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STATE OF ALASKA

THE ALASKA PUBLIC UTILITIES COMMISSION

Before Commissioners: Carolyn S. Guess, Chairman
Marvin R. Weatherly
Susan M. Knowles
Diana E. Snowden
Louis E. Agi

In the Matter of the Filing of
Revised Tariffs by COOK INLET
PIPE LINE COMPANY

P-80-5

ORDER NO. 16

In the Matter of the Filing of a
Tariff Revision, Designated as
Tariff Letter No. 10, by COOK
INLET PIPE LINE COMPANY for a
Permanent Rate Increase

P-82-1

ORDER NO. 12

O I - L N M g e

ORDER PRESCRIBING REGULATORY METHODOLOGY AND
DIRECTING COOK INLET PIPE LINE COMPANY TO FILE
REVISED REVENUE REQUIREMENT

BY THE COMMISSION:

History of the Proceedings

On November 24, 1980, COOK INLET PIPE LINE COMPANY
(CIPL) filed Tariff Letter No. 9 in which it proposed to increase
its total tariff rate including pipeline transportation and ter-
minalling from 38 cents to 58 cents per barrel. Of this 20-cent
per barrel increase, CIPL stated that 8 cents per barrel was
requested because of escalating operating costs and reduced crude
production from fields connected to CIPL. CIPL proposed to place
the remaining 12 cents per barrel in a reserve account to pay for
dismantling CIPL's offshore loading platform and shutting down its
pipeline and terminal facilities. 1In P-80-5(1) the Alaska Pipe-
line Commission (APC), this Commission's predecessor agency,
established a temporary rate of 38 cents per barrel for pipeline
transporation and terminalling. CIPL was ordered to place in
escrow in a financial institution acceptable to the APC the dif-

ference between the temporary rate of 38 cents and the proposed

P-80-5(16)/P-82-1(12)(1/14/85)
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rate of 58 cents. This tariff increase was suspended for an
initial six month period (P-80-5(1)) and a subsequent one year
period (P-80-5(5)), and then consolidated with Docket P-82-1 in
which this Commission, as successor to the duties of the APC under
AS 42,06, was considering CIPL's Tariff Letter No. 10 (P-80-5(7)).
Susbsequent extensions of the suspension period for Tariff Letter
No. 9 were made coterminous by the Commission with extensions of
the suspension period for Tariff Letter No. 10 resulting finally
in the indefinite suspension currently in effect (P-80-5(15),
P-82~1(11)).

On December 14, 1981, CIPL filed Tariff Letter No. 10
which requested that the Commission grant a permanent rate
increase to 91.5 cents per barrel for pipeline transportation and
terminalling. In P-82-1(1) the Commission suspended the operation
of Tariff Letter No. 10 for an initial six-month period, set a
temporary tariff equal to the last approved rate of 38 cents per
barrel, and allowed collection of the filed proposed increased
rate effective January 15, 1982. The Commission ordered that the
revenues representing the difference between the filed proposed
increased rate of 91.5 cents per barrel and the temporary rate of
38 cents per barrel be placed in escrow in a financial institution
acceptable to the Commission. On March 30, 1982, CIPL filed a mo-
tion for consolidation of Dockets P-80-5 and P-82-1. On April 1,
1982, CIPL filed a motion for approval of a bond in lieu of the
escrow arrangement required by P-82-1(1). CIPL claimed that the
temporary tariff of 38 cents per barrel would be insufficient to
meet its 1982 operating expenses and requested that, in order to
alleviate cash-flow problems, it be allowed to substitute a surety
bond for approximately half the amount of the total estimated
funds which would have been placed in escrow during 1981 and 1982
and that it be allowed to withdraw the funds already in escrow.

In addition to the bond, potential refunds to shippers which might

P-80-5(16)/P~-82-1(12)
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be ordered by the Commission are secured by an amendment to CIPL's
Shareholders Agreement which would require CIPL's shareholders to
compensate any cash insufficiencies experienced by CIPL as a
result of its compliance with orders by the Commission or by the
Federal Energy Regulatory Commission (FERC). The Commission con-
solidated Dockets P-80-5 and P-82-1 for all purposes, allowed CIPL
to substitute a bond in lieu of the escrow arrangement required
under P-80-5(1), P-80-5(3), and P-82-1(1), and extended the sus-
pension period for Tariff Letters No. 9 and No. 10 to January 15,
1983 (P-80-5(7), P-82-1(3)). The suspension periods were further
extended to July 15, 1983 (P-80-5(9), P-82-1(5)); July 15, 1984
(P-80-5(14), P-82-1(10)); and finally for an indefinite period
(P~-80-5(15), P-82-1(11)).

On December 1, 1982, CIPL filed a tariff revision,
designated as Tariff Letter No. 11, in which it proposed to
increase the rate for pipeline transportation and terminalling to
$1.25. 1In P-82-6(1) the Commission suspended the operation of
Tariff Letter No. 11, set a temporary tariff of 91.5 cents per
barrel, and ordered that the temporary rate be collected effective
January 1, 1983. The Commission subsequently allowed the collec-
tion of the filed proposed increased rate of $1.25 and ordered
that the difference between the filed proposed increased rate and
the temporary rate be placed in escrow (P-82-6(2)). On May 11,
1983, CIPL filed a motion for approval of a bond in lieu of the
escrow arrangement required by P-82-6(2). CIPL requested that it
be allowed to submit a single bond to secure the payment of
refunds to shippers which might be ordered in all three CIPL
dockets, P-80-5, P-82-1 and P-82-6. In P-80-5(13)/P-82-1(9)/
P-82-6(3) issued June 14, 1983, the Commission allowed CIPL to
submit the single surety bond in lieu of the statutory escrow
arrangements established under P-80-5(1), P-80-5(3), P-82-1(1),

and P-82-6(2). The rate proposed by Tariff Letter No. 1l is not

P-80-5(16)/P-82-1(12)
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under consideration in these proceedings. In P-82-6(4) the Com-
mission extended the suspension period for an additional one year
period. In P-82-6(5) the Commission extended the suspension
period for an indefinite period. Consideration of Tariff Letter
No. 11 awaits a decision in these Dockets. CIPL has been ordered
to submit supplemental information concerning Tariff Letter No. 11
within 60 days after the issuance of a final order in these pro-
ceedings.

On September 28, 1984, CIPL filed a tariff revision,
designated as Tariff Letter No. 12, in which it proposed to de-
crease the rate for pipeline transportation and terminalling to
$1.13. At a Tariff Action meeting on October 17, 1984, the Com-
mission suspended this rate for an indefinite period and allowed
it to go into effect on a temporary basis, effective November 1,
1984. The rate proposed by Tariff Letter No. 12 is not under
consideration in these proceedings.

A hearing date in Docket P-80-5 was originally set by
the APC for July 29, 1981 (P-80-5(3)). At the request of CIPL
that hearing was postponed until after September 14, 1981, and the
issue of the cost of dismantling and removal was separated from
the other rate issues with a hearing to be held in that matter
after June 14, 1982.

This Commission assumed the responsibilities of the APC
on July 27, 1981. 1In its motion requesting the consolidation of
Docket P-80-5 and Docket P-82-1 filed March 30, 1982, CIPL pro-
posed that a single hearing be held as soon as possible after
July 15, 1982, for consideration of the economic and dismantlement
issues. The Commission granted CIPL's requests (P-80-5(7),
P-82-1(3)). 1In P-82-1(4) the Commission set dates for pre-filing
testimony in these proceedings and set September 28, 1982, as the
date for hearing. The hearing lasted four days ending October 1,

1982. The transcript of the hearing consists of 546 pages (Tr.).

P-80-5(16)/P-82-1(12)
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CIPL filed the direct testimony of six witnesses:

Melvin R. Noack (whose testimony was designated at the hearing as
T-1), John R. Shaw (T-2), Kenneth V. Zerda (T-3), Kenneth G.
Chumley (T-4), Timothy R. Crichfield (T-5), and Dr. Omar Carey
(T-6). The Commission Staff (Staff) filed the testimony of two
witnesses: Rudolph L. Bertschi (T-7) and Robert D. Neilson (T-8).

Supplemental materials and information requested of the
parties at the hearing were also filed in these Dockets. (Tr.,
pp. 533-541.) On October 29, 1982, Staff filed the Staff Revision
of Schedule RDN-20 of the Pre-Filed Testimony of Robert D. Neilson
and Exhibit RLB-3 of the Pre-Filed Testimony of Rudolph L.
Bertschi (Staff Revision). On November 1, 1982, C.R. Thompson and
Timothy R. Crichfield filed certain decisions, schedules and other
materials with the Commission (Thompson Materials and Crichfield
Materials).

In addition to oral argument at the close of the hear-
ing, the Commission ordered the parties to submit briefs. (Tr.,
pp. 542-544.) The briefing schedule was extended by the Commis-
sion upon stipulation of the parties that additional time was
needed to review and comment upon the FERC's decision in Williams
Pipe Line Company which was issued November 30, 1982. 21 FERC
§ 61,260. The Initial Post Hearing Brief of Cook Inlet Pipe Line
Company (CIPL Brief) was filed on December 27, 1982. The Staff
Closing Argument (Staff Brief) was filed on February 15, 1983.

The Cook Inlet Pipe Line Company Reply to Staff Closing Argument
(CIPL Reply Brief) was filed March 14, 1983.

THE COMPANY AND OPERATIONS

CIPL owns and operates a pipeline facility as defined in
AS 42.06.630(8). It holds a certificate of public convenience and
necessity from the Commission to operate as an intrastate pipeline

carrier under AS 42.06. The pipeline system consists of mainline

P-80-5(16)/P-82-1(12)
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pipe, pump stations, lateral pipelines, a terminal used for stor-
age of crude o0il transported through the pipeline, and a loading
dock used to load crude oil onto ocean-going tankers (pipeline
system).

CIPL is a corporation which has four shareholders.
Marathon 0il Company (Marathon) and Union 0il Company of Califor-
nia (Union) each own 30 percent of the shares of CIPL. Atlantic
Richfield Company (ARCO) and Mobil Pipe Line Company (Mobil Pipe)
each own 20 percent of the shares of CIPL. Mobil 0Oil Corporation
(Mobil 0il) is the operator of the pipeline system and has been
the operator since its inception.

Construction of the pipeline system was completed in the
fall of 1967, and the first tanker was loaded at Drift River Ter-
minal in November of 1967. (T-1, p. 3.) Noack, a Vice President
and Director of CIPL, described the pipeline system as follows:

The main line of the pipeline system consists of
41.6 miles of twenty-inch pipe extending from an
injection station at Granite Point to the Drift
River Terminal to serve the Granite Point and North
Trading Bay Fields. In addition, 2.7 miles of
lateral twelve and twenty-inch pipelines connect
the injection station at West Forelands to the
twenty-inch mainline to serve the Trading Bay Unit
and the Trading Bay Fields. At Drift River there
is a terminal complex with land facilities consist-
ing of seven 270,000 barrel crude oil tanks, a
deballasting and ballast water treatment facility,
permanent bachelor-type living quarters, operating
offices, maintenance shops, a 4,200 foot airstrip
and hangar. Two miles offshore there is a tanker
loading platform which is connected to the onshore
tankage by dual 30-inch submarine pipelines

2.4 miles in length tied into a 42-inch land line
two miles long. (T-1, p. 3.)

The capacity of the working tankage at Drift River Ter-
minal is 1,840,000 barrels. The pumping capacity of the pipeline
is 205,000 barrels per day. (T-1, p. 8.) The peak throughput of
the pipeline was approximately 140,000 barrels per day which
appears to have occurred in 1970. (Tr., pp. 38, 52.) Since 1970,

except for one year, it appears that throughput has continually

declined. (Tr., p. 53.) Pumping rates as of the time of the

P-80-5(16)/P-82~1(12)
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hearing were approximately 55,000 barrels per day, about 27 per-
cent of pipeline capacity. (T-1, pp. 8-9.)

There are eight active shippers of o0il through the pipe-
line system. Three of these companies, Marathon, Union, and ARCO
own a portion of the pipeline system. A fourth, Mobil 0il, is
affiliated with an owner of the system, Mobil Pipe. Shippers
Phillips Petroleum Company, Superior 0il Company, Texaco 0il Com-
pany, and Tesoro Oil Company do not own an interest in the pipe-
line system. 1In 1981, 76 percent of the shipments through the
pipeline system were made by owner companies, while 24 percent
were made by non-owner companies. Over the life of the pipeline
system through 1981, owners' shipments have accounted for
83.5 percent of total shipments and non-owner shipments have
accounted for 16.5 percent of total shipments. (T-1, p. 13,
Attachment 7.) Noack estimated that 30 percent of the total
volumes transported through the pipeline system were delivered to
the Tesoro refinery at Nikiski, Alaska, which he considers to be
intrastate movements under the Commission's jurisdiction. The
remaining 70 percent he considers interstate movements under FERC
jurisdiction. (T-1, p. 14.) It appears that the tariff set by
the APC and the FERC have always been the same for CIPL. (Tr.,
p. 156.)

In 1967 the original reserve estimate for the o0il fields
to which the pipeline system was expected to be connected was one
billion barrels. The feasibility study for the pipeline system
was based on a conservative estimated prospective discovery of
800 million barrels of crude oil in the area to be served. The
expected use of the pipeline system was to be 30 years. (T-4,

p. 3.) Actual production in 1968, the first full year of pipeline
operations, fell below forecast. (T-4, p. 7.) 1In November 1970,
the connected recoverable reserves were estimated to be less than

500 million barrels. (T-4, p. 8.) 1In the years from 1968 through

P-80-5(16)/P-82-1(12)
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1981 actual volumes transported through the pipeline system have
been lower than the producers' forecasted volumes by 4 percent to
as much as 24 percent. (T-4, p. 4.) At the time of the hearing,
the latest forecast from producers projected total recoverable
reserves through 1992 of 731 million barrels from crude o0il
reserves in the area served by the pipeline system. (T-4, p. 3.)
Zzerda testified that, as of May 31, 1982, the estimated remaining
reserves total 130 million barrels. (T-3, p. 1l.)

The pipeline system serves four oil fields, the McArthur
River Field, the Granite Point Field, the Trading Bay Field and
the North Trading Bay Field. The McArthur River Field is the
largest o0il field connected to the pipeline system. In mid-1982
it accounted for 72.7 percent of the throughput of the pipeline
system. (T-3, p. 1.) Zerda expects that the McArthur River Field
will be abandoned in the mid-1990's. (T-3, p. 4.) He predicts
that the pipeline system will be abandoned when production from
the McArthur River Field is abandoned. (Tr., p. 83.) CIPL's
witnesses believe there is little chance for further discoveries
in the Cook Inlet area to feed the pipeline system, and, although
using the pipeline system to transport methanol from the Beluga
Coal Fields north of Granite Point is a possibility, it appears
remote. (-1, p. 17; Tr., pp. 50, 51, 93, 94.)

ISSUES

In response to an order by the Commission (P-80-5(9)/
P-82-1(5)), the parties filed a statement of issues prior to the
commencement of the hearing. Twelve items appeared on the State-
ment of Issues filed September 22, 1984. At the hearing it was
stated that the parties had eliminated three of the issues:
(1) CIPL agreed to accept the Staff's 1981 test year rather than
pursuing the normalized 1982 test year used in CIPL's testimony;
(2) CIPL agreed to the Staff's disallowance of certain normalized

operating expenses for 1981l; and (3) CIPL agreed to the Staff's

P-80-5(16)/P-82-1(12)
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treatment of certain periodically recurring items such as moving
expenses and repair to engines. (Tr., p. 17.) The parties had
also agreed in principle as to a fourth item, the calculation of
income taxes. The following are those issues raised by the par-
ties which are left for the Commission to decide in these proceed-
ings: rate base methodology, capital structure, rate of return,
cash working capital, accumulated deferred income taxes, allowance
for funds used during construction, reconditioning costs, and
dismantling and removal.

RATE BASE METHODOLOGY

CIPL urged the Commission to utilize the valuation rate
base methodology to calculate rates for CIPL. Valuation rate
base, as developed by the Interstate Commerce Commission (ICC),
consists of a weighted combination of original cost and an element
called "cost of reproduction new" reduced for depreciation by an
element called "condition percent"” and inflated by a value for
"going concern"™ to which is added working capital and the present
value of lands and rights of way. CIPL argued that the investor
in an o0il pipeline should be allowed to earn a return on the cur-
rent value of specific property committed to public service rather
than on the dollar amount of his investment and that only a valua-
tion rate base allows him the opportunity to earn such a return.
(CIPL Brief, pp. 34, 40.)

At the same time, CIPL contended that the original cost
rate base methodology, which allows a return only on the original
dollar amount of the investment, is inappropriate to regulate its
rates for several other reasons: (1) CIPL has always been regu-
lated with respect to interstate rates using the ICC valuation
methodology (T-5, p. 2); (2) if there is a sudden change from
valuation methodology to an original cost methodology, CIPL would
lose a large amount of its rate base (T-5, p. 3); (3) placing the

partially depreciated pipeline under original cost methodology

P-80-5(16)/P-82-1(12)
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would deprive CIPL of the returns it could have realized in the
early years on a less depreciated pipeline that it alleges are
higher than returns in later years when the rate base of the pipe-
line becomes less due to depreciation (T-5, p. 5); and (4) the
return component of the revenue requirement becomes less and less
as the pipeline is depreciated compared to the expense component
of the revenue requirement and this means that any unexpected
increases in operating expenses or decreases in throughput volumes
would inordinately erode the return. (T-5, p. 6.) The fourth
contention above is referred to by Critchfield as the "curtailment
of operations risk" (COR). (T-5, pp. 5, 6.)

The Staff argued in favor of using an original cost rate
base methodology for ratemaking. Neilson stated that the trend
seemed to be moving away from the ICC valuation method toward
using the original cost method and cited FERC Administrative Law
Judge Kane's Initial Decision in the Trans Alaska Pipeline System
(TAPS) rate case (10 FERC § 63,023) and the APC's decision in TAPS
and in Nikiski Alaska Pipeline Company. (T-8, p. 9.) The Staff
argued that even the FERC, although it had adopted valuation
methodology, conceded that it was inexact and uncertain. (Staff
Brief, p. 17.)

The Commission agrees with CIPL that AS 42.06 (the Com-
mission's statute concerning pipeline regulation) differs from
AS 42.05 (the statute concerning utility regulation) in that no
particular method for determining the value of property for rate-
making purposes is set out in the statute. This leaves the Com-
mission free to adopt any method for valuing rate base which
results in the calculation of rates which are just and reasonable
under AS 42.06.370.

Historically, rates in regulated industries were calcu-
lated on the basis of fair value of the property devoted to public

service. This doctrine was, however, discarded in F.P.C. v. Hope

P-80-5(16)/P-82-1(12)
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1 Natural Gas, 320 U.S. 591 (1944). Since that time most state and

2 federal regulatory commissions have utilitized original cost rate
3 base in ratemaking. The ICC, the regulatory body charged with the
4 regulation of o0il pipelines prior to 1978, developed the valuation
5 rate base methodology for pipelines during the period when the

6 fair value methodology was mandated by the Supreme Court.

7 In the first appeal of an o0il pipeline ratemaking case

3 since the Hope decision, the Court of Appeals stated:

9 Thus, the ICC practice, reflected in the four pipe-
line rate cases cited earlier, of using a valuation

10 rate base had become ensconced in that agency's
decision by 1944, when the Supreme Court decisively

11 reversed its field and became openly critical of
talismanic reliance on 'fair value'. . . . More-

12 over, between the time that Hope's implications
became clear and the ICC's consideration of this

13 case, that agency did not have occasion to discuss
the principles of 0il pipeline ratemaking. As

14 such, we are left to draw our conclusions about
this case based on a series of ICC opinions that

15 arose in a ratemaking environment that has since
been dramatically altered by the Supreme Court.

16

17
In sum, we are not persuaded by the commission's

18 conclusion that 'consistency and fairness' dictate
resurrection of the 'fair value' method last used

19 thirty years ago. (Farmers Union Central Exchange
v. F.E.R.C., 584 F.2d 408 (D.C. Cir. 1978) cert.

20 denied sub. nom. Williams Pipeline Co. v. F.E.R.C.,
539 U.S. 995 (1979) (Farmers Union I), at 414,

21 418.)

22 More recently, the FERC adopted an approach similar to

23 valuation rate base in its decision in Williams Pipe Line Company

@
1

&3 93 24 (21 FERC § 61,260) (Williams). Even while doing so, however, the
o o
;j%‘i 25 FERC recognized the shortcomings of this methodology. On appeal
F2 g Y
Evig 26 the FERC was severely criticized. The Court of Appeals stated:
oo~
e 27 Despite explicit concessions as to the shortcomings
g 80; of the ICC rate base formula and the recognized

2 o 28 advantages of a rate base formula derived from ori-
SU’S ginal cost, FERC rejected the original cost alter-
EPJQ 29 native.
=S8

30 . e

-
0 31 After carefully reviewing the bases put forward by
ﬁ FERC for rejecting the original cost alternative,
< 32 we hold that FERC failed to 'examine the relevant

P-80-5(16)/P-82~1(12)
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1 data and articulate a satisfactory explanation for

its action.' 1In our view it did not offer a rea-

2 soned explanation for adhering to an admittedly
antiquated and inaccurate formula, but rather a

3 host of unconvincing excuses that fail to add up to
a rational choice. (Farmers Union Central Exchange

4 v. F.E.R.C., 734 F.2d 1486 (D.C. Cir. 1982)

(Farmers Union II) at pp. 1511-1512, 1518.)

5
This Commission's predecessor agency, the APC, has twice
had the opportunity to consider adoption of original cost versus
7
valuation rate bases in the regulation of pipelines. In the mat-
3
ter of Nikiski Alaska Pipeline Company the APC stated:
9
The Commission finds that the use of the fair value
10 method has many defects because the method is based
upon assumptions and involves speculation. . . .
11 Nikiski's witness could not explain the logical
basis for the condition percent factor and no evi-
12 dence was introduced to establish the rational
basis for any of the other factors used in the
13 methodology.
14 The Commission finds, on the other hand, that ori-
ginal cost is a relatively simple and objective
15 method. The principal argument in favor of the
fair value methdology is that it provides a hedge
16 on inflation. The Commission finds, however, that
the appropriate place to recognize inflation is in
17 the rate of return. (P-77-3(17), p. 3.)

18 In its Phase I decision in the TAPS proceeding, the APC stated:

19 Regulation on a fair value basis suffers from a
substantial degree of confusion. . . . Any method
20 designed to arrive at some measure of current value
demands an exercise of judgment and the Commission
21 finds that in any attempt to exercise judgment, the
regulator runs the risk that vastly different valu-
22 ation estimates for the same property might devel-
op. On the other hand, original cost is not a
23 subjective number and is easily ascertained. As a
- _ matter of sound regulatory policy, therefore, the
32 24 Commission finds that original cost is the superior
o o regulatory tool.
O v
) 25
v o . .
EI i Y
Hwm w 26
.o Based on the above analysis of the ICC valuation
ﬂ-gsﬂ 27 method, the Commission finds that applying an ICC
Mo -~ valuation method results in a value that has no
2 H o 28 economic meaning. The Commission, therefore, will
Qu g not use the ICC valuation methdology to determine
JAa 0 29 the rate base applicable to TAPS. (P-77-8(44)/
gCDﬁ pP-77-9(41)/pP-77-10(41)/P~-77-11(39)/P-78-5(25),
:gg 30 pp. 10, 13.)
ﬁ 31 The Commission has given careful consideration to the
<L
i 372 adoption of a valuation rate base methodology, particularly since
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CIPL has been regulated for some time under that approach. 1In
addition to the testimony and argument presented by the parties,
the Commission has reviewed the Testimony of Jesse C. Oak in the
ICC proceeding, Ex Parte 308, submitted in this proceeding by
CIPL, which explains the valuation formula. (Thompson Materials,
Attachment 1.) The Commission shares the view of the Court of

Appeals for the District of Columbia in Farmers Union I that the

valuation rate base methodology is not suitable for modern rate-
making. The Commission finds that the rate base which results
from application of the valuation formula is speculative and
cannot be relied upon to produce rates which are just and reason-
able under AS 42.06.370. Even if the Commission were to adopt
CIPL's view that the rate base of an o0il pipeline should reflect
the current value of property devoted to public service, which it
does not, the Commission finds that the valuation formula is
unduly complicated and that there is no assurance that the number
which results from its application accurately reflects current
value of the property.

On the other hand, there are affirmative reasons for
adopting an original cost rate base methodology for the calcula-
tion of rates for CIPL. From an historical perspective, original
cost is the most reliable and equitable methdology yet devised.
It guarantees investors an opportunity to earn a return on equity
dollars. It allows risk to be taken into account in the rate of
return and assures that if risks are changed, the return can be
adjusted to recognize the change in risk. It is also fair to the
ratepayers.

In addition, the Commission finds CIPL's specific
arguments against use of original cost valuation for ratemaking to

be unpersuasive for the following reasons.
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First, there does not appear to be any legal basis to
conclude that this Commission is required to follow the method-
ology adopted by the FERC to establish rates for use of the pipe-
line. Moreover, as noted earlier, the methodology chosen by the
FERC in Williams has been severly criticized by the courts and has
been remanded to the FERC for further proceedings. This Commis-
sion performs its obligation by setting a rate that is based on
intrastate property and operations. A fair procedure to identify
intrastate property and operations is all that is required. If
CIPL believes that some property is not included in either the
interstate or intrastate rate base as a result of application of
this procedure, CIPL should institute appropriate proceedings
before the FERC to consider the proper allocation of such prop-
erty.

Second, the position advanced by CIPL that it will lose
a large amount of its rate base in the event there is a sudden
change from the ICC valuation methodology to an original cost
methodology fails to recognize that regulated industries have no
vested interest in any particular method of rate base calculation.

(Farmers Union II, p. 1517.) CIPL's contention is essentially

that once a ratemaking methodology has been established, the
method must be followed until the regulated property is taken out
of public service. There is simply no basis for this contention.
Moreover, so long as the resulting rates from an application of
the original cost methodology are reasonable, CIPL should have no
difficulty maintaining its financial integrity.

Fﬁrthermore, CIPL's argument assumes that the rate base
calculated under the ICC valuation methodology is reasonable and
is necessary to comply with the requirement that this Commission
set just and reasonable rates within the requirements of due

process of law. For the reasons set forth in Farmers Union I and

Farmers Union II and for the reasons set forth in the record in
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this proceeding, the Commission has concluded that the ICC valua-
tion methodology necessarily results in a rate base which has no
economic meaning and upon which it would be difficult for the
Commission to calculate just and reasonable rates.

Third, CIPL's contention that a switch from a valuation
rate base to an original cost rate base would deprive them of the
benefit of earnings which would have resulted from higher rates
charged under an original cost methodology in the early years of
pipeline operation similarly has no merit. CIPL correctly stated
in its brief that the past earnings of CIPL should not be taken
into consideration by the Commission. (CIPL Brief, p. 12.) The
task facing the Commission at this point in the life of CIPL is
the setting of just and reasonable tariff rates. The Commission
has chosen to use an original cost rate base to set those rates.
The fact that prior rates were calculated under a different rate
base methdology does not constrain the Commission from making the
proper decision at this point in time.

The final argument of CIPL is that the original cost
methodology produces significant operating risks as a pipeline
project approaches the end of its useful life because the original
cost rate base minus accumulated depreciation becomes very small
and the dollar return, likewise, becomes small in comparison to
operating expenses. It is contended that this creates a risk that
losses would be incurred in the event operating expenses or
throughput volumes are understated. It is apparent to the Com-
mission that if management is prudent, the COR is relatively low.
In addition, this Commission has placed in effect procedures to
quickly respond to applications for rate increases. The Commis-
sion reacts expeditiously to requests for interim rate increases
in accordance with Alaska court rulings. The Commission allows
pro forma adjustments to test year operating expenses, revenues,

and rate base items that are justified. With these mechanisms in
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place, it appears that prudent management should be able to elimi-
nate the COR. Moreover, in this Order the Commission has adopted
an adjustable tariff rate and true-up to level out revenues
received from throughput variation. This will virtually eliminate
any risk concerning variations in throughput volumes.

CIPL argued alternatively that if the Commission adopts
an original cost rate base methdology for regulating CIPL, then
the Commission must provide a reasonable transition. 1In its deci-
sion in Williams, the FERC assumed that transitional rate bases
would have to be constructed for pipelines previously regulated
under a valuation rate base methodology. The Court of Appeals did
not agree and stated as follows:

We are reluctant to sanction the rejection of an
admittedly more logical and accurate rate base
formula [original cost] on the basis of the conclu-
sionary statement that the construction of 'transi-
tional rate bases' would be too costly. First,
FERC failed to give a reasoned basis for its
assumption that '[t]ransitional rate bases would
have to be constructed' at all. Regulated indus-
tries have no vested interest in any particular
method of rate base calculation. . . . Accordingly,
as FERC acknowledged, a switch to a new rate base

formula would not disrupt protected pipeline
property. (Farmers Union II, p. 1517.)

Consistent with the Commission's previous expressions in
this Order and with the statement of the court above, the Commis-
sion believes it is clear that no transitional rate base is neces-
sary to ensure that CIPL's rates are just and reasonable.

The Commission adopts the original cost methodology to
establish a just and reasonable rate under AS 42.06.370 for the
pipeline transportation and terminalling provided by CIPL.

The original cost rate base will be computed by taking
the original cost of the pipeline minus accumulated depreciation
on a straight line basis as if the pipeline had been regulated on
original cost from its beginning plus additions and betterments to
the pipeline depreciated over the remaining life of the pipeline

from the year in which the additions and betterments became used
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and useful. CIPL is directed to compute the revised revenue
requirement required to be submitted by this Order using the net
book value of plant for the year 1981.

The Commission notes that both the FERC in Williams and

the Court of Appeals in Farmers Union II discuss with favor a

variant of original cost, known as trended original cost. Neither
party in this proceeding has advocated such an alternative. The
adoption by the Commission of original cost in this rate case does
not preclude any party from arguing in future rate cases that the
Commission should adopt any other variation of original cost
methodology which that party feels is appropriate in the Commis-
sion's regulation of o0il pipelines.

CAPITAL STRUCTURE

Since the Commission has chosen to use original cost
rate base methodology, the capital structure which will be used in
computing an overall rate of return on the original cost rate base
must be determined. The actual capital structure of CIPL is
100 percent equity. CIPL argued that the actual capital structure
should be used in computing the return component of its revenue
requirement. The Staff proposed adoption of a composite of the
capital structures of the shareholders of CIPL. 1In support of its
position the Staff cites the APC's Order Adopting Ratemaking
Methodology (P-77-8(44)/P-77-9(41)/P-77-10(41)/P-77-11(39)/
P-78-5(25)) issued in the TAPS tariff case.

The Commission chooses not to adopt the position taken
by the Staff. There are important differences between CIPL and
the pipeline carriers owning an interest in TAPS. Each of the
TAPS pipeline carriers are wholly owned subsidiaries of a parent
corporation. This allows the parent corporation to dominate the
subsidiary capital structure, cost of debt, and other aspects of
the subsidiary as if it were a division of the parent. In this

case, CIPL is not a wholly owned subsidiary of any one parent
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company. CIPL is owned by four companies. Nothing in this record
convinces the Commission that any of these companies have a domi-
nant position in CIPL sufficient to manipulate and control the
capital structure of CIPL or the capital cost incurred by CIPL.
Moreover, nothing in this record indicates that the shareholder
owners of CIPL do not vote their shares for their respective
interests or that any one shareholder has a dominant position over
other shareholders sufficient to control CIPL.

Neither does the Commission choose to adopt the 100 per-
cent equity capital structure advocated by CIPL. Initially the
capital structure of CIPL was 90 percent debt and 10 percent
equity. The owner companies contributed a total of $4 million in
equity by purchasing stock of CIPL. Each executed a conventional
throughput commitment to underwrite the financing of the remaining
capital required through borrowing. Borrowed funds amounted to
$36 million. (T-4, p. 6.) This debt financing consisted of notes
of approximately five years duration which CIPL intended to con-
vert to 30-year term debt. (Tr., p. 171; T-4, pp. 6-7.) 1In 1970
CIPL received an estimate of total recoverable reserves in its
connected fields of less than 500 million barrels. This figure
was only 62.5 percent of the supposedly conservative estimate of
800 million barrels upon which the feasibility of the pipeline
system was based and less than half of the 1967 original estimate.
Due to this estimate, CIPL made a management decision to retire
the debt earlier than the 30-year time period originally contem-
plated. Accordingly, CIPL began to withhold dividends and use all
retained earnings to retire the debt. The debt was fully retired
by January 31, 1979. Given such a sudden and dramatic drop in
reserve estimates, the Commission finds that CIPL's decision to
retire the debt at a faster pace than the 30-year period origin-
ally contemplated was probably a reasonable one. However, the

Commission believes that CIPL was much too fiscally conservative
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when it decided to retire the debt by January 31, 1979. Such a
radically increased rate of debt retirement should not be allowed
for ratemaking purposes.

At the hearing, CIPL's witness did not know whether the
estimated life of the field in years also dropped when the esti-
mate of total reserves dropped. (Tr., pp. 120, 164.) At the
request of the Commission a schedule of forecasts of recoverable
reserves, containing total reserves and reserves expected to be
recovered in each year was submitted by CIPL following the hear-
ing. (Thompson Materials, Attachment 3.) This schedule indicates
that the 1970 forecast estimated that reserves would be recovered
only through 1987 rather than through 1997 as the original June
1968 forecast had predicted. The next three yearly forecasts
showed the last year of production to be 1991, but the estimate of
the last year of production changed unfavorably again in the next
four forecasts with the 1977 forecast predicting that reserves
would not be recovered after 1986. Subsequent forecasts extended
the last year to 1992 which is the figure used in the most recent
forecast contained in the schedule. The total reserves forecast
by the producers as set forth in the schedule steadily increased
over the years after 1970 (with the exception of the 1977 and 1978
forecasts) so that the most recent forecast (November 1981) showed
total recoverable reserves only approximately 70,000 barrels less
than the original 1968 forecast.

At the point in time when CIPL was making its decision
not to convert its five-year debt to 30-year debt, the Commission
believes that CIPL would have been justified in assuming that the
useful life of the pipeline would be less than the 30-year ori-
ginal estimate. However, the Commission cannot condone for rate-
making purposes the continuing decision of CIPL over the period
1970 to 1979 to retire its debt at the fastest rate possible. The

forecast of total reserves and the number of years of production
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left in the field was unusually low in 1970, the point at which
CIPL made its initial decision. Given the variability of fore-
casts over the next years and CIPL's decision to roll its debt
over rather than convert it to fixed long term debt, CIPL was not
justified in considering only one reserve estimate. It should
have looked at actual recovery and future projections over the
next years. In the years immediately following 1970, for example,
actual throughput was considerably in excess of that forecast by
the producers. This steady recovery from the pessimistic projec-
tion in 1970 combined with the financial strength of the operators
of the line made it appropriate for CIPL to continue to have debt.
The Commission finds that considering the reserve fore-
casts it was receiving from the producers and the fluctuation in
those forecasts during this period, it would not have been unrea-
sonable or unduly conservative for CIPL to have decided to retire
its debt over a period of 20 to 25 years. Imputing a debt retire-
ment schedule to CIPL in this range, the Commission finds that the
result is a debt~equity ratio at this point in time in excess of
that which was recommended by the Staff. Assuming a 25-year
schedule of debt retirement and further assuming that the debt was
retired evenly in each year, CIPL would have been at 39.6 percent
debt by the 1981 test year. Assuming a 22-year schedule calcu-
lated in the same manner, CIPL would have had approximately
32.6 percent debt. If a 20-year schedule is assumed, the least
the Commission could condone under this set of facts, CIPL would
still have been at 27 percent debt. The Staff's methodology
results in a debt to equity ratio of approximately 25 percent to
75 percent. The Commission has explicitly rejected the Staff's
rationale for its recommendation but believes that the result
reached is within the range of reasonableness and notes that it is
more favorable to CIPL than any of the imputed capital structures

considered by the Commission.
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For ratemaking purposes the Commission adopts in this
Order a hypothetical capital structure of 25 percent debt and
75 percent equity. The Commission directs CIPL to calculate the
revised revenue requirement required to be submitted by this Order
using this hypothetical capital structure.

The Commission believes that an entity which is going
out of business should be allowed to retire its debt sometime
prior to actual shutdown of operations. 1In subsequent rate pro-
ceedings, the Commission will impute a hypothetical capital struc-
ture to CIPL which recognizes the further retirement of debt and
recognizes the Commission's belief that it is appropriate for all
debt to be retired before shutdown, assuming no sudden drops in
reserve estimates.

RATE OF RETURN

The overall rate of return of a regulated entity con-
sists of a cost of debt component and a return on equity component
weighted according to the percentage each component comprises of
the entity's capital structure. Generally the cost of debt used
for ratemaking purposes is the actual embedded cost of debt of the
entity. The cost of equity is a current figure for the return
required to fairly and competitively compensate investors and,
thereby, to continue to attract capital and to assure the finan-
cial integrity of the entity.

In this case, the Staff has advocated that the Commis-
sion adopt the parent companies' capital structure and thus has
proposed that the actual cost of debt of the parent companies be
used in the rate of return computation. CIPL does not suggest a
cost of debt since it believes that, if the Commission adopts an
original cost rate base methodology, it should use CIPL's actual

capital structure of 100 percent equity.
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Since a capital structure containing debt has been
imputed to CIPL, it is necessary to set a cost of debt. The Com-
mission finds that the debt cost which should be used to calculate
rates is the actual cost of CIPL's debt. The record does not
reflect that exact cost of debt. Chumley testified that it was
approximately 25 percent above the prime rate at the time. (Tr.
p. 122.) Neilson testified that the prime rate at the time was
five and a half to six percent. (Tr. p. 349.) Therefore, CIPL is
directed to file a schedule listing its debt amounts and costs
during the years 1967 to 1979 and to indicate what debt cost it is
requesting in the revised revenue requirement submitted pursuant
to this Order.

The cost of debt ultimately accepted by the Commission
will not be adjusted for the effect of throughput agreements with
shippers. Debt would not be issued to a pipeline without the
backing of throughput agreements. When a throughput agreement is
between a shareholder of the pipeline carrier company and the
pipeline carrier, claims are made that the shareholder has shifted
a part of the risk to itself which, in turn, lowers the debt cost
to the carrier. The shareholder/owner then argues that the car-
rier should receive a higher rate of return on its debt cost in
the capital structure than it actually obtained. The Commission
believes that in the carrier's normal course of business it would
simply not construct a pipeline without obtaining throughput
agreements from shippers. The Commission believes that the bene-
fits of the throughput agreements are received by the owner/ship-
pers through lower costs of shipping o0il to the marketplace and
the ability to market the owner/shippers' oil. Without the
throughput agreements, it is unlikely that pipelines could be

financed unless paid for primarily, if not entirely, by equity of
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the owner/shippers. Thus, by substituting the throughput agree-
ment for the necessity of having to pay 100 percent cash for the
construction of a pipeline, the owner/shipper is reducing its
overall cost of shipping o0il to the marketplace. This reduced
cost occurs because the rate charged by the pipeline carrier is
less if a pipeline is built by using debt rather than equity.

The Commission will set a rate of return on equity
assuming a 75 percent equity component in the capital structure.
The Staff also assumed an approximate 75 percent equity component
and recommended that the Commission grant CIPL a rate of return on
equity of 16 percent. This conclusion was apparently based in
part on the use by CIPL of 16 percent in the calculation of return
on original cost rate base as shown in T-4, Attachments 8(a) and
12(a), and Neilson's calculation of 16.4 percent using the rate of
return methodology adopted by Judge Kane in the TAPS case (long-
term treasury bond rate of 12.8 percent plus 3.6 percent risk
premium T-8, p. 22).

The Commission does not find persuasive Staff's argument
that CIPL was advocating, by its filings, a 16 percent return on
equity. 1In fact, CIPL's rate of return witness testified that the
cost of equity was 17 to 19 percent. The Commission also finds
that the Staff's use of the Kane methodology in this case is
inappropriate because the rate calculated by Judge Kane was an
overall rate of return, not a return on equity.

Although CIPL's rate of return witness, Crichfield,
recommended that CIPL be regulated under the ICC valuation method-
ology, he also conducted studies to determine the cost of capital
for CIPL under an original cost methodology. Crichfield concluded
that the minimum reasonable rate of return was 17 percent while
the most appropriate rate was 19 percent. (T-5, p. 26.) This
recommendation was made, however, on the assumption that CIPL's

capital structure for ratemaking purposes would be 100 percent
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equity. It is assumed that the equity returns recommended by
Crichfield would increase with the introduction of debt into the
capital structure based on his testimony that, as the portion of
debt in the capital structure increases, the return required by
equity investors increases. (T-5, p. 13.)

Crichfield arrived at his recommended equity rates on
the basis of two analyses, a risk premium analysis and a compar-
able earnings analysis.

In his risk premium analysis Crichfield used 14 percent
as the riskless return. (T-5, pp. 16, 20.) This figure was based
on a schedule listing the average yields on five-year U.S. Trea-
sury Bonds for the weeks March 5 through May 7, 1982 (T-5, Attach-
ment 7), and a schedule listing U. S. Treasury Yields for the
months of April, 1981, through February, 1982 (T-5, Attach-
ment 10). These yields ranged between 12.98 and 15.26 percent,
averaging about 14 percent. <Crichfield testified that at the time
of the hearing, the rate was between 12.5 and 13 percent but that
the rate for the preceding two years had stayed around 14 percent.
(Tr., pp. 185-187.) 1In a recalculation using long-term treasury
bonds, yields were lower, however, ranging from 13.07 percent to
13.50 percent, averaging 13.3 percent for the period March 5 to
May 7, 1982. (Crichfield Materials, Attachment 9.) The average
yield on 20-year U. S. Treasury notes was 13.72 percent in 1981
and 12.92 percent in 1982 for a two-year average of 13.32 percent.
(Federal Reserve Bulletin, Vol. 70, No. 10, October, 1984.)

Crichfield believed that the risk premium should be no
less than three percentage points and that it could be as large as
7.81 percentage points. (T-5, pp. 16-17.) He arrived at the
minimum risk premium by examining the difference between medium
grade corporate bond yields and yields on five-year U.S. Treasury
Bonds. The average premium for the period March 5 to May 7, 1982,

was 2.80 percentage points. (T-5, Attachment 9.) The average

P-80-5(16)/P-82-1(12)
Page 24 of 47




L A
1

Suite 10
Alaska 9950

420 1L Street,

ALASKA PUBLIC UTILITIES COMM
Anchorage,

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

premium was recomputed at the request of the Commission using
yields on long-term U. S. Treasury Bonds. The resulting premium
was 3.50 percent. (Crichfield Materials, Attachment 9.)
Crichfield also used the capital asset pricing model to
estimate average risk premiums for certain industries. He calcu-

lated the average risk premiums for utilities to be about

3,25 p<rcent, for natural gas pipelines to be 4.65 percent, for

truck and bus lines to be 5.23 percent, and for railroads to be
6.01 percent assuming an all equity capital structure. (T-5,
p. 21.)

Crichfield's maximum risk premium was determined by
measuring the premium earned by the average New York Stock
Exchange firm from June 30, 1980, to June 30, 1981. That average
risk premium was 7.81 percent. Crichfield stated that the average
market risk premium is usually estimated to be about seven to
eight percentage points.

In his comparable earnings analysis, Crichfield examined
the returns on equity earned by investor-owned natural gas utili-
ties, including transmission, distribution and integrated com-
panies. He reported that natural gas transmission companies
experienced, on average, a 16.8 percent rate of return on equity
capital in 1980. Crichfield testified that it is highly unlikely
that the overall cost of capital for CIPL is less than 16.8 per-
cent, since the riskless rate of return for 1980 was several per-
centage points lower than the 1982 rate.

Crichfield indicated that in his judgment the risk
premium for an oil pipeline should be greater than that for either
a gas utility or an electric utility. One of the reasons for this
additional risk premium is that oil pipelines do not have exclu-
sive franchises for the areas they serve, and, thus, they are
subject to competition by other pipelines or by other modes of

transportation. The Commission finds that in the case of CIPL the
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fact that it does not have an exclusive franchise is irrelevant
for purposes of assessment of risk. At this point in the life of
the fields connected to the pipeline system, there is no practical
possibility either for a competing pipeline or for other modes of
competing transportation. No competing pipeline will be built
since these fields are nearly depleted. There will be no compet-
ing alternative transportation since the pipeline system is the
only feasible way to move this o0il from the fields to a point at
which it can be loaded onto tankers for transportation to market.
The Commission finds that, in this aspect, CIPL is no more risky
than a public utility and is less risky than other oil pipelines.
As long as these fields are producing oil, it will be shipped over
CIPL.

Crichfield presented his view of the business risks of
CIPL. He testified that, because of its remote location and
hostile physical environment, there is extraordinary service
interruption potential and associated operating risk. Needed
repairs to the pipeline can be delayed and expensive. Crichfield
also discussed the COR risk previously addressed in this Order
under Rate Base Methodology. (T-5, p. 12.) Crichfield testified
that CIPL also faces the risk of uncertainty in demand and supply
of oil. (T-5, p. 11.)

The Commission finds that the interruption risk, the
operating expense risks and the COR risk discussed by Crichfield
are largely compensated for by the ability of CIPL to file for
rate increases in the future. The Commission believes that the
risk of declining or fluctuating annual throughputs is offset by
the adjustable tariff mechanism adopted in this Order. The only
risk for CIPL which the Commission can discern concerning the
demand and supply of o0il is the risk that the price of o0il will
fall to the point that it is uneconomic to produce the last of the

estimated recoverable reserves in the fields connected to CIPL.
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The Commission finds that this is a legitimate risk which should
be taken into account in setting the return on equity but notes
that gas pipelines experience a comparable risk for the commodity
they transport. The only other risk which the Commission believes
CIPL has is the risk that total recoverable reserves have been
underestimated and that the pipeline will not be operated long
enough to fully depreciate the property over the 25-year deprecia-
tion schedule set. This risk may be offset through the ratemaking
process by the application of a shorter depreciation schedule.

Crichfield also discussed the concept of financial risk.
The financial risk which is borne by equity holders is the risk
they will not receive dividends because the claims of debt holders
are senior to their claims. The Commission does not believe that
any premium for financial risk should be granted to CIPL since
there is in fact no debt outstanding and, therefore, no possibil-
ity, even though debt is imputed to CIPL, that the equity invest-
ors will not receive their return due to the necessity of paying
the prior claim of debt holders.

In light of its review of the entire record, the Com-
mission believes that a 17 percent return on equity is the most
appropriate rate.1

An overall rate of return cannot be calculated in this
Order since the actual cost of CIPL's debt is not in evidence.
CIPL is directed to compute and employ the actual cost of its debt
and a 17 percent return on equity in calculating the revised reve-

nue requirement required to be filed by this Order.

lIt should be noted that this return is based on 1981 and

1982 data and on a record which is also not entirely satisfactory.
However, CIPL has two pending tariff filings which relate to
periods after 1982 which will be adjudicated in the near future.
It is expected that in these proceedings the carrier will present
current and complete data supporting its requested return on
equity. In short, CIPL is placed on notice that the 17 percent
allowed herein will not have any precedential value in future
determinations of the appropriate cost of equity capital.
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CASH WORKING CAPITAL

CIPL calculated the rate base for its 1982 test year
using an allowance for cash working capital of $340,000. (T-4,
Attachment 11.) Chumley testified that this figure was based on
the daily average of cash operating expenses times the average
collection period in days for revenue invoices and that the col-
lection period for the first three months of 1982 averaged in
excess of 20 days. (T-4, p. 14.) At the hearing Chumley testi-
fied that CIPL had not done a study of accounts payable. (Tr.,
pp. 108, 113.) ©Noack testified at the hearing that in the ordi-
nary course of CIPL's business there is a time delay in receiving
the cash needed to pay for operations incurred. By the time a
ship has been loaded, expenses have been incurred for transporta-
tion, storage, and loading. Billings are not made until the ship
is loaded and then there is a time delay in receiving the funds.
Noack estimated the timing delay at around 20 days. (Tr.,
pp. 21-22.) Under cross-examination Noack further explained that
costs are incurred during the entire time that service is being
rendered, a period of about 11 days from the producing fields to
tanker loading, but was unable to be specific about when CIPL
actually paid for those costs incurred. (Tr., pp. 24-26.)

The Staff found CIPL's attempted lead-lag study to be
one-sided because it looked at receivables but not at payables.
The Staff also criticized the fact that the lead-lag study covered
only a three-month period which was not shown to be representa-
tive. Neilson testified that CIPL's short term earnings indicated
it might have a negative cash working capital requirement. (T-4,
p. 14). The Staff, therefore, took the position that, since CIPL
has submitted no information upon which an accurate cash working
capital requirement can be based, none should be allowed. (Staff

Brief, p. 22.)
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In the absence of a comprehensive lead-lag study, the
Commission will not grant CIPL a positive cash working capital
allowance. Neither does the record contain any accurate data upon
which to base a negative cash working capital allowance.

CIPL has suggested, alternatively, that the Commission
adopt the ICC "rule-of-thumb" of 15 days cash working capital

which the FERC adopted in its decision in Williams Pipe Line

Company. (CIPL Brief, pp. 15, 75.) The Commission declines to
adopt the 15-day rule-of-thumb for the same reasons that rule was
criticized by the FERC in Williams. (21 FERC ¢ 61,260,

pp. 61,704 - 61,705, footnote 386.)

For purposes of this Order, the Commission will set the
cash working capital allowance at zero. The Commission directs
CIPL to submit an appropriate lead-~lag study with its filings in
Docket P-82-6.

CIPL is directed to calculate its revenue requirement to
be submitted in accordance with this Order using a cash working
capital allowance of zero.

ACCUMULATED DEFERRED INCOME TAX CREDITS

Deferred taxes were not deducted by CIPL from its rate
base. Such a deduction has been mandated for public utilities
subject to the jurisdiction of the Commission by General Order
No. 4 in Docket U-72-26. The Staff urged the Commission to apply
this policy to CIPL. (Staff Brief, p. 23.) CIPL calculated the
earnings on the amount of deferred taxes at the interest rate on
long-term U. S. Treasury bonds. The amount resulting from that
calculation was then deducted from CIPL's revenue requirement.
(T-4, Attachment 8(a).) In making this deduction, CIPL was fol-
lowing the reasoning in the APC decision in TAPS. (P-77-8(44)/
P-77-9(41)/P-77-10(41)/P-77-11(39)/P-78-5(25), p. 22.) CIPL
argued that such an approach is the correct one for common car-

riers. It maintained that the Staff's proposed deduction of
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deferred taxes from the rate base would eliminate the cash flow
benefits that otherwise result from accelerated depreciation and
that the Congressional objective of stimulating investment would
be frustrated. (CIPL Brief, pp. 71-75.)

The Commission finds CIPL's arguments unpersuasive. The
accumulated reserve for deferred income taxes is a source of cost-
free capital to the pipeline carrier. No investment has been made
by the carrier, and, therefore, there is no reason why the carrier
should be allowed to earn a return on this capital. The Commis-
sion directs CIPL to deduct deferred tax reserves from its rate
base in calculating the revenue requirement to be submitted in
accordance with this Order.

ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION (AFUDC)

AFUDC represents the cost of money used during construc-—
tion. It includes the net cost of borrowed funds and a reasonable
rate of return on equity funds. CIPL included AFUDC in its rate
base for purposes of this rate case. The Staff agreed that AFUDC
should be in rate base, but its suggested allowance is substan-
tially less than that calculated by CIPL.

CIPL included AFUDC amounts determined by applying a
10.5 pecent annual rate to the monthly average of cumulative
capital expenditures during the nineteen months of construction
from April 1966 through October 1967. CIPL reduced the total
AFUDC amount of $2,129,000 by $935,000, the amount of interest
during construction previously allowed under ICC regulation. The
resulting AFUDC was $1,194,000.

Staff calculated an allowance of $50,000. Staff con-
tended that CIPL included retentions due contractors which were
not in fact paid by CIPL during the construction period. Staff
disallowed such retentions in its calculation. (T-8, p. 13;

Tr., p. 127.) CIPL apparently treated the entire expenditure as

though it represented equity. Staff used the actual debt equity
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ratio of CIPL during the period of construction, approximately
83 percent debt to 17 percent equity and calculated the allowance
according to F.P.C. Order No. 561. (T-4, p. 12.)

The Commission agrees with the parties that some amount
of AFUDC should be included in CIPL's rate base. The Commission
concurs with Staff's approach to the calculation of AFUDC and
directs CIPL to use the following guidelines in calculating its
revenue requirement to be submitted pursuant to this Order. AFUDC
should include only amounts actually expended by CIPL. The actual
capital structure of CIPL at the time of construction expenditure
should be used to calculate AFUDC. AFUDC should be calculated in
accordance with the formula set out in F.P.C. Order No. 561.

RECONDITIONING COSTS

Staff objected to the amortization by CIPL over a five-
year period of certain costs to recondition the pipeline made in
1981, 1982, and 1983. These costs were, according to CIPL, normal
and expected corrosion repairs which had been accumulated so that
the work could be done in mid-winter using ice to access the pipe-
line. It was only because of climatic and ground conditions that
the repairs were accumulated and not done as part of the regular
maintenance program. (T-1, pp. 12-13.)

Staff contended that this reconditioning was a better-
ment and should be capitalized and depreciated over the remaining
life of the pipeline. Staff's method resulted in a decrease in
operating expenses of $104,986 for the 1981 test year.

CIPL maintained that its proposed method of amortization
over a five-year period is correct; but in the alternative, if the
Commission decided that the reconditioning work is a betterment,
CIPL requested that this portion of the depreciation be handled on
a "unit of throughput" basis. (CIPL Brief, p. 77; Tr., p. 137.)

Exhibit D attached to the CIPL Brief shows amortization of costs
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on a unit of throughput basis. The Staff did not object to this
treatment. (Tr., p. 409.)

The Commission agrees with Staff that these costs should
be capitalized and depreciated over the remaining life of the
pipeline. The Commission finds there is no basis to isolate this
one element of rate base and treat it differently than the remain-
der of CIPL's rate base, as CIPL argues. Therefore, CIPL is
directed to capitalize and depreciate these reconditioning costs
over the remaining life of the pipeline and to calculate the rate
base used in its revenue requirement accordingly.

DISMANTLING AND REMOVAL

The pipeline system is built on land owned in fee by
CIPL (the Drift River Terminal site); leases granted by Mobil 0il
and Marathon (the mainline pump stations at Granite Point and West
Forelands); land leased from the State of Alaska under a right-of-
way permit and subsequently conveyed by the State to the Kenai
Peninsula Borough (the mainline pipe); and submerged lands leased
from the State of Alaska under a tidelands lease (the offshore
loading platform, dolphins, and the dual 30-inch submarine pipe-
lines). The offshore facilities are also subject to a permit
granted by the Department of the Army, U. S. Corps of Engineers.
The right-of-way permit on which the mainline is con-

structed (ADL No. 33333) contains the following provision with
regard to removal of structures upon termination of the permit:

Upon abandonment, termination, revocation or can-

cellation of this indenture, the permittee shall

within 90 days remove all structures and improve-

ments from the area . . . and shall restore the

area to the same or similar condition as the same

was upon the issuance of this permit. . . . Pro-

vided, further, however, that the grantor, in his

discretion, may alter or modify the requirements

contained in this provision if it is to the best

interest of Alaska to do so.

CIPL has assumed that the State will allow the mainline

pipe to remain in place if left in an internally clean and neutral
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state. It assumes this is so because removal of the pipe would
entail environmental disruptions similar to those encountered
during construction of the line.

The tidelands lease (ADL No. 32391) upon which the off-
shore facilities are constructed provides as follows with respect
to removal of structures:

Improvements owned by a Lessee on Alaska lands
shall within 60 days after the termination of the
lease be removed by him; provided, such removal
will not cause injury or damage to the lands; and
further provided, that the Lessor may extend the
time for removing such improvements in cases where
hardship is proven.

The Corps of Engineers permit to which the offshore
facilities are also subject provides as follows:

That if future operations by the United States
require an alteration in the position of the struc-
ture or work herein authorized, or if, in the
opinion of the Secretary of the Army, it shall
cause unreasonable obstruction to the free naviga-
tion of said water, the owner will be required upon
due notice from the Secretary of the Army, to
remove or alter the structural work or obstructions
caused thereby without expense to the United States
so as to render navigation reasonably free, easy,
and unobstructed; . . .

CIPL testified that past actions of the Secretary of the
Army indicate that removal of the offshore structures will be
required. (T-1, pp. 15-16.) CIPL assumed that the Secretary and
the State of Alaska will be satisfied by deoiling, cleaning, and
abandonment of the offshore loading lines in place and dismantling
and removal of the loading platform and dolphins. It is antici-
pated that the legs need not be completely removed but may be
severed ten feet below the mudline to avoid interference with
navigation.

On November 29, 1980, in a letter to the APC, CIPL
requested that it be allowed to collect a fund to be used for dis-
mantling and removal (D & R) of certain of its pipeline facilities

at the end of the useful life of the line. This apparently was

the first time that CIPL had acknowledged its obligation for D & R
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in the regulatory context. 1In support of its request to collect
12 cents per barrel to be accumulated in a fund to pay for D & R,
CIPL submitted a document entitled Dismantling Study prepared by
Mobil Pipe Line Company and dated November, 1980. That study
estimated the cost to remove or abandon CIPL's facilities on
government land to be $10.4 million in 1980 dollars.

A second study performed for CIPL by Brown & Root, Inc.,
entited Drift River Facilities Abandonment Study dated April, 1982
(T-2, Attachment 3), was submitted in these proceedings. This
study projected the total cost for abandonment in place of the
pipelines and removal of the offshore structures to be $17,922,270
in 1982 dollars. The total time required to complete the project
is estimated to be 27 weeks including 7 weeks of onshore work,

19 weeks of offshore work and one week to allow CIPL to load the
last o0il in the system onto a tanker. (T-2, Attachment 3,
p. 7-1.)

The Staff has accepted the Brown & Root cost estimate
for purposes of its analysis in this case, but states that it has
not independently evaluated CIPL's obligations to perform the
specific work outlined in the study and has not endorsed the
study's probity for setting rates in this proceeding. (T-7,

p. 2.)

The Commission has reviewed the Brown & Root study and
finds that the assumptions on which it is based are reasonable at
this point in time. The Commission finds that it is highly pro-
bable that some or all of the work outlined in the study will have
to be performed by CIPL. The Commission accepts the cost estimate
contained in the study for purposes of the computation of a reve-
nue requirement in these proceedings. Although the Staff and CIPL
have agreed upon the use of the approximately $10 million figure
arrived at in the original Mobil study, the Commission believes

that it is not appropriate to ignore the Brown & Root study for
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this purpose. The $17 million figure used in that study is based
on a considerably more detailed and thorough analysis, and the
Commission believes that it is the most accurate figure now avail-
able. This decision does not preclude the Staff from conducting
investigations in the future into CIPL's obligations to dismantle
and its cost estimates and making recommendations concerning the
proper numbers to be used for ratemaking purposes.

There are several issues which must be decided by the
Commission in connection with D & R. The first is the issue on
which the parties are most sharply divided, whether CIPL should be
allowed to collect the total cost of D & R over the remaining life
of the pipeline system. CIPL asked the Commission to allow it to
do so. The Staff took the position that CIPL should be allowed to
accumulate only 12/25ths of the fund that would be required.

(T-7, p. 10.) Staff maintained that CIPL should have been col-
lecting funds for D & R throughout the life of the pipeline, and
that it should not be allowed to collect those amounts which
should have come from rates applicable to the first 13 years of
operations. CIPL contended that accrual of D & R funds is in the
nature of an adjustment to salvage value which is entirely proper
at this point in the life of the facility when the D & R obliga-
tion is firm and a good cost estimate has been obtained. CIPL
further argued that none of the shippers are harmed because the
same eight current shippers over the line have been shippers
throughout the life of the line. (CIPL Brief, p. 26.)

CIPL maintained that its decision to use a zero salvage
value in the early years was probably a correct one and that it is
inflation in later years that has caused D & R costs to escalate
to the point where negative salvage is appropriate. (CIPL Brief,
p. 81.) CIPL believed that the Commission should view its actions
as a revision of the cost estimates of salvage rather than as a

delayed recognition on its part of the D & R problem. (CIPL
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Brief, pp. 82, 85.) The Commission finds no evidence in the
record to support these arguments. There is no indication that
CIPL ever did any kind of study prior to 1980 to determine the
salvage value of the pipeline or that its setting of the salvage
value at zero was more than conjecture. Nor is there any indica-
tion on the record that CIPL inquired of its lessor and permittee
as to what its D & R obligations would be prior to its 1980 study.
The record is also devoid of any excuse for not making such an
inquiry. 1In addition, there is no evidence that either the State
of Alaska or the Secretary of the Army would have given CIPL dif-
ferent answers in the late 1960's concerning D & R obligations
than they did in the early 1980's. The Commission believes that,
since CIPL's D & R obligations were determinable, an estimate of
the cost of D & R should have been made at the beginning of CIPL's
operations. CIPL argued that an accurate cost of D & R could not
have been calculated in its early years of operations due to a
number of factors. (CIPL Brief, p. 86.) The Commission does not
believe that these factors excused CIPL from making an estimate on
which to base collections for D & R. That estimate would, of
course, have been subject to prospective revision when information
upon which to base a more accurate estimate became available. 1If
a projection of D & R in the early years was so subject to vari-
ability, it seems highly unlikely to the Commission that the ini-
tial salvage value which CIPL claims it set purposefully at zero
would have remained at precisely zero during the ensuing 13 years,
as CIPL now asks the Commission to believe.

The Commission believes, contrary to CIPL's arguments,
that CIPL's actions do amount to a delayed recognition of its
liability, and, thus, the Commission will allow CIPL to collect
only 12/25ths of total amount of funds required for D & R, as that

amount may be periodically updated, over the remaining life of the
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pipeline system. CIPL is instructed to use this formula in calcu-
lating the revenue requirement to be submitted pursuant to this
Order.

Another issue which must be resolved by the Commission
is whether an amount sufficient to pay the income taxes which will
be assessed against the D & R funds should be collected from rate-
payers in addition to the D & R funds themselves. The revenue
requirement for D & R would approximately double if the tax amount
were to be collected. (Staff Revision, p. 3.)

It appears from the record that collections made to fund
D & R expenses constitute income to the company and are not deduc-
tible for tax purposes until actually spent at the end of the life
of the pipeline. Since CIPL will necessarily have ceased opera-
tions before the bulk of these expenditures are made they will
have no opportunity to offset these expenses against other income
of the company. Since CIPL files a tax return separate from that
of any of its owner companies, there is no certainty that any
entity will be able to take advantage of those deductions. There-
fore, it appears that, in the absence of some change in the tax
law or a specific revenue ruling allowing exclusion of D & R col-
lections from gross income, CIPL should be allowed to collect an
amount sufficient to pay 12/25ths of the D & R costs at the end of
its life plus an amount sufficient to cover each year's income tax

liability incurred because of the collection of these payments.2

2The Commission notes that, to the extent that the owners of
CIPL can change corporate forms or intercorporate arrangements,
they may be able to take advantage of the tax deductions which
will be unavailable to CIPL in connection with D & R. Since there
is no practical way to return those tax advantages to the ship-
pers, their realization by the owner companies means that, in
effect, the owner companies will obtain the benefit of more than
the collection of the 12/25ths of D & R costs allowed by this
Order. This potential tax benefit also serves to insulate CIPL
from an undercollection of its allowed D & R costs.
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The third issue to be resolved is whether the D & R col-
lections should be handled as an internal or external fund. The
Staff recommended the use of an internal sinking fund. 1In addi-
tion, it recommended that CIPL be instructed to request a Revenue
Ruling from the Internal Revenue Service as to the tax status of
funds collected in an external fund. If a favorable ruling is
obtained, Staff advocated conversion of the internal fund to an
external one. (T-7, pp. 3, 15.) CIPL also believed that the fund
should be handled internally unless favorable tax status could be
gained for an external fund. (Tr., p. 145.) Because there does
not appear at this time to be any difference between the treatment
of an internal fund and an external fund for tax purposes, the
Commission will disregard the tax factor in determining the pro-
priety of an internal or external fund.

The Commission finds that, given the magnitude of the
dollars involved, D & R funds are best handled through an external
fund administered by an independent trustee. The Commission
believes that the accumulation of D & R collections in an external
fund assures the public, which is the beneficiary of the fund,
that the monies will be available when the time for D & R arrives.
The Commission notes that CIPL, like most other ongoing entities,
does not, in the ordinary course of its business, accumulate and
manage large amounts of cash. The Commission finds that the bur-
den to act in a fiduciary capacity with respect to this money
should not be imposed upon CIPL's management. Investment should
be handled by a professional fiduciary which is in the business of
managing large sums of money. This option insures that no money
is reinvested in CIPL's operations or borrowed from the fund.

CIPL is a single-purpose firm with little or no need to raise
capital for purposes of reinvestment. The only disadvantage to
the establishment of an external fund for D & R collections is the

cost of management by an independent trustee. The Commission
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finds that this disadvantage is outweighed by the factors favoring
the external fund and notes that the cost of the trustee is a
legitimate expense for ratemaking purposes which may be brought to
the Commission's attention in the upcoming proceedings in Docket
P-82-6.

The Commission directs CIPL to collect the D & R funds
and immediately deposit them with the trustee of the external
fund. The appropriate amount required to be collected on account
of D & R must be deposited with the trustee, regardless of any
shortfall in the collection by CIPL of its revenue requirement.
The trust shall be administered in accordance with a trust agree-
ment approved by the Commission. A copy of the proposed trust
agreement shall be filed with the Commission for approval within
180 days of the date of this Order. The trustee shall periodi-
cally submit reports of deposits and returns to the Staff. Addi-
tionally, CIPL is directed to seek a ruling on the tax treatment
of the fund. A copy of the ruling obtained, whether favorable or
not, shall be filed with the Commission.

A fourth issue concerning D & R costs involves the
manner in which it will be collected. CIPL contended that it
should be collected on a unit of throughput basis that essentially
divides the allowed D & R costs as projected at this time by the
estimated throughput for the remaining life of the pipeline to
arrive at a cost per unit of throughput that should be charged to
a shipper as its unit of throughput is transported through the
pipeline. The Staff's position was that the D & R cost allowed by
the Commission should be divided by the number of years of the
remaining life of the pipeline and a one year amount included in
the revenue requirement. The Commission finds that the most
equitable way of collecting D & R funds is on a unit of throughput

basis.
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The final issue to be resolved with respect to D & R
costs is the manner for handling overcollections and undercollec-
tions. The undercollection problem is solved through the avail-
ability of studies such as the Brown & Root study submitted in
this proceeding. 1Indeed, it will be incumbent upon the management
of CIPL to closely monitor expected D & R costs and to avail
itself of AS 42.06 to seek appropriate rate increases when those
costs need adjustment. An overcollection, however, presents a
different problem, but one which, fortunately, there is adequate
time to address. Whether an overcollection will occur will not be
known until the D & R costs are actually incurred. It is neces-
sary, however, at this time to ensure that options are available
if an overcollection does occur. CIPL is ordered to maintain
detailed records of the amount collected from each shipper on
account of D & R. At the time the pipeline ceases normal opera-
tions, CIPL will be required under the provisions of AS 42.06.290
to submit a petition for abandonment of the system. At that time
the Commission anticipates that it will grant authority to dis-
mantle the system but that it will hold the abandonment proceeding
open until D & R is complete. Following completion, the Commis-
sion may order disbursement of any overcollections to former
shippers over the system.

UNFUNDED TAX LIABILITY

At the hearing the Staff was requested to revise its
calculation of income taxes (RDN-20) due to the effect of unfunded
income tax liability. To compensate CIPL for its future unfunded
tax liability, Staff used the "South Georgia Method", which is a
method approved by the FERC. (Staff Revision, RDN-20, Revised 2.)
CIPL apparently agrees with Staff that use of the South Georgia
Method is appropriate in this instance, however, subsequent calcu-
lations by CIPL and the Staff of the precise figure to be used in

the revenue requirement differ. (CIPL Brief, Exhibit C; Staff
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Brief, RDN-20, Revised 3.) Because the revenue requirement
resulting from application of this Order will be different from
that proposed either by CIPL or the Staff, it is unnecessary for
the Commission to comment upon the precise figures computed by the
parties.

The Commission instructs CIPL to use the South Georgia
Method in calculating income taxes to be included in the revised
revenue requirement submitted pursuant to this Order.

ADJUSTABLE TARIFF RATE AND TRUE-UP

The record in this case indicates that the throughput of
this pipeline varies from month to month and is unpredictable.
This may result in CIPL not realizing its revenue requirement one
month while overcollecting its revenue requirement the next month.
It is not clear that overcollections and undercollections would
counterbalance each other. The Commission believes that a method
should be established to adjust rates each quarter of a year to
ensure that CIPL does not overcollect or undercollect its revenue
requirement, assuming continued normal operations of the pipeline
system. The method should not apply, however, in the event of a
lengthy interruption in service.

The Commission directs CIPL to submit a method by which
rates could be adjusted on a regular basis to reflect changes in
throughput. Opportunities will then be provided for Staff to
comment and for CIPL to respond. Following is a suggestion of the
type of adjustment mechanism which the Commission believes would
satisfy regulatory requirements. The method is not binding upon
CIPL but may be used as a guideline in proposing a method to the
Commission for handling this problem.

The following method would allow CIPL to adjust its
rates each quarter of a year to ensure that it does not overcol-
lect its revenue requirement or experience undercollection. At

least 30 days before the beginning of each quarter of each year,
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CIPL should submit a tariff revision proposing the rate per barrel
to be charged for that next quarter. That filing should include a
tariff advice letter, proposed revised tariff sheet(s) reflecting
the new rate, a schedule of estimated throughput for each month of
the next quarter, and a calculation of the proposed rate. The
proposed rate shall be calculated by (1) dividing the approved
annual revenue requirement from the last rate case by four and

(2) dividing that answer by the estimated throughput for the next
quarter.

In the event of a pending rate case in which the Com-
mission has approved an interim rate revision, the revenue
requirement upon which the interim rate revision was granted may
be used for the next quarter's calculation.

In the event any throughput estimate for any month of
the ensuing quarter shows a throughput that varies more than
10 percent from the throughput of the first two months of the past
quarter, an explanation shall accompany the estimated throughput.

CIPL should simultaneously serve a complete copy of its
tariff filing on all shippers which have utilized CIPL in the last
six months and include a certification of service with its tariff
filing to the Commission.

Within 15 days of the end of each quarter of each year,
CIPL shall submit a report summarizing the total throughput for
each month of the past quarter and referencing the tariff filing
that proposed the rate for the quarter being summarized.

The report should include: (1) schedules showing both
estimated and actual throughput for each month of the past quar-
ter; (2) a calculation of the rate that should have been charged
during the past quarter; (3) a program for either refund (if the
charged rate was greater than the "correct”™ rate) or collection
(if the charged rate was less than the "correct" rate); and (4) a

certification that the report was served on all affected shippers.
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The "correct" rate should be calculated by dividing one-fourth the
approved annual revenue requirement by actual throughput for the
applicable guarter. Any interruption in service in excess of

48 hours should be included in the report. 1In the event of any
such interruption, the Commission may, at its option, set the rate
to be charged for the affected guarter at a level which differs
from that produced under normal application of the adjustable
tariff mechanism.

Amounts to be refunded or collected will be equally
spread among all barrels of o0il shipped during the applicable
quarter. Shippers shall be given the options of either paying the
underpaid amounts to CIPL or crediting the underpaid amount to any
overpayments that may occur in the quarter the report is made and
the next ensuing quarter. If, by the end of the quarter in which
the credit may be made the overpayment is not eliminated by cred-
its, the remaining amount shall be paid by the shipper to CIPL.

In order to ensure that CIPL's steadily declining ori-
ginal cost rate base is taken into account, a revenue requirement
study in the form prescribed by 3 AAC 48.275(a) should be filed
every other year with CIPL's regular second quarter filing. This
does not preclude CIPL from filing more frequently if a rate
adjustment is required.

CIPL is instructed to propose a method for accomplish-
ment of this purpose and to submit the method to the Commission
for its approval at the same time as the revised revenue require-
ment required to be submitted by this Order. Given the pendency
of two other rate proceedings (Tariff Letter Nos. 11 and 12), CIPL
should also address when it would be appropriate to institute the
proposed adjustable tariff mechanism.

REVENUE REQUIREMENT

Calculation of a revenue requirement based on the deci-

sions made by the Commission in this Order involves the use of
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some information which is not available to the Commission on the
record of this proceeding. Accordingly, CIPL is directed to
calculate a revenue requirement in accordance with the directions
set out in this Order. That revenue requirement will be appli-
cable to the period January 1, 1981, to December 31, 1982. CIPL
is further directed to file a schedule of actual throughput for
the years 1981 and 1982. This information should be filed within
60 days of receipt of this Order by CIPL.

The Staff is directed to review the information filed by
CIPL and to comment in writing on CIPL's computations and compli-
ance with the provisions of this Order. CIPL will then have an
opportunity to file reply comments.

Upon review of the filings by CIPL and the Staff, the
Commission will set a tariff rate or rates applicable to the
period January 1, 1981, through December 31, 1982. 1In the event
that a tariff rate which results from division of the revenue
requirement calculated under this Order exceeds the filed rate
collected during any period, the Commission will set a tariff rate
equal to the filed rate actually collected during the period. The
Commission has no authority under AS 42.06 to order the shippers
to pay rates in excess of the filed rate.

The rates set by the Commission will apply to all intra-
state shipments of 0il over the pipeline system.

THE COMMISSION FURTHER FINDS AND CONCLUDES:

1. CIPL holds a certificate of public convenience and
necessity under AS 42.06 to operate as an intrastate pipeline
carrier,

2. CIPL has requested two rate increases, the first to
58 cents, effective January 1, 1981, the second to 91.5 cents,
effective January 15, 1982, and ending December 31, 1982.

3. An original cost rate base methodology should be

used to compute rates for CIPL.
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4. For purposes of calculating a revenue requirement, a
hypothetical capital structure of 25 percent debt and 75 percent
equity should be imputed to CIPL.

5. The rate of return in revenue requirement should be
calculated using CIPL's actual cost of debt and a 17 percent
return on equity.

6. A cash working capital allowance of zero should be
used in calculating CIPL's revenue requirement.

7. CIPL should deduct accumulated deferred income taxes
from its rate base in calculating its revenue requirement.

8. CIPL should be allowed to include AFUDC in its rate
base, calculated in accordance with FPC Order No. 561, in comput-
ing its revenue requirement.

9. Reconditioning costs of CIPL's pipeline system
should be capitalized and depreciated over the remaihing life of
the pipeline.

10. CIPL should be allowed to collect a rate sufficient
to recover 12/25ths of its estimated D & R costs.

11. CIPL should be allowed to collect an amount suffi-
cient to pay the taxes due each year on the D & R collections
which it makes.

12. Funds collected for D & R should be accumulated in
an external fund administered by an independent trustee in accord-
ance with a trust agreement approved by the Commission.

13. Funds for D & R should be collected on a unit of
throughput basis.

14. Unfunded income tax liability should be accounted
for in accordance with the method agreed to by CIPL and the Staff.

15. CIPL should devise a methodology to adjust its

tariff rate each quarter in order to accommodate variations in

throughput.
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16. CIPL should compute a revised revenue requirement
to be applicable for the period January 1, 1981, to December 31,
1982, in accordance with the findings made in this Order.

17. The elements not covered by findings made in this
Order should be computed on the basis previously agreed to by CIPL
and the Staff.

18. The Staff should review and comment upon the
revised revenue requirement and adjustable tariff mechanism filed
by CIPL.

19. CIPL should have the opportunity to reply to the
Staff's comments on its revised revenue requirement and proposed
adjustable tariff mechanism.

20. In the subsequent filing to be made by CIPL in
Docket P-82-6, CIPL should submit a lead-lag study justifying a
cash working capital allowance.

ORDER
THE COMMISSION FURTHER ORDERS:

1. On or before April 10, 1985, Cook Inlet Pipe Line
Company shall file with the Commission Staff a revenue requirement
calculated in accordance with this Order and actual throughput for
the years 1981 and 1982.

2. On or before April 10, 1985, Cook Inlet Pipe Line
Company shall submit a tariff revision with a mechanism for
adjustable tariff rates which meets the requirements of this
Order.

3. Within 30 days of the filing by Cook Inlet Pipe Line
Company of the information required to be submitted by Ordering
Paragraph Nos. 1 and 2, but not later than May 10, 1985, the Com-
mission Staff shall submit its comments on the filings.

4., Within 15 days of the filing by the Commission Staff

of the comments required by Ordering Paragraph No. 3, but not
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later than May 27, 1985, Cook Inlet Pipe Line Company may, at its
option, file reply comments with the Commission.

5. Within 180 days of the date of this Order, Cook
Inlet Pipe Line Company shall submit a trust agreement which
establishes and governs the external fund for dismantling and
removal funds required to be collected by this Order. The provi-
sions of that trust agreement shall conform to the requirements of
this Order.

DATED AND EFFECTIVE at Anchorage, Alaska, this 14th day of Janu-
ary, 1985.

BY DIRECTION OF THE COMMISSION
(Commissioner Diana E. Snowden, nunc pro tunc;
Commissioners Carolyn S. Guess, Chairman, and

Louis E. Agi, not participating)

(S EAL)
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