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Endicott Pineline Comnanv 
Initial Decision 

55 FERC ¶ 63,028 0991) 

Endicott Pipeline Company (EPC) operates an interstate oil pipeline on the North Slope of 
Alaska. The Presiding Administrative Law Judge's (ALJ) Initial Decision was issued on May 28, 
1991. It determined the justness and reasonableness of the proposed initial rate filing made by 
EPC with the Federal Energy Regulatory Commission (Commission). 
m_C9._~1~, 55 FERC ¶ 63,028 (1991)). 

Two of the principle issues resolved by the A U  were (1) his rejection of an automatic rate 
adjustment procedure known as the variable tariff methodology (VTM), which he stated could 
not be adopted due to the Commission's recent ruling on this issue in 
m ~ ,  55 FERC ¶ 61,122 issued on April 25, 1991, (S~ also 55 FERC ¶ 63,028 at 65,139, 
65,140), and (2) the rejection of trended original cost CI'OC) ratemaking in favor of the more 
traditional depreciated original cost ratemaking incorporating a "unit of throughput" depreciation 
method. (J.g[, at 65,144-46). The Commission had previously invited alternative innovative 
solutious in any given case depending upon the circumstances of each case. (Id. at 65,141). 

Concerning the VTM, the ALl found that because EPC's rate bose would probably 
continue to decline, a fixed initial rate would not be appropriate. The reasonable solution would 
be to set a variable initial rate. However, the AI.J concluded that the Commission lacked the 
statutory authority to approve a variable tariff. (Id. at 65,146). This was clearly determined in 
KuDaruk, suura. 

Other major issues decided by the AI.J involved (I) overhead costs, (2) allowance for funds 
used during construction (AFUDC); (3) accumulated deferred income taxes (ADIT); (4) working 
capital allowance; (5) capital structure; (6) rates of return; (7) dismantling, removal and 
restoration (DR&R); and (8) actual throughput for 1988 to be used to determine the pipeltne's 
"per-unit price or rate." 

O 
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Endicott Pipeline Company, 
Initial Decision 

Determining Lawfulness of Oil 
Pipelines Initial Rate 

55 FERC ¶ 63,028 (1991). 
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[I S&O2S] 
Endicott PipeUns Company, Docket Nee. I887-36~}0 ;rod ISS7-35-001 

Inida[ Dec~o~ ~ 1,aw~d~m of OU PipeHne's Propoeed Initial l~te 

Raymond M. Zimmet, ~ i t  Administrative Law Judge. 

Appem~ces 

Frederick G. Wohlschlaeger, Philip R.. Eh~rdgrans, Keith R. McCrea, Ahm P. 
Buchma~, James L. Trump, Pau/E Fonhay, and Ju/~t R. Jo/mson for Endicott 
Pipeline Company. 

Edward.7. Twumey, Jade Alice E s ~  and Richard L. Roberts;, Roberf H. Loeffler, 
IV. S~ephen Sm/th and fonat/um ~ with whom Dour/as B. Ba//y and Bruce Bote/ho 
appeared on the briefs, for the State of Akska. 

W'd/imm W. Becket for Arctic Slope Regional Corporation. 

Dennis H. Melvin and Arnold H. Meltz, with whom W'dliam f. Froe~ch and 
2~mmas )'. Burfms appeared o~ the briefs, for the staff of the Federal Energy 
RetOrter7 Commimou. 

F, ndkott Pipeline Company (EPC)operates Slope of Alaska. This case is to determine 
one o~ the interstate oll pipelines on the North whether the proposed initial rate which EPC 

¶ 63,028 e . k ~  ~ 
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526 6-2~91 AU Decisions and Rel~'ts 65,139 
has filed with the Federal Energy Regulatory 
Commi~don is just  and r e a ~ b l e  under sec- 
tions 15(7) and 15(1) of the In ters ta te  Com- 
meree Act, 49 U.S.C. § §  15(7) and 15(1). 1 . 

EPC,  a partnership, is owned principally by 
four major oll companies: The British Petro- 
Mum Company p.Lc. (which holds the largest 
f'mancial interest  in the partnership);  F~ffiffiou 
Corporation (which holds the next larSt~t inter- 
eet); Unecni Corlxxatiou; and A m ~ o  Cot'pora- 
tioa (See exhibits I-0, pp. 3-9;, 1-12; 1-13; 1-14; 
1-14.1; 1-142; Tr.  246-56). The p r imary  task  of 
the 25-mile pipeline is to transport  i ts  parents '  
crude ~d, extracted from the Endicott  field 
located offshore Alaska in the Beaufort Sea, to 
pump station no. I of the main nm'th4outh 
pipeline of the state, the 800-mile Tram Alaska 
Pipeline System (TAPS). z There, the off, while 
being commingled with oil extracted from yet 
other North Slope fields, is moved south to 
market ,  which includes the lower 48 states 
(exhibits 2-0, pp. 2-8; 2-1 through 2-10;, Tr. 
196-201; 2.58). 

In early October 1987, EPC began to trans- 
port  oil from the Endicot t  field to TAPS,  
thereby commencing its rule as a feeder-pipe- 
line Cir.  258-59). Traus I~ ' t a t lon  s tar ted af ter  
an  employee board of the  Cm~mi.~ion (49 
U~.C.  § | 17(2)-(9)), the Oil Pipeline B ~ r d ,  
briefly suspended the company 's  proposed ini~ 
tini rate  of 71 cents per b~'rel ,  and then 
allowed the rate  to become effective subject to 
refund pursuant  to section 15(7). CE. Tr ims 

P i ~  ~ t e  o . ~ ,  436 U.S. 6sL 6~L 
6.54-57 (1978) (TAPS). 

In  set t ing the propmed ra te  for hearing, 
af ter  receiving complaints about the propesal 
from the State of Alaska and Arctic Slope 
R~sional Corporation (ASRC), another Nor th  
S~pe landowner, the B~trd found tha t  E P C  
hed not . l~wn the rate  to be just  and remm~a- 

ble. The Board expressly noted that  the rate 
might  be unjust  and unreasonable or otherwise 
unlawful under the Inters ta te  Commerce Act 
(Order issued September 30, 1987, a t  pp. 2-3). 

EPC expects to te rminate  its pipeline opera- 
t l cm when production from the Endicott  field 
cease .  Stated somewhat differently, the pipe- 
line is deemed to be a single-asset operation 
whose service life is tied to oil being produced 
from the Endicott field (Tr., e.g., 297-g8; 365; 
730-31; 775). 

The F E R C  staff  has joined with Alaska on 
m a n y  but  not all issues to oppose in large 
EPC ' s  propesed rate, contending tha t  the rate  
is too high and needs to be reduced. ASRC, on 
the other hand, af ter  intervening here has 
elected to sit  quietly on the sidelines playing no 
act ive role in the case. 

Countering the arguments  of Alaska and the 
staff,  E P C  asserts  tha t  i t  has acted moderately 
by keeping its ra te  down in spite of compelling 
evidence which would have reasonably allowed 
it  to set the rate  even higher. 

For the reasons below, it  is concluded that  
E P C  has not fully sustained i ts  burden to prove 
tha t  the proposed rate  is just  and reasonable, s 
The rate  mus t  be lowered. There is also evi- 
dence demonstrat ln~ that  the rate  should not 
be f ~ : d  o~ constant  but  ra ther  shouid be varia-  
ble, so tha t  it is adjusted monthly, in order to 
prevent  E P C  from reaping a recurrent unwar- 
ranted  windfall. 

In  contrast  with a variable rate,  a fixed rate  
ignores the fact that  for purposes of calculatin8 
a return (one of the ma'~" cost-elements of a 
rate),  the dollar amount  known as " ra te  base" 
is generally declining and will expire altogether 
insofar as EPC is concerned. In addition, a 
f'L~d rate  d i ~ g a r d e  the fact  that  recovery of 
another major ccot-elemont, depreciation, has 
been accelerated and, thus, the cost itself will 

s The Interstate Commerce Act remdates Ng- 
amirs ~ v o r ~  minim at tntzr~tats ~ ~ -  
tetim~ lndmiiz~ rateJ ot ¢d pipelinet Aitlmuzh Um 
~termmts Ommm*oe Cmumtmim traditionally has 
• ~=e~tered t ~  ~ Cmmma Usnde.ed juriat~ 
tion from tbe ICe to the FF.~C to m i m i n l ~  the Act 
cmau~nZ oli pipeline rates bettnntnz Octaber 1, 
1977 (42 UJ.C. i l7172(b)  mid 7341, ~ with 
Em¢. Ord~ No. 12,009, 3 C~.R. at p. 142 (19"~)). 

About • y~r after the transfer ~ jurIKKction, 
~ t h  the esception eft that portion d tbe 
Act ndm.b~ to oll pipe~L~-rec:adlfled or, in some 
tmumcee, mpe~ded tbe ~ d the .~k't (/~-t of O c ~  
17. 17;8, 8ectlmn 4Co) 8nd 4(c) (Repexb and SavinSs 
~ )  a[ Pub. L No. 95-473, 92 StsL 1337, 49 
UXC. J 10101 e~ ssq.). Accordinlty, statutm'y rider- 
mcm in this dK/g~m are to the "okl" Iutengato 

Ac~ (~e  ~nem//y 49 U£C.  111-26), not 
tbe " ~ f '  Act wls~e i~: t im~ re~mble • Idp cnde ( ~  

49 U~q.C. J IOlOl e¢ seq.). See a /~  footnote 
9 , ~  

Iqulc kmrls 

2 Over 98% of tbe c/l eatracted from the field sin/ 
moved by the pipeline is owned by the four parent 
compani~ mentleeed. Tbe small remainder o~ the off 
eatractod frm~ the fleki and moved by the pipeline is 
owned by othen (exhibit I-0, p. 6; Tr. IG~; 250-51 and 
2 ~ ) .  

Su*peng~m, albedt brief, of E P ~ s  pcop~ed rate 
,~.hkv~ the So~ d pmvtntinS ~rmparabt- harm to 
the public while tbe Comm/~on corn/tiers the lawful- 
ne~ M the propee~. The foundation fo¢ the suspen- 
~ n  t,, the ~ ' .  (or iv, employee boer 's)  
c~clusJon thst the ;mq)o~l b u  not beee thown to be 
jun lind reummble, aad that it may be unjust and 
~ b l e .  Cf. TAPS, /mpr~ 436 U~. at 652-53. 
C o o ~ q t t e n t l y ,  the ultimate burden o~ permumimt m 
upen EJPC te show that its p~pou l  is just and ronwa- 
able, 

¶ 63,028 
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decrease more rapidly than it otherwise would 
due to • methodology which ~ him elected to 
use. Consequently, • fixed rate in these circum- 
stances will be unduly h/Igh became it will 
necessarily exceed EPC's costs. 

EPC arSu~ that even if • fixed rate for the 
C~ml~my llmy be too h l ~  the ~ m  

the power to m~ier the use of • variable 
trot-tracking tariff while ~ upon the htw- 
fuine~ of the cmnpany's propmed initial rate. 
EPC'I argument is net persuasive. Neverthe- 
less, in view of the Cammisshm's recent deter- 
minatioa in Kuparuk 7'ranspm~tim Co., 55 
FERC |61,177 (sUp o p i n / ~  issued April 25, 
1991, at pp. 7-12), that the agency does lack 
the statutory author•y, • variable tariff will 
not be ofdered here. 

I 
A 

In the yeara dnce ~ i t d k t i m  h ~  been tran~ 
ferred to the Commis~ou to 8dminiater the 
Interstate Commerce Act reja:dinl eil pipeline 
rate, (n.l, :upra), the a6~ncy has not addreued 
• number of questiom through rulemakins or 
sdJudicati~. This regulatory gap not only 
dehtyz procendiap snd increases the issues 
that need to be decided when an oil pipeline 
ram case ;- set for hesdng, it invite* additional 
arguments to be advanced which should have 
leng dm:e becn hdd to rest. 

EPC, for example, continuer to preu  its 
argument that the Interstate Commerce Act is 
pr in~ i l y  cunfined to protect l~ the interests 
of thippen Llone (Initial brief, pp. 3-4). The 
argument was rejected earlier in this c~e  when 
ASRC was seekinll to intervene (presiding 
judse's order issued October 22, 1987). F..PC 
revive* the argument s t  this stage as it tries to 
mininfize of block Alaska's oppo~Llm~ to ite 
prepmed rate~ 

Alaska, to be sure, b not • shipper using 
~ s  service. But the stats has • lenuine 
t r ' u ~ d  stake in the outcome of this 
in~. As • landowner and tmdn~ authofity, 
Alaska stands to Ime revenues (reyalties and 
~ )  i~ F-.PC's rltte is set u~hily hil;h. UIK[er & 
"he•back" methodole~y, the tariff rate is 
deducted by  each IXU~nt c o m l ~ n y  of E P C  as • 
~ t l e ~  cost in cakulating its royalty 
and t az  paymente owed to the tutte on the oil 
extracted from the Endicott field CFr. 102-04). 

Became F_.PC b not an ~ t  pipeline, 
but instead i~ jointly owned and ore•roiled by 
patent cempany-~lplx~t, the puants actunlly 
l~y  themaelve~ wbea E I ~  ~ their all. 

Thus, with regard to Alaska, the parents have 
an economic incentive to keep EPC's tariff rate 
as high as p e b b l e  (id.). Convenely, because 
Alaska's revenues hinge upon EPC's tariff rate, 
the Commission must stay alert to the pe~ibil- 
ity that the state may be unreasonably trying 
to set the rate at an unduly low level. 

Although E I ~  s ~  that none of thel¢ 
economic quest/ona regarding Alaska should be 
of concern to the Commission under the Inter- 
state Cmnmerce Act, that is simply not m. The 
Act certainly coven the interez t -  of carriers 
and shippers, but it does not stop there. I t  
deals with the "public"--4 comprehensive 
term enttiling cmmtleu subjects. Among the 
topics which the Act addresses are questions 
sffectins labor as well u landownen-taxinS 
authorities like AlmduL See, e.g., Brotherhood 
of IMb.MtenJr~e oF Way Eraoloyees v. Unlted 
States, 366 U.S. 169, 170-72 (1961); TAPS, 
supra, 436 U.S. st 635 and nn.6.8, 644, 655; 
Exx~on P/pe/ine C~ v. United States, 725 F2.d 
1467, 1472 (D.C. Cir. 1984) and at 1486-87 
(Wright, J. concurring). 

I t  is, therefore, errtmeous for ~ to argue 
that the Interstate Commerce Act has a differ- 
ent statutory Purlx~e than other statutes 
which the Commission traditionaUy has admin- 
istered, such as the Natural Gas Act or the 
Federal Power Act. All of these statute~ have • 
cmnmon denominatm~--a congre~onal edict 
that the Commi~on halance the interests of 
regulated ent/ties with the public. 

Moreover, apart from Alaska's interest, the 
Commiukm has an independent duty under 
seotio~ I(SXa), 15(1), and 15(7) of the Inter- 
state Commerce Act, 49 U.S.C. § § I(SXa), 
15(1), and 15(7), to assure that EPC's propmed 
rate is just and mmomtble. I t  is for that reason, 
presumably, t~e staff has taken an active role 
in this cue.  

That role has not been made euler  by the 
regulateoy gap which exists with regard to e~l 
pipeline rate tariffs. By not requiring eil pipe. 
lines to submit detailed eeet and revenue data, 
txtsed on • specific "test period," which its own 
resulations compel electric utilities and natural 

comp~mi~ to present to the 
while seeking • ~ in • rate tariff, 4 the 
Comm~on role, w• down the ~ of evaI,--~ 
ins an oil pipaUne's pmpo~ and ~ to the 
immes tlmt need to be decided when 8 prepeml 
is set for hearing. 

The point is no different where an initial rate 
is involved, such as EPC's propoul under 
review here (18 C.F.R. |341.57). Compared 

4 C o m ~  18 C.F.R. | | 3 5 . 1 3 ,  pertlcularly 
(a3(I)-(S), and tS4.6d, p a r t t c u ~  (eX2), with 18 
C-WJ~ JJ3412 ,  .9, .54; tad see American P u b ~  
Power AJs'e v. l~ .q¢ ,  522 F ~ I  142 (D.C. ~ .  1975);, 

M~m. Rat,, ~ v. FF.RC, 668 F.2d 1327, 
1339 (D.C. Cir. 1981), ceTt. de.etg~d Jub J~m., New 
~ Power Co. v. FERC, 457 U.& 1117 (1~82). 

q 63,028 Fedwal  E m e l f f  
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s~6 ~91 ALl Decisions and Reports 65,141 
wi~h an oil pipeline, an electric util i ty propos- 
ing an initial rate can be required by the Com- 
mission to submit  '*complete cost s tudies" (18 
C ~ . R .  | 35.12(bX2Xii)). Thoush a natural  gas  
company proposing an initial rate is not sub- 
jec t  to such a r e q u i r e m e n t  (18 C .F .R .  
| 154.62), that  is largely b e c a u ~  its rate is not 
judged a t  the outset under the just and reason- 
able s ~ d a r d  of section 4 or 5 of the Na tu ra l  
Gas Act, 15 U-S.C. §§717c ,  ? lTd.  Rather ,  
g i , en  the fact that  the initial rate  accompanies 
is*Janca of • cert/ficate under sections 7(c)-(e) 
of the Act, 15 U.S.C. § § 717f(c)-(e), the Com- 
m/mlou merely determines a t  the t ime of certi- 
fk~.~tion whether the rate is "in  line" with rates 
for similar service. After service besins punm- 
an- to the certificate, the Commission then is 
to conduct a ~ evaluation under sect/on 
4 or 5 (obtaining in the procem all necessary 
cmt  and revenue data)  to determine tha t  the 
rate  will be ju*t and re•stumble. CL, e.l., Atlan- 
tic Re f ln i~  C~ v. Public Service Comm'n, 360 
U.S. 378,  390-92 (1958XCATC{Y); United Gas 
Improvement Co. v. Callery Properties, Inc., 
382 U.S. 223, 227-29 (1965); F P C  v. Svnrey 
DXOil  Co., 391 U.S. 9, 36-40 (1968). 

No such cert/fieation procedure is required 
for an  oll pipeline under the In ters ta te  Com- 
meree Act. The Lime, therefore, to s tudy the 
lawfulne~ of i ts  proposed rate is when the ra te  
is filed with the Commission. Yet, as noted, the 
C o m m i ~ o n ' s  regula t iem do not require the 
subm/seiou of detailed c ~ t  and revenue da ta  
breed upon • spec~zc te~t period. 

..'?rue, af ter  its first effort not to regulate oil 
pil;ellne rates with ~p'eat care was found want- 
in8 aad  in contravention of the In ters ta te  Com. 
merce Act, F a r m e m  Un/on Cem.  Each . , /no .  v. 
FERC, 734 F 2 d  1486 (D.C. Cir.), cert. den/ed, 

U-S. 1054 (1984) (Farmers  Un/on II) ,  the 
Coaunisalon has announced *ome generic cost- 
ba~ed guidelines for these rateL See Williams 
• P/t~e ~ Co., 31 F E R C  | 61,377 (1985) (Opin- 
ion No. 154-B), r e h ' r  den/ed in part, 33 F E R C  
| 61,32~ (19~5)  (Olp~ion No.  I ~ C ) .  But by no 
mcane are the Suidelines complete or sbsoiute. 

E P C  reco~nm~ that the WH//ams guidelines 
are far  from complete, point.in~ out that where 
they m "vngue or silent" i t  has a t t empted  to 
tu~ traditl~ufl  Sa~ or electric r a t emOdng  prin- 
ciples to suppm't it" prop~eed rate  (Initial brief, 
p. 5). I t  is al*o beyom~ quarrel  that  the gulde- 
l i~=  are not abeoiute the Comminion  having  
left the door open for exceptions to be made to 
the suidetines. 

For example, while adopting "trended origi- 
nal cost" ~ as the means  to calculate par t  
of the rate base of an oll pipeline (as described 

more  fu l ly  below), the  Commiss ion  also 
acknowledged in Williams that  TOC m a y  pre- 
sent problems especially for new pipelines. 
Thus, in place of TOC, the Commission invited 
a l t e r n a t i v e  " i n n o v a t i v e  so lu t ions"  to be 
presented to it  in a given case (31 F E R C  a t  p. 
61~39  n . ~ ;  of. 31 F E R C  • t  pp. 61~33-35). As 
another example, while seemingly announcing 
that  i t  would use the actual capital  structure of 
an oil pipeline or its parent  for calculating a 
return (31 F E R C  • t  pp. 61~$33 and 61~36),  
the  Commiss ion  wen t  on to qua l i fy  the  
announcement.  I t  would "allow l~r t ic ipants  on 
a cJ.se4pecific basis to urse  the use of some 
other  cap i ta l  s t ruc tu re"  (31 F E R C  a t  p. 
61~33).  

In  short, while the D.C. Circui t ' s  Fa rmers  
Union I I  decision, supra, at tempted  to provide 
some guidance to the Commission in evaluat ing 
oil pipeline rates under the s ta tutory  just  and 
r eummble  standard,  there are still vir tual ly no 
ironclad ground rules to be applied. C o m ~  
quently, when such a proposed rate  is set for 
hcaring, the par t ic ipants  have sub*umfial  free- 
dom to urge that  their respective positions be 
adopted. 

B 

To understand the questions to be decided in 
this case, i t  is useful first  to go over certain 
cost-based ra t emak ing  principles which should 
apply to • public uti l i ty resardless of whether 
it  is e n s a ~ d  in oil, natural  ga% or electric 
transmiNima. Then,  i t  helps to discuss briefly 
where the Commission has a t tempted  to draw a 
distinction for ra temaking  purpnses between 
an oil pipeline, on the one hand, and a natural  
sa* company or electric utility, on the other. 
Th i s  was  done in William• (pnst-F•rmera 
Union I I )  by the agency 's  adoption of TOC s for 
an oil pipeline, subject to possible exception in 
• part icular  case. 

Generally, a public u0l i ty  is permit ted to 
charge i ts  customers on a prospective basis for 
the ordinary and nece~ary  costs which it  antic- 
ipates incurr ing over • definite t ime period, 
usually a t  least • year  in len~h,  to provide 
service to them. The casts, often referred to 
collectively as a east of servica, c(msist of the 
following four componen t s - -ope ra t i ng  and 
maintenance expenses (the day-to-day casts of 
providing service);, d e ~ t i u n  (which recov- 
ers the debt  and equi ty  capital  invmm~d in the 
facilities or plant  used to provide service); 
taxes to be paid, including federal income 
taxes; and return (which compensates • utility, 
af ter  taxes have been paid, for such c ~ t s  as 
obtaining and making  use of the debt and 
equity capital invited). 

s Th/s ~ h ~  mml than its sham of sbbrevia- 
ar ~ such as TOC. Aa effort will be 

~ not to overuJe these refu~uncu In order to a v i d  
h s v ~  the ~ ~ a m b / m  I~cume tos mmty.  

nmc ¶ 63,028 
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Rate  base is the dollar figure upon which a 
public util i ty is l~rmi t ted  to earn a return. I t  
is this element which the Commission has  

it  is prepared to t rea t  differently, in 
part ,  insofar as an oil pipeline is ~ r ~ m e d .  on 
the one hand, compared to a natural ps com- 
pany or an electric utility, on the other. 

In  the c a ~  of a natural gas company or an 
electric utility, rate  Ixue conshte of the total 
debt and equi ty  capital  invested in plant,  
minus accumulated depreciation (i.e., the  net  
investment  in factUties). At  times, rate base is 
fur ther  ad jus ted  upward  or downward  to 
account for e a r t s ~  expenditures which the util- 
i t y / company  either incurs p r e ~ n t i y  or will 
incur in the future. 

The debt  and equi ty  capital  reflected in the 
rate  ~ of such a utll/ty/comp4ny is listed a t  
i ts  original cost. I t  is original coat, not a future 
rephtcement cort, which is recovered from rate- 
payers thronsh a depreciation charge. As the 
capital or i n v ~ t m e n t  is recovered in this man- 
nef, i t  is deducted concurrently from rate  base, 
doflar4or-dellar. 

To determine the return to be allowed, a 
~f i sh tod  averuge rate (compeaed of the differ- 
ent  "maminal" rates of return applying to the 
debt and equity, preferred and conunon) is 
multiplied q u i n s t  the rate  bcu~. According to 
~ a nomlnal rate  consiste of a "reui." 
rate. plus other cmts includins inflation. 

In cmnpsrison to the procedure described 
above, the Commission decided in WH/iams to 
sdopt  TOC for an  ofl pipeline~ ~ to pmsl- 
b ~  a e a l ~ i o n  in a specific ca~-  As for the  debt  
capita] of such a pipeline, i t  is to be listed in 
the eate b ~ e  a t  i tJ  original ~ (just as in the 
case of a natural  s a s  cmnl~ny  or an electric 
utility). I t  is the  equity-ixx'tion of an e/l pipe- 
line's ra te  b ~ e  where TOC cemes into p iay  and 
d t f fm  f r c ~  the t r a d i t / ~  approach used fec a 
natural ~ company or an e/eotr/c utiUty. 

For s new oil pipellm, ~ starts with the 
original cat d the equity. Howuver, rather 
than  multiplying • nominal  ra te  or r a t u  
qpLlma the ~ cmt-equ/ty (o~zmon 
pemib~, on,erred). TOC se~ratse the real 
rate from the inflation-pertio~ The real rate 
aad the inflation-portlon am thea each multi- 
piled uguinst ~ equiW. 

Use of the ~ r a m  de temdnea  the  m t u m  
which an  oll pipeline is ira-mitred to earn or 
r ecov~  currently. Use of the  l n f l a t i ~ f a c t ~  
determim~ the a m m m t  to be added to the  
equ/ty-portkm of the rate  bale annually,  which 
ever-~rowing amount  is to be "capi ta l / sad"  
(Le., recovery of the amonnt  is to be spread or 
amm'tised over the remaJuinS service life of the 
plant, which can be y u n ) .  Recovery, through 
amor t iza t ion ,  of the  cap i ta l l sed  inf lat ion-  
adjusted amount  s tar t s  in the first  year  of 
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operation of the pipeline, thereby causing a 
concomitant  reduction doliar-for-dollar of the 
equity-pert/on of the rate  base. 

Essentially, what  happens through the TOC 
methedology is that  deprec/ation of the original 
c a t - r a t e  base (debt and equity) of a new oil 
pipeline is not affected. Through a depreciation 
charge, the original cost will be recovered and, 
as this is done, will result in a concomitant  
reduction from ra te  base, dollar-for-dollar. 
However,  net ted against  the reduction in rate  
b4se (due to depreciation) is the addition to the 
equity-portion of the rate  base (due to TOC)  of 
the capitalized amm.mt for inflation, leas the 
recovery or amort izat ion each year  of the infla- 
tion-amount. 

The net effect of the TOC methodology is 
that eve• though over time the rate b~e of a 
new oil pipeline will go down and eventually 
reach zero. assuming there are no capital  addi- 
tions to plant,  the equity-portion can go up or 
down in a g ive •  year.  The  Commiu ion  itself 
illustrated in W///iams (Opinion No. 154-B), 
supra, how, without consideriug other possible 
factors, the equity-portion will So up from 
yeas-to-ycar, a t  k a s t  dur ing the  earlier years  of 
an oil pipeline's operations, despite the fact  
tha t  there are no addhions to plant  (31 ~ R C  
a t  p. 6 1 ~ 4  and p. 6 1 ~ 3 9  •.21). Conversely, 
the equity-po~.~on of the rate base will go 
down, in the absence of capital additions to 
plant, when the annual depreciation of 
cost-equity capital,  tofe ther  with the annual  
amor t iza t ion  of the  ever-growiug inflation- 
adjuated amount ,  exceed the inflat/on amount  
for tha t  year.  

In  sum,  T O C  is a deferral  methodology 
whereby ratepayers are assessed, for the return 
on equity,  inwer charges in the earlier years  
(compared to what  the chasl~ w ~ l d  have 
been ff TOC had not been used) and h/sher  
charges in the later years of a new a/l pipeline's 
operations. H r a t e l~ye r~  financial burdens are 
e a ~ i  s e ~ - w h a t  In the earlier years  ( ~  
the use of • lower real rate, rather than a 
h i s ~ r  nmninal  rate,  to determine a re turn on 
equity),  there is still a n~jor price that they 
must  imy eventually. I t  will consist of the  ever- 
srowln8 /n/~tion-adjustod amount which is 
being amortized, plus the deferred return 
(together with assecinted income taxes) for 
that  par t  of the equi ty  return wh/ch had not 

collected earlier in rates. Stated anothor 
way. over t ime  ratepayere  may well pay more 
than  they would have if  TOC had not been 
used, bu t  instead the trad/t imml nominal-rate 
methodology (wh/ch is applied to natural  gns 
comlxmies and  electric utltlties) had been used. 

The Commission adopted TOC for new oil 
p ipe l ines  because  of i t s  desire  to fos ter  
in t r ameda l  and  in termodal  compet i t ion to 

F ~ s t M  | n ¢ ~ f f  ~hald¢,a~u 
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transport oil. As the agency viewed the matter 
in Williar~ (Opinion No. 154`B), supra, subject 
to l~estbla exception in a specific case, TOC 
mlttSate, a "fm~t-end load problem" for a new 
oil pipeline by allowing the Pii~line to defer to 
a later time collecting a higher return atmci. 
a M  with a large rate base, thereby enabling it 
to avoid bunching return income in the earlier 
years so that  it can then compete for traffic 
with otder pipefiaes and other transportation 
modes whose rate bases nre ]rover (31 FERC at  
PP. 61~14-35; see abo  Farmers Unin~ II, 
supra, 734 F2.d at 1516.17). 

E1N~ has p ~  usin~ TOC in tbe c a ~  nt 
bar for its initial rate. At the Same time, with 

another  J, ~ ts ProPeai~| W use 
meth~dolosy----called the Unit-of. 

thron l ut (UOT), also comm y known as 
the uait'of-preduction---which will enable it to 
recover these costs more rapidly in the earlier 
years of its operations. The upshot of the UOT 
n s e ~  is that  it front-end le~ls the*e costs. 

C 

. . ~  ~epteraber 1 ~ ,  
v~pmm~ t~at the tariff become effecbve 10 

C o m ~ o ~ .  ueu as the comptny  completed 
_ ~  .. ~ ~ new feeder-p/peline to t ran,-  

e-~u~ott field to TAPS u . . . . . . .  -- . . . .  
a ~ . . . ~ .  - - . . . , - ~ , t  m the P/peline is 

No cost or revenue data  w ~  proffered by 
EPC with the Fding to support the propaecd 
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rate of at least 71 cents per barrel (exhibits 4-2 
and 4-3, including exhibits 4-3.1 through 4-3.8; 
see a/so exhibit 4-0, pp. 14-15). 

Abo~t a year later, tOward the end of 1 9 8 8 ,  
Alaska and the staff each responded to EPC's 
presentation by focusing upon the company's 
"aCtual"  costs--i .e. ,  those that had been 
incurred for 1 ~ 7  (startin~ when the pipeline 
began operations) and throe that were then 
known for 1988.6 Even Some of the actual cmts 
were based upon certain assumptions. Because 
Alaska and the staff viewed these cmts, albeit 
oft SOmewhat different 8rounds, as being lOwer 
than the c~ t s  used by the company to justify 
its 71-cents rate, each urged that  EPC reduce 
its rate accordingly for 1 ~ 7  and 1988 (exhibit 
12-2.1; see M~o exhibit 12.0, p.  4;  exhibits 16-2, 
Schedule No. IA; 16-3, Schedule No. IB; see 
M~o exhibit 16.1, pp. 5-6). 

To determine the rate for the years 1989 and 
thereafter, the staff proposed using a test year- 
approach in part  (based upon actual costs for 
calendar year  1988, as adjusted), which would 
then be further adjusted for annual c ~  
coocerning net investment, throughput (i.e., 
the volume of oil movin~ through the pipeline), 
and tax rates (exhibit 16.1, pp. 6 and 13-16; 
exhibit 16-3, Schedule No. IC). Alaska, on the 
Other hand, ursed that  the rate not be fixed or 
cemtent  (and, thus, not be be~ed upon a test 
Year-approach), but rather that  it be variable 
to reflect the annual chanS~s regarding ali of 
EPC's costs. 

ha,  labeled its ~ to determin~ 
the rate  a "variable tar i f f  methodolngy,, 
(VTM) (exhibit 13-0, pp. 52-57; see a/so exhib- 
its 12.0, p. 4, and 12-2.1). The staff has dubbed ram of 71 c ~ t s  per b~rreL Such da  . . . . . .  " 

subm/ttod -. wa~ m~t ats propor~ a ~ also, even thoush its propo- 
by the company a t  the direction d eal is more qualified or l/rotted than Ahtsha's. 

the Commiss/aQ,s Oil Pipeline Beard after the Perhaps Alaska's proposal can be better 

.~_ __. and ASRC, had suspended o~rs "~'~"-I . . . . . . .  
t~mleWel~eml briefly Theme-da - , --- ,----  ~ u  ~e regaroed as a limited 
'tme"Smd Cetaeer  . y  pen- 
L . . . . . . .  , , ~ , ,  when the rate  Alaska also commented upon EPC's efforts 
w~sme exlorttve subject to refund (order to use the TOC and UOT m e t h ~ o ~ i e s  to hm d IgSY). 

W/th no relu~t/oo~ s s ~  a defin/te test juattfy i t • rate. ~ calcu;stin 8 the rate oQ 

reaamahlenem of its rate, EPC --, ..... u ,.,.. • .... Ol~3,mG TUC here (Initial brief, 

and- -~- 0reject the attendant cesta 
___t~/~~.. to the Ceml~ny, these 
-- ,m.urrm costs and revenoes had h.~,n 

vua~eted or est imated in 1987 for I -9~  ( exh/b/t 1-9, pp. 5-6), not for other costs or 
(exhibit 4-0, pp. 12-15; exhibit 4-3, Schedule expenses to which ~ also has appl/ed the 
No. I). Based upon these estimates, EPC tried methodology. 
to thow that by usins both the TOC and UOT 
m e t h ~  its costs would justify a fbted Amoe~ such other costs are those for disman. 

tlin~, removal, and restoration (DR&R), which 

d W'am~ ~ and the mtff ~ flied mtttea 

availsb~ ~v wlth re~ard to ~-.~-~ m'mat/e~ w~ ro~ tae last 3 mmtths ~ the year (~ ~h/b/t 4.6, ~rt.*s actmd ca~s far p, 31). 
  t,mm 

¶ 63,028 
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EPC expects to incur when the pipeline finally 
sues out of service and is retired. The staff 
~ r t s  that these costs (to be described in more 
detail below) are too cont/nsent and, thus, 
dmuid no¢ be reflected at all in EPC'e rate. In 

event, the staff emtende that even if the 
DR&R expeme~ are to be reflected in the rate, 
they should not be calculated on s UOT b~is  
(exhibit 20-4, Schedule No. 1; exhibit 16-3, 
Schedule No. IC). 

In rebuttal to the pre~nta t to~ made by 
Alas~ and the gaff, EPC a r i e s  that the 
Commiuion ~w.ks statutory authority to order 
the use of a VTM, limited or unl/m/ted, and 
that in any event such • m e ~  is not 
needed here. On the other hand, the c~npany 
has aS~ed--~bject  to certain excep¢iam and 
aseumptiem--to use the aetna] cuscs (as c~n- 
stored to the initial estimates) for 1 ~ .  As a 
result, F J ~  has acknowledtmi that the overtU 
cesta would be lower than i t- initial estimates 
(exhibits 4-5.11 and 4.6, pp. 38-39;, cump~re 
exh/b/t 4-5, inclm/ing exhibits 4-5.1 thtough 
4-5.10, with exlfiblt 4-3, including exhibits 
44.1 through 4 4 ~ ;  see ~ o  presidins ~Jdse's 
eeder lmued Jtme 21, 1 $~9). 

I I  
A 

is not the first Alaskan North Slope 
laterJtate oil pipeline, though it may be the 
f i ~  to operate oH•bore. Recently, the Couuni~ 
• ion issued a decision with regard to another 
North Slope interstate oll pipeline. Kumu'uk 
~ t / m  Co., mpm, 55 FERC 1 61,122 
(1991). Priw to the Comnr~tsi4m's dec/s/on, coo- 
fl/ct/ns arguments had been advanced here by 
the p, unles t h in s  te com0*re or d lmnSu/~ 
EPC and Xnpm-~c 

While atten~ao must be paid to the Commls- 
sloe's decision, especi~y ~ incerpre- 
tat ims d law, it is far frum clear in wlmt w~ys 
EPC and Eupm'uk ace stmibur of differeot fie-- 
to•fly (se~, e.g., F.,P~s reply brief, p. 18). 
Tberofone, exeept where expresely noted, the 

that follow will deal sokly with the. 
~ c / f l ¢  ~ of EI'C S/yen the fact 
that Kupu'uk ' •  relevance to the ~ at bet la 
uncertain. 

E.PC, as noted, has elected to use two cus¢- 
reoovery ~ T O C  and UOT---to 
try to justify i t |  p r o l ~  fixed rate of 71 cent~ 
per barrel. Even ~ each methed~wDv 
deals with dIHunmt ccsts, there is an inherent 
inconmumcy in relying upou tt~ two teSether. 
Ia  the cirotmstanc~ of thil c~e,  the rathmal 
way to ham41e the inconsistency is to cm~tinue 
to mak~ use of UOT but to d/scaed TOC. 

TOC is concerned ~/ely with the equity- 
port/on of return. For a new p/peline, it is 
intended to avoid so-called front-end loading of 
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equity-return coets, associated with a large 
equlty-rate base, by allowing the pipeline to 
defer to s inter t/me collecting an even higher 
return allowance. Through this methodol~ ,  
the Commission believed (as it stated/n W/I. 
/Jams) that a new oil pipeline would be able to 
a v i d  bunching equity-retm'n income in the 
earlier years so that it could compete for traffic 
with older pipelines and other transpefUttien 
modes whose rate bases were lower (31 FERC 
at pp. 61~34-35). 

UOT, in comparison to TOC, is no( a deferral 
methodology at all. To the contrary, it acceler- 
ates recovery of certain c~ts in the earl/er 
years of operation of a new pipeline which is to 
serve, alma• exclusively, • recently deve/oped 
oll reservu/r. This is because the c~t-recovery 
is linked to the "p~luct ion-yield" ~ so.called 
production profile of the reservoir. 
A reservmr's physics] characteristics are 

such that, whether as a result of natural causes 
or other Ix'oduaion-recovery techniques, larser 
volumes of oil are extracted in the earlier years 
than in the later years of the re~rvolr's life. H 
a graph were used to illustrate this fact, the 
production pro/de would reflect a curve that 
declines rather subetantially after the first few 
years and then ~outlnueJ on a downward slope 
throughout the rest of the reservoir's life (see 
exhibit 2-11). 

~ ¢ a v ~  the Endicott pipeliae'a service life is 
tied to 051 beina produced from the Endicott 
field, and inasmuch as there are no s~ral~ 
facilities at the field (Tr. 297-98), oil extracted 
from the field must move at once through the 
pipeline--i.e., the unit of throughput tracks 
the unit of preduct/on (exhibit 2-0, pp. 9-13; 
exh/bit 2-11; exh/bit 4-4; exhibit 5-0, pp. 3-5; 
exhibit $-I, p. 3). Hence, the greater the 
volmneo of oil that are extracted and trans- 
ported in the earlier years, the sreator the 
amount of costl that can be recovered during 
that time. 

In the case at  bar, F.PC l~Opcees to apply 
the UOT meth~IoloSy to recover a number of 
ooste. AJnong these are depreciation, DI~tR, 
and certain capitalized items including seine 
reiatin8 to federal income ~ and another 
relating to the amortized deferred return 
resulting from TOC (exhibits 4-5.4 threu~h 
45.11; aee a/ao exhibit 4-4.1). Usin8 the Com- 
miudon's j a r ~ ,  UOT fr~mt-end leads these 
ceats---the very opposite of what TOC is 
intended to achieve, albeit with different c~tL 

There a ~  cmvtaciag r e lNm in this case 
why the TOC methodology should not be 
adopted while the UOT m e ~  shoukl be 
approved. To begin, the ~ ' s  pril1~- 
pal ratlorade expressed in Wil/Jaml for usins 
TOC---to footer intramodal and /ntermodal 
compeUUon to transpo~ oil (31 FERC at pp. 

Fedwal [ m q ~  OvkleUem 
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6 1 ~ 4 - 3 5 ) - - h a s  no relevance in the pretent  
cue. I t  is undisputed that  but  for EPC, there 
would be no other means to transport oll from 
the Endicott  field. In  the context of this partic- 
ular Alaskan field, transpert•t ion-competit ion 
i~ entirely chimerical. 

Moreover, in i ts  eifort  to avoid front-end 
o~ equi ty  return cmts, TOC causes such 

c . ' t s  to be iml:meed in higher amounts  on fewer 
volumes of oil a t  the hack-end, in the waning 
years  of a reservmr's  and thus a s i n s l e 4 u e t  
pipeline's lives. H a~ch transportatim~ coots 
were too high, they co~Id well act as • disincen- 
t i re  to produce the remaini r~  volumes of oil in 
tl-.  resorvmr. In  the context of the Endicot t  
fi~.ld, i t  is s imply not worth the gamble to the 
State of Ahtaka (which s tands to enjoy greater  
tex and royalty revenues from greater  produc- 
tion) and presumably EPC ' s  parents  (despite 
their  unsupported pxopeul  to apply TOC here) 
to i m ~ t  upon the use of a theoretical TOC 
methodology which could be pernicious by  
d*mpenins  product im.  

The C a m m / n k m  itself recognized in Wff- 
//#Jm that  TOC might  not be appropr iJ te  in 
every oU pipeline rate case and thus invited 
alternative s o l u t i ~  to be pre~n ted  to i t  in a 
g i ~ n  c u e  (31 F E R C  a t  p. 61~19  n ~ ) .  This, 
i t  is submitted,  is such a caN. The  remmnable 
m]ution is to me  ~-called depreciated original 
cettt for beth debt  8nd equi ty  capital  ( a t  i l  done 
with natural  gaa compaaies and electric utili- 
ties), to determine rate  b ~ e  and the re~q~ective 
returns, applying in the process nominal ra ther  
than roa] rates of return. 

One of the crucial reasons why TOC should 
not be adopted here argues conversely in favor 
of tpprovtng the U O T  methodok)~' .  T h a t  ten- 
m~ conters on the Commission's role not to 
erect ~ barriers which could discour- 
NPr efforts to n u u d m / ~  oil production from the  
Endicott  field. Stated more directly, while TOC 
car. deurr production in the i n ~  years  of the  
field's life, UOT can help accomplixh the oppo- 
• ~u r e ,  dr  by m m u i a t i b S  such prcdue t i~ .  

This  can come about because in the earlier 
year* of the field's and  the pipeline's lives when 
sre~ter v ~ u m e s  of oil are extracted and thu* 
transported, U O T  not only accek, rate~ cc*t- 
recmmry, i t  aleo spreads the greater  cmts  over 
the greater  volume* prolxznionately. C o n ~ .  
qttently, ~ ~ a p p ~ h  UOT helps to 
a m w e  that  in the late~ years  when t h e u  *•me 
types of cmts are lower and are being spread 
pmperdonately over less volumes, there is 
mete incentive to c~t inue production until the 
~ L  

v ~ecaum ~ rise u omcept Imowa es tbe 
tim* vsJus ~' meeey', the dellar equ/vakm ~ $15 
milBmz ( M  1587 t. the bose period) will be • much 

remaining volumes of oil have been extracted 
from the field. 

I t  is haxdiy surprising that  Alaska (exhibit 
12-0, pp. 15-17) fully supports F_,PC's prolx~onl 
to apply UOT to various coats (exhibits 4-5.4 
through 4-5.11; see aho  exhibit 4.4.1; exhibit 
5-0, pp. 3-5; Tr.,  e.g., 730-35). Both the  s tate  
and EPC's  parents  can enhance their respec- 
t i re  revenues through thls methodology. There 
is good reason to allow them to do so. 

The staff,  on the other hand, asrees that  
UOT can be used, but  ee ly  for depreciation 
covering the years 1987-1990 (exhibit I-9, pp. 
5-7). While not a rbcula t ing  its views as to 
whether U O T  should be applied to depreciation 
beginning with c~endac  year  1991 (d .  exhibit 
1-9, p. 6, paragraph  6), the  s taf f  hal  in fact 
applied tha t  ve ry  methedolely for depredat ion 
in its modified t e s t - y ~ r  cnst of service to calcu- 
late EPC ' s  future rates (exhibit 16-3, Schedule 
No. IC; exhibit 16-6, Schedule No•. 8A-C, see 
~ o  exhibit 19-3). 

With regard to EPC ' s  prolzzal  to use UOT 
for certain other cmts,  the  s taff  oppmes the  
proposal. Instead, the s taf f  urgez the use of a 
"straight- l ine" methodology, whereby the same 
amount  of costs w ~ l d  be recovered each year  
notwithstanding the fact that  the cmts would 
be spread over ever-diminishin 8 volumes of oil 

• extracted •nd  transported in the later  years  of 
the Endicott  field's •nd  pipeline's lives (exhibit 
16-3, Schedule Nee. IC  and 3B.I; exhibit 20-1, 
p. 15; exhibit 20-4, Schedule No. I). 

The s taff ' s  a rgument  concern/ng which costs 
should be subject to U O T  is neither coasistent 
nor persuasive. Hav ing  itself asre.ed to apply 
U O T  to the largest of these coots, depreciation, 
not  only for 19~'-1990 but  presumably for 
1991 and beyond, the s taf f  has failed to make  a 
convincing showin$ as to why it  would be rca- 
sonable to change to another  methodology, 
straight-line, for each of the smaller, remaining 
costs ('Yr., e.g. 2117-22). 

Among these r emain ing  custt  is DR&R. 
When production from the Endicott  field ter- 
minate% thus causing the Endicott  pipeline to 
shut  down permanently,  EPC anticipates hav- 
ing to bear  substantial  costs to dismantle (d) 
•nd  remove (r) facilities and to restore (r) 
affected • r m .  These ce~s  have been est imated 
by the par t ic ipants  in this case to be $15 mil- 
lion if  1987 were used as  the b ~ e  year  or 
period y (exhibit 1-10, p. 1). EPC ' s  initial rate  
reflects the~e es t imated DR&R costs, among 
ocher items, and accelerates recovery of the 
est/mate~ by app iy ins  DOT. 

Irnmter amoun*, in the future, ~ t . l m e  after the year 
2000, when the p/pel/ne finally lJ *hut down. 

¶ 63,028 
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The staff takes issue with EPC's treatment project's life, but rather will keep on declining 
o4" DR&R on a number of Srounds, including it* over time. 

~u~of UOT rather than a stra/ght-I/ne prm:e- F.IN~'s rate ba~, in Particular, will reflect 
which the staff favors. Only the UOT this downward trend. The company is depreci. 

llround will be eon#idered now. The other atlng debt and equity capital ueins UOT,  

grmmd~ ~ E/~'s haadling of DI~I~  wh/ch has the ce~cemit*nt effect of reducins will be mddrsom~l later/n thl~ dec/Mort. 
The staff does not like the fact that UOT the rate ~ in the earlier years by the larger 

accelerates the recovery of DR&R in the earlier (depreciated) amount* dollar-for-dollar. Given 
the fact that the TOC methodoIMy has been 

(Tr .  2117-18).  But while expressing what rejected here, there will be no deferred return 
tt d/Mike, the staff chaesos to SOy nothing and thue no pouible mcreue in the equity- about other ~ p e i l ~  facts. 
One is that the accalerat/¢m result ,  from , ~ -  ~ f . ' o n  of the rate b,me due to that methodof  

.In the earlier years. At the ~'~-~msT~ a c c e ~ ° ~  ' F~C is using sa  even more 
cest* are beh~ spread ovm" the I ~  m~rateu ~epreciation methodololly foe fed- 

~rl/~u/mti~ thereby essmqng a ~ m m t e  dis. eral /nccme tax p ~ ,  ther~l~y ,-.,,~..-~-- 

types of costs are low, r, they will be *praad , ,~,  ~ lm~mt~m)  the company', rate 
proportionately over le~ velumes, thereby act- (exhibit 4-5.9;, exhibit 5-0, pp. 4-8). Then, too, 

it nesd# to be remembered that the ~ l / n -  ~- - u an Im:entiv~ to continue pr~luction u~t/l "~-='e-mmet -" r - w  . ~ . ,  
• ms, operauon who~ SOrv/ce life b fled the remaining volumes of oil have been to MI be/nS produced from the Endicott field extracted from the ~ldl¢ott field. 

• In compadam, the staffs prapmed straight. .(~_:, e4'., 297..-..~.; 730..31; 775). This means 

__~ some .s~mount ~ coats would be recovered w.m~... ~t csnno¢ be ruled out alta~.tber ( ~  

• ~ u u ~  PII~-IU~ Wl~e I ~ r v ~  ~ pro lx~  
,~v....,fm.pur.u. onate spreadiag o4" the co*t*, e~pe- ms to SOrve multiple e~l flelc~ 
. . c~ .y  m t h e  ~ . t ~  y ~  w h e n  t h e m  w o ~ d  be  
~ .  ve~um~ ~ ml extr~ted and tram. Ep~,|$um' the.re ~" re--'om'ble tlkeliboed that 

rate ~ will continue to decllne. 
• equal importance, u the costs Accord/ngly, there is a reasom~ble likelihood remain the same despite the fact that the 

are decr~uflaS, a Itraight-line method- 
oiocy (somewhat like TOC) could well act u a 
dJ~n~e~ve to predu~ the mmalaln¢ velumes 
of all in the Endicott resorvolr. 

To summarize, with one ezception, E/~ is 

that the company's so-called return allowance 
which is reflected in its rate (and calculated by 
multiplying the rate ~ by a weighted aver- 
age rate o4" return) will ce~tinue to decline. 
In tbe~ circumatanc~, there b every rease~ 

authorlz~d for 1967-1990 es well . 1991 and ~ ~comUlt a ..fized ' lnit i~ rate for F . ~  whereby 
to apply the t O T  m e ~  to the Pan7 wxnua ~ the Imme ammmt 

~ o m  . . c y . ~ - ~ p n ~ a t ~ a , .  D R a ~  .ad  ~r-  Y ~ a ~ t = - ~ a ~  even if it* - - - - -  , - -  - - - -  
ut._t.. WtlI . -  ~ ~,,m ippuara ua~y OOC~) I~esp decreasimr ~ k  * t ,* 

use amortized dofen~d rote would not reflect ]~PC's cmt* and 

. .  m cmecase, the~ewtl lnolm~erbem~b ble °e. to mquire the lnit ial rate to be varia. 
a ~ e r r e d  return. , SO U~t It would h,, . .~ . .~-J  .. ~. ~justea monthly to 

track the COml~. y's COatS, in mrder to prevent 
B w~df~lLrom reaping a recurrent unwarranted Ia  v t ~  of the f ~ t  tlmt E I ~  l~ auth~m~l to 

use tbe UOT m e ~  for a number of EPC usort* tlmt a variabie tin-fir n~timd~. 
c ~  i t  fo/lowl that while r ~  of these 
c ~ t *  is accelerated in the earlier year% recov- 
ery ~ them ~mne types of cost* wil l  decelerate 
°r slow down in tbe later yurw d the F.adtcott 
Project la  #hort, recovery ~ the co~s wtjj not 
be uniform from ymir-to-year t ~ t  the 

a -~e tlw Oil Plp~Ia, Bagrd,, misz  titmd F d m ~  
Iry 6, 1991 In ~ N~  I$8746.001 [54 FEItC 

1 63,0215 

°¢Y ( V ~ ,  limited ot unllmRed, b not nesded 
henL But the cmnpany ~ocnds littie tinm on the 
I~int (initial brief, pp. 70-72) and fails to ~up- 
port its a~w.rtion. Instead, EPC primarily 
arlru~ timt the CoaunJuims lacks the st4* , , * , - -  
authority to ceder the tree ~ st~h a me~3c~ I . 

F ~  rmeqf f  ~ 
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olD' over the company's objections, while aiso 
questioning how the methodology actually 
would work. 

F..Y~s srsmmmt is unconvincing. After dis- 
cu~in~ the m u ~ m  for this conclusion, 
deci~ outlines how the methodology womu 

65,147 

bie, let alone with services not pending before 
the agency in this case. 

EPC's argument also rests on the unwar- 
ranted assumption that a regulated entity 
invariably is entitled to the setting of a fixed 
rate. Grounded upon this proixmitlen, EPC 
then proceeds to asso~ that ~ a luted rate is 

w~z.  established, it must remain in effect until 
what it  +is i .  f unde, . e  of two , , . . t , . +  " 

e, t to m , , - t e  .m,c ue+mer  ,th is fom , ,ccor  to mPc, the 
~ o n  cannot mtertere w*m ,ms.,, fixed rate cannot be altered and must remain 
thr~ the impcsltion of a c~t-trackln~ tariff in effect in perpetuity. 

m ~ t ,  ~ rein upon a ~ ~ ~y. _+'." • tlon or claim that a fixed rate -*way. must 
C~c~dt, Pub~.Y~rvi= Comm'• o~ Ivew ror.~, v" used or established, eve• m. ~ ~. _ 
F~RC, 866 F2d  487 (1989) ( ~ ,  w ~ , ~  when a •  initial rate is ~emg aete.rmmn . 

- ~ - ~ ,  identical lesal issue in ~ ~ chaeen not to use a w(ea rate, out _ 
~ ' t ~  under the Natur~  Gas Act' 0d., P. ~ ) .  elected to ~ e  a variable rate to tracx ~ n e  or 

The ~ t  gl0~eS over the f ~ .  of this  all ~ of S regulated entity.  
cue,  makes an unwarranted .as~. .  pt~_en, ann Natural gas pipelines, for instance, are per- 
improperly raUes upon pSC-~,  w~te ~ mitred (wlthc~t taking action by .menns m * 
;,,,, , ~  Cmnmiesion's rme m t/~ ratemmm~ full-blown rate proceeding) to track or adjust 

~ v  , t h e  - - - ~ - -  To ~ EPC initiated ~ uerindlcslly their latsest operating ~ . ~  .S~ 
" ~ +  --'' • " ~ u r e h a ~  for resale - -  ~ • vsr.w~ rare, rate under comdderatien here, ~ othins, 
even the imposition of s v~risble cest-trackins not a fixed rate (18 C.F.R. § § 154.301-.310). 
tariff, would prevent the company from initiat- So, too, are electric utilities allowed to track or 
lng filins shy future proposed r s t u  that it adjust oee of their largest costs - -  fuel used to 
chooses. But any rate p ~  of the company senerate electricity, or electricity purchased 
is subject to ultimate determination by the from another entity - -  through a variable rate, 
Cmmmi~fion for its ]awfulness. If the company " not a fixed rate (18 C.F.R. § 35.14). In fact, the 
at dines starts the process, the Cmm~iseion has Commission on • number of occasions has 
the final say sub}eta to judicial review, approved a variable tar i f f  - -  rather than a 

Moreover, it is e~ent i~ to keep in mind the fixed rate tariff - -  which tracks all or almast 
facts of this case. What is being reviewed here all casts, not merely one or two selected items. 
for its Isvdulness is the propored init~! rate of This type of mechanism is often referred to as a 
F . ~ .  Though the ce~np~ny hss been collecting cost-of-service tariff or an autore~tic aCj.u~- 
the rate for years subject to refund, the rate merit or formula rate tariff. See, e~., LonisJana 

Public Service Coach'• v. FERC, 688 F ~ l  
i=elf has never been approved by the Commie- 3';7, 360-61 ($th Cir. 1982), cert~ den/ed, 460 
,io  f, t u.s. G..  co., 6 
(&es from at least two decisions o~ ~ u . .  
Circuit upon which ~ relies (866 F~.d at 
4go.91)----Panhamd~ Era;tern Pipe ~ Co. v. 
FERC, 613 F2d 1120 (1979), cerL denied, 449 
U.S. 889 (1980);, Northern Natural Gas Co. v .  

FERC, 827 F ~ 1 7 7 9  (1geT) (en b*nc). 
in ~ ~md N o n / ~ n  Natural, it was 

conditions upon r a t~  does not exte•a to suj - 
ins pr~ons ly  approved rates for services not 
then pendins before the - s - , ~  in a siren 
p~a~Uns .  To hoM otl~'wise, the ceurt re*" 
sorted, would blur what ~ perceivod to y the. 

a ~ m ~  t, tm the ~ mum, m = , - . o - - -  _-"~- 

enti~, on the ~ (513 F2d at 1129-~, 
F~d at 792-95). The case at bar, in contrast 
with panhandle and Northern NatunO, has 
nothinS whatevex to do with adjusting rates 
O~ady detern~ed to he Just and ~ "  

nBc Jme.ts 

¶ 61~749, at pp. 61,607~8 (1979), Maine Yan- 
kce Atomic Power Co., 52 FPC 76, 78 (1974); 

G' "  Stor~'e Co., 5 FPC 965, 971 

(1946). 
I t  is of no importance tlmt in each of the 

cases above the regulated entity itself sought 
consented to the use of a cost-tracklns tariff. 
The fact is that i• each instance a variable 
tariff, not a fb~d rate tariff, was approved and 
utilized. If the Commisslen tacked the statu- 

authority to allow use of a variable tariff, 
tory r e~Ated  entity could not 
the cm~e•t of a 
c ~ e r  such authority upon the ssency. CL, 
e.¢, Commodity Futures Trading Comm'• v. 
Sehor, 478 U.S. 833, 850-51 (1986);, United 
St-tea v. GriHin, 303 U.S. 226, 229 (1938). 

Indeed, if the Con~inien 's  jurisdiction to 
authorize the use of such a tariff turned on 
censent, it could lead to unnmsccmble of incon- 
sruous results. A regulated entity likely would 

¶ 63,028 
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aseent only when a variable tariff advanced its 
sell interest, which m/ght not neceuar/l v , .~ .  late" the statutory path which impa4es the 

• . . ?  ~ - v ,  j 4 -  

z_c~.Lwith the l~bl lc  interest. StackiuS the deck burden upon the Commission or a complainant 
L m  mm ~ to achieve eae-s/ded outeom~ hi v~h:hs~pe an exisLin& prev/o~l~ly, approved rate 

, ~ , , v e  . ~ n  ot c o n s m . ~  inte•t ; en ~ rqu~ted company t u ~  is not seek- 
,he • ,  

umsauy demande that • re~ted ~ is inappas/te and does not control 
CUml~ny'o I~'tlcmm be am~i~ent  with the pub- the outcome of the present c ~ e  for a t  least two 
lic interest (~y. EPC's  ini t la |  brief, p. 69; ,  rem~m. First, in PSCNY the Commhmion let  
PSCTVy, 86~ F 2 d  at  4~rz). a~n~d~ev a ~ed rate which was to he reex- 
-"  -T~rehaveheencase~pr/ortoth/Sonewh'-- ~" the f . ~ -~ .~e  ~ u ~ ,  subject to a .howlns 
une ~,nmhmlon has turned down a ~v~aT:= -" ,~s~mu=u company that the -revl- " 
utfllae a fhted rate tar i f f  -.,., .__, .~- I . '2-T ~ approved rl~te was l~iH hmt . . .a  F ul~. Jy 

~x a varmole, c o s t - ~  ta r i f f  .~-,- Hem, m c ~ p a n s o n ,  no f ixed rate has , . - - -  • 
e.l., Se,.#ull Interstate Corp..-32 F F - ' ~  or approved. . ~ , , a e ,  

~.__~_ ~x v. ~, ~47 F2d is9, l eo  ..-?,..ever ueeu approved and ~ heinS collected 
~ocu t.w. ~$7). These cues prov/de adclit~onal s u_oJect to refund. It would be reaumable in the 
sup/~-t  for the f •c t  t h a t  con* . . . . .  o~.-~-- present case, al ter  evaluat/Ag the 71 cents rate, 

. . . .  ~ua oeen toe one and only way for ~--~_~ starnns with the first month EPC 
me ~ to set rate~ - - -  m~pm charl; in8 i ts rote subject to refund ~ the 

rate would he adjusted to reflect - - 
, ~ . . J ,  EPC correct in cOntend/n• tha t  i n E P C ' . a c t u a l c o ~ .  . - , x  c~anges 

o the 
. .~.ere ~ • ~ reason ~ is not c~, there ~ - u s '  ~ .  ~.ommimon w u  ~ c o r n e d  
rev/~w r ~  ..- ~ . ~ x~sae {110 110¢ 
• .~r i ~  mwnnneu  a variable, cost traele 

of potential ~ ..... ~w uecatme mg tariff as would he ~ e  - ;" - - "  
or .-  __ . ~ c u m ~  costs stemming, in w h ~  • ~o ~m0ase 

star(, t r e m •  s h r i n l d ~  rate ha~e/,w.~ ~, ~ here. I f  at had, the court may have l ~ k a d  with 
a t  489). But in ~ the Co ~-'~" r.~,u fa.v~ upon such • tar/if. After all, PSCN~" mmls ,  ton 

490-91). In Pa~ha~d/e,  while reverzinS the 
• xor tae ~ at ~ (Id.). Instead, while Cornmission'a rate c ~ d / t i o n  there imposed to approv/nS • fixed ra te  for the comOsny 

involved re~ardi]~ thole costs the ~ deal w/th • pem/ble overcharge of costs, the 
ordered the c o y p u  not , a~en~7 court itself ~ the me  M . . . .  
_ . . Y only to reflle i ts rate t m c ~  . . . .  -"* ~ • - ~.~u,me cost- 
uvery xew Year~, but alao to carry the h u r d ~  to _. _-T_~e_ ~" . - :  to handle the matter  (613 F.2d 
r e ~ t ( / t ~ . ) . r e f ' d e d  rate would be j ~ t  and s t  l I&];  an •  ~ e e k ' 3 C N ~ , 8 6 6 F 2 d  at  491). 

I t  is evident  tha t  such • variable tar i f f  
U P o n m v i ~ , t h e c ~ n / n p ~ c N y  _,.. ,s~uld be tmed in the present ease Thereis- 

_ ~ of proof to the ¢0~nl~ny. men- whe * , ." luding • return ele. 

. . . . . .  ~ n/~ge ~ .  52 FERC | 61,IC~, at 

_ v ~ . . ' ~  .n  ~ m ~  ~. On~.ed ' ~ .  ~ um.t m~. ~om ~ato eu~-t ,,o~ Ca~m~ 
___ _ mms"Y Paths to ~ ra t~ _ _  ~ ' "  ~,n~uce theret~ u 

tl~ Naum~ 0,m Act ~ mo.lm ._. ~_ .under wcqdd be v~p~r in a ,~,,,...~.. i~ ......... 

~a,, mu ~he b,mrd~ ~ l _ Whs~ a ehan~ in a rate lu taught undw the 
and? lN ( . )~  Rooe( i U.&C. 11;'17c(.) , ~ t ~ r ~ C - ~ . ,  Act..eeUon IS(~ala l~ .pS~m 

__. The.. ~am st bea~ Inv~h~s s pmpmed/niUal rote °Y s r~ulated carri~ ~ thin maj~ I~(F) the 
nax a ~ ~ me[lain i~ ; , )  e / the ~ n ~ . ~  ~ n ~ l m n  ~o mct~on 4(e) M .b- Nsumd C ~  Act. H 

~vvmm m l~rt  that If a im~lmmd rata or., ~-"~ u malcu~ X l )  the omm~rpsn 1o ~ l o e  
-~..; ~ u~  ~,atta'al Gas Act. 
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p. 61,493 n.7 and p. 61,497 (1990); Pacific 
Offshore Pipeline Co., 47 FERC ¶ 61,255, at  
pp. 61,911-12 (1989). 

But these potential negative features of a 
variable tariff are not present in every case. 
Even if they were present, the Commission has 
the necessa ry  s t a t u t o r y  tools to handle  
problems that might arise if a variable tariff 
were used. 

In the present case, for example, a variable 
tariff would have no effect upon how much 
business EPC transacts. All of EPC's  business, 
the transportation of oil from the Endicott  
field, hinges upon the volumes extracted from 
the field principally by the company 's  parents. 
EPC and its parents are interdependent - -  
EPC needs its parents '  oil to keep its pipeline 
operating; the parents need EPC, which oper- 
ates the only pipeline in the area, to help 
transport to market their oil extracted from the 
field. 

Because the Endicott  project's production 
and t r a n s p o r t a t i o n  are inex t r i cab ly  t ied 
together and are all in the family, there is no 
reason to be concerned that  a variable tariff 
somehow might encourage EPC to sit back and 
not  care about transacting enough business. 
Consequently, there would be no need to con- 
sider designing, say, a two-part (demand-com- 
modity) rate that  would place EPC at risk to 
recover some of its costs, such as its return on 
equity and related income taxes, depending 
upon how much business it conducted. 

There is also the question as to whether EPC 
would take enough interest to operate in a cost- 
effective or efficient manner if it were subject 
to a variable tariff. Through its conditioning. 
authori ty under section 15(7) of the Inters ta te  
Commerce Act, the Commission has the means 
to influence a company's  actions so that  the 
company at  least would think twice before ever 
deciding to operate like a spendthrift. Here, 
the appropriate condition would be to subject 
to refund (as explained in more detail below) 
all of the costs recovered by EPC under its 
variable tariff. Such a condition, tailored to  
further the public interest, could be at tached 
under  section 15(7) because it would be 
directly related to the Commission's mandate  
to  assure that  EPC's  initial rate is and remains 
just and reasonable. Cf., e.g., TAPS, supra, 436 
U.S. at  653-57; United States v. Chesapeake & 
Ohio Ry.,  426 U.S. 500, 509, 513-15 (1978); see 
also I.C.C. v. American Trucking Ass'ns, 467 
U.S. 354, 364.67 (1984). 

With the Commission able to deal with any 
potential negative aspects of a variable tariff, 
there is no question that  such a tariff - -  when 
t h e  a l t e r n a t i v e  is  a fixed rate tariff - -  would be 
the better choice for the Commission to make 
insofar as EPC is concerned. I t  would be pref- 

erable to allow EPC to use a variable tariff to 
track its costs and earn a return, so that the 
company was given an opportunity to be made 
whole, than to set a fixed rate which likely 
would enable EPC to receive an undue windfall 
by overcharging year-after-year as its costs 
decline. The problem of a constantly overstated 
fixed rate would not be effectively remedied by 
holding out the possibility that  complaints 
seeking reparations could be filed. These after- 
the-fact  actions, which would have to be 
pressed repeatedly, even if successful always 
would accomplish too little too late, and would 
never cure the inherent problem of an over- 
stated rate as costs kept declining. 

Nor would there be any sound reason to 
adopt the staff 's suggestion that .a  limited vari- 
able tariff be used. The staff recommends 
adjusting only three items: "net investment" 
(most but not all of the components that  make 
up rate base); throughput; and federal and 
state income tax rates. With the exception of 
depreciation, as noted above, other costs to be 
reflected in the rate would not be adjusted, 
according to the staff, but would remain the 
same until EPC sought to change its rate if the 
costs were rising (exhibit 16-1, pp. 13-16; 
staff 's initial brief, pp. 70-72). 

This proposed limited methodology is hardly 
the most direct or least complex way to handle 
EPC's  costs. By picking some but not all of the 
costs to be adjusted, the staff 's approach sets 
up an arbi t rary two-tier system by failing to 
articulate a s tandard to determine which costs 
are or are not to be subject to automatic adjust- 
ment. 

Moreover, the staff would adjust all major 
cost categories with the exception of operating 
and maintenance expenses. This means that 
approximately,.~75 percent  of E P C ' s  total  
annual costs, as calculated by the staff, would 
be automatical ly adjusted (exhibit 16-3, Sched- 
ule Nos. IB and IC). The staff has given no 
reason why it has excluded from this variable 
methodology the remaining costs, about 25 per- 
cent. 

There is another element, fairness to EPC, 
which enters the picture under the s taffs  pro- 
posai to pick and choose costs. Operating and 
maintenance expenses, in particular, tend to be 
affected by inflation, likely resulting in an 
upward spiral of such costs. I f  the other major 
cost categories were trending downward, as 
appears likely, and were therefore causing the 
rate to be adjusted downward, there would be 
no persuasive reason to deny EPC the opportu- 
nity at  the same time to adjust its rate in the 
other direction if its operating and mainte- 
nance expenses were rising. 

I t  would be unnecessary and unfair to com- 
pel EPC to file for repeated rate increases 

FERC Reporb ¶ 63,028 
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dealin8 with • relat ively small  proportion, 
aho~t 25 percent, of i ts  overall costs. The 
s t a f f ' s  p roposed  l i m i t e d  m e t h o d o l o s y  is 
rejected. 

The better a p p r m e h  to handle all of EPC ' s  
cesta, as wea as its ~ p u t ,  would be to 
p r e s ~ t ~  the use of an  unl imited variable  
methodology. All of theae i t ems  would be 
adjusted monthly,  thereby  likely chan|0nS 
EPC's rate  each me~th.  None of this informa- 
tion would be filed with the Commission • t  the 
thne of the monthly adjustments.  Instead,  
wonld file with the Conuats~on annually, • t  
the end of AI~'/I, a writ ten repot't coverinlg the 
m~t recent calendar year  thowinS f ~  each 
month of that  year,  first, i ts es t imated costs 
and thronShl~t, and. ~ec~d,  its actual costs 
and throushput ,  t° 

A co.~dition would be attached to EP~s 
m~thly variable rate which would make the 
rate, as noted, subject to refund. The only oth~ 
oblisation impesed upon E P C  weuld be the  
requirement tha t  i t  file an  annuel  report, a* 
described above, a t  the eod of each A p r i l  
Based upon /**formation s leaoad f rom the 
report, a n y m e  q u a t i m i n s  o~ c h a l l e n S ~  the 
varinble rate  would have the burden to prove 
that  the rate  was not ~ and ressmmble. I f  
the burden were carried, however, E P C  would 
pay  ndunds  wi th  interest,  as calculated in 
accot, dance wi th  the  way that the Commis~on 
Ceml~es intere~ for ether pur0mes (.fee, e4., 
18 C.F.R. § 154.305(hX4) and Commi~ion 
Docket No. RM,~-22, F~RC bV.atutes & Rqru. 
l'timu~ Rel~da~ions Preambl~  19"/7-1981 at 
| | 30,083, 30,099, 30,121, and F E R C  Stotute~ 
and  Re6ulation*, Regula t ions  Preambles  
1 ~ - 1 ~ 5  s t  1 30,412). 

T h a t  the  variable ra te  would be ~ubject to 
refund would not make  i t  • s ~  rate  in 
.my m .  C o n a ~ e ~ t l y ,  the~e would be no 
t ro i s  to s u p p e r  t ~y  notion tha t  the refund 
cond / t /~  mmehow placed a berden upea  E P C  

rewire em a m p t t m ,  dm first mmth far tim 
f u t m  (as ~ t~re), eKh mmth's  rate 
c m ~  d tv~ e~mm*** ~ ea e~lmm d t ~  e~s 
s a d ~ f w ~ t m m d t a u ~ W e u ~ a m m m t ~  
sad tw~ sa sd~stmmt mar.hsal~a kaowa ss a "tme- . 
~q?" to harmmlm a ~ mmth's e~ate w/th toe 
aaml ainu and ~put fw that memh (whi~ 
p m n d l y  m u l t .  la a m ~ m r p  er re~uad), llecaum 
the m ~ a l  c~ta Md tareushput are u~alb/ kaewa 
within tw~ mambo s~t~ the meath h u  ptmed, each 
momh's t rus -~  wmdd d~J  with the n ~ t h  that 
~ u m d  two mmflss e a r ~ .  . 

CmmqumUy, It EPC flkd Ks snnusJ r q ~ t  for 
the mint n ~ t  admdar  year ~mwlaS it* mmthly 
emJmatm d em~ aad thnmShlmt, u weft u its 
Ktusl  c~ts  mvi ~ p u t  .far reds uf tbme mamtto. 
it ~muld urn, Ny, its Y d m m ~  biU to shaw JUt January 
e*t/a~te u d  its Idar,'h b/ll to show the actual filrur~ 
far thai Jsaua:y. 

1 6 3 , 0 2 8  

to prove that  the rate was just  and reasonable. 
So long as E P C  c ~ t i n u e d  to use a variable 
rate,  the burden wonld remain on others to 
prove tha t  the rate  was not just  and reasons- 
ble. 

A refund condition would be prescr/bed here 
pursuant  to section 15(7) while de t e rm/mns  
that  E I ~ ' s  p.'~3osed initial rate  - -  which itself 
is beinlg collected subject to refund - -  mus t  be 
variable,  not  fixed, in order for the rate  to be 
just  and  resmmtble.  The  Commission, as noted, 
has ample authocity to a t tach  such a conditiae 
to the rate.  TAPS, supra, 436 U.S. a t  653-57; 
Chesapeake & O~o R¥., supra 426 U.S. a t  509, 
513-15; see a / w  Amer/ca~ Trtw_k/a~ A s a ' s ,  
suprm, 46? U.S. a t  364-67; of. Y m c o ,  /no. v. 
F / ~ ,  290 F.2d 149, 154-56 (Sth Cir. 1961). The 
need for the  condition would be to nudse  EPC,  
i f  i t  were adjustin8 i ts  ra te  automatical ly each 
month  knowinll t ha t  i t  had • Sreen l isht  to prom 
throush the costs i t  incurred, to t ry  to hold 
down iLs coils by operatin~ in an efficient 
manner.  II 

E P C  would deal with the past and the future 
r e s s rd ins  i ts  variable rate. The pe*t would 
cover the period frmn October 2, 1 ~ ,  when 
EPC ' s  proposed initial rate became effect/re 
subject to refund, until the end of the month in 
which a final order was humad in this case. Tbe  
future  would s t a r t  with the  f irst  day of the next 
month  ~fter • f i n s l  order was issued. 

For the  past ,  E P C  would c o . p a r e  i ts  actual  
costs, eakuht ted  in ~ c e  with the find- 
inss  of this decision, wi th  the  total reveuuea 
rece/vod for that  period based upon the 71 
cents per  b4rreI-initial rate.  I f  the revenues 
ez~eodod the casts, E P C  would pay  a refund 
within 90 days after the end of the mmth in 
which a final order was i~ued  in thls case. On 
the other hand, if the costa exceeded the reve- 
nues, E P C  wo~dd c h s r ~  fer this difference 
within dse m i n e  gO-day period. Throush  t m- 
called complianae f'd/ns made  with the Com- 

" A  refund a m  be ardemJ by the Cemmlm~n Mt 
eely whore a rate I m  b e a  mqxmded wbJect to 
ndund, but In oth~r hatancm u well. Om eamm2e 
would I~  where Lhem t- a vietatlea d a tariH on rue 
with the qency -- inch aa wbe~ a rate b dm.-lud 
which diH~* hum tlm one llsted i- the tLdH, er wbe~ 
an attempt is made to charp ratepa~ fw cmts not 
amid by tlm utr/H. C£. Artam~ Leu/,~am G~ C~ 
v. ~ 453 U X  571, 576-?8 (1981); T. /~M.E./at .  v. 
Ualted ~ 359 U~S. 464, 473 (19S9~, Lond~  v. 

Gre/n Co., 3(M U.S. 516, 
S20-2t ( tg~).  

As aneth~ esampte, a refund can alw b* ordered 
if, tft~ a ~efu~d eenditiun has been Impeld to 
tect the [mblk in.tart, a showin~ tma bem~ made that 
• rate ( a l ~ t  not malxnded) ts ~ just and ruam~ 
ble. ~ .  Te.m-o, supre, 290 F2d at 154-56. 

Federal Emq~ GuMeHn~ 
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mid/on within the same 90-day period, F_.PC 
would show |n detail ,  with suppor t ing  
worki:~pere, the calculations for the above 
deun~O~mtion. 

For the future, EPC would bill for the first 
month in the Jeomd mo~th. This bill would be 
the only one with s single element, an e~timate 
of the ceste and throughput for the previous 
mont~. Thereafter, for each succeeding month, 
the bill would cons/st of two elements: one, an 
estimate of the torts and throughput for the 
immediately preceding month; and two, a true- 
up re]atil~ to the z ~ t h  that ~ u r r e d  two 
months earlier (See footnote I0, supra). 

If  • var/abk tariff were ordered to be used 
he~e, F..PC wo~ld adjust its rate monthly in 
¢~edcrmity with the procedure outlined above. 
However, in view of the Commission's recent 
determina~on in Kup~ruk, s u ~ ,  that the 
agency lacks the power to order the use of such 
a tariff, EPC is not required to use a variable 
tariff in the case at hat. 

C 

A number of c ~ t  questinu renutin to be 
decided in three a rea l  The first area involves 
EPC's rate base. Mesa of the questi~xs relate to 
whether or not the rate bese, which in all 
rcam~thle Hkellho~ will continue to decline 
(as explained above), needs to be reduced even 
mere for variow re~o~s. In addition, given the 
~ l e  ~ of an ever-declining rate 
base, another question concerns determining 
the appropriate juncture to price or ~ the 
rate hue.  Whatever its dollar amount at that 
point in time, the rate base would then be 
multiplied against s weighted Iveral~e rate of 
return on the debt and equity capital in order 
to calculate s so-called return allowance to be 
reflected in EPC's rate. 

The second area deals mere directly with 
F~C's  return allowance. The allowance is 
aHested in part by EPC's capital structure 
(i.e., the debt-equity ratio) and the rate of 
return to be slinwed on the comlmny's long- 
term debt and c c ~ m m  equity capital. Ques- 
tiaras ce~cerntnS these subjectt have to be 
r e . r e e L  

The third area which needs to be addressed 
con~rus INm~e of EPC's expem~, present or 
future, u well as the cmnpsny's throughput 
that are reflected in its current rate. In panic- 
ular, there are various questio|~ concerning 
DR&R, apart from the issue decided above 
r,'41m'ding whether to apply the UOT methedol- 

to recover these ce~t. So long as • variable 
tarill is ont ordered to be uNd here, there are a 
few other m•t tera which will have to be 
decided. 

 m.pa.. 

I, Rate Base 

Alaska and the staff contend, albeit for dif- 
ferent reasons, that EPC's rate base should be 
lowered. The company disputes these conten- 
tions. 

(a) Overhead cats ,  also known as indirect 
costa, cannot be attributed directly to a specific 
activity, facility, or piece of hardware ('Yr., 
e.g., 536). Alaska, but not the staff, contench 
that about $2.9 million of the Endicott pro- 
ject~s overhead cesta have been improperly 
included in EPC's rate base. 

Accorclins to Alaska, about $2.5 million of 
this total should have been assigned to the 
project's preduction |unction, not its transpor- 
tation or pipeline function, in acem~lance with 
an allecation process or arrangement which the 
Endicott partners had worked out for costs 
shared by the preduction and transportation 
functions, Alasha goes on to a r i s e  that the 
remaining balance, about $.4 million, dealt 
with the project's oil wells and, thus, a/so 
should have been s~sil~ed to the production 
function, rather than the transportation func- 
don. Alaska's arguments are rejected. 

With reaard to the $2.5 million, Alaska 
advances a rather labored, esoteric argument. 
The argument seems to boil down to an asset. 
tion that the Endicott ]~u'tnen have irrevoca- 
bly bound themselves by a "completion 
agreement," especially exhibit B appended 
thereto (exhibit 1-4), to assign overhead costs 
to the transportation function in accordance 
with "conceptual ratios/formulas'" (Initial 
brief, p. 36) which cannot be changed and 
which are contained in two underlying decu- 
ments: pipeline allocation tables (exhibit 3-16) 
and a facilities description paper (exhibit 
13-22). 

Contrary to Alaska's assert/on, the comple- 
tion agreement does not indicate in any way 
that the p~r~ners have locked themselves into 
unalterable rat ics/formuiu spelled out in the 
documents mentioned to assign overhead costs. 
In fact, the agreement specifically recognizes 
that the partners have preserved their rights to 
question and perhaps change, among other 
matters, the ass~nment of costs to the produc- 
tion or transportation |unctJo~ (exhibit 1-4, 
pp. 7-9). 

The fact that one of the underlying docu- 
ments, the facilities description paper, states 
that i t  is referenced in the completion agree- 
ment and serves as the Ixtsis to divide or 
costs between the production and transporta- 
tion functions (exhibit 13-7.2, p. i (Bates No. 
00052)) is not inconsistent with the f indinp 
above. That a document is the foundation of an 
agreement scarcely means that  conclusive 
weight must be given to the document in all 
instances or that no other data may be relevant 
to construe the agreement. 

¶ 63,028 
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EPC states, and there is no r e a t ~  to ques- 
t im the fact, that  yet another document known 
at  the project ai/or~ttlm table (exhibit 13-|0) 
ah,o h ~  been used by the Endicott panners  to 
assign Overhead co, ta to the production and 
t ransimrte t ion functions.  Thoush Alaska 
mmerta tha t  the Par tners  never formally 
adopted this document, it has failed to show 
why that  inact/o~ was critical or how, in fact, 
the Partner~ ever formally adopted the other 
two deCuments and made them conclusive. 

Far  more important is the fact that  the 
Endicott l~: tnen were ~ for years, dur- 
ing the preconstruction and construct ion 
s t e ~ ,  with estimated c~ts which could affect 
the ailocatim~ between the praductie~ snd 
tran~ocr"ttion f t m c t i ~  Once actual coots 
were known, and a harder Ionk was s iren a t  to 
which costs should be aUEgned to which func. 
tiOn, i t "  ~* net ~ r p r i ~  that some adju,tmonta 
had to he mede. 

For example, EPC points out that  while the 
earlier document, had a t a l l n ~  eerteta . . . .  
enFlnem.i~, and o=,,eraz 

.... -e ~ t  overhead costs to 
the tran~portatlon function, the Endicott part- 
ner~ later di~:overod that it was error to have 

Alaska claims th t t  this amount is related to the 
Endicott oil wells and, thus, none of it shonld 
have been assigned to the Project's transporut. 
tio~ function (exhibit 13-0, pp. 37-43). E I~ ,  
the other hand, states that  o~t of the total co~ts 
covering the project's general engineering and 
managemont overhead, ahnoet 95% hat been 
assigned to the production function (whether or 
not it spectfieally relates to the wells), and only 
the remainder of about 4% has been auiSnod to 
the transportat~mt function (exhibit 3-11, pp. 
21-22; see a/zo exhJhit 3-10). 

By not challenging or refuting El~s state. 
ment, Alaska has failed to show that  the 
Endicott Par tnen  aheuld have atslguod eve~ 
more of the*e OVerhead c~ta  to the productt~ 
f~ncUon. There is no reas~abie ground to 
remove the $.4 million from EPC's rate I~t~e. 

(b) Env/rmunentai mon/torins 
have been iml~*~d upon e b l i s a t i ~  

the off*bore Endicott 
project by the U.S. Army Cm'~  of En40neer s 
(exhibit 2-20). The Endicott Imrtners have 
divided the~e couta, about ~8~f~22%, between 
the production and ~ P o r t a t i o n  funcUorta, 
respectively (exhibit 3-11, pp. 26-28). The 

/ncluded euch cesta. Thlm thrOUlgh the project c l s l n ~ ,  that  too many envtrenmental ,.,~,. ailecat/on table the error was corrected, result, staff, but not ~ ,  cludlenses ~ allocation, 

in8 in an adjusted reduct/4m to ~ s  rate be~e tion. A more a l~ 'opr la te  divia/on of the coets, 
- - r e  m e .  m. med to th+  t+o. 

of ahe~t 11.1 million (exhibit 3-11, at pp. ZZ-Z3). 
On the other hand, EPC indicates that the 

Partners aim discovered the earlier documents 
fsik~ to ~ certain overhead cmts auecl- 
atod with North Slope craft  manhours to the 
~ t i m  function. When this omlmu~on 
was cocrected t l tron~ ".he lau,te~rojec taUaca. 
tlon table, it  caused an adj i n c r e ~  to 

accordins to the staff, wuuld be about 89% for 
production, 11% for 
18-1, pp. t ranspm~tio~ (exhibit 

11-14, exhibit 18,8). 

The s taffs  arllument would have the effect 
of to~.rins . E ~ ' s  rate t ~ e  , ,  we~ 
operauns  ano mamtenance expenses to t l~ 
reflected in the comi~ ty ' ,  rate. Prior to the 
commencement of E l ~ ' s  r " 
~ e c t ' s e n ~ , ,  . . . .  , __  . ope. a t z ~ ,  the 

--~-~-,.,,,4u mot~torlng celte were Qtp. E P ~ s  rate I~zze of about $3.7 million (exhibit" i~]ized by the Endicott Partz~rs - -  
3-11, a t  pp. l&ls) .  The !3.7 mil l t~ Increa~, recovery was deferred and s ~ - ~  i.e., cert. offmt ~minst the $1.1 ~ reduction noted 

- . . . .  r a~  ease of about ;2.5 arsumont woeld effect/rely m/nt~ (ezh/~t 13-S~ reduce the rate ba*e by about t ~  , ~  , . .  

• " "  ~ its rate base u 10). - - ' - '  p" ~u, m ~  exhibit 16.1, I~ 

t--~.mtl,  alte~ all, a t  After EPC's operations began, the partners 

. . . . . . . . .  to oe SUl~to~thtHy above the ~"'."'ym~uuttCml~(~thil~t3.1],p. 26) Thus, 

.,,-tram, zmaz co, te of about $55 7 million oqpnnms w/th October 1 ~ 7  the ~ . 8  have 
• been recovered immediately,  presumably ( exh~ t  3-0, p. 9; exh/b/t 3-10, e~ ib i t  4.0, p. 

~ ' t ~ d . V ,  ~ hal  given m ~ t t m l  thrmqgh monthly billinfft. Fat" 1 ~  aims,  the 
t it  wants ~ to be ~ the earlier, s taff 's  argUment wmdd effectively reduce 

~ s c e o t  estimates to determine the corn EP~ ' s  envfro~montal expenses end, cam+e- 
,* to  . . . .  " by  . b o u t  m e . t o o  f t . . . . , .  s o ~  ..... ..,.v, ~ tl hO 

. . .  . . . . . .  m. z ~  EI~C into cmt.tllecatioa "~"~ ' t ° '~z ,P .  Z6, witbexhib/t 16.1, p 1 " ' "  exhibit . O, aad  ~-~,m~um m ~ OVerhead ~ 16.2, Scbedule NO. IB). 

• " e - , ~ , m s  ~no ~ e n t  overhead cmta, between the ~rod---+. tor ia l  ts 

Ftdw~ tnwlW Q t m b t k ~  
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functions by using the same ratio that it has 
been appiying. 

As an eHshore vtnture, the Endicott project 
,:onaisu of various manta•de facilities, includ- 
ing two production islands and two catup..wtys. 
One cam~way runs perpend/cular between the 
~ h ~  and an i n ~ f l o n  p~nt  with the 
lecond causeway, wh/ch /inks the two islands 
(See Fill. 2 appended to exhib/t 2-20). The 
causewlys have beem built with gravel. 

The Endicott partners and the staff ,q~ree 
t hat the gravel cmta shonld be the I~utis m~d to 
allocate the environmental costs. But to deter- 
mine EPC's share, the panner• limit the costs 
to these aeso¢i•ted with the first cAuaeway 
rely, between the shore and the intercmmec- 
t im  pofnt with the second causeway (exifibit 
3-11, p. 26). "[lut staff, on the other hand, 
irxludes net ~ those costs, but the St•vet 
crass aueciated with the aeeond inter-island 
ctmeway as well (exhibit 18-1, p. 13). 
The res~ that the partners take • mere 

limited approach is b e ~ u ~  they claim that the 
ring causeway is the primlu7 ~ for the 
evvinmmontal m~l ter ing  cOSts. Aconrding to 
the partoors, if this cam~way running perp~- 
di~mlar to the shore had no breaks or breaches 
in it, • de~-end effect would be produced. 
which would cause an adver~  onvtronmonUd 
impact upm water circulation, chemistry, and 
fls~ ~ in the Beaut~t Sea. Consequently, 
the Cerpe of Ensineers ordered two breaches 
20) and 500 feet in length, respectively ~ to 
be made in this causeway, while reserving the 
power to ordor a more lengthy breach to be 
added in the same ctusewsy at s later time, 
depe/~ding upon the offectivenm of the first 
two breaches in mitigatins the environmental 
omcerns (exhibit 3-11, pp. 27-~8; Tr., e.g., 
34~t I ) .  

The sudf ~ not all•irate Endicott's state- 
ment that the first cam~-way is the primary 
re•ran for the project's environmental mmkor-  
ing cross. Instead, the staff focuses on the fact 
tha~ the C e ~  of Engineers is cmcorned about 
the Endicott pm~ct 's  envimnmontal impect 
upe~ • bt'md s~udy area swoeping well beyond 
the project itself to the west, east, and north 
(exhibit 2-20, p. 3, and Figure 2 appended; 
ezh/bit 18-I, pp. 12-13). Consequently, the 
staff c~tenda that it is appropriate to include 
the ~ v ¢ l  costs s~o¢iated not only with the 
first c.taeway, but with the second causeway 
as well, to determine an allocation ratio for 
EPC~s share of the envinmmental monitoring 

T t e  staff's srSumt~t proves too much. An 
e~mmination of the vnvir~mont~l study ILre~ 

shows, for example, that it even covers Prudhoe 
Bay, which contains massive oil reservoirs 
dependent upon TAPS for transportation. 
TAPS, supra, 436 U.S. at 634. The staff has 
neither shown nor even suggested that the 
Endicott partners are to be Financially resp~-  
sibie for any environmental impact upon 
Prudhee Bay despite its being part of the 
Endicott study area. 

The Endicott partners have made enough of 
a showing to establish that the rL~t causeway, 
between the shore and the interconnection 
point with the second/nter-island causeway, is 
in fact the primary cause for the envinmmen. 
tal monitoring costa being incurred by the 
Endicott project. There is, cemequently, • rea- 
sonable bash to adopt the pertners' method, 
rather than the s taffs  proposed method, to 
allocate the costs between the production and 
transportation f u n c t / ~ .  Endicott's method is 
far from arbitrary, as can be seen by the fact 
that more than three-fourths of the environ- 
mental cmts are still amgnod to the production . 
function. The ratio that Endicott is to continue 
to use is 21J~P~t for trsr~portstion. 

(c) During the construction period of a pro- 
ject like an interstate oil pipeline, there is usu- 
ally no current charge to ratepayers for the 
sesoc~ted custs. Once service begins, these pre- 
operational costs are included in rate base and 
• charge starts tobe assessed for them. tz 

Amo~g the pre-operat/on~ costs is an "allow- 
ance for funds used during construction" 
(AFUDC). This represents a re~urn allowance 
which accrues or accumulates on the debt and 
equity capital used during construction. 

Alaska contends that EPC's AFUDC, as now 
reflected in the coml~ny's rate bi~e, is um high 
for va r io~  reasons. The staff joins EPC with 
regard to one of these reamnJ, sides with 
A/asks as to another rease~ while quarreling 
With both the state and F-.PC concerning two 
other ~ .  It is concluded that EPC must 
reduce its rate base because of its treatment of 
AFUDC. 

Construction of the Endicott pipeline began 
in 1985 befoce EPC was formally created. 
When EPC was htter established in 1986 and 
charged with the task el both completing con- 
ttruction and operating the pipeline, it paid in 
December 1986 tbcmt $31 millloa to the parent 
which had borne these pre-operational costs. 
Included in the $31 million-total was an item, 
labeled interest, of about $1.6 million for the 
carrying charges on the funds expended durins 
omatxuctton prier to the transfer of respomtibtl- 
ity from the parent to EPC (¢xhihit 3-7). 

~ Thl thaws will lactude a ~turn sUmmnce on 
tht mtt barn's mtsumdinS t~mc¢. T~s clar~ sire 

will include • depreciat/en-comp~ent to r~cover the 
debt sad equity caplttl iave~ed. 

nine nmm ¶ 63,028 
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I t  is that $1.6 milUon in carrying charsas 
which Alaska contends should have baen 
treated as AFUDC. EPC does not refute 
Ahudm's argument. Neverthele~, after first 
l/mit/nt the AFUDC ameunt as Alaska luu 
done (exhibit 3-7; Tr. 20584~,), E I ~  later 
revlzed its appreach and increased the amount 
to about ;2.98 mill/on (exhibit 4-43). I t  did m 
by ~ on • technique used by the 
staff, which terJmique ~ albeit net preducins 
quite as high a number as EPC's revision 
still inflates the company's AFU-DC (exhibit 
19-2; T:. 20f~452). 

Even thm~h the staff citims that it luu used 
the ~uae technklue in o th~ oil pipeline 
- -  i.e., igno. the actua~ c•rrying charges paid 
by an affec' ~.ompany and substitute a hy0o- 
thet/caln~ I , - -  , it bas failed to pmve that 
the billher, ..; pethetical substitute is ~ -  
ble. Where • ~ p a n y  has incurred actual 
cmtJ, it is far bette~ to use tham coste for 
ratemakln8 purp~e~ ~ shoukl not ben~it 
frmn • hypothetical apim~ch that has not 
been shown to be sound. In addition, the cmn- 
party is to use the actual date l~id, not an 
earlier "cash call" date, to calculate its 
AFUDC (Tr. 2~,I-64). 

There is a second ~ why E I ~ ' s  AFUIX~ 
is ton biSh. EPC treats tba AFUDC as thoush 
it o0mpotmds monthly (exhibit 4-4)"). Alaska 
and the staff, on the other hand, treaz the 
AFUDC as thonsh it r~npounds semiannually 
only, thereby producing a lower AFUDC 
smmmt than E P ~ s  exlculation (exhibit 12-0, 
p. 14." exhibit 19-1, p. 6). 

The compounding methodoiosy used by 
Alaska and the staff is o0rrect. The Commis- 
sion h ~  been using the semianmm2 appr~ch 
fer years to calculate AFUDC with regard to 
other resul ted  entities, and EPC has failed to 
erphtin why an ~dl pipeline should be treated 
diffe~ntly (~ee 57 F I ~  608, 612, reh'6 den/e~, 
59 FF'C 1340, 1344-45 (1977); Tr. 594). 
In vlew of the fact tlutt a TOC methoclolo|ly 

I m  beon reje~Uxl In t l ~  u.*e, there is •o need 
to ackimm • couple of other AFUI~ is~ez 
which Aisska has raised (Initial brief, p. 45 
• .156). The flaal AFUDC smmmt is, of course, 
dependent upon mx, h qemtiens as the appro. 
lmdate debt-equity ratio for E ~  and the 

rate of t~tum to he allowed on the 
c~aim,l~y~$ ~ equity eapiteL I t  ls her~ 
where the steH quarrels with both E I ~  sad 
Ahu~u~ Tbem quesUom will be remived belew. 

(d) ~ ~ with AlUlm and the ~aff  
Umt ite rate h e n  ueede to be reduced beexuze 
of an ~ e u n t  known as "accumulated deferred 
i n a n e  taxes" (ADIT). Hewers ,  fe~ part e( 
1987 (bes/nnins in ~ when the Endicott 
pi]pel/ne w~mt into tervico) ~ into 
of 1988, there is a dimsreemont as to whether 

163,028 

the reduction should have been for a larger 
amount or balance, as Ahudca and the staff 
centend, or only part of that amount, as EPC 
asserts. Alaska's and the staff's pmition is sun- 

As a partnership, EPC itself does not pay 
income taxes. The taz cemequoncos of EPC's 
operatie~s are passel ~ to its respective 
parents which have formed the parmership. 

Since October 1987 when the pipeline went 
into service, EPC has been depreciating its 
facilities at a much more accelerated pace for 
income tax pm'oeees than for ratemaking per- 
pines, even with the use of a UOT methedoi- 
oilY. Consequently, for nttenutki~ purposes in 
the earlier years while EPC is still enjoyins the 
benefits of acceleTated depreciation for income 
tax purposes, EPC's rate reflects a higher 
amount of income taxes to be paid than at that 
~uncture is actually ixtid to government tsxing 
authorities (see exhibits 4-5.5 and 4-5.9). This 
is because, under a "tax normalization" meth- 
odelogy which this Commha/~ uses, there is 
le~ depreciation m be deducted from revenues 
for ratemakinlg or ' ~ o k "  p ~  than is the 
case fec inceme tax Ixtrl~ses..~ee, e.f., FPC v. 
Memp/6s ~ t ,  Gas & Water D/v/s/on, 411 
U.S. 458 (1973); Memphis Li6bt, Gas & Water 
D/vls~m v. FERC, 707 F2d 565, 5~8 (D.C. 
Cir. 1983). 

To keep track of this difference in taxes (for 
ratemakinll as contrasted with actual income 
tax purpose*), an ADIT account is used. While 
the balance in this account will continue to 

m long as tax depreciation exceeds the 
ratenutldnll or bonk depreciation, the balance 
will start to decrease when the book deprecia- 
tion exceede the tax delneclation. Tbe baiance 
eventually will "zero out" or disappear alto- 
gether when the single-asset Endicott pipeline 
is completely depreciated for ratemakin8 pur- 
p e s ~  

Generally, the Comm/s~m requires a regu- 
lated company's ADIT balance to be sub- 
traoted from rate base (see, e4., 18 CJ r .~  
~J35.2.TA'bX2) and l$4.63a(bX2)). This is 
becatu~ ADIT repreze•ts ccet-free exp/tal, not 
omtributed by the shareholders, which is avail- 
able for use by the company. Given the fact 
that, through tax normsJiaation, ratepayers 
bear the b~rdon of a Srexter ~ tax allow- 
ance Oum is at that time due to be ~ to 
governme•t •uthor/ties, the •~e•cy's v/ew is 
that the retepayers should receive the benefit 
of their h i~e r  paymenta through a r e d u ~  
to rate b4ae ze tlmt the coml)4ny does Ilot earn 
a return (which es~ntially reflects • cmt of 
capital) m the ceot-free funds. (See On~r  No. 
144, FERC Statutes & Refulation*, Re4rula- 
tlons Preambles 1927-1981 | 30~254, • t  p. 
31,558 (1981), reb'ir dealed, Order No. 144-A, 

Fmhmd Emqf f  k k k d l a m  
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F E R C  Statutes & Regulations, Regulations 
Preambles 1982-1985 ¶30,340, at p. 30,138 
(1982), a f r d  sub nora., Public Sys tems v. 
FERC,  709 F.2d 73, 83 (D.C. Cir. 1983)). 

EPC, as noted, does not quarrel with the fact 
that  A D I T  should reduce its rate base. How- 
ever, based upon its interpretation of the Com- 
mission's "stand-alone" policy as set forth in 
Columbia Gulf  Transmission Co., 23 FERC 
¶61,396, at  pp. 61,857-60 (1983), a f t 'd  sub 
nor,., Ci ty  of Charlottesville v. FERC,  774 
F.2d 1205 (D.C. Cir. 1985), cert. denied, 475 
U.S. 1108 (1986), EPC contends that  it only 
has to reduce its rate base by part  of the A D I T  
for portions of 1987 and 1988. According to the 
company, this is because during its initial year 
of operation the tax deductions due to acceler- 
ated depreciation exceeded the revenues gener- 
ated by the company so that  it did not record 
as ADIT  the portion of depreciation which had 
been unused (Tr. 611-12; exhibit 5-1, p. 6; see 
also Tr. 2012). 

Alaska and the staff challenge EPC's  inter- 
pretation of the Commission's stand-alone pol- 
icy. They are correct in doing so. EPC must 
reflect as A D I T  and thus reduce from rate base 
the entire difference between tax depreciation 
and book depreciation for 1987-1988. 

In Columbia Gull, the Commission specifi- 
cally addressed a hypothetical situation which 
is the precise question presented in the case at 
bar. As the Commission explained, if it is the 
regulated enti ty whose rate is being examined, 
and it is the one (rather than other affiliates) 
producing excess deductions, then the enti ty 
must immediately reduce its rate base by the 
tax effect of the entire excess, the A D I T  (23 
FERC at pp. 61,858-59). This is the stand- 
alone principle which the Commission has 
adopted (id. at p. 61,860). 

Nor is it right for EPC to suggest that  in 
1987-1988 it had any unused deductions. The 
fact is that  EPC's  parents received the imme- 
diate benefits of EPC's  "excess" deductions 
through the lowering of their respective taxes 
(Tr. 611; 723). 

This is not the first case where the Commis- 
sion has dealt with the question of whether a 
regulated enti ty must reflect in its rate the 
entire tax savings generated by so-called excess 
deductions. In Trunkline L N G  Co., 45 FERC 
¶61 ,256 ,  a t  pp. 61,781-83 (1988),  a f t 'd ,  
Trunkline L N G  Co. v. FERC, 921 F.2d 313, 
320 (D.C. Cir. 1990), the Commission has been 
upheld in ordering the entire tax savings to be 
reflected in the rate. EPC must do the same 
here. 

There is no need to resolve an additional 
question concerning ADIT, whether it should 
be deducted before or after trending the equity 
rate base, in view of the fact that  a proposed 

65,155 

TOC methodology has been rejected in this 
case. 

(e) At times, a regulated company's  rate base 
is increased by a "working capital" allowance 
to reflect the money which the company itself 
puts up or advances on a short-term basis to 
finance the service provided until it is compen- 
sated or reimbursed by its customers. EPC 
claims a working capital allowance of $306,000 
for 1987 and $438,000 for 1988 (exhibit 4-5.1). 

The staff seems to agree that  EPC's  rate 
base should reflect some amount  as a working 
capital allowance - -  at  least for 1988, but not 
for 1987 (see exhibit 16-4, Schedule No. 4A & 
B, p. I). However, in the staff 's view the 
amount  should be less than half of what EPC 
seeks, about $141,000 (id. at p.2). 

Alaska, on the other hand, contends that 
EPC has failed to prove it is entitled to a 
working capital allowance for any year. Alaska 
is correct. EPC must eliminate any such pro- 
posed allowance from its rate base. 

EPC does not even suggest that  it presented 
adequate evidence justifying a working capital 
allowance. Instead, it relies on what is alleged 
to be a rule of thumb which the Commission 
automatical ly allows in every case where a 
regulated company does not present specific 
evidence to support such an allowance. Accord- 
ing to this so-called rule, a company is permit- 
ted to claim as its working capital allowance 
one-eighth of its total operating and mainte- 
nance (O&M) expenses - -  sometimes referred 
to as a 45-day rule. As EPC views this matter,  
it is not overreaching because it is seeking an 
allowance of only one-twelfth, rather than a 
larger one-eighth, of its total O&M expenses 
(exhibit 4-6, p. 34). 

Contrary to EPC's  assertions and intima- 
tions, the Commission has no-blanket rule on 
this subject covering every industry that the 
agency regulates. Rather, at  the present time 
the Commission treats the natural gas and elec. 
tric utility industries differently, applying a 
45-day rule in one industry but not the other. 

Under the Commission's present regulations, 
a natural gas company is presumed to be enti- 
tled to no working capital allowance at all 
unless it adduces hard evidence justifying such 
an allowance (see 18 C.F.R. §§  154.63(f), 
Statement  E, and 154.63b). On the other hand, 
no tw i th s t and ing  the Commiss ion ' s  r a the r  
murky regulations presently applicable to elec- 
tric utilities, in the absence of compelling evi- 
dence to the contrary, a one-eighth or 45-day 
rule is used, subject to possible downward 
adjustment,  thereby permitting a utility to 
receive a working capital allowance (see F E R C  
Statutes and Regulations ~ 32,478 (1990) (ter- 
mination order of proposed rulemaking on cal- 
culation of cash working capital allowance for 

FEnC n,mrt, ¶ 63,028 
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electric utilities); C.a.'~na Power & L~ht  Co., 
6 F E R C  161 ,154 ,  at pp. 61,295-96 (1979),  
efPd m other ~mmd~ sub na~, Electr~Citle* 
o~ North CsJ~J~ v. FERC~ 708 Y2d 783 
(D.C. Cir. 1~3)).  I~ 
Whatever the Commiss/on's reunos for usins 

different standards on the natural Su and elec- 
tr/c s/des rqpud/m~ a w~k/ns  capital adiow- 
ance, EPC ba~ made no eifort to show why it, 
an interstate o~l pipeline, should he tre~tod the 

as an interstate electric utility ~ differ. 
ent from an interstate ~ pipeline. Moreover, 
EJE~C lumps tMether varioua compenents which 
make up wm'k/n~ capital ~ such u materials 
and suppl/es, ~ e l ~ y m ~ ' , ,  and cash w ~ n 8  
capital (exhibit 1-8~, s t  p. 4; see a~o 18 C .F~ .  
J J35.13(hX12Xi)-(fl) and 154.63(0, State- 
merit E). Yet, even ou the electric side, a 
45-day rule aPi~/es ~ to cash ~ k / ~  cap/- 
tal, not the other eompon~ta (See, e.g., Cam- 
/tea Power & L ~ t  Co., s u ~ ,  6 FERC at pp. 
61.29S-96). 

The Commi~on itself observed in W'd/huns 
(pre-Farme~ Un/on 11), which it reaffirmed 
after judicial review (31 FERC 161,377, at p. 
61J~8), that the cash wctkins capital require- 
merits o~ o/l Pil~Hmm are '~ninimal" (21 FERC 
f61,260, at p. 61204 n~186). Ill these cbcum- 
stances, there is simply no reawnable around 
for E I ~  to ChLim thst it can ,~t back, chom/ng 
to i n . n o t  no evidence m cash w~ldns capital. 
and still expect to receive an automatic allow- 
ante which increues its rato hue .  

Nor has EP~ proved that it is entitled to a 
w~klnS capital allowa~e for such othe~ com- 
pments as materials and supplies o¢ prepay- 
ments.  EPC hes not refuted  Alaska ' s  
statements that the company's bnoka and 
records show a "zero level o~ inve~ments in 
materials and S~pl~lies" foe either 1 ~ 7  w 1 ~ 8  
(ah/b/ t  13-0, p. 42). A~ for im~symenu ,  EPC 
has not den/ed A/uha 's  c m u m t ~ m  that two 
items - -  property t a m  and r/sht-~-~ay nmt- 
~ at first b~ueh appear to be prepay- 
m ~ t s  made by the company are, /n effect, 
offset by tarl~ c h a r ~  which the co~[~ny 
cullects from its p s r u n t - ~ u m m ~  and accrues 
in ~ M its own p ~ y m ~ t s  (/d. at  pp. 
4S-~. 
Thno~b the CommL~no's m,H has U~en the 

0m/tlm that ~ should receive a w~]d~s 

capital allowance for I ~ ,  limited to prepay. 
men~, it has been unduly ~*nerous to the com- 
pany. The staff has not shown why EPC sho~dd 
receive such an eHow~ce. Nor has i t  pe/d 
enoush attention to Alaska's arguments or 
F_,PC's failure to rebut thane arsuments. 

(0 The final que~lm cnoceminS EPC% rate 
base is determinln8 the appropriate juncture to 
prfce or a~eu that do/hit a~o~nt. If EPC were 
required to adjust its rate monthly, the com- 
l~my's rate base would be assessed by averas- 
ins the amount at the besinnin~ and the end of 
each m~mh. 

As noted, there is a reaze~able I/kelihood that 
EPC's rate ~ will continue declining. Come- 
quently, it serves the company's tnter~t  to 
conumd, u it does, that the rate base shoed be 
assessed earlier rather than later m that its 
return allowance will be hlgher. Aluka  a~d the 
stoff, no the other hand, arsue fee ~ m e  type of 
a v e r q i n s  procedure to auure that the rote 
base and, thus, the return aliowan~ are not 
oventat~L 

An av~rasinS tochn~no would be a m ~ e  
reammable a p p r u ~  where a comp~my's rate 
ba~e is decl/n/M. To t r a ~  the m ~ t h ] y  ~ t  
chans~  that would occur, EPC would sverase 
the rate bese month/y rather than annually. 

I t  is r e ~ s n i s ~  that certain rate ~ items, 
such as ADYF, could not be determined with 
pFec~m each mmth.  ~ would be mrpe(t~d, 
however, to appr~a~ate such items with tea- 
r u b l e  ~ ~ upon experience 
u reflected, for example, in past tax returns 
flied by its I~rents. 

Became a var/ab]e tarHf cannot be ordered 
to bu used in this ca~e u a result M the Com- 
m/~ion's recent determtnar.i~ in Kupsru~  
~upta, another method needs to be used to 
a ~ e ~  the rate Ixtae. To uaesa ~ s  rate b a e  
at a specific pu/nt in time, in effect taktns • 
map~hot ~ it at ~ l~rt/cular juncture, ~Hl not 
be reflectins reality s i ren the fact that this 
dollar amount is ever d~iin~n~ Neverthete~, 
for ~ here in ruder to calculate its 
return allowance, EPC is to use whatever the 
~pany's rote base was on December 31, 
1 ~ 8 .  

u On tbdr f~e, Um rqulattms mere to c,dl for 
~ utility to ~ mush  b d ~ t i m  

~ m  the UmlM d l~ cs~ ~ Md m i m b ~  
~ U  in o ~ r  ~ the Commbs~m to deu~rm/~ 
whs~h~ • ~ k l ~  caSUal ~ will be immlt- 
~d ( ,~  18 C~'JL 13S.1~hX12Xfl)). ~ the n ~ -  
Istims do n~ stats is thst ewn in th* *berate of such 
/nLwmat/~, ae w ~  u any ~vld~z= w the cuetraW, 
the Cml~u~e/m~ ~ wtlJ spp|y s 4q-d~y rtde 
u dwcr/~d ~ 

163,028 

1 ~ s b u a } d c i s d l y l t s r q u l a t ~ m m  
tbaL t ~  p u b ~  ~ S  n ~ a w ~ S  e ~ m ,  t .  ~ 

FJd 9~,  971 (IK Cir. ISSP), whm Um Fln~ Ch~it  
hd~,,~ ,h-t ~ Ccmm/m~m had rs~tmd ~ r~ds -  
~ i n ~ s / ~  s ~ u ~  buntm up~ sn e~tric 
uU~ty w ~ *  w o t ~  cs/~u~ a / ~ , a a ~ ,  b ~  t h ~  
mc~ revimd nqlulsti~J dM ~ app/y ia ,~ .  ~ m -  
s u u ~ s  ~ t ~  ~ s ~  

Fedm'J E n e q f f ~  
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2. Return Allowance 

F..PC's return allowance is intended to com- 
perorate the company, after taxes have been 
paid, for such cesta as obtaining and making 
use ot debt and equity capital. In addition to 
the rate b~v  questions decided above, EPC's 
return allowance wil l be affected in part by the 
eomlmay's capital structure as well as the rate 
of return to be allowed on the cmnpany's long- 
term debt and common equity capital. 

(a) A regulated company's capital structure, 
its debt-equity ratio, can materially influence 
its return allowance. Part  of the reason is that, 
for ratemaktug ~ ,  common equity is 
deemed to be a greater financial risk than 
older  debt or preferred equity capital and, 
thus, is enUtled to earn a higher return. 

The ~'eater risk arises from the fact that 
debt and preferred equity each outrank, com- 
mon equity with regard to a regulated com- 
pany's e a m i n p  and anets. Bondholders have 
the hishest claim on the company's earnings 
(for repaymeht of all related debt c~ts)  and, in 
the event of the company's insolvency, on its 
remaining a~ets. I f  there is any preferred 
stock, it has the next h i shu t  claim with respect 
to dividends to be received and, ff the regu- 
lated company were liquidated, whatever 
amvts remain after bondholders have been sat- 
~f~d. 

While a wrltten promise for these payments 
or ea t l t lem~ts  is given by the resuiated com- 
pany to bondholders and any preferred share. 
l~dere, no such written commitment is made 
to cmmncm shareholders. The latter have the 
io~mt claim to dividends (ff such payments are 
made at all) and, in the event a / the  company's 
b, mkruptcy, to the remaininS a~etL 

There is ~ reasoc, why, in addition to 
the return allowance, common equity capital 
inflates a resulated rate. Income taxes are 
owed on the return for equity capital only, not 
for the debt capital which gontrates tax- 
de~uctible intere*t. Acco rd~ ly ,  for ratemak- 
ine ~ ,  an income tax component needs 
to be reflectad in the rate to assure that the 
C~nl~ny is made wh~e for its equity capital 
alter tams have been paid. 

For rstemskin8 Imrpcs¢% them is a stroug 
imitative for a regulated company to Nek the 
hilhest commoa equity ratio pou/ble. Con- 
vermly, these advocating a lower rate attempt 
to hokl down the same ratio as much as pmsi. 
b;e. 

In the ~ t  ~ ,  it is not surprising that 
among the three parties ~ seeks for itself 
the ~ c o m m ~  equity ratio, 70~, with a 
debt ratio of ~'&. Nor is it s ~ u g  that 
Alaska, ¢onvereely, rm:ommem:la for EPC the 
k~est  common equity ratio, 30~, with a debt 

ratio of 70%. The staff, on the other hand, 
urges that EPC's debt-equity ratio be divided 
evenly, $0~-50~. The staff makes this recom- 
mendation even though its own presentation 
shows an average common equity ratio for a 
group of oil pipelines, which it regards to be 
comparable to EPC, of 56.5% (exhibit 15-1, p. 
7; exhibit 15-2, p. 7). 

These disparate proposals merely underscore 
the fact that EPC does not have its own capital 
structure,  as the company acknowledges 
(exhibit 4-7, p. vi; Initial brief, pp. 13-14 and 
19-20). This means that EPC dor* not issue its 
own debt, nor is its stock traded publicly. Thus, 
every party, even the company itself, is recom- 
mendiug the use of a hypothetical capital 
structure for EPC. 

EPC arrives at its prop~.d hypothetical 
structure of 70~ equity, 30~ debt by taking 
the actual capital structures of its respective 
parents at the time EPC itself (i.e., the part- 
nership) was formed in October 1985, weighted 
by their respective ownerthip shares (exhibit 
4-7, pp. vi and 23, and "Exhibit I0" appended 
to the document). According to EPC, it has 
used its parents' capital stn.,cturea because the 
Commission in W////mns (pint-Fro'mere Uafon 
~ )  ordered that this appr~ch be taken. 

While the Commission in Williams (Opinion 
No. 154.B) seemingly announced that it would 
use the Actual capital structure of an oil pipe- 
line or its parent for calculating a return (31 
FERC at pp. 6 1 ~ 3  and 6 1 ~ ) ,  it went on to 
qualify the announcement. I t  would "allow 
Imrticilmnts on a case-specific basis to urge the 
use of some other capital structure" (id. at p. 
61~3). 

Taking the Comminion at its word, Alaska 
u rg~  that a different hypothetical structure be 
used for EPC because the parents' own struc- 
tures, given the diversity of the parents' opera- 
tions, do not accurately reflect the limited 
pipeline operations of EPC. In Alaska's view, 
EPC cmfld have borrowed 70~ of its total 
capital requirements if it had not been affili- 
ated with the Endicott producers because the 
producers, in turn, would have been willing to 
give so-called throughput guarantees to the 
"independent" pipeline in order to secure lower 
transportation rates. Because interest pay- 
ments on debt are allowed to be paued through 
a rate, Alaska sees a 70~ debt as being attaina- 
ble and not pusing a financial risk to a regu- 
lated entity like EPC (exhibit 140, pp. 55-68). 

Alaska is right to question EPC's proposed 
use of its parents' capital structures as a proxy 
for its own structure. But it has failed to justify 
a 70% debt ratio for the pipeline. Alaska's 
theory is laden with too much conjecture. The 
theory also leads to a dubious conclnsion that 
virtually any regulated entity's capital strut- 

¶ 63,028 
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Sure can consist almost entirely of |on,-term 
debt. Any I~sine~m enterprise, whether regu- 
hated or not, can be courting financial problems 
if it is too highly leveraged (C[. Tr. 1516; 
1903-19). 

The staff, on the other hand, while agreeirqg 
w/th ~ that ~ , ~  Parents' capital strut. 
Surer ~o~ld not he used as a proxy here, tak~ 
a position in the midd)e of the two extremes 
uq~ l  by EPC and Alaska. Its recommendation 
of 50% equity, 50% debt ~mehow stems from 
examinin8 the ratios of two discrete group, - -  
role consistln8 of oil pipelines, the other of 
natural ga |  pipelines. According to these 
fisures, the o/I pipaline~' averege commo~ 
equity retie, as noted, is 56.5%, while the natu- 
ral go* pipelines' average ~ equity ratio 
is 38.7%. From this range of fisures , the staff 
mmehow reached its conclusion (exhibit 15-I, 
PP. 7,B; exhibit 15-2, pp. 7-8). 

The Commlse/m has areas discretion in set- 
tins a capital structure for • re,abated entity 
like F.J~C which does not issue i t • own debt or 
have its stock traded publicly. But there is no 

eERC I . . . .  " S26 @20-91 

where, as here, there are multiple parents 
forming a partnership. 

With m little ~idance to determine a red. 
sortable hypothetical capital structure for EPC, 
it is evident that ony  conclusion reached on the 
subject can he *'*ailed. Nonethe]e~, given the 
fact that nmu~ of the p ~  of F-,PC, Alatka, 
or the sUtlf hat been justified, it i~ concluded 
that the mint reasonable solution /s to use for 
EPC the average common equity ratio wMch 
the staff derived from its group of so-called 
comparable oil pipal/nes, 56.5%, leavin4 a 
hypothetical debt ratio for the company of 
43.5%. 

(b) Part of EPC's return allowance will 
upm~ the coml~ny's cmt of I ~ - t o r m  debL 
Became EPC does not l~ue it,  own debt, there 
are no specific debt instruments which can he 
examined to determine the company's cast. 
Consequently, a hypothetical coet for this capi- 
tal needs to he determ/ned. 

EPC uses 10.5% a,  its c~st (exhibit 8-0, p. 5). 
but not the staff, challonSes thi, pro. 

posed number as bean s too hash. Accordins to round ~ to use here the capital structure, Alaska, the number Ihould be 921% (ezhibit of ~ s  respec~ve parents as a proxy for the 
company in view M the fact that the parents' 14-37). 
~- ~.t~ and ~.,-. ~ed an~ tin~%.,... _.~t ,..re~ uc -- 
"~.~.? ~ , ~  f ~  ~ c ,  l ~ d  p i p a ~  I ~  t e ~ " ~ b ;  ~ ' °~  - -  'to h y ~  ~ 
~ - ~ m  ~emnoit 6-7, pp. 16-17; Tr. 275 and " • 

8 ~ ) .  For its proxy, KPC looked to tonS.term e~- 
E I ~  claims that because it is a mngle4Jumt potato bonds issued in 1987 around the time 

enterpr/se whine busineu risks are much  that the pipeline went into servia.  I t  selected 
greater than those o~ its diversified parents, it these that were biSbiY rated and th,,, ,a t . . - - .  
is ~ comorvatlvely by usinS its " - , -n ts '  cost , - -~ -~ ' - -  - -  . . . .  
~ : ~ . - ~ .  s ~ ) .  But not ~ T ~ ' , ~ .  " : : ' " ~  ~ an , , , , ~ ,  rate a 1 0 S 5  

enterm-ise is alway, mm~e risky than lexmbit 8-0, p. 6; e ~ b i t  &2). " -- 
• A l a ~ ,  ~ .  the other hand, s ta red  by m ~  

d i v e ~ "  led b ~  DfvereHicatlon into a mnll-torm debt issued in 1 ~ 5  around the Ume 
n u ~  h of e~ney o ~ m u ~  does not ~ e  an that the Sa~eott partner.h/p w ~  formed. Zt 
u ~  mmme~ less riak.y than a s i  ",.enter- ~=~.  ~ _ _ t . . ~ ,  ~ , ~ .  ~__ r e ~ , . ~  wh/ch enjoys enonsh, steady income 

. ~  ~ . ~ . $ %  (eddy/bit 14-0, 105 umn ~ - ;~ ). Alulm 
---~ ..-.~--~,, ~,~ its ~ n . . . ~  ~--b~' -.~,~ ".%~on'~ by ,~, am M~ttor than t l~m of lt~ nam~ts m, . , .~ . .L 

• it ha~ heen dsam| tlutt the lxtrents, eper. --: . . . . . . . . .  .m~an lntere~ rate rlak Ore. 
- ~ , ~  ~ a rnvmg at a rate of 9.21% (exhibit a tinll ~ (i.e., Prig/sol,  lay) is heavily s~-o,,, p. z). 

a e l ~ m a t  uima men s hlllh-rhk v~nture as 

14).ram natta'all~tJ (Tr. 1140;, ezMbit 15~, 0p " ". ~mm~yprelerencepremium"(~,s|,i. 
.tia] b r le f ,  p. 3Z), is *up0osed to e ~ n ~ . . ~  

m i ~ t h s t a n d l ~  ~ s  au~rtiom, the Cam- tender for tyins up its m - -  - -  - [ ~ - - ~  - 
d - " - ~  re mevms the premium, Ahudm pro- 

"J~ *.~'m teat whenever a suheldiary does not 

- . , - - - - , -  m to ue use~ as i Ixuzy in all question presented here which prompted instances. Aport from the fact Will iams 

- ,  ~ .toe me of mine other cauital 
structure, W'dliams ordy alluded to a situatioa 
where there h a single parent, and never 
addressed how to determine • capita] structure 

1 63,028 

Alaska to Come up with a c~t for short-term 
debt. EPC, for example, points o~t that 
Alaska's estinmted cost for Ionll-term debt 
incongrnoutly exceeds its estimated ~ t  for 
c e ~ m m  equity (Compare exhibit 14-0, p. 10S, 
wqth exhibit 14-37, p. 3; see abo Tr. 1522-31). 

F, e w ~  rm,n~ ~ k k ~ m ,  
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No mat te r  what  Alaska's reasons to show a 
cmt for short-term debt, i t  is the cost of long- 
t e r n  (not short-term) debt which is an impor- 
tant  component in calculating a return allow- 
ance for a regula ted  company  like EPC.  
Alaska ' s  unsuppor t ed  r e c o m m e n d a t i o n  is 
reid:ted. EPC's  proposed cost for its hypotheti- 
cal Im~g-term debt is reasonable and is hereby 
adopted. 

(c) The remaining question that  needs to be 
decided in ordar to compute an overall rate  of 
return and, thus, a return allowance for E P C  is 
the cost of the company 's  common equi ty  capi- 
tal. When this questioo arises in a co•tested 
procaed/ng cooducted by  this Commission, i t  is 
not unusual for the regulated company whose 
propmed rate is being examined to recommend 
a hi4ber rate of return on cammmon equity than 
the other paxtie~ Such is the case here. 

EPC is propm/ng for itself a vominal rate of 
return of 15.5% (exhibit 4 0 ,  pp. 15-16; exhibit 
4-5.3; exhibit 6 0 ,  pp. 14-15; exhibit 9-0, p. 22). 
However, the comi:Mmy suggests that  even this 
number  m i g h t  be too low and  could be 

by  another two porcentngu points 
(exhibit 10~,  p. 5). Compared to EPC, the 
s taf f  ~ a n o e l  rate  of 13.0~, which i t  
would reduce to 12.0% if a variable cmt-track-  
ing tar i f f  were required to be used here (exhibit 
15-1, p. 14). Ainska, on the other hand, pro-. 
pines the ~ ra te  of return on common 
equi ty  for EPC,  a nominal  ra te  of 11.8% 
(exhibit 14-37, p. 3). 

Because  a T O C  methodology  has  been 
rejettod in this case, maly a nG~l~ rate (not a 
real into) will be determined.  U • variable 
tar iff  were ordered to be used here, i t  migh t  
well be bettor to set • f lnctuntlns rate  of re turn 
on equi ty  for EPC,  ra ther  than to fix a ~ingie 
rate which would remain  the t ame  yea r4 f t e r -  
year  even as econmni¢ cmu/itinus changed. Cf. 
BiuefleM Water W~'ks  & / m p r o v e m e n t  C ~  v. 
Pubic  Service Comm'n at" West V'u'glnm, 262 
U.S. 679, 693 (1923). However, in v iew of the 
C o m m i ~ i u n ' s  recent  decision in Kupm'uk, 
supra, no variable tariff and no f luctuat ing 
rato of return will be used. 

Tbe s u d r s  pcmootation, thooSh m~ 'e  r ea so~  
abie than the ImUZ, n m U o m  of E P C  or Alaska, 
could be more complete. Nevertheless, because 
the recm~ does not permit an entinely discrete 
analysis to be made, the s taff ' s  p re~nta t too  
will have to be adopted as medifled below. 
While the resulting ra te  of 13.7% is based upoo 
the record, i t  does not pretend to be mathemat -  
ical ly exact .  As the  p res id ing  judge  has  
observed in various decilicml including Mid- 
wemera  Gas  Transmiuioo Co., 27 F E R C  
| ~ , 0 7 3 ,  a t  p. 65,291 ( 1 ~ 4 ) ,  afPd,  31 F E R C  
| 6 1 , 3 1 7  ( I ~ 5 ) ,  set t ing a re•tunable rate of 
return on c 0 m m m  equi ty  capital  is - -  in the 

t a l c  mlmm 

words of the now-defunct Federal Power Com- 
mission - -  "a  ma t t e r  of judgment  which can- 
not be reduced to mathemat ica l  proportions 
and which cannot be made  to turn  upon a 
formulistic computat ion . . . .  " I ~ d w e s t e r n  Gas 
Transm/s~'o~ Co., 32 FPC 993, 1000 (1964). A 
rate  of return on common equi ty  capital  is not 
and cannot be determined by the slide-rule. C f  
Colorado In te r s ta te  Gas Co. v. FPC, 324 U.S. 
581. 589 (1945). 

In  s tar t ing  the analysis of determining a 
reasonable rate  of return, i t  helpl to emphas/ze 
the s tandards  laid down years  ago by the 
Supreme Court  in the oft-cited Bluefield, supra. 
262 U.S. a t  692-93 and F.P.C.v. Hope Natural 
Gas Co., 320 U.S. 591, 603 (1944). As these 
cases found, a reasonable rate" of return assures 
investor confidence in the financial soundness 
of a regulated enti ty,  while enabiing the ent i ty  
to main ta in  its credit, a t t rac t  capital for the 
proper discharge of its public duties, and earn 
a return commensurate  with that  being earned 
by  other businesses facing corresponding risks. 

The s taf f  began by making  what  is known as 
a discounted cash flow (DCF)  analysis. The 
Commission looks with favor upon such an 
evaluation to set a rate  of return on common 
equity.  The analysis tries to determine the 
current cost of equi ty  by adding the present 
marke t  dividend yield on commca  stock of a 
particulax company .with the future growth 
rate  in dividends as ant icipated by  investors. 

Because EPC ' s  stock is not t raded publicly, 
the s ta f f  needed to select a proxy. I t  is hardly 
surprising that the staff turned away from 
using the stock of EPC's respective parents  
given the fact, as noted, that the parents' busi- 
ness operatkms and risks are so varied and, 
thus, so different  from EPC ' s  limited pipeline 
operatiomc 

The s taf f  picked for i ts  proxy a group of 
natural  S u  pipelines w h ~ e  stock is t raded 
publicly and whose operating characteristics i t  
deemed to approximate  most closely the char- 
ncteril t ics of an  oll pipeline ilke F.PC. For the 
dividend yield of each pipeline (the annual 
d/vidend per  share divided by the average 
monthly price per share), the s taf f  used the 
then-mest  recent  da ta  available covering a six- 
month  period extending throngh November  
1 9 ~ .  This  produced a range of dividend yields 
representing the group of pipelines. (exhibit 
15-2, pp. Z7-32.) 

The s taf f  aim es t imated  the growth rates for 
each of the pipelines. I t  arr ived a t  these num- 
bers by mdnS projections made  by  Value Line 
and  Ins t i tu t iona l  Broker E s t i m a t e  Sys tem 
( IBIS) ,  separate  investment  advisory lervice~ 
As the Commiseion favors,, the s taf f  used the 

rates to make an  upward adjus tment  to 
its dividend yield-calcuiatioos to reco(lnize the 
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fact that an annual dividend is usualiy l~/d 
mat in quarterly increments, rather than all at 
one time. (exbibit 15-2, pp. 26 and 33; New 

Power C~, 22 FERC |61,123, at p. 
61,188 (1~3)).  The staff then added the esti. 
mated growth rates to the dividend yields for 
each of the o ~ l ~ l ~ ,  thereby calculating a 
rans~ of rates of return oa comn~n equ/ty from 
12A82% to 15.6% (exhibit 15.1, p. 13; exhibit 
15-2, p. 26). 

Because its analy~es until then hsd revolved 
around the Stoup of Sas pipeline% net EPC, the 
mudf then omnimred the Financial and businmm 

of the I~up ,  oe the m e  hand, and EPC, 
on the other. I t  cm~luded that EPC was of 
tower risk than the Stoup average. Conse- 
quently, it ~ a nominal rats of return 
for EPC of 13.0%, which was toward the lower 
end of the group's ran~.  (exhibit 15-1, pp. 
10-13). 

To show that its 13% propmed rate was 
rcamm~le and net too low from EPC's stand- 
point, the staff pointed to the fact that during 
1 ~ 8  the average yield no Inos-tsrm (10- or 
30-year) U.S. Treasury bonds was •beut 9%. 
Bemuse these are considered to be the n~st 
risk-free debt instruments, the m d f  suggested 
that its proposed rate for EPC's equity implic- 
itly contained • so-~lied risk premium of 
about 4%, which would be quite generous to 
EPC because it would be a bisber premium 
than that usually allowed by the Comn~s~on 
(nhibit  15-1, p. 14). 

C~rt~inly the staff was risht to ute six 
m~ tha  of data for dividend yield~ See, e.E., 
Orm~e and Rockl~nd Utilltie~, L,~,  44 FERC 
|61,253,  at p. 61,952, modified o~ other 
~rmmd& 45 FERC |61,252 (1988); Borton 
Edlmm Co., 42 FERC |61,374, at p. 62,093 
( 1 ~ ) .  But it did not use historical data for the 
Srewth rates d~p~ta the Commlmion'* prefer- 

for the use of such dau~ in combinati~e 
with p~jectinos. ~ e4., M/dd/e South ,F~.r. 
v/ces, /he., 16 FERC |61,101, at p. 61,222 
(l~SlY, Bastno Edm~ C~x, 34 FERC | 63,~23, 
st p. 6~,087 (l~8~)(in/tlal Decisim), ~ " d / n  
pm-Hm~t part, 42 FERC 161,374, at p. 62,0~3 
(l~SS). 

Moreover, the staff did not explain why it 
rofrained fr@m ddm~ s DC~" analysbJ of a Bump 
of ,/1 pipe|bin,, even ~ it  seemed to use 
the I~roup as s subetitute for ~ to compare 
the risks of its sro~tp of ass p/pel/nes with EPC 
(se~ exhibit 15-I, pp. 10-12;, exhibit 15-2, pp. 
15-25). Net  performing • DCF analysts of the 
all p/peline Stoup also seemed at odds with the 
staff's u ~  of that v ~ y  group while ~ a 
hypothetical capitol structure for EPC (see 
exhibit 15.1, pp. 7-8; mddbtt 15-2, p. 7). 

Despite the pe~ible shortsominss in the 
staff's I~sen~t ion,  it is more ~ b l e  to try 
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to work with the staff's proposed range of rates 
of return, 12~2%-15.6~, than the p r o i ~ i s  of 
EPC or Alaska. There are enough indications to 
support the staff's cnoclu~o~ that E l ~ s  finan- 
cial and b~tinen risks are net as I~reat as the 
staWs selected group of comp~rsbie natural 
gas pipelines (exbibit 15-I, pp. I0-13). But 
neither is EPC quite as risk-free as the staff 
sugsezts. 

EPC is • feeder-pipeline to TAPS. Therefore, 
any serious operating problems st TAPS could 
have • ripple-effect upon EPC and cause • 
change to its own operatiom, possibly even • 
shutdown. In addition, as an offshore pipeline, 
EPC already is facing heishtened envtrmunen- 
ml concerna as evidenced by its monitoring 
costs and the pc~ibiHty that it may have to 
incur addition~l costs to mitigate potential 
damages resuiting from the pipel/ne's opera- 
tlons. 

In these circumstances, it is concluded that a 
~ b l e  rate of return on EPC's common 
equity is 13.7%, • number somewhat below the 
• veraSe rate for the staff's group Of natural 8as 
pipelines. This number, as discussed, is not 
mathematically precise, but it has • relatively 
rational foundation and is to be used by EPC. 

There is simply no adequate l~uis to use the 
rats of return propmais of E I ~  or Alaska. As 
for EPC, it has never justified using iu  respec- 
five parents' stocks to perform its DCF analy- 
sis, neither proving nor even asserting that the 
diversified parents' business operations and 
risks are in any way similar to those of EPC. 
Nor has E I ~  ever proved its assertion, as 
noted, that its business risks are greater than 
tho~ of its parents and, thus, it allegedly has 
been cocmervative to cheese its parents as • 
proxy. 

Moreover, the cc.'npeny's DCF analysis - -  
handpick/rig a single day oc so-called spot yield, 
rather  than train8 six m m t l a ,  of da ta  - -  falls to 
adhere to the apprmch which the C ~  
wants to be used in arriving at  • dividend 
yield, as ment/~md above (exhibit 90 ,  p. U;  
exhibit 9-3). In  addition, EPC ' .  own analysis 
~ e d  • rats of return of only 12.01% (Cam- 
pare exhibits 9-3 and ~ w/th exbibit 15~, p. 
36). Yet, rather than sticking with that num- 
ber, E I ~  increased it to 15.$1% (M.) by adding 
on • re.called market-to-book ratio ~aich the 
Commissi~ has not endonmi for tbis ~ .  
Such • sulmAmtlal adornment also has the 
effect of improperly coavertins • m*rket-ori- 
ented analysis like • DCF into • book-ociented 
evaluatino. 

Hay/rig 8enerated such an in/hired number, 
EPC is net helped here by three other analyses 
wh/ch it perfmmed, p u r l ~ x t ~  to show t l m t •  
rate of 15.5% is remm~mble. One of thele analy- 
ses, • so~a|led CAPM study (a type of risk 
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pr-.mium analysis), is too heav/ly weighted 
with historical data reaching back over 60 
years (exhibit 9-0, pp. 17-19;, exhibit 9-3.3). In 
no way has such data been shovm to be repre- 
sentative of current economic conditions, which 
current conditions are critical in trying to 
determ/ne the present cost of EPC's common 
equity. 

The second analysis, a so-called coml~rable 
esrdings study, is bmled upon the average 
return earned on book equity by EPC's parents 
o ~ r  a ten-year period, compared with the 
a~erase return on net worth earned or to be 

by the companies makinl  Up the Dow 
Jones Induetrials (exhibit 9-0, pp. 15-17; 
exhibit 9-4~). EPC has made no effort to show 
why it should be coasidered akin to its parente, 
~ven tbelr divers~led operations and risks, let 
alone the Dow ]ones Industrla]s, or why the 
numben produced for these Stoops are rele- 
v tn t  here. The third analysis, a so-calkd inter- 
nal rate of return study, also rests upen EPC's 
parents (exhibit 9.0, pp. 19-21; exhibit 9-3.4). 
Not only is this study questionable in view of 
the parents' role, it bas no adequate support 
rmttcular ly for its mumps/on as to the sub- 
sumtlal jump in the price of stack. 

Nor is EPC aided here by yet another study 
which it performed. Accordi~ to thi- study, • 
m-called risk i~sJtioning apprcach. EPC's pro- 
posed rate of return on comlz~tl equity cottld 
be ~ by another two percentage points 
(exh/bit 104), p. 5). 

Th~ study suffers from the rome I~tsic defect 
, ~ t a ined  in EPC's CAPM study m an undue 
~ellanc~e upon historical data covering s num- 

of decades, without adequate explanation 
3f how that data relates to current economic 
:ondit/ons (id. • t  pp. 7-10). In addition, the 
study preduces a risk premium by uiing short- 
term rather than kin&term U.S. Treasury obli- 
pt/oml (kf. • t  pp. 8-10). This appr~ch  not 
ocdy inflates the premium unreasonably, it 
runs counter to the Commimon's policy of 
using lone-term federal oblisat/ons to deter- 
mine such a premium. See, e~.,. M/dwestern, 
supra, 31 FF.~C at pp. 61,722-23. 

As for Ahudm, ite p:opo~d nomimd rate on 
cmnmo~ equity for EPC, I I ~ ,  is too low and 
riddled with flaws. The proposal, therefore, 
cannot be accepted or used in any way. 

To begin, as noted, Alaska retched the i t l~i .  
cal result that the estimated cost for EPC's 
Io~-torm debt somehow exceeds the e~Jmated 
cost for the company's c o m m ~  equity (Com- 
pare exhibit 14-0, p. 105, w/th exhibit 14-37, p. 
,3). That defect (Tr., e.g., 1841-43) casts tub- 
stantlal doubt upon Alaska's entire l~/ t lon 
concerting the cost of EPC's equity. Addit/m~ 
ally, A/as~  has not even attempted to perform 
• ~ a n a l y ~  for EPC os a prmty, despite the 

fact th • t  the Commission favors the use of such 
• n •nalysis. 

What Alaska has do~e is to perform some 
type of risk premium analysis. But the analy- 
sis, which does not use enough current data to 
allow a forward-looking projection to be made 
(exh/blt 14-0, p. 95), unnmmmably concludes 
that EPC is virtually ri~-free and, thus. enti- 
tied to a very low rate of return on equity (id. 
at  pp. 8F-92). The analysis rel/os too heavily 
upon a single oil pipeline, Buckeye Pipeline 
Company, L .P .  which does not even operate in 
Ahtsks and may well be unique and not repre- 
sontative of a company like EPC for other 
~ .  Not the least of these re~mns is the 
fact that Buckeye is a )imited partnership that 
does not issue common stuck (53 FERC 
161,473, at p. 62J559 (1990)). Moreover, as in 
the ca~  of the gaff ,  A ] a s ~  does not siva 
enough weight to the potential enviromnenud 
and operating risks wh/ch EPC faces as an 
offshore pipeline feeding into TAPS. 

3. Other Costs and Throughput 

(a) As mentioned earlier, the staff takes issue 
on a number of grounds with EPC's treatment 
of DR&R ~ i.e., the future costs expected to be 
incurred relating to the dismantlement and 
removal of the End/cost facilities and the resto- 
ration of affected areas when production from 
the Endicott field terminates. One of these 
grounds was decided above, •pproving EPC's 
use of a UOT rather than a straight-line proce- 
dure which the staff favors. As to the remain- 
in~ sronnd~ Ahsska jumps into the fray ooly 
with regard to one of them ~ an earnings 
quest/on - -  to be dealt with after addressin8 
the other questions. 

The first concerns the staff's contention that 
these future costs are too speculative ~ cons/n- 
gent and, thus, should not be reflected at all in 
EPC's rate at the present time (Initial brief, 
pp. 48-51). This ground is not a sufficient b4usis 
to deny EPC the opportunity to recover these 
costs currently. 

Pursuant to relevant documents known as 
general permits, facility leases, and ol) and S ~  
leases administered by such government 
• uthorit/es as the U.S. Army Corps of Engi- 
risen and the state of Alaska, EPC h u  a 
DR&R obligation which i t  wil l  have to ful f i l l  
unless these authoc/t/es decide largely for envi- 
rommmtal reasm~ that it is not in their own 
best interests for EPC to do so (see exhibits 
2-15 and 20-2). That EPC's present obl/gation 
to do the work possibly may be erased eventu- 
ally, in whole or in pert, is hardly an adequate 
reason to prevent the company from •ccumu- 
latirts the necessary funds throughout the pipe- 
line's life so that it will be ready and able to 
carry out its duty if the authorities do not 
absolve it of such a duty. 
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Not only is EPC ce~rect in plannins a t  this 
staSe to do the work, i t  is far  more rces0uable 
for euch Ixu'rel of ~/1 movini; throw;h the pipe- 
line to bear  its fair  share of these future c ~ t s  
than to impeee a me~aterium until Sovernment 
authori t ies  have anno~sced wi th  ce r t a in ty  
EPC's Ixecior chllsst/em. To wait until then 
bofece charslnS for D2&R conM impose an 
enormm~ ccet-burdan all a t  once in • dispro- 
~ t e  nmmer, c o n . / d ~ q  t ~  dwi~mns 
v ~ u m e s  of c/l I z~ iuced  and ~ in the 
later years  of the  Endicott  project, and thus 
could deter  ~ product ion of the 
rumatnins v o l u m u  in the reurvofr .  

nO ~ le  can u y  mOW wi th  ce r tah l t y  
that EPC wi l l  in fact ult imately incur DR&R 
crate, in wbele or in part ,  that  is not the proper 
q u ~ t i o n  or s tandard  to determine whether  
such ccete can be recov~'ed in the c@~psny's  
rate  a t  this juncture. The appropriate  quest/on 
is whether  there is • reuonable  pr~babi/ity 
EPC wili have to incur inch c~ste in the future. 
T h a t  question can be answered affh 'mat ively  
b ~ a m e  risht now EPC must  p c d o r m  D R & R  
ewntua l iy ,  unless S o v e r n m ~ t  autho~ities sub- 
~equently chan~ the/r minds. 

As the 0|~uklins ~ abe~ved in another 
Initial Decision (49 FERC |63,(~0, at p. 
65,086), 

[i]n an administrative pr~eedlns such as 
th/z, i t  is qu/m ~ for • re4p~tory  
q o n c y  like tbe F E R C  to have to mahe  rea- 
sonsbis jud~pucnts or foreceste besed upeu 
the information available. T h a t  a judgment  
is couched in IX~x~ilit/es or appr~/mstions 
rices not mahe it respect ~ onrea~onabl~, for 
in vir tual ly  every  inch pe~ced ins  them is 
beund te  be mine ummrm/my.  ~ee, ,, 8., D s y -  

Comm'n of  Ohio, 292 U.S. 290, 310 
( l ~4XCardo~ ,  3.); FPC v. 2~mmmffmmta/  
c,~ Pipe Line Carp., 365 U.S. 1, 29 (1951). 
The  s t a f f ' s  wa i t -and-see ,  a l l -or -noth ing  

• pl~cech to DR&R la unreasonsb~ and  cannot  
be ,~lolm~i. The bettor p t ~ , m ' u ~  is m ,diow 
E P C  to c h a r p  for the  costs now, while i m p s -  
in~ a cundition which will require the CCml~n~ 
te  refund m m ~ y s  c~iected fce the c e m  ff fed- 
m'al or s ta te  auth~itles ultimaUdy decide m 
ab,ma~ the cempe, ny  of its ~ l p t i o n  in 
or in pm~ Ev~ ap-n frm= ~.~m~ tenure by 
federal or s ta te  authorities,  ff for w h a t m ~  
rmum~ the D l ~ d g  cmts  eventual ly tu rn  out to 
be lem than the  amonnts  ceflected th~mash 
EPC ' s  ram,  the company is to refund the dif- 
feronce. Such refund conditions 8re hereby 
~ p e . ~  

As a ~ c e n d  around, the s ta f f  aiso quarreis  
with the fact  tha t  F..PC c o m m / ~ i s s  D R & R  
revenues with the r u t  of the revenues received 

i ts  rate. Acce~ to the :~.sfl ¢, i t  
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would be bet ter  to place the DR&R revenues in 
an escrow account, • so-called external fund, 
which would deny E P C  the r ight  which i t  
ently has to incorporate the revenues into its 

cash flow and thereby make whatever 
um i t  chromes of them Crr., e.#., ~ 0 9 ;  221-22; 
;~8-Z9). 

In the circumstances of th/s ca~, there is no 
need to establish an  escrow account. D R & R  
costs /nvolve both the production and transper- 
ration f u n c t i o ~  of the Endicott  project. The 
productkm function will be respemible for the 
lion's share of t h e n  cesta. 

EPC ' s  parents  are n u q ~ m d ~  ul t imately for 
ali of these ccets. Becemm the parente are not 
required t h r o u s b ~ t  the project's life to set 
aside specific funds for D R & R  ImrImKs relat- 
ing to the larger production aspect, i t  makes  
little s e m t  to compel them to do so for the 
m . ~ r  pipc~ne p . ~  

The stoff  I~0es on te  s r sue  tha t  ff E P C  is 
allowed to comminsle  the  D R & R  r e v e n u e ,  i t  
should be required to reduce i ts  rate  base by 
the amounte  c e i l ~ d .  E P C  objects to this pro- 
pceaJ, contondinlr that i ts  ea rn inss  will be 
reduced wh/ch ~ act as a d/s/ucent/ve to 
operate the pipeline as  throughput  d r o ~  off. 

E P C  wants  to h a w  its  oaks  a m / e a t  i t  too. 
The .c0mpany  is recelv/nS in advance substan- 
t ial  l ~ymen t s  for D R & R  which it  is free to 
invest  ce u | e  u it  cho~es,  l u s t  as in the  case of 
other types  of p repayments  collected by  resu- 
' - t e d  en t / t i e s~ ,mch  as ADIT ,  negat ive  s a I v q e  
for offshore gas  pipeline ope~atiom, and decem- 
r a i S o n / a S  for nuclear power plants - -  the 
COml~ny should be obliged to reduce i ts  rate  
bale by the amounts received to r e c e u ~  the 
fact that it has/nt~est-free use of such 
eys. EPC is to reduce its rate b,ue by the 
a m o u n u  collected for D R&R.  

As a third sruund, tbe staff ~bkcts to EPC's 
facto~4 an inflation component into the  
DR&R ecete. The stall crusaders inflation te be 
only one of • number of factors wh/ch could 
influeece these costs and therefoee arsues that 
it is onfalr and illoslcal to isofate and estimate 
inflation ( l n i t i ~  brief, p. 55). 

It is the staff, however, which is bein~ unfair  
and illosicsl on this point. Inflation is an eco- 
nomic fact  of life which has been recurrinS 
annual ly  since a t  least 1970 (Tr. 2~81-82; 
exhibit 16-9 and exhibit 20-5). The only real 
question has  been what  is i ts  annual  rate.  
Alazka ai~rece wi th  E P C  tha t  for purpoees of 
DR&R, the  ra te  is to be 4% per  annum (ceh/b/t 
4-6, pp. 23-26; exhibit 12-0, p. 6). There is 
suffJdent  r e m ~  for the C o m m l u / ~  to adopt  
this cetv hem. 

In  essence, the  s taf f  is collaterally attack/ns 
the C o m m i u k m  which has been iucorpo~f lng  

Federal Enee~ OUM~MS 
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an inflation factor into another type of future 
co~t, decommies ionin8  for nuc lea r  power  
plants. The  staff  has  Siven no r e a s m  for its 
propesed disparate t reatment .  

There is also an illaGkai aspect  to the s taff 's  
ar~-ume~t about inflation. All par t ic ipants  in 
this case ~ the s taff  included - -  have  agreed 
tl~t ~ s  estimated costs for DR&R are $1S 
million if  1 ~ 7  were used as the base year  or 
period (exhibit 1-10, p. 1). This  means  that  all 
psrticlp4mts know full well t ha t  in the year  
when the Endicott  project finally terminates,  
$15 million will be inadequate to pay  for EPC ' s  
sh i re  of the DR&R cosu.  Unless an  inflation 
faotor is added, E P C  will not be made  whole for 
th~es future costs. 

There is one final point c ~ c o r n i n s  the s t a f f s  
a r t r u m ~ t  about inflation. The staff, as men- 
t imed ,  considers inflation to be only one of a 
number  of factors which could affect  DR&R 
cost& I t  lists what  i t  regards to be these other 
si l~/ficant  factoes (exhibit 20-I,  pp. I0 - I I ) .  
]~tut they are not in any  wlty similar  to infla- 
t i m ,  and are akin to comparing appk~  with 
m-sng~. 

Inflation is a fact which can not only be 
predicted with some certainty,  i t  can also be 
quantified or measured. On the other hand, the 
so~:alled other factm~ which the s taf f  lists such 
as :mprovements in technology or chansing tax. 
law and investment environment -- cannot be 
prcdictod with any  degree of cer tainty,  and axe 
little more than al~gract possibilities. 

As a fourth and final ground, the staff chal- 
lenges ss too low the projected earninss which 
EPC assumes will be seners ted  by the D R & R  
fu~de. ~ joins in this dispute, also at tack-  
ins EPC's .mumption. 

EPC's  amump~on  is unreasonable. There  is a 
need to adjust  the projected D R & R  earnings 
upS, thereby reducing the D R & R  charge 
which F..,PC has to collect through its rate.  

E P C  has been unduly conservative assumins  
tha t  the DR&R revenues it  collects will only 
earn the avernge yield of U.S. Treasury  notes 
with a two-year to four-year matur i ty .  (exhibit 
I0-0, pp. I0  and 30-31, exhibit 10-I; exhibit 
10-30, pp.$6-58).  N o t w i t h s t t n d i n g  E P C ' s  
auert ions,  there is no rational hasis to assume 
EPC will invest DR&R revenues in such risk- 
free securities wh/ch carry  such a low yield. 

FJ~C f r a n ~ y  admi ts  tha t  i t  incorpo~tes  
DBJkR revenues into its nmmal  cash flow and 
is thereby free to make  whatever  use i t  chooses 
of the  revenues .  W h a t  is clear ,  as  E P C  
acknawledses, is that  the cash is not invested 
in the very  t y p ~  of debt  obliEatlons which 
E]PC's unsupported assumption rests upon,  
risk-free short-term U.S. Treasury  notes (Tr. 
208-0~, 221.22; 728-29). 

~ N  

Nor is EPC helped here by its theories as to 
why the DR&R earnings should be assumed to 
be so low. While EPC asserts  tha t  i t  runs the 
risk of not collecting DR&R revenues, due to 
such events  as unanticipated throughput dis- 
ruptions or discontinuance of oporaUons result- 
ins  from low oil prices (exhibit 114), pp. 28-32; 
exhibit  I I -16,  pp. 36-38; Reply brief,  pp. 
38-39), the company already is being compen- 
sated for this risk by the increased rate  of 
return on common equi ty  which this decision is 
~ 'an t ing  to it. There is no sound reasm2 to 
double-count this risk. 

As for EPC ' s  theory tha t  it also runs the risk 
of not collecting over t ime enough revenues to 
take  care of its DR&R ebl/gation (id.), tha t  
rationalization s imply does not wash. I f  E P C  
ever  discerns that its D R I R  costs will be 
greater than the projections reflected in its 
initial rate,  the company is always free to come 
to the Comm/ssion and request  a rate  increase 
for these casts. 

Though Alaska agrees  that  EPC ' s  assumed 
D R & R  earnings ra~e is tco low, i t  proposes an 
unwieldy alternative to handle the matter. The 
alternative wouki be to adopt some type of 
investment portfolio, for a specific period of 
t ime, whose earnings would equal tha t  of a 
pension fund. Alaska propmes an earninss  rare 
of 11.1% (exhibit 140,  pp. 113-16). 

Alaska 's  proposal has too much of a theoreti- 
cal tone, even in t imat ing  that a proper proce- 
dure would be to establish an escrow account. 
Not  only has  an  escrow-account  proposal 
a l ready been rejected here, Alaska 's  theory 
seems to recommend a specific inves tment  
portfolio a t  a particular,  quite l imited point in 
t ime which EPC ' s  management  would have to 
follow. Alaska has failed to show either why 
EPC ' s  managemen t  has to adhere to a set 
i nves tmen t  formula  or why an  inves tment  
portfolio a t  a l imited point in t ime  would be 
relevant  to calculate projected DR&R earnings 
for m a n y  years  (C£ Tr. 1575-87). 

The  more reasmable  solution is to assume 
that  the earnings rate cm the DR&R revenues 
will be equal to the overall weighted average  
rate of return on EPC ' s  debt and equi ty  capi- 
tal. T h a t  ra te  is 12~% where, as found above, 
the long-tsrm debt  ratio is 43.5% and its cost is 
10.5%, while the common equi ty  rat io is 56.5% 
and i ts  cost is 13.7%. 

Even  though the discuesio~ until now has 
focused upon EPC ' s  freedom to make  whatever  
use it  chomes of the DR&R revenues, the fact 
is tha t  i t  is EPC ' s  parents  which really call the 
shots as to where the revenues should go, 
including into the parents '  pockets ('Yr. 221; 
728-29). Certainly the parents  are not invest- 
ing the revenues in risk-free, Iow-earnin~ U.S. 
Treasury  obligations. 

16s,o28 
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There is strons reason to believe o a t  EPC's 
parents w/il be able to earn at least the same 
amount on the DR&R revenues as they are 
able to earn on all of the capitol invested in 
EPC itself (C£., e.l., exhibit 9.4.2). This is 
e~0ec/ally true given the fact that their invest. 
merit in EPC appear~ to be less risky than 
other ventures, including the staff's group of 
ce~Ixtrsble natural gas pipeline~ Accordinl~ly, 
without tryins to prescribe an investment port- 
folio fro" ~ or its l~rents, it is hereby con- 
cluded that the ean6np rate on the DR&R 
revenues is 12.3%. 

(b) Legal and regultte~y expemmt are pert of 
the operatin s and maintenance cost, to be 
reflected in • reguhtted ent i ty 's  rate.  ]~PC 
chmen to treat  i l l  legal and regulatory 
e.~enses in a different manner from all of its 
other casts to calculate its propmed initial rate. 

lbeag:W.use•Rlth resard to all of the other costs, EPC 
the actual r . t g ~  for calendar year 

=~a. ~ux as to its legal and regulatory 
expease,, RPC has added its actu~ figures for 
lg~v be41nntn~ in October when the piPeline 
went into service, together with the actual 

(or calendar year 1988 as well u the 
for 1 9. Then. 

• company nag taken the time per/od cover- 
mR tbe~ cumulative ~ ,  2~$ years, and 
divided o a t  /nto the Cumulative ezPense% 
thereby spreading or amortizing the cmts, 
nmdtinS in an annual l i s l e  of $1.07 million 
(exhibit 4-6, pp. 32-33; exhibit 4-5.11 ). 

The staff does not object to EPC% using the 
actual f ~ u r u  for the~ eq3em~ for 1987 and 
1~8  in order to determine whether the com. 
irony must make refunds for these I~riods. But 
for 1989 and thereafter, the staff ~ o a t  
E / ~  must  use the ac tua l  f i b r e s  f~,  1 ~  
alone, which the stall would then spread or 
amortise ever 5 years, restdtin~ in an annual 

of $151~00 (exhibit 16-1. pp. 10-11). 
Ahudm e~enUally Nffees with the tt~ff, but 
would amortise the actual 1 ~ 8  ezl~me, over 
3 ycarl ,  rasultin~ in an annual figure of 

Cited m "55 FERC ¶. ." 
•"  526 6-20-91 

EPC can lump together its actual legal and 
re~latory co, as for 1987 and 1 ~ 8  with its 
projected costs for ! ~ 9 .  However, there is no 
rational hasis to amortize this figure OVer only 

Umt toe annual costs will be $1.07 
million indefinitely. Nor is it any more ratimmi 
to amortize the costs over only 3 or 5 years, as 
Alaska and the staff reslxctively suggest m 
albeit while ,,.ins lower trots. 

There is goud ream,~ to believe that the com. 
l~my will have little or no incentive to come to 
t?e C°mmlulon to ProPme a rote chan~e and 

reby incur additional ~ and regulauny 
expense, in the future. This is became if a fixed 
rate is aet for EPC det~te the fact o a t  its rate 
base will be decl/ning, its return allowance will 
be overstated repeatedly. Con~uent ly ,  F.JPC 
is to amortize its cumulaUve 1987-1989 actual 
and projected expemm over the entire life of 
the Endicett project, estimated at the time of 
the hearingt to end in the year 2006 (exhibit 
4-4; exhibit I-9, pp. 5-6). 

(c) Throughput (the volume of o/I movins 
th rou~ the plpe/lne) is an e~ent l~ element in 
determin/~ a Per-unlt price or rate. I t  is used 
as the denominator to be divided into a reCu- 
lated entity's total cost of service, the numere. 
tot. 

If  a fixed rate rather than a variable rate 
were set for EPC, as appears likely because of 
Kuoaruk,  there is • queatton as to whether the 
throeghp,a should be the actual average daily 
amount for calendar year 1988, as EPC and 
Alaska propme, or a prejected higher number. 
as the staff proposes. The staff's propmal can. 
not be accepted. 

The staff asserts that it is tbeoreticaliy pesei. 
hie to produce I~'eater velumes et oil from the 
Endicott reservoir and thus have greater 
v~umes move t h r e q h  the pipeline (exhibit 
18-1, pp. 10-11). But the steH acknowied/~ 
that it did not perform it,  own ensineering 

~,?.52,000(exbibit 13.0, p. 56). sna l y~  to determine ,arch matters as field 
m b e .  to be t/dy variable, cmt-tnu:king conditiom, a preductm profile for the field, or 

wbe.the[  its prop d higher production rote 
_~_. ,Lem~umy siren the uncertainties of ~ uanmSe the Endicott remrveO (Tr e~ 
. "~ ' tumeexPemesacel lke ly tobe.  Thepeiat ~ .4 ;2035)  In t tme ,~  . . . . . . .  ,h-- '"- ~''' 

by..oa o a t  pare is on way m m  to adept  e.tafr. e . t imte .  
~ when, H ev~, .E]PC m y  incm- them 

crate in tbe future, meh as by m,,ting beck to 
the Omuatmten to prepme a rate dumSe. How. 
ever, because of the Commission's recent 
guparuk decision, supra,  no such variable 
tar i f f  wil l be impend. 

In these drcumatance~ it is o0mcluded that 
for ~ of calculating a fixed initial rate 

I ,028 

The better approach in any event would be 
to use the actual thronlhput for 1988. Given 
the fact that, with the exception of ~ and 
regulatmT expenses, EPC% actual I ~  cmts 
wmdd be used - .  the numerator (assumins no 
adoption of a vas/able rate), the actual 1988 
throughput as the denominator would be the 
preferable match. 

Itmleml ~ aukk/ iMs 


