1486 (D.C. Cir. I ~ ) ,  
de•ted, 469 US. 10~14 (Ig84). 

s The Commission did fred cerU~ pr~lema with 
particular elements of the valuation m e t h ~ ,  
especially its apprmKh to rate of retrain. 21 FERC st 
pp. 61,641-50. With rtsard to the fundamental rats 
b s~  coostruct, hov.n, er, the Commhm~ e x p ~ y  

t l l t c  b w w t s  

not adopt a pure TOC methodology, however• 
Instead, it elected to trend the original cost 
rote base only to the extent that it deemed the 
investment  to have been financed with equity 
funds; the portion of rate base deemed to have 
been financed with debt is kept  at original cost 
and allowed a nominal debt return. 

Following a number  of petitions for rehear- 
ins ,  the  Commiss ion  issued Opinion No. 
154-C. t3 T h a t  ruling modified Opinion No. 
154-B principally in regard to its t rea tment  of 
interest expense fo¢ income tax purpo6es. In  all 
other significant respects, the Commis&ion con- 
f i rmed the approach outlined in Opinioc No. 
154-B, thus  leaving it  as the presumpt ive  
framework for Commission rate analysis. No 
case applying Opinion No. 154-B to specific 
rates has yet  been decided by the Commission, 
and no judicial challenge to the general rules 
set forth in the opinion survives. 

The part ies  in this proceeding begin the pres- 
entation of their differences by professing their  
d i s a ~ , e m e n t  over the applicabili ty of Opinion 
No. 154-B to KTC ' s  pipeline. On the one hand, 
KTC argues that  Opinion No. 154-B and its use 
of • TOC methodology for calculating rate  
base, was meant  to apply  generally to all oil 
pipeline rates. On the other hand, Staff, the 
State  of Alaska and ASRC all a rgue tha t  
because Kuparuk  is • monopoly pipeline, the 
stated rationale of the W///htms opinion cannot 
be applied to K T C ' s  rates. 

Mote specifically, although Staff  applied the 
"Opinion No. 154-B methodology" (i.e., the 
TOC method), it did so " inasmuch u it  cur- 
rent iy represents the latest general Commis- 

policy towards all oll pipelines." However, 
Staff  qualifies its posltion by stating: 

We therefore take no position on the specific 
issue as  to whether  Opinion No. 154-B 
appiles to oll pipelines that  face no competi- 
t i ~ ,  such u KTC.  H o b ' v e t ,  if  the Commis- 
sion de t e rmines  not to app ly  the  TOC 
a p p r ~ c b  to KTC,  Staff  r e secv~  the r ight  to 
recommend an  ocisiuai cost or some other 
a l ternat ive  methodoicgy and revise its pro- 
posed tariffs  aceefdinsly.  

rma/n~d the wduat/on appr~ch and rejL~'~d ~e or~- 
imd cmt ra~ he~. 

to Fro'am-= Ua~e C~Ual ~ v. F~.RC, 
;34 W2d 1 ~  (D.C. C~. 1~4), ~rL ~ 469 U~. 
1034 (1964) ("Yarmm~ Un/~  H"). 

It ,~e, e.i., 7~4 F.2d ot ! S(~. 

" I n  ceatrag, otis/hal ¢mt ratemaldnZ am~ss a 
"nominal" (L~, including inflatioa) rate of r~turn to 
an uninflstsd rsts bs~.  

u W ~  Pipe L / ~  C~, 33 FEaC | 6 1 ~ 2  
(1~S5). 

¶ 63,006 
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Staff Initial Brief at 8 
The State of Alaska is Firmer in its rejection 

of Opinion No. 154-B's rationale for using the 
TOC methodology in the case of KTC. The 
State, arguing that the stated rationale for the 
use of TOC in the Williams case was so that  
newer pipelines can compete with older ones, 
reasons that  because KTC is a monopoly, this 
rationale does not apply in this case. However, 
the State nevertheless "has  a t tempted  to calcu- 
late tariffs on the basis of its understanding of 
Opinion 154-B," State Initial  Brief a t  25, and 
thus has calculated rates on the basis of TO(:.  
The State varies from Opinion No. 154-B by 
using accelerated, as opposed to straight-line 
depreciation, hich, according to the State, 
"causes KTC -ate profile to resemble that  
resul t ing f:  i a deprecia ted  original cost 
(IX:K:) meth,,~ .,ugy. ' ld. a t  21. Therefore, the 
State has a t tempted  to follow the guidance 
found in Opinion Nos. 154-B and 154-(: to 
calculate KTC ' s  rates or has, where permit ted 
by those opinions and on the basis of specific 
record material ,  argued for a case-specific 
departure from the general policy in those deci- 
sions, ld. at  22-23. 

ASRC stands alone in its complete rejection 
of the applicabili ty of Opinion No. 154-B to 
this proceeding. Stat ing that  the policy which 
should be adopted in this proceeding is a meth- 
odolegy that  will encourage competition in pro- 
duction of Alaskan resources in the future, 
ASRC urges adoption of traditional depreci- 
ated original cost (DOC) methodology. The 
underlying reason for ASRC's position was 
explained by its witness Professor Sharon 
Oster: 

Thus,  production decisions are likely to 
become increasingly sensitive to tariffs as 
t ime progresses. This  suggests that  i declin- 
ing tar iff  s t ream would be preferable. Declin- 
ing tariffs would promote greater  extraction 
and development of oil in the future, given 
expectations concerning the likely rise of 
extraction costs in the future. 

ASRC Initial  Brief a t  10. 
ASRC explains that  a TOC methodology 

would produce tariffs which are lower than the 
DOC tariffs in the early period and higher in 
the later period. ASRC wants to avoid this 
result because "[r]elat ively higher tariffs in the 
later years  of pipeline operations will discour- 
age exploration, development and production 
from marginal  resources and also will have an 
anticompeti t ive impact  that  F E R C  must  con- 
sider." Id. at  11. 

In a fall-back position, ASRC argues" that  if 
Opinion No. 154-B is applied to K T C  and a 
TOg: methodology is adopted, a "front-leaded" 
or accelerated, ra ther  than a straight-line,  
method of depreciation should be used so that  
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the carrier may recover substantially all of its 
investment in the early years of operations. 
resulting in lower tar iff  levels in later years. 
This  would "mi t iga te  the adverse effects on 
resource development of relatively high tar iff  
levels in later years of pipeline operations." Id. 
a t  12. ASRC notes that  except for F E R C  Staff, 
all of the part ies in this proceeding that  have 
addressed the issue have proposed a "front- 
loaded" method of depreciation. 

Standing in opposition to Staff  and the other 
parties, KTC criticizes the protestants '  depar- 
ture from Opinion No. 154-B, s ta t ing its belief 
that  the Opinion meant  to apply TOC gener- 
ally for all oil pipelines. Noting the flaws of 
each of the methods proposed by protestants,  
KTC argues that  the protestants! approach 
"denies KTC ' s  investors a fair  opportunity to 
earn reasonable revenues from their invest- 
ment ."  K T C  Initial  Brief a t  26. 

I determine that  Opinion Nos. 154-B and 
154-C do apply to this proceeding for the o ~ i -  
ous reason that  being an oil pipeline, KTC 
should have  oil pipeline regu la to ry  rules 
applied to it. Further,  the Commission has not 
established different regulatory frameworka for 
oil pipelines depending upon the degree of com- 
petition involved. Reargumont  of the Williams 
case will not be considered here. • 

Finally, KTC brings up the question of bur- 
den of proof and submits  that:  

While K T C  m a y  bear  the burden wi th  
respect to its changed full-line 61-coat rate, 
which became effective Janua ry  16, 1985, i t  
does not bear the burden of proof with regard 
to either its initial fun-line 69-coat rate  
(which was in effect from October 3, 1984 
through J a n u a r y  15, 1985), o r  its initial 
intermediate-point 55-coat rate, which went 
into effect on January  16, 1986. 

Id. a t  28 (references to record omitted). 
All of the part ies agree that  the State bears 

the  burden of proving tha t  K T C ' s  initial  
69-cent rate  effective for the period October 3, 
1984 through Janua ry  15, 1 ~ 5  is unjust and 
unreasonable. Furthermore,  K T C  bears the 
burden of proving the justness and reasonable- 
ness of its 61-cent rate for the period January  
16, lg85 through the present, since it advo- 
cates this change to its tariff. As to the 55-cent 
intermediate-point  rate, which went into effect 
on Janua ry  16, 1986, KTC argues that  it does 
not have the burden of proof because it  is an 
initial rate rather  than a change in rate. KTC 
Init ial  Brief a t  28-29. Because service from 
West  Sak had been performed on oc before 
January  15, 1986, the 55-cent rate cannot be 
considered an initial rate just  because it is a 
new rate. Instead, the new changed 55-cent 
rate is s imply part  of a convention from a one- 
part  69-cent rate to a two-part rate compriaed 
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of the Ol-cent and 5.;-cents. Therefore, KTC 
also bears the burden of proof as to the 55-cent 
rate. 

KTC further submits that, because the ini- 
tial 69-cent rate was never suspended, the 
State of Alaska, as complainant, bears the bur- 
den of proving actual damages. KTC argues 
that there is nothing in the record from which 
the Commission can infer the fact of damage  or 
calculate its measure, therefore no relief can be 
granted for the period prior to J anua ry  16, 
1 ~ 5 .  KTC Initial Brief at 30-31. The State is 
correct that  K T C ' s  a r g u m e n t  ignores the 
State 's  monetary interest in this proceeding, 
i.e., its royalty and tax interests. State Reply 
Brief at 4-5; see State Initial Brief a t  7-9. 
Therefore, KTC ' s  a rgument  is rejected. 

IV.  R a t e  B a r n  

In the first step of the development of an oil 
pipeline carrier 's  rates, the Commission must  
determine the value for rate base on which the 
carrier is entit led to earn • return. Specifically, 
development of KTC ' s  rate base for regulatory 
purposes involves first a determination of the 
amount  of gross carr/er property in service, to 
which adjustments  must  he made  for allowance 
for funds used during construction (AFUDC),  
accumulated deferred income taxos (ADIT),  
working capital, the unamortized amount  of 
the State of Alaska investment  tax credit, accu- 
mulated depreciation amounts  and accumu- 
lated reserves for dismantling, removal and 
restoration (DR&R) expenses. Finally, pursu- 
ant  to Opinion No. 154-B, the equity portion of 
the rate base must be trended or written up to 
reflect the effects of inflation. " State Init ial  
Brief a t  25-26. I t  should he noted tha t  "star t-  
ing  r a t e  b a s e " ,  see  31 F E R C  a t  pp.  
61,835-61~36, need not be determined,  for 
KTC is a new pipeline that  was never regu- 
lated under the ICC's  valuation methodology. 

The State and Staff  accept the beginning 
carrier property balance claimed by KTC.  See 
Exh. F E R C  18-1; Exh. KTC 4-10, Schedule 1, 
Exh. KTC 4-19, Schedula I;  Exh. AK 17-11, 
Schedule 13. However,  the t~trttes d l ~ g r e e  
over issues regarding the calculation for trend- 
ing rate bass, the method and rate= for calcu- 
lating AFUDC, the calculation and t iming of 
A D I T  related to both the property acquired 
from KPC and that  co~ t ruc ted  by KTC,  the 
amoun t s  of cer ta in  working cap i ta l  i t ems  
including materials  and supplies and  prcpay- 
menUh and the •monna of accumulated depre- 
ciation. These issues are taken up below. 

A. Carrier Property Balances 

The State, Staff  and KTC all agree on the 
gross carrier property balances submit ted by 

~f.a¢ ~ m r t =  

K T C  for constructed property, as well as for 
the property acquired from KPC See Exh. 
F E R C  18-I; Exh. KTC 4-I0, Schedule I; Exh  
KTC 4-19, Schedule I; E x h  AK 17-II,  Sehed- 
ule 1-3. The carrier property  amounts are 
shown by year (1964, t985 and 19~5) and are 
grouped according to whether KTC acquired 
the property from KPC or whether KTC con- 
structed the property. Id. 

An issue does arise as to the acquired prop- 
erty. In  O c t o ~ r ,  1984, KTC acquired for $57.9 
million some of KPC ' s  assets used for the 
16-inch pipeline, namely the VSMs and the 
CPFs.  KTC argues that the purchase price, 
measured by the original construction cost less 
accrued depreciation on KI>C's books, should 
be reflected in K T C ' s  rate base. Staff and the 
State, on the other hand, want to deduct from 
this purcbass price the balance on KPC's books 
for accumulated deferred income taxes associ- 
ated with the transferred property. Thus, the 
issue is whether or not the Commission should 
recognize the existence of the deferred tax 
reserves associated with the transferred prop- 
erty. 

Initially, a question as to the burden of proof 
ha= been raised by the part/ca, i.e., who has the 
burden to show whether or not KPC had a 
deferred tax balance for the transferred assets. 
K T C  Initial  Brief at 89.90;, Staff  Initial  Brief 
a t  .58 n.2; K T C  Reply Brief a t  19. KTC main- 
tains that  because KPC ' s  rates were settled, 
and the set t lement agreement  did. not indicate 
whether KPC bad a deferred tax balance, Staff  
has the burden to show that  KPC's  rates were 

on normalization (which would have 
required an A D I T  account) and not on • flow- 
through policy. K T C  Init ial  Brief at 90. I t  need 
not be decided here whether KPC' s  rates were 
I:mssd on nm~nalization. Wha t  is important  is 
that  KTC,  the pa r ty  in peueufion of KPC's  
books of account, doe= not challenge Staff 's  
calculation of deferred m e t  for the transferred 
property. Staff  Init ial  Brief a t  58 n2,. I t  is too 
late in the game  for KTC ' s  a rgument  to be 
taken seriously, especially given the fact KTC 
ha= the information nece~tary to prove its alle- 
gations a t  it* dlspmal. ,fee Campbell v. U..S., 
365 U.S. 85, 96 (1961) (where par ty  A argues 
that  pa r ty  B did not prove 'something',  when 
that  'something'  was peculiarly in the knowl- 
edge and poassssion of par ty  A, fa i rneu  dic- 
ta tes  that  the burden of proof is not upon par ty  . 
B). 
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As to the merits, Staff and the State argue 
that the A D I T  balance t4 should follow the 
transferred property to the transferee because 
to do otherwise would leave the rate base artifi .  
cially inflated and simply provide a windfall to 
]KTC Even  worse, they argue ,  i t  would 
encourage regulated companies to engage in 
similar tax-free exchanges of property simply 
or primarily for the purpose of writ ing down 
/t-DIT balances and thereby inflating rate base 
h'vels and income tax expenses. Staff  Initial 
Brief at 53; see Exh. AK 15-0 at 10-11. Fur- 
thermore, both Staff  and the State mainta in  
that regulatory precedent dictates that  the 
A D I T  balance applicable to the transferred 
p:oper ty  should follow that  property. See El 
Paso N a t u r a / G a s ,  33 F E R C  1T 61,099 (1985). 

They  fur ther  a rgue  tha t  K T C  did not 
"l)urchase" this property from KPC as K T C  
co,tends, but instead, KPC transferred the 
property to KTC as its owner's contribution to 
tl'e KTC partnership. As evidence for this, 
riley assert that  the Partnership Agreement 
s~ecifically recognized the tax depreciation 
that resulted in KPC's  deferred tax balance, 
and that  the A/~reement viewed the transfer as 
a contribm/on, not a purchase. Staff  Initial  
Brief at 56-59. The consequences of the distinc- 
tion between a "purchase"  and a " t ransfer"  is 
that: 

[a) purchase is a taxable event that  permits 
the purchaser to take the purchase price as 
~is tax depreciable basis. Internal  Revenue 
Code § 1Og(bXl) and § 1012• In contrast, a 
:ontribution is not a taxable event and, as a 
,:onsequence, the contributee assumes the 
~mme tax basis as the contributor. Internal 
• evenue Code § 168(f)(10) and § 723. 

[ d  a t 6 1  n. 76. 

~ T C ,  on the other hand, contends that  its 
mt thod of valuing the transferred property fol- 
lows proper accounting and va lua t ion  princi- 
ples, KTC Init ial  Brief at 35, although it notes 
that it is not suggesting that  accounting princi- 
ples are controlling for ra temaktns  purposes. 
Id. at  35 n. 31. KTC argue& that  the full 
purchase price should be recognized when a 
pu:cbase is made at  a rm's  length, and the 
cu.'tomers receive a benefit from the acquisi- 
rio;t; KTC maintains  that both conditions have 
be~n met here•/'d, at  35-36. 

/although the "purchase"  may  have been 
made at a rm's  length, the customers did not 

FERC ¶ . . . .  " ~7  l l . 17~  

receive a benefit from the acquisition, for the 
VSMs and other assets provide the same func- 
tion for the same shippers as they did in the 
hands of KPC. State Initial Brief a t  57. The 
fact that  more oil can be shipped through the 
24-inch pipeline than through the 16-inch pipe- 
line was not caused by an increased "effi- 
ciency" in the transferred assets. Staff  Initial 
Brief a t  .58 n. I. The State and Staff  are also 
correct that  form should not be allowed to 
dictate the substance of a transaction. Id. at  
57; State Initial Brief at 58. Furthermore, KTC 
admi ts  that  accounting principles do not con- 
trol in a ra temaking proceeding. Therefore, 
K T C ' s  position that  A D I T  should not be 
deducled is rejected. 

Alternatively, KTC argues that  if the Com- 
mission determines that  the A D I T  balance 
should be deducted, the State 's  and Staff 's  pro- 
pmal to reduce KPC's  net book value by A D I T  
would deprive KTC of the rate base to which it 
is entitled under Opinion No. 154-B. KTC pro- 
poses tha t  the  A D I T  should ins tead  be 
deducted from the "regulatory value"  of the 
purchased assets, which is a much higher 
amount  than net book vaFue since it includes 
A F U D C  and other costs unaccounted for in net  
book value• KTC Initial  Brief a t  37-38. KTC 
notes that  comput ing the regulatory value 
would 

require not s imply a selective adjustment  to 
purchase  price, but  ra ther  an elaborate 
recomputation of KPC's  rate base under the 
methodology in effect at  the t ime of KPC' s  
operation (i.e., Opinion 154), because no reg- 
ulatory value was ever set for KPC's  assets. 
(Hildahl Rebuttal,  Exh. KTC-10-1, at  29.) 

Id. a t  34. 

Staff has two responses to KTC's  al ternat ive 
"regulatory value"  methedology. Staff  Init ial  
Brief a t  58-60. First,  Staff  states that it tried to 
get da ta  from K T C  to calculate an AFUDC 
allowance, but  KTC specifically denied the 
request. Id. at  57. Second, Staff  maintains  that  
if  KTC believed that  calculations for trending 
and A F U D C  on the transferred property were 
appropriate where A D I T  was to be deducted, 
then  K T C  should have  ca lcu ia t ad  those 
allowances for the record and had ample oppor- 
tuni ty  to do so since it had the necessary infor- 
mation, ld~ at 60. 

Although Staff  and the State are correct that  
A D I T  should follow the transferred property to 

14 The State calculated KTC's AD1T balances, 
after reducing the transferred property amount to 
refl,-.ct the rton-juritdicttonat usage iN~,  tee Section 
%'I, infra, to be $14.7 million for federal taz purpm~ 
and $1.3 million for state tax purpm~. Exh. AK 17-6, 
Sch I, L. II ,  21, 22. The State notes that "if the 
Scale's argument on non-jurisdictional usage ]s not 
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accepted, tee amount of federal and state ADIT auo- 
ciated with the transferred property should then be 
$18.0 miliion and $1.1 million respectively," State 
Initial Brief at 54 n.71, which falls within KTC wit- 

Hilda~'s a ~ t e  ~ t  o{ between $19-20 
million. Tr. at 1034-35. 
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the  t r ana fc rce ,  K T C ' s  a r g u m e n t  t ha t  a n y  
deduc t ion  of A D I T  should be made  aga ins t  
" r e g u l a t o r y  va lue" ,  r a the r  than  K P C ' s  booked 
net  or ig inal  cost, is also sound and  not chal-  
lenged by, e i ther  Staff  or the S t a t e  on the mer-  
its. But ,  as  no ted  above ,  the  record  i t se l f  
con ta ins  no ev idence  from which to c o m p u t e  
the  " r e g u l a t o r y  v a l u e "  of the  t r a n s f e r r e d  
assets .  Therefore ,  for the purposes  of th is  pro- 
ceeding,  K T C  mus t  bear  the  adver se  conse- 
quences  of i ts fa i lure  to provide  Staf f  wi th  the  
needed in fo rma t ion  or to ca l cu la t e  the regula-  
tory  va lue  itself.  Fa i rnes s  d i c t a t e s  this  resul t  
g iven the fact  t ha t  K T C  was in sole possession 
of this  i nd i spensab le  in fo rmat ion .  See Town of 
Highlands, N.C. v. Nantahala Power & Light 
Company, 37 F E R C  ¶ 6 1 , 1 4 9 ,  a t  p. 61,357 
(1986) ( fac t s  pecu l i a r ly  wi th in  the knowledge  
of a p a r t y  mus t  be proven  by  t h a t  pa r t y ) .  
S ta f f ' s  and  the S t a t e ' s  v a l u a t i o n  me thodo logy  
is thus  he reby  adop ted ,  n a m e l y  t h a t  A D I T  
should be d e d u c t e d  from the booked deprec i -  
a t ed  or ig inal  cost of the t r ans f e r r ed  p r o p e r t y .  

B. Trending Methodology 

In  O p i n i o n  No. 1 5 4 - B ~ . t h e  C o m m i s s i o n  
a d o p t e d  a modif ied  t r ended  or ig ina l  cost  (TOC)  
a p p r o a c h  for c a l c u l a t i n g  the  ra te  base  and  r a t e  
of r e tu rn  issues for oil p ipel ines .  U n d e r  t h a t  
app roach ,  which f u n d a m e n t a l l y  dif fers  from 
the  t r a d i t i o n a l  gas  p i p e l i n e  coo t -o f - se rv ice  
me thodo logy  and  the LC.C. ' s  o i l  p ipe l ine  va lua -  
t ion method ,  the e q u i t y  por t ion  of r a t e  base  is 
t r ended  or w r i t t e n - u p  for in f la t ion  while  the  
deb t  por t ion  is t r e a t e d  on a d e p r e c i a t e d  origi-  
nal  cost basis.  The  r e tu rn  a l lowance  compr i ses  
a real  e q u i t y  r e t u r n  on the e q u i t y  share  of r a t e  
base  and  a nomina l  deb t  cost  on the d e b t  share .  
Opin ion  No. 154-B descr ibes  the  p rocedure  for 
t r end ing  the e q u i t y  port ion,  of r a t e  base  as  
follows: 

F i r s t ,  TOC, jus t  l ike net  d e p r e c i a t e d  or ig ina l  
cost, r equ i r e s  the d e t e r m i n a t i o n  of a . n o m i n a i  
( i n f l a t ion - inc luded)  ra te  of r e t u r n  on e q u i t y  
t ha t  ref lec ts  the p ipe l ine ' s  r isks and  i ts  corre- 
spond ing  cost of cap i t a l .  Next ,  the  in f la t ion  
c o m p o n e n t  of t ha t  ra te  of r e tu rn  is ex t r ac t ed .  
Th is  leaves  wha t  economis ts  call  a " r e a l "  
ra te  of re turn .  The  real  ra te  of r e tu rn  t imes  
the  e q u i t y  share  of the ra te  base  y ie lds  the  
y e a r l y  al lowed e q u i t y  r e tu rn  in dol lars .  The  
inf la t ion  fac tor  t imes  the e q u i t y  ra te  base  
y ie lds  the e q u i t y  base  wr i te -up .  T h a t  wri te-  
up, like dep rec i a t i on ,  is wr i t t en-of f  or amor -  
t ized over  the life of the  p rope r ty .  

31 F E R C  ¶ 61,377, a t  p. 61,834. 

The Commiss ion  dec ided  to employ  TOC for 
oil p ipe l ines  ins tead  of d e p r e c i a t e d  or ig inal  cost 
because  

it is a t heo re t i ca l ly  a c c e p t a b l e  a l t e r n a t i v e  
t ha t  a f t e r  the swi tch  from [the I .C.C. 's]  val-  
ua t ion  [me thod]  will help  newer  p ipe l ines  
wi th  h igher  ra te  bases  to compe te  wi th  older  
p ipe l ines  wi th  lower ra te  bases  and will help  
t hem c ompe te  wi th  o ther  modes  of oil t rans-  
por t  and  so will t end  to foster compe t i t i on  
genera l ly .  This  is so because  TOC mi t i ga t e s  
the  f ron t -end  load p rob lem for new pipel ines .  

Id. a t  p. 61,834 ( footnotes  omi t t ed ) .  

The  Commiss ion  in Opin ion  No. 154-B goes on 
to descr ibe  the consequences  of the net  DOC 
caused  f ront -end  load p rob lem which, in turn,  
causes  both  the  ra te  base  and  a l lowed  r e tu rn  
for the  e q u i t y  cost  of c a p i t a l  to decl ine  over  
t ime  as follows: 

[ t ]h i s  m e a n s  t h a t  the  c o m p a n y ' s  a l lowed 
e q u i t y  r e t u r n  is bunched  in the  ea r ly  y e a r s  of 
i ts p r o p e r t y ' s  life when its r a t e  base  is st i l l  
large.  The  p rob l e m is t ha t  owing to compe t i -  
t ion a p ipe l ine  m a y  not  be able  to charge  
ra t e s  high enough to r ecover  t h a t  b u n c h e d  
income.  And  those lost r evenues  are  gone 
forever.  

Id. a t  p. 61,835 ( footnote  omi t t ed ) .  

TOC solves this  net  DOC prob lem by c a p i t a l i z -  
• ing the  inf la t ion  fac tor  in to  the e q u i t y  ra te  
base,  thus  d e l a y i n g  income unt i l  l a t e r  years .  
Over  t ime,  under  the  TOC method ,  a c o m p a n y  
will be able  to recover  this  de fe r red  income 
th rough  inc reased  ra tes ,  bu t  will also st i l l  be 
able  to c ompe t e  wi th  i ts compe t i t o r s  and  the i r  
pr ice  increases  due to i n f l a t i o n . / d .  

I t  should  be no ted  t h a t  because  K T C  is a 
n e w  pipe l ine  t h a t  was not  r egu la t ed  under  the  
I .C.C. ' s  v a l u a t i o n  me thod ,  Opinion  No. 154-B's 
d i c t a t e s  as  to c a l c u l a t i n g  a " s t a r t i n g  ra te  base"  
do not  a p p l y .  See generally 31 F E R C  a t  pp.  
61,835-61,836.  

A l though  t h e ' p a r t i e s •  agree  on most  of the  
t r e n d i n g  procedures ,  t h e r e  a re  a reas  of disa-  
g r e e m e n t  which  are  d iscussed  below. 

1. Trending of Working Capital 
The  S t a t e  and  K T C  both  a rgue  t ha t  working  

c a p i t a l  should be inc luded  in the  t r end ing  cal- 
cula t ion .  Exh. A K  17-16 a t  6; Exh. K T C  4-21 
a t  2. Staff ,  on the o ther  hand,  a rgues  t ha t  
work ing  c a p i t a l  t5 (i.e., m a t e r i a l s  a n d  suppl ies ,  
p r e p a i d  taxes  and  p r e p a i d  insurance)  should 
not  be t r e nde d  because  unl ike ca r r i e r  p r o p e r t y  
in service,  these i t ems  are  rep laced  or " t u r n e d  
ove r "  p e r i o d i c a l l y .  S ta f f  m a i n t a i n s  t h a t  no 
t r e n d i n g  is necessa ry  because  inf la t ion  will be 

15 The parties have st ipulated that KTC's cash 
working cap i ta l  a l lowance  equals  zero. Judge 's  
Exhibit  I-A. 
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reflected in the higher replacement cost of 
working capital. Staff Initial Brief at 14. Thus, 
it is apparently Staff's position that a real 
equity rate of return should be applied to an 
untrended working capital allowance. 

While Staff's argument has a superficial 
appeal, there is no evidence showing how often 
each of these items of working capital " turns 
over", if in fact all of them will ever do so. (One 
substantial inventory item is some 5,000 feet of 
pipeline.) Staff has produced no analysis of 
replacement frequency of the various items to 
substantiate its position and, therefore, KTC's  
and the State's position is adopted. Working 
capital should be included in the trending cal- 
culation. 

2. Begt:: z-of-Year vs. Average Year Bal- 
ances - .4  ~ z, ing Techniques 

Both Sta~ and the State advocate the use of 
an average of the beginning-of-year (BOY) and 
end-of-year (EOY) balance for each year to 
compute an original cost (OC) rate base for 
trending purposes. Exh. FERC 24-0 at 9; Exh. 
AK 17-0 at 34. They assert that the Commis- 
sion customarily uses a 13-month averaging 
technique to compute a 0(2 rate base for gas 
pipelines. Since KTC has had only insignificant 
additions or retirements of property included 
in rate base, Staff and the State allege that the 
BOY-EOY average produces essentially the 
same results as a 13-month average. Therefore, 
Staff and the State assert that  because compu- 
tations using the BOY'-EOY average are sim- 
pler and because no greater accuracy of any 
significance would be obtained by using a 
13-month average, "the administrative conve- 
nience of the BOY-EOY method argues in favor 
of using that approach." Staff Initial Brief at 
15; State Initial Brief at 30; Exh. AK 17-0 at 
34. The State fu r the r  contends that if major 
additions to the pipeline system occur in the 
future, the Commission's 13-month averaging 
method should then be utilized. State Initial 
Brief at 30; Exh. AK 17-0 at 34. 

KTC, on the other hand, advocates the sole 
use of BOY balances for its trending calcula- 
tion. KTC Initial Brief at 43. KTC argues that 

traditionally, the I.C.C. valuation methodology 
operated on the basis of a single-point rate 
base, and that the Commission incorporated 
this tradition into Opinion No. 154-B. KTC 
maintains that this incorporation is evidenced 
by a numerical example of how TOC works 
where the Commission based the rate base 
write-up on the value of rate base as of the 
start  of the year. KTC Initial Brief at 43-44; 
KTC Reply Brief at 25; see Opinion No. 154-B, 
31 FERC at p. 61,834. 

I agree with Staff and the State that with 
cont inuous decline in net plant  balances 
through depreciation, use of an average of the 
BOY-EOY balances  will more accura t e ly  
reflect the rate base outstanding during the 
year as compared to a BOY balance alone, 
which will consistently overstate the rate base. 
The fact that  the Commission uses a BOY 
balance in Opinion No. 154-B in illustrating 
how TOC works is not a prejudgment of this 
question. See 31 FERC at p. 61,834. It  is 
doubtful that  through this simple example, the 
Commission intended to convey any specific 
guidance on averaging techniques. 

Based on the facts of this case, the BO'i 
EOY averaging more closely attains the Com- 
mission's goal of achieving a reasonably accu- 

r a t e  measurement of rate base outstanding 
over the year as a whole, whereas a BOY 
approach does not. The BOY-EOY averaging 
technique is hereby adopted for proposes of this 
proceeding for all of the above reasons. If major 
capital additions or retirements occur in the 
future, a more precise averaging technique 
may then be appropriate. 

3. Inflation Rate  To Be Used In Trending 
Calculation 

Although for trending purposes, Staff, KTC 
and the State all proposed to use an inflation 
rate keyed to the Consumer Price Index-Urban 
(CPI-U), they all have proposed different rates. 
Staff Initial Brief at 17; compare Exhs. FERC 
24-5, 24-6; Exh. AK 17-8, Sch. 2; Exh. KTC 
4-7, Sch. 2. The record indicates the following 
rates: 

Inflation Rates (%) 

StMt* 

1984 ................................................ 3.8 
1985 ................................................ 4.0 
1986 ................................................ 3.8 

*Exhs. FERC 24-5, 24-6. 
**Exh. AK 17-8, Sch. 2. 

***Exh. KTC 4-7, Sch. 2. 

Opinion No. 154-B prescribes that the infla- 
tion rate for the past year should be used as the 
estimated rate for the next year. 31 FERC at 
p. 61,835 n. 35. Both Staff and the State have 

A~s~'*  K T C  *e "  

3.22 3.22 
4.26 4.39 
3.57 4.17 

done  this .  T h e - i n f l a t i o n  rates  tha t  S ta f f  
employs for rate base trending are the D e c e m -  
ber to December CPI-U, as shown in the publi- 
cation entitled Economic Indicators, March, 

¶ 63,006 Federal Energy Guidelln~ 



]nofflclal FERC-Generated PDF of 20050808-0268 Issued by FERC OSEC 08/08/2005 in Docket#: - 

407 n.17  ALJ Decisions and Reports 65,049 
1 ~ 6 ,  published by the US.  Government  Print-  
ing Office. Exhs. F E R C  24-0 at 8 and 24-6. 

Becau~ Staff was the only par ty  to supply 
supporting documentation for its recommended 
inflation rate, Exh. F E R C  24-6, and neither 
KTC nor the State challenges this documenta- 
tion, Staff 's  inflation rates, as shown above, are 
adopted. 

4. Calculation For Equity and Debt Returns 

As stated supra, the Commission has adopted 
a modified trended original cost approach for 
oil pipelines under which the equity portion of 
rate base is trended for inflation, while the debt 
portion is treated on a depreciated original cost 
basis. The resulting increase to the equi ty  rate  
base is termed "deferred earnings," and the 
annua l  a m o u n t s  are  a m o r t i z e d  over  the  
remaining life of the plant. The Parties disa- 
gree as to how rate of return for both debt and 
equity should be applied to the debt and equity 
portions of rate base, respectively, to determine 
the dollar amount  of return to be included in 
cost of service. The Staff  and KTC employ 
different methods, and the State "appears"  to 
have used the same method as used by KTC.  
KTC Initial  Brief a t  40, K T C  Reply Brief a t  
22; see State Init ial  Brief a t  34. 

As to the opposing methodologies, in essence, 
KTC first determined untrended original rate 
bases by calculating net CPIS balances for 
1 ~ 4 ,  1985 and the test year. To each of these, 
KTC added K T C ' s  working capital  balances to 
arr ive at the total end-of-preceding-year origi- 
nal cost rate bases. To calculate KTC ' s  debt 
portion of rate bate for each year, KTC applied 
its debt ratio of 30 percent to the annual total 
rate base calculations. KTC then applied its 
cost of debt of 8,28 percent to the annual  debt 
portions of rate base to yield the debt portion 
of return. 

To calculate KTC's equity portion of rate 
base, KTC again started with the net carrier 
property in service for each year  and trended 
them upward to yield net  trended carrier  prop- 
erty. The addition of working capital  to net 
trended carrier  property resulted in the annual  
total trended original cost rate bases. KTC ' s  
proposed equity ratio of 70 percent was applied 
to each year 's  total trended original cost rate  
bases resulting in the equity portion of rate  
base. Because K T C  adopted a "results of opera. 
t i o n s "  a p p r o a c h ,  K T C  s t a r t e d  w i t h  i t s  
achieved total return dollars, which were then 
reduced by the foregoing debt  portion of return 
and the suretyship premiums,  see infra, to 
arr ive at KTC's  equity return dollars. This  
amount  was then divided by the equity portion 
of KTC's  rate base to produce KTC's  annual 
achieved rates of return on equity for each of 
the years. KTC Init ial  Brief a t  41-42. 

FEI~ Rqmrts 

KTC argues that  "even if there is a constant 
book debt-equity relationship, there wil] be an 
increasing equity ratio for ra temaking pur- 
poses, as the result of trending the equity rate 
base," Id. at  43; Exh. KTC 5-0 at  I5-16, and 
that  because the Staff  calculated a weighted 
overall rate of return, instead of maintaining 
sel~trate debt and equi ty  rate bases as KTC 
did, Staff 's  total rate  of return improperly 
reflected a constant equity ratio. KTC Initial  
Brief a t  42-43. KTC contends that  unless the 
increasing equity ratio for ra temaking pur- 

due to trending is taken into account in 
the return calculations: 

there will be a mismatch  between the equi ty  
rate base and the equi ty  weighting in the 
rate  of return. This  mismatch  yields the 
anomalous result of a debt re turn being 
earned on a portion of the rate base that  
[Staff witness] Mr. Ferguton himself at tr ib-  
uted to equity. (Id. [Exh. K T C  5-0 at  14-16]; 
Ferguson, Tr.  1 9 / I ~ 2 . )  

Id. at  43. 

In calculating its overall costs of debt and 
equity, Staff  s tar ts  with its determination of 
the original cost (OC) rate base. Staff witness 
Ferguson then determined and trended the 
equity portion of rate base by: 

multiplying the starting rate base by the 
Staff's equity investment factor of 74.925% 
to arrive at the equity portion of the total 
rate base. The equity portion of the rate b4tse 
was then trended by the inflation factor for 
1984 of 3.8~. The resulting amount was then 
prorated for 86 days until the end of the 
year. A similar calculation was performed for 
the property acquired by KTC from KPC,  
i.e., 68 days were used to account for the 
period in service from the October 25 start-  
up date until the end of the year. This  trend- 
ins  process was carried forward for the year  
1985 and the Test  Year 1986 using the pre- 
ceding end of year  equi ty  pcwtion of the rate 
h4se applied to the appropria te  t rending 
(inflation) factor. 

Staff  Init ial  Brief at 6. 

As for the debt portion of rate base, Staff 
multiplied the OC rate  base by 25.075 percent 
to arr ive at  the debt portion of the total rate 
base. 

After  determining both the debt and trended 
equi ty  portions of rate base for each year,  Staff  
added the debt and equi ty  sums to arr ive a t  
the total rate base for each year. This  total rate 
base was then multiplied by an overall rate of 
return, reflecting Staff 's  a f ter  tag costs for debt 
and equity weighted by its recommended capi- 
tal s tructure of about 25.1 percent debt and 
74.9 percent equity./ 'd,  a t  10-1 | .  
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The major different:  then between Staff'.~ 
and KTC's methcdologies ts that Staff applies 
i.s weighted costs of debt and equity to the 
t3tal rate base for each year, whereas KTC 
applies its unweighted costs of debt and equity 
t3 separate debt and equity rate bases for each 
~,ear. ld. at 11-12. Therefore, Staff asserts that  
because trending causes the overall percentage 
of equity in the rate base to gradually increase 
over time, KTC's method results in a higher 
overall return than does the Staff's. Id. at 12. 

Staff maintains that its trending method fol- 
k,ws the Commission's procedure set out in 
C'pinion No. 154-C. Staff argues that what the 
Commission said about interest expense deduc- 
tions in Opinion No. 154-C can be applied to 
the debt return and quotes the following lan- 
guage for this proposition: 

The C6mmission is now persuaded that  the 
better solution is to use the same actual 
cap i ta l  s t ructure  for both the in teres t  
expense deduction and the allowed interest 
return. 

S It  

...it appears appropriate for an oil pipeline to 
determine its interest expense deduction by 
multiplying its weighted co~t of debt times 
its net deprecated original cost rate base. 

3.t FERC at p, 61,640, see Staff Ini t ial  Brief at  
l.. ~ 

S.aff notes tha t  although the Commission 
stated that  this policy could he amended on a 
cttse.hy-ease basis, if specific circumstances so 
warranted, KTC has not made such a showing. 
Staff Init ial  Brief at 12 n. 2. 

Staff further contends that because KTC's 
method increases the equity portion of rate 
base, KTC is manipulating the capitalization 
re rio for return purposes for no stated reason. 
ld. at 13. Thus, the Staff states that: 

It]be recommended equity costs of Staff and 
KTC were based, at  least in part, upon the 
financial risks associated with part icular  
capital structures. If the capital structure 
used for return purposes is presumed to 
change every year, consideration would have 
to be given every year to the effects such an 
annual change in financial risk should have 
upon the cost of equity. 
Id. 
KTC responds that this is not a valid criti- 

ci*m because KTC did coordinate the increas- 
ing equity rate base with its calculation of 
annual costs of equity. KTC Reply Brief at  23. 
Therefore, KTC maintains that  it "recognized 
tke interrelat ionship between the trended 

equity rate base and the cost of equity and 
made the proper adjustments." Id.; see Exh. 
KTC 8-1 l, Panel A. t6 

The Commission determines the required 
rates of return for electric utilities and natural 
gas pipelines by weighting the nominal rates of 
return for debt and equity by the proportion of 
each in the regulated firm's capital structure. 
The respective weighted rates of return are 
added together ,  r e su l t ing  in an overa l l  
weighted rate of return. This latter derived 
sum is multiplied by the rate base to produce 
the regula ted  company 's  allowed overal l  
return. Staff has used this methodology, with 
the addition of (1) trending the equity portion 
of rate base by an inflation factor and (2) 
applying a real equity rate of return to the 
equi ty portion so trended. Staff 's  method 
results in a static situation in that  it uses a 
constant  book debt-equi ty relat ionship to 
weight its capital costs, which in turn causes 
an increasing amount of equity having a debt 
rate of return applied to it. Because KTC's 
equity rate base ratio will gradually grow 
larger than its book equity ratio, due to trend- 
ing,  the weighted-average-cost-of-capital 
approach which Staff employs here cannot be 
used. StafFs method fails to properly account 
for this trending effect and must, therefore, he 
rejected. See 8enerally ARCO Pipeline Co., Ini- 
t i a l  Decision, 43 FERC 763,033,  a t  pp. 
65,375-65,378 (1988). 

Accordingly, total return dollars allowable in 
cost of service shall be determined by applying 
the real equity rate of return to the equity 
portion of rate base and the nominal debt cost 
to the debt portion of rate base, respectively, 
and summing the products. The particular 
return rates, and the capital  ratios to be 
employed in separating equity and debt rate 
bases, will be addressed hereinafter. 

C. Allowance For Funds Used During Con- 
struc~on 

Consistent with Opinion No. 154-B, the per- 
ties ngree that KTC's rate base should include 
an allowance for funds used during construc- 
tion (AFUDC). 31 FERC at p. 61,839 n. 38. An 
allowance for funds used during construction 
recoguize~ the need to compensate a regulated 
entity for the use of funds made available by 
the owner(s) and invested in a construction 
project prior to the placement in service of the 
facilities. Thus, a regulated company is allowed 
to collect from ratepayers the costs incurred in 
financing such projects, including both interest 
on borrowed funds and a fair return on the 

rathe expansion in the equity ratio which Staff 
warns against appears to be slight over the time 
frame pertinent here. If equity is trended upward at a 

¶ 63,006 

4 percent compounded rate from October 1984 to 
October 1988, from an initial equity ratio of 50 per- 
cent, the resultinS equity ratio will be 53.9 percent. 
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equity portion of the investment.  Staff Ini t ia l  
Brief at  18. 

The ~tarting point for the AFUDC calcula- 
tion is maintenance of a construction work in 
progress (CWIP)  account to which an appropr i -  
ate rate of return is applied.  The result ing 
AFUDC is capi ta l ized until the proper ty  is 
placed in service. Upon the beginning of ser- 
vice. the capi ta l ized  AFUDC is included in 
ra te  base and recovered through per iodic  
depreciat ion charges; the unrecovered amounts  
earn a return along with other elements of rate  
base. KTC Ini t ia l  Brief at  45. Both Staff and 
KTC rely on identical  C W l P  figures during the 
construction period (March 1982 through Octo- 
ber 1984). Exh. KTC 4-11, Sch. 1; Exh. FERC 
18-2. 

A monthly AFUDC amount  was calcula ted 
for KTC by accumulat ing  the monthly addi- 
tions to C W I P  during the construction period 
to determine the AFUDC base for tha t  month. 
This AFUDC base for each month was then 
mul t ip l i ed  by an annua l  A F U D C  ra te  of 
return. A total construction period A F U D C  
amount resulted by continuing this process for 
each month of the construction period. This 
general framework for calculat ing the AFUDC 
allowance was followed by all the parties.  Exh. 
KTC 4-0 at  16-17; Exh. F E R C  18-0 at  4; Exh. 
AK 16-0 at 4-6. 

The d i s a g r e e m e n t  be tween  the p a r t i e s  
invoh'es the methods and detai ls  within tha t  
framework for ca lcula t ing AFUDC,  for the 
State,  Staff and KTC computed differing total  
construction period AFUDC amounts  of $7.21 
million, $8.11 million and $10.95 million, 
respectively.  Exh. AK 16-0 a t  5; Exh. FERC 
18-1; Exh. KTC 4-1, Sch. 1. Specifically, the 
part ies  disagree as to the s tar t ing point for the 
AFUDC calculation, the rate  of return to be 
used in calcula t ing the AFUDC,  the A F U D C  
base, the compounding method to be used to 
compute A F U D C  and AFUDC during the test 
year. These differences are taken up below. 

1. Commencement  of A F U D C  

Both Staff and KTC included AFUDC on all 
expenditures made for the construction of the 
24-inch pipeline, calculated from the date  those 
expendi tu res  were made  by the p ipe l ine ' s  
investors, beginning in March,  1982. KTC Ini- 
t ial  Brief at  47, 51. The State  insists that  the 
s tar t ing point for AFUDC calculat ions by KTC 
can only begin af ter  the execution of the par t-  
nership  ag reemen t  on F e b r u a r y  24, 1983, 
because KTC did not exist prior to tha t  date. 
State  In i t ia l  Brief a t  37-38. Therefore,  the 
State ' s  AFUDC calculat ion begins in March,  
1983. The State  asserts that  " the  purpose of 
AFUDC is to compensate  the regulated com- 
pany for the carrying charges on its construc- 
tion related expenditures,"  Id. at 38, and that  

prior to March, 1983, affi l iatv- o." KTC ,n~d,' 
expenditures without charging KTC with any 
car ry ing  costs. Therefore,  the ~tate arguc~ 
that:  

[b]ecause KTC never incurred any carrying 
charges on funds expcnded prior to March, 
1983, calculation of an AFUDC amount  on 
those expendi tures  ~ili result in an unjusti- 
fied windfall  for KTC... 

Id. (ci tat ions omitted).  

KTC is correct when it states that  "[ t ]he key 
question is not when KTC, as an ent i ty ,  com- 
menced its formal existence, but when the 
investors in KTC began to incur the costs of 
construct ing the pipeline system." KTC Ini t ia l  
Brief at  48-49. Compensat ing the investor for 
incurring capi ta l  costs for construction prior to 
placement  in service is the key to the AFUDC 
allowance. The Sta te  ignores this economic 
rea l i ty  when s ta t ing  tha t  " the  purpose of 
A F U D C  is to compensate  the regulated com- 
pany" ,  because it is the investors behind the 
scene who actual ly  supply the capi ta l  and not 
the company itself. Fur thermore,  because the 
Commission does not require a cert if icate of 
public convenience and necessity for oil pipe- 
line carriers prior to commencement  of con- 
struction,  there is no agency-determined date 
on which such a project becomes formally rec- 
ognized as being enti t led to AFUDC. There- 
fore, the date  the par tnersh ip  agreement  was 
signed is a rb i t r a ry  and irrelevant  to the deter- 
minat ion of the commencement  of AFUDC. 
The Sta te ' s  commencement  date would also 
result in an unfair  dis t r ibut ion of costs, for the 
shippers would have the benefit  of a pipeline 
tha t  they .did not have to fully pay for just 
because the technical formalit ies of forming the 
KTC par tnersh ip  were not completed at  the 
beginning of the construction period. For all of 
the above reasons, the State ' s  commencement  
da te  is rejected. 

2. Earnings Rate  For A F U D C  

As s ta ted  previously, AFUDC is computed 
by mul t ip ly ing the C W I P  addit ions during the 
c o n s t r u c t i o n  p e r i o d - - h e r e ,  M a r c h ,  1982 
through October,  1984----by an app rop r i a t e  
A F U D C  earnings rate.  The AFUDC earnings 
rate  should reflect the costs of both debt  and 
equi ty  capi ta l  during the construction period 
weighted by the amounts  of debt  capi ta l  and 
equi ty  devoted to the construction project. 

Staff  and KTC have used different  weight- 
ings for debt  and equi ty  based upon their rec- 
ommended  cap i t a l  s t ruc tures .  Because the 
capi ta l  s t ructure  recommended by Staff and 
KTC for A F U D C  purposes are identical  to 
those proposed for rate of return purposes, the 
capi ta l  s t ructure  deemed appropr ia te  for rate 
of return will be used in the calculations for 
AFUDC rates. Staff In i t ia l  Brief a t  19; KTC 
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In i t i a l  Brief a t  52; Exh. F E R C  18-10 at  7-8; 
Exh. K T C  5-9 at  14-23. Therefore ,  this  issue is 
t aken  up infra. 

W i t h  regard  to the cost of debt ,  Staff  u t i l i zed  
a single cons t an t  deb t  cost of 9.26 percen t  over 
the en t i r e  cons t ruc t i on  per iod,  which S ta f f  
asser ts  is equal  to K T C ' s  ac tua l  cost of borrow- 
ing dur ing  the cons t ruc t ion  period.  S taf f  In i t i a l  
Brief at  20. Staff  s t a t es  t ha t  this  cost informa-  
t ion for deb t  was d r a w n  d i r e c t l y  f rom a 
response of one of the K T C  p a r t n e r s  to a S taf f  
d a t a  request .  Exh. F E R C  20-0 at  7-8; Exh. 
F E R C  20-8. KTC,  on the o ther  hand ,  de te r -  
mined  four s e p a r a t e  deb t  costs  for four differ-  
en t  per iods  du r ing  the  cons t ru c t i on  per iod.  
K T C ' s  deb t  ra tes  were de r ived  from the effec- 
t ive yie ld  ra te  of K T C ' s  commerc i a l  p a p e r  and  
for the  per iods  pr ior  to K T C ' s  c o m m e r c i a l  
pape r  p rog ram (i.e., the first  two per iods) ,  the 
ra tes  were i m p u t e d  from genera l  c omme rc i a l  
p a p e r  ra tes  as r epor ted  in the  Wall Street Jour- 
nal. Exh. K T C  4-0 a t  16-17. The  four per iods  
are: (1) March ,  1 9 8 2 - - D e c e m b e r ,  1982, (2) 
J a n u a r y ,  1 9 8 3 - - F e b r u a r y ,  1983, (3) March ,  
1 9 8 3 - - D e c e m b e r ,  1983 a n d  (4)  J a n u a r y ,  
1984---October ,  1984. K T C ' s  proposed  respec-  
t ive ra tes  for each of the  above  t ime  per iods  a re  
(1) 14.54 percen t ,  (2) 9.34 percen t ,  (3)  9.37 
percen t  and  (4) 10.56 percen t .  Exh. K T C  4-11, 
Schedule  3; Staff  In i t i a l  Brief  a t  20 n. 2. 

K T C  contends  tha t  because  S ta f f ' s  9.26 per- 
cent  deb t  cost is an ave rage  f igure over  the  
en t i re  32-month  cons t ruc t ion  per iod,  du r ing  
which t ime  the cost of deb t  dec l ined ,  S taf f  has  
denied  K T C  s ign i f i can t  c o m p o u n d i n g  effects  
t ha t  would accrue  ea r ly  in the per iod  when the 
cost of deb t  was higher .  K T C  R e p l y  Brief  a t  31. 
F u r t h e r m o r e ,  K T C  wi tnesses  Baden  and  Kolbe  
s t a t ed  tha t  t hey  did not  know whe the r  S ta f f ' s  
cost of deb t  was a c c u r a t e  or not. ld. at  20-21; 
Tr.  a t  449-451 ,894 .  

Staff  charges  t ha t  K T C ' s  deb t  costs for the  
first  two of the  four per iods  are  e r roneous ly  
i m p u t e d  because  a c t u a l  costs should have been 
used. F u r t h e r m o r e ,  S taf f  m a i n t a i n s  t h a t  K T C  
o v e r s t a t e d  those costs by  using genera l  com- 
merc ia l  p a p e r  ra tes  as of the  f irst  d a y  of the  
period,  when such ra tes  dec l ined  be tween  the 
beg inn ing  and the end of the first  and  second 
periods.  Staff  In i t i a l  Brief  a t  21-22. Staff  main-  
ta ins  tha t  its f igure of 9.26 pe rcen t  r ep resen t s  
the a c t u a l  cost  of d e b t  for the  pro jec t  as 
repor ted  by  a t  least  one of the  owners,  S taf f  
In i t i a l  Brief  a t  20, and  is therefore  more accu-  
ra te  than  using i m p u t e d  costs. Id. at  21. 

Al though not il logical,  K T C  ci tes  no persua-  
sive record  ev idence  for i ts a r g u m e n t  t h a t  
S ta f f ' s  ave rage  method ,  as app l i e d  to the  facts  
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of this  case, resul ts  in den ia l  of s ignif icant  
c o m p o u n d i n g  effects  and  therefore,  a lower 
ra te  base.  F u r t h e r m o r e ,  Staff  is correct  t ha t  
K T C ' s  i m p u t e d  costs a re  o v e r s t a t e d  because of 
the  dec l in ing  commerc ia l  p a p e r  ra tes  dur ing  
the f irst  and  second periods,  and  the fact  t ha t  
K T C  used c omme rc i a l  p a p e r  ra tes  as of the 
f irst  d a y  of each  of the first  two periods.  S taf f  
In i t i a l  Brief  a t  21-22; Exh. K T C  4-11, Sch. 3. 
For  these reasons,  S ta f f ' s  deb t  cost of 9.26 
pe rcen t  is he reby  adop ted ,  t7 

R e g a r d i n g  the cost of e q u i t y  for A F U D C  
purposes ,  S ta f f  deve loped  a real  cost  of equ i ty ,  
i.e., a cost exc luding  the inf la t ion  ra te ,  of 9.78 
pe r c e n t  for each  of the  cons t ruc t ion  years .  
S ta f f ' s  9.78 pe rcen t  real  ra te  used for A F U D C  
purposes  is the  same ra te  r e c o m m e n d e d  by  
Staf f  as the real  e q u i t y  ra te  of r e tu rn  for KTC.  
Staf f  I n i t i a l  Brief  a t  22 n.2; Exh. F E R C  20-0 a t  
3. To this  rea l  cost  of equ i ty ,  Staff  a d d e d  an 
inf la t ion  fac tor  for each  yea r  to y ie ld  nomina l  
e q u i t y  costs  for each  yea r  of (1) 1 9 8 2 - - 1 8 . 6 8  
p e r c e n t ;  (2)  1 9 8 3 - - 1 3 . 6 8  pe rcen t ;  and  (3)  
1984----13.58 percen t .  Exh. F E R C  18-2; Staff  
In i t i a l  Brief  a t  22 and  n. 2. Thus ,  S ta f f ' s  rec- 
o m m e n d a t i o n  for e q u i t y  costs  change  wi th  
changes  in the  inf la t ion  ra te .  

K T C  wi tness  Baden  used a s imi la r  methodol-  
ogy, based  upon K T C  witness  Kolbe ' s  cost of 
e q u i t y  ca lcu la t ions ,  to deve lop  K T C ' s  real  cost  
for e q u i t y  for each of the cons t ruc t ion  years ,  
bu t  i t  made  ce r t a in  a d j u s t m e n t s  to these ra tes .  
K T C  m a i n t a i n s  t ha t  because  there  was a var i -  
ance  in the  real  in te res t  r a te  du r ing  the con- 
s t ruc t ion  per iod  which a f fec ted  the  real  cost of 
equ i ty ,  i ts  me thod  made  p rope r  a d j u s t m e n t s  to 
these  ra tes  and  t ha t  S ta f f ' s  me thod  d id  not. 
K T C  R e p l y  Brief  a t  31-32. 

S ta f f  con tends  tha t  K T C ' s  ev idence  does not  
s u p p o r t  the  c l a imed  v a r i a n c e  for real  in te res t  
ra tes  because,  a l though  K T C  witness  Kolbe  
p rov ided  in fo rma t ion  for T r e a s u r y  yie lds  dur-  
ing the  cons t ruc t ion  period,  his ca lcu la t ions  of 
r e a l  r i s k - f r e e  i n t e r e s t  r a t e s  s p e c i f i c a l l y  
exc luded  the cons t ruc t ion  period.  Because of 
this  exclusion,  K T C  does not  ind ica te  wha t  real  
i n t e re s t  r a t e s  m a y  have  been  from 1982-1984. 
S taf f  I n i t i a l  Brief  a t  23; see Exh. K T C  8-8. 
Therefore ,  Staff  asser t s  t ha t  Dr. Kolbe ' s  c l a im 
tha t  " rea l  in t e res t  ra tes  va r i ed  s h a r p l y  du r ing  
t h i s  p e r i o d , "  Exh .  K T C  8-21 a t  78, is 
unfounded.  S ta f f  i l l u s t r a t e s  i ts  poin t  by  follow- 
ing Dr. Kolbe ' s  genera l  a p p r o a c h  and  ca lcu la t -  
ing rea l  i n t e r e s t  r a t e s  for th is  pe r iod  b y  
d e d u c t i n g  inf la t ion  ra tes  from the ef fec t ive  
T r e a s u r y  y ie lds  from 1982-1984 a n d  a r r ives  a t  
the following e s t i m a t e d  real ,  r isk-free in te res t  
ra tes  of (1) 1 9 8 2 - - 5  pe rcen t  (2) 1983---4.72 

17 In fact, Staff witness Shriver testified that 9.26 
percent may be even on the high side. Tr. at 1803. 
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percent, and (3) 1984--~.03 percent. Staff Ini .  
sial Brief at 23. Because KTC witness Baden 
used Dr. Kolbe's calculations in determining 
the cost of equity for AFUDC purposes, Staff 
mainta ins  that  "to the extent any of those [Dr. 
Kolbe's] factors are shown to he in error, Mr. 
Baden's costs of equity will be out of line." Id. 
at 24. 

KTC replies that  Staff 's  illustration of lack 
of var iance establishes just  the opp~i te  conclu- 
sion, s ta t ing that  there was a 28 percent vari-  
ance from 1983 to 1 ~ 4  and a 21 percent 
variance from 1982 to 1984. KTC Reply Brief 
at 3Z n. 16. 

No sufficient showing has been made to queS- 
tion the use of a constant real rate of return on 
equi ty  for A F U D C  purp~as .  KTC's  presenta- 
tion covers only the p~t-construction,  operat- 
ing period and, more importantly,  relies on a 
showing that real, risk-free, short-term interest 
rates vary.  Staff 's  calculations on brief also 
reflect a variat ion in such interest  rates dur ing 
the construction period. Nei ther  K T C ' s  nor 
Staff 's  calculation, however, has established 
that any substantial  variat ion in real equ/ ty  
rate of return occurred during the construction 
period. Further,  as found hereinafter in the 
general discussion on rate  of return, the use of 
interest rates on short-term U.S. Trcasury  obli- 
sa t ions  is inappropr ia te  in developing an 
allowed rate of return on equity, and its use u 
& measure of claimed changes in real equi ty  
rates is no more acceptable. 

Thus ,  a constant  real ra te  of re turn  on 
equity, hereinafter found to be 8.90 percent, 
w/ll be used, in conjunction with Staff 's  infla- 
tion factors, in calculating AFUDC. 

J.  A F U D C  Base 
The major issue surroundins the calculation 

of A F U D C  involves the A F U D C  base. i.e.. the 
dollar amounts  agains t  which the A F U D C  
earnings rate  should be applied. More specifl- 
c a , y ,  the issue presented here is whether accu- 
mulated deferred income taxes (ADIT)  that  
arose during the cor~tsuction period should be 
deducted from the ~ base. This ADIT 
b4dance was created during KTC's cmu,tructi~ 
period because the Commission's n~malizaUon 
policy does not allow such tax benefits to be 
immediate ly  flowed-thronlh or reflected for 
ra temakins  p ~ ; ~ e s ,  whereas for income tax 
p u ~ ,  the deductions are taken  immedi-  
ately. Thus,  the t iming  difference crea ted  
between Commission and IRS policy generates  
the accumulation of deferred taxes. 

KTC uses as the A F U D C  base the accumu- 
lated monthly a d d i t i o ~  to its C W I P  accounts 
during the construction period, that is, the 
accumulated dollar outlays for construction. 
KTC Initial Brief at 46; Exh. KTC 4-0 at 
16-17. KTC maintains  that the Commission's 

FERC Reports 

"stand-alone" policy requires that the A D I T  
balance accumulated during the construction 
period because of interest expenses and prop- 
er ty taxes related to the project, should not be 
recognized until such t ime as jurisdictional rev- 
enues generate income sufficient to permit  tax 
deferral by KTC solely. KTC Initial  Brief a t  
62-70. Therefore, KTC claims that  this A D I T  
balance should not be deducted from the 
AFUDC base at  all, but  should he deducted 
from operatiormi rate  base at sometime in the 
future, ld. a t  53-54. KTC ' s  stand-alone argu- 
ment  regarding the correct t ime for recognizing 
the AD1T bddance is discussed in greater  detail. 
infrL 

Staff  and the State also accumulate monthly 
dollar outlays for construction to ar r ive  s t  the 
A F U D C  base, but  they would deduct from that  
base thus calculated an amount  representing 
income tax deductions, i.e., ADIT,  available to 
the K T C  p~rtners  dur ing  the  construction 
period. Staff  Init ial  Brief a t  24-25; State Init ial  
Brief a t  42-44. Staff 's  and the States 's  rationale 
for deducting A D I T  from the AFUDC baue is 
that  it represents a source of funds for con- 
struction cmts  provided by  the federal and 
state governments,  not by investors, and the 
investors should not c a m  s return (i.e., receive 
an AFUDC allowance) on funds they did not 
provide. Staff  Initial  Brief a t  24.Z5; State Ini- 
tial Brief a t  42-43; Exh. F E R C  18-0 at  4-7. 

As support for their posi t ion regarding con- 
struction-generated ADIT,  Staff  s tates  that  i t  
and the State are adopting "the same policy for 
A F U D C  that  the Commission follows when it 
reduces rates dur ing operations by the A D I T  
balance," and that  in Order No. 144, the Com- 
mission specifically confirmed this approach 
for t iming  differences occurring prior to the 
start-up of a newly created enterprise. Re.6,u/s- 
tions Implementing Tax Normallx&tion for 
Certain Items Reflecting 7"imin8 Differences in 
the Receg~/e/on of  F~penses or Revenues for 
R a t e m a k / ~  a n d / n c o m e  Tax Purposes, Order 
No. 144, F E R C  E~s tu~ ,  and  Reguht/ons,  Ref -  
ulatio~ Preambles 1977-1~I | 30,254, a t  p. 
31,556 ( 1 ~ 1 ) ;  Staff  Init ial  Brief a t  2S-26; 
State Init ial  Brief a t  43-44. Staff  and the State 
cite the fo~k~wins p s s s q e  from the preamble of 
Order No. 144 as eo~i rmat lon  of i ts  approach: 

The Co lnmiu i~ l  notes that  there m a y  be 
sittmsions in which newly crcated enterprises 
are in the p r i m a  of constructing facilities 
for future service and do not currently have 
on f'de r~tes for an  eJdetins service. In  such 
circumstances, the enterprise would have no 
rate base in which the deferred tax for con- 
struction-related timing differences may he 
reflected. Although not provided for in the 
final rule, the Commission believes in such 
circumstances that  i t  wu~d  be appropriate 
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to reduce the balance that i- utilized lot  not the r~tepayers since they contributed no 

calculation ot AFUDC by the construction" 
related deferred t~xes in order that  {uture 
customers will properlY receive the bene[it O4 
the time value ol deferred taxes generated 
during the construction period. 

ld. at  P. 31.558. which 

• tail 's and the States'S p~i- 
KTC cites a recent initial decision 

ruled against t h e S , , k  ne LNG, 38 FERC 
tion, namety, . . . . ._D that  case. the 

63,022, at PP. 65,136-139. In 
=ommission Stall sought to deduct accUmu- 
ated deferred taxes from AFuDC generated. 
~y an LNG project in Louisiana, relying pet- 
-airily on the same passage from Order No. 
t44 as cited by Staff and the State here. In 
deciding that no CommiSsion rule requires or 
3rohibits deduction of conStr~tion related 
~DIT from AFUDC, Judge Stephen Gro~sman 
addresSod this passage f rom Order No. 144, 

doser~'ing that: "yes rise to no obligation. 
ltlhts statement ft...:^., s , 'bel ief"  of what ts 
At most, the Commt,~,~- The Com- 
,,appropriate" constitutes dictum• . . 

final rule beta were not subject to not ice in the rulemaking, the new require- 
would have been affected by this state- 

CommiSsion made meat. Id. The moved to revise 
meat in 1 ~ 1  and has not • ~ ,~.nrs'~ed m a n n e r .  
the~  regulations m the e -~ r - -  

esuresses the goal advocated 
Order No. 144/.e,~ { I°w'through of the time 
here by Stall, deferrals. 
value o! constrUCtion-related ts.x 
The Commission, however, has stoPP ed short 
of requiring that the goal be carried out. 

}d at pp- 65,137-65,138- 
I alSO agree that  Order No. 144 does not 

snswer the question whether construction" 
related ADIT must be deducted from the 
AFuDC base; there is certainly no affirmative 
requirement that  this must be done. 

also analyzed the queStion 
Judge Grossm.an n'" Applying this 

~slng a ,,beneht/burde test. the 

, eholders assumed both the 
test, the Judge determined that  because 

company s sha, r t ~,...aediate coSts o4 con- 
short-term buroen Ot . , , . . -  

construCtiOn costs• Id. at p. 65,139 
Thus, the real question is: who should receive 

the conntruction-peri°d time value of the 
deterred taxes, the investors (KTC's position.) 
or the ratepayers (Staff's and the State's post- 
tion)? Judge Gro~sman'S decision, although still 

CommiSsion, is highly felt- 
pending beiore, the .. this issue, and I see no 
vane and aPP hcabte . . . . .  Here, Staff 
reason to decide the other way. 
argues that because cost free ,,funds" were 
made available to KTC's inveStOrS through 
reductions to the income taxes of the KTC 

the time value o{ the ADIT should be 
passed on to the ratepayerS by deducting pa. nor., 

. . . .  he AFUDC base. Sea 
ADI'I from - -  - -k- t  interest e x F - - -  
State may be correc~ -,,- cOnstruCtion were a 
property taxes related to 
source of c oar' |roe funds to KTC's investOrS, 
but  their assumption that  the ratepayers 
should receive the time value of ADIT prior to 
commencement  o4 servtce is unfounded. 
Neither Staff nor the State clt¢ any case law • ; , ; , ~  and no ~uttifi~tion is 
for this propoS*-..~,..he Commi~ion ~ d u e ~  
found in the fact tlul" :" n ~ bY the ADYI oal- 
rate base ourt ~ a t  that  point is proper, 
ante, {or deduction 
When transportation facilities are constructed 

• 

pay ~ t e s  c~do not arise unul co~tru 
the "new facut~t~ " " tlon is completed, the lacilitles are placed in 
service, and appropriate tarilis are in  effect. 

• contribute nothing to the 
Because ratepayerS O4 an oil pipeline, they 
cost of construcUOn during the con- 
rightly have no equitable claim 
struction period to the benefit O4 the deferrcd 

generated by the co nst ruct ion ' ls  
tax balances moment to allow ratepaYers to 
The proper receiVe the time-Value of ADIT is when they 
begin to pay, through rates, for the carrier 
property in service and not prior to that time• 
Staff's and the State s position of deducting 
construCtion-t~lated ADIT from the AFUDC 

base is rejected. 
4. Compounding of AFUDC 

~tate prOpoSe semiannUal corn- 
Staff and tbe.~ ~ r ~  allowance, which, 

pounding O4 the n r , ~ -  what the Corn- 
to Order No. 561, is pursuant . ith respoCt to electric and 

mi~tou pcrmtt~ ~.;~n Thus, the CommmStou 
natural gas r e ~ . ~ ' ~ : ' o r d e r  N o. ~61: " 
stated the fotlo~nn~ , -  - 

s t ruct ion and the long-term risk that  they a mouthlycompoundingo4 
might not recOVer their investment, deferred IWle believe that  , - ..cesslve amounts 

accumulated during the construction for ,nte,est 
t~xeS not be deducted from AFUDC, capitalized sm 
izeriod should .... s who funded the construe" ~ a:vidends are not normally made on a 
t~at is, the tnve?.v- . ~ .  ~lue of AD~I~ and anO o~,- . . . . .  

l ion should receive t,~e . . . . . .  
• --.ion ~¢ms appzopriate i{ 

tS dil |ct~at collcwa, ,- ~A..,. t ,~r t~ in cor l~truc" 

rtteply~er$ et~ rt~l°tfed tO snotl~-- &mounts i r e  t on ct~ts prio¢ to operation of new {e ci t i t ie/ ' '~uch as 
shee t  conStructlOo work tn p~greSS 
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monthly basis. We ~hall ther,:fore permit  
compounding but no more frequently than 
semiannually. 

Amendments to Uniform System of Accounts 
for Puhlic Utilities and Licensees and Natural 
Gas Companies, Order No. 561, 57 FPC 608, 
612 (1977), reh'g denied, Order No. 561-A, 59 
FPC 1340 (1977). Thus, the State mainta ins  
that  " F E R C  has consistently disallowed com- 
pounding on other than a semi-annual basis," 
citing Trunkline LNG Company, 29 F E R C  
¶61,195, at p. 61,393 (1964), and Carolina 
Power & Light Company, 4 F E R C  | 61,203, a t  
p. 61,470 (1978), for this proposition. State 
Initial  Brief at 42. 

KTC responds that  in Trunkline LNG Co., 
the Commission explained that " I t ]he  Commis- 
sion's accounting regulations permit,  but  do 
not require ,  s emiannua l  compound ing  of 
allowances for funds used during construction." 
Trunkline at p. 61,393. KTC mainta ins  that  
the Commission's use of the word "permi t " ,  
both in Order No. 561 and Trunkline LNG Co., 
does not mean "require",  and that  "monthly  
compounding, for which there is ample eco- 
nomic justification, is not precluded by any 
Commission policy." K T C  Reply Brief  a t  
35-37. 

Staff 's  and the State 's  a rgument  that  com- 
pounding of the AFUDC allowance should be 
done semiannually is persuasive, especially in 
light of the fact that  KTC gives no reasons why 
a different policy should be applicable to oil 
pipelines than that  applied to natural  gas pipe- 
lines and electric utilities. As to the policy used 
for the electric and gas  pipeline industries, 
when the Commission uses the word "pe rmi t "  
in Order No. 561, i t  means the company may,  
but is not required to, compound as frequently 
as semiannually (as contrasted with annually 
or no compounding), and does not mean  that  
the company may  compound more frequently 
than semiannually. "Therefore, KTC ' s  position 
is rejected. 

5. AFUDC During the Test Year 

The last issue in this section pertains to 
AFUDC during the test year. Initially, Staff  
did not allow for any addition to plant  dur ing 
the 19/~ test year, but  changed its mind and 
decided to reflect claimed plant additions in 
1986 after  reviewing da ta  submit ted as par t  of 
KTC ' s  rebuttal evidence. However, Staff  did 
not take the trouble to calculate an A F U D C  
allowance for the 1966 projects, s ta t ing tha t  
because the allowance amounted to approxi- 
mately $15,000 at the most, it would have a de 
minimis impact  on the final tariff. Staff does 
not challenge the correctness of the AFUDC 
amounts  to be includ~l in the test year. Staff  
Initial  Brief at 30-31. 

FERC RWem 
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KTC argues that  the AFUDC allowance for 

the 1966 test year should be included because 
whether or not the amount is de minimis is not 
the issue. KTC mainta ins  that  S t a f f s  position 
is inconsistent with its calculation of state tax 
depreciation on throe same additions, which 
resulted in an increase to KTC ' s  deferred tax 
account. KTC Init ial  Brief at 46 n.37. 

KTC is correct that  the A F U D C  allowance 
for the 1986 projects should be included in the 
overall A F U D C  amount.  (7[. Pacific Alaska 
LNG,  9 F E R C  ~ 61,041, a t  pp. 61,104-61,105 
(the Commission required correction of an 
improper and unjustified return calculation, 
notwithstanding the de minimls impact  of the 
error on the proposed shipping rate.) Staff  
should make  the proper adjustment.  

D. Accumulated Deferred Income Taxes 
(ADIT)---Federal and State 

A regulated company accumulates deferred 
income taxes because of the differences in tim- 
ing t r ea tmen t  of income and expenses for 
ra temaking  purposes as compared to federal 
and state income tax purposes. Because tax law 
usually permits  certain expenses (e.g'., depreci- 
ation) to be accelerated quicker than does regu- 
latory cost of service or book accounting rules, 
a t iming difference is created wherein a regu- 
lated company will owe less taxes in its early 

• years and more in its later years. The Commis- 
sion on the other hand, has determined that  a 
regulated company 's  accounts should be nor- 
malized. Therefore, a-" regulated company is 
permit ted to recover in i ts  current  rates a tax 
allowance based on income as defined for regu- 
latory p u r p l e s ,  which means  that  tax t iming 
differences are disregarded in calculating the 
tax allowance, and a pool of funds known as 
accumulated deferred income taxes (ADIT)  is 
created. KTC Init ial  Brief a t  56-58. 

There are three main issues that  need to be 
resolved regarding KTC ' s  A D I T  balance: ( l )  
whether A D I T  should be deducted from rate 
base a t  the beginning of operation or at some- 
t ime in the future, (2) whether KTC may  use 
unused inves tment  tax credits to offset ADIT,  
and (3) whether the A D I T  rate  base deduction 
should reflect KTC ' s  co6t of capital  or a risk- 
free interest  rate.  State Init ial  Brief a t  44; 
Staff  Init ial  Brief a t  32; KTC Init ial  Brief a t  
55-56. Each of the outstanding areas of dispute 
is taken up below. 

I. Treatment of A D I T  That Arose Dur/n& 
Coastruction Period 

As determined supra, construction-generated 
A D I T  should not be deducted  f rom the 
A F U D C  base. I t  must  now be decided when 
th is  const ruct ion-re ia ted  A D I T  should be 
deducted from rate base. Staff  and the State 
c la im tha t  according to the Commiss ion ' s  
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" s t a n d - e l , m e "  polio.v, such A D I T  b a l a n c e  
sht,uhl be deducted from KTC ' s  rate base a.', of 
the beg inn ing  of operations.  KTC opposes this 
position, instead arguing tha t  the s tand-alone 
policy requires that  no deduct ion  should be 
allowed unt i l  somet ime in the future  when the 
pipeline generates  sufficient income to uti l ize 
the deductions.  It should be noted at the outset  
that  Opinion No. 154-B is not silent on this 
point: 

On the issue of consolidated taxes, the Com- 
mission reaff irms for now the use of its tradi-  
t ional s tand-a lone  approach.  See Opinion No. 
154, 21 F E R C  at p. 61,652, p. 61,653 and 
Columbia Gulf  Transmission Co., Opinion 
No. 173, 23 F E R C  ¶ 6 1 , 3 %  (1983), petition 
for review filed sub nom. City of Charlottes- 
ville v. FERC, No. 83-2059 (D.C. Cir. Oct. 6, 

1983) 
31 F E R C  ¶ 61,377, at p. 61,840 n. 59. 

The issue thus is how the Commiss ion ' s  s tand-  
alone policy should be in terpre ted .  Of course, 
each pa r ty  argues tha t  its respective in terpre-  
ta t ion is the correct and  proper one. 

Staff 's  and the Sta te ' s  position is essent ia l ly  
as follows. The cons t ruc t ion- re la ted  A D I T  bal- 
ances were genera ted  as a result  of expenses 
incurred dur ing  the cons t ruc t ion  of K T C  and  
represent  benefi ts  a l ready  received by K T C  
p a r t n e r s  d u r i n g  the c o n s t r u c t i o n  period,  t9 
KTC ' s  C W I P  account  measures  the total  costs 
of const ruct ion,  inc lud ing  ADIT ,  which were 
then capi ta l ized  into K T C ' s  rate base for rate 
of r e t u r n  and  deprec ia t ion  purposes.  Thus ,  
these c o n s t r u c t i o n  costs will be g r a d u a l l y  
recovered from shippers in the rates they pay 
to K T C  through deprecia t ion of the p lan t  over 
the l ifetime of the proper ty .  Therefore,  as the 
costs are amor t ized  out of rate base, the A D I T  
balance will be reduced. Staff and  the State  
argue that  a l though it is correct to allow recov- 
ery of the cons t ruc t ion  costs themselves,  K TC 
should earn no r e tu rn  on the gradua l ly  d imin-  
ishing A D I T  balance.  This  is because " the  cost 
of cons t ruc t ion  to the owners was the reby  
d i r ec t l y  and  i m m e d i a t e l y  r educed  by  the 
a m o u n t  of those deduct ions,  i.e. the owners 
were actually out-of-pocket for much less than 
the total cost of construction reflected in the 
C W I P  accounts." Staff  I n i t i a l  Brief at  33 
(emphas is  in original) .  Staff  and  the State  
m a i n t a i n  tha t  cons t ruc t ion -gene ra t ed  A D I T  
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represents a -()urce of con.,,truction fund~ fur- 
nished by tax benefits accorded KTC inw~stors 
by the federal and state  governments .  There- 
fore, they conclude that  the A D I T  balance 
must  be deducted  from rate base as of the 
beg inn ing  of operat ions  because to do otherwise 
would require shippers to pay a re turn  on dol- 
lars tha t  the owners did not provide, but  were 
ins lead provided by the tax collectors. Staff 
In i t i a l  Brief at  32-40; State  In i t ia l  Brief at 
44-53. 

Staff and  the State  contend tha t  the A D I T  
deduct ion  from rate base is fully supported by 
Commission policy in regula t ing  gas pipelines 
and  electric uti l i t ies.  See Columbia Gulf  Trans- 
mission Company, 23 F E R C  ¶ 6 1 , 3 %  (1983), 
aff 'd sub nom., Ci ty  of Charlottesville v. 
FERC, 774 F. 2d 1025 (D.C. Cir. 1985), cert. 
denied, 106.S Ct. 1515 (1986); Southern Cali- 
fornia Edison Co., 59 FPC 2167, 2174 (1977); 
Jersey Central Power and Light Co., 2 F E R C  
¶63 ,046 ,  a t  p. 65,267 (1978). Fur thermore ,  
they m a i n t a i n  tha t  the Commiss ion 's  s tand-  
alone policy m a n d a t e s  their position, and tha t  
the proper test regarding the recognit ion of 
deferred taxes in r a t emak ing  is "whether  the 
expenses t ha t  genera te  the deduct ions  are used 
to de te rmine  the jur isdic t ional  service's rates." 
Staff In i t i a l  Brief a t  35; see State  In i t ia l  Brief 

at  51. 

K T C ' s  pr inc ipa l  a r g u m e n t  agains t  deduct ion  
of A D I T  at the c o m m e n c e m e n t  of operat ions  
rests on its i n t e rp re t a t ion  of the s tand-a lone  
p r inc ip l e ,  which  it m a i n t a i n s  requ i res  no 
deduct ion  of A D I T  from rate base unt i l  such 
t ime as customers  supply  revenue to K TC suf- 
f icient to permi t  K TC  to realize the tax bene- 
fits solely on its own. K TC  relies on language 
from Columbia Gulf  for its position, name ly  
tha t  " the test is whether  the expenses [which 
created the tax benefi t ]  are included in the 
r e l evan t  cost of service."  23 F E R C  at  p. 
61,853. K T C  in te rpre t s  this language to mean  
tha t  "[e]xpenses  are included in the ' r e levan t  
cost of service'  at the t ime the regulated com- 
p a n y  recovers  t h e m  th rough  the ra tes  it 
charges to shippers."  KTC In i t i a l  Brief a t  73. 
K T C  m a i n t a i n s  tha t  the Staff 's  and  the Sta te ' s  
i n t e rp re t a t i on  of the s tand-alone pr inciple  is 
incons is ten t  with the principle s ta ted  by the 
Commiss ion in Columbia Gulf, tha t  is, tha t  a 
regulated c o m p a n y  should be "considered as 

19 As noted by the State, and agreed to by Staff, 
KTC offered no evidence disputing the presumption 
that either the partners of KTC or the consolidated 
groups of which they are members were able to imme- 
diately utilize the full tax deduction available to them 
as a result of KTC's construction activity. State Ini- 
tial Brief at 49; Staff Initial Brief at 32, 32 n.1. As 
correctly stated by Staff, "[t]he burden of proof to 
rebut rests with the party in possession of the neces- 
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sary documentation, Louisiana Power and L ight  Com- 
pany, 9 FERC ¶ 63,054 (1979); all'd, 13 FERC ¶ 
61,221 (1980); Nantahala Power and Light Company 
v. FERC, supra at 1351 . . . the obligation is upon the 
KTC partners to produce relevant portions of their 
filed tax returns (or the returns of the parents) to 
support any claim that the deductions were not 
used." Staff Initial Brief at 32 n.l. 

Federal Energy Guidelines 
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nearly a~ p~ssihle on [its] own merits anti not 
on tho~e of [its] affiliates." 23 FERC at p. 
61,832 Furthermore, KTC contends that the 
Staff's position creates a regulatory bias based 
on the financial situation of parents of the 
owners, i e., if the parent is a perennial loss- 
corporation, rates would be higher because the 
deferred tax benefits could not be used, and the 
ADIT balance would b¢ Iowcr than if the par- 
ent was profitable and could use the deferred 
benefits. Exh. KTC 10-1 at 39-41; KTC Reply 
Brief at 42 n. 25. 2° 

KTC further relies on Distri$as of Mass~chu. 
setts Corp. v. FERC, 737 F 2 d  1208 ( l s t  Cir. 
1984), as an illustration of the principle that  
customer-contribution is the key reason for 
deducting deferred taxes from rate base. 

Staff responds by stating that  the Commis. 
sion's requirement of an A D T T  deduct ion from 
rate base has never depended upon whether or 
not there was sufficient jurisdictional income to 
offset or utilize the deferred tax benefits. Staff 
Reply Brief at  16. Staff asserts that  the only 
question is whether the deduction was gener- 
ated by an expense which will be borne by the 
ratepaycrs and that  when the jurisdictional 
expense is paid for by the shippers does not 
matter  as long as it is eventually borne by 
them. According to Staff, Distrifas does not 
support KTC's position. Unlike the situation in 
Distrigas, which concerned the issue of whether 
future shippers should have to pay for an 
expense incurred prior to the company being 
regulated, 2t "the shippers here will pay every 
penny of the expense associated with the 
deferred taxes at  issue." Id. at 23. 

All of the parties agree that  Columbia Gul/" 
Transmi~ion is the controllin8 au tho r i t y  on 
the stand-alone principle. The specific issue in 
Columbia Guff was whether the tax rate used 
for cost-of-service tax allowance purposes 
should be the statutory rate or the sub•tan- 
tinily lower effective tax rate of the conloli- 
dated group. In maldng this determination, the 
test to be applied is "whether the expenses that  
generate the deduction are used to determine 

the jurisdictional service's r a t e "  23 FERC at 
p. 61,853. The Commission chose to apply  the 
statutory tax rate because the expenses that  
gave rise to the tax  reducing benefits were not 
incurred in prov id ing transmission service. The 
Commission explained in Columbia Gul[that 

[t]he ratepayers were therefore not responsi- 
ble for these expenses. Accordingly, none of 
the expenses of the gas development compa- 
nies were included in the pipelines' cost of 
service. Because this is so, none of the deduc- 
t ions of the gas deve lopment  companies 
should be allocated to the pipelines' ratepay- 
era. 

/d. at  p. 61,853. 

A proper reading of Columbi4 Gulf thus sup- 
ports the Staff's and the State's position, and 
the correct test is "whether the customers ever 
pay the eapenses associated with the deferred 
tax benefits, not when. " Staff Reply Brief at  21 
(emphasis in original). 

Turning to the facts of the ease here, KTC 
has made no a t tempt  to adduce evidence dis- 
puting that  the ADIT balances at issue were 
generated as a result of expenses incurred dur- 
ing the construction of KTC, that  KTC's part- 
hers have  a l ready received the benef i ts  
associated with the ADIT balance, or that  
these expense, have been reflected fully in 
KTC's cost of service •ince the fir•t day of 
operation, zz With a intrtnership such as KTC, 
r4x benefits nmy freely flow through to the 
individual partners, which was the case here. 
The ADIT balance should b¢ rightly deducted 
from rate base when the ratepayers have an 
obligation to pay the costs of construction 
which gave rise to the ADIT balance. This is 
especially true here where KTC dots not deny 
that  these expenses are reflected in the cost of 
service, and that  the benefits of the tax timing 
differencez giving rise to the ADIT balance 
have been realized by KTC's individual part- 
nero. 

KTC has made up out of whole cloth a rather 
flimsy and unsupported argument which would 

2°The Sufff contende that KTC's asSument that 
an owner whose parent is Ixolitable and am utilize 
the deferred uLx benefits will have s hisher AD1T 
bslance, and thus lower rates than an owner wh~e 
parent i t  in perennial ULt- lm situatkm, is a "red 
herri t~" beraose: (1) the relevant cases do not ~ -  
ram themlelves with "}m~tdict/o~x] I n c ~ " ;  (2) i t  

• would he incatreet to have such a Ixopo~tion as a 
l~nerxl rule when only ~,e pipeline has been spacifi- 
ral ly identified as having S Ku-lals par~ t ;  ~ (3) 
KTC itself do~ not have perennial tu- lom pezeets. 
Staff Initial Brief at 38-39. 

21 In Distr~raJ, bncauso the expense was incurred 
p~i~r to the time the c~pany  became regulated, the 
customerl never incurred the $4.6 million expenso as 
wo~ld typically have been the case under the nmmsli. 

FIERC Rsports 

~atioo appronch. The Commiml¢~ not only disollom~l 
impositicm oL this expenso on future ratepayenk but i t  
also d ~  • $4.6 million rate ~ d o d u ~  
until the deferred rax~ w~re paid off berau~ mx:h 
expanle would never be included in the jm-isdictiamfl 
pint of .ervice or in jurisdictional r a ~  Staff R ~ y  
Brief at 22.2& 

z; Funlxummt, KTC ,~m~s Hlidshl m s~ted 
in his ~ te~lmosy whethe~ it msttesed i f  the 
parent companies of the KTC pm~a~m may have 
deducted some ~ all d the cemtruct im period u~  
t /min i  differences on their corpurate tax returns. He 
did not dispute the fact that the parent compsniet 
did utilise the available tax timing differencss during 
the conltrucZlon period. Exh. KTC 10-0 at 24-25; me 
aboTr, at 17-19. 

¶63,006 
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defer full realization of A D I T  until some 
unspecified t ime in the f u t ~ .  Thi~ would have 
an inequitable result given the facts that  rate- 
payers would not only be paying through their 
rates the expenses that  generated the A D I T  
balances, but they would also be supplying a 
return on the amount  of ADIT balance in rate 
base  when K T C ' s  pa r tne r s  had a l r e a d y  
received the benefits of zuch balances. KTC 
has made no a t tempt  whaumever to substanti-  
ate when, under its theory, KTC would gener- 
ate enough revenue so that  it could utilize the 
tax t iming difference. Furthermore, t h ~  com- 
panies who have already ~ceived the benefits 
of these t iming differences are economically 
identical to KTC. To allaw KTC to realize a 
return on the A D I T  balance when the benefits 
of the balance have already been received by 
its partners would provide KTC with a double 
benefit, and thus an unjustified windfall. KTC 
would have us view it as if it were totally 
divorced from the reality t~ the situation. 

For all of the above reasm~s, KTC ' s  interpre- 
tation of the stand-alone I ~ i c y  is rejected. As 
aptly stated by Staff witness Mopsick, "[ i ] t  
would be inconsistent and unfair  to recognize 
the bui ld-up of these [ in te res t  and  tax]  
expenses during construction and add them to 
the jurisdictional cost of service, but  then fail 
to recognize the deductions that  these expenses 
generated during construction for A D I T  pur- 
poses." Exh. F E R C  19-0 at  13. Construction- 
generated A D I T  must  be subt rac ted  from 
KTC's  rate base at the start-up of operations. 

2. Investment Tax Credit Offset to A D ~  
Inves tment  tax credits ( /TC's)  are a direct 

credit agn~.nst taxes owed for IRS purposes. 
Pursuant  to Section 203(cX2) of the Revenue 
Act of 1964, the Commission may  not use 
ITC's  to reduce, directly or indirectly, KTC ' s  
Federal income tax expense and, therefore, 
rates. This  restriction disallows the sharing of 
federal ITC benefits available to the company 
with the oil pipeline ratepayers. Accordingly, 
neither Staff  nor the State gave any  considera- 
tion to the ITC ' s  in this case; the credits were 
simply ignored. Staff Initial Brief at 40;, State 
Initial Brief a t  67-68. 

KTC,  on the other hand, does not ignore the 
ITC's. Because in its early years  KTC had no 
net taxable income against  which it could 
apply the ITC's ,  some ITC ' s  remain unused. 
thus ,  KTC treats  these "unused" ITC ' s  as 
:arryforwards belonging to KTC and argues 
that they should be deducted from the com- 
pany's A D I T  balances. Exh. KTC lOO at  26. 
KTC's  bases its position on two grounds. 

First,  KTC's  position that  the Commission's 
itand-alone principle mandates  that  the inves- 
:ors' ITC ' s  be carried forward as "unused" and 
deducted from KTC's  A D I T  balance is rejected 
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for all of the ~ame reasons that KTC's  interpre. 
ration of the ~tand-alone principle was rejected 
in connection with the rate-bas~ deduction of 
A D I T  balances, supra. Again, KTC does not 
deny that  the parent companies of its partners 
used or could have used the ITC's .  As stated by 
Staff, the end result of allowing an ITC offset 
of A D I T  is a 

classic double-dip for the owners and a pen- 
alty on the ratepayers,  i.e., (1) full realiza- 
tion by the owners of the tax sav ings  
associated with the ITC ' s  (from which the 
ra tepayers  receive no benefit), and (2) a 
write-down of A D I T  by an a m o u n t . . ,  equal 
to an . . . "unused I T C "  balance (which 
increases rate base and this penalizes the 
ratepayers).  

Staff  Initial  Brief a t  41. 

Second, K T C  argues  that  the Financia l  
Accounting Standard Board Interpretat ion No. 
25, which suggests that  unused ITC's  m a y  be 
used as an offset to ADIT,  further supports its 
position. Even  if KTC had any  "unused"  
ITC's ,  Staff  and the State note that on at  least 
two occasions, the Commission has specifically 
rejected using FASB Interpretat ion No. 25 for 
ra temaking  purposes. Staff  Initial  Brief at 43; 
State Initial  Brief a t  69;, see New York State 
Electric and Gas Corporation, 37 F E R C  
61,1.51, a t  pp. 61,371-374 (1986); Public Ser- 
vice Company of New Mexico (PSCNM), 13 
F E R C  1 63,041 (ITS0), afFd in pertinent part, 
12 F E R C  |61,12.3 (1981), reh. den., 18 F E R C  
161,036 (1982), afFd in pertinent part, 832 
F.2d 1201 (10th Cir. 1t~7). In any event, KTC 
notes that  " the ITC provisions applicable to 
electric utilities such as P N M  differ dramati-  
caUy from those applicable to oil pipelines." 
KTC Init ial  Brief a t  83. n. 66. 

The Commission policy that unused ITC ' s  
cannot be used to offset A D I T  has been upheld 
in court, and no substantial  reason has been 
given not to follow this policy. Moreover, 
KTC ' s  reliance on FASB Interpretat ion No. 25 
is unfounded in that  this interpretation is used 
solely for a c c e n t i n g  purposes. 

For all of the above reasons, KTC's  a rgument  
that  unused ITC ' s  should be deducted from its 
A D I T  balance is hereby rejected. 

3. Deduction From Rate Base vs. Risk Free 
Cte~'t 

I have determined that  the appropriate t ime 
to give ratepayers  the benefit of the t ime value 
of A D I T  is when the expenses which generated 
the A D I T  balance are included in the cost of 
service, namely, a t  the beginning of operation. 
Now, the proper mechanics of the A D I T  deduc- 
tion from rate base must  be determined. I t  
should be noted a t  the outset that  Opinion No. 
154.B requires that  all deferred taxes must  be 

Fedwal EmHlff Ouldelln44 
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deducted from rate ha.~e. 31 F E R C  ¶ 61,377, at 
p. 61,839 n. 55. The Commission reaffirmed 
this position in Opinion No. 154.C. 33 FERC 
~" 61,327, at p. 61,639. 

Staff  and the State contend that  A D I T  
should be fully deducted from rate base so that 
no return is earned on such funds. They state 
that Commission policy requires such a deduc- 
tion and cite Opinion Nos. 154-B and 154-C, as 
well as substantial case law to support this 
position. See, e.g., Alabama.Tennessee Natural 
Gas Co., 31 FPC 2(~ (1964); Minnesota Power 
and Light Co., 3 F E R C  161,045,  a t  pp. 
61,127-28 (19;:'8); Trans-Alaska Pipeline Sys- 
tem (TAPS), 10 F E R C  1 63,026, a t  p. 65,189 
(19eo). 

KTC, however, contends that  A D I T  should 
not be deducted from rate base because A D I T  
should be viewed as an " involuntary"  loan, 
with all the risks of repayment  falling on KTC.  
Therefore. K T C  maintains  that  

[c]rediting shippers with KTC's  overall cost 
of capital (which is the net effect of rate  base 
deduction) compensates the shippers for a 
risk they do not bear and deprives KTC*s 
investors of a premium to which they are 
entitled as a mat te r  of regulatory fairness. 

K T C  Initial  Brief at 86. KTC proposes instead 
to measure the t ime value of the A D I T  funds 
by applying a risk-free interest rate to the 
A D I T  balance and treat ing the resulting earn- 
ings as a credit to the cost of service, ld. at  
88*89. KTC argues that  Opinion No. 154-B 
does not definitively answer the question as to 
the proper t rea tment  of the A D I T  balance 
because it is "merely a policy s ta tement  which 
must  be fully justified before it  can be applied 
in a concrete case." Id. a t  87; KTC Reply Brief 
a t  46-49. Furthermore, K T C  mainta ins  that  if 
the Commission's  ADIT-deduction policy in 
regard to natural gas  pipelines and electric 
utilities is blindly applied to oil pipelines, it 
may  produce unfair  results. K T C  Init ial  Brief 
at 88; KTC Reply Brief a t  .51-52. 

For the past twenty years, the Commission 
has consistently followed the position advo- 
cated here by Staff  and the State in its regula- 
tion of na tura l  gas  pipelines and electric 
utilities. More recently, the policy of a full rate 
base deduction of A D I T  was extended to an oil 
pipeline in TAPS where Judge Kane  dismissed 
the pipeline owners' similar a rgument  against  
a full rate base deduction by stating: 

Deferred tax reserves represent recovered 
capital.  Since that  capitol has  been recouped 
there is no rationale that  would support earn- 
ing any return on it. 

Trans.Alaska Pipeline System, tO F E R C  
763,026,  a t  p. 65,189 (footnotes omit ted;  
emphasis  in original). Moreover, as stated pre- 

F E I ~  Rslmets 

viously, Opinion Nos. 154-B and 154-C upheld 
the Commission policy of deducting deferred 
taxes from rate base and specifically extended 
such policy to oil pipeline regulation. KTC has 
provided no evidence or persuasive argument  
why a different policy should be followed in 
this case. No reason appears  why cost-based 
regulation should require that  the regulated 
ent i ty  be permit ted any return on cost-free 
deferred tax funds which were not supplied by 
the investors. 

K T C ' s  t r ea tmen t  of the A D I T  funds is 
hereby rejected. 

I f  the rate base deduction is to be required, 
KTC also addresses the question of how the 
A D I T  deduction from the equity portion of 
ra te  base should occur. K T C  Initial  Brief a t  87 
n. 67; F.,xh. KTC 10-I a t  50-51. Opinion No. 
154~B is silent on this issue. Staff  and the State 
implicitly deduct A D I T  from rate base prior to 
the wending adjustment  to the equi ty  portion 
of rate base. KTC, on the other hand, "believes 
that, if  deduction of A D I T  is adopted in this 
case, the deduction should be made after  trend- 
ing," K T C  Initial  Brief a t  87 n.67, because to 
do otherwise would deprive KTC of the ability 
to earn a fair  rate of return on its trended rate 
base. Neither  Staff nor the State defends their 
method, and their failure to brief this issue 

• consti tutes apparen t  abandonment.  Arizona 
Public ,Service Coml~ny, 5 FERC I (33,038, at  
p. 65,181 n. 18. In  any event, Staff 's  and the 
State 's  implicit  position would have the effect 
of improperly inflating the A D I T  balances. See 
ARCO Pipe l ~ e  Company, 43 F E R C  1 63,033, 
a t  pp. 65,392-65,394 (1988). 

KTC'I method of subtract ing A D I T  after  
t rending the equi ty  portion of rate  base is 
proper for the reason stated by KTC and is 
adopted. 

E. Working C~pitaf 
Working capital eompelses funds, over and 

above carrier property and other separately 
identified rate  base components, for various 
allowances (e.g., inventory material  and pipe- 
lines, p repayments  and certain amounts  of 
cash) used to satisfy daily operating needs. The 
Commiss ion  recognizes these f u n d s  as an 
investment,  and permits  a return to be earned 
on them. See Opinion No. 154, 21 F E R C  at  p. 
61,704 n.386; afFd, Opinion No. 154-B, 31 
F E R C  a t  p. 61,838. Thns, a working capital  
allowance provides money to cover the t ime lag 
between expenditure of funds to provide ser- 
vice and the receipt of revenues from that  
service. 

Sudf  and KTC have no dispute about KTC's  
proper working capital  amounts.  The Staff  sup- 
ports KTC's  recommended working capital  bal- 
ance. Exh. F E R C  24-0 at  10-11; Staff Init ial  

¶ 63,006 
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Bract at  60, KTC Initial  Bricf at 91. The Statc, 
however, raises an ,~sue regarding two compo- 
nents of KTC's claimed working capital: ( l )  
material and supplies and (2) certain prepay. 
ments. State Initial  Brief at  70; KTC Init ial  
Brief at 91.z3 

As to the material and supplies component of 
working capital,  KTC claimed balances of 
$539,219 for 1964 and $351,718 for 1985 and 
the test year for the existence of 5,.5(~ feet of 
24-inch pipe and six anchors. KTC Initial  Brief 
at 91.z4 The State •rgues that  the balance for 
KTC's materlals and supplies should be zero 
because these items are excess property left 
over from the construction project. The State 
maintains that  the only record support for 
KTC's allowance is the Kuper Report which 
]abels these items "inventory or surplus materi- 
als." Therefore, the State contends that  it is 
reasonable to assume that  these surpluses will 
be sold back to KTC's affiliates, especially 
since "KTC already has disposed of approxi- 
mately 40 perCent of that  surplus"; the surplus 
items have not been used at  all since the com- 
mencement of operations; KTC has no need for 
any mater/sis and supplies as such items can 
he acquired, as necessary, from its affiliates; 
and even if there is a genuine material and 
supply need, one mile of pipe for • 37-mile 
pipeline is excessive. State Ini t ial  Brief at  
72,-73, and 73 n. 89. 

AS correctly stated by KTC, "the generally 
accepted standard within the industry is to 
main ta in  in a company's  working capi ta l  
account approximately one mile of spare pipe 
for each operating regton. (KTC Brief at  92.)" 
KTC Keply Brae| at 53; see "Yr. a t  378. Fur- 
thermore, a sale of the remaining items is 
purely speculative and wo~Id run counter to 
the standard practice. The fact that  KTC sold 
some of its surplus materials shows that  KTC 
tried to stay within the industry standards. 
Just  because KTC has not used the items does 
not mean that they are surplus which KTC 
intends to sell in the future. For all of the 
above reasons, the State's position is rejected; 

No dispute exists as to K'rC's tre~ummL of 
prepaid insurance and cash wcclfing capital EXh. 
FERC Z4-O at 10-If; Exh. AK 16-0 at 18-19. The 
parties have stipulated to a zero amount for cash 
working capital. Prepaid insurance was zero for 1 ~ ,  
and the mmlthly averase for !g65 w ~  $188,000. 

~The "Kuper Report", • dorumem that 
rains a comprehensive analysis of ell of KTC's prop. 
erty eccomzt~ was i~ued in May/lime I ~ .  Tr. at 
373. As stated by KTC: 

[KTC Whne~] Mr. Baden explained that the 
Kuper Report reflected • hal•nee of ~520,048 for 
msterlals and supplies, an amount that was subee- 
qu~ltly reduced to ~k~TT.~ in December |g84, and 

I{ 63,006 

KTC's adjusted figures for materials and sup- 
plies are hereby adopted. 

As to prepaid property taxes, KTC claims a 
prepayment for the last half of each tax year, 
since KTC pays its property taxes at  the end of 
June of each tax year. The State asserts that 
during the months of January through June, 
KTC accrues property taxes which act as a 
"negative prepayment", and that  this amount 
should be used to offset the positive prepay- 
ment later in the year. State Init ial  Brief at 74; 
Exh. AK 1G-0 • t  18. 

The key case on this issue, cited by the State 
and KTC, is Car~ 'na  Power & Light Co., 6 
FF.~C | 61,154 (1979). In  C.aro/ivm Power, the 
Commission held that  mere book accrual of an 
estimated taz l iabili ty does not necessarily 
mean eash is available for working capital; only 
if the taxes are actually collected through rates 
from the customers in advance of payment will 
an offset be created against working capital. 
Id. at  pp. 6 1 , 2 9 7 - 6 1 ~ .  

The State does not unequivocally state that  
KTC collected taxes in advance in rates to 
shippers. State Ini t ial  Brief at  74; Exh. AK 
16-0 a t  18. The State's only statement is that  
"during the months of January through June, 
KTC accrues an amount for each month's pot- 
tion of the estimated property taxes." Exh. AK 
16-0 a t  18. This statement does not prove that  
KTC's accrual accounting entries were any- 
thing more than book entries: mere book •ecru- 
• is do not necessarily create cash. 6 FERC at  
p. 61,297. Therefore, the State's proposed tax 
offset is rejected. 

F. Accumulated Depreciation 
The appropriate depreciadon pattern, depre- 

ciatlon base, and depreciation rates are dis- 
cussed elsewhere in this decision. The issue that  
cmffronts us here is the appropriate date on 
which to commence the calculation of deprecia- 
tion. 

Staff calculated depreciation expense and 
the related accumulated reserve for deprecia- 
tiorl start ing with the dates specific facilities 
were placed in service. Staf f  also uses this 

then to $349,564 in January 1~5, to reflect cerUfln 
vouchan 0mr ~ not previously been accounted for 
in KTC'z m a t ~  and supplies balance,. (Baden, Tr. 
6/372.74, 376-77; Ex. KTC.4.12.) The diffenmcez 
reflect surplus materials and mappih~ dlzpm~d d by 
KTC to Alyesks, and were pcoperly excluded frm~ 
working capital. (Baden, Tr. 6/377.) The resultin~ 
• vera~ b~lanees oi materials and ~ p p l ~  were 
$5,39,219 for 1964 and $351,718 for 1985. 

KTC Initial Brief at 93. 

Th¢~ adjustments were not made to Mr. B~len's 
exhibits but were instead expialncd o~ the recwd. 
Tr. 372-74, 376-77. 

F s d w ~  E m ~ f f  
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approach in its calculations for trending the 
equity portion of rate base and for the rate of 
return KTC placed property it constructed 
into service on October 7, 1984, and on October 
25, 1964, KTC placed transferred property 
into service for book purpo~ies. Thus, Staff  cal- 
culated depreciation expense in 1 ~ 4  on the 
two classes of property for 86 days and 68 
days, respectively. Staff  Init ial  Brief a t  60-62. 
K T C  wi tness  Baden,  however ,  ca lcula ted  
depreciation expense from November  1, 1984, 
notwithstanding his use of an October in-ser- 
vice date for his computation of rate of return 
and rate base inflation write.ups. Id. at  61; 
E x h  K T C  4-0 at  7. 

Staff  argues that  the logical and accepted 
ra temaking principle holds that  depreciation 
commences at  the moment  property is placed 
in service. Staff  contends that  not only has 
KTC's  "wimess departed from this principle, 
but  that  he also has been inconsistent with his 
calculations of carrier  property in service. Id. 
at 61-62. 

KTC does not respond to SlaWs assertion, 
and it apparent ly has abandoned this issue. See 
Arizona Pacific Service Company, 5 F E R C  
¶63,038, at p. 65,181. In any  event, Staff 's  
position is correct on the meri ts  and must  pre- 
vail over KTC's.  

The State makes an interjection that  must  be 
dealt with. The State asserts that  if its unit-of- 
throughput (UOT) method for depreciation, for 
which the State derives annual factors from a 
stipulation, is employed, the issue raised by 
Staff  will be mooted. State Init ial  Brief a t  76; 
see  d i scuss ion  i n f r a  of S t a t e ' s  un i t -of -  
throughput method. Because the State 's  U O T  
method is not accepted, as discussed hereinaf- 
ter, its assertion of mootness is rejected. 

V.  R a t s  of  R e c u r n / C a p i t a l  Btructure 

Investors in a regulated compony must  be 
afforded a reasonable opportunity to earn a 
fair  rate of return on their invested capital.  See 
Bluefield Waterworks & Improvement Co. v. 
Public Service Commission, 262 U.S. 627, 
(1923); F P C  v. Hope Na tu ra l  Gas Co., 320 U.S. 
591 (1944). In Bluefield, the Supreme Court 
held that  a regulated company 

is entitled to such rates as will permi t  it to 
earn a return on the value of the property 
which it employs for the convenience of the 
public equal to that  generally being made at  
the same t ime and in the same general par t  
of the country on investments  in other busi- 
ness undertakings which are at tended by cor- 
responding risks and uncertainties... 

n a c  ascerts 

262 U.S. at 629. Twenty  years later in Hope, 
the Court similarly observed: 

From the investor or company point of view 
it is important  that  there be enough revenue 
not only for operating expenses but also for 
the capi ta l  c a t s  of the business. These 
include service on debt and dividends on the 
stock. By that  s tandard the return to the 
equi ty  owner should be commensurate  with 
return on investments  in other enterprises 
hav ing  corresponding risks. T h a t  return,  
moreover, should be sufficient to assure con- 
fidence in the financial integri ty of the enter- 
prise, so as to main ta in  its credit and to 
a t t r ac t  capital.  

320 U.S. a t  (303 (citation omitted). 
These concepts are reflected in Opinion No. 

154-B, where the Commission concluded that  in 
oil pipeline rate cases, "equi ty  rate of return 
should be determined on a case-specific basis 
with reference to the risks and corresponding 
cost of capital  associated with the oil pipeline 
whose rates  are in issue." 31 F E R C  at  p. 
61J836 (footnote omitted).  The Commission 
noted specifically that  the focus in determining 
the cost of equi ty  capital  should be "on inves- 
tor expectations and requirements  with respect 
to earnings." Id. at  p. 61~39  n. 47. 

MakLq8 that  determination is a mat te r  of 
judgment  which cannot be reduced to mathe- 
mat ical  proportions. Midwestern Gas Trans- 
rm'ssion C~,  32 FPC 993, 1000 (1964). I t  is not 
a "slide-rule" calculation, cf. Colorado Inter-  
state Gas Co. v. FPC, 324 U.S. 581,589 (1945), 
nor a search for "delusive exactness" cf. ]ones 
& Laughlin Steel Corp. v. Pfeffer, 462 U.S. 523, 
552 (1983). 

While all part ies in the proceeding recognize 
that  K T C  is entit led to a rcasonable return 
allowance in its rates, there is substantial dis- 
pute over many  specific elements bearing on 
the appropriate  level of that  allowance. The 
essential issues to be resolved in this section 
are: ( I )  how risky is KTC,  i.e., what  are the 
chances that  the equi ty  investors in K T C  will 
be able to recover their investment  and a rea- 
somLble return?; (2) what  specific capital  struc- 
tu re  should be employed  in the  r e t u r n  
analysis?; (3) g iven the risk level and capital  
structure to be employed, what  is a reasonable 
rate of return o~ equi ty  for KTC?; (4) what  
cost of debt should be reflected in K T C ' s  return 
allowance?; and (5) should K T C ' s  investors 
receive additional compensation for guarantee-  
ins  K T C ' s  debt, i.e., should they receive a 
"suretyship premium"?  The foregoing ques- 
tions are, in some measure, interdependent. For 
example, equi ty  investors in a high-risk enter- 
prise must  be allowed a higher return on their 
investment  than investors making  a low.risk 
investment .  Likewise,  as will be seen, the 

¶ 63,006 
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• al]ov, ance fur a "suretyship premium" may 
depend on the t rea tment  given to capital struc- 
,.ore and debt costs, or ~n who benefits from the 
~uarantee. Each of these issues is taken up 
beluw. 

, I .  Risk 

Staff 's  and the State 's  presentations on risk 
are persuasive.  They demonst ra te  through 
raany different factors that KTC is a low-risk 
enterprise. Thus, Staff and the State point out 
that:  ( i )  the successful experience of TAPS and 
I ' :TC's own 16-inch pipeline great ly mit igated 
construction completion and operational risks 
associated with subsequent North Slope oil 
pipelines; (2) because KTC enjoys a monopoly 
position in its service area, KTC's  owners do 
not face significant business risks from compe- 
tition; (3) because KTC's  owners have guaran- 
teed its debt with throughput and deficiency 
a~Ireements (T&DA), they have a defini te  
financial interest in maintaining throughput 
levels sufficiently high to insure the economic 
well-being of the pipeline; (4) employment  of a 
variable tar iff  methodology (VTM) as proposed 
b:/ Staff and the State would serve to further 
insulate KTC against  the risk of undercollec- 
ti.m of its actual co~ts due to increases or 
decreases in such things as throughput,  net 
investment and corporate income taxes; and 
(5) the fact that .ludge Kane found the TAPS 
line itself to be a low-risk investment  means  
that whatever risks KTC investors face, they 
mast  be lower than risks faced by the investors 
in TAPS, the first .North Slope pipeline. Staff  
Initial  Brief at 63-72; State Initial  Brief a t  
82-95. 

t h e  foregoing conclusions of the State and 
Staff are fully supported and confirmed by the 
appraisals of the owners themselves as revealed 
in the "decisional documents."  These are writ- 
ten analyses prepared by or on behalf of the 
K'?C partners at the t ime they made their 
investments.  The documents unanimously dis- 
close that K T C  was perceived to be a low-risk 
investment at  the various t imes when the indl- 
viclual owners determined to enter into the 
venture. Staff  Ini/ial  Brief at 63-67; State Ini- 
tial Brief a t  84, 88-95. Further,  as the State 
maintain% the absence of any discussion of risk 
in many of the investor risk documents indi- 
cates that  the project's risk was deemed to be 
so low that it was not even worthy of comment.  
State Initial Brief a t  84; Exh. AK 14-0 at  17. I t  
must be remembered that the KTC owners 
were knowledgeable investors who were well 
aware of the risks associated with oil pipeline 
act ivities. 

I ' :TC generally argues that  oil pipelines have 
greater  busine~_s risks than either gas pipelines 
or (:lectric utilities. Specifically, KTC's  witness 

¶ 63,006 
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Kolbe asserts that, conservatively. KTC should 
be treated as being consistent in risk with the 
bottom (i.e., on a scal~ of 1 to 100 percent with 
1 percent being the riskiest) 25 percent of oil 
pipelines reporting to the Commission. KTC 
Initial  Brief a t  97. Thus, KTC claims that its 
pipeline constitutes a much riskier enterprise 
than other regulated businesses (i.e., gas pipe- 
lines and electric utilities). 

This  claim of high risk rests on three differ- 
ent  types of risk KTC delineates, namely; ( I )  
marke t  risk, (2) proration risk and (3) operat- 
ing risk. KTC Initial Brief at 105-117. Market  
risk deals with the chance that  world oil prices 
m a y  fall so low that  North Slope oil production 
will be "shut  in", causing KTC's  oil shipments 
to decrease to a level insufficient to permit  
KTC's  owners to recover their investment  and 
the allowed return. Staff  and the State effec- 
tively counter this " r i sk"  by stat ing that  this is 
one of the specific risks the investors consid- 
ered in the Ig~2 decisional documents when 
they concluded that  the overall risk of the 
project was low. Exh. AK 14-9 at  8. Further- 
more, KTC never established at  what  point 
competi t ive effecUs of the world price of oil 
would h a v e  a n y  real  i m p a c t  on K T C ' s  
throughput.  Staff Reply Brief at 34-59; State 
Reply Brief 35-41. 

Proration risk involves the chance that  unan- 
t ic i I~ted high demands for TAPS services will 
exceed available TAPS capacity, resulting in 
proration of the use of the TAPS facilities. This  
in turn, i t  is argued, would prevent  the full 
utilization of KTC's  pipeline and the ability of 
K T C  to collect its allowed return. KTC has 
made  no showing of any prorationing of oil 
shipments  through TAPS anyt ime in the past 
or any  real risk of such prorationing in the 
foreseeable future. Staff  correctly points out 
that  it is improper to look simply at  the cur- 
rent capabili ty of TAPS in evaluat ing the pro- 
ration risk because of the presence of two 
additional factors, namely that  TAPS can add 
Drab Reduction Additive (DRA) which will 
increase the flow of oil and the fact that  TAPS 
was designed to have 12 pump stations of 
which only 10 are currently in operation. Staff  
Reply Brief a t  39-40. Furthermore, a t  least one 
of the decisional documents concluded that  
" [ r ] i sk  of proration due to capaci ty limitations 
is considered low as long as the expanded 
[KTC] system can be commissioned by end 
1984-." Exh. AK 14-9 at  10; see Exh. AK 14-7 
at  7-8. 

Last,  KTC argues that KTC faces the risk of 
extraordinary outages due to its geographical 
locattion. Any such operating risks KTC faces 
were minimLsad by the success of TAPS and 
K T C ' s  16-inch pipel ine ,  for ne i the r  has  

Fula'M ~ Qulde l lm 
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incur red  any e x t r a o r d i n a r y  outages .  See AK 
E x h  I J,-9 at 9. 

Of course,  K T C  contends  tha t  l i t t le ,  ii  any ,  
weight  should be given to the decis ional  docu- 
ments .  This  a r g u m e n t  is t o t a l l y  unpersuas ive .  
F i rs t ,  h i s tory  a t t e s t s  to the a c c u r a c y  of K T C ' s  
i n v e s t o r s '  " l o w - r i s k "  c o n c l u s i o n .  F u r t h e r ,  
K T C ' s  t h r o u g h p u t  a c t u a l l y  i nc reased  from 
about  80 mill ion bar re ls  in 1985 to about  100 
mill ion bar re l s  in 1986, desp i t e  the d rop  in 
world pr ices  in those yea r s  and  desp i t e  the fact  
tha t  Mi lne  Poin t  t h roughpu t s  were less than  
originally '  a n t i c i p a t e d .  S taf f  In i t i a l  Brief  a t  
68-69.  T h e r e f o r e ,  the  i n v e s t o r s '  " l o w - r i s k "  
a s sessmen t  is no less a p p l i c a b l e  t o d a y  than  it 
was when the decis ional  d o c u m e n t s  were wri t -  
ten. I t  is unfounded  for K T C  to c l a im tha t  the 
c o n t e m p o r a n e o u s  1982-1984 risk e v a l u a t i o n s  of 
the four K T C  owners a re  subjec t ive ,  unc r i t i ca l  
and  less re l iable  than  the a l l eged ly  "ob j ec t i ve"  
and  " u n b i a s e d "  risk ana lyses  m a d e  by  its h i red 
consu l t an t s  for purposes  of this  proceeding.  As 
s t a t ed  in Opinion  No. 154-B, the focus of the 
inquiry, should be on inves tor  expec ta t ions ,  and  
the dec is ional  documen t s  a re  h igh ly  p r o b a t i v e  
for this  purpose .  

Therefore ,  K T C ' s  posi t ion is re jected.  I f ind 
t ha t  K T C  exhib i t s  lower risk than  T A P S  did  a t  
the outse t ,  and  is m a r k e d l y  less r i sky  than  
t yp i ca l  lower-48 oil p ipe l ines  because  of the  
lack of compe t i t i on  K T C  faces, e i the r  from 
o ther  p ipe l ines  or from other  forms of t r anspor -  
t a t ion  in its service  area.  

Moreover ,  K T C  is s u b s t a n t i a l l y  less r i sky  
than  F E R C - r e g u l a t e d  n a t u r a l  gas  p ipel ines .  
The  l a t t e r ,  a t  least  since the ea r ly  1980s, have  
been opera t  ing in an inc reas ing ly  more compe t -  
i t ive  na t iona l  marke t .  The i r  sales have  fal len in 
c o m p e t i t i o n  wi th  a l t e r n a t i v e  fuels; the re  is sub- 
s t a n t i a l  i n t e rp ipe l ine  compe t i t i on  for exis t ing 
sales marke t s ;  and  most gas p ipe l ines  a re  now 
cons t r a ined  to ac t  as t r a n s p o r t e r s  of gas owned 
by o thers  which m a y  fu r the r  d i sp lace  the i r  own 
sales. F u r t h e r ,  these c o m p e t i t i v e  pressures  on 
thei r  sales have  caused ,  and  will con t inue  to 
cause,  s u b s t a n t i a l  r isks for n a t u r a l  gas  pipe-  
lines with respec t  to the i r  ob l iga t ions  under  
long- term,  t ake -o r -pay  gas  pu rchase  con t r ac t s  
wi th  n a t u r a l  gas producers .  KTC,  on the o ther  
hand,  faces no such risks. I t s  m a r k e t  pos i t ion  is 
unassa i lab le :  it buys  and  sells no oil; c o n t r a c t  
and  phys ica l  t ende r  l imi t  i ts d u t y  to i ts ship- 
pers; and  its a c t u a l  t h r o u g h p u t  is b a c k e d  by  
s u b s t a n t i a l  oil reserves  and  is b u t t r e s s e d  by  the 
t h r o u g h p u t  and  de f ic iency  a g r e e m e n t s  which 
ac t  to g u a r a n t e e  its debt .  

B. Capital Structure 

In  Arkansas  Louisiana Gas Co. (Arkla),  
Opinion No. 235, 31 F E R C  ¶ 6 1 , 3 1 8  (1985),  
the Commiss ion  a p p r o v e d  a genera l  pol icy  of 

using ac tua l  r a the r  than  hypothe t i ( ' a l  c a p i t a l  
s t ruc tu re s  for na tu r a l  gas p ipel ine  ra te  cases. 
Id. a t  p. 61,726. Re ly ing  on this 1985 policy 
p ronouncemen t ,  the Commiss ion  announced  in 
Opin ion  No. 154-B its i n t en t ion  respec t ing  the 
c a p i t a l  s t r uc tu r e  to be employed  in oil p ipe l ine  
ra te  cases: 

The  Commiss ion  mus t  decide  on the appro-  
p r i a t e  c a p i t a l  s t r uc tu r e  to use to d e t e r m i n e  a 
p ipe l ine ' s  s t a r t i n g  ra te  base and to t he rea f t e r  
c o m p u t e  the p ipe l ine ' s  a l lowed re turn .  The  
Commiss ion  recen t ly  expressed  for gas pipe-  
lines a genera l  pol icy  of using a c t u a l  c a p i t a l  
s t r uc tu r e s  r a the r  t han  h y p o t h e t i c a l  c a p i t a l  
s t ruc tu re s .  The  Commiss ion  be l ieves  t h a t  
this  a p p r o a c h  is a p p r o p r i a t e  for oil p ipel ines .  
The  a c t u a l  c a p i t a l  s t r uc tu r e  could be the  
a c t u a l  c a p i t a l  s t r u c t u r e  of e i ther  the p ipe l ine  
or i ts pa ren t .  The  Commiss ion  concludes  t ha t  
a p ipe l ine  which has  issued no long- term deb t  
or which issues long- term deb t  to its p a r e n t  
or which issues long- te rm deb t  g u a r a n t e e d  by  
its p a r e n t  to ou ts ide  inves tors  should use its 
p a r e n t ' s  a c t u a l  c a p i t a l  s t ruc tu re .  However ,  a 
p i p e l i n e  which  issues  l o n g - t e r m  d e b t  to 
ou ts ide  inves to rs  wi thou t  a n y  p a r e n t  gua ra n -  
tee should use its ( the  p ipe l ine ' s )  own c a p i t a l  
s t ruc tu re .  

31 F E R C  ¶ 6 1 , 3 7 7 ,  a t  p. 61 ,836 ( footnotes  
omi t t ed ) .  

But  the Commiss ion  d id  not  rule out  the  use of 
a h y p o t h e t i c a l  c a p i t a l  s t r u c t u r e  in all  cases, for 
it  s t a t ed  t h a t  i t  would "a l l aw p a r t i c i p a n t s  on a 
case-speci f ic  basis  to urge the  use of some o ther  
c a p i t a l  s t r u c t u r e . "  31 F E R C  at  p. 61,833. 

N o t w i t h s t a n d i n g  the ge ne ra l  po l i cy  pro-  
nounc e me n t  in Arkla and  Opin ion  No. 154-B to 
use a c t u a l  c a p i t a l  s t ruc tu re s  over  hypo the t i c a l  
ones, the  Commiss ion  in Alabama-Tennessee 
Natural  Gas Co., 38 F E R C  ~61,251 ,  a t  p. 
61 ,849 (1982),  addressed  the  ques t ion  of wha t  
l imi t s  to p lace  on this gene ra l  policy. The  Com- 
mission found t h a t  A l a b a m a - T e n n e s s e e ' s  95.78 
pe rcen t  e q u i t y  ra t io  had  moved  beyond  "gener-  
a l ly  a c c e p t e d  l imi t s "  and  a dop t e d  in i ts p l ace  a 
h y p o t h e t i c a l  c a p i t a l  s t r uc tu r e  of 55 pe rcen t  
deb t  and  45 pe r c e n t  e q u i t y  in order  to avo id  an  
" a b n o r m a l l y  h igh"  ra te  of r e tu rn  on equi ty .  
Thus ,  the  Commiss ion  s t a t e d  tha t :  

[w]hen an e q u i t y  r a t io  moves  beyond  gener-  
a l ly  a c c e p t e d  l imi ts ,  the Commiss ion  m a y  
f ind t h a t  i t  has to p resc r ibe  anomalous  rates 
of r e t u r n  in o rder  to m i t i g a t e  the effects  on 
ratepayers  of a b n o r m a l l y  high e q u i t y  rat ios.  
In  such ins tances  an except ion  to Arkla's 
genera l  pol icy  is jus t i f i ed  ... 

Id. a t  p. 61,849. 

And aga in  in Tarpon Transmission Com- 
pany, 41 F E R C  ~ 61,044 (1987),  the  Commis-  
sion i m p u t e d  a h y p o t h e t i c a l  c a p i t a l  s t r u c t u r e  

FERC Reports ¶ 63,006 
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of 55 percent debt and 45 percent equity where 
an actual 100 percent equity capital structure 
was held to be "beyond the norm of a company 
facing Tarpon's  risks." ld. at p. 61,138. 

Therefore, it is clear that  the general policy 
favoring the use of an actual capital structure 
(whether that of the pipeline or that of the 
parent) is not to be mechanically applied. 
Where the actual capital structure is "out-of- 
line," a hypothetical capital structure should 
be employed. 

Against this backdrop, I will review the par- 
ties' proposed capital structures. KTC advo- 
cates the use of the pipeline's stipulated actual 
capital structure of 30 percent debt and 70 
percent equity. Exh. KTC 10-0 at 11. Staff 
advocates the use of the weighted average of 
the actual capital structures of KTC's  parent 
companies, that is, approximately 25 percent 
debt and 75 percent equity. Exh. FERC 20-0 
at 3-4. Alternatively, in the absence of per- 
ceived constraints of Opinion Nos. 154-B and 
154-C, Staff states that it prefers, and would 
have recommended, a capital  s t ructure  of 
about 50 percent debt and 50 percent equity. 
Id. at 5-6. The State recommends use of a 
hypothetical 30 percent equity, 70 percent 
debt capital structure based upon an assumed 
"project financing." Exh. AK 14-0 at 4. 

KTC's  proposal is hereby rejected. First, all 
of KTC's debt was guaranteed by the parents 
of KTC's partners, and there is no publicly- 
t raded stock of KTC. Opinion No. 154-B 
clearly mandates that a company's  own capital 
structure should not be used where the com- 
pany does not engage in independent financ- 
ing. 31 FERC at p. 61,836. Such is the case 
here. Second, aside from what Opinion No. 
154-B requires, KTC's  stipulated actual capital 
structure of 70 percent equity and 30 percent 
debt is not typical of oil pipelines that  trans- 
port only crude oil. 

KTC at tempts  to qualify the straightforward 
language of Opinion No. 154-B by stating that  
the Opinion does not appear to have been writ- 
ten with KTC's situation in mind, and there- 
fore, policy justifications require that it not be 
applied to KTC Specifically, KTC contends 
that the use of either a hypothetical or KTC's  
parents' capital structure may (1) result in 
unnecessary interference with management  
decisions in regard to financing and (2) discour- 
age an oil pipeline from using a partnership 
form of organization since, in determining 
whether to join an oil pipeline partnership, an 
entity would have to consider the capital struc- 
tures of each prospective par tner 's  parent. 
KTC Initial Brief at 119-121. KTC then con- 
tradicts these alleged policy considerations by 
arguing that,  according to its witness Dr. 
Myers, capital structure should have "little, if 

¶ 6 3 , 0 0 6  
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any effect, on ratemaking." Id. at 117. As 
aptly stated by the State: 

[i]f the latter proposition is true, [i.e., Dr. 
Myers'  s ta tement  quoted above] pipeline 
investors (whether in partnerships or other- 
wise) should be indifferent to whether an 
actual, parent or hypothetical capital struc- 
ture is used. But, as the vigor with which 
KTC has defended its 30/70 capital struc- 
ture ... demonstrates, capital structure does 
have a significant effect on ratemaking. 

State Reply Brief at 43 (emphasis in original). 

Therefore, beside what Opinion No. 154-B 
clearly mandates, KTC's  purported policy jus- 
tifications for using a 30 percent debt and 70 
percent  equi ty  capi tal  s t ructure  are also 
unsound. 

Moreover, the capital structure created for 
KTC by its owners had a dual purpose, that  is: 
(1) to replicate, more or less, the average struc- 
ture of its parents (with an eye to what policy 
the Commission might take in oil pipeline regu- 
lation), and (2) to maximize KTC's tariffs, i.e., 
rate levels. Because KTC would be faced with 
no competition, there was no incentive for the 
owners to adopt a cost-minimizing capital 
structure. Instead, KTC's  owners' "incentive is 
to adopt a capital structure that, given the 
constraints of the regulatory regime under 
which it operates, would maximize its revenues 
(and hence its tariffs)." State Initial Brief at 
97. The intent to do just this is evidenced by an 
internal memorandum to the former Chairman 
of the Board of the Standard Oil Company 
recommending that Sohio invest in KTC, which 
states: 

The actual  debt- to-equity s tructure [for 
KTC] is yet to be determined, but in general, 
will be set so as to maximize the future 
ea rn ings  s t r eam of the project  under  
whatever regulatory methodology is finally 
adopted by F.E.R.C. 

Exh. AK 14-13 at 3. 

Staff's proposed debt-to-equity ratio of 25.1 
percent debt and 74.9 percent equity w a s  

based on KTC's  parents' capital structures, 
which is what the Commission in Opinion No. 
154-B said should be looked to if the debt of the 
company in question carries parental guaran- 
tees. But this capital structure is also flawed. 
First, Staff's equity ratio is unduly thick as 
compared with other crude oil pipelines. Staff 
itself demonstrates this by comparing KTC's 
capital structure with that of seven oil pipe- 
lines that transport only crude oil; these seven 
pipelines had an average equity ratio of only 
about 50 percent at yearend 1984. Exh. FERC 
20-0 at 5-7. Moreover, the risk profiles for the 
parents were quite different from that of KTC, 
for pipeline transportation contributes to only 

Federal Energy Guidelines 
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a small pcrcuntage of the parents' revenues. [d. 
at 5. 

I conclude that neither the actual capital  
structure of KTC nor the substantially similar 
weighted average capital structure of its par- 
ents reflects the range of capital  ratios nor- 
mally associated with crude oil pipelines; nor 
does either comport with the risks associated 
with investment in KTC.  

Thus,  a hypothetical  capital  s t ructure is 
appropriate since both KTC's  actual and its 
parents '  weighted capital structure are "out-of- 
line" with the norm. See Tarpon Transmission 
Company, 41 FERC ¶ 61,044, a t  p. 61,138 
( 1 ~ 7 ) ;  Alabama.Tennessee Natural Gas Co., 
38 F E R C  ¶ 61,251, at p 61,849 ( 1 ~ 2 ) .  

The State 's  hypothetical capital  s t ructure 
proposal rests on the test imony of its witness, 
Dr. Hass, who asserts that  because KTC ' s  busi- 
ness risk is very  low, it  could have employed 
subs tan t i a l  deb t  in i t s  cap i t a l  s t ruc tu re  
wi thout  t r i gge r ing  ex t r ao rd ina ry  concerns 
about the risks which accompany financial dis- 
tress. He views KTC as possessing the neces- 
gary ingredients for project financing at a level 
of debt at least equal to 70 percent of its total 
original cost. Accordingly, he recommends that  
the Commission assume that  KTC could have 
used a 70/30 debt-to-equity ratio and base its 
cost-of-service determination on that  c.apital 
structure and the est imated costs of debt and 
equity which would be consistent with it. Exh. 
AK 14-0 at 33-34. The State describes project 
f inancing as a " s t a n d a r d  f inancing tool" 
designed specifically to minimize the cost of 
capital by substi tut ing debt for equity. State 
Initial  Brief at 106. 

Dr. Bass  mainta ins  that  if KTC ' s  manage- 
ment  had chosen to employ its own project 
financing, given its relatively low risk as com- 
pared to integrated oil companies, his proposed 
70/30 debt-to-equity ratio would have been 
achievable with "non-recourso" debt. l 'mancing. 
Exh. AK 1 4 0  at  34-39. The abili ty of a com- 
pany to use project financing and non-recourse 
debt rests mainly on "the abili ty of the project 
to generate sufficient cash flow (through either 
operations or asset liquidation) to service the 
debt.'" Id. at  34. State witnesses Haas and 
Hoist  both mainta in  that  KTC could generate 
enough cash flow to service a 70 percent debt 
ratio./ 'd,  a t  34-39;, Exh. AK 17-15. 

Moreover, Dr .  Hass  s tates as his f'mal reason 
for employing a 70/30 debt-to-equity rat io that  
this is the a m m m t  of debt typically used in 
project financing. For his ?0  percent debt pro- 
posal, Dr.  Hass  depended upon (1) a H a r v a r d  
Business Review survey of 146 commercial  
banks which conclude that  project financing 
relies "heavi ly on leverage, generally for 65 
percent to 75 percent of its capital needs," 

FERC Repo~ls 

Exh AK 14-0 at 39, and (2) the fact that a 
70/30 capital structure was approved by the 
Commission in the project financing of two 
natural gas pipelines, cit ing Ozark Gas Trans- 
mission Company, 16 F E R C  ¶61,099 (1981); 
Trailbl~er Pipeline Company, 18 F E R C  
1 61,244 (1982). 

I find that  selection of an appropriate capi- 
tal s tructure for purposes of this proceeding 
should not be based on the State 's  project 
financing supposition, with its a t tendant  70 
percent debt ratio. T h a t  special form of financ- 
ing was not employed by KTC and has not 
been shown to be customary in the oil pipeline 
business. Nor has it  been shown that  debt 
ratios in the range of 70 percent are common- 
place in the industry. An essential feature of 
e n e r g y  project  f i n a n c i n g - - w h i c h  p e r m i t s  
employment  of an unusually high proportion of 
debt, but  a t  an acceptable cost - - is  a tariff  
form that  assures lenders that  the revenue 
s t ream will be sufficiently high to protect their 
interest. Such assurance is typically provided 
by a cost-of-service rate or some other type of 
min imum bill, effective from commencement  of 
operations, which satisfies lenders that  reve- 
nues will recover unavoidable project expenses 
(including debt  requirements)  regardless of 
actual service levels. In  such circumstances, 
lenders need not look to the creditworthiness of 
the enterprise nor to debt  guarantees furnished 
by its slx~sors. See, e.8., Ozark Gas Transmis- 
s/on System, 16 F E R C  at  p. 61,195. 

Accordingly, an appropriate capital  struc- 
ture will be determined by reference to Staff 's  
a l ternat ive proposal. Tha t  proposal rests on thc 
actual capital  structures of low-risk crude oil 
pipelines. Staff  witness Shelver derived his 
a l t e r n a t i v e  49 .56%/50 .44% debt - to-equi ty  
ratio by examining the year-end 1964 average 
capital  s tructures of the seven largest oil pipe- 

which, like KTC,  transport only crude 
petroleum. He chose these oil pipelines as rep. 
resenting that  portion of the oil pipeline indus- 
t ry  whose risk profile mint  clearly matches 
tha t  of KTC.  Four of the seven pipelines oper- 
a te  solely in Alaska. F.,xh. F E R C  20.0 a t  6-7. 

For purposes of this proceeding, I adopt a 
hypothetical capital  s t ructure of 50% debt and 
50% equity. Such capital  structure is futly sup- 
ported by the average capital  s t ructure of Mr. 
Shriver 's  group of seven crude oil pipelines. C[. 
A / a b a m a - T ~ ,  38 F E R C  a t  p. 61~50  
(the Commission selected a hypothetical capi- 
tal s t ructure by reference to the average  capi- 
tal s t ructure of Class A and B gas  pipelines). 
T h a t  group average provides the beat evidence 
of record for determining a capital  structure 
for KTC for ra temaking purposes, giving due 
regard to KTC ' s  risk characteristics. 

¶ 63,006 
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C. Return on Equ!: , 
For many ycats, this Commission has fol- 

lowed a forward-hmking, market-oriented cost- 
of-capital approach to determine an appropri- 
ate allowance on equity for regulated compa- 
nies. See Minnesota Power and Light Co., 3 
FERC [ 61,045, a', p. 61,132 (1978). While the 
Commission has placed substantial reliance on 
the di.~'ountcd cash flow (DCF) method for this 
purpose, h has not hesitated to depart from a 
DCF analysis, in whole or in part, where war- 
ranted by the facts of particular cases. See, 
e.g., ]tlidwestern Gas Transmission Co., 31 
FERC | 61,317 (1985), (affirming initial deci- 
sion, 27 FERC ¶63 ,073  (1984)); Y a n k e e  
Atomic Electric Co. et al., 40 FERC | 61,372 
(1987). 

The facts in this proceeding have not light- 
ened the task of the parties, or the Commission, 
in estimating a just and reasonable, market- 
oriented equity return for KTC. The company 
is a partnership and the partners are wholly 
owned corporate subsidiaries of four integrated 
oil companies. Exh. AK 1443 at 15. Thus, KTC 
has no publicly traded common stock nor do 
the partners. Moreover, there is no group of 
crude-oil pipelines whose stock is publicly 
traded and whose market-based equity capital 
costs could therefore serve as a proxy measure. 
meat for the appropriate return allowance for 
KTC. Finally, while the common stock of the 
four integrated oil companies is publ ic ly  

(1) St~te (Exhs. AK  14-41; 14-44; 14-0 at 4-5) 

traded, no party ha~ proposed to measure 
KTC's return by reference to the equity capital 
costs of those companies. These circumstances 
have colored the presentations of the parties, 
and it is against this backdrop that  their pro- 
posals must be assessed. 

KTC, the State and Staff have submitted a 
total of five independent estimates of required 
equity rates of return reflecting essentially four 
different methodologies. KTC relies on a "risk- 
positioning" variant  of the capital asset pricing 
model (CAPM) presented by its witness Kolbe. 
The State, through its witness Hess, bases its 
recommendations on the average of the results 
of two methods-- ( l )  a risk positioning analysis 
which finds KTC's risk comparable to, and 
employs the Commission's generic rate of 
return for, electric companies; and (2) a "cor- 
rected" version of KTC's CAPM presentation. 
Relying on its witness Shriver, Staff uses a 
DCF analysis of a gas pipeline group to deter- 
mine the equity return allowance to be used 
with the parents '  weighted average capital 
structure; alternatively, if Staff's hypothetical 
capital structure is adopted, it bases the return 
on a relationship between equity ratios and 
equi ty  re turns  der ived from Commission- 
approved settlements in numerous gas pipeline 
rate cases.  

The following table summarizes the specific 
nominal and real equity return recommenda- 
tions of the parties: 

Eqm'ty fN) a F_~ty (R) 

March 1983-.-Dec. 1 2  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  15 2% 
Jan. 19~4~Sept. 1984 ............................ 145% 
Oct. 1984----D¢c. 1984 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14.7% 11.5% 
Jan. I~5----Dee. le~5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14 7% 10.4% 
Jan. 1986 ....................................... 11.4% 7.8% 

(2) KTC ( F - ~ s .  K TC 8-11 Panel B, C; 8-0 at 6, 25) 
Equity ¢N~* ~u l t y  fR) 

1982 .................................... 22.9% 

March 1983---IX'c. 1983 .............................. 17.6% 
Jan. 1984---Sept. 1<~¢ ............................. 18.8% 
Oct. 1964---I~c. 1984 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1 8 . 9 %  14.6--15.3% 
Jan. lg85---Dec. 1985 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1 7 . 5 %  12.~L'-13.5% 
Jan. 1986 ........................................ 1 6 . 4 %  11.9--12.8% 

(3) gtaH123: I ~ debt/74.9% equity) (F_~s. FERC 20.O at 2, 3; 24-,5; 24-6; 18.0 at 7, 8) 

Equicy(N) ~qui~yfR) 

1982 .......................................... 18.68% 9.78% 
1983 .......................................... 13.68% 9.78% 
1 ~ 4  ....................................... 13.58% 9.78% 
1 ~ 5  ........................................ 13.78% 9.78% 

Jan. 1 ~ 5  ......................................... 13.78% 9.78% 

¶ 63,006 E. w 
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Equity tN) F.,quiry (R) 
1 ~ 2  ........................................ 19.41% 10.51% 
1983 ......................................... 14.41% 10.51% 
1964 ......................................... 1431% I0.51% 
i ~ 5  ......................................... 14.51% 10.51% 

Jan. I S  ......................................... 14.51% 10.51% 

** Midpmnt of each range. 

This  decision finds that no par ty ' s  specific 
r ecommenda t ion  respecting equity re tu rn  
allowance is acceptable. As hereinafter deter- 
mined, a just and reasonable nominal equity 
return for KTC is 12.90 percent, with a corre- 
spending real return of 8.gO percent, from 1 ~ 6  
forward. For earlier operating periods and for 
the calculation of AFUDC during the constrnc- 
zion periocl, that real return shall be increased 
by the inflation rates proposed by Staff. The 
position of the parties, a discussion of these 
positions and an ul t imate determination of the 
equity rate of return for KTC follows. 

1. Positions of the Parties 

a. K T C  

Through the method employed by its witness 
Koibe, KTC a t t empts  to determine the market-  
required nominal returns for KTC by adding to 
a risk-free rate of return a specific premium 
amount to reflect the risks of investment  in 
KTC. In order to determine the premium for 
KTC, Kolbe first es t imated the Ions-term risk 
premium for the stock market as a whole at  
approximately 8.5 percent by reference to the 
published da ta  of l'bbotson Associates, Inc. 
This  data  shows a market  p remium for stocks 
over U .S  Treasury  bills of 8.6 percent for the 
period 1926-1985 and 8.3 percent for the 
period 1947-1985. Exh. KTC 8.0 at  Z2-23. 

Next,  it was necessary for the witness to 
estimate the relative riskiness of K T C  com- 
pared to the overall market .  For this p u ~ ,  
he emplo)~'d "beta" ,  which is said to measure 
the non-diversifiable risk in a part icular  invest- 
men! as a function of the relationship between 
volatil i ty in return on the part icular  invest- 
ment  to the volatility in return on the overall 
market  (beta for the overall marke t  is taken to 
be unity, i.e., !.0). Because neither KTC ' s  stock 
nor that  of other oil pipelines is publicly 
traded, the wi tne~  used an indirect method to 
calculate beta  .for K T C  which relies upon an 
accounting risk analysis of a group of 55 oil 
pipelines. By developing and applying a set of 
formulas correlating the variat ion in account- 
ing risk data to the unlevered beta (i.e, rApital 
structure adjusted to an all-equity I~sis)  of 
some 1000 publicly-traded corporations, wit- 
hess Kolbe inferred the unlevered beta for each 
of the oil pipeline companies in his sample. 
Exh. KTC 8-0 at  17-18, 20. He then positioned 
KTC at the 25th percentile or bottom quarter  

FEI~ 

Average of the State's risk approach and KTC's CAPM model as revised by the S•te. 

of the group in terms of risk (i.e., a t  a beta level 
lower than the groups mean)  implying a beta 
for K T C  of about 0.8. Exhe. KTC 8-0 at  30 and 
KTC 8-21 at 59. 

Given the marke t  risk premium described 
above, witness Kolbe selected an all-equity risk 
premium for K T C  of 6.75 percent to 7.25 per- 
cent. Exh. KTC 8-0 at" 30-31. Coupled with 
risk-free interest  rates measured by yields on 
U.S. Treasury  bills and short-term notes during 
relevant periods commencing March 1982, this 
premium produced nora/ha/ unlevered costs of 
equi ty  for those periods. Exhs. KTC 8-0 at  Zl ,  
23-Z5, and K T C  8.8 (Panel A). These unlevered 
cosU were then adjusted upward by a formula 
to yield the nominal costs of equity, as shown 
in the above table, corresponding to KTC's  
stipulated capital  structure.  Exhs. KTC 8-0 at  
7 and K T C  8-I I (Panel B). 

b. The $ ~ t e  

The first of witness Hase's two methods is 
bottomed on his assessment that  KTC ' s  risks 
are quite low, and consequently, electric utility 
industry returns would constitute a good proxy 
for KTC ' s  returns. Exh. AK 14-0 at 48. The 
low risk assessment was based, fh-st of all, upon 
the perception of the project investors them- 
selves, as revealod by the decisional documents 
discussed above. This  perception was supple- 
mented by an independent analysis comparing 
o~ pipelines facing risks comparable to KTC 
with other oil pipelines, gas pipelines, and rypi- 
ca[ non-utility companies on the basis of varia-  
bil i ty of returns. Exlt. AK 14-0 a t  30-33. From 
this analysis, Dr. Hass concluded that  KTC ' s  
risks are less than t h e e  of the three compari- 
son Stoups, and KTC therefore requires a lower 
return than the others. Exh. AK 14-0 at 45. 
The low-risk assessment was further corrobo- 
rated by the results of a statistical model devel- 
oped by State witnesses Lakonishok and Dr. 
Haas to explain marke t  risk (beta) as a func- 
tion of eight different accounting vat/abler,  
ranked in order of explanatory significance; 
these variables were: availabil i ty in operating 
income, growth, dividend payment, acconntin8 
beta, leverage, interest coverage, size, and cur- 
rent ratio. The model was applied to some I000 
companies, including 47 electric utilities and a 
selected group of 13 oil pipelines (i.e., eight 
TAPS carr iers  and  f ive lower-48 pipelines 
deemed by the Depar tment  of Justice to have 
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substantial market pux~vr) coo.idcrcd most 
similar in ecunomic ~tatus tO KTC. Exh~..-kK 
14-0 at 45-48 and 14-38 From visual inspec- 
tion of an array of the results of the analysis, 
Exh. AK-31, Dr. Hass concludes that the 13 oil 
pipeline proxy group has risk-determinant val- 
ues, for the four most important variables, on 
par with or below, the electric group. 

Given this risk assessment, Dr. Haas deter- 
mined KTC's equity return by reference to the 
Commission's generic rulemaking exercise for 
determining the cost of common equity of a 

. • . t s 

typical electric utility, using the Commlsston 
formulas for updating and calculating equity 
returns for the relevant period in the instant 
proceeding. Exh. AK 14-32 (Revised). These 
returns were then adjusted in a two-step pro- 
ces% using equations based on financial theory, 
to eliminate the typical leverage from electric 
utilities (assumed to be 48% debt, 12% pre- 
ferred and 40% common) and to substitute a 
new leverage for KTC. Exh. AK 14-0 at 49. 

Dr. Hass's second approach modified KTC 
witness Dr. Kolbe's CAPM presentation in 
essentially three major respects: (1) determina- 
tion of market risk premium, (2) selection of 
the model to be used in relating accounting 
measures of risk to market risk measure (beta), 
and (3) determination of the accounting risk 
measures that are appropriate fur KTC, i.e., 
cbooging an appropriate proxy group. Exh. AK 
14-0 at 59-64. 

First, the witness criticizes Dr. Kolbe's reli- 
ance on the historic average (60-year and 
29-year) market risk premium over Treasury 
bills reported by Ibbotson Associates. He 
asserts that it is generally recognL'Led that the 
premium is not a constant but is inversely 
related to the level of the risldess rate---the 
premium tends to be lower when interest rates 
are high, and v ice  versa. In place of Dr. Kolbe's 
market risk premium, Dr. Hiss substitutes a 
premium determined by the difference between 
Merrill Lynch's current estimates of the 
required return on the S & P 500 and contem- 
poraneous U.S. Treasury bill rates at various 
times over the period March 1963 through 
June I ~ 5 .  The substitute premium ranges 
from a high of 7.2 percent to a low of 4.3 
percent and, on average, is some 300 basis 
points lower than Dr. Kolbe's premium over 
that period. Exhs. AK 14-37 and 14-0 at 63. 

Second, the model used by Dr. Ha~  in relat- 
ing accounting risk measures and market risk 
was the previously described Lakonisbok model 
employing eight explanatory variables. The 
Kolbe model was found to be seriously flawed, 
primarily in its selection of only one explana- 
tory variable and in its use of poorly measured 
and/or inconsistent equations. 

¶ 63,006 

Third. while agreeing xs'ith Dr. Kolloc that 
KTC has had tuo short an operating li~c tu 
permit basing any accounting risk measure on 
KTC's own financial accounting statistics, Dr. 
Hass takes issue with the oil pipeline group 
that Dr. Kolbe has used as a proxy for KTC 
He points out that the Kolbe oil pipeline group 
contains only a few companies, like KTC, with 
substantial market power and many companies 
with little market power. Use of such a proxy 
improperly assumes that KTC is an average 
pipeline, and the betas derived from such a 
sample, Dr. Haas asserts, are irrelevant to the 
question of KTC's risk. In place of that group, 
Dr. Hass relied o~ the set of 13 oil pipelines, 
supra, having market power similar to KTC, 
and applied the Lakonishok model relation- 
ttup~ to the accounting variables of these pipe- 
lines. Based upon the results of this analysis, 
the witness uses a "raw" beta for KTC of 0.4, 
and an adjusted beta of 0.6. Exh. AK 14-0 at 

65-66. 
With the State's recommended capital struc- 

ture, the nominal returns on equity for KTC 
under Dr. Hass's risk.positioning or "generic" 
approach range from a high of 18.(36 percent 
{or the March-December 1983 period to a low 
of 12.67 percent for the period January 1986 
forward; the returns under the return/risk or 
"corrected" CAPM approach range from a high 
of 13.08 percent for the last quarter of 1984 to 
a low of 10.12 percent for January I ¢~6 for- 
ward. Exh. AK [4-41 (Revised). 

c. Staff 
Asserting that publicly owned gas pipelines 

constitute the best proxy for oil pipelines such 
as KTC, witness Shriver performed a DCF 
analysis on a selection of nine such companies 
whose mix of business he deemed fairly reflec- 
tive of the risks of transportation of energy 
resources. The nine companies in his group 
derived from 54 percent to 99 percent of their 
revenues from energy transportation, primarily 
natural gas, over the years I~82-I~84. The 
group average was 80 percent. Exh. FERC 
20-0 at 11-17. As previously noted, the witness 
recommends that the results of the DCF analy- 
sis be used with the capital structure of KTC's 
parents. 

The DCF method mvasm'es the invcator- 
required equity return as the sum of the divi- 
dend yield (D/P) and the anticipated rate of 
growth in dividends (g). Mr. Shriver calculated 
the yield portion under the DCF equ&ti~ by 
averaging the results of the discrete and con- 
tinuous models. For the growth component, 
"g", the witness employed five-year averages of 
internal growth rates to m(msm'¢ expectations 
of future dividend growth. The fivc-y¢~" period 
was taken as It reasonable balance between the 
relative stability of a longer period and the 

F ~ k ~ l  ~ a ~ h ~  
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greater ~cnsitivity to recent developments of • 
shorter I.vertod Looking forward from 1984, the 
DCF analysis yielded a simple average equity 
cost for the group of 14.30 percent and • 
median cost of 14.15 percent. Id. at 18-20, Exh. 
FERC 20-1. 

The average yield component was 6.45 per- 
cent, the result of applying Value Line's indi- 
vidual company dividend projections for 1985 
and 1986 to the witness's own projection of the 
average 1965 stock price for each company. 
These price projections were determined (I)  by 
relating the historical price/earnings (P/E) 
ratio to the historical P /E  for the market as a 
whole, as measured by the S&P 500, over a 
long-term period; (2) determining the esti- 
mated 1968 market P /E  ratio from S&P and 
Value Line data and multiplying that estimate 
by the long-term individual company P/E-to- 
market P /E  ratios to yield individual company 
P/E ratios estimated for 1985; and (3) apply- 
ins the latter ratios to Value Line's 1988 earn- 
ings estimates for the nine companies resulting 
in an estimated 1985 average price for each of 
the nine companies. Exh. FERC 20 at 20-23. 

The average growth rate was 7.85 percent 
based on averaging the internal growth rates 
for the nine companies. The individual com- 
pany growth rates were determined from the 
product of earned rates of return on equity (r) 
and earnings retention rate (b). Value Line was 
the principal source for the estimated data 
employed in the calculations, ld. at Z5-26. No 
allowance was made for the cost of acquiring 
new equity funds from outside sources since 
KTC has no plans for future exp4msion that 
will require significant external funds. Id. at 
29. 

From the foregoing, witness Shriver recom- 
mended • current nominal equity capital cost 
of 13.78 percent, somewhat lower than the 
average and median results of his calculations, 
to reflect a risk for KTC's operations below the 
average for the gas pipelines in his group. Id. 
at 28. He checked the reasonableness of his 
result in three ways: (I)  by comparing the 
13.78 percent derived for KTC with similarly 
derived invextor-required equity returns for a 
comparison group of 21 companies (fourteen 
natural gas and seven crude oil pipelines) 
whose stock is not publicly traded; (2) by com- 
paring these est imated investor-required 
returns for the 21 compsnies with their book 
returns, and their hypothetical market prices 
with their book values; and (3) by coml~rins 
his estimated invextor-requir~ returns for the 
21 companies with equity returns allowed in 18 
gas pipeline case settlements from December 
1983 to December 1984. Id. at 31-42. He fur- 
ther checked the adequacy of his recommended 
equity return for KTC to provide a margin of 

FFJIC hpom 

safety •g•inst financi•l risk by computing pre- 
tax interest coverage ratios for KTC and the 
companies in both the nine-comp•ny •nd the 
21-coml~ny pipeline groups and comparing 
them against widely accepted coverage st•n- 
dards that measure relative risE. 1d. at 42-43. 

Mr. Shelver determined a real equity return 
of 9.78 percent corresponding to his nomin•l 
rate of 13.78 percent by subtracting the 4.0 
percent inflation rate reflected by the 1984 
CPI-U index. 1d. at 45. 

Alternatively, nominal and real rates of 
14.51 percent and 10.51 percent, respectively, 
are recommended for use with the witness's 
hypothetical capital structure. Mr. Shriver 
determined by linear regression an equation 
which relates the equity rates of return and the 
equity ratios allowed in 18 gas pipeline dockets 
settled between December 1963 and December 
1964. The equation is: y - 16.575~0.041x, 
where y is the equity return and x is the equity 
ratio. Simple substitution into the equation of 
the 50.44 percent equity ratio reflected in the 
hypothetical capital structure yields a nominal . 
return of 14.51 percent. Id. at 10-11. 

2. Discussion 
a. Staff 's Alternative Method 

The settlement-based equation defining 
equity return solely as a function of equity 
ratio, developed by witness Shriver to deter- 
mine an equity allowance for use with his hypo- 
thetical capital structure, is not a valid tool for 
establishing the just and reasonable level of 
KTC's equity return in this proceeding. This is 
so regardless of the particular equity ratio used 
in calculating the derived equity return. 

First, the Commission's rules deny preceden- 
tial value to the approval of uncontested settle- 
ments (18 C.F.R. § 385.602 (b) (iv)), and it 
appears that at least several of the settlements 
underlying the equation were uncontested. 
KTC Initial Brief at 154, n. 104. Moreover, 
Stall has uncritically recommended adoption of 
the equity return mechanically determined by 
application of its equation, without regard to 
the differences in business risk between KTC 
and the gas pipelines involved in the 18 settle- 
menus. To use the equation in this manner is, 
in essence, to turn one's back on the bro~l, 
coml~ny.specific evidentiary record on busi- 
nets risk made in this proceeding. The equation 
could presumably he used in this way to fix an 
equity return in any contempefaneously liti- 
Sated sag or oll pipeline rate case, with little or 
no recourse to other evidence. While the invita- 
tion is appe~inS, it must be declined. Finally, 
apart from the foregoing considerations, the 
reliability of the equation has been called into 
question on statistical grounds by Staff witness 
Ki l l ,  trick. Tr. 1813-1815. Accordingly, this 
method is rejected. 

¶ 63,006 
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b. The Stat ,"~ RJ, l , -Pu, i t ionin8 or 
"Generic" Method 

There are substantial and insurmountable 
problems with the State's risk-positioning or 
"gene r i c "  method for de t e rmin ing  K T C ' s  
allowed equity return. At the outset, the Corn. 
mission has thus fat developed and published 
generic benchmark equity rates of return only 
for electric utilities. 18 C.F.R. § 37.2 No such 
proceedings have been initiated with respect to 
gas or oil pipelines, presumably because the 
Commission considers the deve lopment  of 
generic benchmarks unsuitable to these indus- 
tries. A finding of risk-parity between K T C  
and electric utilities, as urged by the State, ~ 
would not t,-idge this gap. In electric rate 
cases, the . hmark  rates of return are not 
binding, " :.R. § 37.6; they are "advisory 
on ly . "  " " S t a t u t e s  and Regula t ions  
'J 30,795, ,L ,,. 30,987 (lC~8). While the Com- 
mission has employed the benchmark rate as a" 
"check" or test against  the adopted rate, or 
used the changes in the benchmark to update  
its analysis, see, e.g., grankee Atomic at p. 
62,210, it has yet to adopt the benchmark itself 
as the measure of the allowed equi ty  rate  of 
return in an on-tbe-merits adjudication of the 
issue in any electric rate case. Nor, insofar as 
this judge is aware, has the electric benchmark 
rate been given any effect whatsoever by the 
Commission in the numerous gas pipeline cases 
li t igated since its inception. Application of the 
electric utility generic benchmark equity rates 
of return to an oil pipeline in this proceeding is 
therefore unwarranted, whether s tanding alone 
or, as the State proposes, averaged with the 
results of another method. 

Further, the benchmark rates employed in 
this method must also be adjusted for leverage. 
That  adjustment  is made through a~plication 
of complex equations based on financial theory 
which relate changes in capital  costs to changes 
in capital structure. This  additional step adds 
a significant element of troublesome uncer- 
tainty to the result. While there is no quarrel  
with the general principle that the level of 
required equity (and debt) costs will v a r y  with 
capital structure, Ozark Gas Transmission Sys- 
tem, 32 FERC 763,019, a t  p. 65,046 (1985), 
there is apparent ly ,  as yet,  no agreement  
among academic experts on how to fashion the 
appropriate general model to be used in mak- 
ing such calculations, part icularly with respect 
to tax effect. The leverage equations employed 
by the witnesses in this proceeding reflect this 
lack of consensus. See, e.g., E x h  KTC 5-9 at  
1S-l~ Staff Initial Brief at 96. 

For all of the above reasons, the State 's ri,k- 
positioning method is rejected. 

c. The C A P r i  Methods 

The record in this case strongly suggests that 
for purposes of setting rate of return on equity 
in proceedings before this Commission, the cap- 
ital asset pricing model is an idea whose time 
has not yet come. I t  a t tempts  to explain rela- 
tive market  risk solely on the basis of "beta" ,  
and it does not measure up as a forward-look- 
ing cost-of-capital approach. Staff  Initial Brief 
a t  86; Tr. 1796-1797. One of its sponsors in this 
proceeding praises it faintly as " fa r  from per- 
fect" but  having "some predictive value." Exh. 
AK 14.0at  11. 

Apar t  from that  general observation, the spe- 
cific applications of the method here by K T C  
witness Kolbe and State witness Hass are of 
dubious reliability and are otherwise flawed. 
Both studies rely on computed regressions of 
accounting versus market  risk measures for 
publ icly t r aded  companies  and use these 
regressions to infer the market  risk (i.e., the 
betas) of oil pipelines (for which market  da ta  
are unavailable) from the accounting risk mea- 
sures for oil p~pelines. Given that there is no 
theoretically " r igh t "  way to es t imate  betas 
using accounting variables, and that  the proce- 
dures that  have been used in practice va ry  
widely, Exh. KTC 8-21 at  37, it is not suprising 
t h a t  the  wi tnesses  and  the  br ie fs  have  
expended much t ime and effort in defending 
the numerous assumptions, theories and calcu- 
lations supporting their own presentations on 
beta and criticizing tho~e of their opponent. 
See, e.g., Exhs. AK 14-0, AK !143 and KTC 
8-21; ~ee Mso KTC Initial Brief at 141-146, 
Reply Brief a t  100-102; State Initial Brief a t  
120-124. Reply Brief a t  53; Staff  Initial Brief 
a t  96-103. A detailed analysis and resolution of 
each of the subsidiary theoretical, conceptual 
and mathemat ica l  disputes raised by that  evi- 
dence and addressed by those arguments  is 
unneces~ry  here. Far  from persuading that  
the Lakonishok model or that  used by witness 
Kolbe should be accepted, the evidence creates 
such substantial  doubts with respect to both 
that  the measurement  of an est imated beta for 
KTC by either one cannot be adopte6.with any  
reasonable degree of confidence. One further 
observation will be made. In regression analy- 
sis, R-squared is a statist ical  measure of good- 
hess-of-fit, or how well the est imated equation 
fits the sample data:  a value of 0 indicates 
there is no fit, while a value of 1 indicates a 
perfect fit. Exh. F E R C  21.0 at  6. As shown by 
Staff witness Kilpatriek, the R-squared values 

n The SUite's assessment of comparability of risk 
is based l~rtly on the u,,e of Dr. Lako~iskok's regres- 
sion model, discussed inlra 

¶ 63,006 e.d.m 
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for Dr. Kolbe's equations are so low, ranging 
from 0.11 to 0.23, as to make the equations 
totally unacceptable for purposes of prediction. 
Id. at 6-7: Staff Initial Brief at 99-%Q2. While 
the reported R-squared values for Dr. Lakon- 
ishok's mc~Jel are significantly higher, Exh. AK 
11-0 at 19-20, this merely suggests that this 
model gives a better fit than Dr. Kolhe's, not 
that the model should be adopt ed.~ 

Further, the sample used by Dr. Kolbe to 
determine accounting risk measures for oil 
pipelines is flawed. The sample embraces all oil 
pipelines for which Dr. Koibe determined that 
usable accounting data were available. KTC 
Initial Brief at 137. None of the pipelines oper- 
ate in Alaska. State Reply Brief at $6, n. $45. 
Thus the sample is heavily skewed toward 
throe very many lower-48 pipelines having rel- 
atively little market power as contrasted with 
the few which, like KTC, possess substantial 
market power and which are, accordingly, Jus- 
lice Department candidates for continued reg- 
ulation. State Initial Brief at 123-125. The 
pmitioning of KTC's beta by Dr. Kolhe at the 
25 percentile level of the group does not over- 
come the skewing in the sample itself, since 
those few pipelines in the sample like KTC 
have been shown to be significantly less risky 
than the 25 percentile level. Id. at 12S. 

Determination of market risk premium is a 
critical element of the two CAPM studies. 
KTC's analysis is so seriously flawed in this 
respect as to render it unusable. First, the 8.5 
percent market risk premium was meaSured by 
data covering several decades. The use of such 
long-term historical data to measure a risk pre- 
mium has been rejected by the Commission in 
the absence of a showing that the historical 
premium is applicable to current financial 
markets. Consolidated Gas Supply Corp., 24 
FERC ~ 61,046, at p. 61,145"(1983); see also 
Staff Initial Brief at 103-104. KTC has made 
no such showing here, and there is evidence 
tending to show otherwise. Exbs. AK 14-O at 
37; FERC 20-12 at 5-6. Also, KTC's witneSS 
measures market risk premium as the differ- 
ence between common stock returns and the 
returns on risk-free; U.S. Treasury bills (less 
than one-year term), derives a KTC risk p~e- 
mtum from the market premium, and adds the 
KTC premium to sh0t-t-term U.S. Treasury 
note rates in effect during periods pertinent to 
KTC's construction and operation. The Com- 
mission has a long.standing policy of looking to 
long-term U.S. Treasury obligations to deter- 
mine a risk-free rate of return and has specifi- 
cally rejected the use of shmt-rerm rates for 
that purple .  Yankee Atomic, 40 FERC at p. 

• ~ But the better fit achieved by the Lakom~k 
model may be [xtrtJy attributable to the wimess's 
adjustment of anomalous data points~----"out~ers"-- 
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62,211, affirming Connecticut %'ant~ee Atomic 
Power Co., 40 FERC ~ 63,009, at p. 65,096. 
Witness Koibe's procedure thus accomplishes a 
double violation of that policy. Dr. Haas also 
uses short-term obligations to measure risk-free 
returns and his determination is thus similarly 
faulted. 

d. Staff's DCF presentation 
KTC takes issue with the Staff's DCF pres- 

entation essentially on the grounds that (I) 
DCF cannot be used to determine the cost of 
equity for a privately owned oil pipeline such 
as KTC; (2) KTC's equity cost cannot be 
inferred from a DCF analySis of p s  pipelines; 
(3) apart from the above, Mr. Shriver's DCF 
analysis waS so improperly implemented aS to 
make the result unreUable even for gas pipe- 
lines; and (4) the tests or "checks" performed 
by witness Shriver on the results of his DCF 
analysis are largely meaningless. KTC Initial 
Brief at 133-134, ISl-lSS, Reply Brief at 
108-112. The State, although electing not to 
submit a DCF analysis of its own, has 
expressed no position on the Staff presentation. • 

No market-oriented approach to determining 
KTC's cost of equity capital, whether DCF or 
any other method, can operate directly on KTC 
or on a proxy group of oil pipelines, because 
market data are non-exisrent. Exh. AK 14-0 at 
7; see also Exh. KTC 8-0 at 16. DCF is no more 
disqualified by these farts than are other math- 
ads. Proxy data can be used in a DCF analysis 
to determine an equity return for a privately 
owned company so long as the differences in 
risk between the selected proxy and the pri- 
vately owned company are reco|gnized. The 
Commission haS previously taken this path by 
giving effect to a DCF analysis performed on a 
parent company, or group of parent companies 
having risk characteristics substantially differ- 
ent from these of its regulated subsidiary, and 
used the result, after adjustment for difference 
in risk, in determining an appropriate rate of 
return on equity for the subsidiary. Yankee 
Atomic, 40 FERC at p. 6 2 ~ 9 ;  Tennessee Gas 
Pipeline Co., 25 FERC |61 ,020,  at  pp. 
61,094-61,09S (1963); Consolidated GaS, 24 
FF.,RC at p. 61,146. 

Staff% choice of a group of nine gas pipelines 
aS s proxy (or "primary comparison group," to 
use the descriptive term employed by the wit- 
neu) is rational in the circumStances. Gas 
pipelines and oil pipelines are similar in their 
Ixtsic configurations and increasing price com- 
petition between natund gas and oil have 
caused the economic prospects of the two pipe- 
line industries to become closely linked in 

and/or to numerous data rececding errm~ which 
infect the study. KTC Initial Brief at 144-146. 

¶ 63,006 
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recent years Staff Reply Brief at 57. Contrary 
to KTC's a~sertion, the fact that gas pipelines 
are granted certificates of public convenience 
and necessity (under Section 7 of the Natural 
Gas Act) while oil pipelines hold no such 
"franchises" does not cause gas pipelines to be 
inherently better protected from competition 
than are oil pipelines. Gas certificates do not 
ensure market power, see Mojave Pipeline Co., 
38 F E R C  ¶63,010,  at pp. 65,079-65,080 
(1987), and the competitive forces currently 
operating on gas pipelines are well known and 
have been described, supra. The risks con- 
fronting all gas pipelines and all oil pipelines 
may not be precisely matched, as Staff recog 
nizes, Staff Initial Brief at 84, but they need 
not be. The real question is whether the cost of 
equity capital for a group of gas pipelines can 
reasonably be used as a point of departure in 
setting the required rate of return for a partic- 
ular oil p i p e l i n e - - K T C ~ i f  the differences in 
risk between the two are recognized and given 
appropriate effect. Staff's proxy selection is 
valid for this purpose, and will be so used. 

Respecting the implementation of the DCF 
analysis, the major flaws cited by KTC are 
that growth rates for the proxy companies were 
not measured by witness Shriver on a consis- 
tent time-frame basis; that market prices were 
estimated; that  the proxy group spanned a 
broad range of risk, as measured by their betas, 
and the average beta for the group signifi- 
cantly exceeded that estimated for KTC by 
witness Kolbe; and that the result of the DCF 
analysis is inconsistent with the capital struc- 
ture to which Mr. Shriver would apply it. 

There is no particular magic which requires 
measuring future growth rates of different 
companies by reference to identical time peri- 
ods. Witness  Shriver  genera l ly  used the 
1984-1988 Value Line growth projections for 
his proxy companies; in certain cases where the 
five-year average was not considered represen- 
t ire of future growth prospects due to recent 
changes in company operations, he properly 
used something other than five years. Tr. 
1768-1769. The objective, as recognized by 
KTC witness Kolbe, is to determine, indepen- 
dently for each company, the best estimate of 
future growth. Tr. 877. Blind adherence to the 
same rigid time frame for each company could 
well frustrate that goal. Staff Initial Brief at  
89-90. Similarly, witness Shriver decided to 
estimate stock prices for his proxy companies 
as of the beginning of 1985 (rather than taking 
published prices as of that time) in order to 
achieve a forward-looking price---one good for 
the foreseeable f u t u r e ~ i n  lieu of a one-time 
price which could be subject to temporary mar- 
ket abberation and thus unlikely to reflect 
future prices. Tr. 1745-1746; Staff Initial Brief 

¶ 6 3 , 0 0 6  

at 85-86. That decision appears reasonable on 
its face. It is noted that KTC has not submit- 
ted a revision to Mr. Shriver's analysis to cure 
the alleged improper implementat ion with 
respect to either growth rates or market prices. 

The claimed broad risk range for the proxy 
companies is based on Value Line betas rang- 
ing from 0.85 to 1.20 (six of the nine values fall 
within the range of 0.95 to 1.05). Exh. KTC 
8-16. Even if it is appropriate to measure risk 
solely on the basis of beta, which Staff denies, 
variation in risk between members of any 
industry group is to be expected and there has 
been no showing that the array of betas for 
Staff's gas pipeline group is so exceptional as to 
disqualify the group for proxy purposes. Fur- 
ther, KTC's  comparison of the group's average 
beta, 1.03, with witness Kolbe's estimated beta 
for KTC of 0.80 does nothing to impeach the 
proxy. First, the 0.8 beta for KTC has ques- 
tionable support, supra. Next, the comparison 
is between an unlevered beta for KTC and 
Value Line levered betas. Staff Reply Brief at 
54. Finally, even if the comparison were taken 
at face value, it would simply demonstrate that 
KTC is less risky than gas pipelines, which is 
what Staff contends and this decision finds. 

KTC's contention that Staff's DCF analysis 
is inconsistent with Staff's capital structure is 
immaterial. The 25 percent debt /75 percent 
equity capital structure proposed by Staff in 
connection with its DCF has not been adopted. 
The median equity ratio of Staff's gas pipeline 
proxy group is 50.6 percent and the simple 
average is 53.8 percent. Exh. FERC 20-6. 
Therefore, Staff's DCF analysis is not inconsis- 
tent with the capital structure adopted herein. 

As to the tests or "checks" employed by 
witness Shriver to confirm the validity of the 
result of his DCF analysis of the gas pipeline 
proxy group, the one employing a comparison 
of coverage ratios is certainly meaningful. The 
Commission has recognized pre-tax interest 
coverage as a factor to be considered in assess- 
ing financial risk, FERC Statutes and Regula- 
tions, Proposed Regulat ions  I982-1987 
¶ 32,242, at p. 32,220 (1982), and has given 
that factor specific effect in selecting a reason- 
able range for equity return. Alabama-Tennes- 
see Natural Gas Co., 13 FERC ¶ 61,224, at p. 
61,519 (1980). KTC witness Kolbe has, in 
effect, conceded the point by acknowledging 
that interest coverage ratios would be one way 
of comparing the relative financial strength of 
companies and that investors would be inter- 
ested in the coverage ratios of companies in 
which they had taken, or were considering tak- 
ing, an equity position. Tr. 863-864. No reli- 
ance  will be placed on the o ther  tests  
performed by witness Shriver. While the DCF 
analysis performed on his secondary compari- 

Federal Enerlw Guidelines 



Jnofflclal FERC-Generated PDF of 20050808-0268 Issued by FERC OSEC 08/08/2005 in Docket#: - 

407 !1-17-88 ALl Decisions and Reports 65,073 

son group of 21 l~on-publicly traded companies 
may  have some probative value, the necessar- 
ily hypothetical nature of that  analysis raises 
substantial uncertainty as to the result. Use of 
approved returns in settlements of gas pipeline 
cases has been rejected above as a pr imary  tool 
in determining KTC's  rate of return and has 
little, if any, val idi ty as a check on the result 
reached by other means. 

e. Conclusion 
The allowed equity return for KTC should be 

substantially less than the 14.30 percent aver- 
age return produced by Staff 's  DCF analysis of 
gas pipelines, since KTC has been found to be 
less risky than that  group. The upper  end of 
the reasonable range of nominal returns for 
KTC thus is l imited by that  average.  

The lower end of the range can be est imated 
by reference to the risk-frce returns on long- 
term U.S. Treasury  obligations, augmented  by 
a premium amount  which gives recognition to 
the  risks associated wi th  re levant  equ i ty  
investments.  Over the period from October 
1984 through June I ~ 8  ( the most  recent  
month, as of the t ime of this writing, for which 
the da ta  are reported in the Federal Reserve 
Bulletins), the return on lO-year constant  
matur i ty  U.S. Treasury obligations has aver- 
aged 9.06 percent. Currently,  as measured by 
the 9 percent 's  of May  1998, and 91/4 pe rcen t ' s  
of August 1998, 10-year U.S. Treasury  oblige- 
lions are returning 8.95 percent to 8.97 per- 
cent. Barrons, p. 129, September 26, 1988. 
KTC ' s  rates to be determined in this proceed- 
ing are not l imited to a past,  " lacked-in" 
period; prospective rates must  also be deter- 
mined. Projection of future interest  rates is 
admit tedly conjectural. Nonetheless, compar- 
ing the average returns on the 10-year obliga- 
tions for the first and second quarters  of 1967 
(7.19 percent and 8.34 percent) with those for 
the comparable quarters  of 1 ~ 8  (8.53 percent 
and 8.91 percent) suggests that  there m a y  be 
an upward drif t  in rates in the near te rm from 
current  levels. Accordingly, a risk-free rate  of 
9.25 percent is adopted. A risk premium of 2 2 5  
percent will be added to that  risk-free level. 
This  amount  falls within the range of premi- 
ums allowed by the Commission, either directly 
or by implication, in several gas  pipeline and 
e lec t r ic  u t i l i t y  p roceed ings .  See Yankee 
Atomic, 40 F E R C  at p. 62211;  Midwestern, 27 
F E R C  at pp. 65,292-65,293 (¢itins Tennes~'e 
Gas Pipeline and Consolidated Gas), 31 F E R C  
at  pp. 61,722.61,723. Midwestern and Yankee 
Atomic both involved p ~ p e c t i v e  rate-setting, 
and both were decided by the Commission 
within the t ime frame for which rates are being 
established in this proceeding. The lower end of 
the range of reasonable returns for KTC is thus 
11.50 percent, and the mid-point of the range, 

FLqC R m  

12.90 percent, is hereby adopted as the just 
and reasonable nominal equity return allow- 
ance for KTC for the period 1986 forward. 
Tha t  allowance falls slightly above the lower 
end of the range of returns averaging 14.30 
percent which Staff witness Shriver calculated 
for his proxy group. 

Based upon 1985 C P I - U  da ta ,  wi tness  
Shriver recommended use of an est imated 4 
percent inflation rate  to determine the comple- 
mentary  real rate of return for the forward 
period. That estimated inflation rate has not 
been seriously challenged by KTC or the State. 
Notice is taken that  while actual inflation rates 
have been lower than that  est imate during 
some parts  of that  period, they have been 
higher during other parts.  For the 12 months 
ended August I ~ 8 ,  the CPI -U r ~ e  4.0 per- 
cent. Thus,  the Staff 's  4 percent es t imate  is 
hereby adopted, and the resulting real equi ty  
return allowance is 8.9 percent. While certainly 
not controlling, it is noted that  the allowance is 
within the 5 percent to I0  percent range of real 
returns expected by the owners in light of their 
risk assessment,  as revealed by the decisional 
documents, a t  the t ime they embarked on the 
project; with the capita] structure and debt 
c-~ts adopted herein, KTC ' s  real return on 
total capital  should fall within that  range. See 
State Init ial  Brief a t  I15-I16. 

The allowed nominal equity returns for the 
operating period October 1984 through the end 
of 1985, and for the calculation of AFUDC 
during the construction period as previously 
discussed, shall be the foregoing 8.9 percent 
real return augmented by the inflation rates 
submitted by St~f. 

D. Debt AllowanCe 
No l ~ r t y  has proposed using KTC ' s  parents '  

average embedded debt cost in this proceeding. 
Staff  Init ial  Brief a t  109 n.l .  The State, Staff  
and K T C  seem to agree that  if  the Commission 
adopts K T C ' s  stipulated 70 percent equity and 
30 percent debt  capital  structure,  as the com- 
pany recommends, i t  should, in keeping with 
the policy of Opinion No. 154-B, use the com- 
pany ' s  embedded debt cost. State Init ial  Brief 
a t  131; Staff  Init ial  Brief a t  109;, KTC Initial  
Brief a t  156; see opinion No. 154-B, 31 F E R C  
at  p. 61~33.  Moreover, Staff  would use KTC ' s  
actual debt coat in connection with a parent  
weighted  cap i ta l  s t ruc ture .  Of  course, as  
decided supra, neither K T C ' s  stipulated capi- 
tal s t ructure nor tha t  of its parents  has been 
adopted here, but  instead a hypothetical capi- 
tal s tructure has been found appropriate for 
KTC. Thus,  the State 's  and Staff 's  methodolo- 
gies for determining debt coats for their respec- 
t ive hypothetical capital  structures must be 
examined. 

¶ 63,006 
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Both Staff and the State contend that KTC'~ 
actual debt co~t, ~i th appropriate adjustments,  
should be used witn their respective hypotheti- 
cal capital structures. The two differ on how 
they adjust the actual debt costs to reflect the 
additional influx .." debt into the capital struc- 
ture. 

Staff  has recommended a debt cost of 10.80 
percent for its hypothetical capital structure, 
which Staff witness Shriver states he derived as 
follows: 

I first assumed that KTC changed, in the 
final quarter of 1984, from the ownership 
weighted capital structure that  is my pri- 
m a r y  r e c o m m e n d a t i o n  in th i s  docke t  
(74.925% equity; 25.075% debt) to a capital 
structure that is based on a 1¢~4 year-end 
average of the capital structures of the seven 
risk-comparable pipelines (50.44% equity; 
49.56% debt). I assumed, further, that the 
change was effected through a dollar-for-dol- 
lar replacement of equi ty  with new debt, a t  
bond yields prevailing during the final quar- 
ter of 1984. I found the weighted average  
cost of new issues of A and AA rated indus- 
trial debt in the fourth quar ter  of 1c384 to be 
12.38 percent. At that time, three of KTC ' s  
owners were rated in the AA quali ty cate- 
gory by Moody's while the debt of one, BP 
was rated A1. Finally, I averaged the 12.38 
percent cost of the new debt with the 9.26 
percent cost of KTC's existing debt, accord- 
ing to their respective weights, to arr ive a t  
an overall debt cost of 10.80 percent. 

Exh. F E R C  20 at 9-10. 

Staff 's interest rate of 9.26 percent for KTC ' s  
existing actual debt was used to price the 25 
percent base portion of its hypothetical 50 per- 
cent debt, since it is the same cost as that 
ac tua l ly  experienced by K T C  from 1982 
through October 1984, as shown in an internal 
memo supplied to Staff  by a KTC par tner  in 
response to a data  request, ld. at  7-8; Exh. 
FERC 208;  Staff  Initial Brief a t  1(~. 

The State, on the other hand, made its 
adjustment by first looking at  the interest rate 
K T C  would have been charged if it had 
financed its operations on a stand-alone basis 
using bank loans which generally float with the 
level of interest rates. State witness Chatfield 
est imated that KTC would have been charged 
about l to 1.25 percentage points above the 
London Interbank Offered Rate (LIBOR).  Exh. 
AK 14-0 at  50-51. State witness Hass then used 
as KTC's  stand-alone interest rate LIBOR plus 
1.125 percent (the average of Mr. Chatfield's 
spread range) since Hass states that  there was 
evidence that Chatfield's derived interest rate 
was expected to be less than that calculated 
with Chatfield's formula. Id. at  51-52. The 
State contends that the second factor that 
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must be looked at in making this adju.-tment l~ 
the "conservation of risk premium" rule. ,~ hJch 
proposes that "[aJs the mix of debt and equity 
changes, the sharing of that overall project risk 
is shifted, but the overall risk remains 
unchanged." [d. at 52. These two factors were 
used as a basis from which the relationship 
between the degree of debt utilization and the 
before-tax cost of debt was determined by 
Hass. Hass made these calculations as follows: 

Using KTC witness Chatfield's conclusions 
and a LIBOR rate of 11.5 percent, the esti- 
mated cost of debt at the 30 percent debt 
level is 12.5 to 12.75 percent; the unlevered 
cest of capital of 14.86 percent at that time 
[October 1984] is taken from Exh. AK 14-32. 
A fitted line through those data points which 
slopes upward at an increasing rate as the 
amount of leverage is increased, (i.e., consis- 
tent with increasingly greater  risk-bearing as 
the debt proportion is raised) implies a cost 
of debt capital for a 70/30 ratio of debt-to- 
equity of approximately 13.6 percent. A sim- 
ilar exercise for the other estimation dates 
results in the est imates found in Exh. AK 
14o34. The resultant est imated costs of debt 
capital  over this period for a 70/30 debt-to- 
equi ty  capital  structure s tar ts  at  12.15 per- 
cent in March of 1963 and drops to 9.25 
percent in June of 1966. 

Exh. AK 14-0 at 53. 

The State 's  method for determining debt cost 
for a hypothetical capital  structure is unduly 
complex, overly theoretical, and unpersuasive, 
especially in light of the fact that  Staff has 
provided us with a much simpler and more 
straight-forward method. Moreover, as KTC's  
witness Myers  points out, Hass 's  leveraging 
curve is arbi trar i ly fitted and can yield anoma- 
lous results. Exh. KTC 5-9 at 30. For these 
reasons, the State 's  meth<x:l is hereby rejected. 

KTC rebuts S t a f f s  debt costs in a number of 
unpersuasive ways. First, KTC claims in its 
reply brief that  the est imated overall debt cost 
derived by Shriver for his 50/50 debt-to-equity 
hypothetical capital  s t ructure is not consistent 
with the risks or the hypothesized capital  
structure of KTC,  cit ing the evidence of KTC 
witness Myers. KTC Reply Brief at 116; Exh. 
K T C  5-9 at  25. Dr.  Myers  further noted that  
Shriver 's  9 2 6  percent short . term borrowing 
cost, "would be no higher at  50 percent debt 
than at  25 percent debt, because KTC's  par- 
ents guarantee its debt." Exh. KTC 5-9 at  2.5. 

Shriver 's  use of 12.38 percent debt cost in 
subst i tut ing debt for equity in his hypothetical 
capital  structure reasonably reflects the risk 
and capital  structure findings made herein. 
Further,  it gives effect to the fact that  once a 
long-term asset, such as an oil pipeline, is 
placed in service, the company will typically 

F~hwal Fat talff 
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refinance ~slth permanent  capi ta l  such as 
equity or long term debt. Exh. FERC 20-0 at 8 
In any event, if the cited evidence of Dr. Myers  
wa~ rel~ed upon to determine debt cost, the 
resulting interest rate would be lower than that  
proposed by Staff. KTC should not be heard to 
complain about the adoption of Staff 's  debt 
C O S T S .  

Second, KTC int imates that  Staff, in making 
its es t imate  of debt cost for test year  purposes, 
gave effect to actual debt rates for the first 
part of 1986. KTC Initial Brief a t  160. An 
examination of the evidence of Staff  witnesses 
Shriver and Ferguson respecting debt coats and 
test year  est imates (see, e.g., Exhs. F E R C  20-0 
and FERC 24-4) does not support that  sugges- 
tion. The cross.examination of KTC witness 
Myers, cited by KTC to support this argument ,  
is apparent ly related to the question, addressed 
infra, of whether a V T M .  rate form should 
encompass actual changes in debt costs. 

Because Staff 's  method for computing debt 
costs for an approximate ly  50 /50  debt-to- 
e q u i t y  hypo the t i ca l  c a p i t a l  s t r u c t u r e  is 
straightforward and persuasive, it is hereby 
adopted with the following modification. No 
good reason appears why Staff  witness Shriver, 
in pricing the debt for his hypothetical capital  
structure,  should have used, as a s tar t ing point, 
the weighted capital  structure of the parents .  
The appropriate s tar t ing point for the dollar- 
for-dollar replacement of equity with new debt 
is the stipulated capital  structure of KTC.  I t  is 
that capital structure which gives rise to the 
9.26 percent actual debt cost which Shriver 
employed. 

Since I am adopting a 50 percent deb t /50  
percent equity capital  structure, the appropri- 
ate debt coat to be allowed herein for rate of 
return purposes shall be the sum of 9.26 per- 
cent multiplied by 30/50 and 12.38 percent mul- 
tiplied by 2°/5~ or an average of 10.51 percent. 

E. Suretyship Premium 
A suretyship premium is the return the guar-  

antors of the debt of a company may  receive as 
compensation for incurring such risk and pro- 
viding the guarantee.  Thus,  such a premium,  
when needed and properly computed, can be a 
legit imate component of the coat of service of a 
regulated entity. Exh. AK 14.0 at  68. Further,  
Opinion No. 154-B allows the part ies to argue 
on a case-by-case basis whether the pipellne's 
"parent  company is entitled to compensation 
for any guarantees of the pipeline's debt." 31 
F E R C  at p. 61,837 n.50. Although here, KTC ' s  
debt is guaranteed by its owners' parents  in the 
form of a throughput and deficiency agree- 
ment,  the parties disagree as to whether a 
sure tysh ip  p r e m i u m  should be allowed in 
KTC ' s  rates, the State and KTC contending 
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that  one should be al!u~ed, a~;tl the Staff a~gu- 
ing to the contrary. 

To derive the suretyship premium, the Slate 
est imated what KTC's  debt cost would have 
been on a stand-alone, i.e., unguaranteed, basis 
and then compared this to KTC's  actual debt 
coat, adjusted to reflect the State 's  recom- 
mended capital  structure. The State contends 
that the difference in KTC's actual and 
"stand-alone" debt cost is the value of KTC's 
l~rents '  guarantee.  State Initial Brief a t  133: 
Exh. AK 14-0 at  68. Because the State con. 
tends that  capital  structure necessarily affects 
the measure of the suretyship premium, State 
Witness Hass  calculated illustrative suretyship 
premiums for a range of capital structures. 
Exh. AK 14-0 at  70. Further,  Dr. Haas recom- 
mended  t h a t  the sure tysh ip  p r e m i u m  be 
expressed as a separate i tem in the coat of 
service rather  than as an adjustment  to the 
rate of return on equity, id  at 69, for two 
reasons: ( I )  the exact size of the premium is 
known and distinct from the equity rate of 
return and (2) no additional tax consequences 
will result from treat ing the premium as a 
separate c~st-of.service component. The State 's  
suretyship premium ranges from .59 percent to 
2 6  percent. State Init ial  Brief a t  136 n. 119. 

KTC also argues that  a suretyship premium 
is necessary to compensate investors for provid- 
ing debt guarantees,  and further contends tha t  
Opinion No. 154-B states that  an oil pipeline is 
entitled to seek such a premium as a compo- 
nent  of its overall return. KTC Init ial  Brief a t  
162; see Opinion No. 154-B, 31 FERC at p. 
61,839 n. 50. KTC witness Chatfield calculated 
KTC's suretyship premium by taking the dif- 
ference between KTC's commercial paper rates 
as guaranteed by its partners' p~rent compa- 
nies and an estimate of the c'~t of debt without 
such guarantees,  KTC Init ial  Brief at 164-165, 
concluding tha t  the premiums should be 1275 
percent for 1984 and I.-~75 percent for 1965 
and later years. Id. at  162; Exlt. KTC 7-0 at 8. 

The Staff  mainta ins  that  KTC ' s  debt gonr- 
antors do not need a suretyship premium for 
four reasons. First,  Staff  contends that  there is 
no evidence of record as to what  the guarantee 
m a y  have cost the parents,  and that  ratepayers  
should not have to pay for coats not shown to 
have been incurred. Second, Staff argues that 
the suretyship premium has effectively already 
been paid by KTC ' s  lenders in terms of income. 
f o r i n t ,  and received by the parents  of KTC ' s  
owners in the form of interest expenses to KTC 
that  were lower tlmn ~hey would have been 
without the underlying guarantees. Therefore, 
" to  compensate the guarantors (the parents  of 
KTC ' s  owners) a second t ime for their support,  
through a levy built into the tar iff  of the sub- 
sidiary pipeline, would be an inequitable bur- 
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den on the pipcl ine 's  cus tomers ."  Staff In i t i a l  
Brief at 117-118; see Exh. F E R C  20-12 at 11. 
Third.  Staff s tates tha t  because of the owner 's  
paren ts '  i nves tmen t  in the cons t ruc t ion  of the 
K T C  pipel ine ,  " the  va lue  of the p a r e n t s '  
reserve was great ly  enhanced  s imply  by the 
presence of the p ipe l ine . "  Id. at  117-119. 
Final ly ,  Staff contends  tha t  in the sure tysh ip  
p r e m i u m  si tuat ion,  shippers must  pay for the 
p r emium in its cost of equi ty ,  whereas if ship- 
pers had paid for the p r e m i u m  in the form of 
higher interest  expenses on u n g u a r a n t e e d  debt ,  
not only would there be no extra  taxes to bear,  
bu t  this increased debt  cost would have given 
rise to a cor respondingly  higher in teres t  deduc- 
tion for KTC.  Id. at  119-120. Staff points  out 
tha t  K T C  witness Chatf ie ld  acknowledged tha t  
his recommended  sure tysh ip  p r e m i u m  failed to 
take account  of whether  shippers might  have to 
pay taxes on any  dollars collected for surety-  
ship purposes, ltd. at  120; Tr. at  643-646. 

KTC counters  tha t  Staff 's  posit ion is incor- 
rect because the benefi t  of lower debt  costs is 
passed on to ra tepayers ,  and  not to KTC's  
investors,  when K T C ' s  ac tua l  in teres t  ra te  is 
used. 

I find that  in the c i rcumstances  presented  
here, no special al lowance for a sure tysh ip  pre- 
mium should be reflected in K T C ' s  rates. There  
is v i r tua l  iden t i ty  of economic interes t  be tween 
KTC ' s  owners and  shippers,  z7 The result ,  as 
Staff points  out, is tha t  the owners qua ship- 
pers are adequa te ly  and  di rec t ly  recompensed 
for the debt  gua ran tees  by the lower sh ipping  
rates s t emming  from the lower cost of the guar-  
an teed  debt.  Moreover, as Staff argues,  the 
cons t ruc t ion  of the K T C  pipel ine conferred an  
economic benefi t  on its owners by e n h a n c i n g  
the value of their reserves. Sta te  witness Hass, 
who recommends  a sure tysh ip  p r e m i u m  allow- 
ance, nonetheless admi t s  tha t  the gua ran tees  
were probably  perceived as costless in the con- 
text of the overall  economics of exploi t ing the 
oil reserves to be tapped.  Exh. AK-14-0 a t  3.5. 

In  a di f ferent  factual  set t ing,  where eco- 
nomic  i d e n t i t y  of owners  and  sh ippers  is 
absent ,  al lowance of a sure tysh ip  p r e m i u m  in 
rates might  well be proper. In  such a s i tua t ion ,  
the Sta te ' s  proposal to reflect the p r e m i u m  as a 
separate  cost-of-service i tem, ra ther  t han  an 
addi t ion  to the equ i ty  rate of re turn ,  would be 
appropr ia te .  In  ei ther  case, the IRS would 
u n d o u b t e d l y  v iew the  do l l a r s  as t a xa b l e  
income. But under  the Commiss ion ' s  method of 

ca lcu la t ing  income tax allowances in the cost of 
service as a funct ion of allowed re tu rn  on 
equi ty ,  inclusion of the p r e mi um in equ i ty  
r e tu rn  would require ra tepayers  to underwr i te  
not only the cost of the p r e mi um but  a tax on 
tha t  cost as we l l  Tha t  result  would be unneces- 
sary and  inequi tab le ,  given the s ta ted purpose 
of the p remium.  28 

For all of the above reasons, K TC ' s  and  the 
Sta te ' s  proposal to allow a sure tyship  p r e mium 
is re jected,  a nd  S ta f f ' s  posi t ion is he reby  
adopted.  

VI. Treatment of Non-Jurisdictional Usage 
As noted in Section II ,  K T C  did not build all 

of the facilit ies inc luded in its cost of service; 
cer ta in  facilit ies were bui l t  in the ear ly-1980 's  
in connect ion  with K P C ' s  16-inch oil p ipel ine  
and  were acqui red  by K TC  when it began 
opera t ing  the 24-inch pipeline.  These facilities 
include the ver t ica l  suppor t  members  (VSMs) 
a n d  c e r t a i n  c e n t r a l  p r o d u c t i o n  f ac i l i t i e s  
(CPFs) ,  which are both used by K TC ' s  24-inch 
pipel ine and  the original  16-inch pipeline,  now 
owned by Oliktok Pipel ine  C o m p a n y  (Oliktok) 
and  conver ted  to an in t r a s t a t e  n a t u r a l  gas 
pipeline.  Oliktok pays K T C  an a n n u a l  rent  of 
$432,000 for its use of these joint  facilities, 
such p a y m e n t s  providing K T C  with a s t ra ight-  
line recovery of a pro-rata  share (32 percent)  of 
the  in i t ia l  cap i ta l  i n v e s t m e n t  associated with 
the VSMs over the expected 27-year  life of the 
facilities. However,  no other VSM-related costs, 
such as a r e tu rn  on i nves tmen t  or opera t ing  
expenses, were included as par t  of the pay- 
ments .  Staff In i t i a l  Brief at  121; State  In i t i a l  
Brief a t  136. 

For purposes of this proceeding, K T C  pro- 
poses to credit  50 percent  of the a n n u a l  renta l  
p a y m e n t  from Oliktok ($216,003) to its cost of 
service and  to re ta in  the r ema in ing  50 percent ,  
because it m a i n t a i n s  tha t  Oliktok's  use of the 
VSMs and  CPFs  is " inc iden ta l "  to K TC ' s  use 
of those facilit ies and  that :  

wel l -es tabl ished I n t e r s t a t e  Commerce  Act 
precedents . . .permi t  a carr ier  to include in its 
ra te  base the cost of facilities owned by the 
carr ier  bu t  inc iden ta l ly  used by a non-car- 
rier. 

K T C  In i t i a l  Brief at  170; see 49 C.F.R. Pa r t  
1201 at  § 2-4; Atchison, Topeka & Santa Fe 
Railway, 127 I.C.C. 1 (1927), modified, 135 
I.C.C. 633 (1928); Danville & Western Rail- 
way, 84 I.C.C. 227 (1924). 

27 So far as the record discloses, the only non- 
owner shipper through Kuparuk since operations com- 
menced was Conoco, which shipped from Milne Point. 
During 1985, Milne Point shipments were less than 
1% of total thoughput; in 1982, they accounted for 
6.6%. Exh. FERC 25-I, Sch. 4. Milne Point shipments 
ceased in January 1987. Their resumption will 

depend, among other things, on future trends in oil 
prices. Conoco Initial Brief at 4. 

z* But see Farmers Union II, 734 F. 2d at 1514, 
1.525 n. 73, on the question of suretyship premium 
where hypothetical capital structures are adopted. 
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KTC ~tates that these I.C.C. cases estab- 
lished three criteria for determining incidental  
usage: (1) the rea.,~nable necessity for the facil- 
ity, (2) its original purpose and (3) the relation- 
ship between the carr ier ' s  usage and the non- 
carr ier 's  usage. KTC Ini t ia l  Brief at 174. KTC 
argues that  Olik.tok's usage fulfills all three of 
these criteria.  First,  the VSMs are essential for 
oil pipelines in northern Alaska, but gas pipe- 
lines such as Oliktok do not need them since 
they can be buried underground. Second, the 
original purpose of the VSMs was to support  an 
oil pipeline; Oliktok is operat ing the gas line 
now only because the K R U  is producing casing- 
head gas along with oil. Third,  KTC predomi- 
nant ly  uses the VSMs to support  its oil pipeline 
as demonst ra ted  by the facts tha t  Oliktok's  use 
does not diminish the capac i ty  of KTC's  oil 
line, and KTC's  use represents more than 80 
percent of the weight resting on the VSMs. Id. 
at 175-176. 

Furthermore,  KTC contends that  the Sta te ' s  
and Staff 's  disallowance of 50 percent of the 
rental  fees in KTC's  cost of service would be 
inequitable since KTC cannot recover the dis- 
allowed amounts  from anyone else. KTC argues 
that  the KTC/Ol ik tok  lease a r rangement  was 
an a rm's  length transaction,  even though both 
are subsidiaries of the At lant ic  Richfield Com- 
pany  (ARCO), and tha t  it  cannot  charge 
Oliktok a higher rental  fee for the use of the 
VSMs given the fact that  Oliktok's  entire oper- 
at ing cost for 1985, including the rental  pay- 
ment, was only $889,000. Id. at  179. Therefore, 
KTC claims tha t  it is enti t led:  

to a full recovery of all of its reasonable costs, 
including those incurred in regard to facili- 
ties that  also serve an incidental  use. So long 
as KTC shares with its ra tepayers  the fruits 
of that  incidental  use-- i .e . ,  the rentals  it 
r ece ives - - the re  is no ground for complaint .  
In contrast ,  the pro tes tants '  [Staff and the  
Sta te]  proposed disal lowances approaches  
would deprive KTC of any hope of recover- 
ing its legi t imately  incurred costs, and those 
proposals must therefore be dismissed out of 
hand. 

KTC Reply Brief a t  131. 

In fur ther  defense of its credit  provision, 
KTC mainta ins  that  its proposed 50 percent  
credit  of the Oliktok rental  payments  would 
provide an incentive to KTC to make the maxi- 
mum use of the VSMs. KTC Ini t ia l  Brief at  
181; see Distrigas of Massachusetts Corp. v. 
FERC, 737 F. 2d 1208 ( l s t  Cir. 1984) (Com- 
mission allowed a 50-50 allocation of revenues 
as "an incentive to sell the use of temporar i ly  
idle gas facilities while also sharing the pro- 
ceeds of those sales with its gas customers." Id. 
at 1221). 

In the a l ternat ive,  KTC argues that  if the 
Commission determines that  an allocation is to 
be made, only the incremental  costs associated 
with the non-jurisdictional  usage should be 
excluded, namely,  those costs involved in con- 
s t ruct ing the VSMs to accommodate  addi t ional  
pipelines other than the 24-inch pipeline. KTC 
witness Stramler  determined that  out of the 
total  VSM construction cost of more than $40 
million, only $1.4 million or less should be 
a t t r ibu ted  to sizing the VSMs to accommodate 
the 16-inch pipeline, and that  the costs for 
construct ing the CPFs  would not have changed 
at  all if only a 24-inch pipeline had been con- 
structed.  KTC Ini t ia l  Brief a t  184-185. 

Staff and the State  regard KTC's  proposed 
revenue credi t  as grossly unfair  to KTC's  ship- 
pers and urge instead that  costs associated 
with the joint ly used facilit ies be al located 
between jurisdict ional  (i.e., oil pipeline) and 
non-jur isdict ional  usage (i.e., gas pipeline).  
Although Staff and the State  agree in theory 
tha t  costs should be al located between jurisdic- 
tional and non-jurisdictional usage of the joint 
facilities, they par t  company when it comes to 
the methodology which should be employed to 
make this allocation. 

The State,  using a carr ier  proper ty  adjust- 
ment,  judgmenta l ly  allocates the cost of the 
joint-use facilit ies 50-50 between KTC's  oil 
pipeline and Oliktok's  gas pipeline. The State 
argues tha t  this is a conservat ive  division 
because KTC's  24-inch pipeline uses less than 
50 percent  of the 50 inches of usable space and 
because 96.5 percent of the costs of the VSMs 
are a t t r ibu tab le  to the 16-inch pipeline. State 
In i t ia l  Brief a t  146. Moreover, the State main- 
tains tha t  KTC's  rental  formula is inadequate  
since it only accounts for the return of the 
or ig ina l  c a p i t a l  i n v e s t m e n t  and  does not 
recover DR&R, other expenses, and a return on 
capi tal .  Id. at  142. 

Staff, on the other hand, argues that  when 
faci l i t ies  are jo in t ly  used, the overall  cost 
should be al located in a manner  consistent with 
the use and benefits  derived by each of the 
joint  users; i.e., cost related to non-jurisdic- 
t ional usage should not be reflected in the juris- 
dict ional  cost of service. Staff In i t ia l  Brief a t  
123-127; see Colorado Interstate Gas Co. v. 
FPC, 324 U.S. 580 (1945) (Jackson, J. concur- 
ring); United Fuel Gas Company v. Railroad 
Commission of Kentucky,  278 U.S. 300 (1929); 
United Gas Pipe Line Company, 16 FERC 

63,044 (1981); Mississippi River Fuel Corp., 
4 FPC 340 (1945), remanded but aff 'd  in rele- 
vant part, 163 F.2d 433 (D.C. Cir. 1947). In 
making this allocation, Staff developed a cost 
of service for the non-jurisdictional usage for 
each year  compat ible  with tha t  which it had 
constructed for KTC's  overall  cost of service, 

r,mC eeport, ¶ 63,006 
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and reduced the oxrrall annual cost of service 
by the non-juri~dictional cost of .~ervice, with 
the balance to be borne by the oil pipeline 
shippers. Staff used Ihc *ame occupied space 
percentage (i.e., 32 percent) to allocate to 
Oliktok its non-juri~dictional plant cost as that 
used by KTC in developing Oliktok's rental 
rate. Staff Initial  Brief at 127-128. StafFs 
method thereby allocates a pro rata share of 
the initial investment, the related return and 
expenses associated s~ith the VSMs..rd. at 129. 

Of course, both the State and Staff criticize 
KTC's "incidental-use" test as having no bear- 
ing on the propriety or amount of allocation of 
cost to each user. They state that the relevant 
question "'hat value should be placed on the 
usage, ir ~tal or not. State Reply Brief at 
64; Sta: t dy Brief at 64-66. Furthermore, 
the Stat~ i Staff assert that  the cases cited 
by KTC fur its "incidental-use" proposition are 
merely valuation orders related to nonadver- 
sarial proceedings outside of a ratemaking con- 
text which are i r re levant  to the proper 
ratemaking treatment of non-jurisdictional use 
issues, ld. at 64-66; Id. at 62-64; see United 
States ,.. Los Angeles and SL.R.  Co., 273 U.S. 
399, 310 (1927). 

As to KTC's proposed 50 percent credit of 
Oliktok's rentals, both Staff and the State con- 
tend that this "incentivc credit" is arbitrary 
snd unfounded pointing to the facts that  the 
Prudhoe Bay Unit  (PBU) negotiated with KTC 
"or rental space after the Oliktok negotiations 
)u t  prior to this proceeding, and that  no incen- 
.ires were needed in either the Oliktok or the 
PBU negotiations. Staff Initial  Brief at  134; 
State Reply Brief at  68-69; Tr. at  II11-1113. 
They also maintain that KTC's claim that it 
cannot recover the disallowed amounts should 
be disregarded because, as the State argues: 

[h]aving failed to negotiate an arm's-length, 
market based rental fee arrangement with 
Oliktok (State Initial  Brief at  141-44), KTC 
pleads hardship, arguing that if protestants 
proposed adjustments are made, KTC will be 
unable to recover the disallowances. KTC's 
argument however fails to mention the other 
side of the coin: without an adjustment, juris- 
dictional shippers will be required to pay 
more than their fair share of the costs. I t  is 
KTC's failure in the first place to negotiate a 
fair rental agreement that  prompts the 
adjustment. Having failed to do so, it should 
not be permitted to plead a lack of redress. .  

.C,tate Reply Brief at 67 (footnote omitted). 

Aside from the lack of incentives needed to 
enter into the specific rental negotiations, Staff 
and the State also point out that  general 
ratemaking principles do not guarantee the 
recovery of all costs. 

¶ 63,006 

KTC rc-pondcd to the State's and Staff's 
allocation methods as follows. As to the State's 
rate base reduction proposal, KTC argues that 
other than the fact that there are two users, 
the State's exclusion of 50 percent of the facili- 
ties construction cost from rate base is arbi- 
trary and unfounded. As to Staff's revenue 
requirement adjustment, KTC maintains that 
Staff's assumption that the space occupied by 
the 16-incl. pipeline, i.e., 32 percent, relative to 
the total available space, represented the pro- 
portionatc share of Oliktok's cost of service, is 
unfounded. KTC contends not only that the 
space allocation was not meant to reflect costs, 
but that  Staff's method does not account for 
the facts that the VSMs are much wider at the 
Kuparuk River crossing and that space alloca- 
tions are not appropriate for the CPFs. 

KTC Initial Brief at 182-184. 

An allocation of costs, as proposed by the 
State and Staff, is definitely superior to KTC's 
proposed revenue credit procedure for many 
reasons. First, Oliktok's rental payment was 
not designed to collect all elements of the cost 
of the joint use facilities, i.e., it passes along 
none of the fixed expenses of DR&R, return 
and associated taxes. Exh. FERC 24-0 at  
13-14. Thus, the shippers would be paying the 
non-jurisdictional amounts for these excluded 
elements of cost if KTC's procedure was 

adopted.  As aptly stated by Staff: 

it]be company's only at tempt  to allocate 
costs is to apply a revenue credit that  
reflects only half of a negotiated rental 
charge that  admittedly does no more than 
recoup 1/27 of the initial investment on an 
annual basis, without giving any regard to a 
return on that  investment or the associated 
expanses. There is no logic to this method. 
Unless some portion of the VSM-related 
return and expenses are also recognized in 
the non-jurisdictional allocation, the jurisdic- 
tional ratepayers will have to bear all of the 
costs alone, effectively giving the non-juris- 
dictional user a partial "free-ride" at the 
jurisdictional shipper's expense. 

Staff Initial  Brief at 129. 

Fixed costs associated with the' non-jurisdic- 
tional portion of these facilities should not have 
to be borne by jurisdictional ratepayers. Exh. 
FERC 24-0 at  14. KTC's argument that it will 
not be able to recover the disallowed amounts 
is not valid because ratemaking does not guar- 
antee a recovery of all c, osts. Furthermore, 
KTC was free to negotiate any rental rate it 
wanted for non-jurisdictional use of its facility. 

Second, KTC's methodology loses further 
credibility with KTC's proposal to retain 50 
percent of Oliktok's i'ental payment. KTC's 
premise that it needs extra "incentive" before 

Federal Enwlff OuldMImm 
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it will rent space on its facilities is unfounded, 
for: 

KTC has an obligation to provide service to 
its jurisdictional shippers at  the lowest rea- 
sonable cost. I f  that  involves a rental of 
unused space on the VSM's that will offset 
jurisdictional costs but  will not otherwise 
impair  jurisdictional service, that  is itself 
incentive enough. The pipeline company 
should not require a windfall gain to ceax it 
into doing what  i t  already has an obligation 
to do. Second, to the extent that  KTC can 
reduce the risk of owning and operating a 
portion of its facilities by renting them to 
Oilktok and collecting rentals to offset their 
sunk costs, management  should be willing to 
do so even without an additional '*sweet- 
ener". Finally, we should not lose sight of the 
fact that  Oliktok is owned entirely by an 
affiliate of KPC,  which owns the majority 
share of KTC. Without use of the VSMs and 
other joint-use facilities, Oliktok could not 
operate. Clearly, KTC has plenty of reason 
to support the rental  to Oliktok without 
additional incentives. 

Exh. F E R C  24-0 at 15. 
Furthermore,  as noted above, the fact that  
KTC negotiated a rental a r rangement  with 
Oilktok and PBU without an incentive dimin- 
ishes the impact  of KTC ' s  a rgument  that  it 
needs such an incentive. This  " incent ive"  is 
also arbi tary  in that  no ~ is given by KTC 
witness Hildahl as to why 50 percent was cho- 
sen in.stead of any other number, ld. at 16. 

In short, KTC ' s  proposal is rejected. KTC ' s  
al ternative of excluding only incremental costs 
associated with the norvjurisdictional usage if 
an allocation is to be made, is also rejected. 
Recognizing the physical configuration of the 
facilities at issue and considering the  equali ty 
of use and benefit that  each pipeline demon- 
strates, the VSMs are equally vi ta l  and neces- 
sary to the continued functioning of both the 
16-inch and 24-inch pipeline. The cross-country 
VSMs were built to support up to three pipe- 
lines, regardless of the product they may  carry 
at  any point in time. Exit. KTC 2-0 a t  9;, Tr. 
170. 

As between the State 's  and Staff 's  proposal, 
Staff 's  method is both more equitable and logi- 
cal because it  gives recognition to the relative 
use of space by the two pipelines, rather  than 
employing a judgmental  50-50 spilt. Not only 
does the 32 percent represent the percentage of 
total occupiable space on the VSMs used by the 
16-inch pipeline, i t  also is the percentage KTC 
itself used to determine how much of the VSM 
capital  investment  costs wonld be included in 
its rental charge to Oliktok. Thus, Staff  witness 
Ferguson's development of a non.jurisdictional 
cost of service for the 16-inch pipeline by 

FEJI~ Rs0octs 

applying the 32 p~rcent ratio to KTC's  tt)tal 
cost of service includes an allocation of all 
VSM-related costs; i.e., capital  costs, deprecia- 
tion, DR&R, return and taxes. Exh. FERC 
24-0 at  16-17. 

Staff 's  allocation method is hereby adopted 
for all of the above reasons. 

VII .  Expenses 

A. Dismantling, Removal and Restoration 
(DR&R) 

1. The DR&R Obligation as a Contingency 
D i s m a n t l i n g ,  r e m o v a l  a n d  r e s t o r a t i o n  

(DR&R),  as described in the Right-of-Way 
lease between the State of Alaska and KPC,  is 
an obligation that  falls upon the Kuparuk  sys- 
tern. Exit. KTC 3-1. The Par tnership Agree- 
ment  specdies the transfer of KPC ' s  DR&R 
liability to KTC. Exh. KTC 12-I at 82. Pursu- 
ant  to the lease: 

[u]pon revocation or te rminat ion  of the 
authorization of which these Stipulations are 
a part ,  the C O M P A N Y  shall remove all 
i m p r o v e m e n t s  and equ ipmen t  f rom the 
STATE LANDS, unless otherwise approved 
in wri t ing by the C O M M I S S I O N E R  OR HIS 
DESIGNEE. . .  

Exh. KTC 3-1, § 1.16. 
Although the extent of the obligation is not 
determined in the lease, the part ies have stipu- 
lated tha t  if DR&R is required, such work will 
cost $ I I . 0  million in I ~ 6  dollars. Judge 's  Exh, 
I-A. 

Prior to turning to the issue of which of the 
parties '  p ro lxm~ methods of calculating an 
annual  DR&R expense should be adopted, a 
threshold legal question must  be addressed, 
that  is, "whether  a contingent expense such as 
this, i.e., one that  may  never be incurred, is 
properly includable in a regulated enti ty 's  cost 
of service[?]" Staff Initial  Brief a t  137. Staff  
would lutve us answer "no"  to this inquiry, for 
i t  asserts tha t  there is a lack of record evidence 
to "support  a finding tha t  the KTC partners 
will ever  in fact  incur any  DR&R expense," id., 
and tha t  contingent, speculative expenses have 
no place in ra temaking.  Id. at  138. Staff main- 
ta ins  that  the ratepaycre would have to bear  
all of the risk of a~  inclusion of the contingent 
DR&R expemms in rates because if the util i ty 
does in fact incur the expense, i t  is covered, but  
if no expense is incurred, the utility will receive 
a windfall, ld. at  139. Furthermore,  Staff  
s tates  that  " the  ratepayers have  no refund 
protectiot~ should the DR&R obligation never 
material ize." Id. 

Although the State realizes that  the DR&R 
obligations are not cast in stone, it states that  
the parties have stipulated to an $11.0 million 

¶ 63,00S 
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removal cost est imate m 1986 dollars and a 
decommissioning da:e of 2011. State Initial 
Brief a t  148-149 Thc State notes that a contin- 
gency argument  can be made, but adds that if 
a determination is made during the pipeline's 
operational period to eliminate or reduce the 
presently projected scope of the DR&R require- 
ment, there are safeguards present, namely, 
crediting ratepayers for any overcollection and 
revising the DR&R cost of service calculation. 
ld. at  149 n. 135. 

KTC sees nothing contingent in its obligation 
and would like to recover the cost of DR&R 
from its shippers over the lifetime of the sys- 
tem so as to eliminate the burden on KTC's  
investors of incurring the DR&R obligation 
when the pipeline is no longer operational 
without having collected the associated costs 
through rates. KTC Initial Brief at 188. 

There are really two subissues within the 
issue of whether a contingent expense can be" 
allowed in the cost-of-service. First,  an expense 
should" not be allowed if the amount is indefi- 
nite. See, e.g., Columbia Gulf Transmission, 13 
FERC ~ 61,211(1980); Public Sen'ice Commis. 
sion of Indiana, 7 F E R C  ~ 61,319(1979). Here, 
the parties have stipulated to a definite DR&R 
amount of $11.0 million. The second subissue is 
whether an expense is too contingent or remote 
to allow because of uncertainty of its incur- 
fence. Staff  and the State cite m a n y  cases 
nvolv ing  this latter situation, which is a t  issue 
n this proceeding. See, e.g., E1 Paso Natural 
~as, 46 FPC 454 (1971); Alabama-Tennessee 
Natural Gas Co. v. FPC, 359 F.2d 318 (5th 
Cir. 1966), cert. den., 385 U.S. 847 (1966), reh. 
.let*., 385 F 2 d  964 (1966); Memphis Light, Gas 
& Water Division v. FPC, 504 F.2d 225 (D.C. 
Cir. 1974); Virginia Electric and Power Co., 
(VEPCO), Opinion No 118, 15 F E R C  ~'61,052 
11981). 

In VEPCO, supra, the adminis t ra t ive  law 
judge disallowed the company 's  proposal to 
increase its nuclear fuel expense to offset its 
est imated spent fuel disposal costs. Id. at  pp. 
61,103-61,104. Upon review, the Commission 
allowed VEPCO's  proposed charges for trans.  
lc,ortation from its reactors to the in ter im 
cepository and for interim storage charges to 
Ee included in cost-of-service, but  i t  agreed 
with the judge's  decision not to include costs 
f~r permanent  disposal, s ta t ing that:  

[w]e are reluctant to include an amount  for 
permanent  storage at this t ime due to the 
uncertainty that  exists concerning the fed- 
eral reprocessing policy. Whatever  Federal 
Policy ult imately emerges on reproeessing, 
however, VEPCO will have to incur the costs 
of in ter im transportat ion and storage of 
spent nuclear fuel since no reproeessing facil- 
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ity currently exists or is likely to be opera- 
tional within a decade. 

ld. at  p. 61,105. See also Carolina Power and 
Light Company, 4 F E R C  ~" 61,107 (1977). 

The situation in VEPCO is different from the 
situation at hand, for in VEPCO, the uncer- 
ta in ty  was in the possibility of a change in 
federal policy, i.e., a creation of a market for 
reprocessed spent nuclear fuel. Here, the uncer- 
tainty lies with the possibility of the state 
officials releasing KTC from its obligation in 
respect to this part icular  project and not with a 
broad change in s tate  policy. Considering the 
above-ground configuration of the system and 
the cl imate of the North Slope, it seems highly 
questionable that  s ta te  officials will cOUnte- 
nance preservation of the abandoned system as 
a permanent  monument  to KTC ' s  engineering 
skills. Therefore, the Commission's disallow- 
ance of a contingent expense in VEPCO and 
similar nuclear cases does not require a similar 
disallowance in this proceeding. 

Two further observations are in order. First,  
Staff 's  a rgument  is based solely on the lease 
clause quoted above. Tha t  clause presently 
binds KTC to incur the future expense, unless 
the state subsequently grants  KTC a release. 
But the inclusion of the provision for potential 
release does not alter KTC ' s  present obligation. 
Tha t  obligation would be no more firmly fixed 
had the release provision been omitted, since a 
lessor can always release a lessee from future 
performance of a du ty  owed to the lessor. 
Under  Staff 's  theory, a present obligation to 
incur future costs under most contracts must  
be viewed as speculative. Second, the State, 
whose pr imary  interest  in this proceeding is to 
protect its royalty interest in oil production by 
having F E R C  fix the lowest reasonable trans- 
portation rate, does not support Staff  on this 
issue. 

For the foregoing reasons, KTC will be per- 
mi t ted  to include a DR&R expense in its rates. 

The problem that  remains,  as pointed out by 
Staff, is whether the ratepayers  whose rates 
include the DR&R expense will be able to 
receive a refund if KTC is allowed to collect 
the cost of DR&R in its rates, but  the state 
determines a t  the end of KTC ' s  operation that  
i t  will not require K T C  to remove the pipeline. 
Staff  Initial  Brief a t  139-140. In dec/dins this 
issue, a fundamental  Commission policy must  
be remembered, that  is, in each instance of 
ra temaking,  a determination must  be made as 
to whether the util i ty and its investors should 
bear  a certain risk or east or whether that  risk 
or cost should be borne by the utility's ratepay- 
ers. Kentucky Utilities Co. v. FERC, 760 F.2d 
1321, 1328 (D.C. Cir. 1~5 ) .  Here, the ratepey.  
ers are of a different nature than the typical 
ra tepayer  in an electric or gas  ra temaking case. 
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In the latter situation, the ratepayers are usu- 
ally indi% hlual con,umer~ in a mobile society 
who wou['.l be difficult to seek out and recom- 
pense many ycar~ after  they have paid for an 
unincurred contingent expense through their 
rates. The ratepayers in this case are large 
shippers that will almost certainly still remain 
on the system until KTC operations end. Alter- 
natively, it would be inequitable to disallow 
collection of the DR&R expense, allowing the 
risk of such expense to fall solely on KTC ' s  
investors. 

Therefore, an intermediary position between 
having either the ratepayers  or the investors 
bear the full risk in connection with the DR&R 
obligation can be developed with the use of an 
escrow account and agreement.  The collection 
of the DR&R expense from ratepayers will be 
allowed, subject to the condition that  the funds 
be deposited into an interest-bearing escrow 
account until such t ime when KTC incurs such 
expenses, or alternatively, if  the expense is not 
incurred, returns the funds to the ratepayers  
who paid for such expenses in their rates. 
Accordingly, KTC is hereby required to submit  
an escrow plan to the Commission for its 
review and approval.  

2. DR&'R Methodology 

As to the basic DR&R methodology, Staff  
supports a traditional straight-line method of 
calculating the annual DR&R expense such 
that the same annual dollar amount  of DR&R 
cost is charged to ratepayers  until the pipe- 
line's cessation in the year  2011. The Commis- 
sion of ten  e n c o u n t e r s  n e g a t i v e  s a l v a g e  
situations with nuclear generat ing stations and 
offshore gas pipelines which eventually must  be 
dismantled. The Staff 's  straight-line apprtmch 
is similar to the Commission's  gas  pipeline 
model which generally provides that  once an 
up-to-date net negative salvage cost is deter- 
mined, that  current  cost is divided into equal, 
annual installments over the remaining life of 
the  faci l i ty .  The  annua l  expense is  then  
included in the annual cost-of-service. Staff  Ini- 
tial Brief a t  143; see Columblm Gulf Transmis- 
sion Company, 10 F E R C  1 63,030, a t  p. 65,344 
(1960); Tennessee Gas Pipeline Company, 32 
F E R C  | 6 1 , 2 2 0  (1985) ,  aft'd, 33 F E R C  

61,005, at p. 61,007 (1965). Here. Staff would 
divide the stipulated cost of $11.0 million (less 
$526,000 for DR&R accruals transferred from 
KPC)  evenly over the stipulated 27-year life of 
the KTC facilities. 

KTC and the State, on the other hand, use 
an annui ty  methodology which operates so as 
to "front  load" or accelerate the cost recovery, 
resulting in the ra tepayer  incurring higher 
expenses in the earlier years  of the pipeline's 
life than in the later years. Other than the 
employment of the same basic methodology, 
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i.e., accelerated cost recovery, major differ- 
ences exist between the State anti KTC as to 
the specific elements of the annui ty  DR&R 
cost recovery computation. KTC Initial Brief 
a t  189. The Sta te ' s  DR&R method would 
match the annual expenses to a stipulated 
future annual  throughput  pat tern,  whereas 
KTC's  method would recover DR&R expenses 
on the basis of a sum-of-the-years-digits (SYD) 
calculation. 

Under  KTC ' s  annui ty  methodology, "cash is 
accumulated over the life of KTC in such a 
manner  that  the accumulated after-tax collec- 
tions, plus after-tax earnings, equal the antici- 
pared cost of DICAtR as adjusted for inflation. 
The collection of DR&R is then accelerated by 
app l ica t ion  of the  sum-of- the-years -d ig i t s  
depreciation profile." Id. at  191. KTC uses the 
inflation rates projected in the State of Alaska 
Depar tmen t  of Revenue's  Petroleum Produc. 
tion Revenue Forecast (December 1985), Exh. 
KTC-4-0 at  8, and provides for four different 
inflation rates through the year  2011. KTC 
Init ial  Brief a t  191-192. 

The State uses the same $ I I . 0  million start-  
ing point, but  i t  would initially adjust this sum 
downward by $1.044 million in order to allo- 
cate to non-jurisdictional users of KTC's  facili- 
t ies  the i r  p ropor t iona te  share  of D R & R  
obligation. State Init ial  Brief at 149 n.136. As 
to the pat tern  of recovery, the State 's  DR&R 
methodology would match DR&R expenses to a 
st ipulated future annual throughput (UOT) 
pat tern  and would take inflation into account. 
The State uses the inflation est imates of the 
Congressional Budget  Office 's  GNP-def la tor  
projection of 4.1 percent through the year  
2011. 

K T C  witness Hildahl contends that  the SV~D 
m e t h o d  a p p r o x i m a t e s  the  s t i p u l a t e d  
throughput  profile and is therefore fairer to 
shippers than a straight-line determination.  
Exh. K T C  10.1 at  62-63. This  is not necessarily 
true, for the SYD method matches throughput 
otdy accidentally, as there is no relationship 
between the two. Although KTC further argues 
that  a t  some point in the future, throughput 
m a y  fall so low that  KTC ' s  rates could not 
include the necessary DR&R collections, KTC 
Init ial  Brief a t  189, K T C  has offered no eva- 
dence as to when or if this will happen. 

Contrary to KTC ' s  claim, the pr ime consid- 
eration of a proper negat ive salvage methodol- 
ogy has not been to protect the coml~ny from 
all conceivable risks of undercollection by 
front-loading costs in the early years, especially 
where as here, the SYD method would collect 
more than two-thirds (67.47 percent) of the 
DR&R casts before half of the expected life of 
the pipeline is over. E x h  K T C  10-5. The early- 
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years' shippers ~,)uhl be unfairly burdened 
under KTC's SYD methodology. 

As to the State's UOT methodology, there is 
at present substan ial uncertainty as to the 
total amount of oil that may pass through the 
pipeline. Staff Initial  Brief at 162-170; Staff 
Reply Brief at  76-77 Furthermore, there is no 
way to accurately predict KTC's future yearly 
or to ta l  th roughput .  [d. The s t ipu la t ed  
throughput profile cannot be used to predict 
annual or ult imate volumes, Tr. at  334-335, 
for, by "its own terms, it is only an estimate." 
Staff Initial  Brief at 167 (emphasis in original). 

Although no specific ratemaking method for 
DR&R expense recovery has been adopted by 
the Commission for oil pipelines,  Staff ' s  
straight-line method, given such uncertainty, 
will result in a more equitable distribution of 
co6ts than either KTC's SYD method or the 
State's UOT method. I t  would be unfair to Ioed 
a majority of the costs on the early-years' rate- 
payers. 

Because of the uncertainty as to the amount 
of throughput, I see no compelling reason not 
to apply to the situation at hand the Commis- 
sion's tradit ional  gas pipeline straight-line 
method of treating negative salvage expense. 
Therefore, Staff's method of spreading KTC's 
DR&R expenses evenly over the years properly 
accounts for the uncer ta in ty  surrounding 
KTC's annual and total volume expectations, 
thereby minimizing any potential disadvan- 
tage to either the early-years' or later-years' 
shippers. 

It  must be emphasized that  although the 
straight-line method is hereby adopted and 
applied to the stipulated ~! l million, this is not 
necessarily an order for all time. The Commis- 
sion can at any time insti tute a review of 
KTC's DR&R charges, or the company may 
file for a change as future circumstances may 
call for. The specific differences between 
KTC's and the State's front-leaded DR&R 
methods need not be resolved since it is found 
that the straight-line method of recovering 
DR&R expenses is appropriate for KTC. How- 
ever, the State's observation that  a portion of 
the DR&R cost must be allocated to non-juris- 
dictional use is well taken. 

Because the DR&R funds are to be collected 
in an external interest-bearing escrow account, 
the accumulation of the DR&R reserves will 
not constitute cost-free capital that  KTC can 
use for general corporate purlx~,es. The funds, 
including the interest accruals, can be used 
only for the stated purlx~e or, alternatively, 
must be refunded to ratepayers. Accordingly, 
these escrowed reserves should not be deducted 
from rate base. Moreover, accumulation of the 
annual DR&R expense in an interest-baaring 
account will mitigate any disparity, caused by 
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inflation, between the $11 million .~tipulated 
cost in 1986 dollars and the future value of 
such costs, a point of concern to KTC and the 
State. 

Staff acknowledges that  the annual DR&R 
allowance in rates will not be recognized as a 
tax deduction by the IRS until  some future 
time when KTC actually engages in DR&R 
act iv i ty  and incurs the expense. Staff has 
appropriately accounted for this temporary 
timing difference in its cost-of-service calcula- 
tions by offsetting the tax effect of the DR&R 
accrual against ADIT balances, thus increasing 
the rate "base. Staff Init ial  Brief at 145-146. 
KTC argues, however, that  there is no assur- 
ance that  KTC, on a stand-alone basis, will 
have sufficient income to take advantage of the 
tax-deductions a t  the time when the DR&R 
expenditures are actually made. KTC Init ial  
Brief at  203. First, KTC's interpretation of the 
stand-alone policy is rejected here for the same 
reasons i t  was rejected in connection with 
deduction of ADIT balances from rate base, 
supra. Second, the Internal. Revenue Cede has 
carry-back and entry-forward provisions creat- 
ing at  least a six-year window and, as Staff 
observes, it is inconceivable that  KTC's uwners 
will be unable to take full advantage of KTC's 
DR&R tax deductions over such an extended 
period. Staff Initial  Brief at  155-156. 

B. ~p~-dat ion Expense 
Depreciation expense recovers the capital 

invested in property devoted to the public ser- 
vice by investors in regulated companies. Such 
companies are permitted to recoup this capital 
investment over the life of the property. The 
amount of this annual depreciation expense 
depends upon three things: (I)  the depreciable 
base, i.e., the amount of capital to be recov- 
ered, (2) the estimated life of the property, and 
(3) the pattern of depreciation. 

The parties have entered into a stipulation 
as to the first two issues. Thus, they agree that  
the depreciable base is comprised of KTC's 
carrier property in service (although they disa- 
gree as to the amount, which issue has been 
resolved above). Similarly, the life of the pipe- 
line is stipulated to end on December 31,201 I. 
The issue to be resolved here is the pattern of 
recovery of the depreciation. 

The parties have proposed three different 
methods for recovering depreciation expenses, 
tracking their respective prolxxmls with respect 
to DR&R expense. Staff prolx~es a straight- 
line metl ed which would allow recovery of the 
same annual dollar amount for depreciation 
expense over the stipulated llfe of the property. 
KTC's, ASCR's and the State's methods would 
accelerate or "front-end" load co4t recovery, 
resulting in greater annual expenses in the ear- 
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]ier yea r s  and  lesser expenses  in the la te r  yea r s  
of K T C ' s  life. Speci f ica l ly ,  K T C  and ASCR 
e m p l o y  the  s u m - o f - t h e - y e a r s - d i g i t s  ( S Y D )  
me thod ,  whe reas  the  S t a t e  uses a uni t -of-  
t h roughou t  ( U O T )  method  which m a t c h e s  the  
a n n u a l  e x p e n s e s  to a s t i p u l a t e d  a n n u a l  
t h r o u g h p u t  profile.  The  SYD and  UOT meth-  
ods p re sen ted  here yie ld  s imi la r  resul ts  but ,  as 
p rev ious ly  noted,  tha t  s i m i l a r i t y  is by  acc iden t  
only, 

Al though  the Commiss ion  has never  specif ied 
a p a r t i c u l a r  d e p r e c i a t i o n  p a t t e r n  which m u s t  
be followed by  oil p ipe l ines  for r a t e m a k i n g  pur-  
poses, K T C  In i t i a l  Brief  a t  206, the pa r t i e s  do 
not  co.--'est t ha t  the  Commiss ion  r egu l a r l y  uses 
the - .,ht-line me thod  in gas and  e lec t r ic  
case-  nt  c i r c u m s t a n c e s  where  the unit-of-  
pro~, ~ : ( U O P )  me thod  would be jus t i f ied ,  
i.e., ~z~, .c the useful  life of the p l a n t  "is neces- 
sa r i ly  de f ined  by  p re sen t  and  fu tu re  reserves ."  
Tennessee Gas Pipeline Co., 56 F P C  120, 
128-129 (1976); S taf f  In i t i a l  Brief  a t  161; S t a t e  
I n i t i a l  Brief  a t  158; K T C  I n i t i a l  Brief  a t  
206-210, K T C  R e p l y  Brief  a t  141-144. In  its 
resul t ,  the U O P  method  is s u b s t a n t i a l l y  s imi la r  
to both K T C ' s  SYD method  and  the S t a t c ' s  
UOT method .  

As s t a t e d  cor rec t ly  by  Staff ,  a U O P  method-  
ology, or one s imi lar ,  is jus t i f i ed  only where  a 
p l a n t ' s  p resen t  and  fu tu re  reserves  can  be 
" a s c e r t a i n e d  with  a n y  degree  of c e r t a i n t y . "  
Tennessee  Gas  a t  128-129; S taf f  In i t i a l  Brief  a t  
161; see Middle  South Energy,  26 F E R C  
~" 63,044 (1984),  a f f ' d  31 F E R C  ~ 61,305, a t  p. 
61,658 (1985).  S taf f  is pe r suas ive  t h a t  the  s i tu-  
a t i en  needed before the U O P  method  can be 
app l i ed  is not p resen t  here,  for a l t hough  the 
p a r t i e s  s t i p u l a t e d  as  to  a c e r t a i n  f u t u r e  
t h r o u g h o u t  p ro f i l e ,  t h i s  p r o [ i l e  " w a s  no t  
i n t e n d e d  to  p r e d i c t  a c t u a l  or  u l t i m a t e  
vo lumes . "  Staff  I n i t i a l  Brief  a t  163; Tr .  a t  
334-335. F u r t h e r m o r e ,  the  t h r o u g h p u t  profi le  
is an e s t i m a t e  which was not deve loped  to be 
a p p l i e d  to dep rec i a t i on  ra tes .  S taf f  I n i t i a l  Brief  
a t  167. Not  only a re  there  u n c e r t a i n t i e s  "asso-  
c i a t ed  wi th  a n y  e s t i m a t e  of the  to ta l  reserve  
t ha t  will e v e n t u a l l y  be t r a n s p o r t e d  v ia  the 
K T C  p ipe l ine" ,  bu t  " u n c e r t a i n t y  [also] exists  
as to when and  in wha t  a m o u n t  these reserves  
will flow th rough  K T C . "  S ta f f  I n i t i a l  Brief  a t  
162; see Exh~ F E R C  22-0 a t  14-19. Moreover ,  
Staff  i l l u s t r a t e s  the  v o l a t i l i t y  of U O P  ra tes  by  
showing wha t  would h a p p e n  to d e p r e c i a t i o n  
ra tes  for K T C  if u l t i m a t e  reserve  e s t i m a t e s  
were to increase  by  .5 bi l l ion b a r r e l s - - - d e p r e c i a -  
t ion ra tes  would d rop  by  a p p r o x i m a t e l y  .6% in 
each of the years .  Staff  In i t i a l  Brief  a t  169. 

To a l l e v i a t e  the  r isk  invo lved  wi th  th is  
u n c e r t a i n t y ,  K T C  employs  the  S Y D  calcula-  
t ion so as to give K T C ' s  " inves to r s  the  g rea t e s t  

security of recovering their invested capital 
during the period when KTC has the highest 
likelihood of maintaining adequate levels of 
throughput." KTC Init ial Brief at 207; see 
Exh. 10-0 at 17-18. Staff argues that KTC is 
v i r t u a l l y  insur ing  i tself  a ga in s t  any  risk of 
nonrecovery  of d e p r e c i a t i o n  expenses.  S taf f  Ini-  
t ia l  Brief  a t  164-165. The  effect  of K T C ' s  
" i n s u r a n c e  po l i cy"  is t ha t  the de p re c i a t i on  
costs  a re  " f ron t - l oaded"  onto the ea r l i e r -yea r s '  
sh ippe r s  t he reby  a l lowing K T C  to avoid  any  
risk it migh t  have  of not col lec t ing its full 
d e p r e c i a t i o n  e x p e n s e  in t he  l a t e r  y e a r s .  
Because  the SYD method  overcol lec ts  in the  
ea r ly  yea rs ,  the  l a t e r -ye a r s '  sh ippe r s  would 
enjoy dec reased  rates .  The  s t r a igh t - l ine  me thod  
would sp read  out  p a y m e n t s  so t ha t  this  inequi-  
t ab le  s i tua t ion  would not occur.  Moreover ,  the 
S Y D  m e t h o d  has no~ been a p p l i e d  in the  
r a t e m a k i n g  context ,  and  is in s t ead  a tax  con- 
cept .  Id. a t  170; S t a t e  In i t i a l  Brief  a t  159; Tr.  
a t  983, 1241. 

S ta f f ' s  s t r a igh t - l ine  method ,  which is hereby  
a d o p t e d ,  p r o p e r l y  accoun t s  for the  u n c e r t a i n t y  
su r round ing  K T C ' s  a n n u a l  and  to ta l  vo lume 
expec ta t ions ,  t h e r e b y  m i n i m i z i n g  the possible 
d i s a d v a n t a g e s  t h a t  the SYD or U O T  method  
would have  on r a t e p a y e r s .  N e i t he r  of these 
" f ron t - l oa d ing"  de p re c i a t i on  me thods  has been 
jus t i f i ed  on this  record.  

As in the case of D R & R  recovery ,  the pa r t i c -  
u lar  s t r a igh t - l ine  de p re c i a t i on  ra te  e s t ab l i shed  
in th is  p roceed ing  is not  f ixed for all  t ime.  I f  it  
should a p p e a r  in the  fu tu re  t h a t  K T C ' s  useful 
life will t e r m i n a t e  pr ior  to the s t i p u t a t e d  da te ,  
K T C  is f r e e  to file for a h igher  ra te .  Con- 
versely ,  should t ha t  d a t e  he rea f t e r  be deter-  
mined  to be too pess imis t ic ,  the Commiss ion  
can  acco rd ing ly  reduce the  ra te  p rospec t ive ly .  

C. Income Tax Expenses 

All the pa r t i e s  concur  in the bas ic  a p p r o a c h  
to c o m p u t i n g  K T C ' s  income tax  a l lowance,  
t h a t  is, all  p a r t i e s  suppo r t  no rma l i za t i on  of the  
' a x  a l lowance  and  synchron iza t ion  of in te res t  
for t ax  and  r e tu rn  purposes .  As be tween  KTC 
and  the S ta te ,  d i f fe rences  exist  p r i m a r i l y  in 
a l lowed e q u i t y  r e t u r n  or o the r  c o m p o n e n t s  
used in the ca lcu la t ion  for income tax allow- 
ance.  The  f irst  issue be tween  these two involves  
the t r e a t m e n t  Of the  S t a t e  of Alaska  invest-  
men t  tax  c red i t s  ( ITC) ,  and  the second con- 
cerns  the  so-called " T E F R A  a d j u s t m e n t "  to 
d e p r e c i a b l e  t ax  base.  S t a t e  In i t i a l  Brief  a t  
160-164; K T C  In i t i a l  Brief  a t  210-213. Staff  
s t a t e s  t ha t  so far  as i t  knows, " t he r e  is no issue 
be tween  Staf f  and  K T C  as to how to c ompu te  
income taxes ."  S taf f  In i t i a l  Brief  a t  171. Thus ,  
S ta f f  a p p e a r s  to suppo r t  K T C ' s  pos i t ions  in 
reference to the above  two issues. 

FERC Reports ¶ 63,006 



Jnofflclal FERC-Generated PDF of 20050808-0268 Issued by FERC OSEC 08/08/2005 in Docket#: - 

6 5 , 0 8 4  Cited as "45 FERC ¶ . . . .  " ~o; l l - t T ~ 8  

1. The State ITC 
The State of Alaska has enacted its own 

inves tment  tax c ro l i t  ( ITC).  Alaska Stat .  
43.20.036(b). Tha t  provision provides for an 
ITC equal to 18 percent of the federal invest- 
ment  tax credit of I0  percent, or 1.8 percent. 
The credit is further limited to 20 million dol- 
lass of in-state investment.  

While the State and KTC agree that  the 
benefits of federal ITC ' s  must  be retained by 
the oil pipeline for its investors, no such restric- 
tions expressly attach to the state credit. The 
State argues  tha t  because of the cost-free 
nature of the ITC funds made available to 
KTC, such credits should be amortized against  
the tax allowance over the service life of the 
property. State Initial  Brief a t  164. KTC,  on 
the other hand, argues that  the state credit 
should be treated the same as the federal IT( : ,  
thereby allowing KTC to retain the benefits of 
the state ITC for its investors. KTC Initial  
Brief a t  211-212. 

The narrow question is, in creat ing the s tate  
[TC, whether the Alaskan legislature intended 
:he benefits to be flowed through to the rate- 
.~tyecs or retained by the company 's  investors. 
KTC makes  several persuasive arguments  for 
the latter effect. First,  the Alaska Public Utili- 
ties Commission did not "flow through" the 
benefits of the Alaska ITC in its only reported 
decision on oil pipeline rate regulation. Cook 
;nlet l~'pe Line Co., 66 P.U.R. 4th 77 (APUC 
1985); KTC Initial  Brief a t  211. Second, the 
.s;tate has provided no specific legislative his- 
tory or other authori ty  indicat ing that  the 
/alaska legislature intended a different result 
than Congress when it enacted the state  coun- 
terpart of the federal ITC provision. KTC Ini- 
tial Brief at  211. 

Furthermore,  the federal and state 1TC pro- 
~isions share a common statutory policy of 
l:romoting qualifying investments.  This  pur- 
l:use of promoting investment  in useful assets 
cannot be realized if  the ITC benefits are taken 
away from the investors and given to the rate- 
payers. Id. Therefore, it is reasonable to inter- 
pret and give the same effect to the s tate  and 
h'deral ITC provisions in ra te  proceedings 
b:fore a federal agency unless the state 
s ta tute  requires a different result, ei ther on its 
f~.ce or through interpretation by the s tate  
commission or state court. The State has not 
shown this to be the case here; its proposed 
fl.~w-through of state ITC benefits is therefore 
denied. 

2. The TEFRA Adjustment 
Under the Tax Equi ty  and Fisotl Responsi- 

bility Act of 1982 (TEFRA),  a taxpayer  can 
el.~ct (for longer-lived investments)  an 8 per- 
cent ITC with a I00  percent depreclable tax 
b/s is  or a I0  percent ITC with a 95 percent 
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deprectat)le tax basis• State Initial Bricf at 161• 
KTC elected the full 10 percent ITC benefit 
with the reduced basis and proposes to pass on 
this 5 percent loss in tax basis to ratepayers in 
the form of higher income tax expenses. 

The State argues that  for rate purposes, 
KTC's  election should not result in a passing on 
of the loss in tax basis to ratepayers through 
increased rates. Id, at  162. KTC argues that 
the State 's  position improperly penalizes KTC 

• for making  a permissible tax election regarding 
its ITC's ,  and that  to refuse to make  the appro- 
priate T E F R A  adjustment  undermines the pol- 
icy of p r o m o t i n g  q u a l i f y i n g  i n v e s t m e n t  
through such incentives, contrary to clear con- 
gressional intent. KTC Initial  Brief a t  212-213; 
KTC Reply Brief a t  145-146. 

Although there m a y  be merit  to the State 's 
argument ,  the resolution sought by  the State 
would result in an impai rment  of the ITC elec- 
tion created by Congress, thereby indirectly 
depriving KTC of the full benefit of the 10 
percent ITC, contrary to the intent of Con- 
gress. Therefore,  the S ta te ' s  t r ea tmen t  of 
KTC ' s  ITC election is denied. 

V I I I .  R a t e s  for  Mi lne  P o i n t  S h i p m e n t s  

K T C ' s  pipeline sys tem extends about 37 
miles from the Kuparuk  River  Unit  to Pump 
Station No. I on the TAPS line. KTC's  system 
serves three areas: the Kuparuk  River Unit,  
the West Sak Pilot Project and the Milne Point 
Unit. The pipeline transports the Kuparuk  
River  oil the |ull  37 miles, the West  Sak pipe- 
line connects to the pipeline Z7 miles from 
TAPS P u m p  Station No. I and Milne Point 
production enters KTC's  system through the 
Milne Poin t  Pipe  Line  ( M P P L )  22 miles 
upst ream from Pump Station No. I. Conoco 
Init ial  Brief a t  3. 

Although KTC ' s  proposed full-length tar i f f  is 
6l  cents/barrel ,  KTC established a separate, 
lower ra te  ~ 55 cents /barrel  for shipments  
from the West Salt interconnection to TAPS 
P u m p  Station No. I .  The Rules and Reguia- 
tions governing KTC's tariff provide that :  

[p]etroleum received from a point on the 
system which is not named in the applicable 
tariff ,  but  which point is intermediate to a 
point from which a rate is published in the 
applicable tariff,  will he assessed the rate in 
effect from the next more-distant point pub- 
fished in the applicable tariff.  

Under  this rule~ a shipper whose oil is trans- 
ported from the M P P L  interconnection mus t  
pay the same 55 cent rate applicable to ship- 
ments from the West Sak connection, even 
though the M P P L  interconneclion is 5 miles 
closer to TAPS Pump Station No. I. Id. at  5. 
While KTC mainta ins  that  this group rate 
system is a proper division of costs, Cononco, 

F s d s r ~  ~ Qs~kfllmm 
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Inc. (Cononco) and Staff contend that  relative 
length of haul should control rates. 

KTC states that  the inclusion of Milne Point 
in a group rate based on the next.most-distant 
point is fair, especially in light of the fact that 
KTC exempted M P P L  from its usual connec- 
tion policy which requires connection to .the 
K T C  system at  a monitored measurement  
facility. KTC contends that  waiver  of this 
requirement saved M P P L  three million dollars. 
KTC Initial  Brief at 215-216. 

KTC further mainta ins  that  Conoco's and 
Staff 's  principal a rgument  that  the relative 
length of haul should control rates ignores ICC 
precedent that  permits  the grouping of rates 
regardless of haul distance, ld, at  216. In  deter- 
mining whether a group rate which encom- 
passes many  interconnections within the same 
zone ~ t h o u t  accounting for variat ions in dis- 
tance should apply, KTC argues that  the test 
laid out in well-established ICC precedent is 
whether the overall circumstances surrounding 
the establishment of a group rate are reasona- 
ble. /d. at  217-218; see The N e w  York Harbor 
Case, 47 I.C.C. 643, 712 (1917); Bo6'nar & Co. 
v. Pennsylvania Railroad, 305 I .C.C.  21 
(1958). KTC alleges that establishing a group 
rate for West Sak and Milne Point is appropri- 
ate for many reasons, including." (1) the waiver  
of its connection policy; (2) M P P L  is upst ream 
from the Kuparuk  River  crossing which is the 
most expensive par t  of the pipeline system; (3) 
M P P L  directly utilized almost all of the K T C  
owned VSMs which constitute a substantial  
portion of KTC's  costs; and (4) that  traveling a 
shorter distance does not automatically guar-  
antee M P P L  a lower rate. KTC Initial  Brief a t  
221-223. 

Both Conoco, which is the majori ty  owner 
and operator of MPPL,  and Staff  contend that  
the present K T C  tariff  is unduly discrimina- 
tory toward the Milne Point shippers because 
it does not fully factor distance of haul into 
their rate. Exh. F E R C  25-0 at  6-7; Exh. Conoco 
12-0 at  15-16. Therefore, the two agree that  a 
separate rate should be established for produc- 
tion shipped from Mllne Point, but  they do not 
agree on the allocation methodology which 
should be u~:d in establishing this rate. 

Conoco contends that  a rate approximately 
50 percent of the full-length rate  or 30 cents /  
barrel for t ransportat ion from Milne Point  
would be fair. In  arr iv ing a t  that  rate,  Conoco 
witness Kern broke KTC ' s  full 61 cent  tar iff  
into three component percentages representing 
operating expenses, station value, and pipeline 
network investment  value. Mte r  mult iplying 
each of these percentages by the full 61 cent 
tariff, Mr. Kern determined that  the full-length 
tar iff  should be apportioned as follows: 

FEI~ Rq~r ls  

Operating Expenses - 
Station Value ,- 

Pipeline Network Value - 

$0.G84/Bbl 
$0.091/Bbl 

$0.435/Bbi 

$0.610/Bbl 

Mr. Kern further  allocated the pipeline net- 
work investment  on an inch-diameter mileage 
basis to provide a basis for allocation of this 
network investment  amon s shippers utilizing 
K T C  sys t em ' s  12-inch d iame te r  pipelines. 
Using the inch-diameter mileage analysis, Mr. 
K e m  calculated that  M P P L  utilizes 65.37 per- 
cent of the 37-mile pipeline, and should be 
allocated 65.37 percent of the pipeline network 
value as that  portion of the tar iff  reflecting 
M P P L ' s  utilization of the pipeline network, or 
$0.2846, (65.37% x $0.435). Exh. Conoco 12-5, 
Par t  2. Mr. Kern also allocated to the Milne 
Point shippers their respective portions of the 
tar iff  representing operating expenses and sta- 
tion value, or 6.34 percent for both. When 
multiplied by the other two portions, Milne 
Poin t  sh ippe r ' s  addi t ional  al locations are  
$0.0053 for operating expenses and $0.0057 for 
station facility value. Exh. Conoco 12-5, Par t  3. 
Adding  these three al located components 
results in a rate of approximately 30 cents. Id. 

Staff, on the other hand, proposed the use of 
a barrel-mile allocation method, wherein Staff 
wi tne~  Hahn  allocated overall cost of service 
between different connection points in such a 
way as to reflect the cost causation of each 
class of service. This  was done by segregating 
KTC ' s  system cost into two groups, namely 
volume-related costs and distance-related costs. 
To arr ive at  per unit costs for each group thus 
segregated, Mr. Hahn divided the distance- 
related costs by the total annual barrel-miles to 
arr ive a t  the per barrel-mile unit cost and 
divided the volume-related costs by the total 
barrels transported during the year  to arr ive at  
per barrel unit  costs. Mr. Hahn  then multiplied 
the respective unit  costs by the barrel-miles 
and volumes for each connection point to deter- 
mine the total cost applicable to that  class of 
service. The proposed rate  for each connection 
point was calculated by adding the distance 
and volume costa allocated to each class and 
d i v i d i n g  those sums  by  the i r  r e spec t ive  
volumes. Exh. F E R C  25-0 at  7-11. 

Thus,  these differing proposals present essen- 
tially two issues. First ,  is i t  reasonable and 
nondiscriminatory to apply  the same "group 
rate",  as proposed by KTC,  to West Sak and 
Miine Point, notwithstanding the five mile dis- 
tance between the two connections? I agree 
with Staff  and Conoco that  the application of 
the same rate to West  Sak and Milne Point is 

¶ 63,006 
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unreasonable and unduly discriminator)'. As 
aptly stated by Staff ,~hness Hahn: 

Oil pipelines are common carriers, and it is 
an established pzinciple of common carrier 
regulation that  the customer pays only for 
the trip he take:. Distance of haul is a coot 
causative factor chat cannot be disputed, 
and its routine recognition in the rates of oil 
pipelines and other common carriers is a 
matter of record. Thus an •llocation is neces- 
sary in order to apport ion system coots 
among shippers who require the transporta- 
t ion of oil in varying distance. 

Ezh. FERC 8-0 at 4-5. 

Although KTC's presently effective rate 
reflects distance of haul as a cost-causing fac- 
tor, it does so only to • limited extent. 29 While 
KTC takes into account the fact that  West Sak 
and Milne Point should be accorded a lower 
rate than production shipped from KRU, it has 
not justified why shippers using these two sepa- 
rate points of connection should be charged the 
same rate, given the five mile differential in 
the distance of the haul between these points. 
Id. at 5-6. Staff has shown, to the contrary, 
that 86 percent of the total system cuets are 
directly related to the West Sak shipments, but 
only 72 percent of total system coots are 
directly related to the MPPL shipments. Exh. 
FERC 2,5-1, Schedule 1; Staff Reply Brief at 
79-80. KTC's own tariff structure, which pro- 
vides for on intermediate West Sak rate of 55 
cents, belies its argument that  "point-to-point" 
regulation would be too difficult and complex 
to administer, for; 

if it is proper to have one intermediate point 
rate for West Sak, it is surely proper to have 
another for MPPL ... there is nothing unduly 
complex or difficult about allocating costs to 
intermediate point users. I t  is a fairly com- 
mon practice for the other entities this Com- 
mission regulates. The fact tha t  a fair 
allocation procedure may perhaps take more 
time than making no allocation at  all, is 
hardly a reasonable justification for failing to 
do it. 

Staff Initial  Brief at 174. 

There is no reason why KTC's group argu- 
ment could not just as easily apply to • three- 
group rate structure instead of KTC's two- 
group rate. KTC has not shown why the estab- 
lishment of two groups is any more or less 
reasonable than one group (all shippers) or 
three groups (KRU shippers, West Sak ship- 
pers and Milne Point shippers), as Staff and 
Conoco propose. Furthermore, Opinion No. 

154-B requires that oil pipeline rates be c o s t  

ha~ed. 31 FERC at p. 61,833. Thus, it would be 
unreasonable and unduly discriminatory to 
charge the Milne Point shippers rates which 
are not specifically coot-based for them; to do 
otherwise would require them to subsidize the 
coots of other shippers. This is especially true 
in light of the fact that  KTC did not perform • 
coot allocation study of its own for Milne Point, 
although it did for West Sak, to determine if 
the two connection points should be grouped on 
• cost basis. Staff Reply Brief at 79. 

Now that  i t  has been determined that a 
separate rate should be established for Milne 
Point, the second issue of how that  rate should 
be established must be resolved. Of the two coot 
allocation methods presented, Staff's is clearly 
superior to Conoco's. Staff's method is straight- 
forward and conventional as seen in the fact 
that  it allocates thooe costs which do not vary 
with distance of haul on • volumetric (i.e., 
barrels) basis and those coots which do vary 
with distance on a barrel-mile basis. The Com- 
mission has consistently employed, and indeed 
favors, an analogous allocation scheme, the 
Mcf-mile method, in allocating transmission 
costs for natural gas pipelines. Neither KTC 
nor Conoco has presented any evidence to 
refute the reasonableness or •ccur•cy of Staff's 
allocation method, or its results. Exh. KTC 
I0-I a t  68; Tr. at  1195-1196. KTC merely 
stated that  Staff's approach may be *'too pre- 
c ise ' ,  KTC Ini t ia l  Brief a t  219, 225, and 
Conoco never raised any arguments in opposi- 
tion to Staff's approach or its result. 

Conoco's method, on the other hand, is seri- 
ously flawed and therefore unacceptable.  
Among other things, i t  ( I)  reflects an unjusti- 
fied segregation of facilities in allocating coots 
to customer classes while ignoring the fact that  
KTC is an integrated system; (2) employs an 
inch (diameter)-mile method in allocating pipe- 
line investment coots which ignores economies 
of scale and emphasizes capaci ty  a t  the 
expense of actual annual use of facilities; (3) 
improperly adds together • cost-of-service item 
and two rate base items to derive the factor 
used to apportion the full length rate to MPPL; 
and (4) does not completely allocate coots, 
which would result in KTC's undercollection of 
its total allowed cost of service. Exh. FERC 
25-0 a t  11-15; Exit. KTC 10-1 at  67-68. 

When applied to Staff 's cost of service, 
Staff's barrel-mile allocation method, which is 
hereby adopted, results in a Milne Point rate of 
approximately 72 percent of the full-length 
rate, and a West Sak rate of approximately 86 

Z9 Althm~,h the cases cited by KTC allow for the 
grmJping of shippers on the basis of factors in additic~ 
to distance of haul, accofdir4 to these cases, milea~ 
is still one of the primary considerations in establish- 
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ins the groupings. It should be further nm.ed that • 
IprOup rate should not r,esult in undue l:Xejudlce to any 
part of the Stoup. The New York Harbor Cue, 47 
ICC 643 (1917); Staff Reply Brief at /8.  

Fedwal EneflW Guldcdklcm 
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percent of the full-length rate. Staff Initial 
Brief at 199 

IX .  Future  Ratm~ Test  Period and Refunds 
Rates for three separate periods are at issue 

in this proceeding: (1) October 1 ~ 4  through 
January 15, 1985, when KTC's initial 69 cent 
tariff was in effect; (2) the period beginning 
January 16, 1985, the date on which KTC's 61 
cent and 55 cent rates took effect after suspen- 
sion, and ending on December 31, 1985; and (3) 
the future period commencing January 1, 1986. 
This section takes up the topic of future rates, 
but there are two preliminary matters which 
must he addressed prior to embarking on the 
discussion of the more substantive issues this 
section presents. 

First, as to refunds for excessive rates in pest 
periods. KTC argues that to the extent that the 
Commission finds its tariff rates to have been 
excessive for some past period, the ordering of 
refunds, which is within the Commission's dis- 
crerion, would be inappropriate on equitable 
grounds, for here, 

the equities weigh heavily in favor of order- 
ing any relief that may he found appropriate 
on a prospective basis only. KTC filed both 
its initial 69-cent rate and its lowered 
61-cent and 55-cent rates long before the 
Commission's current Opinion 154-B guide- 
lines were issued... Thus, even if it were to he 
determined that KTC's managers had not 
guessed exactly right in setting their initial 
tariff rates (without benefit of Commission 
guidance), retreactive application of current 
guidelines to produce refunds for periods 
even before the formulation of Opinion 154-B 
would plainly he inappropriate. 

KTC Initial Brief at 251 (footnote omitted). 
KTC cites the Farmers Union I dechdon as 

strongly supporting the position that any relief 
should be in the form of prospective rate reduc- 
tions rather than refund*. Id. at 251 n. 166; see 
Farmers Union I, 584 F.2d at 419. A careful 
reading of that decision compels no such result, 
for the Court was discu~lng the prablem of 
regulated companies arguing that they bad jus- 
tifiably relied on the ICC's "fair value" method 
in adopting rates. The Court stated that the 
solution to this problem was "not to perpetuate 
that reliance but to end it prmpectively 
without allowing reparations based on its 
occurrence in the past." 584 F2d  419. KTC 
was never regulated by the I.C.C. and, thus, 
never relied on the I.C.C.'s valuation method. 

Both the State and Staff strenuously oppose 
any such refund forgiveness. State Reply Brief 
at 97-98; Staff Reply Brief at 95-97. First, the 
State argues that Farmers Union II ,  which 
mandates that rates be cost based, was issued 
in March, 1984, long before KTC's tariffs were 

FERC Retmcts 

filed, and that by then, "KTC knew that thc 
Commission would not permit excessive returns 
no matter what the methodology." State Reply 
Brief at 97. Second, both the State and Staff 
argue that the record shows that KTC picked 
the highest rate from the range of many tariff 
scenarios it had modeled, including such rood- 
els as depreciated original cost, trended origi- 
nal cost and LC.C. valuation, and therefore, 
KTC should not now "be heard to claim that it 
would be 'inappropriate' to order refunds under 
the circumstances of this case." Id. at 98; Staff 
Reply Brief at 96-97; Tr. at 310-11. 

I see no reason why KTC should be permit- 
ted to retain the benefits of unlawful rates. 
Therefore, refund of any excessive collections 
with interest is hereby ordered, such interest to 
be calculated pursuant to Commission regula- 
tion% namely 18 C.F.R. § 340.1(c). 

As to the second preliminary issue, although 
KTC h u  presented a test year analysis pre- 
sumably for the pur lx~  o! assessing future 
period rates, it argues that it would be prema- 
ture for the Commission to set future rates at 
this time due to the many uncertainties sur- 
rounding the implementation of Opinion No. 
154-B. KTC asserts that its rates can be 
adjusted to match whatever methodology is 
finally put in place. KTC Initial Brief at 250. 
Both Staff and the State, of course, opp¢~ this 
peculiar plea for p~tponement of the resolu- 
tion of future rates, Staff Reply Brief at 94-95; 
State Reply Brief at 97, and I see no reasocl 
why the decision should be deferred. 

A. Future Rates---Test Year vs. Variable 
Tariff  MethodolofD" 

In evaluaLing its forward-looking rates, KTC 
has employed a traditional test year methodol- 
ogy such u that used in ratemaking for natural 
gmt pipelines. KTC Initial Brief at 228. proce- 
durally, this method requires estimating test 
year expenses and throughput by adjusting 
actual throughput and expense data for some 
10ase period to reflect known and measurable 
c h s n l ~  during the test year. ld.; see 18 C.F.R. 
§ 154.63(eX2Xi); ArJhtmm~Lou/s/ana Gas Co., 
22 FERC |61,125 (1983). The rates so estab- 
lished typically remain in effect until changed 
vo[untarUy by the regulated entity or by the 
Cemmhudon after a hearing pursuant to the 
~ve rn in l  statute. 

Both Staff and the State, however, propose 
that future rates he governed by a so-called 
variable tariff methodolngy (V'rM) which 
would require KTC to annually self-ndjust 
rates to reflect certain changes in cost factors 
(including throughput) which have varying 
degrees of impact upon the tariff. S t ' I f  Initial 
Brief at 181; State Initial Brief at 165. While 
they are in general agreement that a VTM 
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should be adopted, Staff'~ and the State 's  posi- 
tions differ substantially in regard to the par- 
ticular form of VTM each would have the 
Commission adopt. The Staff 's  VTM would 
account solely for changes in net investment  
base, throughput and corporate income tax 
rates,  whereas  the S ta t e ' s  method  would 
account for all, or vir tually all, changes in costs 
and throughput. Thus, the difference between 
the State 's  proposal and that  of Staff is one of 
scope. 

I t  should be noted that  Staff  states that  
maybe  the  V T M  should also account  for 
changes in the cost of debt, with the appropri- 
ate cap (see discussion on rate  of return,  
supra), since KTC ' s  short-term debt costs v a r y  
monthly, Exh. K T C  8-38, and there is no way • 
s ta t ic  cost of debt will continue to reflect 
KTC's  debt costs or pass any  savings onto the 
shippers. On the other hand, Staff  witness 
Shriver stated that  i t  is speculative for K T C  to 
use short-term debt, for an increase in the 
interest rates would be passed on to shippers in 
the form ol increased rates if the cost of debt 
was included in the VTM. Tr. at  1742. While I 
will not pass on the prudence of K T C  using 
short-term debt, I find that  a t  this time, KTC 
should not be allowed to include the cost of 
debt in the VTM. KTC need not be protected 
from all pe~ible risks, especially in light of the 
fact that  the risk of short-term financing was 
voluntarily assumed by KTC. 

KTC raises two threshold legal a rguments  
against  the use of a VTM to determine future 
• "ates for oil pipelines. First,  KTC argues that  
,.he use of a V ' r M  is beyond the authori ty of the 
Commiss ion  because i ts  se l f - implement ing  
nature  violates a carr ier 's  r ight  to ini t iate 
rates. KTC Initial  Brief a t  229-232. This  argu- 
ment  is without substance. Staff  argues  persua- 
.,ively that  both Sections 6 and IS of the 
Inters ta te  Commerce Act (ICA) have compara- 
ble provisions in the Natura l  Gas Act and the 
Federal Power Act, and that  the Commission 
has the authori ty to adopt, and in fact has 
adopted, a wide va r i e ty  of au tomat ic  rate  
adjustment mechanisms for both natural  gas 
l,ipelines and electric utilities under the latter 
provisions, depending upon the specific circum- 
stances of the industry  and the par t icular  
ent i ty involved; similarly,  the ICA permi ts  
automatic  adjustments  to common carrier  rates 
based upon fixed formulas. Staff  Reply Brief a t  
81-84. Further,  both Staff  and the State point 
out that  the s tatute which gives the Commis- 
s o n  authori ty to adjust rates based upon a 
%TM-type mechanism is both forward-looking 
and broQd. See Section 15(1) of the ICA, 49 
U.S.C. § 15(I); Staff  Reply Brief a t  83.84; 
State Reply Brief a t  71-72. Thus, the Commis- 
sion has the authori ty to approve formula rates 
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where it is the automatic  adjustment formula 
itself, nut the particular charges calculated 
under it, that  constitutes the rate. 

Second, KTC argues that  although the Com- 
mission occasionally employs the use of the 
VTM with gas pipelines, such a mechanism is 
inconsistent with the unique nature of the oil 
p ipe l ine  i ndus t ry .  K T C  I n i t i a l  Br ief  a t  
232-235. KTC does not sufficiently explain the 
differences between oil pipelines, on the one 
hand, and regulated electric utilities and natu- 
ral gas  pipelines on the other, such that  a rate 
form embodying automatic  or self-executing 
changes in oil pipeline rate levels cannot be 
u~'d. Not  only will the use of a V T M  avoid the 
need for duplicative,  costly rate investigations, 
but  as Staff  suggests, a VTM m&y avoid any 
potential doubt that  m a y  be cast by KTC upon 
the Commission's  statutory power to award 
reparations for rates found to be unreasonable 
at  some later point in time. Staff  Reply Brief 
a t  85. 

The real issue then is whether a VTM is 
necessary in this proceeding in order to assure 
just  and reasonable rates. Because it appears  
that  KTC's  rate  base will steadily and signifi- 
cantly decrease every year, even assuming a 
modest  amount  of proper ty  addit ions and 
trending of the equity portion of rate base, 
F.,xh. K T C  4-7, Sch. 1; Exh. F E R C  24-4, pg. 3; 
Exh. AK 17-8, • VTM in combination with a 
test  year  approach will bet ter  insure that  
" K T C  will [not] over t ime overcollect a greater  
amount  of return dollars on a greater  portion of 
rate  base tha t  no longer exists for regulatory 
purposes." Staff  Initial  Brief a t  182. This is 
because • V T M  will au tomat ica l ly  adjust  
K T C ' s  t a r i f f s  a n y t i m e  c e r t a i n  costs  or 
t h r o u g h p u t  change ,  not dependen t  upon 
whether  tha t  change is an increase or a 
decrease. As aptly stated by Staff  witness Fer- 
guson: 

i t  is reasonable to provide for a mechanism 
that  automatical ly adjusts a pipeline's tariff  
anyt ime there are cost factors inherent in the 
eomImny's  cost of service that  we can predict 
will change d ramat ica l ly  over re la t ively 
short periods of time, and that  will have a 
substantial  impact  upon the earned return if 
there is no immediate  rate adjustment.  Fail- 
ure to adjust the current  tar iff  to account for 
predictable and significant alterations to fac- 
tors affecting the c ~ t  of service will produce 
a si tuation where the company is either 
great ly over or under compensated for its 
costs. A VTM will better synchronize dra- 
mat ic  shifts in expenses with revenue collec- 
tions, therebY,, helping to insure that  the 
company will earn no more and no less than 
its allowed return. 

Exh. F E R C  24-0 • t  19. 

F m  EnwlD' 
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Thus, the only question which still must be and an estimate of the co*as the COmpany answered is whether the VTM should apply 

Only to throe cost elements Which *ill predict- 
ably Vary significantly, as Staff proposes, or to 
the full range of cost factors, as the State 
proposes. Staff criticizes the State's apprtmch 
as "Overkill", Staff Initial Brief at  186, and 
further argues, correctly in my view, that a 
full-blown V'I?vl would effectively eliminate 
almost all of KTC's risks which in turn would 
alleviate KTC's incentive for economical and 
efficient manaBement" Exh. FERC 24-0 at  22. 
The State neither responds to these criticisms 
nor does tt argue that ~Lt p rop t~d  VTM is 
better than Staffs  and should therefore he 
selected Over Staff's. State Reply Brief a t  69.;'2. 

Staff proposes that the Commission adopt a 
WTM tha t  encompasses such factors  a.~ 
chanBes, whe the r  they be increases or decreases, - 
the m throughput, net investment and 

corporate income tax strUcture. I a&rea 
that the VTM shoulcl include these factors due 
to their Predictability and POtential si&nifi. 
Canoe. Becaute KTC's rate base wil/decrease 
OVer the years, KTC's net rate base investment 
merits inclusion in the VTM.  K T C ' ,  
throughput is also correctly included due to the 
volatility of its th~t~ghput as evidenced by the 
recent increase in i t ,  annual volumes from 80 
to 1(30 million barreh, Ezh. ICT~ 4-2, Sch. 2, 
and in a d a i l y  variability of from 42 to ;313 
thousend barrels. Exh. KTC 2-11. Last, the 
chan~e in federal income tax law during 
and 1988 has resulted 19~6 

in sul~tantial reductions 
to the corporate tax rate. E,sh. FERC 19-3 a t  1. 
This factor alone will cause KTC's 
incorne ~ eapertse annual 
million, to decretum by Over $2.5 Id. at  2, and thus • 
include in the v'rM. us very important to 

projects it will incur durin 8 a future period, 

The Same is not true for oil Pipelines, for 
they are not required to file any data to su~ 
Port their rate ' " 

film,s. Therefore, KTC had no 
specifically established test year at  the outset 
of this proceeding. Since the Parties agree that 
there is no r ~  why the test-year concept, 
which reflects areia, tion.~tip among costs and 
revenues OVer a permd of years, should not be 
used in this proceeding, such a concept will be used. 

There are Several ~aues in reBard to lest year 
projections, many of which have been deter. 
mj"  . 1 ~ .  byd~pmit ion in other sections of this 
uetaston, l'he latter iuues include depreciation 
; ~ n s e ,  DR&R expense, w~r"" 

ghput. Of t he~  ~ , . .  ran~.capital and 
---' " Y  mrougnput will be 

.nddres~ed further in this section. Certain Other 
r.,i at the ,re . o  , - - -  

~=,cu, tnctedinlt: (1% n,.~;~-~ • " " l ; t r  con* 
- - - .  r.-.m~tcU II~$urence CO~UI, for the State is now a 

KTC's propo~d r;--.__ S~eeeble to acceptin. 
178-179 an-* ~ ,su r~ ,  ~tate Init ial Brief a'; 

' " ~'~ rental  and maintenance 
expense, for although there is a $53,000 differ. 

state 
~ s witne~ seem to press for an --~:---- ' the State does not 

• ,uJu~tment to K T ~ ,  s est i .  
mates. Lq any event, I do not believe t 
adjustment to KTC's rent . ,  ---~ . /tat any  

• " - ,  ~ - u  matnteuanco expense Pmjertlon has been s u p ~ t e d  by the 
State, for KTc ' s  witness gave Uncontroverted 
.teStimony a t  to why the adjustments would be 
tmpro~r.  Sce Eth.  4L20at 17-18 and 19. 

The remahti~ issues to he decided are (a) 
throughput, (b) fuel end pOWer expense, 
outside ~ervice.& and (c) 

1. Thrmaghput 

Aecofdinll to Staff, adoption For all of the above rceao~, Staff's p ~  method as nm,,-....~ of the VTM 

ba~_, th .muBhout and corporate i n ~ m  , - - -~-~u by 8tall  or 
r t t ~  is aaopted. I t  Is e~ered • tax - b  • utreu=nnU, ,.,_. estmmte 
for the future .b.~..a :_ . that  KTC file , . e  • 4M autOnut,;o--.- -." ~ ~--,pum=, since 

• ~ " ~ ' , ~ t  m a I O l ~ l  ' - a.n a~ tml  k . . : -  ~ , . m . q y  eGJua~ fUtur~ I~ the COmmmion, • ~ ~ - - t a t s . f a c t o r y  to - - -  ~ to ae,~.,,.o . . tes on 
" ' "  = , ~ u m p ~ t i ~  Staff's throughput. St~tff Initial Brief a t  18Sk190. cost elements as listed above ----...~. roe variatto~j in 

• Neither KT~  nor the State take, issue with 
& Test Period Proje~ons 

,In order tO determine the tots/ revenues 
.whtch an electric utility or natt~urtl glut 
ts entitled to earn, the Pipeline 

~ seaeraUy undertakes a thornul~h examinat ion and  
appraisal of the coml3any's Projected coats and 
revenue, in t fofward-lookl~ test year. Under 
the Commininn,s re~ la t in~,  such rellulated 
comPanies are required to substantiate their 
rate requests by submi . . . . .  
time they file their re .,..~u~_ actual data, a t  the 
lanced in the --  ,~ ,.ate, on all costs e~-w r .met recent tw- '  " -  " ~.Ve-m~th period 
m elt,l m 

this Proposition. Accordingly ' no further 
siJ of the throughput analy. 

iSSue will be m~ertaken. 
Fue /and  POWer E~=ense 

$ ~ f f  e - . ~ t e ~  that  fuel and power expense i s  
directly related to P/peline throu~put, for the 
greater the throughput, the . . . . . .  

at~tter iI~e ex cotmected to that increased v a  . . . . .  pense 
"~"=- • ~retm'e, f~rsJ~,~.t period Vurpew, ~ y ,  Staff - - ~  

~, ~ , u u u  propor t t~ .J  _ ~ m ~ e  a 

o -ellect ,~ f / ' e  p r o p ~  
upward adjustoWnt from 1 2 5  actual 
projected throulhnut . .  ** . . tO 1 9 8 6  

~ - ~  . . . .  , a .  L m t l a l  Brief at  194.195, KTC does not dispute S 
of rela  , . i  and 

6 3 , 0 0 6  
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proportionally to projected throu~,hput. Id; 
KTC Initial Brief at 194-195. 

The State, on the other hand, relied on 
KTC's  1985 Long Range Plan which projected 
fuel gas  consumption for the years  1986-1990. 
The State contends that because these projec- 
tions implicitly establish economies in usage 
corresponding to throughput increases, changes 
in KTC's  fuel and power expense will not be 
proportional to changes in throughput. There- 
fore, its witness Ungerer  incorporated the 
expected economies into his 1986 projections, 
and, as a result, would allow a $75,000 upward 
ad jus tmen t  to K T C ' s  19845 projections of 
$956,000, resulting in a figure of $1.031 mil- 
lion. State Initial  Brief a t  179-180. 

While it m a y  be t rue tha t  the energy  
required for pumping does not bear a s traight .  
line relationship to the volume being pumped 
over all ranges of throughput,  which is what  
the State is contending by relying on KTC ' s  
Long Range Plan, the adjustment  proposed by 
the State will not be made. The reason for this 
is because, as KTC correctly states: 

the State selectively used KTC ' s  Long Range  
Plan only for this [fuel and power expense] 
adjustment and rejected all other aspects of 
that Plan. (Baden, Ex. KTC-4-20, a t  16.) 

KTC Initial  Brief at 245 n. 162. 

Furthermore, the actual operation of KTC's  
pipeline is significantly different from that  
envisioned when the Long Range Plan was 
prepared in June 1965, and reliance on specific 
fuel factors from that  Plan is thus misplaced. 
Id.; Exh. KTC 4-20 at  16; Tr. a t  333. The 
State 's adjustment is rejected. 

AS to Staff 's  proposed adjustment,  it would 
seem more appropriate to include the fuel and 
power expense adjustment  in the VTM since 
the  V T M  e n c o m p a s s e s  t h r o u g h p u t ,  and  
throughput and the fuel and power expense are 
directly related. Therefore, instead of adopting 
a specific dollar amount  for this adjustment,  
the expense will instead be included in the 
VTM. 

3. Outside Services 

The p r inc ipa l  issue in th is  subsec t ion  
involves KTC's  claimed litigation expense; this 
is the only issue raised by Staff, and the State 
proposes only certain additional small down- 
ward adjustments to KTC's  test  period projec- 
tions. 

As to the State 's  proposed additional adjust- 
ments, one of these, namely outside services/  
general expense, relates to costs which the 
State contends are "non- recur r in&,  While 
KTC proposed an est imate of $1,647,111 for 
these costs, the State identified and eliminated 
certain costs from KTC's  propeeal because of 
their supposed "non-recurr ing" nature,  and 

¶ 63,006 

instead proposed an e:,timate of $1,432,112 
KTC contends that these eliminations were not 
all for non-recurring costs, arguing instead that 
the State eliminated $3,031 for annual VSM 
monitoring and $9,775 for annual quali ty bank 
evaluations. KTC Initial  Brief a t  246. For the 
remaining "non-recurring" costs identified by 
the State, K T C  contends that  they are for legal 
and accounting services that  will probably 
occur in the future. Id. Because the State has 
not established the non-recurring nature of the 
costs it el iminated from the outside services/  
general expense, such downward adjustments 
are rejected. 

Two other ad jus tments  proposed by the 
State--S23,016 of 1985 expenses booked in 
1986 and $31,421 of adminis t ra t ive  se rv ices - -  
have been shown by K T C  to have been incor- 
rectly made. As to the first  adjustment,  the 
State failed to increase KTC's  1985 expenses 
by the amount  eliminated from KTC's  1986 
test year. As to the lat ter  adjustment,  KTC 
had  a l r e a d y  c red i ted  the  a d m i n i s t r a t i v e  
expense to 1985; thus, the State has eliminated 
the amount  twice. _rd. at  246-247. Both of these 
adjustments  are also rejected. 

Last ,  the dispute between Staff and KTC as 
to the litigation expense must  be resolved. KTC 
adjusted its 1985 actual expense upward by 
some $883,000, of which $800,0G0 represented 
an  ant ic ipated  increase for 1986 li t igation 
costs. Because, in Staff 's  view, it is unreasona- 
ble to expect that  KTC will incur this rate case 
litigation expense each and every  year,  Staff  
proposes that  the $800,000 amount  be amor- 
tized over a five-year period, i.e., $160,000 per 
year.  Accordingly, Staff  would reduce KTC ' s  
test  year  projection for lit igation costs by 
$640,000. Staff  Initial  Brief a t  195; Staff  Reply 
Brief a t  93-94; Exh. F E R C  24-0 at  18-19. The 
State agrees with Staff 's  proposal. State Reply 
Brief a t  94 n. 103. 

KTC argues that  1966 litigation expenses 
actually exceeded the $800,000 projection, that  
substantial  additional expenses will be incurred 
in 1987 in connection with this lengthy pro- 
ceeding which m a y  exceed the  $160,000 
allowed by Staff, and that  the case may be 
appealed to the courts, thus leading to further 
l i t igat ion expenses.  K T C  In i t i a l  Brief  a t  
244-245. Accordingly, K T C  mainta ins  that  no 
amort izat ion should be required. I f  any  amortL. 
zation is imposed, KTC asserts that  the unam- 
ortized litigation balance, i.e., the $640,000, 
must  be included in working capital  so that  
KTC m a y  earn a return on this money, a 
t rea tment  which, K T C  argues, Staff  witness 
Ferguson conceded would be appropriate. KTC 
Initial Brief a t  245-245; KTC Reply Brief a t  
165. 
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As Staff points out, it is standard Commis- 
sion policy to amortize gas pipeline and electric 
utility rate case expense, such as the litigation 
costs at issue here, over a period of years mea- 
sured by the expected frequency of the com- 
pany's rate cases. Staff Initial Brief at 196. No 
reason is advanced by KTC as to why that 
policy should not be given effect in this pro- 
ceeding. It  is not part of that policy, however, 
to give rate base effect to the unsmorti~-'d 
balance of the expense as urged by KTC. See 
A / a b a m a - T e n ~  Natural G'" Co., I I  FPC 
75, 82-83 (1952); Knoxville Utilities Board v. 
East Tennessee Natur~ Gas Co., 35 FPC 534, 
538, 553 ( 1 ~ ) ;  Southwestern Public Service 
Co., 37 FERC | 63,012 (1~6);, Co/re'ado/nter- 
state Gas Co., 3S FERC |63,043 (1986); Pro- 
dncer's Gas Co., 55 FERC |63,042 (1986); 
Distrilas of Mass. Corp., 34 FERC | 63,034. 
( I~6 ) ;  Tarpon Transmission Co., 32 FERC 
| 63,020 (1965). Although KTC cites the cr~s- 
examination of Staff witness Fergoson as con- 
ceding the propriety of such rate bose treat- 
ment, Tr. at 1866-1867, it is unclear from that 
testimmty whether the witness was giving an 
opinion on ratemaking treatment or simply 
explaining the proper bookkeeping entries to 
accomplish the amortization. Thus, such spe- 
cial treatment is denied. 

The remaining questions are the amount of 
the litigation expense to he amortized and the 
length of the amortisatiou period. As to the 
first, KTC will not now be allowed to impeach 
its own expense projection solely on the basis of 
an undocumented and otherwise unsupported 
remark of its witness that the projection had 
already been exceeded by late 1~6,  Tr. at 342, 

simply on the strength of speculation regard- 
ing further, unqum~tifled litiKatioo costs. Staff 
Reply Brief at 93-94. As correctly pointed out 
by Staff: 

[t]he original $800,000 estimate of litigation 
expenses for the entire proceeding was intrn- 
duced by KTC, not Staff. If that number was 
in erro¢, KTC had ample opportunity to 
introduce updated, actual information into 
evidence before the record cl~ed. 

Id. at 93 (footnote omitted). 

The question of the appropriate amortization 
period, however, is not as easily resolved. Since 
KTC has no lengthy operating experience, no 
frequency pattern of expected rate case filings 
has emersed. Staff's proposed five-yewr period 
is premised on its views that adoption of Staff's 
proposed VTM would make frequent rate case 
filings unlikely, and given the precedential 
first.t/me nature of the case, it is not "likely 
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that KTC will expend the same amount of 
money on its next rate case as it spent on this 
one." Staff Initial Brief at 195. The difficulty 
with Staff's p~it/on is that it is impossible to 
judge whether Staff's V'FM will have a sub- 
stantial impact on the frequency of KTC's rate 
cases, especially since significant cost items, 
such as labor costs, capital costs and outside 
service costs, are not encompassed by the 
VTM. 

While circua~tances may he somewhat dif- 
ferent for gas pipelines and electric utilities, 
the amort/zatiou period commonly adopted by 
the CommiJsio~ in cases involving such compa- 
nies is approximately three'years, as evidenced 
by the list of cases cited supra. Given the 
circumstances described here, I find that the 
use of a three-year amostlzation period (which 
would allow about $267,000 in rates, compared 
with Staff's $160,000) would yield a more equi- 
table result. Thus, Staff's five-year amortixa- 
t/on period is rejected, and a three-year period 
is hereby adopted. 

C. Amort/zation of Exce~ AD/T 

Beginnins in 1964, KTC collected through 
rates ourmalized taxes from the.shippers at the 
statutory federal income tax rate of 46 percent. 
Thus,. a fund was created that includes an 
amount needed to pay future federal income 
tax liabilities. Because of the recent change in 
federal tax hw% taxes will only have to be paid 
at the new, lower rat~ of 34 percent. Thus, a 
porXiou of the deferred taxes collected from 
shippers, which Staff calculates to be about 
$9.4 million as of the end of Ig60, will never 
actually be pa/d by KTC. Staff Initial Brief at 
197. 

Staff. recommends that  such excess be 
refunded to shippers by amortizing it over the 
remaining life of the pipclina, with correspm~d- 
ing reductiom in the ADIT habmce. KTC 
aplmrently has no objt~tion to Staff's recom- 
mendatimL see Tr. at 1313-1314; KTC Reply 
Brief at 155 n. 1(~, and it is hereby adopted. 

X. O e d ~  

Wherefore, i t /z  ordexed, subject to review by 
the Commiseion o~ its own motion or upm~ 
exceptious to ~ Initial Dncisi~,  that KTC 
shall file ~ tariff sheets setting forth rates 
calculated in conformance with the findings 
and cooclmfio~ hereimd3ove set forth, and shall 
make refunds, with interest, of any amounts 
collected in excess of the lust and reasonable 
determinations made herein. 
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