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The Federal Energy Regulatory Commission (Commission) issued an order on April 25, 
1991, in Kuparuk Transportation Company, 55 FERC , 61,122, which affirmed in part and 
modified in part the Initial Decision issued on October 26, 1988, in Docket 
Nos. IS85-9-000 and OR85-1-000 (45 FERC , 63,006 (1988)). The order also set for hearing a 
complaint filed by the State of Alaska (State) in Docket No. OR90-1-000 which challenged the 
reasonableness of Kuparuk Transportation Company's (Kuparuk) rates for 1988 and 1989. 

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

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

The Commission then addressed the issue of working capital. It revised the finding in the 
Initial Decision that: (1) Kuparuk would not be required to apply the Williams trending 
methodology (See Opinion No. 154-B, 31 FERC § 61,377 (1985)) to working capital items 
included in Kuparuk's rate base; (2) Kuparuk cannot include 5508 feet of pipe in storage in its 
working capital; (3) Kuparuk must deduct property tax pre-payments from its rate base; and (4) 
Kuparuk's trending calculation is to be performed after ADIT is credited. (55 FERC § 61,122 at 
61,370-71). 

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

Concerning the allowance for funds used during construction (AFUDC), the Commission: 
(1) affirmed the Initial Decision by permitting AFUDC to be accrued beginning with the date 
construction costs are continuously incurred; (2) reversed the Initial Decision's determination 
that ADIT generated before operations began should not be deducted from the AFUDC accrued 
before Kuparuk began operations; and (3) agreed with the Initial Decision that FERC 
regulations permit only semi-annual compounding of AFUDC equity balances. ®.. at 61,371-
61,372). 
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Kuparuk Transportation Company, Docket Nos. ISSS-9-000, ORSS-1-000, and 

OR9o-1-000 

Order Affirming in Part, and Modifying in Part, Initial Decision, and Setting 
Complaint for Hearing 

(Issued April25, 1991) 

Before Commissioners: Martin L. Allday, Chairman; Charles A. Trabandt, 
Elizabeth Anne Moler, Jerry J. Langdon and Branko Terzic. 

[Note: Initial Decision of the presiding administrative law judge issued October 
26, 1988, appears at 45 FERC , 63,006.] 

This order affirms in part, and modifies .in 
part, an Initial Decision. (ID) issued October 
26, 1988, in Docket Nos. ISBS-9-000 and 
ORBS-1-000,1 and determines. the reasonable
ness of the initial rates filed in 1984 and 1985 
by the Kuparuk Transportation Company 
(Kuparuk). These rates apply to common car
rier transportation of oil between the Kuparuk 
River Unit oil field in northwest Alaska and a 
connection with the Trans-Alaska Pipeline Sys
tem(TAPS) at the latter's Pump Station No. 1. 
This order also establishes standards for rates 
for the same services through December 31, 
1987. This order also sets for hearing a com~ 

14 Order No. 493, exhibit C, Tariff Sheet Pagina
tion Guidelines. 

I 45 FERG 1T 63,006 (1988) ... 
2 Under section 16 of the Interstate Commerc~ 

Act (ICA), which governs oil pipeline rates;· the Com
mission may award reparations for up to two years 
preceding the date the complaint is filed. 

3 Williams Pipe Line Co. (Wiillams), 31 FERC 
f 61,377 (1985) (Opinion No. 154-B). - · · 

4 WilJiiuris ~Pipe Line' Co.; 33 · FERC f 61,327 
(1985) (Opinion No. 154-C); This order is· one of three 
relevant orders on the regulation of oil pipeline·rates. 
The others are ARCO Pipeline Co., 5Z FERC.I61 ,055 
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plaint filed by the State of Alaska (State), on 
December 29, 1989, in Docket No. 
OR90-1-000, which challenges the reasonable
ness of Kuparuk's rates for the period January 
1, 1988 through December 31, 1989.2 The Com
mission will apply the standards contained in 
Williams Pipe Line, collectively Opinion Nos. 
154-B3 J~.nd 154-C,4 which set forth the Com
mission's cost-based principles for determining 
the reasonableness of oil pipeline rates.5 

The methodology established here is to be 
applied by the parties and the administrative 
law judge' (ALJ) iri the proceeding addressing 
the State's second complaint concerning 

(1990) (Opinion No. 351), reh'g granted arid denied in 
part, 53 FERC f61,398 (1990) (Opinion No. 351-A), 
and Buckeye Pipe Line Company, L.P., 53 FERC 
f 61,473 (1990) (Buckeye) (Opinion No. 360). 

s In Buckeye. Pipe Line Company, 44· FERC 
f 61,066, order. on reh'g, 45 FERC f 61,046 (1988); 
the Commission applied a light-handed regulatory 
approach and concluded that Buckeye~s rates could be 
based on market forces, a standard less rigid than 
that of Opinion No. 154-B. The Commission has not 
been asked to remand this proceeding for a Buckeye 
determination and s0 will resolve this matter under 
the standards of Opinion No: 154-B. 

Federal Eneru Guidelines 
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Kuparuk's rates, filed December 29, 1989, in 
Docket No. OR90-1-000. The Commission is 
setting the State's 1989 complaint for hearing, 
rejecting Kuparuk's argument that the State's 
1989 complaint is premature, and agreeing in 
part that action on the 1989 complaint should 
be held in abeyance until the Commission has 
completed review of the ID in Docket Nos. 
1885-9-000 and ORB5-1-000. This will permit 
the record to be updated based on the princi
ples discussed in this order and using more 
recent information that may be available. 
Kuparuk may apply the rates d~termined by 
this decision to be just and reasonable for the 
years after 1987 on an inte.rim basis until the 
Commission establishes rates that are just and. 
reasonable for subsequent years in the case 
remanded by this order. 

I. Background 

Kuparuk is a partnership owned by the pipe
line subsidiaries of four oil producers con
ducting oil recovery operations in the Kuparuk 
River Unit field.6 Kuparuk's facilities include a 
24-inch pipeline approximately 37 miles long, 
the supporting structures (called vertical sup
port members), two central production facili
ties, and a 12-inch and 10-inch pipeline facility 
connecting the two central processing facilities. 
Virtually all of the system is aboveground. It 
includes connections with the West Sak and 
Milne Point oil fields, which are adjacent. to the 
Kuparuk Field Unit. Kuparuk began construc
tion of the 24-inch pipeline in the Spring of 
1983 and began operating it on October 6, 
1984. 

Before Kuparuk began its operations, the 
Kuparuk Pipeline Company (KPC) operated a 
16-inch pipeline ·located on the same .vertical 
support mechanisms between December 1981 
and October 6, 1984: Ott the latter date KPC 
sold the 16-inch pipeline to tlie· Oliktolt· Pipe
line Company (Oliktok) for use as a natural gas 
pipeline. Oliktok rented the space on most of 
the vertical support mechanisms from 
Kuparuk for $432,814 per annum during the 
time the record was open in this proceeding. 
Oliktok's rates and revenue are not determined 
by the Commission under the ICA or the Natu
ral Gas Act (NGA) because ·it involves the 
intrastate transportation of natural gas. 
Kuparuk also acquired most of the supporting 
vertical support mechanisms and central 
processing facilities from KPC on that date. 

6 The pipeline affiliates are Kuparuk Pipeline 
Company (57 percent), BP Pipelines, Inc. (28 per· 
cent), Sohio Alaska Pipeline Company (10 percent), 
and Unocal Kuparuk Pipeline Company (5 percent). 
Kuparuk Pipeline Company is owned by Atlantic 
Richfield (ARCO). 

FERC Reports . 

On October 3, 1984, Kuparuk filed an adop
tion notice, adopting KPC's existing transpor
tation rate of 69 cents per barrel. On December 
4, 1984, Kuparuk filed a tariff in Docket No. 
1885-9-000 reducing its rate to 61 cents per 
barrel for movements through the Kuparuk 
line to Pump Station No. 1 and establishing a 
new rate of 55 cents per barrel for shipments 
from the West Sak connection to the same 
point. Kuparuk's existing rates were therefore 
filed before the date Opinion No. 154-B issued 
on June 28, 1985. 

On January 3, 1985, the State· of Alaska 
protested the rate Kuparuk filed in Docket No. 
ISSS-9-000 and fil~d a complaint in Docket No. 
ORB5-1-000 alleging the previously existing 
rate was unjust and unreasonable for the period 
October 3, 1984 through January 14, 1985. The 
Oil Pipeline Board suspended the new rates for 
one day, and permitted them to become effec
tive on January 16, 1985, subject to investiga
tion. On June 5, 1985, the 61 cent and 55 cent 
rates Kuparuk filed in December 1984 were set 
for hearing,7 and the two dockets were consoli
dated. Direct testimony and reply testimony 
were filed· .between May and October 1986, 
hearings were conducted. in November 1986, 
and the record closed January 7, 1987. Briefs 
and reply briefs . were filed in February and 

. March 1987, and the ID issued on October 26, 
1988. Exceptions and replies to exceptions were 
filed by the State, Kuparuk, the Commission 
staff, and the: Association: of Oil Pipelines 
(AOPL). 

The ID consists of seven topics· addressing: 
(1) whether the Williams methodology is 
appropriately applied to Kuparuk; (2) the 
structure of Kuparuk's rate base, (3) rate of 
return and capital structure; (4) treatment of 
nonjurisdictional property. (revenue from the 
Oliktok Pipeline); (5) calculation of operating 
expenses, most· importantly depreciation; (6) 
the proper rate levels for shipments from the 
Milne Point unit; and (7) the type of rate 
structure to be used for future rates, refunds, 
the use of the test period, and certain special 
amortization issues. Exceptions to the ID were 
filed on six of these topics.8 This order therefore 
discusses the following categories of issues: (1) 
the application of the Williams methodology; 
(2) rate base issues; (3) treatment of nonjuris
dictional property; ( 4) rate of return, including 
cost of capital; (5) depreciation; (6) expense for 
demolition, removal, and restoration; and (7) 
other operating expenses. This order also dis-

7 31 FERC 1[ 61,269(1985). 

8 There were no exceptions to the ID's determina
tion on the reasonableness of the Milne Point rates. 

, 61,122 
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cusses the remedies, if any, to be applied in this 
case. 

II. Discussion 

A. The Williams Methodology 
Prior to the issuance of Opinion Nos. 154-B 

and 154-C in Williams, supra, oil pipelines 
were entitled to earn a return on capital deter
mined by multiplying the allowed rate of 
return times a valuation rate base.9 The valua
tion formula "weights original cost and repro
duction cost according to their relative sizes 
and then averages them. The · resulting 
weighted mean is then reduced for deprecia ... 
tion."1o Opinion No. 154-B adopted net depre
ciated trended original cost (TOC) as the 
appropriate form of rate base to replace the 
valuation rate base.11 In addition; Opinion No. 
154-B adopted a starting or transition rate base; 
in dollars for existing plant in order to "bridge 
the transition from valuation to TOC."12 Opin~ 
ion No. 154-B stated that the formula was "fair 
in view of pipeline investor reliance on a rate 
base which has been adjusted for inflation," 
and that it would "more closely approximate 
the TOC rate base that would have existed had 
the ICC [Interstate Commerce Commission] 
not written-up debt [in the valuation formula]. 
It will ensure that the equity holder does not 
benefit from the write-up of debt financed 
assets .... "13 The order also noted that "for the 
purpose of determining the starting rate basef 
[the] actual capital structure [to determine the 
debt and equity ratios] shall be. the actual 
capital structure as of the date of this opin
ion."~4 

The Commission, in adopting· TOC, was con
cerned about the ability of newer oil· pipelines 
to compete with older oil pipelines; TOC.allev.i~ 
ates this problem because it eliminates the 
front...end load associated with net depreciated 

9 The valuation formula appears in Williams Pipe 
Line Co., 21 FERC ~ 61,260, at p. 61,696, n.295 
(1982), and Farmers Unipn Central Exchange, Inc. v. 
FERC, 734 F.2d 1486, at 1495 n.28 (D.C. Cir. 1984), 
cert. denied sub nom., Williams Pipe ~ine Co. v. 
Farmers Union Central Exchange,. Inc., 469 U.S. 
1034. (Farmers Union). 

10 Farmers Union, 734 F.2d at 1495, n.28. 
11 The Commission has described TOC .as follows;. 

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

1[61,122 

original cost by reducing the equity return in 
the pipeline's early years. However, the Com
mission's policy of promoting competition 
among pipelines does not include raising the 
rates of the older pipelines to permit new pipe
lines to compete with them. TOC changes the 
timing pattern for recovery of the equity com-
ponent to foster competition. IS · 

After the application of the Williams meth
odology to the pipeline's rate base, the remain
ing rate issues involve typical cost-of-service 
issues such as throughput volumes, revenues, 
expenses, and cost of capital, and are deter
mined using the Commission's usual procedures 
for determining whether rates are just and rea
sonable. 

B. Application of the Williams Methodology to 
this Case 

The parties have a fundamental disagree
ment whether the Williams methodology is 
appropriately applied in these proceedings. 
Specifically, tne State and the Alaska State 
Regulatory Commission (ASRC), argued that 
the Williams methodology is not wholly appli~ 
cable to this case. The ASRC argued that the 
TOC methodology results in lower rates in the 
early years and higher rates in the later years. 
The State and the ASRC further assert that 
th.is has the practical effect of making oil pro
duction in later years more expensive at the 
very timethat the efficiency and productivity 
of a field are declining, and its production costs 
rising. They assert that Kuparuk's proposed 
depreciation methodology should fall outside 
the Williams methodology, and urge, with 
Kuparuk, the use of accelerated rather than 
straight line depreciation, a position opposed 
by staff, Further, the State, with staff's sup.: 
port, urges adoption of a· variable tariff mecha
nism, 16 which would be used for the recovery of 
Kuparuk's costs after December 31, 1987, 

written-off or amortized over the life of the prop. 
erty. 

Williams Pipe Line Co., 31 FERC 1f 61,377, at p. 
61,834 (1985) .. 

12 Id: at p. 61,833. The starting rate base, another 
computation involved in Williams, is not relevant 
here since Kuparuk is a new pipeline and has never 
had the reasonableness of its rates. determined: under 
the ICC valuation based methodology •.. 

13 Id. 

14 Id. at p. 61,839 n.43. 

15 See Opinion No. 352, supra, 52 FERC at p. 
61,237. 

16 A variable tariff mechanism provides for a rate 
change to be filed on arr annual basis. The annual 
filing typically adjusts rate levels to take into·account 
changes in throughput, net investmentr corporate 
income taxes, and changes in gross rate base. invest
ment. 

Federal Enerv Guidelines 
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rather than a fixed rate tariff. They take this 
position to assure that Kuparuk does not over
recover its cost of equity as its rate base 
declines. 

In addressing these disputes, the ID noted 
that the State utilized the basic cost conven
tions of Williams, and then attempted to mod
ify Williams to reflect the particular 
circumstances the State believes exist in this 
case. The ID found that the State's modifica- · 
tion of the TOC methodology is based on its 
assertion that Kuparuk has a transportation 
monopoly, and therefore that the Williams 
methodology is inappropriate .. The ID further 
noted that the State's position varie9 from 
Opinion No. 154-B by using a front loaded 
method of depreciation, in this case a -unit-of
throughput (UOT) method,17 in contrast to 
conventional straight-line depreciation. 

The ID also concluded ·that the use of the 
UOT method is inappropriate because it· would 
result in a rate profile that would resemble one 
using a depreciated original cost methodology· 
rather than one rate profile resulting from the 
application of the traditional Williams method
ology; The ID found that the Williams depreci
ation methodology is applicable to Kuparuk, 
because Kuparuk .is an oil pipeline. For the 
reasons discussed below in the section on depre
ciation costs, the Commission agrees with the, 
State and Kuparuk that the UOT .method is. 
the most appropriate method ·under the· cir- · 
cumstances, and will reverse the ID on the 
issue of depreciation. The Commission con
cludes that nothing in. the Williams methodol,. 
ogy, which focuses OIL the trending of • the 
deferred equity return, preclude& this result.J, 

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

17 The unit-of-thrpughput method calculates the 
annual depreciation charge . based on the percentage 
of total throughput over the useful life of the pipeline 
represented by the estimated-volume' to be handled 
each year. For example, if 100 units would·be handled 
over the 2().;yeat period the pipeline. operates, and 10 
units would be transported the first year and eisht 
the second, the first year depreciation would be 10 
percent of the rate base and the second year deprecia
tion would be 8 percent. A similar method is the unit
of-production method which is based on the annual 
percentage of the output of the field served by the 

FERCReporb 

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

After rejecting Kuparuk's arguments that 
the Commission lacks the authority to impose a 
variable tariff mechanism, the ID concluded 
that because it appears that Kuparuk's rate 
base will steadily and significantly decrease 
every year, even assuming a modest amount of 
additional trending of the equity portion of 
rate base, a variable tariff mechanism in com
bination with a test year approach will better 
insure that Kuparuk will not over time over
collect a greater amount of return dollars on a 
greater portion of the rate base that no longer 
exists for. regulatory purposes.18 Thus, even 
though nothing in the earlier Williams deci· 
sions would support the application. of a varia
ble tariff mechanism to oil pipelines, the ID 
accepted the arguments of ·the State and staff 
on the issue of the declining rate base. To this 
end the variable tariff mechanism adopted by 
the ID requires Kuparuk to file a. variable 
tariff mechanism in a form satisfactory to the 
Commission, and . to include in the variable 
tariff mechanism a method to adjust 
Kuparuk's rates for changes in its rate base, 
throughput, and federal i~corne taxes. 

Kuparuk and AOPL except to the ID's adop.-
tion of the ·variable tariff mechanism. They 
argue that section 6 of the ICA permits com
mon carriers regulated by that Act to adjust; 
rates at any time on their own motion and thatl 
nothing in section 6 of the ICA can be read t~ 
require .a carrier to make periodic rate filings 
in a manner contemplated_ by the ID. TheYJ 
assert that to the contrary. the Supreme Court 
has stated unequivocally. that "[a) carrier is 
entitled to.~ initiate rates and. to. adopt such 
policy making as it deems wise subject to the 
revisory power conferred u~n the' Interstate 
Commerce Commission." 9 Kuparuk and. 
AOPL note .that a variable tariff mechanism 
wa~ adopted in the case of TAPS, but that it 
was voluntary.zo . · . 

Kuparuk arid AOPL ~!so argue that .a .varia~, 
ble tariff mechanism overlooks the fact that 
section- 15 of. the ICA has different procedures, 
depending on whether. an investigation. is of .a. 
rate filed by the carrier,. OJ; is in response to a. 
complaint, or is on.theiCC's own motion. They 
point out that under section ,15(7), the Com-

pipeline over the. field's proouctiveJife. If the pipelin11 
serves .only one field, the two .m~thods are identical 
since the useful life of the pipeline equals that of the
field it serves. 

18 See 45 FERC at p. 65;088. . . 

19 United States v. Illinois c~~tr~ Railroad, 263. 
u.s. 515, 532 (192~).; . 

20 See, Trans Alasb. Pi~~e .Syste,;,, 3S FERC 
1f 61,245 (1986). 

~ 61,122 
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mtsston may suspend a filed rate for up to 
seven months and investigate a changed rate. 
Investigations as a result of a complaint are 
concluded after a hearing under section 15(1) 
of the Act. They further note that the burden 
of proof is on the carrier filing the rate if a 
changed rate is involved under section 15(7), 
but that the burden of proof is on the complain
ant under section 15(1). 

Kuparuk and AOPL further argue that 
neither section 15(1) nor section 15(7) autho
rizes imposition of a requirement for periodic 
rate filings. They also assert that periodic rate 
reviews illegally shift the burden of proof on 
establishing whether existing rates are just and 
reasonable from the shipper or Commission to 
the carrier, and deprive the carrier of its right 
under section 15(1) to a full hearing in com
plaint cases. They also maintain that because 
each rate change would be subject to suspen
sion, a variable tariff mechanism precludes the 
carriers from collecting rates previously deter
mined to be just and reasonable. Finally, they 
argue that the · components of the variable 
tariff mechanism adopted in the ID are ill
defined and arbitrary, and that a variable 
tariff mechanism would fail to give shippers' 
adequate notice of the rates to be paid ·as' 
required by section 6 of the ICA. Kuparuk also 
argues that. the role of the Commission in • 
reviewing the formula is unclear, as is that of.. 
the parties who might protest its operation:· 
Kuparuk also claims that the record in this· 
proceeding does not support the conclusion that. 
Kuparuk will experience a rapid decline in its 
rate base. Kuparuk argues, that Commission. 
policy strongly disfavors periodic rate review, 
citing early decisions in Trailblazer. Pipeline· 
Company,tl and argues that the clearest exam-. 
pie of periodic rate review, the Commission's. 
Purchased Gas Adjustment (PGA)· mechanism,. 
is voluntary. 

The State argues that the Commission has 
the power to require periodic filings, and has 
done so in the past. The State argues first that 
a cost-of-service tariff is· the.tdeviCe most ·fre
quently used, and that under ·such a mecha
nism capital, depreciation, and operating costs 
are adjusted on a· monthly basis. The State also
cites. the Commission's PGA mechanism as 

• 21 18.FERC 1f 61,244 (1982)'(0pinion No. 138);~ 
19 FERC 1f 61,116 (1982) (Opinion No. 138-A); 36 
FERC f 63,<n3 (1986). Kuparuk attempts to distin.: 
guish Ozark Gas Transmission System, 41 FERC 
1T 61,207 (1987) (Opinion No. 213-A), on· the grounds 
that the Commission determined that its Sl!ction 5 · 
authority was inadequate to protect consumers in 
that instance. However;·tlie issue in both Trailblazer 
and Ozark is proper treatment of a rapidly declining 
rate base. In these two cases- the Commission used a 
levelized annuity as a means of protecting ratepayers· 
since there was no regulatory procedure that would 
provide for regular filings thl&t would modify the 
pipelines' costs and rates. 
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another example of a formula rate, and refers 
to the use of various tracking devices used in 
electric utility rate making as another exam
ple. The State further argues that the variable 
tariff mechanism is warranted in light of the 
fact that Kuparuk's cost of service is projected 
to decline by slightly more than 14 percent in 
the period 1985 through 1990, and that 
throughput is expected to substantially 
increase. The State further argues that the 
difference between projected throughput and 
actual throughput in the first two years of this 
proceeding would justify: a 16-percent adjust
ment- to Kuparuk's rates.22 These figures are 
the basis for the State's argument that· 
Kuparuk's return on equity will' increase rap
idly, and that periodic rate review is appropri
ate. 

The State recommends: (l)that the Commis
sion adopt a variable tariff mechanism formula 
based· on the Williams methodology, (2) that 
the formula be applied for the .calendar years· 
1981'-1989 using· actulll data for those .years,: 
(3) that each year thereafter Kuparuk file a· 
tariff that is consistent with that formula, (4) 
that the formula adopted use a true-up' mecha
nism, and (5) that after filing its Form 6 (the 
Annual Report of Oil Pipeline Companies), 
Kuparuk should be required to resubmit a cal
culation of its. previous year's tariff using. 
actual data arid adjust its current tariff to 
reflect any over or under recovery. The State 
further asserts that if the Commission does not 
adopt a variable tariff mechanism; it should 
not apply any determination made here beyond 
the period· of the State's .. first .complaint, and 
should determine th.e ·reasonableness of 
Kuparuk's.rates for the·period after December 
31,1987, in a separate proceeding .. 

The Commission concludes that the ICA does 
not grant it authority to' impose the variable 
tariff mechanism requested by' the State and 
staff. The Commission concludes that the 
requirement of an involuntary annual filing, 
and the related review of the reasonableness of 
Kuparuk's rates, violates the court's decision in 
New York Public Service· Commission- -v: 
FERC.23 As is argued in Kuparuk's suppltmen
tal brief on' exceptionS', in PSCNY 11. · FER€ the 
court held that FERC could 'not use its' general· 

22 The State makes similar:argurttents in its sec
ond complaint,_ asserting that Kuparuk's annual 
throughput was 99,470,000 barrels in 1986, 
103,241,000 in 1987, and 110,465,000 in 1988, ·and 
was estimated· at 112,420,000 in 1989: It claims that 
in the same period Kuparuk'& net- property base
declined from $111,029,000 in' 1986 to $102,558,000 
in 1988. 

' ' 
. -

23866 F.2d 487 (D.C~. Cir.)(1989)(PSCNY· v. 
FERC). 
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implementing authority under section 16 of the 
Natural Gas Act (NGA) to require Ozark Gas 
Transmission System (Ozark) to make filings 
every three years as a way of preventing excess 
equity returns on Ozark's rapidly declining 
rate base. The court's conclusion that the Com
mission could not shift the burden of proof as it 
is allocated under sections 4 and 5 of the NGA 
applies with equal force to the distinction in 
the allocation of the burden of proof under 
sections 15(7) and 15(1) of the ICA. The Com
mission concludes that it may not use its gen
eral ancillary authority under section 16 of the 
ICA to require periodic filings any more than it 
may require such filings under section 16 of the 
NGA. 

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

The most instructive of the cases cited by the 
State, ICC v. American Trucking Ass'n, 467, 
U.S. 354 (1984), holds that there are signifi
cant limits to the ability of the ICC to retroac
tively reject a previously filed tariff, as this 
would deprive a rail carrier of its right to a 
hearing under the ICA. In making a limited 
exception to this rule,. the Court then noted the 
difference between the ICC's powers to reject 
tariffs before they are filed, and the procedural 
safeguards that exist to protect those tariffs 
that have already been accepted.24 In its anal
ysis the Court also reviewed similar provisions 
involving the NGA and the Civil. Aeronautics 
Act, and concluded that these statues also dis· 
tinguished between tariffs filed by the regu
lated entity, and those already on file that are 

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

25 See TAPS. Settlement , Order I, 33 FERC 
n 61,063, at p. 61,140 (1985) .. 

26 Kuparuk correctly states that the annual fil. 
ings. under the .TAPS voluntary settlement would be 
subject to protest as would any new rate change filing 
under the ICA, and the burden of showing that the 
new rate is just and reasonable would be on the TAPS 
carriers. See TAPS Settlement Order II, 35 FERC 
n 61,425, at p. 61,983; n.17 (1986). 

27 The result is consistent with the Commission's 
recent decision in Trailblazer Pipeline Company, 50 

FERC Reporta., · 

subject to complaint or modification by the 
agency. 

Given the Supreme Court's analogy to the 
provisions of the NGA in determining the 
importance of burden of proof under the ICA, 
the Commission concludes that the relationship 
of sections 15(7) and 15(1) of the ICA is similar 
to that of sections 4 and 5 of the NGA. In 
PSCNY v. FERC, supra, the court rejected the 
Commission's argument that the annual PGA 
mechanism supported the proposition that the 
Commission could impose a three-year period 
filing requirement on Ozark, explicitly noting 
that the PGA is voluntary, and that therefore 
the court's concern for protecting distinctions 
between sections 4 and 5 of the NGA did not 
apply. By analogy, the variable tariff mecha
nism adopted in the TAPS proceeding, which 
involved the same economic issues at issue 
here, was also voluntary.25 The variable tariff 
mechanism advanced here is not voluntary and 
the Commission concludes that the court's 
rationale in PSCNY v. FERC, supra, is appli
cable to the instant case.26 If the Commission 
were to impose a variable tariff mechanism in 
this proceeding, it would be using its general 
ancillary power under section 16 of the ICA to 
eliminate the distinction between voluntary 
rate filings under section 15(7) by the carrier 
and complaints against. the carrier's filed rates 
under section 15(1) of the ICA, the action that 
was rejected in PSCNY v. FERC, supra. There
fore the Commission will not impose the varia,. 
ble tariff mechanism urged by staff and the· 
State.27 . 

The State further argues that the variable 
tariff mechanism it proposes is in fact an 
annual cost-of.service tariff, and that therefore 
it does not violate the ban against periodic .rate, 
filings contained in PSCNY v. FERC, supra. 
However, as the State's own citations demon
strate, such· tariffs are: used reluctantly and 
then only until traditionaL cost-of-service ele
ments can. be more firmly established.zs As 
Kuparuk correctly notes, the case most heavily 
relied on by the State and staff involved the 
consent of the pipeline involved.29 

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

FERC 1f 61,188 (1990), in which the Commission 
rejected a request by the State of New York for a 
periodic rate review of two years, citing PSCNY v. 
FERC, 50 FERC at p. 61,599, n.84. See also Over
thrust Pipeline Company, 53 FERC ff 61,118, at pp. 
61,371-72 (1990). 

28 See American Louisiana Pipeline Company v. 
FPC, 344 F.2d 525 at 526-27 (1965), which holds that 
a cost-of-service tariff was properly used when· the 
Commission lacked information on current costs and 
volumes and the tariff was voluntarily accepted by 
the pip~line. 

Z9 PANGL, 31 FERC at p. 61,500 (1985). 
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complaint was filed if the subject rates are 
determined to be unjust and unreasonable. This 
permits the State to protect its interest in 
maintaining just and reasonable rates by filing 
complaints periodically against existing rates 
at such times as it believes that Kuparuk's cost 
factors have caused the rates to become unjust 
and unreasonable, and to obtain reparations for 
the period up to two years before the complaint 
was filed. This procedure provides the State 
with an alternative form of relief to the varia
ble tariff mechanism that the Commission has 
rejected here. In fact, the State has filed such a 
complaint in Docket No. OR90-1-000 for the 
calendar years 1988 and 1989. In light of that 
complaint, the Commission will 'not determine 
whether Kuparuk's rates for 1988 and 1989, 
and subsequent years, are just and reasonable, 
but will defer a final decision until completion 
of the proceeding on the reasonableness of the 
rates for those, and subsequent, years. In deter
mining the reasonableness of the rates for these 
latter years, the ALJ and the parties are 
directed to produce a record and· conclusions 
applying the principles discussed in this order. 

C. Rate Base Issues 

Rate base issues address ··the type and· 
amount of capital upon which Kuparuk will 
have an opportunity to earn a return. The ID 
addressed six such issues: (1) carrier property 
balances; (2) trending issues under the Wil
liams methodology; (3) allowance for funds 
used during construction (AFUDC); ( 4) accu
mulated deferred income taxes (ADIT); (5) 
working capital; and (6) accumulated deprecia
tion. Exceptions were filed to all the issues 
except accumulated depreciation. The remain
ing five issues are discussed below with the 
accumulated deferred income tax (ADIT) and 
working capital issues treated in the context in 
which they occur, namely carrier property bal
ances, the trending of working capital, and· 
AFUDC. 

1. Carrier property bal.ances . 

Kuparuk acquired most of the supporting 
vertical support mechanisms: and central 
processing facilities from KPC on October 6, 
1984. One important issue in this case concerns 
the rate base treatment to be accorded the· 
assets thus transferred to Kuparuk. from KPC. 
This turns principally on the treatment of 
ADIT balances incurred before the transfer of 
the assets to Kuparuk. 

The ID concluded that Kuparuk should 
value the assets acquired· from·KPC at .their 
net depreciated book value less the ADIT. bal
ances associated with the transferred property.· 
Kuparuk excepts, claiming that the ADIT bal-

30 Farmers Union II, 734 F.2d at 1528: · 
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ances should not be deducted from the assets 
transferred to it from KPC. Kuparuk claims 
that because the transaction was at arms 
length, and because greater efficiency results, 
it is entitled to a higher rate base for regula
tory purposes. Kuparuk further argues that 
greater efficiency resulted when Kuparuk built 
a new 24-inch pipeline, replacing the 16-inch 
pipeline previously operated by KPC, and that 
rates dropped when that facility entered ser
vice. Kuparuk further asserts that its position 
is consistent with the tax provisions of the 
partnership documentation that created it. 

Staff and the State argue that no efficiencies 
were obtained from the assets, i.~. the vertical 
support mechanisms and central processing 
facilities, transferred to Kuparuk because those 
assets were capable of carrying the new 24-inch 
pipeline and the previously existing 16-inch 
pipeline simultaneously. "rherefore, they argue, 
any increase in efficiency came solely from the 
construction of the 24-inch pipeline, and not 
from the transfer of existing assets from KPC 
to Kuparuk. Under these circumstances, they. 
claim, Kuparuk has not met the test of Farm
ers Union II 30 requiring it to demonstrate by 
clear and convincing evidence that an increase. 
in efficiency h$.5 resulted, and that, therefore, 
Kuparuk cannot claim an increase in its-rate: 
base even if it is assumed (which the State and 
staff dispute) that a sale occurred. They also. 
argue that Kuparuk's theory does not conform 
to the tax provisions of its own partnership 
document since that document speCifically pro
vides thai each of the contributing parties will 
obtain the tax benefits and liabilities related· to 
that partner's capital contribu'tion. They assert 
that this means that the benefit of any dimin
ished tax liability will accrue solely on KPC 
because of the approximately $19 million in 
ADIT it obtained before transferring any 
assets. to Kuparuk .. 

The Commission concludes that the ADIT 
associated with the transferred assets should be 
deducted froin· Kuparuk's rate base.: ADIT 
reflects the difference between depreciation for 
tax purposes and depreciation for· book ptir-' 
poses. Federal income taxes paid in early years 
are less than those recognized by the Commis
sion for book and rate making purposes. This is. 
because the Internal Revenue Code permits the' 
use of accelerated depreciation while the Com
missipn normally requires straight line·depreci
ation of· the pipeline's property llccounts. In 
the early years of a pipeline project; the differ
ence between the federal income tax effect'of 
the two differendevels of depreciation is.accu
mulated in Account Nq, 282 (Accumulated. 
Deferred Income Taxes.~ Other Property). In 
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later years, when book depreciation exceeds the 
accelerated tax depreciation under the Internal 
Revenue Code and the income taxes increase 
due to the reduced depreciation expense deduc
tions, the pipeline reduces the balance in 
Account No. 282 to reflect the payment of the 
previously deferred taxes owed. In the 
meantime, the pipeline has the time value ben
efit, i.e, the interest free use of the funds that 
otherwise would have been paid in taxes.31 

The titne value benefit of the ADITs was not 
eliminated when the ·property was transferred 
to the new Kuparuk partnership. The ADITs 
continue to benefit the partner who contrib
uted any asset that generated ADITs before 
the assets were contributed to the partnership. 
The benefits and the liabilities associated with 
those contributions are allocated among the 
partners based on the terms of the partnership 
agreement. The Partnership Agreement does 
not address the relationship of the partners and 
the ratepayers. Regardless of how the benefits 
from the ADITs are allocated among the part
ners under the Partnership Agreement, the 
ratepayers will continue to pay for the current 
depreciation at the book rate, and for the 
return on the book value of Kuparuk's assets. 
Commission policy, as stated in its regula
tions,32 and recent Commission and court deci
sions,33 requires that the ratepayer burdened 
by the payment for the assets should receive 
the tax benefits that result from any ADITs. 
Thus, the fact that the Partnership Agreement 
provides that the tax benefits and liabilities of 
any contributed asset "will remain" with the 
partner that contributed the particular asset 
addresses only the tax liabilities and benefits of 
the respective partners,34 and does not defeat 
the Commission's policy providing that the 
ratepayer should have the benefits that may 
inure to all the partners as result of the ADITs 
taken before or after the partnership was cre
ated. 

Kuparuk argues in the alternative that the 
transfer of the vertical support mechanisms 
and related facilities to Kuparuk ·was a 
purchase and, since efficiencies result, the 
higher depreciation and asset basis is war
ranted. Tbe argument is without merit. The 
Partnership Agreement clearly states that all 
transfers to the Kuparuk partnership were cap
ital contributions and that none involved a 
sale.35 "Contribution" is a term of art in part
nership and partnership tax law. Its meaning is 

3l See Trailblazer, supra, 50 FERC at p. 61,588. 
32 See 18 C.F.R. § 2.67 and 18 C.F.R. 

§ 154.6(3)(a) (1990). 
33 See Columbia LNG Corporation, 54 FERC 

~ 61,260 (1991), and Trunkline LNG Co. v. FERC, 
(D.C. Cir.), No. 89-1492, slip op. dated Dec. 14, 1990. 
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the transfer of value for a percentage interest 
in the partnership. Similarly, "purchase" 
means the acquisition of the assets for consider
ation other than a partnership interest, usually 
cash or an instrument evidencing indebted
ness.36 Neither of these two latter types of 
consideration is involved here, and their 
absence defeats Kuparuk's argument that a 
sale occurred in this proceeding. 

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

2. Trending Issues 
Under Williams, once carrier property bal

ances and the other elements of a pipeline's 
asset base are established, that portion of the 
equity return that is deferred is trended using 
the formula explained in Williams. The issues 
raised on exceptions include: (1) the starting 
point for the trending of the deferred equity 
component, (2) the definition· of the working 
capital to be trended, and (3) the calculation of 
the debt and equity components that are 
applied to the rate base. 

a. Starting point for the trending of carrier 
property balances 
The ID concluded that the starting point for 

trending of the deferred equity component 
should be the average of the opening and clos-

34 See Kuparuk Transportation Company Part
nership Agreement (Partnership Agreement), Ex. No. 
KTC-2-1, at pp. 5, 19-20, 23-24. 

35 Id. at pp. 10.11. 

36 Id. at pp. 9, 12-13. 
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ing balances of account in the year in which 
the trending begins, i.e., the point at which the 
rates become effective. The staff supports this 
conclusion, and Kuparuk excepts. The ID 
found that the averaging methodology is more 
likely to protect consumers against a rapidly 
declining rate base and is not inconsistent with 
the Williams methodology. Kuparuk argues 
that a one-day, beginning of year balance is the 
proper starting point, and that effective appli
cation of the Williams methodology depends on 
the use of such a single starting point for trend;.. 
ing carrier property balances. Kuparuk further 
asserts that the example contained in· Opinion· 
No. 154-B contemplates a beginning of the year· 
single point methodology for determining the 
portion of the rate base to be trended.37 

Staff argues that the example in Opinion No. 
154-B does not. address the issue at hand, that 
it is based on the now-discredited ICC method 
of rate base valuation,. and that there is no 
need to continue that method if there. is a more 
accurate way to measure the assets that will 
actually be in service during . the year.. Staff 
further argues that for this reason the Commis
sion has expressed a strong preference for the 
averaging approach for gas pipelines and elec-
tric utilities~ · · 

The Commission reverses the ID's determi-· 
nation to use the averaging method. In setting
gas pipeline rates, the Commission normally 
uses the- end of the test year plant balance as 
the starting point for depreciation of plant and· 
facilities in the year in which the new rates will 
apply. Williams implies that the starting point 
for trending is the opening capital plant bal
ance in the year that trending will occur, i.e., 
the first year in which the rates at issue will 
actually apply. In fact, in both ARCO. and 
Buckeye, supra, the rates were designed, and 
accepted, based on the end of the test year 
method. Thus, while averaging migbt lead.,to a. 
lower increase in the trending component than. 
under Williams, the Commission concludes the 
rate base conventions.- for the asset accounts of 
oil pipelines should continue to be the same as. 
gas pipelines,38 and will apply the end of the 
test year methodology for determining .the 
point from which both the trending and depre
ciation will begin. This will result in consis
tency in regulatory policy and will conform to 
the technical requirements of the Williams 
methodology. This requires that trending, 
depreciation, and the amortization· of the 
equity mark-up all begin at the same time. The 
depreciation calculation is subject to periodic 

37 31 FERC at p. 61,834. 

38Jn recent g~s pipeline cases involving pipelines 
with a rapidly declining rate base the Commission has 
adopted a levelized annuity methodology. See Trail-
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review by complaint, with reparations, as was 
discussed earlier in this order. 

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

permitted to apply the. Williams trending 
methodology to working capital items included 
in Kuparuk's rate base, and permitted 
Kuparuk to include 5508 feet of pipe in its 
working capital account. Staff excepts, noting 
that working capital is normally replaced on an 
annual basis, is expensed, and is therefore auto
matically replaced at the higher prices. While 
the State agreed that working capital should be 
trended, it argues that one item, pipe in stor-. 
age, dOes not exist in Kuparuk's accounts and. 
should be deleted from its rate base, and that a 
second item, an allowance for tax prepayments, 
fails to recognize that there are offsetting bal
ances later in the year· that should also pre
clude that item from being include(! in working 
capitar: ·· · · ·· . • 

The Commission will reverse the ID on these 
working capital related issues. A pipeline is 
permitted to earn a return on a 13 month 
average. balance of cash working capital items; 
Staff argues that working capital items are 
replaced on a regular basis, ' and therefore 
should be excluded from the trending methodol
ogy since they are consistently replaced at 
higher prices. Staff identifies such items as 
quarterly ·insurance pa,yments to highlight the 
narrow distinction · between working capital 
items; and. normal operating expenses; which 
are not trended since they are reflected in 
annual operat.ing expenses~ 

The. Commission notes that because a pipe
line incurs a carrying cost on working capital 
items, it is allowed a rate of return on its 
investment in working capital. Under the ID, 
Kuparuk would receive a return based on the_ 
real cost of equity rather than the nominal cost 
of equity as is the case with other working 
capital items that are normally expensed on an 
annual basis. Consistency with the Williams 
methodology requires that the equity compo
nent of all items included in the pipeline's rate 
base be trended under that methodology. The 
pipeline would lose the portion of its equity 
return that would be attributed to inflation if 
trending of the working capital items were not 
permitted .. 

The Commission also agrees that Kuparuk 
has not established that it actually maintains a 
working inventory of 5508 feet of pipe. As 
noted in the State's Brief on· Exceptions, 

blazer, supra, 50 FERC 1f 61,188, at p. 61,587 (1990); 
and Overth~ust, supra, 53 FERC f 61,118, at pp. 
61,371-72 (1990). 
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Kuparuk's books do not show any such materi
als or supplies, and the sole source Kuparuk 
presents is a consultant's study that antedates 
its official reports to the Commission. The 
working capital return should be on docu
mented inventory, not on an estimate that 
appears based on industry custom. Kuparuk 
may trend its working capital using the Wil
liams methodology, but is directed to remove 
the estimated cost of the 5508 feet of pipe. 

The Commission also agrees with the State 
that the working capital allowance for property 
tax prepayments overstates the rate base. 
Kuparuk makes a midyear payment of the 
total taxes due the State for the current year. 
Thus, at midyear it advances the taxes due for 
the second half of the year, and collects· the 
balance from shippers over the remainder of 
the year. During the first half of the year 
Kuparuk collects the taxes from its revenues in 
advance of the midyear payment, thereby 
accruing shipper prepayments in the first part 
of the year. Except for the first three months of 
Kuparuk's operations in the fourth quarter of 
1984, the two prepayments offset one another 
and therefore no working allowance for tax 
payments shouid be permitted. Kuparuk 
should deduct the tax prepayments from· its 
rate base. 

Finally, the ID determined that the trending 
calculation should be performed before ADIT is 
credited. In Opinion No. 351 the Commission 
reached the opposite conclusion and ruled that 
ADIT should be deducted before the trending 
calculation is performed~ 39 For the reasons 
stated in Opinion No. 351, the ID will be 
reversed. 

c. Nature ofthe return applied to. the rate 
base · · · 

The ID followed the Initial Decision in 
ARCO Pipeline Company,40 and permitted 
Kuparuk to apply two separate rates of return 
to its rate base .. The first return applied the 
nominal interest rate on debt to the debt com
ponent, and the second applied the real rate of 
return on equity to the equity component. The 
ID adopted this approach to assure that as 
equity dollars in the rate base increase due to 
trending, Kuparuk would have an opportunity 
to· earn an equity· return on those additional 
dollars. Staff excepts to this conclusion, arguing 
that the dist~ction between the two types of 

39 52 FERC at PP,· 61,238-39. 
40 ARCO Pipe/in~ Company (ARCO), 43 FERC 

1f 63,033 (1988), aff'd in part and modified in part, 52 
FERC 1[ 61,055 (Opinion No. 351). The term "ARCO" 
is used to distinguish the ID from the Commission's 
Opinion Nos. 351 and 351-A. 

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

In Opinion No. 351, the Commission initially 
concluded that ARCO's return allowance 
should be derived solely by applying the 
weighted cost of capital to a single rate base 
amount. However, the Commission modified its 
conclusion on rehearing in Opinion No. 351-A. 
The Commission concluded that the capitalized 
deferred TOC earnings that are to be included 
in the rate base under Williams should earn an 
equity return. After positing this amount at 
$200, the Commission stated that the issue was 
whether the pipeline is entitled to earn an 
equity rate of return or an overall rate of 
return on the $200. The Commission concluded 
in Opinion No. 351-A that the $200 is the 
functional equivalent of an equity investment 
in the enterprise because it represents deferred 
equity earnings. Hence, the pipeline should 
adjust its capital structure by including the 
$200 as equity capital, and thereafter have an 
opportunity to earn an equity return on the 
deferred· earning. Since the issue is the same 
here as in Opinion No. 351-A, Kuparuk should 
use the same approach in this case. This means 
applying a weighted average cost of capital to 
a single rate base except for the adjustment for 
the equity return on the deferred TOC earning 
described here.41 · · 

3. Treatment of AFUDC 

"Allowance for funds used during construction 
(AFUDC) represents the capitalized cost of 
debt and equity financing incurred during con
struction; The purpose of AFUDC is to com
pensate the utility for the costs of financing 
during construction. The issues on exceptions 
relate to the construction of the new 24-inch 
pipeline on the vertical support members that 
Kuparuk acquired from KPC and include: (1) 
the time frame for which AFUDC will be 
allowed, (2) whether ADIT' deductions associ
ated with interest payments during the con
struction phase should be deducted ·.from 
Kuparuk's rate base, and (3) · whether any· 
AFUDC equity return should be compounded 
monthly or semiannually. · 

increase in the equity rate base and to amortize that 
premium over the useful life of its· assets. The 
increased equity amortization available to the pipe
line under the Williams methodology is properly 
included in the pipeline's rate design and is recouped 
through its rates. 
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Regarding the first issue, the ID concluded 
that Kuparuk could accrue AFUDC commenc
ing from the date construction expenditures 
were made. The ID concluded that the part
ners who created Kuparuk incurred the financ
ing cost of construction funds even though 
Kuparuk itself was not formed at the time that 
planning and construction began on. the 
24-inch pipeline. The State excepts, arguing 
that regulatory policy requires that only 
AFUDC actually recorded in Kuparuk's 
accounts should be available to Kuparuk .. 
Kuparuk responds that the partners who 
formed Kuparuk commi'tted substantial funds 
for expenditures before the partnership agree
ment was executed, that detailed records were 
kept of those expenditures, that the construc
tion costs and the carrying costs were credited 
to each partner's capital contribution, and that 
they are entitled to AFUDC for expenditures 
that actually benefitted Kuparuk. 

The Commission will affirm the ID. Opinion 
No. 154 provided that all new plants may be: 
recorded at cost and that oil pipelines may add. 
to their rate base as. an AFUDC an amount. 
computed using their. overall cost of capitat.4Z, 
In Opinion No. 351 the Commission affirmed 
this determination, .stating in note z6 that the 
Commission's intent was to put oil pipelines on; 
the same basis as gas pipelines. and electric. 
utilities yvhere AFUDC is recognized as a com
ponent of the construction cost. 4~ AFUDC is. 
permitted for the periOd of construction.44 It 
may be capitalized from the date that con
struction costs are continually incurred on a 
planned progressive basi~.4S·The Commission's 
reg.ulations for accruing AFUDC focus on the 
construction activity, not on the ownership of 
the facilities being constructed. The Commis
sion therefore will permit AFUPC to . be 
acc.rued commencing.; with th~. date construe-. 
tion costs· are continuously incurred. '· · · .- · 
· However, the Commission will reverse. the 

!D's determination. that ADIT generated 
before operations began should not be deducted 
from the AFUDC accruing before Kuparuk 
began operation. The ID concluded that Order;.. 
No. 144, which deals with normalization of the. 
difference in timing of expenses for· regulatory 
and ta~ purposes, does not require that ADIT 
be deducted from AFUDC before _operations 
begin.46 However, the staff and State argue 

42 31 FERC at p. 61,839, n.38. 
43 52 FERC at p. 61,235. 
44 ~e Gas Plant Instruction No. 3(17), 18 C.F.R. 

Part 201 (1990). . 
45 Accounting Release No.5, FERCStatutes.and 

Regulationsf 40,005 (1990). 

<WI Regulations Implementing Tax Normalization 
for Certain Items Reflecting Timing Differences in 
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that the Commission's decision in Opinion No. 
319 requires the opposite result.47 

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

The Commission will reverse the Initial 
Decision and require that the time value [of 
ADITS] be awarded to Trunkline LNG's 
ratepayers through reduction in AFUDC. As 
all parties agree, Commission policy concern
ing normalization of tax benefits clearly 
requires a reduction in rate base· of AccounL 

. No. 282 balances for operating companies. 
Section 2.67 of the regulations makes no dis
tinction between deferred taxes arising as a 
result of construction as opposed to other 
u~ility plants. It is inconsistent and illogical 
to. require the time value of construction 
related deferred taxes to be used to reduce 
return of an operating utility and not· to 
require ·a similar reduction. of return solely 
because the construction project was under
taken under a different corporate form or a 
company in a different stage of its existence .. 
To hold otherwise would elevate form over 
substance and permit pipelines to circum
vent Commission policy though the use of an 
incorporation device. 48 · · 

The Commission -reve~ses the ID in· the 
instant case. for the: reasons stated in Opinion 
N:o. 319. In this instance no~hing,in the. Wil
liams methodology, which deals primarily with 
tre:tding, requires that oil pipelines receive dif
ferent regulatory treatment than gas pipelines 
on other rate base items such as AFUDC. · · 

The final· AFUDC isshe is'\\vhether to' use 
monthly or semiannJ~ill compounding Qf ~h~ 
AFUDC. equitY balance. 'l'he ID concluded 
thilt the Commission's regulations jlermit only 
semiannual compounding. Kuparuk excepts, 
arguing that the regulations are permissive and 
do not require semiannual compounding. 

In Opinion No. 319, ~he Commission permit'"' 
ted Trunkline LNG to amend its books to- use 
semiannual compounding rather than a purely 
annual statement of the return on AFUDC.49 
In doing so, the Commission stated that the 

the Recognition of Expenses or Revenues for 
Ratemaking and Income Tax Purposes, Order No. 
144, FERC Statutes and Regulations, Regulations 
Preambles, 1977~1981,11' 30,254, at p. 31,556(1981). 

47 Trunkline LNG Company, 45 FERC 1r 61,256 
(1988) (Opinion No. 319). 

48 Id. at pp. 61,781-82. 

49 Id. at pp. 61,792-793. 
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regulations provide for semiannual com
pounding, and permitted Trunkline LNG to 
conform on the grounds that it had not clearly 
elected the annual accounting method. As such, 
the six-month option is appropriately available 
to Kuparuk in the instant case. As already 
stated, the Commission's intent in Williams 
was to put oil pipelines on the same basis as gas 
and electric utility companies with respect to 
AFUDC. Commission Order No. 561 so permits 
compounding no more frequently than semian
nually, which was reaffirmed in Order. No. 
56t-A.51 Kuparuk has not presented any reason 
that these requirements should be modified. 
The Commission will affirm the ID. , 

D. Treatment of Nonjurisdictional Property 
Before Kuparuk began operation of its 

24-inch pipeline, KPC sold its 16-inch pipeline 
to the Oliktok Pipeline Company (Oliktok) for 
use as a natural gas ·pipeline. Oliktok rented 
space on the vertical support mechanisms and 
the use of the central processing facilities from 
Kuparuk for an annual rental of $432,814 dur
ing the time the record was open. Since Oliktok. 
is an intrastate gas pipeline rather than an oil 
pipeline, the determination of the reasonable
ness of its rates is not subject to the Commis
sion's jurisdiction under the ICA and the NGA. 
This raises the issue of the amount, if any, of 
this nonjurisdictional revenue that should. be 
credited to Kuparuk's cost of service, and if so, 
the method that should be used. The ID 
adopted staff's ·recommendation that an 
amount equal to 32 percent of all fixed plant 
costs (including a return on capital, deprecia
tion, and deductions for dismantling, removal, 
and restoration) should be deducted from 
Kuparuk's cost of service, and its rates reduced 
accordingly. The 32-percent figure is based on 
a more limited 32-percent cost allocation 
agreed to by Kuparuk and Oliktok in their 
lease agreement for the vertical support mech~ 
anisms. 

Kuparuk excepts, arguing that the ID is 
confiscatory and deprives Kuparuk of an 
opportunity to earn an adequate return on its 
investment. It asserts that Oliktok would not 
be in business if it had not been able to 
purchase the 16-inch pipeline and lease space 
on the vertical support mechanisms, that 
Oliktok cannot afford to pay the full "rental" 
that the State and staff would impute to it, and 

50 Accounting Regulations to Provide for the 
Determination of AFUDC, Order No. 561, 57 FPC at 
612 (1977). 

51 Accounting Regulations to· ProVide for the. 
Determination of AFUDC, Order No. 561, 59 FPC 
1340 at 1344-5 (1977). 

52 Kuparuk Brief On Exceptions at p. 60. 
Kuparuk also filed a motion to receive into evidence a 
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that in fact shipments through Oliktok recently 
ceased, leading it to file with the Alaska Public 
Service Commission a "Petition for Discontinu
ance" of its services as a pipeline.52 Kuparuk 
further argues that Oliktok's operations are 
marginal, and therefore incidental to 
Kuparuk's use of the vertical support mecha
nisms and other common facilities. Kuparuk 
also argues that assets that are used and useful 
in a carrier's service are properly included in 
the carrier's rate base, and any incidental reve
nues generated ·by those assets are properly 
included in its gross revenues without any 
reduction of its rate base. 

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

The State and staff argue that Kuparuk has 
not established that arm's-length negotiations 
were involved in setting the annual rental 
Oliktok actually pays to Kuparuk, and they 
claim that the rental is inadequate. The State 
asserts that because Kuparuk and Oliktok are 

copy of that petition and Oliktok's related request to 
the Alaska Department of Natural Resources for 
approval under the right-of-way lease ·to discontinue 
service. The motion will be granted since these are 
public documents and relevant to the issue here. The 
!D's ruling on this point is reversed. 
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affiliated entities, they have the burden of 
establishing that the rental terms reflect fair 
market value. Moreover, they argue that the 
incidental use argument advanced by Kuparuk 
has no merit, that the historical ICC valuation 
methodology relied on by Kuparuk has been 
thoroughly discredited, and that the joint use 
of jurisdictional property requires a proration 
of both the investment and the related 
expenses. Both staff and the State assert that 
the vertical support mechanisms were clearly 
designed for more than one pipeline, and that 
this fact defeats Kuparuk's argument that the 
16-inch pipeline is an incidental use of those 
facilities. This is the basis for the State's argu
ment that since there are two pipelines, each 
should bear SO percent of the costs. Otherwise, 
the State argues, Kuparuk could chose to use 
the 16-inch pipeline for oil and the 24-inch 
pipeline for gas, and reallocate the costs of the 
service accordingly. 53 

The Commission will modify this portion of 
the ID. The parties do not disagree that the 
common facilities in question were engineered 
for more than one pipeline, and agree that this 
action was prudent given the potential require
ments of KPC's customers at the time the 
facilities were built. Moreover, the State does 
not contest that the incremental costs of addi
tional capacity to handle more than one pipe
line are relatively low, in this case $1.4 million 
dollars would be necessary to carry a 16-inch as 
well as a 24-inch pipeline, and that the balance 
of the investment in the common facilities 
would be necessary simply to carry the 24-inch 
pipeline. No party argues that this additional 
expenditure was imprudent, that it is not used
or-useful, or that it is not in the public inter
est.54 

The Commission concludes that Kuparuk has 
established that the entire cost of the common 
facilities is prudent, that it can be placed in its 
oil pipeline rate base, and that Kuparuk is 
entitled to a reasonable opportunity to earn a 
return on that investment. The issue is then 

53 The State proposes in the alternative that the 
proper allocation between the two systems should be 
60 percent to Kuparuk's oil pipeline and 40 percent to 
Oliktok's gas pipeline, since this represents the ratio 
of the space actually occupied by the two: pipelines, 
rather than the ratio of the space used by each pipe
line to the total space available (including vacant 
space). The State concludes that the 32-percent figure 
essentially allocates all the unused space on the verti
cal support members to the jurisdietional users. 

54 Kuparuk argues that the maximum capital 
value that can possibly be charged to Oliktok by 
making a deduction from the rate base is the incre.-. 
mental investment necessary to carry more than one 
pipeline. 

55 A historical example involves the sales of 
liquefiables derived from gas processing. If liquids or 

~ 61,122 

how Kuparuk's rate payers should be compen
sated for the efficiencies that result from any 
joint use of that rate base, i.e., by deducting a 
portion of the rate base or by the crediting of 
any third party revenue to Kuparuk's cost of 
service. The Commission agrees with Kuparuk 
that under the circumstances involved in this 
case the potential loss of return from renting to 
a marginal tenant creates incentives to deny 
joint use of a potential landlord's assets. This is 
because the reduction in Kuparuk's rate base is 
certain, and the risk that it will fail to obtain 
adequate revenue from the tenant is high. 

In this instance crediting of revenues to 
jurisdictional costs protects th~ ratepayers 
without creating disincentives to develop non
jurisdiction sources of revenues.SS This conclu
sion moots the arguments of the parties on 
what cost ratio should be allocated to each 
service, except as those ratios may be evidence 
of the reasonableness of the rent Kuparuk 
charges to its affiliated company. Staff and the 
State are correct in asserting that Kuparuk 
must establish that the rental is a fair one. In 
this instance the rental formula Kuparuk useq 
is based on straight line depreciation without 
any cost of capital factor or other additional 
costs that are related to fixed plant, such as the 
r~serve for Demolition, Restoration, and 
Removal (DR&R). The State and staff argue 
that this formula is too limited, particularly if 
compared to Kuparuk's transaction with the 
Prudhoe Bay Unit (PBU), in which Kuparuk 
permitted PBU to use the vertical support 
mechanisms that cross the Kuparuk River. The 
total distance in the PBU transaction is 10,387 
feet, with compensation of $575,000 each year 
for the placement of the pipeline, and $40,000 
for the placement of a power cable. The annual 
rental for the Oliktok system was $432,814 for 
joint usage of some 27 system miles, or 13 
times the length of the PBU transaction. This 
presents an issue of fairness if it is assumed 
that PBU and Oliktok are capable of paying 

liquefiable products are removed from the gas stream 
as part of a gas pipeline's jurisdictional service, and 
the by-products are sold in a nonregulated ·market, 
then both ratepayers and the pipeline benefit. The 
ratepayers obtain a lower cost of service and the 
pipeline reduces the risk that it would fail to recover 
its jurisdictional cost of service. If demand for the 
liquid products. market does not exist, or declines, 
then neither the pipeline nor the ratepayers are worse 
off than they would have been if that market never 
existed. For a summary of the regulatory history of 
this issue see Northwest Pipeline Corporation, 49 
FERC 1[61,072, at pp. 61,3~311 (1989), and cases 
cited. 
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the same amount of rent per linear foot right
of-way that each shares with Kuparuk. 

In this regard, Kuparuk argues that because 
the Partnership Agreement requires at least a 
70-percent agreement of the owning partners 
in the case of self-dealing, Oliktok could not 
have obtained its current rent without the 
approval of disinterested parties, and therefore 
an arm's-length deal is involved. In reply, the 
State argues that all the partners have a vested 
interest in keeping third party revenues as low 
as possible to maximize Kuparuk's cost of ser
vice, thereby reducing the wellhead price of the 
petroleum and the State's royalties. The State 
also argues that it ignores the fact that the 
partner controlling the affiliates, ARCO, is the 
managing partner of Kuparuk. 

The Commission concludes that the State's 
arguments are refuted by other evidence in the 
record. For example, the fact that Kuparuk's 
cost of service might be reduced by nonjurisdic
tional revenues did not deter Kuparuk from 
demanding a rent for PBU that was higher in 
absolute dollar terms ($615,000 total) than it 
charged Oliktok ($432,814). This higher rental 
would have the same effect of reducing 
Kuparuk's cost of service, and thereby increas
ing the royalties due the State.56 Kuparuk's 
willingness to charge a full service rental to 
another oil pipeline defeats the State's argu-. 
ment that Oliktok's rent has been set low sim
ply to limit the amount of revenues that would 
otherwise be credited to Kuparuk's service. In 
fact,· it appears at this point that Oliktok is 
abandoning its service and will· discontinue 
operations which, if true, would simply mean 
that _there is no incremental revenue to be 
derived from the joint usage contemplated by 
the parties. 

The conclusion in the instant case is also 
supported by the fact that Kuparuk is not 
owned wholly by ARCO affiliates. As previ
ously noted, at the time its rates were filed 
Kuparuk was owned 57 percent by KPC, an 
ARCO affiliate, 28 percent by BP Pipeline, 10 
percent by Sohio Pipeline, and S percent by 
Unocal Kuparuk Pipeline Company. Other 
strong commercial parties are involved and the 
State's arguments assume that these parties 
would be willing to subsidize their competitor's 
affiliate. This is inconsistent with the State's 
own evidence that indicates that extensive bar
gaining occurred before Kuparuk was created. 
Thus, even if ARCO is the managing partner, 
in matters involving self-dealing, it has a fidu
ciary obligation to disclose the terms of the 

56 If the PBU is shipping oil in a strons market, it 
has the option of building its own facilities. Therefore 
Kuparuk can bargain for a rental that is based on an 
amount just under the replacement cost of facilities 
the two parties share. If Oliktok's gas market is mar-
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transaction, to obtain ratification from a 
majority of the disinterested partners, and to 
deal in good faith. There is no assertion in the 
instant case that any of these duties were 
breached. 

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

E. Rate of Return, Including Cost of Capital 

The ID addressed four issues involving rate 
of return: (1) the debt-equity ratio; (2) the cost 
of debt, including whether that cost should 
include a surety premium; (3) the cost of 
equity; and (4) the weighted cost of capital. 
The ID concluded that Kuparuk should have: 
(1) an imputed debt-equity ratio of SO percent 
debt. and SO percent equity; (2) a debt-cost of 
10.Sl percent; (3) no surety premium; (4) a 
pretax nominal equity cost of 12.90 percent; 
and (S) a weighted cost of capital of 10.S per
cent using real cost of equity of 8.90 percent. 
Exceptions were filed to all of these conclu
sions, many of which turn on the parties' differ
ing perceptions of Kuparuk's business risk. 

1. Kuparuk's debt-equity ratio 

The ID adopted an imputed capital struc
ture of SO percent debt and SO percent equity 
for Kuparuk rather than using Kuparuk's stip
ulated capital structure of 30 percent debt and 
70 percent equity. The Commission will modify 
the ID's imputed capital structure to reflect 
the weighted capital structure of Kuparuk's 
owning partners for the years 1984 to 1986, 
which is approximately 42.2 percent debt and 
S7.8 percent equity. For the reasons discussed 
below, this latter capital structure is more com
mensurate with the capital structure of 
Kuparuk's owning partners in the years to 
which this order will apply. 

gina!, then it reasonably would be able to pay only to 
purchase the 16-inch pipeline (normally at a sum 
somewhat greater than salvage value) and pay its 
own operating costs plus a small rental. 
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The ID first evaluated earlier Commission 
decisions on the use of imputed capital struc
tures, including the Arkla case,57 which sup
ports the use of actual rather than the 
hypothetical structures in natural gas pipeline 
rate cases, and Opinion No. 1S4-B, which holds 
that a pipeline issuing debt to its parent com
pany or relying on the parent's guarantee 
should use the parent's capital structure.58 
However, the ID also concluded that Opinion 
No. 1S4-B permits participants to urge other 
capital structures in specific proceedings, and 
determined that the use of the debt-equity 
ratio of Kuparuk's owning partners is inappro
priate because oil companies have unusually 
thick equity ratios. 

The ID also analyzed Kuparuk's business 
risk in determining its capital structure. In the 
ID, the ALJ concluded that Kuparuk's risks 
are substantially different than those of its 
owning partners, that use of the capital struc
ture of the owning partners was inappropriate, 
and that therefore an imputed capital struc
ture . should be adopted. The imputed debt
equity ratio adopted in the ID, SO percent debt 
and SO percent equity, is similar to the ratio 
recommended by staff,59 and reflects the debt
equity ratio of other oil pipelines involved 
solely in the transportation of crude petroleum. 
The ID rejected as unnecessarily complex and 
theoretical the State's position that because 
Kuparuk is a low risk pipeline, it could be 
financed on a project-financed basis using a 
capital structure of 70 percent long term debt 
and 30 percent equity. In doing so, the ID 
explicitly rejected the State's assertion that 
Kuparuk's risks are equivalent to those of an 
electric utility, and that such an analogy 
should be used either for determining 
Kuparuk's capital structure or its equity cost 
of capital. The ID also concluded that because 
it is a transportation monopoly, Kuparuk faces 
substantially less risk than the average 
lower-48 oil pipeline, and less risk than many 
lower-48 interstate gas pipelines. 

57 Arkansas Louisiana Gas Company, 31 FERC 
~ 61,318, at p. 61,276 (1985) (Arkla). 

58 31 FERC ~ 61,377, at p. 61,836 (footnotes 
omitted). 

59 See Prepared Testimony of George M. Shriver, 
III Ex. No. FERC 20-0 (GMS-12) at pp. 4-5. Staff 
argued that investors would not require a greater 
debt-equity ratio than that of the average public 
utility and then adopted a capital structure of 49.56 
percent debt and 50.44 equity based on the 1984 year 
end average of the capital structure of seven oil pipe
lines that, like Kuparuk, transport only crude petro
leum. 

60 The market risk involves whether there will be 
a demand for. Kuparuk's, or any other pipeline's, 
transportation services in the market that Kuparuk is 
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Kuparuk excepts, arguing that the ID did 
not properly apply Opinion No. 1S4-B. It 
argues that Opinion No. 1S4-B mandates the 
use of the parent company's capital structure if 
the appropriateness of a capital structure is 
questioned, and held that the parent's capital 
structure should be used unless that structure 
is totally unreasonable. It further argues that 
oil pipelines are much more risky than any 
type of natural gas pipeline, and that to the 
extent the ID and staff use any sample of 
natural gas pipelines as an indicia of risk, the 
comparison is improper. Kuparuk also argues 
that the cases relied on by the ID involved 
extreme equity ratios, both in excess of 90 
percent, and therefore do not apply to 
Kuparuk. Kuparuk asserts that its stipulated 
capital structure of 30 percent debt and 70 
percent eqt,~ity is within the range of the equity 
ratios discussed in staff testimony, 30 percent 
to 72 percent, and therefore is reasonable. 
Kuparuk also argues that its operating reve
nues will not carry an imputed capital struc
ture at the rate levels suggested by the State 
and staff. 

Finally, Kuparuk argues at length that it 
faces substantial market risk60 even if it is 
considered a transportation monopoly. This is 
because Kuparuk's oil is more costly to produce 
and to market than oil produced in the 
lower-48 states. Kuparuk asserts that the pre
cipitous drop in oil prices between 1981, when 
its planning studies were produced, and 1985 
means that there is some realistic danger that 
the oil fields served by Kuparuk may be shut 
in. This would in turn place Kuparuk's invest
ment at risk. In support of this position 
Kuparuk cites studies concluding that in 1986 
there was some risk that if oil prices were to 
drop much below a wellhead price $15.00 per 
barrel in lower-48 production areas, further 
development of the Kuparuk field would be 
deferred,61 and that some of the smaller fields 
would not be developed at all.62 Kuparuk con
cludes that the !D's analysis of its capital 

now serving. Transportation competition addresses 
the share that will be captured by the different firms 
competing in the market involved. 

61 However, the First Boston Study dated April 
15, 1986, that concludes that the total costs per barrel 
for Prudhoe Bay Crude are only slightly in excess of 
$5.00 per barrel, that the high costs of existing Alas
kan production are incorrect, and that many lower-48 
wells would be shut in before existing Alaskan produc
tion. Alaska Ex. No. 14-20 at p. 4. Kuparuk oil is 
viewed as somewhat more costly. Id. at p. 5. 

6Z See the two studies for the State of Alaska cited 
in Ex. Nos. KTC-3-1, pp. 6-7, and 8; and KTC-3-2 at 
pp. 1, 5. Kuparuk asserts that the studies assume a 
world wellhead price of $20.00 per barrel and $10.00 
per barrel wellhead price at the Kuparuk. field, and 
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structure does not adequately address the risk 
that its wells might be shut in, and suffers from 
the same deficiency in its determination of 
Kuparuk's cost of capital. 

In reply, staff asserts that all seven oil pipe
lines in its sample only transport crude oil, and 
that since four are TAPS pipelines, they are 
analogous to Kuparuk for the purpose of deter
mining its capital structure. Staff asserts that 
the only way to arrive at a typical debt-equity 
ratio is to use the average of oil pipelines facing 
similar risks, and that its analysis does this. 
Staff also argues that Kuparuk's expert witness 
incorrectly estimated the impact on Kuparuk's 
operating margins of a more leveraged capital 
structure. Staff concludes that Kuparuk's risks 
are actually less that those faced in 1985 by a 
group of nine lower-48 interstate gas pipelines, 
and that this perception of low risk should be 
applied to Kuparuk's cost of capitai.63 

The· State argues that the ID correctly 
adopted a hypothetical capital structure and 
accepts the level adopted. It further argues 
that Arkla, supra, held that competition in the 
marketing of natural gas means that ·gas pipe
lines have increased· incentives -to assure that 
they adopt cost-efficient capital structures and 
to effectively mirror market risks. It asserts 
that since Kuparuk faces no competition, this 
incentive is lacking. The State concludes that 
Kuparuk's capital structure is contrived and 
was designed solely to meet the regulatory 
requirements contained in Opinion No. 
154-8.64 The State emphasizes that the inter
nal planning docu~ents of the owning partners 
indicate that Kuparuk was considered a low 
risk investment, that the modest real and nom-
inal returns would be justified,65 and that the 
owners' perception of low risk applies equally 
well to the determination of Kuparuk's cost of 
capital as well as to its capital structure. For 
example, the State notes that the Kuparuk 
field inc;reased production.in the face of falling 
oil prices, and that Kuparuk's owners stated 
that t.hroughput would be relativ.ely insensitive 
to changes in oil prices. · 

(Footnote Continued) . 

that these assumptions mean that at $16.00 per bar
rel Kuparuk would not recover its full costs. The 
second study,in KTC-3-2, however, assumes that the 
more probable price -will be $16.00 per barrel at the 
wellhead for Kuparuk oil. The spread between this 
price and the production price discussed in the previ. 
ous footnote reflects the cost of transportatiqn and 
distribution to west coast markets .. 

63 See Schriver, supra, at pp. 16-18, and Ex. 1 
thereto, at pp. 1-4. 

64 See Alaska Ex. Nos. 14-10 at p. 3; 14-12 at p. 1; 
and 14-20 at pp. 1, 2, 4. 

65 See Alaska Ex. Nos. 14-9 at pp. 8-9; 14-11 at p. 
2; and 14-12 at p. 2. 
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The Commission agrees that the ID's conclu
sions on Kuparuk's capital structure should be 
modified. First, the Commission does not 
believe that the stipulated capital structure of 
30 percent debt and 70 percent equity is so 
unreasonable as to warrant an imputed capital 
structure for Kuparuk. This represented the 
approximate weighted capital structure of the 
owning partners in 1984, which, as stated 
above, will be adjusted for a more representa
tive weighted capital structure that obtained 
in 1985 and 1986. Moreover, to the extent the 
ID is based on the evaluation of Kuparuk's 
risk, the ID's analysi!; did not adequately 
address the issue of Kuparuk's market risk and 
depends heavily on the assl,lmption that the 
TAPS oil pipelines contained in staff's sample, 
and Kuparuk,. which face no trllnsportation 
competition, have similar risks.66 The several 
consulting reports available in 1986 support 
both the conclusion that oil prices would not 
drop sufficiently far to shut in Kuparuk's wells. 
and that there. was sufficient uncertainty in 
1985 and 1986 concerning long-term trends in 
oil prices that this might still occur. 

The Commission concludes that Kuparuk 
faces sufficient market risks unrelated to trans
portation competition, and that the ID's analy
sis does not overcome the strong preference in 
Opinion No. 154-B for the use of a parent 
company's capital structure if the parent guar •. 
antees the oil pipeline's external debt.67 There· 
are also significant disputes in the record con
cerning: (1) the proper level of imputed inter
est rates for any imputed long. term, more 
highly leveraged debt structure, (2) .whether 
the Milne Point revenues will be available to 
support Kuparuk,68 (3) Kuparuk's future 
volumes, and ( 4) whether the owning partners 
ever intended to, or would be. able to, obtain 
the long-term debt financing that is assumed in 
the State's, staff's, and the ID's imputed capi
tal structures. Given the conflicting evidence,, 
the Commission . will follow the preference 
stated in Williams and use the parents' 
weighted cost of capital to establish Kuparuk's 

66 In addition to their other arguments, Kuparuk 
and the State advance alternative arguments based 
on their respective financial models. The Commission 
agrees with the !D's. reasoning that these efforts are 
inadequate. ·· 

67 For a similar conclusion see Opinion No. 351, 
supra, at pp. 61,242-43. 

68 For example, the ID states in n.1 that to the 
AL]'s knowledge, production from the Milne Point 
field has been indefinitely suspended, and production 
from the West Sak Pilot Project has been terminated 
entirely. 45 FERC at p. 65,041. 
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capital structure. This result is consistent with 
the Commission's recent decision in Opinion 
No. 351, which also adopted the parent com
pany's debt-equity ratio for the year in which 
the rates would first apply.69 

However, as noted above, the Commission 
will not adopt the 1984 weighted capital struc
ture of Kuparuk's owning partners, but will 
adopt the average of their weighted capital 
structure for the years 1985 and 1986. This is 
approximately 42.20 percent debt and 57.80 
percent equity70 rather than the 30 percent 
debt and 70-percent equity weighted structure 
that existed in 1984. There are several reasons 
for selecting this period. Kuparuk was in opera
tion for only the last three months of 1984, and 
the Commission is setting rates for the calen
dar years 1985-87 in addition to the ·last three 
months of calendar year 1984. The 1985 and 
1986 capital structures of the owning partners 
were significantly different from those in 1984, 
which is an unrepresentative year. Moreover, 
interest rates also dropped sharply after 1984, 
and the weightings of the composite cost of 
capital should reflect the two full calendar 
years that are used here. 

2. The cost of debt 
When the record closed, Kuparuk was 

financing its debt on the basis of short term 
90-day commercial paper, rolling the paper 
over though an affiliated financing entity. The 
ID concluded that the proper interest rate for 
Kuparuk's debt was 10.51 percent, assuming 
the 50 percent debt and 50-percent equity cap
ital structure adopted by the ID. The ID 
derived the debt rate by weighting the rate of 
the first 30 percent of debt at the actual rate of 
Kuparuk's debt for the period ended December 
31, 1984, using staff's figure of 9.26 percent, 
and estimated the remaining 20 percent of the 
debt rate using a 10-year rate of 12.38 percent. 
The long-term rate was based on staff's esti
mate of the cost of long-term debt for the 
additional 20 percent of imputed debt con
tained in the ID's capital structure. The State 
excepts, arguing that the Commission should 
adopt its estimated debt rates, but adjust them 
for the lower risk that is reflected in the capital 
structure actually adopted in the ID. Kuparuk 
argues that the resulting debt rate should be 
higher than that recommended. by the State 
since the risk premium used by the State is 
understated. 

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

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

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

71 For the projected periods the cost of capital 
calculations in Kuparuk's exhibit 8-11 (ALD-11) use a 
long-term rate that is approximately two percentage 
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reasoned basis for developing a weighted debt 
rate based on Kuparuk's actual short-term 
debt for the first 30 percent of the debt struc
ture, an imputed long-term rate for the second 
20 percent. Adoption of a long-term rate that 
matches the long-term nature of the capital 
investment involved here would seem appropri
ate.71 It would also seem appropriate to use a 
purely short-term rate that would reflect the 
decision by Kuparuk's management to reduce 
costs through the use of short-term paper, at 
least until the regulatory criteria applicable to 
Kuparuk has been more clearly defined. How
ever, the hybrid rate. selected by the ID is 
supported by neither of these traditional con
ventions. 

The Commission concludes that there is no 
reason to depart from the use of the actual 
embedded debt since the rates here are to be 
set for only slightly more than three years. This 
is particularly true since this is the method 
actually used by Kuparuk's management.72 
The result here is consistent with the earlier 
determination in Williams to use the embedded 
debt rate if the parents' capital structure is the 
basis for the subsidy's capital structure. To 
assure consistency with the weightings selected 
for the capital structure, the rate of debt will 
be based on the embedded cost for the year 
1985, which equals 7.99 percent.73 As is demon
strated by Kuparuk's own filings, interest rates 
were substantially lower in 1986 than in 1985. 

The ID also denied Kuparuk's owning part
ners a surety premium, an additional financing 
cost that Kuparuk argued should be added to a 
subsidiary's financing costs to reflect the 
higher rate that the subsidiary would have 
paid if its parents had not guaranteed its 
financing. The ID did so on the grounds that 
the close identity of the owners and the ship
pers means that Kuparuk's partners, as ship
pers, have already received the benefit of this 
surety premium in the form of lower rates that 
reflect the lower interest costs that come from 
using the parent's guarantee. The ID further 
concludes that since Kuparuk is a secondary 
investment in the owning partners' overall 
investment in the Kuparuk oil field, such 
financing costs were at best a secondary factor 
in any investment decisions, and that there is 
no credible evidence that Kuparuk's interest 
rates would have been any higher given the 
close affiliation between Kuparuk and its par
ents. Kuparuk excepts, arguing that Opinion 
No. 154 clearly authorizes a surety premium to 

points greater than the commercial paper rate 
Kuparuk used in the same period. 

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

73 See Ex. KTC-7-1 (CHC-1). p. 4. 
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compensate the parent for the risk of the guar
antee, and that competent testimony estab
lishes that the owning partners' guarantees 
were required for Kuparuk to issue commercial 
paper at a favorable rate. 

Opinion No. 154-B provides that a surety 
premium may be appropriate when the parent 
guarantees the subsidiary's financing,but does 
not mandate such a premium.74 In arguing 
that Opinion No. 154 contemplated such a 
premium as the norm, Kuparuk relies on the 
rate of return portion of Opinion No. 154, 
which was rejected by the Court of Appeals. As 
staff correctly points out, the surety premium 
issue was reduced to a footnote in Opinion No. 
154-B. In the instant case the guarantee is in 
the form of throughput guarantees Such guar
antees are common in the oil pipeline industry, 
which implies that they would normally be. 
used as part of financing to reduce-the parent's. 
equity contribution to the project without bor
rowing against its own balance sheet. 

In this case the partners used a separate· 
legal entity to obtain administrative- efficien
cies in tax, regulatory, and management
issues/5 and whether a surety premium was 
available does not appear to have been mate
rial in determining K.uparuk's capital struc
ture.76 In fact, the partners seem to have 
considered the matter of a surety premium 
only in relation to their regulatory strategy, 
and the partners' planning documents do not 
even mention the subject controlling their. 
investment decisions. Most importantly, as 
staff correctly notes, there is no demonstration. 
in this case that the parent companies actually 
incurred any increase in the cost of their own 
financing from the use of their credit to sup
port the investment in Kuparuk. Therefore the 
essential premise for a surety premium does 
not exist. The Commission concludes that a 
surety premium is unsupported by the record 
in this proceeding and will affirm the ID. 

3. The cost of equity and weighted cost of 
capital 

In the ID the ALJ concluded that the nomi
nal cost of Kuparuk's equity is 12.90 percent 
and the real cost of equity is 8.90 percent, after 
deducting a four percent inflation rate. The 
ALJ therefore developed a range of reasonable
ness for the equity cost of capital with: (1) a 
lower bound of 2.25 percent above the average 

·10-year treasury bond for 1988 of 9.25 percent, 
or 11.50 percent, and (2) an upper bound of 
14.3 percent, the average 1985 estimated nomi
nal equity return for nine gas pipelines devel-

74 Williams, Opinion No. 154-B, 31 FERC at p. 
61,837 (n.51). 

75 See Alaska Ex. Nos. 14-4 at p. 17; 14-6 at pp. 
2-3; and 14-9 at p. 5. 
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oped by staff in this proceeding. The 12.90 
percent nominal cost of equity adopted by the 
ID is the midpoint of this range. Using a 50 
percent debt and 50 percent equity ratio, and a 
four percent inflation rate, the ID determined 
that Kuparuk's weighted cost of capital. was 
10.51 percent. The ALJ developed this method
ology because he found neither Kuparuk's nor 
the State's cost of capital evidence credible. 

Kuparuk and the State except. Both argue 
that the methodology used by the ID is not 
based on record evidence. As was discussed in 
greater detail above, Kuparuk asserts that the 
ID understates Kuparuk's market risk and 
therefore its cost of equity capital. The State 
argues that since Kuparuk has no transporta
tion risk and its market risk is minimal, the ID 
overstates Kuparuk's risk and overstates its 
cost of capital. Staff supports the ID's conclu
sions, arguing that it is based on Staff's meth
odology, as adjusted by the !D's conclusion 
that Kuparuk faces even lower risk than that 
imputed to it by staff. · 

The Commission agrees that the !D's analy
sis of Kuparuk's cost of equity was arbitrary 
and will modify it. The fault in the ID's conclu
sion lies in its determination of a range of 
reasonableness, which includes the use of data 

· and calculations for periods that are outside 
the rates at issue in this case. For example, the 
ID uses the average of 10-year treasury bonds 
between October 1984, and June 1988, plus 2.5 
percent, as the lower bound of its zone of rea
sonableness, and the 1985 cost of equity calcu
lations by staff as the upper bound. Interest 
rates, and the overall cost of capital; dropped 
substantially during these four years, and the 
upper and lower bounds in the ID are not 
derived from the same timeframe. To. correct 
this error the Commission will base its conclu
sions on the average for the calendar years 
1985 and 1986, the two years most fully cov
ered by the record. 

Second, as was discussed above, the ID 
understated Kuparuk's business risk, and 
therefore a higher equity cost of capital is 
warranted. However, the Commission agrees 
with the ID that Kuparuk's risk is less than 
that of the average lower-48 oil pipeline since 
such pipelines often face extensive transporta
tion and market risk. For example, in a recent 
decision the Commission permitted ARCO Pipe 
Line Company, a lower forty-eight pipeline fac
ing substantial transportation and market 
competition, a 1986 nominal equity cost of 

76 See Alaska Ex. Nos. 14-9 at pp. 5,9; and 14-10 
at p. 6. 

,61,122 



~1,380 Cited as "55 FERC , .... " 522 5-23-91 

capital of 14.1 percent.77 If adjusted for the 
higher capital costs that existed in 1985,78 

ARCO's nominal equity cost of capital would 
have been 15.1 percent, and a simple two year 
average of 14.6 percent. Kuparuk faces no 
transportation competition and therefore has a 
lower overall business risk than ARCO. There
fore, Kuparuk's nominal equity rate of return 
should not exceed an amount equal to the two 
year average of ARCO's nominal cost of capi
tal, and should be substantially less. The 
equity cost-of-capital advanced by Kuparuk is 
far in excess of this average. 

The Commission also agrees with staff that 
Kuparuk faces less risk than the nine gas pipe
lines used in staff's primary comparison sam
ple. While staff does not analyze the relative 
risk in specific terms,. both staff and the ID are 
correct that since the mid-1980's gas pipelines 
have faced increasing competition in transpor
tation and marketing of natural gas. The staff 
performed a conventional discounted cash flow 
analysis, which despite its faults, is the best 
analysis in the record. This analysis concluded 
that the nine gas pipelines in staff's primary 
comparison sample had a forward looking nom
inal cost of capital in 1985 of 14.3 percent, 
which staff then reduced to 13.73 percent on 
the grounds that Kuparuk faced less risk. This 
would equate to 13.3 percent in 1986, and 
result in a two year nominal average of 13.8: 
percent. 

The Commission believes that staff's reduc
tion was too great because gas ·pipelines had 
only just begin to operate in · an open-access 
environment during the locked· in period cov
ered by this order. Therefore, the Commission 
will use a somewhat lower adjustment and 
grant Kuparuk a 1985 nominal cost of equity 
of 14.0 percent, a 1986 nominal eq1,1ity cost of 
capital of 13.0 percent, and a nominal two year 
average equity cost of capital of 13.5 percent. 
Since no party excepted from the use of the 4 
percent inflation adjustment factor, Kuparuk's 
real cost of equity capital for the 1985-86 two 
year average is 9.5 percent. Using a 7.99 per
cent cost of debt, a 9.5 percent real cost of 
equity, and a 42.2 percent debt and 57.80 
percent equity capital structure, Kuparuk's 
cost of capital through the calendar year 1987 
is 8.86 percent, rather than the 10.50 percent 
adopted by the ID. 

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

77 See ARCO, supra, 52 FERC at pp. 61,223-24. 
ARCO Pipeline is owned by ARCO, which has the 
largest percentage ownership in Kuparuk. 

78 Kuparuk's own te~timony states that the dif
ference in both the nominal and real cost of equity 
capital between 1985 and 1986 was approximately 
one percent. See KTC's Ex. ALK-11, Panel B. All 
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equity to the equity portion of the AFUDC 
rate. As in Opinion No. 351-A, it is difficult to 
determine the rate to be applied for the years 
prior to those actually addressed by this order, 
and as in Opinion No. 351-A, the Commission 
will extend the methodology adopted in this 
order to the earlier years. Using Kuparuk's 
estimates for the difference in the equity cost 
of capital for the preceding years, the result is 
a 15.9-percent nominal rate for 1984, 14.69 
percent rate for 1983, and a 19.95-percent rate 
for the years 1982 and 1981.79 The ID is modi
fied accordingly. 

F. Depreciation 
The ID concluded that Kuparuk should use 

straight line depreciation over its stipulated 27 
year useful life. The ID reasoned that the 
straight line method properly accounts for 
uncertainties involved in the anticipated rate 
of Kuparuk's throughput and assures that 
future shippers do not obtain lower deprecia
tion costs at the expense of current shippers. 
The ID rejected the arguments of the State and 
Kuparuk that some form of front loaded depre
ciation should be used in the instant case. 
Kuparuk and the State except. 

Kuparuk argues that the ID should be 
reversed because all parties using Kuparuk's 
service support some type of front loaded 
depreciation, and that only staff, which has no 
economic interest in the proceeding, objects. 
Kuparuk states that while it supported the use 
of the sum-of-the digits method of depreciation, 
it has no objection to the use of·. the unit-of
throughput (UOT) method urged by the State. 
Kuparuk asserts that Commission precedent 
holds that UOT is appropriate where both the 
production rate and total reserves can be pro
jected with some reasonable confidence, and it 
claims that standard is met here. Finally, 
Kuparuk argues that the UOT method is con
sistent with the Commission's approval of such 
a method in the TAPS case,80 and will 
encourage further development of Alaskan oil. 
The State also argues that the UOT method 
will result in lower depreciation charges in 
later years and will encourage the production 
of marginal fields. 

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

further adjustments between 1985 and 1986 will 
reflect this differential. 

79 The source of the adjustments is· KTC's Ex. 
ALK-11, Panel B. 

so 33 FERC at p. 61,139. 
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means that volumes will remain high over the 
life of the Kuparuk system, and that present 
problems with the production of new sources 
adjacent to Kuparuk are evidence that 
Kuparuk's rates are too high. Staff further 
argues that the sensitivity of the UOT method 
to changes in production requires that greater 
information be available before any commit
ment is made to use that method. 

The Commission concludes that the facts of 
this proceeding support use of the UOT method 
of depreciation here, and will reverse the ID. A 
Stipulation, executed by most of the parties in 
a related proceeding and introduced in this 
proceeding,81 addresses both Kuparuk's useful 
life and the estimated percentage of the total 
throughput that will occur. in each year. The· 
Stipulation reflects the projected output of:the 
limited fields served by Kuparuk, since all 
throughput will cease when· those fields are no 
longer producing. Since Kuparuk set:ves only a 
limited number of fields, and as of the date of 
the ID only one of these was actually in pro
duction, the stipulated throughput is tied to 
specific ascertainable present and future 
reserves and the productive life of that field. 
Thus, while in the instant case the stipulation 
is tied to the throughput of the pipeline rather 
than the predicted output of the field, for all 
practical purposes the two are identical in this 
proceeding. 

The stipulated throughput therefore meets 
the test of the first Tennessee case,az that the 
reserves of the field be known and aS£eJ;taina~ 
ble, and is analogous to the use of t_he unit of 
production (UOP} method to depreciate spe
cific isolated reserves in the second Tennessee 
case.83 While staff's witness Sullivan projects 
higher oil prices and greater throughput,84 in 
the near term staff's conclusions rely on studies 
that are similar to those prepared for the State 
of Alaska.85 The State's studies project sharply 
declining projected output levels for all North 
Slope production after 1987,86 and the 
throughput volumes in the Stipulation begin to 
decline in 1991. In the second Tennessee case, 
the Commission rejected staff's assertions of 
expanded production for offshore gas fields on 
the grounds these were speculative, and will do 
so here.87 Finally, the result is consistent with 
the· Commission's prior action in the TAPS 
proceeding, which accepted a UOT methodol-

81 See Ex. No. 1-B. The proceeding was before the 
Alaska Public Utilities Commission (APUC) in a 1986 
rate case (Docket No. P-85-2) and was executed by 
Kuparuk, the State, the APUC, the Commission staff, 
and the Arctic Slope Regional Commission .. 

82 Tennessee Gas Pipeline Company, 56 FPC 120 
at 128 (1976). 

83 See Tennessee Gas Pipeline Company, 25 
FERC ~ 61,020, at pp. 61,103-04 (1985). 
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ogy. In TAPS the Commission specifically 
noted that the UOT method would encourage 
future production, as is urged by the State and 
Kuparuk in this proceeding.aa 

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

F. Allowance for Demolition, Removal,.and 
Restoration 

The ID concluded that Kuparuk should be 
permitted to include in its rates a charge for 
the anticipated costs. of demolition, removal, 
and restoration (DR&R). Kuparuk leases its 
right-of-way from the State, and DR&R costs 
are those that may be incurred for restoring the 
right-of"way to its natural condition upon the 
expiration of the lease. The stipulated cost of 
DR&R is $11 million in 1986 dollars. The ID 
found that these anticipated costs were suffi
ciently certain that they are not mere contin
gency costs, and are therefore properly 
reimbursed by Kuparuk's.ratepayers. 

The ID also concluded that the f>R&R costs 
should be amortized on a level payment basis 
over Kuparuk's 27 year stipulated economic 
life. In doing so the ID rejected arguments by 
the State and· Kuparuk that the DR&R costs 
should be front-loaded, thereby placing more of 
these costs in the earlier years of. operation. 
The ID also required that Kuparuk establish 
an external fund to hold the DR&R funds, and 
denied Kuparuk any inflation or cost increases 
over the years, the DR&R fund would be col
lected. The ID concluded that interest on the 

84 Staff Ex. No. 22-1, DRI Forecast Summary. 

85 See Wade, Exploration and Production in 
Alaska: A review and forecast, WORLD OIL, Febru
ary, 1985. 

86 See Prepared Rebuttal Testimony of John H. 
Lichtblau, Ex. KTC 6-3. . . 

87 Tennessee, 25 FERC at pp. 61,096-97. 
88 See 33 FERC at p. 61,139. 

1161,122 



·61,382 Cited as "55 FERC ~ .... " 522 5-23-91 

DR&R fund would be sufficient to offset the 
rate of inflation and assure that sufficient 
funds accrued to cover all future costs that 
Kuparuk would incur for DR&R. Staff, 
Kuparuk, and the State except. 

Staff argues that the ID improperly con
cluded that Kuparuk is likely to incur costs for 
DR&R. Staff further argues that the lease 
agreement permits the State to forgo collection 
of the DR&R funds, and therefore these funds 
are contingencies that should not be included 
in Kuparuk's costs. Staff also asserts that the 
ID erred in assuming that interest on any 
external fund would offset future costs in the 
DR&R. Staff argues that cost factors may 
actually decrease as well as increase over time, 
and that some cost factors did decrease in 
1986. Accordingly, the staff argues that the 
entire concept of the DR&R is speculative and 
that none should be approved. 

The State supports the c;oncept of a DR&R · 
charge, but argues that the ID also under
stated the earnings that would occur on the 
funds collected. The State asserts that since all 
funds collected to cover DR&R costs are com
mingled with corporate funds, they should be 
deemed to earn a return equal to the after-tax 
cost of capital applicable to all of Kuparuk's 
other assets. The State would require Kuparuk· 
to keep a separate accounting of all DR&R 
funds, and would then adjust Kuparuk's cost of 
service to reflect the earnings on the account. 
The State did not challenge the actual method 
for determining the annual cost that should be 
credited to the DR&R account. 

Kuparuk excepts to the basic assumptions in 
the ID's method for calculating the DR&R 
cost, while supporting· the charge itself. First, 
Kuparuk asserts that the requirement of an 
external fund is not authorized by the ICA, and 
that there are significant administrative hur
dles involved in the administration of such a 
fund. Second, Kuparuk asserts that an internal 
accounting would be adequate to assure that 
the funds are available when needed; Third,, 
Kuparuk argues that the ID improperly uses 
an accrual method rather than an annuity 
method to determine the proper annual cost.. 
Under this method all costs, including esti
mates for inflation and changes in cost. factors, 
should be included in the DR&R ·costs to be 
amortized, and current rates should reflect all 
those costs, including an allowance for the 
interest component of the annuity. Finally, 
Kuparuk asserts that the ID was simply wrong 
in assuming that the interest on any DR&R 

89 This account must include an entry for any 
funds accrued to date or transferred to Kuparuk 
under the Partnership Agreement. 

~ 61,122 

fund would protect Kuparuk from inflationary 
increases in its projected DR&R costs. 

The Commission agrees that Kuparuk should 
be permitted to recover its DR&R costs for the 
reasons stated in the ID. However, the Com
mission will modify the method the ID used to 
implement the DR&R cost deduction. First, 
the Commission will permit Kuparuk to use a 
UOT method of amortizing its DR&R costs 
that parallels the depreciation methodology 
used here. If the UOT method is not utilized 
and the costs escalate, they will fall most heav
ily on those shippers transporting oil when 
throughput volumes are lower. The first Ten
nessee case, supra, upon which staff relies, 
appears to turn on the fact that the deprecia
tion of the assets in question would be com
pleted substantially in advance of the normal 
amortization of the DR&R, and that the costs 
would fall unduly on the shippers first using 
the pipeline: Here the depreciation period and 
the period in which the DR&R will be recov
ered are the same length, and correspond to the 
depreciation period and methodology adopted 
in this order. 

Second, the Commission will use the accrual 
rather than the annuity method to determine 
the permitted DR&R cost. The annuity 
method is premised on complex assumptions on 
the rate of inflation generally, changes in spe-' 
cific factor prices involved in North Slope oper
ations, uncertain and unsubstantiated changes 
in productivity, possible joint operations with 
other companies, changes in the market for 
surplus materials, and modifications in regula
tory policy. Kuparukrs request that this issue 
be remanded for further litigation simply high
lights the speculative and administratively 
complex nature of this undertaking. 

Third, the Commission will reverse the 
requirement of an. external fund. Unlike the 
electric utility cases cited by staff, only a hand
ful of easily identified customers are involved 
in the instant case, and any refunds would flow 
primarily to Kuparuk's owners. The Commis
sion notes at this point that Kuparuk will be 
liable if the accumulated DR&R funds are not 
used for that purpose, and that as general 
partners, Kuparuk's owners will. be liable to 
any shippers if Kuparuk itself should lack the 
funds to make the required refunds. The Com
mission will require maintenance of a desig
nated account,89 and Kuparuk must state in its 
annual reports the sums credited to the DR&R 
fund · 

Finally, the Commission will adopt staff's 
recommendation that the accrued funds be 
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deducted from the rate base since Kuparuk has 
the cost free use of the funds until they are 
actually expended for DR&R purposes. The 
State would permit the DR&R fund to be 
included in the rate base but to have 
Kuparuk's cost of service reduced by a return 
equal to that of Kuparuk's nominal after tax 
cost of capital. The Commission practice is to 
reduce the rate base rather than the rate of 
return, and will do so here.90 This decision to 
deduct the accruing account from the rate base 
moots any debate about the interest rate that
should be applied. The Commission will also 
adopt staff's recommendation on the tax pay
ments that will result from the interest actu
ally accrued· on the DR&R ·runds. The ID is 
modified accordingly. 

G. Other cost issues and Remedies 
Exceptions were filed to three cost issues: (1) 

the throughput to be used; (2) whether there 
should be. a cost adjustment to reflect tax 
changes as a result of the Tax Equity and 
Fi~cal. Accountability Act of 1982 (TEFRA); 
and (3) the proper amortization . period for 
Kuparuk's litigation expenses in this case. In 
addition, Kuparuk requests that· any relief not 
be applied retroactively. 

The ID did not make any determinations on 
the appropriate amount of throughput becailse
the adoption of a variable tariff mechanism 
mooted this determination. The Commission 
has ruled that an involuntary variable tariff 
mechanism is unlawful, and it will make a 
merits determination.her(( · · · 

.. ··' 
Staff recommends a throughput . of 

101,681',355 barrels per year. Kupatl,lk .argues. 
that the use of any information beyond its 1985 
test period91 violates the Commission's policy 
against making the test year a moving r.argeL 
Kuparuk further argues that the ~st year is 
based only on 1985 data;: and given Kuparuk's. 
short operating history;· the recorc;l might be_: 
reopened to obtain additional information,. or 
alternatively, the Commission might use the 
actual information available for 1984. and 
1985. Staff replies that Kuparuk submitted-. 
actual data in response to data requests show
ing approximately ~so,422;ooo· ·barrels for the 
first six months of 1986, which reflects a strong 
upward trend in volume, and that this was the 
basis for staff's use of 1986 as the base year.92 

Staff also asserts that the Stipulation shows a 
projected throughput increase of 2& percent -

90 See Tennessee_ Gas, supra, at 25 FERC at p. 
61,220. 

91 See Ex. No. KTC 4-0, at pp. 18,19. 
92 See Ex. No. FERC 24-3, Schedule 1. 

93 In any event, the Commission may rely on 
evidence outside the test period if this is necessary to 
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over 1985 volumes, or approximately 
102,557,659 barrels. It asserts that this con
firms that staff's estimate of 101,681,355 bar
rels per year was reasonable, and further notes 
that the Stipulation indicates that Kuparuk's 
throughput will increase through 1990. Staff 
asserts that any arguments to the contrary are 
speculative. Given Kuparuk's 100 million bar
rel throughput in 1986, the stipulated 
throughput profile, and the lack of persuasive 
evidence that throughput will decline, staff 
argues that the Commission should not adhere 
strictly to· Kuparuk's definition of the test 
period. 

The Commission agrees that the projected 
throughput urged by Kuparuk is too low t~ be 
used for the years at issue here. At the same 
time, the Commission recognizes that in 1984 
and 1985 Kuparuk was in a start up phase and 
that adopting Staff's volumes for those years 
could lead to an underrecovery of costs in those 
years. Kuparuk may use its projected volumes 
of 85 million barrels for the years 1984 and ' 
1985, and shall use staff's level of 101,681,355 
barrels in 1986 and 1987. Projections for the 
years after 1987 may be developed in Phase II 
of this proceeding, including modification of 
the Stipulation if this proves necessary. In its 
action here the Commission is relying on the 
volumes actually stipulated by the parties, ~nd 
therefore K!Jparuk's assert~on that the Coin-
mission is improperly_ extending the test period. 
i~ irrelevant.93 The ID is modified accordingly. 

I . • . 

The ID permitted Kuparuk to utilize the full 
10 percent investment tax credit (lTC) permit
ted it under the TEFRA. The ID concluded
that Kuparuk has the right to make maximum 
use of the investment tax credit ·created by 
Congress• without a reduction in that benefit 
through regulatory action: SP'ecifically,' 
TEFRA permits the taxpayer to. elect either a 
10-percent· tax credit.. with a 95-percent depre~ 
ciable tax basis, or an eight percent lTC with a 
100-percent depreciable basis. The State 
excepts, arguing that Kuparuk's income tax for 
ratemaking purposes should reflect a hypothet
ical 100-percent depreciation tax basis rather 
than· the depreeiation tax basis. of 95 'percent 
actually used by Kuparuk and staff. The ID is 
affirmed as it correctly concluded that TEFRA 
created a statutory right that may· not: b~ 
diminished by state or federal regulatory 
action. 

achieve a rational" result. See Paiute Pipeline Com
pany, 54 FERC ~ 61,338 n.14:, at p. 9, sliR opinion 
issued March 26, 1991. In this case the actual 
throughput for the years 1986 and 1987·was close·to 
the projections adopted in this _case •. 

1J 61,122 
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The ID also concluded that Kuparuk's esti
mated litigation expenses for this proceeding: 
should be amortized over three years. Staff 
excepts, arguing that the amortization of these 
costs should be over five years. Kuparuk argues 
that no amortization is appropriate because 
the $800,000 in test year costs represents the 
actual cost for the test year and should be 
recouped through its cost of service, or at least 
over not. more than three years .. Staff argues 
that Kuparuk's analysis' .assumes that it. will: 
incur $800,000 in litigation costs in ea~h of the 
years that the current rates are in effect, just 
as other costs included in Kuparuk's cost of. 
service are assumed to occur in each year that· 
the rates are in effect. The ID also determined 
that Commission precedent permits amortiza .... 
tion of such costs over three years;· Since the 
three year period to which· this order applies
involves locked in rates, the three year period 
adopted by the ID is appropriate. Therefore' 
the ID will be affirmed.·· · 

Finally, Kuparuk urges that any relief 
should be applied only prospectively, It argues 
that its initial and revised rates were filed well. 
before the Commission's standards in Opinion 
No. 154-B, which ,issued on June 28, 1985. The 
ID rejected this argument on the grounds that 
Kuparuk was dearly on notice that cost-based 
rate making would be involved, and that 
Kuparuk chos~ to set its rates as high as possi
ble. Kuparuk replies· that it had to select its 
initial rates from a wide range of possible rate 
levels to avoid'a possible shortfall in cost recov
ery if its initial rate.JJ• were too low. Staff argues 
that all regulated enterprises set their rates in 
anticipation of the regulatory climate, and that; 
Kuparuk was simply ineor);~ct. .on a number of 
important factors .. This in itself should not jus
tify abnormally high· returns even though repa~ 
rations are clearly di~retionary under the ICA: .. 

The' Commission agrees With the Stat~ and 
staff that the reasonableness· of Kuparuk's 
rates is governed by the law· in effect at ttie' 

-~-:....; ~ .. 

time when this decision issues, and all rates for 
the complaint period should be so decided.94 
Kuparuk's request that this order be applied 
prospectively only is· denied. 

The Commission orders: 

(A) The Initial Decision is affirmed and mod
ified as sta~d in the body of this. order. 

(B) The proceeding in OR90-1-000 is 
remanded for determination of the reasonable
ness-of Kuparuk's rates for the calendar years 
1988 and 1989, and subsequent years. ·. 

(C) Within· 30 day~ of the issuance of this· 
order; Kuparuk- shall fi.le tariff sheets that con
form to the provisions of this order, provided, 
that if a rehearing request is filed, then 
Kuparuk shall file such tariff sheets within 30· 
days after ~ommission action . on any such 
request. 

(D) Kuparuk shall include in its revised m~ 
ing a schedul~ ·of refunds, if any, to b<l paid to 
its shippers as a result of this order; all refunds 
to be paid· beginning· with the date the tariffs 
were filed in this proceeding. : ,.. ·. . . . . . ' . . 

(E) A presiding administrative law judge, to 
be designated by the Chief Administrative Law 
Judge (or that. purpose (18' c:F.R. § 375.304), 
shall convene a prehearing conference in the 
proceeding in OR90-1-000 to be held within 45· 
days after the issuanc.e of this· order ."in a, hear
ing or conference r<>Om- of the Feder~LI Energy 
Regulatory Commissiol), 810 First Street, NE., 
Washington, DC 20426. The prehearing confer
ence shall t;e held for the purjlose of clarifica
tion of the · positiOJis of the ··participants; 
delfneation· of the i5sues~· arid establisftment by 
the presiding judge of any procedural dates 
necessary for the hearing-. The presiding 
administrative law· judge is further authorized 
to conduct. further proceedings. in accordance 
with the order and the Rules of Practice and 
Procedure. · !, 


